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AN ASSESSMENT AND RATING OF THE POLISH BANKING SYSTEM

I Introduction

The folloWIng assessment ofthe Pohsh bankIng system has been produced under
contract to the Umted States Agency for International Development/ENI/PER by MIchael Bonsh
and Company, Inc wIth support from Triumph TechnologIes, Incorporated MIchael Bonsh and
Company, Inc would lIke to thank Jean Lange ofUSAIDIENI/PER, and VIckI Peterson of
USAID In Poland for theIr kInd support and gUIdance MIchael BOrIsh VIsIted Poland from April
21-24, 1998 m conjUnctIon WIth thIS project

IT Methodology of the Ratmg System

The ratIng system utIlIzed to assess the bankIng sector of Poland IS based on a reView of
more than 200 Issues and tOpICS that have been used to construct a dIagnostIc methodology for
the reVIew of bankmg systems ThIS tool wIll be utilIzed by USAID In other parts of "transItIon
Europe," and IS applIcable to vIrtually all bankIng sectors In the world

In itS sImplest form, the ratmg system IS focused on four general areas of actIvIty-based
on 28 "sub-categories," and subject to five general classIficatIons The actIvItIes and sub
categorIes are Included below

USAIDIENlIPER Bankmg Sector Ratmg System ActIVIties
General Areas ofActIVIty Sub-Categones

• Fmanclal Sector • General policy and system
InfrastTllcture • Legal framework

• Regulatory and supervisory capacity

• Payments systems

• Accountmg framework

• Ratmg agencies

• FmancIaI media

• ProfessIOnal assOCiatIOns

• Academic mstltutlOns

• Miscellaneous areas relevant to financial sector mfrastructure-
telecommUnicatIOns postal, safekeepmg

• Economlc Factors and • General trends
IndIcators • Pnvate sector development Issues

• Monetary and related savmgs and credit matters

• Fiscal conSideratIOns

• Exchange rates

• Balance ofpayments Issues

• Bankmg Structure and • Overview of the system and financIal measures
System Profile • Profile of ownership structures

• Governance and management Issues

• Non-bank competitIOn

• Banking Sector • Capital adequacy
Development Based on • Asset quality
PrudentIal Norms • Management capacity

• Earnmgs

• LiqUidIty

• Operatmg environment

• Transparency and disclosure

• Sensitivity to market nsks
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The followmg classificatIOns are utIlIzed to provide a SCOring for the mdividualissues
assessed, as well as m developmg a composIte ratmg for the bankmg sector as a whole Annex 1
provIdes greater descriptive detaIl about how the ratmgs apply by sub-category

USAIDIENIIPER Bankmg Sector Ratmg System Scormg DescriptIOn
5 Outstandmg world class state of-the art best practices virtually no senous systemIc nsks
4 Sohd strong satisfactory competitIve few systemic nsks or problems and those are manageable
3 Adequate favorable trend Improvement needed potential for major systemic nsks
2 Inadequate weak slgmficant Improvements needed major potential for destablhzatlOn vIa systemic nsks
1 Dismal monopohst resIstant to competItIOn and change no confidence Widespread corruptIOn weak mstltutlOns

No effort has been made to weIght mdividual variables, or to quantIfy ratmgs along
mathematIcal lInes Rather, 28 major sub-categories of the four mam groupmgs were all rated
wlthm the five-pomt ratmg system, wIth allowances for pluses and mmuses m the event that the
dIrect numerIcal claSSificatIOn did not fully match wIth performance The evaluatIOn IS both
qualItative based on trends and assessments, and quantItatIve to the extent the figures are useful
and meanmgful In general, the mformatlOn avaIlable m Poland was sufficIent to form a
Judgment on the bankmg sector However, there are certam mconvemences associated with the
tImmg of the exerCIse or the completeness of data These mclude (1) annual reports and general
finanCIal data on a per bank baSIS for 1997 were not yet prepared by the time of the assessment
only a lImIted amount of openly dIsclosed finanCial mformatlOn was avaIlable on balance sheets
and mcome statements, and thIS was prIor to the release of audIted statements, (n) whIle
mdicators from the National Bank of Poland provide a broad overview of annual results With a
slgmficant amount of useful mformatlOn on an aggregate and segmented baSIS, mformatlOn on
mdividual banks and theIr portfolIos IS not mcluded, and (111) IMF statIstICS on the bankmg
system are generally avaIlable only through end-1996

m The Poland Ratmg

The compOSIte score awarded Poland was 3/3+, whIch generally reflects Poland's
Improvmg legal and regulatory structure, reasonably strong macroeconomIC fundamentals,
mcreasmg prIvatizatIOn m the bankmg sector, rIsmg foreIgn mvestment from prIme-rated
mstItutlOns m the finanCIal sector, promIsmg capItal markets, and growmg recogmtlOn of the
need for strengthened rIsk management systems as the market opens up to mtenslfied
competItIOn m finanCial servIces and most economIC actIVIties Ratmgs would be hIgher If
Poland had more JudiCial capaCIty for faster dIspute resolutIOn, fewer troubled compames m
heavy mdustry and finanCial servIces, mcreased capItal m the bankmg sector, more favorable
earnmgs trends and lIqUIdIty m the bankmg sector, proven management and governance as
market mtegratlOn accelerates, and more IIstmgs m the capital markets Overall, the outlook for
Poland should be VIewed as favorable assummg there IS sustamed progress towards
macroeconomIC stabIlIzatIOn, large-scale prIVatizatIOn, and general entry conditions for
accession to the European Umon Thus, as ofmld-1998, the assessment of the PolIsh bankmg
system IS as follows
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The PolIsh Bankmg System-8ummer, 1998 I Composite Score 3/3+
The Polish bankIng system has pursued steady restructunng SInce 1993, but It IS only now begInmng to show more
rapid momentum towards post-stabllizatlOn competltlOn After a tumultuous begInnIng In the early 1990s, Poland
focused on the turnaround of ItS commercial and specialized banks and the development of ItS supervisory capacity for
safe bankIng, all In support of a more stable monetary policy and macroeconomic framework Great progress has been
made In thiS dlrectlOn, along With an Improved legal framework for finanCial services and groWIng Institutional
capacity Meanwhile, the economy IS In ItS fourth year ofreal GDP growth exceedIng 5 percent powered by the most
dynamiC pnvate sector In the reglOn a sound monetary policy an ImprovIng fiscal outlook a strong balance of
payments posltlon and slgmficant market confidence At the structural level, the bankIng sector IS begInmng to show
Intensified levels of competltlon MaJonty-Polish and foreign-controlled banks alike are developIng new strategies to
capture new market mches The sector IS universally InvestIng In new systems technologies and personnel to broaden
the array of services they prOVide to the market Most noteworthy IS the push Into retad bankIng supported by new
branches and electromc means oftransmlsslOn, and the growIng trend towards baneassurance PnvatlzatlOn IS movmg
forward, With only two large troubled banks expected to be state owned after 1998 ConsolidatlOn IS also takmg
place-Increasmgly along market lines and mvolvmg Polish and foreign mstitutlOns Whde Pohsh banks are expected
to be more competltlVe In the commg years they must face current trends which show reduced earmngs m dollar
terms lower return ratlOs agaInst average eqUIty and assets and contInued Investment costs In the comIng years for
market posltlonmg Capital remams low by global standards--only $60 mdlion on average--even If nsk adjusted
capital ratios show adequacy Half of Poland's banks are around the ED mlmmum for capital which IS not enough to
compete In today s environment except In the narrowest of services Asset quahty remams suspect m some portfolios
as banks take on mcreasmg rIsk Earnmgs have been posItive for years but returns are declmmg due to tightened
margms m tradltlOnal areas of lendmg, limited fee-Income sources for most Polish banks and higher cost structures
(only part of which IS depreCiable, dependmg on the type of bank) Meanwhile earnings pressure only serves to
underscore generally tight liqUIdity for most banks In addltlOn to tight monetary pohcy, mcreasIng competition and
higher costs hquldlty IS also straIned due to the relatively low levels offundmg In the system and the concentratlOn of
depOSits In three banks Overall the operating environment IS ImprovIng as the competitive environment becomes
more open and transparent However there are stdl many nsks that remam for the Pohsh economy and bankmg sector
Governance and management wdl need to be further strengthened at most mstltutlOns to contend With upcommg
challenges as market barriers dechne and finanCial services become mcreaslngly umversal complex and competitive
ThiS Will reqUIre Improved rIsk management systems across finanCial servlces-bankmg msurance mvestrnents
based on Improved oversight, more autonomous and professlOnalized mternal audit functlOns and enhanced capacity
to utilize meanmgful mformatlOn for strategic management purposes There IS also the unanswered questlOn of the
quality of banks' portfolios and underlyIng assets m the event of an economic slowdown While Poland has shown
reSilience In the face ofpotentlal "contaglOn' challenges-the Czech Repubhc ASia, the ruble-there IS a nsk that a
slowdown m Western Europe could cause a slowdown m Poldl1d Ifso the quality of banks' assets/exposures as well
as earnmgs streams would then be subjected to more of a test than faced since the restructurmg efforts began m 1993
• Poland s bankmg system wdl be about 75 percent maJonty-prIvate by end 1998
• PrIvate banks already account for about two thirds of core capital more than half of loans and most fee

generatmg services
• Foreign mvestrnent and consohdatlOn are IncreasIng and the number of banks could decline from 83 m the

commg years as about 40 banks barely meet mlmmum capital reqUIrements ofECD 5 mdhon
• DepOSits are stdl concentrated-three banks account for 56 percent of total depOSits-and other fundmg sources

are limited resultIng In still low IntermedlatlOn rates
• CompetitIOn IS mcreasmg resultmg In tightened margIns-after tax earnIngs declined $245 mdhon In 1997-and

rIskier lendmg to offset declimng margIns
• Tier I and II capital are adequate-the system has a rIsk adjusted median capital of 17 6 percent-but total capital

for the system IS only $6 bdlion small by global standards
• 1997 ROA 2 0 percent
• 1997 ROE 247 percent

The baSIS for the composite IS descnbed by each of the four general actiVItIes and the 28 sub
categones below A more detalled summary IS attached as Annex 2
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I Fmancla/
Sector
Infrastructure
Score 3

1 1 PO/ley and
System Score
3/3+

Section 1 Assessment of Financial Sector Infrastructure

Poland contmues to evolve slowly towards financial sector modernization Its
strengths are found m a dynamic and growmg economy geared to EU and global
markets, mcreasmg IIberahzation and mvestment In the bankmg sector, high levels
of accountability, increasing professlOnallzatlOn, and supervisory structures for
bankmg, msurance and capital markets based on global standards of transparency
Recent legal reforms-The Bankmg Act and The Act on the NatIOnal Bank of
Poland-all remforce these structures and provide them With the mandate they
need for effective enforcement Governance at the state commerCial banks and
major private banks has also Improved smce late 1993, when hard budget
constramts were placed on most banks and their debtors The new Bankmg Act
spells out baSIC governance reqUIrements for all banks, Includmg state and
cooperative banks However, privatization has been slow-about a dozen banks stili
remam m non-prIVate hands-and there appears to be preference for some
measure of domestic consolidatIOn mstead of focusmg on mcreased capital,
management know-how, and market links from strategic mvestment Recent entry
mto the OECD, expected formal entry mto NATO, and future entry mto the EU are
all provldmg momentum for institutional reform However, Poland's prIVatizatIOn
pace has been sluggish, and only recently has Poland begun to attract Significant
volumes of strategic mvestment Even here, large proportions have come from small
numbers of mvestments Its legal and regulatory framework for financial services IS
bemg harmomzed With BIS, EU and other mternatJonal standards to ensure
contmued mtegratlon mto mternatlonal markets Its payments system IS adequate
for now despite weak telecommUnications capacity and a high proportIOn of paper
copies Accountmg standards have been movmg mcreasmgly towards mternatlOnal
norms, sustamed largely by reqUIrements for the largest reportmg banks, the due
diligence process that comes With privatizatIOn and larger Jomt-ventures mvolvmg
eqUIty stakes, and demands from the market on companies tradmg m the capital
markets General support organizations which enhance and help sustam market
development-ratmg agencies, profeSSIOnal associations, media, academiC and
trammg mstltutes-all eXist or are evolvmg towards profeSSIOnal standards There
IS also cause for optimism that privatization will accelerate m 1998-99 WIth Pekao
SA Group and the smaller Bank Zachodm, brmgmg the number of non-private
banks down to less than 10 However, two of the bankmg system's largest
mstltutlons will remam non-private for the time bemg-PKO BP and BGZ--as will
the troubled PZU msurance company

Poland has been perceived to be partly protectIOnIst With regard to several strategic sectors (e g
coal steel agnculture) and slow With pnvatlzatlOn over the years The latter IS due to the
decentralIzed approach to pnvatlzatlon that Poland has followed Since the early stages of
tranSitIOn while the former has much to do With the polItiCS of vested Interests and concerns about
full-scale restructuring Nevertheless Poland has also shown considerable economic growth In real
terms and IS beginning to attract major foreign Investment after years of unImpressive direct
mvestment outlays More recently Poland has been perceived to be on the nght track largely the
result of ItS membership In DEeD and ambitIOns for early entry mto the EU These reqUire a
commitment to democracy free trade and multilateral cooperatIOn Poland s legal and regulatory
structure IS bemg reformed to conform to these prerogatives At the structural level Poland s
economy banking and financial system have undergone considerable reform Since 1989 Its
regulatory structures are considered reasonably strong and thiS should provide for added
institutIOnal secunty In banking and capital markets In the coming years as trade and Investment In
finanCial services Increase However, the pace of reform has been questIOned most particularly
With regard to pnvatlzatlOn In the steel coal shipyards banking Insurance and
telecommUnIcatIOns sectors
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12 Legal
Score 3-/3

1 3 Regulatory
and
SuperVIsory
Score 3+14-

Poland recently adopted the Banking Act and the Act on the NatIOnal Bank of Poland In late 1997
ThIs legIslatIOn brmgs much of the legal framework for banking In lu;te WIth minImum ED
standards, GEeD member reqUIrements, and BIS gUldehnes The two Acts, representing
Improvements from earher pIeces of legIslatIOn, are also meant to provIde a legal mandate to
alleViate what have been problems associated WIth JudICial Infrastructure and the tImely processing
of claIms, uncertaInties regardIng collateral and contract enforcement, and the utlhzatlOn of
secondary markets for debt collection Poland s legIslatIOn IS generally conSIdered satIsfactory
although further changes are envISIoned for the future as the system evolves Two likely
amendments WIll be rules for collectIng debts by banks, and an mcrease m hmlts on depOSIts
However, JudICial mfrastructure are not yet conSidered satIsfactory for effectIve operatIOns Courts
are overwhelmed With case loads they can not handle Staffing and compensatIOn levels are
insuffiCient The European CommiSSIOn gIves Poland good grades for progress made In recent
years In developing capacIty to assume ED membership obhgatlons In a number ofareas
Intellectual property company law taxatIOn accountmg and finanCIal servIces Improvement IS
stdl conSIdered needed m competition pubhc procurement, data protectIon and the hberalIzatlOn
of capItal movements WIth regard to bankmg membershIp 10 the GECD has not been
accompanIed by a major push for lIberalIzatIOn Poland's mterpretatlon of ItS membershIp
oblIgatIOns IS to permIt foreIgn banks to set up m the market eIther as jomt stock companIes or
branches However bank branches are reqUIred to mamtam capItal m Poland ThIS IS mconslstent
WIth the spmt of market hberahzatlOn, even If Poland's new legIslatIOn recognizes home country
rule and mutual recognitIon prmclples 10 a manner consIstent WIth ED DIrectives Poland IS takmg
the posItion that full opening WIll not occur untIl Poland becomes a member ofthe ED whIch WIll
not hkely occur before 2002, and may not occur untIl 2005 or later Banks mterest m
SeCUrItIzatIOn, consumer lendmg, "plastIC cards, , and mortgage lendmg may reqUIre refinement of
some of the legIslation over tIme to be more broadly consIstent WIth ED norms

Poland s bankmg supervIsIon department-known as the General Inspectorate of the NatIOnal
Bank (GINB}-represents one of the strengths of Poland s overall finanCial Infrastructure and
mstltutlOnal capacity The regulatory framework conforms to prudential gUldehnes rendered by the
Basle CommIttee for Banking SupervISion, as well as more recently WIth ED dIrectIves and
gUldehnes more consIstent WIth "universal" banking practIces The bankmg supervIsIon
department of the NBP has been developed VIrtually from nothIng smce 1992 when the magmtude
of bank109 sector problems was begmnmg to be reahzed These problems eXIsted at three broad
levels FIrst the structural hnk (e g bankmg sector developments under commerCIal condItIons)
to monetary and broader macroeconomIc condItIons was poorly understood because the condItIOn
of the banks was poorly understood A prudentIal regulatory framework for banking was needed to
help proVide NBP WIth the underlymg stabIlity It needed to achieve ItS objectIve of prIce stability
Second, It was becommg Increasmgly clear that the large state banks-both speCialized and
commerCIal-were In poor finanCial condItion, and that It was gOing to be costly to recapitalize
and restructure them NBP, the MInIStry ofFmance and the government as a whole needed to
have a better understandIng ofthe magmtude ofthe losses to assess the potentIal costs and how
these would be financed Further, to aVOid a recurrence, better InformatIOn was needed by NBP to
ensure that Imprudent behaVIOr on the part of bank boards and management would not lead to
greater problems m the bankmg sector ThIS led not only to a better regulatory framework, but the
adoptIOn of an mcreasmgly mtegrated approach to bankmg supervISIOn based on comprehenSIve
policy coordmatlon, full-scope and targeted on-sIte exammatlons and off-SIte surveIllance focused
on regular reports on areas of greatest rIsk ThIrd, It became clear durmg the turbulent perIod of
1989-90 and thereafter that many of the smaller banks that had receIved hcenses Just a few years
earlier were Incapable of managing bankmg operatIOns In a safe and sound manner under rIsky
condItIons In some cases thIS was due to the volatlhty of the market dUrIng the early perIod of
shock therapy' and the years shortly thereafter when mflatlOn rates were stili hIgh and the

pohtlcal sItuation was unsettled In other cases thIS was due to outright corruptIOn and fraud
Thus smce 1992 bankmg superviSIOn at NBP has evolved to contam systemIc risk 10 the bankmg
sector and to support NBP s larger objectIve ofpncmg stablhty More recently the role of the
GINB has changed shghtly In one sense, It has been expanded to playa major executory role on
behalf ofthe CommIssIon for Bankmg SupervISIon On the other hand Its role may be dIluted by
the presence of a broader composItion of the CommISSIOn through whIch GINB must now
coordmate ItS actIvIties IrrespectIve of the outcome of thIS new role GINB IS perceIved to be
effectIve In ItS overSIght of the banking system It has aVOIded the weaknesses found m many
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14 Payments
System Score 3

I 5 Accountmg
Score 3-/3

other nelghbonng supervisory agencies such as Inadequate coordinatIOn between/among dlffenng
authontIes reluctance to use on site inspections reluctance to apply enforcement mandates, and
inabIlIty to retain competent and trained personnel Poland currently has about 350 personnel
employed In banking supervisIOn Banks are generally viewed to be complIant with regulatIOns
and the benefits of some reporting systems-such as UnIform bank performance reports
(UBPRs)--are now being used for Internal management purposes not Just for regulatory
reporting In general supervISIon IS conSIdered strong One weakness Includes the non
pnvatlzatlOn of some of the largest PolIsh banks which undermines GINB s mandate to enforce
supervisory actIOns In a manner SImIlar to pnvate banks AdditIOnal weaknesses at the technIcal
level are rooted In insuffiCIent informatIOn the nature of some reporting forms and methodologies
the need for Increased training In nsks associated With denvatives-maInly foreIgn exchange
Interest rate and pncIng-and mortgage lending and the need for more targeted inspectIOns when
nsks are IdentIfied (as opposed to comprehensive examinations) There may be Inadequate
information generated from banks regarding off-balance sheet nsks (e g guarantees third party
transactions) which could undercut the abIlIty ofNBP to Identify evaluate and contain nsks early
enough for a targeted inspectIOn or corrective actIOn ThiS IS particularly wOITIsome In terms of
consumer lending and potentially high rates of delInquency LikeWise there may be madequate
informatIOn reported to NBP from banks regarding the links between Interest rate exchange rate
and matunty nsk Many banks are currently borrOWing In foreign currency and lending In zloty
Reporting forms to NBP are In zloty ThiS conversIOn may gloss over the exposure some banks
have In the event of a matenal shift m the exchange rate More speCific forms whIch show the
actual currencies exchange rates Interest rates and matuntles of borrOWings and loans on a
weighted and tlme-to-matunty basiS might asSiSt NBP With ItS surveillance ThiS would permIt
greater SenSItiVity analySIS for borrOWing and lendmg flows As banks become mcreasIngly
exposed to denvatlves these risks Will become mcreasIngly prominent

Poland s payment:> system IS conSidered adequate for clearing and settlement but lImited m terms
of effiCiency due to the still high proportion of paper transactIOns With ambitIOUS plans to
SignIficantly Increase credit and debit cards pOint-of sales termmals and ATMs by 2000 It IS also
pOSSible the system will lack suffiCient capacity to handle a marked Increase In volume ThiS could
be remedied by extendmg the clearing time but thiS would mean delays and ineffiCIenCies which
also undercut lIqUIdity and the overnight mterbank market A regulatIOn from June 24 1992 from
the NBP proVides banks With three options for Inter bank clearances These Include a natIOnal
clearinghouse correspondent accounts and agreements on the direct exchange of payment
instructions The system generally has no systemic risk because settlements are conducted on a net
basiS and do not occur unless there are funds are available from the debtor bank s account held at
NBP The pace of electronIC processing IS increasing With about half of all banks participating on
the fully electronIC system by end 1996 However the smaller banks are constramed by their own
Internal capacity Further as most banks estimate their funds at clOSing and maIntam surpluses for
msurance the system cuts mto Itquldlty at a time when lIqUIdity IS tight due to the restrictive
monetary polIcy of the NBP Meanwhile lImIted electronIC systems combmed With couner
systems operate on a regIOnal basiS for other banks to partiCipate In the settlement system Failure
of a bank to settle ItS lIabllttles through ItS NBP current account leads to automatic exclUSIOn from
the system

Poland adopted the Accountmg Act of September 29 1994 to bnng the country s accounting
standards more In lme with lAS and the EU Fourth Directive Prior to thiS legislatIOn most
statements had been produced for tax purposes and for the Central Statistical Office PublIc sector
entIties and small bUSinesses With net sales and finanCial Income of less than ECU 400 000 are
generally exempt However other companies are expected to comply With the standards which are
more rigorous as the sIze of the firm Increases BUSinesses With no more than 50 employees on
average throughout the year With total assets of no more than ECU I millton and With ordinary
Income of no more than ECU 2 millIon are permitted to prepare slmpltfied statements While at
least 21 of Poland s banks (and pOSSibly more) showed gross Income of less than ECU 2 millton
(about 217 millIon based on average exchange rates) In 1997, they are stili generally reqUIred to
prepare statements according to lAS In the case of larger firms and firms With foreign
partiCipatIOn statements are expected to conform to lAS and are prepared With the assistance of
internatIOnal accounting firms based on InternatIOnal Standards of Audltmg ThiS mcludes
consolidatIOn standards applied to Intercompany balances and unrealized gains/losses for
SubSidiaries and asSOCiated companies Notes are used to proVide needed explanatIOns underlying
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16 Ratmg
AgencIes
Score 3

17 Fmanclal
MedIa
InsufficIent
Baslsfora
Score

18
ProfessIOnal
AssocIatIOns
Score (for
PBA) 4

balance sheets, mcome statements, and for larger companIes cash flow statements These
explanatIOns mclude but are not restrIcted to depreCIatIOn schedules and the Impact on fixed asset
values, collateral m assets owned by the company, an analysIs of share ownershIp movements m
capItal, reserve and provIsIon accounts credItor maturItIes contmgent hablhtles tax
reconclhatlOns mformatlOn on nonconsohdated Jomt ventures and loans/compensatIon to board
members and dIrectors In addItIon to bemg a standard for larger firms or bemg prompted by
regulatory reqUIrements m the financIal sector lAS has been a fundamental element of valuatIons
due dlhgence, and mvestment deCISIOn makmg (both for dIrect mvestment and portfoho
mvestment) smce Poland began opemng Its markets Thus, Poland's accountmg standards are
evolvmg mcreasmgly towards mtemattonal standards However, numerous weaknesses remam m
Poland s accountmg framework some of whIch may pomt to potentIal rIsks for bank portfoltos In
many cases, accountmg IS stIli conducted on a tax-orIented cash basIS rather than on an accrual
basIS ThIS IS more the result of years of tradItIOn rather than the fault of the new framework
However, It does represent a tlermg of the market dIfferentIated by firm sIze What thIS provIdes
IS a basIS for smaller firms to understate mcome or overstate expenses to aVOId tax payments
whereas larger firms have an mcentlve to overstate assets or understate ltabllttles to mcrease access
to secured loans All the major mternatlOnal accountmg firms have been actIve m the Poltsh
market smce 1990 MeanwhIle there are many more Pohsh accountmg firms, although they tend
to be smaller m scale relatIvely new and unable to proVIde many of the finanCIal adVISOry
servIces that are needed for ordmary Poltsh companIes to strengthen management and
competItIveness It IS the opmlon of some mternatlOnal audItors that there IS a lack ofpohtlcal WIll
on the part of the Mlmstry ofFmance and the Poltsh InstItute of Chartered AudItors to mtroduce
natIOnal standards that would be umversally accepted for WIdespread use In partIcular, current
accountmg standards and statutory rules are conSIdered to not proVIde suffiCIent gUIdance on
related-party transactIOns leasmg or deferred taxatIOn These are all of CrItIcal Importance to bank
exposures and portfolto qualtty

All the major mternatlOnal ratmg agencies have been active for several years m the Pohsh market
Poland s ratmgs m February 1998 were generally favorable m terms of the long-term outlook
whIch reflects confidence m the long-term development of the banks However, Poland remams
below prIme for foreIgn currency depOSIts More recently, S&P affirmed a posItIve outlook for
Poland's foreIgn and local currency ratmgs as has FItch IBCA A domestIc ratmg agency
CERA-has been establtshed but theIr efforts are partly constramed by mformatlOn flows and
concerns about confidentIahty To date, CERA has rated three mstruments-one long term
company Issue and two mUniCIpal bonds

No partIcular effort was made to assess the finanCIal medIa However, there are several
newspapers that report datly and weekly monetary and finanCIal mformatlOn There are also many
Engltsh-Ianguage Journals MedIa coverage IS generally conSIdered responSIble An effort has been
made through the Pohsh Bank ASSOCIatIOn S Medlabank efforts to proVIde greater mformatlOn
to radIO, teleVISion and Journals on developments m the bankmg mdustry-mcludmg product
offermgs new lendmg trends and other news that IS relevant to the pubhc PBA beheves thIS has
contrIbuted to hIgher customer satisfactIon ratmgs WIth the bankmg sector

There are several profeSSIOnal asSOCIatIOns m Poland for finanCIal sector mdlvlduals and groups
Among the largest are the Pohsh Bank ASSOCIation (PBA) and the Pohsh Chamber of AudItors
The PBA appears to be one of the most dynamIC bankmg assOCIatIOns m the regIon, and IS
engaged m a number of InitIatIves that have accelerated market development m the bankmg sector
Among these PBA ImtIatlves are a shareholder role m establtshmg the Jomt stock company whIch
serves as the clearmghouse for bank settlement development of the TELBANK system managmg
a modest data bank on dehnquent borrowers and development of a credIt mformatlon bureau
whIch wtll be launched m late 1998 It IS speCIfied m the Act on the NatIOnal Bank ofPoland that
a representatIve of PBA partIcIpate m meetmgs of the CommISSIOn for Bankmg SupervIsIon on
matters that relate to regulatIOn and supervISIOn m the bankmg sector mcludmg when the
CommISSIOn meets to set 'out prmclples for the conduct ofbankmg actIvIty that ensure the safety
of the funds held by customers at banks" Thus, PBA IS conSIdered Important m coordmatmg mput
to/from banks and legaVregulatory authOrItIes Its membershIp IS voluntary, yet It mcludes all
hcensed banks as members as well as some of the larger cooperatIve banks The Pohsh Chamber
of AudItors has 2 500 members and IS now provldmg some post-quahficatlOn trammg and
exammatlons for ongomg professlOnahzatlOn through ItS mstltute The Chamber IS also
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responsible for IIcensmg audltmg firms

No particular effort was made to assess the number or qualIty of academic mstltutlOns In Poland
Nor was there a systematic effort to speak with busmess/management school officials However
there are many schools mstltutes and think tanks that are able to make a significant contnbutlOn to
bankmg sector development There are at least 24 busmess schools In Poland and possibly more
Most have cooperatIOn agreements with economics busmess finance management and marketmg
programs m Western Europe or the United States The Warsaw Institute of Bankers was
estabhshed In 1992 and has trained more than 3 000 people working In more than 50 Pohsh banks
The Pohsh Institute of Chartered Auditors has also mtroduced post-quahficatlOn tramlng and
examinations as part of ItS efforts to contnbute to the strengthenmg of the audit profession The
Gdansk Institute of Market EconomIcs and CASE are but two examples of influential thmk tanks

In Poland overal1 electroniC and telecommunications capacIty IS mcreasmg to compensate for
what was one of the least developed systems In the region Investment In these areas IS clearly
eVIdent In the bankmg and financial sector as many banks are spendmg to Improve their mternal
mformatlOn and commUnicatIOns systems for better management and the provIsion of a wider
range of services Part ofthls has been prompted by NBP which IS now requmng electroniC lInks
for reportmg Poland started the I990s with one of the least developed telephone systems In

Europe Even by ex commUnist standards the system was poor-only 8 percent of the population
had access to mam-Ilne telephone service and service levels were poor Even m 1996 there were
only 169 telephone maInlmes per 1 000 people m Poland which lagged the BaltiC States and were
about on par with most of the European part of the former Soviet Union Today, It IS estimated the
number of mamhnes per 1 000 has mcreased to about 196 However, mamhnes predictably
contmue to fal1 well short of EU standards by a factor of two to four Rather than optmg for
pnvatlzatlOn the government has pursued a program to modernIze Infrastructure In advance of
pnvatlzatlOn of the major telecommUnicatIOns company TPSA which IS stll1 whol1y state owned
The government plans to pnvatlze 20 percent of TPSA In 1998 AdditIOnal competitIOn Will be
mtroduced for long-distance connectIOns as well as for local phone services However as of early
1998 pnvate companies only serviced 170 000 telephones m 31 of 49 vOlvodshlps as opposed to
TPSA s 7 5 millIon telephones In all 49 vOlvodshlps Investments so far m the telecommUnicatIOns
sector have been made for internatIOnal callmg and long-distance callIng Within Poland It IS
expected that mvestment Will mcrease as well In the major metropolItan areas However
mvestment reqUirements of $1 billIon or more per year for network expansIOn wll1 reqUire greater
resources than TPSA can proVIde Postal services appear adequate as does safekeepmg from a
phySical and logistical standpoint Part of the mvestment made by banks IS to strengthen their
electrOnic systems for Increased protection particularly as ATMs POint of sales termmals, debit
credit cards and other features are mtroduced
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Section 2 Assessment of Economic Factors and PrIvate Sector Indicators

Poland has an mcreasmgly open economic system that has been prIvate sector
OrIented m terms of ownership for the last several years WhIle much of mdustry
remams m state hands and agriculture needs to be modermzed, the PolIsh economy
has grown over the last several years on the strength of Its private sector ThiS
mcludes about 5,000 pnvatlzed compames, and an estimated 2 millIon or more
compames that are relatIVely new Consequently, Poland gets good ratmgs for
small-scale prIVatizatIOn, but less Impressive reviews of large-scale privatIZatIOn,
restructurmg and governance It IS possible that the new government wIll accelerate
remammg prIVatIZation, although thiS remams to be seen There are still not
specified tlmehnes for prIVatIZation of coal mmes, steel compames, non-ferrous
metals producers, coke producers, and machme tool manufacturers An estimated
30 percent of prIvatlZeable assets are slated to remam m state hands beyond the
year 2001, although slgmficant prIvatIZatIOn IS expected to be finalIZed m a range of
mdustrIal sectors as well as m bankmg, msurance, power generation,
telecommumcatlOns and transport Among the largest 100 firms m Poland at end
1996,60 had at least majority state ownership, mostly 100 percent Pekao SA
Group (bankmg) and TPSA (telecommumcatlOns) are the largest firms slated for
prIVatizatIOn m 1998 Meanwhile, Poland gets good ratmgs for Its trade and foreign
exchange system, havmg removed most quantitative and admlmstratIve restrIctions
that apply to mternatIonal trade as far back as 1990, havmg mtroduced a faIrly
umform customs regime and current account convertlblhty, and havmg Virtually
ehmmated government mterference m export-Import flows from state tradmg
monopohes (lIkeWise m 1990) CompetitIOn and pncmg polIcy are generally
harmonIZed with EU legislatIOn, although some trade protection was still m effect m
mld-1997 Remammg barrIers-mamly m agriculture-are expected to disappear
or dlmlmsh over time as Poland complIes With WTO, EU, EFTA and CEFTA
Agreements There has been growmg FDI m the automotive, food processmg and
power plant sectors smce 1996 after relatively sluggish mflows, and more recently
m the bankmg sector Poland IS also already competitive m a number of products
as shown m Its burgeomng merchandise export trade-and about 70 percent of Its
mternatIonal trade IS With EU markets A major structural challenge m the commg
years IS for smaller firms that are successful at generatmg pOSitIVe cash flow to be
able to obtam needed outSide financmg for needed mvestments ThiS ImplIes
slgmficant development of equity markets and associated transparency and
disclosure requirements, as well as suffiCient development of bankmg and bond
markets for compames to obtam needed debt financmg for long-term needs For the
bankmg sector and the capital markets, there IS slgmficant potential for market
expansIOn However, thiS Will reqUIre greater capital, mcreased mvestment m retaIl
networks, a broader array of service offermgs under tighter prIcmg conditIOns,
strengthened rIsk management capacity and systems, mcreased disperSIOn of zloty
depOSits across banks, and an overall mcrease m resource mobilIzation

Poland s economic mdlcators are broadly favorable at the macroeconomic level although
structural weaknesses remam to be solved Growth has been high for several years despite some
earlier sluggishness m Western Europe and periodiC troubles In RUSSIa and neighbOring states
After declines m 1990-91 Poland s real GDP IS In ItS seventh consecutive year of real growth
powered mamly by the growmg private sector From 1994-97 real growth rates have averaged 6
percent ThiS has contributed to a reduction In the offiCIal unemployment rate from 164 percent
In 1993 to 10 5 percent at end 1997 ThiS translates mto more than 700 000 net Jobs created smce
1994 Tight monetary policy has brought the mflatlOn rate down steadily-from 70 percent on
average In 1991 to an average 32 percent In 1994 and about 14 percent In 1997-the year-end
1997 rate was 13 percent, indicating some stability In the actual mflatlOn rate The government
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fiscal deficit has declmed from nearly 7 percent m 1991 to about 4 percent m 1997-mcludmg
local government and off budget Items which go to asSiSt loss makmg enterprIses In coal steel and
other selected sectors PensIOn/socIal securIty costs remam very high at 16 percent or more of
GDP While pension reform should reduce these costs over tIme they still represent a SignIficant
burden Nevertheless the fiscal picture has Improved m recent years as the economy has grown,
revenues have mcreased and expenditure has been brought Increasmgly under control Reduced
rates on mvestments m government secuntles serve as an example of the easIng of pressure on
government finances Exchange rates gradually depreciated under the earher crawhng peg regime
and more recent open market InterventIOn With some apprecIation m 1998 due to arbitrage
opportunIties perceived from Poland s generally strong fundamentals and balance of payments
position With a steady and SignIficant Increase m InternatIOnal trade-total merchandise exports
and Imports were $66 bilhon In 1997 or more than twice levels achieved through 1993 While the
current account defiCit was about 3 percent of GDP at $4 3 billion gross InternatIOnal reserves
have mounted steadily smce 1995 As of end February 1998 these reserves totaled $24 3 billion
or about SIX months of Import coverage of goods and non factor services ThiS compares With
about three months coverage from 1991-94 Portfolio flows have grown steadily smce 1994 With
Increasmg liberalizatIOn and capital markets development provldmg short-term financmg These
account for a SignIficant portIOn of the mcrease m foreign exchange reserves mcludmg the spike
m the first half of 1998 However of greater structural Importance to the economy m the long run
Poland has attracted more than $4 8 billion m FDI smce 1996 compared With an unImpressive
$2 6 bilhon from 1989-1995 Thus m Just two years average per capita FDI (annually) has
mcreased from less than $10 from 1989 95 to $61 m 1996-97

Pnvate sector shares of employment and GDP are reasonably high-at about two thirds By the
mid 1990s Poland had nearly 2 million busmesses that were mdlvldually owned and about
100 000 prIvate companies that were Jomt stock companies or Jomt ventures Meanwhile there
were less than 6 500 companies that were state owned by end 1995--elther directly or as Jomt
stock companies m which the state had a majorIty ownership POSition ThiS number has declined
to about 4 000 today However the prIvate sector had already established ItS domInance m
commercial trade-wholesale and retail-and constructIOn and was about even With the state
sector In mdustnal output by 1996 LikeWise mvestment trends mdlcated a growmg share from
and mto the prIvate sector By 1996 pnvate companIes accounted for about 52 percent of
aggregate mvestment In terms of employment the prIvate sector dommates In agnculture
manufacturmg constructIOn trade and real estate and other busmess services PnvatlzatlOn plans
of the current government could push prIvate sector shares to about 90 percent by 2000 although
It IS more likely that these shares ofGDP Will be reached after 2001 Many new companies have
started m the last five years and these are often among the most creditworthy m terms of
prospects For mstance new or prIvatized companies now account for about half of mdustrIal
output and transport and 90 percent or more of construction and trade However they are
frequently short of capital makmg It difficult for many of the banks to proVide such leveraged
financmg If there IS meanmgful expansIOn of the over the counter (OTC) market over the next
few years thiS financmg obstacle might be SignIficantly alleViated However m the absence of
Viable venture capital and over-the counter markets Poland s small busmess sector might
encounter financmg difficultIes due to msufficlent equity mvestment and retamed earnmgs
Meanwhile the pnvate sector m generaliS stili faced With a fairly high share of the state m the
economy and bankIng svstem State companies account for 60 of Poland s largest 100 companies
many of which dommate m large mdustrIes and key services IncludIng SignIficant mvestment m
transport telecommUnIcatIOns bankmg msurance power generatIOn, 011 and gas, and defense
Some state ownership Will diminIsh m 1998 With the pamal pnvatlzatlOn of Pekao SA Group and
TPSA However there Will still be large and troubled state owned companies m finanCial services
and heavy mdustry mto the next century WhIle resistance to FDI appears to have SignIficantly
diminIshed smce 1996 and the current government appears to be mterested m acceleratmg
pnvatlzatlOn It remams to be seen how long the state Will retaIn these companies before they are
turned over to prIvate ownership and management or definItIvely liqUIdated With an estimated 30
percent of prIvatizeable assets to remaIn In state hands after 2001 some of these companies may
serve as a deterrent to full market liberalizatIOn as the date nears for entry mto the European
Umon At the unregistered end there IS also pressure to contaIn open-air market trade due to
border croSSIng requirements ofthe EU Such attempts to curtail thiS trade could adversely affect
the $6 billion m goods traded m these markets eqUIvalent to about 22 percent of registered
exports m 1997
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The NBP has pursued a tight monetary pohcy since the hyperinflatIOnary penod In 1989-90
Monetary pohcy and the Impact It has had on savmgs and credit has focused on gradual
devaluatIOn of the exchange rate through a floatmg regime Introduced In May, 1996 a steady
declme m the mflatlOn rate as reflected m slowly dechnmg mterest rates, and generally tight
monetary pohcy to prevent an "overheating" of the economy The latter pomt was m eVidence m
1997 as NBP tWice raised reserve reqUirements on banks ThiS contributed to a 20-25 percent
Increase In the refinanCing, rediscount and lombard rates after gradual declInes through the 1990s
The effects of the earher crawhng peg regime and current floating exchange rate pohcy have
shown benefits since 1995-96 Savings and credit have both Increased since 1995 Households are
now plaCing more funds In the banks on a term basis However, the cost of funds still remains
fairly high for banks due to Interest rates, still Inadequate funding from deposits, the concentratIOn
of deposits In three banks, and the limited debt market for banks There was also some penodlc
volatilIty In the Interbank market In 1997 suggesting that many banks remain sensitive to both the
supply and prICing of fundmg due to the hmlted depth and breadth of the Interbank market In
terms ofbankmg, a downturn m the economy could expose loan portfohos (and off-balance sheet
Items) to higher levels ofprovlslonmg and charge offs ThiS would weaken earnmgs and capital
and pOSSibly prompt a demand-dnven nse m mterest rates If banks hqUldlty pOSitIOns detenorate
At that pomt, a range of safety and soundness Issues could emerge one of the first of which
would be depOSit safety and the role of the banks m the mterbank and lendmg markets and the
NBP as a lender of last resort to shore up the lIqUidity pOSitIOn of the banks For the time bemg
the challenge to NBP appears to be stenhzmg portfoho mflows Without an "undue" appreciatIOn
of the exchange rate Such an Increase might then exacerbate the current account defiCit,
promptmg higher mterest rates than the NBP wants to see m the economy

Fiscal pohcy shows decllnmg levels of budgetary defiCits despite local government financmg
gaps high levels of expenditure for SOCial secunty payments and some contmued SUbSidizatIOn of
loss-makmg companies Revenues have mcreased as the economy has expanded but expenditure
has hkewlse mcreased The consohdated defiCit was estimated to be 3 9 percent of GDP About
one-sixth IS due to the high SOCial secunty costs covered by government expenditure some of
which IS expected to be less of a burden over time If pensIOn reform IS successful However these
payments were only about 8 percent of GDP m 1989 representmg an approximate mcrease from
$6 6 bIlhon m 1989 to nearly $23 bIlhon In 1997 Thus, the ImplementatIOn of pensIOn reform IS
one of the most cntlCalltems on the PolIsh fiscal agenda InformatIOn on the support for loss
makmg SOEs IS not Widely avaIlable Banks are not belIeved to have much exposure to loss
makmg enterpnses Most of the support these enterpnses In coal, steel and other sectors are
recelvmg IS reputedly m the form of capitalIzed Interest, arrears, or soft loans guaranteed by the
government Poland IS expected to generate financmg from nSlng FOI However It stIll has
structural defiCits from ordmary ongomg budgetary operations which would Increase If the
economy slowed The current government IS trymg to bring the central defiCit down to less than 2
percent from about 2 8 percent m 1997

There was pressure on the zloty m the first half of 1998 as a result of portfoho Investors
perceptions that the zloty was undervalued The zloty had depreciated fairly steadIly throughout
the 1990s, startmg With the crawhng peg regime and then movmg on to a floating exchange
regime m mld- I996 Average exchange rates agamst the U S dollar were 0 95 m 1990, I 81 In
1993 and 2 70 m 1996 By end 1997, the year-end exchange rate was 352 However m Apnl
1998 the zloty was tradmg at 3 4 to the dollar Thus, for the first time m several years, the zloty
began to show VISible appreciatIOn against the dollar at a time when the dollar was apprecIatmg
agamst most major currencies The government has concerns about portfoho mvestors dnvmg the
exchange rate beyond acceptable hmlts to the pomt where It would lead to a senous current
account defiCit Much of Poland s economic growth m the last several years has come from added
competltJveness--exports ofgoods and services have mcreased from less than $15 bJihon m 1991
to about $32 bJihon m 1997 Not only has the dollar value of exports more than doubled but
exports to the EU have mcreased from 47 percent of total m 1990 to 70 percent smce 1995 Thus
appreCiatIOn of the zloty can lead to a dual effect of addmg further stimulus to the consumptlon
led current account defiCit m Poland, whIle remforcmg that defiCit by weakemng Poland s abJilty
to export to ED and comparable countnes ThiS IS a particular challenge for Poland m today s
markets when ASian currencies and foreign reserves are under pressure and their manufacturers
are seekmg markets for their output The ED market along With the North Amencan market are the
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main targets for these exporters presenting competitIOn for Poland In a range of industrial goods
where Poland s competitiveness could be undennlned by exchange rate appreciatIOn

