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Abstract

This dissertation deals with changes in the banking systems of Poland, Hungary and the
Czech Republic, with particular reference to foreign entry. The first chapter establishes a
background for research, and depicts the banking systems of these countries at the
beginning of reforms and nowadays. Foreign entry is discussed, and methodology to
compare foreign and domestic banks performance based on the Cobb-Douglas production
function estimation is developed. The second chapter discusses financial repression and
deals with one of the key instruments used in Eastern Europe - reserve requirements. The
third chapter discusses foreign banks’ strategies of entry. It presents results from a survey
of the main Western banks operating within the region and also specific case studies of
entry. The fourth chapter deals with protectionism and impediments to investment in
banking services. Protectionist measures which have been applied in Poland, Hungary
and the Czech Republic are identified and discussed. The “Polish Bank Consolidation
Programme” is analysed in detail, and some predictions of its effects are made using a
translog cost function. The final chapter discusses the costs and benefits of foreign entry,
using descriptive methodology and comparing the analysed systems in the framework of
a Structure-Conduct-Performance Model.

This study supports the main thesis that the foreign bank entry is one of the most
important factors influencing banking sectors of Eastern European countries. The thesis
is supported by showing the differences between the development of each banking sector,
and arguing that the attitude to and allowance of foreign entry was one of the most
important factors explaining these differences. However, foreign entry cannot be treated
as an immediate panacea for all problems plaguing East European banking sectors, and

the competitive impact of foreign banks is restricted mainly to corporate services.
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Introduction

The banking systems of Poland, Hungary and the Czech Republic, which were
heavily centralised before the economic reforms of the late 1980s, are
transforming into open and competitive ones, most notably by undergoing
significant ownership changes. From almost monopolistic state ownership, these
sectors are increasingly dominated by foreign investors, and mostly by large
global commercial banks. This dissertation brings together the economic debate
on the role and place for foreign banks in the domestic economy with an

empirical analysis of these banks' performance.

The scope of the study is limited to the three post-communist countries most
advanced in economic reforms, i.e. Poland, Hungary and the Czech Republic.
This dissertation focuses generally on the reform period up to the end of
1996. The pre-reform period is presented in the background, and also in a few

cases (notably Poland), data are provided to the end of 1997.

Chapter One starts by outlining the main features of the banking sectors in
centrally-planned economies. Then it presents a comprehensive analysis of
banking sector development in Poland, Hungary and the Czech Republic.
Special attention is devoted to foreign banks, which are increasingly expanding
their activities in these countries. In this chapter, much of the research was done
as fieldwork in Hungary and the Czech Republic. This included the collection of
secondary data as well as a series of interviews with officials of key financial
institutions in the given countries (full list in Appendix 5). The last section
develops an alternative, Cobb-Douglas production function-based methodology

for comparing different groups of banks within EE banking systems. Based on
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this methodology, no clear pattern of differences in returns to scale and

efficiency was traced between domestic and foreign banks.

Chapter Two focuses on one instrument frequently used by regulators in these
countries, i.e. reserve requirements. A comparative analysis of the use of this
instrument and its influence on banking sectors in the selected countries was
conducted. Quasi-fiscal effects for Hungary and Poland are calculated and
compared with other countries. In both countries analysed reserved ratios and
implicit tax revenue linked to these seem to be comparably high. The chapter
concludes with the finding that the perspective of EU enlargement will
significantly diminish the possibility of applying reserve requirements, which

should be taken into account by regulators.

Chapter Three discusses the question of foreign entry in the banking sector.
This chapter begins with a look at the theory of multinational banking as
developed by Grubel (1977) and later researched empirically by, most notably,
Sagari (1989) and Goldberg (1989). After the theoretical base was established, a
postal survey was prepared and distributed so as to allow a comparison of the
different motives, modes and effects of foreign bank entry into the
aforementioned countries. Then, selected examples of foreign banks’ entry into
Poland and Hungary were examined in the case studies. A more "rigorous"
approach is applied by using logit/OLS regression to trace main motives of
investment. Empirical evidence confirms that the main reason for investing in the
EE banking sector is the "follow the client" motivation rather than a search for
new business opportunities. Institutional arrangements from investment differ
and depend to a large extent on regulatory incentives. Foreign banks tend to
specialise in corporate and trade finance services and neglect the retail market.

With regard to differences between countries, Hungary is perceived to be the
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country with a greater number of business opportunities, while in case of Poland
and the Czech Republic efforts are focused mostly on supporting an already

existing client base.

Foreign investment in the banking sectors of the East European countries
encountered a number of market-inherent and regulatory barriers. Chapter Four
identifies and analyses the motives and instruments, such as licence moratorium
and privatisation policies, used by authorities to protect domestic banks. These
policies have generally failed. This chapter also applies a cost function-based
methodology of merger appraisal to the "consolidation programme" in the Polish
banking system. Expected cost reduction level generally supports the case for

this consolidation, as proposed by Bonin and Leven (1996).

Chapter Five looks at the cost and benefits of foreign entry. Calculation of the
direct costs and benefits of foreign entry suggest that the direct benefits are
relatively modest, and that the main impact of foreign banks is visible in the area
of indirect benefits, such as facilitation of the country's access to capital and
competitive pressure on domestic banks. However, both these impacts are
difficult to measure. A structure - conduct - performance model has been applied
to the Polish and Hungarian banking sectors, and results of the estimations are
compared to similar results for the Czech Republic. While the results for Hungary
are statistically inconclusive, the results presented for Poland and the Czech
Republic support the structure-conduct-performance hypothesis i.e. a link

between market structure and bank performance.
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Chapter 1. Reforms and issues in Eastern European banking

When the transformation process started in East European
economies, it was quite clear that one of the main tasks of the reformers would
be to re-establish a market-based financial, and particularly banking, system.
The crucial role of this development was recognised from the beginning of
transition, but the methods applied differ from country to country. Not
surprisingly, after more than seven years, the achieved results are also far from
being uniform. This chapter discusses the main problems encountered by
reformers, starting from a discussion of the legacies of the previous
system. General assessments of the reform outcomes in the banking sectors of
Poland, Hungary and the Czech Republic are presented, with special attention
devoted to institutional features: ownership changes and entry of foreign banks.
Foreign banks' performance is compared with that of domestic banks. In order to

avoid short-term errors, an alternative methodology is developed.

