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This paper examines the level, structure and effects of
foreign direct investment on the banking sector in Bosnia
and Herzegovina, with comparisons to other countries in
the region. Positive effects include increased confidence in
the banking system, shown by growing deposits and
increased lending to previously underserved markets, such
as households. On the other hand, the banking sector has
become increasingly concentrated. Overall, the lessons are
clear, reform and the opening up of domestic markets has
spurred growth and development of the banking sector.
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Foreign direct investment (FDI) is a crucial element in
the development of modern economies. Its role in
globalization is unquestionable; the countries, which
receive the most FDI, develop faster. Evaluating the
development of specific sectors in transitional countries is
important in understanding the effects of FDI both
theoretically and practically. This is particularly important
considering that the further economic development of
transitional economies significantly depends on foreign
capital inflows. The relation between FDI and the level of
economic development is not just one direction. FDI flows
affect economic development, but at the same time, levels
of economic development and infrastructure have a positive
influence on attracting FDI.

In this paper we look at the level, structure and effects
of FDI in the banking sector in Bosnia and Herzegovina
(B&H). We also examine the level of foreign capital in the
banking sector in the region. For our purposes, the region
considered to be B&H’s neighbors: Croatia, Serbia and
Montenegro, as well as several Central European countries,
Hungary, Slovenia and Slovakia, for comparison. The aim
of the paper is to show the positive effects of the growing
levels of FDI in banking, but at the same time the gaps and
problems B&H still faces. We will also look at the trends,
comparing B&H with other countries in the region to
determine whether there are lessons or consequences of the
impact of the large share of foreign owned banks for B&H.

The paper is structured in the three main parts. The
second section contains some background on B&H and
developments in the banking sector immediately after
independence. Section 3 covers FDI flows and structure in
Central and Eastern Europe (CEE) and Southeastern Europe
(SEE), as well as in B&H. Section 4 presents the structural
and fundamental changes in the B&H banking sector as a

result of FDI inflows, along with possible threats to the
banking sector in the Region, based on the current situation.
We start from theory and then discuss the advantages and
disadvantages of FDI for the host country. We use this as
the basis of analysis of the macro-effects of FDI on the
banking sector in B&H and the region. Section 5 concludes
the paper.

Background: B&H

The current State of Bosnia and Herzegovina came into
existence after a referendum on independence in 1992,
which precipitated a devastating war that ended with the
signing of the Dayton Peace Accords the 24 December
1995. Its structure, with two separate Entities (the
Federation of B&H or Federation and the Serb Republic or
RS), administration and even constitution are part of the
Accords (US Department of State, 1995). The Accords also
set up a State level Central Bank to replace the three that
functioned during the war. (Tesche, 2000) For 6 years from
the signing of the Constitution, the Central Bank was to be
run by a four person governing board, each with a 6 year
term. The Governing Board was in place by Dec. 1996 and
the Law on the Central Bank was adopted in June 1997.

Although the Central Bank is at the State level, bank
regulatory agencies are not. Each Entity has its own
regulatory agency. The Federation Banking Agency (FBA)
is responsible for bank licensing and supervision. In the RS,
the National Bank of RS was responsible until the Banking
Agency (BARS) was set up mid-1998.

In 1996, 30 of the 53 existing banks were majority
private, most of which were in the Federation. The 27
private banks in the Federation had DM 384 million in
assets. In the RS, the 3 private banks had DM 28 million in
assets, or 5% of nominal assets. By the end of 1999, 34 out
of 44 banks had majority private ownership in the
Federation, and 7 out of 18 in the RS (Tesche, 2002).

In the Federation, the minimum level of bank capital
was set at KM 5 million to be reached by April 1999.
Amendments were passed in 2000 to increase this in steps
to KM 15 million by the end of 2002, or by October 2000
for new banks. The 1996 Banking Law in the RS required
the equivalent of US$ 1.5 million capital. The banking law
of July 1999 raised this to KM 5 million effective January
2000. It was raised again to 15 million KM in 2002



(Tesche, 2002). In contrast, the minimum level of bank
capital in Croatia is 40 million Kuna, or about 11 million
KM. The banking system remained quite weak and
undercapitalized until after 2000, but the reforms set the
stage for the rapid increase in FDI in the banking sector in
B&H thereafter.