Poland s balance of payments figures showed a $3 bl1hon Increase In the current account defiCit
resulting primarily from a $6 billion net Increase In merchandise Imports against a $3 billion
Increase In merchandise exports Non factor services showed a limited net change The capital
account strengthened as indicated by the $2 billion net Increase In gross offiCial reserves ThiS
was partly on the strength of Increased FDI-$2 7 billion In 1997-but also due to portfolio flows
Some of these flows Will contribute to gross fixed Investment and future competItIveness Overall
Poland s total public and external debt IS managed and the debt service payments on these debt
stocks do not seriously undennlne the current account or fiscal resources However there IS a risk
of a strong zloty leading to a surge of consumer Imports which may propel the current account
defiCit to unacceptably high levels prompting capital flight and then possibly adding to debt
service In the banking sector such a development would likely be reflected In a deterioratIOn of
loan portfolio quality-in the fonn of delinquenCIes and eventual Write-offs as well as dIscounted
inventories being sold at levels below effective collateral coverage To preempt these
developments NBP has maintained a tight pOSItIOn on Interest rates and money supply dating back
to early 1997 ThIS seems to have been effective and the general consensus In early 1998 was that
Interest rates would come down by the end of 1998 However thiS Will not lIkely occur untIl there
IS eVidence that consumer lending has slowed and that the consumptIOn driven current defiCit IS
well under control
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Section 3 Assessment of BankIng Structnre and System Profile

The Polish bankIng system IS now majority private In terms of asset control and
eqUIty, and maJority-private banks account for about 40 percent of deposits
Balance sheet measures---capltal, liquIdity-and quahty Indicators-loan portfolio
quahty-are generally favorable, although there are concerns about excessive risks
assocIated wIth lendIng In the consumer sector There has been a steady
harmomzatlOn of laws and regulatIOns with mternatlOnal standards to make the
envIronment conducive to ongoIng mvestment, and thIs has picked up SInce 1996
However, membershIp In the OECD has not led to a full openmg of the market,
perhaps out of concerns about overheated competitIon after bankIng sector
mstabIllty m the early 1990s After-tax earnmgs m 1997 declined by about 16
percent In 1997, or $245 million on a dollar basIs, largely due to the mcreasmg
competition emergmg m the market As the market becomes more competitive and
ownershIp gradually moves towards a prIvate sector orientatIOn, governance and
management are expected to conform Increasmgly to higher standards Polish
banks are begInDlng to consolidate, such as the BIG acqUIsitIOn of Bank Gdanskl
and the Kredyt Bank acquIsItIon of the Polish Investment Bank m 1997 combIned
with the BRE acqUIsitIOn of the Polish Development Bank In 1998 More
consolidatIon has occurred with the Pekao SA Group PrivatIZatIOn of remaInmg
state banks may also lead to further consolidatIOn, such as In the case ofPBK
Warsaw m whIch Kredyt Bank IS a small shareholder, and the upcommg 1998
priVatIZatIon of Bank Zachodm Foreign banks are enterIng the market, which will
add to competItion m a range of bankIng markets More generally, prIVate banks
are expandIng rapidly, which may reflect strategIc mvestors' strategies for
expansIOn In retaIl bankmg to diverSify bank mcome sources, to attract more stable
fundmg sources, and to market non-bank finanCial services However, margms are
tlghtenmg and after-tax earnmgs actually declined m 1997 (on a dollar basIs) In
terms of earnmgs, margms on exposure to blue chIp customers have narrowed
slgmficantly, promptmg more mtenslfied competItIon In non-blue chip and
consumer sectors ThIS has led to higher earnmgs from lendmg to riskIer segments
of the market---consumer lendmg for auto and appliance purchases, loans agamst
receIvables from leasmg compames for asset-based lendmg, and mcreasmg
overdraft facIlIties for customers With "plastic cards" Meanwhile, the cost of funds
Increased as a result of 1997 Increases In reserve reqUIrements (whIch receIve no
Interest compensation) apphed to all deposIts (at varied rates) LiqUidity remams
tIght due to fairly tight monetary policy as well as the limited fundmg options m the
market---concentratIOn of depOSits m PKO BP, Pekao SA G roup and BGZ, thIn and
sometImes volatIle mterbank market, limIted corporate bond market, undeveloped
mezzanme financmg options, and relatively low levels of capital at most banks by
global standards In fact, the entIre Polish bankIng system's assets and deposits
were less than the second largest bank m BrazIl, another "emergmg" market Thus,
the entire fundmg Side of the bankmg system stIli remams smallm Poland Overall
earnmgs declIned as a result of hIgh operatmg costs, as well as questIOnable
construction projects at a number of Pohsh banks The cost of funds IS expected to
ease over time However, operatmg costs derive from posItive and negatIve
developments, and appear to Impact different kmds of banks m dIfferent ways On
the posItIve Side, many of the newer or recently privatIZed banks are makIng
competItIve mvestments m technology, systems and personnel development that wIll
yield mcreased earnmgs In the future On the negatIve Side, some of the pubhc
banks stIli suffer from excess head count, branches and overallmefficlency rooted
m older systems That foreIgn-controlled banks are mvestmg heavIly III InformatIOn
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systems mdlcates the lIkelIhood of expandmg mto the retaIl market, rather than
simply relymg on fee mcome and lImIted balance sheet exposure to generate hIgh
returns Meanwhile, the larger maJority-Polish banks which have been at least
partly privatized are showmg mcreasmg competitIveness Bank Handlowy has a
dIverSified ownershIp structure, but thiS mcludes a nearly 29 percent strategIc
mvestment stake mvolvmg three major finanCial servIces compames that provIde It
wIth management expertise, and possIble addItIOnal capItal should Handlowy seek
to acqUIre eXlstmg banks 10 the market PBK-Warsaw, Poland's SIxth largest bank,
IS emergmg as a bancassurance mstItutIon that wIll lIkely need to push mto the
retaIl market to take advantage of synergIes from the offermg of these finanCIal
servIces The multIple holdmgs by ING m ItS own bank, Bank Slaskl, and BPH also
pomt to the POSSIbilIty of consolIdation across bank compames The ImtIal success
of the Pekao SA Group's privatIzatIOn IS likely to lead to a stronger pOSItIOn 10 the
market, With the outcome of thiS largely dependent on the wmnmg strategIc
mvestor(s) to be determmed later 10 1998 The recent acqUisItIon by BRE of the
Polish Development Bank pomts to a competItive pOSItIOn 10 bankmg and
mvestment bankmg Thus, the near-term prospects for mtenslfied competItIOn and
consolIdation are high, which will strengthen underlymg competItIVeness However,
Poland's bankmg system IS stIU smaU and largely untested under fully open market
condItIOns

Poland's banking system IS becoming increasingly competitive now that most banks have been
privatIzed and entry by foreIgn banks IS less restricted than In earlIer years Banks are now better
managed under a new incentIve structure Introduced m the early I990s-based on BIS gUIdelines
for prudentIal regulations and internatIOnal standards of accountmg-and after the 15 month bank
restructunng exercIse m the commercIal banking sector from 1993-94 which carned forward the
benefits of Improved governance mternal overSIght and portfolIo management NBP regulatory
overSIght has played a constructive role In helping to mOnitor for bank risks and to develop nsk
management systems that are now startmg to be used by bank managers themselves WhIle Poland
did not pursue government financed recapitalIzatIOn programs ofthe same magnitude as mother
countries for the state commerCial banks most of these banks In fact recapItalIzed from the
favorable net spreads receIved on mvestments In government secuntIes from 1992 to mId 1995
ThIS reduced available resources for credIt to the real sector but was probably prudent at the time
gIven asSOCIated weaknesses In the enterprise sector m terms oftransparency disclosure and
capItal structure Lendmg flows began to Increase m late 1995 as net spreads on seCUritIes began to
decline and as banks reached levels of capital adequacy on a nsk weIghted basIS that permItted
them to resume lendmg As reforms m the banking and enterprise sector began to take hold many
pnvate sector firms began to represent good returns for banks relatIve to risk LIkeWIse as
pressure on earnings Increased due to Improving macroeconomIc conditIOns-lower fiscal defiCIts
and mflatlOn rates-and rlsmg competItIon m the enterprise sector banks began to mcrease
lendmg to households for consumer credit Such trends manifested themselves m 1996 and were
largely responSible for the hIgh levels of consumer spendmg that led to an mcrease m the 1997
current account deficit-as well as the mcrease In reserve reqUIrements m 1997 to contam what
appeared to be a potentIally overheated economy Overall balance sheet mdlcators mdlcated
reasonably safe loan portfolIos and overall asset qualIty at the end of 1997 although there are
some concerns about the risks assOCIated With the substantial mcrease m consumer and small
bUSiness lendmg-much of It Installment finance-smce end 1995 In terms of segmentatIon
maJonty-PolIsh banks appear to be dlverslfymg PolIsh banks recognize their lImIted fundmg
sources from depOSits and the small portIOn of theIr earnings whIch comes from fee generating
services Meanwhtle foreIgn controlled banks now appear to be movmg mto more balance sheet
exposure-Iendmg and retatl servIces-now that the blue chIp market IS saturated and rates for a
range of services have come down PrelIminary estImates of after-tax 1997 earnmgs showed that
cost structures remam hlgh---eosts were 85 percent of gross mcome Returns on assets and equity
both declmed from 1996 due to pressure on margins lImIted fee mcome and hIgh operatmg costs
For the system as a whole NBP figures show ROA at 2 percent and ROE at 24 7 percent m real
terms for 1997 These compare With 2 5 percent and 41 9 percent respectIvely m 1996 There IS
Significant eVIdence of competition for large corporate busmess as mtermedIatlOn spreads have
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dropped considerably from high levels 10 1992-95 and foreign banks have captured some market
share Upcom1Og challenges at the system level 10clude the ablhty of the system to aVOId
contagIOn effects-such as downturn 10 Western Europe 1Ocreas1Og price competitIOn 10 Europe
or broader global 10vestment trends 10 emerg10g markets-, the abIlity of the government to
defimtlvely privatize rema1010g state-owned banks and companies the overall scope of
consohdatlOn that occurs 10 terms of both numbers of financial firms and their respective financIal
activities, and the abilIty of bank companies to playa greater overall role 10 the economy based on
higher capital levels higher 1OtermedlatlOn rates and a greater array of services At the firm level
key rIsks for banks and finanCial services companies 10clude strengthened governance and 10ternal
audit functions management depth and capacity as greater risks are assumed 10 the com1Og years
the success of 10vestment m management 1OformatlOn systems that produce needed mformatlOn 10
a timely manner for management to Identify and contam rIsks as they surface, the strategic
direction of varIOus bank10g firms under open and highly competitive conditIOns, and the
synergies achieved from mvestment m non-bank services With bank10g franchises

Poland s bankIng sector IS stIlI domInated 10 many ways by the large pubhc banks ThiS IS
particularly true 10 terms of depOSit moblhzatlOn and the consequent fundIng advantage enjoyed
by PKO BP the Pekao SA Group and BGZ There has been an apparent and contmuous
preference on the part of the authOrities to engmeer consolIdatIOns among PolIsh banks and large
non-bank finanCial servIces companIes to defend the Pohsh finanCial market from foreign
competitIOn ThiS has been eVident more recently through the privatizatIOn process With some of
the smaller banks be10g acqUIred by Pohsh finanCIal groups even when their bids have come In
lower than those offorelgn competitors In other cases hold1Ogs have remaIned dispersed even
when greater capital 1OJectlOns could have been obtamed from strategic Investment Some of this
has related to past governments' 1OtentlOns to redistribute some ofthe gaInS to local
'stakeholders" either directly-to employees and managers-or 1Odlrectly-to citizens through
capitalIzatIOn schemes for the pensIOn system and pOSSibly off-budget Items to support loss
makIng enterprises In strategIc sectors However With Pekao SA Group to be majority
privatized by end 1998 the bankIng sector IS finally expected to be majority private on the basiS of
most balance sheet measures Private banks already have about two thirds of bankIng sector core
capital-although the bankIng system IS stIli hmlted 10 total capital the mcrease of which IS
needed for modernizatIOn and competitiveness-and nearly 60 percent of total loans as of end
1997 Many ofthe foreign banks all private, also domInate some of the high-fee actlVltles Thus,
In some ways the bank10g system IS already majority private 10 some actiVitIes The grow1Og
sophisticatIOn of Poland s private banks combmed With the 10creasIng competitIOn beIng brought
by foreign-controlled banks IS expected to modernIZe the bank10g sector 10 the next five years as
Poland eventually accedes to the European Umon However, for thiS to happen the authOrIties Will
need to attract more strategic 10vestment for needed capital InjectIOns, management know how
enhanced market hnks and above all, more sophisticated risk management systems ThiS Will
reqUIre an attitude that vanqUIshes ItS fear of foreign competitiOn, and In fact recogmzes both the
necessity of Increased foreign Intervention combIned With the added opportumtles thiS Will
10evltably create for maJOrity-PolIsh 1OstItutlOns Part of thiS resistance can be overcome by
recogmzIng the need of foreign banks for sound Pohsh partners and the global tendency away
from natIOnal orientatIOns 10 the ownership management and operatIOns of banks

Governance has Improved 10 recent years as the pubhc banks have restructured, recapltahzed and
been mcreas10gly subject to hard budget constramts However, weaknesses still abound at the
supervisory and management board level relative to the next series of risks and challenges that the
bank10g system IS hkely to face WhIle banks have gotten better at IntrodUCIng prudent credit
management systems other risks are apparently less well managed except In a rudimentary way
Even here, there are questIOns about the degree of risk taken by banks 10 lend10g actiVities as they
have shown IncreasIng relIance on third parties and credit agencies There are questIOns about the
slow process ofrestructur1Og and privatizatIon ofthe larger banks 10 the bankIng sector-maInly
PKO BP and BGZ There are also questIons about the process of consolIdatIOn In the fInanCial
sector the lack of needed capital for modermzatlOn and the absence of clearly Identifiable owners
In many cases Poland IS reputed to have supervIsory board weaknesses-an absence of
experienced finanCial sector personnel to proVide needed overSight-and assOCiated 10ternal audit
weaknesses ThiS IS to be shored up WIth a commItment to strengthen the Internal audit functIOn by
encouragIng greater separatIOn of functIOns, InvestIng In better systems generat10g better
management InformatIOn provld1Og better compensation for 10ternal auditors and protectIng
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Internal audItors from being released unless a majorIty of the supervIsory board votes for such a
release As the market becomes more competitive the onus wIll be on boards to devIse approprIate
strategIc plans and to set corresponding rIsk tolerance levels to the VarIOUS actIvItIes that are part
ofthat strategy ThIS will reqUIre that supervIsory boards have the needed financial and business
skills to comprehend the growing complexItIes of rIsks the banks wIll soon face Management
lIkeWIse will need to ensure the personnel systems and procedures are In place to Implement the
strategIes and to Identify contaIn and commUnIcate major deviatIOns when unantIcIpated rIsks
matenalIze These challenges WIll only become greater as the market expands greater resources
are at nsk and Increasmg globalizatIOn of markets adds to the sensItivity of some of the rIsks
However Poland s banks have generally shown progress In recent years ThIS has been most
noteworthy In terms of the financial and operational restructurIng of most state owned banks smce
senous reforms began In 1993 LIsted banks are showmg better performance than many other
banks m the market ThIS IS partly related to the ngorous informatIOn reqUIrements Imposed by the
market for ongOIng Investment The major banks have had external audIts conducted for the last
several years consistent with lAS Boards and management have focused on loan portfolIo
restructurIng the IntroductIOn and observance of strIcter credIt poliCIes and controls on new
lendIng flows safe and prudent Investment In government seCUrIties to recapItalize and
compliance wIth prudential regulatIOns wIth regard to prOVIsions for loan losses liqUIdIty and
capital ratIOs a range of exposures-Interest rate exchange rate pnclng term- and rIsks
associated with the growth of off balance sheet Items Compared to five years ago the larger
PolIsh banks are far more competitive than they were Thus governance and management at most
banks appear to have been satIsfactory through the InItial reform phase of restructurIng What
remaInS now IS the abIlity of boards and management to attract capItal generate earnings and
manage rIsks In an increasingly competItIve and complex envIronment PartIcularly If the
economy were to slow from ItS faIrly heated 6 percent real growth SInce 1994 the outcome of thIS
challenge WIll say much about the financIal condItion and instItutIOnal competItIveness of the
Polish banks mOVIng mto the 21'1 century

The non bank sector IS begInnIng to expand In some cases Poland has done an excellent Job In
developIng non bank instItutIOns-namely In the capItal markets However In other cases there
has been slow progress-notably In the Insurance sector and leasIng On the posItIve SIde there IS
already conSIderable turnover on the stock exchange and rapid growth IS expected on WSE as
well as the CeTO market ThIS WIll help banks m expandIng their potentIal market for clients WIth
SUItable eqUIty financIng as well as proVide better finanCial Information and accountability
standards In other areas there IS progress Insurance premIUms are Increasing and open market
competitIon IS expected to intensIfy frow 1999 on The key questIOn In the Insurance sector IS the
fate ofPZU the financIally troubled Insurance gIant that accounts for about two thIrds of the
market but IS about $300 mIllion msolvent and slated for prIvatIzatIOn In 1999 Reforms In the
Insurance sector WIll be Important to the banking sector as several banks already have Important
stakes In life and non life companIes A thIrd key sector IS the pendIng emergence of pnvately
managed pensIOn funds PensIOn reform IS one of the key necessItIes for Poland to get ItS fiscal
house In order Reforms and legIslatIOn Introduced smce late 1996 are makIng headway
PrIvatlzatlons In 1998 99 Will proVIde proceeds to asSiSt With ImplementatIOn of pension reform
MeanwhIle mutual/Investment funds venture capItal firms and leasing operatIOns are expected to
Increase theIr presence In the comIng years A new framework for leasIng IS In process to reconcile
current tax Incentives WIth InternatIOnal standards ThIS WIll have to be accompanIed by an
Improved accounting framework for leasing whIch the current Accountmg Act does not cover A
legal framework IS now being put In place for mortgage bankIng whIch wIll allow for the trading
of mortgage bonds However here tIme WIll be reqUIred to strengthen reglstnes courts
bankruptcy/liqUIdatIOn procedures and market mechanIsms for credIt nsk evaluatIOn and
collectIOn All of these developments are Important for the banking sector gIven theIr brokerages
ownershIp stakes m Insurance companIes and expected actIVity m mortgage financIng and leasing
As the markets broaden and deepen nsks WIll likeWIse prolIferate In partIcular the nsks
assocIated WIth secuntlzatlOn WIll Increase as Will exotic features attached to dlffermg Instruments
to fill portfolIo mches Now that new legIslatIOn prOVIdes banks WIth more of an opportumty to
enter non-bank actIVItIes they WIll have to apply proper management pnnclples to prevent
systemic or hIghly damagmg nsks from matenallzIng Above all up-to-date Information systems
effective and accountable management structures well-coordInated rIsk management procedures
and substantial capItal and reserves for unforeseen rIsks Will be needed It IS expected that over
tIme there WIll be a consolidatIOn of financIal services company shares of assets and deposIts
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which would cut across traditional bank' and 'non bank classificatIOns The cross-ownership of
banks 10 msurance provides some mdlcatlon of how thiS might evolve However as the bankmg
sector Itself IS hkeiy to undergo consohdatlOn m the commg years It wIll take at least that long to
develop across sectors
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The Pohsh bankmg system IS adequate m terms of basIc financial mdlcators
capital adequacy, asset quahty, mcreasmg hqUldlty-but It IS stili small by global
standards m terms of financial value and mtermedJatlOn levels For mstance, total
capital m the Pohsh bankmg system at end 1997 was $6 bllhon, and assets were only
about 50 percent of GDP Such low levels of capital hmlt the resources available for
lendmg and mvestment WhiCh, m turn, means that Poland will need more time
operatIOnally before It IS considered competitive for the ED market While many
trends are favorable--better macroeconomic conditions and Improved financial
condition of the banks compared to the early 1990s, Improved governance and
management at the largest banks, mvestment m new technologies and trammg,
development of effectIVe bankmg supervision, mcreasmg transparency, high levels
of accountablhty, contmumg demonopohzatlOn-other trends are less promlsmg
Generally, the fear of competition from large foreign banks has led to a
consolidation strategy which has slowed real privatization and modermzatlon This
has Impmged on earnmgs, stunted the growth of retail bankmg, and slowed the
development of needed risk management systems for the next stage of bankmg
system development-umversal bankmg-based on more dIVersified loan
portfolios, a wider range of mvestment optIOns, mcreased prOVIsion and selection of
services, broader product and/or market focus, and active positIOns m traditionally
"non-bank" financial activIties such as msurance, pensIOn fund management, and
venture capital While these trends are currently m process, Poland would probably
have a more competitive bankmg system today had It not been so resistant to
foreign mvestment until recently Notwlthstandmg such reSistance, Poland has
generally demonstrated favorable trends m the last several years Capital adequacy
ratios are sound accordmg to BIS gUidelines, with the median value of risk-based
capital at 17 6 percent at end 1997, and 73 of81 banks operatmg at year end 1997
havmg risk-adJusted capltalm excess of 8 percent Asset quality has Improved as
banks have generally cleaned up loan portfolios, although many banks may be
takmg on excess risk m their consumer lendmg/mstallment financmg actiVIties, and
m third party transactIOns mvolvmg loans and guarantees Earnmgs were adequate
m 1997, although not outstandmg-$1 3 bllhon after-tax, for ROA of2 percent
LiqUidity IS somewhat constramed by monetary policy which has focused on the
steady reduction of the mflatlon rate without permlttmg excess exchange rate
volatility Deposit mobilizatIOn has Improved, partly reflectmg the rlsmg real
mcomes of households, and their mterest m some of the term deposits offered by the
bankmg system However, there IS still slgmficant concentration m the holdmg of
deposits, With three banks accountmg for a 56 percent share of total Such
concentration weakens liqUidity at the other banks The mterbank markets are
functlOnmg well, but they are thm In the absence of a developed corporate bond
market, banks are mcreasmgly drawmg on their access to syndicated loans for term
financmg A dual and mterrelated challenge m the commg years Will be the ablhty
of the system to mcrease overall liqUidity, and for banks to prudently manage
portfolios and liqUidity to mstlll confidence WSE IS stili heavily weighted towards
banks-banks accountmg for one third of net assets are traded on the exchange, up
from 21 percent at end 1996-and this provides further mcentlVes for prudent
management for performance and growth However, the temptatIOns to take on
high levels of risk as margms narrow will reqUire slgmficant oversight, both from
bank boards as well as from regulators and the markets Here, strategic
mstitutlOnal mvestors are of critical Importance to the system from both the "buy"
and the "sell" side All of thiS pomts to the ability of banks to properly manage risk

18



41 CapItal
Adequacy
Score 3

as the market opens up to mcreasmg competItion Several questIOns remam with
regard to (I) the near-term pace of privatIZation and consolIdation m the
lDcreasmgly umversal bankmg system, mcludmg the Impact of these factors m the
msurance sector with regard to cross-ownership, (11) the abIlity to raise capital and
mtermedlatlOn levels to a pomt needed for competitiveness by globallEU standards,
(III) risk management capacIty as bank asset structures grow and take on more and
dIVerse riSks, (IV) the sustamabllIty of earnmgs as banks adjust their risk tolerances
and venture mto activIties m which they have lImited experience-PolIsh banks
from a product standpolDt, and foreign banks from a local market standpomt, (v)
the abIlity to manage credit risk and absorb losses as banks vie for non-blue chip
busmess, extend credit for longer perIOds, and prOVide loans With dlffermg mterest
rate and currency features, (VI) the wlllmgness of mid-Sized Pohsh compames to
adapt to lDternatIonal standards of transparency and disclosure to obtam added
financmg, particularly as many compames stili concealmformatlon from fiscal
authOrities, (VII) the abilIty of regulatory authOrities to momtor for more "exotic"
rIsks--off-balance sheet Items, derivatives-and to contam those riSks when
adverse effects occur, (vm) the overall ability to wIthstand contagIOn effects, as was
recently threatened by concerns about the ruble and could occur If demand slows lD

Western Europe, and (IX) the abIlity of the bankmg system to weather a downturn
m the economy after several years of rapid growth Poland has made progress over
the last several years, spurred on by membership lD mternatlOnal organIZations and
prospects for mtegratlOn mto the European Umon However, gaps remam m terms
of lDcome levels and competitiveness Now that Poland has stabIlIZed Its bankmg
system, the next round of challenges wIll be to close the gap m competitiveness so
that Poland's economic landscape IS mdlstmgUlshable from that found among Its
EU neighbors ThiS will require slgmficantly greater lDvestment and Improved
management systems adapted to the riSks associated With mcreasmgly rapid and
complex movements m the global economy

Poland's banks are adequately capitalized by nsk based on BIS standards although they remam
small m terms of average and total capital-nearly half of Poland's banks would either not meet
ED mmlmum capital reqUirements or would be barely above these mmlmum levels Total capital
m banks was Zl 21 2 billion at end 1997 or about $6 billion On a nsk-adjusted basiS accordmg to
BIS gUidelmes, bankmg system capital was ZI 17 9 billion, or $5 1 billion Nettmg out cooperative
banks from the total thiS amounts to about $60 million per operatmg bank at end 1997 RatiOS are
sound With median nsk-based capital at 17 6 percent of assets Accordmg to NBP three quarters
of banks had rISk based capital ratios In excess of 12 percent, and 73 were at or above 8 percent
Only SIX banks were techmcally msolvent, all of which are m the process oflmplementmg
rehabilitatIOn programs Capital ratIOs have been strengthened m recent years by higher earnmgs
after factonng m prOVISIOns for loan losses high levels of government secuntles mvestments
(which are zero m terms ofnsk-welghtmg) and better control of new lendmg flows which has
brought clasSified loans down to 10 4 percent at end 1997 from 31 percent at end 1993 For hsted
banks WSE share pnces ofbanks are good which also prOVides capital strength and needed
financmg Thus capital appears adequate However among Poland s 81 operatmg banks reportmg
at year end 1997, 29 had gross own funds (unadjusted for nsk) below ZI 20 million-about ECD 5
mllhon the minimum reqUired for a bankmg hcense m the ED Another 11 banks were below ZI
40 milhon Thus, at least half of Poland s banks are below the mlmmum, or would be around the
mmlmum for a hcense once capital IS restated accordmg to BIS gUidelmes Movmg forward apart
from Pekao SA Group It IS unhkely that Poland Will be able to attract extraordmary injectIOns of
capital from pnme-rated foreign institutIOns through pnvatlzatlon The only other large pubhc
banks are PKO BP and BGZ both of which have problems that would lower their franchise value
due to problem loan portfolios excessive branch networks and/or political compleXities that
would make senous operatIOnal restructunng difficult and nsky to manage Thus bankmg sector
capital growth Will now Itkely have to come from retamed earnmgs asset qualtty and size and the
ablltty to float shares or obtam equity from other sources and not from pnvatlzatlon proceeds In
recogmtlOn of this need for capital trends towards market opemng are positive as they are m the
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Insurance sector Any attempt to reverse such a pOSitIOn IS Itkely to slow market ItberaltzatlOn
which would hkely hinder capital growth and slow progress towards competItIveness At the
mIcro level capital adequacy ratios wIll need to be adjusted as banks shIft resources from
Investments In government secuntIes to increasingly nsky exposures Thus there WIll be even
greater challenges ahead In increasing aggregate capItal Into the system as well as ensuring the
adequacy of capItal on a nsk adjusted basIS

Asset quahty IS perceIved to be satIsfactory for now although there are questIOns about underlying
qualIty In the event of an economic downturn In some cases assets are consIdered overvalued due
to generous assumptions regarding collateral or real estate values Loan portfolIos to enterpnses
and households account for 40 percent of assets and the Incremental growth In bank assets since
1995 has generally been from new lending flows Loan portfohos were largely cleaned up at the
commercial banks In 1993 94 although questIOns remain about portfoho qualIty at some of the
larger speclahzed banks Throughout the system the trend towards increasing consumer loans
needs to be momtored both In terms of underlying quahty as well as off-balance sheet nsk In the
event of an economic downturn With a 50 percent Increase In the stock of loans from 1995-97
and flat returns for banks from loans to the blue chip sector banks have Increased lending to
smaller companIes and to indIVIduals In the hopes of generating earnings from hIgher spreads In
these nskler markets There are asset-based and pncmg-related nsks for banks to be mmdful of as
well as broader market nsks In terms of assets some of the lending banks are proVIding IS against
intermediarIes receIVables that are secured by asset values Such asset values as well as recovery
rates on receIvables could declIne markedly In the event of an economIc downturn In some cases
the source offundlng for these loans IS thought to be foreIgn currency denominated whIch IS then
lent In zloty at hIgher rates Thus there may be some exchange rate and Interest rate nsk
associated WIth such lending patterns Publtshed NBP reports do not break down foreIgn currency
exposures on a weIghted time-to matunty basIS ThIS informatIOn would be useful m measuring
open pOSItIOns and how they relate to exchange rate and Interest rate nsk With regard to loan
qualIty Poland s comparatively high Interest rate envIronment alone presents nsks to underlying
asset qualIty even If there IS hmlted term exposure and asset-lIablhty management practIces
generally observe prudent matching strategies RIsks appear to have dlmlmshed recently due to the
strength of the currency and general declIne In inflation rates However a weakening of the
economy and exchange rate could reverse thIS trend Otherwise government secuntles still
represent a slgmficant portIon ofthe balance sheet-20 percent of total assets-whIle nearly 7
percent represent secuntles Issued by partIes other than Treasury AddItIOnal lending mto the
mterbank market and to government IS conSIdered safe accounting for about 16 percent of assets
FIxed and other assets represent 10 percent of total About 7 percent of assets are held at the NBP
Thus the main underlying questIons regarding asset quahty are (I) nsks associated WIth the loan
portfoho partIcularly consumer loans and assocIated Interest rate and exchange rate nsks as well
as guarantees collateral and other off-balance sheet Items associated With lending (11) the safety of
Interbank lending (1Il) the qualIty ofmvestments In non government secuntles and (IV) the
quahty of fixed and other assets

Bank management has Improved In Poland In recent years New managers who are better SUIted to
a market based economy have been put In charge of older banks and are accountable to
management and supervisory boards Shares help as a form of compensatIOn so that management
and employees can benefit from future earnings and pnvatizatlOn New banks often have younger
entrepreneurs WIth an eye to the future To the extent the latter represents slgmficant rIsk these
banks tend to be smaller and pose lIttle potential for systemIc nsk as long as they remain closely
momtored by regulatory authontles for off balance sheet Items nsky trading exposures and fraud
ForeIgn banks are increasing their presence and thIS WIll lead to Improved management
informatIOn systems and applIcation of lessons from more developed markets over tIme However
there are weaknesses m terms of the power and capacity of supervIsory boards to exercIse
governance over banks and of management boards to sometImes Identify the nsks assocIated WIth
the strategies they are Implementing SupervIsory weaknesses are reinforced by insuffiCIent
Internal audIt capacIty at majonty PolIsh banks both In terms of expenence as well as incentIVes
ThIS IS gomg to change as BIS gUIdelines are Implemented In support of an autonomous Internal
audit function that IS properly eqUIpped trained and compensated In terms of management there
are still weaknesses at many banks at the middle management level due to job protectIOn Most
banks are also just beglnnmg to use some of the mformatlOn generated for NBP as a management
tool for competItIve purposes reflecting the lImItatIOns of nsk management systems WIthin most
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Polish banks Management of credIt appears satIsfactory and prudent, but questIOns remllln about
off-balance sheet exposures the quality of collateral and the potentIal Impact of an economIc
downturn on portfolio quality There has not only been a shIft towards lendIng to the real sector
but such lendmg accounts for all the mcremental growth of bankmg sector assets smce end 1995
The abilIty to manage thIS will go a long way m determmmg the future course of earnIngs growth
and stabIlity In the bankIng sector LIqUIdIty management appears adequate, as most banks appear
to follow prudent asset-ltablllty management practIces However, many banks are apparently
takIng advantage of the lower costs ofborrowmg m foreIgn currency and then lendIng In zloty
ThIS can expose the banks to conSIderable exchange rate and mterest rate nsk Weaknesses m the
management of exchange rate, mterest rate and pncmg nsk may surface m the comIng years as
banks search for ways to mcrease earnmgs In a more competItIve market Banks mvestors m
banks and NBP WIll all need to Improve theIr momtonng of such nsks to aVOId unantIcIpated
losses that could Implllr capItal ThiS WIll be partIcularly true at the larger banks to aVOid systemic
rIsk To date Polish banks have generally followed conservative practIces to aVOId the
transactIOns costs of mcreased hedgmg nsks Banks may be wIllmg to mcur these costs m the
future and If so they and those responsible for oversIght Will need to be certam that hedgmg
strategIes are prudent and do not subject the banks/sector to undue rIsks Overall banks Will need
to mvest m systems and personnel to ensure they have SUItable rIsk management systems m place
ThIS has already begun but Will need to contmue for the foreseeable future ThIS IS also an area
where competitIon from prIme-rated banks and foreIgn mvestment m Polish banks could well
serve as a deCISive catalyst

After-tax earnmgs were lower m 1997 than m 1996 On a dollar basiS after-tax earnmgs were $1 4
blllton In 1997 compared WIth $1 6 blllton m 1996 The 1997 figure averages $17 millton per
bank, or about 2 percent ROA The reductIOn m earnmgs resulted from a combmatlOn of three
factors pressure on margms m the corporate sector reduced net spreads on mvestments m
government secuntles and higher cost ratIOs Reduced spreads m the corporate sector are largely
due to mcreasmg competItIOn, which IS also partly due to the second factor of reduced net spreads
from seCUrIties mvestments As the macroeconomy has strengthened and portfolio flows have
mcreased the government s need for bank financmg has dlmlmshed ThIS has led to lower
earnmgs from these mvestments for banks promptmg banks to seek out new financmg actiVItIes
WIth the blue chIp market saturated and the bankmg sector becommg more competItIve banks
have shown mcreasmg wllltngness to lend to the nskler consumer market Overall, there has been
a 50 percent mcrease In lendmg (In dollar terms) from end 1995 to end 1997 MeanwhIle, there
has been further pressure on earnmgs due to costs Cost to mcome ratIOs were about 85 percent m
1997 up from 81 percent m 1996 and 83 percent m 1995 ThIS IS mamly due to hIgh overhead
costs related to personnel at maJonty Poltsh banks, and hIgh Investment costs m mformatlOn
technologIes at all banks Most banks also have weak fee mcome generatmg capacIty due to a
ltmlted array of servIces In many of these eXlstmg areas (e g , debIt cards) competItIon IS heatmg
up further reducmg fees

While fundmg IS Improvmg m the aggregate due to mcreasmg placement of funds m term
depOSIts, generalltqUldlty at the banks IS tIght due to the NBP s restrIctIve monetary poltcy, the
concentratIOn of depOSIts m three banks, the thm corporate bond market and low capItal Reserve
reqUIrements are hIgh and were raIsed twIce m 1997 Consequently, mterest rates are hIgh The
secondary markets are stIll weak for secuntles whIch means banks have to rely on real sector
depOSIts for about 60 percent of overall fundmg and the mterbank market for another 12 percent
Meanwhile PKO BP Pekao SA Group and BGZ account for 56 percent of total depOSIts Thus
most other banks have weak fundmg bases While the mterbank market IS relatIvely safe and meets
some financmg needs--essentlally through current accounts held at NBP-rates showed some
volatlltty m 1997 ThIS also emanates from the concentratIOn of depOSIts m three banks Banks
also have low levels of aggregate capItal Access to syndIcated loans has emerged as a substItute
for corporate bonds However low capItal hmlts banks exposure to these hnes WhIle the
payments system IS safe and Improvmg It IS conSIdered relatIvely slow by modem standards All
of these factors cut mto ltqUldlty More broadly, pressure on margms combmed WIth hIgh cost
structures reduced earnmgs m dollar terms ThIS also reduced liqUIdIty m 1997 WIth tIght
monetary poltcy, shallow capItal markets, and reduced after-tax earnmgs due to heIghtened
competItIon and narrowmg mtermedIatlOn spreads there may be contmued ltquldlty constramts m
the near term
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Poland s banking system enjoys increasingly high levels of public confidence WhIle
intermediatIOn rates are stili lower than In some of the neIghboring countries-and well below
OECD and EU norms-deposlt mobilizatIOn has been increasing In absolute terms as well as
proportIOnally as a percentage of money supply and GDP One indicatIOn of growing confidence
IS the increasing share of deposIts held with banks that are term deposIts ThIS partly explains the
lack of alternatives or insuffiCient capital markets offerings relatIve to demand In Poland
However these deposits would not be held In banks If there was a lack of confidence In theIr
soundness Membership In the OECD and the broad array of recently adopted finanCIal sector
reforms should reinforce confidence as Poland moves towards membershIp In the European
UnIon ConcentratIOn has diminIshed In recent years and the best performing banks are ones listed
on the WSE Thus market dISCipline has begun to take hold and incentives are increasingly In
line with global standards There has been increasing Investment from the private sector In
bankmg, partIcularly since 1996 Capital markets are VIewed as liqUId stable and well
admmlstered albeit small by global standards All of thIs has been remforced by the rapid
development of an effective bankmg superviSion department m NBP which has prOVided
mcreasmgly effective overSIght m recent years Nevertheless there are several weaknesses that
remam as concerns the operatmg and regulatory envIronment FIrst and most Importantly the
privatizatIOn process has been sluggish m the banking sector That the public sector stili IS heaVIly
engaged m some of the largest banks (as well as the largest Insurance companIes) raises questIOns
about the degree ofrestructurmg that has taken place particularly at PKO BP and BGZ
notwlthstandmg recent agreement to accelerate restructuring efforts These banks contmue to
represent a burden whIch has potential ImplicatIOns for monetary and fiscal policy (e g lender of
last resort) the solvency and liqUIdIty of the Bank Guarantee Fund and the abIlIty ofbankmg
superviSIOn to apply ItS mandate on an equal footmg WIth other banks Poland has been wrestlmg
for years With the attempted restructuring of BGZ yet problems remam m the cooperative bankmg
sector as they do m the agricultural sector Above all the Bank Guarantee Fund appears to have
been utIlIzed as a tool for the restructurmg of rural cooperatIve banks that IS costly uncompetltIve
mefficlent and at cross purposes With the bankmg sector s overall need for enhanced structural
competItIveness There IS also concern about PKO BP due to ItS share of depOSits-approximately
one fifth of total In Poland and almost entIrely from households While BGZ and PKO BP are In
poor finanCIal condItIOn partly as a result of prior structural rigIdities or the tranSitIOn to more
lIberahzed market conditIOns their attempts at diverSIficatIOn present additIOnal management and
capacity risks that may only lead to a different misallocatIOn of resources If not properly managed
That both are buIldmg new headquarters appears to be a costly deCISion at a tIme when their
finanCial conditIOns are dubIOUS That the Bank Guarantee Fund has been used to asSISt weaker
banks WIth limIted commerCial Viability represents cross SUbSIdizatIOn that might be more costly
to sector competitiveness than alternative approaches-purchase and assumption, and outright
liqUIdatIOn Thus misuse of the Bank Guarantee Fund and larger consideratIOns of lender of-last
resort and too big to fall represent contmulng areas of monetary and fiscal risk With direct
ImplicatIOns for overall competitiveness at the structural level Meanwhile recent legislatIOn
removes some of the JudiCial obstacles to creditors to recover theIr loans Nevertheless, the court
process remams slow and some banks continue to belIeve that problems persist WIth regard to
collateral lien perfection and overall court charges

Poland s largest banks have generally been subject to mcreasmg levels ofscrutmy based on high
levels of disclosure In some cases, disclosure has become mcreasmgly publIc as banks have been
put on the privatIzatIOn track In particular for banks lIsted on WSE-about one third of the
WSE s capitalIzatIOn derives from banks-mformatlOn disclosure has had to meet mternatlOnal
standards to conform to market reqUIrements and to succeed m attractmg strategic Investment
(e g Bank Handlowy) Where there have been shortcommgs have been With BGZ and PKO BP
due to the senSitiVity surroundmg their finanCial condItIOn and the polltlclzatlOn of the
restructurmg process In terms of companies and households there IS far less transparency and
disclosure which undermmes the effectiveness of banks to share mformatlOn With each other for
Improved credIt risk assessments Concerns about confidentIality abound partly the result of pre
tranSitIOn constramts on freedom and partly to evade the fiscal authOrities WhIle these reactIOns
are understandable such absence of transparency limits the ability of Poland to develop effective
credit informatIOn systems for better bankmg and credit rating agencIes In support of capital
markets development As banks and others expand Into retaIl services and secUritized markets,
dIsclosure and transparency WIll need to mcrease Poland recently adopted legIslatIOn that defines
the gUIdelines under which banks need to proVide informatIOn to regulatory authOrities However
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4 8 Sensitivity
to Market Risks
Score 3

the need for market-based systems IS stJll abundant The major banks recogmze this and m
conjunctIOn With the Pohsh Bank AssocIatIOn are plannmg to mtroduce a credit mformatlOn
bureau later m 1998 This IS particularly needed as 'plastic cards" and pomt of-sales termmals are
mcreasmgly utlhzed as consumer lendmg Increases, and as factoring, leasmg, and commercIal
credit companies slowly start to emerge What IS favorable IS the growing number of companies
that are begmmng to quahfy for hstmg on the WSE markets as well as the CeTO Combmed With
dlsclphne from the bankmg sector as banks dIVerSify their lending targets and retaJl customer base
these kmds of mstltutlOnal developments over time can be expected to lead to market-regulated"
mformatlOn requirements By then, It IS also anticipated that companies and households will be
willing to endure some loss of confidentiality In exchange for greater access to financial resources

Poland does not currently appear to be overly sensitive to "contagIOn" risks Recent challenges
have emerged With the CriSIS m ASIa, questIOns concernmg the stabJllty of the ruble and the
deterioration of the Czech Repubhc s fundamentals m 1996-97 To date Poland seems to have
managed these challenges better than other neighbOring markets ThiS may be due to ItS sustamed
real growth rates exceedmg 5 percent smce 1994 based on mcreasmg trade With the EU-65-70
percent of mternatlOnal trade IS now With the EU-, the size of ItS foreign currency reserves
relative to debt, and the perceptIOn of markets m early 1998 that the zloty was undervalued
However, the elements of market risk are there In macroeconomic trends, the current account
defiCit Widened m 1997 and mterest rates mcreased after several years of decreases The current
account defiCit Widened largely on the basiS of a consumer spendmg surge, much of which was
financed by bank loans to the consumer sector which could easJly lead to portfoho problems In the
event of an economic downturn On a more general basiS, a downturn m the West European
economy or mtenslfied competitIOn m those markets could also weaken Poland s export position
LikeWise, mstablhty m RUSSIa might mterrupt the flow of Imported lower-cost commodities on
which many Pohsh mdustnes depend At the banking level, there are many nsks which could lead
to stress m thiS sector These mclude fundamental credit nsk---consumer lendmg and third party
exposures (e g syndications, acceptance of company paper, overvalued collateral, tax fraud),
exchange rate risk-many portfohos are reportedly long on zloty and thiS could be more volatile
than If long In dollars or DM the absence of hedgmg to aVOId transactIOns cOStS-thiS may be a
problem at some of the smaller banks although thiS IS not thought to be a problem at the major
banks, pOSSible mismatches In the term structure ofportfohos-use of term depOSits to finance
short-term loans, pOSSible mismatches m the currency composition ofportfohos-use of foreign
currency-denommated borrOWings to finance short-term loans In zloty, msufficlent gap or duration
analyses conducted by some banks to measure for senSItiVIties (e g Interest rate exchange rate
fixed-varIable pricing) on weighted and tIme to matunty bases and the need to conduct stress
tests combmmg mterest rate exchange rate, concentration and matunty assumptIOns to better
manage nsks as portfohos grow m compleXity Future nsks wJlI emerge With mcreaslng
competitIOn at the retaJl bankmg level-mamly from the mcreasmg use of credit cards-as well as
rlsmg Interest In loan syndicatIOns secuntlzatlOn With a range of features and mortgage lendmg
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ANNEX 1 A DESCRIPTION OF THE USAID BANK RATING SYSTEM

