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CONFIDENTIAL

I. BRackground Information

In a letter dated November 6, 1981 (EBD/81/295, 11/10/81), the
Government of the Polich People's Republic applied for membership in the
Fund. There were subsequently several staff visits to Warsaw for
discussions with the authorities; the most recent visit took place from
September 17 to October 1, 1985. 1/

1. Area, population, and natural resources

The Polish People's Republic is located in northern eastern Europe
with a coastline on the Raltic Sea and land borders with the German
Democratic Republic, Czechoslovakia, and the U.S.S.R. In terms of both
area and population, and apart from the Soviet Union, Poland is by a
considerable margin the largest country in eastern FEurope. It has an
area of 120,727 square miles (312,683 square kilometers), of which
approximately 60 percent is used for agricultural purposes. "Most of the
land area consists of plain with mountainous areas concentrated in the
southern part of the country.

The population was 37,1 million at the end of 1984 with an average
growth rate in the preceding five-year period of about 1 percent per
annum. The working population on the same date was 17.7 million or just
below 50 percent of the total. Agriculture and industry each account for
roughly 30 percent of total employment.

Poland has a wide range of mineral deposits. The most significant
mineral resource is coal which satisfies a large share of total energy
requirements and 1s an important export item. There are also substantial
deposits of copper, sulphur, zinc, lead, and iron ore and smaller quanti-
ties of various other metallic and nonmetallic minerals. Poland produces
some natural gas but its known reserves of oil are relatively small.

2, The political system

Poland's Constitution states that the ultimate source of authority is
the Polish people acting through their elected representatives to the
Parliament. The Parliament is a unicameral assembly whose members,
currently totaling 460, are elected for terms of four years. The main
political party in the post-war period has been the Polish United Workers
Party which plays a key role i1 national affalrs and has continuously
held a majority of parliamentary seats. The top organs of the party are
the Political Ruro and the Secretariat of the Cantral Committee. Two
other partias are also represented in Parliament--the United Peasant
Party and the Democratic Party. Some parliamentary deputies have no
party affiliation or represent Christian—-social organizations.

l/ The staff team on that occasion consisted of Messrs. Hole (EUR),
Holder (LEG), Brimble (RUR), Roncesvalles (TRE), Manison (EUR), Prust (EUR),
Boonekamp (ETR), Ms. Swiderski (EUR), Messrs. Friedman (SEC) and King (IBRD),
with Mrs. Pabst (EUR) as secretary.



Immediately following each election, the Parliament elects from its
members a 15 member Council of State that servec as its executive committee
and the collective head of state. When the Parliament is not in session
the Council of State may rule by decree. The Pariiament also appoints
the Council of Ministers which is headed by the Prime Minister and which
is the supreme administrative body. Its members can be parliamentary
deputies but this is not obligatory.

There are two tiers of regional administration. In the first place,
the country is divided into 49 voivodships which are further subdivided
into a much larger number of basic administrative units. The latter
consist of minicipal subdivisions in large cities, administrative units
encompassing the whole of smaller cities, and rural communes. The
legislative bodies at both the vuivodship and local levels are called
People's Councils whose members are popularly elected for terms of four
vears. The Council of Ministers appoints the chief executives in each

tions within their voivodship,

Poland is a member of 2 number of international organizations,
including the United Nations and most of its specialized agencies, the
Council of Mutual Economic Assistance (CMEA) 1/ and the General Agreement
on Tariffs and Trade. It is also a member of the Rank for International
Settlements, and of the International Bank for Economic Ccoperation
and the International Investment Bank; the latter two organizations
are based in Moscow.

Poland was an original member of the Fund but withdrew on March 14,
1950,

1/ Other participants in the CMEA are Bulgaria, Cuba, Czechoslovakia,
German Democratic Republic, Hungary, Mongolia, Romania, U.S.S.R., and
Viet Nam.




II. Overview of Economic Developments
and the Economic System, 1945-85

1. 1945-70

The character of the Polish economy changed fundamentally in the
years following World War II. Most of industry was taken into state
ownership as were banks and other major financial institutions. 1In
agriculture, a land reform involving substantial changes in the pattern
of private ownership was followed by a program of collectivization.
Although relatively little of the agricultural sector was in fact
collectivized, the activities of private farmers were deeply influenced
by state controls on the provision of inputs and the marketing and pricing
of outputs. Central planning came to play an increasingly dominant role
in ecnaiomic management. A firet national plan covering the period 1947-49
was followed by a six-year plan for the period 1950-55.. Whereus the
former was to a considerable extent indicative only, the latter relied on
explicit central direction of economic activity, essentially through a
system of monitoring and control of the flows of material inputs and
outputs——the so—called "material balances"” method-—and of the allocation
of labor.

The emphasis of policy during the first postwar decade was on
achieving a rapid build up in industrial capacity through high rates of
investment and a major transfer of labor from agriculture. This policy
was essentially autarkic and foreign trade, especially with Western
countries, was in general subordinated to the role of ensuring the
availability of production inputs that could not be produced in sufficient
quantities domestically.

The objectives of the Government's economic strategy were substan—
tially achieved. Ixvestment absorbed a growing share of resources
and net material product (NMP) 1/ grew rapidly from its low post-war
hase--by over 2 1/2 times in the ten years to 1955 according to official
statistics—-—with industry the most dynamic sector. Agricultural production
also expanded rapidly in the early part of the period, but then stagnated
in the first half of the 1950s, With the supply of food changing little,
and with official policy according a relatively low priority to the
provision of consumer goods, the standard of living is generally reckoned
to have shown little improvzment in the 1950-55 period. This contributed
to rising social tensions which culminated in 1956 in an outbreak of
labor unrest and a change in political leadership.

The new leadership sought to make substantial modifications in the
system of economic management. This was most tellingly 1llustrated by
policies toward the agricultural sector. The collectivization program
7as halted, some land was returned from state to private ownership, and

l/ Net material product is equivalent to GDP less depreciation and the
value added of nonmateriali services, plus nonmaterial services used as
inputs in material production (see Table 5).



greater encouragement was given to private farming which, despite
subsequent variations in official policy, has since retained a dominant
position in the sector. Changes were also made affecting the industrial
sector. The role of directives tc enterpricses from the centr-1l planning
authorities, especially those expressed in physical ter.:s, was reduced.
Instead enterprise performance, notably for purposes of determining
permitted remuneration levels, was measured more against financial
targets, especially profitability. Effective decentralization, however,
was not achieved. The central authorities, particularly the branch
economic ministries, retained considerahle powers, both by way of explicit
directives and in setting and adjusting performance targets. These

powers permitted the authorities to continue to intervene in all important
aspects of enterprises’' operations, including output and investment
decisions, use of raw materials, techniques of production, and foreign
trade. Price distortions also remained widespread, due partly to wide
variations both in prescribed levels of profitability and in the inciden
of taxation and subsidies, and partly to the fact that domestic prices
contimied to be divorced from foreign prices. Although some changes were
made in the price structure to achieve a better reflection of relative
scarcities, these were neither comprehensive nor sustained for fear of
their possible inflationary impact.

=
2]
4]

While aggregate output continued to grow at a relatively rapid pace
in the late 1950s and the 1960s, economic performance remained unbalanced.
This reflected in part the large share of fixed investment and stock-
building in domestic expenditure, continuing neglect of the range and
quality of consumer goocds, and the re—-emergence of a less favorable
attitude toward the private farm sector. At the same time, the rate of
return on many investment projects remained disappointing. Against this
background, renewed consideration was given to improving the economic
mechanism, and a package of measures was formulated in 1969-70. A major
component was a reform of prices. Subsequent increases in retail, and
particularly food, prices in late 1970, however, led to industrial unrest
and another change in political leadership.

2. The 1970s

The new political leadership introduced a fundamental change in
economic strategy. The largely autarkic nature of previous development
policies was abandoned and a program of modernization introduced that
relied heavily on imports of western capital equipment and technology,
financed by foreign credits. At the same time, in order to defuse social
tensions and to spur productivity growth, the restrictive wage policy of
former years was relaxed and the price increases announced in late 1970
were rollea back. Also, with a view to improving food supplies, renewed
encouragement was given to private agriculture; in particular, in 1972
the system of compulsory deliveries to the State by farmers in the
nonsocialized sector was abandoned.



The shift in development strategy was accompanied by certain
modifications to the system of economic management. The dominant theme
was again an attempt to devolve decision-making authority to enterprises.
This was to be facilitated by the establishment--through mergers——of
"large economic organizations” which, it was intended, should enjoy
considerable autonomy vis-3-vis the central authority. In addition,
the system of performance indicators to which enterprises were subject
was greatly simplified. A pre-eminent role was in principle assigned to
net value added, changes in which were to determine permitted increases
in employe. remuneration for each enterprise. Managerial bonuses, mean-
while, were to be related to profits (essentially net value added less
wages). It was hoped by these means to create incentives for enterprises
to maximize the efficiency of their operations. In the event, the
performance coefficients remained subiect to frequent change in the light
both of bargaining between the enterprises and the central authorities
and of changing policy priorities. A particular difficulty, in this
connection, stemmed from the failure to implement a comprehensive price
reform. With the structure of domestic prices continuing to embody
serious distortions, the use of performance indicators expressed only in
value terms gave rise to problems and frequent recourse was made to
various ad hoc adjustments. Similarly, the ability of the large economic
organizations to use their enhanced market power to secure price increases
necessitated various administrative interventions to restrain the rise in
wages and prices. In combination with the powers that the central
authorities continued to enjov in other areas, e.g., investment selection,
this undermining of the intended role of value added in guiding enterprise
behavior resulted in the perpetuation of an economic system that was, in
effect, highly centralized.

Tnitially, the shift in economic strategy ushered in a period of
very rapid expansion. During the first half of the 1970s net fixed
investment rose in real terms by close to 20 percent a year on average
and was accompanied by an increase in personal consumption of nearly
10 percent a year. While this spurred an upsurge in production, the rise
in expenditure outstripped that in domestic output, and by the middle of
the decade extremely large trade and current account deficits had emerged
with the convertible currency area. In the process, external debt, which
had been negligible at the beginning of the decade, reached nearly US$12
billion at the end of 1976,

The worsening imbalance in the external accounts prompted measures
around the middle of the decade to restrain the rate of growth of domestic
incomes and expenditure. After an unsuccessful attempt to raise consumer
prices in 1976, the focus of expenditure-reducing policies fell on invest~
ment, which declined in volume from 1978 onwards. Mirroring this, the
volume of imports also declined and the trade deficit in convertihle
currencies, after peaking at USS$S3 bhillion a year in 1975-76, was reduced
substantially in 1977 and fell slightly further (to below USS2 hillion)
in 1978. This reduction, however, breught a smsller and more temporary
decline in the current account deficit, as interest payments continued to
increasa, due bhoth to the continuing growth in external indehtedness and




to rising interest rates in international markets. In turn, externzal
debt in convertible currencies continued to accumulate and by the end of
1979 was equivalent to some USS24 billion.

In seeking to insulate the population from the effects of the worsen-—
ing economic situation, the authorities permitted consumption and real
wages to continue to increase, albeit more slowly than previously. This
policy, in conjunction hoth with a decline in agricultural ouncrut resulting
from poor weather and reduced incentives and with the need to increase
imports of animal feeds substantially in order to limit the fall icn
livestock herds, resulted in a sharp widening of the trade deficit in
agricultural products and foodstuffs. At the same time, the trade balance
in energy products weakened as coal exports leveled off in the face of
rising domestic demand and as the terms of trade of coal against imported
0il deteriorated. The resulting loss of foreign exchange necessitated a
severe cut in imports of raw materials, components and spare parts. As a
result, the growth rate of NMP slowed progressively from the middle of
the decade onwards, and in 1979 a fall in output was registered for the
first time in the postwar period (Table 1).

3. The 1980s

Poland entered the 1980s with a declining level of domestic output
and an external situation that was clearly unsustainable. While other
factors had exacerbated the problem, the essential shortcoming in economic
performance in the previous decade was that the expenditures financed by
the country's massive foreign borrowings had generated net foreign exchange
earnings that fell far short of the levels required for am orderly and
sustainable servicing of the external debt. At root was a greater diver-
sion of resources to consumption than the low rate of return on the
country's massive investment program warranted.

The relatively low efficiency of investment was closely related to
the fallure of the efforts at economic reform in the first half of the
1970s. Despite those efforts, the economic system remained in effect
highly centralized; the ability of enterprises to ohtain subsidies and
tax relief from the budget and cheap credit from the banking system, as
well as adjustments to performance targets, was altered little; and price
distortions continued to be widespread. Against this background, eaterprise
financial discipline remained lax and the efficiency of resource use low.
In project selection, in particular, inadequate account was taken of the
effacts on profitability of international price changes, notably for
energy, from which the domestic economy continued to be largely insulated.
The efficiency of investment was further reduced by long delays in project
completion and in bringing installed equipment into operation.

A further major problem that intensified in the late 1970s and early
1980s was the imbalance in the market for consumer goods. Shortages,
whose counterpart lay in an involuntary accumulation of financial savings,
were widespread and impaired work incentives and morale. These develop-
ments reflected a chronic mismatching in the patterns of supply and




demand in the consumer goods market, as well as the fact that price
increases had been inadequate in the context of rising nominal demand and
more slowly rising (or even declining) real supplies.

a. 1980-82

Poland's economic and social problems reached crisis proportions in
the course of 1980-8l1. The unsustainability of the level of real wages,
which had continued to increase despite the mounting difficulties, coupled
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the economy, prompted the authorities to raise prices in mid-1980. Thisc
led to widespread industrial unrest. Compensatory wage increases were
ultimat:ly granted and wages in fact rose faster than prices in both 1980

and 1QR1 A £~ al anm~w A hatersann (PAven v v “dA rilrdemo A Lawrao
dinid 17GC1. A formal accord between the Government and at.LJ.n..Lus WOTKETrs On

the establishment of independent trade unions and other matters was
signed at the end of August 1980. However, disagreements arose in the
implementation of these accords and labor unrest continued. Martial law
was imposed on December 13, 1981. 1/

The external payments situation, meanwhile, weakened rapidly.
Despite a major cutback in imports and in the deficit on merchandise
trade in 1980, the current account deficit in convertible currencies
remained stubbornly high because of the rising level of interest payments.
With the economy's debt servicing obligations reaching unmanageable
levels, creditors hecame increasingly unwilling to extend new credits to
meet maturing obligations. New capital inflows fell sharply in 1981 and
debt servicing arrears were incurred which persisted despite debt
rescheduling agreements with commercial banks and governm—ats. Exports
also declined steeply in 1981, partly as a result of growing dislocations
in the domestic economy. These factors and the depletion of foreign
reserves forced an even sharper reduction in convertible currency imports,
which contributed to a marked steepening in the fall of domestic output.

In 1982, domestic economic activity and foreign trade with the
convertible currency area continued to decline. However, in contrast to
earlier years, the authorities succeeded in obtaining a morez substantial
contribution from household consumption to the reduction in domestic
absorption. Administered prices were raised sharply at the beginning of
1982, and over the year as a whole consumer prices doubled and real wages
fell by about one quarter. Although the decline in activity ended after
mid-year, real NMP for the year as a whole registered a further drop, to
a level which was almost one quarter below that in 1978 (Table 2).

b. Economic reforms

(1) Basic prilosophy

The evident unsustainability of the economic situation in the
early 1980s led not only to the introduction of measures aimed at short-run

1/ Martial law was lifted on July 22, 1983.



stabilization, but also to the design of plans for a fundamental reform

of the economic system. As far as the industrial sector was concerned,
the overall objective of the reform was once again a radical decentraliza-
tion of decision-making authority. As a first step, there was to be a
reduction in the number of the branch ministries and a dismantling of

much of their role (including a reduction in their authority to issue
directives to enterprises), as well as a dissolution of most of the large
economic organizations. With these intermediate levels of authority
removed, the main agents were to be the central planning authority and
individual enterprises. Workers' councils and the workforce at large were
to play an important role in the running of enterprises, notably in the
apnointment of managers and in the adoption of plans., The central
authorities were to establish the broad objectives of policy which would
continue to be incorporated in annual, five-year, and ten—year plans.
However, the fulfillment of these plans would be achieved through the
adjustment of indirect policy instruments—-tax rates, credit policy, .he
exchange rate, etc.--rather than through direct central control. The
corollary of the intended inciease in the autonomv of enterprises was

tha. they would receive less financial support from the central authorities;
subsidies were to be reduced n conjunction with a radical restructuring
of prices and changes in the rules for price formation, aimed at achieving
a better reflection of relative scarcities. Credit policy would be more
tightly regulated than previcasly and would operate as 2n independent
constraint on enterprise behazvior rather than the largely accommodating
instrument that it had tended to be in the past.

