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FOREWORD

The world is undergoing a major transformation of financial sector reform as markets become
increasingly intertwined on a global scale, technologies develop at a rapid pace, and policy reforms are
inplemented in favor of liberalized trade and investment regimes. The countries of Central Europe have
been a part of that global dynamic, having introduced major structural reforms in banking, insurance,
capital markets, and other financial sector activities. These reforms have been introduced partly to undo
unsuitable policies and institutions from the central planning period, and largely in support of new
policies and programs to achieve greater economic prosperity in an increasingly competitive international
marketplace.

Reforms in Central Europe have included wholesale changes in banking legislation and
regulation, and institional development for the enforcement of this new framework in support of market-
based banking The effect of this has been a revised role for central banks, new opportunities for
commercial banks, and a newly introduced and critical role for bank supervision. Great progress has been
made in developing new methods of governance and management, applying new standards of accounting
and information disclosure, and broadening the role of private banks while state banks seek to define their
role as the market turns increasingly private. Reforms in non-banking sectors, namely insurance and
capital markets, have followed a similar pattern with the introduction of new legislation and regulations,
investment in market infrastructure, and a gradual expansion of market opportunities for private firms
while state firms (in insurance) define their future role as the market moves increasingly towards a private
sector orientation.

Driving much of this process for Central Europe has been the prospect for accession to the EU
market. It is believed that integration into the EU market provides these European countries with a greater
chance of success that the goals of sustainable economic growth and prosperity will be achieved. The
Bank has consistently supported refonns in this direction.

This paper focuses on these themes, and attempts to provide a detailed assessment of what has
been achieved, and what remains to be accomplished for financial sector integration between these Central
European countries and the EU market. This paper is also part of a continuous effort by our Department to
analyze key financial sector reform issues, and to make public our findings and analysis.

Jean-Michel Severino
Director
Europe and Central Asia Department
Country Department II (EC2)
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ABSTRACT

As they set their sights on integration with the EU by the turn of the century, the countries of
Central Europe face the daunting challenge of accelerating the transformation of the financial sector to
meet international competition. In contrast to the rapid liberalization and expansion of private sector
activity in the goods and non-financial services markets since the beginning of the transition, the
liberalization of financi markets has been more gradual in the countries of Central Europe.
Notwithstanding significant progress made on a number of fronts, some oligopolistic tendencies are still
apparent in the banking and insurance sectors of several countries, while capital markets development is
still delayed in other cases due to slow privatization and reform.

Competition within the banking sector is increasing, with more private and foreign banks playing
an increasingly important role in lending, investment, deposit mobilization, and off-balance sheet service
delivery. However, state banks continue to wield significant influence due to their larger asset size, deposit
base, and provision of funds for the inter-bank market. Meanwhile, competition from non-banking sources
is relatively low due to the narrowness of newly emerging capital markets and limited development of
insurance, pension, leasing, factoring, and other non-bank financial institutions (NBFIs).

This paper focuses on financial sector reforms in the Czech Republic, Hungary, Poland, Slovak
Republic and Slovenia. The paper reviews competitive trends in different banking markets; the impact of
resucturing on financial intermediation rates, interest rates, and economic growth; efforts to restrcture
and recapitalize banks by varying methods, and their demonstrated costs and benefits; changes in the legal
and regulatory framework, and the impact this has had on bank supervision; capital markets development
and the role played by institutional investors; and where each of the countries stands relative to EU
requirements for financial sector integration. The paper attempts to provide a detailed assessment of what
has been achieved prior to membership in the EU, and what remains to be accomplished for successful
financial sector integration between these Central European countries and the EU market.

x



ACKNOWLEDGEMENTS

The authors would like to thank the many Bank staff who provided useful comments and helped
refine the analysis. Special thanks go to Gregory Jedrzejczak (former Deputy Minister of Privatization of
Poland, forner Chairinan of the Supervisory Board of the Warsaw Stock Exchange), for his insights and
contributions to the capital markets discussion, and to Zhen Kun Wang for input into EU systems
integration. Special attention goes to Burcak Inel for her thorough and persistent research effort which
served as much of the basis for this Discussion Paper. Additional recognition goes to Hormoz Aghdaey,
Stanislas Balcerac, Paulette Castel, Bruce Courtney, Daniel Gerber, Olivier Godron, Albert Martinez,
Robert Palacios, Luca Papi, Anita Papp, Anna Piotrowska, Lorenz Pohlmeier, Rossanna Polastri, Richard
Roulier and Ilham Zurayk (World Bank); and Constantinos G. Grigoriadis and Shamsher Singh (IFC).
Akos Cseres, Jiri Jonas, and Vladimir Rigasz of the IMF provided valuable assistance. The authors also
wish to thank Joumana Freund, Manuel Santiago and Christopher Wilson for providing assistance with
final production of this document.

The authors also wish to express their gratitude to the many hard-working and diligent
colleagues in Europe who were generous with their time and data. Without this highly cooperative effort,
many of the findings would not have been made. These colleagues, listed alphabetically, include Patricia
Alonso (European Commission, Washington, D.C.); Rafal Baran and Marcin Bednarek (Bank
Przemyslowo Handlowy); Juraj Baxa and Andrea Jambrikovicova (Vseobecna Uverova Banka); Vict6ria
Bir6 and Agnes HalAsz (Budapest Stock Exchange); Bogumila Borkowska (Polish Development Bank);
Dorota Cichocka (Kredyt Bank); Alenka Dermol and Franc Hribovsek (Banka Noricum); Peter Dittrich
(Slovenska Statna Sporitelna, a.s.); Ol'ga Dlugopoloska, Maria Hurajov;, Marii Kunikova, and Barbora
Lazarova (Bratislava Stock Exchange); Marta Draxlerova (Konsolidacni Banka Bratislava); Francek
Drenovec and Dag Kralj (Banka Slovenije); Zofia Dzielicka (Bank Zachodni); Helmuth Frank and
Jonathan Todd (Commission of the European Union, Brussels); Leonard Furga (Warsaw Stock
Exchange); Pawel Galecki (Powszechny Bank Kredytowy); Brigita Horska and Elena Hrotk6 (Istrobanka);
Dr. Horvath (BNP-Dresdner Bank); Pavel Hric (Priemyselna Banka); Anna Juchniewicz (Powszechny
Bank Gospodarczy w Lodz); Tomas Jursik (Prague Stock Exchange); Joanna Karczewska-Malec (Bank
Rozwoju Eksportu); Alicja Kazimierczak (Bank Polska Kasa Opieki SA); Suzanna Kocckas (State
Securities Commission, Hungary); Mateja Kodermec (Ljubljana Stock Exchange); Srecko Korber
(President, Slovenia Banking Association); Josef Hudak and Zdenko KovAc (Postova Banka, Bratislava);
A. Godnov and A. Kralj (Gorenjska Banka); VAclav Krivohlavek (Ministry of Finance, Czech Republic);
Sylwia Kucharczyk (Pomorski Banka Kredytowy); Peter Kunstic, Andrjea Opec, and Jasna Slibar (Nova
Ljubljanska Banka); Krisztina Lipscei (Postabank); Katarzyna Milewska (Bank Wschodnio-Europejski);
Klara Monoki (Budapest Bank); Henryka Niewiarowska (Petrobank); Samo Nucic (Postna Banka
Slovenia); ZoltAn Pap and J6zsef Vargadi (OTP); Zsuzsanna Percsy (Kereskedelmi Bank); Stefka Pernat
and Irena Znidarsic (Nova Kreditna Banka Maribor); Ian C. Rothery (Thomson BankWatch); Marianna
Rudolf (National Economy Bank); Ewa gleszynska-Charewicz (Director, General Directorate of Banks'
Supervision Department, National Bank of Poland); Jitka gmidova (RM System Prague); Marian Stancik
(RM System Bratislava); Kate Stecyszyn (Bank Gdanski); Vera Stehnova (Ceska Sporitelna Banka);
Mikesova Stepanka (Bank Austria Prague); Petra Tauchmanova (Investicni a Postovni Banka); Janos T6th
(State Securities and Exchange Commission, Hungary); Eva Vincze (State Banking Supervision,
Hungary); Helena ZachystalovA (Konsolidacri Banka); and Magda Zalapicz (Bank Depozytowo-
Kredytowy w Lublinie).

Finally, the authors received abundant information from Creditanstalt, all of which made a
valuable contribution to the discussion on capital markets and institutional investor issues. Special
attention goes to Kimberly Corbett and Dan Wilson (Creditanstalt Securities Prague); Zsuzsanna Kun
(Creditanstalt Securities Budapest); Zeff Mangunda (Creditanstalt Securities Bratislava); Sebastian
Meyer and Steve Reilley (Creditanstalt Securities Warsaw); and Igor Zibrik (Creditanstalt Securities
Ljubljana). In advance, the authors apologize if anyone was inadvertently omitted from this
acknowledgement.

xi





ACRONYMS AND ABBREVIATIONS

BOE Bratislava Options Exchange
BoS Bank of Slovakia -or- Bank of Slovenia
BRA Bank Rehabilitation Agency (Slovenia)
BSE Bratislava Stock Exchange -or- Budapest Stock Exchange
CAMIEL Capital, Assets, Management, Equity, Liquidity
CAR Capital Adequacy Requirement
CK Czech Crown
CNB Czech National Bank
CPI Consumer Price Index
CSFR Czech-Slovak Federal Republic
DM Deutschemark
ECU European Currency Unit
EEC European Economic Commission
EU European Union
FDI Foreign Direct Investment
FYR Former Yugoslav Republic
GDP Gross Domestic Product
GDR General Depository Receipt
GoC Government of the Czech Republic
GoH Government of Hungary
GoP Government of Poland
GOS Govermment of Slovakia -or- Government of Slovenia
HUF Hungarian Forint
IPF Investment Privatization Fund
IPO Initial Public Offering
LSE Ljubljana Stock Exchange
MoF Ministry of Finance
MRR Marginal Reserve Requirement
NBFI Non-Bank Financial Institution
NBH National Bank of Hungary
NBP National Bank of Poland
NBS National Bank of Slovakia
NIF National Investment Fund
NPF National Property Fund
NPL Non-Performing Loan
OECD Organization of Economic Cooperation and Development
OTC Over-the-Counter Market
PLN New Polish Zloty
PPI Producer Price Index
PSE Prague Stock Exchange
RM-S Market Registration System (Registracni Misto in Czech; Registracne

Miesto in Slovak)
SBS State Banking Supervisory Agency (of Hungary)
SIT Slovene Tolar
SK Slovak Crown
SOE State-owned Enterprise
SOCB State-owned Commercial Bank
UCITs Unit Trusts and Investment Funds
WSE Warsaw Stock Exchange
Zi Polish Zloty

xiii





L The Evolution of the Banking Sector During Transition

As they set their sights on integration with the EU by the turn of the century, the countries of
Central Europe face the difficult task of accelerating the transformation of the financial sector to meet
standards of international competition, and to accommodate growth in trade and investment flows. The
transition countries of Central Europe have pursued reforms that led to rapid liberalization and expansion
of private sector activity in the goods and non-financial services markets since the beginning of the
transition. By comparison, the liberalization of financial markets has been more gradual. While the
banking sector shows increasing private sector shares of assets loans, deposits and capital on aflow basis,
significant shares are still controlled on a stock basis by a powerful network of state-owned commercial
banks (SOCBs) that dwarf the presence of private banks. This section reviews the evolution of the banking
sector in the Czech and Slovak Republics, Hungary, Poland and Slovenia from the beginning of the
transition to the present. The review includes (i) the evolution of state-owned banks, including the break-
up of the monobank system, the structure of state-owned banks (sectoral, regional segmentation), and
privatization of SOCBs to date; and (ii) the role of private banks today, including the evolution of new
private banks, foreign investment in the banking sector, and current private banring shares and trends.

The Evolution of State-Owned Banks

Break-up of the Monobank System

One of the first banking sector reforins implemented by transition countries was the break-up the
monobank system into two tiers: (i) a central bank responsible for the conduct of monetary affairs; and (ii)
state-owned commercial and specialized banks responsible for deposit mobilization, lending, and other
commercial banking activities. In 1971, Slovenia (then a part of Yugoslavia) was the first to break up its
monobank as part of a broader program of banking reform in Yugoslavia. Hungary was next in 1987,
followed by Poland in 1989 and Czechoslovakia in 1990. This resulted in a clarification of the role of the
first tier, the central bank, in the direction and management of monetary affairs. However, the process also
created confusion with regard to the role of the second tier, commercial and specialized banks, largely
because these reforms were not automatically accompanied by changes in incentive structures (legal and
regulatory frameworks, institutional development) that are necessary for effective transformation to a
market-based system. In Slovenia (then Yugoslavia), movement to a two-tiered system as early as 1971
was not accompanied by sufficient changes in governance or management incentive structures for Slovene
banks to function along comnmercial lines. These reforms only began to take hold after 1991. In the other
countries, the management of the second tier banks knew that the break-up of the monobank system was
going to require them to operate according to commercial criteria. However, time and expertise were
needed for the legal, regulatory and institutional changes to take hold for a smooth transition. These
developments and weaknesses prompted different responses in terms of how governments, banks and
enterprises adapted themselves to the new commercial system, and how banking systems have evolved
since the termination of the monobank system.

Czech and Slovak Republics

The transformation of the monobank system in the former Czechoslovakia occurred on January 1,
1990, when Komercni Banka Praha (Commercial Bank of Prague) and Vseobecna Uverova Banka
Bratislava (General Credit Bank of Bratislava) were created out of the National Bank of Czechoslovakia
(NBC) to take over NBC's commercial functions. In 1991, NBC's long-term assets were transferred to
Investicni Banka (Investment Bank).' The savings function was allocated to the separate Czech and
Slovak savings banks (Ceska Sporitelna and Slovenska Sporitelna). Czechoslovenska Obchodni Banka
(Czechoslovak Trade Bank) retained its monopoly power in foreign trade and foreign exchange. Upon the
break-up of the Czech-Slovak Federal Republic (CSFR) in January 1993, all these banks except Ot.chodni

I Investicni was split on a 2:1 basis (Czech:Slovak) in 1992, before the separation of the two
republics.



were divided.2 The regulatory framework was established with the passage of the Act on Banks and the
Act on the Central Bank in 1992.

Hunzmr

Prior to 1987, the Hungarian banking system consisted of the National Bank of Hungary, which
carried out central bank as well as commercial functions (savings, local cooperatives, foreign trade). In
1987, the monobank was split into a two-tiered system consisting of the eentral bank (NBH), three
commercial banks, and two specialized banks. The commercial activities of the monobank were taken
over by Magyar Hitel Bank (Hungarian Credit Bank), Kereskedelmi Bank (Commercial and Credit Bank),
and Budapest Bank. In addition, Orszagos Takarekpenztar (Hungarian Savings Bank), established in
1949, and Magyar Kulkereskedelmi Bank (Hungarian Foreign Trade Bank), established in 1950, were
allowed to carry out a full range of banking activities, as aU banks were in 1989-1990.3 In 1991, the
Banking Act was passed, which established the State Banking Supervisory Agency (SBS) and put in place
a regulatory framework. Since 1990, there has been some movement away from specialization.
Nevertheless, the largest state banks continue to focus on their original core business activities from the
early break-up of the monobank system.

Poland

The 1989 break-up of the monobank system in Poland focused on the commercial functions
controlled by the NBP. In the early 1980s, Poland had three major banks apart from NBP, each with a
specialized function: Bank Gospodarki Zywnosciowej (agriculture), Bank Polska Kasa Opieki S.A (or
PKO SA, the foreign currency savings bank), and Bank Handlowy w Warszawie (foreign exchange and
trade).4 The number of specialized banks rose to five with the establishment of Bank Rozwoju Eksportu
(export financing) in 1987 and Powszechna Kasa Oszczednosci Bank Panstwowy (or PKO BP, responsible
for domestic currency savings and residential construction financing) in 1988. Thus, by 1989, it was the
commercial functions of the monobank that were broken up and taken over by nine regionally based
commercial banks. A new Banking Act and the Act on the National Bank of Poland were passed in 1989.
In 1990, Polski Bank Rozwoju (Polish Development Bank) was established to finance development
projects, and in 1993, Polski Bank Inwestycjny (Polish Investment Bank) was founded with 100 percent
NBP capital.

Slovenia

As part of the FYR, Slovenia did not have the same monobank system as the other four countries.
Rather, from the early 1970s, banks in the Yugoslav republics were usually owned by enterprises. These
banks were organized along specialized functional lines, operated in narrow geographic markets, and
often provided credit to local socially-owned enterprises based on government economic objectives. The
banking system was dominated by the Ljubljanska Banka system (LBS), which had 13 member banks plus
the parent bank (LBdd) in 1991, each majority-owned by the latter.5 The sector also included two

2 Obchodni Banka continues to be based in Prague, with 20 branches in the Czech Republic and
six branches in the Slovak Republic. Its shares are now owned by the Czech National Bank (26.51
percent), and the National Bank of Slovakia (24.13 percent). The remaining shares are held by the Czech
Ministry of Finance (19.59 percent), Czech National Property Fund (19.59 percent), bank staff (0.98
percent), and Czech and Slovak foreign trade, industrial and financial companies.

Citibank (IUS) established a subsidiary in 1987 as a joint venture with NBH In 1989, joint-
venture and small private bank entry was liberalized, though licensing policy was cautious.
4 In addition, there was one more small specialized bank: Bank Gospodaslwa Krajowego
(National Economy Bank), established in 1924.
5 In the original system established in 1978, the 22 basic banks owned the majority share in the
assocated bank (LBdd), while the shareholder-enterprises were the majority owners of the basic banks. In
1990, all banks in the LB system became joint-stock companies, and their shares were split between the
parent bank (50.6 percent) and the shareholder-enterprises. By 1990, five banks had left the system, and
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specialized banks: (i) SKBdd, which had operated as a specialist mortgage unit under LBdd, became
independent in 1978, and took its present name in 1992; and (ii) Abanka, which was established in 1955
and operated as a part of Jugo Banka, the FYR's foreign trade bank, until 1989 when it became
independent. In 1991, the Bank of Slovenia (BoS) was established and the Banking Law was passed. By
mid-1992, all banks in the Ljubljanska Banka system were given autonomy, although certain business and
ownership relations were maintained.

The Structure of State-Owned Banks

The state continues to dominate the banking sector on a balance sheet stock basis in Central
Europe. The five countries examined show state banks6 routinely account for about 60 percent of total
assets and total loans, and about 70 percent or more of total deposits. However, partial liberalization,
privatization and foreign entry have also led to growing private bank presence in asset growth, lending,
deposit mobilization and capital increases on a flow basis, translating into an important yet declining
share and role for state banks. Private banks, often with foreign capital, have also captured most of the
market in many fee income-generating activities (trade finance, bond underwriting). Therefore, although
underlying structural weaknesses persist in this sector, the gradualist approach to banking sector reform
that has been pursued throughout Central Europe' is now beginning to indicate emerging strength from
private banks despite continued influence from state banks. Part of this has to do with recognition from
governments that costly recapitalizations and persistent weaknesses in the state banking sector cannot
continue, and that EU accession will require a competitive banking system.

While reform measures have improved some aspects of the banking system and reduced state
control, they have not yet broken the dominance of the state banks. Central European banking sectors still
show regional and/or sectoral segmentation dating back to earlier periods, and partial protection by the
state from the pressure of market forces. Due to their size, access to household deposits and traditional
client base, privileges such as implicit state deposit guarantees and sector/geographic concentration have
provided state banks with marketplace advantages. There is now movement to achieve more equal
standards (deposit insurance) and to diversify (to reduce concentration). However, state banks still retain
advantages in many cases. In some cases, direct and indirect subsidization has occurred to offset potential
losses, and continues to represent a risk despite the more general imposition of hard budget constraints.
More pervasive has been the ability of state banks to pass on the increasing costs of intermediation to
borrowers through higher lending rates (see Section II), particularly in those countries (Slovenia, Poland,
Hungary) with low financial intermediation rates. While trends are generally favorable, these
developments have stood in contrast to the sweeping liberalization and explosion of private initiative in
goods and most non-financial services in the transition countries of Central Europe.

Notwithstanding the prominence of state banks, state control of the sector has been diminishing
with the continued imposition of hard budget constraints, the privatization of large banks in some
countries, and the entry of new private and foreign banks. In Hungary, the largest State bank (OTP) and
another commercial bank (Budapest Bank) were privatized in 1995. This followed up on another major
privatization (MKB) in 1994, the privatization of which was completed in May 1996 with the sale of the
remaining 25.6 percent of state shares to one of the strategic investors (Bayerische Landesbank). In
addition, the government adopted a policy targeting the privatization of all state-owned banks by the end

three others had become branches of the parent bank, leaving 14 member banks in the system. In 1991,
the number went down to 13, as LB merged with the largest member bank, LB Gospodarska.
6 Sum of majority and blocking minority state-owned banks.
7 The reforms implemented by these countries broadly exhibit the following sequential pattern: (i)
breaking up the monobank system; (ii) improving the financial position and efficiency of the state banks
by dealing with the bad debt problem, and undertaking corporatization and restructuring programs; (iii)
establishing regulatory and supervisory capacity; (iv) introducing private and foreign banks; and (v)
prdvatizing state banks. Governments have been most successful in breaking up the monobank system,
introducing a revised regulatory framework, and allowing the emergence of private and (in some cases)
foreign banks.
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of 1997, and the merger/sale of those not likely to be privatized.Y In the Czech Republic, the sale of more
shares of Komercni Banka was approved in 1995. In February 1996, the Slovak government announced
plans to privatize state-controlled banks, although no timetable was presented. In Poland, four of the nine
regional SOCBs have been partly privatized, and plans to consolidate the remaining SOCBs prior to
privatization are being formulated. In Slovenia, the largest two banks are undergoing rehabilitation in
preparation for their privatization. Table 1 shows the share of state banks in the banking sector in Central
Europe after more than five years of transition. It is anticipated that state shares will be zero or negligible
in the coming years as accession to the EU nears.

s The liquidation of Iparbankhaz is to be completed by June 1996, while several banks (Tbusz,
Agrobank) have been merged with other banks, and viable parts of another bank have been sold (Duna
Bank).
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Table 1: State-Owned Bank Resource Shares' and Trends
Assets Loans Deposits Capital

State-owned Bank Shares at end 1995 (S6, Stock Basis)
Czech 69 66 78 56
Slovak 72 71 78 43
Hungary 56 45 67 40
Poland 60 63 77 70
Slovenia 49 43 47 26
Average 61 58 69 47
State-owned Bank Shares at end 1995 as a percent of TotalAssets (%l, Stock Basis)
Czech 69 33 39 6.4
Slovak 72 35 43 5.1
Hungary 56 18 36 3.1
Poland 60 23 43 4.0
Slovenia 49 17 27 4.5
Average 61 25 38 4.6
Average Size of State-owned Banks at end 1995 (USS million, Stock Basis)
Czech 6,901 3,297 3,924 640
Slovak 1,575 755 932 112
Hungary 844 272 551 47
Poland 1,491 565 1,056 110
Slovenia 677 238 363 61
Average 2,298 1,025 1,365 194
State-owned Bank Net Resource Sharesfrom 1991-95 ('%, Flow Basis)
Czech 39 35 63 48
Slovak 42 41 55 27
Hungary * -952 508 -245 -696
Poland 8 -15 51 -187
Slovenia** 92 82 70 56
Average -154 130 -1 -150
* Hungary's net loan flows were down US$ 1.2 billion, with a 55 percent reduction in SOCB loan stocks.
** Growth in the state sector in Slovenia is due to the renationalization of troubled socially-owned
banks.
Sources: Annual reports from commercial and central banks.

Czech Republic

At the end of 1995, 58 banks operated in the Czech Republic, of which four are majority or
wholly state-owned and four are minority state-owned. (At the end of 1991, 31 banks operated in the
Czech Republic). Of these eight banks, four large, specialized SOCBs dominate the Czech banking
system.10 As of the end of 1995, the four largest banks (Komercni, Investicni, Obchodni, Ceska
Sporitelna) had a combined share of 62 percent of assets, 58 percent of loans, and 77 percent of deposits,

9 Throughout the text and in the tables, averages for SOCBs are averages for majority state-owned
banks plus those state banks with blocking minority shares in other banks that may not be majority state-
owned.
10 These banks are (i) Komercni Banka, which has 400 branches, 23 percent of total loans, and 21
percent of total assets (CK 388 billion), or US$ 14.6 at end 1995; (ii) Investicni a Postovni Banka, which
has 11 percent of total assets and 13 percent of total loans; (iii) Obchodni Banka, which has 10 percent of
total assets and 9 percent of total loans; and (iv) Ceska Sporitelna, which has 20 percent of total assets and
31 percent of total nonbank deposits.
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but only 38 percent of capital and reserves." The average size of a Czech SOCB is US$ 6.9 billion in
assets, US$ 3.3 billion in loans, USS 3.9 billion in deposits, and USS 640 million in capital. Despite their
larger average size than that of private banks, there is recent evidence (as elsewhere in Central Europe)
that SOCBs are losing their dominant market position, and that they now face significant competition
from private banks in a number of banking activities. Furthermore, while prudential regulations have been
tightened and loan portfolios have come under greater scrutiny (prompting increases in provisions and
write-offs), existing SOCB balance sheet values may be overstated. The Czech Republic, as elsewhere in
Central Europe, appears to be interested in consolidating banks to increase domestic banks' credit limits,
deposit bases and capital positions to meet growing competitive challenges from foreign banks in the
marketplace. This has coincided with efforts to strengthen laws, regulations, and supervisory institutions
since the collapse of three banks in 1994 (see Section IV). The structure of the Czech banking system is
profiled in Table 2.12

11 For instance, Ceska Sporitelna specializes in mobilizing retail deposits, and holds 31 percent of
total deposits. CS has no lending or investment expertise, and basically finances the inter-bank market
(with 60-70 percent of the interbank market). However, CS shows losses and insufficient reserves. Its
inter-bank lending includes lending to small banks, many of which are weak. This was borne out in 1994
with the CS debt-equity swap with AB Banka. CS may be encouraged to take over other smaller banks
which would add to losses and possibly prompt another Government recapitalization. An alternative
strategy not followed by the govermment would be to split up the bank into several smaller franchises, each
with sound funding bases, and link them to local banks with solid lending records, prudent management
practices and suitable governance. Alternatively, breaking up CS into two or three franchises might attract
joint venture interest from foreign banks, accelerating banking sector reform and reducing the risk of
another public sector recapitalization.
12 For all five countries of this study, financial figures for private banks are calculated as a residual
where comprehensive numbers for private banks are not available. This might inflate their estimated share
of total system resources. All 1995 figures are preliminary. Where audited 1995 figures were not
available, unaudited figures provided by the banks were used. As a result, data on some banks do not
conform to the International Accounting Standards.

6



Table 2: Profile of the Czech Banking Sector (1991-1995)
Assets Loans Deposits Capital

1991 1995 1991 1995 1991 1995 1991 1995
In mn US$:
State-Majority* 35,973 12,135 17,050 5,925 15,284 3,612 1,442 2,018
State-Minority** 0 36,375 0 17,284 0 24,014 0 2,502

o/w Blocking*** 0 36,173 0 17,156 0 23,855 0 2,462
Private 2,457 21,350 731 11,674 458 7,531 139 3,440
Total 38,429 69,960 17,780 34,884 15,741 35,157 1,581 7,959
In mn USS
Avg. State Majority 5,139 3,034 2,436 1,481 2,183 903 206 504
Avg. State Minority 0 9,119 0 4,321 0 6,004 0 625

o/w Blocking 0 12,058 0 5,719 0 7,952 0 821
Avg. Private 107 427 32 233 20 151 6 69
Avg. Total 1,240 1,206 576 601 508 606 51 137
In % of Total:
State-Majority 94 17 96 17 97 10 91 25
State-Minority 0 52 0 50 0 68 0 31

o/w Blocking 0 52 0 49 0 68 0 31
Private 6 31 4 33 3 21 9 43
Total 100 100 100 100 100 100 100 100
As % of GDP:
State Majority 140 27 66 13 59 8 6 4
State Minority 0 82 0 39 0 54 0 6

o/w Blocking 0 81 0 38.5 0 53.5 0 5.5
Private 9.5 48 3 26 2 17 0.5 8
Total 149 157 69 78 61 79 6 18
* Direct and indirect state ownership of 50% plus 1; in 1991, there were seven such banks; in 1995,
there were four.
** Direct and indirect state ownership of blocking minority share; in 1991, there was one such bank;
in 1995, there were four.
*** Blocking minority is defined as a substantial minority share allowing control over governance.
Generally, those banks with strategic or significant foreign investment have not been counted towards
blocking state minority banks; in 1991, there were no such banks; in 1995, there were three.
Note: While Investicni Bank was split on the basis of 2:1 in 1992, Obchodni Bank remained seated in
the Czech Republic and continued its activities in the Slovak Republic as a foreign bank branch. Due
to the lack of sufficient data on the breakdown of these banks' activities by republic in 1991, the whole
balance sheet of Obchodni Bank and two thirds of the balance sheet of Investicni Bank are included in
the Czech sector that year. The 1991 sector totals for the two republics are based on this
approximation.
Source: CNB (1993-1996); Bankers' Almanac (1992-1995); banks' annual reports; National Bank of
Czechoslovakia Annual Report 1991; World Bank.
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Slovak RZubhlIg

At the end of 1995, there were 31 banks in the Slovak Republic, 13 of which had at least
minority state ownership. (At the end of 1991, seven banks operated in the Slovak Republic). Of these, the
indirect and direct state share was a majority in eight cases (three of which were 100 percent state-
owned).13 The state banks continue to dominate the banking system in Slovakia on a balance sheet basis,
accounting for about 70-80 percent of resources. The average state bank has USS 1.6 billion in assets, USS
755 million in loans, US$ 932 million in deposits, and USS 112 million in capital. However, despite
SOCB balance sheet dominance, private banks are showing increasing competitiveness. Since 1991,
private banks have accounted for a major part of net asset growth, new lending, deposit mobilization, and
new capital in the banking sector. Thus, trends indicate in the Slovak Republic (as throughout Central
Europe) that private banks are emerging as strong competitors, and beginning to dominate most banking
activities. The structure of the Slovak banking system is profiled in Table 3.

13 VB is parbally pivatized, while Slovenska Sporitelna Bratislava (SSB) was removed from the
second voucher privatization list and is still 100 percent state-owned. Konsolidacna Bratislava and
Slovensaa Zarucna Banka, both under 100 percent state ownership, have state-owned financial institution
status (s.p.u.). IRB is now 64 percent privately-held.
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Table 3: Profile of the Slovak Banking Sector (1991-1995)
Assets Loans Deposits Capital

1991 1995 1991 1995 1991 1995 1991 1995
In mn USS:
Majority State* 10,417 12,695 5,878 5,675 5,918 7,806 529 893
Minority State** 51 2,919 30 1,797 34 1,080 14 217

olwBlocking*** 0 1,481 0 1,124 0 579 0 111
Private 241 4,019 1,492 2,149 211 1,801 30 1,237
Total 10,709 19,631 7,399 9,622 6,162 10,687 574 2,347
In mn USS
Avg.Majority State 2,604 1,587 1,469 709 1,479 976 132 112
Avg.Minority State 25 584 15 359 17 216 7 43

o/wBlocking 0 1,481 0 1,124 0 579 0 111
Avg. Private 241 223 1,492 119 211 100 30 69
Avg. Total 1,530 633 1,057 310 880 345 82 76
In % of Total:
Majority State 97 65 79 59 96 73 92 38
Minority State 0 15 0 19 1 10 3 9

o/w Blocking 0 8 0 12 0 5 0 5
Private 2 20 20 22 3 17 5 53
Total 100 100 100 100 100 100 100 100
As % of GDP:
Majority State 91 72.5 51 32 51.5 45 5 5
Minority State 0 17 0 10 0 6 0 1

o/wBlocking 0 8.5 0 6 0 3 0 1
Private 2 23 13 12 2 10 0 7
Total 93 112 64 55 54 61 5 13
* Direct and indirect state ownership based on 50% plus 1; in 1991, there were four such banks; in
1995, there were eight.
** Direct and indirect state ownership of blocking minority share; in 1991, there were two such banks;
in 1995, there were five.
***Blocking minority is defined as a substantial minority share allowing control over governance.
Generally, those banks with strategic or significant foreign investment have not been counted towards
blocking state minority banks; in 1991, there were no such banks; in 1995, there was one.
Note: While Investicni Bank was split on the basis of 2:1 in 1992, Obchodni Bank remained seated in
the Czech Republic and continued its activities in the Slovak Republic as a foreign bank branch. Due
to the lack of sufficient data on the breakdown of these banks' activities by republic in 1991, the whole
balance sheet of Obchodni Bank and two thirds of the balance sheet of Investicni Bank are included in
the Czech sector that year. The 1991 sector totals for the two republics are based on this
approximation.
Sources: NBS; Bankers' Almanac (1993-1995); banks' annual reports; 'Slovakia: Restructuring for
Recovery," World Bank, 1994.
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Hunman

In 1989, there were four state-owned commercial banks, two savings banks, and around 10
smaller banks and specialized financial institutions in Hungary. These state-owned banks were generally
specialized by function (savings, foreign trade credit, cooperatives). At the end of 1991, 32 banks operated
in Hungary. By end 1995, there were 44 banks in Hungary, and 255 cooperatives which were primarily
focused on rural banking (251 savings cooperatives and four credit cooperatives). Of the 44 banks, 17
were majority state-owned'4 and another fivel5 had minority state ownership, one of which was blocking.
In 1995, several joint venture banks with partial state ownership also became wholly private.'6 The
majority state-owned banks control 27 percent of banking sector assets, 22 percent of loans, 23 percent of
deposits, and 25 percent of shareholders' equity, much of it concentrated in two banks (MHB and K&H).
If the one minority state-owned bank with blocking shares is added to these figures, state banks account
for 56 percent of banking sector assets, 45 percent of loans, 67 percent of deposits, and 40 percent of
capital and reserves. The average state bank has US$ 844 million in assets, USS 272 million in loans,
USS 551 million in deposits, and US$ 47 million in equity. Meanwhile, as throughout Central Europe,
private bank shares have increased in the banking sector. Hungary has distinguished itself through the
transition by having an open banking environment, which has stimulated significant investment and
development among private and foreign banks. Yet, Hungary has also distinguished itself in pursuing four
costly recapitalizations of the state banks, which have delayed even greater privatization of the sector (see
Section III). The structure of the Hungarian banking system is profiled in Table 4.

14 At the beginning of 1996, GoH had direct and indirect equity stakes in 22 banks, 17 of them
majority. State holdings in the large banks as of beginning 1996 were in MHB (90.2 percent) and K&H
(85.2 percent). The state share in OTP was reduced to 45 percent plus one share (sum of direct state and
state-owned funds) in July 1995, while in Budapest Bank it declined to 22.8 percent after the December
1995 privatization. In addition, the state holds majority of shares in Takarekbank (65.3 percent), MBFB
(100 percent), Mezobank (77.4 percent), Dunabank (95.3 percent), Corvinbank (68.4 percent), Investbank
(83 percent), Iparbankhaz (87.0 percent), the Hungarian Export-Import Bank (100 percent), and several
others through state-owned banks. These include Kvantum (through K&H), Konzumbank (through
MBFB), Merkantil (through K&H), and Ibusz Bank (through K&H). Realbank, originally owned by
Budapest Bank, has now become private. By mid-1996, the number of majority state-owned banks had
declined to 13 as a result of mergers, sale, and liquidation: Agrobank and Mezobank merged as of
January 1996; Iparbankhaz is to be liquidated by end of June 1996; lbusz Bank merged with its owner
K&H as of January 1996; and part of Dunabank was sold through a tender to ING bank in May 1996.
l5 Partially privatized in 1995, OTP still has 45 percent state ownership, although the required
minimum state ownership was reduced from 50 percent to 25 percent plus one share. The current state
share was less significant in terms of governance in the other four banks with minority state ownership:
MKB, Postabank, Budapest Bank and Polgari Bank (owned by Budapest Bank). Of these, first three had
strategic foreign investors. As of December 1995, 22.8 percent of Budapest Bank was owned by the state,
while 27.4 percent was held by General Electric, 32.4 percent by EBRD, and the remaining 17.4 percent
held by small investors and private individuals. MKB was 25.6 state-owned at the end of 1995, although
one of its foreign owners (Bayerische Landesbank) bought the state share in May 1996. Direct and
indirect government share in Postabank was 30.6 percent, while the foreign share was 20 percent.
16 Established in 1988 as Investrade and Banking Corporation and a joint venture since 1991,
MHB-Daewoo Bank became wholly private at the beginning of 1995 when the Korea-based company
bought MHB's 50 percent share. BNP-KH-Dresdner became BNP-Dresdner in January 1996 after
Banque Nationale de Paris (France) and Dresdner Bank (Germany) increased their existing individual
shares to 50 percent by purchasing Kereskedelmi Bank's 26 percent share. Leumi-Hitel Bank, established
in 1990 with 50 percent of its capital from Leumi Bank (Israel) and 50 percent capital from MHB, became
totally foreign owned in 1995. Finally, the state held a tender for its 50 percent share in AEB (General
Banking and Trust) in April 1996, which was won by Gaz om of Russia in June 1996. The rest of the
bank is held by the Canada-based Central European Development Corporation.
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Table 4: Profile of the Hungarian Banking Sector (1990-199S)
Assets Loans Deposits Capital

1990 1995 1990 1995 1990 1995 1990 1995
In rnn US$:
Majority State* 23,696 7,502 10,371 2,441 12,016 3,270 1,611 524
Minority State** 1,236 13,361 802 4,980 813 9,021 160 853

o/wBlocking*** 669 7,692 460 2,532 405 6,553 102 315
Private 1,442 6,476 762 3,344 991 2,549 225 743
Total 26,375 27,338 11,936 10,766 13,820 14,841 1,995 2,120
In mn US$
Avg. Majority State 1,247 441 546 139 632 198 85 31
Avg. Minority State 309 2,672 201 996 203 1,804 40 171

o/w Blocking 669 7,692 460 2,532 405 6,553 102 315
Avg. Private 160 295 85 156 110 112 25 34
Avg. Total 824 621 373 245 432 337 62 48
In % of Total:
Majority State 90 27 87 22 87 23 81 25
Minority State 5 49 7 46 6 61 8 40

ow/ Blocking 3 28 4 24 3 44 5 15
Private 5 24 6 32 7 17 11 35
Total 100 100 100 100 100 100 100 100
As % of GDP:
Majority State 70 19 30.5 6 35 8.5 5 1
Minority State 4 34 2 13 2 23 0.5 2

o/w Blocking 2 19.5 1 6 1 17 0 1
Private 4 16 2 9 3 6 1 2
Total 78 69 35 27 41 38 6 5
* Direct and indirect state ownership based on 50% plus 1; in 1991, there were 19 such banks; in
1995, there were 17.
** Direct and indirect state ownership of blocking minority share; in 1991, there were four such
banks; in 1995, there were five.
***Blocking minority is defined as a substantial minority share allowing control over governance.
Generally, those banks with strategic or significant foreign investment have not been counted towards
blocking state minority banks; in 1991, there was one such bank; in 1995, there was still one.
Note: The sector totals above exclude the savings cooperatives. At the end of 1995, cooperatives had
US$ 1.3 billion in assets, US$ 418 million in loans to customers, US$ 907 million in customer
deposits, and US$ 95 million in shareholders' funds. Thus, their share in the system total (cooperatives
and banks) was 4.7 percent of assets, 3.7 percent of loans, 5.8 percent of deposits, and 4.3 percent of
equity.
Sources: State Banking Supervision; NBH Annual Reports, 1989-1994; International Monetary Fund;
Vittas and Craig, Competition and Efficiency in Hungarian Banking World Bank Policy Research
Working Paper Series, October 1992.
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Poland

At the end of 1995, Poland had 84 banks and 1,532 cooperatives. (At the end of 1991, 74 banks
operated in Poland). While most banks are private, the state continues to dominate the banking system on
a book-valued basis as it pursues a gradual transition to private banking.17 The 15 largest banks (of which
10 are still majority or whoily state-owned) control about 60-75 percent of banking system resources.
Commercial and specialized state banks dominate the banking market on a stock basis, although the two
largest specialized banks, BGZ and PKO BP, face significant loan losses.' Before write-offs, SOCBs
control about 60 percent of assets, 63 percent of loans, 77 percent of deposits, and 70 percent of capital
and reserves. The average state bank (prior to write-ofls) has US$ 1.5 bilion in assets, U$ 565 milion in
loans, USS 1 billion in deposits, and US$ 110 million in capital. In the meantime, as elsewhere in Central
Europe, private banks have been increasingly and largely responsible for new assets, loans, deposits and
capital in the banking system since 1991 on a flow basis. The one area where SOCBs have maintained a
strong competitive position has been with deposit mobilization, until recently due to preferential
govemnment guarantees on deposits not provided to private banks (see Section IV). This has given them a
significant resource advantage in a country lacking a weU developed inter-bank market. The strucre of
the Polish banking system is profiled in Table 5.

17 Four of its six specialized banks-BGZ (agriculture), PKO BP (domestic currency savings), PKO
SA (foreign currency savings), Bank Handlowy (foreign exchange)-accounted for about a third of
banking system assets (31 percent) at end 1995. The nine regional commercial banks spun off by the
central bank accounted for another 29 percent of assets. Among these commercial banks, those stil under
majority state control accounted for 16 percent of total assets by 1995 with the privatization of
Wielkopolski Bank Kredytowy (1993), Bank Slaski (1993), Bank Przemyslowo Handlowy (end of 1994),
and Bank Gdanski (end of 1995). On a market basis, these figures would change after the write-down of
nonperforming assets.

The MoF announced a plan in 1995 to consolidate the remaining state banks around two of the
Specialized banks (PKO S.A. and Bank Handlowy). A first step was taken by transferring all the
remaining state shares in Bank Przemyslowo Handlowy (46.6 percent) to Bank Handlowy.
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Table 5: Profile of the Polish Banking Sector (1991-1995)
Assets Loans Deposits Capital

1991 1995 1991 1995 1991 1995 1991 1995
In mn US$:
Majority State* 35,224 34,513 14,845 13,100 18,525 24,818 3,371 2,438
Minority State** 361 8,888 185 3,279 216 5,493 45 1,047

o/w Blocking*** 160 2,770 89 1,019 109 1,588 34 315
Private 1,377 18,670 2,110 6,032 425 3,977 157 436
Total 36,363 62,071 17,140 22,412 19,166 34,288 3,573 3,922
In mn USS
Avg. Majority State 1,214 1,569 512 596 639 1,128 116 111
Avg. Minority State 45 1,111 23 410 27 687 6 131

o/w Blocking 40 923 22 340 27 529 8.5 105
Avg. Private 37 346 57 111 12 74 4 8
Avg. Total 500 739 232 267 259 408 48 47
In % of Total:
Majority State 95 56 87 58.5 97 72 94 62
Minority State 1 14 1 15 1 16 1 27

o/w Blocking 0 4.5 0.5 4.5 1 5 1 8
Private 4 30 12 27 1 12 4 11
Total 100 100 100 100 100 100 100 100
As % of GDP:
Majority State 48 30 20 11 25 21 5 2
Minority State 0 8 0 3 0 5 0 1

o/w Blocking 0 2 0 1 0 1 0 0
Private 2 16 3 5 2 3 0 0
Total 50 54 23 19 26 30 5 3
* Direct and indirect state ownership based on 50% plus 1; in 1991, there were 29 such banks; in
1995, there were 22.
** Direct and indirect state ownership of blocking minority share; in 1991, there were eight such
banks; in 1995, there were still eight.
***Blocking minority is defined as a substantial minority share allowing control over governance.
Generally, those banks with strategic or significant foreign investnent have not been counted towards
blocking state minority banks; in 1991, there were four such banks; in 1995, there were three.
Note: Estimates are used for BGZ and Polish Investment Bank.
Sources: NBP Information Bulletins, 1994-1995; World Bank.
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Slovenia

As found elsewhere in Central Europe, the Slovenia's state banks play a major role in banking,
but this role is steadily diminishing as private banks emerge. In 1991, 30 banks operated in Slovenia.
Among these, the GoS did not have a majority share in any bank. Rather, it had a minority share of 12
percent in the largest bank in the country (LBdd), which in turn owned majority shares in all 12 members
of the LB system. The 1993-1994 takeover of LBdd and two other banks by the state-owned Bank
Rehabilitation Agency thus effectively nationalized the whole LB system. In addition to acquiring full
ownership in LBdd (1993), KBM (1993), and KBNG (1994),'9 the BRA gained majority control over the
other 10 banks of the LB system, with the transfer of preference shares held by the parent bank (up to 51
percent) in each member bank to the BRA. Since then, the BRA has sold the preference shares held by
Nova Ljubljanska Banka (LBdd's successor) in four of the largest former member banks in 1994.2° As a
result, of the 31 banks in Slovenia in 1996, 21 the state now owns 100 percent of NLB and NKBM
(successor of KBM), majority shares in the six remaining member banks,22 a minority share in another
former member bank,23 and 100 percent of a bank through the state-owned postal system (Postna Bank).
This accounts for 49 percent of assets, 43 percent of loans, and 47 percent of deposits. (The average state
bank has USS 677 million in assets, USS 238 million in loans, USS 363 million in deposits, and USS 61
million in capital.) Notwithstanding state ownership in the banking system, private banks have emerged
in the Slovene market in recent years. These private banks have a larger share of assets, loans, deposits,
and capital than found in other Central European countries. In particular, the private banks are better
capitalized than their state-owned competitors. By end 1995, SOCBs accounted for only 26 percent of
total capital even after three years and DM 2.2 billion (US$ 1.4 billion) in recapitalization. As found
elsewhere, on a flow basis, private banks now account for most new asset growth, lending flows, deposit
mobilization, and capital increases. The structure of the Slovene banking system is profiled in Table 6.

19 Komercialna Bank Nova Gorica merged with KBM as of January 1, 1995.
.20 These are Dolenjska Banka Novo Mesto, Splosna Banka Koper, Gorenjska Banka Kranj and
Banka Celje. All four banks gained independence to carry out international operations in February 1994.
BRA then sold the preference shares held on behalf of NLB to all four banks by December 1994.
21 Including the "old" Ljubljanska Banka and the "old" Kreditna Banka Maribor.
22 The remaining LBS banks are: LB Koroska, LB Splosna Banka Velenje, LB Pomurska, LB
Banka Domzale, LB Banka Zasavje, and LB Posavska. The first three of these have a license for domestic
operations and all foreign payments, while the latter three have a license for domestic operations and
foreign payments excluding foreign currency deposits. All six continue to be 50.6 percent owned by NLB.
23 Until 1996, Banka Noricum (formerly LB Razvojna) was 51.65 percent owned by foreign
investors, 23.6 percent by NLB, and 18.72 percent by companies. In 1996, the Italian firms and NLB sold
their shares to Banka Celje, which now owns 76 percent of Banka Noricum.
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Table 6: Profile of the Slovene Banking Sector (1991-199
Assets Loans Deposits Capital

1991 1995 1991 1995 1991 1995 1991 1995
In mn US$:
Majority State* 0 6,090 0 2,141 0 3,263 0 552
Minority State** 4,993 49 2,124 29 1,707 27 545 14

o/w Blocking 0 0 0 0 0 0 0 0
Private 746 6,187 290 2,855 570 3,631 565 1,520
Total 5,739 12,325 2,414 5,025 2,277 6,921 1,110 2,086
In mn USS
Avg. Majority State 0 677 0 238 0 363 0 61
Avg. Minority State 357 49 152 29 122 27 39 14

o/w Blocking 0 0 0 0 0 0 0 0
Avg. Private 75 295 29 136 57 173 57 72
Avg. Total 239 398 101 162 95 223 46 67
In % of Total:
Majority State 0 49 0 43 0 47 0 26
Minority State 87 0 88 1 75 0 49 1

o/w Blocking 0 0 0 0 0 0 0 0
Private 13 50 12 57 25 52 51 73
Total 100 100 100 100 100 100 100 100
As % of GDP:
Majority State 0 36 0 13 0 19 0 3
Minority State 81 0 34 0 28 0 9 0

o/w Blocking 0 0 0 0 0 0 0 0
Private 12 36.5 5 17 9 21 9 9
Total 93 73 39 30 37 41 18 12
* Direct and indirect state ownership based on 50% plus 1; in 1991, there were no such banks; by end
1995, there nine.
** Direct and indirect state ownership of blocking minority share; in 1991, there were 14 such banks;
by end 1995, there was only one.
Note: Data exclude the savings banks and savings cooperatives. 1991 minority state bank asset and loan
totals based on World Bank staff estimates. All 1995 figures are preliminary.
Sources: Bank Slovenije Bulletins 1995-1996; World Bank.

Privatization

Bank privatization is critical to the success of financial sector reform in Central Europe.
However, on a balance sheet basis, a sweeping transfer of bank ownership has yet to take place.
Privatization of banks has been slow due to a lack of political consensus, as well as because of the
financial or structural problems faced by these banks which render them unattractive to potential
purchasers. More often, privatization has stalled because the state is openly reluctant to privatize some
banks, such as savings banks,24 due to their importance to the household and inter-bank markets. While

24 Ceska Sporitelna was included in the first wave of Czech privatization program through which

37 percent of its shares were offered for vouchers and 20 percent was sold to towns and municipalities,
while 40 percent was retained by the state. Slovenska Sporitelna was removed from the Slovak Republic's
second voucher scheme for its 'Wtrategic" value to the economy. OTP was only recently divested by Gol
with 50 percent ownership in the hands of domestic and international investors, 20 percent held by the
state-owned health and pension funds, five percent bought by employees, and the government retaining a
25 percent plus one share. In Poland, both PKO BP (domestic currency savings bank) and PKO SA
(foreign currency savings bank) are still 100 percent state-owned, though MoF plans put forward in 1995
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savings banks represent a special case, retention of other specialized banks that have been traditional
lenders to state fanrs, agricultural cooperatives, and state industries has delayed privatization in the
banking sector and often (Hungary, Poland, Slovenia) limited lending to the growing private sector.
Acquisitions by foreign banks have often been restricted to minority shares due to barriers set up by
governments. In some cases, foreign investors have decided against acquiring state banks because of the
difficulties involved in turning these institutions around (Hungary, Poland). In other cases, even majority
private ownership (or at least divestiture by the state) does not reflect true control of a bank, since the state
retains disproportionate control over many of the largest banks (all countries) and several smaller ones via
large stakes, blocking shares and explicit veto rights (all countries except Slovenia).

On the other hand, prospects for privatization are now improving. Partial privatizations have
taken place in all countries, including recent successes in Hungary (OTP, Budapest Bank) and renewed
interest in Poland. Regulations regarding maximum foreign ownership of state-owned entities have been
relaxed in some instances where banks do not have major market positions,25 setting a precedent for future
transactions. In other cases, state shares have been reduced to accommodate privatization transactions
(OTP in Hungary). Table 7 summarizes divestitures and privatization in the banking sector to date.

Table 7: Summary of Bank Divestitures and Privatizations in Central Europe through 1995
No. of Banks Privatized Methods

Czech Komercni, Investicni, Ceska Vouchers, General Depository Receipts; direct
Sporitelna, Zivnostenska investment; liquidation

Slovak Vseobecna Uverova, Investicni a Vouchers, direct investment
Rozvojova

Hungary OTP, Budapest, MKB, AVB, Initial public offerings; General Depository
Receipts; tenders; direct sales; liquidation

Poland Wielkopolski Bank Kredytowy, Bank Initial public offerings; tenders; General
Slaski, Bank Przemyslowo Depository Receipts
EHandlsowy, Bank Gdanski

Slovenia SKB, Abanka, Banka Celje, Splosna Direct investment
B. Koper, Gorenjska B. Kranj,
Dolenjska B. Novo Mesto

Sources: World Bank.

Czech Republic

Only in the Czech Republic was privatization of the banking sector treated as an important and
urgent matter. Recognizing that the commercial banks created from the monobank system inherited
significant stocks of nonperforming loans from the central planning era, GoC developed a two-staged
program to financially restructure and then privatize the new banks (see Section llI). By end 1995, the
four major banks (Komercni, Investicni, Obchodni, Ceska Sporitelna) accounted for 62 percent of banking
system assets, and were 47-63 percent divested by vouchers (with the state-owned National Property Fund,
or NPF, retaining the largest block of shares). While not fully privatized, the banks were effectively
'borporatized" with the expectation that full privatization would occur after additional restructuring, and
as acoession to the EU neared. Zivnostenska Bank, the smaller of the two foreign trade banks, was fully
privatized through vouchers and direct sale to foreign institutions.

Despite the Czech Republic's success with partial privatization, banks remain vulnerable for
several reasons: (i) operational weaknesses (credit management, internal supervision), partly due to the

would privatize up to 51 percent of PKO SA. In Slovenia, where no traditional savings bank existed, fully
state-owned NLBdd controls close to a quarter of total deposits.
25 For example, the Czech Republic's sale of Zivnostenska Banka to Berliner-und-Frankfurter Bank
and the IFC in 1992. Zivnostenska has about 2 percent of banking system assets.
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lack of competition resulting from oligopolistic structures that are only now showing evidence of change;
(ii) reliance on good loans from blue chip businesses to cross-subsidize bad loans at a time when some
blue chip companies are taking their banking business to new private and foreign banks; and (iii)
insufficient restructuring in some of the large enterprises which are large debtors to the banking system.26

With new evidence that foreign banks are beginning to attract business from some of the major
Czech firms, large domestic banks may lose some of their best clients which have provided them with
needed liquidity. Consistent with the Czech Republic's open encouragement of foreign investment,27

foreign banks are already adding competitive pressure to domestic banks. This may leave SOCBs in a
weaker financial and market position, reducing their potential privatization values. Table 8 profiles bank
privatization in the Czech Republic.

26 For a discussion on how this affects private sector development in the Czech Republic, see Borish

and Noel, Private Sector Development During Transition' World Bank, 1996.
27 Foreign banks have been active in the Czech Republic since 1990. In 1990, there were five banks
with foreign capital in Czechoslovakia. By 1993, there were 30. The first foreign bank to receive a license
was Citibank, in 1991. Eleven of the current 30 foreign banks have partial foreign capital, while 19 are
fully foreign. The majority of these banks are German and Austrian. Among the foreign banks in the
Czech Republic are GiroCredit, Raiffeisen Zentrale Bank, and Bank Austria (Austria); Commerzbank,
Bayerische Vereinsbank, and Hypobank (Germany); ING (Netherlands); Credit Lyonnais and Societe
Generale (France); Bank Nationale de Paris-Dresdner (50-50 percent owned France and Germany); and
Citibank (US). Banks with foreign capital now account for 21 percent of total assets. However, some
restrictions still persist, such as a 25 percent limit on foreign ownership of state banks (although this was
waived in 1992 in the case of Zivnostenska Banka). While foreign banks concentrate on corporate
customers, some, such as Raiffeisen Zentrale and ING, have also opened offices directed towards retail
customers.
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Table 8: Bank Divestiture and Privatization in the Czech Republic
Bank and Attributes Method Ownership

Ceska SRoritelna: Founded in 1992: Vouchers. State (40%); private
1825, became Czech Savings Bank shareholders (37%); towns and
in 1991; 25% of total banking municipalities (20%).
assets (1995).
Komercni: Founded in 1990, joint 1992: Vouchers (53%); NPF State (48.7%); Czech
stock since March 1992. Active in (44%); restitution (3%). Sold corporate entities (27.9%/6),
insurance and pension markets; 3.2% equity in non-voting Slovak corporate entities
20%/o total banking assets. rights GDR's for USS32 (23.4%).

million (June 1995). State
share to go down to 34% by
end 1996.

Investicni a Postovni Banka: 1992: Vouchers NPF (47.4%); 80 IPFs
Founded in 1948, reorganized in (42.4%); restitution funds
1990, split into Czech and Slovak (3%); individual investors
banks in 1992. In 1993, Investicni (7.2%)
merged with the postal bank.
Obchodni: Founded in 1965 as the Expected in 1996 Czech Nat'l Bank (26.5%);
foreign trade bank, now active in Slovak Nat'l Bank (24. 1%);
factoring, leasing, bonding and MinFin (19.6%); NPF
warehousing. (19.6%); employees/others

(10.2%)
Zivnostenska: Founded in 1868 as 1992: Voucher, direct sale; Coupon holders (48%);
the foreign currency deposit bank, 1995: K 70 million (5.2%) Berliner Handels-und-
had 2% banking system assets Frankfurter Bank (40%); IFC
when privatized. (12%)
Sources: Annual reports of banks; central banks; Bankers' Almanac (1992-1996); East European
Banker; Dow Jones Telerate Bank Register (1994-1995).

Slovak Republic

As elsewhere in Central Europe, the Slovak Republic's approach to bank privatization has been
slower than with most enterprises, although GoS has permitted the entry of new private and foreign
banks. The Slovak Republic partly privatized two large state banks (VUB and IRB) in 1992 when the
Slovak Republic was still part of the CSFR. The National Property Fund holds large minority stakes in
these banks, reducing the privatized share of these banks to about 65 percent of IRB and 50 percent of
VUB. Since 1992, no privatization has occurred in the banking sector. The savings bank (Slovenska
Sporitelna) was removed from the privatization list in 1995.

By the end of 1993, initial progress had been made in the banking sector. More bank credit for
the private sector was available. Banks began to follow better lending practices, and to exercise more
caution than before with regard to loans to SOEs. There was a slight increase in net margins as bank
management began to apply more market-based practices to their deposit mobilization and lending
strategies. Despite the lack of privatization, there have been steady improvements in the Slovak state-
owned banking system. This is largely due to improved management and governance and the imposition
of hard budget constraints on most loss-making enterprises. these developments have been prompted by
increasing recognition of loan losses (see Section IV), and the need for increased provisions for those
losses. The Banking Act of 1995 includes legislation directed at the need for continued state bank
restructuring. These banks will undergo restructuring programs to be more competitive as banks (e.g.,
clean up their bad loan portfolios, improve their lending practices and credit risk evaluation capacity,
strengthen their funds management capacity), as well as to better adapt to new supervision requirements
which have been introduced in recent years (e.g., international accounting standards, disclosure
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requirements). However, the legislation does not provide a timetable for bank privatization. Table 9
profiles the course of bank divestiture and privatization in the Slovak Republic since 1992.

Table 9: Bank Divestiture and Privatization in the Slovak Republic
Bank and Attributes Method Ownership

Vseobecna Uverova Banka (VUB): 1992: Vouchers (52%); NPF (47.8%); state-owned
Founded in 1990; has close to 30% assets. rest to be privatized restitution fund (3%/o); IPFs

eventually. and companies (35.20/%);
individuals (14%);

InvesticnaBankaRozvoiova (IRB): 1992: Vouchers (51%); NPF (35.1%); restitution
Founded in 1992; 9% of total assets; capital increase in 1995 (2.2%); IPFs, companies,
portfolio is largely SOEs. increased private share individuals (62.7%/o);

to 65%.
Slovenska Sporitelna Bratislava (Savings Transferred to NPF; NPF (100%).
Bank. SSB): Founded in 1842; granted initially included in
universal banking license in 1990 to enter second wave of
the lending market; leader in retail privatization via NPF;
deposits. removed from list in

1995.
Konsolidacna Banka Bratislava (KBB): None specified. State (100%).
Founded in 1993 as the 'loan hospital".
Slovenska Zaruchna (SZB): Founded in None specified. State (100%).
1990 for guarantees to small and medium-
sized firms.
Sources: Annual reports of banks; central banks; Bankers' Almanac (1992-1996); East European
Banker, Dow Jones Telerate Bank Register (1994-1995).
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Hunar

Wbile Hungary has been open to new bank start-ups and foreign investment in the banking
sector,23 privatization of SOCBs has been slow until recently due to (i) deterioration in the banks' loan
portfolios, reducing their attractiveness to outside buyers; (ii) their lack of structural preparation for
privatization; and (iii) political indecision. The market was opened to new entrants in 1989 to encourage
foreign banks, joint ventures, and new private banks. In 1994, MKB (the Foreign Trade Bank) was partly
privatized, and the remaining state share was privatized in 1996. OTP (the National Savings Bank) was
partially privatized in July 1995 through an international and domestic share offering. Budapest Bank was
privatized in December 1995 through a direct sale to foreign strategic investors.29 Thus, by end 1995,
about three quarters of Hungary's banks were majority private.

Until 1995, and at great fiscal cost, Hungary pursued a policy of continuous recapitalization of
large SOCBs with large exposure to nonperforming SOEs. This perpetuated SOCB control over large
stocks of banking system resources, and provided them with an unfair advantage of access to fiscal
resources that were not available to private banks. Nevertheless, despite USS 3.5 billion in four
recapitalizations (see Section IID, these banks remained weak and required additional injections of
capital. By 1995, and against a backdrop of weakening macroeconomic fundamentals, the government
decided it would accelerate the privatization of these troubled banks rather than attempt additional work-
outs and costly recapitalizations. The remaining 14 SOCBs, including three of the largest six banks, are
expected to be privatized by end 1997. Table 10 highlights divestiture and privatization transactions in the
Hungarian banking sector by end 1995.

