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INTRODUCTION
On 14th of April 2003 in Athens Poland and the other nine candidate countries signed the Accession Treaty, which with a unanimous consent of all of the Old Member States enabled them to enter the European Union (EU).
 In that document the future New Member States undertook a commitment that after fulfilling the convergence criteria defined in the Maastricht Treaty they will join the euro-zone by adopting the single currency – the euro – and will hand over the national banks’ monetary powers to the European Central Bank (ECB). Currently the New Member States (with exception for Slovenia, Malta and Cyprus) have a status of members of the EU with derogation. Derogation in the EU terminology means an exclusion from certain areas of the EU laws. In case of the mentioned New Member States it means that on the strength of the article 122 of the Maastricht Treaty they are not allowed to adopt the single currency. Derogation however is only a temporary stance, where the states are obliged to match the convergence criteria as soon as it is possible. The states encompassed by derogation maintain powers to conduct independent monetary and exchange rate policy. However in the latter case the exchange rate policy has to be pursued with “a matter of common interest”. It means that the policy should not jeopardize the interest of the other Member States of the EU.
That is one of the reasons why all the governors of the national central banks are members of the General Council of the ECB. Nevertheless the representatives of the states encompassed by derogation do not participate in the Governing Council sessions. 

The adoption of a single currency does not only mean changing a circulation of the national currencies with the euro. It is a case of serious economic (not only economic, but I am going to focus my research on this issue) consequences. There are, of course, many more aspects which should be taken into consideration for a holistic evaluation. There might be e.g. political arguments for joining soon, such as belonging to the “core group” of the EU, becoming member of the eurogroup etc. Conversely, one might argue that it would be e.g. a loss of democratic quality and national sovereignty if a country joins. However, I will leave this out to present a concise and depth study on assessment of Poland’s economic readiness to join the EMU. The aim of this thesis is to make an attempt to answer a question if Poland should join the EMU soon in light of available theories and empirical data. I am going to try to indicate if Poland should aim to join the euro-zone as soon as possible or should wait until it will be convergent enough to decrease significantly costs of the membership in the European Monetary Union (EMU). A discussion which takes place in Poland nowadays concerning adoption of the euro seems very interesting and lively. Sceptics of the monetary integration claim that Poland is not ready to adopt the euro and underline high costs of adopting the single currency. Also consequences of the Balassa-Samuelson effect will need considerable fiscal constraints, which have always been unpopular amid society. My aim will be to assess what is real condition of the Polish economy in terms of joining the EMU. I am going to examine the OCA criteria according to traditional and modern theories and to assess potential consequences of the Balassa-Samuelson effect and to what extend it may be ‘harmful’ to the Polish economy and therefore to Polish citizens. I will make an attempt to find out if it is worth to strive for joining the EMU as soon as possible.
Economists have been unanimous that Poland should be ready to adopt the single currency, and they simultaneously claim that the time to join the EMU has already come. However the political elites are not so certain. A major opposition party claims that adopting the Euro-zone will be ‘harmful’ for Polish. They argue that Poland should be convergent enough to prevent the Polish economy from shocks and speculative attacks, which could destabilize its macroeconomic situation and have severe consequences for the Polish society. Convergence means either a nominal convergence, which is understood as fulfilment of the Maastricht Treaty criteria, or real convergence, which means that Polish economy should be economically strongly tied with the euro-zone. My aim will be to find out if Poland fulfils the nominal convergence criteria and in light of the traditional optimum currency areas theory and its developments and modern theory of endogeneity of the OCA criteria, if it fulfils the criteria of real convergence with the Euro-zone.

I divided the thesis into three chapters. The first chapter will consist of two parts. In the first part I will present an overview of Balassa’s and Samuelson’s theories on an effect of ‘catching up’ of less developed countries to higher developed states. There will also be a modern interpretation of the Balassa-Samuelson effect and their critique found. In the latter part I will briefly presents the traditional OCA theory and its developments. Their critique will be based on the modern theory of endogeneity of the OCA criteria.
The second chapter will also be divided into two parts. In the first I will present an overview of the EMU establishment and its institutional structure and legal foundation. In the latter part I will concisely present the path of Poland from a centrally-planned economy in 1989 to the EU membership in 2004. I will also make a brief overview of the Polish economy in terms of main economic indicators. The last point of the second part of the chapter will depict a will of political elites towards the EMU membership.
The third chapter is divided into two parts. In the first part I am going to conduct an empirical analysis of a nominal convergence. In the second part I will examine a real convergence of Poland with the Euro-zone (assessment of the OCA criteria) and assess a potential Balassa-Samuelson effect on the Polish economy. I am going to use a great amount of statistical data from all official and verified sources such as the Eurostat and national statistics offices. I will begin the first part with examining if Poland fulfils the nominal convergence criteria defined in the Maastricht Treaty. Then I will move forward to the main criteria used to assess the real convergence such as the economy’s openness, a convergence of business cycles between Poland and the euro-zone, a diversification of production, a flexibility of labour market and internal and international migrations of labour force. After examining the real convergence of Poland with the Euro-zone I will make an attempt to assess to what extend the Balassa-Samuelson effect applies to the situation of Poland and if there are any possibilities to prevent from its negative aspects. In the third chapter I will try to give an explicit answer to the question if Poland should join the EMU soon, which will be developed in the final records of the thesis.
Adam Gierszanow

CHAPTER 1
THEORETICAL CONCEPTS

1.1 THE BALASSA-SAMUELSON EFFECT
1.1.1 BALASSA’S THEORY
In the discussion among economists on economic integration, models developed by Bela Balassa (1964) and Paul A. Samuelson (1964) played an important role. Their implications seem to indicate that a country should let pass a considerable amount of time before joining a currency union which would lock the exchange rate. More specifically Balassa began a discussion about the relation between purchasing-power parities and exchange rates in an article entitled ‘The Purchasing-Power Parity Doctrine: the Reappraisal’ published in ‘The Journal of Political Economy’ in 1964. He indicated two versions of a doctrine of purchasing-power parities – the ‘absolute’ and the ‘relative’.
 In case of the first, purchasing-power parities reckoned as a ratio of consumer goods prices for any two countries would be proximate to the equilibrium exchange rate. In case of the latter, the doctrine indicates that besides the time when there equilibrium rate of exchange prevail, the differences in relative price levels will need to entail exchange rate adjustments. Balassa (1964) defined a purchasing-power parity, after Cassel (1918), as ‘the real parity represented by the quotient between purchasing power of money in one country and the other’, having assumed that mutual trade between the countries took place. Basing on Cassel’s definition Balassa (1964) stated a question ‘what meaning could be attached to an international comparison of exchange rates and purchasing-power parities’. To answer that question he used two-country, two-commodity model of international trade complemented by non-traded good, which were services. Balassa (1964) formulated also an assumption of one limiting factor (labour) and constant input coefficients, when one of the two countries had an absolute advantage (the Ricardian model) either in agricultural production, manufacturing or services, but it was stronger in case of the first two than non-traded services. Additionally he assumed that there were constant marginal rates of transformation, hence the relative price of non-traded good (services) would be higher in the country with higher level of productivity than in the other country. Because of international exchange of commodities their prices tend to equalise. It could be also expressed in wage units. If we use a consumption pattern of the first or the second country the purchasing-power parity defined as a quotient of the second country’s price level and the price level of the first the ratio will be less than the exchange rate equilibrium expressed in the first country’s currency.

∑p2q1/p1q1<r1², and ∑p2q2/p1q1<r1²,

Put it in other words, if the differences in productivity of tradable commodities between the countries are greater than differences in productivity of non-traded goods, than the currency of the country with higher productivity will remain overvalued to the other country’s currency in terms of the purchasing-power parity. Hence when per capita income levels are taken as a productivity measure the quotient of purchasing-power parity to the exchange rate would be an increasing function of income levels.
  

PP1/r1² = F (y21)
In his considerations Balassa (1964) assumed also more general model. There were factors of production introduced and the assumptions of constant coefficients were omitted. The equation (2) was still correct under the maintenance of assumption that differences among the countries concerning higher productivity in traded than non-traded goods sector were retaining.
Balassa (1964) also assumed that capital movements did not enter a balance of payments. The conclusions from the model were as follows. In conditions of free trade the exchange rate would equalise prices of goods internationally (there had to be costs of transport included). In case of assumption that prices amounted to marginal costs, the differences in productivity in traded goods sector would correspond to differences in wages, where internal mobility of labour would equalise wages within each economy. In case of greater difference in traded commodities’ productivity than within services’ sector, the services would be more expensive in the country with higher productivity in traded goods. Under the condition that services are included in reckoning the purchasing-power parities, but do not directly affect exchange rates, the purchasing-power parity of any pair of countries defined in a currency of the country with higher productivity would be always lower than the equilibrium of exchange rate. The greater differences in productivity would prevail, the greater gap between the countries would be in terms of wages, prices of services, purchasing-power parities and the equilibrium of exchange rate. 

Balassa (1964) summarises his reasoning with conclusion that if the arguments had been correct, there should have been a random fluctuation between purchasing-power parity and exchange rate expected. Seen in the light of this model, we might expect that locking the exchange rate and entering a monetary union could imply severe risks because there an adjustment mechanism to differences in productivity by a nominal appreciation or depreciation will not be possible anymore. Therefore free flows of capital might destabilize the economy, which are currently significantly diminished by floating exchange rate. There could also an inflatory pressure occur as wages may rise faster than according to the relative productivity rates in conditions of lack of appropriate nominal change of exchange rate. 
1.1.2 SAMUELSON’S THEORY
Also Paul A. Samuelson’s (1964) research seem to imply great risks of entering a monetary union. Samuelson (1964) also carried out a study on equilibrium of prices, wages and exchange rates.
To conduct a reasoning aiming to find relations among them, he assumed a two-country model with international trade, where there were three traded goods. The countries were the United States and Europe, where in case of the United States the labour units required to produce goods 1,2 and 3 were described with a function (A1, A2,A3) = (1,1,1). In case of Europe the requirements of labour were defined by a function (a1,a2,a3) = (2,3,5). The United States were more efficient in case of production of each of the goods, but they had the greatest advantage at good 3 (5 to 1) and the least at good 1 (2 to 1). Despite that in the theory of comparative advantage the United States would not trade good 1, but good 3 with Europe, because they would have the greatest advantage, this fact did not mean that there a balance in current balance or in a total balance of payments would be reached. There were money wage rates in the US and in Europe, W and w, simultaneously with the exchange rate R determining prices and production formulas.
Samuelson (1964) assumed that price of a good was equal to the lowest cost of production anywhere (and an assumption of costs of transport and tariffs was relaxed). The relations among prices, wages and the exchange rate were as follows:

Pi = Min(WAi,Rwai)

pi = Min(AiW/R,wai)


(i = 1,2,3)

R = Pi/pi
There could be also a relation between wages in the two countries found. Having assumed that each country produced something, wages in the US were at least twice as high as they were in Europe and at most fivefold higher. Then true was the formula:

Min[ai/Ai] = 2 ≤ W/Rw ≤ 5 = Max[ai/Ai]

The real was also a limit on the exchange rate, having assumed that neither of the countries was undersold in every good:

1/5 W/w ≤ R ≤ ½ W/w

W/w Min(Ai/ai) ≤  R ≤ W/w Max (Ai/ai)

While continuing the reasoning Samuelson (1964) assumed that there were two countries, the United States and Europe, but that time they were producing a large number of goods, where the ratio among ai/Ai was ranging from 2 to 5. However there could have been a situation of ‘a critical good’ that would have been close to a borderline, when there was no difference whether the good was produced in the US or in Europe. Then R would be determined:

R = W/w[Aj/aj]

Hence, in case the countries could produce the good 2 at equal costs the following equation would be correct:

R = W/w A2/a2 = W/w = 3/1

That would determine the exchange rate – 3$ for 1 £, if the ratio of wages, W/w, per hour would be 3$ in the US and 1/3 of £ (1$) in Europe. Nevertheless Samuelson (1964) underlined that the relation between currencies would be a subject of change when shifts in demand and/or supply would occur.

Moreover Samuelson (1964) pointed out that it was obvious that same costs could not determine balance of payments deficits and overvaluations of currencies.
Tastes and demands should have been also taken into account as well as capital movements. In such situation the exchange rate R could reach unlimited level, and if the wages W had been high enough, the USA could have been undersold in every good.
The entire import would have to be balanced by capital movements. The solution to avoid such situation would be imposition of tariffs on traded goods, which would reduce unemployment and increase Net National Product (NNP), and therefore real wages. The other, or simultaneous, way to improve the USA’s position could be also undervaluation of their currency ($) to European currency (£).
 

