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The integration into the EU regulatory and supervisory framework has
played a crucial role in successfully stabilizing and aligning CESEE
financial sectors with the other EU countries. Non-performing loans
dropped from around 11% after the GFC to around 3% nowadays, while
Solvency ratios increased from 12% to more than 20% in the same
period. At the same time, some CESEE-specific structural features
remain in place. CESEE banking systems are mostly foreign-owned and
strongly oriented towards ‘plain vanilla’ type of banking activities, in
particular loans to households and corporates. Moreover. CESEE
financial sectors remain relatively small compared to the size of these
economies and heavily bank-centric. Looking at corporate lending,
there are some concerns that CESEE banks may be over-conservative in
their lending practices, questioning the financing for corporate growth
and innovation. Looking forward, regulatory simplification should be
considered and market-based financial mechanisms should be
strengthened to provide more flexible and innovative funding
opportunities for businesses. These measures should also help in
developing the financial systems in potential new EU member states.

EU accession of CESEE countries helped
in stabilizing their financial systems.

These financial systems are mostly
foreign-owned and still heavily bank
centric, focusing on conservative
business.

Alternative financial mechanisms
should be strengthened to provide
flexible and innovative funding for small
businesses.

Regulatory simplification and
alternative financing options should
also support financial development in
potential new EU member states.

* We are grateful for the comments received from Jochen Mankart and Adam Banai.
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Introduction

The financial sectors of Central, Eastern, and Southeastern Europe (CESEE) have
experienced substantial development during the last decades. In the late ‘90s and early
2000s there were still fears that the lack of institutional infrastructure, weak regulatory
frameworks, and the dominance of state-owned banks would hinder financial development and
increase the vulnerability to crises (Thimann, 2002). However, financial sectors in these
countries were successfully liberalized, restructured and privatized, with strong involvement
of foreign strategic investors (Bokros, 2001). After the Global Financial Crisis (GFC), there was
an increased focus on financial stability, with a shift towards more diversified funding sources,
reduced reliance on foreign parent banks (Lahnsteiner, 2020) as well as stronger micro- and
macroprudential supervision (Iwanicz-Drozdowska and Witkowski, 2020).

In this policy brief, we look at key features of CESEE financial systems 35 years after
transition and more than 20 years after EU enlargement. We assess some important
financial stability indicators, and we ask whether the CESEE financial sectors are fully prepared
for the current challenges that the CESEE region as well as the EU as a whole is facing, including
the need to finance more competitiveness-enhancing investments and to speed up the green
transition. Now is a good time to ask these questions, first and foremost for the CESEE region
itself. Moreover, the lessons from the transformation of CESEE financial sectors can also
contain important messages for future accession countries, especially given the current
turbulent geopolitical times.

The current state of CESEE financial sectors -
mostly foreign-owned and credit-oriented

Since the early 2000s, the financial sectors of CESEE countries are characterized by a
high level of foreign ownership, with many banks being subsidiaries of Western
European parent banks™. This ownership structure has strongly influenced CESEE banking
sectors and led also to some differences of the activities of parents and subsidiaries. While more
complex operations remain under the aegis of parent banks, the subsidiaries in CESEE
countries concentrate on traditional domestic banking activities, such as granting loans to
households and domestic businesses. This is relatively straightforward and in line with the aim
of the parent banks’ decision to invest into CESEE countries to benefit from the potential in
financing these economies.

Differences in the activities between parent banks and subsidiaries can be seen in banks’
income sources?, The importance of net interest income and net fee and commission income
for overall profits is somewhat larger for CESEE banks compared to the parent banks (Chart 1).
By contrast, median income from financial instruments and trading assets is higher and
represent a larger share of total assets for parent banks than for CESEE banks, as visible from
Chart 2.

1 The median share of foreign subsidiaries and branches in total assets among CESEE countries was 70% as of end-2023
based on the ECB’s Consolidated Banking Data, distributed as follows: Croatia 87%, Slovakia 87%, Latvia 86%, Czechia
83%, Bulgaria 73%, Lithuania 70%, Romania 66%, Slovenia 48%, Estonia 46%, Poland 42% and Hungary 36%.

