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Report on financial stability challenges in EU
candidate and potential candidate countries:

! This repart has heen prepared by a group of experts frorm central hanks established under the anspizes of the ESCB
International Felations Coranittee, chaired byrthe ECE and comprising staff fiom both the European 5 ystern of Central
Banks (ESCE) and frorm EUT candidate and potential candidate countries. The authors ave grateful fo stafl at the Central
Bank of Ieeland, the Mational Bank of the Fepublic of Wacedorda, the Central Bank of Tdontenegro, the Mational Bank
of Setbia, the Central Bank of the Republic of Twkey the Bank of Shania, the Central Bank of Bosnia and
Herzegovina and the Central Bank of Kosowo for their fortheoming responses to several data and inforraation recuests
that have been instrmrental fo the production of this report. The views expressed in this report are those of the expert
gronp and do not nece ssarily reflect thoge of the central banks contributing to thiz repot.
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Executive summary

Banking systems in EU candidate and potential candidate conntries continue to face a number of
challenges to financial stability in both the shott- and medium-terrn. The near-term challenges
primarily relate to credit risk stemning from the generally weak economic dynamics in
combination with already high non-performing loan burdens in many banking systems, especially
in the Western Balkans Notwithstanding sizeable cross-country heterogeneity, Albania Serbia
and Montenegro appear as particularly sulnerable in this regard. Although still showing positive
credit trends, the continued 1ncrease of non-performing loans in both Bosnia and Herzegownna and
the former Yugoslav Republic of Macedonia dso gives cause for concern If the projected
reCOVEry in economuc activity turned out to be more protracted than currently anticipated as a
resdt of domestic factors or renewed external headwinds, thiz would exacerhate such
vulnerabilities. Bottlenecls to the bank lending channel resulting from weak asset quality are not
only of concern from a financial stability point of view but also from the perspective of monetary
policy and ultimately economic growth. Taken together, this implies that removing impairments
to bank balance sheets which may be standing in the way of enhanced credit extension should

reman a key near-term policy prionty for authonties inmost Western Balkan econorm es.

While short-term credit ngkes have tilted to the downside dunng the penod under rewmew, the
continued trend towards increased reliance on local sources of fnance (notably domestic
deposits) coupled with the moderation of parent bank deleveraging hasz dampened bank funding
vulnerahilities. However, loan-to-deposit ratios reman wery high in the cases of Bosma and
Herzegovina, Serbia and Montenegro, implying ingering funding nsks. Iceland and Turkey are
outliers to the trends depicted above charactenising much of the Western Balkans, each extubiting
their own country-specific traits. In Iceland, the main risks to financial stahility continue to stem
from the legacy of the 2008 crisiz and the potential implicatons of the lifing of capital controls.
In Turkey, the key challenge going forward 12 to acluewe a ‘zoft landing’ as regards the pace of
credit extension, while contaning nsks stemming from increased reliance on external funding

amid a changing internat onal environment.

In the medivm-term, the key chalenges to financal stabulity in EU candidate and potential
candidate countries relate to indirect market and funding risks, especially in Western Balkan
econotu es. Concerrung market risk, indirect vulnerabilities posed by widespread fx-denomunated
or indexzed lending remain a structural wealmess in many cases which may matenalize through
unhedged borrowers in the event of nominal exchange rate depreciations/devaluations. This is
especidly an issue for Serbia, Albama, Bosma and Herzegowina and the former Vugoslay
Republic of Macedoma, abeit to varying degrees and notwithstanding considerable differences in
undef ying monetary and exchange rate policy frameworlos, This suggests that active policies to

increase the use of local currencies should be pursued hoth to reduce finanoal stahility nsks and

Paze 5of 66

9240/14

Ml/ah
DGG 1A


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&inr=22959&code1=RAT&code2=&gruppen=Link:9240/14;Nr:9240;Year:14&comp=9240%7C2014%7C

ECB-RESTRICTED

to afford greater degrees of policy freedom to monetary authonties. Az regards funding nisk the
extent to which “forced” deleweraging may materialise in the period shead remains open This
could ether tmply outnight divestments of localy systermic entities if these are sold or less
supportive parent bank finance to domestic economies in the event that local resources are

inmfficient to meet credit demand once this picks up in a durable manner,

More broadly, the magmtude of the challenge to reach a ‘new banking normal’ for bankong
systems 1 EU candidate and potential candidate countriez appears to reman sizeable, Cn the
lending side, the ahowe mentioned challenges to asset quality in some cases hamper increased
financial intermediaton. Concerning funding, the trend substitution of external for domestic
sources of finance has been encouraging, but the potential of domestic deposits to fully offset the
reduction in foreign funding when credit demand picks up remains an open issue. Furthermore,
while the increased reliance on local depositz should be ex ante associated with greater stabilityin
banls funding patterns, this could dso accentuate matunty fismatches in bank balance sheets.
The development of domestic capital markets to prowide stable and longerterm funding
alternatives 15 thus key to miti gate potential shortcomings in this context. 4s regards profitability,
pressure has generaly remained high in the penod under review, with provisiomng for bad loans
denting banks’ net income. Banks in severd countrnies have tned to make-up for this shortfall by
increasing their exposure to the public sector, which has had a limited impact on bank
profitability. The growing exposures in this regard do not appear to consttute a near-tenm
financial stahility risk as their mitial level 12 very low in most cases. However, holdings of
government bonds account for a significant share of total bank assets in Turkey and Albania

implying thatlocal hanking systems are expozed to potential sovereign shocks.

EU candidate and potentia candidate countries wall also be affected by the establishment of a
‘banking union’ in the euro area, of which centralised supervision under the Single Superwisory
Mechamsm (25M) wall be a key element. Thus wall be a sgmBicant change in the supervisory
landscape of EUT candidate and potential candidate countries in the Western Balkans as nearly
60% of total hank assets in these countries are expected to fal under direct ECB home
superwsion from a consolidated point of wew The establishment of the S5M could bring a
mumber of henefits for EU candidate and potential candidate countries. Thesze include increasing
finaticial stability in those countries which are home to key parent banking groups, a
simplification of home-host supervisory relationships and possibly a reduction in “home bias™ by
home country authonties and the achievement of a more level playing field for banks 4t the
same time, host authonties in EU candidate and potential candidate countries have expressed
some concerns which mainly stem from an asymmetry between the relevance of subsidiaries of
euro area-headquartered banls for host countries on the one hand and for the parent banlking
group on the other, These concerns could be addressed by establishing adequate channels for

commumecation and cooperation between home and host anthorities under the new system.
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1. Imtroduction

In cooperation wath financial stabality experts fom nationa central banks ofthe European Svstem
of Central Banks (ESCE) and under the auspices of the International Relations Committes, ECB
staff has provided in recent years reports on financial stability challenges in countries preparing
for membership of the European Umon (EU). These reports, which have focused on countries
with a ‘candidate’ status, have been produced with biennial frequency since 2003.

Inlight of the continued high interest in financial stability 125ues in countries with close real and
finaticid links to both the euro area and the EU, an interim update (to the 2012 report) was
prepared in 2013, with coverage extended for the first time to EU potential candidates. This wader
coverage 15 kept in this report given the common features and challenges to financid stability

across countries.

