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Abstract

Risks associated with the financial stability of the banking system of Armenia
arise mainly from three sources: the external economy, the domestic economy,
and the financial system itself. The latter is usually considered separately since
the financial system is a special component of the economy.

In recent years, the banking sector of Armenia has been subject to some
shocks and the accumulation of systemic risk, which has led to a higher level of
dollarization and thereby limited the ability of the Central Bank to influence the
economic environment through traditional monetary policy instruments.

However, a comprehensive analysis of early warning indicators of credit
market trends, especially over the past two years, allows us to conclude that the
credit market is in a phase of moderate growth, and cyclical systemic risks are
generally balanced, except mortgage lending, where there is a risk of overheating.
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BHYTPEHHEH SKOHOMHMKH U CaMOH (PUHAHCOBOM cucTeMbl. [locrienqHee OOBIYHO
pPacCMaTpPHUBAIOT OTHAENBHO, IMOCKOIbKY (DHHAHCOBasi CHCTEMa SIBIISIETCS 0COO0H
COCTaBJIAIOIIEN SKOHOMUKH.

B mocrmemHne r0abI GAaHKOBCKUHM CEKTOpP ApMEHHHM TIOABEPICs Ppsoy
MOTPSICEHUI Y HAKOIUIEHWIO CUCTEMHOI'O PHCKa, YTO MPHBENIO K 6oiiee BHICOKOMY
YPOBHIO AOJUIapH3aliMM U TE€M CaMbIM OTPaHUYMIIO BO3MOXKHOCTH LleHTpanbHOro
6aHKa BIIMATb Ha SKOHOMUYECKYIO Cpefly C MOMOIIbIO TPAIHULIMOHHBIX UHCTPYMEHTOB
[eHeXHO-KPeAUTHOHN MOTUTHKH.

OpgHako KOMIUTEKCHBIM aHaliM3 WHAMKATOPOB PaHHEro IMpefylpeskaeHus
TeHIEHIMA KPeOUTHOIO PbIHKA, 0COGEHHO 3a IOCIeqHHe fBa Tofa, TMO3BOJISeT
CenaTb BbIBOM, UYTO KPEJWUTHbIH PbIHOK HAaXOAUTCS B (paze yMEpPEHHOIo pOoCTa,
a LMKIMYEeCKHe CUCTEeMHbIE PUCKH B LielIoM cOallaHCUPOBAHBI, 3a UCKIIIOYEeHHEM
UIMOTEYHOro KpeguTOBaHHUs, Ile eCTb PUCK Ieperpesa.

KnroueBbie crioBa M ClI0BOCOYeTaHUsA: 6aHKOBCKasl CUCTEMa, KOMMepYecKHe
6aHKH, (PUHAHCOBasl yCTOMYUBOCTb, CHCTEMHBIN PHUCK, JOCTaTOYHOCTb KallHTasla.
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Cwidwnnwwghp

Cwywunwiuntd pwuujht hwdwwpgh $huwtuwmuiu Juyniunipjuu
wbuwuyniuhg Swgnn phultipt wpwowund Gu  hhduwlwund tpkp
win pjniputinhg’ wpunwpht munbiunipyniuhg, utippht wmuwmbiunipiniuhg b pniu
$bhuwtuwuu hwdwlwpghg: Yepohup unynpupwn nhnwpiynud L wnwudhy,
npnyhtimb $huwvuwjut hwdwljupgp wmumbunipyut wnwudutwhwwnnily
punuwrnpuwnwpp B

Jtpoht wwphubtph pupwgpnid Jwjwuwmwuh  pwulwjht  nnpup
tupwpydty £ Jh pwpp onytiph U hwdwluwpgquyht phulh Ynunwldwy’
hwugtigutiny nnupwuwgdwu wybih pwpdp dwupnuyh, wnuwhuny
uwhdwuwthwtinyg Yhunmpnuwuu pwiuyh’ npuwdwywnpluyhu
pwnwpuwlwunipjuu wjwunuwu gnpdhputiph dhongny wumbiuwuu
vhowyuwyph Ypw wgnbnt huwpwynpnipyniun:

