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Abstract: Enormous challenges face Poland at the present time, ensuing from the adoption in 1989 of a market economy after forty-five years of a centrally planned economy. Private equity providers play an important role in the United States, the United Kingdom and many other countries by investing in new and existing companies, accepting higher risks with the expectation of higher returns. The Author argues in this paper that a significant increase in private equity investment, particularly made by banks, would help emerging entrepreneurships and the newly-privatised industries in Poland to grow at a rate that would be sufficient to assure quick growth, create economic stability and reduce unemployment and poverty to a more acceptable level.
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Introduction

Banking system’s condition is of particular importance in every country, as it is the venue where both economic entities and households keep or invest their savings. Moreover, without the flow of credit and other investments the development of modern countries is hardly conceivable. Thus, it is little wonder that in developed countries the value of assets amassed by this sector is many times their GDP [Schildbach J. 2008].

Severe challenges face Poland at the present time, ensuing from the adoption in 1989 of a market economy after forty-five years of a centrally planned economy. Clearly, forty-five years of state ownership exert a strong and long-term influence on the social and economic life of a country.The last 20-year period has appeared too short time to overcome present and coming difficulties facing Poland. Such a situation calls for change as quick as possible. The Polish national economy calls for modernization and innovations. This is why there appears a need to find a solid and rich source of funds to support the most innovative segments of the national economy. Private equity providers play an important role in the United States, the United Kingdom and many other countries by investing in new and existing companies, accepting higher risks with the expectation of higher returns. Significant increase in private equity investment, particularly backed up by banks, would help the newly-privatised industries in Poland to grow at a rate that would be sufficient to create economic stability and reduce unemployment and poverty to a more acceptable level. 
The commercial banking sector seems to be the most recommendable to support this activity in Poland. It is the most developed sector of its financial system. About 65% of total financial sector’s assets belong to it [Polish Financial… 2008]. The main goal of this paper is to show that shift from a typical of commercial banking sector loan-deposit to capital market activity may create many benefits both for the Polish banking system and the National Economy.
1. Gross Domestic Product in Poland and reference countries

Among various measures of achievements of particular countries on the field of economy the Author has decided to choose an index which relates the real GDP at constant prices to number of inhabitants. It allows to asses a level of wealth of individual societies, which is exposed in Table 1. The discussed presentation shows enormous diversity of national economies assessed by this measure. Beneath this list there is placed short supplement. Of the 33 ranked countries statistical inhabitant of Luxemburg is the richest where real GDP per capita has amounted to euro 62 200.

This quantity is significantly greater then in other countries. It is partly due to the large share of cross-border workers in total employment in Luxemburg. While contributing to GDP, they are not taken into consideration as part of the resident population which is used to calculate GDP per inhabitant. Two countries following Luxemburg in the ranking, it means Sweden and Finland, statistically achieved much smaller level of wealth. As the data gathered in Table show, the border lies between old and new countries in the European Union. Only Cyprus and Malta (respectively euro 16 874 and 11 910) break this rule [Eurostat 2007]. Rank of Poland is relatively low. Analyzing this problem taking into consideration status of Poland as the largest newly joined state and ambitions of society level of well-being is unsatisfactory. 

Analyzing the period 2000-2008 one can notice that distance between Poland and other countries is almost stable.

Table 1. Real GDP per capita. GDP at constant prices GDP per inhabitant (at 2000 prices and exchange rates) in thousands euro
	L.Pl
	 