Ratmgs Summary for USAID
Topics/Categories and DeSCription of Ratmgs

Description of Coverage

1 2 3 4 5
General Description ofRatmgs DIsmal monopolist resIstant Inadequate weak slgmficant Adequate favorable trend Solid strong satisfactory Outstandmg world class

• Fmanclal mfrastructure to competItIOn and change Improvements needed major Improvement needed competitive few systemic state of the art best practices

• EconomIc factors and no confidence WIdespread potential for destablhzatlOn potential for major systemic nsks or problems and those virtually no senous systemic
mdlcators corruption weak mstltutlons via systemic nsks nsks are manageable nsks

• Bankmg sector structure
and profile

• CAMELOTS mdlcators

I FINANCIAL INFRASTRUCTURE
Topics/Categories and 1 2 3 4 5

Description of Coverage
1 1 Policy/System Wholly unsupportlve of Generally unsupportlve of Partly supportive of stable Supportive of stable safe and Wholly supportive of stable

stable safe and sound stable safe and sound safe and sound bankmg but sound bankmg safe and sound bankmg
bankmg bankmg slgmficant Improvements needed

Improvements needed
11 Legal Wholly unsupportive of Generally unsupportive of Fairly supportive of stable SupportIve of stable safe and Wholly supportive of stable

stable safe and sound stable safe and sound safe and sound bankmg but sound bankmg and safe and sound bankmg and
bankmg and meanmgful bankmg virtually no Implementation deters meanmgful levels of nsk meanmgful levels of nsk
levels of nsk takmg meanmgful levels of nsk meanmgful levels of nsk takmg takmg

takmg takmg
1 3 Regulatory and Wholly madequate for Inadequate regulatory Adequate regulatory Sohd regulatory framework Outstandmg regulatory
Supervision prudently managed and framework for prudently framework for prudently for prudently managed and framework for prudently

supervised bankmg managed and supervised managed and supervised supervised bankmg managed and supervised
bank109 slgmficant banI-lOg but strengthen109 bankmg
strengthenmg needed needed

1 4 Payments System Wholly madequate and Inadequate and mefficlent Adequate but less than Sohd systems remforce World class systems remforce
undermmes mtegnty of systems weaken hmlted effiCIent systems support mtegnty of bankmg system mtegnty of bank109 system
bankmg system efforts to bUild up mtegnty of mcreasmg mtegnty of

bankmg system bankmg system
1 5 Accountmg Wholly madequate Unacceptable framework for Acceptable framework for Satisfactory framework for Outstandmg framework for

framework for bankmg bank109 slgmficant bankmg but SophIstication bankmg bankmg
Improvement needed needed

1 6 Ratmg AgenCies and Wholly unsupportlve of Generally unsupportlve of Margmally supportive of Supportive of bank109 sector Wholly supportive of bank109
Systems banI-lOg sector development bankmg sector development bankmg sector development development sector development
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1 7 Fmanclal MedIa Wholly unsupportlve of Generally unsupportlve of Marginally supportive of Supportive of banking sector Wholly supportIve of banking
banking sector development banking sector development banking sector development development and growth sector development and
and growth and growth and growth growth

professlOnahzatlOn and code
ofethIcs needed

1 8 ProfessIonal AssocIatIons Wholly unsupportJve of Generally unsupportlve of Marginally supportIve of Supportive of banking sector Wholly supportive of banking
banking sector development banking sector development banking sector development development and growth sector development and
and growth and growth and growth growth

19Acadenuc Wholly unsupportJve of Generally unsupportlve of Marginally supportive of SupportIve ofbanking sector Wholly supportive of banking
banking sector development banking sector development banking sector development development and growth sector development and
and growth and growth and growth growth

1 10 MIScellaneous Wholly Inadequate and Generally unsupportlve of Only partly supportIve of SupportIve and reinforces Wholly supportive and
undermines Integnty of banking system slgmficant banking system, but Integnty of banking system reinforces Integnty of banking
banking system Improvement needed Improving system
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II ECONOMIC FACTORSIINDICATORS
Toplcs/Categones and I 2 3 4 5

Descnptlon of Coverage
21 General Dismal macroeconomic Inadequate macroeconomic Adequate macroeconomic Solid macroeconomiC Outstandmg macroeconomiC

fundamentals undermme fundamentals deter rISk fundamentals asSiSt With fundamentals provide fundamentals remforce and
bankmg sector development takmg by banks bankmg sector stability bankmg opportumtles enhance bankmg sector

2 2 Private Sector Development Poor levels of private sector Growmg but madequate Adequate private sector Strong economy based on World class state-of the art
development m formal levels of private sector development supported by competitive private sector economy predicated on
economy undermme bankmg development for sustamable favorable trends but mnovatlve resourceful private
development meanmgful growth undercut Improvements needed sector

bankmg sector development
23 Money Savmgs and Credit Dismal monetary Weak monetary fundamentals Adequate monetary Solid monetary fundamentals Solid monetary fundamentals

fundamentals wholly deter bankmg sector fundamentals boost contribute to strong bankmg shaped by world renowned
undermme bankmg sector development confidence but Improvement system risk management practices
development needed contribute to global standards

ofbankmg system
competItiveness

24 Fiscal Dismal fiscal fundamentals Weak fiscal fundamentals Adequate fiscal fundamentals Solid fiscal fundamentals Solid fiscal fundamentals
wholly undermme bankmg deter bankmg sector boost confidence but contribute to strong bankmg contnbute to stability m
sector development development Improvement needed system support of bankmg system

competItiveness
2 5 ET:change Rates Dismal exchange rate Weak exchange rate Adequate exchange rate Solid exchange rate Solid and stable exchange rate

fundamentals wholly fundamentals deter bankmg fundamentals boost fundamentals contnbute to fundamentals shaped by
undermme bankmg sector sector development confidence but Improvement strong bankmg system world renowned nsk
development needed management practices

contnbute to global standards
ofbankmg system
competitiveness

2 6 Balance ofPayments Dismal balance of payments Poor balance of payments Adequate balance of Reasonably strong balance of EnViably strong balance of
posItion reflects competItive posItion reflects competitive payments pOSitIOn reflects payments pOSItIOn reflects payments pOSItIOn reflects
weaknesses ofeconomy weaknesses ofeconomy growmg competitiveness of competItive strengths of competitive strengths of

economy despite weaknesses economy economy
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III BANKING STRUCTURE AND SYSTEM PROFILE
Topics/Categories and I 2 3 4 5

Description ofCoverage
31 Overview Wholly uncompetlttve Poor reputation re Adequate reputation for Solid reputatIOn for World class status re

bankmg system competttlveness m the compettttveness m bankmg competitiveness m bankmg competItiveness In bankmg
bankmg system but strengthemng IS needed

3 2 OwnershIp Monopolist protectlOmst Tradlttonally closed bankmg Adequate levels of Reasonably open and Open privately owned and
bankmg system resistant to system only begmnmg to competttlveness and generally privately owned managed bankmg system
foreign competttion and open up to foreign perfonnance due to recent and managed bankmg system globally respected for
change competltton and change trend towards private respected for competlttve competlttve prowess

ownership and management positIOn
3 3 Governance and Dismal governance and Weak governance and Adequate governance and Strong governance and World class governance and
Management management undennme management undennme management for bankmg but management sustam management remforce and

bankmg and economic bankmg development despite Improvements needed to competitiveness m bankmg sustam competttiveness m
development recent but very margmal achieve global bankmg

Improvements competItiveness m bankmg
3 4 Non-Bank CompetItion No serious competttlon from Very limited competttlOn Adequate levels of Satisfactory levels of Slgmficant competition from

non banks further from non banks prOVide little competltton from non banks competition from non-banks non banks further strengthens
undennmes the need for pressure on banks to exercise but lack ofmarket breadth enhance compettttveness and levels ofcompettttveness and
financIal discipline financial dlsclplme and depth hmlt Impact on financial discipline ofbanks financial discipline of banks

competlttveness and financial
dlsclplme of banks
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS
Toplcs/Categones and I 2 3 4 5

DescnptlOn of Coverage
4 1 CapItal Adequacy Wholly madequate capital Inadequate capital Adequate capItal Reasonably strong capItal Enviably strong capital
4 1 Asset QualIty Dismal asset qualIty Poor asset qualIty Adequate asset qualIty Reasonably strong asset Enviably strong asset qualIty

although slgmficant room for qualIty
Improvement

43 Management Wholesale disregard for General lack of awareness of Fairly weak but Improvmg Reasonably strong reputation Enviably strong reputatIon
fundamentals of rIsk rIsk management reputation based on emergmg based on satIsfactory rIsk based on world class rIsk
management fundamentals rIsk management capacity m management capacIty m a management capacIty m

a market showmg mcreasmg fairly competitive market fiercely competitive market
levels of competitIOn

44Earnmgs Sustamed losses that have Weak or unstable eammgs Adequate eammgs but room Reasonably strong and EnViably strong and
decapltalIzed the banks by for added stabilIty and diverSified eammgs diverSified eammgs
lAS diverSIfication

4 5 LIqUIdIty Severe lIqUidIty problems LIqUidIty problems Adequate lIqUidity pOSItion Reasonably strong lIqUidIty EnVIably strong lIqUidity
but room for strengthenmg pOSItion on an ongomg basiS POSition on an ongomg basiS

4 6 Operatmg and Regulatory Dismal operatmg and Poor operatmg and regulatory Adequate and Improvmg Reasonably strong operatmg EnViably strong operatmg and
EnVIronment regulatory environment enVironment operatmg and regulatory and regulatory envIronment regulatory enVironment

environment
4 7 Transparency and Dismal standards for Weak standards for Adequate standards for Reasonably strong standards World class standards for
DISclosure transparency and disclosure transparency and disclosure transparency and dIsclosure for transparency and transparency and disclosure

disclosure
48 SensItIvIty to Market RIsk Dismal reputation for Poor reputatIOn for senSItiVity Adequate and Improvmg Strong reputation to manage World class reputatIOn to

senSitivIty to market rIsk to market rIsk under market reputation to manage sensItivity to market rIsk manage sensitiVity to market
under market condItions conditIOns senSItiVIty to market rIsk as under market condItIons rIsk and continuously prosper

market conditions under market condItIOns
mcreasmgly prevail
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ANNEX 2 A DETAILED ASSESSMENT OF THE POLISH BANKING SECTOR

I FINANCIAL SECTOR INFRASTRUCTURE Poland contmues to evolve slowly towards
finanCIal sector modermzatlOn Its strengths are found m a dynamic and growmg economy geared
to ED and global markets, mcreasmg hberahzatlon and mvestment m the bankmg sector, hIgh
levels of accountabIlIty, mcreasmg professlOnahzatIon, and supervisory structures for bankmg,
msurance and capItal markets based on global standards of transparency Recent legal reforms
The Bankmg Act and The Act on the NatlOnal Bank ofPolandI-all remforce these structures and
provIde them WIth the mandate they need for effectIve enforcement Governance at the state
commercial banks and major pnvate banks has also Improved smce late 1993, when hard budget
constramts were placed on most banks and theIr debtors 2 The new Bankmg Act spells out baSIC
governance reqmrements for all banks, mcludmg state and cooperative banks 3 However,
pnvatization has been slow-about a dozen banks stIll remam m non-pnvate hands4-and there
appears to be preference for some measure of domestic consohdatlon mstead of focusmg on
mcreased capItal, management know-how, and market lmks from strategIC mvestment 5 Recent
entry mto the OEeD, expected formal entry mto NATO, and future entry mto the ED are all
provldmg momentum for mstitutional reform However, Poland's pnvatlzatlOn pace has been
SlUggISh, and only recently has Poland begun to attract sIgmficant volumes of strategIC
mvestment Even here, large proportions have come from small numbers of mvestments Its legal
and regulatory framework for finanCIal servIces IS bemg harmomzed WIth BIS, ED and other
mternatlOnal standards to ensure contmued mtegratlOn mto mtematlOnal markets Its payments
system IS adequate for now despite weak telecommumcations capaCIty and a hIgh proportIon of
paper copIes Accountmg standards have been movmg mcreasmgly towards mternational norms,
sustamed largely by reqmrements for the largest reportmg banks, the due dIhgence process that
comes WIth pnvatizatIon and larger Jomt-ventures mvolvmg eqmty stakes, and demands from the
market on companies tradmg m the capItal markets General support orgamzatlOns which enhance
and help sustam market development-ratmg agencies, profeSSIOnal aSSOCIatIOns, medIa,

Both of August 29, 1997
In February 1993, Poland passed the Act on the FmancIaI Restructurmg ofEnterpnses and Banks

ThIS prOVIded a framework for the fmanclal and operatiOnal restructurmg ofcommerCIal banks-but not
speclaltzed banks-based on an up-front recapltaltzatlon combIned With loan recovenes resultmg from
negotIatIOns With debtors Most of these settlements were out-of-court Smce then, most commercIal banks
have generally been reqUIred to operate WIthout government SubSidIes Whtle commerCial banks generally
mvested m government SeCUritIes at hIgh net spreads to further recapItalIze after the InItIal recapItalIzatIOn
and IS-month perIod of negotIated loan recovery, there was no dIrect SUbSIdizatiOn from the budget to
banks ThIS led to Improved governance and management Conversely the three largest speCialIzed banks
stIll operate WIth dIrect support and/or guarantees, along WIth other fonns of support derIved from the
Bank Guarantee Fund (mamly for cooperatIve banks)
3 New legIslatiOn IS mterpreted to meet mmtmum ED gUldelmes, WIth changes expected m the
future as the system evolves
4 ThiS mcludes Pekao SA Group, WhICh represented four separate banks at end 1997 but were
defmItlvely consoltdated mto one group m Apnl 1998
5 For mstance, the InItIal publtc offermg ofPBK-Warsaw was delayed to allow an tmproved bId
from a prtmartly domestic consortIUm of mvestors who eventually prevatled ThIS led to some mcremental
capital bemg brought mto the bankmg system-from Credltanstaalt WIth ItS 20 percent share-but thIS was
reported to be less than what a rIval bId from Samsung was thought to have presented pnor to the delay
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academIC and trammg mstItutes-all eXIst or are evolvmg towards professIOnal standards There
IS also cause for optImIsm that pnvatIzatlOn WIll accelerate m 1998-99 wIth Pekao SA Group6 and
the smaller Bank ZachodnI, bnngmg the number of non-pnvate banks down to less than 10
However, two of the bankmg system's largest mstItutlOns wIll remam non-pnvate for the tIme
bemg-PKO BP and BGZ7-as WIll the troubled PZU msurance company 8 Score 3

1 1 PolzcylSystem Poland has been perceIved to be partly protectIOnIst wIth regard to several
"strategIc" sectors (e g , coal, steel, agnculture) and slow wIth pnvatlzatlOn over the years The
latter IS due to the decentraltzed approach to pnvatIzatIon that Poland has followed smce the
early stages of transItIOn, whIle the former has much to do wIth the POlttlCS of vested mterests
and concerns about full-scale restructunng Nevertheless, Poland has also shown consIderable
economIC growth m real terms, and IS begmnmg to attract major foreIgn mvestment after years
of UnImpreSSIve dIrect mvestment outlays More recently, Poland has been perceIved to be on
the rIght track, largely the result of ItS membershIp m OEeD and ambItIons for early entry mto
the EU 9 These reqUIre a commItment to democracy, free trade, and multtlateral cooperatIon
Poland's legal and regulatory structure IS bemg reformed to conform to these prerogatIves At
the structural level, Poland's economy, bankmg and financIal system have undergone
conSIderable reform smce 1989 Its regulatory structures are consIdered reasonably strong, and
thIS should provIde for added mstltutIonal secunty m bankmg and capItal markets m the commg
years as trade and mvestment m financIal servIces mcrease However, the pace of reform has
been questIOned, most partIcularly wIth regard to pnvatIzatIOn m the steel, coal, shIpyards,
bankmg, msurance, and telecommUnICatIOns sectors Score 3/3+

• The polztlcal enVironment IS now comparatIvely stable m Poland, although several contmuous years of
government turnover m parhament and dIsagreements between the executtve and legIslatIve branches
slowed the reform process Poland's mstltutIOns guarantee the rule of law, human nghts and the
protectIon ofmdlvldual and mmonty nghts Accordmg to the EU, there are stIli weaknesses WIth
regard to the operatIOn ofthe JudICIal system, corruptIOn, and press freedom to some degree Poland IS
orgamzed as a parhamentary democracy accordmg to the so-called "LIttle ConstItutIOn," adopted by
parhament m 1992, pendmg passage of a permanent constItutIon Poland has a bIcameral parhament
compnsed ofa lower house (Se}m) and an upper house (Senate) Wlthm the legIslatIve branch of the
central government, the Sejm has most ofthe power The PreSIdent IS elected for five years Poland IS
currently dIVIded mto 49 provmces (vOlvodshlpS), each of WhICh IS headed by a provmclal governor
(volVode) appomted by the central government There are also mdependent locally elected CIty and

6 The first 15 percent of shares were Issued m june, 1998 for about $270 mIlhon By year end,
Pekao SA Group IS expected to be majonty pnvate
7 The Mlmstry of State Treasury recently SIgned an agreement WIth the EBRD for the latter to assIst
WIth a due dlhgence and subsequent restructurmg efforts at BGZ m antICIpatIOn of a late 1999-early 2000
pnvatlzatIOn-wlth pOSSIble EBRD finanCIal partICIpatIon
8 ABN-Amro was recently selected to serve as adVIsor for the planned pnvatlzatIOn of PZU m
1999

In Apnl 1996, the government approved Package 2000, a medIUm-term program covermg the
second half of the 1990s The program addresses macroeconomIC and structural Issues WIth a vIew to
convergence WIth the more advanced economIes of Western Europe A key objectIve of thIs program IS to
sustam an average growth rate of 5 5 percent real GDP A cursory look at Pohsh economIc performance
suggests that ongomg efforts to open up the economy to trade and mvestment WIll have to be sustamed,
and SOCIal secunty reform WIll have to be successfully Implemented to reduce fiscal Imbalances However,
m general, Poland IS makmg progress towards the goals It has set for Itselfregardmg membershIp m the
EU

30



vIllage governments There are currently plans to consolIdate local government mto 12-14
vOlvodshIpS, wIth locally elected assemblIes controllIng 15 to 30 percent of VAT and mcome tax
revenues, respectIvely, whIch are raIsed locally 10 Poland IS a member ofmajor mternatlOnal
organIzatIons such as the World Trade OrgamzatlOn (WTO), European Free Trade Agreement
(EFTA), Central European Free Trade Agreement (CEFTA), the World Bank (IBRD), the
InternatIOnal Monetary Fund (IMF), and the Orgamzatlon for Economic CooperatIOn and
Development (OECD) Poland was among the fIrst three countrIes of the former SOCIalIst bloc mVlted
to jom NATO 10 1997 Currently, Poland IS pursumg ED membershIp, anticipated some time 10 2002
05 11

• WIth regard to legal and regulatory reform, there IS a perceptIon that judICial mstltutlons need
strengthenmg to be effectIve Poland has recently mtroduced needed legal reforms to prOVIde a
framework that IS more condUCIve to nsk-takmg for bankmg based on enforceable contractual
agreements WIth the enterpnse and household sectors PrevIous problems mcluded relIance on a
CommercIal Code datmg back to 1934, and the after-effects of decades ofnon-commercial
applIcatIOns whIch protected debtors at the expense of credItors As for bankmg, reasonable protection
was prOVIded under the 1993 Act on the Fmanclal Restructunng of Enterpnses and Banks However,
sIgmficant problems perSIsted beyond that Law's enactment and the restructurmg actIvItIes that
ensued These mcluded a slow court process, dIsorganIzed and mcomplete property regIstrIes, and the
eXIstence ofmultiple claJrns on propertIes due to the mabllIty to perfect lIens ThIS led to a cautIOUS,
fisk-averse approach to lendmg-there was httle lendmg until late I 995-and much of the lendmg
that has been prOVIded smce IS still short-term and heaVIly secured The newly adopted Bankmg Act
prOVIdes greater legal backmg to banks m the area ofdebt collectIon, mcludmg the use ofdebt
collectIOn agencIes and hqUidators for asset repossessIon and dIspOSItIOn when debtors are unable to
comply WIth legal agreements

• Economic developments m 1997 were strongly favorable m Poland Real GDP growth was 6 percent,
the fourth consecutIve year m whIch growth has exceeded 5 percent m real terms The unemployment
rate declmed to 105 percent at year-end 1997, compared WIth 164 percent at end 1993 and 13 6
percent at end 1996 LikeWIse, there was a contmued declme 10 the mflatlon rate, from 18 5 percent at
end 1996 to 13 2 percent at end 1997 The central fiscal defICIt remamed wlthm MaastrIcht EMU
cntena, at 2 8 percent, although local government and off-budget Items would raIse thIS to 3 9 percent
HIgh SOCIal secunty and pensIon costs were the most conspicuous expendIture Item Interest rates
mcreased on a nommal basIS for the fIrst tJrne 10 years-the NBP raIsed reserve requrrements twIce,
and refmancmg, redIscount and lombard rates showed a parallel 2 0-2 5 percent mcrease by end 1997
compared WIth end 1996 MeanwhIle, the exchange rate contmued to depreCIate agamst the U S
dollar, from a year-end 1996 rate ofZl 2 87 to 3 52 by end 1997 ThIS trend was reversed m the frrst
half of 1998, WIth mId-year exchange rates at Zl3 47 to the dollar 12 Debt ratIOS are satIsfactory, and
present lIttle stram on the balance of payments However, the tnphng ofthe current account defICIt m
1997 was and remams a cause for concern

• The bankmg sector contmued ItS slow march to competItIveness Bank assets were about 50 percentl3

ofGDP at end 1997, low by OECD standards and unchanged 10 the aggregate from Poland's average
10 1991 ThIs trend IS actually favorable due to the Jrnproved asset qualIty ofthe measure, as well as

10 See "Poland's devolutIonary battleground," The Economist, February 7, 1998, and "Consummate
pohtiClan," Busmess Central Europe, June 1998
II An ED ASSOCIatIOn Agreement was SIgned 10 March 1992, along WIth Poland and the Czech-
Slovak Federal Repubhc These were the frrst ASSOCIatIon Agreements SIgned
12 WhIle the 1997 current account defiCIt trIpled m both dollar terms and as a percentage of GDP
compared to one year earlter, portfolto mvestment mcreased sIgmficantly m early 1998, dnvmg up the
value of the zloty As the dollar has appreCIated agamst most currenCIes, thIS reflects a real apprecIation of
the zloty agamst most currenCIes
13 ThIS fIgure mcludes the cooperative banks
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the slgmficant growth m GDP over the last several years However about half of Poland's banks are
below, at or barely above the ED mlmmum for capital These banks remam small, and will likely
need to grow through mergers or new share Issues If they are to be competitive m the market On the
larger end, Bank Handlowy raised more than $1 billion m new capital with Its share Issue m June,
1997 Smce then, PBK-Warsaw was pnvatized as well Two more banks are slated for pnvatlzatlon m
1998-wlth the first 15 percent of Pekao SA Group already camed out through an IPO PKO BP,
BGZ, some pnvate banks, and cooperative banks appear to remam troubled, which represents a
slgmficant share of assets but IS stll1 down from a far higher number m 1993 In terms of financial
measures, the marketplace IS becommg mcreasmgly competitIVe The blue chip market has become
saturated, and foreign banks are now begmnmg to compete with Polish banks for other corporate
market segments while mtroducmg new electromc services at the retail level Lendmg has mcreased
slgmficantly smce end 1995 With many Polish banks thought to be lendmg foreign currency
denommated borrowmgs to the consumer market m zloty to capture higher rates These trends
notwlthstandmg, earnmgs leveled off m 1997 Cost ratIOs remam high, although trends are different
among large Polish banks and foreign-controlled banks The nature of these expenses-some
reflectmg mvestments that wll1 mcrease future earnmgs, others that reflect fixed cost structures that
may undermme competitiveness-and the ability to manage varIOus credit, exchange rate, and mterest
rate nsks may provide some mdlcatlOns of the competitive landscape for the commg years

• There IS growth m capital markets and non-bank financial institutIOns Insurance premIUms exceeded
$3 billion m 1996, compared With $1 8 billion m 1994 LegislatIOn enactmg pensIOn reform IS
expected to add resources for mvestment m the capital markets m the next few years There has been
steadily mcreasmg turnover and market capitalizatIOn on the Warsaw Stock Exchange (WSE) smce
1991, when only nme firms were listed and market capitalizatIOn approximated $144 million As of
mld-1998, market capitalizatIOn approximated $12 4 billion, or about 9 percent of GDP ThiS mcluded
more than 165 listed eqUIties Meanwhile, the over-the-counter (OTC) market IS pOised for growth By
global standards, the capital markets and non-bank mstltutlOns still remam relatively small, and
therefore could be subject to high levels of volatility over time Recent concerns about the ruble and
the spillover effects m the regIOn have been reasonably well contamed on the Polish exchanges
However, they still remam vulnerable to portfolio movements, Just as the exchange rate has been
Impacted by slgmficant market movements of funds m 1998 A slgmficant portion offundmg comes
from foreign mvestors-Iargely portfolio mvestment that could be removed fairly qUIckly There IS
some concern of future nsks ofdecapltalizatlOn-net profit transfers out of Poland by large financial
mstltutlOns-although Poland's comparatively large populatIOn, and potential for slgmficantly larger
GDP once major pnvatlzatlOns take place provide some measure of comfort compared to smal1er
regIOnal economies that do not have as much of a "domestic buffer Poland s exchanges also enJoy a
solid reputatIOn for accountability, mtegnty and transparency

• There has been slgmficant soclO-cultural or hIstorical enmity towards bankmg This IS considered to
have contributed to the slow pnvatIzatlOn of several financial mstltutlOns m bankmg and msurance
However, some of the resentment IS also based on mCldents of fraud which occurred m the early 1990s
after licenses were Issued to pnvate banks before effective supervisory capacity was m place to detect
and momtor for fraud The difficulty many busmesses have had m accessmg credIt also contributes to
resentment-sometunes Justifiably, and sometimes not due to the mabllity of many compames to meet
credltworthmess reqUIrements under market conditions However, lendmg at the consumer level has
mcreased slgmficantly, and more people have accounts With banks The Polish Bank ASSOCiatIOn
claims that more than one million new bank accounts were opened m 1997, and that the number of
accounts has nsen from 20 percent of the populatIOn m 1993 to about two-thrrds m 1997 Combmed
With better efforts at public relatIOns, thiS may alter some of the negative perceptIOns that have
prevailed until recently

1 2 Legal Poland recently adopted the Bankmg Act and the Act on the NatIOnal Bank of Poland
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m late 1997 ThIS legIslatIOn brmgs much of the legal framework for bankmg mIme wIth
mInImUm ED standards, OECD member reqUIrements, and BIS gUIdelInes The two Acts,
representIng Improvements from earher pIeces of legIslatIOn, are also meant to provIde a legal
mandate to alleViate what have been problems assocIated With JUdICIal mfrastructure and the
tImely processmg of claIms, uncertamtIes regardIng collateral and contract enforcement, and the
utIhzatIon of secondary markets for debt collectIOn Poland's legislatIon is generally considered
satIsfactory, although further changes are enVisIoned for the future as the system evolves Two
hkely amendments w111 be rules for collectmg debts by banks, and an mcrease m hmits on
deposIts 14 However, JudICIal mfrastructure are not yet considered satIsfactory for effecttve
operatIons Courts are overwhelmed WIth case loads they can not handle Staffing and
compensatIOn levels are msufficient The European CommissIon gIves Poland good grades for
progress made m recent years m developmg capacIty to assume ED membershIp obhgatIOns m a
number ofareas-Intellectual property, company law, taxatIon, accountmg, and financIal
servIces Improvement IS stIll consIdered needed In competitIOn, pubhc procurement, data
protectIon, and the hberahzatIOn of capItal movements WIth regard to bankmg, membershIp m
the OECD has not been accompamed by a major push for lIberalIzatIon Poland's mterpretatIOn
of ItS membershIp oblIgatIons IS to permIt foreIgn banks to set up In the market, eIther as Jomt
stock companIes or branches 15 However, bank branches are reqUIred to mamtam capItal m
Poland ThIS IS mconsIstent With the spmt of market lIberalIzatIon,16 even If Poland's new
legIslatIon recogmzes home-country rule and mutual recogmtIOn pnncIples m a manner
consIstent WIth ED DIrectIves Poland IS takmg the pOSItIOn that full opemng WIll not occur untIl
Poland becomes a member of the ED, whIch WIll not lIkely occur before 2002, and may not
occur until 2005 or later Banks' Interest m secUrItizatIon, consumer lendmg, "plastIC cards," and
mortgage lendmgl7 may reqUIre refinement of some ofthe legIslatIOn over tIme to be more
broadly conSIstent WIth ED norms Score 3-/3

• The Law on the NatIOnal Bank ofPoland (NBP) became effective m 1989 and legally transformed
Poland from a monobank to two-tier bankmg system Poland's second tier consIsted of four
"speCIalIzed" banks-focused on agnculture (BGZ), retail foreIgn currency savmgs (PKO SA), long
term mortgage fmancmg and local currency savmgs (pKO BP), and corporate foreIgn currency and
trade (Bank Handlowy}-and nme "regIOnal" commercial banks Subsequent to 1989, three more
specIahzed banks were estabhshed-the Polish Investment Bank, the Pohsh Development Bank, and
the Polish Export Bank The law assigns responslblhty for the Implementation of monetary policy to
NBP, namely through the use of monetary mstruments to set mterest rates More recently, the new Act
on the NatIonal Bank of Poland was adopted m late 1997 The new Act details general prOVISions, the
NBP's organizatIOnal structure (mcludmg the role of the PreSIdent of the NBP, the Monetary Policy
Council, and the NBP Management Board), the NBP role as a state mstltutlOn, bankmg superviSIon,
the Issue of currency, monetary policy mstruments, the operation of bank accounts, foreign exchange
actiVity, the nghts and duties ofNBP personnel, NBP fmances, and miscellaneous prOVISIons The
baSIC objectIve ofNBP remams the mamtenance ofpnce stabIlity Changes to the legIslatIOn generally
relate to the role of supervISion and the new CommiSSIOn for Bankmg SuperviSIOn, which IS adapted to
more unIversal fmanclal services The CommiSSIon for Bankmg SuperviSIOn IS chaIred by the NBP

14 See Pohsh News Bulletm, 21 Apnl 1998
IS Representative offices are also allowed, but cannot engage m rmanclal mtermedlatlon
16 In terms of hberahzatlon, such a strategy puts Poland behmd such countries as Bulgma and
Hungary which permIt foreIgn branches to locate and be answerable to host country supervIsory authontles
WIthout keepmg capital m the foreIgn country
17 There IS expected to be demand for 4 millIon new apartments m Poland through 2010 Poland
currently has one of the lowest rates of apartments per 1,000 reSIdents m Europe See Pollsh News Bulletm,
13 February 1998
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Governor, with SIX other members from the Ministry of Finance (two members), a representative of
the President's office, the Bank Guarantee Fund, the Secuntles and Exchange CommiSSIOn, and the
General Inspector of Banking SupervISIon Risks are that the CommiSSIOn wIll become preoccupied
With political matters or slow In deCISIon-making due to ItS multi-sectoral focus However, for the tIme
bemg, these nsks are mitigated by the predominance of regulators on the Commission rather than
political appomtees DeCISions are made by maJonty vote Other key features to the legislatIOn
Include monetary polIcy and ImplementatIOn, including lImits set on reserve reqUIrements, and lender
of last resort proVIsions, including NBP lending to the Bank Guarantee Fund

• Poland adopted the new Bankmg Act on August 29, 1997 concurrent With the new Act on the National
Bank of Poland The law generally conforms to ED gUIdelines, and proVides NBP and the
CommiSSIOn With broad legal powers for corrective actIOn to ensure a safe, sound, and stable banking
sector The law and aSSOCiated regulatIOns spell out the reqUIrements of banks With regard to general
proVISIOns, the establishment and organizatIOn of banks (Includmg branches and representative
offices), the safekeepmg of accounts, settlements, credit and large exposures, guarantees and other off
balance sheet Items, the Issuance of bank secuntles, nghts and duties of banks and their officers, the
aSSOCiatIOn and "amalgamatIOn" of banks, bank capital and finances, banking supervISIon, bank
reorganizatIOn (including rehabilitatIOn, liqUIdatIOn and bankruptcy), CivIl and cnmInal liability and
penalties, and miscellaneous provIsions (mcludIng achievement of minimum capital reqUIrements and
tax-deductibility related to provIsioning expenses) Some of the key stipulatIOns Include the follOWing
defmltlOns of"core" and "supplementary' capital that are consistent With ED and BIS gUIdelines, and
which specify that core capital must be a mmlmum 50 percent of the bank's total capital base, bank
acquISItIOn of shares m mdlvldual companies or funds cannot exceed 15 percent of bank capital, total
exposure of bank mvestment In companies and funds cannot exceed 60 percent of bank capital,
minimum capital must be ECD 5 mlllIon,18 capital adequacy ratios must be a nsk-adJusted minImUm
of 8 percent according to BIS gUIdelines, With higher reqUIrements for new banks,19 total exposure to
smgle parties on a consolidated20 baSIS cannot exceed 25 percent of bank capital, inSider loans and
exposure cannot exceed 10 percent ofa bank's core capItal and these have a senes ofrestnctions and
conditIOns to keep them small, contain nsk and enhance transparency, banks cannot lend If the
proceeds are used to purchase bank secuntles of their own Issue, general disclosure reqUIrements are
elaborated subject to the oblIgation of banking secrecy, as are stnct and costly penalties for legal
mfractlOns, and the role of the Internal audit functIOn IS stressed, and Will be relied on increaSingly for
strengthened nsk management as well as regulatory complIance

• The Trust Fund and Publlc Tradmg m SeCUrities Act and the Act Establlshmg the Warsaw Stock
Exchange were mtroduced m 1991 and set the framework for the mtroductlOn of the new21 Warsaw
Stock Exchange (WSE) on July 2, 1991 ThiS was later followed by the Bond Act of 1995, and has
been supplemented With articles of the Warsaw Stock Exchange, by-laws and regulations which bring
the operatIOns of Poland's exchanges In line With ED dlrectlves22 and OECD gUIdelInes, and the

18 For eXisting banks that do not fulfill the capital reqUIrements of the new law, notificatIOn of
capital defiCiency to the CommiSSion can then lead to an agreed plan to achieve the mmlmum target by end
1998, and In some selective cases by end 1999
19 New banks are reqUIred to have mmImum 15 percent nsk-adJusted capital through year I, and
minimum 12 percent through year 2
20 "ConsolIdated" IS defined as "a group of parties related by capital and management and incurring
common economic nsk" See The Bankmg Act, Article 71
21 The ongInal WSE began m 1817 and was closed In 1939
22 Relevant EEC gUIdelines are likely to have Included (I) 79/279 on cntena for lIsting on the stock
exchange, (n) 80/390 on harmOnIzatIOn of provIsions for stock exchange lIsting, (m) 82/121 on regular
informatIOn publIshed by listed JOint stock companies, (IV) 89/298 on harmOnization of provIsions for
public offenngs of transferable secuntles, (v) 89/592 on harmOnIzatIOn of provISIons for inSider
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recently enacted Act on Investment Funds and Law m the Tradmg ofSecurztles The new legIslatIOn
dematenalIzes SeCUritIes, permIts brokerage ftrms to become full-fledged mvestment banks, and
allows tradmg m warrants and denvatives The PolIsh Secunties CommissIon (PSC) IS responsIble for
supervIsmg the markets The PSC IS a member of the InternatIOnal OrganizatIOn of Secunties
CommissIOns, whIch has been workmg closely m recent years with the Bank for International
Settlements to estabhsh more effective regulatory oversight across borders m a broad range of
fmanclal servIces which Imk banks and mvestment ftrms InternatIOnal standards of corporate
governance, accountmg and mformatlOn dIsclosure are apphed m the cases of companIes hsted on the
WSE, as well as on the smaller but growmg CeT023 (over-the-counter, or OTC market) 24 Brokerages
are requrred to operate as mdependent umts If they are owned by banks Poland's exchanges have a
strong reputatIon for depOSitory, clearmg and settlement operatIOns More than 165 compames were
lIsted on the WSE m Apnl 1998-up from 83 at end 1996-and mutual mvestment funds25 and bonds
are also traded LIstmgs mclude the IS NatIOnal Investment Funds whIch were lIsted m June 1997 and
are responsIble for managmg about 512 companIes that were "mass privatIzed" Although Poland has
not generated large foreign mflows on a per capita baSIS, foreign drrect mvestment (FDI) began to
mcrease m 1996, and portfolIo flows have accounted for a slgmftcant share ofWSE volume/value
smce the early 1990s WSE IS conSidered a highly lIqUId market (based on hIgh turnover ratios), albeit
small Investors are free to transfer capital and earnmgs m and out ofthe country as long as tax
oblIgatIOns are complIed With The lIberalIzation ofcurrent transactions, a functIOn of OECD
membership, has aSSisted m these developments-although the European CommISSion belIeves Poland
needs to make more progress towards capItal account lIberalIzatIOn

• Poland has had long standmg problems regardmg claImS on movable properties through !len
perfectlOn This served as a dlsmcentlve to banks to take nsk m the early 1990s, due to therr mabllIty
to collect on debts that were collateralIzed Poland ImtIated a JudICial reform project m mld-1995 to
review legal structures and case loads, and to strengthen property reglstrallOn procedures and records
In January 1998, Poland enacted a new Registered Pledge Law to allow for a umform, centralIzed and
computenzed property registratIOn system for non-possessory pledges over movable properties
Enforcement of pledges IS pOSSible WIthout court assistance m executmg warrants Combmed WIth a
strengthened legal mandate for creditors to collect on loans, It IS expected that Improvements m the
new system Will prOVide added mcentlves for banks to take nsk mtherr lendmg actiVities due to better
and more up-to-date mformatlOn on collateral values and the perfectIOn of lIens

• Poland has gamed experIence and commerCial trammg m speCialIzed bankruptcy cases throughout the
1990s However, because ofexcessive case loads, both m-court and out-ofcourt adjudlcatlOn
procedures are utilIzed m Poland Commercial cases are generally heard by speCial diVISIOnal
economic courts These dlVlsIOnal courts have second-tier vOlvod-level courts which hear appeals
Courts enJoy farrly broad powers, mcludmg appomtment of lIqUIdators, venficatlon of credItors'
claImS, and general superviSIon of bankruptcy proceedmgs There are at least 10 debt collectIOn
companies m Poland, and probably other smaller frrms which operate on a local market baSIS
However, With ftve companIes reportmg only Zl12 6 mIllIon m 1996 revenues,26 thIS does not look
lIke a WIdely used optIOn These compames also appear to be more closely lInked to "credIt agencies"

transactIOns, (VI) 93/6 on capital adequacy of mvestment service companies and credit mstItutlons, and
(vu) 93/22 on seCUrities mvestment servIces
23 CeTO IS the acronym for the Central Table ofOffers
24 Willie such standards are applIed these are slIghtly less ngoroUS due to the comparative SIze of
firms on the CeTO
2S Mutual funds only accounted for about Zl 2 bIllIon In WSE Investment, or about 5 percent as of
Apnll998 Part of thIS IS because only 23 percent ofsavmgs are placed m funds As more compames are
publIcly traded, It IS expected that mutual funds Will playa greater role m the fmancIaI sector
26 The two largest ftrms, both based m Wroclaw, accounted for Virtually all reported revenues-ZI
119 mIllIon More than comcidentally, Wroclaw IS where the two largest "credit agencies" are located
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rather than banks When utilized, lIqUidators are contracted to vOId specified transactIOns pnor to
liqUidatIOn, to seize debtors' assets, to Inventory property, and to Issue financial statements Thus,
liqUidators playa more financIal/admmlstratlve role that IS overseen by Judicial authontles
LiqUidators are not reqUired by law to possess specific qualIficatIOns or certifications Out-of-court
settlements can be reached when a majonty of creditors reach a bmdmg settlement on a reorganIzatIOn
plan with the debtor In this case, the courts confirm the results without rendermg judgments as long as
the settlement IS legally compliant In general, the m-court process IS slow Commercial cases m the
Warsaw reqUire one to two years to be heard, and another one to two years for a fmaljudgment for the
executIOn of payment FIrst mstance deCISIOns can be appealed There IS also an mdependent nght of
Judicial review of admmlstratlVe actIOns mltlated by the courts

• The Bankruptcy Law of 1990, which amended the old 1934 law, proVides the legal framework for
bankruptcy ilqUidatlOn andforeclosure proceedmgs In Poland Bankruptcy settlements are bmdmg
when a majonty of creditors agree to a reorganIzatIOn plan with the debtor At that POint, the court
appomts a liqUidator who carnes out many of the financial and admmlstratlve formalIties of the
reorganIzatIOn under the review of the court From 1990-96,23,237 bankruptCies were filed, resultmg
m 20,370 "lIqUidatIOns" and 2,867 reorganizatIOns The former were often restructurmgs which
permitted companIes to escape financial oblIgations to creditors In fact, one of major weaknesses m
the Bankruptcy Law was the low pnonty given to secured creditors, whose claims were subordmated
to government, social secunty funds, and employee wages pnor to collectIOns RecognIzmg these
weaknesses, out-of-court concIlIatIOn procedures were InItiated under the Act on the FmancIaI
Restructuring of Enterpnses and Banks m 1993 to strengthen the hand of creditors m negotiatIOns
This led to modest development ofa secondary market for lzqUldatlOn and repossessIOn along
commerclallmes, which has smce been strengthened by recent enactment of the new Bankmg Act m
late 1997

13 Regulatory/SuperVIsory Poland's bankIng supervIsIOn department-known as the General
Inspectorate of the NatIOnal Bank (GINB)-represents one of the strengths of Poland's overall
finanCial mfrastructure and mstItutlOnal capacity The regulatory framework conforms to
prudentIal gUIdelInes rendered by the Basle CommIttee for BankIng Supervlslon,27 as well as
more recently wIth EU dIrectIves and gUIdelInes wore consIstent wIth "umversal" bankIng
practices The bankmg superviSIOn department of the NBP has been developed VIrtually from
nothIng smce 1992 when the magnitude of bankIng sector problems was begInnmg to be
realIzed These problems eXIsted at three broad levels FIrst, the structural lInk (e g , bankIng
sector developments under commercIal condItIons) to monetary and broader macroeconomIc
condItIOns was poorly understood because the condItIon of the banks was poorly understood A
prudentIal regulatory framework for bankIng was needed to help prOVide NBP wIth the
underlYIng stabIlIty It needed to achIeve ItS objectIve of prIce stabIlIty Second, It was becomIng
IncreasIngly clear that the large state banks-both speclahzed and commercIal-were In poor
finanCIal condItIOn, and that It was gOIng to be costly to recapltahze and restructure them NBP,
the MInIstry of FInance, and the government as a whole needed to have a better understandIng of
the magmtude of the losses to assess the potentIal costs and how these would be financed
Further, to aVOId a recurrence, better InformatIon was needed by NBP to ensure that Imprudent
behaVIOr on the part of bank boards and management would not lead to greater problems In the
bankmg sector ThIS led not only to a better regulatory framework, but the adoptIOn of an
IncreasIngly Integrated approach to bankIng supervISIOn, based on comprehenSIve pohcy
coordmatlOn, full-scope and targeted on-sIte eXamInatIOns, and off-SIte surveIllance focused on
regular reports on areas of greatest rIsk ThIrd, It became clear durIng the turbulent perIod of

