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Chapter 1 
Foreign Bank Entry and Credit Performance*

“Nursing small and medium-sized enterprises in Central Europe to create a much needed Mittelstand 
is still too labour-intensive to be profitable: it needs technical assistance and some subsidy.” The 
Economist, September 14th, 2002

   
1.1 Introduction
As mentioned in the introduction of  this book, an important strand of  literature 
in the field of  foreign banking examines the impact of  foreign banking on the 
financial system and the economic development of  emerging and transition countries 
(Claessens, Demirgüç-Kunt and Huizinga, 2001; Iakova and Wagner 2001; Mathieson 
and Roldos 2001). The aim of  this chapter is to analyse the development of  the 
banking sector during the transition process in the Central and Eastern European 
countries. The chapter presents the main developments and intra-regional differences 
in (i) financial foreign direct investment in the banking sector and its origin, and (ii) 
growth in credit to the private sector. In examining banks’ credit supply in Central 
and Eastern Europe, this chapter particularly focuses on the role of  foreign-owned 
banks as it turns out that they play an important role in the development of  the 
financial system of  European transition countries. A bank is defined as foreign owned 
if  more than 50% of  the shares are owned by non-domestic investor(s).

A problem in analysing the banking sector transition process is the lack of  reliable 
data for the early years of  the transition period. For the analysis in this chapter, new 
data was gathered about several aspects of  the development, structure, conduct and 
performance of  the banking sector in the region. Co-operation of  central banks in 
the region was sought in a joint-project with the Dutch central bank. For a description 
of  the survey, see appendix 1. Several central banks helped to gather aggregated data 
required to analyse the development of  the banking sector and the role of  foreign 
banks.1 As such, this chapter is one of  the first to analyse the complete region on the basis 

* Based on De Haan, J. and I. Naaborg (2004). Foreign intermediation in Accession countries: 
The role of  foreign banks, in Masciandaro, D. (Ed.) Financial Intermedation in the New Europe: Banks, 
Markets and Regulation in EU Accession Countries, 181-207, © (2004), with permission of  Edward El-
gar Publishing Limited. Also based on Naaborg et al. (2004). How important are Foreign Banks 
in the Financial Development of  European Transition Countries? Journal of  Emerging Market 
Finance, Vol. 3, No.2. Copyrights © ICICI Bank Limited, Mumbai, Delhi. All rights reserved. 
Reproduced with the permission of  the copyright holders and the publishers, Sage Publications 
India Pvt. Ltd, New Delhi.    

1 Appendix 1 presents the data requested in the central bank survey.
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of  an identical methodology for all countries.2 This information was supplemented 
with data from the IMFs International Financial Statistics and data from the EBRD. 
However, for an understanding of  the origin of  financial foreign direct investment 
in the banking sector in the transition economies, adequate knowledge of  individual 
banks is essential. Data on individual banks were therefore gathered using the 
BankScope database.

The structure of  the chapter is as follows. Section 1.2 discusses some theoretical 
concepts regarding the effect of  foreign ownership on foreign owned banks’ credit 
supply. Section 1.3 reveals the main trends in foreign bank entry in the CEE banking 
sector. The section shows the trends in both the number and assets of  foreign banks, 
and presents the diversity within the region. In section 1.4 the origin of  financial FDI 
in Central and Eastern Europe is analysed. Section 1.5 aims to answer the question: 
what is the role of  foreign banks as intermediates? First, the section compares financial 
development in the CEE region with that of  the EU15 countries. Next, it examines 
the role of  foreign banks as suppliers of  credit to the private sector. Finally, section 
1.6 presents some simple performance ratios of  foreign versus domestic banks, which 
were also gathered in the central bank survey.3 Section 1.7 concludes. 

 
1.2 Theory
Do foreign banks in transition economies lend differently than domestic banks and if  
so, why? Previous studies on emerging markets in Latin America and poor countries 
have found support for the idea that foreign banks (i) cause less access to credit, (ii) have 
problems in supplying funds to small business, and (iii) focus their activities mainly 
on large enterprises. A straightforward, clear-cut hypothesis on the effect of  foreign 
bank entry on financial intermediation in transition economies is troublesome due to 
conflicting theories. The question boils down to which of  the inherent attributes of  
foreign banks prevails. 

According to the global advantage theory (Berger et al., 2001), foreign owned 
banks have comparative advantages relative to domestic owned banks leading to a 
better performance. One of  the main arguments is that foreign owned banks use 
more advanced technologies related to risk pricing, screening and monitoring. 
Expressed in the well-known terms of  the finance literature, the theory assumes 
that foreign banks have state of  the art practices to deal with adverse selection and 
moral hazard. With respect to adverse selection, banks, both foreign and domestic, 
are concerned by the prospect of  lending to a firm with poor prospects, the so-called 
‘bad firms’. The theory assumes the foreign owned bank to export best practices 
regarding screening at low costs to the local owned bank in the host country. Moral 

2 Up to now, most studies focused on a limited number of  countries within the region. For example, 
Dobosiewicz (1995), Mervart (1995), Sabi (1996), Buch (1997), Steinherr (1997), Bonin, Mizsei, 
Székely and Wachtel (1998), Scholtens (2000), Galac and Kraft (2000), Bonin and Abel (2001), 
Barisitz (2001), Schardax and Reiniger (2001), ECB (2002a), and Hasan and Marton (2003). 

3 Chapters 4-6 will assess the effect of  foreign ownership on bank performance empirically.



�� ��

Foreign Bank Entry and Credit Performance

hazard occurs when the borrower does not act in the interest of  the lender, e.g. due to 
managerial misbehaviour. Managerial misbehaviour comes with (i) insufficient effort 
of  the borrower, such as insufficient oversight of  subordinates or overcommitence with 
other activities, (ii) extravagant investments, e.g. empire building, (iii) entrenchment 
strategies, by investments in activities that make the borrower indispensable in its firm, 
and (iv) self  dealing in which the borrower increases her private benefits by consuming 
perks. In the global advantage theory, foreign banks are assumed to be able to export 
best-practice monitoring to the subsidiary in the host country and lower the chance 
of  loan default due to moral hazard. Thus, ceteris paribus, we would expect foreign 
bank entry in transition economies to increase credit availability due to a superior 
ability to allocate and monitor credit.

Although the EBRD (2006) argues that the entry of  foreign financial institutions 
is generally associated with improved access to credit for small and medium-sized 
enterprises, some features of  the credit market in transition economies gives rise to 
caution. For example, banks in transition economies in Central and Eastern Europe 
are troubled in their screening by the lack of  historical company data, such as income 
statements and balance sheets. Especially in the 1990s, track records of  company 
performance were virtually non-available. If  banks lack hard data, the principal 
source of  information that remains is soft information. If  soft information is the 
principal source of  information, foreign banks usually refrain from extending credit. 
In this respect, Mian (2006) mentions “[…] if  a foreign bank was to take much risk in 
a developing country and causes a fear of  bank failure, it would reap large negative 
consequences, through reputation, on its operations worldwide.” Additionally, due 
to cultural differences domestic banks might be better at collecting and interpreting 
soft information. As foreign banks have less access to soft information and have more 
troubles interpreting this information, they are at a disadvantage when it comes to 
screening. For example, Mian (2006) finds that in Pakistan, foreign banks systematically 
shy away form lending to ‘soft-information’ firms such as small firms, firms in smaller 
cities, firms not affiliated with a major business group, firms seeking first-time loans 
and firms seeking long-term relational financing. 

