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PREFACE

1. This Country Economic memorandum is based on the findings of a mission that visited Poland in
September 1996. The report analyzes economic policy options on the road to EU membership and
proposes a medium-term economic growth strategy for the preaccession period.

2. The core team was led by Daniel Oks (task manager) and included Michel Debatisse
(agriculture), Bartek Kaminski (trade), Gregory Jedrzejczak (finance), Samuel Bentolila (labor markets -
consultant), Nissan Liviatan (macroeconomics - consultant), Marina Wes (foreign investment -

consultant), Richard Baldwin (EU integration - consultant), Barbara Nunberg (public administration),
Gordon Hughes (environment), Carlos Silva-Jauregui (pensions) and Paulette Castel (fiscal and
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Zalduendo (regional policy), Luca Barbone (regional policy), Jan Rutkowski (labor markets), Rafael
Rofman (pensions - consultant), Nathalie Moreno (EU legal aspects), Jaroslaw Pietras (EU accession -
consultant), Sweder van Wijnbergen (finance), Hemant Shah (finance), Bartek Czyzewski
(privatization), Yves Duvivier (privatization strategy), Christian Duvigneau (energy), Rachid
Benmessaoud (power), Vincent Gouarne (water), Peter Law (gas), Cecile Neuvens (competition), and
Graham R. Smith (transport). Valuable comments and suggestions were received from Marcelo
Selowsky, Luca Barbone, Julia Bucknall, Luis Guasch, Richard Lacroix, Melinda Roth-Alexandrowicz,
Witek Orlowski, Robert Palacios and Kate McCollom. At various stages of project preparation, valuable
comments and suggestions were also received from Jaroslaw Pietras and Alan Mayhew (of the Polish
Committee of European Integration), from other respresentatives of the Polish Government, and from
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3. The Acting Director of the Department was Hans Apitz, the Region Chief Economist was
Marcelo Selowsky, the Lead Economist was Luca Barbone and the Division Chief is Michel Noel. Kyle
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A b I &



STATISTICAL APPENDIX

Figures

Figure 1 Real Exchange Rate Based on Relative Unit Labor Costs
Figure 2 Price Relationship Between Agricultural Inputs, Output and Food
Figure 3 DP and Disposable Income per Capita in Poland's Vojvodships
Figure 4 Rates of Unemployment in Poland's Vojvodships

Tables

Table I Comparative Growth Performance in Visegrad Economies
Table 2 Basic Macroeconomic Indicators
Table 3 Savings and Investment
Table 4 Budget Impact of Selected Reform: 1988-2000
Table 5 Medium-Term Fiscal Projections
Table 6 Selected Agricultural Statistics
Table 7 Enhancing the Functioning of the Market Mechnism for

Regional Development

Boxes

Box I Where does Poland stand on the "four freedom"?
Box I EU Enlargement and Poland's Accession
Box 2 Structure and overview of the proposed preaccession growth strategy
Box 3 EU Accession and Growth in Spain and Portugal
Box 4 Reforns, EU accession and growth
Box 5 Importing credibility to lower inflation
Box 6 Why Speed Up Privatization?
Box 7 Basic Features of the Coal Sector
Box 8 Structure of the Polish Financial Sector
Box 9 Bank Privatization Plans
Box 10 Foreign Ownership and Corporate Governance
Box 11 Poverty in Poland
Box 12 Poland's Current Pension System
Box 13 The Proposed Multipillar System
Box 14 Desirable Features of Pension Supervision
Box 15 Selected Areas of Adjustment and Harmonization Regarding

Agricultural and Food Quality in Poland
Box 16 Regional Policy Instruments: What Seems to Work



a



Abstract

Poland - Reform and Growth on the Road to the European Union

Abstract

Poland's radical political and economic transformation program in the 1990s has set the
foundations for a modem democracy and stable capitalist institutions. Policy and institutional reforrns
have fueled fast economic growth and has supported the successful gradual disinflation strategy. Good
policy and economic performance were rewarded with OECD membership, a rapid surge in confidence
of foreign investors and sizable capital inflows. Poland's bid to join the European Union (EU) provides
an opportunity for a new "push" of economic reforms and modernization of institutions.

The Committee for European Integration has elaborated a strategy for EU accession which is
described in a document called "National Integration Strategy" and adopted by the Polish Parliament in
May 1997. The World Bank Country Economic Report aims to assist Poland in the further elaboration
of the economic aspects of its integration strategy. The Bank report focuses on formal EU membership
requirements, such as reform of Poland's legal, institutional, financial and physical infrastructure as
well as policies on trade, competition, investment, social protection, environment and agriculture.
Because a vibrant and growing economy is one of the surest signs that Poland can meet the challenges
of EU membership, the report also addresses other factors that govern economic growth even though
they are not formal EU requirements. These include privatization, pension reform and flexibilization of
labor markets. The Government should reduce its participation and intervention in productive activities
that can be performed by the private sector and focus on well-targeted social assistance for the most
vulnerable, human resource development and environmental areas where the damage is most severe.

A pre-condition for the growth strategy is increasing the saving rate - by about 5 percentage points
of GDP over the next seven years. Structural strengthening of public finances - particularly through social
security reform, closure of unprofitable mines and faster privatization - is the main way to help improve
public saving and incentives for private saving, as well as to gradually bring down inflation. On the
investment side, the report emphasizes the further opening of the trade and foreign investment regime, the
strengthening of the legal and judicial framework for private sector development, and the regulatory
framework so as to encourage a much faster involvement of the private sector in infrastructure
development. Enhancing the mobility of capital and labor are crucial to absorb the outflow of workers out
of agriculture and heavy industry into higher-productivity-growth activities such as in the export and service
sectors. The strategy also includes policy and institutional reforms to facilitate social adjustment and
structural change in rural areas as well as supporting an efficient timetable of compliance with EU
enviromnental standards.

The proposed strategy consists of three different types of policies/reforms: i) "win-win" policies
and reforms where early implementation is desirable for EU accession but also on its own right to
support Poland's economic growth; ii) policies and reforms which are not a formal EU requirement but
are essential to the growth and stabilization strategy (such as privatization and pension reform); and iii)
EU policies and reforms whose adoption will require more time and careful sequencing of actions in
order to maximize their benefits to Poland. Examples of the latter, are the adoption of the EU Common
Agricultural Policy and EU environmental standards.

An example of the first type of (win-win) reforms is deregulation of infrastructure - energy,
telecoms, transport, for instance - where EU directives envisage an enhanced role for markets and
private-sector participation. Early adaptation of an institutional and regulatory framework for
competition in infrastructure services is likely to attract substantial investment and help to improve
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Poland's competitiveness. Another example is the financial sector, where a move toward enhancing
Poland's regulatory and supervisory capacities (leading to mutual recognition of supervisory agencies)
will contribute to deeper financial integration during the time up to accession. Close links between Polish
and EU supervisory agencies will help with the licensing of foreign institutions to operate in Poland, as
well as the provision of services (including cross-border). Increased competition will help to bring down
the cost of capital and encourage investment.

Second are those reforms that Poland needs to implement even if they are not a formal requirement
of accession. Many large, socially-sensitive or politically powerful state-owned enterprises (in coal, steel,
chemicals) or financial firms (the rural bank, the housing and savings bank and the national insurance
company) have avoided major restructuring; their losses continue to be a drag on the growth potential of
the economy. Privatization, while persistent, has been slow, particularly in the industrial sector and the
financial sector; without faster privatization, state-owned firms and banks will find it increasingly
difficult to compete in Europe-wide markets and could thus create future fiscal and unemployment
setbacks. And public finances remain vulnerable to adverse trends in social spending, representing
almost two-thirds of public expenditure. As a result, Poland has a low domestic saving rate which remains
a barrier to sustained growth over the medium term. Speeding up the pace of reform in these areas (social
security, privatization and restructuring) is critical to increase domestic saving and maintain the dynamic
supply response of the Polish economy. In particular, Government proposals for social security reform
are well designed and could lead to a critical improvement in both public and private savings while
reducing the high cost of hiring workers.

And third, there are areas where meeting EU standards will require a gradual and phased
approach. Take environmental protection. Poland will derive substantial environmental benefits from
meeting some EU standards quickly -- especially, for local air pollution -- since this will reduce the
burden of ill-health and high mortality due to current conditions. Here the benefits are very large relative
to the costs. In other areas, such as water quality and wastewater treatment, the direct benefits are
smaller, less immediate and in any case difficult to measure, while the necessary investments are of such
a magnitude that early compliance (say, by 2002) may not be even technically possible. There are other
areas where EU environmental legislation is linked to the functioning of the single market - dangerous
chemicals, waste management, and fuel standards. In these cases, the benefits of being able to take
advantage of the access to the EU internal are large and immediate relative to the likely cost of
compliance. A strategy to meet the most urgent environmental goals first, will probably obtain strong
public support and hence offer policy-makers an opportunity to take bold decisions that may be
politically difficult otherwise (moving further towards river basin management, for instance). It will also
help with future access to structural or transitional funding for environmental investments.

For agriculture, the economic costs of adopting high EU intervention prices before accession are
too much for Poland's budget or consumers to bear. They could also hinder incentives to improve
efficiency. Support to special groups, if decided by the Government, needs to be based on better-targeted
income support schemes, not price intervention. This is indeed the trend of the EU's Common
Agricultural Policy, which suggests that convergence in prices may be less of an issue by the time Poland
accedes. Poland's extensive agenda in agriculture needs to focus on the strengthening of market
institutions (land and regional wholesale markets, rural credit, privatization), reduced and more
transparent intervention in cereals (including privatization of storage and trading functions), and
adoption of EU technological and quality standards.



Abstract

Accession to the EU goes significantly beyond implementation of specific economic instruments or
acts of European law. It is, first of all, an issue of creating the conditions under which Poland and the EU
will be capable of reaping the benefits of integration. Adoption of the acquis should be viewed as an
instrument to increase the well-being of Polish society, speed up restructuring, and modernize the economy
and the legal system. Misalignments vis-&-vis such requirements will undermine the smooth functioning of
the Polish economy within wide European markets. Preparations for joining the EU requires a massive
commitment to reform. Early recognition by investors of such commitment will allow Poland to reap the
benefits from membership before it formally occurs.
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Sunmary Report

Poland: Reform and Growth on the Road to the EU

Summary Report

1. Poland's radical political and economic transformation program in 1989 set the foundations for a
modern democracy and stable market institutions. Policy and institutional reforms (from trade and price
liberalization to privatization, tax reform and fiscal decentralization) have fueled economic growth. After
recovering in 1992, growth averaged 6.1% in 1994-96. Policy reform and good economic performance
were rewarded in 1994 with the London Club debt reduction and restructuring agreement. The result was
a surge in confidence of foreign investors, reflected in a huge surge in foreign direct and portfolio
investment - from less than US$600 million in 1993-94 to more than US$5 billion in 1996. Poland's
progress also led to graduation from an IMF program in 1995 - including early repayment of its
obligations to the Fund - and acceptance as a member of the Organization for Economic Cooperation and
Development (OECD) in November 1996.

2. Poland's bid to join the European Union (EU) provides an opportunity for a new "push" of
radical reforms that will accelerate adjustment and modernization of policies and institutions.
Membership will require Poland to adjust its policies and laws to norms set out in the EU's treaties,
directives and regulations, and known collectively as the acquis communautaire. This will also require
Poland to develop the human and institutional capacity to implement and enforce the acquis in a
sustained and systematic way. For some EU directives, compliance will mean sizable investments. The
acquis will act both as a benchmark and a powerful lever for advancing Polish structural reform. Its
membership will require massive restructuring and modemization of most sectors, and encourage a
crucial reallocation of resources in the economy.

Objectives

3. Poland's bid for EU membership has sparked a deep and wide-ranging debate on accession
issues both inside and outside the Polish Government. The National Strategy for Integration (NSI),
prepared by the Committee for European Integration and adopted by the Polish Parliament in May 1997,
outlines strategic actions to prepare for negotiations and eventual accession. The NSI lays down broad
objectives, areas of adaptation to the EU (economy, law, security, justice and public administration) and
directives for the work of Govenmment, ministries, agencies and different parts of civil society during
accession.

4. The purpose of this Country Economic Memorandum (CEM) is to help the Government further
elaborate the economic aspects of its integration strategy while fostering fast and sustained economic
growth. It focuses on formal EU membership requirements, such as reform of Poland's legal,
institutional, financial and physical infrastructure as well as policies on trade, competition, investment,
social protection, environment and agriculture. Because a vibrant and growing economy is one of the
surest signs that Poland can meet the challenges of EU membership, the CEM addresses other factors
that govern economic growth but are not formal EU requirements. These include privatization, pension
reform, labor-market reforms, and reduction in state intervention in the economy.
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I. The accession process

5. Following massive political changes at the beginning of the 1990's, the EU, Poland and some
other Central and East European countries began progressive economic and political integration by
signing Europe Agreements in 1991. The agreement commits Poland and the EU to phasing in bilateral
industrial free trade within 10 years, and Poland to bringing its laws, institutions and policies in line with
EU's acquis. It also established frameworks for political, social and cultural exchanges. Progress toward
accession took a leap forward at the EU's 1993 summit in Copenhagen, where Poland and all others who
had signed Europe Agreements were offered the possibility of EU membership. Also established were
broad membership requirements - the Copenhagen criteria. At its 1994 summit meeting in Essen, the EU
launched its own strategy for expansion in the East. In the same year, Poland formally applied to the EU.
Decisions on when and with which nations the EU will start accession talks are widely expected to come
in 1997 or 1998. This will be based largely on the European Commission's formal opinions (called
'avis') on the 10 membership application received from the countries of Central and Eastern Europe.

Membership criteria

6. The Copenhagen criteria require Poland (and any other signatories to Europe Agreements) to:
have a "functioning market economy", have the capacity to cope with competitive pressures and market
forces within the EU, and adhere to the aims of political, economic and monetary union in the EU. The
Copenhagen criteria also require that members have established stable institutions guaranteeing
democracy, the rule of law, human rights and the respect for and protection of minorities. As all EU
members, Poland will be required to eventually adopt the entire acquis. There is no presumption,
however, that all aspects of the acquis must be implemented before admission. Even today, for instance,
many EU members have not complied with all aspects of the Single Market Program laid out in the 1986
Single European Act. The Maastricht Treaty criteria (on government deficits, debt, inflation, and so on)
for participation in the Economic and Monetary Union (EMU) are not part of the Copenhagen criteria,
and there is no sign that they will be interpreted as membership criteria.

7. Poland's ability to meet the accession criteria will depend strongly on its favorable economic
performance. But that performance is likely to be measured by the existence of policies and institutions
conducive to fast and sustainable economic growth, rather than current gross domestic product or
inflation. Sustainable growth is evidence of a well-functioning market economy. It is much easier to
restructure industries, privatize, respond to adverse shocks and adjust to a more competitive environment
when an economy is growing rapidly. A fast-growing economy also helps reduce inflation and debt,
thereby enhancing Poland's ability to adhere to the aims of the Maastricht Treaty including the EMU.
Applicant countries are not required to meet the tight EMU criteria in the preaccession interval, but can
use the time to implement structural reforms that will strengthen public finances over the long term - the
key to permanent price stability.

Meeting the requirenents of the acquws

8. Poland's growth strategy will be influenced by the way its laws, policies and institutions change
to meet the economic aspects of the acquis, including those dealing with the "four freedoms" of the EU
Single Market Program - freedom of movement of goods, services, capital and people. Harmonization
will help improve economic efficiency and reduce legal, policy and regulatory uncertainty. Thus, Poland
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is likely to benefit from increased investment and faster growth well ahead of formal membership. This
was seen, for example, in Spain and Portugal before they joined.

9. Poland's movement toward meeting the requirements of the acquis has so far been driven by the
Europe Agreement (EA). The agreement foresees a free trade area by the year 2002 with most tariffs and
other measures restricting mutual trade eliminated by the end of 1998. Poland has also liberalized all but a
few (but important) restrictions on capital movements. Important gaps remain, however, including (most
notably) harmonization of technical standards, freedom of entry into the infrastructure and financial
sectors and cross-border services (see Box I). As Poland abolishes remaining barriers to the free
movement of goods, services and factors, it will benefit from increased competition at home as well as
increased inflows of investment, technology and sophisticated services.

Box 1. Where does Poland stand on the"four freedoms"?

Under the -Europe Agreement, Poland has made much progress to approxinate her laws, institutions and policies to thoseftE
Much remans to be done, however. The ram a aps that Poland needs to bridge vis-a-vis the "four freedom?' oi the-EUBinlei
Market Progran (free movement of goods, services, capital and persons) are smmaed below.

T'he most concette provisions of the Europe Agreement have deat with the free movement of idustrialigoods includinglieisOd
'sensve products", such assaeel, coal, clotes, and texie.a Withthe exception of agiculture. a firetrad arW 13
established by the year 202 withi most tarif and other measu restricting mutual-trade .elimine by1 99.i

-applytoimports of carsand carparts). What-is left relates io measures of the Sile aktPrir
-tehnical stadards. Detmaon and consistency .i liberition of foreign irade will be of

Fredom to provide services and the (related)-right of establishment.of foreignrompanies and-nationalshavebee s
,Europe Agreement in dfferent dep&t he right to estlish is generaly covered by.the agrteetwittii
gradualy implemente Poland has alrdy adopted this ,principle with a few, but sipificant, ci
Removing remaining barriers for private and foreign entty in key infrstuctr setors - wichzis lo
regulatory frameworks for private-sector participation in infrastructure --ad banking a n" Woie f i viiNp pQt
business environment.

The freedom of cross-border services trade is more complicated. It requires dcges to domesc ic
provision of services from other member states without a commercial presence in Poland. The-degree:of d i
this freedon will vary with the service sub-sector: financi services is an areaaof speialcocern.cin
requires solid supervision and sound prudential- regulations&1n;the case bf crsbode pplyof smeis 
supervisory bodies is particularly important ..--During recent.negotiationsfor bmembership of the 
Cooperation and Development (OECD), some steps were taken to ease the payment Oflboidersei . -

The right to establish is closely linked with the freedom to.transfer capital. Poland's negotailo'ns for membership of th OE
paved the way by adopting a timetable for liberalization of capital tansactions (for example,ming resiioy
into the financial sector will be lifted on January 1999). EU membership will require further changes icludhig renovl.fh
remaining, but irnportant, restrictions (for example, on acquisition of real estate by foreigners). Poland can exeu i i
investment once all restrictions are lifted.

The last freedom concerns the movement of citizens of one country to take jobs in another EU member country. heequiremen
applies to both blue-collar workers and professionals providing regulated services. For the foreseeable future, the flof lu-
collar workers would be primarily from Poland to EU members. A strong economy and real wage growvth-howev&er, will l
these flows. The free movement of professionals between countries is complicated by need for simila:rand&muay n
educational systems. Poland must upgrade its professional training to participate in a system of mutual recognition of professiona
qualifications. Large economic and social returns can be expected from these investments.

10. Meeting the requirements of the acquis goes well beyond the "four freedoms", however. Some
membership requirements may be met through simple, technical changes in laws or regulations. Some



Summary Report iv

will mean deep institutional changes. Others will require sizable investments in capital, technology and
skills. Application of laws and regulations related to the economic aspects of the acquis are likely to
speed up or attract investment and early adoption in many sectors (before formal accession) is likely to
strengthen Poland's growth potential. In other cases, early adoption of EU regulations may be expensive
(relative to the benefits they produce) at an early stage and strategic delays may be wise in sequencing
reforms.

11. In infrastructure - energy, telecoms, transport, for instance - EU directives envisage an enhanced
role for markets and private-sector participation. Early adaptation of an institutional and regulatory
framework for competition in infrastructure services is likely to attract substantial investment and help to
improve Poland's competitiveness.

12. Similarly, in the financial sector, a move toward enhancing Poland's regulatory and supervisory
capacities (leading to mutual recognition of supervisory agencies) will contribute to deeper financial
integration during the time up to accession. Close links between Polish and EU supervisory agencies will
help with the licensing of foreign institutions to operate in Poland, as well as the provision of services
(including cross-border). Increased competition will help to bring down the cost of capital and encourage
investment.

13. In the run-up to accession, there is an opportunity to make Poland's labor markets more flexible.
In a time of rapid economic change, this would ease the reallocation of factors of production from non-
competitive to competitive firms, thus, feeding economic growth while reducing unemployment. For
example, adopting EU regulations on hours in a working week can have a beneficial effect - Poland has
a ceiling of 42 hours a week, while the EU has a maximum of 48 hours. On the other hand, in the case of
health and safety at work, while the benefits of compliance with tougher EU directives (reduced health
expenditures) are likely to exceed the costs (of labor), rapid adjustment to the EU standards (before
accession) may not be desirable given its potentially disruptive impact on a firm's production costs and
on unemployment. Similarly, Poland cannot yet afford the EU's more expensive costs for redundancies
or firings.

14. Moving quickly towards mutual recognition of educational and training systems and professional
qualifications with the EU will help Poland strengthen its human capital. Investments in education are
likely to have the highest returns; and the scope for reform of the educational system is large. The rapid
professionalization of Poland's civil service needs to be part of this process. Preparing for, negotiating,
legislating, and implementing EU norms requires intensifying the training of civil servants, including
intermediate and technical staff.

15. But there are other areas where moving quickly to meet EU standards, may not be feasible nor
desirable. Take environmental protection. Because of the disparity with EU standards, it is not possible
for Poland to make the investments required to match those standards over the next five years. Although
the goals are not substantially different to those that Poland would have aimed for without accession,
compliance schedules will still be accelerated in many cases. This will require important administrative,
institutional and procedural changes as well as sizable infrastructure investments. The strategy to meet
environmental goals will require an informed public discussion to carefully assess Poland's own
environmental priorities as well as the most cost-effective approaches to meet them. For example, Poland
should try to meet EU environmental directives as soon as possible in those areas where benefits are
greatest - for example, air pollution. The consensus that may emerge from the discussions will offer
policy-makers an opportunity to take bold decisions that may be politically difficult otherwise - moving
further towards river basin management, for instance.
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16. For agriculture, the economic costs of adopting high EU intervention prices before accession are
too much for Poland's budget or consumers to bear. They could also hinder incentives to improve
efficiency. With labor productivity about a tenth that of the EU and the trend towards wage/income
convergence (to EU levels), there will be strong pressures for Poland's agricultural productivity to
increase. Adoption of EU prices would not help. Support to special groups, if decided by the
Government, needs to be based on better-targeted income support schemes, not price intervention. This
is indeed the trend of the EU's Common Agricultural Policy, which suggests that convergence in prices
may be less of an issue by the time Poland accedes. Poland's extensive agenda in agriculture needs to
focus on the strengthening of market institutions (land and regional wholesale markets, rural credit,
privatization), reduced and more transparent intervention in cereals (including privatization of storage
and trading functions), and adoption of EU technological and quality standards.

II. Blueprintfor a preaccession growth strategy

17. Poland is a pace-setter in the transformation from socialism to a market economy. The early
resumption of growth in 1992 was sparked by the radical market-oriented program implemented in 1989-
90; structural reform continued (albeit at a slower pace) in the following years while conservative
macroeconomic policies were pursued. The budget deficit was brought down from 6.7% of GDP in 1991-92
to an average of 2.3% in 1993-96. Reforms and fiscal austerity fueled fast economic growth and helped
bring down inflation (from 585% in 1990 to 18.5% in 1996).

I 8. Poland still has a long way to go in structural reform, however. Poland's low domestic saving rate
(16.7% of GDP in 1996) remains a major barrier to fast and sustained growth over the medium and long
term. Many large, socially-sensitive or politically powerful state-owned enterprises or financial firms
have avoided major restructuring; their losses continue to be a drag on the growth potential of the
economy. Privatization, while persistent, has been slow, particularly in the industrial sector (more than
half of industrial workers are employed by state firms) and the financial sector (over half of bank assets
are still in state hands). And public finances remain vulnerable to adverse trends in social insurance
spending, and recapitalization/restructuring requirements in the problem firms and sectors. All these
risks could be amplified if the financial sector suffers the consequences of an interruption of the growth
path or of the increased capital market volatility - a scenario which can be further fueled by the relative
weakness of financial sector supervision. Speeding up the pace of reform is critical to increase domestic
saving, reduce the vulnerability of public finances and maintain the dynamic supply response of the
Polish economy. It is also crucial to bring down unemployment down further; it was still over 13% at the
beginning of 1997.

19. The proposed preaccession growth strategy consists of four basic strategies - stabilization
strategy; a strategy to improve the investment climate; a strategy to improve the efficiency of factor
markets; and a strategy to ensure social and environmental sustainability. A pre-condition for the growth
strategy is increasing the saving rate - by about 5 percentage points of GDP over the next seven years.
Structural strengthening of public finances, particularly social security reform, is the main way to help
improve public saving and incentives for private saving, as well as to gradually bring down inflation. On the
investment side, the proposal is to improve the investment climate through reforms in the trade and
investment regime, the legal, institutional and regulatory framework, and faster privatization. The growth
strategy also targets enhancing the mobility of capital and labor. Efficient financial and labor markets are
crucial to absorb the outflow of workers in agriculture and heavy industry into higher-productivity-growth
activities in the light industry and service sectors. Finally, the strategy aims to phase in compliance with EU
environmental directives and for a smooth social adjustment to membership through (among other things)
options for regional policy and rural development.



Summary Report vi

i. Stabiiaion srategy

20. Poland's success in gradually reducing inflation is likely to continue in 1997 in line with the
Government inflation target of 13%. The government's objectives are steady growth at about a 5% rate a
year, and inflation falling to 5% by 2000 - and, as currently required for EMU membership, to 2.4% by
2006.1 The Government plan is consistent with the macroeconomic flexibility that the Copenhagen criteria
confer to acceding countries prior to accession - for example, it does not require a rigid exchange rate and
monetary policy that could interfere with priority growth objectives. Underlying the Government rationale
for such a strategy is that the implementation of structural and fiscal reforms is at the heart of long-term
disinflation.

21. Strengthening public finances. Public spending, estimated at 48% of GDP for 1997 (or about 31%
of GDP, excluding social security), entails high taxation, with all its negative consequences for growth, and
is a source of vulnerability to the budget (relatively small percentage changes in expenditures can lead to
high deficits). Reducing the size of public spending (not only the deficit) is a major aspect of the medium-
term reform program. Stronger foundations for public finances require reform of spending programs,
increased efficiency in the delivery of public services and establishing a more efficient tax regime that will
reduce economic distortions and improve compliance.

22. By far the most important fiscal reform conducive to medium- and long-term fiscal sustainability
is the social security reform. The biggest potential source of instability of the budget is growth of
generous social benefits (pensions and unemployment benefits) - from 8.3% of GDP in 1989 to 16.2% in
1996 - combined with negative demographic trends, which are expected to increase the old-age dependency
ratio (of pensioners to working-age people) from 23.2% in 1994 to 34% in 2020. Government-proposed
reforms to the Pay-As-You-Go pension system would reduce the generous benefits by making them more
closely linked to earnings. This will provide substantial savings that will translate into a lower old-age
replacement rate and reductions of the high and distortional payroll tax (48.5% of net wages). Pension
reform proposals also envisage the introduction of mandatory privately managed fully-funded schemes
which will further help to lower old-age replacement ratios and simultaneously promote capital market
development. The funding of transitional arrangements, mainly the loss in payroll tax revenues to the Pay-
As-You-Go system of workers that shift their contributions to the new scheme, is expected to be covered
by increases in privatization revenues. (Other critical aspects of the reform are discussed in paragraphs
62-63).

23. Restructuring and privatization of State-owned firms and large troubled financial institutions is
another important area of public expenditure reform. Downsizing and privatization are required in some
heavy industries (coal, steel, ship-building, and chemicals). These are regionally concentrated, however,
and employ many of the local people. Restructuring will, then, have significant local economic and
social adverse impacts. While restructuring costs in some sectors (such as steel and chemicals) can be
absorbed by the private sector, there is less scope for the state to avoid such expenses for coal. Most
expenses in restructuring coal ought to be targeted towards social adjustment and can be expected to
yield a high return in reduced future losses (around 1% of GDP). While more difficult to assess,
restructuring of troubled financial institutions (the rural bank, BGZ, the housing and saving bank, PKO
BP, and the national insurance company, PZU) will also be costly. Restructuring state-owned enterprises

This is consistent with government plans as stated in the " Strategy for Poland", "Package 2000", "Strategy
for Poland: Euro 2006" as well as, more recently, in the NSI.
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and state banks is expected to amount to 1 percentage point of GDP in 1998-2000, but with future
savings for the budget far exceeding this.

24. On the capital spending side, environment-related investments could place a heavy burden on the
budget. The extent of this, however, will hinge largely on the role of the private sector in infrastructure
development, on transitional arrangements for compliance with existing Polish and international laws
and regulations (including EU directives), and on the benefits that result from these investments. Over
the next three years, yearly budgetary capital spending (on water and waste-water, air pollution,
upgrading of roads to carry heavier EU trucks, and railway restructuring) is expected to rise 1.5% of
GDP.

25. On the revenue side, the main challenges are tax administration reforms, establishing a more
efficient tax regime (reducing economic distortions and improving compliance) and further harmonization
of the tax regime with the EU. Government initiatives include planned reductions of personal and corporate
income tax rates, gradual elimination of preferential VAT rates, and elimination of taxes that are not
compatible with the EU, as well as the harmonization of the VAT with the EU. An efficient system for
auditing and collecting taxes (including streamlined policies and procedures, improved coverage and
integration of major tax sources) has still to be designed and implemented. Introduction of an ad-valorem
property tax is a crucial step for deepening fiscal decentralization and strengthening municipal finances.
Improvements in tax administration, the widening of the tax base and fewer deductions are expected to
compensate revenue losses from lower income tax rates, lower tariffs and elimination of the import tax
surcharge.

26. Increased capital expenditures will be more than offset by higher capital revenues - faster
privatization - and higher public savings (see Table). This will help reduce average fiscal deficits from
2.8% of GDP in 1997 to around 2% of GDP in 1998-2000. Faster privatization is expected to lead to
increases in capital revenues of about 1.1% of GDP, bringing average proceeds from privatization to more
than 2% of GDP. The almost doubling of privatization revenue, consistent with the projections of the Office
of the Plenipotentiary for Social Security Reform, will require a strong commitment from the Government
to privatize faster and begin the implementation of the social security reform in 1999. The improvement of
public savings, in turn, stems from reductions in current expenditure, mostly as a result of pension
indexation to the CPI (instead of wages), lower interest payments and fast GDP growth. The reduced
interest service is due to lower deficits and lower inflation (lower interest rates).

27. The proposed fiscal stance is tighter than the reduction in the deficit suggests. This is due to the
important structural reforms that the budget is financing, particularly, social security reform. Once the
impact of pension reform in reducing the accumulation of implicit pension liabilities is taken into account,
the actual improvement in public saving (adjusted for changes in pension liabilities) is equivalent to about 2
percentage points of GDP between 1997 and the average 1998-2000. By the same token, the reduction of
the fiscal deficit (were it to properly account for the creation of implicit future pension liabilities) would
then be of the order of 1.5% of GDP - instead of 0.8% - between 1997 and 1998-2000.

28. In the medium term (2001-2004), structural reforms are expected to bring the budget deficit down
to around 1% of GDP. Unadjusted public saving (the current budget balance) is expected to shift from a
deficit of 1% of GDP in 1997 into an average surplus of 2.2% of GDP in 2001-2004. The main factors
behind this improvement are: reduced social security transfers to households, reduced losses in state-owned
enterprises and remaining state-owned banks (as a result of the restructuring/downsizing expenditures
incurred in 1998-2000), and lower interest payments. Overall, the proposed reforms support an increase in
public saving of 4.7% of GDP (once the impact of pension reform in reducing the accumulation of implicit
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pension liabilities is taken into account) and reduces the share of current public expenditure by more than 6
percentage points of GDP over the next seven years (see Table). The improvement in public saving is
crucial to finance higher investment needs and support sustained economic growth of about 6%.2

29. Stabilization Strategy. In the government plan, long-term gradual disinflation originates mainly
from the supply side of the economy, that is, structural reforms and investrnents that help to strengthen
public finances and foster fast productivity growth. On one hand, structural strengthening of public finances
reduces future fiscal deficits along with the risk of their eventual monetization, thus, lowering long-termn
inflationary expectations. On the other hand, fast productivity growth opens the door to steady real currency
appreciation (an increase in the price of the domestic currency) which, under a flexible exchange rate
arrangement, helps to lower inflation. For example, a nominal exchange rate appreciation that
accommodates a productivity differential can translate into pennanently lower tradeable prices or tradeable
inflation.3 Such exchange rate flexibility is consistent with the trend toward a more flexible exchange rate
regime followed by Poland. 4

30. Under Poland's gradual disinflation strategy, tight money has an important role in fighting off
deviations of inflation from the long-term downward inflation target. However, a persistently tight
monetary policy can generate recessionary pressures - typically, by crowding out private credit in the
absence of sufficient fiscal tightening - and thus hamper sustainable growth. The potential tradeoffs of a
persistently tight monetary policy are illustrated by the Spanish experience - in 1977-85, before accession,
inflation declined from 25% to 9% while unemployment jumped from 3.5% to 22%. The sacrifice ratio
associated with disinflation was among the highest in European experience of the eighties. In the Spanish
case, the disinflation strategy was based mainly on tight money, but similar recessionary effects can be
found in the disinflation process of Ireland in the eighties, where the exchange rate was used as a nominal
anchor. These experiences as well as key features of the Poland economy - particularly high unemployment,
significant wage and labor market rigidities - suggest that the Government present gradual disinflation
strategy is less prone to have a recessionary potential over the medium term.

31. Institutional aspects of disinflation. The stabilization strategy can be strengthened through various
institutional reforms:

=> While the central bank was granted considerable autonomy by the Act of 1989, there is
scope to further strengthen its independence in the conduct of monetary policy. Each
year, the central bank has to submit guidelines on monetary and exchange rate policy for
approval of parliament. Elimination of this limitation will further empower the central
bank to pursue anti-inflationary policies.

2 To err on the conservative side, though, the Table assumes output growth of 4.5%.

An increase in productivity under a fixed exchange rate regime can only be accommodated by higher prices
(inflation) since this is the only way to generate a real appreciation. Under a flexible exchange rate regime and a
constant money supply, the real appreciation can only be achieved through a nominal exchange rate appreciation/lower
prices (inflation). Essentially similar results result when the analysis is done for constant rates of change (which in the
case of the exchange rate regime takes the form of a fixed rate of crawl) instead of in constant levels (of the exchange
rate and money).

In mid- 1995, Poland introduced a wide (plus or minus 7%) crawling exchange rate band with its central parity
currently depreciated 1% monthly against a basket of currencies. Since January 1997, Poland's national bank has
allowed greater flexibility of the exchange rate within the band.
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=>' Another institutional reform which would help disinflation is less indexation in the
economy. Poland could aim to gradually eliminate the ex-post wage indexation clause of
the Tripartite Commission (formed by representatives of Govermment, employer's
associations and public trade union federations) that sets public sector wages. Wage
indexation can also be reduced by delinking minimum wages, unemployment benefits and
social assistance from average wages; this will help improve wage flexibility for the lesser
skilled.

Table - Poland Medium's term fiscal projections _

% of GDP* average
l997 1998 - 2000 2001 -2004 Comments

Total Expenditures 48.1 47.8 44.6
Current expenditures 45.3 43.5 39.1

Subsidies 1.3 1.1 1.0 Includes savings from coal and banking sector restrucnring
Transfers to households 20.6 19.5 17.7 Reflects price indexation of pensions
Wages and goods consumption 19.3 18.5 18.1 Assumes real wage growth of 3% a year
Interest payments 4.1 3.4 2.1 Assumes 0.8 p.p. decline in domestic real interest rate by

the year 2000, and 1.3 p.p. by 2004
SOE restructuring .... 0.6 0.2 Assumes severance package and early retiremnt

arrangement for 100,000 persons in coal, railways,
chemical and steel sectors

Banking restructuring 0.4 0.0 Pre-privatization costs of PKO BP, BGZ and PZU
Capital expenditures 2.8 4.3 5.5

Investment 2.8 4.3 5.5 Includes additional investment in roads, power and gas
sectors and water and wastewater systems

Total Revenues 45.3 45.8 43.6
Current revenues 44.3 43.5 41.3

Indirect taxes 15.5 16.0 16.4 Reflects tariff reduction and increase of VAT rates and
base, and fuel excise tax

Direct taxes 24.0 23.0 22.8 Reflects cuts in personal and corporate tax rates and
introduction of nation-wide property tax

of which: losses due tO pension -1.0 -1.5 Reflects losses to private funds, tax relief, introduction of
reform ceiling in contribution base, and uniform minimum for self-

employed
Non-tax revenues 4.8 4.5 2.1 Includes decrease in public-sector dividends after SOE

privatization, assumes no Central Bank profits
Capital revenues 1.0 2.3 2.3

Privadzation 1.0 2.1 1.8 Proceeds net of payments to reprivatization fund, free
shares to employees and compensations to pensioners

EU tansfers 0.0 0.2 0.5 Starting in 2000
Deficit (+surplus) -2.8 -2.0 -1.0

Current deficit (+ surplus) -1.0 0.0 2.2
Change in public saving ($) 2.0 4.7
Public debt 48.9 41.2 32.2
Notes: (*) assumes GDP growth rate of 4.5 percent per year

(**) change with respect to 1997 accounting for changes in
implicit future pension liabilities (estimated as change in
current balance plus loss in pension revemne)

> Policies that foster financial-sector deepening (such as bank restructuring and
privatization, strengthening the regulatory and supervisory framework of the financial
sector, or eliminating barriers to entry of foreign financial institutions) can also
contribute to disinflation. Financial deepening reduces the risk of magnifying the
inflationary effects of negative fiscal shocks by widening the inflation tax base and/ or
improving the scope for debt (non-inflationary) financing of the increased deficit.
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32. Dealing with capital inflows. One key objective of the preaccession growth strategy is to create
conditions to attract foreign capital to finance investment needs. There is a risk, however, that capital
inflows may induce persistent declines in domestic saving - rather than increases in investment - thus
hampering the potential for sustained economic growth. Foreign investors cannot be expected to keep
pouring money into the country if the capacity to repay is not built-up accordingly, particularly, if the
saving rate is low to begin with. On one hand, a low saving rate limits the scope for financing investment
and maintaining fast growth (fast and sustained growth requires domestic saving rates closer to 20%-25%
of GDP). On the other hand, a sudden reversal of capital inflows - following a sizable decline in the
domestic saving rate - could have potentially disruptive macroeconomic effects such as the risk of a
recession and the deterioration of the health of the financial sector.

33. Estimates of domestic saving performance indeed suggest a decline from 18.5% of GDP in 1995
to 16.7% of GDP in 19965; this implies that 40% of the increase in foreign saving (an increase of 4.1%
of GDP in 1996) helped to finance domestic consumption. Other estimates suggest that the decline in
domestic and particularly private saving could have been even greater (almost 60% of the increase in
foreign saving).6 The decline in private saving may have its roots in a combination of improved
expectations about future income (as the booming stock market in 1996 and high wage growth in 1995-
96 in excess of productivity growth suggest) and relaxation of liquidity constraints (credit to households
increased 88% in real terms in 1996, though admittedly from a low base, and overall non-government
credit increased 29% in real terms). Capital inflows contributed to bolster both the stock market (via
portfolio investment) and domestic liquidity (via relaxation of the external credit constraint, i.e., the
increase in foreign saving).

34. Following the rapid turnaround of the current account balance from a surplus of 4.6% of GDP in
1995 into a deficit of 1% of GDP in 1996, a further sizable decline in the current account balance is
expected in 1997. There is a strong likelihood that a substantial part of the increase in foreign saving
during 1997 will again be accounted for by higher consumption. Under such circumstances, and given
that the saving rate is low to begin with, the best remedy is a tighter fiscal stance (than the one
recommended in the above Table), particularly through the acceleration of structural reforms with an
impact on medium-term public saving, combined with stricter financial-sector supervision aimed at
curbing a potential credit-driven consumption boom. Tighter financial-sector supervision can help to
smooth out the consumption cycle and, along with it, the path of economic growth. The tightening will also
help to avert possible future fiscal setbacks (for example, from intervention in the financial sector). A
tightening of monetary policy, as the Government has indeed pursued in 1997 (real Treasury Bill interest
rates rose from around zero in 1996 to around 5% in mid-1997), can also help to offset the decline in
domestic saving; however, if persistently pursued in isolation from the above policies, it can create a
recession.

S Obtained applying real rates of growth of consumption and investment to the 1995 structure of aggregate
demand. The official (GUS) 1996 structure of aggregate demand has not yet been published at the time of sending
the report to publication.

6 Employing the change in the current account balance (a decline of 5.6 percentage points of GDP in 1996)
as a measure of foreign saving (instead of our estimate of the national account measure of foreign saving), the
decline in domestic saving (obtained residually given the changes in investment - 2.2 p.p. of GDP - and foreign
saving) could have been as large as 3.3 percentage points of GDP in 1996. While the current account measure of
foreign saving is based on cash transactions (and to that extent is less reliable than the official national account
measure), the national account measure in this case is also an estimate (see previous footnote).
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35. The role of monetary and exchange rate policy in dealing with capital inflows. One key decision
that policy makers face is whether to sterilize or appreciate the exchange rate in response to capital inflows.
It is important to distinguish between the short term and long term aspects of capital inflows. Short term
(volatile) capital inflows have a destabilizing potential and provide, in principle, a good reason for
temporary sterilization policies. However, Poland's increased capital mobility has made sterilization
activities costly.7 The high cost of sterilization may prevent the central bank from pursuing this policy for
long periods. In this context, sterilization should be limited to small interventions. The resulting increased
flexibility of the exchange rate (at least within the exchange rate band) is anyway desirable to deter
speculation and improve the effectiveness of monetary policy.

36. The policy considerations with regard to long term inflows are quite different. Long-term inflows
tend to be linked to structural changes in the economy and may thus alter the path of the real exchange rate.
For example, structural reforms that induce higher productivity growth in Poland (such as deregulation or
privatization) can lead to sustained capital inflows and can generate a sustainable path of real exchange rate
appreciation. A nominal exchange rate appreciation in this case is preferable (to sterilization); otherwise, the
real appreciation can only be attained via higher inflation. On the other hand, structural reforns (such as
trade liberalization) or external shocks (such as a recession in trading partners) could also generate a path of
real exchange rate depreciation. In this case, nominal depreciation pressures need not be resisted either. In
short, it is desirable to confer a greater role to markets in determining the exchange rate in response to
structural changes.

iL Improving the investment climate

37. Priorities before accession should consider those economic aspects of the acquis that promote
investmnent and growth. Sustainable growth will require continuous investment in capital, knowledge and
skills. A rational strategy should thus create those conditions under which such investment can
materialize, while at the same time harnonizing with EU's legal, regulatory, and institutional
frameworks. When firms and individuals invest in new machines, skills, or technology (or all three), they
do so with an eye to risk and return. In many sectors, approximation to EU standards and consolidation
of market reforms, will contribute to increased returns, or reduced risk, or both. Various reforms will
improve the investment climate - especially trade and foreign investment, legal and institutional,
infrastructure and privatization.

* Trade andforeign investment.

38. Poland has already made impressive gains in integrating into the world economy in general and
the EU in particular; its share of trade in GDP increased from 34% in 1989 to 51% in 1996. Its economy
has become much more open than under central planning - Polish weighted average tariff was 8.2% (in
1996) and the non-tariff barrier coverage ratio was very low (3.2% of all products, compared with 16.5%
in the EU). Its foreign trade has undergone dramatic changes since 1989 - by geography (a shift toward
the EU) and commodity composition (a switch towards manufactures). FDI inflows, after a slow start in
the initial stages of transition, has picked up strongly over recent years - exceeding US$5 billion in 1996
- with a positive effect on trade, technology and know-how. Geographical closeness to EU and Eastern

7 According to some estimates, eliminating the liquidity impact of PLN 100 million reserve inflow requires
sterilization operations worth PLN 250 million, with the consequent losses of central bank profits. See IMF "Poland
- Recent Economic Developments", page 63, February, 1997.
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European markets, low relative unit labor costs, investment guarantees provided by the Europe
Agreement and prospective EU membership have all contributed to this success.

39. Yet, despite the headway, much remains to be done to prepare the economy for EU membership.
There are still many areas in which Poland's foreign trade institutions and policies distort allocation of
resources, reduce contestability of domestic markets, and protect inefficient firms.8 The distortions stem
from ad hoc imposition of quotas and tariff exemptions, non-tariff measures, including various technical
barriers to trade, safeguards, and the structure of tariffs. Since tariffs are not uniform, protection offered
to domestic producers is not neutral among products at various stages of processing (effective protection
is largest for processed meat products, transport equipment, clothing and heavy chemicals). Potentially,
the most damaging impact on transition is the management of quotas and tariff exemptions: it hampers
the transformation of the state from that of owner and operator to policy maker and facilitator of private
economic activity.

40. The ability of the Polish economy to take full advantage of membership opportunities will
depend on shifting to an institutional framework that would further enhance competition and economic
efficiency. The key policy actions to consider are:

_> Terminating bureaucratic micromanagement of imports. Temporary tariff exemptions
and suspensions undermine the credibility of Poland's commitment to establish a
modern market economy. The state opens the foreign trade policy-making process to
unproductive rent-seeking.

=> Reducing discrimination against most favored nation partners. The notion of adopting
some EU external border measures - that is, bringing Poland's import regime more into
line with the EU before preaccession - should be closely scrutinized. This would help to
improve allocative efficiency and could make Poland even more attractive for FDI. One
option would be an informal, 'shadow' customs union without adopting EU trade
policies and institutions, i.e., without loss of sovereignty over foreign trade policy. It
would be limited to industrial products. Poland would have to adopt the most-favored-
nation applied tariff rates of the EU and extend preferential treatment to all countries
having special relations with the EU. Although the reductions in tariffs under this
proposal are not large, the advantage is that EU's non-tariff barriers need not be
observed. This could entice additional FDI - which will also benefit from the recent
adoption of common European rules of origin (by the EU, CEFTA and EFTA members).

=> Banning the use of non-tariff barriers on imports. Although limited, so far, the
temptation to use non-tariff barriers (NTB) has increased. The picture of a very limited
use of NTBs is misleading. NTBs, as defined in the UNCTAD data base, ignore
domestic measures reducing access to markets. They pertain only to border measures.
Polish foreign trade policy has indeed found other ways to maintain protection in face of
falling border protection as required by the EA. For example, instead of adopting EU
product standards, safety regulations and certification procedures, Poland has imposed
its own rules covering a large percentage of products consumed and produced

s The term contestability includes not only issues of market access for foreign firms or investors as embodied
in tariffs and narrowly conceived non-tariff barriers but also market access implications of domestic policies and
regulations (for example, standards requirements, environmental standards, phytosanitary measures) underpinning
business activities.
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domestically. Although Poland has subsequently agreed with the EU a reduction by half
of the number of products subject to certification, the justification for such rules remains
weak, particularly since Poland will eventually have to converge to EU technical
standards. This is an example of an area where the EU procedures could be transplanted
before accession.

=:' Adopting institutional measures to ensure that the economy-wide impact offoreign trade
policy decisions is taken into account. This can be achieved by allowing importers or
exporters to have a voice in policy making. Taking into account post-Uruguay changes,
one option - pursued in Australia - is to grant authority to a single institution to assess
the impact on competition and welfare of important trade policy decisions.

=> Eliminating barriers to FDI. The government, in cooperation with business
organizations, should review the treatment of foreign investment; for example, foreign
firms still need a permit to buy shares of a company that owns land and the law is
ambiguous about foreign participation in the insurance sector. The government should
also cease offering special incentives to attract FDI - through special (tax-free) economic
zones, for instance. Apart from being fiscally costly, such regimes induce an allocation
of resources which is not based on comparative cost advantage. With fast-moving
developments in communications and technologies and more competitive markets, large
multinationals spread their activities across countries, linking them in global networks of
production and distribution, rather than exploiting local, protected markets through
import-substituting FDI. Luring investment through import protection or tax concessions
at best offers politicians a brief photo-op at the expense of future competitiveness of the
Polish economy.

* Legal and institutionalframework.

41. Poland's public laws, regulations, and institutions still fall short of the EU's. An effective legal
and regulatory framework interacting with a strong and growing private sector are two key pillars of a
functioning market economy mandated by the EU Council at its 1993 meeting in Copenhagen. Well-
designed laws and regulations and efficient institutions help to lower legal and regulatory uncertainty and
are a crucial aspect of the enabling environment for investment. There are four main areas for action:

42. Property rights. Rapid implementation of the recently approved collateral law (scheduled anyway
for January 1998) is crucial for the development of secured lending and financial-sector deepening. The law
provides for a central registry for all liens on moveables, rationalizes lien priorities based on order of
registration, level of securitization, and so on. Some parts of the Civil and Commercial Codes on property
rights also need revision, particularly to improve the corporate governance of joint-stock companies.
Responsibilities of managing and supervisory boards need to be revised to abolish the two-tier structure and
replace it with a board of directors. Efficient corporate governance also requires more flexible procedures
for issuing new capital and protecting minority stockholders in collective ownership.

43. Competition. The main substantive competition provisions applicable in Poland are contained in the
Polish Act on Counteracting Monopolistic Practices ("CMI Act") of February 24, 1990. The CMP Act was
drafted in the "spirit" of EU anti-trust legislation and, in the context of the harrnonization of Polish
competition law with European competition rules, it has been amended twice. The CMP Act gives
discretion to the Office for Protection of Competitiveness and the Consumer (formerly, the Anti Monopoly
Office), to curb anti-competitive practices.
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44. Despite this progress, Poland has much work remaining - in approximating legislation, institution
building, and especially enforcement - in order to ensure market contestability and compliance with EU
accession requirements. According to the Internal Market White Paper, "introducing a competition
policy and effectively enforcing it" are considered two essential preconditions for ultimate integration.
Important differences remain between the EU and the Polish competition rules. Much progress has been
made but Polish competition law still has gaps in primary and secondary legislation, covering abuses of
dominant position, mergers, state aid, and public undertakings. Further harmonization would help improve
the competition framework to strengthen Poland's competitiveness and attract FDI. The ability of the Office
for the Protection of Competition and the Consumer to enforce effective competition in the EU context,
however, will be helped by: elimination of statutory monopolies; and greater familiarization of its
officials with the roles played by their EU counterparts including training and temporary staff exchanges.

45. Judicial. A more efficient system for registration of property rights and transactions is needed. As
part of more comprehensive judicial reform, judges ought to be more familiar with the acquis
communautaire, so that the principles of the EU Single Market Program can be implemented. In particular,
greater exposure of Polish judges dealing with anti-trust issues to European courts is desirable.

46. Public administration and civil service reform. EU membership can only be assumed effectively if
Poland's public administration is transformed into a competent, professionally managed administration
operating on a par with institutions of other European member countries. Poland's recent public
administration reform and civil service act are steps in the right direction. More specificity in civil service
reform is still needed, however. It should further stress professionalism, ability in recruitment and merit in
promotion (i.e., less weight on seniority), and fluency in a foreign western language (English or French) for
intermediate ranks. Given the conceptual and informational gaps in the Civil Service Act, the real test will
be in the process and resources that are brought to bear on designing mechanisms, institutions and
incentives that will make the system work in actuality. The development of a serious plan with specific
measures to establish the system could benefit from support of external advisors and international experts
with knowledge of successful civil service systems elsewhere in the world.

* Infrastructure

47. Investment opportunities in infrastructure have been limited due to slow deregulation and
privatization, particularly in telecommunications, gas, power and water. Efficiency gains from greater
competition and private-sector participation in infrastructure will increase Poland's international
competitiveness encouraging investment in non-infrastructure sectors through low-cost transport; better
communications (crucial for financial-sector business opportunities) and improved access to clean and
low-priced energy, such as gas. EU membership will require hefty infrastructure investments, most
environment-related (water, sewage and air pollution), and harmonization with the EU regulatory
framework (energy, telecoms, transport). These complement each other. Adjusting the regulatory
framework to EU directives will promote private-sector participation in infrastructure development which,
in turn, will help meet the environmental requirements of EU membership. With adequate design of the
regulatory framework, sizable investment, particularly FDI, can be expected, with important forward and
backward linkages to the economy.

48. Water and waste-water. Investment requirements for compliance with EU standards are
great. The role of the national government has to be strengthened to define critical rules of the game on
disclosure (so that utilities are more accountable to users), on rate-setting processes (multi-year
indexation of tariffs linked to a basket of basic utility costs) and setting and implementing policies on
water resources management (for example, river basin approach). The government, in turn, could also
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play an important part in setting standards for concession arrangements. Resource mobilization, in turn,
requires: gradually raising water and wastewater tariffs to cover full costs; and increased reliance on
(predictable) future tariff revenues as collateral for loans or bonds. Incentives for efficiency will require
that most utilities adopt a corporate status (joint-stock or limited-liability). And the local govemment-
utility relationship should be based on formal multi-year performance contracts and business plans. At
least in large cities, utility oversight, including the authority to approve tariffs, should be delegated to
regulatory commissions comprising professionals (appointed for fixed terms).

49. Energy. The Energy Law approved by the Sejm in 1996 opens the sector to competition. The law
clearly separates and clarifies the powers and duties of those involved in policy, regulation and
management. It requires establishing an independent Energy Regulatory Agency, preparation of
secondary legislation, and design of economic regulations-all of which are underway. The law
envisages a transition period before responsibility for price setting is passed to the Energy Regulatory
Agency. The EU's Internal Market Directives require that the regulatory framework for competition
should include transparent and non-discriminatory access to transmission networks, price transparency,
restrictions on state aid, and harmonization of indirect taxes. Poland complies with these requirements
only partially, however. Immediate priorities are: passage of the required secondary legislation,
establishing the Energy Regulatory Agency (which will play a key role in monitoring, pricing,
interconnection, entry and exit, and arbitrating disputes) and transfer of responsibility for tariff policy
from the Ministry of Finance to the Agency. There also needs to be a more decisive strategy for speedy
privatizing energy operators and restructuring and privatizing the national oil and gas company. Similarly, a
faster downsizing of the coal sector than the government envisages, along with the fast privatization of
more productive mines, could bring the sector back to profitability by the turn of the century.

50. Transport. EU proposals on transport point to intensifying incentives and pressures to increase
competition in the sector and increase private participation. While these are already underway in Poland,
the pace of change is likely to quicken ahead of EU membership. Harmonization will have a strong
economic impact in: road use and emission charges; the strengthening of roads to handle EU heavy
loads; and railway restructuring. The EU's recent Green Paper on internalizing the external costs of
transport argues for incorporating air pollution costs to society into prices that road users face in making
travel and haulage decisions. The most practical way is an emissions fee (or tax on fuel). Based on
estimates of the impact of vehicle emissions on health, the pump price of gasoline in Poland will have to
roughly double in the next 4-6 years. EU taxes on fuels are already 150% higher than in Poland, and
there are plans to further increase them. Thus, either for environmental reasons (if the Green Paper
translates into a Directive) or for fiscal harmnonization with the EU, Poland will have to substantially
increase fuel prices in the run-up to accession. Higher gasoline taxes can help finance the upgrading of
Polish international roads to carry (heavier) EU trucks. In 1992, it was estimated that about US$1.4 billion
was needed to strengthen Poland's main international roads. Proposals to deregulate and restructure the
railways, in compliance with EU directives, need to be pursued diligently. They will be reorganized along
business lines, separating out freight train operations, infrastructure (track, yards, and signaling) and
passenger train operations. The elimination of subsidies required by the EU Directive would require
further downsizing - reducing the workforce.

51. Telecommunications. EU membership requires a liberalized regulatory framework with no legal
monopolies and open access to public telecommunications networks. This means separation of
regulatory functions from operations (through creation of an independent authority), issue of licenses for
long-distance services to private operators and abolition of the national telephone company network
connection monopoly by allowing the use of alternate carriers. Privatization of the national telephone
company, while not a requirement for EU entry, is planned for 1998 through an initial public offering
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without a single strategic investor, which may make it more difficult to secure capital to meet investment
needs. Privatization should be conducted in a way which leads the company to operate with a license
compatible with EU requirements.

* Enterprise restructuring and privatization

52. While private-sector development has been impressive, state-owned enterprises still account for
36.5% of GDP. This is much too high. Most EU members are in the 5-10% range.9 This highlights the need
to complete as rapidly as possible enterprise restructuring and privatization. Otherwise, given growing
competitive pressures, there could be substantial costs to the budget and higher unemployment.

53. Recent institutional developments (in particular the new privatization law and the law on state
assets dedicated to support social security reform) provide an opportunity to privatize most state-owned
enterprises (about 3,500 SOEs) in the next five to seven years. This would require a multi-track, time-bound
approach (capital privatization, liquidation, mass privatization). It is essential to move decisively and
quickly to tackle the largest 244 enterprises and the 185 medium-sized. These represent about 90% of net
assets under state ownership and are, from an economic point of view, the most important. Those that can
be privatized should be (and as soon as practical), preferably through direct or capital privatization with
active involvement of strategic investors but possibly by replicating the mass privatization program. Some
enterprises may have to be liquidated without delay but this will require strong political commitment. The
remaining (more than 3,000) small and medium-sized enterprises will be mainly privatized by the
voivodships. For this, the Government will have to support the voivodships by providing incentives, such
as increasing their share of privatization proceeds, by providing technical assistance and by supporting
institution building for privatization.

54. The privatization strategy will benefit from the experience acquired under the mass privatization
program. After one and a half years, the National Investment Funds of the program have restructured and
divested many firms. The institutional channels of mass privatization can be deepened and widened (with
the advantages of economies of scale); and diversified into new voucher schemes with alternative
features. The state, however, should avoid establishing sectoral or regional state holding companies with
a mandate for restructuring state-owned enterprises before privatization. As in other countries, they
would simply become an additional layer of state ownership. They would most likely be self-
perpetuating. Such companies are prone to cross-subsidization of enterprises and lack of accountability.
The Government proposal to create new industrial funds that will own large and medium-sized should be
carefully monitored. The stock of these funds is proposed to be distributed in the following way: 40%
will be floated on the Warsaw Stock Exchange; 20% would be retained by the state; and the remaining
40% will be set aside and eventually sold to finance the transitional costs of the reform of the social
security system. A key risk is that while the set aside portion earmarked to social security reform is not
sold, the state will retain majority control of the industrial funds. Further delays in privatization could also
stem from the time that it will take to establish the new funds and float their shares.

9 According to the World Bank Policy Research Paper "Bureaucrats in Business", the individual shares of
SOEs in GDP recorded for 1978-1991 were: US (5.2%), UK (1.3%), Germany (7.1%), France (10.5%), Italy
(6.2%), Spain (4%), Belgium (2.7%).
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iii. Enhancing efficiency offactor markets

55. Poland's economic integration into the EU will mean a massive reallocation of capital and labor-
across and within sectors, as well as rapid changes in the types of skills needed at all employment levels
from blue collar and farm worker through managerial and professional occupations. Financial and labor
markets should play the critical role of facilitating the reallocation of factors of production from non-
competitive to competitive firms and sectors, thus, feeding economic growth. Similarly, an efficient
financial sector will be crucial to underwrite the required new investments in skills, capital and
technology - the backbone of economic growth and employment generation. Inefficient labor and
financial markets, on the other hand, can cause high and persistent unemployment. Workers without
transferable skills find it difficult to change jobs or relocate and, where investments are constrained by
finance shortages, job opportunities are limited.

Financial sector

56. While financial-market development since liberalization has been impressive, the sector is far
short of European levels (in product variety, soundness and cost) and remains small. With Poland's
annual investment needs of US$25 billion-30 billion, the financial sector is unable to fulfill its lending role
(some US$17 billion is available to lend to firms and consumers but with little scope for long-term finance),
provide equity (market capitalization is about US$8 billion), and insurance services (the industry's
investment portfolio is US$1.5 billion). The biggest concerns are in the insurance sector, followed in
order of importance by banking and last securities. The most serious problem in the insurance sector is
the health of PZU, the large and technically bankrupt state-owned insurance company which
dominates the Polish market. Another problem is linked to restrictions to foreign entry. Since entry
is allowed only through partnership with a private Polish insurance company, foreign participation
remains negligible and the scope for strengthening the sector is therefore limited.