2 While Chart 1 and 2 below compare CESEE banking sectors with the biggest parent companies, they serve well for

illustrational purposes.
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Notes: Own calculation based on data from ECB Data Portal for CESEE countries and the EBA transparency exercise
for parent banks. We selected the largest banks having subsidiaries in CESEE countries: Erste Group, ING, Intesa
Sanpaolo, KBC, Nordea, Raiffeisen, Swedbank, UniCredit and BNP Paribas.
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Notes: Own calculation based on data from ECB Data Portal for CESEE countries and the EBA transparency exercise.
For sample composition see Chart 1.
The composition of loans assets in CESEE banks further highlights their focus on
traditional banking activities. Chart 3 shows that the share of loans to households (HH) and
Non-Financial Corporations (NFCs) in per cent of total assets is significantly higher in CESEE
countries compared to banks in other EU countries. Going one step further and distinguishing
between foreign-owned and domestically-owned banks in CESEE - the latter being a
substantially smaller part of the banking sector - reveals that domestic CESEE banks have an
even larger share of loans to households and NFCs. This suggests that domestic CESEE banks
are concentrated on serving retail clients and businesses?3. Foreign-owned subsidiaries have a
somewhat broader focus, although still less so than their parents. Connecting these findings to
the research of Lahnsteiner (2020) and Iwanicz-Drozdowska and Witkowski (2020), it
becomes evident that parent banks and subsidiaries serve different market segments*.

Banks in non-EU CESEE countries, have a much lower share of loans to households
relative to total assets. However, the share of loans to NFCs is proportionally higher, so the
overall share of loans to HH and NFCs is similar in EU and Non-EU CESEE.

3 As in most of CESEE countries domestic banks are even smaller than the foreign subsidiaries, this higher focus on
financing the domestic economy is probably due to the size effect.

4 Lahnsteiner (2020) notes that most CESEE banking systems have reoriented their funding from net foreign liabilities
toward domestic deposits. He argues that this shift increases resilience, although supervisors and policymakers must still
address several remaining vulnerabilities. One of his suggestions particularly calls for improving the alignment of funding
structures with new regulations through deeper integration of European capital markets. Iwanicz-Drozdowska and
Witkowski (2020) show that parent banks first seek geographic diversification of group assets in host countries, then
enforce strict capital discipline and aim for subsidiary returns on equity that exceed local market averages. When a
subsidiary’s ROE surpasses that benchmark, the parent typically halts further credit expansion and instead maximizes
extraction of existing investments. In this way, parent banks are both pushed to find profits beyond their home markets
and focused on securing the profitability of their foreign subsidiaries in CESEE countries.
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traditional banking. For future EU accession candidates, this suggests that efforts to achieve a

more diversified financial landscape may need to be strengthened and front-loaded.

Chart 3
Composition of loans (% of total balance sheet) by country in 2022
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Notes: Own calculations based on aggregate balance sheet data, 2022.

CESEE financial sectors are small and bank
centric

The financial sectors of CESEE countries are relatively small compared to other EU
countries and are primarily bank centric. Chart 4 shows that the financial sectors in CESEE
countries are dominated by banks (monetary financial institutions ‘MFIs"), with only limited
contributions from other financial intermediaries (OFIs), insurance corporations, and pension
funds.

This structure, as already indicated in the previous section, has both advantages and
disadvantages. On the one hand, the strong focus on traditional banking activities, such as
lending to households and small businesses, makes banks in the region less directly exposed to
large financial market shocks. On the other hand, the limited development of alternative
financing sources, such as market-based finance and venture capital, restricts the ability of
firms to diversify their funding, limits their access to more sophisticated financial products and
may hamper corporate growth and innovation. In fact, existing empirical research questions to
what extent bank credit, especially lending by foreign-owned banks, is really an important
source of economic growth in CESEE (Iwanicz-Drozdowska and Witkowski, 2020).