28 The total asset share of banks with foreign capital in Hungary has increased from less than 5
percent in 1989 to 23.5 percent in 1995. In addition, these banks held 26.5 percent of customer loans, 20
percent of customer deposits, and 35.2 percent of total shareholders' equity. Among the foreign banks
active in Hungary are Creditanstalt (Austria), Citibank (US), ING (Netherlands), and Dresdner Bank
(Germany). Banque Nationale de Paris (France), Dresdner Bank and K&H had a joint venture together,
which has become 100 percent owned by the two foreign investors in 1995. Unicbank, the country's tenth
largest and one of its most successful private banks, was founded as a joint venture in 1986 with 94
percent of shares owned by Reiffeisen Zentrale Bank (Austria), and 6 percent by Industrial Cooperatives
Holding. Bayerische Landesbank Girozantrale (Germany) bought a 25 percent stake in MKB during the
latter's privatization and increased its share to 50 percent in May 1996 by purchasing the government's
remaining 25.6 share. Postabank and CIB were also founded with majority foreign capital.
29 A 33.4 percent equity stake in OTP was privatized in July 1995 through an international and
domestic share offering. The government retained 25 percent plus one, while 20 percent equity was
transferred to state-owned social security funds and 5 percent to employees. After a failed tender in mid-
1995, Budapest Bank was finally privatized in December 1995, when US-based General Electric Capital
and the UK-based European Bank for Reconstruction and Development (EBRD) purchased a 60 percent
stake for USS 87 million. GEC will hold 27.5 percent, while EBRD will hold 32.5 percent of the bank. If
the bank had not been privatized by December 15, 1995, it would have had to pay back the HUF 12 billion
(USS 86 million) in capital reserves which it had received from the state in December 1994 in an attempt
to ensure its privatization. In accordance with the present banking law, which requires government
permission if the foreign investment in a Hungarian bank exceeds 10 percent, GoH granted approval for
the purchase of a majority stake by the two foreign entities.

20



Table 10: Bank Divestiture and Privatization in Hungary
Bank and Attributes Method Ownership

National Savings and Commercial July 1995: 20% int'l GDR Domestic investors (27%/e);
Bank(OTP): Founded in 1949 as offering (USS53.2 mn), employees (5%/e); GoH (25% + 1);
the savmgs bank, the largest bank maximum 5% per investor; health & pension funds (20%);
in the sector. Minimum required 5.5% IPO to domestic 100 international investors (20%/6);
GoH share reduced from 50% to investors; altogether 33.4% syndication leaders Creditanstalt
25% at end 1994. Shares on BSE. equity sold (USS 88.9 mn). and Schroders (2.9%).
Hungarian Foreizn Trade Bank Tender/share offerings in Bayerische Landesbank
(MKB): Founded 1950; 4th largest 1994. Privatization Girozentrale (50.8%/6); EBRD
bank in assets; profitable loan completed May 1996. (16.7%); DEG (8.33%/o); legal
portfolio. entities, individuals, other (34%).
Budapest Bank: Founded 1987; January 1996: Direct sale of GE Capital (27.4% + operational
6th largest bank; progress with 60% to two international control) + EBRD (32.4%/6) have
loan portfolio; expanding retail; strategic investors (GE option to increase stake by 22.8%;
recapitalized 12/93 and 12/94. Capital and EBRD). investors + individuals (17.4%).
Iparbankhaz: Founded in 1984. Liquidated June 1996. None.
Konzumbank: Est. 1986; burdened To be privatized. MBFB (84.6%), State (10.7%),
by bad loans, losses. APVRt (1.6%), others (3.1%).
Marvar Hitel Bank (MHB): Est. To be privatized; recently GoH (75%/6); agr. coops + private
1987, burdened by bad loans, acquired Agrobank shareholders (25%); min. GoH
losses from inherited portfolio. stake down from 25% to 17%.
Dunabank: Founded 1989. Deposits and banking 100% APVRt until full
Surrendered banking license in branch sold to ING Bank in liquidation.
May 1996. Operating as March 1996 tender. Loans
specialized institution until of HUF 1.2 billion and HUF
remaining assets are sold off. 1995 400 million net assets
assets of HUF 15.3 billion. remained in the bank.
Altalanos Vallalkozasi Bank Sold to Westdeutsche Westdeutsche Landesbank (58%);
(AVB): Founded 1985. Landesbank in 1994. other domestic entities (42%).
Postabank (quasi-private): Est. Domestic public offering in Minimum GoH ownership down
1988 as joint venture between mid-1995 to raise capital. from 25% to 17%. Present state
Austrian Postbank, EA Generali share about 30.6%.
AG, and Hungarian post office.
MHB-Daewoo: Est. 1988. Daewoo bought MNB's 100% owned by Daewoo.

50% share in 1995.
Takarekbank: Est. 1989. Savings coops purchased MoF (65.3%), cooperatives'

33% equity stake in 1996; (33%/6), Hungarian incorporated
expected to increase share entities (1.7%).
to 51%; foreign investor
targeted for > 25%.

Leuni-Hitel Bank: Est. 1990 as a Leunii Bank purchased Leumi Bank (100%).
joint venture. MHB's 50% share in 1995.
BNP-KH-Dresdner: Est. 1991 as End 1995, BNP + Dresdner BNP (50%/6), Dresdner (50%/6).
joint venture. bought K&H's 26% share.
Altalanos Ertekforgalmi Bank Tender won by Gazprom To be owned 100% by Gazprom
(AEB): Est. 1987. Capital: Central Bank (Russia) to raise Bank (preliminary agreement with
European Dev. Corp. (Canada) capital by HUF 3.5 billion CEDC for Gazprom to purchase
=50%; APVRt = 50%. to 4.5 billion by end 1996. its stakes).
Sources: Annual reports of banks; central banks; Bankers' Almanac (1992-1996); East European
Banker; Dow Jones Telerate Bank Register (1994-1995); Econews (1995-1996).
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Poland

As in the other Central European transition countries, there has been only gradual and limited
privatization in the Polish banking sector. While many new private banks have been established (and
periodically liquidated) and some foreign investment made,30 Poland has resisted full-scale privatization
of the banking system. Four of the nine major regional SOCBs have been partly privatized 31 as have two
smaller specialized banks. Privatization value has approximated USS 110 million,32 transacted via share
offerings, tenders and direct sales.

GoP policy now appears to be more open to FDI to increase capital, and to promote consolidation
in the banking system. In July 1995, the MoF made a proposal to consolidate the remaining state-owned
banks around two large banks (Bank Handlowy and PKO SA), in the hope of facilitating their subsequent
privatization.33 According to this plan, Bank Handlowy and Bank PKO SA would be given control over
four of the commercial banks not yet privatized, the residual state share in another which was partially
privatized, and another specialized bank also partially privatized. Two other commercial banks (Bank
Zachodni and Powszechny Bank Kredytowy) would be privatized separately by the end of 1996. While the
transfer of the residual state share in one bank to Bank Handlowy has already taken place (late 1995),
significant components of the consolidation plan have yet to be settled. In October 1995, the MoF
proposed that Bank Handlowy and PKO SA be sold by the end of 1996, with 51 percent of the shares in
each going to pensioners and public employees as compensation for reduced wages in 1991 and 1992,
later judged illegal by the courts. To date, it does not appear that the consolidation plan has included the
option of selling the state banks to the SOCBs that have already been privatized.34

If consolidation occurs, it should favor larger domestic and foreign banks at the expense of small
private banks and cooperatives. Many Polish banks have a number of problems which undermine
competitiveness, including insufficient capital, still high stocks of bad loans, and weak management.
According to the National Bank of Poland, Poland's 85 banks have a total of US$ 3.5 billion in capital,
about USS 40 million on average. NBP claims 58 banks have capital of less than Zl 15 million (about US$

30 From 1992 until early 1995, the central bank refused to issue licenses to foreign banks unless

they invested in existing Polish banks. The first two privatizations (WBK, Slaski) generated an
unenthusiastic response from foreign banks. Without the option of establishing their own independent
franchises, foreign investment in the banking sector remained low in Poland. The London Club
Agreement in late 1994, combined with an improving economy and prospects for EU Association are
likely to increase foreign investor interest. In late 1994, there were 10 foreign applications for licenses to
operate in Poland, including from Deutschebank (Germany) and Chase Manhattan (US). Foreign banks
already active in the Polish market (having entered beforelby 1992) included Creditanstalt (Austria), ING
(Netherlands), and Citibank (US).
31 Wielkopoloski Bank Kredytowy, Bank Slaski, Bank Przemyslowo Handlowy, and Bank Gdanski.
32 US$ 45 million for Wielkopoiski Bank Kredytowy, Bank Slaski, and Bank Przemyslowo; USS 55
million for Bank Rozwoju Eksportu, Polski Bank Rozwoju, and Bank Gdanski.
33 The MoF proposal, made public and developed through the second half of 1995, foresees two
large groups of banks, headed by Bank Handlowy and Bank PKO SA. Bank Handlowy is to take control of
Pomorski Bank Kredytowy in Szczecin and the remaining shares (46.6 percent) in Bank Przemyslowo
Handlowy (the latter transfer having taken place in late 1995). Bank Pekao SA will take control of
Powszechny Bank Gospodarczy, Bank Depozytowo Kredytowy, and Polski Banka Rozwoju (Polish
Development Bank). (As an earlier sign of consolidation, Bank Przemyslowo Handlowy in Krakow,
Wielkopolski Bank Kredytowy in Poznan, and the Polish Development Bank in Warsaw signed a letter of
intent to merge in 1994, although this has not occurred. The PBR is experienced in project finance, while
the other two have extensive branch networks and commercial bank experience. The German-based
Commerzbank has agreed to take a 20 percent share of the PBR, which could also help with trade finance,
bond underwriting, and other fee-generating services.)
34 Given the small size of the SOCBs when they were broken up from the monobank system into
reginal commercial banks, this would seem to be a rational option, although it is also uncertain if the
privatized SOCBs would be interested in any of the remaining SOCBs.
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6 million), the minimum NBP believes banks need to be competitive.35 Undercapitalization results in low
lending limits, smaller and fewer loans, and generally low levels of financial intermediation (see Section
I). Thus, NBP may encourage a policy of consolidation to correct these weaknesses. It is expected that
privatization will accelerate in the banling sector to bring Polish banks in line with international
standards and practices, now that many of the SOCBs have had time to adapt to changes in legislation and
prudential regulations. One recent development that may signal a change in this direction is the
willingness of the National Bank of Poland to once again allow foreign investment in start-up financial
operations, rather than being required to invest in existing Polish franchises. However, privatization
might also be slowed by the Warsaw Stock Exchange's limited capacity to absorb prospective
privatizations. There are also political hurdles to overcome, as past transactions have been charactized
by delays and (sometimes) negative publicity which have slowed the privatization process.36 Table 11
profiles bank privatization in Poland through 1995.

35 This is the EU minimum capital required for a fully licensed bank, and likely the basis for NBP's
determination.
36 Confusion associated with the privatization of Bank Slaski led to a postponement of the

privatization of Bank Przemyslowo Handlowy w Krakowie (the Bank of Industry and Commerce), the
Krakow-based bank originally scheduled to be sold in June 1994, and finally sold in January 1995. The
remaining six commercial banks also delayed their timetables for privatization.
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Table 11: Bank Divestiture and Privatization in Poland
Bank and Attributes Methods Ownership

Wielkopolski Bank Kredvtowy: Partial privatization via WSE Private domestic (27.2%); EBRD
Est. 1989; 9th largest in assets IPO in April 1993 and direct sale (28.5%); Allied Irish (16%);
in 1995. for US$ 8.3 million (from state to State (14%); employees (14.3%):

Allied Irish in 1994-1995)
Bank Slaski: Est. 1989; 7th Partial privatization via tender in State (37.4%/o); private investors
largest in assets in 1995; most December 1993, shares on WSE (26.8%); ING (25.9% + control
loans in unprofitable steel of management and operations +
sector. option on next 3 0%); employees

(9.9%/.)
Bank Przemvslowo Handlowv Half of shares offered by IPO in Bank Handlowy (originally state,
(BPH): Est. 1989; 8th largest 1995 (with 3% to managers and 46.6%); banks and other domestic
in assets in 1995; most loans to employees at preferential rates). investors (29%); EBRD (15%);
FSM, car maker taken over by ING (5.3%/o); Daiwa (4.6%)
Fiat in 1993.

Export Develogment Bank Partial privatization (47.5%/o) Commerzbank (21%/6); Ministry of
(BRE): Est. 1986 for export through IPO (July 1992) and Foreign Economic Relations
and foreign exchange; 15th capital increase and sales on (9.3%), Pioneer First Polish Trust
largest in assets in 1995. Warsaw Stock Exchange (1994); Fund (8%6), Polish and foreign

Commerzbank purchase of DM other banks (2-3 % each); trade
80 million companies (1-3 % each).

Polish Development Bank Partial privatization through IPO State (62.5%); Industrial
(Polski Bank Rozwoiu): (1995) adding 14% capital to Development Agency (16.3%);
Est. 1990; 19th largest in assets PBR. foreign (17.6%), other (0.9%)
in 1995; 300 employees;
project finance
Bank Gdanski: Est. 1989; 10th Privatization through GDR's and State (37%), local (35.7%/o, o/w
largest in assets in 1995; 44 local IPO (December 1995); Bank ING 24.07%), employees
branches. 60.06% equity privatized. (40/o), international investors

(24%).
Powszechnv Bank Kredtvtowv Privatization delayed due to bad State (100%).
(PBK. Warsaw): Est. 1989; 6th loans, weak credit controls and
largest in assets in 1995. procedures
Powscechny Bank Gospodarczv To be sold by end 1996. State (100%).
(PBG. Lodz): Est. 1989.; 5th
largest in assets in 1995.
Bank Zachodni: Est. 1989; To be sold by end 1996. State (100%).
11th largest in assets in 1995.
Bank Handlowy: Est. 1969; 4th To be privatized as part of a State (100%).
largest in assets in 1995; group pending consolidation
former foreign trade bank. proposals.
BGZ: Est. 1919; 3rd largest in To be privatized within the next State (56%); cooperative banks
assets in 1995. three to four years. (44%).
PKO SA: Est. 1929; 2nd To be privatized as part of a State (100%).
largest bank in assets in 1995; group pending consolidation
former monopolist on foreign proposals.
currency deposits.
Sources: Annual reports of banks; central banks; Bankers ' Almanac (1992-1996); East European
Banker; Dow Jones Telerate Bank Register (1994-1995); Gazeta Bankowa (1995-1996).
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Slovenia

In Slovenia, there has been some minority privatization of SKB and Abanka, two of
Slovenia's largest banks which account for about 15 percent of total banking system assets. There has also
been additional investment in private banks, including foreign investment, primarily from Austria,
Germany and Italy.37 However, Slovenia's nine state banks control 43 percent of assets and 33 percent of
deposits. Instead of privatized banks controlling the balance, 21 new private banks have emerged to
capture these markets.

Slovenia's focus has been on bank rehabilitation in advance of privatization. Slovenia initiated
banking sector reform by placing three of its largest banks under the control of the Bank Rehabilitation
Agency, and then pursuing a 'good bank-bad bank approach" in which the Ljubjanska Bank system (i)
shed its six sister banks, and (ii) re-emerged as two banks, one with a new and cleaned-up balance sheet
and the other with residual problem assets from the earlier period (see Section I11).38 In the case of
Komercialna Banka Nova Gorica, the GoS attempted to privatize and restructure simultaneously.
However, as privatization efforts failed, this bank was also taken over by the BRA, and eventually merged
with Kreditna Banka Moribor.39

By end 1995, there were 31 banks operating in Slovenia. The small size and lack of independent
infrastructure of some former Ljublijanska banks, as well as the new minimum capital requirement of DM
60 million (in effect since September 1995) make consolidation likely. This is expected to begin with the
launching of formal privatization as early as 1996. Table 12 highlights bank restructuring and
privatization in Slovenia through 1995.

37 Most of the foreign banks active in Slovenia are Austrian, and have preferred to enter the market
by purchasing shares in existing local banks. They include (i) Bank Austria, which in 1991 set up a joint
venture (Bank Austria Mesana Banka) to operate in the foreign currency deposit market; (ii) Creditanstalt,
which acquired 55.3 percent of the private bank, Nova Banka, in 1992 (renamed Creditanstalt Nova
Banka); and (iii) Volksbank, which owns 73 percent of Stajerska Banka in Celje. The German Raiffeisen
Zentralbank group (RZB) took a stake in Abanka in 1992. Foreign capital composes 20 percent of SKB's
capital (EBRD and Smith New Court, both from the UK). Several Italian companies have a majority stake
in Banka Noricum, formerly Razvojna Banka of the Ljubljanska network. Apart from these foreign
investments in existing Slovene banks, Societe Generale (France) opened a subsidiary in December 1993,
while companies from the US, Austria, and Switzerland founded Factor Banka (their share of capital
being 40, 15, and 15 percent, respectively).
3S Established in 1992, the BRA had a mandate to restructure the banks, return them to solvency,
and prepare them for eventual privatization. LBdd came under BRA control in January 1993 and KBM in
March 1993. In July 1994, the two banks were split into two, separating the "good" bank and the "bad"
bank. The good banks were re-founded under the new names of Nova LBdd and Nova KBM, and assumed
most of the previous assets and liabilities of the previous banks.
39 In July 1993, a public tender was announced to attract a potential investor in Komercialna Bank"
Nova Gorica (KBNG). The GoS was to assume the bad debts of the banks to a point such that the capital
would be zero, and the potential investor was expected to raise the incremental capital. However, as this
privatization method failed, KBNG was also taken over by the BRA in early 1994. Upon reports
indicating that the bank was too small to be rehabilitated independently, it was merged with Kreditni
Banka Moribor as of January 1, 1995.
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Table 12: Bank Divestituture and Privatization in Slovenia
Bank and Attributes Method Ownership

Nova Liublijanska Banka (NLB): Est. Re-nationalized in 1993 100% owned by BRA.
1955; largest bank; with loss of regional when taken over by state-
network (1994), activities are now focused owned BRA.
on the city of Ljubljana; acquired
Gospodarska Banka (1991); active in
privatization funds through a leading
investment fund which it controls, LB
Maksima
SKB Banka: Est.1965; part of LB network Share issues via capital EBRD (15%/e); Smith New
until 1978 as mortgage bank; active in increase. Court (4.8%); City of
privatization investment, real estate and Ljubljana (5.11%); Slovene
leasing Railway Company (2.75%);

employees (4%/o), others
(69%)

Nova Kreditna Banka Maribor (NKBM): Re-nationalized in 1993. 100% owned by BRA.
Est. 1955, affiliate of Ljubljanska network
until May 1993; 3rd largest bank; merged
with Komercialna Banka Nova Gorica
(1/95), (the sixth largest bank) as part of
BRA's debTreasury bond swap
Abanka: Est. 1955, 4th largest bank; part RZB acquired stake Common: Legal entities
of the former JugoBanka (foreign trade) through capital increase (85%); individual investors
until December 1989; active in in 1992. Sold back in (15%); Preferred: individual
investment, leasing and brokerage 1995. investors (87%/6); legal entities
activities (13%)
Komercialna Banka Nova Gorica Merged w/NBKM (1/95) 100% BRA until its merger
(KBNG): Est. 1978, former regional LB as part of BRA's bond with NKBM.
member bank; 6th largest bank swap
Banka Celie: Est. 1978, former regional 50.6% share of LBdd Enterprise-shareholders
LB member bank. sold to the bank by BRA (100%).

by end 1994.
Splosna Banka Ko,er: Est. 1978, former 50.6% share of LBdd Enterprise-shareholders
regional LB member bank. sold to the bank by BRA (100%).

by end 1994.
Goreniska Banka Krani: Est. 1978, former 50.6% share of LBdd Enterprise-shareholders
regional LB member bank. sold to the bank by BRA (100%).

by end 1994.
Doleniska Banka Novo Mesto: Est. 1978, 50.6% share of LBdd Enterprise-shareholders
former regional LB member bank. sold to the bank by BRA (100%).

by end 1994.
Sources: Annual reports of banks; central banks; Bankers' Almanac (1992-1996); East European
Banker; Dow Jones Telerate Bank Register (1994-1995).
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The Evolution of New Private Banks

In contrast to the comparatively slow privatization of state banks, there has been rapid growth in
the number of private banks in Central European countries. Liberal licensing policies were adopted at the
beginning of banking reform in these countries. Moreover, in all these countries, the same set of licensing
requirements was initially granted to foreign and domestic applicants. As a result of this liberal licensing
policy, many new private banks were established.

However, initial liberal licensing policies were subsequently replaced by more restrictive policies
about two years into the transition in all the countries, primarily in the form of increased minimum capital
requirements (see Section IV) and the introduction of differential requirements for foreign applications.
Rightly or wrongly, changes were motivated by concerns about (i) increasing financial problems
experienced by state banks due to their exposure to deteriorating state enterprises; (ii) difficulties
associated with supervising too many small private banks; and (iii) partly based on (ii), the belief that
there was a greater likelihood of bank fraud and failure if the number of banks was too high. The result of
these changes has led to a slowdown in the number of new domestic private banks, an abeyance of foreign
investment in the sector (Poland, Slovakia), and some diversification of domestic banking activities
(geographically and functionally).

In some cases, the dominance of state banks restricted the scope of expansion for private banks.
For example, the size of the private banks, measured by their shares in total banking sector resources on a
stock basis, is small. Private banks' average assets are US$ 369 million in the five countries, compared to
USS 2.3 billion for the average SOCB. In other cases, the protection of state banks through uneven deposit
insurance schemes and recapitalization put private banks in a disadvantageous position. Average SOCB
deposits were USS 1.4 billion in 1995, compared to an average of only USS 149 million for private banks.
The five governments also have provided nearly US$ 13 billion to recapitalize SOCBs.40 However, despite
all of this protection and support, on a flow basis, private banks have grown steadily over the last five
years. In addition to not having the burden of inherited nonperforming loans from the past, these banks
are ofiten more profitable because they are better able to provide fee-generating services in trade finance,
corporate bond issues, custodial and trustee services, advisory services regarding international markets,
and mergers and acquisitions. Table 13 indicates private banks' shares of assets, loans, deposits and
capital on stock and flow bases. These figures indicate that SOCBs still dominate in terms of size, but
private banks have captured larger market share over the years in all five countries despite being relatively
small in size.

40 Czech and Slovak combined approximate US$ 6 billion. Hungary is USS 3.5 billion. Poland is

about US$ 2 billion. Slovenia is about US$ 1.4 billion.
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Table 13: Private Bank Resource Shares'1 and Trends, 1991-1995
Assets Loans Deposits Capital

Private Bank Shares at end 1995 (%, Stock Basis)
Czech 31 34 22 44
Slovak 28 29 22 57
Hungary 44 55 33 60
Poland 40 37 23 30
Slovenia 51 57 53 74
Average 39 42 31 53
Private Bank Shares at end 1995 as Percent of Total Assets (0/, Stock Basis)
Czech 31 17 11 5.0
Slovak 28 14 12 6.9
Hungary 44 22 18 4.7
Poland 40 13 13 2.0
Slovenia 51 23 30 12.5
Average 39 18 17 6.2
Average Size of Private Banks at end 1995 (million US$, Stock Basis)
Czech 425 231 151 68
Slovak 248 128 105 61
Hungary 467 226 189 49
Poland 420 141 134 20
Slovenia 283 131 166 70
Average 369 171 149 54
Private Bank Net Resource Sharesfrom 1991-95 (X, Flow Basis)
Czech 61 65 37 52
Slovak 58 59 45 73
Hungary 1,052 -408 345 796
Poland 92 115 49 287
Slovenia 8 18 30 44
Average 254 -30 101 250
* Hungary's net loan flows were down US$ 1.2 billion, with a 55 percent reduction in SOCB loan stocks.
However, private bank loan stocks were up 432 percent, while total loans declined because of SOCB
write-offs. Hungary's flow figures are 1990-1995; all other flow figures are 1991-1995.
** Growth in the state sector in Slovenia is due to the renationalization of troubled socialy-owned
banks.
Sources: Annual and monthly reports from commercial and central banks.

Czech Republic

In 1990, existing banks in CSFR were given universal banking licenses and entry was liberalized.
Today, 58 banks compete in the Czech market, 50 of them private banks.42 The average private bank is
comparatively small, with US$ 425 million in assets, US$ 231 million in loans, USS 151 million in
deposits, and USS 68 million in capital. This is higher than average for Central Europe except for
deposits, where it is slightly lower than average.

41 In the tables and text, averages for private banks are for wholly/majority-owned private banks

plus banks in which the state does not have a blocking share or vote.
42 As of end 1995, the sector was comprised of 18 domesticaUly owned banks, 15 banks with partial

foreign capital, 11 banks with 100 percent foreign participation, 10 foreign bank branches, and four state
banks. There are also six building and loan institutions with partial foreign capital established between
September 1993 and October 1994. By-end 1995, joint-venture banks with minor foreign investment
accounted for 72 percent of Crown loans and 80 percent of Crown deposits. Banks with majority foreign
capital accounted for another 8 percent of credits and 7 percent of deposits.
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Initially, capital requirements for bank stan-ups were CK 50 million (about US$ 2.75 million) in
1990, a relatively low figure. However, in 1993, foreign owners of universal banks were required to place
the equivalent of US$ 10 million in minimum capital on deposit with the Czech National Bank (CNB)
before commencing operations, three times the previously required amount. In 1995, this was further
raised to CK 500 million, or about US$ 19 million today. This is now applied to all banks, domestic and
foreign.

As shown in Table 13, private banks account for only 31 percent of assets, 34 percent of loans,
and 22 percent of deposits. However, as in the other Central European countries, private banks' shares of
assets and loans as a percentage of total would increase if the largest SOCBs fully wrote down their
nonperforming loans. In fact, this has already begun to occur as the Czech Republic introduced stricter
standards in 1994. On a flow basis, private banks have begun to capture significant market share in
lending and deposit mobilization. Many of these banks are profitable, with profits generated from non-
lending activities as well as lending. Private banks are also better capitalized, accounting for 44 percent of
capital on a stock basis, and responsible for most of the incremental capital added to the system since
1991.

Slovak Republic

As of the end 1995, the Slovak Republic had 22 private banks (of which 4 were banks with
nonblocking state minority share) and 31 banks in total.43 Starting with only two SOCBs with assets of
around CK 230 billion (US$ 8.2 billion) at end 1990, Slovakia's 31 banks now have assets valued at SK
580.5 billion (US$ 19.6 billion). Private banks, which today account for 28 percent of assets, entered the
market primarily due to mass privatization during the CSFR period. There were no private banks in 1990,
and only two private banks by 1991.44 By the end of 1993, nine more private banks had entered the
market, increasing the total number of private banks to 11. This increase included growing albeit limited
foreign investment.45 Ten more private banks have been established since. Thus, there has been fairly
steady growth in the number of private banks since 1991.

Capital requirements were SK 50 million (US$ 2.75 million) in 1990, and then raised to the
equivalent of USS 10 million for foreign owners of universal banks in 1993. The establishment of foreign
branches, which had their headquarters in the Czech Republic prior to 1993, was made possible by
legislation in 1993.46 As a result, eight branches from the Czech Republic and one from the Netherlands

43 Of the 31 banks, 18 are wholly private, five are minority state-owned, and eight are majority
state-owned. Among the private banks, 10 banks have foreign capital and nine are branches of foreign
banks (most of which are from the Czech Republic).
44 Slovenska Polnohospodarska (32 percent by Slovak Insurance Company, 20 percent by EBRD, 8
percent by Ministry of Agriculture, 4 percent by Agrobanka Praha) and Tatra Banka (34 percent by
Raiffeisen Zentrale Bank, 11 percent each by VUB, SSB, and Slovak Insurance Company, and 9 percent
by Credit Suisse First Boston).
45 Foreign participation in local banks has grown over time: (i) Raiffeisen Zentrale group (Austrian
agricultural cooperatives) owns 45 percent of Tatrabank, a medium-sized bank targeting export-import
trade finance and capital markets; (ii) GiroCredit (Austria) owns 10 percent of IstroBanka, which focuses
on corporate lending in the energy, chemicals, and consumer goods sectors; (iii) Slovenska
Polnohospodarska Banka (agricultural bank) is 20 percent owned by EBRD and 4.2 percent by
AgroBanka Praha (Czech); (iv) Ludova Banka is 78 percent owned by Osterreichische Volksbanken
(Austria), and more than 90 percent of the bank is foreign-controlled; (v) VUB has entered a joint venture
with Austrian and German banks to set up a savings bank, VUB-Wiistenrot; (vi) Postova Banka, the post
office bank, is 34.3 percent owned by the Slovak Post Office and 51.6 percent by the Slovak
telecommunications company, while 12 percent is foreign-owned (mostly Austrian); and (vii) Devin Bank,
majority-owned by a Russian energy company, carries out hard currency transactions for Russian exports
of plutonium and nuclear fuel, and has taken shares in privatized telecommunications and brewery firms.
46 Banking Act No. 21/1992, effective from January 1, 1993.
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(ING) started operations in early 1993. Most foreign investment comes from Austria and Germany.47

Considerably better capitalized than the banks without foreign capital, these banks account for 28 percent
of the subscribed capital of the banking sector.

Slovakia's private banks are small, averaging US$ 248 in total assets, US$ 128 million in loans,
USS 105 million in deposits, and US$ 61 million in capital. Collectively, private banks account for about
one third of loans, one fifth of deposits, and more than half of capital and reserves. However, on a flow
basis, private banks have been responsible for a greater share of asset growth, lending, deposit
mobilization and capital growth since 1991. Private bank profitability is unencumbered by inherited loan
problems from the central planning period. However, several factors have constrained private banks'
profitability, including subsidization of selected SOEs (which has benefited SOCBs at the expense of
private companies and banks).

Hun,ea

Hungary has allowed new private, joint venture and wholly foreign-owned banks to establish
themselves in the marketplace openly and freely since 1987. Hungary currently has 44 banks, of which 26
are private. Among Hungary's 26 private banks, 22 are majority foreign-controlled. The average private
bank is relatively small in assets at US$ 467 million, although this is the largest among private banks in
Central Europe. More importantly, private banks are better capitalized (US$ 49 million, or 10.5 percent of
assets) than its state competitors (US$ 47 million, or 5.6 percent of assets).

Minimum capital requirements are set at HUF I billion (now USS 7 million) for commercial
banks and HUF 500 million (now US$ 3.5 million) for specialized or investment banks.48 Foreign
institutions have been allowed to open local subsidiaries and take stakes in joint ventures, but not to open
branches. Foreign capital exceeding 10 percent of a bank requires GoH approval. It remains to be seen if
this policy will change as OTP is privatized, the deposit market becomes more competitive, and the
inteeoank market is less dependent on OTP.

With high levels of nonperforming loans (and despite multiple recapitalizations), state banks
have been losing ground to private banks. Private banks have been responsible for an increasing share of
asset, loan, deposit and capital growth. In addition to balance sheet measures, private banks (mainly
foreign and joint venture) achieved clear superiority in income several years ago49 due to trade financing,

47 At end 1995, foreign investment accounted for 93 percent of capital in Ludova (Austria), 90
percent of Credit Lyonnais (France), 65 percent of Prva Stavebna Sporitelna (Germany and Austria), 45
percent of Tatra (Austria), 50 percent of VUB Wiistenrot Stabevna Sporitelna (Austria and Germany), 37
percent of Devin Banka (Russia), 24 percent of Polnohospodarska (Great Britain and the Czech Republic),
and 12 percent of Postova (Austria). As of end 1995, two more banks with 100 percent foreign capital had
received licenses: Komercni Banka Bratislava and Bank Austria. At the end of 1995, these banks with
foreign capital (excluding branches) accounted for 11 percent of crown loans, 15 percent of crown
deposits, and 29 percent of the sector's registered capital. Of the 10 branches of foreign banks, all but one
belong to Czech banks; the other is ING (Netherlands). Altogether, the foreign bank branches account for
10 percent of loans, 8 percent of deposits, and 13 percent of subscribed capital.
u4 These requirements are again expected to double later in 1996. Legislation has been drafted to
increase minimum capital to HUF 1-2 billion.
49 In 1992, after-tax income statements showed SOCBs lost HUF 16.2 billion (USS 193 million),
smaller private banks lost HUF 0.3 billion (US$ 3.6 million), but foreign banks made HUF 3.2 billion
(US$ 38 million). Allowing for different accounting treatment in 1993, foreign banks had the highest
returns on equity (averaging 36 percent), showing after-tax profits of HUF 8.4 billion, or about US$ 84
million (a 43 percent increase after accounting adjustments). Of this, Citibank (US) accounted for nearly
one third. Meanwhile, the 14 largest banks based on asset size (mostly SOCBs) lost HUF 153 billion
(about USS 1.5 billion), of which MHB (HUF 73 billion), K&H (HUF 47 billion), and Budapest Bank
(HUF 13 billion) accounted for about 80 percent. Other SOCBs registered large losses on small turnover,
largely due to the transfer of substantial sums to reserves for loan losses.
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bond underwriting and other fee-generating activities. This, in turn, has made it easier for them to
maintain higher capital ratios, offsetting some of the destabilizing systemic effects of frequently
undercapitalized state banks.

Poland

One of the first steps to reform in Poland was the creation of nine regionally-based commercial
banks out of its monobank system in 1989. By 1992, there were 90 banks, of which most were private.
Today, there are 54 private banks in Poland among 84 total banks. The average private bank has US$ 420
million in assets, US$ 141 million in loans, US$ 134 million in deposits, and US$ 20 million in equity.

The Banking Law of 1989 set liberal regulations on entry, setting a minimum capital
requirement of (old) ZI 4 billion (USS 3.5 million). As a result, the number of new private banks
(domestic and foreign) increased dramatically, from zero in 1989 to 37 in 1991, 90 in 1992, and then
down to 85 in 1993. The steady increase in banks led to minimum capital increases to (old) ZI 10 billion,
(old) Zi 20 billion, and then finally to (old) ZI 70 billion (US$ 3 million) for domestic banks and USS 6
million (ECU 5 million) for banks with 20 percent or more foreign capital. In 1993, the minimum for
foreign banks was further raised to USS 10 million. After a series of scandals and due to limited bank
supervision capacity, the central bank denied or delayed the issuance of new bank licenses, and placed
stricter conditions on foreign banks by denying them licenses for start-up banks.50

Competition has clearly been enhanced, most recently with more liberalized entry conditions for
foreign banks,5' new deposit insurance legislation (see Section IV), and the general emergence of private
banks in lending, fee-generating activities, and deposit mobilization. While private banks today account
for 40 percent of assets, 37 percent of loans, 23 percent of deposits, and 30 percent of capital and reserves,
they are increasingly responsible for a growing share of assets, loans, deposits, and capital. However,
oligopolistic structures have not been fully loosened. Approximately 60 percent of banking system assets
remain under SOCB control, a fifth of which is controlled by two specialized banks (agriculture, housing)
with severe solvency problems.52 SOCBs still enjoy an enormous advantage on a funding basis given their
superior deposit base.

50 The latter policy was an attempt to have foreign banks buy into existing state bank franchises as
part of the program to restructure and privatize state banks. However, after Western banks participated in
technical assistance "twinning arrangements" and conducted several due diligences, there was limited
foreign interest in existing state banks.
51 Among the earliest foreign banks to start operations in Poland were Citibank, Creditstalt, and
ING Bank. As of the end of 1995, there were 18 banks with majority foreign capital, including new
foreign banks licensed in 1995: Deutsche Bank, Bayerische Hypotheken-und Wechsel-Bank (Hypo Bank),
Bayerische Vereinsbank (all three from Germany), Rabobank and ABN AMRO (Netherlands), and GE
Capital Bank (U.S.). Of these, only two took over ailing banks as had been required by NBP since 1993 to
obtain a license. Bayerische Vereinsbank took over Megabank, whose former management was on trial for
mismanagement, while ABN AMRO paid USS 10 million for a 98 percent stake in Interbank, which had
been put under administration in October 1993 after financial problems. In August 1995, Hypo Bank paid
ZL 11 million (US$ 4.6 million) for a 10 percent stake in Wielkopolski Bank Rolnikow, a private bank
established by local farmers. Deutsche Bank opened a wholly-owned subsidiary in October 1995. As of
end of September 1995, foreign banks accounted for only 3.3 percent of total net assets.
52 BGZ is discussed in Section III.
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Slovenia

Slovenia introduced private banks slowly into the domestic economy, but since 1992-1993 has
seen a steady increase. Only two private banks were established in 1990 (Nova Banka and UBK
Univerzalna), and two in 1991 (ProBanka and Bank Austria Mesana). Most of the new banks entered the
sector in 1992 and 1993. At end 1995, there were 22 private banks. Of these, eight have partial foreign
participation, while one is wholly foreign-owned. The average private bank in Slovenia is small, with US$
283 million in assets, US$ 131 million in loans, US$ 166 million in deposits, and US$ 70 million in
capital and reserves.

As part of a conscious GoS effort to have a limited number of banks, the minimum capital
requirement for a full banking license has been raised in successive steps to DM 60 million (USS 45
million), effective September 1995. By comparison, the initial liquid capital requirement specified in the
June 1991 Banking Law was only an equivalent of US$ 5 million (about DM 7 million), effective after a
grace period of one year. This is by far the highest minimum capital requirement among Central
European countries, and exceeds the average EU minimum by a factor of eight. The response of most of
the banks has been to increase their capital, at the cost of lower profitability.53 On average, capital-to-asset
ratios in Slovenia were 8 percent at end 1995. Among private banks, the average was 11 percent.

Private banks today account for about 51 percent of banking system assets, 57 percent of loans,
53 percent of deposits, and 74 percent of capital and reserves. As in other Central European countries,
their role in lending and deposit mobilization has become increasingly prominent in recent years. On a net
flow basis, private banks about one third of banking sector growth.

53 See "Survey: Slovenia/Too Many Banks, Too Many Reserves" in East European Banker, May
1995, pp. 8-11.
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IL The Role of the Banking Sector in the Recovery

Despite favorable trends which began to emerge in 1995, the banking sector has participated only
marginally in the economic recovery that has begun in Central Europe over the last several years (Section
V reviews the limited role of capital markets in the recovery). Financial intermediation rates (including
foreign currency) have been particularly low in Slovema (30-40 percent) and Poland (35 percent), and
fairly low in Hungary (45-50 percent); these rates have been higher in the Czech (70-90 percent) and
Slovak Republics (70-80 percent). An increasing share of lending has been allocated to the private sector
in all countries (see Section I), but banks have been reluctant to provide long-term credit to enterprises.
Deposit mobilization has increased steadily, yet with real deposit rates close to zero or even negative in
some countries, banks should have been able to charge lower lending rates to stimulate investment.
Instead, real lending rates have been stubbornly high and often well above the rate of return on investment
projects, translating into high real financial margins. These margins have been helpful in allowing
troubled state banks to recapitalize, yet at the expense of foregone investment during a period in which the
private sector has begun to emerge in these countries.

Each country has different trends to report, but the connmon denominator is that real margins in
Central Europe have not dropped below 5 percent, in contrast to the 2-3 percent range more commonly
found in the EU countries where access to credit is far greater. The Czech Republic has been the most
stable, with real net margins in the 5-6 percent range from 1992 to 1995. While real deposit rates have
been negative or flat, lending rates have not shown the high rates earlier found in Slovenia, Poland and
Hungary. The Slovak Republic has also been reasonably stable, although real margins increased in 1995.
By contrast, Hungary, Poland and Slovenia have shown higher rates and margins, and in some cases,
greater volatility. In Hungary, real margins have gradually declined from the 8-9 percent range (through
1993) to 5-6 percent (since 1994), while in Poland these margins have been in the 8-9 percent range
consistently since 1992. In Hungary, high real lending rates resulted from crowding out as a result of large
public sector financing requirements, as well as the need for banks to increase provisions for loan losses
(from the central planning era as well as for bad loans made during the transition). In Poland, high real
lending rates resulted from having low financial intermediation rates, as well as large public sector
financing requirements during the initial period of transition and the subsequent need for banks to
increase provisions for loan losses (from the central planning era as well as for bad loans made during the
transition). In Slovenia, real margins were the highest in Central Europe (10-11 percent through 1993),
and then plummeted in 1994, where they have stayed in the 5-6 percent range. This had more to do with
efforts to suppress hyperinflation than anything else.

In Central Europe, high real financial margins have originated from the persistence of four
fundamentals: (i) the imposition in all countries of high marginal reserve requirements to help bring down
inflation rates, and from the tax treatment of bank profits which prevented banks from expensing
provisions for loan losses; (ii) the crowding out of private investment due to high public financing
requirements (particularly in Hungary) and low financial intermediation rates (as in Poland and
Slovenia); (iii) attempts by banks in all countries to generate provisions for the large stock of bad loans
inherited from the era of central planning, as well as for new loans made thereafter (and now increasingly
recognized as problematic with the introduction of new accounting and disclosure criteria); and (iv) the
remnants of oligopolistic structures in the banking sector of all five countries. This section reviews those
fundamentals, and the role of the banking sector in the recovery.

The Evolution of Real Interest Rates

Real Rates and Margins

The transformation of Central European banking systems, from monobanks to two-tiered systems
(see Section 1), was partly based on gradual movement away from direct monobank controls (credit
controls) to indirect monetary tools (issuance of securities, liberalization of interest rates); see Box 1. With
the elimination of credit controls and liberalization of interest rates, banks became free to set their lending
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and deposit rates. During the transition period, the monetary policies of the five countries have generally
been stable. While tight monetary policy has in some cases led to high nominal interest rates, real rates
and margins have generally been stable (Czech, Slovak, Poland) or declined (Hungary, Slovenia).

Box 1: Changing Methods of Monetary Policy Implementation
Czech: In 1991, all credit ceilings were removed, freeing banks to set their own deposit and lending rates.
Since then, as elsewhere in the region, there has been a move towards the use of indirect monetary policy
instruments. Throughout 1991 and 1992, the discount rate was a significant signal of monetary policy,
while from 1993 onward, an interbank money market and a secondary market for government securities
emerged. These steps facilitated the use of open market operations, and led to a greater role for bank
liquidity in determining bank interest rates. As a result, changes in monetary policy as signaled by the
marginal reserve requirement (MRR) and other instruments have led to changes in bank interest rates,
and subsequently, in the spread between lending and deposit rates.
Slovak: After the dissolution of the CSFR monetary union in February 1993, the NBS began to conduct its
own monetary policy. Since 1993, monetary policy has moved towards the use of indirect policy
instruments such as the refinance credit offered via auctions, rediscounting of bills of exchange, and the
Lombard credit. Credit controls re-imposed in early 1993 were progressively reduced in 1994 and 1995.
However, monetary policy has had only a limited effect on interest rates. Unlike other central banks in the
region, the NBS has not relied on the MRR on deposits as a significant instrument of monetary policy.
Banks base their deposit and lending rates on the NBS discount rate, which has remained unchanged
since December 1993 despite declining inflation rates. Consequently, monetary policies through other
instruments often have only a limited impact on banks' deposit and lending rates.
Hungary: Interest rates were gradually liberalized after 1987, with the last remaining restrictions lifted in
1991. Beginning in 1990, the NBH moved towards indirect monetary policies and decreased recourse to
direct financing. In 1993, repurchase and reverse repurchase agreements based on government securities
were introduced to increase the range of indirect monetary instruments. Since then, the NBH has used the
rate on its repurchase agreements, its base rate for financing, and the minimum reserve requirement to
influence monetary aggregates.
Poland: Banks have been free to set their rates since 1990, although market-based mechanisms in
determining the cost of funds have only slowly gained prominence. In 1990, most preferential interest
rates were abandoned, credit ceilings were eliminated, and banks were permitted to set their own interest
rates. Direct controls over credit were replaced by indirect monetary instruments such as reserve
requirements, nonautomatic refinancing credit, and open market operations. However, in the presence of
high and volatile irdlation rates and underdeveloped interbank and securities markets, banks initially
turned to the NBP's refinancing rate to determine their interest rates. The market rates set by banks were
often 'Variable", using the refinancing rate as a reference, which was set periodically to maintain (in
general) a real positive value. By the end of 1992, banks began to base their interest rates on market
signals as money markets and government securities markets became better established. Henceforth, the
basic refinancing credit lost its significance as a source of funds for the banking system. At the same time,
open market operations grew in size and significance as a key tool for controlling bank liquidity as the
NBP relied increasingly on repurchase and reverse repurchase agreements of treasury bills.
Slovenia: Monetary policy instruments include reserve requirements, BoS bills, refinancing instruments,
and for a brief period, capital controls. Of these, the MRR has comprised the main part of BoS attempts to
influence interest rates. Convinced that high deposit rtes resulted mostly from intense competition for
Tolar deposits, the BoS imposed excess reserve requirements on banks paying higher-than-average
interest rates on Tolar deposits. Enacted June 1994 and effective November 1994, these restrictions stayed
in place until the end of June 1995. In addition, the BoS arranged a voluntary agreement among the banks
to reduce their short-term Tolar deposit rates to a certain level. In April 1995, the minimum reserve
requirements were restructured in a way that decreased the rate on demand deposits, and decreased and
party eliminated the MRRs on longer-term deposits, while increasing it for medium-term deposits.
Sources: Central banks; World Bank.
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Since 1992, real financial margins (net margins between loan and deposit rates adjusted for
inflation) have varied across Central European countries, from 5 to 11 percent. In general, this has made
borrowing an expensive proposition for those businesses able to access bank credit. The high rates have
been a response from the banks on the need to recapitalize, prompted by gradual recognition that
govermnent lacked the resources to cover nonperforming loans. Consequently, most banks have been
selective with their lending, limiting most of their loans to one year or less, and lending primarily to
larger companies with high collateral values and a track record of repayment. This has effectively
imposed a hard budget constraint on the enteiprise sector, although 1995 figures show the beginning of
what might be an improving trend (see Section 1). The Czech and Slovak Republics have had the most
stable rates, largely due to low fiscal deficits and stable monetary policies. By contrast, Hungary (until
recently) and Poland have had high real margins, correlated with higher and more persistent inflation
rates, high fiscal deficits (Hungary), and low financial intermediation rates (Poland). Slovenia's earlier
high real rates and margins resulted from the indexation of financial assets to inflation, and from tight
competition for domestic deposits despite low fiscal deficits. Table 14 profiles real margins across
countries from 1992 to 1995.

Table 14: Real Interest Rates, 1992 to 1995
Czech Slovak Hungary Poland Slovenia

(%perannum) 92 93 94 95 92 93 94 95 92 93 94 95 92 93 94 95 92 93 94 95
PPI Inflation 13 15 5 6 13 13 10 10 13 12 27 1828 32 30 28 267 23 18 13
CPI lnflation 15 21 10 9 15 25 13 10 23 23 19 28 45 37 33 31 225 34 20 13
Nominal Lend. 14 14 13 13 14 14 15 16 33 25 27 33 49 46 42 39 204 50 39 25
Nominal Depo. 7 7 7 7 7 8 9 9 24 16 20 26 38 34 31 26 160 37 32 19
Net Margin 7 7 6 6 7 6 5 7 9 10 7 7 11 12 12 13 44 13 8 6
Real Lend. * 5 0 7 7 5 1 4 6 18 12 1 131710 9 7 -19 22 18 11
Real Lend.** 3 -4 4 4 3 -7 2 6 8 2 7 4 3 6 7 4 -9 12 16 11
Real Depo.* -1 -6 2 2 -1 -3 0 0 10 3 -5 7 8 1 0 -2 -29 11 12 5
Real Depo.** -3 -10 -2 -1 -3 -12 -2 -11 -6 1 -1-5 -2 -2 -4 -20 2 10 5
Real Margin* 6 5 5 5 6 5 4 6 8 9 6 6 9 9 9 9 10 11 6 5
Real Margin** 6 6 6 5 6 5 5 7 7 8 6 5 8 9 9 8 11 10 6 5
* PPI; ** CPI
All rates are averages of monthly rates. Real rates are based on 12-month inflation. Czech and Slovak
Republic interest rates are based on monthly weighted averages of aU maturities; Poland and Slovenia rates
utilize monthly averages of long-term rates (unweighted in the case of the latter); Hungary utilizes weighted
averages of short-term rates.
Source: Central banks; International Financial Statistics (1992-1996).

Czech Republic

The Czech Republic has had the most stable rates and margins of the Central European
countries. Nominal net margins between loans and deposits have declined from 7 to 6 percent from 1992-
1995, and real margins have come down from 6 to 5 percent during that period. Combined with steadily
declining inflation rates and fiscal stability, the Czech economy also benefits from the highest financial
intermediation rates in Central Europe. However, while the Czech Republic's 5 to 6 percent real margins
are lower than elsewhere in Central Europe, they are still higher than prevalent rates in the EU, where
real margins average 2 to 3 percent.

While monetary policies have influenced interest rates, marginal reserve requirements in the
Czech Republic are relatively low by international standards and cannot fully explain high lending rates.
Rather, high demand for credit, the cost of bearing nonperforming loans on banks' portfolios (prompting
bank recapitalization from earnings), and the inability of Czech banks to fully expense their provisions for
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loan losses (see Section III) have contributed to higher margins.54 Czech interest spreads also show
significant variance by maturity, with short-term rates higher than long-term rates.55 This has led many of
the Czech Republic's best companies to borrow abroad from foreign banks on a long-term basis.56

Slovak Republic

The Slovak Republic has had fairly stable real rates and margins since 1992, although it is the
only country in Central Europe which showed an increase in 1995. Nominal net margins between loans
and deposits declined from 7 to 5 percent from 1992-1994, and then increased to 7 percent. Real margins
have foliowed the same pattern, declining from 6 to 5 percent from 1992-1994 and then increasing in
1995 to 7 percent. Despite the recent increase in interest rates, the Slovaks have combined steadily
declining inflation rates57 with fiscal balance to achieve a high level of stability, contributing to the second
highest financial intermediation rates in Central Europe. However, as with the other countries of Central
Europe, the Slovak Republic's 5 to 7 percent real margins are higher than prevalent rates in the EU.

Monetary policy has had only a limited effect on interest rates (see Box 1). Unlike other central
banks in the region, the NBS has not relied on the MRR on deposits as a significant instrument of
monetary policy. Other factors behind higher rates are the lack of competition in the interbank market,
high level of nonperforming loans, and the inability of banks to fully expense provisions for loan losses.
The interbank market is dominated by one major buyer (VUB) and one major supplier (SSB), stifling
competition that might bring down the cost of funds.5" Nonperforming loans are now more openly
recognized with the introduction and adoption of new accounting standards (see Sections HI and IV). This
has prompted an increase in provisions for loan losses, which contributed to rising rates in 1995 as
troubled state banks are recapitalizing from earnings. Because banks are not permitted to fully expense
these provisions against pre-tax income, provisioning has the effect of driving up interest rates.

Hungarv

Hungary has had less stable real rates and margins than most Central European countries since
1992, although real margins have been declining since 1994. Nominal net margins between loans and
deposits increased from 9 to 10 percent from 1992-1993, and then stabilized at 7 percent from 1994. Real
margins have followed a similar pattern, declining from 8-9 percent in 1993 to 5-6 percent in 1994-1995.
Hungary's real margins have been about average for Central Europe, an impressive accomplishment given
persistently high inflation rates,59 the deepest fiscal deficits of the region, and only average financial
intermediation rates.

54 According to International Monetary Fund estimates, in 1994, the spread between lending and
deposit rates was 6.1 percent for the whole sector, 5.9 percent for the four largest banks, 5.6 percent for
the medium and small domestic banks, and only 3.9 for the foreign owned-banks and branches.
55 Because short-term deposits are favored by depositors and short-term credits are favored by
banks, short-term lending and deposit spreads have often been higher than those for medium-and long-
term rates. In 1994, the margin between short-term lending and deposit rates was 11 percent, while that
for medium-term rates was only 3 percent, and negative 2 percent for long-term rates. In 1995, short-term
margins were 10 percent, medium-term margins were 3 percent, and long-term margins were 1 percent.
56 During the first half of 1995, only 7.3 percent of newly granted loans were long-term, while 77.3
percent were short-term, and 15.4 percent were medium-term.
57 The 12-month CPI inflation rate fell from 59 percent in 1991 to 10 percent by end 1995, and is
projected to decline to 6 percent in 1996.
58 The low volume of govermment securities on the balance sheet of the NBS and the lack of
sufficient coordination with fiscal policy prevent the use of open market operations at a larger scale and in
a more proactive way than has been the case. The NBS uses currency swaps and repurchase agreements
for government securities to a lesser extent, and uses open market operations more passively, providing
liquidity to the participants in the Treasury bill market.
ss The inflation rate (CPI basis) has remained stubbornly high in Hungary, ranging from 19 to 28
percent from 1992-1995. The inflation rate in 1995 (28 percent) was the highest since 1991 (34 percent).
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Market interest rates have reflected monetary policy in general, but they have also resulted from
fiscal weaknesses and structural factors affecting intermediation costs.60 Hungary's persistent fiscal
deficits have prompted government to issue securities to finance budget deficits. Banks have found these
investments to be attractive and risk-free income generators, particularly as real rates on securities have
increased as budget deficits deepened through 1994. Structural factors which have contributed to high
interest rates in Hungary have been nonperforming loans and the concentration of bank resources in the
state sector. The most important structural factor has been the continuing high volume and percentage of
nonperforming loans in the sector, and the need to provision for losses (see Section III). Hungary's
SOCBs in particular have recently had to provision for losses after four recapitalizations from 1991-1994
failed to resolve the problem of bad loans (see Sections I and III). Fortunately for Hungary's banks, they
are permitted to expense these provisions against pre-tax income. Nevertheless, because 39 percent of the
large SOCBs loan portfolios are nonperforming, this puts upward pressure on rates. Despite increasing
private sector influence in the banking sector, the concentrated state share of the deposit and interbank
market has allowed banks to maintain high lending rates. While Hungary has an open environment for
banking which should stimulate competition and bring down rates, such concentration and high interest
rates have helped troubled banks recapitalize while adding significantly to untroubled banks' profitability.
The consequence has been improving banking sector returns at the expense of the enterprise sector.

Poland

Poland has had stable but high real rates and margins since 1992, with the highest real margins
since 1994. Nomninal net margins between loans and deposits have increased steadily from 11 to 13
percent from 1992-1995. Real margins have been 8 to 9 percent during the same period. These rates have
been high primarily because of Poland's high MRRs,6 ' low financial intermediation rates, and high (albeit
declining) inflation rates.62

As in the other Central European countries, monetary policy has been accompanied by several
structural factors which have kept interest rates high. These structural factors have included low financial
intermediation rates, high (now declining) levels of nonperforming loans, limits on competition in the
banking sector, and tax legislation. Apart from Slovenia, Poland has had the lowest levels of financial
intermediation in Central Europe. These rates are comparatively low for a series of reasons, not the least
of which are liquidity constraints in the real sector and high levels of tax evasion. This has made funding
more scarce for banks, driving up the cost of financing for banks and enterprises. A second major factor
has been the weakness of banks' loan portfolios (see Section III). Banks have charged higher rates to help
them recapitalize as they have increased provisions for loan losses. Third, high levels of state

60 For example, the NBH followed an expansionary policy in the first half of 1993 targeted at
boosting investment via lower interest rates, which resulted in decreasing deposit rates more than lending
rates. In the first half of 1993, the NBH lowered its basic financing rate from 21 to 20 percent, and the
MRR from 16 to 14 percent. Lending rates in June 1993 were 10 percent lower than those in May 1992,
while the corresponding deposit rates had fallen by 15 percent, effectively increasing the spread between
the two real rates in the presence of a stable inflation rate.
61 High MRR rates and their structure increased the cost of funds for banks. In 1990, reserve
requirements on average rose from 1.8 percent of total deposits to 18 percent. In the absence of
remuneration for these reserves, these ratios corresponded to a high level of taxation for the banks. Rates
were also not uniform across liabilities, as Zloty time and demand deposits were subject to widely
differing rates, and foreign currency deposits were altogether exempt from required reserves. In addition,
required reserves could not be used for intra-day or end-of-day settlements, forcing banks to hold high
current account balances for settlement. Thus, banks held large stocks of excess reserves due to
underdeveloped payments and settlements systems. In April 1993, a new clearing and settlements system
was introduced which improved the liquidity management of banks. Reserve requirements have since been
steadily modified in level and structure, although real rates have remained high.
62 The inflation rate has declined from 45 percent (CPI) in 1992 to 31 percent in 1995, with signs
of further declines in 1996 despite continued high levels of economic growth.
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concentration in the deposit and interbank market has limited competition, suppressing rates paid on
deposits63 and permitting high spreads on funds lent to the enterprise sector. Fourth, as elsewhere in
Central Europe, tax regulations prevented banks from expensing loan-loss provisions, which created an
effective rate of taxation which was higher than the nominal 40 percent income tax rate applied to profits.
This was changed in 1994, and has helped relieve some of the burden of expensing loan loss provisions.

Slovenia

Slovenia has had the most volatile rates since 1992, driven largely by the hyperinflationary
period through 1992 and stabilization since. Since 1993, nominal net margins between loans and deposits
have declined significantly. Real margins were 10-11 percent through 1993, the highest among the
Central European countries reviewed.64 These rates dropped significantly to 6 percent in 1994, and to 5
percent in 1995. Meanwhile, Slovenia's inflation rate has fallen dramatically from 225 percent in 1992 to
34 percent in 1993 and 13 percent by end 1995 (12-month CPI). Hence, as greater confidence in prospects
for macroeconomic stability has evolved, there has been a general compression of real margins. This
should contribute to higher levels of financial intermediation, currently the lowest in Central Europe.

Monetary policies, which consisted of domestic credit reduction and sterilization, played a major
role in bringing down nominal and real interest rates.65 Tight monetary measures motivated by a
deflationary policy and sterilization accompanied the high margins in Slovenia through 1993. Convinced
that high deposit rates resulted mostly from intense competition for Tolar deposits, the BoS imposed
excess reserve requirements on banks paying higher-than-average interest rates on Tolar deposits.66 The
BoS subsequently arranged a voluntary agreement amnong the banks to reduce their short-term Tolar
deposit rates to lower levels.61 In April 1995, minimum reserve requirements were restructured in a way
that decreased the rate on demand deposits, and decreased and partly eliminated the MRRs on longer-term
deposits, while increasing them for medium-term deposits."8 Thus, in the case of Slovenia, high MRRs
were a response to high interest rates rather than being their cause. These efforts have been simultaneous
with efforts to restructure the largest banks (see Section III) to recapitalize them in advance of
privatization.

63 Real deposit rates have been negative since 1992.

64 At the same time, some factors regarding the calculation of these figures suggest that the actual
spread might be lower than indicated here. The monthly average interest rates reported by the BoS are not
weighted averages; instead, they are the mid-points of the lowest and highest rates reported by banks. As
the majority of customers are likely to deposit at higher rates and borrow at lower rates than the averages,
calculations based on them might have an upward bias on the spread. Evidence suggesting that the
weighted average would be lower than the unweighted average might be found in the fact that in 1994,
banks reported that net interest income was only 2.5 percent of assets.
65 The inflation rate dropped from 20 percent per month in October 1991 to 2.5 percent per month
by mid-1992.
66 Enacted June 1994 and effective November 1994, these restrictions stayed in place until the end
of June 1995.
67 According to the agreement, the household demand deposit rate was limited to 60 percent of the
inflation rate (30 percent for enterprises), savings deposit rates were limited to the inflation rate, and time
deposits up to three months were limited to the inflation rate plus 10 percent.
6S The MRR's on demand deposits were reduced from 12.5 percent to 12 percent, medium-term
deposits (31 to 90 days) were raised from 3 to 6 percent, longer term deposits (91 to 180 days) were
reduced from 3 to 2 percent, and long-term deposits (181 to 360 days) were reduced from 3 to 1 percent.
The rate on time deposits exceeding one year was eliminated (from the previous level of 0.5 percent).
There are no minimum reserve requirements for foreign exchange deposits, although foreign exchange
cover regulations are in place.
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Supply-Side Factors: Financial Intermediation

The transition countries of Central Europe have widely varying levels of financial intermediation,
and this has affected both the allocation and pricing of credit The Czech and Slovak Republics have long
had the highest financial intermediation rates in the region since 1990; their rates compare favorably with
most EU countries. This suggests there is a high degree of confidence in the banidng sector in these
countries, and that the level of informal activity in the economy is lower than found in countries with
vastly lower levels of financial intermediation. By contrast, Hungary, Poland and Slovenia have long had
lower financial intermediation rates, particularly Slovenia and Poland. In Slovenia, much of this is due to
the confiscation of foreign currency deposits during the FYR period.69 In Poland, this has more to do with
liquidity constraints resulting from hard budget constraints, tax evasion, and high levels of informal
economic activity.

Three key features can be observed from trends in the region. First, the level of intermediation
through the banking system is variable across countries. The lowest rates (Slovenia and Poland) have been
about one third to one half the rates found in the Czech and Slovak Republics. Second, while
intermediation rates are not the only measure of intermediation costs, these costs have generaUy been
lower in countries where intermediation rates have been highest. It is noteworthy that the highest
intermediation costs have been in countries with the lowest financial intermediation rates (Slovenia and
Poland), although Slovenia has now reduced those costs with rising financial intermediation rates. Recent
trends in Poland might also be a harbinger for similar trends. By contrast, the Czech have consistently had
the lowest intermediation costs since 1992. Third, the level of monetization in some countries has actually
been stagnant (Slovak Republic) or declining (Hungary) in recent years. In Hungary, there has been a
steady trend downward since 1993, which probably reflects increasing levels of informal economic
activity. Table 15 shows financial intermediation rates in these countries from 1990-1995. These ratios
can be taken as a rough indicator of the flow of loanable funds through the banking sector. Box 2
sunmnmarizes trends in financial intermediation.

Table 15: Financial Intermediation Rates, 1990 to 1995
(End Year M2/GDP)

1990 1991 1992 1993 1994 1995
Domestic currency only
Czech n.a. 63 69 73 79 82
Slovakia n.a. 69 70 73 74 68
Hungary 38 39 44 40 36 31.5
Poland 23 24 27 26 26 29
Slovenia n.a 18 15 16 21 29
Domestic and Foreign currency

Czech n.a. 68 76 79 85 90
Slovakia n.a. 71 74 81 84 77
Hungary 44 47 51 49 46 42
Poland 34 32 36 36 37 36
Slovenia n.a. 34 27 30 35 43
Sources: World Bank.

