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poor cross-bordEr 
coordinaTion 
between supervisors undermined  
prudential policies to stem the  
2004-08 credit boom.

FinanciaL 
FragMEnTaTion 
has spilled over from the eurozone into  
the rest of Europe.

A eurozone-based “banking union” which would 
create a single supervisor for eurozone banks and 
open up the possibility of direct recapitalisation from 
supranational funds could be crucial for making the 
eurozone more stable. This is good for all of Europe, 
including emerging European countries. Recent 
banking union proposals have nonetheless raised 
concerns in some of these countries. Are these 
justified? Aside from helping resolve the eurozone 
crisis, would the proposals improve the supervision 
and resolution of multinational banks across 
financially integrated Europe? This chapter analyses 
current proposals and suggests some enhancements 
from the perspective of countries whose banking 
systems are dominated by these banks.  

ThE  
FACTS
aT a gLancE

Asset share of foreign-owned banks in national banking systems

72%

EasTErn
EuropEan
aVEragE

supErVision, 
rEsoLuTion and  
FiscaL rEsponsibiLiTY
should ideally be exercised at the same 
level of political authority.

14%

wEsTErn
EuropEan
aVEragE
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Chart 3.1.1a
Divergence in sovereign borrowing costs

Yields on 10-year government bonds, per cent

Source: ECB statistical data warehouse.
Note: The chart shows the 10-year government bond yields of the five largest eurozone economies 
(on the left axis) and their coefficient of variation – COV (on the right axis). 
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The crisis in the eurozone has been characterised by a fragmentation of 
European financial markets. In a reversal of earlier trends, financial con-
ditions are diverging and increasingly driven by country-specific effects. 
From 1999 to 2008 the deepening financial integration in the eurozone 
was seen as evidence that monetary union was promoting economic 
convergence in Europe. The introduction of the single currency gave rise 
to a highly integrated money market and led to convergence in interest 
rates for governments and firms. The prospect of declining borrowing 
rates and stable, homogeneous conditions in a shared financial market 
made joining the eurozone seem an attractive proposition. However, 
the integration that was perceived to be a structural consequence of 
economic and monetary union has proved fragile in times of crisis, as 
evidenced by the growing dispersion of interest rates, the variation in 
banks’ funding costs and the decline in cross-border lending.

The divergence in sovereign yields between the eurozone core and 
periphery has been mirrored by the developments in interest rates for 

Box 3.1 
Financial fragmentation in the eurozone

problem to fester (see Hellwig et al., 2012). Interestingly, it was the desire to break this link and harden 
budget constraints that originally led many countries in central and eastern Europe to reluctantly open up 
their banking systems to foreign entry. Hungary, for example, had four bailouts of its banking system in as 
many years before finally inviting in foreign banks. The view was that the presence of foreign banks would 
reduce bailout pressures. Paradoxically, the networks of these cross-border banks have since become so 
extensive that some are “too big, or too complex, to fail”.

1  Regulation (EU) No. 1093/2010 of the European Parliament and of the Council establishing a European 
Supervisory Authority, 24 November 2010.

2  A related argument for lifting supervision and resolution to the European level is that close links between 
government authorities and their national banking systems may lead to lax supervision (because 
supervisors may be close to local elites that benefit from bank lending) and excessive forbearance when 
it comes to cleaning up the banking system problem. When such a problem becomes very large relative 
to the fiscal backstop, the authorities may have an incentive to “gamble for redemption” by allowing the 

TowARdS A pAn-EuRopEAn 
bAnking ARChiTECTuRE 

During late 2007 and 2008 the international spillovers from the 
US financial crisis triggered calls for much greater cross-border 
integration of financial regulation, supervision and, in the event 
of bank failure, resolution. In Europe this resulted in a set of new 
supervisory institutions – the European Banking Authority (EBA), 
the European Insurance and Occupational Pensions Authority and 
the European Securities and Markets Authority – which started 
work in early 2011. In addition, the European Systemic Risk 
Board (ESRB) was established, composed of representatives of 
national and European-level supervisory bodies, national central 
banks, the European Central Bank (ECB) as well as the European 
Commission and Council of Ministers. The purpose of these 
bodies is to achieve better coordination and information sharing 
among prudential supervisors and (through the ESRB) with 
central banks, to oversee the application of EU regulations and, if 
necessary, to arbitrate between national supervisors. However, 
with few exceptions and despite the endowment of emergency 
powers to the new bodies, the exercise of financial supervision 
and resolution of failed banks remains under national control. 

Despite the infancy of these new European bodies, an 
additional and much bigger step towards the integration of 
financial sector institutions has recently gained momentum – 
the establishment of a full banking union at the level of the 
eurozone and possibly beyond. In late June 2012 eurozone 
governments committed to creating “a single supervisory 
mechanism involving the ECB” that could make it possible for 
troubled euro area banks to be recapitalised directly using 
European Stability Mechanism (ESM) funds. On 12 September 
the European Commission published a proposed Council 
regulation elaborating on this commitment, together with a 
“road map towards a banking union”, envisaging the eventual 
centralisation of bank resolution as well as supervision.

Unlike the 2008-10 reform drive that led to the new European 
supervisory bodies, the motivation behind the new initiative is not 
primarily to deal with the contradiction between “nationally based 
supervisory models … and the integrated and interconnected 
reality of European financial markets, in which many financial 
institutions operate across borders”.1  It is rather that bank 
resolution costs in some European countries are feared to exceed 
the fiscal capacity of the national sovereign, putting pressure on 
sovereign and corporate borrowing costs, and further weakening 
economies and the credit quality of banks (see Box 3.1). This 
vicious circle between sovereign debt and the state of national 
banking systems has been undermining the effectiveness of 
ECB monetary policy and may ultimately threaten the currency 
union. Dealing with the problem requires a fiscal backstop 
at the European level – that is, a European fund such as the 
European Stability Mechanism (ESM) that can recapitalise banks 

in the event that other sources of funding – (including private 
shareholders, bank creditors and national public funds) – prove 
insufficient. In turn, this creates a need for European-level 
bank supervision to minimise the risk that European taxpayers 
will ultimately have to bear the costs of national banking 
crises in Europe.2 

This chapter examines the proposed banking union from 
the perspective of financially integrated emerging European 
countries. Some of these countries are members of the 
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Chart 3.1.2
External bank flows and total credit growth 

Change in external assets of BIS reporting banks in Q4 2011 
and Q1 2012 as a percentage of 2011 GDP

Average month-on-month seasonally adjusted credit growth
in Q4 2011 and Q1 2012, per cent

Source: Bank for International Settlements (BIS), ECB statistical data warehouse and national 
authorities via CEIC Data.
Note: Data on external bank claims are from the BIS locational statistics. The chart shows foreign 
exchange-adjusted changes.

■ External bank claims on eurozone countries  ■ External bank claims on EBRD countries
◆ Credit growth eurozone countries  ◆ Credit growth EBRD countries
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Chart 3.1.1b
Divergence in corporate borrowing costs

Interest rate on short-term loans to corporates, per cent

Source: ECB statistical data warehouse.
Note: The chart shows the interest rates on loans to corporates with a maturity of less than one year 
for the five largest eurozone economies (on the left axis) and their coefficient of variation – COV (on the 
right axis). 

■ COV  ■ Germany  ■ Spain  ■ France  ■ Italy  ■ Netherlands
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firms and households. Charts 3.1.1a and 3.1.1b show the evolution 
of borrowing costs for governments and corporates in major eurozone 
economies.3  Interest rates across all categories of loans had been 
converging until the 2008 Lehman Brothers collapse, after which there 
was a sharp increase in dispersion. The onset of the sovereign debt 
crisis has been marked by a further divergence in lending rates. The 
market’s more differentiated assessment of sovereign risk has translated 
into adverse funding conditions for banks in the periphery, while core 
countries have benefited from a “flight to quality” and access to relatively 
cheap funding. On the asset side, increased sensitivity to corporate risk 
has also contributed to the dispersion in borrowing costs, with banking 
sectors in some countries exposed to a higher share of risky borrowers. 
The result has been a divergence in lending rates and an impaired 
transmission mechanism for monetary policy, with ECB cuts to policy 
rates failing to ease retail lending rates in the periphery (see ECB 2012a).

 As financing conditions have diverged, markets have become more 
fragmented. The cross-border share of total money market loans has 
fallen from 60 per cent in mid-2011 to around 40 per cent in early 2012 
as banks report giving added weight to country risk when assigning credit 

lines.4  The eurozone interbank market is increasingly segmented, with 
banks reducing their claims on the periphery and transferring assets to 
perceived safe havens and Germany in particular. Countries experiencing 
outflows have generally also seen declining credit stocks (see Chart 
3.1.2) and weak or negative deposit growth.

Chart 3.1.2 also shows the effects of financial retrenchment on 
the EBRD’s countries of operations. While banks have reduced their 
exposures across the region, some countries have been hit much 
harder than others. In Hungary and Slovenia – both countries with 
domestic vulnerabilities; refer to the Country Assessments at the end 
of this report – outflows in the last quarter of 2011 and first quarter of 
2012 exceeded 5 per cent of GDP, and were accompanied by a sharp 
contraction of credit (see Chapter 2). In contrast, countries perceived to 
be more stable, such as Poland and the Slovak Republic, saw relatively 
mild outflows over the same period (with inflows in the first quarter of 
2012) and stable credit growth. The variation in credit growth in central 
and south-eastern European countries has been increasing steadily 
since the beginning of 2011. In this sense, financial fragmentation has 
begun to spill over from the eurozone into the rest of Europe.

