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! This report has been prepared bya group of experts frorm central banks established under the auspices of the ESCB
Inte mational Relations Comwanittes, chaived bythe ECE and coraprizing staff fora both the European Syeter of Central
Banks (ESCB) and from ETT candidate and potential candidate countries. The authors are grateful o staff at the Central
Bank of [eeland, the Mational Bank of the Fepublic of Idacedonia, the Central Bank of Tloztene gro, the National Bank
of Serbia, the Central Bank of the Fepubhic of Twkew the Bank of Abarda, the Central Bank of Bosnia and
Herzegovita and the Central Pank of Fosowo for their forthcoming responses to several data and informmation requests
that have been instnnmental to the peoduction of this report. The views expressed in this report are thoze of the expert
gronp and do not necessarily reflect those of the central banks contributing to this report.
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Executive summary

Banlking systems in EU candidate and potential candidate countries continue to face a number of
chalenges to financial stability in both the short- and medivm-term. The near-term challenges
primartly relate to credit nsk stemnming from the generally weak economic dynamics in
combination with already high non-performing loan burdens in many banking systemms, especially
in the Western Balkans. Motwithstanding sizeable cross-country heterogeneity, Albania Serbia
and Montenegro appear as particularly vulnerable in this regard. Although still showing positive
credit trends, the continued 1ncrease ofnon-performing loans in both Bosma and Herzegovina and
the former Yugoslay Republic of Macedonia also gives cause for concern If the projected
recovery in economic activity turned out to be more protracted than currently anticipated as a
result of domestic factors or renewed external headwinds, this would exzacerbate such
wvulnerabilities. Bottlenecks 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 neartenm policy prionty for authonities in most Western Balkan econorm ez,

While shortterm credit risks have tilted to the downside during the period under review, the
continued trend towards increased reliance on local sources of fnance (notably domestic
depoats) coupled with the moderation of parent bank deleveraging has dampened bank funding
vulnerabilities. However, loan-to-deposit ratios reman very high in the cases of Bosma and
Herzegowina, Serbia and Montenegro, implying lingering funding nisks. Ieeland and Turkey are
outliers to the trends depicted above charactenising much of the Western Balkans, each exhibiting
their own country-specific traits In Iceland, the main risks to financial stability continue to stem
from the legacy of the 2008 crisiz and the potential implicatons 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, whule contamng nsks stemmung from increased reliance on external fnding

arid a changing internati onal enwironment.

In the medium-term, the key challenges to financal stahility in EU candidate and potential
candidate countries relate to indirect market and funding risks, especially in Western Balkan
economi es. Concerning market risk, indirect vulnerabilities posed by widespread fz-denominated
or indexed lending remain a structural weakmess in many cases which may materialise through
unhedged borrowers 1n the event of nomina exchange rate deprecationsidevaluahons, This 12
especialy an issue for Serhia, Albania, Bosmia and Herzegowina and the former Yugoslav
Republic of Macedonia, abeit to varying degrees and notwithstanding considerable differences in
unded ying monetary and exchange rate policy frameworks Thiz miggests that achive policies to

increase the usze of local currencies should be pursued both to reduce financial stability nsks and
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to afford greater degrees of policy freedom to monetary avthonties. As regards funding rislk, the
extent to which “forced” deleveraging may materialise in the period shead remains open This
could etther imply outnght divestments of localy systermuc entities if these are sold or less
supportive parent bank finance to domestic economues in the event that locd resources are

insufficient to meet credit demand once this picks up in a durable manmer.

More broadly, the magnitude of the challenge to reach a ‘new banking normal’ for banking
systems in EU candidate and potential candidate countries appears to reman sizeable, On the
lending side, the ahove mentioned chalenges to asset quality in some cases hamper increased
financiad intermediahion. Concerning funding, the trend substitution of external for domeshic
sources of finance has heen 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 deposits should be ex ante associated wath greater stability in
bank funding patterns, this could aso accentuate maturity mismatches in bank balance sheets.
The development of domestic capital markets to provide stable and longerterm funding
alternatives 15 thus key to mitigate potential shortcomings in this context. 4s regards profitability,
pressure has generaly remained high in the pertod under rewi ew, wath provisiomng for bad loans
denting banks™ net income. Banks in several countnes have tried to make-up for this shortfall by
increasing their exposure to the public sector, which has had a limited impact on bank
profitahility. The growing exposures in this regard do not appear to constitute a near-term
financial stahility risk as their imtial level iz wery low in most cases. Howewer, holdings of
government bonds account for a significant share of total bank assets in Turkey and Albania

implying thatlocal banking systems are exposed to potential sovereign shoclks.

EU candidate and potential candidate countries wall also he affected by the establishment of a
“banking union’ in the euro area, of which centralised supervision under the Single Supervizory
IMechanism (3500 wall be a key element. This wall he a sgmficant change in the supervisory
landscape of EU candidate and potentid candidate countries in the Western Balkans as nearly
60% of total bank assets in these countries are expected to 3l under direct ECE home
supervision from a consolidated point of wiew The establishment of the S5M could bring a
mumber of benefits for EU candidate and potential candidate countries. These incdude increasing
financial stahility 1n those countries which are home to key parent hanking groups, a
sitnplification of home-host supervisory relationships and possibly a reduction in “home bias® by
home country authorities and the achievement of a more level playing field for banks. At the
same tirne, host authonties in EU candidate and potentid candidate countries have expressed
some concerns which mainly stem from an asymmetry between the relevance of subsidianes of
euro area-headquartered banks for host countries on the one hand and for the parent banling
group on the other. These concerns could be addressed by establishing adequate channels for

commurication and cooperation between home and host authonties under the new system.
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1. Introduction

In cooperation with financial stability experts from national central banlks ofthe European System
of Central Banks (EZCE) and under the auspices of the International Relahons Commmttes, ECB
staff has prowded 1n recent years reportz on financial stability challenges in countries preparing
for membership of the European Union (EUY. These reports, which have focused on countries
with a ‘candidate’ status, have been produced with biennial frequency since 2003

In light of the continued lugh interest in financal stability 1s5ues in countries wath cloge real and
financial links to both the euro area and the EU, an interimm 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 this report 15 structured as follows. Chapter 2 prowides an overview of the key
financial stahility challenges in EU candidate and potential candidate countries, structured around
horizontal topics. Chapter 3 dizcusses recent changes to bank lending, funding and profitability in
EU candidate and potential candidate countries in order to help gauge the extent to which the
move towards ‘a new banking nonmal” to substitute the pre-crisis model has progressed. Chapter
4 analyses the potential implications of the Single Superwnisory Mecham sm (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-spectfic assessments detailing the salient challenges to financial stability are

provided in an annex.
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2. Key financial stability challenges in EU candidate and poteniial
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 compression in five-year CDS spreads for key banking groups has been broad-based, wath
the relative decline for banking groups originating in (now less) financially stressed euro area
countries being comparatively larger (see chart 2.1 Equity valuations for key cross-border
hanking groups have alzo trended up ower recent months {(zee chart 2.2) cons stent wath hoth the
reduction in financial tensions related to the euro area sowereign debt crisis in general and the
imaproved outlo ok for the banking sector in particular, including as a result of plans to establish a
“banking union’ in Europe {(see also Chapter 4).