(2) Legislation and implementation

In the period from September 1981 to February 1982 a considerable
body of legislation codified the terms of the reform. This legislation
paved the way for a fundamental change in the legal status of enterprises
and in their operational objectives, In essence, it provided that
enterprises were to be (i) independent, i.e., were to have the power to
determine their ocwn pattern of output and investment and to make their
own pricing decisions; (ii) self-managing, ultimately by their own work
force; and (iii) self-financing, i.e.., were to be liable for their own
obligations and could be declared bankrupt. Other laws established a new
framework for setting prices and determining employee remuneration (in
both of which areas enterprises were to enjoy increased autonomy), simpli-
fied and standardized the tax regime, and ended the monopoly that foreign
trade organizations had previously enjoved in the conduct of foreign
trade. Further legislation sought to ensure that enterprise autonomy
would be exercised in a context of financial discipline. Thus, a Banking
Law established the groundrules for the operation of a less accommodating
credit policy, and a Bankruptcy Law stipulated the procedures to be
followed, including possible liauidation, in cases where enterprise
performance was unsatisfactory.

Various other changes in policy made at about the same time comple-

mented the establishment of the broad legislative framework. At the
beginning of 1982 a unified exchange rate was introduced which applied



to virtually all transactions with non-CMEA countries. The unified rate
was set at a level which involved a considerable depreciation from the
average of the various rates previously in effect. Secondlv, ae already
noted, a major restructuring of prices took place in early 1982 which
resulted in a sharp decline in real wages and in the real value of the
household sector’s monetary as~2ts. There was a corresponding improve-
ment in enterprise profitability and a reduction in the budget deficit.
Thirdly, in order both to contain wage increases and to relate them more
closely to changes in productivity, a Fund “or Occupational Training
(PFAZ) was introduced with a steeply progressive schedule of required
contributions for enterprises in which the increase in employee
remuneration e.uxceeded a certain threshold or the recorded improvemeut

in prodactivity,

The measures described azhove were mainly intended to improve the
performance of the industrial sector. Imnertant changes were also made
in policies toward the agricultural sector. These involved an amendment
to the Constitution recognizing the permanent role of the nonsocialized
sector in Polish agriculture, as well as substantial increases in producer
prices, au increase in the limit on the size of private farms, and various
steps to ensure parity of treatment as between socialized and nonsocialized
agricultural units.

From the outset, it was recognized that the realization of the
ohjectives of the reform legislation——which is in the nature of enabling
legislation-~would take time. Moreover, it was always intended that the
central authorities should, in certain circumstances, retain the possi-
bility of direct involvement in enterprise affairs. For this reason
provision was made for certain enterprises and sectors to be excluded,
wholly or partly, from the terms of the basic legislation in exceptional
circumstances, and for founding bodies (essentially the branch ministries)
to require certaln tasks to be carried out by enterprises under their
control. Thus, the Councii of Ministers retained considerable powers to
amend the rules governing the financial management of enterprises in a
wide range of industries, including the energy sector, agriculture, and
foreign and domestic trade. Similarly, the Council of Ministers was
empowered to decide by decree, but in agreement with the relevant trade
unions, that appointments and dismissals of the managers of certain
enterprises be made by the founding hodies rather than with the involvement
of workers' representatives. Two other institutional developments have
also served to dilute somewhat the effective autonomy of the enterprise
sector. First, branch economic ministries, although reduced in numbher
in 1981, have retained an important role. Second, in certain instances
enterprises have been required to join industrial assoclations, to which,
in turn, they may in some matters he administratively subordinate,

In the implementation of the reform legislation, conflicts with
other pclicy objectives have also exerted a major influence on the pace
at which the authorities have felt it appropriate to proceed with the
dismantling of central contrels., Most fundamentally, following the
first steps to liberalize prices in 1982, 1t has heen considered necessary



for social reasons to restrain the rate of price increase. As a result
of the measures taken in 1982, the proportion of total transactions
taking place at prices under explicit administrative control was
considerably reduced. Since 1982, however, that proportion has changed
little, ranging from about one third for producer goods to almost one
haif for consumar goods. Moreover, since April 1983, changes in “contract”
prices, which are in principle set at the discretion of iadividual enter-
prises, have in most cases been limited to those necessitated by changes
in costs beyond the enterprises' own control and have, in the case oi
retail prices of manufactured goods, also been subject to a ceiling. As
a result, prices for many products remain below market-clearing levels,
and excess demand and shortages persist.

The reluctance to allow prices to rise to market-clearing levels has
also affected external economic policies. Most notably, while the exchange
rate has been adjusted more flexibly since 1982, it has, as a matter of
policy, been maintaiised at a level at which a significant proportion of
export transactions are not profitable. Consequently, export subsidies
and irducements to exporters conferred througa the tax system and through
foreign exchange retention rights, as well as comprehensive import controls,
have continued to be important policy tools in guiding foreign trade.

The linkage of domestic prices to world prices has also remained weak as
a result of the continued existence of other taxes and suhsidies whose
purpose is to equalize the prices received or paid for certain producte
in foreign trade with the comparable domestic prices.

In conjunction with the maintenance of price controls, the authorities
have retained a number of nonprice instruments to ensure that sufficient
resources are avallabhle for various priority purposes. Thus, ahout
60 percent of the total supply of basic raw materials and other production
inputs remains subiect to allocation through administrative means——compared
with about 70 percent in 1982 and higher proportions before that-—and the
atlocation of foreign exchange continues to be subject to a high degree
of administrative intervention. Similarly, with a view to ensuring
adeguate production of certain essential items, two schemes have heen in
operation whereby the central authorities either instruct enterprises
(under operational programs) or invite them to sutmit hids (under govern-
ment contracts) to carry out certain tasks while ensuring the necessary
access to inputs and foreign exchange. Since 1982 the scope of operational
programs has decreased, while that of government contracts has tended to
rise. Currently, the two schemes together cover about cne quarter of
industrial production. Significant central controls have also been
retained over investment, with expenditure on investment projects started
hefore 1982-—which accounts for most investment expenditure-—remaining
subject to considerable influence from the central authorities.,

Substantial progress was made in 1982 in streamlining the system of
enierprise taxation and in reducing budgetary subsidies. As a proportion
of GDP, subsidies to enterprises were reduced to about 10 percent, compared
with almost 18 percent in 1981, and there was also a cuthack ip the
rrlative size of subsidies to the population. With the greater emphasis



subsequently on price stabilitv, the relative importance of subsidies has
since changed little, and even rose slightly in 1984. Transfers of
resources within the enterprise sector through the budget thus remain
important. Moreover, the incidence of profit taxation-—and of payments
of capital depreciation to the budget, as well as payments to the PFAZ--
tas remained both highly differentiated between sectors and individual
enterprises and subject to retlatively frequent adjustment. This reflects
not only the use of exemptions and rebates to encourage particular
activities, but also the important role that bargaining between the
concerned parties continues to play in the determination of tax and other
payments to the budget. These arrangements, which blur the link between
the efficiency and the financial position of an enterprise, may have
continued to limit the extent to which enterprises view themselves as
being faced by a hard budget constraint. The conduct of credit policy
and a muted application to date of the Bankruptcy Law, with very few
enterprises h'wving been liquidated, may have had a similar effect.

C. The current economic setting

Since the second half of 1982 there has been a steady recovery in
econuidic activity. With improved labor discipline, a good agricuitural
performance, and some increase in imports, real NMP grew on aver:ge
by about 6 percent a year in 1983-84, The growth in output, together
with a reduced rate of stockbuilding, permitted significant increases in
household consumption and fixed capital formation. Over the same period
inflation declined substantially from its 1982 peak and--with the recourse
to price controls--was in the range of 15-22 percent per year. Given
that the recovery of output in 1983-84 was from an unusually low base,
official plans anticipated a deceleration in the rate of real NMP growth
to 3-3.5 percent in 1985. Developments in the first three quarters of the
year, which were affected by an unusually harsh winter, cast some doubt
on whether this target can be met. Contrary to plan objectives,
inflationary pressures and market imbalances also appear to have increased;
while wages rose at an annual rate of 20 percent in the first nine
months of 1985 and the increase in prices was held to 15 percent, supply
constraints limited the growth of real housechold expenditure to less than
2 percent.

The economy's external performance also recorded some improvement in
the period immediately after 1982. The trade balance in convertible
currencies strengthened further, with the surplus in 1984 reaching USS1.4
billion, or the equivalent of one quarter of merchandise exports. In
contrast to earlier years, export growth contributed to this improvement.
Even so, the overall external position remained extremely weaak: in 1984,
the convertible current account was still in sizable deficit (USS1.?
billion, or 1 1/2 percent of GDP); voluntary capital inflows were again
negiigible while capital repayment obligations remained large; external
debt in convertible currencies, at about USS$27 hillion at the end of
the vear, was some four and a half times the level of convertible currency
exports; and the debt service ratio was in excess of 100 percent of total
current receipts in convertible currencies. In the first three quarters

nf 1985, moreover, the trade surplus fell back to an annual rate of about
USS1 billion.
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The essential question currently facing Polish policymakers is how
to achieve the continuing adjustment in the current account of the
balance of paymeats that the debt servicing profile reguires while
maintaining domestic expenditure at acceptable levels. It 1s recognized
that a satisfactory reconciliation of these objectives will require
an improvement in the economy's underlying efficiency and that this is
likely to come only from further progress ir implementing the economic
reform launched in 1981-82, At the present time, the economic system
differs in basic respects from that envisaged in the reform bhlueprint,
essentially because the central agencies of the Government continue to
exert major and direct influence on the allocation and pricing of
resources at the microeconomic level. Although some further legislative
steps are planned (notably to control monopolies and to encourage the
growth of small businesses and joint ventures), further progress in
liberalizing economic relations in line with the objectives of the reform

is to rely mainly on a fuller realization of the possibilities inherent
in the legislation already enacted.
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I11. Domestic Economy

I. Production

In recent years, the socialized sector of the Polish economy has
contributed rather more than 80 percent of gross material product
(Table 3) and employed a little over 70 percent of the labor force
(Table 25). Two—~thirds of the remaining output, generated hy the
nonsocialized (or private) sector, has originated from agriculture, with
much of the balance heing evenly distributed bhetween small industrial and
construction concerns.

The industrial sector currently accounts for ahout 50 percent of net
material product (NMP) and 30 percent of employment—-hoth somewhat smaller
proportions than during the industrialization drive of the early 1970s.
While agriculture's share in employment is broadly equal to that of
industry, its contribution to total output is only about 17 percent; the
latter share ig much the same as in 1970, whereas the former is lower.
The most cyclical sector, and until recently the third largest, is
construction, which in 1984 contributed about 12 percent to output and
employed some 7 percent of the labor force. As a result of the decline
in construction activity in the late 1970s and early 1980s, its contribu-
tion to output was surpassed by the trade sector, whose share of NMP has
risen to nearly 14 percent (Table 4).

a. Industry

State-owned and cooperative industry, which together comprise
soclalized industry, currently account for 98 percent of gross industrial
output. Private industry is mainly concentrated in handicrafts and
“nonresident-owned manufacturing enterprises (“Polonia"” enterprises).

The most important branches of industry are food processing, engineering,
and fuel and power, which together account for about 60 percent of gross
production and employment in socialized industry (Table 7). Textiles,
chemicals, and metallurgy, meanwhile, each contribute almost 10 percent
to gross industrial output.

The industrial sector is characterized by a high degree of concentra-
tion. Prior to the 1982 reforms, enterprises were grouped together in
compulsory cartel-like associations that were typically sole suppliers to
a particular market. Since 1982 compulsory associations have, with
certain important exceptions, 1/ been disbanded. However, in many cases
enterprises have maintained their previous sectoral affiliations by
forming voluntary associations. 1Industry faces lirtle foreign competi-
tion on the domestic market and continues to be relatively inward looking,
although the importance of exporting has increased in recent years.,
Exports currently account for some 12 percent of total sales of the
industrial sector.

L/ Compulsory associations, which in essence function as an intermediate
level of central administration, have continued to operate in coal mining,
power generation, metallurgy, engineering and food processing.



- 14 =

Industrial production expanded rapidly during the postwar industrial-
ization drive, recording average annual real rates of growth of 12 percent
in the 19503 and 8 1/2 percent in the 1960s. In the latter part of the
1960s, however, the scope for sustaining an "extensive" growth strategy
(based principally on large additions to factor inputs) diminished. At
the same time, the aunthorities concluded that 1t was necessary hoth to
raise the standard of living more perceptibly and to modernize a capital
stock which was becoming increasingly obsolete. Against this bhackground,
at the beginning of the 1970s the Government adopted a new development
strategy, based on large—-scale imports of Western capital and technology,
aimed at spurring growth by raising productivity.

A period of rapid economic expansion followed during the first half
of the 19708, with net value added by industry rising at an average
annual rate of more than 10 percent (Table 4). In the process, however,
the industrial sector developed two major imbalances: the expected
increase in its foreign exchange earnings failed to materialize, and
heavy industry grew at a significantly faster rate than light industries
such as textiles and food processing. With personal incomes rising
rapidly, shortages of consumer goods were exacerbated in the second half
of the 1970s. These shortages were partly alleviated through imports
which, in circumstances of a progressively tightening foreign exchange
constraint, crowded out some imports of industrial raw materials.
Correspondingly, the growth of value added in industry slowed during
1976-78 and in 1979 turned negative, declining by almost one quarter in
the period through 1982 as the shortage of foreign exchange reached
crisis proportions (Tahle 2). The downtrend was checked during the
second haif of 1982, most notably in the mining sector, and during 1983-
1984 industrial output expanded by 5-6 percent a vear, exceeding plan
targets. With employment continuing to decline, the recovery entirely
reflected an improvemen. in productivity. The fastest growth was recorded
in the engineering and chemicals branches; output of light industry, by
contrast, remained below planned levels.

During the first three quarters of 1985 the growth of industrial
production slowed appreciat.y, in part as the result of a severe winter.
On a gross bhasis, output increased by close to 3 percent year-on—year, or
" less than the target (4-4 1/2 percent) for the year as a whole. On
current trends, real net material production in industry in 1985 is
likely to remain ahout 12 percent helow its level in 1978,

he Fnergy

Poland is the world's fifth largest producer of hard coal. 1Its
endowment of petroleum and natural gas, by contrast, is very limited,
accounting for less than 5 percent of energy output., Coal currently meets
nearly 80 percent of total domestic energy requirements, as well as being
a major export item to both the convertible currency and nonconvertible
currency areas. lntil the late 1970s Poland was a net exporter of energy.
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During the first half of the 1970s the supply of energy was suffi-
cient both to meet domestic demand and to expand exports of coal. However,
faster than planned increases both in tctal output and in the energy
intensiveness of production led subsequently to shortages of energy and a
leveling off in coal exports in the second half of the decade. In response,
rationing of electricity was introduced and the workweek in the coal
mines was effectively increased to seven days. Despite these measures
and an increase in coal output to a record level in 1980, the overall
trade balance in energy shifted into sizable deficit around the turn of
the decade as coal production was increasingly redirected to the domestic
market and as the terms of trade for coal against oil (which is mainly
imported from the U.S.S.R.) weakened significantly.

