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ABSTRACT

This paper assesses the role of non-bank financial institutions and capital markets in the finan-
cial sectors of the eight first-wave of Eastern European EU accession countries (the Czech

Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, and Slovenia), the current state
of development and prospects for future growth, and the likely impact on these segments of the
financial system of accession to the EU. Throughout the paper, the level of development of non-
bank financial institutions and capital markets in the accession countries is benchmarked against
comparable development levels seen in existing EU member states. The paper concludes with a
series of policy recommendations to facilitate future development of non-bank forms of financial
intermediation.
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CHAPTER I

INTRODUCTION

In 2004 the eight former-socialist European Union accession countries—the Czech Republic,
Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, and Slovenia—will enter the European
Union (EU) with the reform of their banking systems mostly completed. Bank restructuring

and privatization efforts undertaken during the 1990s have generally resulted in these eight coun-
tries (“the EU 8”) now having modern and sound banking systems. These systems are also well
integrated into the European financial environment, due to the majority ownership of many
banks by EU-based financial groups. In most of the EU 8, restructuring and privatization of the
formerly state-owned banks was followed or complemented by: (i) consolidation—reducing the
number of banks through mergers and acquisitions and resolution of smaller, privately owned
problem banks; (ii) growing integration of banking and other financial services through increased
cross-ownership of banks, non-bank financial institutions and capital market intermediaries; and
(iii) rapid development of new products and services such as mortgage loans, credit cards, e-
banking, etc.

Despite these impressive achievements, the challenge of deepening and broadening EU 8
financial systems still remains. Recent population data indicate that the EU 8 will represent
slightly over 16 percent1 of the overall EU population after accession, while their banking sys-
tem assets would represent only 1.2 percent2 of enlarged EU banking system assets (based on
2002 data). Furthermore, the financial sectors overall in EU 8 countries are still very small com-
pared to those in the existing member states (the “EU 15”), both in nominal terms as well as
relative to GDP. Total financial system assets in EU 15 countries are 5.6 times GDP, while in
the EU 8 they are only 1.2 times GDP, despite recent rapid growth of EU 8 banking systems
(Figure 1). In nominal terms, EU 8 total financial sector assets are dwarfed by those in the EU
as well (Table 1). This is partly due to the fact that non-bank financial institutions and capital

1. Source: World Bank SIMA Database.
2. Based on ECB and national central bank data. See also the Annex to this paper.



markets are more developed in the EU 15 than in the EU 8, where financial sectors remain
more bank-dominated.3

This paper explores the current state of development of non-bank financial institutions
(NBFIs) and capital markets in the EU 8. First, it discusses the importance of a diversified finan-
cial sector and explores how NBFIs and capital markets contribute to economic growth and
financial system stability. Second, it assesses the current state of development of NBFIs and capital
markets in the EU 8, the prospects for future growth, and key development challenges. Third, it
summarizes the key policy actions needed to allow the EU 8 financial systems to deepen and
broaden beyond their current level of development, and to achieve their full growth potential
over the medium term.

2 WORLD BANK WORKING PAPER

3. See the Annex to this paper for a breakdown of the EU 8 and EU 15 financial systems by segment.

Source: Multiple statistical publications referenced in the bibliography and Bank staff estimates.

1996 1997 1998 1999 2000 2001 2002

EU 8 261,061 282,462 330,206 333,861 357,794 391,708 463,037

EU 15 34,260,603 35,201,049 41,581,764 43,818,084 43,542,798 42,729,337 47,786,733

TABLE 1: EU 8 AND EU 15 TOTAL FINANCIAL SECTOR ASSETS (US$ MILLION)

Source: Multiple statistical publications referenced in the bibliography (for financial assets),World Bank SIMA
Database (for GDP data) and Bank staff estimates.

FIGURE 1: FINANCIAL SYSTEM ASSETS AS A PERCENTAGE OF GDP IN EU 15 AND EU 8
COUNTRIES
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CHAPTER 2

THE IMPORTANCE
OF NON-BANK FINANCIAL

INSTITUTIONS AND
CAPITAL MARKETS

Deep and broad financial markets facilitate savings mobilization, by offering both individ-
ual and institutional savers and investors additional instruments and channels for place-
ment of their funds at more attractive returns than are available on bank deposits. At the

same time, deep and broad financial markets enhance access to finance for more firms and indi-
viduals, with competition also making such access more affordable. Developed financial markets
also have the capacity to reduce volatility, distortions, and risk by operating in an environment
that is transparent, competitive, and characterized by the presence of a diverse array of products
and services, including derivative instruments that allow for effective risk management.

Therefore, reforms in a country’s financial architecture often lay the groundwork for improved
economic performance. In almost all advanced economies, financial systems deliver a broad range
of financial services and sophisticated products, and the efficiency of such well-developed systems
has contributed to macroeconomic stability and sustained economic growth and prosperity.
Increased availability of funding and more efficient allocation of capital for productive private
sector investment is beneficial economy-wide, with particular benefits for small and medium sized
enterprises (SMEs) that are often constrained in their financing options prior to effective banking
reforms and non-bank financial sector development. According to recent analyses, growth in pri-
vate credit volumes and equity market capitalization as a percent of GDP have consistently been
correlated with growth in per capita income. Thus, robust growth and effective functioning of a
full service financial system is essential for economic development and prosperity.4

Banks and non-bank financial intermediation are both key elements of sound and stable
financial systems. Both sectors need to be developed as they offer important synergies. While
banks dominate financial systems in most countries, businesses, households and the public sector

4. The relationship between finance and economic growth has been explored in detail by Caprio and
Honahan (2001), and applicable research findings have been reproduced here.



4 WORLD BANK WORKING PAPER

all rely on the availability of a wide range of financial products to meet their financial needs. Such
products and services are provided not only by banks, but also by insurance, leasing, factoring
and venture capital companies, as well as mutual funds, pension funds and investment trusts. The
ratio of equity market capitalization to banking system assets is very high in most economically
advanced countries, and there is a general tendency for the market capitalization-to-bank ratio to
increase with the level of economic development.

By providing additional and alternative financial services, NBFIs improve general system-wide
access to finance. They also help to facilitate longer-term investments and financing, which is
often a challenge in the early stages of bank-oriented financial sector development. The growth of
contractual/collective savings institutions such as insurance companies, pension funds and mutual
funds widens the range of products available for people and companies with resources to invest.
These institutions also provide competition for bank deposits, thereby mobilizing long-term
funds necessary for the development of equity and corporate debt markets, municipal bond mar-
kets, mortgage bond markets, leasing, factoring and venture capital. Collective savings institutions
also allow for better risk management, while helping to reduce the potential for systemic risk
through the aggregation of resources, allocation of risk to those more willing to bear it, and
application of portfolio management techniques that spread risk across diversified parts of the
financial system.

Thus, countries have a lot to gain from deep and broad financial markets and a mature finan-
cial services industry. This development paradigm is increasingly recognized around the world,
especially in the aftermath of repeated emerging market crises in countries with bank-dominated
financial systems. The EU 8 thus are likely to attach increasing importance to the deepening and
broadening of their own financial systems in the years ahead. At the same time, their entry into
the EU will facilitate this development by allowing the integration of their domestic financial
markets into the broader EU financial markets.

Recent trends suggest that EU 8 financial systems are generally following a similar pattern of
development and diversification. Most EU 8 countries have initially focused on stabilizing and
developing their banking systems, with stock market development to date largely a by-product of
privatization, and pension and insurance systems as well as other non-bank financial institutions
remaining small and underdeveloped. As the EU 8 enter the EU, they are well placed to reap the
benefits of financial system deepening and widening in the years ahead, provided they follow
financial sector policies that are conducive to the further development of both bank and non-
bank forms of financial intermediation.
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CHAPTER 3

NBFIS AND CAPITAL
MARKETS IN ACCESSION

COUNTRIES: CURRENT STATUS
AND KEY CHALLENGES

The Role of Further Banking System Development 
The development of non-bank financial institutions and capital markets should not be viewed in
isolation. Rather, when assessing these segments of the financial sectors in the EU 8, it is impor-
tant to take into account the need for continued banking system development. Given their current
dominance of EU 8 financial systems and the prevalence of universal banking in Europe, banks in
the EU 8 are likely to be the lead players in other segments of the financial system as well. 

While total assets of the banking systems in the EU 8 have grown rapidly in the past ten
years, asset growth rates have not significantly exceeded GDP growth rates. As a result, banking
system assets in the EU 8 still account for less than 100 percent of GDP, compared to almost 300
percent of GDP in the EU 15 (Figure 2), suggesting that unless EU 8 banking systems grow
much more rapidly in the years ahead (and importantly, more rapidly than GDP), the gap with
the EU 15 will not narrow.

Thus, banks currently play a much larger role in financial intermediation in existing EU
member states than in accession countries. This is also evident from the fact that aggregate bank
credit to the private sector in the EU 8 as a percentage of GDP during the past seven years has
remained stagnant in the aggregate (Table 2). While in some countries (for example, Hungary,
Estonia, and Latvia), bank credit to the private sector has grown significantly as percent of GDP,
in other countries (for example, the Czech Republic and Slovakia, where bank restructuring and
removal of bad loans from the banking system occurred later than in other accession countries) it
declined or stagnated. Even taking into account these differences, however, in all of the EU 8
countries, domestic credit provided by the banking system remains at or below 40 percent of
GDP, half or one-third of the levels seen in most EU countries. 

