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Abstract The banking sectors of the Central and Eastern European countries performed better
than other developed European sectors during the crisis, due to their sound capitalization and a
high profitability before the crisis. However, some of those banking systems were very hit in terms
of the non-performing loans ratio or cost-to-income ratio. That is why we consider that it is
interesting to see how they performed in terms of the banking performance ratios during the last
years in the light of the new international capital adequacy regulations and in the light of the latest
national macroeconomic developments of those economies and what are the main threats for these
CEE banking sectors in the present.
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Introduction

According to Athanasoglou et al. (2008), a sound and profitable banking sector is better
able to fight negative shocks and contribute to the stability of the financial system.
Claeys and Vander Vennet (2008) found out that capital adequacy impacts on the
interest bank margin and supports stability and profitability of the banking systems in
the CEE accession countries.

An important challenge for the European banking sector is related to the
difficulties in increasing revenues because of a low nominal growth and a low interest
rate environment (Constancio, 2016).

Demirgli¢-Kunt and Huizinga (1999), Mendes and Abreu (2003), Goddard et al.
(2004), Pasiouras and Kosmidou (2007) concluded that the most performing are the
banks with high equity. Beltratti and Stulz (2012) emphasized that banks got better
performance in the countries with strict capital adequacy requirements. But banks from
countries with powerful supervision authorities recorded low market returns, as the
shareholders were asked to raise new equity during the crisis period.

The equity level has a positive impact on ROA. Although the ownership nature
has an insignificant impact on the bank profits, it may be stated that the crisis had a
lower effect in terms of asset profitability on the foreign owned than on domestic owned
banks (except Hungary) (Andries et al., 2016).
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Capraru and Ihnatov (2014) underlined that capital adequacy growth influenced
the bank profitability (ROA and ROE and net interest margin, a stronger effect being for
ROE). They noticed that banks with higher capital adequacy are more profitable for 5
CEE countries during 2004-2011 (Bulgaria, Hungary, Poland, Romania, Czech Republic.

Tomuleasa and Cocris (2014) found a significant positive impact of the capital
adecquacy rate on the net interest margin during 2004-2012, but this impact is negative
on ROE, because of the mutations on the banking markets in the last years.

The results of Roman and Tomuleasa (2014) research show that bank
profitability of most banks in the new EU member state (expressed by ROE) was
significantly influenced by capital adequacy during 2003-2011 in the CEE countries, but
the study of Petria et al. (2015) has shown that the capitalization ratio hasn’t a
significant impact on ROE for the EU banking systems (2004-2011) and has a significant
positive impact only on ROA. The capital adequacy has a positive impact on the
profitability of Hungarian, Polish and Romanian banks. During the recent financial crisis,
it can also be observed an inverse relationship between capital adequacy and banks
profitability in Bulgaria and the Czech Republic.

Thus, there is evident a positive relationship between capital and profitability as
it was demonstrated by some reasearches (Altunbas et al., 2007; Iannotta et al., 2007).
On the other hand, there are some papers which proved just the opposite (Agoraki et al.,
2011).

In the light of the findings of the previous studies and considering the better
performance of the CEE banking systems during the last crisis, the aim of this paper is to
present the developments of the performance ratios of these CEE banking systems after
the crisis comparing to the years before the crisis, in the light of new regulatory
framework imposed internationally or at the national level.

Developments of the CEE banking sectors

In Bulgaria, domestic credit increased (especially the foreign exchange
denominated credit as a result of the Currency Board Arrangement) and the Bulgarian
banks were well capitalized in the first half of the 2000s’, although the capital adequacy
ratio displayed a descendent trend because of the increase of the risky banking assets
(Walko, 2003). Bank regulatory capital to risk-weighted assets ratio decreased during
2002-2007 and reached its lowest level just before the crisis erupted in the CEE area in
2007 (13,8%). Starting with 2008, the banking capital adequacy increased every year
reaching a level around 22 percent during 2014-2015. This is way above the Basel
requirements, so ROE is three times lower (around 7%) than it was in 2008 before the
crisis (21%).