57. Poland has had mixed success in its attempts to create a banking sector ready for accession
to the EU. An adequate system of regulation is in place, as are modern accounting standards.
Major commercial banks have cleaned up or provisioned their bad loan portfolios and now have a
proper governance structure. Significant problems persist, however. First, is the need to further
strengthen the legal and judicial framework for secure lending (poor functioning asset registers and
inefficient court procedures). Second, over 50% of the banking sector remains in state hands with
the consequent loss of scope for increased competition and productivity growth. Third, two of the
biggest specialized banks are in deep trouble; both the agricultural bank and the housing bank are
in need of comprehensive restructuring. Fourth, despite progress and good performance over recent
years (in terms of profits, recapitalization and provisioning), slow privatization and limited entry
of foreign institutions has limited competition keeping net interest margins at levels which are
three to eight times higher than in EU countries. Fifth, there is lack of transparency in the criteria
to be applied in the privatization of the remaining commercial banks. And sixth, there is an
increased need for strengthening supervision and adopting a consistent approach to bank
restructuring and liquidation (the exit mechanism has so far been tested only for small financial
institutions).

58. Relevant accession issues in the banking sector can be subdivided into three groups. First,
there is the straight compliance issue. While a number of regulations remain to be harmonized -
engagement in derivative trading, prudential regulation of market risks, accounting for financial
conglomerates - most of these can be easily dealt with during the preaccession period. But, second,
implementation issues in supervision remain. Increased on-site auditing capacity may be necessary
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as the quality and application of adequate accounting standards are in doubt. A strict application
of loan loss classification standards could leave many of the smaller banks and some of the
specialized banks seriously out of compliance with the Basle standards for solvency ratios that
Poland, like the EU, has accepted. Third, banks may not do well in a new competitive
environment; there is a possibility of increasingly troubled domestic banks as foreign entry
becomes easier (restrictions on foreign entry will be lifted beginning on January 1999), as the
Czech experience has recently demonstrated. Equally, the EU is now experiencing the
consequences of the EU Single Market Program including increased competition, better and more
services, but probably also increased volatility. Thus there is an additional reason to strengthen
competition and supervision ahead of accession: more competition implies more efficient banks,
but also a more fragile banking system.

59. In capital market development, on the other hand, Poland has made huge strides. Security
market regulations have been designed from the start with EU rules in mind. Listing requirements
are similar, although there are no provisions for listing securities already quoted on other EU stock
markets. Importantly, capital market supervision is functioning well in Poland along the lines of
America's SEC and needs no major adjustments under accession rules. But a few things need
attention - the relatively low level of capitalization (closely linked to the slow pace of
privatization), a more-or-less inactive over-the-counter market, regulatory gaps on pensions and
mutual funds, and tax issues concerning double taxation of equity.

60. Well-functioning financial markets are critical for EU accession. Rather than a burden, accession
requirements in the financial sector, are a much-needed push towards reforms that will bring Polish
capital markets up to Western standards. Meeting these requirements would do much to lower the cost of
capital for Polish firms and improve the range and quality of services open to Polish savers, even if EU
accession were delayed. Actions in the following key areas will help Poland meeting EU membership
criteria:

=>' Supervisory framework Under an open capital account and expected increases of
competition from foreign banks, the strengthening of financial sector supervision
becomes a fundamental aspect of the macroeconomic fundamentals. Four key elements
are necessary to provide the kind of supervisory framework to maintain a sound financial
system and seek mutual recognition from EU supervisory agencies: better self-regulation
and auditing standards; improved coordination between agencies including joint on-site
examination of banks; well-trained and motivated staff; and a consistent approach to
undercapitalized institutions.

=> Restructuring and privatization. The large rural bank (BGZ), the housing and saving
bank (PKO BP) and the national insurance company (PZU) are in dire need of
restructuring. Plans should be based on comprehensive diagnostic studies to determine
potential comparative, advantages and twinning arrangements with well-established
foreign institutions. A firm commitment to privatization should run in tandem, with
establishing conservative policies for these institutions prior to privatization. With over
half of assets of the banking and brokerage sectors under state ownership and close to
three-quarters of the insurance sector in state hands, Poland's financial sector has a huge
efficiency growth potential after privatization. Eliminating barriers to the entry of
foreign strategic investors is desirable both for facilitating privatization and the overall
health of the sector. Free access is part of the acquis and must be adopted eventually.
Privatization of commercial banks (Zachodni, PBK Warsaw and PKO SA) should be
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executed promptly following the model pursued in the recent successful privatization of
Bank Handlowy (qualified strategic investors, initial public offering, and convertible
bonds/non-voting shares for equity stakes kept by the Government).

The stock market. To increase the listings, market capitalization, and trading on the
Warsaw Stock Exchange, the Government needs to step up the pace of privatization and
list the larger real-sector companies slated for privatization (telecom, utilities, power
generation, transport, steel, coal, and so on) on the Exchange; accelerate the passage of a
new law that would provide tax-transparent treatment of both open and closed end
mutual funds; eliminate capital gains and dividend taxation to prevent double taxation of
equity income.

=:> Debt markets. Poland should focus on measures to promote healthy growth of debt
markets. First, it could eliminate any tax discrimination between public and private
debt- that is, eliminate the tax privilege on Treasury and municipal bonds. Second, it
should develop a medium-term strategy to lengthen the maturity of public debt and issue
new debt at that maturity regularly; it should also standardize terms of its existing debt
as far as possible by selective buyback of seasoned, illiquid, non-standard debt (possibly
at a discount) while make new issues correspondingly. Third, relaxation of debt issue
limitations could be accompanied by encouraging reliance on rating services - that is,
through market mechanisms rather than regulations. Andfourth, Poland needs to review
segmented mortgage banking industry. There is no justification in applying special tax
treatment, capital adequacy rules or enforcement to mortgage banks and not extend
similar treatment to commercial banks.

=> Municipalfinance. Development of municipal financial markets requires strengthening
municipality's own-sources of revenue (setting an ad-valorem property tax for instance),
increasing the predictability of revenue sources (through stable intergovernmental
transfers and tax sharing arrangements commensurate with the devolution of expenditure
responsibilities to local governments), reforming the municipal bond law to allow the
use of tax and tariff revenues as collateral, improving the coordination and increasing the
transparency of matching environmental (and other) grants for infrastructure investment,
improving municipality/utility's financial planning and project appraisal capabilities,
lengthening the maturity of commercial bank liabilities (to match the life of municipal
infrastructure assets) through improved access to foreign capital markets, enhancing
commercial bank capability to assess municipal creditworthiness, and improving
disclosure and transparency of municipal debt and finances.

* Labor markets.

61. Poland's progressive integration into the global economy and, in particular, accession to the EU
is likely to cause further labor reallocation out from agriculture, coal mining and heavy industry into
services, light industry and construction. Specific features such as low skills and limited mobility of rural
workers will further add to the challenge of absorbing the likely large labor outflow of workers from
agriculture. There are rewards as well as risks. The rewards come in the form of shifts towards higher
productivity growth jobs and convergence to the significantly higher income levels enjoyed by EU
countries. The risks are mainly related to unemployment which, although it has declined from its peak,
remains high, even after five successive years of rapid economic growth. Moreover, unemployment
remains unevenly distributed regionally and also by gender - women account for about 60% of the
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unemployed (compared to 43% in 1990). The nature of labor market institutions is a critical factor
affecting economic growth and determining whether that growth is compatible with falling
unemployment and less poverty.

62. Low skills are closely linked to poverty. Unemployment is more likely to hit workers with low or
inadequate skills, putting them and their families at a high risk of poverty. While economic growth has
started to trickle down to the poor (the poor are less numerous and the depth of poverty appears to be
diminishing), the many people who remain poor are increasingly those who have little education. People
with secondary or higher education are moving out of poverty. Human capital is becoming a decisive
factor in determining the incidence of poverty; and there is the risk of an underclass emerging.

63. EU membership will put pressure on Poland to upgrade or adapt skills to the needs of a functioning
market economy. The starting point is a relatively well-educated population. However, while judging by
formal education there is no large gap between Poland and the EU, when measured by proficiency level of
literary scales (prose, document and quantitative), Poles perform at low levels (relative to the EU). With an
adequate education system, investment in skills are likely to yield high returns (higher incomes).
Accumulation of skills is a critical pillar of Poland's economic growth. Actions are needed to improve
labor supply, education, labor mobility, labor demand, and address poverty and gender issues:

= Increasing labor supply will require establishing shorter unemployment benefit
entitlement periods with short employment spells; shifting resources from intervention
programs to training; and targeting training programs for the unemployed to those whose
employment opportunities are most likely to be improved by training, for example, women.
Special programs are needed for the retraining of workers in agriculture, heavy industry
and coal mining sectors, by far the sectors from where the largest outflows of
employment are expected over the coming years. Such programs need to take into account
specific features of the unemployed workers, for example, the low mobility and low skills
of rural workers.

-> Changes in the education system, particularly to increase the scope and coverage of
universal education, as well as to refocus the curicula of vocational education to make it
more demand driven, will help to improve the match between supply and demand for labor
thus increasing mobility of workers across skills. Education should foster creativity and
lifelong learning. While heavy focus on technical education is giving way to a more
balanced mix, with social sciences playing a larger role, curricula and teaching methods
are being revised slowly. For example, courses of foreign languages, social sciences and
business skills are expanding, but still fall short of demand. Increasing resources
available to education, particularly to those areas for which there is greater demand,
ought to become a strategic priority; it should be accompanied by improved efficiency in
the delivery of services. In primary and secondary education, for example, greater
efficiency can be achieved by increasing student-to-teacher ratios from the current
figures of 16 and 18, respectively, to EU standards of 20 to 25.

=s Increased labor mobility across regions requires changes in housing policy - completing
privatization and raising the rents of public housing; removing rent control from private
housing; and introducing and enforcing a streamlined legal and regulatory framework that
recognizes mortgages as sound collateral for real estate loans. Development of transport
infrastructure can play a critical role in reducing commuting time and costs (both between
cities and between urban and rural areas).
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> Demandfor labor. A reduction of the high payroll tax (at 48.5% of net wages, it is the
biggest non-wage labor cost) is needed to improve the demand for labor. Social security
reform can help to achieve this.

=:> Social assistance transfers are the main vehicles for short-term poverty alleviation.
Better targeting of transfers through, for example, child care vouchers for the poor and
subsidized day care for poor women can help further reduce poverty. A long-term
solution to tackle the root causes of poverty is also needed. Improved access to education
(given the strong correlation between poverty, unemployment and skills), including
reallocation of resources to marginalized groups of students and mothers of poor
families, will help.

> Gender issues that need to be addressed include improved availability of day care
services, parental leave and labor restrictions on women. A welcome development is the
social security reform proposal to equalize the retirement ages of women and men.
Women live longer and (under the current regime) retire earlier de facto being
subsidized by men and (at the same time) have little incentive to work.

= ( Compliance with the acquis communautaire implies standardizing labor conditions (such
as security, health, and safety) of Polish workers with those in some of the most advanced
countries in the world. Most discrepancies between Poland and the EU labor conditions
are due not to the absence of legal provisions but to poor compliance. Compliance with
regulations in general give workers certain rights, raising labor costs and adversely
effecting labor demand. For the state, implementing regulations means setting up ways to
monitor compliance by firns (labor inspection, for instance) and allow workers to exercise
their rights (through administrative and judiciary bodies). Budgetary resources will need to
be devoted to these activities. Once the broader impact of reforms is factored in, however,
the net impact on economic efficiency and welfare is not clear. For one, health costs may
come down and (after accession) the coordination of social security systems could enhance
labor mobility. In some areas, such as maximum hours in a work week (higher in the EU
than in Poland), adoption of EU legislation can help to increase labor market flexibility
thus bring down the cost of labor, increasing labor demand. The preaccession strategy
should thus focus on: a) adopting early those EU norms that would make labor market
institutions more flexible (like the EU maximum number of hours in a working week); b)
gradually adopting those reforms/or enforcing the compliance with existing laws in cases
where benefits exist but also entail transitional costs (health and safety at work); and c)
delay adoption of EU norms which will restrict flexibility (the case of more expensive EU
firing costs).

Reform of social security.

64. Major structural weakness in the Polish economy can be strengthened by social security reform. It
can help improve fiscal sustainability, reduce labor market distortions, accelerate privatization, and promote
financial-sector deepening. The Govemrnment plans to rationalize the Pay-As-You-Go system, introducing a
multi-pillar system with privately managed pension funds and creating a strong and independent
supervisory agency for pension funds. Rationalization includes the (already approved) shift from wage to
price indexation of pensions, higher minimum retirement ages, strengthening the link between contributions
and earnings, and tightening generous eligibility criteria for disability pensions. The Government plan can
halve the old age replacement ratio (ratio of pensions to wages) over 50 years or so, possibly inducing
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higher private savings. Fiscal savings are expected (over the medium and long term) to allow cuts in the
highly distortionary payroll tax. Given the closer link between contributions and benefits in the multi-
pillar system, the proposed reform also envisages a purely redistributive pillar (the so called "zero"
pillar). Under this pillar, the people which do not "collect" enough money from the pension system to
reach the level of the minimum pension, would receive financial support from the budget to supplement
the pensions from the first two pillars.

65. The Government plan must be rapidly implemented. In "calibrating" the reform, the Government
could consider several alternatives. For example, budgetary savings could be made by adjusting accruals on
past contributions of those that switch to the fully-funded scheme. This could (simultaneously) help the
Government regulate the speed of transition while making some fiscal gains. The Government could also
consider options to lower the cost of survivor and disability pensions, through an insurance-type scheme.

iv. Managing the transition: social and environmental sustainability

66. The gap between Poland and the EU, in regional development, agriculture and the environment
is profound. It will take time to converge to EU levels of development, standards and compliance
(respectively). Feasible and well- designed strategies for compliance are needed from the outset.
Anticipated (though uncertain) changes in the EU's environmental regulations, in regional (structural
fund) policies and in the CAP tend to further complicate Poland's challenge of approximation - as
policies and institutions will be trying to match a "moving target". For agriculture, which accounts for
about a quarter of aggregate employment, the economic transformation of the sector has also a critical
social and economic dimension. Migration of labor from agriculture (largely independent of EU
accession) creates a policy challenge (to support the mobility of labor) and an economic opportunity (to
shift resources towards areas or sectors of faster productivity growth).

- Agriculture

67. Wage growth - driven by fast productivity growth in the industrial and service sectors - will put
pressure on agriculture to increase productivity. This will mean bringing forward the structural reform
agenda to strengthen the competition framework. Adopting EU prices during the preaccession period
would not help toward that end; free-trade prices (in line with the WTO) in agriculture is a better
strategy. A related challenge is the need to create the kind of market conditions to allow the absorption of
the expected outflows of workers from agriculture. Aside from deregulating agricultural markets and
developing rural market institutions (such as efficient land and wholesale markets), this requires
completing privatization of agroindustry, improving basic infrastructure and training and education to
promote labor mobility. The Polish state has an important role to play in agriculture. However, such role
is not in direct intervention, participation in markets, price support or production subsidies. It is rather in
creating market incentives and institutions, providing training, facilitating technical harmonization with
the EU, and providing basic "public good" infrastructure and income support to the poor.

68. The key structural policies that are needeed for improving the efficiency of farming, agricultural
marketing, rural services and agroindustry are:

a) Farming.

=> Farm restructuring through a well-functioning land market is crucial for the
competitiveness of agriculture (farm productivity is a fraction of EU's). This means
introducing an efficient system of standard contracts to transfer ownership and lease
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land; facilitating the use of land as collateral; introducing low-cost procedures for
dispute resolution; and developing an accessible information system for land
transactions, prices and ownership.

Speeding up the sale of state-owned land (including that of remaining state farms)
through streamlined privatization procedures and elimination of barriers to foreign entry.

b) Agricultural marketing

Strengthening market institutions through creation of wholesale and commodity
exchanges and development of private marketing cooperatives. This requires training
farmers and managers (legal and organizational aspects of cooperatives), with technical
assistance from farmers and managers of EU countries with such experience.

Reduced intervention by the Agency for Agricultural Markets in the grain market and
fast privatization of the cereal storage and processing sectors will help increase the
efficiency of markets and so improve incentives for the private sector to invest in grain
storage and trading. Most activities of the Agency need to be reviewed and (to the extent
possible) privatized to harmonize it with its EU counterparts.

c) Services to agriculture

=> Rural financial markets can be improved through: development of a reliable warehouse
receipt system; strengthening of cooperative banking; simplified collateral arrangements;
elimination of subsidized interest and guarantees which distort the market and deter
commercial lending; and radical restructuring and privatization of the rural bank, BGZ.

=> Support training (technical and managerial skills) in development of rural infrastructure
and rural services. There is plenty of scope for the transfer of labor from agriculture to
the service sector with potentially large efficiency gains for agriculture. Reforms in
farming and agroindustry can boost demand for rural services from these sources. The
ratio of employment in services to agricultural employment is two to three in the EU,
one to four in Poland.

Support the financing of a minimum level of rural infrastructure, particularly in
disadvantaged regions where poor infrastructure is a bottleneck for rural development.
Support ought to be restricted to pure public infrastructure goods and should avoid being
driven by job creation through public works.

d) Agroindustry

=> Speed up privatization (particularly cereal storage and processing, sugar processing and
large meat processing enterprises and slaughterhouses) and encourage mergers and
acquisitions (in sugar, potatoes and dairy processing). A restructured and more efficient
outlet for agricultural products would emerge and strongly improve prospects for
competing in the EU single market. Faster privatization of agroindustry will also
improve access to modem technology, including modem marketing and market-based
risk management techniques.



Summary Report xxiv

=:> Streamlined quality control (covering, in particular, potential health hazards, and
environmental impact) will lead to a better performance by agroindustry (as well as
being a key requirement for access to EU markets). In terms of product standards,
despite improvements, the quality gap remains significant in dairy products, pig meat
and beef. The Government is aware of the pending problems of harmonization. Among
the decisions to be taken are the transfer to the private sector of tasks now undertaken by
numerous state agencies, and a reduction in the number and reassignment of the roles of
state agencies and standards.

Regional development.

69. Poland has seen uneven economic performance among voivodships and faces economic and
social challenges, ranging from labor market rigidities to the feared social consequences of restructuring
different sectors - coal, heavy industry and agriculture. The EU has always viewed regional disparities as
an important problem. Structural spending to help the backward and less-favored regions now accounts
for about a third of the EU budget. Little is known, however, about the features of future EU structural
funds to support regional development in the countries of Central and Eastern Europe. EU spending
priorities, however, have changed after each of the last two enlargements, so spending priorities may
change again after Poland joins. The Polish Government should therefore strive to define regional
policies that best serves its needs.

70. Institutional set-up. Most policies are successful when designed and implemented at the regional
and local level so that the instruments being used are based much less on static comparative advantages
of regions, (such as natural resources and geographical location) and more on dynamic sources of
growth, such as factor mobility across skills, social consensus on the objectives, and shifting the
emphasis to solutions based not only on local needs but on local labor and entrepreneurial abilities. To
counterbalance this emphasis on regional and local participation, it is increasingly accepted that the role
of the central government is to identify the objectives to be pursued and to clearly define the instruments
aimed at achieving them. More debate is also needed to decide the degree of risk-sharing between
central and local govermnent, or between the public and the private sector. In defining its future
territorial structure (recreation of the powiats or democratization/rearrangement of the voivodships),
Poland ought to consider as well the potential efficiency with which public services can be provided at
different levels of regional aggregation.

71. Policies. Regional policy has to avoid creating artificial incentives which may lead to
overinvestment (for example, through subsidised credit) and should remain at arms-length from direct
involvement in production. There is an important role for the state to play, however, this role ought to be
limited help to strengthen the long-term regularity of regional economic development thereby reducing
regional disparities in incomes per capita. For this, regional policy needs to focus in: enhancing the
functioning of markets (through retraining and educational programs, liberalizing housing rental markets
and improving the transparency of financial information); addressing negative environmental
externalities (when a polluter does not internalize the environmental damage imposed on society); and
deregulating the provision of infrastructure services (when the lack of private initiatives in the provision
of local public goods is due to excessive government regulation).

72. In the experience of some West European countries, lack of entrepreneurial abilities ranks high
among the reasons for slow development (and high rates of closures) of small and medium enterprises.
Given the importance these enterprises in job creation and development of the service sector, these likely
deficiencies need to be rectified quickly through intense training an exchange programs. Also, adequate
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infrastructure is needed to attract both capital and labor. Infrastructure, however, should be aimed at the
specific needs of private sector activities rather than for any short run stimulus it may offer. Because
unemployment is a major concern of the Polish government, focusing on those factors that can promote
labor mobility across regions (housing policies) and across skills (training and education) ought to be
given special attention.

73. Structuralfunds. The experience of countries that have received EU structural funds is mixed.
The outcome has been strongly influenced by the kind of policies and institutions that the recipent
country had in place. On one hand, in Ireland EU structural funds supported a credible committment to
fiscal and structural adjustment, macroeconomic stability and open trade. In this context, the funds
stimulated sustainable growth and rapid catch up with the EU. On the other hand, in Greece, where
neither policies nor institutional reforms supported sustained growth, the EU funds fed consumption and
indirectly affected negatively export growth. Poland's capacity to absorb EU structural funds in a
productive way will also depend on the development of its institutional capacities and objectives (for
example, governmental and non-governmental institutions that can design, evaluate and implement
projects that enhance the functioning of markets) and on the broad fiscal and macroeconomic context.

74. The difficulties in absorbing efficiently structural funds are enormous. The key requirement of
additionality" is in practice difficult to attain. Thus, often, the funds end up financing investments which
would have been implemented anyway. In this case, the most likely outcome is a rise in consumption with
adverse consequences for exports and sustained economic growth. To absorb the funds without hampering
investment, a key policy macroeconomic requirement is to tighten the budget in advance to generate the
counterpart funds without hampering existing structural investment. Lack of counterpart funds could
become a binding constraint, particularly in view of the fiscal discipline that EU membership will impose
on national budgets.

75. The applications of public funds - including structural funds if and when they become available -
which could better serve the functioning of the regional economies and support sustained growth in Poland
were described above. In this context, one potentially rewarding and non-distortional application of
structural funds would be to use them to help meet the costly environmental compliance requirements of the
EU, particularly, in those areas where environmental benefits are large relative to costs. This is where the
largest investments are needed and, in view of the externalities, structural funds would not create market
distortions nor displace private investment. Another possible beneficial and non-distortional allocation of
structural funds would be to support institutional hartnonization with the EU and related training of civil
servants in public administration (udicial procedures, education, health, financial-sector supervision) and
human resource development in general. While Poland has a relatively skilled labor force, closing the still
large educational and training gap with the more advanced countries of the EU will strongly contribute to
accelerate the economic catch up with the EU. The World Bank experience in identifying, appraising, and
implementing projects could be useful to agencies responsible for applying structural funds in both the
environment and the social sectors.

10 See Alain de Crombrugghe and Barbara Fakin, "European Policies and Economic Growth of New
Entrants", draft March 15, 1997.

1 1 Additionality requires that the recipient country maintains its public structural and comparable expenditure
at least at the same level as in the previous programming period, taking into account however, the macroeconomic
circumstances in which the funding takes place, as well as specific circumstances (such as privatizations), an
unusual level of public structural expenditures in the previous period and business cycles.
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76. Grants and.financial sector development. Poland has a system of regional grants and soft loans
(or blended loans with a grant component) to finance investments of poor municipalities or investments
aimed at reducing environmental pollution (mainly, water and waste-water). In the case of environmental
grants and soft loans, the National Environmental Fund as well as regional and local funds collect fees
and penalties and then allocate funds based on environmental criteria. These grants and soft loans often
displace commercial lending for municipal investments. To avoid this, they should be targeted strictly at
an environmental externality, inducing an investment that the city would not otherwise make. Besides, to
reduce competition with banks, the Environmental Fund should not blend the grant element with a loan.
To avoid the risk of overinvestment, the grant should be proportional to the externality, not the cost of
the project. Needless to say, the system of allocation of grants should be transparent to potential
recipients (since it is public money), should be subject to external audit, and based on a prioritized
investment plan - for example, according to priorities set by a river basin authority. The possibility of
subsidized credit for infrastructure in general or small and medium sized enterprises raises similar
concerns about the potential disruption of a municipal credit market for infrastructure or a credit market
for these enterprises. The principles to be applied are the same: don't blend the grant with a loan
(commercial banks can provide the loan), limit the grant to the public good/market failure element,
subsidize the output rather than the costs of production (to avoid over-investment).

E environment.

77. Poland's National Environmental Policy is modern and far-reaching in that it emphasizes cost-
effectiveness, decentralization of environmental responsibility, and public participation, as well as the
use of economic instruments. Medium-term priorities include systematic actions to reduce pressures on
the enviromment and to protect air, water, soils and natural systems, with precise goals for further
reductions in pollutants, better sanitation coverage, improved quality of water supplies, safe storage and
disposal of waste. They will bring Poland gradually in line with the environmental policies of the EU, as
well as meet obligations under international environmental agreements. Despite all this progress,
compliance with the EU's environmental directives will be particularly challenging for three broad
reasons. First, the Union has developed a large body of legislation, some of which includes detailed
requirements on environmental management and measures. Second, the overlap between Poland's
immediate national priorities and the requirements of the directives is less than in most other sectors.
Third, future progress towards meeting the EU's requirements will involve substantial investments both
in institutions and infrastructure.

78. Strategic issues. The objectives set out in the EU Directives are consistent with Poland's long-
term environmental goals. The precise mechanisms for achieving those goals and the required pace of
implementation, however, are in many cases significantly different and account for the sizeable
(estimated) investment requirements for accession. Implementing least-cost strategies may reduce these
figures substantially; for example, water pollution investments can be reduced by 20-30% by a
combination of effective river basin management and a generous interpretation of exemptions.
Approximation costs could be as well reduced if Poland was allowed to rely on (more flexible) economic
instruments, such as tradeable permits, to reach EU environmental standards.

79. Poland will derive substantial environmental benefits (relative to costs) from meeting some EU
standards quickly - especially, for local air pollution - since this will reduce the burden of ill-health and
high mortality due to current conditions. In other areas, such as water quality and wastewater treatment,
the direct benefits are smaller, less immediate and in any case difficult to measure, while the necessary
investments are of such a magnitude that early compliance (say, by 2002) may not be even technically
possible. There are other areas where EU environmental legislation is linked to the functioning of the
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single market - dangerous chemicals, waste management, and fuel standards. On these issues, there is no
option other than to comply before accession. The benefits of being able to take advantage of the access
to the EU internal market - for both Poland as a whole and for most enterprises - are large and immediate
relative to the likely cost of compliance.

80. Institutional issues. Compliance with the EU's environment directives will depend enormously
on effective implementing institutions. Policy-makers in Poland need to focus on three key issues.
Immediate efforts must be made to begin building institutional capacity and structures capable of
implementing the acquis enforcement capacity, licensing, registration and permitting systems, and
increased public participation. Poland must also elaborate credible strategies for compliance in the key
sectors that will allow to meet EU requirements gradually over a realistic period. The strategies should
focus on minimizing costs, concentrating initially on those areas where there is greatest overlap between
the EU's requirements and local priorities (for instance, local air pollution). And there needs to be some
public debate on the implications of these issues as a basis for articulating Poland's priorities and
achieving the consensus needed to implement the necessary measures.

81. Key areas for action. The most significant areas for action in compliance with the EU
environmental legislation are:

=_ Air pollution. The major reason for poor air quality is the discharge of smoke and
particulates as a from burning coal. Addressing this problem has been Poland's
environmental priority for some time. Investment requirements to deal with particulate
emissions in areas of poor air quality are estimated to be US$6 billion-8 billion over 8-
10 years, much of which could be financed by households that would benefit from
greater fuel efficiency. Within Poland, considerable attention has also been given to the
costs of measures to reduce emissions of sulfur dioxide under the second Sulfur
Protocol, and the Large Combustion Plant directive. Estimated investment cost is
US$4.2 billion or about 0.2% of GDP a year over 15 years.

Water quality and wastewater management. By far, the largest investment needs for
complying with EU environmental legislation will stem from the implementation of the
urban wastewater treatment directive. The investments required to meet the sewer
provisions could amount to US$11 billion-14 billion, or 0.4% to 0.6% of GDP annually
if spread over 15 years. Similarly, the additional investments required to install or
upgrade treatment plants to meet the basic secondary treatment requirement of the
directive could amount to US$11 billion-12 billion (about 0.4% of GDP annually over
15 years). The estimated costs of complying with the various directives in the water
sector, however, can be brought down substantially (20-30%) if investments were
planned on the basis of the water basin. The government should therefore pass
legislation to establish a system of water or river basin management and then set up the
agencies required to carry out the functions of basin management. Developing
compliance strategies for each river basin should be the first and most urgent task for
such agencies. These compliance strategies would need to pay attention to two issues.
First, it is important to phase in investments over a long period (fast income growth in
Poland would make future investments more affordable and more likely to match local
priorities). Also, delaying investments will delay high operating costs (about 40% of
annualized costs for secondary treatment). Second, the strategies should phase in
investments to maximize attainment of water quality objectives set out in other
Directives.
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=> Integrated Pollution Prevention and Control. The recent EU directive on Integrated
pollution prevention control will require substantial institutional changes since it
involves a shift in focus from discharges to specific media-air, water, or soil -- to a
framework that emphasizes the overall environmental impact and performance of
industries and other activities. A related feature of the directive is the shift in focus from
emissions, which relies on end-of-pipe controls, to waste minimization, for which clean
technologies and good management are critical. Regional or local environmental
agencies (or both) will need to be restructured and strengthened if they are to play an
effective role within a decentralized system of prevention control. To support this
process, the Ministry of the Environment should focus on two roles: coordinating the
development of environmental policies and ensuring that they are implemented either by
sectoral agencies or by lower tiers of government; and providing technical support, such
as the operation or oversight of monitoring networks, maintenance of laboratories and
testing facilities, and formulation of technical standards.

=> Industrial pollution. Since 1988, there has been a substantial decline in industrial
emissions of air and water pollutants in Poland. Modem plants and equipment
incorporate both cleaner technologies and better environmental controls at little or no
additional cost. If Poland follows its present course, the extent of industrial pollution will
be dramatically reduced over the next eight to 10 years. Complying with EU emission
standards need not impose a significant burden for most industries in Poland. A few
heavy-polluting industries, however- for example, steel, paper pulp, basic chemicals, and
petrochemicals - will face a much heavier burden. Experience around the world suggests
that where such plants remain loss-making and owned by the state, progress in
improving their environmental performance will be modest at best. Thus, privatization
may be a necessary condition for ensuring that these enterprises are brought into
compliance with EU standards. The starting point might be a requirement that all
privatized enterprises comply with relevant EU emission standards within 3-5 years of
the signing of privatization agreements.

Cnclusions

82. The model of reform adopted by Poland has supported impressive economic performance. In the
past seven years, Poland has transformed itself from a socialist economy into a vibrant capitalist
economy increasingly integrated into global markets. Reform is far from complete, however. Pending
reforms, driven in part by Poland's transitional gaps (such as the high level of state ownership in industry
and finance) and in part by the process of accession to the EU, will help to further improve economic
efficiency and integration into the global economy. That the EU is itself becoming more globally
integrated and competitive, provides an extra incentive for Poland to adjust.

83. Poland's ability to meet the accession criteria will depend strongly on the existence of policies
and institutions conducive to fast and sustainable economic growth. Sustainable growth is evidence of a
well-functioning market economy and it improves the scope for implementing structural reforms that will
strengthen public finances over the long term - the key to permanent price stability. Moreover, it is much
easier to restructure industries, privatize, respond to adverse shocks and adjust to the more competitive
and integrated EU environment when an economy is growing rapidly.

84. In the preaccession period, Poland will have the macroeconomic flexibility to introduce reforms
which, whether required for accession or not, will fundamentally strengthen its long-term economic
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performance potential - particularly the further streamlining of its trade and investment regime, pension
reform, privatization, financial market development and improved labor market flexibility. Such reforms
are crucial to improve the investment climate and to facilitate the reallocation of factors towards the most
productive firms and sectors as well as to finance the needed investments in capital, skills and
technology. The resulting increases in productivity, strengthening of public finances and deepening of
domestic savings are key factors of the long-term growth and stabilization strategy. They are also important
determinants of Poland's macroeconomic capacity to absorb productively potentially large capital inflows
from both private sources and the EU.

85. In a few sectors where large investments are needed (environment) or where the productivity gap is
large (agriculture), the preaccession period gives an opportunity to set up early on market incentives, assess
carefully social priorities and harnonize and adjust institutions to the EU's. This will facilitate allocative
and intertemporal efficiency in the mix and sequencing of investments. These investments are critical for
Poland's environmental sustainability and social sustainability but have to be evaluated in the broader
context of Poland's developmental needs and objectives. Policies aimed at alleviating regional and social
disparities need to focus on the functioning of the market mechanism avoiding the creation of distortions
in allocation of resources. Fostering the mobility of labor across skills and across regions through
improvements in education and the development of market institutions (in the labor, housing and
financial sectors) is a key challenge which will help to address Poland's unemployment concerns and to
accelerate the catch-up with EU per capita income standards.

86. Accession to the EU goes significantly beyond implementation of specific economic instruments or
acts of European law. It is, first of all, an issue of creating the conditions under which Poland and the EU
will be capable of reaping the benefits of integration. Adoption of the acquis should be viewed as an
instrument to increase the well-being of Polish society, speed up restructuring, and modernize the economy
and the legal system. Misalignments vis-a-vis such requirements will undermine the smooth functioning of
the Polish economy within wide European markets. Preparations for joining the EU require a massive
commitment to reform. Early recognition by investors of such commitment will allow Poland to reap the
benefits from membership before it formally occurs.
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CHAPTER L. Poland's Accession to the European Union

CHAPTER I. POLAND'S ACCESSION TO THE EU

Introduction

1. Poland's accession to the EU will drive the pace and direction of policy and institutional
reforms over the next decade. Membership will require that Poland adjusts its institutions, laws and
regulations - including the capacity to implement and enforce them - as required by the EU's acquis
communautaire - the set of EU directives, laws and regulations which shape relationships between and
within member countries. The acquis provides a benchmark as well as a leverage for advancing
Poland's structural reform agenda. Poland's prospective EU membership will encourage the
emergence of new economic activities and expansion of existing ones. It will also require massive
restructuring and modernization of most economic activities as well as large investments to comply
with some EU directives.

2. Former applicants like Spain, Portugal and Ireland had market economies and had been
extensively exposed to competition in the Europe-wide economic arena prior to seeking accession. By
contrast current applicants face a twofold challenge: they have to complete the transition to a market
economy and concurrently prepare for integration into the EU. Over the last 6 years, Poland has made
impressive progress in systemic transformation, but the process is far from complete and does not
approach the situation of earlier entrants. Moreover, joining the EU has become a much more
complicated process since the acquis has been substantially expanded by the Single Market Program
and the plans for Economic and Monetary Union contained in the Maastricht Treaty (the Treaty on
European Union signed at the Maastricht summit). Under the EU Single Market, the EU becomes a
space where laws, regulations, standards, and institutions are approximated, harmonized and/or mutually
recognized in order to ensure free competition on an EU scale.

3. Over the coming years, a broader, deeper and increasingly informed discussion of accession
issues is likely to occur both inside and outside the Government. The National Strategy for Integration
(NSI) for Poland, prepared by the Committee for European Integration and adopted by the Polish
Parliament on May, 1997, outlines strategic directions of action to prepare for negotiations and
eventual accession to the EU. The NSI articulates broad objectives, areas of adaptation to the EU
(economy, law, security, justice and public administration) and directives for the work of Government,
ministries, agencies and different segments of society at large during the process of accession. This
Country Economic Memorandum (CEM) aims to contribute to such debate by providing an analysis of
policy options to facilitate accession while achieving sustained economic growth. It focuses for that
purpose on EU requirements which provide benchmarks for Poland's sectoral reforms - e.g., the legal
and institutional setup, the trade and investment regimes, infrastructure deregulation, social protection
and financial institutions - but it also examines those factors of economic growth which are not a
formal EU requirement - privatization, pension reform, or reduction of the size public expenditures
relative to output.

The process of accession

4. Following massive political changes at the turn of the decade, the EU, Poland and several other
Central and East European Countries (CEECs) initiated a process of progressive economic and political
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integration by signing Europe Agreements (EAs) in 1991. The EA commits Poland and the EU to
phasing in a bilateral industrial free trade within 10 years, and commits Poland to approximating its
laws, institutions and policies to EU's acquis. It also established frameworks for political, social and
cultural exchanges. Poland's accession process took a great step forward at the EU's 1993 summit in
Copenhagen, where Poland and all other EA partners were offered the possibility of EU membership.
The summit also established broad membership requirements that have come to be called the
Copenhagen criteria. At its 1994 summit meeting in Essen, the EU launched its own strategy for
Eastern enlargement. In the same year, Poland formally applied to the EU (the process of Eastern
enlargement of the EU and Poland's steps towards accession are summarized in Box 1). The EU's
decisions on when and with which nations it will start accession talks is widely expected to come in
1998. This decision will be based in a large part on the European Commission's formal opinions,
called 'avis', on the 10 membership application received from the CEECs.

Box 1. EU enlsrgement and Poland's accession

i) EU stgps towards enlargement A number of political, economic and trade agreements have paved the way for
Poland's integration into the European Union (EU). The first was a Trade and Economic Co-operation Agreement signed in
Decemnber 1989, followed by the Europe Agreement (EA) signed in December 1991. The EA set the pace of a movement
towards free trade with the EU in most sectors, creating a framework for economic, social, political, and cutural convergence
with the tU. Under the EA, the EU agreed to phase out tariffs on industrial goods faster than the CEECs. The trade reiated part
of the EA was put into force on March 1, 1992 in the form of an Interim Agreement. Formally, the EA in its entirety becane
effective in February 1994. At the European Council's Copenhagen Summit, broad criteria for EU accession were defined
including economic criteria such as having a 'fully functioning market economy" and democratic institutions, among others. In
December 1994 at the European Council Summit in Essen, a strategy for preparing Central European Countries for accession
was launcied. The strategy envisaged a stuctured relationship consisting of joint meetings between the associated countries and
the EU covering community matters as well as the common foreign and security policy and justice and home Affairs. The 1995
White Paper drafted by the EU Commission (and welcomed by the Cannes Council of EU heads of government) identifies key.
legislative, regulatory and institutional aspects of the acquis required for accession to the EU of CEEC3s. are is the main
institutional vehicle of the EU to support the preaccession strategy of CEECs - ECU 6.7 billion was committd:for 1995-1999.

ii) Poland's EU rnembership application. Following the signature of the EA, Poland began the process of
approxinating her laws to those of the acquis; since May 1991, any new legislative draft had to be checked for compatibility
with EU legislation by the Government Plenipotentiary for European Integration (over 1000 drafts were forwarded ito the
Plenipotentiary since 1991). This initiative was followed in 1993 by a program launched by the Polish Council of Ministers
(CoM) to adjust the Polish legal system to the EA requirements and in 1994-95 by a Polish 'White Paper" that assessed the
approximation of Polish to EU legislation. The White Paper was a 34-volume report and included specific reconmnendations for
further action over the 1996-98 period. On April 8, 1994, Poland submitted a membership application to the EU. The General
Affairs Council asked the Commission to prepare an opinion in accordance with Article 0 of the Treaty on European Union. On
April 26, 1996, the Commission, following the conclusion of the Madrid Summit, transmitted a questionnaire to the Polish
Foreign Minister (as well as to other applicant countries). Poland's response to this questionnaire, and to a subsequent one sent
in October, 1996, provides the basis for the commission's opinion or so-called avis. On March 15, 1996, the Sejm (Parliament)
passed a resolution asking the government to devise a national strategy for Poand's accession; the document, titled "National
Strategy for Integration: Poland's Approach to Membership in the EU" was submitted to Parliament in January, 1997 and finally
approved in May, 1997. In the context of recent public administration reform efforts, the Plenipotentiary Office was replaced by
the Committee of European Integration on October, 1996 at the ministerial level with the prine minister serving as chair. In
parallel, each Ministry has to create a department to liaice with the Committee and to deal with accession issues, possibly including
future negotiations. It is hoped that the European Commission's opinions and reports on enlargement will be available soon after
completion of the Inter Governmental Conference (IGC), so that the initial phase of membership negotiations for Poland (and
other Central and East European Countries - CEECs) can coincide with the beginning of negotiations with Cyprus and Malta, six
months after the end of the IGC (scheduled for mid-1997).
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Membership criteria

5. The conditions, determined at the European Council in Copenhagen (June 1993), stated that
acceding countries should be able to assume the obligations of membership by satisfying certain economic
and political conditions including:

* stability of its institutions guaranteeing democracy, rule of law, human rights, and respect for and.
protection of minorities;

* a functioning market economy, as well as the capacity to cope with competitive pressures and market

forces within the EU; and

* adherence to the aims of political, economic, and monetary union.

6. Additional criteria come from the fact that Poland, like all EU members, will be required to
eventually adopt the entire acquis communautaire. Beyond the harmonization of legislation, adopting
the acquis includes providing for the implementation, as well as the enforcement, of legislative and
regulatory systems and standards and certification methods compatible with those of the EU. In its
1995 White Paper, the European Commission identifies the high priority items in the acquis that
enables the internal market to function.' The White Paper stresses the importance of the actual
implementation and enforcement of the legal instruments of the European law, which requires adjusting
the institutional infrastructure as well as the skills of its personnel. There is no presumption, however,
that all aspects of the acquis be implemented prior to admission. As of 1997, for instance, many EU
incumbents have not yet complied with all aspects of the EU's Single Market Program as laid out in the
1986 Single European Act. The Maastricht Treaty criteria (on government deficits, debt, inflation, etc.)
for participation in the Economic and Monetary Union (EMU) are not part of the Copenhagen criteria,
nor has the EU ever indicated they will be interpreted as membership criteria.

"Interpreting" the Copenhagen criteria.

7. The Copenhagen accession "criteria" are not substantially different from the general requirements
for any applicant country. However, in view of the recent transition to a market economy of the CEECs,
applicant countries are required to provide additional evidence of their democratic institutions, market
orientation, competitiveness, and commitment to other EU political and economic goals. These criteria
may be a decisive factor in the accession process as they constitute a way of assuring that few new
problems will be brought into the EU by entrants; it can be regarded as a safeguard in the event or
contingency that formal requirements fail to address an applicant's "readiness" for accession (where
readiness relates to the country's ability to contribute to and benefit from the EU membership).

8. The Copenhagen economic criteria are quite general and thus open to interpretation. From an
economic perspective, Poland's ability to meet the accession criteria will depend strongly on Poland's
potential for favorable economic performance. Performance, in turn, is likely to be measured by the

The essential internal market legislation of the White Paper is divided into 23 sectors: the free movement of capital,
the free movement and safety of industrial products, competition, social policy (although not the social chapter of the Treaty of
Maastricht), agriculture, transportation, audio-visual, environment (with certain exceptions), telecommunications, direct
taxation, the free movement of persons, public procurement, financial services, personal data, company law, accountancy, civil
law, mutual recognition of professional qualifications, intellectual property, energy, customs and excise, indirect taxation, and
consumer protection.
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existence of policies and institutions conducive to fast and sustainable economic growth, rather than by
current levels of gross domestic product or inflation. Sustainable growth is clear evidence of a well-
functioning market economy. Moreover, it is much easier to restructure industries, privatize, respond
to adverse shocks and adjust to a more competitive environment when an economy is growing rapidly.

9. A fast growing economy also facilitates reduction of inflation and debt, thereby enhancing
Poland's ability to adhere to the aims of the EMU., i.e., one of the Copenhagen criteria. One
interpretation of this requirement is that Poland should be able to meet Maastricht "convergence criteria" 2
in the long run. In particular, the "ability to adhere to the EMU" in the long run can be interpreted as a
requirement to possess the macroeconomic structure that can support price stability on a permanent basis.
This means that the country must have a broad tax base and good control of public expenditures to ensure
sustainable fiscal balances. Member nations should have a budget with sufficient built-in flexibility to
handle real shocks in a counter cyclical fashion, since monetary policy will be unable to do it (once the
single currency is adopted). Long-term "macroeconomic stability" concerns the dynamics of public
finance. For example, a case where the public debt to GDP ratio is on a divergent path may be
unacceptable even if this ratio is within the Maastricht range. Even if a country is able to satisfy these
criteria for a number of years, it may be incapable of persisting in the longer term, especially when its
economy is subjected to adverse shocks, some of which may originate from the EU. On the other hand,
the opposite case, where the debt ratio exceeds the Maastricht limit but is converging steadily to the
required range, may be acceptable.

10. Not only is adoption of the EMU criteria before accession not required for EU membership, it
also would be inappropriate for most CEECs. CEECs should take advantage of the preaccession interval
to implement the structural reforms that will strengthen public finances over the long term. Many of these
reforms would be costly (in fiscal terms) and their benefits would only materialize in the medium and long
term, e.g., pension reform or investments associated with environmental compliance. Similarly, some
investments required for growth and compliance will undoubtedly add pressure to the strained budgets of
applicant countries; however, these investments may be quite crucial for completing the transformation of
fonnerly socialist economies into functioning market economies. An exceedingly tight monetary policy or
a very rigid exchange rate policy (as required by the EMU convergence criteria) during the process of
structural reform could severely hurt competitiveness and bring growth to a halt thus impairing applicant
countries prospects for membership. Applicant can take advantage of the preaccession interval to
implement the structural reforms that will strengthen public finances over the long term - the key
condition for attaining price stability on a permanent basis.

Convergence to the "acquis communautaire"

11. Poland's growth strategy will be influenced by the process of approximating Polish laws,
policies and institutions to the economic aspects of the acquis, including those dealing with the four
freedoms of the Single Market Program - freedom of movement of goods, services and factors. As
Poland abolishes barriers to the free movement of goods, services and factors, it will be able to benefit
from increased competition at home as well as from improved access to the single market. In many

2 The Maastricht criteria refer to inflation, interest rates, budget deficit, govemment debt and exchange rates. Specifically,
CPI inflation should not exceed the three best performing countries in the EU (3-3.5% in 1996) by more than 1.5 percentage
points; interest rates on long-term govemment securities should not exceed the average of the foregoing economies by more than 2
percentage points; the general govemment deficit should not exceed 3% of GDP; gross debt of the general govemment should not
exceed 60% of GDP; and the exchange rate (ER) must be held within the normal fluctuation range of the European Exchange Rate
Mechanism (ERM) for two years without a realignment.
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sectors, early adoption of the acquis (i.e., before formal accession) will strengthen Poland's economic
growth potential. The process of harmonization and approximation will help to improve economic
efficiency and will reduce legal, policy and regulatory uncertainty. Thus, Poland is likely to benefit
from increased investment and faster growth well before formal membership. An acceleration of
domestic and foreign investment before formal accession was observed in other countries that joined
the EU, such as Spain and Portugal.

12. Some requirements may be met through simple, technical changes in laws or regulations, some
will require deep institutional changes, and others will require sizable investments in capital,
technology and skills. Time constraints may be more binding for the first two types of requirements; in
any event, early application of various laws and regulations of the acquis are likely to speed up or
facilitate investment.

13. In the infrastructure sector, for example, where EU directives envisage an enhanced role for
markets and private sector participation - energy, telecoms, transport - , early adaptation of Poland's
institutional and regulatory framework for infrastructure to the EU's is likely to attract substantial
investment. Or in the financial sector, where enhancement of Poland's regulatory and supervisory
capacities, as required by the principle of mutual recognition of supervisory agencies followed by the
EU, will contribute to strengthen competitiop thus helping to bring down the cost of capital and
encourage investment.

14. The preaccession period provides an opportunity to further flexibilize Poland's labor markets
by adopting certain aspects of the EU social charter and delaying others. For example, early
convergence to EU regulations concerning restrictions on hours of work in a working week can have a
beneficial impact on labor market flexibility (Poland has a ceiling of 42 hours in a working week
whereas the EU has set the maximum at 48 hours). On the other hand, firing costs are somewhat more
expensive in the EU than in Poland. In a context of rapid economic change, Poland will benefit from
maximizing flexibility of labor markets thus, feeding the process of economic growth while reducing
unemployment.

15. The free movement of accredited professionals between countries will require similar and
mutually recognized educational systems, comparable professional training, as well as systems to
recognize the right to perform such services. Moving fast towards a system of mutual recognition of
professional qualifications with the EU will help Poland strengthen its human capital and prospects for
effective integration into the EU. Investments in education are likely to have the highest returns; the
scope for reform of the educational system is accordingly large.

16. The importance of the public sector in transposing, harmonizing, and implementing EU directives
is evidently crucial for a successful integration. Institutional and skills' capacities in CEEC's public
administrations are a key accession bottleneck which applicants will have to deal with during
preaccession. Early adjustment of such capacities to the level of those in EU counterparts will benefit
Poland through more efficient negotiations and a faster integration into the EU.

17. In selecting priorities for adjustment during preaccession, consideration should be given to those
aspects of the acquis that promote investment and growth. The area of environmental protection,
however, presents a special dilemma - largely due to the disparity between Poland and EU
environmental protection standards. While the overall goals are not substantially different from those
that Poland would have developed without accession, compliance schedules may be significantly
accelerated in many cases, requiring important administrative, institutional or procedural changes The
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agenda for institutional development is the most critical priority during the preaccession period:
significant efforts will be required to change institutional structures (e.g., river basin authorities may
have to be created to rationalize the investment strategy for compliance), procedures (e.g., for
enforcement) and approaches (e.g., adopt the "Integrated Pollution Prevention and Control" approach
followed in the EU), as well as to invest in training and retaining qualified staff. On the other hand,
public and private sector investments will be required in substantial amounts, particularly in the water,
waste water and air pollution subsectors. Benefits will be in many cases direct and measurable (air
pollution); in others (particularly regarding to water and wastewater standards) they are likely to be
important, yet difficult to quantify. In any case, investment implications are of such magnitude that
compliance may not be even technically feasible over the next 5 years.

18. In the case of agriculture, the economic costs of adopting high (on average) EU agricultural
prices (relative to Poland) during the preaccession period are too high for Poland to bear, particularly,
in terms of reduced incentives to improved efficiency. With land productivity about one-third of that in
the EU and labor productivity about one-tenth of that in the EU, premature adoption of EU prices
would not help to strengthen agriculture's competitiveness. The current trend towards reduced price
intervention of the Common Agricultural Policy (CAP) suggests that, in any case, the convergence to
EU prices may be less of an issue by the time Poland accedes the EU. Instead, there is an extensive
agenda for institutional harmonization - through the strengthening of market institutions in line with the
CAP and the dismantling of intervention mechanisms - as well as for adoption of EU technological and
quality standards.

"Blueprints" of a preaccession growth strategy.

19. The strategy for growth and EU accession includes macroeconomic issues, structural issues, and
their interactions. In this report, however, the structural changes that are associated with economic
growth take priority. Structural sectoral reforms will help to develop a strong economy and a strong
economy will be better prepared to absorb shocks and adhere to the aims of the EMU (e.g., bring down
and maintain low inflation). The CEM structure reflects the prioritization given to fast and sustainable
growth in the context of EU accession and the central role to be played by reforms.

20. A pre-condition for the growth strategy is increasing the saving rate; the structural
strengthening of public finances, particularly social security reform, is the main vehicle to help
improve public saving and incentives for private saving as well as to gradually bring down inflation to
EMU levels. On the investment side, the preaccession growth strategy proposed focuses on how to
improve the investment climate through reforms in the trade and investment regime, the legal,
institutional and regulatory framework and faster privatization. The growth strategy also targets
improvements in factor markets. Efficient factor markets are crucial to reabsorb the outflow of
employment in agriculture and heavy industry into higher-productivity-growth activities in the
industrial and service sectors. Finally, the strategy discusses options to phase in compliance with EU
environmental directives and for a smooth social adjustment to membership including through regional
policies, particularly, in rural areas.

21. The preaccession growth strategy discussed in the remainder of this report has 4 basic
strategies discussed respectively in the following 4 chapters: i) the saving's mobilization and
stabilization strategy; ii) the strategy to improve the investment climate; iii) the strategy to improve the
efficiency of factor markets; and iv) the strategy for social and environmental sustainability. The
structure and overview of the remainder of this report is described in Box 2.
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Box 2. Structure and overview of the proposed preaccession growth strategy

= Chapter 2. Reforms, growth and macroeconomic convergence. The chapter provides the macroeconomic and growth
framework for economic convergence to the EU. It begins with a discussion of the need to accelerate the pace of reform
(section 1); it provides a growth framework to illustrate how the reforms proposed in the CEM are conducive to economic
growth and convergence to EU per capita income levels (section 2); it then discusses the key fiscal reforms and strategy to
mobilize saving and support stabilization (section 3); the role of monetary and exchange rate policy and institutional reforms
required for stabilization is discussed next (section 4); this is followed by the main macroeconomic risks and policies to
address them (section 5); it then concludes (section 5).

= Chapter 3. Improving the environment for investment. The chapter discusses policies to improve the environment for
investment during the preaccession period. Sustainable growth requires investment in capital, knowledge and skills. For
such investments to materialize, an efficient (market-based) framework of incentives and a stable and predictable legal and
regulatory framework need to be in place. The acquis communautaire provides a benchmark and the prospect of EU
membership provides the necessary leverage for introducing such frameworks. In its transformation to a fully-functioning
market economy, Poland needs to strengthen the: trade and foreign investment regime (section a); legal and institutional
framework (section b); and the regulatory framework for infrastructure development (section c). The demand for investment
- and indirectly for transparency in the trade and investment regimes and for efficient legal and regulatory frameworks - will
come mostly from private investors; Poland thus needs to speed up privatization (section d). Conclusions are summarized at
the end (section e).

= Chapter 4. Improving the efficiency of factor markets. This chapter discusses policies to improve the efficiency of factor
markets. The technological catch-up with the EU will create pressures for income convergence and, as this occurs, new
firms will be emerging at the same time that many others will disappear. In this context of rapid economic change,
financial and labor markets should play the critical role of facilitating the reallocation of existing factors of production
from non-competitive to competitive firms and sectors, thus, feeding the process of economic growth. In the absence of
efficient financial and labor markets, economic opportunity will be missed and social tensions can arise. The deregulation
trend in EU financial and labor markets is expected to exert a positive influence on the efficiency of Polish factor markets.
Education and health sector reform are important to improve the quality of human capital as well as to restore incentives
for the competitive provision of these services. Plans to reform the social security system, while not required by the EU,
will have implications on labor markets (by improving incentives to work), on financial markets (by intermediating in the
long end of the market) and on overall fiscal sustainability. The chapter discusses respectively: financial markets (section
a); labor markets (Section b); pension reform (section c) and conclusions (section d).

=. Chapter 5. Managing the transition: policies for social and environmental sustainability. The last chapter discusses policy
options to manage EU accession transitional issues in those sectors/regions where the regulatory, institutional and
economic/standards gap with the EU is largest - agriculture, environment and regional development. The transformation of
rural areas is likely to displace a large number of workers, possibly compounding concerns about potentially undesirable
and uneven impact across regions of downsizing of heavy industry and coal mines. These concems, shared by the EU,
need to be addressed with regional policies that facilitate rather than obstruct change by helping markets to function
while, at the same time, avoiding the introduction of costly distortions. Finally, the chapter assesses the impact of EU
environment directives on Poland's environmental strategy. Poland will derive substantial environmental benefits from
meeting some EU standards as quickly as possible - especially, for local air pollution -- since this will reduce the burden
of ill-health and excess mortality associated with current conditions. In other areas, such as water quality and wastewater
treatment, the direct benefits are smaller, less immediate and in any case difficult to measure, while the necessary
investments are of such a magnitude that early compliance (say by the year 2002) may not be even technically possible.
On areas linked to the functioning of the single market within the Union, there is no option other than to comply by the
time of accession. The chapter discusses respectively: agriculture (section a); regional development (section b); the
environment (section c); and conclusions (section e).
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CHAPTER II. REFORMS, GROWTH AND STABILIZATION

22. Poland has been a leader in setting the pace of transformation from socialism to a market economy.
Poland's radical political and economic transformation program in 1989 has set the foundation for
modern democracy and stable market institutions. Institutional and policy reforms - ranging from trade
and price liberalization to privatization, tax reform and fiscal decentralization - have been conducive to
impressive economic growth performance and the resulting surge in confidence of foreign investors was
reflected in a rapid increase of foreign direct and portfolio investment from under US$ 600 million in
1993-94 to over US$ 5 billion in 1996. Poland's progress in adjusting and modernizing its economy and
its institutions led to graduation from an IMF program in 1995 - including early repayment of its
obligations with the Fund and, in November, 1996, to formal acceptance as a member of the
Organization for Economic Cooperation and Development (OECD).

23. However, a substantial reform agenda still lies ahead. Poland has to restructure and privatize
important parts of its economy and to develop modem market institutions. Aspirations to European Union
(EU) membership provide a political opportunity as well as a "benchmark" for a new round of radical
reforms that will accelerate the adjustment and modernization of Poland's policies and institutions to
effectively integrate into the EU and the global economy. The pre-accession strategy discussed in this
chapter focuses both on the policies and reforms that are formal EU membership requirements and on those
that, while not formally required, are conducive to fast and sustainable growth. A pre-condition of the
preaccession growth and stabilization strategy is having a stable macroeconomic environment. The
strengthening of public finances is critical both for long-term disinflation and for confronting
macroeconomic risks, e.g., volatile capital inflows.

24. The chapter discusses respectively: a) reform progress to-date and the need to further intensify its
pace in the future; b) the pre-accession growth framework proposed - establishing the link between the basic
reform needs and their impact on economic growth; c) the strategy to strengthen public finances and its core
role in the growth and stabilization strategy; d) the role of monetary and exchange rate policy in the gradual
disinflation plan of the government; and e) policies to deal with the potentially adverse effects of capital
inflows.

A) Progress and challenges of structural reform

25. Poland's successful reform and stabilization strategy in the first half of the 1990s puts this nation at
the forefront of candidates for accession to the EU; economic growth resumed in 1992 - earlier than in all
other Visegrad countries - surpassing its pre-transformation peak in the 1 980s already by 1995 (Table 1).

26. The early resumption of growth was Table 1. Comparative growth performance (% GDP growth).
facilitated by the radical market-oriented 1990 1991 1992 1993 1994 1995 1996
program implemented in 1990 (the Balcerowicz Czech Republic -1.2 -14.2 -6.4 -0.9 2.6 5.0 4.8

plan); the plan included trade and financial Hungary -3.5 -11.9 -3.1 -0.6 3.0 1.5 0.2
liberalization, privatization, deregulation, Poland -11.6 -7.0 2.6 3.8 5.2 7.0 6.0
elimination of production subsidies and tax Slovakia -2.5 -14.6 -6.5 -3.7 4.9 7.4 6.5
reform. Structural reforns continued - albeit at a Slovenia -4.7 -8.1 -5.4 2.8 5.3 3.9 3.0

slower pace - under the coalition government
(Democratic Left Alliance and the Polish Peasant's Party) that came into power in 1993. Despite several
changes of government, marked by tensions within and outside the coalition, the administration of finance
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minister Kolodko (1994-97) was characterized by prudent macroeconomic policies (the fiscal deficit
averaged 2.6% of GDP in 1994-96) which allowed a decline in inflation from 585% in 1990 to 18.5% in
1996 (Table 2).. This was conducive to a period of fast output and productivity growth in which large
internal or external imbalances were avoided. As a result of its successful policies, Poland graduated from
its program with the IMF in 1995, repaying in advance all of its obligations.

27. Even with a relatively slow privatization process, in six years, the private sector's share in the
economy has grown from 31% in 1990 to 63% in 1996. And, while growth has originated mainly in the
private sector, the imposition of hard budget constraints has led to satisfactory performance in many
State-Owned Enterprises (SOEs) as well, although many are still plagued with problems.

Table 2: Basic Macroeconomic Indicators
1990 1991 1992 1993 1994 1995 1996

growth rate in percent
GDP -11.6 -7.0 2.6 3.8 5.2 7.0 6.0

Private sector' -3.8 26.7 10.2 9.6 1.6 18.3 15-6
Public sector' -14.7 -22.1 -6.3 -1.7 7.9 -3.2 -6.0.

