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Abstract: In recent years, pre-crisis years, the loans tgthrio household experienced an extremely
accelerated dynamic in most new EU member stateh & development has led to an increase in theedeg
of bank indebtedness of the households and to deraile macroeconomic and financial imbalances. The
current crisis has stopped the rapid growth of [@s granted to households and has led to worgenin
financial situation of households and a significdeterioration of the soundness bank indicatorsthis
context, the purpose of our paper is a comparathadysis of the main characteristics of the evotutdf
bank loans granted to household in the new EU mestha¢es (Bulgaria, Czech Republic, Estonia, Hupgar
Latvia, Lithuania, Poland and Romania), of the eulibilities caused by the fast increase of the bank
indebtedness of the households, and the implicatbthe current crisis..

Keywords. Credit growth; New EU member countries; loansdadeholds; vulnerabilities; global economic
crisis

1 Introduction

Before the beginning of the current global crisigst of the new EU member states that we included
in our research (Bulgaria, Czech Republic, Estohiangary, Latvia, Lithuania, Poland, Romania)
have registered a rapid growth of the bank loaspe@ally of those granted to households. Such
evolution was generally considered a progress mmdeof making up for the structural and
convergence gaps; however, on the other hand, lddsto the occurrence of considerable
macroeconomic and financial vulnerabilities.

The current global economic crisis had an extremnelgative impact on households in most of the
new EU member states. One of the main channelshighvthe current crisis worsened the economic
and financial status of numerous households isah#te financial markets, due to the limited asces
to bank loans and to assets value decrease, dbpesih estate assets.

Our paper it is structured in five parts: the fipsirt includes introductory remarks on the imparéan
and relevance of the approached topic; the secaridtps dedicated to the literature review; thizd
part highlights the characteristics of the finahtiéermediation process in the new EU member state
considered by our research, especially from thatpoi view of loans granted to households; the
fourth part of the paper reflects the effects @& thpid growth of the loans granted to households,
whereas the fifth part emphasizes the currentsceifects and the challenges that the decision raake
have to face in this context. The paper ends véteial conclusions.

The research methodology used in our researcts stétt the literature review, in order to point out
the importance of the topic approached by our pafiee analysis conducted in this paper is based on
official statistics from the ECB, other central kanthe IMF, and different reports and researches.
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Based on the methodology, the paper highlightscdrdral importance of the market of bank loans
granted to households for a country’s economicfanrahcial stability.

2 Literature Review

In the last few years preceding the beginning efdlobal economic crisis, most of the Central and
Eastern European countries have recorded an aaeattynamic of the bank loans, especially of the
loans granted to households. Such an evolution drevattention of a significant number of
researchers, who were concerned with both idengfjis determinant factors and finding the answer
to the question whether the rapid growth of thekdaans illustrates a progress in terms of financia
convergence or it is a non-sustainable increasechwleads to a series of macroeconomic and
financial imbalances. Thus, Egert, Backé and Zuifféranalyzed the private credit to GDP
equilibrium in 11 Central and Eastern European t@es) for the period 1990-2004, and concluded
that, on the whole, the private credit to GDP raticCEE countries did not exceed the equilibrium
level, although they registered a considerableictedel growth. Also, Kiss, Nagy and Vonnak [19]
analyze credit growth in Central and Eastern Ewropeountries using panel estimation for
equilibrium level of private credit. Although thesearch results do not show exactly the existehae o
credit boom in the analyzed countries, the autbaderline the significant importance of pursuing th
credit dynamics within macroeconomic policies.

Comparative, the research performed by Backé, EgettWalko [3] on new EU member states and
Croatia reveals that, in some countries, the peicagdit percent in the GDP is close to the equiiih
level, whereas in other countries this percenatisar high compared to the economic grounds.

Given the current world crisis, in the most cowsdrit is registered a significant slowing down fué t
bank loan increase rate, which made researchemsmgeincreasingly concerned with identifying its
determinant factors. Therefore, based on a sangplering over 80 countries (including the new EU
member states), over the period January 2002 to 2089, Aisen and Franken [1] find that the bank
credit booms before the crisis and the GDP growath reduction affecting the main trading partners
are the most important factors determining the baneklit slowdown phenomenon after the onset of
the crisis. Comparative, Bakke and Gulde [4] panteit that supply shocks were the main factor
determining the drop in cross-border lending to rggimg) markets during the current crisis.

