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Abstract

The widespread presence of foreign banks in Central and Eastern Europe (CEE) was seen as a potential
source of instability during the financial crisis of 2008/09. However, foreign banks acted primarily as a
stabilizing force by supporting their subsidiaries and forwarding liquidity, rather than cutting and
running. In doing so they closed a significant gap in the EU’s financial stability framework and
prevented both a worse financial crisis and currency crises in the new member states. In this paper, |
argue that the expectation that foreign banks would step in as private lenders-of-last-resort was
exactly the reason why CEE policymakers had encouraged foreign bank entry around the year 2000.
Their policy frameworks looked unsuitable for withstanding a financial crisis, but this was the result of
rule and policy transfers from the EU which did not take these unique market structures into account.
Indeed, already by 2004 it was clear that foreign banks would manage liquidity conditions in CEE and
that monetary policy would, at best, accommodate that. The theoretical contribution based on this is
that financial market structures developed to be a pillar of the regional financial system in their own
right. Although they emerged without central guidance, high levels of foreign banks ownership had the
effect of aligning expectations and resulted in material support during the financial crisis. Balance-of-
Payments support, it follows, is not just the result of official cooperation; private actors may wield
more control over liquidity conditions than central banks.

Introduction
Foreign banks played a crucial role during the financial crisis in Central and Eastern Europe (CEE) in

2008/09. Representing the widespread expectation that foreign banks might cut their exposure and
that central banks would be unable to defend their currencies, Paul Krugman (2008), among many
commentators, concluded that “Eastern Europe 2008 = Southeast Asia 1997”. Given high levels of
foreign currency debt in CEE, uncontrolled currency devaluation would have been devastating (Darvas
& Pisani-Ferry, 2008). Yet none of that came to pass and the financial crisis in CEE was resolved much
faster than the following drama in the Euro Area. Foreign banks proved extraordinarily constructive in
resolving the crisis, supporting their subsidiaries with both capital and liquidity and thereby easing the
burden for national governments and central banks (Bakker & Klingen, 2012; Epstein, 2017; Kudrna &

Gabor, 2013).



The role of foreign banks in stabilizing liquidity conditions in CEE has often been displayed as a
surprising feature of the resolution of the financial crisis. The EU’s financial supervision framework
contained no provisions that would make it possible to compel banks to maintain exposure. A couple
of authors have mentioned the Vienna Initiative, an informal forum of various stakeholders that was
established in 2009, as having ensured sufficient commitments (R. De Haas, Korniyenko, Pivovarsky, &
Loukoianova, 2012; Pistor, 2011). More recent work by Rachel Epstein (2017) has however contested
this notion on the basis that the Vienna Initiative had been started at the request of banks themselves
and that they had behaved constructively even before they officially committed to their CEE markets.
Epstein argues that foreign banks’ business strategies of building ‘second home markets’ in CEE

motivated them to behave constructively.

This paper builds on this research to argue that foreign banks did not just assume this role out of
commercial objectives, but that foreign bank entry was instead solicited by CEE governments in order
to improve their access to liquidity. This is done by examining the transformation of the financial
system in CEE before the year 2004, when eight CEE countries joined the European Union (EU). It is
argued that governments sought out foreign investors for financial stability reasons and that, in most
cases, domestic monetary policy was subordinated to foreign banks’ liquidity allocation decisions. Both
policymakers and bankers themselves held the expectation that banks would step in during a financial
crisis. These findings are in line with the arguments that emerging markets encouraged foreign bank
entry to improve their sovereign credit ratings (Grittersovd, 2017) and that outsourcing financial

stability is a deliberate policy strategy (Khoury & Wihlborg, 2006).

The reason why this pillar of the financial stability architecture in CEE had gone unnoticed before the
crisis was that the EU’s financial supervision rules and policy recommendations did not take these
market structures into account (laydjiev, 2016; Pistor, 2010b). When CEE countries transposed the EU’s
financial supervisory framework in the process of preparing for EU accession, the official distribution

of responsibilities conflicted with the market-based financial stability strategy. In addition, the



European Central Bank (ECB) urged central banks in CEE converge to its practices in order to prepare
for euro adoption, even though these recommendations weakened their remaining monetary policy
tools. If CEE countries looked ill-prepared for a liquidity crisis, this was because they had to converge
to rules and practices that made little sense in their situations. The successful resolution of the crisis

was in good part possible because these formal rules were sidestepped in practice.

The remainder of this paper is structured as follows. The following section briefly sets up the article by
framing financial integration as a process of regime formation. The first empirical section will look into
the transformation of financial market structures and frictions with the EU’s financial supervision
framework. The second empirical section presents the implications of financial integration for liquidity
management by central banks and the impact of ECB recommendations on policy practices before
2004. The penultimate section summarises the changes in regional financial governance in CEE and
argues that market structures developed as a pillar of the financial security architecture through a
decentralized process. The final section provides an outlook for the implications of this regime for

financial market governance after 2004.

Financial integration from a liquidity perspective
The integration of financial markets has been described as having both a political and an economic

dimension. Political efforts to integrate markets are reflected in rules and legislation that facilitate
cross-border financial market activities; from an economic perspective it might be reflected in the
convergence of financial markets and the degree of international activities of the financial sector
(Grossman & Leblond, 2011). An explicitly political economy approach towards financial integration,
by contrast, considers these two processes not as separate spheres, but rather as an integrated change
in state-market structures (Underhill, 2000). State policy shapes markets and market conditions can
affect the government’s capacity to meet public policy objectives (Polanyi, 2001). The process that
leads to financial integration, however measured, consequently needs to be understood as a
transformation of the configuration between public and private authority over the allocation of

financial resources across multiple spatial units.



The recognition that financial integration means more than just an increased volume in financial
transactions between national financial systems has only recently been reflected in analytical tools. In
the wake of the financial crisis in the Eurodollar market, more detailed attention has been paid to the
precise nature of international transactions and their implications for policy-making. Economists from
the Bank for International Settlements propose to ‘break free from the triple coincidence’ of GDP unit,
decision making unit, and currency area (Avdjiev, McCauley, & Shin, 2016). Instead, gross financial
flows, the international circulation of currencies and the management of transnational banks have to
be recognized as factors in their own right which may change the payoff calculus for public policy
options (Obstfeld & Taylor, 2017). Despite uniquely high levels of foreign bank ownership and foreign
currency loans before the financial crisis, this analytical framework has so far not been applied to

financial integration in CEE.

Specifically, the goal of this paper is to understand the process of financial integration from the
perspective of liquidity. Liquidity, or the ability to make payments when they fall due, refers to the
ability of banks to obtain cash or central bank reserves in order to conduct payments. In a fiat money
system, the central bank aims to influence the price at which banks can obtain funding and provides
liquidity in response to the financing needs of the financial sector (Fullwiler, 2017; Komaromi, 2007).
If a central bank operates uses an external anchor, however, it trades off its capacity to control interest
rates for exchange rate stability. This means the central bank cannot provide unlimited amounts of
liquidity to its financial sector, and as a result loses its capacity to act as lender of last resort (Bindseil
& Winkler, 2012). The price at which banks can obtain liquidity is hence to a great extent due to the

monetary policy framework that the central bank operates.

Financial integration challenges the capacity of central banks to control domestic liquidity conditions
in a number of ways. First, international financial flows can result in changes in liquidity conditions to
which central banks have to respond. Especially in emerging markets, financial inflows create a surplus
of liquidity in the system that the central bank has to ‘sterilize’ — that means absorb — in order to reach

its interest rate target (S. T. Gray, 2006). Second, the effectiveness of regulatory tools to reduce



liquidity levels, such as raising reserve requirements, can be reduced if banks can access deep
international funding pools. Third, the circulation of foreign currencies, in cash or as denomination of
loans and deposits, undermines a central bank’s ability to affect market rates and liquidity levels.
Confronted with an inflow of foreign currency, central banks have the choice between sterilizing
inflows, which is costly, or lowering their policy rates, which deters inflows but makes domestic
liquidity cheaper. Central banks’ capacity to affect liquidity conditions in foreign currencies is

constrained by their level of foreign exchange reserves.