Consumer prices average (CPI) 585.8 70.3 43 35.3 32.2 27.8 19.9
Zloty Money at 1992 prices 42.1 -8.1 11.2 -6.4 7.1 23.5 13.4
Zloty real exchange rate deflated by CPI -21.3 56.2 5.4 5.9 1.7 10.5 8.9

as percent of GDP
Private sector 2 30.9 42.1 47.1 52.0 52.2 59.3 63.5

Fiscal balance 3.7 -6.7 -6.7 -2.3 -2.2 -1.8 -2.8
in percent

Unemploymentrate-endofperiod 6.3 11.8 13.6 15.7 16.0 14.9 13.6
Real T-bilis rates (13 weeks T-bills rate ... -0.9 -1.0 -1.6 -2.6 -1.7 2.0
minus CPI % change over same period)

1. Value added since 1993
2 Private GDP includes effect of privatization

28. Poland's integration into the international trade and capital markets has deepened with its
transformation to a market economy. The share of trade in GDP rose sharply (to over 50% in 1996) and
is expected to continue rising as the ongoing integration with the EU opens new markets to firns located
in Poland and broadens the scope for inter-industry trade. Likewise, as a result of its regained
creditworthiness, Poland has been able to tap international capital markets at increasingly competitive
terms; for example, recently issued sovereign debt currently trades at under 100 basis points over the
comparable 5 year US Treasury Bill (down from around 300 basis points in 1995). This points to the
scope for capital inflows, which have indeed been growing fast over recent years, with foreign direct
investment during 1996 reaching over US$ 5 billion - about one-quarter of aggregate investment. These
flows are likely to be sustained or even increased over the next five years bringing along with them
technological and commercial innovations, business skills and improved market access.

29. Poland has still a substantial structural reform agenda to accomplish, however. Many large,
socially-sensitive or politically powerful SOEs (in the coal sector, in steel, chemicals and agroindustry)
or financial firms (the rural bank, the housing and savings bank and the national insurance company)
have avoided major restructuring; their losses or inefficiency continue to hamper the underlying growth
potential of the economy. Privatization, while persistent, has been rather slow, particularly in the
industrial sector (over half of industrial workers are employed by SOEs) and in the financial sector
(about two-thirds of bank assets are still in state hands). And public finances are still characterized by a
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very high share of public expenditure in GDP and remain vulnerable to adverse trends in social insurance
expenditures and recapitalization/restructuring requirements in the problem sectors/firms.

30. The strong output growth performance - 6.1% on average in 1993-96 - was complemented by
increases in investment from 15% of GDP in 1992 to 20.6% of GDP in 1996 (Table 3). However, with
domestic saving basically unchanged from 1992, and at a relatively low level - 16.7% in 1996, it is
difficult to sustain fast economic growth over the long run - investment may need to rise 3-5 percentage
points of GDP and domestic saving at least as much to sustain growth rates of growth of about 6%.
Another source of concern is the rise in relative unit labor costs in 1995-96 (Figure 1) which, if further
deepened, could seriously hamper the path of sustained growth.

Figure 1. Real exchange based on relative unit labor costs'

Real Exchange Rate and
110.0 \ Unit Labor Costs

100.0

80.0

70.0 *
04 n n o
a) 0) 0CD 0 0)

Real exchange rate based on unit labor costs
Polish unit labor costs

31. Protracted inaction on the above fronts could limit growth prospects. From a macroeconomic
point of view, a less aggressive reformn agenda would increase the vulnerability of Poland's public
finances - particularly its potential to offset declines in private saving and speculative capital inflows.
Slow reform/growth can even prolong EU accession negotiations and/or delay accession, the news of
which could increase the volatility of Poland's financial markets. All these risks could be amplified if the
financial sector suffers the consequences of an interruption of the growth path or of the increased capital
market volatility - a scenario which can be further fueled by the relative weakness of financial sector
supervision.

32. Speeding up the pace of reforn in all these areas is crucial to maintain in the dynamic supply
response that so far has characterized the Polish economy as well as to consolidate public finances and
reduce the size of the state. Maintaining the dynamism of output is further justified by the social needs to

The real exchange rate is estimated as the ratio between Poland's unit labor costs and the weighted average
of its main trade partner's production price index in zlotys (an increase shows an appreciation - loss of
competitiveness). To the extent that labor unit costs of Poland's trade partners increase less than their production
price index (e.g., because of productivity adjusted wages rising less than inflation), the real appreciation of the zloty
will be underestimated. The unit labor cost index is calculated as the wage index times the employment index
divided by the production index.
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further bring down unemployment which, although down from a 16.9% peak in July 1994, remained high
at over 13% in early 1997.

Table 3: Savings and Investment
in percent of GDP 1992 1993 1994 1995 1996
Foreign savings 1/ -1.5 -1.0 -1.0 -0.2 3.9
Domestic savings 16.7 16.5 16.9 18.5 16.7

Public -3.7 0.2 -0.2 0.0 -1.2
Private 20.4 16.4 17.1 18.5 17.9

Investment 15.2 15.6 15.9 18.3 20.6
Public 3.4 3.3 3.1 3.1 2.8
Private2' 11.8 12.3 12.8 15.2 17.8

Memorandum item:
Current account balancel/ 1.1 -0.6 2.3 4.6 -1.0
Note: I/ Includes border trade surplus

2/ Includes changes in stocks

B) How Poland's reforms can lead to sustained growth and convergence to the EU - the
preaccession "growth framework"

33. The experience of other countries that joined the EU is that accession was a strong stimulus for
investment led-growth, e.g., Spain and Portugal (Box 3). Investment was driven by reduced political risk,
by the need to restructure the capital stock in view of the changed production patterns, by the
introduction of new technologies, and by the stimulus provided by direct foreign investment (FDI). FDI
was driven by improved access to the European markets and the opening of the capital account. Among
the countries which did not benefit from accession-induced investment-led growth is Greece; Greece
experienced instead a consumption boom in the face of overall loose fiscal policies.

Box 3. EU accession and growth in Spain and Portugal

The growth effects of economic integration with the EU can be illustrated by the accession experiences of Portugal and
Spain. It is worth noting that, while the Single Market Program (SMP) was launched the same year in which these countries
acceded (1986), the SMP was designed to be phased in gradually over the 1987-1992 period. Thus, from the point of view: ofthe
stringency of EU requirements, the accession of these two countries in 1986 was less demanding than the preaccession process
of the Visegrad countries in the 1990s.

The effect of the enhanced integration of the Iberian countries in the EU via the accession nonetheless led-to very favorable
effects in terms of investment-led growth in the second half of the 1980s, following the accession in 1986. While this growth
was synchronized with the European business cycle, which included a recession in the early part of the 1990s, the Iberian
countries succeeded in outgrowing the EU on the upswing and thus reducing the output gap. (The convergence process
continued strongly in Portugal in 1990-94, but stagnated in Spain.) For example, in the five years following accession, Spain
experienced the highest investment-led growth in the OECD area (GDP growth averaging 4.5%). The boom also had a longer-
term effect in the sense that it increased the potential output of the economy (OECD Report, Spain 1990-91).

The investment boom was driven by the reduced political risk, by the need to restructure the capital stock in view of the
changed production pattems, by the introduction of new technologies, and by the stimulus provided by direct foreign investment
(FDI). A crucial aspect of these developments was the opening of the capital account (OECD Report, Spain 1990-91). Similar
factors stimulated an investment boom in Portugal. It seems likely that a similar process will take place in Poland in the next few
years, and the recent investment boom in Poland points strongly in this direction.
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34. One way to illustrate the potential impact of accession on investment and growth is to assess the

likely impact of joining the EU in reducing country risk. As new member countries tie their hands in terms
of arbitrarily changing policies, laws, institutions and regulations, the perception of risk by foreign investors
is bound to decline. As a result of EU accession-induced reductions in country risk, the required rate of
return on investments upon membership is expected to decline, possibly by as much as 25%.2 While this
number is hypothetical, it is interesting to ask (for illustration purposes mainly) what will be the impact of
EU membership on investment, growth and the speed of convergence to the EU if country risk indeed was
to indeed decline 25% upon membership?

35. Given Poland's investment-interest rate elasticity,3 the reduction in country risk amounts to a lower
required rate of return on investments upon membership which would lead, in turn, to an increase in the
share of investment (fixed capital formation) in GDP from 19.2% in 1996, to 22.8% upon accession. This
can increase average output growth from 4.8% (without membership) to 6.4%. In turn, at the 6.4% rate of
growth, Poland could converge to 75% of the average per capita income (measured at PPP terms) of the EU
in about 20 years - whereas it would take 30 years in a scenario without membership/higher country risk
(Box 4).

Box 4. Reforms. EU accession and gowth

Extrapohting Poland's 1992-96 ICOR (4.0) 4 and the 1996 level of investment would predict ftre average annual output;
growth of 4.8 I/V. Reforms associated with EU membership can lead to: increases in the efficiency of investment and (via reduced
country risk) a higher investment-GDP ratio. Based on the estimate that EU membership could reduce the required rate of return on
investment in CEECs by 25% and the above estimate of the investment elasticity in Poland (-0.76), the share of fixed investment in
GDP increases from 19.2% in 1996 level to 22.8% after accession (obtained differentiating the investment-output ratio). The mincrease
in investment implied by EU membership and the assumed improved efficiency of investment (a 12% improvemnent in the IOOR
from 4.0 to 3.55) lead to average annual GDP growth of 6.4% at the time of accession. Note that he proposed ICOR is still above
the average 1993-96 ICOR of 3.2; if the 3.2 ICOR is used, growth could average 7.0%/O annually upon accession. The ICOR is
very sensitive to the phase of the business cycle and may be affected by various country-specific features, e.g., low investment in
infrastructure can lead to a low ICOR. While this is an example only,5 it serves to illustrate the mechanisms through which reforms
and membership can lead to an increase in the rate of economic growth (of 1.6 percentage points annually under the assumptions
made).

Some studies have focused more specifically on assessinp how reforms can impact on the efficiency of investment (instead
of assuming it as above) and thus, indirectly, on economic growth.

2 See Richard Baldwin, Joseph Francois and Richard Portes, "The Costs and Benefits of Eastern Enlargement',
Economic Policy: A European Forum, London, April 1997. These numbers should be taken with caution, not least due
to the fact that these economies are in the midst of radical transformations which can bias the econometric analysis. The
authors indeed refer to the drop in risk premium as a scenario or thought-experiment.

3 Using annual investment data over 1988-96 and average lending interest rates in Poland, the investment
elasticity was found to be -0.76 with a 70 percent level of confidence

5 A key limitation is that, as convergence proceeds, GDP growth is bound to slow down as the scope for
catch-up dynamic effects and/or scope for radical reforrn diminishes.

6 Luca Barbone and Juan Zalduendo "EU accession of Central and Easter Europe - Bridging the income
gap", Policy research working paper 1721, The World Bank. In the model proposed by the authors, output growth
depends both on an index of structural reforms and on the investment-GDP ratio.
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36. The growth framework discussed below establishes the key linkages between structural and sectoral
reforms required for Poland's accession to the EU and economic growth. Reforms impact on economic
growth through three main channels: i) savings mobilization; ii) demand for investment and iii) savings
intermediation.

i) Savings mobilization

37. Private saving, the largest component of domestic saving, is to a large extent influenced by factors
outside the control of policymakers, e.g. demographics and national preferences. Nevertheless, saving rates
are likely to be depressed by excessive taxation, and encouraged by a stable macroeconomic environment,
and a well-functioning capital market that permits savers to diversify risk. The implications for public
policy in Poland are clear. The strengthening of public finances (discussed in section c)) is required to
improve public saving and to encourage private saving - e.g., by reducing public expenditures (49% of GDP
estimated for 1997) rather than by raising tax rates. Pension reform, for example, can at once serve to
contain generous pensions - with savings to the budget - while the reduced generosity of public pensions
forces individuals to increase their private savings. In addition, to encourage private saving, policies that
foster financial market development (less than half the share of financial intermediation of the Czech
Republic measured by assets) will help to mobilize both domestic and foreign savings. To foster foreign
saving, Poland could further facilitate the access of foreign financial institutions. The process of licensing
foreign banks and insurance companies has been fairly restrictive - with foreign banks often being requested
to take over a troubled domestic institution as a condition of entry. Recently, these restrictions have been
partially lifted and, beginning in January, 1999 all foreign banks will be allowed to obtain a license (subject
to the standard regulatory provisions).

ii) Demandfor investment.

38. When firms and individuals invest in new machines, new skills and/or new technology, they do so
with an eye to risk and return. A key risk-reducing factor is a sound macroeconomic policy framework, for
which the key is strong public finances. Related areas of concern include property rights and the
institutional environment. Investors will be reluctant to sink money into projects without assurances that
they will be able to control the property after it is installed. Recently, Poland passed a new collateral law
which implies a major breakthrough in the process of establishing property rights. However, assuring such
rights is a complex task. It requires modernizing the entire system of registration, both for real estate and
business assets and for moveables in general. It also involves surveillance and enforcement. This requires
well-trained administrators, regulators and judges. Active enforcement of intellectual property rights is, in
particular, crucial for investment in knowledge and technology.

39. Another set of "investment demand factors" stems from the openness of international markets.
There are two aspects to this: (1) Poland's access to other countries' markets; and (2) Poland's openness to
international trade and investment:

A) Secure access to EU markets means that Polish firms will be able to sell the goods produced
from new investments in a market that accounts for about 30% of world income. Poland
already has a free trade agreement with the EU, the Europe Agreement (EA); however, duty-
free intra-EU trade is greatly hindered by a tangle of technical barriers (such as idiosyncratic
health, safety, and industrial regulations). The Single Market Program is intended to
circumvent these barriers by according mutual recognition of product standards (with minimum
harmonization), by establishing common policies on state aids and competition policy, and by
ensuring mutual rights of establishment. Single market access is now the norm in Europe, and
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Poland should aim for it during preaccession - the extra market access will further encourage
new investment (particularly FDI). In this respect, a well-functioning competition policy,
including limitations on state aid consistent with EU directives, is as important as reducing
tariffs, tariff discrimination, tariff dispersion, and non-tariff barriers (including with CEFTA
countries).

B) Poland's own liberalization to trade and investment is anyway desirable. It can operate in a
very direct manner - inducing investment by lowering the cost of new machines, skills, and
technology. Imports of capital goods have already increased very rapidly; new rounds of tariff
and non-tariff barrier reductions can further stimulate this source of growth. Liberalization can
also operate in an indirect manner by stimulating competition among domestic suppliers.

40. Other "investment demand sources" are linked to deregulation, restructuring, and privatization.
Until now, investment opportunities, and especially FDI, in the infrastructure sector have been limited due
to the slow restructuring of the sector (including privatization) and the slow development of effective
competitive regulatory frameworks (energy, railways, telecoms). More efficient infrastructure will help to
shift Poland's comparative advantages thus prompting additional investment. For example, more efficient
telecommunications can make Poland a more attractive location for financial activity, and more efficient
transportation can have a strong impact on disadvantaged regions by altering the transport cost barrier to
trade.

41. "Investment demand sources" also relate to human capital. To bear fruit, investments in capital and
technology will require parallel investments in skills. A renewed focus on skills development is evident in
Poland and, in general, firms and workers exhibit a willingness to invest in them. The state should play an
active role in adapting curricula to the needs of a modem market economy as well as in facilitating the
mutual recognition of technical and professional education standards with EU counterparts. Educational
reforms will not be budget-neutral but, in view of their "public good" nature and high economic return
should be pursued vigorously. At the same time, more labor market flexibility is needed. Labor market
regulations and institutions that improve labor demand and supply will have a strong impact on investment
and growth. Countries that have efficient and flexible labor markets find it easier to direct new investments
to "sunrise" sectors and away from "sunset" sectors. Improving the incentives to work through a more
"insurance" type system of unemployment benefits, or by lowering payroll tax rates, is the best recipe for
such labor reallocation. To the extent that this may involve regional shifts in employment, policies as
diverse as an open housing market and portable (non-regionally based) benefits can effect the ease and
speed with which Poland completes its transformation.

iii) Savings intermediation

42. Savings do not automatically transform themselves into new investments in productive real assets.
Four channels are important. The capital market is one of these channels. Policies-ranging from
expanding the capital market infrastructure to second and third tiers of firms (an effective OTC) to closing
regulatory gaps on private pensions and on closed-end funds- will effect the extent to which capital
markets can help fund growth-driving investment in Poland. A second channel is a well-functioning
banking sector that helps intermediate between individual savers and investors. A healthy dose of
competition among banks-for which the key is to rapidly increase the low share of privately owned banks
and free up access to foreign banks-is as important as the strengthening of supervision (a major EU
requirement) and the creation of a level-playing field for all institutions (e.g., by eliminating preferential
deposit insurance or bail-out privileges). A third channel through which savings become productive
investments is retained earnings. This source, the dominant source of investment financing in most
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countries including Poland, can be discouraged by excessive taxation (Poland has plans to continue
reducing corporate income tax rates) or by distortional taxation (such as tax deductions for debt service).
The fourth important channel through which foreign savings transform into new domestic investment is
foreign direct investment - FDI. This will play a critical role in transferring technology and spread know-
how, such as management and marketing techniques; spillovers to other firms are critical for the national
accumulation of capital, knowledge and skills. Given the desire to invest in Poland, there are several factors
that facilitate its realization. First, avoiding "strings attached" policies, such as quotas and tariffs,
exemptions or tax breaks in Special Economic Zones, would be helpful. Second, excessive, arbitrary, and
variable regulation of new investments can hinder foreign investment.

C) Stabilization - the strategy to strengthen public finances.'

43. Poland has been successful in gradually reducing inflation. Success in the disinflation path is
likely to continue during 1997 with anticipated declines in inflation broadly in line with the Government
inflation target of 13%. As described in various official documents, the "Strategy for Poland", "Package
2000" and, more recently, in the National Strategy for Integration - the government objectives are to
maintain fast growth while gradually bringing down inflation. The strategy envisages steady growth at
about a 5% annual rate and inflation declining to 5% by 2000 and, as currently required for EMU
membership, to 2.4% by 2006. The Government plan is consistent with the macroeconomic flexibility that
the Copenhagen criteria confer to acceding countries during the preaccession, e.g., it does not require
adopting a rigid exchange rate and monetary policy that could interfere with the priority growth objective.
Underlying the Govemment rationale for such strategy is that the implementation of structural and fiscal
reforns is at the core of long-term disinflation.

44. Structural reforms to improve public savings. Public spending, at almost half of GDP estimated for
1997 (or about 31% of GDP excluding social security), entails a high rate of taxation - with all its well-
known negative consequences for growth - and is a source of vulnerability to the budget (relatively small
percentage deviations in expenditures can lead to high deficits). The need to reduce the size of public
spending, and not only the deficit, is a major aspect of the medium-term reform program. Stronger
foundations for public finances require advances in reform of expenditure programs, increased
efficiency in the delivery of public services and establishing a more efficient tax regime that will reduce
economic distortions and enhance compliance.

45. The most important fiscal reform conducive to medium- and long-term fiscal sustainability is the
Govemment social security reform proposal. Growth of generous pensions and unemployment benefits -
from 8.3% of GDP in 1989 to 16.2% of GDP in 1996 - compounded with negative demographic trends -
which are expected to increase the old age dependency ratio (of pensioners to working age people) from
23.2% in 1994 to 34% in 2020 - is the most important potential source of instability of the budget. Reforms
to the current Pay-As-You-Go (PAYG) pension system are being proposed that would reduce the
generosity of the benefit formula by making it more closely linked to earnings; this will provide
substantial savings that will translate into a lower old age replacement rate and reductions of the high and
distortional payroll tax (48.5% of net wages) - the Office of the Plenipotentiary for Social Security
Reform envisages a reduction of 6 percentage points. Pension reform proposals also envisage the
introduction of mandatory privately managed fully-funded pillar which will further help to lower old age

For a more detailed description, see the Annex on Public Finances.

8 This is based on government plans as stated in the "Strategy for Poland: Euro 2006" document; this
document has not become official, though.
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replacement ratios and would simultaneously promote capital market development. The funding of
transitional arrangements, principally the loss in payroll tax revenues to the PAYG system of workers that
shift their contributions to the funded pillar, estimated to be about 1% of GDP annually during the first
years of reform, is expected to covered by projected increases in privatization revenues earmarked to the
reform.

46. The second most important area of fiscal reform concerns restructuring and privatization of
SOEs and a large troubled financial institutions. Downsizing and privatization programs are required in
certain heavy industries, including coal, steel, ship-building, and chemicals. These industries are
regionally concentrated and employ substantial numbers of people such that restructuring will have
significant local economic and social adverse impacts. While restructuring costs in several of these
sectors (e.g. steel and chemicals) can be absorbed by the private sector, there is less scope for the state to
avoid restructuring expenses in the case of coal. The bulk of the expenses in coal sector restructuring
ought to be targeted towards social adjustment (e.g., retraining, re-location) and are expected to yield a
high return in the form of reduced future losses (currently estimated to be around 1% of GDP). While
more difficult to assess, the restructuring of troubled large financial institutions (the rural bank BGZ, the
housing and saving bank PKO BP and the national insurance company PZUJ - see financial sector) will
also entail costs. Recapitalization of the two banks has so far cost the budget about US$ 4 billion during
the 1990s. Restructuring expenditures in SOE and bank restructuring are expected to amount to I
percentage point of GDP on average in 1998-2000 with future savings for the budget expected to far
exceed this cost.

47. Another key medium-term expenditure reform concerns health care reform. At 4.8% of GDP in
1996, the current level of health expenditures can be considered appropriate - even low compared to the
Czech Republic and Hungary. However, both the number and quality of health care services have been
constrained and decapitalization of fixed assets and growth in "gray" payments for health services have
occurred. The health reform program is focused on using existing levels of expenditure more efficiently.
The key priorities of the program recently accepted by parliament are to: (i) improve health status to
comparable EU levels in the medium term through a National Health Program that address the
underlying causes of excess morbidity and mortality through health promotion and disease prevention
programs targeted at areas of greatest need (e.g. cardiovascular disease); (ii) improving access to and
efficiency of health services with an emphasis on the development of primary care, the rationalization of
specialist services and the establishment of autonomous health service providers; and (iii) ensuring stable
financing through the establishment of a mixed insurance-budget model built around 12 independent,
self-managing regional health insurance institutions - avoiding the recurrent problem of budgetary
arrears. A stated objective is to produce a fiscally neutral transfer of resources from the budget to
insurance institutions rather than to change the level of expenditures.

48. On the capital expenditure side, environment-related investments will place a potentially heavy
burden on the budget. The extent of this impact, however, will hinge largely on the role played by the
private sector in infrastructure development, on transitional arrangements for compliance with existing
Polish and international laws/regulations including EU directives, and on the benefits that will result
from these investments (see Chapter 5). For example, most of the investments in the energy sector are
targeted towards reduced air pollution and are expected to result in reduced public health expenditures.
Another important expenditure item is water, sewage and solid waste investments; while these fall within
the responsibility of municipalities, burden sharing between service users (via higher water, sewage and
solid waste tariffs), domestic tax payers or the EU budget, will ultimately depend on national and EU
policies. EU integration will also require investments in upgrading roads to EU traffic load standards;
higher gasoline taxes required for EU harmonization (see Chapter 3) are expected to provide the
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additional resources to cover most of these additional expenditures. EU accession-related investments are
also anticipated in the oil, gas and telecom sectors as well as in the restructuring of railways but, subject
to timely harmonization with EU directives/regulations, there is scope for fast privatization in these
sectors and thus of avoidance of direct budgetary implications. Altogether, over the next 3 years,
budgetary capital expenditures on additional investments (water and waste-water, air pollution,
upgrading of roads to heavier EU trucks, and railways restructuring) are expected to rise 1.5 percentage
points of GDP.

49. On the revenue side, the main challenge is reforming tax administration, establishing a more
efficient tax regime that will reduce economic distortions and enhance compliance and the further
harmonization of the tax regime with the EU. The main problem on the revenue side, however, is not in
increasing the tax burden, which is already too high, but in reforming its administration and establishing a
more efficient tax regime that will reduce economic distortions and enhance compliance. Government
initiatives - as proposed in the official Strategy for Poland: Package 2000 address a number of these issues

Table 4: Budget impact of selected reforms: cumulative 1998 - 2000 in US$ billion (at 1996 prices)
Reforms Costs Gains Comments

1. Trade liberalization
- Reduced trade taxation 1.4 WB estimate, combined weighted average custom duties gradually reduced

from about 6.7% in 1997 to 4.1% by 2000
2. Infrastructure (excluding environment)

- Road rehabilitation 1.1 Polish govemment (GDPP*) estimate to adapt the bearing capacity of existing
intemational roads, not counting alignment and lane capacity improvements

- Railways restructuring 0.2 WB estimate, payment of early retirement and severance packages of I year and
half wages to 30 000 workers (required downsizing between 70 to 100 000
persons - Mercer Management Consulting estimate).

- Gas sector 2.1 WB estimate, investment mostly in underground storage
3. Privatization

- Coal mining restructuring 2.0 Montan Consulting estimate, total cost of US$ 2.9 billion over 10 years
closing of mines and workforce reduction by 100 000 with a social cost
of USS 0.3 billion

- SOE restructuring 0.4 WB estimate, mostly in chemical and steel sector with payment of early retirement
and severance packages of I year and half wages to 40 000 workers

- Privatization net proceeds 11.0 WB estimate based on MoF estimate, and SOE book value at the end of 1995 of
USS 52 billion, net of compensations due to pensioners and public sector workers,
reprivatization fund and free shares given to the employees..

4. Financial sector
- PKO BP restructuring 2.0 WB estimate based on repurchase of capitalized interests of old housing loans
- BGZ restructuring 0.1 WB estimate of recapitalization needs for losses of 1% of assets each year
- PZU Restructuring 0.2 WB estimate for recapitalization needs

5. Pension reform
-Transitional Costs 7.7 WB based on Polish Govemment (OGPSSR**) estimate, includes losses due to

the switch of workers to new system, introduction of ceiling for contribution base,
uniform minimum for self-employed, and tax relief for the creation of the 3rd pillar

6. Environment
Air pollution:

- Fees for car emission impact 1.2 WB estimate, fuel taxes alignment to EU levels (increasing tax revenues on fuel
up to 1% of GDP by 2003).

- Desulfurization in power sector 0.7 WB estimate of a total costs of US$ 3.5 to 4.2 billion in order to reach the 2005
target in the public sector.

Water and wastewater:
- Sewer system 1.1 WB estimate in rehabilitation and expansion and operation costs
- Wastewater treatment 1.1 WB estimate
- Drinking water 0.3 WB estimate in upgrading and distribution

TOTAL 20.7 12.2

yearly average in percent of GDP*** 4.7 2.8
N=: (*) GDPP: General Directorate for Roads

(**) OGPSSR: Office of the Plenipotentiary for Social Security Reform
(**) assumes GDP growth rate of 4.5% per year.
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including proposals to lower personal and corporate income tax rates, gradual elimination of preferential
VAT rates, and the elimination of taxes that are not compatible with the EU (import tax surcharges and
several excise taxes). Introduction of an ad-valorem property tax is a key step to deepen fiscal
decentralization and strengthen municipal finances. On tax administration, an efficient system for auditing
and collecting taxes (including streamlined policies and procedures, improved coverage and integration of
major tax sources) has still to be designed and implemented. Improvements in tax administration, the
widening of the tax base and reductions of deductions are expected to compensate for the revenue losses
derived from lower income tax rates, lower tariffs and the elimination of the import tax surcharge. A
summary of the budgetary implications of the main reforms discussed above is provided in Table 4.

50. On balance, additional expenditures will be more than offset by additional financing
sources/savings (see Table 5) thus leading to reductions in the average fiscal deficits to around 2% of
GDP in 1998-2000. First, faster privatization (in part triggered by the assets earmarked to pension reform)
is expected to lead to increases in capital revenues of about 1.1% of GDP bringing average proceeds from
privatization to over 2% of GDP. And second, current government expenditures are expected to decline

Table S - Poland: Mediam term fiscal projections
% of GDP* average

1W7 1998 -2000 2001 -2004 Comments
Total Expeditures 48.1 47.8 44.6

Current expedues 4S.3 43.5 39.1
Subsidies 1.3 1.1 1.0 Includes savings from coal and banking sector restructuring
Transfers to households 20.6 19.5 17.7 Reflects price indexation of pensions
Wages and goods consumption 19.3 18.5 18.1 Assumes real wage growth of 3% a year
Interest payments 4.1 3.4 2.1 Assumes 0.8 p.p. decline in domestic real interest rate by

the year 2000, and 1.3 p.p. by 2004
SOE restructuring .... 0.6 0.2 Assumes severance package and early retirement

arrangement for 100,000 persons in coal, railways,
chemical and steel sectors

Banking restructuring 0.4 0.0 Pre-privatization costs of PKO BP, BGZ and PZU
Capital expenditures 2.8 4.3 5.5

Investment 2.8 4.3 5.5 Includes additional investmen in roads, power nd gas
sectors and water and wastewater systems

Total Revenues 45.3 45.8 43.6
Current revenues 44.3 43.5 41.3

Indirect taxes 15.5 16.0 16.4 Reflects tariff reduction and increase of VAT rates and
base, and fuel excise tax

Direct taxes 24.0 23.0 22.8 Reflects cuts in personal and corporate tax rates and
introduction of nation-wide property tax

of which: losses due to pension -1.0 -1.5 Reflects losses to private funds, tax relief, introduction of
reform ceiling in contribution base, and uniform minimum for self-

employed
Non-tax revenues 4.8 4.5 2.1 Includes decrease in public-sector dividends aftcr SOE

privatization, assumes no Central Bank profits
Capital revenues 1.0 2.3 2.3

Privatization 1.0 2.1 1.8 Proceeds net of payments to reprivadzation fund, free
shares to employees and compensations to pensioners

EU transfers 0.0 0.2 0.5 Starting in 2000
Deficit (+.surplus) -2.8 -2.0 -1.0

Current deficit (+ surplus) -1.0 0.0 2.2
Change in public saving (CS) 2.0 4.7.
Public debt 48.9 41.2 32.2
Notes: (*) assumes GDP growth rate of 4.5 percent per year

(*) change with respect to 1997 accountng for changes in
implicit future pension liabilities (estimated as change in
current balance plus loss in pension revenue)
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2.2% as a share of GDP mostly as a result of the effect of pension's indexation to the CPI (instead of
wages), lower interest payments and continued GDP growth (assumed to be growing at a constant 4.5% rate
for the purpose of fiscal projections). The reduced interest service is due - in turn - to lower deficits, lower
inflation (lower interest rates) and real zloty appreciation (lower value of foreign currency-denominated
debt). The tightening of the fiscal stance, however, is larger than the reduction in the deficit suggests. This
is due to the important structural reforms that the budget is financing, particularly, social security reform.
Once the impact of pension reform in reducing the accumulation of implicit pension liabilities is taken into
account, the actual improvement in public saving (adjusted for the changes in pension liabilities) is
equivalent to about 2 percentage points of GDP between 1997 and the average 1998-2000. By the same
token, the reduction of the fiscal deficit (where it to properly account for the creation of implicit future
pension liabilities) would then be of the order of 1.5% of GDP - instead of 0.8% - between 1997 and 1998-
2000. A summary of the fiscal cost and impact of the reforms discussed is provided in Table 5.

51. A medium-term fiscal prognosis. Over the medium term (2001-2004), structural reforms are
expected to bring the budget deficit close to 1% of GDP. Conducive to this outcome is, apart from the
continued growth, the sharp reduction in the current expenditure-GDP ratio stemming from: reduced social
security transfers to households and lower interest payments. Higher EU structural funds are also expected
to help fund the public investment program. The prospective medium-term improvement of the fiscal
balance (again) underestimates the proposed tightening of the fiscal stance. Overall, the proposed reforms
support an increase in public saving of 4.7% of GDP (once the impact of pension reform in reducing the
accumulation of implicit pension liabilities is taken into account) and reduces the share of current public
expenditure by more than 6 percentage points of GDP over the next seven years. The improvement in public
saving is crucial to finance higher investment needs and support sustained economic growth of about 6%.9
The discrepancy between the improvement in public savings and the (smaller) improvement in the fiscal
balance stems from pension reform and from the almost doubling of the share of public investment in GDP
(i.e., there is more capital - which count as public saving - and less current expenditures).

D) Stabilization - the role of monetary and exchange rate policy

52. Poland has been successful in gradually reducing inflation from 585% in 1990 to 18.5% in 1996.
Further success in the disinflation path has been so far observed during 1997 with anticipated declines in
inflation broadly in line with the Government inflation target of 13%. Underlying this success, has been
the prudentfiscal management pursued over the last 5 years as well as the strong growth performance
that resulted from fiscal and other structural reforms. As described in various official documents, the
"Strategy for Poland", "Package 2000" and, more recently, in the National Strategy for Integration - the
government objectives are to continue to maintain fast growth while gradually bringing down inflation. The
strategy envisages steady growth at about a 5% annual rate and inflation declining to 5% by 2000 and, as
currently required for EMU membership, to 2.4% by 2006.10 The Government gradual disinflation plan is
consistent with the macroeconomic flexibility that the Copenhagen criteria confer to acceding countries
during the preaccession, e.g., the Copenhagen criteria do not require adopting a rigid monetary policy that
would interfere with the priority growth objective. Under the government strategy, fiscal and structural
reforms will remain to be the key determinants of long-term disinflation. Within this broader context,
though, monetary and exchange rate policy will continue to play an important role too.

9 To err on the conservative side, though, the Table assumes output growth of 4.5%.

10 This is based on government plans as stated in the "Strategy for Poland: Euro 2006" document; this
document has not become official, though.
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53. The monetary and exchange rate policy framework. Poland pursued an exchange rate based
stabilization approach, the initial step of which, was to fix the exchange rate in 1990; the fixed exchange
rate regime was modified to a crawling peg in the following year. Flexibilization of the exchange rate
regime took an additional step in 1995 with introduction of an exchange rate band of plus and minus 7%
around the crawling mid-value. At the end of December, 1995 the exchange rate band underwent a 6% step
appreciation. The flexibilization of the exchange rate was aimed at maintaining the exchange rate as a
nominal anchor for price inflation and as a mechanism to prevent excessive appreciation that could erode
external competitiveness. The rate of crawl decreased over time along with inflation, with causality going
probably both ways.

54. Despite the introduction of a more flexible exchange rate regime, the central bank (NBP) continued
to intervene actively in the exchange rate market de facto forcing the exchange rate to fluctuate within a
narrow exchange rate band within the wide exchange rate band. With the increased (albeit still limited)
flexibility conferred to the exchange rate within the exchange rate band since January 1997, the
effectiveness of monetary policy increased - in part by creating exchange rate uncertainty to discourage
short-term (speculative) capital inflows. Indeed, following an inflation deviation from its projected
downwards trend in early 1997, a substantial tightening of monetary policy was implemented with real
interest rates on Treasury Bills rising from about zero in 1996 to around 5% in mid 1997. The tightening of
monetary policy brought back inflation within range of its projected downwards trend. As in similar
regimes in other countries (Israel), which implement multiple nominal anchors, the exchange rate still plays
a role in the disinflation process by constraining the movements of the exchange rate in the short run and by
signaling the disinflation stance of the central bank through the parameters of the band, e.g., the
preannounced rate of crawl of the central parity of the band (currently depreciated 1% monthly against a
basket of currencies) is set consistently with the Government inflation target.

55. Currently the disinflation strategy is based on an inflation target set by the central bank. The central
bank (NBP) uses broad money as an intermediate target and (since January, 1997) employs base money as
the main operational target - base money is adjusted in a manner consistent with the inflation target mainly
through open market operations. In the face of volatility in the demand for base money, the NBP has in the
past (during 1994-96) used interest rates as their operational target; this allows the central bank to, for
example, avoid tightening excessively when there is a positive (and unobserved) shift in the demand for
domestic assets/money. Market interest rates should thus continue to be, and to some degree they remain, an
important benchmark of monetary policy." 1

56. Structural reforms and disinflation - the role of exchange rate policy. In the government plan, long-
term gradual disinflation stems primarily from the supply side of the economy, i.e., the structural reforms
and investments that lead to a structural strengthening of public finances and fast productivity growth. On
one hand, structural strengthening of public finances reduces future fiscal deficits along with the risk of
their eventual monetization, thus, lowering long-term inflationary expectations. Structural reforms which
have a sustainable budgetary impact over the medium term (privatization, social security reform) are bound
to have a stronger impact on disinflation than short-term (temporary) reductions of the fiscal deficit. On the
other hand, fast productivity growth opens the door to steady real currency appreciation (an increase in the
price of the domestic currency) which, under a flexible exchange rate arrangement, helps to lower inflation.

See IMF, "Poland - Recent Economic Developments", p.57, February, 1997.
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For example, a nominal exchange rate appreciation that accommodates a productivity differential can
translate into permanently lower tradeable prices or tradeable inflation. 12

57. Such exchange rate flexibility is consistent with the trend towards flexibilization of the exchange
rate regime followed by Poland. The increased flexibility of the exchange rate regime is desirable on its
own right as it concedes a greater role to markets in the determination of the exchange rate in response to
structural changes, e.g., the inter-sectoral resource reallocations that Poland will undergo over the next
decade.

58. Role of monetary policy. Under Poland's gradual disinflation strategy, tight money has an important
role in fighting off deviations of inflation from the long-term downward inflation target. However, adopting
apersistently tight monetary policy to accelerate the pace of disinflation can generate recessionary pressures
- typically, by crowding out private credit in the absence of sufficient fiscal tightening - and thus hamper
sustainable growth. The latter function is taken care in the Government strategy by the ongoing process of
reforms which generate sustainable growth and disinflation at the same time. The potential tradeoffs of a
persistently tight monetary policy are illustrated by the Spanish experience - in 1977-85, before accession,
inflation declined from 25% to 9% while unemployment jumped from 3.5% to 22%. The sacrifice ratio
associated with disinflation was among the highest in European experience of the eighties. In the Spanish
case, the disinflation strategy was based mainly on tight money, but similar recessionary effects can be
found in the disinflation process of Ireland in the eighties, where the exchange rate was used as a nominal
anchor. These experiences as well as key features of the Poland economy - particularly high unemployment,
significant wage and labor market rigidities - suggest that the Government present gradual disinflation
strategy is less prone to have a recessionary potential over the medium term.

59. Institutional aspects of disinflation. The disinflationary impact of macroeconomic policies can be
complemented through the following institutional reforms:

i) While the central bank (NBP) was granted considerable autonomy by the Act of 1989, there is
scope to further strengthen the independence in the conduct of monetary policy. The NBP has to submit
each year its policy guidelines on monetary policy for the approval by the parliament. Elimination of this
limitation will further empower NBP to pursue anti-inflationary policies. Importantly, however, the new
Constitution prohibits financing of the deficit by the NBP .

ii) Another institutional reform which will help the disinflation process relates to reduced
indexation in the economy. In conjunction with the gradual reduction of inflation, Poland could aim to
gradually eliminate the ex-post wage indexation clause of the Tripartite Commission (formed by
representatives of Government, employer's associations and public trade union federations) that sets public
sector wages. Wage indexation can also be reduced by delinking minimum wages, unemployment benefits
and social assistance from average wages; this will help to improve wage flexibility at the lower range of
skills.

12 An increase in productivity under a fixed exchange rate regime can only be accommodated by higher prices

(inflation) since this is the only way to generate a real appreciation. Under a flexible exchange rate regime and a
constant money supply, the real appreciation can only be achieved through a nominal exchange rate appreciation/lower
prices (inflation). Essentially similar results result when the analysis is done for constant rates of change (which in the
case of the exchange rate regime takes the form of a fixed rate of crawl) instead of in constant levels (of the exchange
rate and money).
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iii) Finally, policies that foster financial sector deepening (discussed below) can also contribute to
disinflation. Financial sector deepening reduces the risk of magnifying the inflationary effects of fiscal
shocks both by widening the inflation tax base (e.g., increased demand for money) and/or by improving the
scope for debt (non-inflationary) financing. The scope for deeper financial intermediation in Poland is quite
large, compared both to neighboring countries (e.g., the M2-GDP ratio is one-quarter larger in Hungary)
and comparable countries that have joined the EU (e.g., the M2-GDP ratio in Poland is half the level of
Spain at the time it joined the European Community).

60. The strategy for convergence to the EMU. In the strategy discussed - which is in line with the
Government plans - fiscal reforms along with strong productivity growth help to gradually reduce
inflation while reducing the risk of interfering with the primary growth objective. As Poland moves
closer to EMU accession, a more aggressive anti-inflationary strategy (which relies more on monetary
tightening to bend the long-term inflation trend) may be justified (if still needed) as disinflation policies
can then benefit from EMU-borrowed credibility. Based on the lessons from recent experiences of other
countries that have joined the EU, disinflation policies can be more effective and less costly when they
are undertaken closer to EU/EMU membership (Box 5).

Box 5. Borrowing credibility to lower inflation.

Many countries not in this favorable situation are still able to disinflate by "borrowing" credibility from a more stable
economy. In the cases of Greece and Portugal, the recognition that inflation would have to be brought down rather soon in the
process of EMU accession created the necessary credibility base to make the disinflationary exchange-rate policies in these
countries effective, even though the fiscal deficits and the public debt ratios were still high. In Portugal, inflation has fallen
gradually since 1992 when the country joined the European exchange rate mechanism and began to use the exchange rate as a
disinflationary instrument (inflation dropped from 9%/o in 1992 to 4 % in 1995). This process took place with little support from
the fiscal side; while there was a small decline in the fiscal deficit, its level remained in excess of 5% GDP, the same as its level
ten years earlier when inflation was 19°/e The general government's debt ratio was still high, 71% of GDP in 1995.

In the case of Greece, a similar process took place in a much more extreme form. A "hard drachmea policy was
implemented in the 1990s as a nominal anchor. Inflation dropped from 20% in 1991 to 9.3% in 1995. The policy had strong
support from the fiscal side--the primary deficit and the overall deficit were cut by 10% and 7% of GDP respectively between
1990 and 1995. However, the level of the deficit was still very high in 1995 (90/o of GDP), and so was the public debt (112% o
GDP).

The level of the fiscal fundamentals in both countries was clearly not sufficient to lend much support to a reduction in
the basic inflationary expectations. Presumably, the main reason for the progress in disinflation was the recognition that a
quicker pace of disinflation is part of the accession to the EMU in the near future. When viewed in this context, the partial steps
taken in both countries to reduce fiscal imbalances were apparently taken as being part of a longer term and more fundamental
fiscal balancing, which lent credibility to the stabilization efforL The lesson from these experiences is that disinflation policies
are more effective when they are undertaken closer to EMU accession, where the latter requires low inflation as a precondition.

61. The transition from a flexible exchange rate regime to the Euro (the EU common currency) can be
accomplished more easily once inflation is brought down. It does not require adopting a fixed exchange rate
during the preaccession, although upon EU accession, Poland will be required to enter a yet-to-be revised
European Monetary System, which will restrict the flexibility of the exchange rate after accession.

E) Policies for dealing with capital inflows.

62. One key objective of the preaccession growth strategy is to create conditions to attract foreign
capital to finance investment needs. There is a risk, however, that capital inflows may (sometimes) induce
persistent declines in domestic saving - rather than increases in investment - thus hampering the potential
for sustained economic growth. Foreign investors cannot be expected to keep pouring money into the



Chapter ii. Reforms, Growth and Macroeconomic Convergence 24

country if the capacity to repay is not built-up accordingly, particularly, if (as in Poland) the saving rate is
low to begin with. On one hand, a low saving rate limits the scope for financing investment and maintaining
fast growth (fast and sustained growth requires domestic saving rates closer to 20%-25% of GDP). On
the other hand, a sudden reversal of capital inflows - following a sizable decline in the domestic saving
rate - could have potentially disruptive macroeconomic effects such as the risk of a recession and the
deterioration of the health of the financial sector.

63. Estimates of domestic saving performance indeed suggest a decline from 18.5% of GDP in 1995
to 16.7% of GDP in 199613; this implies that 40% of the increase in foreign saving (an increase of 4.1%
of GDP in 1996) helped to finance domestic consumption. Other estimates suggest that the decline in
domestic and particularly private saving could have been even greater (almost 60% of the increase in

14
foreign saving). The decline in private saving, may have its roots in a combination of improved
expectations about future income (as the booming stock market in 1996 and high wage growth in 1995-
96 in excess of productivity growth suggest) and relaxation of liquidity constraints (credit to households
increased 88% in real terms in 1996, though admittedly from a low base, and overall non-government
credit increased 29% in real terms). Capital inflows contributed to bolster both - the stock market (via
portfolio investment) and domestic liquidity (via relaxation of the external credit constraint, i.e., the
increase in foreign saving).

64. Following the rapid turnaround of the current account balance from a surplus of 4.6% of GDP in
1995 into a deficit of 1% of GDP in 1996, a further sizable decline in the current account balance is
expected in 1997 - a current account deficit of 4%-5% of GDP is likely. There is a strong likelihood that
a substantial part of the increase in foreign saving during 1997 will again be accounted for by higher
consumption. Under such circumstances, and given that the saving rate is low to begin with the best
remedy is a tighter fiscal stance (than the one recommended in Table 5) combined with stricter financial-
sector supervision aimed at curbing a potential credit-driven consumer boom. Tighter financial-sector
supervision can help to smooth out the consumption cycle and, along with it, the path of economic growth.
The tightening will also help to avert possible future fiscal setbacks (for example, from intervention in the
financial sector). A tightening of monetary policy, as the Government pursued in 1997, can also help to
offset the decline in domestic saving; however, if pursued persistently in isolation from the above policies,
it can crowd out private investment and induce a recession.

65. The role of monetary and exchange rate policy. Capital inflows can also exert an adverse impact on
inflation. For example, the incomplete (albeit still substantial) sterilization of the growing capital inflows
(i.e., the partial absorption of liquidity created by capital inflows through the sale of government paper)
increased the total money supply in 1994-95 much faster than projected; the expansion of net foreign assets
became the dominant factor in the expansion of the total money supply, accounting for 85% of the latter in
1995. At the same time, the contribution of the fiscal deficit to money creation dropped drastically, which

13 Obtained applying real rates of growth of consumption and investment to the 1995 structure of aggregate

demand- the official (GUS) 1996 structure of aggregate demand has not yet been published at the time of sending
the report to publication.
14 Employing the change in the current account balance (a decline of 5.6 percentage points of GDP in 1996)

as a measure of foreign saving (instead of our estimate of the national account measure of foreign saving), the
decline in domestic saving (obtained residually given the changes in investment - 2.2 p.p. of GDP - and foreign
saving) could have been as large as 3.3 percentage points of GDP in 1996. While the current account measure of
foreign saving is based on cash transactions - and to that extent is less reliable than the official national account
measure - , the national account measure in this case is also an estimate (see previous footnote).
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leaves the capital inflows as a major contributor to inflation from the monetary perspective (total foreign
reserves minus gold increased in 1995 by close to US$ 9 billion, and a further US$ 3 billion in 1996).

66. Part of the capital inflow has been absorbed by a real appreciation of the currency, 19% in 1995-96
which is higher than in recent years (around 5% in 1993-94). A reduced rate of intervention by the NBP
would have allowed the exchange rate to appreciate more, which would have caused the money supply to
grow less and thus contribute to further disinflation. The policy of keeping the real exchange rate artificially
depreciated is especially problematic when the current account was in surplus (4.6% of GDP in 1995). Yet
the cautious approach of the NBP (partial sterilization and partial appreciation) was also understandable; the
heavy pressure towards appreciation may be temporary and if this is so then there is a case for protecting the
tradeable sector against excessive exchange rate volatility. The rapid shift into a small current account
deficit in 1996 (just under 1% of GDP) and the prognosis of a sizable current account deficit in 1997 indeed
validated the cautious approach followed by the central bank.

67. One key decision that policy makers face is whether to sterilize or appreciate the exchange rate in
response to capital inflows. It is important to distinguish between the short termn and long term aspects of
capital inflows.

68. Short term (volatile) capital inflows have a destabilizing potential and provide, in principle, a good
reason for temporary sterilization policies. However, Poland's increased capital mobility has made
sterilization activities costly'5 thereby increasing the cost of sterilization. The high cost of sterilization may
prevent the central bank from pursuing this policy for long periods. In this context, except for short-term
monetary pressures induced by capital inflows (where sterilization may not be very costly), increased
flexibility of the exchange rate within the exchange rate band is a more desirable option. Such an increase in
flexibility is anyway desirable to deter speculation and improve the effectiveness of monetary policy.

69. The policy considerations with regard to long terrn inflows are quite different. Long-term inflows
tend to be linked to structural changes in the economy and may thus alter the path of the real exchange rate.
Under these circumstances, increased flexibility of the exchange rate is always desirable. For example,
structural reformns that induce higher productivity growth in Poland (such as deregulation or privatization)
can lead to sustained capital inflows and can generate a sustainable path of real exchange rate appreciation.
A nominal exchange rate appreciation in this case is preferable (to sterilization); otherwise, the real
appreciation can only be attained via higher inflation.

70. It should be noted, though, that the tendency towards an appreciated exchange rate refers to the
medium or long run trend. Clearly, in any given year there may be pressures for temporary real
depreciation which may dominate the scene, as appears to be the case in 1997, contrary to the longer term
tendency. In this case, and in view of the decline in domestic saving, the best strategy - consistent with
gradual disinflation - is to further tighten fiscal policy and tighten financial sector supervision (capital
controls or taxes on capital inflows can only have a temporary effect in slowing down inflows and can lead
to significant economic distortions if maintained for long periods). On the other hand, structural reforms
(such as trade liberalization) or external shocks (such as a recession in trading partners) could also lead to a
path of real exchange rate depreciation. In this case, nominal depreciation pressures need not be resisted.

According to some estimates, eliminating the liquidity impact of PLN 100 million reserve inflow requires
sterilization operations worth PLN 250 million, with the consequent losses of central bank profits. See IMF "Poland
- Recent Economic Developments", page 63, February, 1997.
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71. In short, it is desirable to confer a greater role to markets in determining the exchange rate both in
response to short-term capital flows (in view of the growing cost of sterilization) and, particularly, in
response to structural changes.

Key recommendations and conclusions

72. At the core of the growth and disinflation strategy is the structural strengthening of public
finances. This can be characterized by a reductions of public expenditures, a streamlined tax regime
(lower direct tax rates, elimination of VAT privileges) and an improved tax administration. The key
structural reforms which will help to reduce the share of public expenditure in output are: pension
reform, SOE and bank restructuring, regulatory reforms to increase private/foreign sector participation,
and privatization. In view of the substantial productivity growth potential, and the tight fiscal policy
recommended, it was argued that it may not be desirable to try to force inflation down from by persistently
tight monetary policies - insofar as inflation continues its gradual downward trend. Tight money can still
play an important role in fighting off destabilizing short term shocks in combination with countercyclical
fiscal policy in case that inflation deviates from its medium-term disinflation trend. The tightening of fiscal
and financial supervision policies can also be given serious consideration if large capital inflows become
associated with persistent declines in private savings - as the latter could erode the credibility of the growth
and disinflation strategy. Finally, it was shown how key sectoral reforms (apart from the above, trade and
competition policy, legal and institutional, regulatory, financial and labor policies) are pieces of the
growth puzzle proposed for joining the EU. These reforms are discussed in more detail in the remainder
of this report.
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CHAPTER III. IMPROVING THE ENVIRONMENT FOR INVESTMENT

73. Sustainable growth requires investment in capital, knowledge and skills. A rational
preaccession strategy should thus target those conditions under which such investment can materialize
along with harmonization of the legal, regulatory, and institutional frameworks with EU counterparts.
When firms and individuals invest in new machines, new skills, and/or new technology, they do so with
an eye to risk and return. In a number of sectors/areas, approximation to the EU standards and, more
generally, consolidation of market reforms, will contribute to increased returns, reduced risk, or both.
Consider the following areas where Poland has yet to complete its transformation into a functioning
market economy: (i) the trade and foreign investment regime; (ii) the legal and institutional framework;
(iii) the regulatory framework for infrastructure development; and (iv) enterprise restructuring and
privatization.

A. Trade, foreign direct investment and the competition framework

74. The competitiveness of Polish firms in international markets hinges critically on competition.
As the experience of central planning suggests, firms shielded from competitive markets are poor
performers. A key role of the Polish government is to remove barriers to competitive transactions
within and across national markets. The former is usually associated with competition policy, whereas
the latter is in the domain of foreign trade policy. Both, if properly used, will strengthen Poland's bid
for EU membership and, in that process, will facilitate the efficient allocation of economic resources
and improve welfare.

Trade under the Europe Agreement

75. Three major multilateral free trade agreements, covering around 75% of Poland's foreign trade
flows, were signed in 1991-93. By far, the most important was the (interim) Europe Agreement (EA)
signed with the EU in 1991. Poland also signed free trade agreements with EFTA and CEFTA
(Hungary, Czech Republic, Slovakia).'

76. The Europe Agreement (EA) has set up an entirely new framework for EU-Polish mutual
economic relationships. Its trade liberalizing measures were to create, over a 10 year time span, a free
trade agreement (initially, though, Polish tariffs declined more slowly than EU tariffs) in industry. The
EA also covers various other areas including: trade in several agricultural goods and services (mostly
through selective lifting of non-tariff barriers); movement of factors; progressive liberalization of
cross-border services; lifting of foreign investment restrictions, and safeguard clauses (which allows
both parties to step back on from some of the tariff cuts). By including provisions concerning
convergence of Poland's economic legislation (including competition law) to EU standards, the EA
sought to facilitate deeper integration. Despite many deficiencies in the trade provisions (e.g. protection
afforded to sensitive products in the EU), the EA has provided guidance and discipline to Poland's
economic transformation and has put Poland near the peak of the preferential pyramid of access to EU
markets. The CEFTA agreement, implemented in March, 1993, signed was similar to the EA. Initially,
tariff reductions applied only to raw materials and finished goods not in direct competition with
domestic products. Tariffs on other industrial goods are reduced gradually.

Slovenia and Romania have since then also become CEFTA members.
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77. Poland's economy has become significantly more open than under central planning - the
weighted average tariff was 8.2% (in 1996) and the non-tariff barrier coverage ratio 3.2% (compared
with 16.5% in the EU). The share of trade in GDP grew from 34% in 1989 to 51% in 1996. Foreign
trade has undergone dramatic changes since 1989. Geographically, it has shifted westward in line with
economic considerations. The EU accounts for approximately two thirds of Poland's total trade--a
dramatic increase from its level of 32% in 1989. Germany has replaced the former Soviet Union as
Poland's largest trading partner: the share of the former increased from 15% in 1989 to 30% in 1996,
while that of the latter fell from 20% to 12% over the same period. The commodity composition of its
exports in this direction has dramatically moved towards manufactures; its share increased from 47% in
1989 to 70% in 1996. Contrary to earlier expectations, Polish firms have expanded exports, thus
showing that they can withstand the competitive pressures of membership. The performance has been
impressive also in the context of other transition economies; a recent World Bank study of foreign trade
performance of transition economies from the former Soviet Union and Central and Eastem Europe
puts Poland among the top performers in the region.2

78. The intensity of competition from EU imports in Polish markets will significantly increase in
the coming years with progressive reduction of tariffs stipulated by the EA. Poland eliminated duties on
33% of all industrial imports from the EU in 1992. These were mainly products not produced
domestically. But, beginning in 1995, Poland's tariff concessions on industrial products went into
effect: tariff rates on EU industrial imports have been, and will continue to be, reduced by one-fifth
annually until 1999 when they will be zero on all industrial products with the exception of motor
vehicles.

79. The time profile of Polish tariff cuts under the EA has contributed to a tariff escalation, that is,
tariff rates increased with the stage of processing, over 1992-96. In order to protect production at home,
Poland initially "zero" tariff rates mainly on either goods not produced domestically or imported inputs
used by domestic industry. The simple average Most-Favored Nation (MFN) rate on these products
was 17%. Since many domestic producers use inputs subject to tariffs, the effective rate of protection
on some finished goods significantly increased and was substantially higher than the nominal tariff.
Then, in 1996 these rates for industrial products fell sharply: the average nominal rate declined from
11% in 1995 to 9% in 1996 and the effective rate, from 15 to 12% over the same period.3 The complete
elimination of duties on finished industrial products from the EU will thus deprive domestic producers
of effective protection, which was in actuality, greater than implied by nominal rates.

80. Another challenge stems from the pending erosion of significant tariff preferences for Polish
products in EU markets. Note that despite the EU's extensive web of preferential arrangements with
many of its trading partners, the EA has offered Polish producers an advantage over such overpowering
exporters as East Asian countries (including China) or the United States, which are all subject to MFN
treatment. However, since the EU will be lowering its external trade barriers in line with its Uruguay

2 The ranking takes into account a geographical reorientation of trade in line with comparative advantage
(away from former members of the CMEA), growth in manufactures exports to OECD markets and their share in
GDP, and the increase in the value of total exports over the year preceding the collapse of central planning. See B.
Kaminski, Z.K. Wang and L.A. Winters (1996) Foreign Trade in the Transition: The International Environment
and Domestic Policy, Vol. 20., Studies of Economies in Transition Series, The World Bank, Washington D.C.
1996.

3 K. Marczewski, 1996. "Estimation of the Effective Protection Scale in 1995 and 1996," in Poland's
Foreign Trade Policy 1995-1996, Foreign Trade Research Institute, Warsaw, Table 5.6., p. 167.
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Round commitments, this advantage also will recede. The Round has produced deep tariff cuts and the
outlawing of nontariff barriers--such as the Multifibre Arrangement (MFA) and voluntary export
restraints. The average MFN import-weighted applied tariff rate on industrial products in the EU will
decrease by the year 2000 by 2.9%.4 As a result, those Polish producers of industrial products which
were able to compete in EU markets due mainly to preferential tariff margins (i.e., the difference
between an MFN rate and a tariff rate offered in the EA) will face difficulties in maintaining their
market shares unless they raise efficiency.

81. With the phasing out of export incentives, trade performance has become more sensitive to
"fine-tuned" economic policies and relies more on1 new or restructured productive capacities. The task
ahead is to ensure a transparent, non-distortional and predictable trade policy to attract increased
inflows of FDI. Foreign firms have already played an important role--both directly (their share in
exports and imports) and indirectly (through demonstration effect and services)--in Poland's foreign
trade, and, considering present investment commitments, their role will significantly expand.

The role offoreign trade policy during preaccession

82. Despite the success of Poland's trade liberalization so far, there are still a number of foreign
trade institutions and policies which may distort allocation of resources, reduce contestability of
domestic markets, and protect inefficient firms.5 These potential distortions stem from ad hoc
management by the state of quotas and tariff exemptions (procedural protection), nontariff measures,
including various technical barriers to trade, the use of safeguards, and the structure of tariffs. A more
fundamental issue is that Poland's foreign trade institutions need to balance the interests of import
users and producers alike.

83. Tariff Exemptions and Quotas: Tariff exemptions (or literally, in Polish, "duty suspensions")
or quotas are granted by the government, usually for a limited period of time. They cover a wide range
of products including, among others, pesticides, electronic components, lightning equipment, building
materials, and medical equipment. On surface, it would seem that there is nothing wrong with
temporary reductions in protection. The problem is, however, that ad hoc granting of favors is hardly
compatible with a level-playing field for competition. Permanent lowering of tariffs, removal of
nontariff barriers, and price decontrols would be an economically sound substitute for tariff exemptions
and quotas.

84. Nontariff barriers (NTB): NTBs--as defined in the UNCTAD Database of Non-tariff
Measures---seem to be less prevalent in Poland than in the highly industrialized countries, and the types
of NTBs are much less diversified. The frequency ratio of 1.6% --indicating the proportion of national
tariff lines affected by a NTB -- is low in comparison to that in the EU, where it amounts to 14.2%. The
NTB coverage ratio, that is, the percentage of Poland's imports subject to NTBs (i.e., import-weighted

4 See J.M. Finger, M.D. Ingco and U. Reincke, 1996. The Uruguay Round. Statistics on Tariff Concessions
Given and Received, The World Bank, Washington D.C., p.28.

5 The term: contestability includes not only issues of market access for foreign firms or investors as
embodied in tariffs and narrowly conceived non-tariff barriers but also market access implications of domestic
policies and regulations (e.g., standards requirements, environmental standards, phytosanitary measures)
underpinning business activities.
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frequency ratio), amounts to 3% (for the EU it amounted to 16.5%). As for types of NTBs, Poland
relies mainly on quantitative restrictions with 84% of NTB-affected imports controlled by quotas and
prohibitions. The sectoral distribution of NTBs testifies to the political power of the agricultural lobby.
The NTB-ridden product groups are beverages and tobacco, live animals for meat, and motor vehicles.
In 1996 these sectors accounted for 83 % of all imports affected by NTBs.

85. The picture of a very limited use of NTBs is misleading, however. NTBs as defined in the
UNCTAD data base, ignore domestic measures, reducing access to markets. They pertain only to
border measures. And while the use of traditional nontariff measures so far has been limited, the chief
focus of foreign trade policy has been on finding other ways to maintain protection in face of falling
border protection as required by the EA. For example, instead of adopting EU product standards, safety
regulations and certification procedures, Poland has imposed its own rules covering a large percentage
of products consumed and produced domestically. The enforcement of this decision, which was
temporarily suspended, could erect a formidable technical barrier to imports, including imports from
"preferential" trading partners. Poland has subsequently agreed with the EU a reduction by half of the
number of products subject to licensing; this reductions concerns both trade with the EU and the rest of
the world. The amended Act would go into effect next year. This is an example of an area where the
EU procedures could be transplanted before accession.

