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Background: Energy and Energy-Related Environment

1.
Sector Strategy to Date:
The Government’s medium to long term Energy Policy and Strategy call for energy security through cost-effective supply, at socially acceptable prices, and in an environmentally sustainable manner. These goals have been pursued consistently by the various Governments since the major economic reform of 1990 was launched in Poland.  The Energy Policy and Strategy is largely in line with the strategy of the European Union (EU) for the energy sector.

2.
The Bank has supported the reorientation of the Polish energy sector towards a market structure since 1989 through a combination of policy support, technical assistance and lending operations designed to assist the Government and energy sector actors to: (a) phase out energy-related subsidies as well as cross-subsidies between industrial and household energy consumers;  (b) lead towards decontrol of energy prices which should reach economic levels, and provide incentives for energy efficiency improvements; (c) improve economic efficiency in the supply and use of energy; (d) mobilize additional domestic and foreign private capital for investment; and (e) address environmental issues. 

3.
Indeed, the Government established a Program of Sector Reform with the help of the World Bank/ESMAP which called for demonopolization and restructuring in environmentally sustainable ways, commercialization and eventual privatization, decontrol of prices and establishment of a regulatory framework.  The pricing and sector reform process has consistently moved in the right direction and some components of this reform program were implemented faster than other elements.  

4.
The Challenges Ahead:
Nevertheless, it is recognized by the Government that progress of implementation of the Program of Sector Reform needs to be speeded up.  Key challenges are related to: 

a)
the slow establishment of secondary legislation (in the wake of the New Energy Law which became effective in 12/97) and the regulatory framework; 

b)
a lack of competition given continued monopolistic structures and centralized thinking in state-owned enterprises, cartellistic behavior and price control; 

c)
maintenance of inefficient capacities and over-employment in certain sub-sectors; 

d)
a hesitation to call for vigorous privatization, including invitation of foreign capital; and 

e)
a large backlog of environmental improvements of existing facilities.  

5.
As Poland has entered a more determined phase of discussions to lead towards accession to the EU, these issues are becoming more urgent.  Accession requirements in the energy sector call for resolution of most of those issues.

6.
Sector Strategy of the Bank:
The Bank’s strategy to cooperate with Poland in helping to meet these challenges rely on: 

a)
continued support in the area of policy improvements and speedy creation of a sound regulatory framework;  

b)
continued assistance to move towards market orientation, including price reform; 

c)
support to investing into “disinvestment”, i.e. to phase out obsolete sub-sector capacities and help meet the social costs of sub-sector rationalization; 

d)
foster an efficient and effective process of restructuring and privatization in the sub-sectors through successful demonstration operations; and 

e)
policy and investment support in helping to deal with the environmental improvements needed throughout the sector over a reasonable period of time.  

7.
These five priority areas continue to be supported by the full set of instruments available to the Bank, including non-lending services, such as: (a) technical assistance in policy advice, support of legal and regulatory developments and implementation of subsector reform programs; and (b) financial support in lending operations, through lending and provision of guarantees.  The Bank continues to act as a catalyst to attract additional funding and notably commercial funding, e.g. through the guarantee instrument. Economic Sector Work (ESW) is also proposed to guide on EU Accession issues in the context of the energy and environment aspects. Thus, the Bank cooperates with Poland to help her meet the EU requirements of accession more effectively and timely.

8.
Regulatory Framework:  Poland could move faster on regulatory reform, including approval of secondary legislation, the full-fledged establishment of the Energy Regulatory Agency (ERA), the transfer of responsibility for tariff policy from the Ministry of Finance to ERA, and the broad-based introduction of genuine competition.  The Bank continues its policy support in this respect through appropriate means, such as technical assistance in the setting up of ERA, advising on secondary legislation, and assisting the Government to adjust the sector during the process of accession to the EU.  The Bank also contributes to the dialogue on sector regulation in the context of investment projects in network subsectors.