Uwluyu, hwwnluwwtu Jtpoht btpynt  wwphutpht  Jupluhu
ontjuyph  dhnmudubipp ubpuywugunn Jun whwquugdwu gniguwuhpubph
hwdwwwpthwy Ybpniénipimiup pny) K mmwhu tigpuhwugl, np Jupuyhu
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ontjuu qunuynid L swthwynp wah thnynid, huly ghljjuyht hwdwljwunpguyhu
nhuljtipp, punhwunip wndwdp, hwjwuwpwlpnws bu, pugunnipjudp
hhthnptipwht Jupjuynpdwy, npunbtin wniuw Gu gbpunwpwgdwu nhuljbp:

PFwtwh puntp b pupwlwuwwlygnipniuutip. puuljuht hwmdwuwng,
wnlwnpwjht pwultip, $huwtuwjuu uyniunipyniu, hwdwwpqujhu nhul,
Juwhwmwh hwdwpdbpnipniu:

Introduction

The banking system is the most important component of any country’s
financial infrastructure, which directly impacts the economy. The assessment of
the banking system’s stability has a rather wide spectrum, as it requires careful
analysis not only in the financial sector but in general, taking into account the
main trends prevailing in the economy and the influences of the world. From this
point of view, the banking system, the economic relations of the outside world,
and the indicators characterizing the general state of the economy act as the main
evaluation indicators [1, page 16].

The risks arising from the financial stability of the banking system in
Armenia arise mainly from three sources: the external economy, the domestic
economy, and the financial system itself. The latter is usually considered separately
because the financial system is a special component of the economy.

When conducting any analysis on financial stability, primary attention
is always paid to the external environment, which regularly exhibits severe
fluctuations, which is noticeable especially in the recent period. Accordingly,
certain negative impulses from abroad are transferred occasionally to Armenia
through various channels, particularly, through the transfer of exports and private
remittances.

It should be noted that in recent years, the RA financial system faced some
risks that were transferred from the foreign economy, which had a certain impact
on both the stability of the financial system and the rate of growth of the banking
system indicators.

In 2021, despite outbreaks in various countries of the pandemic, the
recovery of the global economy was recorded, although still with the disruption
of production chains and the factors of supply constraints still in place to some
extent.

After the 2020 economic recession, in 2021, the RA economy entered the
stage of recovery of economic growth. In the conditions of relatively favorable
external and internal developments in 2021 the economic growth of RA was
5.7% [5], to which the growth of the services sector had the biggest positive
contribution due to the relaxation of anti-epidemic conditions, the cancellation
of restrictions on the movement of citizens and the tourism sector growth.

In 2022 at the beginning of the year, the economic consequences of the
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pandemic were still present in the world economy, and already in March, the
deterioration of economic conditions deepened as a result of the escalation of the
Russian-Ukrainian conflict and the harsh sanctions imposed on Russia by the West.
As a result, there were some disruptions in the supply of raw materials and food
products and a sharp decrease in supply, which caused a large wave of inflation
at the world level.

Since the beginning of the year, central banks of many countries have
gradually tightened financial conditions to counter rising inflationary pressures. In
particular, the US Federal Reserve refinancing rate in 2022 gradually increased by
4 percentage points bringing it to 4.5% at the end of the year [9]. The European
Central Bank also tightened monetary policy, raising the interest rate from 0O, by
a total, of 2.5 percentage points starting in the middle of the year [8].

Referring to Armenia, it should be stated that during 2022 economy of our
country was mostly characterized by positive development trends. During the
year, economic activity remained at a fairly high level - 12.6% [6], due to the
sharp increase in external demand, which in turn was stimulated by international
visitors, remittances, inflow of labor, and an increase in export volumes.

A high inflationary environment was maintained during the year in the
conditions of high demand in the economy. The 12-month inflation was 8.3%,
which had negative consequences on the real income of the economy. To curb
inflation in 2022, the Central Bank of Armenia raised the refinancing rate by a
total of 3 percentage points, setting it at 10.75% [7].

In 2022 due to the high demand of international visitors for domestic
services and the significant inflow of financial funds, certain fluctuations were
recorded in the currency market of Armenia. In December 2022 compared to
December last year, the Armenian dram appreciated by 22% against the US dollar,
29% against the Euro, and 15% against the Russian ruble.

Results

In 2022, favorable conditions were formed for the banking system of
Armenia. In the conditions of high economic activity, lending grew at a fairly
high rate - 15.5%, which was mainly contributed by the sharp increase in the
volume of mortgage loans - 34.2%. The concentration of the loan portfolio also
decreased, in particular, the share of loans granted to large borrowers decreased
by 4.1 percentage points [2].