FDI Flows

Global FDI flows have increased almost exponentially,
from $59 billion in 1982, to $208 billion 1990, and to $648
billion by 2004 (Table 1). Until 1990, nearly 80% of all
FDI took place in developed countries. This proportion
decreased in the 1990s to 60%, and first fell below that
number in 1996, as developing and transition economies'
share increased (WIR, 2003). The share of SEE and
Commonwealth of Independent States (CIS) countries grew
from 1.0% of world FDI in 1990, to 3.8% in 2000 and 5.4%
in 2004 (Table 1).

Table 1. FDI growth (billion $)

REGION 1982 1990 2003 2004
The world 59 208 633 648
Developed 47 124 442 380
countries

SEE - 0.3 8 11

CIS - 1.7 16 24

SEE and CIS % - 1.0 3.8 5.4

in the world
Sources: World Investment Reports (WIR) 2003, 2005.

The growing participation of SEE countries is shown in
Table 2. The index for SEE countries has gone from less
than the world average in 1990 to double in 2003 and three
times the world average in 2004. Developing and CIS
countries have increased as well, but by much less.

Table 2. Inward FDI Performance | ndex, by region*

REGION 1990 2003 2004
World 1.000 1000 1.000
Developed 1.022 0947 0891
countries

Developing 0.977 1187 1353
countries

South-East Europe

Souht 0.955 1254 1787
South-East Europe 0.835 2.273 3.064
CIS 0.981 1.044  1.533

Source: WIR, 2005.
*Based on the average of the previous 3 years.

FDI flowsin CEE and SEE

More than half of European FDI in 2001 and 2002 was
in non-European Union (EU) countries (Passerini, 2003).
Germany and Austria have been the most active investors in
CEE, while Austria and Slovenia invested the most in SEE
(EU FDI, 2002). These numbers support the view that CEE
and SEE have been of greatest interest to their immediate
neighbors, and to one or two other countries that have a
historical interest in the region.

FDI inflows to South-East Europe and the CIS
recorded their fourth year of growth in 2004, reaching an
all-time high $35 billion (Table 1). Trends in inward FDI to
the two regions differ somewhat, however, reflecting the
influence of divergent factors. In South East Europe, FDI
inflows started to grow rapidly in 2003, led by large
privatization deals. In 2003-4 they nearly tripled from 2000,
growing to $11 billion. In the CIS, inflows grew from $5
billion in 2000 to $24 billion in 2004 (WIR, 2005), driven
largely by the high prices of petroleum and natural gas. FDI
inflows into the region are expected to grow further over
the next few years. Net FDI inflows in to SEE are presented
in Table 3.

Table 3. FDI inflowsin CEE/ SEE countries (million $)

FDI 1999 2000 2001 2002 2003 2004

inflows

SEE 3,618 3,628 4,302 3,790 8,365 10,778
Albania 143 204 135 178 343 1,514
B&H 177 150 130 266 382 498

Bulgaria 802 998 803 905 2,097 2,488
Croatia 1,420 1,085 1,407 1,126 2,642 1,076

Hungary 3,065 2,191 3,580 2,590 874 3,653
Macedonia 32 176 439 77 97 150
Monte -

10 85 44 62
negro
Romania 1,025 1,051 1,154 1,144 2213 5,174
Serbia 112 25 165 562 1,405 1,028
Slovakia 701 2,058 1,460 4,007 549 1,250
Slovenia 59 71 226 1,489 -139 227

Source: EBRD Transition Report, 2005, WIR 2005.

Foreign investment in SEE before 1997 was largely
opportunistic and undertaken by small foreign companies
(EU FDI, 2002). The two notable exceptions were the
Austrian banks' considerable efforts to expand into SEE,
and Slovenia's early start. Although most of Slovenia’s FDI
went to Croatia, it was one of the few countries that also
invested in B&H and Macedonia (WIR, 2005). In Bulgaria
and Romania, FDI doubled in 2003 when a date was set for
EU admission, and more than doubled again in 2004 in
Romania. Only Slovenia in 2002, Serbia in 2003 and
Albania in 2004 show a similar jump in FDI in a single
year. Slovakia has had exceptional years, but shows more
variation than the others.



Sectoral composition of FDI

FDI in the SEE countries, along with most transition
economies (TEs) is characterized by an increasing
proportion of FDI in banking and infrastructure services,
e.g., telecommunications, water, electricity, and relatively
smaller amounts of FDI in business services and research
and development (UNCTAD, FIPA, 2004).