Chart 2.1: CDS spread s of selected hanks Chart 2.2: Equity prices of selected b anks
{basis points {4 Jan 2000 = 100y
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S oes: Blaomberg, Datasy samand FCR siqff edleulations.

Owerall, while bank funding costs still differ {at times signi fi cantly) depending on the nati onality
of the parent group and CDS spreads have not converged to pre-cnisis levels in dl cases, the
closer clustering of bank spreads in recent months around the level which prevaled back in 2010

has heen notahle.

! The main data cut-off date for this report 15 2013002, consistent with the data templates kindly subaitted by
participating central banks of EU candidate and potential candidate countries as input to this report. Market data are
reported until end-January 2014, The data cutoff date for the 2013 inferim update report on financial stability
challenges in EU candidate and potential candidate countries was 201203, again with the exception of high-frequency
roatket data. Therefore, the rain review period of this report 1s 201205 to 201302,
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2.2 Credit dynamics in host banking systems have weakened further

The improvement in parent bank funding conditions contrasts sharply with devedopments
in credit dynamics in host banking systems during the period under review, where a
significant wealkening in the pace of credit extension to the private sector has generally
taken place The downtrend has been particularly acute in Albama and Iceland, which together
with Serbia have occasionally posted negative rates of credit growth to the private sector in
nominal terms (on an Br-adjusted basis) In other EU candidate and potential candidate countries
— such as the former Yugoslavy Republic of Macedona, Kosove, and to alesser extent Bosma and
Herzegowina — the slowdown in credit growth has been more moderate but 15 stall noticeable (see
chart 2.3). In Turkey, the pace of credit extension has lost some momentum but still remained
vigorous overall. Montenegro 15 a partial exception to this broad trend insofar as the turnaround
of credit dynamics over the equivalent period haz heen notahle, but thiz 15 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
(ammal peroeitagze changs) (i percent, exd of period )

Ma-L0 Sep-10 Aar-LL Sl frar- s Sep-LZ Mlm-13 Fag-10 Sec-l0 HMar-11 Hep-11 Mar-12 Hep 12 a1

Sources: Mational certval banks and FCB stff ealeulations. Sourees:  MNavowal cemral Bbawks and FOR sgf

Hates: The time series e converted into aun and fe-adpasted with  aolaulanions.

the differerce in the exchange mte compared to the same momth  Hotes: Beforence lending rates refer to weighted averages

the previons wear. Private sector here comprises hanseholds, non-  of short- and lone-term lending rates to households and

firanrial corporatices and private sectorb anks. nwon-financial corporations, m demestc and  foreign
oLmency.

The available evidence continues to point to a mix of demand and supply factorshehind the
generally weak pace of credit extendon to the private sector in most EU candidate and

3 According to the Central Bank of Monteregro, the growth in loans (and other recemvables) as of January 2013
privarily remlted fromm the irple mentation of Intemational Accomting Standards (TAS 35), with banks tansferring a
portion of wrtten-off iters onfo their balance sheet that were previously held off balance. Although the credit growth
serie s has been revised back to 2009, the pre- and post-2013 fizures are not exactlycoraparable becanse the loans and
recelvables classified incategory E (written off) have been transferred fiom off-balance sheet records into the balanee
sheet in Jarmary 2013,
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potential candidate countries. The findings of a specia survey to help disentangle the driving
forces in this regard across corporates and households in EU candidate and potential candidate
countnies as seen from the point of wew of thewr central banks — which was undertaleen for the
purposes of this report — are presented in more detal in Chapter 3. Credit standards for corporates
hawve been tightened to different degrees in most countries against generally wealer demand for
loanz. The pattems for credit demand by and lending standards applied to households i EU
candidate and potential candidate countries are much more diverse in companzon, suggestng
some discrepancy in households” willingness to take on new loans and banks desire to fond
these.

Taken together, the trends emerging from the lending survey could hep explain why
rdference lending interest rates applied by banks in EU candidate and potential candidate
countries have remained broadly stable wath the exception of Turkey and to a lesser extent
Kozova (see chart 2.4). Reference lending rates have remaned broadly stable in spite of anumber
of measures taken by monetay policy anthorities 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 nsk weights for certan loan categories).

2.3 Impairments to bank lending are being exacerbated hy worsening asset guality

The bank lending channd 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. MNPL ratios remaned broadly unchanged owver the period under
review in most countries, with the sitnation of banks in Albama Montenegro and Serbia (where
non-performing loans to total loans are at around 20% or shove) still giving most cause for
concern. Problems are concentrated in the corporate loan segment (ses country annexes).
Although the level of non-performing loans 15 lower in comparison, the recent increase of HPLs
in Bosnia and Herzegovina and the former Yugoslav Republic of Macedonia should also be noted
{zee chart 2.5 and table 2.1

In contrast, progress in NPL reduction in Ieeland has continued. The stock of NPLs remained
broadly contained in Kosovo, notwithstanding a mild increase, while that of Turkey remained low
and stable. Overall, dealing wath the continued challenge pozed by the szeable stock of non-
performing loans in a comprehensive manner appears key to both reduce financal stability nisks
in the near-term and to help unlock the bank lending channel (thereby providing critical support
to economic activity) in a medium-tenm context. The warious steps undertaken (or planned) to

foster MPL clean-up by authorities in some Western Balkan econormies are detailed in Box 1.
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2.4 Bank capitalisation and liquidity remain at healthy levels

Banking systems in most EU candidate and potential candidate countries appear well-
positioned to weather continued challenges as regards credit rise stemming from a high
NPL burden amid wealk credit dynamics on account of robust capital and ligquidity buffers.
The ratin of regulatory tier-1 capital to nsk-weighted assetz has remaned broadly unchanged at
double-digit levels in all banking systems during the period under review, with only Kosove® and
to a lesser extent Montenegro and Turkey expenencing a moderate decline. The fise in capital

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

Chart25: Non-performing loans to total loans Chart 2.6: Loan-to-dep osit ratio
(in perert of total gross loars)) [in perert]

r Es
it
mn
COMWIT TR WY OWEOWE i OTE T omEow o

AT,

Adowrees: Marional certval Banks.