86. Safeguards: The restructuring clause in the EA was used to justify the increases in tariffs, not
to exceed the respective MFN applied rate and up to three-year period--on imports from "free-trade"
partners of telecommunication equipment (applied since 1994 but no longer in place); petroleum
products (in 1996 raised from 12 to 15%); and oil (raised to 25% in 1996). In these cases the standard
of demonstrating injury to domestic producers was not required as an explanation for adopting
safeguards. These derogations from trade liberalization were not part of a comprehensive program of
restructuring; rather, they resulted from pressures either to protect domestic producers or to attract
foreign investors. In some other cases, though, restructuring programs were implemented while the
safeguard clauses were in place.

87. Tariffs: Poland's tariff structure diverges greatly from what would be considered desirable
from the standpoint of efficiency. The best option, which minimizes the net welfare cost and
simplifies customs administration, is a relatively low and relatively uniformn tariff structure. Different
tariff rates trigger changes in the relative prices of products, which in turn may seriously distort
production and consumption patterns.

88. Although, by the standards of developing countries, Poland's simple average MFN applied rate
of 27% is not high, it is almost four times as high as that in the EU (7% in 1993). Poland's weighted
average MFN applied rate, 13%, is still over times larger than the EU's 2.8%.6 As a country with
relatively low GDP and foreign trade turnover, Poland has the most to lose from imposing tariffs. In
addition, Poland's tariff structure is not uniform. The higher the dispersion in tariff rates, as measured
by the standard deviation (absolute dispersion between items), the larger are potential distortions--as
the variance in tariff rates causes the variation in imported product prices. The overall standard

6 See J.M. Finger, M.D. lngco and U. Reincke, 1996. The Uruguay Round. Statistics on Tariff
Concessions Given and Received, The World Bank, Washington D.C. p.28 and 37.
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deviation of Polish MFN rates of 28% in 1996 is significantly greater than that in OECD countries.7 As
a consequence, the degree of protection afforded to the domestic content of a product by Poland's tariff
structure escalates, but only for some sectors (meat production, transport equipment, clothing, and
heavy chemicals). Preferences--mainly those created by the EA and CEFTA contribute to this
dispersion. In 1996 the average weighted applied tariff rate was 12% on MFN imports--6.1% on
imports from the EU, 4.5% on Hungarian imports, 3.6% on imports from EFTA and Slovenia, and
3.1% from the Czech-Slovak customs union. Considering the fact that Polish producers are already
exposed to competitive pressures from EU imports and the level of protection would not significantly
change, it is surprising that free trade has not spread yet to Poland's MFN trade policy. Since Poland
will have to adopt the EU's common external tariff in any case, one option to follow would be to start
phasing such tariff during the preaccession

89. Institutional design: The institutional design of foreign trade policy formation does not offer
an adequate framework to balance the interests of import-competing industries against those of other
producers and consumers. The recent consolidation of the Ministry of Economic Cooperation with
Abroad (formally dealing with foreign trade) with the former Ministry of Industry (which often lobbied
for industrial subsectors on trade policy matters), leading to a new (Super) Ministry of Economy, may
help to avoid some of the tensions leading to ad-hoc trade policy measures. However, the
'centralization' of the foreign trade policy setting may not suffice to address protectionist dangers.
There is no institutional setting yet that would allow assessing the full costs and benefits of foreign
trade measures. Given the absence of an independent institution that would balance the interests of
import-competing sectors against those of exporters and consumers, as there exists for example in
Australia, there is a potential danger of protectionist interests capturing the foreign trade policymaking
process.

Competition and state aids

90. The EA envisaged a transitional period for adjusting economic legislation relating to
competition and state aid (i.e., subsidies) to meet EU standards. While the EA provides some guidelines
concerning reforms - excluding the timetable of mutual concessions regarding access for products and
investment - it leaves considerable discretion in terms of timing and scope of adjustment as well as
specific measures to be taken by the Polish government. The scope of cooperation between Poland and
the EU is limited to competition-distorting actions that may affect their mutual trade. In terms of
agreements with third countries, the EA specifies only that such agreements should not affect directly
trade between the EU and Poland or the EU's status as laid out in the EA. Even for EU members, there
is a ample room for decentralized solutions. The increase in competition that may result from
extending the agreement to include competition-distorting actions affecting third parties and the
decrease in state aids to ailing enterprises will strengthen Poland's bid for membership and effective
integration.

91. While harmonization of competition laws is regarded as satisfactory, Poland has made
relatively less progress in "state aids" (subsidies) legislation. EU's rules prohibit governments from
providing state aid to industrial enterprises. The Office for the Protection of Competition and the
Consumer has been commissioned by the Government to prepare guidelines for a system of public
assistance complying with EU guidelines and the Office has prepared reports on state aids granted in

7 In 1993 the standard deviation of EU MFN tariffs was 6.1 percent; US tariffs was 8.6 percent; and
Finland's tariffs amounted to 12.7 percent. See Indicators of Tariff and Non-tariff Trade Barriers, OECD, Paris
1996, p.40.
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1994. The EC determines whether state support violates the rules and can require that subsidies be
repaid. These rules automatically apply to EU members. Article 63 (iii) of the EA prohibits state
subsidies distorting (or threatening to distort) competition. However, an agreement on implementation
has not been reached, and GATT disciplines continue to apply. The insufficient level of transparency
combined with the high share of state aids - estimated to be 4% of GDP in 1994 (twice the level of the
EU) excluding coal subsidies - are seriously distorting competition.

92. The EA offers a good general framework to develop policy aimed at increasing competition, or
more precisely contestability. However, while the EA imposes substantial disciplines, it also allows for
a great deal of flexibility in pursuing policies that may be either detrimental or beneficial to the
country. Observing only its de minimis requirements or exploring its loopholes is counterproductive.
The guiding principle for Poland should be following the best international practices; this would help
the economy but also would enhance Poland's prospects for membership. Legal harmonization issues
in the area of competition are discussed in the next section.

The role offoreign direct investment

93. In spite of fears that engagement in a preferential trading arrangement with the highly
developed EU might lead to de-industrialization, FDI inflows have made an important contribution to
the development of the Polish economy and its integration into world markets. Good geographical
access to EU and Eastern markets, low relative unit labor costs, investment "guarantees" provided by
the EA, Poland's expanding domestic markets, and its relative macroeconomic stability have all
contributed to substantial investments by multinational corporations. This has prevented the relocation
(to the EU center) of increasing returns-to-scale industries and has generated dynamic growth in
Poland.

94. First, during the initial phases of transition, some FDls have filled "black holes" inherited from
central planning, such as shortages of higher quality consumer goods--both durables and nondurables.
They have targeted primarily, albeit not exclusively, such products as processed food, beverages
(especially beer and soft drinks), tobacco, soap, and publishing industries. Their products have replaced
more expensive imports and thus increased consumer welfare.

95. Second, there are signs that, in a relatively short period of time, FDI has already directly
enhanced Poland's export capabilities. Foreign firms are much more foreign trade-oriented than
domestic firms, thus making a relatively larger contribution to reintegration of Poland into the world
economy--especially into the EU as 78% of their exports and 75% of their imports were with the EU in
1995. Although firms with foreign capital generated 12.4% of total income and accounted for 7% of
total employment, their shares in exports and imports were 34.4 and 42.1%, respectively.

96. Third, while indirect effects related to restructuring and productivity spillovers are more
difficult to capture, some indirect measures suggest that foreign firms have been rapidly expanding
their role in industrial restructuring. The share of foreign companies in total investment outlays
increased from around 20 % in 1994 to 25% in 1995.

97. And fourth, FDI seems to have contributed to integrate domestic production capacities into
global networks of production and distribution. Intraindustry trade, consisting of two-way trade in
similar products, has expanded especially with the EU. It has allowed realization by Polish firms of
economies of scale thanks to greater product specialization in differentiated products. Another
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advantage of intraindustry trade over interindustry trade stems from its lower vulnerability to swings in
the domestic business cycle, thus assuring a higher degree of stability in export earnings.

98. Despite all the attractions that Poland had as a destination for FDI, Poland has - in the past -
underperformed compared to most of its CEFTA neighbors (except the Slovak Republic) in terms of
FDI flows (as a share of GDP at least). However, the momentum in FDI inflows now works in favor of
Poland - FDI inflows have risen sharply in 1995 and 1996 (respectively US$2.5 and US$5.2 billion,
bringing the stock of FDI to $12 billion at the end of 1996).8 In 1996, Poland became the single largest
recipient of FDI in Eastern Europe. The latter was facilitated by the 1996 Amendment to the Law on
Companies with Foreign Participation by which foreign investors are (generally) no longer required to
obtain a permit and are now subject to the national treatment principle (this amendment was necessary
to meet OECD membership requirements). A further increase is expected in 1997. However, to attract
the large FDI flows that Poland needs, Poland still has to actively eliminate remaining barriers to FDI.

99. First, opening of services to the private sector including foreign participants (e.g.,
telecommunications, energy, insurance) should boost FDI inflows (as it did in Hungary). Once these
sectors are open to foreign penetration, they will attract FDI to other sectors where their continued
inflow would contribute to the development of forward (cost) and backward (demand) linkages
between firms as well as of export infrastructure. Because of Poland's size and favorable location, this
would open an opportunity to attract investment in increasing-returns-to-scale industries and tap
economies of agglomeration.

100. Second, despite the adoption of the national treatment, other important restrictions still apply:
foreign firms still need a permit to buy any share of a company that owns land; and the current
insurance law is ambiguous about foreign participation in the insurance sector.

101. Third, improvements in the environment for private business activity (both foreign and
domestic) require dealing with a variety of problems: frequent changes in legal regulations and
random interpretation and enforcement by authorities; inefficient financial infrastructure; inadequate
telecommunication services; changes in company law; inadequate curbing of anti-competitive
practices. While addressing these obstacles to private sector development calls for significant
organizational effort, investment would pay off with high returns in terms of boosting economic
activity and supporting the creation of wealth.

102. The government should refrain, however, from offering special incentives to attract FDI, e.g,
like tax advantages through Special Economic Zones or special import regimes as in the car sector.
Apart from being fiscally costly, such regimes tend to induce an inefficient regional allocation of
resources (i.e., not based on comparative cost advantages of regions) and, in view of their
unsustainability through time, they may ultimately become a source of disruption (for example, when
after the benefit expires, the firm decides to relocate). Artificial incentives are a poor substitute of good
business opportunities. Anyway, the experience worldwide is that, with new communication
technologies and more competitive markets, large multinationals disperse their activities across

8 According to PAIZ, the Agency for Foreign Investment. NBP estimates based on cash transactions are
about half of those amounts.

9 These barriers were drawn from the INDICATOR Survey by the INDICATOR Marketing Research
Center.
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countries linking them in global networks of production and distribution, rather than exploiting local,
protected markets through import-substituting FDI. In this context, luring investment through offering
import protection or tax concession is counterproductive. At best, it offers politicians a brief "photo-
op" but to the detriment of future competitiveness of the Polish economy (Box 6).

Specifc Policy recommendations

=> Reducing discrimination against MFN partners. The notion of adopting some EU
external border measures, i.e., bringing Poland's import regime more in line with that
in the EU, should be given a close scrutiny. This could further enhance Poland's
attractiveness as an FDI location. Two policy options are possible. The first would be
to adopt EU's post-Uruguay MFN tariff schedule. MFN tariff rates would have to be
cut, on average by half. The rule of thumb for reducing MFN applied tariff rates on
industrial products might be as follows: lower an MFN applied tariff rate to the
minimum of: the tariff level applied on the products from the EU; the EU's MFN
applied rate. The second option would be an informal, 'shadow' customs union
without, however, adopting EU foreign trade institutions and policies. It would be
initially limited to industrial products. Poland would have to adopt EU MFN applied
tariff rates and extend preferential treatment to all countries having special relations
with the EU. Although the reductions in tariffs under this proposal are not large, the
advantages is that EU's non-tariff barriers need not be observed, thus, simplifying
substantially the web of tariff and non-tariff barrier arrangements that firms and, in
particular, foreign investors face. The marginal impact on FDI is likely to be further
enhanced by the recent adoption of common European rules of origin (by the EU,
CEFTA and EFTA members).

Box 6: Should government offer incentives to attract FDI?

On theoretical grounds, a common justification for offering government incentives is that FDI generates benefits to the
home country that are ignored by the investor. If the social benefits of FDI to the host country outweigh the private benefits to the
investor, govermnent intervention may be welfare improving. The benefits generated by the investment then outweigh the cost to the
public of paying for the investment incentives. However, several caveats apply. First, even if there is a justified argument for
government intervention, trade policy is a wrong policy instrunent. A direct production subsidy would have the same effect as far as
the foreign investor is concerned. But it would involve lower welfare losses, since a production subsidy only distorts the production
side of the economy, leaving the price to consumers unaffected. In contrast, any trade policy instrument distorts both production and
consumption, leading to larger welfare losses.

Second, offering special incentives to foreign investors induces them to deceive the government. For instance, a foreign
investor will try to attain special treatment whether or not these are needed for the investment to be realized. Furthermore, the
government may find itself seated with inefficient firms supported by 'unearned" rents which mud the social and political
atmosphere. A rather unwelcome outcome in a country still saddled with large inefficient white elephants inherited from central
planning. In consequence, these negative welfare effects likely outweigh any positive effects associated with the investnent.

Empirical evidence offers support to this conclusion. Taking into account the current trends in the global economy and the
available evidence of responding to them, there is no defensible argument in favor of this strategy of attracting FDI. With new
communication technologies and more competitive international markets, the role of FDI in development has undergone a profound
change - rather than exploiting local, protected markets through import-substituting FDI, large multinadonals disperse their
activities across countries linking "borderless" subsidiaries in global networks of production and marketing. In this context, luring
investment through offering import protection is counterproductive-attracting FDI by a liberal trade and investment-friendly
environment is the only efficient tool for developing new industries and restructuring the existing sectors.

East Asian economies have attracted huge inflows of FDI thanks to sound macro-economic policies and economic
openness. A survey of 173 Japanese investors identified, among others, the following disincendves to investment: local ownership
and use of local input requirement; restrictions on repatriation of profits; and high tariffs on parts and components. Tax concessions
were described as unimportant.
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Unilateral ban on the use of NTBs. Poland needs to revoke the Certification Law; its
alleged benefits in terms of protecting consumers against "dangerous" products are
minimal, whereas potential losses associated with the decline in contestability of
domestic markets and negative impact on foreign investors' assessment of the business
climate might be huge.

=> Ending the practice of temporary tariff exemptions and suspensions. The latter
undermine the credibility of Poland's commitment to clear and transparent rules of
trade policy an promotes unproductive rent-seeking activities.

=> Improving the business environment and eliminating barriers to FDI. The
government, in cooperation with business organizations, should undertake a review of
measures negatively affecting private business activity and design a program for their
removal and terminating anti-competitive practices by state authorities. Most
remaining exceptions to the national treatment principle can be avoided without risk of
loss of sovereignty. In particular, developing the regulatory frameworks for private
infrastructure development in line with EU directives (see next sections) could
mobilize sizable FDI flows with potentially large forward and backward linkages.

=> New institutional design of foreign trade policy making to contain protectionist
pressures and induce contestabiity. Poland should consider adopting institutional
measures ensuring that the economy-wide impact of foreign trade policy decisions is
taken into account. The best international practice suggests that this objective can be
achieved only when domestic actors depending on imports or exports can voice their
views in the policy setting process on equal standing with import-competing producers
- a good example of the latter is Australia. Taking into account exigencies of the EA as
well as changes in the global post-Uruguay environment, one option is to grant
authority to a single institution to assess the competition and welfare impact of
important policy decisions affecting the contestability of domestic markets and monitor
their impact ex post. It might involve enhancing the status and independence of the
existing Office for Consumer Protection and Competition. The anti-trust authority
could be more activist and operate according to simpler rules of action.

=> Coordinating competition policy (with the EU and CEFTA) and enhancing its status.
Poland needs a strong and assertive competition policy. The Office for Consumer
Protection and Competition should have more say in safeguards decisions, i.e.,
assessing their impact on competition in domestic markets. Reinforcing the
cooperation with the European Commission to ensure a rigorous implementation of the
EA rules on competition would go a long way toward increasing international
competitiveness and attracting FDI.

Key recommendations and conclusions

103. Poland has already made impressive gains in reintegrating into the world economy in general and
the EU in particular. Its foreign trade has undergone dramatic changes since 1989 in terms of geography
and commodity exposition. FDI flows, after a slow start, have picked up strongly outpacing in 1996 all
other East European countries. If investment is to lead to economic growth and welfare, it has to be free
of distortions/barriers to competitive transactions both within and across national markets. In this context,
Poland has to further deepen its liberalization agenda, both with the EU and with its CEFTA neighbors
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(adopting EU external border measures and renouncing the use of NTBs), with a vision to become a full
member of the extended EU single market.

B. Legal, institutional and administrative reforms

105. Despite impressive progress since 1990, Poland still has a long to way to go in many areas
before its public laws, regulations, and institutions can measure up to EU standards. A fully operational
legal and regulatory framework interacting with a strong and growing private sector are two key pillars
of the "functioning market economy" mandated by the EU Council at its 1993 meeting in Copenhagen.
Well designed laws and regulations and efficient institutions help to lower legal and regulatory
uncertainty and are a crucial aspect of the enabling environment for investment. The analysis below
focuses on those legal aspects which are required for private sector development and for the efficient
functioning of a market economy - rather than to assess the specific gaps with the EU that need to be
closed. It also highlights the importance of having a more efficient and properly trained public
administration capable of transposing and implementing EU directives and thus capable to ultimately
support Poland's effective integration to the EU single market.

Private sector development: main gaps in the legalframework

106. Economic laws in market economies have at least four functions: defining and protecting property
rights; setting rules for exchanging those rights; establishing rules for entry and exit out of economic
activities; and promoting competition by overseeing market structure and behavior and correcting market
failures.

107. Property rights. A new collateral law, scheduled to take effect in 1998, has reformed the priority
rules to eliminate the automatic priority given to non-secured claims including government claims, to put
secured creditors at the top, and to remove the preference currently given to banks (even if not a secured
creditor) above secured non-bank creditors. The law also provides for a (previously non-existing) central
registry for all liens on moveable property and specifies that the first lien to be registered has first priority.
It also simplifies execution procedures. Rapid implementation of this collateral law, scheduled for January
1998, is critical for the consolidation of property rights and financial sector development in Poland.

108. Also concerning property rights, some parts of the Civil and Commercial Codes require revision,
particularly to improve the corporate governance of joint-stock companies (including financial
undertakings). The responsibilities of managing boards and supervisory boards need to be revised with a
view to abolish the two-tier structure and replace it with the more flexible concept of a board of directors.
Efficient corporate govemance also will require more flexible authorization procedures for issuing new
capital and protecting minorities in collective ownership.

109. Exit '. The liquidation of financially distressed firms may occur under the Bankruptcy Law or
under Article 19 of the Law on State Enterprises. The bankruptcy law as now written is not effective as a
means of enterprise exit due to: i) The priority list discourages any active involvement by non-government
creditors in the bankruptcy process, because it makes it virtually impossible for banks and other creditors
to recover anything;" and ii) the law provides few means for a receiver or judge-commissioner to void

See Cheryl Gray "Evolving Legal Frameworks for Private Sector Development in Central and Eastern
Europe", World Bank Discussion Paper, 1993.

Once claims secured by collateral are satisfied, the remainder of the assets (and any excess of
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fraudulent transactions made by managers or owners, at the expense of creditors, prior to the bankruptcy
filing.12

110. Entry. Poland's accession to the OECD in mid-1996 paved the way for procedural changes
opening a wider perspective for foreign investment, including national treatment for foreign and domestic
investors; rationalization of regulations regarding the purchase of land; and easing restrictions on capital
flows. However, Poland's government still limits foreign (and, in some cases, private) participation in
various important sectors: insurance, most infrastructure activities; as well as security, defense, coal
mines, steel, aviation, shipbuilding, broadcasting, television, casino operations and real estate. Despite
improved access, the acquisition of real estate (above 0.4 hectares in urban areas and 1.0 hectares in rural
areas), or the purchase of shares in a foreign-controlled Polish company owning real estate, requires
approval from the Ministry of Interior, with the consent of the Defense and Agriculture Ministries. As of
May 1997, all companies with majority foreign ownership will need to acquire permits for real estate
holdings.

111. Competition. The main substantive competition provisions applicable in Poland are contained in
the Polish Act on Counteracting Monopolistic Practices ("CMP Act") of February 24, 1990. The CMP
Act was drafted in the "spirit" of EU anti-trust legislation and, in the context of the harrmonization of
Polish competition law with European competition rules, it has been amended twice. The CMP Act
provides a comprehensive framework for competition law and practice to develop. The law regulates both
market structure and business conduct, and its definition of anticompetitive behavior is all-encompassing;
it gives virtually unlimited discretion to the Office for Protection of Competitiveness and the Consumer
(formerly, the Anti Monopoly Office), to curb anti-competitive practices.

112. Despite this progress, Poland has much work remaining--in approximating legislation,
institution building, and especially enforcement--in order to ensure market contestability and
compliance with EU accession requirements. For example, the ability of the Office for the Protection of
Competition and the Consumer to enforce effective competition will be helped by: elimination of
statutory monopolies; greater familiarization with the roles played by their EU counterparts including
training and temporary staff exchanges; and increased exposure of Polish anti-trust judges to European
courts. According to the Internal Market White Paper, "introducing a competition policy and effectively
enforcing it" are considered two essential preconditions for ultimate integration. Important differences
remain between the EU and the Polish competition rules.

i. Public undertakings. The principles laid down in EU rules must be expressly introduced in
the Polish competition law, so as to provide for: (i) the gradual adjustment of national
monopolies with a commercial character and the abolition of special and exclusive rights
(such as, for example, exclusive rights regarding import, export and wholesale distribution
of tobacco products, oil and alcoholic beverages); (ii) the distinction between public
undertakings and the regulatory authorities and a prohibition from giving public

proceeds from the sale of secured property over the value of secured claims) become the bankruptcy estate. This
estate is then used to satisfy creditor claims in the priority specified in the bankruptcy law itself. According to this
latter bankruptcy-specific priority, bank and trade creditors come behind (1) the costs of the proceedings (which
include all amounts due to the court, the receiver, and employees for wages, severance payments, etc.), (2) taxes, and
(3) social security contributions.

12 The law provides only that gifts made within 6 months prior to filing can be voided. It does not extend to

sales or other types of contracts (even if they contain an element of gift through underpricing).
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undertakings regulatory powers over their competitors; and (iii) the distinction between
tasks of public service and other tasks to which competition rules appJy. Many Polish
public and private companies will face substantially more competition in their sectors as
the government seeks to harmonize Polish competition rules with the EU rules. Effected
companies include, among others, the Polish main telecommunications operator, TPSA,
pharmaceutical and tobacco companies.

ii. Abuses of dominant or monopolistic position. The CMP Act distinguishes between a
dominant position, which is presumed when a company's market share exceeds 40%, and a
monopolistic position, which is defined as the position held by a company which does not
encounter any competition in a particular market. By contrast, the EU competition rules do
not contain such a distinction. Abuses of dominant position are unequivocally prohibited
under EU law; however, under the CMP Act, certain abuses of dominant position could
theoretically be held not to infringe the competition law.

iii. State aids. The Ministry of Economy has been entrusted to monitor and evaluate the
compatibility of state assistance with the EU rules. Poland will need to adopt substantive rules
governing state assistance.

iv. Mergers. The CMP Act should be aligned with the following substantive and procedural
elements of EU competition law regarding mergers: the notions of concentration, joint
ventures and control; turnover thresholds; and injunctive relief. For legislative
approximation purposes, the discovery and investigation powers of the Anti-Monopoly
Office should be expressly extended to merger cases.

Institutional issues

113. An effective judicial framework requires modern institutions to carry out its mandates. This is
especially true in Poland because, following continental traditions, public registries - indispensable
elements to certify property rights, to allow entry and exit of economic entities, and to facilitate financial
transactions -- are a responsibility of the courts. These registries cover perpetual books and mortgages,
businesses and liens. During the 1980s, the average caseload of the court system remained at around 1.7
million new cases per year. However, since 1989 the growth in new cases has topped over 32% annually,
seriously compromising the effective operation of the courts. The increase in cases and change in
composition reflects the shift to a market economy which led to an increase in demand for property titles
and business registration. The changes in caseload number and type have resulted in a substantial backlog
of pending cases turning inefficient and costly the process of registration.

114. These problems have been compounded by the current shortage of trained judges - in turn, the
result of a mass exodus of judges from the courts to the private sector, spurred by the gap in salaries.
Other key institutional weaknesses are: weak enforcement of court judgments, poor organization of bailiff
offices (including high costs of bailiff services), high court costs for case filing and enforcement of
judgments and acute weakness in administrative support in courts.

115. A radical reform of the registry system (modernization and expansion of judicial registries) is
crucial to improve Poland's enabling environment for private sector development by reducing transaction
costs in property and credit markets. A World Bank-sponsored project aimed at supporting registry reformn
has several key components: automation of the Perpetual Books; automation of the registry of legal
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entities; and modernization and centralization of the lien registry (including moveables).13 However, a
more comprehensive judicial reform strategy is needed. This should include strengthening the capacity of
courts to enhance their efficiency in processing cases and raising professional standards of judicial staff.
The continuing education of judges could be improved through: (i) providing more training courses in
judicial reasoning, organizational and administrative skills, financial management and accounting
practices, and technology use; (ii) consultancies to plan and organize study tours to best practice locations,
to interchange legal and judicial experts to and from Poland. For Poland's judicial system, the single most
important challenge in preparing for EU accession is to familiarize judges with the "acquis
communautaire" so that the principles of the "single market" can, de facto, be implemented. This requires
training judges in laws relating to economic matters and EU directives and regulations, and skills
upgrading, especially in the areas of competition and regulation (and their complex interrelationships with
economic policy) as well as judicial reasoning and case management.

Public administration reform and EU accession

116. The process of preparing for, negotiating, legislating, and implementing EU norms necessitates
far-reaching adjustments affecting all government institutions. EU membership can only be assumed if
Poland's state apparatus is transformed into a competent, professionally managed administration
operating on a par with institutions of other European member countries.

117. In the last few years, Polish officials have received a significant amount of instruction in EU
philosophy, policy, and practice. However, although there has been no systematic assessment of staffing
needs and inventory of available skills, it appears that Poland still does not have the number of trained
personnel needed to perform all the tasks required for the transition to EU membership and to operate a
fully integrated European system. So far, higher level staff with administrative, but not deep
technical/sectoral, expertise have had the most exposure to EU practice. These are the people with foreign
language skills who will be involved most intensely in the negotiation process. Technical experts are
being asked to provide substantive input (after EU documents have been translated into Polish) for those
officials with EU training and language capabilities to present externally. Some observe that this is a
cumbersome process which leaves Poland disadvantaged when discussing substantive technical issues
with European experts.

118. The present emphasis on legal compatibility may underestimate the importance of managing,
rather than simply legislating, the accession process. A management approach, in contrast to a legal
approach, stresses changes in the way activities are organized and in the informal processes and incentives
through which government business gets done; it also involves a different set of tasks and different kinds
of staff to perform them. The legal-formal tendencies prevailing in the Polish environment may cause
policymakers to underemphasize the managerial requirements of accession.

Does Poland have the right institutions in place, and are they properly organized to oversee the
accession process? Recent administrative reforms introduced a number of positive changes. The Office for
European Integration at the CoM, led by a Plenipotentiary with civil service rank, has been upgraded to
the Committee for European Integration, created in October, 1996. The Secretary of the Committee has a
minister of cabinet rank and reports directly to the Prime Minister - who is the Chairman of the
Committee. In addition to an enlarged structure (the current force of 50 staff will likely rise to 130), the
new arrangements are intended to bestow greater authority and consistency on EU integration policy. The

13 World Bank, "Registry reforn Project", 1997.
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proposed structure will provide for monitoring and coordinate the initiatives of individual ministries. Each
ministry houses its own office of European integration dealing with training and foreign contacts as well
as overall legal and policy matters. The possible risk of isolating integration activities can be averted or
minimized through a deterrnined effort to broaden dissemination of information and to forge systematic
links among European integration efforts throughout government and civil society.

119. In short, to adjust public administration for accession, the training effort must be intensified and
extended to the technical levels; a less legalistic, more managerial approach-- emphasizing
implementation/enforcement--could be followed; and the dissemination of information and mechanisms
for consultation with key stakeholders has to be further institutionalized.

120. The initiatives to improve the institutional context for EU integration should be seen as part of a
larger effort to strengthen government capacity more broadly. Aware of this need, in the early fall of 1996,
the government and the parliament passed a core body of legislation to restructure the public
administration and to create a fully professional civil service (Box 7). Given the numerous conceptual and
informational gaps in the Civil Service Act, the real test of the new law will be in the process and
resources that are brought to bear on designing the mechanisms, institutions, and incentives that will make
the system work. By placing virtually all power over the civil service in the hands of the prime minister,
the act may fail to insulate the civil service from political manipulation. Another concern is that
knowledge of one foreign language is required only for the top class (there are four civil service classes)
of the civil service. The law needs to stipulate that the language be a western European (and more
specifically, English or French), to facilitate contact with the EU community, and that the requirement be
extended to the lower professional classes. In the more immediate term, reforms that stress merit and
quality in recruitment, promotion, and decisionmaking are needed to ensure that sufficient numbers of
high caliber civil servants can be trained, hired, and retained to negotiate and implement the accession
agreement.

Key recommendations and conclusions

121. For investment to materialize, a sound legal and institutional environment must be in place. In
Poland, the effective enforcement of property rights is often too costly or uncertain; the competition
framework still needs to address statutory monopolies and state aids; and judicial institutions are highly
inefficient for a market economy. EU accession will require moving rapidly in all these fronts -
implementing the new collateral law, streamlining the processes of asset registration and lien execution,
improved means for judges to void fraudulent transactions under the bankruptcy. Polish legislators will
also have to fill a number of gaps between Polish competition law and the European primary and
secondary legislation in the field of competition - abuses of dominant position, mergers, state aid, public
undertakings. Finally, a comprehensive judicial reform strategy is needed; it should include: the
continuing education ofjudges through training courses in judicial reasoning as well as organizational and
administrative skills; and familiarizing judges with the "acquis communautaire" so that the principles of
the "single market" can be applied.
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Box 7. Central Administration and Civil Service Reforms

Public adminisration reformn has: strengthened the role of the prime minister conferring greater flexibility to govemment; reorganized
govemmental functions in consolidated ministries that have a "steering" rather than a "rowing" function (de facto eliminating branch ministries
with an ownership function); futher decentralized responsibilities to the voivodship level of govemment; and given greater organizational
prominence to the EU accession agenda. A second wave of reform underway, include the reorganization, in line with EU requirements, of all the
institutions dealing with standards and norms and, depending on political suppor, territorial reform and the creation of powiat-level of self
govemment.'4

The administrative reform could lead to better informed, more coherent policy formulation and more coordinated decisionmaking which will allow
govemment to speak with one voice regarding EU membership issues. These changes, coupled with govemment's newly acquired potential to
shape ministerial priorities in response to rapidly changing economic circumstances, may serve to reassure EU members of a flexible community
partner.

Central administration refomis must be accompanied by major changes in personnel management systems and govemment incentives leading to a
radical professionalization of its ranks.

Civil Service Act

The Civil Service Reform Law, passed by parliament in July 1996, provides the legal basis for a politically neutral civil service, separating civil
servants from political appointees. It creates an organizational structure for ongoing management of the system, and establishes the principles (if
not the speeifics) of recruitment based on merit. The system design process must address/manage various issues:

First, by placing virtually all power over the civil service in the hands of the prime minister, the act fails to insulate the civil service from political
manipulation. Second, knowledge of one foreign language is required only for the top class (there are four civil service classes) of the civil service.
The law needs to stipulate that the language be a western European (English and French are the working languages of the EU), to facilitate contact
with the EU community, and that the requirement be extended to the lower professional classes. Third, eligibility for higher management positions
is dependent on years of experience and management background; this clause effectively rules out the possibility of bright young graduates rising
rapidly to assume a executive positions and it enhances the likelihood that many bureaucratic survivors will be entrenched in current managerial
posts. Fourth, the eligibility requirements for recruitment and promotion need much greater specification. Fidlh, the law does not clearly define the
process of inclusion into the civil service, fails to resolve questions about how non-civil service parts of govemment should function, and contains
few provisions to stimulate good behavior or performac.

Within budgetary limits, the pace of enlarging the civil service has to be determined by rigorous standards for recruitment, perfomance
assessment, and promotion. An early assessment of the kinds of skills curmntly available, and concrete proposals for skills training where needed,
would be useful. Given the numerous conceptual and informational gaps in the Civil Service Act, the real test of the new law will be in the process
and resourees that are brought to bear on designing the mechanisms, institutions, and incentives that will make the system work in actuality. The
development of a serious action plan with specific measures to establish the system could benefit from the support of extmea advisors and
international experts with knowledge of successful civil service systems elsewher in the world.

122. While the process of legal harmonization with the EU has been initiated as early as 1991, the
process of preparing Poland's public administration to implement and enforce transposed EU
legislation/Directives in the context of the EU Single Market Program has lagged behind. The public
administration reform and the civil service act are key steps in the right direction. However, greater
specificity in the design and implementation of the process for professionalization is needed - stressing
merit in recruitment, promotion, and obligation of the English of French language for intermediate ranks.

14 The (re-created) powiats could replace about 300 geographical districts of the 49 voivodship
administrations; they are formed by at least 5 gmina or I gminy of more than 100,000 population. Powiats are
another form of self-government (than gmina) and would be responsible (are under the powiat pilot program of
large cities) for secondary and vocational education, police, firemen, powiat-level roads, property registration
among other (not fixed) possible functions.
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C. The role of the private sector in infrastructure development

123. Investment opportunities in the infrastructure sector have until now been limited due to slow
deregulation and privatization, particularly in the telecommunications, gas, and power sectors.
Efficiency gains resulting from greater competition and private sector participation in the infrastructure
sectors will increase Poland's international competitiveness encouraging investment in the non-
infrastructure sectors through: low-cost transport; enhanced communications-crucial for financial
sector business opportunities; and improved access to clean and lower-priced energy sources, like gas.
They will all contribute to increase productivity in the workplace through a cleaner environment,
including improved water and air quality, and - more broadly - permit Poland to compete on a level
playing field in the EU single market.

125. Accession to the EU is associated with large infrastructure investment needs, the bulk of which
are environment-related (primarily in the areas of water quality, wastewater treatment, and air
pollution). To meet environmental and other infrastructure modernization needs, Poland will need to
design least-cost programs for environmental compliance and rely increasingly on private sector
participation. Aligning Poland's institutional and regulatory framework to the EU's is a formal
accession requirement which should be an objective in and of itself to help mobilize private investment
and improve efficiency in the sector. In many subsectors, EU directives point towards an increased role
of markets in infrastructure development (energy, telecoms, railways). EU goals, along with the time
constraints of accession, will help to speed up the restructuring including the unbundling of activities,
decentralization, privatization and development of the regulatory framework for competition. In other
subsectors, such as water, sewage and solid waste, EU requirements are focused on setting
environmental standards, leaving open to each member country the type of regulatory approach
followed. For economic efficiency as well as budgetary reasons, Poland will benefit from further
developing the regulatory framework for competition and private sector participation in the water and
waste-water sector as well.

Water and wastewater sector (W& W)

126. Under the Local Self Government Act, signed in March 1990, Poland devolved to its municipal
governments (gmina) the assets of formerly state-owned W&W enterprises, together with
responsibility for providing the services, and the authority to set user tariffs. The central government's
role in the sector was redefined from direct involvement to a new role of standard-setting, monitoring,
advising, and providing limited financial incentives (such as support for environmental investments).
By and large, utilities have become more responsive and cost-conscious institutions and local
governments have taken responsibility for the services devolved. However, these efforts have been
uneven across gmina and many utilities remain financially and managerially weak.. Corporatization of
water enterprises has been slow and private management under concession-type contracts is still an
exception (Gdansk). Few utilities have formal multi-year business plans or performance and rate target
agreements with the city. Real tariff rates went up sharply in the early 1990s, then stabilized at levels
which enable most utilities to recover their running costs but still constrain utility's ability to finance
asset renewal. Sector investment (about 0.5 to 0.6% of GDP - about half of municipal investment) has
been constrained by: the lack of a sufficient and predictable internally generated cash-flow; the absence
of credit at sufficient maturities for infrastructure assets; and lack of a streamlined concession
agreement/established regulatory framework to attract private investment/financing.
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127. Poland's institutional structures for W&W do not pose formal obstacles to EU entry.
Institutional frameworks for the sector vary widely across EU countries from private ownership with
national price regulation, in England and Wales, to municipal enterprises, in Germany and Sweden,
through private concessions regulated at the local level in France. EU directives do not contain binding
requirements as to the shape or governance of the entities providing or regulating W&W services;
instead, these matters are left as national prerogatives of each country. In contrast, EU directives set
highly specific and demanding standards for drinking water quality and for the environmental
management of wastewater and treatment sludge. Meeting these directives will be a major effort for
Poland's W&W sector, requiring a coherent set of supporting policies and capacities.

128. These investments, and the incremental operation costs of new plants, must fit within a
financial envelope including four main sources: most importantly, cash surpluses generated by utilities
from user charges; borrowing or private equity investment that will leverage this cash flow;
concessional funds from domestic sources (mainly grants from municipal budgets and grants or soft
loans from national and regional environmental funds); and concessional funds from abroad, provided
in support of EU accession or other cooperative efforts, such as the Baltic Sea environmental action
plan. Each of these sources will be tightly constrained.

129. The following strategy is proposed to upgrade Poland's W&W services in a financially sound
way:

* Manage the investment program, to keep it affordable, by (a) committing to a viable calendar
and sequence for compliance with EU directives, (b) managing water demand through
metering, pricing and customer education, to reduce the need for oversized plants; and (c)
targeting resources to priority, least-cost projects based on integrated river basin planning.

* Mobilize resources to fund the above program, by (a) gradually raising W&W tariffs to full-
cost recovery levels; (b) generating greater cash-flows by raising productivity in utility
operations; (c) borrowing, to spread the investment burden further over time and, in doing so,
improve utilities' access to long-term credit by making future tariffs more predictable, using
revenues as collateral for loans or bonds, and improving disclosure standards and financial
planning capabilities in utilities; and (d) securing private investment in well-designed, mutually
beneficial concessions.

* Strengthen W&W institutions- utilities, their local government supervisors, and supporting
capacities at the national level. This should be a third, enabling pillar of the strategy proposed
above. Local governments should (a) adopt, if this had not been done, a corporate status (joint-
stock or limited-liability) for their utility; (b) appoint non-political members to utility boards,
with fixed terms staggered out of sync with election periods; (c) structure the local
government-utility relationship on formal multi-year performance contracts and business plans,
rather than ad-hoc short term decisions; and (d) at least in large cities, delegate utility
oversight, including the authority to approve tariffs, to regulatory commissions composed of
professionals, appointed for fixed terms, and working under terms of reference set by local
government.

* Redefine the role of the national government. Decentralization has reduced the role and
responsibilities of the national government; the role of the national government remains of
prime importance to: define critical "rules of the game," e.g., on disclosure and rate-setting
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processes (in view of the externalities and compliance requirements, intervention of a national
authority is justified); monitor utility and sector performance; set and implement policies
regarding water resources management (e.g., river basin approach), pollution control and
drinking water standards; coordinate foreign cooperation programs; facilitate access by gmina
to best-practice experience in the sector; and promote inter-municipal arrangements to handle
metropolitan waterworks.

Energy sector

130. The Energy Law approved by the Sejm in 1997 opens the energy sector to competition. The
law clearly separates and clarifies the powers and duties of the entities involved in policy, regulation
and management decisions. Its implementation requires the establishment of an independent Energy
Regulatory Agency (ERA), preparation of secondary legislation, and design of economic regulations-
all of which are underway. The law envisages a transition period for price setting of up to two years
before the responsibility for price setting is passed to the ERA. The independence of the agency, which
has primary responsibility for setting energy prices, will be strengthened by the introduction of a five-
year fixed tern of appointments and qualified grounds for dismissal of the president of ERA, a new
remuneration system, and a new appeal procedure.

131. With the passage of the new Energy Law, Poland is on track to meet the EU Internal Market
Directives. These directives require that the regulatory framework for competition should include
transparent and non-discriminatory access to the transmission network; price transparency, restrictions
on state aid, and harmonization of indirect taxes. Currently, Poland complies with these requirement
only partially. Immediate priorities are: passage of the required secondary energy legislation, speedy
establishment of the Energy Regulatory Agency (ERA) - which is to play a key role in monitoring,
pricing, interconnection, entry and exit, and arbitrating disputes -, transfer responsibility for tariff
policy from the Ministry of Finance (MoF) to the ERA; and effect broad-based introduction of genuine
competition.

132. The early privatization of power generation is a pre-condition for effective competition
(unbundling may not suffice). Also, the split of responsibilities for ownership of the sector and
privatization (in the new Ministry of Treasury) and setting of policies for the sector (in the new
Ministry of Economy) need to clarified and the necessary institutional instruments developed.

133. In the oil and gas subsector, priority actions that need to be promoted by the Government
comprise the de-monopolization of the sector and the restructuring of the National Oil and Gas
Company (PGNG) to provide for: complete separation of the upstream (exploration and production)
companies from the downstream companies, privatization of the service companies; and separation of
the gas transmission, distribution, and commodity trading entities into arms'-length business units, with
separate accounting, legal and ownership structures. In addition, compliance with EU directives,
requires that the government: implements negotiated third-party-access (TPA) in the gas transmission
system; streamlines the procedure for concession of exploration areas through a revised model
concession agreement that opens upstream exploration and production to international competition; and
implements a tariff structure for the industrial sector which reflects the market value of competing
fuels.
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Telecommunications sector

134. Entry into the EU requires applicant countries to have in place a liberalized environment with
no legal monopolies and open access to public telecommunications networks; a non-discriminatory and
transparent regulatory framework equally applicable to all market participants, whether public or
privately owned, with respect to, inter alia, licensing conditions and procedures, interconnection and
universal service obligations; the effective separation of the sector's regulatory functions from any
government-owned operational responsibilities; and harmonization with EU technical standards.

135. Poland will thus need to adopt the following measures identified in the White Paper: separate
policy and regulatory functions from operational responsibility for the public network; establish a
single autonomous regulatory authority independent of the telecommunications operators and the
Ministry of Telecommunications itself - this authority will be responsible for monitoring the sector in
accordance with the provisions of the proposed EU directive on interconnection; proceed (thereafter)
with privatization of TPSA; establish and enforce full-cost accounting systems for all market
participants; and introduce a strategy and mechanism to rebalance tariffs.

136. One critical step in liberalizing the sector would be for the government to issue licenses for
long-distance telephone services to private operators, as provided for in the act, and to give existing
operators the right to use alternate network carriers where available, instead of being confined to
TPSA's infrastructure. The act and the existing regulatory framework need to be revised to, inter alia:
(a) liberalize the provision of all telecommunications services without exception; (b) expressly abolish
all privileges with respect to the establishment, provision, and use of telecommunications infrastructure
(as in legal monopolies); (c) review licensing schemes to comply with the principle of proportionality
laid down in the proposed European directive on licensing; (d) eventually give EU telecommunications
operators comparable access to the Polish market and similar treatment to the operators which are
substantially owned and controlled by Polish interests; and (e) establish universal service obligations.

Transportation sector

137. The EU laws and regulations governing transport will intensify incentives and pressures to
increase the degree of competition in the transport sector and increase private participation in the
provision of transport services. While these are changes which are already underway in Poland (e.g.,
railways, motorways), the pace of change is likely to quicken as a result of EU membership
aspirations. The three more important areas where harmonization will have a strong economic impact
are: road use and emission charges; strengthening of roads to handle EU heavy loads; and railways
restructuring.

138. Road use and emission charges. The EC's recent Green Paper on internalizing the external
costs of transport is notyet law, but it argues for incorporating the air pollution costs to society into the
prices that road users face in making their travel and haulage decisions. The most practical instrument
for charging is an "emissions fee" or tax on fuel. Based on estimates of the impact of vehicle emissions
on health (about $ 500 per car per year), the pump price of gasoline in Poland will have to roughly
double over the coming 4 to 6 years - the tax on an average car would be $0.25 per liter of gasoline
($0.30 per liter of diesel in the case of trucks). EU taxes on fuels are already 150% higher than in
Poland, and there are plans to further increase them. Thus, both for compliance with (likely) future
environmental guidelines and for purposes of fiscal harmonization with the EU, Poland will have to
substantially increase fuel prices during the preaccession period. The additional fiscal revenues can be
well used to upgrade roads to be able to carry heavier EU traffic.
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139. The trend in the EU is to internalize all externalities (not just pollution), including congestion
and "wear and tear" of roads, into the prices that transport users have to pay. Fuel taxes can be used, at
least for purposes of cost recovery (wear and tear). Based on estimates of wear and tear of roads for an
average car (truck), the tax on gasoline (diesel) for road use should be $ 0.20 per liter ($ 0.30 per liter).
Polish truckers may well protest, particularly if the emission fee is added to the road user fee, but the 2
together would bring the price of diesel up to no more than the average price in the EU. Large trucks
make economic sense: all costs considered, they lower the cost of transporting freight.

140. Strengthening roads to handle EU heavy trucks. The maximum permitted weight for a single
axle has been raised to 10 tons on a little over half of the national network (26,000 km out of 46,000)
and 8 tons elsewhere. Nonetheless, I heavy vehicle out of 4 has been found to exceed the weight limits
and only a quarter of the roads are in good condition. It will therefore be hard to adapt to the even
heavier load limits required by the EU (the EU's maximum weight permitted by single axle is 11.5
tons.) and the further growth of truck volumes that membership will induce. In 1992, it was estimated
that about $1.4 billion was needed to adapt bearing capacity of Poland's existing international roads to
the EU standard (not counting alignment and lane capacity improvements). It is therefore not difficult
to make the economic case to add a further $400 million per year over the coming 4 years to the current
road budget of about 0.9% of GDP.

141. Restructuring railways. Traffic has fallen to about half of what it was in the late 1980s,
requiring a substantial reduction of employment and other cost cutting measures which were largely
implemented. In July, 1995, a new law to restructure the national railway company (PKP) was passed.
It stipulates that PKP should be reorganized along business lines, separating out freight train
operations, infrastructure (track, yards, and signaling) and passenger train operations. The restructuring
of PKP is go into effect either in the second half of 1997 or early 1998.

142. The Polish law is consistent with the principles of railway reform of the EU, as set out in EC
Directive 91/440 (1991) which stipulates that: railway enterprises should be independent entities
operating at arms length from governments in competitive markets; separation of infrastructure from
train operations at least at an accounting level; generalized subsidies should be phased out; and track
access rights must be made available at fair prices to firms offering international services.
Implementation of the Polish law will thus be a critical step in meeting EU membership requirements
for the sector. The elimination of subsidies required by the EU Directive would require proceeding with
the downsizing including, according to recent estimates, a further cut of the workforce by 70,000 to
100,000. As in other network systems, for the unbundling to work, separate ownership structures (not
just legal or accounting separation) are required.

Key recommendations and conclusions

143. Accession to the EU will require large infrastructure investments, most of them environment-
related (water, sewage and air pollution), and harmonization with the EU regulatory framework for
infrastructure (energy, telecoms, transport). These needs complement each other: adjusting the regulatory
framework to EU directives will promote private sector participation in infrastructure development which,
in turn, will help to meet the environmental and modernization needs of EU accession in an efficient way.
The growing reliance on the private sector is justified primarily on efficiency grounds, though budgetary
considerations clearly will also matter. Growth will result from higher and more efficient infrastructure
investments and productivity spillovers to the non-infrastructure sectors.
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144. Poland is already on its way to implement a recently approved energy law which will factor in
compliance with EU regulations. However, it is important to match these developments with a more
decisive strategy for privatization of energy operators, rapid establishment of ERA and passage of
secondary legislation. In the case of transport, fiscal harmonization will require higher gasoline taxes; this
can be used to fund the upgrading of Polish roads needed to handle (heavier) EU traffic. PKP plans to be
reorganized along business lines, separating out freight train operations, infrastructure (track, yards,
and signaling) and passenger train operations need to be implemented directly. In water and sewage, the
national government could also play an important role in the process of tariff-setting as well as in
setting standards for concession arrangements. Resource mobilization will require gradually raising
water and waste-water tariffs to full-cost recovery levels; and using future tariff revenues as collateral
for loans or bonds. Finally, in the telecom sector, the planned privatization of TPSA needs to be
accompanied with a substantial liberalization of the regulatory framework (including the elimination of
legal monopolies) to facilitate competition with existing and new entrants, as well as for purposes of
harmonization with EU directives.

D. Enterprise restructuring and privatization

145. Private sector development has been impressive, with the share of the private sector in output
more than doubling between 1990 and 1996. The bulk of the growth of the private sector share in GDP
was accounted for by growth of private firms rather than by formal privatization. Hard budget
constraints imposed on SOEs helped by forcing them to shed assets and labor to the emerging private
firms. However, SOEs still account for 36.5% of national output. This is a very high share by most
country's standards; for example, the SOE's share in GDP in 1986-91 averaged 10% in 25 middle-
income countries and 7.1% in 8 industrial countries.15

146. While privatization is not formally part of the acquis communautaire, the share of the private
sector in the economy could become an important indicator of the extent to which Poland is perceived
to have become a "functioning market economy" - one of the Copenhagen criteria. The most
compelling reason to privatize, however, is the resulting gain in efficiency. Private firms will be better
positioned to compete in EU markets. The political commitment to accelerate privatization thus should
be translated into concrete actions to rapidly reduce the privatization gap with the EU.

Privatization results have been mixed.

147. Six years after the start of Polish privatization, the results of what was originally envisaged as
an ambitious and expeditious program are mixed. While the population of SOEs has declined from
8,441 enterprises registered in 1990 to 3799 SOEs in 1996, the progress in downsizing of SOEs as
measured by industrial employment or investment is far less impressive - at the end of 1996, 54% all
industrial employment and 59% of all investments in the industrial sector was still accounted for by
SOEs.

148. Over the years, privatization has provided growing revenues to the budget: proceeds from
capital privatization of SOEs -- the major sources of privatization revenues besides privatization of
State-owned banks--increased steadily from about $400 million in 1993 to about $700 million in 1995
and to about $1 billion in 1996. Many private enterprises have greatly benefited from the supply of

'5 Source: Bureaucrats in business. The Economics and politics of govemment ownership, The World Bank
Policy Research Report, 1995.
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abundant assets made available through the liquidation of SOEs, the unbundling of various activities
and non-core assets in the process of SOEs' privatization, and the divestiture of assets by SOEs
undergoing restructuring prior to privatization and confronting hard budget constraints. The more
important privatization tracks were: (a) capital privatization, which includes Initial Public Offerings
(IPOs) and trade deals involving strategic (often foreign) investors - 184 SOEs; (b) "liquidation
privatization," mostly employee buy-outs - 2,507 largely small and medium enterprises; and (c) the
Mass Privatization Program (MPP). - 512 SOEs.

149. On an more positive note, the MPP - which participating enterprises represent about 10% of
total Polish industry and construction (in terms of sales) and have a book value of about $2.8 billion -
has played an effective role in creating "shareholder's value" and bringing about good governance of
the enterprises. Although it is still too early to judge the performance of the National Investment Funds
(NIFS) - they only began operating in 1995 - , there are strong indications that the funds have generally
taken a hands-on approach on enterprises and they are striving to attract large, stable investors in the
funds themselves for the next stage of NIF ownership consolidation.'6 The NIFs have also started to
make changes in management in their portfolio companies (on average 8 to 10 enterprises per NIF had
significant management changes). In June 1997, the NIFs have become listed in the Warsaw Stock
Exchange.

What remains to be privatized

150. There remains a mass of about 3,500 SOEs with a book value estimated on a preliminary basis
at PLN 142 billion (US$52 billion). Of this residual pool of enterprises, 185 SOEs are medium-sized
and 244 large enterprises 17 (those with an equity above PLN 20 million)--representing about 90% of
total net assets under state ownership. This group includes all infrastructure enterprises, coal mines and
other energy companies, traditional heavy industries (steel, non-ferrous metal), some shipyards, heavy
engineering firms and chemical producers. Many of them generate only small profits (in relation to
invested capital) or generate losses (coal, railways). Many would benefit greatly from restructuring and
modernization, and especially from improved govermance and equity investments resulting from
privatization. Others will inevitably have to be significantly downsized, merged with other enterprises,
or liquidated. One clear indication of the size of the remaining state sector is that in mid-1996, 74 of
the top 100 Polish companies (ranked by turnover) were still state-owned.

A plan to complete privatization.

151. The economic and financial arguments in favor of a faster pace of privatization are well known,
including improving the efficiency of investment and the creation of stable jobs (Box 8). The key for
Poland will be to move decisively in the privatization of the remaining SOEs. remaining small

16 They have already sold majority or controlling blocks to strategic investors in about 15 enterprises

(particularly in the cement sector, where strategic investors acquired controlling stakes in four plants) and are
plowing back some liquidity in promising companies through equity increases and short or medium term loans (or
providing guarantees). The funds are searching for strategic and/or portfolio investors or prepal ing the flotation of
another 100 enterprises, introducing modem management tools, evaluating and training existing management
teams (and dismissing some), and assisting (or leading) enterprises in developing tum-around, downsizing,
unbundling or consolidation programs. On average, 2 to 5 companies per fund were already (or will soon be) left
to go into liquidation.

17 By mid-1996, 74 out of the 100 top Polish companies (ranked by turnover) were still state-owned.
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enterprises should be able to be privatized rather quickly by the voivodships. The medium and large
enterprises will be more difficult but will have a bigger economic impact bringing down the share of
SOEs in economic activity from 36.5% in 1996 close to the 5-to-10% range of its EU partners over
the next 5 years. Recent institutional developments may provide a new impetus for Poland to complete
its enterprise privatization. These developments are (a) adoption in August 1996 of the new Law on
Commercialization and Privatization of SOEs (which inter alia eliminates the legal requirement of
approval of the privatization decision by the enterprise's personnel, and increases the incentives for
employees' 8 ); (b) passage of a law that targets PLN 40 billion (about US$16 billion at the end of 1995)
of privatization assets to finance the increased deficit resulting from pension reform; (c) success
achieved by the MPP and sustained development of Poland's equity market; (d) submission to
parliament of the draft Reprivatization Law, compensating for nationalization during 1944-1962; and.

Box 8. Why speed up privatization?

The slow privatization path followed by Poland has been economically inferior to what a more aggressive strategy would have
been. On the one hand, hard budget constraints has improved performance of most SOEs (albeit with important exceptions
particularly amnong the large SOEs) in terms of restructuring, downsizing and labor productivity. 19 On the other hand, output
growth has been substantially greater in the private than in the SOE sector. Growth of value added by the private sector: in
1993-96 averaged 11% compared to -1.9% for the SOE sector. In addition, the private (non-agricultural) sector was the engine
of employment growth: in 1990 -1996, employment in the private sector increased by 2.3 million persons (to 9.7 million)
whereas employment in the public sector was reduced by 3.6 million persons (to 5.4 million) - the population of private
businesses increased from 1.1 million to more than 2 million over 6 years.

From an economic point of view, however, the most compelling reason to speed up privatization is the resulting efficiency in
the allocation of resources. There is evidence worldwide ° and in Poland that privatized firms perforn better than SOEs. A
recent study2l shows that privatized firms (both direct sales and mass-privatized) have outperformed SOEs even in the short
period that followed the MPP. Private investors have a better market-based strategic vision of the sector and of the firm's
needs as well as the incentives to adjust and respond to varying market opportunities.

In addition, the marginal productivity of investment (as measured by the inverse of the incremental capital-output ratio, ICOR)
is significantly higher in the private than in the public sector (irrespective of the coverage of the ICOR - total assets, structures,
machinery and equipment, total activity, non-agricultural activity or manufacturing).22 Thus, maintaining a high share of
investments in the public sector amounts to lost growth opportunities. For example, a reduction of the public sector share in
investment of 10 percentage points would lead after 10 yeasm to a GDP which is higher by 9.7 percentage points and
employment which is higher by more than 6% (based on the non-agricultural ICORs).

is The up-front transfer of up to 15% of the enterprise's shares for free to employees in capital privatization;
a menu of favorable arrangements in liquidation privatization (renamed "direct privatization").

19 See Pinto, Brian, Marek Belka and Stefan Krajewski, Transforming State Enterprises in Poland: Evidence
on adjustment by manufacturing firms", Brookings papers on Economic Activity, 1993, 1:213-270.

20 For example, World Bank, World Development Report, 1996

21 Stijn Claessens, S. Djankov, and G. Pohl, Determinants of Performance of Manufacturing Firms in Seven

European Transition Economies, World Bank, 1997, Mimeo.

22 The methodology and data employed is described in the privatization background paper and is available
upon request.
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(e) submission to parliament of the draft Law on Compensations for Pensioners and Public Sector
Employees (March 1997). If proposals for social security reform materialize, the use of state assets to
fund the deficit of the modified Pay-As-You-Go pension pillar is bound to have a visible impact on
privatization. The assets represented include some of the best and large companies like the national
telecom company TPSA, the national airline company LOT and some of the remaining largest state-
owned banks

152. As stated above, privatizing the remaining smaller enterprises should be relatively easy. Within
the pool of residual SOEs, some 2,000 (mostly small and medium-sized enterprises) were already
controlled by voivodships as "founding organs," responsible inter alia for their privatization. Another
1,000 small to medium SOEs are to be transferred to voivodships and part of the privatization revenues
of all these SOEs will accrue to voivodships' budgets according to the new Privatization Law. These
significant steps towards decentralization of privatization will help accelerate enterprise privatization
and liquidation. However, they should be enhanced by (a) increasing the share of privatization proceeds
reverting to the voivodships (a powerful incentive); (b) building up the institutional capability for
implementing privatization in voivodships through offering additional technical resources locally plus
advisory assistance; and (c) improving the framework for liquidation of bankrupt and other highly
distressed SOEs and accelerating the process of making their assets available to private operators.

153. The following key principles and actions may help to accelerate privatization of the medium
and large size SOEs:

a) create a clear road-map, including a time-bound sale and divestiture program, of all remaining
SOEs and residual government stakes in partly-privatized companies;

b) complete, as a matter of priority, the regulatory framework required for the privatization of
public utilities;

c) guard against unjustified use of the "strategic" character applied to enterprises and the often
tenuous rationale for keeping significant government stakes in large enterprises;

d) improve the framework for liquidation of bankrupt and other highly distressed enterprises and
accelerate the process of making their assets available to the private sector;

e) duplicate proven features of the MPP in new mass privatization schemes.

154. The success of the MPP can be exploited to deepen and widen the existing MPP (with the
advantages of economies of scale); and diversify into new voucher schemes with altemative features.
Possible options include (a) allocating additional commercialized enterprises to existing NIFs 23; (b)
creating additional, special NIFs with more industrial enterprises and enterprises in other sectors
(energy, other public utilities) with separate management contracts with existing NIF managers as well
as new managers 24; and (c) developing a new universal voucher program, exchangeable for a wider
range of assets through simplified bidding rounds. The state, however, does not need to establish
sectoral or regional state holding companies with a mandate for restructuring SOEs prior to their

23 For example, to those NIFs which would volunteer, with amendments to existing management contracts

(small increase in fixed fee, additional success fee).

24 For example, former candidates selected for the MPP, but which were not among the 15 top finally

selected. Shares in such new NIFs could be offered to existing (1997) NIF shareholders or others in exchange for
new vouchers or for cash.
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privatization;25 as has been demonstrated in other countries, they would in effect become an additional
layer of state ownership, most likely self-perpetuating, as such companies are prone to
cross-subsidization of enterprises and suffer from a lack of accountability. The government proposal to
create new industrial funds should be carefully considered in light of the above. The stock of these
funds will be distributed in the following way: 40% will be floated on the Warsaw Stock Exchange;
20% would be retained by the state; and the remaining 40% is proposed to be set aside and eventually
sold to finance the transitional costs of the reform of the social security system. A key risk is that while
the set aside portion earmarked to social security reform is not sold, the state will retain majority control
of the fund. Further delays in privatization could also stem from the time that it will take to establish the
new funds and float their shares.