This is due to the fact that, in many countries, there
was a very significant liberalization and removal of
discriminatory barriers against foreign investment in the
banking and financial sectors. These were removed to
create a stronger, more efficient, financial system and to
lower cost levels for bank recapitalization and restructuring
in a post-crisis period. For example, after 1997, FDI flows
to Bulgaria, Romania and Croatia increased dramatically,
due to an improved political and business climate in these
countries brought by structural reforms, as well as the
expansion and opening of their financial sector to FDI.

Harmonization and mutual recognition of regulations
between economies are also important elements in the
growing level of FDI in the financial sector. Growing FDI
in services, specifically in the banking area, was influenced
by the following (Babi¢-Hodovi¢ and Buri¢, 2005):
= Globalization of the financial services industry which

resulted in growing competition between different non-

bank sources of credits and financial services

(especially in the insurance market) which, in turn, led

to the continuing consolidation of banking systems in

both mature and emerging markets (Roldos, 2001) and
even to the need to open new markets.
=  Foreign banks’ interest in emerging markets is partly
explained by the potential economies of scale or scope
from technological advantage as well as the advantage
of early entry in product or service life cycles.

= A regional marketing orientation, where many banks
focused on a specific region, guided by language and
cultural connections. For example, in B&H there are

Austrian banks, in Croatia, Italian banks, etc. This

strategy is the result of regional marketing orientation.

FDI in the financial sector in CEE reached 13.6% of
the total in 1999. This is the highest level of FDI in one
particular area among transition economies (Mathieson and
Roldos, 2001). This higher level of FDI in the financial
sector clearly affects the change in the ownership structure
in banking and gave increasing control over bank assets and
bank activities to foreign banks in Central Europe. The
participation of foreign capital in bank assets in CEE
countries was around 70% in 1999-2001, but more than
90% in some countries by 2004 (Table 4).

Prospects for future FDI is related to anticipated
growth in lending and deposits. In spite of rapid growth in
most of these countries, total deposits and lending,
particularly household lending, has room for growth. Based
on research by one of the Austrian banks, the level of loans
and deposits in most of the region will be several hundred
percent higher in the next decade. (BA-CA Economics
Department, 2004).

Table 4. The CEE/SEE Banking M arket (Foreign Bank Participation)

| Market share’ | Total assets | Loans | Deposits
S 1 2] ) 1 2] (=
- ETow o g .= g = ST £ = S
< T 582552528 & 2la O weEnSleEZA we S
& SEBZEFEEEEEE € 2EGF29Zzz350£8%<zs
£ o - o +~ =)
SRR ZECE"E ¥ B é S 5T Em é X g |
B&H 33 81 17 4.9 72.3 429 202 646 386 179 642
Croatia 37 91 13 3.9  110.8 589 3.5 200 750 302 18.2
Monte - negro 10 31 3 0.4 28.9 18.1 4.8 1415 158 52 2134
Serbia 43 38 11 7.0 392 202 9.7 275 214 9.5 84.1
Hungary 38 63 27 59.3 733 497 19.3 578 472 210 12.7
Slovakia 21 63 16 29.1 87.8 334 8.8 2.7 615 277 -7.9
Slovenia 18 20 6 240 912  49.1 12.3 16.8 569  37.2 13.4

Sources: BA — CA Economics Department (2004), Country Central Bank and Banking Agency Reports.

1. Credit cooperative are counted as banks 2.Majority interests are counted as 100% 3. Local currency, from 2001 for Serbia and Montenegro, total lending

and deposits for Slovakia and Slovenia.

Banking Sector Development in B& H

Advantages and Disadvantages of FDI

There are advantages and disadvantages stemming
from FDI inflows into banking in transitional economies.
Advantages can include the de-monopolization of the

banking sector (Terrel, 1986) and increasing the supply
structure and quality of services. One of the crucial threats
of FDI is to highlight the inferior position of domestic
banks (Babi¢-Hodovi¢, 2003). Citizens often have a higher
level of trust in foreign banks, given the recent history of
economic crises. This is more common in TE economies
and there is a possibility that domestic banks could become



completely dominated by foreign ones (Claessenes et al,
1999).

Investment results in B&H, as well as those for Croatia
and others, show that foreign banks increased the supply of
retail banking very quickly after their entry into the market,
thanks to the high level of technological development on
the one hand, and mature financial markets in developed
economies on the other. Data on deposit concentration in
B&H confirm this increase in supply (FBA, 2003).