At the same time, non-bank financial institutions such as insurance companies, pension and
mutual funds, and leasing, factoring and venture capital firms, while growing rapidly in recent
years, remain underdeveloped, in the aggregate still comprising a small but growing part (15-20
percent) of EU 8 total financial system assets (Figure 3). 



While EU 8 equity markets experienced rapid initial growth in response to privatization of
the corporate sector, in many of the smaller EU 8 countries that growth has not proven to be
sustainable, as many companies subsequently to being listed either failed, or were taken over by
strategic investors and went private. Although Government bond markets have developed rapidly
in most of the EU 8, the conditions for development of commercial paper and corporate bond

6 WORLD BANK WORKING PAPER

Source: IMF International Financial Statistics (for bank credit to the private sector), and World Bank SIMA
Database (for GDP).

1996 1997 1998 1999 2000 2001 2002

EU 15 75.87 75.92 82.98 80.48 93.05 94.87 104.70

Czech Republic 72.89 68.12 69.16 55.48 52.96 44.15 34.36

Estonia 18.62 25.57 26.43 24.51 25.62 26.86 32.83

Hungary 20.42 22.32 23.68 24.46 32.01 34.76 40.40

Latvia 7.08 10.34 15.40 15.76 18.33 22.50 30.16

Lithuania 11.07 10.85 11.32 12.98 11.52 11.64 15.80

Poland 21.75 20.44 24.53 26.27 30.31 29.18 30.86

Slovakia 28.18 42.99 43.02 40.70 32.94 26.05 26.61

Slovenia 27.56 32.22 32.18 40.59 43.14 42.75 37.58

Total EU 8 31.97 30.80 33.34 32.13 34.12 32.17 32.65

TABLE 2: EU 8 BANK CREDIT TO THE PRIVATE SECTOR (AS A PERCENT OF GDP)

Source: National central banks and OECD Banking Profitability Database (for bank assets), and World Bank
SIMA Database (for GDP).

FIGURE 2: BANKING ASSETS AS A PERCENTAGE OF GDP IN EU 15 AND EU 8 COUNTRIES
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markets (for example, high quality and reliable financial statement information, strong creditor
rights, and well functioning bankruptcy systems) have not been favorable, and as a result, the cor-
porate sector has remained largely dependent on the banking system as the main source of credit.
The current state of development of all these non-bank segments of the financial systems in the
EU 8 and the key development challenges going forward are described in the sections that follow.

Insurance
The insurance sector is still in its infancy in most EU 8 countries. In aggregate, the total assets of
the sector, despite rapid growth especially during the last few years, have remained below 10 per-
cent of GDP in EU accession countries during the past seven years, while EU 15 insurance assets
as a percentage of GDP have increased substantially, and are now at around 65 percent (Figure 4).
Therefore, as is the case in banking, unless insurance asset growth rates increase sharply, the gap
between the EU 8 and the EU 15 will not narrow.

Total premium revenues in the EU 8 were US$13.9 billion in 2002, approximately two-
thirds of which were for a range of non-life products (for example, motor vehicle, other trans-
port, property, casualty), while life insurance accounted for about one third of total premiums.
Interestingly, in the existing EU member states, the situation is exactly the opposite, with life
insurance premiums dominating non-life premiums by a factor of 2 to 1, indicating the much
more mature nature of the life insurance industry in the EU 15. EU 8 gross premium revenues in
2002 were less than 2 percent of the gross premium revenues of the fifteen current EU member
states, despite their populations representing 16 percent of the enlarged EU population after
accession. Meanwhile, a significant share of premium revenues are put into reinsurance, suggest-
ing that EU 8 insurance companies are not yet as comfortable with, or as well placed to offer
levels of risk underwriting commonly seen in the EU 15, leaving less of a revenue stream available
to cover claims, increase investment, introduce new products, build capital, and become more
viable commercially.

DEVELOPMENT OF NON-BANK FINANCIAL INSTITUTIONS AND CAPITAL MARKETS 7

Source: Multiple statistical publications referenced in the bibliography and Bank staff estimates.

FIGURE 3: FINANCIAL SYSTEM ASSETS IN EU 8 COUNTRIES
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Insurance density (premiums per capita) and penetration (premiums as  percent of GDP),
two other indicators commonly used to measure the depth of the sector, in the EU 8 also con-
firm that the industry is still in the early stages of development—with EU 8 levels still far below
the levels seen in the EU 15 (Table 3).

The Czech Republic and Slovenia have the most developed insurance markets, looking both
at insurance density and penetration and assets expressed as percent of GDP (Figure 5). Never-
theless, insurance asset to GDP levels even in these two countries (and Slovakia) are still only one
fourth the average level of 61 percent in the EU 15. 

The low level of development of the insurance sector in the Baltics reflects the small size of
their populations (which has hindered growth and dissuaded foreign investment in the sector).

Contrary to the former communist mono-bank systems, state-owned insurance monopolies
were not broken up in the EU 8 at the outset of their transition from centrally planned to market
economies. As a result, while state ownership in the insurance sector, with the notable exceptions
of Poland and Slovenia, has all but disappeared due to the privatization of these former monopo-
lies, EU 8 insurance industry structures remain somewhat lopsided, with one large player often
still dominating the market. Several large insurance companies from EU countries, however, have
recently expanded in the region, and are gaining market share in both the life and non-life sectors. 

The insurance sector is expected to grow rapidly in all EU 8 over the next three to five years,
setting the stage for insurers emerging as important institutional investors in EU 8 financial mar-
kets. Growth will be driven by several factors:  increase in per capita incomes, improved educa-
tion, the aging of the population (creating demand for life insurance products in addition to
demand for private pension products, which are often managed by life insurance companies) and
development of the mortgage markets (creating demand for property insurance). 

Despite this potential for rapid growth, EU 8 insurers are vulnerable to enhanced competi-
tion in the post-accession environment. Given the large size of EU 15 insurers, they are able to
offer low prices to clients in order to gain market share in EU 8 markets. At a time when EU 8

Source: National insurance associations, OECD Institutional Investors Yearbook (for insurance sector total
assets), and World Bank SIMA Database (for GDP).Total asset data for 2002 are estimated.

FIGURE 4: INSURANCE ASSETS AS A PERCENTAGE OF GDP IN EU 15 AND EU 8 COUNTRIES
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Source: National insurance associations, CEA-European Insurance In Figures, and World Bank SIMA Database
(for GDP and population).

Total Life Non-Life Insurance Insurance 
premiums Premiums Premiums Density Penetration

(2002 data) (US$ million) (US$ million) (US$ million) (US$) (percent)

EU 15 696,251 421,652 274,599 1,840 8.13

Czech Republic 2,962 1,133 1,829 292 4.26

Estonia 145 30 115 107 2.25

Hungary 2,546 900 1,646 251 3.87

Latvia 174 7 167 72 2.06

Lithuania 224 42 182 65 1.62

Poland 6,020 2,562 3,458 156 3.21

Slovakia 744 320 424 138 3.14

Slovenia 1,061 247 814 532 5.03

Total EU 8 13,876 5,241 8,635 189 3.50

TABLE 3: EU 8 INSURANCE MARKET INDICATORS

Source: National insurance associations and OECD Institutional Investors Yearbook.

FIGURE 5: INSURANCE ASSETS AS A PERCENTAGE OF GDP IN EU 8 COUNTRIES
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insurers’ investment income is already under pressure as a result of declining interest rates on
Government securities (their dominant investment asset due to the underdeveloped nature of EU
8 equity and corporate bond markets), this will require that EU 8 insurers move quickly to
reduce costs and improve profitability if they are to compete effectively. The EU 8 insurance sec-
tor is therefore likely to see significant consolidation in the years ahead, with several of the small-
er/domestically owned players either leaving the market through run-off (non-renewal of non-life
policies), mergers and acquisitions, or failure. Pressures towards consolidation will likely be fur-
ther reinforced by recent developments in the global reinsurance markets, where after September
11 reinsurance premiums have gone up significantly, while coverage availability has declined. 

EU 8 insurance markets, however, do not yet appear to have entered the consolidation phase,
as evidenced by continued growth in the number of (often very small) insurance companies,
while significant consolidation is underway in the EU 15 (Figure 6). In this context, and also
taking into account that many of the EU 15 insurers themselves are experiencing financial distress
as a result of the recent dramatic decline in equity market prices, it will be particularly important
for the EU accession countries to put in place a robust regulatory and supervisory regime that
sets prudent limits on risky investments (avoiding the overexposures to equity markets now hurt-
ing many EU insurers) and that is capable of dealing with market turmoil caused either by EU
insurers bailing out of their EU 8 subsidiaries at times of distress or failures of the smaller/domestic
companies. Putting in place well functioning cross border cooperation agreements between EU 8
and EU 15 insurance supervisors should also be high priority in this context. Additionally, because
already high concentration levels resulting from lopsided industry structures may increase further
in the future, it will be important to ensure adequate consumer protection to avoid market power
abuse by the dominant players.

Pension Funds
While not all existing EU member states have well developed private pension systems, and despite
early efforts in some EU 8 countries to develop such systems, the aggregate level of pension
fund assets as percent of GDP is still much higher in the EU 15 than in the EU 8 (Figure 7).
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Source: OECD Insurance Statistics Yearbook.