Even with the assumption that firms with good prospects, would have a preference 
for engaging in a long term credit relationship with a foreign owned bank, the adverse 
selection problem for the foreign bank can not be solved4. Assuming that the foreign 
bank has no track record of  the ‘good firm’, the ‘good firm’ would have to signal 
that it’s a ‘good firm’ by showing a rating, obtained with a rating-agency, or by using 
collateral. However, especially in the early transition period, foreign banks faced 
several problems assessing the value and seizing of  collateral. First, banks lacked a 
sophisticated collateral platform and standardized catalogues. Second, collateral prices 
were subject to uncertainty related to inflation and the predictability of  the collateral 
value was troubled by the absence of  a liquid market for collateral. Creditors’ rights in 

4 Signalling is assumed to be costly. In addition, it is assumed that ‘bad firms’ cannot mimic ‘good 
firms’.
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seizing the collateral were subject to uncertainty as well, as legislation in this area was 
only slowly developing in the Central and Eastern European transition economies. 
Going to court in a transitory economy is a costly and time-consuming business, 
troubled by corruption. Finally, a second way a firm can signal it is a ‘good firm’ 
is with a rating. However, rating agencies were not available in the early transition 
period and would face the same information asymmetry regarding past performance 
as (foreign) banks.     

Next to the adverse selection problem, foreign banks might also have more troubles 
than domestic banks in solving the moral hazard problem in transition economies, 
even if  the former are endowed with best-practice monitoring skills. An active monitor 
collects information that some policy proposed or followed by management is value 
decreasing and intervenes to prevent or correct this policy. The mechanism by which 
the change is implemented depends on the identity of  the active monitor (Tirole, 
2006). Due to cultural similarities, domestic banks might have better skills to collect 
soft information of  borrowing companies and to prevent or correct policies of  these. 

So far, this section has focused on the consequences of  frictions in the relationship 
between loan officer of  the foreign bank and the borrower, both residing in the host 
country. Mian (2006) focuses on the causes of  the distance between the loan officer 
in the host country and the controlling shareholder at the parent bank in the home 
country. This type of  distance comes in different metrics: geographical, cultural, 
institutional or hierarchical, but all lead to a restricted credit extension of  the foreign 
banks. The author argues that distance implies that working in an environment with a 
different corporate culture, legal environment, or regulatory framework might increase 
the information asymmetry and makes it more difficult for the home country CEO of  a 
foreign bank to design policies that are specifically tailored for the developing country. 

Fries and Taci (2002) have estimated a reduced form model that relates the real growth 
of  bank loans to observable demand and supply factors. Their data covers 515 banks 
from transition countries over the years 1994-99. They differentiate between high and 
low reform countries and years. The accession countries generally belong to the high 
reform countries and years. Table 1.1 is reproduced from this study. The results of  
Fries and Taci (2002) show that loan growth is significantly associated with lagged real 
GDP growth. However, the estimated coefficients are in the range of  0.9-1.0, which 
implies that lending is expanding at about the same rate as output. The estimates also 
show that budget deficits crowd out real growth in customer lending. From the point 
of  view of  this chapter it is interesting that foreign ownership does not influence loan 
growth. Foreign banks on average expand at the same rate as privatised or ab initio 
banks. Still, the share of  foreign banks in the total assets of  the banking sector has 
a positive effect on the expansion of  customer loans. According to Fries and Taci 
(2002), this may reflect the positive effect of  the presence of  foreign banks in the loan 
market by increasing the competitive pressure in the sector as well as spillover effects
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from the introduction of  better banking technologies, skills and lending products.5

Table 1.1 Determinants of  real growth in bank loans to customers

Model 1 Model 2

Lagged real GDP growth 0.87 (2.57)*** 1.02 (3.10)***

Lagged real loan growth 0.23 (1.93)** 0.27 (2.06)**

General government balance (per cent 
GDP) 0.69 (2.06)** 0.84 (2.50)**

Inflation (per cent) -0.21 (-2.81)*** -0.21 (-2.98)***

Asset share of  foreign banks (per cent) 0.12 (1.66)* 0.12 (1.66)*

Total real assets 0.09 (0.61)

Deposits market share (per cent) -0.05 (-0.95)

State-owned banks (dummy) -1.56 (-0.97) -2.26 (-1.51)

Ab initio private banks (dummy) -2.11 (-1.03) -2.77 (-1.34)

Foreign-owned banks (dummy) 1.00 (0.54) 0.53 (0.27)

Lagged Equity/Total assets (per cent) 0.32 (4.31)*** 0.23 (2.90)***

Constant -1.75 (-0.50) -0.23 (-0.07)

Nr. Obs. 672 661

R2 0.23 0.22

*, **, *** indicate statistical significance confidence levels at 10, 5 and 1 percent respectively. 
Source: Fries and Taci (2002)

1.3 The importance of  foreign banks in CEE
In order to examine the importance of  foreign banks in the financial system in Central 
and Eastern Europe, this section uses two measures of  foreign bank presence. One 
way to measure the importance of  foreign banks in the banking sector is simply to 
calculate the share of  the number of  banks that are foreign-owned. Alternatively, the 
proportion of  total bank assets held by foreign banks is often employed. The relative 
number of  foreign banks is an appropriate measure if  the number of  domestic and 
foreign banks determines competitive conditions. This might be the case if  domestic 
banks adjust their activities as soon as foreign entry occurs to prevent the new 
entrants from capturing a significant market share. The share presence measure can 
be appropriate if  foreign banks have an impact on domestic banks only after gaining 
market share (Claessens, Demirgüç-Kunt, and Huizinga, 2001).

5 The estimation results for the sub-sample of  low-reform countries and years stand in sharp con-
trast to those reported in table 1.1, as none of  the estimated coefficients is significantly different 
from zero, with the exception of  the inflation variable.  
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1.3.1	Foreign	owned	banks
Figure 1.1 reflects the number of  foreign owned banks and domestic owned banks 
in the whole region for the period 1995-2004; the data were mainly gathered via a 
survey among central banks.6 Appendix 2 lists the total number of  foreign banks for 
each CEE country. Figure 1.1 combines two striking developments in the banking 
system in the transition economies. First, between 1995 and 2004, 28 per cent of  total 
banks in 1995, i.e. 125 banks, disappeared. Second, up to the year 2000 the number 
of  foreign banks increased and domestic owned banks became a minority within 
the banking sector. Foreign bank presence in all transition countries is considerably 
higher than in the European Union countries, with the exception of  Luxembourg 
(Claessens et al., 2001; Noyer, 2001).  However, the importance of  foreign banks varies 
a lot within the CEE region.

Figure 1.1 Number of  foreign and domestic banks in CEE, 1995-2004
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Data include banks from Bulgaria, Croatia, the Czech Republic, Estonia, Hungary, Latvia, 
Lithuania, Poland, Romania and the Slovak Republic. Source: Central bank survey and 
EBRD.

Table 1.2 shows the relative number of  foreign banks per country and Appendix 3 
lists the absolute number of  foreign banks per country. In 1995, 114 foreign banks 
were present in the countries in our sample, accounting for 25 per cent of  total banks. 
In that year, the Czech Republic, Hungary and the Slovak Republic already showed 
relatively high levels of  foreign bank presence. In the second part of  the 1990s, 
the relative number of  foreign banks grew strongly especially in Bulgaria, Croatia, 
Hungary, Lithuania, Poland, and Romania. In 2000, the number of  foreign banks 

6  The main reason for the survey was to gather financial sector information from the early transi-
tion period. Survey data on foreign bank entry and the financial performance of  foreign banks 
allows for an analysis from 1995 onwards (sections 1.3 and 1.6). Survey data for a smaller set of  
countries allow for an analysis of  the role of  foreign banks as intermediators from 1993 onwards 
(section 1.5).  
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reached a peak of  214 and that number has slightly decreased since, especially due to 
foreign banks leaving Croatia and Hungary.