Bulgarian banks displayed decreasing ROE rates during the crisis period, below
the region average. The main reasons for the weak performance were lower interest
rates on
the market and high cost of the financing during the crisis. Interest and fee margins
declined between 2007 and 2011, while risk costs remained at a high level. As revenues
from basic lending activities grew more slowly, banks had to develop less traditional
business segments such as savings (Bakor et al., 2012). After 2013, ROE started to
increase slowly and now it is staying around 7,2-7,4%.

These developments of the capitalization are very important and positive
especially because we can see a strong increase for the net interest margin, but also for
ROA. The improvement of the profitability is due to a strong decrease of cost-income
ratio (from 60% in 2002 to 35% in 2015). This means that banks have cut their
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operational cost and provided an efficient cost management. The liquidity of the
Bulgarian banking system has also improved in 2015 (25,7%), but the level is only
comparable with the liquidity level in 2008 (26,1%) when the crisis erupted and it is
less than half of the level reached at the beginning of the analyzed period 2002-2004
(between 45-67%). Provisions to non-performing loans reached in 2015 the same level
(55,8%) as at the beginning of the analyzed period 2002-2003, while during 2004-2007
this ratio was above 100 percent. So, the quality of the banking loan portfolios started to
deteriorate again significantly after 2009. During the last two analyzed years 2014-2015
this ratio also displayed an increase, because the share of non-performing loans
constantly increased during 2009-2015, reaching 20% in 2015, while before the crisis
this share was around 2% (Table 1). The credits granted to the private sector increased
the entire period during 2002-2010, including the crisis period, then decreased slowly
during 2011-2013 and it reached 56% in 2015 but this level is similar with the level in
2007, before the crisis erupted (Global Financial Development Database, 2016).

So, the Bulgarian banking system remained stable, very well capitalized and its
profitability improved lately based on a high level of the domestic credit that generated
higher interest income and due to an efficient costs management. The interest rate
spread maintained at around 6% with low fluctuations during the entire period 2002-
2015. Its main challenge is represented by the increase of the non-performing loans that
may endanger the profitability of the Bulgarian banking system in the future (Table 1).

Table 1. Dataset for Bulgaria

Indicator 2002 2003 2004 | 2005 | 2006 | 2007 | 2008
Bank cost to income ratio (%) 60,6 59,1 56,9 53,3 50,5 459 | 46,9
Liquid assets to deposits and short

term funding (%) 67,8 44,5 48,9 455 | 482 | 391 | 261
Provisions to nonperforming loans

(%) 59,6 50 138 | 131,4 | 1099 | 1004 | 77,1
Bank regulatory capital to risk-

weighted assets (%) 25,2 22 16,6 15,3 14,5 13,8 | 14,9
Bank net interest margin (%) 4,93 4,82 5,78 5,30 5,30 534 | 5,12
ROA (%) 19 2,4 2,1 2,1 2,2 2,5 2,3
ROE (%) 14,4 22,7 20,6 22,1 | 244 | 254 21
Indicator 2009 2010 2011 2012 | 2013 | 2014 | 2015
Bank cost to income ratio (%) 47,5 48,2 50,5 52,5 54,0 37,8 | 351
Liquid assets to deposits and short

term funding (%) 22,7 24,3 25,2 24,3 26,7 18,5 | 25,7
Provisions to nonperforming loans

(%) 58,2 61,4 59,5 63| 656 | 494 | 558
Bank regulatory capital to risk-

weighted assets (%) 17 17,4 17,6 16,6 17 21,9 | 22,2
Bank net interest margin (%) 4,42 4,52 4,10 3,69 3,38 1,07 | 4,02
ROA (%) 1,1 0,9 0,8 0,7 0,6 0,8 1
ROE (%) 9,3 6,7 6,1 5 5,7 7,2 7,4

Source: Global Financial Development Database - 2016

In Bulgaria, macroeconomic environment improved in 2014. But, the banking
sector could not fully benefit from the overall positive economic developments, because
of the banking crisis in June 2014. The banks’ total assets and total loans contracted.
Despite the negative impact from the mid-year crisis, the Bulgarian banking sector
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registered a net profit in 2014 above the results of 2013. Because the total assets and the
balance sheet decreased, ROA and ROE improved. In 2014, the Bulgarian banking sector
faced some important legal and regulatory developments and its liquidity ratio
improved. The government improved the legislation on bankruptcy for the banking
sector. The nonperforming ratio reached high levels and continues to endanger the
Bulgarian banking system (Raifeissen Bank, 2015).

