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The joint IMF-World Bank Financial Sector Assessment Program (FSAP) to Bosnia and Herzegovina (BiH),
conducted two missions in March 2006, and December 2005.

The mission comprised Hormoz Aghdaey (Mission Chief, World Bank) and R. Sean Craig (Deputy Mission
Chief, IMF); Andrea Maechler, Claudia Jadrijevic, Daniel Kanda, and Nkunde Mwase (IMF); Serap Oguz-
Gonulal, Sue Rutledge, Ramin Shojai, Richard Symonds, and Martin Slough (World Bank); Marko Skreb
(expert); and Marcel Maes and Walter Zunic (experts, banking supervision).

e Economic growth in BiH has been impressive with GDP tripling since 1995. It has been underpinned by
the currency board arrangement (CBA), which has contributed to low inflation and confidence in the
currency (the KM). A key macroeconomic vulnerability is the large external imbalance—reflected in a
current account deficit of 21 percent of GDP in 2005.

e  The transformation of the financial sector into one dominated by foreign-owned bank subsidiaries has
reduced the risk of a traditional banking solvency but has increased reliance on capital inflows to fund
credit. Risks to the sustainability of bank-intermediated capital flows and foreign exchange reserves
could arise from: (i) a possible underestimation of the build-up of credit risk from rapid credit growth;
and (ii) contagion through linkages arising from these banks’ international activities.

e To contain these risks to financial stability, reforms should focus on:

> Addressing weaknesses in the supervision of credit and other risks found in the Basel Core Principles
assessment to help ensure that banks’ can adequately identify and manage any build-up in credit risk.

> Adjusting prudential polices to diversify bank funding towards local sources.

> Strengthening consolidated supervision and also cooperation with home supervisors of foreign-owned
banks to better assess the potential for contagion, including by signing MOUs with them.

> Strengthening surveillance capacity by creating a new financial surveillance unit in the Central Bank
of Bosnia and Herzegovina (CBBH) to support high level discussions of financial sector policies.

> Unifying the two entity level supervisors at the State level to address the lack of independence,
protection from political interference and resources, and place the new agency in the CBBH as the best
way to ensure these objectives are met.

\FSAPs are designed to assess the stability of the financial system as a whole and not that of individual
institutions. They have been developed to help countries identify and remedy weaknesses in their financial
sector structure, thereby enhancing their resilience to macroeconomic shocks and cross-border contagion.
\F'SAPs do not cover risks that are specific to individual institutions such as asset quality, operational or legal
risks, or fraud
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EXECUTIVE SUMMARY

Economic growth in Bosnia and Herzegovina (BiH) has been impressive with GDP
tripling since 1995. It has been underpinned by the currency board arrangement (CBA),
which has contributed to low inflation and confidence in the currency (the KM). The banking
sector has expanded rapidly over the last few years and banking assets are now around 75
percent of GDP driven largely by the entry of subsidiaries of reputable European banks. The
nonbank financial sector is small but growing rapidly. Development of the institutions
providing oversight of the financial sector has not kept pace with the private sector, however,
and they need strengthening if risks to financial stability are to be adequately contained.

The dominance of foreign-owned bank subsidiaries has transformed the financial sector
and altered the risks to financial stability. The financial system is now more robust to
traditional banking solvency crises, as these subsidiaries can typically draw capital and
liquidity from their parents as needed, and now risks are primarily to the sustainability of
foreign exchange (FX) reserves.

Risks derive from the reliance of foreign-owned bank subsidiaries on foreign funding in
combination with the large current account deficit, equal to 21 percent of GDP in 2005.
Specifically, recognition of a possible build-up of credit risk or contagion through linkages
arising from these banks’ international activities could trigger a sudden slowing of credit
growth, reducing capital inflows and putting pressure on FX reserves. In sum, in addition to
the familiar direct macroeconomic effect of a slowing of credit growth, there could also be an
indirect effect associated with financial instability induced by capital flow volatility. This
report focuses on the latter and concludes that the financial system appears resilient to these
risks and that maintaining confidence in the currency should help limit potential pressures on
FX reserves.