3  The variation in Charts 3.1.1a and 3.1.1b would be even greater if Greece and Portugal were to be 
included. The charts show that divergence has occurred even in the five largest eurozone economies, 
where the risk of insolvency has been less acute.

4  According to the results of a March 2012 survey of banks in the ECB Money Market Contact Group, “75 per 
cent of the respondents said that they apply different haircuts to the assets in repo operations depending 
on the geographic origin of the counterparty” (ECB response to media request, “Indicators of market 
segmentation”, 8 August 2012).

eurozone, but most are not. Several, including Georgia, Ukraine 
and countries in the Western Balkans where subsidiaries of 
eurozone banks have a strong presence are not even members 
of the European Union. The question is whether a proposal which 
is motivated mainly by specific problems within the eurozone 
would also serve the interests of these countries. Addressing 
the eurozone crisis is clearly of first-order importance for all 
of Europe and beyond, but could the proposed banking union 
also have drawbacks? And how far would it go in addressing 

the coordination problems between national supervisors and 
resolution authorities that used to be the principal motivation for 
calls for common European banking sector institutions?

The chapter proceeds in three steps.
First, it briefly reviews the case for and against foreign bank 

entry. The free movement of capital, goods and services within 
the European Union more or less compels member countries 
to be participants in an integrated financial system in which 
cross-border banking is likely to play a role. Countries outside 



48

Chapter 3
Transition report 2012

Chart 3.1
Asset share of foreign-owned banks 
in national banking systems
%

Source: Claessens and Van Horen (2012).

0

10

20

30

40

50

60

70

80

90

100

Sp
ai

n

N
et

he
rla

nd
s

Ita
ly

Fr
an

ce

G
er

m
an

y

G
re

ec
e

Po
rt

ug
al

Au
st

ria

Be
lg

iu
m

Be
la

ru
s

Sl
ov

en
ia

M
ol

do
va

Hu
ng

ar
y

La
tv

ia

Po
la

nd

FY
R 

M
ac

ed
.

Se
rb

ia

Bu
lg

ar
ia

Ro
m

an
ia

Cz
ec

h 
Re

p.

Sl
ov

ak
 R

ep
.

Cr
oa

tia

Li
th

ua
ni

a

Bo
sn

ia
 &

 H
er

z.

Al
ba

ni
a

Es
to

ni
a

Western Europe Eastern Europe

5  “Home” and “host” refer to the “home” country of a multinational bank (for example, France for BNP 
Paribas) and the emerging European “host” country in which a branch or subsidiary of that multinational 
bank operates.

6  In this chapter the term “cross-border banking” refers to the provision of loans by a bank’s headquarters 
in country A directly (across borders) to a firm in country B. In contrast, “multinational banking” refers to 
banking groups that are headquartered in country A and set up local subsidiaries and branches in country 
B (and other host countries) to provide local borrowers with credit.

7  See, for example, EBRD (2006).
8  See, among others, EBRD (2009), Bakker and Gulde (2010) and Bakker and Klingen (2012).
9  See Popov and Udell (2012).
10  See Fries and Taci (2005).

the union can, however, restrict the extent of their financial 
integration and attempt to reduce the presence of foreign-owned 
banks. Until the 2008-09 crisis, such a policy would have seemed 
counterproductive to most economists and national authorities, 
but has the balance of arguments shifted as a result of that 
experience? If so, this might be an alternative to building stronger 
supranational institutions in the banking area.

Next, the chapter gives a “host-country” view of the 
problems created by national supervision and resolution in a 
financially integrated area. This is based on a review of pre-
crisis attempts by host countries of European banking groups to 
tackle an externally fuelled credit boom as well as “home-host”  
coordination issues in managing financial stress.5  The latter 
encompasses some experiences during 2011 when the new 
European supervisory regime, which in principle was created to 
address coordination failures among national authorities, was 
already in place. 

In light of these experiences, the chapter then considers how 
the banking union might affect emerging European countries. 
Should the proposed design be adapted or complemented to 
accommodate their interests? Could membership be extended to 
countries outside the eurozone which, by virtue of keeping their 
own monetary and exchange rate policies, will retain significant 
influence over their national banking systems even if they are 
subject to common supervision? Short of full membership, are 
there ways of extending some of the benefits of the banking union 
to emerging European countries that either cannot join or choose 
to remain outside? A concluding section summarises the answers 
to these questions. 

Do foreign banks Do more  
harm than gooD? 
Until the 2008-09 financial crisis the benefits of an integrated 
banking system in Europe were not seriously doubted. Cross-
border and multinational banking was viewed as a natural 
element of economic integration and trade in services.6  In 
eastern Europe, foreign bank entry through take-overs or new 
(“greenfield”) investments helped introduce modern business 
practices into underdeveloped banking sectors. Foreign-
owned banks became dominant in many central, eastern and 
south-eastern European countries, both nationally (see Chart 
3.1) and locally (see Box 3.2). This progression was viewed 
as a key ingredient of financial development and a driver 
of economic growth.7  

The 2008-09 crisis changed this perception. Foreign banks 
seemed to be a (or even the) main culprit of the 2005–08 credit 
bubble in foreign currency, which burst by 2009 and contributed 
to large falls in output of about 6 per cent on average in the 
countries of central Europe and south-eastern Europe (SEE) and 
14-17 per cent in the Baltic states.8 In addition, multinational 
banking was one of the conduits that transmitted the financial 
crisis from the West into the transition region.9 As a result, foreign 
banks mutated from paragons of integration to pariahs of the 
crisis within barely a year. A review of the wealth of literature on 
multinational and cross-border banking based on evidence from 
before, during and after the 2008–09 crisis shows that both of 
these images are exaggerated.

pre-Crisis eviDenCe
The evidence from the pre-crisis period focuses on the effects of 
foreign bank presence in several areas: access to finance and the 
efficiency of local financial systems, financial stability in the face 
of local shocks, domestic business cycles and the transmission 
of international shocks across borders. 

Foreign banks improved credit availability in emerging 
markets and made the delivery of credit more efficient, and 
foreign creditors often introduced superior lending technologies 
and marketing know-how. Large banks, from high-income 
countries in particular, tend to perform well in less developed 
countries. In emerging Europe especially, where commercial 
banks were rare at the start of the 1990s, there were substantial 
efficiency gains following foreign entry.10  Foreign banks also 
generated positive spillovers to domestic banks, for instance 
in terms of copying risk management methodologies, while 
competition tended to make bank lending cheaper. Some of 
these gains may initially have come at the cost of reduced 
lending to small and medium-sized enterprises (SMEs), as 
foreign banks will target the “best” customers and leave more 
difficult clients to domestic banks. However, recent studies find 
that foreign banks may increase SME lending in the medium 
term, using screening practices such as credit scoring. In 
line with this, the available empirical evidence for emerging 
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12  See De Haas and Van Lelyveld (2010) and Bruno and Hauswald (2012).11  See De Haas et al. (2010) and Giannetti and Ongena (2012).

Country-level data may mask substantial intra-country variation in 
the presence of foreign banks. To illustrate this, Chart 3.2.1 shows 
new data on the geographical coverage of the branch networks of 
foreign and domestic banks across 18 emerging European countries. 
Two findings stand out.

First, foreign banks typically operate extensive networks in countries 
where they have established a presence. Branches are generally 
widespread (the blue and green dots) and not just clustered around 
the capital or main cities. This reflects the fact that foreign banks have 
often entered a country by buying banks with extensive existing branch 
networks. Consequently, it is not only firms and households in urban 

agglomerations which have access to the services of foreign banks, but 
those in more remote areas as well. This may alleviate concerns about 
“cherry-picking” by foreign banks (see main text).

Second, the chart shows clear cross-country variation in the presence 
of foreign banks. In the Czech and Slovak Republics and parts of the 
Balkan region particularly, there are very few localities where only 
domestic banks operate (the red dots). Further east, and especially in 
Belarus, Moldova, Romania and Ukraine, there are still many villages 
where firms only have access to domestic bank services. In Poland, 
on the other hand, there is extensive competition between foreign and 
domestic banks in cities and villages across the country.

Box 3.2 
Foreign banks in emerging Europe: a local perspective 

Chart 3.2.1
Branch networks of foreign and domestically 
owned banks in 18 emerging European 
countries, 2012

Source: Beck et al. (2012).
Note: Each dot indicates the geo-coordinates 
of a location (village or larger) with at least one 
bank branch. Red dots indicate locations 
where only domestic banks operate; blue dots 
locations where only foreign banks operate; 
and green dots locations where both domestic 
and foreign banks operate. 