Table 1.2 Number of  foreign banks (% total number of  banks), 1995-2004

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

Bulgaria 7 7 25 50 65 68 74 76 71 69

Croatia 2 9 11 17 25 49 56 50 45 41

Czech Rep. 42 43 48 56 64 65 68 70 74 74

Estonia 26 27 31 50 43 57 57 57 57 67

Hungary 49 57 67 64 67 79 76 71 76 71

Latvia 26 40 47 56 52 57 43 39 43 39

Lithuania 0 25 33 42 36 46 46 50 54 50

Poland 22 31 35 37 51 63 67 76 79 77

 Romania
 Slovak Rep.

33
55

32
48

39
45

44
41

56
40

64
57

73
57

77
75

70
76

72
76

 Slovenia 15 11 12 10 16 21 21 27 27 32

Average 25 30 36 42 47 57 58 61 61 61

Relative number of  foreign banks is measured as the ratio of  the number of  foreign banks and 
total number of  banks. Source: Central bank survey and EBRD (Appendices 2 and 3). 

1.3.2	Foreign	owned	banks’	assets
A second way of  measuring foreign ownership in the banking sector is to calculate 
the ratio of  the sum of  foreign banks’ assets and the sum of  total banking assets, 
including those of  domestic owned banks. Figure 1.2 reveals the relative asset shares 
of  foreign owned banks state-owned banks, and domestic owned banks in the period 
1995-2004. The share of  state-owned banks evaporated from 51 per cent in 1995 
to 3 percent in 2004. After several banking crises hit most transition countries in 
the mid-1990s (see Caprio and Klingebiel (2003) for an overview of  the different 
crises), bank privatisation furthered foreign participation. Appendix 4 shows the share 
of  state-owned banks in each CEE country during 1995-2004. Only in Poland and 
Slovenia governments are still important shareholders of  banks. Similarly to state-
owned banks, domestic banks lost importance with a lowest level of  relative assets of  
9 per cent in 2000. 

Table 1.3 shows that foreign banks’ assets reached a peak of  84 per cent in 2002 
and remained relatively stable at that level. The table also shows the difference 
between countries regarding the timing of  foreign bank entry. Hungary and Latvia 
were among the first countries were foreign banks’ assets dominated domestic bank 
assets. In 1996/97, foreign banks’ assets in Hungary rose from 19 per cent up to 
62 per cent of  total banking asset as Dutch ABN AMRO bought 80 per cent in 
privatisation of  Magyar Hitel Bank in 1996, while German LB increased its stake 
to 50 per cent in Hungarian foreign Trade Bank MKB. In 1997, Austrian ERSTE 
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Bank acquired 64 per cent in privatisation of  Mezobank, while Belgian KBC and 
Irish Life bought 56 per cent in the privatisation of  K&H. In the same period, foreign 
banking assets in Latvia rise to 72 per cent as the EBRD and other foreign investors 
buy Unibanka in 1996 and Estonian Hansapank buys Deutsch Lettische Bank, 
establishing Hansabankas. A year later, Estonian Eesti Ühispank became owner of  
Latvijas Zemes Banka.

In 1998, the share of  foreign banks’ assets in Estonia rose to 90 per cent reflecting 
that its largest banks, Hansapank and Eesti Ühispank, were sold to two Swedish 
banks: Swedbank and Skandinaviska Enskilda Banken. In 1999, foreign banks’ assets 
in Poland increased from 17 per cent to 49 percent as Allied Irish Banks bought 80 
per cent in Bank Zachodni, Italian Unicredito acquired 52 per cent in Pekao in a 
second stage privatisation and Bank Austria raised its stake with 20 per cent in PKB 
up to 44 per cent in 1999.

Figure 1.2 Average foreign ownership, 1995-2004
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Foreign bank (state-owned banks, domestic banks) presence by assets is measured as the ratio 
of  total assets of  foreign banks (state-owned banks, domestic banks) and total banking assets. 
Data presented are means from Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithua-
nia, Poland, Romania, the Slovak Republic, Slovenia and Bulgaria. Relative shares are means. 
Source: central bank survey and EBRD.

In the years 2000-2001 sharp rises in foreign banks’ assets took place region wide, 
except in Hungary, Latvia, Romania and Slovenia7. Due to mergers and acquisitions, 
relative foreign banks’ assets spur from an average of  40 per cent up to a 70 per cent 
level. In Bulgaria for example, foreign banks’ assets rose with 30 per cent-points up to 

7  Foreign bank entry in Hungary and Latvia had taken place in 1996/97. In Romania foreign 
owned bank assets are growing by a steady few percentages a year, rather than in shocks. In 
Slovenia foreign banks are of  minor importance in the banking sector.  
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72 per cent of  total banking assets, as Bulgarian largest bank Bulbank was privatised 
and sold to Unicredito. In the meanwhile, foreign banks’ assets in Croatia also rise. 
The increase amounts to 45 per cent points up to 89 per cent of  total banking assets, 
as the third and fourth largest banks Splitska Banka and Rijecka Banka were acquired 
in privatisation by Unicredito8 and German Bayerische Landesbank9.

Table 1.3 Foreign banks’ assets (% total bank assets), 1995-2004 

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

Bulgaria 1 2 18 25 42 72 71 72 82 82

Croatia 0 1 4 8 39 84 89 90 91 91

Czech Rep. 17 20 24 27 40 66 89 86 86 85

Estonia 2 2 90 90 97 98 98 98 98

Hungary 19 46 62 63 62 67 67 85 84 63

Latvia 53 72 81 74 74 65 43 53 49

Lithuania 0 28 41 52 37 55 78 96 96 91

Poland 4 14 15 17 49 73 72 71 72 71

Romania 36 44 47 51 53 55 59

Slovak Rep. 19 23 30 33 24 43 78 84 96 97

Slovenia 5 5 5 5 5 15 15 17 19 20

Median 4 17 21 33 42 67 72 84 82 82

Share of  foreign banks’ assets is measured as the ratio of  assets of  foreign banks and total 
banking assets. Source: Central bank survey and EBRD.

In addition, Croatia’s second largest bank, Privredna Banka Zagreb, was sold in 
privatisation to Banca Commerciala Italiana. In the Czech Republic foreign banks’ 
assets grew to 89 per cent of  total banking assets, as Austrian Erste Bank acquired 
52 per cent in privatisation of  savings bank Česká Spořitelna, Belgian KBC’s Czech 
subsidiary CSOB took over assets and liabilities of  IPB, and German Bankgesellschaft 
Berlin raised its stake from 47 per cent to 85 per cent in Zivnostenska Banka. A year 
later, French Société Générale bought Komercní Banka in privatisation and Erste 
Bank acquired 71 per cent of  the preferential shares in Česká Spořitelna. In Lithuania, 
78 per cent of  banking assets were foreign owned in 2001 as Swedish Skandinaviska 

8 The subsequent changes in ownership of  Splitska Banka are exemplary for the consolidation 
that took place in CEE. In 2002, Unicredito sold the bank to Austrian Bank Austria Creditan-
stalt (BACA) due to anti-trust reasons. Following German HVBs acquisition of  BACA, the bank 
merged with HVB Bank Croatia in 2003. Following the Italian Unicredito acquisition of  HVB 
in 2005, French Société Générale bought Splitska Banka in 2006, again as a result of  anti-trust 
reasons.