Consequently, financial integration can be thought of as a process that weakens the control of central
banks over domestic liquidity conditions. The spatial reorganization of financial markets results in
challenges for monetary policymakers because the reaches of liquidity conditions and interest rates
extend across jurisdictional borders (Rey, 2015). All these problems are nothing new. Charles
Kindleberger (1965, quoted in Mehrling, 2015) sketched out the overall rationale of the post-war

international monetary architecture as follows:

“The breakdown of the international money market in the 1930s led to the establishment of the IMF after the
war; its gradual revival, especially after 1958, has put the IMF last in the line of short-term adjustment devices.
First is the market. Then come central-bank operations of the Basle Club type, which had their origin in the
measures taken by central banks to stabilize the market after the revaluation of the mark and the guilder in
March 1961. Finally, to tidy up, is the IMF, which funds such short-term obligations as are not reversed, after the
crisis is over. At any stage, first, middle or last, the country can use its own reserves.”

In recent practice, all these instruments have remained relevant. After money markets failed, problems
related to liquidity have been resolved through cooperation between central banks, such as the Chiang
Mai Initiative (Henning, 2011) and the network of foreign currency swaps set up by the Fed and other
central banks during the financial crisis (Allen, 2013; Broz, 2014; Henning, 2015; McDowell, 2012).
Lending by the International Monetary Fund is another channel of official cooperation to provide

central banks with sufficient foreign liquidity.

Studying financial integration as regime formation



Financial integration has for the purposes of this article conceptualized as a change in the balance
between public and private authority over the allocation of financial resources across multiple spatial
units. In order to study this concept, financial integration will be approached as a regime study
(Haggard & Simmons, 1987; Young, 1983). Regimes are commonly defined as “implicit or explicit
principles, norms, rules and decision-making procedures around which actors' expectations converge
in a given area of international relations” (Krasner, 1982). Regimes may differ with regard to their
strength, organizational form, scope, and the way in which they allocate resources. What unites them

is that they align the expectations of various actors and thereby help to produce convergent practices.

In order to study the beginnings of financial integration in CEE, it is helpful to recall Young’s (1983)
typology of regime formation processes. He posits three ways in which regimes can form, namely by
imposition, negotiation, or spontaneously. If a leading power makes others conform to a deliberately
established order without their consent, a regime can be classified as imposed; if there is consent
between different participants, it is rather a negotiated regime. Spontaneous regimes emerge without
any central coordination, but they, too, can result in convergent outcomes and lasting regimes (e.g.
Gallarotti, 1995). The regime formation mode may be related to the allocation mode. A hegemon may
be able to impose a regime, multilateral cooperation is often the result of negotiations and unilateral
decisions can emerge in a decentralized way. However, shifts in structural power can change the

nature and operation of a regime over time and eventually bring it to an end.

The study of the transformation of financial markets in CEE will categorise different processes
according to the typology of regime formation processes. It is argued that a new regime formed
between 1998 and 2003 because the both market structures and monetary policy frameworks changed
in a way that fundamentally reorganized the allocation of liquidity across the region. In the following
sections, it is documented not just how the authority over liquidity conditions shifted from central
banks to West European banks, but also to which extent this was the result of coordination, imposition

or unilateral decisions.



Financial markets

During the transition period, the nature of banking in CEE changed fundamentally. Within ten years,
the region went from having a Soviet-style monobank system? to being almost entirely controlled by
foreign banks. The transition away from socialist payments systems, which meant splitting monobanks
into a central bank and commercial banks, opened up wide opportunities for financial sector
development (Balifio, Dhawan, & Sundararajan, 1994). The privatisation of formerly state-owned
commercial banks, the liberal regulation of banks in the mid-1990s, and loose lending practices
resulted in financial crises in most transition economies (Arvai & Vincze, 2000; Tang, Zoli, &
Klytchnikova, 2000). After these crises, the financial sectors stabilised as foreign banks developed
major market shares in almost all CEE countries. During the pre-accession years, these foreign banks

led a process of financial deepening in CEE and became the major channel for financial inflows.

The development of financial markets in CEE happened in parallel with the EU’s own plans to move
towards deeper financial integration. In line with the Financial Services Action Plan (Commission of the
European Communities, 1999), the EU’s financial legislation framework was transformed in order to
facilitate the integration of capital and financial markets across the EU (Migge, 2010). EU financial
regulation would not just have a major effect on CEE because they would have to be transposed, but
also because the FDI in the banking sector came almost exclusively from banks that were
headquartered in EU member states. This meant that banks could transmit economic and regulatory
developments between the EU and CEE countries (Caviglia, Krause, & Thimann, 2002). The rules for
financial supervision developed in this framework would therefore have wide-ranging consequences

for the conduct of monetary policy and macroprudential regulation in CEE.

1 Poland and Hungary had liberalized their banking sectors somewhat in the 1980s already and allowed both
private banking and foreign investment before the fall of the Iron Curtain (Aslund, 2012; Bonin & Abel, 2000)



Bank entry: privatisation, crisis, and business opportunities

The changes in financial market structure in CEE pre-dated the official start of accession negotiations
with the EU. From the late 1990’s onwards, the share of banks with foreign ownership increased
significantly and by the year 2000, more than half of all banking assets in CEE were held by foreign
banks after it had been as low as 4% in 1995 (Naaborg, 2007). After 2000, the overall number of foreign
banks in CEE did not increase much more, but they grew their market share to more than 80% of all
banking assets by 2004, displacing extant domestically-held banks. In Hungary and Latvia foreign banks
started developing market shares in 1996, Lithuania and Estonia followed by 1998 and in 1999 the
foreign banking share increased in Poland. In the remaining Accession countries, foreign banks needed
until 2000 to control 50% of the market; only in Slovenia did the share of foreign banks remain
significantly below that. Taken together, this transformation of the banking sector towards foreign

ownership marked the severing of state bank ties in most CEE countries (Epstein, 2017).

Share of financial assets owned by foreign banks
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The entry of foreign banks into CEE took the shape of both acquisition of existing banks and greenfield

entry. This meant that, rather than just lending across borders?, they would themselves establish retail

2 As was predominantly the case in the Euro Area



operations and lend to businesses and households directly. Greenfield investment and bank takeover
differ because in the former case, a bank sets up entirely new operations in a foreign country; in the
case of takeover, it acquires ownership of a bank that is already operating in the target country. In
general, foreign banks preferred acquisition over greenfield entry and, consequently, most foreign
banks operated as subsidiaries of their parents rather than as branches (European Central Bank, 2005).
However, and somewhat surprisingly (see Epstein, 2014), for the governance of international capital

flows, entry mode and business model did not make big difference, as will be discussed later.

Table 5 Foreign credit institutions in the NMSs (2003)

CcYy CZ EE HU LT LV MT PL S1 SK | Total

Number of foreign branches 2 9 1 0 3 1 2 1 1 3 23
Total assets (€ million) 408  7.610 537 0 555 405 4,753 693 205 3,034 18,200
% of total banking assets 2 10 9 0 9 5 27 1 1 13 6
Number of foreign subsidiaries 4 18 3 28 5 7 8 45 5 16 139
Total assets (€ million) 2,921 62,315 5,622 33,708 4,876 3,701 6,662 74,716 3,879 19,834 218,234
% of total banking assets 11 79 97 62 76 44 38 67 18 84 62
Foreign-owned bank assets "

as % of total banking assets 12 96 97 83 96 47 68 68 36 96 72
Number of top-5 foreign banks 1 5 4 4 5 2 4 4 1 5 34
Nationality of top-5 foreign banks 7 AT,3 BE,3DE,2FI, 1 FR, 1 GR, 1 NL, 6 SE, 1 UK, 41T, 2 TK, 1 US

Source: BSC.

1) The percentage share of foreign branches and subsidiaries do not necessarily sum up to foreign-owned bank assets because the
latter may also include indirect or minority foreign ownership.