Box 9. Basic features of the coal sector

The hard coal sector has to deal with four major issues which have been addressed insufficiently since the
beginning of the transition to a market based economy: Over capacity: In spite of the contraction of demand
(production was dropped by about 32% since 1988) only four mines have stopped production since then, and six
have been merged with others. About 25 of the original 70 mines (in 1990) are permanent loss-makers or have
exhausted deposits and should be closed. Closures would account for about 33 million tons of production (about
25% of recent production levels) and would result in the loss of 80,000 jobs (70% of the over-employment in the
sector). The reduction in capacity would allow to shift production to remaining mines and would result in a much
better capacity utilization of the sector at lower costs. Over-employment is estimated at about 45% across the sector,
or over 115,000 jobs (including jobs in mines requiring closure). Miners' wage increases, between 1990 and 1995,
have consistently exceeded inflation, set by a tripartite commission (Government, Unions and Industry), irrespective
of productivity changes or the sector's financial perfornance: Wages are now twice the level of those of other
public sector workers. Environmental issues include saline water discharges into the Wisla and Odra Rivers, solid
waste disposal problems, insufficient recovery of coalbed methane (greenhouse gas) and subsidence of mining
terrain. Most of these cause serious damage to the affected areas, and should be compensated through
environmental fees and fines. However, because of the financial difficulties of the sector, a large part of fees and
fines are not being paid.

Selected Hard Coal Sector Data

1979 1989 1990 1993 1994 1995 1996 96vs89
Production (mln tons) 201 178 148 130 134 137 136 -24%
Employment ('000 persons) 368 416 388 320 292 275 259 -38%
Productivity (tons/person/year) 546 428 381 406 459 498 525 +23%
Domestic Sales (mln tons) 160 145 120 111 104 100 104 -28%
Export Sales (mln tons) 41 29 28 24 27 32 29 0%

1990 1993 1994 1995 1996 96vs90
Average Sales Price (US$/ton) 13.3 29.6 34.4 37.1 38.6 +190%
Unit Costs (US$/ton) 19.5 31.2 33.6 38.6 41.4 +112%
Net Financial Result (US$mln) -44 -830 -84 -770 -732 +1564%
Subsidies (US$mln) 970 81 145 446 141 - 85%
GDP (US$billion) 59.0 85.9 92.6 115.2 120 +103%
(Loss+Subsidies) over GDP (%) 1.7% 1.1% 0.3% 1.1% 0.7%

25 The legitimate need to proceed now with the belated consolidation and rationalization of some SOEs (for

example steel plants) should not become a pretext to recreate new state sector holdings.
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Industrial Restructuring: the Case of thie Hard Coal Sector

155. While industrial restructuring plans of the Government cover a wide range of sectors, about
two-thirds of the around US$3 billion scheduled by the budget for 1995-97 are targeted to the hard coal
sector. A large share of the restructuring envisaged is non-defensive, i.e., it is aimed at production and
productivity targets through new investments (as opposed to downsizing as a way of cutting future
losses). This poses risks to the budget and to the economy.

As a consequence of over-capacity, over-employment. rapidly growing wages, and significant
environmental fees and fines, and notwithstanding productivity improvements, resulting losses since
1990 have led to accumulated liabilities of $3 billion by the end of 1996 including arrears on tax, social
security and environmental obligations (see Box 9). Off-setting receivables of $1 billion are likely to
be uncollectable. Overall losses in the coal sector (adding up all forms of subsidies and
arrearsrecapitalization schemes and formal losses) in 1995-96 have been respectively of the order of
US$ 0.8 to US$1.2 billion per year (reported losses are about 25%-35% of those losses). By way of
perspective, the losses and subsidies of the sector amounted to 1.1 % of GDP in 1995 and 0.7% in
1996. Assuming a similar loss in 1997 as in 1996, they are forecast to amount to above 1.2% of GDP
due to budgeted increases of the subsidies in 1997.

157. The government recognizes the need for restructuring: its Coal Sector Policy Paper 1996-2000,
("Markowski Plan", authored by the Vice Minister in charge of Energy, and approved by the Council of
Ministers in April, 1996) envisages the shutdown of 9 mines (including the four having stopped
production), partial shutdown of 4 mines, and merger of 8 mines (thus affecting 21 out of a total of 64
mines). Production capacity would be reduced by about 8% to 13% depending on the level of reduced
capacity in mines to be partially closed or merged. Employment would be reduced across the sector by
about 30 % and productivity would grow to about 616 tons per man-year (up 13% from 1996).
However, the 1996 results have diverged strongly from the plans - losses, for example, were about
twice as projected.

158. The program ignores 12 other mines which are either "permanently" loss-making or have
deposits nearing exhaustion. Moreover, the process of downsizing employment is restricted to normal
attrition, and to curbs on new hires, as the incentive packages available to miners have proven
ineffective. According to a recent study by the Montan Consulting Company (commissioned by
PHARE), the program would reduce (in net terms) employment by about 63,000 in the period to the
year 2000 (slightly less than a quarter of coal sector employment and about 20,000 less than the plan's
own estimates). The study estimates that the total cost to the budget of the Markowski Plan is PLN 9.5
or about PLN 6 billion ($2.5 billion) in net present value terms. The Montan study concluded that
overall costs of restructuring could be reduced if the rate of layoffs, that is the defensive restructuring
component of the plan, was accelerated by a worker's buyout program. For instance, by buying out an
extra 22,000 workers, the aggregate spending effect would be lowered PLN 1.4 billion.

159. The Markowski Plan cannot turn the sector around. On the basis of the findings of the Montan
study and 1996 data, a team of experts has executed a study comparing the Markowski Plan with
alternative restructuring scenarios until year 2010 (Table 6). Preliminary findings show that if the
Government also closed the pernanently loss-making mines and those with deposits soon to be
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Table 6. Coal sector restructuring scenarios

1996 2005 Difference 2005-1995
Actual M arkowski Accelerated Markowski Accelerated

Plan Scenario Plan Scenario
Number of Mines 64 54 38 -16% -41%
Production (million tons) 136.2 129.0 113.2 -12% -17%
Employment ("000 jobs) 259.0 187.6 155.8 -28% -40%
Productivity (tons/man-year) 526 688 727 +31% +38%
Sector Cash Flow (US$ million) -308.6 -109 273 +65% + 188%
Net Present Value (US$ million) n.a. -942 1010 n.a. n.a.

exhausted, the sector could become profitable at about year 2000, provided, wage levels would not
increase in real terms. Indeed, an even faster downsizing strategy is technically and economically
feasible: the rationalization of capacity could involve the shift of production from the permanently loss-
making mines to be closed, to the profitable mines, which could improve profitability even further
through improved capacity utilization, and sales in the export market, as long as these exports were to
contribute to profits after fixed cost coverage.

160. Assuming the more radical approach was taken, the turn to profitability would come already in
1998. This rationalization could be complemented with the privatization of selected mines, which could
help to generate the funds needed for sector investment. The overriding consideration is social
feasibility; however, an unemployment rate well below the national average in upper Silesia (where
most coal mines are) and strong industrial growth suggests relatively good prospects for re-
employment. Substantial training would be needed to provide miners, with more marketable skills that
could enhance their labor mobility. At least as important, performance-based incentives to mine
managers would help to speed up the labor rationalization.

Key recommendations and conclusions

161. Speeding up the privatization of state-owned enterprises (SOEs) would foster investment and
growth, both by creating opportunities for more efficient private investment and by reducing the burden to
the State of loss-making enterprises (over one-third of GDP, is still produced by the SOE sector). Recent
institutional developments provide an opportunity to privatize the bulk of SOE's assets by the year 2000.
This would require more focus on large SOEs, drawing on the lessons of mass-privatization and speeding
up the liquidation of bankrupt SOEs. In the case of coal, because of the heavy losses of the sector and
strong political constituencies behind it, privatization without restructuring may not be feasible. A
faster downsizing than what the govemment envisages could bring the sector back to profitability by
the turn of the century. This rationalization could be complemented with the privatization of selected
mines.
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CHAPTER IV. IMPROVING THE EFFICIENCY OF FACTOR MARKETS

162. The technological catch-up with the EU will create pressures for income convergence and, as
this occurs, new firms will be emerging at the same time that many others will disappear. In this context
of rapid economic change, financial and labor markets should play the critical role of facilitating the
reallocation of existing factors of production from non-competitive to competitive firms and sectors,
thus, feeding the process of economic growth. Similarly, an efficient financial sector will be crucial to
underwrite the required new investments in skills, capital and technology - the backbone of economic
growth and employment generation. By contrast, inefficient labor and financial markets can cause high
and persistent unemployment as, in the former, workers without transferable skills find it difficult to
change jobs or relocate or, in the latter case, where job opportunities are limited because investments are
constrained by finance shortages.

163. Poland's plans to reform its social security system will have implications for both labor
and financial markets. The high payroll tax used to finance an inefficient Pay-As-You-Go (PAYG)
pension system both discourages demand for labor and results in poor tax compliance. Also channeling
all mandatory pension contributions to the PAYG system limits the opportunities for developing pension
funds that could play a financial intermediary role in the long end of the market, e.g., intermediating
between long-tern savers and firms that wish to finance their long-term investments by issuing either
equity or debt.

A. Financial Sector

164. While financial markets development since the liberalization of markets has been impressive
(Box 10), the sector is far from European levels in terms of product variety, soundness and cost, and it
remains small in both absolute and relative terms. With annual investment needs on the order of US$ 25-30
billion, the financial sector is unable to fulfill its role in lending (stock of US$ 18 billion is available to lend
to the firms and consumers), providing equity (capitalization is about US$ 8 billion), and efficient insurance
services (the investment portfolio is US$ 1.5 billion). A well-functioning financial sector will be critical for
EU accession.

165. Reforms in the financial sector can have a high payoff. On one hand, there is great demand for
financial resources as: expanding firms increasingly seek external sources of financing to restructure and
invest; households look to modernize or upgrade their housing needs; and the government modernizes
infrastructure and addresses the environmental degradation. On the other hand, the potential supply of
financial resources is strong as well as: banks get rid of their excess liquidity (e.g., when the legal
framework improves opportunities for secure lending); foreign portfolio investors increase their Poland
exposure; and household savings for retirement switch from the PAYG system to the (proposed) fully-
funded system. Poland's financial markets have a key role to play by intermediating efficiently between
investors and savers and simultaneously unlocking the potential for restructuring, privatization, and housing
and infrastructure development.

166. There is a common theme to the accession requirements in the different financial subsectors.
Despite much success, a second wave of reforms would be highly desirable in exactly those areas where
EU compliance is not yet established. The accession requirements in the financial sector, rather than a
burden, are a much needed push towards reforms that will bring Polish capital markets fully up to
Western standards. Meeting EU accession requirements would do much to lower the cost of capital for
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Box 10. Structure of the Polish Financial Sector

In absolute and relative terms, Poland's financial sector remains small: its capitalization (bank assets and
equity) is 5% that of Spain whereas its per capita GDP is 30% that of Spain (measured in PPP terms).

Banks
* 82 commercial banks and 1490 small cooperative banks with total assets of US57 billion (42% of GDP),

including:
- 2 specialized banks with no firm privatization plans (PKO BP - housing and saving bank- and BGZ -
rural bank) - 26% of bank assets
- 4 commercial banks with privatization plans for 1997-98 (Bank Handlowy, PBK -

Warsaw, PKO SA group, and Bank Zachodni) - 29% of bank assets
- 4 commercial banks privatized to foreign strategic investors (Slaski/ING, WBK/Allied Irish,
BPH Krakow/EBRD/Allied Irish, Bank Handlowy/J.P.Morgan) - 19% of bank assets

- 2 large private domestic commercial bank groups (BIG Bank, Kredit Bank) - 7% of bank assets
- 49 new domestically owned small private banks - 11% of bank assets
-21 new majority foreign owned banks - 5% of bank assets
- 1490 savings cooperative banks - 3% of assets

Some published key indicators (1995):
- ave. capital adequacy ratio 15.6% (for the largest 10 banks excluding BGZ)
- ave. return on equity 22.5%
- ave. return on assets 2.64%
- interest margin 8 .00%/o
- deposit rates 18.0-20.5%
- lending rates 20.5-28.5%
- non-performing loans 21.2% of total portfolio of loans - fully provisioned.

Banking Regulation and supervision
* The Central Bank law grants the NBP independence in establishing and enforcing prudential regulation through

the General Inspectorate of Supervision at NBP; a to-be-created Banking Supervision Council (with
representatives of MoF and NBP) will, in tum, supervise the General Inspectorate (to be confirmed by the New
Banking law yet to be passed).

* Licensing requirements, capital definitions and the various solvency ratios and exposure limits (to large loans,
equity, connected lending, etc.) are consistent with EU standards.

* Deposit insurance is universal and covers deposits up to about US$ 4,000, except for deposits in BGZ (the rural
bank) and PKO-BP (the housing/savings bank) which are 100 % insured until 1999.

Insurance
* 15 life insurance companies (of which 6 are foreign-owned) and 28 non-life insurance companies (of

which 6 are foreign-owned).
* Total investment portfolio close to US$ 1.9 billion by mid- 1996.
* The largest company, PZU, is state owned and has 88 % of life insurance premia and 60 % of the non-life

insurance premia.
* Recently started supervision agency still needs to test its procedures
* Restricted foreign entry.

Securiies
* Market capitalization USS 8 billion of which bank institutions account for 40 %.
* 90 publicly traded joint-stock companies, of which 12 are banks and I is an insurance company.
* the 15 National Investment Funds are to be floated shortly on the Warsaw Stock Exchange.
* 52 brokerage houses of which 22 are bank owned.
! The Warsaw Stock Exchange (WSE) and the depository system offering dematerialized securities trading and

settlement - operated by the Central Depository for Securities - are recognized by investors and the international
community as safe and efficient. The Polish Securities Commission introduced very high licensing standards for
all professional market participants.



Chapter IV. Improving the Efficiency of Factor Markets 57

Polish firms and improve the range and quality of services open to Polish savers, even if EU
accession were delayed. Faster economic growth and improved financial security will be the
consequences of accomplishing recommended reforms.

Banking

167. Poland has had mixed success in its attempts to create a banking sector ready for accession to the
EU. Regulatory and supervisory capacities have been built-up from scratch, as are modern accounting
standards. The major commercial banks have been cleaned up (their bad loans have been restructured,
provisioned or written off) and have been given a proper governance structure. Significant problems
persist, however. First among them is the need to further strengthen the legal and judicial framework for
secure lending. The development of the financial sector is limited by lack of reliable commercial
information about clients and a legal framework biased against creditors (poor functioning asset registers
and inefficient court procedures). Second, while ambitious privatization plans are in the pipeline, about
55% of the banking sector remains in state hands. Third, two of the largest specialized banks are in
serious trouble; both the agricultural bank and the housing bank are in need of deep restructuring. No
adequate vision for their future exists. Fourth, many of the banks (and insurance companies) created in
the years of loose licensing standards would probably not survive a re-licensing test. At 6 % of average
capital adequacy ratio in 1995, the banking system as a whole remains undercapitalized (compared to the
minimum required 8%). Fifth, despite progress and good performance over recent years (in terms of
profits, recapitalization and provisioning), the competitive gap vis-a-vis Western banks remains large -
net interest margins are three to eight times higher than in EU countries and the ratio of operational costs
to the assets is two times higher than in most EU countries. And sixth, there is lack of transparency in
the criteria to be applied in the privatization of the remaining commercial banks.

168. Relevant accession issues in the banking sector can be subdivided into three groups. First, there
is the straight compliance issue. While a number of regulations remain to be harmonized - engagement in
derivative trading, prudential regulation of market risks, accounting for financial conglomerates - most of
these can be easily dealt with during the preaccession period. But, second, implementation issues in
supervision remain. Increased on-site auditing capacity may be necessary as the quality and application
of adequate accounting standards are in doubt. A strict application of loan loss classification standards
could leave many of the smaller banks and some of the specialized banks seriously out of compliance
with the Basle standards for solvency ratios that Poland, like the EU, has accepted. Third, banks may not
do well in a new competitive environment; there is a possibility of increasingly troubled domestic banks
as foreign entry becomes easier (restrictions on foreign entry will be lifted beginning on January 1999),
as the Czech experience has recently demonstrated. Equally, the EU is now experiencing the
consequences of the EU Single Market Program including increased competition, better and more
services, but probably also increased volatility. Thus there is an additional reason to strengthen
competition and supervision ahead of accession: more competition implies more efficient banks, but also
a more fragile banking system.

169. Three components are necessary to provide the kind of supervisory framework needed to
maintain a sound banking system and approximate EU standards: (a) reliable information, (b) right
priorities and practices, (c) well trained and motivated staff:

i. The quality of auditing, which on the normative levels has reached international standards,
increasingly depends on the professional skill of auditors; governance of auditing firms; self-
regulation and supervision of auditing activities; and civil liability for negligent behavior in
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auditing. Sanctions for negligence have to be established, particularly, for dealing with those
individual auditors who might be tempted to follow less stringent auditing practices.

ii. The biggest challenge for supervisors is to cope with universal banks expanding into new areas
of securities trading, insurance, and investment banking. At present, there is no EU requirement
of institutionally consolidated supervision. In a country like Poland, with a relatively small
financial sector, it may not make sense to have separate regulatory agencies, each with its own
commissioners and general staff, responsible for each of the various financial industries.
However, a rapid consolidation would endanger the accumulated expertise, political
independence, and organizational culture of some of the existing agencies. Reforms should lead
in the direction of improved coordination between agencies including joint on-site examination
of universal banks; the experience accumulated can then provide the basis for developing a
long-term plan for integrating the supervisory activities into one single consolidated supervision
agency.

iii. From the practical perspective of building an efficient institution, it is critical to have people of
sufficient talent, both to handle the routine work of processing documents, and to handle the
more difficult work of detecting fraud. Qualified staff also can function as an early warning to
bank managers and the General Inspectorate for Banking Supervision (GINB) in the
identification of systemic risks. On-site examination manuals, bank closing manuals, and
regulatory reporting systems have been prepared using EU and US practices. Supervisory staff
have been trained in on-site bank examination; this effort has to be accelerated.

170. The strategy proposed to strengthen banking sector competition in the wake of EU membership
needs to focus, apart from on enhanced supervision and on a more enabling legal environment, on:
restructuring/privatizing the large problem banks - BGZ and PKO BP-accelerating the privatization of
the other state-owned banks, and leveling off the playing field for bank competition:

a) Restructuring andprivatization of BGZ, the Bankfor Food Economy

171. This large bank (8% of banking assets) has excessive exposure to the poorly performing state
farms and segments of agroindustry, and is tied to the large number of small affiliated farming
cooperatives banks (about 1,200) catering to the private sector in agriculture. While this bank became
profitable in 1996, it is still losing money on its core banking business at the rate of 1% of assets each
year. The main sources of BGZ revenue are interest income from restructuring bonds (US$ 1.2 billion at
the end of 1996) and the reversal of loan loss provisions based on recoveries of past due loans (facilitated
largely by preferential lending for agriculture channeled through BGZ); both sources are expected to
decline within the next two years. The Government's restructuring program for BGZ has been to
diversify and expand its lines of business preserving the existing centralized structure. The Bank,
however, has no comparative advantage to implement this strategy: poor information systems, weak
credit risk and market analysis capabilities, limited bad loan workout capabilities; a costly (and largely
unprofitable) branch structure and overstaffing. At the broader policy level, continuous state aid to this
bank (including privileged 100% state guarantee on its deposits) limits the disciplining effect that market
competition could exert on its restructuring.

172. There are also serious problems with the 1994 BGZ Restructuring Act, which mandates BGZ
privatization by the end of 1999 to the regional cooperative banks (in turn owned by the local
cooperative banks). The resulting centralized holding structure combined with a "reverse pyramid" of
ownership by final borrowers (cooperative bank owners) does not guarantee efficient corporate
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governance - as borrowers and owners have conflicting interests. In particular, the involuntary financing
of BGZ or weak cooperative banks by profitable cooperative banks can create adverse selection (as
weaker cooperative banks are attracted to the system) or moral hazard (as all cooperative banks have
incentives to take extraordinary risks under the expectation that they will be bailed out). Finally,
(existing) competition between the local cooperative banks (which already partially own BGZ) and BGZ
is undesirable (unfair) and may be even more difficult to control after the regional cooperative banks
gain full control of BGZ in 1999.

173. The government needs to accelerate the privatization of BGZ by selling most of its assets
separately to other banks (assuming that BGZ has no comparative advantage as a universal bank) and
selling the "residual" BGZ to the cooperative banks, as envisaged by the law. This process can be
supported by an in-depth market analysis of BGZ's comparative advantage and by designing and
implementing a management information system to assess the costs and profitability of BGZ's branches.
The information acquired would help to assess BGZ's comparative advantage as a universal bank and,
assuming that BGZ has no such potential, to sell the bulk of the branch network (both real and financial
assets) to private buyers beginning by the end of 1997/early 1998 (by when the 8% capital-adequacy
ratio is expected to be met). At the end of this process, which conceivably can be done under the
existing law, BGZ would be stripped of most of its assets and effectively only its "charter" would be sold
to the cooperative banks - thereby permitting BGZ to effectively play an Apex function while avoiding
competition with the cooperative banks.

b) Restructuring and privatization of PKO BP, the housing and saving bank

174. With 18% of banking assets - over US $12 billion - and an extensive national network of
branches and agencies - about 1,000 - PKO BP is the largest repository of household savings - about 8
million savings accounts and 2.3 million current accounts. The bank had a large share of its resources
tied up in old mortgage loans which, after they were linked to market interest rates, became massively
underperforming in 1989-90, as inflationary construction costs, high interest rates and declines in real
wages rendered most of them unserviceable. Following the application of interest capitalization schemes
in 1990, the bank ran into serious trouble as asset maturities were lengthened beyond the maturities
available on the deposit side. The Polish Government has already repurchased a sizable amount of
capitalized interest de facto recapitalizing the bank (over US $2.5 billion so far). However, a still
significant portfolio of old housing of dubious standing continues to cloud the balance sheet of the bank.
Apart from its commercial lending, housing and construction portfolio problem, this heavily overstaffed
- 40,000 staff - bank is in serious need of restructuring and improved governance. The bank lacks basic
information on the cost and profitability of its products, services and branches.

175. The first priority is to set a firm timeframe for privatization (preferably by the year 2000). In
parallel, a final decision needs to be made about the servicing of the old housing loan portfolio; for
example, carve out the bad housing loan portfolio or speed up the repurchase of capitalized interest by
the government. This would allow PKO-BP's balance sheet to become transparent to potential private
investors. In preparation for privatization, the bank has to: conduct a comprehensive diagnostic audit;
modernize its core management information systems; introduce performance-based contracts; and
improve its credit risk and market analysis capabilities. It will be difficult otherwise for the bank to make
commercially-based decisions thus impairing its own solvency and potentially distorting competition in
the market (specially, in view of the 100% guarantee on deposits that it has until 1999). Based on the
diagnostic audit, the branch structure has to be rationalized and its capital structure strengthened by
spinning off unprofitable branches and agencies. Until it is privatized, the bank should pursue a
conservative/risk-averse strategy of investments and limit the areas of expansion to lines of activity
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where (based on the market analysis study) the bank has a demonstrated comparative advantage. This
may exclude commercial lending (the commercial portfolio was on average over 80% provisioned) but,
most likely, could include retail banking services and consumer lending (given its extensive retail
network, strong franchise value and mortgage experience).

c) Accelerating commercial bankprivatization.

176. After more than two years since the last commercial bank privatization, the government has
completed (in mid-1997) successfully the privatization of Bank Handlowy. Bank Handlowy, formerly
the trade bank, has become a truly commercial and strongly capitalized bank before being sold to a core
group of foreign strategic investors. The government has an ambitious plan for privatization of its other
bank holdings by 1998 (see Box 11). These include basically two regional commercial banks - PBK
Warsaw (the largest of the original commercial banks spun off from the central bank - about 5% of
banking sector assets) and Bank Zachodni - and one large (formerly specialized) bank - PKO SA (about
15 % of banking assets). PKO SA, formerly the Foreign Exchange deposit bank, has been recently
consolidated with three (smaller and
likely weaker) commercial banks. Box 1. Commercial bank privatization

Consolidation was aimed in part at The privatization of Bank Handlowy was concluded in mid- 1997:
speeding up privatization (although 24% of the capital was sold to a group of 3 foreign strategic investors
the outcome is not clear) and in part (including J.P. Morgan, SwedBank and Zurich Insurance Company); 41% was
at creating a second large bank with sold to institutional and individual investors through an IPO in the WSE
a nationwide branch network (respectively 21% and 20%); 5% was distributed to bank employees; 30% will
capable of competing with be kept by the State in the form of convertible bonds/non-voting shares as areserve to cover transitional costs of social security reform (of this 300/Y, 5%
substantially larger foreign banks. will be kept by the State as a "reprivatization" reserve). Valued at its IPO
Its low loan exposure (about 10 % price, Bank Handlowy was sold at about $1 billion, about 25% more than its
of the balance sheet before book value.
consolidation) and high share of PBK-Warsaw and Bank Zachodni, are expected to be privatized in
consolidatsinlon)yieldNBP(mainly 1997 and 1998 respectively. A tender offer to a group of core shareholders of
assets in low-yield NBP (mainly up to 65% of the shares of PBK is planned for 1997. This will be followed by
foreign currency) bonds accounts for an IPO of up to another third of the shares later in 1997. About 10 % will be
its low interest margin. distributed between bank employees and the "reprivatization" reserve. One of

the 3 qualified bidders, Citibank, has pulled out. The two remaining bidders are
Samsung Insurance (from Korea) and a consortium of Polish banks led by BPH

177. The growth potential of the Krakow. While Samsung's bid was higher, the sale has not been completed yet.
Polish banking sector is a major The privatization of the smaller Bank Zachodni is scheduled for
incentive for bank privatization 1998. The Govenmment also plans to privatize PKO SA during 1998, with
plans. Sale to a strong (possibly preparations starting in late 1997.
foreign) strategic investor is the
preferred option both in terms of the
scope for efficiency improvements
(Box 12) and in terms of bank
recapitalization/privatization revenues. For the wrong reasons (such as resistance from government or
management and supervisory boards on the transfer of governance to non-state outsiders),I the
government may wish to consider alternatives to finding a strong foreign strategic investor. These
tendencies need to be avoided since they can compromise the future health of the banking sector and
slow down the much needed improvement in financial sector efficiency. For minority shares, other
options of the menu could include: repayment of state debt to pensioners and employees of the budgetary

See J.P. Bonin, Banking in the Transition: Privatizing Banks in Hungary, Poland and Czech Republic,
Middletown, May 1996, mimeo.
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sphere (internal debt to equity swap) and/or offering of equity options to managers of the banks as part of
management contracts; and further capitalization of the National Investment Funds/NIFs (though strict
regulation of NIF's cross-holdings, currently missing, is required. if the Czech experience is to be
avoided). Privatization of commercial banks (Zachodni. PBK Warsaw and PKO SA) should be executed
promptly following the model pursued in the recent successful privatization of Bank Handlowy (strong
strategic investors, initial public offering, and convertible bonds/nlon-voting shares for equity stakes kept
by the Government).

178. The government must also get rid of core-investor-size stakes which may threaten potential
strategic investors. The government can also encourage strategic investors to enter by providing
increased capital to already privatized banks and by buying shares from the market. This process will
help to re-capitalize the sector. Capital increases can also take the form of cash injections and in-kind
investment in technology and know-how. In the privatization of the larger banks (PKO SA, PKO BP), the
sale could proceed in stages; in the past, this has allowed the government to collect higher prices in the
second and third stages (possibly due to increased transparency, the presence of a reputable strategic
investor and/or improved governance). However, as in the case of Bank Handlowy, it will be important
to avoid government's interference in the management of the banks once they are privatized, e.g., by
creating convertible bonds/non-voting shares.

d) Leveling the playingfield

179. In most cases, foreign banks Box 12. Foreign Ownership and Corporate Governance
have been required to take over
existing troubled Polish banks in Foreign banks are more aggressive in building their
order to obtain licenses - thus taking portfolios: between the end of 1995 and the end of March 1996, they
over a burden of misplaced assets and increased their net assets by 25.5 %, while net assets of the whole
excess staff. This practice, although system increased by 6.9 %, nine state-owned state-owned banks spun-
less pervasive than in the past, needs off from NBP by 5.7 %, and in six specialized banks by 5.3 %.
to be abolished before 1999 when all Foreign banks are better in lending--40 % of net assets compared with
'Nestern banks will be able to start 30 % for the sector, 35 % for the "nine" banks, and 23 % for six
Wtheirown bank iell" bperablent sa specialized banks. Foreign banks also are more active in the inter-their own "greenfield" operations (a bank market; it constitutes 39 % of their net assets, compared with 20
requirement of OECD membership % for the "nine" and the "six" banks. Polish banks have a more
anyway). A strong and efficient defensive approach and invest in risk-free state securities--28 % of
commercial banking sector can be portfolios of the "nine" banks, 40 % of the "six" banks, and only 15
more easily build up without special % of the foreign banks.
restrictions placed on more NBP, Polish Banks after I Quarter 1996, Warsaw, June 1996
commercially oriented foreign banks.
The potential burden to the state -
e.g., if there is a financial crisis - can
also be reduced if there is high participation of strongly capitalized foreign commercial institutions.
Special privileges such as the 100% state guarantee on deposits until 1999 given to.BGZ and PKO BP, or
plans to bail out of these and other state-owned institutions ought to be phased out in order to contribute
to the creation of a level-playing field for bank competition.

180. In summary, the key issues in banking are threefold. First, while the structure of regulation and
supervision is adequate, its execution is far from perfect. Steps need to be taken to provide for more
training, more personnel and a more consistent approach to undercapitalized banks. Similarly,
accounting standards are up to Western European levels, but whether all accountants apply them equally
well in all banks is an open question. In this context, increased emphasis on on-site inspection may be
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called for. Second, opening up to foreign and private sector competition will likely increase pressure on
many of the Polish banks. A period of increased volatility can be anticipated, re-emphasizing the need
for strengthened supervision and a consistent approach to bank restructuring and liquidation. And third,
the government must find the means to effectively speed up privatization and deal with the problems of
the troubled specialized banks.

Insurance

181. Due to imperfect regulation and lax supervision, a relatively large number of primarily small and
poorly capitalized insurance companies have been licensed. Undercapitalization, weak management
skills, and the "short-termism" of the owners resulted in 3 bankruptcies. Further bankruptcies could
occur.

182. The most serious problem in the insurance sector is the health of PZU, the large and technically
bankrupt state-owned insurance company which dominates the Polish insurance market. The
restructuring and privatization of PZU is a high priority. The loss-making and undercapitalized PZU
collects 60 % of the non-life insurance premia (and about 88 % of the life insurance premia). No viable
approach to its privatization seems to exist, nor is there a fully comprehensive assessment of its capital
adequacy. It is not clear how it will survive competition with well known and well capitalized foreign
investors. The restructuring and privatization of PZU requires a twinning agreement with a reputable
foreign insurance company. In preparation of the company for privatization, substantial information and
management technology improvements are needed - these has to focus strictly on generating the
minimum knowledge of company operations for bringing in a potential private partner.

183. Foreign entry is negligible, since such entry is allowed only through subsidiaries if accompanied
by investment in a private Polish insurance company. Operations through branches or cross-border
services are not pernitted. However, because of the difficulty in assessing contingent liabilities, foreign
firms usually enter this market through new companies rather than through mergers or takeovers of old
ones in Eastern Europe. This process is in marked contrast to commercial banking: the main players in
the insurance market have not yet been set on a firmly commercial and competitive footing. The entry of
foreign insurance companies, prior to the 1999 deadline (agreed for all financial intermediaries with the
OECD), directly or through associations with Polish firms, need to be recognized as a convenient short-
cut to building a strong insurance business. Unilateral opening of the insurance market, earlier than
required by international agreements, would give the supervisory authorities the opportunity to build and
test their capacity to regulate in a competitive framework.

184. An immediate priority for PUNU (the recently created Insurance Supervision Agency) should be
to enforce the legally required prudential ratios. First of all, PZU SA should be required to fulfill the
minimum reserve requirement, requiring a fivefold increase in reserves (additional US$ 100 million).
The next step should be to secure long-term legal and financial protection for insurance transactions
(consumers' protection) as recommended in the EU first, second and third Insurance Directives, and
other directives related to the sector. This includes introducing standardized annual accounts and
consolidated accounts of insurance undertakings adopting disclosure requirements and rules for
advertising and marketing insurance services; using brokers intermediation; developing a system of
penalties for noncompliance with laws and contract commitments; and upgrading qualifications of
management. Although many of these requirements are already included in Polish legislation, no
institutional capacity exists yet to implement them.



Chapter IV. Improving the Efficiency of Factor Markets 63

Capital markets.

185. In capital market development, Poland hias made major progress. Security market regulations
have been designed from the start with EU rules in mind. Listing requirements are similar, although there
are no provisions facilitating listing of securities already listed elsewhere in the EU. Insider trading is
illegal. Large shareholder disclosure rules are in effect and takeover legislation is comparable too.
Importantly, capital market supervision is functioning well in Poland along the SEC model and needs no
major adjustments under accession rules. As a result, many believe Poland has the best functioning
securities exchange in Central and Eastern Europe.

186. However, despite sustained growth--with capitalization equivalent to 8 % of GDP, the market is
small (Spain is 25 % of GDP and the Czech Republic 32 %) and depends mainly on privatization
offerings. The authorities need to increase the listings, market capitalization, and trading on the Warsaw
Stock Exchange (WSE); this would help to attract further foreign investment; improve diversification in
Polish economy; support development of mutual and pension funds; and raise the market's potential as a
source of capital. Trading of the NIFs' stock at the WSE will increase market capitalization by over
one-third. The government needs to further step up the pace of privatization and list the larger real-sector
companies slated for privatization (telecom, utilities, power generation, transport, steel, coal, and so on)
on the WSE. Further development will require a consistent policy oriented towards enhancement of all
components of the market including (i) diversification of both individual and institutional investors with
various time horizons, risk preferences, financial resources; (ii) stock market promotion activity for
wider stock ownership, education, foreign marketing, research; (iii) elimination of capital gains and
dividend taxation to prevent double taxation of equity income; (iv) increased self-regulation of the
market in the areas of licensing, trading, and business conduct; and (v) implementing a comprehensive
next-generation payment system.

187. The main regulatory gaps are the lack of regulations concerning closed-end funds/investment
trusts and pension funds. Further delays in introducing closed-end funds and trust funds have been
detrimental to the development of these vehicles for collective investments, which have been very
popular in other transition economies. Poland successfully launched collective investments with open-
ended mutual funds. Open-ended funds are more sophisticated than closed-end funds, but less suitable as
investment vehicles in newly- established capital markets. The principal task in development of the
mutual fund industry is passage of a (proposed) new law that would provide tax-transparent treatment of
both open and closed end mutual funds.

188. Poland should also focus on measures to promote healthy growth of debt markets. First, it could
eliminate any tax discrimination between public and private debt- that is, eliminate the tax privilege on
Treasury and municipal bonds. Second, it should develop a medium-term strategy to lengthen the
maturity of public debt and issue new debt at that maturity regularly; it should also standardize terms of
its existing debt as far as possible by selective buyback of seasoned, illiquid, non-standard debt (possibly
at a discount) while make new issues correspondingly. Third, relaxation of debt issue limitations could
be accompanied by encouraging reliance on rating services - that is, through market mechanisms rather
than regulations. And fourth, Poland needs to review segmented mortgage banking industry. There is no
justification in applying special tax treatment, capital adequacy rules or enforcement to mortgage banks
and not extend similar treatment to commercial banks.

189. Recently Poland started an OTC market; however, to date it has failed to attract any significant
amount of business. Activity is expected to increase in 1997 as the govemment floats about 40-50 NIF's
(medium-sized) enterprises in the OTC market as a bridge-solution; however, this is not in line with the



Chapter IV. Improving the Efficiency of Factor Markets 64

main role that OTCs play in the West. In the West OTC markets largely refer to markets designed to
provide access to small- or medium-sized firms for whom listing requirements on the primary exchange
are as yet too burdensome. Institutional and legislative developments to establish a well functioning
OTC market will be required as part of the EU accession process, but are obviously highly desirable in
their own right. SMEs are the biggest contributors to economic growth. Key challenges faced by this
segment of the capital market are: high transaction costs (a function of listing requirements - which may
have to be revised). market fragmentation. high price volatility, and low transparency - more
dissemination of information on how the OTC functions is needed.

190. Poland is not in full compliance with the EU's investment services and capital adequacy
directive: investment firms licensed in EU countries still need to apply for a license in Poland and need
to comply with the legislation in effect in Poland; and membership in the Stock Exchange requires
registration in Poland. However, Poland should not face great difficulties in handling these gaps during
the preaccession period.

191. One area of capital markets which has been growing very fast is municipal finance. Fiscal
decentralization trends, infrastructure/environmental needs and a low initial level of municipal
indebtness are some of the factors which account for the rapid surge. A number of municipal bond issues
and commercial banks loans have accounted for the rapid increase in municipal debt of maturities of 5
years or more in 1996. Over the long term, however, a development of municipal financial markets will
require: strengthening municipality's own-sources of revenue (setting an ad-valorem property tax for
instance), increasing the predictability of revenue sources (through stable intergovernmental transfers
and tax sharing arrangements commensurate with the devolution of expenditure responsibilities to local
governments), reforming the municipal bond law to allow the use of tax and tariff revenues as collateral,
improving the coordination and increasing the transparency of matching environmental (and other)
grants for infrastructure investment, improving municipality/utility's financial planning and project
appraisal capabilities, lengthening the maturity of commercial bank liabilities (to match the life of
municipal infrastructure assets) through improved bank's access to foreign capital markets, enhancing
commercial bank capability to assess municipal creditworthiness, and improving disclosure and
transparency of municipal debt and finances.

192. Finally, a question about the future of Poland's capital markets. It is likely that, for the largest
Polish corporations and financial institutions, new placements and trading of shares, bank debt
syndication, and risk hedging transactions will emigrate to London or other global centers. The process
has already begun with the placements of GDRs and Eurobonds, as well as with direct off-shore lending.
The single, most important comparative advantage of domestic providers and markets is better
knowledge of Polish corporate and retail clients (and perhaps from other Eastern European and FSU
markets), and more competitive (lower) costs of services - although telecommunications/information
costs need to come down. For example, foreign competition has not resulted in loss of employment in the
banking sector, because foreign banks prefer to hire local staff who, for the same salaries, do not require
additional (usually high) replacement benefits and bring greater knowledge of the Polish market. This
advantage should be strengthened by policies and regulations that lower operational costs of market
participants (telecommunications, lien registration, judicial, access to information), offer direct and
indirect support for training, and strengthen the role of self regulating organizations.
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Key recommendations and conclusions

193. Complying with the EU acquis would be pro-growth and pro-accession. It will help to lower the
cost of capital for Polish firms and improve the range and quality of services open to Polish savers, even
if EU accession were delayed. The most important accession issue for Poland is the need to upgrade
banking and insurance supervision: supervision is to be performed by the home country but should be
recognized as adequate by all countries in which the institution under supervision is active. Enhanced
supervision is also needed to deal with the potential fragility of the banking sector derived from
increased competition in the EU single financial market. Further delays in the restructuring and
privatization of BGZ, PKO BP and PZU will hamper the level-playing field for competition in the
financial sector and may cause additional budgetary strains. In capital market development, as well as in
the restructuring of the other large commercial banks, Poland has made major progress. However, with
70 % of the banking and brokerage sectors under state ownership and close to 90% in insurance,
Poland's financial sector has still a huge efficiency growth potential pending privatization. Faster
privatization in general, including of large infrastructure enterprises, can play a critical role in increasing
the number of listings, attracting further foreign investment, improving diversification in the Polish
economy; and raising the market's potential as a source of capital. In capital markets, some key
regulatory gaps remain, particularly for pension and mutual funds. Capital market development requires
addressing issues of double taxation (of equity) and tax neutrality (elimination of exemptions of Treasury
and municipal bonds). This will support equity and corporate bond markets and thus, indirectly, the
financing needs of the emerging private sector. The scope for a healthy and strong development of
municipal finance hinges strongly on institutional developments at the local level such as improved
financial planning, greater reliance on more predictable own-sources of revenue, better access of
domestic banks to long-term funds, innovative collateral arrangements and increased transparency of
matching grants.

B. Labor markets

194. Successful accession to the EU will require Poland to raise the efficiency of its human resources
and institutions. Given Poland's current employment structure, still heavily concentrated in agriculture
and heavy industry, this process is likely to cause a sizable amount of labor reallocation (out of these
sectors). Low skills and limited mobility of rural workers will further add to the challenge of absorbing a
large labor outflow from agricultural employment. There are rewards as well as risks. The rewards come
in the form of convergence to the significantly higher income and welfare levels enjoyed by EU
countries. The risks are mainly related to unemployment which, although it has declined from its peak,
remains high at about 13% of the labor force in early 1997, after 5 successive years of rapid economic
growth. There is a gender dimension to unemployment as well, with females accounting for 60% of the
unemployed - up from 43% in 1990. The nature of labor market institutions including education is a
critical factor affecting economic growth and determining whether that growth is compatible with a
falling unemployment rate.

195. EU membership will put strong pressure on the upgrading and/or adaptation of skills to the needs of
a market economy. The starting point is a relatively well educated population in Poland. With adequate
inputs from the educational system, high levels of investment in skills are expected to yield high returns
(higher incomes); accumulation of skills is a critical pillar of Poland's economic growth strategy as well as
of poverty alleviation.

2 A more detailed description of this section can be found on the labor markets Annex in Volume 2.
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196. The following areas of labor markets are considered in turn: wage setting, labor supply policies
(including education), labor mobility, labor demand policies. The section concludes with a discussion of
key aspects of compliance with the acquis communautaire and issues of poverty and the social safety net

Wage setting

197. The Tripartite Commission (TC), determines the wage growth rate for public employees. The same
rate applies, as a ceiling, to SOEs in difficult financial straits. TC-determined real wage growth has recently
gone beyond average productivity growth (on average real wages - deflated by the producer price index - in
the industrial sector increased 10.6% and gross labor productivity increased 9.1% during 1995-96), and so,
from both a macroeconomic and an efficiency point of view, it is excessive. In SOEs, in particular, wage
settlements appear to be dominated by incumbent employees. This is a further compelling reason for
speedier privatization.

198. In the meantime, as inflation gradually declines, the backwards indexation feature of TC-wage
setting- whereby the wage guidelines are revised upwards when the imbedded inflation forecast is
surpassed by actual inflation-can be gradually dropped; reduced indexation can help to improve
efficiency in wage setting thereby facilitating faster disinflation.3 Also, TC guidelines probably trigger
wage growth expectations for the whole economy. Such a role is surely limited, because of the observed
link between wage growth and firm-specific developments in both private firms and SOEs. To the extent
that they do influence expectations, however, e.g., by setting an implicit floor for private sector wage
negotiations, TC guidelines could be used as a disinflationary device, e.g., by avoiding TC wage growth in
excess of targeted inflation, thus helping to signal the desired path of disinflation.

Labor Supply Policies

199. Unemployment benefits. The combination of a short eligibility employment period and the absence
of a link between benefit duration and employment tenure encourage sequences of short periods of
employment followed by longer periods of unemployment with benefits. On average the duration of
unemployment was 15 months, with 40% being unemployed for over I year. The Polish government has
proposed a new Act on Unemployment with a longer eligibility period and benefit amounts linked to both
previous tenure and unemployment duration; it is meant to become a self-financing insurance scheme. The
act addresses the above problems and is closer to those of most EU countries, which will make social
security coordination easier. However, benefit duration will still be relatively long for short employment
tenures (e.g., I year of benefits for I year of employment). Furthermore, after unemployment benefits run
out, workers may get social assistance benefits. These benefits amount to 31% of the average wage, or
around 86% of the regular unemployment benefit. It is desirable to establish shorter unemployment
benefit entitlement periods for short employment spells. Efforts also should be made to avoid unduly
long total benefit durations, through better coordination between social workers (responsible for social
assistance) and local labor offices (responsible for unemployment benefits). Improved availability of day
care services and parental leave can help to increase labor supply of women.

200. Education and skills. While the Polish labor force is highly educated, comparable to lower income
EU countries, 40 to 45% of Poles perform only at the lowest proficiency level of the literacy scales-

3 See M. Griffiths and T. Pujol, "The Role of Labor Market Rigidities During the Transition: Lessons from
Poland", IMF Background Paper, 1995.
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prose, document, and quantitative. This is in part a result of the fact that one third of workers has
received only basic vocational training, which provides skills which are narrow and inflexible.

201. Successful restructuring requires labor market outcomes in which investment in skills pays off
and the education and training system provides the required skills:

* Skills payoff. Poland's wage structure shows that skills are rewarded; appreciating the
relationship of education to earnings, Poles have switched away from basic vocational training
toward full secondary education and have raised their tertiary education enrollment ratio. The
main issue is that the adjustment of wages of low-skill labor is prevented by high legal wage
floors. Bargained wages are determined as a mark-up on fallback alternatives (minimum wage,
unemployment benefit, and wages at public works jobs). The effective impact of these floors is
magnified because they are linked to the average wage. Legal wage floors in Poland may be
delinked from the average wage and indexed, fully or partially, to the consumer price index
(CPI). The authorities also might consider establishing a lower minimum wage for young
workers, e.g., up to 19 years old. This policy would allow young workers to gain quicker access
to employment, thereby gaining on-the-job experience and a stronger enfranchisement into the
labor force.

* Educational program content. About two-thirds of secondary enrollments are in overly-
specialized programs of vocational education; graduates of the vocational education programs
have the highest unemployment rates (about 20%) of any group in the labor force. Skills taught
should be broader, transferable, and in demand. Education should foster creativity and lifelong
learning. Some changes along these lines have occurred. Heavy focus on technical education is
giving way to a more balanced mix, with social sciences playing a larger role. But curricula and
teaching methods are being revised slowly - they have to be far more demand-driven. For
example, courses of foreign languages, social sciences and business skills are expanding, but still
fall short of demand. The Ministry of Education should intensify efforts to accelerate change and
to reallocate resources to those areas of education for which there is more demand (e.g., out of
vocational education and into universal education). It is difficult to compare the effectiveness of
Poland's education system with other countries because there is no national assessment. The
Government strategy for education reform, published in October, 1996, aims to upgrade
educational standards and modernize the structure of education programs to conform to OECD
standards. Implementation of the strategy - which will rely heavily on modernization of curricula
and assessment of learning achievement - should proceed promptly.

* Institutional issues. Public expenditure on education has fallen by about 20 % in real terms since
1989; public schools are underfinanced, leading to deteriorating infrastructure and low teachers'
salaries. Parliament has resolved to increase spending on education (currently it is 4.5 % of
GDP). Increasing resources available to education ought to be a strategic priority; it should be
accompanied by improved efficiency in the delivery of services. In primary and secondary
education, for example, greater efficiency can be achieved by increasing student-to-teacher ratios
from the current figures of 16 and 18, respectively, to EU standards of 20 io 25 (World Bank
1992). Fast-spreading private schools may provide a solution for those that can pay. More
financing schemes with cost-recovery features have to be sought. For example, setting tuition
fees for university education could provide a source of funds, though this should be coupled with
scholarships and student loans to address equity concerns. Decentralization of education (e.g.,
the transfer of primary education to all municipalities and of secondary and vocational education
to municipalities under the powiat program) can, conceivably, lead to efficiency gains - by
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improving the accountability and by increasing the responsiveness to specific local needs and/or
demand shifts. Other elements of the education program can be more efficiently managed
centrally. For example, there tend to be economies of scale in the development of national
curricula, training and supervisory functions.

202. Active labor market policies. Given current shortcomings in training programs for the
unemployed in Poland (those that are better off are usually the beneficiaries), reforms along the
following lines would be desirable: (a) training targeted on groups with clearly identified and moderately
severe labor market problems including those whose employment opportunities are most likely to be
improved by training; (b) employers must be more actively involved in the design of training courses, e.g.,
through Employment Councils; (c) training needs to be aimed at clearly identified vacancies and focused on
the needs of employers rather than workers; (d) classroom training needs to be combined with on-the-job
training; (e) special programs for unemployed women; and (f) special programs for the retraining of
workers in agriculture, heavy industry and coal mining sectors, by far the sectors from where the largest
outflows of employment are expected over the coming years.

203. The balance of labor market policies. Comparisons of Polish and international figures, suggest that
spending on active labor market policies may be increased but, more importantly, the relative importance of
programs needs to change. Substitution and displacement effects of intervention works are likely to be quite
large. By contrast, training has a higher chance of raising job-finding rates because it alleviates the loss of
skills that arises from unemployment duration, which causes unemployment to persist. Therefore, resources
should be shifted away from intervention programs and into training. More resources also should be shifted
towards counseling and job search assistance (as the National Labor Office is indeed doing). But Labor
Offices should learn to discriminate those applicants who want to register as unemployed to gain access to
social benefits - registration gives workers the right to free health care, housing benefits, and social
assistance benefits - from those applicants that are effectively seeking a job.

Labor mobility

204. In 1994 the interregional migration rate was equal to 0.42% of the population in the previous year.
Such rate is low by EU standards, where typical interregional migration rates range between 1% and 2.6%.
The main cause of low geographical labor mobility lies with housing. The housing market works poorly
along most dimensions. First, privatization has not been completed yet: in 1995, 17% of housing was still
public, and in urban areas the share was 24 %. Secondly, housing supply is decreasing: the number of
dwellings completed has fallen: in 1994, 76,000 dwellings were completed, representing one-half of the
1990 figure. Housing investment's share of GDP fell from 5% in 1990 to 2% in 1995. Regulations make it
difficult and expensive to obtain new land for construction in cities, either for owner occupation or for rent.
Thirdly, rental housing is also scarce due to rent control, which makes old rents a very good deal for tenants
but yields low or negative returns for owners. The supply bottleneck is causing high prices in urban areas.
Fourth, credit is also scarce and expensive, e.g., at the end of 1995, mortgage rates at the housing public
bank, PKO BP, were 32.5%, that is 14 percentage points above the CPI inflation rate of the following year.

205. Some labor market institutions also effect migration negatively. For example, social benefits to
employees of SOEs deter any move from a region where an SOE provides cheap housing to another region
where ajob with a private firmn or SOE will probably not do so. Also, the policy of linking unemployment
benefit duration to the regional unemployment rate tends to perpetuate the status quo: high unemployment
regions remain so. Finally, labor mobility can be strongly facilitated by improvements in the transport
infrastructure. The latter will help to increase mobility of workers, for instance by reducing the time and or
cost of transport between rural and urban areas or between cities.
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206. The broad lines of reform are clear: completing privatization and raising the rents of public housing
(mainly controlled by local governments) to cover at least maintenance costs; freeing up land supply,
particularly in cities; fully removing rent control from private housing; and introducing and enforcing a
streamlined legal and regulatory framework that recognizes mortgages as sound collateral for real estate
loans. Once the housing bottleneck starts to loosen, Poland could move to a system with uniform duration
of unemployment benefits across all regions. Finally, development of transport infrastructure is bound to
play a critical role in reducing commuting time and costs thereby contributing to labor mobility both
between cities and between urban and rural areas.

Labor demand policies

207. At US$ 2.10, Poland's hourly labor cost in manufacturing in 1995 was equal to only 6.6% of
Germany's and 16.5% of Spain's. The gap has narrowed in 1996 but remains large nonetheless. Even after
correcting for productivity (Polish average manufacturing productivity was about one-quarter that of
Germany's in 1994), these differentials imply great opportunities for foreign investment in Poland and for
export-led growth. In order for these investment opportunities to materialize, labor cost advantages should
not be quickly eroded. The most important source of non-wage labor costs are labor market regulations.

208. The single most important non-wage labor cost in Poland is the payroll tax. By most countries'
standards, Polish employers are burdened with very high payroll tax rates - 48.5% of net wages - most of
which is targeted towards social security expenses. High social security contribution rates are harmful to
formal employment in Poland. From the point of view of public finances, this is not a sustainable path
either.

209. Restrictions on hours of work can be costly. The new Labor Code limits the maximum number of
hours worked to 8 per day and 42 per week on average, in a calculation period not exceeding 3 months.
Polish regulations are more restrictive than EU-wide rules: the 1993 EU directive on hours of work sets a
maximum of 48 hours and it allows for plenty of exceptions. Compliance with the acquis can in this regard
contribute to lower labor costs.

Compliance with the acquis communautaire

210. Compliance with the acquis communautaire implies recognizing a set of minimum rights for Polish
workers and standardizing labor conditions with those prevailing in some of the most advanced countries in
the world. The gaps between Poland regulation and EU models are not so large. In most cases, they are due
not to the absence of legal provisions but to insufficient compliance with them. The process of legal
harmonization and the level of compliance in the key four areas of social legislation are:

a) Equal opportunity for men and women. The approximation of laws is still in process. Poland has to
address issues of equal pay and equal treatment for access to employment, equal treatment for
access to social security, occupational social security and protection of pregnancy and maternity at
work. No direct evidence on compliance with the law on equal pay and employment was obtained.
Aggregate figures show that: the gender gap in wages has been declining in the 1990s; the gender
gap in unemployment is significant and has been rising in the 1990s - particularly for those women
with vocational education.

b) Health and safety at work. Poland has adopted legislation which requires employers to assess the
risks to safety and health at work and to ensure that workers receive appropriate information and
training. Polish legislation is more permissive than the acquis regarding admissible health hazard



Chapter IV. Improving the Efficiency of Factor Markets 70

levels. However, the Polish government's program on "Safety and health protection in the working
environment" foresees a legal approximation process continuing up to the year 2000. Turning to
compliance, supervision reports of Polish authorities indicate that in most firms the conditions of
occupational health and safety are unsatisfactory, and the Central Statistical Office estimates that
around I million workers work under adverse or harnful conditions. Acceptable levels for
chemicals, dust, and noise are routinely exceeded. Improving health and safety conditions will
require expenditures by both firms and the state. The costs of compliance are bound to be large.
However, such costs should be balanced against gains. For example, the amount of disability and
family pensions stemming from accidents at work, travel to or from work, and occupational
diseases was estimated at 520 million European Currency Units (ECUs) in 1994. Benefits from
reduced accidents and illnesses are at least as large as the costs- estimates of these benefits range
from I to 4% of GDP (OECD, 1990). Given its lower starting conditions vis-A-vis the EU, Poland's
investments in reducing job safety and health hazards should yield a high return. Yet, adjustment to
the EU standards (before accession) has to proceed gradually to avoid the potentially disruptive
impact on firm's production costs and on unemployment.

c) Labor law and working conditions (firing costs). The legislation refers to collective redundancies,
safeguarding of employees in the event of transfers of undertakings or businesses, protection of
employees in the event of insolvency of the employer, and protection of young people at work. The
law has only partially been adopted but the main issue is the lack of an effective enforcement
infrastructure. With reference to firing costs, in general, the numbers of workers thresholds and
the periods involved in the Polish legislation for collective dismissals make it somewhat less
binding than the acquis. In this sense, the adoption of the acquis will raise the burden on firms.
However, this is probably not a large increase, since in Poland redundancy pay in the case of an
individual dismissal is very similar to that for a (more expensive) collective dismissal.

(d) Coordination of social security schemes. Coordination of social security schemes between EU
members will apply to all employees and self-employed workers and their families, ensuring that
they can freely move within the EU. Current Polish regulations limit coordination of social
security schemes across borders. For example, the right to a Polish pension is suspended if the
beneficiary migrates abroad; however, some coordination is being established through bilateral
agreements: pensions are already being transferred by EU countries to their nationals residing in
Poland (Belgium, France, and Germany) and also by Poland to its nationals abroad.

211. Compliance with EU regulations will in general give workers more rights, raising labor costs and
adversely effecting labor demand. For the state, implementing regulations means setting up ways to monitor
compliance by firms (labor inspection, for instance) and allow workers to exercise their rights (through
administrative and judiciary bodies). Budgetary resources will need to be devoted to these activities. Once
the broader impact of reforms is factored in, however, the net impact on economic efficiency and welfare is
not clear. For one, health costs may come down and (after accession) the coordination of social security
systems could enhance labor mobility. In some areas, such as maximum hours in a work week (higher in the
EU than in Poland), adoption of EU legislation can help to increase labor market flexibility thus bring down
the cost of labor, increasing labor demand. The preaccession strategy should thus focus on: a) adopting
early those EU norns that would make labor market institutions more flexible (like the EU maximum
number of hours in a working week); b) gradually adopting those reforms/or enforcing the compliance with
existing laws in cases where benefits exist but also entail transitional costs (health and safety at work); and
c) delay adoption of EU norms which will restrict flexibility (the case of firing costs).
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Poverty and the social safety net

212. Social assistance transfers are the main vehicle targeted towards short-term poverty alleviation.
Better targeting of social transfers (such as child care vouchers for the poor, subsidized day care for poor
women) can help to reduce poverty (Box 13). Safety net issues involved are dealt with extensively in a
number of World Bank reports on Poland (World Bank - Poland Country Economic Report - 1995;
World Bank - Poland Poverty Assessment - 1995) and thus are not further discussed here.

213. A long-term solution addressing the root causes of poverty is needed. The issue of low skills is
closely linked to the issue of poverty. Unemployment hits largely workers with low or inadequate skills.
At the same time low-skill workers see the deterioration of their earnings and income status. Both these
phenomena- the high incidence of unemployment and low pay- put families of low-skill workers at a
high risk of poverty. While economic growth has started to trickle down to the poor- the poor are less
numerous and the depth of poverty appears to be diminishing, the many people who remain poor are
increasingly those who are poorly educated; people with secondary or higher education levels are
moving out of poverty (Box 13). Human capital is becoming a decisive factor in determining the
incidence of poverty.

Box 13. POVERTY IN POLAND

Poland's transition to a market economy was accompanied by a deep recession in 1990-91, which led to high rates of
unemployment and increasing poverty. Poverty estimates for Poland range between 15-28 % of the population depending on
the cutoff measurement used. This rate remained fairly stable over 1990-94, but it appears that starting in 1995 the benefits of
economic growth have begun to reach the poor: poverty is declining, although slowly (a one % decline in both the incidence of
poverty and its depth was achieved). Poverty in Poland is shallow; the Polish poor are not desperately poor (in relative terms)
and their income is not far below the poverty line. The 1994 Poverty Assessment established that the leading cause of poverty
is a low working income (60 /o), followed by unemployment (35 %) and old age (5 %/6). Only a small portion of the poor live
in larger cities, yet less than one-third of all poor have links to agriculture. And, the poverty incidence is highest for children
with one out of five children living in poverty compared to 14 % for the population as a whole.

Social assistance transfers are available to households with per capita income below the minimum pension and where the
family or individual belongs to one of several eligible groups (orphans, homeless, long-term unemployed, physically or
mentally impaired, alcohol or drug addicts). The Poverty Assessment suggested better targeting social transfers (i.e. doubling
allowances to poor families with four or more children, providing child care vouchers to poor families, providing school
lunches to primary school children) as an effective way of reducing poverty. Some of the suggestions have been incorporated
in legislation.

Gender Issues: Shifts in the economy from male-dominated heavy industry have offered new possibilities to women and the
gender gap in wages has decreased. However, women account for the majority of the unemployed and women stay
unemployed longer than men. The gender gap in unemployment varies according to the level of education: the gap is small for
university educated women and those with a very low level of education, but large for those with vocational education. The
loss of subsidized day care also has had negative effects, particularly on poor families and single mothers who by necessity
were more likely to work and who in the past had received preference in the allocation of day care slots. Social sector
initiatives and projects that focus on unemployment or small-scale enterprise development that are supported by the World
Bank take care to ensure that gender-specific concerns are addressed.

214. A key long-term policy issue thus is improving the quality of education (discussed above) as
well as the coverage of basic education - particularly of marginalized students with disadvantaged
backgrounds. Functional illiteracy-which is strongly correlated with poverty and unemployment-is in
part a result of the inability of the school system to overcome handicaps resulting from disadvantaged
family backgrounds. There is increasing evidence that children from more disadvantaged backgrounds
derive greater benefits from good early childhood and programs than do more advantaged children and
that early childhood development programs tend to yield high economic returns both by reducing
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functional illiteracy and producing trainable and employable workers. The Polish government needs to
reallocate resources to remediate marginalized groups of students from poor families - focusing on
children (as well as on mothers).

Key recommendations and conclusions.

