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CRISIS, THE WORLD POLITICAL AND ECONOMIC SYSTEM,
AND ECONOMIC THEORIES

Roman SZUL

University of Warsaw
Institute for Regional and Local Studies
Warsaw, Poland
ul. Krakowskie Przemiescie 30
r.szul@chello.pl

Introduction

The present global economic crisis raises some fundamental questions con-
cerning composition and functioning of the world political and economic sys-
tem, cconomic policy and economic theories behind this policy. In particular,
the questions relate to globalisation and its philosophy and way of working
(whether globalisation is a perpetuum mobile that can only expand and strengthen
its power), the role of state (nation state) as an economic agent (is it rcally dis-
appearing in the globalising economy?), position of individual states (or na-
tions) in the global political-economic setting, cspecially the position of the
USA in it, the philosophy of democracy, frec market and nco-liberalism as until
recently considered as self-evident principles and goals of evolution of political
and economic system.

Attempts at answering these questions gives opportunity to re-examine the
world political and economic system and economic theories.

Evolution of the world system and globalisation

The notion of globalisation has been very popular over recent twenty ycars
or so. The question is, however, whether process forming globalisation also
started twenty years ago or arc much older

According to onc opinion globalisation is really something new that started
in the last quarter of the 20" century. Acceding to this opinion globalisation is
irreversible, because irreversible is the power and progress in technology (espe-
cially IT and transportation technology — the very engine of globalisation), irre-
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versible is the interest of business in free circulation of capital and goods in
search for better location and profits, irreversible is the desire for freedom of
action intrinsically linked with globalisation. According to this view any obsta-
cle to free circulation of capital, goods and information (not necessarily to free
circulation of persons) are going to be removed. One such obstacle is the institu-
tion of nation state. Consequently, nation state is wreaking and is going to dis-
appear replaced by a network of global companies, non-governmental organisa-
tions, supranational institutions (like the European Union, IMF, Word Bank,
etc), subnational (regional) governments, etc.' This opinion as strictly connected
with the liberal (or neo-liberal) economic philosophy and policy which empha-
sises merits of free circulation of capital, free entrepreneurship, limitation of the
power of state (government), dismantling of the welfare state and destroying the
power of workers’ organisations. This opinion on globalisation also took for
granted the international political order in which the United States played the
role of the sole global superpower.

According to the other view, the present situation is nothing completely
new in the history of humankind. If we consider globalisation as a process of
spreading of ideas, information, economic relations and political power world-
wide, then we see that the situation at the turn of the 20" and 21* century is
similar to other situations in the past’. What makes the present situation differ-
ent from those in the past is the intensity and speed of circulation of goods,
money and information, and not the logic of the circulation. As the history
demonstrates, one of characteristics of this process is its instability and change-
ability. In other words, the process of globalisation has had its ups and downs,
centres propelling globalisation have been moving (from one country or conti-
nent to another one) together with changes in driving forces of globalisation.

If one accepts the latter opinion, and according to this author this opinion is
more reliable than the previous one, several (at least three) stages or waves of
globalisation can be distinguished.

The first really ,,global” wave of globalisation started in the XV and XVI
centuries in the epoch of great discoveries and early expansion of European co-
lonialism. It was characterized by a worldwide expansion of trade and interna-

' The mechanism of weakening the role of state in recent years has been subject of
many analyses. Among the most outstanding see Manuel Castells’s ,,The Power of Iden-
tity”, especially chapter 5 ,,Globalization, Ildentification, and the State: A Powerless
State or a Network State? M. Castells ,,The Power of Identity”, 2-bd Edition, Blackwell
Publishing, 2003.

* This way of thinking is close to the Immanuel Wallerstein’s concept of World-System
See 1. Wallerstein; World-System Analysis. An Introduction. Duke University Press,
2004. In Polish literature Wallerstain’s idea is best described in Zbigniew Rykiel, Pods-
tawy Geografii Politycznej, PWE, Warszawa 2006, rozdz. 7, ,,Ekonomiczno-polityczna
struktura wspolczesnego Swiata”.
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tional division of labours, worldwide circulation of persons (quite often invol-
untarily — as slaves), ideas, diffusion of Christian religion and (some) European
languages, mixing of races, etc. It was also accompanied by conflicts between
expanding and dominating Europeans and local populations, by attempts of
non-Europeans at defending themselves by sclf-isolation (Japan) or waging
wars. Driving forces behind this process were ,three Gs” — God, Gold and
Glory’, in other words the mission of bringing the true faith to pagans and infi-
dels, the desire for profits (from robbery of gold) and glory for missionaries,
conquerors and their rulers (kings, emperors). Centres of this wave of globalisa-
tion were moving from the Iberian Peninsula (Spain and Portugal) to the Neth-
erlands and then to England. In this very period the world started to emerge as
an internally interlined system or the world system. This system was composed
by a centre and peripheries, centres being located in the aforementioned coun-
trics of Western Europe, and peripheries in other continents, although large
parts of the globe (first of all interiors of Africa and Asia) were outside the
world system.

In the 19" century the first wave of globalisation lost its momentum and its
decline lasted to the first decades of the 19" century. Evidences of this decline
was independence of American colonies from European empires (England,
Spain, Portugal and France) by the end of the 18" and in the carly 19" century.
Together with the political control European metropolises lost possibility to im-
pose their economic division of labour to newly emerged American states and to
control its social and cultural development. New centres of power started to
grow in America cventually challenging the central position of (Western)
Europe.

The second wave of globalisation started in the first half of the 19" cen-
tury. Its driving ideas were Civilisation (instead of God), Gold (profitable trade
by imposing unequal international division of labour, often by force) and Glory
(this time Glory of a given nation). The centres of globalisation were the United
Kingdom, followed and challenged by some other European states: France, the
Netherlands, Belgium, Russia, and, later Germany and Italy. This wave of glob-
alisation was largely duc to progress in technology: stcam engine (especially
important was steam ship), railway, machine gun, then electricity, telegraph,
telephone, etc. This wave of globalisation, usually called colonialism, was char-
acterised by imposition of (Western) European states of unequal division of la-
bour to their colonies and dependent states in search for sources of cheap raw
materials and markets for their industrial products. By the end of the 19" cen-
tury the UK, being economically, technologically, militarily and politically the
most powerful nation, managed to imposc liberalisation of international trade,

* See David S. Landes: The Wealth and Poverty of Nations, Polish edition: Bogactwo
i ngdza narodow, Muza, Warszawa 2005.
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because it was in interests of British industry as liberalisation opened up foreign
markets for its products without presenting a threat of competition in domestic
market due to British technological superiority.

The second wave of globalisation strengthened and broadened political,
economic and cultural domination of the European centre over peripheries in
Africa, Asia and Latin America.

Among leading driving forces of the second wave of globalisation was na-
tionalism in Europe resulting in aggressive competition among European na-
tions for new territories (imperialism) and acceptance of using arm forces
(wars) as a means of solving international disputes*. The final outcome of this
logic was the outbrecak of the World War (1914-1918) and its immediate and
more distant conscquences: weakening of the European powers in the world
system, Russian socialist revolution (1917), Second World War, Chinese social-
ist revolution, division of the world into two camps: socialism and capitalism
(the cold war). The Great Recession of the 1920s/30s can also be attributed to
the logic of the 19" century nationalism: nationalistic attitudes of governments
(the so called ,,beggar your neighbours” economic policy) — protectionism, bans
on imports etc. aggravated the economic slowdown turning it into a global cri-
sis. The joint result of all the above mentioned events was the decline (retreat)
of globalisation.

The third wave of globalisation started around 1980 (dercgulation of fi-
nancial and commodity markets leading to acceleration of the speed of circula-
tion of capitals, especially financial capital). This was also possible due to
a rapid progress in technology, especially in information and telecommunication
technology, and due to the development of long distance air transport. This
wave of globalisation got momentum with the end of the cold war (1989/91)
and (apparent) victory of Western values of democracy and free market in the
former socialist countries.

The ,,Golden Decade” of the 1990s and globalisation

Decade of the 1990s deserves special attention as it was that time when
globalisation and the world system took their clearest (model) form.

The world system was centred on the USA as the sole and multidimensional
global superpower. The USA dominated militarily, politically, economically,
technologically and culturally. US American values of liberal democracy, free

* This philosophy and its political results were wery well decribed in Rykiel, op. Cit,
and R. Kuxniar; Polityka i sifa. Studia strategiczne — zarys problematyki. Scholar, War-
szawa 2005, especially Chapter 2 ldea i narod w sluzbie strategii, czyli strategii wiek
dojrzaly.
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market, human rights, etc., American pop culture and the English language were
generally perceived as universal values and the United States as the model to be
followed. American dollar was unquestionable world currency. American de-
mand for foreign goods stimulated export and economic growth of many coun-
tries. American technological innovations contributed to the global progress in
technology and confirmed the position of the USA as the most competitive and
innovative economy — pillar of the global economic system.

The rest of the world formed (or was perceived as forming) concentric rings
around the USA: Western Europe and Japan as weaker elements of the ,triad”
composing (together with the USA) the global centre, some countries (South-
Eastern Asia, Southern Europe, some former socialist countries in Central—-
Eastern Europe) as the first (or semi-) periphery, and others as more distant pe-
ripheries.

Of special importance was economic policy and economic theories behind
this policy. These theories are usually called neo-liberalism (or neo-liberalism-
-monctarism). The central element of the policy and theory was belief in free
market as the best mechanism of regulation of economic activity and the con-
viction that private ownership and unfettered entreprencurship and competition
arc an indispensable precondition for the smooth functioning of the market
economy. Consequently, privatisation and deregulation of financial markets and
liberalisation of international trade got high priority in this theory. These ele-
ments were combined with the idea of ,,sound” monetary and fiscal policy
which meant elimination of public deficits and reducing taxes resulting, among
other things, in cuts in public spending and dismantling of welfare state. These
thecories werc fundament of the famous Washington consensus (1983) — a set of
norms of good economic policy that largely influenced governments of Western
countries, international institutions (first of all the IMF) and governments of
peripheral countries dependent on the former. Interestingly and very impor-
tantly, government of the USA didn’t consider that the Washington consensus
was to be applied in the USA too, and the USA run high budget deficits.

Theory and ideology of neo-liberalism-monetarism in Western countries re-
placed the Keynesian thecory which was a basis of economic policy during the
,thirty glorious years” (1945-1975) and which attributed the state (government)
the role of active economic regulator, first of all responsible for stimulating
cconomic activity via sustaining adequate demand (high public spending, if
necessary financed by budget deficits).

The neoliberal-monetarist thcory won (although to various degree in various
countries) in the USA and Western Europe, it was perceived as the only really

* A critical analysis of the Washington consensus and neo=liberal economic theory and
policy can be found in J. Stiglitz Globalization And Its Discontents W. W North & Com-
pany, New York, London, 2002.
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capitalist model in Central-Eastern European countries that had recently decided
to build capitalist economy, and was imposed by international financial institu-
tions to many countries dependent on financial assistance of those institutions.

The aforementioned deregulation of financial markets and liberalisation of
international trade resulted in acceleration of world-wide circulation of capital,
especially because it enabled gaining high profits from short term financial in-
vestments (speculation). Opening up of huge markets in Russia, China, India
etc. only contributed to this process. It was the most visible phenomenon of the
process of integration of the world economy, called globalisation. In such
a way, globalisation (in our terminology — the third wave of it) was inseparably
connected with liberalisation and deregulation.

Mobility of capital and competition for investments (among national, re-
gional and local governments) strengthened the position of the investor, or more
correctly — of top managers of companies. Additionally, transformation in rela-
tionships between shareholders and managers in companies giving preponder-
ance to the latter, even strengthened the economic and financial position (enor-
mous salaries and bonuses) of the CEOs, especially in the banking sector. The
high increase in income of the CEOs was in sharp contrast with slow increase or
even stagnation or decrease in incomes of other sectors of the population. It
was, however, accepted (except for radical and marginal political groups) as
»hormal” in a market economy.

There were not only governments competing for investors, but also compa-
nies, deprived from protection of national governments and attracted by per-
spectives of high profits abroad, were competing for old and new markets.
Competition was necessity, or it was presented as such by the mainstream eco-
nomic theory. The key to success in the competition, according to this theory,
was innovation, information and knowledge (since: the very popular notion of
,knowledge-based economy”).

It should be stressed that the ideology of neo-liberalism and globalisation
promised benefits to whole societies, and not to a handful of successful CEOs
of international companies and bankers.

The end of the ,,Golden Decade” — changes in the world system after 2000

The decade that followed the ,,Golden Decade” of the 1990s has brought
about significant changes to the construction and functioning of the world sys-
tem, to globalisation and to economic theories.

From the geopolitical point of view the most spectacular is the multidimen-
sional weakening of the power of the USA. It is weakening of the economic,
political, military and cultural (,,soft”) power of the USA.
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The current (2009) global economic recession which started in the USA
with the crisis in the housing market in 2007 and then spread to the US banking
sector and finally ,,infected” the global economy, has revealed both importance
of the USA for the world system and the cconomic weakness of the USA. Some
characteristics of the US economy has demonstrated structural shortcomings of
potentially serious consequences for its position in the world system. It is first
of all its low propensity for accumulation which combined with its high propen-
sity for consumption and other spending results in high budget and trading defi-
cits and high dependence on foreign borrowings. It became visible that the high
demand of the US economy is hardly possible without borrowings and growing
debts (of American houscholds, firms and government). Decrease in demand
resulting from decrease in financing of the economy by banks and from the pes-
simistic mood of American consumers shortenced output in the American econ-
omy and in countries exporting to the USA (such as China and most EU coun-
trics). Measures undertaken by the US government in late 2008 and early 2009
aiming at stimulating demand and output, regardless of their short term effi-
ciency only add to the already enormous public debt and to concerns about per-
spectives of the US economy in the longer term. It also raises doubts concerning
American political and economic sovercignty given the high financial depend-
ence of the USA on China and other countries.

Terrorist attacks of September 11" 2001 in New York and Washington
demonstrated vulnerability of the USA to such attacks and thus its limited mili-
tary power and security. More importantly, they triggered a series of events that
undermined position of the USA as the unquestionable sole military and politi-
cal superpower. These events include first of all unilateral decision to attack
Iraq (without approval of any international institution and neglecting opinions
of European allies) and the endless wars in Afghanistan and Iraq. These events
sharply deteriorated political relationships between USA and almost the whole
world and undermined prestige of the USA as a democratic nation respecting
international law as well as revealed inability of the USA to win the wars. It
turned out that the USA can generate an international problem but can’t solve it.

Weakening of the ,,soft power” of the USA only added to the above devel-
opments. For many observers, especially politicians and political forces not
very much inclined to respect democracy (in such countrics as Russia, China,
Venezuela, North Korea, Iran, etc.), it was an encouragement for their attitudes.

In the time of weakening of the economic and political position of the USA
other powers emerged as challengers — first of all China, Russia, India and Bra-
zil with explicit ambition to transform the US-cantered world system into
a multipolar system. Of special importance is China — while almost the whole
world has fallen into recession, China’s economy in 2009 still reveals a robust
growth of 8-9% per year. The question is whether the economically and politi-
cally (as well as ideologically and culturally) multipolar or China-centred world
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system would function the same way as it did in the time of Pax Americana of
the 1990s. The question is related also to globalisation. There are sings, for in-
stance in China, of greater reliance on own market (instead on foreign markets),
of boosting internal demand as a means to overcome recession, combined with
efforts to ensure future supplies of energy by buying sources of energy (oil field
etc) abroad®, etc. This would mean a new model of international economic rela-
tions with lesser importance of international trade and circulation of capital —
the fundament of the third wave of globalisation, as well as a new structurc of
the world economic system in China as its biggest player.

The present economic crisis quite suddenly restored the position of state
(nation state) as an economic (as well as political) agent. There were national
governments to take crucial decisions during the present economic recession.
First they quite quickly and energetically acted in autumn 2008 to save banking
system in their respective states. Symptomatically, governments of EU member
states completely ignored EU rules of competition, of public assistance for pri-
vate sector, etc. Later on most highly developed states undertook expensive
programmes of stimulating demand and output, of nationalisation and restruc-
turing of ailing branches and firms (with the case of General Motors as the best
evidence of this activity).

What is even more important in the long term, the present engagement of
governments in rescuing banks, in stimulating demand, in saving and restructur-
ing industrial firms, etc. resulting in accumulating huge budget deficits and pub-
lic indebtedness, will not allow national governments to ,,resign” and withdraw
from the economy. Simply they will have to deal with economy in order to find
money for repaying or servicing the debt.

Another field of activity of national governments enforced by the financial
crisis is re-regulating and controlling of the banking system and capital markets.
Apart from increased role of governments it will probably lead to a lesser inten-
sity of global circulation of capital (too risky, speculative and doubtful financial
operations will be blocked by the controlling system).

Last but not least, the present financial crisis has toppled down the ,,hero of
the Golden Decade” — the rich, clever banker. Now, in the public opinion even
in such liberal countries as the USA and Britain, ,.the greed of bankers” is to
blame for crisis and there is little acceptance for enormous incomes (especially
for the so called ,,bonuscs”) of bankers and of top managers in general. It is
a significant change in public opinion in comparison with the ,,Golden Decade”.

® See: In the time of crisis China has went out to the world .to overtake deposits of oil
and natural gas. The biggest Chinese oil company CNPC this year spent 46 billion dol-
lars for this, and has received from Beijing more 30 billion for further purchases ,, Chi-
ny wykupujqg rope swiata”, Gazeta Wyborcza 31.09.2009.
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As can be seen from the above analysis, the present economic crisis im-
poses or requires introducing serious changes into the working of the economy
— more governmental engagement in the economy, more public control over
financial markets, less freedom and less power and revenues for top managers
and bankers, less power of international (transactional) companies etc. These
changes inevitably will affect global flows of capital and functioning of the
global capital markets. Their outcome will probably be a decreased speed of
circulation of capital, lesser amount of foreign direct investment (a tendency
that has already been 0bserved)7. This can be called ,,deglobalisation” or correc-
tion to the mechanism of globalisation.

The crisis has, however, revealed another phenomenon, which in a way con-
firms the logic of globalisation. It is the generally perceived consciousness of ne-
cessity of cooperation of national governments in coping with the crisis. The
G-20 meetings and decisions, the re-strengthened and re-modelled role of the In-
ternational Monetary Fund, cooperation of national governments within the EU in
dealing with the crisis confirm this tendency. It is, however, a significantly differ-
ent mode of globalisation — the leading role belongs to governments rather than to
companies. Of interest is the new position and attitude of the IMF — it is no longer
enforcing the Washington consensus, privatisation, ,,sound” financial policy, etc.

The crisis and economic theories

As was pointed out earlier, the ,,golden age” of globalisation was strictly
connected with the economic theory usually called ,,ncoliberalism”. Therefore,
position of this theory in the time of crisis deserves an attention.

All economic (and not only economic) theories emerge as a response to
a given situation, to a given problem and are connected with interests and men-
tality of a specific group. After their birth theories start living their own life,
acquiring their supporters and opponents, changing their focuses, losing their
original meaning, getting stronger or weaker, etc. Some of them, in some cir-
cumstances, become ,,systemic” (or supporting a given social, political and eco-
nomic system) or anti-systemic. As regards economic theories, in recent dec-
ades three large groups of economic theories could be distinguished:

— Neoliberal (sometimes called neoclassical) or neoliberal-monetarist.

— Keynesian (some cconomists consider Keynesianism as a specific kind of
ncoclassical economics).

— Marxist or radical leftist.

" According to UNCTAD, foreign direct investment in 2008 amounted to 1,7 trillion
dollars and in 2009 will probably fall to 1.2 trillion. Kryzys tlumi zagraniczne inwes-
tvcje, Gazeta Wyborcza, 18.09. 2009.
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As it is known, Marxist theory, created as a reaction to social injustice of
the ,,wild” 19™ century capitalism, laid ideological foundations to economies of
»real socialism” as well as has been an intellectual instrument in criticising
shortcomings of the capitalist (free market) economy and related phenomena,
including unjust social and international division of labour. After the collapse of
the ,real socialism” and rejection of Marxism in former socialist countries, it
remained (in many variations) present in universities in Western Europe and
USA, among leftist intellectuals and anti-globalisation activists and among
many political activists in the ,.third world”, especially in Latin America.

Keynesian theory emerged as a reaction to the Great Depression of the
1920/30 attributed by J. M. Keynes and his followers to insufficient demand
and inability of the free market to overcome the crisis without state intervention.
After the WWII this theory was intellectual fundament of the so called welfare
state — state controlled and regulated market economies of Western Europe. The
primetime of this theory were ,.thirty glorious years” of economic growth and
prosperity (1945-1975)". In the 1970s economic policy based on Keynesian
recipes stopped giving expected results: it was blamed for ,stagflation” —
a combination of inflation and stagnation of economic growth, for low competi-
tiveness of European (and American) economies in comparison with Eastern
Asia and other NICs (Newly Industrialized Countries), etc. In the 1980s
Keynesian theory conceded its place as a leading economic theory to neoliberal-
ism, but still remained quite popular among those who didn’t agree with neo-
liberalism and didn’t accept Marxism and radical anti-systemic ideologies.

Neoliberalism as the dominant theory and ideology appeared in the early
1980s (also known as ,,Thatcherism and Reaganomics). It was a return to prin-
cipal ideas of pre-Great Recession liberalism and classical economics. As noted
carlier, it was a reaction to shortcomings of (late) Keynesianism. It advocated
private entreprencurship, ,.small government” (or withdrawal of state from
cconomy), elimination of obstacles to free market etc. It was strictly connected
with monetarism — a theory and ideology stressing the need for reducing public
deficits and public spending. The primetime of neoliberalism-monetarism was
the ,,Golden Decade” of the 1990s when former socialist countries embarked on
building capitalism in accordance to this theory and when international financial
institutions (like the IMF) confessed it in its activity all over the world. Due its
emphasis on liberalisation of financial and commodity markets world-wide, it
can be seen as the theory or ideology of globalisation.

The present economic crisis has changed the ,theoretical landscape”, First
of all, the crisis changed the mood of followers of various economic strcams.
Then, it forced policy makers to find responses and thus to look for practical

* On the theory and ideology behind the ,.thirty glorious years” see e.g. R. Sakwa and
A. Stevens Contemporary Europe, second edition, Palgrave, Basingstock, 2006.
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theories or approaches how to deal with the crisis. Followers of Marxism and
radical Left, apart from cxpressing their overt satisfaction that ,capitalism is
dead”, can not offer any solution. Adherents of neoliberalism have found them-
selves in a difficult situation as for many the economic crisis is also a crisis of
neoliberalism. Some followers of neoliberalism try to persuade than nothing
special is happening: economic ups and downs is a normal economic cycle in
the market cconomy, you must only wait and see the recovery. Others argue that
it is not economic liberalism and monetarism, but its absence to blame, because
the principal cause of the financial crisis was the hyper-activity of American
banks in lending credits, activity encouraged by the American government
which didn’t respect rules of sound monetary policy.

Policymakers confronted with the crisis and pressed by public opinion and
voters in most cases felt being obliged to act quickly, without waiting for self-
-recovery of the economy and ignoring accusations of lack of market freedom
and lack of sound monetary policy of the USA for the crisis as useless for guid-
ance of anti-crisis economic policy. In such a situation the only theoretical basis
for economic policy remained Keynsianism, considered as the thecory which
helped rescue the world from the Great Recession. As a result Keynesianism or
Neo-Keynesianism, has become, again in the centre of economic thinking.
Whether, however, Keynesian theory is adequate, or to what extent it is ade-
quate, to the present conditions, is to be seen in the future.

Poland as a special case

The casc of Poland during the crisis deserves some attention as it demon-
strates paradoxes of economy. In mid-2009 Poland is the only country in
Europe to have positive growth of GDP (despite a significant drop in the in-
dex of growth). It is attributable to several factors. First, it is result of Po-
land’s relatively low dependence on foreign markets. While the share of ex-
ports in GDP in such countries like Hungary of the Czech Republic amounts
to about /3, in Poland it is about 40%. This low share of exports in GDP, in
turn, is due to the relatively large internal market (of 38 million inhabitants,
compared to 10 millions in Hungary and the Czech Republic) but also to Po-
land’s lower competitiveness on global markets. Thercfore the decrease in ex-
ports, a very important factor of crisis world-wide, hit Poland less than other
countries. Second, it is low impact of decline of shares on stock exchange on
behaviour of Polish consumers. While in most countries this decline made
sharcholders-consumers consider themselves poorer and forced them to save
money and reduce demand, in Poland such a link between developments on
the stock exchange and consumer mood didn’t exist. This results, among other
things, from underdevelopment of capital market, poverty and conservative-
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ness of Polish society: about % of Polish households don’t have any saving,
and most of those who do have, keep their savings in other instruments than
stock exchange company shares. Therefore, developments on the stock ex-
change are irrclevant for behaviours of vast majority of houscholds. Third, it
is conservatism of Polish banking system and conservatism of Polish consum-
ers and companies as bank credit borrowers. This conservatism has made Pol-
ish consumers and firm less dependent on bank credits in comparison to the
rest of the developed world, and Polish banks less vulnerable to bad. debts.
Consequently, turbulences in the credit action in 2008 and 2009 were in Po-
land relatively mild (no bank was in serious troubles) and had minor impact
on consumers behaviour. Forth, it is a result of activity of other governments,
notably of the German government, stimulating demand, for instance for cars,
which also helped Polish producers. Fifth, it is a result of Poland having its
own currency — zloty, and its weakness during the crisis. The weak Polish cur-
rency, especially in comparison to the euro, .helped Polish exporters, encour-
aged foreigners from the euro zone (first of all Germans and Slovaks) to make
shopping in Poland and forced many Poles to spend holidays in Poland rather
than abroad. It should be noted that possessing its own currency was regarded
as a sign of wcakness of Polish economy, becausc otherwise Poland would
have had introduced euro. Sixth, it is a result of behaviour of Polish society
which didn’t change its consumer habits not reducing its demand. Poles
generally ignored information on economic crisis. This can be attributed to
a lesser economic education of poles or to their extraordinary wisdom.