FIGURE 6: NUMBER OF INSURANCE COMPANIES IN EU 15 AND EU 8 COUNTRIES
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Pension assets as percent of GDP in the EU 8 are particularly low when compared with levels
seen in countries like the United Kingdom (87 percent of GDP in 2002) and the Netherlands
(94 percent), where private pension systems are most developed. At the same time, it is apparent
that growth in this segment of the EU 8 financial systems is higher than in the banking and
insurance segments.

Hungary and Poland were first among the EU 8 countries to initiate privately managed com-
pulsory pension savings schemes, followed later by Estonia and Latvia. In some cases (for exam-
ple, Hungary and the Czech Republic), sizeable third pillar schemes (privately managed voluntary
contributions) have been in place for years. Slovakia is currently preparing for the introduction of
a mandatory pillar, while Lithuania has been debating the pros and cons of a mandatory scheme
since early 2002. 

Pension assets as percent of GDP are growing rapidly in most of the EU 8, especially in
countries with mandatory second pillar systems (Figure 8 and Table 4). Growth is also driven by
the use of tax incentives to attract savings into private pension schemes.

For example, in the Czech Republic employees and self-employed people who join a supple-
mentary pension fund receive a co-payment from the Government and in addition may deduct con-
tributions to voluntary pension funds from their taxable income up to a predetermined maximum
amount annually. In Hungary, part of supplementary pension fund contributions can be deducted
from taxes. In Poland, there are no tax incentives to participate in a voluntary scheme. There is,
however, a tax-advantaged mandatory second pillar and an incentive for companies to create
employee pension programs, as employer contributions paid to such programs are tax exempt. 

While Hungary has the largest number of funds, Poland has the highest percentage of pen-
sion fund assets to GDP. In some EU 8 countries, life insurance companies play a key role in
pension fund management (for example, Estonia and Hungary).

DEVELOPMENT OF NON-BANK FINANCIAL INSTITUTIONS AND CAPITAL MARKETS 11

Source: National pension authorities and OECD Institutional Investors Yearbook (for pension assets), and
World Bank SIMA Database (for GDP). For some countries, 2002 pension assets are estimated.

FIGURE 7: PRIVATE PENSION ASSETS AS A PERCENTAGE OF GDP IN EU 15 AND EU 8
COUNTRIES
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Source: National pension authorities and OECD Institutional Investors Yearbook. For some countries, 2002
pension assets are estimated.

FIGURE 8: PRIVATE PENSION ASSETS AS A PERCENTAGE OF GDP IN EU 8 COUNTRIES
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Source: National pension authorities, EFRP (for EU 15 pension assets), Eurostat (for number of pension funds in
both EU 15 and EU 8), and World Bank SIMA Database (for GDP). For the EU 15 and some of the EU 8 coun-
tries, 2002 pension assets are estimated.

Number of pension funds Mandatory 2nd Private Pension Assets as 
(2001 data) pillar percent of GDP (2002 data)

EU 15 3,313 29.06

Czech Republic 20 No 3.12

Estonia 4 Yes 0.08

Hungary 22 Yes 2.79

Latvia 4 Yes 0.29

Lithuania 0 No 0.00

Poland 17 Yes 4.39

Slovakia 4 No 0.70

Slovenia 3 No 0.19

Total EU 8 74 3.15

TABLE 4: PRIVATE PENSION FUNDS IN THE EU 8
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Key challenges for the future development of private pension fund schemes in the EU 8 are:
(i) further reform of the state provided pay-as-you-go pension schemes, necessary to create room
for contributions to second and third pillar schemes, (ii) ageing populations and continued high
levels of unemployment (reducing gross contributions), (iii) lack of depth and breadth of domes-
tic capital markets, resulting in asset allocations with unattractive risk-return profiles (the choices
being limited to low-yielding bank deposits and Government bonds, and risky equity investments
in volatile and thin equity markets and illiquid real estate);5 and (iv) for some countries (e.g., the
Czech Republic) ensuring proper separation of the assets of the pension sponsor and the assets of
pension beneficiaries.

Over time, the asset constraint for private pension funds is likely to ease with increased
domestic equity offerings by medium sized companies, and the appearance of a broader range of
fixed income instruments (e.g., mortgage bonds issued by banks once the mortgage markets
develop, municipal and corporate bonds)—as elaborated in the section on capital markets below.
Adoption of the Euro will also help by eliminating exchange rate risk associated with holding
Euro-denominated assets, widening the choice of assets to all of those available in the Euro-zone.

Despite or maybe because of the aforementioned challenges, the pension sector is expected
to grow rapidly in the medium term as a result of the ageing of EU 8 populations (forcing fur-
ther reform of pay-as-you-go social security systems) and growing per capita income levels, and as
is the case for insurance companies, private pension funds have the potential to become important
institutional investors in EU 8 financial markets. Given this expected growth, which to some
extent will take the form of mandating increased retirement savings, the need for a strong regula-
tory framework for private pension funds capable of adequately protecting the interests of pen-
sion beneficiaries will become more pressing. EU 8 countries will have to further develop their
laws and regulations governing private pension schemes, including to incorporate newly emerging
best practice standards such as the recently published OECD principles for pension fund gover-
nance, as well as build institutional capacity to ensure their effective enforcement. 

Mutual Funds
As is the case for private pension funds, and despite the immediate boost given to the industry’s
development in some accession countries by voucher privatization, EU 8 mutual fund assets as per-
cent of GDP, although growing rapidly, still remain far below levels seen in the EU 15 (Figure 9).

As noted, voucher privatization kick-started the industry’s development by calling for the
overnight creation of voucher investment funds (e.g., the Czech Republic, Slovakia, Lithuania).
In the initial years of the transition, however, these hastily formed investment funds were only
lightly regulated, and this created room for abuse of small shareholder rights. As a result, a prop-
erly regulated mutual fund industry with the requisite safeguards to ensure investor confidence
did not appear until the latter part of the 1990s in some EU 8 countries, when the process of
bringing the domestic legal and regulatory framework for mutual funds in line with the EU’s
UCITS directives got seriously underway. By now, however, the transition of these early invest-
ment funds into either closely held holding companies or properly regulated mutual funds, as well
as the development of a stronger regulatory regime and institutional infrastructure for mutual
funds has been mostly completed, and mutual fund assets are now growing rapidly, albeit from a
very low base.

The Czech Republic and Hungary have the most developed markets, and these two coun-
tries, together with Poland, lead in terms of assets under management (Figure 10 and Table 5).

5. In some cases, pension fund managers are permitted to invest a portion of their assets abroad to counter the
limited choice of assets in local markets (e.g., Hungary allows 30 percent of the assets of mandatory pension funds
to be invested in foreign assets and 20 percent of the assets of voluntary funds, with investments in non-OECD
securities subject to further sub-limits).



As percent of GDP, however, the market is also developing rapidly in Estonia. On the other hand,
in Latvia and Lithuania mutual funds appear to have remained of negligible size.

In the years ahead, the mutual fund industry is expected to continue to grow, although not
as rapidly as the private pension fund industry. While increasing per capita income and wealth
levels should free up more money for investments by individuals in the type of assets for which
mutual funds are the most suitable investment vehicle (that is, stocks, corporate bonds, and
eventually real estate), mutual funds will face increasing competition from new private pension
funds which are tax-advantaged. Also, as is the case for the new private pension funds, mutual
funds also suffer somewhat from an asset constraint due to the undeveloped state of domestic
capital markets. This constraint will ease in the medium term once capital market development
picks up and the EU 8 adopt the Euro. In the longer term, though, mutual funds are expected
to benefit from the growing strength of pension funds, as they are likely to make the domestic
capital markets more efficient (for example, in Poland, pension funds already manage 25 percent
of the free float in the equity market, and hence are now in a position to positively influence
corporate governance, transparency and disclosure of information to the benefit of all equity
investors).

In terms of policy challenges, despite the fact that the industry is still small today, the EU 8
would be well advised to focus early on the important emerging agenda of strengthening corpo-
rate governance of mutual funds. The recent mutual fund scandals in the US indicate that even in
the most developed capital markets, weaknesses in corporate governance can create unexpected
surprises and turbulence in financial markets. Given their own tainted history in this respect, for
the EU 8 it will be doubly important to ensure very strong mechanisms are in place to retain
investor confidence in the mutual fund industry. The EU 8 should therefore pay special attention
to new initiatives in this area, such as the recent attempts by FEFSI (the European Association of
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Note: Data for Lithuania are not available.

Source: National investment fund associations, Investment Company Institute, FEFSI (for mutual fund assets) and
World Bank SIMA Database (for GDP).

FIGURE 9: MUTUAL FUND ASSETS AS A PERCENTAGE OF GDP IN EU 15 AND EU 8
COUNTRIES
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Note: Data for Lithuania are not available.

Source: National investment fund associations, Investment Company Institute, and FEFSI.

FIGURE 10: MUTUAL FUND ASSETS AS A PERCENTAGE OF GDP IN EU 8 COUNTRIES
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Source: Investment Company Institute, FEFSI, and World Bank SIMA Database (for GDP).

