                                  Banking sector development and financial

                                                            stability i n the run up to EU acce s si on

                                                                 He nk Brouwe r*, Ralph  de  Haa s** and  Ba s Ki viet**

          Paper prepared for the FONDAD - conf erence F̂inancial Stability in Emer ging

                                                     Economies: Steps For ward for Bankers and Finan cial Authorities ~

De Nederlandsche Bank, 3 - 4 June 2002

* Deputy Governor,  De Nederlands che Bank, ** Economis t, Moneta ry and Ec onomic Polic y

Department, De Nederlandsche Bank. The authors would like to thank Martin Admiraal a nd

Henk va n Kerkh off for resea rch assistance and several c olle agues for useful comments and

s ugges tions.

Abstract

T he E U accession countr ies have made remarkable progress in developing their financial sector s.

Never theless, potential risks to banking sector  stability rema in. We take stock of these risks, with a
focus on the challenges posed by the E U accession process. Important potential risks we identify ar e
consistently large current account deficits possibly combined with more volatile short - term financing
in the futur e, imprudent financing of lending booms, increasing currency mismatches in the banking
and corporate sector,  substantial exchange rate volatility,  and lagging legislation and supervision.

Risks can be limited by taking advantage of  the presence of foreign banks, keeping current account
deficits within limits,  taking financial stability considerations into account in deter mining exchange
rate policies,  guaranteeing the independence of the central bank and supervisory authorities,  and
strengthening the rule o f law.

Keywords : E U accession, financial stability, banking system

JEL  codes : E 44, E 61, F32, F36, G28

1.  Introduction

T he countries in Centr al and Eastern Europe (CEE) that are negotiating their entr y into the European

Union have seen their financial l andscape change dramatically over the past decade. With the

breakdown of the system of centr al planning, the need for an effective and efficient system of financial

intermedi a tion became appar ent. Since banks were already present during the communist er a, the

tr ansition countries took their monobanks as the starting point f or creating bank - based financial

systems. A l though these systems in the E U accession countries are currently not yet on par with their

Western peers, remarkable progress has been made. In  many countries almost all of the large state

banks have by now been privatised. Foreign strategic investors, mostly Western - European and

American banks, have been among the most important buyers. Preceding or simultaneous with this

privatisation pro c ess, gover nments have -  to various degr ees -  started to deal with the pr oblem of bad

loans. Progress has also been made with regard to supervision and regulation, in part stimulated by the

requirements of E U - accession. All these restructuring efforts with regar d to the banking system and its

regulatory environment may have contributed to the fact that CEE has proven to be r ather resilient

dur ing recent periods of international financial instabi l ity, such as the Asian and the Russian crises. Of

course, this relat ive immunity can also be partly attributed to the fact that in many CEE countries

(some) capital controls were still in place. In addition, the local banking systems -  let alone bond and

stock markets ˘  are still relatively underdeveloped. A lot of work re mains to be done to improve the

accession countries´ financial systems.

                                              At present the banking sector is by far the most important part of the financial syst em in all

tr ansition economies and is, as a consequence, also the main source of risk for financial  stability in this

region. T his is all the more so because the lack of well - functioning equity mar kets confronts banks

with relatively high credit risks, as bank credit must to some extent substitute for equity. In order to

consistently sur vey the risks f o r banking system stability, we apply the framework as described by

Goldstein and Turner (1996). Whereas this fr amework mainly draws lessons fr om earlier banking

crises, we use a more forward - looking approach by taking stock of the potential risks that may

accompany a further development of the CEE banking sectors, taking into account the specific

challenges posed by the E U accession process. Addr essing such risks is probably the best method

authorities of CEE countr ies can use to stimulate the development o f the banking sector as well as

financial markets. Given our focus on the specific issues r elated to transition countries, we will touch

only briefly on the other two accession countries, Cyprus and Malta. Section 2 co n tains our

assessment of the potential  risks for the CEE banking sectors. Section 3 concludes and gives policy

recomme n dations.

2.  Financial stability and EU - accession: an assessment

Based on the framework as set out by Goldstein and Turner (1996), this section takes stock of what
appear to be the main sources of risk for the accession countries´ banking sector s during the pre -
accession period. Of course, the characteristics of the transition countries´ banking systems are to a
large extent specific, the transition process being a unique hist orical pr ocess. Yet, on the other hand,
the opening up of the still relatively under developed markets in CEE also shares some important
features with earlier experiences of connecting countries to the global economic system. In the
following, we take the r elevant themes identified by Goldstein and Turner as a starting point to
explore the specific conditions and challenges associated with the stable development of the banking
sector in the CEE countries.

2. 1  Macroeconomic stability

A stable macroeconomic environment is important for banking sector stability, mainly b e cause
uncertainty about macroeconomic policies and fluctuating fundamentals, such as economic gr owth and
inflation, makes it harder for banks to assess credit risks accurately.
1

 Besides from i ts negative
influence on the banking sector, (macro)economic uncertainty may also inhibit economic growth mor e
generally. Lensink (2001) shows for instance that uncertainty with regard to inflation and gover nment
expenditures leads to lower per capita econ omic growth. Importantly, this negative effect of

1

     Van der Zwet and Swank (2000). See al so Boyd, Le vi ne and Smit h (2001) on t he negati ve impact of infl ati on
on the functi oning of the banking sector.