As can be seen, the success of Poland during the crisis is, paradoxically,
generally due to its relative backwardness measured by standards of neoliberal
economics: lower competitiveness, lower internationalisation of the economy,
conservatism of consumers and banks, underdevelopment of capital and money
market, failure to enter euro zone, etc.

Conclusions

The present economic crisis is another of a serics of events that started at
the beginning of the current decade (or earlier) which are introducing substan-
tial corrections to the world political and economic system. How deep and last-
ing these corrections are going to be and which results they may bring about, is
uncertain as the turmoil is not over, yet, and there are aftershocks to be expected
(e.g. as consequences of huge indebtedness of the USA and European countries
accumulated to boost economy). These events include September 9, 2201 terror-
ist attacks on the USA, the still unfinished wars in Afghanistan and Iraq, the rise
of new (and old) superpowers, such as China, Russia, India and Brazil with
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clear ambitions to challenge the US global leadership, introduction and success

of euro as a global currency — competitor to the US dollar, and others.

The combined impact of those events on the world political and economic
system can be summarized as follows:

— transformation of the world system from a uni-polar US-centred system
towards a multi-polar system, with pronounced role of China world-wide,
and Russia in Europe, India in Southern Asia, and Brazil in South Amer-
ica. In this context the future position of the European Union is uncertain,

— crisis of neo-liberal economic theory and ideology as intellectual fundament
of the world system. One of the most important element of this crisis is cri-
sis of the ideology of disappearing state,

— retreat of the globalisation as known in the ,,Golden Decade” of the 1990s
with declining amounts of global trade and investments,

— consciousness of global interdependence of states leading to international
cooperation in dealing with the crisis, e.g. G-20 summits, strengthened role
of the IMF to help countries in financial needs, global solidarity to countries
most affected by the crisis (Iceland, Latvia, etc), avoidance (despite some
attempts) from protectionist policies.

Streszczenie

KRYZYS A SWIATOWY SYSTEM
POLITYCZNO-EKONOMICZNY I TEORIE EKONOMII

Obecny kryzys gospodarczy na §wiecie mozna interpretowac jako kryzys swia-
towego systemu polityczno-ekonomicznego i aktualnej fazy (fali) globalizacji oraz
jako czynnik przewartosciowujacy obowigzujace teorie ekonomii i polityk¢ gospodar-
cza. Obecny kryzys jako kryzys swiatowego systemu i globalizacji nie jest czyms$ wy-
jatkowym, gdyz swiatowy system polityczno-ekonomiczny przezywa od czasu jego
uksztaltowania w polowie minionego tysigclecia fazy wzrostu i regresu. Mozna mo-
wic o trzech falach globalizacji: pierwsza w okresie XVI — potowa XVIII wieku, dru-
ga: poczatek XIX wieku do 1914, trzecia od ok. 1980 do chwili obecnej. Kazda miata
swoje sity napedowe, centra i peryferie, ideologie i technologie. W I fali sitami napg-
dowymi byly: szerzenie religii chrzescijanskiej, pogon za zlotem i1 chwata zdobyw-
cow i wladcow, centrami byly Hiszpania, Portugalia, Niderlandy i Anglia; w 1l fahi
byly to odpowiednio: szerzenie cywilizacji europejskiej jako uniwersalnej, pogon za
zyskiem z nieekwiwalentnego handlu, nacjonalizm, centrami byly Anglia oraz konku-
rujace z nig mocarstwa europejskie: Francja, Niemcy, Wlochy, Rosja, w 111 fali byty
to: szerzenie demokracji i wolnego rynku jako wartosci uniwersalnej, pogon za zy-
skiem (glownie z operacji finansowych) i dazenie do indywidualnych korzysci satys-
fakcji, glownym centrum byly Stany Zjednoczone. Obecnie system swiatowy okresu
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111 fali globalizacji przechodzi zmiany: stabnie rola USA, erozji ulega model gospo-
darki wolnorynkowej, powraca aktywna rola panstwa. W sferze teorii ekonomii na-
stepuje oslabienie dominujacego dotad nurtu neoliberalnego. Do task wraca szkola
keynesowska. Aktywizujg si¢ rozni inni krytycy neoliberalizmu.
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Under the conditions of the intensifying globalization and the associated
Europecan integration processes, and now of the intensifying world economic
crisis, an important issue is becoming to analyze conditions of behaviour proc-
esses in various spatial scales, from the regional and national scale to the scale
of the European continent, or the global scale. An important role in this respect
is played by the changing economic, social and political situations in the global
space, which affect individual countries with various intensification. As the
consequence of the developing diverse economic and spatial links, other links
are transformed and they change their meaning; they either integrate or disinte-
grate specific places of economic performance in the economic, social and cul-
tural space. Intensification of economic and spatial links depends on the one
hand on the degree of a given place attractiveness for generating endogenic de-
velopment factors and attracting exogenic factors.

Taking the above assumptions, in this paper | will discuss the topic of shap-
ing conditions for socio-cconomic transformation processes in countries of Cen-
tral and Eastern Europe. Such conditions result from the intensifying globaliza-
tion processes, implementation of new management forms connected with in-
troduction of the market economy rules, forming of the knowledge-based econ-
omy and entering of the population into the informatics-based phase of devel-
opment. These problems gain a special meaning in the face of the intensifying
economic crisis that entails specific behaviour of economic entities, and elites of
business and politics. The change of the global conditions is primarily affected
by the world poles of economic growth such as the United States, Japan, and
countries of Western Europe. Recently, an increasingly important role has been
played by China, India, Russia and Brazil. Economies of those countrics in the
global space are becoming more and more competitive in relation to the previ-
ously formed global poles of growth. Today, as the result of the changing re-
sources of capital and the increased possibilities of its flow, a new economic
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division of the world is taking place. There are changes to attractiveness of
places for new localization and starting of production, and market organization.
The world players represented by various world corporations, supported by na-
tional governments look for the best places for their investing in order to gain
the most favourable economic effects. This also creates new conditions and
provokes respective political actions aiming at animation of economic growth
and limitation of negative effects of the emerging crisis.

In face of the advancing process of the European integration, the develop-
ment problems of central and eastern European countries, and shaping of eco-
nomic, social, political and cultural relations between them belong to very im-
portant research and application topics. The solution of them should create good
attitudes for specific strategic goals whose realization will affect forming mod-
ern socio-economic structures. Such problems are specifically stressed in work
series prepared under the direction of J. Kitowski (1999, 2000, 2001). In the
published volumes the Authors representing individual countries of Central and
Eastern Europe presented interesting results of their own research. In understand-
ing of the processes occurring on the areas of that part of Europe a meaningful
role also play works by the following Authors: Eberhardt P., Komormicki T.,
1995, Hauser J., Pedersen O. K., Ronit K., 1995, Kosiedorski 2008, Kostrubiec,
Maik W., Jabtonski Z., 1997, Stasiak, Zglinski 1995, Komornicki, Zglinski 1995,
Wysokinska 1995, Zioto 1987, Zioto, Rachwat 2006, 2009. This important re-
search output gives some grounds for attempting to model conditions for forming
transformation processes in the countries of Central and Eastern Europe.

Under these conditions in the global and European economy, the situation of
the central and eastern European countries is also changing, as they must seek for
themselves the most favourable place in the global space and undertake activities
aiming at enhancing their attractiveness to attract external factors of development,
and try to attain internal generation factors. The present economic transformations
in these countries occur under conditions of polarization of the global economic
space, a new situation evoked by the global economic crisis, and also resulting
from the historic process that has formed specific social attitudes, and internal and
external relations, and political relations between individual countries.

In these distributions we assume that the process of socio-economic and po-
litical transformations in the countries of Central and Eastern Europe takes
place under influence of impulses of diverse categories that result from the dif-
ferent category, and they are also formed by external conditions (Zioto 1998).
For the needs of the model we assume that for forming of the transformation
process the most important influence is from impulses of diverse type and con-
ditions occurring in the space: global (S — swiatowe), European (E), internal
occurring in the structure of individual countries of Central and Eastern Europe
(W — wewngtrzne), and internal occurring in the structure of individual states
(P — panstw).
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Thus, the processes of the socio-economic and political transformations oc-
cur under the influence of many transformation factors. Between the stressed
categories of conditions there occur diverse functional links in the form of so-
cial, economic, cultural, political and other links (relations). Intensification of
mutual relations may be exposed by: growth, stagnation, regress or loss of the
alrcady existing links and elements, and also by appearance of new elements
and the related networks of links.

The stressed categories of the environment are in a hierarchical system that
should be analysed according to the mutual active and passive relations. This
means that the forming economic, social and political processes in a given
country of Central and Eastern Europe are dependent not only on internal condi-
tions but also on the global and European conditions.

In the proposed model three categories of relations can be identified (table 1):

Table 1. Model of relations of central and eastern European countries with environment.

West Countries of | 1 jividual
Conditions Global European Central and states
(environment) Eastern Europe
§, 'S0 E R W e,
S,
Global : s’ Sx S sP
Sa
E,
West European : ( & e~ ef
Elll
Countries of W,
Central and ] w' we w" wP
Eastern Europe W,
Individual By s ¢ w p
states : p p P P
Py

Source: Own study.

I. Relations occurring between specific categories of the environment are
presented by matrixes located on the diagonal of the presented model. They are:
1. relations between impulses and global conditions (S;):

S
S ij (i=)=1Ln)
2. relations between impulses and European conditions (E;):

¢
j (i=)=1,m)

o
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3. relations between impulses and conditions in the countries of Central and
Eastern Europe (W,):

W
Wi (i=j=1h

4. relations between impulses and internal conditions occurring on the territories
of individual states (P;):

p
Py (i=j=1k)

IL. The second group is passive relations presented by matrix columns. E.g.
the influence upon the conditions of the transformations processes in the countries
of Central and Eastern Europe is illustrated by a matrix column represented by:

1. the influence of the global conditions upon them:

w
Sij

2. the influence of the European conditions:
w
(ST
3. the influence of conditions in a given country:
w
P i
Similarly, the matrix columns specify the influence of diverse categories
upon the global and European environment, and the situation in a given country.
III. The third group constitutes active relations that are illustrated by the
matrix lines, e.g. the influence of the conditions in the countries of Central and
Eastern Europe on the remaining categories of the conditions are illustrated by

the matrix lines:
1. the influence of the state group on the global conditions:

S
\u% ij
2. the influence on the European conditions:
€
W ij
3. the influence on the mutual conditions in the individual states:

Wpi_].

Similarly, the remaining matrix lines specify the influence of the remaining
categories on the global and European environment, and the situations in
a given country.

E.g. the matrix w*; specifies the influence of the conditions in the states of
Central and Eastern Europe on the global conditions, whereas the matrix S%;
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refers to the influence of the global conditions on the conditions in the states of
Central and Eastern Europe. This means that the matrixes w’; ; and s"; are not
equal and describe opposite directions of the links.

The basic factor of the economic development in individual states, includ-
ing in the countries of Central and Eastern Europe, are international links that
may be described by volumes of export and import. The relations are described
by a matrix built of four blocks (table 2):

Table 2. Place of central and eastern European countries in space of world economy.

ntries of Central
Goungrie g Global poles of growth |20
and Eastern Europe EY
W8 s 7 i EE
EHAE-UQ'A— ﬁ"—-i:"fiv.,g o :'E
Countries gggﬁié%ggﬁﬁﬁgéi.sé’agg
ANMEEEFEEHEHEEEREHEEEE R A
= w3 | J@[E| =] o
W (W, (W3 W4 [Ws W W7 Wi [Wa [WildW L Z 122V 20 | Za | 26 | 26| 27 ] Zs
Estonia | W,
Latvia | W,
2 Lithuania{ W
= ., | Poland [ W,
g
g o|Czech
v 35
o Rep. Ws W o
= E Slovakia | W, I I
E 4 | Hungary | W,
=i -
= Romania| Wy
5 Bulgaria | Wo
Ukraine |Wiy
Belarus |W,,
—Fé. EU-15 | Z,
© [Russia 7z
o)
SHIUSA Z;
& | Japan Z,
(=) - 4
& |China | Zs Z jj Z ij
<
€ |India Z
© |Brazil |7,
Remaining
countries Zg

Source: Z. Zioto, own study.
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e The first block WY, describes internal links occurring in the structure of the
central and east European countries (W, ... ,W,),

e The second block W7, presents the interaction (e.g. the value of commer-
cial links) of the countries of Central and Eastern Europe with the global
poles of economic growth (Z, ,..., Z) and the remaining countries (Zy),

e The third block Z"; presents the influence of the global poles of growth and
the remaining countries on the economies of central and eastern European
countries,

e The fourth block Z%, illustrates the relations occurring among the global
poles of growth and the remaining countries.

The relations, depending on the research purpose, can be specified in rela-
tion to the value of import, export, the balance of commercial links or the capi-
tal flow.

Important issues in the animation process of the cconomic development are
the sources of the financial supply. They may be, e.g. direct foreign investments
or credits granted by banks operating on the domestic market. In the years 2008-
2009 among the countries of Central and Eastern Europe the highest values of
direct foreign investments featured Poland, where came 80.7 bn USD, then the
Czech Republic (20.7 bn USD), Hungary (45.7 bn USD), Romania (35.6 bn
USD), Slovakia and Bulgaria (17.2 bn USD each), and then Estonia and Lithua-
nia. Whereas concerning the value of direct foreign investments per capita the
highest indexes featured the Czech Republic (5,500 USD), Estonia (5,100
USD), Hungary (4,500 USD), Slovakia (3,100 USD), and the next place was
held by Poland - 2,100 USD. (Kosiedorski 2008). This underlines a much dif-
ferentiated influence of this factor on generating the socio-economic develop-
ment processes. Hence, as recently as last year Estonia and Latvia were treated
as the most dynamically developing new EU countries.

The second important factor animating the economic development is possi-
bility to get favourable credits for the economic performance. Such actions are
conditioned to some extent by links of bank institutions with the cconomy of
a given country. In 2008 the share of foreign banking capital on the market of
the analysed countries was much differentiated (table 3). The highest share of
the foreign capital in the banking system was in Estonia (98%), the Czech Re-
public (97%), and Slovakia (96%); a much lower share of foreign banks fea-
tured Poland (67%), and Slovenia (29%); and the lowest share was in Russia
(12%). A high share of the foreign capital on the market of a given country sub-
stantially affects the weakening of the economy during the crisis. A much
smaller share of the foreign capital is on the market of Russia (12%) and Ger-
many (ca. 3.5%). Shares of individual banks on the market in the countries of
Central and Eastern Europe are differentiated. On the markets of the Baltic
states it 1s Scandinavian banks that have the dominating share. The most impor-
tant are here Swedbank and SEB, which in total have 75% of the market in Es-
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tonia, 54% — in Lithuania, and 36% — in Latvia. Unicredit has the highest shares
on the markets of Bosnia and Herzegovina, and Croatia (23% on each), and of
Bulgaria, and Poland (15% on each). In Romania the dominant importance have
Erste Bank and Societe Generale bank, which cover jointly 41% of the market.
It should be stressed that banking institutions in the years of the crisis, mostly as
the consequence of a specific state policy to save own economies, usually draw
financial resources to the countries where their managements are located. This
gives some possibilities to mitigate the crisis effects in those countries by means
of proper economic instruments. As a consequence the negative influence of the
crisis was marked to the most important extent in small countries with the high-
est share of foreign capital on their financial markets (e.g. in Estonia, Lithuania,
Ircland, and Iceland). It must be stressed that the present economic crisis has its
foundations in the financial crisis.

Table 3. Foreign banks on financial markets of central and eastern European countries

in 2008.
P Shares on markets of biggest foreign banks
g 2
T s x E
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Slovakia 96 15 18117
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Slovenia 29 5 S 5
Russia 12 2 Dl 2

Source: Foreign currency credits after Fitch, shares of foreign banks after Uniceredit, exposition
of countries after IMF; after Smoczynski W., Klopoty jak w banku, Polityka 28 February 2009.
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To sum up, one may assume that the suggested methodological approach al-
lows for:

— a holistic analysis of the economy transformation process in the countries of
Central and Eastern Europe by specification of relations occurring between
them and the distinguished categories of the environment, and also their in-
ternal links (S, E, W, P),

— specification of the place for individual categories of the environment and
the related conditions in the hierarchical economic system from the global
to the domestic ones,

— specification of plausibility of the undertaken actions conceming economic
links of individual categories of states with various categories of the envi-
ronment,

— consideration of possibilities to form links from different points of view: of
the world, Europe, states of Central and Eastern Europe, or a given country.
In the light of the above, one may assume that thinking in the convention of

the model allows for a more precise analysis of the modern links and enables

forecasting possibilities of changes as the result of maintaining the conditions
and possibilities to generate impulses coming from various categories of the
environment (of the lower level to the conditions of a higher level system and
the other way round). This also gives some orientation for individual economic
entities and institutions connected with specific categories of the conditions
(S, E, W, P) for creating the rational strategy of development.
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Streszczenie

UWARUNKOWANIA PRZEMIAN
SPOLECZNO-EKONOMICZNYCH W KRAJACH
EUROPY SRODKOWEJ I WSCHODNIEJ

W pracy zaproponowano model okreslajacy uwarunkowania przemian spoteczno-
-gospodarczych krajow Europy Srodkowo-Wschodniej. Model obejmuje cztery bloki
macierzy, ktdre okreslaja powigzania zachodzace migdzy krajami Europy Srodkowo-
-Wschodniej, wplyw na te kraje swiatowych biegunéw wzrostu i relacje odwrotne oraz
relacje zachodzace migdzy $wiatowymi biegunami wzrostu.
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Introduction

In 2006, The Economist praised economic growth in the new millennium,
»having grown at an annual rate of 3.2% per head since 2000, the world econo-
my is over halfway towards notching up its best decade ever”'. Only a few
months later the situation changed dramatically. At the turn of the years 2008
and 2009, the world economy shrank and the resulting decline will have
a ncgative impact on economic development in the coming years. The current
crisis is characterized as the most severe since the end of World War 11, and the
forecast growth of world economy will amount to only 2.5%".

Even at the beginning of 2008, it scemed that the global financial crisis that
was already apparent in Western countries would not affect countries of Central
and Eastern Europe (CEE). Previous financial crises that occurred in these
countries in the 1990s had been caused by political transformations and the re-
lated lack of credibility and instability of monetary policy. In this situation, the
dominance of international banks in domestic markets has led to stabilization
and growth of credibility. The current crisis is not comparable in its scope to
any other crisis that has happened so far and foreign banks that are dominant in
the financial sectors, shifted risk of international investors also to the markets of
CEE countries. Synchronization of Polish economy with the business cycles of
other countries and lack of demand for export goods are likely to worsen the
Polish economic situation very soon.

' Cited after Greenspan, A., The Age of Turbulence. Adventures in a New World, The
Penguin Press, New York 2007, p. 14.

? At the same time it is worth noting that the IMF defines recession as growth below
2.5%. See Perry, J., Davis, B., Ekonomisci mocno przestrzegajqg przed skutkami protekc-
Jjonizmu (Economists strongly warn against the consequences of protectionism),
the Wall Street Journal. Poland, 30.01.2009, p. 03.
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The objective of this study is to analyze the situation of the Polish econo-
my against the backdrop of CEE countries’, to present the main goals of anti-
crisis (economic) programs of Poland and other countries in the region, as well
as to draw and formulate conclusions for economic policies for the period of
working the way out of the crisis.

Etymology of the crisis

One of the direct causes of the global banking and economic crisis of the
years 2007-2009 was the situation in the real estate market, financed by high—
risk mortgage loans in the United States. Cheap money (low interest loans)
available in the first years of the new millennium led to emergence of real estate
bubble and outburst of acquisitions financed by foreign capital. Blame for this
situation is often attributed to Fed, which, after the crisis caused by the burst of
the Internet bubble (dot-com boom®), decreased the interest rate from 6.5% to
3.5% and after the events of September 11, 2001 to 1% in July 2003 for a year
(that was the lowest rate in 50 years). Because inflation remained higher than
the interest rates, money was invested in real estates, raising their values. At the
same time, in pursuit of profit realization, American banks introduced various
forms of mortgage, by the award of which neither financial credibility nor sol-
vency was checked. These forms include Liar Lions — a loan without documen-
tation, NINA — No Income No Assets, NNJA — No Income No Job No Assets.
Banks that offered these types of loans sold risky mortgages further and trans-
formed them into subprime bonds that, in further sales, obtained an undeserved
AAA rating. In this way, more AAA-commitments than AAA-assets / market
value of assets were made. These synthetically created values amounted to 50%
of the trade volume immediately before the outbreak of the banking crisis.

Raising intcrest rates to a level of 5.25% in 2006 resulted in a significant
increase in interest charges, and insolvency of many borrowers. Re-reduction of
the interest rate to 2% in 2007 was meant to reduce the burden of credit. During
this period, the situation had already been out of control. The crisis, becoming
apparent by a decline in property prices in late 2006, showed that the subprime
bonds were securities without coverage, which first of all led investment funds
of the Bear Stearns bank to bankruptcy. In the face of losses in March and April

? In notes that concern CEE countries, it is not always clearly specified, which countries
the author has in mind. This study focuses on the former socialist countries that now
belong to the EU. Ukraine has been omitted and, in a closer analysis, the Baltic repub-
lics which are very small economies and do not play a significant role in shaping the
economic situation of the EU.

* Dot-com boom is dated for the years 1995-2000 and was caused by excessive over-
valuation of enterprises from the IT sector and similar industries.
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2008, major American banks were capitalized, including Merrill Lynch, Gold-
man Sachs, Morgan Stanley, Lehman Brothers and Citigroup. A similar tactic
was applied a little later, when it turned out that the banking crisis which origi-
nated in the USA had already reached Europe, by capitalizing Hypo Real Estate
in Germany — German central bank that provided loans to the state to finance its
activities, including for example the investment to expand infrastructure. Saving
the above-mentioned banks from bankruptcy was considered necessary in order
to prevent a possible domino effect. Bankruptcy of these banks would entail the
collapse of other banks, leading to fracture of the international and national fi-
nancial systems and enterprises, which would directly result in mass unem-
ployment. In the face of prolonged absence of the EU's decision on granting
assistance to CEE countries in January 2009, nine internationally active banks
in Austria called on the EU to assist banks in the region”.

The factor that facilitated spread of the crisis was high indebtedness. Many
developed economies of the so-called first world consumed more than produced
over the years. This situation was reflected in current accounts by means of
growing deficits (6-12% of GDP). This effect was accompanied by decrease in
the savings rate, and hence by import of foreign savings to finance consumption
(external financing). Especially in the USA the deficit is financed by borrowing
in China®. Chinese stocks of foreign currencies may contribute, in case of reduc-
tion of cffective interest rate, to emergence of further credit and speculative
bubbles.

Back in 2008 it seemed that the steps taken in the USA would halt the cri-
sis spread in Europe. However, international financial links between highly de-
veloped economies, facilitated and accelerated by globalization, began to affect
the situation of entrepreneurs. On the one hand, it became increasingly difficult
to obtain loans for investments, on the other hand, financial problems of Ameri-
can entrepreneurs and limitation of houschold consumption negatively affected
the value of import to the USA, and hence the decline of export, mainly for
Germany. Poland's economy is also intertwined with the European and world
markets. A survey of synchronization between the Polish economy and the
economies of the EU, the curo zone and Germany, has shown at least its mod-
crately high degree’. World Economic Outlook showed the highest correlation

* M. et al. Bank Austria, Erste Bank, Raiffeisen International. The desire to help stems
from the fact that Austrian banks have granted loans for CEE countries totaling €230
billion. Suggestions of the Austrian government were directed to Osteuropabank EBRD
and the sum amounted to €100-150 billion. See Holler Ch. Osterreichs Ruf nach Hilfe
fiir Osteuropa verhallt, Financial Times Deutschland, 12.2.2009, p. 15.

® Fischer M., Goodbye Dollar, Wirtschaftswoche of 22.6.09, No. 26, p. 21.

7 The specification includes results of 11 surveys conducted in the years 2001-2003 by
different authors. See Borowski J. (ed.) Raport nt. korzysci i kosztow przystgpienia
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coefficient of Polish economic growth with economic growth of the world, Rus-
sia, EU, Germany and CEE countries’. This means, therefore, that the im-
provement of the situation in Poland will also be influenced by external factors’.
Especially for the Polish economy, improvement of economic situation in Ger-
many, as the leading country in shaping EU economy, will play an important

role'’.

Economic situation in CEE countries during crisis

After 2001 CEE economies reached (Table 1) very good economic per-
formance — economic growth at 5% or more (about 10% and above) was a rule
rather than an exception. In a comparable period, economies of western part of
Europe did not grow so dynamically. Even at the beginning of 2008, the eco-
nomic performance of CEE countries was better than of other countries. That
situation gave people hope that if they managed to respond to the crisis quickly
and to take appropriate stabilizing steps, it would not reach Eastern Europe.

Economic development and consumption'', however, were financed in
these countries with foreign savings (consumption value exceeded value of
manufactured goods and low savings rates led to import of savings necessary
for their financing from abroad). In this way, dependence on external financing
was increasing. Partially overheated economies, such as those of the Baltic re-
publics (,,Baltic tigers™), casily available, cheap loans and low savings rates ne-
gatively affected the situation at the time when the U.S. investment bank Leh-
mann Brothers announced its insolvency. As a consequence, criteria to grant

Polski do strefy euro (Report on benefits and costs of Poland’s accession to the euro
zone), Narodowy Bank Polski (National Bank of Poland), Warszawa 2004, p. 33.

