
Abundant foreign financing, often 
intermediated by foreign banks, 
contributed to the credit booms and 
foreign currency lending that set the 
scene for the 2008-09 crisis. At the 
same time, capital inflows and foreign 
bank presence have been a source  
of growth in the transition region  
since the mid-1990s. The challenge 
is to reap the benefits of financial 
integration while better managing  
its risks.
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As discussed in Chapter 2, political, trade and financial 
integration with western Europe have been the defining pillars 
of the “development model” that most of the European 
transition countries,1 particularly in central Europe and the 
Baltic states (CEB) and south-eastern Europe (SEE), have 
pursued since the mid-1990s. Because of its perceived 
success in raising living standards – and also in allowing 
migration and reviving longstanding cultural and historical ties 
across Europe which had been disrupted by the Cold War –  
this model continues to enjoy widespread support.2 However, 
the catastrophic impact of the financial crisis on the European 
transition countries – five of which (Estonia, Latvia, Lithuania, 
Ukraine and, possibly, Moldova) – are expected to suffer 
10-20 per cent falls in gross domestic product (GDP) in 2009 – 
has cast a shadow over the model. As shown in Chapter 2, 
economic integration with the West is perhaps the main reason 
why the region has been hit so hard, particularly through trade 
and financial channels. This raises questions about whether 
the model should be changed or adjusted.

Even after the worst crisis in Europe in 60 years, reversing 
trade integration is not under consideration in European 
transition countries. This is partly because, in the European 
context, trade and political integration are inextricably linked. 
There is also solid evidence that trade integration increases 
choice and affordability of goods and helps countries grow 
faster3 and, based on the experience of the CEB countries, 
boosts product quality.4 Furthermore, while export shocks 
have been an important channel through which the European 
transition region imported the crisis, the relationship between 
trade openness, volatility and growth is complex and not 
necessarily negative. While trade openness tends to increase 
growth volatility, particularly in developing countries, it has  
also been shown to reduce the harmful effects of such  
volatility on long-term growth.5

In the case of financial integration, there is little robust 
evidence that it benefits long-term growth in emerging market 
countries.6 Indeed, countries that have relied on foreign 
financing have tended on average to grow more slowly than 
those reliant on domestic savings.7 There is also a widespread 
view that financial integration has contributed to the credit 
booms, large private debt stocks and lending in foreign 
currency that made the transition region vulnerable to  
external shocks. Furthermore, countries generally have  
policy instruments at their disposal that can restrict the 

reliance on debt inflows, or at least modulate their 
consequences, even while maintaining a high degree of trade 
and political integration. Apart from capital controls (prohibited 
in the European Union but, in principle, deployable elsewhere),  
these include macroeconomic policies and attempts to  
regulate financial exposures at either the national or 
supranational level.

The question of whether the financial integration pillar of  
the model needs to be recast is hence a critical policy issue 
confronting the European transition countries as they begin  
to emerge from the 2008–09 crisis, and forms the core of the 
following analysis. Most of the chapter will focus on the CEB 
and SEE countries, as they share a particular form of financial 
integration in which foreign banking groups have a dominant 
presence. However, some of the analysis and many of the 
policy implications will apply to transition countries more 
generally – and to non-transition countries with advanced 
economies pursuing similar integration models.

The chapter begins by examining the potential benefits of 
financial integration in the transition region – in particular, 
whether financial integration was an independent source of 
economic growth (over and above trade integration and other 
factors). It then examines the possible costs of financial 
integration in terms of encouraging the use of foreign currency 
debt, fuelling credit booms and facilitating excessive debt 
accumulation. The final section explores policy implications.

Has financial integration benefited the transition region?8

Capital inflows and growth: the transition experience in context 
The “growth model” pursued by the European transition 
countries since the mid-1990s has some unique features, 
contrasting sharply with emerging Asian and Latin American 
economies that have had extended periods of high growth 
during the same period. Following the financial crises of the 
late 1990s, all three regions enjoyed high per capita growth, 
with the European transition countries growing fastest on an 
unweighted average basis (6.8 per cent per year, against 
5.2 per cent in emerging Asia and 3.7 per cent in Latin 
America).9 Only in the European countries, however, was this 
growth period accompanied by large and widening current 
account deficits, together with a sharp rise in investment  
(see Chart 3.1).

Chart 3.1
Current account balances in emerging market regions, 1994-2008
3.1a Current account balance  3.1b CEB and SEE countries

■ Latin America   ■ Emerging Asia   ■ European transition region   ■ CEB+SEE
Source: International Monetary Fund (IMF), World Economic Outlook, 2008. 
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To find growth periods resembling the European transition 
experience, one has to delve much deeper into history (see  
Box 3.1). In the post-war period, there are three main episodes 
of growth accompanied by large capital inflows: post-war “catch-
up” in western Europe (particularly in France, Germany, Italy, 
Portugal, Spain and the United Kingdom); in Latin America and  
a handful of Asian countries during the 1970s and early 1980s; 
and in a few emerging Asian countries (Thailand, Malaysia and 
Vietnam) in the decade prior to the 1997–98 crisis. 

The comparative paucity of instances of catch-up growth 
financed by foreign capital relates to two well-known 
“puzzles” in international economics:

–   the “Lucas puzzle” (named after Nobel Prize-winning 
economist Robert Lucas): contrary to economic theory, 
private capital does not tend to flow from rich to poor 
countries but rather, for the most part, in the  
other direction

Box 3.1
Sustained growth episodes with large current account deficits

Chart 3.1 shows that the transition country experience of 
sustained high growth accompanied by large current account 
deficits contrasts with that of other emerging market regions 
in the last decade. But what if the comparison is extended  
to other time periods? To answer this question, purchasing 
power-adjusted GDP-per-capita and current account data 
were collected for a broad group of countries from the 
Americas, the Asia-Pacific region and Europe from 1850 
to 2008.10 A two-stage selection was then made: 

–  all episodes with an average annual growth rate above 
2.5 per cent over a time span between 10 and 20 years – 
comparable to the recent growth phase in the European 
transition region – were identified.11 This led to 296 
episodes, of which 26 correspond to the transition region.

–  from that group, all episodes where average current 
account deficit exceeded 4.2 per cent of GDP (the average 
value for central and eastern Europe between 1995 and 
2008, based on the regional definition used in the IMF’s 
World Economic Outlook database) were selected. 

The resulting set contains 14 growth episodes with high 
current account deficits for the transition region (with an 
average growth rate of 5.9 per cent and an average current 
account deficit of 7.8 per cent) against 39 episodes from 
other regions, out of a total of 272 that satisfied the  
average growth criterion (see Table 3.1.1). Therefore, growth  
episodes accompanied by large capital inflows do indeed 
seem much less frequent, in relative terms, in the broad  
non-transition sample. 

Table 3.1.1 shows that there are three historic periods that 
contain more than five such episodes. The post-war catch-up 
experience in western Europe comes closest to the transition 
experience with seven episodes, an average growth rate  
of 5 per cent and an average current account deficit of 
10 per cent over all identified episodes. Other historical 
precedents include south-east Asian growth from the 1970s 
until the Asian crisis, and a handful of Latin American growth 
experiences between the mid-1960s and the early 1980s. 
In summary, the recent experience of the European transition 
region is exceptional but not unique.

Table 3.1.1
Growth episodes with high capital inflows  
in non-transition countries

Period Country Start End
Duration 
(years)

Growth 
(in per cent)

Current 
account  

(in per cent 
of GDP)

Pre-World 
War I

Finland 1868 1877 10 3.13 -6.29

Canada 1879 1888 10 3.17 -6.11

Canada 1897 1906 10 5.19 -4.41

Finland 1903 1913 11 2.57 -6.71

1920s

Norway 1919 1930 12 4.01 -5.12

Portugal 1920 1929 10 3.17 -15.62

Spain 1920 1929 10 2.93 -4.24

Post-war 
catch-up

Portugal 1953 1962 10 4.32 -7.90

Germany 1957 1966 10 4.19 -21.22

Korea 1957 1966 10 3.12 -9.25

Italy 1959 1968 10 5.30 -11.87

France 1960 1970 11 4.47 -7.91

Spain 1961 1970 10 7.21 -6.59

United 
Kingdom 1963 1973 11 2.77 -5.04

Portugal 1964 1973 10 7.01 -9.03

Emerging 
Asia,

1970s 
until 

1997-98 
Asian 
crisis

Korea 1968 1977 10 8.31 -7.37

Malaysia 1971 1980 10 5.65 -5.34

Thailand 1973 1982 10 4.51 -5.84

Sri Lanka 1977 1986 10 3.81 -8.97

Pakistan 1978 1987 10 3.71 -4.50

Nepal 1984 1994 11 2.93 -6.24

Thailand 1987 1996 10 7.75 -5.44

Vietnam 1988 1997 10 5.24 -5.56

Latin 
America, 

1960s 
until 

1980s 
debt crisis

Costa 
Rica 1965 1974 10 4.03 -7.71

Honduras 1970 1979 10 3.11 -11.54

Haiti 1971 1980 10 3.21 -11.32

Uruguay 1972 1981 10 2.93 -9.36

Paraguay 1972 1981 10 6.08 -6.85

Other

Ireland 1971 1980 10 3.20 -8.91

Spain 1971 1980 10 3.76 -5.84

Portugal 1976 1991 16 3.44 -6.16

Jamaica 1986 1995 10 2.57 -4.30

Sri Lanka 1990 2000 11 4.04 -4.79

New 
Zealand 1993 2002 10 2.52 -4.68

Nicaragua 1995 2004 10 3.95 -20.64

Costa 
Rica 1998 2007 10 3.65 -4.50

Greece 1998 2007 10 4.04 -7.73

Lao PDR 1999 2008 10 4.10 -12.52

Panama 1999 2008 10 3.63 -5.80

Note: For sources and methodology, see endnote 10 of this chapter.
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–   the “allocation puzzle”: when private capital does flow to 
developing countries, it tends to flow to low-growth rather 
than high-growth countries. Developing and emerging 
market countries that have grown rapidly have typically relied 
mainly on domestic savings rather than capital imports.12 