69 This is a problem which effects all of ex-Yugoslavia. Under old Yugoslav law, all foreign
currency deposits had to be physically placed with the central bank in Belgrade. In exchange, account
holders were issued notes in local currency which lost their value due to hyperinflation.
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Box 2: Monetization Trends of Central European Economies
Czech: The level of monetization in the Czech economy appears to approach levels attained in the EU
member countries. Intermediation rates have ranged from 63-82 percent on a domestic currency basis, and
been as high as 90 percent when including foreign currency. Only in the Czech Republic has there been a
steady increase since 1991, with particular strength shown in 1995. Combined with macroeconomic
stability and fiscal balance, real credit margins have been about 5-6 percent since 1992. Credit has been
allocated increasingly to the private sector.
Slovwk: The level of monetization in the Slovak economy is high compared to the other Central European
countries, at about 68 percent in domestic currency and 77 percent when accounting for foreign currency
in 1995. Macroeconomic stability and fiscal balance have kept real margins in the 5-7 percent range since
1992. However, through 1994, the majority of credit was allocated to the state sector on a stock basis.
Hungary: Hungary's level of monetization has been between the two poles of the Central European
countries, but closer to lower levels for structural reasons similar to those found in Poland (high taxes,
crowding out). Domestic currency intermediation rates have ranged between 31-44 percent, and 41-49
percent when including foreign currency. Rates increased in 1992, and have declined steadily since. They
were at their lowest rates in 1995. Fiscal deficits and declining financial intermediation rates have made
it more difficult for the private sector to access credit, although real margins have declined in recent years.
due to higher real rates paid on deposits to attract greater funds.
Poland: Poland suffered from hyperinflation at the beginning of the 1990s, and this contributed to lower
levels of monetization in comparison with Hungary, the Czech Republic, and Slovakia. Poland's
M2/GDP, only 23 percent in 1990, recovered somewhat in 1991 and 1992. However, since 1992,
intermediation rates have stagnated around 26-29 percent in domestic currency and 36-37 percent
including foreign currency. Given Poland's early and strong recovery in real sector activities, its lack of
financial deepening is unusual and a concern. Such low rates have been largely responsible for the
consistently high 8-9 percent real margins since 1992. Most credit is still outstanding to the state sector
on a stock basis.
Slovenia: Like Poland, Slovenia experienced hyperinflation at the beginning of the 1990s. This lowered
levels of monetization in comparison with Hungary and the Czech and Slovak Republics. Slovenia's level
of monetization is unusually low for an economy with per capita incomes exceeding USS 7,000.70 This is
partly due to the loss of depositor confidence resulting from the loss of foreign currency deposits in 1991.
However, monetization levels have been rising steadily since 1992, indicating a recovering economy and
deepening financial intermediation. While the expansion of real sector growth has not been accompanied
by a similar expansion in the financial sector, there have been steady gains since 1993, and this is
expected to continue. Recent trends have helped reduce the cost of intermediation, with real margins down
to 5-6 percent since 1994. Although official statistics are not available for credit allocated to the private
sector, credit to the nongovernment sector has increased steadily since 1994. With complete fiscal balance
and rising credit levels, the private sector is likely finding credit increasingly accessible on the condition
that it meets stricter credit quality requirements imposed by banks since 1993 (see Section HII).
Sources: IMF; World Bank.

Demand-Side Factors: Crowding Out

The allocation of bank credit in general and to the private sector has varied in the five Central
European countries, just as interest rates and margins have varied. Credit in general and to the private
sector has been highest as a percent of GDP in the Czech and Slovak Republics. It is in these countries
where macroeconomic stability has been most prevalent, financial intermediation rates have been highest,
and where fiscal balance has been achieved." These countries have also generally maintained consistent
real margins, with some fluctuation in the Slovak Republic and a high level of consistency in the Czech
Republic. In contrast, Hungary and Poland have crowded out private investment the most among the five
countries. In Hungary, this has been due primarily to high fiscal deficits, prompting public sector

70 GNP per capita was USS 7,140 in 1994.
71 The Czechs have been in balance since 1992. The Slovaks achieved relative balance in 1994.
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borrowings from banks which have reduced lending to the private sector to less than half of total credit. In
Poland, more than half of credit is to the private sector, but total credit is low due to low financial
intermediation rates. Low financial intermediation rates have driven up the cost of intermediation
(contributing to high real margins), and made it more difficult for Poland to finance its modest72 fiscal
deficits. Like Poland, Slovenia suffers from low financial intermediation rates, reducing resources
available for lending. However, most credit in Slovenia is to the nongovernment sector, and combined
with fiscal balance and a growing economy, Slovenia is expected to raise financial intermediation rates in
the coming years to be more in line with international norms. Progress has already been iade since 1994,
contributing significantly to the reduction in real margins. Table 16 highlights fiscal deficits to GDP and a
range of credit measures. Box 3 summarizes country experience with credit allocation since 1992.

Table 16: Demand-Side Factors Affectinl Real Interest Rates 1992 to 1995
Czech Slovak Hungary Poland Slovenia

(inUSS) 92 93 94 95 92 93 94 95 92 93 94 95 92 93 94 95 92 93 94 95
TotalDom.Credit 22 24 2935 11 11 12 13 25 24 25 22 28 30 34 40 2 4 5 6
Total Gov't Credit 1 1 0 1 2 3 3 3 14 14 15 12 12 14 17 17 0 1 1 1
TotalNongov'tCred 20 23 29 35 8 8 9 10 11 10 11 10 16 16 17 23 2 2 3 5
o/w StateEnter's 10 7 6 5 5 4 3 3 na na na na 8 7 7 8 na na na na
o/wPrivate Sector 10 16 23 29 4 4 5 8 na na na na 8 9 10 15 na na na na
(in %/)
Budget Balance/GDP 0 1 0 1 -12 -7 -1 1 -5 7 -8 -4 -7 -2 -2 -3 0 0 0 0
Domestic Credit/GDP 77 79 79 78 92 98 84 76 70 68 64 53 38 41 39 34 23 33 32 36
Gov'tCredit/BudgetBal 9 2 1 2 -2 -4 -18 31 -7 -6 -5 -8 -2 -8 -9 -6 -2 36 -36-3
Gov't CreditJDom.Credit 5 3 1 1 23 27 28 22 56 58 59 56 43 47 49 43 -2 34 27 23
NongovtCred/Dom.Cred 95 97 99 99 77 73 72 78 44 42 41 44 57 53 51 57 102 66 73 77
o/wStateEnt./DomCredJ46 28 22 15 43 34 29 21 na na na na 27 23 21 20 na na na na
o/wPriv.Sect/DomCred 49 69 7784 34 39 43 56 na na na na 30 30 30 37 na na na na

Note: All 1995 figures are preliminary. Gov't figures for Czech and Slovak Republics include National
Property Fund. US dollar figures in billions.
Source: World Bank.

'n Fiscal deficits have been modest since 1993, generally 2 to 3 percent of GDP. Prior to 1993, fiscal
deficits were far more severe.
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Box 3: Credit Allocation and Crowding Out
Czec: The Czech Republic has maintained an excellent record of allocating credit to the private sector,
showing virtualy no evidence of crowding out. Domestic credit as a share of GDP has been fairly stable
since 1992, approximating 78 percent. Given the high level of GDP growth, this translates into a more
than USS 13 billion increase in domestic credit from 1992 to 1995, from USS 21.5 billion to nearly USS 35
billion. The nongovernment share of credit was already high by 1992, at 95 percent of total. As of 1995,
the figure had reached 99 percent. Thus, virtually all domestic credit was allocated to nongovermment
borrowers. As the private sector share of GDP and employment has grown, so has the allocation of credit.
In 1992, the private sector accounted for 49 percent of total domestic credit (US$ 10 bilion). This
increased to 84 percent (US$ 29 billion) in 1995. The Czech Republic has achieved these results with
macroeconomic stability, fiscal balance, high levels of financial intermediation, and a commitment to rapid
privatization in the enterprise sector.
Slovak: The Slovak Republic has maintained steadily growing levels of domestic nongovernment credit
which have been increasingly to the private sector. However, there has been evidence of crowding out, with
more than half of all credit still outstanding to the government or state enterprise sector through 1994, and
44 percent as of 1995. Domestic credit as a share of GDP has ranged from 76 percent (1995) to 98 percent
(1993) of GDP, reflecting more the swings in GDP than in the value of domestic credit. However, GDP has
increased since 1993, and absolute credit has increased during that period. In 1992, domestic credit was
USS 11 billion, of which the nongovernment share was US$ 8 billion. By 1995, domestic credit was US$
13 billion, of which the nongovernment share was US$ 10 billion. As the private sector share of GDP and
employment has grown, so has the allocation of credit. In 1992, the private sector accounted for only 34
percent of total domestic credit (US$ 4 billion). This increased to 56 percent (USS 7.5 billion) in 1995. As
in the Czech Republic, the Slovak Republic has benefited from macroeconomic stability, relative fiscal
balance since 1994, and high levels of financial intermediation. However, privatization has slowed, and
this partially explains continued crowding out in the Slovak economy.
Hungary: Because of high fiscal deficits through 1994 and (until recently) slow privatization, Hungary has
significantly crowded out private investment. Domestic credit has fallen considerably as a percent of GDP,
from 70 percent (USS 25 billion) in 1992 to 53 percent (USS 22 billion) in 1995. The nongovernment
share of credit has remained a mere 42 percent of domestic credit, the lowest level in Central Europe.
Statistics are not available, but the private sector share of domestic credit has accounted for no more than
30 percent of total domestic credit since 1992. The main reason for such weak lending to the private sector
has been competition from government to finance high fiscal deficits, which peaked at 8 percent of 1994
GDP. Deficits are expected to come down, as they did in 1995, and this is expected to reduce government
demand for bank credit. Combined with renewed commitment to privatization, private sector investment
and lending are expected to increase.
Poland: Like Hungary, Poland has crowded out of private investment. This has been due more to the low
levels of financial intermediation which prevail in Poland, rather than severe fiscal deficits. Domestic
credit as a percent of GDP, ranging from 34 percent (1995) to 41 percent (1993)., has been the lowest in
Central Europe except for Slovenia. However, with steadily increasing GDP, this translates into an
absolute increase in domestic credit from USS 28 billion in 1992 to US$ 40 bilion in 1995. The
nongovernment share of credit has been barely half of total domestic credit, ranging from 51 percent
(1994) to 57 percent (1992 and 1995). Aside from Hungary, these are the lowest levels in Central Europe.
The private sector only received 30 percent of domestic credit through 1994, but more favorable lending
trends emerged in 1995, with the private sector accounting for 37 percent of total.
Slovenia: Like Poland, Slovenia has suffered from low levels of investment, including private investment,
due to low levels of financial intermediation. However, with steadily increasing GDP, Slovenia's domestic
credit has steadily increased from 23 percent of GDP in 1992 (USS 2 billion) to 36 percent of GDP in 1995
(or USS 6 billion). The nongovernment share of credit has been high and rising during the transition,
reinforced by Slovenia's strong fiscal position. Lending to the private sector is expected to increase,
particularly as the government's strong fiscal position mitigates the need to borrow from the banking
sector.
Source: World Bank.
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Interest Margins as a Tool for Recapitalization

A review of Central European interest nargins indicates that (i) effective interest margins are not
exceedingly high in the aggregate, but (ii) rates vary considerably by individual bank. On the first point,
and without adjusting for inflation, interest margins range from 2.8 percent to 5.0 percent, roughly in the
range of EU banks. When adjusted for inflation,73 these margins range from 2.4 percent to 4.4 percent
However, many of the larger domestic banks with high levels of nonperforming loans have (rationally)
attempted to increase net margins to increase provisions for loan losses while adding to capital. The
importance of breaking down oligopolistic structures has been to foster competition so that emerging
private enterprises are not cut off from affordable credit while troubled banks attempt to recapitalize. Most
Central European countries have been slow to achieve this (see Section I), and this has contributed to
higher interest rates for most enterprise borrowers. In countries where fiscal deficits have been
problematic (particularly Hungary, and Poland to a lesser extent), banks have had the option of
purchasing government securities at the expense of lending to the real sector. This has provided them with
a safer method of recapitalization, and in some ways has applied downward pressure on nominal interest
margins. Table 17 looks at the effective interest margins derived from 1994 financial statements. Box 4
describes country-specific trends.

Table 17: Analysis of Effective Interest Margins At 1994,
Selected Large Domestic Banks*

Czech Slovak Hungary| Poland Slovenia
(USS million)
Interest Income 2,510 1,370 4,260 1,560 360
Interest Expense 1,510 880 2,850 910 240
Interest-earning assets 22,400 9,370 26,600 12,130 3,910
Interest-bearing liabilities 20,200 9,190 24,330 11,1l0 3,770
(in percent)
Nominal interest income 11.2 14.6 16.0 12.9 9.2
Nominal interest expense 7.5 9.6 11.7 8.2 6.4
Nominal interest margin 3.7 5.0 4.3 4.7 2.8
Real interest income -7.9 1.1 -2.3 -14.4 -9.0
Real interest expense -11.0 -3.4 -6.0 -18.0 -11.4
Real interest margin 3.1 4.4 3.6 3.6 2.4
Minimum reserve requirements 12.0 9.0 16.0 20.0 7.2**
Inflation (CPI avg.) 20.8 13.4 18.8 31.9 20.0
* Totals for Hungary based on 1995 SBS Report, other totals based on available financial statements.
** MRR figure for Slovenia calculated by applying maturity-based reserve requirements to the deposit
portfolio of SKB Banka.
Sources: Annual Reports, Hungarian State Bank Supervision Report.

73 Interest income in percentage terms is calculated as the ratio of interest income to average
interest-earning assets. Interest expense in percentage terms is calculated as the ratio of total interest
expense to total interest-bearing liabilities. Adjustments were also made for inflation, represented by 12-
month average CPI. Hence, this measure shows the net real margin for banks relative to average earning
assets, rather than simply comparing the weighted-average difference between interest rates on loans and
deposits (as shown in Table 14).
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Box 4: Adjusted Real Interest Mar *ns, 1994
Czech Republic: The Czech banks show nominal interest margins of 3.7 percent and real interest margins
of 3.1 percent This suggests that in the aggregate, the large domestic banks were not charging high rates
to recapitalize in 1994. Nominal rates on loans and deposits were stable in 1995, suggesting this trend
continued despite increasing recognition of nonperforming loans (see Sections I1 and MV). The high level
of competition presented by foreign banks, which have been providing credit and other services to some of
the Czech Republic's largest and most creditworthy enterprises, may be limiting the freedom SOCBs have
to raise rates. Thus, open competition in the Czech banking sector has helped keep interest rates down.
This may make it more difficult for the larger SOCBs to recapitalize.
Slovak Republic: Slovak banks show the highest nominal interest margins (5.0 percent) and real interest
margins (4.4 percent) in the region. Despite having lower MRRs and inflation rates than elsewhere,
Slovakia's margins are comparatively high because the largest banks are finally provisioning for loan
losses (see Section III). While many smaller banks are operating in the market, large Slovak banks face
less competition than in other Central European markets, permitting them to charge higher rates on loans
and negative real rates on deposits (CPI basis).
Hungary: Hungarian banks show fairly high nominal interest margins of 4.3 percent as well as real
interest margins at 3.6 percent. This is largely due to high MRRs and inflation rates. Nominal interest
margins are also high because the largest banks have troubled loan portfolios.'4 This has been partly
mitigated by the high level of competition found in Hungary, although these higher rates also provide an
opportunity for private banks to increase profitability (see Section Im). To contain risk and recapitalize
(net of recourse to fiscal resources), state banks have increased their purchases of government securities
and reduced lending.75 This has provided a safer approach to recapitalization, but crowded out private
investment.
Poland: Polish banks face the highest MRRs and inflation rates in the region. For this reason, nominal
interest margins are among the highest at 4.7 percent. Real interest margins are comparatively high (3.6
percent). As in Hungary, Polish banks have had the option of lending to government and earning safe
returns on securities to provision for loan losses and recapitalize. In 1995, 43 percent of total domestic
credit went to government, compared to a negative figure in 1990.
Slovenia: Slovene banks show low nominal interest margins (2.8 percent), and comparatively low real
interest margins (2.4 percent). Minimum reserve requirements have been the lowest in Central Europe,
and Slovenia has succeeded in bringing down its inflation rate. With the centralized bank rehabilitation
program that Slovenia has followed (see Section III) combined with a desire to increase monetization
levels, rates have been kept fairly low. However, individual banks show considerable variability in rates
and margins.76

Sources: Bank annual reports; World Bank.

74 Generally, a correlation between banks with a high level of bad loans and those with inflated
interest margins can be observed. In the Hungarian market, the interest spread of Postabank was 8.5
percent, more than five times greater than that of MKB for fiscal year 1994, yet MKB achieved a better
return on equity and return on capital. The likely explanation for this is the adverse impact that
Postabank's portfolio of bad loans has on earnings. According to audited financial statements, Postabank's
ratio of risk-weighted assets to total assets at year end 1994 was 0.63, while the comparable figure for
MEKB was 0.343.
75 While lending to nongovernment declined by nearly USS 6.5 billion on a net basis from 1990 to
1995, lending to the government increased. More than half (58 percent) of domestic credit was lent to
government in 1995, compared to 44 percent in 1990.
76 Gorenjska Banka, in Slovenia, reported an adjusted real spread of over 7 percent for 1994
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The Role of Bank Lending in Support of Economic Recovery

Domestic credit has increased in all Central European countries except Hungary, and this has
helped push the economic recovery forward. However, as a percent of GDP, domestic credit has been
stable in the Czech Republic, and declined in the other four Central European countries. Most lending is
still to the enterprise sector, although less now as a percent of total domestic credit than in 1990-1992.
Lending to households remains low in Central Europe, while lending to the government has been high in
Hungary, moderately high in Poland and Slovakia, and low in the Czech Republic and Slovenia where
fiscal balance is in effect.

In dollar terms, lending to the enterprise sector" has increased.78 However, as a percentage of
overall credit and GDP, lending to the enterprise sector has declined. Today, lending to enterprises
accounts for 60-70 percent of total credit in the Czech and Slovak Republics, about half in Poland and
Slovenia, and only one third in Hungary. These rates were all significantly higher in 1990-1992 except in
Hungary, where it was about the same. Lending to the enterprise sector has declined mainly because of the
imposition of hard budget constraints on loss-making SOEs. Cuts to the SOE sector have exceeded
increases in lending to private enterprises. This has helped to increase efficiency in the allocation of
credit, part of the overall restructuring process during the transition period.

In most cases, the banks have increased lending to the private sector (households and enterprises)
in absolute terms as well as a percent of total credit. However, lending to the private sector remains
relatively small as a percentage of GDP in some countries. In the Czech Republic, lending to the private
sector was 52 percent of GDP by end 1995 compared to 34 percent in 1992. This is by far the highest
figure in Central Europe. In the Slovak Republic, lending to the private sector increased from 33 percent
of 1992 GDP to 39 percent of 1995 GDP. In Poland, lending to the private sector was 13 percent of 1995
GDP compared to only 3 percent in 1990. It is assumed that lending to the private sector has increased in
Hungary and Slovenia, although official statistics are not available.

Meanwhile, lending to the state enterprise sector has declined significantly in Central Europe.
This has been due partly to privatization of enterprises receiving credit, as well as hard budget constraints
imposed on loss-making SOEs by the banking sector. In the Czech Republic, lending to SOEs has dropped
from 36 percent of 1992 GDP to 12 percent in 1995. In the Slovak Republic, despite a slowdown of
privatization in key industries, credit to the state enterprise sector declined from 43 percent of 1992 GDP
to only 18 percent in 1995. In Poland, lending to SOEs was 17 percent of 1990 GDP but only 7 percent of
1995 GDP. In all three countries, loans to SOEs account for no more than one quarter of total credit
stocks. The same trends are assumed for Hungary and Slovenia.

Lending to government has varied significantly across countries. In the Czech Republic, where
net lending was never very high, it has declined from 7 percent of 1992 GDP to only 2 percent in 1995.
These are the lowest rates of lending to government in Central Europe. Proceeds from privatization and
maintenance of fiscal balance have precluded the need for government borrowings. Slovenia, like the
Czech Republic, has achieved fiscal balance, and for that reason has minimized government borrowing
needs. Lending to government was 6 percent of 1991 GDP, rising to 8 percent in 1995. Moderately high
levels of lending to government prevail in the Slovak Republic and Poland. In the Slovak Republic,
lending to government has increased from 13 percent of 1992 GDP to 19 percent in 1995. This has partly
compensated for the decline in lending to SOEs, as government has decided to retain 'key" industries

77 Figures are available for aggregate lending to the enterprise sector, but not available for private
and state enterprise sectors in Hungary or Slovenia.
7S Credit to the enterprise sector has increased in the aggregate in all countries but Hungary.
Lending to SOEs (in dollar terms) has decreased in the aggregate, but lending to the private sector (in
dollar terms) has increased twofold in the Slovak Republic, threefold in the Czech Republic, and more
than tenfold in Poland in recent years. This has led to a net increase in the dollar value of lending to the
enterprise sector.
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rather than pAvatize them. In Poland, trends have been somewhat similar. Lending to the government has
increased from negative 2 percent in 1990 GDP to 15 percent of 1995 GDP. Privatization has moved
slowly in Poland, and many of the largest and troubled industrial enterprises continue to receive financing
from public sources despite a general decline in lending to the SOE sector. Hungary has the highest levels
of government borrowing in the region. Lending to government was 36 percent of 1990 GDP, declining
but stil high in 1995 at 30 percent of GDP. This has played a significant role in weakening economic
recovely, as well as crowding out private investment. Table 18 summaizes trends in the allocation of total
domestic credit.

Table 18: Allocation of Credit by Sec tor
9e I 1Slovak IHungary Poland Slovenia

1992 1995 1992 1995 1990 1995 1990 1995 1991 1995
(USS million)
Gov't, net 1,834 1,041 1,401 2,965 12,243 12,381 -964 16,973 192 1263
Enterprises 16,750 24,249 7,065 7,898 9,671 6,861 11,827 20,507 1,863 3,452

SOEs 9,816 5,179 4,545 2,825 na na 10,637 8,244 na na
Private 6,935 19,067 2,520 5,073 na na 1,191 12,263 na na

Households 2,525 3,828 941 865 6,086 2,351 619 2,277 183 1,276
Other 91 5,921 270 1,296 20 111 0 0 9 77
Dom. Credit 21,201 35,039 9,678 13,026 28,020 22,141 11,483 39,758 2,247 6,067
(% total)
Gov't, net 9 3 15 23 44 56 -8 43 9 21
Enterprises 79 69 73 61 35 31 103 52 83 57

SOEs 46 15 47 23 na na 93 21 na na
Private 33 54 26 40 na na 10 31 na na

Households 12 11 10 7 22 11 5 6 8 21
Other 0 17 3 10 0 0.5 0 0 0 1
Dom. Credit 100 100 100 100 100 100 100 100 100 100
(stock u e GDP)
Gov't, net 7 2 13 19 36 30 -2 15 6 8
Enterprises 61 54 66 51 28 17 19 18 54 21

SOEs 36 12 43 18 na na 17 7 na na
Private 25 43 24 33 na na 2 11 na na

Households 9 9 9 6 18 6 1 2 5 8
Other 0 13 2.5 8 0 0 0 0 0 0.5
Dom. Credit 77 78 91 83.5 83 54 18 34 65 37
Note: The sum of net credit to government and credit to the nongovernment sectors extended by the central
bank and commercial banks. Slovak Republic as of end November 1995. Enterprise sector includes enterprises
under foreign control and insurance organizations; excludes nonprofit organizations except in Slovenia.
Householdssector includes small entrepreneurs. Other sectors include foreign currency credit, credit to NPF,
insurance companies, nonprofit organizations and nonmonetary financial institutions in the Czech and Slovak
Republics; and nonmonetary financial institutions in Hungary and Slovenia.
Source: Central banks; International Monetary Fund; World Bank.

Changes in the distribution of credit have been accompanied by a toughening of credit terms. In
addition to high real interest rates on loans, banks are generally less willing to lend on a long-term basis.
Only in Poland has there been an increase in medium- and long-term lending, occurring only in 1995
after several years of recovery (including heavy provisioning for loan losses; see Section E). This risk
aversion is linked to banks' efforts to contain losses from troubled loans, as well as reflective of a cautious
approach to liquidity management. While stock figures indicate short-term loans are about half of total,
flow figures indicate that new loans made to enterprises are increasingly on a short-term basis. Table 19
reflects stocks and flows of enterprise credit by maturity. Box 5 reviews credit allocation on a country-
specific basis.
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Table 19: Enterprise Credit By Maturity |
Czech Slovak Hungary* Poland** Slovenia***

1992 1995 +/- 1992 1995 +/- 1992 1994 +/- 1992 1995 +/- 1992 1995 +-
USS billion
short-term 6.84 11.48 4.64 2.82 3.45 .63 5.92 4.73 -1.19 6.68 8.17 1.49 .73 1.61 .88
medium-term 4.09 6.84 2.75 1.48 1.31 -.17 - - - - 2.27 2.27 - .36 .36
long-term 5.82 6.33 .51 2.77 3.15 .38 1.63 1.54 -.09 7.15 10.07 2.93 1.03 1.48 .46
Total 16.75 24.65 7.90 7.07 7.90 .83 7.55 6.26 -1.28 13.83 20.51 6.68 1.81 3.45 1.64
percent total
short-term 41 47 59 40 44 76 78 75 93 48 40 22 40 47 54
medium-term 24 28 35 21 17 -21 - - - - 11 34 - 10 22
long-term 35 26 6 39 40 45 22 25 7 52 49 44 57 43 28
Total 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100
* Through 1994 in Hungary, short-term credit was working capital, and long-term credit was investment
capital; foreign currency credits were not disaggregated by term; foreign currency excluded from above figures;
Hungary changed these classifications after 1994.
** In Poland, enterprise loans include to both state-owned and private enterprises, excluding interest not paid.
* In Slovenia, tolar and foreign currency loans to enterprises and nonprofit institutions (with the balance
constituted by overdrafts) are included.
Source: Central banks.
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Box 5: Credit Patterns in Central Europe
Czech Republic: Total domestic credit has increased two thirds in the Czech Republic since 1992,
running in parallel with GDP growth. Most incremental lending has been to the private sector, although
some lending is also made to public sector municipal functions (health, utilities, schools) spun off from
SOEs during privatization. The greatest reduction in credit has been to SOEs. Rates have remained stable
in real terms since 1992, although high levels of nonperforming loans and aggressive provisioning for
loan losses by large SOCBs may put upward pressure on rates in the future. However, to date, competition
in the banking sector and fiscal balance have contained upward movement in interest rates. On a maturity
basis, nearly 60 percent of new credit is on a short-term basis.
Slovak Republic: Domestic credit has increased one third in the Slovak Republic since 1992. As a percent
of GDP, domestic credit has been the highest of Central European countries. Incremental lending has
increased to the private sector and government (federal, municipal), while declining to SOEs. Rates have
been fairly stable in real terms since 1992, although recently real margins have increased as high levels of
non-performing loans are recognized. Large Slovak SOCBs began to aggressively provision for loan losses
in 1995. The need to recapitalize is the main reason behind upward pressure on lending rates. Nominal
lending rates increased 1 percent in 1995 despite a 3 percent decline in the inflation rate. Most new credit
is on a short-term basis.
Hungary: Domestic credit decreased 21 percent between 1990 and 1995, making Hungary the only
country in Central Europe to experience a decline. As a percent of GDP, domestic credit declined from
one of the highest rates in Central Europe in 1990 (83 percent) to a middle range in 1995 (54 percent).
Lending to government has stayed at the same dollar level, while declining evenly between the enterprise
and household sector. Thus, until recently, credit has gone primarily to government. Rates have declined
slightly in real terms since 1992, although real margins could increase again as large SOCBs provision for
loan losses. Fiscal deficits have crowded out private investment, although fiscal deficits now appear to be
declining. Net and real margins remained stable in 1995. By end 1994, maturities had changed little in
Hungary, with about three quarters of enterprise credit on a short-term basis.
Poland: Domestic credit increased 250 percent between 1990 and 1995. However, as a percent of GDP,
domestic credit remains low at 34 percent (1995). Lending to government has increased significantly
since 1995, and accounts for the biggest share of incremental credit in Poland. Government was a net
lender in 1990, but now accounts for 43 percent of domestic credit to finance entitlements and to
compensate for low levels of tax revenue (although fiscal deficits have declined since 1993). Credit began
to increase significantly to the private sector in 1995, while hard budget constraints on SOEs generally
remained in effect (except for key mining, steel and other preferred industries). Credit has also increased
to the household sector. Thus, only the SOE sector has experienced a decline in credit, now representing
21 percent of total credit in 1995 compared to 93 percent in 1990. The private sector (enterprises and
households) now accounts for 37 percent of total credit compared to 15 percent in 1990. Rates have
remained high as large SOCBs have provisioned for loan losses in recent years. However, the steady
reduction of inflation rates, fiscal deficits, and nonperforming loans suggests that Poland may be in a
position to reduce real rates in the near future. Poland is also the only country in Central Europe where
most new credit is medium- and long-term. Combined with currently high growth rates, this could bode
well for near-term investment trends.
Slovenia: As in post-hyperinflationary Poland, domestic credit has increased in Slovenia. The increase
was 170 percent between 1991 and 1995. However, also like Poland, as a percent of GDP, domestic credit
is low at 37 percent (1995). Lending to government has increased significantly since 1995, primarily to
finance bonds. Slovenia has maintained fiscal balance since 1992. The biggest share of incremental credit
in Slovenia has been to the enterprise sector and households. While data do not disaggregate enterprise
lending by SOE and private, most new lending to the enterprise sector has been to private businesses.
Rates and margins have come down in Slovenia, and banks are now recapitalized after a centralized
rehabilitation program (see Section III). While most new loans are short-term, more than 40 percent of
new loans exceed periods of one year.
Sources: Central banks; IMF; World Bank.
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IIL Restructuring the Banking Sector

Privatization is the most straightforward route to breaking the web of relationships between
governments, state-owned banks, and state-owned enterprises. While early privatization has led to
improved financial intermediation in both the Czech and the Slovak Republics, the maintenance of a
blocking minority by the state has introduced a constraint on bank restructuring. At the same time, many
state-owned banks in Central Europe are not privatizable in their current situation, and some may not be
privatizable at all. Governments have followed a wide array of approaches to deal with this problem, with
mixed results. The decentralized approach followed in the case of the restructuring of the Polish
commercial banks has achieved partial success because of (i) strong governance by the Ministry of
Finance as owner; (ii) time-bound out-of-court procedures to work out bad loan portfolios; and (iii) a
belief by bank managers that the banks were soon going to be privatized. However, these banks continue
to experience operating weaknesses which undermine competitiveness, even though most are now
profitable. In Hungary, the loan consolidation scheme was unable to achieve all of its objectives because of
(i) weak governance by the Ministry of Finance; (ii) problems with the design of the loan consolidation
plan; and (iii) the lack of a time-bound plan for privatization. A "good bank-bad bank" approach has now
been introduced to correct these problems, and this is contributing to meaningful and effective bank
restructuring. Centralized approaches in the Czech Republic, the Slovak Republic and Slovenia have led
to mixed results in terms of bank restructuring and privatization, with improved financial conditions for
the banks, but uncertain prospects for stable growth in more open markets exposed to competition.

This section examines the progress achieved in restructuring banks in the countries of Central
Europe. This includes (i) portfolio restructuring under decentralized approaches (bank-led restructuring in
Poland; loan consolidation scheme in Hungary) as well as centralized approaches (Konsolidacni Bank in
the Czech and Slovak Republics; the Bank Rehabilitation Agency in Slovenia); (ii) bank
resolution/liquidation, including the "good bank/bad bank" approach in Hungary, the restructuring of
BGZ in Poland, and the restructuring of Ljubljanska Banka in Slovenia; (iii) results of loan and bank
restructuring; and (iv) an evaluation of methods chosen.

Portfolio Restructuring

Portfolio restructuring in Central Europe was prompted by the prevalence of bad loans on state
bank balance sheets which weakened bank liquidity and solvency once hard budget constraints were
imposed. Table 20 provides an overview of estimated nonperforming loans in the sampled countries as of
mid-1991 for Poland and end 1991 for the other countries.

49



Table 20: Quality of Loan Portfolios in 1991*
CSFR Hungary Poland Slovenia **

Nonperforming Loans as % of:
GDP 21 6 n.a. 21
Bank Assets 15 7 n.a 13
Bank Loans 29 9 n.a. 26
Loans to Enterprises 36 20 n.a. 40

Total NPL***
under observation n.a. 0 0 n.a.
substandard n.a. 20 39 n.a.
doubtful n.a. 54 35 n.a.
bad n.a. 26 26 n.a.

SOCB shares of NPLs:***
Total NPL 100 84 n.a. 87
GDP 21 5 7 19
Bank Assets 15 6 13 11
Bank Loans 29 9 33 22

NPLs as % Loans to Enter.'s 36 n.a. 34 35
SOCB Assets 21 8 58 13
SOCB Loans 37 11 62 25

Problem Sectors Machinery, iron and Industry Industry and Steel, electrical
steel, -electro- trade power, railways,
technical industry, airlines
armaments,
agriculture

* Based on stock figures at end 1991, except for Poland (mid-1991).
* Total problem loans, excluding doubtful guarantees.
*** Breakdown of Poland's NPLs by category covers the seven SOCBs only. This means the largest
specialized banks with more than 50% of total assets are not included in above figures.
**** KB, VUB, Konsolidacni, Investicni, and CSOB (CSFR); Budapest Bank, OTP, MHB, MKB, K&HE,
and Postabank, based on total classified portfolio at end 1992.(Hungary); seven SOCBs not privatized by
end 1993 (Poland); 13 affiliates of LB System (Slovenia).
Source: SBS (Hungary) Annual Reports; Central bank annual reports and bulletins; International Monetary
Fund; World Bank.

In the CSFR and Slovenia, nonperfonning loans accounted for about 20 percent of GDP, 15
percent of banking system assets, and 25-30 percent of total banking system loans. In Hungary,
nonperforning loans were lower by all these measures, but deteriorated quickly with the passage of new
legislation in 1991 and 1992 which led banks to recognize more of their bad loans.79Poland's seven
SOCBs, which accounted for about one third of total banking assets, reported nonperforming loans of 7
percent of GDP, 13 percent of assets, and 33 percent of loans. However, the magnitude of the problem was
far greater because Poland's six specialized banks accounted for about 50 percent of Poland's banking

.79 Key factors were the Act on Financial Institutions of 1991, which created three categories of
nonperforming loans (substandard, doubtful, bad) and mandated provisioning for these loans (20, 50, 100
percent provisioning, respectively.) In addition, the Accounting Act of 1992 allowed banks to create
provisions out of pre-tax profits. The Bankruptcy Act of September 1991 imposed bankruptcy proceedings
on any firm that was in arrears by more than 90 days. In 1992, 10,000 firms came under bankruptcy
because of this "automatic" clause of the Act. Since any loan to a firm in bankruptcy had to be filed as
"bad" under the Financial Institutions Act, bad loans reported by banks increased sharply in 1992. Prior to
loan consolidation, nonperforming loans accounted for 9 percent of 1992 GDP, 12 percent of bank assets,
17 percent of total loans, and 36 percent of enterprise loans as of end 1992. The increase was most
apparent in bad loans, whose share within nonperforming loans jumped from 25 to 64 percent.
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system assets, and the two largest specialized banks (BGZ, PKO BP) faced severe problems in the
agriculture and housing sectors.

Bad loans in these countries were also highly concentrated by lender and borrower. As indicated
in Table 20, 85-100 percent of nonperforming loans were held by state-owned banks, translating into a
large proportion of bad loans in these banks' portfolios. This problem was particularly severe in Poland,
where more than 60 percent of loans of the seven SOCB's loans were nonperforming, and where the loan
portfolios of some of the larger specialized banks were in even worse shape. In the CSFR, where 37
percent of state-owned banks' portfolios were nonperforming, individual state banks often carried much
higher proportions of such loans than the average.8*In Slovenia, three banks--LBdd, Kreditna Banka
Maribor, and Kreditna Banka Nova Gorica--together accounted for 74 percent and 87 percent of banking
system exposure to problem loans and doubtful guarantees, respectively.8 1 In Hungaly, state banks' loans
were 64 percent nonperforming once new laws were adopted in 1991-1992.

Large state-owned firms bore a large share of enterprise losses. In Hungary, 541 large loss-
making enterprises (each with losses exceeding HUF 100 million, or about US$ 1.1 million) accounted for
61 percent of total enterprise losses in 1993 and held 48 percent of total overdue bank loans. In Slovenia,
state-owned enterprises produced 10 percent of the output and yet accounted for 30 percent of total
enterprise losses; 100 large loss-making enterprises accounted for 73 percent of the total losses of the
enterprise sector. Of the 100 large enterprises, a mere 19 comprised 56 percent of the group's total
losses.82

As a result of the concentration of bad debts among a number of state-owned banks, these banks
faced severe problems of solvency and had low CARs. At the end of 1990, VUB (CSFR) reported a capital
asset ratio of less than 2 percent.8 3 At the end of September 1992, seven of the 14 largest Hungarian banks
had negative CARs, and five others had CARs which were below the 7.25 percent targeted by the end of
1992.84 These low CARs were more problematic in that more rigid loan classification standards observed
by market economies were not yet in place. The introduction of these standards led to widespread
provisioning and write-offs in all five countries, prompting the need for recapitalizations to counter
solvency problems (negative capital).

Governments faced two general alternatives in dealing with the bad debt problem:85 (i) they
could pursue a '"ecentralized" approach-- as in Poland with commercial banks (but not specialized banks)
and Hungary, initially, with commercial banks-- whereby individual banks lead the financial restructuring
process (or more modestly retain responsibility for loan recovery), with assistance from the state;w or (ii)
they could follow a 'bentralized" approach- as in the Czech and Slovak Republics and Slovenia- by
carving out bad debts (CSFR), placing them in a central agency for collection or liquidation (Slovenia),
and recapitalizing the banks. Portfolio restructuring options and approaches are discussed below.

so For example, 54 percent of VUB's loan portfolio was nonperforming at the end of 1991.
SI By contrast, the three banks together accounted for only 53 percent of the total assets of the

banking system (end 1991).
S2 Total accounting losses of around 5,000 enterprises in Slovenia reached 17 percent of 1992 GDP.
83 RED Slovakia, August 1995.
84 Excluding OTP, which was well capitalized, the net capital of the 13 banks would have been

negative if the target provisions required by the Financial Institutions Act (1991) were booked.
85 For an overview of the major options, see Saunders and Sommariva (1993). Also see Borish,
Long and NoWl (1995) for a review of country-specific restructuring programs in the banking and
enterprise sectors.
86 Other options included (i) debt cancellation or forgiveness; (ii) liquidation of insolvent state
banks, with govermment assumption of banks' liabilities; and (iii) hyperinflationary elimination of banks'
liabilities.
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Decentralized Approaches: Poland and Hungary

Originally, reform programs identified banks as lead restructuring agents because they were
presumed to know the condition of the enterprises better than non-banks (including government), and they
could serve as a vehicle for decentralized debt resolution. Notwithstanding reservations about bank
preparation for such a complex task, the bank-led approach was considered preferable to a more
centralized, government-led effort to restructure the enterprise sector. Governments knew less about the
enterprises than the banks. Governments were also vulnerable to bureaucratic and political factors that
could slow the enterprise restructuring process.

Bank-led restructuring of the enterprise sector originally anticipated banks assuming a
comprehensive role. This included (i) conducting an analysis of problem debtors to determine the level of
debt owed, and how to have principal repaid and interest serviced; (ii) restructuring the debt of potentially
viable enterprises; (iii) financing the physical restructuring of potentially viable enterprises; (iv)
exercising corporate governance over these enterprises; and (v) writing off the debts of, curtailing new
credit to, and in some cases liquidating non-viable enterprises. Thus, the decentralized bank-led approach
assumed banks would take the lead in the financial (debt), physical (property, plant, equipment,
inventories) and operational (governance) restructuring of viable enterprises, and accelerate the
liquidation of nonviable enterprises. This proved to be an overly ambitious conceptualization of banks'
roles and capacity in general enterprise restructuring in transition countries. Decentralized approaches in
Poland and Hungary are higlighted below.

Poland: Bank-led Restructurin

In Poland, the portfolio of the banking system deteriorated substantially in 1991, at which time
the government was confronted with the fiscal implications of the loss of some 40 percent of bank assets.
GoP wanted to find a solution that minimized the loss of jobs and productive capacity. After an initial
period in which licensing requirements encouraged the entry of private banks to stimulate competition"7

(but for which Poland's legal and regulatory framework and supervisory capacity were unprepared),
Poland's bank reform program stressed the gradual restructuring of nine regional SOCBs and several
specialized banks prior to privatization (Box 6). The government originally decided to delegate to the nine
state-owned commercial banks88 the task of restructuring the enterprises that had failed to adapt to new
market conditions, and to recapitalize the commercial banks for that purpose.

The Law on Financial Restructuring of Enterprises and Banks became effective in March, 1993,
and established the basis for a program to not only recapitalize the banks and restructure their balance
sheets, but also to deal with state enterprises with bad debts. Key features of the plan were (i) the state
banks were instructed to separate out loans classified by auditors as lost and doubtful, and to set up
internal workout units to manage the bad loan portfolio; (ii) the banks were required to create provisions
amounting to 100 percent for the lost category and 50 percent for the doubtful category; on the basis of a
December, 1991 portfolio analysis, the necessary recapitalization figure was recalculated and set at a level
such that the banks would reach 12 percent capital adequacy after taking new provisions into account; and
(iii) banks were required to complete the restructuring of their bad loans by the end of March, 1994. This

87 From 1989 to mid-1992, liberal licensing requirements were applied to Polish and foreign banks.

American Express (US), ING (Netherlands), Citibank (US), Creditanstalt (Austria), Raiffeisen
Zentralbank (Austria), Societe Generale (France) and other foreign banking interests opened branches,
offices or joint ventures, as did dozens of smaller Polish banking concerns. After 1992, NBP reversed its
liberal policy to consolidate the system and protect domestic banks from further foreign entry.
88 These SOCBs were spun off from NBP. In addition, Poland has four specialized banks which are
state-owned, and also spun off from NBP, and two additional state-owned specialized banks not spun off
by the NBP (see Section I).
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was accompanied by a plan to privatize a total of nine SOCBs, of which two banks (Bank Wielkopolski in
Poznan and Bank Slaski in Katowice) were privatized without recapitalization.Y

Thus, the government recapitalized seven SOCBs with USS 750 million in 1993,9°
approximating 12 percent capital adequacy after provisioning for loan losses and accrued interest. (Poland
also recapitalized three specialized banks, although the restructuring exercise of these banks has differed
considerably from that of the state-owned commercial banks, following a more centralized approach: (i)
PKO BP with old ZL 5.7 trillion in connection with its commercial, non-housing portfolio in December
1993; (ii) BGZ with old Zi 4.3 trillion in December 1993, and another old Zi 12.3 trillion in 1994; and
(iii) PKO SA with old ZI 3.7 trillion in 1994. The cost of these recapitalizations thus reached about US$
1.1 billion.) The recapitalization of the seven state commercial banks enabled them to recognize their
losses and work out their bad loans. In the process, these banks were effectively "commercialized" prior to
privatization, with the adoption of new corporate governance guidelines and a program to restructure the
loan portfolio.

Box 6: Restructuring and Privatization in the Polish Commercial Banking Sector
Background: In 1992, nine SOCBs were instructed by the Ministry of Finance (banks' owner) to (i)
create debt work out units, (ii) refrain from lending to borrowers with doubtful or unrecoverable loans,
and (iii) come up with action plans to recover loans from delinquent borrowers. Each workout unit had
15 bank staff, although not all bad debts were assigned to these units. Meanwhile, the Ministry of
Finance set up a monitoring unit for monthly reviews of bank-enterprise relations. In 1993, banks
focused on recovering nonperforming loans via enterprise financial restructuring and
achieving/maintaining CARs at international standards. Banks were given an incentive to privatize
through the Polish Bank Privatization Fund, representing a transfer of Zloty stabilization funds from
donors, to service Treasury bonds once the banks were privatized.
Recapitalization Features:
* Bank CARs were raised to 12 percent by the issuance of OZ 11 trillion (US$ 1 billion) in GoP bonds,
and another OZ 10 trillion at market rates, with 15-year maturities amortized in equal installments
starting in 1994.
* SOCB conciliation was introduced without the need for court involvement for three years. Creditors
with more than 20 percent of equity could initiate proceedings. Only a majority was needed for
approval of restructuring plans.
* Creditors with 30 percent or more of enterprise debt could convert the debt to equity, automatically
changing the status of the enterprise to a joint-stock company. Creditors could request a change in
enterprise status without swapping debt for equity.
* Banks were given one year (1993) to deal with bad debt problems. If no agreement was reached with
the debtor, or the debtor declared not viable, banks were then required to file for bankruptcy of the
enterprise or sell the bad asset.
* Unions ceded their right of refusal in exchange for 10 percent ownership in enterprises, and positions
on management/supervisory boards ("Enterprise Pact", February 1993).
Sources: World Bank.

89 In the cases of Bank WKP and Bank Slaski, about 25 percent of shares went to strategic
investors, a proportional amount to the stock exchange, a small fraction to management and workers, and
the remainder was kept by the State Treasury. Bank Przemyslowo-Handlowy of Krakow and Bank
Gdanski were partly privatized in 1995.
90 Poland established a USS 1 billion Bank Privatization Fund at end 1992 to service the US$ 750
million in bonds issued in 1993 to the SOCBs. This Fund was established to reduce prospective investor
fears of debt service complications that would interfere with bank privatization in Poland. Contributions
amounted to USS 500 million by February 1993 and USS 600 million by end 1994. These funds were to
be transferred to the government to service the Treasury bonds held by any SOCB as a result of its
recapitalization, but are made available only after the privatization of the bank.

53



By the March 1994 deadline spelled out in the law, the commercial banks had financially
restructured the 600-odd enterprises that accounted for most of their bad loan portfolio. About 200 of
these enterprises, accounting for more than half of the bad loans, entered into conciliatory agreements
with their creditors under an out-of-court reorganization procedure modeled on the US bankruptcy code
(Chapter 11). The agreements typically entailed (i) transforming state enterprises into joint stock
companies; (ii) rationalizing and reorienting troubled enterprises' activities by reshaping product lines,
closing unproductive units, and trimming the workforce; (iii) rescheduling financial obligations to make
repayment financially feasible; and (iv) in about 150 cases, diluting state ownership through debt-equity
swaps. About 150 enterprises underwent liquidation, and the remaining 250 enterprises had their
collateral executed, regained creditworthiness, or had their debts auctioned off by banks.

Each of the original nine SOCBs was responsible for 200-300 SOE workouts, restructurings or
liquidations. For the 250-300 enterprises expected to emerge from conciliation procedures, a target of 30
percent was set for outright privatization, and 70 percent for "commercialization." Conciliation
procedures were initiated by any creditor holding 10-20 percent of SOE liabilities. Conciliation was
considered complete once creditors representing 50 percent or more of claims were in agreement. By
March 1994, 85-90 percent of bad loans were restructured, liquidated, written off, sold, swapped, or
repaid. The financially restructured enterprises were expected to be in a stronger position to compete
thereafter.

Poland has established an institutional structure to encourage debt sales and swaps. Banks are
permitted to sell loans at deep discounts to bank creditors to offset bank debt owed. The banks originally
planned to sell about 10 percent of their nonperforming loans after pursuing bankruptcy/liquidation
measures. These efforts stalled due to (i) the lack of developed secondary markets, and (ii) tax policies
which disallowed tax-deductibility for the amount of the loan write-off as well as for associated 40 percent
corporate tax charges on the transaction. These tax policies were subsequently changed in 1994, and
secondary debt sales have since picked up.

Debt-to-equity swaps were also slowed by unfavorable tax treatment and, in certain cases,
government objections. Unfavorable tax treatment included reversal of the provision taken for loan losses
before the swap, repayment of taxes associated with the earlier provision, and a non-deductible provision
for 100 percent of the book value of equity. Negotiations with government officials were sometimes
difficult as government attempted to convert outstanding enterprise tax arrears into equity stakes,
sometimes slowing down the conversion process. Despite these obstacles, some banks have taken on
significant equity exposure through swaps. Because swaps have been large-scale, a handful of banks have
found the equity exposure limit of 25 percent of capital to be too low. This has prompted several banks to
obtain central bank permission to increase equity holdings to 35-50 percent of capital.

The enterprise and bank restructuring program has strengthened financial discipline and forced
commercial banks to develop risk assessment capacity. By most accounts, the commercial banks have
succeeded in restructuring loans and strengthening their financial condition. As of March, 1994, these
SOCBs had effectively dealt with 98 percent of their larger bad loans, and by certain estimates, their
average capital adequacy ratios stood at 27 percent, well above international standards. SOCBs have
significantly reduced their stocks of bad loans, from 30 percent of portfolios in 1993 to about 8 percent in
1995. About 83 percent of classified SOCB loans have been/are being restructured,91 while 17 percent
have been declared unrecoverable. Regional SOCBs are profitable now, largely because of the large net
interest spreads they have enjoyed between government securities and deposits.

However, questions remain about the extent of SOE operational and physical restructuring and
their ability to compete as the market opens up. Some of the financial restructuring of bad loans (to long-
term status) may have delayed loss recognition, since some enterprises have yet to undergo sufficient
operational restructuring to demonstrate real competitiveness (and positive cash flow) in open market

91 Out-of-court simplification has helped, as 84 percent of restructured debt has been settled out of
court, 11 percent in court, and five percent by other means.
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conditions. This contributes to nonperforming loans neighboring in the range of 15-20 percent of loan
portfolios, a level which would significantly impair capital if written off. With regard to bank
privatization that has occurred, it has been partial. Beyond that, there are remaring questions about (i)
the degree of SOCB expertise attained regarding internal and managerial controls, loan evaluation, risk
management, and overall service delivery; (ii) basic bank governance, particularly for those banks which
still hold troubled SOE loans in important industrial sectors; and (iii) general levels of SOCB
competitiveness going forward without protection from greater foreign entry (see Section 1), and with the
possibility that an improved fiscal situation will reduce net spreads on government securities, which have
been a primary tool for SOCB recapitalization (as opposed to lending). Polish banks were partly shielded
from foreign competition from 1992-1995 to give Polish banks time to recover, reduce bad debts, and
increase capital in advance of more open competition towards the end of the century, which will be
required for EU accession.92 Such protection is not likely to recur.

Hungary: Loan Consolidation Scheme

After the acceleration of reforms in 1990, the Hungarian authorities became progressively aware
of the weak financial situation of most Hungarian banks, particularly those created from the National
Bank of Hungary. However, at great fiscal cost, GoH resisted privatizing its largest SOCBs until 1995. As
of end 1995, GoH still held significant and usually majority ownership in 10 banks with very poor results.
Thus, GoH opted neither to set up a central agency to take over the bad loans of the banks, nor to pursue
the rapid privatization of banks. Instead, they implemented a series of bank recapitalization programs in
each year from 1991-1994 at a total cost of USS 3.5 billion, or roughly 8 percent of Hungary's 1994 GDP.
These are highlighted in Box 7.

92 Despite this, foreign banks have been the most profitable in Poland for the last several year.
Foreign banks had net losses of OZ 2.6 trillion (USS 163 million) in the first quarter of 1993, but profits
of OZ 23.6 trillion (USS 1.1 billion) in the first quarter of 1994. This compares with (i) large SOCBs,
whose "net income" declined from OZ 21.6 trillion (USS 1.35 billion) to OZ 11.3 trillion (USS 547
million) during the same period; (ii) BGZ (food and agriculture), which reported losses of OZ 18.9 trillion
(USS 1.2 billion) and OZ 51.2 trillion (USS 2.5 billion) for the period; (iii) smaller public Polish banks,
which had net losses of OZ 2.3 trillion (USS 144 million) and OZ 28.7 trillion (USS 1.4 billion) during
the same period; and (iv) private Polish banks, which had losses of OZ 11.6 trillion (USS 727 million) and
OZ 19.7 trillion (USS 954 million) during the same period.
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Box 7: Recapitalization, Restrueturing and Renationalization
of the Hungarian State Banking Sector

1991 Consolidation Agreement (US$ 0.1 billion): Government guarantee for HUF 10.5 billion (USS
100 million) for bad loans made before 1987 during the monobank period, mainly to coal mines. This
was accompanied by the drafting of new accounting rules and bankruptcy and banking laws.
1992 Loan Consolidation Scheme (US$ 1.1 bilion): New accounting standards led to a dramatic
increase in nonperforming loans, prompting the 1992 Loan Consolidation Scheme. Nonperforming
loans made to resident enterprises before September 1992 were swapped for 20-year, variable coupon
GoH bonds at market rates. Swaps were made for 50 percent of loan values for loans made before
1992 and at 80 percent replacement for loans made during 1992. Fourteen banks and 60 savings
cooperatives participated in the scheme. In total, HUF 120.5 billion of bad debt was swapped for HUF
98.6 billion in Government bonds. Bad debts were placed in the Credit Consolidation Fund managed
by MBFB Rt (Hungarian Investment and Development Corporation), which got a license to operate in
1993. The debt swap involved 1,885 companies, of which 116 went bankrupt and 549 were liquidated.
Three quarters of the swapped bad debt involved 110 companies, of which about 100 went bankrupt or
were liquidated.
"13+1 "Program (US$ 0.6 billion): This recapitalization involved the swapping of HUF 57 billion in
bonds for 90 percent of the book value of bank loans to 13 large industrial enterprises and the state
railway company. AVRt and AVUt were expected to turn these "strategic" enterprises around based on
a strategy of short-term loss containment and financial restructuring.
1993/1994 Consolidation Agreement (US5 1.65 billion): In 1993, a bank recapitalization program
was voted by Parliament to get banks' CARs from a negative 15 percent to zero percent by end 1993,
and to 8 percent in 1994. Eight banks (and some savings cooperatives) received GoH bonds worth
HUF 114.4 billion in 1993, of which MHB received about half (HUF 56 billion), K&H received about
one third (HUF 37 billion), and Budapest Bank received HUF 6 billion. A second injection of HUF 50
billion in 1994 brought the total to HUF 165 billion and CARs to 4 percent. In exchange, the Ministry
of Finance obtained 75 percent of voting shares (until end 1995), effectively renationalizing the
largest banks.
Source: World Bank.

In the first recapitalization effort, the 1991 Consolidation Agreement, the Government issued a
guarantee of 50 percent of HUF 10.5 billion (US$ 100 million) in doubtful loans which had been
transferred to the banks in 1987. This should have reduced the burden on the banks of bad loans to
enterprises, but it covered only 2 percent of bad loans held by the banks at year-end 1990.

The 1992 Loan Consolidation Scheme was launched in 1992 but took effect in May, 1993. The
program involved the exchange of HUF 98.6 billion (US$ 1.1 billion at the time) in Government bonds for
loans with a carrying value of HUF 120 billion (USS 1.3 billion). The loans were carved out from the
banks, with the goal of executing separate workout arrangements. However, workout attempts achieved
limited success, and the plan failed to remedy the problem of recurring credit quality deterioration.

In late 1993, authorities introduced the "13+1" program, involving the exchange of HUF 58
billion (US$ 620 million) in bonds for 90 percent of the book value of bank loans to 13 large industrial
enterprises and the railways. The Ministry of Industry and Trade selected these enterprises based on their
strategic importance. The hope was to turn them around through loss reduction measures and financial
reorganization without significant physical restructuring. Only moderate progress was achieved.

The failure of the first recapitalization schemes led the government to launch the 1993 Bank
Consolidation Program, intended to be a comprehensive solution to bank problems. The government
contracted Credit Suisse First Boston to evaluate the banks' portfolios. The evaluation revealed that (i)
three of the five largest banks (all SOCBs) were technically insolvent; (ii) a number of cooperatives were
found to be inadequately capitalized; (iii) OTP was found to have deficient capital, a highly risky situation
given its importance to the inter-bank market; and (iv) ongoing SOCB operating losses would erase
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remaining capital in one year. Capital deficiency at end 1993 was estimated at HUF 139 billion (USS 1.4
bilion), the equivalent of 7 percent of SOCB assets. This left little more than HUF 18 billion (USS 179
miUion) in capital, or less than one percent of assets, showing SOCBs had little net worth in the aggregate
even after four recapitalizations exceeding HUF 320 billion. Nonperforming loans were expected to
continue to reduce SOCB capital, particularly at two of the largest banks (MHB, K&H), where
nonperforming loans were estimated to be as high as 87 percent of total loans. Meanwhile, annual
operating losses at 16 banks approximated HUF 20 billion (about USS 200 miUion), which would have
eliminated SOCB capital in about one year if nonperforming loans and the HUF 139 billion capital
deficiency were taken into account.

Immediate action to deal with solvency issues was warranted, given the risk of a liquidity crisis
and high interest spreads. Estimates of the contribution of loan portfolio deterioration on the level of
intermediation spreads suggest that banks raised interest rates to sound borrowers by nearly 400 basis
points to offset the effect of nonperforming loans.93 Meanwhile, joint-venture banks, with their stronger
balance sheets, lower cost structures and superior profitability, were able to offer better rates and thus
attract more creditworthy borrowers. This left the riskier credits to the SOCBs, making the problem of
nonperforming loans more severe for them.

In response, the government recapitalized these banks to a zero percent CAR at the end of 1993.
Two additional infusions followed in May and December 1994 to increase the CARs of the troubled banks
to 8 percent. This 1993 Consolidation Program marked a shift in the government's strategy, from the
centralized approach of earlier reforms to a bank-led decentralization scheme. To effect the capital
infusion, the state issued 20-year bonds paying semi-annual interest at an annualized rate of 5 percent.
The value of these bonds totaled HUF 165 bilion (USS 1.65 billion), about the same94 as aU earlier
recapitalizations combined. The banks were asked to evaluate their financial and operational positions,
prepare corrective action plans, develop special workout units, and improve key operational functions.
However, these agreements were ineffective because they failed to (i) specify quantitative performance
criteria and targets, leaving the extent of restructuring open to interpretation, and (ii) impose penalties for
non-compliance.

The problem was aggravated by the lack of strong regulatory oversight. The MoF established a
Bank Control Unit in Januaxy 1994 to monitor compliance with the consolidation agreements, although its
authority was unclear. This problem was rooted in the fragmentation created by the 1991 Banking Act
which split responsibility for regulation, supervision and enforcement between the Bank Supervisory
Committee and the State Banking Supervision agency (see Section IV).

The repeated government-financed bailouts also created serious problems of moral hazard for
state banks and state enterprises in Hungary, resulting in imprudent risk-taking and adverse selection. The
bailouts did not reward past prudent lending, and they generated expectations of future assistance.
Furthermore, they served to delay the painful task of bank and enterprise restructuring. Attempts to
reform the process which had originaly led the banks to make poor credit decisions in the first place or to
make bank managers take responsibility for poor decision-maldng were limited.

Even though the 1993 Bank Consolidation Program increased CARs to acceptable levels, true
CARs were stil uncertain due to the incomplete scope of audits. The recapitalizations were not
accompanied by comprehensive restructuring programs, leaving as uncertain the quality of bank
governance, management, operations and internal controls. These bank-specific problems were
exacerbated by a weak and splintered regulatory framework, adding to systemic risk.

The SOCBs are still struggling to maintain adequate capital levels. The state banks account for
the major share of losses and nonperforming loans. By September 1994, the stock of bad loans had

93 See "OECD Economic Surveys, Survey of Hungary," Center for Cooperation with European
Economies in Transition, OECD, 1993.
94 This is on a USS basis.
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reached HUF 597 billion (US$ 5.5 billion), or 26 percent of total loans (69 percent of the total stock of
enterprise loans); the stock of bad loans not serviced for more than a year was HUF 268 billion (US$ 2.5
billion), or 12 percent of outstanding loans.95 The proportion of troubled loans in the portfolios of the four
large SOCBs96 increased from less than one-third at the end of 1993 to nearly 40 percent by September
1994. In fact, due to the progressive deterioration of their portfolios, the 1993 Consolidation Program may
not have been sufficient in achieving an 8 percent CAR based on end 1994 balance sheets, as it was based
on end 1993 data.9' Large state banks generated pre-tax profits in 1994, but these were thin (return on
average assets was only 0.85 percent), and well below levels needed by the SOCBs to achieve 8 percent
CARs.

Recently, the MoF has initiated policies that would durably improve the financial positions of the
large state-owned banks. In late 1994, authorities announced a reform program which relies on
privatization as the primary means of addressing the sector's root problems. The process was initiated in
1995 with the partial privatization of several SOCBs, including the acquisition of Budapest Bank by
General Electric Capital and EBRD for US$ 87 and the partial privatization of OTP, which raised more
than US$ 140 million in new capital (see Section I). In addition, MHB, which is minority private, has
made strong efforts to reduce problem loans in advance of full privatization.98 Given the low capitalization
levels of these banks, the government hopes to secure their privatization mainly through capital injections
from investors, and does not expect to receive significant proceeds from the program.

Centralized Approaches: The Czech and Slovak Republics and Slovenia

In "centralized" cases, governments have taken the lead in restructuring banks (and sometimes
enterprises) through recapitalizations. This has primarily involved carve-outs, but has also involved bank
rehabilitation agencies in a few cases. All the Central European countries have recapitalized their SOCBs
at least once. Differing approaches to the actual restructuring of banks have involved changes in
governance, management and operations at a time when the legal and regulatory framework has changed
dramatically. While governments are correct in believing that most banks lack institutional capacity and
that centralized approaches were needed to enhance capacity, the government-led approach has two
possible but major shortcomings: (i) maintenance of an active role of the State in the economy, despite the
demonstrated failure of this approach over the last several decades; and (ii) obstruction or delays to faster
privatization, including needed foreign investment in the banking sector. Centralized approaches appear
to have worked only where the legal and regulatory framework has been adjusted to enhance open
competition and transparency. Time is still needed to ascertain the level of competitiveness of those banks
which have benefited from a centralized approach. Examples of centralized approaches to banking reform
in CSFR and Slovenia are highlighted below.