27 This Committee IS a formal part of the Bank for InternatIOnal Settlements, or BIS
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1989-90 and thereafter that many of the smaller banks that had received licenses Just a few years
earher8 were mcapable of managmg bankmg operatIOns m a safe and sound manner under nsky
conditIOns In some cases, this was due to the volatility of the market durmg the early penod of
"shock therapy," and the years shortly thereafter when mflatIOn rates were stIll high and the
pohtlcal situation was unsettled In other cases, this was due to outright corruptIOn and fraud
Thus, smce 1992, bankmg supervision at NBP has evolved to contam systemic nsk m the
bankmg sector and to support NBP's larger objective ofpflcmg stablhty More recently, the role
of the GINB has changed slightly In one sense, It has been expanded to playa major executory
role on behalfof the Commission for Bankmg SupervISIon On the other hand, ItS role may be
diluted by the presence of a broader compOSItion ofthe Commission through which GINB must
now coordmate ItS activItIes IrrespectIve of the outcome of this new role, GINB IS perceived to
be effective m ItS oversight of the bankmg system It has aVOIded the weaknesses found m many
other nelghbormg supervisory agencies, such as madequate coordmation between/among
diffenng authontles, reluctance to use on-site mspectIOns, reluctance to apply enforcement
mandates, and mabillty to retam competent and tramed personnel Poland currently has about
350 personnel employed m bankmg supervisIon Banks are generally Viewed to be complIant
With regulatIons, and the benefits of some reportmg systems-such as umform bank
performance reports (UBPRs)-are now bemg used for mternal management purposes, notJust
for regulatory reportmg In general, supervision IS conSIdered strong One weakness mcludes the
non-pnvatizatlon of some of the largest Polish banks, WhICh undermmes GINB's mandate to
enforce supervisory actIOns m a manner SimIlar to pnvate banks Additional weaknesses at the
techmcallevel are rooted m msufficlent mformatIOn, the nature of some reportmg forms29 and
methodologles,30 the need for mcreased trammg m nsks associated WIth denvatIves-mamly
foreign exchange, mterest rate, and pncmg-and mortgage lendmg, and the need for more
targeted mspectlons when nsks are Identified (as opposed to comprehenSive exammatlons)
There may be madequate mformatlon generated from banks regardmg off-balance sheet nsks
(e g , guarantees, thIrd party transactIOns) which could undercut the abilIty ofNBP to IdentIfy,
evaluate and contam nsks early enough for a targeted mspection or corrective actIon ThIS IS
partIcularly wOITIsome m terms ofconsumer lendmg and potentIally high rates of delmquency
LikeWise, there may be madequate mformatIOn reported to NBP from banks regardmg the links
between mterest rate, exchange rate and matunty nsk Many banks are currently borrowmg m
foreIgn currency and lendmg m zloty Reportmg forms to NBP are m zloty ThIS converSIOn may
gloss over the exposure some banks have m the event of a matenal shift m the exchange rate
More speCific forms which show the actual currenCIes, exchange rates, mterest rates and
matuntles of borrowmgs and loans on a weIghted and time-to-matunty baSIS might aSSIst NBP
With ItS surveillance ThiS would permIt greater senSItIVIty analySIS for borrowmg and lendmg
flows As banks become mcreasmgly exposed to denvatlves, these nsks Will become
mcreasmgly promment Score 3+/4-

28 In 1989, 13 PolIsh banks had lIcenses to operate By 1992, the number ofbanks had mcreased to
90 Most of these were very small and poorly capitalIzed MmImum capital requIrements were old Zl4
bIllIon, or the eqUIvalent of about $3 5 mIllIon at the time Thus, entry mto the bankmg market was very
easy The number ofbanks superseded the capacity ofNBP to properly oversee the bankmg system
29 For mstance, property-related figures are not broken out mto reSidential, commerCial and other
forms ofproperty or real estate development Dlffenng trends may have a Significant Impact on portfolIo
quahty
30 WhIle foreIgn currency values are reported and reqUITed to comply With regulatIons on open
pOSItIOns-IS percent m mdIvldual currenCIes, and 30 percent globally-they are not necessanly analyzed
on a tIme-to-matunty baSIS or sensItIzed for fIsk ThIs weakens the value of off-Site surveIllance, and the
abIhty to conduct targeted on-site mspectlons that hone ill on foreIgn exchange nsk
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• Llcensmg reqUIrements and regulatIons were tIghtened m the bankmg sector m 1992 when NBP began
to realIze that Its earlIer lIberal IIcensmg polIcy was premature and rIsky The new Bankmg Act and
Act on the NatIOnal Bank of Poland, whIch became effectIve on August 29, 1997, further tIghten
reqUIrements ThIs mcludes ralsmg mmlmum capItal to at least ECU 5 mtllIon, and a clear
specIficatIOn of the prmclples governmg the mternal audIt functIon The CommIsSIOn for Bankmg
SupervIsIOn IS now responsIble for IIcensmg It IS expected that hcenses wIll be Issued not only on the
baSIS of the stated reqUIrements, but wlthm the context of the CommIssIOn's judgment of the rIsks of
ISSUIng a lIcense wlthm a umversal bankmg context m whIch the "bank" may engage m a range of
"non-bankmg" actIvItIes Thus, reqUIrements for bank managers and members ofthe board, hIgher
mmlmum capItal, mternal audIt functIOns, busmess plans, and other consIderatIOns wIll lIkely come
under more mtenslve scrutmy relatIve to the nsks assocIated WIth the Issuance of these hcenses It
remams to be seen how the CommISSIOn manages the balance between the need for prudence on the
one hand, and the use of such prudence to stIfle meanmgful financIal sector hberahzatlon and
competItIon on the other

• The NBP has long had a clear legal baSIS and mandate to supervise the banks The new laws clearly
delmeate the role of the CommISSIOn for Bankmg SupervIsIon and ItS mandate for supervIsIon of the
banks ThIS IS based on prmclples ofcross-border reCIprocIty drIven by EU DIrectIves-host country
responslblhty mutual recogmtlOn-as well as cross-sectoral cooperatIOn WIth other regulatory
agencIes drIven by Basle CommIttee gUldelmes for overSIght of fmancIaI servIces-the SEC, Agency
for SupervISIon of PensIon Funds, the State Agency of Insurance SupervISIOn, and mternatlOnal
counterparts The CommISSIOn's objectIve IS to ensure the safety of funds held m banks, and overall
comphance WIth the laws and regulatIOns that pertam to the bankmg sector Whtle supervISIOn of
state-owned banks may be somewhat undercut, 31 thIS IS due to the rehabIhtatIon scenarIO that has been
m effect for years In general, supervISIon has a legal mandate to ensure the solvency and hqUIdIty of
the bankmg system to ensure banks operate wIthm the laws and regulatIOns m effect, to Issue
recommendatIOns for correctIve actIOn to suspend or modIfy bankmg operatIOns, and to revoke bank
hcenses If needed

• Penalties for regulatory non-complIance by bank managers and employees can be assessed, as they
can for board members as well ThIS mcludes penaltIes for VIOlatIOns of mSIder loans, bank lendmg to
partIes for the latter to purchase shares m the former, dIvulgmg confidentIal mformatlOn, and other
VIOlatIons of prudentIal regulatIOns PenaltIes can also be assessed on companIes mobIlIzmg deposIts
WIthout a bankmg hcense WIth the mtentlOn of lendmg

• The Accountmg Act of September 29, 1994 mtroduced new accountmg prmclples that largely
conform to the EU Fourth DIrectIve PrIor to that date, most statements were cash-based and prepared
for tax and Central StatIstIcal Office purposes The new act, along WIth other legIslatIOn that applIes to
the finanCIal sector, mtroduced standards of disclosure that are adequate at the major banks and
msurance companles,32 as well as for firms hsted on the stock exchange ThIs mcludes consohdated
statements, and notes to ampltfy on assumptIons that underlte finanCIal statements so that these
statements are rehably and clearly presented Accordmg to the CommercIal Code, dIsclosure
reqUIrements for jomt-stock companIes-whIch mcludes most large banks and companles-mclude
dehvery of statements and assocIated reports to shareholders at least two weeks prIor to the annual

31 As employees ofNBP, bank supervisors are CIVIl servants However, thIS IS the same status as
those employed at state-owned banks This can create polItIcal comphcatlOns whIch can weaken GINB s
enforcement mandate
32 There are stili reservatIOns about some of the potentIal rIsks assocIated WIth the statements of
PZU These concerns should come out and be resolved m the next year or two If the government becomes
serIOUS about prIvatIzmg PZU However, at a mlmmum, regulatIOns are m place for the msurance
compames to provIde adequate disclosure of finanCial mformatlOn based on audIted statements, and
conformmg to lAS and the EU Fourth DIrectIve
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shareholders meetmg Shortened verSIOns of these statements and auditors' opmIOns need to be
pubhshed m the PolIsh MOnitor AdditIOnal dIsclosure reqUIrements apply for reportmg to tax
authOritIes and the Central Statistical Office Thus, at the upper end ofthe market, Poland's accountmg
standards are servmg as a catalyst for mcreased transparency and dIsclosure for the market, for
regulators, and for management ThIS IS helpful for market development, as weII as for effective
bankmg supervISIon However, there are questIOns about the level of dIsclosure from smaIIer private
fIrms Frrms WIth sales/mcomeJ3 below ECU 400,000 are not requIred to fIle lAS statements due to the
costs of preparatIOn In terms ofbankmg, this means that most frrms do not meet the mformatIOn and
dIsclosure requIrements apphed to larger fIrms As banks mcreasmgly compete for new markets, It can
be expected that prlcmg for loans wIll remam very hIgh for the vast majority ofPolIsh enterpnses
seekmg loans For bankmg supervIsIon, It wIll be Important to Identify If the net spreads on these loans
are suffiCient to compensate for the risk, and IfstrIcter mformatlon requIrements should be apphed for
banks to contam these nsks

14 Payments System Poland's payments system IS consIdered adequate for cleanng and
settlement, but hmited m terms of effiCIency due to the stIll hIgh proportion of paper
transactIOns WIth ambItious plans to sIgmficantly mcrease credIt and debIt cards, pomt-of-sales
termmals and ATMs by 2000, It IS also possIble the system wIll lack sufficIent capacIty to
handle a marked mcrease m volume ThIS could be remedIed by extendmg the clearmg time, but
thIS would mean delays and mefficiencies WhICh also undercut liqUIdIty and the overnIght
mterbank market A regulatIOn from June 24, 1992 from the NBP provIdes banks WIth three
optIOns for mter-bank clearances These mclude a natIOnal clearmghouse, correspondent
accounts, and agreements on the duect exchange of payment mstructIOns The system generally
has no systemIC nsk because settlements are conducted on a net baSIS, and do not occur unless
there are funds are aVailable from the debtor bank's account held at NBP The pace of electrOnIC
processmg IS mcreasmg, WIth about half of all banks partlclpatmg on the fully electromc system
by end 1996 However, the smaller banks are constramed by their OWn mternal capacity Further,
as most banks estimate their funds at closmg and mamtam surpluses for msurance, the system
cuts mto hqUldlty at a time when liqUIdity IS tIght due to the restnctlve monetary policy ofthe
NBP MeanwhJle, limIted electrOnIC systems combmed WIth couner systems operate on a
regIOnal baSIS for other banks to partICipate m the settlement system Failure of a bank to settle
ItS hablhtles through ItS NBP current account leads to automatic exclUSIOn from the system
Score 3

•

•
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Poland has a somewhat slow but mcreasmgly modern clearmg and settlement system A network of
couners IS stIll used for clearmg documents for nearly half of banks Some of these banks also
partIcIpate m the hmited electrOniC system avaIlable-SYBIR, which came on Ime m Apnl 1993 A
growmg proportIOn ofbanks are members of the fully electrOniC system-ELIXIR, which came on
Ime m September 1995 The trend towards fully electrOniC systems WIll enhance overall
competItIveness, and should contrIbute to mcreased lIqUidIty over tIme However, It IS uncertam now
IfPoland Will have suffICient capaCIty to handle projected volume by 2000 At that tune, the banks
hope to have 150,000 pomt-of-sales termmals, 3,500 ATMs, and 6 mIllIon "plastic" card holders

Management MIS and technology development related to payments systems are conSidered sound, as
are mternal systems, procedures and controls However, these same systems are sometImes CritICIZed
for bemg excessIvely paper-drIven, tune-consummg and redundant m certam functIOns (e g , debit
transfers) A new chart ofaccounts was mtroduced m 1997, and banks have had to redo theIr systems
accordmgly New technologIes and systems have proVIded the banks WIth the mcreasmg benefIt of
electrOnIC bank transfers, although many of the smaller banks are constramed by lunitS on technIcal

These are net sales of goods and fInished products plus fmancIal mcome
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capacity

15 Accountmg Poland adopted the Accountmg Act of September 29, 1994 to brmg the
country's accountmg standards more 10 hne with lAS and the EU Fourth Directive Pnor to thiS
legislatiOn, most statements had been produced for tax purposes and for the Central Statistical
Office Pubhc sector entitIes and small busmesses With net sales and finanCial mcome of less
than ECU 400,000 are generally exempt However, other compames are expected to comply With
the standards, which are more ngorous as the size of the firm mcreases Busmesses With no more
than 50 employees on average throughout the year, With total assets of no more than ECU 1
mllhon, and With ordmary mcome of no more than ECU 2 m1lhon are permitted to prepare
sImphfied statements Whtle at least 21 of Poland's banks (and pOSSibly more) showed gross
mcome of less than ECU 2 milhon (about ZI 7 milhon based on average exchange rates) 10 1997,
they are st1l1 generally reqUIred to prepare statements accordmg to lAS In the case of larger
firms and firms With foreign partiCipatiOn, statements are expected to conform to lAS and are
prepared With the assistance of mternatIonal accountmg firms based on InternatiOnal Standards
ofAudItmg ThiS mcludes consohdatIon standards apphed to mtercompany balances and
unreahzed gams/losses34 for Subsidianes and associated compames 35 Notes are used to proVide
needed explanatiOns underlymg balance sheets, mcome statements, and for larger compames,
cash flow statements These explanations mclude but are not restncted to depreciatlOn schedules
and the Impact on fixed asset values, collateral 10 assets owned by the company, an analySIS of
share ownership, movements 10 capital, reserve and provlslOn accounts, creditor matuntIes,
contmgent habIhtIes, tax reconcIhatlOns, mformatlOn on nonconsohdated Jomt ventures, and
10ans/compensatlOn to board members and directors In additIon to bemg a standard for larger
firms or be109 prompted by regulatory reqUirements 10 the finanCial sector, lAS has been a
fundamental element ofvaluatlOns, due dIhgence, and mvestment declslon-makmg (both for
direct mvestment and portfoho mvestment) smce Poland began open109 ItS markets Thus,
Poland's accountmg standards are evolvmg mcreasmgly towards mternatiOnal standards
However, numerous weaknesses remam 10 Poland's accountmg framework, some of WhICh may
pomt to potential nsks for bank portfohos In many cases, account109 IS still conducted on a tax
onented cash baSIS rather than on an accrual baSIS ThiS IS more the result of years of tradItIon
rather than the fault of the new framework However, It does represent a tlermg of the market,
differentiated by firm size What thiS proVides IS a baSIS for smaller firms to understate mcome
or overstate expenses to aVOid tax payments, whereas larger firms have an mcentIve to overstate
assets or understate hablhtIes to mcrease access to secured loans All the major mternatlOnal
accountmg firms have been actIve 10 the PolIsh market smce 1990 Meanwh1le, there are many
more Pohsh accountmg firms, although they tend to be smaller 10 scale, relatively new, and
unable to prOVide many of the finanCial adVISOry services that are needed for ordmary Pohsh
compames to strengthen management and competItiveness It IS the opimon of some
mternatiOnal auditors that there IS a lack ofpohtIcal Will on the part of the Mimstry of Fmance
and the Pohsh InstItute of Chartered Auditors to mtroduce natlOnal standards that would be
umversally accepted for Widespread use 36 In particular, current accountmg standards and
statutory rules are conSidered to not proVide suffiCient gUIdance on related-party transactiOns,

34 Fmanclal accountmg standards account for unreahzed mcome/gams as deferred mcome, while
unreahzed losses are recognized ThiS represents a more prudent standard than IS commonly practIced
Meanwhile, tax accountmg standards only focus on reahzed gams and losses
35 Begmnmg m 1999, holdmg company statements of firms hsted on the WSE Will have to be
presented semi-annually on a consohdated baSIS
36 See "Domg busmess m Poland," Pnce Waterhouse, October 31, 1997
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leasmg or deferred taxatIOn These are all ofcntIcalImportance to bank exposures and portfolIo

qualIty Score 3-/3

• The authontles have shown steady movement to ensure that mternattonal accountmg standards are
consIstently applzed m the annual reports of"large" enterpnses,37 and all major banks and msurance
companIes ThIS has been partIcularly true for the blue ChIp sector of the economy, as IIstmg on the
WSE reqUIres detaIled mformatlOn that conforms to lAS The aTC market generally apphes lAS as
well based on Secunties CommISSIOn standards, approved audItors, regular reports, and mandatory
annual audIts In general, thIS has played a role m provIdmg confidence to outSIde mvestors m the
underlymg qualIty of hstmgs on the exchanges However, most PolIsh compames are eIther exempt
from lAS filmgs or are only requrred to file sImphfied versIOns offinanclal statements There IS also
the questIOn of cost, as most enterpnses can not absorb the cost ofhIrmg an mtematlOnal accountmg
frrm

• The Bankmg Act IS StrICt m terms of reportmg, requrrmg banks, bank groups and fmanclal holdmg
companIes to report to supervisory authontIes on a regular basIS ThIS IS speCIfied m the Act as part of
the partIcular dutIes of banks and obligatIOns ofbanks WIth regard to bankmg supervISion Banks have
frequently relied on mtematlOnal auditors to aSSIst With preparatIOn of needed annual reports and
fmanclal statements, and these firms are credited by bank managers as havmg proVIded SIgnIficant
aSSIstance However, there are thought to be weaknesses m some ofthe mformatlon produced
overvalued assets, and understated hablllties-partly resultmg from an undeveloped mtemal audIt
functIOn, weaknesses m supervisory and management board overSIght, and madequate nsk
management practIces

• There are accountmg trammg programs and mstltutes m Poland for mtematIOnal as well as Pohsh
accountmg standards lAS IS largely based on the EU Fourth DIrective Some of Poland's smaller
(non-BIg 6) accountmg firms are certIfied m lAS as well as local standards However, most domestic
accountmg frrms are small, With no more than one office They are also new, havmg become
established m the 1990s The Pohsh Institute of Chartered AudItors has 2,500 members

• As ofend 1996, the then SIX mternattonal accountmgfirms had been located m Poland smce 1990,
and all were actIve m the market Among the five largest mtematIOnal frrms reportmg, four of them
have at least three offices m Poland At least another SlX "second-tIer" mtematlonal frrms were also
located m Poland Most of these firms appear to be generatmg a maJonty oftherr revenue from audIt
and accountmg work, as opposed to tax and other actlVltles There are also at least another 24 Polzsh
accountmgfirms, mostly engaged m accountmg, audIt and tax work hke therr mtematlOnal
counterparts Some of the local accountmg frrms also prOVIde legal servIces These frrms tend to be
very small, WIth the largest Pohsh frrm reportmg revenues about one tenth the size of the four
reportmg mtematIOnal frrms Weaknesses at local accountmg frrms mclude old traditions offmanclal
control that are cash- and tax-onented mstead of accrual-based, a reluctance to pomt out when frrms
are m deep finanCIal trouble and would reqUIre a quahfied statement, and general limItations on the
array of servIces they can prOVide

1 6 Ratmg AgenCIes/Systems All the major mternatlOnal ratmg agenCIes have been active for
several years m the PolIsh market Poland's ratIngs m February 1998 were generally favorable In
terms ofthe long-term outlook whIch reflects confidence m the long-term development ofthe
banks However, Poland remaInS below prIme for foreIgn currency depOSIts More recently, S&P

37 ThIS would generally be frrms WIth greater than 50 employees, flXed assets exceedmg ECU 1
mIllIOn, and revenues exceedmg ECU 2 mllllon
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affinned a posItIve outlook for Poland's foreign and local currency ratmgs, as has Fitch IBCA 38

A domestic ratmg agency-CERA-has been established, but their efforts are partly constramed
by mfonnatIon flows and concerns about confidentiality To date, CERA has rated three
mstruments--one long-term company Issue, and two mumcipal bonds Score 3

• Poland has received ratmgs from the three major mternatlOnal rating agencies on a regular basIs for
several years Moody's granted Poland a Baa3 credit ratmg for long-term bonds m 1997 Moody's
ratmgs for bonds and notes as well as bank deposits were unchanged from one year earlier 39 Standard
& Poor's likewise assigned a comparable BBB- ratmg the same year Fitch IBCA has mamtamed a
BBB ratmg, although thiS may be subject to change If conditIOns m Russia become unstable These
ratmgs keep Poland m the lowest "mvestment grade" level for ItS long-term bonds-"nelther highly
protected nor poorly secured"-but "speculative" m terms of foreign currency bank deposits

• There IS a domestic ImtlGtlve to develop a fully competitive ratmg agency-the Central European
Ratmg Agency, or CERA-for a Wide range ofmstruments Issued by banks, compames and
mumcipalities However, CERA's efforts have been undermmed by msufficlent disclosure of
mformatlOn Disclosure IS apparently Improvmg With WSE-listed companies and With mUnICipalitIes
However, bank mformatlon IS harder to obtam notwlthstandmg the shareholders ofCERA, which are
prImarIly Poland's mam banks along With the PolIsh Bank Association 40 The banks appear to have
lImited wlllmgness to disclose mformatlon for more open ratmgs m support of capital markets
development Apart from CERA the mam PolIsh banks and the PolIsh Bank AssociatIOn are plannmg
to develop a credit mformatlOn bureau to be utilIzed by the bankmg sector for delinquent borrowers
As for banks, GINB IS m the process of developmg a more formal CAMEL41 ratmg system for banks
The system IS currently bemg tested on a mix of about 10 banks, With a focus on rIsks associated With
credit, mterest rates, lIqUidity, foreign exchange and mternal controls However, these findmgs are
kept confidential by NBP/GINB authOrIties Credit ratmg mformatlOn on mdlVlduals and compames IS
generally limited due to StriCt concerns about confidentiality This IS becommg mcreasmgly Important
as a concern and tool of rIsk management due to the qUickly rIsmg share ofconsumer credit found m
bank portfolios, and the growmg demand for credit from small busmesses which pay higher spreads
on loans to banks but which have little or no documented credit history through the bankmg system

1 7 Fmanclal Media No particular effort was made to assess the finanCial media However,
there are several newspapers that report dally and weekly monetary and finanCial mformatlOn
There are also many Enghsh-Ianguage Journals Media coverage IS generally conSIdered
responsIble An effort has been made through the Pohsh Bank ASSOCiatIOn's "Mediabank"

efforts to proVide greater mformatlOn to radIO, teleViSion and Journals on developments m the
bankmg mdustry-mcludmg product offermgs, new lendmg trends, and other news that IS
relevant to the public PBA believes thIS has contnbuted to higher customer satisfactIon ratmgs
With the bankmg sector InsuffiCient BaSIS for a Score

38 Fitch IBCA cautioned recently that It would review sovereign ratmgs for the region dependmg on
developments m RUSSia Even though Poland's trade With RUSSia and other FSU countries has dllmnIshed
as a share of total, RUSSia remams a large supplier of energy and other commodities which could Impact
Poland's economy
39 Moody's ratmgs as of February 1998 were Baa3 for long-term bonds, Bal for long-term bank
depOSits, and NP (not prIme) for short-term bank depOSits Short-term notes remam unrated
40 Other shareholders mclude the PIOneer mutual fund and one of the brokerages
41 There Will be mcreasmg efforts to mcorporate sensitivity to market rIsk mto thiS mternal ratmg
system, particularly as unIversal bankmg and globalizatIOn proceed Thus, the system might need to
become a CAMELS ratmg system m the not too distant future
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1 8 ProfessIOnal AssocIatIons There are several profeSSIOnal aSSOCiatIOns m Poland for
financial sector mdividuals and groups Among the largest are the PolIsh Bank ASSOCiatIOn
(PBA) and the PolIsh Chamber of Auditors The PBA appears to be one ofthe most dynamIC
bankmg associations m the region, and IS engaged m a number of mltlatlves that have
accelerated market development m the bankmg sector Among these PBA Imtlatlves are a
shareholder role m establIshmg the Jomt stock company which serves as the clearmghouse for
bank settlement, development of the TELBANK system,42 managIng a modest data bank on
delinquent borrowers,43 and development of a credIt InfOrmatIon bureau WhICh WIll be launched
In late 1998 It IS speCIfied In the Act on the NatIonal Bank of Poland that a representatIve of
PBA participate In meetIngs of the CommiSSIOn for Bankmg SupervISIOn on matters that relate
to regulatIon and supervISIon m the bankmg sector, mcludIng when the CommISSIon meets to set
"out prmcipies for the conduct ofbankmg actIVIty that ensure the safety ofthe funds held by
customers at banks" 44 Thus, PBA IS conSIdered Important m coordInatIng mput to/from banks
and legal/regulatory authOrIties Its membership IS voluntary, yet It mcludes all lIcensed banks as
members as well as some of the larger cooperatIve banks The Polish Chamber of AudItors has
2,500 members, and IS now provIdmg some post-qualIficatIOn trammg and exammatlOns for
ongomg professionalIzatlOn through ItS mstltute The Chamber IS also responSIble for lIcensmg
audltmg firms Score (for PBA) 4

1 9 AcademIC No particular effort was made to assess the number or qualIty of academiC
mstltutlOns m Poland Nor was there a systematic effort to speak With busmess/management
school offiCials However, there are many schools, mstltutes and thInk tanks that are able to
make a slgmficant contrIbutIon to bankmg sector development There are at least 24 busmess
schools m Poland, and pOSSibly more Most have cooperatIOn agreements With economiCS,
busmess, finance, management and marketmg programs m Western Europe or the Umted States
The Warsaw InstItute of Bankers was established m 1992 and has tramed more than 3,000
people workmg m more than 50 PolIsh banks The PolIsh InstItute of Chartered AudItors has
also Introduced post-qualIfication trammg and exammations as part of ItS efforts to contribute to
the strengthenmg of the audit profeSSion The Gdansk Institute of Market Economics and CASE
are but two examples of Influential thmk tanks InsuffiCIent BaSIS For a Score

110 MIscellaneous In Poland, overall electromc and telecommumcatlons capaCIty IS mcreasmg
to compensate for what was one of the least developed systems m the regIOn Investment m these
areas IS clearly eVIdent In the bankIng and finanCial sector, as many banks are spendmg to
Improve their mternalmformatlon and commumcatlOns systems for better management and the
prOVISion ofa Wider range of servIces Part of thIS has been prompted by NBP, which IS now
reqUIrmg electromc lInks for reportmg Poland started the 1990s With one of the least developed
telephone systems m Europe Even by ex-commumst standards, the system was poor--only 8
percent ofthe populatIon had access to mam-lIne telephone servIce, and service levels were
poor Even m 1996, there were only 169 telephone mamlInes per 1,000 people In Poland,45 WhICh

42 This system prOVIdes clearmghouse, pomt-of-sales, and electrOnIC bankmg services
43 ThIS data base had 175,000 names as of Apnl1998 Only the names of borrowers and the banks
are mcluded m the data base ThIS wIll be expanded later 10 the year WIth development of a more complete
credIt mformation bureau
44 See The Act on the NatIOnal Bank ofPoland, ArtIcle 25
4S See World Bank Atlas, 1998
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lagged the BaltIc States,46 and were about on par wIth most of the European part of the former
SovIet Umon 47 Today, It IS estImated the number ofmamlmes per 1,000 has mcreased to about
196 48 However, maIOlInes predictably contmue to fall well short of EU standards by a factor of
two to four Rather than opt109 for prIVatIzatIOn, the government has pursued a program to
modernize mfrastructure 10 advance of prIVatIzatIon of the major telecommumcatlons company,
TPSA, whIch IS stl1l wholly state-owned The government plans to prIvatize 20 percent of TPSA
10 1998 AdditIOnal competItIon will be mtroduced for long-distance connectIOns as well as for
local phone servIces However, as of early 1998, prIvate compames only serviced 170,000
telephones 10 31 of 49 vOlvodshlpS, as opposed to TPSA's 7 5 millIon telephones m all 49
vOlvodshlps 49 Investments so far 10 the telecommuOlcatIOns sector have been made for
mternatIOnal callIng and long-dIstance calhng wlthm Poland 50 It IS expected that mvestment will
mcrease as well m the major metropohtan areas However, mvestment reqUIrements of $1 bl1hon
or more per year for network expansIOn wIll reqUIre greater resources than TPSA can provIde
Postal services appear adequate, as does safekeepmg from a physical and logistIcal standpomt
Part of the mvestment made by banks IS to strengthen theIr electromc systems for mcreased
protectIOn, partIcularly as ATMs, pomt-of-sales termmals, debIt-credIt cards and other features
are mtroduced Score 3-/3

•

•

•

46

The decIsIOn to move forward wIth the prIVatIzatIOn of TPSA was adopted by the CouncIl of MInisters
m 1996 A planned 20 percent prIvatizatIOn m 1998 IS projected to generate $2 bllhon Full
prIVatIzatIOn IS expected by 2000 SIemens, Lucent and Alcatel have recently entered the market by
acqUIrmg troubled telecommUnicatIOns eqUIpment firms ThIS, along wIth the demonopohzatton of the
sector has led to Increased Investment and Improvements m telecommUnicatIOns system capaCIty and
networks In Poland Outgomg phone calls have mcreased m recent years, partly reflectIng Improved
capacity and Investment m mfrastructure However, Poland generally stili lacks competItIve
telecommUnicatIOns capaCIty This has slowed the payments system which weakens bank hqUIdlty
and adds to costs ThIS also raIses the questIOn of whether Poland WIll have adequate capaCIty m the
commg years as ATMs mcrease to 3,500, pomt-of-sales termInals Increase to 150,000, and plastIC card
holders Increase to 6 5 millIon Lack of capaCIty Will slow processmg, addmg to delays and
mefficlency Already, the banks have had to bypass TPSA due to the lack of capaCIty prOVided by thIS
company, contractIng out electrOniC data and other servIces to Motorola

The postal system IS conSidered adequate Consumers stIll use the postal system for transactIOns,
although electrOniC bankmg and enhancements m the payments system can be expected to reduce thiS
role over tune However, In many rural areas where the level ofbankmg services IS less competitIve, It
IS lIkely that the postal system WIll contmue to make transfers and prOVIde confirmatIOns

No effort was made to reVIew the safekeepmg practIces of banks No major complamts were made
about the safekeepmg features ofthe payments system, although there was mentIOn of float problems
assocIated With three-day processmg of transactIOns SystemIC rIsk IS not conSIdered lIkely through the
payments system because of the system s abilIty to block accounts m the event of Inadequate payer
lIqUIdity

EstOnia Latvia and LIthuania had 299 298 and 268 maInlmes per 1,000 people, respectIvely, m
1996
47 In Belarus, Moldova, RUSSIa and Ukrame, the range IS 140 (Moldova) to 208 (Belarus)
48 Total telephones = 7 67 mIllIon m a populatIOn of 39 2 mIllIon
49 See Pollsh News Bulletm, 23 AprIl 1998
50 In additIOn to mvestment m TPSA, the government Issued GSM lIcenses to two consortia m 1996
These consortIa have focused on network development
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II ECONOMIC FACTORS AND INDICATORS Poland has an mcreasmgly open economic
system that has been prIvate sector-onented m terms of ownership for the last several years
Whl1e much of mdustry remams m state hands51 and agnculture needs to be modermzed, the
Pohsh economy has grown over the last several years on the strength of Its pnvate sector This
mcludes about 5,000 pnvatlzed compames,52 and an estimated 2 ml1hon or more compames that
are relatively new Consequently, Poland gets good ratmgs for small-scale pnvatlzatIOn, but less
Impressive reviews of large-scale pnvatlzatlon, restructurmg and governance It IS possible that
the new government will accelerate remammg pnvatIzatIOn, although this remams to be seen
There are stIll not specified tlmehnes for pnvatizatlon of coal mmes, steel compames, non
ferrous metals producers, coke producers, and machme tool manufacturers An estImated 30
percent ofpnvatlzeable assets are slated to remam m state hands beyond the year 2001,53
although slgmficant pnvatlzatIon IS expected to be finahzed m a range of mdustnal sectors as
well as m bankmg, msurance, power generatIOn, telecommumcatIOns and transport Among the
largest 100 firms m Poland at end 1996,60 had at least majorIty state ownership, mostly 100
percent Pekao SA Group (bankmg) and TPSA (telecommumcatlons) are the largest firms slated
for pnvatlzatIOn m 1998 Meanwhile, Poland gets good ratmgs for Its trade and foreign exchange
system, havmg removed most quantitative and admmlstratlve restrIctIOns that apply to
mternatIonal trade as far back as 1990, havmg mtroduced a fairly umform customs regime and
current account convertibilIty, and havmg Virtually elImmated government mterference m
export-Import flows from state tradmg monopolIes (hkewlse m 1990) CompetitIon and prIcmg
polIcy are generally harmomzed With ED legislation, although some trade protectIOn was still m
effect m mld-1997 Remammg bamers-mamly m agrIculture-are expected to disappear or
dlmlmsh over time as Poland complIes With WTO, ED, EFTA and CEFTA Agreements There
has been growmg FDI m the automotive, food processmg and power plant sectors smce 1996
after relatively sluggish mflows, and more recently m the bankmg sector Poland IS also already
competitive m a number ofproducts-as shown m Its burgeonmg merchandise export trade
and about 70 percent of ItS mternatIOnal trade IS With ED markets A major structural challenge
m the commg years IS for smaller firms that are successful at generatmg POSitive cash flow to be
able to obtam needed outSide financmg for needed mvestments This Imphes Significant
development ofeqUIty markets and assOCiated transparency and disclosure reqUIrements, as well
as suffiCient development ofbankmg and bond markets for compames to obtam needed debt
financmg for long-term needs For the bankmg sector and the capital markets, there IS slgmficant
potential for market expanSIOn However, this Will reqUIre greater capItal, mcreased mvestment
m retal1 networks, a broader array of service offermgs under tighter pncmg conditions,
strengthened rIsk management capacity and systems, mcreased disperSIOn ofzloty depOSits
across banks, and an overall mcrease m resource mobilIzation Score 3+

21 General Poland's economic mdlcators are broadly favorable at the macroeconomic level,
although structural weaknesses remam to be solved Growth has been high for several years,
despite some earher sluggishness m Western Europe, and penodlc troubles m RUSSia and

51 Most SOEs are m the mdustnal sector ThIS mcludes petrochemIcals, electrIcal applIance
manufacturers, and pharmaceutIcals companies targeted for pnvatlzatIOn by 2000 and power generatIon,
mmmg and quarrymg, sugar processIng, pulp and paper, furnIture, chemicals, plastics buIldIng matenals,
and gas extractIOn and distributIOn companies slated for pnvatIzatlon by 200 I
52 About 3,400 SOEs stIlI eXisted In early 1998
53 See Poilsh News Bullettn, 21 Apnl 1998
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neIghbormg states After declInes m 1990-91, Poland's real GDP IS m ItS seventh consecutIve
year of real growth-powered mamly by the growmg pnvate sector From 1994-97, real growth
rates have averaged 6 percent This has contnbuted to a reductIOn m the officIal unemployment
rate, from 16 4 percent m 1993 to 10 5 percent at end 1997 ThIS translates mto more than
700,000 net Jobs created smce 1994 54 TIght monetary polIcy has brought the mflatlOn rate down
steadIly-from 70 percent on average m 1991 to an average 32 percent m 1994 and about 14
percent m I997-the year-end 1997 rate was 13 percent, mdIcatmg some stabilIty m the actual
mflatlOn rate The government fiscal deficIt has declIned from nearly 7 percent m 1991 to about
4 percent m 1997-mc1udmg local government and off-budget Items which go to assist loss
makmg enterpnses m coal, steel and other selected sectors 55 PensIOn/socIal secunty costs
remam very hIgh, at 16 percent or more of GOP While pensIOn reform should reduce these costs
over tIme, they still represent a slgmficant burden Nevertheless, the fiscal picture has Improved
m recent years as the economy has grown, revenues have mcreased, and expenditure has been
brought mcreasmgly under control Reduced rates on mvestments m government secuntles serve
as an example of the easmg of pressure on government finances Exchange rates gradually
deprecIated under the earlIer crawlmg peg regime and more recent open market mterventlOn,
With some appreciation m 1998 due to arbitrage opportumtIes perceived from Poland's generally
strong fundamentals and balance of payments positIOn With a steady and slgmficant mcrease m
mternatlOnal trade-total merchandise exports and Imports were $66 billIon m 1997, or more
than twice levels achieved through 1993 While the current account defiCit was about 3 percent
of GOP at $4 3 billIon, gross mternatIonal reserves have mounted steadIly smce 1995 As of end
February 1998, these reserves totaled $243 billion, or about SIX months of Import coverage of
goods and non-factor services ThiS compares With about three months' coverage from 1991-94
PortfolIo flows have grown steadily smce 1994 With mcreasmg lIberalIzatIon and capital markets
development, provldmg short-term financmg These account for a slgmficant portIOn of the
mcrease m foreign exchange reserves, mc1udmg the spike In the first half of 1998 However, of
greater structural Importance to the economy m the long run, Poland has attracted more than
$4 8 bIllIon In FDI smce 1996, compared With an ummpresslve $2 6 billIon from 1989-1995
Thus, m Just two years, average per capita FOI (annually) has mcreased from less than $10 from
1989-95 to $61 m 1996-97 Score 3+

• Real GDP growth was 6 percent m 1997, sltghtly lower than 1996 Growth was powered by mcreases
m consumer spendmg, partly the result of mcreased lendmg from banks and other mtermedlanes to the
consumer market ThiS led to some tlghtenmg throughout the year of reserve reqUirements to try to
contam the potentially mflatiOnary Impact of such trends, as well as to contam a burgeonmg current
account defiCit ImtIal projectiOns for 1998 are that Poland wIll expenence real GDP growth of 5 7
percent on the strength of mcreased mvestment, contmued job creation, rISmg purchasmg power,
reduced tax rates, and a reduced fiscal defiCit

• The registered unemployment rate was 10 5 percent at end 1997, down dramatically from 13 6 percent
at end 1996 and 16 4 percent at end 1993 This equates With about 1 8 mIllton people bemg out of
work at end 1997 56 Productive employment IS a more difficult measure to gauge However, IfGDP
figures are applted m dollar terms to employment levels prodUCtiVIty mcreased by 2 percent, from

54 Most of the mcrease has come from new job creatIOn There has also been an annual declme of
about 90,000 from the work force ThiS means on a "gross" baSIS, the Poltsh economy has created about 1
mIllton new jobs SInce 1994
55 ThIS IS In the form of arrears, capltaltzed Interest, and other forms of aSSIstance
56 ThIS IS based on a work force of approXimately 17 3 mIllton people
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$9,026 per worker In 1996 to $9,210 per worker In 1997 57 In terms of sector dlstnbutlOn, about a
quarter of the work force IS employed In the agrIcultural and Industnal sectors, and about half are In
servIces Some ofthe servIce sector-shops, wholesalers, transport companIes, restaurants, hotels-Is
currently under pressure due to attempts to restrIct unregIstered trade WIth neighbormg countries to the
East

• InflatIOn rates have steadIly declmed smce 1991 That year, the average CPI mflatlOn rate
approxImated 70 percent Rates dropped to 43 percent m 1992, and an average 20 percent by 1996 In
1997, the average CPI mflatlOn rate was about 14 percent Imtlal targets for 1998 are to brmg the
mflatlon rate down to about II percent The producer prIce mdex (PPI) was lIttle changed from 1996
97, rIsmg from 11 2 percent to 11 6 percent The CPI rates are stili high by EU standards This has
translated mto an extensIOn of tight monetary polIcy, which IS lIkely to contmue for the foreseeable
future to brmg the mflatlOn rate down further

• Exchange rates were prevIously set by NBP on a monthly crawlmg peg baSIS agamst a basket of
currenCIes that reflected the mix of ItS foreIgn trade patterns 58 In 1996, thIS polIcy shIfted to one
favormg open market mtervention The polIcy ofgradual depreCIatIOn contmued untIl early 1998,
when the zloty apprecIated agamst the dollar and mam European currenCIes For mstance, the zloty
was valued at 3 40 to the dollar In Apnl 1998, compared WIth year end 1997 rates of 3 52

• Fiscal defiCits have been faIrly deep throughout most of the 1990s due to high SOCIal welfare costs
(SOCial securIty), and weak revenues due to the aVOidance of tax payments by many companies and
households On-budget SubSIdIes have been cut throughout the 1990s, from 10 percent ofGDP m
1989 to 2 percent m 1996 This helped to bnng central government fiscal defiCIts down to less than 3
percent m 1997, which was about half of ongmal projectIons on a zloty basIs-ZI 6 1 bIllIon, as
opposed to ZI 12 2 bIllIon However, addmg local government and off-budget Items adds to the
defiCIt, estImated at about 3 9 percent of GDP In 1997 The government hopes to bnng the central
government defiCIt down to less than 2 percent m 1998 Stronger revenues resultmg from a stronger
economy and the mtroduction of penSIOn reform m 1998 should help m subsequent years
PnvatIzatIon should help WIth a reductIOn In off-budget expenditure AdmmistratIve reform based on
gradual decentralIzatIOn WIll put much of the onus on localItIes to develop and mamtam a VIable fiscal
base However, the most Important Item IS the reductIOn oftransfers from the budget, mamly for the
SOCIal msurance and labor funds WhICh mdex penSIOns and benefits to wages ThIS has led to a nearly
fourfold mcrease m SOCIal securIty costs m dollar terms smce 1989 59 Efforts have been made m the
last year to reverse these trends, mcludmg suspenSIOn of mdexation for one year, IImItmg the real
mcrease m benefits to 2 5 percent, tightenmg elIgIbIlIty cntena for dIsabIlIty penSIOns, and requrrmg
trIpartIte negotIatIOns over new penSIon mcreases The mtroductIOn ofmandatory contributIOns to
pnvately managed funds Will also help over time, although mitIally thIS may lead to foregone fiscal
revenues m the next few years

• Debt and debt service are under control Total publIc debt was about 54 percent of GDP m 1996,
down from higher levels m prevIOUS years and wlthm the Maastricht gUIdelmes for EMU membership
Total gross external debt has apprOXImated $42-43 bIllIon smce end 1994 This debt stock has
dImmlshed as a percentage of GDP-from 46 percent m 1994 to about 29 percent by end 1997
MeanwhIle, gross foreIgn exchange reserves approximated $20 bIllIon at end 1997, and have nsen
further m 1998 to about $25 bIllIon (as ofmId-1998) due to the mflux of portfolIo mvestment Total
external debt had declmed to about 130 percent of total exports by end 1997 Debt servIce as a percent

57 ThIS IS based on GDP of $134,924 mIllIon and employment of 14,949 thousand In 1996, and
GDP of$143,019 mllhon and employment of 15,528 thousand In 1997
58 The pohcy ofNBP was been to pursue a slow but steady devaluation ofthe zloty agaInst a basket
of currencies In late 1997, the basket was composed ofthe US dollar (45 percent), the DM (35 percent),
and the Bntish pound, SWISS franc and French franc accountIng for the remammg 20 percent
59 As a share ofGDP, thIS cost doubled from 1989 to 1997
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of the current account peaked m 1991 at 69 percent ThIs has declIned steadIly smce and has been less
than 8 percent smce 1995 WIth ItS growmg export trade and foreIgn exchange reserves, Poland IS not
expected to have any problems servlcmg or repaymg accordmg to schedule