215. The process of raising living standards through higher efficiency will entail a sizeable amount of
reallocation of labor from declining sectors, particularly from agriculture, to those with better prospects.
The nature of labor market institutions is crucial for this process to be compatible with a falling
unemployment rate. For example, the current structure of unemployment benefits significantly reduces
job search incentives. Active labor market policies are too geared to subsidized job creation, either in the
public or the private sector, and too little oriented towards helping with placement and skill acquisition.
Special programs for the retraining of workers in agriculture, heavy industry and coal mining sectors will
be particularly needed. Geographical labor mobility is low. Here the main bottleneck is in the housing
sector, where reforms turning it into a functioning market have yet to materialize. Development of the
transport infrastructure can also play a critical role. Improvements are also needed in the education
system, particularly, vocational training and the development of curricula. Skills taught needs to be
broader, transferable, and in demand. Education needs to foster creativity and lifelong learning. Changes
in the education system, particularly to increase the scope and coverage of universal education, as well as
refocus the curricula of vocational education to make it more demand driven, will help to improve the
match between supply and demand for labor thus increasing mobility of workers across skills. The last area
is labor demand: Poland has to weigh the benefits from regulation against the costs it implies in terms of
higher unemployment rates. In particular, social security reform will help to reduce Poland's
exceedingly high payroll tax.

216. Compliance with EU social regulations in general give workers certain rights, raising labor costs
and adversely effecting labor demand. The preaccession strategy should focus on those reforms that make
labor market institutions more flexible.

217. Finally, while Poland has still to improve the targeting and design of social assistance to the poor,
there is a growing need to address the long-term causes of poverty. This requires more focus on general
education of the poor (given the strong correlation between poverty, unemployment and skills) but, more
particularly, on education of marginalized students from poor families.

C. Social Insurance Reform

218. Since the beginning of the economic transformation program in the early 1 990s, Poland's pension
system entered a phase of financial deterioration and became the most important source of the budget
deficit; had the pension system been balanced, Poland could have run fiscal surpluses in 1990-96.
Moreover, generous pensions discourage private saving and high contribution rates discourages demand for
labor and induce evasion. Reform of the social security system is the single most important structural
reform that the Polish Government and Parliament have yet to implement. While pension reform is not
formally required for EU accession, its positive impact on the budget, on saving rates, on labor markets, on
privatization and on financial markets will greatly contribute to economic growth, thus, indirectly
enhancing Poland's prospects for a rapid and effective integration to the EU.

219. The Office of the Government Plenipotentiary for Social Security reform, created in October 1996,
has prepared a comprehensive and radical plan for social security reform in Poland - key legislation has



Chapter IV. Improving the Efficiency of Factor Markets 73

already been drafted by the Government and submitted to Parliament for discussion and subsequent
approval.

Problems with the Current Pension System4

220. Combined pension expenditures increased dramatically during the transition. from 7% of GDP in
1988 to 15.5% in 1995. They represent the single largest social spending program in Poland, totaling about
one-third of all government expenditures. In part to cope with unemployment of the early 1990s, the Polish
government offered incentives for early retirement and disability coverage and conceded generous increases
in pension size. As a result, sharp increases were observed in: the old age dependency ratio (pensioners to
contributors) - up from 43% in 1990 to 62% in 1995; replacement rates (pensions to wages ratio) - up from
65% in 1990 to 78.2% in 1995; and the share of disabled among the population of pensioners - which more
than doubled to about 37% (among the world's largest). The combination of all these factors imposed a
heavy burden to the budget (3.8% of GDP in 1995-1996) and led to severe distortions in labor markets, with
the payroll tax for pensions equivalent to 45% of net wages (among the highest in Europe).

221. These distortionary mechanisms remain in place today (Box 14) and represent a real danger to
Poland's economy. Poland was left with a large number of generous old-age and disability pensioners,
and demographics that would deteriorate after 2005. Between 1994 and 2020, the share of men and
women eligible for retirement is expected to increase from 13.5 % to 19% of the population and the old
age dependency ratio from 23.2% to 34%. The pension system problem has been compounded by a series
of structural weaknesses that have hastened its fiscal deterioration.' These weaknesses include:
occupational-specific privileges (e.g., for miners, teachers, armed forces, police among others) that

Box 14. Poland's Current Pension System.

Poland's pension system consists of a publicly-managed, single-pillar Pay-As-You-Go (PAYG)
system; old-age, disability, and survivor benefits are paid through two off-budget funds, ZUS and
KRUS, for the general population and for farmers respectively. Benefits have a minimum guaranteed
and an upper limit and are based on a formula that considers a basic social assistance equivalent to
24% of the national monthly average wage and a part calculated on the basis of past income and
contributions. This makes the system a hybrid of basic social assistance and earnings-related, defined-
benefit pensions. Contributions are based on the payroll and paid only by employers and the state. The
government budget finances the gap between paid benefits and contributions.

reduce the effective retirement age; and weak contribution compliance, due to a sizable gray economy
and weak supervision that facilitates fraud (compliance in the pension system is estimated by the Office
of the Plenipotentiary between 70-80%). As a result, the Office of the Plenipotentiary estimates that to
balance the pension system, the contribution rate in 1995 should have been 51.1% instead of 45% and, in
view of current demographic trends, the balancing contribution rate in 2020 would have to be around 60%.

4 The estimates and figures of this section are based on the report "Security through Diversity" prepared by
the Government Plenipotentiary for Social Security Reform in Poland.

5 The problems in the existing system have been extensively analyzed in various documents: Poland CEM
(1995), OECD Report (1996), and various GoP publications.
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The Government Plan - Benefits andfeasibility

222. Tackling the budgetary burden of the current pension system requires, in the first place,
rationalizing the PAYG system. According to current proposals discussed in Parliament, this will be done
by a combination of: increases in the minimum retirement age (from 55 for women and 60 for men to 62 in
both cases); price-based indexation of pensions (based on the consumer price index of retired persons),
approved in late 1996; an increase in the wage reference period to the whole lifetime; and eliminating
sectoral privileges which were not already earned (that is, for all workers which are at more than 3 years
from the legal age for retiring). Another important feature of the social security reform proposal is the
equalization of the retirement ages of women and men. Women live longer and (under the current
regime) retire earlier thus, de facto, being subsidized by men while having less incentives to work.

223. Government plans propose also the creation of a multipillar system.. The multi-pillar system
proposed (Box 15) includes a mandatory earnings-related "notional" defined contributions (NCD) PAYG
pillar, a mandatory funded defined contributions pillar to be administered by privately managed pension.
funds, and a voluntary retirement pillar. In addition, the state guarantees (through the budget) a minimum
pension - if the first and second pillars do not suffice to provide the minimum pension, the budget provides

Box 15. The Proposed Multipillar System

The proposed pension system in Poland would be composed of three pillars:

(1) The first pillar, remaining within the PAYG framework, would be mandatory and the value of benefits
would be strictly dependent upon the value of contributions paid in, 15 % of the net wage in the form of a payroll
tax, as well as the period in which the contributions were paid. The pillar should be of a notional defined contribution
(NDC) type, in which the notional (virtual) capital would be accumulated by every participant throughout a working
life - the rate of interest on contributions will be linked to the growth in real terms of the all wages and salaries paid,
i.e., pay and employment. The annual pension would be determined by dividing this capital by the average life
expectancy at the age of retirement (of women and men together). Workers will also contribute 21 % of their net
wages to the first pillar in exchange for disability and survivors benefits, i.e., total contribution to the pillar would be
36 % of wages. The people who do not "collect" enough money to receive the minimal pension (amnounting to about
26-28 % of the average wage - currently it is about 37 % of average wage) would receive financial support from the
budget to supplement the pensions from the first two pillars until the sum equals the minimum pension, i.e., a "zero"
pillar underneath the PAYG pillar. All contributions to this pillar are tax exempt; benefits are taxed.

(2) The second pillar also would be mandatory, but it would be a fully-funded (FF), defned-contribution
system of privately-managed pension funds, similar to those recently implemented in Latin America (separation
of managers and fund assets, heavy regulation on investment limits, relative rate of return guarantees). 9 % of the
net wage in the form of a payroll tax would go to this pillar. Benefits from the open pension funds at state
retirement age should be used to purchase an annuity in a life insurance company. All contributions to this pillar,
including income from investments made by the pension funds, are tax exempt; benefits are taxed.

(3) The third pillar should be based, as it is presently, on the willingness/capacity of individuals to save
and also on employers' interest in assuring additional pension benefits for their employees. Contributions and
income are taxed except for a small bracket; benefits are not taxed.

There are two options for the switch to the new system; both options include a mandatory conversion of
the first pillar into an NDC one - except for those which are 50 or more who will remain in the "modernized"
PAYG. The first option envisages a mandatory switch of everyone under age 30 to the FF pillar. The second
option envisages a voluntary switch of everyone under 50 to the FF pillar.
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the supplement needed to match it; survivor and disability pensions are covered by the first pillar. The
financial and macroeconomic benefits of introducing a funded pillar have sparked the public interest in
social security reform. In particular, the system proposed would allow to bring down replacement rates from
78% in 1995 to about 40% (for a representative worker that worked 50 years and assuming that the rate of
return of the FF is I percentage point higher than the rate of return of the NDC - based on calculations of the
Plenipotentiary Office) while creating incentives to comply (as under all pillars, benefits are strictly linked
to contributions) and to work (as workers benefits improve if they delay retirement). In view of the
budgetary benefits described, the Plenipotentiary Office estimates that it will be able to reduce, over time,
the payroll tax that finances the NDC pillar down from 15% to 9% of net wages, i.e., the same contribution
rate as the FF pillar

224. PAYG schemes give governments the opportunity to develop income distribution policies
through the pension system. However, in most cases, the possibility of paying benefits different from the
actuarial value of past contributions has led governments to bow to pressure groups seeking higher
benefits without securing the necessary financial resources. As a result, the distributive effects of the
PAYG scheme tend, in many cases, to be arbitrary and even regressive The NDC - PAYG pillar
proposed, as well as the FF pillar, are aimed precisely at linking in a transparent and equitable way
contributions with benefits thus avoiding the above problems. The redistributive objective is mainly
being addressed by the minimum pension (so called zero-pillar).

225. In addition, the introduction of the FF pillar will contribute to deepen capital markets. Stock
market capitalization in Poland could more than double if the pension funds were to invest their proceeds
in the stock market over the next ten years. Pension funds could play a very important role in the
financing of housing, infrastructure and environmental needs through, for example, the purchase of
mortgage and/or municipal bonds.

226. The transition to the multipillar will imply a loss in revenue to the NDC system resulting
primarily from the transfer of 20 % of the payroll tax to the FF pillar (about I % of GDP)6 - although if
contingent liabilities (as those of the PAYG system) were included in the budget, the loss in revenue
would be equivalent to the cancellation of contingent liabilities and the overall deficit would be
unchanged. One key restriction faced by policymakers is that the maximum loss in revenue of the reform
resulting should not exceed 2 % of GDP in any single year. This loss in revenue, estimated to range
between 1.5 % of GDP in 2000 to 1.9 % of GDP in 2010 - would be financed by: (i) government bonds
which can be (at least partially) redeemed with revenues from the sales of shares of SOEs and
privatization of banks - Poland envisages allocating about PLN 40 bn of the state assets to be privatized
to fund the modified PAYG (privatization receipts, according to the Plenipotentiary Office, are estimated
to be 1.9 % of GDP each year in 2000-2005); and (ii) the rationalization of the first pillar - as described
above. According to the Office of the Plenipotentiary, the revenue loss would be more than offset by the

7financing sources.

6 Other costs of the reform include: the introduction of a ceiling of 250 percent of average wages for NDC
contributions (there is a similar ceiling for NDC benefits), the introduction of a uniform minimum contribution base
for the self-employed and partial tax relief for the 3rd pillar.

7 The assumptions were: GDP growth 3%; 3rd pillar social security tax relief 7%; number of pensioners
receiving the minimum pension 60,000; minimum pension supplement 262 PLN; wage bill above 250% of average
wage 2.6%; unchanged wage distribution by age; unchanged wage bill share in GDP; unchanged share of self-
employed.
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Pension reform - design issues

227. While the current government proposal is well suited to tackle the problems that it wishes to
address, in searching for the best options, policymakers may wish to carefully examine a number of
additional design options/issues.

i. Switching to the new system. Optional or compulsory? Should workers have the right to switch
to the FF pillar or to stay in the PAYG pillar? The first problem relates to legal aspects (for
instance, the Constitutional Court in Hungary has ruled that workers have the right to stay in
PAYG) and public relations (since such reforms often encounter opposition, it may be prudent
to recognize workers' right to choose). A second issue is related to transitional costs. While the
long-term goal of reform may be to eliminate the PAYG scheme and fully replace it by a fully-
funded system, it may be advisable to regulate the speed of transition to avoid short-term
financial problems. This can be done through compulsory switching, optional switching or a
mix of the two (as the government proposes). If its optional switching, the government can still
influence the level of switching through key parameters. For example, if the government wishes
to avoid a large level of switching it can either increase the rate of return of the PAYG
contributions or offer a lower accrual from past contributions to the PAYG to those that switch
to the FF pillar. A third issue is related to the pricing of the option to switch. Because
contributors tend to place a higher value on the option to switch to a FF pillar (as demonstrated
by the recent experiences of the U.K., Argentina, Uruguay and Peru), workers may be willing to
renounce some of their accruals from past contributions to the PAYG in exchange for the right
to switch. Furthermore, because the young workers tend to value more this option, the
government may be losing a fiscal opportunity by making the switch compulsory to all those
workers under 30 (as is currently proposed). Models can be used to consider the effect of
individual expectations and tastes (such as trust in long-term reliability of private managers,
distrust of government officials) on the optimal accrued rights benefit structure.

ii. Disability and Survivor Pensions in a Multipillar Scheme. One significant problem with
multipillar scheme arises with the financing of disability and survivor benefits. Because either
case may occur at any age, a worker may have too few contributions accumulated. Therefore,
these benefits must be structured as defined benefit schemes. The government does not propose
to change the current scheme in which the cost is fully covered through the first pillar - these
benefits are covered by large contributions made by workers totaling 21 % of net wages. This
has the advantage of avoiding complexities regarding insurance-type schemes. One potential
problem of such a scheme though is that it could weaken incentives to consider the pension
system as an individual savings scheme. An alternative option is to maintain the multipillar
scheme for these benefits. This would imply that both the fully-funded and the first pillar would
be paid and benefits draw from them. However, in this scenario, benefits from both pillars may
still be inadequate to cover the defined benefit; disability and survivor insurance is necessary to
cover the possible difference between the accumulated funds in the individual account and the
necessary capital to acquire an annuity for the amount of the defined benefit. This insurance may
have a cost (approximately 1 % of covered wages in Argentina and Chile), but increases the
transparency in the system. In this case, careful consideration should be given to the way the cost
of insurance is distributed, for example, working-age males have a higher probability of dying or
becoming disabled than working-age females.

iii. Supervision. The creation of a new industry (managing private pension funds with
compulsory contributions) requires the creation of both a regulatory framework and a
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supervision agency. Pension funds with compulsory participation have a number of specific
characteristics that set them apart from other financial institutions. Because pension funds
performance can only be fully assessed over the long-term, consumers may find it difficult to
evaluate and compare the services of different managing companies. Since contributions are
compulsory and state financed warranties are offered, free market conditions do not fully apply.
Thus, a long-term approach must be taken when defining topics such as guarantees, competition,
and investment limits. Provisional draft legislation includes regulations to address such critically
important issues as separation of managing company and fund assets; appointment of assets
custodian; investment limitations (to force diversification and avoid higher risks); periodic
reporting to fund members and the supervising agency; relative minimum returns; and
limitations on fees structure. Some additional topics also need to be addressed, including strict
requirements regarding authorization of operations of managing companies, specific rules on
annuity and insurance markets, and control of potential market manipulation. In addition, an
independent agency, with as much autonomy as possible, should be created with the exclusive
mission of supervising managing companies. One critical aspect of supervision is to shield the
accumulated funds from the possibility of being used for goals different from retirement. Giving
autonomy to the supervising agency will certainly limit this possibility. The case for an
autonomous supervisory agency will be further strengthened if the government ends up
guaranteeing minimum returns of the funded pillar (as currently proposed). Box 16 describes
desirable characteristics of supervision agencies.

Box 16. Desirable Features of Pension Supervision.

The head of the supervising agency should be insulated from partisan or sectoral pressures. He should be appointed
for a preset period of time, and have some type of parliamentary approval.

The agency should have power to authorize operations and to penalize, and even cancel, authorization to operate if
basic rules are not followed.

The agency must receive daily information on funds operations, and be responsible for the calculation of funds'
value and return, based on market information.

The agency must assume as a critical responsibility the promotion of increasing transparency in the market, by
publishing statistical reports and studies on the evolution of the system.

Supervising staff should be highly trained and protected from being co-opted by managing companies. To reach this
goal, strict personnel selection processes should be defined, in-house training programs organized, and salaries made
competitive with those of the industry.

Key recommendations and conclusions

228. The pension system is imposing a high burden to the budget and distorting factor markets,
especially labor markets. The design of Poland's new system must tackle several problems at once: a very
high and distortional payroll tax; sector-specific privileges; large expenditures in survivor and disability
benefits; a generous old age retirement replacement rate; liberal early retirement; and (at least in the past)
liberal disability insurance. The proposal of the government - rationalization of the PAYG, introduction of a
multi-pillar system with privately managed pension funds and creation of a strong and independent
supervisory agency for pensions - are well suited to fix most of these problems. The system is also well
designed to simultaneously address fiscal sustainability issues along with gender and old age poverty issues.
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A rapid approval by Parliament and rapid implementation of the reforms will greatly contribute to
consolidate Poland's structural reform agenda thereby supporting fast and sustained growth. In the process
of calibrating the reform, the government could consider several alternatives. For example, budgetary
savings could be made by adjusting the accruals on past contributions of those that exercise the option to
switch to the fully-funded pillar. This could (simultaneously) help the government to regulate the speed of
transition. The government could consider introducing an insurance-type system to lower the cost of
survivor and disability pensions.
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CHAPTER V. MANAGING THE TRANSITION: POLICIES FOR SOCIAL AND
ENVIRONMENTAL SUSTAINABILITY

229. In general the adoption of EU directives and regulations should proceed smoothly during
preaccession. In some cases, however, adoption of some specific and potentially costly regulations may
have to be delayed until accession is nearer, e.g., the price structure of the Common Agricultural Policy
(CAP). And in other cases, the EU and Poland might find it practical and desirable to phase in the
adoption of certain directives over a transitional period, e.g., some aspects of environmental compliance-
if only because of the time needed to develop the necessary infrastructure.

230. In view of agriculture's high share of employment and relative backwardness, approximation to
the EU will speed up the already inevitable transformation of Polish rural areas. Improving the
competitiveness of Polish agriculture and agroindustry is thus a key development objective. It will
require a combination of: strengthening market institutions; institution building; and promoting service
and non-farm rural activities. In this context, the reallocation of agricultural production will succeed only
if based on a long-term comparative advantage resulting from market prices.

231. Rural transformation is likely to displace a large number of workers possibly compounding
concerns about potentially undesirable and uneven impact across regions of downsizing of heavy
industry and coal mines. These concerns are shared by the EU which is prepared to play a role in the
process of regional convergence of poor regions (areas with an income of less than 75 % of the EU
average) to the EU average. Poland will benefit from having a regional policy to manage the transition to
EU membership.

232. Poland also faces a formidable task in complying with the high environmental standards set by
EU environmental directives. However, the overall goals are not substantially different from those that
Poland would have developed without accession, although compliance schedules may be significantly
accelerated in many cases, requiring important administrative, institutional or procedural changes.
Working towards meeting the requirements of the EU environmental directives is increasingly shaping
the country's environmental agenda. Public and private sector investments will be required in substantial
amounts, particularly in the water, waste water and air pollution subsectors. Ultimately, Poland's
acceptance of EU standards will be part of its political commitment to entering Europe on an equal
footing. If carefully planned, meeting these goals offers environmental policy-makers an opportunity to
take bold decisions that may be politically difficult without this stimulus (e.g. moving further towards
river basin management), not to mention access to structural or transitional funding for environmental
investments.

233. The following three sections discuss key aspects of the preaccession strategy in the areas of
agriculture, regional policy and the environment.

A. Agriculture

234. Agriculture is a distinctive feature of the Polish economy and society. A stable portion of the
population, about 40%, lives in rural areas and agriculture accounts for about 25% of total employment.
Low productivity though, limits the share of agriculture output to barely 6.1% of national output and thus
accounts for the high concentration of low-income population living in rural areas. While agriculture
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remained majority-private during the socialist period, it is only in 1990 that Polish agriculture started to
adjust to market incentives; it still remains subject to significant state intervention - albeit less than in
most European countries. Agriculture also constitutes a major area of concern considering: the large
poverty problem observed in rural areas (albeit less so in farming per se); the likely employment shift
away from agriculture; and the technical harmonization to prepare for accession to the EU. The Polish
state has an important role to play in agriculture. However, such role is not in direct intervention,
participation in markets, price support or production subsidies. It is rather in creating market incentives
and institutions, providing training, facilitating technical harmonization with the EU, and providing basic
"public good" infrastructure and income support to the poor.

Despite liberalization achievements, intervention is still widespread.

235. The liberalization of prices and trade, withdrawal of consumer subsidies, privatization (and
demonopolization of sectors formerly dominated by SOEs), and adjustment of the role and function of
state versus the private sector, resulted in a more competitive environment for agriculture and
agroindustry. However, intervention persists in areas such as (a) often ad hoc operations by the Agency
for Agricultural Markets (ARR); (b) the system of credit subsidies and guarantees of the Agency for
Restructuring and Modernization of Agriculture (ARMA) and ARR; and (c) higher tariffs. In 1995,
transfers and subsidies to agriculture represented about 17 % of the agricultural GDP, a figure in line, in
relative terms, with the CAP transfers.' Other direct or indirect transfers, such as transfers for the
replenishment of the Bank for Food Economy ,BGZ), or from the resources capitalized by ARR, ARMA
and the Agricultural Property Agency (APA), have to be added to this figure. The overall level of
support to Polish agriculture has resulted in part from the increase of farm protectionism with a net
Producer Subsidy Equivalent (PSE) increasing from 9% in 1989 to 21% in 1994 - which is still less than
half the PSE of EU agriculture. Meanwhile, the Consumer Subsidy Equivalent (CSE), which was
positive in the early 1990s, became negative, at -18% in 1994, showing an increasing implicit tax on
consumers.

236. About 90% of the land of the former state-owned farms has been either leased out (in most
cases) or privatized. The remaining state-owned 4.05 million ha. are for the majority leased to the
employees and to a smaller extent still managed by APA - a substantial part of this land lying fallow.
Limits to foreign investment in farmland have contributed to slowing down the privatization process.
Privatization of agroindustry is well underway - about 70% of state-owned agroindustrial enterprises
have been privatized - with significant participation of foreign capital. The remaining agroindustrial
state-owned sector primarily consists of large enterprises with more than 250 employees. The most
significant delays in the privatization process are in the sugar, spirits and cereal subsectors.

The productivity gap with the EU remains large

237. Poland faces the challenge of catching up with EU productivity and, in some subsectors, with EU
quality standards (milk, low meat content in pigs, beef). On average, land productivity is about one third

I As an element of comparison, in 1994, transfers from the EU budget to agriculture amounted about 17.6 %
of the agricultural GDP for the fifteen countries.

2 The 3 state agencies in charge of implementing a substantial part of the agricultural policy-ARR, ARMA
and APA-have also built up substantial resources independently of the yearly budget transfers. These amounts are
not published and some elements such as the expenses to replenish the strategic reserves remain strictly confidential.
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of land productivity in the EU-12; and labor productivity, about one tenth, on average, of the EU-12.
Inefficient land and rural financial markets, poor physical rural infrastructure, weak management skills,
and the small average size of farms (just over 6 hectares) underlie the productivity gap.

238. Part of the low productivity is linked to the fact that agriculture is part of the social safety net.
Only about a third of the 4 million people employed in agriculture is reported to have agriculture as the
main source of income. The other two-thirds are part-time farmers, or pensioners with non-farm sources
of income, including social security allowances. However, even for the 1.4 million for whom the main
source of income is agriculture, and for which average farm size is in the 12-15 hectares range (closer to
EU standards), labor productivity remains significantly below that of EU countries.

Table 7: Selected agricultural statistics
1989 1994 1995

Agricultural GDP (billion PLN) 1.0 13.2 13.5
Share of agriculture in GDP (%) 11.8 6.2 6.1
Share of agriculture in total employment (%/6) 26.4 25.9 25.0
Share of food, beverages. & tobacco industries in GDP (%) 6.8 9.4 9.3 (a)
Share of food, beverages. & tobacco industries in total employment (%) 4.9 5.1 4.9 (a)
Share of agricultural. & food in total exports 11.4 11.6 9.3
Share of agricultural. & food in total imports 12.5 10.3 9.6
Agricultural. & food trade balance (S millions) (b) 255 -224 426
Budget support to agriculture, food and rural sectors (000,000)PLN 6,726 8,660
of which:
budget transfers and subsidies (000,000)PLN 1,917 2,305

transfers to the private farmers pension fund (000,000)PLN 4,809 6,355
Total public sector interventions in rural finance markets (c) 293 572(d)
(000,000)PLN
Average private farm size (ha) 6.3 6.7 6.7
Share of private fann land (% of total farm land) 80.3 87.2 89.8
Sources: OECD; Polish statistics
(a) Provisional
(b) On the basis of official custom data, but excluding unrecorded exports
and imports
(c) Excluding financial activities by APA
I(d) Plan budget for 1996: 1,033 million PLN

239. Between 1989 and 1995, the share of agriculture in GDP declined from 11.8% to 6.1% (Table
7)3 . The declining GDP share was due in part to the deterioration of agricultural prices. Since 1990, after
the reduction of input subsidies, agricultural wholesale prices have not kept pace with the resulting new
prices for inputs. This resulted in a price-cost squeeze for agricultural producers (Figure 2), and in a less
intensive utilization of agricultural inputs. This squeeze is a common element observed after market
forces begin to take over from administrative pricing.

240. The competitive threat to Polish agriculture stems as well from the long-term trend of real
appreciation of the zloty which adversely impacts Polish agriculture via the higher cost of labor and
services (i.e., non-tradeables). This further highlights the importance of faster agricultural productivity
growth.

3 The agro-food sector declined from 18.6 percent to about 15.9 percent during the same period.
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Reform of the CAP - Implications for Poland's accession to thte EU

241. With few exceptions, since
the launching of the CAP the EU Figure 2: Price relationships between agricultural inputs, output and
has chosen to maintain its food
agricultural support prices at levels 2 Food prices/ag. output prices
well above the world markets.
Polish agricultural prices remain 150
generally below EU prices. At the
time of its accession to the EU, 100 i
Poland could, assuming no change
in the CAP, expect to get higher 50
agricultural prices. However, since
the second half of the 1980s, the 0 .

EU started to bring its support
prices down, closer to world 1988 1989 1990 1991 1992 1993 1994 1995
prices. Reforms of the CAP in Source: OECD Centre for Cooperation with the Economies in Transition (1996)

1992 resulted in further reductions
of price support as well as in
greater income support.4

242. There are indications as well that the CAP 1992 process is likely to continue in the future.5

Further reductions of support prices and a gradual switch to new types of direct payments to farmers,
based in part on environmental criteria (to be defined), also are anticipated. Set-aside programs are likely
to be reduced or even suppressed under the proposed direct linkage of EU cereal prices with world

6
prices..

4 Concerning mainly the cereals, oilseeds, protein crops and beef markets, the 1992 reforms constitute a
significant switch from price support to income support with (a) a reduction by one third of the cereal intervention
price; (b) the elimination of price support for oilseeds and protein crops; (c) compensation through direct area
payments (for areas subject to set aside); (d) reduction of intervention prices for beef, (e) compensation through
direct headage payments subject to a maximum stocking rate; (f) a quantitative reduction of intervention buying for
beef; and (g) a series of non-market based accompanying measures.

5 In his Agricultural Strategy Paper presented at the Madrid summit of December 1995, European
Commissioner Franz Fischler examined three options for the CAP: (a) status quo; (b) radical reform; or (c)
continuation of the 1992 approach. The economic environment under which these options will be examined by the
EU Council of Ministers makes the status quo and the radical reform options very unlikely.

6 There is little or no pressure for change in the sugar sector, with the small budgetary costs involved in its
two-tier system. Milk has always been a significant source of income for a large number of farmers--particularly
those in disadvantaged regions--and is socially difficult to liberalize. However, the current regime for milk ends in
the year 2000 and a proposal by the Commission is being prepared for presentation in 1997. A suppression of
production quotas for milk could result in a dramatic decrease of milk prices to avoid the build up of large surpluses
or costly export subsidies.
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Convergence to the CAP

243. Harmonization of the institutional framework with EU norms and advancing the structural
reform agenda are the key to strengthen the competition framework. A number of reforms that have
already been implemented have been inspired to a large degree by EU legislation and institutions. A
number of additional institutional reforms will be required for admission to the CAP, particularly in the
fields of quality standards, development of trade associations, and the re-orientation of state agencies
towards the future needs of the CAP. Most of these reforms are desirable in their own right and should be
pursued regardless of accession.

244. One of the challenges which Poland will have to face on joining the EU is choosing the right
path to approach the future CAP. The fact that the European Commission will be coming up with
proposals to reform the CAP over the next years is further evidence of the difficulties of aligning
agricultural policies. The most desirable objective is to improve the agricultural productivity to reduce
the gaps between Poland and the EU. A rapid growth of the price support level would be
counterproductive; the resulting short-term increase of farmers' incomes and apparent productivity
improvements due to artificially higher prices would minimize economic incentives to restructure and
modernize agriculture. Wrong signals sent to producers through the distorted price structure would lead
Polish producers to invest in areas where no real comparative advantage exist and would result in an
excessive increase of output and the piling up of surpluses. The trend towards reduced price intervention
of the CAP could only further exacerbate these problems - as Poland will then have to undo its price
support policy possibly having to compensate producers for their lost income through the budget. The
misallocation of resources would have a detrimental impact on the overall growth of the economy, while
inflation would increase due to a faster rise in food prices. A rapid increase in support prices in Poland
prior to accession would also lead to large economic costs (subsidies to producers paid by consumers
and/or the budget).

Structural and institutional reforms

245. After about six years of reforms, the performance of the agricultural and food sector has mostly
improved. However, there is still a large scope for improvement, particularly, where rigid and
conservative behaviors of farmers and agroindustrial entrepreneurs result from slow privatization and
intervention by state agencies. Even in those cases where intervention has been associated with
modernization - for instance, preferential credit helped to modernize the dairy industry - , the
intervention target has not been properly justified - the dairy industry can be hardly classified as a public
good to support it with public funds - nor the intervention instrument has been efficient - grants are a less
distortive means of subsidization than credits.

246. The overall performance of the rural economy depends on the functioning of the interdependent
stages of the marketing chain from the delivery of agricultural inputs and services, to production,
wholesale marketing of the agricultural output, processing and distribution of the final products. The
incentive framework under which these various stages operate, the techniques they use and the
constraints and risks they face, are core factors that explain the level of performance of the sector. The
adjustment and modernization of the farming and agroindustrial sectors will thus result mainly from: (i)
a transparent and predictable agricultural price and trade policy; (ii) the strengthening of market
institutions and infrastructure and reduced intervention by the Agency for Agricultural Markets; and (iii)
access to modem technology including modem marketing and market-based risk management
techniques. Key reforms in the following areas are discussed in tum: farm restructuring, agricultural
marketing and services, agroindustry and trade associations.
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i) Farm restructuring

247. Farm restructuring through a well-functioning land market is crucial for the future
competitiveness of Poland. Market pressure for cost effectiveness increases the need for a well-
functioning land market for both the actual exchange of land property and the leasing of land. Not only
the large majority of farms are of a very small size, but the fragmentation of land very often results in
very small and non-conti uous plots. Significant action has already been taken regarding the facilitation
of farmland transactions, but this is just a starting point toward a dynamic land market that would
include (a) an efficient system of standard contracts to transfer ownership, or lease land; (b) an easy-to-
apply system for permitting the use of land as a collateral for financing farm investment and permanent
working capital; (c) the introduction of a low cost process for the resolution of disputes; and (d) an easily
accessible information system land transactions, prices and ownership. APA could prepare itself in
developing instruments similar to those in effect in several EU countries, to facilitate the consolidation of
parcels.

248. Completing the privatization of state farms can lead to gains in productivity. The sale of
remaining state farms ought to be speeded up; this process could be facilitated by streamlining
privatization procedures and eliminating restrictions to foreign entry. Acquisition of real property by
foreigners (physical persons or legal person) is permitted but requires the formal authorization from the
Ministry of Internal Affairs after a positive opinion from MAFE is given; as a result, until April 1996 -
only 81 ha. had been purchased by foreigners. Liberalization of foreign entry into the land market is
bound to have a strong positive impact on land prices, thereby benefitting existing farmers, and in
general on the development of land markets.

ii) Agricultural marketing

249. Reduced intervention by ARR and faster privatization would enhance the functioning of the
marketing chain. The poor performance of wholesale marketing services in most agricultural subsectors
affects the competitiveness of both agriculture and agroindustry. The non-predictable intervention of
ARR is a non-market based risk which is unhedgeable by private traders. Market intervention by ARR in
the grain market and slow privatization in the cereal storage and processing sector reduces incentives to
investment by the private sector in the storage and trading of grain. Most of these activities need to be
reviewed and to a large extent privatized to harmonize ARR with the intervention and market
information role of its counterparts in the EU.

250. The development of the private marketing cooperative sector will help to increase efficiency. In
the EU, the fruit and vegetables, sugar, dairy and grain subsectors benefit from a higher marketing
performance as a result of the high level of competition created by the cooperative sector. This does not
exist to a significant extent in Poland. Support to such development needs to be based on a long-term and
grass-root effort in the form of training of farmers and managers of genuine private cooperatives,
assistance (legal, organization, recruitment) to the constitution of new local cooperative, mentoring and

In particular, all limitations on the size of private farms have been eliminated, private notaries have
replaced state-owned offices, land registration is gradually computerized (about 80 percent of the land in Poland)
and the computerization of mortgages (registries) has started.
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technical assistance from retired farmers with an experience in managing small- or medium-size
cooperatives in another country.

251. Strengthening the wholesale marketing infrastructure will benefit agriculture producers and
agroindustry. A large number of private markets has emerged over the last five years. For livestock as
well as for fruits and vegetables, together with a well-equipped network of rural local markets, regional
wholesale exchanges would facilitate and help concentrate the actual exchange of such products at
regional reference places. This would also result in a better price discovery system to feed the private
and public market information services.

iii) Services to agriculture

252. Promoting the transfer of employment between agriculture and its service industry is
economically desirable. Farming reforms and faster privatization of agroindustry are crucial to boost
their incomes and consequently increase their potential demand for rural services. The latter can improve
access of both farmers and agorindustry to modern inputs and to efficient marketing and processing
services. While in the EU it is considered that for each person employed in agriculture, agricultural
services employ between 2 or 3 employees, in Poland for every 4 persons employed in agriculture, only
I is employed in agricultural services. With an appropriate effort in training (technical skills as well as
managerial skills), in the development of rural infrastructure and in the financing of rural services, these
figures would suggest a significant scope for the transfer of labor force from agriculture to the service
sector.

253. A "minimum" level of infrastructure is an important factor conducive to economic growth in
rural areas. Over the last six years, the MAFE has started implementing a program of development of
rural infrastructure, in part cofinanced by the local authorities. ARMA facilitates the development of
basic infrastructure and ARR has been financing market infrastructure in the form of commodity
exchanges. In the context of the expected adjustment of employment in rural areas, a reallocation of the
resources managed by these agencies toward less credit subsidies or guarantees to agriculture and
agroindustry, and more cofinancing of rural infrastructure, would need to be considered. The preparation
of a master plan for the development of rural infrastructure with a special emphasis on disadvantaged
regions would facilitate the mobilization of resources -- private and public, possibly in collaboration with
the PHARE Program/structural funds in the future.

254. Improved access to financial markets at market terms is critical for investment and economic
growth of the sector. Rural financial markets in Poland are typically characterized by a low level of rural
financial intermediation (particularly for small farmers) and intervention by the State. The preferential
credit program to agriculture and agroindustry needs to be revisited: a) about 65% of subsidized loan
volume in 1995 was used to purchase crops after harvest, and, as a result, a majority of the loan subsidy
for that purpose reportedly flows to the agroprocessing sector and not to the private farmers; b) less
profitable projects qualify for financing with the subsidy (thus distorting the allocation of resources); and
c) many of the recipients of preferential credit in agriculture are profit-making farmers who have the
ability to pay positive real interest rates. Moreover, subsidized loans act as deterrents to increased
commercial bank participation in rural financial markets areas (commercial banks are likely to target
agroindustry and large farms). It would thus be useful to reduce/eliminate the preferential credit and
guarantee system, which is 75% channeled through the cooperative banks and BGZ. Efforts should be
focused on: the development of a reliable warehouse receipt system - mostly by the private sector (and
currently being prepared and supported by ARR); strengthening of the independent cooperative banking
sector (coops can acquire information at low cost and can use peer pressure to enforce loans to small
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farmers); improving rural cadastres and streamlining collateral arrangements for loans in rural areas;
facilitating information on the credit history of farmers; strengthening the local bank's abilities to
diversify risk through the interbank market, eliminating subsidized interest/guarantees; and preventing
unfair competition for bank deposits from BGZ (which still has a 100% deposit guarantee until 1999).

iv) Agroindustry

255. Speeding-up the privatization and facilitating mergers and acquisitions would facilitate the
emergence of a restructured and more efficient outlet for agricultural products and would strongly
improve the prospects for competing in the EU single market. Priority for privatization should be given
to the cereal storage and processing sector; to the sugar processing sector; and to large meat processing
enterprises and slaughterhouses. The reduction of processing cost (economies of scale) will lead to
mergers and acquisitions in numerous subsectors such as sugar processing, potatoes processing and dairy
processing for which the size of the individual units are suboptimal. The government should facilitate/or
at least not obstruct this process (which prevails in the EU).

256. Streamlined quality control is a key factor toward a better performance of agroindustry. The
responsibility of the participants in the food marketing chain is to ascertain the quality of the products
delivered to their clients, in particular in relation with potential health hazard, environmental impact, and
other services attached to the product. The government is aware of the pending problems of
harmonization with the EU system, of the legislation on these matters and of its enforcement. Among
the decisions to be taken, together with the transfer to private sector of a rather large number of tasks
currently undertaken by numerous state agencies, a reduction in the number and a substantial
reassignment of the roles of implementing state agencies on standards, quality control, health safety, is
urgently needed (see Box 17). To avoid non-tariff barriers within the single market, Polish agricultural

Box 17. Selected areas of adjustment and harmonization regarding agricultural and food quality in Poland(*)

The organization of the collaboration and of the consultation with private sector by government ministerial
departmnents and agencies with the objective of developing a guiding force for change with a clear focus on private sector
development and competitiveness, and on consumer needs;

* The revision of legislation and regulation regarding food standards and quality to ensure harmonization with the EU directives
listed as an "acquis communautaire";
*The development of a food legislation data-base linked to the related EU data-bases;
*The preparation of industry guidelines for the compliance with the EU food hygiene directives;
*The redefinition of terms of reference, working practices, staffing and management structures, operational and financial
controls of food control agencies at both state, regional and local levels; the rationalization of the services and the coordination
between these agencies; the privatization of selected departments of these agencies; and
*The training, organized in collaboration with private trade organizations preferably at the subsector level, of Polish specialists
on quality management; instrumentation, and EU directives.

(') This box draws upon reports made to the Polish government under the ADF restructuring of public agencies technical
cooperation program. (Natural Resources Institute, 1995)

and food products need to be considered at least equal to those of other EU countries in terms of quality,

safety, environmental impact. This will also facilitate foreign direct investment in the sector - such
facilitation would in turn bring crucial technological and financial improvement
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v) Trade associations and interprofessional organizations

257. Increase representation of the private sector in the various agricultural and food subsectors.
Among the services that such representations can provide are: consultation with state agencies
intervening in the subsector: analysis and information oln markets and regulations (domestic and foreign);
organization of technical or commercial training programs: contracting for research on issues of common
interest with domestic or foreign institutions; and organization of first instance arbitration of trade
conflicts. Technical cooperation from similar foreign organizations could be explored to facilitate a good
understanding of the role of such organizations.

Key recommendations and conclusions

258. Polish agriculture will face strong competition in EU agricultural markets. This endeavor will
entail advancing the structural reform agenda to further strengthen the competition framework; adjusting
the quality of agricultural and food products; improving the efficiency of land and rural financial
markets; harmonizing the institutional framework with the EU norms; developing rural infrastructure;
completing the privatization of agroindustry; and developing the infrastructure of rural markets (e.g.,
wholesale markets). Premature adoption of EU relative prices would not advance the objective of
strengthening competition during preaccession. In any event, the CAP should be regarded as a moving
target in which rural support has been progressively decoupled from price support. The role of the state
in Polish agriculture should shift away from price support and production subsidies toward enhancing the
functioning of market institutions, developing basic infrastructure and providing training amd income
support schemes to the truly vulnerable.

B. Regional Policy

259. Increased interest in regional development in Poland is triggered by the perception that the
economic transformation may have had negative consequences on income differentials across regions,
the uneven distribution of unemployment among Poland's voivodships, and the feared consequences of
(as yet incomplete) conversion policies in aging or old industries (e.g., coal and steel) and sectors where
significant restructuring is required (e.g., shipbuilding yards and the agricultural sector). Because of the
interest by the EU in bridging income gaps and addressing sectoral deficiencies, the prospect of
accession to the EU is another important driving force of the discussion on regional policies.

260. Determining the confines of a regional development program requires a three-pronged task:
defining the problem to be confronted and the objectives to be pursued, choosing the instruments to
accomplish these objectives, and providing the institutional and organizational arrangements which will
enable to attain them. Lack of clarity about the task being faced may lead to inappropriate, and often
counterproductive and costly, policy proposals.8

8 The promotion schemes used in Argentina and Italy have been unsuccessful in supporting regional or, for
that matter, national development. The Italian Mezzogiorno experience served to misdirect public resources while
doing little to reduce regional inequalities. The government emphasized heavy industry and public works with low
multiplier content. In Argentina the regionally based industrial promotion schemes served to develop a pervasive
mechanism for tax evasion, which in turn postponed the design of a program to address the regional problems being
faced.
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Regional Inequalities and Economic Development in Poland

261. The policy reform priorities of Poland in the early 1990's focused on macroeconomic stability
and the development of a market-oriented society: little attentioni was initially given to regional issues.
The differences in per capita indexes for GDP and houselhold disposable income (Figure 3) suggest that
Poland registers a diverse regional economilic performance. This raises two questions.

262. Have regional inconme iniequalities increased during the 1990'.s as a result of the economic
reform process? The motivation for this question is based on one important aspect of central planning,
namely the more equal allocation of inputs across regions, many times pursued at extremely high
economic efficiency costs. However, studies done usinig various measures of income per capita
dispersion across regions call into question the validity of this hypothesis and, in fact, suggest that this
dispersion has decreased. 9

263. Is there evidence that regions are performing differently since 1990? As shown in Figure 4,
some regions have unemployment rates which are significantly different from the country average.
Poland's unemployment dispersion is larger than in any EU country; for example, 1995 the ratio of the
highest to the lowest regional unemployment rate was 5.3 in Poland whereas it was 3.6 in the case of the
50 Spanish provinces.

264. As discussed, Poland experiences an uneven economic performance among voivodships and
faces a diverse set of economic and social challenges which range from labor market rigidities to the
feared social consequences of conversion and restructuring policies in different economic sectors,
particularly coal, heavy industry and agriculture.

Figure 3: GDP and Disposable Income per Capita in Poland's Voivodships (1992 data).
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9 For a more thorough discussion on regional policies in Poland see Luca Barbone, Adam B. Czyzewski and
Juan Zalduendo, "Regional Imbalances and the Strategy for Economic Development: A Policy Note," The World
Bank, July 1996.
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Figure 4: Rates of Unemployment in Poland's Voivodships (1995 data).
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Notes: Graph I data is expressed as an index (country average equal to 100). Data in both graphs is ordered from high to
low GDP per Capita. Source: Based on data from "Regional Development in Poland. Diagnostic Report," Regional
Development Task Force, Poland, February 1996.

Institutional setup.

265. As emphasized in the terms of reference of the newly formed Task Force for Structural Policy,
there is a need to determine ways to strengthen Poland's governmental and non-governmental institutions to
effectively implement regional policies. These should be accompanied by a clear set of rules for the
evaluation, approval, implementation, and monitoring of projects and, above all, a clear definition of the
objectives being pursued and of the most appropriate instruments to achieve them.

266. Equally important is to recognize that most policies are successful when designed and
implemented at the regional and local level so that the instruments being used are based much less on
static comparative advantages of regions, such as natural resources and geographical location, and
increasingly more in dynamic sources of growth, such as factor mobility across skills, social consensus
as to the goals to be pursued, and shifting the emphasis to solutions based not only on local needs but
also on local labor and entrepreneurial abilities. To counterbalance this emphasis on regional and local
participation, it is increasingly accepted that the role of the central government is to identify the
objectives to be pursued and to clearly define the instruments aimed at achieving them. More debate is
needed to decide the degree of risk-sharing between -central and local government, or between the public
and the private sector. Poland's ongoing debate about its future territorial structure (recreation of the
powiats or democratization/rearrangement of the voivodships) ought to take into consideration such
degrees of risk sharing as well as the efficiency with which public services can be provided at different
levels of regional aggregation. The further development of regional statistical data can contribute to this
process by helping to identify the neediest regions, to assess the impact of aid and, more broadly, to
improve the understanding of inter- and intra-regional economic relationships.

267. Regional policies entail a high dose of pragmatism since they constitute a dynamic learning process
in which new objectives are emerging and new instruments are identified. What has worked in the past may
cease to be an effective instrument in the future. Thus, the central and local governments should maintain
versatile and streamlined institutional and organizational arrangements that could easily adapt to any
unexpected changes in the economic and social realities of the country.
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Regionalpolicies in Poland: enhancing thtefunctioning of market mechanisms.

268. In defining policies for regional development, the Polish government must: (a) confront the
structural deficiencies of the various sectors (without delaying the restructuring of old or aging sectors,
since this merely postpones the inevitable and, in the process, results in high economic and financial costs);
(b) address the rigidities of labor markets (i.e.. the lack of labor mobility between regions and across skills,
which contributes to the observed high unemployment rates); (c) cope with social sector deficiencies,
including those encountered in the health and education sectors; (d) tackle the consequences of the historic
disregard for environmental issues (discussed in the last section). and (e) improve the institutional
capabilities at the local and regional level to design and execute policies. The prospect of access to EU
structural funds, aimed at reducing regional imbalances and addressing sectoral deficiencies, provides a
further incentive to action.

Table 8 . Enhancing the Functioning of the Market Mechanism for Regional Development
Market Failures Reason for Failures Consequences Potential Solutions
Labor Markets.
(a) Lack of labor Labor skills too low or Potential new firms find the Implement retraining programs.
mobility across skills. not easily adaptable (e.g., region unattractive for Invest in human capital, particularly

in old and aging sectors). economic activity general education.
localization.

(b) Lack of labor Structural rigidities for Eliminate structural rigidities (e.g.,
mobility between labor mobility (e.g., Unemployment persists due liberalizing housing rental markets).
regions. because of housing ties or to disincentives for labor Design better active and passive labor

demographic features mobility. market policies (e.g., policies where
such as the average unemployment benefits are increasingly
population age). smaller).

Credit Marke. High risk of lending Limited credit is available for Strengthen property rights and judicial
Lack of credit history without credit history both physical capital as well system (e.g., through registries of
for small and (i.e., cost of information). as working capital. property to facilitate the use of collateral).
medium-size Lack of acceptable -Promote entrepreneurial abilities (e.g.,
enterprises (SMEs) collateral. through business incubators designed and
and other implemented according to local needs).
informational issues.
Public Goods. Lack of private initiative Economic activity cannot Provide, through govemment action
Infastructure due to non-excludability develop due to the lack of infrastructure with high multiplier effect
weaknesses. and non-rivalry of public adequate infrastructure. For (i.e., targeted to the needs of other private

goods consumption. example, regions are effected sector activities). For example, in Wales
by uneven transportation (UK) emphasis was placed on providing
costs. infrastructure needed by a firm

considering localization in the region.
Promote private sector involvement

through concessions and other
mechanisms.

Exteraities.
(a) Costs of Lack of private retums to Regions cannot develop due Initiate govemment-sponsored
environmental clean- provide these goods. to negative legacy. programs aimed at undertaking
up. environmental clean-up tasks and plant

Diseconomies created by Urban agglomerations requalification for use by other industries.
(b) Congestion. congestion. develop social and economic

problems. * Promote the implementation of market
solutions to deal with extemality issues.
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Box 18. Regional Policy Instruments: What Seems to Work.

Evaluating regional development policies is not an easy task due to the complexity of the factors in play in any one
region and the overlapping of various programs with different goals and instruments. Also, there seems to be a direct relationship
between successful programs and local historical and cultural features. Notwithstanding the above, an attempt is made here to
highlight some of the policies that seem to emerge as the most promising, with the caveat that success or failure is intimately
embedded in "local conditions" not always easy to identify and isolate.

Small and Medium Enterprises. Evidence seems to suggest that SMEs are supported through mechanisms aimed at
enhancing local entrepreneurial abilities (e.g., through business incubator programs designed and implemented according to local
features and needs, and the provision of services such as legal, financial, and administrative advise), simplifying the regulatory
framework to which the private sector is subject (which includes both national as well as local regulations), and increasing the
flow of information. Well-defined property rights and an efficient judicial system are also crucial for private sector development.
By contrast, this same experience suggests that the govemment should leave to the market mechanism all decisions related with
the allocation of credit. The main difficulty in diversifying the production capacity of a region resides with the emphasis of
govemment authorities in promoting large investment projects, many times related to existing aging industries. For example, in
the Ruhr area of Germany the govemment supported the localization of motor vehicle plants (and a large range of associated
firms). While this served to overcome the initial problems faced in aging industries, it did not emphasize the need to diversify
output so as to reduce the exposure to market specific developments. As a result, the job creation capacity lags far behind that of
other regions and unemployment remains well above the country's average. By contrast, some regions in France (such as the
Nord-Pas de Calais) have adopted a more convincing emphasis on output diversification. Special emphasis is being given to
SMEs through different mechanisms, including the provision of many immaterial services (such as advise on legal issues and
industrial real estate localization). For a more thorough discussion see Roberta Benini, "Regional Development and Industrial
Conversion Policy, Lessons from Westem European Experiences," The World Bank, April 1996.

Human Capital. This includes not only the quality of human capital, but also the mobility of labor between regions and
across skills, including a definite solution to the housing problem that characterizes former centrally planned economies which is
known to reduce migration across regions and to maintain unemployment rates at high levels. Also, there is a need to increase
the funds allocated to active labor market policies rather than assigning a disproportionate share to unemployment benefits,
which in Poland currently account for 85 % of the govemment's expenditures on unemployment. The importance of training and
education has been emphasized as a mean to stimulate a region's output diversification. In regions affected by aging or old
industries, human capital development comprises programs to upgrade labor qualifications. Again, evidence from Westem
Europe suggests that many of these programs will be more effective when developed and implemented at the regional and local
level. An example of successful labor requalification can be found in Wales (United Kingdom). To broaden the availability of
labor skills the govemment financed labor retraining programs specifically designed to satisfy the needs of firms considering
localization in the region.

Infrastructure. There is broad agreement that this is essential in determining a region's development potential.
However, the emphasis has been shifting from the past theories of "having infrastructure" to the present theories of "having the
infrastructure that is needed". Poland must allocate resources to those endeavors which are more beneficial for the development
of private sector activities and, above all, avoid making infrastructure development decisions based on their short-run economic
stimulus implications. Given the uncertain economic development potential of any one region, infrastructure development
should mostly be based on local and regional demand. Whenever possible and under the appropriate regulatory framework,
Poland should promote private sector involvement in the provision of infrastructure. This will serve to direct infrastructure
investment to those regions and sectors where it has the potential to enhance the most the development prospects of other private
sector activities. Again, the experience of Wales shows that the provision of infrastructure targeted to the needs of activities
considering localization is a more effective approach than the disproportionate infrastructure projects that characterized the south
of Italy. Also, as has been the recent experience in many developing countries, the provision of incentives for private sector
development of infrastructure projects is an effective mean to satisfy these needs (e.g., concession of the administration of public
works and services and, more recently, Build-Operate-Transfer arrangements, in all cases accompanied by the appropriate
regulatory framework).
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269. To address the challenges faced by Poland, regional policies should seek to enhance the
functioning of the market mechanism, thereby strengthening the long-term regularity of regional
economic development (i.e., reduced dispersion in incomes per capita); avoid as much as possible the
creation of distortions in the allocation of resources; and, above all, remain at arms-length from direct
involvement in the production process. The government has a role, but that role, besides providing a
macroeconomic environment supportive of investment and growth, should be primarily limited to
addressing market failures, such as the existence of incomplete information in labor and credit markets,
diseconomies resulting from environmental externalities, and the lack of private initiative in the
provision of public goods resulting from excessive government regulation (Table 8)

270. While no definite set of effective policy instruments can be defined, based on the experience of
West European countries, special emphasis should be given to: supporting the development of small and
medium enterprises (SMEs) through fostering entrepreneurial abilities and improving the flow of
information to them; promoting human capital in general; and providing the infrastructure needs of other
economic activities (Box 18). The lack of entrepreneurial abilities ranks high among the motives for slow
development (and high rates of closures) of SMEs. Given the broadly recognized importance that SMEs
have for job creation and the development of the service sector, these deficiencies need to be solved
through programs aimed at fostering these abilities. Also, the provision of adequate levels of
infrastructure is important to attract both capital and labor. However, infrastructure should be aimed at
the specific needs of private sector activities rather than to their short run stimulus implications. Finally,
because unemployment is a key concern of the government, focusing on those factors that can promote
labor mobility across regions and across skills (see Table 7) ought to be given special attention,
particularly in the most affected regions.

Structuralfundsfrom the EU

271. The EU has always viewed regional disparities as an important problem. Even the Preamble of the
Treaty of Rome, for instance, cites the reduction of the "backwardness of less favored regions" as a priority.
Moreover, structural spending to help the backward and less-favored regions now accounts for about a
third of the EU budget, with this figure having risen greatly in the past decade. To provide some
perspective on the potential size of the financial transfers through EU structural funds and, consequently,
implications for the macro framework, it suffices to note that Greece and Portugal currently receive funds
equal to approximately 2.5% of GDP. However, it is premature to make assumptions about the levels of
structural fund transfers that Poland may receive.10 At this stage of the accession process, little is known
about the features that EU structural funds will acquire to support the economic and social development of
the CEECs. Under current practices, most EU structural spending goes to infrastructure and environmental
projects, although some is spent on long-term and youth unemployment, on adjustment of primarily
agricultural regions, and on regions affected by industrial decline or low population density. EU spending
priorities, however, have changed after each of the last two enlargements, so spending priorities may change
again after Poland joins. The Polish government should therefore strive to define regional policies that best
serve its needs.

272. The experience of countries that have received EU structural funds has been mixed. The outcome
has been strongly influenced by the kind of policies and institutions that the recipient country had in

10 For a discussion of the potential transfers to Visegrad countries, see Richard Baldwin, Joseph Francois, and
Richard Portes, "The Costs and Benefits of Eastern Enlargement," Economic Policy: A European Forum, London,
April, 1997.
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place. On one hand, in Ireland EU structural funds supported a credible commitment to fiscal and
structural adjustment, macroeconomic stability and open trade. In this context, the funds stimulated
sustainable growth and rapid catch up with the EU. On the other hand, in Greece, where neither policies
nor institutional reforms supported sustained growth, the EU funds fed consumption and indirectly
affected negatively export growth."

273. Poland's capacity to absorb EU structural funds in a productive way will also depend on the
development of its institutional capacities and objectives (for example, governmental and non-
governmental institutions that can design, evaluate and implement projects that enhance the functioning
of markets) and on the broad fiscal and macroeconomic context. The difficulties in absorbing efficiently
such funds are enormous. The key requirement of additionality12 is in practice difficult to attain. Thus,
often, the funds end up financing investments which would have been implemented anyway. In this case,
the most likely outcome is a rise in consumption with adverse consequences for exports and sustained
economic growth. To absorb the funds without hampering investment, a key policy macroeconomic
requirement is to tighten the budget in advance to generate the counterpart funds without hampering
existing structural investment. Lack of counterpart funds could become a binding constraint, particularly in
view of the fiscal discipline that EU membership will impose on national budgets.

274. The applications of public funds - including structural funds if and when they become available -
which can possibly better serve the functioning of its market economy and support sustained growth in
Poland were described above. In that context, one potentially rewarding application of structural funds
would be to use them to help meet the costly environmental compliance requirements of the EU,
particularly, in those areas where environmental benefits are large relative to costs. This is where the largest
investments are needed and, in view of the externalities, structural funds would not create market distortions
nor displace private investment. Another possible beneficial and non-distortional allocation of structural
funds would be to support institutional harmonization with the EU and related training of civil servants in
public administration (judicial procedures, education, health, financial-sector supervision) and human
resource development in general. While Poland has a relatively skilled labor force, closing the still large
educational and training gap with the more advanced countries of the EU will strongly contribute to
accelerate the economic catch up with the EU. The World Bank experience in identifying, appraising, and
implementing projects could be useful to agencies responsible for applying structural funds in both the
environment and the social sectors.

Grants andfinancial sector development.

275. Poland has a system of regional grants and soft loans (or blended loans with a grant component)
to finance investments of poor municipalities or investments aimed at reducing environmental pollution
(mainly, water and waste-water). In the case of environmental grants and soft loans, the National
Environmental Fund as well as regional and local funds collect fees and penalties and then allocate funds
based on environmental criteria. These grants and soft loans often displace commercial lending for
municipal investments. To avoid this, they should be targeted strictly at an environmental extemality,

See Alain de Crombrugghe and Barbara Fakin, "European Policies and Economic Growth of New
Entrants", draft March 15, 1997.

12 Additionality requires that the recipient country maintains its public structural and comparable expenditure
at least at the same level as in the previous programming period, taking into account however, the macroeconomic
circumstances in which the funding takes place, as well as specific circumstances (such as privatizations), an
unusual level of public structural expenditures in the previous period and business cycles.
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inducing an investment that the city would not otherwise make. And to avoid the risk of overinvestment,
the grant should be proportional to the externality, not the cost of the project. Besides, to reduce
competition with banks, the Environmental Fund should not blend the grant element with a loan.
Needless to say, the system of allocation of grants should be transparent to potential recipients (since it is
public money), should be subject to external audit, and based on a prioritized investment plan - for
example, according to priorities set by a river basin authority. The possibility of subsidized credit or
grants for infrastructure or for SMEs raises similar concerns about the potential disruptive effects on the
emergence of a credit market for municipal infrastructure and SMEs. The principles to be applied are the
same: don't blend the grant with a loan (commercial banks can provide the loan), limit the grant to the
public good/market failure element, subsidize the output rather than the costs of production (to avoid
over-investment).

Key recommendations and conclusions

276. Poland's more immediate regional policy concern is the high and unevenly distributed level of
unemployment. Sustainable regional development requires that regional policies aim to enhance the
functioning of the market mechanism as the core of its support strategy. Labor mobility across regions
and across skills, investment in training and information to facilitate SME development and investment
in "needed" infrastructure appear to be the most promising vehicles. Policy-makers need to avoid the
creation of distortions in the allocation of resources and remain at arms-length from direct involvement
in the production process. Avoidance of distortions in financial markets require grants that are strictly
targeted to public goods/externalities/market failures, that are not blended with a loan (commercial banks
can provide the loan), and that subsidize the output rather than the costs of production. Use of EU
structural funds, if and when they become available, could follow similar principles. During the
preaccession period, a substantial amount of these funds could be targeted towards environmental
compliance and enhancing the skills of civil servants. As far as the balance of responsibilities among
national, regional and local governments' while there is no one model or rule, there is a bias (in the
literature) in favor of greater decentralization for the instrumentation of a regional development program.
Burden sharing between the local and central level and between the public and private sector should be the
subject of public debate in anyway.