Czech and Slovak Republics: Konsolidacni Bank

In the Czech and Slovak Federal Republic (CSFR), an up-front carve-out of bad debts in
Komercni Banka, Vseobecna Uverova Banka, and Investicni Banka was an integral part of the bank

95 Annual operating losses approximated HUF 20 billion at 16 banks, most of which were SOCBs.
Nonperforming loans were estimated to be: (i) HUF 186.4 billion (USS 2.2 billion), or 11.5 percent of
outstanding loans at end 1992; (ii) HUF 229 billion (US$ 2.5 billion), or 13 percent of outstanding loans
at mid-1993; and (iii) before recapitalization, HUF 352 billion (USS 3.5 billion) at end 1993; after
recapitalization, HUF 143.8 billion (US$ 1.4 billion), or 11.1 percent of outstanding loans at end 1993.
Classified loans were mostly to large SOEs.
96 Magyar Hitel Bank, Kereskedelmi Bank, Budapest Bank, and Magyar Kulkereskedelmi Bank.
97 IMF Report, 3/15/95.
98 in 1995, resulting in recoveries Between mid-1995 and March 1996, K&H resolved more than
half of its troubled credit portfolio (a reduction in nominal value from HUF 45 billion to HUF 22 billion),
while MHB launched a subsidiary ("Risk Kft") to restructure HUF 82 billion of its troubled assets (HUF
16.8 billion of book value, net of provisions). More than half of the assets transferred to Risk Kft were
resolved of approximately two thirds of the net value of the assets.
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privatization program under the country's general mass privatization program. At the time, estimated
nonperforming loans approximated 36 percent of total credit to nongovernment and 25 percent of GDP.
As with challenges faced in the enterprise sector, the government opted for swift and mass privatization to
work out structural problems. It was believed that a carve-out would facilitate the workout of structural
banking problems and accelerate the privatization of state banks. For this reason, CSFR established the
Konsolidacni Banka in March 1991 as a "loan hospital" to (i) clean up the balance sheet of the
commercial banks; and (ii) to work out nonperforming loans to the burdening the other banks with the
establishment of workout units.

The carve-out and privatization were carried out in three steps. First, the government carved out
K 110 billion (US$ 4 billion) in nonperforming assets from three of its major banks (in exchange for
matching liabilities in the redistribution of credit and deposits of the savings banks), and placed them on
the balance sheet of the newly created Konsolidacni Banka.99 The K 110 billion taken over came from a
total of K 180 billion (US$ 6 billion) of permanently revolving loans, the so-called 'TOZ" credits, which
were originally given to enterprises at 6 percent interest and without a specified maturity date. At the
beginning of 1991, all TOZ credits were abolished, and the credits taken over by Konsolidacni Bank were
renegotiated at 13 percent interest (300 basis points above the discount rate) with an eight-year maturity.
When the two republics separated in January 1993, Konsolidacna Banka Bratislava was created in the
Slovak Republic to assume SK 30 billion (US$ I billion) in nonperforming loans, while CK 80 billion
(US$ 2.8 billion) were allocated to the Czech Konsolidacni Banka.

Second, also in 1991, the National Property Fund issued K 50 billion (USS 1.7 billion) in bonds.
Of this bond issue, K 12 billion (USS 400 million) was made available for capital (repayable in currency),
and K 38 billion (USS 1.3 billion) was provided in bonds with a five-year maturity (repayable in the form
of shares in privatized enterprises). Proceeds were transferred to the banks for the carve-out of bad loans
and to recapitalize the banks. CARs consequently increased to 4.5 percent (from 1.5 percent) for these
banks.

Third, the banks were immediately included in the mass privatization program. After the first
wave of mass privatization, all of the major banks of the system had been partially privatized, including
Komercni Banka, Investicni Banka, Zivnostenska Banka, and Ceska Sporitelna (see Section I).

The carve-out and recapitalization were followed in 1993 with the assumption by the Czech and
Slovak Ministries of Finance of K 95.5 billion (IJSS 3.2 billion) of Obchodni Banka's (the Foreign Trade
Bank's) assets and K 74.4 billion (US$ 2.5 billion) in liabilities (in non-convertible currencies from the
central planning era). By end 1993, both governments injected K 4.05 billion (US$ 135 million) into
Obchodni Banka and transferred K 40 billion (US$ 1.3 billion) in bad/doubtful loans to separate
"collection units", raising its CAR to 6.25 percent.

By most accounts, it is believed that the carve-out helped the remaining banks clean up their
balance sheets instead of bogging them down with problem loans that would have continued to be a
burden for them. These measures were taken at the time to deal forthrightly with stocks of nonperforming
loans during the CSFR period in advance of bank privatization. However, given the still high levels of
nonperforming loans currently held in portfolios after the recapitalization raises the question of how
effective the banks have become in making new loans. Problems remain with regard to ongoing high
levels of nonperforming loans, as well as SOCB operations, internal bank supervision, information
disclosure, and general risk management (see Sections I and IV). These weaknesses have been particularly
acute in the Slovak Republic, which announced a comprehensive bank restructuring program in 1995 for
its three largest SOCBs (see Section I). There are some shortcomings in the way that bank privatization
was handled, namely the partial privatization and blocking shares of banks that have been retained by the

99 Konsolidacni Banka assumed more than 6,000 nonperforming loans granted prior to 1989 from
the balances of the banks participating in the carve-out.
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National Property Fund.'°° Corporate governance weaknesses remain as a result of cross-ownership
between Investment Pnvatization Funds (IPFs) and banks. IPFs are among the largest shareholders in the
banks, yet banks are among the largest shareholders in both the largest enterprises and the IPFs. Finally,
while the large specialized banks have shown some movement away from their narrow specializations and
become more diversified, it will take more time under current conditions for their respective dominant
market shares to decline in a manner more reflective of competitive market conditions.

Slovenia: The Bank Rehabilitation Agencv

Another example of the centralized approach to bank restructuring is Slovenia. In 1992, the
Slovene Social Accounting Service, in conjunction with an international accounting firm, undertook an
audit of the banks' balance sheets. The auditors estimated that the banking system would require
additional provisions of approximately SIT 32.2 billion (USS 568 million), or 14 percent of
nongovernment credit and 3 percent of 1992 GDP. The risk-weighted capital ratio at year-end 1991
amounted to about 8 percent. However, approximately 80 percent of the equity of the banks consisted of
reserves generated from the revaluation of interest-earning assets. If half of these reserves were excluded
from equity, in accordance with international standards, then true capital adequacy ratios at this time
would have been less than 1 percent.

While overall bank portfolios were deteriorating, authorities continued to grant licenses to a
number of small banks to encourage enterprises to rely more on bank financing than government credits
and grants. Many of these banks had been formed to operate strictly as providers of credit and other
services, not as profit centers; risk assessment and collateralization were generally absent. These small
banks were also vulnerable to pressure from local officials. Consequently, liberal licensing policies added
to the problem of nonperforming loans.

It was into this environment that the Bank Rehabilitation Agency (BRA) intervened, taking over
the portfolio of nonperforming assets from Slovenia's three largest banks. The BRA adopted specific
guidelines for the resolution of nonperforming loans, focusing on the restructuring of enterprises and
banks so that banks would achieve CARs in excess of 8 percent by end 1996. According to guidelines,
banks could restructure enterprise loans only on the condition of sustainable commercial viability. The
BRA also implemented external audit procedures, and a series of measures were taken to strengthen the
management and governance of the banks.

BRA began operating in December 1992, and, in early 1993 it took over the bad loans of the two
largest banks, Ljubljanska Bank and Kreditna Banka Maribor. Upon the failure to privatize Komercialna
Banka Nova Gorica, the BRA took over this third bank in 1994. Acting as a "loan hospital", BRA
exchanged bad debt for 30-year bonds totalling DM 2.2 billion (US$ 1.4 billion), which it issued. It also
took a 100 percent ownership of these three banks. This level of recapitalization brought the three banks'
CARs to zero percent.

In mid-1994, GoS broke up the Ljubljanska Banka network by giving the 12 affiliates full
autonomy. The 1991 asset share of the whole group in the sector was 87 percent, of which 47 percent was
accounted for by Ljubljanska Banka dd itself. Some of the affiliate banks were specialized by region
(Kreditna Banka Maribor), while others were specialized by sector (SKB Banka, which specialized in
mortgages). According to the Bank of Slovenia, KBM's CAR at end 1993 was close to 13 percent. Private
banks also entered the market, including foreign banks (mostly Austrian). This helped provide
competition and nongovernment credit (as originally intended by liberal licensing laws) while the major
banks were undergoing major restructuring. In 1994, GoS issued new regulations regarding the banking
sector, raising the minimum capital requirement for a full banking license from DM 5 million to DM 51
million (US$ 35 million), and then again to DM 60 million (US$ 45 million) in September 1995. These
are the highest levels in the region.

100 Privatization was only partial, with GoC (through the NPF) retaining 30-45 percent blocking
shares in the four major banks (see Section 1).
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As of early 1994, the BRA was in the process of implementing the workout of 11 enterprises
representing DM 270 million (about US$ 200 million). This represented 28 percent of the carved-out
debts. In addition, 20 debtors holding another 17 percent of carved-out debts were engaged in bankruptcy
proceedings. Banks improved the structure of their risk portfolio in 1994, with 85 percent of assets risk-
free, compared to 81 percent at the end of 1993. However, earnings have been among the weakest in
Central Europe, and privatization has been slow.

Bank Resolution and Liquidation

Hungary: The "Good Bank/Bad Bank" Approach

In Hungary, as part of a more concerted effort to restructure and privatize SOCBs without
resorting to further to fiscal resources, MFIB spun off HUF 82 billion (US$ 650 million) of its assets (HUF
16.8 billion, or US$ 133 mnillion of net book value) to a newly-established subsidiary, "Risk Kft", in July
1995. The "good" bank (MHB) retained HUF 250 billion (US$ 2 billion) in assets and HUF 70 billion
(USS 55 million) in loans, while the "bad" bank (Risk Kft) will be wound up within a maximum period of
three years. MHB received HUF 11 billion (US$ 87 million) in three-year Risk Kft bonds, and an
adjustment in the maturity of the consolidation bonds it holds (worth HUF 70 billion, or USS 555 million)
from 20 to three years. The separation of the bad assets and the establishment of a "good" bank which
concentrates on MHB's core commercial activities is expected to increase MHB's chances for
privatization. Initial performance indicates that MH{B is making progress in restoring itself to financial
health, and that it should be privatizable in the near future.

A similar approach was proposed for K&H, but was set aside due to an improvement in the
bank's financial status and a reduction in its nonperforming loans. During the first three quarters of 1995,
K&H resolved one half of its nonperforming portfolio (from HUF 45 billion to HUF 22 billion, or US$
356 million to US$ 175 million), and created provisions for the remaining bad loans that reached more
than 60 percent on average.

Poland: Restructuring the Bank for Food Economy (BGZ)

The problems of the Bank for Food Economy (BGZ) and much of the Polish cooperative banking
system have their roots in the agriculture crisis, especially in the state farm sector. With a network of
roughly 100 branches and 35 agencies located in provincial capitals and major cities, BGZ is a major
entity in the Polish banking sector. Its main customers are within rural areas, and its lending is
concentrated in agro-enterprises and large state farms.

BGZ's portfolio deteriorated in the early 1990s because of loans to bankrupt state farms and
agricultural enterprises. As Poland embarked on its economic reform program in 1990, the heavily
subsidized agricultural, food processing and forestry sectors were particularly hard hit, exposing BGZ to
serious financial problems. By end 1992, BGZ's negative net worth approximated US$ 450 million. By
end 1995, this figure later grew to negative US$ 480 due to the need to make provisions for loan losses,
and despite several capital infusions from restructuring bonds issued by the Polish treasury totaling US$
760 million.

Related to its poor financial performance, BGZ has encountered a number of problems: (i)
narrow interest spreads due to high rates paid to attract depositors in trying to counteract a chronic
liquidity problem (see Table 21); (ii) comparatively high administrative costs; (iii) obstacles to effective
diversification of its loan portfolio, and political difficulties associated with efforts to curtail lending to
defaulting customers; and (iv) an unwieldy organizational structure with more than 100 branch managers
having to deal with and rely on a number of headquarters' departments for decisions, thus alienating a
large number of its most qualified staff.
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T,able 21: Net Interest Margins at BG;, 1990-1995
1990 1991 1992 1993 1994 1995

Interest Inc. on Assets 68% 47% 290/o 22% 170/ 21%
Interest Exp. on Debt 49% 31% 25% 29% 22% 20.5%
Net Maren 19% 16% 4% -7% -5% 0.5%
Source: BGZ; World Bank.

Recognizing the difficulties BGZ was facing, several steps were taken by GoP to improve the
situation. In 1991, the Agriculture Property Agency took over the state-owned farms and related agro-
processing plants responsible for a significant proportion of BGZ's nonperforming loans. BGZ was
recapitalized in December 1993 with restructuring bonds valued at ZI 427 million (USS 214 million). A
1994 audit of 1993 results estimated BGZ's capital adequacy ratio at negative 67.6 percent, leaving it
about USS 1.5 billion shortl°' of the 8 percent minimum CAR specified by NBP. This prompted a second
recapitalization in 1994, with restructuring bonds valued at ZI 1.23 billion (US$ 544 million).

Against various recommendations, but hard pressed for action and the realization that BGZ
would not recover through capital injections alone, the Polish Parliament passed the Law on Restruturing
the Cooperative Banks and the Bank for Food Economy in June 1994. This Law stipulated the
transformation of BGZ into a joint-stock company, re-establishing it as the apex bank (National Bank) of
a three-tier cooperative banking structure. Specific concerns raised by the law were (i) reduced
competition and the cross-subsidization of weaker cooperatives by stronger ones; (ii) a restriction of each
individual cooperative bank's scope of independence; (iii) the forced merging of BGZ with the cooperative
banks, thus exposing the latter to the potentially risky condition of the apex; and (iv) the undermining of
basic cooperative principles.

Despite the unfavorable situation created by this Act, the Ministry of Finance created a program
to restructure the rural financial system, including BGZ. This ongoing resuucturing effort includes the
following issues: (i) the separation of funds from the cooperative banking system deposited with BGZ
from BGZ operations; (ii) a wholesale strategy for BGZ to downsize the bank; (iii) a separation of BGZ's
large bad loan portfolio from its commercial banking function; and (iv) the recapitalization of BGZ
through government bonds. Some of these issues are being addressed in a formal restructuring strategy
which was conditionally approved by the National Bank of Poland in June 1996.

While posting losses and suffering capital erosion since 1991, BGZ has been able to take
advantage of the recent recovery of the Polish economy. Loan loss provisions have now begun to decline,
and revenues generated by the 1993 and 1994 recapitalizations have improved its financial performance.
BGZ recorded pretax income of Z1 361.4 million (US$ 150 million) in 1995 after years of losses. While
this change in income is a positive development, BGZ still needs to embark on a more comprehensive
restrtring program to resolve its core structural weaknesses if it is to compete on a sustainable basis.

101 Assets are US$ 2 billion. CAR of 8 percent = US$ 160 million. Negative net worth is 67.6
percent of assets, or US$ 1,352. Therefore, USS 1.352 billion + USS 160 million= USS 1.512 billion.
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Slovenia: Restructuring of Ljubljanska Banka

Before 1990, the Ljubljanska Banka group dominated the Slovene banking system. Ljublanika
Banka, the parent bank, accounted for about 50 percent of total banking assets and was responsible for
close to three quarters of all transactions. The breakup of the Yugoslav federation resulted in LB's balance
sheet being adversely affected by nonperforming loans and the loss of some of its strongest markets in the
other republics. LBdd is the result of the merger in 1991 of Ljubljanska Banka and Gospodarska Banka.

The process of rehabilitating Ljubljanska Banka began in January 1993. Financial authorities
prepared a fiscal budget which allocated DM 1.2 billion (nearly US$ 1 billion) in the form of 30-year,
DM-denominated bonds bearing 8 percent interest. Following the initial rehabilitation, LB's asset quality
was enhanced and its capital account reached a positive balance. However, the duration of the bonds
weakened the bank's long-term liquidity prospects.

A second rehabilitation transaction occurred in July 1994 with enactment of a law creating Nova
Ljubljanska Banka dd (NLB). The legislation provided for Ljubljanska Banka dd to cede to the new bank
all its assets, liabilities and business activities, excluding its nonperforming loans. The goal of the law was
to facilitate the rehabilitation of the new bank by relieving it of the burden of troubled loans relating to the
dissolution of the former Yugoslavia. This program also provided an infusion of capital. But, again, the
structure of the bonds left the bank with cash flow problems.

At end 1995, investments and securities were still generally long term, although they were also
structured to gradually ease cash flow constraints by generating about SIT 7 billion (about USS 50
million) in income. Operating profits have increased steadily with the rehabilitation of the bank. In 1994,
operating profits were negative SIT 2 billion (negative US$ 15.4 million), rebounding to SIT 7.2 billion
(USS 61 million) in 1995. Interest income was up significantly as LBdd significantly increased both its
non-bank deposit base and its lending to the real sector. With renewed financial health, LBdd has been
able to increase its borrowing capacity, which it did with significant new long-term borrowings. These
fundamentals point to successful rehabilitation of the bank, which should enable the authorities to proceed
with privatization.

The Results of Loan Portfolio and Bank Restructuring

Results of loan portfolio and bank restructuring exercises have been mixed. Most state banks
today are in better condition than they were several years back. Some will survive and compete under
market conditions, while others will likely fade from existence. In some cases, SOCBs have strong
franchise value, particularly from the funding (deposit) side. Those still operating largely have better
capital positions, and have at least begun to recognize their problem loans enough to tighten lending
procedures. State enterprises have generally restructured over the years, largely because of hard budget
constraints imposed by government budgets and banks. As with banks, some SOEs are viable and will be
competitive, while others will eventually go bankrupt and lose out to market forces. As for governments,
the varied approaches have shown mixed results. In some cases (Czech and Slovak Republics, Slovenia),
the macroeconomic environment has been stabilized, yet structural weaknesses continue to persist in the
banking sector. Despite high levels of economic growth, high and growing levels of nonperforming loans
continue to weaken the financial condition of the large SOCBs in the Czech and Slovak Republics. In
other cases, competition (Hungary) and recapitalization (Poland) have ensued despite gradual SOCB
restructuring and weaker macroeconomic indicators. Nonperforming loans are declining in Poland in
particular due to high margins and more aggressive provisioning for loan losses. However, intermediation
rates in Poland remain lower than most countries in Central Europe (see Section II), and the Polish
private sector has generally had difficulty accessing credit. Accessing long-term credit has likewise been
problematic for Hungarian enterprises. The effects of restructuring on banks and Government are
discussed below.
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Banks

Large state banks showed increases in interest income and fees between 1993 and 1994, although
income from foreign exchange decreased. The increase in net interest income reflects the increase in loan
values, with only Slovak banks showing decreased loans between 1993 and 1994 (which may relate to
increasing Slovak SOCB willingness to write off poorly performing loans). Despite increased net interest
income, pre-tax income increased only (yet dramatically) in Hungary and Slovenia. Pre-tax income
declined in the Czech and Slovak Republics and Poland in 1994 due to more aggressive provisioning for
loan losses. Hungary's pre-tax income was up because private banks generated strong profits. Hungarian
and Slovene banks continued to benefit from favorable net spreads on securities (as did Polish banks),
contributing to pre-tax profits. Credit is a more important source of income for Czech and Slovak SOCBs,
accounting for 80-90 percent of interest-earning assets. By contrast, Hungarian, Polish and Slovene
SOCBs show securities accounting for 35-40 percent of interest-earning assets. In Hungary and Poland,
this partly reflects fiscal deficits (and crowding out). In Slovenia, the higher proportion of securities is due
to the traditional reliance on refinancing through government. Table 22 shows income trends for large
SOCBs in 1993 and 1994.

Table 22: Income Sources of Large State Banks, 1993-1994
Czech | Slovak Hungary | Poland Slovenia Centr'l Eur.

US$ billion; % T1993 1994 I 1993 1994 1993 1994 J 1993 1994 j1993 19 9 4 1 993 19 9 4

Income Statement, US$ billions
Interest Income 2.1 2.5 1.4 1.4 2.3 2.7 1.8 1.7 .17 .50 7.7 8.7
Net Interest Income .88 .97 .51 .49 .66 .93 .74 .70 .08 .09 2.9 3.2
Net Fee Income .22 .21 .06 .06 .22 .22 .14 .18 .01 .05 .66 .72
Net FX Income .18 .13 .02 .04 .10 .11 .37 .24 .01 .03 .67 .55
Pre-taxIncome .76 .54 .22 .14 -.47 .20 .55 .49 .03 .23 1.1 1.6
Income Statement, %
NetFeeIncome/Int'stInc. 10 8.5 5 4 10 8 8 11 7 11 9 8
Net Fee Inc./Net Int'st Inc. 24 22 13 11 34 24 19 25 16 58 23 23
NetFeeInc./Pre-taxInc. 28 40 30 41 -47 111 26 36 43 24 61 45
Net FX Inc./Interest Inc. 8 5 1 3 4 4 21 15 5 5 9 6
Net FX Inc./Net Int'st Inc. 20 14 3 7 15 12 50 35 11 28 24 17
Net FX Inc./Pre-Tax Inc. 23 25 8 26 -21 59 66 49 29 12 62 35
Net Int'st Inc./Pre-Tax Inc. 116 181 235 359 -139 465 134 143 259 41 265 200
Balance Sheet: 12/31
Loans, US$ bn 13.8 17.1 5.4 5.0 5.7 6.3 6.0 7.25 2.2 2.8 33.2 38.4
Int'st-Earn'g Sec'ties, $bn 2.9 3.8 .56 1.1 3.9 3.6 4.2 5.3 1.2 1.5 12.8 15.4
Loans/Earning Assets, % 83 82 901 82 60 64 58 58 65 65 72 71
Sec'ties/Earning Assets, % 17 18 9 18 41 37 42 42 35 35 28 29
Sources: Annual reports.

Notwithstanding pre-tax income declines in 1994 in three of the five countries, most banks in
Central Europe are in stronger condition today than at the beginning of the transition. Capital ratios more
accurately reflect solvency on a book-valued basis, as new accounting standards, stricter prudential
regulations and strengthened bank supervision have pressured banks to treat problem loans with more
discipline. While CARs were only 6.3 percent at end 1994, risk-adjusted capital was 12.6 percent. In
1995, CARs were about 9.6 percent at year end, with private banks showing far higher ratios than SOCBs.
Private banks in particular show a growing proportion of assets and capital, and excellent income figures
and return ratios. While aggregate capital may not yet be sufficient to cover nonperforming loans in some
countries, existing levels represent significant progress compared to the beginning of the transition when
state banks were not even aware of the existence and magnitude of problem loans. As SOCB problems are
increasingly brought under control and private banks enhance competition, Central European banking
systems should experience better asset quality, improved earnings, and improved liquidity. Nevertheless,
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to maintain such favorable trends, banks will also need to improve governance and reporting (internal and
external), credit risk evaluation and portfolio management, asset-liability management, and the delivery of
services to the growing pAvate sector for ongoing competitiveness. Table 23 highlights key capital and
return measures in 1994.

Table 23: Summary of 1994 Central European Large* Banks' Assets C ital and Returns
(USS Tier One Total Capital to Risk- Pre-Tax Return Return
millions) Capital Assets Assets Adjusted** Profits on on Assets

Capital
Czech 3,439 44,020 7.8% 10.9% 433 15.5% .99%
o/w SOCB 3,175 38,826 8.2% 11.2% 420 16.2% 1.07%
o/wPrivate 264 5,194 5.7% 8.3% 13 3.9% .40%
Slovak 899 13,175 6.8% 9.4% 157 19.4% 1.19%
o/w SOCB 633 10,215 6.2% 8.2% 120 20.2% 1.18%
o/w Private 266 2,960 9.0% 13.4% 37 14.6% 1.23%
Hungary 970 22,307 4.8% 12.8% 273 32.5% 1.25%
o/w SOCB 523 16,013 3.9% 11.9% 131 29.1% .85%
o/w Private 447 6,294 7.1% 15.1% 142 36.3% 2.25%
Poland 1,931 37,505 5.1% 15.2% 787 53.53% 1.93%
o/w SOCB 1,386 30,371 4.8% 13.2% 355 25.6% 1.21%
o/w Private 545 7,134 7.6% 17.0% 432 93.9% 6.04%
Slovenia 535 6,639 8.1% 15.7% 42 8.1% .65%
o/w SOCB 192 3,607 5.3% 12.2% 23 13.4% .68%
o/w Private 343 3.032 11.3% 20.0% 19 6.6% .62%
Total 7,774 123,646 6.3% 12.6% 1,692 21.8% 1.37%
o/w SOCB 5,909 99,032 6.0% 11.7% 1,049 17.8% 1.06%

76% 80% 62%
o/w Private 1,865 24,614 7.6% 14.6% 643 34.5% 2.61%

__________ 24% 20% 38%
* Summary of 64 Central European banks with Tier One Capital of at least US$ 12 million.
* Central Europe risk-adjusted capital ratio does not include BGZ of Poland.
Sources: Annual reports; The Banker, September 1995; Bank (Poland), 1995 Bank Survey Issue; World
Bank.

Czech Republic

Aggregate bad loans in the Czech Republic have increased from 1992-1995 as a share of system
assets, credits, and GDP. Table 24 shows that the share of bad loans rose most sharply in 1994, from 23 to
38 percent of outstanding credit. This is grave, representing nearly 30 percent of GDP, equivalent to
nearly US$ 11 billion, or more than two times the risk-adjusted capital of the large banks.'02 The ratio of
nonperforming loans stayed flat through 1995 at 39 percent of outstanding loans. In fact, this represents
an increase of USS 1 billion in total nonperforming loans, as the year end figure was 27 percent of GDP,
or about USS 12 billion. Considering the Czech Republic's strong economy, these increases are due to
both deterioration of bank portfolios as well as more forthright recognition of loan problems due to the
introduction of tighter accounting standards since September 1994 (see Section IV).'03 The aggregate
nonperforming loan figure relative to risk-weighted capital (2.3 times at end 1994) represents one of the
highest ratios in Central Europe, signifying the persistence of serious portfolio problems. It is possible that

102 Nonperforming loans approximated USS 11 billion at end 1994. Risk-adjusted capital for large
banks was 10.9 percent of assets, or US$ 4.8 billion. Therefore, 11 billion/4.8 billion = 2.3 times.
103 The new classification system applies the categories to borrower rather than to loans. As a result

if a borrower enters the problem category of loans, all loans to that borrower are classified in the same
way. (1MF, July 1995.)

65



net interest margins could increase above the 6-7 percent level that has held consistently from 1992-1995
(see Section II), as these rates only achieve breakeven relative to 39 percent nonperformance after 10
years.'04 Competition from foreign banks helps to keep these rates down, but this makes it more difficult
for the large SOCBs to recapitalize.

Table 24: Nonperforming Loans of the Czech Banking System |
1992 1993 1994 1995 

Nonperforming Claims* as % of:
Total Bank Assets 10 13 19 17
Total Crown Credits 19 23 38 39
GDP 14 18 28 27

* Stock of temporarily tied, bad and questionable nongovermnent claims of all banks.
Source: CNB.

As of end 1994, state banks still held close to 90 percent of the assets of large banks. State sector
earnings were boosted by the performance of Komercni Banka and Obchodni Banka, whose contributions
accounted for more than half of all Czech banking profits. State banks posted higher capital ratios than
private banks, although the aggregate state ratios were inflated by Konsolidacni Banka, with its robust
risk-weighted capital adequacy ratio of 26.2 percent. The reality is that the private Czech banks still have
a limited market presence, and show poor returns on assets (see Section 1). Among the private banks, only
Zivnostenska Banka turned a significant profit in 1994. The profitability of the Czech banking sector
trailed that of its Central European neighbors by a wide margin in 1994, as shown by the Czech banks'
return on capital and average assets. At some of the larger banks, allowances for loan losses exceeded 10
percent of interest income. As noted above, this does not appear to be sufficient. At Konsolidacni Banka,
additions to loan loss provisions reached one quarter of all revenue. Much of this activity is due to the
tightening of accounting standards in September, 1994, which prompted increases in loan loss provisions.
The state-wide total capital ratio was in line with international standards.' 15 However, estimates on
nonperforming loans during a period in which there has been significant growth suggests serious
problems remain in the Czech banking sector. The following table highlights some indicators of the
Czech banking sector.

Table 25: Analysis of LargCzech Banks, 1994 (USS million)
% of Tier Total Capital Pre-tax Return Return Risk-adjusted

Assets One Assets to Profit on on Capital Ratio
Capital Assets Capital Assets

Private 12 264 5,194 5.7% 13 3.9% .40% 8.3%
State 88 3,175 38,826 8.2% 420 16.2% 1.07% 11.2%
Czech 100 3,439 44,020 7.8% 433 15.5% .99% 10.9%
Cent. Eur. 7,775 123,646 6.4% 1,679 26.9% 1.31 Jo 12.6%j**

Defined as banks with Tier One capital of at least US$ 12 nillfion (12 in Czech Republic).
**Central EuroPe risk-adjusted capital ratio does not include BGZ of Poland.

Sources: Annual reports; The Banker, September 1995; Bank (Poland), 1995 Bank Survey Issue; World
Bank.

04 Net interest margins were 7 percent in 1992-1993, and 6 percent in 1994-1995. However, with
39 percent nonperformance, it would take 10 years to earn sufficient income to cover for these
nonperforming loans: (i) .065 x .61 = .04; (ii) .39/.04 = 9.8 years.
105 The Basel agreement on bank supervision mandates an 8 percent ratio of total capital to risk-
weighted assets. Risk-weighted assets are calculated by assigning a specific risk rating to categories of
assets. Short-term treasury bills generally are assigned a rating of zero, while commercial and consumer
loans receive higher ratings.
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Slovak Republic

In the Slovak Republic, aggregate payment arrears data provided by the NBS reflects a sharp
deterioration in the servicing of loans from 1992-1995. While only 3 percent of bank claims were recorded
as nonperforming in 1992, 32 percent of all loans were nonperforming at the end of May 1995. Even if
this is restricted to nongovernnent credit, this would have been equivalent to about US$ 3 billion, or 2.5
times risk-adjusted capital.106 Contributing to this increase was the banks' increased willingness to
acknowledge problem loans after having accumulated adequate general reserves and loan-loss
provisions. 10 However, at 2.5 times, the Slovak banks run the risk of facing severe portfolio problems if
the economy were to slow. There is no question that tighter accounting standards and a greater
willingness to address portfolio problems added to the surge in nonperforming loans after 1993. However,
the Slovak economy has experienced high growth since 1994, and the banks' portfolio problems may be
more severe than what has been reported. For this reason, existing bank capital is not likely to be
satisfactory, particularly with the SOCBs. There is also the risk of higher net interest margins to cover for
nonperforming loans. In recognition of this problem, net margins increased in 1995 from 5 to 7 percent.
Even at 7 percent, it would take nearly seven years for Slovak banks to generate sufficient income to cover
the existing nonperforming loan portfolio.'08 This will make it difficult for SOCBs to recapitalize. Table
26 provides the breakdown of credits based on NBS classification.

Table 26: Nonperformin2 Loans of the Slovak Banging System* |
_1992 1993 1994 1995**

(In °%)
Breakdown of Credits *
Standard 85 78 64 61
Special mention 11 10 6 7
Substandard -- 3 7 8
Doubtfuil and litigious 3 6 9 8
Loss 0 3 14 17

Total Credits 100 100 100 100
Total nonperforming loans as % of: *
GDP 3 9 19 n.a.
Bank Assets 2 7 15 na.
Credits 3 12 30 32

* Crown-denominated loans of all banks at end-period.
'' End-May 1995.

*** Special mention: Payments overdue by 90 days or less, but not endangered. Substandard:
Payments overdue by at least 90 days, but not categorized as doubtful or loss. Doubtful and
litigious: Payments overdue by more than 90 and less than 360 days. Loss: Payments overdue by at
least 360 days.
**** Sum of substandard doubtful and litigious, and loss.
Source: NBS Annual Reports; International Monetary Fund.

A review of the major banks also shows progress in dealing with problem loans over the period.
VUB has increased its provisions for bad and doubtfil loans and its reserves, and increased its level of

106 Total outstanding loans to nongovernment approximated SK 287 billion, of which 32 percent
(SK 92 billion, or USS 3,058 million) was nonperforming. Risk-adjusted capital was 9.4 percent of assets
at end 1994, or USS 1,239 million. Therefore, 3,058/1,23 9 = 2.47.
107 This seems to have played a larger role than the actual deterioration in portfolios, especially
given the overall economic turnaround and the improved financial performance of enterprises over this
period.
Xoe Earning 7 percent on the existing performing portfolio (68 percent) would take nearly seven
years: (i) .07 x .68 = .048; (ii) .32/.048 = 6.7 years.
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collateralization and diversification of loans. SSB, which increased its lending to small- and medium-
sized enterprises in 1991-1992, established a bad debt department in 1993 to address its troubled loans.109
From 1992-1994, SSB nearly tripled its loan loss provisions and increased its reserves by 60 percent. IRB,
whose portfolio is composed of housing loans, energy loans and loans to the Mochovce nuclear plant, also
increased its provisions to about 11 percent of outstanding loans as of end 1994. This may not be
sufficient given controversy surrounding the nuclear plant, which accounts for one third of IRB's loans.

A breakdown of the sector by private and state banks shows that the private banks have stronger
balance sheets than the larger, State-controlled banks, with a total capital ratio of greater than 13 percent
However, return on capital is lower, due to private banks' small size and limited income. Return on assets
differs little between state and private banks. The state banks, which comprise more than three quarters of
the assets, generated solid profits in 1994, although earnings slipped from 1993 levels. The sector as a
whole trailed other Central European banks in terms of profitability as measured by return on assets and
capital, although it outperformed its Czech peers. VUB, the largest institution in the system in terms of
assets and capital, held a total capital ratio of 8.2 percent at end 1994, the lowest for any bank for which
reliable data were found.

Part of the drag on pre-tax profitability has arisen from the large provisions for loan losses the
banks have been taking. VUB's provision for loan losses exceeded 25 percent of interest income. SSB
allocated about 18 percent of revenue to its loan loss provisions, consistent with prior levels. IRB
increased its net transfer to loan loss provisions about 100 percent as a share of revenue. Had the
allowance been in line with 1993 figures, reported pretax income would have been higher by US$ 20
million.

Table 27: Anal sis of Lar e* Slovak Banks, 1994 (USS million)
% of Tier Total Capital Pre- Return Return Risk-adjusted

Assets One Assets to tax on on Capital Ratio
_ Capital Assets Profit Capital Assets

Private 22 266 2,960 9.0% 37 14.6% 1.23% 13.4%
State 78 633 10,215 6.2% 120 20.2% 1.18% 8.2%
Slovak 100 899 13,175 6.8% 157 19.4% 1.19% 9.4%
Cent. Eur. 7,775 123,646 6.4% 1,679 26.90/% 1.31% 12.6%*
* Defined as banks with Tier One capital of at least USS 12 million (12 in Slovak Republic).
**Central Europe risk-adjusted capital ratio does not include BGZ of Poland.
Sources: Annual reports; The Banker, September 1995; Bank (Poland), 1995 Bank Survey Issue;
World Bank.

Hun

Nonperforming assets rose steadily over the transition period in Hungary. The introduction of
stricter classification standards contributed to the sharp rise in nonperforming assets in 1993, although
deterioration in loan portfolios was the primary factor. A review of State Banidng Supervision data- shows
that problem assets and the classified portfolio both increased from 1992-1995, resulting in a relatively
constant ratio of problem assets to the total classified portfolio."° Yet, problem assets as a share of GDP
and total assets increased by 9 and 10 percentage points, respectively, between 1992 and 1994.

'09 The department undertakes debt recovery from SSB's largest troubled debtors and establishes
guidelines for evaluating collateral and for determining when bankruptcy procedures should be initiated.
Loan recovery from smaller debtors continues to be the responsibility of branch offices.
110 Apart from loans to customers and to financial institutions, investments and participations, the
classified loan portfolio includes contingent liabilities, participations in enterprises under consolidation,
and other items.
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A review of loan portfolios also supports these trends. The share of nonperforming loans
increased from 9.4 to 26 percent of total loans from 1991 to September 1994. Problem loans in the major
SOCBs' loan portfolios rose from 12.4 percent at end 1992 (after loan consolidation) to 38.8 percent in
September 1994.

Table 28: Breakdown of Classified Portfolio and Loans in Hungar |
1992 1993 1994 1995

Total Classified Portfolio*
Performing 89 71 79 85
Problematic 11 29 21 15
Under observation 7 8 7
Substandard 2 3 2 2
Doubtful 4 6 3 2
Bad 5 14 8 5

Total Classified Portfolio 100 100 100 100
Total Problematic:
% Total Assets 8 20 17 12
% GDP 6 15 13.5 8

Total Classified Loans**
% Total loans 17 22 26
% GDP 9 15.5 14 _
% Total enterprise loans 36 72 69
% Large SOCB loans 1-32 39 -

* Includes receivables from financial institutions and customers, investments and participations,
consolidation participations, contingent liabilities, and other items. Data are from banks and
specialized financial institutions (excluding cooperatives).
** Loans classified as under observation, substandard, doubtful and bad. 1992 figures are prior to
consolidation, and include cooperatives; 1993 figures use 1993 classification rules; 1994 figures are
for September.
Source: State Banking Supervision, Annual Reports 1992-1994/1995; IMF.

Relative to the book value of assets, the Hungarian banking sector was undercapitalized,
particularly SOCBs. Risk-weighted capital was only US$ 2.9 billion, and problem loans were estimated to
be at least 26 percent of total loans (17 percent of total assets) in 1994, or USS 3.8 billion. The ratio of
nonperforming loans to risk-adjusted capital was 1.3 times, far less than in the Czech or Slovak
Republics. Further, at 7 percent net interest margins (1994-1995), it would take Hungary's banks about
five years to generate sufficient income to cover these nonperforming loans,"' two-five years less than in
the Czech and Slovak Republics. Nevertheless, what is worrisome in Hungary is the distribution of
nonperforming loans and weak capital of the SOCBs. Hungary's private banks, which are generally not
burdened by problem loans from the past, have strong risk-adjusted capital ratios and are in sound
financial condition. Less dependent on lending-related interest income,' 12 the private banks (usually joint

III At prevailing 7 percent net interest margins on the performing portfolio (74 percent), it would
take five years: (i) .07 x .74 = .052; (ii) .26/.052 = 5.02.
112 On average, both groups of banks recorded positive results in 1994, but the sources of their

profits were different. The pre-tax profit of the six largest banks stood at 16 percent of shareholders'
equity (up from a loss of 196 percent in 1993); joint venture banks recorded a profit-to-equity ratio of 23
percent (up from 13 percent). However, in 1994, the net interest margin (income from lending minus
interest paid on deposits) made up 145 percent of the gross business profit for the six largest (state) banks
(up from 92 percent in 1993), while the private joint venture banks relied on net interest margins for only
62 percent of their gross profits (down from 69 percent in 1993). Hence, financial/institutional activities
other than interest difference produced nearly 40 percent of the gross profit of the joint venture banks,
while this residual was highly negative for the state banks (minus 45 percent of gross profits). For the
remainder of the banks (the medium-sized state and domestic private banks), net interest nargin
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ventures) markedly outperformed SOCBs with 36 percent returns on capital, 2.25 percent returns on
assets, and higher pre-tax incomes despite having only 28 percent of the large banks' total assets. (These
returns are better than most Western banks as well.) By contrast, the state-owned commercial banks are
still in relatively weak financial condition despite having achieved the BIS' minimum capital adequacy
level of 8 percent, and despite having improved their operations over the years."3 Due to ongoing
deterioration in their portfolios (39 percent of SOCB loans were classified in 1994) caused largely by
continued lending to enterprises already in distress, SOCBs would likely need at least nine years to
recover nonperforming loans."4 For this reason, these banks are likely to remain weakly capitalized until
privatized (see Section I). Since 1994, the GE Capital acquisition of Budapest Bank increased capital by
USS 87 million. OTP managed to improve its capital ratios in 1994, and then received a boost with
partial privatization in 1995. This resulted in more than USS 140 million in additional capital.

Table 9: Analysis of Larg * Hunga rian Bankls, 1994 S milli
% of Tier Total Capital Pre-tax Return Return Risk-adjusted

Assets One Assets to Profit on on Capital Ratio
Capital Assets Capital Assets

Private 28 447 6,294 7.1% 142 36.3% 2.25% 15.1%
State 72 523 16,013 3.9% 131 29.1% .85% 11.9%
Hungary 100 970 22,307 4.8% 273 32.5% 1.25% 12.8%
Cent. Eur. 7,775 123,646 6.4% 1,679 26.9% 1.31% 12.6%**
* Defined as banks with Tier One capital of at least US$ 12 million (11 in Hungary).
** Central Europe risk-adjusted capital ratio does not include BGZ of Poland.
Sources: Annual reports; The Banker, September 1995; Bank (Poland), 1995 Bank Survey Issue;
World Bank.

Poland

NBP data on enterprises in troubled financial standing reveal that the share of bad enterprise debt
declined from 20 to 15 percent of total outstanding enterprise credit between 1992 and late 1995. At the
same time, the share of bad loans of the major banks to the enterprise sector declined. In terms of
numbers, nearly 40 percent of the enterprises in financial arrears belonged to the industrial sector, with
trade enterprises comprising another quarter. The share of bad debt from agricultural enterprises fell from
nearly 30 percent in 1992 to 22 percent by mid-1995 and less than 20 percent by the end of November
1995.115

accounted for 116 percent of gross business profit, thus covering an operational/financial negative balance
of 16 percent of gross profit. These banks had a pre-tax loss which stood at 25 percent of shareholders'
equity.113 lMeasures such as assets per staff or profits per staff provide another indicator of operational

efficiency, although one should approach these measures with caution. Such differences are closely related
to the range of activities on which a bank focuses and are therefore biased by structural differences. The
joint venture banks largely engage in fee-based activities with a corporate clientele base, while state banks
focus on retail activities, which are more staff-intensive. In 1994, the joint venture banks spent 41 percent
of their total costs on personnel expenses, compared to 50 percent spent by the large banks.
114 At 7 percent net interest on a portfolio with 61 percent performance, it would take more than
nine years to generate income sufficient to recapitalize nonperforming loans: (i) .07 x .61 = .043; (ii)
.39/.043 = 9.13.
Hs NBP Bulletins, 1992-1995.
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Table 30: Loans To Enten rises in Bad Financial Standing in Poland
1993 1994 1995

Bad Enterprise Debt as % of:
Enterprise credit from the major banks 25.6 25.2 19.6
Enterprise credit from the whole sector 20.1 19.5 14.9
GDP 4.0 3.5 2.6

Note: Based on reporting to NBP by major banks of stocks of outstanding loans to enterprises
incapable of repaying principal and interest by due dates. Number of banks reporting: 14 (1993,
1994), 15 (1995). As of November 30, 1995.
Source: NBP; World Bank staff estimates.

With nonperforming loans down to about 15 percent and net interest margins at 12-13 percent
from 1993-1995, Poland's state-owned commercial banks have been steadily recapitalizing. (The
specialized banks remain in poor financial condition.) At this rate, it would take Polish banks less than
two years to recover their balance of nonperforming loans."6 This bodes well for Polish SOCBs' prospects
for recapitalization, particularly with the economy growing at 6.5 percent in real terms. With a ratio of
nonperforming loans to risk-adjusted capital of 0.5 times, Poland's banks appear to be the best capitalized
of the region. Even if these figures are adjusted to include BGZ and PKO BP, Poland's two largest
specialized state banks, this ratio probably is less than 100 percent, reflecting the same rate as in Slovenia
and stronger risk-adjusted capital than in the other three countries. Bad enterprise debt held by the major
12-15 banks has declined over the period as a percent of total loans, notwithstanding the troubles faced by
BGZ and PKO BP. This assessment may be overly optimistic, as many of Poland's performing loans may
in fact be longer-term rollovers of earlier nonperforming loans previously made under different terms and
conditions. If so, Poland's portfolio problems may have only been temporarily deferred. Nevertheless,
based on existing NBP information, it appears that Polish banks have significantly reduced problem loans
as a percentage of total in recent years."'7

Despite the massive losses of BGZ, Polish banks posted impressive returns in 1994. Bank
Handlowy of Warsaw recorded a pre-tax profit of close to US$ 300 million, more than 7 percent of assets
and approximately half (49 percent) of total capital. This was achieved despite an increase to loan loss
provisions of about US$ 500 million, about one quarter of total income. Bank Handlowy's pre-tax income
was more than three quarters of the total pre-tax income generated in 1994 by SOCBs. Other state banks
reaped large profits,"8 benefiting from their investments in government securities and the net spreads
these provide over deposits (see Section II). Retained earnings helped to boost capital ratios, which far
exceed international standards and Central European averages. However, BGZ, which accounts for more
than 5 percent of total sector assets, continues to be a problem, with negative net worth in excess of US$ 1
billion and a rapidly and continuously decaying loan portfolio.

116 With net interest margins of 12.5 percent from the perfonning portfolio, it would take less than

two years to break even: (i) .125 x .85 = .106; (ii) .15/.106 = 1.41.
117 Based on financial audits performed as of March 31, 1994, nearly half of troubled loan values
were resolved through bank- or court-led conciliation procedures, 13 percent through bankruptcy or
liquidation, and 6 percent through sales of debt. More than 11 percent of the loans were recovered, and
another 22 percent were returned to current status. Most of the activity was centered on the seven SOCBs
that were recapitalized, which accounted for 25 percent of the gross loan portfolio. Improvements in the
loan portfolio resulted largely from the freezing of lending to troubled enterprises, although some of the
new lending flows are now problematic.
118 The following state banks, while much smaller on an asset basis than Bank Handlowy, still had
impressive returns on capital in 1994: Bank Gdanski, 38.0 percent; Powszechny Bank Kredytowy, 115.7
percent; Bank Zachodni, 78.5 percent; PBG, 129.2 percent; Pomorski Bank Kredytowy, 40.4 percent; and
Bank Depozytowo Kredytowy, 60.5 percent.
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Private banks produced even more impressive returns. Pre-tax income was US$ 432 million, or
more than 20 percent greater than the SOCBs (even net of BGZ losses) despite accounting for only 19
percent of assets. Several of these banks exceeded 100 percent returns on capital, and return on assets
exceeded 6 percent. It is very likely that many of the private banks have insufficient provisions for loan
losses, thereby propping up returns. Whereas charges to loan losses generally exceed 10 percent of
revenue in Central European banks, some of the private banks in Poland made allowances amounting to
less than 1 percent. This practice serves to inflate current income figures. However, had these banks
increased their allowances significantly, they still would have produced strong earnings given the strong
economy and availability of government securities at favorable net spreads on deposits.

Table 31: Analysis of La re* Polikh Banks, 1994 (USS million)
% of Tier Total Capital Pre-tax Return Return Risk-adjusted

Assets One Assets to Profit on on Assets Capital Ratio
Capital Assets Capital

Private 19 545 7,134 7.6% 432 93.9% 6.04% 17.0%
State 81 1,386 30,371 4.8% 355 25.6% 1.21% 13.2%**
Poland 100 1,931 37,505 5.1% 787 53.53% 1.93% 15.2%**
Cent. Eur. 7,775 123,646 6.4% 11,679 26.9% 1.31% 1'2.6%**
*Defined as banks with Tier One capital of at least USS 12 million (18 in Poland).
**Central Europe risk-adjusted capital ratio does not include BGZ of Poland.

Sources: Annual reports; The Banker, September 1995; Bank (Poland), 1995 Bank Survey Issue;
World Bank.

Slovenia

The bad assets carved out of the three LBS banks in 1993 comprised close to 90 percent of the
total nonperforming loans in the system as of end 1991. By mid-1995, an estimated 36 percent of the
debts of the enterprises originally transferred to the BRA had been resolved, and the number of cases
remaining to be resolved was reduced by 35 percent. This involved the BRA resolving the debts of 14
enterprises of approximately DM 328 million (about USS 250 million) in book value in exchange for
about DM 236 million (about US$ 180 million) in cash, restructured debt or equity. In addition, nine
enterprises had been forced into bankruptcy or liquidation after their debts had been carved out by the
BRA.

World Bank estimates from 1991 indicate that problem loans accounted for 13 percent of total
banking assets, 21 percent of GDP, and 26 percent of bank loans. In addition, doubtful guarantees
accounted for 10 percent of total sector assets, 16 percent of GDP, and 44 percent of total bank
guarantees.' 19 While comparable data for the following years are not available, total risky assets based on
BoS classification declined by 1994 in terms of total assets and GDP. Using these figures as a proxy for
nonperforming loans, these loans would approximate US$ 1 billion, or nearly 100 percent of risk-adjusted
capital.'20 At net interest nargins of 5 percent (prevailing in 1995), this would require 3.5 years to
achieve breakeven.'2 ' Table 32 shows total risky assets of the banking system in 1993 and 1994.

119 Doubtful guarantees are guarantees expected to go into arrears based on performance of the

guaranteed enterprise.
120 Total banking system assets = USS 6,639 million at end 1994. Nonperforming loans

approximated 15 percent, or USS 996 million. Risk-adjusted capital was 15.7 percent of assets, or USS
1,042 million.
121 With net interest margins of 5 percent from the performing portfolio, it would take less than four

years to break even: (i) .05 x .85 = .043; (ii) .15/.043 = 3.48.
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Table 32: Risky Assets of the Slovene Banking System*
1993 1994 1995

Risky Assets, US$ million 1,344 1,475 1,185
Percent of Banlkng Assets 19 15 10
Percent of GDP 12 10 7
* Total banking system at end-year; based on BoS classification and World Bank estimates.
Source: BoS Annual Reports, 1994-1995.

Slovene banks show a higher proportion of private banks on an asset basis, and good
comparisons to other Central European banks in terms of capital adequacy and asset quality. However,
Slovene banks are generally small, generate limited profits, and have very weak return ratios compared to
other Central European markets; return on assets for 1994 was less than half the Central European
average, and return on equity was less than one quarter of the average. Reflective of the relative strength
of the Slovene economy, most of the private banks appear well-capitalized. Some of the smaller private
banks have struggled with profitability, but are approaching capital levels near international minimums.

Profitability was relatively weak in 1994, but much of this was due to the large loan loss charges
which some of the banks took. Gorenjska Banka, the second largest private bank in the system, charged
nearly one third of revenue to its loan loss provision account. Banka Celje, the third largest bank in
Slovenia, had an allowance for losses exceeding 20 percent of interest income. NLBdd posted mediocre
profits in its five months of operation, with an annualized return on assets of less than 1 percent.

Table 33: Analysis of Large* Slovene Banks, 1994 (USS million)
% of Tier Total Capital Pre-tax Return Return Risk-adjusted

Assets One Assets to Profit on on Capital Ratio
_ Capital Assets Capital Assets

Private 46 343 3,032 11.3% 19 6.6% .62% 20.0%
State 54 192 .3,607 5.3% 23** 13.4%** .68%** 12.2%
Slovema 100 535 6 81% 42 8.1% .65% 15.7%
Cent Eur. T 7,775 T 123,646 6.4% 1,679 26.9% 1.31% 12.6%***
* Defined as banks with Tier One capital of at least US$ 12 million (11 in Slovenia).
** Includes annualized income for NLBdd which began operations on July 27, 1994.
*** Central Europe risk-adjusted capital ratio does not include BGZ of Poland.
Sources: Annual reports; The Banker, September 1995; Bank (Poland), 1995 Bank Survey Issue; World
Bank.
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Government

As for governments, the varied approaches have shown mixed results. In some cases (Czech and
Slovak Republics, Slovenia), the macroeconomic environment has been stabilized, yet structural
weaknesses continue to persist in the banking sector. Despite high levels of economic growth, high and
growing levels of nonperforming loans continue to weaken the financial condition of the large SOCBs in
the Czech and Slovak Republics. In other cases, competition (Hungary) and recapitalization (Poland) have
ensued despite gradual SOCB restructuring and weaker macroeconomic indicators. Nonperforming loans
are declining as a problem, but intermediation rates are lower and the private sector was for years unable
to obtain credit in most cases.

Most recapitalization has occurred in the form of 'carve-outs". Under this approach, governments
have issued bonds (and guarantees, in the case of Hungary) to replace non-performing loans on bank
balance sheets, thereby strengthening banks' solvency positions. Where these were interest-bearing bonds,
carve-outs eased some of the liquidity problems banks experienced as a result of nonperforming loans.
Meanwhile, governments served as the repository for bad loans, impacting public expenditure depending
on the maturity and interest rate/yield features of the bonds issued. In CSFR, the carve-out was conducted
prudently (despite its high cost of US$ 6 billion) so as to not create macroeconomic imbalances. In
Hungary, continuous recapitalizations contributed significantly to macroeconomic imbalances. In Poland,
the carve-out had less of an adverse effect on macroeconomic imbalances, although it did not address the
two largest and most troubled banks. In Slovenia, the BRA recapitalization was done prudently,
particularly considering that Slovenia had earlier issued bonds to household depositors to compensate for
foreign exchange accounts seized and hyperinflated away during the FRY period. Table 34 shows the cost
to GDP of bank recapitalizations.

Table 34: Fiscal Cost of Bank Restructurina Schemes*
Total Cost in % GDP Czech Slovak Hungary Poland Slovenia

1992 n.a. 3.5 2.8 --

1993 n.a. 3.6 5.3 1.4 1.5
1994 n.a. 3.5 0.4 0.9 1.3

* Includes in Slovak R.: explicit cost of interest cost, amortization and debt service, excluding cost of
indirect transfers and tax deductions; in Hungary, sum of loan consolidation and bank recapitalization
programs; in Poland: cost of the treasury bonds for recapitalization; in Slovenia: interest on bonds
issued to replace claims on National Bank of Yugoslavia and nonperforming loans in banks' portfolios.
End-of-period exchange rates.
Source: RED Slovakia, 1995; RED Hungary, 1995; Gdansk Institute for Market Economics, 1995.

Czech Republic

The Czech (CSFR) up-front carve-out and recapitalization of troubled SOCBs has achieved
partial success. While the banks themselves still face considerable weaknesses, their continued operation
since 1991 has occurred without major monetary or fiscal imbalances. It appears that the government has
imposed a hard budget constraint on banks, and that they have done the same on enterprises. Despite
ongoing problems, these enterprises are generally showing improved performance in a growing economy.
However, bank profitability is low because of needed provisions for significant and increasing loan losses.
This points to the need for improved bank governance, management, skills, systems and competitiveness,
and points to the limitations of recapitalization as a panacea for banking sector problems.

While this recapitalization was expensive, it was done in a fiscally responsible manner. To pay
for the recapitalization, offsetting cuts in public expenditure were made to achieve fiscal balance.
Meanwhile, five major banks were privatized (up to 63 percent) along with enterprises in the 1992 mass
privatization program. The Czech approach is considered successfiul because of the improved financial
sector enabling environment that emerged, reliance on across-the-board macroeconomic stabilization for
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growth, fiscal balance despite an eight-year amortization schedule for the bonds, and privatization of the
banks to encourage a more stable banking environment. However, the continued large share of assets held
by SOCBs, partial (not full) privatization of SOCBs, and limited growth of private Czech banks (although
foreign banks are welcome to compete) show the limitations to the Czech Republic's approach to bank
privatization. As found throughout Central Europe, bank privatization has lagged enterprise privatization.

Slovak Republic

The Slovak (CSFR) up-front carve-out and recapitalization of troubled SOCBs has succeeded to
some degree, although the emergency measures taken in 1995 indicate the recapitalization was not fully
successful. Large Slovak state-owned banks still face considerable weaknesses, not the least of which is
governance, management and related needs to be competitive in an open economy and increasingly
sophisticated global market. However, as in the Czech Republic, Slovak banks have operated without
major monetary or fiscal imbalances to contend with. The government has imposed a hard budget
constraint on banks, and they have done the same on enterprises. There was earlier evidence that some
fiscal subsidization of large or "strategic" enterprises was in place, but much of this has been curtailed in
support of macroeconomic stability. Slovak enterprises are generally showing improved performance in a
growing economy, and investment finally rebounded in 1995. However, as in the Czech Republic, bank
profitability is low because of needed provisions for significant and increasing loan losses.

The Slovaks have improved the enabling environment, relied on across-the-board
macroeconomic stabilization for growth, and maintained strong fiscal performance despite the high cost of
the recapitalization. However, bank privatization has been slow, and this has slowed the emergence of an
efficient banking sector.

Hungary

Hungary pursued a program of multiple recapitalizations of the banks from 1991-1994. This
approach turned out to be highly unsuccessful, and was finally reversed in 1995 in favor of a policy based
on accelerated privatization. Hungary's US$ 3.5 billion in recapitalization averaged 2 percent of GDP per
year from 1991-1994, contributing to costly fiscal deficits and crowding out private investment. These
recapitalizations failed to put the SOCBs (or the SOEs) on a sustainable path to profitability and
competitiveness. SOCBs' nonperforming loans remnain high, making it unlikely they will be able to
recapitalize from ongoing operations any time soon. Hungary's experience generally demonstrates the
ineffectiveness of soft budget constraints during the reform process.

Where Hungary has succeeded has been in creating a favorable enabling environment for banks.
As in the Czech Republic, the rising number of private and foreign banks has added significantly to
banking sector capacity and competition. The most profitable banks in Hungary are the foreign or joint
venture banks focusing on trade finance and bond underwriting. Notwithstanding a number of potential
difficulties associated with bank privatization,' 22 it is expected that GoH will accelerate bank privatization
in 1996-1997 with the goal of ending state ownership in the banking sector. Hungary's pursuit of a more
direct approach to bank privatization should enhance banking sector strengths.

122 There are several potential problems associated with Hungary's proposed restructuring and

privatization plans for banks: (i) the race to simplify restructuring (via debt/equity swaps) may pass on
risks without solving structural enterprise and bank problems which earlier recapitalizations failed to
correct; (ii) GoH intends to hold on to at least a 25 percent share of OTP (the former savings banks which
dominates the inter-bank market), therefore indicating the state will have a continued large presence in
Hungarian banking; and (iii) the other two large banks (MHB and K&H) will not be privatized before
1996-1997 because they are too troubled. On the other hand, the partial privatization of OTP and the sale
of 60 percent of Budapest Bank, which took place with a delay of one year, can be seen as a positive
development in reducing state dominance.
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Poland

Like Hungary, Poland has pursued a program of multiple recapitalizations, although these have
been less than USS 2 billion compared to Hungary's recapitalization costs of USS 3.5 billion. Poland's
USS 650 million up-front recapitalization of troubled SOCBs has succeeded in restoring solvency to bank
balance sheets. Combined with improved bank supervision, more cautious lending practices, and earnings
from high net interest spreads, many of these banks now have strong balance sheets. The workout exercise
with troubled SOEs has also helped to develop valuable risk management skldls, and this should help with
these banks' levels of competitiveness as the market slowly opens up. However, the more than US$ 1
billion recapitalizations of BGZ, PKO BP, and PKO SA have not been as successful, particularly in the
case of BGZ due to line ministry directives to lend to troubled agricultural enterprises.

Poland's approach to banking reform has been very gradual and costly, and in some ways has
delayed privatization and competitiveness. Hard budget constraints have helped clean up state commercial
bank portfolios, but intermediation rates remain low. The portfolios of the troubled specialized banks
remain problematic. Despite high levels of growth in the Polish economy, the private sector had difficulty
obtaining bank credit until 1995. Most enterprises still find it difficult to access bank credit, even with
solid capital structures and sound business plans. Banks have essentially recapitalized from the purchase
of government securities, a safe route to profitability which has helped finance fiscal deficits at the
expense of private sector investment. At the bank level, management skills are sometimes thin, and
seniority is often more important than performance. Furthermore, restrictions on foreign bank entry from
1992-1995 slowed competition and progress. Relative to GDP, the fiscal cost of recapitalization has been
well below 1 percent. Nevertheless, in Poland, much of the cost associated with bank restructuring has
been imposed on (i) suppliers and employees, due to the run up of arrears on trade credit and wages; (ii)
consumers, due to the inflationary effects of inter-enterprise arrears; (iii) the government, due to arrears
on social security payments and tax evasion; and (iv) the private sector, due to foregone investment
resulting from difficulties accessing credit from banks.

Slovenia

In Slovenia, the BRA has succeeded in restoring the largest banks to financial health. This has
occurred with steadily declining inflation rates and fiscal balance, indicating a successful approach to
bank restructuring. Nevertheless, intermediation rates are very low in Slovenia, returns are the lowest in
Central Europe, and bank recapitalization has not been without its costs: in January 1993, the BRA issued
Treasury bonds equivalent to 12.2 percent of GDP123 in exchange for nonperforming loans of banks, and
for claims against the National Bank of Yugoslavia. Slovenia has been open to foreign investment in the
banking sector, and private banks have captured a significant share of assets. It remains to be seen how
the state banks will perform under market conditions, particularly as new management and governance
challenges emerge and credit demand increases.

Evaluation of the Methods of Restructuring

Each country has shown strengths and weaknesses to restructuring approaches. These approaches
and general results for banks are highlighted in Table 35. A cursory review of enterprise restucturing
results is shown in Table 36. Insufficient information is available to determine the impact on government
finance.