* See World Economic Outlook. Housing and the Business Cycle April 2008, Interna-
tional Monetary Fund, Washington DC 2008.

® Factors affecting economy can be divided into internal (endogenous) and external (ex-
ogenous) as well as predictable e.g. growth of social expenditure with left-wing parties
in power or unpredictable — internal, e.g. crop failure and external e.g. war.

" After creating the Exchange-Rate-Mechanism, cycles of countries included in this
system have become more synchronized with the German cycle. See Schirwitz B. K.
Wilde, Synchronization of Business Cycles in G7 and EUI14 countries, European Com-
mission, 2004, http://www.waelde.com/pdf/Schirwitz-Waelde TIERsynchronization.pdf.

"' Polish households are also increasingly indebted. This debt (loans and credits) rose
from PLN 70.00 billion in 2001, to PLN 232.70 billion in 2007. First of all, the value of
consumer loans rose. In 2007 23% of Polish borrowers earmarked loan funds for pur-
chase of household appliances, 20% for current needs, 17% for house equipment, 17%
for purchase of electronic equipment, 9% for purchase of a computer, 1% for purchase
of a car. See P. Stasiak, Big Loan, Policy No. 44, 3.11.2007, pp. 93-94.
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loans were tightened and western banks operating in Eastern Europe started to
withdraw significant financial resources.

Table 1. Growth of selected countries in the years 2001-2009.

2 8 - - e £l 2 = £
Year 5 z |£5| s |82|z8| 2| 2| E| &
| 3 (32| z)cf a9 215|583
2001 G [ e e U 0 e o e e [
2002 78| 65| 69| 14] 19| 48| 44| 40 51| 45
2003 71 52 | i [ 00~ 3064 0 | 28| 5250
2004 75). 87l 2Af 53| 45 53| 45| &S| 8.5 65
2005 P Y0 0 ) N ) e )
2006 04| 119] 78] 62| 68| 85| 39] 59| 82] 63
2007 63| 102] 89| 67| 60| 104] 11| 681 60] 62
2008 O TN~ N o [ | T [0 w0 g0
2008 36| 46| 30| 50| 30| 64| 06] 35| 60] 7.
o 103 [zt e s [ 227 (V=26 I 68 (=t~ 10 [\ a0
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Source: Own work on the basis of Eurostat data, http://epp.eurostat.ec.europa.cu, Real GDP
growth rate.

Good economic performance of CEE countries resulted from the need to
catch up with the standard of life measured in thousands curos per citizen, com-
pared to the, so-called, old EU members. Despite this, none of CEE countries
was among the leading most competitive countries in the world. Out of 134
countries, only Estonia and Czech Republic were in 32nd and 33rd place, Pol-
and in 53rd"’. Although among the first 20 positions therc arc as many as 12
western EU countries, the ranking of CEE countries mentioned in this paper is
closed by Bulgaria in 76th place. This highlights the development differences
that still occur among the EU countries and, irrespective of the crisis, worsens
EU’s chances of transformation into the world’s most competitive economic
region in the near future.

Competition from Asian countries plays an important role here. A compar-
ative study of the attractiveness of CEE countrics and Asia places to invest for
foreign investors, conducted in 2006/2007 by Euro Asia Consulting, showed
that rising wages in CEE countries make them less attractive as investment loca-
tions. Because of the wage gap (e.g. €7.80/h in the Czech Republic industry,
€0.40 per hour in Vietnam) they are no longer competitive compared to China,
India and Taiwan. CEE countrics, however, have lower political risk and a sta-

2. Schwab K., Porter M., The Global Competitiveness Report 2008-2009, World Eco-
nomic Forum 2008, Geneva 2008, pp. 12-15.
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ble situation and, at the same time, provide outlets. They are dynamically de-
veloping economies and offer highly qualified workforce, also in the engineer-
ing sciences'". In recent years, there appeared clusters in these countries that
mostly specialize in the ficld of automotive (3 stars cluster in the Czech Repub-
lic, Hungary, Poland, Romania and Slovakia), metal manufacturing (Czech Re-
public, Slovenia, Poland, Romania), and heavy construction services (Hun-
gary)'*. Concentration of these products in CEE countries affects their depen-
dence on the situation in Germany, as they are in a large part (half)products
used in the production chain in Germany and exported from Germany to third
countries. In this context, problems of car manufacturers such as GM, including
Opel, are not only internal problems of the country where the head office of the
firm is located (USA) but also of the countries where production plants are lo-
cated. Saving Opel is a European problem and, in view of thereby needed to
protect workplaces, it is to a large extent a German and Polish problem"”.
Depending on the economic situation (getting out of the recession by
Western European countries and the USA and thus bigger demand for imported
goods), situation in CEE countries, including Poland, will be improving. Espe-
cially exports of Poland, the Czech Republic and Slovak Republic, which con-
sist mainly of machinery parts from suppliers to produce cars, steel products
and other metal products, will increase again (see Table 2). The earliest sign of
getting out of the crisis could be seen in the revival in the logistics industry, but
also on the market of semiconductors, which is analogous to economic cycles.
In May 2009, Decutsche Post DHL and Fa. Infinion already experienced such
revival'®, which allows adoption of an optimistic outlook for the second half of
2009. The Munich Ifo Institute, which investigates monthly opinions among
7000 companies, also noticed positive trends. Business climate index rose from
84.3 to 85.9 points'’. In the second quarter of 2009, after 4 quarters of recession,
there was a positive economic growth of 0.3% compared to the previous quar-

B Von West nach Ost, Restrukturierung & Finanzierung, Financial Times Dossier,
26.4.2007, pp. 6-7.

'“ See Innovations Clusters in Europe. A statistical analysis and overview of current
policy support, DG Enterprise and Industries Report, European Commission 2007,
pp- 33-65; Ketels Ch., Solvell 0., Clusters in the EU-10 new member countries, pp. 62-73,
www.scanbalt.org.

** Opel produces in Germany (25.667 workers, 549.349 vehicies produced), in Spain
(7.255, 489.276), in the UK (4.989, 222.992), in Sweden (4.991, 102.909), in Belgium
(3.743, 196.315), in Poland (2.819, 189.554), in France (1.726, 27.509), in Austria
(1.679, 169.79) and in Hungary (874, 378). Ruch M., Stiller K., Insolvenzrisiko dngstigt
GM-Investoren, Financial Times Deutschland, 18.02.2009, p. 4.

' Hoffen und bangen, Wirtschaftwoche No. 21, 18.5.2009, p. 23.

'7 Kaelble M., Deutsche Wirtschaft fiihlt sich wieder besser, Financial Times Deutsch-
land of 23.06.2009, p. 9.
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ter. Revival in the German market will equal revival in metal and car industry as
the industry that propels the volume of export there and thereby reactivation of
relations with supplier-companics from CEE.

Polish situation continues to be assessed positively against other countries.
The result of the crisis most perceptible by enterprises is limitation of bank
loans and reduction of PLN value, which causes financial problems in enter-
prises with currency options. Dependence of the zloty on speculative short—term
investments and a high share of import in production are also, in their own way,
threats to development and continuation of entrepreneurship.

Table 2. Import /export value of selected CEE countries from and to Germany.

Specification Poland Czech. Slo.- Sihn- Rm-na-
Republic venia gary nia
B, €139 €96 € 48 €73 € 56
Mo billion | billion | billion | billion | billion

Percentage of import
from Germany in the total | 22.8% 26.7% 19.7% 25.4% 16.3%
import

Export value &S € 648 € 7.3 €34
billion billion billion billion billion

Percentage of export from

Germany in the total 25.0% 30.7% 20.2% 26.6% 16.6%

export

Car industry and related

industries in TOP 5 Ger- Skoda Volksw

A Volksw

man enterprises that oper- (VW), agen, Porsche,

ate in the market accord- a{/g\i/n, Barum Matador { Audi Schift-

ing to turnover (without e Continen- | Conti- ler

German banks and insur- tal nental

ance companies)

Source: own work on the basis of Impulse. Das Unternehmermagazin, Hamburg June 2009, pp. 30-31.

Ways out of the crisis

Not for the first time does the current financial crisis cause debates about
the ,,end of capitalism” or its new form. These voices, however, seem to be too
fatalistic and comparisons with the crisis of the 1930s are not entirely accurate.
New Deal that was initiated at that time did not succeed in the short term, and
did not lead to achieving full employment despite high spendings on countering
unemployment. Economic programs will have similar effects. Immediate im-
provement of the situation cannot be expected and, moreover, anti-crisis pack-
ages contribute to a significant increase in the indebtedness of countries, and in
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the EU they are a problem in the context of maintaining indebtedness within the
set convergence criteria.

2 trillion euros were carmarked worldwide for economic programs de-
signed to support functioning of the economies, to protect and support activities
of enterprises as well as to protect workplaces. The largest funds for this pur-
pose will be allocated in the near future by the United States (€733.0 billion /
5.6% of national GDP in 2008), China (€429.5 billion), Russia (€89 billion),
Germany (€82 billion / 3% of national GDP in 2008), Spain (€49.1 billion), the
UK (€28.9 billion / 1.4%), France (€28.6 billion / 0.6%)'*. Anti-crisis packages
are and will be largely spent to improve the existing, often neglected, infrastruc-
ture. Such use of these measures will not, however, improve the economic cycle
in the short term, but it will allow further introduction, expansion and streng-
thening of the role of environmentally friendly technologies, the development
and support of which has also been taken into account. Forecasts of the Euro-
pean Commission for Economic Affairs show that the positive effects of the
implemented fiscal stimuli will be felt no sooner than in 2010". Economic pro-
grams of CEE countries are much more modest than those introduced in Ger-
many or the USA, but their aim is also to ease the impact of the crisis. However,
they primarily focus on reducing the tax burden for households® in order to
stimulate consumption and to relieve small and medium-sized enterprises
(SMEs) (Table 3).

In the face of the crisis in Poland, in January 2009, instead of growth of
expenditures, the parliament decided to introduce savings of €4.2 billion in the
areas of foreign military missions and education’'. In case of Poland, budgetary
discipline may create a kick for the economy as it finds its way out of the reces-
sion™. With low inflation and low interest rates it will be easier to expand eco-
nomically and to catch up on the development in relation to the old EU coun-
tries. This position is, however, in contradiction to the position of the European
Commission which notes that government expenditures and public investments
positively affect economy.

'* Ranking der Konjunkturhilfen, Wirtschaftwoche No. 29 of 13.7.09, p. 6.

" Glapiak E., Polska wcigz na plusie (Poland still in the black), Rzeczpospolita, Eko-
nomia & rynek (Economy and market), 20. 01.2009, p. B1.

2 1t directly supports consumption. This goal could be also achieved e.g. by VAT re-
duction.

*' Rybak A., Polen spart in der Not, Financial Times Deutschland, 20.02.2009, p. 13.

*? Also relatively lower debt of Poland in relation to the old EU countries including the
year 2008 (47.1% of GDP, for the EU 27 amounted to 61.5% of GDP, for the euro zone
69.6% of GDP, for France, 68.1% of GDP, for Germany 65.9% of GDP) will have
a positive effeclt.
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Especially in time of crisis, properly conducted, reasonable socio-economic
policy of a country plays a special role”’. State budget revenue from tax receipts
are lower and expenditures made in economic policy (economic programs) and
social policy (welfare benefits, wage subsidies) are higher. USA's and EU's pol-
icies differ in terms of vision and methods to combat the crisis. The American
president B. Obama endorses a loose fiscal policy, while EU countries generally
cannot afford to exceed the Maastricht criteria. It can be assumed that in the Eu-
ropean Union countries, funds to repay the debt will be collected by an increase
in taxation, while in the USA, with high probability, by way of higher inflation.

Unintended side effects of the current crisis are, on the one hand, stronger
cooperation of many countries with regard to reducing the financial conse-
quences of the crisis and promoting economic prosperity, but on the other hand,
within the framework of protecting domestic economy from the results of crisis,
promotion of own products only”* (Buy American, special protection for em-
ployees in the automobile industry in France against dismissal, the German la-
bor market will still be, until 2011, unavailable to employees from CEE). Due
to protection of internal markets, it can be expected that these trends will be fur-
ther intensified. In the context of strengthening European cohesion, it is a trend
which should be prevented. The goal should still remain to promote European
countrics in the EU. Growth of protectionist moods and protection of national
interests is not the result of crisis. This trend was already noticeable during and
in the breaking of the Doha negotiations.

As a result of the crisis, it can be expected that, in addition to efforts to
place restrictions and regulations in the banking sector, the introduction of in-

» Assumptions made in previous years for supporting the development of knowledge-

based economy in Poland, to improve innovation in the economy, improving the educa-

tional level of the population are part of not only the objectives of (renewed) Lisbon strat-

egy, but also correlate with the OECD recommendations, which call for other than the

current means of redistribution of tax revenue. Labor market policy priorities also need to

be reconsidered. Governments must also improve their policies in other areas:

— Education policies should aim to equip people with the skills they need in today’s
labour market.

— Active employment policies are needed to help unemployed people find work.

— Access to paid employment is a key to reduce the risk of poverty.

— Welfare-in-work policies can help hard-pressed working families to have a decent
standard of living by supplementing their incomes.

* Also in Poland, presidents and owners of the largest companies started the action ,buy

Polish”, which aims to develop a joint program to support the development of Polish

products. The idea of consumer patriotism (attachment to domestic products and brands,

the barrier to the idea is still widespread perception of imported products as synonyms of

luxury), used on a large scale in economically-developed countries, underlies the project.

In this case, it may be a question for discussion whether the primary goal is protection of

Polish producers or strengthening the position of own products on the market.
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ternational flows of capital control, protectionism will increase, against which
the WTO warns™. Strengthening of the state role in economy can also be ex-
pected (leading role of the state as a guarantor of smooth functioning of the
market). For years, especially in the last twenty-five years, regulations in inter-
national trade and international exchange were loosened (lower customs duties,
cash flow, the movement of labor), all this period was characterized by
a 6% annual growth in world trade. The resulting international production
chains through their complexity are much more vulnerable to interference than
before. A new wave of protectionism would be such interference and can lower
the value of world economy's growth.

The establishment of certain regulations in the financial market does not
necessarily mean protectionism™. In April 2009 during the G-20 summit in
London, it was agreed that financial markets will be subject to appropriate regu-
lation and supervision. International credit market is insufficiently regulated,
much less than the domestic credit markets. More stringent regulations on
hedge funds will probably be introduced. Regardless of whether such regula-
tions will be implemented in individual countries and also in international turn-
over, these regulations should not impede or inhibit development of entrepre-
neurship, but only constitute reasonable regulations aimed at stabilizing all the
economy — medium participation of the state — as the golden mean between pro-
tectionism and regulations and libertarianism.

2 WTO warns against increasing protectionism and favors unlimited free trade, so as
not to deepen the crisis.

* One way to stabilize the banking sector is to create a ,,bad bank” (Bad-Bank). The
way it functions is based on the Swedish hedge funds (Securum, Retriva) from the pe-
riod of crises in 1987 and 1994. The task of the ,,bad bank” is taking over ,toxic” assets
and bad loans from the entire sector. The bad bank established in July 2009 in Germany
is to restore investors’ confidence in the financial sector and revive the credit market;
it will take over guarantees for the toxic assets of value from €150 to 300 billion. Stabil-
ity in the banking sector may be expected, in the long term, to lead to economic revival.
See Dunkel M., 4b in den Miilleimer, Financial Times Deutschland, 1.7.09, p. 16.
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Table 3. Anti-crisis programs of selected CEE countries.

Country Main assumptions

Slovenia * Tax relief to boost consumption (not specified)

* Industry programs for enterprises

¢ CIT reduction in 2009 from 22% to 21% (20% starting 2010)

* €1.2 billion in state guarantees on loans granted to enterprises
since June 2009 a regulation has been introduced that makes it possi-
ble to qualify temporarily unemployed workers giving them 85% of
the salary (50% is covered by the state budget, 35% by the employer)

* unlimited guarantees on savings (till 2010)

» money to develop modern and clean (eco-friendly) technologies

Bulgaria » tax relief to boost consumption: keeping a 10% Flat Tax (CIT and
PIT) — the lowest tax rates in Southeastern Europe

» providing cheaper loans to SMEs

* participation in the Currency Board system — ensures constant ex-
change rate for the euro

Romania * keeping a 16% Flat Tax (CIT and PIT)

» supporting the development and business activities of SMEs

* reducing the interest rate by Romanian Central Bank from 10% to
9.5% (further reduction is expected in the near future)

Hungary * Consolidation of the budget recommended by the IMF (implementa-
tion of counter-cyclical policy that stimulates economic growth was
impossible to achieve)

* The lowest PIT rate in 2010 will be reduced from 18% to 17%

* Allocation of the structural funds for projects of SMEs

* Projects to support maintenance of workplaces, also by reducing the
burden that employers must pay for the social security system

* Credits from IMF, the EU and the World Bank of €20 billion

Poland « Since 1.1.09 two tax brackets of income tax, 18% and 32%

* Within the framework of anti-crisis programs, possibility to deduct
investment to purchase fixed assets for companies (excluding cars)

* Project to promote formation of special economic zones (encourage-
ment of innovative companies from the following industries: auto-
motive, aviation, electronics, mechanical engineering, biotechnology
and ecological energy solutions to settle in the area of Poland)

* Loans to companies in the transport industry of €1.1 billion

» the NBP purchase of long-term government bonds from banks —
thanks to this action banks gained £8 billion, which could be spent
on credits

* Guarantees of the Bank Gospodarstwa Krajowego (BGK) of €4.5
billion to encourage commercial banks to lend

» reduction of deposit interest rate from 4.50% to 2.25%

Source: Konjunkturprogramme weltweit — Chancen in der Krise, Germany Trade&Invest, Gesell-
schaft fiir AuBenwirtschaft und Standortmarketing, http://www.gtai.de/web_de/startseite.
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Globally, it is worth looking at one phenomenon: the moment a little eco-
nomic revival started and the situation concerning the development of leading
economies seems to improve, voices that support financial sector regulation
died down. Already in the era of crises of the 1990s, lack of sufficient regula-
tions of financial transactions, including credit, between countries was criti-
cized”’. Soros had already noticed that the impact of international capital on the
fate of countries was so substantial that he called this phenomenon a world sys-
tem in which capital moves to places where it is most likely to get profit (poor
outskirts, where the capital is deducted from, and rich investment or capital
lending center). Despite efforts by politicians regarding new regulations of fi-
nancial markets, the summit of G-8 countries in the Italian L'Aquila in July
2009 did not bring the desired effect. Unity of majority of the EU countrics
shatters the UK’s position (the plans are not supported by the USA as well).
New regulations relate to, i.e. own capital share of investment funds, but still
lcave, on the other hand, a free choice of a rating agency to enterprises” — this
regulation, or in fact proper establishment of specific rules and restrictions
should be the goal for politicians. However, it seems that the saying ,failures
teach more than successes” did not reach principals and Schumpeter’s creative
destruction will be returning, unrestrained by regulations.

Conclusions

Thereby impact of the financial markets on the situation in Poland dates
back to the year 1991, i.e. the creation of the Warsaw Stock Exchange. Today,
supported by the flow and exchange of information, the expectations (feelings)
from other countries are ,,imported” much faster, and foreign investment in Pol-
and affect the susceptibility of the Polish cconomy to changes of economic situ-
ation in the investing countries (in crisis situations, the capital is pulled from
abroad in the first place”). Economic situation of ,.,the rest of the world” will
depend on steps taken by the Fed, the effects of which will indirectly affect oth-
er economies positively or negatively depending on the adopted tactics (lower-
ing interest rates to stop inflation or increasing interest rates that will lead to
deeper recession).

In the fourth quarter of 2008 economies of the OECD countries shrank by
7.8%, in the first quarter of 2009 by further 8.3%, —0.4 is expected for the third

*7 Soros G., Die Krise des globalen Kapitalismus, Alexander Fest Verlag, Berlin 1998,
pp- 140, 159, 226.

** Blame for causing the current crisis is assigned to these agencies exactly. See Krumrey
H., Neue Regeln — was soll das denn, Wirtschafiwoche of 29.6.09 No. 27, pp. 16-19.

* This was also the case during the Great Depression of the 1930s and resulted in with-
drawal of North American capital from Europe.
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quarter but +0.3% — for the fourth. Despite all this, predictions forcing thereby
way out of this crisis are not optimistic. A pessimistic scenario of OECD’s chief
economist assumes that most countries will plunge in the long-term recession’”.
In spite of this, it is assumed that economic revival will happen in 2010, when
results brought about by economic programs will start to come into effect. The
Polish economy, so far morc of an average country — unfortunately not of
a global player, has a chance to gain a good position while getting out of the
crisis. Among the countries of the region, Poland emerged to be a leader even
before the crisis due to steady growth and economic stability. Restraint in forc-
ing anti-crisis programs paid off as well. In the 3rd quarter of 2009, Poland’s
economic situation against the countries of Europe and the world is very good.
As the only EU country, the Polish economy had an increase in GDP of 1.1%"".
Against the backdrop of economic growth in Lithuania of —22.6%, through
Germany, Sweden, the Netherlands (about —5% to —6%) until Greece (-0.2%),
it is a highly satisfactory result. Several factors contributed to this good result,
among other large domestic market, influence of lower PIT rates on private
consumption growth, weakening of the zloty at the beginning of 2009 (reduc-
tion of the exchange rate of the zloty against the euro) and through this support
of export. Moreover, there was positive contribution of net export (export value
was higher than import value), expensive imported products were replaced by
domestic products, throughout the current year there was an influx of money
from the EU funds. There is still a high value of public investments related to
the development of infrastructure, i.e. in connection with the Euro 2012.
Although the current balance of 2009 in the existing situation is positive, in
quarters 3 and 4, the situation may (slightly) worsen. The unemployment rate is
still increasing; wage growth and level of private investments by private enter-
prises are almost stagnant. Assuming, however, that Germany’s economic situa-
tion will improve in the corresponding period, it may lead to the reactivation of
production and export and prevent decrease in economic growth in Poland.
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Streszczenie

GOSPODARKA POLSKA W DOBIE KRYZYSU
NA TLE KRAJOW ESW

Celem opracowania jest przedstawienie glownych czynnikow, ktore doprowadzity
do ogolnoswiatowego kryzysu finansowo-gospodarczego (czgs$¢ pierwszy opracowania)
oraz analiza sytuacji gospodarczej Polski na tle krajow ESW w dobie kryzysu (czgéc
druga). W czgsci trzeciej podjgto po przedstawieniu glownych zalozen programow an-
tykryzysowych (koniunkturalnych) Polski oraz innych krajow regionu dyskusj¢ doty-
czgcg mozliwych drog wyjscia z kryzysu oraz sformulowano wnioski dla polityki go-
spodarczej na okres wychodzenia z kryzysu.
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GLOBALIZATION OF FINANCIAL MARKETS
AND RISK OF ECONOMIC CRISIS

Renata NESTEROWICZ

University of Rzeszow

Introduction

The globalization process of financial markets is largely a result of foreign
currency liberalization and technical progress, because foreign exchange liber-
alization has created conditions and opportunities of making transactions on fi-
nancial markets of various countries.

The beginnings of globalization are connected with development of interna-
tional exchange, growing international ties, and openness of markets. As the
effect of this the global integration of economic systems, the change to unifica-
tion of economic and social behaviour took place’.

The globalization led to the radical change of financial markets, and its
most spectacular consequence was appearance of many liquid financial markets,
i.e. the ones with low prices and easiness of transactions.

An increase in liquidity of financial markets occurred together with appear-
ance of foreign investors on financial markets of various countries, and the fol-
lowing increase of transactions and the turnover size.

In that situation the liquid financial market became fast a relatively safe
market, thus attracting investors.

Moreover, the globalization process became favourable not only for liquid-
ity improvement of markets that already exist, but also for creation of new ones,
and in particular for development of derivative instrument markets.

It should be added at the same time that one of the most important reasons
for such transformations was the end of the fixed exchange rate system. Intro-
duction of smooth exchange rates increased the risk of investing in securities.
Variability of interest rates was also an impulse to look for new financial in-
struments, thanks to which the risk may be reduced.

' B. Bernas, Finanse miedzynarodowe, wyd. PWN, Warszawa 2006, p. 25.
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Derivative instruments are always fixed, because their value depends on
shaping of prices for financial instruments in the future, and the related pay-
ments result from agreements contracted now”.

1t should be stressed that the share of foreign savings in financing domesiic
investments 1s growing fast and the contemporary globalization of financal
markets will favourably affect the development of the global economy’.

The purpose of this paper is to present the development of the globalization
process of financial markets, and at the same time threats from the spreading
€CONnomic Crisis.

I have taken this subject because arising of the global system of liquid and
much differentiated financial markets is a relatively new phenomenon and tae
contemporary global financial market offers differentiated opportunities not
only for investment, but also of protection against the risk.

Innovations on financial markets

As it has been mentioned before, the globalization process favoured arising
of new financial markets. One of such markets was the market of debentur:s
issued by enterprises.

It happened so, as for large enterprises it was cheaper to take loans not from
banks, but directly on the capital market, i.e. by means of emitting debentures.
Lower interest rates on loans result first from the fact that for a bank granting
a loan is connected with a greater risk than in case of buying a debenture. As in
this case, one may rely on assessments of rating agencies, and the debenture
itself can be easily sold on the secondary market.