3. Stylised Facts about the Bank Lending Activity in the New EU Member Countries

The countries considered in our research have edjaysignificant bank lending development over
the last decade. This evolution was determined Hgy dction of both external (an international

economic environment abounding in cash, low ris&rgion and low interest rates, as well as easy
access to funds) and internal factors, respectiaedignificant economic growth, an improvement of

the macroeconomic conditions (especially the deereaf inflation rate and interest rate), the

implementation of major structural and institutibneforms. This was the background for massive
foreign capital input, especially in the bank secfor consolidated positions of foreign banks on

national banking markets, which resulted in thenstfication of the, the diversification of the gan

of bank products and services, and also in bankwement in new market segments, like for instance
the household segment.

One of the most significant characteristics ofltaak lending process in the countries under suisrey
the fast increase of the level of bank loans gratdehe economy, between 2005 and 2008, especially
in Romania, the Baltic countries and Bulgaria, vehitte average yearly growth rate was about 51%,
over 42% and respectively over 38% (see tableril}hé other countries, on the other hand, this
growth rate was more moderate. Due to low domeastigngs levels in most of these countries, the
fast increase of the level of bank loans grantettiéceconomy was possible by means of foreign funds
with low interest rates, since international maskathounded in cash. This may be supported by the
loan-to deposit ratio, which, in 2008, exceeded%00 all the countries, except the Czech Republic
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(see table 1). The atypical Czech situation padoiisthat the loan level increase phenomenon in this
country was funded, in principle, from bank depmsithich enabled the banks to enjoy some sort of
independence from foreign financing.

A common characteristic of all the analyzed cowstiis the much accelerated growth of the loans
granted to households, as compared to loans grémtezh-financial corporations (see table 1), reaso

for which they were considered to be the main emginrapid growth of loans to the economy. In line

with the data above, the fastest growths were detbin Romania, the Baltic countries and Bulgaria,
where the average yearly growth rate, between 2065 2008, was about 72%, over 46% and,
respectively 43.24%.

Another significant feature that influenced the lbdéending process in the new EU member states is
the high percent of foreign currency-denominatednto (see table 1), which increased foreign
exchange risk exposure and, implicitly, createdomgjroblems related to financial stability. The
Baltic countries distinguished themselves in thalyred sample, because in this country the foreign
currency-denominated loans percent was over 642008. The foreign currency-denominated loans
in the other countries, in 2008, were 88% in Lat&@% in Estonia and 64.6% in Lithuania. In these
countries, which enjoyed currency board type areamgnts, the foreign currency exchange rate
stability and the overwhelming share of foreign evahip in the banking sector were the main reasons
that account for the high percent of foreign cucyedenominated loans [2]. High percents were also
recorded in Bulgaria (which also enjoys a curreboard type arrangement), and countries with
flexible exchange rate regimes, such as Hungary Roghania, which also saw higher national
currency depreciation exposure. On the other hi#wedshare of foreign currency-denominated loans is
moderate in Poland, and much lower in the CzechuBlap especially due to the low interest rate
differential. Overall, foreign currency-denominate@ns are more frequent in countries with fixed
exchange rate regimes (particularly currency b@ardngements) where the foreign exchange risk is
perceived to be lower than in the countries wixithle exchange rate arrangements, where the
foreign exchange risk is considerable.