In 2004, the Romanian banking system was characterized by a growing rate of
the banking assets superior to economic growth rate, high profits and a high retail
lending activity. The Romanian banking sector was adequately capitalized, but credit
risk intensified especially because of the boom of the consume credit or because of the
mortgage credit denominated in foreign currency. Considering the share of the non-
performing loans to total credits, Romania were among the most affected countries
(with shares between around 20%) (Avadanei, 2011).

In Romania, bank regulatory capital to risk-weighted assets ratio decreased
during 2002-2008, reaching its lowest level in 2007-2008 (13,8%) just like in Bulgaria.
It started to increase after 2009 and faced a much robust increase after 2013, reaching a
level of 19,2 percent in 2015. The Romanian banking system is also well-capitalized
according to the Basel requirements, but its capitalization is a bit lower than the one of
the Bulgarian banking system. In the light of these developments and because the
profitability of the Romanian banking system turned positive again in 2015, ROE
recovered partially in 2015 (at around 8%) but this is half of its level recorded at the
beginning of the analyzed period (between 15,6%-18% during 2002-2004) and its trend
is rather fluctuant (Table 2).

Table 2. Dataset for Romania

Indicator 2002 2003 2004 2005 2006 2007 2008
Bank cost to income 62,9 69,5 57,6 66,1 68,3 63,4 49,0
ratio (%)

Liquid assets to deposits 65,0 47,3 51,3 50,0 57,6 43,3 32,6
and short term funding

(%)

Provisions to - 12,6 16,1 45,6 82 61,6 44,2
nonperforming loans

(%)

Bank regulatory capital 25 21,1 20,6 21,1 18,1 13,8 13,8
to risk-weighted assets

(%)

Bank net interest margin 810 7,70 875 5,96 567 432 4,98
(%)

ROA (%) 2,6 2,2 2,4 1,9 1,5 1,3 2
ROE(%) 18,3 15,6 18,5 15,2 11,7 11,4 17,5
Indicator 2009 2010 2011 2012 2013 2014 2015
Bank cost to income 45,1 45,9 54,6 55,3 55,9 471 49,4
ratio (%)

Liquid assets to deposits 30,0 16,5 13,8 12,7 14,0 17,1 37,2
and short term funding

(%)

Provisions to 79,9 81,2 84,4 86,3 89,8 69,9 65,5
nonperforming loans

(%)

Bank regulatory capital 14,7 15 14,9 14,9 15,5 17,6 19,2
to risk-weighted assets

(%)
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Bank net interest margin 6,31 5,52 4,63 4,06 4,05 1,78 3,35
(%)

ROA (%) 0,5 -0,1 0,1 -0,6 0,45 -027 0,9
ROE (%) 4 -2 0,7 -6 4,05 -2,6 8,77

Source: Global Financial Development Database - 2016

Until 2009 the Romanian banking system profitability analysis reveals that ROA
and ROE indicators were positive and growing. In 2003 profitability ratios recorded
values. The downturn of these profitability ratios is due to increased competition in the
Romanian banking sector but also the negative ascent of the net interest margins. The
profitability of the Romanian banking system has turned negative in 2010. Thus, for the
first time since 1999 the banking system ended the year with a loss, mainly under the
influence of the high provisioning costs, and of the deterioration of the exploitation
result.

The profitability of the Romanian banking system doesn’t show the same
robustness as the growth of the Romanian economy. Romania is the first country in the
EU if we consider the economic growth, but its banking system didn’t display the same
trend. The Romanian banking system faces many difficulties in recovering after the
crisis. It ended 2014 with losses again. Starting with 2009, ROA evolution fluctuated a
lot. The bank net interest margin displays a robust increase in 2015 against 2014, but
this trend may moderate in the following years. The Romanian banking system couldn’t
close the gap with the levels reached during 2002-2011 for this ratio. Its lowest level
was reached in 2014 when the Romanian banking system faced losses again (Table 2).