           Table 1 Volatili ty of grow th and inflation in EU and access ion countries

   Standard deviation of yearly GDP-growth and inflation over 1995-2001

                                                                               Growth Inflation Growth Inflation

   Austria 0,9 0,6 Bulgaria 6,1 360,5

   Belgium 1,0 0,6 Czech Rep. 2,6 3,1

   Finland 1,7 0,7 Estonia 3,1 9,3

   France 0,8 0,5 Hungary 1,5 6,9

   Germany 0,8 0,6 Latvia 3,1 8,2

   Greece 0,8 2,3 Lithuania 3,2 13,8

   Ireland 1,8 1,2 Poland 1,7 7,2

   Italy 0,6 1,2 Romania 4,7 40,1

   Luxembourg 2,2 0,8 Slovak Rep. 2,1 2,3

   Netherlands 1,1 1,1 Slovenia 0,7 2,3

   Portugal 0,9 0,9 Cyprus 1,4 0,8

   Spain 0,8 1,0 Malta 0,9 0,7

   Denmark 0,6 0,3

   Sweden 1,2 1,0 Correlation coefficient with level of

   U.K. 0,4 0,3 GDP per capita: -0.45 and -0.67, respectively

(both significant at 5%-level).

   Source: World E conomic Outlook (IMF).

uncertainty appears to be less severe in countries with a more developed financial sector. Yet, subdued

economic growth, due to macroeconomic uncertainty or for other reasons, may feed back to bank

soundnes s as it reduces the debt servicing capacity of fir ms and households.

                                              T able 1 shows the dif ferences between the accession countries and the current EU members

with regar d to the volatility of both their GDP growth and inflation - rate. Over the period 1995 - 20 01,

macroeconomic volatility has been considerably higher in the accession countr ies, creating a relatively

difficult environment for the local banking sector. On average, the difference in volatility has been

more pronounced with regard to inf lation than with regar d to growth. Table 1 shows that, when

excluding the outliers Romania and Bulgaria, there is a significant negative correlation between on the

one hand the level of GDP per capita and on the other hand, respectively, the volatility of GDP growth

a nd the volatility of inflation. As the convergence process progresses and sound economic policies are

continued, macroeconomic volatility will therefore probably decrease further. Still, the convergence

process implies that growth rates will stay at a high er level compared to the current EU members.

Volatility of these growth rates will depend, among other things, on the credibility of government

policies and the ability of authorities to prevent boom - bust cycles on domestic credit and asset

markets.

                                              It is also important to keep in mind that the level of inflation is likely to remain significantly

above the E U - level in the years to come. One reason for this is the Balassa - Samuelson effect, or the

fact that during the catching - up process, faster productivity growth in the tradables sector will push up

wages and prices in all sectors. Unfortunately, est i mates of the size of this effect in accession countr ies

vary widely because of data pr oblems and theoretical limitations in the model that make it hard to

quant if y the r elative importance of the effect. 2  However, other reasons for inflation differentials may

be even more important. In a process of structural convergence, the structure of relative prices will

have to change as well. Such relative price changes are  important as they stimulate a more efficient

(re)allocation of production factors. In particular, prices of (new) products and services that are in

demand have to rise vis - à - vis those of old and less sought - after products. Since the latter prices may to

s ome extent be sticky downwards, relative price adjustments will often take place through price

increases f or new products and services. Consequently, a rise in inflation can be the result. Also, the

carry - on effect of high inflation rates observed in the p ast disappears only gradually,  while the

co n tinuing liberalisation process of administered prices puts upwar d pressur e on the price level as

well. 3  It should be noted that pure Balassa - Samuelson inflation will not harm a countr y´s

competitiveness, as the i nflationar y pressure is confined to the non - tr adables sector. However, the

2
     Pelkmans et al  (2000) esti mate an average effect  of 3.8% - poi nt  for all candidate transiti on countries, whereas

De Broec k and Sl øk (2001) esti mate an effect of 0.8 t o 1.6% - poi nt  for t hese same countries. The Bal assa -

Samuel son effect criticall y depends on the assumpti on of nomi nal  wage convergence -  wages i n the non -

t radables sect or foll ow t hose in the tradabl es sect or -  as a result  of compl et e labour mobility wit hin a count ry.

Insofar as l abour mobilit y i s l imit ed, the Balassa - Samuel son effect will t hus be  less pronounced.

3
     On average, administered prices st ill  have a wei ght  of around 18 percent in t he HICP  basket s i n accessi on

count ri es (source: ECB ˘  unpubl ished document).

           Table 2 Curre nt account in acc ession countr ies (% GDP)

                                                                                                                 1993 1994 1995 1996 1997 1998 1999 2000

   Bulgaria -11,0 -0,3 -0,2 0,2 4,2 -0,5 -5,6 -5,8

   Czech Republic 1,3 -2,0 -2,6 -7,1 -6,8 -2,5 -2,9 -4,4

   Estonia 1,3 -7,3 -4,4 -9,1 -12,1 -9,2 -5,8 -6,3

   Hungary -11,0 -9,8 -5,7 -3,7 -2,1 -4,9 -4,4 -3,3

   Latvia 19,3 5,5 -0,4 -5,4 -6,1 -10,7 -9,9 -6,9

   Lithuania -3,2 -2,2 -10,2 -9,2 -10,2 -12,1 -11,2 -6,0

   Poland -6,7 1,0 0,7 -2,3 -4,0 -4,3 -8,1 -6,3

   Romania -4,7 -1,5 -5,0 -7,3 -6,1 -7,0 -3,7 -3,7

   Slovak Republic -4,6 4,6 2,1 -10,6 -9,6 -10,0 -5,9 -3,6

   Slovenia 1,5 4,0 -0,5 0,2 0,1 -0,8 -3,9 -3,4

   Cyprus 1,7 1,0 -1,8 -5,3 -3,9 -6,7 -2,3 n.a.

   Malta -3,4 -4,9 -11,0 -12,1 -6,1 -6,4 -3,3 -14,7

  Source:  Int ernational  Financi al  St ati sti cs (IMF)

other sources of inflationary pressur e mentioned above can lead to a deterior ation of competitiveness.