The relatively low interest rates of commercial debentures in comparison
with bank loans are also affected by the fact that they are purchased in high
quantities by investment funds, which do not take risk by themselves, but they
transfer it on their clients. Preference of large firms to take loans on the deben-
ture market also resulted in a way from their wish to free themselves from con-
trol of the banks.

In the situation when the developing markets of debentures issued by enter-
prises took away the best clients from commercial banks, the latter were forced
to look for income sources elsewhere. Thus, they sought them on financial mar-
kets where the globalization created a wider field for operation of bank dealings
than in the past.

2 J. Kudta, Instrumenty finansowe, Wyd. Key Text sp. z.0.0, Warszawa 2002, p. 105.
3 M. Feldstein, Monetary Policy In Changing International Environment: The Role of
Capital Flows, NBER Working Paper, 2005, p. 265.
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In a relatively recent past, bank dealings offered their clients mainly possi-
bilities to transact on the money market, in this way enabling them to manage
liquidity. Traditionally, they also made transactions on the foreign exchange
market, enabling their clients to exchange currencies and protect themselves
against the foreign-exchange risk. The globalization, causing a fast increase in
number of liquid financial markets, enables bank dealings to increase the num-
ber of financial instruments ,,sold” by them.

An example of such a situation was also the Polish financial market. When
in 1998, within the second stage of liberalization of foreign exchange turnovers
foreign investors obtained a possibility to make fixed transactions on the Polish
market, there was a very fast development of many markets of derivative in-
struments, and thanks to that diversity of financial instruments offered by the
banks increased”.

The globalization enables not only increasing of the number of liquid finan-
cial markets, but also operating of the markets whose liquidity is able to main-
tain the global financial market.

Appearance of many financial innovations in the 1970s and 1980s, referred
to as derivative financial instruments (derivatives) was considered as one of the
most important phenomena in the international financial relations.

Among many financial innovations, a special attention is deserved by such
derivatives like fixed-term financial contracts (forward, futures), options, and
swaps.

There is an opinion that in the recent years the fastest developing segments
of the derivative financial instrument market were not futures and option trans-
actions, but interest-rate swaps, new foreign-exchange swaps and other new de-
rivative financial instruments.

According to the definition by the Bank of International Settlements, a swap
is a financial transaction in which two counterparties agree to exchange pay-
ment streams in the future’.

The World Bank has contributed to development of swap operations, as it
looked for cheap credits in German marks and Swiss francs to finance various
investment projects. It could obtain cheaper loans on the dollar market. Thus,
there arose favourable conditions for the bank to exchange debts in European
currencies into debts in US dollars.

One for the reasons for swap operations was foreign-exchange restrictions,
impeding access to West European capital markets. Whereas, by means of such
operation, entrance into the West European markets was possible.

* A. Slawinski, Rozwdj rvnkéw finansowych, stabilnosé systemu finansowego gospodarki,
Studia Ekonomiczne, INE PAN, Warszawa 2003, series No. 1-2, p. 67-80.
5 K. Zabielski, Finanse miedzynarodowe, Wyd. PWN, Warszawa 2007, p. 287.
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The speculation maintaining liquidity of interest rate swap (IRS) market,
takes place mainly on the London financial market, being the centre of the
global inter-bank market. The reason for that condition is that only on the Lon-
don financial market there are many large banks having sufficient credibility
and sufficiently high capitals so that they can participate in speculation transac-
tions on the market of interest-rate swap market, which have many-year terms
of maturity. Liquidity of the market enables easy protection against the interest-
rate risk by businesses in all countries of Eastern Europe, at whose interest rates
are IRS contracts.

We should also turn attention to another example of the derivative instru-
ment market, which has developed very fast as a global market; this is the mar-
ket of credit derivatives (protecting against the risk of debenture issuers’ insol-
vency), which owes its development and operation to activity of the globally
largest investment banks, which have sufficiently high capitals and well-
developed systems of risk management in order to play the role of ,,producers”
and agents on the market of credit derivatives.

Reasons for financial crisis

The financial crisis initially concerned only American investment banks.
The crucial moment affecting the crisis was entering into the stock exchange of
one of the largest investment banks — Goldman Sachs in the 1990s. Since that
time the bank started to chase maximization of its profits (as any company), as
high rewards for the management depended on it (thus honesty of stock emis-
sion of a given company was put aside). Banks started to perform high-risk op-
erations. An important fact was also withdrawing in 1999 of a provision in the
US banking law that banned joining two types of banking: investment banking
(of high risk), deposit and credit banking (the provision was passed in the USA
after Black Thursday in 1929).

In 1998, President Bill Clinton urged to allow less earning people to take
mortgage credits. The role of a guarantor for such credits assured two sister
companies: Fannie Mae and Freddie Mac.

Then after George Bush’s election as President, in order to activate the
economy by means of an injection of new credits, some statutes were amended
to libcrate provisions concerning protection against an excessive risk of banks
and insurance institutions. That allowed banks to grant credits to a higher num-
ber of persons with lower incomes.

In 2001, ,,after breaking of the Internet stock bubble” the prices of stocks
fell much, which gave rise to worries about the economic growth. Then interest
rates were lowered and in 2002, they reached the level of 2%. In the situation of
the inflation higher than the official interest rates, the money found a better in-
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vestment in real estates. Their prices started to grow gradually. At the same
time, their low interest rates motivated positively to take mortgage credits. It
became popular to ecarn on real estates with help of a credit; the return from real
estates was from a dozen to scveral dozen per cent. Bank agents encouraged
persons with low incomes to take credits. After two years, the interest rates in-
creased to 5%, which increased interest-rate burdens and the following attrac-
tiveness reduction of capital investment in real estates. Prices of real estates be-
gan to fall and many loan debtors stopped paying back their debts. Banks
started scizing mortgages and trying to sell the real estates accelerated the proc-
ess of the price reduction for them. In such a situation in 2007, the interest rates
were lowered abruptly to the level of 2%. That aimed at lowering credit bur-
dens, and at the same time at bringing cheap money to the market.

Now a deep crisis is rolling through the global financial markets, undoubt-
edly the deepest and the most severe since the terrible years of 1929-30, i.c.
since the Great Depression. Comparisons suggest themselves: then and now the
crises started from a severe breakdown on the stock exchange, and next — after
a few months — they extended to the entire financial sector. Then and now the
crises started in the United States, but next they reached Europe rather quickly
in order to extend globally. Then and now the crises had initially the financial
character mainly, but in time their effects started to affect less and less operating
of the real economy, threatening a global recession. Many factors contributed to
the global financial crisis of today. The origins can be seen as early as in the
1930s. One of the actions aiming at taking the US economy out of the Great
Depression was establishment by President Roosevelt’s administration of
a governmental agency — Federal National Mortgage Association (FNMA), col-
loquially referred to as Fannie Mae. Its task was to give security for mortgage
credits.

In 1970 Federal Home Loan Mortgage Corporation (Freddie Mac) — a sec-
ond similar institution came into being. In recent years the institutions gave sc-
curity for over half of the credits granted in the USA (the indebtedness of US
households due to mortgage credits amounts to ca. 10 trillion USD). The pur-
pose of those institutions’ operation was to increase accessibility to credits and
development of housing building.

However, indirectly both Fannie Mae and Freddie Mac contributed to
launching an avalanche of the crisis.

The securities granted by Freddie Mac allowed banks to loosen much the
criteria for granting credits. In that way US banks stopped to take sufficient care
of the quality of the credit portfolio; they did not turn any attention to whom
they were granting credits. In the 1990s advertisements with the wording ,,Non
proof Incomes”, i.c. advertising granting mortgage credits without necessity to
prove sources and amounts of incomes were not very rare. In that way on the
US market a specific type of credits — the so-called subprime credits, of the
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lowest quality, granted to persons hardly having credit capacity, came into be-
ing. The subprime credit volume in the USA abruptly grew in recent years. In
2006 they constituted over 5% of all the US mortgage credit value, and every
fifth mortgage credit of lesser quality needed execcution. It is assessed that the
subprime credit market in the USA is 10-14% of all credits, i.e. their value s ca.
1.2-1.5 trillion USD.

It is, however, only part of a puzzle related to this crisis. The problem
would not be so scrious if securitization had not developed, i.e. a mechanism of
exchanging liabilities into securities.

At the beginning of the 1980s the US financial market was enriched with
new instruments — debentures secured with mortgage credits. In time they
gained the highest share among securities secured with liabilities. Thanks to
such an operation banks resold their debtors to other greater banks to gain
means for further activity. The latter in turn divided the credits into smaller
parts and issued debentures secured with mortgage credits (the first debenres
of that type were issued in 1983).

Simplifying it much, the securitization mechanism caused the situation than
an American borrower ceased to be a debtor of the bank where he had taken the
credit (as it is the case in Poland), and in a sense became a debtor of a purchaser
of such a debenture.

Banks and investment funds were interested in debentures of that type.
Many entities were willing. In 2006 they even brought profit of over 10%
yearly. Yet due to the type of their security they were featured by high risk. For
their value depended on the credit portfolio. In other words when borrowers be-
gan to have problems with repayment of credits, mortgage securities became an
even more risky investment.

It should be also reminded that twenty years ago one of the biggest and best
known banks — Salomon Brothers disappeared. The reason for the fall was for
example an uncontrolled development of asset backed securities (ABS). From
day to day departments of mortgage bonds were closed in other banks. The
risky papers turned out to be worthless. Warren Buffet himself was engaged in
defence of Salomon. In 2008 other banks disappeared from the world of fi-
nances due to almost the same reasons. In both cases the source was simply the
ordinary human greed.

Globalization and risk of crisis

The globalization of national economies, including the globalization of fi-
nancial markets provokes necessity of proper adaptation of practically all coun-
tries to the changing situation in the world. Even if individual countries legally
maintain their sovereignty, the globalization process enforces that they have to
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shape their economic policy, including mainly their monetary and budget poli-
cies, in such a way that they should gain trust of players on international finan-
cial markets.

The globalization makes the economic growth more and more dependent on
international competitiveness. The latter in turn is determined largely by the
cost of capital obtained by enterprises, labour costs and tax burdens. Countries
where such costs are relatively low attract foreign capital.

It is universally belicved that the globalization of financial markets contrib-
utes to operational improvement of such markets. For it allows for geographical
diversification of risk and favours economic growth. On the other hand, how-
ever, the globalization is often perceived as a factor substantially increasing the
risk of financial crisis appcarance.

It can be considered as justified the statement that financial crises that in the
1990s affected such countries as Mexico, Korea, Indonesia, Thailand, Brazil,
may have not recached such extents if those countries had not been exposed to
influence of financial markets. However, one must be aware of the fact that in
the past those countrics would not have reached such an impressive pace of
economic growth if they had not used resources coming from international mar-
kets.

It should be added at the same time that the common feature of those coun-
tries were, ¢.g. the excessively fixed system of foreign exchange rate, a weak
financial system, primarily including an insufficient supervision over banks, and
lack of public finance stability.

In turn negative effects of the crisis are first of all a bankruptcy wave
among cnterprises and banks, an increase in unemployment, a sudden deteriora-
tion of the budget situation in the country, a high fall of the reserve level of for-
cign exchanges.

The practise has shown that many banks from industrialized countries were
unable to compensate losses sustained from investments of countries afflicted
by the crisis.

On the other hand, the financial crises made banks, especially those with the
international activity, diversify their operations in such a way that credits
granted to enterprises should not exceed a reasonable level in relation to the to-
tal assets.

This target may be achieved, for example by participation in consortial
credits, where the credit risk is distributed among all borrowers in proportions
corresponding to their share in the total amount of the credit.

An important meaning in increasing the operational security of banks had
an agreement from the summer of 2002 by the Basel Committee on Banking
Supervision on new capital requirements in relation to banks. They consider
specific types of risk, with which banks have to do in conditions of the financial
market globalization.
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The fact that the International Monetary Fund concentrated their attention
on the banking sector results from the dominant role of banks on financial mar-
kets practically in all countries. As it results from the recent financial crises, it is
improper management of banks, resulting in increase of the so-called bad cred-
its, and unsatisfactory supervision over them by the authorities, constituted fa-
vourable conditions for cumulating of problems that finally contributed to the
outbreak of the crisis.

Now, we can observe subsequent stages of the financial crisis. Its origin
was the breakdown of the sector of risky mortgage credits in the USA. Initially,
the crisis was felt only on the American market, but due to international ties of
the financial markets, it was also transferred to European states and countrics of
the Far East.

An example of it is, e.g. the fact that the present crisis struck all manufac-
turers of cars, but as the first it was felt by American concerns (GM, Ford and
Chrysler).

Serious troubles have today the former flagships of the Japanese industry
(Toyota, Sony, Nissan, or Hitachi), which limit their investments, close facto-
ries and dismiss their employees.

This phenomenon is the reason for many fears about stability of the Polish
real estate market as well. In order to assess the actual risk of disturbing the
economy stability in our country, one should primarily take into account all the
circumstances that led to the breakdown of the market, and to analyze whether
they may be an important threat in our country as well.

Since February 2009 governments of the G-8 states have launched rescue
projects jointly amounting to over 3 trillion USD®. Some states like the USA or
France have been accused of using protectionist practices (e.g. the US pro-
gramme ,,Buy American”, officially included into the aid plan of President
Obama, or obliging French car manufacturers to maintain jobs in France in the
governmental aid package). After lowering interest rates rcached a record low
level (Japan — 0.1%, the USA — 0.25%, in the United Kingdom, Switzerland and
Canada — 0.5%).

In April 2009, during the G-20 summit it was agreed that the financial mar-
kets could not exist without any supervision. They called for the most rigorous
regulations for the activity of hedge funds. In the final communiqué after the
(G-20 summit there was a reference to increasing of the International Monctary
Fund’s resources by 500-750 billion USD. It was also planned to liquidate the

® Rzeczpospolita, the addition ,,Ekonomia & rynek”, 16.02.2009, G 7 bez nowvch pomy-
stow, p. B3.
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so-called ,tax paradises”; it was decided to create a fund for support of interna-
tional trade’.

In turn, in order to fight the crisis in Poland the Monetary Policy Council
lowered the deposit interest rate from 4.50% to 2.00%.

Yet, the economic crisis in Poland is felt to a much smaller ¢xtent than in
other countries of the region. As the last data show®, in the second quarter of
2009, the GDP in Poland, adjusted seasonally, increased by 0.5% in comparison
with the first quarter of 2009 and was by 1.4% higher in comparison to the sec-
ond quarter of 2008. At the same time it should be added that an incrcase of
GDP in Poland in this period of time was unique in the European Union.

The increase of GDP was positively affected by increased net export and to-
tal consumption, whereas it was adversely affected by a fall of accumulation.

What will be the world like after crisis?

It is true that the global crisis is still at the development stage and no one
knows when it will end.

Despite this, analysts more and more ponder what will be the future of the
global economy and what force system will be in it.

It results from the majority of statements that in this respect much depends
on China and the USA.

Commentators turn attention to the fact that Americans have a respo-
nsibility today to put forward some initiatives enabling reconstruction of the
international financial system.

Whereas China should support them in it, being at the same time the most
interested in return of prosperity into the global markets.

Surely politicians from both superpowers are awarc of their own interests and
catalogues of plausible targets. Yet, much will depend on their bilateral relations
and whether they will be based on a real assessment of advantages and possibili-
ties, and also in what time horizon they will plan realization of their policies.
Surely, elaboration of a new type of relations by countries of different advantages
and possibilities, and also of various cffects caused by the present crisis will not
be easy, so there should be no hope for a fast success in this respect.

In the Far East there are still two other countries that will affect the situation
in the post-crisis global economy, namely Japan and India.

The economy of Japan is dependent to a large extent on the situation of the
economic prosperity on the global market.

7 Grupa G-20 podaje wlasng recepte na zazegnanie kryzysu gospodarczego, nasz dzien-
nik.pl 03.04.2009.
* http: //www.stas.gov.pl/gus/5840 1338 PLK HTML.htm.
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A little different situation is in India, as this country is more self-sufficient.

In turn the Indian stock exchange suffered a lot; whereas the local banks
(still mostly state-owned) did not suffer any greater losses. Analysts forecast
that India will maintain a fast increase in infrastructural investments, and mac-
roeconomic perspectives are better there than in majority of countries as well.

Attention should also be paid to serious changes to the previously existing
financial centres, first of all in New York and London. Both in the USA and in
other countries small banks bankrupt or are taken over by stronger ones,
branches of big banks are liquidated, and there are numerous mergers and
changes of shareholders. Programmes of cost reductions, including reductions
of employment concern all firms of the banking sector and investment firms.
Thousands of the dismissed employees can hardly find work in their former
profession with the previous high salaries. Much time will pass as well before
the financial markets become stabilized and in economy there will be a new cy-
cle of growth. In addition, even in this case the organizational systems of firms
will surely have to change, so there are small chances that employment will re-
turn to its previous level. This means that a large group of qualified specialists
having knowledge about global markets and leading companies will remain un-
employed. In such a situation there are opportunities for other centres that want
to employ specialists in risk management, assets management, new product
managers and macroeconomic analysts.

Thus there is the beginning of demand for those who may be included to the
global premier league and are ready to agree for a change of their jobs.

Their ways most frequently lead to the Middle East, to China, and even to
Moscow.

The Middle East counts on their knowledge allowing for an effective man-
agement of the region advantages, i.e. energy fuels and giant reserves of foreign
exchanges.

On the other hand, the Chinese want to join this increasingly important sec-
tor of the global economy and to enhance to the world rank the financial centre
in Shanghai. The delegation of the Shanghai Office of Financial Services re-
cruits high class personnel in New York, Chicago and London. It is unknown,
however, whether China will make use of the situation that befell to the finan-
cial institutions in New York and London, seeing a dynamic move of the grav-
ity centre of the cconomy to the Far East.

Summing-up

The contemporary world undergoes continuous changes. Such changes are
of dynamic character under the influence of the occurring processes of different

types.
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They are social, economic, political and cultural processes, and each of
them is affected by the process of globalization treated first of all as
a phenomenon or condition of the global economy.

In the globalization processcs of the economy the increasing role is played
by financial markets.

The reflections, which I have carried out, allow stating that the globalization
of the financial markets was facilitated by liberalization of capital flows and
technical progress.

The main result of the globalization process was creation of many liquid fi-
nancial markets, which as a result make up the global market.

Activity of institutional investors worldwide is not only a factor increasing
liquidity of local capital markets, as necessity to compete for foreign capital
forces individual countries to make and promote on their own markets institu-
tional changes, which in turn reinforce the owner’s supervision, and this favours
effectiveness improvement of listed companies, and at the same time the eco-
nomic growth.

The growing activity of commercial banks on financial markets enables
a dynamic development of the derivative tool market, and this in turn increases
a possibility of an casy and cheap protection against the risk.

Despite the presented advantages brought by the globalization of financial
markets, it must be noted that it also bears some fears.

They are related to the increased mobility of short-term capitals. Initially,
such fears concerned possibility of occurrence of foreign exchange crises, yet
now they also concern the spreading economic crisis.

Liberalization of short-term capital flows enabled abrupt speculation attacks
against many currencies. In the 1990s it created casiness of taking loans in en-
dangered currencies and their immediate resale in order to buy them afterwards
with a profit after the fall of the exchange rate.

The proceeding globalization process of national economics and financial mar-
kets has led to a visible limitation of the state influence on the national economy.

The process enforces such an application of the economic policy that is in-
dispensable for an effective competition for resources available on international
financial markets, limiting effects of the economic crisis.

Initially, the economic crisis skipped the economy of Poland. As the main
threat the following phenomena were indicated: a dangerous dependence of the
zloty value on speculative short-term investments, high indebtedness of the
State and a high share of import in production. Then there appeared some fac-
tors causing transfer of the crisis to Poland — limitation of the credit action by
banks, a speculative attack at the Polish currency and a substantial reduction of
zloty value and financial problems in enterprises with foreign exchange options.
Yet in comparison to other European cconomies the situation of Poland was as-
sessed positively.
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Streszczenie

GLOBALIZACJA RYNKOW FINANSOWYCH
A RYZYKO KRYZYSU GOSPODARCZEGO

Poczatki globalizacji zwigzane sg z rozwojem wymiany mi¢dzynarodowej, rosng-
cymi powigzaniami migdzynarodowymi i otwartoscig rynkow.

W efekcie dokonala si¢ ogolnoswiatowa integracja systemow ekonomicznych,
zmiana unifikacji zachowan ekonomicznych i spotecznych.

Powszechnie uwaza sig, ze globalizacja rynkow finansowych przyczynia si¢ do po-
prawy funkcjonowania tych rynkow. Pozwala bowiem na geograficzng dywersy-fikacje
ryzyka 1 sprzyja wzrostowi gospodarczemu.

Z drugiej jednak strony globalizacja postrzegana jest czgsto jako czynnik istotnie
zwigkszajacy ryzyko pojawiania si¢ kryzysow finansowych.

Jak wynika z niedawnych kryzysow finansowych, to wiasnie nieprawidtowe zarzg-
dzanie bankami, skutkujgce narastaniem tzw. ztych kredytow i niedostateczny nadzor
nad nimi ze strony wiadz, stanowily podatny grunt do kumulowania si¢ problemow,
ktore ostatecznie przyczynily si¢ do wybuchu kryzysu.

Mozemy obecnie obserwowac kolejne stadia kryzysu finansowego. Jego podstawg
bylo zatamanie si¢ sektora ryzykownych kredytow hipotecznych w USA.

Poczatkowo, kryzys byl odczuwalny jedynie na rynku amerykanskim, lecz ze
wzgledu na migdzynarodowe powigzania rynkow finansowych, przeniost si¢ on rowniez
do krajow europejskich a takze krajow dalekiego wschodu. Zjawisko to jest powodem
wielu obaw o stabilnos¢ rowniez polskiego rynku nieruchomosci.
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It is worth starting a discussion on the present financial crisis from
a reflection that the crisis is a natural phenomenon in the market economy.
A characteristic feature of the capitalistic economy development is periods of
steady development intertwined with various crises. Although the crises are
a kind of ,,shock therapy”, the market economies, all in all, come out tops from
them. Hence, e.g. comes an assertion of superiority of the capitalistic economy
over the centrally-controlled economy. One may say that decentralized econo-
mies can overcome crises much better.

Despite a sizeable dose of optimism based on historical data, one should not
look at the present crisis (2007-2009) with a too favourable eye. This crisis is
serious and dangerous because it affects the sphere of finances. The market
cconomy is a monetary cconomy where the real sphere is operated by financial
processes. Disturbances in the sphere of money and credits adversely affect the
sphere of real economy — payment gridlocks are created, companies bankrupt,
uncmployment rises, demand drastically falls on various markets. Intensification
of the crisis in the field of finances, or breakdown of the financial system would
bring dramatic consequences in the real economy.

Image of crisis in mass media and reasons for crisis

Before we present the genesis of the monetary crisis, it is worth recalling
how the crisis is ,,s0ld” by the mass media. Fairly universally is spread a thesis
that the present financial crisis started in the United States on the market of real
estates. It is claimed that the original reason for the crisis were risky operations
of commercial banks, which granted subprime mortgages to persons without
a proper credit rating (NINJA — no income, no job and other assets). Then in
order to improve liquidity of banks, such credits were covered by securitization.
This means, a special purpose corporation (Special Purpose Vehicle) was estab-
lished, and it took over separated credit packages (assets of corporation), issued
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securities (liabilities of corporation) — asset-backed securities (ABS). Banks

»cleaned” their balances, and on the financial markets there appeared corpora-

tions that became ,toxic”' at the moment when the scale of subprime credit in-

solvency was revealed and the real estate prices broke down. Credits and special
purpose vehicles were backed by faith that prices on the market of real estates
would be always rising.

Assuming this picture as a properly reflecting the essence of the problem
the recipe for the crisis would be the following:

1) Governments will buy out or secure the value of ,,toxic” assets, which will
save commercial bank from losses, raising their credibility,

2) Central banks will decrease interest rates, which will stimulate economic
growth,

3) People (households) will start working, doing business and earning, which
will have a secondary reflection on economic boom and will reverse the un-
favourable trend, e.g. on the market of real cstates.

Interest rates in many countries are close to zero, and public money is
,pumped” into their economies. Why does not this mechanism work? Is it only
a late reaction of the markets to the applied therapy? Or is it perhaps that the
reasons should be searched elsewhere, i.e. deeper? What will happen if the cri-
sis returns with the double force in 2-3 years?

Based on the initial analysis of the issue it seems justified to suspect that the
crisis on the market of mortgages is rather the result of, and not the reason for,
a reaction of much stronger factors, which, following John Naisbitt, should be
called megatrends®. Looking for a medical metaphor, onc can say that the
breakdown on the market of mortgages is already a symptom of a developed
disease, and the disease itself has developed earlier under influence of complex
reasons. Factors intensifying the crisis of 2007-2009 should be traced in several
areas. The most characteristic ones are:

— the crisis of the monetary system (which will be the main motive of the stud-

ies in this paper),

— the crisis of central banking in the United States’,

' The problem of , toxic assets” depicts perfectly how relativism, which makes a precise
analysis of events difficult, worms its way to the business language by means of the
mass media. Some time ago ,.the toxic assets”, i.e. assets that have lost their value,
would have been called, simply, a loss or suffering losses. Economic sciences, such as
theory of economics, theory of finances and accountancy, dealing with a reliable de-
scription of economic phenomena do not know the concept of ,,toxic” assets.

2 Cf. John Naisbitt, Megatrendy [Megatrends], Zysk i S-ka, Poznan 1997.

' The central bank (FED) is dependent on the Government policy and is responsible for
economic growth.
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— the crisis of the managerial capitalism®,
— the crisis of the American corporatism’,
— the crisis of derivative instruments®.