Neither of these puzzles applies in the transition region.13 
Chart 3.2a shows the allocation puzzle for a sample of 
emerging market countries that excludes large aid recipients, 
so that the current account reflects primarily private 
financing.14 The vertical axis records average real per capita 
growth, while the horizontal axis shows the current account 
balance as a percentage of GDP. Economic reasoning would 
suggest a negative correlation, with capital flowing to the 
fastest growing countries, but this is not the case. In contrast, 
in the transition sample (Chart 3.2b) fast growth and capital 
inflows (that is, negative current account balances) are  
indeed correlated. 

However, correlation does not necessarily imply that capital 
inflows have had a causal impact on growth in transition 
economies. Indeed, a plausible interpretation of Chart 3.2b  
is that high growth – perhaps generated by structural and 
institutional reforms, stabilisation or trade integration – 
attracted capital flows and led to financial integration. 
The key question is whether financial integration had positive 
growth effects beyond those of reforms and trade integration.

Growth effects of financial integration
Disentangling cause and effect in the relationship between 
capital flows and growth requires statistical analysis. This  
can be done using a growth regressions approach, based on 
country-level data (which is standard in the research literature 
but does not conclusively prove causality) and a less common, 
but more powerful, technique based on sector data.

Growth regressions approach
This approach considers the effect of capital inflows (or more 
generally, financial integration) on growth, together with that  
of trade openness, institutional quality, education and life 
expectancy (which have been shown to be determinants  
of growth in research literature). The problem of “reverse 
causality” – that the correlation between growth and financial 
integration may arise on account of growth attracting finance, 
rather than the other way round – remains present but can be 
mitigated by techniques that exploit the time variation in the 

data in addition to the cross-country variation. In Table 3.1 
these techniques are used in the set of columns to the right, 
while the columns to the left reflect simple cross-sectional 
regressions based on period averages between 1994  
and 2008. 

The analysis focuses on a group of countries that are 
sometimes referred to as emerging Europe, comprising the  
CEB and SEE countries, Turkey and Ukraine. For the purposes 
of this chapter, the term “CESE+” is used to refer to this  
group. Table 3.1 compares the relationship between financial 
integration and growth in this group with that in a broad set of 
non-transition emerging market countries. Several alternative 
measures of financial integration are considered in addition  
to the current account (as a measure of capital inflows), 
including changes in net foreign assets of the country over  
the estimation period,15 the level of gross foreign assets and 
liabilities as a share of GDP, and the presence of foreign 
banks. All statistical models include an “interaction term” 
which measures how the effect of financial integration differs 
for the CESE+ group compared to the remaining countries.  
The models also control for a set of other variables that  
are standard in growth regressions (see Note 1 in the table). 
However, in this instance, the table shows only the growth 
effect of the financial integration variables in the non-CESE+ 
group, the differential effect in the CESE+ group, and the  
total effect in that group.

If financial integration has growth benefits, there should be 
statistically significant negative coefficients on the average 
current account and change in net foreign assets and positive 
coefficients on the remaining integration measures. However, 
for the non-CESE+ countries, this is generally not found to 
be the case. In particular, current account surpluses and 
increases in net foreign assets – that is, net capital outflows – 
are associated with higher growth, while higher levels of gross 
financial integration (GFI) are associated with lower growth. In 
the panel regressions, three out of five coefficients have the 
expected sign, but none is statistically significant. 

The results are quite different in the CESE+ group, as 
suggested by the differential growth effect data line of the 
table, which is large and often statistically significant. That  
is followed by the total growth effect for the CESE+ group.16 
All but two coefficients have the expected signs, suggesting  
a beneficial effect of financial integration on growth. The net 

Chart 3.2
Current account balances and growth  
3.2a Developing countries (excluding transition countries)  3.2b European transition region

◆ Country
Source: IMF, World Economic Outlook, 2008. 
Note: CA/GDP, % means current account balance in per cent of GDP.  
X and y axes are expressed in per cent. 
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Table 3.1
Country-level evidence on growth effects of financial integration
(Regression coefficients; p-values in parentheses; dependent variable: average growth in country GDP, 1994-2008)1

Cross-country regression2 Panel regression3

Financial integration (FI) measure4 Financial integration (FI) measure4

CA ∆NFA GFI Banks (a) Banks (b) CA ∆NFA GFI Banks (a) Banks (b)

Growth effect of financial integration  
(non-CESE+ countries)5

0.231
(0.00)

0.221
(0.031)

-0.008
(0.067)

0.001
(0.955)

-0.001
(0.96)

0.121
(0.44)

0.269
(0.001)

0.001
(0.822)

0.010
(0.572)

0.006
(0.823)

Differential growth effect  
in CESE+ countries6

-0.379
(0.00)

-0.505
(0.002)

0.006
(0.279)

0.017
(0.347)

0.011
(0.518)

-0.544
(0.078)

-0.014
(0.955)

0.029
(0.008)

0.028
(0.243)

0.045
(0.125)

Memorandum item: total growth effect 
in CESE+ countries

-0.147
(0.003)

-0.284
(0.031)

-0.002
(0.826)

0.018
(0.259)

0.010
(0.491)

-0.422
(0.110)

0.255
(0.234)

0.031
(0.025)

0.039
(0.019)

0.051
(0.018)

Observations 55 54 54 50 50 213 209 209 194 194

Number of instruments – – – – – 39 39 39 39 39

Hansen test p-value – – – – – 0.13 0.22 0.11 0.14 0.14

Number of countries 55 54 54 50 50 56 55 55 51 51

capital inflow measures (current account and change in net 
foreign assets) have statistically significant growth effects in 
the cross-country regression, while gross financial integration 
and presence of foreign banks are statistically significant  
in the panel regression.

Sector approach
Some industries depend on external finance – as opposed  
to internal finance, such as retained earnings – more than 
others (for example, because they often need to make large 
investments that require external capital). Therefore, if financial 
integration “works” in the sense that it facilitates access to 
financing and ultimately investment and growth, it should have 
a more marked effect in industries that depend strongly on 
external financing. This implication can be tested by estimating 
an econometric model in which the growth effect of financial 
integration is allowed to depend on the external finance 
dependence of an industry (see Box 3.2 on page 66 for 
details on methodology and data). 

The analysis is carried out for a sample of low and middle-
income countries selected on the same basis as in Table 3.1. 
Due to limited sector data availability, the sample shrinks to  
26 countries, 12 of which are transition countries. In addition 
to a term capturing the interaction of external dependence and 
financial integration, another interaction term is added to the 
statistical model to see whether there is an additional growth 
effect in CESE+ economies (see Note in Table 3.2). The 
expected signs are as in the previous analysis: if financial 
integration fosters growth in the non-transition sample, then 
the interaction of external dependence and financial integration 
should have a negative and significant coefficient on the 
current account and change in net foreign assets, and positive 
coefficients on the remaining integration measures. If the 
effect of financial integration is different in the transition 
sample compared to the non-transition sample, then the 
coefficient on the second interaction term should be 
significantly different from zero.

Table 3.2 on page 66 shows that the estimated growth effects 
of financial integration in the non-transition sample are always 
statistically insignificant and sometimes have the “wrong”  
sign (first data line of the table). There is little evidence that 
financial integration has boosted growth in non-transition 
economies. As in Table 3.1, however, the second data line 
suggests that the experience in financially integrated transition 
countries has generally been different. Industries depending on 
external finance show a significantly stronger growth effect of 
financial integration in the transition region than elsewhere. 

The total growth effect of financial integration in transition 
countries is given in the third data line. As in the country-level 
analysis, current account deficits are shown to have been 
associated with higher growth (significant at the 5 per cent 
level). The other measures of financial integration are also 
statistically significant with expected signs, with the exception 
of debt flows. However, the effect of average debt levels is 
significant and positive as expected, suggesting perhaps that 
additional inflows may have helped only in countries that had  
a minimum level of financial development to begin with.