Still, it is questionable whether these sources of i n flation warrant restricti ve policies aimed at short -
term stabilisation, as they are natural elements of the transition process. An inordinate strict policy to
fight such inflation may impede the much needed real convergence process. An independent central
bank is the obvious insti tution to assess the appropriate policies in this respect. By means of its
policies an independent centr al bank will then contribute to a stable environment for the banking
system. Whereas independence will eventually be guaranteed through its inclusion in  the acquis
communautaire , no single accession country has impl e mented all requirements up until now. Progress
is especially needed in the personal independence of the members of the decision making bodies and
in central banks´ financial independence.

2. 2  Managing capital inflows and preventing lending booms

In the coming year s, as remaining entry barriers will be removed and investor confidence in the region
increases, E U accession countries will most likely continue to r eceive significant capital inflow s. In
principle, such capital inflows (FDI, bank loans, debt issue s and portfolio investments) will contribute
to economic development by providing funding for investment projects that cannot be f inanced
domest i cally. In this way, capital f lows contribute to an improved resour ce allocation. At the same
time, such inflows and the associated structural convergence, may lead to real exchange rate
appreciation, which can be considered a normal ^side - effect~ of the conver gence process. T he same
goes for the curr ent account deficits that accompany substantial capital inflows (table 2). Such deficits
reflect the surge in aggregate domestic demand, f or both investments and consumption, that results
from the inflow of capital.

However, the Asian exper ience has shown that capital inflows, and particularly sudden reversals in
such flows, may cause significant risks for the banking system. From a financial stability perspective it

is therefor e important that current account deficits remain within sound limits and are f in anced

pr u dently, so as to minimise the likelihood of potentially harmful capital flow rever sals. This

likelihood increases as a larger proportion of total inflows or iginates from investors that are not so

much inte r ested in providing finance for long - term investments, but are r ather focussed on exploiting

shor t - term gains. Generally, it is assumed that investments with a short - term maturity, such as

por tfolio inves t ments and short - term bank loans, are more often related to the latter motive, whereas

long - te rm bank lending and especially FDI more often concer n the f ormer.

4
 During recent years the

financing of the current account deficit has been relatively prudent, as foreign direct investments (FDI)

have played an important role. Still, short - term (portfolio ) investments were significant as well in

some countries, at least for a number of years (table 3).

In the run - up to E U accession, the composition of capital inflows may change substantially. Fir st, once

the present privatisation wave comes to an end, FDI  may decline in importance.

5
 It remains to be seen

whether the FDI flows attracted by the privatisation process will be f ully substituted by FDI tar geted at

financing green field investments.

6
 Secondly, the prospect of E U - accession may lead to a significan t

increase of portfolio investments into the region, as the confidence of investors and international

por tfolio managers increases. The abolition of the remaining ( short - term) capital controls will only

facilitate this process.

7
 Thirdly, the average maturi ty of foreign bank debt may decline as well.

4
     Gari baldi et al (2002) show that  bet ween 1991 and 1999 port foli o investment infl ows into CEE were much

more volatil e t han forei gn di rect i nvestment s, whereas bank lendi ng took an intermediat e posit ion.

5
     An exampl e i s Lat via, where the current account deficit  amounted t o 10.1% of GDP  i n 2001, partl y a s a result

of strong consumpti on g rowt h. In t hat  same year, FD I wa s onl y suffici ent  t o cover approximatel y 25% of t hi s

def i cit  (Bank of Fi nl and, 2002).

6
     Green fiel d invest ment s concern invest ment s in new project s and firms t hat  have t o be st arted up from scrat ch

(as opposed t o taking - over  already exi sting ent erprises).

7
     Gari baldi et al (2002) show that  port foli o invest ment  into transiti on count ries has been mainl y determined by

t he qualit y of t he financi al i nfrastructure and b y propert y ri ghts protecti on. In as far as t hese institut i ons w i ll

furt her i mprove during the run up t o EU - accessi on, an addi tional i nflow of portfolio invest ment s might  be

expect ed.

                                        Bank loans Direct investment Portfolio investment

                                        Poland Hungary

Czech

republic

Baltic

States Poland Hungary

Czech

republic

Baltic

States Poland Hungary

Czech

republic

Baltic

States

            1996 -1 -16 31 14 101 140 41 59 0 -24 27 27

            1997 28 38 32 34 57 108 44 44 15 -46 24 22

            1998 25 16 -1 32 58 43 54 68 17 41 48 -1

            1999 23 4 -2 -15 70 47 78 65 7 49 24 50

            2000 -1 44 5 -12 74 65 88 78 27 -8 7 34

      2001* -- -5 11 7 -- 54 81 70 -- 51 8 23

   *) First three quarters.

   Source: BIS, IMF. Bank loans could not be split up in short-term and long-term loans.