To contain risks to financial stability, reforms should focus on the following areas:

e Strengthening banking supervision and adapting it to the transformation of the
financial system in line with recommendations in the Basel Core Principles (BCP)
assessment. This would include addressing weaknesses in the oversight of loan
classification and provisioning to ensure more effective bank management of credit risk
and identification of build ups in risk from rapid credit growth by supervisors.

¢ Increasing banks’ flexibility to rely on local funding to finance credit—thereby
reducing a potential source of capital flow volatility—by relaxing tight prudential limits
on maturity mismatches, introducing a capital charge for market and other risks that can
arise from such mismatches, and possibly adopting the common practice of treating
very stable “core” deposits as longer-term deposits for maturity matching.

¢ Enhance cooperation with home supervisors of foreign owned banks to better assess
the potential for contagion through these banks and help ensure that they adequately
manage risks in their subsidiaries, including by signing memoranda of understanding



(MOQOUgs); and strengthen consolidated supervision of these banks in line with BCP
assessment recommendations.

e Strengthen surveillance capacity by creating a new financial surveillance unit in the
Central Bank of Bosnia and Herzegovina (CBBH) to monitor risks to financial stability.
To ensure this surveillance contributes to financial stability, the unit’s analysis must be
integrated into the high level deliberation on financial sector policies involving the
Governor and heads of supervision.

o Unify the two entity supervisors to address the lack of the independence, protection
from political interference and resources that may compromise the effectiveness of
supervision. While in principle the unified supervisor could be set up as an independent
agency, placing it in the CBBH would ensure protection from political interference.

While the insurance sector is too small to be systemically important, the unsettled
conditions in the sector could weaken confidence in the financial system. For example,
unscrupulous companies are offering discounted premiums for motor third-party liability
business that are well below the prescribed floor price required to ensure their solvency,
which could reflect an intention not to pay. An upgrading of the supervisory enforcement
capacity and the introduction of the necessary technical regulations are urgently needed to
avoid a crisis in the sector.

Banks’ capacity to accurately manage corporate sector credit risk can be enhanced by
addressing weaknesses in corporate governance. This would reduce the opacity of
ownership structures, a lack of accountability of boards and managers, and poor transparency
and financial reporting. (See the attached Corporate Governance ROSC).



Box 1. FSSA Priority Recommendations

1. Enhancing the banking supervision and regulatory framework

e Upgrade supervision of bank provisioning and loan evaluation, as recommended in the BCP
assessment, to better identify build ups in credit risk and strengthen bank risk management.

e Foster a shift from foreign to local financing of credit by: (i) relaxing tight limits on maturity
and currency mismatches; (ii) introducing a regulatory capital charge for market and other risks
that can arise from such mismatches; and (iii) possibly treating very stable “core” deposits as
long term deposits for maturity matching purposes.

2. Strengthen cooperation with the home supervisors of foreign-owned banks
e Enhance consolidated supervision in line with the BCP assessment recommendations.

e Develop information sharing with home supervisors of foreign-owned subsidiaries to assess
the condition of parent banks and the risk of contagion from these banks’ activities abroad.

3. Develop a financial sector surveillance unit within the CBBH

o Ensure that the high-level meetings between the Governor and Banking Agency Directors on
financial sector policies make effective use of the unit’s surveillance outputs.

e Report and disseminate financial surveillance analysis, possibly in a Financial Stability Report.

4. Unify the two entity-level supervisors at the State level
e Draft a State-level Banking Law that ensures adequate legal protection from political pressure.

e Place the new agency within the CBBH as the most reliable way to ensure independence.

5. Strengthen insurance supervision to avoid weakening confidence in the financial sector

e Issue the necessary technical regulations and upgrade supervisory enforcement capacity.

6. Enhance corporate governance to improve transparency of corporate sector risk

e Strengthen disclosure of beneficial owners, transparency and quality of financial reporting, and
accountability of corporate boards and manages in line with the Corporate Governance ROSC.




