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Introduction®

The global financial crisis has been severe andespckad, affecting different economies in
different and long-lasting ways. The transition ies of Central and Eastern Eurbpeve been

no exception: their quite rapid financial integoatiover the past twenty-years has brought enduring
economic benefits but also left them relatively en@xposed to the global financial turmoil,
through their links with Western European banksjctvhhold dominant stakes in the region’s

markets.

Financial stability has become a fundamental objeadf policy-making once again, and central
banks are heavily involved in this endeavor, whaatls for a thorough overhaul of financial
regulation and supervision. Tomorrow’s financiabteyn will be different from the one that has
developed over the last two decades.

Global financial integration during the past decade

In the decade before the financial crisis the fanransystem grew dramatically in size, and its role
and pervasiveness in the economy increased in gainipameasure. Since the advent of the crisis,
this process has not been interrupted but only etodown. In the euro area, the total financial
resources collected by the private sector (bandlitgrieonds issued domestically and stock market
capitalization) rose from 160 per cent of GDP i®@%0 240 per cent in 2007, before slipping to
230 per cent in 2011. A similar pattern is foundtfte United States, where over those same years
the ratio rose from 230 to 330 per cent and thefirted to 260 per cent in 2011 (Figure 1). Driven
by the revolution in information and communicatideshnology and by the process of financial
integration, there was a considerable expansionthen supply of derivatives products, the
securitization of banks’ assets, and so-calleccgirad financial instruments. The total outstanding
notional amount of over-the-counter and exchangee derivatives rose from about 94 trillion
U.S. dollars at the end of 1998 to around 670idnlidollars at the end of 2007 and has hovered
around that level since (Figure 2). An importanpess of this process has been international

financial integration. In the last decade industdauntries’ gross external financial assets and

1| wish to thank Emidio Cocozza, Paolo Del Giovarel Valeria Rolli for useful discussions and assist in
preparing these remarks.

2| refer to the new Member States of the Europeaiot)in Central and Eastern Europe. | also cons&levenia,
Slovakia and Estonia, which joined the euro are20d7, 2009 and 2011, respectively, insofar agsrthi focus is on
international financial integration from the persipee of transition countries.



liabilities more than doubled in proportion to GDPaching 440 per cent at the end of 2007 (Figure
3).

Financial market development in the emerging ecoesrhas also been dramatic. Total financial
resources collected by the private sector (outstgnstocks of bank credit, domestic debt securities
and equity market capitalization) increased froraudldl20 to 230 per cent of GDP between 1996
and 2007 for the emerging Asian economies as gogiand from about 40 to almost 100 per cent
for the countries of Central and Eastern Europgu(fei 4)° International financial integratios
with foreign direct and portfolio investment ancetinvolvement of foreign banks in domestic
financial systems— was boosted by the overcoming of a series of olesta macroeconomic
instability, vulnerable external positions and fieént institutional and regulatory setups. Sitice
mid-2000s, this process has been greatly furthéredexceptionally favorable global financial

conditions, with abundant liquidity, low risk avens, and falling long-term interest rates.

Financial integration in Central and Eastern Europe

The transition countries of Central and Easternofe@rwere the recipients of a massive influx of
capital from abroad, mostly from Western Europetwgen 2003 and 2008 capital inflows reached
very high levels— averaging more than 12 per cent of GBRompared with an average for the
emerging market countries overall of about 6 pett ¢€igure 5). The transition countries were
perceived as attractive investment opportunities:ltire of potential high returns, underpinned by
relatively low wages and capital-output ratios, wamforced by the prospect of faster income
convergence entailed by economic and institutioeaielopments in the context of EU membership
and expectations of rapid interest rate convergancennection with the eventual adoption of the

euro.

Financial integration in Central and Eastern Eurbpe been nearly unique. International banks
played a fundamental role indeed in spurring fima@nintegration. In the years running up to the
global financial crisis, Western European banksaexied rapidly in the region, gaining substantial
market shares through branches and subsidiarie2Q®@¥ they held as much as 80 per cent of total
banking assets in these countries. The entry eidarintermediaries with long-term strategic goals

and the ensuing radical transformation of the osimerstructure of banks in the CEE countries was

3 See V. Rolli, “New policy challenges from finaniciategration and deepening in the emerging ardassia and
Central and Eastern Europe”, Bank of Italy Occasliétaper Series No. 33, October 2008.