123 Prior to the BRA take-over of the three LBS banks, the BOS supplied credit to LBdd and KBM

equivalent to 3.2 percent of GDP in 1992 and 1.2 percent of GDP in the first half of 1993.
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Table 35: Evaluation of Banking Sector Restru turin! Results
Czech Slovak Hungary Poland Slovenia

Type Centralized; Centralized; Decentralized; Decentralized; Centralized,
up-front carve- up-front carve- multiple up-front carve-out; Bank
out and out and recapitaliz'ns; recapitalization Rehabilitation
recapitaliz'n; recapitaliz'n; slow and partial of SOCBs; slow Agency; partial
"good bank- "good bank- privatization of and partial privatization of
bad bank"; bad bank"; SOCBs privatization of smaller banks
partial partial SOCBs
privatization of privatization of
SOCBs SOCBs

Financial Bank solvency Bank solvency Bank solvency Bank solvency Bank solvency
restored; restored; restored; restored; restored;
balance sheets balance sheets balance sheets balance sheets balance sheets
restructured; restructured; restructured; restructured; restructured;
transparency transparency transparency transparency high levels of
reinforced by reinforced by reinforced by strengthened by provisioning
recognition of recognition of recognition of loss keep earnings
nonperfonning nonperforming loan losses, but provisioning, low, but add
loans (NPLs); loans, but long but undermined transparency;
recapitalization undermined by undermined by by doubts about deposit
still needed due non-market governance and enterprise mobilization
to NPLs privatization moral hazard; restructuring increasing,

transactions in SOCB earnings and ongoing indicating
enterprise less than credit quality; restored
sector private banks earnings based confidence, but

despite holding on securities intermediation
72 percent of rather than rates are low
banking system lending
assets

Operational Ongoing Major banks SOCBs looking Slow Banks
problems with undergoing to privatization; privatization; consolidated,
loan portfolio additional can not SOCBs ready for

restructuring compete with protected from privatization
private banks new foreign
after four competition
recapitaliz'ns from 1992-

Source: World Bank. _
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Table 36: Evaluation of Ente rise Sector Restr cturing Results
Czech Slovak Hungary Poland Slovenia

Type Mass Mass Case-by-case Slow to gradual Gradual
privatization privatization (gradual) and privatization in privatization

and then case- then industrial
by-case accelerated sector
privatization privatization
(gradual)

Financial Improving Improving Improving Improving Improving
performance performance performance performance performance
due to private due to private due to private due primarily due primarily
sector and sector, sector growth to private to private
commitment to increasing and FDL sector; sector;
privatization output, exports, increasing increasing increasing
and FDI, compet'veness; output, exports, output, exports, output, exports,
increasing some large compet'veness; compet'veness; compet'veness;
output, exports, industries still many large many large some large
compet'veness; troubled; strong industries still industries still industries still
some large private sector troubled, and troubled; strong troubled; strong
industries still performance in will experience private sector private sector
troubled; high services; higher difficulties with despite state despite low
FDI interest in investment hard budget industries and intermediation,
blue chip levels needed; constraints; limited bank weak FDI;
companies; limited FDI strong private credit; weak difficult period
strong private sector, highest FDI until 1995 due to sanctions
sector FDI in the on Yugoslavia,
performance in region; interest war in Balkans
services in blue chip

companies
Operational Improving Hard budget Weak Hard budget Improved

management constraints governance constraints governance and
and have improved until recent imposed by management;
governance; efficiency; non- commitment to banks and transition from
IPFs play market privatization, government social
prominent role privatizations imposition of have improved ownership to
in some cases bypassing IPFs hard budget governance; commercial
to improve raise questions constraints however, run- orientation in
performance about up of arrears transition;

governance, has modified recognition of
accountability impact of past
and budget decapitalization
transparency constraints

Source: World Bank.

Critical factors affecting the success of each method include (i) the ability and capacity for
successful implementation; (ii) a firm political, institutional and financial commitment to pursue the
method; (iii) the sequencing of events and performance incentives associated with proposed reforms; and
(iv) an enabling environment, to provide the needed legislation, regulation, supervision and corporate
governance needed to achieve reforms. These are discussed by country.
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Czech Republic

The Czech Republic has generally succeeded in all four of these areas. More than any other
country, the Czechs have demonstrated a firm commitment to macroeconomic stabilization, rapid
privatization, and development of an open market-based economy. They have privatized efficiently,
although some questions remain about ongoing state ownership in some large companies and the financial
sector. Nevertheless, the Czechs have maintained their steady commitment to this approach, and they
have done so in a manner that (i) broadly distributes the benefits of mass privatization to a population that
possessed limited savings in 1990, while (ii) providing significant opportunities for large investors
through an open trade and investment regime and the development of active equity markets (see Section
V). In the process, productivity, output and incomes have risen to sustain the broadly distributed benefits
of mass privatization, while recognizing the importance of FDI and joint ventures to enhance
competitiveness. Equal treatment of domestic and foreign investors has attracted capital, stimulated
growth and reinforced macroeconomic balance. As the Czech Republic has proceeded, it has adopted
needed laws and regulations to continue to move towards a market economy. Perhaps more than elsewhere
in the economy, the recognition of problem loans and bank losses has prompted strengthened legislation,
more vigilant observance of prudential regulations, and more active enforcement of these regulations
through bank supervision. The weaknesses of the Czech economy are largely contained in the
nonperforming loan portfolio of the major banks. This puts the onus on banks to become more efficient,
on enterprises to improve their governance and management to better compete, and on IPFs to play their
critical governance role as institutional investors. Where the Czech Republic may not have succeeded is in
the banking sector, still dominated in some ways by SOCBs and characterized by cross-ownership
structures with IPFs. Nevertheless, even here, private banks offer significant competition, reducing
oligopolistic tendencies from the past.

Slovak Republic

The Slovak Republic has succeeded in some areas, but come up short in others. The Slovaks have
demonstrated a firm commitment to macroeconomic stabilization, and have gradually moved to a private
sector-oriented economy. Nevertheless, the Slovak Republic terminated its commitment to rapid
privatization in 1993, and since then numerous questions have emerged regarding corporate governance,
privatization transactions, and ongoing state ownership in some large companies and the financial sector.
In many cases, companies originally on the privatization list have been taken off, even after vouchers have
been distributed. In short, the Slovak Republic's commitment to privatization has been undermined by
politicization. The shift from a market-based mass privatization to case-by-case privatization has
permitted transactions to be made on non-commercial bases. This, in turn, has raised questions about
governance, accountability and transparency, all essential for a functioning market economy. This has
also undercut investment in the country, which rebounded in 1995 after several years of decline, but which
has attracted little FDI. Productivity, output and incomes have risen since 1994, yet the lack of investment
could undermine the sustainability of these trends in the coming years. The Slovak Republic has adopted
new laws and regulations to continue to move towards a market economy. However, the risk in the Slovak
Republic is that the government's approach could be reactive to problems that persist in the banking and
enterprise sectors, rather than anticipating risks in advance and attending to those potential problems in
advance. As elsewhere in Central Europe, Slovak banks have high levels of nonperforming loans, and are
now engaged in additional restructuring. This suggests that the CSFR carve-out was not sufficient in
resolving systemic problems. As in the Czech Republic, the onus is on the banks and enterprises to
enhance competitiveness and efficiency. This will require improved governance. However, given
widespread efforts since 1994 to limit the role played by IPFs as institutional investors, improved
governance will require hard budget constraints at a minimum. This, in turn, will require an enabling
environment which stimulates investment from domestic and foreign sources. To achieve this, more
transparency, not less, will be needed.
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Hungu

Hungary has only partly succeeded in its restructuring efforts, but now appears poised to succeed
in the coming years. From the outset, Hungary was committed to a policy of gradual, case-by-case
privatization for large industries and banks, while endorsing "spontaneous" privatization (asset stripping)
at the smaller level. However, Hungary simply could not afford such an approach. The gradual approach
pursued by Hungary required continuous recapitalizations of SOCBs due to continuous SOE losses, all of
which were a fiscal drain and added to monetary pressures. Thus, Hungary simply did not have the
capacity financially to continue with such an approach, particularly as incentives of this approach deterred
and deferred needed restructuring. A combination of macroeconomic weaknesses, partly the result of this
gradualistic approach, prompted a new commitment to privatization in 1995. With the imposition of hard
budget constraints, it is expected that Hungary's economy will improve. Output, exports and investment
have already begun to increase, and Hungary's macroecononic fundamentals have already begun to
improve. This is partly because of the strength of the private sector, which has grown significantly in
recent years due to Hungary's favorable enabling environment. In fact, Hungary has succeeded in
establishing one of the best operating environments for the private sector despite the state's continued role
in the economy. FDI has been highest in Hungary among Central European transition economies, and the
private sector has shown steady growth since 1990. Thus, Hungary has already introduced incentives for
improved governance. It is likely that accelerated privatization and the imposition of hard budget
constraints will enhance Hungary's competitiveness in both the enterprise and financial sectors.

Poland

Poland has only partly succeeded in its restructuring efforts. On the one hand, Poland's economy
is showing the highest growth rates in the region, and banks are recapitalizing from earnings. However,
the economy is growing largely because of the private sector, and despite slow privatization in the
industrial and banking sectors. Meanwhile, Polish industry shows some of the weakest cash flow figures
for the region, adding to the cost of slow privatization. Poland's capacity to absorb the cost of such an
approach is limited, a point that is obscured in a period of high growth. Poland's commitment to various
restucturing and privatization approaches has wavered since 1990. This has been due largely to political
wrnover in Poland, with changes of Parliament or the President occurring about once a year. The
imposition of hard budget constraints by banks and government has enhanced the competitiveness of
many enterprises, as shown by increased output, exports and investment. However, soft budget constraints
(affears to suppliers, employees, government) have added to inflation and tax evasion, reflecting some of
the lingering inefficiencies of the economy. Furthermore, FDI is comparatively weak, bank lending to the
private sector was limited until 1995, and many large-scale SOEs are still looking for a bailout to avoid
liquidation. The introduction of a mass privatization program (about 12 percent of remaining SOEs)
through the stock exchange will help, and as the private sector expands, changes in incentives will
improve governance. Nevertheless, continued delays will slow competitiveness in both the enterprise and
financial sectors.

Slovenia

Slovenia has been faced with circumstances different form the other Central European countries,
largely due to past problems associated with the former Yugoslavia (deposit confiscation) and events that
have ensued (war, sanctions). Slovenia has generally succeeded in all four of areas, partly due to the
capacity to absorb some of the changes they have pursued. Prior to independence, Slovenia was
responsible for 20 percent of Gross Material Product and 30 percent of exports, despite accounting for
only 5 percent of the Yugoslav population. Even today, Slovenes enjoy the highest per capita incomes
among transition countries. Thus, Slovenia had absorptive capacity for change. Faced with hyperinflation,
Slovenia stabilized the economy by 1994 while maintaining fiscal balance. While intermediation rates are
low, much of this reflects low but rising levels of deposits through the banking system, and rising GDP
(some of which is informal). What remains to be seen is how the BRA-rehabilitated banks will compete as
the market continues to open up. They have been successfully consolidated and recapitalized, but this is no
guarantee they will be competitive. In addition, it remains to be seen if Slovenia's economy will attract
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higher FDI levels, currently among the lowest in the region. Some of this may reflect problems with the
enabling enviromment, although many foreign banks have entered the market. That being the case, it is
likely that FDI will increase as the region stabilizes and the economy shows improved growth prospects.
One last challenge may be the conversion from a socially-owned to market-based economy. This is a
cultuml challenge faced throughout ex-Yugoslavia, and has major implications for governance.
Nevertheless, given Slovenia's close linkage to Western narkets prior to the break-up of Yugoslavia, this
obstacle is also likely to be overcome.
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TV. Strengthening Bank Supervision and Intervention

The persistence of close relationships between Govermments, state-owned and formerly state-
owned banks, and state-owned enterprises created a situation of widespread moral hazard in the banking
sector of Central Europe for many years, and made it difficult for bank supervisors to exercise the
authority they had to contain systemic risks. In all five countries, bank supervision has been enhanced by
improved laws and regulations and investment in personnel training, information systems, and
institutional development Nevertheless, significant weaknesses will need to be addressed before bank
supervision in these countries will be sufficient to identify and prevent major risks, let alone reach EU
standards (see Section VI). This has less to do with the current legal or regulatory framework or
wfillingness of supervisors to intervene to force the closure/merger of troubled banks (as in the Czech
Republic and Slovema) than with organizational structures, conflicts of interest in the State sector
(ownership versus regulation), and levels of institutional development (personnel, information systems).
This section reviews reforms undertaken to date to strengthen bank supervisory and intervention
frameworks in Central Europe during the transition, with a focus on (i) banking laws and key prudential
regulations; (ii) bank supervision frameworks; (iii) intervention frameworks; and (iv) deposit insurance.
(Requirements for achieving EU standards for effective accession are discussed in greater detail in Section
VI.) Table 37 highlights regulations to date in all five countries.

Table 37: Overview of Central European Banking Regulations
Czech Slovakia Hungary Poland Slovenia

Minimum CK 500 mn SK 500 mn HUF 1 billion Zl 12 mn (US$ DM 51 mn (US$ 38
Capital (USS 19 mn) (USS 17 mn) (USS 7 n) 5 mn) mn)
Capital Minimum 8% Minimum 8% Minimum 8% Minimum 8% Minimum 8%
Adequacy at end 1996
Large > 10% of bank > 15% of bank > 15% of bank > 15% of bank > 10% of bank
Exposures capital capital capital capital capital
Total Large < 800% of < 800% of bank < 800% of bank < 800% of < 800% of bank
Loans bank capital capital capital bank capital capital
Single < 25% of bank < 25% of bank < 25% of bank < 15% of bank < 25% of bank
Large capital for capital for capital capital to capital to any debtor;
Exposure non-banks, < nonbanks debtors; < < 15% per loan

80% for banks 10% per loan
Parent- < 20% of bank <25% of capital <10% of bank <15% of bank Investments > 15%
Subsidiary capital if bank has > capital capital of bank capital need
Exposure 10% equity BoS approval;

nonfinancial
investments < 6 00/%
of bank capital

Insider <5% of bank <5% of bank <5% of bank <4% of bank <3% of bank capital
Lending capital capital capital capital to shareholders
Foreign Net foreign Total net Net foreign Absolute value 75% of the bank's
Exchange exchange foreign exchange of net FX foreign exchange
Exposure liability of exchange liability of 30% liability is minimum based on

15% of bank liability of 25% of bank capital 40% of bank household deposits
capital of bank capital; capital; net and foreign payment

7-10% limits on open position operations
currencies is 30% of

capital; 15%
limit in any
one currency

Sources: Czech National Bank; Slovak National Bank; National Bank of Hungary; State Banking
Supervision Agency of Hungary; National Bank of Poland; Bank of Slovenia; World Bank.
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Banking Laws and Prudential Regulations

Czech Republic

The Czech Republic has strengthened its legal and regulatory framework in recent year., and
forced the merging of several smaller banks due to their weak financial condition. Nevertheless,
significant weaknesses remain, not the least of which is the prominent role of Ceska Sporitelna in the
inter-bank market, and the role it is playing in absorbing weaker banks. In addition, there is limited tax
freedom for banks to provision for loan losses, which overstates income and distorts balance sheets
(capital and reserves). Box 8 summarizes the prudential regulations in the Czech Republic as of mid-
1996.

Box 8: Key Prudential Bank Regulations in the Czech Republic

Capital: Minimum capital: CK 500 million (USS 19 million). For new banks, 8 percent CAR is
required; for banks established before 1991, minimum CAR at 6.25 percent by end 1993, and 8 percent
as of end 1995.

Deposit Insurance: Explicit insurance available for "known" accounts, covering 80 percent of the
insured deposits up to CK 100,000 (USS 3,750) per depositor per bank. Banks pay 0.5 percent on
deposits.

Loss Provisioning: Mandatory loan classification by five categories and mandatory provisioning. Tax-
free provisioning limited to 2 percent of medium- and long-term loans, 2 percent of guaranteed loans,
and 10 percent of doubtfuil loans. Wider scope of tax-free provisioning granted only upon MoF
approval.

Lending Limits: Large exposure defined as all loans and other exposure greater than 10 percent of
bank capital. Total large loans cannot exceed 800 percent of bank capital. Maximum single exposure is
25 percent of capital for non-bank borrowers and 80 percent of capital for bank borrowers. Loans to
parent company and subsidiaries are limited to 20 percent of capital. Total credit to employees limited
to 5 percent of capital.

Foreign Exchange: Net foreign exchange liability limited to 15 percent of total foreign currency
holdings.

Sources: Czech National Bank; Trade Links.

Central and Commercial Banking Laws and Competition

The Act on the Czech National Bank (1992) and the Banking Act (1992) provide the legal basis
for a two-tiered banking system in the Czech Republic.124 The Act on the Czech National Bank defines
the powers of the central bank (CNB) to safeguard currency stability, determine monetary policy, manage
clearinghouse and payments systems, and supervise commercial banks. The CNB also approves all
mergers and break-ups, and transfers of shares to investors with more than a 15 percent stake in a bank.
The CNB reports to Parliament twice a year, and has a board composed of the Governor, two Vice-
Governors, and four other CNB senior officers, all of whom sit for six-year terms and can be recalled by
the President of the Republic.

124 The Act on the State Bank of Czechoslovakia (130/1989), passed in November 1989, created the

basis of a commercial banking system by separating the commercial activities from the central bank. The
Act on the Czechoslovak State Bank (22/1992) established the functions of the central bank. The Czech
National Bank Act, passed on December 17, 1992 and effective on January 1, 1993, defined the
responsibilities of the central bank of the newly independent Czech Republic. It was amended under Acts
No. 60/1993 and 96/1993.
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The Banking Act, as subsequently amended, defines commercial bank activities in accordance
with universal banking practices common to continental Europe.'" Apart from taking deposits and
granting credits, banks may engage in financial leasing, provide guarantees, participate in the issuance of
shares, act as a depository and manager of securities and other assets, and purchase and sell foreign
currencies. Banks' activities are subject to the Anti-Monopoly Act,126 the Accounting Act,'27 and the
Foreign Exchange Act.'" Updating regulations issued by the State Bank of Czechoslovakia, the CNB has
issued regulations for credit classification, the creation of provisions and reserves, requirements for
auditors' reports on bank performance, and requirements for the professional and managerial capabilities
of bank management. Legislation passed in February 1995 prohibits Komercni and Sporitelna each from
occupying more than 30 percent in the lending and deposit markets, respectively. At end 1995, Komercni
had 23 percent of loans, and Sporitelna had 31 percent of deposits.

Licensing and Capital Requirements

The Banking Act provides the legal framework for licensing and bank capital requirements. The
CNB issues licenses in consultation with MoF. The minimum registered capital for a bank is CK 500
million (US$ 19 million), comparatively high by Central European transition country standards, and about
three times the EU minimum for fully licensed banks. To conform to international standards, the Act set
required capital adequacy ratios (CARs) at 6.25 percent by end 1993 and 8 percent by 1995 based on
international accounting standards. Quarterly reports on capital and internal control systems, and
monitoring by statutory auditors are mandatory. Bank licenses are withdrawn if capital declines by more
than 50 percent in one year, or by more than 10 percent annually in three consecutive years.

Ownership. Management and Governance

The transfer of more than 15 percent of the registered capital of a bank to any single entity or
person requires the approval of CNB. Foreign capital in financial institutions in state-owned banks is
limited to 25 percent.'29

The Czech Republic has a universal banking system in which banks are permitted to invest in
NBFIs and other enterprises. Prior approval of CNB is required for banks to hold in excess of 10 percent
of a non-bank legal entity or invest in such an entity an amount exceeding 25 percent of the barnk's own
capital and provisions. Where more than 20 percent of a company or other legal entity is owned by a bank,
the bank is required to show comprehensive data on the company/entity in its accounting records.

Under universal banking, it is typical for banks, particularly large banks, to own IPFs, some of
which own insolvent enterprises that have received loans from the parent bank. Cross-ownership could
become a problem for banks if they continue lending to insolvent enterprises to avoid recognizing large
losses, or because they believe it is a matter of time before enterprise restructuring efforts will show their
turnaround effects. Here, tax provisions which permit the expensing of loan loss provisions would
facilitate the timely recognition of nonperforming loans. The magnitude of the risk of growing losses and
eventual recognition and write-off of these loans could potentially impair capital, jeopardize deposit
safety, and undermine confidence in banks. Likewise, IPFs have one primary incentive: maximizing

125 The amendments were made under Acts 264/1992, effective January 1, 1993; 96/1993, effective

April 1, 1993; 292/1993, effective January 1, 1994; 156/1994, effective July 29, 1994; 83/1995, effective
July 1, 1995; 84/1995, effective July 1, 1995.
126 The Act No. 63/1991 on Protection of Economic Competition, amended under Acts 495/1992
and 286/1993.
127 The Accounting Act of 563/1991, amended 117/1994.

12' The Act No. 528/1990 on Foreign Exchange, amended 228/192, 264/1992; promulgated
457/1992; amended 82/1995.
129 Subject to case-by-case exceptions, this regulation was waived in the privatization of
Zivnostenska Banka. A 52 percent stake was purchased by the IFC and Berliner-und-Frankfurter Bank in
1992 for Zivnostenska.
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shareholder value, which might prompt IPFs to continue to seek bank debt for restructuring purposes
rather than selling off the shares of poorly performing enterprises.

Loan and Foreign Exchange Exposure

Limits are imposed on lending to major shareholders and employees, and their ability to engage
in insider trading. Limits are placed at 25 percent of capital to single non-bank borrowers, and 80 percent
to bank borrowers. Lending to entities which have a special relationship with the bank is prohibited if the
nature or the risk of the transaction is such that it would not be entered into with an unconnected client.!30
Banks have a limit of 20 percent of capital on loans to the parent company and subsidiaries. Total credits
to employees of the bank cannot exceed 5 percent of capital.13 ' Large exposure is defined as 10 percent or
more of capital, and cannot exceed 800 percent of capital. Quarterly reports are required on large
exposures and insider exposures.

Open foreign exchange positions are permitted at 5 percent for each currency and 15 percent of
total foreign currency holdings. However, monitoring and enforcement have been problematic. Internal
controls are still weak, with reported incidents of computer fraud, insider trading, loans to companies in
which bank managers are shareholders, and other violations of prudential regulations. These controls will
need to be strengthened for smooth accession to EU markets.

Slovak Republic

Tlhe Slovak Republic has strengthened prudential regulations, and improved capacity to monitor
for systemic risk in the banking sector. However, weaknesses persist regarding numbers of trained
personnel and information systems. Penalties for banks in violation of regulations are also lax. Although
hard budget constraints have generally been in place, GoS has permitted the selective use of fiscal
resources to prop up certain large industries that are limited in commercial viability, raising the risk that
certain funds flows are directed on the basis of noncommercial criteria. Nevertheless, the Slovak Republic
has generally fostered an environment in which lending flows are increasingly to the private sector, and
commercial criteria are used as a means of helping to reinforce a prudent macroeconomic framework. Box
9 summarizes the Slovak Republic's prudential regulations for banks.

130 The entities with a special relationship to a bank are defined as (i) members of the statutory body
and managers; (ii) members of the supervisory board of the bank; (iii) legal entities which own a
controlling share of the bank, or the right to elect its statutory body, or influence decisions in any other
way, as well as their major shareholders; and (iv) legal entities of which any of the above own more than a
10 percent stake.
131 Credits to an employee, if unsecured by a mortgage, cannot exceed the total gross income of the
employee over a two year period.
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Box 9: Key Prudential Bank Regulations in the Slovak Republic

Capital: Minimum capital: SK 500 million (USS 17 million). Minimum CAR at 6.25 percent by end
1993, 6.75 percent by end 1994, 7.25 percent by end 1995, and 8 percent by end 1996.

Deposit Insurance: Explicit insurance is not available. Implicit insurance is widely assumed for
household deposits.

Loss Provisioning: Zero percent for standard loans; 5 percent for special mention loans; 20 percent for
substandard loans; 50 percent for doubtful and litigious loans; 100 percent for loans categorized as loss.

Lending Limits: Single nonbank exposures were limited to 40 percent of capital by end 1993 and 25
percent as of end 1995. Single bank exposures are limited to 80 percent of capital. Loans which are
individually 15 percent of capital or more cannot exceed 800 percent of bank capital in aggregate.
Lending to insiders cannot exceed 5 percent of capital. Lending to parties with a special relationship to
the bank or entities in which bank has more than 10 percent equity cannot exceed 25 percent of capital.

Foreign Exchange: Total overnight foreign exchange position limited to 25 percent of bank capital. Net
overnight foreign exchange position in a single convertible currency limited to 10 percent of capital. Net
overnight foreign exchange position in nonconvertible currencies (except for SK) limited to 7 percent of
capital in aggregate and 2 percent in a single currency. SK overnight position limited to 15 percent of
capital if liabilities exceed assets and 5 percent if assets exceed liabilities.

Sources: NBS "Banks in Slovakia 1994"; NBS Annual Report 1994.

Central and Commercial Banking Laws and Competition

The National Bank of Slovakia Act (566/1992) defines the powers of the central bank (NBS).
NBS is responsible for the enforcement of banking regulations, injecting liquidity into the banking system,
and overseeing bank supervision. However, it must seek Ministry of Finance approval for many of its
powers and recommendations, weakening its independence, authority and enforcement powers. Liquidity
is commonly injected via credit auction, in which only banks in good standing can bid based on
compliance with prudent liquidity management practices (e.g., diversification of funding sources, prudent
mnatching of assets and liabilities). NBS also uses currency swaps, rediscount credits and Lombard credits
at market rates to implement monetary and credit policy. Banks must keep reserve requirements at
NBS,132 which provides additional NBS powers of monetary control. In early 1993, NBS re-introduced
bank-specific credit ceilings which were reduced in 1994 and abolished in 1995.

The activities of banks are regulated by the Act on Banks (21/1992), the Foreign Exchange Act
(528/1992), Money Laundering Act (249/1994), and the Accountancy Act (563/1991). The Banking Act
established a risk-weighted formula for the calculation of capital adequacy, quarterly reporting of capital
adequacy, and mandatory 8 percent CAR by end 1996. NBS also inherited from the State Bank of
Czechoslovakia a classification system and nonmandatory provisioning introduced in mid-1992. In late
1993, NBS required that each bank undergo an annual audit by an external audit firm, and on-site
inspection began to take place. Decrees passed in early 1994 updated rules on capital adequacy, liquidity,
foreign exchange positions, and credit exposure. An NBS decree from December 1994 (7/1994)
established reporting requirements for banks. The focus of legislative changes in 1995 was on the
restructuring of troubled banks (VUB, Sporitelna, IRB), including new reporting standards, provisioning
for loan losses, and preparation of a business plan to meet prudential regulatory requirements. NBS
Decree No. 3/1995 redefined the loan classification system and introduced mandatory provisioning,
providing exemptions for qualifying banks undergoing rehabilitation. An amendment to the income tax

132 Reserve requirements were 8 percent in 1991, with interest payments from NBS to the banks at 4

percent. This policy shifted in 1992 to 9 percent of demand deposits and 3 percent of time deposits, with
zero interest paid to the banks by NBS. These rates have remained in place.
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effective January 1, 1996 to permit tax-deductible provisioning for qualifying banks was introduced in
Parliament. This creates an uneven tax position, as untroubled banks cannot fully expense their provisions
for loan losses.

Regarding competition, loan market share for any one bank cannot exceed 30 percent, which
serves the dual purpose of (i) a target as new banks enter the market, and (ii) a freeze on lending at
Sporitelna, the savings bank.'33 Market share for deposits in any one bank is also capped at 30 percent,
although this has been more difficult for the authorities to achieve in recent years.134

Licensing and Capital Requirements

A State Bank of Czechoslovakia Provision from February 15, 1992 and NBS Decree No. 1/1994
set the requirements for application for a license for banks and foreign bank branches. The current
minimum capital requirement for a bank is SK 500 million (USS 17 million) for a fully licensed bank.
The Banking Act of 1991 required banks to comply with minimum CARs of 6.25 percent by end 1993 and
8 percent by end 1996. NBS Decree No. 2/1994 introduced rules for calculating capital and set end 1996
as the deadline for all banks to meet 8 percent CAR minimum. The limits for end 1994 and end 1995
were set at 6.75 and 7.25 percent, respectively. Banks founded after December 31, 1991 cannot decrease
their CAR below 8 percent In addition, banks are required to notify the NBS in advance when taking an
action which would lower their capital. Banks which fail to meet minimum CAR levels cannot distribute
dividends or subsidize other funds (except for the legal reserve fund). Quarterly reports are submitted to
NBS to indicate bank capital positions. Since 1993, banks have been required to undergo mandatory
annual audits by external audit firms, whose selection and terms of reference are approved by NBS. These
external audits are intended to validate (or revise) quarterly capital positions.

Ownership. Management and Governance

The Act on Banks permits banks to exercise ownership control of enterprises through
interlocking directorates. This can lead to conflict of interest, bad governance and portfolio erosion of the
banks. The Act on Banks does not clearly define the responsibilities of bank directors and management,
although it does place responsibility for approval of exposure limits and payments to large borrowers on
the Supervisory Board, and the Board of Directors must approve loans and payments to insiders. Potential
for conflict of interest abounds with this arrangement, as board members and managers can also be board
members in other companies to which the banks lend.

The relationship between banks and IPFs, and the role of IPFs in bank governance (as bank
shareholders) are important in the Slovak Republic (as in the Czech Republic). IPFs can own up to 10
percent of banks. While NBS cannot replace bank managers without the consent of a bank's owners, IPFs
can carry weight in supporting or opposing such decisions. With a universal banking system, banks are
permitted to place up to 25 percent of bank capital in equity investments. Banks must seek NBS approval
for any share in a bank, and must have NBS approval for investments which exceed 15 percent of
enterprise capital.

133 Slovakia's largest bank, VUB, experienced a reduction in loan share from 48 percent in 1991 to
31 percent in 1995. All other banks were well below 30 percent. Thus, with a gradual reduction of VUB
loan share, the banking system generally conforms to anti-monopoly provisions on the lending side.
134 In 1991, SSB had 59 percent of total deposits and about 80 percent of household deposits. Total
deposits have declined from 59 percent in 1991 to 44 percent in 1995. This remains far in excess of anti-
monopoly targets. Meanwhile, VUB had 29 percent of total deposits in 1991, and was 26 percent at end
1995. Thus, deposits remain concentrated in the Slovak Republic, with two banks holding 70 percent of
total deposits, and one bank holding most household deposits.
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Loan and Foreign Exchange Exposure

Loan exposure limits are defined under the NBS Decree No. 3/1994. Banks are not permitted to
enter into transactions with major shareholders or Supervisory Board officials if this would limit the
bank's activities with other clients. Exposure to persons with a special relationship with the bank or to
nonbank entities in which the bank has more than 10 percent equity is limited to 25 percent of bank
capital. Exposure to single (nonbank) large borrowers was reduced from a maximum 40 percent of
adjusted capital at end 1993 to 25 percent at end 1995. Credit exposure to a single bank or bank group
cannot exceed 80 percent of bank capital. Insider lending cannot exceed 5 percent of bank capital, similar
to other Central European countries. The sum of loans to the 10 largest borrowers cannot exceed 230
percent of capital. The sum of all credits which individually exceed 15 percent of bank capital cannot be
greater than 800 percent of bank capital. Any temporary violation of these limits needs to be corrected
within six months of the violation. Restrictions also exist on the amount of unsecured credit available for
employees. Banks are required to maintain an information system to monitor credit exposure. Banks'
exposure limits must be approved by their own Supervisory Boards.

The NBS Decree 5/1994 updated the SBCS regulations passed in 1990 and 1992 on foreign
exchange transactions. During a business day, a bank's trading in foreign exchange has to comply with
limits set for its foreign exchange positions in respect to bank capital. Total overnight foreign exchange
positions cannot exceed 25 percent of bank capital. If net foreign exchange liabilities exceed 25 percent of
bank capital, the bank can buy foreign currency from NBS to meet the 25 percent net liability
requirements. Under certain circumstances, foreign exchange limits do not apply to branches of foreign
banks operating in the Slovak Republic.'35

Hungary

Hungary's banking sector is relatively open and "Anglo-Saxon" in orientation, with significant
private ownership, foreign investment, and a comparatively clear demarcation between commercial
banking and "merchant" or investment activities. While Hungary's SOCBs control about 70 percent of
existing banking system assets, the recent privatization of OTP and Budapest Bank indicate the state is
likely to soon play a less directly active role in the day-to-day management of banks as it cedes ownership
stakes in the remaining SOCBs.

Hungary has made strides towards better supervision, primarily in improving information
systems and training personnel. However, multiple supervisory agencies lacking clear mandates and poor
bank governance due to state ownership have weakened bank supervision over the years. Recent
privatizations indicate ownership issues may soon be resolved, but significant reorganization of bank
supervision is still needed to strengthen capacity. This effort is in process, with current movement towards
an independent supervisory agency to avoid conflict of interest. Combined with additional training,
improved information systems, more intensive (and frequent, if needed) on-site inspection, and enhanced
off-site surveillance, it is expected that an independent bank supervisory agency will be able to manage its
role more effectively in the licensing and supervision of banks, as well as intervening as needed to resolve
systemic weaknesses. In addition to strengthening supervision, Hungary has moved to recognize and
provision for loan losses promptly, as well as to provision for unpaid interest. Hungary is generally
recognized to have an open legal and regulatory banking framework that should continue to foster
competition and private sector growth in the banking and NBFI sectors.

135 Foreign bank branches operating in Slovakia and exempted from the capital adequacy

requirements are also exempt from foreign exchange limits if similar restrictions valid in their country of
origin apply to the bank as a whole and the bank's organization makes it possible to monitor foreign
exchange positions arising from transactions concluded by the bank branch (e.g., by reporting to the head
office or the regional center on a daily basis).
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Box 10: Key Prudential Bank Regulations in Hungary

Capital: Minimum capital: HUF 1 billion (US$ 7 million). Minimum CAR at 8 percent since end
1993.

Deposit Insurance: Explicit insurance mandatory for retail banks. Coverage is up to HUJF 1 million
(about US$ 7,000) for retail deposits per deposit holder. Deposits placed before June 30, 1993 and
guaranteed by the state are still guaranteed.

Loss Pkovvironing: Effective January 1, 1994: (i) full amnount of provisions could be charged against
pre-tax profits for tax purposes; (ii) financial institutions required to keep 30 percent of provisions in
liquid assets; and (iii) banks are required to provision 100 percent for interest earned but not received.

Lending Limits: Large exposure is defined as all loans and other exposure greater than 15 percent of
bank capital. Large loans cannot exceed 800 percent of adjusted capital in aggregate. Single exposure
limited to 25 percent of capital. Lending to insiders cannot exceed 5 percent of capital, while lending to
connected parties is limited to 10 percent of capital. Property investments limited to 15 percent of
capital. All investments limited to 100 percent of capital.

Foreign Exchange: Net foreign exchange liability limited to 30 percent of bank capital.

Sources: State Banking Supervision; National Bank of Hungary; World Bank.

Central and Commercial Banking Laws and Comnetition

The 1991 Act on the National Bank of Hungary and the 1991 Act on Financial Institutions (the
Banking Act) formed the regulatory basis of the banking system.136 The Banking Act empowered the
central Bank Supervisory Committee (BSC) to regulate, enforce and sanction banking activities in
Hungary, while the separate State Banking Supervision (SBS) was responsible for supervision. While SBS
issued regulations and major decisions, these had to be approved by BSC. At the same time, NBH is
responsible for supervision of foreign exchange activities, liquidity and licensing. This structure has
resulted in a fragmentation of the responsibilities and authority of banking supervision, regulation and
enforcement A new banking law has been drafted which would unify these functions, delineate
enforcement powers and penalties, and give the supervisory agency flexibility in resolving bank problems
and managing bank liquidation.

Licensing and Capital Requirements

Hungary issues differing licenses based on minimum capital and CARs. Licensing requirements
include specifying fiduciary responsibilities of boards and management, policies and procedures, risk
limits, and information systems. Minimum capital requirements for banks range from HUF 500 million
(USS 3.5 million) for limited service banks to HUF 1 billion (US$ 7 million) for full service banks. CARs
of 8 percent were generally required by end 1993 based on a range of bank services.137 This triggered
several recapitalizations of banks that were below the 8 percent requirement. Revisions to assign suitable
risk weights have been made in recent years to short-term guarantees, mortgage-backed loans, long-term
state bonds and investments to conform to BIS.

136 The Act LX of 1991 on the National Bank of Hungary was amended subsequently in 1994. The

Act LXUX of 1991 on Financial Institutions (the Banldng Act) was subsequently amended in 1993 and
1994.
137 The Banking Act of 1991 established the 8 percent capital adequacy requirement.
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Ownership, Management and Governance

Maximum share in a bank is 25 percent. While the state directly or indirectly owns half of
Hungary's 44 banks with control of more than 70 percent of banking system assets, privatization plans
should radically alter the ownership structure of Hungarian banks by 1997. There is no restriction on
foreign banks. Licensing requirements include specifying fiduciary responsibilities of boards and
management, policies and procedures, risk limits, and information systems.

Bank investment in NBFIs and other enterprises is much more limited in Hungary than the other
Central European countries. Commercial banks are permitted to invest up to 15 percent of equity in a
separately incorporated NBFI (e.g., insurance, factoring, leasing companies). Specialized banks that do
not solicit household deposits can,hold 100 percent of the equity in a non-bank enterprise.

Loan and Foreign Exchange Exposure

Hungary has strict standards to contain exposures to large borrowers and insiders. Internal loans
made to managers, employees, members of Supervisory Board, auditors of the bank and their close
relations cannot exceed 5 percent of adjusted capital according to the Financial Institutions Act of 1991.
Exposure to connected parties cannot exceed 10 percent of adjusted capital. Large loans, defined as those
greater than 15 percent of equity capital, are limited to 25 percent of adjusted capital by the borrower and
800 percent of adjusted capital in total. In addition, investments in property (other than those used for
banking operations) are limited to 15 percent of equity capital, while total investments (including movable
and immovable properties, participations in enterprises, and subordinated loans to other financial
institutions) cannot exceed equity capital. These are consistent with other Central European countries (see
Table 37), reflecting the region's movement towards internationally accepted standards. Regulations have
been violated by most banks, especially as state banks have exchanged debt for equity as part of their
efforts to recover bad loans. However, over the last few years, the largest six banks138 have made progress
in terms of compliance with prudential regulations.'39 Foreign exchange exposure is limited to 30 percent
of bank capital.

Poland

Poland has made progress in recent years in banking and capital markets development. Banks
have slowly moved towards privatization, and bank supervision has improved. Nevertheless, the vast
majority of private sector enterprises remain severely under-served, partly due to a still weak legal
framework for collateral, and difficulties in resolving disputes without government intervention (see
Section III). Despite more favorable lending flows to the private sector in 1995, credit is still difficult to
impossible for small and medium-sized enterprises (SMEs) to obtain because banks still focus on secured
lending (rather than cash flow lending). The absence of collateral support for enterprises (e.g., poor
property registries, limited collateral values) translates into undue risk for banks (e.g., poor property
registries, multiple claims on liens, time-consuming dispute resolution, weak repossession and resale
infrastructure), reducing bank incentives to lend to smaller enterprises even if they have strong cash flow.
Banks have had clear incentives to invest in less risky government securities with average spreads against
deposit rates of 10 percent, instead of making loans (see Section II). Meanwhile, even large private
companies face discrimination in the marketplace, as corporate bonds are taxable at 20 percent while
government securities are tax-free.

138 Budapest Bank, K&H, MHB, MKB, OTP, and Postabank.

139 At end 1994, large loans made up 27 percent of total receivables and 9 percent of total assets for
this group, down from 28 percent and 16 percent in 1993, respectively. From end 1993 to end 1994, these
six banks' large loans declined as a proportion of adjusted capital, from 508 percent to 150 percent.
Insider loans held by these banks declined from nearly 4 percent to less than 3 percent, while connected
loans declined from 108 percent of adjusted capital to 49 percent.
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Financial sector modernization was partly stymied by NBP resistance to foreign investment in
start-up banks (1992-1995), and foreign disinterest in existing Polish banks. GoP efforts have focused on
recapitalizing and restructuring regional SOCBs in advance of privatization, while attempting to
rehabilitate specialized banks without any privatization timetable (see Sections 1, I1). Poland's state banks
have made progress in recapitalizing, although most of Poland's 85 banks have capital below levels
considered competitive by NBP (essentially EU minimums).

The National Bank of Poland has signaled an interest in consolidating the banking system to
fewer than 85 banks (1995). NBP has long claimed that the domestic banking system is insufficiently
capitalized. Most of the banks falling below what NBP considers an appropriate minimum are domestic
private banks. While private banks only account for a fraction of Polish assets, loans and deposits, they
still are numerous and difficult to supervise. It is likely that NBP will further encourage consolidation to
reduce the number of banks. Meanwhile, NBP has shown a new willingness to issue licenses to foreign
banks, which should improve local market competition.'40 Enhanced competitiveness is likely to occur as
Poland's economy becomes more open and continues to grow, and as Poland nears EU accession. Box 11
highlights key prudential regulations in Poland's banking sector.

Box 11: Key Prudential Bank Regulations in Poland

Capital: Minimum capital: ZL 12 million (about USS 5 million). Minimum CAR at 8 percent.
Recapitalized regional SOCBs had CARs of 12 percent as part of pre-privatization requirements.

Deposit Insurance: Explicit insurance was available through SOCBs but not private banks until 1994-
1995. Coverage is up to ECU 3,000 (US$ 4,000) in deposits.

Loss Provisioning: Assets past due between 7 and 90 days ("substandard") require a 20 percent
provision. Those past due between 91 an 180 days ("doubtful") require a 50 percent provision. Those
past due for more than 180 days ("loss") require a 100 percent provision.

Lending Limits: Large exposures are defined as those debtors whose loans exceed 15 percent of capital
in the aggregate, and 10 percent per loan. Aggregate large exposures are limited to 800 percent of
capital. Aggregate direct lending to bank directors, managers and employees is limited to 4 percent of
capital. Aggregate lending to insiders cannot exceed 15 percent of capital.

Foreign Exchange: Foreign exchange positions are subject to multiple limits. The net open position
in a single currency is limited to 15 percent of capital. The net open position in all currencies is limited
to 30 percent of capital. The sum of the absolute value of the net positions in all currencies is limited
to 40 percent of capital.

Sources: World Bank.

40 In 1995, six foreign banks were licensed: Deutsche Bank, Bayerische Hypotheken-und Wechsel-
Bank (Hypo Bank), Bayerische Vereinsbank (all three from Germany), Rabobank and ABN AMRO
(Netherlands), and one other. Of these, only two took over ailing banks as had been the prerequisite since
1993 to obtain a license from NBP. Bayerische Vereinsbank took over Megabank, whose former
management was on trial for mismanagement, while ABN AMRO paid US$10 million for a 98 percent
stake in Interbank, which had been put under administration in October 1993 after financial problems. In
August 1995, Hypo Bank paid (old) ZL 11 million US$ 4.6 million) for a 10 percent stake in
Wielkopolski Bank Rolnikow, a private bank established by local fariners. Deutsche Bank opened a
wholly-owned subsidiary in October 1995. Bank of America was awarded a license in May 1996.
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Central and Commercial Banking Laws and Comvetition

The Central Bank Law, which became effective in February 1989, grants the National Bank of
Poland (NBP) independence in establishing and enforcing prudential regulations. The NBP has
deronstrated that independence on numerous occasions, taking a more hawkish position on inflation than
preferred by the Ministry of Finance.'4 ' The principal prudential regulations issued by the NBP address
capital adequacy (Regulation 7/93), the establishment of specific reserves for credit losses (Regulation
19/92, as amended by Regulation of 11/93), and foreign exchange rate risk (Regulation 4/93). The
regulation of loan concentration is addressed in Article 35 of the Banking Act.

While foreign banks and branches are permnitted, representative offices of foreign banks cannot
engage in banking activities. To be licensed, foreign banks have to get permission from NBP with MoF
approval and maintain foreign exchange reserves at NBP in addition to the mandatory Zloty reserve
requirements applicable to Polish banks. After 1992, NBP launched a policy which restricted new foreign
entry to those acquiring existing, ailing domestic banks. This was relaxed in 1995.

Licensing and Capital Requirements

Originally, there was no limit on minimum capital required to open a bank. The result was a
proliferation of small banks, many of which were undercapitalized and some of which have since gone out
of business. Minimum capital is now required to be ZL 12 million (US$ 5 million). CARs of 8 percent are
required for 78 banks created before 1993, while 12-15 percent CARs are required for three banks
established after 1993. Most SOCBs were recapitalized up to 12 percent in advance of debt restuturing.
Licenses not executed within 12 months are permitted to lapse, as five had by August 1994 (including
some from Western banks).

OwnershiR. Management and Governance

The Commercial Code requires Supervisory Board approval for large loans, debt-equity swaps,
and large real estate acquisitions. The Supervisory Board can change management on short notice, and
outside management can be contracted if internal management is not performing its duties. In recent
years, with the restructuring of nine SOCBs, the Ministry of Finance (as shareholder) appointed legal and
financial experts to sit on the Supervisory Boards of state banks scheduled for privatization by 1996. In
general, no single owner can hold in excess of 50 percent of a bank's capital. The consent of the President
of the NBP is required for all changes in bank ownership which leads to a single shareholder acquiring
greater than 10 percent of voting rights. Poland has a universal banking system, which allows Polish
banks to hold up to 50 percent of its capital in NBFIs and other enterprises. Banks have also used debt-
equity swaps to restructure outstanding loans, giving banks equity in debtor enterprises. However, debt-
equity swaps were limited through 1994 because losses could not be expensed. This was changed in 1995,
providing banks with an incentive to engage more frequently in debt-equity swaps to restructure enterprise
debt.

141 There have been ongoing disputes between the NBP and Ministry of Finance for years focusing
on money growth targets, levels of foreign currency reserves, interest rates and rates of monthly currency
depreciation. For example, NBP wanted (i) money growth targets held to 22.7 percent in 1995, (ii) to keep
US$ 1.8 billion in net reserves (Poland had US$ 5.2 billion in gross reserves at June 1994), (iii) to raise
interest rates in early 1995 from 28-31 percent to 31-34 percent, and (iv) to slow the monthly depreciation
of the Zloty. By contrast, the Ministry of Finance wanted (i) money growth targets of 24.6 percent, (ii)
US$1.3 billion in net foreign exchange reserves, and (iii) NBP interest rates to decrease. This is becoming
less of a problem now that presidential elections have passed, economic growth is proceeding at a 6.5
percent rate, and the inflation rate is declining.
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Loan and Foreign Exchange Exposure

Under NBP regulations, lending to insiders cannot exceed 15 percent of capital. Large exposures
cannot exceed 15 percent of capital, nor can individual loans to a single borrower exceed 10 percent of
capital. Aggregate large exposures are limited to 800 percent of capital. Aggregate direct lending to bank
directors, managers and employees is limited to 4 percent of capital. The amount of total equity
investment in other entities cannot exceed 25 percent of bank capital.

Foreign exchange positions are subject to multiple limits. The net open position in a single
currency is limited to 15 percent of capital. The net open position in all currencies is limited to 30 percent
of capital. The sum of the absolute value of the net positions in all currencies is limited to 40 percent of
capital. The NBP restricts foreign exchange exposure to insiders and large borrowers to 15 percent of
capital or less.

Slovenia

Slovenia has strengthened its legal and regulatory framework and supervisory capacity over the
last several years simultaneous with its bank restructuring activities. Capital has been strengthened, loss
provisioning requirements tightened and more closely monitored, and stricter lending limits imposed in
an effort to improve governance, management and the quality of loan portfolios. The challenge to the
Slovene banking sector going forward will be meeting competitive challenges from foreign banks
operating in the Slovene market, improving bank supervision, and raising financial intermediation rates.
Box 12 shows key bank prudential regulations in Slovenia.

Box 12: Key Prudential Bank Regulations in Slovenia

Capital: Minimum capital raised to DM 60 million (US$ 45 million) as of September 1995. 8 percent
CAR required as of August 1994.

Deposit Insurance: Each bank must insure deposits of physical persons on their names up to DM
30,000, paying 0.1 percent of the total sum of all insured deposits as a contribution. The BoS has the
right to increase this rate to 0.2 percent under special circumstances.

Loss Provisioning: The minimum required levels of provisioning are: 10 percent for loans overdue by
30 days; 25 percent for loans overdue by 31-180 days; 50 percent for loans overdue by 181-365 days;
100 percent for loans overdue for more than a year. Regulations adopted by BoS in 1993 introduced
tighter criteria for asset classification.

Lending Limnits: Large exposures are defined as those which exceed 10 percent of capital. Aggregate
large exposures are limited to 800 percent of capital. A single exposure cannot exceed 25 percent of
capital (reduced from 30 percent in 1994). Aggregate lending to shareholders cannot exceed 3 percent
of capital. Investments in capital shares exceeding 15 percent of capital require BoS approval.
Nonfinancial investments cannot exceed 60 percent of capital.

Foreign Exchange: Exposure limited to 75 percent of minimum foreign exchange holdings for
deposits and payments operations.

Sources: Bank of Slovenia; World Bank.

Central and Commercial Banking Laws and Competition

The Law on the Bank of Slovenia (effective July 29, 1991) and the Law on Banks and Savings
Banks (effective June 5, 1991) comprise the legal basis of the present system. In 1993, the Parliament
adopted amendments to the Law on Banks and Savings Banks. In 1996, a new banking law was presented
to Parliament, but has not yet been adopted. In addition, the Board of the BoS has adopted several decrees
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to bring regulations more in line with international standards and to empower BoS supervision. In August
1994, new accounting standards became effective.

Licensina and Capital Requirements

The BoS issues licenses. No new licenses were issued in 1994 or 1995, although five new licenses
were issued in 1993.142 In an effort to induce mergers,143 BoS has increased the minimum capital in
several steps since 1994. As of September 1995, a bank was required to have minimum capital of DM 60
million (US$ 45 million) to maintain a full bank license, which is twice the previously required amount.
Minimum capital to avoid restrictions on regional operations is SIT 1 billion (about US$ 8 million).'44
Savings banks have to have a minimum capital of SIT 68 million (about USS 500,000).'45 As of August 1,
1994, the capital adequacy rate was raised from 6.25 percent to 8 percent, calculated on risk-weighted
assets, although banks have generally exceeded the minimum in 1995.146 The maximum ratio of capital
investments and fixed assets to capital can be 0.6.147

Ownership. Management and Governance

Since 1993, Slovenia has pursued a centralized bank restructuring effort in advance of
privatization (see Section III). In addition to establishing workout units to restructure bank portfolios, the
BRA issued GoS-guaranteed securities to recapitalize the banks. For an interim period, the State
effectively renationalized the banks with the intention of privatizing them once they and the banking
sector as a whole was restructured. This necessarily severed the ownership claims enterprises had on the
banks.

Loan and Foreign Exchange Exposure

The new banking law defines large credit exposure to a single entity as equaling 10 percent of
bank capital. The sum of all credits to a single entity or group cannot exceed 25 percent of bank capital.148
Investment in the form of capital shares in any single entity exceeding 15 percent of bank capital has to be
approved by the BoS. A bank can invest at most 60 percent of its capital in nonfinancial investments. The
sum of all credits cannot exceed 800 percent of total capital. Exposure to a bank shareholder cannot be
more than 3 percent of bank capital. Foreign exchange positions are limited to 75 percent of the minimum
foreign exchange required to be held for household deposits and payments operations.

142 In 1993, three new licenses for banks and two for foreign bank branches were issued, while in

seven cases the scope of an existing license was expanded.
143 While overall bank portfolios were deteriorating in 1992, authorities continued to grant licenses
to a number of small banks in an effort to encourage enterprises to rely more on bank financing than
govermment credits and grants. Resulting portfolio weaknesses were one of the reasons for reversing the
liberal licensing policy. Slovenia also had 17 banks for evezy million people by early 1993, compared to
three to four banks per million in the Czech Republic, Hungary and Poland.
144 This requirement was set at SIT 1.02 billion as of September 1994. Two banks, including Societe
Generale, received restrictions on their regional operations as a consequence.
145 The requirement was effective as of the end of 1994.
146 As of mid-1995, the average CAR was 17 percent
147 Reduced from 1.0 as of August 1, 1994.
148 Maximum exposure to a single client/group was set at 30 percent in the Law on Banks and

Savings Banks of 1991. This was reduced to 25 percent as of August 1, 1994 by BoS decree.
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Banks' Supervisory Frameworks

Bank supervisory frameworks have improved in recent years, but continue to experience
weaknesses in trained personnel and information systems. Other key issues relate to the independence of
banking supervision, which is housed in the central bank but often requires permission from Ministry of
Finance to enforce regulations. Nevertheless, capacity is clearly greater than that which existed in the
early 1990s, with improved information and analysis and a growing corps of trained personnel for off-site
surveillance and on-site examination.

Czech Republic

Bank Supervision

The Bank Supervision Department (BSD) was organized in mid-1991 with a staff of 20 in the
head office and five to seven examiners allotted to each republic's office. Efforts since the break-up of the
CSFR have included accelerating the financial audits of banks by external auditors, and reviewing each
bank's portfolio. As of April 1994, the organizational structure of BSD was changed to separate licensing
functions from banking supervision, and to increase the number of employees allotted for the latter,
especialy for on- and off-site examinations. An amendment to the Banking Act in 1994'49 strengthened
the supervision and enforcement powers of the BSD. The Act defines shortcomings in a bank's operations
as more than noncompliance with regulations, constituting actions which endanger the interests of
depositors and the stability of the banking system. In the case of such a shortcoming, the CNB has the
right to (i) demand a restatement of the basic capital of the bank; (ii) change management; (iii) create
reserve funds; (iv) impose a fine of up to CK 50 million, or nearly USS 2 million (increased from CK 5
million); (v) impose administration (conservatorship) on the bank; and (vi) restrict and, as a last resort,
revoke the license of the bank. While the amendment to the Banking Act strengthens the powers of the
BSD, it takes years to develop on- and off-site supervision capacity. The BSD has been hampered by
insufficient capacity for enforcement, partly due to weak information systems.

Accountin. Auditing and Information Disclosure

Accounting standards focus on stable bank financing, portfolio diversfication, internal controls,
and the ability to borrow in the local money market and repay. Monthly reports are required on liquidity,
along with quarterly balance sheet reports. These reports are monitored by statutory auditors, and external
audits and public disclosure of annual statements are mandatory. Information and accounting systems are
required to segment assets, liabilities and off-balance sheet items. Transactions must be recorded
immediately to avoid excess float and distorted statements. There is evidence that standards are
tightening, but some domestic banks remain insufficiently familiar with the principles and requirements
of international accounting standards. This was a problem in 1993 when the Czech Republic's largest
savings bank showed favorable results that were reversed after an external audit.'" This contributed to
legislative efforts in 1994 to tighten standards and provide BSD with stricter enforcement powers.

Loan Classification and Provisionin

According to the loan classification system introduced by the State Bank of Czechoslovakia in
mid-1992, banks were required to provide monthly reports on their loans, separating their loans into five

149 Under Act No. 156/1994 of the Collection of Laws, effective July 29, 1994.
150 CS, the largest savings bank with 60-70 percent of the interbank market, reported a CK 319
million profit in 1993. After an external audit, CS showed a serious loss because reserves were only CK 6
billion, instead of the CK 10.6 billion that should have been shown if appropriate loan loss provisions had
been made. Given CSB's importance in the interbank market, as safekeeper of the majority of the nation's
household deposits, and its recent push to take over smaller insolvent banks, proper accounting and
disclosure is indispensable to banking system stability.
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categories.15' SBCS also recommended provision levels for these categories,152 although these were not
mandatory. In late 1992, the CSFR Parliament passed Act 610, allowing banks to use a limited portion of
pre-tax income to increase general reserves'53 and to deduct as a cost the total amount of loans declared a
loss by court decision. However, full loan-loss provisioning from pre-tax profits is still subject to MoF
permission, which was granted on an exceptional basis. Loan classification and provisioning standards
have since been tightened to conform to international standards. In July 1994, CNB issued a regulation
stipulating a five-category loan classification system and mandatory provisioning. This prompted more
forthright recognition of nonperforming loans, approximately 39 percent of total loan portfolios at end
1995 (see Section III).

Slovak Republic

Bank Supervision

The focus of bank supervision has been on licensing requirements and bank compliance with
those requirements. Procedures have been developed, including evaluating licensing conditions and
business activities since bank establishment, an assessment of capital structure and financial statements,
and general institutional weaknesses. Off-site surveillance has been conducted via routine regulatory
reports, including daily foreign exchange reports, monthly financial reports, reports on prudential
regulations, and special reports on lending to shareholders. Off-site supervision has been based on
compliance with prudential regulations, with routine reports reviewed by external auditors. Such
surveillance has been useful for the early detection of problems. However, on-site examinations began
only at the end of 1993, permitting BSD to more ably assess loan portfolio quality, bank operations, and
risk management capabilities.

In 1993, the NBS Banking Supervision Department lacked (i) regular/direct access to the NBS
Board to enhance enforcement capacity; (ii) qualified and experienced staff; (iii) most core supervisory
processes and guidelines regarding licensing, off-site surveillance and on-site inspection; and (iv) an
organizational structure and plan (including a plan of inspections, specialized audits, the number of
examiners needed, fornal training, recruitment and career plans, and general technical assistance
requirements). At the time, BSD had only 21 professionals for all supervision activities.

Today, conditions have improved. However, further changes in legislation are needed to
strengthen the independence of the bank supervisory authority in NBS to enhance its powers for
intervention and enforcement. The NBS Act is not clear on institutional responsibilities regarding
supervision, given the ownership role of the State in the banking sector, and Ministry of Finance
permission required of the central bank to carry out its regulatory mandate. The Ministry of Finance (as in
Hungary) has the power to establish a parallel supervision agency with broad inspection powers, on-site
examination, and the imposition of penalties. NBS decisions on licensing and conservatorship require
Ministry of Finance approval, undermining central bank supervisory autonomy. NBS cannot replace bank
managers without the consent of the bank's owners, which significantly undermines supervisory
enforcement authority. Further, NBS can inspect banks, but not connected parties, weakening the central
bank's ability to assess banking system risk.

As for commercial banks, the Act on Banks is incomplete regarding central bank intervention
and the appointment of conservators once a bank is judged illiquid and/or insolvent. Conservatorship is

151 Standard (repaid on timely basis); special mention (in arrears for 90 days or less and not
endangered); substandard (more than 90 days but not considered doubtful or uncollectible); doubtfiu
(overdue between 90 and 360 days); loss (overdue for 360 days or more).
152 SBCS recommended zero percent provisioning for standard loans, 5 percent for special mention,
20 percent for substandard, 50 percent for doubtful, and 100 percent for loss loans.
153 Banks could use pre-tax income up to the total of 2 percent of all medium- and long-term loans,
10 percent of all doubtful loans, and 2 percent of all guaranteed loans.
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effective only once published in the Commercial Register and Commercial Journal, which can take up to
four weeks and create a period in which a bank's financial condition can be further jeopardized.

Accounting, Auditing and Information Disclosure

The Slovak Republic has made significant improvements in accounting standards and reporting
requirements. However, weak auditing and supervision continue to be problematic. International
accounting standards have been introduced, and these are applied at a minimum during banks' annual
external audits (NBS approves the banks' external auditors). Quarterly reports are required from the banks
to NBS on capital adequacy and liquidity. NBS requires monthly reports on bank debtors with credits in
excess of 10 percent of bank capital. Daily reports are required on foreign exchange positions. However,
NBS supervision is hampered by the Act on Banks' narrow definition of confidentiality, denying critical
information needed for bank supervision. Better communication is also needed between NBS and external
auditors.

An amendment to the Banking Act effective March 1996 requires all banks to disclose credits of
more than SK 3 miHion (about US$ 100,000). For this purpose, a Central Credit Registry is to be
established. The Registry will keep information on large credits on a computerized data base and wil be
run by the NBS. Banks will report such credits directly to the Registry.

Loan Classification and Provisioning

In March 1995, NBS introduced a new loan classification and mandatory provisioning system for
loans and other assets to monitor risk and performance. These new norms introduced the foUowing
improvements on the previous system: (i) mandatory instead of nonmandatory provisioning, (ii) less room
for subjective evaluation of loan quality, particularly for collateralized loans; (iii) strict guidelines for the
classification of restructured'54 and refinanced'55 loans; and (iv) a redefined five-category classificationl6

based not only on the lateness of the arrears, but also on forecasts of the economic situation of the debtor
and other factors which might affect the expected losses. Apart from mandatory provisions for loans,'57

full provisioning was introduced for unpaid interest, fees, and commissions classified as substandard."58

154 A bank can prolong the claim, lower its interest rate, lower the debt (principal or interest), or

exchange the claim for another asset. Whichever method is chosen, the restructured claim cannot be
reclassified as higher than substandard (and is usually classified as doubtful). Such a claim can be
reclassified as special mention only if it meets one of the following conditions: (i) the claim was standard
or special mention before restructuring; (ii) it is restructured without maturity prolongation (at a
minimum, during the first quarter of contractual term the collection of principal and interest is proceeding
in a timely fashion and there is no evidence that the agreed term structure will not be met).
155 If a refinanced loan is properly paid (including interest, fees and commissions), the claim
originated by its refinancing is classified as special mention. If interest, fees and commissions were not
paid, the original claim is considered to continue. If the refinanced claim included unpaid interest, fees
and commission, a provision is created for these.
156 The categories and the general characteristics of the loans under each category are as folows: (i)
Standa: the client is solvent; delays in payment do not exceed 30 days; the securitization is of high
quality (value of collateral is not subject to price volatility, the enforcement of the securitization is not
legaUy questionable, or the guarantor is solvent); (ii) Special mention: the client is solvent but subject to
slight economic or financial problems; delays of payment are between 30 and 90 days; (iii) Substandard:
there is a considerable risk of the claim not being paid in full; delays of payment between 90 and 180
days; (iv) Doubtful and litigious: repayment in full seems highly improbable or questionable; client is
insolvent; delays in payment between 180 and 360 days; and (v) Loss claims: the claim is uncoUectible;
delays in payment in excess of 360 days; client is in bankruptcy or liquidation.
157 Special mention loans are provisioned at 5 percent, substandard loans at 20 percent, doubtful and
litigious loans at 50 percent, and loans categorized as loss at 100 percent.
'5S Fees and commissions are classified as standard or substandard (more than 90 days in arrears).
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As a result of these measures, nonperfornmg loans have been recognized and are being dealt with more
openly. They were 32 percent of total loans at end 1995 (see Section III).

