
http://www.asmp.fr - Académie des sciences morales et politiques.

1

Debt market turmoil : impact on Central Europe ?

discours prononcé

par

M. Jacques de Larosière

le vendredi 16 novembre 2007, à Londres

à l’occasion d’une manifestation organisée par Mideuropa

The dislocation of credit markets in August 2007 originated in the US subprime mortgage
market and spread out into industrial countries. The rising defaults on the US subprime were
the trigger of the turmoil but not its fundamental cause.

The cause was the combination of abundant liquidity, and therefore low interest rates, the
search for risky high yield assets as well as the excesses of securitization of complex financial
products. The latter phenomenon contributed over the last years to a deterioration in the
quality of credit since financial institutions were more interested in collecting fees than in
maximizing credit quality in a system (“originate-distribute”) which allowed them not to keep
these risks on their balance sheets, but, instead, to sell them to investors worldwide.

Thus, the turmoil emanated from “mature” countries. The emerging markets were not directly
concerned : their financial institutions had not engaged in subprime lending nor, on the whole,
in securitization of complex products. Most of them were not caught in the turmoil neither on
the lending side nor on the investment side.

By contrast with previous crises, this time, emerging markets were not the “culprits”. On the
contrary, many consider those markets as the engines of world growth.

How does Central Europe fare in this regard ?

I shall divide my remarks in two parts :

§ Up to now, the direct impact of market turbulence has been very limited ;

§ But there could be negative medium term consequences especially for those Central
European countries that appear the most vulnerable.
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I. The immediate impact of the crisis has been, up to now, extremely limited :

East of Central Europe, there has been, in the wake of markets turmoil, a growing
differentiation between countries and institutions. For instance, in Russia, a number of banks
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who appeared to be too dependent on external financing, encountered liquidity problems.
Kazakhstan is also a case in point : in that country, many banks saw their external funding dry
up because they had engaged in excessive credit growth and over-relied on foreign financing.
By contrast, one important Kazakh bank who had avoided these pitfalls, is now attracting
deposits and has no funding or rating problems.

But this phenomenon has not affected Central Europe. Four observations can be made in this
regard.

1. The widening of spreads has been very limited :

As is shown in Table I (I.C.), Graphs VII and VIII, most of the spreads (three-month
interbank vis a vis three month EURIBOR) have shown very small widening (in the order of
50 basis points) during the month of August and until now.

The only notable exception is Latvia which has come under pressure (spreads have increased
by 6 % from the end of July to end of October). Latvia has, indeed, experienced a very rapid
growth, high inflation, major external deficits, strong credit expansion, a housing boom and
political uncertainties1. Besides, its exchange rate -the Lat-, contrary to those of the other
Baltic countries, fluctuates in a narrow band which might have encouraged speculation. To a
lesser degree, Romania (see Graph VII), has seen a limited increase in its three-month spread
which has thus interrupted the gradual convergence that had been taking place between this
country and its neighbours in terms of spreads.

If one looks at domestic interest rates (see Graph VI), variations have been very modest
except again for Latvia which had to raise its rates by 200 basis points in order to protect its
currency.

More generally, one can observe that the index of sovereign bonds in the region (EMBI
spreads) has only been modestly impacted moving from about 140 basis points in January
2007 to around 180 in September 2007).

2. The exchange rates in Central European Countries did not depreciate during and
since the turmoil :

Usually, such depreciations appear in emerging countries when foreign lenders or investors
start losing confidence.

Of course, four countries in the region have fixed exchange rates (Estonia, Latvia, Lithuania,
and Bulgaria) and are committed to defend them. As we noted before, Latvia, under some
pressure, depreciated slightly, but within its band (+/- 1 %).

As for the other countries, who have flexible exchange rates, Graph II shows how limited
have been the fluctuations during the month of August. These variations have been even less
marked than during the mini-crisis of May/June 2006.