1.1. Banking in the centrally-planned economy

The banking system under centrally-planned regimes was
regulated and directed by the Ministry of Finance and the National Bank.
Although most of the countries in question had considerable pre-Second World
War banking traditions (see: Cottrell, 1997; Cecco, 1994; Antall and Tetenyi,
1994), banking systems in the planned economies developed along the same
contradictory lines as the economy as a whole (Zwass, 1979). The schism
between the real flows and the monetary flows which existed under central
planning resulted in a significant underdevelopment of the banking system.

Banks, constituted in most countries by one single monobank in which

commercial and central bank functions were combined, were not treated as
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a special kind of institution, but were regarded as one of the instruments of
administrative economic control. In fact, the whole financial system of a centrally
planned economy was exclusively a banking system. No security, money, or
foreign exchange markets existed.

As decisions regarding the physical allocation of resources were
more important than financial flows, the possession of money did not
automatically give the holder the right to demand resources, particularly in the
case of transfers of resources between enterprises (Smith, 1993). The main
method of payment was immediate, automatic collection. In this framework,
suppliers were protected against non paying purchasers (Antal and Tetenyi,
1994). All enterprises had an account with the national bank, which in turn ran
these accounts according to others plan. Soft budget constraints existed, which
in fact were caused by enterprises not being bound by their bank balances.
Enterprises were obliged to keep their accounts, clear their business
transactions and obtain loans only through the monobank's branches, or through
other state banks to which they were assigned. However, these banks were not
banks which directed money and credit flows. Management of the financial flow
was a central administrative task. Therefore, banks functioned only as
relatively insignificant accounting institutions.

As banks were state-owned and capital markets did not exist,
planning authorities were responsible for maintaining macroeconomic equilibrium
and also for setting the deposit and credit interest rates and other fees. The
function of credit was to finance inventories exceeding the norm, assets affected
by seasonal fluctuations, and gaps in funds that could not be controlled or
planned beforehand (Zwass, 1979). Financial flows were thereforek strictly
divided into cash and non-cash circuits, and the convertibility of non-cash money

into currency was not guaranteed (Buch, 1996b).
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The structure of the banking system which emerged under these
circumstances was quite peculiar. As private ownership was excluded from
banking', short-term credit and clearing operations in the production sphere and
strict control over money circulation were exerted by the National Banks.
National Banks were the bank of issue, but they also performed commercial
bank-like functions, such as running the accounts of enterprises and allocating
funds in accordance with the central plan. In order to service foreign trade, some
banks from the pre-socialist period, like Bank Handlowy in Poland or
Zivnostenska Bank in Czechoslovakia, did not cease operations in centrally
planned economies but were nationalised by the state. Moreover, these banks
were almost completely subordinated to the National Banks and were generally
not exposed to any type of profit-motivated activities. As Slay (1996) correctly
noted, they were more like bureaucratic institutions without any business skills
related to credit appraisal, product marketing and so on. Only a small proportion
of the staff, especially in foreign transaction departments, possessed some
market-based skills as foreign exchange oversight or asset and liability
management.

Money played a more significant role for households, although
to a certain extent it was limited by the shortages of products In the retail sector.
Savings banks were in some cases formally separated from the national banks
(like PKO bp in Poland or OTP Bank in Hungary), but had concentrated their
activities almost exclusively on accumulating cash deposits in local or convertible
currencies from the population. Deposits located within these banks were
guaranteed on an implicit basis by the state. Granting loans of limited amounts to
individuals was also part of saving banks' constrained activities, but the
consumption of goods was more restricted by shortages of real products than by

households' insufficient monetary balances. Most individual transactions were

! With some exceptions for cooperative banks. However, their activities were restricted and

property rights of the cooperative members were limited.
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settled in cash, and the use of more sophisticated cash substitutes was limited.
As a result of the existing disequlibra in the economy, all the countries in
question embarked at the start of reform with monetary and debt overhangs,
which were subsequently eliminated in the course of price liberalisation.

No significant changes occurred in the institutional set-up of the EE
banking systems before mid 1980s, when some reforms were undertaken. In
1985 Poland institutionally separated PKO bp from the National Bank of Poland
(NBP) structure, and in 1987 Hungary created a restricted two-tier system. In
fact, in all the examined countries, real reforms of the banking system started in
the late 1980s with a break-up of the centrally-planned system. Prior to this date
there were only a few, mostly organisational differences between the banking
systems in all three of these countries. They arose from the traditional set-up of
financial systems, rather than from the dissimilarities of the economic regimes.
Table 1.1 summarises these differences and describes the institutional set-up of

each individual country.

Table 1.1 Key players in the organisation of banking systems prior to the 1990s.

- Poland Czechoslovakia Hungary
Savings PKO bp.- domestic | Ceska Sporitelna OTP - domestic
currency GBT - foreign
PeKaO S.A. - foreign currencies
currencies
Foreign trade Bank Handlowy CSOB MKB
services
Foreign banks no no CIB, Citibank,
Unicbank

Source: Author, based on collected data

When conversion to a market economy started, it was obvious

that one of the most important elements of reform had to be structural
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changes in the financial system. However, quick liberalisation? was one of the
preconditions of successful reform. In order to overcome macroceconomic
difficulties, these countries mostly applied heterodox stabilisation policies, which
simultaneously dealt with price liberalisation, the establishment of property rights
and macroeconomic stabilisation. In spite of the macro imbalances,
microeconomic issues have often been neglected (or else thought to be solvable
by freeing prices and assigning property rights), although the extent of this
problem might have exceeded even similar issues in less developed countries
(as defined by per capita GDP). Price liberalisation, opening up and rapid
privatisation did not necessarily eliminate these distortions, but actually
strengthened some of them. Their continued existence implies several caveats
for policy makers: implementation of macro policies might be difficult, as the
response from the microeconomic level could differ from what economic theory
suggests; and the inefficient allocation of resources could be maintained,
undermining the credibility of reform policies. Even if the domestic financial
market has been formally liberalised, inherited institutional structures will de
facto determine the structure of a financial system for a certain amount of time
(Buch, 1996). This was especially obvious with respect to banking sectors, as a
number of legacies affected their performance. Indeed, as Wyczariski (1993)
stated with regard to the Polish banking sector, in all countries undergoing

economic transitions:

[the] process of transformation has encountered many barriers and
obstacles stemming both from the legacy of the previous forty
years [...] and from inevitable mistakes ensuing from the lack of
experience and skills. The fact that money only used to play a
passive role in the communist economy [...] was responsible for the
fact that financial institutions whose existence is indispensable for
the proper operation of an economy based on market principles
could not evolve in Poland. (p.7)

For a comprehensive review of main issues in economic reforms see: Lehtonen (1997).
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1.2. Framework for reforms

The literature on the reform of the banking system makes several
proposals about what should be done and what should be avoided (Anderson at
al., 1996; Estrin at al., 1992). The ultimate goal to be achieved by the
banking sector can be defined as follows: to become integrated into the
world economy, with contestable soundness, based on private ownership,
where the allocation of resources is governed by the price system, and
supported by an appropriate legal framework to enforce and complement
contracts. These are the main features of banking sectors in market economies.
It is more at the discretion of politics, or perhaps it is better to say it is
historically-culturally determined, whether the banking sector will be similar to
that of Germany, Great Britain or the USA (Boot and Wijnbergen, 1995).
However, views on the sufficient and necessary conditions that are needed to
get to this advanced stage might differ substantially.