Heotes: The loan-to-deposit-ratio for Bosmua and Hermgovina s calmlated using total loars net of mtethank loans and
customer's depositienc]l deposits fiom finaneial ins i eoes .

In Monteregzio, due to the inplemerntaton of [45 535 m 20135, the defirntion of loans has changed. 5 ice d ata for loan-io-

deposit rmbcs prior to 2013 have noth een revised according to the new methodology, the mbio for 2013 15 not comparahle

with data for previons periods. See individual conrtry anreses (table 3) for cointry-specific defirmitions of nosepedorrmng

loark . Iraland 15 exchided due to lack of data for the loan-to-deposit wha.

Moreover, liquidity cushions available to banks (as prozed by both liguid assets to total assets or
liquid assets to short-term liabilities) also appear comfortahle, suggesting that banks should also
be able to cope wath unexpected challenges associated wath potential fund vathdrawals (zee table
2.1). However, it should be noted that the NPLs net of prowisions to capital remain very high in
both &lhama and Montenegro, and to a lesser extent also in Boznia and Herzegowina, Serhia and
the former Yugoslaw Republic of Macedoma (dthough toted loan provisioning i1z very
comfortable in the latter two caszes). This suggests that the potential ability of banks in some of

these countries to absorb losses would be limited in the event of further (unexpected) shocks

1 Kosovo, the decline in capital adecuac yratios was large Iy athibutable to regulatorychanges in the classification of
regulatory capital.
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Box 1: NPL resolution in Albania, Montenegro, Bosnia and Herzegovina and Serbia

NPL cleat-up is a multifaceted problem involving a rmumber of different foreign and domestic stakeholders which thus requires
a multi-pronged gpproach that is tailored to countey-specific circumstances. In recogrition of this, authorities in several Western
Balkan economies have taken a mumber of measuresto alleviate the sizeable burden of non-performing loans on bank portfolios.

Alhania:

Following several on-site examinations in banks to effectively assess the magnitude of the NPL issue, the authorities have
decided to take some meamires and address hoth the “stock” and “flow” of NPLs In order to deal with the former, the Bank of
Albania led the establishmment of two working groups designed to tackle different problems related to NPL clean-wp. A first
wotking group was set-up in August 2011 focusing on (diffiodties im) collateral execution, together with the Albanian
&ssociation of Banks and the Ministry of Justice. The outcome of the reflections by this working group led to the revision of the
Civil Procedure Code that entered in force end-Jeptember 2013, A second working group, together with the banking industiy,
the General Directorate of Taxes and the Ministry of Finatice, was set-up in July 2012 aiming to deal with the issue of
considering write- offs as a deductible item when calelating the net income for tax putposes. The outeome of this working
group was reflected in a mimsterial order (by the Minister of Finance) in May 2013, which is expected to be reinforced in law
within 201401, The Bank of Albaria alzo inttoduced a mumber of regulatory changes in MMay 2013 amed to both eticourage
lending in the economy and discourage the passive “parking of Houwdity in foregn assets. Furthemmore, banks were also
encowaged to apply ealy restructuring of loans before they became norperforming In order to support the restructwing
process also for loans already categprised as NPL s, the time that a loan was allowed to remain as “non-petfarming’ following
restucturing was shortened. In addition, the central bank has also worked closely with the World Bank on an NPL
etthancem ent framew ork, which was launched in Qctober 2013, The first phase of the new platform, which has already been
accomplished, has amed to ensure more financial data on banks™ borrowers, [n the second phase, it will comprise selecting a
mearingful 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 banks
regarding the process of NPL sale to non-bank financi al instituti ons.

Montenegro:

& techrrical assistance project with the Wotld Bank (P odgorica approach”™ was set-up in July 2012, The ‘Podgorica approach’
is baged o the foll owing principlesitems: (1) mandatory cooperation and discloswre requirements, (i) a mediation center which
should enhance the resolution in case of a dispute and avoid court solutions; (1i) improved access to finance for borrowers, (i)
tax exemptions that are singulatly available during the MPL restructuring process for creditors and debtors; (V) agreement on the
restrictating plans by the debtor and the creditor; and (vl “safe-hatbor provisions to protect participants, respectively. The aim
of this project is to: (1) adopt restrucharing solutions to convert unsuccessful NPL warkouts into restructured loans; (ii) stabilise
distressed but wiable companies and avoid wwarranted liguidation; (i) promote renewed lending and access to credit to
testricted companies, and (1) stabilise the banking svstem (e g adegquate capitalizetion, provisions, effective risk m anagem ert)
atid mitigate losses (effective restructuring, swift mavimal recovery). In order to achiewve such goals, a screening of the status
quo wag done which set the following priovities for further actiotr protection of creditor rights tax treatment financial
consumer protection, prudential regulation and supervizion, and NPL managem ent skills. The NPL resolution framew otk will
start as soon as at least one batk wishes to patticipate, The legal framework is also scheduled to be improved as part of the
implementation of this process over 2014, including a draft law on woluntary financial restructaring and amendments to the
central barks” regulation of minimum conditions for the credit risk management (CRM Decision) to accomm odate regulatory
incertives for the banks Gudelines underpirming strategies for barks’ NPL reduction will also be prepared by domestic
m oretary authorities,

Bosnia and Herzegovina:
Authorities have conducted a review of the NPL rescolution framework in the cortext of the IMF programme and identified a
number of areas for fubure improvement in the overall legal and regulatory envirormment. These include (1) clarification of the
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tax treatmert of loan-loss provisioning by banks in corporate income taxes applicable in hoth the Federation and the Republic
Srpska (s0 as to encourage provisioring), (it) plans to submit legislation to regulate the establishment and supervision of asset
management companies, thereby facilitating the operation of a secondary loan market, including item s related to loan sales,
accouting, taxation and provisioning rules; (i) a review of corporate insolvency laws to strengthen restructuring provisions,
reduce barriers to entry into bankruptey, and speed up barkruptey proceedings; and (1¥) an assessment of the feasibility of
establishing an out-oft court restructuring mechanism so that Wable compardes have a better chance of rem aning productive as
well as to promote the retwrn of operationally wiable compaties to sustainable debt servicing Inthis cortext, the World Bank is
expected to conduct an assessmert of barks” MPLs to provide an estimate of the loans that could return to sustainable
petformance status through restrucharing actions.

