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Greek financial institutions operate in an intensely competitive international environment as
spreads decline and the MiFID is about to unleash further competitive pressures. Yet banks
are well organized and healthy, enjoying high profitability.

The Greek financial system in 2008

he Greek financial sector is one of mast dynam-
iz and profitable areas of the Greak economy,
Since the late 1980s its performance has been
boosted by a gradual process of Nberalization
and a subseguent wave of mengers and acquisi-

thons, which totaled 37 over the period 1995 o 2006,

Greek banks becama fower and larger and, in the last

decade, expanded aggressively info the neighboring

region. Today, Greek financial institutions face a num-
ber of challenges regarding their growth and profitabil-
ity strategy. Some of the open questions ane:

— Wil there be a new cycle of mengers and acguisi-
thans kn the Greek financial sector, which woubd
lead to larger financial groups that are able to com-
pete more eflectively in the region of Mew Europe?

= 'What ame the consequences of the crisks in the sub-
prime market abroad on the domestic financial
market and the cost of money?

= Ane there substantial risks involved in the sapansion
in Mew Europe?

~ Wil the Groek insurance companies continue their
restructuring and consolidation in order fo take
advantage of the enormous growth opportunities in
the life insurance sector?

= Will the domestic stock market strengthen its pasi-
tion in the intermational financial system and
respond adequately to the pressunes of the Markets
in Financial Instruments Directive (MIFIDY?

—  How can the Greek mutual funds regain e trust of
individual imvestors?

Banking sector

Greek bank groups are the key players in the
domestic inancial system, providing a complete spec-
trum of financial services. Commarcial hanks® assets at
end-2006 amountsd to 352 billion =uras or 164 per-
cent of GDP. The degres of concentration in the Greek
banking systam remains among the highest in the eur-
zone. The five largest banks in Greece held 6.3 per-
cent ol total bank assets at the end of 2006, compared
to & comesponding 42.8 percent in the EU-12.

Mo major events oocurred in the domestic financial
market during 2007, while 2008 is expected to bhing
new developments conceming the future of Attica Bank
and the Greek Postal Savings Bank. The challenges and
rishs that Greek banks face come mainty from the inter-
national market. The spread of the credit crisis which
began in the USA subprime mofgage markel and the
prowth prospects of Mew Europe constitube the main
sources of risk as well as epportunity in the short run.

Anermath of the subpeime crisis
The credit crists, which spread from the subprime
mortgage markets in the US to all intemational credit

markets, 5 expected to lead to direct financial institu-
tion losses of approximately $200-5400 billian inter-
nationally. With the ssception of the Greek Postal Sav-
ings Bank, the country’s banks have no direct exposure
o sscuritized products that are based on subprime
mostgages or other subprime bank loans and, hence,
are not expected to face any direct losses. The costs for
Gresk bankz stem indirectly from the higher cost of
capital in the interbank market [Chat 1). Since the out-
beeak of the crisis in August, liquidity has dried up in
the interbank market. There is a reluctance to lend
funds Tor longer periods than overnight, as the lack of
information on the esposure of each intemational finan-
cial institution to derivative securities of low quality
makes banks suspicicus of each other. This higher mar-
ginal cost of bank liguidity, coupled with the reluctance
of the European Cenftral Bank (ECE) to cul ils interven-
thon rate, will translate into higher kending rates for both
households and businesses in 2008, adding roughly
one percentage point to lending rates throughout the
eurczone. Banks will no longer offer floating rate loans.
based on the ECB's intervention rale or on other pov-
emment shor-term bills, but on the higher interbank
rates, which better reflect the credit risk and the real
short-term cost of money. The higher interest rates will
naturally lead to & lower overall expansion of credit,

In addition, somae of the higher cost of liquidity is
bound to be absorbed by the banks themashes. Both
tactors would ceteris paribus lead to slightly lower prof-
itability.