Europe suggests that foreign bank entry has not led to a sharp 
reduction in small business lending.11 

There is abundant evidence that foreign banks have a 
stabilising effect on aggregate lending during local episodes of 
financial turmoil. Unlike stand-alone domestic banks, foreign 
bank subsidiaries tend to have access to supportive parent 
institutions that provide liquidity and capital if and when needed. 
By the same token, however, access to foreign funding and 
lending opportunities means that foreign bank ownership can 
amplify domestic business cycles. When a single economy 
slows, multinational banks may withdraw funding and lend 
elsewhere, rather than cut margins in order to fund scarce 

domestic projects. When the wider economy is thriving, they may 
concentrate their attention on boom countries at the expense of 
slow-growing ones. As a result, foreign banks can exacerbate the 
“normal” business cycle (and make the job of monetary policy-
makers harder) despite their stabilising influence during local 
financial crises.12  This will be particularly true if foreign banks 
contribute to credit booms in foreign currency.  

Foreign banks may also expose a country to foreign financial 
turmoil. Even before the 2008 Lehman Brothers collapse, 
it was amply clear that foreign banks can “import” financial 
crises and business cycle movements from abroad. Because 
parent banks reallocate capital across borders, they can 
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13  See Peek and Rosengren (1997), García Herrero and Martínez Pería (2007) and Schnabl (2012).
14  See Rancière et al. (2006), Levchenko et al. (2009) and Bruno and Hauswald (2012).
15  See Friedrich et al. (2012).
16  See Arena et al. (2007).
17  See Claessens and Van Horen (2012) and De Haas and Van Lelyveld (2011). 
18  See Kamil and Rai (2010).
19  See De Haas and Van Horen (2012) and Giannetti and Laeven (2012).

20  As part of the Vienna Initiative a number of western European banks signed country-specific commitment 
letters in which they pledged to maintain exposures and to support their subsidiaries in central and 
eastern Europe. De Haas et al. (2012) and Cetorelli and Goldberg (2011) provide empirical evidence on 
the stabilising impact of the Vienna Initiative.

21  Ongena et al. (2012) and Kamil and Rai (2010).

withdraw it from a host country if hit by a crisis and in need of 
additional capital or liquidity. For example, the drop in Japanese 
stock prices starting in 1990, combined with binding capital 
requirements, led Japanese bank branches in the United 
States to reduce credit. The 1998 Russian crisis spilled over 
to Latin America as banks, including foreign-owned ones, saw 
their foreign funding dry up and had to cut back lending. At the 
same time, the extent of these destabilising effects appears to 
depend on the structure of international bank linkages. Foreign 
bank lending through local subsidiaries tends to be less volatile 
than direct cross-border lending.13 

To summarise, the pre-crisis literature paints a nuanced 
picture. Foreign banks generally boosted financial development 
in host countries and provided a source of finance that remained 
relatively stable during local financial crises. At the same time 
they tended to magnify business cycles and could be a channel 
for importing foreign financial turmoil. However, studies that 
consider both the positive effects of foreign bank entry on credit 
constraints, financial development and long-term growth as 
well as the potential destabilising effects tend to find that the 
former outweigh the latter.14  In emerging Europe particularly, the 
presence of foreign banks seems to have contributed to long-
term growth.15  Also, it is not even apparent that the pre-2008 
destabilising effects of foreign banking outweighed its stabilising 
influence.16  Based on pre-2008-09 evidence, the overall impact 
of foreign bank entry on economic development seems to have 
been positive, despite some caveats.

Lessons of Crisis transmission
How did the experience of the 2008-09 global financial crisis 
change this picture? For the most part, it confirmed previous 
findings on international crisis transmission. Multinational 
banks transmitted the crisis to emerging markets, including 
eastern Europe, through a reduction in cross-border 
lending and local subsidiary lending. Although domestically 
owned banks – many of which had borrowed heavily on the 
international syndicated loan and bond markets before the 
crisis – were also forced to contract credit, foreign bank 
subsidiaries in emerging Europe generally reduced lending 
earlier and faster.17  

The experience of 2008-09 also confirms that the structure 
of international financial linkages matters. For example, crisis 
transmission to Latin America was less severe in countries 
where foreign banks were lending through subsidiaries rather 
than across borders.18  As in previous crises, cross-border 
lending turned out to be a relatively volatile funding source, 
with international banks refocusing on domestic clients while 
retrenching especially from distant countries and countries where 
they had less lending experience.19  

That said, the 2008-09 experience was instructive in three 
respects particularly. 

•  Some of the generally positive impact of foreign banks on 
local financial systems prior to 2008 – in particular, allowing 
more firms and households to access credit – was revealed 
to be part of an unsustainable, and in many cases harmful, 
credit boom. Similarly, some products introduced by foreign 
banks – most notoriously, mortgage loans denominated in 
Swiss francs in Hungary – were now seen as risky practices 
rather than beneficial financial innovation. At one level, these 
experiences merely underline the well-known fact that the 
presence of foreign banks can exacerbate credit booms, 
but they also drove home the point that destructive credit 
booms and beneficial financial deepening can be difficult to 
distinguish, giving regulators and supervisors a critical role. 
As shown below, these roles can be particularly difficult to 
exercise in the host countries of large foreign banks. 

•  The crisis underlined just how extensive crisis transmission 
by foreign banks can be if their affiliates are of local systemic 
importance. This has been especially evident in some of the 
emerging European countries where one or more of the top 
three banks are in foreign hands. It was this combination 
of foreign ownership and local systemic importance that 
threatened financial stability in several of these countries – 
particularly those which had previously experienced 
large, foreign-currency denominated credit booms – and 
necessitated the ad hoc establishment of the European Bank 
Coordination (“Vienna”) Initiative (see also page 53 below).20 

•  Funding structure turned out to be very important for 
banking stability. Excessive wholesale borrowing exposed 
banks to bouts of illiquidity in short-term funding and 
interbank foreign exchange (FX) swap markets. This lesson is 
relevant both for foreign and domestic banks. While foreign 
banks had easy access to parent bank and wholesale 
funding, many domestic banks were increasingly able to 
access international wholesale and FX swap markets as 
well. When the crisis struck, it was these domestic banks 
that proved the weakest link. They almost immediately lost 
access to cross-border borrowing or could no longer swap 
such funding into the desired currencies, such as Swiss 
francs, and had no recourse to a supportive group structure. 
At the same time, the Latin American experience showed 
that a large-scale foreign bank presence may go hand in 
hand with financial stability if sufficient local deposit and 
wholesale funding is available.21 

The significance of the 2008-09 crisis, therefore, was not so 
much to offer fundamentally new insights into the risks of foreign 
bank presence – these were already understood by then – but 
rather in teaching a lesson on just how much damage these risks 
could cause in unprepared countries. At the same time, the crisis 
experience suggested some ways to reduce these risks while 
still reaping the benefits of financial integration. First, there is a 
prima facie diversification argument against foreign bank control 
of a large majority of banking assets – at least when these banks 
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22  See EBRD (2010), Chapter 3.
23  For instance, when Riječka banka – the Croatian subsidiary of Bayerische Landesbank – suffered large 

currency losses in 2002 the parent did not rescue it.

are heavily dependent on external funding. Second, there seems 
to be a general stability argument for local funding, whether on 
the side of foreign or domestic banks. To make local funding 
a realistic option – particularly longer-term funding – some 
emerging European countries need to enhance the credibility of 
their macroeconomic frameworks in terms of inflation targeting 
and more flexible exchange rate regimes.22  Such action has 
helped Latin America to de-dollarise and subsequently create 
a more stable form of financial integration. Lastly, the painful 
bursting of pre-crisis credit bubbles suggests a need to pay 
much greater attention to preventing them in the first place. As 
the next section explains, this can be difficult in an environment 
of cross-border and multinational banking as long as supervision 
remains only nationally based.

finanCiaL integration without 
institutionaL integration
Research and policy experience over the last decade has 
shown that the gap between institutional integration and de 
facto financial integration leads to a number of complications 
which can threaten financial stability – particularly in host 
countries of multinational banks, but also more broadly. This 
section summarises the evidence in respect of supervision in 
normal times, crisis mitigation while banks remain solvent and 
operational, and resolution.

supervision in normaL times
Subsidiaries of foreign banks are effectively under dual 
supervision. As domestic entities they fall under host-country 
authority. In addition, the home-country supervisor has an 
interest in the health of an entire multinational group if the parent 
bank is based in that country’s jurisdiction. That interest in 
principle extends to subsidiaries of the group.

In practice, however, the presence of two supervisory 
authorities can complicate the exercising of effective oversight, 
and particularly the application of macro-prudential instruments 
to mitigate credit booms. 

•  Home-country supervisors may have little incentive (and 
often no capacity) to police subsidiaries abroad unless 
they are “systemic” from the perspective of the group 
(rather than from that of the host country). As long as 
a subsidiary is relatively small in terms of the parent 
bank’s total capital or operations and if the parent 
operates a diversified “portfolio” of such affiliates, home 
supervisors may not pay much attention to lending and 
risk management practices at the subsidiary level. Unless 
parent banks are heavily exposed to subsidiaries through 
longer-term funding, they could just abandon a subsidiary 
that gets into difficulties,23 although they may have 
other reasons (for example, related to overall strategy or 
simply because the subsidiary is potentially profitable) for 
not doing so.

•  Host-country supervisors may not have much information 
about the parent banks of subsidiaries that operate in their 
country. Information exchange between national supervisors 
is mostly difficult and will generally depend on the importance 
of the host-country operation from the perspective of the 
whole group. Host supervisors and central banks will also 
find it more difficult to limit subsidiary lending than lending by 
stand-alone local banks, as they will have little or no control 
over parent bank funding. As a result, standard macro-
prudential instruments may be insufficient, or may only 
work if they effectively take the form of capital controls (see 
Box 3.3). Also, where supervisors manage to limit subsidiary 
lending, this can be circumvented if international banks 
replace lending through their subsidiaries with cross-border 
lending directly from the parent.