I. MACROECONOMIC AND POLITICAL ENVIRONMENT

1. The BiH economy has made an impressive recovery since the end of the war.
GDP has tripled since 1995 and the consolidated fiscal deficit has fallen by 5 percentage
points of GDP since 2001 so that the budget is now roughly in balance. The CBA,
established in 1997, has contributed to low inflation and exchange rate stability. These gains
have been underpinned by a reform process partly driven by the direct involvement of the
international community. As this process evolves into one led by the authorities, strong
ownership of the reforms will be required to ensure macroeconomic and financial stability,
especially given the complex and decentralized structure of government in BiH where two
largely autonomous regional entities and an autonomous district coexist with a relatively
weak state level government. The reform process could be bolstered by negotiation of a
Stabilization and Association Agreement with the European Union (EU), initiated in
December 2005, with the ultimate objective of EU membership.

2. The large current account deficit, at 21 percent of GDP in 2005, remains well
above sustainable levels and represents a critical vulnerability (Table 1). Low private
sector savings relative to investment appears to be the principal counterpart of the external
deficit since the general government budget is roughly in balance. FX reserves have risen,
indicating that capital inflows have been more than sufficient to finance the current account
deficit. In a CBA, however, the level of FX reserves should be compared to the monetary
liabilities of the central bank,' which have increased in parallel with FX reserves (Table 1).

II. STRUCTURE AND DEVELOPMENT OF THE FINANCIAL SYSTEM

3. Banking sector assets are relatively high at 75 percent of GDP (Table 2). There
has been rapid consolidation in the banking sector facilitated by the privatization of state
owned banks. The number of state-owned banks has fallen sharply and most of those
remaining are under provisional administration. The outcome of this consolidation, which is
still ongoing, is a financial system dominated by majority foreign-owned banks, with the six
large foreign-owned bank subsidiaries accounting for 65 percent of total assets and deposits
at end-2005. These banks have also been the main drivers of credit growth, holding more
than 60 percent of total loans. Banks from four countries hold more than

70 percent of foreign-owned bank capital in BiH (Figure 1).

! Under the rules of the CBA, monetary liabilities composed of currency and deposits by banks at the central
bank must be fully backed by the FX reserves. Thus, a decline in FX reserves will lead to a fall monetary
liabilities and a monetary contraction through the operation of the CBA.
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Table 1. Bosnia and Herzegovina: Selected Economic Indicators

2001 2002 2003 2004 2005
(percentage change)
Real GDP 3.6 5.0 4.1 5.8 5.0
CPI 32 0.3 0.6 0.2 2.8
Credit to the private sector 13.7 36.2 24.8 27.5 27.5
(in percent of GDP)
General government balance -4.5 -3.3 -2.0 -0.4 0.9
Current account balance -13.3 -19.1 -20.9 -19.3 -21.3
FDI (net, bank and nonbank) 2.1 43 4.9 6.6 3.0
Foreign loans 15.9 4.6 6.0 2.5 8.5
Gross international reserves 22.5 19.4 20.8 24.0 27.1
Monetary liabilities of the CBBH 21.4 18.3 19.5 22.6 25.7
Source: Central Bank of Bosnia and Herzegovina.
4. The nonbank financial sector is relatively underdeveloped. Insurance sector

assets are 3.4 percent of GDP. Most insurance companies focus on nonlife business, which
accounted for 90 percent of premium income in 2004. Foreign-owned companies are
increasingly important and now earn close to one-half of insurance premiums. Equity
markets are relatively undeveloped, as indicated by the low turnover (Table 2), reflecting
weaknesses in corporate governance.’

S. The leasing market has experienced significant growth in the past few years.
Between 2004 and 2005, outstanding leasing contracts grew by 74 percent, reaching

190 million euros by end-2005. Three of the six leasing companies, all subsidiaries of
foreign banks or leasing companies, account for over 95 percent of all leasing activity. They
rely largely on their foreign parent institutions for funding.

6. Micro credit institutions (MCIs) have a significant presence in BiH. At end
2004, there were 46 registered MCls, although the number of active institutions is
significantly less. Their credit portfolio totaled over 130 million euros with a client base of
about 100,000. MClIs do not take deposits and were mostly established with donor funds but
over the last two years have shifted their funding source toward bank loans.