Greek banks do not face any short-term liquidity
problems, as i the case with many banks in other
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countries. The average loans-to-deposits ratho in Greece
is not very high, close to 100 percent, suggesting that
the Greek financial system is liquidity-neutral. Further-
more, those banks with a loans-o-depasits. ratio abowe
100 percent have already secuned the required liquidi-
ty at l=ast until the end of the first quarter of 2008.
Prasantly, Greak banks also have the ability to sacure
liguidity through the ECB in the repo market using cov-
ared bonds at a lower cost than in the interbank mar-
ket. This is becawse the Bank of Greece (BoG) recenthy
allowed the issuing of covered bonds by banks under a
strict lagal framework and a set of rules offering extra
pratection to investors. Covered bonds use bank assets,
such a5 mongages, government bonds ebe, as collater-
al and if a loan in the collateral pool defaults, the bank
is obligated to replace it with another healthy loan.

Expansion imbo Mew Eurcpe

The presence of Greek banks in the countries of
Mew Europe has intensified in recent years, They have
strangthanad thair netwarks in the reglon either through
direct acquisitions of banks in countries including
Turkey, Bulgaria, Serbia, Ukraine, Albania and the
Former Yugosiay Republic of Macedonia (FYROM) or
through organic growth in countries such as Poland
(EFG Ewrobank) (chams 2 & 3). There is alse active
interest in the markets of the Middle East and Morth
Africa, with Pirseus Bank almeady having acquired a
smiall bank in Egypt. The profit targets in those coun-
tries are ambitious but attainable. In the case of EFG
Euvrobank, profitability from the intemational network
appears low compared to the other Greek banks (see
Chart 3), but this i= & haalthy sign. It & due to the

financing of an agEressive omganic growth schedule,
which absorbs maost of the gross profitability of the
international network itself,
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The increasing dependence on bank profits coming
from abmad suggests that the macrosconomic and
financial risks in Mew Europe are gaining smportance. et
2008 i expected to be a year of high growth in the
region with all countries growing above 5 percent and
with their financial sectons exparding at even faster rabes.
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Developrmants in the domesthc market

Despite its small size, the domestic market is the
one that presently supports the profitability of Greek
banks (Chart 3). Credil expansion o households and
biussinesses continues to be strong and cutperforms the
cormesponding expansion in the eurazone. In September
2007, housing loans in Greece increased by twice the
comesponding rate in the eurozone (223 percent
against 7.8 percent on an annual basis). Consumer
lans increased by 20.8 percent (4.1 percent in the
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eurozone) while business loans increased by 12.1 per-
cent (13.4 percent in the ewrozone). In the last two
years, there has been an increase in the growth of busi
ness loans with a simultaneous decreass in the growth
of lnans o households (Chart 4). Total loans are expact-
ed to continue increasing in 2008, since the Greek
banking sysbam i mature, although not & much as in
the EL)-13. The private sector credit-to-GDP ratic stood
&t BT parcent in Greecs and 176 percent in EU-13 in
the third guares of 2007 (not Including securitized
loans),
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Compatition in the Greek domestic market has
intensified significantly, leading fto a substantial
decrease in the spreads bebween lending and deposit
rates. Those spreads are now wery close o the eurczone
averages (Chart Sk The rapid credil expansion means
that it ks crucial to be vigilant on credit risk, The non-
performing loans to iotal loans ratio remains higher
than in the eurczone, albeit much improved (2003; 7
parcent, T/2007: 5.1 parcent) (sen Monetary Policy
Interim Regort, Bank of Gresce, October 2007).

Chan 5. & i

Insurance companies

The Greek insurance market is still underdewel-
oped and has great prospects for future growth.
Despite an important increase in premium produc-
tion in 2006 — 10.5 percent against §.7 percent
in the surczone, averall premium production ranks
very low in Europe: As a percent of GDP, premium
production amounted to 2.03 percent in 2006
compared to B.16 percent in the eurozone. The
comparative shortfall in the inwvestments compo-
nent of the balance sheel i even larger, despite its
important increase of 11.7 percent in 2006
against 5.8 percent in the eurczone. Insurance
company investments in Greece, as a percentage of
GDP, hardly amount to 1710 of the corresponding
investments in the eurozone (4.9 parcent of GDP in
Greace against 49 percent of GOP in the euro-
zone), raising questions about the efficiency of

management of Insurance company assets in the
past (Chart &).