	P33
	P27
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	2008

	1
	Sweden
	6
	3
	30.1
	30.3
	30.9
	31.4
	32.6
	33.5
	34.8
	35.5
	35.5

	2
	Ireland
	7
	4
	27.8
	28.9
	30.3
	31.1
	32.1
	33.4
	34.5
	35.7
	34.5

	3
	Finland
	8
	5
	25.6
	26.2
	26.5
	27.0
	27.9
	28.6
	29.9
	31.0
	31.6

	4
	United Kingdom
	9
	6
	27.3
	27.8
	28.3
	29.0
	29.7
	30.1
	30.8
	31.5
	31.5

	5
	Germany
	12
	9
	25.1
	25.4
	25.3
	25.2
	25.6
	25.8
	26.5
	27.2
	27.6

	6
	Greece
	17
	14
	12.6
	13.1
	13.6
	14.3
	14.9
	15.3
	15.9
	16.5
	16.9

	7
	Portugal
	20
	17
	12.0
	12.2
	12.2
	12.0
	12.1
	12.1
	12.2
	12.4
	12.5

	8
	Czech Republic
	22
	19
	6.0
	6.1
	6.3
	6.5
	6.8
	7.2
	7.7
	8.1
	8.4

	9
	Hungary
	25
	21
	5.1
	5.3
	5.5
	5.8
	6.1
	6.3
	6.6
	6.7
	6.8

	10
	Poland
	27
	23
	4.8
	4.9
	5.0
	5.2
	5.5
	5.7
	6.0
	6.4
	6.8

	11
	Slovakia
	28
	24
	4.1
	4.2
	4.4
	4.6
	4.9
	5.2
	5.6
	6.2
	6.6

	 
	EU27
	 
	 
	19.1
	19.4
	19.6
	19.8
	20.2
	20.5
	21.0
	21.6
	21.8


Sources: own presentation basing on Eurostat 2007 Survey covers 33 countries: EU27 countries, Switzerland, Norway, Croatia, Iceland, Macedonia and Turkey. Maximum (2008)- Luxemburg Euro 62 200. Minimum (2008). Macedonia Euro 2 355. Here and in the following tables “P” refers to the position in the overall Eurostat classification and the column entitled P27 shows position among EU27 countries. The abbreviation EU27 means European Union.

Data presenting growth rates of real GDP is gathered in Table 2. Of the eleven countries included in the Table, Poland is 4th and comes 13th in a sample of 35 elements with 4.2 per cent of its growth rate in average. Polish mean was significantly lower than in Slovakia, Hungary and Czech Republic. It can’t be recorded as a success. Other countries such reached even stronger increment. As it is marked beneath the Table average growth Latvia's rate attained almost 7.7% (in the examined period). Slovakia is the leader of this classification with its growth rate 5.8 per cent in average. This country comes first and fifth respectively from among 11 and 35 states.

The best Polish achievement took place in 2007. Referring to data not presented in Table this result (6.6%) is placing Poland in 10th rank in the whole population. In 2008 the highest increment reached Romania (8,5%), Slovakia (7.0%) and Bulgaria (5.6%) in sample of 35 states. 

Having tables 1 and 2 compared one may conclude, that the present Polish rate of growth (although relatively high) seems to be insufficient to catch up developed countries as fast as possible.

Table 2. Gross domestic product at market prices. Growth rate of GDP volume. Percentage change on previous period

	No.
	Content
	P35
	P27
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	2008
	Average 2000/2008

	1
	Slovakia
	5
	5
	1.4
	3.4
	4.8
	4.7
	5.2
	6.5
	8.5
	10.4
	7.0
	5.8

	2
	Ireland
	7
	7
	9.2
	5.8
	6.4
	4.5
	4.7
	6.4
	5.7
	6.0
	-1.6
	5.2

	3
	Czech Republic
	12
	10
	3.6
	2.5
	1.9
	3.6
	4.5
	6.3
	6.8
	6.0
	4.4
	4.4

	4
	Poland
	13
	11
	4.3
	1.2
	1.4
	3.9
	5.3
	3.6
	6.2
	6.6
	5.4
	4.2

	5
	Greece
	14
	12
	4.5
	4.2
	3.4
	5.6
	4.9
	2.9
	4.5
	4.0
	3.1
	4.1

	6
	Hungary
	15
	13
	5.2
	4.1
	4.1
	4.2
	4.8
	4.0
	4.1
	1.1
	1.7
	3.7

	7
	Finland
	19
	16
	5.1
	2.7
	1.6
	1.8
	3.7
	2.8
	4.9
	4.2
	2.4
	3.2

	8
	Sweden
	21
	17
	4.4
	1.1
	2.4
	1.9
	4.1
	3.3
	4.2
	2.5
	1.0
	2.8

	9
	United Kingdom
	22
	18
	3.9
	2.5
	2.1
	2.8
	2.8
	2.1
	2.8
	3.0
	0.7
	2.5

	10
	Germany
	33
	25
	3.2
	1.2
	0.0
	-0.2
	1.2
	0.8
	3.0
	2.5
	1.3
	1.4

	11
	Portugal
	34
	26
	3.9
	2.0
	0.8
	-0.8
	1.5
	0.9
	1.4
	1.9
	0.5
	1.3

	
	EU27
	
	
	3.9
	2.0
	1.2
	1.3
	2.5
	2.0
	3.1
	2.9
	1.4
	2.3


 Sources: own presentation basing on Eurostat 2009. Survey covers 35 countries: EU27 countries, USA, Japan, Switzerland, Norway, Croatia, Iceland, Macedonia, Turkey. Maximum (average) - Latvia 7.7 %, minimum (average) – Italy and Portugal 1.3%. 

2. Research and development in Poland and reference countries

Clearly, much remains to be done to solve the social and economic problems in post-socialist Poland. And it is not surprising that in the Polish budget there are numerous areas that require substantial sums of money, but the budget is not sufficient to satisfy all the calls upon it. The most important areas that are permanently deprived of funds are the Polish health service and research and development (R&D).