* The World Bank FSA and the attached Corporate Governance ROSC address the challenges associated with
developing equity markets in BiH.
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III. FINANCIAL SYSTEM RISKS AND VULNERABILITIES

7. The domination of the banking system by large foreign banks has improved the
soundness of the financial system but altered the nature of risks to financial stability.
The main risk is no longer a traditional banking solvency crisis but rather the risk to the
sustainability of FX reserves arising from the potential for capital flow volatility. A key
source of this risk is possible underestimation of a build up in credit risk from rapid credit
growth (Section III.A). This contributes to the potential for a sharp slowing or fall in bank
intermediated capital inflows if banks reduce credit growth (Section II11.B). Another is the
potential for regional contagion through foreign-owned banks, where developments
elsewhere in the region could trigger reassessment of risks in BiH, leading to a slowing of
credit growth and fall in capital inflows (Section III.C). The significance of these risks can
be assessed using Financial Soundness Indicators (FSIs) and stress tests of a range of
potential shocks (Section III.D and Appendix).

Table 2. Structure of the Financial System, 2000—June 2005

2000 2001 2002 2003 2004 2005
Number

Banks 57 51 41 37 33 33
Foreign-owned banks 1/ 16 19 20 22 22 22
Domestic private banks 26 20 14 8 5 8
State banks 15 12 7 7 6 3

Insurance companies 20 19 19 18 18 17

Leasing companies na na na na na 5

Investment funds (asset mgmt. companies) na na na na na 24

Brokerage houses na na na na na 64

Licensed Brokers na na na na na 27

Micro-credit enterprises (SMEs) na na na na na 46

Financial system assets (mill. KM)

Banks 3,138 4,480 5,472 6,989 9,265 10,814
Foreign-owned banks 1/ 951 2,971 4,197 5,571 7,489 9,321
Domestic private banks 970 768 929 1,048 1,402 1,089
State banks 1,216 742 345 370 373 404

Insurance sector 2/ na 279 311 339 423 486

Leasing companies 3/ na na na na na 370

Micro-credit enterprises (SMEs) na na na na na 250

Market capitalization na na na na na 9,100

Market turnover na na na na na 0.008

Assets as percent of GDP

Banks 1/ 30.6 40.2 46.3 559 68.7 75.3

Insurance companies na 2.5 2.6 2.7 3.1 3.4

Leasing companies na na na na na 2.6

Micro-credit enterprises (SMEs) na na na na na 1.7

Equity market capitalization na na na na na 63.4

Source: Central Bank of Bosnia and Herzegovina.

1/ The foreign-owned banks are subsidiaries of large foreign banks.
2/ Excludes total assets from the Republika Srpska.
3/ Represents the total financed volume.
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Figure 1. Ownership Structure of Foreign-Owned Banks, December 2005
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Source: Central Bank of Bosnia and Herzegovina.

A. Credit Growth and Underestimation of the Build-Up in Credit Risk

8. Rapid credit growth, which was around 27 percent in 2005, can contribute to
an unrecognized build-up in credit risk (Figure 2). The increased volume of loans from
rapid credit growth overstretches banks’ credit assessment capacity. This deterioration in
quality of disbursed credit is often not apparent as the increase in the share of new loans can
temporarily depress reported nonperforming loans (NPLs) and credit quality problems
typically emerge with a delay. Associated with this build up in credit risk is an increased
risk of a credit crunch, where when banks recognize the extent of the build up they may
sharply cut or reverse lending growth.

0. Institutional weaknesses can contribute to the underestimation of the build up
in credit risk. They include a lack of adequate credit monitoring tools and corporate
governance, reflected in weak accounting, auditing, financial reporting and disclosure, and
opaque ownership structures. The poor quality of data on credit risk means that foreign
owned banks’ risk management and measurement systems designed for developed countries
do not work well in many Central and Eastern European (CEE) countries.” This led banks to
rely heavily on collateral and third-party guarantors to mitigate credit risk. There have been
some improvements in credit monitoring tools with the establishment of a collateral registry
and the CBBH credit registry covering firms. However, shortcomings in data availability

? Banks indicated that their credit risk models work well in more advanced CEE countries (e.g., Czech Republic
and Slovenia) but not in countries with poor data, such as BiH, partly owing to the lack of an adequate credit
bureau or register. Parent banks may therefore find it difficult to reliably estimate credit risk or risk adjusted
return on equity (ROE) in their BiH subsidiaries and must rely largely on the judgment of local managers.
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limit banks’ capacity to monitor household credit risk.* For example, banks make extensive
use of third party loan guarantees to mitigate household credit risk but sometimes cannot
identify situations where the same person has guaranteed multiple loans.