                                                
1 See a more detailed commentary on Graph VIII.
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3. Stock markets fared reasonably well :

As is shown in Graph III, stock markets in a number of Central Europe countries had been
rising gradually from January 2006 to July 2007. As seen in Graphs IV and V, from July to
mid-August 2007, there was a noticeable dip in the middle of August (not more marked that
in “mature countries”).  However, most markets in the more resilient countries have regained
the positions of mid-July. Graph V shows that more “vulnerable” countries have not entirely
recovered (although losses remain limited : 2 to 15 %) with the exception of Bulgaria, which
has more than recovered.

4. What have been the causes of this resilience ?

Three basic factors can be noted :

- continued institutional and economic convergence of these countries with the rest of
the European Union ;

- some progress on  macroeconomic management and relatively stable inflation (with
the exception of Latvia, Bulgaria and Romania) as shown in Table I (I.E.) ;

- remarkably favourable growth -between 6 to 9 % in 2006-2007- (with the exception of
Hungary which is adjusting significantly its fiscal position), see Table I (I.D.).

000

II. But in the medium-term, the outlook could be bleaker especially for the most
vulnerable countries :

1. A slowing down –and even more a contraction- of growth in the US could have some
impact on the European Union and, therefore, on Central Europe.

As for US growth, in 2008, forecasts vary. The consensus view is still that of a “soft landing”
that would produce only a slight moderation in world growth and in capitals flows to
emerging countries. But the most pessimistic scenarios (US recession) could have a
significant negative impact on Europe -especially if the dollar were to continue its slide- and
would therefore affect Central Europe.

2. External accounts :

Such an economic slowdown would hurt Central European exports and compound balance of
payments problems (see Table I (I.F.)). All these countries have indeed experienced negative
current account balances over the last years (in the order to 3 to 5 % of GDP in Poland, Czech
Republic, Slovakia, and Hungary in 2006-2007).

But, the Baltic countries, Bulgaria and Romania have much larger current account deficits
(from 13 to 20 % of GDP) which is obviously an element of vulnerability. Deficits have been
widening in these most vulnerable countries on the back of growing demand-driven imports.
External funding could thus become an issue for some of those countries.
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More generally, if domestic demand in the region were to become the major engine of growth
(in an environment of potentially sluggish exports), balance of payments issues could become
significant.

Fortunately, most of Central European countries are financing their current account deficits
with foreign direct investment (FDI) (fully in the Czech Republic and Poland, 90 % in
Bulgaria and 2/3 in Slovakia and Romania). But some are more dependent on portfolio
inflows (Hungary), or on external credit (Baltics). We know that ”hot money” inflows and
carry-trade transactions are short term by nature and can leave as fast as they come, and thus
can generate exchange rate pressures.

More stringent and expensive market conditions (because of less appetite for risk) would tend
to increase spreads and make financing more difficult.

3. The banking systems of the region are generally strong, but loans extended to
households are too often denominated in external currencies :

§ Banking systems are in general strong, well capitalized and most often owned by
international groups. But some remain “national”, for example in Slovenia. Large
groups will of course support their local subsidiaries but may be more prudent in
appraising risks related to new projects ;

Table A
Share of banking assets hold by foreign banks (%)

Estonia Lithuania Latvia Bulgaria Poland
Czech

Republic Slovakia Hungary Romania

2006 99 86 60 71 67 92 88 60 89

§ Banks generally have not engaged in origination and distribution of complex structured
products – thereby avoiding many of the problems seen in more mature markets ;

§ The share of loans denominated in foreign currencies is often high as is shown in the
following table (except for the Czech Republic and Slovakia) :

Table B
Share of loans denominated in foreign currency (%)  (First six months of 2007)

Estonia Lithuania Latvia Bulgaria Poland
Czech

Republic Slovakia Hungary Romania
FX loans to the
private sector 78 56 74 50 27 13 20 52 47

Household -Total 78 51 72 45 31 0 3 42 41
Household-
Housing - - - 78 64 0 3 34 85

Corporate - - - 52 22 19 32 46 52

Sources : Central Banks

That share is particularly high in the Baltic’s, Bulgaria, Poland and Romania (especially for
housing).