a crucial element of discipline and stability ireéking the vicious circle of systemic crises and
macroeconomic volatility that had marked the egdgrs of transition. It is generally accepted that
international financial integration has played &ipee role in the long-term process of economic
convergence in the CEE transition countries: latgatper capita GDP growth in the region before
the crisis was positively correlated with convenéibmeasures of financial integration, such as the
ratio of gross foreign assets and liabilities toR5Figure 6). The evidence of this linkage in other
emerging areas tends to be less clear-cut. Theekrg contributing factor for the countries of
Central and Eastern Europe may well be the intemaetith institutional convergence implicit in
the EU accession process. Thanks to this uniqueufable combination, presumably financial
integration as such acted as a catalyst for theldpment of the domestic financial sector and the
adoption of structural reforms to strengthen ttstitational framework.

However, a balanced account of the process of dimhmtegration in this region must not overlook

such drawbacks as excessive, cheap lending, cyrmarsnatches and demand overheating in the
years running up to the crisis. Between 2003 ar@B2hany economies recorded rapid import
growth, real-estate bubbles and wage increasesifpacing productivity gains sometimes rooted

in overly optimistic expectations of fast incomeneergence. Inflationary pressures spilled over
into the tradeable sector and cut into export perémce. Balance-of-payments deficits on current
account widened (Figure 7). Several countries actated large external debts (Figure 8), largely
private and denominated in foreign currency, makimgm vulnerable to a reversal of the capital
flow or depreciation of the currency. When the globrisis began to impact on these countries,

there was a sharp decline in capital inflows agdrassequent slowdown in bank credit (Figure 9).

Although there was concern over the possible meltdof domestic financial systems driven by a
rush of foreign banks to exit, a fully-fledged firwaal crisis along the lines of that in East Asia i
1997-98 did not materialize. Overall, during thestfiphase of the crisis, the reversal of capital
flows was actually less severe than in other emgrgreas. In some cases (Hungary, Latvia and
Romania) substantial financial support from the &id the main international financial institutions
was crucial to avoiding the worst; coordination viien home and host country authorities,
international financial institutions and multinatal banks, in the context of the Vienna Initiative,

also helped prevent the sort of collective actimobfems that could have triggered the feared



massive withdrawal of foreign bank&here is evidence that the foreign banks thaigipated in

the Vienna Initiative were relatively stable lersfer

Moreover, the distinctive model of financial intagon in Central and Eastern Europewhere
foreign banks operate mainly through local subsiesaand branches in the retail market
evidently offered a high degree of risk-sharing atability during the crisis, as parent banks teinde
to be less sensitive to information asymmetry amahterparty credit risk and more committed to
long-term market prospects, given the importantksoosts of their in-country structures. This
compares favourably with the dominant pattern endther EU countries, where external borrowing

by domestic banks is mainly in cross-border whoéeszarkets.

The differing intensity of the boom-bust cycle retvarious CEE countries suggests that apart from
the influence of specific structural features (sumb differences in starting income levels,
international trade and financial links), domestaticy had a role, although capital inflows of the
magnitudes observed in the region in the run-upheocrisis would certainly have strained any

toolkit available to national policy makers.

Monetary and exchange rate regimes probably playegtical role in determining each country’s
ability to counteract the effects of capital inflevthe internal and external imbalances of thedfixe
and floating-exchange-rate countries differed ime5iThe countries with fixed-exchange-rate
regimes had sharper credit booms, higher inflatadaes and larger current account deficits than the
floating-rate countries, on average. Yet the cbntion of the exchange rate regime remains an
open issue; the question is whether the more egtdfeoom-bust cycle was driven mainly by the
fixed exchange regime as such or rather by thensistency of the overall policy mix in countries
where this setting was in place; in particular trecter fiscal stance and a better macroprudential
policy framework might have at least partly commted for the absence of exchange rate

flexibility.

* The “Vienna Initiative” brought together systenligaimportant cross-border banks, home and hostntgu
authorities, and international financial institutsoto produce a coordinated response to the cfisesbanks pledged to
their continuing commitment to the region, andhe tase of five countries with IMF-supported progmees (Boshia
Herzegovina, Hungary, Latvia, Serbia, and Romahi@)parent banks pledged to maintain their exposure

® See R. De Haas et al., “Foreign banks and thendignitiative: turning sinners into saints”, EBR®orking Paper,
No. 143, March 2012.