Some banks resized their networks and cut staff, but not sufficient. Foreign-
owned banks started deleveraging, but they didn’t withdraw from the Romanian
banking market. The market has seen even negative margins because of some banks
(especially the Greek ones) that paid deposit interest at levels higher to cover their
financing needs. Still, Romanian banking market is considered to have some potential in
the future because it is underdeveloped especially in the rural areas (Bakor et al,, 2012).

Cost-to-income ratio was high during 2002-2007 reaching levels above 60
percent, but then it started to decrease during 2008-2010. Starting with 2011, its trend
fluctuated and its levels remained high at around 50-55%. During 2014-2015 it
increased again. These developments are very different from the situation we presented
for the Bulgarian banking systems where this ratio decreased al almost half of its levels
at the beginning of the analyzed period. The Romanian banks weren’t able to perform an
efficient cost management, didn’t significantly cut their operational costs, especially in
the salary expenses area, so they faced losses again in 2014.

The liquidity ratio strongly decreased during 2006-2012, but it recovered slowly
during 2013-2014 and in 2015 it reached a level of 37,2%, still much lower than the
levels reached during 2002-2007. Due to increased capital and liquidity requirements of
National Bank of Romania, the Romanian banking system had a rather adequate level of
prudential indicators (Table 2).

Provisions to nonperforming loans have recorded a real boom after 2005 up to
present. Despite their fluctuant developments and the fact that they decreased
significantly after 2013, their level is higher than before the crisis. During 2002-2004,
this

ratio displayed very low levels at around 12-16% and in 2007 it was around 60% (Table
2). The non-performing loans displayed a steady increase (this ratio increased ten times
from around 2% up to 21%) during 2007-2013, but after that it decreased to 12,3
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percent in 2015. The domestic credit to the private sector increased almost four times
during 2002-2011 (from around 10 percent up to almost 40 percent) then decreased at
around 30 percent in the following years 2012-2015 (Global Financial Development
Database, 2016).

Interest rate spread steadily decreased during 2002-2007 from 16 percent down
to 6,6%. During 2007-2014 it became more stable and maintained between 5,2-6,7
percent with low fluctuations. In 2015 it decreased to 4,8 percent (Global Financial
Development Database, 2016).

Hungary is generally considered one of the best performing transition countries,
having been successful in achieving macroeconomic stabilization and in creating a
market-driven economic system (Fischer and Sahay, 2000; Weder, 2001). In terms of
financial sector reforms, the country is also considered in the advanced league (Bokros,
2001).

The degree of concentration was low in the Hungarian banking sector until the
first half of 2000s’. At a lower level of efficiency, higher profits could be reached in
Hungary than in other EU countries, as a consequence of the weak competition (some
Hungarian banks gained oligopolistic profits on the retail market back then). Costs of
financial intermediation decreased mainly in corporate markets, not in retail markets
until 2002 (Varhegyi, 2004).

In Hungary, before the crisis (2002-2008), bank regulatory capital to risk-
weighted assets ratio fluctuated between 11-13%. From 2009 it increased at almost 14
percent and during 2012-2015 it fluctuated between 16,3-17,4%. However, the
capitalization level of the Hungarian banking system is lower than in Bulgaria (22%) and
in Romania (almost 21%). Because of the capitalization increase and the sharp decrease
of the banking profits, ROE decreased at around 2,2-5,1% during 2010-2015 from levels
between 20-25% before the crisis, with 3 years of negative levels (2011, 2012, 2014)
(Table 3).

Table 3. Dataset for Hungary

Indicator 2002 2003 2004 | 2005 | 2006 | 2007 | 2008
Bank cost to income ratio (%) 64,7 60,2 55,1 | 54,2 | 53,6 69,3 | 71,4
Liquid assets to deposits and short term

funding (%) 44,8 40,1 33 | 33,8 | 33,7 28,7 | 28,1
Provisions to nonperforming loans (%) 50,8 47,3 83,5 | 65,1 | 57,1 64,8 | 43,6
Bank regulatory capital to risk-weighted

assets (%) 13 11,8 124 | 11,6 11 104 | 12,3
Bank net interest margin (%) 521 4,50 560 | 503)| 518 439 | 3,77
ROA (%) 1,5 1,5 2 2 1,8 1,8 02
ROE (%) 20,2 19,3 25,3 | 24,7 24 | 229 13
Indicator 2009 2010 2011 | 2012 | 2013 | 2014 | 2015
Bank cost to income ratio (%) 50,7 54,7 55,2 | 72,6 | 756 | 117,8 | 68,9
Liquid assets to deposits and short term