Such currency mismatches can be dangerous in the case of foreign exchange turmoil which
might affect the exchange rates of some of those countries (be they pegged or not).
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As for the banks net open currency positions, one can observe the high negative positions of
Romania and of the Baltic’s.

Table C
Banks’ net open currency (position) (fx assets-fx liabilities)/capital (excluding central bank)

Estonia Lithuania Latvia Bulgaria Poland
Czech

Republic Slovakia Hungary Romania

2006 - 208 - 250 - 395 45 63 93 - 30 - 159

More generally, credit expansion to the private sector has been very rapid over the last years.
In the 1st quarter of 2007 alone, growth in credit has increased, depending on countries, from
12 to 50 %). Therefore credit problems could arise.

4. Structural fiscal issues have yet to be resolved :

There has been a strong improvement in Hungary (from a deficit of 9.2 % of GDP in 2006 to -
6.4 % in 2007 and a projected - 4.5 % in 2008). Most of the other countries have seen their
deficits stabilized around 3 % of GDP. There has been some deterioration in 2007 in the case
of Romania (see Table I (I.G.)).

These imbalances (which remain way too high given the strong economic growth of the
region) compound the external finance issues mentioned above and are clearly not sustainable
in the long run.

5. But there are also some positive factors at play :

- competitiveness has increased and has played a key role in improving the relative
export performance in all the region2;

- external reserves are comfortable and indebtedness is manageable;
- 

Table D
Reserves-to-short term debt ratios (%) are satisfactory :

Estonia Lithuania Latvia Bulgaria Poland
Czech

Republic Slovakia Hungary Romania

42 % 99 % 133 % 139 % 137 % 192 % 210 % 154 % 339 %

- equity markets are presently favourable ;
- monetary stability is, on balance, sustained. But some countries have allowed too a

much of a real estate boom due to excessive credit creation ;
- productivity growth has been a positive factor in the expansion of Central Europe. But

there are inflationary risks (overheating, wage increases3, Samuelson-Bellassa effects,
skill shortages in some sectors….). Therefore, if competitiveness is to be preserved,
productivity should be reinforced by structural measures (training of the labour
force…), and by the maintenance of flexible exchange rates. Indeed, countries should

                                                
2 See World Bank EU 8+2 Report September 2007.
3 In all countries apart from Slovakia and Slovenia, wages are growing faster than labour productivity (see World
Bank – EU 8+2, September 2007).
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not rely too long on appreciating nominal exchange rates to contain inflation. And a
more determined policy of fiscal adjustment is called for.

000

On the whole, the resilience and the attractiveness shown by Central Europe in the wake of
the global market turmoil had been remarkable. According to the latest estimates of the
Institute of International Finance (IIF)4, foreign investment in Europe’s emerging economies
(including Russia, Ukraine and Turkey) is set to surge in 2007 to $ 276 billion, putting it for
the first time in recent years, ahead of emerging Asian economies (which are poised to receive
$ 208 billion).

But time must not be lost in removing remaining stumbling blocks and structural weaknesses.
For several years, some of those Central European countries have been large net recipients of
external borrowing and this appears to be a lasting trend5. If the potential effect of financial
turbulence is to be minimized especially in the most vulnerable countries, it is thus essential
for those economies to attract more external investment in the form of FDI and to rely less on
the more volatile forms of inflows of short term bank borrowing and portfolio investment.

The situation described above may open new opportunities : infrastructure needs remain high
and growth potential is favourable. Even if the cost of loans can rise due to the credit crunch,
less appetite for credit risk could result in lower asset prices if liquidity is reduced. It is up to
investors to find out the projects and the companies that are the mot promising in this regard.