Von Brabant (1997) correctly summed up the starting point of

banking sectors in these countries:

On the eve of the big transformation, commercial banks, if extant at
all, were really not banks in the orthodox sense; they were
burdened with poor assets|...], neither households nor the so-called
banks had much experience either in collecting savings, in
adjudicating loan requests, in marketing diverse financial assets, in
effectively clearing reciprocal claims, or for that matter in
discharging other banking functions]...]. (p.154)

A number of distortions appear in the functioning of the transitional
banking system because of its links to the productive sector (Rostowski, 1995;
Slay, 1996). Some features of these links, like ownership relations or the impact

of enterprise debts, are characteristic only of reforming EE economies, and differ
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significantly from those in a fully fledged market economy. The banking sector
plays a crucial role in developing a decentralised mechanism for the efficient
allocation of resources, including diversification of systemic risk (Gurley and
Shaw, 1955; Fama, 1985). This risk results from the transitional character of the
economic, legal and political systems, and as such, it is thought to exceed that of
established market economies. In addition, the financial system, particularly its
banking function, is also considered to be an appropriate tool for establishing
properly ownership rights and solving problems such as screening and
monitoring. Three main tasks for reformers of the banking sector can be pointed
out:

- Coming to grips with "old debts";

- Recapitalising banks; and

- Installing "commercial rationality" into the behaviour of banks (von

Brabant, 1997).

Bank recapitalisation is closely linked with the problem of bad
loans, which plague banks in all the countries of the region. As a result, given
implicit deposit insurance, bad loans plague the governments and taxpayers of
these countries. A large volume of these debts were caused by the fact that
under communism, loans were not allocated on a commercial basis. Thus it is
hardly surprising that in the new commercial environment many of these loans
should turn out to be unrecoverable. Furthermore, bank staff, having had no
experience in allocating loans commercially, might continue to misallocate credit
for a significant period after hard budget constraints have been imposed.

Most banks have had to face the problem of bad debts or
nonperforming loans. As a consequence of both these factors, the allocation
mechanism of the portfolios the monobank transferred assets to newly created

banks along the old branch lines, and the economic reforms pursued by
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governments, A number of explanations for these occurrences exist, and these

can be roughly divided into four groups (Buch, 1996b):

- Overall economic deterioration;
- Interest rate rise;
- Inherited lending practices; and

- A weak accounting and information system.

At the beginning, the bad debt problem was hidden by
inter-enterprise arrears. Since both banks and enterprises had soft budget
constraints under socialism, the uncertainty of the real value of their assets
played no crucial role for the credibility and liquidity of the firm. In the transition
period, in the absence of an enforced bankruptcy law and privatisation, soft
budget constraints were not completely eliminated. An interdependence between
enterprises appeared, linking efficient firms to inefficient ones in the form of
inter-firm credit and through banks' balance-sheets. When firms answer to
harder monetary policies by implementing a mechanisms of not paying their
suppliers, the existence of inter-firm credits and/or the extension of credits to
customers who are unable to pay create a severe information problem for banks.
This is because deciding whether a particular firm is viable - is it a "victim" or
"criminal" in the system of inter-firm credits - becomes more difficult. Moreover,
even when the inter-entreprise arrears problem was more or less solved, either
through the netting-out of debts or other administrative measures, the main "bad
debt" problem appeared. The countries in question applied different policies to
tackle this problem, and this issue received extensive attention in the literature®.

In the Czech Republic, a special Consolidation Bank was created which

3 See: Rostowski (1995), Chudzik (1995), Varhegyi (1993) and (1994), Balassa (1996), Antal and
Tetenyi (1994), Buch (1996b). For statistical data also see Czech National Bank (1996), Abel and
Szakadat (1997).
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extracted non-performing loans from banks' portfolios. The Hungarian approach
consisted of a series of waves of debt buyouts performed by the state. In Poland,
banks received Treasury securities in proportion to the volume of individual debt
workouts performed by special divisions within banks (Rostowski, 1995).

It is still far from clear which of the adopted methods was the most
efficient. Additionally, in some cases* their implementations were politically
affected and motivated, which obviously disturbed the results. Moreover, the fact
of bad debt occurrence was in certain circumstances treated as an excuse for
conducting a protectionist policy aimed at preventing domestic banks from
foreign competitors (see Chapter 4). In this context, it is worth presenting Buch's
(1996b) findings from on a partial equilibrium model with Cournot-type

competition, applied to circumstances imitating the EE banking environment:

1. A greater stock of bad debt and lending risk results in a lower
volume of lending, more equity holdings and higher interest rate
spreads. Opening up markets to foreign banks reduces these
spreads.

2. Large losses in state banks create more incentives for central
banks to refinance at low-interest rates and to restrict foreign entry.
3. Banks in distress can be kept liquid by a refinancing and deposit
scheme. If such a scheme is withdrawn, a full crisis might emerge.
4. Bad debts cause a bias towards existing clients only if these
debts are sufficiently high, as they provide an incentive to gamble
on high future profits of the debtor firm.

5. Implicit deposit insurance softens banks' budget constraints and
as the risk premium is constant, banks are more likely to gamble

on resurrection.

For example BGZ recapitalisation in Poland.
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As mentioned, all countries - either as a part of reforms undertaken
during socialism or as part of transitional reforms - broke up the previous
monobank system and created a two-tier banking system aimed at improving
allocative efficiency and enabling the pursuing of monetary policy. The central
banks allocated portfolios to the newly created banks. These new banks were
obliged to continue providing financial services to their clients, the allocation of
which to the new banks was more or less ad hoc. The portfolios of the new
banks mostly covered particular sectors of the economy, i.e. they were assigned
enterprises in a certain sector or region (Buch, 1996b). This means that banks
did not fulfii one of their major tasks, the diversification of risk, since the
correlation between sector - specific shocks and the performance of banks'
balance sheets was kept artificially high.