           Table 3  Private ne t capital flows to s elected access ion c ountries (% total net inflow)

Whereas f lexible arrangements cannot pr event damaging exchange rate volatility trigger ed by volatile
capital flows, they do offer the potential benefits of an active monetary and exchange rate policy that
can be used to manage these flows, to sp ur disinflation, maintain competitiveness and to support
economic growth. And whereas fiscal prudence and structural flexibility will support the economic
well - being of all accession countries, their importance increases along with the degr ee of invariabil ity
of the exchange rate. The Asian experience has shown that a pegged currency combined with large
reversals in capital flows may lead to significant problems, as it is very painful and costly to adjust a
fixed exchange rate regime in an orderly f ashion. Flexible exchange rates are better able to adapt
themselves to changes in capital flows and other economic shocks, and it seems ther efore sensible for
accession countries not to rush themselves in fixing their exchange rates as quickly as possible. Only
co untries that are confident that they can maintain strict f iscal prudence and that their wages and prices
are flexible enough to safeguard competitiveness and to cope with asymmetric shocks, should consider
a fixed rate regime.
                                                                                                                12

A new challenge for exchang e rate policy will arise after the candidates have acceded to the European

Union. Bef ore a country can fully participate in E MU and introduce the euro, it will have to pass the
test that was laid down in the Maastricht Treaty. Its public finances (deficit and debt), its levels of
interest r ates and inflation and its exchange rate will have to meet transpar ent criteria that help
for estall inflationary tendencies within the monetary union and that can prevent tensions that might
arise when the common monetary  policy would fail to meet the needs of all individual participating
member states. The exchange rate policy test that has to be passed, is successful participation in the

E RM - II for at least two years, during which the exchange rate should remain within a  band of ± 15
percent around a central rate that has to be commonly agr eed upon. In effect, ERM - II can be r egarded
as a relatively fixed exchange rate regime, as adjustments of the central par ity will in practice be
painful decisions which are not taken ea sily. On the other hand, the broad band around the central rate
provides for some flexibility.  Me m bership of ERM - II can thus be a useful tool to avoid excessive
exchange rate fluctuations by anchoring e x change rate expectations, while at the same time prov iding
the (limited) exchange rate flexibility needed to safeguard real convergence. It can also be a useful tool
in identifying an equilibrium exchange rate that can be expected to be sustainable over  the long term
and that is supported by market f orces. S till, already bef ore entering ERM - II the central rate in this

12

          The Bal ti c stat es are archet yp al  exampl es of count ri es that  have man y characteri st ics that wil l hel p t o  sust ain a
successful currenc y board arrangement . Up until  now, t hei r pegs have not  come under severe stress, despite the
facts t hat  they already li berali sed their capital  accounts in the earl y 1990s and that  the y ha ve shown large current
account deficits over the past ye ars. Sut el a (2001) ascribes thei r success to both sound fundament als and
uni nt ended consequences of pol i cy decisi ons. On t he one hand t he y ha ve pursued sound fiscal  poli cies and have
created a hi gh degree of structural flexibilit y in their economi es. On the ot her hand exchange rat e st abilit y was
support ed by the fact  that their financi al  market s are very small, leavi ng li ttl e room for capit al fl ow reversal s,
and the fact  that al most all  of thei r banks were sold to sol id forei gn instit utions.  Despit e t hei r successful t rack -
record, consist ent  good pol ici es -  especiall y a prudent  fiscal pol i cy -  remain vi tal  for t he sustainabil it y of these
arrangement s, gi ven their relativel y hi gh current account  deficit s.

regime should be well - considered. Nevertheless, it cannot be excluded that -  given the remaining large

structural differences -  the chosen rate may have to be adjusted at some point. As such adj ustments are

potentially painful pr ocesses,  countries should be careful in giving up their exchange rate f lexibility

too early.

2. 4 Limit ing currency mismatches in the banking system

Banks denominating part of their assets and/or liabilities in a for eign currency will be subject to risks

arising from exchange r ate changes. In principle, two cases can be distinguished. First, when a bank

denominates more liabilities than assets in a foreign curr ency (or vice ver sa) it will be subject to a

currency mismatch.  When domestic compared to foreign interest rates are high, banks may for

instance be tempted to use foreign currency denominated liabilities to f und their local curr ency

denominated activities. Such a cu r rency mismatch will subject banks to a substantial devaluation or

depreciation r isk, as in that case their foreign cur rency denominated liabilities will increase in value,

eroding the bank´s capital base.

13
 The second case concer ns banks that denominate the same amount of

assets and liabilities in a foreign  currency in order to avoid a currency mismatch.

14
 Even then, the bank

remains subject to risks linked to exchange rate fluctuations. On the asset side, cur rency risk is shifted

to debtors with foreign currency denominated loans, and currency risk will acco rdingly be substituted

by credit risk. After all, banks´ custo m ers may not be able to pay off such loans, the value of which

will rise sharply in terms of the local currency after a downward exchange rate correction. Firms may

be over ly optimistic in assum ing that the current exchange rate will also hold in the future, and thus

demand a r elatively high proportion of foreign currency debt. In Poland, Hungary and the Czech

Republic, the importance of foreign - currency denominated lending to the corpor ate secto r has indeed

risen.

                                15
                                          At the same time, the share of f oreign currency denominated deposits has declined in these

countries. As a result, the corporate sector has increased its net foreign exchange position against the

domestic banking sector and may therefo re be more vulnerable to downward corrections in the

exchange rate.

                                              During the run - up to E(M)U accession, it is conceivable that the importance of euro - deposits

will increase. This may increase depositors´ sensitivity to interest rate differentials between  eur o -

deposits at home, international euro - deposits and local currency deposits. As a result, both cross -

bor der and within - border capital mobility may intensify.  With regard to the former, the thres h old for

depositors to shift from domestic euro - deposits i nto foreign euro - deposits may decline, leading to

more volatile cross - bor der capital movements r eacting to changes in international interest rate

13
          Additi onall y, a mat urit y mi smat ch wil l  i ncrease the bank´s interest  rate exposure or, more specificall y, i ts

e x posure t o changes in the yi el d curve.

14
          An alternati ve would be t o use off bal ance sheet hedgi ng inst ruments such as forward cont racts.

15
          In t hese three countries, foreign currenc y d enominated credit  amount ed to 24%, 38% and 19%, respecti vel y, of

t ot al credit grant ed by the domest i c banking s yst em to the corporate sector in 2000 (Rei ni nger et al, 2001, pp.

