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Abstract

The paper introduces performance of banking system in Poland during the
period of European economic crisis. It also contains presentation of influence of
financial supervisor on financial market and the real sector of the economy and
possible threats to the institutional framework of financial supervision in Poland.
Article presents how microeconomic changes of parameters of mortgage granted
in foreign currency can be transformed into bank’s capital needs. Some details
about resolutions and recommendations issued by the Polish Financial Supervi-
sion Authority (KNF) are also magnified in the paper. The practice of last years
indicates that activity of the supervisory authority is an important determinant of
financial stability.
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Introduction

This paper introduces performance of banking system in Poland during the
period of European economic slowdown, i. e. years 2007—2012. Main aim of au-
thors is to present a stability of Polish financial market and to show influence of
financial supervisor on financial market and the real sector of the economy.
Moreover an attempt has been made to find out what are possible threats to the
institutional framework of financial supervision in Poland. Authors present also
how microeconomic changes of parameters of mortgage loans granted in foreign
currency can influence bank’s capital needs. Such an attitude is very important
when one consider that in Poland some problems with mortgage lending (less
serious than in the other EU countries) stemmed from changes of exchange
rates rather than burst of housing bubble. The paper is divided into four parts.
The first contains short presentation of key macroeconomic figures, the second is
aimed at performance of banking sector, the third presents an example of FX
lending problem while the last presents some details about resolutions and rec-
ommendations issued by the Polish Financial Supervision Authority (KNF).

1. Macroeconomic outlook

Poland macroeconomic performance over the period 2007-2012 can be
considered to be favourable, especially if country is compared with the European
Union and Euro zone. Polish economy avoided recession and output growth was
resilient remaining above EU average. (see graph 1).

However, despite output growth, labor market remained relatively weak:
economic activity did not rise substantially, suggesting so called jobless growth’.
This kind of problem had already emerged around ten years previously when Po-
land was hit by an economic slowdown (although there was no recession), and
when weak output development was followed by an extremely high unemploy-

! Referring to the term «jobless growth» or «jobless recovery» one has to remember that
both definition and causes of such phenomenon are controversial even among economist
(Cantore,Levine, Melina, 2013; Aaronson, Rissman and Sullivan 2004).
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ment rate of around 20 percent. It should be noted that policymakers were aware
of if (Ministry of Economy, 2004). However there have been no significant
changes to labor market institutional framework over last years. A deep sensi-
tiveness of employment to business cycles may curb demand for credit and pose
problems with loan repayments.

Graph 1
Output growth in Poland and EU (in percent)
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The adverse performance of economy is forcing banks to develop and use
proper risk assessment models combined with cautious credit policy in order to
minimize nonperforming loans ratio. On the other hand the authority responsible
for financial supervision should develop proper requirements for the banking sec-
tor in terms of capital adequacy ratio or liquidity performance while also making
recommendations covering the provision of credits and the assessment of bor-
rowers’ creditworthiness. Such an issue is extremely important when one con-
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sider effects of loose mortgage lending policy, which resulted in housing bubbles
followed by deep recession in Ireland and Spain®.

Graph 2
Unemployment rate in EU and Poland (percent)
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In the views of threats linked with vague assessment of the creditworthi-
ness of borrowers it should be noted, that unlike in some other EU countries (for
example United Kingdom)3, all potential borrowers in Poland were subject to in-
come verification. As a result, even deterioration of labor market situation do not
lead to sharp increase of nonperforming loans ratio. In the mortgage sector rela-
tionship between provisions for impaired loans and net value of credits was lower
than 0, 5 percent in Poland. This figure suggests proper attitude towards credit
scoring policies and risk assessment in case of both supervision and of banks. In
Spain, on the other hand, the ratio of nonperforming mortgages rose from
0,8 percent to 7,6 percent during the period 2005-2011 (IMF, 2012).

2 Housing Prices Index published by Eurostat shows that average rate of house prices de-
crease for the period IV Q 2009- 111Q 2012 accounted for 7 percent in Spain and 13 per-
centin Ireland.