Samuelson (1964) tried to find out the real reason of overvaluation of the US dollar since 1949. Having pointed out weaknesses of Cassel’s (1918), Keynes’ and Houthakker’s (1962) theories on purchasing-power parity and exchange rates’ relations, he reached a conclusion that the overvaluation of the US dollar was caused by dearth of commensurate rise of wages abroad (according to the rise of productivity) to rise of wages in the USA. That was the reason why the USA, despite their improvement on relative productivity to other countries, had not noticed a surplus in current account of balance of payments, which would offset investments and foreign aid and security of the USA abroad. That imbalance of relative wages (W/w) to relative improvement on productivity had caused the overvaluation of the US dollar since 1949.
 According to his findings, the overvaluation of the dollar was caused by dearth of commensurate rise of wages abroad (according to the rise of productivity) to rise of wages in the USA. By implication it would mean that while joining the ERM II and the EMU there might a situation of lack of exchange rate equilibrium occur due to not inappropriate rise of wages to relative productivity rates (between Poland and the Euro-zone) and therefore fixing exchange rate in conditions of overvalued zloty may lead to permanent current account deficits or undervalued zloty could cause inflatory pressure. 
1.1.3 MODERN INTERPRETATION OF THE BALASSA-SAMUELSON EFFECT

In analogy, modern interpretations of the Balassa-Samuelson effect presented by De Grauwe and Schnabel (2005) in an article entitled ‘Nominal Versus Real Convergence – EMU Entry Scenarios for the New Member States’ overviewed potential developments of joining the EMU by the NMS, which may be applied to the case of Poland.
In the study presented by De Grauwe and Schnabel (2005) there was a two-country model with tradable goods (industry) sector and non-tradable goods (services) presented. The authors assumed also a perfect competition in the tradable goods markets and perfect mobility in the national labour markets, but no international mobility between the countries. Subsequently De Grauwe and Schnabel (2005) made an assumption of no direct competition between two non-tradable goods sectors between the two countries and no competition between non-tradable and tradable goods sectors within each country.
The production of non-tradable and tradable goods in each country was described by two Cobb-Douglas production functions for tradables sector – T and non-tradables sector – NT:

Yi = Ai(Ki ) γ i (Li)1-γi with 0 < γi < 1 and i = T, NT





(1)

In equation (1) Yi is the (real) output, Ai is technology, Ki is (fixed) capital and Li is the labour force employed in sector i. Either in non-tradables sector or tradables sector the output was a result of combination of technology, capital and labour. With an assumption of competitive markets and profits maximisation, the marginal productivity of labour ((1-γi)Yi/Li) has to be reflected in real wage change in respective sector.  

The real wages in the two sectors were reckoned as a quotient of nominal wages and price levels of respective goods:

(1-γi)Yi/Li = Wi/Pi









(2)

Nominal wages in both sectors are assumed to be equal, because of the perfect internal mobility (WT=WNT=W). In result:

-cQT/QNT = - PNT/PT









(3)

where Qi stand for labour productivities in the respective sectors (Yi/Li) and c is a positive constant reckoned as quotient of respective weights of tradables and non-tradables (1-γT/1- γNT).

In case of constant productivity in non-tradable goods sector according to equation (4) an improvement in traded goods productivity increased the relative price of non-tradables. That meant that, as consumer price level was determined by prices of tradable and non-tradable goods, that overall price level would rise.

In case of the New Member States (NMS) of the EU the prices of tradable goods (PTE)  in the EMU were exogenous and for simplification constant and purchasing-power parity was valid for the traded goods sector.
 Hence, the tradable goods prices of the NMS could be reckoned with the following formula: PTA = EA/E × PTE, where PTA is tradable goods price and EA/E is exchange rate of a NMS’s currency against the euro. If we substitute PT from equation (3) for PTA formula we would receive an impact of Balassa-Samuelson effect on the NMS economy:

 cQT↑/QNT =  PNT↑/ (EA/E × PTE)= PNT↑/PT






(4)

 
If exchange rate of accession country was constant against the euro (EA/E), traded goods prices in NMS (PTA) were also constant. Under an assumption of fixed nominal exchange rates, higher productivity in tradable goods sector would lead to higher prices in non-tradable goods sector. The consumer price index comprises tradable goods prices as well as price level of non-tradables. Hence, the level of inflation rate would be higher in NMS than in the EMU. That would lead to real appreciation of the NMS currency to the euro, reflecting relative productivity gains. 

In case of bringing the NMS inflation rate to the EMU level, the adjustment had to be reflected through nominal exchange rate. Under the assumption that prices in the EMU (PTE) were exogenous and constant and non-tradables inflation fixed to the EMU level (PNTE), there would nominal appreciation of the NMS currency occur. Due to the fact that inflation rate was equal to the EMU level, the nominal appreciation against the euro was a real appreciation, and also in that case was reflecting relative gains in productivity:

cQT↑/QNT =  PNT/ (EA/E × PTE)↓







(5)

1.1.4 CRITIQUE
There may be certain shortcomings found in the model presented by Balassa (1964) and Samuelson (1964). The assumptions of perfect competition in international goods markets, perfect internal mobility of labour force, and dearth of competition in services are assessed as too restrictive (De Grauwe and Schnabel [2005]). Moreover real appreciation of exchange rate deriving from relative productivity gains (supply side), may be influenced by factors other than described in Balassa-Samuelson theory.
There are gains not only in industrial productivity. This phenomenon could be observed in services sector as well, e.g. in banking, insurance, transport or retailing. Moreover in today’s globalised economies more and more prices of services become determined by international markets, thereby they begin to constitute tradable goods.
Furthermore in case of equal productivity gains either in industrial or services sectors, the relation of tradable and non-tradable goods’ prices would be constant and there Balassa-Samuelson effect would not appear.

1.2 THE OPTIMUM CURRENCY AREAS (OCA) THEORY

1.2.1 MUNDELL’S OCA THEORY AND ITS DEVELOPMENTS

Theoretical considerations concerning optimum currency areas (OCA) had been a subject of many economists’ researches a long time before countries of the EEC decided to set up the EMU. The most recognised and widely cited is Robert A. Mundell’s (1961) OCA theory, which started a debate on economic and monetary unions and has been a subject of many continuations and modifications. However the OCA theory was rather an academic discussion and was not taken into account while establishing the EMU.
Nevertheless that theory inspired many researchers to explore the notion of monetary union and unquestionably developed this area of economic science. 

Mundell (1961) assumed two-region model with initial full employment and equilibrium in balance of payments.
 That situation was distorted by a shift of demand from region B’s goods to region A’s goods. Mundell (1961) assumed also that every adjustment of wages and prices caused a change in unemployment rate in a short-term and that both regions pursue an anti-inflatory policies. The situation presented by Mundell (1961) was as follows. There were two countries A and B, which had their national currencies. A shift of demand from goods from region B to goods from region A caused unemployment in region B and inflatory pressure in region A. To the moment that region A accepted the level of prices increase ‘terms of trade’ were changing and resulting in losing of competitiveness of region A goods in favour of region B’s goods – the burden of adjustment fell on two regions. But if authorities of region A tightened monetary policy, the entire burden would fall on region B. A reduction of real GDP of region B would be essential to bring back the equilibrium, and if it could not be achieved by ‘terms of trade’ change, because region B could not decrease prices and region A did not want their rise, there would a downturn of output and unemployment rise occur in region B. Mundell’s (1961) conclusion was that in conditions of fixed exchange rates, the surplus countries in order to reduce level of inflation, would impose recessive pressure on the remaining countries with different currencies.

He also conducted a subsequent reasoning. There were two regions A and B with a common currency and governments pursued full-employment policies. In case of shift of demand from region B’s goods to region A’s goods there unemployment in region B and inflatory pressure and trade surplus in region A occurred. To combat unemployment monetary authorities of region B increased money supply, causing simultaneously a further rise of inflation in region A. The only solution to counteract unemployment in the deficit region was a rise of prices level in the surplus region. Mundell’s (1961) conclusion was as follows. Striving for full-employment in economy composed of many regions and having a common currency would be connected with higher level of inflation in both regions (the less a level of unemployment in deficit regions was, the higher level of inflation would occur).

While continuing his reasoning Mundell (1961) assumed the world consisting of two countries – Canada and the United States of America – which had their national currencies and the continent was divided into two regions (East and West), where there were cars produced in East and building materials in West. The borders of regions did not correspond to national borders. There was a floating exchange rate between US dollar and Canadian dollar. In condition of shift of demand from cars to building materials, there would unemployment in East and inflatory pressure in West occur. Canada and the USA faced a choice if combat unemployment in East by increase of money supply or to reduce inflation in West by money supply contraction. The conclusion was that there was no possibility to combat unemployment and reduce inflation in two countries with different currencies simultaneously. Moreover a floating exchange rate not always enabled a change of ‘terms of trade’ and equilibrium restoration.

Mundell (1961) suggested also a reasoning on the same situation with one change – that the US dollar and Canadian dollar were substituted with eastern dollar and western dollar, where there was also a floating exchange rate between them. In that case the exchange rate functioned as adjusting mechanism. Every surplus of demand would result in appreciation of the region’s currency and analogously a deficit would result in depreciation of the other region’s currency. According to Mundell (1961) an optimum currency area is a region with high degree of internal mobility of output factors with simultaneous dearth of their international mobility. Moreover the region should be vast enough to prevent the exchange rate from speculative floating. Furthermore the next factor, which determined optimum currency area was ‘money illusion’. Mundell (1961) indicated that trade unions were reluctant to adjust real income by changing levels of nominal wages and prices. Nevertheless the unions were more prompt to accept reduction of real income in a way of a change of exchange rate (under condition that import did not constitute a significant part of consumption, which could be important in case of smaller currency areas). Hence a notion of ‘money illusion’ also reduced a number of such areas.
   

Mundell’s (1961) OCA theory was extended in 1963 by other American economist, Ronald I. McKinnon. He underlined openness as a pivotal element of economy, which was about to constitute an optimum currency area. As ‘optimum’ McKinnon defined an area with a common currency, where monetary and fiscal policy as well as external floating exchange rate aimed to achieve three purposes: maintenance of full-employment, maintenance of balance of payments equilibrium and maintenance of stable level of internal prices.
McKinnon (1963) emphasised the importance of output factors’ mobility. He suggested taking actions aiming to eliminate barriers, which hampered free movement of output factors among industries and among the regions. It would have been an essential factor to restore balance of payments equilibrium due to elimination of floating exchange rate shortcomings.  He also stressed pure geographical mobility of output factors. 

There also Peter B. Kenen (1969) made a significant contribution to development of Mundell’s OCA concept. He emphasised structure of economy as one of decisive factors, which should be taken into account while establishing monetary union. The states with more diversified economies would reap more advantages following introduction of a common currency, due to being less susceptible to demand, investment and employment fluctuation. For such states the most advantageous would have been  a combination of fixed exchange rates and fiscal and monetary actions. Conversely, states with less diversified output and export should take advantage of stabilizing function, which were partly given by floating exchange rate.

The OCA theory has established a set of basic criteria, which from theoretical point of view should be fulfilled by countries considering joining a monetary union. According to the theory Poland should have an open economy, diversified output and flexible labour market to decrease costs of joining the EMU and to prevent from asymmetric shocks (e.g. specific for the Polish economy)
1.2.2 CRITIQUE - ENDOGENEITY OF THE OCA CRITERIA
Setting up of the EMU sparked a discussion if establishment of a monetary union and adoption of a common currency by the EU Member States would enhance economic integration of participating countries. The best known study on endogeneity of optimum currency areas (which means that trade integration and revenues’ correlation will be a result [not a condition] of adopting a common currency) was presented by Jeffrey A. Frankel and Andrew K. Rose (1998) in an article entitled ‘The endogeneity of the optimum currency area criteria’. Frankel and Rose (1998) in their considerations began with assumption that from theoretical point of view, the effect of stronger economic integration could be greater inter-industry specialization and therefore business cycles would become more individual (because economies would be more vulnerable to specific shocks for those industries) or conversely, the effect could be greatly correlated business cycles connected with general (concerning the entire group) demand shocks or with inter-industry trade.
 The authors, using data from thirty years and from twenty countries for their research, concluded that there was a strong positive interdependence between a degree of bilateral trade intensification and correlation of cross-country business cycles. Basing on such fact, they reached a conclusion that countries which had doubts whether to enter the EMU because of little degree of economic integration, should not take historical data into account, because same entering the union could result in trade expansion and thereby higher business cycles’ convergence.

Frankel’s and Rose’s (1998) theory of the endogeneity of the optimum currency area criteria was extended by Paul De Grauwe and Paolo Mongelli (2004) in article entitled ‘Endogeneities of Optimum Currency Areas (OCA)?’. They distinguished four kinds of endogeneity: endogeneity of economic integration, endogeneity of financial integration, endogeneity of shocks’ symmetry and endogeneity of product markets and labour markets’ elasticity.
In case of economic integration a basis to assess profitability of adopting a common currency were the economy’s openness and revenues’ correlation. The greater the openness and the correlation of income, the costs are lower and gains greater. According to the endogeneity of the OCA criteria, which is confirmed by empirical data, openness of economy increases with adopting of a common currency.
It derives from reduction of trade costs connected with elimination of exchange rate risk (and hedging costs) and decrease in information costs. Moreover a common currency increases transparency and competition, reduces markets segmentation and lowers transaction costs. Furthermore monetary integration decreases fluctuation of relative prices amid the states. While comparing periods before and after establishment of the EMU it is noteworthy to notice that the scope of the fluctuation constituted about 20% of the previous floating. Moreover Anderton, Baldwin and Taglioni (2002) conducted a research on influence of exchange rate volatility on prices change. They found that countries with narrow bands of exchange rate fluctuation (Germany, Austria, Netherlands, Belgium and Denmark) were simultaneously noting higher volatility of prices. Thereby it would mean that establishment of a monetary union could cause changes in strategies of enterprises, because it could happen that there would markets segmentation wane and it would retain vast differences of prices. Therefore it will lead to price convergence among the group of countries.
     