13 - 14).

differences. Within borders, depositors may start to shift more frequently between local currency and
euro - dep osits depending on the interest rate differential. Insofar such shifting takes places within the
same bank, risks will be limited. However, depositors will also take into account the safety of euro -
d e posits by (their estimate of) the capital ad e quacy of th e bank and the ability of this bank to tap the
international financial mar kets and to return deposits in euros . T he ownership structure of a bank may
be important in this regard, as depos i tors may find foreign - owned banks to be more reliable. Shifts
betwee n local currency deposits and euro - deposits may then boil down to shifts between local banks
and foreign owned banks. This would imply an increase in liquidity risk for especially the local banks,
stressing the need for the monitoring of banks´ net open cu rrency positions, both on and off balance
sheet. E specially during cr isis periods, depositors could decide to shift their deposits with local banks

(both in local currency and in eur o) to foreign owned banks, thus ^doing their capital flight at home~.

Inso far that is the case, international  capital mobility may actually decline.

                                              Besides carefully monitoring banks open curr ency positions, risks can also be limited by
making sure that banks do not try to reduce the currency risk associated with deposit eur ois ation by
extending euro credit to customers who will not be able to service their debt obligations in case of
sharp depreciations or devaluations. Finally, bank regulators can prevent undue transf ormation of
cu r rency by placing limits on banks´ open foreig n exchange positions when deemed necessary (see
also section 2. 7).

2. 5 Adequate preparations f or financial liberalisation

Financial liberalisation covers a whole range of deregulatory measures that loosen the constraints on
the financial activities of ba nks and other economic actors, varying from lending restrictions to capital
account liberalisation. Although financial liberalisation can generate substantial long - term ben e fits, the
new environment inevitably presents banks with new risks, which, without the proper pr eca u tions,
may pose a threat to banking sector stability. T he Asian experience has shown that getting the
sequence r ight can be important in this r egard. The positive ef fects of financial liberalisation will come
within reach at a lower cost i f banks and supervisory capacity are strengthened before  ref orms are
implemented.

                                               T he CEE accession countries have come a long way in liberalising their financial systems
since the beginning of the transition period, to a lar ge extent stimulated by the in stitutional
requirements of the EU accession process. Full liberalisation of the capital account is a par t of the
acquis communautaire , introduced to ensure a more efficient allocation of r e sour ces. However, even
though E U rules allow for the temporal rein tr oduction (6 months maximum) of some capital
restrictions under exceptional circumstances, full liber alisation might not necessarily benefit the
accession countries at all times. It could be beneficiary to initially postpone the liberalisation of the
most  fluid capital flows, and thus liberalise longer - term flows before short term flows, and direct

investment before portfolio investment.

16
 Thus, short - term capital controls might fulfil a positive role

dur ing the catching - up process when a country´s credibil ity has not yet increased sufficiently to

prevent large capital flow reversals due to speculative investors. Nevertheless, no country has

requested any transitional periods for the liberalis a tion of shor t term capital movements. Instead, the

focus has ofte n been on the postponement of the politically sens i tive liberalisation of real estate

pur chases. The chapter on capital movement has now been closed by all accession countr ies, except

Poland and Romania, and implementation of the liberalisation of capital movements has come a long

way in most countries. Only Romania, Malta and Cyprus still maintain significant restrictions. Despite

the fact that the adoption of the full acquis communautaire  by new member states is an essential

precondition for the continued  success of European integr ation, a temporary derogation allowing the

accession countries to maintain some barriers to short - term capital flows, might actually have been

beneficiary.

                                               With liber alisation of capital movements being reality in most of the acc ession countries at

present, the most important instr ument available to prepar e the financial sector for EU accession is

now the framewor k of prudential regulation and supervision. Banks could be encour aged to incr ease

their loan - loss provisions and enhanc e their know - how in the fields of cr edit assessment, liquidity

management and the pricing of risks. T his last point goes in principle also for banks´  clients and other

(end) users of ( intermediated) for eign capital, who will also need time to adapt their r isk management

systems. Additionally, banks´  capital levels should be high enough to be able to cope with a mor e

liberalised and market - based operating environment. When the capacity of banks to take on risks of

various sorts is expanded, the capacity of s upervisors to monitor these changes has to incr ease

commensurately. The accession countries have generally introduced adequate laws and regulations to

promote the soundness of individual banks, but that does not necessarily guarantee their actual

impl e ment ation. It is also important that supervisors and the judiciary have adequate resources to

perfor m their tasks (cf. section 2.7). The development of the institutional capacity that is necessary to

ensure the well - functioning of the prudential framework requ ires substantial financial resources and,

inevitably, time.

2. 6 Reducing government involvement and connected lending

16
          Although it  may be unatt ainable t o adequatel y dist inguish bet ween ^pr oduct ive~ and ^specul ati ve~ capit al

fl ows, making an -  imperfect  -  di stincti on between short and long term capi tal fl ows i s in man y ca ses possible.

Li miting short t erm capit al fl ows wi ll  then inevitabl y al so hinder product ive short  t erm invest ment s, such a s

t rade credit. The resulting l oss i n all ocative effici enc y t hen has t o be wei ghed agai nst the i ncreased financial

st abi lit y that is gained by imposi ng the capit al  fl ow rest ri ctions.

E xcessive government involvement in banks´ credit decisions as well as connected lending to bank
insiders, such as management or share holders, may harm bank profitability and in the end, bank
stabi l ity. After all, such lending is unlikely to be based on a commer cial evaluation of risk and return,
but rather on political objectives. Not surprisingly, recent research shows that related loa ns have
higher def ault rates and lower recovery rates (La Porta, López - de - Silanes and Zamarripa, 2002).