Well, this is not a closed collection of factors conditioning the present cri-
sis. We should add a long-lasting influence of the welfare State’s policies and
a crisis of the recognized cconomic values of societies in the West. Although it
is a simplification, one may say that only one hundred years ago the same socie-
ties worked, saved and invested. Today they wish, first of all, to buy, to con-
sume and to incur debts. This thesis is perfectly illustrated by indebtedness of
the American society. In the largest world economy, households do not supply
the capital per saldo on the financial markets as it used to be for many centuries,
but they are loaners.

Of course the mass media prepared to ,,sell” fast and easy information, be-
cause of various reasons, remind unwillingly about these megatrends. It is also
impossible to analyze jointly all the factors in a short paper. That is why in the
further part I will concentrate on one element, i.¢. the crisis of money.

Economy and money

Money originates spontancously in interhuman relations’. People act under
conditions of limited resources and unlimited needs. That is why giving one
commodity they demand in exchange another one, which is considered equally
precious. Under conditions of the limited resources the exchange of ,some-
thing” for ,,something” is a life necessity. The value of the exchanged goods is
decided by their utility and rareness.

* An inclination to undertake risky actions is greater for a manager than for an owner;
despite bad economic effects and necessity to acquire public means, bonuses are paid
for managers of ineffective enterprises.

* Financing electoral campaigns in exchange of the administration favours; managers of
great corporations are aware that a great corporation cannot bankrupt generating unem-
ployment chiefly due to political reasons.

® This crisis is perfectly illustrated by W. Buffet’s words from the yearly report of Berk-
shire Hathaway for 2008: ,,Derivatives are dangerous. They have dramatically increased
the leverage and risks in our financial system. They have made it almost impossible for
investors to understand and analyze our largest commercial banks and investment
banks. [...] Indeed, recent events demonstrate that certain big-name CEOs (or former
CEOs) at major financial institutions were simply incapable of managing a business
with a huge, complex book of derivatives”. Source: W. Buffet, Warren Buffett's Letters
to Berkshire Shareholders 2008, www .berkshirehathaway.com, Omaha 2009, p. 16.

7 Cf. ed. Roman Milewski, Elementarne zagadnienia ekonomii, PWN, Warszawa 1994,
ool 72
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Exchange transactions of ,,goods for goods” were the earliest stage in the
development of economic relations, i.e. of the so-called natural economy®. In
time, from the group of the exchanged goods were separated those that were
accepted the most universally and they started to serve as a standard defining
value of other goods. 1t is asserted that hide, salt, mussels, animal droves, deco-
rative feathers of birds and other goods meeting basic needs first played the role
of money.

An important moment in the development of economy is an origin of
money based on precious metals. Silver and gold are divisible, fine and more
durable than goods of every-day use. It is from silver or gold that the first coins
were minted in the ancient times. From the macroeconomic point of view gold
has another interesting advantage. For 5,000 years its supply to the economy
has been at a steady level of 1-2% yearly, which in a long perspective corre-
sponds to the economic growth rate. That is why gold plays perfectly the func-
tion of a solid standard of economic value.

Another important stage in the development of monetary relations is forma-
tion of banking. Although banking houses already existed in ancient Mesopo-
tamia it 1s assumed that it is mediaeval Italy where the modern model of bank-
ing was born’. It was connected with the fact that ability of writing and access
to paper became more universal, and the double entry accounting method had
been developed. Mediaeval bankers received deposits, granted credits and sup-
ported payments. Issued deposit receipts for gold deposited in banks were trans-
ferred in time into banker’s notes that were honoured in settlements of commer-
cial transactions equally as gold. In that way beside the precious metal money
was created the banknote, having a parity of exchange for the precious metal.

Gold currency system

The first international monetary system was ,,the gold currency system” (in
other words ,,the gold standard” or ,,the gold parity”). In that system, as indi-
cated by the name itself, the main role was played by gold — it was the basis for
banknote emission, the final measure of economic value and the international
money. The value of individual national currencies was specified by the parity,
i.e. the weight of physical gold to which a monetary unit (a banknote) could be
exchanged in the banking system.

How was ,the gold standard” created? In 1844 the British Parliament, in
connection with numerous cases of bankruptcies among commercial banks,
passed ,,the Bank Charter Act”, which was to establish the stable foundation for

* Dominated by gathering and hunting.
* Ed. W. Jaworski, Z. Zawadzka, Bankowos¢, Poltext, Warszawa 2005, p. 19, p. 95.
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operation of the financial system. The Act, e.g. specified the gold standard for
the pound. Because the United Kingdom was the unquestioned economic leader,
soon similar solutions became popular in many other countries. In that way the
first common international monctary system based on uniform principles was
shaped'’.

The essential feature of the system was the internal and external stability.
Exchange rates of the currencies, through their connection with gold, were fixed
as a rule. Fluctuations oscillated within the range + 1%. They could be involved
only by a substantial unbalance in the international trade balance or discovery
and exploitation of new gold fields. Substantial stability, transparent credit rela-
tions and low tax burdens, characteristic for that period, caused that it was the
time favourable for owners and entreprencurs. In the macroeconomic scale this
resulted in a fast and stable economic growth.

It is worth noting that war periods disturbed both the economic and mone-
tary stability. The necessity to finance excessive government expenditures en-
forced suspending the gold parity. The history of economy confirms that almost
each major war was connected with diversion from the gold standard in order
that the government could finance the excessive expenditures. Gold imposed
too tight limits on the government expenditures. It is assumed that the age of the
gold currency system was closed by the World War One. Although after the war
there was an attempt to restitute the system, some unfavourable coincidences,
¢.g. the world economic crisis of the 1930s, made it impossible.

Great Crisis and New Deal

The years 1929-1933 came into history as the division line of the Great Cri-
sis (the Great Depression). There are various views concerning the genesis of
that phenomenon, i.e. why the economy fell into that long-lasting and deepen-
ing recession. It is completely sure, however, that on 24 October 1929 on Wall
Street there started a sale panic (,,Black Thursday”), which was a specific erup-
tion of previously growing economic moods. ,.Black Thursday” started a wave
of bankruptcies in the United States. Step by step, the recession covered all sec-
tors of the economy, and then the substantial part of the world. Industrial pro-
duction drastically fell; unemployment rose to the scale causing social unrests;
turnovers in international trade were reduced to %5 of the pre-crisis level. Only

' Cf. Stanistaw Owsiak, Podstawy nauki finansow, PWE, Warszawa 2002, p. 90. The
world expansion of the British pound, and then of the US dollar was assured to a great
extent by the belief that they were money based on the gold standard, i.e. as good as the
precious metal.
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in the USSR there were no signs, which was then a serious argument asserting
superiority of socialism and central planning.

Individual states tried to defend their own markets introducing barriers in
international trade. Apart from protectionism, in politics a wave of populism
and nationalism rose, and it, e.g. brought Hitler to power.

In the United States, critics of the situation started to look for reasons for
the crisis in the internal operational malfunction of the capitalistic economy,
which seemingly was unable to pass from the state of the deep and long depres-
sion to the economic revival. Those who doubted in self-regulation of the econ-
omy argued that an external impulse was needed that would galvanize the busi-
ness cycle. Only State (Government) disposed of a proper potential to achieve
that. Governmental expenditures will ,,drive” the business cycle. Thus there
started an age of state intervention into the market economy to an unprece-
dented scale. It was the first practical application of Keynes’s doctrine, which in
later years became one of the dominant movements in macroeconomics and eco-
nomic policy of the 20th century''.

President Roosevelt within his New Deal carried out comprehensive socio-
-economic reforms in the years 1933-1939. Benefits for the unemployed were
paid; public works were organized; infrastructural investments were financed
from government funds. Many legal regulations concerning industry, agricul-
ture, banking, capital markets were developed and implemented. The reforms
substantially increased the State expenses, which gave rise to strong pressure on
devaluation of the dollar.

This was followed by important changes in the monetary policy. Roosevelt
by his executive order 6102 of 5 April 1933 delegalized free circulation of gold.
Each private holder of physical gold was obliged under penalty of fine or im-
prisonment to deposit their gold in the Federal Reserve bank. They received
federal dollars for the deposited gold. It was an important event concerning the
so-called demonetization of gold, i.e. displacement of gold from the monetary
system. In several months from delegalization of gold the Government devalu-
ated the value of money from $20.67 per ounce to almost $35 per ounce'?, i.e.
they forcibly purchased gold from citizens with the ,strong” dollar, and then
they reduced its purchasing power.

Finally, the danger of the crisis return ended in 1939, with the outbreak of
the World War Two.

"' D. Kamerschen, R. McKenzie, C. Nardinelli, Ekonomia [Economics], Fundacja ,,So-
lidarnos¢”, Gdansk 1993, p. 253.
"2 Cf. fig. 1 in sec. 6 of the paper.
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Bretton Woods System

In July 1944, after the successful landing in Normandy and opening of the
second front in Western Europe, the fate of the war, from the allied perspective,
was predestined. It was then when in Bretton Woods (New Hampshire) the
United Nations Monetary and Financial Conference was organized. The debate
lasted three weeks, and 730 delegates represented 44 countrics.

The conference had two main purposes. Firstly, not to allow for return of the
decp international recession from the 1930s, sharpened by the protectionist reac-
tions of individual countries. Secondly, to design anticipatedly an economic and
monetary order in the bloc of western states. Concerning the economic doctrine
there was a fairly unanimous advocating of capitalistic economy, private owner-
ship, development of free trade (rejection of protectionism), allowing state interven-
tionism.

How was the monetary order to look in that post-war economy? The US
proposal was fairly unambiguous and obvious. It was all about legitimating the
predominant position of the dollar in the future global economy. The dollar was
to be the most important currency of the western bloc, and to play the role of the
currency reserve money for states and international settlements. It was estab-
lished that currencies of individual countries would be exchanged for the US
dollar at a fixed exchange rate.

Gold was still and important (stabilizing) element of the world monetary
system, although not directly any longer. Currencies were convertible to the
dollar, and the dollar to gold at the rate of $35 per ounce. It was only external
conversion, i.¢. for states not for citizens. That final reference to gold ensured
stability of currency exchange rates that oscillated once again within +1%.

In order to introduce the new order, to support and control it, worldwide fi-
nancial institutions were established — The International Bank for Reconstruc-
tion and Development (IBRD), generally known as the World Bank, and the
International Monetary Fund (IMF)"3.

In the first years after the war the system worked in a perfect way. Marshall
Plan allowed Western Europe to stand on their feet, which once again proved
values of interventionism. The world trade started to catch up the lost time.
However, fairly fast, the gold standard, indirectly entered into the system, made
its presence felt. The gold standard imposed too much pain on the Government
expenditures of the United States. As early as in the 1960s financing of the war
in Vietnam and expenditures of President L.B. Johnson connected with creation

" D. Kamerschen, R. McKenzie, C. Nardinelli, Ekonomia, op. cit., p. 890-891.
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of the so-called ,,Great Society””, gave rise to doubts if dollars circulating

around the world were fully covered with gold.

Expansion of the ,,casy” dollar, which was to be based on gold, was inter-
rupted by General de Gaulle. Having a good feeling for monetary matters, he
demanded a more restrictive monetary policy. He demanded that the United
States should regulate their external obligations in gold, and not in the printed
dollar. Because his appeals remained unnoticed, France started a systematic
exchange of its dollar reserves for gold at the established parity of $35 per
ounce. It was a threat for the United States that it would lose substantial gold
reserves. On 15 August 1971 President Nixon, having no room for a manocu-
vre, sulsspended convertibility of the dollar for gold at the rate from Bretton
Woods .

System of fiduciary money, and money value and its supply

In this way it was the beginning of the age of the fiduciary money (the so-
called ,.fiat money”). This money is created by central banks ex nikilo, at al-
most zero cost. The fiduciary money in the banking system is not convertible
for precious metals, but for another paper money'’. Paper money can be ex-
changed only for another paper money (,,paper” for ,paper”). Its postulated
security (coverage) are goods offered in the economy. In that system it is also
inflation that is entered into it, i.e. a systematic loss of the money purchasing
power'’.

Despite disintegration of the system from Bretton Woods, the architecture
of the finance world did not change much. The American dollar has remained
the most important reserve currency, and vast amounts of currency reserves are
kept in it by individual states. The dollar operates international markets of raw
materials, goods, and precious metals. The World Bank and the International
Monetary Fund continue their activities.

Since 1971 not only prices of gold, but also currency rates have been regu-
lated by the market. On the currency market their mutual valuation is made un-

“ E.g. the Civil Rights Act, the programme for fighting poverty, aid in education and
access to Medicare, the development programme of underdeveloped areas, removal of
obstacles in the right to voting.

'S This can be considered as unprecedented breaking of the rule ,,Pacta sunt servanda”,
constituting the canon of international law.

' Stanistaw Owsiak, Podstawy nauki finanséw, op. cit., p. 117.

"7 1t is single-digit inflation (1-4%) that is fairly universally accepted as something nor-
mal.
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der the influence of demand and supply forces'®. This causes high changeability
and limited predictability of exchange rates. And this ,,incites” again clients for
institutions offering derivative tools.

To sum up the paper, it is worth asking a question how this evolution of the
monetary system has been influencing the price of gold and the purchasing
power of the paper money. The two graphs below — fig. | and fig. 2 — show the
price of gold throughout the last 126 years, i.e. from ,the age” of the gold cur-
rency system to ,,the age” of fiduciary money.

Fig. 1. Average yearly prices of gold in the years 1883-1999 (USD/troy ounce of gold).
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Fig. 2. Prices of gold in the years 2000-2009 (USD/troy ounce of gold).
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From the graphs, there result two obvious tendencies whose common point
is President Nixon’s decision about suspending of the dollar convertibility for
gold at the parity rate. Until 1971 the price of gold was stable and at a relatively
low level. Since 1971 the price of gold has been oscillating substantially and
growing systematically.

[t is also possible to look at the problem from another perspective. Is it the
price of gold that is creeping up? Or maybe, is it the American dollar, which is
the measure of gold, that is losing its value so dramatically? Indeed, the supply
of gold has been at a constant and low level for thousands of years. Maybe it is
only that the number of banknotes grows substantially? How is the supply
shaped to the economy of paper money? This question is answered by the two
following graphs — fig. 3 and fig. 4.

http://rcin.org.pl
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Fig. 3. Supply of money M1 in the years 1959-2009 in billions of USD.

M1 Money Stock: Billions of Dollars: SA

1750. T
1500. T

1250. 1

Economnc Chart D-spenser
—t—t

o. iy +
19 19 19 19 19 19 19 19 19 19 19 19 19 19 19 19 19 19 19 19 19 20 20 20 20 20
S9 61 63 65 67 69 71 73 75 77 79 81 83 85 87 89 91 93 95 97 99 01 03 0S5 07 09

htt s Economag-c com/
s

Source: www.economagic.com, cf. www.federalreserve.gov/releases/h6/hist/h6hist] . txt

Fig. 4. Supply of money M1 in the period of fighting with the crisis 2007-2009 in billions

of USD.
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Graphs depicting supply of money explain a lot. Since the supply of the

American dollar is still growing, its purchasing power must be falling. Not only
prices of gold, but also prices of real estates, share prices of public companies,
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and many other assets gain a strong impulse of growth. For accessibility of such
goods is much more restrictive than the supply of the American dollar.

Streszczenie

KRYZYS MONETARNY JAKO ELEMENT KRYZYSU
FINANSOWEGO 2007-2009

Artykul stanowi prob¢ zakwestionowania eksponowanej w Srodkach masowego
przekazu tezy, wedlug ktorej kryzys finansowy 2007-2009 rozpoczat si¢ w Stanach
Zjednoczonych na rynku nieruchomosci i byt spowodowany ryzykownymi dziataniami
bankow komercyjnych, ktore udzielaty kredytow hipotecznych wysokiego ryzyka (su-
bprime mortgage) osobom bez odpowiedniej zdolnosci kredytowe;.

Jest uprawnione przypuszczenie, ze kryzys rynku hipotecznego w USA jest wyni-
kiem (skutkiem) niekorzystnych zjawisk i procesow w gospodarce globalnej XX wieku.
Istotnym sktadnikiem tych proceséw jest powolna ewolucja systemu pienigznego prze-
chodzaca przez nastepujace stadia: system waluty zltotej, okres Wielkiego Kryzysu, sys-
tem z Bretton Woods, system pienigdza fiducjamego.



FOREIGN CURRENCY OPTIONS — INSTRUMENTS
OF RISK MANAGEMENT IN TIMES OF CRISIS.
OPPORTUNITIES AND THREATS

Tomasz SPIEWAK
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An English historian Henry G. Wells, in his most important work ,,The Out-
line of History” placed the following thesis: ,,History is a race between cducation
and catastrophe”. The above statement fully refers to the process of managing an
enterprise, where knowledge is one of the most important elements. The enter-
prise performs in a changing and unpredictable environment. In such a situation it
is indispensable to build an effective system of risk management, which is an im-
portant factor affecting its competitive position.

The development of the derivative instrument sector in the 1970s caused an
increase in interest in techniques of financial risk limitation among players of
financial markets and contributed to development of risk management systems.
In Poland, the first impulse of a change in the approach to management in en-
terprises, and as a consequence also to risk management, was the beginning of
the socio-economic system transformation on the turn of the 1980s and the
1990s.

The purpose of this paper is presentation of basic opportunities and threats
resulting from construction of security strategies whose basis are derivative in-
struments. In the paper, a special stress has been put on foreign currency op-
tions, which for the last several months have been the object of analyses by
many institutions and economic entities, which have suffered heavy losses due
to an irresponsible use of such instruments in security and speculative opera-
tions.

Derivative instruments on the Polish regulated market appeared in the sec-
ond half of the 1990s and they gained fast and important share in trades on the
Warsaw Stock Exchange. The oldest derivative instruments quoted on the War-
saw floor are futures contracts for the index WIG 20, which made their debut on
16 Jan. 1998. Then in the turnover of the regulated market there appeared de-
rivative tools whose basis were exchange rates (USD/PLN — 25 Sep. 1998,
EUR/PLN — 31 May 1999) and stocks of selected companies (the first quota-
tions on 22 Jan. 2001).



70 Tomasz Spiewak

Table 1. Derivative instruments on the floor of Warsaw Stock Exchange.

Kontrakty Opcje Jednostki indeksowe Razem
Futures contracts Options Participatipn units Total
N Otwarte Otwarte Otwarte Otwarte
Bleslac Liczba BOzvEIR Liczba EC2vElE Liczba pozygle Liczba pozycje
Month transakcjl | Wolumen (pa kejl | Wol fna kel (na (na
Number of Volume konlec) Number of | Volume Eonlec) Number of | Volume soniec) Number of Volume koplec)
trades Onay) trades Creerm trades Opeg trades Pacy
interest g interest interest interest
(eop) (eop) (eop) (eop)
1998 15 798| 24 368 699 & | = = == =] - 15 798 24 368 699
1999 88 876] 206 873 5 360, - = -] = == - 89434] 208 101] 5 360]
2000 540 734] 1516 042] 11 952 == =] =4 - -] ~-) 540 734] 1516 042} 11952
2001|1238 229] 3 754 854] 12 815 - = = 469] 22 343] 4 346|1 238698 3777 197} 17 161
2002 11052 971] 3 175 890] 19 283 == = =) 3 554] 245 019] 27 866}1 056 525] 3 420 909| 47 149
2003 |1267 348] 4 231 949] 22 535 8 087] 20647 847 2484] 132 459| 20 336{1 277 919| 4 385 055] 43 718
2004 |1 154 951] 3 609 125] 30 270 34 157] 78752} 4775 1718] 45640 10 981}1 190 826] 3 733 517] 46 026
2005 11573 953| 5378 517] 33 418 86 476] 254 432} 6 845 1312] 18580 669211661 741] 5651 529] 46 955
2006 ]2 211 957] 6386 046] 73 946] 122 767] 327 828] 4 509 1862] 18 265] 6 531]2 336 586) 6 732 139} 84 986
2007 )2 955 950] 9 477 868] 53 430] 117 276] 399 186] 11 181 1840] 22258 6099|3075 066] 9899 312} 70 710
2008 |3 962 298|12 233 9351 73475 121821 326 583| 6 925 1809 36 327I 8 823'4 085 928}12 596 845| 89 223

Source: Warsaw Stock Exchange, www.gpw.pl.

Futures contracts belong to the oldest derivative instruments quotcd on the
Polish regulated market, and they can be divided into three basic groups: equity
index futures, currency futures, and single stock futures. Since 1998, based on
historic data it has been possible to notice a systematic development of that
segment on the Warsaw exchange. From 1998 to 2008, both the number of
trades and the volume of trades, as well as the number of equity index futures,
and single stock futures showed a rising tendency (Table 2).

Table 2. Futures contracts on the Warsaw Stock Exchange.

Kontrakty indeksowe Kontrakty walutowe Kontrakty akcyjne
Equity index futures Currency futures Single stock futures
Mh;zt'l'ahc Liczba tran- g:::‘:: Liczba tran- g:::;: Liczba Otwarte pozycje
sakc)i Wolumen sakcji Wolumen transakcjl Wolumen (na koniec)
Number of Volume é:::;?::!( Number of Volume C(J:::;'l:'r:;l Number of Volume Open interest
trades (eop) trades (eop) trades (eop)
1998 15 774] 24 298 679 24 704 24 = -
1999 88 667 203 843] 4 845 767 4 258 515 -
2000 537 691 1508 075 11722 3043 7 967 230) == ]
2001 1186794 3679 972 11 558 7 692 14 325 478 43 743 60 557] 779
2002 981720 3077836 17 866 3742 5 957] 126 67 509| 92 097 1291
2003 1196 302] 4 132 749 20 313 3 947 6 145 250 67 099 93 055 1972
2004 1088755 3517 782 27 787 2 900 3 455 215 63 296 87 884 2 268
2005 1437 611 5167 111 30 348 5184 6 216 84 130 674 172 828| 2928
2006 2121215 6 257 203 72 706f 2579 3 144 68| 87 999 112 824, 11122
2007 2874 1121 9 355 799 50 533 4717 6 101 494 77 089 114 021 2403
2008 36623521 11769 730 68 780, 68 662] 132 559 2 069 231284 331 6464 2 626
2009 961135 2759 756 91 378; 50 738 69 7904 3 245 87 716 130 02 6 450
01.2009 277 718 738 536 75 969 15 801] 21 706 2 293] 21 033] 27 009 4 085

Source: Warsaw Stock Exchange, www.gpw.pl.
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A very interesting is an analysis of statistics of currency futures. Starting
from the appearance of currency futures on the regulated market in 1999 until
2007, they were the background for equity index futures and single stock fu-
tures. In 2008, there was a diametrical change — the trade volume of currency
futures grew almost 16 times.

An increase of interest of currency investors in derivative instruments dur-
ing the recession on the global financial markets resulted on the one hand from
possibilities of using derivative instruments in construction of security strategies
against exchange rate risk, on the other hand, however, it was a consequence of
a specific feature of such instruments — possibility to earn also on price falls for
underlying instruments. The trade volume of all derivatives quoted on the floor
of the Warsaw exchange increased, but statistics concerning currency derivative
instruments showed the highest dynamics. An increase in the number of open
interests preceding the period of a substantial consolidation of the Polish cur-
rency had a strong influence on the pricing of the interests in the second half of
2008, and as a consequence the level of the financial standing of enterprises
holding derivative instruments.

Fig. 1. Currency futures — trade volume (in thousands of interests).
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Source: Warsaw Stock Exchange, www.gpw.pl.

In 2008, there was an increase in the value of the market of currency deriva-
tive instruments based on both EUR and USD. The value of currency futures
trade for EUR increased in the period of 2007-2008 from 38.3M PLN to the
level of 2,071.3M PLN; for futures based on USD the value increased respec-
tively from 294.0M PLN to the level of 4,873.1M PLN. Practically all statistics
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of currency derivative instrument trade showed in the period of 2007-2008
a very high dynamics of growth.

An increase of interest in derivative instruments among investors resulted
from a specific construction of the instruments, which makes them very effec-
tive investment tools especially in the period of recession on the global financial
markets. Such instruments enable reaching positive growth rates, even in the
situation when prices for underlying instruments fall. A similar effect may be
obtained in case of stocks using short sales; yet, they are still hardly popular
among investors on the Warsaw Stock Exchange. It should be remembered,
however, that derivative instruments can be a source of significant profits, but
also of high losses, whose source can be insufficient protection against the ac-
companying market risk.

The market risk connected with derivative instruments:

it results from changes to the trade value, which depends on price changes of

the of the primary instrument,

it is increased by the leverage effect — small changes to exchange rates on

the spot market have a proportionally greater influence on the value of funds

on the account, which are security deposits,

it may lead to losses exceeding the value of the initial investment — losses

may be higher than the originally paid security deposit, which will lead to

the situation when the investor will be forced to supplement the initial de-
posit.

The risk connected with a given investment should be precisely specified, in
order that the investor should be prepared for a situation of a threat of financial
liquidity loss, occurring in the situation when the investor is unable to cover
losses. Players of financial markets have problems with identification and
measurement of risk; moreover, according to one theory (scientifically proved)
discovering of the risk and avoiding it is not managed by this part of our brain
that is responsible for thinking, but by the one that is connected with emotions'.
As a consequence, this means that in reality the investor’s actions whose pur-
pose is to limit the risk may have nothing to do with rational thinking.

' Cf. N.N. Taleb, Slepy traf. Rola przvpadku w sukcesie finansowym, GWP, Gdarisk 2006,
p.76.
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Fig. 2. Balance of fear-greed.
PROFITS

OBJECTIVE POINT

FEAR OF VIEW GREED
LOSSES CAUSED LOSSES
BY PANIC

Source: M. J. Pring, Psychologia inwestowania, Oficyna Ekonomiczna, Krakow 2006.