The remainder of thiz report 12 structured as follows. Chapter 2 prowides an overview of the key
financial stahility challenges in EU candidate and potential candidate countries, structured around
honzontal topics. Chapter 3 discusses recent changes to bank lending, fanding and profitability in
EU candidate and potential candidate countries in order to help gauge the extent to which the
move towards ‘a new banking normal” to substitute the pre-crisis model has progressed. Chapter
4 analyses the potential implications of the Single Supervisory Mechanism (the first step towards
a banking union in the euro area, entailing centralised supervision of cross-border banking
groups) on EU candidate and potential candidate countries, focusing on conceptual and practical
aspects. Country-specific assessments detailing the salient challenges to fnancal stability are

provided in an annes.
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2. Key financial stability challenges in EU candidate and potential
candidate countries

2.1 Funding conditions for parent banks have eased in recent months

Funding conditions for parent entities whose subsidiaries have a strong presence in EU
candidate and potential candidate countries have eased significantly in the review period?
The comprezsion 1n five-year CDS spreads for key banking groups has been broad-hased, wath
the relative decline for banking groups originating in (now less) financially stressed euro area
countries being comparatively larger (see chat 2.1 Equity valuations for key cross-bhorder
hanlcing groups have also trended up ower recent months (zee chart 2.2), cona stent with hoth the
reduction in financial tensions related to the euro area sovereign debt crisiz in genera and the
umproved outlook for the banlang sector in particular, including as a result of plans to establish a
‘banking union’ in Europe {(see also Chapter 4).

Chart 2.1: CDS spreads of selecied h anks Chart 2.2: Eq uity prices of selected b anks
{basis points) {4 Jan 2000 = 100y

: g L N MG,

157

Sorces: Bloowberg, Datasty eam and FCR syqffcalculations.

Overall, while bank funding costs still differ (at times sigm i cantly) depending on the nahonality
of the parent group and CDS spreads have not converged to pre-crisis levels in all cases, the
clozer clustenng of hank spreads in recent months around the lewel which prevaled hack in 2010

has heen notahle.

! The main data cut-off date for this report is 201302, consistent with the data terplates kindly submitted by
participating central banks of EIJ candidate and potential candidate countries as input o this report. Ihrket data are
reported until erd-January 2014, The data cut-off date for the 2013 interin update report on financial stability
challenges in EU candidate and potential candidate countries was 2012073, again with the exception of high-frequeney
matket data. Therefore, the main review period of this report is 201203 10 201302,
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2.2 Credit dynamics in host banking systems h ave weakened further

The improvement in parent bank funding conditions contrasts sharply with devdopments
in credit dynamics in host banking systems during the period under review, where a
significant weakening in the pace of credit extension to the private sector has generally
taken place. The downtrend has been particularly acute in Albania and Iceland, which together
with Serbia have occasionally posted negative rates of credit growth to the private sector 1n
nomunal terms {on an Bz-adjusted basig). In other EU candidate and potential candidate countries
—such asthe former Yugoslav Republic of Maredonia, Kosovo, and to alesser extent Bosnia and
Herzegovina — the slowdown in credit growth has heen more moderate hut 13 stall noticeshle (see
chart 2.3). In Turkey, the pace of credit extension has lost some momentum but still remained
vigorous overall, Montenegro 13 a partial exception to this broad trend insofar as the turnaround
of credit dynamics over the equivalent period has heen notahle, but thiz is largely seen to reflect

changes in accounting standards rather than actual developments on the ground.?

Chart 2.3: Credit to the private sector Chart 2.4: Reference lending rates
[armnal peroertagze change) (in percent, exd of perod )

Ma-l Seeld o Ma-ll el MeelD Ggell Ml Bacll el Racll Ssell slaedl Senll Micld

Sereas: Mational certral banks aud BCR stqff ealeulations. Serees:  Naiomd  certral bonbs and EFCR sigf

Motes: The tine senes are converted into axro and Be-adnsted with  caloulanons.

the difference in the exchange mte compared to the same month  Motes: Feference lending mtes refor to weighted averages

the previons year. Prvate sector here comprises hossehalds, mon-  of shoet- and long-term lending rates o households and

fimaneial corporations ard private sectorbh anks. ron-financial ccrporations, m domeste and  foregn
oLmency.

The available evidence continues to point to a mix of demand and supply factors behind the

generally weak pace of credit extenson to the private sector in most EU candidate and

3 Apcording to the Central Bank of IMontenegro, the growth in loans (and other recefvables) as of Jarmary 2013
prirarily resulted from the implementation of International Accounting Stardards (I&5 39), with banks transferring a
portion of writter-off iterns oo their balance sheet that were previously held off balance. Although the credit growrth
series has been revised back to 2009, the pre- and post-2013 figures are not exactly corpearable becanse the loans and
recelvables classified in category E (writter off) have been transferred frora off-balance sheet records into the balance
sheet in Jarmary 2013,
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potential candidate countries. The findings of a special survey to help dizentangle the driwing
forces in this regard across corporates and households in EU candidate and potential candidate
countries as seen from the point of wiew of their central hanks — which was undertaken for the
purpozes of thiz report — are presented in more detal in Chapter 3. Credit standards for corporates
hawe been tightened to different degrees in fnost countries against generally wealer demand for
loans. The pattems for credit demand by and lending standards applied to households in EU
candidate and potential candidate countries are much more diverse in comparison, suggesting
some discrepancy in households’ wallingness to take on new loans and banks desire to fund
these,

Taken together, the trends emerging from the lending survey could hdp explain why
reference lending interest rates applied by banks in EU candidate and potential candidate
countries have remained hroadly stable with the exception of Turkey and to a lesser extent
Koszovo (see chart 2.4). Reference lending rates have remaned broadly stable in spite of a number
of measures taken by monetary policy authorites in EU candidate and potential candidate
countries to enhance credit extension by banks both through reductions in key policy rates and
other measures desgned to reduce the cost of bank funding (e.g. changes in reserve requirements

or nisk weights for certan loan categories),

2.3 Impairments to bank lending are being exacerb ated hy worsening asset guality

The hank lending channed in most EU candidate and potential candidate countries
continues to be impaired by lingering challenges to asset quality, reflected in a sizeable non-
performing loan (NPL) burden. NPL ratios remaned broadly unchanged awer the period under
review in most countries, wath the situation of banks in Albania, Montenegro and Serbia (where
non-performing loans to total loans are at around 20% or shove) still @ving most cause for
concerni. Problems are concentrated in the corporate loan segment (see countty annexes).
Although the level of non-performing loans is lower in comparison, the recent increase of NFLs
in Bosnia and Herzegowina and the former ¥ugoslav Republic of Macedoma should also be noted
(see chart 2.5 and table 2.1,

In contrast, progress in MPL reduction in Iceland has continued. The stock of NPLs remained
broadly contaned in Kozovo, notwithstanding armld increase, while that of Turkey remained low
and stable. Owerall, dealing wath the continued challenge posed by the sizeable stock of non-
petforming loans in a comprehensive manner appears key to both reduce fnancial stability risks
in the near-term and to help unlock the hank lending channel (thereby providing critical sapport
to economic actvity) in a medium-term context. The vanious steps undertalcen (or planned) to
foster MPL clean-up by authorities in some Western Ballcan economies are detaled in Box 1.
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2.4 Bank capitalisation and liguidity remain at healthy levels

Banking systems in most EU candidate and potential candidate countries appear well-
positioned to weather continued challenges as regards credit ride stemming from a high
NPL burden amid weak credit dynamics on account of robust capital and liquidity huffers.
The ratio of regulatory tier-1 capital to risk-weighted assets has remained broadly unchanged at
double-digit levels in all banking systems during the period under review, with only Kosovo® and
to a lesser extent Montenegro and Turkey expenencng a moderate decline. The rize in capital

adequacy ratios in Serbia during the equivalent period has been notable.