9.
Market Orientation and Price Reform:  On paper, hard coal prices were de-controlled and should be market determined. However, major customers (power, heat, steel) are relying on a government-blessed “reference price” which is oriented close to import parity. Imports are not restricted but subtly “discouraged”. Oil product prices continue to be largely controlled, including through quantitative restrictions and special duties on imports. Network fuels’ prices (except for district heat) remain fully controlled until up to two years after the promulgation of the energy law.  In coal and oil products, the Government should permit market forces to determine prices; this would include price signals provided by decontrolled imports. In the power sector the pool-pricing arrangement being considered by the Government will lead to more competition among generators. 

10.
In the network fuel subsectors (gas, electricity, district heat) average prices are now at about 70% to 80% of their estimated long-run marginal cost (LRMC) levels, with individual fuel tariff categories ranging from 50% to 100%.  Subsidies have been phased out except for indirect subsidies of household consumers whose tariffs are at typically at the lower end of the above range.  Tariffs in electricity, and, to some extent in gas, have been eroded in real terms during the past three years (95 to 97) due to the phased increases in the VAT rate during the same period. This trend must be reversed and the power sector should be allowed to pass through increases in coal prices. All sub-sectors need substantial investments to modernize and rationalize capacity, as well as to make the needed investments including environmental compliance upgrades over a reasonable period. Privatization would also be accelerated and provide better revenues from assets sale, if prices more closely reflect economic costs. In any case, it is essential to introduce as soon as possible competition and private ownership in the subsectors wherever possible.  It is assumed that the future Energy Regulatory Agency (see para. 7) will gradually bring prices to economic levels, as and when required, to help sector enterprises implement optimum investment programs.  The Bank is confident that this will happen over time given: (a) Poland's desire to join the EU; and (b) the determination of the Ministry of Finance to continue the policy instituted in 1990 of not subsidizing energy sector enterprises.  The social welfare effects of increasing energy prices to economic levels on the low-income population living below the poverty threshold could be mitigated through instruments such as lifeline rates or well-targeted subsidies.

11.
Investment into Disinvestment: The Government is preparing a new Program for Hard Coal Sector Restructuring to the Year 2000, to be approved by April 1998, this program is expected to provide a framework to address the major issues in the sector: over-employment and overcapacity, which have led to substantial losses.  The coal sector could become profitable as a result of significant slimming down and increased competition. The Bank has repeatedly indicated its willingness to support sector restructuring.  However, a credible sector restructuring program (including appropriate social and environmental measures and upfront actions) is a prerequisites for support.  At this moment the Bank awaits (a) the draft Restructuring Program for comments and (b) a proposal from MoE with respect to future cooperation in the sector, assuming a credible program.

12.
To some extent, similar issues of over-capacity and over-employment still prevail in the gas subsector and the power subsector.  They are being addressed through the Bank’s sector dialogue, and in the context of a power-sector-focused operation.

13.
Restructuring and Privatization: The Polish Oil and Gas Company (PGNiG), the last vertically integrated monopoly of the sector in Poland, has high production costs and needs substantial restructuring to adapt to a free market structure. A Program of sector restructuring, corporatization and privatization measures has been approved by the Council of Ministers in April 1996, and the commercialization of PGNiG has been achieved in end 1996 as the first step of the agreed Program.  PGNiG needs to continue this process of de-monopolization and must invest in gas storage (strategic and seasonal), as well as modernization and expansion of its gas transmission and distribution system.

14.
Government plans on privatization and competition in the power sector call for rapid engagement of the private sector. This reinforces the need to have the Secondary Energy Legislation in place and the Energy Regulatory Agency built up as soon as possible, and provides a basis for the Bank to support current and future borrowers in the privatization process through appropriate means. The Bank is currently preparing one project in power generation (Rybnik) and has a power transmission project under execution.