Number of Total Assets Mutual Fund Assets 
(2002 data) mutual funds (US$ million) as percent of GDP

EU 15 40,197 4,250,971 49.64

Czech Republic 83 3,464 4.98

Estonia 17 277 4.31

Hungary 104 3,112 4.73

Latvia 9 21 0.25

Lithuania N/A N/A N/A

Poland 105 5,468 2.91

Slovakia 92 399 1.68

Slovenia 48 254 1.20

Total EU 8 458 12,995 3.28

TABLE 5: MUTUAL FUNDS IN THE EU 8



Mutual Funds) to develop best practice corporate governance standards for mutual funds and to
promote the use of International Financial Reporting Standards (IFRS) by mutual funds. 

While there is little economic rationale for providing tax incentives to mutual fund investors
as a way to develop the industry, it may be conducive to the growth of mutual funds to develop
tax integration systems that avoid the double taxation of dividends and capital gains (which, with-
out such systems, are typically taxed both at the corporate level and at the individual investor
level). Also, as the recent experience of Poland indicates (where a new tax on bank deposit inter-
est triggered an outflow of funds from the banking system into mutual funds), changes in taxa-
tion of other types of financial instruments can have important ramifications for the mutual fund
industry. Any such changes should be carefully thought through before being implemented to
avoid undue asset shifts which may negatively impact asset returns, and hence investor
confidence.

Leasing
Contrary to what is the case for other segments of the financial system, leasing is relatively well
developed in the EU 8. Leasing assets as percent of GDP are more or less at the same levels in
the EU 15 and the EU 8, and are growing noticeably faster in the latter (Figure 11). 

Lease volume in the EU 8 in 2002 was upwards of US$10.5 billion (Table 6). The Czech
Republic has the largest leasing market when measured by volume, followed by Hungary and
Poland. Estonia, the Czech Republic and Hungary are the most advanced both in terms of mar-
ket penetration (percentage of fixed asset investments financed by leasing) and total lease assets as
percent of GDP (Figure 12).

In some EU 8 countries leasing has reached a level of development that is higher than in
many EU member states. For instance, lease volume as percent of GDP in 2002 was over 5 per-
cent in the Czech Republic and almost 11 percent in Estonia, while in Germany and Italy the
comparable ratios were 2.3 and 3.3 percent. Market penetration in some of the EU 8 is also
higher than comparable levels seen in the EU (for example, Germany’s 13 percent and Italy’s 
18 percent).
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Source: National leasing associations,World Leasing Yearbook (for total lease assets), and World Bank SIMA 
Database (for GDP).

FIGURE 11: LEASING ASSETS AS A PERCENTAGE OF GDP IN EU 15 AND EU 8 COUNTRIES
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Source: National Leasing Associations,World Leasing Yearbook (for total lease assets),World Bank SIMA Data-
base (for GDP).

FIGURE 12: LEASING ASSETS AS A PERCENTAGE OF GDP IN EU 8 COUNTRIES
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Source: Leaseurope (for number of leasing companies and annual lease volumes) and World Bank SIMA Data-
base (for gross fixed investment and GDP).

Number of Annual Lease Market Annual Lease 
Leasing Volume Penetration Volume as

2002 data Companies (US$ million) (percent) percent of GDP

EU 15 804 189,910 12.00 2.22

Czech Republic 83 3,609 23.00 5.19

Estonia 5 693 39.57 10.81

Hungary 30 2,340 18.36 3.55

Latvia N/A N/A N/A N/A

Lithuania 11 N/A N/A N/A

Poland 28 2,195 5.47 1.17

Slovakia 30 993 16.43 4.19

Slovenia 32 710 14.78 3.36

Total EU 8 219 10,539 12.23 2.66

TABLE 6: LEASING IN THE EU 8 COUNTRIES



The rapid development of the EU 8 leasing industry, while a very encouraging sign given the
importance of leasing as a source of investment finance especially for SMEs, may to some extent
have been driven by the ongoing presence of weaknesses in EU 8 creditor rights systems6—giving
leasing an advantage over secured lending, as the lessor in case of default already has legal owner-
ship title to the underlying asset. Low per capita income levels and an associated preference for
lease finance due to its greater affordability in comparison with bank loans may also be a factor.7

Therefore, while the leasing sector in the EU 8 is expected to continue to grow rapidly in the
years ahead as the SME segments of their economies expand, growth may slow down somewhat
once creditor rights are strengthened and legal systems become more efficient. 

From a policy perspective, the leasing industry, along with the factoring industry (see below),
would benefit from the development of competitively priced and reliable credit information serv-
ices8 that facilitate SME credit risk analysis. The EU 8 authorities also should carefully consider
the implications of introduction of IFRS for lease transactions. While leasing companies are typi-
cally not regulated as they do not take deposits, many leasing companies are bank subsidiaries,
and bank regulators may have an interest in IFRS-based reporting by such companies for purpos-
es of consolidated supervision. As not all of the accession countries currently have separate tax
and general purpose financial statement reporting standards, introduction of IFRS for leasing
transactions may inadvertently reduce or eliminate favorable tax treatment of lease transactions to
the detriment of the future development of the industry (for example, under IFRS 17, without
separation of tax and general purpose reporting standards, depreciation may no longer be taken
by lessors which as established businesses typically benefit more from expensing depreciation than
lessees—often start-ups with little or no taxable income during their early years of operation).

Factoring
Factoring volumes vary widely by country in both the EU 8 and EU 15, reflecting the fact that the
factoring industry developed more rapidly in some countries than others for historical reasons, and
is still in the expansion phase worldwide as new products and services are developed (for example,
internet-based sale of receivables and immediate receipt of credit, linkages with credit insurance). 

While factoring volumes have increased sharply in the EU 8 in recent years from US$1.4 billion
in 1996 to US$7.7 billion in 2002, expressed as percent of GDP, they are still significantly below
levels seen in the EU 15 (Figure 13) and, as the industry is still also expanding rapidly in existing
member states, the gap appears between the two groups of countries appears to be widening.

Among accession countries, the largest factoring markets are currently in Poland, the Czech
Republic, and Estonia (Table 7). Among EU member countries, the most developed markets are in
Italy and the UK. All of these countries have seen recent rapid growth. However, expressed as percent
of GDP (Figure 14), EU accession countries, with the exception of Estonia, still fall behind the more
developed EU 15 factoring markets, where factoring volume as percent of GDP ranges between 10-12
percent, and it will be some time before the EU 8 catch up with the market leaders in the EU 15.

It should be noted, though, that the numbers for Estonia may overstate the size of its factor-
ing industry (when defined as the purchase of customarily factorable receivables), as atypical
transactions like the sale of construction company receivables from municipalities for the building
of schools are included in factoring volume data.9

18 WORLD BANK WORKING PAPER

6. These weaknesses are documented in Reports on Observance of Standards and Codes (ROSCs) that
benchmark EU 8 creditor rights systems against the World Bank creditor rights principles, and can be found
at http://www.worldbank.org/ifa/rosc.html.

7. For example, an operating lease for a car typically requires a lower upfront payment, with a balloon
payment to be made by the lessee at the end of the lease term in case the lessee wants to buy the car.  

8. High quality credit information services are of course also very important for further development of
lending to the private sector by the EU 8 banking systems. While banks are typically in the lead role in
developing such credit information services, it is important from a competition policy perspective that non-
bank financial institutions such as leasing and factoring companies have equal access to such information.

9. This phenomenon highlights the data problems that can be caused by the absence of a commonly
accepted definition of what constitutes factoring.



Factoring is an important source of short term working capital for SMEs, and also has the
added benefit of allowing SMEs to outsource their accounts receivable administration and collec-
tion activities, turning the fixed costs of maintaining in-house departments for these purposes
into a variable cost, with the fee paid for these services to factoring companies varying with the
level of sales realized. Factoring also can help companies better manage their leverage by reducing

DEVELOPMENT OF NON-BANK FINANCIAL INSTITUTIONS AND CAPITAL MARKETS 19

Source: Factors Chain International (for factoring volumes), and World Bank SIMA Database (for GDP).

FIGURE 13: FACTORING VOLUME AS A PERCENTAGE OF GDP IN EU 15 AND EU 8
COUNTRIES
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Source: Factors Chain International.

* Number of factoring companies for all three Baltic states combined.

Number of Annual Factoring Annual Factoring 
Factoring Volume Volume 

2002 data Companies (US$ million) as percent of GDP

EU 15 265 531,227 6.20

Czech Republic 5 1,783 2.56

Estonia 12* 944 14.72

Hungary 11 608 0.92

Latvia (see Estonia) 629 7.49

Lithuania (see Estonia) 734 5.32

Poland 7 2,622 1.40

Slovakia 5 252 1.06

Slovenia 2 83 0.39

Total EU 8 42 7,654 1.93

TABLE 7: FACTORING IN THE EU 8 COUNTRIES
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the need for short term bank credit to finance working capital, creating room for attracting
longer term investment financing from banks and leasing companies. Therefore, as the SME sec-
tor in the EU 8 expands, and as international factoring of trade receivables picks up once EU 8
markets integrate further into the EU after accession, the factoring industry is expected to grow
rapidly in the years ahead. 

EU 8 governments could facilitate the industry’s growth by removing any remaining tax
barriers and by facilitating the development of high quality credit information services and credit
bureaus, to allow factoring companies to undertake proper credit risk analysis, particularly for
SMEs, at minimum costs. Cross border cooperation between credit information providers in the
EU and the EU 8 countries will also be important. Additionally, in some countries, such as
Poland, to allow the industry to further develop, it will be necessary to address legal issues such
as prohibiting the use by monopsonistic buyers of bans on assignment of receivables (for example,
large supermarket chains).10 Factoring companies could possibly also play a role in providing
debtor-in-possession financing for companies in bankruptcy by providing working capital through
the purchase of otherwise non-factorable receivables as they do in the United Kingdom. Thus,
both the factoring industry and the corporate sector could benefit from a further strengthening
of creditor rights and bankruptcy systems.