In case of financial integration there will better allocation of capital, higher efficiency of output and higher economic growth occur. Moreover the more advanced financial markets integration is, the greater the monetary union’s immunity to asymmetric shocks will prevail. Hence, costs of adopting a common currency decrease. Interesting are also results of Asdrubali, Sorensen and Yosha (1996) research on interstate risk sharing channels in the USA. Their scrutiny focused on influence of shocks on gross state product. Basing on collected data they found that 39% of shocks were neutralised by capital markets, 23% by credit markets and 13% by federal government’s actions. Therefore 62% (39% + 23%) of asymmetric shocks were absorbed by financial markets.
 That argument may be taken into account by NMS while deciding whether to participate in the EMU, despite the fact that financial markets of the Euro-zone are in a phase of integration. On a basis of empirical data it may be noticed that money markets integrated almost immediately after introduction of the euro.
 However the integration of financial markets was not parallel in every segment – e.g. repo segment is less integrated.
Changes may be noticed also in bond market. However the markets had started integrating a long time before the third stage of the EMU establishment began, nevertheless at the beginning of 1990s there were great differences in bond yields ranging to 500 basis points common. It was a result of differences in inflation rates. Since May 1998 the differences rarely exceeded 40-50 basis points (before adoption of a common monetary policy). One of the results of adopting the euro was a change in risk diversification on capital markets – factors connected with certain countries were substituted with industry’s and sectors’ factors.

Concerning financial integration foreign direct investments (FDI) should be taken under consideration. According to data collected by De Grauwe and Mongelli (2004) there was a great increase of FDI (inside and outside the Euro-zone) and a few times greater number of mergers and acquisitions in 1999-2001 than in mid-1990s occurred. Nevertheless the authors underline that it is difficult to assess what scope of such phenomena could be a result of establishment of the EMU and what part of them was caused by economic boom exactly in 1999-2001 (especially that after 2001 there was a sharp decline of FDI noted).
 

In case of economic and financial integration’s  influence on revenues’ correlation opinions of economists are divided. While Frankel and Rose (1998) claim that the correlation will be the greater, the tighter are trade connections (and this will be a result of adopting a common currency), Kazemli-Ozcan, Sorensen and Yosha (2001) presented empirical data, that greater financial integration leads to greater specialisation in production.
Lower diversification of production may lead to greater vulnerability to asymmetric shocks (specific for certain economy or region). Nevertheless there is growing importance of services as a source of national incomes observed. They are less vulnerable to economies of scale and do not undergo regional concentration to that extend as industrial production does.  Taken into account that services constitute about 70% of GDP of the Euro-zone, regional specialisation of economic activity may even stop in case of further economic integration (which is observed in the USA).
Therefore it may be assumed with greater probability that progressive economic integration leads to smaller vulnerability to asymmetric shocks and to greater revenues’ correlation.

A case of examining of production elasticity and labour markets causes the biggest problem and hence there are vast divergences in results of the researches. For instance Saint-Paul and Bentolila (2002) claim that a loss of a tool of monetary policy management at the national level decreases incentives to undertake significant actions reforming labour markets. Nevertheless the authors underline that the EMU increases probability of conducting successive gradual reforms and their co-ordination among the group of states. Subsequently Blanchard and Giavazzi (2001) claim that greater deregulation of product markets leads to increase in competition and will cause deregulation of labour markets. De Grauwe and Mongelli (2004) mark that on a basis of empirical data from first years of functioning of the EMU it may be concluded that establishment of a common currency area gives incentives to increase labour markets’ elasticity inside the group of states. 

To sum up, despite divided opinions about endogeneity of the OCA criteria, a great majority of economists agree that states which do not constitute optimum currency area before establishment of a monetary union, can in a way of greater economic and financial interdependence become such an area. Therefore costs of introduction of a common currency will be smaller with progression of economic integration.
Therefore Poland does not need to fulfil the OCA criteria at a moment of joining the EMU. It may be an effect of joining the Euro-zone, and should not necessarily constitute a prerequisite to make a decision whether to adopt the euro or to delay it.
CHAPTER 2
ECONOMIC AND MONETARY UNION AND POLAND - OVERVIEW

2.1 ECONOMIC AND MONETARY UNION
2.1.1 CONCISE HISTORY OF FOUNDATION OF THE EMU AND ITS INSTITUTIONAL STRUCTURE

Economic and monetary union, according to the European Commission, is a fifth step out of six stages of economic integration.
It encompasses a single market with a common currency and monetary policy. In case of the European Union this level of economic interdependence was reached on 1st of January 1999, when the common currency, the euro, was launched. The monetary authority consisting of the European Central Bank (ECB),  the Eurosystem and the European System of Central Banks (ESCB) was esatblished on 1st of June 1998.
The European Monetary Institute (EMI), which was set up to pursue preparations and implementation of the euro in the Member States of the future Euro-zone and to lay foundations for the central bank and the ESCB, was replaced by the ECB on 1st of June 1998.
 However the ECB gained the entire monetary power simultaneously with an introduction of the euro on 1st of January 1999. That time the Eurosystem comprised the ECB and the eleven central banks of the members of the Euro-zone. Two years later the Euro-Area was enlarged by Greece and the Eurosystem by its central bank. Now the Eurosystem consist of the ECB and fifteen central banks.
  

The ESCB comprises the ECB and the central banks of all the Member States of the European Union (EU) including countries, which do not belong to the Euro-zone.

The ECB is governed by three organs: Governing Council, the Executive Board and a General Council, which are chaired by a president of the bank. The Governing Council consists of 21 members, where six of them are members of the Executive Board and the latter fifteen are the presidents of the national central banks which belong to the Euro-zone. They are appointed for 8 years and do not resign even if the tenure of their post in national central banks is finished. Currently the president of the Governing Council is Jean-Claude Trichet. The Council debates at least ten times a year. The main responsibilities of the Council are providing guidelines and taking decisions, which are necessary for the Eurosystem to function most effectively and pursuing the monetary policy of the ECB  by setting the level of interest rates and obligatory reserves in the Eurosystem. 

The Executive Board comprises six members. They are the president and the vice-president of the ECB and four nominees from governments of the Eurosystem appointed after consultation with the European Parliament and the Governing Council. The Executive Board manages the administration and organisation of the ECB’s work and pursues the monetary policy.

The General Council consists of the president and a vice-president of the ECB and twenty seven presidents of the national central banks of the EU. It is responsible for providing advice, collecting statistics, drawing up annual financial reports and establishing the ECB personnel’s employment conditions. It also collects indispensable data for determining the irrevocable exchange rates of the EU Member States’ currencies, which are encompassed by derogation to the euro. The General Council also establishes the principles of accounting and reporting procedures for the national central banks of the EU. It will be dissolved when all the Member States of the EU introduce the euro.

The euro was launched on 1st of January 1999, after many years of complicated preparations. An  idea of introduction of a common European currency was first presented in February 1969 by Raymond Barre, a vice-president of the European Commission. He saw a volatile floating exchange rate system as a threat to a proper functioning of the customs union and the Common Agricultural Policy (CAP). Barre suggested harmonisation of economic and monetary policy of the European Economic Community (EEC) and establishing fixed exchange rates among the Member States’ currencies. The main assumptions of the Barre’s Plan were approved by heads of the governments during the European Council’s summit in Hague in December 1969 and the decision to establish the Economic and Monetary Union was taken. The detailed plan of the monetary union’s implementation was to be prepared by a committee of experts chaired by Prime Minister of Luxemburg – Pierre Werner. Werner planned to establish the monetary union to 1980. The Werner’s Plan provided for irrevocable exchange rate fixing among the Member States’ currencies, harmonisation of their budgetary policies and delegation of a part of economic power to supranational institutions. The main aim of the plan was to lay foundations for monetary integration. In 1971 there was a decision taken to pursue the first stage  - economic policy harmonisation among the EEC states – nevertheless, because of a fall of Bretton Woods system, it was postponed.  In 1972 the EEC states decided to establish a ‘currency snake’ – a system of exchange rate stabilisation among their currencies, where the floating to each other was limited to +/- 2,25%. Moreover the fluctuation was also limited to US dollar to +/- 4,5%. This system was called ‘snake in a tunnel’. In March 1979 the President of the European Commission Roy Jenkins, the Chancellor of the Federal Republic of Germany (FRG) Helmut Schmidt and President of France Valery Giscard d’Esting undertook an initiative to establish the European Monetary System (EMS). The main aim of the system was to stabilize exchange rates and to combat inflation. There was also created European Currency Unit (ECU).  ECU was not a currency in a common sense. It was used for settlement of accounts and its value was reckoned on a basis of basket of currencies.
On 1st of July 1987 the Single European Act (SEA) came into force. It encompassed establishment of the Single Market to 1992, which included four freedoms (the free movement of goods; the free movement of persons; the free movement of services and the free movement of capital). Apart from the provisions concerning the Single Market, the SEA included  decisions embracing economic and monetary co-operation. In June 1988 during a summit of the European Council there was a committee of experts set up chaired by Jacques Delors, to work out a plan of establishing and further functioning mechanism of the Economic and Monetary Union (EMU). On 12th of April 1989 the committee unveiled the Delors’ Report. According to the report establishment of the EMU was divided into three stages. The first stage encompassed removal of barriers against free capital movement on the Single Market and tightening co-operation in scope of economic and monetary policy. The second stage embraced fulfilment of the convergence criteria (nominal requirements for participation in the EMU), establishment of the European Monetary Institute (EMI) – the predecessor of the ECB, and equalising of the economic development in particular Member States. The third, and the last stage encompassed introduction of the common currency replacing the national currencies of the members of the EMU and the beginning of functioning of the ECB and the ESCB.

On 26-27 of June 1989 in Madrid the European Council approved the Delors’ Report as a strategy towards the EMU and decided to begin the first stage of  its establishment on 1st of July 1990. On 11-12 of December 1991 during a summit of the European Council a project of the Maastricht Treaty was approved. The treaty was defining actions to be taken on the way of setting up the EMU and constituted its legal foundations. The treaty was signed on 7 of February 1992 in Maastricht and came into force on 1st of November 1993.

According to Article 2 of the Maastricht Treaty the aim of the Community is endorsement of harmonious, sustainable development of economic activity, lasting and non-inflatory growth respecting natural environment, a high degree of economic actions’ convergence, high level of employment and social care, improvement of  the level of living standard, economic and social cohesion and solidarity among the Member States. The establishment of the EMU, according to the treaty, encompassed implementation of irrevocable exchange rates among the Member States’ currencies, introduction of the common currency and pursuing a single monetary policy, which would aim to obtain price stability. The second stage of implementing of the EMU began on 1st of January 1994. It embraced making the central banks independent of the governments, further economic policy’s integration and establishment of the European Monetary Institute, which aimed to co-ordinate monetary policies of the national central banks. On 15-16 December 1995 during the European Council’s summit in Madrid there were decisions taken concerning the name of a common currency – the euro – and a date of its implementation – 1st of January 1999. In December 1996 during a summit of the European Council in Dublin there were legal provisions concerning implementation of the euro approved. There was also a very important document signed – the Stability and Growth Pact. The pact determined the maximum level of budget deficit (3% of GDP) that would not imply encompassing by ‘excessive deficit’ procedure. It was a significant strengthening of the Maastricht Treaty’s provisions towards monetary policy tightening (see point 3.1.2.2). On 1-3 of May 1998 during a summit of the European Council in Brussels there were decisions taken concerning which states would qualify to join the EMU, which would be the irrevocable exchange rates and concerning an appointment of the ECB’s statutory authorities. On 31st of December 1998 there were fixed exchange rates implemented. On 1st of January 1999 eleven Member States of the EU (Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxemburg, Netherlands, Portugal and Spain) introduced the euro. That time the euro was circulating simultaneously with the national currencies and only in a non-cash form. The ECB began its statutory commitment to pursue anti-inflatory monetary policy for the entire Euro-zone in co-operation with the national central banks constituting the ESCB. In January 2002 there was a process of introducing notes and coins of the euro started. Simultaneously the national currencies were gradually withdrawn. From July 2002 the only legal tender of the EMU was the euro.        

2.1.2 LEGAL FOUNDATIONS OF THE EMU

2.1.2.1 PROVISIONS OF THE MAASTRICHT TREATY

The Maastricht Treaty included detailed provisions concerning implementation of the Delors Report. It included a clause saying that pursuing the EMU could not have been cancelled or postponed, while not breaching the treaty.
Moreover the Maastricht Treaty defined four criteria, which had to be fulfilled by the countries, which were going to participate in the EMU. They are known as ‘the convergence criteria’ or just ‘the Maastricht criteria’. They embraced:

· Price stability: an average inflation rate no greater than 1.5 percent above the inflation rates of the three best-performing member states

· Interest rates: an average nominal long-term interest rate no greater than 2 percent above the interest rates of the three best-performing member states

· Government budgetary position: an annual current account deficit not exceeding 3% of GDP and gross public debt ratio not exceeding 60% of GDP

· Currency stability: membership of the narrow band of the ERM (with fluctuations of less than 2.5% around the central rate) for at least two years, with no devaluations.