It should be noted that, as in previous years, in 2022 the dollarization of
loans has continuously decreased. During the year, the Central Bank implemented
another change in the structure of mandatory reserves: the share of foreign
currency reserves against foreign currency funds was increased by another 2
percentage points at the expense of the share of AMD.

Deposits of legal and natural persons also recorded a dynamic growth. The
latter increased by around 43% at a fixed exchange rate (in monetary terms, the
increase was 28.8%), while deposits of residents increased by 29.4%, and deposits
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of non-residents by 96.3% [2].

The banking system continued to occupy a dominant position in the RA
financial system, the share of which in 2022 was 85% [2]. Observing the main
indicators characterizing the banking system in recent years, we see that they
have had certain fluctuating dynamics (Diagram 1).

Diagram 1. The ratio of assets, loans, and deposits of the RA banking system to
GDP 2018-2022
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As we can see from the diagram, in 2022 a decline in the banking system’s
credit/GDP ratio was recorded, although lending continued at a normal growth
rate. The growth of loans granted by banks and credit organizations to the real
sector (at a fixed exchange rate) was 13%. As a result of dram appreciation, the
dram equivalent of loans increased by only 3.4% at the actual exchange rate, and
was about 18 percentage points less than the nominal GDP growth. The banking
system’s assets/GDP and loans/GDP indicators decreased by 2.8 and 7.1 percentage
points, respectively, and made 98.7% and 45.9%. Due to the high growth of
deposits, the ratio of deposits/GDP increased by 3.0 percentage points to 54.8%.
The share of cash deposits in total deposits almost did not change and made about
50% at the end of the year [2].

Referring to lending to households, it should be noted that in 2022 the total
credit portfolio of this sector increased by around 18%. In 2022 the share of dram
mortgage and consumer loans in total household loans made 87.4% increasing by
5.4 percentage points compared to the previous year.

Compared to the previous year, the growth of loans granted to individuals
was higher-17.9%, it was mainly determined by the high growth of mortgage
loans-27.6%, which was about 11% of GDP [2]. In 2022 in case of recovery of
economic growth and increase in crediting, the household credit/GDP ratio
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decreased and amounted to around 27% (2021-28%, 2020-30.2%). This indicator
remains high compared to the median of the countries of the region, being inferior
only to Georgia’s level of 38% [2].

As in previous years, the high growth rates of mortgage lending continued
to be maintained. The annual flow of mortgage loans also increased significantly-
by the results of the 2022 year, it amounted to about 304 billion drams instead of
263 billion drams in 2021, registering a 17% increase. It should also be noted that
such developments in the mortgage market were accompanied by a significant
increase in real estate prices. Thus, the average monthly price of representative
real estate in 2022 exceeded the same indicator level in 2021 by about 10%. In
2022 as of the fourth quarter, the amount of overvaluation of real estate prices,
that is, the deviation of actual prices from the fundamental price, was estimated
by the Central Bank at 16-22% [2].

To effectively manage systemic risks since April of 2022 the Central Bank of
Armenia has launched the macroprudential instrument of the maximum limit of
the ratio of claim/collateral value (loan-to-value). Moreover, in the case of AMD
loans, the maximum normative limit was set at 90%, and in the case of foreign
currency loans, it was set at 70%. At the same time, banks were allowed to issue
loans that did not meet the requirements of the established norms, for dram and
foreign currency loans, in the amount of 10% and 5%, respectively, in the amount
of 10% and 5% of the average of the sums of the contractual principal amounts of
loans in AMD secured by real estate provided by the bank during the two quarters
preceding the reporting quarter. The rates of this instrument are subject to change
in the event of further changes in the mortgage market.

It should be noted that the high rate of growth of mortgage loans in recent
years was mainly due to the state program for the return of interest payments
in the amount of income tax and its phase-out, as well as the sharp increase in
real estate prices and rents, especially as a result of the large influx of foreigners
during 2022.

Referring to the capital adequacy of commercial banks, it should be noted
that the banking system has always maintained a level of capital adequacy
exceeding the required minimum limit, which is an important prerequisite for
absorbing possible losses and ensuring the continuity of operations. Diagram 2
below shows the dynamics of the capital adequacy ratio of commercial banks
over the last 5 years.
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Diagram 2. Dynamics of the capital adequacy ratio of commercial banks over
the last 5 years
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At the end of the year 2021, the total capital adequacy of the banking
system was 17.2%, increasing by 0.3 percentage points compared to December last
year. The change in capital adequacy was influenced positively by the growth of
capital, the decrease in dram equivalent of risk-weighted assets (loans) as a result
of dram appreciation as well as the decrease in dollarization of loans. Regulatory
capital increased by 4.3% due to almost equal increases in authorized capital and
retained earnings (including allocation to general reserve). The balance sheet
capital/assets ratio decreased by 0.1 percentage point and made 13.0% at the end
of the year [3].