Table 1. Selected bank lending indicators

average yearly growth rate of loans*loan-to-deposit Loans

to ratio (%) denominated
in FX (%
economy non- households total loans)
financial
corporations 2005 2008 2005 2008
BG  38.57 36.70 43.24 69.8 120.3 478 57.2
Cz 26.73 21.50 33.58 63.7 80.9 13.0 141
EE  43.01 40.15 46.10 132.1051.60 79.9 86.11
HU  16.20 10.62 24.18 1129 1378 38.6 614
LV  43.68 38.75 51.08 112.23170.06 70.0 88.2
LT 4298 34.30 58.75 113.38186.92 65.8 64.6
PL 25.66 16.07 34.02 78.8 119.6 26.2 344
RO  50.68 37.83 71.94 80.0 123.8 47.8 57.9

*in 2005-2008

Source:(Own calculations based on data provided by ECEB82Q2010, IMF, Country Reports and Raiffeisen
Research, 2010)

The high percent of foreign currency-denominateghtoin the above mentioned countries was the
result of both supply and demand increase. Fronpdi of view of demand, this was stimulated by
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the interest rate differential between the interats for foreign currency-denominated loans ded t
interest rates for domestic currency-denominataddpby the relative domestic currency stabilitgt an
by significant salary increases. As concerns sygplen limited savings levels, the banks preferred
to grant loans, as they had easy access to fdfiegncing.

In all the countries included in our research, fgranted to households were the most dynamic bank
loan market segment, for which reason we findtiresting to analyze the structure on destinatidns
this type of loans, and especially their dynamics.

Considering the structure on destinations of logirasmted to households, we noticed the percent of
over 50% of housing purchase loans in all the atesitexcept for Romania and Bulgaria (see table
2), in 2008. Moreover, Romania had an atypicalasitun, since over 70% (more precisely 74.29%) of
the whole loans granted to households were conslaaes, which points to the poor living conditions
of the population. Nevertheless, both Romania anlgi@ia saw the fastest increase rate for housing
purchase loans from 2005 to 2008, i.e. approxim&@ and, respectively 51%.

Table 2. Key household debt indicators

structure of 575 of households debt (%) average
yearly growth rate of
2005 2008 loans to households*
Q [} [}
S0 Ex 5o Eo Ex e Zo Ex gy
28 23 S8 3& 20 £ 28 20 £
89 80 0oL EQ §¢c o=e EQ SOOQ
o o

BG 28.41 60.6310.96 42.88 50.13 6.99 68.5535.21 21.99
CzZ 67.54 21.43 11.04 70.51 19.39 10.10 35.63 29.81 28.32
EE 82.16 8.84 9.00 81.2411.01 7.75 45.0884.91 31.33
HU 59.97 31.66 8.38 50.56 44.35 5.09 17.3544.91 -0.16
LV 71.46 14.75 13.79 78.97 12.36 8.67 56.6341.01 31.68
LT 69.07 16.26 14.67 69.30 14.46 16.25 58.64 58.45 61.70
PL 35.76 37.64 26.60 51.09 26.89 22.02 51.94 22.07 24.43
RO 13.19 8455 2.26 21.07 74.29 4.65 114.364.80 10.32

*in 2005-2008

Source: [Own calculations based on the data prodidg ECB, 2008, 2010]

Another outstanding evolution of the structure astohations of loans granted to households is
supported by the faster increase of the numbewahet of loans for housing purchase as compared to
the other two types of loans, especially in RomaBialgaria and Latvia. In these countries, the
average yearly growth rate between 2005 and 20@814:4%, over 68% and, respectively over 56%
(see table 2). Therefore, the significant dynamidsans for housing purchase points the fact tthiat
type of loans was the main household loan increagie.

The rapid growth of the loans for housing purchess determined by both supply and demand
increase. As concerns demand, its increase wasllated by income increase, by more optimistic

future income expectations, by lower interest retes in some countries by housing subsidy systems,
by favorable tax treatment of housing loans, asiffetance the Czech Republic, Estonia, Lithuania
and Hungary [9]. From the supply standpoint, theréased inter-bank competition led to the

diversification of credit instruments, which havecbme available at lower costs and longer

maturities.

575



European Integration Realities and Perspecti\ 2012

From the point of view of the denomination currenitycan be remarked the high percent of fore
currencydenominated loans (especially Euro) in the housoan portfolio, which, as mention
before, caused significantly higher foreign excheanigk exposure for households that failed to -
protection measures. For the seven countries showre figure 1, except for Bulgaria, the share
these loans is over 60%, in 2008. In this resgextremely high shares, namely over 90%, v
registered in Latvia, Romania and Estonia (seerdigl). By contrast, in the Czech Republic,
foreign currency lending of households is almoskistent (below 1%) and is therefore not refle
in the figure below.