Research and experimental development (R&D) comprise creative work undertaken on a systematic basis in order to increase the stock of knowledge including knowledge of man culture and society and the use of this stock of knowledge to devise new applications. R&D is an activity where there are significant transfers of resources between units organizations and sectors and it is important to trace the flow of R&D funds. 

The most common indicators used to make comparisons in the area research and development provided are as follows:

1) GERD (Gross domestic expenditure on R&D) as a percentage of GDP (Table 3);

2) percentage of GERD financed by government (Table 4);

Data contained in the discussed Table 3 is sorted by the last column in declining order. The Table illustrates the relatively low spending on R&D in Poland compared with the EU27 as a whole and a selection of other countries. The countries are ranked in descending order of their R&D percentages in the last column. Of the eleven countries included in the table, Poland is the 28th out of a total of 36 countries, with less than 0.6 per cent of its GDP spent on R&D.

Table 3
Gross domestic expenditure on R&D (GERD) - As a percentage of GDP

	No.
	Content
	P36
	P27
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	Average 2000-2007

	1
	Sweden
	1
	1
	:
	4.17
	:
	3.85
	3.62
	3.80
	3.74
	3.64
	3.84

	2
	Finland
	2
	2
	3.34
	3.30
	3.36
	3.43
	3.45
	3.48
	3.45
	3.47
	3.40

	3
	Germany
	7
	3
	2.45
	2.46
	2.49
	2.52
	2.49
	2.48
	2.54
	2.53
	2.49

	4
	United Kingdom
	12
	8
	1.81
	1.79
	1.79
	1.75
	1.69
	1.73
	1.76
	1.76
	1.76

	5
	Czech Republic
	17
	12
	1.21
	1.20
	1.20
	1.25
	1.25
	1.41
	1.55
	1.54
	1.30

	6
	Ireland
	18
	13
	1.12
	1.10
	1.10
	1.17
	1.24
	1.25
	1.30
	1.31
	1.18

	7
	Hungary
	24
	16
	0.78
	0.92
	1.00
	0.93
	0.88
	0.94
	1.00
	0.97
	0.92

	8
	Portugal
	26
	18
	0.76
	0.80
	0.76
	0.74
	0.77
	0.81
	1.00
	1.18
	0.81

	9
	Poland
	28
	20
	0.64
	0.62
	0.56
	0.54
	0.56
	0.57
	0.56
	0.56
	0.58

	10
	Greece
	29
	21
	:
	0.58
	:
	0.57
	0.55
	0.58
	0.57
	0.57
	0.57

	11
	Slovakia
	30
	22
	0.65
	0.63
	0.57
	0.57
	0.51
	0.51
	0.49
	0.46
	0.56

	
	EU27
	
	
	1.85
	1.86
	1.87
	1.86
	1.82
	1.82
	1.84
	1.83
	1.85


 Sources: own presentation basing on Eurostat 2009. Survey covers 35 countries: EU27 countries, Japan, Iceland, Switzerland, United States, Norway, Russian Federation, China (excluding Hong Kong), Croatia and Turkey. Maximum (average)- Sweden 3.84%, minimum (average)- Cyprus 0.33%. Here and in the following tables sign ”:” means “not available”

One may say that Poland having so substantial challenges belongs to countries not interested in own development. It is worth to notice that Czech Republic and Hungary spend year by year more means than Poland in the whole period covered by survey.

The Table 4 presents gross domestic public expenditure on R&D. Data is sorted by the last column in declining order. The conclusion is that R&D in Poland strongly depends on the state budget – in the period of 2000-2005 on average over 60 per cent of R&D spending was financed by the state in Poland in compared with only about 34.5% in the EU27 as a whole. Also, in Poland only about 35 per cent is financed from private industry (compared with about over 70 per cent in Sweden) 
. So sources of funding for R&D are inverted in Poland in comparison with other countries. Most funds come from the state budget rather than private sources. Taking into consideration past experience of state funding and the public policy priorities in Poland, it would seem reasonable not to count on changes of the Polish state budget structure. It would seem more reasonable to try to find private sources of funds from providers who are keen to support Polish R&D.