Table 1 General Econonuc IndIcators

1990 1991 1992 1993 1994 1995 1996 1997 1998(e)

Real GDP Growth -116% -70% 26% 38% 52% 71% 60% 60% 57%
Per CapIta Incomes

GDPm$ 1547 1998 2198 2232 2402 3057 3495 3948
PPPm$ 4570 4490 4750 5010 5,380 5400 6000

RegIstered Unemployment 63% 118% 136% 164% 160% 149% 136% 105% 101%
InflatIOn Rate-ePI (yr-on-yr) 2493% 604% 443% 376% 295% 216% 185% 132% 95%
Yr-end. Exchange Rate

ZIDM

ZI US$* 95 106 136 181 243 251 287 352
FIscal Dejiclt/GDP -37% 67% 49% 23% 22% 19% 28% 28%
Debt ServIce/Current Account 537% 689% 193% 201% 143% 67% 76% 75%
Total Debt/GDP 1473% 1086% 690% 590% 536%
Gross External Debt m $ bn 485 484 470 473 422 430 404 41 3
* Note Average exchange rate through 1993 and year-end rate from 1994 on
Sources NBP EBRD IMF World Bank DEeD Buszness Central Europe

2 2 Private Sector Development Private sector shares of employment and GDP are reasonably
high-at about two thirds By the mld-1990s, Poland had nearly 2 millIon busmesses that were
mdlvldually owned, and about 100,000 private compames that were Jomt stock compames or
Jomt ventures MeanwhIle, there were less than 6,500 compames that were state-owned by end
I 995--elther dIrectly, or as Jomt stock compames m whIch the state had a majority ownership
posltton ThiS number has declmed to about 4,000 today However, the private sector had already
estabhshed Its dommance 10 commercial trade-wholesale and retaIl-and constructIOn, and
was about even WIth the state sector m mdustrlal output by 1996 LIkeWIse, mvestment trends
mdlcated a growmg share from and mto the private sector By 1996, private compames
accounted for about 52 percent of aggregate mvestment 60 In terms of employment, the private
sector dommates 10 agriculture, manufactUring, constructIOn, trade, and real estate and other
busmess servIces Prlvatlzatton plans of the current government could push private sector shares
to about 90 percent by 2000, although It IS more Itkely that these shares of GDP WIll be reached
after 2001 Many new compames have started 10 the last five years, and these are often among
the most creditworthy 10 terms of prospects For mstance, new or pnvatlzed compames now
account for about half of mdustnal output and transport, and 90 percent or more of constructIOn
and trade However, they are frequently short of capItal, makmg It dIfficult for many of the
banks to proVIde such leveraged financmg If there IS meanmgful expansIOn of the over-the
counter (OTC) market over the next few years, thIS financmg obstacle mIght be slgOlficantly
alleViated However, 10 the absence of viable venture capItal and over-the-counter markets,
Poland's small busmess sector mIght encounter financmg dlfficulttes due to msufficlent eqUIty
mvestment and retamed earnlOgs Meanwhile, the private sector 10 generalIs stili faced With a

60 ThIS trend mcreased ill 1997, as the pnvate sector IS reported to have accounted for 76 percent of
illvestment m 1997, agamst 10 percent ill the state enterpnse sector See Poltsh News Bulletin, 10 March
1998
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faIrly hIgh share of the state 10 the economy and bank10g system State compaOles account for 60
of Poland's largest 100 compaOles, many of WhICh dommate 10 large 10dustnes and key servIces,
1Oclud1Og slgOlficant 10vestment 10 transport, telecommuOlcatlOns, bank1Og, 1Osurance, power
generatlOn, 011 and gas, and defense Some state ownershIp wdl dlmlmsh 10 1998, wIth the
partIal pnvatizatlon of Pekao SA Group and TPSA However, there wIll still be large and
troubled state-owned companIes 10 financIal servIces and heavy 10dustry 1Oto the next century
Whde resIstance to FDI appears to have slgmficantly dlm10Ished smce 1996 and the current
government appears to be 10terested 10 accelerat10g pnvatization, It remams to be seen how long
the state WIll retam these companIes before they are turned over to pnvate ownershIp and
management, or defimtIvely lIqmdated WIth an estImated 30 percent ofpnvatlzeable assets to
remam 10 state hands after 2001, some of these companIes may serve as a deterrent to full
market hberahzatlon as the date nears for entry 1Oto the European Dmon At the "unregIstered"
end, there IS also pressure to contam open-aIr market trade due to border cross1Og reqmrements
ofthe ED Such attempts to curtaIl thIS trade could adversely affect the $6 bdhon 10 goods traded
m these markets,61 eqmvalent to about 22 percent of regIstered exports m 1997 Score 3+/4-

•

61

Sector value-added m the Pohsh economy has expenenced a shift mcreasmgly towards services
Services accounted for about 48 percent of value-added m 1990, a comparatively high figure for ex
soclahst economies at the time This figure mcreased to about 65 percent by 1995, and has stayed m
that range In dollar terms, thiS amounts to an mcrease from about $28 bllhon m services output m
1990 to about $93 bIlhon m 1997 Growth has come from a Wide range of sectors-market research,
advertIsmg, software development, electromcs, engmeermg, archltecmre, accountmg, bankmg,
msurance, other fmancIaI services, commercial trade, legal, medical, constructIOn-much of It m
response to the modermzatlOn needs of the Pohsh economy as It prepares for entry mto the European
Umon Industry accounts for another 30 percent or so of total value added, down from about 45
percent m 1990 In dollar terms, mdustrIaI output has mcreased from about $26 5 bIlhon m 1990 to
about $40 bIlhon m 1997 The scale of Pohsh mdustry has declmed conSiderably durmg the reform
penod, and growth IS now often found m some of the smaller manufacmrmg companies that have been
estabhshed m the 1990s MeanwhIle, some heavy mdustry IS still makmg a strong contrIbutIOn to GDP
growth, such as m the auto sector PreCISion mstruments, motor vehicle productIOn and parts, and
pubhshmg and prmtmg expenenced the highest growth rates m 1996 among mdustrlal categones
Agnculmre accounts for 5-7 percent of overall value-added Agncultural value-added has mcreased
from about $4 bIllIon m 1990 to about $9-10 bllhon m 1997 As for employment, total employment at
end 1997 was estImated to be nearly 15 5 mllhon About half are employed m services, whIle about a
quarter each are employed m agnculmre and mdustry The comparatively high level ofemployment m
agriculture IS traditional, largely based on pnvate small-holdmgs that escaped natlOnahzatlOn and
collectlVlzatlOn durmg the commumst era These farms are relatively small-the average farm SIze IS
about 8 hectares, or 20 acres, and IS focused on the production of potatoes, fruit, vegetables and meat
Farmmg m Poland frequently serves as a base ofsubSistence rather than as economic enterpnses
focused on global competitIveness Thus, agncultural employment shares are about four times the
relative contribution to GDP from the prImary sector ModermzatIon wIll be reqUIred m some of the
large-scale state farms that have still not been slgmficantly restructured In the mdustrlal sector, Pohsh
manufactunng IS mcreasmgly competitive as smaller, more effiCient firms mcrease theIr presence m
the market However, there are stIll many large SOEs m the mmmg and manufacturmg sectors that
remam overstaffed, m need ofslgmficant mvestment, and highly mefficlent m terms ofenergy
consumptIon and dependence There have been more than 23,237 bankruptCies filed m Poland smce
1990, but the "too big to faIl" theory has been apphed m many cases m Poland, slowmg
competitiveness MeanwhIle, employment and productiVity have surged m the services throughout the
1990s Overall, labor productiVity mcreased about 25 percent through the mld-1990s but only about
10 percent m the agricultural sector

See Pollsh News Bulletm, 22 Apnl 1998
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• PrIvate sector value-added and employment are both hIgh, estimated roughly to be about two thirds of
the economy Overall prlvate sector value-added has been estimated to be about 60-65 percent smce
1995 ThIs may understate the actual total contrIbutIOn to GDP If estImates from the "shadow"
economy are added to official GDP figures 62 In many small-scale operatIOns, mformal employment
and output have played a sIgnificant role m keepmg down operatmg costs and overall cost structures
ThIs was also an Important part of the socIal safety net when unemployment rates started surgmg
upward around 1991 63 Private sector growth has resulted from a reductIOn of budgetary subsIdIes to
loss-makmg state enterpnse~ltherdIrectly from fiscal sources, or through banks-although off
budget financmg contmues Pnvate sector growth has also resulted from more open competItIOn, and
the gradual privatIzatIOn of both enterprises and banks Whde priVatIzatIOn has never been a fast
process m Poland, It has contmued throughout the years When the Law on PrIvatIzatIOn was passed m
1990, there were 8,441 enterprises to be transformed About 3,400 remamed m state hands m early
1998 Employment In the prlvate sector was estimated to be about 10 mIllIon by end 1997, or about
two thIrds of those employed The private sector IS also wIdely credIted as bemg responsIble for the
mcrease m employment m Poland smce 1994 as well as for most of the overall mcrease m labor
productIVIty

• State sector value-added and employment represent a slowly dechnmg segment of the economy There
are still about 3,400 SOEs, down from 8,441 m 1990 The state share of overall value-added has
declmed from 69 percent m 1990 to about one thIrd m 1997 ThIS actually translates mto an mcrease
m overall state contrIbutIOn to GDP-from $41 bIlhon m 1990 to about $50 billIon m 1997 However,
the state's share of total GDP has dechned by about half Increased output from state enterprises
mcludes several that are hkely to generate sIgnificant mvestment mterest, such as m
telecommunicatIOns, transport and some mdustrIes As many of the SOEs have themselves undergone
restructurmg programs some of them are more effiCIent or less uncompetltlve than m prior years
MeanwhIle employment m the state sector was estImated at about 5 5 mllhon at end 1997, down from
an estImated 8 25 mIllIon m 1990 Thus there has been a faIrly steady declme m pubhc sector head
count, averagmg nearly 350,000 per year Many of the remammg Jobs are m publIc admmlstratlOn,
educatIOn, health, socIal security, and other community socIal and personal servIce actIvItIes

62 Some of these figures are estimated and factored mto overall GDP, such as trade m open-air
markets, WhICh has been consIderable to date-estImated to be $6 bllhon m 1997, or 4-5 percent
63 The unemployment rate was 6 3 percent at end 1990, but 11 8 percent by end 1991 and 16 4
percent by end 1993 Thus, the actual number of offiCially unemployed mdlVlduals mcreased from 1 1
mllhon at end 1990 to nearly 2 9 mllhon by end 1993 The mcrement exceeded 10 percent of the total
actIve work force
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Table 2 PTlvate Sector IndICators

1990 1991 1992 1993 1994 1995 1996 1997(e)

GDP($ bn) 590 764 843 859 926 1180 1349 1430

o/w AgTlculture (%) 74 68 67 66 62 66

o/w Industry (%) 449 402 34 a 329 322 289

o/w Services (%) 477 53 a 593 60 5 616 645

PTlvate Sector GDP ($ bn) 182 322 397 446 483 700 857 930

State Sector GDP ($ bn) 408 442 446 413 443 480 492 500

Employment ('000) 16,145 15443 15 010 14,761 14,924 14968 14,948 15,447

o/w przvate Sector ('000) 7,895 7,752 8,060 8384 8,865 9,265 9,716 10,041

o/w PS In AgrlCulture('OOO) 3,723 3,853 3,905

o/w PS In Industry ('000) 1,483 1,630 1,884

o/w PS In Services ('000) 3159 3,372 3200

Sources EBRD WorId Bank CASE estimates

2 3 Money, Savmgs and Credit The NBP has pursued a tight monetary pollcy smce the
hypermflatlOnary penod m 1989-90 Monetary pollcy and the Impact It has had on savmgs and
credit has focused on gradual devaluatIOn of the exchange rate through a floatmg regIme
mtroduced m May, 1996, a steady decllne m the mflatIon rate as reflected m slowly decllnmg
mterest rates, and generally tight monetary polIcy to prevent an "overheatmg" ofthe economy
The latter pomt was m eVIdence m 1997 as NBP twIce raised reserve reqUIrements on banks
ThiS contributed to a 2 0-2 5 percent mcrease m the refinancmg, redIscount and lombard rates
after gradual declmes through the 1990s The effects of the earlIer crawllng peg regIme and
current floatmg exchange rate pollcy have shown benefits smce 1995-96 Savmgs and credIt
have both mcreased smce 1995 Households are now placmg more funds m the banks on a term
baSIS However, the cost of funds stIli remams fairly hIgh for banks due to mterest rates, stIll
madequate fundmg from depOSIts, the concentratIon of depOSIts m three banks,64 and the lImited
debt market for banks There was also some penodlc volatillty m the mterbank market m 1997,
suggestmg that many banks remam senSItive to both the supply and pncmg of fundmg due to the
Ilmlted depth and breadth of the mterbank market In terms of bankmg, a downturn m the
economy could expose loan portfohos (and off-balance sheet Items) to hIgher levels of
provlSlonmg and charge-offs ThIS would weaken earnmgs and capital, and possIbly prompt a
demand-dnven nse m mterest rates If banks' lIqUIdIty pOSItIons detenorate At that pomt, a
range of"safety and soundness" Issues could emerge, one of the first ofwhich would be depOSIt
safety and the role of the banks m the mterbank and lendmg markets, and the NBP as a lender of
last resort to shore up the lIqUIdity posItIon ofthe banks For the tIme bemg, the challenge to
NBP appears to be stenhzmg portfoho mflows wIthout an "undue" appreCIation of the exchange
rate Such an mcrease mIght then exacerbate the current account defiCIt, promptmg higher
mterest rates than the NBP wants to see m the economy Score 3+

•

64

Polley deSign and ImplementatlOn are the responsIbIlIty ofthe NBP It IS the apparent goal of the
government to reduce the mflatlOn rate to 5 percent by 2000 from the year-end 1997 figure of 13
percent Monetary polIcy IS based on a floatmg foreign exchange rate which NBP manages through ItS
mterest rate polIcy and mterventlOn through open market operations AvaIlable and utilIzed
mstruments to Implement monetary policy mclude reserve requirements, the rediscount rate for bIlls of
exchange, the lombard rate and the sale by NBP of seCUrIties under reverse repurchase agreements

PKO BP, Pekao SA Group and BGZ
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and the sale of money-market bills In 1997 NBP reverse repurchase agreements and money market
operations approxImated 2180 billIon or nearly 40 percent of total budgetary expendIture NBP s
crawlmg peg polIcy through early 1996 was to follow a monthly depreCiatIon schedule ofthe zloty
based on trade developments and reserve levels However, m mld-1996, Poland opted to pursue a
floatmg exchange rate polIcy WhICh permits the rate to appreCIate when trade or mvestment
developments Justify an appreciation In the first half of 1998, portfolIo flows have dnven up reserve
levels, leadmg to an appreCiatIOn of the zloty

• Data collectIOn andforecastmg appear adequate Poland's monetary forecasts have been reasonably
accurate and sustamed by a fairly consistent polIcy for several years Where there may be some
weaknesses are with regard to the mformal sector of the economy However, even here, a steady
decline m the mflatIOn rate and an Improvmg fiscal pOSitIOn (m terms of collectIOns) suggest that
satisfactory assumptIOns have been bUilt m to monetary forecasts Where there IS a higher level of
uncertamty IS WIth portfolio flows Recent concerns regardmg ASia and the ruble have been weathered
reasonably well, but smaller emergmg markets Will likely remam vulnerable to rapId shifts In portfolio
flows until they have broadened and deepened their markets to prOVIde needed cushIOn Poland IS stdl
engaged m thiS process, but It wdl take time before Poland has adequate economic and capital markets
capacity to reduce ItS current level of vulnerability In Poland's favor, ItS vulnerability appears to be
anchored more m the level of growth m EU countries rather than m prevadmg trends elsewhere
around the globe

• Poland has taken regIOnal and global conSIderatIons mto account smce efforts began m the early
1990s to be pOSItioned for membership m the WTO OECD, EU and other mternatIOnal and
multilateral groups The slgnmg of the EU ASSOCiatIOn Agreement (1995), and membership m the
WTO (1995) and OECD (1996) have proVided an economic catalyst for Poland to pursue economic
reforms Poland removed most trade baTTlers as early as 1990 Poland underperformed on the
mvestment front through 1995, although ItS performance has Improved since This IS partly due to
depreCiatIOn allowances which were preVIOusly not m effect, whIch helped mcrease gross domestic
mvestment m fixed assets Poland also has been more successful m attractmg FDI smce 1996 Much of
Poland's InstitutIOnal transformatIOn IS bemg dnven by anticipated membership m the European
Umon Thus, achlevmg Maastricht cntena Will be Important for membership Poland actually has
reasonably good figures for now, although the mflatIOn rate IS stdl high by EU standards Thus, It can
be expected that NBP Will contmue to follow a tight monetary policy that debt management wdl
contmue to follow prmclples to mamtam satisfactory ratios-public debt below 60 percent of GDP
and that there Will be contmued pressure on Poland's government to bnng the fiscal defiCIt down to 3
percent of GDP The ability to achieve these measures wdl depend largely on the effectiveness and
effiCiency of structural reforms, mcludmg admmlstratIve reform, penSIOn reform, pnvatlzatIOn of the
three major loss-makmg banks and msurance compames, large-scale pnvatIzatIOn m the real sector,
and constramts on subSidies to mdustrles unlIkely to be pnvatlzed before 2002

• Management of monetary resources IS the responSibility ofNBP and based on the floatmg exchange
rate polIcy With NBP momtonng Interest rates and trade developments NBP pursues open market
transactIOns and sets mterest rates accordmg to ItS deslTe for a stable exchange rate or gradually
changmg exchange rate

• There IS limIted lzqUIdIty m the bankmg system as fundmg stIll remams relatIvely small Savmgs have
mcreased, and households are now begmnmg to place more funds m banks on a term depOSit baSIS
The Interbank market IS reasonably well developed, although It IS thIn However, there IS VIrtually no
corporate bond market for banks ThIS has resulted In an mcrease m syndIcated borrowmgs from
banks abroad LiqUidity m zloty IS frequently subject to the avaIlability of funds prOVIded by PKO BP
or Pekao SA Group, given thelT hold on nearly half of bankmg system depOSits About 13 percent of
balance sheet exposure was to the mterbank market at end 1997 Interbank rates closely correlate With
trends m the NBP rediscount and lombard rates Reserve reqUirements were raised m each of the first
two quarters of 1997 These mcluded an Increase from 17 to 20 percent on zloty demand depOSit
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accounts, from 9 to 11 percent for zloty time deposits, and from 2 to 5 percent (two mcreases) for
foreign currency demand and time deposit accounts

• DeposIts have been mcreasmg smce 1992 However, Poland has had relatively low levels offmanclal
mtermedlatIon, as measured by broad money to GDP These rates have moved up slowly, from about
32 percent m 1990~91 to about 37 5 percent m 1997 The recent mflux of portfolio mvestment has
driven up broad money measures, and represents one of the key challenges NBP faces m mamtammg
mterest rate and exchange rate stability

• CredIt began to mcrease at the end of 1995 as the major commercial banks had strengthened therr
capital pOSItIOns (and therefore theIr lendmg capacity), and as net spreads on mvestments m
government secuntles began to declme Over the last two years, as competltlOn has mtenslfied m the
corporate sector, a great deal of new lendmg has shifted to the consumer sector to take advantage of
greater turnover and higher margms Much of thiS has been mstallment fmance for the purchase of
autos and appliances In terms of overall credit, net domestic credit as a percent ofGDP has
dImmished from a hIgh of407 percent m 1993, declmmg to 34 6 percent m 1995 before nsmg to the
35 percent range m 1996~97 Thus, credit has actually mcreased, but not as a proportIon of GDP Key
trends are a steady mcrease m credIt to the pnvate sector-from only 3 1 percent of GDP m 1990 and
11-13 percent from 1991-95, nsmg to 15 4 percent m 1996 and about 16 5 percent m 1997
MeanwhIle, net domestic credit to government has declmed from more than 19 percent m 1993-94 to
12 percent m 1997 Net credit to the state enterpnse sector has declmed from 18 percent m 1990 to
less than 7 percent m 1997 In dollar figures, net domestic credit has grown from less than $34 bIllion
m 1994 to $44 bilhon m 1997 Most lendmg remams short-term

• Rates generally declined throughout the 1990s In real terms In 1997, real rates began to mcrease as
NBP mamtamed a tlgbt monetary policy through Its reserve requIrements, mterest policy and open
market mterventions Year end 1997 rates showed the rediscount rate for bills of exchange at 24 5
percent, the lombard rate for three- to twelve-month funds at 27 0 percent, and general refmancmg
rates-whIch have become the most closely watched rates-at 27-28 percent The lombard and
refmancmg rates were generally 200 baSIS pomts higher at end 1997, and 250 baSIS pomts hIgher on
the rediscount rate Spreads tightened margmally m 1997 Lendmg rates generally ranged from 22 5
percent to 29 4 percent at the 15 largest commercial banks on loans up to one year DepOSIt rates paId
on comparable matunties at the same banks rangea from 19 0 percent to 22 8 percent Thus, the spread
parameters on loans and depOSIts ranged from 3 5 percent to 6 6 percent at end 1997 By contrast, at
end 1996, the spread parameters were 2 5 percent to 5 8 percent Interest rates on depOSIts and loans
were freed of admInistrative restrictions years ago, so pncmg m credit has been liberalIzed for years
With mcreasmg competitIOn, particularly for "blue ChIP" busmess, net margms have begun to come
down In some cases, banks are reported to be takmg spreads barely above zero, and even sometImes
negatIve spreads on loans to blue chip customers m efforts to mcrease/retam market share, bUild
goodwIll WIth the enterpnse, or obtam fee-mcome busmess that makes the relatIOnshIp profitable to
the bank on a consolIdated baSIS DeclInmg mtermediation spreads are due to mcreased competitIon
from larger foreIgn banks that are m a pOSitIOn to proVIde cheaper lendmg rates or Improved adVISOry
and trade fmance services, strengthened capItal pOSItions of the larger Polish mstltutlOns which have
prOVIded these banks WIth the abIlIty to pnce credIt more aggressIvely, and the mcrease m depOSit
mobIlizatIon m some ofthe larger banks which proVIdes these banks With a more stable fundmg base
and an OPPOrtunIty to lower pnces on credit (as opposed to relymg on overnIght markets for fundmg
where pncmg IS more volatIle)
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Table 3 Money, Savmgs and Credit Indicators

1990 1991 1992 1993 1994 1995 1996 1997

Money Supply Growth (%) 349 599 360 382 349 294 288

Broad Money/GDP (%) 322 316 358 359 367 365 37 1

Year-end Base Interest Rate (%) 480 360 320 290 280 250 220

Commercial Bank Rates (Zl)

Interbank < 30 days (%) 367 308 252 21 1 247 212

3-month T-blll (%) 414 337 270 242 188

One-yr tllne depOSit (%) * 530 360 320 250 260 220 183 190-228

One-yr loan (%) * 61 0 400 390 350 310 240 233 225-294

Net DomestIc Credlt/GDP (%) 195 349 382 407 392 346 353 351

olw CLaims on Gov't -I 6 109 165 193 192 146 129 120

olw CLaims on SOEs 180 129 103 92 80 72 70

olw ClaIms on Private Sector 3 1 III Il4 122 120 128 154

* Notes Rates on depOSIts and loans are for matuntles up to one year at end 1997
Sources NBP EBRD IMF World Bank

2 4 FIscal Fiscal pohcy shows declmmg levels of budgetary defiCits despite local government

financmg gaps, high levels of expenditure for social secunty payments, and some contmued
subSidizatIOn of loss-makmg compames Revenues have mcreased as the economy has
expanded, but expenditure has hkewlse mcreased The consohdated defiCit was estimated to be
3 9 percent of GDP About one-sixth IS due to the high social secunty costs covered by

government expenditure, some of which IS expected to be less of a burden over time If pensIOn
reform IS successful However, these payments were only about 8 percent ofGDP m 1989,
representmg an approximate mcrease from $6 6 btlhon m 1989 to nearly $23 bllhon m 1997
Thus, the Implementation of pensIOn reform IS one of the most cntlcal Items on the Pohsh fiscal
agenda InformatIOn on the support for loss-makmg SOEs IS not Widely avatlable Banks are not
beheved to have much exposure to loss-makmg enterpnses Most of the support these enterpnses
m coal, steel and other sectors are recelvmg IS reputedly m the form of capltahzed mterest,
arrears, or soft loans guaranteed by the government Poland IS expected to generate financmg
from nsmg FDI However, It stili has structural defiCits from ordmary ongomg budgetary
operations which would mcrease If the economy slowed The current government IS trymg to
brmg the central defiCit down to less than 2 percent from about 2 8 percent m 1997 Score 3

• FIscal polley deSign and ImplementatIOn are focused on a reductIOn of the fiscal defiCIt to ED levels
of3 percent (consohdated), but WIthout the SOCIal dIslocatIOn that comes WIth overly StrICt fiscal
polIcy when accompanIed by a faIrly tIght monetary poltcy Overall, SubSIdIes as a percent of GDP
have dIminIshed from a hIgh of 8 percent m 1990 GDP to less than 5 percent SInce 1992 and less than
2 percent SInce 1996 However, "transfers" are stIll hIgh at about 20 5 percent of GDP, rates whIch
have generally persIsted on average through the 1990s due to demographIc trends and the generosIty
of socIal securIty benefits Most of thIs has to do WIth the mdexatIOn system followed In Poland by
whIch penSIOns and benefits are mdexed to wages ThIS has not only been damagIng In terms of fiscal
expendIture, but has also served as a deterrent to compames to hIre employees Smce late 1996,
reforms have been Introduced to hmlt real mcreases and to tIghten ehglblhty CrIterIa MeanwhIle the
IntroductIOn of mandatory transfers to prIvately managed penSIOn funds WIll brIng down fiscal
expendIture over tIme and contrIbute to efforts to put the overall SOCIal securIty system m a sound
pOSItIon

• Data collectIOn and accuracy ofjorecastmg are conSidered adequate, although the authorIties may
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have underestunated the actual degree of economIC actIVIty m Its 1997 forecasts The central
government deficIt was about half of forecast The fiscal authonties are aware of the foregone revenue
that IS not collected due to the stIll-hIgh proportIon ofthe economy that IS "mfonnal "65 However, the
stock of tax arrears-mcludmg socIal secunty payments-began to dimmish m the mId-1990s, and
collection IS Improvmg as well Poland IS now gradually lowermg ItS corporate tax rate from 40 to 32
percent from 1997-2000

• RegIOnal and global consideratIOns are taken mto account m policy and plannmg Above all WIth
regard to fiscal polIcy, Pohsh offiCIals are aware ofthe 3 percent fiscal defiCIt target that IS one of the
four key MaastrIcht cntena for Jommg the European Monetary Umon Poland IS attemptmg to reduce
the central government deficltto as low as I 6 percent ofGDP m 1998 If the economy contmues to
grow, admmistrative refonn succeeds at the local level, the effects of penSIOn refonn show themselves
withm a year to two of mtroductIOn, pnvatizatIOn proceeds and FDI mcreases, It IS pOSSible that
Poland WIll achIeve the 3 percent target by 2000 on a consolIdated baSIS However, WIth SOCIal
secunty costs at about 16 percent ofGDP, It IS unlIkely that the effects of penSIon refonn WIll manIfest
themselves so rapIdly In fact, the ImmedIate unpact on the budget from the mtroductIon of the second
pIllar IS the lIkelIhood of foregone revenues to help capItalIze the pnvately managed funds Thus,
along WIth some delays, the benefits of such a system are not lIkely to matenalIze m fiscal figures uuttl
at least 2001-2002

• Budgetary processes and procedures are sttll generally centrabzed, although there IS gradual
movement towards decentrabzatlOn The government IS movmg to ShIft the admmistrative structure of
Poland from 49 vOlvodshlps to about 12 regIOns and 320 self-govemmg boroughs 66 ThIS WIll proVide
some devolutIOn of tax and expendIture powers from Warsaw to the local level MeanwhIle, there IS
some movement towards mumcipal bond markets, but these are at the embryomc stage nght now

• CollectIOn ofmost tax revenues IS based on farrly high personal mcome tax rates-as hIgh as 44
percent-and a VAT system In 1997, Poland lowered the corporate tax rate-which mcludes capital
gams67-from 40 to 38 percent ThiS IS expected to contmue through 2000 to 32 percent Only 13
percent of total tax revenue collected m 1996 was from corporate taxes Lowermg the rate may reduce
the mcentlVe to fums to under-report mcome, and encourage greater compliance WIth payment
requrrements However, corporate complIance IS stIll questIOnable due to the hIgh contributIOns
requrred of companies mto payroll tax contnbutlons for SOCial secunty In 1997, these stood at 48 18
percent of gross compensatIOn, for WhICh employers are wholly responSible The dIVidends tax rate IS
10-20 percent, dependmg on whether Poland has a bIlateral treaty With another country Overall,
central government revenues have fluctuated between 42-48 percent ofGDP, whIle expenditure has
ranged from 44-50 percent Gross collections have mcreased m recent years, but declmed as a
percentage of GDP

• NBP reports on a monthly baSIS on public fmance thIS mcludes a varIance analySIS ofactual and
targeted central budget figures The Central Statistical Office also reports central government figures
m a tImely manner

• MIS for fiscal matters appear satisfactory based on data reported, and the reasonable range of fiscal
deficitS throughout the 1990s WhIle perSIstent, there has been less volatIlIty assOCiated With Poland's
defiCIts than found m other tranSItIOn economIes

• Fraud and corruptIOn were apparently a greater problem m the early and mld-1990s due to a declmmg
economy, high corporate tax rates, bureaucratic corruptIon and delays, and a general unwIllmgness to

65 The unoffiCial economy was estimated to account for 12 6 percent of GDP In 1995, down from
15 7 percent In 1989 and higher levels through 1993 See EBRD TranSitIOn Report 1997
66 See Consummate polItiCian, Busmess Central Europe, June 1998
67 Poland had no separate capital gaIns tax as of late 1997
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provIde InformatIon to fiscal authontles The share of the unofficIal economy In GDP was estImated to
be as hIgh as 196 percent In 1990 but then declIned steadIly from 23 5 percent In 1991 to 12 6 percent
In 1995 68 WhIle there IS no defimtIve way to measure the full extent of fraud and corruptIOn, It
appears that problems are less severe today as a result of an Improved economy, nSIng Incomes, and
fewer admmlstratlve and bureaucratic obstacles for small busmesses As a slgmficant portIOn of tax
mcome IS denved from VAT, Import taxes, customs dutIes and excIse taxes, It also appears that the
authontIes have shIfted theIr focus on consumptlon-onented taxatIOn for revenues whIch are eaSIer to
admmlster Increasmg electrOnIC capaCIty should also assIst m momtormg collectIOns whIle wldenmg
the base of transactIons for collectIOns

Table 4 FIScal IndIcators

(Zl bIllIOn) 1990 1991 1992 1993 1994 1995 1996 1997 1998

Total ExpendIture 24 4 39 6 57 5 77 8 106 2 142 1 177 1

Total Revenue 265 342 519 742 1016 1368 1669

Budget DeficIt* 20 54 56 36 46 53 10 2 6 1

Central FIscal Deficlt/GDP* 3 7% 6 7% 4 9% 2 3% 2 2% 1 9% 2 8% 2 8%

ConsolIdated Budget DeficIt

Consoltdated Deficlt/GDP 3 9%

* Measure IS the defiCIt therefore a negatIve sIgn = fiscal surplus the consolidated defiCit IS an estImate

Source NBP IMF World Bank

2 5 Exchange Rates There was pressure on the zloty In the first half of 1998 as a result of
portfoho mvestors' perceptIOns that the zloty was undervalued The zloty had depreciated fairly
steadily throughout the 1990s, startmg With the crawlmg peg regime and then movmg on to a
f10atmg exchange regIme m mld-1996 Average exchange rates agamst the D S dollar were 0 95
m 1990, 1 81 In 1993, and 270 m 1996 By end 1997, the year-end exchange rate was 352
However, m Apnl, 1998, the zloty was tradmg at 3 4 to the dollar Thus, for the first tIme m
several years, the zloty began to show VISible appreciatIOn agamst the dollar at a time when the
dollar was appreclatmg agamst most major CUrrenl-IeS The government has concerns about
portfoho mvestors dnvmg the exchange rate beyond acceptable hmlts to the pomt where It
would lead to a senous current account defiCit Much of Poland's economIC growth m the last
several years has come from added competltlveness-exports of goods and servIces have
mcreased from less than $15 bllhon m 1991 to about $32 btlhon m 1997 Not only has the dollar
value of exports more than doubled, but exports to the ED have mcreased from 47 percent of
total m 1990 to 70 percent smce 1995 Thus, appreciatIOn of the zloty can lead to a dual effect of
addmg further stimulus to the consumptIOn-led current account defiCit m Poland, while
remforcmg that defiCit by weakenmg Poland's ablhty to export to ED and comparable countnes
ThiS IS a particular challenge for Poland m today's markets when ASian currencies and foreign
reserves are under pressure, and theIr manufacturers are seekmg markets for their output The
ED market along With the North Amencan market are the mam targets for these exporters,
presentIng competition for Poland In a range of mdustnal goods where Poland's competItIveness
could be undermIned by exchange rate appreciatIon Score 3

•

68

Exchange rate poltcy deSign and ImplementatIOn have been based on a floatmg exchange rate regune
WIth open market operatIOns A crawlmg peg formula was used untIl May 1996, WIth 45 and 35
percent weIghts aSSIgned to the dollar and DM, respectIvely Exchange rates at year-end 1997 for the

See EBRD TranSItIOn Report 1997
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dollar were Zl 3 52, WIth average rates at ZL 3 20 ThIS compares WIth Zl 2 88 at end 1996 and an
average rate of2 70 m 1996

• Data collectIOn andforecastmg have generally been consIdered strong If there are weaknesses m
data collectIOn, these have more to do wIth the level of"mformal" sector actIvIty WhIch IS eIther not
captured m official statIstIcs, or IS estImated from cross-border trade flows The zloty has been
convertIble for most current account transactIOns smce the mId-1990s m preparatIOn for GEeD
membershIp (WhICh occurred m 1996) These developments, mcreasmg exports and dIrect mvestment,
and the abIlIty to weather "contagIOn" effects from ASia, RUSSia and neighbormg countrIes durmg
perIods of fmancIal and economIC crIses m 1997-98 suggest that zloty exchange rates are reasonable
under current CIrcumstances, and that data collectIOn and forecastmg have met reasonable tests for
accuracy Poland's greatest sensItlVlty IS currently to portfolIo mvestment resultmg from perceptIOns
of undervaluatIOn of the currency and potential arbitrage opportumtIes

• The floatmg exchange rate polIcy IS momtored by the NBP, With partIcular focus on movements m the
dollar and DM It IS expected that the Euro WIll replace the DM, Bntlsh pound, SWISS franc, and
French franc m the basket of currencies generally momtored PolIcy reflects Poland's focus on
regIOnal and global consideratIOns m the development and Implementation of ItS exchange rate polIcy
When Poland followed a crawlmg peg formula, the formula was based largely on trade developments
and how these were reconcIled WIth movement m real mterest rates It IS presumed that such an
approach IS utilIzed as a baSIS for open market operatIOns m support of one currency or another

• Risk management practIces are conSIdered satisfactory for now, although It IS not fully clear If there IS
excess exposure on a foreIgn exchange baSIS due to borrowmgs abroad that are re-Ient m zloty Major
open pOSitIOns are not allowed at the banks-l 5 percent for mdividual currenCIes, and 30 percent
globally-yet much of the data IS converted to zloty before It reaches NBP Further, there are
questIons about whether current reportmg forms prOVIde suffiCIent mformatIon on the volume and
types of transactIOns m foreign currency NBP should contmue to mOnItor syndIcated lendmg patterns
and the denommatIOn of the source of funds for which the banks are oblIgated NBP should also
obtam more preCIse mformation on the types and volume of transactIons takmg place, partIcularly as
banks are lIkely to show more denvatlves m theIr actIVIties and portfolIos Banks and companies are
thought to routmely hedge theIr foreIgn currency fisk, and to do so WIthout mcurrmg heavy
transactIOns costs However, It IS mevltable over tIme that PolIsh banks Will take on mcreasmg
exposure to mstruments that may present SIgnIficant fisk With the average PolIsh bank havmg only
$60 mIllion m capItal, one or two SignIficant losses relative to exposure could undermme a bank's
solvency and challenge ItS lIqUIdIty The NBP Will need to IdentIfy these pOSSIbIlIties early on to
prevent systemIC consequences

• Foreign reserves were about $20 7 bIllIon at end 1997, nearly $2 bIllion more than at end 1996 69 The
December 1997 figure equates With about SIX months of current account expendItures net of transfers
This IS the same as 1996, and up sharply from earlier years when offiCIal reserves mcreased from $5 8
bIllIon m 1994 to $14 8 bIllIon m 1995 Reserves have smce mcreased due to portfolIo flows, although
these may leave on short notIce However, fundamentally, Poland's reserves have generally been
conSIdered satisfactory smce debt reduction occurred m 1994

26 Balance ofPayments Poland's balance of payments figures showed a $3 bIllIon Increase In
the current account defiCit, resultIng pnmarIly from a $6 bIllIon net Increase In merchandise
Imports agaInst a $3 bIllIon Increase In merchandIse exports Non-factor servIces showed a
lImIted net change The capItal account strengthened, as IndIcated by the $2 bIlhon net Increase
III gross offiCIal reserves ThIS was partly on the strength of Illcreased FDI-$2 7 bIlhon III

69 Accordmg to NBP, the end 1996 figure for gross offiCial reserves was $18 0 bIllion
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1997-but also due to portfolto flows Some of these flows will contnbute to gross fixed
mvestment and future competitiveness Overall, Poland's total public and external debt IS
managed, and the debt service payments on these debt stocks do not senously undermme the
current account or fiscal resources However, there IS a nsk of a strong zloty leadmg to a surge
of consumer Imports which may propel the current account deficit to unacceptably high levels,
promptmg capital flight and the possibly addmg to debt service In the bankmg sector, such a
development would lIkely be reflected m a detenoratlOn of loan portfolIo qualIty-m the form of
delmquencles and eventual wnte-offs, as well as discounted mventones bemg sold at levels
below effective collateral coverage To preempt these developments, NBP has mamtamed a tight
posItion on mterest rates and money supply datmg back to early 1997 ThIS seems to have been
effective, and the general consensus m early 1998 was that mterest rates would come down by
the end of 1998 However, this wIll not Itkely occur until there IS eVidence that consumer lendmg
has slowed, and that the consumptlon-dnven current defiCit IS well under control Score 3+

• Current account movement was unfavorable m 1997 Poland's current account defiCit was only $135
btlhon m 1996, or about 1 percent of GDP This mcreased to $4 3 btlhon In 1997, or about 3 percent
of GDP Poland has generally maIntaIned low current account deficlts-all defiCits from 1990 were
below 3 percent ofGDP until 1997, and Poland generated surpluses In 1990 and 1995 Thus, the
defiCit In 1997 (and lOto early 1998fo combmed With the rapid lOflow of portfoho Investment lo 1998
IS wOITlsome to the authontles Notwlthstandmg these developments, Poland lOcreased exports
slgmficantly m 1997, and monetary pohcy IS deSigned to contam further erosIOn m the current
account

• The capItal account was partly hberahzed m 1995 before Poland Jomed the OEeD, although the ED
beheves Poland needs to do more In the area ofcapItal account hberahzatlon Debt reductIon played a
slgmficant role lo trnprovmg the debt profile and officIal foreIgn exchange reserves held between
1994-95 Total pubhc debt IS roughly $77 bllhon, of which external debt represents about $40 bllhon
OfficIal foreIgn exchange reserves approxImated 60 percent of total external debt lo early 1998, a
more than satIsfactory coverage ratIo As for current account transactions, foreIgn reserves mcreased
by about $1 7 btlhon lo 1997 to remam at levels eqUIvalent to about SIX months of 1997 current
account expendIture net of transfers

• Portfolro flows have fluctuated SInce 1994, and they represent a rIsk to exchange rate stablhty Some
of the Inflows are comparatIvely fixed, as they are placed on the exchanges and have shown hmlted
movement out of Poland However, more recently, slgmficant net portfoho mvestment has entered the
Pohsh market SInce January 1998 Much of thIs IS presumed to be short-term portfoho money bettlOg
on a further appreCIatIOn of the zloty, some of whIch has already occurred lo the first half of 1998

• DIrect mvestment was faIrly weak from 1992-94, averaglOg about 15-16 percent of GDP However, In
1995, tax laws were changed to permIt allowable deductIOns such as depreCIatIOn ThIs prompted an
mcrease lo Investment lo fixed assets, which has contrIbuted to overall economIc growth and
competItIveness Poland got a second boost startlOg In 1996 as FDI began to enter more freely Poland
attracted $2 1 bllhon In FDl In 1996, nearly eqUIvalent to the prevIous seven years Another $2 7
btlhon entered Poland In 1997 Thus, while Poland has not yet met some of the per capita FDl figures
found In other countrIes, the trend IS certamly favorable The partIal pnvatlzatIon of such large

70 The first two months of 1998 showed WOITlsome trends regardIng the balance of payments The
current account defiCit was higher than the correspondlOg POInt In 1997 as a result of a 10 percent Increase
lo Import expendIture and a negatIve servIces account WhIle exports grew at a faster pace, the current
account defiCit was sttll about 10 percent greater than at end February 1997 With project real growth rates
of 5 7 percent for 1998, these figures portend a current account defiCit approxlmatmg 3 3 percent For
figures, see Pohsh News Bulletm, 24 Apnl 1998
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companies as TPSA and Pekao SA Group may lead to equal or greater FDI m 1998 Poland's gradual
approach to pnvatizatlOn means that It still has potential to generate mcreased FDI from priVatizatIOn
MeanwhIle, other features-rIsmg mcomes, populatIOn base of nearly 40 mIllIon, proxImity to
potentially large markets m Ukrame and RUSSia-might also serve as an mcentlVe for FDI m new or
eXIstmg ventures

Table 5 Balance ofPayments IndICators

1990 1991 1992 1993 1994 1995 1996 1997

MerchandIse Trade Balance ($ bn) 22 01 05 -23 -08 -I 8 -82 -128

Current Acct Balance ($ bn) 06 08 -03 -23 -09 55 -14 -47

Remlttances/l'ransfers ($ bn) 20 12 29 30 19 00 02 1 1

Capital Account and Reserves ($ bn) -32 29 33 56 09 -03 29

PortfolIO Flows ($ bn) 00 00 00 00 06 12

Direct Investment ($ bn)* 15 1 152 128 134 147 216 267 302
olw DomestIC 15 1 15 1 125 128 142 205 246 275
olw ForeIgn 00 01 03 06 05 1 I 21 27