There is plenty of work suggesting that stronger market-based finance, more venture
capital, and - more generally - more provision of non-bank financial services provides
firms with greater flexibility in their funding choices and supports corporate growth and
innovation. Venture capital plays an important role in financing innovation (Lerner & Nanda,
2020). It’s existence typically requires, however, a critical size of a stock market, which in turn
is hard to achieve in bank-based systems (Black & Gilson, 1998). In fact, lack of market-based
venture capital often results in the relocation of promising European Start-Ups to other
jurisdictions, mainly the U.S. (Weik et al, 2024). Fintech and digital finance initiatives also
provide alternative funding sources, but their occurrence is often connected to less stringent
banking regulation and a regulatory ease of doing business (Cornelli et al., 2023).
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Notes: Own calculations based on Eurostat and EIOPA data, 2022. The large share of OFIs in Hungary is partially
because of the existence of private equity funds. These funds are not significantly connected to the financial system,
they are usually engaged in holding or group financing activities.
Besides being bank-centric, the CESEE financial sectors are also very stable over time,
compared to the size of the economies. Bank balance sheets in EU CESEE countries mostly
fluctuated between 80 to 90% of GDP between 2015 and 2022 (Chart Al). This is a
substantially smaller aggregate banking sector that in the EU as a whole and may in fact be
smaller than optimal, given the state of economic development (Popov, 2017). This in turn
raises the question why CESEE banking sectors are not further developing and what potential
solutions could look like.

CESEE financial sectors became more stable

CESEE financial sectors have become a lot more stable after the GFC, which is very good
news. Stable financial systems are essential for economic growth, ensuring that banks can
absorb shocks and continue lending during times of stress. As far as stability is concerned,
banking sectors in EU CESEE-countries benefit from EU-membership and common prudential
banking regulation. By contrast, non-EU CESEE countries have in general more costly banking
services and their financial markets are usually riskier for investors (Vunjak et al., 2020).

NPL ratios of EU CESEE countries are now more aligned with those of other EU countries.
To assess banking sector stability, we look at non-performing loans (NPL) and solvency ratios
over time. The NPL ratio practically measures the percentage of loans that have not been
serviced for more than 90 days (Chart 5). Until around 2011, there was a clear comovement
between the NPL ratio in non-EU CESEE and EU CESEE countries. After2011, the trends began
to diverge>. From 2014 onwards, EU CESEE countries started to exhibit a pattern similar to that
of the other EU countries, with NPL ratios declining steadily to very low levels. This suggests
that the integration of EU CESEE countries into the broader European financial and regulatory
framework took considerable time and required substantial structural and regulatory
enhancements, including more conservative lending practices, which make it harder to receive
aloan. Second, however, the alignment with the EU eventually helped to stabilize the financial
systems of EU CESEE countries.

5 In the appendix in Chart A2, we provide the capital-to-assets ratio, which shows similar patterns.

STABILITY OR STAGNATION? TOWARDS A MORE AGILE CESEE FINANCIAL SECTOR NBS POLICY BRIEFS SERIES |
18/2025 5



NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

Chart 5
Bank nonperforming loans to total gross loans ratio (in %) over time
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Notes: Own calculations based on aggregate balance sheet data and World Bank data. The annual points represent
unweighted averages of the respective countries.

Solvency ratio shows an upward trend in all country groups during the period followed.
The solvency ratio, which measures the capital relative to risk-weighted assets, reflects a
bank's capacity to absorb losses and manage risks effectively. Throughout the period we see an
upward trend and a strong comovement between EU CESEE countries, the rest of the EU and
since 2014 also the non-EU CESEE financial sectors. For most of the period, capital ratios in the
CESEE financial sectors were, however, somewhat higher suggesting again a more conservative
approach than in the rest of the EU.

Chart 6
Solvency ratio (in %) over time
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Notes: Own calculations based on aggregate balance sheet data and IMF data. The annual points represent unweighted
averages of the respective countries.