Figure 2. Credit and Deposit Growth, 200305
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Sources: Federation and the Republika Srpska Banking Agencies; and staff estimates.

1/ Credit data are adjusted so that government takeover of bank assets and
liabilities in 2003 do not introduce structural breaks in the figure.

10. Underestimation of credit risk may also result from the indexation of most KM
loans to the euro. Indexed loans are often made to borrowers that lack a hedge against FX
risk, giving rise to indirect credit risk. This source of credit risk may be underestimated
owing to moral hazard arising from a perception that the international community will not
allow the CBA to fail, resulting in an underpricing and/or under-provisioning for this risk.

11.  Foreign-owned banks have been the main source of credit growth in BiH
(Figure 3). They account for 84 percent of loans, with the six largest foreign-owned banks
alone accounting for 65 percent of total loans. Many of these banks are expanding credit in
a number of CEE countries simultaneously as part of a broader long term regional strategy
to raise the overall ROE of the bank group by using the higher ROEs in the CEE region to
offset the relatively low ROE earned by parent banks in their home markets (Figure 4). This
strategy appears to be successful with these banks earning a disproportionately large share
of group profits in the CEE region. For example, in June 2005, Austrian bank groups earned

* Data quality should improve with the planned extension of the CBBH credit registry to cover individuals.
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43 percent of their profits in the CEE region, although only 23 percent of their assets were
invested there.

Figure 3. Bank-by-Bank Credit Growth, June 2004—June 2005
%
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Sources: Banking Agency of the Federation and Banking Agency of the Republika Srpska.

12. Overambitious ROE targets set by parent banks for their subsidiaries in CEE
countries could contribute to the risk of a sharp slowing of credit growth. According to
some banks, these targets are generally between 20 to 25 percent before tax in BiH. Banks
that underestimate the build up in credit risk will tend to set overambitious ROE targets
because they set provisioning rates that are too low. When the extent of underestimation is
recognized (or when the risk materializes), banks have to increase their provisioning rate in
line with their upward reassessment of credit risk, reducing ROE projections. This could
lead management of large foreign bank groups to conclude that their ambitious ROE targets
cannot be met. They may curtail lending growth in response, depending on the extent to
which they reassess their long term strategic objectives in BiH and the region as a result.

B. Foreign Funding of Credit, Capital Flows, and Foreign Exchange Reserves

13. Foreign-owned bank subsidiaries rely on long-term foreign funding, mostly
from their parent banks, to finance credit growth. This means that most lending is
funded from abroad since domestically-owned private banks that generally use local
deposits for funding represent only 9 percent of banking system assets. Moreover, much of
this financing is parent banks funding of their BiH subsidiaries, which accounted for over
70 percent of all bank-related capital inflows in 2005. Reliance on foreign funding partly
reflects its relatively low cost. A number of foreign-owned banks indicated that their cost of
funding was EURIBOR plus 150-250 basis points. This resulted in 2005 in foreign funding
costs of around 4-5 percent, which was below interest rates on local long-term euro
denominated deposits in BiH. With lending rates on long-term euro-indexed loans reported
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at between 7 to 11 percent, the wider lending margins provided by this foreign funding cost
advantage contributed significantly to ROE.

Figure 4. Return on Equity Trends in Austria, Germany, and Italy, 2001-05 1/
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1/ After tax ROE. The average indicative pretax ROE targets for their subsidiaries in the
CEE regions indicated by the large Austrian, German, and Italian banks active in BiH is
roughly 20 percent.
14. The strict maturity and currency matching requirements have contributed to

the reliance on foreign funding. Specifically, the short maturity of local deposits limits
their role in funding credit growth. Banks have long maturity loan portfolios and must rely
on long maturity foreign funding to comply with the maturity matching requirements. Table
3 illustrates for the six largest banks how the stock of resident long term FX deposits falls
well short of what is needed to fund long term FX (and indexed) loans.” In sum, the
matching requirement result in a segmented bank balance sheet structure: euro-indexed
loans are mostly funded through long-term euro deposits and loans from abroad; local short
term KM deposits fund banks’ excess reserves (the only short term KM asset); and, resident
short term euro denominated deposits fund banks’ correspondent banks euro deposits
abroad (Figure 5). This segmentation contributes to the vulnerability of the financial sector