% FSA (2012) data shows that income verification in UK ranges from 70 to 87 percent of
potential borrowers.
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Contrary to relatively sound situation in the real sector of the economy, the
global financial crisis hit capital market in Poland substantially. In 2007 the capi-
talization of domestic enterprises listed on Warsaw Stock Exchange accounted
for 45 percent of GDP but it fell 10 percentage points to 35 percent of GDP in
2012 (see Graph 3). The sharpest decrease was observed in 2008 when value of
companies from WSE was below 30 percent of GDP (in nominal terms it ex-
pressed downwards movement from 500 billion PLN to around 250 billion PLN)
However one should consider that WSE is classified together with other CEE
stock exchanges in spite of the fact that its performance and size is much differ-
ent from other similar institutions in the region. But for global capital market there
is no clear distinction between Budapest stock exchange (where for example
main market indicator-BUX is composed in 90 percent by four companies) or
Prague stock exchange and WSE.

Yet it has to be stated that such a poor performance on the part of capital
market was not accompanied by deterioration in the overall economic and did not
amplify some adverse trends in the real sector. Data about capital market in Po-
land is presented on Graph 3.

Graph 3
Capitalization of domestic enterprises listed on WSE (PLN billion)
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2. Banking sector performance

In the period from 2007-2012 the development trends in the banking sec-
tor can be assessed as fairly positive. In these years assets grew by 68 percent
which implies a solid 13 percent of annual growth rate. In absolute terms such
change means increase balance sheet increase form around 800 billion PLN in
2007 to 1, 35 trillion PLN in 2012 (see Graph 4).

Growth of total assets was followed by increase of loans to non financial
sector. The latter grew faster than sum of assets: the total increase reached 83
percent (i.e. 13, 8 percent per year) rising from 430 billion PLN in 2007 to 788 bil-
lion PLN in 2012. Growth also expressed in absolute terms was rapid soaring
from 36 percent in 2007 to 60 percent in 2012 as compared to GDP, whereas
credit as a share of GDP equaled to 60 percent (in 2012) and was thus much
smaller than many other EU countries*

Graph 4
Assets of banking sector in 2007-2012 in (PLN billion)
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* According to World Bank such ratio for UK was 186 percent, 208 percent in Denmark
and 104 percent in Germany.
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It is important to observe that such rapid growth in exposure was not asso-
ciated with a worsening of credit portfolio. The share of nonperforming loans
grew from 5,2 percent to 9 percent between 2007 and 2012. At the end of 2012
total nonperforming loans amounted to a total of 71 billion PLN. One serious
problem that has recently emerged is the relatively large exposure of banks in
lending to the construction industry. Many construction enterprises lost their fi-
nancial liquidity in the second half of 2012 and some of them (like PBG) declared
bankruptcy. Others were liquidated while several restructured their debt. Such
loans reached 60 billion PLN (the so called «large exposures») which account for
11,2 percent of total large exposures. It should be also underlined that construc-
tion sector accounted for 24 percent of impaired loans.

Graph 5

Share of nonperforming loans in total exposures (nonfinancial sector)
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Changes in the assets were followed by increase of owners’ equity and li-
abilities. Total amount of deposits grew from PLN 419 billion in 2007 to 931 bil-
lion in 2012. (=120 percent). Such numbers confirm the sustainable growth of
banking sector in Poland in recent years. LTD (loans to deposit) ratio was around
110 percent. One flaw was the fact that majority of long term loans (especially
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mortgages) were financed by short term deposits. As a result, the Polish Finan-
cial Supervision Authority (Komisja Nadzoru Finansowego — KNF) recommended
strengthening the capital base, primarily by means of retention of profits, in order
to stabilize situation of banks. The resilience of banking sector is also confirmed
by Anayiotos at al (2010). They showed that bank efficiency increased in Poland
during the boom, and even improved during the crisis.

Graph 6
Value of deposits and loans (PLN billion) and LTD ratio
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Very interesting information is provided by Financial Stability Reports
which is published semi annually by the National Bank of Poland. For the pur-
poses of analyses conducted by the NBP three main strategies of banking asset
financing are separated: (1) deposit based, (2) foreign financing and (3) mixed
(NBP, 2012). Share of main financing sources (deposits and claims of non resi-
dents) in the balance sheet depends on strategy. In case of deposits such share
is around 70 percent (deposit strategy), 40 percent when mixed strategy is ap-
plied and 30 percent when bank rely on foreign financing. In cases when another
significant component —the claims of non-resident financial companies (usually
parent companies) against banks- is considered, the share is 8 percent for the
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deposit strategy, 16—18 percent for mixed strategy, and 46 percent for foreign fi-
nancing. When the structure of total assets financing is analyzed, the corre-
sponding numbers are 51 percent, 27 percent and 22 percent respectively. The
dominance of a deposit based strategy is very important when one considers that
majority of Polish banks are subsidiaries of foreign institutions: this made it pos-
sible to avoid sudden outflow of funds during economic slowdown when parent
companies needed liquidity support — see Lahnsteiner (2010).