(European Central Bank, 2005)

The increasing presence of foreign banks was the result of both political decisions by the CEE countries
and banks’ business strategies. To begin with, the transition away from a state-owned banking system
meant that big parts of the CEE countries’ banking systems were privatised. With the exceptions of
Poland and Slovenia, the banking sectors of all CEE countries were without significant public ownership
when they joined the EU (European Central Bank, 2005). Strategic investors snatched up some of these
shares in successive rounds of privatisation, for instance when in Hungary four banks were sold to
foreign investors in 1996 (Naaborg, 2007). Governments explicitly sought out foreign buyers for bank
privatisation. The Czech Republic offered Austria’s Erste Bank and French Société Générale an

agreement to ringfence them against losses in the banks that they were buying and Poland set capital



requirements to a level that its domestic banks would not be able to meet (Havrylchyk & Jurzyk, 2006).
The presence of multinational banks was fostered deliberately by sovereigns that tried to improve their

credit ratings (Grittersova, 2017).

A second factor that facilitated the acquisition of banks by foreign investors were persistent financial
crises in most CEE countries (Tang et al., 2000). Bank failures increased foreign bank ownership not
just because governments tried to find foreign investors to take over ailing banks, but also because it
resulted in the consolidation of the banking sector which increased the relative weight of foreign
banks. For instance, in the Baltic countries several banks failed during the financial crises in 1995-97.
The expansion of foreign banks’ assets to over 90% of total in Estonia was the result of the sale of just
two banks, Hansapank and Eesti Uhispank, to Sweden’s Swedbank and SEB in 1998. The entry of
foreign banks helped to prevent a worse financial crisis because they helped restore confidence

(chapter on EE in Enoch & Otker-Robe, 2007b).

The expansion of foreign banks into CEE was, however, not just driven by supply factors, but the region
was also attractive for foreign investment. The geographical patterns of financial sector investment
flows may have reflected proximity and cultural affinity (Epstein, 2017), but banks also pursued
straightforward commercial objectives. There was a widespread perception that the region was
underbanked and that there were significant market shares that could be developed (Caviglia et al.,
2002). Foreign banks’ entry into retail markets was seen as a strategic investment where they wanted
to develop market shares with long time horizons (European Central Bank, 2005). Competition in
domestic markets and market entry by domestic competitors provided another driver for Western
banks’ expansions (Naaborg, 2007). Banks’ return on equity in the Baltics was at 16% in 2003, in Central
Europe still above 12%, compared with returns below 10% in the EU-15 states. FDI in other sectors also
meant that to some degree banks were just following their customers as Western companies set up
operations in CEE (lwanicz-Drozdowska, Bongini, Smaga, & Witkowski, 2018). In short, CEE was an

attractive region for expansion activities of West European banks.



Following several rounds of mergers and acquisitions (Baudino, Caviglia, Dorrucci, & Pineau., 2004),
the financial sector of most countries became very concentrated. On average, the biggest five banks
controlled 76% of assets in the region in 2003 (European Central Bank, 2005). Following a round of
mergers around the year 2000, markets were consolidated and ended up under the control of a few
banks, especially in smaller countries, where the biggest banks controlled more than 90% of assets. In
practice, high market concentration and high foreign ownership coupled together meant that CEE was
controlled by a handful of international banks (Naaborg, 2007; Pistor, 2010a). In the Baltics, Swedish
and Finnish banks were dominant?, while in Central Europe, Austrian, German, and Italian banks were
active, as well as individual French and Belgian institutions (Naaborg, 2007 provides an overview). The
resulting interdependence was somewhat asymmetrical, because the activities in CEE still represented

a small part of banks’ businesses even as they controlled big parts of national markets.
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Domestic private banks all but vanished from the picture. Foreign banks often introduced more
professional lending practices and provided cheaper access to financing for their subsidiaries, which

made them more profitable and competitive (R. De Haas & Naaborg, 2006; Iwanicz-Drozdowska et al.,

3 Finnish Sampo bank would later sell its banking business to Danske Bank, which is important to understand
Danmark’s Nationalbank’s involvement in providing liquidity support to the Bank of Latvia in late 2008



2018). Two exceptions, however, are notable because they would play a central role during the
financial crisis of 2008/09. Hungary’s OTP, the successor to the national savings bank, remained
without foreign majority owner and even became a regional investor itself (Bonin & Abel, 2000). In
Latvia, domestically-held Parex bank styled itself as a safe haven for Russian oligarchs’ money (Aslund
& Dombrovskis, 2011). Both banks managed to hold on to their market share, even as foreign
competitors pursued aggressive expansion strategies, but would turn into liabilities for their national

governments during the financial crisis (Mabbett & Schelkle, 2015).

The shift in financial market structures towards concentrated foreign ownership was hence almost
uniform across the region. Still, the decisions by national governments to seek out foreign investors
should be understood as a spontaneous process of regime formation. Just as West European banks
were not directed to invest in CEE, the targeting of foreign investors for bank privatisation was due to

individual decisions on the national level, not centralised coordination.

EU reforms for financial market governance

At the same time as CEE was receiving significant FDI inflows into its banking sector, the EU was just
developing its own framework for regulating international banking activities. The Financial Services
Action Plan in 1999 set out a five-year schedule for the integration of financial service in the EU,
including the announcement of 42 new Regulations and Directives. The package formally distributed
responsibilities between home and host country financial supervisors. The creation of a single
European passport for financial services, which allowed the establishment of branches in other EU
countries, further facilitated cross-border banking. Given that these decisions were taken largely
before EU enlargement in 2004, the CEE countries had no voting power on most of the decisions. Still,
from 2003 onwards the CEE authorities participated in all Lamfalussy committees as ‘active observers’
(Altmann, 2006). While many scholars have considered the unsuitability of this package for CEE from
the perspective of resolution and capital regulation (Altmann, 2006; D’Hulster, 2012; laydjiev, 2016;
Pistor, 2010a), this section discusses its major implications for the conduct of monetary policy and

liquidity regulation.



The assignment of supervisory roles largely followed a home-country first principle that was based on
principles of international finance reaching back to the Basel Committee’s guidelines of 1983 (Altmann,
2006). This meant that the overall direction for supervision was towards concentrating more
responsibilities with the national supervisor of parent banks than the authorities of the state where a
bank had established a foreign branch or subsidiary. The Basel soft law provisions were summed up in
the EU’s Consolidated Banking Directive (2000) and the Financial Conglomerates Directive (2002),
which entrusted the home supervisor with the prudential supervision of all activities of a banking
group. This principle was largely based on the assumption that the home authorities would have better
regulatory practices (Persaud, 2010), but it was also widely supported by the industry, which saw it as
creating a one-stop shop regime for regulation and sidestepped the need to deal with a variety of

supervisors (Linda van Goor in Enoch & Otker-Robe, 2007b; Miigge, 2010).

However, the responsibility of bank liquidity and monetary policy remained with the host authorities.
The Consolidated Banking Directive is clear that host states would be in charge of ensuring the liquidity
of subsidiaries, even as liquidity for the group was under the control of the home authority; for
branches, both home and host were responsible. The responsibility for providing liquidity for banks’
operations in CEE would officially fall on central banks in CEE, which would have to act as lender-of-
last-resort in case of a crisis. On the side of the Euro Area, liquidity provision also remained a national
responsibility, while the ECB maintained its stance of “constructive ambiguity” as to whether it would
play the role of LOLR (Schiiler, 2003). The ECB had alluded to the possibility of national central banks
acting as LOLR by providing emergency liquidity in its 1999 Annual Report (European Central Bank,
1999), but clarified that the costs for that would be borne by national central banks and that these

measures would be sterilised by the ECB if they threatened price stability in the Euro Area.

The EU’s framework for governing liquidity, it follows, provided a somewhat contradictory picture
regarding who was in charge of managing liquidity risks in integrated financial markets. Supervisory
authorities were national, but the supervision of bank groups remained with the home authorities,

while host authorities would officially have to intervene to support subsidiaries and even branches



that faced liquidity problems. Financial regulators tried to circumvent such issues by signing
Memoranda of Understanding (MoU) that set out principles for cooperation and information sharing
between national authorities. The Bank of Austria concluded its first agreements on supervisory
cooperation with its counterparts in Hungary, the Czech Republic, and Slovenia in 2001 (Altmann,
2006). Latvia concluded agreements with various EU authorities between 2000 and 2003 On the
European level, a secret “Memorandum of Understanding on high-level principles of co-operation
between the banking supervisors and central banks of the European Union in crisis management
situations” was agreed in 2003. The principles of that agreement were translated into concrete
operating procedure for information-sharing by MoUs between the Nordic central banks and between

the Dutch and Belgian central banks (European Central Bank, 2006).