Government ownership in the accession countries has decreased remarkably during recent years, even
compared with several EU member states (table 4).

Tab le  4 Asset - s har e of state - ow ne d banks 1996 - 2001

                                                 Country  2000  1996

Bul gari a  20%  82%

Czech Republic*  28%  17%

Est onia  0%  7%

Hungar y  9%  16%

Latvia  3%  7%

Li thuani a  39%  54%

Poland  24%  70%

Romania  50%  81%

Sl ova k Republi c  49%  54%

Sl oveni a  42%  41%

* Excl udes Ceska Sporit elna and Komercni  Banka. Source:  EBRD Transiti on Report  2001.

During communist times, governments were in complete charge of banks´ credit granting process. A
first step in redu c ing this involvement was the privatisation of state banks. Ho wever, stakeholders in
these newly priv a tised banks were often former members of the communist nomenclatoer a. Insofar
that was the case, the privatisation pr ocess was partly a substitution between government involvement
and connected lending. Hersch et al (1997) show for instance that former nomenclatoera members in

Hungar y had a higher chance of receiving bank credit than other fir m managers. An important second
step in reducing unsound lending practices, which in some countries partly coincided with the f ir st
one, was the selling of majority stakes in the largest banks to foreign strategic investors. With this, the
pro b lem of connected lending has most likely become less pressing as well.

                                              T he establishment of f oreign bank br anches and subsidiaries, whether  thr ough gr een field
i n vestments or by taking over local banks, has generally led to a higher efficiency of the domestic
banking system.
                                                                                             17

                                                                                                        Foreign bank penetration will for example lead to improved bank management, the
introdu c tion of new financial ser vices  and the ^impor t~ of better r egulation. However, f or transition
economies that open up their banking markets to foreign competition, the challenge lies in achieving
such higher long - run efficiency without creating financial instability in the short - run. Su ch instability
may for instance be the result of very fragile local banks -  burdened by large amounts of bad debt -
that default when conf ronted with foreign competition.
18

 In such cases, foreign bank liberalisation can

17

          See for i nst ance Cl aessens et al (2001) for a comprehensive st ud y i nt o t he effects of foreign bank ent ry on
l ocal banki ng market s.

18

          Al so, foreign banks ma y be i nclined t o reduce t heir credit suppl y duri ng adverse economi c times, leading to
i ncreased credit vol atilit y i n the host country. Re sul ts for Lati n America show t hat e ven though cross - border

best be pr eceded or combined with the  cleaning and refor ming of the local banking system and,

i m portantly, the strengthening of the local superv i sory authorities (cf. section 2. 5).

                                              Str ong and independent supervisory authorities are extremely important from the viewpoint of

reducing connected lending and government involvement. Some authors even argue that regulatory

and supervisory independence is important for financial stability just as central bank independence is

i m portant for monetary stability.

19
 Only when regulators are independent ˘  but  at the same time

sufficiently accountable ˘  may they withstand political interfer ence in the supervisory process.

Supervisors may for instance consider to place tough limits on lending to insiders, as such lending is

likely to lead to conflicts of interes t. Strict enforcement of these connected exposure limits will be at

least as important as the exact size of the limits.

2. 7 Strengthening the legal, supervisory and accounting f ramework

Adequate institutions, such as a legal framework that specifies the ^ rules of the game~ for a market

economy, are crucial for the development of a deep, stable and efficient banking sector. Legal rules

provide for instance for cr editor protection in case debtors def ault and collateral has to be liquidated.

Without such prot ection banks may not be incited to expand their credit supply, as they hesitate to lend

funds to any enterprise that is even slightly risky, and may instead seek recourse in investing in

go v ernment bonds or other r isk - free assets.

20
 Likewise, banks will ten d to ration credit if they have to

operate in an environment with intransparent and unclear accounting r ules as they can not adequately

judge the risks involved in lending. An incomplete implementation of internationally a c ceptable

accounting standar ds and  the subsequent low quality of consolidated accounts makes it difficult for

supervisors as well to assess interaffiliate lending and relationships between banks.

                                              T he challenges accession countries face over the coming years in improving their legal,

superv isory and accounting frameworks are basically twofold. Firstly, t he lack of sound creditor

protection has been an important impediment for banks in transition economies to star t lending to

small, new and innovative enterprises, even when risk - return charac teristics were satisfactory in

themselves. A sound legal framework that effectively protects creditors when making loans to the

private sector, would thus ensure that banks do not over price the r isks of private investments. It will

then be conducive to the  development of a local banking system that is able to efficiently allocate

forei gn bank credit  ma y indeed be wit hdrawn during an economic downturn, foreign bank subsi diari es´ credi t i s

much more st abl e and even increased duri ng such a peri od (Peek and Rosengren, 2000). Comparable research

for CEE su g gest  t hat  this conclusi on hol ds for t hi s regi on as well  (De Haas and Lel yvel d, 2002).

19
          See Qui nt yn and Ta yl or (2002) who distingui sh four dimensi ons of regul at ory and supervi sor y i ndependence.

Fi rst l y, regulators should have suffi cient aut onom y in set ti ng rules  and regul ati ons, within the confines of the

l aw (regul at or y i ndependence). Secondl y, supervi sors sh ould be abl e t o inspect , monit or, sanction and enforce

sanctions wit hout interference by t he government  or t he supervised instituti ons (supervisory independ ence).

Thi rdl y, the supervisory agency should be separate from t he execut ive and legisl ati ve branches of government

(i nstituti onal i ndependence). Fourt hl y, the supervi sor y agenc y shoul d be abl e t o deci de independentl y over t he

si ze and use of its budget  (b udget ary i ndependence).