Another aspect of this peculiar "segmentation”, which was actually
increasing systemic risk, was that corporate and household finances were
separated. One or a few large savings banks dealt with deposits and credits for
the household sector, while other banks operated only with clients from the
corporate sector. This counteracted the aim of promoting competition for
household deposits, and consequently lowered the level of savings. According to
Bonin and Leven (1996), in 1993 the ratio of household savings deposits to GDP
was 24.5% in the Czech Republic and about 20% for Hungary and Poland. In
addition, several legislative aspects contributed to the maintenance of ‘'walls'’
within the financial system. Depending on the degree of trade liberalisation from
country to country, not every bank was allowed by law to be involved in foreign
trade, that is, dealing in foreign currencies. This had the adverse effect of
concentrating highly skilled staff, which is badly needed by other banks, in these
institutions. Concentration of portfolio meant that, for example in the case of

Hungary, as of 1993 the largest bank holds one-third of the assets of the entire
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corporate sector. Because of the segmentation and the concentration of the
portfolios, the fate of the banks depends on that of a few of their clients. The
bankruptcy of one or two enterprises could result in bankruptcy of a bank,
potentially causing a "chain reaction". Since most banks were still state owned,
with management having biased incentives and banks being undercapitalised,
banks continue to lend to these enterprises creating an adverse selection
problem. In contrast, in case of newly created "private" banks close links to their
owners coming from the corporate sector resulted in similar problems.

Legislation often did not require or did not enable the creation of
provision for these debts from pre-tax profits, as was the case in Hungary until
1992 and Poland until 1994. Some banks reported extremely high profits in
comparison with international banks, mainly because of the neglect of doubtful
loans. This portfolio problem, caused by the incentive problem of managers of
both banks and enterprises and the resulting information problem banks face,
led to a large spread between the lending and deposit rates, as banks tried to
solve the cash flow problem they faced. This also distorted the relative
creditworthiness of banks and caused valuation problems in the course of
privatisation (Kormendi and Snyder, 1996). However, in the short run, it is not
the outstanding stock of nonperforming loans but the diécrepancy between cash
inflows and outflows that can jeopardise the banking system (Abel and
Szakadat, 1997).

Ownership of banks by the state as mentioned above creates
additional problems. The past history of these countries proves that public
ownership cannot overcome the problem of asymmetric information.
Furthermore, the relative abundance of assets in state banks exposes them to
pressure from special interest groups, as rents can be captured by them. This
leads to rent seeking behaviour among the individuals in charge of running and

supervising these banks. Some "spontaneous" forms of privatisation might
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occur, which in fact leads to insider take-overs on very generous conditions. In
some cases (like the privatisation of Bank Slaski in Poland or take-overs by
Motoinvest in the Czech Republic) this occurred even as a form of criminal
offence, which were later prosecuted. But even the legal grounds of public
prosecutions in such cases are very difficult to establish as a result of unclear
regulations and fast changing political circumstances. Additionally, according to
Kormedi and Snyder (1996), in transitional economies state-owned banks are
characterised by negative net worth value, while their inherent franchise value is
positive. Once again, this causes the valuation process to be very difficult and
complicated. This creates incentives for setting up a quick privatisation based on
low net value with annexed provision of cutting off non-performing debts at public
expense.

Given the structure of the banking system, governments are
confronted with several problems. The ability to achieve policy goals might be
impaired by the combination of various micro distortions. One of the main
features of the implemented macro stabilisation programs is a strict monetary
policy to stabilise the price level and to assure dual objective of the efficient use
of the given resources (internal efficiency) and promotion of the restructuring of
the economy (external efficiency). In the case of the banking sectors, the latter
goal inevitably requires a change of the ownership structure and an increase in

competitive pressure.
1.3. Country profiles
This section presents characteristics of the analysed banking

sectors up to mid-1997. After giving some remarks on data availability®, it

focuses on ownership structure, foreign banks' entry and their results versus the

5
(1997b).

Wider discussion of general information sources available is given in Abel and Szakadat
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results of domestic banks. An alternative measure of banks' performance, based

on the production function approach, is presented in section 1.6.

1.3.1. Poland

Data availability

Data on the Polish banking system are widely available. For the
last seven years, disaggregated statistics of the largest banks in Poland are
published in a yearly ranking by "Gazeta Bankowa". Obviously, the data given in
that ranking are not completely reliable as they are supplied by the banks
themselves. However, at least in recent years, the published figures are based
on the final audited results, and as such can be viewed as highly reliable. As in
other countries, the central bank is legally bound not to provide any data on
individual banks, but some publications are useful, if taking into account that all
operating banks are included and most of the rankings are incomplete.
Additionally there are a number of existing professional journals such as "Bank",
"Gazeta Bankowa", "Bank i Kredyt" and "Biuletyn Bankowy", and various Central
Statistical Office (GUS) publications. Also, Banking Association publications
provide some data on employment and cost levels in previous years. At the level
of personal contacts, a limited amount of additional data and information may be
obtained, but the level of disclosure is comparatively higher among foreign banks

and foreign banks' branches.

Main Issues

Although the Polish banking has its roots in the eighteenth century,
under the centrally planned system, institutions belonging to the Polish banking
sector were liquidated or distorted. At the end of 1988, we could describe this

system as a monobank - around 90% of credits for enterprises were granted by
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the National Bank of Poland (NBP) which at the same time functioned as a
central bank. In addition, there were three specialised banks serving external
trade, and about 1600 small cooperative banks operating within the framework
of the bank serving the agriculture sector (BGZ).

In the 1980s, Powszechna Kasa Oszczednosciowa (PKO bp), the
largest saving bank, was formally separated from the NBP structure. In January
1989, the nine regional operating branches of the NBP were reorganised into
regional commercial banks with a relatively independent status. These nine
banks inherited their technical structure from the NBP and were operated
through the former branch offices of the NBP (each spun-off bank has around 40
branches). Later these banks started to open new branches outside their own
regions.