Table 4. Gross domestic expenditure on R&D (GERD) by source of funds - government. Percentage of GERD financed by government

	
	
	P33
	P27
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	Average 2000-2007

	1
	Poland
	3
	3
	66.5
	64.8
	61.9
	62.7
	61.7
	57.7
	57.5
	:
	61.8

	2
	Portugal
	4
	4
	64.8
	61.0
	60.5
	60.1
	57.5
	55.2
	:
	:
	59.9

	3
	Hungary
	9
	7
	49.5
	53.6
	58.5
	58.0
	51.8
	49.4
	44.8
	44.4
	51.3

	4
	Slovakia
	10
	8
	42.6
	41.3
	44.1
	50.8
	57.1
	57.0
	55.6
	53.9
	50.3

	5
	Greece
	13
	11
	:
	46.6
	:
	46.4
	:
	46.8
	:
	:
	46.6

	6
	Czech Republic
	16
	13
	44.5
	43.6
	42.1
	41.8
	41.9
	40.9
	39.0
	41.2
	41.9

	7
	United Kingdom
	23
	19
	30.2
	28.9
	28.9
	31.7
	32.9
	32.7
	31.9
	:
	31.0

	8
	Germany
	24
	20
	31.4
	31.4
	31.6
	31.2
	30.5
	28.4
	27.8
	:
	30.3

	9
	Ireland
	26
	21
	23.4
	25.6
	27.5
	29.8
	31.1
	32.0
	30.1
	:
	28.5

	10
	Finland
	28
	23
	26.2
	25.5
	26.1
	25.7
	26.3
	25.7
	25.1
	24.1
	25.6

	11
	Sweden
	30
	25
	:
	22.3
	:
	24.3
	:
	23.2
	:
	:
	23.3

	
	EU27
	
	
	34.3
	33.9
	34.3
	35.1
	35.0
	34.2
	:
	:
	34.5


Sources: own presentation basing on Eurostat 2009 Survey covers 33 countries: EU27 countries (Italy excluded), Croatia, Turkey, Norway, Iceland, United States, Switzerland and Japan. Maximum - Bulgaria 66.2%, minimum - Luxemburg 11.8%. 

The results of such a policy can be observed in Polish economy at present. The main problems are listed as follows: 

1) a low degree of privatization of traditional capital-intensive branches of industry, especially mining, metallurgy, coke, oil-processing and energy sectors [Ministry of the State Treasury 2006]; 

2) too little progress in the modernization of industrial production and development in the manufacturing of new and modernized products as well as advanced technology and high-tech products [Ministry of Economy 2003]; 

3) too little progress in patent activity and implementation which results among others the low degree of export of high-tech industrial products. Poland comes 24th in EU27 in the patent activity in average 2000-2005. Parallel high-tech products export amounts only 2.80% share of total export in the same period. Poland lies only in 26th position in EU27 (the latter 19.14% share in average)
.

This results above all from long term underspending on R&D and innovation in industry, and shortcomings in the state innovation policy and its implementation. This pertains in particular to systemic and financial solutions in support of demand, on the side of entrepreneurs, for the results of R&D work.

3. Private equity in the world and in Poland

Private equity provides equity capital to enterprises not quoted on a stock market. Private equity can be used to develop new products and technologies, to expand working capital, to make acquisitions, or to strengthen a company’s balance sheet. It can also resolve ownership and management issues. A succession in family-owned companies, or the buy-out and buy-in of a business by experienced managers may be achieved using private equity funding. Private equity refers mainly to management buy-outs, management buy-ins, replacement capital and venture purchase of quoted shares. Venture capital is strictly speaking a subset of private equity and refers to equity investments made for the launch, early development or expansion of the business. 

Private equity firms play an important financing role in the United States, the United Kingdom and many other countries by investing in high-risk enterprises that represent an opportunity for a high rate of return, typically over a period of five to seven years. Private equity providers investigate many such opportunities before deciding to invest in a few selected enterprises – the ones they believe are the most likely to succeed. Unlike most other investors, they play an active role in encouraging the success of the selected firms by becoming involved in the management, marketing and strategic planning of the firms. In the United States and the United Kingdom, private equity providers may be independent companies or subsidiaries of commercial banks, investment banks or insurance companies. It is this kind of active investment that would:

1) help new Polish firms to survive;

2) help firms in their first or second stages of development to progress;

3) encourage firms that wish to expand beyond a critical mass to become more successful.

The issues discussed in section 2 suggest that one of the most urgent challenges facing Poland at the present time is that of encouraging faster growth and development. Relatively high growth has been achieved in recent years, but efforts to achieve a stable rate in excess of 6 per cent have met constraints that seem to be difficult to overcome. Economists commonly argue that to exceed 6 per cent growth calls for a different approach. Some Polish economists concentrate on macro-economic arguments and have called for improvements in state finance, for instance. Others concentrate on micro-economic arguments and have called for more help for small and medium-sized enterprises, particularly more investment in knowledge, and support for the development of new products and technologies by backing research and development processes. Let us focus on this area.