Chart 2.5: Non-performing loans to totalloans Chart 2.6: Loan-to-dep osit ratio
[in perert of total gross loars] [In percert)

. o
40
m
BT S P T i TR Ca mE ow i

Al MMEOWT

Sowrees: Marional certral Banks.

Motes: The loam-to-deposit-ratin for Bosma and Hermgowing 15 calmulated wsing total loaws net of intehank loans and
mustorrer's deposit(encl. deposits from financial rs tiba bioes ).

In Monterezio, due to the inplermerdation of TAS 39 1 20135, the defisntion of loans has changzed. Since data for loan-to-

depeosit ratios pricr to 2015 have notheen revised according to the new methodology, the ratio for 2013 s not comparable

with data fior previons penods. See individual conrtry anreses (table 3 for connbyr-specific defimtions of nonrpedorming

loars . Imeland 15 escelided due to lack of' data for the loan-to-depesit ratio.

Moreover, liquidity cusluons available to banks (as proxed by both ligu d assets to tota assets or
ligumd assets to shortterm liahlities) also appear comfortahle, suggesting that hanles should also
be able to cope wath unexpected challenges associated with potential fund withdrawals (see table
2.1). Howewer, 1t should be noted that the MPLz net of provisions to capital remain very high in
hoth Albamia and Montenegro, and to a lesser extent also in Bosnia and Herzegovina, Serbiaand
the fortner Vugoslay Republic of Macedonia (athough totd loan provisioning i wety
comfortable in the latter two cases). This suggests that the potential ability of banks in some of

these countries to absorb loszes would be limuted 1n the event of further (unexpected) shocks.

4 In Kogowo, the decline in capital adeguac vratios was largely attributable to regulatoryehanges in the classification of
regulatory capital.
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Box 1: NPL resolution in Albania, Montenegro, Bosnia and Herzegovina and Serbia

NFL clean-up is a multifaceted problem inwolving a mumber of different foreign and domestic stakeholders which ths requires
a multi-pronged approach that is tailored to country-specific circumstances, In recognition of this, awthorities in severd Western
Balkan economies have taken a mumber of measures to alleviate the sizeable burden of - performing loans on bank portfolios.

Albania:

Following several on-site examinations in banks to effectively assess the magritude of the NPL issue, the authorities have
decided to take some measures and address hoth the “stock” and *flow’ of NMPLs. In order to deal with the former, the B ank of
Albania led the establishment of two working groups designed to tackle differert problems related to NPL clean-up. A first
working proup was set-up in August 2011 focusing on {difficulties im) collateral execution, together with the Albanian
Association of B anks and the Ministry of Justice. The outcome of the reflections by this working group led to the revision of the
Civil Procedure Code that ertered in force end-Jeptember 2013, & second working group, together with the barking industry,
the General Directorate of Taxes and the Ministry of Finance, was set-up in July 2012 aiming to deal with the issue of
consideritg write-offs as a deductible item when calouating the net income for tax purposes. The owtcome of this working
group was reflected in a mirsterial order (hey the Minister of Finance) in May 2013, which is expected to be reinforced inlaw
within 201401 . The Bank of Albaria also introduced a mumber of regulatory changes in Iay 2013 amed to both eticourage
lending in the economy and discourage the passive “parking of Hepudity in foregn assets. Furthemmore, banks were also
encowraged to apply ealy restructuring of loans before they became nomperforming In order to support the restructuring
process also for loans alteady categorised as MPL s, the time that a loan was allowed to remain as “non-petfarming’ following
restructating was shortened. In addition, the central bank has also worked closely with the World Bank on an NFL
etthancement framew otk, which was launched in October 2013, The first phase of the new gplatform, which has already been
accomplished, has amed to ensure more financial data on banks” borrowers. In the second phase, it will comprize selecting a
meaningfil sample of the banks® classified loans portfolio in term s of size and composition, for which the banks must prepare
potential scenarios for the resolution of specific problems, following the principal of “least costly solution” for the stakeholders
and under the monitoring of the Bank of Albania. In addition, the Bank of Albania plans to provide more guidance to barks
regarding the process of MPL sale to non-hank financial instituti ons.

Monienegro:

& technical assistance project with the World Bank (°F odgorica approach™ was set-up in July 2012, The ‘Podgorica approach’
is hased on the following principlesitems (1) mandatory cooperation and discloswe recquirements; (i) a mediation center which
should enhatice the resolution in case of a dispute and awvoid court solutions, (1id) improved access to finance for borrowers, (1)
tax ex emptions that are singulatly available duting the NPL restructuring process for creditors and debtors; () agreement on the
restructaing plans by the debtor and the creditor; and (vl “safe-harbor provsions to protect participants, respectively. The aim
of this projectis to: (1) adopt restructaring solutions to conwert unmuccessful MPL workouts into restructired loans, (il) stabilisze
distressed bt viable companies and avoid wnwarranted licidation; (i8) promote renewed lending and access to credit to
restricted companies; and (i) stabilise the banking system (e g adequate capitalization, provisions, effective risk m anagem erf)
and mitigate losses (effective restructuring swift maximal recovery). [n order to achiewe such goals, a screening of the status
gquo was done which set the following priorities for further actionr protection of creditor rights tax treatment financial
consumer protection, prudential regulation and supervision, and NPL managem ert skills. The NPL resolution framework will
start as soon as at least one bank wishes to participate. The legal framewark is also scheduled to be improved as part of the
implementaticon of this process over 2014, including a draft law on woluntary financid restruchuing and amendments to the
cetitral banks” regulation of minimum conditions for the credit risk management (CRL Decisior) to accomim odate regulatory
incertives for the banks Guidelines underpimming strategies for banks’ NPL reduction will also be prepared by domestic
m onetary authotities.

Bosnia and Herzegovina:
Authotities hawve conducted a review of the NPL resolution framework in the context of the IMF programme and identified a
munber of areas for future improvemert in the overall legal and regulatory enviraument. These include (1) clatification of the
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tax treatment of loan-loss provisioning by banks in corporate income taxes applicable in both the Federation and the Republic
Srpska (50 as to encourage provisonng); (1) plans to submit legislation to reglate the establishment and supervision of asset
management companies, thereby facilitating the operation of a secondary loan market, including item s related to loan sales,
accounting, taxation and provisioning rules; (ii) a review of corporate insolvency laws to strengthen restructuring provisions,
reduce barriers to entry into bankruptey, and speed up barnkraptey proceedings;, and (19 an assessment of the feasibility of
establishing an out-of-court restructuring m echanism so that wable companies have a better chance of rem aning productive as
well as to promote the return of operationally viable compard es to sustainable debt servicing In this cortext, the World Bank is
expected to conduct an assessmert of banks” NPLs to provide an estimate of the loans that could retwrn to sustainable
performatice status through restructuring actions.