® See B. Cceuré, “International financial integratamd fragmentation: Drivers and policy respons@snference
organised by the Banco de Espafa and the ReingeBtgtton Woods Committee, Madrid, 12 March 2013.

"In the period before the crisis, Bulgaria, Estoniatvia and Lithuania adopted hard pegs to the;eStovenia
followed an intermediate crawling-band regime; theech Republic, Hungary, Poland, Romania, and tbea
Republic were floaters.



As for monetary policy, the experience of the CEiurdries appears to confirm that it is a less
effective lever for restraining credit booms in dm@nancially open economies. This is the case
even for floating-rate regimes, as a number ofoi@ct currency substitution in the form of balance-
sheet effects associated with initial high eureargtor the shift to foreign-currency-denominated

lending— could undermine or even reverse the intendedteffemonetary tightening.

This underscores the importance of maintaining ademt fiscal stance during credit booms.
Actually, in the years preceding the crisis headlliiscal positions in most CEE countries were
broadly balanced, but in many cases this was theltref exceptional revenues associated with
cyclical demand and asset price booms. Adjustedhiese factors, the underlying fiscal positions
looked much less healthy. With hindsight it is edasyrecognize the need for a conservative
approach in evaluating tax revenues during boomd, the useful role of automatic stabilizers
(particularly income taxes and welfare spending)inereasing fiscal policy flexibility and

attenuating economic fluctuations.

In addition to the standard macro policy tools, Gitlantries also took a wide range of prudential
actions before the crisis. Prudential instrumers prevent or contain systemic financial risk in
upswings (by affecting the incentives associatetth @sset price booms, foreign exchange lending,
excessive risk-taking and the erosion of lendiagadards) and can also build buffers to cushion the
impact of downturns. In general the evidence is tinese measures produced the intended effects in
the short run but sometimes failed to have a lgsthpact on credit dynamics. In some instances, in
fact, circumvention of the prudential interventitimough direct cross-border financing and/or
lending from unregulated, non-bank financial intediaries proved to be a major issue; this was
the case with direct limits on credit growth. A ra@ffective role in containing systemic financial
risks was played by measures specifically devisedbuild liquidity and loss-absorbing capital
buffers, such as reserve and capital requiremémsd.when they were appropriately formulated,
prudential regulations helped to curb the growtlfoogign exchange loans and to keep default rates

lower during the crisis.

L essons learnt from the global crisis: in search of better regulation

Global financial deepening and international inddigin have resulted in greater risk sharing and
made finance accessible to more countries, househatd firms, thus proving instrumental in

broadening economic development. But an interlindeed more closely connected financial system
heightens the risks of contagion. Most importanthe crisis has shown that market participants
were not capable of mastering the inherent comyylexd the system that they themselves had



developed. And it has highlighted the shortcominfdhe idea that self-regulation and market
discipline are sufficient to ensure stable finahsistems. In this regard, accepting the concept of
benign neglect was a critical mistake on the p&negulators. Rather, financial regulation and
supervision have to keep pace with developmentthenfinancial industry. Moreover, national
authorities need to be aware of the risk that tpewers may become narrow compared to the
sphere of influence of the global financial play@rse coordination of financial supervision across
countries and across sectors is a key conditiothistability of the global financial systém.

A major effort is required at the national but esply at the international level to strengthen the
regulatory and supervisory framework. At the in&gional level, under the political impulse of the
G-20, the Financial Stability Board (FSB) and thes&® Committee on Banking Supervision have
introduced substantial regulatory changes to prewew financial crises and enhance the resilience
of economic systems. Much has been already achidwesl quantity of capital that banks need to
hold has been significantly increased and the tyuahhanced, in order to ensure that they operate
on a safe and sound basis. International standardsank liquidity and funding have also been
instituted to promote the resilience of banks tuilility shocks. Initiatives have been taken to
strengthen the regulation of the OTC derivativesrkeia aimed at reinforcing market
infrastructures, in order to minimize contagion apill-over effects among today’s more closely
interconnected players. But further progress inartgmt areas is needed, in that bank capital and
liquidity regulation must be accompanied by imprmoeats in internal risk control arrangements
and actions aimed at correcting the incentivegkmessive risk-taking.