The socioeconomic crisis of 1980-81 was reflected, in the energy
sector, in a 16 percent reduction in coal output in 1981--following the
return to a five-day workweek in late 1980--and in a halving in the
volume of coal exports (Table 8). A4s a result, the trade deficit on
energy products with the nonconvertible currency area rose to the equi-~
valent of some USS$2.5 billion in 1981, double its level in 1980, Energy

trade with the convertible currency area, meanwhiie, remained in surplus
by about USS$0.5 billion.

The 1980 level of coal output was not restored until 1984, Over the
intervening period, however, the trade deficit on energy products with
the nonconvertible currency area was narrowed to US$1.5 billion, and the
surplus with the convertible currency area was increased to more than
USS1 billion, largely through limitations on energy use by industry and
the introduction of petroleum rationing at the retail level. In 1984
almost one quarter of coal production was exported--a proportion not
witnessed since the mid-~1970s--with nearly 70 percent of exports being
channeled to the convertible currency area.

The energy intensity of production in Poland is high in comparison
with that of other countries at a similar stage of development. This is
associated partly with the fact that energy prices have traditionally.
been subsidized, and partly with the lack historically of other incen-
tives for enterprises to economize on the use of production inputs. The
energy intensiveness of production changed little, on balance, between
1970 and 1982--falling sharply during the first half of the 1970s and
increasing thereafter-~but in 1983-84 declined by some 8 percent as the
result of limitations on the industrial sector's use of energy as well as
the modernization and electrification of the railway system. Energy use
in the household sector has increased steadily and in 1984 accounted for
44 percent of total energy consumption, compared with 36 percent in 1970.

During the 1970s dcmestic energy prices were changed on only two
occasions and by considerably less than world prices. As part of the
price reforms of the early 1980s, most energy prices were raised by
200-300 percent in 1981-82 followed by smaller adjustments in 1983-84
(Table 9). Despite these adjustments, in 1984 the average domestic price
of hard coal to industrial users and households remained nearly 20 percent
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and 30 percent, respectively, below the average cost of production, and

at about half the average world market price for Polish coal. Most crude
oil is imported from the U.S.S.R. at a price hased on a five-year moving
average of world market prices. The domestic price of refined oil products
generally covers average production costs.

In view of the limited scope for expanding coal production, more
emphasis is tn be placed in the future on energy conservation, including
the gradual adjustment of coal prices to cover production costs and of
other energy pricec tc world market levels. In addition, three nuclear-
power plants are planned for the next decade, one of which is currently
under construction and is expected to become onerational by 1990.

Ce Agriculture

(1) Structure and organization

The nonsocialized sector holds the predominant position in
agriculture, with private farms accounting for nearly 80 percent of
output and employment. Most of thazse farms are small with an average
si_e of about 5 hectares. Because of the relatively low per capita
income in agriculture, labor working on these farms is frequently
employed also in other sectors of the economy. State farms account for
most f the remainder of agricultural activity, although a small role is
played by cooperatives. State agricultural holdings tend to be 1arge,
with over 60 percent of the farms exceeaing 800 hectares.

Slightly more than half of the value of total agricultural output is
from crops. Cereals, potatoes, vegetables, fruit and sugar heets are
the major items (Table 11). Slaughtered livestock, principally pigs and
cattle, together with milk account for over 80 percent of the value of
animal production (Table 13). Only 5 percent of agricultural production
is exported.

Until 1972 agricultural output was in principle sold to government
purchasing agencies under a compulsory delivery system, although in
practice the coverage of the system was never complete. Since the
abolition of this system, about 70 percent of output destined for the
market (or about half i1if allowance is made for intermediate consumption--
see Table 14) has continued to be sold to the State on the basis of
contracts with government purchasing agenclies. Administratively set
prices are in force for more than 70 percent of products purchased by
these agencies. These prices are adjusted once a year, although seasonal
pricing is applied to certain products. Following the 1982 price reforms,
the differential between free market and state purchase prices narrowed
sharply for most products (Table 15). Although the former typically
remain higher than the latter, farmers contracting to deliver to state
agencies also receive certain bhenefits in the form of tax rebates and
access to inputs and production-related services. Most state purchasing
centers also act as wholesalers for the retail market. Agricultural
exports are normally channeled from government purchasing centers to
foreign trade organizations.
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Virtually all agricultural inputs are priced administratively and
most are subsidized by the State. The State also directly controls their
distribution. Inputs such as feedstuffs and coal are distributed through
the government purchasing centers. Others, such as tractors and combine
harvesters, are distributed on a regional basis and then allocated by
town councils. Yet others, such as fertilizers and pesticides, are
distributed geographicaliy according to a given plan, but sold freely in
the local markets on a first-come first-served basis,

(2) Developments

For much of the 1945-70 period, apart from a short period after
1956, agriculture was neglected in favor of a policy of rapid industrial-
ization. During the first half of the 1970s improvements were introduced
including the elimination of mandatorv deliveries to the State, large
increases in procurement prices and increased access to credits and
inputs. In addition, weather conditions were generally good, and a
quickening in the rate of growth of gross agricultural production (to
4 percent a vear) resulted. This, however, rested largely on increased
inputs; on a value—added hasis, net output over the period 1971-75 rose
by barely 1 percent a vear (Table 4)., The growth in net value added
accelerated somewhat during 1976-78 but then fell by 20 percent over the
next two vears, The latter development reflected a combination of bad
weather conditions, reduced incentives for private agriculture and
decreasing productivity on State farms. 7Tn an attempt, in the face of
poor cereal crops, to prevent a rapid fall in the livestock population——
which had been increased substantially as a deliberate policy in the
first half of the 1970s--the Government increased imports of grain and
animal feeds from an average of 3.5 willion tons per annum in 1971-73 to
9 million tons per annum in 1978-80. Together, the fall in exportahle
output and the increase in imports of agricultural inputs propelled the
trade balance in agricultural products with the convertible currency area
from a small surplus in the early 19708 into a deficit of almost USS2
billion by 1980.

The weak performance in the late 1970s led to a turnaround in agri-
cultural policy in the early 1980s. Procurement prices were raised
substantially and subsequently adjusted more frequently. Policy guide-
lines were recast to provide for equality of treatment of all agricultural
entities——socialized or nonsocialized-—with respect to the availability
and cost of bank credit, access to inputs, and opportunities to market
their production. In July 1983, the Constitution was amended to recognize
family-run farms as a permanent element of the Polish economy. The
general economic reforms of 1981-82 also ended the privileged status of
state farms and provided for an increase in their decision—making autonomy
and a reduction in their operational subsidies. At the beginning of 1985
a land tax reform was carried out, equalizing the tax burden for all
sectors in agriculture.
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In part as a result of these policy changes, hut also hecause of
better weather conditions, agricultural output has made a strong recovery
since 1981. Yields for cereals have increased without interruption and
in 1984 record levels were also reached for fodder crops and sugar beet.
Since 1983 the~e has also been an upturn in animal production. 1In all,
real NMP in the agricultural sector increased by 5 percent a year during
1982-84, which left the level of output only 6 percent below its 1978
peak (Table 2). The strong crop performance also lessened the dependence
on imported animal feeds, facilitating a reduction in the trade deficit
in agricultural products with the convertible currency area to less than
580.5 hillion by 1984,

In contrast to the slowdown evidenced in the rest of the economy in
1985, indicators for the first three quarters of the year point to a
continued good agricultural performance, with the livestock herd
increasing further and the cereals harvest thought to be close to that
attained in 1984,

d. Construction

The construction sector grew more rapidly than other sectors during
the first half of the 1970s, recording an average rate of growth in net
output of more than 12 percent a year. This performance was attributable
hoth to the greater emphasis given to residential construction (following
its neglect in the 1950s and 1960s when attention had focused on building
up the industrial base), and to an upturn in activity associated with the
investment boom. Growth continued at more moderate rates in the period
through 1978, after which the sector was affected earlier and more severely
than other sectors by the economic downswing of the late 1970s and early
1980s. Between 1979 and 1982 net output declined by 50 percent. In
response to the growing housing shortage, increasing resources were once
again channeled to residential construction as the economy began to
recover after 1982, Together with a general upturn in investment, this
underpinned an increase in construction output of some 8 percent a vear
in both 1983 and 1984. 1In the first nine months of 1985, in line with
the general deceleration in economic activity, the growth in construction
output slowed sharply.

2. The distribution system

d. Intermediate products

Prior to 1982 all basic inputs were allocated centrally. The branch
ministries allocated the inputs to enterprise as ocfations which, in
turn, distributed them among individual enterpr .ses. Following the intro-
duction of reforms in 1982, inputs which were in short supply continued
to be channelled to the State and centrally allocated. In 1984, the
digtribution of 130 categories of inputs, accounting for about 60 percent
of total raw and intermediate products used by the economy, remained
centrally controlled.



_19_

1n the first two years following the implementation of the reforms,
enterprises were required to submit requests for centrally allocated
inputs to the authorities. In 1984 significant changes were made in this
operating mechanism: most importantly, the allocation of inputs was
shifted from an enterprise basis to a sectcral basis, and for most inputs
the process was delegated to state trading organizations. !/ There
are currently 28 trading organizations that have a license to deal in
centrally allocated inputs, with each organization being assigned a
specific commodity group. The trading organizations' first priority is
to service production under govermment contracts and operational programs.
These are arrangements under which the central authorities either instruct
enterprises (operational programs) or invite them to submit bids (govern-—
ment contracts) to carry out certain tasks while ensuring the necessary
access to inputs and foreign exchange. Together, the two schemes absorb
about 40 percent of centrally-allocated inputs (25 percent of total
inputs used by the economy) and account for about one quarter of industrial
production, Allocation of the remaining centrally-controlled inputs is
based on the central material balances prepared by the Planning Commission
and the Materials Ministry.

Inputs that are not covered by the central allocation system are
handled by over 100 trading organizations which deal exclusively in
intermediate products. While these organizations typically specialize by

categories of products. there is usually more than one trading organiza-
tion for a purchasing enterprise to choose from.

b. Retail products

The distribution of retail products has remained basically unchanged
for many years. There are three major retail trading organizationms,
currently accounting for 85-90 percent of retail turnover. Each operates
its own retail outlets. One specializes in fonodstuffs, a second in
industrial products, and the thira in serving rural areas. Over the past
few years these organizations have become less specialized and have also
lost some of their market shares to newly-established, small-scale trading
organizations. :

Two rationing systems exist at the retail level., The first involves
rationing products geographically through the local governments, which in
turn allocate the products to the trading organizations. Currently, 95
commodity groups are rationed in this way, accounting for about 25 percent
of total retail sales. These products are considered to be in the shortest
supply and are all covered by government contracts. The second system
consists of limiting the individual consumption of certain products by a
card system. While in 1982 ration cards were distributed for 23 products,
by late 1985 the number of products so rationed had been reduced to 3
(most meats, chocolate, and petroleum).

l/ An important exception is energy products.
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3. NDomestic demand

a. Investment
(1) Structure

Approximately 80 percent cf investments are undertaken by the
socialized sector. Investments in the "material” (or productive) sphere
account for some two thirds of fixed capital formation, with 70 percent
of these outlavs being in industry and agricuiture (Table 16). Three
quarters of outlays in the nonmaterial sphere are for housing and
community services.

Prior to 1982, investment decisions in the socialized sector were
for the most part centrally controlled. A key element of the 1982 economic
reforms was the decentralization of the investment decision-making process
with the intention of 1ncreasing its efficiency. Investments were divided
into two categories: those that would continue to be centrally planned,
and those that would be controlled only indirectly through the use of
policy instruments, Centrally-planned investments take two principal
forms: proiects that influence the structure of the economy or require
large capital outlays, and proiects in such areas as hecalth and social
welfare, education and culture. The former are concentrated in the
development of infrastructure and of raw material and energy sources
and are financed largely by bank credit. The latter are financed almost
entirely by the budget. In 1984, centrally planned investments accounted
for about 16 percent of investments in the socialized sector. A further
13 percent of such investments, undertaken by local authorities, also
remained directly under the control of the State inasmuch as almost
90 percent of the financing was provided by the State budget.

(2) Enterprise finances

Enterprises rely primarily on internally-generated funds to
finance investment, but have significant recourse also to bank credit and
to hudgetary and extrabudgetary funds. On average, during 1982-84 these
three sources of funds flnanced, respectively, 64 percent, 17 percent,
and 10 percent of socialized enterprises' total outlays for capital
expenditures and transfers to certain special purpose funds combined
(Table 17).

The principal sources of internally-generated funds are after~tax
profits and depreciation provisions retained by enterprises. FEnterprises
have the right to use their after—tax profits at their own discretion
after complying with certain legal requirements. Under Polish accounting
practice, an enterprise's after—tax profits correspond to its gross
operating surplus_i/ plus subsidies received from the hudget less the

17' Derived after the payment of those indirect taxes that are charged
to costs (e.g., wage and real estate taxes, social security contributions)
and of legally required allocations to the enterprise'’'s social, housing
and other special purpose funds.



payment of turnover tax and income (profit) tax (Table 18). The first
call on after-tax profits is to the reserve fund, which is used to cover
operating losses; the balance in the reserve fund must be kept at a level
equivalent to at least 2 percent of operating costs. The second call is
to meef. payments to the Occupational Training Fund (PFAZ) on account of
excessive wage Increases (see section 5 below). Enterprises are also
required to establish a development fimd-—financed from profits plus
amounts retained for depreciation—-to pay for investment outlays; at a
minimum, this fund must have sufficient resources to cover the repayment
of investment credits from the banking system, The remaining after—tax
profits can be freely used for supplementary allocations to the various
enterprise funds, as well as for payments of employee and management
bonuses. Following an exceptional loss in 1981, the financial performance
of socialized enterprises strengthened markedly in 1982, and in both 1983
and 1984 their after—tax profits increased by 35 percent.

(3) Instruments of control

With the shift away from direct central control over capital
outlays, increased reliance 1s being placed on the use of credit and
fiscal policy to regulate the level of investment. In contrast to the
previous system of extending bank credit automatically to projects speci-
fied by the plan, since 1982 credit policy in irespect to new investment
projects has in principle heen more selective, The bulk of credit,
however, continues to be used to finance projects initiated nrior to the
reforms, with some 90 percent of investment outlays at present constituting
expenditures on existing projects.

With regard to new requests for investment credits, the main criteria
now being applied by the hanks relate to the implementation period of the
project (which under present rules should be less than two years), the
repavment period of the credit (less than five years), the proportion of
the project to be financed by credit (in general, not more than 30 percent),
and the viability of the borrowing enterprise. Interest rates have been
increased somewhat but remain suhstantially below market-clearing levels,
so that credit has had to continue to be rationed. In this process,
priority in the distribution of new investment credits is currently
assigned to projects associated with the development of exports and
consumer products (notably foodstuffs) and with the modernization of the
capital stock. Fiscal instruments to regulate the level of investment
consist principally of the income tax and a tax on enterprises' provisions
for “epreciation. Income tax rebates and preferential rates of charge on
depreciation provisions--which are granted widely at the individual
enterprise level l1/--as well as direct assistance from the budget, consti-
tute the nrincipéI means to influence the structure of investment.

More recently, two new instruments to regulate investment have bheen
introduced on a temporary basis. First, since 1984 investments valued
at over Z1 500 million and in need of budgetary support have required

L/ As against a nominal rate of tax on depreciation provisions of 50 per—
cent, the effective rate in 1984 was 23 percent.
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the approval of both the Chairman of the State Planning Commission and

the Minister of Finance. Second, beginning in 1985, a compulsory deposit,
equivalent to up to 50 percent of the value of the project, is regquired for
investments in construction. The deposit is refundahle on completion of
the project provided that the investment is completed on time, The

first regulation was introduced to limit enterprises' investment activity
to targeted levels; the aim of the second was to reverse the hias toward
investing in building rather than in machinery and equipmer-.

(4) Developments

In the first half of the 1970s, real fixed investment (NMP
basis) exceeded even the Plan's most ambitious targets, expanding at an
average annual rate of 20 percent. With the subsequent progressive
tightening of the foreign exchange constraint, investment growth slowed
markedly in 1976-77 and turned negative in 1978, cumulatively declining
by more than 60 percent in [978-82. As a result, the ratio of net fixed
invesitment to net material product fell back to 17 percent in 1982, from
a peak of unearly 30 percent in 1975.