Profitability of EU CESEE banks is sound and outperforms banks in other EU countries. A
banking sector’s stability is strongly impacted by the profit the sector can generate, as retained
earnings are an important source of own funds. Similar to NPLs, developments in EU CESEE
and other EU financial sectors are broadly aligned although EU CESEE financial sectors tend to
be more profitable. Developments in non-EU CESEE financial sectors tend to be a lot more
volatile. Whereas banking sector profitability tends to have a positive impact on banking sector
stability, the relatively high profitability of EU CESEE and - more recently - also non-EU CESEE
can also indicate a lack of competition, which can potentially hamper efficient and affordable
lending.
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Notes: Own calculations based on data from ECB Data Portal, IMF Statistics, and national data. The annual points
represent unweighted averages of the respective countries.

Overall, the data suggests that CESEE financial sectors, in particular those of EU countries came
along way towards lasting financial stability with fewer distressed assets, higher capital levels
and sound profitability, often exceeding the figures for the non-CESEE EU countries.

Firms’ bank loan application behaviour

Access to bank-based financing is a particularly important economic factor for SMEs
throughout Europe, especially in heavily bank-centric financial systems, such as those in
CESEE. While the preceding sections have focused on structural features of the banking sector,
a complementary perspective can be gained by looking at firm-level applications for bank
loans. The Survey on the Access to Finance of Enterprises (SAFE) is particularly valuable in this
regard as it captures not only whether firms apply for loans but also their reasons for not

applying.

Survey results from SAFE show that some categories of bank loan application behaviour
differ substantially across regions. In both CESEE and other EU countries, the share of firms
discouraged from applying—those who feared rejection—is relatively small and comparable
(Chart 8). Likewise, the share of firms reporting sufficient internal funds is broadly similar
across regions. However, CESEE firms are significantly more likely to not apply for loans for
"other reasons". This behavior is especially strong among small firms, but it is evident across
all size classes. As a result, the overall loan application rate in CESEE is consistently lower than
in the rest of the EU. The data suggest that CESEE firms are holding back not because they
cannot access finance, i.e. fearing or expecting rejection either wazy, or do not need it, but
because they choose not to engage with the formal bank loan application system.

A potential explanation of the lack of applications for loans can be the negative
perception of firms in CESEE. Firms in CESEE may anticipate unfavorable loan conditions,
including high interest rates, excessive collateral demands, or extensive administrative
processes. These perceptions might reflect real structural issues: as discussed earlier, CESEE
banks exhibit high profitability, which may also indicate limited competition and a less
favorable environment for affordable and inclusive lending. Research using similar surveys
suggests that such firms often do not update their beliefs, even when financing conditions
improve. Past negative experiences, or simply the expectation of a negative outcome, can result
in persistent credit avoidance—particularly among SMEs (Fidrmuc & Horky, 2023). This
dynamic implies a risk of self-constraining behavior, where firms forgo growth opportunities
due to outdated or pessimistic beliefs about access to finance. However, a negative and
reinforcing cycle can potentially occur: If viable firms do not seek funding, financial markets
cannot evolve to support innovation and growth.
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Chart 8
Comparison of firms’ bank loan application behavior in CESEE and other EU countries
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Notes: Own calculations based on SAFE microdata from the waves 11 (2014) to 28 (2022). The values are calculated
on question Q7A “Have you applied for the following types of financing in the past six months?”, referring to Bank loans
excluding overdraft and credit lines. Firm sizes are defined as follows: Small <49 full-time employees, medium 50 to
249 full-time employees, large >250 full-time employees.

Discussion and Conclusions

The financial sectors of CESEE countries have made significant progress. The integration
into the EU regulatory and supervisory framework has played a crucial role in successfully
stabilizing these financial systems, especially after the Great Financial Crisis in 2007/2008. At
the same time, some CESEE-specific structural features remain in place. Foreign ownership
remains a defining characteristic of CESEE banking systems and CESEE financial sectors remain
relatively small compared to the size of these economies, heavily bank-centric and strongly
oriented towards ‘plain vanilla’ type of banking activities, in particular loans to households and
corporates.