Serhia:

In MMatch 2013 the National Bank of Jerbia and IMF together organised the ‘Belgrade Initiative” meeting where the issue of
NFL resolution was the main topic. The National Bank of Serbia subsequently prepared a proposal for the framew otk of NPL
tesolution in Serbia, with the regulatory recomm endations that should govern this process in the future being published in its
annal Financial Stakility Report (for 2012, published in June 20130 The kev recommendations in this regard were that (1)
banks should draft plans to reduce the share of HPL g, including a precisely defined goal expressed as a percertage share of
MFPL3zin total loans, an expected 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 restructuring of receivables, o enforced collection) as well as of the sowrces
of financing for the implementation of such plans, respectively, (i) concerning the regulation of mandatory write- offs, banks
should be obliged to write the receivable off in those cases where it 1s an unsecured receivable and the debtor’s delay in
payment 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 bankruptcy for more than a year, or itis a receivable for which a write-
off has been agreed in an a compulsory enforced settlement procedure, respectively, (idd) the process of out-of-court collection
of receivables from the walue forecosure of mortgaged property should be enhanced to improve the process of mortgage
activation enforcement; (1v) a regulatory framework for personal banknaptey should be established, such that the resolution of
NPLsis extended to natural persons, and (¥) conceming consensual financial restructiuring, there is aneed to cortirie with the
implementation of the Law on Consensual Financial Resttuctaring of Companies, which iz generally based oo the London
Approach principles.

2.5 Deleveraging by 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, consdstent with the relative easing of financial tensions for euro area-
headguartered entities. From a cross-border (locational) point of view, the change in external
postions from BIS-reporting banks to some countries was ‘net positive” over recent gquarters (in
the year to 201303), for example in Montenegro and Albania (see chart 2.7). In other countries
changes in externa poations fom BIZreporting banks have been more erratic, but the recent
trend suggests that net funding withdrawals were less significant relative to GDP than before
This 15 also the case when compared to the second half of 2011, a time when broad-based

regulatory pressures to increase capitalisation in euro-area headgquartered banks amid severe
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Tahle 2.1: Key financial stahility indicators in EU candidate and potential candidate countries
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Sources: Matemal certval hanls.
HMates: The ratio NFL in FIX for Alh aria reféss to NPL in foreign mmency to total loars in foreign mmrency. Loan to deposit in the case of Bosria and Hersegovina is caloulated

using total loans net of mterhank loans and o1stomer's deposit (exchiding deposits firom financial insti tiors ).

Az of 1 Tavmaary 2015, finds amd deposits withbanks in Monsnegio are part of loars and other raceivab ks, which ifhiences the decline in the liquid assets to total assets 1atia
and the irrrease in the loan-to-deposit ratio. In addibion, the methodological changes in Jarmary 2013 also hal an impact on the nse m HFLs since loans and receivables
classified mder categrey E (written off) have bheen trark forved fromm offbalarre sheet reoords into the balamee sheet.
WPL net of provis ices to capital in Serbia ave b ased on IFRS provisions only. HPLs net of total provisions (statatory and IFRES provisions) to capital hosrever ave (B4, 1e. HPLs

are fully provisioned for aceoding o rational anthorities.

For FYE Maredoma, HNPLs net of provision to capital refer to NFLs (ard cowesponding provisions) to the nonfinareial sector, which inchides domestic ard forsign
hoaseholds, entetpaises, non-paodit mstititions serving honseholds | and goverronent (state). Itdoes not inchide ary type of finansal insttition oy corparoy,
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financia tensions in some euro area soversigns were associated with a sharp increase in cross-
border funding withdrawals by hanks ®

Chart 2.7: Change in crosshorderpositibnshy Chart 28: Consolidated clims hy BIS-

BIS-reporting hanks reporting h anks
(in percent of fall-vexr nonumal GDF) (in percent of fill-vear norrinal GDF)
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Howewer, it would be premature to ascertain the durability of this trend going forward. In the
short-tertn, capitalisation pressures for some entities following the results of the ECBE's
comprehensive assessmentfasset quality rewview cannot be ruled out. Nevertheless, this exercizes
seen as a key contributor to restore confidence in the euro area banling system as a whole from a
medinm-term perspective, home to key cross-border banling groups with a strong presence in
most EU candidate and potential candidate countnes 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, if applicable) should dso 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 bdow), has been
associated with a broad-based 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 BIS reporting banks on other countries as a whole (relative to

D) remaned constant or increased over the equivalent penod (see chart 2.8,

I Deleverazing trends are also ronitored by the European hark co-ordination initiative (Vierna T initiative) in which
the EC'B also participates as an observer. The latest ‘CESEE deleveraging and credit monitor’can be found here:
httpefFrienna-initiatiee cormwp-cotertuploads/ 201 H 02/ Deleve raging Credit Monitor Feb 2014 pdf.
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Taken together, these trends imply that the discrepancy between cumulated changes in
consolidated and cross-border {(locational) BIS-reporting banking exposures to EU
candidate and potential candidate countries in the Western Balkans has widened in the
recent period, albeit ‘for the hetter’. Whereas conzolidated exposures 1 201302 were 10
percentage points above those prevailing at the start of the crisis (as prozied by the Lelumann
bankmptey n 200803, cross-border exposures over the same time frame are 5 percentage points
below (zee chart 2. 93, The evolution of theze wartables prowdes indirect ewdence ofthe degree to
which banking systems in the respective countries have successfully bridged potential funding
gaps in the afterrmath of the cnss, since consolidated exposures incude clams of local

subsidiaries (in all currencies) to the real 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 reinforced. On an Br-adjusted basis,
deposit growth has outpaced loan growth during the period under review in most EU candidate
and potential candidate countries except Turkey and Iceland, at times by a sigm ficant margin (see
chart 2.100. This devel opment 12 sigmficant insofar az 1t applied not only to countries where credit
dynamics 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 {much as the former Yugoslay Republic of Macedonia). It alzn
applied to those countries that have been traditionally 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 growth over the period under review, which can be
partly attnibuted to growang reliance on external (Short-term) funding Motwathstanding the
robustness of the overall trend, the degree to which deposit growth may be partly aby-product of
sluggish economic activity in some countries {e.g. precautionary motives by households, lack of

investment opportumties by corporates) remains in doubt.

Coupled with the moderation of parent bank ddeveraging, increased reliance on local
funding would suggest that near-term risks to the bank funding base have decreased, but

cross-country evidence remains heterogeneous. Loan-to-depost ratios in those hanking

“The RIS Consolidated Banking Safisfics caphure the worldwide claires o fhanks headouartered in the BIS reporting
coumiries, including clairas of their forelgn affiliates, but exclude positions between related offices. The Consclidated
Forelgn clalras cover cross-border claites in all cwrencies of BIS reporing countries and local claims i foreign
currency of their foreign affiliates, as well as the local claims in local curreney of their foreign affiliates.