Following the bottoming out of the economic downturn in the second
half of 1982, net fixed investment increased by 23 percent in 1983-84.
While this left the level of fixed investment still 55 percent below 1its
1977 peak, the recovery in 1983-84 was considerably stronger than planned.
The overfulfillment of targets stemmed almost entirely from investment
activity by enterprises and mainly reflected pressures to complete projects
already started, the ample liguildity of the enterprise sector, ard coprcern
that unspent funds might be taxed away in one form or another. In the
first eight months of 1985, the growth of investment appears to have have
slowed considerably. but still exceeded plan targets hy a sizahle margin.

Over the 1980-84 period, the share in total investments of outlays
in the material sphere declined from 73 percent to 66 percent (Table 16).
The redistribution of resources was mainly from industry to housing,
health and education. The relative importance of the nonsocialized
sector in investment activity also grew markedly over this period-—-from
about 12 percent in 1980 to 20 percent in 1984—-the gains heing virtually
all in agriculture and housing.

In the late 19708 and early 1980s, the rate of stockbuilding was
reduced significantly, reflecting the shortages of raw materials and the
sharp reduction in imports. Stocks reached their lowest level in 1981.
Subsequently, while there has been some rebuilding of inventories——notably

in 1982--over the 1980-84 period as a whole, stockbuilding did not contri-
hute to output growth.

h. Consumption
Real consumption also rose rapidly during the first half of the 1970s,

expanding at an average annual rate of nearly 9 percent in the wake of
sharp increases in basic wages and social welfare payments. With the
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worsening of external and internal imbalanres in the second half of the
decade, these high rates of spending could not be sustained. The downward
trend, however, came later and was less severe than in the rest of the
economy as efforts were made initially to protect living standards from
the effects of expenditure cutbacks. Thus, consumption continued to grow
during the second half of the 1970s and also in 1980 (by more than 4 per-~
cent a year in real terms on average), and it declined in 1981-82 by an
amount (some 16 percent) which was less than the fall in output and
considerably less than the fall in investment. As a result, the share of
consumption in domestic expenditure (in nominal terms) increased to

nearly 75 percent in 1982, from 65 percent in 1975. With the upturn in
economic activity after mid-1982, consumption resumed its growth, increasing
cumulatively by more than 10 percent in 1983-84 and broadly maintaining
its share of domestic expenditure. In 1984 real per capita consumption

was 56 percent higher than in 1970 but 10 percent lower than the peak
reached in 1980.

By the beginning of the 1980s the consumer market was characterized
by severe disequilibria as the result of both higher~than-targeted
increases in nominal incomes and sharp reductions in output. The result-
ing increase in forced savings was reflected in a rise in the household
savings rate from about 9 percent on average during the 1970s to nearly
16 percent on average in 1981-82 (Table 19). The subsequent upturn in
output and marked incresses in prices helped to mitigate the imbalance
between nominal incomes and available supplies, with tha result that the
savings rate fell back to 9 percent in 1983 and to under 8 percent in
1984, While shortages of consumer goods continued, they were substantially
less acute and less generalized than in 1981-82. They were also attenuated
by a flourishing black market.

Estimates for the first nine months of 1985 indicate that the
imbalance in the consumer market widened anew. While the supply of
consumer goods was only about 2 percent higher than in the corresponding
period of 1984, the increase in total household incomes exceeded the rise
in prices by some 8 percentage points.

4, Prices

e The system before 1982

Prior to 1982 the majority of prices were centrally determined.
They were changed infrequently and typically did not reflect relative
scarcities. Consumer and producer prices were separated by a wide range
of taxes and subsidies, and most domestic prices were insulated from
international price developments by equalization payments. Attempts to
raise the prices of basic foods in 1970, 1976, and 1980 met with popular
resistance and were ultimately rescinded. Despite the rise in inter-
national energy and raw material prices during the 1970s, retail prices
increased on average hy less than 3 percent a year in 1971-75 and by 7 per-
cent a year in 1976-80. 1In an attempt to prevent a widening of the
disequilibria in the markets, in 1981 producer prices were raised by more
than 10 percent and retail prices by more than 20 percent.
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b, The 1982 price reforms

Reform of the price system was a central element of the package of
measures introduced in 1982 aimed at improving the allocation of resources
and at reducing imbalances between demand and supply in the domestic
market. The intention was to take a first step in raising prices toward
market~clearing levels and to establish a price determination mechanism
that was more responsive to market forces. Over time, procurement prices
of basic inputs were to be adjusted to world mrrket levels so that they
would better reflect relative world scarcities. A major exception to
this principle was made in the case of coal, where the intention was to
raise prices sufficiently to cover production costs, which are signifi-
cantly lower than world prices. The passing on of increases in input
prices to the producer level was tc be less than complete in order to
encourage enterprises to reduce the material—-intensity of their production.
With respect to consumer prices, the prices of foodstuffs, which were
generally below the comparable producer prices, were to increase by more
than the retail prices of industrial goods, which generally exceeded
their producer prices. Consistently with the above principles and with
the change in the exchange rate, both retail and producer prices more
than doubled in 1982,

The 1982 reform also replaced the previous system of price determin-
ation with three categories of prices: administrative, regulated, and
contract prices. Administrative prices are set by the State in a manner
akin to that which existed for most products before 19€2. They apply to
four categories of goods: (1) consumer goods and services that are of
basic importance in daily consumption; (2) basic intermediate goods;

(3) basic agricultural produce purchased by the socialized sector; and
(4) alcoholic beverages, tobacco products, and postal and telecommuni-
cation services. 1In 1984 these goods constituted 47 percent of the value
of consumers' total expenditure, 72 percent of wholesalers' purchases of
agricultural products, and 34 percent botht of producers’ sales of manu-
factured goods and of producers' purchases of raw and basic materials
(Table 20). Administrative prices are normal!ly adjusted once a year.

The full transmission of international price movements to domestic pioducts
subject to administrative pricing may, however, be spread over a number
of years. For exports, if the foreign price exceeds (is less than) the
domestic price, a tax (suhsidy) is in principle levied (granted) so as to
equate the two prices; for imports, the converse applies.

Regulated prices are set by producers on the basis of costs and are
closely monitored by the authorities. From the beginning, this system of
price determination was considered a temporary intermediate stage in the
move from administrative to contract pricing. The share of expenditures
covered by these prices has fallen significantly since 1982 and is now
very small,

Contract prices are, in principle, to be set freely in the market

place with the transmission of foreign price movements to domestic prices
being unimpeded. 1In 1984 contract pricing applied to 50 percent of the value



of retail products and 63 percent of the value of both sales by producers
of manufactured goods and purchases by producers of basic and raw materials.
The Office of Prices requires notification of all increases in these prices
within two weeks after their implementation. If vhe increases are deemed

s o2 1 N

unjustified, the enterprise may he fined for earning undue profits.

In practice, contract prices have become increasingly regulated.
However, differing treatments are accorded to producer and retail prices.
Regarding the former, in 1983 the government introduced a price freeze
for the three-month period May-July; since then, price rises resulting
from changes in costs of production that are considered to be beyond the
control of the enterprises have been permitted, with no limit on such
increases. 1In 1984, similar controls were extended to retail prices of
manufactured goods that are subject to contract pricing, except that a
ceiling on the permissible rise in prices of these goods was set at
10 percent per year. Taking into accommt products that are exempted from
these price controls, approximately one half of the retail products that

are subject to contract pricing are currently regulated.

Ce Developments

The price reforms became operational at the beginning of 1982 and
for the year as a whole retail prices increased by 101 percent (136 per-
cent for foodstuffs) and producer prices in industry by 122 percent
(Table 21). 1In response to the resultant sharp reduction in real incomes,
and in line with the policy of spreading out subsequent price adjust-
ments, in 1983 the Government temporarily froze the prices of certain
basic goods and services and imposed controls on all producer prices.
Correspondingly, inflatfon at the retafl and producer levels moderated to
22 percent (12 percent for foodstuffs) and 15 percent, respectively.
Although administrativz prices of most products were raised in 1984, the
extension of price controls to certain consumer products reduced price
increases at the retail level to 15 percent, which was broadly in line
with the growth of producer prices. In the first nine months of 1985 the
annual rate of inflation at the retail level was agafin ahout 15 percent.

The wedge between producer and retail prices for intermediate products
is negligible in Poland, reflecting tl> small amcunt of turnover taxes
charged on these products. As regards consumer products, in 1984
retail prices were on average nearly 20 percent higher than producer
prices as a result of the high rate of turnover taxes on such items as
cosmetics, fuel, cigarettes, alcohol and automohiles which more than
of fset the subsidies for basic goods and services. Consumer price subsi-
dies are granted mainly for foodstuffs, 1/ energy products, and transporta-
tion services. As a share of private consumption expenditure, subsidies
on these products have declined steadily since the beginning of 1982,
from over 16 percent in 1981 to less than 10 percent in 1984, due largely
to a reduction in the subsidization of meat (Table 22).

l/ In 1984 producer prices for foodstuffs were on average 30 percent
higher than the corresponding retail prices.
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5. Incomes

a. Structure of household incomes

In 1984 wages earned in the socialized sector accounted for a little
over half of total personal money incomes. Social benefits 1/ and incomes
of the nonsocialized sector accounted, respectively, for nearly 20 percent
and 15 percent of such incomes, with the remainder consisting of miscel-
laneous items, including interest on deposits and foreign currency receipts
(Table 19). Relative to 1980, the share in total incomes of wage earnings
in the socialized sector was lower by nearly 10 percentage points, most
of the redistrihution being reflected in a higher share for social beneflits.
The relative significance of incomes earned in the nonsocialized sector—
which rose temporarily in 1981-82 due to significant increases in agricul-
tural product prices--differed little in 1984 from its 1980 level.

b. The system of wage remuneration

For most of the postwar period prior to 1982--with the exception
of two brief periods around 1956 and 1973--the system of wage remuneration
in the socialized sector was based on wage tables established by the State.
The tables were differentiated by branch of economic activity and were
changed infrequently. Factors determining a worker's pay included his
skills and seniority level as well as the physical effort and extent of
responsibility associated witbh his joh. As a result of the inherent
rigidities in the system, it was not possible to differentiate the
remumaration of two workers with the same qualifications but different
productivity performance. Basic wages have traditionally been supplemented
by premia payments charged to costs. Schedules for these payments were
set up in an analogous manner to the basic wage tables,

In conjunction with the overall package of economic reforms, in 1982
all socialized enterprises were obligated to adopt a new system of wage
determination. Enterprises were given the freedom to estahlish their own
wage grids within the bounds of the minimum and maximum wage rates set by
the ceanter, and within the centrally established principles for jobh
grading. Furthermore, enterprises were given complete autonomy in
determining premia payments over and above those guaranteed by state
legislation (e.g., seniority benefits, severance payments, etc.). With
the minimum and maximum wage rates having been frozen since 1982, an
increasing share of 1emuneration——estimated to have reached almost one half
hy the first half of 1984-~-has stemmed from premia.

In 19584 the authorities sought to broaden the scope of wage reform.
Enterprises that were deemed financially sound were given the autonomy to
design their own wage structure without being bound by national wage
tables, provided that basic requirements such as the right to earn the
minimum wage and to receive certain social benefits were respected.

1/ 01d age, disability and other pensions account for nearly 70 percent
of cash henefits.
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While there are no limits on the hourly pay of hlue-collar workers, the
maximum income of white-collar workers is indirectly constrained by the
director's salary, which currently ranges between 71 21,000 and Z1 30,000
per month. One of the aims of liberalizing the system of wage determina-
tion further was to decrease the relative importance of premia payments
(e.g., for senority) that were unrelated to productivity developments

and to increase that of basic wages. To this end, the wage base to which
the fixed schedule for such premia is applied is frozen at the level
existing at the time that the enterprise adopts a new pay system,

Approximately 80 percent of workers in the socialized sector are
eligible to be covered by the new system of pay. The main sectors that
do not qualify are hudgetary units, state administration, and transporta-
tion. As of September 1985, 4.7 million of the 9.5 million eligibhle
workers were operating under a new wage system,

Concurrently with decentralizing the wage determination process in
1982, the authorities introduced a new tax—--in the form of levies of the
PFAZ (State Fund for Occupational Training)--as an instrument for
controlling excessive wage increases in the socialized sector. Since
1982 the operating mechanism of the PFAZ has been modified on several
occasions. 1In its present form, tax—exempt increases in the wage bill
are linked to an indicator of output growth (in principle, net sales in
constant prices) by a specified coefficient. PFAZ is a progressive tax
levied on the zloty amowunt of wage increases, with the rates ranging from
40 percent for the first percentage point increase over the tax—~exempt
threshold to 500 percent for the sixth and each subsequent percentage
point increase beyond the threshold.

In practice, exceptions to the basic rules and exemptions for
preferential sectors have been pervasive in the implementation of the
PFAZ. The coefficient between tax exempt wage increases and output gains
has ranged between 0.5 and 0.8, and for particular sectors—~which are
considered to have little potential for increasing their output—--it has
been 1.0. Certain enterprises are entitled to grant PFAZ-free wage
increases up to a certain amount prior to the operation of a coefficient
relating wage increases to output gains, and certain activities~-e.g.,
exporting~-enjoy preferential coefficients. Measurement problems have
also led to differentliation in treatment, with, for example, gross produc-
tion rather than net sales being used as the indicator of output in
approximately half of the socialized sector.

Ce Developments

Between 1970 and 1976 real wages in the socialized sector increased
at an average annual rate of more than 8 percent, or hroadly in line with
the productivity gains resulting from a massive influx of western capital
equipment. In response to the subsequent slowdown in economic activity
and the emergence of inflationary pressures, in 1976-78 the authorities
introduced measures that held the level of real wages essaentially
unchanged. Incomes of the population—~which increased at an average
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annual rate of nearly 10 percent in 1970-76 and &4 percent in 1976-78--
consistently outpaced the growth of real wages in the socialized

sector because of relatively rapid increases in social benefits and in
other nonwage incomes.

Real wages turned sharply upward during 1979-81, in marked variance
with the development of productivity. Thus, while output declined by
over 19 percent between 1978 and 1981, real wages in the socialized
sector and real incomes of the population increased by nearly 11 percent
and by 15 percent, respectively. 1In 1982, the substantial adjustments in
retall prices more than reversed this gain. Real wages in the socialized

sector fell by one quarter (Table 23), and real incomes of the population
by close to 20 percent.

With the improvement in market conditions in 1983-84, wage policy
was redirected to maintaining the purchasing power of the population. In
the event, real wages in the socialized sector increased by 1-2 percent
a year, while gains in labor productivity averaged close to 6 percent.
Real incomes of the population stagnated in 1983, largely as a result of
a marked fall in income in the nonsocialized agricultural sector and
some reduction in the real value of social benefits, but rose by 3 percent
in 1984 under the influence of a strong increase in nonwage incomes.

In the first nine months of 1985 the growth of nominal (real) wages
accelerated to close to 20 percent (4 percent), compared to about 16 per-
cent one year earlier. This partly reflected the carryover effect from
the last quarter of 1984--when significant wage increases were granted-—as
well as monetary incentives offered in the first half of 1985 to spur
increases in productivity following the severe winter.