In most countries, businesses start as small and medium-sized enterprises and it is this sector that is responsible for creating new employment opportunities. Small businesses may develop projects which, if properly supported by external sources of funds, could reorganize and regenerate economic and social life in Poland. This paper develops this idea by linking private equity technology with banking funds. 

Private equity is an investment, usually medium or long term, to finance small and medium sized enterprises, not publicly listed companies. Often such enterprises have strong possibilities to develop themselves and are seen to have very promising modern projects and ideas. Private equity is frequently required by a business at a critical stage in its development, e.g., new product implementation, planning to expand its product range or to start selling into new markets. The existing owners of such a company are often unable to provide all the risk finance themselves and banks may be unwilling to lend as much as the business needs, because of the high credit risk [Coyle B. 2000]. This is where private equity providers can help by buying shares of the company, with the aim of selling them at a later date to realize capital gains when the value of the firm has increased. Needless to say, the expected high return of such an investment is accompanied by high risk, which is usually the higher, the earlier the stage of business being considered. This is why private equity is not a very commonly used form of financing. Often it is performed by specially organized private equity funds. However, the experience of western countries (especially the United States) shows that this form of financing can be beneficial for the providers of finance, the enterprises and the national economies. Evidence suggests that venture-backed companies create wealth for entrepreneurs and investors, and have created up to 80 per cent of the new jobs in the United States over the last 20 years [Global Insight Inc. 2004 and 2007] . These companies are generally more productive than their more mature counterparts and they are responsible for most technological innovations. The United States was the pioneer in the field of private equity. First funding using private equity concept took place in the 50-ties. Only venture capital (part of private equity) investments amounted over 26 billion USD in 2006. In the USA national economy venture capital is treated as a factor to fasten the growth. Substantial amounts of investments in early stage businesses are typical of this country. The sector of high technologies is the main beneficiary of funds assigned through venture capital [NVCA 2006].

Over the last decade private equity transformed itself from a relative backwater to a mainstay of the financial markets, offering tremendous fee-earning opportunities to banks and advisors and phenomenal returns for investors. But while the credit crunch has temporarily paralyzed the huge, highly leveraged deals market, private equity remains one of the very few parts of the financial markets with cash to invest. As asset prices tumble and business performance drops off, private equity is in a strong position to pick up the pieces [Butler R  2009].

Table 5. Private equity portfolio relative to GDP in countries of the benchmark (as percentage of GDP)

	No.
	Content
	Portfolio at Cost 31st Dec Millions of euro
	PKB Millions of euro
	Portfolio as percentage of GDP
	Percentage of Increment

	
	
	2004
	2007
	2004
	2007
	2004
	2007
	

	1
	Greece 
	416
	840
	185 225
	228 180
	0.22
	0.37
	63.96

	2
	United Kingdom 
	59 814
	110 212
	1 745 051
	2 049 008
	3.43
	5.38
	56.92

	3
	Sweden 
	8 902
	15 243
	287 689
	330 964
	3.09
	4.61
	48.85

	4
	Portugal 
	503
	767
	144 128
	163 119
	0.35
	0.47
	34.68

	5
	Germany 
	20 163
	27 080
	2 211 200
	2 422 900
	0.91
	1.12
	22.57

	6
	Finland 
	1 559
	2 160
	152 345
	179 659
	1.02
	1.20
	17.53

	7
	Ireland 
	844
	1 225
	148 502
	190 603
	0.57
	0.64
	13.09

	8
	Poland
	1 037
	1 705
	204 237
	308 638
	0.51
	0.55
	8.84

	9
	Czech Republic 
	302
	393
	88 262
	127 143
	0.34
	0.31
	-9.68

	10
	Hungary 
	338
	357
	82 322
	101 131
	0.41
	0.35
	-13.96

	11
	Slovakia 
	136
	:
	34 023
	54 857
	0.40
	:
	:

	
	Europe 
	156 146
	258 098
	10 950 326
	12 342 257
	1.43
	2.09
	46.65


Sources EVCA Yearbooks 2001-2008 and Eurostat 2009 Countries of the benchmark: Norway, Switzerland and EU27 countries. Bulgaria, Cyprus, Luxemburg, the Baltic Countries, Malta and Romania excluded. Gross domestic product and amount of portfolios at current prices

While describing in the shortest way private equity industry one usually takes into consideration an investment portfolio. Table 5 synthetically presents shape of private equity industry in Europe. 

The countries are ranked in descending order of their private equity portfolio percentages in the column in bold. Of the eleven countries included in the table, Poland is 6th with 0.45 per cent of its GDP placed in private equity in average. Achieved result is much worse then the EU27 average. 