* Note Domestic dIrect mvestment IS a resIdual subtractmg FDI from gross domestIc Investment gross dIrect
mvestment IS determmed by the percent ofGDP In dollar terms
Sources NBP EBRD IMF GEeD World Bank
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III BANKING STRUCTURE AND SYSTEM PROFILE The PolIsh bankmg system IS now
majorIty prIvate m terms of asset control and eqUIty, and maJorIty-prIvate banks account for
about 40 percent of deposIts Balance sheet measures--capltal, lIqUIdIty-and qualIty
mdlcators-Ioan portfolIo qualIty-are generally favorable, although there are concerns about
excessIve rIsks assocIated WIth lendIng In the consumer sector There has been a steady
harmomzatlOn of laws and regulatIOns With InternatIOnal standards to make the enVIronment
condUCIve to ongoIng Investment, and thIS has pIcked up SInce 1996 However, membershIp In
the OEeD has not led to a full openIng of the market, perhaps out of concerns about overheated
competItIOn after bankIng sector InstabilIty In the early 1990s After-tax earnIngs In 1997
declIned by about 16 percent In 1997, or $245 mIllIon on a dollar baSIS, largely due to the
IncreasIng competItIOn emergIng m the market As the market becomes more competItIve and
ownership gradually moves towards a prIvate sector orIentatIOn, governance and management
are expected to conform IncreasIngly to hIgher standards PolIsh banks are begInnIng to
consolIdate, such as the BIG acqUIsitIOn of Bank Gdanskl and the Kredyt Bank acqulSltlOn of the
PolIsh Investment Bank In 1997 combIned With the BRE acqulSltion of the PolIsh Development
Bank In 1998 More consolIdatIOn has occurred With the Pekao SA Group PrIVatIzation of
remaInIng state banks may also lead to further consolIdatIOn, such as In the case ofPBK-Warsaw
In whIch Kredyt Bank IS a small shareholder,71 and the upcommg 1998 prIvatIzatIon of Bank
Zachodm Foreign banks are enterIng the market, which Will add to competitIOn In a range of
bankIng markets More generally, prIvate banks are expandIng rapidly, WhICh may reflect
strategIc Investors' strategies for expansIOn m retaIl bankIng to dIverSIfy bank Income sources,
to attract more stable fundIng sources, and to market non-bank financIal services However,
margIns are tightenIng and after-tax earnIngs actually declIned In 1997 (on a dollar baSIS) In
terms of earnIngs, margIns on exposure to blue chIp customers have narrowed slgmficantly,
promptIng more IntenSified competItIOn In non-blue chip and consumer sectors ThiS has led to
higher earnIngs from lendIng to rIskier segments of the market--consumer lendIng for auto and
applIance purchases, loans agaInst receivables from leasIng compames for asset-based lendIng,
and IncreasIng overdraft faCIlItIes for customers WIth "plastIc cards" MeanwhIle, the cost of
funds Increased as a result of 1997 Increases In reserve reqUIrements (which receive no Interest
compensatIOn) app!ted to all deposits (at varIed rates) LiqUIdity remaInS tight due to fairly tight
monetary po!tcy as well as the !tmlted fundIng optIOns In the market--concentratlOn of deposits
In PKO BP, Pekao SA Group and BGZ, thIn and sometImes volatIle Interbank market, !tmlted
corporate bond market, undeveloped mezzanIne financIng optIons, and relatIvely low levels of
capital at most banks by global standards In fact, the entire PolIsh bankIng system's assets and
deposIts were less than the second largest bank In BraZil, another "emergIng" market 72 Thus, the
entIre fundIng Side of the bankIng system stili remaInS small In Poland Overall earnIngs
declmed as a result of high operatmg costs, as well as questIOnable constructIOn projects at a
number of PolIsh banks 73 The cost of funds IS expected to ease over time However, operatIng
costs derIve from posItIve and negative developments, and appear to Impact dIfferent kInds of
banks In different ways On the posItIve Side, many of the newer or recently prIvatIzed banks are

71 Kredyt Bank has a 66 percent share ofPBK-Warsaw
72 Total assets and depOSIts m PolIsh banks were reported to be $71 5 bIllIon and $41 bIllIon,
respectIvely, at year end 1997 ThIS IS less than the asset and depOSIt base of Banco do BraSIl, the second
largest bank m BraZIl See Latin Trade, July 1998
73 Two troubled state banks-PKO BP and BGZ-are bUlldmg new headquarters, a questIOnable use
of funds gIven theIr weak financIal condItIons Kredyt Bank and BPR are also bUlldmg new headquarters
See Pollsh News Bulletin, 24 Apnl 1998
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makmg competItIve Investments In technology, systems and personnel development that wIll
yIeld mcreased earnIngs In the future On the negatIve sIde, some of the publIc banks stIll suffer
from excess head count, branches and overall IneffiCIency rooted In older systems That foreIgn
controlled banks are mvestmg heaVIly In mformatIOn systems IndIcates the lIkelIhood of
expandmg mto the retaIl market, rather than sImply relymg on fee mcome and lImIted balance
sheet exposure to generate hIgh returns MeanwhIle, the larger maJonty-PolIsh banks WhICh have
been at least partly pnvatized are showmg mcreasmg competItIveness Bank Handlowy has a
dIversIfied ownershIp structure, but thIS mcludes a nearly 29 percent strategIc mvestment stake
mvolvmg three major financIal servIces compames74 that prOVIde It WIth management expertIse,
and pOSSIble addItional capItal should Handlowy seek to acqUIre eXIstIng banks m the market
PBK-Warsaw, Poland's sIxth largest bank, IS emergmg as a bancassurance mstitutlon that WIll
lIkely need to push mto the retall market to take advantage of synergIes from the offermg of
these financial servIces The multIple holdmgs by ING m ItS own bank, Bank SlaskI, and BPH
also pomt to the pOSSIbIlIty of consolIdatIOn across bank compames The mitIaI success of the
Pekao SA Group's pnvatizatIon75 IS lIkely to lead to a stronger posItIOn m the market, wIth the
outcome of thIS largely dependent on the wmnmg strategIc mvestor(s) to be determmed later m
1998 The recent acqulSltIOn by BRE of the PolIsh Development Bank pomts to a competitive
posItIon m bankmg and mvestment bankmg Thus, the near-term prospects for IntensIfied
competItIOn and consolIdatIOn are hIgh, WhICh WIll strengthen underlymg competItIveness
However, Poland's bankmg system IS stIll small and largely untested under fully open market
condItions Score 3

31 Overview Poland's bankmg system IS becommg Increasmgly competItIve now that most
banks have been pnvatized and entry by foreIgn banks IS less restncted than m earlIer years
Banks are now better managed under a new mcentIve structure mtroduced m the early 1990s
based on BIS gUidelInes for prudential regulatIOns and mternattonal standards ofaccountmg
and after the 15-month bank restructunng exerCIse m the commercIal bankmg sector from 1993
9476 whIch carrIed forward the benefits of Improved governance, mternal oversIght, and portfolIo
management NBP regulatory oversIght has played a constructIve role m helpmg to momtor for
bank nsks and to develop nsk management systems that are now startmg to be used by bank
managers themselves 77 WhIle Poland dId not pursue government-financed recapItalIzatIOn
programs of the same magmtude as mother countnes for the state commerczal banks,78 most of
these banks m fact recapItalIzed from the favorable net spreads receIved on Investments m
government secuntles from 1992 to mld-1995 ThIS reduced avaIlable resources for credIt to the
real sector, but was probably prudent at the tIme gIven assocIated weaknesses In the enterpnse

74 These mclude Morgan Guaranty, Zunch Group and Swedbank These three own 28 86 percent of
Bank Handlowy, Poland's thIrd largest bank based on net assets (and assummg aggregatIon ofthe assets of
the Pekao SA Group)
75 The 15 percent IPO floated m June 1998 translates mto a market value of$1 8 bIllIOn for the
mstitutIOn Poland's total book value of capItal at end 1997 was $6 bIllIon
76 The restructurmg of seven state-owned commercIal banks' portfolIos was conducted under the
Enterpnse and Bank Restructunng Law passed m 1993
77 Bank Handlowy and BRE are conSIdered to have some ofthe best nsk management capaCIty
among maJonty PolIsh banks Other banks wIll need to strengthen theIr nsk management systems as more
T1sks are assumed m the marketplace and competition mtenslfies
78 However, Poland has pursued costly and tIme-consummg restructunng programs for the troubled
speCialIzed banks-namely BGZ and PKO BP
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sector m terms of transparency, dIsclosure, and capItal structure 79 Lendmg flows began to
mcrease m late 1995 as net spreads on secuntles began to decltne, and as banks reached levels of
capItal adequacy on a nsk-welghted basIs that permItted them to resume lendmg As reforms m
the bankmg and enterpnse sector began to take hold, many pnvate sector firms began to
represent good returns for banks relattve to nsk LIkeWIse, as pressure on earnmgs mcreased due
to Improvmg macroeconomIc conditIOns-lower fiscal defiCIts and inflatIon rates-and nSlng
competltton In the enterpnse sector, banks began to Increase lending to households for consumer
credIt Such trends mamfested themselves In 1996, and were largely responsIble for the hIgh
levels of consumer spendIng that led to an Increase In the 1997 current account defiCIt-as well
as the Increase In reserve reqUIrements In 1997 to contain what appeared to be a potentIally
"overheated" economy 80 Overall, balance sheet mdlcators indIcated reasonably safe loan
portfolIos and overall asset qualIty at the end of 1997, although there are some concerns about
the rIsks assocIated with the substantIal Increase In consumer and small bUSIness lendIng-much
of It Installment finance-SInce end 1995 In terms of segmentatIOn, maJorIty-PolIsh banks
appear to be dIversIfyIng PolIsh banks recognIze theIr lImIted funding sources from depOSIts,
and the small portIon of theIr earnings whIch comes from fee-generating servIces MeanwhIle,
foreIgn-controlled banks now appear to be movIng Into more balance sheet exposure-lending
and retaIl servIces-now that the blue chIp market IS saturated, and rates for a range of servIces
have come down PrelImInary esttmates of after-tax 1997 earnings showed that cost structures
remain hIgh-eosts were 85 percent of gross mcome Returns on assets and eqUIty both declined
from 1996 due to pressure on margInS, lImIted fee Income, and hIgh operating costs For the
system as a whole, NBP figures81 show ROA at 2 percent and ROE at 24 7 percent In real terms
for 1997 These compare wIth 2 5 percent and 41 9 percent, respectively, In 1996 There IS
slgmficant eVidence of competItIon for large corporate busmess, as IntermedIatIOn spreads have
dropped conSIderably from hIgh levels In 1992-95 and foreIgn banks have captured some market
share UpcomIng challenges at the system level Include the abIlIty of the system to aVOId
contagIon effects-such as downturn In Western Europe, increasing prIce competitIon In Europe,
or broader global Investment trends In emergIng markets-, the abilIty of the government to
definItIvely prIVatIze remaIning state-owned banks and companIes, the overall scope of
consolIdatIOn that occurs In terms of both numbers of finanCial firms and thetr respectIve
financIal actIVItIes, and the abilIty of bank compames to playa greater overall role In the
economy based on higher capital levels, hIgher IntermedIatIOn rates, and a greater array of
servIces At the firm level, key rIsks for banks and finanCIal services companIes Include
strengthened governance and Internal audIt functIOns, management depth and capacIty as greater

79 WhIle many Pohsh enterpnses were credItworthy and Justified m complammg about the lack of
avaIlable bank credIt, banks were also JustIfied m not provldmg credIt In addItIOn to the banks' safer
returns from mvestments 10 government secuntles, banks were also 10 the process of developmg better
credIt nsk management capacIty 10 the early to mld-1990s On the enterpnse Side, enterpnses themselves
often dId not proVIde adequate and meanmgful mformatlon to banks to persuade them to lend to the
enterpnses EnterprISes sometimes lacked the ablltty to generate thIS mformatlon 10 a profeSSIOnal manner
In other cases, they SImply presented errant or mlsleadmg mformatlon-exaggeratmg cash flows to
mfluence a bank to lend, overstatmg the value ami/of secunty of property put up as collateral, or
conversely, understatmg mcome and assets due to concerns about mformatlOn leakmg out to the fiscal
authontles In yet other cases, mformatlon was not the problem, but lack of eqUIty mvestment was Thus,
an enterpnse's capItal structure was bIased towards excess debt, representmg leverage that more
conservatIve credIt management cntena could not accept
80 The current account defiCIt of 3 percent of GDP 10 1997 would have Itkely been larger had It not
been for the restrIctIve measures taken m the first half of 1997
81 See Pollsh News Bulletm, 24 Apnl 1998
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rIsks are assumed m the commg years, the success of mvestment m management mformatlOn

systems that produce needed mformatlOn m a tImely manner for management to IdentIfy and
contam rIsks as they surface, the strategIc dIrectIOn of vanous bankmg firms under open and
hIghly competItIve condItIons, and the synergIes achIeved from mvestment m non-bank servIces

wIth bankmg franchIses Score 3/3+

•

82

There were 83 banks m Poland at end-199782 along WIth 1,295 cooperative banks Ofthese, 54 had
majorIty PolIsh eqUIty and 29 were majorIty foreIgn-owned PrIvate sector banks outnumbered publIc
sector banks, at 68 and 15, respectIvely ThIS compares WIth figures m 1993, when there were 58
prIvate banks and 29 publIcly-owned banks Thus, there has been a slow but steady trend ofwmdmg
down publIc ownershIp m the bankmg system, and lImited net growth m the number of prIvate banks
The latter trend IS partly due to NBP IIcensmg practIces from 1992-95, and partly the result of
consolIdation 83 The structure ofthe bankmg system based on NBP figures reveals segmentatIon mto
three dIfferent groups-majorIty publIc sector, private sector banks (based on majority PolIsh and
majorIty foreIgn ownershIp), and cooperatIve banks 84 PublIc banks still account for a large share of
most balance sheet mdlcators-50 percent of net assets,85 43 percent of net loans,86 58 percent of
depOSIts and 32 percent of TIer I capItal CooperatIve banks generally account for about 5 percent of
most measures Private banks account for the balance, WIth dIfferences between PolIsh-maJOrIty and
foreIgn-maJority private banks Aggregate figures show the publIc banks account for about half of
balance sheet figures However, because there are fewer of these banks, theIr balance sheets are
conSIderably larger than prIvate banks on average-l0 of the 20 largest banks on an "own funds" baSIS
are publIc banks At year end exchange rates,87 publIc banks averaged $2,384 mIllIon m net assets,
$851 mIllIon m net loans, $1,672 mIllIon m depOSIts, and $129 mIllIon m total eqUIty 88 ThIS was
prImanly based on the SIze ofPKO BP, Pekao SA (aggregated) and BGZ, whIch accounted for about
80 percent of the publIc banks' net assets By contrast, pnvate banks89 averaged $493 mIllIon m net
assets, $222 millIon m net loans, $237 mIllIon m depOSIts, and $58 millIon m capItal 90 Thus, on
average, publIc banks are about four to five tImes the SIze of private banks m terms of net assets and
loans PublIc banks clearly enJoy a fundmg advantage, WIth an average seven times depOSIts 9\ PublIc
banks also have two tImes the capItal of prIvate banks What these figures do not mdlcate IS the
earnmgs stream ofthe variOUS banks Here, publIc banks generated about 46 percent ofbankmg
system net earnmgs m 1997, resultmg m ROA ofonly 1 6 percent but achievmg ROE of26 percent m

As two banks were not yet reportmg to NBP at end 1997, fmanclal results apply to 81 operatmg
banks
83 Even year end 1997 figures had changed by the first half of 1998 The total of 15 publIc banks
mcluded the four banks that made up the Pekao SA Group---PKO SA plus BDK (Lublm), PBG (Lodz) and
Pomorski (Szczecm) These have been consolIdated mto one, further reducmg the number of publIc banks
84 NBP also presents data on the baSIS ofmaJonty-PolIsh ownershIp as opposed to maJority-foreIgn
ownershIp However, these figures frequently commmgle publIc and private majOrIty-PolIsh bank figures
85 Net assets are defined as total assets less accumulated depreCIatIOn, speCIfic prOVISIons and
valuatIOn allowances
86 Net loans are defined as loans and advances less speCIfic prOVISIons
87 There were Zl 3 52 to $1 at end 1997
88 ThIS figure may not be entirely accurate It pro-rates TIer I capital of the publIc banks and applIes
the figure to NBP's total capItal base for end 1997
89 FIgures do not mclude cooperatIve banks Figures are based on 66 actIve private banks at end
1997
90 The largest private banks are Bank Handlowy, BIG, Bank Siaski PBK and BPH All ofthese
have been privatIzed m the last several years aSIde from BIG BIG Bank IS the largest private bank m
Poland that was not preVIously owned by the state, although much of ItS size IS attrIbutable to the
acqUISitIOn of the former state commerCIal Bank Gdanski
91 Much of thIS IS denved from depOSIts kept WIth PKO BP and Pekao SA Group, WhICh skews the
average
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zloty terms 92 By the same measure, pnvate banks net earnmgs93 were 50 percent ofbankmg system
net earnmgs m 1997, resultmg m ROA of2 7 percent and ROE of23 percent Thus, pnvate banks
showed supenor earnmgs from assets, but shghtly lower ROE due to therr larger capItal ratIOs

• CompetItIOn on the asset SIde has been mcreasmg m the corporate lendmg arena, brmgmg down
spreads 94 Banks have consequently shIfted resources, pnmanly mto mcreased lendmg to the non
corporate sector and the mterbank market MeanwhIle, there has been a declme m dollar terms m
secuntles mvestments due to narrower spreads, 9S and relatIvely flat figures for mvestment m real
estate96 and other assets In currency terms,97 year end loans to the non-financIal sector mcreased from
Zl 70 bIllIon (about $24 bIllIon) m 1996 to ZI97 bIllIon (about $27 bIlhon) m 1997 98 About 82
percent of these loans were to the enterpnse sector at end 1997, compared WIth 84 percent at end 1996
The balance of loans IS due from persons Thus, of the $3 bIllIon net mcrease m these loans m 1997,
nearly 40 percent of thIS was to mdlVlduals-wlth the hIghest growth m mstallment fmancmg, whIch
doubled m 1997 ThIs was pnmarIly for auto financmg and for the purchase of applIances WIth bank
lendmg frequently agamst receIvables or assets to thIrd partIes The mterbank market accounted for an
addItIOnal 13 5 percent of total net assets at end 1997 up from 12 1 percent at end 1996 ThIS
represents an mcrease of nearly Zl 10 bIllIon, or about $1 3 bllhon m dollar terms Total loans due
from the fmancIal and non-financIal sectors represented 54 percent of total net assets at end 1997
compared wIth 50 percent at end 1996 Investment m secuntles decreased m real terms, reglstermg a
Zl3 1 bIlhon mcrease but a $3 bIllIon dechne m dollar terms By end 1997, secuntles mvestment
declmed from 33 percent of total net assets to 27 percent Dechnes were regIstered across the board
m Treasury and non-Treasury secuntles-as a percentage of net assets The balance IS generally held
m reserve at NBP (7 percent), or mvested m fixed and other assets Thus, the major asset trends m
1997 were mcreased lendmg to the real sector WIth a partIcular focus on consumer lendmg, mcreased
lendmg m the mterbank market, and declmmg mvestments m marketable secuntles

• SIgnIficant concentratIOn remams on thefundmg (depOSIt mobIlIzatIOn) SIde ThIS IS largely due to the
concentratIon of depOSIts held WIth three banks-PKO BP, the Pekao SA Group and BGZ-and
lImIted addItIonal financmg for banks The three major deposlt-takmg pubhc banks together held ZI
843 bllhon m depOSIts, or 56 percent of total depOSIts PublIc banks m general held 62 percent of total
depOSIts Overall, depOSIts as a share of total habllItles and capItal remamed hIgh, at about 59-60
percent ThIs figure reflects the absence of non-depOSIt fundmg m the market for banks, at least at year
end on the balance sheet Many of the larger Pohsh banks appear to have access to the mternatlOnal

92 ROA IS based on net earnmgs from 1997 dIVIded by the average year-end 1996-97 zloty assets
ROE apphes 1997 net earnmgs to the pro-rated share of pubhc banks' TIer I capItal at end 1996-97
93 ThIs excludes cooperatIve banks' figures
94 Blue chIp customers frequently receIve httle or no mterest charge on theIr borrowmgs as banks vIe
for theIr busmess For some blue chIp customers, banks have lowered theIr spreads to zero and m some
cases even proVIded negatIve spreads to obtam or retam market share
9S Investment m secuntIes as a percent of total assets decreased from 31 percent m 1996 to 26
percent m 1997 Investment m seCUrItIes has decreased as a proportIon of total assets due to declInmg
yIelds as the fiscal defiCIt decreases, the mflatlon rate contmues to abate, and the exchange rate remams
faIrly stable WIthout a major detenoratlOn of the current account About 80 percent ofmvestments are m
secuntles Issued by the Treasury
96 Exposure to real estate IS not conSIdered as grave a nsk m Poland Tenants nghts prOVIde for
restrIctIons on eVIctIOn, whIch hmlts the collateral values found m market economIes LIkeWIse, dIfficultIes
regardmg bankruptcy proceedmgs make It dIfficult to repossess Immovable propertIes Fmally, lImItatIons
on fundmg for long-term mvestments and project fmancmg have kept exposure to real estate wlthm what
are perceIved to be prudent lImIts More recently, foreIgn developers have entered the market and begun to
prOVIde financmg for new property development However, to date, thIS has not been a major actIVIty for
most banks
97 The year-end 1996 exchange rate was ZI2 8755 per $1
98 Loans as a percent of net assets mcreased from 34 percent m 1996 to 37 percent m 1997
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syndIcated loan market as a substItute for a domestIc bond market,99 and thIS may lead to changes m
percentages durmg the year when borrowmgs are booked ForeIgn borrowmgs were estnnated to have
mcreased from $3 bIllIon m 1996 to $7 bIllIon m 1997, wIth much of the foreIgn currency
denommated fundmg lent m zloty to take advantage ofdIfferential spreads However, these values
account for only 4 6 percent and 103 percent, respectively, of year-end net assets m 1996 and 1997
Total deposits from the non-fmanclal sector were valued at Zl143 bIllIon ($41 bIllIon) at end 1997, up
from ZIIII bIllIon ($39 bIllIon) at end 1996 Household deposits accounted for about 72 percent of
total deposIts,l00 lIttle changed from 1996 At end 1996, demand deposits were only 23 percent of
deposits held WIth banks Money m circulation was about eqUIvalent to the level of demand deposIts
held Most deposIts appear to be tnne deposits lOl WhIle deposit mobilIzation and fmancral
mtermedratlOn rates are stIll not as high as m some other neighbormg countnes or most ED countries,
It does appear that mtermedration rates have contmued to nse smce the mId-1990s This signals
growmg confidence m the bankmg sector In the long term, It can be expected that mcreasmg bankmg
sector competitIOn-as reflected m the pressure on margms, the diversIficatIOn of actIVitIes, and the
mcreased focus on the retaIl market-w111 lead to mcreased aggregate depOSIts held with banks, as well
as mtensified efforts to reduce the concentratIon of depOSIts Advances m consumer fmance through
debIt and credIt cards, payroll processmg for companIes, compensatmg balances for loan accounts,
savmgs/penslOn plans, msurance and brokerage offermgs, and other servIces provIded by a more
competItIve bankmg system are bound to serve as an mcentIVe to households and enterpnses to place
more funds WIth banks

• In terms ofcoverage, Poland's banks are currently at a stage where they need to make mvestment and
strategIC declSlons Frrst, competition IS mcreasmg WIth the entry of an mcreasmg number of foreIgn
banks after a perIod of protection Second, large pnvatIzatlOns are expected m 1998-99, begmnmg m
June 1998 WIth Pekao SA Group's IPO and followed later m the year wIth PKO SA Group's 35
percentlO2 "strategIc" share and the prOjected $150-$200 mIllIon prIVatIZation ofBank Zachodnl To
date, Handlowy IS the only large "speCialIzed" bank that has been majorIty pnvatized But as these
prIVatizatIon transactIOns proceed, thiS WIll change the compOSItIOn ofboards and management, lead to
mvestment m trammg and new technologIes/systems, and posItIOn PolIsh banks for the European
market Thrrd, consolIdatIon IS likely to occur across banks-such as the BIG acqUISItIOn of Bank
GdanskI, and the more recent acqUISItIOn by BRE ofthe PolIsh Development Bank-as well as across
finanCIal sub-sectors m preparatIOn for unIversal bankmg Thus, banks need to determme therr
strategIC positlOns--either as smaller nIche players speCIalIzed m certam types of lendmg, mvestment
and servIces, or powerhouse banks that seek to prOVIde a WIde range of services to a broad audIence
Smce the fourth quarter of 1995, banks have mcreased lendmg, improved mternal systems to comply
With regulatIOns, and mvested m varIOus technologIes to strengthen therr competitive pOSItIons
However, as the "blue chip" corporate lendmg market becomes saturated, many banks are now toolmg
up to expand therr lendmg m other segments of the economy and to proVIde fee-generatmg servIces
that help dIverSIfy therr earnmgs, capture or retam market share, and mcrease fundmg Poland has an
estImated 2 to 2 5 millIon enterpnses, many of WhICh have dIfficulty accessmg any bank financmg, let
alone term fmancmg Already, there appears to be movement to mcrease the quantIty and qualIty of
fmancral servIces avaIlable, as banks mtroduce more branches which are better eqUIpped
technologIcally, staffed WIth fewer but better tramed personnel, closer to markets, and able to prOVIde
more servIces 103 As for expanded retal1 services, banks are mvestmg m electrOnIC systems to prOVide

99 Many of the large banks are estnnated to have access to the syndIcated loan market
100 ThiS was eqUIvalent to 43 percent oftotal lIabilItIes and capItal
lOl FIgures for quaSI-money at end 1996 showed Zl 85 6 bIllIon m tIme, savmgs and foreIgn currency
depOSIts FIgures for money showed Zl49 3 blilIon, of WhICh ZI25 7 bIllIon was m demand depOSIts See
"InternatIOnal FmancIaI StatIstIcs" IMF, February 1998
102 ThIS should approxImate $630 mlilIon based on mId-year market capItalIzatIOn
103 Poland has only 271 branches per 1 millIon mhabltants, and less than 100 branches per 1 mIllIon
mhabltants IfPKO BP IS excluded from the total ThIS compares WIth about 900 branches per 1 mIllIon
mhabitants m Germany and France See Poilsh News Bulletm, 17 February 1998
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plastIc card' servIces vIa ATMs-mltIally debIt card servIces 104 WIth credIt card servIces bemg
mtroduced ill 1998 Other banks are provldmg brokerage servIces for tradmg actIvItIes on the
WSE/OTC markets Corporate adVISOry servIces, payroll processmg custodIal servIces, trade finance
and other servIces are bound to figure more prommently m banks' eammgs streams over tIme More
recently, captIve finance companies WIth bank hcenses-namely for auto financmg-have entered the
market 105 In the enterprIse sector, It can be expected that many banks wIll enter/expand theIr presence
m factormg, commercIal credit, and leasmg For mdlvlduals, many banks will offer mortgages and
msurance/mvestment/penslOn plan options However, at present, most of these markets remam
underdeveloped

• In terms ofjinancral statement rndrcators and contmgencles, banks' were only margmally more
profitable after-tax In 1997 In zloty, and showed reduced profitability In dollar terms Accordmg to
NBP, bankmg system net eammgs were ZI 4 4 bIllion In 1997 compared With ZI 4 2 billion In 1996
(net of cooperatIVes) In dollar terms, thiS shOWS a decline from nearly $1 6 billion m 1996 to $1 3
billion In 1997 (at average exchange rates106) ThiS translated Into a 16 percent decline of$245 mIllion
While Income mcreased nearly $1 7 bIllion (more than 13 percent m dollar terms), expenses Increased
nearly $2 bIlhon (more than 19 percent) On the mcome Side, lower eammgs resulted from a
tightenIng of margms, and In the limited sources ofeammgs for banks Nearly three quarters of
mcome derIves from mterest mcome, and fee Income and commissions only contributed 7 percent of
total gross mcome On the cost SIde lower earnIngs resulted from the high cost structure and personnel
load many Polish banks still have,107 and the Investments that banks are generally makmg to tool up for
enhanced competition Banks With majorIty Pohsh eqUity have 1,460 domestic branches (thiS IS net of
cooperatIve banks), as opposed to only 169 branches by foreIgn-controlled banks WhIle staff-per
branch ratIos are similar 108 the cost Involved In mamtaInmg an extensive branch network IS likely to
put many majorIty Polish banks at a disadvantage as prIvate banks mtroduce more electronIcally-based
servIces It IS dIfficult to determme from the aggregate expense figures how much of the sector's
expense load IS productive as opposed to counter-productive In some cases, higher costs today Will be
reflected m enhanced productiVity and eammgs, such as Investment m trammg and mformatlon
systems In other cases high personnel or depreciatIOn expenses may yield little future return For
mstance, foreign-controlled banks are mvestlllg In "other phySical expenses" net of occupancy, while
majorIty Polish banks are carrymg higher personnel expense costs The former IS bound to generate far
greater productiVity and effiCiency In the future Based on these figures provIsions are less of an
expense to the overall bankIng system, although net provIsions mcreased In 1997 by Zl 590 mIllion
Overall, after-tax margms decreased from 16 6 percent m 1996 to 11 9 percent III 1997 Based on NBP
figures, after-tax margIns were lowest among banks With majorIty foreign eqUity, at only 9 7 percent
MajOrIty Polish banks generated 125 percent after-tax margIns, With prIvate banks performIng better
than the pubhc banks Regardmg the mcrease In provISIonIng by the banks and general loan portfolio
quality, the Increase IS due to the Increase m lendmg In 1993-94, provISIons were Significant
However the overall portfolio of the bankIng system IS considered far stronger than a few years back,
and banks generated net Income from the release of provISions m 1995-96 Part of thiS IS due to the

104 Many banks have Introduced debit card services ThiS Increases fundmg mto the banks and
generates fee mcome although annual fees are now comIng down as more banks enter the market Thus,
these services Will become more volume-OrIented However, banks al'lo need to have adequate liqUidity
management electrOniC capacity and InformatIOn systems to conduct such operations effiCiently Debit
cards are essentially used as duect payment methods from accounts to save tIme from other methods of
payment (e g , at the post office)
105 "Banks" geared to auto finance and other kInds of eqUipment financmg/leasmg Include (but are
not hmlted to) Opel Bank, Ford Bank, Fiat Bank, Volkswagen Bank, and GE Capital
106 The average exchange rate used for 1995-96 IS Zl 2 69 per $1 The average exchange rate used for
1996-97 IS ZI 3 20 per $1
107 Personnel accounted for 60 percent of total expenses m banks With majorIty Pohsh eqUIty
108 MajOrIty Polish banks have domestic staffof 130,823, or 90 per branch Foreign-controlled banks
have 16,272 domestic staff, or 96 per branch
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multi-year clean-up and restructurIng ofportfohos and companIes Some of thIs IS also due to the
boommg economy, whIch has assIsted troubled companIes wIth a favorable enVIronment m WhIch to
restructure The share of"rrregular" loans was estImated to be 10 4 percent at end 1997, compared
WIth 31 percent at end 1993 and 21 percent as recently as the end of 1995 Of these end 1997 rrregular
loans, about half are conSIdered "loss" and are fully provIsIoned LikeWIse, on a rIsk-adJusted baSIS,
banks are conSIdered by NBP to be adequately capItalIzed, WIth 73 of 81 banks exceedmg the BIS
recommended mmImum of 8 percent MedIan capItal on a rIsk-adJusted baSIS was 17 6 percent SIX
banks were techmcally msolvent

• In terms ofjundsjlows, banks' fundmg sources are 60 percent from depOSIts from the non-fmancial
sector, prImarIly term depOSIts from household sources and, to a lesser extent, corporate sources For
overnIght or short-term needs, there IS an mterbank market where banks obtamed about 12 percent of
therr fundmg CapItal contrIbutes another 8 percent Thus, about 80 percent of fundmg derIves from
depOSIts, bank borrowmgs and capItal In terms of uses, about 40 percent of funds are lent to
enterprIses and mdividuals, With another 14 percent lend to the fmancml sector Most of the balance
goes to the government, eIther m the form of mvestment m government seCUrIties (20 percent), cash
and reserves held WIth NBP (7 percent), or dIrect loans to government (2 percent) There appears to be
less crowdmg out of prIvate mvestment than m earlIer years, as the total year end 1997 balance sheet
exposure to government was about 30 percent In terms ofmatchmg sources and uses of funds, banks
seem to have sound exposure ObhgatlOns to/from government and NBP show httle mIsmatch There
IS hmited exposure to the financIal sector The net surplus of depOSIts to loans has generally been
mvested m secuntIes, most of whIch are nsk-tree "Other" habihtIes generally offset fixed and "other"
assets CapItal IS eIght percent As for the term and currency structure of assets and habilItIes, there IS
msufficlent mformatlOn Most banks are thought to have proVIded lImIted term lendmg as a means of
contammg term exposure However, there may be nsks to currency exposure, as reports to NBP from
the banks convert values mto zloty WIth Poland's senSItivIty to potentIal "contagIOn" effects and rapId
portfolIo movement, bank portfohos may be subject to short-term exchange rate rIsk Many banks are
thought to have madequate gap analySIS when managmg theIr foreIgn currency exposures

• Ratmgs are avaIlable from all three major mtemational ratmg agenCies on Poland's foreIgn and local
currency Issues For example, m early 1998, Moody's rated Poland's long-term bonds at Baa3, long
term bank depOSits as Bal, but short-term bank depOSIts as NP ThIS baSiCally places long-term bonds
m the medIUm-grade obhgatlOn class that is neIther hIghly protected nor poorly secured Bank depOSits
on a long-term baSIS are not conSIdered "well-assured", and short-term depOSits are below pnme In
June 1998, S&P affirmed Poland's BBB- long-term foreIgn currency ratmg, and an A- long-term local
currency ratmg, With a pOSItive outlook for both ratmgs Short-term ratmgs were A-I for local
currency and A-3 for foreIgn currency Fitch IBCA aSSigned a BBB ratmg for long-term foreIgn
currency

• Poland's banks have excellent correspondent networks, and payments systems are generally conSIdered
adequate Most of Poland's largest banks, both pubhc and prIvate, already had well establIshed
networks years ago Such networks have Improved as banks have restructured, and as more strategiC
mvestment is now entermg the PolIsh bankmg sector

32 Ownership Poland's bank10g sector IS still dommated 10 many ways by the large publIc

banks ThIS IS partIcularly true 10 terms of depOSIt mobIlIzatIon, and the consequent fund10g
advantage enjoyed by PKO BP, the Pekao SA Group, and BGZ 109 There has been an apparent
and contmuous preference on the part of the authontIes to engmeer consolIdatIons among PolIsh
banks and large non-bank finanCIal servIces compames to "defend" the PolIsh finanCIal market
from foreIgn competItIOn ThIs has been eVIdent more recently through the pnvatizatIOn process,

109 Together, these three banks accounted for 59 percent of end 1997 bankmg system depOSIts
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with some of the smaller banks beIng acqUIred by Pohsh financial groups even when their bids
have come In lower than those of foreign competitors 110 In other cases, holdIngs have remaIned
dispersed, even when greater capital InjectIOns could have been obtaIned from strategic
Investment 111 Some of this has related to past governments' IntentIOns to redlstnbute some of
the gaIns to local "stakeholders," either directly-to employees and managers--or Indirectly-to
citizens through capltahzation schemes for the pension system and possibly off-budget Items to
support loss-makmg enterpnses m "strategic" sectors However, with Pekao SA Group to be
majonty pnvatized by end 1998, the bankIng sector IS finally expected to be majonty pnvate on
the basIs of most balance sheet measures Pnvate banks already have about two thirds of bankIng
sector core capital-although the bankIng system IS still limited In total capital, the Increase of
which IS needed for modernizatIOn and competitiveness-and nearly 60 percent of total loans as
of end 1997 Many of the foreign banks, all pnvate, also domInate some of the high-fee
actiVities Thus, m some ways, the bankmg system IS already majonty pnvate m some activities
The growIng sophisticatIOn of Poland's pnvate banks combined With the IncreaSIng competitIOn
beIng brought by foreign-controlled banks IS expected to modernize the bankIng sector In the
next five years as Poland eventually accedes to the European Umon However, for thiS to
happen, the authontles Will need to attract more strategic Investment for needed capital
injectIOns, management know-how, enhanced market hnks, and above all, more sophisticated
nsk management systems ThiS Will reqUIre an attitude that vanqUIshes ItS fear of foreign
competitIOn, and In fact recogmzes both the necessity of Increased foreign interventIOn
combIned With the added opportumties thiS Will inevitably create for majonty-Polish InstitutIOns
Part of thiS resistance can be overcome by recogmzlng the need of foreign banks for sound
Pohsh partners, and the global tendency away from natIOnal onentatlOns In the ownership,
management and operatIOns of banks Score 3-/3

• There were 83 banks In Poland at end-1997 along With 1 295 cooperative banks Ofthese 54 had
maJonty PolIsh eqUIty and 29 were maJonty foreign-owned Thus, banks In Poland are predommantly
domestIc banks These banks account for 77-82 percent ofbankmg system assets, loans and depOSits,
and 71 percent of core capital Thus, at end 1997, maJonty-PolIsh banks had about $575 bIllIon m net
assets, $22 bIllIon m loans to the non-financial sector, $35 bIllIon m depOSits, and about $4 billIon m
capital Of the PolIsh banks, 15 were either dIrectly or Indirectly owned by the Treasury,J12 while the
rest were maJonty pnvate Of these two were state-owned-BGZ and PKO BP-whtle the rest were
Jomt-stock compames Most pnvate PolIsh banks remam small Iflarge, they are recently pnvatlzed
The two exceptions are BIG and Kredyt Bank, which have grown through the acqUISitIOns of Bank
Gdanskl (BIG) and the PolIsh Investment Bank (Kredyt) both foonerly state-owned banks At end
1997 the average PolIsh pnvate bank had $559 millIon In net assets, of which nearly half-$247
millIon-were m loans to the non-finanCial sector PolIsh pnvate banks' depOSits were about the same

I/O For Instance, the pnvatIzatIon ofPBK-Warsaw Involved the resubmlssIOn ofa bid from a
pnmarlly PolIsh consortIUm despite a reportedly higher bid from Samsung durIng the first round There
may be several reasons for thiS, IncludIng a preference for the bancassurance concept submitted by the
local consortIUm, concerns about a consumer finance onentatlon from Samsung, or wornes about the
Impact of South Korea's financial and economic problems on Samsung's abilIty to carry through on
proposed plans However Poland's openness to foreign Investment In the bankIng sector has long been
debated due to reservatIOns In some polItical CIrcles
111 For Instance, In the cases of Bank Handlowy and Pekao SA Group, strategic shares have been
lImited to 30 and 35 percent, respectively In the case of Handlowy, strategic shares are diVided among
three InstitutIOns Strategic Investors for Pekao SA Group are expected to be known by end 1998 These
shares may change over time, as they did With some of the smaller commercial banks-Slaskl and
Wlelkopolskl-but the Initial pnvatlzatIOn process has lImited the share of strategic Investment
JI2 Poland's 20th largest bank (by own funds), Plerwszy KomercYJny Bank, was owned by NBP
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as loans-$264 millIon Capital was about $60 ml1lIon on average Generally, pnvate maJonty-Pohsh
banks have grown from about 10 percent of total bankmg system resources to about 30 percent, With a
weaker depOSit base but higher levels of core capital On average, Poland's pubhc banks have about
three to four times the assets and loans of maJonty-Pohsh pnvate banks, about SIX Urnes the depOSits,
and twice the total eqUity In terms of earnmgs, maJonty-PolIsh banks accounted for about 80 percent
of 1997 net earnmgs Pohsh publIc banks accounted for 46 percent, while PolIsh pnvate banks
accounted for 35 percent This compares With 1996, when maJonty Pohsh banks generated 82 percent
of net earnmgs, 68 percent of which denved from publIc banks and only 14 percent from Pohsh
pnvate banks Much of this has to do With the pnvatlzatlon of Bank Handlowy and PBK

• Poland had 29 maJorztyforeign-controlled banks at end 1997 These banks accounted for only 12 5-17
percent of net assets, loans to the finanCial sector, and depOSits Foreign-controlled banks accounted
for nearly a quarter of core capital By end 1997, banks from Germany, the U S and the Netherlands
accounted for 29 percent of total bankmg system equity capital, and about 70 percent offorelgn
mvestment m the bankmg sector 113 On average, foreign-controlled banks are comparatively small by
global standards They are also smaller than therr pnvate Pohsh counterparts on average Forelgn
controlled banks had $370 mdhon m net assets, $174 mdhon m loans to the non-fmancml sector, $185
mdhon m depOSits, and $50 mdlIon m capital at end 1997 This suggests that despite the number of
pnme-rated foreign banks and high real growth m Poland smce 1994, that the larger foreign banks
have yet to commIt slgmficant resources to the PolIsh marketplace whde the smaller banks are gettmg
establIshed, researchmg the market, and makmg needed mvestments This may be partly due to
prudent nsk averSIOn as the market slowly develops This may also be the result of an mtenm penod
m WhICh foreign banks are preparmg for a broader array of retaIl and other bankmg services In 1997,
foreign-controlled banks had the lowest after-tax margms among banks Foreign-controlled banks are
also the only group of banks that has shown nsmg cost-to-mcome ratios smce 1993 Thus, whl1e
maJonty-Pohsh banks may be trunmmg costs due to therr high cost structures or lack of comparative
effiCiency, foreign-controlled banks are showmg a steady mcrease m costs relative to mcome It
remams to be seen how foreign-controlled banks mtend to pursue the Polish market, although It IS
likely that much of the mcreased cost IS related to new systems, technologies and trammg that are
expected to generate SignIficant earnmgs m the commg years

3 3 Governance and Management Governance has Improved 10 recent years as the pubhc
banks have restructured, recapitalIzed, and been mcreasmgly subject to hard budget constramts
However, weaknesses stIll abound at the supervisory and management board level relative to the
next senes of nsks and challenges that the bankmg system IS hkely to face 114 While banks have
gotten better at mtroducmg prudent credit management systems, other nsks are apparently less
well managed except m a rudimentary way Even here, there are questions about the degree of
nsk taken by banks m lendmg actiVities as they have shown mcreasmg rehance on thud parties
and credit agencies There are questIOns about the slow process of restruCturmg and pnvatization
of the larger banks In the bankmg sector-mamly PKO BP and BGZ There are also questions
about the process of consolIdation In the financIal sector, the lack of needed capital for
modernizatIOn, and the absence of clearly Identifiable owners m many cases Poland IS reputed
to have supervisory board weaknesses-an absence of expenenced financial sector personnel to
prOVide needed oversight-and assOCiated mternal audIt weaknesses ThIS IS to be shored up

113 ThIS IS thought to number 19 of 29 foreign banks lIcensed to operate m Poland at end 1997 Many
of these banks are small and/or speclahzed, whIle some are assOCIated WIth large global fmanclal services
companIes
114 Two major exceptIOns are Bank Handlowy and BRE, both of WhICh have a sound reputation for
governance and management Other banks have varymg reputatIOns, but are conSidered less strong than
these two banks
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with a commitment to strengthen the mternal audit function by encouragmg greater separatIOn of
functIons, mvestmg m better systems, generatmg better management mformatlOn, provldmg
better compensatIOn for mternal auditors, and protectmg mternal auditors from bemg released
unless a maJonty of the supervisory board votes for such a release As the market becomes more
competItive, the onus will be on boards to devise appropnate strategic plans and to set
correspondmg nsk tolerance levels to the varIOus activities that are part of that strategy This
Will reqUIre that supervisory boards have the needed finanCial and busmess skills to comprehend
the growmg compleXities of nsks the banks will soon face Management lIkewise will need to
ensure the personnel, systems and procedures are m place to Implement the strategies and to
Identrfy, contam and commUnIcate major deViatIOns when unanticipated nsks matenahze These
challenges Will only become greater as the market expands, greater resources are at nsk, and
mcreasmg globahzatlon of markets adds to the sensitivity of some of the nsks However,
Poland's banks have generally shown progress m recent years This has been most noteworthy m
terms of the finanCial and operational restructurmg of most state-owned banks smce senous
reforms began m 1993 Listed banks are showmg better performance than many other banks m
the market This IS partly related to the ngorous mformatlon reqUIrements Imposed by the
market for ongomg mvestment The major banks have had external audits conducted for the last
several years consistent With lAS Boards and management have focused on loan portfolIo
restructurmg, the mtroductlon and observance of stncter credit pohcles and controls on new
lendmg flows, safe and prudent mvestment m government secuntles to recapltahze, and
comphance With prudential regulatIOns With regard to provIsions for loan losses, hqUldlty and
capital ratiOS, a range of exposures-mterest rate, exchange rate, pncmg, term-, and nsks
associated With the growth of off-balance sheet Items Compared to five years ago, the larger
Pohsh banks are far more competitIve than they were Thus, governance and management at
most banks appear to have been satisfactory through the mltIal reform phase of restructunng
What remams now IS the ability of boards and management to attract capital, generate earnmgs,
and manage nsks m an mcreasmgly competitive and complex environment Particularly If the
economy were to slow from ItS fairly heated 6 percent real growth smce 1994, the outcome of
thiS challenge Will say much about the finanCial conditIOn and mstltutlOnal competitiveness of
the Pohsh banks movmg mto the 21 51 century Score 3