Polish banking sector maintained adequate capital buffers, which were
higher than those recommended by Basel Committee. Moreover CAR (capital
adequacy ratio) in Polish banks based mainly on Tier | capital which makes
banks even more resilient to adverse economic conditions (see Table 1).

Table 1

Capital Adequacy Ratio
YEAR 2007 2008 2009 2010 2011 2012
CAR 12,0 10,8 13,3 13,9 13,1 14,7

Source: NBP and KNF.

The value of CAR calculated for Polish banks over the period 2007-2012
was always above 10 percent5 and Pigtkowski (2011) indicated that a relatively
high capitalization of banks must be recognize as an important determinant of
maintaining banking system stability. Moreover relatively high CAR did not lead
to drastic reduction in credit supply (see Graph 7). The decrease in its growth
stemmed mainly from economic slowdown and was not primarily caused by su-
pervisory regulations. Such a slowdown is clearly visible in the case of mort-
gages (especially FX mortgages) which can be triggered by rational restrictions
imposed by supervision. The Polish real estate market behaved similarly to the
markets in the other countries, however downwards movement of housing prices
was neither very deep nor possessed any threat to the stability of the banking
system. With regard to the data presented above on nonperforming mortgage
loans it is important to underline once again that the relatively conservative lend-
ing policy of Polish banks and provisions introduced by regulator protected Polish
economy against substantial «bubble» in the real estate market. Problem of es-
tate financing will be broader discussed in the next section.

® According to Basel Capital Accords CAR should not to be lower than 8 percent, since
2011 the KNF has recommended to maintain at least 12 percent level.
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3. A problem of FX Housing Loans

Interesting element of the Polish financial market is estate financing. One
can observe rapid growth of the mortgage lending which started prior to the eco-
nomic slowdown in 2009. Mortgage lending was associated with broader phe-
nomenon - a rising importance of credit to private sector in the Polish economy.
As far as at the beginning of XXI century the ratio of domestic credit to GDP was
roughly below 30 percent but it started to rose sharply after 2004. In 2012 the
credit-to—GDP ratio reached 60 percent threshold. Low significance of credit
stemmed from high interest rates and unemployment. Such an adverse situation
changed after the EU enlargement, when Poland benefited from EU funding as-
sociated with outflow of labor force. Emigration, simultaneously with inflow of EU
funds and foreign transfers from Polish citizens boosted economic growth. The
good economic situation, deep fall of interest rates and availability of FX lending
(in CHF) encouraged numerous Polish households to take out a mortgage credit.
As a result number of active housing loans rose from around 200 thousands in
2002 to somewhat below 1, 8 million in 2012.
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Number of housing loans in the period 2002-2012
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Yearly changes of such loans accounted up to 30—40 percent per year
prior to economic slowdown in 2009 and tend to stabilize at 10 percent after
2009. Growing supply of mortgage lending resulted in rising estate prices which
may eventually lead to so called «housing bubble». Data from AMRON-SARFiN°®
reports show that in the 8 biggest Polish cities estate prices over the period
2006-2012 rose from modest 20 percent in case of Krakéw to over 100 percent in
case of Lodz.

Due to a relatively cheap lending in CHF, compared to PLN’, majority of
housing loans was granted in Swiss currency. The unlimited increase of FX credit
posed possible threat stemming from rising CHF/PLN exchange rate. Especially
when it is considered, that according to AMRON-SARFIN reports over 50 percent
of total housing loans had LTV ratio over 50 percent while in case of 27 percent of
total loans LTV was higher than 80 percent. Analysis of CHF/PLN exchange rate
volatility in the period 2007—2012 confirms partial materialization of such risk.

® AMRON is a database developed by the Polish Bank Association. The database con-
tains information regarding characteristics of real estate, their location and information on
transaction prices from deeds.