The second memorandum item in Table 3.2 gives a sense of 
the magnitude of the impact of financial integration on growth 
in CESE+ countries. For example, the value of 1.613 in the 
regression using the current account balance as a measure  
of financial integration has been calculated as follows: an 
industry that does not depend strongly on external finance 
(25th percentile of external dependence) grows by 0.37 
percentage points faster in a country with a relatively small 
current account (25th percentile) than in a country with a 
relatively high current account (75th percentile). For an industry 
that depends strongly on external finance (75th percentile  
of external dependence), this growth difference amounts to 
1.98 percentage points. The difference between these two 
numbers is 1.61. The benefits of financial integration for 
industries depending on external finance are therefore 
substantial in CESE+ countries.

Sources: IMF World Economic Outlook (current account, initial PPP-GDP per capita and fiscal balance); 
Claessens et al (2008) (foreign bank asset shares); Lane and Milesi-Ferretti (2006) and Abiad et al 
(2009) (other financial integration measures); World Bank World Development Indicators (life 
expectancy); Wacziarg and Welch (2003) (initial trade regime); International Country Risk Guide  
(ICRG – institutional quality).
Note: 1 The table shows results from two data samples and five statistical models for each sample. The 
models differ in terms of the financial integration measure used, but are otherwise identical. Following 
Prasad et al (2007), the following control variables were included (not shown in the table): initial  
GDP per capita, life expectancy, initial trade policy, fiscal balance to GDP ratio, as well as a measure for 
institutional quality (ICRG). The magnitude, sign and significance of the additional control variables  
are similar to the ones obtained by Prasad et al (2007) and related studies. 2 Cross-sectional regression 
on country averages, 1994-2008. 3 Panel estimation using five, three-year, non-overlapping averages, 

1994-2008. Estimated using Generalised Method of Moments, using past values of the measures for 
financial integration, log of the initial GDP per capita, life expectancy, fiscal balance, trade openness and 
institutional quality as instruments. 4 CA: average current account over period (share of GDP, in per cent); 
∆NFA: change in net foreign asset position over period (as share of GDP, in per cent); GFI: level of gross 
financial integration (foreign assets+foreign liabilities, in per cent of GDP); Banks (a): share of foreign 
bank assets in total assets of banking system; Banks (b): proportion (number) of foreign banks in banking 
system. 5 Non-transition country sample obtained by starting with all countries and eliminating countries 
with (i) 1994-2008 average of purchasing power adjusted GDP per capita higher than US$ 20,000; 
(ii) area smaller than 30,000 sq. km and island economy; (iii) average value of oil exports in per cent  
of GDP from 1994 to 2008 higher than 10 per cent of GDP; and (iv) average developmental aid from 1994 
to 2008 higher than 15 per cent of GDP. 6 The CESE+ group is composed of the CEB and SEE countries, 
Turkey and Ukraine.
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Box 3.2
Applying the Rajan-Zingales methodology to financial integration 

A cross-country regression of economic growth on 
macroeconomic variables such as financial development or 
financial integration (as in Table 3.1) can suffer from reverse 
causality, as current or anticipated growth in a country may 
be the driver of financial integration. In a seminal paper, 
Rajan and Zingales (1998) suggested a new approach for 
dealing with this problem by running a sector-level regression 
to test whether sectors of the economy that should benefit 
disproportionately from access to credit do in fact grow faster 
in countries with more developed financial systems. Country-
and industry-specific constants are used to capture the effect 
of other factors that affect growth in a particular country  
and sector. 

Following this approach, the estimation equation underlying 
Table 3.2 is:

Growthj,k=αk + βj + γ x industry sharej,k + δ0 x 
(ext. dependencej x fin. integrationk) + δ1 x 
(ext. dependencej x fin. integrationk x Dummy CESE+k)+εjk, 

where j denotes the industry and k the country. αk is 
a country fixed effect and βj is an industry fixed effect. 
The industry share is included in order to control for  
the maturity of an industry in a given country. External 
dependence measures the degree to which firms of  
industry j are dependent on external finance. This is 
interacted with various de facto measures of financial 
integration at the country level.

The main coefficients of interest are δ0 and δ1. δ0 captures 
the impact of financial integration on external finance-
dependent sectors in non-CESE+ countries. If industries that 
rely strongly on outside financing benefit more from financial 
integration in this group of countries, this coefficient should 
be positive. δ1 captures the differential effect of financial 
integration in CESE+ countries. A significant coefficient 
implies that the growth effects of financial integration are 
different in CESE+ countries. The sum of δ0 and δ1 captures 
the effect of financial integration (again depending on external 
dependence) in the CESE+ countries.

The analysis is based on 4-digit-level industry data from the 
third revision of the Industrial Statistics Databases provided 
by the United Nations Industrial Development Organization 
(UNIDO). It includes data for the CESE+ group as well as 
Armenia, Botswana, Brazil, Georgia, Indonesia, Jordan,  
Korea, Madagascar, Moldova, Panama, Philippines, Portugal, 
South Africa and Uruguay. (The main results are preserved if 
Armenia, Georgia and Moldova switch groups.) The dependent 
variable is industry-level average real output growth between 
1998 and 2005 (the longest time span for which data for  
a sufficiently large number of countries can be obtained). 
Because of the relatively short time span, the effects of 
financial integration may be underestimated, since many 
benefits only materialise over longer time intervals. The 
results may therefore understate the benefits of financial 
integration. The values for external dependence of sectors  
are taken from Rajan and Zingales (1998). Industry shares 
are calculated using 1998 data. Financial integration 
variables are from the sources described in Table 3.1  
and are measured as an average over the time period. 

Table 3.2
Sector-level evidence on growth effects of financial integration
(Regression coefficients; p-values in parentheses; dependent variable: average growth in sectoral output, 1998-2005)

Financial integration (FI) measure

CA ∆NFA ∆FDI ∆D GFI FDI D Banks (a) Banks (b)

Growth effect of financial integration interacted  
with external dependence (non-CESE+ countries)

0.377 
(0.20)

-0.153
(0.61)

0.126
(0.73)

0.210
(0.34)

0.013
(0.27)

-0.010
(0.89)

0.008
(0.75)

0.008
(0.90)

-0.004
(0.94)

Differential growth effect in  
CESE+ countries

-1.047
(0.01)

-1.030
(0.07)

1.269
(0.02)

-0.511
(0.29)

0.044  
(0)

0.152 
(0.01)

0.113
(0.01)

0.072
(0.19)

0.093
(0.05)

Memorandum items:

Total growth effect of financial integration  
interacted with external dependence (CESE+)

-0.669
(0.03)

-1.184
(0.02)

1.394
(0.01)

-0.301
(0.47)

0.057
(0.01)

0.141
(0.04)

0.121
(0.03)

0.080
(0.01)

0.089
(0.03)

Difference in sectoral growth rates in CESE+ countries 1.613 1.925 1.364 -0.481 1.363 0.730 2.146 1.412 1.313

Observations 1,041 1,041 1,041 1,041 1,041 1,041 1,041 1,041 1,041

Number of countries 26 26 26 26 26 26 26 26 26

Sources: UNIDO (sectoral output data, see Box 3.2); source of FI measures as in Table 3.1. 
Note: The table shows results from nine regressions that differ with respect to the financial integration 
measure used. Each regression includes country and industry fixed effects and sector shares (results not 
shown), as well as two interaction terms: financial integration interacted with industry dependence on 
external finance; and this term in turn interacted with a dummy variable denoting whether the country 
belongs to the CESE+ group. The memorandum items show: (1) the total sectoral growth effect in CESE+, 
computed as the sum of the previous two coefficients; (2) the differences in sectoral growth rates  
between sectors at the 75- and 25-percentiles of external dependence in the countries at the 75- and 
25-percentiles of the respective financial integration measure for the group of CESE+ countries. The 

financial integration measures are (see Box 3.2 for details on data and methodology): CA: average current 
account over period (share of GDP, in per cent); ∆NFA: change in net foreign asset position over period 
(share of GDP, in per cent); ∆FDI: change in gross foreign direct investment liabilities over the period (share 
of GDP, in per cent); ∆D: change in gross foreign debt liabilities over the period (share of GDP, in per cent); 
GFI: level of gross financial integration (foreign assets+foreign liabilities as share of GDP, in per cent); FDI: 
level of gross foreign direct investment liabilities, period average (share of GDP, in per cent); D: level of 
gross foreign debt liabilities, period average (share of GDP, in per cent). Banks (a): share of foreign bank 
assets in total assets of banking system; Banks (b): share of foreign bank number in total bank number.
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What makes the transition region different?
Why has foreign capital – and financial integration more 
generally – stimulated growth in the European transition  
region, when this has not been the typical experience of  
other emerging market countries? Three potential  
explanations have been suggested:

–   higher initial levels of financial development, which imply a 
higher capacity of financial sectors to absorb and effectively 
intermediate capital inflows

–   better institutions compared to other developing and 
emerging market countries (perhaps reflecting the  
incentive to reform by states aspiring to EU membership)

–   higher levels of financial integration itself – the notion 
being that the benefits of integration can be reaped only 
when the level of that integration is high to begin with.17 

To investigate these explanations, the techniques underlying 
Table 3.2 can again be deployed, adding a further interaction 
term to the statistical analysis that shows how the effects  
of financial integration are modified either by financial 
development (see the third data line in the first panel of  
Table 3.3), institutional quality (third line in second panel)  
or the level of integration (third line in third panel).18 The 
additional terms capture threshold effects associated with 
these variables. A significant coefficient implies that a country 
with financial development, institutional quality or financial 
integration above the sample median can reap additional 
benefits from financial integration. The key question is whether 

the CESE+ interaction term (see the second line in each panel) 
maintains its statistical significance even after the new terms 
are added. If not, the additional variable can be considered an 
important driver of the difference between the CESE+ group 
and other countries. If the CESE+ interaction term remains 
significant, there must be other factors that are responsible  
for the differential effect in transition economies.

