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Structural Reform and Economic Growth in 2002—2003
The Opening and Closing Balance

In the fall of 2001, the Polish economy was in a crisis and althougbotioy conducted by
the government in the next eight months averted the danger otalatem, the economy in
mid-2002 was still marked by stagnant output, a profound decline in nmeestand
increasing pessimism of both consumers and entrepreneurs. Thex daagfurther increase
of budget deficit was very real, while important structural re&rparticularly in the area of
public finance, were at a standstill. The negotiations concerningirtaecial and budget
aspects of Poland’s membership in the European Union were behind schadutbe
position of Poland on international financial markets was weakensghégovernment had
no comprehensive and coherent vision of its socio-economic policy, suchaeal trends
and processes were likely to persist.

In contrast, the socio-economic processes observed in the second2@i2adnd the
first half of 2003 indicate that the economy is returning to a rgmath path. Despite the
unfavorable external market conditions, the negative tendenciessa@neclearly reversed,
mainly due to enterprise debt cancellation, an increased demmecellowance and a
consistent financial policy, including, especially, the prepamasind implementation of the
budget for 2003, focused on stabilization and development. What was aisizang for an
accelerated output growth and the creation of new jobs was the weakened exdeapigthea
zloty, which, additionally, fosters the expansion of exports. At theegame the character of
the growth processes is changing: from a feeble, import-drivewtlgr we are moving
towards a dynamic, export-propelled growth.

Thanks to this policy, industrial output has been growing in the second cpfe2@93
at a rate of 9.1 percent in real terms, whereas a yeat dgupped, in absolute terms, by 0.4
percent. While GDP grew last year at a mere 0.5 percent firdshquarter and 0.8 percent in
the second, it is now increasing at a rate of 3.8 percent. Consegqukatiyumber of the
unemployed is shrinking — recently by as much as 50,000 a month. That cacoeunt
balance shows a substantial improvement: its deficit has droppediffopercent at the end
of the second quarter of 2002 to 2.9 percent at the end of the firsif 128103 — the lowest
level in seven years.

Despite this acceleration, inflation is kept at a record-breaking lomeasured by the
consumer price index, it stood at just 0.4 percent in May 2003. The |centiget and the
local government budgets are executed without any major tensions. Thé lmethdyet deficit,
measured in accordance with the European Union methodology, does nat #y=reent of
the GDP this year, which is about 0.5 percentage point less than inA&0B2. same time
resort to fiscalism has been reduced, as the ratio of budget expensGDP has been
decreasing. Due to these circumstances, and in view of the improi@deconomic
competitiveness and profitability of enterprises, optimism is gr@vamong entrepreneurs
and investors, as well as consumers. Poland’s rating on the irdealatinancial scene,
among global banks and investors, is also improving.

Even so, we have not yet fully overcome the negative tendencievedse 2000—
2001 and in the first half of 2002, caused initially by the unnecessargamling of the
economy and a faulty financial policy, especially in its monesapect, and then, in addition,
by the delay in the implementation of certain structural re$gralso by the present
government, which by the early summer of 2002 had not yet worked ouffeamive
economic growth program. At present, the reinforcement of the postndencies which
have been observed for a year requires more intense and focused efftots — including



changes in the area of the privatization and management ofpsbaierty — as well as new
measures, especially in the field of public finance. In aatmearket economy, the systemic
and redistributive role of such reforms is twofold: to ensure theiesft functioning of the
state and its institutions, and to guarantee a stable socio-economic growth.

Under the present circumstances, of special importance is thsesitgcdo adjust the
public finance system in Poland to the requirements of the approachnogean Union
accession and to foster the development of the institutions of ciwimoatacy through
genuine reinforcement of local government. Important changes haverext in this field
over the past year, also in the legislative sphere, through the ada@btmany new laws.
Special mention is also due to the favorable financial and budgetgeankgotiated in the
accession process, crowned by the agreements reached at thehd@@pe summit and
confirmed by the corresponding provisions in the Accession Treatedign Athens.
However, further progress, continued rapid growth and taking full adwamiaguropean
Union membership will not be possible without perseverance in the imaptation of the
guidelines and tasks set out by tReblic Finance Recovery Program — a comprehensive
socio-economic strategy for Poland for the coming years.

