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Abstract: After the collapse of communism, Central and Eastern European countries experienced
fundamental macroeconomic reforms aimed at moving from centralized to market-centered economy, where
privatization of state-owned credit institutions with foreign capital has had an important role. Since the
early 1990s, banks with majority or part foreign capital, as well as branches of foreign banks, have pen-
etrated the banking markets of the countries in transition into a market economy, becoming major players
as a result of financial globalization. By imposing on the banking markets of countries in transition to a
market economy, foreign-owned banks have come to hold up to 90 percent in some countries in the bank-
ing market. The paper analyzes the benefits and costs of the presence of banks with a majority or part for-
eign capital and branches of foreign banks in Central and Eastern European countries - Poland, Hungary,
Croatia, Bulgaria and Romania, with the theoretical arquments of recent researches and empirical evidence
quantified in official reports.
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1.Introduction

To give banks and capital markets - es-
sential gear in the functioning of the econo-
my - attributions in the framework of their
allocation of resources in society, became,
after 1990, a priority direction of the institu-
tional and functional reform policies in the
former communist countries of Central and
Eastern Europe, for reasons that mainly con-
cerned Askar Alimkulov, 1999:

- the banking dominance of the finan-
cial sector of economies in transition, legacy
from the communist regime;

- the key role of banks in financial
markets both in terms of providing liquid-
ity to other financial market institutions, and
in maintaining confidence in the payment
system,;

- the informational advantage of banks
in the first stages of the transition, compared
to capital markets, regarding the perfor-
mance indicators of the clients, the informa-
tion on their creditworthiness being easily
accessible to banks.

Faced with reality, the implementation
of banking reforms, part of the process of in-
stitutional and functional transformation of
the economy, proved to be a difficult process
in terms of its complexity and the extent of
change. Although the legal, institutional and
regulatory framework for banks was similar
in the former communist countries, the strat-
egy for reform was not unitary, the transfor-
mation of the mono- banking system, specific
to centralized economies, into a market-ori-
ented banking system being carried out in
different ways.

Following the change in the general per-
ception that links state-owned banks to a low
development level of financial sector and to
poor financial performance, able to induce

large-scale banking crises, the privatization
of state-owned banks was a solution to solve
problems stemming from lack of capital and
improving the competitiveness and efficien-
cy of the banking sector. Between 1995 and
2003, for example, the number of foreign
banks operating on the Romanian territory
increased from 4 to 19, in Bulgaria from 5
to 16, in Hungary from 20 to 25, in Poland
from 14 to 34. (V Bruno, R Hauswald, 2012).
At regional level, in the Central, Eastern
and South-Eastern European countries, the
number of foreign banks reached almost 70
percent of the total number of banks in the re-
gion, in 2008 compared to 27 percent in 1995.
(Maria Arakelyan, 2018).

During the almost three decades of ex-
panding banking activity in other countries,
particularly emerging or developing coun-
tries, extensive specialized studies focused
on in-depth analysis and macroeconomic
models, adding more information to the ex-
perience of financial practice, tried to detect
the effects of foreign banks on the financial
sector and, implicitly, on the performance of
the host countries’ economies. Without con-
sensus, the opinions of specialists’ highlight
both the beneficial aspects and the challenges
of foreign investment in the banking sector,
differentiated by area and the analyzed time
period. The recent global financial crisis has
brought about a new perception, the focus
being disconnected from the understanding
of the determining rationale of the presence
of foreign banks outside the home country, to
the analysis of their implications for the evo-
lution of the economies of the host countries.
(Maria Arakelyan, 2018).
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2.Literature review

In the context of the 1990s, foreign in-
vestment in the banking sector was a solu-
tion designed to contribute decisively to the
privatization of the banking sector and to en-
sure efficiency and profitability by transfer-
ring knowledge and performing information
technologies while stimulating interbank
competition at national and international
level.