Figure 1. Share of foreign currency-denominated loansin housing loan portfolioin 2005 and 2008
Source: [ECRI, 2010]

4 Effects of the Rapid Growth of the Loans to Households and M easur es Adopted by
Authorities

The extremely rapid growth oféfbank loans, especially of loans granted to haldshcaused, by i
effects, important macroeconomic and financial ilabees

According to the IMF study [17], which analyzes titredit booms on emerging markets between :
and 2002, there is a 70% obability that a credit boom may coincide with ansemption ol
investment boom.

ECB [10] points out that during the last years ptim the beginning of the current world crisis,
several Eastern and Souastern European economies, the fast lendivel increase process w
accompanied by a set of macroeconomic and finaaalakrabilities.

If we return to our sample, we notice that in mayntries the pronounced increase of loans
accompanied by macroeconomic and financial imbais

At macraeconomic level, the extremely rapid growth of tharls granted to households in most |
EU member states led to considerable domestic dérramease and implicitly to a consumpt

increase, which became the main production growtfine. On the otherand, given the insufficier
supply, the domestic demand increase, considerfabigled at the expense of loan increase,

pressure on inflation and increased current accdefitits to very high and even alarming levi
especially in Bulgaria, the Batticountries and Romania, especially in 2007 andZ86e table 3
Also, the deepening of the current account defigs also due to the marked increase of mort
loans and house prices, which resulted into a bioatime building sector, which, in iturn, increased
import demand. Therefore, we refer here to the tmsmwith the highest loan increase rates,

which were hence exposed to external financial enalhilities. Financially speaking, the significi
increase of the mortgage loan levend among this the increase of the foreign curr-denominated
loans and variable interest rate loans, led tayaifstant increase of house prices, to higher fpm
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exchange and interest rate risk exposure of holdghim higher lending risk for banks and to their
exposure to the real estate market evolution.

Table 3. Evolution of the current account balance and domestic demand, between 2006 and 2010

Current Account Balance to GDP Domestic demand, volum
(%)

2006 2007 2008 2009 20102006 2007 2008 2009 2010

BG -17.6 252 -23.2 -90 -15 108 88 65 -12.8 -46
cz -21 -26 -08 -12 -23 54 52 12 37 14
EE -157 -17.z -8& 45 28 165 9€ -11.0 -234 14
HU -77 -7.¢ -6¢ -04 17 14 -13 0& -10.€ -1.1
LV -225 -223 -13.1 86 3.6 181 124 -10.1-27.6 -0.9
LT -104 -151 -131 2€ 18 91 141 3.2 -24€ 1.8
PL -3C 51 -4&8 -22 .31 7.3 87 5€ -1C 4.0
RO -10.6 -13.6 -11.4 -42 -42 129 142 7.3 -12.9-1.0

* percentage change on preceding year
Source: [European Commission, 2011]

The extremely rapid growth of the loans grantedhdoseholds and especially of foreign currency-
denominated loans, as well as the macroeconomidiaadcial vulnerabilities triggered by it, led to
particular reactions of central banks and superyisothorities in the countries under survey, mainl
materialized in the adoption of monetary policygential, regulation and supervision measures, and
also administrative measures, designed to redueerdahid growth of credits. But, overall, the
effectiveness of these measures was limited, eapecobnsidering that in the countries under survey
the full capital mobility is a reality. On the othlkeand, the maintenance of the high share of fareig
currency-denominated loans contributed to the reaBrice of banks exposure to foreign exchange
risks. All this does not mean less vigilant centsahks and supervisory authorities on the issue of
foreign currency-denominated loans. Moreover, awdrgtoday’s situation, the problems created by
foreign currency-denominated loans to financiabiitg and money policy efficiency made the
authorities from various countries to adopt new sonees. For example: the Hungarian Parliament
passed a regulation that banned the granting eftyimie of loan, in August 2010, whereas Poland
intends to impose a 50% ceiling for the share giosyres open to FX risk in the entire bank's
portfolio of retail credit exposures financing resdtate, introducing the obligation for the bank to
justify the adopted maximum level of loan-to-vata#do (LTV) etc.