Serhia:

It March 2013 the National Bark of Serbia and IMF together organised the ‘Belgrade Initiative” meeting where the issue of
HNFPL resolution was the main topic. The MNational Bank of Serbia subsecquently prepared a proposal for the framew otk of NPL
resolution in Serbia, with the regulatory recomm endations that should govern this process in the future being published in its
antial Finaneial Stability Report (for 2012, published in June 20030 The key recommendations in this regard were that (1)
banks should draft plans to reduce the share of WFLs, including a precisely defined goal expressed as a percertage share of
NFPLsin total loans, an expectsd time frame for the ackievement of this goal, and an outline of ways of decreasing the NPL
shate to be applied (e.g. through sale, write-off or restructuning of receivables, or enforced collection) as well as of the soarces
of financing for the implementation of such plans, respectively, (i) concerning the regulation of mandatory write- offs, banks
should be cbliged to write the receivable off in those cases where it is an unsecwed receivable and the debtor’s delay in
payiment exceeds three years, the receivable iz secured by a mortgage and the debtor”s delay in payment exceeds five years, it is
an unsecured receivable from a debtor who has been in bankruptey for more than a year, or itis a receivable for which a write-
off has been agreed in an a compulsory enforced settlemert procedwre, respectively, (iii) the process of out of-court collection
of receivables from the wvalue forecdosure of morngaged property showld be enhanced to improve the process of mortgage
activation enforcement; (1v) a regulatory framework for personal bankraptey should be established, such that the resolution of
NPLs is extended to natwral persons, and (¥) conceming consensual financial restructuring, there is aneed to cortirne with the
implementation of the Law on Consensual Finatcial Restroctoring of Companies, which is generally based on the London
Approach principles.

2.5 Deleveraging hy parent hanks appears to he moderating

Ddeveraging by parent banks whose subsidiaries are systemically important for EU
candidate and potential candidate countries appears to have moderated during the period
under review, consistent with the relative easing of financial tensions for earo area-
headquartered entities. From a cross-border {locational) point of wiew, the change in external
poations from BIS-reporting banks to some countries was ‘net positive’ over recent gquarters (in
the vear to 201303}, for example in Montenegro and Albania (see chart 2.7). In other countries
changes in external positions from BIS reporting banks have been more erratic, but the recent
trend suggests that net funding wathdrawals were less significant relative to GDP than before
Thiz 12 dlzo the case when compared to the second half of 2011, a time when hroad-based

regulatory pressures to increase capitalisation in euro-area headgquartered banks amid severe
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financial tensions in some eurn area sovereigns were associated wath a sharp increase in cross-
border funding withdrawals by banks

Chart 2.7: Change in crosshorderpositionshy Chart 28: Consolidated chims hy BIS

BIS-reporting hanks reporting hanks
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Howewer, 1t would he premature to ascertain the durability of thiz trend going forward. In the
short-term, capitdisation pressures for some entities following the results of the ECE's
cotmprehensive assessment/asset quality review cannot be ruled out. Nevertheless, this exerciseis
seen as a key contributor to restore confidence in the euro area banking system as a whole from a
medium-term perspective, home to key cross-border banking groups with a strong presence in
most EU candidate and potential candidate countries More broadly, the heterogeneity in
deleveraging trends across countries from a longer-term point of view (as well as their relative

dependency on parent funding, 1f applicable) should also be keptin mind.

From a consolidated point of view, the trend towards an increased rdiance on domestic
sources of funding, in particular through local deposits (see section 2.0 below), has heen
associated with a broad-bhased stahilisation of {parent) bank exposures to EU candidate and
potential candidate countries. Only Bosnia and Herzegovina and Iceland constitute exceptions
to this trend, and exposures of BISreporting banks on other countries as a whole (relative to

GDPF) remaned constant or increased over the equivalent penod (see chart 2 8).

¥ Deleveraging trends are also monitored by the European bank co-ordination initiative (Wierma II initiative) in which
the ECB alao participates as an observer. The latest “CESEE deleveraging and credit monitor’can be found here:
hitp:ifvienma-initiative c ombwp-contentinploads 201 K02 Deleve raging Credit_Mbonitor Feb_2014. pdf.
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Taken together, these trends imply that the discrepancy between cumulated changes in
consolidated and cross-horder {(locational) BIS-reporting banking exposures to EU
candidate and potential candidate countries in the Western Balkans has widened in the
recent period, albet ‘for the hetter’. Whereas consolidated exposures in 201302 were 10
percentage points above those prevailing at the start of the crisiz (as promed by the Lehimann
bankruptey 1n 2008037, cross-border exposures over the same time frame are 5 percentage points
below (see chart 2.9). The ewolution of these wariables prowvides indirect evidence ofthe degree to
which banlang systems in the respective countries have successfully bridged potential funding
gaps in the aftermath of the cnsis, since consolidated exposures incdude clams of local

subsidiaries (in dl currencies) to the redl sector.®

2.6 The reorientation of funding towards domestic sources remains underway

The shift towards a growing reliance on domestic funding sources for banks in EU
candidate and potential candidate countries has heen reénforced. On an E-adjusted basis,
deposit growth has outpaced loan growth during the period under rewview in most EU candidate
and potential candidate countries except Turkey and Iceland, at imes by a sigm ficant margin (see
chart 2.10). This devel opment 12 st gruficant mnsofar as 1t applied not only to countries where credit
dynarnics has been negative at times in nominal terms {such as Albania and Serhia) but also to
those where the pace of credit extension has remained moderately positive and the reliance on
local funding was already high (mich az the former Yugoslav Republic of Macedonia) It also
applied to those countries that have been tradiionally more dependent on parent funding
regardless of underlying credit trends (such as Serbia)” In contrast, Turkey stands out as a case
where loan growth by far outpaced deposit prowth over the period under review, which can be
partly attributed to growing reliance on external (short-termn) funding MNotwithstanding the
robustness of the overall trend, the degree to which deposit growth may be partly aby-product of
sluggish economic actiwity in some countries (e g precautionary motives by households, lack of

investment opportutaties by corporates) remans in doubt.

Coupled with the moderation of parent hank ddeveraging, increased rdiance on local
funding would suggest that near-term risks to the bank funding base have decreased, but
cross-country evidence remains heterogeneous. Loan-to-deposit ratios in those banking

“ The EIf Comsolidated Banking Staiisfizs capture the worldwide clairs ofbanks headouartered in the BIS reporting
conntries, weloding clatns of their foreign affiliates, but exclude positions between related offices. The Consolidated
Foreign claims cover cross-border claims in all cmrencies of BIS reporing countries and local claims in foreign
cwrre tey of their forelgn affiliates, as well ag the local claims in local cwre ney of their foreign affiliates.

EIY Locafional Banking Stafisfics provide information shout the geographical coraposition of banks” balance sheets
since they provide the outstanding claims of banking offices located i BIS reporting countries (incloding positions
between related offices).

T This was alsn the case in Iontenegro althongh the influence of methodological (TAS) changes in Ioan data as of 2013
makes the interpee tation of credit versus deposit growth trends difficult.
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systems which already in the past were comparatiwely less reliant on parent funding — 1 e those of
Albania, Kosovo, and the former Yugoslaw Republic of Macedoma — have remained broadly
stahle during the pertod under review at lewels ranging from shout 60% to 90%. Serhia,
Montenegro and Bosnia and Herzegowina continue to exhibit ratoz of above 100%, although the
respective underlying dynamics have been different (with loan-to-deposit ratios trending down in
Serbia, remaining high in Bosnia and Herzegowina, and showing an emratic patern in Montenegro,
also due to methodological (LAS) changes in loan definitions as of 2013). The trend-up in loan to
depoat ratios 1n Turkey — which exceeded 100%% at the end of the penod under review and has
thus joined the group of EU candidate and potential countries deemed to be most vulnershle on
this count — should also be noted (see chart 2.6

Chart 29: Change in cross-horder and consolidated Chart 2.10: Loan and dep osit growth
positions by BIS reporting banks on the Western (2vermge of amual perentaze changes)
Balkans
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2.7 Will ‘forced deleveraging’ be a matter of concern in the medium-term?