> Table 3 illustrate how the matching requirement work, however, in reality, it is considerably more complex as
the requirements vary across maturity buckets.
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by contributing to a tight link between bank lending and capital flows. It also leads banks to
transfer euro deposits of residents abroad rather than use them to finance local lending. The
policy recommendations below work partly by reducing this balance sheet segmentation.

Table 3. Maturity and Currency of Loans and Deposits: Six Largest Banks, June 2005 1/

Loans
(in percent of total)

Deposits
(in percent of total)

By currency
KM
FX

By Maturity
ST
LT

By currency and maturity
KM- ST
KM-LT

FX-ST
FX-LT

Resident
KM - ST
KM - LT

FX-8T
FX-LT

Nonresident
KM - ST
KM - LT

FX-S8T
FX-LT

29.2
70.8

19.0
81.0

5.9
23.3

13.1
57.6

5.9
23.3

13.1
57.6

n.a.
n.a.

n.a.
n.a.

32.6
67.4

56.8
43.2

28.3
4.4

28.5
38.8

27.7
4.0

25.9
18.0

0.6
0.4

2.7
20.8

Sources: Banking Agencies of the Federation and Banking Agency of the Republika Srpska .

1/ FX loans include both FX loans and euro indexed KM loans—76 percent of all KM
denominated loans made by the six largest foreign-owned banks in June 2005 were indexed to

the euro and therefore are included in FX loans.

15. Bank-intermediated capital inflows to finance credit account for a large share
of the increase in FX reserves. Banks typically receive funding as euro denominated-loans
and deposits from abroad but lend mostly in KM indexed to the euro. Indexed loans are
treated like euro loans in the currency matching requirement and thus can be financed with
euro-denominated funding. Since indexed loans are denominated in KM, lending involves a
conversion of euros into KM, which contributes directly to an increase in FX reserves.
Figures 6 and 7 provide an estimate of the contribution of foreign funding to FX reserves.
They also show that FX reserves have increased for other reasons. Support from the

% Bank intermediated capital inflows in Figures 6 and 7 are larger than bank related portfolio capital flows
reported in the balance of payments because they include deposits, loans and equity provided by parent banks to
their BiH subsidiaries, which are included in foreign direct investment (FDI) in the balance of payments.
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international community has been important in this regard but as it scales back its
involvement in BiH its contribution to FX reserves should diminish.

Figure 5. Illustration of the Segmented Balance Sheet Structure of the Banking System

Assets

Liabilities (sources of
financing)

Euro and euro-indexed
long-term loans

Euro deposits in
correspondent bank
accounts abroad

| Excess reserves (held at the
' CBBH)

Other assets

Non-resident euro long-term
deposits and loans

Resident euro short-term
deposits

Resident KM-denominated
short-term deposits

Other liabilities

Figure 6. CBBH Net Foreign Reserves Net of Bank-Related Capital Inflows
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Sources: Central Bank of Bosnia and Herzegovina; and Fund staff estimates.
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Figure 7. CBBH Net Foreign Reserves Net of Bank-Related Capital Inflows

(In percent of GDP)
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Sources: Central Bank of Bosnia and Herzegovina, and IMF staff estimates.
16. This link between FX reserves and bank-intermediated capital flows has so far

contributed to a rise in FX reserves but could also work in the opposite direction, and
thus represents a risk to the sustainability of FX reserves. Specifically, a reduction in
bank intermediated capital inflows would result in a drawdown in FX reserves to finance
the large current account deficit. Continued confidence in the local currency should help to
limit the drawdown in FX reserves, but if there is an associated shift by residents from KM
currenc;/ into euro cash, and KM bank deposits into euro deposits, FX reserves could fall
further.