In 1990, when conversion to the market economy began, it was
obvious that one of the most important elements of reform had to be
structural changes in the financial system. The new legislation permitted the
establishment of private banks. Most new banks began their operation with the
minimum required capital. The combined balance of all private banks at the end
of 1990 was smaller than that of the smallest state-owned bank. By the end of
January 1993 licences for undertaking banking activities had been issued to
about 100 banks. Many of these have only one branch. On average, the
profitability of the private banks was lower than that of the state-owned banks
which serve large public-sector firms and had returns to scale advantages (see
section 1.6). Before January 1991, the NBP also issued eight licences for the
establishment of banks with foreign capital participation, and two licences to
open branches of foreign banks. It was expected that this would motivate the
domestic banks to achieve greater competitiveness, mostly in international
activities. The most important problems at the time were bad debts and

uncontrolled risk, together with the need for infrastructure development
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(technical as well as human resources). The co-operative banks have also
displayed financial weakness, and many of them went bankrupt or merged or
been taken over in the course of the next few years.

The Polish banking sector of the late 1980s and early 1990s

was characterised by five main features:

1. Structural underdevelopment;

2. High potential for future inter-bank competition due to the
fragmentation of the former monobank network into a number of
independent banks (Slay,1996);

3. High monopolisation, especially at the regional level
(Stryjakiewicz and Potrzebowski, 1995)

4. Undercapitalisation and a lack of supervision over the subsector
of smaller banks, leading to a number of scandals and liquidity
disturbances;

5. Institutional overbanking.

In fact, most of these problems also plagued Hungary and the
Czech Republic as well as other transforming economies. The way chosen by
the first post-communist government to change the shape of the Polish banking
sector was to allow more competition while enhancing the supervisory power of
the NBP. With this objective in mind, the smallest state bank - the Export
Development Bank (BRE) - was privatised in mid-1992. In April 1993, a large
part of the shares of one of the "big nine" state banks - Wielkopolski Bank
Kredytowy (WBK) - was successfully sold to the European Bank for
Reconstruction and Development, Allied Irish Bank and other investors, with
another tranche sold to private individuals. The simultaneous development of the

other elements of the financial system, such as the stock exchange, an
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insurance sector and the clearing system, permitted banks to operate in a wider
and deeper environment. In such circumstances, a regulated and secure
environment became more important. During the period 1992-1995, new
supervision and prudential rules were implemented, the operation of state bank
recapitalisation was undertaken (Montes-Negret and Papi, 1997), and a number
of infrastructural improvements e.g. the establishment of a clearing house took
place. The Polish government supported the state-owned banks by granting
them 15 year maturity bonds worth a total of 1.2 bin USD. These bonds, used
principally to increase reserve capital and to cover bad loans provisions, will
subsequently be bought back by the Polish Bank Privatisation Fund based on
money paid by foreign donors from developed countries to the Ztoty Stabilisation
Fund in 1990.

Ownership Structure

After seven years of reforms, the changes in the Polish barking
system are evident. Overall, by the end of 1996 there were 79 commercial banks
in Poland, 58 of which were predominantly domestically owned. in addition, tere
were 1463 cooperative banks operating within the regional structures.

However, banks with 100 percent state ownership (PKO, BH,
PeKaO SA Group) or with major state participation (BGZ - 64% of shares hold by
state) still have the greatest share in the market. Other market leaders indude
foreign banks like Citibank, ING, and BRE (with Commerzbank participation), as
well as the other state-owned banks. The fastest growing banks include the
foreign banks Creditanstalt, International Bank in Poland®, and ABN-AMRO as
well as the privatised banks as WBK, BS, BPH.

6 In 1997 name changed to Credit Lyonnais Poland.
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Table 1.2 Top Polish banks at the end of 1996 (bln USD)

Bank Assets | Statutory | Net Profits | Main shareholders
capital ‘
PKO bp 12.69 0.32 0.36 State
PeKaO S.A. 8.42 0.32 0.08 State
Bank Handlowy 5.10 0.54 0.18 State’
BGZ 4.18 0.47 0.17 State+Cooperative
PBG 3.75 0.07 0.04 State
PBK 3.21 0.20 0.08 State'

Bank Slaski 2.98 0.21 0.10 Foreign + Public
BPH 2.64 0.21 0.10 Foreign + Public +State
WBK 1.89 0.09 0.06 Foreign + Public

Bank Gdanski 1.75 0.15 0.03 Public

Source: Gazeta Bankowa 16.06.1997. Converted into USD using NBP average exchange rate.

Privatised in 1997.

Due to the systemic inheritance of the Polish banking sector state

ownership is still dominant (Mortimer, 1995). While the state has progressively

reduced its share, at the end of 1996 it still owned 30.6% of the capital in the

commercial banking sector. NBP's stake amounts to another 7.9%, including

shares acquired in a process of restructuring of 2 troubled banks (Prosper and

PKB), as well as from its own capital (PBl). In 1996, direct and indirect capital

participation by the state in the banking system amounted to 49.3% of the

sector's total capital. Taking into account the high concentration of assets in this

group, the share of state-owned banks in the total volume of assets amounted to

70.9%.
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Table 1.3 Ownership structure of banks in Poland at the end of 1996 (by capital)

1. State Treasury 30.6%
2. National Bank of Poland 7.9%
3. State-owned enterprises 10.9%
4. Poiish private 8.5%
5. Communal 0.3%
6. Other Polish (including cooperative) 12.0%
7. Foreign Maijority 25.1%
8. Foreign Minority 4.7%

Source: NBP data

Foreign Banks

Having steadily increased their share, by the end of 1996
foreign participants controlled around 30% of total banking sector capital.
More than 25% of the total capital belongs to 23 banks in which foreign owners
have a more than 51% share of capital. Additionally, around 40 foreign banks
run representative offices in Warsaw, and 12 have established subsidiaries that
only offer selected investment banking services and therefore do not require
banking licences.

Foreign banks started to research the Polish banking market
following the passage of the new Banking Act in 1989. Primarily, they
established links with already existing banks by signing agreements concerning
nostro accounts, overall co-operation, and so on. The new law legalised the
operations of foreign banks in Poland. The two main licence application
requirements were easy to fulfil and quite transparent:

1. Capital of at least 5 million ECU, from a documented source

2. At least one member of the Board with Polish citizenship.
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As with other foreign companies that invested in Poland before the
end of 1993, foreign banks were exempted from paying corporate tax for three
years and could repatriate their profits. The first bank with a majority foreign
shares operating in Poland was the American Bank in Poland (AmerBank), which
began operating in 1989. In 1990, the Dutch NMB (now ING Bank) Bank was
allowed to open a branch in Warsaw. In 1991, the first three banks with 100
percent foreign shares were licensed. These were: Citibank (USA), Creditanstalt
and Raiffeisen Centrobank (both from Austria). In 1992 two other foreign banks
and one branch of a foreign bank were authorised. This provided some
competitive pressure in the sector, but the scope of foreign banks' activities was
rather limited (Dobosiewicz, 1995).