The private equity industry in Poland has been developed only since the early 1990s, since the former political and economic system would not tolerate such ideas. This is why the Polish private equity market is significantly younger than in most other market economies. This should be borne in mind when assessing the role of private equity in Poland. Also, the Polish Private Equity Association only came into existence in the1990s – it is an association of investors and institutions in the same way as the much older European Venture Capital Association in Europe and National Venture Capital Association in the United States.

4. Short analysis of banking performances in Poland and reference countries

The banking system seems to be the most notable and recommendable. It is the most developed segment of our financial system. Banking sector assets covers 66.1% of total assets in the Polish financial system [Polish Financial …2008]. 

Net interest income (NII) is the difference between the value of interest earned by a bank (mostly from its lending activities) and the value of interest paid on the capital it borrows in the financial market. In this article, this difference in absolute terms shall be called “net interest income”, while in relative terms, whenever it refers to measures such as the volume of a bank’s assets or earning assets, it shall be called a net interest margin (NIM -given in the form of a percentage). 

The structure of income of Polish commercial banks is shown in Table 6.  Every year in the period under study, net interest income was the prevalent source of generating banking income in Poland. The Table presents a gradual decline of its share in banking revenues in the years 1998-2001 (down from 69.7% to 51.6%). Starting with 2002, this manner of generating banking income has been slightly but systematically growing. Its share in banking income at the end of the period under study was 57.8%.

The amount of net interest income is subject to two factors. First of all, it depends on the large spread of interest rates on loans and deposits as well as on a large turnover, i.e. even at a low difference between the interest rates sizable net interest income may be generated by a substantial volume of transactions. 

In terms of revenues, the core part of net interest income is constituted by receivables from the non-financial sector which form the greatest share of assets. They are the most profitable part of assets in Poland. Double-digit interest rates on loans are now widespread, while interest on interbank deposits barely exceeds 6%. In the years 2004-2007, interest rates on one year deposits were approximately 4%. If one takes into consideration the so-called “Belka tax” (a capital gains tax), income from depositing money in banks by both individual and institutional clients has been largely marginalized in Poland. 

Table 6. Breakdown of banking income by type of income in Polish commercial banks in the years 1998-2007, in % 

	Specification
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	Mean

	Net interest income 
	69.7
	63.0
	60.9
	51.6
	53.3
	55.0
	55.5
	57.6
	58.2
	57.8
	58.2

	Non-interest income
	30.3
	37.0
	39.1
	48.4
	46.7
	45.0
	44.5
	42.4
	41.8
	42.2
	41.8

	Fee and commission income  
	17.1
	19.9
	20.2
	21.2
	22.5
	27.5
	27.9
	23.5
	25.9
	26.7
	23.2

	Foreign exchange income 
	9.7
	8.5
	12.0
	18.8
	14.9
	12.6
	10.8
	13.2
	9.2
	8.9
	11.9

	Income from financial operations 
	1.1
	4.3
	5.2
	6.3
	8.0
	3.2
	4.5
	3.0
	3.3
	4.1
	4.3

	Income from shares and securities
	2.4
	4.4
	1.7
	2.0
	1.3
	1.7
	1.3
	2.7
	3.4
	2.6
	2.4

	Income from banking activities 
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0


Source: own work on the basis of synthetic data from Sytuacja finansowa banków za lata 1998-2006 National Bank of Poland Warsaw 1999-2008 and Raport o sytuacji banków w 2007 roku Polish Financial Supervision Authority Warsaw 2008 p. 26

Table 7 shows the relationship between net interest income and total banking income in reference countries
. The leaders in this classification are countries not shown in the Table, i.e. Switzerland, Luxembourg, France and Belgium, whose shares are 28.6%, 33.3%, 36.8% and 47.5%, respectively. Poland, with its share of slightly below 60% comes 13th in a sample of 26 elements. 

Table 7. Share of net interest income in total bank income in 2006, in %

	Specification
	Germany
	Sweden
	Portugal
	Poland
	Finland
	Czech Republic
	Ireland
	Slovakia
	Great Britain
	Hungary
	Greece
	EU25

	Indicator value
	48.2
	52.5
	54.7
	58.2
	59.2
	61.1
	62.3
	63.1
	63.7
	67.8
	69.1
	52.5

	Position in the population under study
	5
	8
	10
	13
	15
	16
	18
	19
	20
	22
	24
	


Source: Own work on the basis of Schildbach J. European banks: The silent (r)evolution Deutsche Bank Research Frankfurt am Main Germany 2008, p. 30. Data on the basis of publications by the European Central Bank, International Monetary Fund, Swiss National Bank. The study covers EU25 countries + Switzerland. Maximum – Malta (72.9%), minimum – Switzerland 28.6%. The data calculated by the author are weighted means, where the weights are the relative sizes of the banking sectors in the selected countries. Here and in the following tables “abbreviation EU25” refers to European Union states without Bulgaria and Romania.