9 Due to large losses on the foreign exchange market and subsequent solvency problems, the Cro-
atian State Agency for Banks bought Rijecka Banka for €1, recapitalized, and sold the bank to 
Austrian Erste and Steiermarkische Bank.
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Enskilda Banken raised its stake in Lithuanian Vilniaus Bankas to 100 per cent after 
the latter had merged with Bankas Hermis in 2000, while Finnish Sampo bought 
majority stake in privatisation of  Lithuanian Development bank. A year later, Estonian 
Hansapank, owned by Swedish Swedbank, bought 90 per cent in savings bank LTB, 
Lithuanians second largest bank and merged it with Hansabankas. Finally, In Poland 
relative foreign banks’ assets increased up to 72 per cent in 2001 as Citibank bought 
88 per cent in Bank Handlowy w Warzawie. In the Slovak Republic, Hungarian OTP 
Bank bought a majority stake in Investicna a Rozvojá Bank establishing OTP Bank 
Slovensko and Erste Bank acquired 87 per cent of  savings bank Slovensko Sporitelna 
in privatisation. In 2001, foreign banks’ assets in the Slovak Republic have increased 
up to 78 per cent of  total banking assets.  

1.4 The origin of  foreign direct investment in the banking sector
In 2002, The Economist noted that ‘Central Europe tends to be the stamping ground 
of  second-tier banks. Where are the Citibanks, J.P. Morgan’s and Deutsche’s? And 
where are the British, especially HSBC, that emerging-market specialist?  […] Perhaps 
they are planning to wait for a few years and then buy one of  the Austrians or Italians 
along with their Central European network. (The Economist, Sept 14th, 2002)

 So far, our analysis has been based on aggregated data mainly provided by 
national central banks. To shed some light on the nature of  foreign ownership of  
CEE banks, this section aims to reveal the origin of  financial FDI. The analysis is 
based on a sample of  244 banks in CEE and SEE/CIS countries, available from 
the November 2002 BankScope database issue provided by Bureau van Dijk. Banks 
included in BankScope roughly account for 90 per cent of  the assets of  all banks. For 
a bank to be included in the sample, it was required that ownership details of  at least 
60% of  the shares were available.

Using a micro-approach, the origin of  ownership of  each bank was unravelled. 
First, the origin of  each owner in each CEE bank was established. Next, each owner 
was assigned the weighed amount of  assets according to her level of  ownership. Third, 
to determine total financial FDI for each origin, ownership of  residents with the same 
origin are summed as follows, where banki,j denotes bank i in CEE country j:  

     Total financial FDI per origin z = 
          S (shares i,j owned by residentz * assets banki,j)

10       (1.1)

For some banks, ownership was not completely available in BankScope. In the 
process, 78% of  the bank assets in CEE could be traced to their owners. Table 1.4 
presents the origin of  financial FDI in CEE banks. For the aggregate, total foreign 

10 For example, if  a Belgian bank owns 50% of  the shares of  a €6bn bank in Hungary, a Dutch 
bank owns 25% and the Hungarian state ownes the remaining 25%, financial FDI with origin 
‘Belgium’ is assigned €3bn and financial FDI with origin ‘The Netherlands’ is assigned €1.5bn. 
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ownership amounts to 63.3 per cent. Non-CEE foreign investors own 62.0% and 
only 1.3% is owned by foreign investors coming from CEE countries. Investors from 
Austria, Belgium, Germany, Italy, the US, France and the Netherlands together own 
more than 51% of  CEE banking assets. Austria’s number one position as foreign 
investor of  banking assets is mainly due to the presence of  three large Austrian banks: 
HVB-GROUP/ Bank Austria Creditanstalt11, Erste Bank12 and Raiffeisen. Proximity 
and/or the cultural ties of  Austria with the region originating from the Austrian-
Habsburger Empire probably explain the Austrian dominance. Chapter 3 examines 
the reasons for foreign entry in detail. Belgium’s second position is due to the large 
amounts of  banking assets of  Belgian KBC in the region through its stakes in the 
Czech CSOB, the Polish Kredytbank, the Hungarian K&H Bank and the Slovenian 
Nova Ljubljanska Banka. The interregional financial FDI comes mainly from Estonia 
and Hungary. Estonian Hansapank owns Latvia’s second largest bank, Hansabankas 
and the largest bank in Lithuania, Bankas Hansabankas. Hungary’s largest bank, 
OTP bought Slovakian IRB, now OTP Banka Slovensko.13 

 
Table 1.4 Origin of  financial FDI in CEE banks, 2002 

Non-CEE/CIS origin Assets (%) CEE/CIS origin Assets (%)

Austria 14.1 Estonia 0.3 

Belgium 8.6 Hungary 0.3 

Germany 6.5 Czech Republic 0.2 

Italy 6.4 Poland 0.2 

USA 6.3 Bulgaria 0.1 

France 4.6 Romania 0.1 

The Netherlands 4.1 Russia 0.1

Luxembourg 3.2 Slovak Republic 0.1

Sweden 2.2 

EBRD and IFC 2.1 

Other  3.9 

Total 62.0 Total 1.3 %

The table presents the origin of  foreign owners coming from non-CEE countries and the 
origin of  foreign owners coming from CEE countries. Ownership of  assets (Assets) by origin 
is scaled to total banking assets in the sample. The sample includes banks from Albania, Ar-
menia, Azerbaijan, Belarus, Bosnia-Herzegovina, Bulgaria, Croatia, Czech Republic, Estonia, 

11  In the summer of  2005, Italian UniCredito took over HVB Bank.
12  Erste Bank is the number one largest acquirer in the region according to deal value during 

1990-2004 (ECB, 2005). 
13 Recently, OPT increased its foreign by acquiring DSK in Bulgaria, Robank in Romania, Nova 

Banka in Croatia and Niska Banka in Serbia and Montenegro.
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Hungary, Kazakhstan, Latvia, Lithuania, Macedonia, Poland, Romania, Russia, Slovak Repu-
blic, Slovenia, Ukraine, Uzbekistan, and Yugoslavia. Source: November 2002 issue of  Bureau 
van Dijk’s BankScope database. For sample details see Appendix 5.  

Table 1.5 provides in CEE foreign bank ownership 2005. The sample consists of  the 
three biggest banks in each of  the eleven CEE countries. The majority shareholder, if  
any, is traced together with her origin. The considerable presence of  Austrian investors 
is clearly visible in Croatia, the Czech Republic, Romania and the Slovak Republic. 
Belgium is represented in big banks in the Czech Republic and Hungary, and Italy 
invests in the most important banks in neighbour Croatia. In Romania and Poland, 
the largest bank is still government owned, and in Slovenia foreign investors own 
none of  the largest banks. Table 1.5 suggests that distance between foreign investor 
and ownership of  large banks plays a role in financial FDI decisions. In Bulgaria, 
Greek and Hungarian investors provide for financial FDI owning two of  the three 
largest banks. In Croatia, neighbour Italy owns the two largest banks. Swedish and 
Finnish banks own the largest banks in Estonia and a similar picture arises in Latvia 
and Lithuania. In contrast to Austrian and Italian banks, German and French banks 
rarely show up as owners of  CEE largest banks. Finally, investors from the USA 
and the Netherlands own none of  the biggest banks in Central and Eastern Europe. 
Chapter 3 will focus in more detail on foreign banks’ entry decisions.