20
          See al so t he cont ri butions by La Port a, Lopez - De - Si lanes, Shlei fer and Vishny (1997, 1998 and 2000).

domestic resources to long - term productive investments.  Additionally, an adequate supervisory
framewor k ideally fulfils a complementary role in making sure that banks do neither st art to invest
funds in overly risky projects. Effective supervision thus warrants that banks do not under price risks,
for instance due to perverse incentives that lead to moral hazard. By providing banks with the right
incentives, financial laws and super v ision thus enable the banking system to deepen and to allocate the
available resources more efficiently. The second, though related, challenge for the accession countries
relates to the r ole of laws and supervision with respect to exogenous shocks, such as  sudden reversals
in capital flows. E ffective legal and super visor y institutions contribute to a solid banking system that is
able to efficiently intermediate the increasing flow of ( short - term) foreign f unding which will likely be
the result of the full l iberalisation of the capital account. These challenges may be more or less urgent
for different countries, depending on both the expected amount of capital inflow during the coming
year s and the progress that has already been made in strengthening the lega l and supe r visory systems.

                                              Since the beginning of tr ansition, many EU - accession candidates have shown a substantial
impr ovement in their commercial laws, consisting of pledge, bankruptcy and company laws. As a
result, the legal protection of creditors has advanced considerably in most of the countries. Although
financial laws have been improved, the enforcement or effectiveness of such laws still leaves to be
desired and has in some cases even worsened lately (EBRD, 2001). T able 5 illustrates that in recent
year s, in some countries both the effectiveness and the extensiveness of commercial law has slightly
decreased again. For example, banks that want to liquidate collateral in some countries still have to
wait a considerable amount of time befor e they ar e a ctually able to do so. Such inefficiencies are
partly caused by ineffective courts and slow legislative systems and processes, as day - to - day legal
practice has not been able to adapt itself to the rapidly changing legal environment.

Table 5 Changes in lega l transition indic ators 1997 - 2001: c ommerc ial law

Country  Ext ensiveness

(2001)

Effectiveness

(2001)

Total

(2001)

Ext ensiveness

(1997)

Effectiveness

(1997)

Total

(1997)

Bul gari a  4  4 -  4 -  3  3  3

Czech Republic  3  3  3  4  4  4

Est onia  3+  4  4 -  4  4  4

Hungar y  4 -  4 -  4 -  4  4  4

Latvia  4 -  4  4 -  3+  3  3

Li thuani a  4 -  4 -  4 -  4  3  3

Poland  4 -  3  3+  4  4+  4

Romania  4  4  4  3  3  3

Sl ova k Republi c  3+  3+  3+  3  3  3

Sl oveni a  4 -  4 -  4  3  4  3

Source:  EBRD Transit ion Report 1997 and 2001. Scores range bet ween 1 and 4+ (maxi mum) and are b ased on

EBRD surve y result s whi ch refl ect how l awyers and region experts percei ve the stat e of legal reform.

E mpirical results suggest that such poor law enforcement indeed hinders the development of the
banking sector in transition economies (Pistor, Rai ser and Gelfer, 2000). Simply ^copying~ Western
laws and aligning supervision with EU sta n dards is thus not enough. This goes as well f or

impr ovements in the quality of bank regulation. Rein i ger, Schardax and Summer (2001) find that

formal  super visory powe r to pr event and correct problems in the banking sector are relatively high in

Hungar y, Poland and the Czech Republic when compared with the E U - aver age. However, supervisory

resources turn out be used rather ineff iciently, as on - site examinations are rathe r infrequent and

for bearance discretion is relatively high. Additionally, Neyapti and Dincer (2001) find a positive

(negative) relationship between good bank regulation / supervision and growth (inflation), but also

conclude that these r elationships are st ronger when countries have changed or improved their

supervisory framewor k more than once since the beginning of transition. Apparently, legal institutions

become more ef fective when they are adapted to the particular economic situation. Therefore, not onl y

a better enforcement of legal and supervisory framewor ks is of great importance for accession

countries, but also f urther improvements to better embed these framewor ks into their specific

economic and institutional background. This is all the mor e impor t ant since some of the current

weaknesses in financial market regulation in CEE, such as a lack of resources to monitor compliance,

have been identified as having contributed to the Asian f inancial crises before ( Ramasastry and

Slavova, 1999).

2. 8 Well - bal anced incentive management

A final point of interest in the quest for banking sector stability entails the need to instil the proper

incentives in bank owners, managers and depositor s. Such ^incentive management~ confronts policy

makers with conflicting ob jectives. On the one hand, excessive risk taking by banks can be

discouraged when owners, depositor s and others involved in a bank´s business stand to lose from its

bankruptcy. On the other hand, there are strong arguments to not always let unsound banks f ail, nor to

let depositor s pay the price for their choice of bank. T he fact that banks are important to the economy

as a whole and that their failure may have severe repercussions for specific parts of the economy,

argues for the more or less explicit exis tence of a lender of last resort. Likewise, the prevention of

bank - runs, the dif ficulty depositors may face in distinguishing the best banks and the need to protect

the public from bank failures, are all valid reasons for establishing a deposit insurance s cheme.

Never theless, the existence of a public saf ety net also creates moral hazard, as it incites actors to

behave less r esponsible than they would have done otherwise.

                                              T aking the above considerations into account, the members of the European Union have

a greed to certain r ules f or deposit insurance in order to establish minimum prudential standar ds within

the single market. T hey include a minimum level of protection of 20. 000 euro per deposit and the

principle that all branch depositors should be protected  by the state where the head office is located

(home country principle). As these agreements are par t of the EU acquis communautaire , the

candidate countries that have not yet done so, will have to harmonise their practices to meet EU

standards before acce ssion. However, this regulation might not be optimal for the accession countries.