17. The risk to the sustainability of FX reserves is exacerbated by a larger current
account deficit. Specifically, the size of the deficit determines the rate at which FX reserves
are drawn down to finance the current account in place of the lost external (bank-
intermediated) financing. This macro-financial linkage highlights the importance of
macroeconomic policies to narrow external imbalances owing to their role in reducing risks
to financial stability. The significance of this risk to FX reserves reflects a number of
underlying financial and macroeconomic features of BiH (i) high euroization; (ii) a fixed
exchange rate regime (i.e., the CBA); (iii) a largely foreign-owned banking system reliant
on external funding; and (iv) large external imbalances.

7 A shift from KM deposit into euro deposits would necessitate a corresponding shift on the asset side of banks’
balance sheet from KM excess reserves to euro correspondent bank deposits abroad (Figure 5) owing to the
currency matching requirement. FX reserves would decline as banks move these assets abroad.
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C. Potential for Contagion through Foreign-Owned Banks

18. The rapid expansion of foreign-owned banks in BiH (Figure 8) has contributed
to financial stability but also to potential channels for contagion from shocks in other
CEE countries. Contagion depends partly on the operation of foreign bank groups’ risk
management systems. Specifically, rapid credit growth across the region has contributed to
a build up of credit risk in these other countries as well (Figure 9), and contagion could
occur when the recognition or materialization of risk in these countries triggers a
reassessments that leads these banks to also view their exposures in BiH as more risky and
to slow, or reverse, credit growth in BiH. Similarly, developments in the banking system in
the home country of these banks could lead them to cut exposures in BiH.

19. The large asymmetry in the relative importance of bilateral credit exposures to
BiH and to foreign-owned banks means that changes in parent bank lending policies
that are modest from the perspective of the bank can have a big impact on BiH. For
example, Austrian banks’ exposure to BiH is only 2 percent of their total CEE regional
exposure but represents 68 percent of BiH borrowing from foreign banks (Figure 10). This
asymmetry could have implications for contagion because it may make it less likely that
foreign banks groups will internalize the impact of a reduction in their exposures on capital
inflows and credit growth in BiH and moderate the reduction to lessen the impact.

D. Assessing Risks to Financial Stability8

20. The combination of robust FSIs and the capacity of foreign-owned banks to
draw support from their strong foreign parents suggests that the banking system is
highly resilient to a traditional solvency crisis. Reported capital adequacy ratios (CARs)
are above the 12 percent minimum required by supervisors in all three key peer groups
(Table 4). While the CAR for the peer group of reputable foreign-owned bank is
significantly lower, this reflects banks’ strategy of maintaining relatively low capital ratios
in their BiH subsidiaries to raise reported ROE since the parents typically can be expected
to provide additional funding or capital when needed.” The resilience of the banking system
is confirmed by stress tests (presented in the Appendix) of a reclassification of performing
and watch category loans into the non-performing loan (NPL) categories resulting from a
recognition of the extent of a build up in credit risk. For example, a 15 percent
reclassification would push CARs below the regulatory minimum only for large foreign-
owned subsidiaries who can typically draw capital from their parents.

% Details of the stress test methodology and results are presented in the Appendix.

? This was emphasized by banks. Of course, parent banks might not come to the aid of their subsidiaries and
local depositors in special circumstances, such as when a government freezes, expropriates or devalues bank
assets, imposing losses on the banks (e.g., Argentina in 2001), or when losses occur due to fraud in a privatized
bank that the foreign parent did not detect in the takeover (e.g., Rijecka Bank in Croatia in 2002).
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Figure 8. Bank Foreign Claims on Central and Eastern European Countries and Bosnia and
Herzegovina, 1995-2005
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Source: Bank for International Settlements.

Figure 9. Credit Growth Rates for Countries in the Region, 200305
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Figure 10. Relative Size of Home and Host Country Exposures, September 2005
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21. In view of the apparent soundness of the banking system, stress testing focused
on risks to financial stability arising from the heavy reliance on potentially volatile
bank-intermediated capital inflows to finance rapid credit growth. The above analysis
highlighted liquidity risk arising from (i) a slowdown in credit growth that reduces capital
inflows, and (ii) the potential second-round effect if this triggers a shift from KM into euros,
although the latter would be limited by continued confidence in the currency. These two
shocks could result from a recognition of the extent of a build up in credit risk or by
contagion from abroad. They have a direct macroeconomic impact through the credit crunch
but can also have an indirect effect through the impact on capital flows, which contributes
to the potential for financial instability. Since the stress testing exercise is concerned with
risks to financial stability, it focuses on the latter effect.