Table 3.3 shows that the coefficient of the CESE+ interaction  
is largely unaffected and remains statistically significant when 
controlling for financial development or institutional quality (or 
both, for which the results are not shown). Differences in these 
variables cannot therefore explain the unusually strong growth 
effect of financial integration in transition countries. However, 
the third panel suggests that a large part of this differential 
growth effect could be driven by financial integration itself. 
When adding an interaction with the foreign bank number 
share, the coefficient of the CESE+ interaction term decreases 
in size and becomes insignificant in many cases.19 

There are two non-exclusive explanations for this result. First, 
foreign bank presence may have improved the allocation of 
funds entering the country. Second, foreign bank presence may 
be correlated with conditions that make foreign investments 
growth-enhancing but could not be captured by the standard 
measures of financial development or institutional quality  
used in the regressions. An example would be the policy 
commitment that accompanies actual or envisaged  
EU membership. 

Table 3.3
Sector-level evidence on threshold effects
(Regression coefficients; p-values in parentheses; dependent variable: average growth in sectoral output, 1998-2005)

Sources and abbreviations: see Tables 3.1 and 3.2 and Box 3.2. 
Note: The table shows the results from 27 (= 3·9) regressions that differ with respect to the financial 
integration measures and to the types of threshold effects. Each regression includes country and industry 
fixed effects and sector shares (results not shown), as well as three interaction terms: (i) industry external 
dependence interacted with financial integration; (ii) this first term interacted with a dummy variable 

denoting whether the country belongs to the CESE+ group and (iii) the first term interacted with either the 
ratio of private credit over GDP as a measure of financial development (first panel), the variable regulatory 
quality by the World Bank as a measure of institutional quality (second panel), or the foreign bank number 
share as a measure of financial integration (third panel). 1 Basic growth effect refers to interaction of 
financial integration with industry dependence on external finance.

Financial integration (FI) measure

CA ∆NFA ∆FDI ∆D GFI FDI D Banks (a) Banks (b)

Threshold effects in financial development:

Basic growth effect in non-CESE+ countries with 
below-median financial development1

0.492 
(0.18)

-0.333
(0.64)

-0.371
(0.67)

1.407
(0.04)

0.001
(0.96)

-0.064
(0.54)

-0.029
(0.54)

-0.004
(0.96)

-0.036
(0.61)

Differential sectoral growth effect in CESE+ countries -1.058
(0.01)

-0.932
(0.16)

1.374
(0.02)

-1.407
(0.03)

0.047
(0.00)

0.168
(0.02)

0.131
(0.01)

0.076
(0.18)

0.114
(0.04)

Differential sectoral growth effect in countries with above-median 
financial development

-0.291
(0.41)

0.194
(0.78)

0.518
(0.49)

-1.252
(0.06)

0.01
(0.56)

0.061
(0.37)

0.043
(0.28)

0.021
(0.56)

0.049
(0.31)

Threshold effects in institutional quality:

Basic growth effect in non-CESE+ countries with below-median 
institutional quality1

0.382
(0.29)

-0.191
(0.60)

-0.487
(0.51)

0.413
(0.24)

-0.003
(0.90)

-0.089
(0.47)

-0.026
(0.57)

0.007
(0.93)

-0.022
(0.75)

Differential sectoral growth effect in CESE+ countries -1.04
(0.01)

-1.087
(0.06)

1.446
(0.02)

-0.423
(0.37)

0.042
(0.00)

0.139
(0.02)

0.104
(0.01)

0.072
(0.20)

0.09
(0.06)

Differential sectoral growth effect in countries with above-median 
institutional quality

-0.014
(0.97)

0.167
(0.76)

0.743
(0.28)

-0.463
(0.23)

0.013
(0.46)

0.081
(0.35)

0.039
(0.26)

0.002
(0.96)

0.027
(0.56)

Threshold effects in foreign bank number shares:

Basic growth effect in non-CESE+ countries with 
below-median foreign bank presence1

0.384
(0.20)

-0.146
(0.63)

0.101
(0.78)

0.240
(0.29)

0.006
(0.65)

-0.053
(0.58)

-0.006
(0.83)

-0.044
(0.63)

-0.198
(0.14)

Differential sectoral growth effect in CESE+ countries -0.699
(0.15)

-0.773
(0.33)

0.124
(0.95)

-0.315
(0.52)

0.032
(0.05)

0.095
(0.20)

0.083
(0.05)

0.047
(0.41)

0.047
(0.33)

Differential sectoral growth effect in countries with  
above-median foreign bank presence

-0.472
(0.32)

-0.369
(0.65)

1.213
(0.50)

-0.546
(0.30)

0.018
(0.15)

0.087
(0.30)

0.049
(0.09)

0.067
(0.34)

0.169
(0.08)

Observations 1,041 1,041 1,041 1,041 1,041 1,041 1,041 1,041 1,041

Number of countries 26 26 26 26 26 26 26 26 26
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To summarise, the analysis indicates a robust positive effect  
of financial integration on economic growth in the European 
transition region, unlike other emerging market regions.  
A possible reason for the difference could be threshold  
effects with respect to financial integration, in particular 
regarding the presence of foreign banks.

The costs of financial integration in the transition region

As shown in Chapter 2, the relationship between financial 
integration and the degree to which transition countries 
suffered in the crisis is not straightforward. On the one hand, 
the presence of foreign banks seems to have mitigated the 
sudden stop in capital flows suffered by the transition region. 
On the other, both credit booms and external indebtedness –  
a direct consequence of financial integration – are associated 
with higher output declines during the crisis. This raises the 
question of whether foreign banks facilitated credit booms  
and over-borrowing. If so, they may have been mitigating a 
problem of their own making.

High private debt levels and past credit booms could also 
impose a burden that stretches beyond their impact during  
the crisis. Rapid credit expansion is likely to have strained the 
capacity of banks to properly evaluate credit applications and 
monitor existing exposures without eroding risk standards. 
Moreover, as argued in Chapter 2, rapid credit growth in the 
property sector may have fuelled house price rises. However, 
with house prices declining, banks may not be able to recover 
their principal, leading to an erosion in capital, a more 
protracted credit crunch and a slower recovery.20 Excessive 
debt could also constrain new investment, depressing growth 
over the longer term. Did financial integration contribute to 
these problems?

Similar issues arise with respect to the potential impact of 
financial integration on the currency composition of debt. 
Foreign currency-denominated debt has been a complicating 
factor in the crisis. Aside from contributing to insolvencies  
of firms in countries with large currency depreciations, it 
restricted policy options in others, forcing some countries to 
turn to highly contractionary measures in order to defend their 
currency pegs. Was the sharp rise of foreign currency lending  
in transition countries an inevitable by-product of foreign 
financing and can it be specifically linked to the entry  
of foreign banks?

The remainder of the chapter attempts to address  
these questions, drawing on macroeconomic and 
microeconomic evidence.

Did financial integration fuel credit booms?
Chapter 2 showed that flows in cross-border bank lending to 
the transition region are correlated with credit expansions. 
From a policy perspective, however, this is not a very helpful 
insight: credit expansions are desirable and to be expected,  
in the context of financial development, which is one of the 
purposes of financial integration. The critical question is 
whether financial integration encouraged excessive credit 
growth – that is, credit growth that is likely to have exceeded 
the capacity of bank risk management systems and  
supervisory institutions, as argued above. 

To answer this question, one must first define when credit 
growth becomes “excessive”. Empirical studies typically identify 
credit booms as sharp deviations from the historic rate of 
expansion.21 However, in the transition region it is difficult to 
apply this definition because there is no historic rate of credit 
expansion that could be used as a baseline. In line with other 
empirical studies,22 the analysis that follows therefore defines 
a credit boom as a period during which credit was growing by 
more than two percentage points of GDP per year. 