Finally, in the investment process it is very difficult to reach an objective
point of view, which would enable to gain such a level of rational decisions that
would lead to magnification of profits at the acceptable level of risk.

In the analysis process of the phenomenon of currency derivative instru-
ments, which occurred in the second half of 2008 one should ask a basic ques-
tion: what has made entrepreneurs contract currency options, which have led to
deepening of financial problems of entities performing under the economic re-
cession. The basic factor that caused that security strategies were used by enter-
prises to a limited extent was costs of securities. The financial institutions, using
tools of financial engineering, found a way to increase popularity of derivative
instruments — they proposed their clients zero-cost strategies whose general rule
was that purchasing of one instrument is financed by sale of another one, with
a reservation that prices of both instruments are identical.

At the very beginning, let us have a look at selected fragments of an an-
nouncement placed by one financial institution that presented its offer concern-
ing use by enterprises of derivative instruments in zero-cost sccurity strategies.

Offer: corridor — exporter

Are you an exporter? Do you want to secure yourself against the risk connected
with the range of currency exchange rates? The option structure Corridor is an
ideal solution for exporters ready to accept a small variability of the currency
exchange rate.

Advantages:

— prolection against the foreign exchange risk — the strategy Corridor will
provide you an ideal security against the range of currency exchange rates,
the so-called corridor, by means of closing the foreign exchange risk within
a range (the foreign exchange ,,not lower than..., but not higher than...”),
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= zero cosls — we guaranltee a zero-cost character of the strategy,

—  clear rules — you know at what minimal and maximal exchange rate your
incomes will be secured,

— two options — the option Put, bought by you, has a lower strike price than the
sold one, Call.

Profits for the company:

— money saving — buying Corridor, you do not bear any costs,

— time saving — you can make a transaction with a dealer by phone, and its
confirmation you will receive by email or fax,

— a greater security — thanks to closing the foreign exchange risk within the
range (,,not lower than..., but not higher than...”) — you protect better your
Company against the foreign exchange risk,

— a higher profit — the corridor gives you an opportunity for selling a foreign
currency at the low exchange rate of the strategy, if the market exchange
rate is lower than that level.

The general rule of using derivative instruments in security strategies is as
follows: possible losses on the spot market are compensated by profits gained
on the futures market.

The advantage of the proposed strategy corridor-exporter is security against
the foreign exchange risk in a specified range of foreign currency exchange
rates, and also limitation of such a security costs. In the above strategy the in-
vestor takes at the same time a long position in the put option at the strike price
X, (buying of the option) and a short position in the call option at the strike price
X, (selling of the option). The graph of the strategy is presented by figure 2.

Fig. 3. Option strategy — a long position in the put option and the short position in the
call option.
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Source: own study.
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In an analysis of the profitability level of security strategies, the following
designations have been taken:

e S(t) — a trade price of the underlying instrument,

X(1) — a strike price of the put option,
X(2) — a strike price of the call option,
pr(p) — a put option premium,
pr(c) — a call option premium.

Assuming equal values of option premiums occurring in the range of for-
eign currency exchange rates (X(1);X(2)), the analysed strategy does not bring
any costs or profits, whereas it protects an exporter against an excessive con-
solidation of the currency in a situation when the market exchange rate at the
moment of the option settlement is lower than the strike rate of the put option
(S(t) < X(1)). At the same time the strategy has assumed that possible losses
resulting from the option scttlement at the settlement rate higher than the strike
rate of the put option (S(t) > X(2)), will be covered by profits gencrated on the
spot market.

Table 3. Analysis of symmetrical strategy value.

range of stock income from long income from short R Yy
prices position in put option | position in call option
SO<X(1) | X(1) - pr(p) - SV pric) o i
X(1) <S(1) < X(2) - pr(p) pr(c) pr(c) — pr(p)
S() >X(2) ~ pr(p) X@) + prc) - S | @ f‘;fr‘(‘;})“ )

Source: own study.

The situation seemed to be very favourable for the investor, especially in
the situation of the systematic consolidation of the Polish currency. In case of
many enterprises there was, unfortunately, a temptation to gain above-average
profits at the parallel limitation of invested resources. A balance in the decision-
-taking process, where an objective point of view is reached, was shaken. The
risk occurring in case of the described security strategy consisted in the fact that
in a situation when the market exchange rate on the date of the option imple-
mentation is above the exchange rate X(2) — the bank will implement the bought
call option and the other party to the transaction will be obliged to pay the set-
tlement amount resulting from the product of the option amount and the differ-
ence between the exchange rate X(2) and the market exchange rate.



76 Tomasz Spiewak

Fig. 4. Asymmetric option strategy — long position (one put option) and short position
(2 call options).

Source: own study.

Investors began to implement investment strategies consisting in taking un-
balanced positions — the quantity of the sold call options exceeded the quantity
of the bought put options. In such a situation the investor gained profit also in
the range (X(1);X(2)); yet, the risk of suffering losses in case of an increase of
a foreign currency exchange rate was much higher. A graph of the strategy con-
sisting in buying of one put option at the parallel sale of two call options has
been presented in figure 5. An analysis of the amount of the total income of the
asymmetric stratcgy depending on the value of the underlying instrument will
be presented in table 4.

Table 4. Analysis of asymmetric strategy value.

£ stosks income from long income from short
FANEEIOL Stoc position in put position in call option total income
BAICES option (1 interest) (2 interests)

S(H<X(1) [ X(1)—pr(p) - S(t) 2*Pr(c) i L_zg‘r;f()c_) e
X(1)y<S

o ~pr(p) 2+Pr(c) 2*pr(©)  pr(p)

*

S(1) >X(2) - pr(p) 2 (X(@) +prie) - S0) | 2 (S’(‘t‘)f)_*pf_’(’;;”

Source: own study.

The underlying instrument of derivative instruments constituting the con-
struction basis of the above strategies was the exchange rate of the following
couples of currencies: USD/PLN and EUR/PLN. Representatives of financial
institutions offering derivatives constructed in such a way presented shaping
forecasts of exchange rates for those currencies in the future, indicating a fur-
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ther consolidation of the Polish currency. Some excmplary forecasts of ex-
change rates for the currencies, published by sclected financial institutions at the
beginning of 2008, have been presented below. Practically, all the forecasts en-
visage a further consolidation or at least lack of a visible trend indicating
a strong impairment of the Polish currency in relation to the most important for-
eign currencies — EUR, USD, and CHF. The forecasts formulated like that con-
stituted an important premise for investors, which were taken into account while
constructing investment and security strategies.

Table 5. Forecasts of exchange rates of foreign currencies in 2008 (as of 02 Feb. 2008).

{lype B beginning I end of i end of end of De-
of February March June cember

| EUR | 3.59 A Y TR R

[ usD | 2.42 e oy S g N ok

[ CHF | 2.24 i | TR (T

Source: www.gazetaprawna.pl, 02 Feb. 2008, (prepared based on forecasts by BZ WBK, Deutsche
Bank, JP Morgan, Raiffeisen, PKO BP).

In justifications of their forecasts, the financial institution included the fol-
lowing to the factors that can potentially aftect consolidation of the Polish cur-
rency: decisions taken concerning interest rates in Poland, decisions taken by the
European Central Bank, influx of funds from emigrants, reform plans of finances,
and plans of fast accession to the EURO zone. Whereas, the following phenom-
cna affecting impairment of the currency were listed: a slowdown in the economy
in Poland and all Europe, and an increase in deficit of current turnovers.

Table 6. Forecast of foreign currency exchange rates (22 Aug. 2008) made by Fortis Bank.

EUR/PLN USD/PLN CHF/PLN
Sep. ‘08 3.38 2.28 2.10
Oct. ‘08 3.36 230 2.09
Nov. ‘08 3.36 283 2.09
Dec. ‘08 833 2.36 2.08
Jan. ‘09 335 238 2.09
Feb. ‘09 233430 2.39 2.08
Mar. 09 2212 241 2.08
Apr. ‘09 3.30 2.41 2.07
May ‘09 3.30 243 2.07
June ‘09 3.28 243 2.06
July ‘09 3.28 2.46 2.06

\ttp://rcin.org.pl
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EUR/PLN USD/PLN CHF/PLN
Aug. ‘09 3.28 2.49 2.06
Sep. ‘09 3.30 2.54 2.08

Source: L. Kraskowski, Analiza: przedsigbiorcéw wprowadzono w bigd, Dziennik, No. 41(862) /
2009, p. 4.

In the meantime, it turned out that in the second half of 2008 the Polish cur-
rency was much impaired in relation to the currencies that were the construction
basis of the offered strategies. The graph by the National Bank of Poland (NBP)
presenting shaping of exchange rates: USD/PLN and EUR/PLN has been pre-
sented below.

Fig. 5. Average exchange rates of EUR and USD by the National Bank of Poland.
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The impairment of the Polish currency was sudden and very strong. During
only half a year the average exchange rate of EUR by NBP grew by 53% from
the rate of 3.2026 PLN/EUR (as of 31 July 2008) to the rate of 4.8999
PLN/EUR (as of 18 Feb. 2009). The change to the average exchange rate of
USD was even greater; an increase by 77.63% from the rate of 2.1340
PLN/USD (as of 23 Apr. 2008) to the rate of 3.7906 PLN/USD (as of 04 Mar.
2009). Such a strong impairment of the Polish currency meant enormous prob-
lems for the Polish financial institutions and investors that at that time held open
interests whose basis were derivative instruments.

In its communiqué the Polish Financial Supervisory Authority (PFSA) in-
formed that a negative pricing due to involvement of enterprises into currency
options reached ca. 9 billion zlotys (ca. 52%) as of 13 February 2009°,

A negative pricing of the remaining currency derivative instruments:

— forward transactions — ca. 7 billion zlotys (ca. 38%),

— swaps, including CIRSs (Cross Currency Interest Rate Swaps) — ca. 2 billion
zlotys (ca. 10%).

The euro currency constituted the underlying instrument for trades consti-
tuting ca. 77% of the negative pricing, ca. 14% of such a pricing befell to the
US dollar. According to the report by the PFSA, the negative pricing of a trade
should not be identified with losses of companies: 80-85% of the enterprises
that contracted trade of derivative instruments should not have suffered any
losses due to such trade, because of the character of such transactions, which
secure incomes from export’.

[t results from an analysis carried out by the Office of the Polish Financial
Supervisory Authority (OPFSA), based on the information obtained from banks
in the form of supervision that:

— an unfavourable negative pricing of derivative trade may be materialized as
a loss in the general result of a given enterprise, if such trades were of specu-
lative character or they reduced incomes from export by this enterprise,

— the share of clients contracting speculative trades does not exceed 10%,

— costs borne by the banking sector due to involvement into derivative trades
do not threaten solvency of banks; banks created reserves and made updating
corrections due to derivative trades at the total amount of 1.34 billion zlotys
(at the end of 2008).

? Cf. Podstawowe wnioski z analizy zaangazowania przedsigbiorstw w walutowe in-
strumenty pochodne, The Communiqué of the Polish Financial Supervisory Authority of
11 Mar. 2009.
} Cf. Podstawowe wnioski z analizy zaangazowania przedsighiorstw w walutowe in-
strumenty pochodne, The Communiqué of the Polish Financial Supervisory Authority of
11 Mar. 2009.
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The influence of the present expositions due to currency derivative trades
on results of banks may take place by means of*:
— non-fulfilment of an obligation by enterprises due to settlement of derivative
trades,
— non-fulfilment of other credit obligations by clients whose financial standing
deteriorated as the result of negative effects of speculative derivative trades.
Banks operating on the Polish market did not issue options by themselves,
but had an identical exposition as the company, with the rescrvation that one
party was one of London market makers. Banks not having their own portfolio
secured contracts of enterprises according to the back-to-back rule — the maker
called the Polish bank to pay the security, and the latter in turn called the Polish
exporter’. In the situation when the entrepreneur was unable to pay back his ob-
ligations to the bank, the latter was forced to pay the security out of its own re-
sources.

Table 7. Losses of listed banks due to currency options.

Value of reserves in the fourth Value of reserves in the
Bank quarter of 2008 for currency trades first quarter of 2009
with corporate clients (in PLN) (in PLN) Forecast
Pekao 30M oM
Bank Handlowy 114M 5TM
ING Bank Slaski 235M 140M
Fortis Bank Polska 217M no forecasts
Kredyt Bank 19M 30M
Millenium Bank 152M 80M
Bank BPH 1IM 6M
BRE Bank 84M 70M
PKO BP 30M OM
Bank Zachodni WBK 8§1M 30M

Source: J. Iskra, Analitycy: opcje juz nie takie grozne, Gazeta Prawna, No. 89/2009, p. A9.

Trades with currency options between enterprises and banks were the
source of losses in the companies that had entered the currency option struc-
tures. Their purpose was to secure against the exchange rate risk of open cur-
rency interests. Enterprises that exported or had domestic contracts expressed in
foreign currencies contracted options because the zloty consolidated systemati-
cally and many analyses proved that the trend would last. In order to limit costs

* Cf. Komunikat KNF z dnia 17 grudnia 2008 r. w sprawie wplywu walutowych instru-
mentow pochodnych na banki i spotki publiczne, The Communiqué of the Polish Finan-
cial Supervisory Authority of 17 Dec. 2008.

5 Cf. Mielus P., Nie takie opcje straszne, jak je malujg, Rzeczpospolita,
www.rp.pl/artykul/247925.
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of security strategies companies decided to contract strategies whose example is

the contract ,.exporter-corridor” earlier described. The process of strong im-

pairment of the Polish currency in the second half of 2008 led to substantial fi-

nancial losses that deteriorated the financial standing of many enterprises.

The losses, which the Polish enterprises having open security strategies
started to have, resulted from the following factors:

— dominance of speculative trades over security ones — options were issued to
a much greater value than the secured trades — the differences were even 8:1
— the enterprises contracted options with many financial institutions at the
same time,

— investors, tempted by derivative instrument dealers, took the zero-cost strat-
egy not having an open interest on the spot market — this meant no safety
buffer in case of impairment of the Polish currency (in such a case losses on
the futures market would have been compensated by losses on the spot mar-
ket).

— the entreprencur was eager to have the value of the implementation price
X(2) (see fig. 5) as high as possible, which meant that in order to maintain
the zero-cost character of the strategy, the entrepreneur had to take the short
position in the call option in a greater number of options (in other words he
had to sell more of them); this meant that in case of an unfavourable change
to the price of the underlying instrument the losses were much higher,

— the enterprises had in their contracts a clause that they were obliged to pay
security for future obligations (collateralization) — in course of impairment
of the Polish currency investors were called by financial institutions to in-
crease values of paid security deposits, despite the fact that the option matur-
ity period was very long — banks feared that the companies having options
issued in several banks could bankrupt and would be unable to settle their
obligations.

Losses of the enterprises were a consequence of a change to value pricing of
currency options within the security strategies and resulted, e.g. from a change
to exchange rate differences that affected the internal and external value of in-
struments. As the result of changes occurring on the currency spot market the
time value of the strategies changed — the negative pricing of contracts in-
creased. For example, the market volatility of contracts changed. At the begin-
ning of September (before the fall of the US investment bank Lehman Broth-
ers), for the exchange rate of EUR/PLN the volatility was quoted at the level of
6-7%, for the option of USD/PLN — 12-13% — two months later twice more was
demanded for yearly options, and even four times more for monthly options®.

® Cf. Mielus P., Nie takie opcje straszne, jak je malujq, Rzeczpospolita,
www.rp.pl/artykul/247925.
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A change to parameters affecting pricing of option contracts caused a mean-
ingful reduction of their value, which as a consequence led to high nominal
losses of Polish enterprises, which had opened security interests in an irrespon-
sible way.

Examples of enterprises whose financial standing deteriorated much as the
result of a change to the value of the held derivative instruments.

Fabryka Elektrofiltrow ELWO S.A. in Bankruptcy

On 26 February 2009 Fabryka Elektrofiltrow Elwo S.A. received from the Dis-
trict Court Katowice-Wschod in Katowice, 10th Business Division a decision
declaring its bankruptcy, including liquidation of its property.

The manufacturer of electrofilters had contracted options with four banks. It has
to settle €48.7M with the bank Millenium, €46.1M with Fortis, €28.6M with
Pekao S.A., and €25,6M with ING Bank Slaski.

CIECH S.A.

The current report No. 68/2008, the date of the report publication: 07 Nov. 2008.
The change to the financial forecast for the Group CIECH S.A. for 2008:

— the forecast net result: 225M PLN,

— the actual forecast of the net result: 88M PLN.

One of the main reasons for lowering of the forecast was, e.g. the negative pric-
ing of trades with use of derivative instruments.

CERSANIT S.A.

The current report No. 2/2009, the date of publication: 27 Jan. 2009.

The result from the futures trades settled in 2008: — 11,700,285.61 PLN.
The total pricing of futures trades as of 31 Dec. 2008: — 52,948,418.03 PLN.

KROSNO S.A.

The current report No. 12/2009, the date of publication: 30 Jan. 2009.

The result from the futures trades settled in 2008: + 1,330,730.26 PLN.

The total pricing of futures trades as of 31 Dec. 2008: — 37,826,992.47 PLN.

A motion to start bankruptcy proceedings with possibility to negotiate an
agreement.

FOTA S.A.

The current report No.14/2009, the date of publication: 03 June 2009.

The result from the currency options settled in May 2009: — 1,253,916.88 PLN.
The total pricing of futures trades as of 29 May 2009: — 10,175,708.85 PLN.

PKM DUDA S.A.

The current report No. 26/2009, the date of publication: 18 Mar. 2009.

The contents of the report: The Board of PKM DUDA S.A. informs that on
17 March 2009 they received from Kredyt Bank S.A. with the scat in Warsaw
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a notice of closing 17 trades, including option trades. The total amount of clos-
ing, indicated by Kredyt Bank S.A. in the notice, was 27,566,400.00 zt.

The date of the closing amount payment is on 18 March 2009.

The current report No. 27/2009, the date of publication: 24 Mar. 2009.

Subject: PKM DUDA S.A. — starting of corrective proceedings.

ZAKLADY MAGNETYZOWE ROPCZYCE S.A.

The current report No. 44/2008, the date of publication: 27 Nov. 2008.

An earlier conclusion and settling of currency option trades on the couple
EUR/PLN, calling for payment of 19,505,569.52 PLN.

The current report No. 47/2008, the date of publication: 06 Dec. 2008.

On 5 December 2008 an agreement was concluded with the Bank Millennium
S.A. The parties agreed that the Company would pay to the Bank due to the
above the amount of 12M zl, out of which the amount of 0.7M zt had already
been paid, and the remaining amount would be paid in the period of 5 years in
equal monthly instalments, with a grace of one year.

GRUPA KAPITALOWA GRUPY LOTOS S.A.

Comments of the Board of Lotos Group to the results for the 4th quarter of 2008.
The balance of the financial operation in the analysed period of 2008 was nega-
tive and amounted to —451.5M zl, against the positive balance in the fourth
quarter of 2007 amounting to 164.0M zl. The high negative balance in the
fourth quarter of 2008 was primarily connected with negative exchange rate dif-
ferences from overpricing of credit at the level of —348.7M zl, and with pricing
and settlement of trades securing the market risk in the amount of —135.5M zt.

In casc of many enterprises there was no proper protection against trades
that did not correspond to their business profile. Financial institution could not
have offered strategies too risky for clients, if the EU Markets in Financial In-
struments Directive (MiFID) had been implemented into the Polish legislation,
unless a company had obtained a professional status. Contracts signed between
banks, enterprises were concluded in a voluntary way, and it is hard to dent
them from the point of law in light of the regulations that arc in force in Poland.

Table 8. Influence of open interests of derivative instruments on the market value of
selected enterprises (rate of return after session on 02 Feb. 2009).

C Date of Contents Change to exchange rate
SIgany communiqué of communiqué from publication date

L lowering of forecast .

Z
Ciech 07 Nov. 2008 for profit for 2008 —41%
Odlewnie 16 Jan. 2009 motion for bankruptcy -53%
Cersanit 77 Juh, 2009 || - oS MolSiridhge ~10%

options
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C Date of Contents Change to exchange rite
ompany e - . 7
communiqué of communiqué from publication daie
initial results for the s
BRE Bank 20 Jan. 2009 Rl oF ik -23%
Krosno 30 Jan. 2009 | motion for bankruptcy -21%

Source: www.money.pl/gielda/raporty (03 Feb. 2009).

The development of the derivative instrument market has been a conse-
quence of the proceeding globalization process of the world financial market,
which increases much the performance risk of enterprises. Knowledge of cpera-
tion rules of derivative rights should contribute to enhancement of secunty in
performance of enterprises, whereas lack of basic information on derivatives
may cause losses that are a consequence of erroneous decisions concerning con-
struction of security strategies.

The development of the derivative instrument market cannot be stopped;
however, one may and should use opportunities coming from that development
that affects the player of the financial market both in the micro scale — by means
of reduction of the individual risk, and macro — by means of reduction of the
operation risk of all the financial system.

A way to implement such targets would be implementation of the following
actions’:

— reinforcement of corporate control — risk limitation for operation of enter-
prises by means of security trades of the denomination corresponding to, e.g.
incomes from export,

— appointment of competent persons responsible for construction and realiza-
tion of security strategies in the enterprise; use of analyses of unfavourable
scenarios of currency exchange rate risk (stress tests) was insufficient both in
banks and in enterprises,

— improvement by financial institutions of the pricing process of credit risk;
methods applied by banks concerning collection and verification of informa-
tion in relation to criteria considered at acceptance of exposition limits — the
natural exposition and level of involvement into derivative trades in other
banks are not fully effective,

— for limitation of the operational risk and ensuring indispensable protection of
clients’ interests it is necessary to conclude the transposition process of the
MIFID directive (Markets in Financial Instrument Directive) to the Polish
legislation; banks have mostly applied the standard documentation.

7 Cf. Komunikat KNF z dnia 17 grudnia 2008 r. w sprawie wptywu walutowych instru-
mentow pochodnych na banki i spotki publiczne, The Communiqué of the Polish Finan-
cial Supervisory Authority of 17 Dec. 2008.



FOREIGN CURRENCY OPTIONS — INSTRUMENTS... 85

People managing risk in Polish enterprises must be aware that the derivative
instruments are not an exotic financial instrument, used only by speculators on
the stock exchange, but they should be one of the foundations of the policy aim-
ing at protecting the company against the risk of economic performance. Times
when 1n reality there was no need to form the exchange rate risk or interest rate
risk have passed irretrievably with development of the global financial markets.
The proceeding globalization of the world economy is a sufficient condition for
breaking through barriers for development of the Polish market of derivative
instruments. Thus, some actions should be undertaken that could help to break
through educational barriers of proper use of derivative instruments in construc-
tion of security strategies by Polish enterprises.
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Streszczenie

OPCJE WALUTOWE - INSTRUMENTY ZARZADZANIA
RYZYKIEM W CZASACH KRYZYSU. SZANSE | ZAGROZENIA

Celem artykutu jest przedstawienie podstawowych szans i zagrozen, jakie niesie ze
sobg konstrukcja strategii zabezpieczajacych, ktorych podstawa sg instrumenty pochodne.
W opracowaniu szczegélny nacisk potozony zostal na opcje walutowe, stanowigcych
w ciggu ostatnich miesigcy przedmiot analiz wielu instytucji oraz podmiotéw gospodar-
czych, ktore poniosty dotkliwe straty na skutek nieodpowiedzialnego wykorzystania tych
instrumentéw w operacjach zabezpieczajacych oraz spekulacyjnych. Rozwdj rynku in-
strumentow pochodnych byt i jest konsekwencja postepujacego procesu globalizacji $wia-
towego rynku finansowego, ktory znacznie zwigksza ryzyko funkcjonowania przedsie-
biorstw. Znajomos¢ zasad dziatania praw pochodnych powinna przyczyni¢ si¢ do zwigk-
szenia bezpieczenstwa funkcjonowania przedsiebiorstw, za$ brak podstawowych informa-
cji na temat derywatow moze spowodowac powstanie strat, bedacych nastgpstwem bled-
nych decyzji w zakresie konstrukcji strategii zabezpieczajacych.



TAX COMPETITION WITHIN THE EUROPEAN UNION
AS AN OPPORTUNITY OF REGIONAL DEVELOPMENT
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Introduction

In economy, there are two concepts of growth and development, which can
concern regional economy. Economic growth is related to the growth of product
per capita; economic development is a wider concept and means the increase in
different aspects of levels of social and economic lifc; some of them are impos-
sible to measure. Growth should be noticed as a quantitative change; develop-
ment includes both quantitative and qualitative changes, which can be consid-
ered in process and target approach. The changes lead a region through a stage
process — from the lower level to a higher level of development. Taking into
consideration the fact that there are mutual relations between growth and devel-
opment, it should be assumed that the growth is the basic condition for eco-
nomic development to occur, whose results form a level and living conditions of
the region inhabitants.

In developing countries in which the value of financial capital is relatively
low, additional expenditure of financial capital brings higher cffect in the form
of product growth per capita than the same expenditure in developed countries.
Thus, less developed countries should import financial capital, which will en-
able their quicker development and approach to the level of incomes in highly
developed countries. In this context, acquisition of foreign financial capital in
the form of competitive tax rates for foreign investors becomes important.

Tax is a public, gratuitous, compulsory, non-refundable pecuniary perform-
ance to the benefit of the Treasury. Taxes collected to the bencfit of public law
entities play an important role in economies of countrics. The most important one
is undoubtedly its fiscal function. Existing differences of political systems and
economic concepts have never climinated the fiscal function of tax'. Taxes have
remained the main source of public income. The differences between them are in

' J. Gluchowski, Polskie prawo podatkowe. Wydawnictwo Prawnicze ,LexisNexis”,
Warszawa, 2004.
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the value of rates and mutual proportions between their different types. In the
model of market economy there is a prevailing opinion — a good tax is a low tax.