• Accordmg to the Company Law, the legal process for formmg and reglstenng a company m Poland IS
farrly straIghtforward The process takes one to three months, although In some cases It can take up to
a year There are clear gUIdelines for types of corporate structure, and the general obhgatlOns of
directors There are also restnctlOns on mSlder deahng of shares m pubhcly hsted companies As for
banks, the Bankmg Act elaborates reqUIrements expected of banks' boards and management teams,
speCifies mlmmum capital and capital adequacy reqUIrements for a hcense, hmlts mSlder dealmgs to
10 percent of a bank's core capital, defines other hmlts on a range of exposures, stresses mtemal audit
and disclosure reqUIrements, and descnbes penalties for legal VIOlatIOns

• Cross-ownership IS now permitted as legal barners to umversal bankmg are commg down However,
there are clearly speCified hmlts on the amount of exposure banks can have In non-bank compames
ThiS mcIudes bmlts on bank shares m mdlvldual compames or funds to 15 percent of bank capital, and
total exposure of bank Investment m compames and funds to 60 percent of bank capital There IS an
allowance for banks to convert debt to equity, but on the basIS that such eqUIty WIll be sold wlthm
three years The CommISSion for Bankmg SupervISIOn IS empowered to request and share mformatlOn
WIth other regulatory bodies m the penSIOn, msurance and Investment fields to ensure that banks and
other mstltutlons remain In comphance WIth regulatIOns It IS expected that increasing liberalizatIOn
Will be accompamed by increasing overSight to ensure that nsk parameters are not exceeded

• Mmority shareholders are partly protected In Poland under Company law They have the nght to pool
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theIr votes to ensure at least one member who represents theIr mterests SItS on the board Shareholders
are also gIven preemptIve rIghts on the Issuance of new shares ThIS helps to protect a mmorIty
posItIon from bemg dIluted, at least on non-commercIal grounds However, companies are not
reqUIred to send proxy forms to shareholders 10 advance of meetmgs As Poland IS seekmg to expand
ItS capItal markets actIvity and to gam entry mto the EU, It IS expected that protection ofmmorIty
shareholder rIghts Will be mcreasmgly and satisfactorIly mamtamed 10 accordance With "mternatIOnal
standards" To date, It has not appeared to be a problem for strategic mvestors m bankmg mstltutlons

• Governance m the bankmg sector has unproved smce the restructurmg ofthe seven state-owned
commercial banks began 10 1993 The hard budget constramt unposed on non-prIvate commercIal
banks played a slgmficant role 10 strengthemng mternal governance and management This led to
better oversight of management performance (based on strategic targets to pOSitIOn the banks for
subsequent prIVatizatIOn), unproved mformatlOn and reportmg systems, high standards of
accountabilIty, and the adoptIon of new credit procedures under commercIal condItIons WhIle four lls

of the seven state commerCIal banks that were part of the restructurmg program, and three116 of the
four major speclahzed banks have not yet been majorIty prIvatIzed, It IS beheved that much of what
prOVIdes the remammg publIc banks wIth a measure of franchIse value IS theIr strengthened
governance and management This IS bemg tested m 1998 With the prIVatIzatIon of the remammg
commerCIal banks (mostly under the Pekao SA Group banner) However, despIte progress, the state
has been slow to permIt full-blown prIVatIzatIOn based on strategic mvestment The entry ofprIme
rated foreIgn banks was slowed conSIderably from 1992-95 to proVIde tIme for domestIc banks to
restructure mtemally and recapltahze from mvestments 10 government secuntles WhIle PolIsh banks
are now more competItIve than m 1992-93, there are questIOns about whether the more gradual
approach has actually delayed the benefit of management know-how, Improved mformatlon systems,
market hnks, and pohcles and procedures for Improved oversIght of bank management that tends to
come from strategic mvestment In effect, the Treasury (Mmlstry ofFmance) and NBP became the
banks' strategIC mvestors, the former exerclsmg governance over the banks while the latter controlled
hcensmg pohcy and supervIsIon On a finanCIal baSIS, such an approach has left the Pohsh bankmg
system WIth lImIted capItal, stlflmg growth to date

• There are no restrIctIons on compensatIOn-salarIes and benefits--of bank dIrectors, managers and
employees However, the CommIssIon for Bankmg SupervIsIon can restrict salarIes, benefits, dIVIdend
payments and other bank expenses 10 the event ofneeded correctIve action

3 4 Non-Bank CompetItIOn The non-bank sector IS begmnmg to expand In some cases, Poland
has done an excellent Job m developmg non-bank mstltutlons-namely m the capItal markets
However, m other cases, there has been slow progress-notably m the msurance sector and
leasmg On the pOSItIve SIde, there IS already conSiderable turnover on the stock exchange, and

rapid growth IS expected on WSE as well as the CeTO market ThIS WIll help banks m expandmg
theIr potentIal market for chents WIth SUItable eqUIty financmg, as well as prOVide better
finanCIal mformatIOn and accountabIlIty standards In other areas, there IS progress Insurance
premIUms are mcreasmg, and open market competItIOn IS expected to mtenslfy from 1999 on Il7

The key questIon III the msurance sector IS the fate ofPZU, the finanCIally troubled Illsurance

115 These are the three commerCIal banks-BDK of Lublm, PBG ofLodz, and Pomorskl of
Szczecm-that have been grouped together mto the Pekao SA Group along WIth Pekao SA, and Bank
Zachodm of Wroclaw The prIVatizatIon process for the Pekao SA Group began m June 1998 WIth an IPO
for 15 percent of the bank The smaller Bank Zachodm IS expected to be prIvatIzed later m 1998
116 Pekao SA, BGZ and PKO BP The first one IS bemg prIvatized 10 1998-99, and the second IS
slated for prIvatization m 1999-2000
117 New regulatIons are expected to be ready by end 1998 permlttmg foreign msurance companIes to
sell msurance premIUms through theIr offices m Poland from January 1999 on
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giant that accounts for about two-thirds of the market but IS about $300 mIllIon Insolvent and
slated for pnvatlzatlOn In 1999 Reforms In the Insurance sector will be Important to the bankIng
sector, as several banks already have Important stakes In lIfe and non-lIfe compames A thIrd key
sector IS the pendIng emergence of privately managed pensIOn funds PensIOn reform IS one of
the key necessItIes for Poland to get ItS fiscal house In order Reforms and legislatIOn Introduced
SInce late 1996 are makIng headway PnvatIzatlOns In 1998-99 wIll provide proceeds to assist
With ImplementatIOn of pensIOn reform MeanwhIle, mutual/Investment funds, venture capital
firms, and leaSIng operatIOns are expected to Increase their presence In the coming years A new
framework for leaSIng IS In process to reconcile current tax incentives With internatIOnal
standards ThiS will have to be accompamed by an Improved accountIng framework for leaSing,
which the current Accounting Act does not cover A legal framework IS now beIng put In place
for mortgage banking, which wl1l allow for the trading of mortgage bonds However, here, tIme
wIiI be reqUIred to strengthen registries, courts, bankruptcy/lIqUIdatIOn procedures, and market
mechamsms for credit risk evaluatIOn and collectIOn All of these developments are Important
for the banking sector given their brokerages, ownership stakes In Insurance compames, and
expected activity In mortgage finanCing and leaSing As the markets broaden and deepen, risks
wl1l hkewlse prolIferate In particular, the risks aSSOCiated With seCUritizatIOn w111 Increase, as
Will exotic features attached to differing mstruments to fill portfolIo mches Now that new
legislatIOn proVides banks With more of an opportumty to enter non-bank actiVIties, they w111
have to apply proper management prInCiples to prevent systemic or highly damaging risks from
materialIZing Above all, up-to-date InformatIOn systems, effective and accountable management
structures, well-coordinated nsk management procedures, and substantial capital and reserves
for unforeseen risks Will be needed It IS expected that over time, there wIiI be a consohdatlOn of
finanCial services company shares of assets and depOSits which would cut across traditIOnal
"bank" and "non-bank" claSSifications The cross-ownership of banks In Insurance proVides
some indication of how thiS might evolve However, as the banking sector Itself IS lIkely to
undergo consohdatlOn In the coming years, It Will take at least that long to develop across
sectors Score 3/3+

• There were 1,295 cooperative banks at end-1997, down from 1,653 as recently as 1993 Their total
assets and depOSits account for about five percent of the total bankmg system These banks are
remnants of the BGZ system set up to finance and prOVide safekeepmg services for the agnculture
sector and rural populations New legislatIOn regulatmg mortgage credit institutIOns and the Issuance
of mortgage bonds was passed m August 1997, although there IS lImited mortgage actiVity

• Capital markets activity m Poland has focused on the Warsaw Stock Exchange (WSE), which has been
active smce 1991 under the new market-based framework Market capitalIzation was estImated to be
about ZI43 bIllIon m mld-1998, or about 8-9 percent of proJected 1998 GDP 118 This compares With
market capitalIzation of only $8 4 billIon at end 1996-about 6 percent of GDP-and $4 6 bIllIon m
1995-1ess than 4 percent of 1995 GDP In Apnl 1998, WSE had 165 eqUIty secuntles lIsted, as
compared With 83 m 1996 and 16 m 1992 By end 1998, 200 IIstmgs are expected One weakness IS
the lImited mvestment from mutual funds, which only accounted for about 2 percent of mvestment on
the exchange This IS because Poles stIll place only a lImited amount oftherr savmgs In mutual funds
There are about 150,000 mutual fund accounts estimated to be about 23 percent of total saVIngs To
lIst on the WSE pnmary market, certaIn mInimum reqUIrements must be met 119 A parallel market for

118 ZI 43 bIllIon approXimated $12 4 bIllIon at June 1998 exchange rates GDP could approxImate
$150 bIllIon m 1998
119 These mclude share values must have a mmImum value of ZI 24 mIllIon, whIle other secuntIes
must have a mInImum value of ZI 12 millIon, the lIstmg company's share capital must be at least Zl 7
millIon, the value of shares to be admitted must be at least Zl 12 mIllIon, which must be at least 25 percent
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smaller companIes has also been establIshed, WIth easIer hstmg reqUIrements As of end 1996, there
were more than 24 mvestment banks and advIsers, 43 brokerages, 13 emergmg market funds, IS
natIOnal mvestment funds, and 12 venture capItal funds WSE has long been heavIly weIghted towards
banks m terms of value Bank stocks accounted for 33 percent ofWSE market value at end 1996,
followed by chemIcals (19 percent), tradmg (17 percent) and food (10 percent) These trends were
bolstered by the pnvatIzatIon of Bank Handlowy and PBK-Warsaw m 1996-97 The pnvatlzatlon of
Pekao SA Group wIll contrIbute addItional value to the WSE-the 15 percent IPO generated about
$270 mIllIon m June 1998 The pnvatIzatIOn of Bank Zachodm should also make a mmor contrIbutIOn
WSE also trades government secuntles-state bonds and treasury bIlls-whIch are responsIble for
attractmg sIgmficant portfolIo mvestment from abroad

• In addItIon to WSE, there IS also the CeTO, or over-the-counter market for compames that do not meet
the SIze reqUIrements of the WSE MImmum reqUIrements for CeTO pertam more to share regIstratIOn
and mformatIOn dIsclosure based on regulatIOns ThIS market IS geared to accommodate SMEs,
partIcularly those that are generatmg pOSItIve cash flow but are unable to obtam the levels of fmancmg
needed for major mvestments As of early 1998, CeTO had 25 compames lIsted, and capItahzatIOn of
$400 mIllIon Dally tradmg exceeded ZII bIllIon m early 1998 By end 1998, CeTO projects 50-60
companIes WIll be lIsted, and market capItalIzation WIll approach $1 billIon ThIS market's growth
could accelerate If a "recompensatIOn" program valued at ZI14 bIllIon takes effect 120

• In 1997, Poland passed three penSIOn reform bIlls One ofthe bIlls transforms the pay-as-you-go
penSIOn system to a system that IS more mIme WIth the three-pIllar approach bemg adopted m the
regIOn 121 ThIS calls for the mtroductlon ofa second pIllar to the penSIon fund scheme-mandatory
contrIbutions to regulated but pnvate pensIOnfunds-to go along WIth the first and thIrd pIllars
(mandatory contrIbutions to state funds, and voluntary contributIons to pnvate funds, respectIvely)
Thus, by establIshmg pnvately managed, fully funded penSIon funds to supplement the fIrst pIllar,
fiscal and penSIOn reform are expected to serve as a catalyst for capItal markets development The new
penSIon system wIll benefit from the proceeds of prIVatIZation transactions Key reqUIrements are
expected to mclude mmrrnum capItal ofECU 4 mIlhon, hmIts on cross-holdmgs, prudent standards of
governance and management, mdependent supervISIOn, and prudent mvestment gUldelmes WhICh wIll
Irrnlt mvestments to nsk-free secuntles m Poland and OECD countries, bank depOSits and secunties,
lIqUId and quoted shares on WSE, mvestment certificates m mvestment funds, traded and fully-secured
local government secunties and bonds, bank-guaranteed domestic bonds, and m foreign bonds and
eqUIties Issued by frrms registered m OECD countries and traded on the mam markets of the OECD
counmes Over trrne, these approaches combmed With changes already made m the mdexatIOn system
are expected to generate SignIficant fiscal savmgs by reducmg transfers from the budget for SOCial
msurance and labor funds Mandatory contributions are expected to be 1-2 percent ofGDP m the next
few years WhIle thIS wIll lead to reduced fiscal revenue, It WIll lead to even further reduction m
expenditure for a favorable net benefit The new system also tightens ehgibIlIty reqUIrements for the
fIrst pIllar-a hIgher retIrement age was mtroduced, and sectoral pnvIleges were elImmated Thus, m
the mterrrn, about a quarter of all mandatory contributIOns are likely to flow mto the mandatory second
pIllar

• There IS a growmg msurance sector m Poland In 1997, total gross premIUm mcome was about ZI12 3
bIllIon ($3 84 bIllIon)122, or about 2 7 percent of GDP These figures were up nearly 51 percent from
Zl8 1 bIllIon (about $3 bIllIon), or 22 percent ofGDP In 1994, these figures were Zl4 0 bIllIon

of the total shares ofthe company, there must be at least 500 shareholders of the shares to be admItted, and
combmed pre-tax profits of the company Issumg shares must be at least ZI5 mIllIon for the preVIOUS three
years
120 ThIS program would Issue vouchers as compensatIOn to government employees whose
wages/salarIes were rrnproperly mdexed The vouchers could then be mvested ill the markets
121 See The Act on OrgamzatlOn and FunctlOmng o/PenslOn Funds 0/28 August 1997
122 Average exchange rates m 1997 were Zl 3 2 to one dollar
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($1 76 billIon), or I 9 percent of GDP Thus there IS a clear trend m terms of premIUm mcome growth
both absolutely as well as m terms of GDP PremIUm mcome growth IS from lIfe msurance products as
well as property and casualty polIcies 123 However m terms of profitablhty the sector IS movmg m
two different directIOns The sector generated a meager Zl36 2 mllhon ($11 3 mllhon) m net profits
after showmg losses m 1996 In terms of segments, hfe Insurance Increased profits 80 percent In 1997,
to ZI 213 mllhon Meanwhile, property and casualty losses showed about the same losses In 1997-ZI
176 mllhon-as m 1996 Most of thiS IS wIth PZU ConcentratIOn m the sector IS begInnmg to break
down Less than a decade ago, there were only two state-owned Insurance compames-PZU and
Warta-eompared with at least 33 at end 1996 In 1991, PZU was broken up mto two compames
focusmg on hfe and non-hfe msurance products to conform to legIslatIOn separatmg the two actIVities
However, m terms of ownership, PZU owns 99 percent ofPZU-Llfe, and PZU IS 100 percent owned
by the state PZU and PZU-Life accounted for about 70 percent of gross premIUm mcome, and Warta
accounted for another 9 percent These three compames also had nearly half the offices of the sector m
Poland, reflectmg their broad retail coverage Thus, concentratIOn remams m both lIfe and non-lIfe
However, the next seven msurance companies account for about 15 percent of gross premIUm mcome,
and these firms were generally estabhshed m the early 1990s Thus, there IS some movement towards
competitIOn, and thiS IS expected to mtenslfy from 1999 on With the mtroductIOn ofamended
legislation One of the key trends m the msurance sector IS the growmg cross-ownership between
banks and msurance firms Banks' stakes m msurance firms mclude the followmg Bank Handlowy
owns a smalI stake m PZU-Llfe PBK-Warsaw owns 20 percent of Warta as well as 100 percent of Its
own msurance firm, WBK owns 10 percent of Commercial Umon, PBG owns nearly 41 percent of
Heros non-hfe and 5 percent of the hfe company, BISE has a nearly 17 percent stake m TUW,
Gdanskl has a nearly II percent stake m Azur and ING owns 100 percent of ItS msurance concern
Further, there are many dIstributIOn arrangements m which banks and msurance companies
cooperate 124 Thus It IS anticipated that Poland's banks will Intensify their actiVities m msurance as
barrIers to umversal bankmg have come down, bancassurance offers retaIl synergies, and mcomes and
demand are rIsmg Most firms have "cooperatIOn" agreements With msurance firms m SWitzerland and
Germany Poland's amended Insurance Law of 1995 bnngs the msurance sector closer to EU
standards 125 This Will be further amended m late 1998 to permit foreIgn msurance companies to sell
msurance premIUms from their offices m Poland, further mtenslfymg competitIOn m the sector and
acceleratmg openness to foreign mvestment, some of which has already entered the market
Commercial Umon and American Insurance Group are but two widely recogmzed names 126 However
two bankruptcies m 1995-96127 mdlcate that adequate regulatIOns are not enough to guard agamst
msolvency Low levels of capital and poor risk management contributed to these bankruptCies The
estimated Zl 1 bllhon capital shortfall of PZU further remforces thiS pomt, particularly m the case of
property and casualty when unanticipated risks such as floodIng are preCisely the kmds of events

123 Property and casualty mcreased 53 percent m 1997, to Zl 8 25 m premIUm mcome Life Increased
47 percent m 1997, to ZI 4 06 bI1hon See Polzsh News Bulletin, 20 Apnl 1998
124 See Polzsh News Bulletin, 17 Apnl 1998
125 Formulas for solvency margms are In comphance With EU regulatIOns, as are guarantee capital
and "own funds" gUldehnes Investments are regulated and Insurance companies must notify Poland's
mdependent msurance regulator-the State Office of Insurance Supervision-If It purchases more than 10
percent of the eqUIty capital m a different company, and of any mvestments m a dependent company A
Guarantee Fund has been estabhshed Upper hmlts on admissable Investments as a percentage of net
techmcal reserves are speCified m a manner consistent With EU gUldelmes These mclude up to 100 percent
for mvestments m government secuntles, up to 100 m bank depOSits (but not to exceed 20 percent of the
bank's own funds), up to 30 percent m quoted shares, up to 15 percent In non-quoted shares (With a 10
percent hmlt for IndiVidual company shares), up to 15 percent In loans secured by hfe Insurance pohcles,
up to 25 percent for mvestments m real estate (With a 5 percent maXImum per proJect), and up to 5 percent
m bonds and loans for mortgages
126 Others WIth a currently hmlted presence-Alhanz, Aegon, CIGNA-are expected to playa larger
role as the market opens up
127 These were the Hestja and Gryf compames
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whIch requIre deep reserves Other smaller PolIsh msurance frrms are reputed to generate msufficient
premIUm revenue relatIve to theIr overhead

• There are 39 leasmg companIes operatmg m Poland Leasmg has not yet fully developed due to tax
mcentlVes, and problems assocIated WIth collateral Current tax legIslatIon permIts double-taxatIOn,
first on mcome from operatmg leases and then on the sale of eqUipment ThIS can be arbItrary m some
cases due to a weak legal and accountmg framework Another dismcentIve IS that the lessor can not
expense depreCiatIOn as a pre-tax Item New laws are aImed at strengthenmg the legal and accountmg
framework for leasmg The new Pledge law assIsts m thIS dIrectIOn wIth regard to lIen perfectIon and
collateral values However, there are current rIsks to banks m terms of theIr exposure to leasmg
companIes FIrst, banks are lendmg agamst receIvables These receIvables are collateralIzed by assets
However, the value ofthose assets IS frequently consIdered to be hIgh for leasmg companIes to access
greater bank fundmg Second, because many leasmg companIes are reputed to be undercapItalIzed or
to engage m fraudulent conduct, they can be assessed back taxes In some cases, thIS can close them
down In the absence ofwell developed reposseSSIOn and court procedures, banks run the fIsk of losmg
on theIr leasmg exposure
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS The
PolIsh bankmg system IS adequate 10 terms of baSIC financial mdicators--eapital adequacy, asset
quahty, mcreasmg lIqUidity-but It IS stIli small by global standards 10 terms of financial value
and mtermedlatlOn levels For mstance, total capital 10 the Pohsh bankmg system at end 1997
was $6 bllhon, and assets were only about 50 percent ofGDP Such low levels of capital hmlt
the resources avaIlable for lendmg and mvestment WhiCh, 10 turn, means that Poland wIll need
more time operatIOnally before It IS considered competitive for the ED market WhIle many
trends are favorable-better macroeconomIC conditIOns and Improved finanCial conditIOn of the
banks compared to the early 1990s, Improved governance and management at the largest banks,
mvestment 10 new technologies and trammg, development of effective bankmg superviSIOn,
mcreasmg transparency, hIgh levels of accountablhty, contmumg demonopohzation-other
trends are less promIsmg Generally, the fear of competitIOn from large foreIgn banks has led to
a consohdatlOn strategy whIch has slowed real pfIvatizatIOn and modernizatIOn ThIS has
Impmged on earnmgs, stunted the growth of retail bankmg, and slowed the development of
needed fisk management systems for the next stage of bankmg system development-umversal
bankmg-based on more diverSified loan portfohos, a Wider range of mvestment optIOns,
mcreased prOVISIon and selectIOn of services, broader product and/or market focus, and active
pOSitIOns 10 traditionally "non-bank" finanCIal actiVItIes such as msurance, pension fund
management, and venture capItal WhIle these trends are currently 10 process, Poland would
probably have a more competItIve bankmg system today had It not been so reSIstant to foreign
Investment until recently Notwithstandmg such reSIstance, Poland has generally demonstrated
favorable trends 10 the last several years CapItal adequacy ratIOS are sound according to BIS
gUidehnes, WIth the median value of fisk-based capItal at 17 6 percent at end 1997, and 73 of 81
banks operatmg at year end 1997 havmg fisk-adJusted capItal In excess of 8 percent Asset
quahty has Improved as banks have generally cleaned up loan portfohos, although many banks
may be takmg on excess fisk m theIr consumer lendmg/mstallment financmg actiVities, and 10

third party transactIOns mvolvmg loans and guarantees Earnmgs were adequate m 1997,
although not outstandmg-$1 3 bIlhon after-tax, for ROA of2 percent LiqUidity IS somewhat
constramed by monetary pohcy whIch has focusea on the steady reductIOn of the mflatIOn rate
Without permlttmg excess exchange rate volatIlIty DepOSit moblhzation has Improved, partly
reflectmg the fIsmg real mcomes of households, and theu mterest m some of the term depOSits
offered by the bankmg system However, there IS stIli slgmficant concentratIOn m the holdmg of
depOSIts, With three banks accountmg for a 56 percent share of total Such concentratIOn
weakens lIqUidity at the other banks The mterbank markets are functlOnmg well, but they are
thm In the absence of a developed corporate bond market, banks are mcreasmgly drawmg on
theIr access to syndicated loans for term financmg A dual and mterrelated challenge m the
commg years Will be the ablhty of the system to mcrease overall hqUldlty, and for banks to
prudently manage portfohos and hqUldlty to mstlll confidence WSE IS stIll heavIly weighted
towards banks-banks accountmg for one thud of net assets are traded on the exchange, up from
21 percent at end 1996-and thIS proVides further mcentives for prudent management for
performance and growth However, the temptatIOns to take on high levels of fisk as margms
narrow WIll reqUire slgmficant overSight, both from bank boards as well as from regulators and
the markets Here, strategic mstitutlOnal mvestors are of cfIticallmportance to the system from
both the "buy" and the "sell" Side All of thIS pomts to the abilIty of banks to properly manage
fisk as the market opens up to mcreaslng competitIOn Several questIOns remam With regard to
(I) the near-term pace of pfIvatlzatlon and consolIdatIOn m the mcreasmgly umversal bankmg
system, mcludmg the Impact of these factors m the msurance sector With regard to cross
ownership, (n) the abIhty to raise capital and mtermediatIOn levels to a pomt needed for
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competItIveness by globallEU standards, (m) rIsk management capacIty as bank asset structures
grow and take on more and dIverse rIsks, (IV) the sustamability of earnmgs as banks adjust theIr
rIsk tolerances and venture mto actIvItIes m whIch they have lImIted experIence-PolIsh banks
from a product standpomt, and foreIgn banks from a local market standpomt, (v) the abIlity to
manage credIt rIsk and absorb losses as banks VIe for non-blue ChIp busmess, extend credIt for
longer perIods, and provIde loans wIth dlffermg mterest rate and currency features, (VI) the
willingness of mId-sIzed PolIsh companIes to adapt to mternatIOnal standards of transparency
and dIsclosure to obtam added finanCIng, partIcularly as many compames stIll conceal
InformatIon from fiscal authOrItIes, (VIl) the abIlIty of regulatory authOrItIes to momtor for more
"exotIc" rIsks-off-balance sheet Items, derIVatIves-and to contam those rIsks when adverse
effects occur, (vm) the overall abIlIty to WIthstand contagIOn effects, as was recently threatened
by concerns about the ruble and could occur If demand slows m Western Europe, and (IX) the
abIlIty of the bankIng system to weather a downturn m the economy after several years of rapId
growth Poland has made progress over the last several years, spurred on by membershIp In
mternatIOnal orgamzatIOns and prospects for mtegratlon mto the European UnIon However,
gaps remam m terms of Income levels and competItiveness Now that Poland has stabIlIzed Its
bankmg system, the next round of challenges will be to close the gap m competItiveness so that
Poland's economIC landscape IS mdlstmgulshable from that found among Its ED neIghbors ThIS
WIll reqUIre slgmficantly greater mvestment and Improved management systems adapted to the
rIsks assOCIated WIth mcreasmgly rapId and complex movements m the global economy Score
3

41 CapItal Adequacy Poland's banks are adequately capItalIzed by rISk based on BIS
standards, although they remam small m terms of average and total capItal-nearly half of
Poland's banks would eIther not meet EU mmlmum capItal reqUIrements or would be barely
above these mInImUm levels Total capItal m banks was Zl21 2 billIon at end 1997, or about $6
bIllIon On a rIsk-adJusted baSIS accordmg to BIS gUIdelInes, bankmg system capItal was Zl 17 9
bIllIon, or $5 1 bIllIon Nettmg out cooperatIve banks from the total, thIS amounts to about $60
mIllIon per operatmg bank at end 1997 RatiOS are sound, WIth medIan rIsk-based capItal at 17 6
percent of assets Accordmg to NBP, three quarters of banks had rIsk-based capItal ratIOS m
excess of 12 percent, and 73 were at or above 8 percent Only SIX banks were technIcally
msolvent, all ofWhICh are In the process of Implementmg rehabIlItatIOn programs CapItal ratIOS
have been strengthened m recent years by hIgher earnmgs after factormg In prOVISIons for loan
losses, hIgh levels of government SeCUrItIes mvestments (WhIch are zero m terms of rIsk
weightmg), and better control of new lendmg flows WhICh has brought claSSIfied loans down to
10 4 percent at end 1997 from 31 percent at end 1993 For lIsted banks, WSE share prIces of
banks are good, WhICh also prOVIdes capItal strength and needed financmg Thus, capItal appears
adequate However, among Poland's 81 operatmg banks reportmg at year end 1997,29 had gross
own funds (unadjusted for rIsk) below Zl 20 mIllIon-about ECU 5 mIllIon, the mInImUm
reqUIred for a bankmg lIcense m the EU Another 11 banks were below Zl 40 mIllIon Thus, at
least half of Poland's banks are below the mimmum, or would be around the mimmum for a
lIcense once capItal IS restated accordmg to BIS gUIdelInes Movmg forward, apart from Pekao
SA Group, It IS unlIkely that Poland WIll be able to attract extraordmary InjectIOns of capItal
from prIme-rated foreIgn mstItutions through prIVatIzatiOn The only other large publIc banks are
PKO BP and BGZ, both ofwhIch have problems that would lower theIr franchIse value due to
problem loan portfolIos, exceSSIve branch networks, and/or politIcal compleXItIes that would
make serIOUS operatIOnal restructurIng dIfficult and flsky to manage Thus, bankmg sector
capItal growth Will now lIkely have to come from retamed earnmgs, asset qualIty and Size, and
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the abilIty to float shares or obtam eqUIty from other sources, and not from pnvatIzatlOn
proceeds In recognItIOn of this need for capital, trends towards market openmg are pOSItIve, as
they are m the msurance sector Any attempt to reverse such a positIOn is hkely to slow market
hberahzatiOn, which would hkely hmder capital growth and slow progress towards
competitIveness At the micro level, capital adequacy ratIos Will need to be adjusted as banks
shift resources from mvestments m government secuntIes to mcreasmgly nsky exposures Thus,
there Will be even greater challenges ahead m mcreasmg aggregate capital mto the system, as

well as ensurmg the adequacy of capItal on a nsk-adJusted basIs Score 3

• Poland's methodology for calculatmg capital adequacy ratIOs as well as capital targets is consistent
With ED and Basle standards These changes were mtroduced m 1993 after the magmtude of loan
losses was uncovered m many of the larger public banks, and the degree to which this distorted
earnmgs and capital Smce then, NBP has stnctly enforced these measures as part of itS regulatory
overSight function of the banks-through regular reports, off-Site surveillance, and on-site mspectiOns
In addition to NBP overSight, all public and listed banks are reqUlred to have annual external audits
conducted accordmg to lAS The findmgs of the auditors are presented to NBP Most of the forelgn
controlled banks have annual audits accordmg to lAS as a matter of routme, as well as well-developed
mternal audit functions and regular reportmg to boards Thus, many of Poland's largest or newest
banks appear to have their capital pOSitions well scrutmlzed on an ongomg baSiS Banks will need to
adjust their nsk weights as they lend more, expose their portfolios to more off-balance sheet nsk, and
mvest less proportiOnally m government secuntles As of end 1997, most banks are generally
conSidered to be strong on a capital adequacy baSiS However on an average and aggregate baSIS
capital is conSidered msufficlent to meet global competitiveness standards

• Poland has been erratic m itS approach toforelgn ownership m the bankmg sector Imtlally, bank
licenses were Issued liberally to domestic and foreign applicants as the system was transformed from a
monobank system to a two-tier system As elsewhere, low entry reqUlrements m the absence of
superviSOry capaCity ushered m a host of problems-among them mismanagement and fraud-which
led to a penod ofrestructurmg and retrenchment Dunng thiS latter penod, from 1992-95, NBP
followed an unoffiCial licensmg policy which attempted to steer foreign banks towards eXistmg Polish
banks This led to limited foreign mvestment Smce 1995-96, the market has agam begun to open up
to strategic mvestors, although less openly than mother nelghbormg markets Foreign ownership now
accounts for only 12 5-17 5 percent of net assets, loans to the non-financial sector, and depOSits, and
about a quarter of core capital Foreign-controlled banks are also comparatively small by global
standards, which suggests that they have yet to commit sigmficant resources to the Polish
marketplace Part of thiS may be due to a less than fully open enVironment for foreign-controlled
banks which has bypassed the focus on strategic mvestment m favor of mmonty and diluted shares m
eXistmg Polish banks, or the greenfield alternative which reqUlres time to take off and mature m the
marketplace There have been some successes at Bank Slaskl and Bank Wlelkopolski However, by
and large, the mvestment and presence of foreign banks has been limited m spite of Poland's real
growth rates, populatiOn base, and nsmg purchasmg power A more resolute pohcy of restructurmg
and pnvatlzatiOn, mcludmg hqUldation, might have led to mcreased mvestment However, thiS
approach has been consistently rejected m Poland due to political complicatiOns as well as fears
ongmatmg from the early stages of the reform process

42 Asset Qualzty Asset qualIty IS perceived to be satisfactory for now, although there are

questIons about underlymg qualIty m the event of an economIc downturn In some cases, assets
are conSIdered overvalued due to generous assumptIOns regardmg collateral or real estate values

Loan portfolIos to enterpnses and households account for 40 percent of assets, and the
mcremental growth m bank assets smce 1995 has generally been from new lendmg flows Loan
portfolIos were largely cleaned up at the commerCIal banks m 1993-94, although questIOns
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remam about portfolIo qualIty at some of the larger "specialIzed" banks Throughout the system,
the trend towards mcreasmg consumer loans needs to be momtored, both m terms of underlymg
qualIty as well as off-balance sheet rIsk In the event of an economic downturn With a 50 percent
mcrease m the stock ofloans from 1995-97 and flat returns for banks from loans to the blue chip
sector, banks have mcreased lendmg to smaller compames and to Individuals m the hopes of
generatmg earmngs from higher spreads In these rIskier markets There are asset-based and
prIcmg-related rIsks for banks to be mmdful of, as well as broader market rIsks In terms of
assets, some of the lendmg banks are provldmg IS agamst mtermedlanes' receivables that are
secured by asset values Such asset values, as well as recovery rates on receivables, could declIne
markedly m the event of an economic downturn In some cases, the source of fundmg for these
loans IS thought to be foreign currency-denommated, which IS then lent m zloty at higher rates
Thus, there may be some exchange rate and mterest rate rIsk assocIated With such lendmg
patterns Pubhshed NBP reports do not break down foreign currency exposures on a weIghted
tlme-to-maturIty baSIS ThiS mformatlon would be useful In measurIng open POSitIons and how
they relate to exchange rate and mterest rate nsk WIth regard to loan quahty Poland's
comparatIvely hIgh mterest rate enVIronment alone presents nsks to underlyIng asset quahty,
even If there IS hmlted term exposure and asset-hablhty management practices generally observe
prudent matchmg strategIes RIsks appear to have dlmlmshed recently due to the strength of the
currency and general declIne m mflatIOn rates However, a weakenmg of the economy and
exchange rate could reverse thIS trend OtherwIse, government securIties still represent a
SIgnificant portIon of the balance sheet-20 percent of total assets-whIle nearly 7 percent
represent SeCUrItIes Issued by parties other than Treasury AdditIonal lendmg mto the mterbank
market and to government IS conSidered safe, accountmg for about 16 percent of assets Fixed
and other assets represent 10 percent of total About 7 percent of assets are held at the NBP
Thus, the mam underlymg questIOns regardmg asset qualIty are (I) rIsks assocIated With the loan
portfolIo, particularly consumer loans and assocIated mterest rate and exchange rate risks, as
well as guarantees, collateral and other off-balance sheet Items assocIated With lendmg, (n) the
safety of mterbank lendmg, (Ill) the qualIty of mvestments In non-government SeCUrItIes, and
(IV) the qualIty of fixed and other assets Score 3/3+

• Poland's laws and regulatIOns address large exposures connected/relatedparty/mslder lendmg,
nonper/ormmg loans mterest accruals provlslOnmg, and exposure llmlts These are basically
consistent With Basle and ED gUldelmes Large exposures and nsks are consolIdated to mclude credIt,
secunties and other potential nsks

• There IS favorable tax treatment/or loan loss proVlslOnmg SpeCific proVISIOns are generally treated as
pre-tax expenses, although general prOVISIons are not Current regulations requITe that banks prOVISion
agamst claSSified loans as follows (I) substandard loans at 20 percent (after 30 days), (n) doubtful
loans 50 percent (after 90 days), and (111) loss loans at 100 percent (after 180 days) ProvlsIOnmg
expenses were about Zl 590 mIllIon m 1997 In 1993-94, these were slgmficant As loan portfolIos
began to show Improved qualIty, provlslomng costs decreased However, the surge m lendmg smce
1996 has led to an mcrease m prOVISions The overall portfolIo of the bankmg system IS conSidered far
stronger than a few years back, and adequately proVISIOned today relative to potential nsks The share
of "lITegular" loans was estlffiated to be 104 percent at end 1997, compared With 31 percent at end
1993 and 21 percent as recently as the end of 1995 Ofthese end 1997 lITegular loans about half are
conSidered "loss" and are presumed to be fully proVISIOned

43 Management Bank management has Improved m Poland m recent years New managers
who are better SUited to a market-based economy have been put m charge of older banks and are
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accountable to management and supervisory boards Shares help as a form of compensatIOn, so
that management and employees can benefit from future earnings and privatizatIOn New banks
often have younger entrepreneurs with an eye to the future To the extent the latter represents
sIgnificant nsk, these banks tend to be smaller and pose lIttle potentIal for systemIc risk as long
as they remain closely mOnitored by regulatory authoritIes for off-balance sheet Items, risky
trading exposures, and fraud Foreign banks are increasing theIr presence, and thIS will lead to
Improved management informatIOn systems and applIcatIOn of lessons from more developed
markets over tIme However, there are weaknesses In terms ofthe power and capacIty of
supervIsory boards to exerCIse governance over banks, and of management boards to sometImes
IdentIfy the nsks assocIated WIth the strategIes they are Implementing SupervIsory weaknesses
are reinforced by insufficIent Internal audIt capacIty at majOrity PolIsh banks, both In terms of
expenence as well as incentIves ThIS IS gOing to change as BIS gUIdelines are Implemented In
support of an autonomous Internal audIt functIOn that IS properly eqUIpped, trained and
compensated In terms of management, there are stili weaknesses at many banks at the middle
management level due to Job protectIOn Most banks are also Just beginning to use some of the
informatIOn generated for NBP as a management tool for competItive purposes, reflecting the
lImitatIOns of nsk management systems WIthin most PolIsh banks Management of credIt appears
satIsfactory and prudent, but questIons remain about off-balance sheet exposures, the qualIty of
collateral, and the potentIal Impact of an economic downturn on portfolIo qualIty There has not
only been a ShIft towards lending to the real sector, but such lending accounts for all the
Incremental growth of banking sector assets since end 1995 The abilIty to manage thiS will go a
long way In determining the future course of earnings, growth and stabilIty In the banking sector
LiqUIdity management appears adequate, as most banks appear to follow prudent asset-lIability
management practices However, many banks are apparently taking advantage of the lower costs
of borrOWing In foreign currency and then lending In zloty ThIS can expose the banks to
considerable exchange rate and Interest rate risk Weaknesses In the management of exchange
rate, Interest rate and pricing nsk may surface In the coming years as banks search for ways to
Increase earnings In a more competItive market Banks, Investors In banks, and NBP WIll all
need to Improve theIr mOnitoring of such nsks to aVOId unanticipated losses that could ImpaIr
capItal ThIS WIll be particularly true at the larger banks to aVOId systemic nsk To date, Polish
banks have generally followed conservatIve practIces to aVOId the transactIOns costs of Increased
hedging nsks Banks may be wtlllng to Incur these costs In the future, and If so, they and those
responsIble for oversIght Will need to be certain that hedging strategies are prudent and do not
subject the banks/sector to undue nsks Overall, banks Will need to Invest In systems and
personnel to ensure they have SUItable nsk management systems In place ThiS has already
begun, but WIll need to continue for the foreseeable future ThIS IS also an area where
competItIOn from pnme-rated banks and foreIgn Investment In Polish banks could well serve as a
deCISIve catalyst Score 3

• Some of the maIO Issues facmg banks from 1998 on WIll be theIr abIhty to generate sustamable
earnmgs 10 a more competitive enVIronment m which pressure on margms IS mcreasmg Thus, asset
growth plus a range ofnew servIces Will be needed for banks to mcrease and diverSify theIr eammgs
Fundamental rISks mclude a WIde range of credit and credIt-related actIvIties, as well as the evolutIOn
of capital markets products as a source of leverage and risk Efforts to diverSIfy sources ofearnmgs,
partIcularly gIVen the small capItal base of most banks, WIll entaIl rIsks that may constitute poor
strategic deCISions and generate periOdIC losses Management of credIt currently appears satIsfactory
and prudent, but questions remam about off-balance sheet exposures, the quahty of collateral, and the
potential Impact ofan economic downturn on portfolIo qualIty Credit to enterprISes and mdlvlduals
now accounts for about 37 percent of net assets, up from 34 percent at year end 1996 and 32 percent at
end 1995 In dollar terms, loans outstandmg to the real sector were $27 bIllIon at end 1997, compared
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with about $18 bIlhon Just two years earher when lendmg resumed 128 Thus, there has not only been a
shift towards lendmg to the real sector, but such lendmg accounts for all the mcremental growth of
bankmg sector assets smce end 1995 129 In terms of rIsk, key Issues mclude mcreasmg exposure of
bank portfohos to consumer lendmg, mcludmg the ablhty of banks to assess the cash flow, collateral
value and character of the mdlvlduals to whom the banks are lendmg A second Issue IS the
syndication of consumer loan portfohos, which some banks are reputed to be purchasmg at a discount
A thIrd Issue IS the potential for seCUrItization based on these portfohos, as IS already happenmg m a
fundamental way on a workmg capital basIs for loans provided agamst batches of receivables A fourth
Issue IS how these activIties may be affected by off-balance sheet contmgencles, namely m the form of
thIrd-party guarantees that tend to be asset-based Mmtrnlzmg on-balance sheet rIsks-loans and
secuntlzatlon holdmgs-will reqUIre sound underwntmg standards, effective momtormg of borrower
comphance With loan covenants, ensurmg adequate reportmg standards, collectmg on loans, and
perfectmg hens for adequate collateral For syndicatIOn and off-balance sheet nsks, banks Will need to
ensure that cash flow IS properly estImated for nsk-adJusted discounts/premIUms to be apphed to make
markets and to protect capital These nsks are particularly pertment m Poland today as a result of the
mcrease m consumer lendmg and mstallment finance that has occurred smce late 1995 With up to 2 5
mllhon busmesses that have no formal credit histOry, banks Will clearly need to develop strong credit
mformatIon systems and prudent strategies as exposures mcrease to the retaIl sector 130 Poland Will also
need to develop a better credit ratmg service as "plastiC cards" are more Widely CIrculated-the current
25 mllhon holdmgs are prOjected to mcrease to 65 mllhon m 2000 This makes development of the
banks' credit mformatlon bureau all the more urgent The avaIlablhty and quahty ofcredit mformatlOn
on mdlvlduals and households as well as on many enterpnses Will eventually have to mcrease for retaIl
bankmg to expand, for nsks to be prudently managed, and for fees to declme Even pnor to more open
disclosure ofcredit mformatlOn, Pohsh banks Will need to contmue to mvest m mformatIon
technologies hnked to pomt-of-sales and other electromc systems to reduce the rIsk of fraud as credit,
debit and ATM cards are more Widely used Fraud Will also have to be momtored as banks
mcreasmgly market to high net worth mdlVlduals As umversal bankmg becomes the norm, there Will
be a rIsk of connected lendmg resurfacmg Many banks own brokerage houses, and these and other
SubSidiaries frequently carry nsky assets that are not always uncovered until It IS too late However, so
far, Poland has mtroduced systems and controls that strictly momtor for such developments There IS
also Widespread understandmg m the market that such offenses are pumshable, and that regulatory
authontles have a legal mandate to enforce penalties as needed Thus, the rIsks of mSlder/connected
lendmg appear to be less m Poland than m many other nelghbormg countries Mortgage lendmg
activIties Will reqUire the development of speclahzed credit nsk management Skills, particularly as thiS
kmd of lendmg IS long-term m tenor and heaVily dependent on seCUrItization and syndication m the
markets backed by an effective legal framework for collateral Thus, banks that enter the mortgage
lendmg market Will need to enhance their management of mterest rate and pncmg nsk, monitor
changes m the tax code, and momtor movements m secondary and syndicated markets when they
develop There are also hkely to be growmg nsks associated With seCUrIties mvestments, partIcularly
as capital markets activIties are hnked to more complex and exotic mstruments that are sometImes
bundled across products and markets In terms of basIc technologies, Poland's branches Will need to be
more umversally connected to their home offices for real-time reportmg-as opposed to next day
reports The Y2K problem does not seem to be a slgmficant rIsk m Poland as much of the mvestment
m new technology IS based on systems which account for these changes NBP has CIrculated a note on
thiS to the banks consistent With BIS gUidelmes