Chart 3.3 shows the distribution of credit boom years across 
23 transition countries based on this simple criterion during 
the 12-year period 1996-2007. This is divided into two six-year 
sub-periods – 1996-2001 and 2002-07 – the second of which 
is the period of fast growth, integration and accumulation of 
financial vulnerabilities described at the beginning of Chapter 2 
and in the first half of this chapter. Out of 276 (23 x 12) 
country-years overall, 128 are classified as credit boom years. 
Not surprisingly, the large majority – 94 boom years, or 
73 per cent of the total – are located in the second sub-period. 

The chart shows that many transition countries did not have  
a boom year in the first sub-period. Those which had three or 
more tend to be geographically close to the European Union 
and were early reforming countries, such as Slovenia (five 
boom years out of six) and Croatia, Estonia, Latvia and Poland 
(all with three boom years). In contrast, in the second sub-
period, all countries had at least one boom year, and Bulgaria, 
Croatia, Estonia, Hungary, Kazakhstan, Latvia, Lithuania,  
FYR Macedonia, Moldova, Mongolia, Romania, Russia, Serbia, 
Slovenia and Ukraine had four or more. This group is highly 
heterogeneous with respect to the degree and structure of 
financial integration (in particular, the role of foreign banks),  
as are those countries that had two or fewer boom years 
(Poland and the Slovak Republic with two, and Armenia and  
the Kyrgyz Republic with one). This suggests that the 
relationship between credit booms and financial integration  
is not straightforward and/or that booms were heavily 
influenced by additional factors. 

Chart 3.3
Frequency of credit boom years in transition countries, 
1996-2007 

■ 1996-2001   ■ 2002-07

Source: EBRD staff calculations based on World Bank and EBRD data.
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This is confirmed in Table 3.4. The upper rows contain the 
relative frequency of boom years, stratified according to the 
level of gross financial integration and the share of foreign-
owned bank assets in the total assets of the banking system. 
The sample is split according to whether countries were below 
or above the median of these variables. This is done for both 
the initial level of integration at the beginning of the period and 
the change in the variables over the period. For example, for 
countries with below median initial levels of capital account 
openness, 15.2 per cent of country-years during 1996-2001 
were boom years, while for countries with at or above median 
initial financial integration, only 9.4 per cent were boom years.

Three main observations emerge.

–   With few exceptions, the difference in relative frequencies 
between the below median and at or above median groups 
is small relative to the difference across time periods. The 
average difference across time periods is 22 percentage 
points, while the average difference between countries with 
financial integration values at or above the median and 
below the median is only three percentage points. This 
suggests that global factors – the period between 2002  
and 2007 was characterised by abundant liquidity in 
international credit markets – dominated the effects  
of policy-related cross-country differences.

–   Differences in changes in financial integration seem to 
influence the propensity to experience a credit boom more 
than differences in levels. During 2002-07 the probability of 
experiencing a credit boom was 16 percentage points higher 
in countries with at or above median rises in gross financial 
integration (in practice, countries experiencing rapid debt 
inflows) compared to countries with below median rises. 

–   The share of domestic banking sector assets controlled by 
foreign institutions appears to play no role in determining 
the likelihood of credit booms. This applies to levels of,  
and changes in, foreign bank asset shares.

These observations are broadly confirmed by cross-country 
correlations between the number of credit boom years and 
financial integration measures, reproduced in the last two data 
rows of the table. With only one exception, all correlations are 
small and statistically insignificant. The exception is the 
correlation with changes in gross financial integration, which  
is large in the 2002-07 period (0.52) and statistically 
significant at the 1 per cent level.

Did financial integration induce excessive debt accumulation?23

An alternative to focusing on the speed of credit growth is  
to ask whether financial integration contributed to excessive 
stocks of private debt. As in the previous section, this requires 
a definition of “excessive”. A macroeconomic approach is  
to define “excessive” as a higher level of aggregate private  
sector credit than would be commensurate with economic 
fundamentals.24 The present analysis follows an alternative 
approach, namely, to define excessive debt accumulation at 
the microeconomic (firm) level. Recent research based on a 
large sample of firms from 12 transition economies suggests 
that debt in excess of about 40 per cent of assets no longer 
benefits productivity growth.25 The question is whether financial 
integration is a contributory factor in pushing firm debt above 
that threshold. 

A statistical analysis was undertaken which relates the 
probability of exceeding the 40 per cent threshold to the same 
measures of financial integration used in Table 3.1. Other 
explanatory variables included a set of firm-level variables and 
a measure of financial development – private credit in per cent 
of GDP – as a proxy of firm access to credit. Also included was 
an interaction term between financial integration and financial 
development to capture the possibility that the effect of 
financial integration differs depending on the depth of the 
financial system (see Table 3.5 on page 70). 

Table 3.4
Financial integration and credit booms

Sources: Lane and Milesi-Ferretti (2006) and Abiad et al (2009) for GFI (gross financial integration) measure 
(that is, sum of external assets and liabilities in per cent of GDP); and EBRD for foreign bank asset share.

Note: 1 Per cent of years in which ratio of private credit to GDP grew by more than two percentage 
points. 2 Refers to first year of each period. 3 Differences in level of GFI and foreign bank asset share, 
respectively, between first and last year of each period. 

1996-2001 2002-07

GFI Foreign bank asset share GFI Foreign bank asset share

Relative frequency of credit boom years (%)1

Initial levels of financial integration2

below median 10.9 10.1 29.0 36.2

at or above median 13.8 14.5 39.1 31.9

Change in financial integration3

below median 10.9 14.5 26.1 34.1

at or above median 13.8 10.1 42.0 34.1

Cross-country correlations between number of  
credit boom years and financial integration measures

Initial levels of financial integration2 -0.03 0.08 0.04 0.01

Change in financial integration3 0.14 0.09 0.52 -0.10
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As expected, financial development is generally associated 
positively with excess leverage (it is easier for firms to borrow 
in excess of the threshold in deeper financial systems). The 
results for financial integration are more difficult to interpret 
because they depend on the level of financial development.  
To understand the overall effect, it is best to focus on the 
memorandum item in the table, which gives the threshold level 
of financial development below which (<) or above which (>)  
the total effect of financial integration decreases the 
probability of excess leverage. 

The results turn out to depend on the form of financial 
integration – in particular, whether it is driven by debt  
or foreign direct investment (FDI).

–   Not surprisingly, the probability of excess firm leverage rises 
with higher aggregate levels of external debt – but only in 
relatively developed financial systems (the threshold level  
in this regard is a ratio of domestic credit to GDP of 
40 per cent). A possible interpretation is that the scope  
for intermediating foreign debt is more limited in 
undeveloped financial systems.

–   In contrast, FDI is associated with a lower probability of 
excess leverage at higher levels of financial development.

There is also mixed evidence on the role of foreign banks.

–   A higher foreign bank asset share is associated with 
a higher probability of excess leverage. However, the 
estimated direct effect is statistically insignificant and  
the effect works entirely through the interaction with 
financial development. Since the direct effect of financial 
development also becomes insignificant when the foreign 
bank asset share is included in the model, a plausible 
interpretation is that excess leverage was associated with 
higher levels of both foreign bank asset shares and financial 
development, and that the effects of the two cannot easily 
be disentangled.26 

–   In contrast, measuring foreign bank presence through the 
proportion of foreign banks suggests a more benign effect, 
namely, a reduction of the probability of excess leverage 
once financial development exceeds a certain threshold.  
In essence, this implies that, in countries with high credit-
to-GDP ratios, excess leverage was more likely if banking 
systems were either predominantly domestically owned  
or if foreign bank ownership was more concentrated, than  
if there were many foreign banks present in the system.

Did financial integration encourage foreign currency borrowing?
Foreign currency/exchange (FX) borrowing has been a recurring 
source of vulnerability in emerging markets. When financial 
liabilities are in foreign currency but assets are denominated  
in domestic units, a real depreciation of the exchange rate  
can make an exposed household, firm, bank or government 
insolvent, triggering corporate, banking and even sovereign 
debt crises. This mechanism has played a role in most modern 
emerging market traumas, including the debt crisis of the 
1980s, the Mexican peso crisis of 1994-95, the Asian crisis 
of 1997-98 (see Box 1.3) and the Argentina crisis of 2001-02. 
As discussed earlier in this chapter and in Chapter 2, it has 
also aggravated the present difficulties in the transition region, 
although its effects have so far been mitigated by large-scale 
international lending to both the public and private sectors of 
the affected countries and by foreign bank support of  
local subsidiaries.

If FX borrowing is so risky – both individually and collectively – 
why is it so prevalent in emerging markets? There is a rich 
economic literature on this question, written mainly in the  
last 10 years.27 There are two broad explanations.