Table 1.5 Origin of  financial FDI in CEE’s biggest banks, 2005 

Country Bank Foreign owner (>50%) Origin 

Bulgaria BULBANK UniCredito Italiano Italy

DSK BANK OTP Bank Hungary

UNITED BULGARIAN BANK National Bank of  Greece Greece

Croatia ZAGREBACKA BANKA UniCredito Italiano Italy

PRIVREDNA BANKA Banca Intesa Italy

ERSTE & STEIERMARKISCHE 
BANK

Erste
Austria

Czech Rep. CSOB KBC Belgium

ČESKÁ SPOŘITELNA Erste Bank Austria

KOMERCNI BANKA Société Générale France

Estonia HANSAPANK Swedbank Sweden

SEB EESTI ÜHISPANK SEB Sweden

SAMPO BANK Sampo PLC Finland
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Country Bank Foreign owner (>50%) Origin

Hungary OTP BANK *

KERESKEDELNI ES HITELBANK KBC Belgium

MKB BANK Bayerische Landesbank Germany

Latvia PAREKSS BANKA *

HANSABANKA Hansapank Estonia

SEB LATVIJAS UNIBANKA SEB Sweden

Lithuania SEB VILNIAUS BANKAS SEB Sweden

BANKAS HANSABANKAS Hansapank Estonia

BANKAS NORD/LB LIETUVA NORD/LB Denmark

Poland PKO BP Polish government Poland

BANK PEKAO Unicredito Italiano Italy

BANK BPH HVB Group/ BA-CA Germany

Romania
ROMANIAN COMMERCIAL 
BANK *

BRD Société Générale France

RAIFFEISEN BANK Raifeissen Austria

Slovak Rep. SLOVENSKA SPORITELNA ERSTE Austria

VSEOBECNA UVEROVA BANKA Banca Intesa Italy

TATRA BANKA Raiffeisen Austria

Slovenia NOVA LJUBLJANSKA BANKA *

NOVAK KREDITNA BANKA Government of  Slovenia Slovenia

ABANKA VIPA *

The table shows the majority owner of  each of  the top 3 biggest banks, by assets, in every CEE 
country. Some banks have no majority owner and are marked with * and their ownership is as 
follows. OTP BANK is listed. Two private individuals own PAREKKS BANKA. Shareholders 
of  the ROMANIAN COMMERCIAL BANK are the Agency for Privatisation and Manage-
ment of  State ownership APAPS (37%), 5 regional private investment funds (30%), and the 
EBRD and the IFC (both 12.5%). The Slovenian state (35%) and Belgian KBC (34%) own 
NOVA LJUBLJANSKA BANKA. Largest shareholder of  ABANKA VIPA is insurance com-
pany Triglav (33%). Source: June 2006 edition of  Bureau van Dijks’ BankScope.
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Figure 1.3 Bank assets and credit to the private sector (% GDP), 1993-2000
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Credit to the private sector and deposit money bank assets are averages and presented as a 
ratio of  GDP. The CEE area covers Croatia, the Czech Republic, Estonia, Hungary, Latvia, 
Lithuania, Poland, Romania, the Slovak Republic and Slovenia. The euro-area covers Austria, 
Belgium, Finland, France, Germany, Greece, Ireland, Italy, Portugal, Spain and the Nether-
lands. Source: Central bank survey and IMF’s IFS (for euro-area deposit money bank assets, 
credit to the private sector and GDP). Luxembourg was excluded in determining euro-area 
indicators.

Figure 1.4 Average credit to the private sector (% total bank credit), 1993-2000
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Credit to the private sector is the sum of  credit to the private sector/ GDP by foreign banks 
and credit to the private sector/ GDP by domestic banks. The sum of  private sector credit/ 
GDP is presented as a ratio of  domestic banks assets/ GDP. Data include banks from Croa-
tia, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland and Slovenia. Source: 
Central bank survey.
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1.5 Intermediation and the role of  foreign owned banks
With the elimination of  the mono-bank system, most transition countries experienced 
a rapid expansion of  the banking sector. Big increases in the amount of  non-performing 
loans led to banking crises in many countries during the 1990s.14 Many of  these crises 
arose out of  insolvencies of  state-owned or formerly state-owned banks, caused 
by bad loans inherited from the communist era. Moreover, the transition reduced 
profitability in certain sectors, thereby reducing the abilities of  firms to service their 
debts (Koivu, 2002). Despite the rapid developments, the banking sectors in most 
transition countries are still underdeveloped.15 Still, they are the most important 
channels for domestic financing as capital markets in these countries are small, 
volatile and illiquid. As pointed out by Koivu (2002), stock markets in some transition 
countries even face a danger of  becoming irrelevant, as many companies have been 
delisted in recent years. Thus, enterprises often have to finance capital investment 
out of  their own cash flows. Berglöf  and Bolton (2002) argue that banks in transition 
countries have not yet begun extending significant long-term finance16.

Figures 1.3 and 1.4 reveal the poor development in the banking industry in CEE 
countries in the period between 1993 and 2000. The lines in Figure 1.3 show the 
development of  the average assets of  deposit money banks as a ratio to GDP in CEE 
countries and the euro area. The ratio between banks assets and GDP illustrates 
the importance of  the financial services provided by banks relative to the size of  the 
economy (Beck et al., 2000). In general, the average of  deposit money bank assets 
to GDP in the euro area is at least twice as high as in the transition countries17. 
The columns in Figure 1.3 present the development of  the level of  bank claims on 
the private sector as share of  GDP in CEE countries and the euro area. This ratio 
shows the importance of  one of  the main functions of  financial intermediaries, i.e. 
channelling funds to investors. Private credit captures the loans to the private non-
financial sector (Beck et al. 2000). The difference with total deposit money bank 
assets mainly consists of  claims on the government and on (semi-) public enterprises. 
Figure 1.3 also shows that, in contrast to the euro-area, credit to the private sector 
on average hardly increased in CEE countries in the period 1993-2000. Not only did 

14 Three types of  strategies were used to deal with the crises. The CEE countries generally pur-
sued extensive restructuring and recapitalizing of  banks; most CIS countries pursued large-
scale liquidation; and the Baltic states generally pursued a combination of  liquidation and re-
structuring. See Zoli, Tang, and Klytchnikova (2000) for further details. 

15 At the same time, transition countries may be over-banked. Jaffee and Levonian (2001) cal-
culated a benchmark value for the number of  banks in transition countries, using data on the 
number of  banks in OECD countries. They find that the number of  banks is lower than the 
benchmark value in the Czech Republic, Hungary and Poland; in all the other countries it is 
higher. 

16 In Chapter 2 details of  the maturity of  customer loans in Central and Eastern Europe will be 
reviewed.  

17 As argued by Koivu (2002), in transition countries the size of  the financial sector does not tell 
much about the quality of  the sector, as soft budget constraints are still prevalent in various 
countries.  
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private credit/ GDP remain constant over this period, Figure 1.4 shows that credit 
to the private sector as share of  total credit, did not change either. The conclusion 
is that banks in CEE mostly lend to the public sector throughout 1993-2000. From 
the point of  view of  the private sector these observations are confirmed by Lízal and 
Svejnar (2002). The authors use data from most of  the industrial firms located in the 
Czech Republic between 1992 and 1995 and find that domestic firms cannot easily 
borrow investment funds externally. Their study lends support to the argument that 
the financial sector in the Czech Republic was not yet playing the necessary role of  
intermediary.   