We use the following theory based elements to analyze
these issues.
= Increased access to capital markets. Foreign bank entry

facilitates access to international capital markets, as a

consequence of the use of their networks, connections

and positions give to the domestic economy

(Bhattacharaya, 1993).
=  Advantages from the transfer of financial regulation.

FDI can influence regulatory policy and, indirectly, can

improve legal and regulatory efficiency, thus allowing

the adoption of western standards in financial
regulations and supervision (but only if their
implementation is adapted to the domestic economic
circumstances). Unfortunately, the reality is that
elements of financial sector, financial markets,
institutions and instruments from abroad, are very often
uncritically accepted. This process takes place without
adopting norms or regulations or without their
implementation in the same way as in developed
economies. Examples include creditor protection,

mortgage lending, etc. (Babic, 2001) .
= Increased financial strength. Direct foreign investment

leads to increased financial strength of banks with

foreign capital participation and support in solving
problems of internal efficiency.

= Increased stability. Foreign banks can improve the
stability of the domestic banking sector, especially
since they can ensure more stable credit resources and
make the banking system more resistant to shocks.

Greater stability is reflected in the fact that branches

and subsidiaries of big international banks can attract

additional funds and capital if needed. This directly
leads to a lower level of systemic instability. This is
especially interesting in the context of experiences in
emerging markets. Empirical results from 15 emerging
markets (Roldos, 2001) show that each crisis of the
banking system leads to a further increase in
participation and control by foreign banks in the
domestic banking sector. During the crisis it is
necessary to intervene to further capitalize banks or to
sell unsuccessful banks. Foreign banks are the only
ones with resources to do so.

= Positive indirect effects. However, these may be lost if
the growing presence of foreign banks leads to
bankruptcy (Babi¢, Pufnik and Stucka, 2001). Mergers
and acquisition between domestic banks and

liquidation of some, as the result of competitive
pressure and legal restrictions such as capital
requirements, characterize the B&H banking sector
reality. As a result, the number of registered banks has
decreased continually and the level of concentration in
the banking sector increased.

Increased concentration in the banking sector can lead
to the monopolization of the sector. However, with the
large number of small banks in B&H in the 1990s, the level
of concentration is not yet high enough to be of concern. In
general though, it is important for emerging markets to
ensure anti-monopolistic laws and regulations that would
prevent closing of the circle of efficiency and structure
supply, which was previously broken with the foreign
banks entry.

The Current Situation in B&H and the Region

In order to analyze the real effects and consequences of
FDI on the banking sector of B&H and the region we use
several indicators: total assets of the banking sector as a per
cent of GDP, interest rates, the structure of deposits and
loans and profitability.

Total Banking Assets and Foreign Participation At
the end of the December 2004, total bank assets in B&H
were KM 1.6 billion, or 81% of GDP (Table 5). This
represents growth from 33% of GDP at the end of 2000.
The banking assets of the biggest bank, the Austrian
Raiffeisen banka dd BH, accounted for nearly 20% of total
banking assets. The five largest banks accounted for more
64% of total banking assets at the end of 2004. Three of
these five banks were direct subsidiaries of Austrian banks
(Reininger and Walko, 2005). These ratios point to a high
degree of concentration in the banking sector. It may be
expected that consolidation will continue in the next few
years.

Looking at the Croatian banking sector, concentration
was reduced between 1995 and 1997. However, the four
largest banks (Zagrebacka banka, Privredna banka, Erste &
Steirmarkiesche Bank and Raiffeisen Banka) managed to
strengthen their position again after the banking crises of
1998-99. They accounted for 64.3% of total assets by the
end of September 2004, up from 53.1% at the end of 1997
(Reininger and Walko, 2005). As a result of this high
concentration, the soundness of the largest banks has an
enormous impact on the overall stability of the banking
system. However risks are mitigated by foreign strategic
ownership.

Table 5. gives data on total banking assets in the region
as a percent of GDP, as well as the participation of foreign
banks in assets for the last 6 years. The highest level of
foreign participation is in Slovakia at 96.7% and Croatia at
91.2%. Hungary had 85% foreign ownership in 2002,
falling to 63% by 2004. The lowest level is in Slovenia at
about 20%. The main reason is protection of the banking



sector in Slovenia as opposed to reform and privatization in
Croatia, Hungary and Slovakia.