Although the increased rdiance on local deposits in EU candidate and potential candidate
countries’ banking systems should ex ante reduce funding risk, the extent to which host
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countries could he affected by ‘forced deleveraging’ remains open. A5 documented in Chapter
4, the relative importance of subsidiaries from euro area-headquartered banks operating in (most)
EU candidate and potential candidate countries 1z very asymmetnc for ‘home” and ‘host’
authorities. While a hank subsidiary may be locally systemic for host authonities, the relative
weight of that same bank in the activities of the larger cross-border group as a whole (and hence
the concern which it may elicit on the part of home supervisors) would likely be minor. This

raises two potentidl 1ssues.

First, cross-hborder hanking groups may bhe ‘forced’ by home authorities to dispose of
suhsidiaries that are seen as ‘non-core’ for the activities of the group as a whole. This could
apply to those cross-border banking groups with an important presence in EU candidate and
potential candidate countries which have had or may have in the fatore “state ad’ cazes addressed
by the European Commission (EC). The recent cases in this regard® point to the possbility of
forced divestment which could arise regardless of the underlying profitability of the bank
subsidiaries in question or thewr relahve dependency on parent funding. In principle, profitable
entities should find buyers, while market et by banks without wable business models is
ultimately unavoidable and a contnbution to banlong sector consolidabion, which in some
countries seems warranted, At the same time, 1t should be recognized that shorttenm disruptions
to domestic financiad systems resulting from potential “orphan banks (e those for which no
buyers can be found) may still ensue, even in those cases where a host country’s long-ternm
interest would he best served by disposing of unheal thy banks that prowide little de facto funding

to the real economy.

Second, even in non-state aid cases, parent banks might still seek to keep exp osures of their
(smaller) subsidiaries in third countries relatively contained, refl ecting strategic risk-return
considerations for the group asa whole. While such business decisions are legitimate from a
home pomnt of wiew, for host countnies this may umply that thewr banlang systems become less
supportive to economuc achvity, This could in particular be the case if locd deposts are
insufficient to meet credit demand and domestic capital markets do not o ffer wiahle alternatives to
make-up for the shortfall.

B There have been three main cases in this regard so far () Hypo Alpe-fSdvia Group (HALG) fror Austria; (i)
Mational Bank of Greece [/ EFG EwrobankiFireaus Bank, and (i) the Slovenian NLE. In the case of HAAG, the EC
decision of Septernber 2013 forces the group to sell its entire network in South-Eastern Europe by end-June 201 5 at the
latest. The EC decision on the Greek-owned entities is still perding, while that for NLB states that the bank should
focus on core activities but otherwise rernains silent on the future of its cross-border subsidiaries. The irmportance of
the NLE subsidiaries for the group as a whole iz wouch larger relative o thoss of HAAG, accounting for 233 as
compared to 10% of group assets, respectively For more information, see “State aid: Cormmission approses plan fo
orderly wind down Hypo Group &lpe Adria™, EC press release, 3 Septernber 2013 *5tate aid: Cormdssion termporarily
approves aid o Alpha Bank, EFG Eurcbank, Piraeus Bank and National Bank of Greece, opens in-depth
irvestigations™, BT press release, July 2012 and “State aid: Commission approves rescue or restructuring aid for five
Sloverdan banks™, EC pressrelease, 12 Decerdber 2013
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2.8 Foreign currency lending still poses indir ect vulnerahilities to hanks

Widespread lending in foreign cwrrency in many EU candidate and potential candidate
countries {putright or indexed to fX) continues to constitute a risk to financial stahility. The
share of £ loans to totd loans has remaned broadly unchanged across most EU candidate and
potential candidate countries duning the penod under review, ranging from around a quarter in
Turkey and Ieeland, over a halfin the former Vugoslay Republic of Macedoma, to two-thards to
three guarters in Albania, Bosnia and Herzegowina and Serbia (see table 2.10.° Accordingly,
foreign currency lending continues to be a “structural” feature of many banking systems. The
hanlking system’s exposure to unhedged borrowers in the event of currency depreciation thus
remans a key source of wulnerahility in many countries, notwithstanding the fact that the
undefdying monetary and exchange rate policy frameworks across countries are often wery
di fferent. There are signs that fx lending 15 tilting away from the household zector to the corporate
sector (withhedging being presumably more common in the latter case), which suggests thatridks

in this regard may be on a downward path while remaning sizeable at present.

Moreover, widespread £z lending poses a challenge not only to fnancial stabality but also to the
conduct of monetary policy in many countries. It is one factor pushing authonties to opt for de
jure or de facto pegs to the euro in some cases and constraining the degree ofpolicy freedom also
in thoze countnes where authonties allow for some nominal exchange rate lleshility. This calls
for the maintenance of intensification of active strategies by host authorities to foster the use of
local currencies. The banlang system’ s exposure to direct marleet risks (as proxed by the net open
position in £ to capital) remains generally low in most countries, with the exception of Bosnta
and Herzegovina and the former Yugosdlav Republic of Macedoma, although in both cases the
ratios for the banlang system as a whole are below the respective regulatory limits set by

domesti c authorities.

2.9 Conclusions

Taken together, near-term challenges primarily relate to credit risk stemming from the
generally weak economic dynamics in combination with already high non-performing loan
hurdens in many banking systens, especially in Western Balkan economies. Hotwithstanding
sizeghle cross-country heterogeneity, Albania Serhia and Montenegro appear as particulady
vulnerable. Although showing stll positive credit trends the continued increase of non-
performuing loans in both Bosma and Herzegowina and the former Yugoslav Republic of

Macedonia also gives canse for concern. The risk that the projected recovery in economic activity

? Montenegro and Kosowo are urdlaterally enroised coundries and the share of fix lending in total lending is low or
neglizihle.
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tums out to be more protracted than currently anticipated, through domestic factors or renewed
external headwinds, would exacerbate such wulnershilities Bottlenecks to the bank lending
channel resulting from weak aszset quality are not only of concern from a financial stahility point
of view, hut also from the perspective of monetary policy and ultimately economic growth Taken
together, thiz implies that removing impairments to bank balance sheets which may be standing in
the way of enhanced credit extension should remain a key nearterm policy prionty for authorities

in mo st Western Balkan economies.

While short-term credit ridks have tilted to the downside during the period under review, the
continued trend towards increased reliance on local sources of finance (notahly domestic
deposits) coupled with the moderation of parent bank deleveraging has dampened bank funding
vulnerabilities, Howewer, loan-to-deposit ratios reman wery high in the cases of Bosmia and

Herzegovina, Serhia and Montenegro impl ying lingering funding nisks.

Iceland and Turkey are outliers to the trends depicted above characterising much of the Western
Bakans each exhibiting their own country-specific traits. In Iceland, the main risks to financial
stability continue to stem from the legacy of the 2008 crias and the potential implications of the
lifting of capital controls. In Turkey, the key challenge going forward is to achieve a ‘soft
landing” as regards the pace of credit extension, while safeguarding nsks stemming from

increased reliance on external funding amid a chanmng internabonal emaronment.