Price stability was emphasised as a convergence criterion for several reasons. The most important was belief that price stability is indispensable pre-condition for sustainable economic growth and therefore rise of a society’s living standard.
Lack of such stability, due to increase in economic uncertainty, makes market participants steadily adjust prices and revise contracts (particularly long-term contracts). Also the more common inflatory anticipations are, the higher ‘inflatory margin’ in prices and interest rates prevails.
The higher inflation, the less information about consumers’ real preferences and relative rarity can come from price developments (prices lose their information role). It makes difficult to allocate resources in an efficient way. Price stability also helps to avoid social unrest connected with income and its distribution amid society. It comes from a fact that, in general, debtors have advantage of inflation, but it is not favourable to all the others who receive and store their financial resources as financial assets (e.g. for market participants who store cash on bank accounts).
Progressive fall in money’s purchasing-power is a factor, which discourages saving, also in a form of bank accounts. In effect banks have less resources to give credits to enterprises. In spite of the fact that a better-off part of society can better secure their resources from impact of inflation than a poorer part, inflation enhances inequalities among society (e.g. it is rarely feasible to valorizate pensions in compliance with rise of prices, when inflation rate is high). There also a phenomenon of ‘wages claim’ occurs due to rising costs of living. It enhances focusing on actions aiming to prevent from risk (e.g. by collecting resources in fixed assets instead of financial markets) at cost of other actions.
Awareness of these phenomena makes that since any years practically all industrialised countries pursue a policy of low inflation, which is pre-condition for sustainable economic growth, high employment and balance of payments equilibrium. In case of the EU it was to strengthen sustainable functioning of the EMU and providing favourable conditions for society thanks to stable prices and low interest rates. Moreover low inflation noted in most of industrialised countries is a result of structural factors connected with stronger and stronger interdependence of their economies with international trade and international financial markets. Increasing competition from emerging markets decreases tendency of price rises. Therefore fulfilment of the price stability criterion indicates that a country is able to function in an area focused on lower inflation. It also shows a real willingness to cope with social problems deriving from combating inflation (e.g. higher unemployment in a short-term).


The budget deficit and public debt limits were introduced, because budget deficit creates usually inflationary pressure (see e.g ECB Monthly Bulletin, April 2004, Fiscal policy influences). However it is difficult to explain why upper limits of budget deficits and public debts were established as, respectively, 3% and 60% of GDP. In literature there is a lack of justification of such levels. It could be explained to some extend that the reference values’ set up was based on previous experience and a vision of desired condition of public finances.
The reference values were established to avoid a situation of ‘free riding’ of some countries at cost of the others. Too high public debts would weaken a common currency and moreover some countries would  contribute to higher interest rates in the whole area by excessive borrowing in the market.
 A high debt level might also create an incentive to pressure for inflation, in order to inflate the debt away.

Also there would be no incentives for reforming public finances - excessive social expenditures would jeopardise functioning of the EMU by too high burdening budgets. As mentioned above high public borrowing would increase real interest rates and therefore hamper development of private sector due to higher cost of capital.

Excessive budget deficits may also cause a vicious circle where debt was rising, costs of its service were steadily rising, which caused tax rises and increase in interest rates. The increase in interest rates caused a rise of costs of financing budget deficits. Taking into account that a great part of public debt is a long-term debt, it will be future generations who will need to finance it. Experiences of many countries show that bad condition of public finances causes high vulnerability to interest rates’ levels and therefore pressures on central banks. In extreme situations it may cause attacks on central banks’ independence.

Moreover a bad condition of public finances causes a loss of credibility of a country in the international arena. Participants of international markets observe carefully developments and credibility of countries and their attitude to domestic and foreign investors. A loss of credibility causes increased cost of capital available for the investors in the international markets and in extreme situations may be a reason of mass fleeing of capital to abroad and financial crisis in the countries. 

A level of long-term interest rates reflects general opinion of market participants about the countries’ economic situation and particularly an assessment of sustainability of price stability and public finances.
 The less differentials among the countries are, the more proximate their situation is, and therefore a desired degree of convergence is reached. Downward impact on interest rates may be caused either by lower inflation or public finances’ improvement. Hence interest rates are one of major indicators of economic condition of a country.

Establishment of +/- 15% bands of currencies’ floating took place on 2 of August 1993. The reason of setting up such criterion was to present countries’ credibility and real exchange rate stability due to efficient anti-inflatory monetary policy and budget policy focused on responsibility and constraining debts. Without such credibility there could steep exchange rates’ fluctuations occur, which would influence economies of the countries (particularly due to free capital movement since mid-1994 within the EU and with third-countries). Therefore a country presents its readiness to adopt the common currency in conditions of no constraints on foreign currency movement. After this period of stability a national currency would just be changed with the common one. Otherwise, in case of steep floating of exchange rate, implementation of the common currency would be just an artificial, only administrative decision without taking into account the countries’ readiness.

The Maastricht Treaty set up also the institutional structure of the EMU. It established the scheme of the ECB’s organisation as well as the ESCB. Moreover the treaty defined the rules saying how the monetary policy would be pursued. There was independence of the ECB from any of the Community’s institutions or bodies or any government of the member states underlined.  There was also the Article 105 included saying that the primary objective of the ESCB should be maintaining price stability. The main tasks of the ECB and the ESCB were implementation of monetary policy, pursuit of foreign exchange operations, holding and management of the official reserves of the member states and providing for the smooth running of the payments system. The treaty defined also a role of the Council of the European Union concerning the EMU. The Council of Economic and Finance Ministers (EcoFin) would have upper hand in the area of interventions in foreign exchange markets, establishing monetary agreements with third-countries and decisions concerning international relations of the EMU.
The EcoFin became also responsible for monitoring whether the member states pursued a set economic policy and if necessary for imposing fines on the countries that had not fulfilled the established guidelines (e.g. if the states were running excessive budget deficits). 

2.1.2.2 PROVISIONS OF THE STABILITY AND GROWTH PACT 

Despite the provisions of the Maastricht Treaty on convergence criteria, there was still a hint of danger that some of the member states would pursue a high public deficit policies without threat that it would cause weakening of the common currency.
 There was a possibility that some countries could ‘free ride’ on other member states that would have to pursue even stricter fiscal policy in order to ensure the stable value of the common currency. The Member States of the EU decided that it was necessary to sign the Stability and Growth Pact. It took place in July 1997. The pact was strengthening the Maastricht Treaty provisions by two resolutions. The resolutions encompassed obligation to submit updated ‘stability programmes’ (embracing plans for few years) to the Council of the European Union and to the European Commission each year. The degree of reality of the programmes was to be assessed by the Commission. In general the member states were obliged to pursue in a medium-term a policy of a balanced or surplus budget. In reality there were no sanctions in case of the negligence of conducting a balanced budget. Also Member States of the EU, which did not belong to the EMU had to submit ‘convergence programmes’, which were equivalent to the ‘stability programmes’. Nevertheless under the provisions of the Stability and Growth Pact a member state of the EMU, which would notice a budget deficit exceeding 3% of GDP would be encompassed by ‘excessive deficit procedure’ unless there was a severe recession (if the economy plunged by more than 2% of GDP annually) or the member state had not been able to predict the circumstances which led to the excessive deficit. Under the provisions of the pact the EcoFin Council is entitled to make recommendations to the member state indicating which actions have to be taken to improve macroeconomic situation. The member state has four months to implement corrective action. If not, the EcoFin Council has a right to impose a fine in ten months from the moment the deficit was reported.  The sanctions embrace a form of a non-interest-bearing deposit in a fixed sum of 0.2% of GDP, and variable part which depends on a size of the deficit. The EcoFin Council may impose an additional deposit of no more than 0,5% of GDP if the member state fails to improve its fiscal deficit. Deposits may not be reimbursed if the excessive deficit has not been corrected after two years.
Conversely, if the member state would improve its fiscal situation, all the deposits would be reimbursed. Nevertheless the already imposed fines could not be cancelled. 

Critics of the Stability and Growth Pact underline that there has to be a political will to impose the sanctions. However the constraints on fiscal policy may function properly in a situation of economic growth, the pact may have severe consequences during recessions. During a downturn countries have lower revenues and they notice higher budget deficits and to avoid higher unemployment they even increase spending and consequently increase the size of the deficit.  Because the ECB has a statutory obligation to pursue strict monetary policy, it is a policy-mix that may sustain the recession. The sanctions provided in the Stability and Growth Pact may discourage the member states to pursue economic reforms aiming to constraint a size of a budget deficit, because in a short-term it may even worsen the fiscal situation. Nevertheless without the pact there would be very probable even worse situation of ‘free riding’. It is beyond dispute that the pact has to be reformed, but it is necessary to enable smooth and stable running of the EMU.
 
2.2 POLAND

2.2.1 DRAFT OF POLAND’S INTEGRATION WITH THE EU AND THE COMMITMENT TO JOIN THE EMU

In 1989, after the fall of communism, Poland entered a path of economic reforms towards market economy. In 1990 there was the Balcerowicz Plan introduced, which was a ‘shock therapy’ to the centrally planned Polish economy. The reforms encompassed removal of price controls, elimination of most subsidies to industry, opening markets to international competition and imposition of strict budgetary and monetary policies. Thanks to the reforms Poland was the first of the post-communist Central European countries that ended a recession following the change of economic system and began a period of economic growth.
 
TABLE 1. DYNAMICS OF GDP IN SELECTED POST-COMMUNIST COUNTRIES IN 1990-1996
	Year
	Poland
	Hungary
	Czech Republic
	Russia
	Ukraine
	Belarus

	1990
	-9,68%
	-6,67%
	-1,20%
	-3,00%
	-3,60%
	-1,90%

	1991
	-7,02%
	-11,90%
	-11,61%
	-5,00%
	-8,70%
	-1,40%

	1992
	+2,51%
	-3,06%
	-0,51%
	-14,50%
	-9,90%
	-9,60%

	1993
	+3,74%
	-0,58%
	+0,06%
	-8,70%
	-14,20%
	-7,60%

	1994
	+5,29%
	+2,95%
	+2,22%
	-12,70%
	-22,90%
	-11,70%

	1995
	+6,95%
	+1,49%
	+5,94%
	-4,10%
	-12,20%
	-10,40%

	1996
	+6,00%
	+1,32%
	+4,16%
	-3,60%
	-10,00%
	+2,80%

	1990-1996
	+6,61%
	-16,11%
	-1,94%
	-41,94%
	-58,55%
	-34,29%


Source: own calculations based on the Total Economy Database, Groningen Growth and Development Centre, http://www.conference-board.org/economics/database.cfm, 09.12.2008

However such ‘shock therapy’ caused a wave of bankruptcies of inefficient state-owned industrial giants, which resulted in approximately 20% unemployment rate among Poles. The hardest situation was in rural areas, where Polish had been employed in collectivised state-owned farms, which were then collapsing. Many economists however say that the Balcerowicz Plan just uncovered hidden unemployment and if the plan had not been introduced, Poland would have been much poorer country now. The argument which confirms this statement is that the Polish economy had the highest economic growth rate during the period 1989-2000 among all the post-communist countries.

Simultaneously with economic reforms Poland as an independent and democratic state sought opportunities to join international organisations. On 16th of September 1988,  just before the democratic coup, Poland initiated diplomatic talks with the European Economic Community (EEC). One year later, on 19th of September 1989, Poland signed the agreement for trade and trade co-operation with the EEC. In February 1990 the Polish Prime Minister Tadeusz Mazowiecki expressed the aspiration to join the EU during his speech in the European Parliament, which was confirmed in June 1991 by the Polish Minister of Foreign Affairs Krzysztof Skubiszewski in Sejm (the Polish Parliament). On 19th of May 1990 a procedure to begin negotiations for the association agreement was started and it officially embarked on in December 1990. About one year later, on 16th of December 1991, Poland signed the European Union Association Agreement. Its third part concerning the mutual trade relations came into force on 1st of March 1992. The entire provisions of the agreement were binding from 1st of February 1994. In June 1993 during the summit in Copenhagen the European Council undertook a decision to allow the associate countries to join the EU. However the Council underlined that the states had to fulfil defined criteria (known as Copenhagen or membership criteria). They indicated:  
· 1. That candidate countries achieve stable institutions that guarantee democracy, legality, human rights and respect for and protection of minorities.

· 2. That candidate countries have a working market economy, capable of competing effectively on EU markets.

· 3. That candidate countries are capable of accepting all the membership responsibilities, political, economic and monetary.