Source: Factors Chain International (for factoring volumes) and World Bank SIMA Database (for GDP).

FIGURE 14: FACTORING VOLUME AS A PERCENTAGE OF GDP IN EU 8 COUNTRIES
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10. A recent conference on Factoring as a Key Tool for SME Development in EU Accession countries
was organized by the World Bank in Warsaw. Several of the constraints to the further development of the
factoring industry in these countries were discussed in detail at this conference. For more information, see
http://lnweb18.worldbank.org/ECA/eca.nsf/Sectors/ECSPF/CEC20F52CD5743C085256DC20056F8
94?OpenDocument.



DEVELOPMENT OF NON-BANK FINANCIAL INSTITUTIONS AND CAPITAL MARKETS 21

Venture Capital
The venture capital industry (defined as including both traditional venture capital investments
and private equity investments) is still very small in the EU 8, despite significant growth during
the last decade, and the evolution of the industry from being primarily donor-funded (for exam-
ple, American Enterprise Funds, EBRD/IFC sponsored funds) to a more mature stage character-
ized by the presence of a multitude of private players including well-known foreign names.
Expressed as a percent of GDP, venture capital investments in the EU 8 are still only at around
one third the level in the EU 15 (Figure 15). Contrary to what is the case in the EU 15, the EU 8
industry also appears to have had some difficulty recovering from the collapse of the investment
bubble that burst in 2000. As a result, the gap with the EU 15 is widening.

The venture capital industry is most developed in Poland, the Czech Republic and Hungary,
but even in these countries venture capital investments represent just a small fraction of GDP
(Figure 16), significantly below levels seen in the more developed EU 15 venture capital markets
(for example, the United Kingdom at 0.70, Sweden at  0.67, the Netherlands and France at 0.44
percent of GDP). Also, the industry is characterized by high levels of volatility, indicating that the
deal flow is still erratic.

For all the EU 8 countries combined, in 2002 venture capital investments were only US$186
million, benefiting only 143 companies (Table 8). It should be noted, though, that venture capi-
tal investments for EU 8 companies are to a significant extent also provided on a cross border
basis by regionally oriented foreign funds, and therefore may be higher than indicated by the
numbers presented below.

Source: EVCA/PriceWaterhouseCoopers (for venture capital investments) and World Bank SIMA Database (for
GDP). For the earlier years, the data are estimated.

FIGURE 15: VENTURE CAPITAL INVESTMENTS AS A PERCENTAGE OF GDP IN EU 15 AND
EU 8 COUNTRIES

0.00%

0.05%

0.10%

0.15%

0.20%

0.25%

0.30%

0.35%

0.40%

0.45%

1996 1997 1998 1999 2000 2001 2002

V
en

tu
re

 C
ap

it
al

 In
ve

st
m

en
ts

/G
D

P

EU 15 EU 8



22 WORLD BANK WORKING PAPER

Source: EVCA/Price WaterhouseCoopers (for venture capital investments) and World Bank SIMA Database (for
GDP). Data for the earlier years are estimated.

FIGURE 16: VENTURE CAPITAL INVESTMENTS AS A PERCENTAGE OF GDP IN EU 8
COUNTRIES
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Source: EVCA/PriceWaterhouseCoopers (for venture capital investments) and World Bank SIMA Database (for
GDP).

Number of Venture Capital Venture Capital 
Investee Investments Investments 

2002 data Companies (US$ million) as percent of GDP

EU 15 7,794 28,261 0.33

Czech Republic 13 37 0.05

Estonia N/A 1 0.01

Hungary 26 18 0.03

Latvia N/A 1 0.01

Lithuania N/A 1 0.01

Poland 86 124 0.07

Slovakia 18 3 0.01

Slovenia N/A 2 0.01

Total EU 8 143 186 0.05

TABLE 8: VENTURE CAPITAL IN THE EU 8



The low level of development of the venture capital industry reflects the fact that many of the
pre-conditions for success, such as strong legal systems and deep equity markets that allow for
easy exit, are not yet in place. Other impediments to venture capital development include lack of
a regulatory framework that clearly defines what constitutes venture capital investment, high taxes
(for example, double taxation of capital gains resulting from venture capital companies and funds
lacking pass through status), low levels of domestic savings, lack of an institutional investor base
(insurance companies and pension funds typically invest a percentage of their assets in venture
capital and as such are often important players in helping the industry grow), and a shortage of
skilled venture capital managers.

While some of these impediments may ease with EU accession and Euro adoption (for exam-
ple, opening up EU-wide exit options for EU 8 venture capital investors), the EU 8 may need to
consider targeted support for further development of their domestic venture capital industries if
they are to rapidly bridge the gap with the EU 15—a likely precondition for the enlarged EU
meeting the Lisbon Summit’s 2010 competitiveness goal. There are examples in other developed
(United Kingdom and United States) and emerging (Israel) markets of successful public support
programs for developing the industry that could be considered.11 Tax policies promoting invest-
ment into venture capital funds, accelerated pension reform and lifting of restrictions on venture
capital investments by pension funds,12 as well as further strengthening of EU 8 legal systems will
also facilitate the industry’s development. Developing small company equity markets in the larger
EU 8 countries or on a regional basis, for example modeled on the Korean KOSDAQ market
which has dedicated listing standards for venture companies, would also facilitate the industry’s
development.

Equity Markets
Equity markets have remained relatively small and underdeveloped in the EU 8 and, despite the
recent collapse of stock prices in EU 15 markets, EU 8 market capitalization expressed as a per-
cent of GDP remains at a level of less than one third of that of the EU 15 (Figure 17).

Market capitalization was US$69 billion for the accession countries as a group in 2002
(Table 9), although levels of development vary widely by country. Poland, the Czech Republic
and Hungary have the largest markets in absolute terms. Expressed as a percent of GDP, all of
the EU 8 equity markets are still much smaller than in EU 15 countries with well developed mar-
kets (Figure 18), where market capitalization is typically in the 70-120 percent of GDP range (for
example, France, Netherlands, Spain, Sweden and the United Kingdom). Liquidity is also low in
the EU 8 markets, with stocks traded representing less then 10 percent of GDP in all countries,
far below levels seen in the aforementioned EU 15 markets, where levels of stocks traded are
typically in the 80-150 percent of GDP range.

Most EU 8 equity markets were initially shaped by the choice of privatization method. Coun-
tries using the voucher privatization method (for example, the Czech Republic, Slovakia, Lithuania)
started out with a large number of listed companies, but were fairly illiquid from the start, and
subsequently saw many de-listings as companies were bought out by foreign investors or went
private. Markets in other countries that followed the case-by-case privatization method (Poland,
Hungary), although generally more liquid, have not fared much better in terms of number of
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11. See for example the 2002 Yearbook of the Polish Private Equity Association at
http://www.ppea.org.pl/index-e.php for a description of such programs.

12. As private pension funds are still at an early stage of development in the EU 8, asset allocation is still
mostly regulated through quantitative investment limits for particular asset classes, such as venture capital
investments. As the industry matures and the quality of supervision improves, however, a shift towards a
“prudent investor” approach will allow the lifting of such limits. Under a prudent investor approach, ven-
ture capital investments are still not likely to exceed a small percentage of private pension funds’ total invest-
ments, but with an anticipated rapidly growing asset base this could still bring significant additional invest-
ment into the EU 8 venture capital industry. 
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Source: World Bank SIMA Database.

FIGURE 17: STOCK MARKET CAPITALIZATION AS A PERCENTAGE OF GDP IN EU 15 AND
EU 8 COUNTRIES
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Source: World Bank SIMA Database and national stock exchanges.

* 2001 Average

(2002 data Market Market Number of Stocks traded 
unless indicated capitalization capitalization as listed as percent
otherwise) (US$ million) percent of GDP companies of GDP

EU 15 5,905,587 68.97 7,047 79.70*

Czech Republic 15,893 22.84 78 8.74

Estonia 2,430 37.89 14 3.76

Hungary 13,110 19.91 48 9.02

Latvia 714 8.50 62 1.48

Lithuania 1,463 10.60 51 1.32

Poland 28,750 15.32 216 3.11

Slovakia 1,904 8.03 354 3.33

Slovenia 4,606 21.82 35 0.50

Total EU 8 68,869 17.37 858

TABLE 9: EQUITY MARKETS IN EU 8 COUNTRIES



listings and, for the most part, have few actively traded companies. In some cases (such as
Poland), the choice of privatization method (for example, combining the sale of a block of shares
to a strategic investor with sales to small investors, while sometimes leaving the government in as
a significant minority owner) has also created unique corporate governance problems hindering
further development of the equity markets.13 Additionally, the trend in the number of listed com-
panies in the EU 8 has moved in the opposite direction of the EU 15 (Figure 19). 