The structure of participation of foreign banks in
banking assets corresponds to the participation of total
banking assets in GDP. Countries, which have higher
participation rates, also have higher levels of foreign
ownership (Croatia, Slovakia, Hungary and B&H, versus
Serbia and Montenegro). The only exception is Slovenia,
which has a relatively low level of foreign participation in
banking assets, but has a very high level of banking assets
in GDP.

Table 5. Banking Assets as % of GDP and Foreign Bank
Participation

Banking Assets, % of GDP

Country 1999 2000 2001 2002 2003 2004
B&H 30.0 331 43 48,5 592 723
Croatia 65.8 731 894 923 1058 110.8
Montenegro - - 350 27.8 255 289
Serbia - 542 224 244 282 392
Hungary 66.86 68. 684 693 779 738
Slovenia 425 505 625 704 817 912
Slovakia - - 9198 9090 82.0 878

% of Foreign Participation in Banks Assets

Country 1999 2000 2001 2002 2003 2004
B&H 3.8 21,6 653 767 799 809
Croatia 403 84.1 833 902 91 91.2
Montenegro - - 3.3. 162 234 31.1
Serbia - 0.5 132 27 384 377
Hungary 61.8 671 665 850 835 63.0

Slovenia 4.9 153 152 169 189 205
Slovakia 24.1 42,1 783 84.1 963 96.7

EBRD Transition Report, 2005, Country Central Bank and
Banking Agency Reports.

Interest rates Since 2000, interest rates on deposits in
B&H, both in KM and euro, have decreased dramatically
(Table 6). Greater competition among banks, especially
those which are foreign-owned, reform and consolidation of
the banking sector, along with large increases in savings
deposits, have contributed to a decline in KM deposit rates
to an average of around 3.7% in 2004. Despite the declining
trend, these rates are still higher than those in the countries
using the euro, to which the KM is pegged under the
Currency Board arrangement. KM interest rates on deposits
and loans are also higher than those in other countries that
have currency boards pegged to the euro, but the
differences are decreasing. In 2004, average lending rates in
B&H came down to around 12%, which is comparable to,
or slightly lower than, similar rates in neighboring SEE
countries that do not have currency boards (Croatia 11.7%,
Serbia 14.6%).

Table 6. Average Deposit and Lending Rates

Deposit rates

2000
2001
2002
2003
2004
2004
Inf rate

B&H:

147 61 45 40 0.3 Fed.
Fedand 55 35 19 15 37 22Rs
RS

Croatia 2.4 2.8 1.6 1.7 1.8 2.4
Monte- 40 49 73 40 37 43
negro

Serbia 63 41 26 27 36 13.7

Hungary 11.0 100 99 98 113 6.8
Slovakia 72 52 46 41 26 7.5
Slovenia 65 62 56 45 3.1 3.6

Lending rates

o — o on <
S (e S [ S
S [«] S [e] S
N (@\] N N N
B&H:
30.5 L 127 109
Fed. and 1 166 e e 117
RS
Croatia 105 95 112 11.8 117
Monte - 179 292 203 173 156
negro
Serbia 779 324 192 148 146
Hungary 7.2 6.2 5.9 6.1 7.6
Slovakia 72 52 46 4l 2.6
Slovenia 106 93 89 73 56

Sources: Country Central Bank and Banking Agency
Reports.

*Unweighted averages, demand and time deposits and short
and long term loans.

Despite reductions in interest rates, prevailing opinion
among the public and entreprencurs seems to be that
lending rates are still too high and maturities too short in
the countries of former Yugoslavia. Real interest rates in
BH were relatively high in 2004 (around 10%), after
discounting year-on-year inflation of around 1%, and
similar in Croatia. Not unexpectedly, bankers think that the
present levels of rates on loans are justified, given the
general risk environment. The decline of nominal lending
rates in the past 3 years is probably more a result of the
competition among banks than an improvement of the
business environment. The growth of healthy local
enterprises is slow and reliable corporate clients are hard to
find as a result of ever-present smuggling and the grey
economy. This, of course, also affects interest rates. The



high perceived risk of the country’s political and business
environment also affects the price of capital on international
markets for local banks. However, in this regard, the
sovereign credit rating of B3 with a positive outlook (B3+),
which was given to B&H by Moody’s in March 2004, will
likely improve the terms on which banks in B&H are able
to borrow internationally.