Literature (Howkins, 2002) has synthe-
sized the experience gained in the practical
exercise of privatization in a few distinctive
features:

¢ identifying as a successful method of
the privatization process of the one realized
through the sale of state banks to strategic
partners, mainly foreign banks of interna-
tional reputation;

e solving the problems caused by bad
loans and clearing banks’ balance sheets
before being included in the privatization
programs in order to respond to the desire
to properly inform investors about the qual-
ity of the portfolio offered and the need for
transparency of the process;

¢ establishing mechanisms to pro-
vide investors with guarantees for the pos-
sible deterioration of the accepted elements
of the bank’s liabilities, a practice known
as ring facing; with the exception of Poland
and Hungary, which did not offer investors
guarantees, but cleared banks’ balances be-
fore selling them, forcing the governments of
the other transition countries to offer various
such guarantees;

e clarifying the position held by the
state in banks by reserving a certain per-
centage (which may even reach 33 percent)
of their shares or, as was the case with OTP
Bank’s privatization in Hungary, retaining
the gold share”;

e without a few exceptions, clear im-
plications for the deterioration of the state of
health of the privatized bank by the exces-
sive concentration of domestic capital in the
hands of foreign banks (the case of Poland
and Hungary) or of non-banking financial
institutions (the Czech Republic), it seems
that there is a potential danger of this trend,
which is to block small borrowers from ac-
cessing their loans.

The banking markets in the Central
and Eastern European countries largely owe
their performance to foreign banks, which,
through the foreign capital invested, re-
duced the fiscal costs of restructuring the
national banking system, brought expertise
and stimulated competition between banks,
with effects found in cost reduction and ef-
ficiency gains, and have implemented new
technologies in the field of fund transfers,
interbank settlements and payments. From
the perspective of foreign banks, the possibil-
ity of expanding their activities beyond the
national borders, following their important
clients with international activities, in the ab-
sence of entry barriers of capital into the host
country, have constituted business opportu-
nities, to which were added cultural and in-
stitutional similarities, because of relatively
limited physical distances, in most cases, be-
tween the national territory and that of the
host country (Maria Arakelyan, 2018).

Iwanicz-Drozdowska, Smaga si
Witkowsk (2017) analyze the effects of for-
eign banks’ presence on banking sector sta-
bility in CEEC countries, using a financial
strength index (FSI) used by banks and coun-
tries on a sample of 20 countries in the 1995-
2014-time horizon; and note the absence of a
direct, significant relationship between the
presence of foreign banks and the stability of
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the banking sector in the analyzed countries.
Financial stability appears to be dependent
on lending policies, regardless of the origin
of the banks’ (national or foreign).

The analysis of the impact of foreign
banks on the financial markets in host coun-
tries, conducted on a panel of 7900 bank ob-
servations from 80 countries for the period
1988-1995 by Claessens, Demirguc-Kunt and
Huizinga (2001), allowed the authors to for-
mulate some interesting conclusions: they
found that foreign banks earn higher profits
in developing countries compared to domes-
tic banks, while profits made in developed
countries are lower than those of banks in
host country , and the fact that the entry of
foreign banks affects the revenue of banks in
the host country in a negative way and also,
their profitability. Although the entry of for-
eign banks may increase the overall costs of
host country banks on the short run, the over-
all conclusion of the study is that the pres-
ence of foreign banks generates an increase
in competition in the host country’s banking
market.

Using ROA (the indicator of profitabil-
ity) on a sample of banks in 51 developing
countries for the period 1999-2006, Claessens
and Van Horen (2012) found that the prof-
itability of foreign banks was directly pro-
portional to the share of market in the host
country, the lack of strong regulation in the
host country and linguistic similarities con-
tributing to the improvement of the indicator.

Based on 265 Central and Eastern
European bank surveys for the 1995-2003 pe-
riod, Olena Havrylchyk and Emilia Jurzyk
tried to identify the differences between
profitability indicators of foreign and domes-
tic banks, noticing that foreign banks and, in
particular, greenfield banks register higher

profits compared to domestic banks, because
they are less affected by the host country’s
macroeconomic context and possible finan-
cial shocks. The profits of foreign banks in
host countries even exceed the profits of the
parent bank. Regarding domestic banks, the
study reveals higher profits in more concen-
trated banking markets associated with a less
competitive environment. The attempt to
assess the potential dangers of the presence
of foreign banks, taking into account their
dependence on parent bank performance
and macroeconomic conditions in the home
country, finds no real support, research sug-
gesting an increase in parent bank funding
subsidiaries in the CEE countries.