5 Impact of the Current Crisison Bank L oans Granted to Households

The current global crisis has stopped the accelérdynamic, expressed through two digits growth
rates, of the loans granted to the economy, inolydf the loans granted to households.

The diminishing of the loans granted to househwidbe analyzed countries has been determined by a
rapid and significant contraction of the supply @nel demand of credits. The reduction of the supply
was determined by liquidity issues that existedtaninternational financial markets and which have
affected the foreign banks that had subsidiariesneg in the analyzed countries and also by the
increased risk aversion of the banks, which haisedatheir standards and terms in regard to credit
operations.

The decrease of the demand for loans was determspetially by the increase of the credit costs, th
depreciation of the national currencies from thalyred countries and the high volatility of the
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exchange rate and also by lower income levels, higher unempkymrates and employme
uncertainty. Under these circumstances, the ye@® 2aw a drop in the real growth rate of lo
granted to households in all the countries underesy with particular differeres (see the figure 2
From this point of view, we may distinguish threewps of countries. Thus, the first group inclu
Poland, the Czech Republic and Bulgaria, wheraltbp was less significant and the loan expan
ratio remained positive. Suclm @&volution was possible as a result of some rdyases of loans k
parent banks, in the case of Bulgaria, higher irddpnce from international financing in the cas
the Czech Republic, higher domestic capital presém¢he banking sector in Pole and, last but nc
least, due to the fact that these countries mané&gedaintain a relatively low positive econon
growth during this period. There is also a secorml, including Lithuania, Latvia, and Estor
where the growth rate was negative, a third group of countries, comprising Romania Hiuahgary,
where the household loan market practically craslye84% and 30%, respectively, in 2007 and 2

The pronounced reduction of the bank lending agtivas had significant implications for thousing
market, leading to a dramatic decrease in housiinggand hence to lower the real estate collal
with threats to financial stability. For example,the case of the analyzed countries, the houseg
dropped pronounced between Septeml008 and the fourth quarter of 2010, especially &ivia
with more than 52%, Lithuania and Estonia by 46%.[Such a price change had a negative im
on the consumption by the direct wealth effects, dso by the impact of lower guarantees on
access to credit.

The economic and financial status of a significanmnber of households deteriorated due to econ
recession, income decrease, unemployment rateaseranational currency depreciation and as
value decrease (especially real estasets).

L

Figure 2. Real annual growth rates of total credit to householdsin 2007-2009
Source: [ECRI, 2010]

Moreover, some households were unable to pay debits to banks, which led to the deterioratio
the quality of the banks credits portfollUnavailability of the statistic data in the studiesuntries
does not allow us to empirical highlight the shaf@onperforming loans for households. But, on
whole banking sector in the surveyed countriegetiigas an increase in the ratio of -performing
loans (see table 4), especially in Latvia, Lithaaand Romania. In this context the banks were €t
to create additional provisions which had an imgairtimpact on their profitability. Thus, tl
profitability indicators were substantially creciated, especially in the Baltic States.
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Table4. Selected financial soundnessindicators*, 2008-2010

Bank nonperforming loans t ROA ROE
total loans

2008 2009 2010 2008 2009 2010 2008 2009 2010

BG 2.5 6.4 11.9 2.1 11 0.9 23.1 10.2 7.9
Ccz 3.3 54 6.6 12 15 14 21.7 258 23.1
EE 19 52 54 12 -2.8 0.3 134 -246 2.1
HU 3.0 6.7 9.1 0.8 0.7 0.1 11.6 9.4 1.3
LV 3.6 16.4 19.C 0.3 -3.5 -1.6 4.€ -41.€  -20.4

LT 4.6 19.3 19.7 1.0 -4.2 -0.3 135 -484 -4.7
PL 4.5 8.0 8.8 15 0.8 11 20.5 10.4 12.7
RO 2.8 7.9 11.9 1.6 0.2 -0.1 17.0 2.9 -1.0

*BG, EE,HU, LV, LT, PL, RO — December; CZ - Septesnb
Source: [IMF, 2011]

The major implications of the current global crigis European economies and bank sectors, in
general, triggered unprecedented reactions botin fite European Commission, the IMF and the
EBRD, and from national monetary and governmentaharities, which were materialized in the
adoption of a large number of measured designedpport the bank sector and to help it resume the
normal lending activities specific to a real ecoyohe adopted measures managed to prevent the
crash of the bank sector and the revival, yet sloWwthe bank lending business, especially of
household loans.