C. Environment

277. Poland's National Environmental Policy of 1990 has been the basis for all policy decisions
regarding the environment in the past few years, and has contributed to the great improvements in
environmental quality that the country has seen since then. The policy is modem and far-reaching in that
it emphasizes cost-effectiveness, decentralization of environmental responsibility, and public
participation, as well as the use of economic instruments. It established short, medium and long-term
priorities. Short term actions concentrated on the most immediate threats to public health. Medium term
priorities included systematic actions to reduce pressures on the environment and to protect air, water,
soils and natural systems, with precise goals for further reductions in key pollutants, improved sanitation
coverage, improved quality of water supplies, safe storage or disposal of waste. They aimed to bring
Poland gradually in line with the environmental policies of the EU as well as to meet the country's
obligations under international environmental agreements.

278. Despite all this progress, compliance with the requirements of the EU's environmental directives
will be particularly challenging for three broad reasons. First, the Union has developed a large body of
legislation, some of which includes quite specific requirements concerning environmental management
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and measures. Second, the overlap between Poland's immediate national priorities and the requirements
of the directives is less than in most other sectors. Third, future progress towards meeting the EU's
requirements will involve substantial investments both in institutions and in infrastructure. Mobilizing
the necessary political commitment as well as the financial resources will not be easy.

279. The objectives set out in the Directives are consistent with Poland's long term environmental
goals. However, the precise mechanisms for achieving those goals and the required pace of
implementation are in many cases sifnificantly different and account for the large estimates of the
investment requirements for accession. 3

280. Poland will derive substantial environmental benefits from meeting some EU standards as
quickly as possible -- especially, for local air pollution -- since this will reduce the burden of ill-health
and excess mortality associated with current conditions. In other areas, such as water quality and
wastewater treatment, the direct benefits are smaller, less immediate and in any case difficult to measure,
while the necessary investments are of such a magnitude that early compliance (say by the year 2000)
may not be even technically possible. This is a point acknowledged both by the EU and Poland.

281. The historical, institutional, and economic context is very important. Most EU countries are
much richer than Poland and have devoted substantial resources over 25-30 years to addressing their
local environmental problems, so that current legislation and requirements reflects their priorities and
circumstances. Further, the very nature of the EU means that many of its detailed policies are prompted
by trans-boundary environmental problems. The principle of subsidiarity implies that purely local
problems should usually be dealt with by national actions unless the procedures or policies impinge upon
the internal market.

282. Poland will benefit in varying degrees from joint actions designed to mitigate trans-boundary
problems. At the same time, it may reasonably argue that its circumstances imply a rather different
balance of priorities between these and local problems than that faced by current member countries. This
might warrant a lengthy transitional period during which measures primarily aimed at trans-boundary
problems are phased in. Such a position will, however, only be convincing if it is accompanied by a
commitment backed up by a credible strategy to meet specific goals for improving local environmental
quality. As far as possible, the strategy should build on the overlap between measures that address local
environmental problems and those which reduce trans-boundary flows of pollution.

283. There are other areas where EU environmental legislation is linked to the functioning of the
single market within the Union. On these issues, there is no option other than to comply as quickly as
possible. The overall benefits of being able to take advantage of the European single market -- for both
Poland as a whole and for most individual enterprises -- are large and immediate relative to the likely

13 The cost estimates in this section are preliminary and subject to considerable uncertainty about what
measures will be ultimately required. This explains the large range between lower and upper bound figures. The
figures are estimates of the investments and other expenditures that will be required over a period of 10-20 years
(depending upon the length of the transitional period after entry to the EU). The phasing of these expenditures and
the development of least cost strategies for compliance will depend upon the interim targets that are set for the
transition process, since these will determine whether environmental investments can be undertaken as a part of the
regular process of capital replacement and capacity expansion or must proceed separately. Furthermore, it has only
been possible to estimate the costs for certain sectors, though these are expected to account for 80 to 90% of the
total costs of complying with the full range of EU environmental legislation. The figures will be revised and
extended in a forthcoming paper, which will also provide details of the methodology used.
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cost of compliance. The Government recognizes this and has made substantial progress in implementing
various of the necessary actions.

284. There are 5 key areas for action in compliance with the EU's environmental legislation:

* institutional arrangements,
* the internal market;
* industrial pollution;
* air pollution; and
* water quality.

Institutional and legislative harmonization

285. The task of transposing EU directives into national legislation is difficult, but manageable.
Poland has already gone a long way in this regard. The Ministry of Environmental Protection National
Resources and Forestry (MoE) has maintained close coordination with the Commission on legislative
issues since 1991, and most environmental legislation passed since then is broadly in harmony with the
directives.

286. Building institutions capable of implementing that legislation is, however, a far greater
challenge. Its importance cannot be over-emphasized. Effective and credible arrangements for
permitting and enforcement are critical to the implementation of most environmental policies. This is a
sphere in which past arrangements as well as current practices have been or are notably deficient. Thus,
the European Commission may well view progress in creating institutions capable of implementing the
acquis as a key indicator that Poland is tackling the issue of environmental compliance seriously.

287. The acquis will require changes within agencies, between agencies and between different levels
of government. The recent EU directive on Integrated Pollution Prevention and Control (IPPC), for
example, will require substantial institutional changes as it involves a shift in focus from discharges to
specific media-air, water, or soil -- to a framework that emphasizes the overall environmental impact
and performance of the industrial and other activities that it covers. A related feature of the directive is
the shift in focus from emissions, which has tended to result in a reliance upon end-of-pipe controls, to
waste minimization, for which clean technologies and good management are usually critical. Overall,
the IPPC directive is consistent with Poland's existing system of industrial pollution control and
environmental management. However, regional and/or local environmental agencies will need to be
restructured and strengthened if they are to play an effective role within a decentralized system of IPPC.

288. With the exception of specific requirements of certain directives, Poland should continue the
process of decentralizing responsibility for the detailed implementation of environmental policies. This
has already happened to a significant degree as a result of initiatives taken by some of the larger
voivodships. To support this process, the MoE should focus on two roles: (a) coordinating the
development of environmental policies and ensuring that they are implemented either by sectoral
agencies or by lower tiers of government; and (b) providing technical support such as the operation or
oversight of monitoring networks, the maintenance of laboratories and testing facilities, and the
formulation of technical standards. This means, for example, that voivodships or regional
environmental authorities should have the primary responsibility for issuing permits and enforcing
compliance with them. The role of the national authorities will be to support voivodships or regional
authorities in normal circumstances or to intervene where they are failing to comply either with
legislation or to meet agreed goals.
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289. On a technical level, the coverage and quality of environmental monitoring has substantially
improved -- with considerable assistance from the PHARE programme -- over the past 5 years. Still, a
considerable additional effort will be required to improve both local and national systems for validating
and managing information on management and disposal of wastes, especially hazardous wastes.

290. This paper does not estimate the financial costs of making the necessary institutional changes.
Finding the necessary financial resources will, however, be a relatively trivial task, compared to making
the administrative, organizational, methodological and even philosophical changes that will be necessary.

The internal market

291. There are 3 main areas that deserve particular attention: the management of dangerous
chemicals; the disposal of wastes, including packaging materials; and the composition and distribution of
fuels, especially for motor vehicles.

292. Dangerous chemicals. Compliance with these directives have clear benefits. Producers and users
of controlled chemicals are likely to support the adoption of EU regulations, since it will ease their
access to the EU market.

293. Waste Management. The overall thrust of the Union's waste policies is to promote clean
technologies and waste minimization, while ensuring that waste streams are properly monitored and
managed. Although Poland has recently updated much of its legislation on waste management to ensure
that national definitions are consistent with EU requirements, a substantial administrative and
institutional effort will be required to bring the country's practices into line with that legislation within
the next 5 to 8 years. Financing of required investments could be met by those responsible for generating
wastes, either directly or via fees for waste management and disposal.

294. Fuel standards. Poland has already adopted and implemented regulations which comply with the
directive on gasoline. Compliance with the directive on the sulfur content of diesel fuel is more
problematic. Within the Union, this directive established standards of a maximum of 0.2 %, effective
October 1, 1994, and 0.05%, effective October 1, 1996. Meeting the 0.2 % standard should not be too
difficult, although costs will rise somewhat. The government will need to adjust wholesale and retail
prices for diesel fuel, accordingly. The stricter 0.05 % limit will be more expensive, requiring an
investment of perhaps $100-250 million to meet the new standard. On the other hand, reduction in the
sulfur content of diesel fuel and other gas oils will make a significant contribution to lowering emissions
of sulfur dioxide. Another reason for reducing the amount of sulfur in diesel oil is that new trucks and
commercial vehicles will be subject to much stricter emission limits in the EU.

Industrial pollution

295. Since 1988, there has been a substantial decline in industrial emissions of air and water
pollutants in Poland. Since modern plants and equipment incorporate both cleaner technologies and
better environmental controls at little or no additional cost, renewal of the capital stock should ensure
that industrial emissions stabilize or continue to fall. Projections of Poland's industrial pollution under
this 'business as usual' scenario up to 2010 show that emissions of particulate and sulfur dioxide from
large industrial plants in 2005 would be about half of their level in the late 1980s; emissions of lead to air
would be about 45 % of their pre-reform level; and industrial discharge of BOD and suspended solids in
water would be about 50 % and 65 %, respectively, of the loads in the late 1980s. If Poland follows its
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present course, the extent of industrial pollution will be dramatically reduced over the next 8 to 10 years.
There will, of course, be difficulties in dealing with individual plants and pollutants, but these should not
detract from the significance of the overall trend.

296. Complying with EU emission standards need not impose a significant burden for most industries
in Poland. Much can be achieved through more efficient use of existing installations. However, a small
number of heavily polluting industries -- e.g., steel, paper pulp, basic chemicals, and petrochemicals --
will face a much heavier burden. Experience around the world suggests that where such plants remain
loss-making enterprises owned by the state, progress in improving their environmental performance will
be modest at best. Thus, privatization may be a necessary condition for ensuring that these enterprises
are brought into compliance with EU standards. Experience of such privatizations elsewhere suggests
that the new private owners may wish to link environmental measures with changes in production
processes, product mix, and operational practices wherever possible, thereby reducing the effective cost
of compliance. The starting point might be a requirement that all privatized enterprises comply with
relevant EU emission standards within 3 to 5 years of the signing of privatization agreements.
Companies will have an incentive to improve their environmental performance quickly without being
unduly constrained with respect to investments in modernization and pollution controls.

Air pollution

297. Local air quality. Ambient levels of particulates exceed EU guidelines in many of Poland's
urban areas, so that new EU legislation on air quality management will mean that strategies should be
developed and implemented in order to reduce emissions and improve air quality. In this sphere,
Poland's own priorities are entirely in line with EU requirements, since the economic benefits of
reducing exposure to fine particulates, which many epidemiological studies have highlighted as the most
damaging form of air pollution, are likely to greatly exceed the cost of the necessary measures. The most
important reason for poor air quality is the discharge of smoke and particulates as a result of burning coal
for household heating, in small commercial and industrial establishments, and in small district heating
plants. Addressing this problem has been Poland's primary environmental priority for some time, so that
the prospect of EU accession and its legislation on ambient air quality represents a further stimulus to act
speedily to tackle the difficult institutional and policy issues that it raises.

298. Experience in other countries, including the Czech Republic and Slovenia, as well as current
trends in Poland suggest that fuel-switching from coal to gas for residential heating, all kinds of small
boilers, and small or medium district heating plants is likely to be the main contributor to better local air
quality over the next decade. Poland should be able to meet EU air quality requirements by
implementing a program that includes charges on polluting fuels, incentives to help low income
households convert to smokeless fuels, and local action plans to ensure the availability of alternative
fuels. The maximum plausible investment cost of a program to deal with particulate emissions in areas of
poor air quality would be $6-8 billion over a period of 8 to 10 years, much of which could be financed by
households that would benefit from greater fuel efficiency and convenience.

299. Reduction of sulfur emissions. Within Poland, considerable attention has been given to the costs
of measures to reduce emissions of sulfur dioxide under the second Sulfur Protocol, which has been
incorporated in EU legislation, as well as under the Large Combustion Plant directive. Several studies
suggest that it is more expensive and difficult to reduce sulfur emissions outside the power sector,
especially once large sources such as refineries, large chemical plants, and metal smelters have been
dealt with. Thus, even though the power sector was responsible for about 50% of total sulfur emissions
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(in 1995-96), it is quite possible that an efficient strategy would involve the power sector making 60% or
even 75% of the total reductions required.

300. Given the starting point in 1995-96, what will be the investment required to reduce emissions of
sulfur dioxide in 2005 and 2010 to meet the reduction targets set for those years for complying with the
Large Combustion Plant and other EU directives? A study undertaken by the Polish Academy of
Sciences for the World Bank looked at the costs of meeting the overall sulfur reduction targets in both
2005 and 2010 (this study, in turn, is based on earlier work undertaken by the Polish Power Grid
Company). The study concluded that the total investment cost required to meet the 2005 and 2010
targets would be about US$3.5 billion in total - or 0.2% of GDP per year if its spread over 10 years14 -
for a least cost strategy in which the power sector is responsible for over 70% of the overall emissions
reduction. The investment cost would be rather higher -- up to US$4.2 billion in total or 0.2% of GDP
per year if spread over 15 years-- if the power sector were simply to implement its current program under
which its share of total sulfur emissions remains at 50% in 2010.'5

Water quality and wastewater management

301. Sewers and wastewater treatment. By far, the largest potential costs of complying with EU
environmental legislation will stem from the implementation of the urban wastewater treatment
directive. With a small number of exceptions, all urban areas with a total wastewater discharge of 2000
population equivalent (p.e.)16 are required to have a sewer system for collecting wastewater by the end of
2005. Further, by the end of 2005, discharges of sewage that is collected must be subjected to, at least
secondary, treatment. In 'sensitive areas,' tertiary treatment will be required to remove at least 70 to 80
% of total nitrogen and 80 % of total phosphorus.

302. It is, at present, not clear what proportion of the rural population lives in villages which would be
classified as agglomerations with a population of more than 2,000 p.e., nor is it clear whether exemptions
will be granted for certain of the smallest communities. However, it is reasonable to assume that the
proportion of the rural population living in villages that will require sewers under the terms of the
directive might be between 25 and 40%. For Central and Eastern Europe, it is standard to use a figure of
US$2,000 per person covered for the average cost of installing sewer networks and connections. On this
basis the investments required to meet the sewer provisions of the directive would be about US$5.4
billion for sewers and connections in urban communities; and in the range of US$7.3-11.7 billion for
sewers and connections in rural communities. Perhaps US$1-2 billion might be saved by excluding the
most remote households in urban communities and by relying upon septic tank systems in some rural
communities in less sensitive areas. However, the total investment requirements would still fall in the
range of US$11-15 billion. Spread over a period of 10 years - beginning in 1995 -, this would amount to.
- 0.7% to 0.9% of GDP annually (or 0.4% to 0.6% if spread over 15 years).

The GDP is forecasted to grow (for purposes of this exercise) at a constant 3% annual rate and foreign
inflation based on World Bank forecasts.

The figures have been adjusted to allow for the additional cost of achieving 90% desulfurization rates at
rehabilitated plants in accordance with a strict interpretation of the Large Combustion Plants directive and the
Second Sulfur Protocol.
16

I p.e. is defined as a discharge of 60 g of BOD per day.

.17 Assumes GDP growth at a constant 3% annual rate and foreign inflation based on World Bank forecasts.
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303. The additional investments required to install or upgrade treatment plants to meet the basic
secondary treatment requirement of the directive could amount to $11-12 billion - about 0.4% of GDP
annually if spread over a period of 15 years. If tertiary treatment to remove nutrients were required in all
plants covering communities of 5,000 people or more, the additional cost would be about $7 billion -
about 0.3% of GDP annually if spread over a period of 15 years.

304. Drinking water treatment . The EU is moving in the direction of stricter standards for drinking
water. In particular, there is concern about lead, pesticide residues, and by-products of chlorination. The
Commission has proposed amendments to the current directive on drinking water quality which would
establish much more stringent standards for lead -- lowered from 50 ug/l to 10 ug/l -- and some other
parameters. No systematic effort has been undertaken in Poland to assess the overall quality of drinking
water. Thus, it is impossible to provide anything more than broad order of magnitude estimates of what
might be involved. A range of $3-8 billion was derived by scaling up estimates of the costs of upgrading
old and neglected water treatment and distribution systems for various towns, cities, and regions in
different parts of Europe - about 0.1-0.3% of GDP annually if spread over a period of 15 years.

305. Nitrates and agriculturalpolicies. A third key issue is the level of nitrates in raw water supplies,
largely as a result of agricultural runoff. Removal of nitrates from drinking water is expensive and
degrades the taste of water. While the EU directive offers considerable flexibility, the Ministries of
Agriculture and Environment probably will face a challenge in educating farmers and changing
agricultural practices.

306. Investment strategies. Financing a total capital expenditure of at least US$22 billion in the water
and sanitation sector over a period of 15 years represents a challenge. Municipalities or water and
sanitation companies would need to make investments equivalent to over 0.8% of GDP (and possibly up
to 1.3% of GDP) annually over the whole period. By comparison, investments in the water sector have
been on average 0.5% of GDP in 1990-95.

307. However, the costs of complying with the various directives dealing with water quality will be
heavily influenced by the way in which the process is managed. Costs will be especially high if each
municipality acts independently to improve or construct water treatment and distribution systems, as well
as sewers and wastewater treatment plants. Although it would be administratively more taxing, planning
investments on the basis of the water basin would significantly reduce costs. The government should
therefore move as quickly as possible first to pass legislation to establish a system of water or river basin
management, then to set up agencies required to carry out the functions of basin management.
Developing compliance strategies for each river basin should be the first and most urgent task for such
agencies.

308. These compliance strategies will need to pay particular attention to two issues. First, it will be
important to phase the investments over a long period in order to minimize the costs involved. It is a
truism that the longer Poland can delay making the investments, the cheaper it will be, but this is
particularly important in this case. Delaying operating costs is important as they are a large proportion
of the total -- operating costs represent about 40% of total annualized costs for secondary treatment and
over 50% for advanced tertiary treatment. In addition, income is rising rapidly in Poland, which will
make future investments more affordable and more likely to match local priorities. Second, the
strategies should phase investments to maximize attainment of the water quality objectives set out in
other Directives. Compliance or partial compliance with ambient quality objectives would be an
appropriate measure to establish monitorable interim compliance targets.
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Strategic issues

309. Successful compliance with the EU's environment directives will depend on effective
implementing institutions. Significant efforts will be required to change institutional structures,
procedures and approaches as well as to invest in training and retaining qualified staff. Changes of this
nature are complex and require long lead times but underpin the whole implementation effort. A
credible enforcement presence will ensure that the industries make the necessary changes and effective
institutions will allow management approaches that could substantially reduce the investments necessary.
In addition, most of the requirements of the White Paper require predominantly institutional actions.

310. Compliance with Poland's own regulations and with EU's environmental regulations will require
investments, probably representing between 1.2% of GDP and 2% of GDP per year over a period of 15
years.'7 A large (and growing) share of these investments are likely to be undertaken by Poland
regardless of accession (particularly, as per capita income grows) - for example, total investment outlays
in environmental protection was on average 1% of GDP over 1991-95. The estimates given here are
broadly in line with similar estimates from other sources. Implementing least-cost strategies may reduce
these figures substantially; for example, water pollution investments can be reduced by 20-30% by a
combination of effective river basin management and a generous interpretation of exemptions.
Approximation costs could be as well reduced if Poland was allowed to rely on economic instruments to
reach EU environmental standards. Even now, Poland's environmental policy makes extensive use of
pollution charges. The array of environment policy tools could be further expanded to include, for
example, transferable pollution permits (as indeed envisaged in policy statements and draft regulations).
As demonstrated in several studies (including those undertaken by the Ministry of Environment under
the PHARE Programme), the costs of compliance can be substantially reduced if economic instruments
are applied.

311. Although the end-points are consistent with Poland's long term national priorities, early
compliance will not always fit with its immediate needs and priorities. From the perspective of benefits
that accrue to Poland's population, there is little doubt that steps to improve local air quality will
generate the highest return in terms of reductions in excess mortality and morbidity caused by exposure
to fine particulates and black smoke. It is much more difficult to produce a cost-benefit evaluation of
other environmental investments, in part because they are designed to reduce the impact of flows of
pollution across borders. For example, measures to reduce emissions of nutrients to rivers or of sulfur
dioxide from power plants will contribute substantially to improving the state of the Baltic Sea or
reducing damage associated with acid deposition in Scandinavia and other parts of Central Europe. In
both cases, Poland will benefit from collective actions which are designed to address these shared
environmental problems, but whether these benefits outweigh the (sometimes) large costs involved is
almost impossible to determine.

Key policy recommendations and conclusions

312. The technical and financial implications of compliance with EU environmental legislation imply
that policy-makers in Poland need to focus on three key issues.

i. Immediate efforts must be made to begin building institutional capacity and structures capable of
implementing the acquis. The key issues are building credible enforcement capacity;
establishing efficient and effective licensing, registration and permitting systems; and complying
with requirements on public participation.
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ii. The country must elaborate credible strategies for compliance in the key sectors that will allow
Poland to meet EU requirements gradually over a realistic time horizon. The strategies should
focus on minimizing costs - focusing on ambient or river basin standards rather than on pollution
sources - , concentrating initially on those areas where there is greatest overlap between the
EU's requirements and local priorities, and establishing credible interim compliance targets.

iii. Finally, there needs to be broad public debate on the implications of these issues as a basis for
articulating the Poland's priorities and for achieving the consensus that will be required in order
to implement the necessary measures.
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Table 1.1. Poland: Main Economic Indicators (1985-1996)

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 4/

Total Population (million) 37.3 37.6 37.8 37.9 38.0 38.2 38.3 38.4 38.5 38.6 38.6 38.6
Rate of Natural Increase (per thousand) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.2 ....

(percentage changes)
Gross Domestic Product 5.1 4.2 2.0 4.1 0.2 -11.6 -7.0 2.6 3.8 5.2 7.0 6.0

Consumption 1/ 7.8 4.4 2.8 2.4 -1.4 -13.9 7.5 3.5 5.5 3.5 4.1 7.2
General Government 6.1 0.0 1.0 0.1 -4.6 0.8 10.2 6.4 3.8 2.8 2.9 2.0
Private 8.1 5.1 3.0 3.2 -0.3 -18.7 6.3 2.3 6.2 3.8 4.5 8.2

Investments 3.7 4.5 0.1 8.7 5.2 -24.8 -20.1 -13.0 12.8 9.0 27.6 21.6
Fixed Investments 5.1 4.5 4.1 6.1 -2.1 -9.8 -4.4 2.3 2.9 9.2 18.5 21.6
Changes in Stocks 2/ 0.0 0.3 -0.9 1.1 1.9 -5.5 -4.2 -3.4 1.8 -0.1 1.2 0.1

Exports (g+nfs) 0.3 4.2 5.0 9.4 2.6 15.5 -1.7 10.8 3.2 13.1 18.4 9.7
Imports (g+nfs) 7.0 5.4 4.6 9.8 4.3 -9.9 29.6 1.7 13.2 11.3 22.7 25.2

Inflation (Average) 15.1 17.7 25.2 60.2 251.1 585.8 70.3 43.0 35.3 32.2 27.8 19.9
Inflation (Dec-Dec) 15.0 17.6 31.2 72.9 639.6 249.3 60.4 44.3 37.6 29.5 21.6 18.5

Industrial Production (average) 4.1 4.4 3.4 5.3 -0.5 -24.2 -11.9 3.9 6.3 12.1 9.4 8.5

(percent of GDP)
Current Account 3/ -0.9 -0.9 -4993.6 -2464.4 -16315.6 14959.6 -11152.0 -0.3 -2.7 -1.0 4.6 -1.0
of which: non-interest current account 2.6 2.6 3.7 3.8 1.9 10.9 1.0 1.7 -1.0 0.6 5.3 -0.7

General Government:
Total Revenues .. 49.4 47.2 49.3 33.8 47.3 42.3 45.1 47.6 48.3 47.8 46.4
Total Expenditures .. 49.7 47.7 48.0 39.9 43.6 48.9 51.8 49.9 50.5 49.7 49.2
Balance .. -0.3 -0.5 1.3 -6.0 3.7 -6.7 -6.7 -2.3 -2.2 -1.9 -2.8

1/ Includes statistical discrepancy
21 Contribution to GDP growth
3/ In 1995 includes border trade surplus
4/ Preliminary
Source: GUS, NBP, and World Bank Estimates



Table 2.1. Poland: Population and Demographic Indicators
1970 1975 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

Total Population (million) 32.7 34.2 35.7 36.1 36.4 36.7 37.1 37.3 37.6 37.8 37.9 38.0 38.2 38.3 38.4 38.5 38.6 38.6

Male 15.9 16.6 17.4 17.6 17.7 17.9 18.1 18.2 18.4 18.4 18.5 18.5 18.6 18.6 18.7 18.7 18.8 18.8
Female 16.8 17.6 18.3 18.5 18.7 18.8 19.0 19.1 19.2 19.4 19.4 19.5 19.6 19.6 19.7 19.8 19.8 19.8

Urban 17.1 19.0 21.0 21.4 21.7 21.9 22.3 22.5 22.8 23.0 23.2 23.4 23.6 23.7 23.7 23.8 23.9 23.9
Rural 15.6 15.2 14.7 14.7 14.7 14.8 14.8 14.8 14.8 14.8 14.7 14.6 14.8 14.6 14.7 14.7 14.7 14.7

Under 15 Years of Age 8.7 8.2 8.7 8.9 9.0 9.2 9.4 9.5 9.7 9.7 9.7 9.6 9.5 9.4 9.3 9.2 8.9 8.8
15 - 59 Years of Age 19.8 21.3 22.3 22.4 22.5 22.5 22.6 22.6 22.6 22.7 22.7 22.8 23.0 23.1 23.2 23.3 23.6 23.7
Over59YearsofAge 4.2 4.7 4.7 4.8 4.9 5.0 5.1 5.2 5.3 5.4 5.5 5.6 5.7 5.8 5.9 6.0 6.1 6.1

Percent Distribution

%Total Population 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Male 48.6 48.7 48.7 48.7 48.7 48.8 48.8 48.8 48.7 48.7 48.8 48.6 48.7 48.6 48.7 48.7 48.7 48.7
Female 51.4 51.3 51.3 51.3 51.3 51.2 51.2 51.2 51.3 51.4 51.2 51.3 51.1 51.2 51.3 51.3 51.3 51.3

Urban 52.3 55.7 58.7 59.3 59.5 59.7 60.2 60.2 60.6 60.9 61.2 61.5 61.5 61.6 62.0 61.7 61.9 61.9
Rural 47.7 44.3 41.1 40.8 40.5 40.3 40.0 39.6 39.4 39.2 38.8 38.4 38.2 37.9 37.8 38.3 38.1 38.1

Under 5 YearsofAge 26.5 24.0 24.4 24.6 24.9 25.2 25.4 25.4 25.8 25.7 25.6 25.2 24.9 24.5 24.2 23.9 23.1 22.8
15-59YearsofAge 60.5 62.3 62.4 62.1 61.7 61.2 61.0 60.4 60.1 60.1 59.9 59.9 60.2 60.3 60.4 60.6 61.2 61.4
Over59YearsofAge 13.0 13.7 13.2 13.3 13.5 13.6 13.8 14.0 14.1 14.3 14.5 14.7 14.9 15.1 15.4 15.5 15.7 15.8

Per Thousand Population

Birth Rate 16.6 18.9 19.5 18.9 19.4 19.7 18.9 18.2 17.0 16.1 15.5 14.8 14.3 14.3 13.5 12.8 12.5 11.2
Death Rate 8.1 8.7 9.9 9.2 9.2 9.6 9.9 10.3 10.1 10.1 9.8 10.0 10.2 10.6 10.3 10.2 10.0 10.0
Rate ofNatural Increase 8.5 10.2 9.6 9.7 10.2 10.1 9.0 7.9 6.9 6.0 5.7 4.8 4.1 3.7 3.2 2.6 2.5 1.2

Source: GUS



Table 2.2.a Poland: Employment by Sectors 1/ (1970 - 1993)
1970 1980 1981 1982 1983 1984 1985 2/ 1986 1987 1988 1989 1990 1991 1992 1993

Thousands of Persons
(Yearly Averages)
Industry 4,452.9 5,244.9 5,237.2 4,986.1 4,973.5 4,997.4 4,876.5 4,906.7 4,915.5 4,894.2 4,894.3 4,619.9 4,249.9 3,882.1 3,629.4
of which:
FoodProcessing 456.0 526.1 536.0 524.2 531.9 528.2 417.5 421.9 418.1 419.7 410.6 400.4 449.1 466.0 472.0
Electro-engineering 1,233.7 1,625.1 1,593.8 1,487.7 1,451.5 1,435.7 1,414.2 1,407.7 1,390.9 1,360.6 1,300.7 1,178.3 1077.9 932.0 881.9
Fuel & Power 474.4 548.8 554.2 579.3 593.7 603.4 609.3 630.1 657.8 646.4 661.5 607.5 562.7 544.0 545.9
Metallurgy 239.1 259.5 251.9 234.8 229.6 225.9 226.6 222.8 217.3 212.2 204.0 194.3 178.8 183.0 164.3
Chemicals 288.0 327.4 325.2 305.4 301.5 297.3 291.1 289.4 284.2 279.5 276.7 251.9 253.8 239.0 211.7
Minerals 270.0 271.4 267.1 254.1 249.9 245.9 238.5 232.5 225.0 219.6 206.5 195.5 199.4 188.0 180.1
Textile & Leather 736.5 798.4 786.1 710.2 687.6 686.2 685.1 685.4 674.7 659.9 633.9 557.5 526.2 465.0 457.5
Wood&Paper 248.8 262.9 256.1 241.5 238.5 231.6 229.7 228.1 224.6 218.5 211.0 183.1 211.1 210.0 212.9
Mining 451.6 499.7 504.5 528.1 537.4 541.6 451.0 465.0 482.0 480.0 489.9 434.0 387.0 370.9 423.9
Other 54.8 125.6 162.3 120.8 151.9 201.6 220.9 233.5 263.3 322.4 420.9 540.2 339.9 196.1 146.7

Construction 1,074.9 1,336.6 1,294.1 1,223.5 1,218.9 1,243.3 1,282.4 1,316.5 1,338.8 1,349.9 1,318.3 1,242.7 1,116.3 1,066.2 860.8
Agriculture 5,209.8 5,143.1 5,197.9 5,173.9 5,062.0 4,964.2 4,958.4 4,861.0 4,745.3 4,616.3 4,394.9 4,193.5 3,989.8 3,739.5 3,660.9
Forestry 182.5 155.0 152.9 153.5 157.8 160.7 170.3 170.8 166.5 163.1 148.5 134.0) 118.() 98.9 93.2
Transport& Communication 939.7 1,119.3 1,107.8 1,061.4 1,058.0 1,057.8 1,057.0 1,053.2 1,048.8 1,033.6 978.6 932.1 842.9 773.1 737.9
Trade 1,046.4 1,304.7 1,356.1 1,316.5 1,324.7 1,325.0 1,456.7 1,476.6 1,485.6 1,477.4 1,458.7 1,388.5 1,560.8 1,605.3 1,947.9
Community Services 252.3 401.3 418.3 423.8 429.1 439.5 445.6 444.4 440.5 437.2 432.2 427.4 380.8 379.0 315.2
Housing&Non-MatComm 146.4 200.4 204.3 200.7 204.0 206.3 207.4 216.3 222.9 223.7 210.0 199.3 169.5 174,3 132.8
Science 72.5 148.5 144.0 117.9 112.0 109.4 110.9 112.6 114.6 111.4 112.1 96.2 81.7 71.3 62.3
Education 596.0 747.4 782.6 821.3 861.5 888.1 905.3 911.6 917.0 927.3 1,077.7 1,100.6 1,084.5 1,045.7 1,050.3
Cultural Services 83.7 82.7 83.1 82.2 83.3 85.7 90.2 91.3 92.2 91.4 124.4 119.4 91.2 92.7 92.4
llealth S. & Social Welfare 424.5 598.7 632.3 658.4 679.8 695.2 716.7 757.5 773.6 788.3 872.2 901.3 863.5 859.9 832.1
Tourism, recreation, sports 27.2 103.8 101.0 94.2 96.3 101.5 111.7 115.9 118.0 110.9 132.3 112.7 75.7 72.0 73.8
State Adm. & Justice 240.7 227.4 225.9 223.6 228.9 252.6 270.6 275.5 269.6 267.4 260.7 259.7 273.1 296.6 330.6
Finance& Insurance 134.6 157.1 156.3 152.4 153.6 159.2 162.2 158.4 162.1 165.3 172.4 181.3 179.1 198.6 223.7
Others 290.9 344.8 326.1 306.2 307.5 312.1 322.2 324.8 326.9 365.4 414.5 371.4 249.6 321.4 286.8

Total Employment 15,175.0 17,324.7 17,419.9 16,995.6 16,950.8 16.998.0 17,144.1 17,193.2 17,137.9 17,022.8 17,001.8 16,280.0 15.326.4 14,676.6 14,330.1

I/ According to the Polish classification of the national economy (KGN)
2/ Change in methodology in industry.
Source: GUS



Table 2.2.b Poland: Employment by Sectors (1992 - 1995) 1/

1992 1993 1994 1995
Thousands of Persons
(Yearly Averages)

Agriculture, Hunting & Forestry 3762.2 3688.3 3887.2 3835.8

Fishery 19.4 15.5 14.1 12.8

Industry 3784.4 3671.3 3640.5 3756.9

Mining & Quarrying 458.4 421.3 393.1 375.3

Manufacturing 3082.4 2978.6 2971.0 3103.5

Electricity, Gas & Water Suppl 243.6 271.4 276.4 278.1

Construction 1023.9 853.0 819.5 840.8

Trade & Repair 1805.5 1871.8 1863.3 1858.3

Hotels & Restaurants 153.9 167.6 188.4 193.5
Transport, storage and communic 905.0 870.9 853.9 844.8

Financial Intermediation 192.6 218.1 239.3 256.1

Real Estate & Business Activities 523.1 497.8 470.3 563.7

Public Administration & Defense 327.7 336.9 369.4 384.8

Education 799.9 812.8 842.4 852.2
Health & Social Work 988.3 974.8 977.2 1011.0

Others 390.7 351.3 309.0 324.5

Total Employment 14676.6 14330.1 14474.5 14735.2

1 /According to Polish version of the European classification of activities (NACE
Source: GUS



Table 2-3.a Poland: Registred Unemployment Indicators
Unemployed Registred Unemployed as Unemployed not Unemployed Percent:

in Labor Force Unemployed a result of previously by School University

Persons Mass-layoffs working Gender Graduates Graduates
(percent) (thousands) (thousands) (thousands) Male Female

I Qtr 1990 1.5 266.6 15.1 57.3 42.7
2 Qtr 1990 3.2 568.2 58.1 52.2 47.8
3 Qtr 1990 5.2 926.4 126.4 49.4 50.6
4 Qtr 1990 6.3 1126.1 183.1 49.1 50.9 14.6 0.8
1 Qtr 1991 7.3 1322.1 250.5 48.6 51.4 11.6 0.6
2 Qtr 1991 8.6 1574.1 315.3 47.9 52.1 9.2 0.4
3 Qtr 1991 10.7 1970.9 422.1 47.6 52.4 11.9 0.5
4 Qtr 1991 11.8 2155.6 498.0 47.4 52.6 10.3 0.5
I Qtr 1992 12.1 2216.4 539.5 404.6 47.6 52.4 9.0 0.4
2 Qtr 1992 12.6 2296.7 565.6 485.7 46.9 53.1 6.6 0.3
3 Qtr 1992 13.6 2498.5 606.7 565.0 46.3 53.7 8.3 0.4
4 Qtr 1992 13.6 2509.3 603.6 544.2 46.6 53.4 7.4 0.4
I Qtr 1993 14.4 2648.7 608.2 550.6 47.7 52.3 6.6 0.3
2 Qtr 1993 14.8 2701.8 585.9 609.7 46.8 53.2 5.5 0.2
3 Qtr 1993 15.4 2830.0 569.7 685.3 46.7 53.3 8.3 0.3
4 Qtr 1993 15.7 2889.6 562.4 644.0 47.8 52.2 7.1 0.3
1 Qtr 1994 16.7 2950.1 550.3 627.2 46.9 53.1 6.6 0.2
2 Qtr 1994 16.6 2933.0 489.2 732.4 47.2 52.8 6.2 0.2
3 Qtr 1994 16.5 2915.7 437.2 752.6 46.6 53.4 8.5 0.3
4 Qtr 1994 16.0 2838.0 398.3 651.9 47.3 52.7 7.4 0.3
I Qtr 1995 15.5 2753.8 361.2 594.7 47.4 52.6 7.2 0.2
2 Qtr 1995 15.2 2694.0 309.6 699.0 45.2 54.8 8.0 0.2
3 Qtr 1995 15.0 2657.2 275.2 669.8 44.2 55.8 10.1 0.4
4 Qtr 1995 14.9 2628.8 256.9 553.5 44.9 55.1 8.3 0.3
I Qtr 1996 15.4 2726.0 249.9 537.0 46.1 53.9 7.5 0.2
2 Qtr 1996 14.3 2508.3 219.6 502.2 43.0 57.0 2.9 0.2
3 Qtr 1996 13.5 2341.0 204.7 450.8 40.5 59.5 4.5 0.2
4 Qtr 1996 13.6 2359.5 391.8

Source: GU



Table 2.3.b Poland: Unemployment According to the Labor Force Survey
Total

Rate of unemployment Male in Female in urban in rural in
unemployment in thousand percentage percentage percentage percentage

May. 1992 12.9 2254 50.0 50.0 70.9 29.1
Aug. 1992 13.8 2437 48.9 51.1 70.7 29.3
Nov. 1992 13.7 2394 49.0 51.0 70.4 29.6
Feb. 1993 14.3 2467 49.7 50.3 68.1 31.9
May. 1993 13.8 2371 48.4 51.6 68.2 31.8
Aug. 1993 13.1 2274 47.7 52.3 66.5 33.5

Nov. 1993 14.9 2595 49.2 50.8 67.5 32.5
Feb. 1994 15.9 2719 50.7 49.3 66.3 33.8
May. 1994 14.0 2391 49.0 51.0 68.0 32.0
Aug. 1994 13.9 2409 47.4 52.6 67.1 32.9
Nov. 1994 13.9 2375 47.8 52.2 64.9 35.1
Feb. 1995 14.7 2491 50.0 50.0 64.7 35.3
May. 1995 12.6 2156 49.1 50.9 65.8 34.2
Aug. 1995 12.9 2227 47.7 52.3 66.7 33.3
Nov. 1995 13.1 2233 49.7 50.2 64.1 35.8
Feb. 1996 14.0 2349 52.1 47.9 61.8 38.2
May. 1996 12.4 2103 48.0 52.0 65.5 34.5
Aug. 1996 11.6 2018 45.4 54.6 67.7 32.3

Sources: GUS



Table 2.4.Poland: Social Benefits 1/
1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

Total Pension Outlays (million zI) 71.4 91.4 122.9 205.5 768.5 4,791.8 10,182.5 16,783.8 23,194.1 33,229.8 44,368.6
Total Beneficiaries (thousands) 6,173.0 6,301.0 6,477.0 6,669.0 6,827.0 7,104.0 7,944.0 8,495.0 8,730.0 8,919.0 9,085.0

Old age pension
Beneficiaries (thousands) 2,169.0 2,187.0 2,214.0 2,243.0 2,264.0 2,353.0 2,775.0 2,982.0 3,081.0 3,155.0 3,230.0
Averagemonthlybenefit(zl) 1.2 1.5 1.9 3.0 11.0 67.0 133.8 176.9 233.2 318.1 417.7

Disability pension
Beneficiaries (thousands) 1,954.0 2,000.0 2,049.0 2,103.0 2,125.0 2,187.0 2,318.0 2,435.0 2,497.0 2.567.0 2,629.0
Average rionthlybenefit(zI) 0.9 1.1 1.5 2.5 9.2 52.6 98.6 132.0 172.4 234.4 301.3

Survivors benefit
Beneficiaries (thousands) 904.0 926.0 951.0 973.0 1,001.0 1,015.0 1,032.0 1,064.0 1,091.0 1,121.0 1,150.0
Averagemonthlybenefit(zl) 0.9 1.1 1.5 2.4 9.1 51.5 100.1 146.1 195.0 273.7 361.7

Other pension
Beneficiaries (thousands) 75.0 70.0 64.0 67.0 54.0 43.0 29.0 24.0 34.0 30.0 27.0
Avg monthly benefit in zl 1.1 1.5 2.3 3.9 9.1 56.0 108.0 121.9 164.6 232.2 307.7

Individual farmers
Beneficiaries (thousands) 1,071.0 1,118.0 1,199.0 .1,283.0 1,356.0 1,506.0 1,790.0 1,990.0 2,027.0 2,046.0 2,049.0
Average monthly benefit (zI) 0.7 1.0 1.2 1.9 7.3 47.8 79.5 97.1 130.5 191.0 253.2

Average Real Pension Index (1990=100)
Oldagepension 100.1 104.7 111.1 109.5 112.8 100.0 117.3 108.5 105.7 109.1 112.1
Disability pension 99.5 103.2 107.7 112.6 119.2 100.0 109.9 103.0 99.4 102.2 102.8
Survivors benefit 97.6 102.0 109.2 114.2 120.5 100.0 114.1 116.5 114.9 122.0 126.1
Otherpension 116.2 131.5 158.5 167.5 112.0 100.0 113.2 89.3 89.2 95.2 98.7
Individual farmers 78.6 97.6 95.8 97.3 104.3 100.0 97.7 83.4 82.9 91.8 95.2

Expenditure on Pension (% of GDP)
Total 6.8 7.1 7.3 6.9 6.5 8.6 12.6 14.6 14.9 15.8 15.5
Old age pension 2.9 2.9 3.0 2.8 2.5 3.4 5.5 6.6 6.7 7.0 6.9
Disability pension 2.1 2.1 2.1 2.1 2.0 2.5 3.4 3.8 3.9 4.1 3.9
Survivors benefit 0.9 0.9 1.0 1.0 0.9 1.1 1.5 1.9 1.9 2.1 2.1
Otherpension 0.1 0.1 0.1 0.1 0.1 0.1 0.0 0.0 0.1 0.0 0.0
Individuals Farmers 0.8 1.0 1.0 1.0 1.0 1.5 2.1 2.3 2.4 2.6 2.6
1/ From 1992, pensions net of tax
Source: GUS



Table 3.1.a Poland: GDP by Source at Current Market Prices 1/ (Million Zloty)
1987 1988 1989 1990 1991 1992 1993

Gross Domestic Product 1694.0 2962.9 11831.9 56027.1 80882.9 114944.2 155780.0
of which:
Industry 705.5 1236.7 5222.0 26571.8 33135.9 39540.8 50940.1
Construction 178.4 316.3 976.0 5459.0 8434.9 8276.0 9191.0
Agriculture & Forest 205.0 389.2 1529.0 4978.5 5649.5 7931.1 10437.3
Transport& Communications 99.6 165.2 526.3 2871.8 4616.7 6092.0 8256.3
Trade 235.7 405.8 1925.5 7529.4 10771.4 14368.0 21965.0
Other Material Sectors 14.3 31.5 130.6 922.3 1675.7 3793.2 3115.6
Community Services 21.8 38.4 117.6 937.4 1892.9 2413.8 3115.6
Housing 40.7 64.4 121.5 1653.8 3291.8 4023.0 4206.1
Education 44.4 71.1 351.4 2179.9 3247.2 5517.3 7165.9
Health & Social Welfare 32.6 57.6 258.4 1574.8 2510.3 4023.0 5140.7
OtherNon-material 116.1 186.1 673.6 7428.3 10407.0 16552.0 20874.5
Banks Services ... ... ... -2955.2 -3200.3 -2259.0 -778.9

Percentages Composition:
Gross Domestic Product 100.0 100.0 100.0 100.0 100.0 100.0 100.0
of which:
Industry 41.6 41.7 44.1 47.4 41.0 34.4 32.7
Construction 10.5 10.7 8.2 9.7 10.4 7.2 5.9
Agriculture & Forest 12.1 13.1 12.9 8.9 7.0 6.9 6.7

Transport & Communications 5.9 5.6 4.4 5.1 5.7 5.3 5.3
Trade 13.9 13.7 16.3 13.4 13.3 12.5 14.1
OtherMaterial Sectors 0.8 1.1 1.1 1.6 2.1 3.3 2.0
Community Services 1.3 1.3 1.0 1.7 2.3 2.1 2.0
Housing 2.4 2.2 1.0 3.0 4.1 3.5 2.7
Education 2.6 2.4 3.0 3.9 4.0 4.8 4.6
Health & Social Welfare 1.9 1.9 2.2 2.8 3.1 3.5 3.3
Other Non-material 6.9 6.3 5.7 13.3 12.9 14.4 13.4
Banks Services ... ... ... -5.3 -4.0 -2.0 -0.5

Customs Duties & Value-Added Tax ... ... ... ... ... 4.1 7.8
I/ According to the Polish classification of the national economy (KGN)
Source: GUS



Table 3.1.b Poland: GDP by Source at Current Market Prices 1/ (Million Zloty)
1992 1993 1994 1/ 1995 1/

Gross Domestic Product 114944.2 155780.0 210407.3 286025.6
of which:
Agriculture, Hunting & Forestry 7657.8 10287.1 13224.1 18838.7
Fisheries 157.0 95.3 128.5 127.2
Industry 39126.8 51206.7 60424.8 82573.9

Mining & Quarrying 3870.6 5720.5 9280.5 12037.8
Manufacturing 30925.0 39293.5 43470.4 59965.2
Electricity, Gas & Water Suppl 4331.2 6192.7 7673.9 10570.9

Construction 8931.6 10150.3 11976.7 14806.5
Trade and Repair 15112.4 23330.1 27623.5 37365.6
Hotels & Restaurants 493.2 815.6 1171.4 1637.4
Transport, Storage & Communicati 7101.1 9495.6 13329.1 17260.8
Financial Intermediation 598.4 902.2 2124.6 3392.1
Real Estate & Business Activities 7415.7 9072.3 13238.0 19351.0
Public Administration & Defense 6999.7 8084.1 9431.0 13875.9
Education 4370.4 5000.0 7335.0 10435.0
Health & Social Work 4822.7 6072.6 7487.9 10758.6
Other 7473.8 9104.7 13058.5 17612.9
Customs Duties 4683.6 7034.3 8486.4 10359.3
Value-Added Tax ... 5129.1 21367.8 27630.7
1/ at production prices

(Percentages Composition)
Gross Domestic Product 100.0 100.0 100.0 100.0
Agriculture, Hunting & Forestry 6.7 6.6 6.3 6.6
Fisheries 0.1 0.1 0.1 0.0
Industry 34.0 32.9 28.7 28.9

Mining & Quarrying 3.4 3.7 4.4 4.2
Manufacturing 26.9 25.2 20.7 21.0
Electricity, Gas & Water Supply 3.8 4.0 3.6 3.7

Construction 7.8 6.5 5.7 5.2
Trade and Repair 13.1 15.0 13.1 13.1
Hotels & Restaurants 0.4 0.5 0.6 0.6
Transport, Storage & Communicati 6.2 6.1 6.3 6.0
Financial Intermediation 0.5 0.6 1.0 1.2
Real Estate & Business Activities 6.5 5.8 6.3 6.8
Public Administration & Defense 6.1 5.2 4.5 4.9
Education 3.8 3.2 3.5 3.6
Health & Social Work 4.2 3.9 3.6 3.8
Other 6.5 5.8 6.2 6.2
Customs Duties 4.1 4.5 4.0 3.6
Value-Added Tax ... 3.3 10.2 9.7

1/ according to the Polish version of the European classification of activities (NACE)

Source: GUS



Table 3.2.a Poland: GDP by Source at Constant Market Prices I/ (Million Zloty - Prices of 1990)
1987 1988 1989 1990 1991 1992 1993

Gross Domestic Product 60761.4 63252.6 63379.1 56027.1 52120.6 53488.9 55521.5
of which:
Industry 31367.6 32810.5 32121.5 25054.8 20780.2 19790.9 20987.1
Construction 6012.3 6373.0 6353.9 5432.6 5795.7 5348.9 5441.1
Agriculture & Forest 5005.8 5091.8 5084.5 4877.0 4940.1 4225.6 4330.7

Transport & Communication 3198.0 3316.4 3352.8 2856.6 2280.5 2139.6 2109.8
Trade 6628.7 7092.7 7426.1 7478.1 8072.4 7060.5 7884.0
Other Material Sectors 869.6 934.8 1043.3 922.3 952.9 2888.4 1887.7
Community Services 1012.0 1053.5 1045.1 936.4 1169.6 909.3 888.3
Housing 1777.4 1857.4 1751.5 1649.9 1570.4 1872.1 1998.8
Eduction 1978.7 1982.7 1992.6 2179.9 2188.0 2086.1 2109.8
Health & Social Welfare 1535.8 1572.7 1534.9 1574.8 1514.9 1390.7 1388.0
Other 6974.7 6932.9 7640.0 7410.8 5921.3 5669.8 5274.5
Banks services ... ... ... -2955.2 -2127.9 -1230.2 -277.6

(Percentage composition)
Gross Domestic Product 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Industry 51.6 51.9 50.7 44.7 39.9 37.0 37.8
Construction 9.9 10.1 10.0 9.7 11.1 10.0 9.8
Agriculture & Forest 8.2 8.0 8.0 8.7 9.5 7.9 7.8

Transport & Communication 5.3 5.2 5.3 5.1 4.4 4.0 3.8
Trade 10.9 11.2 11.7 13.3 15.5 13.2 14.2
Other Material Sectors 1.4 1.5 1.6 1.6 1.8 5.4 3.4
Community Services 1.7 1.7 1.6 1.7 2.2 1.7 1.6
Housing 2.9 2.9 2.8 2.9 3.0 3.5 3.6
Eduction 3.3 3.1 3.1 3.9 4.2 3.9 3.8
Health & Social Welfare 2.5 2.5 2.4 2.8 2.9 2.6 2.5
Other 11.5 11.0 12.1 13.2 11.4 10.6 9.5
Banks services ... ... ... -5.3 -4.1 -2.3 -0.5

Customs Duties ... ... ... ... ... 2.5 2.7

(Growth Rates)
Gross Domestic Product 6.0 5.7 4.8 4.1 3.7 3.2 2.6
Industry 3.2 4.6 -2.1 -22.0 -17.1 -4.8 6.0
Construction 2.1 6.0 -0.3 -14.5 6.7 -7.7 1.7
Agriculture & Forest -6.8 1.5 1.0 -0.3 6.8 -14.5 2.5
Transport &Communicatio 4.6 3.7 1.1 -14.8 -19.9 -6.2 -1.4
Trade 5.9 7.0 4.7 0.7 7.9 -12.5 11.7
Other 5.8 7.5 11.6 -11.6 3.3 203.1 -34.6
Community Services 2.3 4.1 -0.8 -10.4 24.9 -22.3 -2.3
Housing 1.7 4.5 -5.7 -5.8 -4.8 19.2 6.8
Eduction -0.5 0.2 0.5 9.4 0.4 -4.7 1.1
Health & Social Welfare 1.8 2.4 -2.4 2.6 -3.8 -8.2 -0.2
Other 2.8 -0.6 10.2 -3.0 -20.1 -4.2 -7.0
Banks services ... ... ... ... -28.0 -42.2 -77.4
I / According to the Polish classification of the national economy (KGN)

Source: GUS



Table 3.2.b Poland: GDP by Source at Constant Market Prices 1/ (Million Zloty - Prices of 1992)
1992 1993 1994 1995

Gross Domestic Product 114944.2 119312.1 125519.1 134305.4
Gross Value Added 110260 6 114009.5 119595.9 1277284
Agriculture. Hunting & Forestry 7657.8 8193.8 6953.3 7780.7
Fisheries 157.0 724 80 1 67.4
Industry 39126.8 42491 7 468739 51514.4

Mining & Quarrying 3870.6 3491.3 3425.5 3689.2
Manufacturing 30925.0 34605.1 38470.7 43318.0
Electricity, Gas & Water Supply 4331.2 4396.2 5106.5 4963.5

Construction 8931.6 9029 8 9271.0 9947.8
Trade and Repair 15112.4 15988.9 15747.1 16440.0
Hotels & Restaurants 493.2 504.5 541.5 573.5
Transport, Storage & Communication 7101.1 6724.7 6760.2 6969.8
Financial Intermediation 598.4 772.5 1561.2 1864.1
Real Estate & Business Activities 7415.7 7526.9 8046.0 8496.6
Public Administration & Defense 6999.7 7363.7 7937.7 8263.1
Education 4370.4 4374.8 4824.9 4892.5
Health & Social Work 4822.7 4846.8 5044.5 5190.8
Other 7473.8 6118.7 5954.4 5727.7

(Percentages Composition)
Gross Domestic Product 100.0 100.0 100.0 100.0
Gross Value Added 95.9 95.6 95.3 95.1
Agriculture, Hunting & Forestry 6.7 6.9 5.5 5.8
Fisheries 0.1 0.i 0.1 0.1
Industry 34.0 35.6 37.3 38.4

Mining & Quarrying 3.4 2.9 2.7 2.7
Manufacturing 26.9 29.0 30.6 32.3
Electricity, Gas & Water Supply 3.8 3.7 4.1 3.7

Construction 7.8 7.6 7.4 7.4
Trade and Repair 13.1 13.4 12.5 12.2
Hotels & Restaurants 0.4 0.4 0.4 0.4
Transport, Storage & Communication 6.2 5.6 5.4 5.2
Financial Intermediation 0.5 0.6 1.2 1.4
Real Estate & Business Activities 6.5 6.3 6.4 6.3
Public Administration & Defense 6.1 6.2 6.3 6.2
Education 3.8 3.7 3.8 3.6
Health & Social Work 4.2 4.1 4.0 3.9
Other 6.5 5.1 4.7 4.3

(Growth Rates)
Gross Domestic Product 3.2 3.8 5.2 7.0
Gross Value Added 3.4 4.9 6.8
Agriculture. Hunting & Forestry ... 7.0 -15.1 11.9
Fisheries ... -53.9 10.6 -15.8
Industry ... 8.6 10.3 9.9

Mining & Quarrying ... -9.8 -1.9 7.7
Manufacturing ... 11.9 11.2 12.6
Electricity, Gas & Water Supply ... 1.5 16.2 -2.8

Construction ... 1.1 2.7 7.3
Trade and Repair ... 5.8 -1.5 4.4
Hotels & Restaurants ... 2.3 7.3 5.9
Transport, Storage & Communication ... -5.3 0.5 3.1
Financial Intermediation ... 29.1 102.1 19.4
Real Estate & Business Activities .. 1.5 6.9 5.6
Public Administration & Defense ... 5.2 7.8 4.1
Education ... 0.1 10.3 1.4
Health & Social Work 0.5 4.1 2.9
Other ... -18.1 -2.7 -3.8
I/ According to the European classification of activities (NACE)

Source: GUS



Table 3.3 Poland: GDP by Expenditure at Current Market Prices (Million Zloty)
1980 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1/

Gross Domestic Product 251.1 1044.5 1295.3 1694.0 2962.9 11831.9 56027.1 80882.9 114944.2 155780.0 .210407.3 286025.6 359881.0

Net Exports -7.4 13.9 18.4 40.7 81.1 496.3 4000.9 -1553.4 1763.1 1517.9 2193.5 540.0 -13889.4
Expons 70.7 190.1 235.8 362.5 674.5 2257.0 16050.9 19025.7 27241.8 35732.6 50582.9 71345.7 84605.8
Impons 78.0 176.1 217.4 321.8 593.4 1760.8 12050.0 20579.1 25478.7 34214.7 48389.4 70805.7 98495.2

Total Expenditure 258.5 1030.5 1276.9 1653.3 2881.8 11335.6 52026.2 82436.3 113181.1 154262.1 208213.8 285485.6 373770.4
Constmlption 192.3 739.9 909.5 1167.4 1934.4 68284 37674.9 66333.6 95744.1 130033.8 174850.4 233160.2 299687.3

General Govermenti 23.1 96.2 117.8 151.6 242.9 706.7 10807.9 19520.3 28959.7 31833.8 39461.8 50961.9 62325.4
Private 169.2 643.8 791.7 1015.7 1691.6 6121.6 26867.0 46813.3 66784.4 98200.0 135388.6 182198.3 237362.0

Investment 66.2 288.8 374.0 488.4 965.7 4553.3 14351.3 16102.7 17437.0 24228.3 33363.4 52325.4 74083.0
Fixed Investment 62.1 221.1 283.6 382.1 666.3 1935.1 11761.2 15774.8 19296.6 24748.6 34078.3 48910.4 69248.0
Changes in Stocks 4.1 67.8 90.5 106.3 299.4 2618.2 2590.1 327.9 -1859.6 -520.3 -714.9 3415.0 4835.0

GrossDomesticSavings 58.8 302.8 392.4 529.1 1046.8 5049.5 18352.2 14549.3 19200.1 25746.2 35556.9 52865.4 60193.7
Net Factor lncome -10.4 -37.6 -46.7 -77.0 -126.0 459.8 - -3188.2 -3010.9 -2254.6 -2344.3 -3061.3 -1522.5 -986.9
Current Transfers 3.0 11.4 16.6 37.2 61.3 177.6 1835.9 373.6 719.7 1685.7 2686.3 14.5 604.0

National Savings 51.4 276.6 362.4 489.3 982.1 4767.3 16999.9 11912.0 17665.3 25087.6 35181.9 51357.4 59810.8

Gross National Product 240.7 1006.9 1248.6 1617.0 2836.9 11372.1 52838.9 77872.0 112689.6 153435.7 207346.0 284503.1 358894.1

(Percentage composition)
Grss Domestic Product 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Net Exports -2.9 1.3 1.4 2.4 2.7 4.2 7.1 -1.9 1.5 1.0 1.0 0.2 -3.9
Exports 28.1 18.2 18.2 21.4 22.8 19.1 28.6 23.5 23.7 22.9 24.0 24.9 23.5
Imports 31.1 16.9 16.8 19.0 20.0 14.9 21.5 25.4 22.2 22.0 23.0 24.8 27.4

Total Expenditure 102.9 98.7 98.6 97.6 97.3 95.8 92.9 101.9 98.5 99.0 99.0 99.8 103.9
Consumption 76.6 71.0 69.7 68.8 64.7 57.3 67.2 82.0 83.3 83.5 83.1 81.5 83.3

General Government 9.2 18.1 17.8 17.3 16.0 13.9 19.3 24.1 25.2 20.4 18.8 17.8 17.3
Private 67.4 61.8 60.6 59.8 56.5 51.3 48.0 57.9 58.1 63.0 64.3 63.7 66.0

Investment 26.3 27.7 28.9 28.8 32.6 38.5 25.6 19.9 15.2 15.6 15.9 18.3 20.6
Fixed Investment 24.7 21.2 21.9 22.6 22.S 16.4 21.0 19.5 16.8 15.9 16.2 17.1 19.2
Changes in Stocks 1.6 6.5 7.0 6.3 10.1 22.1 4.6 0.4 -1.6 -0.3 -0.3 1.2 1.3

Gross Domestic Savings 23.4 29.0 30.3 31.2 35.3 42.7 32.8 18.0 16.7 16.5 16.9 18.5 16.7
Net Factor Income -4.2 -3.6 -3.6 -4.5 -4.3 -3.9 -5.7 -3.7 -2.0 -1.5 -1.5 -0,5 -0.3

Current Transfers 1.2 1.1 1.3 2.2 2.1 1.5 3.3 0.5 0.6 1.1 .1.3 0.0 0.2
National Savings 20.5 26.5 28.0 28.9 33.1 40.3 30.3 14.7 15.4 16.1 16.7 18.0 16.6

Gross National Product 95.8 96.4 96.4 95.5 95.7 96.1 94.3 96.3 98.0 98.5 98.5 99.5 99.7
1/ Preliminary
Source: World Bank estimates based on Government Authorities dat



Table 3.4 Poland: GDP by Expenditure at Constant Prices (Million Zloty - Prices of 1990)
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 3

GrossDomesticProduct 60,761.4 63,252.6 63,379.1 56,027.1 52,120.6 53,488.9 55,521.5 58,408.6 62,526.4 66,278.0

NetExports 704.8 724.3 524.8 4.000.9 169.2 1,606.0 69.3 401.9 -404.7 -4,253.4
Exports 12,389.1 13,555.3 13,901.3 16.050.9 15.785.5 17.487.2 18,046.8 20,410.9 24,156.3 26,499.5
imports 11,684.4 12,830.9 13,376.5 12,050.0 15,616.3 15,881.2 17,977.5 20,009.0 24,561.0 30,752.9

Total Expenditure 60,056.6 62,528.2 62,854.3 52,026.2 51,951.4 51,882.9 55,452.2 58,006.7 62,931.1 70,531.4
Consumption 43,352.8 44,377.2 43,759.9 37,674.9 40,486.0 41,909.3 44,202.0 45,743.9 47,290.0 51,511.7

General Government 11,229.9 11,242.4 10,720.3 10,807.9 11,914.0 12,676.3 13,158.0 13,526.4 13,622.7 14,477.7
Private 32,122.9 33,134.8 33,039.6 26,867.0 28,572.0 29,233.0 31,044.0 32,217.5 33,667.3 37,034.0

Investment 16,703.8 18,151.0 19,094.3 14,351.3 11,465.4 9,973.6 11,250.2 12,262.7 15,641.1 19,019.6
FixedInvestment 12,554.0 13,321.3 13,035.6 11,761.2 11,243.2 11,504.7 11,838.3 12,927.5 15,319.0 18,628.0
Changes in Stocks 4,149.8 4,829.7 6,058.7 2,590.1 222.2 -1,531.1 -588.1 -664.7 322.1 391.7

(Growth Rates)
GrossDomesticProduct 2.0 4.1 0.2 -11.6 -7.0 2.6 3.8 5.2 7.0 6.0

Exports 5.0 9.4 2.6 15.5 -1.7 10.8 3.2 13.1 18.4 9.7
Imports 4.6 9.8 4.3 -9.9 29.6 1.7 13.2 11.3 22.7 25.2

Consumption 1/ 2.5 2.4 -1.4 -13.9 7.5 3.5 5.5 3.5 3.4 8.9
General Govemment 0.8 0.1 -4.6 0.8 10.2 6.4 3.8 2.8 0.7 ...
Private 3.2 3.2 -0.3 -18.7 6.3 2.3 6.2 3.8 4.5 ...