6. Employment

During the 1970s employment grew at an average annual rate of
1 1/2 percent. The socialized sector's share of employment rose from
68 percent in 1970 to 75 percent in 1977, as the development of the
industrial sector was given priority over private agriculture, bhut
subsequently fell back slightly. In 1981, in order to guard against
open unemployment arising from the implementation of economic reform, the
authorities introduced a temporary early retirement scheme., In the
aftermath of the social unrest of 1980, an agreement was also signed
with the labor movement which, among other things, granted Saturdays as
holidays and provided paid child upbringing leave for up to three years
after maternity leave. Largely reflecting these measures, by 1984
employment and manhours worked in the socialized sector were 4 percent
and 20 percent, respectively, lower than in 1980 (Tahle 25). Against
this background, wnemployment has remained negligible and labor shortages
have been widespread since the hottoming out of the recession in the
second half of 1982,
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IV. Financial System

During most of the postwar petriod financial policies have had the
largely passive function of promoting the flows of funds necessary to
carry out the directives laid down in central plans. These directives
largely determined the amount and distribution of bank credit to the
enterprise sector——which was the main factor governing monetary develop-
ments——as well as the structure of the budget, the main purpose of which
was to redistribute enterprise resources in line with the requirements of
the plan. In turn, and given the relative inflexibility of prices and of
the supply of goods and services through normal channels, the impact on
prices and activity of changes in the money supply has been muted.
Periods of relatively rapid monetary growth have, in these circumstances,
typically led rather to the accumulation of involuntary savings and to
increased activity in the markets making up the “"second economy.” By the
same token, with the existence of direct controls on such variables as
incomes, prices and foreign trade, budgetary policies have generally been
little used for demand management purposes.

An important aim of the economic reforms launched in 1981-82 was
that financial policies should play a greater and more indepeandent role
in economic management. Credit allocation was to be based on stricter
economic criteria than previously, including more active use of interest
rate policy. Similarly, the budget was to play an enhanced role as an
instrument of macroeconomic stahbilization and a smaller role in the
discretionary intermediation of resources within the economy. So far
these ohjectives have heen only partially achieved.

1. Public finance

a. Institutional and legal framework l/

The government sector comprises the central government, the local
authorities, and a number of extrabudgetary funds.

The state budget covers the financial operations of the central
government and the local authorities. 1In recent years the latter
have accounted for approximately one third of total budgetary expenditure.
Their expenditures are financed by certain revenues which accrue directly
to them 2/ and by transfers from the central government. The major

l7 This section summarizes arrangements currently in force following
the introduction in 1984 of laws on the drawing ur and implementation of
the state budget and on the status and operations of local authorities.

2/ The main such items include: (i) 85 percent of revenue from the
tax on wages; (ii) the whole of receipts of real estate taxes paid hy
socialized entities; (111) taxes paid by enterprises whose founding body
is a local authority and by cooperatives established within a given local
jurisdiction: (iv) the proceeds of turnover tax and income tax from all
nonsocialized enterprises operating within a given local authority
jurisdiction: and (v) proceeds from the equalization tax (essentially a
tax on individual income ahove a certain amount) and the tax on agricul-
tural land.
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component of the latter is an amount equivalent to a certain proportion,
which is set for five years at a time, of the sales revenue of enterprises
in the socialized sector. Other transfers, although in principle also
taking place according to a pre—established schedule covering several

years, tend in fact to be adjusted annually in the light of evolving
circumstances.

There are 23 extrabudgetary or so-called "special purpose” funds
under the control of central government agencies, and others which are
under the control of the local authorities, The largest fund is the
Pension Fund, which in 1984 accounted for almost 60 percent of the total
expenditure of extrabudgetary funds. Other funds generally have
respongibility for carrying out expenditures related to various social,
educational, and cultural matters. The funds receive transfers from the
budget, which are counted as bhudgetary expenditures, as well as revenue
from contributions and levies from the nongovernment sector. Typically,
any financial surpluses are retained by the funds in question; an
exception is the Fund for Occupational Training (PFAZ) which transfers a
large part of its surpluses to the hudget.

The state budget, which 1s on a calendar year hasis, requires approval
by Parliament, as does any increase in total expenditures or in the deficit
above the budgeted level. Any major change in the allocation of expenditures
from that approved in the annual budget law must he approved by the
parliamentary committee responsible for budgetary matters. More minor
changes may be made on the authority of the Minister of Finance, who also
enjoys discretion in the application of tax exemptions and rehates and in
adjusting rates of turnover tax, but has no discretion to raise other
taxes.

b.  Overall budgetary trends 1/

During the 1970s the scale of budgetary operations increased sub~
stantially in relation to aggregate economic activity. As a proportion
of GDP, budgetary expenditure rose from less than 40 percent in 1970 to
almost 50 percent in 1980 (Table 26). There was, however, a broadly
matching increase in revenue as a result of which the hudget remained in
surplus; only in 1980 did it move into deficit. The rise in the relative
size of budgetary expenditures was entirely accounted for by increases in
direct subsidies to enterprises and to the population, wiich rose from
the equivalent of 13 percent of GDP in 1970 to almost 29 percent in 1580.

Since 1980 the hudget has continued to be in deficit. Apart from
relatively small amounts of net foreign financing, the deficit has been

l/ Unless otherwise indicated, the discussion in the remainder of this
chapter refers to the operations of the state budget.
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covered by net borrowing from the domestic banking system. 1/ Reflecting
the acute dislocation of economic activity and the collapse of enterprise
profitability, the deficit peaked at the equivalent of 11.5 percent of
GDP in 1981. Subsequently, it was sharply r-duced and has since heen in
the range of 2-3 percent of GDP. With reven. s tending to rise somewhat
more slowly than aggregate incomes, this improvement was entirely due to
a decline, notably in 1982, in the relative size of budgetary expenditures.
This development, in turn, was largely attributable to the reduction in
the relative size of subsidy expenditures that followed the approximate
doubling of the price level in 1982. 1In that year snbsidies to the popu
lation were reduced by over 20 percent in real terms and an even larger
reduction in subsidies to the enterprise sector, of almost one half in

real terms, was made possible by a major improvement in profitability,
of which the increase in prices was a main cause.

Changes in the budgetary position since 1982 have been less dramatic.
In 1983 there was a further contraction in the size of budgetary expendi-
tures in relation to GDP (of 5 percentage points) but this was not matched
by a commensurate reduction in the relative size of the deficit because
of the relatively slow growth in revenues. In 1984 both revenues and
expenditures grew by 26 percent in nominal terms, or at about the same
rate as nominal incomes. For 1985, revenues and expenditures are budgeted
to increase by 18 percent and 17 percent, respectively, which again is
broadly in line with the forecast growth in nominal incomes.

While the decline in the relative size of the state budget deficit
since 1982 has been relatively modest, the deficit of the general govern-
ment (including the extrabudgetary funds) has continued to decline, both
in absolute and relative terms, through 1984, As a proportion of GDP,
the general government deficit fell from more than 10 percent in 1981 to
2.5 percent in 1982 and further to 0.5 percent by 1984, largely because
the extrabudgetary funds received increasing net transfers from the state
budget at the same time that their current transactions with the non-
government sector moved from deficit into surplus (Table 27). To a large

extent, these developments reflect changes in the position of the Pension
Fund.

The broad changes in the budgetary position in recent years have
been in line with the objectives of the economic reform. The intermedi-
ation of resources through the budget has been reduced, with a corresponding
improvement in the structure of relative pri. s. At the same time, a larger

l/ The data for borrowing by the state budget from the hanking system
as recorded in the hudgetary accounts (Tahle 27) do not exactly match the
data for changes in the net position of central and local budgetary units
with the banking system as recorded in the consolidated bhalance sheet
of the banking system (Table 32). The discrepancy large.  reflects
differences in classification between the two accounts and the fact

that the budget accounts-—though prepared on a cash basis-—are not closed
until 12 days after the end of the calendar vear.
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role has been assumed by the budget in demand management. Thus, policy
decisions regarding pricing and other matters have been taken with more
explicit regard to their budgetary impact, and tax policy vis~d-vis the
enterprise sector has been formulated with the deliberate purpose of
limiting that sector's liquidity and thus restraining investment demand
and the scope for wage increases. Despite these changes, however,
budgetary operations in Polard, as in other socialist countries, continue
to be planned and coordinated with a view to achieving a variety of very
specific effects at the microeconomic level. This phenomenon is manifested
not only in a relatively high level of budgetary subsidies, but also in a
very considerable differentiation of tax rates and exemptions among

- sectors and enterprises.

Ce The structure of budgetary expenditure

Current expenditures account for the large majority (over 85 percent
in 1984) of total budgetary outlays (Table 29). Subsidies are the dominant
component and accounted for nearly half of current outlays in 1984. Other
important items are purchases of goods and services, payments of wages
and salaries, national defense and public security, and transfers to
extrabudgetary funds and other organizations, which eacb accounted for
roughly 10 percent of current budgetary outlays in 1984, Budgetary
expenditure on investment and modernization finances the whole of invest-
ment by government units and a part of that by various public utilities
and suppliers of important public services, as well as certain investments
by other enterprises on a discretionary basis. Budgetary investment
financing is provided in the form of grants and currently accounts for
approximately one quarter of the economy's total fixed investment.

Subsidies are divided into two groups—-those to the population (i.e.,
subsidies for which the population is the immediate beneficiary) and
those to socialized enterprises. There has been a considerable shift in
recent years in the composition of subsidies to the population. Whereas
in 1980 about 55 percent of such subsidies were accounted for by food-
stuffs, by 1984 the corresponding share had fallen to 32 percent
(Table 30). This reflected a substantial reduction, both in absolute and
in relative terms, in subsidies on meat products, which was only partly
offset by increased outlays to subsidize dairy products and cereals,
Subsidies on housing 1/, meanwhile, rose from less than 17 percent to 36
percent of total subsidies to the population.

i/ Including, inter alia, subsidies for state, communal, and cooperative
housing, and subsidization of interest payments and principal repayments
on housing loans contracted by private individuals.
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Subsidies to enterprises are dominated by two items——subsidies to
the coal mining industry 1/ and on foreign trade 2/--which in 1984 together
accounted for over 60 percent of the total (Table 31). Another sizable
item is subsidies on foreign debt service payments which are paid to Bank
Handlowy (the foreign trade bank). Prior to 1983 all such payments on
financial credits contracted by Bank Handlowy were covered by budgetary
subsidies, but an increase in the interest rate paid on the bank's deposits
at the National Bank of Poland has since been instrumental in allowing
some portion of these payments to be covered from Bank Handlowv's own
resources.

Commodity-specific subsidies are generally paid to producers rather
than to retalling institutions; an exception is coal for household use,
which 1s subsidized through the distribution network. There is a standard
rate of subsidy per unit of output for each subsidized item which is
based on "warranted production costs.” Based on this and on the volume
of production, an allocation is made to branch ministries to cover all
the concerned producer enterprises. Within certain limits, the branch
ministry may vary the rate of subsidization between individual enterprises.

d. The structure of budgetary revenue and the revenue system

There have been few major changes in the structure of budgetary
revenue in recent years. Tax revenues (including social security
contributions paid to the budget) currently account for over 90 percent
of total revenue (Table 28). The most important single source of revenue
is the turnover tax which provides over one third of total revenue. The
next most important source is the taxation of enterprise profits (income
tax), whose share in total revenue has risen appreciably in recent years,
reflecting improved profitability. Other major sources of tax revenue
are social security contributions, wage taxes, and taxes and other levies
on foreign trade. Tax revenues from the nonsocialized sector and the
population are relatively minor. Nontax revenues have declined in relative
importance in recent years largely because of the effects of changes in
the structure of interest rates on the profitability of financial
institutions.

The principal features of the main taxes are as follows:
(1) Turnover tax. The turnover tax is levied on the value of

sales of goods and services of enterprises in the socialized sector and
is paid from their profits, 1{.e, it is not regarded as a cost of production.

1/ Prior to 1982, subsidies to coal mining were provided in the form
of blanket grants to cover operating losses which in 1980 and 1981 were
the main components of the line “"other subsidies to enterprises” in
Table 31. Since 1982, however, such subsidies have been granted at
specified rates per unit of output and are separately identified.

2/ The system for the subsidization and taxation of foreign trade is
described in chapter V, section 3d.
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The rate of taxation varies from 5 percent to 85 percent, with a weighted
average rate in 1984 of ahout 30 percent. Certain basic items, including
most foodstuffs, are exempt. The most common rates are 5 percent for
services and 10 percent for commodities. Higher rates apply to such
items as cosmetics, fuel, cigarettes, alcohol, and automobiles that are
considered to be luxuries. The Minister of Finance has the authority to
vary turnover tax rates during a budget year.

(2) Income tax. Income tax is levied on the profit of
socialized enterprises. Costs that are considered unjustified, for
instance penalty charges for late delivery or poor product quality, are
also included in the tax base. Tn 1984 a linear rate of income tax
(60 percent) was in principle introduced in place of the progressive rate
structure previously in force; this rate was raised to 65 percent in
1985. However, in order ro avoid excessive changes in tax rates, the
rate of tax applicable to each enterprise is to be gradually adijusted
from the old effective rate (i.e., that applicabie in i983) to the new
unitary rate over a period of three vears. Thus in 1984 the overall

effective rate of income taxation was 57 percent compared with the
"theoretical” rate of 60 percent.

There are numerous rebates and tax drawbacks designed to encourage
the development of particular sectors of the economy. In 1984 these are
officially estimated to have resulted in foregone revenue of Z1 133
billion, of which Z1 52 billion was in respect of export promotion; these
amounts represented 19 percent and almost 7 percent, respectively, of
actual income tax revenues in that year. Income tax rebhates to encourage
exports take three forms, First, a tax rebate is given in respect of,
on average, 5 percent of the value of exports expressed in domestic
currency. Secondly, a certain proportion (30 percent in 1984, raised to
35 percent in 1985) of the growth in convertible currency exports
(calculated at constant exchange rates) can be deducted from an exporting
enterprise’s income tax liability. Thirdly, in January 1985 a scheme was
introduced whereby tax rebates of up to 30 percent of the cost of a project
may be granted to encourage export~oriented Investments. Incentives, in
the form of relief from the terms of the standard income tax regime, are
also used to encourage investment in particular sectors of the economy. Tax
relief may also be granted in certain circumstances to enterprises that are
experiencing difficulty in meeting their obligations to repav hank credit.

(3) Wage tax. All wages and salaries (i.e., employee remunera-
tion excluding bonuses and other payments out of enterprise profits), with
certain relatively minor exceptions, are taxed at a rate of 20 percent.
Payments of wage tax are made by the employer and are treated as a cost
of production.

(4) Real estate tax. A real estate tax is applied at a rate
of 2 percent to the depreciated value of structures, huildings, and land
that are used by socialized enterprises for nonagricultural purposes.
Payments of real estate tax are also treated as a cost of production.
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(5) Social security contrihutions. For the socialized
sector, soclal security contributions are levied at a rate of 43 percent
on wages and salaries (defined in the same way as for wage tax assessment).

Of this total, 15 percentage points accrue to the budget and the remainder
to the State Retirement Fund.

(6) Levy on provisions for capital depreciation. Provisions
for capital depreciation by enterprises whose founding body is a wmit of
the central government are in part transferred to the budget; the remainder
is retained by the enterprises. The proportions in which this division is
made are decided by the Council of Ministers and specified in the annual
plan. In 1984 the standard proportion of depreciation provisions paid to
the budget was raised to 50 percent in order to prevent the revaluation
of the capital stock that was conducted in that year giving an excessive
boost to enterprise liquidity; this requirement remains in effect in
1985. However, several enterprises in priority sectors are wholly or
partly exempt from this requirement such that in 1984 only 23 percent of
total eligible depreciation allowances actually accrued to the budget.

The conditions needed to qualify for an exemption were tightened in 1985,

D) Taxation of the nonsocialized sector and of households.
Nonsocialized enterprises and unincorporated business are subject to
similar taxes to those levied on the socialized sector. However, in the
case of small businesses, taxes may be paid on the basis of a standard
assessment schedule for particular types o7 activity rather than on the
basis of complete accounting records. Tne taxation of agriculture was
fundamentally reformed in 1985 and a land tax introduced with specified
rates per unit of area depending on the type of land. There is no income
tax on the population's regular earnings from employment in the socialized
sector as such, but an "equalization tax” at progressive rates is imposed
on earners of high incomes (i.e., incomes that exceed twice the average
earnings in the socialized sector) whether they work in the socialized or
nonsoclalized sector. Moreover, incomes of employees in the nonsocialized
sector, and of employees in the socialized sector from supplementary work
done under contracts, are subject to taxation. The population is also
subject to inheritance taxes and taxes on various capital assets (such as
buildings, land, and automobiles); arrangements governing the latter are
to be substantially changed in 1986,

2. Money and Credit

a. The banking system

Poland's banking system comprises four major banks, all of which are
State~owned: the National Rank of Poland, Bank Handlowy Warsaw, the Bank
PKO, and the Bank of the Food Economy.