In the medium-term, thekey challenges to financial stability in EU candidate and potential
candidate countries reate to indirect market and funding riss, especially in Western
Balkan economies. Concerming market nsk, indirect wvulnerabilities posed by widespread fx-
denominated or indexed lending reman a structural weakness in many cases which may
materialise  through unhedged borrowers in the event of nominad exchange rae
deprecatons/devaluations. This 15 especially an issue for Serbia, Alhama Bosma and
Herzegovina and the fonmer Vugoslar Republic of Macedonia albeit to varying degrees and
notwathstanding considerable differences in underlying monetary and exchange rate policy
frameworks. This suggests that active policies to increase the uge of local currencies should be
pursued both to reduce financial stabality risks and to afford grester degrees of policy freedom to
monetay asthoribies. As regards funding nsly the extent to which “forced” deleveraging may
materialize in the period shead remans open This could either imply outright divestments of
locally systemic entities 1f these are sold (resulting in lngh business uncertainty even 1f the saleis
ultimately successtul), or less supportive parent bank finance to domestic economies in the event
that local resources are insufficient to meet credit demand onee this picks up in a durable manner.
More broadly, while the increased reliance on local deposits should be ex ante associated with
greater stability in hank funding patterns, this would also accentuate matunty mismatches 1n hank
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halance sheets, thereby underlimng the need to devel op domestic capital markets to prowide stahle
longerterm funding alternatives.

3. Recent developments in bank lending, funding and profitability in EU
candidate and p otential candidate countries

Financial sectors in EU candidate and potential candidate countries remain heavily banlc-
based, with most entities participating in the system following a “traditional’ business model
devoted to intermediating retail and corporate deposits to loans. While the focus of bank
buaness models across the region was not necessanly 1n guestion in the wake of the onsig
developments since the bursting of the financial and credit bubble in 2009 have shown that the
undefdying funding dynarmics prevaling in many cases (namely the dependency on parent
funding) were unsustainahle In thiz regard, there 1z some ewdence to suggest that credit
dynamics between parent banking groups and their subsidiaries were pro-cyclical in both the rn-
up to the crisis and dunng itz aftermath. At the same time hanking systems across the region are
still grappling wath the chalenge of resolwing legacy 1ssues associated to the turning of the credit
cycle.?

There 1z thus an emerging conzensus in the regon that a ‘new normal’ as regards bank business
models should he found with local resources playing a greater role in hank funding than hefore.
However, the extent to which this should be the case in a non-crisis “steady state’ remains an
open 1ssue, snce it 12 not ewdent that autonomous (local) resources would suffice to meet credit
demand once this picksaup in a sustaned manner. In turn, this implies that questions on bank
profitability and wiahility in a less dynamic credit environment going forward reman
unanswered. Against this background, the remander of this chapter investigates recent changes in
bank lending, funding and profitahility of banks so as to help gauge the extent to which the move

to a ‘new banlong normal’ 13 ongoing,

3.1 Recent lending developments

Asget growth of banking systems in most EU candidate and potential candidate countries
has slowed down significantly, but there are no signs of disorderly balance sheet
adjustments. In the context of subdued econormic activity in most of the countnes concerned, the
median asset growth of private sector banks in candidate and potential candidate countnes came
down from 6. 3% 1n 2012 as awhole to 1 3% in the firsthalf of 2013

0 See “Fimameing Futwre Crowth: the Evolving Role of Banking Systerns in CESEE”, IMF, April 2013
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Motwithstanding this owverall trend, the developments on the asset side of hanks’ halance sheets
have remained very heterogeneous among countries. In Turkey, balance sheets strongly expanded
with an increase of 11.5% 1n the first half of 2013 compared with end-2012, whereas in Bosnia
and Herzegowina and Serhia, hanks™ assets remained broadly stagnant (seetable 3,13 Looking at
the decomposition of item s on the asset side, loans to the private sector remain the most imp ortant
ttem ranging from 60% to 78% of total private sector banks assets in all countries except in
Albania, Serbia and Turkey (see table 3.2

Tahle 3.1: Total b anking secior asset growth Tahle 32: Private sector bans o hanking secior

(perwentage change) assets
[in petcerd)
2011 2012 201% 011 012 2013
b Tharda 131 A1 14 Alb aria 41.8 46.1 456
Bostia and Herzegvina 28 05 02 8 pivate sector Banks' assel 478 L 56
Bosmia and Herzegovina 65.1 &6 .4 [
Teglard 62 ug 16 9% pravale sector danis' asel na. .. na
Kosmo 73 63 11 Ieelamd 617 617 605
FYE.Ilacedoria 25 ifi] 12 9 private sector Banis' asset na na na
Montenego -45 -0.1 3z Hesovo 6l 805 A22
Sethi 46 27 01 b prrvate sec?r banis' @il GLa G0 F 622
FYE M acedonia Bl.2 &0.5 Bl4
Tukey 210 126 115 b prrvate secior Panis' aiiet 851 L na
Sowces: Madonal certral banks. M ortenegro "2 78 a3
Hotes: Aremal peroentage change except between 2012 and 9 pravate sector Banis' asset 773 776 7T
%13“'1*212 the difference is caloilated betreen end - 2012 and Sebia 1 553 sS4l
refhaly 2013

Of pravate seclor Banis' assel ara 6r5 G2
Turkey =3 411 425
b pPNaLE SECHF PONiS' Al Jod bR G4

Soupees: Matiomal centval banks.

Netes: Prvate sector loars cover loans tohoaseholds , non-
finaneial corporations amd private sector banks, and aatstanding
amonts as of Decerrb er ineach vear (honeuly foe 2013,

Banks' corehbusiness —retail and corporate lending — has remained weak. Credit growth has
been lackluster in most cases, with a noticeable sdowdown in credit growth rates 1n all CC and
PCC banlang systems over the penod under review notwithstanding different underlying credit
dynarnics, and Turkey being the exception with still relatively strong growth rates (see section
2.2). The decline in overall rates of credit growth appears to have been broad-based across
relahive components, with the more dynamic contribution of credit to houszeholds 1n some caszes
not being sufficient to compensate for the drop in corporate lending ower the equivalent period
(zee chart 3.1

The lackluster pace of credit extension in most EU candidate and potential candidate
countries appears to reflect a combination of demand and supply factors, especially as
regards corporate lending. 4 special swvey among the central banks of EU candidate and
potential candidate countries conducted for the purposes of this report suggests that, from the
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point of wew of the central hanks 1n the countries concerned, both tighter supply and weaker
demand help to explain the recent downtrend in corporate lending in most cases. In this regard,
anticipated investment activities by corporates, which would require long-term hank financing,

remaned low in most candidate and potential candi date countries except Turkey.

Chart 3.1: Contributions to overall ending grow th
[armmal percentage change, adusted for fir changes)

ASources: Natiomal certval bads, Fover Analvtics and BCR stqff caloulationas.

Motes: Time series awe corverted ivto enro and fi-admsted with the difference in the
exchangs 1ate conpared to the save month the previous year. Total loans cover the mm of
the four sectas.

The demand for short-term financing (e.g. worldng capital), but also for corporate debt roll -over,
for worlang capital as well as for mergersfacquisitions increased slightly {e.g. Bosnia and
Herzegowina, Turkey and the fonmer Yugoslay Republic of Macedonia). Looking at the supply
side for corporate credit, lending standards for corporates tightened in most cases, which could to
a certain extent also be a result of the lowered creditworthiness of corporates and adjustments of
banles™ internal risk-weighting schemes. In contrast, the picture as regards lending to households
appears more diverse in companson to corporate lending, wath signs of a partial mismatch
hetween relative supply and demand factors in some cases, such as Kosovo and Albania (see tahle
3.3).