funding (%) 30,2 26,2 283 | 27,2 | 29,7 | 478 | 21,5
Provisions to nonperforming loans (%) 32 39,1 45,8 | 48,6 | 51,7 59,4 60
Bank regulatory capital to risk-weighted

assets (%) 13,9 13,9 13,8 | 16,3 | 174 16,9 | 16,9
Bank net interest margin (%) 3,68 3,99 334 | 338 | 3,44 2,08 | 448
ROA (%) 0,1 0,05 -0,1 -04| 047 | -1,57 | 022
ROE (%) 12 3 -8 -3 51| -15,2 2,2

Source: Global Financial Development Database - 2016
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The Hungarian banking sector suffered significant losses during the crisis and
ROE and ROA rates dropped dramatically. Country’s weak economic performance
compared with other Eastern European countries is just one factor contributing to
declining of the banking profitability. The Hungarian banking market didn’t display
major mergers and acquisitions, because of the regulatory uncertainties. Many banks
continued to compete for retail deposits at high interest rates. Competition for deposits
became weaker after 2012 (Bakor et al., 2012).

Before the crisis, ROA displayed a stable level between 1,5-2%. After the crisis
erupted, this ratio decreased at negative levels, until 2014. In 2015 it reached 0,22
percent. During 2002-2007, the bank net interest margin stayed between 4,5-5,6%.
After 2008 it decreased from 4% down to 2% in 2014 (Table 3).

Cost-to-income ratio displayed a very interesting trend, different from the trend
of this ratio in other CEE countries. During 2002-2008 it fluctuated between 53,6-71,4%),
then it started to increase during crisis from 50% in 2009 up to near 118% in 2014. A
decreased can be noticed in 2015 when this ratio decreased at almost 70 (Table 3).

A comparison of profitability within the CEE region during the crisis reveals that
the Czech Republic and Poland are the leaders in CEE region, while Hungary is among
the countries with the lowest profitability. As a result of the debt crisis and the
conversion of loans denominated in CHF, Hungarian banks recorded high negative
profitability ratios.

Provisions to nonperforming loans ratio fluctuated during the entire period and it
reached 59-60% during 2014-2015. These levels are almost equal to the highest pre-
crisis levels of 65% reached in 2005 and 2007 (Table 3). During 2002-2008 the
nonperforming loans had a share of 2-3% of the total gross loans. Starting with 2009 it
increased up to 16,8% in 2013 (especially for the loans granted to the corporate sector).
In 2015 it decreased again to 11,67%. In Hungary and Romania, the peak of this ratio
was reached in 2013 and then this ratio decreased during 2014-2015 at around 11-12%,
while in Bulgaria this ratio faced a constant increase during the entire period up to
almost 20% in 2015. The domestic credit to the private sector in Hungary increased
during 2002-2011, from 34,4% up to almost 60-61%. During 2012-2015 it steadily
decreased to the same level of 2002-2003. In Bulgaria, the credit to the private sector
was still high (56%) in 2015 and so is the nonperforming credit, while in Romania and
Hungary the domestic credit ranged between 30-36% in 2015, almost half at it is in
Bulgaria. Interest rate spread fluctuated a lot during 2002-2015, from negative levels in
2003 up to the peak of 5,2% in 2009. Most of the time, it ranged between 2-3% (Global
Financial Development Database, 2016). Liquidity decreased from 44% in 2002 at
21,5% in 2015, with low fluctuations during the entire period, except 2014 when it
reached a high level of 47,8% (Table 3).

In Poland, at the end of the 90’s, retail banking was growing fast. The share of
consumption credits had increased in the total credits. After a period of increasing the
number of branches, banks started to concentrate (mostly in the retail banking). One of
the reasons for improving efficiency of Polish commercial banks was foreign entry in the
Polish banking market (Hyz, 2011). The profitability of foreign banks in Poland was
higher than the profitability of the domestic banks, just like in the entire CEE region
(except Hungary) (Mér6 and Endrész Valentinyi, 2003). Foreign owners dominate the
banking sectors of Central and Eastern European countries (over 90% of the total
banking assets). Poland doesn’t display a very concentrated banking market as Czech
Republic or Hungary and that makes the Polish banking market highly competitive. The
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largest Polish bank is state owned and the share of the foreign assets of the total banking
assets is around 60% which is the lowest number in the CEE region.