128 Loans outstandmg were Zl44 161 ml1hon at year end 1995, or $176 bllhon TIus IS net of past
due mterest
129 At end 1995, the banks had a total ofZl 149 bllhon m assets, or $59 5 bllhon By end 1997, net
assets were Zl 240 btlhon, or $68 btlhon This IS Virtually Identical to the net mcrease m lendmg from
1995-97
130 This IS already happenmg at a number ofbanks This mcludes compensatmg balances, higher
mterest rates and fees, or IImltmg such exposure to higher mcome levels
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• As elsewhere around the world, bank boards and management wIll need to contmuously adjust theIr
nsk-takmg strategIes based on sound and tImely mformatlOn ThIs wIll reqUIre ongomg development
and modernIzatIOn of mformatlOn systems for risk management purposes Banks are currently learnmg
to use many of the reports they generate for NBP supervIsors for theIr own mternal management
purposes WhIle a posItIve step, banks wIll need to move more qUIckly to strengthen mternal controls
and oversIght of theIr mstltutlOns Strengthened systems wIll need to mclude a host of portfolIo
consIderatIOns for lendmg, tradmg and mvestment aCtlVltleS-matunty, pncmg, and currency Issues
from a portfolIo standpomt, as well as the underlymg qualIty of each asset Poland has benefited from
declInmg mflatlOn rates and fiscal deficIts m recent years, and the zloty has strengthened m 1998 due
to Poland's strong underlymg balance of payments pOSItIOn For Poland to contmue to benefit from
thIs trend, bank lendmg and mvestment wIll reqUIre an IncreasIng focus on the underlyIng soundness
of bUSIness fundamentals m asseSSIng and managmg fISk In the mld-1990s, banks prudently
recapItalIzed from safe mvestments In government secunties and relatIvely conservatIve approaches to
new loans However, more recent trends IndIcate a tIghtenIng of mtermedlatlOn spreads, promptmg
banks to adopt more aggressIve and dIverSIfied strategIes Thus, banks wIll need to demonstrate theIr
abIlIty to set prudent nsk tolerances under changmg condItIOns, and to IdentIfy detenoratlon m
lendmg, mvestment and real estate portfolIos early on to prevent such developments from havmg a
matenal adverse effect on capItal and lIqUIdIty A more stable macroeconomIc enVIronment IS already
helpmg m terms of stabllIzmg mterest and exchange rates On the other hand, such stabIlIty has
reduced net spreads and ushered m more competItIOn To Increase earnmgs, banks wIll have to
mcrease theIr volume of stable earnmg assets, and/or mcrease theIr wIllmgness to take fISk mother
actIvItIes that carry WIth It greater upsIde and downSIde potential on earnmgs PolIsh banks are
mvestmg m mformatlon technologIes and systems frequently deVIsed on thetr own or through
allIances ThIs should aSSIst WIth overall fisk management capaCIty, and the governance and
management of banks

4 4 Earnmgs After-tax earnmgs were lower m 1997 than m 1996 On a dollar baSIS, after-tax
earnmgs were $1 4 bIllIon m 1997 compared WIth $1 6 bIllIon m 1996 The 1997 figure averages
$17 mIllIon per bank, or about 2 percent ROA The reductIOn m earnmgs resulted from a
combmatIon of three factors pressure on margms m the corporate sector, reduced net spreads on
mvestments m government secuntles, and hIgher cost ratIos Reduced spreads In the corporate
sector are largely due to mcreaSIng competItIon, whIch IS also partly due to the second factor of
reduced net spreads from secunties mvestments As the macroeconomy has strengthened and
portfolIo flows have mcreased, the government's need for bank financmg has dimmished ThIS
has led to lower earnIngs from these mvestments for banks, promptmg banks to seek out new
financmg actIVItIes WIth the blue chIp market saturated and the bankmg sector becommg more
competItIve, banks have shown mcreasIng WIllIngness to lend to the nskier consumer market
Overall, there has been a 50 percent mcrease m lendmg (m dollar terms) from end 1995 to end
1997 MeanwhIle, there has been further pressure on earnmgs due to costs Cost to Income ratIos
were about 85 percent m 1997, up from 81 percent m 1996 and 83 percent In 1995 ThIs IS
mamly due to hIgh overhead costs related to personnel at maJonty PolIsh banks, and hIgh
mvestment costs m mformatIOn technologIes at all banks Most banks also have weak fee
mcome-generatIng capacIty due to a lImIted array of servIces In many ofthese eXlstmg areas
(e g, debIt cards), competItIOn IS heatmg up, further reducmg fees Score 3

• Interest contrIbutions were ZI 45 2 bIllIOn ($14 2 bIllIon) m 1997 About 43 percent denved from
mterest mcome from lendmg, 28 percent came from mterest from secuntles, 13 percent came from
foreIgn exchange gams and only 7 percent came from commISSIons and fees MeanwhIle, operatmg
costs are still hIgh due to personnel costs, premIses, and depreCiable mvestments Operatmg expenses
were Zl38 5 bIllIon ($12 1 bIllIon), or a hIgh 85 percent of gross mcome Interest expense accounted
for 53 5 percent of total, whIle general expenses were 20 percent and foreIgn exchange losses were 12
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percent From these figures, It appears that net mterest mcome approxlIDated ZI 7 8 bIllIon ($2 5
blllIon), and netforezgn exchange gams were ZI I 2 blllion ($385 mIllIon) However, due to IlIDited
earnmgs from fees and commISSIons, general expenses sIgmficantly cut mto earnmgs from lendmg,
secunties mvestment and foreign exchange tradmg More importantly, the mcrease m lendmg led to a
net mcrease m provisIOnmg charges, and thIS also adversely impacted earnmgs ProVIsIOns mcreased
m 1997 by ZI 590 milhon Overall, after-tax profits were ZI 4 4 bIllion net ofcooperatIves, or Zl 54
milhon per bank (about $17 million per bank based on average 1997 exchange rates)

• Interest rates on loans and deposIts are not subject to controls, nor are other fees Whereas banks
benefited from high net spreads through 1995, these benefits are dlIDmIshmg qUIckly due to mtensIfied
competition

• There IS lIttle eVIdence of mandated lendmg m Poland Some banks are reputed to carry loans to loss
makmg enterpnses, but most fmancIaI support to loss-makmg SOEs IS reportedly not run through the
banks Lmgermg pnvatIzatIOn m the real sector adds to the vulnerabIlIty of the bankmg system to
potential meddhng from Ime mmistnes or other government offices, partIcularly m the agnculture,
coal and steel sectors However, m general, dIrected lendmg has been sigmficantly reduced
MembershIp m the OEeD m 1996 further reduced possIbilitIes of mandated lendmg There are some
government programs to try to fill gaps, mcludmg some from donors In other cases, relief to the
sectors or enterpnses is m the form of capitalIzed mterest, arrears, soft loans, or guarantees However,
m most cases, It now appears that the bankmg sector is able to manage portfolIos WithOut government
mterference

• There IS a 38 percent corporate mcome tax rate whIch applies to banks, reduced from 40 percent m
1996, plus addItIOnal taxes In 1997, the effectIve corporate mcome tax rate for banks was 32
percent,13J compared wIth 31 percent m 1996 These rates are expected to declIne over the next several
years as the corporate mcome tax rate is reduced each year by 2 percent unt1l2000 at a 32 percent
statutory rate

4 5 LiqUidity WhIle fundmg IS Improvmg m the aggregate due to mcreasmg placement of funds
m term depOSIts, general hqUIdity at the banks IS tIght due to the NBP's restrIctIve monetary
pohcy, the concentratIon of depOSIts m three banks, the thm corporate bond market, and low
capItal Reserve reqUIrements are hIgh and were raIsed twice m 1997 Consequently, mterest
rates are hIgh The secondary markets are still weak for SeCUrItIes, whIch means banks have to
rely on real sector depOSIts for about 60 percent of overall fundmg and the mterbank market for
another 12 percent Meanwhile, PKO BP, Pekao SA Group and BGZ account for 56 percent of
total depOSIts Thus, most other banks have weak fundmg bases WhIle the mterbank market IS
relatIvely safe and meets some financmg needs--essentially through current accounts held at
NBP-rates showed some volatIhty m 1997 ThIS also emanates from the concentratIon of
depOSIts m three banks Banks also have low levels of aggregate capItal Access to syndIcated
loans has emerged as a SubstItute for corporate bonds However, low capItal hmits banks'
exposure to these hnes WhIle the payments system is safe and Improvmg, It IS conSIdered
relatively slow by modem standards All of these factors cut mto hqUIdity More broadly,
pressure on margms combmed WIth hIgh cost structures reduced earnmgs m dollar terms ThIS
also reduced hqUIdity m 1997 WIth tight monetary pohcy, shallow capItal markets, and reduced
after-tax earnmgs due to heIghtened competitIon and narrowmg mtermedIation spreads, there
may be contmued hqUIdIty constramts m the near term Score 3-/3

131 ThIS is subject to change as 1997 figures are unaudIted
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• Banks' fundmg structures have Improved In the last few years, as households In particular have placed
IncreaSIng funds with the banks In term Instruments However 56 percent of real sector deposits are
held by PKO BP Pekao SA Group and BGZ Thus most banks lack an adequate deposit base which
lImits a potentially low cost source of fundIng for the other 80 banks operatIng In the market This IS
particularly Important as pressure Increases on earnIngs In response, Poland has developed an active
but still small Interbank market-provldmg about 12-13 percent of bank fundmg However, for the
foreseeable future, what Poland will need IS a combmatlOn ofmcreased depOSits along with an active
and growIng seCUrItIeS market for bank paper to provide for lIqUIdity needs Foreign markets will also
contmue to be utilIzed for financmg and lIqUIdity, as shown In the substantial Increase m foreign
borrowmgs m I997-from $3 bIllIon to $7 bIllIon

• Bank management IS m a positIOn to manage fundamental sensitivities to priCing Interest rate and
exchange rate movements PrudentIal regulatIOns are adhered to, and bank managers have recently had
experIence with volatIlIty due to mcreased Interest rates, high levels of foreign exchange m the
bankIng system, and SignIficant exposure to foreign portfolIo flows which have challenged the
devaluatIOn polIcy ofNBP m 1998 Banks are thought to use maturIty buckets on a monthly and
quarterly baSIS, and to generally match these Where there may be a weakness IS that gap analySIS
suffers from a lack of automatIOn ofthe general ledger With lImited transactIOns or exposures, thiS IS
not much of a rIsk However as volume Increases such manual processIng may subject mOnItorIng of
Interest rate, exchange rate and prIcmg rIsk to human error NBP momtors movements m exchange
rates and sets Interest rates as part of Its open market operatIOns and focus on prICIng stabilIty NBP
might benefit In the future from reqUIrIng more detaIled and dlsaggregated reportmg 132 by banks on a
more frequent baSIS once systems are more Integrated and automated With a fairly strong reserve
posItIon a key challenge Will be mOnItorIng for a Wider current account defiCIt and the Impact thiS
may have on both exchange rates and mterest rates Interest rates mcreased In 1997 largely due to NBP
concerns that banks were finanCIng a consumer goods bInge With the Increase In mterest rates
Introduced In the first half of 1997 the current account defiCit Increased threefold In 1997 The current
account deficIt might have Increased more had these restrictions not been Introduced Early IndicatIons
are that the current account defiCit might Increase about 10 percent

• Reserve reqUirements are currently a part of mandatory bank depOSits held With NBP The level of
overall assets placed With NBP was about 7 3 percent of total assets at end 1997 This was VIrtually the
same proportIOn as at end 1996 Banks receive no compensatIOn for these reserves Reserve
reqUIrements In effect at end 1997 were 20 percent of zloty demand depOSits, II percent zloty time
depOSits, and five percent of foreign currency depOSits

• Banks are generally conSidered to be In complIance With NBP regulatIOns whIch lImit open exposures
In terms of currency, prICIng and tenor The data presented In NBP's evaluatIOn of the finanCial
conditIOn ofthe banks do not proVide suffiCient InformatIOn to make a Judgment of the asset-liability
management practices of the banks However, zloty exposures are conSidered to be generally matched,
and most exchange rate and mterest rate exposure IS thought to be prudently or conservatively hedged
The mam zloty rIsk IS thought to be With maturIty mismatches Regular reports on the term structure of
assets and lIabilItIes are presented to NBP from the banks, and supervISIon IS clearly aware of the rIsks
as are most bank managers Where there may be a shortcommg to the InformatIon presented IS m the
mix of sensItIvities-fixed or varIable Interest rates, exchange rates, and duratlOn-on a tIme to
maturIty baSIS

132 Instead of open pOSitIOns, NBP might conSider types and volumes of transactions by type of
currency and amount, any IndexatIOn features, maturIty, and Interest rate features These could be
presented on a weIghted and tIme-to-maturIty baSIS for further testIng or sensItIzatIOn The onus should be
on banks to conduct the testIng However, such reportIng could assist NBP With regard to potential
systemic rISk
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46 Operatmg and Regulatory EnvIronment Poland's bank10g system enJoys 1Ocreas1Ogly hIgh
levels of pubhc confidence WhIle 1OtermedlatiOn rates are stIll lower than In some of the
neIghbonng countrIes-and well below DECD and ED norms-deposIt mobIhzation has been
1Ocreas1Og 10 absolute terms as well as proportiOnally as a percentage of money supply and GDP
One IndIcatiOn of grOWIng confidence IS the 10creasIng share of depOSIts held WIth banks that are
term depOSIts ThIS partly explaInS the lack of alternatives, or InsuffiCient capItal markets
offenngs relatIve to demand 10 Poland However, these depOSIts would not be held 10 banks If
there was a lack of confidence In theIr soundness MembershIp In the DECD, and the broad array
of recently adopted financial sector reforms should reInforce confidence as Poland moves
towards membershIp 10 the European Dmon ConcentratiOn has dImInIShed 10 recent years, and
the best performmg banks are ones hsted on the WSE Thus, market discIphne has begun to take
hold, and mcentives are 10creasmgly 10 hne WIth global standards There has been 10creasmg
mvestment from the pnvate sector m bankmg, partiCularly smce 1996 CapItal markets are
VIewed as hqmd, stable and well adm1OIstered, albeIt small by global standards All of thIS has
been remforced by the rapid development of an effectIve bank10g supervIsIon department In
NBP whIch has prOVIded 1Ocreas1Ogly effectIve oversIght In recent years 133 Nevertheless, there
are several weaknesses that remam as concerns the operatmg and regulatory enVIronment FIrst
and most Importantly, the pnvatIzation process has been sluggIsh 10 the bank10g sector That the
pubhc sector stIll IS heavIly engaged m some of the largest banks (as well as the largest
Insurance companIes) raises questIons about the degree ofrestructunng that has taken place,
particularly at PKO BP and BGZ, notwithstand1Og recent agreements to accelerate restructurmg
efforts These banks contmue to represent a burden whIch has potentIal ImphcatIons for
monetary and fiscal polIcy (e g, lender oflast resort), the solvency and hqmdIty of the Bank
Guarantee Fund, and the abIhty of bank10g supervIsion to apply ItS mandate on an equal footmg
WIth other banks Poland has been wrestlIng for years WIth the attempted restructur10g of BGZ,
yet problems remam m the cooperatIve bank10g sector as they do In the agrIcultural sector
Above all, the Bank Guarantee Fund appears to have been utIhzed as a tool for the restructunng
of rural cooperatIve banks that IS costly, uncompetitIve, 1Oefficient, and at cross-purposes WIth
the bankmg sector's overall need for enhanced structural competItiveness There IS also concern
about PKO BP due to ItS share of depOSIts-approxImately one fifth of total m Poland, and
almost entlfely from households WhIle BGZ and PKO BP are m poor finanCial condItIon partly
as a result of pnor structural ngiditIes or the tranSItion to more hberahzed market condItiOns,
theIr attempts at dIverSIficatIon present addItiOnal management and capaCIty nsks that may only
lead to a dIfferent mIsallocatiOn of resources If not properly managed That both are bmldIng
new headquarters appears to be a costly deCISIon at a tIme when theIr finanCial condItIons are
dubIOUS That the Bank Guarantee Fund has been used to aSSIst weaker banks WIth hmited
commerCIal vIabIhty represents cross-subSIdIzatIon that mIght be more costly to sector
competItIVeness than alternatIve approaches-purchase and assumptiOn, and outrIght hqmdatIOn
Thus, mIsuse of the Bank Guarantee Fund and larger conSIderations of lender-of-Iast-resort and
"too bIg to faIl" represent cont1OuIng areas of monetary and fiscal nsk WIth dIrect Imphcations
for overall competItIveness at the structural level MeanwhIle, recent legIslatIon removes some
of the JudICIal obstacles to credItors to recover theIr loans Nevertheless, the court process
remaInS slow, and some banks contInue to belIeve that problems perSIst WIth regard to collateral,
hen perfectiOn, and overall court charges Score 3

133 This has been based on on-site mspectlons that have been effectively coordmated With
comprehenSive off-Site surveIllance More recently, some bank managers have begun to effectively utilIze
a range of reports (such as Umform Bank Performance Reports) for theIr own mternal management needs
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• Poland Introduced a deposit Insurance scheme In 1994 consistent With EU designs Until December
1994 no general deposit Insurance scheme eXisted m Poland Based on the 1989 Bankmg Act the
state Treasury guarantee was extended to savings deposits only m banks established pnor to that date
Thus, only two state banks, BGZ, 1,664 local cooperatives, and 11 JOint-stock banks predominantly
under Treasury ownership enjoyed a depOSit guarantee ThIS created an uneven competitive
enVIronment for new pnvate banks, undennmed pnvate banks' incentives to mobilIze deposIts,
weakened their funding bases from the start (partIcularly pnvate Polish banks, as foreign banks could
access funds from external sources), and raised the level of nsk presented by pnvate banks to the
safety of the banking system at large 134 New legislatIOn-the Bank Guarantee Fund Law-provided a
framework for more comprehensive depOSit msurance The Fund guarantees depOSits at all banks held
by mdlVlduals and legal entities up to the eqUIvalent of ECU 5,000 (about $5,400), less than annual
per capita mcomes on a purchasmg power panty baSIS 135 However, there are numerous problems with
the admmlstratlon of the Fund which pomt to structural weaknesses m the bankmg system, excess
polltlclzatlOn, and a hlgher-than-justlfied tax on the bankmg sector The Fund IS reqUIred to entertam
requests for assistance from Virtually all troubled banks As a result, the Fund prOVides faIrly large
long-tenn loans at preferential rates for deeply msolvent mstitutlOns Least-cost methodologIes are not
employed, addmg to "baIlout' costs while reducmg opportumtles for consolidatIOn and the retaIl
expansIOn of stronger banks throughout Poland Recovery rates from msolvent mstitutlOns are low
about 5 percent-which mdlcates banks are deeply troubled when they apply for assIstance DepOSit
payoff IS slow and cumbersome, which undennmes confidence m the system Banks pay obligatory
contributIOns to the Fund which then pay the guaranteed portIOn of the depOSIts m banks that faJ! or
face such a threat As thiS IS cash-based, thiS clearly represents an expensIve transfer from stronger to
weaker banks at a tIme when PolIsh banks need to gear up for mcreasmgly competitive conditIOns m
the market Thus, while the eXistence of a Fund IS mtended to remforce confidence m the bankmg
system, the admmistratton of the Fund m Poland appears to be workmg at cross-purposes With the
need for effiCiency and competitiveness In the system

• While Poland has not followed an expliCitly expensive bank recapitalization program for ItS troubled
banks, there has nonetheless been slgmficant cost Involved In tenns of fiscal costs, the restructunng of
the seven state commercial banks was estimated to cost about $1 billion based on the up-front
recapitalizatIOn, as well as the hIgher net spreads on government secuntles that were used by the banks
to contmue to recapitalize from operatIOns Larger restructunng efforts at PKO BP, BGZ and Pekao
SA are more dIfficult to estimate m tenns ofcost, although they hkely exceed the $1 bJ!hon figure In
the case of BGZ, the Bank Guarantee Fund has been utlhzed for cross-subsidIzatIOn purposes m a
costly, uncompetltlve, and apparently polItiCized manner The Fund has also been used for soft loans
to other banks In effect, these activities have sustamed a polIcy of provldmg resources for bank
rescues through the active use of lender oflast resort financmg as well as outright recapltahzatton for
msolvent mStitutIOns While some of the decentrahzed restructurmg approach followed by Poland has
the benefit of bUlldmg mternal capacity wlthm the banks-strIcter credit management pohcles and
mternal overSight-there are questIOns about the vlablhty of many of these banks and whether more
open and competitive methods could be applIed that are more m concert WIth least-cost consideratIOns

• Poland's bankmg system IS becommg mcreasmgly competItIve, as eVidenced by the growmg pnvate
sector share of bankmg activIties The only noticeable category m which high concentratIOn IS eVident
IS m the depOSIt category, With PKO BP, Pekao Group SA and BGZ accountmg for 56 percent of total
depOSIts The largest share IS WIth PKO BP, WIth 28 percent of total bankmg system depOSIts, partly
due to ItS large network of about 1,000 branches and agenCIes around the country Pekao SA Group

134 Whtle pnvate PolIsh banks were small, mIsmanagement and fraud m some of these mstitutlOns
remforced the lack of confidence many people had m banks as a whole ThIs was a partIcularly sensItive
Issue after the turbulence of 1989-90, when many peoples' zloty savmgs lost value The trnphclt guarantee
afforded the publIc banks remforced some of thiS confidence, but such an approach was clearly antl
competItIve
135 1996 mcomes were $6,000 on a purchasmg power panty baSIS See World Bank Atlas, 1998
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has an addltlOnal 22 percent of deposits The market and NBP will need to momtor the capital and
hqUldlty posltlOns of PKO BP and BGZ to prevent any portfoho detenoratton from causmg panic In
particular, any spread of bad news regardmg PKO BP could cause a run on that bank, which might
also have repercussions on the mterbank market and prompt NBP mto lender-of-Iast-resort
mtervennon The Pekao SA Group's fmanclal condltlOn IS far stronger, as mdlcated by the successful
IPO m June 1998 which gives the bank a current market capltahzatton ofabout $1 8 bllhon

• One of Poland's success stones m recent years has been the mcreasmg effectiveness ofbankmg
supervisIOn NBP has developed effective mstltutlonal capacity m tandem With the restructurmg efforts
that have been pursued through most of the 1990s GINB has aVOIded some of the weaknesses found
mother countnes-fragmented orgamzatlOnal structure, dispersed authonty, madequate coordmatlon,
flawed surveIllance due to poor mformatlOn, msufficlent fundmg Supervisors have generally had a
growmg mandate to ensure that banks accurately report needed mformatlon to momtor for comphance
With hqUldlty, solvency and general prudential requIrements, and to more broadly support NBP's
efforts to achieve pncmg stablhty Whtle bankers have long complamed about provlslOnmg
requIrements bemg too Strict, and the costs of regulatory comphance bemg too high, they are now m
the process ofworkmg more closely With regulators to mtroduce better nsk management systems New
legislation stresses the role of the mternal audit function With the new Commission for Bankmg
Supervision expected to follow a more nsk-orIented approach m conjunction With regulators mother
fmanclal services (and across borders), thiS approach Will rely more heavdy on the banks' themselves
adaptmg theIr own new systems, procedures and controls to protect the system agamst undue nsks
Where superv1Slon could become more effective IS m areas that the banks are hkely to move m to over
tlme-secuntlzatlon, larger syndications, third party nsks, and the range ofnsks associated With
denvatlves There IS also the matter ofGINB's mandate With regard to banks stIll owned by the state
Part of these nsks may have been mitIgated by the banks' penod ofrecapltahzatton from 1993-95, and
by the payments system which tends to work off of current accounts at the NBP Movement mto more
credit exposure, retad bankmg and fee-onented services may raise the level of nsk assumed by the
banks, and thereby test GINB m a way that It has not been fully tested to date However, based on the
last several years, bankmg superviSIOn has become effective at momtormg for many ofthe nsks that
can Impenl the hqUldlty and solvency of banks In time, the government mIght conSider provldmg
effective regulatory mstltutlons With the nght to Issue their own regulations subject to ex post reVIew,
rather than havmg to rely on the legIslative and JudiCial branches for regulatory mandates

• Effective smce the early 1990s, pubhc banks and WSE-hsted banks have been reqUIred to produce lAS
statements With the help ofexternal auditors Because the regulatory framework was so weak m
Poland m the early 1990s, the large mternatlOnal accountmg frrms were brought In to assess the
magmtude ofnonperformmg loans and general losses of the Pohsh banks by mternattonal norms As
elsewhere, these audits generated results that differed markedly from the statements produced by local
standards, and prompted the restructurIng and recapltahzatlon of the banks Today, more than half of
Poland's banks are audited by one of the major InternatIOnal accountmg frrms Thus, about 80 percent
of the bankmg system's assets are subject to external audit m accordance With mtematlOnal standards

4 7 Transparency and DIsclosure Poland's largest banks have generally been subject to
mcreasmg levels of scrutmy based on high levels of dIsclosure In some cases, disclosure has
become mcreasmgly publIc as banks have been put on the pnvatlzatlon track In particular, for
banks lIsted on WSE-about one third of the WSE's capitalIzation denves from banks
mformatlOn disclosure has had to meet mternatIOnal standards to conform to market
reqUIrements, and to succeed m attractmg strategic mvestment (e g , Bank Handlowy) Where
there have been shortcommgs have been WIth BGZ and PKO BP due to the senSItiVity
surroundmg then finanCial conditIOn and the pohtlclzatlon of the restructurmg process In terms
of compames and households, there IS far less transparency and disclosure, which undermmes
the effectiveness of banks to share mformatlOn WIth each other for Improved credIt fisk
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assessments Concerns about confidentIalIty abound, partly the result ofpre-transItion
constraInts on freedom and partly to evade the fiscal authorItIes WhIle these reactIOns are
understandable, such absence of transparency lImIts the abIlIty of Poland to develop effectIve
credIt InformatIOn systems for better bankIng and credIt ratmg agencIes m support of capItal
markets development As banks and others expand Into retaIl servIces and securItIzed markets,
dIsclosure and transparency WIll need to mcrease Poland recently adopted legIslatIOn that
defines the gUIdelInes under whIch banks need to prOVIde mformatlOn to regulatory authOrItIes
However, the need for market-based systems IS stIli abundant The major banks recogmze thIS,
and In conjunctIon WIth the PolIsh Bank AssocIatIOn are plannmg to Introduce a credIt
mformatlOn bureau later m 1998 ThIs IS partIcularly needed as "plastIC cards" and pomt-of-sales
termmals are mcreasmgly utIlIzed, as consumer lendmg mcreases, and as factormg, leasmg, and
commercIal credIt compames slowly start to emerge What IS favorable IS the growmg number of
compames that are begmnmg to qualIfY for lIstIng on the WSE markets as well as the CeTO
Combmed WIth dlsclplme from the bankmg sector as banks dIversIfY theIr lendmg targets and
retaIl customer base, these kmds of mstltutlOnal developments over tIme can be expected to lead
to "market-regulated" mformatlOn reqUIrements By then, It IS also antIcIpated that compames
and households WIll be WIllIng to endure some loss of confidentIalIty m exchange for greater
access to finanCIal resources Score 3

• Most banks and companIes tradmg m the capItal markets are reqUIred to observe lAS m the
preparatIOn of statements they dIsclose to the publIc, and strIcter requIrements for regulators Poland's
largest banks have produced consolrdated statements for several years, and accounted openly for loan
losses and nonperformmg loans As the mflatlOn rate has come down, the revaluatIOn of assets has not
been a major Issue smce 1995 Tax mcentlves have been operatIve smce 1994 for banks to adequately
provlSlonfor loan losses In fact, m 1996 releases from provlslOnmg accounts were a source of
mcome (or reversed expense) for banks Pre-tax profits are reported after proVISIOns, thus most loan
loss provIsIons are expensed The regulatory framework for UnIversal bankmg treats exposures and
rIsks on a consolidated baSIS, and thIS IS expected to account for umncorporated aflilrates as well The
CommISSIOn for Bankmg SupervISIOn wIll need to mOnItor for thIS WIth other regulatory bodIes to
protect agamst rIsk However, It IS expected that banks' fmancIaI reportmg WIll conform to new
regulatIOns whIch are consIstent WIth EU gUldelmes Mark-to-market accountmg IS applIed for
secufltles mvestments for theIr own portfoho management purposes, as well as for prudentIal
regulatory purposes

• New legIslatIOn spells out gUIdelines regardmg bankmg secrecy These limItatIOns generally apply to
other banks on a transactIOns baSIS, the bankmg group for consolidatIon purposes, the CommISSIOn for
Bankmg SupervISIOn, legal and fiscal authOrIties, other regulatory and government authOrItIes, and
external audItors contractually appomted to audIt the bank's accounts lAS ensures a certam level of
publrc disclosure, but there are stIlI questIOns about the level of dIsclosure prOVIded by many banks
The effectIveness ofGINBINBP and the success of lIsted banks has proVIded mcentlves to mcrease
publIc dIsclosure, and thIS has occurred as banks are readIed for pflvatlzatlOn That mternatlOnal
accountmg firms conduct external audIts on all the major PolIsh banks adds to the mtegrIty of
mformatlon presented, as does the presence of numerous mvestment houses and funds m Poland
WhIle transparency IS stIli conSIdered a problem, Poland has made an effort to move mcreasmgly
towards more open dIsclosure as It has assumed membershIp m the OECD, as It contmues to move
towards EU acceSSIOn, and as It recognIzes that market development and expansIOn reqUIre more open
dIsclosure of reliable and useful mformatlOn Fmdmgs from exammatlOns mspectlOns, and regular
reports to GINB are not dIsclosed to the public, although reports on groups of banks and the bankmg
system are presented by NBP m ItS summary evaluatIon of the banks on a quarterly basIS If there are
regulatory ViolatIOns, It IS unclear to the publIc If enforcement actIOns have been taken, and If they
have been consIstently applIed However, GINB has a legal baSIS to enforce ItS mandate m cases of
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non-complIance What has been called m to questiOn at tImes IS If GINB has a pohtIcal mandate
regardmg large pubhc banks

4 8 Sensitivity to Market Risk Poland does not currently appear to be overly sensItIve to
"contagIon" rIsks Recent challenges have emerged wIth the CrISIS m ASIa, questIons concernmg
the stabIlIty of the ruble, and the deterIOratIOn of the Czech RepublIc's fundamentals m 1996-97
To date, Poland seems to have managed these challenges better than other neighbonng markets
ThIS may be due to ItS sustamed real growth rates exceedmg 5 percent smce 1994 based on
mcreasmg trade wIth the EU-65-70 percent of mternatIOnal trade IS now wIth the EU-, the
SIze of ItS foreIgn currency reserves relatIve to debt, and the perceptIOn of markets m early 1998
that the zloty was undervalued However, the elements of market rIsk are there In
macroeconomIC trends, the current account deficIt wIdened m 1997, and mterest rates mcreased
after several years of decreases The current account defiCIt WIdened largely on the basIs of a
consumer spendmg surge, much of whIch was financed by bank loans to the consumer sector
whIch could easIly lead to portfolIo problems m the event ofan economIC downturn On a more
general baSIS, a downturn m the West European economy or mtensified competItIOn m those
markets could also weaken Poland's export pOSItIon LIkeWIse, mstabilIty m RussIa mIght
mterrupt the flow of Imported, lower-cost commodItIes on WhICh many PolIsh mdustrIes depend
At the bankmg level, there are many rIsks WhICh could lead to stress m thIS sector These
mclude fundamental credIt rIsk-consumer lendmg and thIrd party exposures (e g ,
syndIcatIOns, acceptance of company paper, overvalued collateral, tax fraud), exchange rate
rIsk-many portfolIos are reportedly long on zloty, and thIS could be more volatIle than Iflong
m dollars or DM, the absence ofhedgmg to avoId transactIOns coStS-thIS may be a problem at
some of the smaller banks, although thIS IS not thought to be a problem at the major banks,
pOSSIble mIsmatches m the term structure ofportfohos-use of term depOSIts to finance short
term loans, pOSSIble mIsmatches m the currency composItIon of portfolIos-use of foreIgn
currency-denommated borrowmgs to finance short-term loans m zloty, msufficient gap or
duratIOn analyses conducted by some banks to measure for senSItIvItIes (e g , mterest rate,
exchange rate, fixed-varIable prIcmg) on weIghted and time-to-maturIty bases, and the need to
conduct stress tests combmmg mterest rate, exchange rate, concentratIon and maturIty
assumptIOns to better manage rIsks as portfolIos grow m compleXIty Future rIsks WIll emerge
WIth mcreasmg competItIon at the retaIl bankmg level-mamly from the mcreasmg use of credIt
cards-as well as rIsmg mterest m loan syndIcatIOns, SeCUrItIzatIon WIth a range of features, and
mortgage lendmg Score 3

• Poland's bank earmngs decreased m 1997 on a dollar baSIS As margms tIghten and cost ratiOS remam
hIgh, banks WIll be under mcreasmg pressure to mcrease earnmgs Lendmg actIVIty wIll need to
mcrease to accomphsh thIS ObjectIve Already, PolIsh banks have shown a more than two-year
wIllmgness to mcrease consumer/mstallment fmancmg to dIverSIfy therr credIt portfohos, partIcularly
as the market for blue-chIp customers has become saturated Credit rzsk WIll be a clear challenge m the
commg years Most banks were prudent and nsk-averse from 1993-96 as they recapItahzed, readIed
themselves for prIVatIzatIOn, and slffiply benefited from the hIgh net spreads avaIlable to them on a
relatIvely rIsk-free baSIS However, now that most banks have recapItalIzed and real net spreads have
narrowed, It can now be expected that banks WIll take on more credIt nsk to mcrease earnmgs ThIS
WIll lead to a shIft m nsk tolerances, whIch WIll prompt the need for strengthened nsk management
practIces ThIS WIll requrre testmg and refinmg underwntmg standards, structurmg appropnate loan
covenants as market condItions change, actIvely momtormg borrower complIance WIth covenants and
promptly IdentIfymg and contammg rIsks to portfolIo qualIty to aVOId costly losses ThIS WIll take tune
as Poland modernIzes It legal system and JudICIal mfrastructure Until then, banks are likely to
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contmue to make a slgmficant proportIon of loans on a character basIs, whIle relymg on out-of-court
arrangements In the event that problems emerge The pOSItIVe sIde to thIS IS that many compames are
now begInnIng to present meanIngful mformatlOn to banks for credIt nsk assessment However, what
IS unknown IS the degree to whIch economIC growth IS maskmg company/portfolIo/transactIOnal
credItworthmess, and the degree to WhICh these would declme If the economy were to become less
buoyant LIkewise, It IS not certam that the full credit nsk associated With the consumer lendmg
market-not Just loans, but off-balance sheet nsks where banks may be provIdmg guarantees for thrrd
parties engaged m the financmg of fixed assets and the factonng of receIvables that might detenorate
m the event ofan economic downturn-Is fully accounted for

• Poland's banks are currently lIqUId by regulatory standards, but thiS IS lUTIlted by the faIrly tIght
monetary polIcy m place and generally low level of fundmg avaIlable Higher reserve reqUIrements m
1997 led to a pass-through of hIgher mterest rates However, hIgh operatmg costs prompted banks to
ShIft their fundmg mcreasmgly to smaller consumer loans to offset the declmmg net mterest margms
earned m the blue chip sector About 60 percent of total lIabilItIes and capItal are In the form of
depOSIts, which reflects more the absence of well developed capItal markets than a high level of
depOSits Consequently, banks are mcreasIngly relymg on the syndIcated loan market for mcremental
fundmg LlqUldlty risk IS lIkely to dImmlsh as the pool of avaIlable fundmg Increases However, thiS
WIll be subject to the strategies m place at banks, and their abilIty to manage such strategies In the
near term, macroeconomIC conditIons should assist With IIqUldIty,136 as should lll1proved
technologIes 137

• In addItIon to mcreased and nskler lendmg to mcrease net Interest margms, there IS a nsk that PolIsh
banks WIll enter finanCial services that they are III-eqUIpped to manage Currently, only a quarter of
mcome IS denved from fee or service Income Durmg a penod when earnmgs are stramed, It IS
mevltable that PolIsh banks WIll add to theIr currently lImited array of servIces to mcrease and
dIVerSify mcome sources ThIS may lead to pnCIng, matunty and currency mIsmatches that are
lll1prudent and lead to penodlc losses It IS not uncommon for mvestment-grade mstItutlons m OECD
markets to report losses, sometImes sIgmficant, In tradmg actIVItIes, on denvatlVes contracts, and from
other nsky exposures Thus, losses can also be expected at PolIsh banks Risk management practIces
WIll need to ensure that the banks have adequate capItal and lIqUIdIty to cover such nsks Bank
management, the market, and the CommISSIOn for Bankmg SupervISIon Will need to closely momtor
Investments m mstruments With finanCial structures that are exposed to sIgmficant volatIlIty m mterest
rates exchange rates andprIcmg A nse m off-balance sheet lIabilItIes has been reported m recent
years, With most of It conSIdered fisk-free or prudent hedgmg mechamsms agamst exchange rate or
mterest rate volatIlIty However, thiS presents an example of potentIal nsk to the banks and NBP If
banks have excess exposure m dollars or European currencles l38 at a tIme when exchange rates or
mterest rates tum, such changes could adversely Impact earnmgs trends It IS not fully clear If there IS
excess exposure on a foreign exchange baSIS due to borrowmgs from abroad that are re-Ient m zloty
Major open pOSItIOns are not allowed at the banks, yet much of the data IS converted to zloty before It
reaches NBP GIven the mcrease m foreIgn borrowmgs from $3 bIllIon m 1996 to $7 billIon m 1997,

136 As fiscal reforms take effect, mamly m the area of socIal secunty, defiCIts should come down
Revenues are already growmg enough for Poland to be m the process of reducmg corporate tax rates on a
phased baSIS PnvatIzatIOn revenues will also prOVide extraordmary sources m the event the economy
slows WIthout addmg matenally to currently manageable debt levels The mflatIOn rate has come down
steadily, and Poland's target IS to have thIS rate brought down to 5 percent by 2000 These trends all pomt
to lll1proved prospects for lIqUIdity management, WIth the only major questIOn mark m the area of
exchange rates, the lll1pact portfolIo flows wIll have on the rapIdity and magnitude ofexchange rate
movements, and what these developments portend for mterest rates
137 Increased use of electrOniC technologIes should accelerate processmg, reduce clearmg and
settlement tIme, and proVide banks WIth better mformatlOn by whIch to estImate their net funds POSitIon
These should all ease lIqUIdIty constramts
138 Or, mcreasmgly over tIme, the Euro
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bankers, mvestors and regulators should contmue to momtor the denommatlOn, trends, terms and
conditlOns of funds sources to WhICh the banks are obhgated Bankers, mvestors and regulators should
also be mmdful of and momtor the nsks associated wIth fixed-varIable mterest rate or exchange rate
formulas as they apply to smgle or multI-currency mvestment optlOns ThIS also mcludes mstruments
that carry pncmg nsk-Imked to commodIties or other mstruments The nsk of abrupt changes 10

these markets needs to be fully acknowledged 10 advance of takmg positlOns 10 these mstruments
Banks and companIes are thought to routmely hedge therr foreIgn currency and pncmg nsks to aVOid
hIgh transactlOns costs, but thIS probably should be subject to closer and more frequent venficatlOn

• As 10 any bankmg sector, there are npple effects 10 the event that mdlvldual banks are lIDprudent 10

the management of resources ThIS IS an Issue of conSIderable lIDportance for the remammg large
pubhc banks, gIven therr share of depOSIts ThIS IS also an Issue of conSIderable lIDportance WIth
regard to the use of resources m the Bank Guarantee Fund, and the potentIal future costs that a mIsuse
ofsuch resources can have at both the macroeconomIC and the structural levels Banks wIll need to
contmue to prudently manage resources to be able to honor transactIOns, a challenge that WIll become
mcreasmgly demandmg as competitIOn mcreases and margms narrow Banks wIll need to mamtam
strong mternal controls, hIgh levels ofaccountablhty, and effectIve governance and management
Banks wIll need to be m complzance WIth contractual agreements, WhICh also IS tIed to the transactIOn
nsk Just mentIoned Comphance WIth prudentIal regulatIOns, and pubhc dIsclosure of such comphance,
sends a SIgnal that banks appear safe and sound The absence of comphance agam undermmes
confidence, and reduces effiCIency Where hIgh levels of forbearance are proVIded on an ongomg
baSIS, as 10 the cooperatIve bankmg sector, thIS can also weaken confidence Regulatory comphance
backed by a well functlonmg legal framework wIll be needed to manage complIance rIsk Poland IS
still workmg to develop ItS JudICIal capaCIty, to strengthen banks' mternal audIt functIOns, and to
extend the full bankmg supervISIon mandate to all banks DepOSIt msurance IS meant to prOVIde
confidence to depOSItors, and the Bank Guarantee Fund IS meant to prOVIde resources prIor to the need
for lender-of-Iast-resort financmg However, 10 the case of the latter, there are SIgnIficant questions
about how prudent thIS pohcy IS, or how prudent the admmistratIOn of thIS pohcy has been gIven the
costly transfer to deeply msolvent mstitutlOns LIkeWIse, slow prIVatizatlOn and costly restructurmg
have also prevented the apphcatIOn ofGINB's supervISOry mandate to all banks ThIS has translated
mto Poland stIll faIlmg to level the playmg field for competitive bankmg CapaCIty to momtor for
comphance should also be a conSIderatIOn WIth regard to overall strategIc rIsk Poland's banks have
strengthened governance and management after several years of restructurmg, yet there are stIll
questIOns about the adequacy of mformatIOn systems and theIr use for rIsk management purposes, the
capaCIty of staff at the pubhc banks, and the effectIveness of some supervISOry and management
boards Fmally, competItiveness of mdividual mstitutIOns and the market as a whole wIll need to
mcrease to enhance the eXlstmg reputatIOn of Poland's bankmg sector ThIS IS lIDprovmg, and the
mcreasmg entry of prlIDe-rated mstItutlons wIll help as wIll the growmg sophIsticatIOn ofmajonty
Pohsh banks The real test wIll be ItS nsk management capaCIty as growth unfolds, nsks mcrease, and
globahzatIOn accelerates Poland's pace to date prOVIdes room for optImIsm due to ItS determmatIOn to
accede to the EU, and due to the general momentum fostered by hIgh real growth, mcreases 10

purchasmg power, and clear progress made to date when compared to the begmnmg of the tranSItIon
perIod 10 years ago However, Poland has also delayed the entry of much needed mvestment and
management mto the bankmg sector WhICh would have mcreased levels of capItal and expertIse far
sooner
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