BIY Locafional Banling Safisfics peovide information about the geographical composition of banks” balance sheets
since thew provide the outstanding clains of banking offices located n BIS reporting countries (including positions
hetween related offices).

T This was also the rase in Montenegro although the influence of methodological (IAS) changes in loan data as of 2013
roakes the interpe tation of credit versus deyosit growth trends difficult.
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systems which aready in the past were comparatively less reliant on parent funding — ie. those of
Albania, Kosovo, and the former Yugoslar Republic of Macedonia — have remained broadly
stable duning the period under review at levels rangng from shout 60% to 90%. Serbia,
Montenegro and Bosnia and Herzegowina continue to exbubit ranos of above 100%;, although the
respective underlying dynamics have been different (wath loan-to-deposit ratios trending down in
Serbia, remaning bugh in Bosma and Herzegowina, and showing an emratic pattern in Montenegro,
alzo dueto methodological {TAS) changes in loan definitions az of 2013). The trend-up in loan to
depost ratios in Tutdcey — 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 2.9: Change in crosshorder and consolidated Chart 2.10: Loan and dep osit growth
positions by BIS-reporting hanks on the Wesiern [(3verage ofammal pewentaze changes)
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2.7 Will “forced deleveraging’ he 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. As documented in Chapter
4, the relative importance of subsidiaries from euro area-headgquartered banks operating in {most)
EU candidate and potential candidate countnies 15 very asymmetnc for ‘home and ‘host’
authonties, While a bank subsidiary may be locally systermc for host authonties, the relatve
weight of that same bank in the activities of the larger cross-border group as a whole (and hence
the concern which 1t may elicit on the pat of home supervizors) would likely be nunor. This

raises two potential 12sues.

First, cross-horder banking groups may be ‘forced’ by home authorities to dispose of
subsidiaries that are seen as ‘non-core’ for the activities of the group as a whole. Tl s 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 fiture *state ald” cases 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 of their relafive dependency on parent funding. In principle, profitable
entities should find buyers, while market exmt by banks without wable business models 15
ultimately unavoidable and a contnbution to banlang sector consolidabion, which in some
countnies seems warranted. At the same time, 1t should be recognised that shortterm disruphions
to domestic financial systems resulting from potential ‘orphan banks' (ie those for which no
buyers can bhe found) may stll ensue, even in those cases where a host country’s long-term
interest would be hest served by disposing of unhealthy hanks that provide 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 ridcretum
considerations for the group asa whole. While such business decisions are legitimate from a
home point of view, for host countries this may imply that their hanking systems hecome less
supportive to economic achwity. This could in particular be the case if loca deposits are
inmufficient to meet credit demand and domestic capital markets do not offer wiable altematves to
make-up for the shortfall.

8 There hawve been three main cases in this regard so far: (i) Hypo Alpe-Adria Group (HAAD) from Sustria; (i)
Mational Bank of Greece f EFG Enrobank/Pireans Bank; and (i) the Slovenian MLB. In the case of HAAG, the EC
decision of Septerrber 2013 forces the group to =1l its entive network in South-Eastern Enrope by end-Tune 201 5 at the
latest. The EC decision on the Greek-owned entities is atill perding, while that for NLB states that the bank should
focus on cove activities but otherwise remains silent on the fubwe of its cross-border subsidiaries. The importance of
the NLB subsidiaries for the group as a whole iz much larger relative to those of HAAG, accounting for 23% as
corapared to 10% of group assets, respectively For more information, see “State aid: Comvission approses plan to
order] v wind down Hypo Group Alpe &dria”™, EC press release, 3 Septerber 2013, *Sate aid: Coramission te mporarily
approves aid to Alphe Bank, EFG Eurchank, Piraens Bank and National Bark of Greece, opens in-depth
irvestizations”, EC press release, Tuly 2012 and “State aid: Comraission apgeoves rescue or restructuring aid for five
Sloverdan banks”, EC press releass, 18 Deceraber 2013
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2.8 Foreign currency lending still poses indir ect vulnerahilities to banks

Widespread lending in foreign cwrrency in many EU candidate and potential candidate
countries {outright or indexed to fx) continues to constitute a risk to financial stability. The
share of fx loans to total loans has remained broadly unchanged across most EU candidate and
potential candidate countries during the penod under rewiew, ranging from around a gquarter 1n
Tutkey and Iceland, over ahalfin the former Yugoslar Eepublic of Macedoma, to tao-thirds to
three quarters in Albandia, Bosnia and Herzegowina and Serbia (see table 2.10.° Accordingly,
foreign currency lending continues to be a “structural” feature of many banking systems The
banking system’s exposure to unhedged borrowers 1n the event of currency depreciation thus
remains a key source of vulnerability in many countries, notwithstanding the fact that the
undedying monetary and exchange rate policy frameworks across countries are often very
i fferent. There are signs that fx lending 15 tilting away from the household zector to the corporate
sector (with hedging being presumably more common in the latter case), which suggests thatricks
i thiz regard may be on a downward path while remaining sizezble af 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 thosze countnes where authonties sllow for some nominal exchange rate flesbility. This calls
for the maintenance or intensification of active strategies by host authorities to foster the use of
local currencies. The banlang system’s exposure to direct market risks (as proxed by the net open
position in fx to capital) remains generaly low in most countries, with the exception of Bosnia
and Herzegovina and the former Yugoslay Republic of Macedoma, although in both cases the
ratins for the hanking system as a whole are below the respective regulatory lirmts set by
domestic anthorities.

2.9 Conclusions

Taken together, near-term challenges primarily rdate to credit risk stemming from the
generally weak economic dynamics in combination with already high non-performing loan
hurdens in many banking systems, especially in Western Balkan economies. Notwthstanding
sizeable cross-countty heterogeneity, Albania Serbia and Montenegro appear as particulady
vulnerable  although showang stll positive credit trends the continued increase of non-
performing loans in both Bosma and Herzegovina and the former Yugoslaw Republic of

IMacedonia also gves canse for concern. The nisk that the projected recovery in economic activty

? Ilontene gro and Kosovo are unilaterally enroised comties and the share of fi lending i total lending is low or
negligihle.
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tums out to be more protracted than currently anticipated, through domestic factors or renewed
external headwands, would exacerbate such wulnershilities Bottlenecks to the bank lending
channel resulting from weak asset quality are not only of concern from a inancal stability pount
of wiew, but also from the perspective of monetary policy and ultimately econoruc 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 neartenm policy prionty for authonties

1 most Western Balkoan econommes.

While shortterm credit risks have tilted to the downside during the period under review, the
continued trend towards increased reliance on local sources of fnance (notably domestic
deposits) coupled with the moderation of parent bank deleveraging has dampened bank funding
vulnerabilities. However, loan-to-deposit ratios reman wery high in the cases of Bosma and

Herzegowina, Serhia and Montenegro implying lingering finding nsks.