–   While FX debt exposes borrowers to currency shocks, it 
may shield borrowers and lenders from others, particularly 
domestic shocks that affect the inflation rate. Therefore, 
although risky, it might be less so than local currency debt 
in environments with weak macroeconomic institutions 
(especially in terms of fiscal capacity and monetary  
policy credibility).28 

Table 3.5
Financial integration and excess leverage
(Regression coefficients; p-values in parentheses; dependent variable: dummy variable that takes value 1 
if firm debt/assets > 0.4 and 0 otherwise)

Sources: see Table 3.1 and Orbis database for firm-level data.
Note: FD is measured as a ratio of domestic credit to GDP. Regressions also control for dummy variables 
for small and medium-sized enterprises, young firms (set up after 1995) and foreign ownership; and a 
measure of profitability. Firms are from Bulgaria, Croatia, Czech Republic, Hungary, Latvia, Poland, 

Romania, Russia, Serbia, Slovak Republic, Slovenia and Ukraine; the sample period is 2001-05. 
FD and all FI stock (level) variables are measured in the first year of the sample. 1 Threshold of FD 
indicates the level of financial development below which (<) or above which (>) the total effect of financial 
integration is to decrease the probability of excess leverage.

Financial integration (FI) measure

GFI FDI D ∆FDI ∆D Banks (a) Banks (b)

Financial development (FD) 18.806 8.666 -4.199 2.304 1.561 0.260 6.518

(0.000) (0.000) (0.000) (0.000) (0.000) (0.586) (0.000)

FI measure
4.033 7.494 -5.020 0.283 0.453 0.086 2.127

(0.000) (0.000) (0.000) (0.267) (0.278) (0.675) (0.000)

Interaction term -11.516 -21.072 12.648 -0.819 1.134 1.397 -7.763

(FIxFD) (0.000) (0.000) (0.000) (0.175) (0.231) (0.018) (0.000)

Memorandum item:  
Threshold of FD1 0.350 (>) 0.356 (>) 0.397 (<) 0.346 (>) effect always 

positive
effect always 

positive 0.274 (>)

Observations 6,382 6,382 6,382 6,382 6,382 6,382 6,382
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–   The risks and costs of FX borrowing may seem smaller 
from the perspective of individual borrowers than from  
the perspective of society as a whole. This could be, for 
example, because borrowers expect to be bailed out in the 
event of a devaluation (“moral hazard”) or because they do 
not fully take account of the repercussions of an insolvency 
for firm employees, other firms or the financial system.29 
In this case, rational decisions at the firm or household  
level may lead to too much FX debt from an  
economy-wide perspective.

Both explanations are supported by evidence, mainly from  
Latin America and emerging Asia. However, they may not  
fully capture the transition experience of the last decade. 
Notwithstanding institutional improvements and lower inflation 
volatility, there has been a steady increase in the share of  
FX liabilities in many countries, including new EU member 
states. It is possible that this reflects a variant of the second 
explanation – that government commitments to keep the 
exchange rate stable ahead of adoption of the euro or ERM2 
(Exchange Rate Mechanism) membership may have led firms 
and households to underestimate the risks of a devaluation. 
However, it is also possible that there is a direct link between 
foreign financing or foreign bank presence and FX lending, as 
suggested by the fact that these are correlated in the transition 
region (see Chart 3.4).

Several research papers explain why such a link might exist 
and offer supporting evidence.30 The simplest explanation has 
to do with the availability of funding in foreign currency. If 
banks have cheap access to such funding – either through their 
foreign parents or the syndicated lending market during times 
of abundant world liquidity – they may be tempted to also lend 
in foreign currency in order to avoid having a mismatch (an 
open FX position) on their own balance sheets. This may lead 
them to price FX loans relatively cheaply, which in turn expands 
the share of FX lending in the economy relative to domestic 
currency lending.

The remainder of this section tests the proposition that 
financial integration, and particularly foreign funding of banking 
systems or the presence of foreign banks, has contributed to 
FX lending in transition economies.31 Two main questions are 
addressed: first, whether financial integration measures have 
played a role, taking into account the determinants that have 
been emphasised in the previous empirical literature; and 
second, whether foreign-owned banks have played a special 
role, or whether it is foreign funding that matters, regardless 
of whether it comes from a parent bank or from the 
international capital market. 

To ensure that the answers are not driven by a particular 
methodology, these questions are addressed in the context  
of three analyses based on different datasets:

–   a firm-level dataset based on the third (2005) EBRD/World 
Bank Business Environment and Enterprise Performance 
Survey (BEEPS), which contains a question about the 
currency denomination of the last loan taken out by the 
firms participating in the survey. The answer to this question 
– whether the loan was in domestic or foreign currency –  
is represented using a dummy variable, which is regressed 
on a set of firm variables and country variables, including 
several measures of financial integration

–   a quarterly macroeconomic dataset with the same country-
level variables and the same sample period (2002-05). 
The dependent variable in this analysis is the FX share  
in banking system liabilities for each country 

–   an annual macroeconomic dataset with similar variables, 
but comprising a longer period (2000-08).

Chart 3.4
FX lending share and foreign financing 

Sources: IMF, International Financial Statistics, CEIC Data Company and EBRD calculations.
Note: Loan-to-deposit ratio based on IFS dataseries 22S, 24 and 25; these are not adjusted for valuation 
effects. Foreign currency lending based on CEIC data; also not adjusted for valuation effects. Asset share 
of foreign-owned banks is based on EBRD survey of central banks, end of 2007. 
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Table 3.6 summarises the results. For each of the three 
datasets used, it shows the results of three statistical models. 
All models comprise a number of potential country-level 
determinants of FX liabilities, including inflation volatility, a proxy 
for institutional quality (the EBRD governance and enterprise 
reform index), a dummy variable that takes the value of 1 if the 
country had a hard peg and 0 otherwise, the asset share of 
foreign banks, and an additional financial integration variable. 
There are also a number of additional country-level control 
variables for which the results are not shown, as well as firm-
level controls in the first group of regressions based on BEEPS 
data (see table notes). The difference between the models used 
for each dataset is in the financial integration variable, namely: 
gross financial integration, cross-border bank lending (using data 
from the Bank for International Settlements – BIS) and the loan-
to-deposit ratio of the banking system. The latter two are used 
as alternative measures of foreign financing.

The table shows that the governance indicator is a significant 
and robust determinant of the FX lending share, confirming the 
finding of earlier studies that FX lending is more prevalent in 
countries with weak institutions. The economic magnitude  
is large, with a 1-point improvement on the EBRD transition 
indicator scale (which runs from 1 to 4.3) associated with  
a reduction in the probability of FX borrowing by 14-33 
percentage points (firm-level regressions) and a reduction in 
the share of FX lending of 12-22 percentage points (country-
level regressions). Inflation volatility also matters in two out of 
the three datasets but its effects are less robust (controlling 
for the governance indicator). Also, the association between 
hard pegs and FX borrowing seems to be strong in the 
macroeconomic data. 

Regarding the role of foreign financing and foreign banks,  
there is some disagreement between the firm-level and the 
macroeconomic regressions.

–   In the firm-level regression, the presence of foreign banks 
appears to make FX borrowing more likely, and significantly 
so in two out of the four specifications shown. Additional 
regressions using a broader set of financial inflow and 
integration controls (as used in Table 3.2, for example) 
reveal a statistically significant impact in 10 out of 14 
specifications. In contrast, the other FI measures do not 
seem to have this effect.

–   In contrast, in the macroeconomic regressions bank lending 
inflows, but not foreign banks, appear to be associated with 
FX borrowing. According to these regressions, what mattered 
is bank lending to transition countries – regardless of whether 
this took the form of parent bank lending to a subsidiary, 
direct cross-border lending or syndicated lending. 

–   The level of gross financial integration does not seem 
to be associated with higher liabilities in FX. 

In summary, there is some evidence that foreign financing  
and/or the presence of foreign banks played a role, on top of 
the usual determinants, in encouraging FX lending in transition 
economies. However, the results are not conclusive on whether 
foreign banks contributed to the FX lending bias beyond their 
role as a conduit for foreign financing. Furthermore, they imply 
that if there was such an effect, it was economically small, with 
a 10 per cent increase in the share of foreign bank assets 
increasing the probability of FX denomination of lending and 
the share of FX lending by at most 3 percentage points.  
(See the second column of firm-level regressions in Table 3.6.)