During the summit in Luxemburg in 1997 the Member States of the EU approved the European Commission’s opinion to begin negotiations on accession of ten candidate countries. The Polish negotiations embarked on 1st of March 1998 and were finished successfully in December 2002. Later on 16th of April 2003 in Athens, the all ten candidate countries to the EU signed the Accession Treaty. Poland became a member of the EU on 1st of May 2004, after years of harmonising laws with the EU and pursuing economic reforms. Poland, as the other nine countries, became a Member State of the EU with derogation. It meant that it is excluded from certain areas of the EU laws – precisely from the EMU. However in the Accession Treaty all the candidate countries pledged to lay emphasis on pursuing economic reforms in order to adopt the common currency as soon as it is possible. According to the Polish Finance Minister Jacek Rostowski, one of the priorities of the government is to adopt the euro in 2012.

2.2.2 BRIEF OVERVIEW OF THE POLISH ECONOMY

Gross Domestic Product (GDP) of Poland amounted to 420.3 billion USD in 2007, which placed Poland as the 24th of the biggest economies in the world.
 In the same year the nominal GDP per capita was equal to 11 072 USD, which was the 50th in the world.
Agriculture constitutes 4,1% of GDP, industry - 31.6% and services -  64.4% (est. 2007).
In September 2008 inflation rate (CPI) reached 4,4% and unemployment rate was equal to 8,9%.
In 2007 economic growth rate amounted to 6,6%,
 the budget deficit was equal to 2% of GDP and public debt decreased to 45,2% of GDP.
 

The main industries are manufacturing of food products and beverages (17%), electricity water and gas supply (9,2%), motor vehicles, trailers and semi-trailers (9%), metal products (6,7%), machinery and equipment (5,7%), chemicals and chemical products (5,6%), coke and refined petroleum products (5,2%).
 

In 2007 Poland imported commodities and services for 161 946 mln USD, whereas exported for 137 833 mln EUR. It had a trade deficit in a sum of 24 113 mln USD. The main trade partners were Germany – 23,9% of import and 25,8% of export, Russia – 8,8% of import, Italy – 6,8% of export, China – 7,2% of import and France – 6% of export.

In 2007 the value of foreign direct investment (FDI) inflow amounted to 12 834 mln EUR, 2227 mln EUR down in comparison with 2006. FDI consisted of shares/equity capital (3859 mln EUR), reinvested earnings (5330 mln EUR) and other capital (3645 mln EUR). 20% of FDI were invested in manufacturing, 19,8% in real estate and other business activities, 15,3% in financial intermediation and 11,9% in trade and repairs. The majority of FDI inflow origins from the EU countries – 85,3% - mainly from France, Germany, Austria, Italy and Sweden. The remaining 14,7% were pursued mainly by the United States of America, Netherlands, Antilles, Republic of Korea (South Korea) and Japan.
 

In 2007 the economic activity of labour force was equal to 53,7%, where men’s activity was estimated to amount to 62,2%, whereas about 46,7% of women belonged to labour force. The overall employment rate amounted to 49,5%, where employment among men was equal to 57,4% and among women 42,3%.

The Polish financial markets are relatively underdeveloped in comparison with the ‘Old Member States’ of the EU. Nevertheless they do not differ from the New Member States. In 2007 the banking sector’s assets constituted 69% of GDP (9% increase in comparison with 2006).
 This result is little lower than the EU-10 average (77% in 2005), whereas this indicator for the EU-15 was equal to 280%. The value of insurance sector’s assets amounted to 9,1% of GDP in 2005, whereas the value of the indicator was estimated for Czech Republic and Slovakia as 7% and 10% of GDP (in case of the EU-15 the percentage was equal to 55%). 
Assets of the remaining financial institutions constituted in Poland less than 10% of GDP, whereas the EU-15 average amounted to about 90% of GDP. In case of securities market, capitalization of the Polish stock exchange is well developed in comparison to the other EU Member States, even to the EU-15 countries. In 2007 Poland had the second of the highest stock exchange capitalizations of the all EU Member States – 168,85% of GDP (Luxemburg has the highest rate -307,97% of GDP). Nevertheless the capitalisation of the Polish stock exchange (pol. Gielda Papierow Wartosciowych – GPW) constituted 19,7% of the British stock exchange, 36% of the German stock exchange and 42,1 of the Spanish stock exchange.

2.2.3 POLITICAL WILL TOWARDS THE EMU ENTRY

By a decision of the Polish Prime Minister Donald Tusk and Minister of Finance Jacek Rostowski one of the priorities of the government is to adopt the euro in 2012.
Rostowski informed a public opinion that the best date of joining the ERM II is the first half of 2009. According to Rostowski Poland would give a strong signal to foreign investor that it is a credible partner and therefore would reap from positive effects of the common currency and easier access to capital at lower cost. However right wing opposition party lead by Jaroslaw Kaczynski, Law and Justice (PiS), stands strongly against it. The former Prime Minister said that introducing the euro soon would be ‘harmful’ for Polish.
Jaroslaw Kaczynski suggested that a better date of the EMU entry would be 2020 or 2025, when the Polish economy would be more convergent with the EMU member states.
 Also the President of Poland, Lech Kaczynski, expressed his ‘serious doubts’  about joining the EMU in 2012.
The president underlined that it is inevitable that Poland would join the EMU, but said that it was too early to make a decision about it. Lech Kaczynski wants to make a referendum in which Polish will decide if they prefer to join the EMU in 2012 or ‘later’, which means indefinite period of time.
 Kaczynskis claim that Polish will lose very much on adopting the euro soon, particularly the poorest citizens.
Jaroslaw Kaczynski claims that joining the EMU will cause high prices, lower real income and lower rates of economic growth. The former Prime Minister also said that adopting the euro soon was a business of a group of businessmen and speculators that were called officially ‘financial markets’, which were just an international speculation, mainly on exchange rates. Therefore, according to Jaroslaw Kaczynski, the Polish zloty would be at risk.

Despite strong opposition from Kaczynskis brothers, the governing coalition has a partner in left wing opposition party - Democratic Left Alliance (SLD). SLD endorses joining the EMU in 2012.
 Nevertheless the government will have a difficult task to persuade Polish to join the Euro-zone soon due to the opposition from the President of Poland and the major opposition party.
CHAPTER 3
ANALYSIS
3.1 FULFILMENT OF THE CONVERGENCE CRITERIA

I now turn to the question of the convergence criteria. As explained above, a country that wishes to become an EMU member, has to fullfil the criteria of price stability, budget deficit-to-GDP ratio, public debt-to-GDP ratio, long-term interest level and exchange rate stability.I now try to assess whether this is the case. If so, Poland has actually the option to enter soon. As it turns out, the criteria are basically fulfilled, except from the exchange rate. This means in case Poland decides to enter ERM II, she could become member in 2 years time.The first criterion is price stability.

3.1.1 PRICE STABILITY

In case of the first of the convergence criteria, price stability, a significant decline could be noticed in an inflation rate in 2000-2003 and when in 2003 the 12-month average rate of HICP
 inflation amounted to its lowest figure - 0,7% (see figure 1.).

FIGURE 1. HICP INFLATION RATE IN POLAND AND CHOSEN THE EU MEMBER STATES IN 2000-2007

 [image: image1.png]14

12

10

2000r. 2001, zoozﬁw/

r. 2004r.

—— Euro-zone
—— Czech Republic
—— Estonia

—— Latvia

—— Lithuania

~—Hungary

Poland

—Slovakia

reference criterion





Source: Eurostat and national statistical offices 
In 2004 the inflation rate accelerated sharply. It was mainly connected with the accession of Poland to the EU (and with increase in administered prices and indirect taxes to minor extend).
A surge of foreign receivers’ interest in Polish agricultural products caused a leap in inflation rate (CPI) from 2.2% in April 2004 to 4,4-4,6% in subsequent months.
 Moreover global factors such as rise of prices of resources (e.g. oil, copper) had influence on the price level. Anticipations among Poles concerning higher rate of inflation connected with the accession to the EU had a similar impact, which resulted in a consumption boom. Many factors contributed to restore a low level of inflation. The most significant impact had rapid progression of price convergence with the EU-15 countries and thanks to immediate reaction of the NBP (rise of interest rates), gradually lowering anticipations concerning higher inflation rate due to the accession to the EU, calming down in global resources markets and strong zloty. Such developments made it possible to decrease the inflation rate (HICP) to 1,3% in 2006.
 However facing next surge of  prices of resources (mostly oil) and increase in demand on food, inflation rates in Poland began to rise again. That phenomena resulted in a level of inflation rate (HICP) above the inflatory target (3.2% to 2.5% respectively) in period from April 2007 to March 2008.
 In September 2008 the inflation rate (CPI) was equal to 4.4%.

Before the outburst of global financial crisis, the major international research units and organisations had estimated that the Polish inflation rate would have amounted from 3.6% to 4.3% in 2008 and from 3.3% to 4.2% in 2009. Most probably that assessments, due to the turmoil and its impact on a global economy, will need to be revised. According to the ECB report on convergence of the NMS of the EU it is predicted that there will be two opposing forces influencing the price level. On the one hand the domestic demand simultaneously with tightening of the labour market (due to decline in unemployment rate) and increasing food prices will increase inflatory  pressure.
 However it is difficult to assess to what extent the argument concerning the Polish labour market will contribute to the rise of inflation.  Due to the crisis there is a worsening situation of domestic companies noticed, which began reductions in employment
and also there are more and more Polish immigrants who come back from Western Europe, which will certainly affect the labour market.
 Moreover the last argument, concerning influence of rising food prices, may also be undermined. According to the Institute of Agricultural and Food Economics, the Polish National Research Institute,  at least in short- or medium-term the demand pressure for  food will be hampered by rising household costs (energy, transport and healthcare) and therefore the domestic demand for food will be lower and simultaneously with increasing supply, the prices of food may even slightly decrease.

The downward effect on price level may be provided by increase in global competition in a number of industries and further appreciation of the zloty, which would enhance import and therefore decrease inflatory pressure by increase in supply of commodities and services. Having taken into account that Poland has significantly lower GDP per capita and price level than in the euro area, the process of ‘catching up’ is likely to influence on the inflation rate and nominal exchange rate. Nevertheless the real effect of these phenomena is difficult to assess.
 

According to the ECB the most important improvement, which would enable Poland a sustainable economic growth and rising economic convergence is implementation of a solid and credible fiscal consolidation.
Equally important would be further restructuring of the economy and acceleration of privatisation process (particularly in coal and energy sectors) and stronger enhancing of competition in product markets. Moreover a great attention has to be paid to the labour market (the rate of professional activity is one of the lowest in the EU).
Suggested would be lowering tax wedges, reduction of skill mismatches and better allocation of social benefits. Wage increases should be determined by productivity growth and developments in competitor countries.
Such arrangements in compliance with price-stability oriented monetary policy should result in sustainable level of inflation and promote economic growth and competitiveness of the Polish economy.
3.1.2 INTEREST RATES

According to the ‘Convergence Report’ over the reference period from April 2007 to March 2008 the long-term interest rates average was equal to 5.7%. Hence the Maastricht criterion (the reference value amounted to 6,5% over that period) was fulfilled. 

FIGURE 2. LONG-TERM INTEREST RATES IN POLAND AND THE EURO AREA IN 2001q1-2008q1
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Source: Eurostat

As it can be noticed in figure 2., from end of 2001 to mid-2003 the interest rates decreased steeply. Thereafter they began to rise continuously to the third quarter of 2004, which was caused by inflatory pressure and uncertainty about fiscal situation.
Then again diminished to the third quarter of 2005 thanks to inflation rate decline and exchange rate appreciation reflecting developments in the Euro-zone financial markets. Then the interest rates gradually rose to the third quarter of 2006, when it began to decrease slightly. From January 2007 there was an increase in level of the interest rates, which originated from higher bond yields in the developed markets and increasing inflatory pressure. The NBP raised the main interest rate from 4%  in 2006 to 6% in 2008.

The differential in bond yields have decreased significantly since mid-2004. However that phenomenon was volatile during the period 2004-2008. The interest rates converged to 2006, when it began to reverse. Then the differential rose markedly to the third quarter of 2006, when that pattern was reversed temporarily to January 2007. Since then, due to financial turmoil, expected differentials in inflation rates in the future and uncertainty about fiscal consolidation.  Nevertheless in March 2008 the differential in the interest rates (1.8%) was much narrower than in early 2004.