Table I.  Data Changes

(I.A.)  Exchange rate

Crown
Estonia

litas
Lithuania

lats
Latvia

lev
Bulgaria

zlotys
Poland

Crown
Czech

Republic
Crown

Slovakia
Forints

Hungary
leu

Romania
25/08 - 25/07 0% 0% -0,18% 0% -1% 1% -2% -4% -4%
25/10 - 25/07 0% 0% -0,88% 0% 4% 4% 0% -1% -7%

(I.B.)  Stock Exchange

Estonia Lithuania Latvia Poland
Czech

Republic Slovakia Hungary Bulgaria Romania
25/08 - 25/07 -7,9% -4,4% -6,1% -4,9% -1,5% 1,6% -6,4% -0,6% -2,4%
25/10 - 25/07 -14% 2% -10% -2% 2% 5% -7% 23% -4%

(I.C.)  Spread (interbank 3-month versus Euribor)

Estonia Lithuania Latvia Poland
Czech

Republic Slovakia Hungary Bulgaria Romania
25/08 - 25/07 -0,16 0,03 2,36 -0,20 -0,30 -0,53 -0,29 -0,38 -0,50
25/10 - 25/07 0,09 0,75 6,28 -0,18 0,08 -0,37 -0,52 0,62 0,09

 

                                                
4 IIF Capital Flows to Emerging Market Economies, October 21, 2007.
5 For the « Emerging Europe » region as defined by the IIF (including Russia, Ukraine, Turkey) $ US 213
Billion  (out of the total of 276 Billion of net private flows in 2007) are in the form of « private credits » (and
only 62 Billion in the form of equity).
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(I.D.)  GDP growth (%)

Estonia Lithuania Latvia Poland
Czech

Republic Slovakia Hungary Bulgaria Romania
Moyenne 2000-2006 8,9 7,2 8,2 3,4 3,8 4,2 4,5 5,3
2006 11,4 7,5 11,9 6,1 6,1 8,3 3,9 6,1 7,7
2007 8,7 7,3 9,6 6,5 4,9 8,5 2,4 6,0 6,0
2008 8,2 6,3 7,9 5,5 4,9 6,5 2,6 6,0 5,5

(I.E.)  Consumer prices (yoy change %)

Estonia Lithuania Latvia Poland
Czech

Republic Slovakia Hungary Bulgaria Romania
2006 4,4 3,8 6,6 1,3 2,1 4,3 4 7,3 6,6
2007 5,1 4,7 7,2 2 2,4 1,7 7,4 8,0 4,0
2008 5,3 4,4 6,2 2,5 2,9 2,4 4,4 7,5 4,5

(I.F.)  Current Account balance (% of
GDP)

Estonia Lithuania Latvia Poland
Czech

Republic Slovakia Hungary Bulgaria Romania
2006 -14,2 -10,7 -20,0 -2,3 -4,1 -7,7 -5,9 -15,8 -10,3
2007 -15,1 -12,4 -20,3 -3,1 -3,0 -4,2 -3,5 -16,5 -13,0
2008 -14,7 -13,4 -18,7 -4,3 -2,7 -3,7 -2,2 -15,0 -11,6

(I.G.)  General government balance (% of GDP)

Estonia Lithuania Latvia Poland
Czech

Republic Slovakia Hungary Bulgaria Romania
2006 3,6 -0,6 -0,3 -3,8 -2,9 -3,7 -9,2 3,2 -1,9
2007 3,7 -0,4 0,2 -3,4 -3,9 -2,9 -6,4 3,0 -2,0
2008 3,5 -1,0 0,1 -3,3 -3,6 -2,8 -4,5 2,5 -4,0

(I.H.)  Government debt (% of GDP)

Estonie Lithuania Latvia Poland
Czech

Republic Slovakia Hungary Bulgaria Romania
2006 4,0 18,2 10,6 47,6 30,1 30,4 65,6 22,8 22,8
2007 2,7 18,6 8,0 48,4 30,6 29,7 67,1 18,0 20,0
2008 2,3 19,9 6,7 49,1 30,9 29,4 68,1 15,0 16,0
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Graph I. Latvian Lats against euro: controlled slippage

Source : Reuters

Among the four countries with a fixed exchange rate regime (Estonia, Latvia, Lithuania and
Bulgaria), only Latvia has registered significant movements. However these variations have
not exceeded the limits of the authorised band of +1/-1 vis a vis the reference rate of the Lat
against the euro.
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Graph II. Flexible exchange rates : no sharp depreciation