The actual banking system entered 2022 with a high level of capital
adequacy, which strengthened further during the year. Total capital adequacy
in 2022 in December was 20.3%, increasing by 3.1 percentage points compared
to December last year. Capital growth, dram devaluation of risk-weighted assets
(loans) as a result of dram devaluation, as well as reduction of the share of foreign
currency loans had a positive impact on the change in capital adequacy. The
regulatory capital increased by 36%, mainly due to the increase in profit, as well
as the statutory capital, and the ratio of regulatory capital/assets increased by
about 2 percentage points and made 14.6% at the end of the year [2].

Referring to the ratio of risk-weighted assets to total assets, it should be
noted that it has shown a continuous downward trend in recent years, mainly due
to the decrease in the share of foreign currency loans. According to the structure
of risk-weighted assets, the specific weights of price risks of credit, interest rate,
operational, foreign exchange, and capital instruments were 88.3%, 6.9%, 3.5%,
1.1%, and 0.1%, respectively, compared to 84.5%, 10.8%, 3.0%, 1.0%, and 0.1% of
the same period of the last year [2; 3].

In 2022 the concentration of the credit portfolio of commercial banks also
decreased, in particular, the share of loans granted to large borrowers decreased
by 4.1 percentage points.
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Analyzing indicators of profitability of banking system assets and capital in
recent years, we see the following picture (Diagram 3).

Diagram 3. Indicators of profitability of banking system assets and capital in
2018-2022, %
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In 2022 the banking system has shown a level of profitability typical of
non-crisis years, which has significantly improved since the 2 quarter of the
year. According to the reports presented by the Central Bank of the Republic of
Armenia, in 2022 the indicators of profitability of the banking system according to
assets (RoA) and according to capital (RoE) tripled compared to the previous year
and made 3.2% and 21.7%, respectively. The increase in profitability was mainly
due to the sharp increase of the volumes of settlement and foreign exchange
operations as a result of the large inflow of new customers. In particular, in 2021
compared to the indicators, the net non-interest income of banks increased by
220 billion drams, while the net amount of interest income and expenses and
losses from loans increased by only 7 billion drams [2, 3].

Referring to the share of bad-quality loans in the credit portfolio of
commercial banks, it should be noted that the latter had a growing trend in the
2018-2020 period, then it started to decrease sharply (Diagram 4).
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Diagram 4. The share of non-performing loans and receivables in the credit
portfolio of commercial banks in the 2018-2022
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As a result of the shocks caused by the pandemic and the humanitarian
situation in 2020, the deterioration of the quality of the banks’ credit portfolio
was recorded. At the same time, the growth of problematic loans was most
pronounced in the fourth quarter, which was also preserved in the first quarter of
2021. During the year, the share of non-performing loans in total loans increased
by 1.1 percentage points and amounted to 6.6% at the end of the year, while
the increase of 0.5 percentage points is attributed to the fourth quarter [4]. The
growth of non-performing loans was contributed mainly by an increase in the
volume of non-performing loans for consumer loans.

In 2021 the indicators characterizing the credit risk at the level of the
general system tended to improve, in particular, there was a decrease in the
percentage of non-performing loans in all main types of loans. The share of
classified loans (including supervised class loans) in total loans decreased by 3.0
percentage points and made 3.5% at the end of the year. The decrease in the
absolute volume of classified loans was mainly contributed by the write-off of
non-performing loans in terms of consumer and business loans [3].

In 2022 amid high economic activity and income growth, the weight of
non-performing loans, with some fluctuations, continued to remain below both the
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long-term average and pre-pandemic levels. The share of non-performing loans
was 2.8% at the end of the year [2]. Among the main types of loans provided to
residents, the share of non-performing loans increased only in the case of business
loans. Compared with 2021, the losses from loans have increased, moreover, due
not so much to the increase in the weight of non-performing loans, but to the
banks’ conservative policy of reserving risky loans on their balance sheets.