Supervisory cooperation in the region within CEE took place in parallel with the EU developments. In
2000 the central banks of the Baltic countries also agreed on procedures for liquidity provision for
branches in each other’s country5. They, too assigned the roles of LOLR to the host authorities for
branches and subsidiaries. At the time only Estonia’s Hansapank, which was ultimately Swedish-
owned, had expanded into Latvia and Lithuania (Naaborg, 2007). Given their rigid exchange rate
regimes none of these central banks could plausibly claim to be able to act as LOLR, but this evidence
shows that the Basle Principles on home/host task division were implemented in the Baltics before the
EU had its own procedures in place. The emergence of (non-binding) agreements between central
banks regarding freedom of establishment, information sharing and prudential regulation was a

widespread phenomenon.

In the context of supervisory rules it can hence more easily be argued that the official framework for

liquidity provision was imposed. The CEE countries had no voting rights in the negotiations of the rules,

4 https://www.fktk.lv/en/about-us/cooperation/agreements-on-co-operation-and-exchange-of-
information/?1=3

https://www.fktk.lv/wp-content/uploads/2019/05/Bank Estonia.pdf
https://www.fktk.lv/wp-content/uploads/2019/05/Lietuvas banka.pdf



https://www.fktk.lv/en/about-us/cooperation/agreements-on-co-operation-and-exchange-of-information/?l=3
https://www.fktk.lv/en/about-us/cooperation/agreements-on-co-operation-and-exchange-of-information/?l=3
https://www.fktk.lv/wp-content/uploads/2019/05/Bank_Estonia.pdf
https://www.fktk.lv/wp-content/uploads/2019/05/Lietuvas_banka.pdf

yet they were required to implement them in order to be able to accede the EU. Yet the formal rules
made little sense for governing liquidity given the shape of financial markets and the exchange rate
regimes under operation in the Baltic countries. While the EU mandated national control over liquidity
conditions, in fact, CEE governments had surrendered a considerable degree of control to foreign

banks.

Financial market governance in practice

Inside the EU, the establishment of foreign branches and subsidiaries was not common and, in many
regards, financial markets in the old member states remained a national business. For CEE, by contrast,
the division of regulatory authority between the home and host authorities meant that they had to
share several policy instruments with the home authorities of the foreign banks that controlled their
markets. The fact that most foreign banks’ operations happened through subsidiaries, which are in
theory self-standing units with their own capital base (Epstein, 2014), was not reflected in actual
management practices. Instead, they were largely considered branches for all practical purposes. This
meant they could enjoy cheaper access to liquidity and capital if needed, managed through the banking
group’s ‘internal capital market’ in which the parent bank acted as central treasury (R. De Haas &
Naaborg, 2006). As a result, control over liquidity levels shifted towards the parent banks and national

authorities would experience both the pleasant and unpleasant sides of financial integration.

One advantage of foreign bank presence was that their proactive lending practices facilitated financial
deepening and investments in productive capacities. After 2000, the number of foreign banks did not
increase significantly anymore, however, they managed to grow their market shares significantly faster
than domestic competitors. This was in part thanks to the absence of constraints on the liability side
of the subsidiary banks. The subsidiaries were given ambitious growth targets, both concerning annual
credit growth and future market shares. Funding management, the provision of sufficient capital and
liquidity to meet local requirements, was relegated to an ‘operational’ issue from the perspective of

the parents (R. De Haas & Naaborg, 2006). This meant that even as regulators set comparatively high



requirements for central bank reserves and capital, foreign banks would be able to comply with them
and expand credit. The EU’s Consolidated Banking Regulation imposed limits on credit exposure to a
single counterparty equivalent to 25% of bank capital, but these constraints could be circumvented by
allocating new capital to the subsidiary instead of issuing loans (R. De Haas & Naaborg, 2006). Even
during economic downturns, as in Estonia in 2000, foreign bank subsidiaries did not curtail lending,
which contributed to economic stabilisation (R. T. A. de Haas & van Lelyveld, 2004; R. de Haas & van

Lelyveld, 2006).

The allocation of liquidity and capital via banks’ internal capital markets stood somewhat in contrasts
with the legal status of subsidiaries as self-standing units. However, in CEE, above all in the Baltic
countries this was not necessarily seen as a problem. Given the constraints of operating a currency
board, in particular the inability to act as LOLR, the parent bank might be in a position to step in during
a liquidity crisis (Khoury & Wihlborg, 2006). Commenting on Nordic banks’ presence in Estonia, Eesti
Pank president Vahur Kraft wrote that “this development has somewhat lessened our concern for
immediate liquidity and capital of the banks” (Kraft, 2003). This expectation was echoed by the

European Commission in its first Progress Report on Estonia:

“In the context of Estonia’s currency board, the growing participation of foreign capital in local banks is
an important development. With the role of the central bank as lender of last resort strictly limited, easy
access by banks to foreign funds (in particular via their parent company) improves confidence in the
resilience of the financial system in case of a slow down [sic] of the economy or large capital outflows.”
(European Commission, 1999)

Likewise, the central banks of Poland and the Czech Republic declared that they expected foreign
parents to provide emergency liquidity (R. De Haas & Naaborg, 2006). Notwithstanding the rules that
assigned lending of last resort to the host authorities, policymakers were convinced that parent banks

would support their subsidiaries in a crisis.

The parent banks were aware of this expectation and several of them explicitly assured host authorities
of their support. Both the long-term investment horizon that they pursued when they set up
operations in CEE and the reputational costs associated with abandoning a subsidiary were cited as

reasons for that (R. De Haas & Naaborg, 2006; Epstein, 2017). In Central Europe, several parent banks



assured host authorities that they would maintain exposure through “comfort letters” (R. De Haas &
Naaborg, 2006), and the heads of both Swedish parent banks visited the Baltic authorities and to
reassure them that they were considered part of the banks’ home market (Banincova, 2012). In
Hungary parent banks did show that they kept their word and act as LOLR for their subsidiaries already
before Accession (Barisitz, 2005). There have also been instances of parents abandoning their
subsidiaries, as in the case of Rijecka bank in Croatia (Barisitz, 2005; Naaborg, 2007). More often,
however, foreign bank entry increased confidence in financial stability, as during the crisis in 1998 in

Estonia when the entry of SEB and Swedbank was followed by a reduction in lending spreads.

Yet, foreign banks also made the conduct of macroeconomic policy more difficult in a number of ways.
Even with faithful information sharing on banking groups between home and host supervisors, there
were some conflicts of interest between them. The first one was that considerations at the group level
were not necessarily appropriate for subsidiaries. Virtually unconstrained lending by subsidiaries could
not be held in check if they had a permanent credit line to their bigger parents. In addition to that,
direct cross-border loans provided another way for parent banks to channel credit to CEE (R. De Haas
& Naaborg, 2006).° Whereas the national regulators in CEE imposed higher capital and liquidity
requirements on the subsidiaries, they had no control over the level of liquidity on the group level or
the actual reliance on internal capital markets. High prudential requirements could ensure the stability
of the subsidiaries, but had little effect in containing credit growth (Enoch & Otker-Robe, 2007a). At
the same time, it meant that instability in the home market of a bank and ensuing regulatory responses

towards the parent bank could spill over into the host markets.

Another related problem was that monetary policy measures, in so far as they were available, were
rendered less effective. Foreign banks could access deeper funding markets and enjoyed better credit

ratings than their domestic competitors, which allowed them to sidestep domestic monetary policy

6 Although local tax codes discouraged cross border lending because profits from cross border loan would be
taxed at the same level as in the home country, whereas for local lending the local rate would apply, which
could be as low as 0% (in Estonia) if earnings were reinvested (R. De Haas & Naaborg, 2006)



measures and offer lower interest rates. The funding from parent banks was predominantly
denominated in euros which the subsidiaries would subsequently swap into local currency if needed
(R. De Haas & Naaborg, 2006). Local currency funding might be done by the subsidiary itself, but foreign
currency exposures on the liability side were managed on the parent bank level. Lower funding rates
in euros were passed on to customers, with lower interest rates for euro-denominated loans even in
countries with currency boards (Chapter on Lithuania Enoch & Otker-Robe, 2007b). It is important to
note though that domestic banks also engaged in foreign currency lending to companies and

households, which they funded wholesale (Brown & De Haas, 2012).