The findings of the IRC expert group’s survey are broadly consistent with those of the EIB
bank lending survey among parent bank groups, ther sabsidiaries as well as domestic
banks in CESEE. The survey of the EIB dso covers lending developments to housshol ds and

1 BIR (2013), CESEE Bank lending survey 2013 H2. Armong candidate and potential candidate courtries this surey
covers Albarda, Bosnia and Herze goving and Serbia.
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corporates in some EU candidate and potential candidate countries. From the pomnt of wiew of
private sector agents corporate loan demand 15 curbed by the weak macroeconomic environment
in most countries as well as by a sluggsh global economic outlook The EIB survey further
suggests that access to finance was per se not a constraining factor for lending in the first half of
2013, because domestic funding currently comp ensates for declining cross-bhorder funding, In this
context, the results show that lending standards have been negatively influenced by the high level
of MPLs in bank baance sheets as well as by regulatory uncertanties.

Tahle 33: Survey oflending develbpmenis in the first half of 2013

IFMIART LINDIR G5 TANDARTS
Landingh oo rpemke I.mﬂ.mg'b Towodols Laadingte comp o Loadingh bow chels
o mmar Lo o1 mmar
Chemll ferrem Loghon  Cwel ]:ouin aediterd  Cwerall  florrerm Lengtem Cuerall owee cxdit amd
pmhy wiber Pl o sthar

Bosm-mi Hompgina
Y Y
Kmow
FYEMuwoloms
H@-mp@

-Dmmuh.gmmdmm.audh
Do e b d mmewho,
Foc 1o d bzl wechonprd
oz e mmeshn
Toe ke mmida dd

Sowrees: MNarional ceveral bawks.

Haotes: In the case of Eosowo ard Tadkey, changes avewith respect 10 20153 Q2. The suvey is of a qualitative natme and was filld m
b the natiomal central banks aceceding to thelr oam ass ess ment of the landing developeneants m their ocuntry, The aoloors inthe tahls
reflect each natiomal certral bank s assessment.

Banksin most EU candidate and potential candidate countries appear to he increasing ther
exposure to the respective public sectors in an attempt to compensate for the sluggish
environment for private sector credit prevailing in most cases and thereby positively affect
their profitahility. Banks in some countries {such as Alhama, Bosma and Herzegowina and
Montenegro) have stepped-up lending to central and local governments, with loans to the public
sector accounting for a growing share of total loans extended by banlcs, This 15 alzo the case in the
former Yugoslav Republic of Macedonia, athough in this case a single bank is largely
responsible for the trend.

The rates of credit growth to the public sector by banling systems in EU candidate and
potential candidate countries has tended to he very dynamic over the review period, also
given that the starting level was very low in all cases under cons deration. Loans to the public
sector still count for a wery small share of total banling sector assets, mostly around 194 and the
share of loans to the public sector in total bank loans also remains low (typically 5% or less, see
table 3.4). The contribution of lending to the public sector to overdl credit growth is limited in
most countries except Bosma and Herzegowvina and to a lesser extent Albama However, the

increase in lending to the public sector has been steady in recent years, and the contrast with the

Paze 24 of B8

9240/14

Ml/ah
DGG 1A

25
EN


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&inr=22959&code1=RAT&code2=&gruppen=Link:9240/14;Nr:9240;Year:14&comp=9240%7C2014%7C

ECB-RESTRICTED

pre-crisis sitiaton remains strilang. The weight of direct lending to the public sector in total hank
lending has doubled, tnpled or more within a relatively short period of time in some EU
candidate and potential candidate countries in the Western Balkans.

Tahle 3.4: Loans to the p ublic sector

[1n perrent)
Ell]ﬂ Elll!’ ﬂl Zﬂw 2013+
Al ania -..af wtal loms 29 4.4 a7 358 4.4 4.4
...af tetal bani g sector assets 14 22 13 18 21 21
Bosriaand Herzegovina  ...oftctal loans g1 70 g1 a0 101 10.4
...af tetal bani g sector assets 4.2 4.7 57 A4 14 78
Toeland -.ofttal loans 0.7 0.z 1.3 1n 1.0 ng
...af ttal bankimg sector assets 04 05 0z 05 0.a 05
Kosovo -.ofttal loans 0.0 0.0 04 01 0.l oo
...af ttal bankimg sector assets 0.0 0.0 03 0l 0l oo
FYR M acedama -.clf bl Eoveams na 0.l 1N} oz o ng
aftotal bariang seclor anets na 01 oo 0l 0s ns
Moartenzgro -.of ttal loans 14 4.0 43 T4 &7 74
aftotal ariang sedlor axets 1.1 a5 37 6l 56 53
Serbia -.af total loans 1.1 20 40 42 34 30
of hotal bankm g sector amsets 06 1.1 23 24 20 17
Turkey _..aftatal loans 22 21 1.5 14 11 09
of wotal Bankm g sector amets s 0.7 0 0a s 04

Sowpeas: Nationdl cergral banks and ECH stqff ealculations.
Haotes: * As of Jane 2013 (uly in the case of Kosovo and Serbia). Total bams cover loans to households , nom-fimancial eorporating,
private sectorb anks amd pablic sector, and autstanding ammoants of the wspective pariad.

The analysds of exposures of banking systems in EU candidate and potential candidate
countries to their respective public sectors via banks’ holdings of government securities
tends to reveal a similar pattern of moderate to fast growth againsta low starting hase. Over
the period under review, banks in Albania the former Yugoslav Republic of Macedonia
Montenegro and Serbia have increased their holdings of govemment secunties, wath only banks
in Turkey showing a pronounced trend in the opposite direction. From a longer term perspective,
the growing weight of government securities in total bank assets is notable in all cases except for
Albama and Turkey. The fact that holdings of government secunities have crept up to amount to
just under 10% of tota bank assets in cases such as Koszovo, Serbia or the former Vugoslay
Republic of Macedoma within only a few years is particularly noteworthy (see table 3.5

Overall, the exposare of hanks in EU candidate and potential candidate countries to the
public sector remains limited in most cases and does not constitute a near-term financial
stability risk Howewer, the growing nexus hetween banling systems and their respective

soveretgns should continue to he monitored 1n a medium-term context as a potentially emerging
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risk, particul arly in wiew of nizing public debt in most countries concerned. Furthermore, banks in
Albania and Turkey are currently vulnerable to potential sovereign shocks through their sizeable
holdings of gowernment secunties, even though from a longer term perspective the share of
government securities in total hank assets appears to hawe heen trending down in both countries

since 2008,

Tahle 35: Banks' holding of govemment securities
[1n percent of total barking sector assets)

2008 2009 2010 2011 2012 2013
i Jbania 312 302 220 267 247 255
Bosnia and Herzegoving 0o 0o 01 13 19 19
Iceland 1.1 85 85 15 12 10
Kosovo na. na. a.7 T8 9.1 27
FYR Ilaredonia 37 48 59 50 85 02
Ilontenegro na. na. na. na. 1.5 34
Serhia 01 41 58 58 21 91
Tutkey 458 3079 277 125 19.1 173

Sereas: Mational certral banks aud BCR stqff ealeulations.
Hates: * Figuves for 2013 ave as of hare/haly 2003 (dngustin the case of Ieelad).