The National Bank of Poland (NBP) is the central bank. In this
capacity, it issues currency, acts as the Government's bank, refinances
the three other banks, holds the official reserves of gold and part of
the official foreign exchange reserves, administers the foreign exchange
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regulations and, in consultation with other banks, 1s responsibhle for the
preparation of the annual credit plan. The NBP is also Poland's largest
commercial and savings bank, providing banking services to socialized and
nonsoclalized enterprises through an extensive nutwork of operational
branches and to households through a similar network of so—called National
Savings banks. Generally, branches of the NBP are assigned groups of
enterprises in particular localities. As a result, enterprises deal with
one bank in their domestic financial operations and there is very little
competition between hank branches to attract business.

Bank Handlowy i1s a comme ~cial bank that provides financing and
settlement services to enterprises with respect to foreign trade
transactions, in domestic and foreign currencies. In 1984 the bank
serviced over 95 percent of Poland's foreign settlements and held virtually
all foreign currency deposits of enterprises. The bank also undertakes
the contracting and servicing of most of Poland's foreign debt. The
Bank PKO specializes in providing foreign exchange services to the house~
hold sector. It holds foreign currency-denominated deposits of residents
and most of the accounts of nonresidents. It has the authority to extend
and also to contract foreign loans and, in addition, finances domestic
operations involving the sale of consumer goods, real estate, and services
against pavments in convertible currencies. The Bank of the Food Economy
provides commercial banking services to the agricultural sector and rural
households. This is accomplished, in part, through its capacity as the
central organizational, financial, and audit unit for a network of over
1,600 associated cooperative hanks.

b. Financial assets

The financial system in Poland is characterized by a limited range

of assets and the separation of payments transactions into two distinct
circuits.

Virtually all monetary assets held by entities in the socialized
sector consist of bank deposits. Almost 80 percent of such holdings-~
including not only cash and demand deposits, bhut also special funds
accounts and investment accounts, which are in practice available without
penalty on demand--represent narrow money. The remaining 20 percent
(quasi-money holdings) is made up of time deposits and foreign currency
deposits. Abstracting from fluctuations in holdings of the latter,
the broad structure of socialized entities' monetary assets has changed
relatively little in recent years (Tahle 32).

The composition of monetary assets held hy households and the
nonsocialized sectoi has also been relatively stahble, with some 60 percent
of such assets typlcally taking the form of savings deposits and about
35 percent currency. Except for some use of consumer credit and a very
limited use of checking accounts, all payments by households and the
nonsocialized sector are made with currency. All payments within the
socialized sector, by contrast, take the form of bank deposit transfers.

A clear separation of the means of payment thereby results bhetween the
consumer goods market and the producer goods market.
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The main determinant of the household sector's currency holdings is
the development of personal incomes. While the authorities have sought
to keep the growth of incomes in line with changes in the available
supplies of goods and services in the consumer market, in the past this
goal was not always achieved and involuntary savings by households resulted.
The savings instruments available t: households include interest-bearing
passbook accounts, fixed-term deposit accounts, and accounts earmarked
for purchases of automobiles and housing. Households are also free to
maintain foreign currency accounts with Polish banks. At the end of 1984
deposits in these latter accounts totaled nearly USS1 billion, or about
6 percent of households' total money holdings. An unknown amount of

foreign currency is also held outside the banking sys~: m.

Until 1982 active use was not made of interest rates or other
policy instruments to attract household wealth into the banking system.
Since 1982, however, deposit interest rates have been raised, savings
deposits revalued by 20 percent (in the wake of the sharp rise in prices
in 1982), and the range of savings instruments broadened. To date,
however, household deposit rates have remained negative in real terms,
generally by a sizable margin (Table 36). Efforts have also been made to
encourage enterprises to channel surplus funds into time (or "fixed")
deposit accounts, with the decision in 1982 to begin paying interest on
such accounts. At the end of 1984, time deposits accounted for 15 percent
of the total monetary holdings of entities in the soclalized sector
(against 11 percent in 1980-81).

C. Role and instruments of credit policy

Enterprises in Foland depend importantly on bank credit as a source
of outside finance. There is no capital market and, thus far, inter-
enterprise credits have been virtually nonexistent.

Prior to 1982, the principal obiective of credit policy was to
accommodate the financing requirements of the economic plan. In practice,
bank credit was extended liberally with a view to ensuring that the
plan's production and investment requirements would be achieved. Thus,
bhank credit in real terms expanded at an average annual rate of 15 percent
during the 1970s.

As part of the recent economic reform legislaticn, the Banking Law
of 1982 provides banks, and in particular the NBP, with greater autonomy,
Under this Law, the NBP ceased to be formally subordinate to the Ministry
of Finance, and was given responsibility for the formulation of the
annual credit plan which, although coordinated with the economic plan, is
no longer viewed as automatically accommodating the requirements of the
latter, The credit plan and the corresponding projections of household
income and expenditures are presented by the President cf the NBP to the
Council of Ministers and, upon its approval, to the Parliament. 1In
contrast to the State budget, which cannot be changed during the year
other than by the passage of a new law, the credit plan takes the form of
a parliamentary resolution whose targets--except for credits to households
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and to State budgetary entities—-are not binding. The plan specifies the
target levels of investment credits for each industrial activity and the
target levels of wonrking capital credits by sector.

The Banking Law calls for the application of lending criteria that
are compatible with the self-financing principle for enterprises. As
noted in Chapter III, the principal criteria present.y governing the
extension of credit for new projects relate to the profitability of the
borrowing enterprise, the gestation period of the proposed project, the
repayment period of the credit, and the proportion of the investment to
be financed from internal sources. Investment credits are extended only
to profitable enterprises and only within the estimated 1l mit= of an
enterprise's ability to repay. lj Priority is given to loans to finance
modernization investment with the prospect of quick returns, as opposed to
loans for the completion of unfinished investment projects and for working
capital purposes. These guidelines are, however, waived in the case of
centrally-directed operational programs (see Chapter I1I), where credits
are extended solely on the basis of need, and also in the case of projects
approved prior to 1982, 1In addition, preferential access to credit is
granted to foreign trade enterprises, the food processing industry, and
production for export.

The 1982 reforms envisaged a more active interest rate policy to
ration credit more efficiently and discourage recourse to bamk finance.
In line with this, the basic rate on bank credits to enterprises has
been raised in steps since 1982, from 8 percent to 12 percent (Table 37).
Many bank credits, however, enjoy preferential rates, and in the first
half of 1985 the average interest rate on all loans to entities in the
socialized sector was less than 6 percent. 2/ The cost of bank finance
has thus remained negative in real terms and has had little influence on
credit flows. In these circumstances, and in the absence of other policy
instruments, direct controls on bank credit have remained the main
instrument of monetary management.

In line with efforts to strengthen enterprises' financial self-
reliance, a Bankruptcy Law came into effect in October 1983, The law
provides for a three~stage process in dealing with enterprises experiencing
financial difficulties. During the first stage, the Managing Director of
the enterprise is required to draw up a financial recavery program, which
must be approved by the enterprise's founding body, by its self-management

1/ Where these criteria are not met, but an investment project is
considered warranted for social or structural reasons, financing is to be
provided directly from the budget. During a transitional period, however,
such projects are being financed in full by bank credits, against a
guarantee by the budget for the amount in excess of the enterprise's
repayment capacity.

2/ This was less than the average interest rate on bank deposits
(7=7 1/2 percent). Interest rate subsidies from the budget to the banking
system thus continued to be needed.
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bedy, and by fts bank if the program requires credit financing. Such a
program must provide for the enterprise to achieve a significant improve-
ment in its financial position within two years. If the program is not
accepted. or if after two years the financial position of the enterprise
has not improved, the second stage is reached under which the founding
body is required to appoint an “"Extraordinary Commission" to take over
the management of the enterprise or liquidate the enterprise. If it
should not prove possible to restore financial viability, the founding
body is obliged, under the third stage, to begin proceedings to liquidate
the enterprise. In early 1985 some 1,000 enterprises with financial
difficulties were being investigated under the Bankruptcy ".aw. Of these,
227 were subject to one of the stages described above: 156 enterprises
were operating under an approved rehabilitation program, 11 enterprises
were under the supervision of an Extraordinary Commission, and 60 enter—
prises were being considered for liguidation.

d. Recent trends

The 19708 were characterized by a rapid rate of monetary expansion,
with broad money increasing at an average annual rate of 16 percent. or
some 5 percentage points faster per year than the average growth of
nominal GDP., At root was an increase in domestic credit of 20 percent a
year, only part cf which flowed out through the halance of payments.
During 1980-81 credit expansion remaired in the order of 20 percent
which, in circumstances of a sharp fall in domestic economic activity,
added substantially to excess liquidity in the economy. In total, broad
money increased by more than 40 percent between end-1979 and end-1981,
compared with a cumulative increase in nominal GDP over the same period
of only 13 percent.

In 1982 a sizable monetary correction ensued. While the growth of
the main money and credit aggregates accelerated, nominal GDP more than
doubled under the influence of very substantial adjustments in prices.

As a result, the ratio of GDP to broad money recovered to close to its
level of the mid-1970s., During 1983-84 credit policy remained relatively
restrictive and the income velocity of broad money rose further. As
against an increase in nominal GDP of close to 25 percent a year over
this period, domestic credit increased by 11 percent a year and broad
money by some 15 percent a year.

The main change in the structure of domestic credit in recent years
has stemmed from the recourse of the central government to the banking
system, following the shift of the budget into deficit. At the end of
1984, credit to the government accounted for 9 percent of gross domestic
credit of the banking system, compared with zero perceant in 1980.
Socialized enterprises remained the dominant users of bank credit at end-
1984, absorbing 85 percent of the total (against 95 percent at end-1980),
with the remainder of such credits divided fairly evenly hetween
nonsocialized enterprises (including agriculture) and households.
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Similarly, the most striking development in the composition of the
domestic liahilities of the banking system in recent years has been a
sharp rundown in the central goverument's deposits, from 29 percent of
the banks' total domestic liabilities at the end of 1978 to 14 percent at
the end of 1981 and less than 5 percent at end-1982 (Tahle 34). Much the
larger part of the reduction between end-1978 and end-1981 (some 11 per-
centage point3) was mirrored in an increase in the share of such
liabilities held by households and the nonsocialized sector. Occurring
at a time when, judging from the movement of the income velocity of money,
substantial excess liquidity was being created, and at a time when
consumption expenditure was severely constrained by the declining
availability of goods and services on the market, the increase in the
share of monetary liahilities held by households and the nonsocialized
sector is widely believed to have reflected a sizable involuntary
accumulation of monetary assets. This, in turn, may have led to increased
activity and price levels in the unofficial markets comprising the
"second economy.” Tentative estimates hy the NBP put the liquidity . ver-
hang in the household sector at about Z1 500 billion (or the equivalent
of some 14 percent of private consumption expenditure) at the end of 1982
and Z1 600 billion (11 percent of consumers' expenditur=) at the end of
1984, 1In 1983 and 1984 additions to the overhang are thought to have
been significantly smaller than in earlier years as the result of a closer
matching of household income growth with the rate of increase in prices
and in the supply of goods and services.

In contrast to developments in government deposits and household
liquid{ity, the financial asset holdings of soclalized enterprises have
exhibited considerable stability in relation tc domestic bank liabilities
in recent years. Except in 1982, when there was a substantial increase
in enterprise liquidity as a result of the emergence of a sizable finan-
cial surplus in their operations, broad money holdings of socialized
enterprises have heen between 20 percent and 22 percent of domestic hank
liabilities since 1980. Notwithstanding the tendency in recent years for
such holdings to fall in relation to GDP, enterprises are generally
considered still to bc amply endowed with liquidity.

Preliminary data for the first half of 1985 indicate a marked
acceleration in the rate of monetary expansion (with broad money rising
at an annual rate of 23 percent), an appreciable increase in the monetary
asset holdings of both households and enterprises, and a renewed widening
of the imbalance in the consumer goods market.
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V. Balance of Payments and External Debt

1. Statistical note )

Analysis of developments in Poland's foreign trade and balance
of payments is complicated by the difficulty of vaiuing transactions
denominated in nonconvertible currencies on a comparable basis with
transactions denominated in convertible currencies. While price
and value data for Poland’s trade with nonsocialist countries in
convertible currencies substantially reflect the operation of competing
market forces, similar data for intre-CMEA trade in nonconvertible
currencies—~which accounts for the larger part of Poland's total trade-—
reflect the operation of different price-determination procedures.
The prices of certain traded goods within the latter area are set by
reference to a five-year moving average of world market prices; other
prices involve a considerable element of bilateral bargaining. 1In
consequence, transactions prices for homogeneous goods, when converted
at the applicable exchange rate, may and do differ substantially
between the two areas. Aggregation of trade and payments data for the
two areas has thus been avoided to the extent possible in the
accompanying set of tables.

2. Overview

In the first 25 years after World War II, Poland's external current
transactions were relatively small in scale and broadly in balance with
both the convertible and nonconvertible currency areas. Beginning in
1970, in a major shift in policy strategy, a program of economic
modernization was initiated which relied heavily on imports of capital
goods and technology from the West, financed by foreign loans. In the
event, this program failed to generate export earnings on the anticipated
scale. As a result, the current account deficit in convertible currencies
mounted rapidly, reaching US$3 billion (9 percent of GDP) by 1975
(Table 38). Subsequent steps to restrain domestic demand led to a marked
slowing of 1mpo-t growth, but the effect on the current balance was
largely offset by sharply rising interest payments on a burgeoning
external debt, The current account deficit thus changed little,
oscillating between US$2.5 billion and US$3.5 billion during the second
half of the 1970s, By the end of the decade external debt in convertible
currencies had reached US$24 hillion, equivalent to three times the
level of total current receipts in such currencies.

Mirroring the build~up in debt, hut also as the result of a
marked rise in international interest rates, in 1980 debt servicing
obligations in convertible currencies increased by nearly US$2 billion,
to the equivalent of almost 100 percent of external current receipts.
In meeting these obligations, the Government severely depleted its
foreign exchange reserves, In 1981, external liquidity pressures became
overwhelming when a further sharp increase in debt servicing obligations
coincided with a collapse in creditor confidence which was reflected
both in a drop, by close to half, in the inflow of new medium-~term
credits and in a sizable outflow of short—-term capital (Table 39). In
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these circumstances, a considerable proportion of payments due to

Western governments and banks in 1981 was rescheduled. Original principal
maturities due to banks in each of the years 1982-84 were also subsequently
rescheduled. Despite the debt relief, and despite an improvement in

the trade balance after 1981, payments arrears accumulated in 1981 and
increased steadily over the three following years as inflows of medium-
term credits all but ceased. Al the end of 1984, total external payments
arrears in convertible currencies amounted to US$11.8 billion; of this
total, USSI1.1 billion (consisting of USS$S7.2 billion of principal

arrears and US$3.9 biliion of intercst arrears) was owed to official

creditors, The latter arrears to official credicors were rescheduled
during 1985,

In response to the payments crisis, there has been a significant,
albeit erratic and inadequate, improvement since 1979 in the trade and
current account balances with the convertible currency area. Thus, the
trade balance swung from a deficit of USS$2.2 billion in 1979 into a
surplus of USSl.4 billion in 1984, underpinning a reductior in the
current account deficit of US$2.3 billion, 1/ or the equivalent of some
4 percentage points of GDP, The improvement rested principally on a
large cut back in imports, with the volume of imports from nonsocialist
countries (a rough proxy for the convertible currency area) falling by
nearly one half on balance over the five-year period while the volume
of exports remained essentially unchanged. In 1984, however, the
current account remaired in deficit, by US351.2 billion (1l 1/2 percent
of GDP).