On the other side one can see significantly lower
interest rates in Hungary and Slovakia, and even in
Slovenia (the only republic of former Yugoslavia that has
become a member of the Europe Union). We can conclude
that the entry of foreign banks did not affect the level of
interest rates in SEE countries, at least to the same extent as
in CEE countries. Despite the positive evaluation of the
stability of the banking sector in the region (UNCTAD,
FIPA, 2004), interest rates are still more than double those
in the Euro zone.

Structure of Deposits & Loans In the period between
2000 and 2004, the total loan portfolios of Federation banks
rose from KM 1,308 million to KM 4,422 million, an
average increase of 38% per year. In the RS, bank loan
portfolios grew at an average rate of 28% per year during
the same period, from KM 344 million to 729 million
(FBA, BARS, 2001, 2005). Rapid credit expansion was
particularly obvious in case of households. In 2002, banks’
net lending increased by 55% (CBBH, 2004), followed by
35% growth in 2003 and 34% in 2004 (Table 7). Some
believe that the market for consumer loans is beginning to
be saturated. Other transition countries, especially those
having made the most progress in reforming their
economies, have also experienced rapid credit growth.
However, rapid credit growth can be a leading indicator of
future losses and difficulties for a banking system. Credit
growth in B&H has been funded mainly from an increase in
deposits as well as increased funding from abroad. This
rapid growth in lending is now slowing down (to 20% in
2003 and 16% in 2004 (Table 7)), but the increase that has
already occurred is likely to result in some credit problems
for banks. As we can see from Table 7, there is little change
in the structure of deposits, but large changes in the
composition of loans. Private companies’ share increases
from 24% to 44% in just 2 years, and lending to individuals
increased from 34% to 44%, both at the expense of State
owned companies.

The main constraint on investment by the state-owned
enterprise sector is its high level of indebtedness, along
with illiquidity. Having written off their old loans to the
state sector during the past few years, commercial banks,
which are now mostly private and predominantly foreign-
owned, have opted to lend selectively to privately owned
companies. They have also expanded their lending to
households, for the purchase of consumer durables, for
house repair or purchase. This is a logical portfolio shifts by
banks, but it has led to complaints from the enterprise
sector whose access to bank credit is difficult, and has also

fuelled imports of consumer goods. The advantages of
improved access to bank credit by corporate borrowers who
have credible business plans and cash flow that is
demonstrably sufficient to repay their debts are obvious.
Commercial banks will be well advised to maintain strict
credit standards, in order to avoid incurring new bad debts.

Table 7. Structure of deposit and lending by sectors
(million KM)

12/31/2002 12/31/2003 12/31/2004
: S5 2 52 2 =g
E 3 g & g <=4
Government 564 15 709 16 769 14
State-owned 45015 69 14 830 15
Companles
Private 727 20 702 16 1,005 18
Companles
Non-profit 128 3 124 3 147 3
organizations
Citizens 1,621 44 1926 44 2488 45
Other 227 6 276 6 339 6
Total 3724 100 4366 100 5577 100
deposits

Government 55 1 46 1 46 1
State-owned 555 59 67 23 695 12

companies

Private 1,442 34 1,860 36 2482 42
companies

Non-profit 18 0 1 0 13 0
organizations

Citizens 1,456 34 1966 38 2,627 44
Other 56 1 72 1 72 1
Total 4281 100 5122 100 5935 100
lending

Source: Central Bank of B&H, 2004

Profitability (ROA and ROE) The data on profitability
show an improving trend in the Federation of B&H, with
the RS moving the other way until 2004 (Table 8). Both
showed losses until 2002. The poor profitability of many
banks may be explained by a low level of efficiency,
specifically an excessive number of employees for the scale
of their operations and substantial provisions for loan
losses, accompanied by the costs of expanding their branch
networks (FBA, 2004).

Table 8 also shows data on ROA and ROE for
countries in the region. Interestingly, several countries
show a decreasing trend in ROA and ROE, which is the
opposite of the banks in B&H. ROA is more stable over
these 5 years. ROE increases over the period in Croatia,
Hungary, Slovakia and Slovenia.