A dramatic change of NBP licencing policy took place in late 1992.
From this time until the second half of 1994, when Poland accomplished
negotiations regarding foreign debt rescheduling, no further licences were
granted. After 1994, licences started to be granted on an "implicit fee" basis - in
exchange either for special services to the Polish economy or for helping a
Polish bank which was threatened with bankruptcy. In September 1994, the
partnership of Banque Nationale de Paris and Dresdner Bank received a licence.
Dresdner Bank placed a significant amount of effort into negotiations on Polish
external debt reconciliation and in this way was "rewarded" for its effort.

The NBP policy was to encourage foreign banks to take over
medium-sized Polish banks that were in trouble. However, this only
succeeded in the case of Interbank, which was taken over by ABN-AMRO. ABN
purchased nearly 100 percent of Interbank shares for the sum of over 10 million
USD. In pursuing this policy, the NBP tried to provide a "lifeboat" for other banks
by taking part in negotiations leading to a take-over. In the case of Prosper Bank,
when the negotiations eventually failed, the NBP itself took an extra majority of

the shares. Foreign banks were not really interested in taking control of existing
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banks that were in trouble. They preferred to "buy" the licence by investing some
money in these banks, but not engage in restructuring and management of these
unsuccessful banks. In line with this principle, in December 1994 Westdeutsche
Landesbank agreed to buy 29% of the new issue of shares in Bank Morski,
which was experiencing problems, at eight times the nominal price. in exchange
for this, the NBP granted the German bank a licence in February 1995. A similar
procedure was subsequently applied to other German banks. In return for a
licence, they were forced either to support banks in trouble or to take over the
"remainder" of almost bankrupt Polish banks.

Until to 1995 the prevailing investment strategy was to
establish a new bank from scratch or to participate in founding a bank with
Polish partners. The second most popular method of entry, measured by the
amount of money invested, was participation in the privatisation of large
state-owned banks. Additionally, a significant inflow of foreign capital took place
through the Stock Exchange. This category is probably underestimated, as the
security law only requires the public declaration of the possession of more than
5% of shares in any given company. Minor foreign investors in listed banks are
not therefore recognised. However, this strategy is generally preferred by
non-banking, portfolio investors.

The overall value of foreign banks' capital amounted to 576 min
PLN in 1995 and increased to 1312 min PLN in 1996. During this period (Table
1.4), the main expansion occurred among German banks, which established a
subsidiary, increased the capital of already existing subsidiaries, or invested in
other banks. Representatives of banks from Holland and Austria increased their

capital to a lesser degree, which caused their percentage share to decrease.
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Table 1.4 Share (%) of foreign ownership in the Polish banking sector by origin

Country 1995 1996
Germany 17.2 28.5
Holland 33.2 18.3
USA 13 16.5
France 8.6 11.7
Austria 13.1 10.1
Ireland 3 3.5
Great Britain 5.1 34
Italy 1.7 0.8
Others 5.1 7.2

Source: GUS (1997)

Foreign banks focused their activity in the area of corporate
finance, foreign trade transactions and large-scale financing (see Chapter 3). It
is just in 1996 that some "car banks" like Ford and Opel Banks began operations
in Poland, offering some retail services. Also the Lucky Goldstar group took over
the midsize, £6dz based Petrobank’, which is listed on the stock exchange.
Other foreign banks also realised the potential of the retail market and began to
offer some retail products either in cooperation with domestic banks or by
acquiring domestic banks with a significant branch network. The demand for
such banks from the side of foreign investors increased significantly over time
from 1995. By the end of 1997, only a few mid-size banks remained in state or
NBP hands and these were expected to be sold quickly as a whole. That caused
each sale to be very controversial. Due to this, sales procedures last much
longer than previously expected. For example, in the case of PBK the delays
amounted to more than six months. However, at the end of the third quarter of
1997, after a number of privatisation transactions and capital increases,

according to NBP data, the volume of foreign capital amounted to 39.8% of the

7 Subsequently the name changed to LG Petrobank.
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total banking sector capital, for the first time exceeding the state (31.6%) and

private owners (25.4%).

Comparative analysis of financial performance

In 1995 total net profits in the banking system amounted to around
1.15 bln USD. By 1996 net profits were in the range of 1.9 bin USD and the level
of costs, as measured by costs to revenue, stabilised in all banks except for
foreign ones. Costs stabilised because a number of newly licensed banks had
just commenced their activities and had to deal with start-up costs. However, in
the previous year, 1995, the cost/income ratio in foreign banks was significantly
lower than the same ratio in Polish banks (Table 1.5). The return on assets
(ROA) value for the whole sector was slightly lower than the same value for
banks with 100 percent foreign ownership. Hopefully, the number of banks with
less than 2% ROA wil continue to decrease. Such results are the
consequence in an increase of interest-based revenues and improvements
in banks' portfolios due to a decrease in the level of provisioning. The
return on equity (ROE) indicator also displays high values: for the first six months
of 1996, half of all banks (41) achieved a net ROE higher than 20%, with 18
attaining even higher than 40%, despite a 1996 inflation rate of 13.2%. The year
1996 was characterised by an increase in credit volume, especially in household
credit. Between 1995 and 1997, household credit increased by 90%, with a
nominal interest rate between 23 - 25%. This was mainly credit for car purchases
and other forms of household consumption. By the end of 1996, more than 30%
of Polish households held bank loans. This obviously underlines the potential of
the retail market. 1996 was also characterised by 5.5% real growth in net bank
assets. This high growth was achieved mainly by banks with purely foreign and
private participation. Six out of the nine banks which emerged from the former

NBP structure and the six so-called specialised banks stagnated. The highest
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growth (45.7%) of total loans was achieved by cooperative banks. However,
these banks only hoild 5% of net banking assets. In addition, cooperative banks
have been the subject of a major crisis in recent years. As a result, a number
went bankrupt and some are still in danger. Overall, the volume of doubtful
credits in ail banks was decreasing and was equal to around 15% of all credits.
Similarly, the volume of non-paid credits diminished to around 5%.