1. GDP growth dynamics

Thanks to the increased volume of economic activity in specifiorseet especially in
industry and market-oriented services as well as a major ngcovexports — GDP growth
increased in the second quarter of 2003 to ca. 3.8 percent, as compagdacent a year
ago and 1.0 and 1.4 percent, respectively, in 2001 and 2002. This allows one toaexpec
annual GDP growth of about 3.8 percent in 2003, consistent with the budgep#sss and
more than three times the rate of 2001.
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2. Foreign trade volume and economic expansion

In spite of the weak global markets — particularly in the cds®ir main trade partners from
the European Union and the United States — and a strong appreciati@nreal exchange
rate from the fourth quarter of 1999 to the second quarter of 2002, the $edolprevious
year brought a significant improvement of the foreign trade égjuls the exports increased
faster than the imports, the goods trade balance improved, cutting tHewdeficit by ca.



$1.3bn over 2001. The current account deficit has also been noticeably rdduredearly
$7.2bn in 2001 to $6.7bn a year later. As a result, the current account aeficfproportion
of GDP was brought down to 3.6 percent in 2002 from 3.9 percent in 2001.

In the first half of 2003, export growth dynamics was still vhigh, despite the
unfavorable developments affecting our main trade partners, e$peGtmany. This
demonstrates the increasing capacity of Polish enterprisefust their supply potential and
product offer, as the zloty has been losing to the euro. From JaiuApyil 2003, export
revenues exceeded $12.2bn, a staggering increase of 27.7 percent owenehgesod last
year, while import expenditures amounted to nearly $15.5bn, up 19.6 percenthever t
previous year. As a result, current account deficit dwindled to $1.95bn,$2d98bn in the
same months a year before. The preliminary figures for Ml June 2003 confirm this
tendency. Obviously, such an expansion of exports has its beneficiel effehe overall
profitability of the enterprise sector and, especially, on output and employmelst le
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The high exports dynamics is predominantly a consequence of theasmg
competitiveness of Polish enterprises, which operate ever mooesstdly on foreign
markets. The relatively weak foreign demand forces expodeestructure, reduce costs and
improve efficiency. These are very favorable developments whidp &ehance our
production potential.

3. Industrial output: reversing the downward trend

In May, industrial output sold soared in real terms by 11.7 percenhahd first five months

of the year it showed an increase of more than 6 percent ovearttee eriod of 2002. Its
high dynamics persists in June. Thus although industrial output, measwabsoiute terms,
dropped in the second quarter of 2002 by 0.4 percent, in the second quarter of i2003 it
higher than a year ago by 9.1%.

This implies a qualitative change, which is mainly influencedduy factors. First,
effective financial restructuring and enterprise debt datme under the “Anti-crisis
Package” prepared last summer: almost 60,000 enterprises underwentursgyuctore than
98 percent of these were small and medium-size private businegsels otherwise faced
inevitable bankruptcy. In the process, some 210,000 jobs were saved. Second, a non-
inflationary increase in internal demand, which increases the opggrto sell products on



the domestic market, as a consequence of the successful im@eomef the adopted
income policy, including the financial ratios stipulated by thiarge budget. Third, the
expanding opportunities to sell on foreign markets, resulting, among tbihgs, from the
increased profitability of manufacturing activities due to theakening of the zloty to the
euro. The fourth and final point — which may be the most importanthe isnproving quality
of enterprise management, combined with better marketing skills of the exscutive
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Besides, following several years of deep recession, the downvead in housing
construction has been reversed, as is shown by the increasing tuonfoeempanies
preparing building sites, which has more than doubled in recent tiheg.id one of the
factors behind the recent growth in investment.

4. Increasing employment and reduced joblessness

Towards the end of 2002, there were 3,217,000 unemployed seeking work, red@stets
centers, and unemployment rate stood at 18.1 percent. As a resulbabthboomers of the
1970s and 1980s entering the labor market and the insufficiency of thenantployment
and alternative job creation measures of the government, unemploswsseneven further,
reaching the record level of 18.8 percent at the and of Februaryethi. The situation on the
labor market is aggravated by the excessive costs of labor, kbgbyihe lack of the needed
reform, and by the persistently low spatial and occupational mobility of the unyszdpl

A combination of structural factors, an accelerated growth ratettadexcellent
results of the “Anti-crisis Package” implementation — togethiéh Wactors related to the
seasonality of unemployment — brought the unemployment rate down to t@entpat the
end of the first half-year, while the number of the unemployed heseaked by about
200,000 as compared with the highest level of a few months ago. In orldeep up this
favorable trend — which has its obvious, beneficial consequences fadilngion of poverty



and exclusion — it will be necessary to maintain high output dynaamidstake active anti-
unemployment measures.
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5. Reduced inflation rate