The transformation of financial market structures thus implied a major shift of control over liquidity
conditions from CEE authorities to foreign banks and their home authorities. The entry of foreign banks
facilitated credit growth and improved competition and creditworthiness, but it also meant that some
residual channels for macroeconomic policy became ineffective. A Latvian regulator indicated that
foreign bank subsidiaries had ‘almost unlimited access to resources’ from their parents (Enoch & Otker-
Robe, 2007b) and foreign currency funding, together with improving swap markets, rendered domestic
interest rates less effective in constraining funding conditions. A significant share of liquidity allocation
was driven by aggressive expansion strategies of foreign banks, which were supervised by their home
authorities. While the development of the EU’s new financial governance framework was still

progressing, the practical arrangements in CEE were already put in place’.

7 Later, the adoption of all EU rules would lead to other bizarre outcomes because CEE countries would have to
adopt regulations for financial products that were not even offered by their financial sectors; capital markets
were almost non-existent



Liquidity management

Against the backdrop of changed market structures, it can be asked what monetary policymakers did
in order to bring liquidity in line with their objectives. A first note on this is that almost all possible
exchange rate agreements could be found in CEE countries. Poland and the Czech Republic let their
currencies float, Estonia and Lithuania had currency board arrangements, and the remaining countries
pursued currency pegs. Based on that, it is plausible to expect that central banks pursued different
objectives and had different policy tools at their disposal. Yet, liquidity conditions across the region
were similar in two regards irrespective of monetary policy framework: continued financial inflows led
to a surplus of liquidity that central banks had to manage - if they could - and the use of foreign
currencies which limited the efficiency of interest rates as policy instruments.® This section will
examine the factors that influenced central banks’ management practices of their foreign reserves and

domestic levels of liquidity. Foreign currencies will receive separate attention.

Foreign reserve management

Given that most CEE central banks regularly intervened in foreign exchange markets, the management
of foreign reserves was an important element in their monetary policy frameworks. The transition
period had sometimes been problematic from a liquidity perspective, culminating in funding stress in
several countries in 1998/99. Yet, with the entry of foreign banks and macroeconomic stabilization, in
most countries the first years of the new millennium were characterized by monetary calm. The Baltic
countries managed to keep their foreign reserves in line with the backing requirement for their
currency boards, while the inflation-targeting central banks brought their reserve management
strategies in line with international best practice. The speculative attacks on Hungary’s forint in 2003
remained the only instance where reserve management strategies were seriously tested. Solid capital

inflows and access to short-term funding compensated for current account deficits, so that there had

8 Regarding foreign currencies, all central banks are currency users, which means that their policy space is
determined by the level of their foreign reserves.



been only a few instances where countries reduced their foreign exchange reserves as a result of their

overall Balance of Payments.
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To start off, it is important to highlight the connection between the level of foreign reserves that a
central bank wants to hold and its exchange rate regime. In a narrow peg arrangement or currency
boards, the management of foreign liquidity is the central task of the central bank, while in entirely
free floats foreign reserves serve no other purpose than conducting international payments (Bank for
International Settlements, 2005). In floating arrangements, central banks’ desired level of foreign
reserves is customarily defined in response to short-term external financing needs, such as three
months of import (Borio, Galati, & Heath, 2008). Holding reserves in excess of these needs, is a cost
for the government because, for emerging economies, the returns on foreign reserve assets are usually
lower than the interest paid for sterilizing them (Rodrik, 2006).° With liquid foreign exchange markets,

there is hence no incentive for central banks to keep significantly more reserves than needed. For

9 Suppose the Hungarian central bank held a German bond that pays 3% as an asset, but pays 6% on its
sterilisation facility, which is a liability to the central bank. In that case it would incur a loss from this position
and be better off selling the bond, reducing its level of foreign reserves



illustration, after Hungary liberalized capital flows and widened its fluctuation band in 2001, the MNB

reduced its reserve levels from 20 months of imports to just three.

In a currency board, by contrast, the amount of foreign reserves that the central bank holds has to
back up the reserves and cash that it gives out. This means that foreign reserve levels determine the
domestic money base. Technically, there is some variation between individual currency boards
because the central bank can choose narrower or broader monetary aggregates that it wants to back.
Thus Eesti Pank backed a narrower aggregate — 100% of the monetary base — whereas Lithuania’s
currency board used a broader one and included liquid central bank liabilities (Balifio, Enoch, lze,
Santiprabhob, & Stella, 1997). In practice both currency boards targeted reserves in excess of the
backing rule, which provided them some scope for discretionary intervention. Foreign reserve
management in Latvia, also exceeded the monetary base (International Monetary Fund, 2005b), if only
slightly. In line with the requirements for their exchange rate regime, hence, the Baltic countries chose

to keep a slight buffer.

Backing Ratios in Baltic countries end-2003°

Estonia Latvia Lithuania

Foreign Assets/ (Currency in circulation

+MFI deposits) 124,2 105,6 151,5
Sources: Eesti Pank, Bank of Latvia, Bank of

Lithuania

Approaching the targeted official level of foreign reserves became easier as financial markets became
more integrated and liquid. During the 1990’s foreign reserves still had to be funded from official
sources. In the Baltic countries, initial foreign reserves were the result of restitution of monetary gold
that was still in the vaults of the Bank of England and had belonged to the Baltic Republics before

World War Il (Wolf, Ghosh, Berger, & Gulde, 2013), but Estonia even pledged part of its natural forests

10 For Latvia, data only from mid-2003 available, hence no time series



to back up its currency until 1997 (Boughton, 2012). In 2000, the Baltic countries turned to the IMF in
order to be able to replenish their foreign reserves on short notice. Estonia had a precautionary IMF
stand-by agreement until 2001, Latvia until 2002 and Lithuania even until 2003. None of these credit
lines was eventually activated, but their availability reassured both investors and policymakers that a

loss of access to financing could be buffered.

In Hungary and Poland, fiscal policy had been a major source of foreign reserves in the 1990’s
(Boughton, 2012) and about a third of government debt stocks was denominated in foreign currency.
In some countries, such as Latvia or Hungary, there was coordination between the Treasury and the
central bank on the currency composition of government debt. Only in Hungary and Lithuania were
the central banks not legally able to issue their own foreign-denominated liabilities (Bank for
International Settlements, 2005; S. T. Gray, 2006).1! After 2001, when capital controls were removed
in all countries, central banks managed reserves via spot sales and swaps on currency markets and new

government debt was almost exclusively raised in domestic currency (Arvai, 2005).

The composition of reserves was more and more oriented towards the euro as countries changed their
reserve anchor. The re-orientation of domestic reserves towards the euro happened in response to
increased demand for the pairing of domestic currency and euro, as more and more trade transactions
were invoiced in that currency. Lithuania’s repegging from the dollar to the euro entailed the
conversion of all its reserves, but was pre-announced and went smoothly (Alonso-Garno, Fabrizio,
Krarnarenko, & Wang, 2002). However, even for Latvia, which maintained its mixed basket of five
currencies that made up the IMF Special Drawing Rights, liquid domestic money markets meant that

ready cash would be available to manage the currency (International Monetary Fund, 2005a).

The prospective entry into the EU meant that two new sources of official financing would be made
available if a country were to get into Balance of Payments problems. The Medium-Term Financial

Assistance Facility was revamped in 2002 - before enlargement - because there was a “perceived need

11 Estonia’s currency board also allowed deposits in foreign currency (Ho, 2002)



in light of future enlargements”. The MFAF could provide foreign reserves in the form of euro-
denominated loans to the Treasury. This facility would have to be requested before a member state
could turn to other official sources of funding, such as the IMF. In order to be able to cover short-term
reserve shortages, the central bank agreement on operating principles of the ERM Il furthermore
provided for the possibility of ‘Very Short Term Financing’. Under this facility central banks could
provide each other with loans with a maturity of up to three months, which would function like a
currency swap and serve to temporarily increase reserves. For the purposes of intervention at the
margin of the fluctuation band of ERM Il participants, this support would ‘in principle’ be automatic
and unlimited, whereas for intervention within the margins limits were specified. The activation of this
mechanism was left at the discretion of the ECB, since the requesting central bank first had to make
‘appropriate use’ of its own reserves and the ECB could suspend the facility if it was in conflict with
Euro Area price stability. There existed the possibility to roll over foreign reserve assistance from the

VSTFF or convert it into a loan under the MFA.