In contrast to the development of the balance of payments in
convertible currencies, the current account in nonconvertible currencies
was broadly in balance ove - the 1970s and then weakened perceptibly——
freeing resources for the Polish economy=--~ia the early 1980s. In 1982,
however, a strong recovery in the volume of exports to socialist
countries, coupled with a further decline in the volume of imports from
such conuntries, was instrumental in reversing most of the earlier
increase in the current account deficit, and in 1983-84 the deficit
stabhilized at a relatively low level (Table 41).

In the first nine months of 1985 the trade surplus in convertible
currencies ran some USS400 million behind the level recorded in the
same period of 1984, as severe winter weather adversely affected the supply
of exportables and as the pace of implementation of adjustment policies
slowed. 1In this period the volume of exports in convertihle currencies
is estimated to have fallen by some 2 percent, year-on—-year, while import
volume rose by nearly 10 percent. The reduced trade surplus is being

1/ In their national presentation of the balance of payments, the
Polish authorities record as interest payments only payments actually made
and not accrued obligations. In that presentation, the current account
in convertible currencies in 1984 is thus shown as having been in surplus
(Table 40),
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broadly offset by lower interest payment obligations and by a once-for-all
increase in receipts from private transfers following a change in exchange
control regulations. The current account deficit in nonconvertible
currencies, meanwhile, appears to be developing in line with original
plans, and for the year as a whole could be reduced by up to US$200
million. :

3. Foreign trade

a. Commodity structure

The commodity composition of Poland's foreign trade is summarized
in Tables 43, 44, and 45. Exports are heavily concentrated on machinery,
transportation equipment, and other capital goods and manufactured
products. Among the most important individual export items are coal,
copper, su.phur, silver, processed fruit, meat products, rolled steel
and metal products, ships and electrical machinery. The commodity
composition of imports is somewhat more broadly distrihuted. Crude oil
and petroleum products are by far the most important individual items,
followed by natural gas, wheat, and iron ore.

During the 19705 electrical engineering equipment constituted
the fastest growing export component to both socialist and nonsocialist
countries, In trade with the latter group of countries, exports of
fuel also rose relatively rapidly in this period, but declined markedly
around the turn of the decade as coal production fell precipitously.
Conversely, in response to the more difficult domestic supply situation,
and with rising oil prices, the share of fuel in imports from both
areas rose very rapidly in the late 1970s and early 1980s. As a result,
the trade surplus recorded in energy products in the early 1970s turned
into a rising deficit—-incurred entirely with the nonconvertible currency
area--which by 1981 exceeded USS$2 billion (4 1/2 percent of GDP).
Similarly, the relatively weak performance of the agricultural sector
led in the course of the 1970s both to a marked reduction in the share
of foodstuffs and agricultural products in exports to nonsocialist
countries and to an increase in their share in imports from such countries.
Reflecting this, the trade balance in foodstuffs and agricultural products
with the convertible currency area, which was in small surplus at the
beginning of the 1970s, weakened progressively, reaching a deficit in
1981 of some US$2.3 billion (more than 4 percent of GDP).

A reversal of many of the foregoing trends started in 1982. With
a recovery in coal production, the share of fuels in exports to both the
socialist and nonsocialist areas increased substantially between 1981 and
1984, while good grain harvests have contributed to a lowering of the
share of food and agricultural products in imports from nonsocialist
countries. By contrast, the proportion of exports accounted for by the
machinery and engineering sector has fallen since 1981 as shortages of
raw materials and component parts, together with technological
deficiencies, have undermined export performance.
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b. Direction of trade

Developments in recent years in the direction of Poland's foreizn
trade are shown in Table 46. As noted above, the major part of Poland's
trade is with socialist countries, particularly with fellow members of the
CMEA. The four major individual trade partners in 1984 were the U.S.5.R.
(36 percent of imports and 30 percent of exports, respectively), the
Federal Republic of Germany (7 percent and 9 percent), Czechoslovakia
(6 percent and 6 percent), and the German Democratic Republic (6 percent
and 5 percent).

C. Trends in volume and prices

Changes in the value, price and volume of Poland's exports and
imports in recent years are shown in Table 47. Since 1970, four
different phases may t~ distinguished.

The early 1970s were characterized by two features: an unusually
rapid growth in the volume of trade with both socialist and nonsocialist
countries, and an extraordinarily unbalanced development of trade with
the latter group of countries. The second characteristic was reflected
both in an average rate of growth in the volume ci imports of 27 percent
a year between 1970 and 1975 as compured with an average growth rate in
the volume of exports of 8 percent a year, and in a shift of the trade
balance in convertible currencies from approximate equilibrium to a
deficit of some USS$3 billion over the same period.

During the second half of the 1970s the growth of foreign trade
slackened perceptibly. In the wake of action to restrain domestic demand,
the volume of imports from nonsocialist countries fell in each year after
1976, underpinning a reduction in the convertible currency trade deficit
to US$2.2 billion by 1979. As domestic activity slowed, the rate of
growth in the volume of exports to and imports from socialist countries
also decelerated, but in a more balanced fashion, with the result that
the imbalance in trade in nonconvertible currencies remained small.

The period 1980-82 was marked by a major decline in the volume of
foreign trade, especially with nonsocialist countries. The backdrop was
the emergence of a liquidity crisis in convertible currencies which-—
despite the relief afforded by debt restructuring agreements——dictated a
reduction in the volume of imports from nonsocialist countries of more
than 50 percent. This impinged on exports to nonsocialist countries
(which fell in volume by some 20 percent) but nonetheless shifted the
convertible currency trade balance into small surplus in 1982, Trade
with the socialist countries also declined in volume terms during 1980-81,
but in contrast to the pattern with nonsocialist countries there was a
net transfer of resources to Poland as the volume of exports fell by
some 25 percent while the volume of imports declined only marginally.

In 1982 exports to socialist countries rebounded strongly and the trade
deficit in nonconvertible currencies, after increasing by USSl.l1l billion
in 1980-81, was reduced by US$0.8 hillion.
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During 1983-84 the volume of trade with both groups of countries
expanded anew. The recovery in coal production, combined with good
harvests and a more stable domestic economic environment, permitted an
increase in the volume of exports of more than 16 percent and 22 percent,
respectively, with socialist and nonsocialist countries. Despite a
relatively sharper deterioration in the terms of trade in 1983 than in
earlier years, this increase in export volume underlay an improvement (to
US$1.4 billion) in the convertible currency trade surplus and the
maintenance of a broadly unchanged deficit in nonconvertible currencies
while, at the same time, facilitating an increase in the volume of imports
from each area totaling nearly 15 percent over the two years.

d. Exchange rate policy and export incentives

Prior to the end of 1981 Poland had a complex exchange rate system.
with four different rates quoted against the U.S. dollar and three rates
against the transferable ruble (Tabhle 55). Of the rates quoted against
the U.S. dollar, the most important was the commercial rate, at which at
least 99 percent of convertible currency transactions took place. Foreign
trade transactions were also subject to taxes and subsidies, one aim
being to achieve a broad equalization of foreign with domestic prices,
On January 1, 1982, the rates against the U.S. dollar were unified at
Z1 80 per USSl and the rates against the transferable ruble were unified
at Z1 68 per TR 1. As compared with the relevant commercial rates in
‘effect at the end of 1981, these changes represented a depreciation of
the zloty of about 31 percent and 35 percent against the U,S. dollar and
transferable ruble, respectively.

Since the unification, the zloty's exchange rate against currencies
other than those of the member countries of the CMEA, Albania and the
Democratic People's Republic of Korea has been determined on the basis
of a weighted basket of currencies, each with a share of at least 1 per-
cent in external current settlements with the convertible currency
area. The basket's composition and the currency weights are set monthly,
based on the previous calendar month's convertible currency current
account. The zloty's value in terms of the basket is adjusted period-
ically, on the basis primarily of the difference between foreign and
domestic trade prices, and with a view to securing the profitability of
75-85 percent of exports. The latter target (or "submarginal” exchange
rate policy) was adopted in order to prevent the emergence of excess
profits for major exporters and to contain the degree of imported
inflation. Since January 1982 the zloty has been devalued on six
separate occasions, each of more than 5 percent, with the latest change
being effected in June 1985. Notwithstanding these depreciations, and
largely because of rapid domestic inflation, the annual average (trade-
weighted) effective enchange rate of the zloty appreciated in real
terms by 25 percent in 1982 and 17 percent in 1983 before depreciating

by 1 percent in 1984,




- 46 -

Transactions with member countries of the CMEA are for the most
part denominated in transferable rubles, and with Albania and the
Democratic People's Republic of Korea in clearing rubles. Zloty exchange
rates for the transferable and clearing rubles are set at the same level.
The rates are changed periodically, with the same objective and according
to the same criteria used to determine changes in the zloty's value
against the convertible currency basket. Since January 1, 1982 the
rates have been devalued on three occasions, with the last change also
taking effect in June 1985,

While the authorities have followed a more active exchange rate
policy since the beginning of 1982, the extent to which, and the speed
with which, domestic prices have been adjusted following an exchange
rate change has varied from one product to another. For goods with
administratively-set prices, adjustments have typically been either
following calendar year, For goods that come under the "contract”
(free) price regime, by contrast, the response of domestic prices to an

==y

exchange rate change should, in principle, be more immediate.

A more basic interference with--and also supplement to--=the role
of the exchange rate stems from the operation of an Equalization
Settlement System for a significant proportion of foreign trade
transactions with both socialist and nonsocialist countries. Under
this system, a subsidy (tax) is applied to (levied on) the transaction
price received by an exporter or paid by an importer in order to equalize
that price (converted into zlotys at the commercial exchange rate) with
the price on the domestic market. All goods traded internally at
administrative prices are, in principle, subject to the system. On a
case-by~case basis, foreign trade taxes and subsidies may also be
applied to goods subject to contract prices. In 1984, more than 40 per-
cent (15 percent) of exports to, and more than 30 percent (45 percent)
of imports from, nonsocialist (socialist) countries were subject to either
taxes or subsidies. In the process, exporters received net equalization
subsidies of some Z1 165 billion; this compared with net subsidies of
about Z1 20 billion in 1982, with much of the increase reflecting
larger subsidies to agricultural exports and to exports to the CMEA
area. Importers, by contrast, paid net equalization taxes of about
Z1 45 billion (Z1 20 billion in 1982). 1/

Exchange rate policy and the operation of the Equalization Settlement
System are also currently buttressed by a number of specific incentives
for exporters, which are thought to be necessary to lessen the
disincentives to exporting that arise in circumstances of excess demand
on the domestic market. First, since 1982 enterprises have been granted
retention quotas on the foreign exchange earned from their sale of

1/ In 1980, exporters paid net taxes on an equalization nature of some
Z1 35 billion; importers received net subsidies of an equalization nature
of about Z1 115 billion.
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goods and services in convertible currencies. An enterprise's quota is
normally determined in proportion to the (convertible currency) import
intensity of its production. The average retention rate is currently
about 20 percent. The foreign exchange "retained” under this scheme is
not owned by the enterprise; rather, the enterprise has priority rights
to purchase foreign exchange up to its cumulated retention claims.

An enterprise may use these rights to obtain foreign exchange for the
purchase of production-related imports from the convertible currency
area either for its own purposes or for those of its suppliers, but

for no other purpose. In 1984, the use by enterprises of such priority
rights absorbed some 15 percent of foreign exchange appiied to the
purchase of imports from the convertible currency area. Second, as
described in chapter IV, enterprises are entitled to income tax rebates
based both on the absolute value and on the incremental value of their
exports. Exporters also generally benefit from preferential treatment
in the application of PFAZ levies on wage increases. Third, exporters

are accorded priority access to, and preferential interest rates on,
bank credits.

4, Invisibles

In the early 1970s Poland ran a small surplus on net invisibles in
convertible currencies which largely reflected a net surplus on trans-
portation account and sizable inflows from private transfers. In 1974
rising net interest payments led to a deficit on this account, and
thereafter the deficit grew rapidly, reaching US$1.8 billion in 1980 as
‘net interest payments rose to US$2.3 billion under the influence both
of a sharply rising level of external debt and of a steady increase in the
level of international interest rates. 1/ Although net transfer receipts
also grew rapidly--to over US$650 million by 1980--these could only
partly offset the surge in interest payments (Table 39).

Since 1980, the balance on invisibles in convertible currencies
"has continued to be dominated by Poland's substantial accrued interest
obligations. Between 1981 and 1984 the deficit on this account ranged
between USS2.1 billion and US$S2.5 billion, with net interest payments
obligations averaging USS2.8 billion (or the equivalent of 54 percent
of average receipts from merchandise exports) per year. Interest
payments actually made, by contrast, fell continuocusly-over this period,
with actual payments declining from US$2.5 billion in 1980 (100 percent
of obligations) to US$1.2 billion (40 percent of obligations) in 1984
(Table 48). In the process, interest arrears totaling an estimated
US$4.1 billion accumulated by end-1984.

1/ The implicit average interest rate on Poland's debt in convertible
currencies increased from less than 4 percent in 1973 to 6 percent in
1976, 7 percent in 1979, and 10 1/2 percent in 1980. In 1984, the
corresponding figure (partly estimated) remained 10 1/2 percent,



In contrast to the account in convertible currencies, net invisible:
in nonconvertible currencies remained in surplus from 1970 to 1984
(Table 38). While there was a net deficit on the travel account and

net interest payments increased, the shipping and transportation account

mey osrvmliia MTablia L1
1x, SULIPLIUS (ianuie. <1 ).

5. Capital account and external debt

The main counterpart to the current account deficit with the
convertible currency area during the 1970s was large net inflows of
medium- and long=-term capital. Gross drawings on medium— and long-term
credits rose from under USS$300 million in 1971 to US$8.7 billion in
1980, with an increasing part of the disbursements in the latter part
of the period being used to finance the repayment of earlier borrowings.
In the process, medium— and long-term debt rose from USS$2.6 billion at
the end of 1973 to US$22 billion at end-1980 (Table 49), and the debt
service ratio escalated from about 25 percent to nearly 100 percent of
external current receipts (Table 48). Short—-term credits played a
lesser role in financing the current account deficit, with cumulative
net inflows amounting to only USS$3 billion during 1971-79 and falling
back in 1980,

Rising concern about the sustainability of the balance of payments
situation came to a head in 1981 and was manifested both in a sharply
reduced availability of new credits and in a further sizahle outflow of
short~term capital. Disbursements of medium— and long-term credits
fell to USS4.9 billion, a sizable proportion of which reflected drawings
on previously contracted loans. Subsequently, suppliers' and financial
credits all but dried up, with the rezult that drawings on medium- and
long—~term credits by 1984 amounted to only US$218 million. In these
circumstances, the major source of trade financing in the period since
1982 has been short-term revolving credit facilities provided by Western
banks. Net use of these facilities during 1982-84 amounted to nearly
USS800 million. Reflecting these various developments, as well as the
relief afforded by a number of debt restructuring exercises (see below),
the balance on capital transactions (on an accruals basis) swung from a
surplus of USS$2.2 billion in 1980 into a deficit of USS2.1 billion
in 1982 (Table 39). 1In 1983 the deficit declined by US$0.8 billion,
and in 1984 capital transactions were in approximate balance.

Between end-1980 and mid-1985 total i:xternal debt in convertible
currencies increased by a further US$3.5 billion, to US$27.6 billion.
This was substantially less than the cumulative current account deficit
over the same period. The disparity largely reflects the fact that
approximately one half of the debt is denominated in currencies other
than the U.S. dollar, most of which have depreciated substantially
against the U.S. dollar since 1980 (see footnote 1 to Table 49). The
bulk of Poland's deht at end-June 1985 was of a medium~ and long-term
nature, with the larger part of such debt consisting of claims held or
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guaranteed by governments or official agencies (Table 49). A geographical
breakdown by creditor countries of the main part of the debt is shown in
Table 50.