Regarding the liquidity of the RA banking system, it should be noted that
despite some negative phenomena that have occurred in recent years, commercial
banks ensured a sufficient liquidity level (Diagram 5).

Diagram 5. Overall and current liquidity indicators of the RA banking system in
the 2018-2022
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As we see, in 2021 with the growth of deposits and the almost unchanged
level of the loan portfolio, liquidity of the banking system has increased
significantly. Compared to the beginning of the year, the total liquidity of banks
in all currencies increased by 6.4 percentage points and made 32.0%. The current
liquidity index increased by 11.2 percentage points and made 120%. The foreign
currency liquidity of the system was at an unprecedented high level the - total
liquidity in foreign currencies of the first group increased by 10.4 percentage
points and made 30.3% [3].

In 2022 the foreign currency liquidity of commercial banks continued to
grow due to both the Central Bank’s long-term liquidity risk regulation policy and
the 2022 developments. As a result of the inflow of deposits of non-residents,
foreign currency liquidity was at a historical maximum level. Compared to the
beginning of the year, total liquidity in all currencies increased by 5.6 percentage
points, and foreign currency liquidity by 12.1 percentage points [2].

The trends of the loan/deposit indexes also indicate the strengthening of the
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foreign currency liquidity position of the banks, and the ratio has decreased both
at the level of the general portfolio and at the level of residents. The progressive
growth of deposits over lending was due to several factors. First, as a result of
the low demand for foreign currency loans, the growth of the portfolio was only
4.8%, and the funds attracted from non-residents and based on risk management
approaches, were allocated by banks in highly liquid assets. On the other hand, as a
result of the increase in interest rates in the international markets, the tendency of
commercial banks to replace external sources of financing with domestic deposits
has increased.

Improvements in profitability and liquidity in banks have enabled the latter
to make smaller adjustments to the increase in credit interest rates, thus mitigating
the increase in the burden of servicing loans, and thus also the adverse effects
on credit risk. In 2022, consumer lending rates increased by an average of 1.0
percentage points, mortgage lending rates by 0.8 percentage points, and business
lending rates by 0.6 percentage points [2].

During 2022, the macroeconomic policy of the Central Bank of RA was
aimed at revitalizing the lending market and normal lending of the economy,
maintaining the trends that began in 2021, while increasing the ability of the
banking system to withstand possible future shocks through the accumulation of
capital buffers.

In 2022, the capital adequacy regulation requirements for commercial banks
were revised. Since June 2023, the capital adequacy requirement has been set
according to three levels of capital:

1. Common EquityTier 1(CET 1),

2. Tier 1 capital,

3. Total capital.

At the same time, the minimum limit of 12% of total capital adequacy was
reduced by 1 percentage point.

Taking into account that the costs of capital accumulation were low and
the level of capitalization of banks was sufficient to maintain the normal growth
rates of lending to the economy, the Central Bank decided to increase the
countercyclical capital buffer rate. Moreover, the latter was raised twice. Since
May 2023, commercial banks had to meet the requirements of a countercyclical
capital buffer rate of 1%, and since August 2023 - 1.5%.

Since January 2023, the requirements provided for by the regulation of
capital maintenance and buffers of systemic banks have also increased, according
to the schedule of the introduction of buffers. The buffers were raised by 0.5
percentage points each and set at 2.0% and 1.5%, respectively [2].
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Conclusion

In recent years, Armenia’s banking sector has been exposed to a series
of shocks and the accumulation of systemic risk, leading to a higher level of
dollarization, thus limiting the ability of the Central Bank to influence the economic
environment through traditional monetary policy instruments.

However, a comprehensive analysis of early warning indicators of credit
market trends, especially in the last two years, allows us to conclude that the credit
market is in a moderate growth phase, and cyclical systemic risks are generally
balanced, except for mortgage lending, where there are risks of overheating.
Complementary increases in mortgage lending and real estate prices may indicate
the accumulation of systemic risks in this area.

In the post-COVID period, the macroeconomic policy of the Central Bank
of RA was aimed at revitalizing the lending market and normal lending of the
economy, maintaining the trends that began in 2021, while increasing the ability of
the banking system to withstand possible future shocks through the accumulation
of capital buffers. Strengthening the ability of the banking system to absorb losses
was considered a priority of the macroprudential policy of the Central Bank of
the Republic of Armenia to expand the uninterrupted crediting of the economy
in the event of the materialization of cyclical systemic risks.
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