Under the Program for Bank Restructuring, which started effective July 1, 1995, banks had three
months to prepare internal rules and procedures and organize their accounts in compliance with the new
systemL Qualifying banks could petition for three additional years to comply with the new provisioning
regulations.169 While regulations set by the SBCS allowed tax-deductibility for provisions up to a set
limit,'6 1 Slovak banks under rehabilitation are allowed to provision tax-free during 1996-1998 as a result
of new tax laws. Effective January 1, 1996, an amendment to the Income Tax Law allowed banks to
deduct provisions for bad loans from their pre-tax income under certain circumstances. 10

Hungary

Bank Supervision

Banking supervision in Hungary is broadly defined, accounting for a bank's financial condition
as well as management capacity. Nevertheless, Hungary's supervision is burdened by the fragmentation of
supervision, enforcement, and regulation authority and responsibilities. The State Banking Supervision
(SBS) was created from a department of MoF on January 1, 1987. The 1991 Act on Financial Institutions
defined SBS's responsibility as assessing licensing applications, supervising compliance with the Act, and
taking appropriate measures by decree. On the other hand, NBH supervision concentrates on short-term
monetary issues (e.g., compliance with liquidity requirements, foreign exchange management).163 A third
entity, the Banking Supervisory Committee (BSC),'64 is responsible for approving SBS regulations, major
decisions, and enforcement of the Banking Act and prudential regulations.

SBS needs the approval of BSC to (i) issue an SBS decree or standard;165 (ii) recall bank
managers; (iii) suspend certain financial institutions' activities; (iv) restrict the voting rights of owners
with influential shares; (v) withdraw a bank license; and (vi) make decisions in an emergency situation
(including halting the withdrawal of deposits, appointing a Bank Supervision Commissioner,
recommending a merger, stipulating a reduction in capital, prohibiting the pay-out of dividends,
compelling the bank to take out a forced loan, initiating liquidation, and repaying deposits from the
central government budget). SBS has no financial means of its own, and can only make recommendations
for funding to the NBH or the budget. Hence, its lack of independence undermines its authority, which
was further undermined until recently by State ownership and recapitalization of troubled banks.

159 Unless exempted, banks had to prepare accounts for the third quarter of 1995 based on the new
system.
160 Qualifying banks would have to prepare a business plan and have it approved by the Bank Board
of NBS.
161 Up to the sum of 2 percent of all medium- and long-term loans, and of all guaranteed loans and
10 percent of all doubtful loans.
162 Qualifying banks would have to adopt business plans approved by the NBS in consultation with
the MoE, and forego distribution of dividends.
163 The Bank Supervision Division of NBH was founded on January 1, 1993 to perform on-site
inspections and to execute control over bank compliance. Apart from headquarters staff, NBH's network
of county directorates has also been involved with supervision. In 1993, NBH had a staff of 92 people in
the 18 county directorates and another 19 who worked in the central Banking Supervision Division. Of
the total 111 staff, around 80 percent had banking or accounting degrees.
164 The BSC is made up of nine members: a cabinet member responsible for supervising SBS; a Vice
President approved by NBH; a Deputy Secretary approved by MoF; the President or Vice President of
SBS; one representative each from the Hungarian Banking Association and the national Fund of Savings
Cooperatives; and three independent experts.
165 On the basis of Section 62 of the Act, to issue a decree, SBS also needed the agreement of the
Ministry of Justice.
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Despite weaknesses in this system, SBS has made some progress in developing technical
capacity, strengthening staff,166 and establishing core prudential regulations and reporting requirements.
Internal SBS supervision is comprised mostly of internal off-site surveillance. SBS requires monthly,
quarterly, and annual data from banks,'6' which form the basis of its off-site supervision. A software
program has been developed which records and analyzes the data submitted by banks, and monitors bank
compliance with regulations. In addition, SBS carries out quarterly analysis of banks based on the
CAMEL model.'68 Further progress in SBS off-site supervision is needed to establish an early warning
system.

Due to insufficient on-site capacity of its own, SBS has had to rely significantly on external
auditors or the NBH to carry out on-site examinations.169 In an attempt to increase the value of inspections
and diagnostic studies carried out by external auditors, in 1994 SBS developed a general terms of
reference for diagnostic studies to be tailored to specific assignments. While some of the external
assignments were comprehensive inspections, a system of SBS-led regular comprehensive on-cite
examinations is lacking.

While other countries have multiple supervisory agencies,170 these have sometimes been
criticized for being redundant and adding unnecessarily to costs. The new draft law will unify the task of
supervision in one agency (SBS), which will be governed by a board with full responsibility and authority
to adopt all relevant policy decisions and prudential regulations and to monitor the operations of the

166 The staff of SBS is now 90 people.
167 Monthly data include balance sheets. Quarterly data include income statements, maturity gaps,

portfolio analysis, exposure to the largest 49 debtors, exposure to largest depositors (with deposits
exceeding 1 percent of the equity capital of the bank), loans and investments in businesses owned by the
banks' major shareholders (whose shares are more than 5 percent of total equity), insider loans to
members of the bank's Board of Directors and Supervisory Board, its management and employees, and a
list of shareholders. Banks are also required to provide annual audited reports.
168 CAMEL stands for Capital, Asset quality, Management, Earnings, and Liquidity, and is widely
used by bank regulators.
'0 In 1992, SBS inspected 11 banks and 14 cooperatives, concentrating on the verification of the
authenticity of the reported data and compliance with regulations on lending, liquidity, and the
funtioning of the Board of Directors and Supervisory Boards. In 1993, SBS carried out only special
(thematic) inspections of banks and loss-making cooperatives. Based on SBS approval, NBH audited 179
cooperatives (out of a total of 255), eight of which were audited with SBS. NBH also audited 25 banks out
of the 40 in Budapest. Of these, five were comprehensive bank audits (one jointly carried out with SBS);
11 were special examinations of banks (liquidity, reporting, refinancing loan use); and nine were special
examinations before issuing a foreign exchange license (for which NBH has the authority to issue the
license upon approval of SBS). Of the 457 bank branches in the 19 counties, 74 were also audited by NBH
that year. In 1994, SBS carried out six thematic exams at banks, attended OTP's audit by the State Audit
Office, and collected and reviewed all internal regulations of banks. It also carried out some on-site
examinations at cooperatives, of which most were comprehensive. Next to the 26 cooperative inspections
carried out by SBS, NBH county directorates inspected 195 cooperatives and comprehensive inspections of
3 medium-sized joint venture banks (lending, liquidity, compliance with SBS and NBH), both in Budapest
and their branches via the NBH directorates. Also, NBH reviewed 83 percent of the institutions for
standards of data supplied (match between data and accounting documents). In 1995, SBS carried out
inspections of 15 cooperatives, while another 18 were carried out by NBH and 17 by external auditors.
170 For instance, the US permits three government bodies to conduct bank examinations. The Office
of Comptroller of the Currency is the lead supervisory agency and reports directly to the US Treasury. The
Federal Reserve Bank examines banks (usually the largest) in support of its broader mandate to design
and implement monetary policy. The Federal Deposit Insurance Corporation also examines banks in
support of its broader mandate to ensure the stability of the deposit insurance system. Having more than
one supervisory agency has been criticized by some as redundant and costly. It should be noted, as well,
that the US has more than 12,000 bank companies with more than 50,000 branches, making full
examination of the banking system a management challenge for supervising agencies.
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agency. The Board will include the President of NBH, the President of SBS, a representative of MoF, and
a small number of experts. To strengthen its supervisory capacity, SBS is developing a comprehensive
institutional strategy program. It has already introduced organizational changes to adapt its internal
structure to the new draft banking law, and the enhanced supervisory function and approach it will
assume under this law.

Accounting. Auditing and Information Disclosure

An Accounting Act was passed in 1992, along with the Bankruptcy Act, setting guidelines for
methods of reporting, disclosure requirements, and resolution. Annual external audits and disclosure to
supervisory authorities is mandatory. In recent years, Hungary has permitted increasing auditor
independence from management, and introduced new guidelines on risk management (e.g., credit, foreign
exchange and interest rate risk, real estate appraisal, collateral). Hungary may introduce newer and more
rigorous loan-loss provisioning standards due to high levels of nonperforming loans in SOCBs (Box 13).
Generally, Hungarian accounting standards are considered in accordance with international standards,
and local capacity is developed to adapt to more stringent standards increasingly in line with requirements
for EU accession. However, SOCBs still suffer from weak capital given high levels of nonperforming
loans, 39 percent of large SOCB loan portfolios at end 1995 (see Section IH). Much will depend on the
ability of regulators to contain existing and future risks early enough to prevent any weakening of
confidence in the banking system.

Box 13: Capital Deficiency and Privatization in Hungary
A 1995 GoH evaluation of banks with Credit Suisse First Boston concluded that nine state banks,
including three of the five largest, were insolvent or on the verge of insolvency. Capital deficiency at end
1993 was estimated at HUF 139 billion (US$ 1.4 billion), the equivalent of 7 percent of SOCB assets.
Total assets of the banking system were HUF 2.8 trillion (USS 27 billion) in mid-1994. SOCB share of
these assets approximated 70 percent, or HUF 1.96 trillion (USS 19 billion). CARs of 8 percent would
have required capital approximating HUF 157 billion (US$ 1.6 billion). With a capital deficiency of HUF
139 billion, this left little more than HUF 18 billion (USS 179 million) in capital, or less than one percent
of HUF 1.96 trillion in assets. While this calculation did not adjust risk weights or review loan
classification standards, it showed SOCBs had little net worth in the aggregate, even after four
recapitalizations of greater than HUF 320 billion (USS 3.5 billion). Thus, SOCB capital was well below
the mandated 8 percent required by prudential regulations, and in some cases clearly negative.
Nonperforming loans were expected to continue to reduce SOCB capital, particularly at two of the largest
banks (NMB, K&H), where nonperforming loans were estimated to be as high as 87 percent of total loans.
Operating losses at 16 banks approximated HUF 20 billion (US$ 200 million) annually, which would have
eliminated SOCB capital in about one year if nonperforming loans and the HUF 139 billion capital
deficiency were taken into account. This highlights the problem of implementing new and more rigorous
accounting standards. While Hungary introduced international accounting standards, many banks still (i)
failed to properly or completely disclose needed information; (ii) engaged in premature income
recognition; and (iii) provisioned inadequately for losses on loans, investments and guarantees. What is
positive is that these problems are coming to light as information improves, making it possible to more
accurately measure the problem and provide a remedy.
Source: World Bank; OxfordAnalytica.

Loan Classification and Provisioning

An amendment to the Banking Act in 1993 (effective January 1, 1994) introduced a new
classification system and changes in provisioning requirements. The amendment expanded the scope of
receivables which banks are required to classify to include investments and off-balance sheet items. As a
result, loan classification and provisioning standards apply to all on- and off-balance sheet items.
Furthermore, all provisions, including those created for items other than past due receivables, can now be
deducted from pre-tax income. This has helped Hungary reduce its nonperforming loans as part of the
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aggregate portfolio, although large SOCBs still have major problems (see Section 111). Provisioning
requirements were also altered to allow more flexibility to banks in choosing the appropriate value of
provisions, including the use of forecasts of potential losses as an input. Instead of the previous categories
of 20 percent, 50 percent, and 100 percent provisioning, banks can now choose a value between zeo
percent and 100 percent. While interest suspension was not provided for, the amendment introduced a
mandatory 100 percent provision for past due but unrealized interest. These changes have increased
recognition of nonperforming loans, and pointed to the shortcomings of Hungary's prior recapitalizations.

Poland

Bank Supervision

Poland's bank supervision capacity has been greatly enhanced in recent years, with strict
application of prudential regulations to closely monitor for risk. There has been criticism that such tight
controls have restricted liquidity in the marketplace, yet tight monetary policy has brought inflation rates
down and the economy is currently growing at 6.5 percent on an annualized basis. Most supervision has
been off-site, yet on-site inspections have been introduced with success. If a policy of consolidation is
introduced to shrink the number of banks in the system, as expected, bank supervision will need to
develop the capacity for closer monitoring of larger, more sophisticated, and more diversified banks,
particularly as entry into the narket place opens in concert with the rules of engagement for EU accession.

The General Inspectorate for Bank Supervision (GINB) of the NBP is responsible for bank
supervision. Poland's on-site supervision has improved in recent years, with training, experience, and an
increase in staff. Supervisors examine state, private and cooperative banks, and have focused on the
troubled debt restructuring of nine regional state banks (of which four are now partly private). To address
the problem of lack of skilled staff, Poland has developed a detailed inspection procedures manual and
trained 40-50 core central bank supervisors. Presently, on-site supervision teams consist of five or six
individuals. A team typically can be responsible for two large banks and up to six private banks.
Altogether, there are some 20 on-site supervisors based in Warsaw, while another 40 operate from
regional offices. The 60 supervisors are responsible for about 75 banks. Off-site surveillance involves
formal financial analysis, which has been bolstered by a training program of 20 core analysts who later
trained others. A system of off-site reporting is being developed.

Accountine. Auditing and Information Disclosure

Accounting standards have been strengthened in recent years, prompted by recognition of
nonperforming loans and the adverse impact these nonperforming loans had on macroeconomic stability
and growth. Restrictions were placed on upgrading the classification of a debtor returning to
creditworthiness. Conservative valuation standards are now applied on assets acquired by banks in the
context of debt restructuring, such as equity holdings obtained in exchange for bad debt. Three external
auditing firms have provided training to NBP staff as a component of their work. Poland's new chart of
accounts was introduced in 1991, and designed to be compatible with EU standards. The auditing and
accounting professions are still developing in Poland, but weaknesses still exist. Information disclosure
remains problematic in Poland, constraining the development of open financial markets. There is a lack of
consistency across auditors, especially in the level of disclosure of nonperforming loans. GINB
mnanagement believes the regulatory reports submitted by banks171 are not satisfactory as a basis for
assessing the financial condition of banks. This led to the adoption of a supervisory strategy predicated on
findings from on-site inspections.

171 Regulation 5/93 mandates that banks produce audited financial statements annually, and sets
forth the standard financial statement format. Standards applicable to the external audits of banks are
given in Temporary Norm #4 promulgated by the National Council of Certified Auditors. The norm
specifies principles applicable to the external auditor's opinions of bank financial statements. In addition,
the Act on Accounting assigns responsibility to the NBP for specifying the principles of bank accounting
requirements.
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Loan Classification and Provisioning

The Polish Parliament passed a law in May 1994 (retroactive to January 1994) allowing banks to
expense losses from bad debt. This has reduced banks' tax bills, and provided an incentive for banks to
clean up their loan portfolios rather than holding on to bad loans in the hope of repayment to avoid costly
write-offs. As a result, Poland's nonperforming loans as a percentage of total have declined to about 15-20
percent in most SOCBs. Banks have been provisioning for loan losses, benefiting from high net spreads
on government securities (see Sections II, I1).

Slovenia

Bank Supervision

The Bank Supervision Department of BoS was established at the beginning of 1992. Initially,
bank supervision was limited to off-site supervision due to lack of institutional capacity to carry out on-site
inspections. In 1993, 30 external inspections were carried out. In 1994, BoS adopted a development plan
and reorganized the structure of the Supervision Department to create four separate units, with one each
working on the design and implementation of off-site supervision and the quick assessment of potential
problem banks, and two other units devoted to on-site inspections. The Department is now structured to
carry out bi-annual, full scope, on-site inspections of each bank and savings bank.

Present off-site supervision is based on a review of the following required documents submitted
by the banks: (i) monthly balance sheet and income statement data; (ii) quarterly classification of
provisions and credit exposure; (iii) semi-annual capital level, capital adequacy ratio, capital investment
and fixed assets ratio to capital, and credit exposure to managers and owners; and (iv) annual audited
financial reports. Additionally, banks (especially savings banks) are inspected for compliance with their
operating licenses and their level of insurance for deposits. As a result of off-site supervision in 1994,
several banks were found to be in violation of the 25 percent limit on maximum exposure to a single
client,'72while some violated the highest allowed ratio of capital investments and fixed assets to capital.

On-site supervision was introduced in 1994 and has focused on (i) the quality of the accounting
system used by the bank; (ii) quality of the loan portfolio; (iii) diversification of loans; (iv) CAR
calculation; (v) ability of management to avoid operational risks; (vi) internal control systems and their
findings; (vii) electronic data systems; and (viii) a review of their shareholders. In 1994, on-site
inspections led BoS to issue five decrees withdrawing operating licenses, two decrees imposing regional
restrictions on branch networks, and one decree initiating pre-rehabilitation procedures for a bank.

Accounting. Auditing and Information Disclosure

A new accounting law came into effect on January 1, 1994. This law required comprehensive
changes to the format of financial statements (income statements, balance sheets) to bring them in line
with international accounting standards.

172 As these cases generally originated from loans to companies in bad financial standing, these

banks were given a longer period of time to comply with the regulation. The savings banks in violation of
the decree complied with the limit by the end of 1994.
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Loan Classification and Provisionin,

Provisioning requirements follow Basel standards'" and are fully complied with. As of mid-
1995, total provisions added up to SIT 90 billion, or US$ 760 million (or about 6 percent of assets).
Regulations adopted by BoS in 1993 introduced tighter criteria for asset classification and obligatory
creation of provisions for unpaid interest, but not suspension of interest.

Banks' Intervention Frameworks

Intervention by supervisory agencies has varied across countries. In some cases (Czech Republic,
Slovenia), intervention has been common to restructure and consolidate banks. In other countries
(Hungary), intervention has led to bank recapitalizations which have deferred the stuctural problems that
existed, at great fiscal cost. What unifies all five countries is the adoption of new frameworks by which to
supervise banks. The prospect of EU accession has influenced laws and regulations, the latter of which
have been largely modeled on Basel standards. However, the differing approaches to intervention have led
to varying degrees of success. Greater willingness to intervene swiftly to contain systemic risk will be
essential in maintaining confidence in banking systems, particularly as markets open up and financial
activities become increasingly globalized, sophisticated, and rapidly transacted.

Czech Republic

Following the collapse of three banks in early 1994, CNB has tightened supervision and
enforcement of prudential regulations and begun to encourage consolidation. Since 1993, five banks have
been reorganized with the intervention of bank supervision. In the latest case of Agro Banka, (i) the bank
was closed for more than a week; (ii) CNB advanced the bank CK 1 billion (USS 38 million) to cover the
rush on its deposits; (iii) capital was reduced by CK 600 million (USS 22.5 million); and (iv) the state-
owned Konsolidacni Bank became the major shareholder by injecting CK 500 million (USS 19 million).

If the CNB ascertains serious shortcomings in the operations of a bank, it has the authority to (i)
restrict licensed activities or terminate unlicensed activities; (ii) replace bank management; (iii) demand
that the bank create reserves or provisions; (iv) restrict a bank's license; (v) impose enforced
andministration; (vi) impose fines of up to CK 50 million (nearly US$ 2 million);174 (vii) reduce registered
capital by an amount equal to the loss, if, after settlement of the reserve and other funds, the loss exceeds
20 percent of own capital; and/or (viii) revoke the license of the bank.

A banking license may be withdrawn if (i) there are serious shortcomings in the operation of the
bank; (ii) incurred losses have reduced registered capital by more than 50 percent in one year, or by more
than 10 percent annually in three consecutive years; (iii) the bank has not accepted deposits from the
public for more than 18 months; (iv) the license was acquired on the basis of false information; or (v) a
foreign bank which has opened a branch loses its banking license in its home country.

The CNB appoints and recalls an administrator to carry out enforced administration. An
administrator appointed by the CNB has the right to (i) acquire information about bank matters subject to
confidentiality; (ii) convene and attend a general meeting, (iii) make decisions, after prior consent by
CNB, on matters which fall within the responsibility of the general meeting, with the exception of the
decision to wind up the bank; (iv) approve a resolution of the general meeting to close down the bank; (v)
suspend, with approval of CNB and MoF, in part or whole, transactions by depositors involving their
deposits in the bank; (vi) close branches and other organizational units; and (vii) propose a declaration of

173 The minimum required levels of provisioning are (i) 10 percent for loans overdue by 30 days; (ii)
25 percent for loans overdue by 31-180 days; (iii) 50 percent for loans overdue by 181-365 days; and (iv)
100 percent for loans overdue for more than a year.
174 An amendment to the Banking Act in July 1994 increased the maximum fine from CK 5 million
to CK 50 million.
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technical insolvency (upon prior approval of the CNB). In the last three years, six banks have been forced
into administration by CNB (Box 14).

Box 14: Central Bank Intervention in the Czech Republic
KrediUni a Prumyslova Banka: In September 1993, CNB placed Kreditni a Prumyslova Banka under
conservatorship, effective until March 31, 1994, which continued through mid-1995. In February 1994,
CNB filed a bankruptcy petition against the bank due to the CK 2.6 billion (US$ 87 million) in bad loans
held by the bank. In February 1995, CNB initiated procedures to revoke the bank's license.
Banka Bohemia: Banka Bohemia was placed under conservatorship at the end of March 1994, after its
foreign exchange license was revoked due to a breach in the Foreign Exchange Actt, the Act on Banks,
and the Act on Accounting in connection with the issuance of bank guarantees (worthless securities with a
face value of US$ 1 billion). Depositers at the bank were given the option to transfer their accounts to
Obchodni Banka. In a June 28, 1994 general meeting, shareholders of the Banka Bohemia decided to start
liquidation proceedings. Banka Bohemia was later taken over by Obchodni.
AB Banka: In May 1994, CNB initiated action to revoke the license of AB Banka, the eighth largest bank,
which was unable to meet its obligations. All assets and liabilities were frozen. Holders of deposits below
CK 100 million were given the option to transfer their accounts to Ceska Sporitelna (an action chosen by
92 percent of depositers). In September 1994, Ceska Sporitelna took over AB Banka, purchasing an 85
percent stake at a cost of CK 425 million (US$ 14 million), as well as 16 percent of Ceska Banka for CK
192 million (US$ 6.5 million), which was subsequently raised to 28 percent. AB Banka is now partially
owned by Ceska Sporitelna, IPB, and Obchodni, with new management and a stronger capital position.
Kreditni Bank: Kreditni, majority owned by Ceska Pojistovna (insurance company), had losses of CK 5-
10 billion (US$ 175-350 million). The bank is being bailed out by CNB, MoF and Ceska Pojistovna.
Ceska Banka: In October 1995, CNB initiated proceedings to revoke the license of Ceska Banka, which
was hit by financial problems after the collapse of Latvia's Banka Baltija in the summer of 1995, which
had held a 49 percent stake in Ceska Banka. Banka Baltija's shares in Ceska Banka were later bought by
Czech shareholders. Czech depositors were guaranteed a maximum 80 percent of deposits up to CK
100,000 (about US$ 3,000).
Plzenska Banka: In November 1995, AgroBanka, the country's fifth largest bank and the largest private
bank, purchased 9.39 percent of Plzenska Banka for CK 84.45 million, or US$ 3 million.
Source: Czech National Bank reports.

Slovak Republic

The Slovak Republic's bank restructuring program involves 1995 legislation to restructure
troubled banks. This is intended to bring these banks in line with EU standards, and to strengthen the
banking system for enhanced investment (which has been weak in the Slovak Republic). Enforcement of
banking regulations provides NBS with the power to assess fines, prescribe corrective actions, terminate
certain activities (e.g., credit, deposit mobilization, trading), withdraw a bank's license, or place a bank
under receivership. A new amendment to the Banking Act passed in January 1996 increased the powers of
NBS by (i) requiring all banks operating in Slovakia to re-apply for licenses by September 1996; (ii)
increasing maximum fines NBS can impose from SK 5 (about USS 170,000) to SK 10 million (about US$
340,000); and (iii) giving NBS authority to force the bank to halt dividend payments and reduce
expenditures on operations. The maximum fines are low, even by regional standards. Nevertheless, the
other parts of the amendment provide NBS with some leverage over the banks to promote a safe and
sound banking system.

Hungary

Hungary's intervention has been more in the form of recapitalization (1991-1994) than merger,
closure or other methods of resolution. Only one bank has been closed in Hungary. Meanwhile,
recapitalizations of banks through 1994 amounted to USS 3.5 billion, or about 2 percent of GDP each year
for the four years. Strengthened supervision and bank privatization are expected to reverse this approach.
Box 15 highlights the limited intervention of SBS in the Hungarian banking system since 1992.
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Box 15: Bank Intervention in Hungary
1992:: In 1992, YBL Bank, Altalanos Vallalkozasi Bank (General Banking and Venture Bank), and the
Entrepreneurial Savings Cooperative in Gyomanendrod went into bankruptcy. In each case, the SBS
report eventually led to criminal procedures. SBS initiated the liquidation of YBL and the Savings
Cooperative, while AVB was bought by Westdeutsche Landesbank Girozentrale and re-established with a
new name. Of the first two, YBL went into liquidation with a month's delay (upon the Banking
Supervisory Committee's approval), while the liquidation of the Savings Cooperative could not begin for
more than a year due to an appeal. Problems at the time included (i) lack of clear bankruptcy procedures
for banks, as the Bankruptcy Act did not apply to banks; the Act on Financial Institution introduced the
emergency situation but defined it very broadly; (ii) deposit protection was lacking at the time; when state
guarantees existed, these were not clear; the NDIF Act came into force on July 1, 1993; (iii) SBS
represented the interests of depositors in conciliation meetings, but SBS lacked experience; (iv) the
independence of SBS was lacking; the Bank Supervisory Committee's consent was needed, which in itself
was influenced by MoF (budget) and NBH (bank of issue); since SBS would not be shouldering any
financial consequences of bank liquidation, this lack of independence resulted in uncertainty and delay;
and (v) a capable commissioner was difficult to find.
1993: The Heves Savings Cooperative had its license suspended, and was then liquidated. Innofinance,
smaU specialized financial institution, was also placed in liquidation.
1995: SBS suspended Agrobank's operations for several days because of management problems in May
1995. The bank lost its senior management in June 1995, and then reopened with new management and
new ownership. It later merged with Mezobank in January 1996.
Sources: State Banking Supervision Annual Reports, 1992-1995.

The amendment to the Banking Act (effective January 1, 1994) defined the circumstances when a
bank's license could be withdrawn. A bank can lose its license if (i) it is insolvent for 30 consecutive
working days; or (ii) a violation of the rules of management are detected. Under emergency measures,
bank management might be suspended, and a manager to head the bank might be appointed. SBS
agreement is necessary for a bank to initiate its own restructuring or liquidation procedure. Based on off-
site data, SBS issues resolutions which can take the form of notices, warnings, suggestions for a Board
meeting, on-site auditor appointments, fines, and prohibition of influential shares.l"

The new draft banking law empowers SBS to enforce prudential regulations and to intervene in
troubled banks. Enforcement measures will be graduated, in line with the gravity of infractions, including
strengthened personal sanctions for directors, managers and auditors. The draft law also defines degrees
of severity of a bank's problems and insolvency, providing a clear and effective mechanism for temporary
intervention in troubled banks. Policies are designed to ensure that bank resolutions are handled by a
group of independent public servants who would be appointed and monitored directly by the agency.

Poland

Intervention in Poland has been more indirect in recent years during which bank supervision
capacity has been enhanced and organized bank restructuring of SOCBs has occurred in advance of
privatization. Restrictive monetary policy and tight application of prudential regulations have prevented
major risks from surfacing and permitted banks to recapitalize from the net spreads earned on government
securities. However, enterprises have complained of liquidity problems, particularly in their inability to
access bank credit. As of September 1995, seven banks were under liquidation, declared insolvent, or had
their operations suspended, aU of them smaU banks. An additional five banks sold to other banks were
still technicaUly in a state of liquidation. It is expected that bank supervision will be more wiling to

1'" Of 421 resolutions issued in 1992, 15 of them were sanctions. Of 416 resolutions in 1993, six
were fines and 20 required submission of an action plan from cooperatives in critical financial condition.
In 1994, 177 resolutions were issued.
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intervene more directly in the future, particularly if consolidation occurs and the risk of bank failure has
greater systemic implications.

Under the Banking ActM if there is a danger of insolvency in an individual institution, the bank's
board of management is required to immediately notify the NBP, and the NBP begins restorative
proceedings. However, the NBP may require bank management to begin restorative proceedings prior to
the bank's notification of the NBP. Within a month from the date of the origin of the crisis, the bank's
board is obligated to present to NBP a program of restorative proceedings. If the troubled institution's
program is not satisfactory, the NBP can appoint its own management, with absolute control, for a
specified period of up to one year. Upon the appointment of new management by the NBP, the bank's
board of management is dissolved and the president and the vice-president are recaUed.

Slovenia

Slovenia's BRA-led restructuring program of banks has occurred simultaneous with introduction
of a new legal and regulatory framework; and the build-up of supervisory capacity. The centralized work-
out and consolidation of banks has served as a form of full-scale intervention. Results have been mixed. At
the bank end, capital is stronger, and banks are poised for privatization. However, financial
intermediation has been low and remains low, largely due to the need to rehabilitate bank balance sheets
and put proper management and governance in place. This approach has been vindicated with the
awarding of investment grade status conferred on the largest banks by the international rating agencies,
although several of the banks claim they could have pursued a more aggressive approach to lending
without weakening capital (and, in fact, strengthening capital by generating increased earnings). Now, the
challenge is to increase financial intermediation rates without undermining macroeconomic stability.

The legal and regulatory framework for intervention was provided by the Law on Rehabilitation,
Pre-Rehabilitation and Liquidation of Banks, adopted on June 25, 1991, and government decrees in
October 1991, August 1992, and August 1993 which founded the Agency for the Rehabilitation of Banks
and Savings Banks (13RA). The BRA has had principal responsibility for administering and monitoring
banks which have been restructured by the state. BoS initiates pre-rehabilitation procedures for any bank
with actual and potential losses exceeding 30 percent of its capital, and full rehabilitation measures when
such losses exceed 50 percent.

The issuance of a decree introducing rehabilitation procedures for a bank causes the immediate
cessation of authority of the bank's management, administrative and supervisory bodies, and shareholders.
In implementing rehabilitation procedures, the BRA can (i) take over ownership of the bank; (ii) suspend
bank management; (mii) supersede the rights of owners; (iv) force the wrte-off of losses against capital; (v)
assume losses and recapitalize the banks; and (vi) merge or privatize the banks. The first cases involved
the (i) writing-off of current losses against capital; (ii) replacement of bad (on- and off-balance sheet)
assets with BRA bonds guaranteed by GoS; (iii) transfer of nonperforming assets and corresponding
liabilities to the BRA as subordinated claims of the bank's former owners; and (iv) recapitalization of the
banks and take-over of ownership by the BRA.

Deposit Insurance

The five countries have taken differing approaches towards deposit insurance. There has been
greater movement towards universal and explicit deposit insurance in the Czech Republic, Hungary and
Poland, whereas the Slovak Republic and Slovenia have mnaintained implicit insuance. However, aU are
moving in a pattern consistent with EU accession requirements, which will provide maximum guarantees
for deposit accounts (see Section VI).

Czech Republic

Deposit mobilization in the Czech Republic has increased steadily with a growing economy and
stable macroeconomic framework. There has been no spike in deposit movements as a result of deposit
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insurance, as Civil Law traditionally guaranteed deposits held in state banks despite the absence of an
explicit insurance scheme. This confidence was reinforced in 1994, as CNB intervened to protect deposit
accounts in three banks which collapsed.'76 Deposits in two of these banks (AB Banka and Bohemia) were
transferred to Ceska Sporitelna and Obchodni at 100 percent value.

Recognizing some of the cost involved, an amendment to the Banking Act'77 introduced explicit
insurance for accounts with names, addresses and dates of birth. This scheme established explicit deposit
insurance, but on a limited basis and incomplete with regard to resolution issues. By excluding
anonymous deposits, the scheme leaves open the possibility of future bail-outs by the CNB, and of
continued implicit protection for ex-state banks such as Ceska Sporitelna. Hence, there has been gradual
movement towards explicit insurance. However, most deposit amounts are still held confidentially, and
there is a lack of clarity about the link to supervision and resolution in the event of a larger bank failure
than has occurred to date.

The Act states that depositors are compensated for 80 percent of their insured deposits, up to a
maximum of CK 100,000 (USS 3,750) per person per bank, the equivalent of per capita income. The Act
established the Deposit Insurance Fund (DIF), which started operations in 1995. Each bank, including
foreign bank branches, pay to the DIF an annual contribution equal to 0.5 percent of the total volume of
insured deposits as of January 31 of the previous year including interest."78 The DIF can invest its funds
only in state-guaranteed securities or CNB bills. In the case of insufficient DIF funds to compensate
depositors, the State can provide 50 percent of the needed funds through repayable financial assistance,
while the CNB can provide the remaining 50 percent through interest-free credit.

Slovak Republic

No explicit deposit insurance exists in the Slovak Republic, although household deposits have
implicit insurance. While implicit insurance might not apply to private banks, citizens assume deposits
are protected if placed in the largest SOCBs. This assumption is supported by Article 44 of the Banking
Act, which states that until deposit insurance is established, deposits at SSB, VUB and IRB are insured by
the GoS. In March 1996, following public discussions on state guarantees on such deposits, the GoS
announced a draft law which would introduce explicit deposit insurance. If this scheme is established,
banks will be paying a premium of 0.1 to 0.3 percent on their deposits. Meanwhile, as in the Czech
Republic, deposit mobilization has continued steadily due to economic growth and a stable
macroeconomic framework.

Hungary

Deposit mobilization in Hungary, as in the other countries, has increased with economic growth.
Nevertheless, financial intermediation rates are lower in Hungary than in the Czech and Slovak
Republics, and there is great likelihood that this reflects the magnitude of informal sector activity to
bypass tax and other payments. Consequently, potential deposits are kept out of the banking system for
liquidity purposes.

To provide incentives to households to place deposits with banks, Hungary has adopted a
mandatory deposit insurance scheme for retail bank deposits,"79 set up to defray the potential costs of a run
on deposits. The National Deposit Insurance Fund (NDIF) began to operate in June 1993 based on an act
prepared by SBS in 1992 and passed in 1993.180 NDIF insures deposits up to HUF 1 million (about USS

176 Kreditni a Prumyslova Banka, Banka Bohemia, and AB Banka.
177 Act No. 156/1994, effective July 29, 1994.
17S In the case of a housing construction savings bank (Stavebni Sporitelna), the annual contribution

is 0.1 percent of the average of the total sum of natural persons' deposits.
179 Deposit insurance for deposits held by savings cooperatives is the responsibility of OTIVA (the
National Savings Cooperatives Institution Protection Fund), established in October 1993.
ISO The Act XXIV on the National Deposit Insurance Fund came into effect on June 30, 1993.
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7,000), or nearly two times per capita incomes. The government continues to guarantee deposits made
before June 30, 1993. Member institutions pay 0.5 percent of their subscribed capital upon accession, and
then an annual premium on the full stock of deposits in four installments. The weakness of the scheme is
that NDIF has no resolution capacity. However, this is likely to change with strengthened bank
supervision, particularly as banks are steadily privatized through 1997.

Poland

Until December 1994, no general deposit insurance scheme existed in Poland. Based on the
Banking Act which came into force in February 1989, the Treasury guarantee was extended to savings
deposits only in banks established prior to that date. Hence, only two state banks, BGZ, 1,664 local
cooperatives, and 11 joint-stock banks predominantly under Treasury ownership enjoyed a deposit
guarantee. New legislation has paved the way for comprehensive deposit insurance. The Law on the Bank
Guarantee Fund was adopted by the Parliament in December 1994. The Fund guarantees deposits at all
banks held by individuals and legal entities up to the equivalent of ECU 3,000 (almost US$ 4,000), or
about annual per capita incomes. Banks pay obligatory contributions to the Fund, which will pay the
guaranteed portion of the deposits in banks that fail or face such a threat.

Slovenia

In the pre-independence period, the National Bank of Yugoslavia and the Federation provided an
unlimited guarantee for savings deposits, current accounts, and foreign currency accounts of citizens in
banks; savings deposits in savings banks were guaranteed at the republic level. The 1991 Law on Banks
and Savings Banks outlined an obligatory deposit insurance scheme. Each bank must insure deposits of
physical persons on named accounts up to DM 30,000 (about US$ 22,000), paying 0.1 percent of the total
sum of all insured deposits as a contribution. The BoS has the right to increase this rate to 0.2 percent
under special circumstances. If the funds are not sufficient to cover compensation to depositors, banks
equally pay for the rest, whereby the responsibility of an individual bank cannot exceed 1 percent of all the
physical persons' deposits held by it. If these funds are still insufficient to cover compensation, then the
GoS covers the rest through securities. BoS guarantees a provisional pay-out of secured deposits.
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V. The Evolution of the Capital Markets

Given limited bank credit to the enterprise sector in most Central European countries, capital
markets development is of critical importance to long-term economic growth and competitiveness in the
region. Capital markets development is needed for both public and private sector development Private
sector companies need these markets to strengthen their equity positions, and establish appropriate capital
structures to take on serviceable levels of debt (from banks, suppliers, and for larger companies, directly
from bond markets). One of the reasons why banks have often opted not to lend to private companies is
because these companies have relied excessively on debt financing, without supplying adequate levels of
equity. Capital markets can play a significant role in reversing this trend. Meanwhile, the public sector
(federal, municipal) requires capital markets development to help finance infrastructure projects as well as
ongoing operations within prudent budget parameters.

Equity and bond markets in all five countries are in their early stages of development. This is true
from the standpoint of institutional investors and depth of markets (insurance companies, pension funds,
mutual funds) as well as the existence of infrastructure (primary and secondary markets, rating agencies,
analysts) and regulation (disclosure). Nonetheless, there is considerable variation among these countries.
The Central European countries have made progress in developing their capital markets, although their
markets remain small in terms of capitalization, turnover and range of products. Stock markets are low in
capitalization by world standards in Hungary, Poland and Slovenia, ranging from 2 to 6 percent, although
accelerated privatization and private sector development can be expected to contribute to higher ratios in
the coming years. In the Czech and Slovak Republics, capitalization approaches EU norms in the 31 to 40
percent range. Institutional investors have been slow to emerge (Hungary, Poland, Slovenia) and are
relatively small (Czech, Slovak Republics), although progress is continuing in all five countries. Bond
markets are underdeveloped (Czech, Slovak Republics, Slovenia) or dominated by government to finance
high levels of debt and fiscal deficits (Hungary, Poland), although here, too, there is progress as markets
develop and stable macroeconomic frameworks are introduced. Table 38 provides a profile of capital
markets in the five countries at year end 1995. Equity and bond market development are highlighted
below, followed by a review of capital markets and institutional investors in each country.

Table 38: Equity a d Debt Mar ets, End 1995
(mn US$, unit, %) Czech Slovak Hungary Poland Slovenia
Equities Market
Market Capitalization 17,992 5,329 2,850 4,564 306
Mkt. Cap./GDP (%/.) 40.3 30.6 7.1 3.9 1.7
Trading Volume 4,713 840 764 4,861 341
Number of Listed Shares (unit) 86 21 42 65 18
Average Daily Turnover 20 3 3 20 1
Bond Market
Market Capitalization 3,302 1,135 6,091 5,235 338

o/w Government (%/o) n.a. n.a. 99.8 100 75
Bond Mkt. Cap./GDP(%) 7.4 6.5 15.1 4.4 1.9
Turnover 2,617 521 1,276 1,654 176
Number of Listed Bonds 23 32 38 13 16
Average Daily Turnover 11 2 5 7 1
Note: Figures refer to trading at the stock exchanges, and exclude the Czech and Slovak RM-Systems and
the Bratislava Options Exchange. PSE has replaced the listing system with a three-market division in 1995.
Former listed shares now trade in the first two tiers of the Exchange. Accordingly, the shares shown as
listed here trade in the main and secondary market. Slovak bond market capitalization as of September
1995. Equities turnover and capitalization in Hungary include shares, investment fund certificates, and
compensation notes; bond turnover and capitalization include government and corporate bonds and T-bills.
Source: Bratislava, Prague, and Warsaw Stock Exchanges; National Bank of Hungary; Slovak National
Bank; Bank of Slovenia; "Emerging Markets Data Base Factbook, 1995", IFC; Creditanstalt Securities.
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Equity Markets

Equity markets have evolved differently in Central Europe, as demonstrated by the comparatively
high stock market capitalization of the Czech and Slovak Republics (40 and 31 percent, respectively, of
1995 GDP) compared with the comparatively low levels found in Poland, Hungary and Slovenia (2 to 6
percent). The Czech Republic has achieved a great deal within a short period of time, especially with the
help of voucher privatization. Monetary and fiscal stability combined with a commitment to rapid
privatization have contributed to the most buoyant equities market in the region, as reflected in stock
market capitalization figures that are up to 20 times higher than the other Central European countries (as
a percent of GDP). Nevertheless, turnover values are low due to the segmented structure of the marketL'8

Stock market capitalization increased significantly in Slovakia in 1995 (in the wake of establishment of
the market in 1994), reaching US$ 5.3 billion, or 31 percent of GDP. Thus, largely due to the early
introduction of equity markets and commitment to mass privatization during the CSFR period, and
reinforced commitment to market development since, the Czech and Slovak Republics have achieved far
higher stock market capitalization than the other three countries relative to GDP.

Hungary, Poland and Slovenia have been much slower in advancing their equity markets.
Hungary has been more effective at developing its bond markets than its equities markets, although
accelerated privatization since late 1995 and commitment to reducing fiscal deficits will add impetus to
equity market development. Market capitalization for Hungary's equity markets (shares, investment units,
compensation notes), at 7 percent of GDP, is less than half that of its bond and Treasury bill market, only
14 percent of 1995 GDP. Stock market capitalization in Poland was around US$ 4.6 billion by 1995, or 4
percent GDP, low by international standards. However, this, too, is expected to increase with initiation of
the "mass privatization" program, rapid GDP growth, improving FDI performance, and movement
towards an over-the-counter market. Poland has also invested heavily in infrastructure (technologies for
continuous trading, information transmission), and is considered comparatively strong with regard to
account segregation, rectifying order imbalances, and providing insurance for fiduciary accounts. This
will provide needed safeguards for future increases in trading volume and values. Slovenia's figures are
low, with equity market capitalization of only US$ 306 million. However, as elsewhere, this should
increase as privatization continues. Slovenia also has the advantage of enjoying high per capita incomes,
and this should play a major role in improving savings and investment options for a comparatively
prosperous population. Table 39 summarizes equity market capitalization. Table 40 highlights turnover
figures for these countries.

131 Borish and Noel (1996).
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Table 39: Equity Market Capitalization1 2

Czech Slovak Hungary Poland Slovenia
USS million

1991 n.a. n.a. 505 144 17
1992 n.a. n.a. 775 95 28
1993 8,680 2,824 1,400 164 128
1994 12,589 3,115 2,254 2,306 298
1995 17,992 5,329 2,850 4,564 306

percent GDP
1991 n.a. n.a. 2 0 0
1992 n.a. n.a. 2 0 0
1993 29 28 4 0 1
1994 34 24 6 3 2
1995 40 31 7 4 2

Source: Bratislava, Prague, and Warsaw Stock Exchanges; National Bank of Hungary; Slovak National
Bank; Bank of Slovenia; "Emerging Markets Data Base Factbook, 1995", International Finance
Corporation; Creditanstalt Securities.

T _able 40: Equity Market Turnover
Czech Slovak Hungary Poland Slovenia

US$ million
1991 n.a. n.a. 131 28 0
1992 n.a. n.a. 79 169 5
1993 241 3 297 4,278 444
1994 1,479 169 745 9,965 379
1995 4,713 840 764 4,861 341

percent GDP
1991 n.a. n.a. 0 0 0
1992 n.a. n.a. 0 0 0
1993 1 0 1 5 4
1994 4 1 2 11 3
1995 11 5 2 4 2

Note: Annual value traded. Double counting for Hungary and Poland (all years), and Slovenia (1992,
1993); single counting for the rest. Hungary includes company shares, investment fund shares, and
compensation vouchers.
Source: Bratislava, Prague, and Warsaw Stock Exchanges; National Bank of Hungary; Slovak National
Bank; Bank of Slovenia; "Emerging Markets Data Base Factbook, 1995", International Finance
Corporation; Creditanstalt Securities.

Debt (Bond) Issues

Like stock markets, bond markets are also relatively new and underdeveloped. Hungary's bond
markets are the most developed of the region, with a market capitalization of over USS 6 billion (14
percent GDP) at end 1995. This is more than twice the size of Hungary's stock market, as Hungary's bond
markets have primarily served the govermment securities market during periods of fiscal deficit at the
expense of providing debt financing to enterprises. Poland's market capitalization was 4 percent GDP at
end 1995, about the same as its stock market. However, when Treasury bills (which are not traded on the
WSE) are included, Poland's bond market capitalization reaches USS 13.2 billion, or 11 percent of 1995
GDP. As in Hungary, the Polish bond market has been dominated by government debt to finance fiscal
deficits, with no financing of the enterprise sector. No corporate bonds have traded on the stock exchange

1S2 All tables exclude the Czech and Slovak RM-Systems and Bratislava Options Exchange.
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in Poland, although there are plans to permit this in the future. In Slovenia, bond market capitalization
was 3 percent of GDP in 1995, larger than its smaU stock market. Government securities account for 75
percent of total market capitalization in Slovenia, indicating limited bond financing in the enterprise
sector. In Czech Republic, bond market capitalization was 7 percent of 1995 GDP, or about 18 percent of
its stock market capitalization. The Czech Republic has had the least need for bond market development,
with its buoyant stock market and consistent macroeconomic stability. Nevertheless, as privatization
proceeds diminish in the coming years, more developed bond markets will be usefil for both enterprises
and governments to provide for some of their financing needs. The Slovak Republic's bond market is also
significantly less as a percentage of GDP, at 7 percent in 1995, partly for the same reasons as the Czech
Republic: macroeconomic stability. Both the bond and stock markets have grown in the Slovak Republic
since 1994. The Slovak Republic will need to maintain this trend to increase investment resources.

Table 41: Bond Market Capitalization |
Czech Slovak Hun2ary Poland* Slovenia

USS million
1991 n.a. n.a. 204 n.a. 275
1992 n.a. n.a. 1,629 n.a. 320
1993 n.a. n.a. 3,138 n.a 344
1994 1,783 380 5,730 2,130 380
1995 3,302 1,135 6,091 S35 449
Gov't Bonds (% total):
1991 n.a. n.a. 99 n.a. 92
1992 n.a. n.a. 100 n.a. 91
1993 n.a. n.a. 100 n.a. 91
1994 n.a. n.a. 100 100 92
1995 n.a. n.a. 100 100 75
percent GDP
1991 n.a. n.a. 1 n.a. 2
1992 n.a. n.a. 5 n.a. 3
1993 n.a. n.a. 9 n.a. 3
1994 5 3 15 2 3
1995 7 7 14 4 3
*Treasury bonds only. Treasury bills and corporate bonds are not traded on WSE as of end 1995.
Source: Bratislava, Prague, and Warsaw Stock Exchanges; National Bank of Hungary; Slovak National
Bank; Bank of Slovenia; "Emerging Markets Data Base Factbook, 1995", International Finance
Corporation; Creditanstalt Securities.
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Table 42: Bond Market Turnover
Czech Slovak Hungary Poland Slovenia

US$ million
1991 n.a. n.a. 4 0 56
1992 n.a. n.a. 347 16 157
1993 68 2.5 1,723 166 488
1994 675 27 1,391 945 243
1995 2,617 521 1,276 1,654 176
Gov't Bonds (% total)
1991 n.a. n.a. 100 100 91
1992 n.a. n.a. 100 100 87
1993 72 55 100 100 91
1994 38 79 100 100 87
1995 33 74 100 100 85
percent GDP
1991 n.a. n.a. 0 0 0.5
1992 n.a. n.a. 1 0 1
1993 0 0 4.5 0 4
1994 2 0 3 1 2
1995 6 3 3 1 1
Note: Annual value traded. Double counting for Hungary and Poland (all years), and Slovenia (1992,
1993); single counting for the rest. Government bonds include municipal bonds and T-bills, except in
Poland where T-bils are not traded on WSE.
Source: Bratislava, Ljubljana, Prague, and Warsaw Stock Exchanges; National Bank of Hungary;
Slovak National Bank; Bank of Slovenia; "Emerging Markets Data Base Factbook 1995",
International Finance Corporation; Creditanstalt Securities Bratislava, Warsaw, and Budapest.

Country Reviews

Czech Republic

The Czech financial sector has made a significant contribution to investment and privatization,
although structural weaknesses persist in the capital markets. The key to growth in the Czech capital
markets has been utilization of these markets and institutional investor participation in the rapid
privatization of state enterprises. With about 80 percent of formerly state-owned assets now privatized
(within a five-year period), the Czech capital markets have played a key role. The result has been stock
market capitalization ratios (to GDP) of 10 to 20 times those of their Central European neighbors. Key
capital markets legislation has involved the (i) Bonds Act (1990 plus two amendments); (ii) Insurance Act
(1991 plus one amendment); (iii) Investment Companies and Investment Funds Act (1992 plus two
amendments); (iv) Securities Act (1992); and (v) Stock Exchange Act (1992 plus two amendments).

Eguity Markets

Monetary and fiscal stability combined with a commitment to rapid privatization have prompted
the emergence of a buoyant equities market in the Czech Republic. In 1995-1996, both bond and stock
markets were boosted by favorable reviews by international credit rating agencies.18 3 The Prague Stock
Exchange (PSE) began trading in April 1993, and because of rapid privatization, the equities market grew
quickly. PSE attracted 72 percent of the vouchers from the first wave, and 65 percent from the second.
The shares of some 850 companies privatized in the second wave began to trade on the PSE in early 1995.
By June 1996, 1,722 shares and units were trading on the PSE, of which 43 were trading in the main

13 Ratings as of June 1996 were: (i) Moody's: Baal (upgraded from Baa2 in September 1995); and

(ii) Standard and Poor's: A (upgraded from BBB+ in November 1995).
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market, 45 were trading in the secondary market, and 1,634 were trading in the free marketiM4 Total
equity market capitalization was USS 18 billion at end 1995 and US$ 20 billion as of June 1996.1"5 In
terms of market capitalization, the shares of the three markets are 64 percent (main), 9 percent
(secondary), and 28 percent (free) in 1995. There are three types of trading on the PSE: (i) automated
trades at a fixed price;'86 (ii) direct trades in blocks of securities (direct trades);"7 and (iii) automated
trades in blocks of securities (block trades)."n Direct trades on the PSE (as opposed to automated trades)
were mostly reported several days after execution. These trades accounted for about 90 percent of all
trades in 1995. PSE introduced continuous price trading in the top five listed equities and two bonds in
March 1996."9 In May 1996, CNB licensed eight brokerages to trade in foreign securities.190 There are no
capital gains taxes, while the dividend withholding tax rate is 25 percent.'91

In addition to the PSE, equities are traded on the RM-System and the OTC market (through the
Central Securities Register).192 The OTC does not clear trades over the exchange, and consequently
carries substantial settlement risk and offers no recourse against failed transactions. Due to the large
transactions taking place in this unofficial market, the turnover of the PSE is low.193 In 1995, trades
taking place through the Central Securities Register accounted for US$ 9.4 billion in trade value, or 53
percent of the total turnover in the three markets combined.194 The large share of trades off the Exchange
lead to a lack of transparency, as such trades are reported generally with a week of delay.

In February 1996, MoF granted a license to RTW (Right Time Price) to establish a third
exchange. Owned by a private investment and real estate company (First Czech-American Real Estate

1u4 In September 1995, the previous division of securities in the Prague Stock Exchange by "listed"
and "unlisted" was replaced by a division of three markets: Main, Secondary, and Free Market. Former
isted securities are now in the Main and Secondary Markets and unlisted in the Free Market. To qualify

for the primary market, (i) the publicly traded proportion of the issue must be at least 20 percent of the
total issue; (ii) the basic asset total must be at least 15 percent of the whole issue; and (iii) economic
information must be reported on a quarterly basis.
'35 As of June 5, 1996.
186 Automated trades are conducted through the Automated Trading System (ATS), which sets a
daily price based on algorithms. Price fluctuations between sessions are limited within a band of 5 percent
(if available for trading Monday through Friday) or 10 percent (Monday through Thursday). These trades
represent no more than 10-15 percent of total trade volume. Only automated trades are covered by the
Guarantee Fund.
137 These are agreed over telephone by two clients and executed through the PSE terminal between
two members. Direct trades clear through the PSE, but do not affect the exchange price.
ISS These are executed automatically based on a matching of orders and involve securities with a
minimum value of CK 500,000.
1S9 These were shares of Komercni Banka, SPT Telekom, CEZ, Ceska Sporitelna Banka, Komercni
Banka's investment fund, and two bank bonds.
190 Czech investors can now buy foreign securities through a licensed broker.
191 Capital gains from the sale of property and other assets are subject to the corporate income tax,

while those from the sale of securities are exempt, provided that the security was kept for at least three
months.
19 The share of the RM-System, a nationwide network of trading centers established as part of the
first wave of privatization and targeted towards small investors, has been falling, and accounts for about 6
percent of total combined turnover (PSE, RM-System, and the OTC). Unlike the PSE, the RM-system has
a continuous auction system for all trades.
193 Although high in the Central European context, average (bond and equity) daily turnover on PSE
was USS 20 million in 1995, compared with nearly USS 40 million in OTC trades through the Central
Registry.
194 In 1995, trading value through the Central Registry, PSE (bond and shares total) and the RM-
System amounted to USS 17.8 billion. Of this total value, 41 percent was accounted for by trades on PSE,
6 percent by the RM-System, and the remaining 53 percent by transfers through the Central Securities
Registry.
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Group), RTP expects to open its exchange by October 1996. The exchange will have Dutch auctions, an
instant clearing and settlement system, and will aim to attract the OTC trades presently going through the
Central Securities Register.195

Czech equity markets still suffer from weaknesses in infrastructure, regulation, and supervision.
The trading system in PSE lacks standard dealing, settlement, and custodial arrangements, pre-empting
large block trades to participate in determining the market price. Local accounting rules also strengthen
the trend against trading. (Alternatively, it can be argued that preempting large block trades reduces
volatility, increasing the attractiveness of the exchange for all but the most risk-seeking investors.) The
accounting system forces traders to recognize a loss if they sell voucherized shares at a price below CK
1,000 (US$ 30-35), the value arbitrarily assigned to first wave shares.

With more than 350 (primarily local) investment funds (IPFs) and emerging insurance and
pension funds, the Czech Republic has established the building blocks for institutional investors to play an
active role in developing the equities and bond markets. However, because of the significant cross-
ownership that exists between the banks and a range of investment, insurance and pension funds, there are
corporate governance weaknesses with strong potential for conflict of interest, portfolio mismanagement,
and financial sector losses. Regulation has been inadequate in minority shareholder rights, disclosure
requirements, and insider trading, especially given that many of the biggest funds are owned by banks that
lend money to companies whose shares are held by the Funds. With the licensing of now a fourth
exchange--next to the existing two official markets and an unofficial one-- it is all the more necessary that
the lack transparency and the dispersal of liquidity and volume are addressed by reforms in regulation and
infrastructure.

In an effort to increase the transparency of transactions, a group of the largest brokerage houses
in Prague signed an agreement to report voluntarily all OTC trades, including direct trades on PSE, to the
newly-created Czech Capital Information Agency (CEKIA).'96 The system is modelled on the US National
Association of Securities Dealers' (NASD) rules, requiring brokers to report traded shares, including
volume and price per share. More recently, the Czech Republic passed an Amendment to the Securities
and Stock Exchange Act in April 1996 (along with an Amendment to the Act on Investment Companies
and Funds), coming into effect on July 1, 1996. The Amendment addresses some of the regulatory
weaknesses by (i) imposing stricter requirements for disclosure;'97 (ii) removing the monopoly of the
Securities Center in settling transactions;198 and (iii) introducing measures to protect minority
shareholders' rights.'99 However, the legislation did not establish an independent supervisory institution or
strengthen MoF's powers.

195 Presently, PSE has a three-day settlement system.
196 The eight leading brokers who signed the agreement are Patria Finance, Bank Vereinsbank,
Atlantik Financial Markets, ING Capital Markets, Wood and Co., Komero, Citibank, and BW. The
agreement took effect in August 1995.
197 Investors acquiring 10 percent or more of a company must publicly disclose their share in five
days.
19S The Amendment permits the creation of independent share registers.
199 An investor acquiring 50 percent plus one share of a company must make an offer to buy out the
existing minority shareholdings. Investors acquiring 95 percent of a company must buy the remaining
shares if offered. A firm can be delisted from the market only upon the consent of two thirds of the
shareholders. The Amendment also allows shareholders to vote by proxy, and requires that dividends be
paid by bank instruments (rather than cash).
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Bond Markets

Legislative reform for developing securities markets began in 1990, when GoC passed a new law
on bonds, allowing the first bonds to be issued by companies and banks. As of June 1996, the bond market
at PSE was valued at about US$ 4 billion with 62 issues, of which 27 were corporate bonds and 11 were
government bonds.200 Due to the stable fiscal position of the government, most debt market transactions
have been private sector issues. At the same time, government securities account for a majority of the
value of trade. Bond markets remain relatively low in value, and will need to be developed in the coming
years to provide central and municipal governments, large companies and institutional investors with a
broader array of financial products to meet financing and portfolio needs.

Investment Privatization Funds

The Czech Republic has about 350 active IPFs. Most are Czech, although several dozen funds are
located offshore or managed by foreign banks in the Czech Republic. IPFs act as surrogate owners of
companies, and are the Czech Republic's largest shareholders. Czech funds may not own more than 20
percent of a privatized company or invest more than 10 percent of their own assets in any one company.
In addition, the April 1996 Amendment to the Act on Investment Companies and Funds (effective July 1,
1996) requires that any investor acquiring a majority stake in a company must make an offer to buy out
the shares of the minority shareholders. As a response to these existing and new restrictions on their
ownership of companies, several funds converted their status in spring 1996 from a fund to a holding
company.20' The MoF has allowed these conversions and is expected to introduce different rules for
holding companies, while funds will continue to be subject to the same restrictions as to date. At the same
time, recent tax legislation lowered the taxes on investment funds (along with pension funds) from 41
percent to 25 percent.202 Most investment funds are owned by banks. The largest investment funds are
operated by Ceska Sporitelna,203 Komercni, Investicni a Postovni, Zivnostenska, Creditanstalt (Austria)
and CSFB (Switzerland-US).

Insurance Companies

The Czech Republic passed legislation in 1991 which set the regulatory framework for the
insurance sector. This was followed with subsequent Ministerial decrees to fill in gaps left in the
legislation. Supervision is entrusted in the Ministry of Finance and is based on the German model.
Foreign shareholding is not allowed, but joint ventures and cooperation are permitted. While
concentration in this sector partly reflects continued oligopolistic characteristics, the largest insurance
company also continues to enjoy a dominant branch network and roster of experienced employees. Thus,
its market position remains strong.

200 The rest comprised bank bonds and municipal bonds.
201 The First Czech Investment Fund (PPF) became a holding company in April 1996. As a result,

PSE transferred the fund from the main market to the unlisted free mnarket of the Exchange. Likewise,
Havard Dividend Fund was converted to a holding company in April 1996.
202 Previously, funds were taxed at the corporate income rate of 41 percent. As of January 1, 1996,
funds became subject to a separate rate of 25 percent, while the corporate rate was reduced to 39 percent.
20 Bankers Trust bought 40 percent in two investment funds from Ceska Sporitelna in late 1995,
paying CK 6.7 billion (USS 250 million) for these stakes by issuing five-year zero-coupon notes to CSB.
Prior to this sale, CSB's stakes in the two investment funds was 64 percent, well above the 10 percent
maximum limit on non-banking assets which can be owned by a bank.
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In total, the Czech Republic has 35 authorized insurers, including eight branches of foreign
insurance companies.2 4 Total premium written (life and non-life) in 1995 approximated CK 33.8 billion
(USS 1.3 billion) compared to CK 22.8 billion (USS 792 million) in 1994. Non-life insurance accounted
for 72 percent of the total market. The sector has grown steadily, as indicated by work force figures: up
from 8,600 in 1991 to 12,000 in 1993. Life insurance (CK 9.4 billion) is less than one third of the market,
but underdeveloped.205 Agricultural insurance represents a 30 percent share of the market, but is
declining. Meanwhile, as in other Central European markets, motor insurance is rising. In 1993, it was 11
percent of the market, but troubled by losses.

Despite demonopolization, the Czech insurance market remains highly concentrated. Ceska
Pojistovna (CSP),2w the former state monopoly, controls 69 percent of the insurance market and is
dominant in compulsory insurance and the non-compulsory international, reinsurance, and export fields.
Its share was 87 percent in 1993 and 76 percent in 1994. CSP is now owned by the investment fund PPF
(19 percent), Investicni a Postovni Banka (19 percent), CSOB (14 percent), NPF (27 percent) and other
companies and banks (21 percent).207

Pension Funds

The Act on Supplemental Pension Insurance with State Contributions (February 1994) allowed
private pension plans and abolished the state monopoly on pension systems. According to regulations, a
pension fund has to be established as a separate entity and have minimum capital of CK 20 million (USS
650,000). The law limits the amount to be paid to beneficiaries to 10 percent of assets. Investment abroad
is restricted. Investment by pension funds is limited by law to GoC and bank bonds, Czech companies sold
on the PSE, and Czech property. Investment in any one company cannot exceed 10 percent of the value of
the total investment portfolio, and investment in any single security cannot exceed 20 percent of the value
of that security. In 1995, a pension reform bill was passed by the Parliament. This legislation allows
individual contributions to be tax-deductible beginning in 1997. However, there is presently no tax
deductibility for employers. Matching contributions are made for up to CK (USS 19) per person per
month.