Investment 0.1 8.7 5.2 -24.8 -20.1 -13.0 12.8 9.0 27.6 21.6
Fixed Investment 4.1 6.1 -2.1 -9.8 -4.4 2.3 2.9 9.2 18.5 21.6
ChangesinStocks2/ ... 1.1 1.9 -5.5 -4.2 -3.4 1.8 -0.1 1.2 0.1

1/ Estimated residually, may differ from GUS published rates
2/ Contribution to GDP growth
31 Preliminary
Soure: World Bank estimates based on Goverment Authonties data - GUS



Table 4.1 Poland Consolidated Balance of Payment (Million USS)
1980 1985 19S6 1981 1988 1989 1990 1991 1992 1993 1994 1995 19965)

Exports of Goods 14170.0 10685.0 12468.0 12359.0 13874.0 12892.0 16178.0 13073.0 13997.0 13585.0 16950.0 22878.0 24420.0
ImportsofGoods 15806.0 10283.0 11741.0 11558.0 12748.0 12529.0 11677.0 12920.0 13485.0 1587R.0 17786.0 24705.0 32574.0

Tratde Balance -1636.0 402.0 727.0 801.0 1126.0 363.0 4501.0 153.0 512.0 -22930 -836.0 -18270 -81540

Exports of Services 1624.0 1266.0 1399.0 1533.0 1703.0 1864.0 2410.0 2159.0 2224.0 24240 2594.0 42130 48540
Non-FactorServices 1485.0 1093.0 1205.0 1301.0 1399.0 1427.0 1794.0 1591.0 1612.0 1846.0 21000 31900 33830
Shipment 883.0 529.0 564.0 491.0 499.0 487.0 539.0 614.0 755.0 -
Travel 269.0 113.0 131.0 193.0 233.0 217.0 358.0 104.0 152.0
Other 333.0 451.0 510.0 617.0 667.0 723.0 897.0 873.0 705.0

Factor Services 139.0 173.0 194.0 232.0 304.0 437.0 616.0 568.0 6120 539.0 494.0 10230 1471.0
Exports ofG & S 15794.0 11951.0 13867.0 13892.0 15577.0 14756.0 18588.0 15232.0 16221.0 159700 19544,0 27091 0 292740

Imports of services 3944.0 3656.0 3929.0 4298.0 4548.0 5107.0 5759.0 4758.0 3534.0 3364.9 3R840 4691 0 5429.0
Non-Factor Services 1448.0 926.0 1073.0 1163.0 1318.0 1475.0 1787.0 1344.0 126R.0 1477.0 2043.0 3040.0 35920
Shipment 837.0 473.0 505.0 569.0 576.0 634.0 544.0 348.0 218.0
Travel 251.0 174.0 176.0 201.0 249.0 232.0 424.0 124.0 132.0 -
Other 360.0 279.0 392.0 393.0 493.0 609.0 819.0 871.0 918.0

Factor Services 2496.0 2730.0 2856.0 3135.0 3230.0 3632.0 3972.0 3414.0 2266.0 1831 0 1841 0 1651 0 1837 0
Imports ofG& S 19750.0 13939.0 15670.0 15856.0 17296.0 17636.0 17436.0 17678.0 17019.0 191860 216700 2)13960 380n)30

Net Current Transfers 672.0 778.0 949.0 1404.0 1423.0 1234.0 1988.0 1217.0 528.0 9290 1182(0 6() 224.0

Cufrent Acc Balance -3284.0 -1210.0 -854.0 -560.0 -296.0 -1646.0 3140.0 -1229.0 -270.0 -2287.0 -944() 5s55)) 135?0
of which: NIC'A -927.0 1347.0 1808.0 2343.0 2630.0 1549.0 6496.0 1617.0 1460.1 -895.0 550() 6202)) -930)0

Capital Account 2882.0 -1468.0 -3572.0 -3064.0 -4197.0 -3312.0 -8957.0 -6470.0 -723.9 1649 3 453)) 1 11 ) 5 5268 0

DisbUTsements 8840.0 723.0 1112.0 659.0 341.0 267.0 445,0 786.0 562.0 921 7 8'i 7 702() 819()
Amortization due 5971.0 2816.0 4103.0 3552.0 4036.0 3379.0 4814.0 5440.0 1891.2 139.30 613 2 57()0 1026.0
Direct Foreign Invest.2/ -10.0 14.0 60 4.0 -8.0 -7.0 11.0 117.0 284.0 580() 542.) 2Th5 0 2932.0
Capital NEI 3/ 23.0 611.0 -587.0 -175.0 -494.0 -193.0 -2164,7 -1933.0 321.3 1540.6 3707.6 17120 2543.0

Overall Balance -1116.0 -3280.0 -4709.0 -3785.0 -4215.0 -4682.0 -3818.0 -7699.0 -993.9 -637 7 1638 ( 9604 ) 3916.0

Net Change in Reserves 402.0 236.0 173.0 -797.0 .561.0 -44.0 -2417.0 8660 -1614.5 -634 0 -2534 0 -9692 0 -3986.0
Gross 402.0 236.0 173.0 -797.0 -561.0 -44.0 -2417.0 866.0 -1614.5 -496 0 -3144.0 -8204 0 -3916.0
Net IMF (+ incr.) 0.0 0.0 0.0 0.0 0.0 00 , ... 0.0 -138.0 610.n -1400.0 0.0

Debt Relief/Resched 4/ 0.0 13337,0 1688.0 7484.0 4700.0 2089.0 10685.0 2091.0 0.0 00 -1948 I 88,0 70,0

Change in Arrears 0.0 -10895.0 2565.0 -3063.0 354.0 2913.0 -2451.0 4742.0 2608.4 1271 7 896.0 00 0.0
Interest 0.0 -3263.0 1483.0 -2102.0 583.0 2170.0 -1962.0 4587.0 1160.1 965.0 6560 0.0 0.0
Amortization 0.0 -7632.0 1082.0 -961.0 -229.0 743.0 -489.0 155.0 1448.3 306.7 240)) 0.0 0.0

Source: NBP
1/ Includes bilateral agreements from 1986, convertible cuffency only starting from 1992.
2/ Includes portfolio investment
3/ Includes short teno capital, credit extended, and other capital
4/ Net costs in 1994
S/ Preliminary

X * f~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~



Table 4.2 Poland: Foreign trade by destination

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

(Million USS)

Total import 11185.0 11535.0 11215.0 12712.0 10659.0 9780.8 15756.0 15913.0 18834.0 21569.1 29049.7

EEC 1959.0 2302.0 2590.0 3137.0 3290.0 4294.2 7835.0 8446.0 10784.0 12403.4 18780.6

East and Central Europ 5986.0 5964.0 5105.0 5240.0 3572.0 2270.5 2962.0 2589.0 2531.0 3062.7 4475.9

Other 3240.0 3269.0 3520.0 4335.0 3797.0 3216.2 4959.0 4878.0 5519.0 6103.0 5793.2

Total export 11489.0 12074.0 12205.0 13960.0 13466.0 14321.6 14903.0 13187.0 14143.0 17240.1 22894.9

EEC 2487.0 2497.0 2958.0 3620.0 3754.0 6337.8 8285.0 7632.0 8951.0 10804.9 16036.3

East and Central Europ 5626.0 5651.0 5171.0 5919.0 5014.0 3326.7 2506.0 2026.0 1869.0 2498.9 3953.7

Other 3376.0 3926.0 4076.0 4421.0 4698.0 4657.1 4112.0 3529.0 3323.0 3936.3 2904.9

Balance
Total 304.0 539.0 990.0 1248.0 2807.0 4540.8 -853.0 -2726.0 -4691.0 -4329.0 -6154.8

EEC 528.0 195.3 368.4 482.6 464.0 2043.6 450.0 -814.0 -1833.0 -1598.5 -2744.3

East and Central Europ -360.3 -313.4 66.2 679.4 1442.0 1056.3 -456.0 -563.0 -662.0 -563.8 -522.2

Other 136.0 657.0 556.5 86.0 901.0 1440.9 -847.0 -1349.0 -2196.0 -2166.7 -2888.3

Shares Import
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 1)0.0 100.0

EEC 17.5 20.0 23.1 24.7 30.9 43.9 49.7 53.1 57.3 57.5 64.6

East and Central Europ 53.5 51.7 45.5 41.2 33.5 23.2 18.8 16.3 13.4 14.2 15.4

Other 29.0 28.3 31.4 34.1 35.6 32.9 31.5 30.7 29.3 28.3 19.9

Shares Export
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 10(.0 100.0

EEC 21.6 20.7 24.2 25.9 27.9 44.3 55.6 57.9 63.3 62.7 70.0

East and Central Europ 49.0 46.8 42.4 42.4 37.2 23.2 16.8 15.4 13.2 14.5 17.3

Other 29.4 32.5 33.4 31.7 34.9 32.5 27.6 26.8 23.5 22.8 12.7

Exchange Rate NBP 0.0 0.0 0.0 0.0 0.1 1.0 1.1 1.4 1.8 2.3 2.4

Source: GUS



Table 4.3 Commodity Composition of Polish Export and Imports (1991-1995)
1991 Shares 1992 Shares 1993 Shares 1994 Shares 1995 Shares

Combined Nomenclature (CN) Exports I Imports Exports| Imports Exports| Imports Exports| Imports Exports| Imports

I - Live animals. 7.3 2.6 5.3 2.7 3.8 2.1 3.6 2.4 3.3 1.6
If - Vegetable products. 6.0 3.8 5.6 4.2 3.1 5.5 3.2 3.5 3.0 3.8
III-Various fats 0.3 0.6 0.2 0.8 0.1 0.7 0.1 0.8 0.2 0.7
IV - Prepared foodstuffs. 4.3 6.8 3.6 4.7 3.2 4.0 5.2 4.4 4.5 4.1
V- Mineralproducts. 15.0 21.4 13.8 19.2 11.7 12.6 11.2 12.3 10.( 11.0
VI - Chemicals 8.9 8.3 7.3 11.6 5.9 11.3 6.0 11.8 6.8 11.2
VII - Plastics and articles thereof. 2.2 3.4 2.7 4.9 2.3 5.2 2.5 6.2 3.2 6.8
VIll - Leather products 1.1 0.4 1.0 0.2 1.0 0.7 0.8 0.9 0.9 0.9
IX - Woods 4.4 0.2 4.7 0.3 5.0 0.4 4.5 0.4 4.1 0.6
X - Pulp of wood & Paper. 1.0 2.5 1.4 4.0 1.4 4.0 1.6 4.1 2.5 4.6
XI - Textiles 4.4 6.0 7.2 4.3 12.8 9.2 13.1 10.4 12.4 9.7
XII - Footwear, headgear,umbrellas... 0.9 0.9 1.0 0.6 2.2 0.9 1.2 0.7 1.2 0.6
XIII - Articles of stone, plaster, cement. 2.9 1.5 1.9 1.6 1.8 1.7 1.9 1.8 1.9 2.1
XIV - Precious stones, metals.. 1.0 0.1 0.8 0.1 0.8 0.1 1.1 0.1 0.8 0.1
XV - Base metals and the articles. 19.0 4.2 19.5 5.2 17.6 6.0 16.8 6.3 16.2 7.3
XVI-Machinery and mechanical appliances 9.4 24.6 11.1 25.4 10.3 23.9 10.1 23.6 11.5 24.1
XVII - Vehicles, aircraft, vessels. 5.2 7.8 8.2 5.0 11.0 6.6 10.1 5.1 10.1 5.7
XVIII - Optical ,photografic,medical.. 1.0 2.7 0.7 3.1 0.6 3.2 0.7 2.7 0.6 2.8
XIX- Arms and ammunition. 0.2 1.8 0.2 1.9 0.1 0.1 0.2 0.0 0.1 0.0
XX - Miscellaneous manufactured articales. 3.2 0.0 3.9 0.1 5.0 1.8 6.1 1.9 6.8 1.9
XXI - Works of art, antiques. 2.2 0.2 0.0 0.0 0.2 0.1 0.0 0.0 0.( 0.0

Agriculture 17.9 13.8 14.7 12.4 10.2 12.3 12.1 11.1 I 11() 10.3
Industrial 82.0 86.0 85.4 87.5 89.7 87.8 87.9 88.3 89.0 89.5
Manufacturing 54.4 59.7 61.8 62.1 67.8 68.2 66.8 68.7 68.8 70.1
Energyandrawmaterials 17.0 24.0 16.0 23.3 13.9 16.7 13.9 16.5 13.3 15.7
Other 10.6 2.3 7.6 2.1 8.0 2.9 7.2 3.1 6.9 3.7

Source: GUS
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Table 5.la State Budget Expenditures (Million Zloty)
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 31 19974/

1. Total Expenditures 808.2 1423.3 3565.5 19318.5 26936.6 38189.0 50242.1 68865.1 91169.7 108661.4 127736.0

A. Current Expenditures 714.2 1265.3 3158.5 17154.9 25307.2 36238.9 47764.4 66140.6 87685.4 104467.8 122267.0
Subsidies 268.8 474.4 1248.9 4314.4 4144.6 3762.4 5849.5 8402.3 10185.2 5668.1 5417.2
On goods 8.5 14.8 793.8 1617.6 1109.8 529.4 733.1 4254.8 5716.3 1386.1 1682.8
On Housing 5.1 8.9 190.6 673.4 662.0 858.4 573.4 469.6 445.7 445.7 448.7
To economic entities 3.4 5.9 5.8 482.3 425.2 596.2 650.0 1452.3 2007.1 1150.3 1044.6
On interest rates 10.2 17.8 82.7 742.5 693.4 1778.4 1400.6 2225.6 2016.1 2686.0 2241.1

Transfers 68.3 124.8 609.3 4533.6 7351.1 12206.1 16886.4 24908.4 31932.6 39269.7 45462.8
Tohouseholds ... 30.8 125.2 1017.6 1701.5 822.8 1925.2 3116.5 7888.9 9603.4 11592.4
To Social Funds 68.3 94.0 484.1 3516.0 4371.7 9009.3 11941.4 16106.6 16558.2 17834.1 20032.8
FUS 23.0 19.9 127.2 881.9 2206.0 4950.8 6605.2 8296.9 6000.0 5925.7 5838.4
FP 2.0 4.0 9.5 334.0 750.4 1625.6 1990.0 2800.0 4023.6 3932.6 4958.3
Other 43.3 70.1 347.4 2300.1 1415.3 2432.9 3346.2 5009.7 6534.6 7975.8 9236.1

To Local Govt. ... ... ... ... 1277.9 1965.4 2673.5 5339.0 7150.2 11720.1 13800.0
Other 1/ ... ... ... ... ... 408.6 346.4 346.3 335.3 112.1 37.6

Wages 70.4 118.7 669.0 3432.7 6104.2 9487.8 12244.1 16703.8 20489.2 20995.2 22978.8
Wage Payments 51.0 89.1 494.1 2480.0 4580.0 7170.0 9240,0 13030.0 15366.9 15746.4 17234.1
Social Contributions 19.4 29.6 174.9 952.7 1524.2 2317.8 3004.1 3673.8 5122.3 5248.8 5744.7

GoodsandServices 121.5 294.9 2715.2 6270.2 7167.9 6823.3 6893.0 10718.7 23402.5 30550.2

Interest Payments ... ... ... 222.7 1256.4 3614.7 5961.0 9233.0 14359.7 15132.3 17858.0
External Debt ... ... ... 0.0 714.8 1176.4 1211.1 1832.1 3262.6 3695.2 4923.0
Domestic Debt 2/ ... ... ... 222.7 541.6 2438.3 4749.9 7400.9 11097.1 11437.1 12935.0

Other 245.6 425.9 336.4 1936.3 180.7 0.0 0.0 0.1 0.0 0.0 0.0

B. Capital Expenditures 94.0 158.0 407.0 2163.6 1629.4 1950.2 2477.7 2724.5 3484.3 4193.6 5469.0

1/ Includes transfers to the "extrabudgetary Economy'.
2/ Includes amortization of Dollar-denominated bonds
3/ Prelimanary

4/ Program

Source: MoF and World Bank staff estimates.



Table S.1b State Budget Expenditures (in percent of GDP)
19S7 19S8 19S9 19 19- 991 1992 1993 I994 1995 1996 3/ 1997 4/

1. Total Expenditures 47.7 48.0 30.1 34.5 33.3 33.2 32.3 32.7 31.9 30.2 29.6

A. CurrentExpenditures 42.2 42.7 26.7 30.6 31.3 31.5 30.7 31.4 30.7 29.0 28.4
Subsidies 15.9 16.0 10.6 7.7 5.1 3.3 3.8 4.0 3.6 1.6 1.3
On goods 0.5 0.5 6.7 2.9 1.4 0.5 0.5 2.0 2.0 0.4 0.4
On Housing 0.3 0.3 1.6 1.2 0.8 0.7 0.4 0.2 0.2 0.1 0.1
To economic entities 0.2 0.2 0.0 0.9 0.5 0.5 0.4 0.7 0.7 0.3 0.2
On interest rates 0.6 0.6 0.7 1.3 0.9 1.5 0.9 1.1 0.7 0.7 0.5

Transfers 4.0 4.2 5.1 8.1 9.1 10.6 10.8 I 1.8 11.2 10.9 10.5
To households ... 1.0 1.1 1.8 2.1 0.7 1.2 1.5 2.8 2.7 2.7
To Social Funds 4.0 3.2 4.1 6.3 5.4 7.8 7.7 7.7 5.8 5.0 4.6
FUS 1.4 0.7 1.1 1.6 2.7 4.3 4.2 3.9 2.1 1.6 1.4
FP 0.1 0.1 0.1 0.6 0.9 1.4 1.3 1.3 1.4 1.1 1.1
Other 2.6 2.4 2.9 4.1 1.7 2.1 2.1 2.4 2.3 2.2 2.1

To Local Govt. ... ... ... ... 1.6 1.7 1.7 2.5 2.5 3.3 3.2
Other 1/ ... ... ... ... ... OA 0.2 0.2 0.1 0.0 0.0

Wages 4.2 4.0 5.7 6.1 7.5 8.3 7.9 7.9 7.2 5.8 5.3
Wage Payments 3.0 3.0 4.2 4.4 5.7 6.2 5.9 6.2 5.4 4.4 4.0
Social Contributions 1.1 1.0 1.5 1.7 1.9 2.0 1.9 1.7 1.8 1.5 1.3

Goods and Services ... 4.1 2.5 4.8 7.8 6.2 4.4 3.3 3.7 6.5 7.1

Interest Payments ... ... ... 0.4 1.6 3.1 3.8 4.4 5.0 4.2 4.1
Extenfal Debt ... ... ... 0.0 0.9 1.0 0.S 0.9 1.1 1.0 1.1'
Domestic Debt 2/ ... ... ... 0.4 0.7 2.1 3.0 3.5 3.9 3.2 3.0

Other 14.5 14.4 2.8 3.5 0.2 0.0 0.0 0.0 0.0 0.0 0.0

B. Capital Expenditures 5.5 5.3 3.4 3.9 2.0 1.7 1.6 1.3 1.2 1.2 1.3

1/ Includes transfers to the 'extrabudgetary Economy".
2/ Includes amortization of Dollar-denominated bonds
3/ Preliminary
4/ Program
Source: MoF and World Bank staff estimates.



Table 5.2.a State Budget Revenues (Million Zloty)
1987 1988 1989 1990 199l 1992 1993 1994 1995 1996 1/ 1997 2/

1. Total Revenues 579.4 1054.4 2910.7 19710.3 21206.0 31277.6 45900.9 63125.2 83721.7 98502.5 116436.0

A. Tax Revenues 533.1 988.9 2491.7 16680.2 18022.3 27292.9 41345.4 56457.3 74749.7 90090.0 107821.2
Indirect Taxes 221.0 380.6 854.6 4126.2 7824.5 12987.3 22132.6 31773.1 42089.3 52900.0 61813.0
TurnoverTax 179.6 320.3 854.6 3753.7 6119.5 10309.9 ... ... ... ...
VAT+Excises .. ... ... ... ... ... 17749.4 26884.3 36314.8 46440.0 54463.0
Trade Taxes 41.4 60.3 ... 372.5 1705.0 2677.4 4383.2 4888.8 5774.5 6460.0 7350.0

Direct Taxes 312.1 608.3 1637.1 12554.0 10197.8 14305.6 19212.8 24684.2 32660.4 37190.0 46008.2
Personal Income Tax ... ... ... ... ... 7226.1 11942.4 17375.6 23536.4 26630.0 32838.2
Corporate Income tax 185.9 359.9 933.9 8285.4 5062.2 5062.0 6257.2 6827.7 8812.4 10400.0 12990.0
Excess WageTax 5.3 21.0 166.6 877.3 2709.8 1698.8 998.7 469.2 ... ...
Wage Tax 61.3 104.3 329.0 1792.4 1954.8 ... ... ... ...
Income Equal. + Prof Tax ... ... 26.1 239.8 290.0 ... ... ... ... ...
Other 59.6 123.1 181.5 1359.1 181.0 318.7 14.5 11.7 311.6 160.0 180.0

B. Nontax Revenues 46.3 65.6 419.0 3030.1 3012.7 3500.2 3775.1 5072.2 6330.4 5192.5 5114.8
Cental Bank F-rofits 16.6 36.3 174.0 992.2 660.5 1211.3 1418.2 2355.1 2980.0 300.0 350.0
Dividend Tax ... ... 166.3 1283.0 1258.1 848.1 691.4 599.5 805.8 1270.0 1050.0
Other 29.7 29.3 78.7 754.9 1094.1 1440.8 1665.5 2117.6 2544.6 3622.5 3714.8

C. Capital Revenues (Privat.) ... ... ... ... 171.0 484.4 780.4 1595.7 2641.6 3220.0 3500.0
I/ Preliminary
2/ Program
Source: MoF and World Bank staff estimates.



Table 5.2.b State Budget Revenues (in percent of GDP)
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1I 19972I

1. Total Revenues 34.2 35.6 24.6 35.2 26.2 27.2 29.5 30.0 29.3 27.4 27.0

A. Tax Revenues 31.5 33.4 21.1 29.8 22.3 23.7 26.5 26.8 26.1 25.0 25.0
IndirectTaxes 13.0 12.8 7.2 7.4 9.7 11.3 14.2 15.1 14.7 14.7 14.3
TumoverTax 10.6 10.8 7.2 6.7 7.6 9.0
VAT+Excises ... ... ... - .. 11.4 12.8 12.7 12.9 12.6
TradeTaxes 2.4 2.0 ... 0.7 2.1 2.3 2.8 2.3 2.0 1.8 1.7

DirectTaxes 18.4 20.5 13.8 22.4 12.6 124 12.3 11.7 11.4 103 10.7
Personal Income Tax ... ... ... ... ... 6.3 7.7 8.3 8.2 7 4 7.6

Corporatelncometax 11.0 12.1 7.9 14.8 6.3 4.4 4.0 3.2 3.1 29 3.0
Excess Wage Tax 0.3 0.7 1.4 1.6 3.4 1.5 0.6 0.2 ...
Wage Tax 3.6 3.5 2.8 3.2 2.4
Income Equal +ProfTax ... .. 0.2 0.4 0.4 ...
Other 3.5 4.2 1.5 2.4 0.2 0.3 0.0 0.0 0.1 0.0 0.0

B. Nontax Revenues 2.7 2.2 3.5 54 3,7 3.0 2.4 2.4 2.2 1 4 1.2
Central Bank Profits 1.0 1.2 1.5 1.8 0.8 1.1 0.9 1.1 1.0 0.1 0.1
Dividend Tax ... ... 1.4 2.3 1.6 0.7 0 4 0.3 0.3 0.4 0.2
Other 1.8 1.0 0.7 1.3 1.4 1.3 1.1 1.0 0.9 1.0 0.9

C. Capital Revenues (Privat.) ... ... 0.2 0.4 0.5 0.8 0.9 0.9 0.8
1 /Preliminary
2/ Program
Source: MoF and World Bank staff estimates.



Table 5.3.a Extrabudgetarv Funds (Million Zloty)
1989 1990 1991 1992 1993 1994 1995 1996 1/ 1997 2!

Pension Fund
Revenues 969.1 5783.3 11170.3 18911.7 25119.4 34049.0 41982.8 51839.1 61113.2
Contributions 667.0 3948.7 7321.1 10822.1 14374.8 18917.7 26655.2 34488.5 42008.2
State Subsidies 127.2 881.9 2206.0 4950.8 6605.2 8296.9 6000.0 5925.7 5838.4
State Contr. 174.9 952.7 1643.2 3138.8 4139.4 6834.4 9327.6 11424.9 13266.6

Expenditures 974.6 5175.5 11505.7 18732.3 24683.0 33919.0 41191.1 51495.3 62279.1
Surplus/Deficit (-) -5.5 607.8 -335.4 179.4 436.4 130.0 791.7 343.8 -1165.9

Labor Fund
Revenues 9.5 458.4 1192.8 2312.7 3245.5 4477.6 6269.9 6789.9 8431.9
Contributions 0.0 124.4 369.9 546.9 982.9 1310.0 1729.2 2227.4 2760.8
State Subsidies 9.5 334.0 750.4 1625.6 1990.0 2800.0 4023.6 3932.6 4958.3
State Contr. 0.0 0.0 72.5 140.2 272.6 367.6 517.1 629.9 712.8

Expenditures 6.2 342.9 1239.8 2282.8 3190.3 4346.3 6206.8 6776.9 8431.9
Surplus/Deficit(-) 3.3 115.5 -47.0 30.0 55.2 131.3 63.1 13.0 0.0

Other Funds
Revenues 708.5 4604.6 2236.2 3564.5 4371.6 6151.7 8051.3 9592.1 11238.1
Contributions 361.1 2304.5 820.9 1131.6 1025.3 1142.0 1516.7 1616.3 2002.0
State Subsidies 347.4 2300.1 1415.3 2432.9 3346.2 5009.7 6534.6 7975.8 9236.1

Expenditures 828.4 4056.1 2295.3 2889.8 4329.7 5599.8 7419.8 10154.4 11397.0
Surplus/Deficit(-) -119.9 548.5 -59.1 674.6 41.9 551.9 631.5 -562.3 -158.9

Total Extrabudgetary Funds

Revenues 1687.1 10846.3 14599.3 24788.9 32736.5 44678.3 56304.0 68221.1 80783.2
Contributions 1028.1 6377.6 8511.9 12500.6 16383.1 22680.6 31593.6 40393.2 49334.3
State Subsidies 484.1 3516.0 4371.7 9009.3 11941.4 16106.6 16558.2 17834.1 20032.8
State Contr. 174.9 952.7 1715.7 2710.5 3602.5 5891.1 8152.2 9993.8 11416.1

Expenditures 1809.2 9574.5 15040.8 23904.9 32203.0 43865.1 54817.7 68426.6 82108.0
Surplus/Deficit (-) -122.1 1271.8 -441.5 884.0 533.5 813.2 1486.3 -205.5 -1324.8

1/ Preliminary
2/ Program
Source: MoF and World Bank staff estimates.



Table 5.3.b Extrabudgetary Funds (in percent of GDP)
1989 1990 1991 1992 1993 1994 1995 1996 1/ 1997 2

Pension Fund
Revenues 8.2 10.3 13.8 16.5 16.1 16.2 14.7 14.4 14.2
Contributions 5.6 7.0 9.1 9.4 9.2 9.0 9.3 9.6 9.7
State Subsidies 1.1 1.6 2.7 4.3 4.2 3.9 2.1 1.6 1.4
State Contr. 1.5 1.7 2.0 2.7 2.7 3.2 3.3 3.2 3.1

Expenditures 8.2 9.2 14.2 16.3 15.8 16.1 14.4 14.3 14.4
Surplus/Deficit (-) 0.0 1.1 -0.4 0.2 0.3 0.1 0.3 0.1 -0.3

Labor Fund
Revenues 0.1 0.8 1.5 2.0 2.1 2.1 2.2 1.9 2.0
Contributions 0.0 0.2 0.5 0.5 0.6 0.6 0.6 0.6 0.6
State Subsidies 0.1 0.6 0.9 1.4 1.3 1.3 1.4 1.1 1.1
State Contr. 0.0 0.0 0.1 0.1 0.2 0.2 0.2 0.2 0.2

Expenditures 0.1 0.6 1.5 2.0 2.0 2.1 2.2 1.9 2.0
Surplus/Deficit (-) 0.0 0.2 -0.1 0.0 0.0 0.1 0.0 0.0 0.0

Other Funds
Revenues 6.0 8.2 2.8 3.1 2.8 2.9 2.8 2.7 2.6
Contributions 3.1 4.1 1.0 1.0 0.7 0.5 0.5 0.4 0.5
State Subsidies 2.9 4.1 1.7 2.1 2.1 2.4 2.3 2.2 2.1

Expenditures 7.0 7.2 2.8 2.5 2.8 2.7 2.6 2.8 2.6
Surplus/Deficit (-) -1.0 1.0 -0.1 0.6 0.0 0.3 0.2 -0.2 0.0

Total Extrabudgetary Funds

Revenues 14.3 19.4 18.0 21.6 21.0 21.2 19.7 19.0 18.7
Contributions 8.7 11.4 10.5 10.9 10.5 10.8 11.0 11.2 11.4
State Subsidies 4.1 6.3 5.4 7.8 7.7 7.7 5.8 5.0 4.6
State Contr. 1.5 1.7 2.1 2.4 2.3 2.8 2.9 2.8 2.6

Expenditures 15.3 17.1 18.6 20.8 20.7 20.8 19.2 19.0 19.0
Surplus/Deficit (-) -1.0 2.3 -0.5 0.8 0.3 0.4 0.5 -0.1 -0.3

1/ Preliminary
2/ Program
Source: MoF and World Bank staff estimates.



Table 5.4 Local Governments (Million Zloty and percent of GDP)
1991 1992 1993 1994 1995 1996 1/ 1997 2/

Total Revenues 4742.8 6440.2 9648.5 14808.0 19993.4 29827.3 35113.2
Personal Income Tax 0.0 1261.4 2099.3 3054.4 4147.5 7078.9 8845.2
Corporate Income tax 528.9 166.6 349.2 366.3 468.9 547.4 675.8
Property tax 757.1 1053.7 1427.5 1988.0 2826.6 3466.7 3640.0
Other Tax revenues 1004.4 943.5 1031.0 1159.8 1526.2 1936.9 2273.9
Transfers 1277.9 1992.4 2711.6 5386.1 7194.9 11819.8 13914.7
Capital Revenues ... ... 456.4 713.1 928.3 960.0 1104.0
Other Non-Tax revenues 1174.5 1022.6 1573.5 2140.3 2901.0 4017.6 4659.6

Total Expenditures 4478.8 6487.9 9583.3 14903.9 19828.4 29922.5 35075.7

Current Expenditures 3496.8 4981.3 7148.5 11540.4 15170.9 24363.1 28747.0
Wages 612.8 1256.6 1914.7 3901.8 5417.9 11447.7 13851.8

Net 421.3 863.9 1316.3 2682.5 3724.8 7870.3 9523.1
Soc. Sec. Contributions 191.5 392.7 598.3 1219.3 1693.1 3577.4 4328.7

Other 2884.0 3724.7 5233.8 7638.6 9753.0 12915.4 14895.2
Capital Expenditures 982.0 1506.6 2434.8 3363.5 4657.5 5559.4 6328.7

Surplus/Deficit (-) 264.0 -47.7 65.2 369.5 165.0 -95.2 37.5

Percentage of GDP

Total Revenues 5.9 5.6 6.2 7.0 7.0 8.3 8.1
IncomeTax 0.0 1.1 1.3 1.5 1.5 2.0 2.1
Personal Income Tax 0.7 0.1 0.2 0.2 0.2 0.2 0.2
Corporate Income tax 0.9 0.9 0.9 0.9 1.0 1.0 0.8
Property tax 1.2 0.8 0.7 0.6 0.5 0.5 0.5
Other Tax revenues 1.6 1.7 1.7 2.6 2.5 3.3 3.2
Transfers 0.0 0.0 0.3 0.3 0.3 0.3 0.3
Other Non-Tax revenues 1.5 0.9 1.0 1.0 1.0 1.1 1.1

Total Expenditures 5.5 5.6 6.2 7.1 6.9 8.3 8.1

Current Expenditures 4.3 4.3 4.6 5.5 5.3 6.8 6.7
Wages 0.8 1.1 1.2 1.9 1.9 3.2 3.2
Net 0.5 0.8 0.8 1.3 1.3 2.2 2.2
Soc. Sec. Contributions 0.2 0.3 0.4 0.6 0.6 1.0 1.0

Other 3.6 3.2 3.4 3.6 3.4 3.6 3.5
Capital Expenditures 1.2 1.3 1.6 1.6 1.6 1.5 1.5

Surplus/Deficit (-) 0.3 0.0 0.0 0.2 0.1 0.0 0.0

I/ Prelimanry
2/ Program
Source: MoF and World Bank staff estimates.



Table 5.5.s Consolidated General Government (Million Zloty)
1989 1990 1991 1992 1993 1994 1995 1996 3/ 19974/

Total Revenues 4002 26505 34191 51881 74212 101619 136831 166875 198006
StateBudget 2911 19710 21206 31138 45797 63044 83641 98378 116308
Local Government 64 417 3465 4448 6937 9422 12799 18008 21199
Extrabudgetary Funds 1028 6378 8512 12501 16383 22681 31594 40393 49334
Other General Government 0 0 1008 3794 5095 6473 8798 10096 11164

Total Expenditures 4716 24424 39583 59541 77800 106226 142121 177102 210131

Current Expenditures 4309 22261 36972 55611 72705 99774 133359 166936 197800
Wages 494 2482 5001 9285 12337 20792 25756 30720 35350
Goods and Services 295 2714 6270 7168 6823 6893 10719 23403 30550
Interest 0 223 1256 3615 5961 9233 14360 15132 17858
Transfers 1934 10592 16742 22914 32070 45481 60858 74920 90161
Subsidies 1249 4314 4145 3762 6028 8577 10324 5957 5723
Other 1/ 336 1936 3557 8867 9485 8798 11343 16805 18158

Current Revenues 4002 26336 34020 51396 72975 99310 133261 162695 193402

Public Sector Savings -306 4076 -2952 -4215 270 -464 -98 -4242 -4398

Capital Expenditures 2/ 407 2164 2611 3930 5095 6452 8763 10165 12331
Capital Revenues 0 168 171 484 1237 2309 3570 4180 4604

Surplus/Deficit(-) -713 2080 -5392 -7660 -3588 -4606 -5291 -10227 -12125

Financing: 713 -2080 5392 7660 3588 4606 5291 10227 12125
External Financing -27 -401 -94 -283 -586 -4100 929 -1051 -1462
Domestic Financing 741 -1679 5486 7943 4174 8706 4362 11278 13587
Central Bank 541 -1296 2300 3000 3000 1300 -7237 -905 -196
Rest ofFinancial System 199 -383 3186 4943 1174 7406 11599 12183 13783

memo: Primary Surplus/Deficit -713 2303 -4136 -4045 2373 4627 9069 4905 5733
1/ From 1991 includes non-transfer expenditures of the Gminas, and other General Government current expenditures
2/ Includes State Budget and Local Governments capital expenditures
3/ Preliminary
4/ Program
Source: MoF and World Bank staff estimates



Table 5.5.b Consolidated General Government (Percent of GDP)
1989 1990 1991 1992 1993 1994 19951 1996 31 1997 4/

Total Revenues 33.8 47.3 42.3 45.1 47.6 48.3 47.8 46.4 45.9
State Budget 24.6 35.2 26.2 27.1 29.4 30.0 29.2 27.3 27.0
Local Government 0.5 0.7 4.3 3.9 4.5 4.5 4.5 5.0 4.9
Extrabudgetary Funds 8.7 11.4 10.5 10.9 10.5 10.8 11.0 11.2 11.4
Other General Govemment 0.0 0.0 1.2 3.3 3.3 3.1 3.1 2.8 2.6

Total Expenditures 39.9 43.6 48.9 51.8 49.9 50.5 49.7 49.2 48.7

Current Expenditures 36.4 39.7 45.7 48.4 46.7 47.4 46.6 46.4 45.9
Wages 4.2 4.4 6.2 8.1 7.9 9.9 9.0 8.5 8.2
Goods and Services 2.5 4.8 7.8 6.2 4.4 3.3 3.7 6.5 7.1
Interest 0.0 0.4 1.6 3.1 3.8 4.4 5.0 4.2 4.1
Transfers 16.3 18.9 20.7 19.9 20.6 21.6 21.3 20.8 20.9
Subsidies 10.6 7.7 5.1 3.3 3.9 4.1 3.6 1.7 1.3
Other l/ 2.8 3.5 4.4 7.7 6.1 4.2 4.0 4.7 4.2

Current Revenues 33.8 47.0 42.1 44.7 46.8 47.2 46.6 45.2 44.8

Public Sector Savings -2.6 7.3 -3.6 -3.7 0.2 -0.2 0.0 -1.2 -1.0

Capital Expenditures 2! 3.4 3.9 3.2 3.4 3.3 3.1 3.1 2.8 2.9
Capital Revenues 0.0 0.3 0.2 0.4 0.8 1.1 1.2 1.2 1.1

Surplus/Deficit(-) -6.0 3.7 -6.7 -6.7 -2.3 -2.2 -1.8 -2.8 -2.8

Financing: 6.0 -3.7 6.7 6.7 2.3 2.2 1.8 2.8 2.8
Extemal Financing -0.2 -0.7 -0.1 -0.2 -0.4 -1.9 0.3 -0.3 -0.3
Domestic Financing 6.3 -3.0 6.8 6.9 2.7 4.1 1.5 3.1 3.2
Central Bank 4.6 -2.3 2.8 2.6 1.9 0.6 -2.5 -0.3 0.0
Rest of Financial System 1.7 -0.7 3.9 4.3 0.8 3.5 4.1 3.4 3.2

memo: Primary Surplus/Deficit -6.0 4.1 -5.1 -3.5 1.5 2.2 3.2 1.4 1.3
1/ From 1991 includes non-transfer expenditures of the Gminas, and other General Govemment current expenditures
2/ Includes State Budget and Local Governments capital expenditures
3! Preliminary
4/ Program
Source: MoF and World Bank staff estimates



Table 6.1 Poland: Moneta A re ates

1988 1989 1990 1991 1991 1/ 1992 1993 1994 1995 1996
(Billion Zloty)
BroadMoney 1.18 9.58 19.06 28.10 25.71 41.11 55.92 77.30 104.26 134.88
M2 Zloty 0.91 2.64 13.08 21.55 19.27 30.92 39.83 55.24 82.96 111.50
MI Zloty 0.55 1.88 9.43 12.08 10.80 14.97 19.65 27.45 37.35 49.28

Currency 0.25 0.99 3.93 5.64 5.64 7.80 9.98 12.27 19.53 23.56
Demand Deposits 0.30 0.89 5.49 6.44 5.17 7.17 9.67 15.18 17.82 25.71
Time and Savings Deposits 0.35 0.75 3.65 9.47 8.47 15.95 20.19 27.79 45.61 62.22

Foreign Exchange Deposits 0.27 6.95 5.98 6.54 6.43 10.19 16.09 22.06 21.30 23.38

(Percent of GDP)
Broad Money 39.76 81.00 34.02 34.74 31.78 35.76 35.90 36.74 36.45 37.48

M2 Zloty 30.62 22.27 23.34 26.64 23.83 26.90 25.57 26.26 29.01 30.98
MI Zloty 18.68 15.90 16.82 14.93 13.36 13.02 12.61 13.05 13.06 13.69
Currency 8.52 8.35 7.02 6.97 6.97 6.79 6.41 5.83 6.83 6.55
Demand Deposits 10.16 7.55 9.80 7.96 6.39 6.23 6.20 7.21 6.23 7.14
TimeandSavingsDeposits 11.94 6.37 6.52 11.71 10.47 13.88 12.96 13.21 15.95 17.29

Foreign Exchange Deposits 9.14 58.73 10.68 8.09 7.96 8.87 10.33 10.48 7.45 6.50
1/ Change of methodology
Source: NBP



Table 6.2 Poland: Domestic Credit (Billion Zloty and Percent of GDP)
1988 1989 1990 1991 19911/ 1992 1993 1994 1995 1996

(Billion Zloty)
NetDomesticCredit2/ 1.08 3.71 10.91 24.57 27.94 43.89 63.22 82.03 98.12 127.10
General Government -0.03 0.64 -0.92 5.40 9.27 19.00 30.03 40.47 41.89 47.03
Non-Government 1.11 3.07 11.82 19.18 18.68 24.89 33.20 41.56 56.23 80.07
SOEs 1.00 2.87 10.10 14.56 10.38 11.77 14.25 16.75 20.35 25.08
Private Enterprises 0.04 0.09 1.13 3.65 7.58 11.92 16.68 21.47 30.27 43.31

Households 0.07 0.11 0.59 0.97 0.72 1.20 2.26 3.34 5.62 11.68

(Percent of GDP)
Net Domestic Credit 36.5 31.3 19.5 30.4 34.5 38.2 40.6 39.0 34.3 35.32
General Government -1.1 5.4 -1.6 6.7 11.5 16.5 19.3 19.2 14.6 13.07
Non-Government 37.5 25.9 21.1 23.7 23.1 21.7 21.3 19.8 19.7 22.25
SOEs 33.8 24.3 18.0 18.0 12.8 10.2 9.1 8.0 7.1 6.97
Private Enterprises 1.4 0.8 2.0 4.5 9.4 10.4 10.7 10.2 10.6 12.04
Households 2.3 0.9 1.0 1.2 0.9 1.0 1.5 1.6 2.0 3.25

(Real Growth Rate)
Net Domestic Credit .. .. 0.3 66.0 78.6 19.5 5.2 1.4 0.6 17.23

General Government .. .. .. .. .. 56.1 15.4 5.4 -13.0 1.61

Non-Government .. .. 31.3 19.5 29.8 1.4 -2.6 -2.1 13.8 28.87

SOEs .. .. .. .. -19.2 -13.7 -11.6 -8.1 2.2 11.56

Private Enterprises .. .. .. .. 226.6 19.6 2.2 0.6 18.6 29.51

Households .. .. 84.2 21.5 24.0 27.2 37.2 15.7 41.4 88.04

1/ Change of NBP methodology
2/ Defined as the sum of net credit to general governemnt and credit to enterprises and households
Source: NBP , World Bank calculation.



Table 6.3 Poland: Composition of Credit to Non-Government (Billion Zloty and Percentage)
1991 1992 1993 1994 1995 1996

(Billion Zloty)
SOEs 10.4 11.8 14.3 16.8 20.3 25.1

Working Capital 6.2 6.0 6.5 7.0 8.9 10.1
Construction 0.8 0.0 0.0 0.0 0.0 ...
Other Long-Term 3.4 5.0 6.4 8.4 10.1 ...
Other (int. not paid) 0.0 0.7 1.3 1.4 1.3 0.7

Private Firms 7.6 11.5 16.2 21.0 29.6 42.3
Working Capital 3.9 4.5 5.8 7.6 11.3 18.0
1-5 years 1.4 1.9 2.8 3.9 6.3 ...
Construction 1.9 3.3 4.0 4.7 5.5 ...
Other Long-Term 0.3 1.0 1.5 1.9 2.9 ...
Other (int. not paid) 0.0 0.8 2.1 2.8 3.6 3.5

Households 0.7 1.2 2.3 3.3 5.6 11.7
Short-Term 0.3 0.6 1.1 1.4 2.2 3.6
1-5 years 0.3 0.3 0.8 1.3 2.6 ...
Housing 0.1 0.2 0.3 0.5 0.6 ...
Other Long-Term 0.0 0.0 0.0 0.0 0.1
Other (int. not paid) 0.0 0.0 0.1 0.1 0.1 ...

Percentages Composition:

SOEs 100.0 100.0 100.0 100.0 100.0 100.0
Working Capital 59.8 50.9 45.8 41.6 43.6 40.2
Construction 7.3 0.2 0.1 0.1 0.0 ...
Other Long-Term 32.9 42.9 45.0 49.9 49.9 ...
Other (int. not paid) 0.0 6.0 9.1 8.4 6.6 2.9

Private Firms 100.0 100.0 100.0 100.0 100.0 101.0
Working Capital 51.6 39.3 36.0 36.0 38.2 42.5
1-5 years 18.8 16.2 17.2 18.7 21.3 ...
Construction 25.5 28.5 24.5 22.5 18.8 ...
Other Long-Term 4.2 9.1 9.3 9.3 9.7
Other(int.notpaid) 0.0 6.9 13.1 13.5 12.1 8.2

Households 100.0 100.0 100.0 100.0 100.0 101.0
Short-Term 47.0 52.7 46.8 43.1 39.7 31.1
1-5 years 35.7 28.2 34.1 39.2 47.1 ...
Housing 16.1 16.4 15.3 14.1 10.0 ...
Other Long-Term 1.2 0.8 0.8 1.1 1.7 ...
Other (int. not paid) 0.0 1.9 3.0 2.5 1.6 ...

Source: NBP



Table 7.1.a Poland Consumer and Producer prices 1/ (1980-1993, 1990=100)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993

CONSUMER PRICE INDEX 0.45 0.54 1.09 1.33 1.53 1.76 2.07 2.59 4.15 14.58 100.0 170.3 243.5 329.5

PRODUCER PRICE INDEX 2/ 0.49 0.54 1.19 1.37 1.57 1.86 2.19 2.77 4.43 13.84 100.0 148.1 190.3 251.0

Fuel and Power 0.26 0.28 0.95 1.07 1.23 1.49 1.82 2.39 4.06 9.68 100.0 187.0 261.6 372.3
Metallurgy 0.30 0.30 0.69 0.81 1.00 1.21 1.48 2.03 3.40 11.32 100.0 119.7 141.4 189.5
Electro-Engineering 0.73 0.76 1.51 1.70 1.92 2.26 2.62 3.25 5.05 15.30 100.0 137.6 164.2 216.3
Chemicals 0.52 0.53 1.13 1.25 1.43 1.73 2.07 2.69 4.37 12.89 100.0 140.7 171.4 220.2
Minerals 0.45 0.45 1.28 1.46 1.68 1.95 2.28 2.92 4.57 13.77 100.0 144.9 180.5 230.0
Wood and Paper 0.60 0.62 1.40 1.49 1.67 2.00 2.36 3.07 4.56 15.16 100.0 143.0 174.7 226.9

LightIndustry 0.83 0.88 1.47 1.87 2.15 2.62 3.11 3.86 6.07 19.67 100.0 137.1 165.1 212.3
Food Processing 0.43 0.54 1.25 1.48 1.66 1.88 2.14 2.59 4.07 15.92 100.0 152.4 207.3 263.1

CONSTRUCTION 0.46 0.48 1.32 1.50 1.77 2.11 2.58 3.27 5.37 15.38 100.0 147.4 172.8 215.2

AGRICULTURE 0.84 1.35 2.11 2.35 2.52 2.78 3.18 3.89 7.16 23.53 100.0 128.8 202.6 264.4

(Percentage Change)

CPI 9.4 21.2 100.8 22.1 15.0 15.1 17.7 25.2 60.2 251.1 585.8 70.3 43.0 35.3
PPI 4.2 9.2 122.3 15.3 14.5 18.3 17.8 26.6 59.8 212.8 622.4 48.1 28.5 31.9

Fuel and Power 1.10 8.20 242.50 12.70 15.50 20.70 22.50 31.20 70.20 138.30 933.0 87.0 39.9 42.3

Metallurgy 11.90 2.20 125.40 17.50 24.50 20.80 22.00 37.40 67.50 232.80 783.3 19.7 18.1 34.0
Electro-Engineering 1.30 3.50 99.20 12.10 13.20 17.80 15.80 23.80 55.50 203.20 553.6 37.6 19.3 31.7

Chemicals 2.70 1.30 114.20 10.50 14.40 21.30 19.70 30.10 62.20 195.00 676.0 40.7 21.8 28.5

Minerals 0.30 0.70 181.20 14.30 15.30 16.20 16.80 28.10 56.30 201.30 626.4 44.9 24.6 27.4

WoodandPaper 1.80 2.60 125.90 6.20 12.00 20.20 17.80 30.30 48.30 232.60 559.7 43.0 22.2 29.9
LightIndustry 6.20 6.30 66.60 26.70 15.20 21.90 18.50 24.40 57.20 224.00 408.3 37.1 20.4 28.6

Food Processing 6.60 26.20 130.80 18.80 12.20 13.10 13.80 20.90 57.40 290.90 528.0 52.4 36.0 26.9

CONSTRUCTION 1.8 4.2 174.0 13.3 18.0 19.6 22.0 27.0 64.0 186.5 550.0 47.4 17.2 24.6

AGRICULTURE 11.9 62.2 55.6 11.4 7.1 10.5 14.5 22.1 . 84.4 228.4 325.0 28.8 57.3 30.5
1/ According to the Polish classification of the national economy (KGN)

2/ Industrial producer prices are defined by the index of sales prices for output sold;

for agriculture and construction it is the price index of gross output produced.

Source: GUS



Table 7.1.b Poland: Consumer and Producer Prices 1/ (1993-1995,1992 -100)
1993 1994 1995 1996

Consumer Price Index 135.3 178.9 228.6 274.1
Production Price Index 131.9 165.3 207.2 232.3

Mining & Quarrying 148.0 207.9 255.6 285.5
Manufacturing 129.3 160.6 202.2 223.8

Food & Beverages 125.6 153.9 196.2 228.1
Tobacco 130.7 164.3 242.7 318.1
Textiles 125.5 157.6 195.8 216.3
Wearing Apparel & Furriery 129.2 151.7 179.3 194.2
Leather 129.3 158.9 186.1 204.3
Wood, Straw & Wicker 135.3 180.9 242.9 265.8
Pulp & Paper 129.2 173.0 274.7 259.1
Publishing & Printing 111.4 148.7 188.7 212.3
Coke, Refined Petroleum & Derivatives 137.1 155.3 181.4 197.8
Chemicals 130.6 169.4 223.1 237.8
Rubber & Plastic 129.6 162.6 206.7 220.6
Other Non-metallic Mineral Products 127 165.9 208.0 238.4
Basic Metals 134.8 173.1 214.1 228.4
Metal except Machinary & Equipment 126.7 157.0 188.4 207.2
Machinery & Equipment 129.0 158.8 191.8 215.8
Electrical Machinery 132.6 163.8 208.1 227.5
Radio, Television & Communication 124.8 151.6 181.7 193.1
Medical Precision. Optical Instruments 129.6 152.9 183.7 207.0
Motor Vehicles. Trailers 135.6 167.3 210.5 235.1
OtherTransport Equipment 134.0 165.9 199.9 233.1
Other 127 161.0 198.4 212.9

Electricity, Gas and Water Supply 140 173.0 219.9 253.1
Construction Price Index 124.6 149.1 181.8 216.7
Agriculture Price Index 125.6 188.0 266.8

(Percentage change )
Consumer Price Index 35.3 32.2 27.8 19.9
Production Price Index 31.9 25.3 25.4 12.1

Mining & Quarrying 48.0 40.5 22.9 11.7
Manufacturing 29.3 24.2 25.9 10.7

Food & Beverages 25.6 22.5 27.5 16.3
Tobacco 30.7 25.7 47.7 31.1
Textiles 25.5 25.6 24.2 10.5
WeaningApparel&Furriery 29.2 17.4 18.2 8.3
Leather 29.3 22.9 17.1 9.8
Wood. Straw & Wicker 35.3 33.7 34.3 9.4
Pulp & Paper 29.2 33.9 58.8 -5.7
Publishing & Printing 11.4 33.5 26.9 12.5
Coke, Refined Petroleum & Derivatives 37.1 13.3 16.8 9.0

Chemicals 30.6 29.7 31.7 6.6
Rubber & Plastic 29.6 25.5 27.1 6.7
Other Non-metallic Mineral Products 27.0 30.6 25.4 14.6
Basic Metals 34.8 28.4 23.7 6.7
Metal except Machinary & Equipment 26.7 23.9 20.0 10.0
Machinery & Equipment 29.0 23.1 20.8 12.5
Electrical Machinery 32.6 23.5 27.1 9.3
Radio, Television & Communication 24.8 21.5 19.8 6.3

Medical Precision, Optical Instruments 29.6 18.0 20.1 12.7
Motor Vehicles, Trailers 35.6 23.4 25.8 11.7
Other Transport Equipment 34.0 23.8 20.5 16.6
Other 27.0 26.8 23.2 7.3

Electricity. Gas and Water Supply 40.0 23.6 27.1 15.1
Construction Price Index 24.6 19.7 21.9 19.2
Agriculture Price Index 2/1 25.6 49.7 41.9 ..
I/ According to the European classification of activities (NACE)
2/ Value added deflator of Agriculture, Hunting, Forestry and Fisheries
Source: GUS



Table 7.2. Poland: Nominal anid reaii Wages 1/
1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Net mouiith a-cralge "age. zIot)s 2.1 2.5 3.1 5.7 21.4 103.0 178.2 243.9 320.2 425.5 560.6 710.2
I)Delatcd by cunsumer price iidex, growth rates ... 2.8 -3.0 15.0 6.9 -29.8 1.6 -4.3 -3.0 0.5 3.1 5.7

Industry 2/

(iross iothiiiii) average %%age. zltys 2.7 3.3 4.0 7.2 26.8 124.6 208.2 289.7 4 17.0 583.2 758.7
D)ellaled y prroduccr price index. yrutwli rates ... 3.7 -5.0 12.8 19.6 -35.6 12.9 8.3 9.1 1 1.6 3.7

mei,,o itekis. chIage,e it (1percenl):

I'roduictivity. -14.4 -7.7 1 6.3 9.4 15.9 9.2 8.5
Real exchainge rate 31 ... ... ... ... ... -13.3 37.5 -5.1 2.8 -0.41 6.6 3.2
I/ i985-1991 based on hIdustr)y. ConiiructiolU. Iranspori. C(ommunications. 1'radc. anid Community Services.

2/ 1992 based on enterprise sector. 1'93-1996 according to l'olish version of NACE (Europeani Classirication ol'Activities).

3/ Based on producer price imsdex

Source:(iUS



Table 7.3 . Poland: Real Exchange Rate Index (up = appreciation) 1/
1989 1990 1991 1992 1993 1994 1995 1996

based on:
Consumer Price Index 100.0 79.1 123.3 130.2 136.5 138.6 153.1 166. 
Producer Price Index 100.0 86.7 l19.3 113.2 116.4 116.0 123.7 127.6
Polish Unit labor Cost Index 2. 1001) 65 4 107.6 93.7 93.4 87.0 92.6 98.3

percentage chan3e
Consumer Price Index 56.2 55.9 5.6 4.8 1.5 10.5 8.8
P'roducer Price Intdex -13.3 37.5 -5 1 2.S -0.4 6 6 3 2
P'olish Unit labor Cost Index 2' -34.6 6417 -13.0 -0. 3 -68 6S4 62

1, Zloty against a weizhted average otfcurrencies of Germaany (45%), USA (35%). United Kingdonm (100o). France (50.) and SNsitzer1and (5%).
2' and producer price index for the trade partners
Sourcc:GUS



Table 8.I.Poland: Agricultural Production at Current Market Prices-(Million Zloty)
1970 1975 1980 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

(iross lProduction 30.6 48.5 75.5 258.7 309.2 365.2 699.2 2369.3 8847.6 11200.5 17157.6 24181.2 29202.2 43711.8

Vegetable l'roductio 17.9 26.3 39.9 140.6 168.3 203.0 376.2 1359.3 4475.4 5287.0 8913.0 141105.3 15241.3 25388.6
of which:
(Creals 5.2 6.6 8.6 45.2 53.5 65.9 120.0 363.2 1701.0 1620.3 2495.2 4590.3 4483.3 7475.6
Wheat 1.8 2.1 2.1 14.8 18.9 23.3 42.8 138.4 701.9 699.5 1168.3 1922.0 1879.8 3054.5
Rye 1.5 1.9 2.7 12.4 13.2 15.2 24.9 79.2 351.9 262.5 338.5 824.3 925 1421.0
Barley 0.7 1.3 1.9 8.9 9.7 11.5 19.1 51.6 257.7 260.3 344.6 630.6 568.3 998.2
Oats 0.9 (.8 (0.9 4.3 4.5 5.2 8.7 22.9 87.8 78.6 135.2 259.2
Other 0.3 (1.6 1.0 4.9 7.3 10.7 24.5 71.1 301).7 319.S 5(8.7 941.9
Potatoes 3.7 1.1 8.3 25.7 29.7 33.1 76.2 289.5 560.2 921.3 2542.6 2623.7 2500.4 6605.6
Indtistrial C'rops 1.7 2.9 2.9 14.7 17.4 20.5 36.9 211.9 501.7 499.2 706.2 1006.0 1269.3 2051.3
Sugar llecIs 0.8 1.5 1.4 6.0 7.1 9.5 18.1 165.7 284.3 2599 9 438.1 684.5 635.8 1075.4
Vegetablcs 1.2 1.) 4.1 15.0 19.9 27.2 38.3 198.3 6015.1 659.( 1003.5 1864.8 2266.6 2644.5
I:ruit 0.7 1.1 2.2 9.2 11.2 10.8 31.9 99.4 307.7 486.2 837.9 987.8 1468.2 1742.0
Meadow Ilay 1.1 1.6 2.9 5.5 6.3 7.9 11.3 27.2 120.6 157.0 197.2 568.5 731.4 984.7
OIlier 4.4 6.1 10.9 25.4 30.2 37.6 61.6 169.7 679.1 94411 1130.4 2464.3 2522.1

Animal Prodmitioii 12.7 22.1 35.6 118.1) 140.9 162.2 323.0 101(l.tl 1372.2 5913.5 8244.6 10075.9 13960.9 18323.2
of which:

I.ivestock Slaughter 5.9 1 I.S 18.7 61.1 75.2 86.5 166.9 535.8 3026.1 3871.2 5200.7 6377.7 8770.1 10489.1
ol wli:
Cattle icl Calve 1.4 3-3 4.9 19.4 22.7 26.2 48.7 133.3 694.9 768.1 882.6 1152.8 1540.8 1975.2
Pigs 3.7 0.8 10.7 32.01 40.5 45.7 91.6 321.1 I9(.3.( 2552.3 3452.3 4186.6 5701.8 6706.1
Poultrl (ry.5 1( 2.2 6.4 8.4 10t.2 201.0 66.tl 333.3 159.3 646.7 8X1(.9 1283.9
Livestock lherd -4.3 It1I -2.0 -0.3 -1.5 -4.1l -1.2 -7.2 -18-1.1 -199.3 -276.2 -736.8 -247.3 298.2
Cow Milk 3.9 5.8 1(1.5 36.8 41.4 49.2 105.2 332.3 979.7 1.162.8 2413.2 2978.1 3422.4 5231.0
lIen Eggs 1.3 1.7 2.9 10.0 10.7 13.1 22.3 59.9 317.7 437.0 501.9 768.3 1131.1 1141.7

Source: (;US