3.1.3 GOVERNMENT BUDGETARY POSITION

3.1.3.1 CURRENT ACCOUNT
In case of budget deficit Poland is encompassed by ‘the excessive deficit procedure’. The value of the deficit has been constantly diminished since 2003 (see figure 3.). It was planned that to 2007 the amount of the deficit would be below the reference value (3% of GDP). Actually, in 2007 the budget deficit was equal to 2% of GDP, and formally Poland should not have been encompassed by the procedure anymore. However the low level of the deficit was a result of  higher economic growth (and budget revenues) than expected, not an effect of reforms that aimed to constraint an amount of the deficit. That was a reason why the European Commission has decided to sustain ‘the excessive deficit procedure’ over Poland. The European institution forecasts that Poland will note the budget deficit in a sum of 2.5% of GDP with the 5.4% rate of economic growth in 2008.
 However due to financial turmoil that numbers have to be revised. 
FIGURE 3. BUDGET DEFICIT IN POLAND AND CHOSEN THE EU MEMBER STATES IN 2000-2007
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Source: Eurostat and the national statistical offices 
As it can be noticed from figure 3. the deficit-to-GDP ratio was a volatile pattern. In 1999 the deficit was equal to 2.3% of GDP, but was rising constantly when it peaked at 6,3% of GDP in 2003.
 Since 2004 Poland has been encompassed by ‘the excessive deficit procedure’ and the deadline for correction of the deficit was established as to 2007. However according to the ECB’s ‘Convergence Report’ there is a considerable development of a fiscal situation noticed. However during the scope 2000-2003 the level of the budget deficit was determined by non-cyclical factors, which resulted in excessive deficits, whereas in subsequent years they contributed to budget balance improvement. The European Commission indicates that cyclical factors had overall positive impact on the fiscal situation of Poland and what is noteworthy non-cyclical factors began to affect the budget positively, which is regarded as a structural, and therefore lasting, change.
       
3.1.3.2 GROSS PUBLIC DEBT

Between 1998 and 2007 gross public debt-to-GDP  ratio increased from 38,9% to 45,2%. However as figure 4. depicts there was an initial decline when the ratio reached the lowest value in 2000 (36,8% of GDP) and then began to rise steeply and picked in 2003 (50,1% of GDP). Subsequently it decreased and stabilised at about 47% of GDP in 2004-2006 and diminished once more to reach 45,2% in 2007. 
FIGURE 4. GROSS PUBLIC DEBT IN POLAND IN 1998-2000
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Source: ‘Convergence Report’, ECB, p. 160

Initially rising budget deficits resulted in increasing gross public debt-to-GDP  ratio in 2001-2006. However a ratio deficit-debt was volatile during that period causing debt-increases and debt-declines in individual years.
 Particularly in 2001-2006 the relation between government deficits and debt-to-GDP dynamics was very explicit.

TABLE 2. GENERAL DEFICIT-DEBT ADJUSTMENT IN POLAND IN 1998-2007

	
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007

	Change in general government debt 
	2.1
	4.5
	1.4
	2.4
	5.9
	6.6
	2.8
	4.1
	4.0
	1.9

	General government surplus/ deficit
	-4.3
	-2.3
	-3.0
	-5.1
	-5.0
	-6.3
	-5.7
	-4.3
	-3.8
	-2.0

	Deficit-debt adjustment
	-2.2
	2.2
	-1.6
	-2.7
	0.9
	0.4
	-2.9
	-0.2
	0.2
	-0.1


Source: ‘Convergence Report’, ECB, p. 161

On the other hand in 2004-2007 impact of the aggregate of growth/interest-rate differential on debt-ratio resulted in lowering the level of debt to GDP. Due to that development the share of public debt with short-term maturity decreased from 20.7% in 2003 to 4.5% in 2007. Simultaneously the share of public debt denominated in foreign currencies is relatively high (23.9%) and therefore overall debt is sensitive to changes in exchange rate.
According to the convergence programme dated March 2008 the Polish government will aim to decrease budget deficit and public debt-to-GDP ratio to achieve budget deficit equal to 1.5% in 2010 and a structural deficit (a deficit which is reckoned net of one-off and temporary measures)  will be diminished to 1% of GDP to 2011. However these calculations, due to the recent financial crisis, have to be revised as well.
3.1.4 CURRENCY STABILITY

The last of the Maastricht criteria that has to be fulfilled by the EU Member State before joining the EMU is currency stability. A currency of  the state has to participate in the Exchange Rate Mechanism II (ERM II) for at least two years, where there is a central parity of the currency to the euro established and there are allowed bands of fluctuations (+/- 15%) set up. Moreover a currency cannot be devalued during the period. The zloty has not joined the ERM II yet, but there could be a period of the last two years taken under consideration instead. The zloty, traded under a flexible exchange rate regime, was a subject of downward pressures from April to the end of June 2006.  Since July 2006 it has appreciated constantly against the euro. Taking an average exchange rate noted in November 2006 as a benchmark in the absence of an ERM II central parity (3.82PLN/EUR). During the period from 1 of November 2006 to 31 of October 2008 there has been a steady appreciation of the Polish zloty observed - maximum appreciation against the benchmark level amounted to 19,4%.
Since late August 2008 the zloty has begun to depreciate steeply to achieve a 21.3% greater value (3.88PLN/EUR) on 24 of November 2008 in comparison with the lowest exchange rate noted on 31 of July 2008 (3.20PLN/EUR). The appreciation pressure originated from higher economic growth, external imbalances and steep increase in export. On the contrary, since August 2008, a downward pressure has been caused by narrowing interest rate differential against the Euro-zone and a rise of global aversion to risk connected with emerging markets. 

FIGURE 5. THE RELATION EUR/PLN IN 01.11.2006 – 31.10.2008
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Source: http://www.money.pl/pieniadze/nbparch/srednie/, 28.11.2008
In general the zloty was characterised by high volatility in the reviewed period, measured by annualised standard deviations of daily percentage changes.
In a longer-term context, in March 2008 the real effective exchange rate of the Polish currency was above the corresponding ten-year historical averages. However Poland has been a subject of progressive convergence to the EU-15 states, therefore the historical exchange rate developments should be treated with caution.

To sum up, Poland’s aim is to fulfil the convergence criteria as soon as possible. According to recent economic developments in that area and the government’s eager to put constraints on budget deficits, Poland is able and should join the EMU soon. There are no obstacles, taking the convergence criteria into account, to delay the membership in the Euro-zone. However to increase its credibility and stability Poland should focus on fiscal consolidation, which fortunately is under way.
3.2 EMPIRICAL ASSESSMENT OF THE THEORY OF ENDOGENEITIES OF OCA AND THE BALASSA-SAMUELSON EFFECT FOR POLAND

Since the OCA criteria proved to be (in great majority) endogenous, they have been used  to estimate predicted costs of adopting a common currency, rather than as preconditions for potential entrants to a monetary union. The endogenous criteria embrace trade integration and openness, convergence of business cycles, output specialisation and therefore vulnerability to asymmetric shocks. Moreover an area of adjustment mechanism necessary to decrease costs of introducing the euro, the labour market, is examined.
   

3.2.1 EMPIRICAL ASSESSMENT OF THE THEORY OF ENDOGENEITIES OF OCA 

3.2.1.1 OPENNESS AND TRADE INTEGRATION WITH THE EURO-ZONE

Openness of an economy is most often measured with an ‘openness ratio’, which is reckoned as a quotient of quantity of trade (export (X) + import (M)) and GDP. Due to simplicity of the indicator, it is inevitable to take a size of the examined economy into account (for bigger countries a value of the indicator will be usually lower, because of its greater self-sufficiency).
According to Central Statistical Office (pol. Glowny Urzad Statystyczny - GUS) in 2003-2007 values of the relation of the Polish export and import to GDP were rising. Therefore the openness ratio was also ‘moving’ upward. (see table 3.)
TABLE 3. OPENNESS OF THE POLISH ECONOMY MEASURED WITH OPENNESS RATIO 2003-2007

	YEAR
	EXPORT (MLN EUR)
	IMPORT (MLN EUR)
	GDP (MLN EUR)
	OPENNESS RATIO

	2003
	47526,4
	60353,8
	191643.8
	56,29

	2004
	59698,0
	71354,3
	204236.5
	64,17

	2005
	71423,5
	81169,7
	244420.1
	62,43

	2006
	87925,9
	100784,1
	272088.9
	69,36

	2007
	101838,7
	120389,5
	308638.4
	72


  Source: GUS and Eurostat, own calculations
While comparing to the Euro-zone member states, which do not belong to the core of the group, the Polish economy can be assessed as an open one. In 2007 the openness ratio for the Spanish economy was equal to 58,93%, for the Portuguese – 72,69%, for the Italian – 58,7%, for the Greek – 57,57%, for the Finnish – 84,96% and for the Irish economy – 81,3%.
It is noteworthy that a value of the indicator for the Polish economy is even higher than for the members of the Euro-zone, such as Spain, Italy or Greece. 
To assess trade integration with the Euro-zone there a volume of trade with the member states of the area has to be noted. 

TABLE 4. FOREIGN TRADE TURNOVER WITH THE EURO-ZONE COUNTRIES IN 2007 (CURRENT PRICES)

	COUNTRY
	EXPORT (in thousands euro)
	IMPORT (in thousands euro)

	Austria
	2006094
	1915024

	Belgium
	3050302
	2738582

	Finland
	1576814
	729029

	France
	6152975
	6202727

	Greece
	243310
	418360

	Spain
	2568554
	2943293

	Ireland
	663919
	378686

	Netherlands
	4110921
	3896838

	Germany
	28947846
	26370121

	Portugal
	292835
	338917

	Slovenia
	547374
	341609

	Italy
	825
	6724004

	Malta
	16624
	16792

	Cyprus
	13194
	70457

	Luxemburg
	187403
	121074

	TOTAL TRADE WITH THE EURO-ZONE
	50378990
	53205513

	TOTAL TRADE WITH THE EURO-ZONE AS % OF TOTAL TRADE
	49,47
	44,19


Source: Yearbook of foreign trade statistics 2008, GUS, p. 53, own calculations

In 2007 the Polish export to the Euro-zone countries amounted to 50 378,9 mln EUR and import was equal to 53 205,5 mln EUR. Therefore the export constituted 49,47% of total export of 2007, and a value of the import was equal to 44,19% of total import in the examined year. In case of Finland it was 30% and 32,4% respectively, in case of Italy – 44,93% and 46,27%, in case of Spain – 59,41% and 54,11%, and in case of Portugal – 66,25% and 68,18%. According to the data above the Polish economy is strongly tied with the Euro-zone countries by trade. The level of interdependence of the Polish economy is similar to the Italian pattern, while having stronger connections than Finland. However in case of Spain and Portugal greater shares of their foreign trade turnover is destined to the Euro-zone countries, nevertheless taking into account that approximately a half of total Polish export and import is destined for the EMU member states, it can be assessed that the Polish economy fulfils the OCA trade integration criterion. 

3.2.1.2 CONVERGENCE OF THE POLISH AND THE EMU’S BUSINESS CYCLES 

Business cycles’ convergence of countries which plan to establish a monetary union is an issue of a great importance. Due to the fact that when a common currency is implemented, there is also a common monetary policy pursued in the entire union. A synchronisation of business cycles is so crucial, because their divergences would result in serious costs of establishment of the union. In case that some countries would be in a phase of economic boom they would pursue a restrictive monetary policy to curb inflation. At the same time some other countries (assuming divergence in business cycles) would be in a phase of slowdown. At that moment their economies would need expansive monetary policy to increase money supply and therefore make an incentive to stimulate the stagnated economies. Moreover governments of the countries which are in a phase of slowdown would make attempts to ease consequences of a downturn by expansive fiscal policy, in conditions of lower tax revenues due to the downturn. In case of the EMU the countries could be even encompassed by excessive deficit procedure, if their budget deficits exceeded 3% of their GDP.   

In such a situation the ECB most probably would lower interest rates to prevent from recession in the countries which experience slowdown. However this measure would also have an impact on the countries that are in a phase of economic boom. They would experience a higher inflation rate and in a long-term they would lose on their competitiveness and real incomes. That is a reason why a convergence of business cycles is so important in a case of establishing of a monetary union or its enlargements. 

In case of Poland carried researches indicate a strong correlation of business cycles between the Polish and the EMU’s economies. Results of the researches are gathered in a table 5. The researchers underline a convergence of GDP, industrial output and export developments, level of consumption, inflation and employment in Poland and in the Euro-zone.

TABLE 5. CONVERGENCE OF BUSINESS CYCLES OF POLAND AND THE EURO-ZONE

	AUTHORS
	STUDY
	CONCLUSIONS

	Frenkel Michael, Nickel Christiane,

Schmidt Günter
	Some Shocking Aspects of EMU

Enlargement, Research Note No. 99-4, Deutsche Bank, 1999
	There is a high correlation between supply and demand shocks in Poland and the biggest countries of the EMU – Germany and France

	Korhonen Iikkan, Fidrmuc Jarko
	The Euro Goes East – Implications of the 2000-2002 Economic Slowdown for Synchronisation of Business Cycles between the Euro Area and CEECs, BOFIT Discussion Paper no. 6, 2003
	A few candidate countries present a high correlation of supply and demand shocks with the Euro-zone. A progressive integration in the EU will most probably result in business cycles unification in a similar way to a process of supply and demand shocks synchronisation documented by the authors for the EU countries in 1990s

	Bank Rozrachunkow

Miedzynarodowych
	BIS Working Party on Monetary

Policy in Central and Eastern Europe, mimeo, 2003
	Changes of industrial output and export in candidate countries and in the Euro-zone are strongly correlated

	Borowski Jakub
	Podatnosc na szoki asymetryczne i proces przystapienia do Unii Monetarnej, ‘Bank i Kredyt’Nr 11-12, 2001
	Cyclical components of GDP, industrial output, inflation and unemployment in Poland, Germany and entire Euro-zone are strongly correlated

	Darvas Zsolt , Szapáry György
	Business cycle synchronization in the enlarged EU: comovements in the new and old members, Magyar Nemzeti Bank , no. 1/2004


	A significant improvement of convergence of the Polish business cycle with the Euro-zone in 1998-2003 in comparison to 1993-1997. Poland is one of the three NMS (the other two are Hungary and Slovenia) that have exceptionally high convergence of business cycle with the Euro-zone. High convergence of industrial output and consumption with the Euro-zone.