There are some concerns that CESEE banks may be over-conservative in their lending
practices, raising questions about the financing for corporate growth and innovation.
CESEE banks generate higher returns on assets while maintaining very low risk portfolios. This
suggest that they operate with a particularly conservative business model, which in turn may
unduly restrict financial access, especially for smaller and younger firms including start-ups.
Banks and corporates may, however, face a chicken-and-egg problem. Without viable business
models and innovative firms seeking funding, financial markets will struggle to expand. At the
same time, without more competitive and dynamic financial markets, firms lack the necessary
capital to grow and innovate. If this diagnosis is correct, policy intervention is required to break
this cycle, e.g. in the form of public loan guarantees to start-ups and a simplification of banking
regulation.

Moving beyond banks, alternative, market-based financial mechanisms should be
strengthened to provide more flexible and innovative funding opportunities for
businesses. Small and developing financial markets such as in the CESEE countries, often
struggle to muster a critical mass of financial activity. Deeper European integration as
envisaged through Capital Markets Union or the Savings and Investment Union is crucial to
overcome this problem and to “...achieve simplification through European harmonization”
(Elderson, 2025). Beyond banking and market-based finance, fintech provides opportunities
for enhancing competition in CESEE financial sectors. Digital lending, cross-border peer-to-
peer (P2P) platforms, and decentralized financial solutions could provide alternative funding
sources for businesses and households.
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For potential future EU enlargement, key lessons emerge from the CESEE experience:
First, the regulatory trajectory for future accession countries may need to be reconsidered. Full
regulatory exposure of still developing financial sector may not be optimal. Instead, new
member states should be granted a more gradual transition period to allow their financial
systems to develop sufficiently. Second, the development of the European capital market
should be seen as a priority not just for current but also for future member states, all of which
currently have low levels of financial intermediation. Third, future member states should be
encouraged to develop alternative financing options. Initiatives such as cross-border
investment frameworks and regulatory sandboxes for fintech could play a crucial role in
accelerating financial sector development.
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Appendix

Table A1: List of country groups and included countries

EU CESEE Non-EU CESEE Other EU countries
Bulgaria Albania Austria
Croatia Bosnia and Herzegovina Belgium
Czech Republic Moldova Cyprus
Estonia Montenegro Denmark
Hungary North Macedonia Finland
Latvia Serbia France
Lithuania Ukraine Germany
Poland Greece
Romania Ireland
Slovakia Italy
Slovenia Luxembourg
Malta
Netherlands
Portugal
Spain
Sweden
Chart A1
Yearly distribution of total balance sheet size of MFIs in CESEE countries (in % of GDP)
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Notes: Own calculations based on Eurostat data. The Box includes the middle 50% of values with the line indicating the
median. The Whiskers are based on the 1.5 of the IQR, i.e. from above the upper quartile, a distance of 1.5 times the IQR is
measured out and a whisker is drawn up to the largest observed data point from the dataset that falls within this distance.
Similarly, a distance of 1.5 times the IQR is measured out below the lower quartile and a whisker is drawn down to the

Year

lowest observed data point from the dataset that falls within this distance. The points indicate outliers.
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Chart A2

Bank capital to assets ratio (in %) over time
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Notes: Own calculations based on aggregate balance sheet data and World bank data. The annual points represent
unweighted averages of the respective countries.

The capital-to-assets ratio reflects a bank's ability to absorb losses and manage risks. In the case of CESEE countries, the
data shows that EU and non-EU CESEE countries have maintained a substantially higher capital-to-assets ratio compared
to the core EU. However, this higher ratio is not necessarily a sign of greater stability but rather a response to systemic
weaknesses, such as the higher levels of NPLs. Initially, there was a clear comovement between EU CESEE and non-EU
CESEE countries until around 2013, after which the trends began to diverge. From 2014 onwards, EU CESEE countries
started to align their development with core EU countries. Although the EU CESEE capital-to-assets ratios remain higher, a

tendency toward convergence with the core EU levels can be observed in recent years.

STABILITY OR STAGNATION? TOWARDS A MORE AGILE CESEE FINANCIAL SECTOR NBS POLICY BRIEFS SERIES |

18/2025




	Introduction
	The current state of CESEE financial sectors - mostly foreign-owned and credit-oriented
	References