The first private domestic pension fund was Penzijni Fond, established in October 1994 as a
subsidiary of the state insurance company, Ceska Pojistovna. By early 1995, there were 41 pension plans
which had received approval, of which 35 were operating. Among them were those founded by several
local banks (Komercni, Investicni a Postovni, Ceska Sporitelna, AgroBanka), foreign finms, and
nonfinancial companies (Stavebni Penzijni Fond, Banksy a Hutni Penzijni Fond Trinec). The 1994
legislation allows for foreign participation of up to 49 percent. Winterthur (Switzerland) was the first
foreign company to set up a private pension fund in November 1994. ING's (Netherlands) insurance wing,
National-Nederlanden and Allianz (Germany), in cooperation with Bayerische Hypotheken und Wechsel-
Bank (Gennany), both received licenses to establish pension funds in early 1995. Nationale-Nederlanden
operates a joint venture pension fund with EPIC (Austria) and a Czech employers' association. More
recently, Generali (Italy) has also entered the pension market.

24 The largest foreign companies are Nationale-Nederlanden (Netherlands) and Allianz (Germany),
holding 14 percent and 3 percent of the life insurance market in 1995, respectively. Allianz also controls 3
percent of the non-life insurance market.
205 Life insurance values are 0.8 percent of GDP, compared to EU markets where values exceed 3
percent.
206 CSP had capital of CK 1 billion, CK 57 billion in assets, 200 offices and 8,000 employees in
1993. Premium income in 1993 exceeded CK 17.5 billion (US$ 600 million).
207 As of June 1996, PPF controlled three seats and IPB two seats on the seven-member management
board of the company.
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Slovak Republic

Because of the Slovak Republic's relative macroeconomic stability,m govermment borrowing
from the financial sector has been moderate enough to not impede private sector development. Capital
markets development was sparked by early privatization efforts during the CSFR period. Since then,
capital markets have continued to emerge due to expanded capacity and a growing economy, and despite a
slowdown in publicly-transacted privatizations.209 Stock market capitalization was US$ 5.3 billion at end
1995 (about 31 percent of 1995 GDP), a significant increase from end 1994 (approximately US$ 2 billion,
or about 14 percent of GDP).210 Bond market capitalization was about US$ 1.1 billion at the end of
September 1995 (about 7 percent of 1995 GDP).21' Structural weaknesses exist with regard to the Slovak
equities market, although improvements have been made since 1994. Slovakia's value and volume of
activity (878 securities, although only 19 are listed on the Bratislava Stock Exchange, along with 32 GoS
securities and four corporate bonds) have risen since 1993. As in the Czech Republic, key capital markets
legislation involved the (i) Bonds Act (1990); (ii) Insurance Act (1991); (iii) Investment Companies and
Investment Funds Act (1992); (iv) Securities Act (1992); and (v) Stock Exchange Act (1992). The Slovaks
have also amended some of these Acts since their adoption.

Eguitv Markets

The Bratislava Stock Exchange (BSE) was opened in April 1994 along with the Bratislava
Options Exchange (BOE).212 By end 1995, there were 878 securities in the Bratislava Stock Exchange, of
which 19 were listed. Trade turnover breakdown in 1995 in the three official markets was (i) 2 percent on
the options exchange (BOE); (ii) 29 percent on the RM-System; and (iii) 69 percent on the BSE. BSE is
comprised of three tiers: main market, junior market, and the unlisted market, for which there are no
listing requirements.213 As in the Czech Republic, the RM-System was created during the first wave of

214privatization and is targeted to small investors. A network of 150 offices across Slovakia, RM System is
beneficial in stimulating small-scale trade in shares, although the dispersal of trading among several
exchanges has created illiquidity and intensified the lack of transparency of the system. There are two
methods of trading on the BSE: anonymous215 and direct trades.216

20S This is indicated by the Slovak Republic's rating from Standard and Poor's as of June 1996 of A

for local currency and BBB- for foreign currency. Moody's rated the Slovak Republic for the first time in
May 1995 with Baa3, which has not changed since.
209 The second wave of mass privatization, delayed since 1993, was canceled in late 1995. In its
place, a bond scheme has been introduced to privatize assets. During the interim period, a significant
number of management buyouts (often non-cash or limited in cash investment) have occurred.
210 This market capitalization total is based on Bratislava Stock Exchange figures, and includes
shares registered but not actively traded. According to Bratislava Creditanstlt Securities estimates,
market capitalization of actively traded shares (excluding those not traded) was only USS 2 billion at the
end of 1995, and USS 2.5 billion as of April 1996.
211 Estimates by Creditanstalt Securities, Bratislava. Bond market capitalization is not calculated by
the Bratislava Stock Exchange because of the infrequency of bond trading.
212 The exchanges were based on the Securities Act and the Stock Exchange Act (1992). This
legislation also established a Securities Commission accountable to the Ministry of Finance.
213 Current listing requirements for the main market are (i) minimum SK 500 million in share
capital; (ii) minimum issue size of SK 100 million; (iii) minimum three years of business history; (iv)
minimum three years to be covered by company prospectus; and (v) at least quarterly financial reporting.
The respective requirements for the junior market are (i) SK 100 million; (ii) SK 100 million; (iii) one
year; (iv) one year; (v) semi-annual.
214 RM-System operates both periodic and continuous auctions. Periodic auction trades can be direct
or automated, while continuous auction trades can be automated, direct, or registered direct.
215 Anonymous trades are conducted by the Electronic Stock Exchange Trading System ESETS, and
can take one of three forms: (i) auction trading (single price based on matching algorithm); (ii) continuous
trading (continuous prices based on matching algorithm); and (iii) block trading (non-automatic
matching). Orders for continuous and block trades are entered through terminals, while those for single
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While the official narket was fragmented by the existence of three markets, the off-market (via
block trading through the computerized securities clearing center connected to BSE, BOE, and the RM-
system) attracted as much as 90 percent of daily transactions. To restore liquidity to the official markets
and increase transparency, MoF took various steps in 1995. The July 1995 Amendment to the Securities
Act217 required all three exchanges to re-apply for licenses and restricted trading in BOE.213 In the
process, the license of BOE was not renewed, and as of November 13, 1995, it ceased operations. The
right to trade in options was given to BSE and RM-System, which do not presently possess the
infrastrcture needed for these trades.219 In a similar effort, the Amendment banned all OTC trading
outside the official three markets as of August 1995. All former OTC trading was transferred to the BSE
and RM-System in the form of direct trades. As a result, the share of direct trades in BSE (bonds and
equity) grew from 87 percent of total turnover in 1994 to 99 percent in 1995,220 while the share of direct
trades in the RM-System increased from 45 percent in 1994 to 92 percent in 1995.221

In addition, the new regulations under the Amendment (i) established a new and autonomous
regulatory body, the Office for the Supervision of Capital Markets (within the Ministry of Finance);m (iu)
required that all old and newly materialized securities be in dematerialized form and registered by the
central registry, and carned out through registered brokers; (iii) stiffened disclosure requirements,
obliging traded companies to publish annual as well as semi-annual reports, and requiring investors
whose shares in companies reach the 5-65 percent levels to disclose their purchases to the organizers of
public markets;223 (iv) raised minimum capital requirements for brokerages from SK 1 million (USS
30,000) to SK 5 million (USS 150,000); (v) established clear take-over rules.224

The Amendment has improved transparency and liquidity by transferring former OTC trading to
the Stock Exchange; equity tumover on BSE grew from USS 3,113 million in 1994 to USS 5,329 million
in 1995. In addition, stricter disclosure requirements and the establishment of regulations on takeover and
minority shareholders' protection will bolster investor confidence in the market.

price trades are delivered to the exchange by means of a modem or diskette. Only anonymous trades are
subject to the Guarantee Fund.
216 Direct trades clear over the exchange. Orders can be entered into ESETS through terminals or

delivered by means of a modem or diskette.
217 The amendment to the Securities Act was approved on July 13, 1995.
218 The brokerage houses and the three exchanges were required to re-apply for licenses in the two

months after the law took effect. In addition, the Amendment banned one-day forward contracts, which
made up 95 percent of BOE transactions, introducing in its place a new minimum of 15 days for forward
contracts.
219 RM-System has recently begun cooperation with the Austrian Futures and Options Exchange
(Osterreichische Termin und Optionenborse, OTOB) to create a derivatives market.
220 In 1995, volume of total direct trading on BSE was USS 1,345 million, out of a total bond and
equity turnover of US$ 1,361 (anonymous and direct trades).
221 Out of total turnover of SK 18.1 billion (USS 612 million) in 1995, total direct and registered
direct trading on RM-S was SK 16.6 billion (US$ 516 million), of which SK 14.3 billion were registered
direct trades.
222 While the MoF supervises the capital markets, the Department of Capital Markets of the MoF
directly enforces the regulations. However, preparations for an independent supervisory institution outside
of MoF are under way.
223 The new Securities Act enacts the disclosure of ownership above 5 percent, 10 percent, 20
percent, 30 percent, 50 percent, and 65 percent of any publicly traded issues.
224 A shareholder may not acquire a stake of more than 30 percent of any publicly traded company
except by way of a public offer to buy all publicly traded shares of the issuer. Such an offer must be valid
between 30 and 60 days, and the purchase price must not be lower than the average price over the
previous six months.
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Bond Markets

Bond narket capitalization was about US$ 1.1 billion at the end of September 1995, with
maturities generally ranging from two to five years. As of June 17, 1996, 60 bonds were traded on BSE, of
which 13 were State bonds and 19 municipal bonds. Turnover in bonds in 1995 was USS 521 million.225

Turnover in State bonds totalled USS 379 million (73 percent of total); municipal bonds USS 4 million (1
percent); and corporate bonds US$ 138 million (26 percent). Unlisted bonds, with a turnover value of US$
111 million in 1995, comprised only corporate bonds, while 92 percent of listed bond turnover in 1995
was in government bonds. While the tax treatment for equities is not unfavorable,22 treatment for public
sector bond issues is more favorable than equities as interest on GoS bills and notes are tax-exempt.

Investment Privatization Funds

The investment privatization funds have been the major institutional investors in the market
given the limited number of insurance companies and pension funds.227 The largest IPFs are owned by
banks and insurance companies,228 and there is some concentration. As a result of competition and
subsequent consolidation, the number of active investment funds has dwindled in the past years from 100-
150 to less than 50. By end 1995, there were about 45 active investment funds in the Slovak Republic, of
which four229 were listed in the main or junior tiers of BSE.230 At least twice as many funds as active
funds were formally registered in the BSE, many of which had negligible net assets. The 10 largest IPFs
control 25 percent of shares offered in the original mass privatization program. Large IPFs typically have
200,000-500,000 shareholders, more than 100 companies in their portfolios, and staffs of 50.
Compensation to IPF advisors is 2 percent of share value, thus capital appreciation and volume are
incentives for good governance and management.

Since 1993, IPFs have faced a number of obstacles and challenges to their role in the market: (i)
the second wave of mass privatization was stalled and then subsequently canceled; and (ii) the current
government passed an amendment in July 1995 to the Act on Investment Funds23' which prevents IPFs

225 By contrast, bond turnover in BSE in 1993 was only US$ 2.5 million, of which 45 percent was in

corporate bonds, 55 percent in State bonds, and 0 percent in municipal bonds. In 1994, turnover was US$
27 million, of which 21 percent was in corporate bonds, 78 percent in State bonds and 1 percent in
municipal bonds.
226 According to the tax system introduced on January 1, 1993, income from shares are exempt from
personal income tax. Withholding taxes of 25 percent apply to the profits of a "silent" (passive) partner.
Dividends are taxed at 15 percent, and capital gains are taxed at 40 percent.
227 At end 1992, 184 IPFs owned 45 percent of the shares from the first wave of mass privatization
in the CSFR, and were the country's second leading shareholder after the National Property Fund.
228 The largest investment fund is VUB Kupon, a subsidiary of the VUB Bank. VUB Kupon's
portfolio includes shares from 240 companies, the majority of which are in the Czech Republic. VUB
Kupon was broken up by one of its shareholders, Nomura Securities (31.4 percent), which in January
1995 exchanged its shares in the fund for pro rata stakes in the shareholdings in the fund's portfolio. The
incident led to the suspension of trading in VUB Kupon's shares in the BSE.
229 These are VUB Kupon Fund, Harvard Dividend Investment Fund, Harvard Growth Investment
Fund (main market); and Tatra Kupon Fund (junior market). The remaining 41 funds are registered on
the unlisted market in BSE, and trade almost on a daily basis.
230 Investment funds listed on BSE are required to inform the BSE about their Net Asset Value per
share as of the last day of every month and their portfolio structure on a quarterly basis (name of security,
identification number, volume of securities).
231 According to the July 1995 Amendment to the Act on Investment Companies and Investment
Funds, (i) investment companies should have at least SK 20 million (USS 650,000) in share capital; (ii)
investment funds should have at least SK I million (USS 35,000) in share capital; (iii) an investment fund
can invest at most in 10 percent of one security issue and at most 10 percent of its own assets in any one
issue.
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from exercising ownership rights in the firms in which they hold equity, barring them from taking seats
on company boards of directors. While this was reversed by a Constitutional Court ruling, efforts to limit
IPF influence in the markctplace raise disturbing questions about corporate governance in the enterprise
sector and the politicization of the privatization process.232

Insurance Companies

As elsewhere in Central Europe, the Slovak insurance market is relatively undeveloped and
characterized by a high level of concentration. The insurance sector only approximated 7 percent of
banking sector assets in 1992 and 7.5 percent of GDP.233 Slovenska Statni Poistovna (SSP) was the only
insurance company in 1989. It was privatized during the first wave of privatization, but GoS stil holds a
50.5 percent share through the National Property Fund. Although its privatization (along with other major
State banks) was planned in February 1996, these plans were postponed until March 1997. At end 1995,
there were 16 insurance companies,23 with total income premium of SK 10.8 billion (USS 363 million).
SSP continues to have a dominant market share, accounting for 78 percent of total income premium,
although its profits fell in 19 95 .235

The Slovak Republic's Insurance Law needs to be updated from the 1991 law. The original law
liberalized entry, but provided for insufficient supervision. Improvements in an amended Insurance Law
include the need for (i) chartering and licensing guidelines for companies and agents, stressing minimum
capitalization and competency standards; (ii) clearer solvency (capital and reserve) guidelines based on
improved mortality tables, interest assumptions, valuation methods, and suitable premium charges; (iii)
better standards for assessing investment options; and (iv) improved on-site surveillance supported by a
new insurance regulatory unit.

Pension Funds

There are presently no private pension funds in the Slovak Republic. Comprehensive pension
reform legislation is expected to be submitted to the Parliament in September 1996.

232 In addition, MoF intervened in the operations of three of the largest funds (for separate reasons).

MoF withdrew the licenses of (i) PSIPS (First Slovak Investment Privatization Company) for failing to
meet obligations to investors and (ii) PSIS (First Slovak Investment Company) in April 1995 for not
maintaining required levels of liquid assets (although they did redeem units when requested), and
suspended trading in (iii) VUB Kupon in 1995 for a year (January 1995-January 1996) after Nomura
Investnent's attempt to break up the fund. PSIPS and PSIS were both placed under administration. They
are currently managed by the Harvard Investment Company and are being liquidated.
233 By contrast, the insurance market's asset values approximated 26 percent of GDP in the US in
1990.
234 Of the companies established since 1990, the largest include Otcina, Kooperativa, and Allianz.
235 In 1995, Slovenska Poistovna's after-tax profit fell to SK 305.5 million (USS 10-11 million) from
SK 387.4 million (USS 13 million) in 1994. Technical reserves at the end of 1995 amounted to SK 24.1
billion. 1995 income premium was SK 8.4 billion, up from SK 7.6 billion in 1994.
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Hungary

Hungary's capital markets have been characterized by low levels of capitalization due to (i) a
gradualist approach to privatization until late 1995; (ii) lack of development of the institutional
investment sector; and (iii) a burdensome tax structure. By end 1995, Budapest Stock Exchange was only
valued at USS 2.9 billion, or 6 percent of GDP (total of shares, investment fund certificates, and
compensation vouchers). Constraints to capital markets development have included (i) lack of mass
privatization; (ii) corporate placements without the issuance of new equity shares; (iii) FDI flows which
have focused on joint ventures; and (iv) the focus of the bond market on meeting high fiscal needs,
crowding out private investment (see Section I1).235 However, based on recent developments, it is expected
that Hungary's capital markets will develop. GoH adopted a Privatization Law in May 1995 with specified
targets to divest nearly 740 SOEs within a three-year period (by end 1997). Insurance and pension funds
are yet to emerge as actors in the capital markets, though the state has deregulated both sectors and
increased investment is expected with privatization. Tax reform has also been adopted by GoH as a
fundamental requirement for market development. Thus, Hungary is now poised for significant growth in
its capital markets, particularly stock market capitalization as market infrastructure continues to develop.

Eguitv Markets

In 1990, GoH passed the "Securities and Stock Exchange Law", which provided the basis for
creation of the Budapest Stock Exchange (BSE).237 Based on the Securities Act, BSE was opened in 1990
by 41 founding members, with 14 shares traded, and an initial market capitalization of HUF 29 billion
(USS 390 million). By end 1995, the Budapest Stock Exchange had 50 brokerage firms with 42 shares
listed. However, only about 10 shares trade regularly. Securities are divided into listed and traded
categories, with different requirements.238 By end May 1996, the distribution of securities traded on BSE
was (i) 41 equities; (ii) 37 government bonds; (iii) two corporate bonds; (iv) 47 Treasury bills; (v) 33
investment fund units; and (vi) one compensation note. This composition reflects strong growth since
1991 in government securities matched with modest growth in equities.239 Market capitalization in shares,
certificates, and compensation notes together totalled HUF 389 billion at the end of 1995 (US$ 2.9
billion), or 32 percent of total BSE capitalization, and had reached HUF 672 billion (USS 4.6 billion), or
38 percent of BSE capitalization by end May 1996,240 owing mainly to growth in shares and compensation
vouchers. Foreign institutional investors account for 75 percent of all activity on the BSE, mostly in debt
securities. Daily turnover approximated US$ 20 million during the first five months of 1996.

236 State bonds were HUF 73 billion (US$ 725 million) and Treasury bills HUF 85 billion (US$ 845

million) in 1993, compared to equity securities of HUF 18 billion (IJS$ 179 million).
237 The law (i) set the regulatory framework for issuing and trading securities; (ii) established
guidelines for public disclosure, insider trading, and brokerage firms; and (iii) created the State Securities
Supervisory Board. A central depository and clearing system was established in 1993.
23s Listed securities must (i) have a minimum issue value of HUF 500 million on exchange prices;
(ii) offer at least 25 percent and minimum HUF 200 million, or HUE 500 rnillion, to small investors (each
with no more than 5 percent of total issue); (iii) have a minimum of 100 owners; and (iv) complete three
financial years of activity, with the last year audited by a stock exchange auditor. Respective requirements
for the traded category are: (i) HUF 500 million; (ii) 10 percent and minimum HUF 50 million, or
minimum HUF 200 million, or minimum 100 owners; (iii) 25 persons; and (iv) one year audited by an
exchange auditor.
239 By comparison, the distribution of securities on BSE at end 1992 was (i) 23 equities; (ii) four
government bonds; (iii) one corporate bond; (iv) 10 Treasury bills; (v) one investment fund unit; and (vi)
one compensation note.
240 Market capitalization in shares was HUF 581.7 billion, while investment funds and
compensations notes had market value of HUF 40.4 and 50.2 billion, respectively.
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As of June 1996, GDRs were introduced and quoted on BSE. The new draft Banking law,
expected to be in effect by January 1997, would allow banks to participate in offerings and transactions of
govermment securities on the BSE.24

Regulated over-the-counter trading began in March 1995 for a limited number of shares on the
BSE, including those of MOL (oil) and the three of the largest banks (OTP, Budapest Bank, MKB).
Unregulated OTC trading is also available (in the form of direct block trading) and accounts for 86
percent of total trading volume. In fact, total turnover on the OTC was US$ 12.5 billion in 1995, six times
that of the Budapest Stock Exchange (and about 27.5 percent of GDP). Most of OTC trading, however, is
in government bonds and T-bills; equities make up less than 5 percent of OTC trading volume. Traders on
the off-exchange OTC are not required to report to the Commission. Amendments to the Securities Act,
expected to be passed by January 1997, will raise liquidity standards for brokers, create safe funds to
which brokers will be required to contribute a premium, and define brokers' activities more precisely.

Because the stock market activity on BSE is so thin, BSE is volatile. At the end of 1994, the six
most active stocks242 accounted for about 90 percent of exchange turnover. In May 1996, the seven most
active stocks accounted for 85 percent of equities turnover.243 Structural weaknesses include (i) the limited
number of shares; (ii) operational inefficiencies (delays in completing transactions, short trading hours,
loose regulation); (iii) weaknesses in settlement and clearing mechanisms;244 and (iv) tax discrimination
favoring debt at the expense of equities.245 However, BSE capitalization is expected to increase with the
privatization of blue chip infrastructure enterprises, and another 700 or so enterprises to be divested by
AVPRt by 1997. To facilitate this, officials intend to extend hours, automate the BSE, speed up
settlements, and introduce tax reforms.

Bond Markets

Money and capital markets reforms began in Hungary as early as 1983, when the governuent
allowed the reintroduction of corporate bonds.245 Since then, Hungary has been more effective at

241 Currently, banks can trade in securities which are not publicly issued and traded. They cannot do

a public offering or be underwriters for one, and can buy/sell publicly-listed papers only on their own
account.
242 Pick, Fotex, Zwack, Zalakeramia, Primagas, and Globus.
243 These were (in descending order of volume): Richter, BorsodChem, MOL, Inter-Europa Bank,

Danubius, Egis, and OTP. Total value traded in equities in May 1996 was HUF 39.6 billion (about USS
260 million). In terms of market capitalization, the six largest were: MOL, Richter, Egis, OTP,
BorsodChem, and Danubius, in total accounting for 75 percent of market capitalization at the end of May
1996.
244 Unlike other Central European countries, de-materialization in Hungary is still incomplete. 85
percent of the shares kept in KELER in 1995 were in paper form. Standard settlement period is T+5,
longer than the average for the region (T+3).
245 10 percent tax on dividends as opposed to a zero tax on the purchase of GoH securities.
2Z4 Issued initially by municipalities, cooperatives, and financial institutions, these bonds were

traded in a segmented market with separate rules for household and institutional investors. Issuing bonds
specifically designated for households, which were fully guaranteed by the state and tax-exempt, required
special permission from the Ministry of Finance. Secondary trade in bonds was allowed in 1984. In 1986,
the government reduced restrictions on household investments. Until 1988, demand for bonds was high
due to higher yields over bank deposits and the tax exemption. In 1988, bonds began to lose their appeal.
In addition to abolishing the division of the market between institutional and individual investors, the
government placed a 20 percent tax on interest and capital gains received by individuals and lifted the
state guarantee. The rise in the inflation rate and the introduction of other instruments, such as CD's and
Treasury bills in 1988, further diminished the demand for bonds. Recently, the tax break allowed for
dividends was granted to govermment bonds, which increased the attractiveness of the latter. Investments

123



developing its bond (debt) markets than its equities markets. Hungary's bond and Treasury bill market was
capitalized at about US$ 6 billion by end 1995, and reached USS 6.5 billion as of March 1996. Total debt
turnover on BSE was USS 1.2 billion in 1995. OTC trading accounted for another USS 12 billion in 1995,
with turnover values in government bonds and bills six to 12 times those on BSE. In 1995, corporate
bonds accounted for less than 1 percent of BSE bond capitalization and turnover, and 5 percent of OTC
bond turnover.247 Hence, the govermment dominates bond markets, largely due to the high fiscal deficits
and debt payments that need to be made, even though these trends have become more favorable since late
1995.24 Nevertheless, a deterioration in Hungary's macroeconomic fundamentals prompted a decline in
Hungry's international ratings in early 1995,249 and for the interim, it is expected that the government
bond market will continue to be active. This has contributed to the diversion of investment resources away
from the private sector, a trend that will continue until (i) debt and deficits are reduced; and (ii) the tax
regime is simplified and more level in terms of incentives for investment in equities and debt.m Recent
movement towards privatization and improved macroeconomic fundamentals suggest that Hungary is
likely to experience more equity market development in the coming years, while debt markets allocate
more financing to private enterprises.

Investment Funds

There are currently around 45 investment funds in Hungary, 35 of which are closed-end (mostly
three-year maturity) and 10 open-end.25' These funds are managed by around 17 management firMs,252
and have a current market value of HUF 100 billion (USS 700 million). Investment funds are limited to
holding a maximum of 5 percent in any one security. They can invest abroad with NBH permission,

in government bonds held for three years can now be offset against income tax for up to 30 percent of
annual income, an exemption previously reserved for shares.
247 Corporate bond issues have been limited to private placements. In 1993, there was only one
public issue of a corporate bond, and this was relatively small (HUF 160 million, or US $1.6 million).
Bonds and commercial paper are offered through an underwriting and selling group, usually organized by
one of the leading brokerage houses or commercial banks. Local subsidiaries of Levi Strauss, CSFB, and
McDonald's are among those which issued parent-guaranteed 4-year paper. The commercial paper market
has also been dominated by multinationals, such as Unilever, Samsung Electronics, CSFB, and Nestle.
However, these have also been small by global standards, totaling USS 91 million. Two companies have
issued "income bonds" that take advantage of tax exemptions that regular bonds do not feature. The one-
year issues make fixed-rate distributions, classified as dividends, from after-tax profits and retained
earnings and, unlike regular bond interest payments, incur no taxes for the investor.
248 This has been due to the high financing needs of GoH. To provide incentives to investors to
purchase GoH securities, the government provided two tax breaks: (i) up to 30 percent of income on GoH
bonds held for more than three years; and (ii) 10 percent tax on GoH paper, as opposed to 10-20 percent
taxes applied to equities.
249 While Hungary has a positive reputation for debt service in international capital markets, its
ratings were downgraded in February 1995 to BB+ with a "Negative" outlook (from "Stable") at Standard
and Poor's. Its ratings were upgraded from "Negative" to "Stable" outlook in February 1996 and has
remained so through June 1996. Hungary's Bal rating at Moody's has been constant in 1996 through June.
25 Some progress has been made in this direction. Recent amendments to tax legislation included a
measure to tax dividend income at 10 percent (as opposed to the previously variable rate of 10-20
percent), which should have the effect of equalizing the relative attractiveness of dividends and
goverrnent securities. The Ministry of Finance has also proposed (i) abolishing the 10 percent
withholding tax on dividends; and (ii) eliminating the three-year holding period to qualify for tax relief on
shares.

Closed-end funds are preferred because of tax incentives.
252 The fund management companies are: Allied Invest, Buda Portfolio, Budapest, City Plus,
Concorde, Creditanstalt Securities, Csiky, Dunainvest, Europol, GiroCredit, Investor-MKB, K&H, OTP,
Realszsistema, Takarek, Trust, and Quastor.
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although so far the NBH has not granted such permission. Funds invest 40 to 50 percent of their portfolios
in government securities. Non-residents can hold up to 40 percent of a fund.

Insurance Companies

Hungary was the first Central European country to reform its insurance system. The Reform Law
of 1986 broke the State Insurance Company's monopoly, allowed private entry, and divided the state
monopoly into two along the lines of their specializations: Allami Biztosito (life, housing) and Hungaria
Biztosito (non-life, international, motor). The two insurance companies were subsequently converted into
joint-stock companies and privatized in the early 1990s. Insurance companies are supervised by a
supervisozy body within the MoF (the State Insurance Inspectorate), established in 1986. In November
1995, a new law on insurance companies (Act XCVI) was passed, coming into effect in January 1996. The
law established initial capital requirements and separated life insurance from other types of insurance.23

Hungary's insurance market is the most competitive in the region among transition countries. In
1990, Allianz (Germany) took a 49 percent share in Hungaria Biztosito, while Aegon (Netherlands) took
75 percent of Allami Biztosito in 1992.254 By end 1995, Allianz owned 90 percent of Hungaria Biztosito,
and the APVRt was expected to sell the remaining 9.2 percent shares it held.753 In October 1995, Aegon
bought APVRt's 20 percent remaining shares in Allami Biztosito, marking the completion of the
privatization of the two large companies. Foreign companies have entered the market through joint
ventures with local firms or branches. Apart from Allianz and Aegon, foreign firms include ABB
(Belgium), Colonia (Germany), SIGNA (Germany), Generali (Italy), and GAN (France), Generali (Italy),
Erste Aligemeine and Wiener Allianz (Austria),25 American Insurance (US), and Nationale Nederlanden
(Netherlands).

The first private company to enter the insurance market was Atlasz Insurance Company (with
participation from the travel company Ibusz) in 1988. As of end 1995, there were 14 insurance companies
with more than 80 percent foreign capital (five of which are 100 percent foreign-owned) and two
companies with 100 percent domestic capital (Guarancia, 100 percent owned by OTP, and Export Credit
Insurance Company). GoH expects to further reduce its involvement in several smaller insurance
companies.257 At the beginning of 1996, OTP (itself partly privatized) announced a closed tender for 40
percent of Guarancia Insurance.258 With steady privatization in this field, it is likely that insurance
companies will eventually emerge as large institutional investors in Hungary.

253 Insurance activity can only be pursued by business associations, cooperatives, or joint-stock

companies. No new company may be established for the joint pursuit of life and non-life insurance
activities. Existing companies are required to separate their management of life and non-life insurance by
end 1996. The minimum initial capital required for each is HUF 1 million, HUF 50 million, and HUF 100
million, respectively. In addition, insurance companies must have compulsory reserve capital of HUF 250
million (life insurance), HUF 150-220 million (other branches such as motor or enterprise insurance), or
350 million (credit insurance). At least 80 percent of extra life insurance incomes must be returned to the
insured.
254 Aegon paid HUF 9 billion for a 75 percent stake, while GoH retained 20 percent and employees
received 5 percent.
255 HB itself held the remaining 0.8 percent.
256 EA Generali (Austria) has a joint venture (Providencia) with the local Postabank and the

Hungarian Post Office.
257 Gloria Biztosito sold 51 percent of the shares held by Ilmare Assicuarione SpA and state-owned

Mezobank to Swiss Life in late 1995.
258 1995 market share of Garancia was 5 percent. Among the bidders are CNP (France); Viktoria

(Germany), AB-Aegon (Netherlands), and UAP-Colonia (France, Germany).
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Pension Funds

In 1993, Hungary introduced a voluntary private pension system, supplementing the mandatory
state pension system. The Act on Voluntary Mutual Insurance Funds, passed in December 1993, allowed
for the creation of three types of funds: health care, death/redundancy, and pension. Most of the funds
started under this Act are pension funds. The funds are overseen by the Supervisory Funds Authority
(SFA), itself supervised by the MoF. By end 1995, there were 200 pension funds, with estimated invested
assets of HUF 6 billion (USS 43 million), and by May 1996, 230 funds, with assets of HUF 10 billion
(US$ 69 million). An estimated 35 of the pension funds (less than one fifth) are externally managed by
professional fund managers; about one-third are sponsored by companies, especially multinationals. Many
internally managed pension funds are set up by foreign financial institutions, such as Citibank,
Creditanstalt, and more recently, Hypo Bank. The largest pension fund was established by OTP and
partially privatized in 1995; it has a contribution rate of 12 percent.259

There are no minimum capital requirements to start a pension fund. Licensing requirements
include a 10-year financial plan, a budget, a minimum of 15 people, approval of the legal registration, and
approval by the SFA. The total registration process can take up to eight months. The Act sets strict
guidelines for investment of pension assets, requiring funds to divide their investments by risk-weighted
instruments. An estimated 95-100 percent of pension fund portfolios are invested in government
securities, which have the lowest risk weighting and offer high returns,260 while the required minimum to
be invested in government securities is 30 percent of the assets. In the case of sponsored funds, investment
in the fund's own company cannot exceed 10 percent of fund assets. Pension funds can invest in foreign
markets only with the approval of the NBH and provided that the contributions to the fund are
denominated in foreign currency, although in practice funds have been restricted to domestic investments.

Despite tax incentives set by GoH,26' the role of pension funds in Hungary remains limited
because (i) private pension funds are voluntary and effectively confined to the high and middle-income
workers;252 (ii) the supervisory agency is weak and lacks expertise;263 (iii) long-term investment
opportunities are scarce;254 and (iv) reform of the current state pension system to downsize the public
pension pillar has not yet taken place. As a step to such reform, the retirement age will be raised by end of
June 1996. A framework law on pensions, which will establish the private funded tier, is expected to be
submitted to the Parliament by November 1996. The law will establish three tiers of pension plans: (i)
state pension, which will transfer 20.5 percent of the wages to the State fund; (ii) the mandatory,
employer-provided defined contribution plans, corresponding to 10 percent of the wages; (iii) the
voluntary savings plans, which will continue to allow employees to save in the voluntary mutual benefit
funds.

259 By contrast, other funds had 6 percent or less contribution rates.
260 According to Creditanstalt Budapest estimates, 50 percent of assets were invested in T-bills, 50

percent in T-bonds, and less than 1 percent in equity in May 1996.
X The employee's contributions are included in the tax base, but 50 percent of the paid-in

contribution (up to HUF 100,000 a year) becomes a tax credit. The employer's contribution is treated as
an expense, so it is deducted from the taxable income base. Donations to a private pension fund are also
tax deductible; they are treated as charity donations.
2 Currently, the total social insurance tax on gross income is 54 percent: 30.5 percent of wages
paid to the state pension system (24.6 percent employer, 6 percent employee); 23.5 percent of wages
allocated for health, disability, unemployment funds (19.5 percent paid by employer, 4 percent by
employee). As a result of these high rates, there is high rate of tax evasion through unregistered
employment which compounds the fiscal side of the problem.
2 For example, fund managers are regulated by the Act with respect to their investments, but are
not supervised by the SFA and do not have to disclose annual reports.
264 Corporate bonds are limited, while most Treasury bonds have maturities of one to five years, with
very few reaching 20-years.
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Poland

Capital markets reform in Poland began in 1989 when the Ministry of Finance issued inflation-
indexed bonds convertible into shares of privatized companies. The legal framework for capital markets
was set in April 1991, when the Act on Public Trading in Securities and Trust Funds (the Securities Law)
established the Warsaw Stock Exchange and set the regulations regarding financial institutions and
investors. The law was designed to conform to EU standards. While some institutional weaknesses
remain, the capital markets are expected to experience growth in the coming years.20 This is prompted by
(i) high (6.5 percent) rates of real growth projected in the coming years; (ii) agreements on public debt,
which significantly reduced total debt to GDP in 1994-1995; (iii) accelerated (mass") privatization, and
the favorable impact this will have on stock market capitalization; and (iv) the introduction of over-the-
counter markets. Furthermore, Poland has developed a solid reputation for "back office" operations
(depository system, clearance and settlement, accounting, information disclosure, risk handling) and built
in prudent safeguards in the management and operations of the Warsaw Stock Exchange that should
provide adequate capacity for market growth.

Eguitv Markets

The legal framework for the capital markets was established in April 1991, when the Securities
Law founded (i) the Warsaw Stock Exchange, a self-regulated organization, owned 98 percent by the MoF
and 2 percent by 46 private shareholders; (ii) the Securities and Exchange Commission (SEC), endowed
with the task of supervision; (iii) the National Securities Depository, a self-regulated organization which
forms the basis of the dematerialized trading system and is now independent from the WSE;w6 and (iv)
regulations regarding financial institutions and investors. The SEC is elected by the MoF and NBP, and
supervises the securities market. Its tasks include (i) enforcement over brokerage houses, investment
managers, and individual brokers; and (ii) granting of licenses to trust and mutual funds, investment
brokers, investment managers, and brokerage houses. The MoF sets the accounting standards and rules,
while the SEC requires financial reports to be prepared based on US-styled Generally Accepted
Accounting Principles (GAAP).

The WSE was opened in July 1991, with market capitalization reaching USS 140 million by the
end of the year. By end 1995, 65 companies were listed, with market capitalization of about US$ 4.6
billion, or about 4 percent of GDP, low by international standards. By June 1996, equity market
capitalization had reached nearly USS 8 billion. Daily trading volume remains small by global standards
at USS 15-20 million. All equities (and smaller bonds) are traded through a fixed-price auction system,
modelled after the French par cassier and German Einheitskurs systems.m7 A single price emerges at the
end of each session as a result of the orders submitted. Shares trade on the main or parallel market,
depending on the size of the issue. In October 1995, new listing requirements were established.2 Mass

265 Ratings from credit rating agencies as of June 1996 reflect confidence in the near term in Poland,
and with it capital markets development: (i) Standard and Poor's: BBB- (upgraded from BB in April
1996); (u) Moody's: Baa3 (unchanged since it was first rated in June 1995); and (iii) IBCA: BB+.
26 All securities except for those issued by the GoP must be deposited with the National Depository
of Securities (NDS). NDS was made independent of WSE in November 1994.
267 Orders are matched to maximize turnover with the help of the computerized system, with
specialist brokers playing a key role in guaranteeing liquidity. A maximum of 10 percent of price
fluctuation (5 percent for bonds) is permitted between sessions. All transactions executed in the single
price auction system of the WSE are covered by the Guarantee Fund, which is managed by the National
Depository of Securities.
2U The requirements for listing on the main market include: (i) minimum share value of PLN 7
million (but not less than the equivalent of ECU 2 million); (ii) book value of company PLN 9 million
(ECU 3 million); (iii) minimum share capital of company PLN 4.5 million (ECU 1.5 million); (iv)
minimum of PLN 4 million (ECU 1.5 million), and at least 25 percent of the shares listed, distributed
among small shareholders (those with individually no more than 5 percent of total votes); (v) minimum
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Privatization certificates started trading on a new special floor of the WSE on July 15, 1996. 29 An OTC
market will be set up by September 1996. Initially, companies included in the Mass Privatization Program
will be listed on this market. In the long run, the market is targeted at small and medium-sized firms
which would not be able to meet the requirements of the mnain or parallel markets. The Warsaw Currency
Exchange also plans to start futures transactions in 1996.

The role of the WSE will increase as the shares of 512 firms start to trade.270 As in other Central
European countries, the stock exchange is thin in terms of volume and capitalization. The five largest
blocks of shares accounted for 36 percent of total main market capitalization in June 1996.271 The
majority of the participants in the WSE are small, individual investors, and 92 percent of the transactions
are for US$ 1,000 or less. In general, trading is based on short-term expectations, and until more shares
are available, the market will remain somewhat volatile. With mass privatization and increased foreign
investment, it is expected that WSE capacity will expand and reduce market volatility.

Bond Markets

In 1989, the Ministry of Finance issued bonds convertible into shares of privatized companies
and indexed to inflation in an early attempt to create financial instruments. The NBP introduced the first
short-term NBP bills in July 1990, which were purchased mainly by institutional investors. Commercial
paper programs folllowed in 1992.272

As of June 1996, only Treasury bonds were traded on the WSE. These bonds trade on the main
and the block markets of the WSE, as well as via off-session and inter-bank trades. Large transactions

500 shareholders holding the shares to be admitted; (vi) pre-tax profits for the past three years of at least
PLN 3 million (ECU 1 million); (vii) audited annual financial reports for the last three years. Respective
requirements for the parallel market are: (i) PLN 2 million (ECU 600,000); (ii) PLN 3 million (ECU 1
million); (iii) PLN 1.5 million (ECU 500,000); (iv) PLN 1.5 million (ECU 500,000) and 10 percent of
shares to be listed; (v) 300 shareholders; (vi) a pre-tax profit for the last year; (vii) audited annual
financial report for the last year. In addition, all companies admitted to public trading are subject to a
continuing obligation to provide quarterly reports, semi-annual and audited annual financial reports, as
well as monthly short reports on sales and earnings, and immediate notification to the SEC, WSE and the
Polish Press Agency in the case of price-sensitive developments.
269 On July 15, 1996, the first type of securities related to Mass Privatization Program were
introduced to trading on the WSE. The certificates are quoted daily on a new market floor--the NIF
market--and traded via the single-price auction system. On the first day of trading, 60,542 certificates
were traded at the single price of PLN 104, with total trading value of PLN 12.6 million (double-counted),
or about USS 6 million. The certificates will be introduced to continuous trading in August 1996.
270 According to the Ministry of Privatization, the aggregate net asset value of the 512 companies is
PLN 7.2 billion (based on unaudited 1994 balance sheets). As 60 percent of these assets are allocated to
the NIFs, around PLN 4.3 billion (US$ 1.6 billion) will be under NWF control. Taking into account
discounts to net asset value after trading begins, NlFs would add an estimated US$ 1.3 billion in market
capitalization to WSE, or about 16 percent of current market capitalization.
271 As of June 17, 1996. These were the shares of Bank Slaski, Bank Przemyslowo Handlowy,
Elektrim, Stomil Olsztyn and Bank Rozwoju Eksportu. In the case of ING's 25.9 percent purchase of
Bank Slaski, demand exceeded supply by nearly eight times. Bank Slaski attracted (old) Zl 8 trillion
(about USS 400 million) with an offering of (old) ZI 1.23 trillion (US$ 57 million).
272 The first commercial paper program was developed by the Polish Development Bank in 1992 for
Prochnik (clothing manufacturer), Tonsil (electronics) and Exbud (construction). These issues have been
followed by additional issues introduced by Citibank (US), the Polish Development Bank, and ING
(Netherlands), with rates as much as 7 percent below the lending rate and offered with less stringent
security requirements than bonds. The commercial paper market has increased in value from USS 1.5
million in 1992 to about USS 150 million in 1994. Investors are generally domestic financial institutions,
companies and individuals. Most issues are privately placed and not traded on the open market.
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(with the smallest unit of 100 bonds) trade on the continuous trading system of the block market. Smaller
transactions take place on the common market, where the same single-price trading system is used as is
for shares. Treasury bills are issued by the NBP and are traded on the inter-bank market, which is
managed by the NBP, via weekly auctions.273 As of July 1996, no corporate bonds have traded on the
WSE, and all issues have been in the form of private placements. Development of a corporate debt market
has been hindered because (i) long-term (more than one year) corporate debt has collateral requirements, a
20 percent tax on yields (versus GoP paper, which is tax-free), and fixed rates (which discourage investors
worried about inflation); and (ii) short-term corporate debt (less than one year) requires WSE listing, and
is subject to a stamp tax. Meanwhile, there is no withholding tax on Polish govermment securities. Income
from dividends from Polish companies and interest on loans are taxed at a fixed rate of 20 percent. A new
bond law was passed in June 1995 replacing an earlier 1988 law. The new law (i) allows secured and
unsecured bonds; (ii) expands categories of entities entitled to issue a bond (including local governments);
and (iii) recognizes obligations in monetary and nonmonetary form (including future profits and equity
conversion).

Investment Funds

To date, the financial sector has proven to be less stimulative of investment than in other Central
European countries. This is partly due to the limited number of institutional investors (insurance
companies, pension funds, mutual funds) which have emerged in Poland, including closed-end mutual
funds whose entry was deterred until 1995-1996 by restrictive legislation tying them exclusively to the
mass privatization program in the form of National Investment Funds.

The SEC regulates open-end trust or mutual funds, while closed-end funds are not yet
regulated.274 Two investment companies offer trust funds: Pioneer (Boston) and Korona (Polish-Austrian
joint-venture). The two manage a total of four trust funds, valued at USS 400 million.275 A third fund
(Fidelia) is already licensed, while several foreign companies are expected to launch investment funds in
the coming year.276 As Pioneer and Korona pay no dividends, investors realize gains when they redeem
their participation units. With no tax on capital gains, income from trust funds receives favorable tax
treatment.277 On the other hand, money invested in the trust funds is entered on a post-tax basis, and is
subject to inheritance tax.

Until 1995, there were no closed-end funds in Poland due to tax laws. Legislation concerning
closed-end funds is now being drafted. The only closed-end investment funds are the NIFs, created
through the mass privatization program in 1995.278 While the program allows NIFs to own up to 33

273 1995 market capitalization for Treasury bills was about USS 8 billion (7 percent of 1995 GDP).
274 Although NIFs are a special type of closed-end fund, the Act on NIFs does not define closed-end

funds and therefore leaves the regulation of such funds open.
275 Pioneer has a trust fund, a debt securities fund, and a retirement plan; while Korona has a
balanced trust fund. Created in July 1992, the Pioneer First Polish Trust Fund had mid-1995 assets of USS
334 million, 62 percent of which was invested in debt (Treasury bills and Treasury bonds), 37 percent in
Polish equities, and the rest in foreign equities. Owned by BGZ and Creditanstalt Securities (Austria),
Korona launched a trust fund in August 1995, which invests 60 percent in debt and 40 percent in equities.
276 PKO/Alliance Capital, PKO BP/Credit Suisse First Boston, Bank Gdanski, Bank Przemyslowo
Handlowy/ING Bank, Polish Development Bank/Kleinwort Benson, Franklin Templeton.
277 There are no capital gains taxes for physical persons. Companies pay 40 percent tax on the sale
of Treasury bonds and shares admitted for public trading, although in the case of foreign companies, these
are usually reduced/waived by tax treaties. Withholding tax rate on dividends is 20 percent. In early 1996,
MoF exempted offshore investment funds from capital gains taxes.
273 The NIF funds are similar to US closed-end mutual funds, and are governed by special
regulations set by the Ministry of Privatization (MoP). Managed by consortia of Polish and foreign
investment managers, each NIF is a shareholder in the 512 newly privatized companies. Each NIF is
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percent in a company (in contrast to 20 percent in the Czech and Slovenian schemes), the scope of the
program remains limited, as it is voluntary. Funds are thus estimated to gain control of less than 5 percent
of industry through the privatization scheme. Assets of the companies included in the program have an
estimated value of over USS 2.6 billion. With the introduction of mass privatization, high growth rates
projected for the coming years, and investment grade ratings announced in June 1995 by international
rating agencies, investment can be expected to increase. GoP commitment to accelerated privatization
would further stimulate needed investment. In addition, there are some closed-end funds which operate as
venture capital firms.279

Insurance Companies

Poland started to demonopolize its insurance sector in the late 1908s by allowing trade union
cooperatives to enter the market. Legislation on insurance passed in July 1990 lifted the state monopoly on
insurance, and placed the sector under regulation by the Ministry of Finance. By end 1991, the monopoly
insurance company Powszechny Zaklad Ubezpieczen (PZU) was split into two companies (life and non-
life).?' Each was converted into a joint-stock company owned by the Treasury.281 There were 40 licensed
companies by end 1995, of which eight were life insurance companies and the rest focused on the non-life
market.'22 Non-life insurance accounts for about 67 percent of the gross premium total of the market.
Protectionist practices or delays in fully opening up the industry to private and foreign competition
strengthened the positions of the leading companies.283 In an attempt to consolidate the smaller insurance
companies, MoF will be granting licenses to foreign companies on the condition that they invest in
existing private Polish insurers. PZU still controls 87 percent of the life insurance market and 58 percent
of the non-life market.284 Warta, the second largest insurer, has 17 percent of the non-life market, while
Commercial Union holds 7 percent of the life insurance market.285

Insurance companies' investments cannot exceed 30 percent of assets in real estate, 60 percent in
securities on WSE, and 50 percent in mortgages. Investment in assets abroad requires special

allocated shares in 30-odd companies with a range of ownership between 33 percent to 1.93 percent.
Eligible Polish citizens can purchase one privatization certificate per person for Zl 20 (US$ 8) between
November 22, 1995 and November 22, 1996. The certificates can be exchanged for a share in one of the
NIFs or sold. While the primary market is excluded for Polish citizens, foreign investors are allowed to
buy or sell in the secondary market.
279 These include Enterprise Investors, East Europe Development Fund, New Europe Investment
Fund, Poland Growth Fund, Poland Partners Managers Company, Central Europe Telecom Investment,
Pioneer Investment Poland, Poltrust SA, Renaissance Partners, Copernicus Capital Management,
Caresbac Poland SA, and Society for Social and Economic Investments.
280 PZU Zycie SA (life) and PZU SA (nonlife). As of end 1995, PZU Zycie had total assets of ZI
2.18 billion (USS 822 million), share capital of ZL 145 million (US$ 54.7 million), and accounted for 87
percent of the life insurance market (down from 95 percent in 1994). PZU (nonlife) had share capital of
Z1 13.7 million (US$ 5.2 million) and accounted for 58 percent of the non-life insurance market (down
from 61 percent in 1994).
281 Commercial Union and Amplico Life had 7 and 5 percent of the life insurance market,
respectively. Second largest non-life insurer Warta had net income of Zl 13.7 million (US$ 5.2 million),
share capital of ZI 34.6 million (US$ 13 million) and a market share of 17 percent (down from 19 percent
in 1994).
2 Life and property/casualty activities are separated, although cross-shareholdings are allowed.
283 Foreign branches not allowed to open until 1999, although joint ventures and wholly-owned
subsidiaries are allowed. Foreign companies' market share is only 1 percent in Poland.
234 Based on the share of gross premium total.
285 PZU and Warta have also extensive retail networks, hundreds of agents nationwide, and until

recently a virtual monopoly on professionally trained staff.
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permission.2" Any persons who acquire more than 10 percent of any insurance company are obliged to
inform the MoF. Acquisition of 25, 33, 50, 66, and 75 percent stakes are subject to the approval of MoF.
Shares held in any one company cannot exceed 10 percent of the value of the insurance company's
funding. The value of an insurance fund's total investment cannot exceed 30 percent of its capital for
listed shares and 15 percent for unlisted shares. Foreign companies can operate only through a joint-stock
company joint venture, wholly-owned, branches).297

The new insurance law passed in August 22, 1995 (effective October 22, 1995) shifted the task of
supervision from the MoF to a newly created, separate regulatory body (PUNO). Licenses to brokers and
agents are now given by PUNO, while those to insurance companies continue to be granted by the MoP.
PUNO monitors the insurance market via capital adequacy requirements, conducts examinations, imposes
sanctions, and recommends the revocation of licenses by the MoF. The two (compulsory and voluntary)
guarantee funds were also merged into one fund.2ag Premium rates for contributions to the fund are set by
the MoF.2 39

Present tax regulations make investment in insurance policies highly attractive both for the
individuals and companies. Insurance benefits are exempt from income as well as inheritance taxes.
Premiums paid on behalf of employees are tax-deductible for the company. Additionally, group life
insurance policies do not increase the wage basis for the contribution to ZUS, the state pension
organization. As a result, many employers prefer to purchase so-called "endowment policies", marketed
as a pension plan, in lieu of private pension programs.

Pension Funds

The first step to reforming the pension system was the Social Security Act of 1991, which
abolished the notion of entitlement and eliminated certain occupation-specific priviliges. Attempts to
reduce spending on the state pension system followed. However, the regulatory and legal environment for
private pension systems are not yet in place in Poland. The foremost obstacles to the emergence of private
pension funds are high mandatory state pension rates and the lack of tax incentives. Currently, investment
and life insurance companies offer savings plans which resemble private pension funds. These do not
qualify as private pension funds, because they are short-term savings instruments which can be withdrawn
on demand and pay benefits for occasions other than retirement.

The state pension organization, ZUS (Zaklad Ubezpieczen Spolecznych) operates at a deficit, 2

despite high premium rates and low benefits. Pensions and retirement payments to ZUS are 45 percent of
the taxable wage, while unemployment and disability make up another 3.3 percent, all of which are paid
by the employer. These high mandatory social security contributions leave little incentive for the
employers to enter supplementary private pension plans. In addition, alternative instruments are tax
exempt (such as life insurance policies291) and are therefore more attractive to an employer. In contrast,

2S PZU invests 78 percent of its assets in government bonds, 18 percent in bank deposits, and 4
percent in plant property equipment, shares of companies, and other deposits.

Examples ofjoint ventures with local companies include (i) Assurances Generale de France's 49
percent joint-venture with Solidarity; (ii) American Insurance Group's 55 percent stake in two joint
ventures, including Amplico, with PKO; and (iii) Colonia's (Germany) ownership of the travel policies of
Westa.
283 The Fund will reimburse for losses resulting from 100 percent of obligatory coverage and (for life
insurance) the lesser of 50 percent of the coverage or ECU 30,000.
299 The premiums are to be lowered from 1.9 percent to 1.5 percent in 1996.
290 Deficit for 1994 was 24.3 percent of total revenues, and was covered by state subsidies.
291 Insurance companies market certain group insurance policies as pension products. Such
programs allow the employers to exclude the premiums paid on behalf of their employees from the taxable
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the retirement plan offered by the investment fund Pioneer does not receive any tax exemptions and has a
limited scope so far.292 However, neither the investment fund plans nor the insurance policies provide the
opportunity for long-term investment because their beneficiaries can withdraw funds before retirement.

In addition to fiscal and financial incentives, the development of private pensions will require (i)
an increase in the supply of long-term savings instruments, such as Treasury bonds with 10- or 20-year
maturities; (ii) elimination of problems with property registries which currently make it difficult to invest
in real estate; and (iii) the establishment of an appropriate legal and regulatory framework for supervision
and regulation of the market. The GoP has recently decided to appoint a plenipotentiary minister for
pension reform. According to the current plans, the GoP will introduce a multi-pillar scheme, including
basic minimum government pension, a mandatory second pillar, and a voluntary third pillar. The second
tier will be fully funded through the transfer of state-owned assets into privately-rmn pension funds.

Slovenia

Slovene capital markets are generally small in value (US$ 755 million in total at end 1995) and
turnover (USS 517 million in 1995) as well as in percentage of GDP. However, Slovenia has high per
capita incomes, high levels of per capita investment, and a growing number of market participants. A new
Securities Market Act became effective in March 1994. Before that, two federal laws established the stock
exchange and capital markets. Despite sluggish capital markets to date, it is expected that these will
develop in the coming years.293

Eguity Markets

The Ljubljana Stock Exchange (LSE) was opened in December 1989 by 33 banks, although
effective trading did not start until March 1990. Since January 1993, trading has taken place daily.294 In
December 1995, LSE ended floor trading and moved to a completely electronic trading system on a daily
basis, with continuous pricing. There are three markets within LSE: the first and second tiers (A and B) of
the official market, and the unofficial or OTC market (C), which was created in 1995. OTC trading takes
place in the unofficial market. Listing in Tier A requires DM 15 million capital and four years of fully
audited reporting. Tier B requires DM 7.5 million, and two years of fully audited reporting. At end 1995,
there were 18 shares listed on the official tiers of the stock exchange (A and B) and 10 others in the
unofficial market. There are no listing requirements for the unofficial market, although trading in this
market is subject to the same electronic BIS system and settlement procedures as in A and B. As a result,
OTC trading is fully transparent, with data on prices, volume, and names of securities provided on a
timely basis. Market capitalization in equities reached USS 290 million (LSE only), or USS 449 million
(including OTC) by June 1996.295 In 1995, LSE started projects to establish derivatives trading, interbank
deposit and foreign exchange trading and dematerialization. By June 1996, dematerialization was
completed and the Central Securities Clearing Corporation (CSCC) started full operations.

ZUS wage base (therefore not adding to the ZUS payments) and are in addition deductible as a corporate
expense.
292 The Pioneer retirement plan, which is offered both to companies and individuals, are savings

plans invested in a mutual fund and are distributed by banks. Approximately 400 companies participate in
the retirement program. Unlike premiums paid to the life insurance policies marketed as "pension
policies", employer contributions on behalf of an employee raises the taxable wage base for ZUS, as well
as the employee's taxable income.
293 Having being rated for the first time in May 1996, Slovenia's rating from Moody's is A3 as of
June 1996.
29 In January 1993, trading was increased from two to five days a week. Until Decemnber 1995,
trading took place three times a week on the electronic remote trading system ('BIS" stock exchange
information system), and twice a week on the floor. On December 14, 1995, floor trading was abandoned
(due to the low level of trading on the days of floor trading) and trading became entirely electronic.
295 As of June 28, 1996.
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Supervison is conducted by the Securities Market Agency. A major obstacle to foreign investors
is the outdated foreign exchange legislation which does not provide for portfolio investment. Other
regulatory issues which need to be addressed are takeover rules and minority shareholders' rights.

Bond Markets

Between 1989 and 1993, bonds dominated LSE. After 1993, their share in turnover and market
capitalization began to fall, as investment in shares increased. At end 1995, there were 16 bonds listed on
LSE (A and B), of which 10 were corporate, two municipal and four government bonds. In addition, four
other short-term securities (government and BoS) and eight corporate bonds traded on the OTC market.
By June 1996, bond market capitalization was US$ 380 million (LSE only), or US$ 424 million (including
OTC).296 Government and municipal bonds accounted for 75 percent of bond market capitalization, or USS
337 million of a total US$ 449 million at end 1995. This compares with 92 percent, or USS 350 million of
a total USS 380 million at end 1994.

Investment Funds

There are about 40 investment funds in Slovenia, most of which are linked to banks and
insurance companies.297 Activities of investment funds are regulated by the Securities Market Act of 1994,
passed in January 1994, and the Privatization Law, passed in November 1992, which regulates the
privatization process. The privatization scheme started in summer 1994. Certificates distributed to the
public were used to bid for shares in IPO's, deposited in investment funds, or used in employee buyouts. A
company could choose the method of its privatization, provided that 40 percent of its shares were allocated
to government funds, half of which were reserved for investment funds.298 The remaining 60 percent were
left to the decisions of management and employees, who could choose between employee buyouts, public
share offerings, and share acquisition by privatization funds.299 Apart from the 20 percent allocated to
them, investment funds can collect more shares by bidding for the remaining shares in companies in
auctions. Unlike the Czech and Slovak Republics, therefore, a fund in Slovenia can in theory acquire up to
100 percent of a company.

However, the role of investment funds has been limited by various factors. First of all, investment
funds are generally not well capitalized, and they sometimes rely on barter (exchange of shares in their
portfolios) when increasing their share size in a company. There are also other de facto restictions. The
minimum capital of an investment fund has to be between SIT 100 million and SIT 10 billion, or between
US$ 730,000 and US$ 73 million. Since a fund cannot invest more than 10 percent of its own capital in a
company, any one investment is limited to SIT 1 billion (USS 7 million). As a result, their estimated
average share in privatized companies is not above 30 percent.

While investment funds are not directly listed on the LSE, some of the stocks they own are.
Despite the restrictions, investment funds' share of equities on the LSE doubled between 1992 and 1993,
and stood at 60 percent in 1994. The expected boost from mass privatization did not occur in 1995. The
first mass privatization share listing came from Kolinska (a food processing company) only in January
1996. Kolinska is listed in market B. Out of the 140-150 companies to be privatized through IPOs, so far

296 As of June 28, 1996.
297 Among the largest investment funds are: Atena (SKB), LB Maksima (Nova Lbdd), Macionalna

Financna Druzba (Abanka, Gorenjska, Dolenjska), KBM Infond (Komercialna Banka Maribor), Arcada
(independent), and two other funds (Aktiva, private trading companies).
29S Of the 40 percent allocated to government funds free of charge, 10 percent were to go to pension
funds; 10 percent to compensation and restitution; and 20 percent to the State Development Fund
(Skladza Razvoj), which was to hold auctions to sell its shares to the funds. The first of these auctions was
held in December 1994. Shares of privatized companies began to be listed on the LSE in 1995.
299 Most of the privatizations of small and medium-sized companies have led to internal buyouts at
the legally specified 50 percent discount.
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eight to ten are trading in the unofficial market (because they do not meet the reporting criteria of the first
two tiers). These shares, together with Kolinska, constituted the most liquid and traded shares in LSE in
the first half of 1996. Others are expected to enter the Exchange in 1996-1997.

Insurance Companies

The sector has 10 insurance companies, most of them under State control and only partially
privatized. The largest are Triglav (with about 60 percent market share), Maribor, Adriatic, Slovenika,
and Merkur (a subsidiary of Merkur Versicherung of Austria). A new insurance law, based on German
and Austrian models, came into effect in October 1995. Minimum capital of ECU 800,000 is required.
There is no branch separation of life and non-life insurance, although separate accounting is required. A
law which will allow full privatization of the sector was submitted to the Parliament in 1996, and is
expected to be passed in 1997.

Pension Funds

There are currently no private pension funds in Slovenia. The 100-percent state-owned pension
agency provides all pension service, which is on a pay-as-you-go basis. As a first step to establish a
private funded pension tier, the GoS has started preparation of a study, the "White Book," which will be
completed by faU 1996 and is expected to pave the way for a pension reform law by spring 1997.
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VL Financial Sector Integration: Central Europe and the European Union

Introduction

Financial integration into the European Union means an integrated market for banking,
insurance and securities. Any firm will be able to place securities on any stock exchange in the EU, while
any individual and firm will be able to acquire those securities. In addition, any bank or insurance
company will be able to offer its products directly into any EU market without having to formally set up a
business there. To achieve this goal, three conditions are essential: (i) full freedom to establish
operations and trade in financial services; this requires the harmonization of essential standards for
prudential supervision of financial institutions, and for the protection of investors, depositors and
consumers; (ii) mutual recognition of the competence of the supervisory bodies and standards of each
member state; and (iii) based on the first two, home country control and supervision of financial
institutions which wish to operate in another member state (European Commission, 1994). The Central
European countries have made progress in this direction, although more needs to be done to develop
supervisory institutions, personnel, and overall capacity.

As elsewhere in the world, the banking market in Europe is subject to intensifying competition
and globalization. Competition between commercial banks and financial institutions has increased, and
this will continue as the market for financial services expands. In addition to worldwide legal and
regulatory changes, progress is also accelerating due to the revolution in telecommunications and
information systems which is prompting an enormous expansion in capacity and linkages around the
globe. This more competitive environment has encouraged banks and other financial institutions of all
kinds to broaden and improve the quality of their services and strengthen their customer bases. On this
count, the Central European banks generally lag their EU counterparts.

In EU countries, increased competition over time will result in price declines of financial
products, the introduction of new banking products, increased merger activity, and radical changes in
organizational structure. All of these developments have implications for the kind of banking, insurance
and capital markets structures that prevail, and the kind of management and governance required for safe,
sound and internationally competitive banking and financial services. The recent acquisition by large
German commercial banks of London-based British merchant banks and securities houses is indicative of
the kind of movement that can be expected to intensify in the coming years. This, in turn, has significant
implications for the kind of banking and financial systems and capital markets that prevail (Anglo-Saxon
vs. universal), including accounting standards and disclosure requirements which exceed traditional levels
of transparency in most banking systems on the European continent. In Central Europe, even some of the
basic hurdles involving privatization, corporate governance, regulatory frameworks, information systems,
credit risk evaluation criteria, and private securities markets have yet to be mastered. Thus, while the
Central European countries have made significant progress in recent years, their ability to accede to the
EU is made all the more challenging by the ongoing elevation of competitiveness standards in EU and
international markets.