Beyond the benefits represented, among
other things, by reducing the cost of financial
intermediation and increasing its quality, im-
proving the access of firms and households
to modern financial services, and improv-
ing the economic and financial performance
of bank customers, the presence of foreign
banks may also exert adverse effects, as fol-
lows: (i) the tendency to select and attract the
best financial clients to the detriment of do-
mestic banks, which may be affected by the
constraint of the granted loan portfolio, with
direct implications on the bank’s profit; (ii)
financial instability induced by the transmis-
sion of shocks that affect credit supply in a
home market, on a similar market in another
country. (Claessens and Van Horen, 2012)

The main benefits and costs associated
with the expansion of banking activity across
national borders are shown in the table no. 1.
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Table no. 1. Benefits and drawbacks of foreign bank presence in CEEC countries

Impact of for-
eign banks on:

Benefits

Drawbacks

Banking  sec-
tor of the host
country

- improving the efficiency of the banking
sector through the contribution of technol-
ogies, products, and performing services
(A Kladova, L. Parfenova, V Juscius, 2014);
(Mohamad Sofuan Mohamad Saleh, 2015)
;(Juan Cardenas, Juan Pablo Graf, Pascual
O’Dogherty,2003); (Levine, Ross. 1996);
(Goldberg, L. S. (2004;

-implementing new banking management
strategies (A Kladova, L Parfenova, V Juscius
(2014) ; Mohamad Sofuan Mohamad Saleh
(2015);

-intensifying interbank competition (A
Kladova, L Parfenova, V Juscius, 2014);
Mohamad Sofuan Mohamad Saleh (2015);
-improving the stability of the banking sector
in the host country, especially in times of cri-
sis, through easy access to external financial
resources (A Kladova, L Parfenova, V Juscius
(2014);

-Improving the financial infrastructure and
profitability of banking activity through
knowledge, know-how, accounting practices
and experience in engaging in banking, in-
surance, brokerage (A Kladova, L Parfenova,
V Jus¢ius, 2014);

-the involvement of banks in operations on
money markets, foreign exchange and capital
markets is able to contribute to the develop-
ment of the national financial markets by at-
tracting the financing of the resources of the
domestic clients (A Kladova, L Parfenova, V
Juscius (2014);

-supplying stable credit sources, the branch-
es of major foreign banks basing their activ-
ity on additional financial resources from
the parent bank with easy access to the
global financial markets. Mohamad Sofuan
Mohamad Saleh (2015);

-exerting spill-over effects on the banking
sector in the host country, an important
source of innovation, competition and effi-
ciency (Paola Bongini, Malgorzata Iwanicz-
Drozdowska, Pawet Smaga and Bartosz
Witkowski, 2017);

-the dangers of giving the economy the
power to finance, through bank loans
to an entity from another country with
the potential to generate a contradiction
between the interests of foreign banks
to support and promote relations with
the country of origin to the detriment of
the host country’s interests (A Kladova,
L Parfenova, V Juscius (2014), (Janek
Uiboupin, 2004),

-differences between the legal provi-
sions in the banking sector in the host
country and the country of origin of the
foreign bank (A Kladova, L Parfenova, V
Jusdius (2014);

-fear of foreign control over the alloca-
tion of credits from the host country
(Janek Uiboupin, 2004);

-restrictions on access to credit resourc-
es imposed on small and medium-sized
businesses (A Kladova, L Parfenova, V
Jusdius (2014);

-the danger of “importing” possible fi-
nancial crises from the country of ori-
gin of the bank to the host country (A
Kladova, L Parfenova, V Juscius (2014),
becoming a source of contagion, in-
creasing vulnerability by importing
economic or financial shocks from coun-
tries of origin into host countries (Maria
Arakelyan, 2018);

-the creation of an unbalanced competi-
tion between foreign banks (which bring
high performance products, services and
technologies) and weakly developed na-
tional ones in terms of infrastructure,
innovation, information technology,
product offerings and banking servic-
es (Mohamad Sofuan Mohamad Saleh
(2015);
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-mitigating external constraints on access to
funding by providing additional funding
resources and the consequences of possible
national financial crises on business prof-
itability and economic growth (Valentina
Bruno, Robert Hauswald, 2012).