Overall, therefore, equity markets have not been able to establish themselves as effective
mechanisms for corporate sector financing. In fact, in several of the EU 8 countries (Lithuania,
Slovakia), the market capitalization is in fact even lower than the data suggest, as many companies
that trade only very infrequently or have a very small free float remain listed. In Poland, privatiza-
tion through sales of large equity stakes to strategic investors in combination with small investor
tranche sales to individuals has also contributed to low free float being available for public trading.14

The low level of equity market development is at least in part due to the lop-sided structure
of the corporate sectors in the smaller EU 8 countries, which are characterized by the presence of
many small companies and a few very large companies. Medium-sized companies in these coun-
tries are typically underrepresented, while the large companies for the most part have funding
needs of a magnitude that cannot easily be met by these markets. Such companies are often for-
eign-owned as well, and therefore able to raise money in foreign markets or through their parent
companies. Thus, these large companies typically play a minor role in domestic financial markets
in the EU 8. At the same time, the predominance of small-scale companies also limits the oppor-
tunities for capital markets development, as it is usually premature to bring such companies to
market given the costs and requirements of doing so.
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Source: World Bank SIMA Database.

FIGURE 18: STOCK MARKET CAPITALIZATION AS A PERCENTAGE OF GDP IN EU 8 COUNTRIES
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13. For a further analysis of this issue in the case of Poland see Claessens, Klingebiel and Lubrano
(2002).

14. For example, while Polish listed banks account for roughly 40 percent of overall market capitaliza-
tion, free float in these banks is on average not higher than 15-25 percent.



As medium-sized companies begin to expand, and as some of the more dynamic small businesses
become larger, domestic equity markets in the EU 8 are expected to grow modestly in the next three
to five years. Despite the expectation of such growth, it is unlikely, however, that existing stock
exchanges in the region will be able to survive on their own. They face a number of threats to their
business, including the internalization of trading by large financial intermediaries and investment banks
which conduct off-exchange trading, and cross-listing or migration of the largest domestic firms to
larger European financial centers.15 Both of these threats are likely to gain strength after accession.

As a result, many of the EU 8’s stock markets will find they have to enter into strategic part-
nerships with other exchanges in EU markets (and possibly elsewhere) to survive. Such consolida-
tion has already begun in some of the accession countries (such as in Estonia and Latvia, where
the Helsinki stock exchange has acquired strategic ownership of the Tallinn and Riga exchanges).
Likewise, a number of stock exchanges in the EU are merging and integrating into larger trading
platforms to help increase volumes and efficiency. 

Equity market development can be encouraged by addressing remaining weaknesses in corpo-
rate governance and accounting and auditing standards and practices.16 For the larger countries
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Source: National stock exchanges and World Bank SIMA Database.

FIGURE 19: NUMBER OF LISTED COMPANIES IN EU 15 AND EU 8 COUNTRIES

0

1,000

2,000

3,000

4,000

5,000

6,000

7,000

8,000

1996 1997 1998 1999 2000 2001 2002

N
u

m
b

er
 o

f 
L

is
te

d
 C

o
m

p
an

ie
s

EU 15 EU 8

15. This trend has been occurring in emerging markets throughout the world and is also evident in EU 8
stock markets. Although the degree of listing of EU 8 firms on international stock exchanges varies consid-
erably among individual countries, it is on average more extensive than in Latin America and East Asia. In
some cases more than two-thirds of stock market capitalization is listed abroad as well as domestically. This
is because cross listed firms tend to be those better performing, more attractive financially, and carrying a
large share of international business. While studies are still ongoing, evidence to date suggests that the
effects of such migration are negative on local stock markets, tending to divert trade and reduce liquidity.
For an in-depth analysis of these threats, see Claessens (2003).

16. These weaknesses are documented in the World Bank’s ROSCs for selected EU 8 countries that
benchmark EU 8 corporate governance regimes against the OECD principles of corporate governance, and
EU 8 accounting and auditing regimes against International Accounting and Auditing Standards and best
practices, and can be found at http://www.worldbank.org/ifa/rosc.html.



and/or for the smaller countries on a regional basis, it may also be worthwhile to actively pursue
the development of small company markets, possibly in conjunction with initiatives to develop
the venture capital industry. There are some interesting examples of other countries that have
successfully developed such markets, for example Korea (KOSDAQ market).17 Furthermore, to
bolster investor confidence, the EU 8 should consider shifting key regulatory functions now per-
formed by stock exchanges on a self-regulatory basis to their securities markets supervisors, in line
with the already discernable global trend in this direction.

Fixed Income Markets
Traded debt markets in the EU 8 (government and private sector combined) expressed as a per-
cent of GDP have grown substantially from 19 percent in 1996 to almost 35 percent in 2002,
but are still only at around one third the EU 15 level (almost 100 percent).18 As the markets for
traded debt securities in the EU 8 are very much dominated by government securities, however,
the gap is more pronounced (and growing) when comparing the markets for traded non-public
debt expressed as percent of GDP in the two groups of countries (Figure 20).

With the notable exception of Estonia, and contrary to what is the case in the EU 15,
most traded debt in the EU 8 is government debt (Table 10). Thus, EU 8 domestic fixed
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17. See http://www.kosdaq.or.kr/ for more information.
18. Source: BIS Quarterly Reviews and national authorities and stock exchanges.

Source: BIS Quarterly Reviews and national authorities and stock exchanges (for traded debt stocks outstand-
ing) and World Bank SIMA Database (for GDP). For some countries and years for which full series are not
available, estimates have been used.

FIGURE 20: TRADED NON-PUBLIC DEBT AS A PERCENTAGE OF GDP IN EU 15 AND EU 8
COUNTRIES
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income markets are not yet a significant source of finance for the corporate sector. In fact,
almost as much money is being raised by the EU 8 non-public sector in international markets
as in domestic markets (as of end 2002, the stock of outstanding international securities issued
by the EU 8 financial and non-financial corporate sector was US$8.3 billion and US$1.5 billion
respectively19).

The development of corporate bond markets in individual EU 8 countries to date has been
uneven (Figure 21). The Czech Republic and Slovakia until a few years ago had the largest cor-
porate bond markets expressed as percent of GDP, partially in response to limited growth of bank
credit to the private sector (due to banking systems in these two countries being restructured
much later than in other EU 8 countries); and while Estonia has an active short term commercial
paper market, in Poland and other smaller EU 8 countries the corporate bond market is either
insignificant or non-existent. In Poland, the continued availability of high yielding government
paper probably has contributed to this outcome. In some of the Baltic countries, the previously-
referenced lopsided nature of the corporate sector, with the funding needs of large corporations
exceeding the local market’s funding capacity, may have been a factor. In Lithuania, the market
may also has been hindered by a prohibition on the domestic issuance of foreign currency
denominated paper. 

Government bond markets are expected to be a source of steady, albeit modest, growth in
the coming years, as accession countries begin to comply with the Maastricht criteria.20 With
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Note: BIS data are not available for the non-government sector in Poland, but there reportedly is a short term
commercial paper market as well as a small, illiquid corporate bond market. See for example
http://www.ecb.int/pub/pdf/bondmarketacc2003.pdf and http://www.ccme.cz/pages/products.htm.

Source: BIS Quarterly Reviews, national authorities and stock exchanges, FESE (for turnover data) and Bank
staff estimates.

Non-public
(2002 data (US$ millions) Govt. Sector
unless Total Non- as Turnover
indicated Traded Financial Financial percent ( million,
otherwise) Debt Government Sector Sector of total Nov. 2003)

EU 15 8,242,800 4,487,100 2,888,400 867,300 54.44 103,349

Czech Republic 42,800 36,300 3,300 3,200 84.81 183.3

Estonia 219 18 136 65 8.12 N/A

Hungary 30,900 29,300 500 1,100 94.82 93.7

Latvia 589 504 83 2 85.60 N/A

Lithuania 821 820 1 0 99.87 N/A

Poland 55,300 55,300 0 0 100.00 0.0

Slovakia 2,853 2,508 229 116 87.92 57.6

Slovenia 4,783 4,232 430 121 88.49 6.2

Total EU 8 138,265 128,983 4,678 4,604 93.29 340.8

TABLE 10: FIXED INCOME MARKETS IN THE EU 8 

19. Source: BIS Quarterly Review.
20. The criteria currently require that governments reduce their budget deficits to less than three percent

of GDP (although this particular criterion is currently being re-examined as several countries in the EU zone
also struggle to comply).



growing GDP, sovereign debt issuance will nevertheless increase significantly in absolute terms,21

setting the stage for (further) development of short term commercial paper and longer term cor-
porate bond markets that need liquid underlying government bond markets for pricing (yield
curve) and infrastructure (clearing and settlement) purposes.  However, some of this new issue
volume may be placed in more liquid EU markets rather than in domestic EU 8 markets, as is
indeed already the case today, with part of sovereign debt taking the form of Eurobonds.22 This
trend could become more pronounced after adoption of the Euro.

Whether and how fast corporate fixed income markets will develop in the EU 8 and become
an important source of corporate finance will depend on the willingness of policy makers to
create the enabling conditions for such markets. Important policy actions in this regard include
fiscal discipline (reducing the crowding out effect on demand for investment funds), using gov-
ernment debt management as a tool to develop clear benchmarks for different maturities off
which corporate bonds can be priced—including a willingness to continue issuance of govern-
ment paper even if there is no immediate financing need with a view to allow for further bond
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Source: BIS Quarterly Reviews, national authorities and stock exchanges and Bank staff estimates (for debt
stocks outstanding) and World Bank SIMA Database (for GDP).