These problems could seemingly be addressed through home-
host supervisory cooperation, but differences in mandates and 
incentives are likely to undermine such attempts. For example, 
when Estonian supervisors petitioned their Swedish counterparts 
for stricter bank capital requirements during the Baltic boom, 
the Swedish side felt that there was an insufficient legal basis to 
increase them for branches or subsidiaries when the group as 
a whole exceeded the requirements. As a result, host-country 
authorities often feel that their de facto control over subsidiary 
lending is quite limited, particularly inside the European Union 
(where countries cannot interfere with cross-border flows).  
Box 3.3 illustrates this by describing the experience of three 
emerging European countries in the run-up to the crisis.

reguLation anD supervision in a Crisis 
Where problems come to light in either the home or host  
country, supervisors will generally have an incentive to either 
retrieve liquidity behind national borders (particularly when  
parent banks have extended financing to subsidiaries)  
or engage in ring-fencing to prevent liquidity or assets from 
leaving the country to the detriment of the local financial  
system. Interfering with the internal capital and liquidity flows  
of a bank group may have negative externalities on the group  
as a whole, or parts of it, and give rise to further turmoil.  
Home-country supervisors may therefore have an incentive 
to play down problems at the parent or group level,  
exacerbating deficiencies in the exchange of information 
between home and host supervisors that might already exist 
even in normal times.

The threat of uncoordinated crisis management and 
communication breakdowns was particularly acute during 
2008-09. Mechanisms that were set up before the crisis (such 
as the June 2008 Memorandum of Understanding between 
Financial Supervisory Authorities, Central Banks and Finance 
Ministries of the European Union on Cross-Border Financial 
Stability) proved inadequate, prompting the establishment of 
the European Bank Coordination (“Vienna”) Initiative. The aim 
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24  See Bakker and Gulde (2010). 25  See IMF (2007).
26  See Purfield and Rosenberg (2010).
27  “The crisis in the Baltic – the Riksbank’s measures, assessments and lessons learned”, speech by 

Governor Stefan Ingves (2 February 2010), available on the internet at: www.riksbank.se/en/Press-and-
published/Speeches/2010/Ingves-The-crisis-in-the-Baltic--the-Riksbanks-measures-assessments-
and-lessons-learned-/.

Towards the mid-2000s several countries in the CEB and SEE regions 
began to experience credit booms driven by capital inflows stemming 
from ample global liquidity and the expectation of rapid income 
convergence with western Europe. Given their open capital accounts, 
countries that had opted for a fixed exchange rate regime had only one 
means of restraining these inflows – to experiment with various macro-
prudential policies and lending restrictions applicable to the banking 
system as a whole.

This box considers the experience of three countries – Bulgaria, 
Croatia and Latvia – which attempted such restrictions to varying 
degrees. The main conclusion is that while the measures appear to 
have had some effect – at least in Bulgaria and Croatia, where they 
were applied early and with greater determination – they were quickly 
circumvented through direct lending from parent banks and through the 
increased activity of non-bank entities, such as leasing companies.24  
This undermined prudential policies by leaving local subsidiaries with 
poorer quality borrowers, and shifting credit creation to less regulated 
parts of the financial sector. Differences in objectives and poor 
coordination between host and home-country supervisors played a key 
role in explaining these failures. 

•  croatia implemented one of the most assertive prudential policies 
during the credit boom. From 2004 onwards the country gradually 
and successively implemented higher reserve requirements for 
credit growth above certain thresholds. The authorities also applied 
additional capital charges for market risks, unhedged foreign 
currency exposure or loan growth above certain thresholds, and 
intensified efforts to coordinate cross-border supervision. However, 
some of these measures, such as reserve requirements applying to 
banks’ foreign borrowing, effectively amounted to a capital account 
restriction and were subsequently dropped in the run-up to Croatia’s 
EU accession. It is noteworthy that credit growth in Croatia never 
became excessive, and that additional measures introduced in 
early 2007 contributed to a further slow-down (see Chart 3.3.1). 
However, quantitative limits on credit growth likely came at a cost, 
by disproportionately affecting small and medium-sized enterprises 
(which are more prone to rationing by banks), impeding competition 
within the banking system and leading to disintermediation towards 
cross-border lending and non-bank institutions, which are harder or 
impossible to supervise.

•  bulgaria implemented the highest minimum capital adequacy 
ratio of all new EU member states throughout the credit boom. The 
country nevertheless registered credit growth of almost 50 per cent 
in 2004. Liquidity measures taken in the early years of the boom 
(2004-05), such as reserve requirements and withdrawal of public 
deposits, were quickly deemed insufficient. The central bank then 

switched to more direct administrative limits on the expansion of 
credit in each institution (for example, punitive marginal reserve 
requirements on credit growth above a certain uniform permissible 
quarterly expansion). While there was some initial impact, banks 
quickly adapted by selling loans to parent banks and to affiliated 
non-bank entities within Bulgaria. After a brief drop in credit growth 
in 2006, private lending again accelerated to growth rates above  
50 per cent.25  

•  Latvia experienced the most rapid boom in private sector credit  
of all three Baltic economies, fuelled by low financing costs within  
a fixed exchange rate regime, overly lax fiscal policy and 
expectations of rapidly rising incomes following EU accession in 
2004. Institutional underdevelopment (for example, the absence  
of a comprehensive credit register) also contributed to the  
excessive boom, which only ended when the banks tightened  
credit in reaction to concerns by the Swedish supervisors in the 
summer of 2007. The Latvian authorities had been slow in utilising 
the few prudential tools at their disposal (such as tighter property 
valuation standards).26  The Swedish authorities – supervising the 
key Swedish parent banks that control about 60 per cent of the 
Latvian banking market – were also slow to act. Even though the 
Swedish Riksbank flagged growing risks as early as 2005, the 
Swedish financial supervisor resisted raising capital adequacy 
standards.27  What was perceived as poor coordination between 
the various supervisory bodies motivated the establishment of the 
Nordic-Baltic Memorandum of Understanding that was signed in 
2010 (see Box 3.5). 

Box 3.3 
Using prudential tools to stem the credit boom in emerging Europe, 2004-08 

Chart 3.3.1
Credit growth and national prudential measures 
in Bulgaria, Croatia and Latvia, January 2003–May 2012
Nominal credit growth year-on-year, per cent

Source: IMF IFS and IMF papers cited.
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31  See Freixas (2003) and Goodhart and Schoenmaker (2009).  The fragmentation of the financial 
conglomerate Fortis, systemically important in Belgium, the Netherlands and Luxembourg, is an example of 
how limited supervisory cooperation during an acute crisis may result in suboptimal outcomes.

32  See Friedrich et al. (2012). Historic examples of sustained growth episodes driven by capital inflows 
episodes include Canada in the late 19th century, the Scandinavian countries in the late 19th and early 
20th century, and west European income convergence after the Second World War. See EBRD (2009), 
Box 3.1.

28  On the Vienna Initiative, see: EBRD (2009), Box 1.4; Bakker and Klingen (2012), Box 5.2; and Pistor (2011). The 
impact of the initiative is analysed empirically in Cetorelli and Goldberg (2011) and De Haas et al. (2012).

29  Of course, it is possible (indeed, likely) that the presence of the EBA and/or EU rules on the free movement 
of capital prevented more drastic unilateral measures than those which materialised during 2011-12.

30  The Vienna Initiative 2.0 was launched in the spring of 2012. A Full Forum meeting with representatives 
from the national authorities, the international institutions and the main cross-border financial 
institutions adopted a set of guiding principles for home-host coordination. See: http://ec.europa.eu/
economy_finance/articles/governance/2012-03-13-ebci_en.htm.

of the initiative was to agree on home- and host-country crisis 
management responsibilities and to coordinate the major 
multinational banking groups in order to prevent a run (since it 
might have been in the individual interests of banks to withdraw 
from the crisis-hit region even if it was in their collective interest 
to avoid rapid outflows).28  The initiative was a success, in part 
because it received political backing in home and host countries 
– including a March 2009 EU summit decision that affirmed 
the right of parent banks to extend official support in their home 
jurisdictions to their subsidiaries, at least within the European 
Union – and also because it was monitored by, and had the 
backing of, international financial institutions. The EU and 
International Monetary Fund (IMF) supported emerging European 
countries by lending to governments, while the EBRD and other 
multilateral development banks supported the subsidiaries of 
multinational banks in the region.

Since 2011, coordination failures and disagreements between 
national banking authorities in the European Union can, in 
principle, be tackled by the EBA, the new EU-level body charged 
with coordinating and, if necessary, arbitrating between banking 
supervisors. However, as market pressures on the home countries 
of several eurozone banks have intensified with the widening crisis 
in the single currency area, some home and host authorities of 
these banks have undertaken a series of unilateral and seemingly 
ring-fencing measures (see Box 3.4). The fundamental cause 
of these measures is the fact that the responsibility for bank 
resolution and any associated fiscal losses remains national. 
In light of this, it is not surprising that EBA coordination has not 
eliminated ring-fencing and similar unilateral measures.29  Partly 
in response to these developments, the Vienna Initiative has been 
revived to foster greater cooperation between authorities and 
provide a forum for discussions with the multinational banks.30 

resoLution
Home-host coordination is most difficult in the event of the failure 
of a multinational bank, due to a direct conflict of interest over 
how to share the fiscal burden of bank resolution. Indeed, it is the 
anticipation of such a situation that drives the diverging interests 
of home and host supervisors, both in normal times and during 
crisis management.