-the assumption by national banks of
a higher cost by raising higher interest
rates on deposits (in order to attract local
clients and low-risk companies from the
economy in order to compete with for-
eign banks), given that interest on loans
cannot be increased (Mohamad Sofuan
Mohamad Saleh (2015);

-the outstanding financial performance
of foreign banks (part of the global fi-
nancial network, labor market accessi-
bility in various countries, and top-level
information technologies), whose man-
agement is oriented towards attracting
large corporations with high financial
potential (Mohamad Sofuan Mohamad
Saleh (2015);

-foreign banks may become a source of
credit shrinkage on the loan markets of
host countries, for reasons of exposure
to specific or systemic financial prob-
lems of the parent banks (Paola Bongini,
Malgorzata Iwanicz-Drozdowska, Pawel
Smaga and Bartosz Witkowski (2017)

Banking sector
of the foreign
country

-relatively easy access to the funding resourc-
es of host country (A Kladova, L Parfenova,
V Juscius (2014);

-the mobilization of foreign direct invest-
ment (A Kladova, L Parfenova, V Juscius
(2014)

- the lack of real guarantees from
the bank parent, the letters of guaran-
tee issued by the bank parent being just
comfort letters, with the only purpose
to be a moral support (A Kladova, L
Parfenova, V Juscius (2014)

- limited access to foreign financ-
ing sources besides the bank parent.
Often enough, the parent bank reduces
operational costs by closing foreign fi-
nancing channels, thus becoming the
only foreign financial source. Such ac-
tions make the branch more dependent
on the parent bank, becoming more vul-
nerable in crisis situations (A Kladova, L
Parfenova, V Juscius (2014); -
financial resource inflows may be af-
fected by adverse selection in the con-
text of local opaque credit markets, on
which national banks have information-
al advantages (Valentina Bruno, Robert
Hauswald , 2012)
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3. The Impact of Banks with Foreign
Capital on the Banking Sector in Romania in
the Central and Eastern European Banking
Context

Analyzing the factors that influence
the success of the reform strategy adopted
at national level - rehabilitation (aiming at
the recapitalization of state banks, while
implementing an extensive institutional de-
velopment process, possibly followed by
privatization, on the model of Hungary and
Poland) or new entry (which involves the
abolition and spontaneous privatization of
banks with existing state capital, the entry of
many new banks and, even in some cases, the
liquidation of old banks, a strategy adopted
by Russia and Estonia) - a series of studies
(Stijn Claessen, 1996) were identified as key
determinants at an international level:

- the institutional inheritance since the
beginning of the transition - many Central
and Eastern European countries abandon-
ing the mono-banking system since the mid-
1980s and having undergone complementary
reforms (legal and at enterprise-level) since
the early nineteenth decade (Hungary being
eloquent in this regard) and

- the macroeconomic development,
giving the extent to which the loans are af-
fected by the real negative interest rates thus
requiring the recapitalization of banks, with
effects found in the strategic approach of the
reform and defining the role of the govern-
mental authority in this process.

In terms of concrete facts, between the
macroeconomic development and banking
reforms a reverse link was identified: the
expansion of non-performing loans, due to
distortions in the real sector of the economy,
inducing a series of macroeconomic environ-
ment issues - high inflation and real negative

interest rates over time, while the countries
whose financial system is strongly developed
and have inherited both favorable initial con-
ditions in the real economy, translated into
the low volume of non-performing loans
as well as performing complementary poli-
cies, are facing a lower level of inflation, an
environment conducive to a rehabilitation
approach.

With the specific national accents given
by the initial conditions, the external shocks
and the relationship with the reforms in the
other economic sectors, the steps taken in the
majority of the Central and Eastern European
countries, reunified in a model of rehabilita-
tion of the state banks called rehabilitation
approach, have targeted the split up of state-
owned banks by transforming them into
commercial banks owned by the state and re-
capitalizing them for privatization.

After 1990, foreign banks gradually
stepped up their presence in Central and
Eastern European countries, accounting for
up to 90 percent of all banks operating in
some CEE countries.

