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region and what are the liability and asset features that might determine 
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1. INTRODUCTION 

 
Overall credit to the private sector in the advanced economies is thus 

expected to decline during both 2009 and 2010. Because of the acute degree 
of stress in mature markets and its concentration in the banking system, 
capital flows to emerging economies will remain very low. Although a few 
capital account crises linked to private sector imbalances, such as the 
sudden stops in East Asia, come closest to the current episode in emerging 
countries, the comparison cannot be taken very far. In East Asia, the capital 
flows were not linked to decisions by banks to develop a long-term 
engagement in the region, so the financing could not be considered to have 
had FDI-like features. 

But the bulk of bank financing going into Europe and Central Asia 
(ECA) countries was loan financing from parent banks to their subsidiaries 
for an aggressive credit expansion, frequently in foreign currency. The 
resource flow may have also been triggered by profit opportunities in the 
region’s version of the carry trade, and doing so through the extension of 
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loans—in lieu of equity flows—had accounting and tax advantages. In sum, 
the resource flow reflects a strategic opening by Western European banks 
into new markets that were underdeveloped and that turned out to be quite 
profitable. 

Equally important, the resources were on-lent by the subsidiaries to 
corporates and households, frequently at very long maturities. For instance, 
mortgages in some Baltic countries have an average maturity of 26 years 
and are funded by the subsidiary through very short-term borrowing from 
parent banks. Once the long-term loans have been extended, there is little 
the subsidiary can do to improve its liquidity position. This raises two 
questions. First, what is the exposure of parent banks in the region and their 
behavior so far? Second, what are the liability and asset features that might 
determine rollover behavior of parent banks and their subsidiaries? These 
are the two main parts of this paper and Section 4 concludes. 
 

2. PARENT BANK EXPOSURE 
 

To answer the first question it is necessary to understand the role of 
parent banks in credit markets. With rollover prospects depending heavily 
on the behavior of parent banks, it is necessary to cover not only the 
domestic credit market, but also the national credit market. A key foreign 
source of credit is direct or cross-border lending, which lies outside the 
monitoring orbit of monetary and banking supervision authorities in the 
recipient (host) country and could be a source of rollover risk in ECA 
countries at a time of global deleveraging. We underline the increasing 
share of cross-border lending in total credit in ECA. But there are also 
significant differences across ECA: cross-border lending is 44 percent of 
total credit in Lithuania, but only 11 percent in Belarus and 12 percent in 
FYR Macedonia. 

In addition to direct or cross-border lending, parent bank groups 
also provide credit through their subsidiaries to borrowers in the host 
country, in either foreign or local currency. Although credit flows preclude 
a breakdown of the funding sources of each credit channel, it is reasonable 
to assume that most of the local currency lending is funded through deposits 
and wholesale funding that the subsidiary obtains locally. In that event, the 
foreign exchange risk for the parent originating from local currency is 
limited. Conversely, what has been referred to above as international claims 
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is more likely to be funded directly by the parent bank, although even this 
might not be fully correct because some foreign exchange lending might be 
funded by the subsidiary through deposit-taking operations in foreign 
exchange. If so, the direction of bias is clear: international claims would 
overestimate the foreign exchange exposure of the banking system to a 
home country. Figure 1 provides the absolute magnitudes of international 
claims as of end-2008 and as a share of GDP, as well as of the exposure to 
ECA countries. 

Figure 2 provides equivalent information for the concept of foreign 
claims. As an example, it is worth highlighting that international claims by 
Austrian banks account for 35 percent of Austria’s GDP. What is widely 
cited instead is that Austria’s exposure is 70 percent of its GDP—a number 
that is twice as large and that reflects the foreign claims on Austria.  
 

 
   Source: BIS and WEO data. 
 

But this measure of exposure is somewhat misleading because, as 
noted earlier, it includes lending in local currency by Austria’s subsidiaries 
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in ECA countries. As previously explained, these operations are most likely 
funded by local deposit-taking operations in the host country. Likewise, it 
could be that some of the foreign currency lending is also funded locally. In 
other words, the figure of 35 percent could overestimate Austria’s exposure 
as well.  