3.2 Recent funding devd opments

The longer term reorientation of hank funding bases towards increased local depositsat the
expense of external sources of finance has continued in the period under review {see also
Section 2.6). 4 decomposition of bank liahilities into their man components shows that this
development has been moderate i Montenegro and Serbia wathin a relatively short peniod of
time. In other cases, the relative growth of deposits among banks lishilities (*deposit capture™) has
been more difficult to attain as the reliance on local funding was already wvery high (e g in
Kozovo and the former Yugoslay Republic of Macedonia zee chart 3.2 With the exception of
Albania, “deposits and other” are the most important finding source for banks in candidate and
potential candidate countries, counting for 54.7%% in Serbia on the lower end to 83.4%% in Kosovo

on the upper end.

In countries like Albania, Kosovo and Turkey asset growth in 2013 was also funded by a
slight increase in external liahbilities, which counted for 26.0%4, 6.6% and 23.5%% of banks
balance sheets 1w 2001302, respectively. The Liability structure of the Turlash (and to a lesser
extent the Icelandic) banking sector represents insofar an exception among candidate and
potential candidate countries as external funding conssts of short-term wholesale funding rather
than parent funding The hanking sector 1n Serbia and 1in Montenegro continued to adjust ther
funding model, hence extemal liabilities shrank to 22, 1% and 16.4% of total lighilities.
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Tahle 3.6: Committed credit linesh y hanks Chart 3.2: Liahility structure of hanks
[in petcert of total Habilities, inel. equity] [in perernt of total Habilities)
2006 2008 2010 2011 2012 tl?

Albara 1.2 25 27 24 31 9
EBosma and Harzegoving 5.2 5.4 5.8 71 58 v
Teelamd na. 3.4 21 20 22 f:
Kasova 58 50 4.8 40 &0 |
FYE M aedorma na. a8 34 28 28 &
Montanegro 14 33 23 26 28
Serhia 22 48 34 67 44
Turkey a7 4.5 58 20 158

Sowroes: Bureau van Ik Banbscope commercial banls active as af
2012) and BOR st ealoulations.

Degniteanbotla 8 il w Eainal laliliice

Seroes: Matiowal certral banks ad ECR staff edlcudations.

Hotes: In this chart, total lidbalibes cover the sum of the three
components (deposits and ofher, capitl and external labilibes) In
the case of Mortenegio, wholesale finding and not external
labilites due to data unavalability, Figues for 2013 are fiom
Farefhaly 2013 Duae to lack of data, Beosnia amd Hereegovina was
exchded from the chart.

The changing composition of bank funding sources is only partly reflected in the share of
committed credit lines (typically from parent entities) in total liahilities. They have dropped
only in Bostua and Herzegovina as well as in Serbia over the penod 2011-2012. In contrast, those
countries that have shown a comparatively more dynamic pace of credit extension compared to
the pre-crizs period (e Turkey, and to a lesser extent, Kosowo), recorded a noticeable increase
in committed credit lines (see table 3.6). Box 2 contrasts the expenence as regards the
substitution of hank funding sources in EU candidate and potential candidate countries wath that

of recent EUJ member states.

Household savings continue to account for the hulk of overall deposit trends, although the
rdative importance of deposits by non-financial corporations is growing in some cases. The
evolution in household deposits continued to dnve devel opments in overall deposit growth (see
chart 3.3), although the relative contribution of deposits by non-financal corporations remains
significant in Turkey and Montenegro and has also been on the nise in Serbia Among EU
candidate and potential candidate countries, only Iceland’s banking system has continuousy
posted negatiwe rates of overall depoat growth in the pertod under review. Thiz trend 15 partly
due to the migration of non-resident deposits into other types of investment options amid the
central hanlk’s effortz to reduce the volume of ‘offshore krona’ and thereby foster the amooth

relazation of capital account restrictions.

1 Central Bank of Ieeland’s Financial Stability Report 2013-1.
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Box 2: Re-composition of funding sources in Central, Eastern and South- Eastern European economies

Western European banks have a significant presence inboth EU candidate and potential candidate countries in South-Eastern Evurope
(SEE EU candidate and potential candidde countries) and in EU member states of Central and E astern Europe (EU-2004 and EU-
post EDD?j.m Thisbox investigates whether between 2008 and 2012 SEE candidate and potential candidate courdries experienced the
same re-composition of funding soweesas ocourred in EU-2004 and EU-post 2007 by comparing the developmert of the ‘nor-core
Haklify rafic’ (as a measure of more volatile funds) and the *foragn liabilify ratio’ W 1n 2008, the non-core liability ratios in B osnia
and Herzegowna Montenegro and Serbia were similar to that in EUT-2004 and ETU-post 2007, while the ratio in Albania, the former
Tugnslav Republic of Macedonia and Kosovo were much lower (see chart B1). Such differences likely reflected the composition of
the hanking systems’ funding sowces ™ B etween 2002 and 2012, non core liakilities have been decteasing, especially in ETT-2004,
inn EU-post-2007, and in Albania Bosnia-Herzegowina and Monternegro, signaling that domestic deposits hawve gained more
prominence among funding sources in the latter countries. At the same time, due to the strong presence of Western European parert
banks inthe region and thug easier access to foreign funding from parent groups, foreign lisbilities, which are shown in chart B2,
have been representing in many cases a significant source of financitg Additionally, foreign liakilities appear to have driven the
dynamics of non-core lighilities in many countries, as one cat notice by comparing chart B1 and chart B2, Between 2008 and 20132,
foreign liabilitiesin E1T-2004 and EU-post 2007 declined, reflecting parent bank groups” deleveraging. Nonetheless, the speed of the
teduction is diverse am ong the two groups Deleveraging was also implemented in SEE EU candidate and potential candidate
countries between 2008 and 2012, although at different times and pace with respect to EUT-2004 and EU-post 2007 . In general, there
seemsto be a broad-based re- otiertation towards domestic funding at the expense of foreign liabilities in all countries. The pace and
timing of deleveraging differs which islikely related to domestic factors, including varving lending opportunities in the re glon

Chart B.1: Non-core liahilities as a share of total ahilities Chart B.2: Foreign liahilities as a share of ioial liah ilities
(2008-2012, in pewert) (200E5-2012, in percent)
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Sewrces: Banead Ttalia based on data froom natiomal authorities. Seurees: Bancad Tralia based on data fiomn rational an thorities.
Haote: Waighted averages based on total Labiliies exchiding capital. Hoate: Waizlted averages based on tofl habilities exchuding capital.

U For the purpose of this analysis, EU-2004 cansists of the Cmech Repablic, Hungary and Poland, and EU-post 2007 nchudes Bulzaria, Romaria and Croatia

) The noreoote lishility mtin is defined as total habilities nims capital and domestic deposits over total hishilities nims capital. The foreign lishility ratio is defined
as foreign habilibies owver total habilities mimns capital. The tenn foveizn in fhos cortert wfers to non-tesiderds.

U Inpavide Gregorio, Fudolph Heinz and Lnigi Fugzerare, (2013), Bank Fanding in Central and Soath Eastem Barope Post Lehman a “Hear Hormal™, IMF
Wodiine Paper, 157143,

Paze 25 of B8

9240/14 MI/ah

DGG 1A

29
EN


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&inr=22959&code1=RAT&code2=&gruppen=Link:9240/14;Nr:9240;Year:14&comp=9240%7C2014%7C