Dwer the last few years, there were significant
afforts aiming at higher transparency and reliabili
ty in the Greek insurance sector. The establishrment
of & new public authority at the Ministry of Mation-
al Economy for monitoring the insurance market
constitutes an important Tirst step. There s signifi-
cant consolidation in the sector as well with the
weaaker companies being forced to cease operations
or be taken over. The number of insurance compa-
nies operating in the Greek market at the end of
2006 decreased to 20 from 110 in the year 2000.
From Ehe official number of 90, only 77 were in
actual operation (63 Greek and 14 forelgn compa-
nias) at end-2006, with most of them oparating in
casualty insurance.

The Athens Stock Exchange

Following the price and trading volume boom of
the late 1990s and the crash of 2000, the Greek
stock market has subsequently recovered, follow-




ing the rise of the international markets from 2003
onward. The entry of foreign institutional investors
and the increasing profitability of enterprises were
the main driving forces behind the renewed inter-
&5t in the markaet, Since the beginning of 2003, the
general index of the Athens Stock Exchange
(ATHEX) has gone up by 193 percenl. and as of
December 12, the year-to-date increase in 2007 is
16.B percent, outperforming most international
stock markats.

The ATHEX's aggregate price Index reached an
all-time high on October 31, 2007, corresponding
te & capitalization of approximately 202 billion
euros (Greek GDP in 2006 was 214 billion), while
at the beginning of December 2007 it was 196 bil-
lion. & main feature of this period is the continu-
ously rising share in the participation of Toreign
investors. In October 2007, the share of foreign
Inwestors amounted to 57.2 percent of tolal capi-
taliza_finn and was concentrated mainly in large
Ay medium-size companies, against a share of
only 36.4 percent in December 2004. The rise in
prices and the influx of foreign investors revived
Interest in raising new company capital through the
ATHEX as well. In the first nine months of 2007,
9.1 billion eurcs were raised through IPOs and
5P0s, a six-year high (2006: 4.1 billion, 2005: 4
Billion).

Today, the Greek stock exchange and all Greek
brokerage firms and other related intermediaries
are called upon to adapl successfully to the new
anvironment to be shaped by the creation of a sin-
gle Evropean market for financial services (MIFID).,
The transposition of European direclives concern-
ing financial service markets into Greek law opens
tha way for Investors to galn access to all member
states’ markets under a common institutional
framework, thus increasing competition and reduc-
ing transactions costs,
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Mutual funds

Greek mutual funds are bleading. In 2007, just
a5 In 2006 and earlier, both open-end and closed-
end funds failed to keap pace with the rlsing stock
markel. Open-ghnd fund assets in the first six
maonths of 2007 decreased to 23.6 billion euros,
fram 23.9 billion at the end of 2006 and 35 billion
at the and of 1999, Greek mutual funds represent
an aberration to a positive international emviron-
ment fer fTunds [Chart 7). Something is definitely
nat right. Perhaps the funds market would reverse
course with the application of long-awaited essen-
tial reforms (Lax regime, legal framework for opera-
tion of hedge funds etcl,

The same dismal picture holds true for the
assafts of closed-end funds, which peaked In 1999
at 4.2 billion euras, but at the beginning of Decem-
bar 2007 were approximately 0.25 billlon. Part of
the drop in Size = also due to the fact that a num-
bar of active closed-end Tunds were absorbed by
their parent banks,

Conclusions

Greek financial institutions operate in an
intensely competitive intemational environment as
spreads between bank lending and deposit rates
are declining and MIFID is about ta unleash further
competitive pressures. Yet banks ara wall grgan-
ized and healthy, anjoying high profitability. This is
also evidenced by the fact that the current interna-
tional banking crisis, which originated in the US
subprime mortgage markel, has not affected them.
The cost of the crisis is only indirect and minor, as
it works through the higher cost of attracting funds
in the interbank market,

The future of Greak banks depends critically not
only on their success in competing effectively in
the domestic market, but also on the success af
their international expansion, mainly in the coun-

tries. of Mew Europe. These countries are growing
fast and their financial sectors even faster. Thus
Greek banks are posed to do well. Of course, inter-
national expansion requires a careful strategy and
an active monitoring of associated risks.

Other sectors of the Greek financial system,
such a% insurance companies or the mutual funds
Industry, must resolve a series of deep-rooted prob-
lems and weaknesses, bafore achleving sustainable
and dynamic growth.
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