Table 1.6 Domestic credit to the private sector (in % GDP), 1995-2004 

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

Bulgaria 21 35 12 12 14 12 15 18 26 23

Croatia 23 21 25 27 22 28 34 44 49 52

Czech Rep. 47 47 54 47 40 36 27 24 25 27

Estonia 14 18 26 26 24 24 26 28 33 43

Hungary 23 22 24 24 26 30 31 35 43 46

Latvia 8 7 11 15 15 18 25 31 39 50

Lithuania 12 10 9 10 11 10 11 14 20 25

Poland 13 16 17 18 19 21 22 22 23 23

Romania 8 12 8 12 8 7 8 8 10 10

Slovak Rep. 26 30 42 44 39 34 28 25 25 26

Slovenia 27 28 28 33 36 39 40 40 43 48

Average 20 22 23 24 23 23 24 26 30 34

Domestic credit to the private sector is defined as the ratio of  total outstanding bank credit to 
private sector at end-of-year, including households and enterprises, to GDP. Source: EBRD

Though intermediation remained stunted until 2000, recent data draw a more 
optimistic picture. Table 1.6 shows that from 2002 onwards, average domestic credit 
to the private sector seemed to pick up. It also reveals the big differences in growth 
and level between countries. Credit growth takes place mainly in the Baltic States, 
Croatia, Hungary, and, moderately, in Slovenia. In the Czech Republic, Poland, 
Romania and the Slovak Republic, private sector credit to GDP hardly picks up after 
2002. This growth has only exacerbated the intra-regional differences regarding credit 
to the private sector. In Croatia, Estonia, Hungary, Latvia, and Slovenia credit to the 
private sector as a ratio of  GDP is 40 per cent or higher. In contrast, in Bulgaria, the 
Czech Republic, Lithuania, Poland, and the Slovak Republic this ratio is between 20 
and 30%. Romania is at the lower end of  the scale with domestic credit to the private 
sector being only 10 per cent of  GDP.
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Table 1.7 Domestic credit and distance to the benchmark (%-points), 1995-2003

1995 1996 1997 1998 1999 2000 2001 2002 2003 Av.

Bulgaria -26 -10 -33 -34 -33 -38 -37 -35 -29 -30

Croatia -28 -32 -30 -30 -34 -31 -26 -18 -15 -30

Czech Republic -19 -20 -13 -20 -28 -34 -44 -48 -49 -25

Estonia -37 -35 -31 -32 -34 -37 -38 -39 -35 -35

Hungary -36 -37 -37 -38 -38 -36 -36 -34 -28 -37

Latvia -38 -40 -39 -36 -38 -37 -33 -29 -23 -37

Lithuania -38 -42 -44 -46 -45 -48 -49 -48 -45 -45

Poland -40 -39 -40 -41 -41 -40 -41 -41 -41 -40

Romania -40 -37 -39 -35 -39 -41 -42 -43 -44 -39

Slovak Republic -32 -30 -19 -19 -25 -31 -38 -43 -45 -28

Slovenia -40 -41 -42 -39 -38 -37 -37 -38 -36 -39

Average -34 -33 -33 -34 -36 -37 -38 -38 -35 -35

The table shows own calculations based on the Fries and Taci (2002) benchmark model. The 
specified model reads as:  y = 34.7 – 20.1ln(x) + 2.5(lnx)2 , where x is GNP per capita in 
international US dollars at purchasing power parity and y is domestic credit to the private 
sector/GDP. Av. denotes the 1995-2001 average. Sources: EBRD and World Bank WDI. 

Fries and Taci (2002) have estimated a benchmark model to examine to what extent 
transition countries deviate from countries with a similar income per capita when it 
comes to the domestic credit to GDP ratio. Table 1.7 is an update from this study. 

Several conclusions follow from Table 1.7. First, the average gap between actual 
credit to the private sector and the benchmark has increased since 1995 and seems to 
narrow only since 2003. Second, differences between countries seem to be persistent 
over time. On average, Bulgaria and Croatia had the smallest gap with its benchmark 
and from 2001 onwards this gap is narrowing steadily. In Lithuania, Poland and 
Romania the average distance over time between actual credit to the private sector 
and the benchmark is relatively largest and the situation is improving slightly only 
in Lithuania while even deteriorating in Romania. In the group of  intermediate 
countries, the credit to the private sector gap is narrowing in Estonia, Hungary, Latvia 
and Slovenia. Exceptions are the Czech Republic and the Slovak Republic where the 
average gap is low but steadily increasing from 1999 onwards. The EBRD (2006) 
argues that the declining credit/GDP ratios are due to bank restructuring in these 
countries. The overall picture leads us to conclude that for more than a decade of  
transition, bank intermediation in Central and Eastern European countries remained 
stunted. Only from 2002 onwards credit to the private sector as a ratio of  GDP has 
picked up. Results from the benchmark model confirm these findings.  
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Does foreign bank entry enhance the level credit to the private sector? A quick glance 
at Tables 1.3 (foreign bank entry) and 1.6 (credit to the private sector) learns that 
average foreign presence increased steadily over time and average credit to the private 
sector remained virtually unchanged. However, the relationship between foreign bank 
entry and growth of  private credit to GDP differs per country. For example, countries 
that received many foreign banks already by 1996, such as Estonia, Hungary and 
Latvia, showed the highest credit to GDP level in 2004. However, by 2004, Croatia 
had reached a similar level of  private credit to GDP, while foreign banks started 
entering the country only in 1999. Second, in Slovenia credit to GDP picked up in 
1998, but the foreign bank presence remained unchanged in that period. Finally, in 
the Czech and the Slovak Republic foreign bank entry and credit to GDP show an 
inverse relationship after 1997, respectively 1998. So, if  there is no direct one-on-one 
positive or negative relationship between foreign bank entry and credit to the private 
sector/GDP, what has been on average the role of  foreign banks as intermediaries in 
Central and Eastern Europe?

Figure 1.5 Average credit by foreign and domestic banks (% total credit), 1993-2000
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Sources: Central bank survey for data on: a) deposit money bank assets, b) foreign banks’ as-
sets/ GDP, c) credit to the private sector by deposit money banks/ GDP, and d) foreign bank 
credit to the private sector/ GDP. Foreign bank credit to the public sector was calculated by 
subtracting d) from b). Domestic bank assets were calculated by subtracting b) from a). Credit 
to the private sector by domestic banks was calculated by subtracting d) from c). Credit the 
public sector by domestic banks was calculated as a) minus b) minus credit to the private sector 
by domestic banks. Data include from Croatia, Estonia, Hungary, Latvia, Lithuania, Poland 
and Slovenia. Source: Central bank survey.



�0 ��

Foreign Bank Entry and Credit Performance

Figures 1.5 shows the development of  the average volume of  credit to the private and 
public sector as share of  total bank credit over the period both by domestic and foreign 
banks. First, it is clear that domestic banks have been replaced by foreign banks as 
creditors. In 1993, domestic banks were the primary source of  credit for the public 
and the private sector, while in 2000 foreign banks dominate both markets. Second, 
Figure 1.5 shows that only from 1998 onwards, foreign banks started to lend more to 
the private sector than to the public sector. We conclude that foreign banks behave no 
differently than domestic banks in this respect. Only in 2000 foreign banks started to 
extend more credit to the private sector than domestic banks, while domestic banks 
focused predominantly on the public sector. As the huge amount of  credit to the 
public sector in the Czech Republic influences the two averages for the foreign banks 
to a great extent, the figure is presented without the Czech Republic. With the Czech 
Republic taken into account, foreign banks extend more credit to the public sector 
than to the private sector for the entire period. Similarly, domestic banks’ credit to the 
public sector would exceed credit to the private sector throughout the 1990s.