Source: Krzak M., Pietras J., Pruski J., ‘Perspektywy wejscia Polski do strefy euro’, Zeszyty BRE Bank – CASE, no 85/2006, p. 11; completed on a basis of Darvas Z., Szapary G. (2004), ‘Business cycle synchronisation in the enlarged EU: comovements in the new and old members’, Magyar Nemzeti Bank, no 1/2004

Basing on results of the studies above it can be concluded that the Polish economy has a strongly converged business cycle with the Euro-zone. Therefore Poland fulfils subsequent important criterion in favour of the EMU membership.

3.2.1.3 OUTPUT DIVERSIFICATION AND VULNEABLITY TO ASYMMETRIC SHOCKS
As one of essential elements which may enhance a resistance of an economy to asymmetric shocks (specific for a region or country) which may occur in a monetary union, is output diversification (Kenen 1969). A diversity of production may prevent from or diminishing effects of asymmetric shocks. Country which belong to a monetary union will be more resistant to such distortions of economic activity if its output is more varied. Therefore to assess if Poland is vulnerable to potential asymmetric shocks there a structure of its output has to be examined (see table 6.)

TABLE 6. SOLD PRODUCTION OF INDUSTRY BY SECTIONS AND DIVISIONS IN 2007 (CURRENT PRICES)
	SECTIONS AND DIVISIONS
	IN MLN PLN
	IN %

	TOTAL
	897975
	100

	Mining and quarrying
	39117
	4,3

	Of which mining coal and lignite, extraction of peat
	21151
	2,3

	Manufacturing
	776433
	86,5

	Manufacture of food products and beverages
	153080
	17,0

	Manufacture of tobacco products
	4273
	0,5

	Manufacture of textiles
	11186
	1,2

	Manufacture of wearing apparel and furriery
	8873
	1,0

	Processing of leather and manufacture of leather products
	3826
	0,4

	Manufacture of wood and wood, straw and wicker products
	27276
	3,0

	Manufacture of pulp and paper 
	17909
	2,0

	Publishing, printing and reproduction of recorded media
	22420
	2,5

	Manufacture of coke, refined petroleum products
	46357
	5,2

	Manufacture of chemicals and chemical products
	50328
	5,6

	Manufacture of rubber and plastic products
	44963
	5,0

	Manufacture of other non-metallic mineral products
	40190
	4,5

	Manufacture of basic metals
	42124
	4,7

	Manufacture of metal products
	61857
	6,9

	Manufacture of  machinery and computers
	51251
	5,7

	Manufacture of office machinery and apparatus n.e.c.
	2175
	0,2

	Manufacture of electrical machinery and apparatus n.e.c.
	30349
	3,4

	Manufacture of radio, television and communication equipment and apparatus
	16819
	1,9

	Manufacture of medical, precision and optical instruments, watches and clocks
	8839
	1,0

	Manufacture of motor vehicles, trailers and semi-trailers
	80819
	9,0

	Manufacture of other transport equipment
	13158
	1,5

	Manufacture of furniture; manufacturing n.e.c.
	32768
	3,7

	Recycling
	5593
	0,

	Electricity, gas and water supply
	82425
	9,2

	Electricity, gas, steam and hot water supply
	75537
	8,4

	Collection, purification and distribution of water
	6888
	0,8


Source: Concise Statistical Yearbook of Poland 2008, GUS, p. 338-339

According to data provided by GUS, the Polish Central Statistical Office, Poland has a strongly diversified industrial output. There are no sections or divisions of the economy that would be particularly dominant in the output as a whole. The greatest share of output constitute manufacture of food products and beverages (17%), manufacture of motor vehicles, trailers and semi-trailers (9%) and electricity, gas, steam and hot water supply (8,4%). Lower but still significant are manufacture of metal products (6,9%), manufacture of machinery and equipment (5,7%) and manufacture of chemicals and chemical products (5,6%). Basing on the structure of the Polish economy it should be relatively resistant to negative consequences of asymmetric shocks due to highly varied output.

3.2.1.4 LABOUR MARKET AS AN ADJUSTMENT MECHANISM 
3.2.1.4.1 FLEXIBILITY OF LABOUR MARKET

Labour market flexibility is one of the most important sources of adjustments in conditions of occurrence of asymmetric shocks. These distortions lead to a decline in demand and output in some countries (regions) with simultaneous increase in demand in other states (regions). An asymmetric shock causes decline in output and reduction of employment in the first, and an inflatory pressure in the latter (under assumption that countries pursue a full-employment policy [Mundell 1961, McKinnon 1963, De Grauwe 2007]). In such a situation the best solution would be migration of labour from the first group of countries (regions) to the latter. It would decrease a threat of rise of unemployment in the first and inflatory pressure in the latter. However international migration of labour is constrained by language barriers, cultural barriers, mismatch of skills and family ties.

Despite observed high willingness to relocate among Polish it may not be sufficient to return to level of output and employment from a time before an asymmetric shock occurred. That is a reason why a flexibility of a labour market is essential. A labour market is acknowledged as flexible if an economy is able to effectively reallocate labour force and adjust by changes of wages to internal and external socio-economic and political factors (changes in quantity and structure of demand,  change in technology etc.).
 The ‘flexibility’ embraces factors such as: mobility of labour force, regulations concerning level and ways of setting up wages, freedom of choice of employment form, hiring and dismissal procedures, trade unions’ strength, regulations concerning work time, social insurance schemes and labour market policy.

Labour market flexibility is assessed with a synthetic indicator EPL (Employment Protection Legislation) created by the OECD, which measures a level of labour market regulation (the higher protection, the higher value of the indicator). In 1999 EPL was lower in Poland in comparison with values of the indicator for Slovakia and Czech Republic. But in 2003 employment protection in Poland relatively raised, which was a result of tighter regulations of collective dismissals. If this aspect had not been concerned, EPL would have been still lower. While comparing a protection for workers employed for indefinite period of time EPL did not differ notably within all the OECD countries (an exception were Anglo-Saxon countries, for which the indicator had considerably lower values). In Poland employment protection for workers employed for indefinite period of time is equal to an average of all the OECD countries. In 2003 in case of non-traditional forms of employment (definite period of time or temporary agreements) Poland had the lowest value of EPL of all the OECD countries. However in an area of temporary agreements Poland and New Zealand were the only two countries, for which the indicator raised during period 1999-2003 – in case of Poland it was a rise from 0,5 (the lowest possible value of the indicator) to 2,5. 
Taking the third element of overall EPL index, which is collective dismissals’ regulations, Poland was among countries with the highest value o the indicator – 4,1 (the OECD average is 3,0). The only OECD countries which noted a higher value of EPL were Sweden and Italy. Moreover regulations Central European countries are in this area significantly lower (see figure 6.)

FIGURE 6. EPL INDEX FOR THE OECD COUNTRIES IN 2003
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Orange – collective dismissals, maroon – definite period of time and temporary agreements, pink – indefinite period of time agreements. Source: Bukowski M. (editor.), ‘Zatrudnienie ...’, op.cit, p. 187
Basing on EPL it may be noticed that legal regulations of the Polish labour market are more proximate to Anglo-Saxon rather than to Western European countries. Simultaneously the other Central European countries, such as Slovakia, Czech Republic and Hungary, have even more liberal regulations, however not in every aspect. There is a relative freedom of dismissals of individual employees, work organising and setting up work time. As a constraint is regarded obligation of conversion of a third definite period of time agreement to indefinite period of time agreement. Moreover legislation concerning temporary work  has made application of such form of employment more difficult to implement. Nevertheless it is widely assessed that it will not be a strong constraint for development of such form of employment. Moreover the Polish labour market is characterised by considerable deregulation and in many areas does not differ much from countries with high level of deregulation (e.g. Denmark). In literature there are suggestions that subsequent reforms of the labour market should focus on institutional and structural aspects of the market, while in case of the Labour Code there should be actions taken only to correct it in compliance with the best OECD solutions.

TABLE 7. COMPONENTS OF EPL FOR POLAND IN 1999 AND 2003

	Kind of regulation
	EPL in 1999
	EPL to OECD EPL average ratio in 1999
	EPL in 2003
	EPL to OECD EPL average ratio in 2003

	Synthetic index
	1,9
	0,87
	2,1
	0,98

	Indefinite period of time agreements, in which
	2,2
	1,00
	2,2
	1,00

	Procedural inconveniences
	3,0
	1,4
	3,0
	1,39

	Termination and redundancy payments
	1,4
	0,82
	1,4
	0,84

	Difficulty to dismiss
	2,3

	0,83
	2,3
	0,84

	Time constrained agreements, in which
	0,8
	0,43
	1,4
	0,72

	Definite period of time agreements
	1,0
	0,58
	0
	0

	Temporary work
	0,5
	0,24
	2,5
	1,33

	Collective dismissals
	4,1
	1,36
	4,1
	1,36


Source: Bukowski M. (editor.), ‘Zatrudnienie ...’, op.cit., p. 238

One of labour market flexibility indicators is a percentage of persons who work within flexible forms of employment, such as self-employment, part-time or temporary employment. Differences in this matter amid the 27 EU Member States are striking. While in Netherlands a number of persons employed on non-traditional terms reaches (73,4%) and in Spain (54,5%), in countries such as Bulgaria (14%), Estonia (15,8%) or Latvia (16,4%) the fractions are well below the EU-27 average (43,1%). The percentage is not much higher in Slovakia (17,4%), Hungary (18,1%), Lithuania (21,8%) and Czech Republic (25,3%). Poland, with 52,4% employees hired within flexible terms, which put it on a third place in the EU and is above the EU-15 average of 45,3%.

FIGURE 7. STRUCTURE OF EMPLOYMENT FORMS IN THE EU COUNTRIES IN 2007
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Attention: the figure does not include data for Ireland due to a lack of available information, 26.11.2008

Source: own calculations based on Eurostat data and Maniak G. (2007), ‘W kierunku elastycznosci pracy – aspekty elastycznosci polskiego rynku pracy’ in Poteralski J. ‘Przemiany rynku pracy w kontekscie procesow spolecznych i gospodarczych’, Katedra Mikroekonomii Uniwersytetu Szczecinskiego, Szczecin, p. 68

Countries with the highest percentage of employed on part-time jobs are Netherlands (46,8%), Great Britain (25,5%), Denmark (24,1%) and Belgium (22,1%). Poland is placed below the EU-26 average (9,2% and 14,14% respectively).
In case of temporary employment there Spain leads (31,7%). Just after is Poland with 28,2% (considerably above the EU-26 average – 11,5%). In case of self-employment Poland is the fourth in the EU, only after Romania (19,7%), Italy (17,1%) and Portugal (16,3%). 

According to the presented data Poland with 52,4% employees employed within flexible terms is one of the leaders in the EU. The high percentage of such employment is even more valuable if compared with other CEEC for which the fractions are significantly lower. Moreover a percentage of employed on flexible terms has a rising tendency.
  

Other indicator of labour market flexibility is minimum to average wage ratio.

TABLE 8. LEVEL OF MINIMUM WAGE IN CHOSEN THE EU COUNTRIES IN 2003-2005

	COUNTRY
	Minimum wage in euros
	Minimum wage (PPS)
	Minimum to average wage In 2003 

(in %)
	Number of employees receiving minimum wage in 2004 

(in %)

	
	2003
	2004
	2005
	2003
	2004
	2005
	
	

	Belgium
	1163
	1186
	1210
	1164
	1187
	1211
	0,48
	n.a.

	Czech Republic
	199
	207
	235
	406
	439
	470
	0,37
	2,0

	Estonia
	138
	159
	172
	265
	320
	330
	n.a.
	5,7

	Greece
	605
	605
	668
	774
	821
	855
	n.a.
	n.a.