Foreign reserve management practices in CEE were in line with international best practice and all
central banks maintained higher foreign exchange reserve levels than the ECB. Foreign exchange
markets were liquid, which mostly enabled central banks to reach their foreign reserve targets with
ease. The experience with the IMF and the prospect of further BoP assistance facilities for EU members

suggested that official sources to increase foreign reserves would be available should the need arise.

The role of foreign currencies

Foreign currencies were an integral part of the financial system in the Accession countries for more
reasons than just their official role in international payments. They were common as a denomination
for financial assets and liabilities and even in use as parallel currencies. Eastern Europe had already
seen a degree of dollarization during the 1990s (Aslund, 2012), so this was not an entirely new
development. During episodes of high and hyperinflation in several transition countries, foreign cash,

especially US dollar and Deutschmark, came to play an important role as stable store of value. Its role



was boosted by Gresham’s Law. After 2000, the stocks were not reduced, but the perception of foreign
currencies was a different one. Rather than using foreign cash because of the anticipated loss of value
of domestic currency, now the expected stability or even appreciation of domestic currency made
foreign currencies a valid substitute. People in the Baltic countries took out loans in euros because
they were used to it and it ‘made no difference’ (Enoch & Otker-Robe, 2007a). The circulation of foreign
currencies not just meant that the money supply was bigger than the official figure (Calvo & Végh,
1992)*?, but also domestic monetary policymakers had less control over developments in the money

supply because they could not influence the interest rate in foreign currencies.

Gauging the amount of foreign cash that circulated in CEE is difficult. Payments in cash are not recorded
because no country officially euroised or dollarized and much of the foreign cash primarily featured on
the black market. Yet there are some helpful indications regarding the amount of foreign cash in
circulation in CEE. According to the OeNB, up to half of all households in Central European countries
held foreign cash around 2000, especially Deutschmark and Austrian Schilling, while the dollar played
a marginal role (Stix, 2004). Holdings of legacy currencies decreased before the introduction of euro
banknotes in 2002 (Sinn & Westermann, 2001); it resumed after that. The ECB itself provides numbers
for its official shipments of euro notes to CEE that say that by end-2002, 7% of all brand-new euro cash
officially had been transferred to Eastern Europe, not even counting internal cash transfers of
international banks (Padoa-Schioppa, 2002). After the introduction of the euro, West European banks’
subsidiaries were also willing to open euro-denominated deposits for clients that presented euro
legacy currencies in cash. In terms of foreign cash, the euro already enjoyed a strong presence in CEE

before accession.

For the denomination of financial assets and liabilities the euro gradually absolved the dollar from its
dominant position after 2000. The level of foreign currencies in the financial system had been high

already in the 1990s, but its composition changed in most countries. An IMF report classified Latvia as

1210 2003, more than a quarter of the money supply in Latvia was in foreign currency (Latvijas Bank, 2003)



highly dollarized all other later Accession countries except Slovenia as moderately dollarized (Balino,
Bennett, & Borensztein, 1999). Foreign currencies played a more important role on the asset than on
the liability side of banks, already in 1997, more than half of all loans in Latvia and Estonia were
denominated in foreign currencies, while less than a third of deposits were in foreign currencies
(Rosenberg & Tirpak, 2009). Banks were thus already exposed to significant currency mismatches. If

any trend is discernible, it is that the share of FX loans was decreasing slightly before 2004.
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(European Central Bank, 2005)

The differences in effective euroisation/dollarization warrant some discussion. The Baltics had the
highest levels of FX denominated loans, while in Central Europe, these levels were still significant, but
lower. In addition to that, the dollar remained an important currency besides the euro in loan
denomination, at least in Lithuania and Latvia, but only in Latvia was it still more important than the

euro.’® In Central Europe, the euro was almost uncontested and only small shares of loans were

13 Remaining dollar positions would largely be converted into euros when Latvia joined the ERM Il in 2005 and
removed introduced the euro as sole anchor currency



denominated in Swiss Francs, but Poland’s level of 6.1% was the highest of all Accession countries

(Brown, Peter, & Wehrmdiller, 2009).

Currency breakdown loans in Latvia 2002-2003
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Bank Deposits in Estonia 1999-2003
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A number of explanations can be found to explain the different degrees of foreign currency use in the
financial system. The countries with wider fluctuation bands or inflation targeting had lower levels
than the Baltic countries. This can be attributed to both the relative volatility of the exchange rate,
which made FX loans riskier for borrowers, and the more stable inflation expectations for the domestic
currency because the central banks targeted inflation. However, higher interest rates in domestic
currency increased the relative attractiveness of foreign currency loans, especially in Hungary. In the
Baltic countries, the hard currency pegs reduced the perceived exchange rate risk of loans and
borrowers were more willing to take on unhedged currency risks, but bank accounts that were
denominated in foreign currencies were not uncommon either. Simply put, the credibility of their
exchange rate regimes made FX loans appear safe. Out of all countries, only Poland took regulatory
measures to contain FX credit growth, when it imposed higher capital requirements on FX exposure in

2001 (Enoch & Otker-Robe, 2007a).

The role of foreign banks in driving credit growth in foreign currencies has been widely discussed. Yet,
before Accession, their role in driving foreign loans is not that clear. One study suggests that foreign
banks were not pushing FX loans onto unsuspecting households any more than domestic banks
between 2001 and 2004 (Brown & De Haas, 2012). Still, given the massive presence of foreign banks

and their proactive allocation of credit, as well as their faster overall growth, foreign banks were to a



great extent responsible for the increases. Commonly, banks had significant open currency positions,
as they funded long term loans in foreign currency even as deposits were largely in domestic currency.
It was however anticipated that refinancing would not be a problem for foreign bank subsidiaries
thanks to access to parent banks, something that was not available to domestic banks that relied on

wholesale and swap markets to close their FX funding gaps (e.g. IMF Article IV on Latvia 2003).

Domestic loans of Polish banks 1999-2003
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FX funding gap of banks in Hungary 1999-2003
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The dominant role of foreign currencies, it follows, was already a common feature of the financial
system in CEE before these countries joined the EU. The euro was commonly used for denominating
loans and, to a lesser extent, deposits, displacing the dollar as main international currency in the region
which meant that the ECB effectively determined the interest rates. The control over domestic interest
rates in CEE, insofar as the central banks even had it, did not affect a significant part of banks’ access
to liquidity. Foreign banks could fund their euro positions almost exclusively via their parent banks —
which could relay lower funding costs — but domestic banks were no more reluctant to take currency
risks given the liquidity of foreign exchange markets and wholesale funding. The scope for central bank
interventions to affect liquidity conditions in foreign exchange was constrained by their own holdings

of foreign reserves; the support from parent banks would be crucial should problems occur in the

foreign exchange market.