In bank resolution the primary responsibility of national 
authorities is towards domestic taxpayers, ignoring cross-border 
externalities (for example, if rescuing the parent bank helps the 
subsidiary, and vice versa) and instead focusing on minimising 
local fiscal costs. As a result, too little capital is likely to be 
invested in a failing multinational bank, as no country will be 
willing to pay for the positive externalities accruing to others. This 
may make it difficult to maximise the bank’s value as a going 
concern, and may also induce outcomes that are both inefficient 
and detrimental for systemic stability – such as a break-up and 
separate nationalisation when the bank would have more value, 
in a future reprivatisation, as a single entity.31 

A legislative proposal by the European Commission (EU 
framework for bank recovery and resolution, June 2012) pro-
poses to address some of these problems by creating “resolu-
tion colleges”, analogous to the supervisory colleges chaired 
by the EBA, and giving the EBA a mediation role between the 
national authorities sitting on these colleges. However, the 
EBA’s scope for resolving conflicts of interest in this area would 
remain constrained by Article 38 of the EBA regulation, which 
compels it to “ensure that no decision adopted pursuant to 
[actions in emergency situations and settlement of disagree-
ments between national authorities in cross-border situations] 
impinges in any way on the fiscal responsibilities of Member 
States.” This means that it will not be able to take a decision on 
a bank resolution issue that determines how fiscal losses are 
distributed across countries which, unfortunately, is likely to be 
the main source of disagreement among national authorities.

Given this constraint, the most promising way to address 
resolution-related conflicts between countries may be to set 
up ex ante burden-sharing arrangements – as envisaged, 
in principle, by the cooperation agreement on cross-border 
financial stability, crisis management and resolution signed 
between the three Baltic states and five Nordic countries in 
August 2010 (see Box 3.5). 

Alternatively, if countries are not willing to tie their fiscal 
hands, the next-best solution may be to ring-fence subsidiaries 
of multinational banks in each country ex ante – that is, a 
multinational’s subsidiaries would manage their capital and 
liquidity in each country separately from each other and from 
the parent. In this case, a solvency or liquidity problem in one 
unit (a subsidiary or the parent) within a group would not, in 
general, threaten the solvency or liquidity of another, and could 
be resolved nationally without any international burden sharing. 
However, this would come at a potentially significant efficiency 
cost in normal times. In particular, the sum of ring-fenced pools 
of capital would need to be larger than the existing group capital, 
as banks could no longer exploit the benefits of international 
diversification. It would also imply that multinational banks could 
no longer serve as a conduit for lending deposits or savings from 
one country in another – a function which, while going too far 
during the 2005-08 credit boom in emerging Europe, can be a 
driver of investment and growth in the recipient countries.32 

wouLD a eurozone-baseD banking 
union be gooD for emerging europe?
The analysis so far has two main implications. First, in order 
to give supervisors and resolution authorities the incentives 
to avoid banking system losses, supervision, resolution and 
fiscal responsibility should all be exercised at the same level 
of political authority and within a remit that is responsive to 
the interests of taxpayers. Second, to minimise the negative 
externalities and ensuing coordination failures identified in the 
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33  This box draws on D’Hulster (2011), Financial Stability Board (2012), and IMF (2012).
34  After long negotiations with different stakeholders, Austria introduced these measures as non-binding 

guidelines (which in Austria have a tradition as fairly effective supervisory tools). See:www.oenb.at/en/
presse_pub/aussendungen/2012/2012q1/pa_aufsicht__nachhaltigkeitspaket_fuer_oesterreichs_
banken__246091_page.jsp#tcm:16-246091.

35  See: www.bis.org/publ/bcbs189.pdf.
36  See: www.bis.org/publ/bcbs188.pdf.

    

Over the last two years, various national regulators in home and host 
countries have taken measures to raise regulatory standards further 
(known as “gold plating”) and to insulate national banking systems from 
the funding pressures and capital adequacy concerns experienced by a 
number of large European banking groups (known as “ring-fencing”).

Survey evidence has underlined the risk of faster bank deleveraging 
in host countries than in home countries (see, for example, the IMF 
Global Financial Stability Report, April 2012). In response, host-country 
authorities have introduced measures to ring-fence local capital and 
liquidity in order to support local lending. Such measures can either 
take the form of micro-prudential regulation or macro-prudential 
tools. For instance, at the end of 2011 the Czech regulator announced 
measures to reduce exposures of banks to affiliated entities mainly 
impacting transactions between highly liquid subsidiaries and their 
foreign parent banks. Several other host countries announced similar 
measures at around this time (see Table 3.4.1). These examples are 
likely to underestimate the prevalence of actions of this type, as banks 
report that supervisors also used informal moral suasion, or explicit but 
unpublished bank-specific guidance through the Supervisory Review and 
Evaluation Process (SREP) under the Basel II prudential requirements, to 
restrict the free movement of capital between subsidiary and parent.

Although some host countries implemented stricter national 
regulations than required by EU legislation well before 2007 (for 
example, Bulgaria, Poland and Serbia), such measures became more 
frequent during the crisis. Table 3.4.1 reveals a bunching of both host 
and home-country measures around 2010-11. These were mostly 
reactions to the deteriorating capital coverage and funding situation 
of eurozone banks, or somewhat delayed responses to earlier credit 
booms in host countries (as in the case of regulations on lending 
standards in Hungary, Poland and Romania). Prudential requirements 
therefore appear to have been pro-cyclical, as they were tightened in an 
increasingly subdued lending environment. Some home authorities, as 
in Austria, introduced measures and deployed moral suasion aimed at 
gradually reducing excessive exposures to subsidiaries, and established 
programmes to support ailing lending to the public and non-financial 
private sectors at home. 

Although the individual legitimacy of these measures cannot in most 
cases be contested, their uncoordinated application may have had the 
unintended consequence of fragmenting the EU financial market by 
increasing the cost of funding for banking groups and provoking further 
safeguard measures.

Box 3.4 
Unilateral measures to safeguard national financial stability33 

Table 3.4.1  
Selected unilateral financial sector measures in central, eastern and south-eastern Europe 

Country Home or host? Type of measure Description Effective from

bulgaria Host Capital Required CAR 12% Late 1990s
serbia Host Capital Required CAR 12% December 2005
romania Host Capital "Desired" CAR 10 to 11% End-2008
hungary Host Lending conditions Differentiated LTV and creditworthiness requirements for HUF and FX retail loans January 2010
poland Host Lending conditions Differentiated creditworthiness check, LTV and DTI requirements for PLN and FX retail loans March 2006/August 2010
bulgaria Host Liquidity Required liquidity buffers based on stress test results October 2011
romania Host Lending conditions Differentiated creditworthiness check, LTV and DTI requirements for RON and FX retail loans October 2011
albania Host Legal form of operation Conversion of foreign banks' branches into subsidiaries subject to local supervision November 2011

poland Host Capital Dividend restrictions (minimum CAR above 12%, Tier 1 ratio above 9%, internal supervision commission rating (BION)  
below 2.5, 50% cap on foreign currency-denominated retail lending, parent bank’s Tier 1 ratio above 9 %) December 2011

serbia Host Capital Capital conservation buffer of 2.5% effectively ruling out profit distribution below 14.5% CAR End-2011
slovak republic Host Capital Minimum core Tier 1 ratio of 9%
slovak republic Host Capital Dividend restrictions (below core Tier 1 ratio 9.625% NBS recommends contributing all of their profits to build up capital buffers)
slovak republic Host Liquidity Maximum loan-to-stable-funding ratio of 110%
austria Home Liquidity Net new lending to local stable funding ratio should remain below 110% as a guide January 2012
hungary Host/home Liquidity Deposit (similar to the LCR) and balance sheet (liquidity ratio) coverage ratios January 2012
czech republic Host Liquidity Gross exposure limit to parents cut from 100% to 50% of Tier 1 and 2 capital April 2012
hungary Host/home Liquidity FX funding adequacy ratio (similar to the NSFR but for FX assets and liabilities) July 2012
poland Host Capital Higher risk weights on FX-denominated retail credit exposures July 2012
austria34 Home Resolution Group-wide recovery and resolution schemes End-2012
austria34 Home Capital CET1 4.5% January 2013
austria34 Home Capital Up to 3 percentage points surplus in CET1 for banking groups January 2016

Note: abbreviations used: CAR  Capital adequacy ratio (ratio of a bank’s capital to its risk-weighted assets), CET1  Common equity Tier 1 (as defined in the Basel III framework)35

DTI  Debt-to-income ratio (ratio of the debt instalment to the borrower’s income), FX  Foreign exchange, HUF  Hungarian forint, LCR  Liquidity coverage ratio (as defined in the Basel III framework),36 LTV  Loan-to-value ratio 
(ratio of the outstanding loan amount to the value of the collateral), NBS  National Bank of Slovakia, NSFR  Net stable funding ratio (as defined in the Basel III framework)36, PLN  Polish zloty, RON  Romanian leu, Tier 1 
and 2  Tier 1 and 2 capital (as defined in the Basel III framework).35
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39  As of October 2012, the debate on a eurozone-based banking union was very much in flux. The 
discussions that follow use the European Commission’s September 2012 proposal as a benchmark for 
discussion, but the observations and suggestions that follow would also apply to other variants being 
proposed, so long as the banking union remains focused on the eurozone and does not encompass a 
resolution authority.