Hungary was the first country from
the privatized area with a strategic investor
during the period 1994-1997. After the re-
capitalization of banks between 1993-1994,
the number of foreign banks evolved be-
tween 1995 and 2009 from 67 percent to 92
percent from the total number of banks. The
Bulgarian authorities decided to privatize
the banks in 1997 with a foreign strategic
investor after the 1996-1997 banking crisis.
Compared to the total number of banks, for-
eign banks evolved from 22 percent in 1995
to 67 percent in 2009. In Poland the priva-
tization process began in 1993, so between
1995 and 2009 the number of foreign banks
evolved from 30 to 69 percent from the total
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number of banks. The global financial crisis
has caused, through effects and consequenc-
es, the repositioning of a number of foreign
banks according to the interests of banks in
the countries of origin.

In this context, Romania has felt a dif-
ferent experience: before the banking crisis in
1998-1999, loans given by state-owned banks
to state-owned firms proved to be ineffective,
thus non-maturing loans were generating
problems for banks, requiring their recapi-
talization before their privatization. Foreign

capital - branches of foreign banks and banks
with whole or part foreign capital, Romanian
legal persons - penetrated into Romania and
evolved from 12 entities in 1994 to 37 in 2008.
The post-crisis period, which marked an ob-
vious tendency of concentration of the bank-
ing sector in the European countries, brought
with it the reduction of the number of for-
eign-owned banks, Romanian legal entities
and branches of foreign banks, to 32 in 2016
(diagram no. 1).

Diagram no. 1. Evolution of banks in Romania, according to the origin of the capital during 1994-2016
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Structural developments in the Central
and Eastern European countries, especially
in the post-global crisis, are the hallmarks
of operations that materialize both the need
to strengthen the banking market through
mergers and acquisitions, transactions or
the relocation of small players, as well as in-
creasing the digitization of banking activity,
involving substantial investments As a direct
consequence of these challenges, the market
share of the assets held by foreign-owned
credit institutions (including branches of for-
eign credit institutions) versus total assets,
has brought back the market share to the

level of 1999 in some countries, with Poland
being the most eloquent case: market share
declined in the time horizon of 2012 - 2016
by 8 percent, reaching 55 percent in 2016, the
same level of 1999 (diagram no. 2).
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Diagram no.2. Market share of banks with foreign capital (% in total assets)

Source: the CEE Banking Sector Report, 2017

With a moderate degree of concentra-
tion, according to international standards
(the BNR Report from 2016), the market
shares of banks with majority foreign capi-
tal operating in Romania and Croatia main-
tained around 90 percent of total assets held
by credit institutions, while the market share
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of banks with foreign capital decreased by 31
percent (Hungary) and 8 percent (Poland). In
the ranking of the top five credit institutions
in the analyzed countries, there are those in
Croatia that hold together, 74 percent of the
total net assets balance (table no. 2)

Table no. 2. Market share of the five top banks, 2016(% of total net balance sheet assets)

Poland Hungary ROMANIA Croatia Bulgaria |
Bank name % Bank name % Bank name % Bank name % Bank name % |
PKO BP 16.7 | OTP 213 | BCR (Bzste). | 163 | Zagrebacka 26.6% | UniCredit 202
Banka Bylbank
(UniCredit)
Bank Pgkae | 102 | UniCredit 79 13.1 | Privredna, 184 | DSK Bank | 12.6
(UniCredit) Bank Banka (Intesa) (OTP)
WBK 77 | Erste 61 | BRD 12.9 | Erste. 142 | First Investment | 9.6
(Santander + (SocGen). Bark
Eredyt Bank)
mBank. 7.5 | Raiffeisen 59 | Raiffeisen 85 Raiffeisenbank, | 8.0 United 74
(Commerzbank Bank Bank Bulgarian Bank
ING Bank 65 | MKB 57 | UniCredit 83 | Splitska Banka | 6.9 Raiffeisenbank. | 6.9
Total 49 Total 46,9 Total 50.1 Total T4 Total 56,7

Source: CEE Banking Sector Report, 2017; BNR Annual Report 2016
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A series of recent research on the impact
of foreign-based banks on financial stability
in host countries revealed significant differ-
ences between the behavior of foreign and
domestic banks in lending activity in the con-
text of financial globalization and the post-
crisis financial global reality. Analyzing, on
the basis of a sample of 200 domestic and for-
eign capital banks in 16 Central, Eastern and
South Eastern European countries, Maria
Arakelyan (2018) found, beyond the specific
macroeconomic or microeconomic character-
istics (at the bank level), the special impor-
tance in the lending activity of the distinctive
features of the parent bank and the subsid-
iary, of which attention is paid to asset qual-
ity, capitalization, profitability, liquidity, as
well as values of profitability indicators - re-
turn on assets and return on capital.