Table 3.6
The effect of financial integration on foreign currency liabilities 
(Regression coefficients; p-values in parentheses)1

Firm regression, 2002-052 Quarterly dataset, 2002-053 Annual dataset, 2000-084

Financial integration (FI) measure5 Financial integration (FI) measure5 Financial integration (FI) measure5

GFI BIS L/D GFI BIS L/D GFI BIS L/D

Inflation volatility 0.035
(0.010)

0.026
(0.049)

0.012
(0.418)

5.986
(0.308)

5.499
(0.363)

11.040
(0.009)

-1.823
(0.204)

-4.648
(0.072)

-1.510
(0.270)

Governance6 -0.321
(0.000)

-0.228
(0.001)

-0.209
(0.004)

-15.800
(0.010)

-13.780
(0.030)

-17.070
(0.010)

-20.070
(0.006)

-17.070
(0.020)

-22.120
(0.001)

Hard peg7 0.013
(0.786)

0.001
(0.972)

0.075
(0.280)

32.220
(0.001)

33.300
(0.002)

23.350
(0.000)

23.020
(0.021)

24.040
(0.018)

19.500
(0.057)

FI measure 0.060
(0.360)

0.000
(0.540)

-0.185
(0.057)

4.625
(0.628)

0.068
(0.047)

12.940
(0.390)

2.564
(0.821)

0.016
(0.088)

3.048
(0.842)

Foreign banks 0.003
(0.000)

0.001
(0.001)

0.001
(0.166)

0.122
(0.243)

0.067
(0.473)

0.131
(0.321)

-0.049
(0.775)

0.024
(0.888)

-0.095
(0.587)

Observations 1,574 1,452 1,541 223 212 196 74 74 59

Number of countries 21 19 19 21 20 20 15 15 15

Sources: Brown et al (2009); Claessens and Van Horen (2007); Lane and Milesi-Ferretti (2006);
Abiad et al (2009); EBRD; BIS; IMF IFS; BEEPS III; Basso et al (2007). 
Note: 1 The table shows results from three statistical models using three datasets. See notes 2-4 for 
the dependent variable in each model. For each dataset, the models differ only in terms of the financial 
integration measure used. The table shows only five variables of interest; additional controls are listed  
in the following. 2 Firm-level quarterly data, Q1 2002 to Q2 2005, probit estimation, marginal effects 
reported. The dependent variable is a dummy for whether the last loan of the firm was in a foreign 
currency. Following Brown et al (2009), additional controls used include inflation, depreciation and 
depreciation volatility, firm-level controls (exporter dummy, sales to multinationals, international 
accounting, dummy for firm size, age of firm), loan characteristics (duration, collateral) and banking 
sector and institutional controls (interest rate differential), foreign exchange deposits, CIS dummy,  

dummy for forward FX exchange market, capital controls and foreign exchange). 3 Panel estimation, 
Q1 2002 to Q2 2005. The dependent variable is the share of FX loans to total loans, in per cent. 
Estimated using Generalised Method of Moments, using past values as instruments. Additional controls 
include inflation, depreciation, depreciation volatility, interest differential and foreign exchange deposits. 
4 Panel estimation, 2000-08. The dependent variable is the share of FX loans to total loans, in per cent. 
Estimated using Generalised Method of Moments, using past values as instruments. Additional controls 
include inflation, depreciation, depreciation volatility and interest differential. 5 GFI: level of gross 
financial integration (external assets+external liabilities in per cent of GDP); BIS: cross-border bank 
lending, year-on-year change in per cent; L/D: loan-to-deposit ratio. 6 EBRD governance and enterprise 
restructuring indicator (defined from 1 to 4.3). 7 Dummy variable taking the value 1 for Bosnia and 
Herzegovina, Bulgaria, Estonia, Latvia and Lithuania, and 0 otherwise. 
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Policy implications 

The analysis of this chapter leads to two main conclusions.

–   First, financial integration has significantly benefited the 
transition region by contributing to high economic growth 
over at least a decade. This contrasts with the experience  
of non-transition lower- and middle-income countries. 
The difference may reflect the fact that the CEB and SEE 
countries have achieved a much higher degree of financial 
integration with advanced economies than is typically the 
case in emerging market countries, and also the role of 
foreign-owned banks.

–   Second, financial integration may also have had significant 
costs, in terms of encouraging credit booms and over-
borrowing, and possibly in biasing the denomination of 
borrowing towards foreign currency. However, some of these 
costs seem related to the process of financial integration 
(particularly cross-border financing of rapid domestic credit 
expansion) rather than the level of integration – that is, the 
structure of financial systems and the level of foreign assets 
and liabilities. Furthermore, foreign bank presence and 
deeper financial systems (the end result of the expansion  
of intermediation, driven in part by financial integration)  
have also played a stabilising role in this crisis, as shown  
in Chapter 2 (see, in particular, Box 2.4).

Based on these findings, it is clear that attempting to reverse 
financial integration would be the wrong conclusion to draw 
from the crisis. The region would deprive itself of a source of 
growth. Furthermore, some of the costs of financial integration 
were the by-product of a process of extraordinarily fast-paced 
private capital inflows which is unlikely to repeat itself for years 
to come. The region is suffering the consequences in the 
present crisis. Calling for an end to financial integration at this 
stage will not reverse these costs. Also, in many, if not most, 
transition countries, a reversal of financial integration would be 
exceedingly difficult to achieve, given the already high level of 
political and trade integration.

This conclusion should not be seen as justifying complacency. 
There is a critical need for policy action on two main fronts. 
First, the transition region must deal with the bias toward FX 
lending, which could continue to pose a threat to stability. 
Second, it must develop instruments to mitigate and better 
manage fast credit growth episodes in the future, whether this 
comes from foreign or domestic sources. The second issue is 
not unique to the transition region, however, as many advanced 
countries and other emerging market economies share the 
same problem.

Reducing currency mismatches
The evidence presented in this chapter and the experience 
from other emerging market regions – particularly Latin America 
(which has made significant progress in de-dollarising its 
financial systems since the late 1990s) – suggest the adoption 
of a three-pronged strategy to rid the transition region of its 
addiction to foreign currency debt:32 

–   building credible macroeconomic frameworks and 
institutions that focus on stable inflation and allow  
exchange rate flexibility (unless precluded by international 
commitments – for example, in the context of the adoption 
of the euro)

–   developing local currency money and bond markets in order 
to extend the sources of domestic funding and make it 
easier to price domestic currency loans at longer maturities

–   imposing regulation that limits foreign currency exposure 
in the banking, corporate and household sectors.

There are important interdependencies between these three 
elements. Regulation can be used as an instrument to 
encourage local currency market development. However, credible 
macroeconomic frameworks and low inflation volatility (though 
not necessarily exchange rate flexibility) are preconditions for 
local currency market development. If they are not present, 
issuing domestic bonds at longer maturities will be prohibitively 
expensive. Furthermore, regulation that limits foreign currency 
exposures does not make economic sense if foreign currency 
lending is primarily a response to a volatile inflation environment. 

As a result, the optimal combination of the three elements 
varies greatly across countries. Less advanced transition 
countries in which macroeconomic institutions are relatively 
weak need to focus above all on strengthening their fiscal 
frameworks and enhancing the credibility of their monetary 
policy institutions. The experience of other emerging market 
countries has shown that the adoption of formal inflation 
targeting regimes with floating exchange rates can be helpful in 
this respect.33 More advanced transition countries outside the 
European Union should focus on strengthening monetary policy 
credibility and on developing local currency bond markets. 
Regulation can also play a role in these countries. In countries 
within the European Union where local currency markets are 
either already developed or difficult to develop (in light of their 
small size or a perception that euro adoption will happen soon), 
the main strategy is regulation, possibly at the EU level in order 
to avoid cross-border regulatory competition for bank funding.

Regulation can play a role at several levels. First, it can  
require banks to disclose the risks of FX borrowing to potential 
borrowers as clearly as possible.34 Second, it can correct 
potential under-pricing of FX loans by imposing higher reserve 
requirements, higher capital requirements or more demanding 
provisioning rules. Third, banks could be given incentives to  
be more careful about FX-related credit risks by requiring 
automatic restructuring of FX loans beyond a certain threshold 
of devaluation (for example, an automatic extension of loan 
maturity that keeps monthly debt service constant for the 
borrower). Lastly, regulators could place limits on the FX risks 
taken by borrowers or make some types of borrowers ineligible 
for FX loans altogether.
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Of the above approaches, the last is the least applied and 
most difficult to implement. From a practical perspective, the 
main difficulty is that although countries have institutions for 
monitoring and supervising the balance sheet risks of banks, 
there are no equivalent institutions for supervising similar risks 
in the more populous and fragmented corporate and household 
sectors. One way to address this problem could be to 
strengthen banks’ loan assessments of borrowers. For 
example, when households ask for a mortgage, they typically 
need to disclose not only their income but also their assets 
and liabilities. Banks could be required to take account of 
currency risks in the balance sheet of a potential borrower in 
the same way. FX lending would be allowed only if it did not 
push foreign currency exposure beyond a pre-determined limit. 
Alternatively (or in addition), lower loan-to-value (LTV) ratios 
could be applied for FX borrowers that offer domestic collateral 
(for example, mortgage borrowers). 

Mitigating credit booms
Bank lending standards (the requirements imposed on the 
solvency of potential borrowers and the extent and quality of 
collateral) tend to erode in boom times.35 This erosion has 
been evident in the transition region during the last credit 
boom, based on collateral ratios reported by banks for new 
mortgage lending and also on responses by senior lending 
officers who were surveyed about how their lending practices 
had changed. In Hungary, for instance, collateralisation of 
mortgage loans deteriorated up until the third quarter of 2008.