37  European Commission (2012); see in particular section 3.2. Related proposals or discussions of 
proposals include Allen et al. (2011), Fonteyne et al. (2010), Schoenmaker and Gros (2012) and  
Pisany-Ferry et al. (2012).

38  Article 6 of the proposed regulation would allow EU countries outside the eurozone to enter into “close 
supervisory cooperation” with the ECB, giving the ECB the same supervisory powers in these countries as 
within the eurozone. In return, there would be some form of participation of these non-eurozone countries 
in the ECB’s decision-making structure with respect to supervision.

previous section, institutional integration should approximate 
the actual level of financial integration as closely as possible. It 
follows that if it is not feasible to formulate a banking union for the 
pan-European financially integrated area – because there is no 
institutional structure at that level that could be held accountable, 
directly or indirectly, to taxpayer interests – then it should be 
defined at the EU level, where such structures already exist in the 
form of the European Parliament and European Council.

Most of the key proposals for a European banking union that 
have been put forward by researchers and policy organisations 
in the previous two years are consistent with this conclusion, as 
is the roadmap articulated by the European Commission on 12 
September 2012.37  However, the actual proposal presented 
by the Commission in response to the eurozone governments’ 
June 2012 request is more limited. Although the proposed 
single supervisory mechanism would be open to EU members 
outside the eurozone, they would not benefit from the possibility 
of direct bank recapitalisation by the ESM.38  Furthermore, while 
the proposal would give the ECB responsibility for all banking 
supervision (including early intervention), bank resolution would 
for now remain at the national level, although within a common  
EU bank framework.  

This scenario falls short of an ideal banking union in several 
respects. First, coordination problems in bank resolution will 
likely continue, even among eurozone members. Second, by 
leaving some financially integrated European countries out of 
the arrangement, coordination problems between the banking 
union authorities and the “outs” will also persist. Third, the lack 
of congruence between the three layers of the banking union – 
supervision, resolution and ultimate fiscal responsibility – 
could create an incentive problem. In particular, maintaining 
resolution authority at the national level while raising ultimate 
fiscal responsibility to the supranational level could be a source 
of moral hazard, as a national resolution authority may not be 
as robust in, for example, imposing losses on creditors of failing 
banks as they would be if fiscal losses were borne at the national 
level. Furthermore, the proposed system does not give the 
supervisory authority a fiscal incentive, even indirectly. Although 
these are not insurmountable difficulties, they create significant 
challenges and may be one of the reasons why the banking union 
proposal has not met with universal support in Europe.

The remainder of this chapter examines ideas that could 
improve the design of the current proposal within the basic 
framework proposed – in particular, maintaining the assumption 
that there will not be a common European resolution and deposit 
insurance authority in the foreseeable future for political and 
practical reasons.39  Particular attention is paid to the perspective 
of emerging European countries, which tend to be host countries 
of eurozone-based multinational banks. The discussion focuses 
first on how the proposed banking union could be made more 
attractive for these countries and then explores options for 
extending the umbrella of the banking union – either wholly or 
partly – to host countries of eurozone banks that either could not 

or would not want to be part of the single supervisory mechanism 
under the current plan.  

aDDressing the ConCerns of emerging 
european eurozone members
To eurozone members that are not directly affected by the 
eurozone crisis, implementation of the Commission’s proposal 
offers three main benefits.

•  To the extent that it breaks the vicious circle between 
sovereign stress and banking system stress in crisis-
hit eurozone countries, it should contain the crisis, and 
significantly reduce the chances that multinational banking 
groups based in the eurozone could come under serious 
pressure. This is a critical benefit for the majority of 
emerging European countries, in which subsidiaries of such 
groups have systemic importance. Even the Baltic countries, 
whose banking sectors are mostly owned by banks based in 
Sweden and other Nordic countries, have much to lose from 
continuing financial instability in the eurozone. 

•  By giving broad authority to the ECB it should remove all 
home-host coordination problems in respect of supervision, 
at least as far as eurozone-based multinational banks 
are concerned.

A Memorandum of Understanding (MoU) on financial stability, crisis 
management and crisis resolution was signed by the ministries 
of finance, central banks and financial supervisory authorities of 
Denmark, Estonia, Finland, Iceland, Latvia, Lithuania, Norway and 
Sweden in August 2010. Its establishment was in line with a 2008 EU-
wide agreement that countries sharing financial groups should provide 
for specific and detailed crisis-management procedures. 

The Nordic-Baltic MoU stands out for three reasons when compared 
with other memoranda of this kind. First, it engages ministries of 
finance along with central banks and supervisory agencies. This 
is crucial for coordinating action on resolution and burden sharing 
of fiscal costs arising from any intervention in individual banking 
institutions. Second, it establishes a permanent regional body – the 
Nordic-Baltic Cross-Border Stability Group (NBSG) – to examine 
financial stability issues, including during crisis times. Lastly, one of 
the tasks of the NBSG is to work out ex ante burden-sharing formulas. 

Within Europe this agreement represents the best example to date 
of attempts to integrate cross-border supervisory efforts and prepare 
for cross-border crisis resolution (two intricately linked areas). The 
establishment of the NBSG has improved supervisory coordination and 
information sharing. By building relationships and rehearsing cross-
border crisis responses in advance, it could also improve cooperation 
in a crisis even though the MoU lacks the power to legally commit the 
parties to a specific course of action. Whether or not it is successful in 
this regard remains to be tested.

Box 3.5
The Nordic-Baltic memorandum on crisis management 
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40  See ECB (2009) and Dübel and Rothemund (2011).

Housing finance has received a great deal of attention as a driver of 
financial crisis. During the early 2000s international capital flows had 
been channelled into mortgage lending through structural changes and 
deregulation of the finance industry. In the wake of a severe mortgage 
credit crisis in the United States in 2007, the eurozone and the United 
Kingdom avoided the worst of the financial fallout by keeping mortgage 
rates at very low levels, although Ireland and Spain experienced 
ballooning defaults by real estate developers which led to banking 
crises. Hungary, which was unable to restrain debt service costs through 
central bank action, had to restructure its retail mortgage portfolio, and 
several other European countries are still seeking a soft landing from 
inflated house prices.

There are a number of policies and practices at national level which 
can determine the likelihood of housing-related financial crises. Many 
would not be automatically addressed under a European banking union. 
This analysis considers the most important ones and the prospect of 
EU-level remedial action.

Mortgage products and underwriting standards 
Mortgage product design and underwriting standards differ strongly 
across the European Union.40  Products in western Europe vary mainly 
in respect of the amount of interest rate risk they convey to house-
holds. This was not the case before the 1980s, when mortgages in 
Europe were granted as either fixed-rate (on the continent) or with 
interest rate fluctuations smoothed by lenders (as in Ireland and the 
United Kingdom). Matched funding on these terms was provided by 

specialised mortgage banks issuing covered bonds, or specialised 
building societies. Universal commercial and savings banks had very 
low market shares. 

Consequent upon financial liberalisation in the 1980s and 1990s, 
universal banks moved into the mortgage market. Variable-rate lending 
based on interbank indices quickly gained importance. In Portugal and 
Spain these products displaced fixed-rate lending altogether in the 
1990s. In the following decade, the Irish and UK markets moved from 
managed variable interest rates to the more volatile indexed rates. Even 
the Danish market, where fixed-rate terms of up to 30 years had been 
the standard, eventually shifted to variable-rate lending. Germany and 
the Netherlands are the only remaining EU countries whose systems 
offer almost entirely fixed-rate loans, although Belgium and France 
maintain a significant fixed-rate market share. In central and eastern 
Europe, with the exception of the Czech Republic, variable-rate loans 
dominate the mortgage market. Interest rate risk in these countries is 
often compounded by the denomination of loans in foreign currency. 
In Hungary, for example, many households prior to 2008 borrowed in 
Swiss francs at low interest rates. In late 2008 the strong appreciation 
of the Swiss franc and an increase in Swiss franc loan rates produced a 
payment shock for borrowers whose incomes were mostly denominated 
in local currency. 

While underwriting payment-to-income (PTI) limits in Europe do not 
vary much across countries, their effectiveness in shielding lenders 
from default risk is highly dependent on the mortgage product. Because 
variable-rate loans tend to have lower interest payments for a given 
loan amount than fixed-rate loans, mortgage lenders in countries such 
as Ireland and Spain allowed young and low-income borrowers into the 
market who would not have met PTI limits if they had been borrowing at 
a fixed rate. These borrowers were also exposed to interest rate volatility. 
When monetary policy rates rose in 2007, their payments quickly 
ballooned beyond PTI limits. 