Internal liquidity

Maintaining internal liquidity stable in the face of capital inflows was a challenge for central banks in
CEE. To a large degree, internal liquidity was unconstrained by the availability of virtually unlimited
international financing. Parent banks would often fund their subsidiaries in bulks, rather than on short

notice, which meant that in most countries, there was an excess of liquidity in the financial system. A



central bank that targets an interest rate needs to sterilize financial inflows, which means to mop up
excess liquidity, so that market rates remain unaffected (Bindseil, 2014; S. T. Gray, 2006). Depending
on their exchange rate regimes, the central banks in the accession countries did, however, use different
instruments to accomplish that goal. Attempts to approach the liquidity management practices of the

ECB weakened the policy tools that central banks in CE had available.
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Sterilising short-term capital inflows and controlling liquidity conditions was tricky in the Baltic
countries, which did not use their interest rates to control short term capital flows after 2000. Eesti
Pank, which matched the ECB’s interest rate after 1999, could only use the reserve requirement to
regulate liquidity, which was set at no less than 13% in 1997, against a broad calculation base.'* Banks
operating in Estonia would have to hold about 10% of their total assets in cash as a consequence (Ross
in Kolev & Zwart, 2013). In order to encourage banks to access euro funding markets, Eesti Pank
allowed banks in 2001 to meet half the reserve requirements via high quality foreign securities (Eesti

Pank, 2014). Estonian policymakers noted that through this ‘the 13% reserve requirement in the

14 Reserve requirements are a share of a banks’ assets that they are mandated to keep in the form of central
bank reserves or sometimes in vault cash. Changes in the level of reserve requirements affect liquidity
conditions temporarily as raising RR obliges banks to hold on to higher stocks and thereby reduces the amount
of central bank reserves that can circulate, while lowering RR frees up liquidity. In a modern monetary system,
there is no operational need for RRs (Sweden and Canada do not have any), but if the central bank is
constrained in its capacity to provide liquidity because it operates as a currency board, RR are the only tool of
monetary policy available (Bindseil, 2014; S. Gray, 2011).



central bank deposit became an effective 6.5% requirement in terms of sterilising capital inflows’ (Eesti
Pank, 2014, pp. 118-119). Swedish parent banks had no problem meeting these requirements, which
was good for the liquidity of their Estonian subsidiaries, but meant that the policy accomplished

nothing in terms of controlling aggregate liquidity levels.

Latvia and Lithuania chose a different course of action, given that they had more monetary policy
instruments available. Both central banks reduced their reserve requirements in the run-up to
Accession and maintained significantly lower reserve requirements. Latvijas Bank reduced its RR to 5%
in 2002 and down to 3% a year later (Latvijas Bank, 2003) and the Bank of Lithuania lowered it from
10% to 8% in 2000 and down to 6% in 2002, even though it pursued a more targeted approach and
required banks to hold reserves in euros or US dollars to match foreign currency liabilities (Lithuania,
2003). Both the central banks of Latvia and Lithuania noted explicitly that their changes were described
as steps to converge to the ECB’s policy practice and be more easily able join EMU. Two technical
changes that the ECB implemented in 2003, and which were copied by the Baltic central banks,
furthermore reduced the level of required reserves. The updated ECB guidelines made it possible to
hold reserves with an intermediary (such as a parent bank) and allowed groups to submit consolidated
liquidity statements and hold all reserves in one account. For the Baltics, converging with ECB practice
hence meant that they would reduce domestic liquidity buffers and give more control to the
supervisors of the parent banks. Indeed, the Bank of Lithuania noted that without these technical
changes, the level of required reserves in 2003 would have been 25% higher than it was (Lithuania,

2003).

Loss of control over domestic liquidity levels was seen as a possible source of problems in the Baltics.
The central banks would be unable to provide new central bank reserves and act as lender of last resort
in case of funding difficulties for their banks. During the financial crises in the 1990’s Eesti Pank had
refused to abandon its peg to save domestic banks and the Bank of Lithuania had lent out some excess

reserves, but eventually tightened liquidity provision as well (Wolf et al., 2013). Estonia’s and



Lithuania’s inclusion of foreign currency reserves in the calculation basis can be interpreted not just as
a protection against currency mismatches, but also providing access to deeper funding markets. While
in Lithuania and Estonia there was a liquidity surplus in the system, Latvijas Bank provided lats liquidity
through repos and overnight loans in the years before Accession, which meant that liquidity there was
tighter.r® Similarly, interest rate spreads against the euro before accession all but vanished in the
countries with currency boards, while rates in Latvia remained somewhat higher as the central bank

maintained a higher policy rate than the ECB.
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In many respects, Hungary’s experience with external capital flows and domestic liquidity conditions
was similar to that of the Baltics despite its looser peg. The MNB’s two-week deposit facility, its main
policy instrument for sterilizing excess liquidity, moved closely together with the international
reserves, which suggests that foreign exchange inflows were immediately sterilized. The whole affair
was, however, complicated by government debt management and the necessity for the MNB to
balance both aninflation and an exchange rate target. MNB policymakers attribute the liquidity surplus
in Hungary to both the government’s proceeds from privatization in the 1990’s and its foreign

exchange debt to the IMF (Varga, 2010). Yet, while the stock of government debt was considerable,

15 Lithuania’s central bank had, untypically for a currency board, some liquidity-providing instruments at its
disposal but did not need to use them because of available liquidity; Latvia, despite its narrow fluctuation band,
after 2000, operated the same range of monetary policy instruments as the ECB



the government’s policy had no noticeable net effect on liquidity conditions before 2004, as most new

borrowing was denominated in forint and sterilized by bond sales (S. T. Gray, 2006)%.

Instead, in several respects, the liquidity surplus in Hungary can also be attributed to changes in
monetary policy after 2000. A first factor is that the opening of capital accounts and foreign currency
transactions in 2001 opened up the possibility to export foreign currency holdings that had previously
been trapped inside the country. At the same time, the MNB decided that it would not require a high
level of foreign reserves under a more flexible fluctuation band and, thus, reduced its own foreign
assets and the liquidity surplus. Similarly, the monetary base absorbed a good part of what used to be
the liquidity surplus. Yet, again approximating ECB practice, the MNB made several choices that
increased liquidity levels. Between 2000 and 2002 it lowered the reserve requirement from 12% to 5%,
narrowed the calculation base for RR, and started paying interest on reserves. According to a 2009
report “the purpose of these changes has been to achieve the closest possible harmonisation with

international practice and the instruments used by the ECB” (Balogh, 2009).

16 But importantly for our story, that changed once EU transfers came to play a role and private sector borrowing
took off



Chart 4: Liguidity surplus and international reserves
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(Liquidity surplus and foreign reserves in Hungary: S. T. Gray, 2006)

The Polish NBP conducted similar measures in 2003, when under conditions of surplus liquidity, it
reduced reserve requirements. It reduced the reserve ratio, the calculation base and abolished
previously existing exceptions from RR. However, the NBP has not officially acknowledged any ECB
input in those decisions. Poland and Hungary both experienced the dilemma that continued capital
inflows pose and credit growth: raising the interest rate to tighten interbank credit would just attract
even more capital inflows. Hungary’s exchange rate volatility in 2003 illustrated most clearly the role
of interest rates in steering the exchange rate. The MNB lowered the base rate to 6.5% during the
speculative attack in January and raised it back to 12.5% when the currency was trading low in
November. The NBP, by contrast lowered the interest rate that it paid on required and deposited
reserves from 5% at the end of 2002 to 3.5% a year later for RR and 3.75% for its deposit facility. While

deterring more capital inflows, these low interest rates made funding in zloty cheaper.

Two important points become clear from this overview of domestic liquidity. First, it is important to

note how profoundly financial integration affected monetary policy as the level of domestic liquidity



was primarily determined by foreign liquidity. Foreign reserves and liquidity surpluses moved together,
by default in the Baltic countries and by necessity in Hungary and Poland. Central banks conducted
their monetary policy largely on the liability side of their balance sheets with the objective of sterilizing
capital inflows. Arguably, however, this was not successful in deterring capital inflows or blunting their
impact on domestic money markets. Subsidiaries could rely on financing from their parent banks and
often operated with their own liquidity buffers at the same time as interbank rates converged with the
Euro Area’s. The ready availability of short-term capital could be taken for granted in all cases except
the Russian crisis in the Baltics and Hungary in late 2003, and foreign banks’ presence increased
confidence in its availability. Mostly, however, central banks had to try and make their countries less

attractive for short term capital flows.

Second, attempts to assimilate domestic monetary policy operations to ECB practices undermined
efforts to drain liquidity. Even in situations of surplus liquidity in domestic money markets, the central
banks of Latvia, Lithuania, Hungary and Poland lowered their reserve requirements. Although their
levels were still above the ECB’s 2% RR - the Swedish Riksbank had abolished required reserves
altogether in 1994 - this was a puzzling decision from a monetary policy perspective. In addition to
that, the adoption of technical standards by the ECB invariably ended up freeing liquidity and lowering
available buffers in CEE. This meant that one of the few remaining instruments to control liquidity
conditions in the market was weakened for the sake of speedy EMU accession. A notable exception
proved Eesti Pank, which raised its reserve requirement to very high levels and kept sizeable buffers
intact, because it had no other monetary policy instruments.