Iceland and Turkey are outliers to the trends depicted above characterising much of the Western
Ballzans, each exhibiting their own country-specific traits. In Iceland, the main risks to financial
stability continue to stem from the legacy of the 2008 cnias 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 ndes steroming from

increased reliance on external funding amid a changing international environment.

In the medium-term, the key challenges to financial stability in EU candidate and potential
candidate countries rdate to indirect market and funding risks, especially in Western
Balkan economies. Concerming market nisk, indirect wulnerabilities pozed by widespread fz-
denominated or indexed lending reman a structural wealness in many cases which may
materiaise  through unhedged borrowers in the ewvent of nominal  exchange rafe
depreciations’devaluations. This 1s espectally an issue for Serbia, Albania, Bosnia and
Herzegowina and the former Vugoslar Republic of Macedonia albeit to varying degrees and
notwathstanding considerable differences in underlying monetary and exchange rabe policy
frameworls. This suggests that active policies to increase the use of local currencies should be
pursued hoth to reduce financial stability nsks and to afford greater degrees of policy freedom to
monetary authonties. As regards funding nsk, the extent to which “forced” deleveraging may
materiaise in the period shead remans open This could either imply outright divestments of
locdly systernic entities 1f these are sold (resulting in high business uncertainty even 1f the sale s
ultimately successful), or less supportive parent bank finance to domestic economies in the event
that local resources are insufficient to meet credit demand once thos picks up in a durable manner.
Iore broadly, while the increased reliance on local deposits should be ex ante associated with
greater stability in bank funding patterns, this would also accentuate matunty mismatches in bank
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balance sheets, therehy underlining the need to devel op domestic capital markets to provide stable
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 bank-
bhased, 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
busness models across the region was not necessanly in question in the wake of the crisis,
developments since the bursting of the financial and credit bubble in 2009 have shown that the
undedying funding dynarmics prevaling in many cases (namely the dependency on parent
funding) were unsustainshle 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 run-
up to the crisis and dunng its 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 15 thus an emerging consensus in the region that a ‘new normal’ as regards bank husiness
model s should he found wath local resources playing a greater role in hank funding than hefore.
Howewver, the extent to which this should be the case in a non-crisis “steady state’ remains an
open issue, since it 1s not evident that autonomous (local) resources would suffice to meet credit
demand once this picksup in a sustained manner. In turn, this implies that questions on banl
profitability and wiabiity in a less dynamic credit enwironment going forward reman
unanswered. Against this background, the remander of this chapter investigates recent changes in
bank lending, funding and profitability of banks so as to help gange the extent to which the move

to a ‘new hanking normal’ 15 ongning.

3.1 Recent lending developments

Asset 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 economic activity in most of the countnes concerned, the
median asset growth of private sector banks in candidate and potential candidate countnes came
down from é.3% 10 2012 as awhole to 1.3% 10 the firsthalf of 2013

W See “Financing Future Growth: the Evobring Role of Banking Systeras in CESEE”, IMF, April 2013,
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Motwithstanding this overall trend, the developments on the asset side of banks’ balance sheets
have remained very heterogeneous among countries. In Turkey, balance sheets strongly expanded
with an mcrease of 11.5%% 1n the first half of 2013 compared with end-2012, whereas in Bosnia
and Herzegovina and Serbia, banks’ assets remaned broadly stagnant (see table 3.1 Lookang at
the decomposition of items on the asset side, loans to the private sector remain the most imp ortant
ttem ranging from 60% to 758% of total private sector banks assetz in all countriez except 1
Alhanta, Serhia and Turkey (see tahle 327,

Tahle 3.1: Totalbanking sector asset growth Tahle 3.2: Private sector bans o banking secior

(perentage change) assels
[in perwerd)
2011 012 2013 W11 012 2013
L Thamia 131 a1 14 Al aria 418 46.1 436
Bostia and Herzeai 28 00 0.2 b prrvate seclor Banks' assels 478 g6l 456
Bosma and Herzegovina 5.1 554 A58
Ieelard 6.2 e 16 9% pravale sector danis' aielb na. n.a. n.a
Kosmo 72 63 L1 leeland 617 617 B0S5
FYE IMlacedonia 1) A6 12 9 pravate sector Banis' asset na na na
Morteregro -45 -0.1 3z Hesovo 6l 805 622
Serbi 46 27 01 4 pivate .sec%ar Banks' assel &Iy =) [
FYE M acedonia 61.2 &0.5 &l.4
Tuley 210 126 115 b pravate secikor Panis' aiiet 851 G na.
Sowrees: MNarioral cermral banks. M ontenezro T2 A s
Hotes: Ammal percentsze change except between 2012 and 96 peivate sector Banis' asien 77 el T
ANGwhere the differerce is caloalded between end- 2012 and .
Serhia M1 553 541
Jare/Faly 2013,
4 private sector Banks' assel [ =1 G 3
Turkey |3 41.1 425
b pravate secior Banis' asset S o 588 )

S oes: Watiowal eertral banks.

Hotes: Puvate sectorloars cover loans toharsehaolds, non-
finarrial corporations amd prvate sactor banks, and aatstanding
amonts as of Decerrber ineach year (hineuly for 20130

Banks' core husiness —retail and corporate lending — has remained weak. Credit growth has
heen lackluster in most cases, with a notceable dowdown in credit growth rates 1n all CC and
PCC banking systems over the penod under review notwithstanding di fferent underlying credit
dynamics, and Turkey being the exception with still relativel ¥ strong growth rates (see section
2.2). The decline in overall rates of credit growth appears to have been broad-based across
relative components, with the more dynamic contribution of credit to households in some cases
not being sufficient to compensate for the drop in comporate lending over the equvalent period
{see 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. & 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 view of the central banks in 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 bank financing,

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

Chart 3.1: Contributions to overall ending grow th
[ al parcentage changs, adfusted for £ changes)

L]

Aourees: National certval bads, Haver Analyics and ECR staff cdaulations.

Hotes: Titme series ate corvered bito enro and firadmpsted with the difference in the
exchange rate conpared to the samme month the previous wear. Total loans cover the mmof
the four sectors.

The demand for shortterm finanong (e.g working capital), but also for corporate debt roll -owver,
for worlang capital as well as for mergersfacquisitions increased slightly {e.g. Bosnia and
Herzegowina, Turkey and the fonmer Yugoslav Republic of Macedonia). Looking at the supply
stde for corporate credit, lending standards for corporates tightened in most cases, which could to
a certan extent also be a result of the lowered creditworthiness of corporates and adjustments of
banks interna risk-weighting schemes. In contrast, the picture as regards lending to households
appears more diverse in comparison to corporate lending, with signs of a partial mismatch
between relatve supply and demand factors in some cazes, such as Kozovo and Albaria (zee table
3.3).