At the same time, there remains significant heterogeneity in 
underwriting loan-to-value (LTV) ratios across Europe. Excessively 
high LTV ratios of loans to low-income households enhanced the 
severity of the UK mortgage market crisis of the early 1990s. In 
Ireland LTV ratios offered by banks increased during the 2000s as 
new bank entrants targeted young and low-income households; later, 
lenders tried to catch up with rising house prices. In the Netherlands 
LTV ratios of 100 per cent and higher became the standard because 
of major tax subsidies, both for mortgage interest and repayment 
vehicles that retire the loan. In contrast, in neighbouring Germany, 
which does not permit interest deduction, an 80 per cent LTV ratio 
is considered the norm. As a result of this diversity, the European 
Parliament could not agree on defining 100 per cent as the LTV limit 
when deliberating on the Mortgage Credit Directive earlier in 2012.

Box 3.6
Heterogeneity in European housing markets 

Chart 3.6.1
Rental share and home ownership of low-income 
and young households 
%

Source: ECB (2009) and OTB Research Institute for the Built Environment (2010).
Note: “(<35y)” stands for under 35 years of age, “<60%” for less than 60 per cent and  “rhs” for right 
hand (side) axis. 
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The structure of housing markets 
Even if products and underwriting standards could be successfully 
standardised, cross-country differences in housing finance risks would 
remain because of variations in the structure of housing markets. These 
have an influence on borrower quality and house price dynamics in a 
way that regulation and supervision may not be fully able to offset. 

Local housing supply policies greatly influence the risk environment 
of housing finance. Restrictive land use, density and zoning policies, 
as well as under-investment in infrastructure, increase the reaction of 
house prices to a given change in liquidity provided by banks. Within 
the transition region, for example, Estonia pursued elastic land supply 
policies around the capital, Tallinn, while Latvia maintained rigid 
urban land policies in Riga. As a result, the credit boom of the 2000s 
stimulated construction to meet demand in Tallinn, but fuelled sharp 
price rises in Riga. When credit and prices collapsed in 2009, default 
rates were far higher in Riga. 

The existence of a sufficiently large rental housing market 
is perhaps the most important structural factor. As Chart 3.6.1 
suggests, a large rental sector is likely to reduce the participation of 
young and lower-income households in the retail mortgage market. 
These groups tend to have low levels of housing equity and high 
vulnerability to changes in interest rates and unemployment. Making 
it easier for them to rent therefore reduces the average LTV ratio as 

well as PTI risk in the retail mortgage market, without necessarily 
preventing them from eventually owning a home. Although this implies 
that rental landlords will bear the default risk associated with younger 
and lower-income households, they may be in a better position to 
manage it than banks, not least because evicting a defaulting renter is 
far less costly than repossessing and auctioning a house. In addition, 
public housing allowances – which are harder to justify as a support 
for ownership – can help stabilise rent revenues. 

For these reasons, the United Kingdom reversed its housing policy 
after its mortgage crisis in the early 1990s and started promoting 
non-profit rental housing associations and small landlords. These 
steps are likely to have mitigated the impact of the 2007-08 market 
downturn on mortgage defaults. Similarly, Germany’s large rental 
sector (rather than mortgage regulation, which was liberalised in the 
1980s) has likely kept its retail mortgage market stable. Denmark 
and the Netherlands, also with large rental sectors, can sustain 
elevated levels of mortgage debt carried mostly by middle-income 
households. In Ireland and Spain, in contrast, the absence of a rental 
housing option likely contributed to high default rates among young 
and low-income households. Rental housing had almost disappeared 
in Spain due to harsh rent controls and extensive tenant protection. 
Similarly, in most transition economies there is a severe shortage 
of rental housing catering to young and low-income households, as 
rental accommodation was decimated by mass privatisations.41  

prospects for harmonising European housing policy 
A pan-European policy intended to minimise the risk of financial crises 
originating in the housing sector would have to regulate, and potentially 
intervene in, a number of markets. While the powers of the European 
Union are expanding, full synchronisation of national policies down to 
locally determined land and housing supply remains implausible, even in 
the long term (see Table 3.6.1).  

The European Union is precluded from housing policy by its treaty, for 
fear of creating a similar sector to agriculture in terms of subsidisation. 
Assuming such concerns could eventually be overcome under a fiscal 
union, efficiency questions would also arise: housing investment policies 
have been systematically decentralised since the 1980s in the search 
for efficiency gains through tailored local models. 

The mortgage sector is a good example for the time scale needed to 
reach even limited agreement on regulation. The Mortgage Credit Direc-
tive proposed by the European Commission in 2011 followed 20 years 
of discussion, but it only harmonises consumer protection regulation 
(for example, giving member countries leeway in setting LTV standards). 
There is little doubt that harmonising rental law would take decades. 

The impossibility of a prompt unified housing policy means that 
a European banking union with full mutual insurance of bank debt 
could suffer from moral hazard problems. For example, member states 
might be dissuaded from investing fiscal resources in social housing 
programmes or forcing borrowers into costly fixed-rate protection, as 
bank lending to low-income households is indirectly protected against 
losses through membership of the banking union. 

Table 3.6.1 
Policies and frameworks governing European housing  
and housing finance 
European and national responsibilities as of 2012

policies defined largely by...

European union (Eurozone) Member state

capital Markets

(Monetary policy)
investor protection

bank / insurer investor regulation
investment vehicle regulation
general securities regulation

capital market taxation/subsidies
capital market supervision

general pension fund regulation
Mortgage bond regulations

asset-backed securities regulations

housing Finance Markets

(Lender of last resort)
depositor protection regulation
banking/insurance regulation

consumer protection
competition/takeover

cross-border collateral access

banking/insurance taxation/subsidies
banking supervision/resolution

special mortgage banking regulation
Mortgage consumer protection

public/non-profit banking investment
sureties law (mortgage, guarantees)

housing & ancillary Markets

collateral management/foreclosure
consumer insolvency

private rental housing regulation
public/non-profit rental housing regulation
public/non-profit rental housing investment

property taxation/subsidies
real estate brokerage regulation

Land use, zoning, sub-divisioning and density 
regulations

urban transport policies

Source: Finpolconsult. 
Note: Text in red denotes areas in which a full or limited transfer of responsibilities from the national to the 
European level is currently under discussion or implementation.

41  Dübel et al. (2006). 42  In practice, this could be one group in which most business is conducted by smaller committees focused 
on specific host countries; or possibly three groups focused on emerging European countries in the 
eurozone, the non-eurozone EU, and the EU neighbourhood, respectively.
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•  By granting potential access to direct recapitalisation by 
the ESM it creates a framework that could provide future 
support to countries which may not be in existing need. In 
the case of Slovenia, which has some banking sector issues 
of its own (see Country Assessments later in this report), this 
could be of more than just theoretical value.

At the same time, the proposal leaves important problems 
unaddressed – in particular, coordination failures with respect 
to resolution and with supervisory authorities outside the single 
supervisory mechanism – and may involve costs. Members 
of the eurozone would share fiscal responsibility (through the 
ESM) for crises elsewhere. A slightly less obvious but widely held 
concern is the possibility that the ECB might devote less attention 
to the supervision of a small country’s financial system than a 
national supervisor. This could happen if the ECB were to focus 
supervision on large groups (essentially displaying the bias that 
has been attributed to home-country authorities) at the expense 
of preventing local banking crises which are unlikely to pose a 
systemic threat to Europe as a whole. Note that the Commission 
proposal gives the ECB supervisory responsibility for each 
individual financial institution – including the subsidiary level – 
rather than only the group level. However, there is scepticism on 
the side of the smaller countries on whether the ECB would have 
sufficient incentives to focus on the local as well as the union-
wide systemic level. 

To address these gaps and concerns, the European 
Commission’s proposal could be complemented as follows. 

First, the creation of one or several cross-border stability 
groups for emerging Europe, following the example of the  
Baltic-Nordic Stability Group (see Box 3.5). Membership  
would include host-country authorities, the ECB, the EBA, the 
European Commission, the European Financial Committee 
(representing the European Council), and home-country 
authorities (particularly Ministries of Finance, but also non-
eurozone supervisory authorities).42  The purpose of these groups 
would be three-fold. 

•  Following the example of the Baltic-Nordic Stability Group, 
they would attempt to minimise coordination problems in 
a crisis by undertaking crisis management exercises and 
agreeing ahead of time on how resolution cases would 
be approached. 

•  They would address any remaining supervisory coordination 
issues. This could arise when either host or home 
supervisors remain outside the single supervisory structure 
(the latter could include the Nordic countries, for example, or 
the United Kingdom).

•  Lastly, they could create a link between resolution 
authorities and the ECB. The ECB would be aware of the 
concerns of resolution authorities – including, of course, 
host-country authorities – and could exercise its early 
intervention powers in coordination with these authorities. 
This may also assuage the concern that the ECB might 

not care enough about domestic financial stability in the 
smaller countries.

Second, the supervisory function within the ECB should be 
structured in a way that gives smaller members of the banking 
union sufficient voice. For example, in addition to a board that 
takes the main decisions, the supervisory function could be 
governed by a larger “Prudential Council” that would include 
representatives of national supervisors, which would exercise 
oversight over the actions of the executive board.43  

Third, national authorities of member countries could be given 
the option to impose certain macro-prudential instruments, 
such as additional prudential capital buffers, on subsidiaries 
and domestic banks. These may be justified, for example, to 
deal with more volatile credit cycles in emerging European 
countries, or to offset higher macroeconomic and financial 
vulnerabilities. The ECB could set minimum buffers and retain a 
veto over national decisions which are deemed to run counter to 
system-wide stability.