A distinct tendency for inflation to decline has continued right thrairghmiddle of the
current year. The average annual inflation rate has decreased 5 percent in 2001 to 1.9
percent in 2002 and a record-breaking low of 0.3 percent in April and Gcénpen May
2003. Such a significant drop in inflation was mainly the effect ®fstematic reduction of
inflation expectations resulting from the strengthening comepetiton the markets of
consumer and manufacturing goods and services, the relatively lowstitmndemand
dynamics, surpluses of food products in some sectors of the mankied very high level of
real interest rates. Unfortunately, the last-mentioned factoomgtsuppressed inflation, but
to an even greater degree limited the attainable growth of output and employment.
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6. Budget priorities: stabilization and development

“Inflation plus one percentage point” was the buzz-phrase a yeal\uat it meant was that
the central budget expenditure should increase in 2003, nominally, by nottmaorehe
projected inflation rate (estimated back then at as much agcnpeincreased by one
percentage point. Under such assumptions, deliberately accepted dgpyvrament before
detailed work was commenced on the stabilization and development bindgexpenditure
in current year should reach about PLN 193bn, while the deficit should cexaLN 40bn.
But the actual gap between the projected expenditure and revenues ran up @bRLakGhe
expenditure planned by the ministers and other administrators of thetbmdre about PLN
16bn higher than assumed, while the revenues were about PLN 4bn below the fingligcacce
level. With a tremendous adjustment effort, involving mainly thematization of expenses,
the threat of such a huge deficit was dispelled, as it walyfireduced to PLN 38.7bn, which
was 0.5 percent of the GDP less than a year before. It carebdhsd at an early stage of
work on the 2003 budget, the “inflation plus one percentage point” formulaepksxed for
the time being by “inflation plus nine percentage points”.

The 2003 budget — the only one in the 15 years’ history of the Polisfdraation
(1989-2003) to be adopted on time, that is, before the beginning of the new hyas been
executed in the first half of the year without problems. Afteffitisé five months of the year,
revenues reached PLN 56.7bn, or 36.4 percent of the annual budgeted revenyesedom
with the same period of the previous year, revenues were nominallgrsénphigher, which
translates into a real increase by 5.3 percent. Apart fromeherg improvement of the
economic situation, this was made possible by increased indisecevanues, generated
especially by VAT and the excise tax. The expenditure in the $ve months amounted to
41.1 percent of the annual budgeted amount and does not deviate from thecptadingly,
this year's budget is being successfully implemented and thergagignificant threats to its
execution.

7. Growing optimism of consumers, entrepreneurs and investors

Early in June this year, the consumer optimism index improved by arbfiants, reaching
a level of 81 points. This was undoubtedly due not only to an increase, leythzor 3



percent, of consumption financed by the personal income of the populatiothevaaist 12
months, but also to the growing conviction that this increase mayeswolog a lasting
tendency in the coming months and years. At the same time the acariomate index was
up 7 points. The barometer indicator published byRkzpospolita daily — comprising a
weighted average reflecting the mood and expectations of both mamefacand consumers
— rose above the psychological barrier of 1000 points (from 992.5 poirits béginning of
the year). This increase is mainly accounted for by the ‘tbettnomic outlook perceived by
entrepreneurs and the brighter consumer mood”. Besides, the Pengab baalanglsnate
indicator moved up by 3.1 points in June, reaching 16.1 points.

All these developments are related, on the one hand, to the evemespread
perception of accelerated output growth and, on the other, to the expectédr an
appropriate development strategy and a continuation of the struafomahs outlined in the
Public Finance Recovery Program, including a simplification of the tax system and a
gualitative reduction of the tax burden, particularly for corpoegiities, by as much as 8
percentage points: from 27 to 19 percent. This may be a hopeful sigre fluture, provided
that the strategy of accelerated growth, initiated in mid-200&nsnued and that the main
objectives of thd’rogram are further pursued. If so, per capita GDP may increase amdPol
in 2004—-2007 by a further 24 percent.
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It is possible to stay on a rapid growth path and the way to att&im growth
dynamics — with special emphasis on the potential benefits ofmdPsldorthcoming
membership in the European Union — has been outlined irfPuhlec Finance Recovery
Program. If effectively implemented, it will allow Poland, gradually bpérceptibly, to
narrow the economic distance to the rich European Union countries.



Per capita GDP in Poland (adjusted for purchasing power parity) as a peentage of the
European Union average
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If, however, the reforms stipulated by tReogram are not effectively and consistently
implemented, it will be hard to maintain optimism and — most impdytanit will not be
possible to keep the economy on a path of sustained rapid growth, on whizineaay
moved when implementing tHgrategy for Poland in 19947, increasing in the process per
capita GDP by as much as 28 percent. The past year has openedamgeato return to such
a path. Hopefully, this chance will be turned to good advantage.

Warsaw, June 24, 2003
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