However, the experience in the transition region (and 
elsewhere) shows that lending standards are amenable to 
regulation or stricter supervision, and that regulators have  
it in their power to mitigate credit booms, at least to some 
extent. For example, mortgage lending policies in Poland were 
tightened in the first half of 2007, leading to more contained 
LTV ratios (see Chart 3.5). In Romania average and maximum 
LTV ratios in mortgage lending both fell from about mid-2008. 
In Croatia, in 2005, supervisors started imposing stringent 
reserve requirements and the requirement to hold a significant 
share of banks’ foreign currency liabilities in liquid instruments; 
both measures were later redesigned to limit the annual credit 
expansion of individual banks to 12 per cent and, despite 
some evasion of these restrictions, credit growth slowed 
markedly from about 2006. In the Baltic states the principal 

Swedish bank subsidiaries imposed a substantial tightening  
in lending standards from early 2007, in part at the insistence 
of the Swedish banking supervisor.

As in the advanced countries, institutional and regulatory 
frameworks in the transition countries need to be reformed  
to introduce such “macro-prudential” elements more 
systematically and effectively. These could include higher 
capital or provisioning requirements in good times to cushion 
banks in bad times, and higher levels of capital and/or  
special resolution regimes for large (or otherwise systemically 
important) institutions.36 Explicit liquidity standards will also
be needed. 

Regardless of whether its objective is to address currency 
mismatches or strengthen macro-prudential frameworks, 
new regulation will only be effective in a financially integrated 
Europe if similar reforms are undertaken across jurisdictions. 
International solutions, and particularly coordination between 
home and host countries of international banking groups, are 
critical to prevent cross-border “regulatory arbitrage” – for 
example, the circumvention of host country regulation by 
borrowing directly from the parent bank. 

One good thing to emerge from the crisis is that it has 
effectively established – and tested – this cross-country 
coordination principle. Parent banks have stood by their 
subsidiaries and national home country support packages have 
been allowed to benefit subsidiaries of supported parent banks 
operating in European transition economies, even outside the 
European Union. This international dimension will need to be 
maintained and developed beyond the crisis-management level. 
As the crisis has tested the strength of European financial 
integration, it has also generated solutions that, if applied 
beyond the crisis, can put recovery on a safer and more  
sustainable footing. 

Chart 3.5
Mortgage lending standards in Hungary and Poland,  
2006-09

■ Hungary   ■ Poland   
Sources: Central banks for Hungary and Poland.
Note: Chart shows the share of new mortgages approved in each quarter with LTV ratios  
exceeding 70 per cent.
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Endnotes

1  The term “European transition countries” is used in this chapter to denote all transition countries whose 
territory is in Europe in whole or in part, as well as Turkey. The analysis concentrates on non-resource-
rich European transition countries with tighter economic and financial links to the European Union. 
Resource-rich Azerbaijan, Kazakhstan, Russia and Turkmenistan are the focus of Chapter 4.

2  This is particularly true for the SEE countries, and for Lithuania and Poland but less so for other CEB 
countries such as Hungary or Latvia (according to Eurobarometer surveys).

3  See Alesina, Spolaore and Wacziarg (2005).

4  See Fabrizio, Igan and Mody (2007).

5  See Kose, Prasad and Terrones (2006).

6  See Kose et al (2009a).

7  See Aizenman, Pinto and Radziwill (2004) and Prasad, Rajan and Subramanian (2007).

8  This section draws on Abiad, Leigh and Mody (2009), Prasad, Rajan and Subramanian (2007) and 
Friedrich, Schnabel and Zettelmeyer (2009). See also Lane and Milesi-Ferretti (2007) and Lane (2008).

9  Average is computed for 1999-2007 for emerging Asia (excluding Pacific islands) and European 
transition countries, and for 2002-07 for Latin America where the recovery from the 1998-99 crisis was 
delayed as a result of the crisis in Argentina.

10  Sources included - for GDP data: Historical Statistics of the World Economy: 1-2006 AD by Angus 
Maddison, updated to 2008 using real GDP growth rates from the IMF’s World Economic Outlook (WEO) 
database; for current accounts and trade balances, 1950–2008: WEO database; for pre-1945: Jones 
and Obstfeld (2001). For seven countries not covered by Jones and Obstfeld, Michael Bordo and 
Christopher Meissner’s Financial Crisis Database was used, available at http://michael.bordo.
googlepages.com/home3.

11  In case growth episodes fulfilling the above depicted criteria overlap, the one with the highest average 
growth rate was chosen.

12  The two puzzles were pointed out by Lucas (1990) and Gourinchas and Jeanne (2007), respectively.

13  For the 1994-2008 period, the Lucas puzzle is mainly attributable to the United States and China, which 
were large capital importers and exporters, respectively, during that time. It does not generally hold for 
samples that exclude these two countries, particularly a Europe-only sample (see Abiad, Leigh and 
Mody, 2009). The allocation puzzle is more robust and tends to hold for most developing country 
samples that exclude oil-exporting countries, but not for the transition region, as shown in Chart 3.2.

14  Large oil exporters and small island countries are also excluded.

15  The variable measuring changes in net foreign assets is conceptually similar to the current account 
variable, except that it ignores the portion of the current account that is financed by transfers and that it 
controls for valuation effects driven by exchange rates and prices. See Lane and Milesi-Ferretti (2006).

16  Growth is measured in per cent while the financial integration measures are measured in per cent or 
percentage points of GDP. Hence, a coefficient of -0.15 means that a one percentage point reduction in 
the current account balance (that is, increase in net capital inflows) was associated with higher average 
growth of 0.15 percentage points.

17  For the first of these explanations see Prasad, Rajan and Subramanian (2007). For the second and the 
third see Abiad, Leigh and Mody (2009).

18  The additional interaction term is defined as “external dependence x financial integration x threshold 
dummy”, where the threshold dummy is equal to 1 if the threshold variable is above the sample median. 
Three threshold variables are used: the ratio of private credit to GDP as a measure of financial 
development; the World Bank variable “regulatory quality” as a measure of institutional quality; and the 
proportion of foreign banks as a measure of financial integration. These variables can be also be used 
directly in the interaction term rather than through a threshold dummy. The qualitative results are 
unchanged in this case.

19  This is in line with Abiad, Leigh and Mody (2009), who found threshold effects with respect to financial 
integration in cross-country regressions explaining international capital flows. However, note that the 
threshold interaction is insignificant in most regressions. Institutional thresholds are sometimes 
significant when the thresholds are defined at higher levels, such as the 75th percentile.

20  See Laeven and Valencia (2008).

21  See Mendoza and Terrones (2008). 

22  See, for example, Cottarelli et al (2003).

23  This subsection is based entirely on work in progress by Coricelli et al (2009).

24  See Cottarelli et al (2003).

25  The 12 countries are Bulgaria, Croatia, Czech Republic, Hungary, Latvia, Poland, Romania, Russia, 
Serbia, the Slovak Republic, Slovenia and Ukraine. Firm-level data are from the Orbis database. The 
sample period is 2001-05. The 40 per cent level is determined by running a threshold regression of 
growth in total factor productivity on firm leverage, threshold indicator variables and a number of 
controls. See Coricelli et al (2009) and Hansen (2000).

26  That foreign bank presence may have facilitated excess leverage (whether directly or through its effect 
on financial development) is not necessarily inconsistent with the finding in the first section of this 
chapter, as giving access to credit to firms that were not excessively leveraged should have had a 
positive impact on growth.

27  See Jeffrey and Zettelmeyer (2009) for a survey.

28  See Jeanne (2003) and Rajan and Tokatlidis (2005).

29  See Burnside, Eichenbaum and Rebelo (2001), Schneider and Tornell (2004) and Korinek (2009),  
among others.

30  See Basso, Calvo-Gonzalez and Jurgilas (2007), Luca and Petrova (2008), Rosenberg and Tirpák 
(2008), Brown, Ongena and Yeşin (2009) and Haiss et al (2009).

31  The empirical results that follow extend analysis undertaken in Brown, Ongena and Yeşin (2009) and 
Rosenberg and Tirpák (2009).

32  For a more detailed discussion, see Jeffrey and Zettelmeyer (2009).

33  See Kamil (2008).

34  Regulations of this type were introduced by several transition countries, including Hungary and Poland, 
in recent years. For example, Poland’s “Recommendation S” requires banks to show a customer wishing 
to borrow in FX a simulation of loan instalments assuming a depreciation of the zloty.

35  See Igan and Tamirisa (2008). Similarly, in the field of syndicated lending – a key component of bank 
credit flows to the transition region – De Haas and Van Horen (2009) find that banks stepped up 
screening and monitoring efforts considerably only after the onset of the current financial crisis.

36  See Brunnermeier et al (2009) and C̆ihák and Nier (2009).
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