Source : Reuters

The EU countries with flexible exchange rates have only experienced very slight exchange
rate variations in the month of August. These movements have been less marked than in the
mini-crisis of May-June 2006.
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Graph III. Stock Exchange fluctuations since 2006

Source : Reuters

The subprime crisis doesn’t seem to have significantly slowed the expansion of the stock
exchanges of those countries.
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Graph IV. Soft corrections for the most resilient countries

Source : Reuters

If one only looked at the movements observed from July 20 to October 12, 2007, one could
observe that the stock exchanges of the main emerging countries of Central Europe have
experienced a shock mid-august, generally followed by a recovery.
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Graph V. Estonia and Latvia hedge down, Bulgaria jumps

Source : Reuters

The most marked corrections that have been registered by Estonia (- 8 % in August) and by
Hungary (- 6,4 %) are not that different from those experienced by France over the same
period (- 5,7 %). Furthermore all the above stock exchanges have recovered their losses
except for Estonia (- 14 % between July 23 and October 25). Latvia (- 10 %) and to a more
limited extend Hungary (- 7 %). The French CAC has lost 4,1 % over the same period.
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Graph VI. Interbank 3-month interest rates

Source : Reuters

Interest rates have not moved significantly, with the notable exception of Latvia who, in order
to protect its currency has had to offer higher rates on Lat denominated deposits
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Graph VII. Spread (interbank 3-mth versus Euribor)

Source : Reuters

The least vulnerable countries (Czech Republic and Slovakia) but also Poland, have only
registered a minor rise in their spreads with the euro. The reduction of the Romanian spreads
has, however, been interrupted since the subprime crisis.
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Graph VIII. Spread (interbank 3-mth versus Euribor)

Source : Reuters

The countries with fixed exchange regimes have experienced the most marked variations in
their spreads. The case of Latvia is the most significant : this country has registered a very
large increase in its short term interest rates : its spread has widened by 628 basic points
between July 23 and October 25, 2007.

The countries of the region most affected by capital fluctuations since end July 2007 are
Latvia, and to a lesser extent the other Baltic’s, Bulgaria and Hungary.

The anti-inflationary plan set up by Latvia last spring has not yet been successful : current
account imbalances are widening and inflation is on the rise. The political crisis experienced
by that country may complicate the enforcement of measures by a weak government, even if
the political parties still express a consensus on the need for reforms.

The other Baltic’s States are also in a delicate position given the fixed nature of their
exchange rate and the inflationary pressures they have been experiencing since the end of
2005. They have very large external deficits (current account deficits around 15 to 20 % of
GDP), which increase their financial needs.

However the pattern of banks, external financial resources seems stable : most of them come
from parent banks to their local subsidiaries. Moreover, contrary to Latvia, prices and
economic growth seem to start decelerating since mid-2007 in Estonia and Lithuania.
Members of the European Exchange Mechanism II (EERM II), the Baltic’s states (including
Latvia) can count on the support of the European system of Central banks in case of
speculative attacks on their currencies. And lastly, these three countries have sound fiscal
positions.
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This is also the case of Bulgaria which has registered fiscal surpluses over the last years.
However, Bulgaria does not belong to the EERM-II. But, its foreign reserves protect its
currency board system : they represent 140 % of Bulgaria’s monetary base (MI) and close to
100 % of M2 (monetary base and sight deposits). Moreover, net FDI flows have covered more
than half of Bulgaria current deficits over the last year. As for inflation, which has
skyrocketed last summer, it appears to be more the result of specific one-off factors (increases
in administrated prices and taxes, effects of drought experienced during the summer…) than
of underlying pressures on wages. Here again, the favourable fiscal position should serve as a
buffer and hopefully mitigate the “second round” effects on inflation, because of the
constraint on public sector wages.

The Hungarian current account deficits are also financed in large part by FDI flows. It is
notable that the external deficit is reducing as well as the fiscal deficit, because of corrective
measure taken mid 2006. These reasons explain in part the weak impact of the financial
turmoil on the forint and also on the Hungarian stock exchange.