Bank regulatory capital to risk-weighted assets ratio fluctuated between 11,2-
14% during 2002-2011, except 2004-2005 when it was higher. After 2012 it improved
and reached 16% in 2015. The capitalization of the Polish banking sector is similar to
the capitalization of the Hungarian banking system. ROE increased five time in the pre-
crisis period. During 2008-2009 it was down to half just like ROA and after 2012 it
decreased again from 14% in 2012 to 9% in 2015. During 2002-2007 ROA increased
from 0,5-1,8%. During 2008-2009 it decreased to half of its level. After 2011 it slowly
decreased from 1,3% down to 1,1% and in 2015 it reached 0,8% and we predict this
descendent trend will continue in the near future. A common feature of the CEE banking
systems is the diminishing of the banking profits and profitability ratios starting with
2012-2013 up to present. During 2002-2011 the net interest margin decreased, then
fluctuated around 3% until 2013. Starting with 2014 it started to increase again, from
very low levels of 2,4%. However, these levels quite low, similar to the numbers reached
during the crisis (2007-2010). Comparing with the other CEE banking systems, Romania
was the most affected by the crisis in terms of the bank net interest margin and Poland
performed better, but not as good as Bulgaria or even Hungary (Table 4).

Table 4. Dataset for Poland

Indicator 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
Bank cost to income ratio (%) 80,8 | 87,3 | 64,3 | 59,6 | 58,3 | 58,4 | 55,3
Liquid assets to deposits and short term funding (%) | 22,2 | 25,4 | 33,2 | 36,5 | 33,2 | 27,8 | 23,4
Provisions to nonperforming loans (%) 56,3 | 534 | 61,3 | 61,6 | 685 | 673 | 688
Bank regulatory capital to risk-weighted assets (%) 138 | 138 | 154 | 146 | 132 12| 11,2
Bank net interest margin (%) 384 | 3,65 | 557 | 430| 435| 3,65 | 328
ROA (%) 0,5 0,5 1,4 1,6 1,7 1,8 1,5
ROE (%) 5,5 54| 17,1 | 21,9 21 | 25,6 20
Indicator 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015
Bank cost to income ratio (%) 53,8 | 529 | 52,5 | 52,3 | 546 | 50,1 | 529
Liquid assets to deposits and short term funding (%) | 16,6 | 12,5 | 10,9 | 13,3 | 11,5 | 13,5 | 13,8
Provisions to nonperforming loans (%) 616 | 725 | 71,8 | 68,2 | 67,8 | 69,3 | 58,6
Bank regulatory capital to risk-weighted assets (%) 13,3 | 13,9 | 13,1 | 148 | 157 | 14,7 16
Bank net interest margin (%) 31| 324 | 307 | 345 | 289 | 243 | 295
ROA (%) 08 1,1 1,3 1,3 1,1 1,1 0,8
ROE (%) 10,5 | 12,4 | 15,1 14| 12,1 | 12,3 9,1

Source: Global Financial Development Database - 2016

During 2003-2014 cost-to-income ratio decreased from 87% down to 50%. In
2015 it slowly increased at 52,9%, but the cut of banking costs is significant in Poland.
The Polish banking system cut its costs, modestly increased its net interest margin, but
the overall profitability is still low. During 2002-2006 the liquidity improved from 22%
up to 36%, but during 2007-2011 it decreased three times down to almost 11% and
then fluctuated between 11-13% until 2015, thus, it remained low. During 2004-2014
the provisions for non-performing loans fluctuated between 61-72%. In 2015 it slowly
decreased ten percent, at a level of 58,6% (Table 4). During 2002-2008, the
nonperforming loans decreased ten times from 21% down to 2,8%. Starting with 2009 it
fluctuated between 4,2-5,2%. During the entire period the domestic credit to the private
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sector increased from almost 13% up to almost 54%. Poland and Czech Republic are the
only CEE countries where the credit to the private sector increased all the analyzed
years up to present. Poland reached a level similar to Bulgaria in 2015, but in Bulgaria
the domestic credit decreased during the last years, while in Poland we have a solid
increase during the years. In Czech Republic, this ratio was around 51% in 2015,
following a solid increase during 2002-2015, too. During 2003-2015 the interest rate
spread ranged between 2,9-3,8%, except in 2014 when it was 2,4% and 2002 when it
was at the highest level of 5,8% (Global Financial Development Database, 2016).