The other characteristic feature in the balance sheet structure is a
constant growth in the volume of securities. However, by 1996 this volume had
decreased in the foreign banks and significantly increased in the cooperative and
state-owned banks. Mirroring the underdeveloped capital market, most of these
securities are treasury bonds and bills. They are characterised by high
profitability as a result of inflation and the budget deficit. The volume of treasury
bills in banks' portfolios is slowly increasing and currently amounts to 55% of all
securities. The share of treasury bonds is decreasing and the volume of other
securities (shares, other bonds) is still negligible (2.4%). Table 1.5 provides a
more detailed comparison of foreign banks versus the entire banking system in
Poland. Foreign banks engage around 40% of their assets in the interbank
operations and trade finance. However, most foreign banks also strongly depend
on the interbank market. Deposits in financial institutions averaged 10.6% of
assets, while for 100 percent owned foreign banks the same ratio amounted to
32.8%. Polish banks are significant players on the capital market. They own 80%
of licensed brokerage firms, although these brokerage firms are separated from
the banks structure. Most foreign banks already established or are due to
establish their own brokerage firms.

Thirteen banks are quoted on the Warsaw Stock Exchange (WSE).
Quoted banks hold approximately 20% of banking sector assets and their
capitalisation amounts to around 3.1 bin USD, or 39% of total WSE

capitalisation. This levei, which increased even more after the Bank Handlowy
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(BH) privatisation in mid-1997, contributes to a perception of the WSE being
heavily overweighted towards the banking sector. Banks privatised by public
offer are in relatively good shape. New offers are also in the pipeline, including
shares of state-owned banks as well as other private institutions.

As in Table 1.5, another appealing distinction of foreign banks is
their low level of fixed assets in total asset volume. This is caused by the low
number of branches of these banks outside Warsaw. In most cases, banks'
premises are rented and therefore contribute to operating costs. Some banks (as
Creditanstalt, ING and LG Petrobank) recently engaged in the development of
headquarter buildings which in future might lead to an increase of fixed
assets/total assets ratio and a decrease in operating costs.

Table 1.5 Foreign banks versus the entire banking sector in Poland

1995 1996
Share of foreign banks' tier | capital 17.96% | 27.69%
Foreign banks' share of profits 34.5% 13.3%
Assets in banks with majority foreign ownership 12% 13.6%
Credits in banks with majority foreign ownership 13.9% 14.9%
Deposits in banks with majority foreign ownership 10.7% 12%
Average ROE (all) 25.8%' | 30.2%
Average ROE of banks with majority foreign 42.8%' 19.4%
ownership
Average ROA (all) 1.98%' | 2.58%
Average ROA of banks with majority foreign 5.72% 2.66%
ownership
Average cost/income ratio (all) 50.5% 50.6%
Average cost/income ratio of banks with majority 42.8% 50.1%
foreign ownership
Average fixed assets/assets (all) 3% 2.8%
Average fixed assets/assets in banks with 100 1.9% 1.3%
percent foreign ownership

Source: Author's calculations based on GUS (1997)
'Based on end-year level of assets/equity
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In 1996, banks' gross capital funds increased in real terms by
around 20%, as compared to 11% in 1995. The increase is most evident among
foreign banks, at 51.3%. If we take into account the simuitaneous 46% increase
in the assets of this group, we may conclude that their expansion, even if based
on capitai already in place, was bound to occur since there is stiil capacity in
their balance sheets to accommodate even larger volumes of lending. Fifty nine
banks have capital in excess of 5 million ecu, and only four below 2 millon ecu.
According to the Banking Supervision Office (an integral part of the NBP) by
mid-1996, 9 out of 73 obliged banks did not fulfil the required 8% Cook ratio for
capital adequacy. Institutions that do not fulfii the capital adequacy requirement
are often subjected to mergers and acquisitions by other banks. On the other
hand, many Polish banks hold their indicators well above the required ones,
which makes them ready for further asset expansion.

Although Polish banks are large relative to EE standards, in
comparison with other European institutions they are relatively small (Bonin and
Leven, 1996). Obviously, the volume of share capital is related to the level of
economic development of a given country. A direct comparison of the nominal
value of assets is not, therefore, very informative. More accurate information can
be obtained by comparing assets and capital to GDP. In the early 1990s the total
value of banking assets did not exceed 50% of GDP. In 1992 it was equal to
48%, while only in 1996 it was just over 55%. Such a comparison once again
underlines the under-capitalisation of the Polish banking system.

This situation should improve with strong economic growth of 5.5%
in 1995, 6% in 1996 and 6.9% in 1997. The increase of the scope of financial
intermediation in relation to GDP is frequentiy observed in rapidly growing
economies. For example, at the end of the 1960s, similar indicators for France,
Spain, Portugal and the UK varied between 40-60%, while currently they are
equal to 140%, 120%, 130% and 200% of GDP respectively.
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In this context, after the privatisation of three of the nine banks
which emerged from the NBP structure, the Ministry of Finance began a debate
on future privatisation processes in the Polish banking sector. One of the key
questions is whether state-owned banks should be consolidated before
privatisation, in order to increase their competitiveness, or whether should they
be sold individually.

In October 1996, the Polish Parliament approved a Consolidation
Act which allows for the formation of state-owned banking groups with the aim of
withstanding foreign competition and improving efficiency. By the end of 1996
two bank groups were created under this Act. The first was the merger of Bank
Polska Kasa Opieki (PeKaO SA), which possesses a countrywide network of 135
branches, with three regional banks: Powszechny Bank Gospodarczy (PBG)
from t6dz, Bank Depozytowo-Kredytowy (BDK) from Lublin, and Pomorski Bank
Kredytowy (PBKS) from Szczecin. Each of these banks has about 50 branches
concentrated in their respective regions. A second and much smaller group was
created in October 1996 by granting almost 33% of the shares of Polski Bank
Rozwoju (PBR), a Warsaw investment oriented bank, to Powszechny Bank
Kredytowy, also a Warsaw based bank with 62 branches. The results of these
operations will be discussed in detail in Chapter 4.