The findings of the IRC expert group’s survey are broadly consistent with those of the EIB
bank lending swrvey among parent bank groups, ther sabsdiaries as wdl as domestic
hanks in CESEE.M The survey of the EIB also covers lending developments to househol ds and

1 EIB (2013), CESEE Bank lending swvey 2013 H2, Lmong candidate and potential candidate countries this survey
covers Albania, Bosnia and Herze govina and Serbia,
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corporates in some EU candidate and potential candidate countries. From the point of view of
private sector agents corporate loan demand 15 curbed by the weak macroeconomic environment
i most countries as well as by a sluggish global economuc outlook. The EIB survey further
suggests that access to finance was per se not a constramming factor for lending in the first half of
2013, because domestic funding currently comp ensates for declining cross-border funding. In this
context, the results show that lending stand ards have been negatively influenced by the high lewel
of MFLz in hank halance sheets as well az by regulatory uncertanties.

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

TELIARD LINLIR G5 TANDARTS
Landingte oo rpo mke I.nmﬂ.m,g'h Iowenbo s Landingte cotpomtw Landingte bow sho By
CoTimmar Lo aet CoTemmar
Chepll  ferremn Lenpfon  Cwml hwn aditsrnd Owerall  flertemm Lengtum sl e it and
puchs o wibor puchsoe wthor

Bosmuﬂ.ﬂnngvm
Y Y
Romw
FYE Muxpdomia
Momao

- Do cmeduphucoed mmida o
Dvem cmeduighicod mmesho
R d bl wee b
oo mmedha
Toermrshe ol i al

Sewrces: Marional eertral Bavks.

Hotes: In the case of Eosovo and Tarkey, changes are with respect to 201302, The snveyis of a qualitative matore and was filled m
by the national cenbral barks according o thelr ovm assess ment of the lending developrnents in their country, The colors in the tahle
reflert earh nahional certral bark s asses srmernt.

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
envir onment for private sector credit prevailing in most cases and thereby positively affect
their profitahility. Banks in some countries (such as Albamia, Bosma and Herzegowing 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 banks, Thus 12 alzo the casein the
former Yugoslav Republic of Macedonia athough in thiz case a single bank is largely
responsible for the trend.

The rates of credit growth to the public sector by hanking systems in EU candidate and
potential candidate countries has tended to be very dynamic over the review period, also
given that the starting levd was very low in all casesunder consderation. Loans to the public
sector shll count for a wery small share of total hanlang sector assets, mostly around 194, and the
share of loans to the public sector in total bank loans also remains low (typdcally 5% or less, see
table 3.4). The contribution of lending to the public sector to overdl credit growth iz limited 1n
most countries except Bosma and Herzegovina and to a lesser extent &lbama However, the

increase in lending to the public sector has been steady 1n recent years, and the contrast wath the
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pre-crisis sitnation remains stiling, The weight of direct lending to the public sectorin total banlk
lending has doubled, tnpled or more within a relatively short period of time in some EU
candidate and potential candidate countries in the Western Bakans.

Tahle 3.4: Loans to the p ublic sector

[in percerd)
00E 009 2010 2011 012 2013+
Albana . af tetal loans 29 44 27 358 4.4 44
.of tetal hani g sector asets 1.4 22 13 182 21 2.1
Bosmia and Herzegovina  ...aftetalloms 6.1 70 g1 Qn 101 104
..aftotal bankng sedtar amets 42 47 57 84 T4 18
Teeland .oftatal loans 0.7 I3 1.3 1n 1.0 ng
.aftatal banking sector assets 04 ns k) 05 0.6 0.5
Kosova .oftatal loans oo 0.0 0.4 01 0.l oo
.aftatal banking sector assets 0.0 0.0 03 0l 0.l o0.a
FYER Macedomia - f tetal loars na 01 o1 oz o ng
aftotal bankang sedor amets na 01 00 0l s 0.5
Montenego .oftatal loans 14 40 43 T4 &7 74
aftotal bankang sedor amets 1.1 a5 37 6l 56 683
Serhia .oftatal loans 1.1 20 4.0 42 34 30
. aftotal bankng sedlor anets 06 1.1 a3 24 20 17
Tarkey ...aftatal loans 232 21 15 14 1.1 0%
. aftotal bankng sedlor anets 0z 0.7 06 0g s 04

Sowwces: Mational certral banks and R st ealeadations.
Hotes: * As of Jane 2013 (habr in the case of Eosovo and Serbia). Total bars cover lnans to households | non-finarrial corporatiors,
private sectorb anks and pablic sector, and oatstarding arvounts of the wspechve period.

The analysis 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 base. Over
the period under review, banks in Albanig the former Vugoslay Republic of Macedonia
Montenegro and Serbia have increased their holdings of govemment securities, with only banks
111 Turkey showang a pronounced trend 1n the opposite direction. From a longer term perspective,
the growang weight of government secunties in total bank assets 15 notable in all cases except for
Albania and Turkey. The fact that holdings of government securities have crept up to amount to
just under 10% of total hank assetz in cases such as Kozovo, Serhia or the former Yugoslar

Republic of Macedoma wathin only a few years 12 partioularly noteworthy (see tahle 3 5.

Overall, the exposure of banks 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 However, the growang nexus between banlang systems and ther respective

sovereigns should continue to be monitored in a medium-term context as a potentially emerging
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risk, particularly in view of rising public debt in most countries concerned. Furthermore, banks in
Albania and Turkey are currently vulnerable to potential soveretgn shocks through their sizeable
holdings of government securities, even though from a longer tenm perspective the share of
government securnities in total bank assets appears to have been trending down in both countries
since 2008

Tahle 35: Banks’ holding of government securities
(in pewert of total banking sector assets)

2008 2009 2010 2011 2012 2013+
Lilbania 312 30.2 280 267 247 255
Bosnia and Herzegovina 0o 0o 01 1.3 19 19
Ieeland 1.1 23 83 1.3 12 70
Koz ra L 6.7 16 91 27
FYE Macedonia 37 48 59 50 85 a2
Ivontenegro na. na. na. na. 1.5 34
Serbia 0.1 41 58 58 87 21
Turkey 25.8 30.7 2.7 226 19.1 173