Demirgüç - Kunt and Detragiache (2000), and also Hermes and Lensink (1997), argue that whereas the

and capital flow reversals can not be excluded. Other examples include the adoption of r elatively
extensive deposit insur ance schemes, which may encourage moral hazard, and the early (though
voluntar y) giving up of exchange rate flexibility. In the coming year s all accession countries will face
important decisions r elating to their upcoming accession to the EU and EMU, ranging from the
decision on when to f ully liber alise the capital account, to the decision on when to adopt the euro. It is
important that t he possible implications of these decisions for banking sector stability are always
considered carefully.

 20

Refer ences

Bank of Finland (2002), Russian & Baltic Economies. T he Week in Review no. 15.

Boyd, J. H., R. Levine, and B. D. Smith (2001), T he impact of inflation on financial sector

                   perfor mance, Journal of Monetary E conomics , 47, 221 - 248.

Broeck, de, M. and T. Sløk (2001), Interpreting real exchange rate movements in transition

                   economies , IMF Working Paper no. 56.

Claessens, S., A. Demir güç - Kunt, and H. H uizinga (2001), How Does For eign Entry Affect Domestic

                   Banking Markets?, Journal of Banking & Finance , 25, 891 - 911.

Deutsche Bundesbank (2001), Monetary aspects of the enlargement of the EU, Monthly report

                   Oct o ber 2001, 15 - 30.

Demirgüç - Kunt, A. and E. Detr agiache (2000), Does deposit insurance increase banking sector

                   stability? IMF Working Paper no. 3.

E conomic and Financial Committee (2000), Report on financial stability , Brussels.

E conomic and Financial Committee (2001), Report on financial crisis managem ent , Brussels.

E nria, A. and J. Vesala (2001), E xternalities in financial supervision: the E uropean case , paper

                   prepared f or the conference `Financial Supervision in E urope´, The Hague, June 2001.

E uropean Bank for Reconstruction and Development (1998), Tr ansition report 1998. Financial sector

                   in transition , London.

Garibaldi, P., N. Mora, R. Sahay and J. Zettelmeyer (2002), What Moves Capital to Transition

                   E conomies? , IMF Working Paper no. 64.

Goldstein, M. and P. T urner (1996), B anking crises in emerging economies: origins and pol i cy

 options , BIS E conomic Papers no. 46.

Haas, de, R.T.A. and I.P. P. van Lelyveld (2002), F oreign bank penetration and bank credit stability in

                   Central and Eastern Europe , Research Series Supervision no. 43, De Nede r landsche Bank .

Hermes, N. and R. Lensink (1997), Can deposit insurance help to establish a stable banking system

                   dur ing the transition process?, In: Financial R eform in E merging Market Economies: Quantitative

                   and Institutional Issues , Poznan: Poznan University Press,  6 7 - 92.

Hersch, P., D. Kemme and J. Netter (1997), Access to bank loans in a transition economy: the case of

                   Hungar y, Journal of Comparative Economics , 24, 79 - 89.

La Porta, R., F. López - de - Silanes, A. Shleifer and R.W. Vishny (1997), Legal Determinants of

                   E x ternal Finance, Journal of F inance , 52, 1131 - 1150.

˙  (1998), Law and Finance, Journal of Political Economy , 106, 1113 - 1155.

˙  (2000), Investor Protection and Corporate Governance, Journal of Financial E conomics , 58, 3 - 27.

La Porta, R., F. López - de - Silanes and G. Zamar ripa (2002), R elated lending , NBER Working Paper

                   no. 8848.

Lensink, R. (2001), Financial development, uncertainty and economic growth, De E conomist , 149 (3),

                   299 - 312.

Lipschitz, L. , T. Lane and A. Mourmouras (2002), Capital Flows to Transition Economies: Master or

                   Servant? , IMF Working Paper no. 11.

McKinnon, R. I. and H. Pill ( 1997), Credible Economic Liberalizations and Overborrowing, A merican

                   E conomic Review P apers and Proceedings,  87 (2), 189 - 193.

Neyapti, B. and N. Dincer (2001), Measuring the Quality of B ank Regulation and Supervision and Its

                   Macroeconomic Effects -  an Application to Transition Economies , Working Paper Bilkent

                   Unive r sity.

Peek, J., and E.S. Rosengren, (2000), Implications of the Globalization of the Banking Sector. The

                   Lati n American Experience, New England E conomic Review , September / October, 45 - 63.

Pelkmans, J., D. Gros and J. Ferrer (2000), Long run economic aspects of the European Union´s

                   eastern enlargement , Dutch Scientific Council for Gover nment Policy (WRR).

Pistor,  K., M. Raiser, and S. Gelfer (2000), Law and Finance in Transition Economies, E c o nomics of

                   Transition , 8, 325 - 368.

Quintyn, M. and M. W. Taylor (2002), R egulatory and Supervisory Independence and F ina n cial

                   Stability , IMF Working Paper no. 46.

Ramasastry,  A . and S. Slavova (1999), Market perceptions of financial law in the region -  EBRD

                   survey results, available at www. ebrd. org.

Reininger, T., F. Schardax and M. Summer ( 2001), The Financial System in the Czech Rep u blic,

                   Hungary and P oland after a Decade of T ransition , Discussion paper no. 16, Econ o mic Research

                   Centre of the Deutsche Bundesbank.

Sutela, P. (2001), Managing capital flows in Estonia and Latvia, BOFIT Discussion Paper no. 17.

Zwet, van der, A.M.C. and J. Swank (2000), F inancial fragility and macr oeconomic perfo r mance: a

                   comparison of emerging and highly developed countries ,  DNB Staff Reports no. 52.