In the Central and South-Eastern Europe
region, profitability reflected developments

in banking activity, with declines in different
time segments, consequence of the macroeco-
nomic context, of European bank regulation
aimed at strengthening post-crisis capital
positions and the application of new capital
requirements by the EU and / or local regu-
lators prudent leverage strategies as well as
prudent bank debt strategies. The low level
of bank profitability in different periods and
countries reflects mainly, the recognition of
losses from the global crisis, the restructuring
efforts associated with the macroeconomic
context and the low interest rates. For exam-
ple, the lowest ROE in the analyzed period
was -13.2%, recorded in Hungary in 2014 (di-
agram no. 3, and ROA (return on assets) was
-1.3% recorded in 2014 in the banking sector
in Hungary and Romania, and in Croatia in
2015. (diagram no. 4)

Diagram no.3. Return on capital (ROE), 2012-2016
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Source: the CEE Banking Sector Report, 2017
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Diagram no.4. Return on assets (ROA), 2012-2016

2g£ 2013\ 2014
0.5

> RN/ AL ]

_ ==#=Poland
== Hungary
ROMANIA
2[}15/ 2016 =i Croatia
/ —t=DBulgaria

-1.5

. MV

Source: the CEE Banking Sector Report, 2017

The profitability of the banking sector
has registered and continues to show sig-
nificant heterogeneity among the countries
of Europe due to the differences between
banks ‘and banking sectors’ vulnerability to
low interest rates as well as significant dif-
ferences in the magnitude of non-performing
loan stocks. Vulnerability to the low-interest
environment depends on a number of fac-
tors, such as confidence in net income from
interest, asset vulnerability to interest rates
(the share of mortgages with variable rate),
the share of financing deposits, further re-
payment of deposits, and market structure
or degree of banking competition. (Financial
Stability Review, Nov. 2016).

Conclusions

The transition from the centralized
economy to the market economy involved an
extensive privatization of state-owned banks
with the help of banks with part or majority
foreign capital. Under the impact of finan-
cial globalization and given the benefits of
the presence of foreign capital in the bank-
ing sector for the host country, a number of

foreign banks have expanded their activities
across national borders by acquiring state-
owned banks. With benefits for the host
country - improving the efficiency of the
banking sector through the contribution of
technologies, products, performing services,
financial infrastructure and profitability to
banking, through the contribution of knowl-
edge, know-how, accounting practices and
experience in the whole range of banking
operations and services , insurance, broker-
age - foreign-owned banks hold a significant
share of the banking market in Central and
Eastern Europe, up to 90 percent of the total
banking assets (Croatia, Romania, Hungary
2012-2013). Besides the benefits of the pres-
ence of foreign-owned banks, the banking
sector in the former communist countries of
Central and Eastern Europe is faced with a
number of challenges, including the fear of
foreign control in the allocation of host coun-
try loans, the creation of unbalanced compe-
tition between foreign and domestic banks
and financial performance of foreign banks
able to attract large corporations with high
financial potential to the detriment of do-
mestic banks, may affect the performances of
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domestic banks with implications for financ-
ing the economy in the host country. The
analysis of the bank performance registered
in the banking sectors in Poland, Hungary,
Romania, Croatia and Bulgaria, reveals a de-
cline in capital and asset returns in the post-
crisis period in all countries, regardless of the
market share held by foreign banks, in terms
of the number of foreign banks assets, assets

held from the total assets reported at the
banking sector level or banking concentra-
tion, which forms the opinion that banking
performance depends on bank management,
placement policies of parent banks and the
macroeconomic context of the host country.
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