22. The financial system appears resilient to these sources of risk. The stress tests
suggest that the financial and monetary system would be able to absorb the relatively
modest loss in foreign exchange reserves associated with a fall in credit growth and the
capital inflows financing them. However, when this loss is combined with the effect of a
shift from KM into euros the overall impact may be large enough to warrant more concern.
Although it is very difficult to assess the likelihood of financial instability, this does
highlight the importance of maintaining confidence in the currency. For example, ignoring
probable offsetting effects, a scenario combining the two—credit growth slowing to zero
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and a 10 percentage point shift of KM currency and deposits into euros—could reduce FX
reserves by as much as 29 percent, or 7.6 percentage points of GDP (see Appendix). It is
important to emphasize that these stress tests are hypothetical and do not in any way
constitute a prediction. In particular, they ignore macroeconomic feedback effects that
reduce the impact of shocks, where the slowdown in credit could induce a recession that
would narrow the trade balance and slow the loss in FX reserves. Nevertheless, the stress
tests do highlight the need for enhanced financial surveillance to assess these risks and to
develop policies to contain them and maintain confidence.

IV. POLICIES TO STRENGTHEN FINANCIAL STABILITY AND SUPERVISION
A. Policies Targeting Risks to Financial Stability

23. The above analysis suggests that policy should focus on risks related to
potential volatility in bank-intermediated capital inflows as the risk of a traditional
banking system solvency crisis is very low. These risks arise from the potential
underestimation of the build-up of credit risk associated with rapid credit growth and
foreign funding of most of this credit growth. Policies need to target these sources of risk
directly rather than try to slow credit growth as foreign-owned banks have proved adept at
circumventing measures to control credit growth (Box 2). This will require a strengthening
of the surveillance capacity of the CBBH to properly assess these risks and policy options
through the creation of a new financial surveillance unit. The analysis of this unit must be
integrated into the discussion of policies by the CBBH Governor and Directors of the
Banking Agencies, reflecting the greater importance of prudential policy to financial
stability in a CBA owing to the constraint on monetary policy.

24. The potential for underestimation of a build-up in credit risk can be addressed
through policies that strengthen oversight of banks’ management of credit risk. A
number of specific measures should improve banks’ evaluation of credit risk:

Supervisors’ monitoring and enforcement of provisioning and loan evaluation
needs to be upgraded in line with recommendations in the BCP assessment. This
will help ensure that banks hold sufficient regulatory capital consistent with the
underling risks, including indirect credit risk from euro-indexed lending to unhedged
borrowers. Adequate provisioning for expected losses should contribute to more
accurate (and presumably lower) parent bank ROE projections, discouraging
overambitious credit expansion plans.

BiH supervisors’ cooperation with the home supervisors of foreign owned banks
needs to be strengthened to ensure effective oversight of foreign owned subsidiaries
in BiH. Home supervisors can provide information on the potential for contagion
through these banks and help ensure that parent banks are adequately managing risks
in their subsidiaries. To ensure effective consolidated supervision of these banks,
MOUs must be signed and implemented with all home supervisors.
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o Improving the quality of creditor information, including by requiring companies

to provide accurate financial reports and extending the new CBBH credit registry to
cover households as well as corporations. Better data on borrowers’ and guarantors’
debt, debt repayment, and income should facilitate a more realistic assessment of
credit risk. The improvement in parent bank risk measurement should reduce the
scope for subsidiaries to underprovision in order to report higher ROE.

o Supervisors should encourage banks to tighten limits on debt-to-income and/or

debt service-to-income ratios. If there are signs of an unsustainable build up in
credit risk, supervisors could require banks to use more reliable household debt and
income data on prudential grounds to strengthen their credit risk management.

25. These prudential measures, which serve as the primary instruments to limit
risks to financial stability, can be reinforced by policies to reduce risks from volatile
bank-intermediated capital inflows. These policies encourage banks to diversify funding
source