FIGURE 21: TRADED NON-PUBLIC DEBT AS A PERCENTAGE OF GDP IN EU 8 COUNTRIES

0%

2%

4%

6%

8%

10%

12%

Czech
Republic

Estonia Hungary Latvia Lithuania Poland Slovakia Slovenia EU 8

T
ra

d
ed

 N
o

n
-p

u
b

lic
 D

eb
t/

G
D

P

1996 1997 1998 1999 2000 2001 2002

21. Assuming an average 5 percent GDP growth rate, the additional debt issuance over the next 3-4
years for the EU 8 all eight countries combined would be around US$58 billion if they all continuously
maintain deficits of 3 percent of GDP.

22. This is especially the case for Estonia and Lithuania which both have currency boards, and hence
have their exchange rates already fixed against the Euro. The currency boards may have been a factor in the
low level of bond market development seen in these countries. See also Capital Markets and Financial
Intermediation in the Baltic States, IMF, April 2003. 



market development,23 promoting the use of financial instruments that can enhance bond market
liquidity such as repos and, reverse repos, securities borrowing, lending, and interest rate futures,
facilitating larger transparency and higher quality of corporate financial statement reporting,
improving corporate governance, developing high quality credit information services and bond
rating services and possibly mandating the use of the latter for all issuers, and strengthening pro-
tection for corporate bond holders in bankruptcy.24 Further reform of pension systems, allowing
private pension funds to emerge as important institutional investors, as well as further develop-
ment of the insurance sector will also assist market development by creating stronger demand for
domestically traded fixed income securities.
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23. This could be a relevant consideration for EU 8 countries with fiscal balance or surpluses (e.g., Estonia),
and would follow the example of other countries such as Hong Kong and Chile which have continued Gov-
ernment debt issuance despite the absence of fiscal deficits, mainly with a view to support domestic bond
market development.

24. For example, resolving issues such as bondholders ranking behind the tax and national health insur-
ance offices (which often have hidden liens on a debtor’s assets) or employee wage claims, as is the case in
Hungary and Lithuania respectively. See also The Development of Corporate Bond Markets in Emerging Mar-
ket Countries by the Emerging Markets Committee of the International Organization of Securities Commis-
sions, May 2002. This paper provides an in-depth overview of measures that emerging market countries can
and have taken to develop their domestic bond markets.
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CHAPTER 4

CONCLUSIONS AND
RECOMMENDATIONS

While the EU 8 have made substantial progress in reforming their financial systems over
the past decade, the challenge of deepening and broadening overall levels of intermedi-
ation in EU 8 financial markets still remains. As elaborated in this paper, if current

growth trends in the EU 15 and the EU 8 persist, the gap between the two groups of countries
in terms of financial depth (assets in selected segments of the financial system expressed as a per-
centage of GDP) is likely to narrow only very slowly or not at all.25 Therefore, to ensure a more
rapid conversion of EU 8 financial sectors towards levels of development seen in existing member
states, policy makers will have to be very proactive in undertaking further financial sector reforms,
with a view to encourage both rapid growth of EU 8 banking systems and non-bank forms of
financial intermediation. The key policy challenges include:

Completing Insurance Privatization. Remaining state-owned insurance companies
should be privatized to safeguard franchise values and to enhance competition in the still
lopsided insurance markets.
Undertaking Further Reform of Pension Systems. Countries that have not yet or insuf-
ficiently reformed their social security systems will need to design second and third pillar
systems and develop regulatory oversight mechanisms with proper safeguards and sound
investment policies for private pension schemes. New OECD corporate governance princi-
ples for private pension funds should guide reform efforts for new systems, as well as for
those already in place. These principles focus on improving disclosure and establishing an
institutional and functional system based on adequate legal, accounting, technical, financial
and managerial criteria. Pension funds must be legally separated from their sponsors (or at

25. The only segment of the financial system to which this statement does not apply is the leasing sector,
where the EU 8 level of development is already comparable to that seen in existing member states



least such separation must be irrevocably guaranteed through appropriate mechanisms).
The new systems should also consider the governance role and capacity of pension funds.
This includes the role of pension funds in influencing corporate behavior, the governance
of pension funds themselves, and the role of trustees.
Developing Credit Information Systems and Services. Several of the EU 8 do not yet
have well functioning credit bureaus and easy access to credit information services of the
requisite quality and accessibility for both corporate and retail clients. Such information is
important not only for enhancing the magnitude and safety of bank lending to the private
sector, but also for the development of corporate bond markets and non-bank lenders such
as leasing and factoring companies, which all can provide healthy competition to banks.
Governments, while having no role in owning or funding such ventures, can facilitate the
development of high quality credit information services by removing legal impediments
such as bank secrecy provisions in banking and related legislation, and by encouraging
equal access for all types of financial institutions.
Strengthening Creditor Rights. Despite multiple revisions to legislation during the past
decade, and also because there is very little EU Acquis Communautaire in this area, in
most of the EU 8 bankruptcy and collateral laws, procedures and systems still will need
further strengthening to underpin the safety of both bank and NBFI lending, and to facili-
tate development of corporate bond markets. In particular, it is imperative to build mod-
ern, centralized collateral registration systems for both immovable and movable collateral,
to develop strong oversight mechanisms for the bankruptcy trustee profession (currently
too often tainted by corruption), to train bankruptcy judges and to improve court capacity
to resolve a large case backlog.
Strengthening Accounting and Auditing Standards and Practices. Several of the EU 8
countries have already adopted IFRS as the applicable accounting standards  for financial
institutions and listed companies (such as Estonia), but others are still waiting for the
deadline of IFRS applicability in the EU itself (2005) to arrive before fully discarding their
own national standards (for example, Poland, the Czech Republic, and Slovakia). The EU
requirement is applicable only on a consolidated basis, though, and the EU 8 countries
would be well advised to adopt IFRS as the standards of choice for all public interest enti-
ties26 on a solo basis as well. This will facilitate attracting foreign direct and portfolio
investment in both the financial and the corporate sectors. The EU 8 also needs to ensure
they are ready for effective application of International Standards on Auditing (ISA) by the
time these are likely to become mandatory in the EU (expected also as of 2005). Most
importantly, there is a need to further strengthen the institutional capacity of both domes-
tic accounting standards setters (too often still Ministries of Finance, resulting in lack of
separation between tax and general purpose reporting) that serve as counterparts to the
IASB, and regulatory bodies for the audit profession. The capacity of the financial sector
regulatory agencies to enforce the proper use of IFRS by the public interest entities under
their jurisdiction also needs to be strengthened.
Improving Corporate Governance. Corporate governance, both in the financial and
corporate sectors, still needs substantial improvement. While commercial and securities
laws have mostly been harmonized with EU directives, capturing some issues such as on
indirect shareholdings, the EU Acquis Communitaire itself is changing rapidly in response
to recent scandals in Europe and the US, and will continue to do so in the next few years
under the recently announced EU Corporate Governance Action Plan.27 There is still a
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26. For example, publicly held companies, financial institutions and other large entities of significant
public interest.

27. For details about this plan, see http://europa.eu.int/comm/internal_market/en/company/
company/modern/index.htm#plan.



long way to go in the EU 8 to adopt good corporate governance practices, and issues such
as related-party transactions and insider dealing have not been dealt with adequately in
most of these countries. To the extent they have not already done so, the EU 8 could also
consider adopting and actively monitoring voluntary corporate governance codes for list-
ing of companies on domestic stock exchanges, as an interim measure until a new best
practice distribution of oversight responsibility between stock exchanges (which are
increasingly seen as regular profit making entities) and securities regulators (to which over-
sight roles traditionally performed by stock exchanges on a self-regulatory basis are migrat-
ing) emerges.
Further Upgrading of Regulation and Supervision of Financial Markets. While the
EU 8 have made impressive progress in developing financial sector regulatory and supervi-
sory capacity during the last decade, there are still remaining weaknesses in the supervision
of banks and capital markets, while the supervision of the insurance sector is typically least
developed.28 Also, in some EU 8 countries pension regulatory and supervisory capacity
still needs to be developed from scratch (for example, Slovakia and Lithuania). As institu-
tional strengthening typically has a long lead time, there is a risk that the widespread pres-
ence of EU financial institutions as owners of EU 8 financial institutions in the interim
period until this capacity is developed leads to overreliance on parent company oversight.
Even well-known EU financial institutions, however, can abandon their EU 8 subsidiaries
if they themselves come under pressure. Therefore, supervisors should ensure that sub-
sidiaries of EU parents in their countries do not take on undue risks, and that they remain
adequately capitalized to stand on their own if necessary. Also, in light of pressures
towards further consolidation, especially in the insurance sector, supervisors should ensure
that smaller institutions do not take on excessive risks. Resolution practices and procedures
should be in place for efficient exit of such institutions when corrective action is insuffi-
cient, or when financial stability is at risk. This is a particular challenge in the EU 8 coun-
tries, whose civil code legal systems are not conducive to quick and least cost resolution
options. Liquidation of financial institutions under bankruptcy is often slow and costly in
terms of loss of franchise value. Therefore, supervisors need more flexible tools to handle
failures outside regular bankruptcy (for example, insurance portfolio transfers for life insur-
ance companies). EU 8 supervisors will also need to enter into memoranda of understand-
ing with all other EU supervisors to ensure proper coordination of oversight over cross-
border institutions, and to coordinate cross-border failure resolution actions.
Developing Consolidated/Integrated Supervision. With increasing cross ownership in
the financial system between banks and non-bank financial institutions and the appearance
of financial conglomerates, the need for better coordination between regulators of banks,
insurance companies and capital market intermediaries will increase. The passage in
December 2002 of a new EU directive on supervision of financial conglomerates is clear
testimony to this new responsibility for all EU supervisors of financial institutions. Several
of the EU 8 have already established an integrated financial market supervisory agency for
this purpose (Hungary, Estonia, Latvia) or have decided to do so (Slovakia). While inte-
grating supervisory agencies for different segments of the financial system does not in and
of itself guarantee a higher quality of supervision, establishing an integrated agency struc-
ture for the overall financial sector could be a sensible option from a cost efficiency per-
spective, as in most of the EU 8 countries, even with future growth, financial systems are
likely to remain small in absolute terms, making it more efficient to have one rather than
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28. Weaknesses and areas where current practices do not yet fully comply with the Basel Core Principles
for Bank Supervision, the IAIS Core Principles for the Supervision of Insurance and the IOSCO Principles
for the Supervision of Capital Markets are documented for selected EU 8 countries in ROSCs available at
http://www.imf.org/external/np/fsap/fsap.asp#cp.