These data throw some light on the situation in Poland and Europe, but a clearer picture emerges upon analyzing the weighted mean of the share of net interest income in total bank income in selected groups of countries. The weights are the volumes of assets amassed in particular banking sectors in the population of countries under study. This is shown in Table 8.

Table 8. Share of net interest income in total bank income weighted by the size of the banking sector in the European Union in 2006, in %

	Specification
	EU25+
Switzerland
	EU25
	6 European countries with the largest assets in the banking sector
	5 countries with the lowest share of net interest income

	
	
	with GB
	without GB
	with GB
	without GB
	

	Share of net interest income in %
	51.3
	52.5
	48.6
	50.6
	44.8
	42.1


Source: Own work on the basis of Schildbach J. European banks: The silent (r)evolution Deutsche Bank Research Frankfurt am Main Germany 2008, p. 30. Data on the basis of publications by the European Central Bank, International Monetary Fund, Swiss National Bank. The study concerns EU25 countries + Switzerland. The data calculated by the author are weighted means, where the weights are the relative sizes of the banking sectors in the selected countries. 

Total population in the study includes EU25 and Switzerland. In this group of countries, the share of net interest income weighted by the size of banking sector assets was 51.3%. The European Union has a slightly worse result, which is due to the fact that Switzerland has an extremely low share of net interest income in generating bank income (28.6%) and the share of Switzerland’s banking sector assets is relatively high in the population (over 5% of total assets), which puts this country in sixth place in Europe. 

The other two indicators in the next two columns cover the twenty five countries of the European Union. The first indicator, marked with the note “with GB” (with Great Britain) covers EU25. In this population, the average share of net interest income in total income of the EU banking sector (EU25) was 52.5%.

However, as Great Britain has the largest banking sector in the European Union (24.8%), its high indicator strongly influences that for the whole population of EU25. Furthermore, Table 8 shows that Great Britain has one of the largest shares of net interest income in total bank income. If the influence of this country on the European indicator is omitted, its value will decrease to 48.6% (the column with the note “without GB”). 

Following a similar train of thought, indicators were calculated for top 6 countries in terms of assets involved in the banking sector in the population under study. With Great Britain included, the indicator was 50.6%, while without it the indicator dropped to 44.8%. In the case of reference countries with and without Great Britain, the result was 57.4% and 51.7%, respectively.

The last column presents the mean calculated for five countries with the lowest share of net interest income in total banking income in Europe, the indicator value being 42.1%. 

The Polish banking sector as compared to indicators for the various groups of countries (58.2%, see Table 9) diverges significantly from the European figures, which are invariably lower than those in Poland. Therefore, in contrast to the leading banking sectors in Europe, Poland reveals a substantial, high prevalence of net interest income as the main source of banking income. 

Net interest margin (NIM) is defined as the relationship of net interest income to the average net assets (minus due interest on problem receivables) of the banking sector [NBP2003]. Its values over the period 1997-2007 are shown in. In the period under study the net interest margin decreased substantially, although since 2003 it has been gradually gaining (see Chart 1).  

For the purpose of comparison of Polish net interest margins with other European countries, data from the European Central Bank are cited. Unfortunately, the net interest margins quoted were calculated in a different way than in Poland. Thus, the indicators cited for Poland are not exactly the same as those given by the National Bank of Poland. However, the complete list of countries and their margins shown in Table 9 enables a comprehensive overview of these phenomena in Poland as compared to other European countries
. 

Chart 1. Net interest margin in Polish commercial banks in the years 1997-2007, in %

[image: image1.png]4,50

o
4.00 —4—NIMin %

3,00

2,50
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007





Source: own work on the basis of synthetic data from Sytuacja finansowa banków za lata 1998-2007 National Bank of Poland Warsaw 1999-2008, Raport o sytuacji banków w 2007 roku Polish Financial Supervision Authority Warsaw 2008 s. 26

Poland is among countries with the highest net interest margins. Poland’s net interest margins give it second place among reference countries and third in EU25. This situation shows that Poland is particularly dependent on lending, which is at the core of net interest income. At mostly double-digit interest rates on loans and at relatively low financing costs for banks, this situation creates a perfect handicap for the banking sector to achieve high profitability.

In 2005, net interest margin in Poland was three times higher than the weighted average for the banking sector in the entire European Union. Among the reference countries, better conditions for banks in this respect are only found in Hungary. The other countries (including the Czech Republic) have lower or much lower margins. 