The decision by a parent bank to roll over credit lines to a subsidiary 
depends on the expected return or loss at the time of the decision, the 
uncertainty about future returns, and the willingness to bear this uncertainty. 
If the investment of the parent is a small share of total funding and the 
subsidiary is liquid, the parent may choose not to roll over because of the 
certainty that the subsidiary can accommodate this with little consequence. 
The alternative of waiting would expose the parent to uncertainty about 
future payoffs, especially if conditions deteriorate and the liquidity and 
solvency of the subsidiary are called into question. If, by contrast, the 
subsidiary is not liquid but well capitalized, the parent bank may choose to 
roll over its credit lines in view of the bankruptcy costs that are likely to be 
incurred otherwise. 
 

 
               Source: BIS and WEO data. 
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The high integration of new EU10 financial markets with the global 
economy has been matched, in general, by equivalent integration of 
production and great success at exporting. 

This has brought major benefits to the countries in the region, 
including convergence in incomes, improvements in living standards and a 
sharp decline in poverty rates. At the same time, however, it has resulted in 
a build-up of external liabilities across the region. Especially the Baltic 
countries, Croatia, Hungary, and the Czech Republic display high ratios of 
foreign liabilities to GDP. Moreover, the composition of capital inflows has 
changed over time. While foreign direct investment initially made up the 
bulk of the inflows, debt liabilities have gained importance in recent years. 
For a large part, this reflected intra-bank lending between EU15-based 
parent banks and subsidiaries or branches in the EU10 to finance an 
accelerating demand for domestic credit. Direct external borrowing by non-
bank financial intermediaries and non-financial corporations has increased 
rapidly as well, particularly after authorities tries to curtail the expansion of 
bank credit. 

In some countries, like Romania, this has been encouraged by 
restrictive monetary policies trying to compensate for pro-cyclical fiscal 
stances. Financial instruments denominated in or indexed to foreign 
currencies, in particular the euro, are widely used in the region, in particular 
in the Baltics, Hungary, Romania and Croatia. Foreign financing has 
enabled banks to expand lending more rapidly than the expansion of the 
domestic deposit base would have allowed. Also, the cost of funding in 
domestic markets for branches and subsidiaries is usually higher than the 
cost from their foreign parent banks. 

In the EU10, many countries are exposed to the same external 
lenders via cross-border loans to banks from their international parent banks 
(Figure 28). From a creditor perspective, bank claims are concentrated in 
few countries—Austria, Belgium, France, Germany, Italy, the Netherlands, 
Greece and Sweden—which account for three-quarters of total claims on the 
region. In principle, foreign ownership can be a source of stability for 
emerging market banking systems, but the reliance on cross-border funding 
also exposes these banks to the potential balance sheet pressures of their 
parent banks in mature markets.  

A foreign bank’s exposure might be small in the EU10 relative to its 
overall portfolio, but its exposure could be a significant share in the local 
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market. Thus, it may create a mismatch in regulatory attention. Recently, 
local liquidity requirements may have become more stringent, disrupting the 
free flow of funds between parent and subsidiary or branch necessary for 
well-functioning centralized liquidity management. Local subsidiaries 
probably also do not benefit from government recapitalization schemes in 
the parent country, forcing greater reliance on domestic funding. In the 
absence of willing investors, many countries have been forced to inject 
capital into their banking sectors.  

This concerns especially highly trade-dependent economies such as 
Hungary, the Slovak Republic, the Czech Republic and Estonia. Such 
reassessment is also being associated with tightening lending conditions, 
with likely negative effects on the real economy. 
 
Figure Geographic Breakdown of Foreign Claims in the Banking Sector 

 
Notes: EU7 refers to EU10 without the Baltics. 
Sources: BIS, World Bank Staff calculations. 

 
3. THE STABILITY OF THE FUNDING SOURCES 

 
The relative stability of the sources of funding for banks can be 

assessed by looking at the evolution of their liability structures. Shortages of 
liquidity brought on by the turmoil in global financial markets have 
substantially restricted the availability of wholesale funding. In Bulgaria, 
Croatia, Estonia, FYR Macedonia, and Lithuania, wholesale funding has 
declined. In contrast, domestic deposits held up much better. Even though 
they declined in the fourth quarter of 2008 and the first quarter of 2009, they 
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were still higher at the end of the first quarter of 2009 than at the beginning 
of 2008. Interestingly, parent bank funding has held well, reflecting the 
success so far of international coordination efforts. In fact, parent bank 
funding has been used to offset declines in other types of funding.  