Sources: Mational certtval banks and FCB staff ealeulations.
Hiotes: * Figuyes for 2013 ave as of havefhaly 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 main components shows that this
development haz heen moderate 1in Montenegro and Serbia wathin a relatively short penod of
time. In other cases, the relaive growth of deposits among banks ligbilities ("deposit capture™ has
been more difficult to attain as the reliance on locd funding was dready very high (eg in
Kosovo and the former Yugoslar Republic of Macedonia see chart 3.2). With the exception of
Albanta, “deposits and other” are the most important funding source for banks 1n candidate and
potential candidate countries, countng for 54. 7% 1n Serbia on the lower end to 33.4%% 1n 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 Labilities, wiuch counted for 26.0%, 6.6% and 23.5% of banks’
balance sheets in 201302, respectively. The liability structure of the Turkish (and to a lesser
extent the Icelandic) banlang sector represents insofar an exception among candidate and
potential candidate countnes as external funding conasts of short-term wholezale finding rather
than parent funding The hanking sector in Serbia and in Montenegro continued to adjust their
funding model, hence extemal hahlities shrank to 22 1% and 16 4% of total lishilities.
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Table 3.6: Committed credit linesh y hanks Chart 3.2: Liahility sttucture ofhanks
[in percert of total liabilities, el equity) (it percerd of total hiabilihes)

206 2008 2010 011 202

Alhama 12 25 27 24 31 W)

Besma and Herzmepovina 5.2 54 L33 71 58 v

Toeland n.a. 54 21 20 28 ?

Eosove S8 S0 46 40 B0

FYE M acedoria na. 28 34 28 28

Monteregro 14 33 23 26 28 I

Serthia 22 48 34 6.7 44 .

Turkey 6.7 4.5 55 g0 154 ::
Sewces: Buveau war Dk Babsoope (porpwrcid banls active as af
2012) and FCR siqff caloulations.

[E ST PP AT X Capitel ® Eateinal Daliline:

Sercas: Maticnal cergral banks ad BECR stqff edlcudations.

Motes: In this chart, total lisbilibes cover the mam of the tlwee
components (deposits and other, capit] and ewtermal lahilibes). In
the case of Mortenegio, wholesale funding and not exterral
liahilihes due to data unawalability. Figuies for 2013 arve fiom
Farefhaly 20135 Duae to lack of data, Beosria and 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 Bosma 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-cnia e peniod {1 e Turkey, and to a lesser extent, Kosovo), recorded a noticeable increase
in comrmtted credit lines (see tahle 3.6) Box 2 contrasts the expenence as regards the
substitution of bank funding sources in EU candidate and potential candidate countries wath that

of recent EUJ member states.

Household savings continue to account for the bulk of overall deposit trends, although the
rdative importance of deposits by non-financial corporations is growing in some cases. The
ewolution 1n household deposits continued to dnve devel opments in overall deposit growth (see
chart 3.3), although the relative contribution of deposits by non-financial corporations remains
signifcant in Turkey and Montenegro and has also been on the rise in Serbia Among EU
candidate and potential candidate countries, only Iceland’s banlang system has continuously
posted negative rates of overall deposit growth in the period under review. This trend 15 partly
due to the migration of non-resident depoats into other types of investment options anud the
central bank’s efforts to reduce the volume of ‘offshore lréna’ and thereby foster the smooth
relazation of capital account restrictions.

2 Cemtral Park of Ioeland’s Financial Stability Report 2013-1.
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Eox 2: Re-composition of funding sourcesin Central, Eastern and South-Eastern European economies

Western Furopean banks have a significant presence in hoth ETT candidate and potential candidate countries in South-Eastern Europe
(SEE EU candidate and potential candidate courtries) and in EU member states of Certral and Eastern Ewope (EIT-2004 and ETT-
naost EDDTj.mThis box investigates whether between 2008 and 2012 3EE candidate and potential candidate countries experienced the
same re-composition of funding sowces as ocourred in EU-2004 and EU-post 2007 by comparing the developmernt of the ‘moncore
lability rafio’ (as a measure of more volatile funds) and the fora gn Habilify rafio” W In 2008, the non-core lability ratios in Bosnda
and Herzegowna Lontenegro and Serbia were simdlar to that in EUT-2004 and ET-post 2007, while the ratio in Albania the former
Yugoslay Republic of Macedonda and Kosovo were much lower (see chart B1). Such differences likely reflected the composition of
the banking systems” funding sowces B Between 2008 and 2012, notr core liakilities have been decreasing, especially in ET7-2004,
in EU-post-2007, and in Albania, Boshia-Hetzegowvina and Montenegro, signaling that domestic deposits have gained more
protinence atmong funding soutces in the latter countries. At the same titme, due to the strong presence of Western European parent
banks i1 the reglon and thus easier access to foreign funding from parent groups, foreign liabilities, which are shown in chart B2,
have been tepreserting in many cases a significant source of financing. Additionally, foreign liakilities appear to have driven the
dynamics of non-core labilities in moamy countries, as one can notice by comparing chart B1 and chart B2, Between 2008 and 2012,
foreign liskilities in E1T-2004 and EU-post 2007 declined, reflecting parert bank groups™ deleveraging, Monetheless, the speed of the
reduction is diverse am ong the two groups. Deleveraging was also implemented in SEE EU candidate and potential candidate
courtties between 2008 and 2012, althoagh at different times and pace with respect to EU-2004 and EU-post 2007 In general, there
seettis to be a broad-based te- otiertation towatds domestic funding at the expense of foreign liabilities in all countries. The pace and
timing of deleveraging differswhich islikely related to domestic factors, including varying lending opportunities in the re gon

Chart B.1: Non-core Habilities as a share of total liahilities Chart B.2: Foreizn liahilities as a share of total liah flities
(2008-2012, in peirent) [(2008-2012, in perwert)
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Sowrees : Banea d Ttalia based on data from national anthomties. Souroes: Banra d Ttalia based on data fiom mational anthorties.
HMote: Weighted averages based on total hiahilities exchiding capital. Hote: Weiglted averages based on totl Labilites excluding capital.

) Faor the porpose of this analysis, ETT-2004 consists of the Czech Republic, Hungany and Poland, and ET7-post 2007 inchides Bulgaria, Romaria and Cioatia

) The non-coze lisbility ratio is defired as total Kb ilities miwes capital and dognestic deposits over total Babilties mimms capital. The foveizn lishility ratio is defined
a5 foaeign Habilities cwer total liabilities mitns capital. The term foreigzn in this cortext wefbrs to non-tesidants.

" Inpavido Gregorio, Fudolph Heing and Luigi Ruggerore, (2015), Bank Fanding in Central ard Soath Eastem Bumpe Fost Lehrman a “Near Hormal”, IMF
Working Paper, 157145,

Paze 28 of 66

9240/14 Ml/ah

DGG 1A

29
EN