This voluntary approximation of ECB practices was no coincidence. Central bankers in CEE received
comprehensive training and other technical assistance in the years after Accession (Johnson, 2016)

and convergence with the ECB’S policy practice was encouraged for countries that wanted to join the
euro. As the ECB itself noted:
“As regards operational issues in support of monetary policy — including monetary policy instruments and the

operational framework — co-operation activities have intensified markedly in the recent past. Some accession
countries have already adopted monetary policy instruments and procedures similar to those of the Eurosystem,



and the harmonisation of open market operations, standing facilities and minimum reserve systems in line with
Eurosystem practices is taking place in many countries.” (European Central Bank, 2002)

Coordination with the ECB consequently had material implications for the conduct of monetary policy
in the Accession countries, already before they joined the EU. This was done by choice, not by

necessity.

Analysis

The empirical section has pointed out three puzzling developments in monetary and financial policy in
CEE between 1998 and 2003. First, the rules for banking supervision and liquidity allocation were
largely unsuitable for the actual structure of financial markets. High foreign ownership and
incorporation of CEE operations as subsidiaries meant that host authorities would be in charge of
liquidity, even though the crucial allocation decisions would be taken by the parent banks. Second,
even as levels of foreign currency loans were high and banks had currency mismatches on their balance
sheets, central banks relied on foreign exchange markets and did little to accumulate buffers. Third,
even though markets were awash with liquidity thanks to foreign funding, CEE central banks almost
invariably reduced reserve requirements and thereby gave up one of their last domestic policy tools
to control liquidity even though there was no technical need. In short, foreign banks flooded CEE with

money but central banks squandered the opportunity to build up buffers for a rainy day.

Yet, the notion that CEE policymakers were irresponsible has to be strongly qualified. Instead, it has to
be argued that they followed a deliberate strategy for financial stability when they encouraged foreign
bank entry. After all, foreign banks made contributions to financial stability and could access funding
in foreign currencies that central banks in CEE would be unable to provide. The expectation that parent
banks could be relied upon as potential private lenders of last resort was confirmed in the Baltics in
1998 and in Hungary in 2003 and banks subsequently committed to their operations in CEE. This long
term commitment of parent banks was also seen as a stamp of approval for the CEE governments and
improved their international credit-ratings (Grittersova, 2017). Even if foreign bank entry had the

consequence of weakening domestic monetary policy, this had been the whole idea behind it.



The puzzling monetary governance framework was the result, not of a decentralised process of foreign
bank entry, but of the transfer of rules and the convergence with policy practices that had been
developed in another context. Both the task distribution for home/host supervision and the liquidity
management practices were imported from the world’s leading central banks, which were in a much
stronger position towards their financial sectors. The Basle principles had been devised by countries
were foreign bank subsidiaries played only a minor role and central banks that could issue
internationally accepted currencies had no operational need for high reserve requirements or foreign
exchange reserves. In CEE, where foreign banks were the rule and central banks were weakened by
their exchange rate regimes and foreign currency circulation, this framework made, however, little
sense. The regulatory and policy side of financial integration produced a profound mismatch between

market structures and governance practices.

Returning to the question of regime theory, it can therefore be shown how this mismatch came about.
Market structures evolved spontaneously, driven by CEE policymakers and foreign banks’ expansion
plans and enabled by privatisation needs and financial crises that required a sectoral re-organisation.
The structural change on the market side, even though it led to a fairly uniform result was hence
brought about by a complex, decentralised process. By contrast, financial supervision rules and
liguidity management practices had their origin with the political integration process with the EU.
Policy transfer was to some degree imposed outright on the countries that wanted to join the EU and
had to implement its financial supervision framework. Similarly, the prospect of euro adoption served
as a lever to encourage countries to approach the ECB’s RR level. Policy practices were however also
transmitted through another mechanism, policy learning. In more than 1000 seminars and trainings,
the ECB convinced central bankers in CEE to adopt the main tenets of the international consensus. The
decisions to lower liquidity buffers, while technically voluntary?’, can therefore also be traced back to

the process of European integration.

17 As illustrated by the high RR maintained in Estonia



The contradictory monetary governance regime in CEE around 2004 can hence be seen as the outcome
of two conflicting processes. A bottom-up process to establish foreign bank subsidiaries as the leading
business model in CEE happened in parallel with the imposition of a regulatory framework that was
not suited to this unique situation. The reconfiguration of financial markets and monetary policy in CEE
was almost completed before these countries joined the EU. The credit boom that started in 2003 and
led to the financial crisis, therefore, happened within this framework and has to be understood against

the motives of banks and policymakers from the EU and CEE around the year 2000.

Discussion and Outlook

The changes in the regional financial system in CEE range before 2004 had far-reaching implications
not just for the developments in the region during the following decade, but also for the study of
international financial systems more generally. To sketch out the implications of the current paper, |
will put it into the context of the remaining anticipated chapters of my dissertation. After that | will

present preliminary conclusions based both on this chapter and my work more generally.

The development of financial markets was only a part of the developments that transformed the
degree of interdependence between central banks the regional financial system. In the first chapter of
my thesis | show that developments regarding exchange rate cooperation between the ECB and the
candidate countries looked similar. Even though the eight CEE countries represented all thinkable
exchange rate regimes from free float in Poland to prototypical currency board in Estonia, the EU’s
demands were the same towards all of them. Almost all CEE countries experienced Balance of
Payments stress before 2004, yet the EU ruled out access to its institutionalised framework for
assistance between central banks before Enlargement, because it did not want to adapt its framework

to the needs of the new member states.

With this in mind, many developments that followed are easier to understand. The financial crisis was
triggered when foreign banks tightened their lending to CEE, but when the provision of emergency

liquidity to the parent banks was secured from their home authorities, the parent banks forwarded



liquidity whenever needed. Indeed, foreign banks readily assured their commitment, long before the
Vienna Initiative. The central banks from Hungary and Poland requested liquidity assistance from the
ECB in order to help domestic banks finance carry trade positions, but their requests were rejected
(Piroska, 2017). In Latvia, the central bank quickly exhausted its capacity to act as LOLR for the only
bank in the country that had to be wound down, which was domestically owned. After a request for a
swap line from the ECB was watered down, Latvia was eventually kept afloat by a swap where the
Swedish and Danish central banks lent out their euro reserves in order to prevent a cataclysmic

currency crisis in the Baltics from spilling over into their home markets (Allen, 2013).

Finally, and returning to the three puzzling developments regarding foreign banks, foreign currency
and domestic liquidity sketched out in this paper, post-crisis developments suggest how the
contradictions could be unwound. By 2015, all Baltic countries had joined the Euro Area and concluded
several multilateral agreements with the Nordic countries that regulate cooperation during future
financial crises, including assigning responsibility for liquidity provision primarily to the home
authorities in the case of subsidiaries (Banincova, 2012; Spendzharova & Emre Bayram, 2016). By
contrast, Hungary and, recently, Poland have moved the opposite way and tackled foreign currency
exposures and foreign banks through financial nationalism and by asserting monetary sovereignty
(Johnson & Barnes, 2015; Méré & Piroska, 2016). West European banks have not retreated, but
significantly reduced their cross-border exposure as their subsidiaries have come to rely more on

domestic funding.

Which lessons does Eastern Europe hold for the study of international financial systems? As a case
study it suggests new pathways of resolving the usual problems of capital movements, exchange rate
setting and access to international liquidity (Obstfeld & Taylor, 2017). It provides counterexamples to
the ideas that financial integration prevents efficient crisis resolution (Schoenmaker, 2013) and that
central banks cooperate out of strategic interest (Allen, 2013; McDowell, 2017; Sahasrabuddhe, 2019).

Instead, | would so far conclude that market structures deserve to be considered in their own right.



Foreign banks entry was encouraged as part of the financial stability architecture of CEE around 2000
and played a central role in resolving liquidity-related problems during the crisis. Whereas cooperation
between central banks was far from a success story in CEE, private banks thereby resolved a problem

that many central banks of Eastern Europe could not have resolved on their own.
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