Comparison of the financial results achieved by banks in the 1990s'
proves that after 1994 although the level of costs is still high by international
standards a significant improvement took place. The worst results were listed in
1992 and 1993. They were caused by an increase in operating costs due to the
introduction of prudential regulations requiring high provisions against doubtful
and bad loans. The main reasons for the improvement in the Polish banking
system results after 1994 were:

1. An overall improvement in the economic situation,

2. Successful restructuring and a clearing out of bad debts,
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3. Privatisation and consolidation of banks,

4. A gradual permission of foreign entry.

1.3.2. Hungary

Data availability

The level of data availability is satisfactory, although much is not
translated from Hungarian (professional journals "Bank&Tozsde" and "Figyelo").
Disaggregated data for banks are published in the "Hungarian Financial and
Stock Exchange Almanac”, an English language version has been published for
the past six years with the participation of the main financial institutions.
Individual banks' data have been used by other researchers, such as Vittas and
Neal (1992), Sabi (1996), and to some extent Grahl (1996). Although Hungarian
Banking Association publications remain rare, the NBH prints a useful series of
working papers and monthly and yearly reports. The Annual Report of Hungarian
Banking and Capital Market Supervision is also a very good source of data. The
NBH, the Ministry of Finance and Banking and Capital Supervision officials are
accessible and keen to provide aggregate data, which however lack of a clear
division between foreign-dominated and domestic banks' results. The level of
disclosure is comparatively low, so much of this data may be obtained on the

basis of personal contacts as well as on written request.

Main Issues

Until 1948 the Hungarian banking system functioned along market
lines. After this date, banks were nationalised and the monobanking model
adopted. For decades after nationalisation, there were periodic reorganisations

of the system, but basically it remained the same.
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Banking reform commenced in Hungary much earlier than in
the other EE countries. Even before the introduction of the two-tier structure,
other institutions apart from the National Bank of Hungary (NBH) existed in the
Hungarian banking sector. As in the other EE countries, deposit collection was
allocated to the National Savings Bank (OTP), while foreign trade operations
were concentrated within the Foreign Trade Bank (MKB). Apart from this, in
1979 the Central European International Bank (CiB) was created with 34% of
shares held by the NBH and 66% held by six foreign banks. Just before the
creation of the two-tier system in 1987, two other foreign banks - Citibank and
Unicbank - were licensed for operation. But these banks only had a limited scope
of activity, as lending to Hungarian enterprises continued to be the exclusive
right of the NBH.

The 1987 reform created three new banks on the basis of the NBH
infrastructure: the Commercial and Credit Bank (K&H), the Budapest Bank (BB)
and the Hungarian Credit Bank (MHB). Their portfolio was carved out on a
sectoral basis. The K&H bank inherited a portfolio of the agroindustry sector,
Budapest Bank mining and heavy industry, while MHB received the chemical
and machinery industry (Buch, 1996b). Next year, two new joint venture banks
were authorised, Interbank and Postbank. The number of private and foreign
banking institutions continued to increase during the following years, reaching 36
banks at the end of 1991.

Apart from creating a real two-tier banking system in 1987, the
basic regulatory and supervisory framework was established. However, as Vittas
and Neal (1992) mention, the banking system continued to suffer from problems
inherited from the old regime and has also been affected by the difficulties
experienced by the Hungarian economy during its transition to a market-oriented
system. Additionally, some activity barriers existed: commercial banks were

prohibited from taking deposits from individuals, and limits on the opening of new
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branches and on interest rates persisted. The development of the Hungarian
banking sector was rather slow. Between 1987 and 1990 the volume of total
assets of commercial banks increased by 61% while the cumulative rate of CPI
for the same period was 75%.

From December 1991 the new Banking Act introduced fresh
regulations that paved the way for further developments within the banking
sector. This legislation adopted the Basle Agreement of an 8% capital adequacy
ratio, restricted the National Bank of Hungary's financing of the budget deficit,
and mandated a reduction of the state's ownership share in banks to 25% by
1997. Additionally, differently than in most transforming countries, the Act
distinguished between commercial banks and the "specialised financial
institutions" i.e. investment and savings banks (Grahl, 1996). Another difference
was that the Banking Supervision Office was established as a separate
institution overseen partially by the Ministry of Finance and partially by the Prime
Minister directly. Later this office was merged with the State Securities and
Exchange Commission, forming the unified Hungarian Banking and Capital
Market Supervision office. Simultaneously, a new bankruptcy law was

‘ introduced, allowing banks to take part in the privatisation of enterprises (Sabi,
1996). Hungary was also the first country in the region to introduce an explicit
deposit insurance scheme, in June 1993. In the meantime, the common problem
of bad debts emerged. Two waves of the "Loan Consolidation"® process took
place, in 1992-93 and 1993-94 (Balassa, 1996; Chudzik, 1995). A mix of
techniques were in use, but in general these programmes were less consistent
than the Polish or even the Czech case, leaving possibility for moral hazard and
"gambling for resurrection" behaviour.

At the end of 1994, there were 45 banks operating in Hungary.

The major cause of the increase in this number from 1987 must be attributed to

8 The word "consolidation" in Hungarian circumstances relates to coping with the bad debt

problem, while in Polish it relates to the wave of mergers between banks.
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the entry of new foreign banks. According to Sabi (1996), at the end of 1989
foreign and joint-venture banks had 3.8% of the total banking assets in Hungary,
with their share increasing to 15% by 1992. Bonin and Leven (1996) state® that
foreign banks had an 18.1% market share in Hungary at the end of 1994
compared to 15.5% at the end of 1993'. The state simultaneously retained 47%
of the total capital of commercial banks, compared with a foreign share of about
30% in 1993 (Bonin and Leven, 1996).

In the period 1992 - 1995 a number of changes took place in
banks' regulatory and institutional environment. A deposit insurance system
was introduced in 1993, supervisory activities were tightened, and the clearing
system improved. The main question of bad debts still remained, because a
series of bank recapitalisations failed to achieve the desired effects. However, in
one respect they did achieve something positive: they broke the ownership links
between state-owned enterprises and banks, thus allowing for the later sale of
banks' shares to strategic investors. In fact, because of this large new domestic
banks did not emerge in Hungary. After a short period at the start of reform,
enterprises were banned from investing in the financial sector. In contrast,
successful, large private banks in Poland which were primarily based on state
corporate capital later "emancipated" themselves, becoming fully privately
owned banks'".

A change of strategy with regard to the banking sector took place
under the left-wing government of Gyula Hom that came into power in May
1994. The new government decided to sell the state's shares in the banks,
and this strategy was consequently implemented from 1995 onwards (Borish at
al., 1997). One can say that by selling banks, the problem of bad debt was also

sold to the new owners. However, at least in the case of the sale of Budapest

9

0 However, they do not explain what kind of measure was used.

This numbers are similar to those for France (18.2%) and Switzerland (12.2%) in 1985. For
more extensive data compare Gardener and Molyneux (1990).
1 For example, BIG Bank and Kredyt Bank.








































































































































































































































































































































































































































