Table 8. Profitability of Banks

ROA



2000 2001 2002 2003 2004

B&H
Federation -1.29  -048 043 1.09 0.8
B&H RS -04 -04 -01 -3.6
Croatia 1.3 0.7 1.3 1.5 1.7
Montenegro -0.7 4 1.6 -0.3
Serbia 6.3 4.1 2.6 2.7 3.6
Hungary 1.3 1.6 1.7 1.9 23
Slovenia 0.8 1.1 0.5 1.1 1.0
Slovakia -0.1 0.5 1.2 1.1 1.1
ROE

2000 2001 2002 2003 2004
B&H
Federation -895 -5.14 257 833 65
B&H RS -14 -1.5  -15.1 -15.6
Croatia 10.7 6.6 13.7 145 16.1
Montenegro -44 157 6.5 -1.2
Serbia 77.9 324 192 148 146
Hungary 16.7 197 198 23.6 29.8
Slovenia 7.8 11.4 4.8 133 125
Slovakia -1.9 8.3 299 28,0 29.7

Sources: Country Central Bank and Banking Agency
Reports.

Conclusion

Reform and privatization of the banking sector have
brought reputable foreign banks to Bosnia and Herzegovina
and the region. Early arrivals were Raiffeisen Bank and
Volksbank (Austrian banks), Unicredito bank (Italy), Ziraat
Bank (Turkey) and Zagrebadka Banka' (Croatia). More
recently, substantial investments in B&H’s banking system
have been made by Hypo Vereinsbank [HVB] (Germany),
Hypo Alpe-Adria-Bank (Austria) and Nova Ljubljanska
Banka® (Slovenia). This has happened largely through
acquisition of local banks under the Entity governments’
bank privatization programs. However, several foreign
banks, notably those from Austria, have set up new fully-
owned operations. Further consolidation by foreign banks
of their respective interests in B&H and the region, to
consolidate their holdings and enhance their competitive
position is likely.

However, this presents a risk to financial stability in
the region, with the possibility of problems in one country
spreading to others. This risk is accentuated by the large
and growing concentration of ownership in the banking
sector, particularly from the domination by the Italian bank,
Unicredito. This bank has businesses throughout the region,

! Zagrebacka banka d.d. Zagreb, Croatia, is owned 96,2% by a consortium
of UniCredit Italiano and Allianz A.G.

? Nova Ljubljanska Banka is owned 34% by the KBC Bank and Insurance
Group of Belgium.

but in four countries (Croatia, Bulgaria, B&H, and Poland)
it has a significant market share.’

The Bank for International Settlements (BIS) noted
several indicators of possible instability in the banking
sector: real exchange rate appreciation, a growing value of
assets and a growing level of loans. According to these
criteria, in spite of accelerated growth in the last few years,
all countries in SEE are in a pretty good position.
Therefore, the influence of external factors on the banking
system is more important.

Whereas for the general population, the arrival of
foreign banks has undoubtedly boosted their confidence in
the banking system, the full effects of this development on
the banking and enterprise sector still remain to be seen.
Initially, several of the foreign banks that bought existing
banks simply adapted to the local operating environment,
rather than requiring that their bank operations be run in
accordance with the stringent corporate guidelines enforced
in their home countries. This was especially case in B&H
and Serbia and Montenegro. However, as competition
intensified, foreign banks are introducing expertise from
their headquarters, with a view of implanting their own
corporate culture. They are undertaking significant staff
training, including language training. Several banks have
brought foreign account executives into the local market, as
well as training relatively senior local staff members to be
managers within the wider bank system.

Interest in the banking sector in the region is still high.
Investment is profitable for the simple reason that, in spite
of the high growth in lending, the share of banking sector
assets to GDP in the region is still relatively low, compared
to the European Union. This share is the highest in Croatia,
at 109%, which is still low compared to an average of 209%
in the European Union. This indicates that there is more
space for expansion of the banking sector in the region.

Overall, the effects of increasing FDI in the banking
sector in B&H and the region has been positive. These
include increased confidence in the banking system,
increased banking deposits and assets as the foreign share
has increased, a decline in lending rates and a change in the
structure of lending towards houscholds, a previously
underserved market. The price for this has been increased
concentration, leading to a regional dependence on a
decreasing number of foreign banks, with a possible
increase in systemic risk and monopolistic behavior. Still,
the lessons are clear, reform and the opening up of domestic
markets has spurred growth and development of the
banking sector. However, there is a need for countries to
insist on good corporate behavior, as well as careful
monitoring of potential anti-competitive behavior.
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