The macroeconomic and financial imbalances ocagiirirthe countries which, in the years preceding
the onset of the current global crisis, enjoyedd, fyet often non-sustainable, increase of thel lefv
loans, especially those granted to householdsakadsuffered from the extremely negative effefts o
crisis on the bank sector, reveal the existenca olumber of major shortcomings blamed on the
institutional and regulating framework of the imtational financial system. Thus, there were
intensified the financial system reform effortsoffr the regulation standpoint, the passing by the
Basel Committee on Banking Supervision of the Biséccord is very important from the point of
view of the bank lending activity, as it refers docrucial macro-prudence instrument, namely the
“countercyclical capital buffer”, which is designegpecially to prevent excessive lending and the
bank sector crash [5]. As for the institutionalnfiework, for instance, the EU implemented, as of
January 1, 2011, the European System of FinancipkiSision, which has as the major goal the
macro-prudential supervision of the financial Eldteyn.

At the level of the whole banking sector, in ordermprevent a future unsustainable growth of bank
loans, the main challenge according to the officidlthe National Bank of Romania is represented by
the change of the business model of the bankingsgi].

Under the present circumstances, we may statdhibatentral banks and supervisory authorities are
currently faced with new challenges related to d¢hedit market, especially as concerns household
loans. From this point of view, one of the challesids related to the high share of foreign currency
denominated loans, given the limited domestic sga/lavel. Thus, the authorities should channetthei
efforts towards designing and implementing soligioreant to develop national currency markets, to
strengthen the cooperation with the authoritiehecountries of origin of foreign banks, and also
thoroughly promote awareness raising campaigns grhoaseholds on the risk of foreign currency
over-indebtedness. Another challenge is relateddrgage loan market, which, unlike consumer loan
market, has not been regulated yet by specific fiean regulations.
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5 Concluding Remarks

In the years preceding the current global crisighe analyzed countries, loans granted to houdehol
were the most dynamic segment of the bank loan ehark

The extremely rapid growth, expressed through tugitsd growth rates, of the loans granted to
households, especially of foreign currency-denoteithamortgage loans, resulted into the marked
increase of the household indebtedness and risksexp levels, and we refer here especially to
foreign exchange and interest rate risks.

In most of the analyzed countries, the highly dyitaevolution of loans granted to the economy, in
general, and to households, in particular, browgtiut significant macroeconomic and financial
imbalances. Macro-economically speaking, some cmsnhad higher inflation rates, higher current
account balance deficits and higher external delgl$. Financially speaking, the significant moggga
loan levels increase, and, among them, the foreigmency-denominated or variable interest rate
loans, led to a significant increase of house prite higher foreign exchange and interest rate ris
exposure of households, to higher lending riskofamks and to their exposure to the real estateehark
evolution.

The current crisis stopped this rapid growth of famk loan and aggravated the financial status of
many households in the EU. Economic recession,cdsh availability problems encountered by
international financial markets, the more restvietiending standards and terms, the depreciation of
some national currencies and the exchange ratélitglas well as the negative economic growth and
unemployment rate perspectives, slowed down the oétloans granted to households in all the
analyzed countries, yet with certain differenceseréfore, the countries that suffered the mostreeve
macroeconomic and financial imbalances were the aféected by the crisis.

The serious imbalances suffered by some countiiestd extremely fast, and often unsustainable
bank loan levels increases, and also the extremefjative effects of the current crisis on those
countries, underline the major role played by tbedehold loan market in ensuring economic and
financial stability. From this point of view, themtral banks and supervisory authorities are facing
new challenges related to risk management impromenaad to the enforcement of stability-
enhancing supervision regulations.
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