7 Swiss frank interest rate is much lower than WIBOR, i. e. Warsaw Interbank Offer Rate.
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In order to magnify threats associated with combining high LTV with FX
lending authors prepared a simple simulation. Main assumptions are:

e Household bought a 300 000 PLN worth dwelling in Warsaw at the be-
ginning of 2007

e Purchase was financed through 125 000 CHF loan with monthly in-
stallments

e Athe beginning of simulation CHF/PLN exchange rate was 2,40
e Initial LTV was 100 percent
e Household pays installments in CHF.

Over the analyzed period LTV raised form 100 percent when loan was ac-
tivated to around 135 percent at the end of 2012. Such rapid growth of LTV ratio
stemmed from change of CHF/PLN exchange rate which was around 3,5
CHF/PLN at the end of period. One should notify that there was no major de-
crease of real estate’s value in spite of minor price correction (around 12 percent
between 2008 and 2012). Vives (2006) underlined that sustaining of such trends
might possess a serious threat to individual household and to banking system in
case of labor market slump, further decrease of real estate prices or depreciation
of local currency. However Poland avoided turmoil on financial market, mainly
due to prudential activity of financial supervisor which prevented sector from risky
behavior.

The above presented simulation refers to simple customer case. One has
considered that if such behavior of market is countrywide there is a significant
risk of contagion. In order to magnify this threat one more simple calculation can
be used. Assume that one bank has 1/3 of its assets in CHF mortgage loans.
Bank is financed through foreign financing strategy. For simplification it is as-
sumed that financing is also provided in CHF and all assets are not risk
weighted. CAR requirement is assumed to be 10 percent.

Increase of exchange rate from 2, 40 to 3, 50, ie. depreciation of Polish
currency yields to decrease of CAR by around 1,4 percentage points which gives
additional need for 4,5 unit of capital accounting for 15 percent of core capital.
Such situation may result in curbing credit activity of banks and boost economic
slowdown.

Being aware of such adverse conditions Polish financial supervisor issued
recommendation aimed at limiting availability of FX housing loans (Kowalczyk,
Kruszka, 2011). Such document was passed in 2010 and sales of new credits in
CHF were curbed. This action reduced possible loss from changes of exchange
rate. One has to remember that in the period 2008—2009 up to 60 percent of new
sold mortgages was granted in CHF.
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Table 2
Influence of FX rate on CAR
CHF/PLN = 2,40 CHF/PLN = 3,50
CHF | 100 |  CHF 200 CHF 1445 | FX 290
assets liabilities assets liabilities
PLN 1500 |  PLN 70 PLN | 590 |  PLN 70
assets liabilities assets liabilities
Core 30 Core 30
capital capital
CAR 10 percent CAR 8,6 percent
Additional
Capital As percent
. 4,5 of core 15 percent
Require- .
capital
ment

Source: Own calculation on the basis Cayazzo et al (2006)
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Graph 12

Structure of new sold mortgages (according to currency)

100%
90%

N Vel
70% - /\/ W

60% V"N /\“

oo - >< x — PN
40% A \\j\_l —USD
30% - EUR
20% ——— CHF
10% oA N\
| =)\ ALY ~————=

0% T T T T T T rr e e P T T T T T T T T T T T T T T T T T T T T T rI1rri

IR R R N R S S G S L

RO SR SN SR SN SR SR SR N SR
2 9Y 9 gY 2 X 2 Y 9 g 9 o

Source: NBP.

After 2010 such share fell to below 10 percent. Banks resigned from mas-
sive FX lending after changes imposed by KNF resolution, the 75 percent weight
of FX loans were replaced by the 100 percent weight (despite Basel requirement
on 35 percent). This suggest proper, active behavior of KNF which managed to
protect market against housing «bubble» and major turmoil on financial market.