Lastly, there should be an ex ante fiscal burden-sharing 
agreement between national fiscal authorities and the eurozone 
fiscal backstop that forces the national level to take some fiscal 
losses if (or indeed before) they are taken at the European level. 
Such burden-sharing may be implicit in the current proposal, 
but it is worth making it explicit. In the absence of such a rule, 
the combination of a European-level safety net with national 
resolution authority could give rise to moral hazard. Furthermore, 
national authorities inside the eurozone would retain additional 
policy instruments that could influence the probability and 
magnitude of banking crises. Fiscal instruments that could 
affect the behaviour of banks and borrowers would remain under 
national control (for instance, taxation of the financial sector 
or subsidisation of certain lending, guarantee or investment 
programmes) and so would policies that affect the housing 
sector – which historically have been the key source of banking 
problems, as clearly demonstrated by the mortgage-related 
banking collapses in Iceland, Ireland, Spain and the United 
States. Box 3.6 describes several channels through which 
policies governing this sector can affect the asset quality of 
banks  – for example, by facilitating the development of a rental 
market and therefore providing housing services to population 
groups who might otherwise represent high-risk borrowers.

As with any insurance, some degree of moral hazard may 
be unavoidable and does not invalidate the case for insurance. 
However, moral hazard can be minimised, specifically by making 
insurance partial rather than full, and in a way that does not 
undermine the basic purpose of the fiscal backstop, which is 
to prevent sovereign liabilities resulting from banking sector 
problems rising to a level that triggers national bankruptcy. For 
example, losses could initially be shared equally – reflecting the 
joint responsibility of European authorities (through the single 
supervisory mechanism) and national authorities (through 
other channels such as housing policies). In the event that 

43  See Véron (2012).
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losses exceeded a pre-determined and catastrophic point, 
they would have to be fully absorbed at the European level, 
although not before.

extenDing the benefits of a banking union to 
Countries outsiDe the eurozone
Under the European Commission proposal, countries outside 
the eurozone, even EU states, would neither benefit from, 
nor contribute to, ESM support. By staving off financial chaos 
in Europe, the banking union would benefit these countries 
indirectly. At the same time, there is also a concern among some 
host-country authorities that a common fiscal backstop for 
the eurozone banking system may tilt the competitive balance 
against banks or banking groups which are headquartered 
outside the single currency area. Although foreign subsidiaries 
would not be eligible for direct ESM support, they might be 
expected to benefit indirectly through their parent banks, making 
it harder for domestically owned institutions outside the eurozone 
to compete. 

A further concern is that home-host coordination problems will 
persist after the creation of the single supervisory mechanism. 
Non-EU countries could not join the mechanism, and although 
non-eurozone EU members could opt in, they are unlikely to do 
so, since they would continue to be excluded from the possibility 
of direct recapitalisation by the ESM and may not want to lose 
supervisory control. From the perspective of these “outs”, the 
single supervisory mechanism would merely replace eurozone 
home authorities by one eurozone supervisor – the ECB. 
Although the ECB might be a better partner, given its attention 
to macro-prudential concerns and its role chairing the EU-wide 
ESRB, coordination is bound to remain an issue as long as home- 
and host-country supervision is not fully integrated.

One obvious remedy for EU countries that see net benefits 
from banking union membership would of course be to join the 
eurozone. However, many of these countries may not yet meet the 
macroeconomic criteria required for accession, or may wish to 
retain the benefits of autonomous monetary policy for some time. 
For these reasons, it is worth exploring whether the benefits of 
banking union membership could be extended to non-eurozone 
countries in full or in part. Several options are conceivable, none 
of them simple.

First, the ESM treaty could be modified to allow non-eurozone 
EU members to join if they also join the single supervisory 
mechanism,‒that is, to become full members of the banking  
union without necessarily adopting the single currency. In 
addition to access to the ESM, these countries should also be 
allowed access to euro liquidity (through swap lines with the 
ECB; see below). 

Aside from political hurdles, this option presents a conceptual 
obstacle: countries outside the eurozone would retain significant 
extra power to influence their domestic banking sectors even if 
they submit to ECB supervision, since they would maintain control 
of banks’ local currency funding and other instruments that could 

have implications for the asset quality of banks (such as exchange 
rate policy). Potential access to the ESM safety net could 
therefore create a moral hazard problem. However, as previously 
argued, this problem already exists within the eurozone and could 
be addressed partly through the design of the safety net, and in 
particular by letting national authorities absorb most of the “first 
loss” should anything go wrong in their banking sectors. 

Second, it may be possible to establish an “associate 
member” status in the banking union for non-eurozone countries. 
Unlike their eurozone counterparts, they would not give up 
supervisory control, nor would they benefit from the ESM. 
However, the ECB could give them access to euro liquidity – in 
the form of foreign exchange swap lines, similar to those which 
the US Federal Reserve Board, the ECB and the Swiss National 
Bank arranged with other central banks (including, in the case 
of the ECB, Poland and Hungary) during the 2008-09 crisis. In 
return, national supervisors would agree to share information 
with the ECB and to a periodic review of their supervisory policies. 
Swap lines would be committed from one review period to the 
next, and rolled over subject to the satisfactory completion of 
the review. In addition to extending a liquidity “shield” to non-
eurozone European countries – which, from their perspective, 
would likely be at least as important as access to the ESM – this 
arrangement would have the advantage of giving the ECB, as 
the home supervisor, an incentive to cooperate closely with host 
authorities in forestalling host-country credit booms, particularly 
those denominated in euros.

Third, it might be possible to devise a supervisory regime that 
allows the host country to retain significant supervisory control 
but at the same time mitigates the coordination problem in 
respect of multinational banking groups. As described above, 
although host countries have formal supervisory power over 
subsidiaries, they have sometimes had limited de facto control 
because of a lack of information about, and influence over, parent 
bank funding. One way of mitigating this problem would be to 
have the ECB and the host country “trade” some supervision 
rights and duties. The ECB would share supervisory responsibility 
for the subsidiaries of multilateral groups. In return, the host 
supervisor could be given access to information about, and some 
influence over, the supervision of the entire group. The latter 
could be contemplated at several levels, ranging from normal 
participation in the single supervisory mechanism (with respect 
to the group) to the right to be heard. Even if the host supervisor’s 
influence over ECB decisions is ultimately weak, sharing the 
formal obligation of supervising subsidiaries of eurozone 
banks with the ECB might increase the de facto control of local 
supervisors, by aligning the incentives of the ECB (as the home 
supervisor) more closely with those of the host overseer. 

The first of these options would (at best) apply to EU members 
only. However, there would seem to be no legal or conceptual 
reason why the second or third avenues could not also apply 
to European countries that are not (or not yet) members of the 
European Union.
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ConCLusion
Recent proposals to unify bank supervision, harmonise resolution 
frameworks and transform the ESM into a fiscal safety net for 
banking systems in the eurozone should go a long way towards 
arresting the present crisis and addressing coordination failures 
between home- and host-country authorities within the single 
currency area. They remain incomplete, however, because 
resolution authority would remain at the national level for the 
foreseeable future, and because access to the ESM-based safety 
net would be limited to eurozone members. The latter implies that 
few EU members outside the eurozone are likely to exercise their 
option to join the single supervisory mechanism.

As a result, the proposals have raised concerns in several 
European countries, both inside and outside the eurozone and 
especially in emerging Europe. Some eurozone members worry 
about transferring virtually all supervisory powers to a central 
supervisor that may not be as concerned about local financial 
stability as national authorities. Some countries outside the 
eurozone worry that giving banks in the euro area the possibility of 
direct recapitalisation from ESM resources will tilt the competitive 
balance against banks headquartered outside. There is also a 
concern that national resolution authorities may not face the  
right incentives if fiscal losses are mutualised at the eurozone 
level. Furthermore, unifying supervision in the eurozone does  
little to address home-host coordination failures that affect 
countries outside the single supervisory mechanism or 
coordination failures in respect of bank resolution (which can  
be particularly severe).

Cross-border stability groups modelled on the Nordic-Baltic 
Stability Group would help to close some of these gaps. They 
could be set up for all European host countries of multinational 
banks (eurozone or not), and would include host-country 
authorities, resolution authorities (including Ministries of Finance 
of the home countries), the ECB, the EBA and any home-country 
supervisor outside the single supervisory structure. In addition, 
national authorities that join the single supervisory mechanism 
might retain the power to exercise certain macro-prudential 
instruments, such as additional capital buffers, to mitigate local 
credit booms. Lastly, an understanding on ex ante burden sharing 
should be reached that would require countries receiving ESM 
fiscal support to share banking-related fiscal losses up to a pre-
determined level.

Non-eurozone countries should be allowed to opt into the 
ESM if they also opt into the single supervisory mechanism. In 
addition, it is worth considering pragmatic extensions of the 
banking union for European countries that either cannot or do not 
want to become full members. This could include an “associate 
member” status through which non-eurozone countries would 
benefit from ECB liquidity support but not from fiscal support, and 
defining a regime in which the ECB and host-country authorities 
would share responsibility for supervising both the subsidiaries 
and the parents of multinational groups operating in host 
countries in a pre-agreed way. 
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