multiple supervisory agencies. However, as the experience of countries that have integrat-
ed their supervisory agencies indicates,29 merging a diverse set of financial sector regulato-
ry agencies under one roof is not an easy task, and it is important that such integration
efforts do not unduly distract supervisors’ attention from their day-to-day responsibility of
exercising close supervision of the entities under their jurisdiction.
Strengthening Consumer Protection. In all but the largest EU 8 countries, financial
systems are likely to be quite concentrated, with consumers only able to choose from a few
financial service providers. Despite increasing competition from cross-border financial serv-
ices which is likely to intensify after accession, high levels of concentration will require
strong consumer protection against predatory and discriminatory lending and pricing prac-
tices and poor disclosure of the effective costs of financial products and fees and commis-
sions charged. Overall, the issue of consumer protection has not yet received adequate
attention in the EU 8. Supervisors should develop behavioral guidelines for financial insti-
tutions that seek to avoid consumer abuse, and in those countries where consumer protec-
tion in the financial services industry is not their responsibility, establish cooperation
arrangements with consumer protection authorities. The latter authorities themselves are
still in their infancy in many of the EU 8 countries, and they will need support to build
institutional capacity. Also, both supervisors and consumer protection authorities will need
to build partnerships with their EU peers to be able to respond to abusive cross-border
selling of financial services in their home markets. Supervisors should require improved
disclosure and transparency of information related to retail loans, other retail banking
products and insurance policies, as well as capital adequacy, solvency and liquidity of banks
and insurance companies. EU 8 legislatures should furthermore consider amending laws or
regulations to hold bank and insurance company directors personally liable for protecting
depositors’ and policyholders’ interests, although such liability is not yet enforced in the EU.
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29. There is a growing body of literature describing financial supervisory agency integration experiences.
For example, see the joint publication of the World Bank and the Ministry of Finance of the Republic of
Estonia “Challenges for The Unified Financial Supervision in the New Millennium” (2001), and Martinez
and Rose (2003). In addition, a number of studies were presented the recent World Bank conference on
Aligning Financial Supervisory Structures with Country needs. The conference website is:
http://www.worldbank.org/wbi/banking/bankingsystems/aligning2003/.
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1996 1997 1998 1999 2000 2001 2002

Banking System Assets 186,871 196,769 230,883 219,154 238,615 270,370 303,934

Stock Market Capitalization 36,380 46,478 51,924 63,911 61,588 52,124 68,869

Traded Non-public Debt 6,232 7,219 7,306 7,533 7,837 7,709 9,282

Insurance Assets 16,913 16,417 20,750 21,489 24,363 25,935 30,070

Private Pension Fund Assets 977 788 1,164 1,986 4,167 7,849 12,484

Mutual Fund Assets 3,008 3,832 4,615 5,515 6,229 8,194 12,995

Factoring Volume 1,425 1,540 1,864 2,204 3,977 6,011 7,654

Factoring Assets (estimated) 407 440 533 630 1,136 1,718 2,187

Leasing Assets 9,061 9,239 11,406 11,896 11,754 16,065 22,098

Venture Capital Investments 202 213 271 291 351 291 186

Venture Capital Assets (estimated) 1,211 1,281 1,624 1,748 2,105 1,745 1,118

Total Financial Sector Assets 261,061 282,462 330,206 333,861 357,794 391,708 463,037

GDP 290,499 306,700 326,104 320,904 317,082 356,435 396,536

Banking Assets/GDP 0.64 0.64 0.71 0.68 0.75 0.76 0.77

Stock Market Capitalization/GDP 0.13 0.15 0.16 0.20 0.19 0.15 0.17

Traded Non-public Debt/GDP 0.02 0.02 0.02 0.02 0.02 0.02 0.02

Insurance Assets/GDP 0.06 0.05 0.06 0.07 0.08 0.07 0.08

Private Pension Fund Assets/GDP 0.0034 0.0026 0.0036 0.01 0.01 0.02 0.03

Mutual Fund Assets/GDP 0.01 0.01 0.01 0.02 0.02 0.02 0.03

Factoring Volume/GDP 0.0049 0.0050 0.01 0.01 0.01 0.02 0.02

Factoring Assets/GDP (estimated) 0.0014 0.0014 0.0016 0.0020 0.0036 0.0048 0.0055

Leasing Assets/GDP 0.03 0.03 0.03 0.04 0.04 0.05 0.06

Venture Investments/GDP 0.0007 0.0007 0.0008 0.0009 0.0011 0.0008 0.0005

Venture Capital Assets/ 0.0042 0.0042 0.0050 0.0054 0.0066 0.0049 0.0028

GDP (estimated)

Total Financial Sector 0.90 0.92 1.01 1.04 1.13 1.10 1.17

Assets/GDP

EU 8 FINANCIAL SECTOR (US$ MILLION)
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1996 1997 1998 1999 2000 2001 2002
Banking System Assets 18,018,921 17,805,796 20,328,342 19,818,316 20,238,790 20,992,908 25,038,167

Stock Market 4,426,213 5,245,230 6,870,535 8,950,990 8,272,149 6,709,041 5,905,587
Capitalization

Traded Non-public Debt 3,441,100 3,151,100 3,454,700 3,278,900 3,222,500 3,093,100 3,755,700

Insurance Assets 3,611,384 3,819,774 4,536,662 4,721,486 4,911,564 5,184,247 5,614,084

Private Pension 1,869,515 2,109,372 2,428,869 2,559,276 2,295,584 2,345,327 2,488,509
Fund Assets

Mutual Fund Assets 2,312,508 2,512,789 3,337,609 3,907,997 3,987,767 3,834,989 4,250,971

Factoring Volume 227,773 281,937 331,354 339,638 368,494 400,620 531,227

Factoring Assets 65,078 80,553 94,673 97,039 105,284 114,463 151,779
(estimated)

Leasing Assets 396,071 365,989 406,657 369,479 368,673 362,204 454,759

Venture Capital 26,625 24,544 27,493 25,467 31,219 20,680 28,261
Investments

Venture Capital 119,812 110,447 123,718 114,601 140,486 93,059 127,176
Assets (estimated)

Total Financial 34,260,603 35,201,049 41,581,764 43,818,084 43,542,798 42,729,337 47,786,733
Sector Assets

GDP 8,782,960 8,256,720 8,541,418 8,541,506 7,864,665 7,889,855 8,562,793

Banking System 2.05 2.16 2.38 2.32 2.57 2.66 2.92
Assets/GDP

Stock Market 0.50 0.64 0.80 1.05 1.05 0.85 0.69
Capitalization/GDP

Traded Non- 0.39 0.38 0.40 0.38 0.41 0.39 0.44
public Debt/GDP

Insurance Assets/GDP 0.41 0.46 0.53 0.55 0.62 0.66 0.66

Private Pension 0.21 0.26 0.28 0.30 0.29 0.30 0.29
Fund Assets/GDP

Mutual Fund 0.26 0.30 0.39 0.46 0.51 0.49 0.50
Assets/GDP

Factoring 0.03 0.03 0.04 0.04 0.05 0.05 0.06
Volume/GDP

Factoring Assets/ 0.01 0.01 0.01 0.01 0.01 0.01 0.02
GDP (estimated)

Leasing Assets/GDP 0.05 0.04 0.05 0.04 0.05 0.05 0.05

Venture Capital 0.003 0.003 0.003 0.003 0.004 0.003 0.003
Investments/GDP

Venture Capital 0.01 0.01 0.01 0.01 0.02 0.01 0.01
Assets/GDP (estimated)

Total Financial 3.90 4.26 4.87 5.13 5.54 5.42 5.58
Sector Assets/GDP

EU 15 FINANCIAL SECTOR (US$ MILLION)

Note: Factoring assets are estimated by dividing factoring volumes by a factor of 3.5 (assuming short term maturities of
factoring receivables of 90-120 days).Venture capital assets are estimated by multiplying venture capital investments in the EU
15 by a factor of 4.5 (assuming holding periods for venture investments of 4-5 years) and in the EU 8 by a factor 6 (assuming
slightly longer holding periods).

Source: Multiple publications referenced in the bibliography and Bank staff estimates.
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