Figure 1.6 Foreign banks’ relative share in credit to the private sector, 1995-2000

 

Data include banks from Croatia, Estonia, Hungary, Latvia, Lithuania, Poland and Slovenia. 
Presence is measured as the average of  foreign banks’ assets / total banks assets and number of  
foreign banks/ total number of  banks. Credit is measured as the share of  foreign banks’ credit 
to the private sector in terms of  total supply of  credit to the private sector. Source: Central 
bank survey and EBRD.

The next question is: was the share of  foreign banks’ supply of  credit to the private 
sector in CEE in line with their presence? Figure 1.6 shows that up to 1997 foreign 
banks extended less private credit than one would expect based on their presence in 
the region. It was only from 1998 that foreign banks lend relatively more to the private 
sector than domestic banks; in previous years domestic banks were more important in 
serving the private sector. As can be observed from Figure 1.7, the averages in Figure 
1.6 mask the substantial differences among the countries with respect to the relative 
importance of  private lending by foreign banks. In countries marked left of  the 45-
degrees line, foreign banks share of  total banking assets would justify a higher share 
in credit to the private sector. In countries marked on the right of  the 45-degrees 
foreign banks take up a larger share of  credit to the private sector than the scale of  
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their presence would suggest. By 2000, after a decade of  transition, foreign banks 
in Croatia, the Czech Republic, Lithuania and Poland still underservice the private 
sector more than the scale of  their presence would justify. In contrast, foreign banks 
in Latvia, Hungary and Slovenia lend more to the private sector than domestic banks 
based on their mutual market shares measured in banking assets.  

Figure 1.7 Foreign banks’ relative share in credit to the private sector, 2000
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Presence of  foreign banks is determined by relative assets of  foreign banks as a ratio of  total 
bank assets. Credit is defined as foreign banks’ credit tot the private sector (% total credit tot 
the private sector).  

1.6 Financial performance of  foreign banks
A final topic regarding the role of  foreign banks in the banking system in Central and 
Eastern Europe concerns their performance vis-à-vis domestic banks. Part II of  this 
book will assess the relationship between foreign ownership and bank performance 
empirically. However, the data obtained from the national central bank will be 
presented now. We have asked national central banks to inform on the financial 
performance of  foreign and domestic banks. Financial performance indicators consist 
of  equity (ROE), return on assets (ROA), overhead costs and net interest revenues18. 
Figure 1.8 shows that average ROE of  foreign banks exceeded ROE of  domestic 
banks throughout the period 1995-2000. The findings are in line with ROA data in 
Figure 1.9. The columns in Figure 1.9 show the average profitability of  foreign and 
domestic banks, measured by the average after-tax profit over total assets.19 

18 In the literature net interest revenues are sometimes referred to as net interest margin. In this 
book, the net interest margin refers to the difference between the lending rate and the borrow-
ing rate.

19 Unfortunately, we do not have access to reliable information in order to adjust these data for 
risk.



�� ��

Foreign Bank Entry and Credit Performance

Figure 1.8 Average ROE of  foreign and domestic banks, 1995-2000
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ROE is determined as after tax profit over total equity. Data include banks from Croatia, the 
Czech Republic, Estonia, Hungary, Lithuania, and the Slovak Republic. Source: Central bank 
survey.

Figure 1.9 Average ROA and net interest revenues (NIR), 1995-2000

-6,0%

-4,0%

-2,0%

0,0%

2,0%

4,0%

6,0%

8,0%

1995 1996 1997 1998 1999 2000

ROA foreign banks ROA domestic Banks NIM foreign banks NIM domestic banks

 
In the figure bank performance is presented by the ratio of  net income over assets (ROA) and 
net interest revenues over assets (NIR). Data include banks from Croatia, the Czech Republic, 
Estonia, Hungary, Lithuania, Romania, the Slovak Republic and Slovenia. Source: Central 
bank survey.
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Figure 1.10 Average overhead costs (% assets), 1995-2000
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Data include banks from Croatia, the Czech Republic, Estonia, Hungary, Lithuania, the 
Slovak Republic and Slovenia. Source: Central bank survey

The distance between the ROA of  foreign banks and the ROA of  domestic banks 
seems to behave concavely in time, as relative profitability of  foreign banks increases 
up to 1998 and decreases from 1999 onwards. It is important to note that the ROA 
values of  are severely affected by bad results of  domestic banks in 1998 and 1999. In 
all other years, the ROA of  domestic banks did not diverge much from that of  foreign 
banks. The ROA of  foreign banks in Croatia sharply increased since its opening up 
to foreign banks. In Romania and Hungary, the ROA of  foreign banks fell in the 
period under consideration. Estonian domestic banks had a particular bad year in 
1998 when their combined ROA was –24 per cent. Without Estonian banks, domestic 
banks ROA in transition countries would have been –1.5 per cent instead of  –4.3 
per cent. Figures 1.8 and 1.9 suggest that foreign banks are more profitable than 
domestic banks in terms of  ROE and ROA. This is in line with Claessens et al. (2001) 
and Kraft and Tirtiroglu (1998) who conclude that foreign banks are more profitable 
than domestic banks in transition economies. However, one must not disregard that in 
this period domestic banks proved to be more sensitive to the economic and financial 
crisis in 1998, caused by the Russian debt crisis, than foreign banks. 

Figure 1.9 suggests that the net interest revenues of  domestic banks are higher than 
that of  foreign banks.20 Net interest revenues are defined as banks net interest income 
as a share of  its total assets. With respect to this performance indicator, domestic and 
foreign banks appear to move closely together. Domestic banks in the Czech Republic 

20 Koivu (2002) finds in his unbalanced panel data set from 25 transition countries that the margin 
between lending and deposit rates is significantly and negatively related to economic growth. 
In contrast, the amount of  outstanding credit allocated to the private sector is not related to 
economic growth. Koivu argues that this could reflect the numerous banking crises that the 
transition countries have experienced and the soft budget constraints that were still prevalent in 
many transition countries at the time.
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witnessed the lowest net interest revenues. Domestic and foreign banks in Croatia and 
Estonia earned, especially during the late 1990s, high net interest revenues.

A stylised fact from the economic literature as referred to above is that the costs 
of  foreign banks are lower than those of  domestic banks. However, for the transition 
countries, figure 1.10 reveals that the differences between domestic and foreign banks 
in the overhead costs as percentage of  the total assets are rather small. In addition, one 
can observe the downward trend for both domestic and foreign banks. In the Czech 
Republic, the costs of  domestic banks are even lower than the costs of  most foreign 
banks in other countries. However, the foreign banks in the Czech Republic also 
have a lower cost level than the domestic ones. Estonia and Lithuania show a strong 
decrease in costs of  domestic banks during the second part of  the nineties. According 
to Lensink and Hermes (2004), the costs of  domestic banks in developing countries 
rise with foreign bank entry. However, the data in Figure 1.10 do not confirm these 
findings for our set of  transition economies. 

1.7 Summary and conclusion
Chapter 1 examines the role of  foreign banks in the banking sector in Central and 
Eastern Europe. The relationship between the presence of  foreign banks and the 
level of  credit to the private sector in European transition economies has received 
much attention in the literature. Theory assumes that especially in emerging markets 
and transition economies foreign banks, usually based in developed economies, have 
superior techniques to their disposal regarding screening, monitoring and risk pricing 
compared to domestic banks. This theory is best described by Berger (2001) in his 
global advantage theory. However, many factors related to banking in European 
transition economies sabotage the comparative advantages of  foreign banks. For 
example, the lack of  track records of  firms makes it more difficult for foreign banks 
to solve the adverse selection problem. Adverse selection occurs when banks lend 
to companies with poor potential of  repaying the loan. I assume that domestically 
owned banks have superior skills to collect and interpret the soft information of  potential 
borrowers. The result is that domestic banks’ decision to whether or not extend credit 
qualitatively exceeds that of  foreign banks. Possibly, foreign banks abstain from 
extending credit to companies lacking a track record.