15.
Energy-related Environmental Priorities: The immediate priority is for the Government to issue air pollution emission standards for the power sector to ensure compliance with Poland's international treaties and protocols, and consistency with EU emission standards.  For the public power sector, compliance with the protocol would cost about US$1.8 billion in desulfurization installations over the next 14 years.  Other priorities to be reviewed and analyzed for potential reduction and environmental mitigation include carbon dioxide and other greenhouse gas emissions from the power and non-power sectors, air pollution emissions from low-stack emitters, saline water of coal mines and waste disposal of the mining and power subsectors.  

16.
District Heating, Energy Efficiency and Renewable Energy Resources:  Good experience was achieved in district heating projects in five cities, resulting in substantial energy savings which helped pay for initial investments, and reduced air pollution and CO2 emissions. Based on this experience, the Bank is now preparing a number of projects which combine modernization of existing networks and heat sources (including combined heat and power plants) with the use of geothermal energy (environmentally friendly), and energy efficiency measures on the supply and demand side.  Promotion of renewable energy resources, development of energy conservation, and demand side management are areas in which the Bank can provide leadership and help develop demonstration projects involving regional development and private sector participation.  This is in line with EU objectives and support.

Technical Background to the Geothermal Plant  

Geothermal resources in the Podhale basin have been proven to exist and are commercially exploitable. The Project takes advantage of high volume geothermally heated water located in aquifers beneath the Podhale basin. The geothermal resources are tapped by wells drilled into the geothermal reservoir. Produced waters are reinjected after extraction of part of their heat content. The heat is transferred to another loop containing municipal water supply. This closed loop system of paired wells (doublets of production and re-injection wells) allows the reinjected waters to regain their heat content in the subsurface reservoir for future exploitation. Two doublets and one additional production well exist; a reinjection well and two more doublets (a total of 5 wells) are planned to be drilled under the full Project scope. The commercial aspects of the Project have been demonstrated by the operation of a pilot plant and some 200 household connections, in existence since 1995. The pilot plant currently operates using two wells (a doublet), one producing 86°C water at 120 m3/hour, the other being used as a re-injection well for the spent waters (54°C) in a closed loop system. In 1996 and 1997 two additional geothermal wells were drilled, with extremely good results.  Hydrodynamic testing of the new production well Banska PGP-1 resulted in a production rate of 750 m3/h at a reservoir temperature of 91°C.  This well together with the re-injection well PGP-1 will be brought on line in 1999. The high flow rates reduce the previously planned investment costs for the subsurface development part of the Project, by curtailing the need for the number of well pairs (doublets) to only two more geothermal doublets to be drilled. The five remaining wells will allow to cover the heat demand for the entire Project, including the municipalities of Zakopane, Koscielisko, Poronin, Bialy Dunajec, Banska Nizna, Szaflary and Nowy Targ (all in the central valley of the Podhale basin).  The total flow rate from the three geothermal doublets will be at least 1000 m3/h.  This amount is sufficient for the purposes of district heating in (the first) six municipalities of the Podhale region, eventually serving 5038 small consumers and 244 large and medium consumers. In the last phase, Nowy Targ’s district heating system will be furnished geothermal heat and the local district heating company will be responsible for its distribution. For the entire system, geothermal energy will serve as the base load. The geothermal base-load plant equipped with heat exchangers for the transfer of heat from geothermal waters to municipal waters is under construction. The transmission pipeline network from the base load plant to a peak-load plant in Zakopane is also under construction. The peak demand in the winter time will be met by a natural gas-fired peak-load heat plant, slated for commissioning in May 1998. The distribution network for Zakopane has been designed and construction will start in 1999. This network will be built in phases, namely, by gradual expansion to districts within the city. Step-wise connections to the network are based on a detailed design, cost analyses, and contractual arrangements already in place. Geotermia Podhalanska plans to expand the supply of geothermal heat to the western and eastern valleys in the region also at some future date. 