Poland’s banking sector has remained relatively stable through the crisis just like
the entire Polish economy. Although ROE has not yet returned to pre-crisis levels, the
fall in profitability was less severe than in other countries in the region. Revenue growth
was driven by decreasing credit risk, a strong lending expansion and the cost efficiency
increased. Although the Polish banking sector is one of the most stable in the region, its
loan-to-deposit ratio is well above 100 percent, and it continues to rely on external
funding sources and this can represent a serious threat for the Polish banking sector in
the future.

The large majority of the foreign owned Polish banks display higher ROA than
their parent Western banks more hit by the crisis, just like in the Czech Republic, while
in Hungary the situation is just the opposite. Polish sustained economic growth helped
banks to keep their loan portfolios clean, the share of its nonperforming loans being
similar to the one in Czech Republic.

The Czech Republic chose a relatively slow pace of bank reform, while some other
countries proceeded much faster (Hungary). Some of the countries that were relatively
fast with bank reform were at the same time gradualist with financial account
liberalization (Hungary). In Czech Republic, it was just an opposite situation. The Czech
banking sector didn’t take excessive exchange rate or maturity transformation risks and
this prevented a deep banking crisis in the Czech Republic (Tuma, 2002).

Foreign investors in the banking sector started a sustained capitalization process
in the Czech Republic, due to some higher net interest margins and significant revenues
from increased bank fees (mainly due to the retail clients). The high growth of loans to
households during 2005-2008, determined strongly growing profits at relatively low
risk comparative to the corporate sector. The banks endured the economic crisis better
than the Czech economy as a whole (Dubska, 2013).

In Czech Republic, bank regulatory capital to risk-weighted assets decreased
slowly before the crisis during 2002-2008 from around 14% down to 11%. During
2009-2015, the Czech banks began to increase their capitalization and they reached high
levels of 15-17%. Because the capitalization decreased slowly by 2008, ROE didn’t
display major shifts. During 2002-2010 it ranged between 20-27% and after 2011 it
decreased below 20 percent. ROE was solid during the last decade, even during the
crisis, well above the European average level. ROA slowly fluctuated during the entire
period between 1,2-1,4%. The net interest margin was rather stable, with low
fluctuations between 2,6-3% and only two years displayed ratios above 3 percent,
before the crisis erupted. In 2014 it
decreased sharply at 0,7%, but in 2015 it increased again to 2,6%. These developments
for bank net interest margin are singular among CEE analyzed countries. So, interest
revenues decreased for the Czech banks, while for the Polish banks it remained rather
constant (Table 5).

Table 5. Dataset for Czech Republic
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Indicator 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
Bank cost to income ratio (%) 63 | 56,8 | 58,8 | 54,1 54 | 50,2 | 46,3
Liquid assets to deposits and short term funding (%) | 67,5 | 59,8 | 39,8 | 457 | 383 | 399 | 30,1
Provisions to nonperforming loans (%) 77,5 | 76,7 | 71,2 | 64,5 | 53,6 60 | 57,4
Bank regulatory capital to risk-weighted assets (%) | 14,3 | 14,5 | 12,5 | 11,9 | 114 | 11,1 | 116
Bank net interest margin (%) 286 | 2,75 | 387 | 301 | 298| 332 | 282
ROA (%) 1,2 1,2 1,3 1,4 1,2 1,3 1,2
ROE (%) 27,1 238 | 23,3 | 252 | 225| 231 22
Indicator 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015
Bank cost to income ratio (%) 39,7 | 41,6 | 434 | 41,4 | 41,5 | 42,1 | 45,8
Liquid assets to deposits and short term funding (%) | 28,9 | 28,6 | 24,7 | 23,6 27 15 21
Provisions to nonperforming loans (%) 49,7 | 479 | 488 | 492 | 516 | 47,7 | 599
Bank regulatory capital to risk-weighted assets (%) 14 | 153 15| 156 | 16,5 17 | 16,7
Bank net interest margin (%) 334 | 297 | 297 | 293 | 258 | 0,73 | 2,67
ROA (%) 1,5 1,4 1,2 14 1,3 1,3 1,2
ROE (%) 26 | 20,7 | 18,6 22| 176 | 175 ] 155