4. Activities of the KNF
during economic slowdown

The Polish integrated financial supervision system was established in 2006
when securities commission and insurance authority were merged under one
roof of the KNF. The integration process concluded on January 1, 2008, when
the KNF took over the tasks performed by the Commission for Banking Supervi-
sion, which functioned under the auspices of the National Bank of Poland. Such
an action should improve the performance of the authorities and prevent the
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country’s economy from succumbing into crisis (Cihak and Podpiera 2006). In
general integrated supervision in Poland operated properly because:

e there has not been any bank failure since the beginning of the global
financial crisis and none of the banks in Poland required recapitaliza-
tion using public funds;

e Polish banks are well capitalized, liquid and fully capable of satisfying
ongoing credit demand;

e The off balance sheets positions of Polish banks are mainly financing
provisions or guarantees, but there are virtually no OTC (over-the-
counter) derivatives;

e Despite of weak labor market conditions the number of nonperforming
loans did not rise sharply; and

e The balance sheets of Polish banks were free of any burdens stem-
ming from investment in the securities or governmental bonds issued
by countries struck by financial crisis (peripheral euro area countries,
for example Greece or Spain).

In the period 2007-2012 the KNF drafted a numerous recommendations
and resolutions aimed at stabilizing the situation in the banking sector. An impor-
tant solution aimed at stabilizing the Polish banking sector was establishment of
legally binding liquidity norms in 2008 — see NBP (2009). It is worth noting that
such a solution was introduced prior to the issue of liquidity norms by Basel
Committee. Its recommendations defining LCR (Liquidity Coverage Ratio) and
NSFR (Net Stable Funding Ratio) were proposed in 2010 (BIS, 2010).

Stoica at al (2011) emphasized that financial system stability supported by
proper supervision is an important factor for economic growth. From this point of
view - in general - the activities of the Polish financial supervisor deserves a posi-
tive opinion not only because there was no financial crisis caused by of banks
pursuing flawed policy but also because the probability of such threat in the fu-
ture was reduced. Banking supervision in Poland has been active instead of be-
ing reactive. This is very important when Poland’s’ rating position is considered.
A good rating is one of the factors confirming the soundness of an economy and
financial supervision performance is significant element in rating methodology.
Rating agencies assess the activity of supervision and consider its results when
determining overall rating score (S&P, 2011). In other words if any particular
country suffered from financial crisis, especially in cases where banks required
state-backed assistance or nationalization (see for instance TARP in US) then
overall grade for supervision is poor. From this perspective one can state that the
KNF effectively fulfilled its mission (Fitch, 2013).

Other important issues deserving further analysis are the role and position
of the KNF in the new institutional framework proposals of the European Com-
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mission linked with the Banking Union, or the way that Basel Ill and CDR IV have
been implemented. Veron and Wolff (2013) pointed out the main pillars of the
Banking Union: common supervision rules (single rulebook), the single supervi-
sion mechanism for the entire euro area, the common deposit guarantee
scheme, and the harmonized framework for the recovery and resolution of finan-
cial institutions. Such supra national proposals, especially when one looks into in-
tragroup financing, appear to change position of the KNF (as a host supervision
authority) in the future. Yet it is premature to discuss this issue in detail since the
majority of draft proposals require further analysis (some recommendations are
controversial even for members of Eurozone, like Germanys) Moreover several
foreseen instruments are mandatory for Euro zone members while other coun-
tries can voluntarily participate in this framework.

Conclusions

In Poland credit to GDP ratio rose from about 36 percent in 2007 to
60 percent in 2012. Such an increase itself might potentially be a source of risks
to financial stability, but it was also coupled with relatively new phenomena, and
above all — massive foreign currency lending. Thanks to proactive attitude of Po-
lish authorities and sound economic fundamentals, the risks largely failed to ma-
terialize. In its recommendations for banks financial supervisor has addressed
the problem of FX lending which contributed to the high quality of the portfolio.
Before the economy slowed down, the KNF — Polish Financial Supervision Au-
thority persuaded banks to accumulate an additional capital buffer that helped to
protect them from negative consequences of the downturn. Some regulatory
concepts that have been put into practice in Poland in recent years, including
quantitative liquidity requirements, are now being implemented globally.

Poland participates in international (especially on the EU level) debates on
a new regulatory regime for the financial system. The major message that Poland
should to convey is that all new regulations must be tailored very carefully. Regu-
lators should strive to ensure that the benefits of a higher quality capital base or
of the countercyclical buffer are not compromised by international overregulation
that could undermine national authorities’ ability to pursue effective country-
specific policies.

8See, press release from G. Fahrenschon, President of Deutschen Sparkassen- und Gi-
roverbandes (DSGV), http://www.dsgv.de/_download_gallery/Pressemitteilungen_2012/
121213_Einigung_zu_EU-Aufsicht_122.pdf
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