 The first section of  this chapter sketches foreign bank entry in Central and 
Eastern Europe. It turns out that despite the upward sloping trend, major intraregional 
differences can be discerned. The increase in the number of  foreign banks has 
continued up to 2000. After 2000 the number of  foreign banks has stabilized and 
from 2002 onwards the relative number of  foreign banks has stabilized on a 61 per 
cent level. In 1995 the relative number of  foreign banks was only 25 per cent.

 The amount of  relative foreign assets exceeds the importance of  the relative 
number of  banks. From 2002 onwards, foreign banks own 84 per cent of  the banking 
assets in Central and Eastern Europe. In 1995 this ratio was only 4 per cent. The 
regional differences regarding foreign bank entry also stem from differences in time. 
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Already in 1996, foreign banks in Hungary and Latvia administered a large part of  
the assets. In 1997 foreign banks also entered Lithuania, in 1998 they entered Estonia, 
and in 1999 they entered Poland. The largest increase on average of  foreign banks 
took place in 2000, especially in Bulgaria, Croatia, the Czech Republic, the Slovak 
Republic and Slovenia. An exception is Latvia in which relative foreign banking assets 
declined from 81 percent in 1998 to 29 percent in 2004.

 The chapter continues with an analysis into the nature of  foreign ownership. 
In 2002 The Economist noted that in Central and Eastern Europe the big US and 
UK banks are not present. It turns out that in 2005 the most important investors 
in the financial sector are the Austrian, Italian, Belgian and German banks. The 
biggest intra-regional investors come from Estonia, Hungary, the Czech Republic 
and Poland. However, the fraction of  investments from CEE is only 1.3 percent and 
sharply contrasts with that of  banks from Western Europe (62 percent).

 Regarding the size of  the banking sector in relation to gross national product, 
the chapters find that, despite a slightly increasing trend, the former is still half  the 
size of  what is prevailing in the countries that have introduced the euro. The level of  
credit to the private sector has even remained at an unchanged low level in the period 
1993-2000. Measured as a percentage of  gross domestic product, the level of  credit to 
the private sector is a fourth of  that in the euro area. Also in terms of  total supply of  
credit, credit to the private sector has remained unchanged in this period in Central 
and Eastern Europe.

Only since 2002, credit to the private sector seems to be on a rise. However, the 
increasing average masks large intra-regional differences. Credit growth turns up 
mainly in the Baltic States, Croatia, Hungary and the Slovenia. In the Czech and the 
Slovak Republic credit to the private sector diminishes constantly since 1997. Based 
on a benchmark model, that measures to what extent credit growth in the economies 
in Central and Eastern Europe compares to what is common in western economies 
with comparable gross domestic product per capita, it turns out that the countries in 
which credit growths from 2002 onwards, are the same countries where the average 
distance to the credit-benchmark was smallest between 1995 and 2001. Exceptions 
are the Czech and the Slovak Republic in which the distance to the benchmark has 
unceasingly increased since 1999.

The analysis shows that there is no one-to-one relationship, positive nor negative 
between the entry of  foreign banks and growth of  credit to the private sector. The 
chapter finds two answers to the question on the role of  foreign banks as intermediaries 
in the banking sector in Central and Eastern Europe. First, foreign banks have taken 
over the role from domestic banks as suppliers of  credit from 2000 onwards. The 
reason is that the number of  foreign banks exceeds that of  domestic banks from 
that point in time, also measured in relative assets. However, that does not answer 
the question how foreign banks act as suppliers of  credit. The second finding is that 
foreign banks extend credit to an extent that meets their relative presence only since 
1997. Before 1997, domestic banks extended more credit to the private sector than 
one would expect based on their relative share in the banking sector. Even in 2000, 
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foreign banks in Croatia, Lithuania, Poland and the Czech Republic extended less 
credit to the private sector than would be justified based on relative assets in the 
banking sector. 

Chapter 1 concludes with some indications regarding foreign bank financial 
performance in relation to that of  domestic banks. It turns out that profitability of  
foreign banks, measured in terms of  return on equity and return on assets, exceeds 
domestic bank profitability in the period 1995-2000. The higher profitability does 
not stem from lower costs or from higher net-interest revenues. After 2000 bank 
profitability of  foreign and domestic banks seems to converge. A caveat of  the 
analysis is that it does not conclude on the statistical significance of  the difference in 
performance between foreign and domestic banks. However, the estimation results in 
chapters 4-6 will examine the relevance of  foreign ownership on bank performance 
in more detail.

 
The following conclusions emerge from this chapter. First, we conclude that foreign 
banks have not entered the individual Central and Eastern European transition 
countries at the same time or in the same degree. Second, foreign banks in Central 
and Eastern Europe usually come from countries of  the former EU15. This finding 
suggests a relationship between foreign banking and distance between host country 
and home country. The hypothesis would then be that foreign banks have followed 
their clients to Central and Eastern Europe. This picture is confirmed by the initial 
hesitation of  foreign banks to take part in extending credit to the private sector in line 
with their relative presence. Chapter 3 will examine this hypothesis.

 Another cause of  the relative low credit extension of  foreign banks could be 
traced to the specific characteristics of  banking in transition countries. One of  these 
characteristics is the difference between the institutional context of  host country and 
home country. One can think of  time-consuming legal procedures for foreign banks 
in seizing collateral of  a borrower in default. These procedures can be troubled by 
corruption of  those who confiscate and the judiciary. This theory is supported by 
the findings of  Hainz (2003), who mentions that a low quality of  the institutional 
context induces banks to use collateral to solve the problem of  moral hazard. For 
example, she finds that in Estonia and Romania, the demand for collateral diminishes 
when the institutional environment improves. Bratkowski et al. (2000) also find that 
the probability of  obtaining bank credit increases with the supply of  collateral. More 
specifically, the authors argue that, to solve the adverse selection problem, banks apply 
credit rationing when information asymmetry regarding the assets of  a company. It 
is likely that foreign banks in Central and Eastern Europe were unknown with the 
ways to seize collateral, if  any, and to sell it in a liquid market. A 2002 study of  the 
European Investment Bank (EIB) confirms that even in 2002, there was a need to 
improve and strengthen the legal system and the judiciary regarding seizing collateral 
in the Czech Republic, Hungary, Slovenia and the Slovak Republic. The cause of  
the recent credit growth in the Central and Eastern European countries must be 
attributed to increased competition in the banking sector and favourable macro 
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economic developments (EBRD, 2006).
 The conclusions of  this chapter are in line with Mian (2006) who argues that 

important restrictions accompany the potential of  capital mobility to solve financial 
underdevelopment. The analysis from chapter 1 raises new questions. First, to what 
extent are foreign banks in Central and Eastern Europe different from those in the 
euro-area or from those in European transition economies that do not have the 
prospect of  joining the EU? Why have foreign banks in Central and Eastern Europe 
committed themselves only from the end of  the 1990s to extending credit to the 
private sector? What can we conclude regarding the influence of  foreign ownership of  
banks on their financial performance? And finally, to what extent does the institutional 
environment affect foreign banking? Chapter 2 aims to find an answer to the first 
question, using a microanalysis. Chapter 3 aims to answer the second question by 
asking banks themselves what has been the strategy behind their entry to Central and 
Eastern Europe. The other questions will be examined empirically in Part II of  this 
book.