Source: Global Financial Development Database - 2016

Cost-to-income ratio decreased steadily during 2002-2009 from 63% down to
39%, but after 2010 it slowly increased over 40 percent. However, its level remained
rather low and didn’t overcame anymore the levels achieved before 2007. Profit from
fees and commissions increased every year. In Czech Republic, high operating profits
allowed banks to create sufficient buffers to cover losses from credit exposures (Table
5).

The liquidity decreased severely almost during the entire period we analyzed
from 67% down to 15% in 2014. During 2015, it slowly improved up to near 21%, but it
remains low just like in Hungary, while in Poland it is even lower than that. Romania
ranks first in terms of banking liquidity (Table 5).

Provisions to nonperforming loans decreased during 2002-2014 from 77% down
to around 50%, except a significant increase in 2007 at 60% against 2006. In 2015 it
also increased significantly from 47% in 2014 up to almost 60% (Table 5). These
developments are supported by the trend of the bank nonperforming loans ratio that
decreased almost four times before the crisis erupted from 8% in 2002 down to 2,8% in
2008. After 2010 it ranged between 5,2-5,6%, these levels being similar to the level of
this ratio in 2003. Domestic credit to private sector increased the entire period just like
in Poland, but the increase of this ratio in the Czech Republic wasn’t so important as in
Poland. In Czech Republic, the domestic credit doubled from 23% up to 51,4%, while in
Poland it increased four times, from 13% up to 54% in the same period 2002-2015
(Global Financial Development Database, 2016).

During 2002-2012, the interest rate spread ranged between 4,4-4,8% with low
fluctuations. Starting with 2012, it decreased below 4% and reached 3,7% in 2015.
Given the trend of this ratio together with the increase of the cost-to-income ratio we
can explain the downward trend displayed by the profitability ratios of the Czech
banking system (Global Financial Development Database, 2016).

In 2015, Poland and the Czech Republic were considered high-growth markets,
characterized by modest levels of financial intermediation, so the lending and asset
growth can outpace GDP growth on a sustained basis in the near future. Hungary and
Romania may be added to this group of countries. They regained their profits. Both
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banking markets displayed major improvements in the economic and banking sectors
during 2014-2015 based on deleveraging and nonperforming loans restructuring
(Raifeissen Bank, 2015).

Conclusions

If we rank the analyzed CEE banking sectors according to their capitalization ratio and PICBE | 861
net interest margin (the most relevant profitability ratio for the CEE banking sectors),
Bulgaria ranks first, followed by Romania and Hungary. On the 4th position it is Poland
and the last position belongs to the Czech Republic. Bulgaria and Romania are better
capitalized against their neighbors in the CEE region. Poland and Czech Republic
displayed lower profitability ratios, but more stable than in Romania or Hungary.
Romanian banking system were more severely hit by the recent financial crisis than the
Bulgarian banking system in terms of profitability. Romanian banking systems faced
losses three years, just like Hungary, because of a greater exposure to the loans
denominated in foreign currency, especially to loans denominated in CHF. In Bulgaria,
its exposure to the foreign exchange rate risk was much lower. Moreover, among the
CEE analyzed countries, Bulgaria is the only country that proceeded to important and
long-lasting cost cut-offs, but it still displays problems in the non-performing loans area,
just like Romania does. Romania also proceeded to an important banking cost decrease,
but lately, this trend has inversed, just like in the Czech Republic, while Hungary
significantly cut off its banking costs, but it still displays a high level of this ratio, just like
Poland. Romania and Bulgaria rank first according to their liquidity ratio, while in
Hungary it significantly decreased in 2015, reaching a level similar to the one of the
Czech Republic. Poland displays the lowest liquidity ratio in the CEE region, almost half
of the Polish or Hungarian liquidity ratios, and the Polish banking liquidity slowly
increased during the last years of the analyzed period.
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