Taxes have caused a lot of controversy because of their nature since the
very beginning. They were an indispensable pillar in functioning of each state,
on the other hand, a pecuniary obligation for citizens obliged to pay them. Such
an attitude provoked more and more sophisticated methods to avoid existing tax
obligations. Every tax regulation system contains smaller or bigger loopholes,
which have always been a subject of research and analysis by those who spe-
cialize in optimisation of fiscal obligations. It should be noticed that behaviour
aiming at limitation of tax obligation might be of different character, i.e. legal
and illegal behaviour towards the taxation system.

Tax competition is a phenomenon associated directly with globalisation
processes, particularly with the growth of international mobility of capital. Lib-
eralisation of capital flow and decrease of transaction costs made investors, such
as companies and private individuals, search for attractive deposits not only in
their own countries but also abroad. To increase home investments governments
try to make them as attractive as possible in entrepreneurs’ opinion; it can be
achieved, among others, by lowering taxes’.

The notion of tax competition

Development of contemporary economies and globalisation trends cause
that competing between enterprises, regions, countries can be done based on
numerous features of market offer, such as price, quality, facilities, taxes. Com-
petition is a process in which market entities compete in making market transac-
tions by proposing more profitable market offer to accomplish their goals.

There are two basic trends in theory of economics explaining international tax
competition’. According to one of them tax competition is a positive phcnomenon
and resembles perfect competition between companies. The final result of its pres-
ence is levelling of taxes on the sociably effective stage, and a favourable factor is
taxpayers’ migration, searching for the best relation of the received public goods to
the paid taxes. The other trend evaluates tax competition as a highly undesirable
phenomenon leading to decline of tax obligations below the social optimum, and
which in effect, entails a too small supply of public goods by the state. In the open
economy, every tax rise causes tax drainage to countries where taxes can be much

? K. Burak, Konkurencja podatkowa. Kancelaria Sejmu, Biuro Studiow i Ekspertyz,
Wydzial Studiéow Budzetowych. Information No. 1152, published on the website
http://biurose.sejm.gov.pl.

3 L. Ziokek, Migdzynarodowe planowanie podatkowe, Difin, Warszawa 2007.
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lower®. On the other hand, contrary to the closed economy, lowering of taxes will
result in much lower decrease of budget income as they will attract home foreign
capital. Such an analysis can be made with reference to each state respectively.
Thus, it can be assumed that all countries will tend to lower tax rates. However, if
they all do it, the profits resulting from such an action will disappear. Capital will
not flow into the country with lowered taxes if the lowering occurs in other states.
That is the idea of tax competition.

The idea of tax competition may concern relatively various phenomena.
Firstly, a phenomenon of lowering income tax in order to make a country more
attractive as a place of economic performance is in question. Its purpose is to
cause actual and physical relocation of economic performance. A different as-
pect of the phenomenon is competition of tax regulations. Competition of taxes
means expanding own tax basis at other countries’ expense, such as existence of
‘tax paradises’. Competition through taxes aims at attracting foreign invest-
ments. In such a case, not only the effect of expanding the base counts, but also
other consequences of investment inflow, i.e. an increase of jobs or regional
development, etc. The tax policy tools are much the same in both cases and con-
sist in lowering tax rates in comparison to the neighbours or business partners.
The tax competition understood in this way evokes most emotions in econo-
mists’ discussions and opinions of international organizations because it is ex-
pressed in influence of tax rates on investment decisions.

Countries compete about the place where taxes should be levied on company
profits, i.c. mainly about corporate income tax. An effective and verified method
of tax optimisation is lowering of nominal tax rates. It is of particular importance
in free capital flow. In theory, lowering of tax rates does not have to causc de-
crease of budget revenue. Through a longer time period, due to the inflow of in-
vestors, the tax basis that is the value of taxes collected and levied on resources
and derivative results — possessions, salaries, growth of value — will grow in coun-
tries or regions where they function. The final result of tax competition will be
levelling of taxes on the socially effective level. This will help to even dispropor-
tions and differences in social and economic development.

Tax competition in the European Union

The right variables allowing analyzing the tax competition are corporate in-
come tax rates and capital income tax rates. The CIT rate, corporate income tax,
paid mainly by companies varies throughout Europe.

According to an analysis of changes in CIT, which occurred between coun-
tries for 20 years before the accession to the European Union, there was a de-

* K. Wach, Systemy podatkowe krajow UE, Oficyna Ekonomiczna, Krakow 2005.
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crease in nominal CIT rates in all OECD countries except Spain between 1982
and 2003. The arithmetical mean of the rate decrease showed a greater fall than
the weighted mean, which signities that a bigger cut was made by small countries.
In most countries lowering of the nominal rates was accompanied by cancelling
of tax benefits and reliefs, which resulted in expanding of the base. The share of
CIT incomes in total tax incomes has maintained unchanged in the last years; still,
the analysis of the data within a longer period shows a declining trend”.

In 2004 the European Union enlarged by new countries of Central and East-
ern Europe where the average GDP per capita was much lower than the EU av-
erage. In the late 1990s the difference in rates between countries of the ,,0ld”
and ,,new” European Union did not grow in general; it peaked between 2003
and 2004 growing from approximately 7 per cent to over 15. Before the EU
enlargement in most new countries there were tax reforms, making, in particu-
lar, these countries more attractive as far as CIT is concerned. From the point of
view of new countries the changes were a tool preventing capital outflow to
more stable economics of Western Europe; for the old EU states it was tax
dumping, an element of unfair competition

CIT rates before the accession are shown in table 1.

Table 1. CIT rates in member rates and accessing and candidate states in 2003 (in %).

Member states Rate | Candidate states Rate
Austria 34 Bulgaria 15 +10 (local rate)
Belgium 30 Cyprus 25
Denmark 30 Czech Republic 31
Finland 29 Estonia 26
France 33 Latvia 22
Greece 35 Lithuania IS
Spain 35 Malta 35
The Netherlands 34 Poland 27 (2004 — 19%)
Ireland 10 Romania 25
Luxemburg 22 Slovakia 25
Germany 25 Slovema 25
Portugal 30 Turkey 30
Sweden 28 Hungary 18
United Kingdom 30
ltaly 34
Average rate 29,32 Average rate 244

Source: Own study based on data from the European Taxation Database published by the Interna-
tional Bureau of Fiscal Documentation.

’ M. P. Devereux, R. Griffith, A. Klemm, Corporate Income Tax Reforms and International
Tax Competition. Economic Policy 36/2004.
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In most newly accepted countries the tax rates were at the level lower than
the EU average, which entailed some old EU members’ anxiety. The problem
was especially pronounced by ministers of Germany and France, as these coun-
tries used to be given transfers now directed to the new EU member countries.
They felt wronged not being able to adjust their own taxpayers’ charges. Quite
a different picture shows the average tax charge of capital income measuring the
tax charge of the tax basis, which is capital revenue. The rate tended to grow not
so long ago in old EU members; only for the last few years it has tended to de-
crcase. These two factors can explain why now the tax competition of new
member countrics is found as especially strong”.

In international relations, since the late 1990s there has been the highest de-
crease in Europe, where a tax war is being discussed. For the last years after the
accession, the rates have fallen in Romania, the Czech Republic, Turkey, and
also in France, The Netherlands, and Switzerland. The biggest CIT fall by 9 per
cent (from 34 % to 25%) has been noted in Austria. The lowest rate — apart
from Ireland — up to 10 per cent has been reached in Bulgaria. Germany is plan-
ning the decrease. England, Italy, Sweden, Belgium and Luxemburg have not
participated in this rate ’bidding’ yet. The average CIT rate in the European Un-
ion is 23.5 per cent and is much lower than in Japan or the USA, where it esti-
mates around 40 per cent’. The dropping trend is quite distinct, however, there
are big differences between member countries — from 35 per cent in Malta,
34 per cent in France and Belgium to 10 per cent in Bulgaria and Cyprus. In
Poland the CIT rate is 19 per cent. The tax charge lowers when we move to-
wards the cast of the European Union®. The data support the thesis that Central
and Western European countries tend to use tax tools to create their own image
of states promoting economic performance and labour by gentle fiscal systems,
especially in comparison with countries of the old EU.

The Polish CIT rate has not changed in the last years. We lowered it earlier,
similarly to Hungary, Slovakia, and the Baltic States. One can even say that
lowering taxes is a key signature of countries in our region of Europe. It was
they who evoked the tax war, in other words — the fashion to lower CIT. Ac-

® Structures of the taxation systems in the European Union 2007. Office for Official
Publications of the European Communities 2008, www.finfacts.ie.

" Paying Taxes 2009. Global Picture, The Word Bank and Pricewaterhouse Coopers 2008.
* It results from a report by the European Commission, covering the data up to 2007 that
the taxing level in the EU is on average 39.8% of GDP, whereas in the euro zone -
40.4%. Poland belongs to countries with a relatively lower level of charges: in 2007 all
collected taxes amounted to 34.8% of GDP. Yet the record is held by Romania, Slova-
kia, and Lithuania (below 30%). The highest level of taxes is in Denmark and Sweden
(over 48%), and it is also high in France, Italy, Belgium and Austria.; Index of Eco-
nomic Freedom, The Heritage Foundation and ,Wall Street Journal”, httpm;/
www_ heritage.org.aspx.
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cording to international analyses, the average CIT rates fell last year by 3.2 per
cent in OECD countries and by 2.5 in the EU. Thus, the average CIT rate in
OECD countries dropped from 29.32% in 2003 to 26.49% in 2008; in the EU
countries from 24.4% to 23.5%".

Comparing tax rates themselves will not tell us much how the tax charge
looks like in particular countries. Firstly, a tax rate itself is of smaller value. It is
the way of levying taxes that also counts. In practice it means a catalogue of
expenses that are not treated as costs of revenue. What counts is the system of
paying a tax that influences tax charges or at least their spread in time. It is im-
portant whether a taxpayer pays it today or the tax is spread in time. We should
also add cost-derived factors, such as tax service, administrative costs, accoun-
tancy costs, etc. Thus, when we analyze actual tax rate in Poland, we can notice
it is several points higher than the official one.

Activities within the EU are closely related to the Community primary legis-
lation (treaties) and the Community secondary legislation. Direct taxes have re-
mained a subject of autonomic policy of member countries so far. The related
powers have not been delegated to the Community level under any of the treaties.
Thus, any common decision should be taken unanimously not in majority voting.
However, it does not mean that the member countries are completely free in mak-
ing their own fiscal decisions. They are limited with regulations ruling the single
market, among others with the principle of capital free tflow, the principle of non-
discrimination and also limitations in admissibility of public aid application. It has
been decided that common policies on direct taxes will be taken voluntarily. As
a result, the European Council has passed a code of conduct concerning CIT. The
code rulings are against harmful tax competition. ’Harmful’ is a notion relating in
this context to tax policy preferring certain groups of companies at others’ ex-
pense. It is a similar approach to the OECD solutions in which the so-called ‘ring
fencing’ — selective preference of certain entity groups through tax system — has
been recognized as a criterion of ‘harmfulness’ in tax competition. High, extreme
rates of direct taxes have been also recognized as the most harmful; they encour-
age people with high earnings to escape from paying taxes to countries with lower
tax rates. The collapse of bilateral agreements on avoiding double taxation in cer-
tain transactions, which leads to maintain trade barriers inside the Community
market, has also been trcated as the most harmful. At present, countries complain-
ing the most about tax competition cannot count on making the rest of the EU
members increase taxes. It could be noticed during the debates on CIT rates of the
EU ministers of finance'’

* Paying Taxes 2009.Global Picture, The Word Bank and Pricewaterhouse Coopers 2008.

' M. Kluzek, Wplvw opodatkowania na inwestycje w warunkach rosngcej konkurencji
podatkowej. Materialy konferencyjne, Katedra Finanséw Przedsigbiorstw, Wydzial Za-
rzgdzania, Akademia Ekonomiczna w Poznaniu, 2006.
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Tax competition and its influence on international economy

Competition promotes tax lowering, which otherwise would be calculated at
a higher level because of political reasons by too much expanded country. The
necessity of lowering taxes in this case puts discipline and tests the efficiency
and cffectiveness of administration paid out of taxes. Only effective state can
afford to resign from tax revenues without worsening the level of supplied pub-
lic services.

The recent theories show that tax competition docs not lead to fall of tax
rates but is surcly beneficial. First of all, the character of competition between
countries draws attention. The traditional analysis presumes a model of price
competition, whereas for big countries monopolist competition with crucial
share of transaction costs scems closer to reality. Big countries located in the
middle of the integration arca are presumed not to compete for capital with
profitability ratios. On the contrary, they try to gain superiority in conditions
offered to prospective investors. Keeping the superiority demands financing
from taxes, in return it gives a tax advantage because of developed and central-
ized infrastructure. In result, states can introduce higher taxes without the threat
of capital out-flow or drop of the existing level of welfare.

Differences in recognizing harmfulness of tax competition between coun-
tries were determined by taxation structure existing before the market liberalisa-
tion and the type of taxes that undergo adaptation. The competition is seen as
harmful in countries with relatively higher PIT rates than CIT rates. The expla-
nation for the phenomenon is as follows: With the adaptation of consumption
taxes in the European Union, the adaptation should concern the proportion of
taxes on income from work to taxes on capital. In practice, it is not possible to
lower CIT without substantial increase of the tax on income from work. The
latter demands low flexibility of tax on income from work and is socially un-
popular. As the result, taxes drop mainly in countries with relatively high taxa-
tion on income capital. It means that in countries with high taxation on income
from work the international tax competition does not lead to significant im-
provement of public welfare''.

Tax competition is a positive phenomenon as it provokes increase in cffec-
tiveness and more successful offers. Countries that want to attract investors are
interested in the lowest income tax rates. The phenomenon of tax competition
will grow; all attempts to stop it are useless at the start. Every country will want
to be more and more attractive; lowering of rates is one of the elements of this
attractiveness. Tax rates reflect a country’s interest in foreign investors.

"' J. Kudla, Migdzynarodowa konkurencja podatkowa w zakresie opodatkowania przed-
sigbiorstw — przypadek akcesji do Unii Europejskiej. Materials published on the web-
side www.ekonom.univ.gda.pl.
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Poland should compare with countries with which it competes in attracting
investments, such as the Czech Republic, Hungary, Slovakia, and even Ukraine,
Romania or Bulgaria. Against their background we do not look so attractive.
Within this group, Estonia and Slovenia have higher taxes; Slovakia and the
Czech Republic have comparable ones; Hungary and Bulgaria — lower taxes. In
the group of developing countries, where the tax rate is important in the compe-
tition of attracting foreign capital, Poland is not a leader; we are on the middle
position of the ranking.

Table 2. PIT and CIT rates in countries of Central and Eastern Europe in 2009.

Country Lowest PIT rate (%) CIT rate (%)
Bulgaria 10 10
Czech Republic 15 20
Estonia 20 21
Latvia 23 15
Lithuania 15 20
Poland 18 19
Romania 16 16
Slovakia 19 19
Slovenia 16 21
Hungary 18 16

Source: www.wordwide-tax.com.

The essence and range of economic performance become more and more
global. Companies move with comparatively no effort from one country to an-
other. Tax competition is a positive phenomenon as it provokes increase in ef-
fectiveness and more successful offers. Countries that want to attract investors
are interested in the lowest CIT rates.

European countries that have higher tax rates than countries in Central and
Eastern Europe are more attractive to investors for different reasons. They are
investment-friendly, safe, have a good tax structure. Poland does not have such
qualities and that is why it should compete with tax rates.

Summing-up

The phenomenon of tax competition will grow; all attempts to stop it are
impracticable. Every country will want to be more attractive; lowering of tax
rates is one of the attractiveness factors. In Poland, further lowering of CIT rates
by at least several percent to the level, which could be one of the lowest in Cen-
tral and Eastern Europe, would be of significant marketing importance. The loss
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to the budget would not be very dramatic as it would be compensated by growth
of income from new sources. When tax rates are lowered taxpayers declare
more taxes, and budget revenues grow. Further lowering of taxes could help
Poland a lot on the international market of investor gaining. There are many
supporters for lowering of CIT rates to 14-15 per cent. It must be underlined
that the whole taxation structure should be worked out. In addition, a unique
basis to calculate taxes is needed, that is implementation of identical principles
of calculating and deducing taxes in all countries. Now, the European Commis-
sion is preparing a common project of calculating scheme for CIT for all EU
countries.

Entreprencurs from the EU countries support in majority the unification of
the principles. The Commission will present the proposals this year; the new
system will be probably in force in 2010. The Polish opinion on this issue is
positive. According to the Ministry of Finance, Polish companies may profit
more than the EU ones. Today, Polish companies are threatened with relatively
higher costs associated with the necessity of assuring legal services for their
performance when they want to function on the European market. The most en-
thusiastic about the reform arc entrepreneurs from Spain, Denmark, and the
Czech Republic. The British are the most dissatisfied with the changes. The
principles of paying taxes arc not known yet. There is going to be a unique
specimen for calculating CIT rates for the EU countries. Companies performing
in several countrics would leave their taxes at a certain level in particular coun-
tries and would be taxed according to their rates. Polish entrepreneurs support
the principles but are against the same rate as then they would pay more tax
than now. The unification of the principles will allow for expanded investments
for the European scale. The reform would stimulate enterprise development and
activation of less developed regions in the European Union.
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Streszczenie

KONKURENCJA PODATKOWA W OBSZARZE
UNII EUROPEJSKIEJ SZANSA ROZWOJU REGIONOW

Wiasciwymi zmiennymi, pozwalajacymi na badanie konkurencji podatkowej po-
mig¢dzy panstwami sg stawki podatkow dochodowych od 0s6b prawnych oraz podatkow
od dochodow kapitatowych. Konkurencja przez podatki polega na stosowaniu obnizek
stawek podatkowych w celu przyciagnigeia inwestycji zagranicznych. W takim przy-
padku liczy si¢ nie tylko efekt zwigkszenia podstawy opodatkowania, lecz réwniez po-
zostale konsekwencje naplywu bezposrednich inwestycji zagranicznych. Konkurencja
o podatki to powigkszanie wiasnej bazy podatkowej kosztem innych krajow. Tak rozu-
miana konkurencja podatkowa budzi najwigcej emocji w krajach Unii Europejskiej,
poniewaz wyraza si¢ ona wplywem stawek podatkowych na decyzje i wybory inwesty-
cyjne przedsigbiorcow. Stawka podatku CIT — podatku dochodowego od osob praw-
nych ktory ptacg glownie przedsigbiorstwa jest silnie zroznicowana w calej Europie.
O ile w drugiej potowie lat dziewigédziesiatych roznica w stawkach pomiedzy krajami
»starej” 1 ,,nowej” Unii w zasadzie si¢ nie powigkszyla, to jej gwattowny wzrost nastapit
w latach 2003-2004. Przed dokonaniem rozszerzenia Unii Europejskiej w wigkszosci
nowych cztonkow dokonano reform podatkowych, prowadzacych w szczegdlnosci do
wzrostu atrakcyjnosci tych krajow pod wzgledem opodatkowania dochodow osob
prawnych. Tendencja do wigkszej redukcji stop podatkowych byla tym wigksza im
wyzszy byl ich poziom wyjsciowy oraz im dany kraj jest mniejszy. Obecnie roznica ta
jest znaczaca — nawet do kilkunastu punktow procentowych. Poréwnywanie samych
stawek podatkowych jest jednym z parametréw oceny jak rzeczywiscie wygladaja ob-
cigzenia podatkowe w poszczegolnych panstwach. Oprocz stopy nominalnej opodatko-
wania liczy si¢ sposob opodatkowania. W praktyce oznacza to katalog wydatkow, ktore
nie s3 uznawane za koszty uzyskania przychodu. Liczy si¢ system, w jakim si¢ placi
podatek, ktory ma wplyw na wysokosé obciazen, jego rozlozenie w czasie, koszty ob-
stugi podatku, koszty administracyjne, ksiggowosci itp. W celu wyrownywania pozio-
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mow rozwoju gospodarczego nowych i starych krajow czfonkowskich, Unia Europejska
powinna stymulowac konkurencj¢ podatkowa pomigdzy krajami czlonkowskimi. Kazdy
kraj powinien stosowac¢ indywidualne podejscie za pomocg wlasnych rozwigzan, po-
niewaz nie istnieje jednolite oddziatywanie systemow podatkowych na gospodarke.

http://rcin.org.pl
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VALUE ADDED TAX IN TURNOVER WITHIN THE EUROPEAN
UNION (SELECTED ASPECTS)

Bozena SOWA

University of Rzeszoéw

Introduction

The value added tax on goods and services (VAT) is an indirect tax levied
on goods suppliers and service renders to tax consumption, which — due to its
ability to be ,passed over” to next turnover phases — is to influence the least the
final price of goods and services being taxed.

It was introduced to the Polish tax system under the statute of 8 January
1993 substituting the earlier operating turnover tax. Poland, on its accession to
the European Union — under the Accession Treaty of 16 April 2003 — agreed to
adapt the Polish tax law, and particularly the turnover tax called indirect, to the
EU standards in the extent, which is necessary for free flow of goods and ser-
vices on the EU market. As many solutions included in the statute of 8 January
1993 were inconsistent, or cven against EU directives, it was necessary to draft
a new law on VAT, which was passed on 11 March 2004', and has been
amended several times.

The aim of the presented article is to draw attention to the fact that since
1 May 2004 the principles of levying taxes on goods exchanged between Poland
and other EU countries have changed, as since that moment, Poland, as a fully
entitled member of the EU, has also become a subject of the EU internal trade
rules.

A particular attention has been drawn to the proper way of stating the term
of creating the right to lower the due tax, which is sometimes connected with
arising of the very duty to pay it to the tax office. According to the statute, there
are such situations that do not give the right to lower the due tax by the calcu-
lated tax; they even forbid such reductions.

" Journal of Law - Dz. U. No. 54, item 535 with subsequent amendments.
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Tax obligation in Intra-Community transactions

Since 1 May 2004, the day when Poland joined the European Union, there
have been crucial changes to the way, in which taxes are imposed on trade be-
tween Poland and other EU members. Poland, on that day a fully entitled mem-
ber of the EU customs union, became the subject to rules of Intra-Community
trade, Intra-Community supply and Intra-Community purchase of goods, in
cases when there is turnover between entities from two different EU countries.

According to the VAT Act, the Intra-Community purchase of goods” is un-
derstood as acquisition of the title to dispose of goods as an owner; the goods as
the result of supply are shipped or transported to the member state territory dif-
ferent from the member state territory where the shipment or transport was
started by the supplier, purchaser of goods or in his name.

In the Intra-Community purchase of goods, tax obligation® arises on the 15"
day of the month after the month of delivery of the goods, which are the object
of the Intra-Community purchase. The regulation contains a general norm. If
a VAT payer issued an invoice before the Intra-Community purchase of goods,
the tax obligation starts on the date of the invoice issue. However, if the tax-
payer has already received the goods from his Community contractor without an
invoice, he is obliged, according to article 20 paragraph 5 of the VAT Act, to
show the tax obligation on Intra-Community purchase of goods on the 15" day
of the month following the month of delivery. Still, if he reccives the invoice
later and it appears to have been issued earlier than on the 15th day of the month
following the month of delivery, then based on particular regulation of article
20 paragraph 6 of the VAT Act, he is obliged to make corrections in the earlier
accounts.

We have to do with the Intra-Community supply of goods® when the goods
are transported from Poland to another member state, and the purchaser is
a VAT payer identified for the purpose of the Intra-Community transaction on
the territory of the member country other than the home country.

The tax obligation on the Intra-Community supply’ of goods arises on the
15" day of the month following the month of the supply. When the invoice is

? Art. 9 of the statute of 11 March 2004 on the value added tax on goods and services
(Journal of Law - Dz. U. No. 54, item 535 with subsequent amendments), and Zasady
ogalne dotvczgce transakcji wewngtrzwspaélnotowych, Appendix No. 14 to the Informa-
tion Bulletin (Wydawnictwo podatkowe GOFIN) No. 12 from 2008, p. 3.

? Art. 20 para 5-9 of the statute on the value added tax on goods and services.

* Art. 13 para 1, 2 of the statute on the value added tax on goods and services, and Za-
sady ogdlne dotyczqgce transakcji wewngtrzwspolnotowych..., op .cit., p. 4.

* Art. 20 para 1-3 of the statute on the value added tax on goods and services, and
Obowigzek podatkowy w WDT, Appendix No. 14 to the Information Bulletin (Wydaw-
nictwo podatkowe GOFIN) No. 12 from 2008, p. 15.
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issued before the expiry of the term, described in article 20 paragraph 1, the tax
obligation arises on the date of the invoice issue. If the price or part of the price
is received before the Intra-Community purchase of goods, the tax obligation
arises on the date of issuing the invoice, which confirms the reception of the
price or part of the price®.

When before the day of submitting declaration for the month in which tax
obligation arises in the Intra-Community supply of goods, a taxpayer does not
have legal documents certifying export and delivery of goods to the purchaser,
then the taxpayer shows the purchase as a domestic supply. Only after getting
proper documents, the taxpayer is entitled to make correction in the declaration
for the month when the tax obligation arose’.