What is more, it is indispensable to level the pigyfield, since when a country relaxes the rutes i
order to attract financial intermediaries it genesanegative externalities for other countries. The
transition to a uniform system of rules and finahaversight must be hastened. In the euro area,
and in the European Union at large, the plan foarking union is ambitious, to be sure, but this is
the direction in which to move. Among other thingswould limit regulatory arbitrage, help
remove national bias in supervision, and reduce phenomenon of “regulatory capture” by
powerful cross-border banks, while at the same tieticing compliance costs for cross-border
banks and enhancing the functioning of the singbrket for financial services. The planned
European banking union would also benefit the epves of Central and Eastern Europe. It would

work against the fragmentation of the Europeannitiel markets along national lines ardby

8 For an analysis, see my lecture: “The Financialt@eAfter The Crisis”, Imperial Business Insightdmperial
College, London, 5 March 2013.



enhancing the financial resilience of the euro arewould reduce the risks of negative spill-over

effects to the CEE banking systems.

In conclusion

The recovery of the CEE economies remains fragléh few exceptions, output, held back by
debt overhang and direct and indirect exposurbagctrozone debt crisis, has not yet regained pre-
crisis levels. Import demand from the euro areaaiamat depressed levels. And although financial
conditions have improved since the end of 2011 tkeayain volatile. Bank credit dynamics remain
weak, reflecting subdued domestic demand and & lagjume of non-performing loans. The
banking systems of most of these countries remaihaapitalized, however, and are consequently
in a position to withstand the lingering deteriayatof their asset quality.

The financial legacy of the crisis will not be shliwed. The evolution of the international banking
sector in the coming years will continue to shaparfcial conditions also in the CEE countries.
The regulatory and supervisory responses adoptgtblaal level will imply more stringent capital
and liquidity requirements. In response to theseent@manding rules, as well as to spontaneous
market forces, international banks are adapting th#siness strategies, unwinding unsustainable
pre-crisis practices and shifting to longer-termurses of funding. In this context the main
European banks with large stakes in the CEE markets gradually going over to more
decentralized business models, in which subsidiavi# have to rely more heavily on local sources
of funds and set their lending conditions accorlyin@rderly and even desirable for the resilience
of the global financial system as this process t@yit could also put significant pressures on
emerging countries that are highly dependent omreat financing owing to underdeveloped
domestic financial systems and structurally lowioral saving rates. Indeed, this calls for decisive
reforms to bolster the development and deepenihgcaf money and capital markets, including the
issuance of bonds denominated in local currencye Pplocess will be lengthy and complex,
requiring a suitable legal framework, adequateastfuctures, a large institutional investor base,
stable macroeconomic conditions and predictableypohaking, as has been demonstrated by the
extensive analysis conducted and the guidelines tissued by the Bank of International
Settlements (BIS), the World Bank and the &Zeveral of these conditions have already been

achieved in the process of integration in the EU.

° See: BIS Committee on the Global Financial Systé4fmancial stability and local currency bond maske CGFS
Papers, No. 28, June 2007. See also the “G20 Adlian to Support the Development of Local CurreBond
Markets”, November 3-4, 2011.
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Against the backdrop of this changing financial iemyment, one risk is that, arguing the need to
preserve domestic financial stability, national ulatprs could adopt ring-fencing measures,
hampering the smooth functioning of the EU singlkat. As the long-term benefits of free capital
mobility and international financial integrationmmain substantial, averting this risk requires that
the EU institutions, notably the European Commissind the European Banking Authority, play a
greater role in monitoring these measures and @mgaeoordination among national regulators, in

order to avoid the fragmentation of the Europeanaricial markets.



Fig. 1 Size of capital markets
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Fig.2 Notional value of over-the-counter and exchange-traded derivatives
(outstanding amounts in billions of US dollars; end of year data)
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Fig. 3 Gross stocks of foreign financial assets and liabilities in percent of GDP (1)
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Fig. 4 Size of capital markets in selected emerging regions
(ratios to GDP)
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Fig.5 CEECs: International capital inflows (2003-2008 average)

(as a percentage of GDP)
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Flg- 6 CEECs: changes in international assets and liabilities versus real per capita GDP growth
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Fg. 7 CEECs: net international capital inflows (2003-2008 average) (1)

(as a percentage of GDP)
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Fig. 8
CEECs: Gross External Debt
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Fig.9 CEECs: changes in selected variables before and after the last global crisis
(2009-12 versus 2003-08 periods; as a percentage of GDP)
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