In Europe, and especially in countries with the largest banking sectors, the erosion of net interest margins has long been observed, which has been reflected in successive European Central Bank reports [ECB 2005]. These reports mention the 

Table 9. Net interest margins in European Union countries in 2004 and 2005, in %

	 
	Specification
	2004
	2005

	1
	Hungary
	5.71
	5.24

	2
	Estonia
	2.43
	4.65

	3
	Poland
	3.86
	3.55

	4
	Slovakia
	3.61
	3.31

	5
	Greece
	2.87
	2.78

	6
	Latvia
	2.37
	2.71

	7
	Slovenia
	2.70
	2.39

	8
	Cyprus
	2.38
	2.22

	9
	Malta
	2.06
	2.19

	10
	Lithuania
	2.05
	2.02

	11
	Portugal
	1.97
	1.76

	12
	Great Britain
	1.75
	1.58

	13
	Austria
	1.72
	1.56

	14
	Spain
	1.79
	1.55

	15
	Finland
	1.83
	1.50

	16
	Italy
	2.09
	1.44

	17
	Czech Republic
	1.31
	1.19

	18
	Denmark
	1.07
	1.13

	19
	Holland
	1.38
	1.07

	20
	Sweden
	1.29
	1.02

	21
	Ireland
	1.09
	0.96

	22
	Belgium
	1.11
	0.93

	23
	France
	0.70
	0.88

	24
	Germany
	0.95
	0.85

	25
	Luxembourg
	-
	0.79

	 
	EU25
	1.31
	1.22


Source: own work on the basis of EU Banking Sector Stability European Central Bank October 2005, pp.42-52 and EU Banking Sector Stability European Central Bank November 2006, pp. 52-60. The Table is sorted by the value of the indicator for 2005 in descending order. 

formidable challenges to the banking sector poised by the economic environment. As the Table shows, in many countries the existing circumstances do not even make it possible to maintain the difference between interests received and paid with respect to the volume of assets at a relatively stable level in subsequent years. In particular, this situation is true of loans, which are old, mature financial products. In the quoted report, analysts of the European Central Bank advance the thesis that this important source of banking income might become exhausted [ECB 2006]. Thus, the only way to preserve the margins is to increase the volume of credit, as due to fierce competition in the financial market raising the difference between the interest on receivables and liabilities of the bank would not be feasible. It seems that in order to sustain the profitability of the banks it is also necessary to increase their activity in generating profit other than net interest income: increasing income from fees and commissions, generating profit from selling various capital market products in order to take advantage of the development of the financial markets, and extending loans outside their domestic markets to the fast-growing economies, where margins are still high ECB 2006]. 

Conclusion

The Polish commercial banking system is performing very well at this moment. It means that there is good time to make reorientation in the present manner of acting. The Polish banking system net interest margin is one of the highest in Europe. Competition of present and the newly-coming banks from the abroad may force the Polish banking system to lower margins and this may decrease its incomes. Such a perspective should make managerial staff prepare to act in the different segments of financial markets then granting loans. This is why the Polish banking sector may soon be forced to find new sources of incomes. At the present time it doesn’t invest in private equity at all. Foreign banks participate in the private equity market in 15,6% in average [EVCA 2008].
Assuming enormous requirements of the national economy there is a big deal to be done. The main problem is to arrange a situation in which banking sector and the national economy needs were well defined and well matched. Taking into consideration probable future bank problems and the national economy needs one may pose a question why the Polish banking sector isn’t interested in private equity market yet.

An important consideration in this questions is that private equity business can be a very risky business. Banks usually want to follow tried and tested procedures, as with the granting of secured loans. Private equity does not fit the banks’ rules because every case may be different, and this may be one of the most important reasons for their reluctance. On the other hand nobody expects a bank to provide 100 per cent of the funds in a risky project and there are wide opportunities for the diversification of risk. 

However, in the authors’ opinion, the main reason lies in the consciousness. All three parts of the business (the state, small and medium sized enterprises, and banks as a sector raising funds in private equity industry) seem to be operating in a fog. Few are able to see the link between state wealth, banking system profitability and stability and social phenomena, such as unemployment and poverty. Yet there is clearly a need to find a new way of stimulating the national economy. The simplest and most effective way is through strong support for small and medium sized enterprises. They produce twice the number of jobs each year than the public sector does in Poland. At the same time, at least half of new jobs arise in newly established companies. This is why a change in consciousness with regard to private equity is needed in Poland.
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� own calculation basing on Eurostat 2009


� own calculation basing on Eurostat 2009


� Data reported by the National Bank of Poland and the European Central Bank differ by 0.4 percentage points for unknown reasons, which translates into a relative error of 0.7%.


� The Author hasn’t got access to the latest data in this area covering the whole EU. Certainly interest margins change from year to year in the individual countries but taking into consideration EU means they are rather stable in a longer period, keeping a slightly lowering trend, which may be observed in various ECB reports