Rules of deducting the tax calculated by virtue of the Intra-Community
purchase of goods

The Intra-Community purchase and supply of goods have to be confirmed
by an inner invoice issucd by the taxpayer himself. It should contain not only
the very value of goods as a tax basis but also all other purchase costs paid to
the supplier®. In case of the Intra-Community purchase and supply of goods,
where the tax payer in the purchaser, the right to deduct the calculated tax arises
at the same time as the due tax obligation, that is on the 15" day of the month
following the month of delivery; unless the supplier issues the invoice before
that date, then the tax obligation arises at the time of issuing the invoice’. In
case of the Intra-Community purchase of new transport means the tax obligation
arises on reception of the goods, but not later than at the time of issuing the in-
voice by the VAT payer.

To sum up, it should be added that an active VAT payer is granted the right
to lower the due tax by the tax calculated by virtue of the Intra-Community pur-
chase and supply of goods — where the tax payer is the purchaser — in accounts
for the period in which such a due tax obligation arose'’.

Such a solution allows in the same month for the payer purchaser to declare
the tax, which is due by virtue of the Intra-Community purchase or supply of
goods where the taxpayer is the purchaser, and to deduct the tax as calculated,
lowering the due tax. Thus, the tax, which is due by virtue of the Intra-

® Art. 20 para 3 of the statute on the value added tax on goods and services.

7 Art. 42 para 12-13 of the statute on the value added tax on goods and services.

¥ ). Zubrzycki, Leksykon VAT 2004 vol. 1, Oficyna Wydawnicza UNIMEX, Wroctaw 2004,
p- 490.

” Art. 86 para 10 item 2 of the statute on the value added tax on goods and services.
"Art. 86 para 10 item 2 of the statute on the value added tax on goods and services, and
Faktury wystawiane przez nabywcg, Poradnik VAT No. 2 from 2009, p. 7.
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-Community purchase or supply of goods, is neutral for the payer, as it is bal-
anced by the corresponding calculated tax, deducted in accounts for the same
period of accounts. In the mentioned above cases also article 86 paragraph 11 is
applied, enabling accounts in one of the following accounting periods''.

The payer has also the right to lower the tax due from the calculated tax if
the imported or purchased goods and services concern supplying goods or ren-
dering services by the tax payer abroad, on condition that such amounts could
be deducted if such action were performed inside the country, and the taxpayer
holds documents proving the relation of the deducted tax with such actions'”. In
such a case the Polish taxpayer does not show at all any taxed sale by this vir-
tue, but he will have the right to deduction of the tax calculated in relation with
the above services by virtue of the regulation quoted above.

To sum up, it should be stated that the entities performing activities, which
under the VAT Act are service imports, the Intra-Community purchase or sup-
ply of goods where the taxpayer is the buyer, are obliged to tax these activities,
despite the fact that in these cases they are buyers. We can say that in such
a case there arises a specific source of deducting. The taxpayer has neither VAT
invoice nor a customs document; the calculated tax means self-calculation of his
due tax. The statute gives such entities the right to treat the due tax as the calcu-
lated tax and undergoing deduction at the same time. Such a solution makes the
taxpayer able to declare the due tax and deduct it as the calculated tax in the
same month.

The term of deducting tax by virtue of Intra-Community transactions

Amendments made to paragraph 42 of the VAT Act aim to simplify ac-
counting VAT on the Intra-Community goods supply. Taking into consideration
exchange of information on the tax among member states and the necessity to
make the data comparable, the simplification concerns those tax payers who
account for the tax on goods and services monthly in relation to transactions
made in the first or second month of a quarter. In the Intra-Community supply
of goods, the right to apply VAT at the rate of 0% depends on proper document-
ing of the transactions'’.

""" Art. 86 para 11 of the statute on the value added tax on goods and services, and Ter-
miny odliczenia VAT naliczonego, Appendix No. 32 to the Information Bulletin (Wy-
dawnictwo podatkowe GOFIN) No. 32 from 2008, p. 9.

'2 Art. 86 para 8 of the statute on the value added tax on goods and services, and Bieleda
T., Konczal H., Sieniecka M., VAT w pytaniach i odpowiedziach. Poradnik na 2005 rok,
Wydawnictwo podatkowe GOFIN 2005, p.150.

" Art. 42 para | of the statute on the value added tax on goods and services.
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The Intra-Community commodity transactions are shown not only in do-
mestic declarations for tax on goods and services but also in quarterly summary
reports. The summary reports are a tool for international supervision of the In-
tra-Community transactions, which is performed within the system of exchang-
ing information on VAT".

In the situation, when the Polish taxpayer settles accounts monthly, some
modification of the date of reporting the Intra-Community transactions is possi-
ble, if there is no interference in comparability of data from declarations and
summary report information (the summary reports are submitted quarterly)'”.

An cxample of simplification in accounting for the Intra-Community supply
of goods arises when invoices confirming the supply are issued in one of the
first two months in a given quarter and the taxpayer does not receive documents
certifying the Intra-Community supply of goods transaction at the time allowing
for taxing the supply according to 0% rate in accounting for the month of the
invoice issuing'®.

The simplification lies in the fact that in case when there are no documents
confirming export from home and delivery of goods to a buyer in another mem-
ber country within the Intra-Community supply, the taxpayer is not obliged to
report it as domestic sale until he submits the accounts for the last month in
a quarter. However, if he receives proper documents during this extended pe-
riod, he will report the supply as Intra-Community one at the 0% rate. It will
allow avoiding accounting for the tax at the domestic rate. The principle is ap-
plied to supplies in the first two months of a quarter'’.

Here is the way in which the above is regulated by article 42 paragraph 12
item 2 of the VAT Act:
if the condition mentioned in paragraph | item 2 was not met before expiration
of the deadline to submit tax declaration for:'® (...)

— a month period, if the month period is the first or the second in a quarter —
the tax payer does not report the supply in the documents which are men-
tioned in article 109, paragraph 3 for this monthly period but for the monthly
period for which he has documents (referred to in paragraph 1, clause 2), not
later, though, than for the last month period in a quarter. If there are no
documents reccived before the expiry date for submitting the tax report in
the last month in a quarter, the supply is reported for the last month period at
the rate proper for goods supply within the country.

' Art. 100 para | of the statute on the value added tax on goods and services.
"> Art. 100 para | of the statute on the value added tax on goods and services.
'® Art. 42 para 12 of the statute on the value added tax on goods and services.
"7 Art. 42 para 12 of the statute on the value added tax on goods and services.
' Art. 42 para 12 of the statute on the value added tax on goods and services.
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Reception by the taxpayer of documents mentioned in paragraph 1, item 2
later than before the deadline for submitting the tax declaration for the last
month period in a quarter, referred to in paragraph 12, item 2, authorises the
taxpayer to report the Intra-Community goods supply at the 0% rate for the last
month period in a quarter and to make corrections in the tax declaration and re-
spectively of the summary information, mentioned in paragraph 100, item 1'°.

The changes to the regulations simplify also accounting for transactions
made in the third month of a quarter. However, it is not possible to limit the
number of corrections in order to maintain data comparison within the VIES
system, as the taxpayer with a correction has ,,to go back” to the period he made
the supply. ,,Postponing” of the obligation to report delivery at the home rate is
also possible here, if the taxpayer does not receive the documents confirming
the Intra-Community goods supply on time.

The following shows how the above-mentioned issue is regulated by article
42 paragraph 12 item 1 of the VAT Act:

If the condition stated in paragraph 1 item 2 was not met before the deadline
for submitting the tax declaration™ for: (...)

— a quarter or a month period, if the month period is the last one in the quarter
period the taxpayer does not report the supply in the register mentioned in
article 109, item 3 for the period; the taxpayer reports the supply in the regis-
ter mentioned in article 109, item 3, for the next accounting period at the rate
proper for the supply of goods at home, if before the expiry date for submit-
ting the tax declaration for the next accounting period does not have evi-
dence mentioned in paragraph | item 2.

In the case, referred to in paragraph 12 item 1, receiving of the documents,
mentioned in paragraph I, item 2, authorises the taxpayer to report the Intra—
Community goods supply at the 0% rate in the register mentioned in article 109,
item 3 for the accounting period in which the supply took place and to make
corrections in tax declaration and the respective summary information, men-
tioned in article 100, paragraph 1°'.

In case when the tax payer reports for quarter periods, then irrespective of
the month of the Intra-Community goods supply, he follows the accounting
method regulated in article 42 paragraph 12 item 1, and paragraph 12a. It means
that if there are no documents confirming the Intra-Community goods supply
before the deadline for reporting in the quarter in which the supply was done,
the supply is reported as a domestic supply in the next quarter declaration. The
later reception of documents allows for corrections of home supplies for the fol-

" Art. 42 para 13 of the statute on the value added tax on goods and services.
U Art. 42 para 12 of the statute on the value added tax on goods and services.
*' Art. 42 para 12a of the statute on the value added tax on goods and services.
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lowing quarter and reporting the Intra-Community goods supply in the cor-
rected declaration for the quarter in which the supply was actually made®.

It should be also noticed that new regulations introduced single registration
for both the Intra-Community supply and purchase of goods. The taxpayer who
wants to make such supplies or purchases makes reports in VAT-R declaration
part C3 point 58. This results from a new specimen of registration form VAT-R,
which has been valid since 1 December 2008. However until 1 December 2009,
the specimen of registration report on goods and service tax in the wording
valid before 1 December 2008 can be used. It cannot be applied, however, to
those taxpayers who are mentioned in article 43 paragraph | item 15, — per-
formance concerning games of chance.

The new regulations cancelled also the duty to pay the guarantee deposit of
250,000 PLN when the taxpayers start their performance or perform for
a shorter period than 12 months, being registered as EU VAT payers and wish-
ing to get the VAT difference return within 60 days.

Summing-up

The fundamental legal acts in force in the EU, which are the basis in par-
ticular member states, while making regulations on turnover tax are Directives,
particularly The Council’s Directive 2006/112/WE of 28 November 2006 con-
cerning the common VAT system. They point to the aims to be gained without
limiting the methods and means by which they will be achieved.

While analysing the calculated tax, it can be noticed that the right to deduct
was introduced to free an entrepreneur totally from VAT costs paid or to be
paid. Thus, the common VAT systems assures in that way that every economic
performance, whatever its goal or result, is taxed in a totally ncutral way on
condition that such a performance is subject to the tax.

The right to deduct the calculated tax, which reflects the principle of neu-
trality, should be put into life immediately as postponing the ability of deduct-
ing the tax would result in transferring financing of the tax upon the taxpayer
for some time, which in the end would mcan that this tax is not completely neu-
tral. The right to deduct the calculated tax should be put life immediately in re-
lation to the total tax sum calculated on purchase. Any limitation to the right of
deducting affects the level of tax burden and must be applied in a similar way in
all Member States. The exceptions from the general rule concerning the VAT
neutrality arc admissible only when they are directly provided for in the Direc-
tives.

22 Art. 42 para 13 of the statute on the value added tax on goods and services.
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According to article 167 of the Directive, the right to deduct appears when
the tax obligation in relation to the deducted tax arises. This means that the tax-
payer-buyer can make a deduction only at the moment when the tax obligation
arises at the payer-supplier. Only this correlation between the moments the due
tax obligation arises at the supplier and the right to deduct this tax at the buyer
assures proper implementation of the rule of neutrality and budget stabilization.
Thus, the rule stating such a principle obliges the taxpayer to run the respective
register of purchase and sale in order to establish the sale structure for the indi-
vidual tax years, as well as records out of which purchases could be separated,
which must be calculated gradually.

Under the principle, there will be often a complete symmetry between the
time of appearance of the supplier’s tax obligation and the date of receiving the
invoice by the buyer as well as arising of the tax deduction right evidenced with
the invoice. Of course, there will be discrepancy between these moments, espe-
cially when the supplier’s invoice evidencing an event will cause his tax obliga-
tion in a given accounting period, but the buyer will receive it in the next ac-
counting period. Some problems are expected with cases when the payers will
declare deduction calculated according to invoices issued by suppliers in one
month and received by the buyers in the following month, before the accounting
declaration for the previous month is submitted. The taxpayers making the de-
duction for the month of the invoice issuing, and not receiving it, will act con-
trary to the VAT Act, article 86 paragraph 10, item 1, but their action will be
according to the rules included in article 167 of the Directive, which are univo-
cal and applicable directly in case of discrepancy between home regulations and
the content of the Directive.

To sum up, the taxpayer is entitled to the VAT deduction only when the re-
lation between the tax calculated on goods and service purchase and the due tax
by virtue of his taxed activity is direct and unquestionable. The taxpayer is not
entitled to the deduction when he uses it in a transaction exempt from tax.
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Streszczenie

PODATEK OD TOWAROW 1 USLUG (VAT) W OBROCIE
WEWNATRZWSPOLNOTOWYM. WYBRANE ASPEKTY

Podatek od towarow i ustug jest podatkiem posrednim, nakladanym na dostawce
towaru 1 swiadczacego ustuge w celu opodatkowania konsumpcji, ktory — poprzez jego
przerzucalnos¢” na kolejne fazy obrotu — ma w jak najmniejszy sposob oddziatywac na
oslateczng cene towaru i ustugi podlegajacej opodatkowaniu.

Do polskiego systemu podatkowego po raz pierwszy zostal wprowadzony przez
ustawe z dnia 8 stycznia 1993 roku zastepujac poprzednio funkcjonujacy podatek obro-
towy.

Polska przystepujac do Wspolnoty Europejskiej — w oparciu o Traktat Akcesyjny
z dnia 16 kwietnia 2003 roku — wyrazita zgod¢ na dostosowanie polskiego prawa po-
datkowego, a w szczegolnosci podatku obrotowego zwanego posrednim do wymogow
unijnych w takim zakresie, jaki jest niezbedny do swobodnego przeptywu towarow
i ustug na rynku pomig¢dzy panstwami Wspolnoty. Poniewaz wiele rozwigzan zawartych
w ustawie z 8 stycznia 1993 r. bylo niespdjnych, a czasem wrecz sprzecznych z posta-
nowieniami dyrektyw unijnych konieczne bylo opracowanie nowej ustawy o podatku
od towarow i ustug, ktora zostata uchwalona 11 marca 2004 roku i do dnia dzisiejszego
kilkakrotnie nowelizowana.

Glownym celem niniejszego artykutu jest zwrdcenie uwagi na fakt, ze od dnia
1 maja 2004 roku w sposob bardzo istotny zmienilty si¢ zasady opodatkowania handlu
pomigdzy Polskg, a innymi panstwami czlonkami Wspolnoty, gdyz i w stosunku do
Polski, ktora stata si¢ od tego dnia petnoprawnym cztonkiem Wspolnotowej unii celnej,
zaczety obowigzywac zasady handlu wewnatrzwspolnotowego.

Szczegdlna uwaga zostala zwrocona na prawidlowe okreslenie terminu powstania
prawa do pomniejszenia podatku naleznego, ktory niekiedy ma zwigzek z powstaniem
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samego obowiazku jego zaplaty do urzgdy skarbowego. Zgodnie z ustawg wystepujg
bowiem takie sytuacje, ktore nie dajg prawa do obnizenia podatku naleznego o podatek
naliczony, a niekiedy wre¢cz zakazujg takiego pomniejszenia.




SECTOR OF CO-OPERATIVE BANKS IN POLAND
UNDER CRISIS CONDITIONS ON FINANCIAL MARKETS
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Introduction

In the first half of 2009 aggravation of negative phenomena observed in the
Polish economy in 2008 (especially in the fourth quarter) took place. In particu-
lar there was a very strong fall of economic activity, deterioration of the situa-
tion on the labour market and the situation of public finances. Adverse tenden-
cies resulted from a crunch of the world economy, which following a financial
crisis started in 2007 entered the state of the deepest recession since the end of
the World War Two'.

The basic source of threats for the banking sector in Poland is the external
environment, and more strictly, threats resulting from a strong fall of economic
activity (resulting in deterioration of financial condition of credit borrowers and
limitation of possibilities of the deposit base growth), as well as an unsure situa-
tion on the financial market.

It should be stressed that as far as the original deterioration source of bank
effects and their financial standing are external factors, bank sensitiveness to
such factors depends on the way the operational activity and risk are managed.
It is also a derivative of ,,an appetite” for risk in the previous periods featured
by a dynamic economic development.

Most of the threats related to the crisis on the financial market result from
events occurring outside Poland. In this way the banks that are stronger associ-
ated with the global financial market and active participants of the financial in-
tegration processes, being for example part of great international financial con-
glomerates, are more vulnerable to effects of the financial crisis.

In order to maintain stability of the banking sector in Poland, an important
problem becomes the financial situation and stability of its individual segments.
An important link of the system is the co-operative banking sector. This results

" Informacja o sytuacji bankow w pierwszym kwartale 2009 roku, 2009: KNF, Warszawa,
p- 6.
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from both historical conditions and the place held by co-operative banks (CB)
among credit institutions.

Co-operative banks mainly service retail customers (population), farmers,
small and medium enterprises and local government units. They are featured by
a local range of their activity’.

Stability of co-operative banks, and also their role in supplying enterprises
with means necessary for financing the current economic performance and de-
velopment are especially important for local economic systems.

Purpose of research and material sources

The purpose of this paper is specifying the financial situation of co-
-operative banks, their position on the banking market, and opportunities and
threats for their development under new conditions created by the crisis on the
financial markets, and economic deceleration in Poland.

The Author in his paper has assumed a thesis that due to the activity model
that is different from the model of commercial banks, weaker links with the
global financial market and banking activity in local communities, problems
and threats resulting from the economic crisis will affect the co-operative bank-
ing sector to a lesser extent than the sector of commercial banks. In the course
of the analysis this thesis will be verified.

The reference point for evaluation of the financial situation of co-operative
banks in Poland under the conditions of the crisis on the financial markets will
be an analysis of the situation of the commercial banks. The comparative analy-
sis will focus on the years 2007-2008, i.e. on the period when the first symp-
toms of the crisis on the financial markets appeared, through its intensification
and appearance of the economic crisis. Nevertheless, to illustrate tendencies in
development of the co-operative banking in Poland against the sector of com-
mercial banks, a wider time horizon, covering the years 2001-2008, has been
taken.

In the paper information and data coming from reports and studies by the
Polish Financial Supervision Authority (PFSA) and the National Bank of Po-
land (NBP) have been used.

? Kata R., 2006: Bankowos¢ spoldzielcza na rynku uslug finansowych w Polsce (na tle
wybranych krajow Unii Europejskiej), Gospodarka Narodowa, No. 7-8: pp. 113-125.
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Place of co-operative banks in financial system

Co-operative banks are a permanent element of the banking and financial
systems in Poland, and their share in the assets of the financial systems is main-
tained at the level of ca. 4% (fig. 1). Their offer is addressed to the same groups
of customers as the offer of the commercial banks and co-operative savings and
credit banks (Spoidzielcze Kasy Oszczednosciowo-Kredytowe — SKOK).

Fig. 1. Assets structure of financial institutions in Poland in the years 2000-2008 (in %).
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* TFI — Towarzystwa Funduszy Inwestycyjnych (Associations of Investment Funds — Translator’s
note.);

** OFE — Otwarte Fundusze Emerytalne (Open Pension Funds) — Translator’s note.

Source: Rozwoj systemu finansowego w Polsce, NBP, Warszawa 2009.

For some years there have been a discussion whether co-operative rules
(e.g. self-help, self-administration, territoriality), observing the rule ,,one mem-
ber — one vote”, and orientation at meeting the members’ needs in the best way
are adequate for the contemporary conditions for running banking business.
While talking about conditions, | mean advancing integration and financial
globalisation accompanied by a stormy development of new financial and
communicational technologies, growth of competition on the financial market,
proliferation of multi-channel sale of financial products and complicating pre-
caution regulations’.

' Schmukler L S., Vesperoni E., 2006: Financial Globalization and Debt Maturity in
Emerging Economies, Journal of Development Economics, Vol. 79, No. 1.
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The basic problem for co-operative banks is an answer to the question
whether there is a possibility to link co-operative ideas with performance effec-
tiveness that is necessary for surviving®. There are many arguments that this is
to be achieved and this is indicated by very good economical effects of CB
against the whole banking sector.

The share of co-operative banks in the banking system is relatively small —
ca. 6-7% of the main balance values of the sector (fig. 2). The importance of
these banks on the market of financial services is, however, much greater. It re-
sults from the fact that this sector has the largest network of banking outposts in
the country, mostly located in the rural areas and in small and medium towns.
This is decisive for the key importance of CB in the financial servicing of the
population, farms and SMEs.

Fig. 2. Share of co-operative banks in Polish banking system (in %).
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Source: Raport o sytuacji bankow w 2008 roku oraz Informacja o sytuacji bankéw w pierwszym
kwartale 2009 roku, KNF, Warszawa 2009.

The share of co-operative banks in crediting households reaches 10% as far
as credit amounts are concerned, but it is estimated that concerning numbers,
almost every fifth credit for the population (18%) is granted by a co-operative
bank’. On the other hand the share of co-operative banks in crediting individual

 Jaworski W.L., 2005: Rola lokalnych instytucji bankowych w obsiudze klienta deta-
licznego [in:] Rytlewska G. (ed.), Bankowos¢ detaliczna. Potrzeby, szanse, zagrozenia,
PWE, Warszawa, p. 80.

* Kata R., 2005: Banki spoldzielcze jako lokalne instytucje finansowe na tle sektora
bankowego w Polsce. [in:] S. Urban (ed.), Prace Naukowe Akademii Ekonomiczne) we
Wroctawiu, No. 1070, Wroctaw, p. 415.

http://rcin.org.pl
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entrepreneurs — and this legal form is held by most SMEs - reaches ca. 17%.
A considerable role is played by co-operative banks in financing agriculture.
Their share in the credit volume for that sector has been systematically growing
in the recent years and is reaching almost 68%, and the share of CB in crediting
individual farms is even some per cent higher (e.g. in 2007 it amounted to
72.5%). According to the National Union of Co-operative Banks, in 2005 co-
operative banks serviced 70% of current accounts belonging to Polish communes.
Finally, the share of co-operative banks in the volume of the population’s de-
posits reaches 11-12% (fig. 3).

As the result of consolidation processes (determined mainly by necessity to
achieve by the banks the minimal threshold of equity equalling €1m, until the
end of 2007)" the number of CB was reduced from over 1600 outposts (1996) to
579 outposts (2008). The consolidation process was accompanied by the net-
work extension of bank outposts, whose number increased from 2023 outposts
in 2000 to 3516 as of the end of 2008.

Fig. 3. Share of CB on market of retail banking in years 2005-2008.
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Source: as in figure 2.

An analysis of the basic balance values and effects of co-operative banks
shows that in the recent years they have been improving their tinancial condi-
tion. In the years 2001-2007 assets of co-operative banks were growing faster
than assets of commercial banks (table 1).

“ This obligation results from the Accession Treaty — item 3 of the Annex XII (Journal
of Law — Dz. U. from 2004, No. 90, item 864).
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Table.l. Dynamism of selected balance values of co-operative banks and commercial

banks.
(previous year = 100%)

vearsl % | opuiation | ofetenss | Fawities | il

CB CMB | CB CMB CB CMB CB {CMB | CB CMB
2001 119.4 109.2 | 111.9 | 105.5 | 121.1 112.5 | 120.0 | 120.2 | 102.5 95.9
2002 | 108.8 98.9 1115 | 101.2 | 108.1 96.3 116.7 | 110.2 | 101.2 62.8
2003 | 109.8 | 104.6 | 117.5 | 107.1 | 109.8 | 103.3 | 1143 | 103.3 | 8I.1 123.1
2004 | 111.7 110.0 | 112.8 | 103.6 | 111.0 | 1044 | 112.5 | 106.2 | 1449 | 178.8
2005 | 118.1 1084 | 111.4 | 113.6 | 119.3 107.2 | 122.2 | 103.8 | 107.0 | 140.6
2006 | 1242 | 1158 | 122.0 | 122.6 | 1273 | 111.6 | 115.2 | 107.4 | 100.2 | 121.5
2007 | 116.2 1166 | 1225 | 131.6 | 114.0 | 1113 | 1184 | 1157 | 1372 | 127.0
2008 | 115.5 132.1 | 115.5 | 1384 | 113.1 117.3 | 115.6 | 120.6 | 134.0 99.2

CB = Co-operative Banks; CMB = Commercial Banks
Source: as in figure 2.

Almost in the whole analysed period — except in 2008 — co-operative banks
increased their equities faster than commercial banks and they achieved higher
growth dynamism of clients’ deposits (table 1).

Concerning credit amounts for the non-financial sector, in the years 2000-
-2004 co-operative banks achieved higher growth dynamism than commercial
banks, and in the years 2005-2006 the dynamism shaped at a similar level. Only
in the years 2007-2008 the credit growth was some per cent lower, chiefly as
the result of a dynamic growth of mortgages in commercial banks. In this seg-
ment of the credit market the share of CB, though growing, is still relatively
small (in 2007 it amounted to 7.2%).

Economic situation of co-operative banks under financial crisis condition

The share of CB in the financial effect of the banking sector was 6.2% in
2008. In 2007 and 2008, similarly as earlier in the years 2001-2002, co-
operative banks had a higher growth pace of the financial effect than commer-
cial banks. In the whole analysed period co-operative banks as a sector gener-
ated profits, except in 2003, and each time they achieved a nominally higher
financial effect than in the previous year. Generally, since the mid-1990s the CB
sector has been continually achieving positive financial effects, which has al-
lowed in the recent years to reinforce visibly the capitals of the banks (as profits
have been appropriated almost in total to increasing of equities).

http://rcin.org.pl
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Assets of co-operative banks have been dominated by debts of non-financial
sector (their share is usually slightly higher than in commercial banks). Debts of
the financial sector are mainly deposits in associating banks. Investments on the
market of securities are small part of CB assets (ca. 5%), whereas in commer-
cial banks, securities constitute on average ca. 20% of assets (fig. 4).

Fig. 4. Structure of assets in co-operative banks and commercial banks in years 2006-
-2008 (in %).
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