	Spain
	526
	537
	599
	612
	667
	696
	0,29
	0,8

	France
	1154
	1173
	1197
	1151
	1170
	1194
	n.a.
	15,6

	Ireland
	1073
	1073
	1183
	929
	929
	1024
	n.a.
	3,1

	Latvia
	116
	121
	116
	247
	281
	327
	n.a.
	n.a

	Litwa
	125
	125
	145
	281
	283
	327
	0,41
	12,1

	Luxemburg
	1369
	1403
	1467
	1207
	1237
	1293
	0,54
	18,0

	Hungary
	212
	189
	232
	364
	398
	415
	n.a.
	8,0

	Malta
	534
	542
	557
	781
	774
	848
	n.a.
	1,5

	Netherlands
	1249
	1265
	1265
	1187
	1202
	1202
	0,51
	2,1

	Poland
	201
	177
	205
	387
	364
	410
	0,40
	4,5

	Portugal
	416
	426
	437
	554
	663
	582
	0,44
	5,5

	Slovenia
	451
	471
	490
	620
	625
	703
	n.a.
	2,0

	Slovakia
	133
	148
	167
	294
	304
	343
	0,45
	1,9

	Great Britain 
	1106
	1083
	1197
	1012
	1084
	1186
	0,44
	1,4

	Bulgaria
	56
	61
	77
	170
	186
	232
	n.a.
	n.a

	Romania
	73
	69
	72
	195
	219
	219
	n.a.
	12,0


Source: Maniak G., ‘W kierunku...’, op. cit., pp. 69-70; completed by the author with OECD, Eurostat and national statistical office data, 26-27.11.2008

According to presented data the relation of minimum to average wage in Poland does not differ much from the other EU Member States. However there are countries with much higher ratios (such as Netherlands, Belgium and Luxemburg), nevertheless the ratios in the other CEEC (Czech Republic, Lithuania, Slovakia) are quite similar to the Polish pattern. In 2007 the ratio for Poland was equal to 35%, whereas in 2008 it will be 40% of average wage.
 Taking into account all the indicators of flexibility, the Polish labour market can be assessed as relatively flexible. 

3.2.1.4.2 INTERNAL AND EXTERNAL (INTERNATIONAL) MIGRATIONS OF LABOUR

In conditions of asymmetric shock internal and external (international) migrations of labour would significantly contribute to restoring an equilibrium. Internal migrations concern mainly young persons – mostly under 30 years old, well-educated (most often with academic education).  The main reason of migration is a desire to improve a living standard. Migrants behave in compliance with gravity model of migration, which means that they seek for a region with higher level of income, modern structure of production and possibly close to their living place. In consequence higher developed areas note a considerable inflow of labour (particularly centres and suburbs) with simultaneous small outflow, which results in rise of number of residents. On the contrary there is net outflow from regions previously dominated by state-owned farms (pol. Panstwowe Gospodarstwa Rolne – PGR) and with low-productive agriculture. Internal migration in Poland does not  belong to the highest in the EU, although it is not as low as usually regarded.

TABLE 9. SPATIAL CHARACTERISTICS OF REGIONS AND ITS IMPACT ON INTENSIVITY OF INTERNAL MIGRATIONS 

	
	
	Regions
	
	Migration intensity indicator

	Country
	Number of regions (NUTS 2)
	Area (km2 )

Min                   Max               Average
	Average population density  

(p./ km2)
	Yearly flow (proc. 15-64)

LFS 2003

	Poland
	16
	9412
	35412
	19543
	88,3
	0,3

	Countries well comparable with Poland

	Spain
	16
	5014
	94 193
	31 095
	93,6
	0,2

	France
	22
	8280
	45 348
	24 726
	88,3
	2,11

	Italy
	20
	3263
	25 703
	14 756
	119,7
	0,58

	Hungary
	7
	6 198
	18 314
	13 290
	89,5
	0,4

	Countries of a lower degree of comparability with Poland

	Greece
	13
	2 307
	18 811
	10 125
	83,4
	0,21

	Czech Republic
	8
	496
	17 616
	9 858
	286,8
	2,11

	Austria
	9
	415
	19 173
	9 318
	334,3
	0,64

	Germany
	36
	404
	29 477
	9 917
	303,8
	1,36

	Great Britain
	11
	321
	39 777
	6 590
	531,6
	2,28

	Countries comparable with Poland

	Slovakia
	4
	2 053 
	16 243
	12 259
	57,4
	0,14

	Netherlands
	12
	1363
	4 983
	2 823
	328,3
	2,15


Source: Bukowski M. (editor) (2007), ‘Zatrudnienie...’, op.cit., p. 144

In spite of the fact  that Poland is relatively low urbanised and migrations from rural areas to cities diminished significantly about 20-30 years ago, it can be assessed that intensity of migration is lower than it potentially could be.
Nevertheless its increase is determined by development of big and medium cities and their suburbs and accessibility of housing markets. Migration is also widely substituted with commuting. In case of relatively convenient commuting in order to participate in attractive labour markets of development centres, in such conditions migration is considerably lower. Except for residents of big agglomerations and their suburbs, also residents of rural areas (often lower qualified than residents of cities, but higher skilled than other residents of rural areas) take up longer commuting rather than migration. In effect the phenomenon of long commuting contributes in some part to better allocation of labour.

A reason of decline in internal migration was also international migration. Free movement of workers inside the EU is a phenomenon steadily less and less constrained by the ‘Old’ Member States’ protectionism. In May 2004 only Great Britain, Ireland and Sweden fully opened  their labour markets to workers from the NMS. But in light of positive impact of immigrants on development of economies of the host countries next ‘Old’ Member States have decided to open their labour markets. Finland, Spain, Portugal and Greece removed constraints in May 2006. Italy opened their labour market one month later. In 2007 restrictions were eliminated by Netherland and Luxemburg. At the moment only Austria, Belgium, Denmark, Germany and Malta have partly or entirely closed labour markets, where Germany opened the market for specialists in selected branches and for students of the German universities. Austria introduced a list of 50 professions where there work permits would be more easily accessed (e.g. carpenters, bricklayers, support workers and seasonal workers).
A similar solution was implemented by Belgium, where architects, IT workers, mechanics and engineers of other disciplines have easier access to the labour market. In case of Denmark students of the Danish universities and the Danish companies’ employees (companies which belong to the collective bargaining) have easier access to the Danish labour market. Restrictions in each of countries mentioned are steadily removed, which is not a consequence of the EU laws (they can protect their labour markets until 2011), but  a  result of advantages gained by the ‘Old’ Member States that fully liberalised their labour markets.

Polish workers characterise by a high international mobility. According to official statistics of the British Worker Registration Scheme (WRS) in period from 1 of May 2004 to 31 of June 2007 there were 430 000 applications for work permit submitted.
 In Ireland a number of Polish is estimated on 230 000.
In 2007 182 000 Polish received work permits for seasonal work in Germany, 65 000 in Spain and in Netherlands a total number of Polish, Bulgarian and Romanian workers amounted to about 70 000.
A significant number of Polish works in the European Economic Area (EEA) countries such as Iceland and Norway. From the NMS the most attractive for the Polish workers is Czech Republic. In mid-2007 there were about 21 000 Polish workers  registered.
According to Office of the Committee for European Integration’s (pol. Urzad Komitetu Integracji Europejskiej - UKIE) estimations a number of Polish working in the EEA countries amounted to 900 000 - 1 100 000, whereas GUS reckoned that in 2006 about 1 950 000 Polish citizens worked abroad, of which 1 600 000 were employed in Europe.
But still a scale of emigration is huge, particularly in absolute numbers – Polish constitute a third of the biggest national minorities in Great Britain (after Indians and Irish). Also in Ireland Polish are the biggest group of citizens of the NMS, although a scale of emigration is relatively lower than in case of Lithuania and Latvia, for which numbers of citizens who submitted applications for work permits constituted respectively 2,7% and 2,1% of a total number of their populations. Summarising, according to the presented data Polish are characterised with a moderate internal (lower than potential), but high international mobility. It is inevitably a positive aspect while considering adoption of the common currency (a mobility criterion underlined by Mundell [1961], McKinnon [1963] and De Grauwe [2007] may be assessed as fulfilled).

To conclude, Poland fulfils the OCA criteria set by traditional  theories (Mundell [1961], McKinnon [1963] and De Grauwe [2007]). According to newer theories of OCA (Frankel and Rose [1998], De Grauwe and Mongelli [2004]) the criteria are endogeneous, which means that an optimum currency area is a result of economic integration, not a prerequisite for establishing a monetary union. Therefore even if Poland did not fulfil the OCA criteria at the moment, it would have been possible to meet them later on during progressive interdependence of the Polish economy with the EMU economies. However in the light of these findings, an assessment of the OCA criteria do not seem to justify a delay in joining the Euro-zone.
3.2.3 EMPIRICAL ASSESSMENT OF THE BALASSA-SAMUELSON EFFECT 

Due to a considerable differential between rates of productivity growth in manufacturing (tradeables) and services (non-tradables) in Poland (and other NMS) an effect of economic adjustment described by Balassa and Samuelson has to be reckoned. One way of the adjustment is through higher level of inflation in the NMS than in the Euro-zone countries, while productivity rates in the NMS, based on empirical data (see figure 8.),  are expected to be higher that these in the Euro-zone or through appreciation of the nominal exchange rates if the NMS implement a restrictive monetary policy and allow free float of the exchange rates. 
FIGURE 8. PRODUCTIVITY GROWTH IN MANUFACTURING AND SERVICES – ANNUAL AVERAGE RATE FOR CHOSEN THE EU MEMBER STATES IN 2000-2005
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Source: OECD
The second way of adjustment could be observed in case of the Polish zloty from 1st of March 2004,when rate of exchange of the euro reached 4.91PLN,  to 31st of July 2008 (one euro was worth 3,20 PLN). However this phenomenon has been reversed since August 2008 due to the turmoil on global financial markets and capital fleeing from emerging markets (see figure 9$.)
FIGURE 9. THE RELATION EUR/PLN IN 01.03.2003 – 28.11.2008
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Source: http://www.money.pl/pieniadze/nbparch/srednie/,  30.11.2008
Consequences of the Balassa-Samuelson effect on the Polish have to be also taken into account while taking decision about the entry to the EMU (and to the preceding ERM II as well), due to significant impact of the effect on the exchange rate of the Polish zloty to the euro in the mentioned period. 

According to an impact of the Balassa-Samuelson effect on the Polish economy, Poland would have a choice of accepting higher level of inflation than in the ‘Old’ Member States which belong to the EMU or implement fiscal constraints to curb ‘additional’ inflation. However the latter solution is more probable, because of the ECB policy of price stability and ‘equal treatment’ rule. Nevertheless imposition of fiscal restraints will be politically unpopular and will need support from the opposition, which will not easily to resign from taking advantage of the situation.

However even fiscal constraints may not be sufficient to curb ‘excessive’ inflation, because of the fact that the Polish economy is highly opened and incentives resulting in rise of inflation may come from abroad. For instance in 2003 there was a sluggish demand and simultaneous low inflation in the EU-15, which resulted in lower inflation rates in the current NMS (see table 2.). On the contrary, in 2004 when economies of the ‘Old’ Member States started to recover, inflation rates in the NMS also raised
 (however it was considerably enhanced by inflatory expectations connected with the accession to the EU and its consequences).

Therefore a level of inflation in Poland is expected to be higher than in the Euro-zone. Based on empirical evidence it is assessed that the Balassa-Samuelson effect (and other reinforcing factors) will explain on average only from 0.2 to 2 percentage points of annual inflation differentials between the NMS and the Euro-zone countries.

Despite the fact that Poland may experience higher level of inflation due to Ballasa-Samuelson effect, it is possible to prevent from ‘excessive’ price rises in a way of putting constraints on public expenditures. Therefore it is the government’s task to pursue a responsible fiscal policy. Certainly it will not be politically popular, but will be inevitable to decrease costs of adopting the common currency. According to recent developments it may be assumed that the Polish government should succeed in this matter.

CONCLUSION

The aim of this work was to answer the question if Poland should join the EMU soon. To give the answer I have made an attempt to examine Poland’s readiness to adopt the single currency using various theories and great amount of empirical data as tools. Adopting the euro is not just a change of a national currency with the common one. It entails serious economic consequences, which have to be taken into account before making a decision about joining the monetary union. Hence it is so important to examine various aspects and divisions of the economy by using a great amount of economic indicators according to guidelines found in theories of economic integration. In compliance with results of the analysis Poland is convergent enough to join the EMU either in terms of a nominal convergence (the Maastricht criteria) or a real convergence (the traditional OCA theory). Moreover, even if Poland did not fulfilled the OCA criteria, according to empirically proven endogeneity of the OCA criteria (which means that a real convergence is a result, not a prerequisite to join a monetary union), it would not be decisive whether Poland should join the EMU soon or later. 

There is a political will of the current Polish government to adopt the single currency as soon as possible. This aim will certainly contribute to ‘healing’ a condition of public finances, which will be indispensable to decrease costs (e.g. higher inflation) of adopting the single currency due to implementation of fiscal constraints on budget deficits (which will result in curbing inflation). Nevertheless fiscal constraints are always unpopular amid society and anticipated rise of inflation due to the Balassa-Samuelson effect may result in lower endorsement of the governing coalition. Moreover, certainly the government will not receive a support from the President of Poland, who has expressed his ‘serious doubts’ about joining the EMU soon. The president wants to do a referendum in which Polish will decide whether they prefer to join the Euro-zone in 2012 or later.
What is more the major opposition party strongly opposes introducing the euro too. However unpopular and difficult it may be to convince a society to the common currency, nevertheless the government has a strong asset. The downward convergence of interest rates, particularly in conditions of financial crisis will certainly be a strong argument in favour of introducing the euro. Poland is ready to adopt the common currency and should begin reaping benefits from lower costs of capital as soon as possible. Especially in conditions of financial turmoil. 

All in all it seems that there is no economic justification, at least on the basis of the criteria and models discussed above, which could justify a delay joining the EMU soon, particularly under the conditions of financial turmoil. 
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