With the deterioration in the capital account, payments by Poland to
service its external debt were reduced sharply after 1980 and fell
substantially short of payments due. From US$8.1 billion (100 percent
of payments originally due) in 1980, total debt service payments actually
made were cut back to US$3.7 billion (41 percent of payments due) in
1981 and to US$1.6 billion (26 percent of payments due) in 1984 (Table 48).
The balance was met both by rescheduling principal and interest payments
and by incurring arrears, especially to official creditors. Of total
original payments falling due during 1981-84, approximately 30 percent
were serviced, 30 percent were rescheduled and 40 percent were unpaid.

In 1984, Poland's total debt service obligations corresponded to
104 percent of external current receipts (55 percent after allowing for
debt rescheduling).

The maturity schedule of medium— and long-term debt outstanding
(excluding capitalized interest arrears) at end-June 1985 is set out in
Table 51. This indicates a steady reduction in amortization payments due
over the remainder of the decade, with a concentration of maturities in
1986-88. A further bunching of maturities is likely to occur in the
early 1990s.

b. In nonconvertible currencies

Prior to 1980, Poland's debt in nonconvertible currencies remained
small, With the emergence of substantial current account deficits with
the nonconvertible currency area in 1980 and 1981, however, such debt
increased significantly, to US$2.6 billion 1/ or the equivalent of
some 50 percent of merchandise export receipts in nonconvertible
currencies. The deficits were to a large extent financed with short-~term
credits from the International Bank for Economic Cooperation (IBEC),
with the credits extended in 1981 being converted in 1982 into two- to
three-year credits.

During 1982-84, the current account in nonconvertible currencies
remained in deficit, albeit at a much reduced level. While this added
to Poland's external indebtedness in transferable rubles, in U.S. dollar
terms the level of debt changed little (Table 49), as the U.S. dollar
appreciated vis—3-vis the transferable ruble. At the end of 1984 total
debt in nonconvertible currencies amounted to US$2.8 billion, the
equivalent of about 45 percent of exports in such currencies.

lj Converted from transferable rubles using cross rates derived from
the commercial rates of the zloty vis—d-vis the transferable ruble and
the U.S. dollar.



_50_

c. Debt rescheduling

Beginning in 1981, in the face of unmanageable debt servicing ohliza-

ions, the Government of Poland entered into a series of debt rescheduling
exercises with Western governments, Western banks and the CMEA.

Three debt restructuring agreements have been concluded with Western
official creditors, the terms and conditions of which are summarized in
Table 52. Considerable arrears were incurred by Poland in implementing
the first agreement (of April 1981), and as an integral part of the
second agreement (of July 1985) Poland undertook to settle all such
arrears, including late interest due thereon, in various stages during
1984-85. This is estimated to involve cash paymants by Poland totalling
some US$0.8 hillion., 1In addition, the July 1985 agreement provides for
50 percent of the moratorium interest due in 1985 on the 1982-84 debt
consolidation to be paid on December 31, 1985. This is estimated to
involve a further cash payment of some USS$0.6 billion.

At a meeting Iin November 1985 a third agreement was reached with
the intergovernmental group of creditors, this time to reschedule
100 percent of the original principal maturities and interest due to
the participating creditors in 1985 over a ten-year period, with a five-
year grace period. This agreement provides debt relief of some US$1.4
billion in 198S.

Original principal maturities due to Western commercial banks
(and not guaranteed by governments) from March 1981 through December
1987 have been rescheduled in four separate agreements, details of which
are set out in Table 53. All agreements other than the first have been
supplemented by separate agreements providing for short-term credit
facilities.

In 1984 there were also a number of agreements rescheduling or
restructuring debt obligations in convertible currencies due to the
U.S.S.R., IBEC and the International Investment Bank (IIB). These
agreements rescheduled certain principal maturities originally due
during 1981-84, plus interest arrears to the U.S.5.R. and the IIB,
(together totaling some USS1.7 billion) and restructured certain loan
payments due to IBEC during 1984-87. Following these reschedulings, at
the end of 1984 all payments to entities in the CMEA area were reported
to be current.

6. International reserves and foreign assets

Poland's gross external reserves in convertible currencies amounted
to USS1.3 billion at the end of 1984 (Table 54)., This total comprised
472,000 ounces of gold valued at US$400 per ounce (US$189 million),
foreign exchange holdings of the National Bank of Poland amounting to
US$138 million, and foreign exchange assets of other state banks total-
ing US$968 million. Reflecting the severe external payments difficul-
ties in recent years, Poland's state banks have been required to raise
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substantially the collateral set aside against credits provided to finance
imports. Consequently, a large proportion of the rise in foreign exchange
reserves since 1980 represents advance deposits made on the opening of

letters of credit and other deposits required by overseas commercial banks.

In addition to external reserves, Polish banks and enterprises
hold other assets in convertible currencies, consisting primarily of
loans and trade credits extended abroad. Such claims at the end of 1984
amounted to some USS$l.l1 hillion. Claims 1n nonconvertible currencies
on the same date totalled US$0.5 billion and comprised mainly short-term
assets in transferable and clearing rubles, surplus positions held by
foreign trade organizations on bilateral clearing accowunts in foreign

banks, and claims of enterprises in the form of export bills and suppliers'
credits.
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VI. Exchange and Trade System

l. Exchange arrangement

H

The currency of Poland is the zloty (100 groszy = 1 zloty), The
principles guiding the determination of the exchange rate are set out in
Chapter V. The National Bank of Poland (NBP) quotes exchange rates for
the ECU, and for 29 "market-econcmy" currencies. 1/ Buying and selling
rates are set with margins of 0.5 percent about the middle rate, except,
for notes and coins, for which the margins are 2 percent. Rates are set
at least once a week, on Tuesday, and become effective when they are
published the next Monday. Provision exists to reset the quoted rates
intra-weekly if exchange rates on international markets move by more
than 1 percent., Rates for currencies in the basket are usually based on
the exchange rates between these currencies in international markets on
the day the rates are set, Rates for other currencies are based on the
quoted rate for the U,S. dollar and the dollar rates for the relevant
currencies in international markets. The buying and selling rates for
spot transactions in U.S. dollars on August 31, 1985 were Z1 151.93 and
Z1 153.45, respectively, per USS1.

The NBP does not quote forward exchange rates, There are no taxes
or subsidies on purchases or sales of "market-economy" currencies for
normal business transactions, but a 100 percent surcharge is applied on
their sale to tourists traveling abroad.

The NBP sets official rates for transferable and clearing rubles
and publishes them each Monday. Exchange rates for transferable and
clearing rubles are set at the same level, and remain constant for
extended periods of time. Buying and selling rates are set with margins
of 0.5 percent about the middle rate, On August 31, 1985, zloty buying
and selling rates against transferable and clearing rubles were Z1 87.56
and Z1 88.44, respectively,

The NBP also quotes weekly exchange rates for the zloty against
the currencies of CMEA member countries, Albania, and the Democratic
People”s Republic of Korea. These rates are based on multilateral and
supplemental bilateral agreements with the soclalist partners, and are
used for noncommercial settlements, Buying and selling rates (including
for notes and coins) are set with margins of 0.5 percent about the
middle rate. A 30 percent surcharge is applied on the sale of these
currencies for private trips abroad.

1/ Australian dollar, Austrian schilling, Belglan franc, Canadian
dollar, Danish krone, deutsche mark, Finnish markka, French franc, Greek
drachma, Indian rupee, Italian lire, Iranian rial, Irish pound, Japanese
yen, Kuwaiti dinar, Lebanese pound, Libyan dinar, Luxembourg franc,
Netherlands guilder, Norwegian krone, pound sterling, Portuguese escudo,
Saudi Arabian riyal, Spanish peseta, Swedish krona, Swiss franc, U.S.
dollar, Turkish lira, and Yugoslav dinar.
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2. Administration of control

The authority to make basic changes in the Exchange Regulation Law
lies with the Parliament. Regulations to implement the law are promul-
gated by the Council of Ministers and the Ministers of Finance and
Foreign Trade. The authority for the enforcement of the foreign exchange
regulations rests with the Minister of Finance., The Minister of Finance
exercises related functions mainly through the President of the NBP,

Foreign trade is a state monopoly. In practice, therefore, only
economic units authorized to do so by the Ministry of Foreign Trade
(MFT) may effect exports and imports. At end-August 1985, 347 units
were authcrized to engage in foreign trade on a permanent basis, 61 of
which were specialized foreign trade organizations (FTOs). An FTO is
generally authorized to trade in all goods, subject to the limitations
of its charter and its rights as specified by the MFT. No FTO has a
monopoly in any one item, except where it trades In goods (such as coal)
that are basic to the economy. Most of Poland”s trade is channeled
through FTOs.

In addition to the FTOs, 286 economic units had specific trading
rights., Of these units, 89 were (or were affiliated with) major produc-
ing and servicing companies. Thirty-eight of the 286 units were legal
entities, such as small-scale producers and cooperatives. The remainder
were individuals, of which 16 were foreign residents established in
Poland. Subject to an appeal in the administrative courts, the MFT is
empowered to withdraw the trading right of any unit that ceases to meet
the conditions stipulated in that unit”s trading authority.

3. Prescription of currency

Payments to and from countries with which Poland has multilateral
and bilateral agreements are made in the currenciles and in accordance
with the procedures set forth in those agreements. 1/ If there are no
specific agreements, or if trade takes place outside the scope of the
agreements, settlement is made in a convertible currency.

17 At the end of August 1985, Poland had bilateral payments
ag;éements with Albania, Bangladesh, Brazil, the People”s Republic of
China, Colombia, Ecuador, Iceland, India, the Islamic Republic of Iran,
Democratic Kampuchea, the Democratic People”s Republic of Korea, Lao
People”s Democratic Republic, Lebanon, and Nepal. Poland also had trade
agreements with bilateral payments features for certain commodities with
Afghanistan, Argentina, Bangladesh, Mexico, and Pakistan. Ezcept for
Albania, the People”s Republic of China, India, Democratic Kampuchea,
the Democratic People”s Republic of Korea, Lao People”s Democratic
Republic, and Nepal, settlements under bilateral agreements were in U.S.
dollars. Settlements with the People”s Republic of China were in Swiss
francs, with India in Indian rupees, with Nepal in pounds sterling, and
in clearing rubles with Albania, Democratic Kampuchea, the Democratic
People”s Republic of Korea, and Lao People”s Democratic Republic.
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4. Resident and nonresident accounts

a, Resident accounts

Polish residents (natural persons) can hold foreign exchange in the
form of currency, stocks, bonds, etc, Three types of foreign currency
accounts are available: convertible currency accounts "A" and "N," and
socialist currency accounts "S."

(1) Accounts "A" can be freely credited with convertible
currency brought or transferred from abroad and/or deposited with a
declaration of the sources of the funds (i.e., royalties, copyrights,
gifts from nonresidents), Account holders can use the funds freely to,
for example, finance tourist travel abroad by them and their next of
kin, buy foreign exchange coupons for use in hard currency stores, and
effect gifts to family members. The funds on deposit cannot be used for
settlements between individuals. Withdrawals in zlotys, converted at
the prevailing exchange rate, are freely permitted. Interest is paid in
foreign exchange at internationally competitive rates.

(2) Accouits "N", which came into effect on April 1, 1985,
can be freely credited with convertible currency without the requirement
that the source of the funds be declared. Funds on deposit in these
accounts do not earn interest, and may not be transferred or used to
finance travel abroad. After one year, the funds on deposit are
transferable to an individual”s accoun’ "A"., 1In all other respects, the
modalities of an account "N" are identical to those for an account "A",

(3) Accounts "S" can be credited with socialist country
currencies derived from wages, property sales, inheritances, etc., and
with transfers from other accounts "S", These funds earn interest, are
freely transferable to other soclalist countries, and may be freely
withdrawn in any socialist country currency, with conversion at the
national currency rates quoted by the NBP.

As described in Chapter V, enterprises may earr foreign exchange
retention rights against exporte in convertible currencies. These
rights are held as claims in "ROD accounts'. The accounts do not yield
interest on call deposits, but, for deposits of US$5,000 or more, they
bear interest at competitive rates,

Resident individuals and enterprises may hold foreign exchange
accounts abroad with the express permission of the NBP, Such permission
is only granted on '"proof of necessity."
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b. Nonresident accounts

Nonresident juridical and physical persons are free to xeep both
convertible currency and zloty accounts,

(1) Nonresidents may maintain convertible currency accounts
("C" accounts) at the NBP, the Bank Handlowy, and the Bank PKO., These
accounts can be credited with funds brought or transferred into Poland,
with transfers from other "C" accounts, and with convertible currency
amounts legally acquired in Poland. Deposits are freely transferable
abroad, and may be used for purchases from hard currency stores and for
gifts to residents. The funds earn interest, payable in foreign
currency, at the same rates as account "A" deposits.

(2) Nonresidents are free to open and hold zloty accounts,
To ensure compliance with the foreign exchange law, depositors may be
asked to declare the source of their zlotys. Drawings on a zloty
account require a foreign exchange permit, which is normally granted
without restrictions for any internal disbursements. Permits for
transfers to nonresidents are granted only for transfers to family
members. Apart from zlotys legally earned in Poland, these accounts may
also be credited with forelgn exchange converted to zlotys at the
current exchange rate. Permits for conversion back to foreign exchange
or for foreign exchange transfers abroad are normally granted. These
accounts do not pay interest; however, nonresidents may also deposit
their earnings on savings bank books, which do yield interest.

5. Imports and exports

All imports and exports are subject to a licensing requirement,
Licenses are issued by the MFT or by its "full powers" agent employed by
the economic unit applying for the license. Only economic units with
permanent trading rights may have an MFT licensing agent in residence.
These agents issue licemnses in the context of a '"general authorization,”
granted to an economic unit by the MFT, wuich remains valid until the
end of the calendar year in which it is issued and specifies the type
and amount of the goods. General authorizations are not issued for
certain goods, 1/ The MFT must render its decision on the issuance of a
general authorization within ten days after an application is filed.

The same time limit applies to decisions on the granting of import and
export licenses. For statistical purposes, the importation of services
requires a license issued by the MFT., No further license is required
from the foreign exchange authority for export or import and the
performance or use of related services. 2/

1/ Such as those in the area of construction engineering, building
tézhnology, and leasing transactions,

2/ Under the penal code, trade in certaln goods is prohibited fer
social reasons.
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General authorizations and licenses are readily granted at no cost,
provided the relevant regulations are observed and National Plan allo-
cations are not abridged. lj Contracts do not become valid, nor may
payment orders be drawn, until a license has been issued, except for
intergovernmental agreements and instantaneous contracts, such as those
of a metals exchange. A license application must be filed within seven
days after agreement on a contract is reached. A license remains valid
until the final delivery date for the goods, or until the date of final
payment. 2/ Customs have the authority to inspect all relevant
documents and to issue instructions for eliminating irregularities.

In the event of changes in the contracted provisions, the authori-
ties must be notified of the needed changes in the license within seven
days of receipt of the documentation. In the case of a more than 5 per-
cent change in the foreign currency price, and/or errors in data, a new
license must be issued. 1If a license is not fully utilized, the holder
must ¢ ‘clare this %o the authorities within 14 days. 3/ Settlement in
foreig: oexchange is authorized and effected upon receTbt, and according
to the terms, of valid documents for settlement.

There are no import quotas. The (annual) National and five~year
Plans determine import needs by commodity groupings and value. The
National Plan allocates the financing for the purchase of the imports
into various pools, the size of which is changeable intra-yearly,
depending on the availability of foreign exchange and emerging needs.
Normally, some 50 percent of convertible currency imports are financed
centrally; the State distributes these imports to the enterprises.
Enterprise '"ROD" accounts are usually expected to finance 15-20 percent
of imports. The larger portion of the remaining foreign exchange
expected to be available for imports is allocated to the control of
branch ministries for enterprise needs related to government contracts
and operational programs., The branch ministries also control exchange
for their own needs, such as the financing of consumer goods imports by
the Ministry of Internal Trade for on-sale to the public. The residual
is allocated to the relevant branch ministries for the import needs of
the "nonproduction" sphere.

Poland has been a member of the GATT since 1967, Its transitional
membership period is still in force. Separate tariff rates apply to
imports from countries to whom Poland 