The stability of parent bank funding and thus the prospect for a 
rollover depend also on the composition of assets on the balance sheets of 
subsidiaries. Indeed, it may have been optimal for some parent banks to 
secure their claims immediately, particularly where liquidity positions were 
strong, as in Serbia, where 35 percent of bank assets were held in cash, as 
opposed to in Estonia and Lithuania, where the corresponding ratio was 10 
percent (Figure). In this context, low liquidity buffers in Estonia and 
Lithuania may have encouraged dominant parent banks to maintain funding 
in these countries.  
 

 
                  Source: Central Banks.  
 

 
          Source: Central Banks.  



FACULTATEA DE MANAGEMENT AGRICOL 

  

 

 
                Source: Central Banks.  

 
More generally, bank loan portfolios in ECA countries frequently 

comprise non-marketable loans with very long maturities. In contrast, loans 
with a maturity of more than five years account for only 30 percent of loans 
in Serbia and Ukraine (Figure ). Indeed, while credit to households accounts 
for about 50 percent of total assets in Estonia and Lithuania, it accounts for 
a much lower share—about 35 percent—in FYR Macedonia, Kazakhstan, 
and Serbia—and in many countries the vast majority of the lending was in 
foreign currency (Figure). 
 

 
                   Source: Central Banks.  
 

This illiquid asset position associated with long-term mortgage 
lending may underpin the stability of debt exposures of large parent banks 
in some ECA countries. In sum, the potential for debt investors to realize 
assets at little or no cost is lower in the Baltic states than in Serbia and 
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Ukraine. The long maturities in Estonia and Lithuania will encourage parent 
banks to maintain exposure, while the comfortable liquidity position in 
Serbia might provide an incentive to cut back on exposure in the knowledge 
that liquid and marketable assets are available to pay debt investors back. 

Ownership has little to do with the banking system’s funding 
structure. In Lithuania, where 90 percent of the banking sector is foreign 
owned, liabilities are dominated by parent bank credit lines and domestic 
deposits. In Estonia, where the banking sector is almost fully foreign owned, 
the dependence on parent bank funding is similar. 

But ownership does not necessarily determine the relative 
importance of different funding sources. In FYR Macedonia, where 85 
percent of the banking sector is foreign owned, the liability side of the 
balance sheet is less diverse, and funding by parents is substantially less 
important. Croatia, where the banking sector is more than 90 percent foreign 
owned, presents a more mixed case—it has similar shares of parent and 
wholesale funding and a large resident deposit base. 
 

 
         Source: Central Banks.  

 
4. CONCLUSIONS 

 
Crisis-hit countries that had decided as part of the transition to 

privatize banks to foreign investors have generally navigated the crisis more 
successfully over the past year. Foreign banks—and other foreign lenders— 
exposed countries to greater risk. But crisis-hit countries with majority 
foreign-owned banking sectors have so far been able to roll over maturing 
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external debt to parent banks more easily than those with majority domestic-
owned banking sectors, which relied more heavily on wholesale funding. 

While parent bank funding has proved to be stable so far, risks 
remain and whether it will continue to be stable depends on the health of 
Western European parent banks. Those banks could come under strain in the 
event of a prolonged recession and weak global recovery.  

Some deleveraging due to pressures in advanced country financial 
markets is likely. It is also to a degree needed as rollover gives way to 
restructuring of bank, household, and corporate debt. But collective action 
involving regional and international financial institutions, supranational 
authorities, parent banks and their subsidiaries, and home and host 
governments—and ECA’s unique rollover determinants—can keep this 
process orderly. Although parent bank funding has for the most part 
continued, external financing is unlikely to recover its prominent role. Still, 
rollover in ECA is more probable than it was in previous capital account 
crises. 

Cross-border banks play a major role in many ECA countries, and 
this raises important issues of supervision for home and host countries. 
While information sharing between home and host countries is desirable, 
there are also incentives to keep the supervisors apart. Host countries can 
ring-fence subsidiaries to protect depositors and limit costs to the deposit 
guarantee system. And home countries can centralize a bank’s assets while 
keeping its liabilities decentralized. 
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