Deregulation in the EU financial sector refers to the liberalization of financial markets to open
up and compete more freely. Establishing the guidelines for a single license across the EU is an example
of such deregulation. At the same time, supervision and prudential regulations in the banling and
insurance sectors are by necessity becoming more formalized. Multinational directives on Solvency Ratios,
Own Funds and Capital Adequacy are examples of standardized regulatory requirements that will be
needed for effective supervision and financial sector stability. Central European banking systems have
clearly moved in this direction, adapting regulations and accounting treatments to international standards.
The insurance sector in these countries has also shown movement in this direction, although oligopolistic
tendencies still prevail in some countries. The challenge at this point is more institutional than legal, with
enhanced financial sector supervision and market capacity needed to identify threats to solvency and
liquidity early enough to contain systemic risk.
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Joining the EU integrated financial market means more competition and changing domestic rules
for Central European countries. EU financial institutions that have been granted a license at home to
conduct business will automatically be allowed to set up branches and to provide services directly to/in any
member state of the EU without prior applications being made to or approved by the host country.
Because these financial institutions will be subject to home-country control wherever they do their
business, supervisors will have to know that minimum agreed standards are being applied by their fellow
supervisors in other member states. For this reason, it is of paramount importance for Central European
countries to understand the implications of financial sector liberalization and integration to be able to
prepare for and adapt to the changing environment. Financial sector liberalization and integration not
only imply adopting EU minimum rules and regulations, but more importantly, intensifying competition
and structural changes in the financial sector. Most of the focus to date has been on the banking sector,
although similar trends can be seen in the insurance sector and in development of capital markets.
Increased competition may force inefficient or badly managed banks into technical insolvency due to their
inability to render the same level of product or service quality as found with the competition. This has
already happened with several small banks, although large banks in all Central European countries have
been protected. While this practice has been observed around the world, public sector resources to
recapitalize banks are finite, as recently found in Hungary. Nonperforming loans continue to burden large
state banks' portfolios even after major recapitalizations. These high levels of nonperforming loans make
it difficult for large SOCBs to recapitalize from earnings. Small Czech banks have been merged and
liquidated, reflecting weaknesses on their part, and large Czech banks are now under pressure from
foreign competitors. In Hungary, prime-rated banks are the most profitable, and fiscal pressures and the
failure of four recapitalizations of state banks suggest that Hungary's private banks are likely to play a
greater role in the years to come. In the end, competition will provide the growing private sector with a
broader range of financial services and more efficient intermediation. Nevertheless, all countries will also
need to recognize that level playing fields (standardized rules) will be prerequisites for successful
competition, and this will include the closure of uncompetitive institutions to allow the better managed,
more solvent and more liquid institutions to compete.

One major reform which must occur in the coming years for Central European countries to
successfully integrate into the EU market is the free movement of capital. This is indispensable, as
banking, insurance and investment cannot be freely provided across borders if access to foreign exchange
is restricted.300 The Capital Liberalization Directive (Council Directive 88/361/EEC of June 24, 1988)3°1
is an important step removing all exchange controls in the EU. The Directive calls for removing controls
on all capital flows within the EU, and for the most part, on capital flows between an EU member and any
third country. For most EU members, this Directive was implemented from July 1, 1990. Exemptions
were granted for Spain and Ireland until the end of 1992, and Portugal and Greece until 1995. In Central
Europe, relatively free capital movements are found in Slovenia, and there has been gradual liberalization
in the Czech and Slovak Republics, Hungary and Poland.

The Central European countries have liberalized exchange controls on their current account
transactions,34m but they still maintain some exchange controls for capital account transactions.303 Along

300 Before the 1980s, there were no systematic attempts to reduce trade barriers in the financial
sector in the EU, although services had been addressed in the Rome Treaty. Moreover, trade in services
had not been covered in multinational negotiations under the GATT until the Uruguay Round.
301 The rules on capital movements laid down by this directive were replaced from January 1, 1994
by new rules contained in the Maastricht Treaty.
302 Current account convertibility according to IMF criteria (Article 8) have been complied with in
all countries except the Slovak Republic, as follows: (i) Poland since June 1995; (ii) Slovenia since
September 1995; (iii) Czech and Slovak Republics since October 1995; and (iv) Hungary since March
1996.
303 Slovenia is the most liberalized with regard to current account movements. Hungary has
complied with OECD criteria since July 1996 by allowing residents to invest in any type of foreign
securities and stock exchanges they choose (capital outflows), and by increasing the liberalization the
capital inflows by permitting foreigners to invest in government securities. The Czech Republic has
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with continued progress towards open and competitive financial narkets and strengthened enforcement of
regulatory frameworks, the first step which Central European countries should take towards financial
integration with the EU is to remove all exchange controls on capital movements. This free movement of
capital should be applied not only to the capital flows between the Central European countries and EU
members, but also among the Central European countries themselves as well as towards third countries.
The Europe Agreements are only guaranteed free of restrictions on current account transactions. As far as
the capital movement between the EU and each of the Central European countries is concerned, the
Central European countries are allowed to keep their existing restrictions for a five-year transitional
period, but not to introduce new restrictions. During the second stage of the transitional period, the
Central European countries will be required to adopt EU rules on the free movement of capital.3

A Review of EU Directives

EU Directives in the Banking Sector

With respect to where the Central European countries stand in the context of financial sector
integration with the EU, the banking supervision framework and minimum EU requirements for the
internal market must be taken into account. EU banks are subject to a wide range of directives covering
most aspects of their existing business. The first banking directive- First Council Directive 77/780/EEC
of December 12, 1977- lays down common standards for the granting of banking licenses and introduces
the basic principle of cooperation between the supervisory authorities of different member states. This was
followed in June 1983 by Council Directive 83/350/EEC-- the Consolidation Supervision Directive-
which required that credit institutions be supervised on a consolidated basis. Any credit institution owning
25 percent or more of the capital of another financial institution was to be supervised by the authorities in
the owning institution's home state. Council Directive 86/635/EEC of December 8, 1986- The Bank
Account Directive- harmonized the format and content of the annual accounts of all financial institutions
wiithin the Union.305 To improve the efficiency of supervisory authorities across the EU, the Council also
issued a directive on disclosure requirements of foreign branches (Council Directive 89/117/EEC of
February 13, 1989). All these directives were intended to accelerate the process of harmonizing
regulations within the EU.

Integration of the financial sector calls for free movement of capital, and free establishment
across the EU. The Second Council Directive, 89/646/EEC of December 15, 1989, aimed to achieve (i)
the essential harmonization needed to secure the mutual recognition of supervisory authorities and of
prudential regulatory systems; (ii) a single license recognized throughout the EU; and (iii) application of
the principle of home-country control. This second banking directive, effective from January 1, 1993, is
one of the two foundations of the single market in banking; the Capital Liberalization Directive is the
other one. The main contents of the Second Council Directive, or second banking directive, are
summarized as follows:

liberalized capital inflows, and outflows from trade-related credit and real estate transactions. However,
restrictions are still in place on capital outflows for residents who wish to purchase foreign shares and
deposit money in foreign bank accounts. In Poland, most capital account items had been liberalized in
preparation for OECD membership in July 1996. This includes land purchases by foreigners, as well
foreign investments mnade by Poles in other countries/markets. Poland expects to comply fully with OECD
guidelines. In the Slovak Republic, gradual liberalization of the capital account has occurred. FDI and
loans from abroad are permitted, and Slovak entities can lend abroad and purchase real estate in foreign
countries. However, foreign entities are not permitted to purchase real estate in the Slovak Republic, nor
are Slovak nationals permitted to open investment accounts abroad.
NM The Europe Agreements between the EU and Poland and between the EU and Hungary were
ratified by each member state and entered into force in 1994. EU Agreements with the Czech and Slovak
Republics and Slovenia were ratified in 1995.
305 Banks were required to apply this directive at the latest on January 1, 1993. However, Germany,
the Netherlands, Portugal and the UK introduced derogating rules.
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* Minimum Capital Requirements for Establishment: New banks are required to have a minimum
capital base of ECU 5 milion (about USS 6 million); other credit institutions, such as
cooperatives and building societies, require minimum capital of ECU 1 million.

* Single Banking License: Any credit institution authorized in one member country can establish
branches and provide services anywhere in the EU without requiring authorization from the host
member state or the need for separate endowment capital.

* Home-country Control: A credit institution is authorized by its home-country to provide banking
services in any member state through branches or by providing services without a branch.306

The related concept to home-country control is "mutual recognition", which means that the
supervisory authorities in one country will recognize the prudential equivalence of other bank supervisors.
The home country has responsibility for overall solvency, while the host country supervises the liquidity of
branches on its territory. Authorization is a matter for the home country. The application and
enforcement of prudential regulations, such as those relating to capital adequacy, are designed to ensure
the solvency of the whole bank (including the branches in other member states) against the risk of
counterpart default subject to home-country control. Mutual recognition has also been extended to the
business conducted by financial companies that are part of the larger banking group. This provides
opportunity for universal banking, yet properly supervises such universal banks by including non-core
banking activities which could affect bank solvency and liquidity (Article 18 of the Banking Directive).307

Key principles of mutual recognition include:

* Harmonization of the Conditions for Pursuing Banking Activities:3'' This requires maintenance
of initial capital, control of the qualifying holdings, the existence of sound administrative and
accounting procedures, and adequate internal control mechanisms.

* Investments: Maximum shareholdings in a single non-financial firm are permitted up to 15
percent, and investments can be up to 60 percent of a bank's own funds. Beyond these limits,
shareholdings are allowed by member states, but must be covered 100 percent with a bank's own
funds, and the latter should not be included in the calculation of the solvency ratio. Existing
credit institutions with holdings exceeding the limits on January 1, 1993 (implementation date)
had 10 years from that date in which to reduce those holdings.

30- Home-country control also applies to other non-banking financial institutions which satisfy the
following conditions: (i) they must be at least 90 percent owned by one or more credit institutions
authorized in the same member state, and must be subject to consolidated supervision; and (ii) the
commitments must be jointly guaranteed by the owners.
30 However, this recognition is subordinated to certain conditions, such as (i) the controlling bank
or banks must hold 90 percent of the voting rights by means of stocks and shares held in the finance
agency; (ii) the controlling bank or banks must satisfy the authorities that the management of the finance
agency is prudent, and declare themselves guarantors in co-surety of the obligations undertaken by the
said finance agency; and (iii) the finance agency is included in the consolidated supervision to which the
controlling bank is subject, specifically for the calculation of solvency ratios and for the control of large
loans.
308 The banking activities defined in the second banking directive include (i) the acceptance of
deposits and other repayable funds for lending; (ii) financial leasing; (iii) money-transmission services;
(iv) issuing and administering means of payments (e.g., credit cards); (v) guarantees and commitments;
(vi) trading for one's own account or for a customer's account; (vii) participation in securities issues; (viii)
provision of advice on capital structure, industrial strategy, mergers and acquisitions; (ix) money
brokering; (x) portfolio management; (xi) safekeeping and the administration of securities; (xii) credit
reference services; and (xiii) safe-custody services. In support of universal notions of banldng, the second
banking directive permits banks to engage in investment activities. These investment activities include
portfolio management, underwriting services, brokerage and professional investment advice. However,
equity acquisition in the non-financial sector is restricted.
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Reciprocitv Clause. and Relations with Third Countries: The commission is authorized to have
some influence on institutions from third countries. Third countries should grant EU credit
institutions effective market access comparable to that granted by the EU to those from third
countries. Another important element in this directive is the national treatment to EU credit
institutions by the third country.

The second banking directive is supported by the Own Funds Directive and Solvency Ratios
Directive. Own funds can serve to absorb losses which are not matched by a sufficient volume of profits.
They also serve as an important yardstick for the assessment of the solvency of credit institutions and for
other prudential purposes. The Own Funds Directive, issued in 1989 and amended in 1991 and 1992, set
up common standards pertaining to own funds, and the criteria for determining the composition of own
funds. However, each member state remains free to apply stricter rules than the common ones.3? The
Solvency Ratios Directive (Council Directive 89/647/EEC of December 18, 1989) aims to harmonize
prudential regulations and strengthen solvency standards to help maintain banking stability. The solvency
ratio accounts for the proportion of own funds in total assets (risk-adjusted value) and off-balance sheet
business. Credit institutions are required to maintain a minimum risk-adjusted ratio of 8 percent at all
times. Member states are allowed to set higher ratios. If a credit institution's ratio falls below 8 percent
(or below the higher national requirement), the appropriate supervisory authorities must ensure that the
situation is restored.

As credit institutions in a unified banking market compete directly with each other, some
legislation needs to be designed to ensure the quality of competition between credit institutions within the
EU market. Monitoring and controlling large exposures of a credit institution is an integral part of
prudential supervision. Excessive concentration of exposure to a single client or a group of connected
clients may result in unacceptable risks and may cause bank insolvencies. Council Directive 92/121/EEC
of December 21, 1992 (entered into force on January 1, 1994) is the directive for monitoring large
exposures. This directive lays down the criteria throughout the EU for detennining the concentration of
exposures. These limits are as follows:

e LLarge Exposure: A large exposure to a client or group of connected clients is defined as one
whose value is equal to or exceeds 10 percent of the lending institution's own funds.

Connected Lending Exposure: A credit institution may not incur an exposure to a client or a
group of connected clients where its value exceeds 25 percent of own funds. This limit is 20
percent in the case of exposures incurred to the parent undertaking of the lending institution and
subsidiaries of that parent undertaking.

Aggregate Large Exposure: A credit institution may not incur large exposures which, in the
aggregate, exceed 800 percent of own funds.310

309 Council Directive of 89/29/EEC of April 17, 1989 on the "own funds" of credit institutions.
Own funds consist of original own funds and additional own funds. The original own funds, also called
core capital, consist of the highest quality items: capital, disclosed reserves, and funds for general banking
risks. Additional own funds, also called supplementary capital, consists of revaluation reserves, securities
of indeterminate duration, hidden reserves, commitments of members of cooperative societies, and
subordinated loans. Since the nature of the items constituting additional own funds is not the same as
those constituting original own funds, the Directive very explicitly limits the former included in own
funds. The amount of the additional own funds must not exceed the original own funds. In addition,
certain items such as commitments of members of cooperative societies and subordinated loan capital
which are included in additional own funds may not exceed 50 percent of original own funds.
310 If member states impose more stringent measures than the limits mentioned above, they can
derogate this Directive.
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This directive ensures that the limit of large exposures (risk concentration) undertaken by credit
institutions is legally binding at the EU level. Credit institutions are required to take necessary measures
to bring down exposures in question to levels laid down by this directive by December 31, 2001 at the
latest. The authorities must inform the Commission and the Banking Advisory Committee for the general
process adopted.

With regard to deposit protection, all EU credit institutions are legally required to join in a
deposit guarantee scheme. The deposit guarantee directive ensures a harmonized minimum level of
deposit protection wherever deposits are located in the EU. This directive explicitly states that the level
and scope of coverage offered by guarantee schemes should not become an instrument for competition.
The maximum deposit guarantee for each depositor is ECU 20,000 (about USS 25,000, or about one year's
EU per capita income).

In industrial countries, cross relationships in both directions between banks and industries are not
forbidden. However, maximum limits are ordinarily set, especially to avoid majority holdings which
could lead to serious conflicts of interest and undermine the safety and soundness of the banking system.
The Second Banking Directive allows banks to engage in securities transactions and investment activities,
in addition to traditional core banking activities throughout the EU. The Capital Adequacy Directive
(Council Directive 93/6/EEC of March 15, 1993) enables supervisors to lay down capital requirements for
banks, as well as nonbank investment firms. These capital requirements are designed to ensure the
solvency of the whole bank, including branches in other member states, against the risk of counterpart
default. This directive aims to harmonize capital adequacy requirements for the securities business in the
same way that the Solvency Ratio Directive together with the Own Funds Directive provides a common
regulatory framework for banking. The Second Banking Directive allows for banks' involvement in non-
financial businesses, albeit subject to constraints which refer to bank capital.

EU Directives in the Insurance Sector

There have been fewer directives in the insurance sector than in the banking sector, although
they follow the same principles of free trade and investment, mutual recognition, and home country
control. The main differentiation is between life and non-life insurance.

Life Insurance

Four directives have been issued for the life insurance sector. Key directives include Council
Directive 79/267/EEC (March 5, 1979) and 92/96/EEC (November 10, 1992). The 1979 Directive
provided the basis for EU life insurance, while subsequent directives have served as amendments to this
directive. The 1979 Directive defined classes of life insurance and investment vehicles, authorized the
separation of management and accounting of life and non-life activities, and provided guidelines for
solvency margins and the establishment of a guarantee fund.

* Categories of Life Insurance and Authorized Investment Vehicles: The classes of life insurance
requiring separate authorization are (i) life, annuities, and personal injury insurance; (iu)
marriage and birth insurance; (iii) life and annuities connected with investment funds; (iv)
pernanent health insurance; (v) savings associations; (vi) capital redemption operations; and
(vii) management of pension funds.

* Sevaration of Life from Non-Life Activities: No underwriting company may pursue non-life and
life insurance activities simultaneously. Where financial, commercial, or administrative links
exist between two undertakings (companies) engaged in life and non-life insurance, separate
accounts must be maintained for each activity. Existing companies which pursue life and non-life
insurance businesses may continue to do so provided that these are pursued by "separate
management" (profits of activities separate from each other; minimum financial obligations are
separately maintained).
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* Solvency and Guarantee Funds: Articles 18 and 19 establish a minimum solvency margin which
is imposed by the supervisory authority in each member state where the company's headquarters
is located. The margin is defined as a function of mathematical reserves, capital, and the class of
insurance activity pursued. Article 20 establishes the guarantee fund, which is equal to one third
of the minimum solvency margin, and has to be at least ECU 800,000.

The 1979 Directive has been amended only three times. The most important amendment was
added in 1992 (92/96/EEC) establishing the single license and home country rule, as well harmonizing
regulatory issues such as large shareholding disclosure requirements (upon reaching thresholds of 20, 33,
and 50 percent of the insurance company) and technical reserves.

Non-Life Insurance

While nine directives have been issued for the non-life insurance sector as compared with four in
the life sector, the focus of the directives has been similar: solvency, supervision, and information
disclosure on ownership. Key directives include Council Directive 73/239/EEC (July 24, 1973),
88/357/EEC (June 22, 1988), 92/49/EEC (June 18, 1992), and 95/26/EC (June 29, 1995).

* Solvency and Guarantee Funds: The First Council Directive in 1973 focused on solvency and the
guarantee fund. Article 16 defines the solvency margin (the higher of two sums, which are based
on premiums and on claims). Article 17 defines the guarantee fund as one third of the solvency
margin, not to be less than ECU 400,000/300,000/200,000, depending on the class of insurance
activity pursued.

* Sunervision: The Second Council Directive of 1988 clarifies the powers and means of supervision
and provides specific rules. This was strengthened in 1995 by the European Parliament and
Council Directive of June 29, 1995.

* Notification: The Third Council Directive of 1992 (Article 15) establishes the requirement of
notification to the authorities in the case of a legal or natural person acquiring/disposing of
capital or voting rights in an insurance company such that their share rises above/falls below the
levels of 20, 33, and 50 percent of the company. Article 17 defines adequate technical provisions
to be established by insurance companies.

EU Directives in the Equities and Debt Securities Sector

The EU has come up with nine key directives (with additional amendments) since 1977, with
most of the guidelines for capital market operations established by 1989. The first legislation (77/534/EEC
Commission Recommendation of July 25, 1977) was a recommendation and therefore non-binding on EU
members. Subsequently, the first directive (79/279/EEC Council Directive of March 5, 1979) established
binding legislation for capital markets (e.g., conditions for issuing and listing debt and equity securities on
exchanges). Subsequent directives have refined listing requirements, information disclosure requirements,
supervision, the activities of investment funds, transferability of securities, notification requirements, and
related issues central to capital markets operations and development. Of these, the most significant two-
the Investment Services Directive and the Directive on Capital Adequacy of Investment Firms and Credit
Institutions--were not passed until 1993.

The purpose of the first legislation (77/534/EEC Commission Recommendation of July 25, 1977)
was to establish general and supplementary principles to harmonize individual securities markets in the
EU. The Recommendation stressed the observation of certain basic principles, including: (i) fair, accurate,
and timely information to be made available to the public; (ii) the equality of treatment with respect to
investors and markets; and (iii) the duties of company managers and owners and financial intermediaries
with regard to these principles. Reflecting these principles and the need for transparency, the
Recommendation also sought to define or establish basic guidelines regarding (i) fraudulent means of
affecting the prices of securities; (ii) secrecy with regard to information not yet made public; and (iii)
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information to be made public by companies whose shares are listed (reporting every six months), and
their duty to make price-sensitive information public as soon as possible. The Recommendation also
sought to protect minority shareholders by giving them the opportunity to dispose of their shares on
identical conditions in the event of a takeover.

The Council followed up with a binding directive (79/279/EEC Council Directive of March 5,
1979) which specified several conditions for listing securities on exchanges. These mainly stressed the
qualifications and obligations of companies to their shareholders/bondholders, and to ensuring that
markets remain informed. Specified conditions were:

* Conditions for the Admission of Shares to Official Listing on a Stock Exchange: The minimum
size of the company has to be ECU 1 million. The company also needs to have audited financial
reports for a minimum of three years. In addition, a minimum 25 percent of subscribed capital
has to be offered to the public.

* Conditions for the Admission of Debt Securities: The minimum amount of any listed debt
security is ECU 200,000.

* Obligations of Companies Whose Equity Shares and Debt Securities are Admitted to Official
Listing: These include (i) applying for the admission of any new public issues of shares of the
same class; (ii) designating a financial institution as agent through which shareholders can
exercise their financial rights; (iii) informing authorities before changing statutes; (iv) making
publicly available annual accounts/reports, and any information on developments that might
affect prices or changes in the rights of shareholders or company capital structure; and (v)
providing equal information to each exchange in which its shares might be listed.

This directive was reinforced in 1980 (80/390/EEC Council Directive of March 17, 1980) and
with subsequent amendments (90/211/EEC Council Directive of April 23, 1990 and 94/018/EEC of May
30, 1994). These directives and amendments focused on information disclosure and mutual recognition.

* Enhanced Information: 80/390/EEC established the requirements for the admission of securities
to official listing on a stock exchange. Such listing was made conditional on the publication of
an information sheet ("listing particulars"), which is to include the last three years' audited
financial statements.

* Mutual Recognition: 90/211/EEC established the mutual recognition by other member states of a
public offer prospectus approved in one member state in the preceding three months. 94/018/EEC
facilitated the listing of a security in a member state if it was already listed in another by making
it possible to exempt the issuer from the obligation to publish a listing particular.

These principles, along with the need for strengthened supervision, were the basis for 82/121/EEC
Council Directive of February 15, 1982. This directive specified (i) the information to be published on a
regular basis by a company whose shares were admitted to official listing (which include semi-annual
financial reports); (ii) the powers of the supervisory authorities in carrying out their tasks; and (iii) the
means of cooperation between member states (which include accepting wherever possible a single version
of the report disseminated by the company).

As the capital markets developed throughout the EU and new investment companies (known as
mutual funds, unit trusts, unit investment trusts, etc.) began to play an increasingly prominent role in the
mobilization and management of investment resources, the EU adopted 85/61 1/EEC Council Directive of
December 20, 1985 (later amended by 88/220/EEC Council Directive of March 22, 1988). This Directive
established basic rules for the authorization, supervision, structure and activities of undertakings
(investment companies) for collective investment in transferable securities (UCITs") carried out by
investment companies, excluding closed-end types. Accordingly, a unit trust or an investment company
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was required to entrust its assets to a depository for safekeeping. Restrictions on investment by a unit
trust/investment company include the following:

* It can invest in transferable securities which are admitted to official listing, traded in another
regulated market, listed or traded in a non-member state's exchange/regulated market if
approved by the authorities, or a recently issued security if this is admitted to listing within one
year of issue.

* It can invest no more than 10 percent of its assets in transferable securities (in shares, debt, or the
sum of the two) other than those specified above.

* It can not invest in precious metals.

* It can not invest more than 5 percent of its assets in transferable securities issued by the same
body. Exemptions are: (i) this limit can be raised to 10 percent provided the total of such
investments exceeding 5 percent of its assets is not greater than 40 percent of its assets; (ii) the
limit can be raised to 35 percent if the securities are issued/guaranteed by a member state/its local
authorities/those of a non-member state/a public international body of which one or more
members are member states; (iii) it can invest up to 100 percent of its assets in different issues by
the same issuer mentioned in (ii) as long as it holds investments in at least six different issues,
and has obtained authorization from the appropriate supervisory body to invest more than 35
percent in the mentioned issuer and had indicated this intention in its statutes and prospectus;
(iv) as added by amendment 88/220/EEC Council Directive of March 22, 1988, the limit may
also be raised to 25 percent in the case of bonds issued by a credit institution registered in a
member state, provided that the total of such investments, each of which exceeds 5 percent, does
not exceed 80 percent of assets.

i It can invest no more than 5 percent of assets in another UCIT. However, it may invest in another
UCIT linked with itself only upon authorization (to be granted if a geographic/economic
specialization exists).

e An investment company or management company acting in connection with all of its unit trusts
which it manages may not acquire any shares with voting rights which would allow it to exercise
significant influence over the management of an issuing body.

* A UCIT may acquire a maximum of 10 percent of nonvoting shares of any issuing body, 10
percent of the debt security issued by any single issuing body, and/or 10 percent of the units of
any single UCIT. These limits can be waived if the issuer is a member state or non-member state
government or local authority.

The 88/627/EEC Council Directive of April 17, 1989 established the requirement of notification
within seven days to the authorities when a natural/legal person acquires/disposes of shares in a listed
company such that their resulting ownership crosses the thresholds of 10 percent, 20 percent, 33 percent,
50 percent, and 67 percent of the company. A member state can substitute the single threshold of 25
percent for 20 percent and 33 percent and 75 percent for 67 percent. Also, the public must be informed of
any legal/natural person who holds 10 percent or more of the voting rights of a company. Subsequent
directives have dealt with prospectuses (89/298/EEC Council Directive of April 17, 1989), and insider
dealing (89/592/EEC Council Directive of November 13, 1989).

The most significant legislation in the area came in 1993, as Council Directive 93/22/EEC of
May 10, 1993 on Investment Services in the Securities Field was finally passed. In many ways parallel to
the Second Banking Directive, the Investment Services Directive allowed investment firms such as
brokers, portfolio managers, and professional investment advisors to offer their services throughout the
EU, establishing the single license rule, mutual recognition, and home member state supervision for
investment firms. Since the Second Banking Directive had already allowed banks to engage in securities
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activities throughout EU, the Investment Services Directive was in effect aimed at giving equal
opportunities to non-bank investment firms as banks.

The directive also defined the basis of access to regulated markets in member states.
Accordingly, an investment firm or credit institution from an EU state can become the member of a
regulated market in another EU state in the following manner: (i) directly, by establishing a branch; or
(ii) indirectly, by establishing a subsidiary or acquiring an existing firn which is a member of the
regulated market in the host country. Therefore, the directive eliminated the need for a bank to set up a
specialized subsidiary to carry out investment services, conforming to the universal banking model already
in place in most European countries. Those countries which required banks to set up such subsidiaries
when the directive was adopted could continue to do so in a non-discriminatory way until the end of
1996.3l1 The directive also stipulated that the Commission would submit a report to the Council by the
end of 1998 regarding the consequences for those countries for which the directive indicated a major
structural reform, and left open the possibility of reviewing its decision on barriers placed on banks in the
future.

In addition, the directive introduced disclosure requirements for the acquisition/disposal of shares
in an investment company, bringing the ownership level above/below 20, 33, and 50 percent, and the
requirement to fulfill the capital adequacy standards stipulated in a supplementary 1993 directive. The
directive on capital adequacy for investment firms and credit institutions (93/6/EEC Council Directive of
March 15, 1993) defined capital adequacy standards and established the possibility of using alternative
definitions of capital for non-bank investment firms and banks in view of the different types of risks faced
by each.

Central European Progress

Introduction

In terms of legal and regulatory framework, the Central European countries have clearly moved
in the direction of EU accession. Regulations have been designed to be in harmony with EU standards. In
the banking sector, efforts have been made to strengthen licensing standards and supervision capacity,
both to promote a safe and stable banking system internally and to compete externally. In insurance,
progress has been towards open markets in the non-life sector, and should become more apparent in the
life insurance sector in the coming years. Efforts have been made by Central European countries to bring
most of their regulatory framework in accordance with the EU insurance framework. In the securities
markets, Central European countries have moved to adopt EU standards of regulation and supervision.
While capital markets are only beginning to emerge in transition countries, unlike banking and insurance
which existed during the era of central planning, they have generally been introduced to conform to EU
requirements.

Markets have been opened to the establishment of new banks and joint ventures in banking,
insurance and investment. Nevertheless, the quality of loan portfolios in some countries raises questions
about meeting risk-adjusted capital measures. Slow bank privatization in most countries prompts
questions about the condition of existing banks and willingness of countries to submit their "flagship"
banks to competition, although this is likely to change in the near future. Life insurance companies in
some Central European markets have been protected from competition (Czech Republic, Poland), as
indicated by their near total market share, notwithstanding their clear advantage in branch coverage and
employment. Investment through capital markets has likewise been stifled in some countries due to
legislative restrictions that will likely change in the near future (Slovenia). Progress in Central Europe in
banking, insurance and capital markets is highlighted below.

311 Spain was exempted until the end of 1999.
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Banking

The following table summarizes Central European progress towards minimum EU standards of
accession in the banking sector.

Table 43: Central European lrogress Towards EU Banking Integration
EU Czech Slovak Hungary Poland Slovenia

Minimum ECU 5 mn Yes Yes Yes Yes Yes
Capital (US$ 6

mn).
CARs > 8% Private yes; Private yes; Private yes; SOCBs Yes

risk- SOCBs have SOCBs have SOCBs have yes;
adjusted NPLs of 39% NPLs of 32% 39% NPLs private yes

Investments <15 % <10% <10% Yes <25% Yes
in non- core registered registered own funds
Financial capital in capital of capital of non- in non-
Firms one firm; non-bank; bank; <25% gov't

< 60% <25% bank bank capital in entities,
core capital in non-banks non-NBP
capital in non-banks securities
aggregate

Large >10% core Yes No;>15% now No;>15% No; 15% Yes
Exposure capital now now
Connected <25% core Yes; <20% Yes; <25%; Yes; <10% Yes; Yes
Exposure capital <15%
Aggregate <800% Yes Yes Yes Yes Yes
Large core
Exposure capital
Deposit <ECU Partly; <US$ No explicit Yes; <US$ Yes; Partly;
Insurance 20,000 3,750 insurance 7,000 <ECU <DM

(USS coverage for scheme yet coverage for 3,000 30,000
25,000) named accounts coverage (USS

accounts for 22,000)
accounts for named

accounts
Capital Yes Partial Partial Yes Very close Very close
Account
Convertibility
Bank Generally Improving; Improving, but Improving, Improving Improving
Supervision indepen't need better needs greater but needs

internal bank independence, reorganizat'n
controls re enforcement to reinforce
FX trading, powers independence
better
monitoring
by
supervision

Licensing Open Open Open Open Open Open
since 1995

Loan Loss Tax- Need tax Need tax Consistent Consistent Consistent
Provisions deductible deductibility deductibility with EU with EU with EU

for loan loss for loan loss
provisions provisions

Source: Central banks.
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Central European banking systems conform to EU standards in terms of minimum capital,
capital adequacy ratios, most exposure limits, and licensing practices. Minimum capital requirements
have been raised in recent years not only to conform to EU standards, but also to reduce the number of
banks. Poland and Slovenia in particular have moved to consolidate the banking system. CARs are
consistent with Basel standards, although de facto levels of nonperforming loans indicate that many banks
may in fact be below EU requirements. Nevertheless, since 1993-1994, all five banking systems have
addressed these problems with greater discipline than before. This has resulted from better information,
improved supervision, and more suitable accounting standards. There is no question that the Central
European banking systems are moving forthrightly to clean up stocks of nonperforming loans (see
Sections III and IV). Exposure limits laid out by the EU are now generally adhered to by Central
European banks. While Central European banking systems generally permit larger individual exposures
than the EU, connected lending measures and aggregate exposure are consistent. The Central European
market has also been open to the issuance of licenses for private banks, although temporary restrictions
were imposed by Poland from 1992-1995. On the whole, all five countries have witnessed a significant
increase in the number of banks, including private and foreign banks, indicative of open licensing
standards consistent with EU norms.

The Central European countries have recently modified approaches to deposit insurance to be
more consistent with EU practices. Nevertheless, these practices are not uniformly in line with EU
standards. Hungary and Poland come closest to EU practices, having established deposit insurance funds
into which banks pay to finance reserves. Coverage rates are about one year's per capita income in Poland
(consistent with the EU), and about two year's per capita income in Hungary. Coverage is universal for
account holders irrespective of the type of bank or account. In the Czech Republic and Slovenia, insurance
is available only for named accounts; anonymous accounts remain uninsured. Coverage in the Czech
Republic is about one year's per capita income. In Slovenia, coverage approximates the maximum allowed
by the EU, which is about twice Slovene per capita incomes. Only in the Slovak Republic is there no
explicit deposit insurance scheme. It is expected that the Slovaks will develop a deposit insurance scheme
which conforms to EU standards, as has occurred in the other four countries.

Tax treatment for loan loss provisions is permitted by the EU. Hungary, Poland and Slovenia
provide for consistent treatment, recognizing these provisions as expenses. By contrast, the Czech and
Slovak banks are not yet able to automatically deduct provisions for loan losses from pre-tax income.
Czech banks need permission from the Ministry of Finance. Slovak banks are permitted to expense these
provisions if they are troubled banks engaged in restructuring. However, more solvent banks are not
permitted to expense provisions in the same way.

Much of Central Europe's ability to accede to the EU market hinges on the development of
banking supervision capacity, particularly given concepts of "home-country rule" and "mutual
recognition." Central Europe has made progress in recent years with on-site inspection (more typical of
US than European banking), off-site surveillance, and general liquidity management. Progress remains to
be made with medium-term risk management, although this will come with time and experience. Most
importantly, internationally accepted standards of accounting have been adopted, and with them more
open disclosure requirements to enhance monitoring capacity. However, while improving, bank
supervision still faces weaknesses in Central Europe. In the Czech Republic, better capacity is needed to
monitor for movements in foreign exchange trading. The Slovak Republic requires more independence
and enhanced inspection powers (of connected parties). Hungary's supervision effort requires
reorganization and greater independence, a process already in motion. Poland and Slovenia both need
improved risk management capacity, although workout experience in both countries in recent years should
help with this effort.

Supervision in general requires more than staff, systems and information. Internally, controls at
the bank level are needed to adhere to regulations and standards. This requires staffing and training of
bank personnel to understand the importance of information generated for internal purposes (portfolio
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management, cost containment, etc.) as well as for regulatory purposes (risk management, systemic safety
and stability, etc.).

Externally, market infrastructure is needed to assess risk on behalf of depositors, consumers, and
investors. This requires credit rating agencies and investors to evaluate the soundness of banks' (asset)
portfolios and securities issued for funding (liabilities and equity). Central European countries have made
some progress in this direction. However, until the capital markets are more fully developed, such market
infrastructure will be slow to develop. The fastest way to achieve this goal, as in the Czech Republic, is
through a strong commitment to privatization. Ironically, while privatization has proceeded at different
paces in Central Europe, it has lagged in the banking and financial sector. This will have to change in the
coming years to help develop the overall market infrastructure needed for competitive financial sectors.
Notwithstanding state ownership of banks in many EU countries today, privatization of banking sectors
will need to be completed in the coming years in Central Europe to match EU trends and to be
competitive.

Insurance

The following table summarizes Central European progress towards minimum EU standards of
accession in the insurance sector.
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Table 44: Central European Progress Toward EU Insurance Integration
EU Czech Slovak Hungary Poland Slovenia

Laws Directives Insurance Insurance Controls via New law New law
Law since Law since regulation; passed in since
May 1991; March new law October October
changes 1991; since 1995 1995
planned changes January

planned 1996
Separation of Yes No, but No, but Not yet Yes No, but
Life and Non- planned planned separate
life accounting

required
Solvency and Yes New New Yes; in Solvency Yes; in
Guarantee solvency solvency accordance regulations accordance
Funds regulations regulations with EU generally in with EU

will meet will meet guidelines line with guidelines
EU EU EU
standards standards

Supervision Independent MoF MoF Independent MoF Supervision
supervises; supervises; supervises; in Ministry
changes changes changes of Finance
planned planned planned

Price and No Premiums Motor Prices and Supervision Compulsory
Product systematic set by state premiums products only for for motor
Regulation regulations; for motor; set by state; need compulsory insurance.

by particular motor, approval supervisory insurance
class of hazard, required for approval; (motor,
insurance occup'tional life state sets agriculture)

compulsory premiums motor
Minimum ECU CK 22-156 SK20 mn HUF 1 bn Non-life: Zl ECU
Capital 800,000 mn (US$ 1- (<US$1 (about US$ 0.5-1 mn 800,000

(about US$ 5 mn) non- mn) non- 7 mn) to be (<US$ 0.4
1 million) life; CK 70 life; SK 50 reduced to mn); Life:

in (US$ mn (US$ 2 encourage ZI 2 mn
2.5 mn) life mn) life local entry (<US$lmn)

Market Limited Ceska Poj Slovenska Less than in PZU Life Triglav has
Concentration has 69%; has major other has most about half

80% of life market Central life; PZU of market;
+ non-life, share in life European has most two firms
monopoly and non-life markets non-life dominate
for motor (> 80%) life

Market Entry Open No No limits on Open, but Foreign Open for
+ Competition restrictions foreign min. capital insurers insurance,

on foreign insurers high; have but not
entry; no (only higher foreign subsidiaries; reinsurance
cross-border deposits); insurers no foreign unless local
services cross-border dominate branches + capacity
permitted permitted market agencies fully

until 1999; utilized; no
no cross- cross-border
border services

Source: European Union; Ministries of Finance; East European Banker.
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Central European insurance systems do not yet conform to EU standards in most cases. However,
changes are being put in place for greater conformity to EU standards in the coming years. New laws are
expected to separate life and non-life, as has already occurred in Poland; Slovenia has already moved to
separate life and non-life accounting, as required by EU directives. Central European countries have also
begun to establish solvency guidelines that conform to EU guidelines. This will include guarantee funds to
bolster solvency (capital and reserves). Supervision will move out of the various Ministries of Finance,
and move towards greater independence, as has already occurred in Hungary.

In terms of pricing and regulations, Central European countries have a narrow set of compulsory
insurance for which the state generally set premiums. Motor insurance is compulsory for all Central
European countries, and the state sets the rates except in Poland, where rates are unrestricted.

EU minimum capital requirements of ECU 800,000 are generally met in the life insurance sector,
but are not met in the non-life sector in Slovakia and Poland, or in the life sector in Poland. These
requirements will be relatively easy for Central European insurance companies to meet in the coming
years. In fact, Hungary's high minimum capital requirement of HUF 1 billion, about seven times the EU
minimum, is to be reduced to encourage greater local entry in the insurance sector.

Where Central European markets differ most from EU standards is in the level of concentration.
On the one hand, all five Central European countries have minimal restrictions on foreign entry. In
Hungary, the insurance market is dominated by foreign insurance companies that have subsidiaries or
participations in local companies. However, there is a high level of concentration in the life and non-life
sectors of the Czech and Slovak Republics and Poland, and higher levels of concentration in Slovenia than
found in most EU countries. It is expected that as foreign insurers are able to open branches, and as cross-
border services are provided, that the high levels of concentration that prevail in most Central European
insurance markets will diminish.

Capital Markets

Central European countries have made great strides towards meeting "Group A" requirements
for capital markets integration (e.g., supervision, competition, listing and reporting requirements,
shareholding disclosure, insider trading, takeover activities, capital adequacy, investment fund limits),
while needing additional time to meet "Group B" requirements (e.g., trading systems, clearing and
settlement, OTC markets, investor compensation). These are discussed below.

Grow, A

The following table summarizes Central European progress towards minimum EU standards of
accession in capital markets under the "Group A" category.
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Table 45: Central European Progress Toward EU Capital Markets Integration: Entry and Listing
Requi ements ("A" Gr p)

EU Czech Slovak Hungary Poland Slovenia
Supervision Independent; MoF MoF; Independent Independent Independent

home country independent
rule planned

Entry and Open to EU by Foreign firms Foreign firms Open to Foreign firms Foreign firrns
Competition 1996; barriers equal; banks equal; banks branches; equal; banks equal; banks

to banks gone can join can join OECD by can join can join
by 1997 exchange exchange 1998 exchange exchange
(Spain 2000)

Listing >ECU 1 mn PSE:>CK200 BSE:>SK500 BSE:HUF 500 WSE: >Zl 7 Tier A:
Requirements per issue; inn (ECU 6 mn (ECU 13 mn (ECU 3 mn (ECU 2 DM 15 mn

>25% offered mn) for mn) in share mn) per issue mn) per issue (ECU 8 inn)
to public public offer capital in capital

Large 10, 20, 33.3, 10, 20, 33, 5, 10, 20, 30, 25% 5,10, 25, 33, 10, 25, 50,
Shareholding 50, 66.7% 50, 66% and 50, 65% 50% 75%
Disclosure thresholds each 5% after thresholds
Insider Criminal 1992 Act set 1992 Act set 1990 Act set 1991 Law set 1994 Act set
Trading procedures criminal criminal criminal criminal criminal

since Jan.1995 procedures procedures procedures procedures procedures
Takeover >33.3% 1996 law less 1996 law Company Act: 1991 Takeover

voting rights stringent brings full >50; changes Securities legislation
must bid for than EU (50, compliance planned Law set 33% planned for
remainder 66, 75% (30% threshold 1997

thresholds) threshold)
Capital > ECU >CK 10 mn >SK 5 mn HUF 50 mn Zl 1 mn >SIT 1.5
Adequacy for 730,000 for (ECU 0.3 (ECU 0.13 (ECU 0.3 in) (ECU 0.4 million (ECU
Investment dealing on min) to buy, mn) to buy, for all mn) for own 10,000) to
Firms own/customer sell or sell or accounts; account; ZI buy/sell for

account; ECU mediate mediate HUF 10 mn 1.75 million customers;
125,000 in for customer (ECU 0.4 SIT 7 mn
customer accts mn) for all (ECU50,000)

for all
UCIT (Unit >90% <10% assets <10% assets >90% in Aggregate Capital of a
Trusts and transferable invested in invested in transferable borrowing fund to be >
Investment securities in same same securities in <10% of SIT 100
Funds) regulated (nonstate) (nonstate) regulated assets; >90% million but <

markets; <5% issuer; <5% issuer; <5% markets; <5% in quoted SIT 10
of same from silent from silent capital securities; billion (ECU
(nonstate) partner, partner,single invested in 10% assets 65 million);
issuer, <10% single property; same liquid; <5% capital <SIT
of nonvoting property; <20% of (nonstate) assets in one 35 billion
rights of any <20% securities of issuer; <10% security; (ECU 230
issuer. securities of single issuer; of securities <10% of total million) for

single issuer; <10% assets by same securities of managing
<10% assets of silent (nonstate) same issuer. company
of silent partner issuer
partner I I I

Source: Stock Exchanges; Czech and Slovak RM-S; Creditanstalt Securities of Prague, Warsaw, and Ljubljana;
Euroclear Handbook of Stock and Commodity Exchanges (1994-1995); OECD (1995); Dermine (1993); Dixon
(1991); Mullineux (1992); Pohl, Jedrzejczak and Anderson (1995).
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The Investment Services Directive and the Capital Adequacy Directive both came into force in
January 1996. Of the 15 EU countries, only seven had fully implemented the Investment Services
Directive by July 1996,312 although legislative changes in others were under way. Countries have until
January 1997 to implement Article 15 of the Investment Services Directive, which allows banks to become
members of exchanges without having to establish a specialized subsidiary (Spain in January 2000). Some
countries have made the required legislative changes ahead of schedule (Denmark, Belgium, France),
while others still impose various restrictions on banks' direct investment activities (Greece, Italy,
Portugal, Spain).3 '3 Implementation of other capital market directives, such as stock exchange listing
requirements, insider trading, takeover rules, and the UCITs directive, is completed.

In the "White Paper" prepared in May 1995, the Commission of the European Communities
makes a set of recommendations regarding the preparation of associated countries of Central and Eastern
Europe for integration with the EU. It was advised here that these countries implement the "A" group
(see Table 45 above) capital markets directives first, thereby establishing the basic rules and confidence
for the system, leaving two other directives ("B" group) to a later stage (see Table 46 below). The
Commission therefore recommended that priority be given to the implementation of the directives on
public offer prospectuses, stock exchange particulars of securities, major shareholding disclosure, insider
dealing, and UCITs. The directives on investment services and capital adequacy could be implemented
subsequently, preparing these countries for full integration into the internal market of the EU.

In practice, Central European countries have made the most progress in the first group of
directives, while significant differences remain with respect to the second group. Central European stock
exchange listing requirements are similar to EU levels as far as the higher tiers are concerned, requiring a
minimum of three years of audited financial reporting, regular semi-annual reports and an equivalent of
ECU 2-15 million per issue. 1 However, there is no provision as of yet to facilitate the listing of securities
already listed in other (EU) markets, such as the recognition of prospectuses. Insider trading is punishable
by criminal law in all five countries. All five countries enforce large shareholding disclosure requirements
on traded companies, although in Hungary the duty of notification is borne by the company alone (not the
investing shareholder), is not binding in all situations, and the thresholds are lower than in the EU.

Within the first group of directives, there is least similarity between EU and Central European
laws in the area of takeover legislation. According to the EU directive under discussion, any investor
who acquires more than one third of the voting rights of a traded company must make a bid to buy all the
remaining shares of the company on identical terms. Only Poland and Slovakia conform to the EU.
Slovenia has not yet passed any legislation in this area, while the Czech limits (50, 66, and 75 percent)
introduced in the new Securities Act are significantly less stringent than the EU standard. Takeover rules
in Hungary were introduced in the Company Act and apply only to companies buying majority (50
percent) or controlling (75 percent) shares in other companies. Both Hungary and Slovenia are expected
to prepare new legislation in this area in the coming year. Restrictions on UCITs' activities are governed
by similar rules as in EU, requiring all funds to invest at least 90 percent of their assets in transferable

312 The seven states which had sent official notification of full implementation of the Investment

Services Directive to the EU by July 1996 were Belgium, Denmark, Ireland, Italy, Netherlands, Sweden,
and United Kingdom.
313 In Portugal, banks can become non-associated members of the stock exchange. In Spain, banks
from the EU as well as Spain must first incorporate a specialized subsidiary to become members of the
regulated markets. In France, since January 1996, all banks can apply directly for membership. (Prior to
1996, only members of the Societe de Bourse could carfy out securities transactions, although these could
be fully owned by banks.) In Italy, banks will be able to apply directly to the exchange beginning January
1997.
314 Lower market listing requirements are less stringent than the EU minimum for listing in all
countries. For example, Slovak and Polish second tiers require only one year of financial reporting for the
prospectus, while Slovenian market B requires two. The nominal value of an issue is set at ECU 600,000
in Poland. In Slovenia, the value of a share capital issue is set at ECU 4 million (DM 7.5 million), of
which 10 percent must be publicly distributed.
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securities listed and/or traded in the regulated markets. Only Hungary and Poland meet the maximum
single issuer exposure limit (5 percent of nonstate issuer) required by the EU UCIT directive.

The effort to harmonize EU investor protection mechanisms against counterparty risk is at the
proposal stage and has not been yet turned into a directive. According to the proposal, which is expected
to become a directive no later than 2000,3'5 all member states must have investor scheme(s) which will
cover a minimum of ECU 20,000 per investor. Compensation will be the task of the home country where
the headquarters of the investment firm is based. In the case of a firm which is also a credit institution, the
home country will determine which of the two directives (the one above or the Deposit Guarantee Scheme
Directive) will apply. The Central European exchanges have also established guarantee funds, with
varying amounts of coverage. However, not all trading is covered by these schemes, as they exclude off-
exchange OTC trades and also direct trades among members on the exchange. Due to the large proportion
of such transactions in total trading volume in Central Europe, the effective protection provided by such
funds is limited.

Finally, Central European countries have yet to adopt the Investmnent Services and Capital
Adequacy Directives, which would open their financial sectors to competition from EU member states and
establish the single license and home country rules. Although foreign firms and banks are now subject to
the same regulations as domestic ones in all five countries, the license authorization from the firm's home
country is not recognized. Therefore, investment firms from EU member states, as other foreign firms,
must apply for a license to offer their services in Central European countries and meet the legal
requirements of the latter. To become a member of the Central European stock exchanges, a foreign firm
must be registered in that country. In all five countries, repatriation of profits from trading is guaranteed,
although in Slovenia, the present law is unclear with regard to procedures for foreign investors.

Compliance with Article 15 of the Investment Services Directive is already in place, with the
exception of Hungary. In the other four Central European states, domestic and foreign banks can become
members of an exchange directly without having to establish a specialized subsidiary, although some
restrictions apply.316 Hungary's legislation, on the other hand, allows banks to carry out a set of trading
activities without permitting stock exchange membership, placing it mid-way between universal banking
and the Anglo-Saxon model.3 " The new draft Banking Law, expected to be in force by January 1, 1997,
would allow banks to trade on the BSE in government securities only, although further liberalization is
under consideration. The Capital Adequacy Directive for Investment Firms and Credit Institutions is not
fully adopted in any country. The Directive not only sets minimum capital requirements for investment
firms, but also specifies measures for provisions against market risks. Minimum capital requirements for
investment firms in Poland are set in Zloty values as well as ECU to assure compliance with the Directive,
and Slovak and Czech requirements in local currency presently are above the EU levels. The amounts
required for a full range of brokerage activities in Hungary and Slovenia, however, are significantly lower.

Lastly, strengthening capital markets supervision will be a significant component of the
integration process. The Investment Services Directive requires that each country establish a competent
authority which will authorize and withdraw licenses of investment firms established within its territory

315 The Proposal for a Council Directive on Investment Compensation Schemes COM(93)318 was
presented in September 1993. The Commission must prepare a report on the Proposal no later than
December31, 1999.
316 For example, in Poland, to qualify for a brokerage firm license, a bank must show that it has
financially separated its security trading from its other banking activities.
3" Banks were forced to leave the Budapest Stock Exchange as of January 1, 1993, and since then
they have not been allowed to become members directly. Banks in Hungary can carry out the following
investment activities under the present law: (i) trade T-bonds on the OTC market; (ii) trade in securities
which are not publicly issued or traded; and (iii) buy/sell publicly-listed securities on their own account
(subject only to an investment limit of 100 percent of guaranteed capital set in the Banking Law).
However, banks cannot (i) engage in public offerings or underwrite an offering; (ii) accept buy or sell
orders from clients for publicly-traded securities; or (iii) publicly quote prices for such securities.
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and supervise their activity throughout the EU. Most EU member states have established independent, US
SEC-type institutions to oversee the capital markets.3 1' Hungary, Poland, and Slovenia have independent
SEC-type institutions, while the Czech and Slovak Republics do not. Plans are under way for such an
institution in the Slovak Republic, while the Czech MoF has announced in 1996 that it does not plan to
establish a separate supervisory organ. Overall, access to the EU will pose new challenges to the
supervisory institutions in all five countries, as they will be expected to supervise the activities of firms
under their authorization throughout Europe and enforce EU directives.

Group B

The following table summarizes Central European progress towards minimum EU standards of
accession in capital markets under the "Group B" category.

31S Austria will establish a SEC-type institution by the beginning of 1997.
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Table 46: Central European Progress Toward EU Capital Markets Integration:
Trading Syste mslInstitutions "B" Group)

EU Czech Slovak Hungary Poland Slovenia
Trading Automated Automated Automated Automated Continuous Automated
Systems continuous fixed pricing fixed pricing continuous trading (T- continuous

auction system and selected (BSE), pricing; open bonds), fixed auction
in most; price- continuous automated outcry prices set by pricing
driven in (PSE), continuous continuous specialists (floor
London automated pricing (BSE, being phased (shares, small trading

continuous RM) out T-bonds) abandoned
(R_ Dec. 1996)

Clearing and Centralized Central Central KELER National Independent
Settlement independent registry registry independent Depository CSCC; de-

depository; subsidiary of owned by from BSE; independent materializati
book entry; PSE; book MoF; book 85% shares in from WSE; all on
settlement in entry for entry for KELER in book entry; completed
T+3 or T+5 most; T+3 most; T+3 paper form; T+3 delivery 1996; T+2
for most delivery vs. delivery vs. T+5; limited versus delivery

payment; payment delivery versus payment versus
subregisters payment payment

.permitted

OTC Markets Subject to Registry and Registry Direct trades OTC planned Transparent
regulations RM-S; poor OTC banned; off-exchange; for 1996; open market

reporting on transparency KELER reporting C; no
former improved system offered requirements outside

to OTC; poor being set OTC
information

Investor Harmonizatio Coverage by Coverage by Coverage by No failed Guarantee
Compensation n of schemes Guarantee Guarantee Settlement deliveries due Fund up to

in proposal Fund; RMS, Fund; direct Fund; high to binding DM
stage; direct trades, trades, RMS penalties blocking 500,000
minimum OTC excluded requirements
ECU 20,000 excluded
per investor I I I

Source: Stock Exchanges; Czech and Slovak RM-S; Creditanstalt Securities of Prague, Warsaw, and Ljubljana;
Euroclear Handbook of Stock and Commodity Exchanges (1994-1995); OECD (1995); Dermine (1993); Dixon
(1991); Mullineux (1992); Pohl, Jedrzejczak and Anderson (1995).

Central Europe has made significant progress in improving trading and settlement infrastructure
and institutional capacity in the last five years. Unlike in the area of legislation, however, progress in this
area is not easily demonstrated by convergence to a European (or other) model. Trading mechanisms
accomplish functions that may call for different models in every country, depending on geographic,
economic, and social structures and policy choices. An effective trading mechanism provides for (i) an
efficient and accurate price discovery mechanism; (ii) equitable market access for all traders; (iii) the
probability of reduced counterparty risks; and (iv) added transparency of existing risks to market
participants. EU countries themselves demonstrate significant variation in their trading models, despite
the widespread use of continuous auctions319 and increasing automation.320 Thus, it is expected that
Central European countries will continue to differ themselves in the nature and structure of their markets.

319 Most European exchanges use the continuous or batched (call) version of the auction (order-
driven) system. A major exception is the London Stock Exchange, which is based on a competitive dealer
(price-driven) market. In contrast to an order-driven market, LSE operates through dealers ("market
makers") who quote buy and sell prices on a network of computers. Trades are entered into the electronic
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Partially as a result of the technical assistance they have received from exchanges in the EU and
other states (such as Canada), all Central European countries have adopted the order-driven (auction)
system of trading. They have also established automated trading systems for one or more of the stages of
trading (order entry, order display, trade execution, information dissemination). Both fixed and
continuous brands of the auction system are in use. Hungary and Slovenia use continuous pricing for all
securities, while Polish T-bonds and selected securities in the Czech Republic are priced continuously.
Slovakia uses both continuous and fixed pricing.32' Fixed pricing is also used in Poland, where prices of
shares and smaller bonds are set by a specialist based on the German and French models, and in the
Czech and Slovak Republics, where an automated system sets prices for the day based on algorithms and
within a price interval. There is a growing tendency to move away from fixed pricing and floor trading,
and towards an automated continuous pricing system (as is common in EU). The Czech PSE started
continuous trading in selected securities in 1996. Hungary's BSE is phasing out the open outcry
continuous auctions in favor of automated auctions. Slovenia eliminated all floor trading, and moved to an
entirely automated trading system at the end of 1995.

In clearing and settlement systems, Central Europe is at par with the EU. In fact, the status of
"late-comers" has provided these countries with the unique opportunity of establishing new technology
without having to incur the costs of updating or scrapping old systems. All Central European countries
(with the exception of Hungary) have already moved to a three-day settlement with delivery versus
payment, as recommended by the Group 30.322 As in the EU, all five have established depository agencies,
some of them separate entities from the Stock Exchange. Use of book-entry has replaced paper securities,
and the proportion of remaining materialized securities is very small except in Hungary, where as much as
85 percent of the securities kept in 1995 in the central depository agency KELER were in paper form.

Where Central Europe differs most from EU is in the over-the-counter markets (OTC). The US
NASDAQ as well as OTCs in Europe were established to allow market access to small and medium-sized
companies, which otherwise would not meet the requirements for listing at the listed markets. However,
OTC markets across the world are subject to similar reporting requirements as the listed markets. In
contrast, Central European OTCs refer to unregulated trading in securities which are often listed in the
official markets, and generally provide poor reporting. The high level of activity in unregulated markets
also means that a high volume of trades are excluded from the prices that emerge from the regulated

system (Stock Exchange Automatic Quotation) and displayed on the computer screens. Trades take place
over the phone. SEAQ also operates an automatic trade execution facility (SAEF) which is used for
smaller trades. The Copenhagen Stock Exchange uses price-driven trading for so-called "benchmark"
securities (those with the highest frequency of trading). Other categories of securities are traded through
the order-driven system.
320 Stock exchanges in Paris (1986), Brussels (1989), and Spain (1989) have established automated
trading systems based on the Computer-Assisted Trading System (CATS) developed by the Toronto Stock
Exchange in 1977. Orders are entered into the system through terminals in brokerage house offices and
matched immediately when a security becomes available at its price. The Tokyo Stock Exchange has also
implemented a similar system (1982).
321 Anonymous trades executed through ESETS (Electronic Stock Exchange Trading System) can
take one of three forms: (i) an automatic batch-processing system (the "auction" system), where orders
are brought to the exchange on a diskette or through a modem and are matched automatically, by the use
of an algorithm which produces a single price; (ii) a continuous matching system, where orders are
entered through the terminals connected to the system and are matched automatically, producing
continuous prices; and (iii) block trading, where orders are entered through terminals, and matched by the
use of address orders with different prices rather than being matched automatically. The majority of trades
are comprised of direct trades, the orders for which can be entered into ESETs through terminals or
brought into the exchange through the use of a diskette/modem.
322 In contrast, the Amsterdam Stock Exchange has T+7; the stock exchanges of Milan, London, and
Madrid have T+5; Paris, Copenhagen, Brussels, and Lisbon have T+3. Vancouver, Toronto, and New
York moved to T+3 in 1995.
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markets. In the Czech Republic, companies which are listed on the regulated market tiers often trade as
well through the Securities Center OTC, which accounts for the majority of trades. instead of being a
channel for medium- and small-sized companies, the OTC is merely a trading system which allows
companies and traders to avoid revealing trade information on PSE. Similarly, Hungary's OTC trades are
dominated by govermnent securities, which provide infrequent and incomplete price and volume
information. The Czech and Slovak RM-Systems are perhaps closer to an OTC market, although their
liquidity is very low and they are targeted primarily towards retail customers. In principle, the exchanges
of Prague, Bratislava, Ljubljana, and Warsaw have a free market tier, which could serve as an OTC
market. However, these are generally very small.323 Poland is in the process of establishing this tier, which
will initially list the shares of the companies included in the Mass Privatization Program. Slovenia's open
market tier (Market C) serves as a typical OTC market, in that it is meant for those securities which do
not meet the listing requirements of the first two tiers and it is conducted through the same trading
mechanism as the official trades, thus allowing full transparency.

The development of OTC markets in Central Europe which can combine similar functions as in
other developed markets with an adequate level of transparency is both an institutional and a legislative
matter. As a step, the factors which attract traders to unregulated markets should be determined and
eliminated. For example, the move towards continuous-price trading on PSE as well as the establishment
of a standard three-day settlement period might help attract OTC trades back to PSE. At the same time,
the existing and emerging free market tiers of the regulated markets will need to be developed to attract
new companies and maintain sufficient transparency.

Conclusion

The Central European countries have made great progress in recent years in financial sector
reform. The difficult process of restructuring the banking sector is beginning to show results, and
continued focus on EU accession will help with governance, management, efficiency, service provision
and overall financial performance. Insurance sector reform has likewise continued, albeit at a slightly
slower pace in most Central European countries. Continued market opportunities will help to provide
critically needed insurance products, while conformity to EU standards will help provide adequate
capitalization and liquidity to meet claims and properly price products as needed. Capital markets have
begun to emerge in Central Europe, with a high level of correlation between stock market development on
the one hand, and commitment to both macroeconomic stability and privatization on the other. Where
macroeconomic stability has been undermined and/or privatization has been slow, bond markets have
tended to emerge. Most importantly, the Central European countries are beginning to move towards
market-based criteria and requirements as they develop their market infrastructure, which will have the
added benefit of increasing financial flows by diversifying the range of instruments and increasing the
breadth and depth of financial institutional capacity.

In all three sectors, the key themes for EU accession focus on home country rule, mutual
recognition, and transparency to assist with supervision for safety and soundness. The Central European
countries have made great strides towards establishing the framework required to meet these requirements
for accession. Continued adherence to market-based principles will be necessary conditions for EU
accession, and success once official members. Even more importantly, adherence to these principles wili
be necessary conditions for international competitiveness. Accession to the EU should be viewed as a
means to an end, rather than as an end in itself. Accession provides an open marketplace for trade and
investment which will significantly enhance Central Europe's long-term prospects for economic growth
and prosperity. Nevertheless, open trade and investment are most required for international
competitiveness, and this is ultimately what will provide the Central European states (as in all other cases)
with the greatest opportunity for growth and prosperity. If Central Europe continues to persevere towards
EU accession within this context, its success is more likely to be achieved.

323 The OTC on the Budapest Stock Exchange, created in March 1995, is not formally a part of the

BSE, although it has access to BSE infrastructure and personnel.
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