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Abstract

In this paper, we analyze the link between financial integration and the stability of financial markets in the CEECs that arises through the diversification of national liquidity shocks. We focus in particular on the form of entry that foreign financial institutions choose. We distinguish cross-border lending from FDI in financial services. We extend a model by Allen and Gale (2000) in two ways. Our first extension acknowledges the fact that the CEECs are financial integrated mainly with EU countries. We argue that the exposure to a large neighboring region is beneficial for the CEECs since it allows the diversification of liquidity risk through the large EU interbank market. Our second extension to the baseline model addresses the implications of FDI in banking for financial stability. Our analysis suggests improved sharing of liquidity risk as a third reason why FDI in banking can be stabilizing. (144 words)
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Motivation

Financial integration and deregulation of foreign bank entry remain hotly debated issues in many emerging markets, and they are often controversial also in developed market economies.
 One concern that is often voiced is that increased cross-border flows of capital might increase the vulnerability of countries to exogenous chocks. Common lender effects, i.e. the exposure to large foreign counterparts, are one channel through which these contagion effects can emerge (Van Rijckeghem and Weder 2000). Risks of financial contagion may seem particularly relevant for the countries of Central and Eastern Europe (CEECs). Not only have these countries integrated rapidly into international capital flows, their own financial systems might also be relatively prone to financial crises and to financial shocks from abroad. 

In this paper, we analyze the link between financial integration and the stability of financial markets in the CEECs that arises through the diversification of national liquidity shocks. We focus in particular on the form of entry that foreign financial institutions choose. We distinguish cross-border lending from FDI in financial services, the choice between these two forms of entry being determined by fixed and variable costs. In order to engage in cross-border lending, banks do not need to establish a presence in the foreign market. Hence, they save on the fixed costs of entry. However, without having established a foreign presence, they are also restricted with regard to serving the retail banking market of the host country because access to local information and to the local customer base is limited. The relative importance of fixed and variable costs differs for foreign direct investment (FDI). While FDI involves higher fixed costs than cross-border lending, it also provides banks with better access to local lending markets. This holds in particular since FDI in banking mainly takes place through mergers and acquisitions with local financial institutions.

These trade-offs suggest that cross-border lending and FDI in banking have different implications for the integration of financial market segments (retail versus wholesale markets) into global capital flows. At the same time, the form of entry that foreign banks choose also affects the stability of financial systems as the diversification of regional liquidity shocks is one motive behind the international expansion of banks (Allen and Gale 2000). Through this channel, international financial integration can have stabilizing features. However, Allen and Gale also show that there are non-linear effects between financial integration and the risk of financial contagion: if integration is limited, risks of financial contagion are limited as well. As the degree of integration increases, so does the risk of financial contagion. Eventually, though, in highly integrated financial markets, the risk of contagion diminishes again.

We extend the baseline model in two ways. Our first extension acknowledges the fact that the CEECs are financial integrated mainly with EU countries. We argue that the exposure to a large neighboring region is beneficial for the CEECs since it allows the diversification of liquidity risk through the large EU interbank market. Presently, however, relatively small shares of interbanking activities in cross-border lending suggest that this potential might not yet been fully utilized. Also, exposure to a large region has the potential downside that a liquidity crisis in the EU might spill over into the CEECs. 

Our second extension to the baseline model addresses the implications of FDI in banking for financial stability. Essentially, diversification of liquidity risks can be achieved through cross-border lending and borrowing, and it does not require necessarily FDI in banking. Yet, we argue that FDI of banks has an additional stabilizing feature since it allows banks in CEECs to draw on the liquidity buffer of their headquarters abroad. This can be done at lower variable costs than borrowing on the interbank market. Hence, local liquidity shocks originating in the CEECs would have smaller effects on local banking markets than in a system with local banks only. This argument is relevant for the transition economies since they have not only been the destination of foreign bank loans. Rather, there has been foreign entry into their banking sectors to a quite significant degree. Incidentally, the transition economies are now among those emerging markets that have the highest penetration of foreign banks, and market shares of foreign financial institutions are decidedly higher than in the current EU countries (Graph 1). This potentially reduces the risk of financial crises.

Hence, our analysis suggests an additional motive to promote foreign entry into the financial sector. A priori, one might expect that FDI in banking has stabilizing features for two reasons. First, FDI flows are typically less volatile than other forms of capital flows such as international portfolio investments and international bank lending. Second, because FDI provides banks with superior information on host markets and because it requires a stronger commitment to servicing the foreign market, it may be less destabilizing that other forms of entry. Our analysis suggests improved sharing of liquidity risk as a third reason why FDI in banking can be stabilizing. 

The paper falls into five main parts. In the following second Section, we review the argument by Allen and Gale (2000) that international diversification of banks affects financial stability. In Section three, we present empirical evidence on the globalization of Eastern Europe’s banking system. We focus on regional patterns of integration, on the importance of bilateral financial linkages for the transition economies, and on the correlation of liquidity shocks. The two distinguishing features that emerge from this section are the high share of foreign bank ownership in the CEECs and the dominance of the EU for cross-border financial linkages. These two stylized facts motivate the extensions of the baseline model by Allen and Gale that account for differences in market size and entry through FDI, which are presented in section four. Section five concludes.

1 Liquidity Risk and Financial Integration: The Model by Allen and Gale

In this section, we review the logic of a recent model by Allen and Gale (2000), which allows studying the international diversification of liquidity shocks. Focusing on the impact of financial integration on liquidity risk is interesting for two reasons. First, one main beneficial effect of international financial integration comes through the possibility to diversify risks. Second, recent models of the banking firm stress the role of banks as providers of liquidity services (Hellwig 1998, Kashyap, Rajan, and Stein 2002). 

Allen and Gale (2000) show that regional liquidity shocks can have spillover effects into other markets. The model focuses on the interaction between the regional diversification of banks’ portfolios and regional liquidity shocks. It assumes that all countries or regions have the same currency, i.e. exchange rate risk does not exist. The main message of the model is that international portfolio diversification allow banks to better diversify risks but, at the same time, also exposes them to the spillover of foreign shocks. In addition, the link between financial integration and the transmission of shocks might be non-linear.

Allen and Gale (2000) consider a model with four regions (A, B, C, D), each being home to a number of identical banks. Hence, one representative bank in each market is studied. Banks have the option to invest into short- and long-term domestic loans. They do not grant loans to non-bank customers abroad, but there is a network of interregional interbank assets and liabilities since each bank can hold interbank deposits abroad. The balance sheet of a representative bank in region A, for instance, looks as follows:

	Assets
	Liabilities

	Domestic long-term assets
	Domestic deposits from non-banks

	Domestic short-term assets
	

	Interbank deposits with banks in regions B, C, and/or D
	Interbank deposits from banks in regions B, C, and/or D


The role of the banks is to make investments on behalf of their customers and provide them with liquidity. Customers in each region are assumed to be identical ex ante, and they are each endowed with one unit of a consumption good in t = 0. However, they split in two groups regarding their consumption preferences. One fraction (ω) prefers to consume early (in t = 1), the other fraction (1 - ω) consumes late (in t = 2). When banks decide about their investments in long-term and short-term assets in t = 0 the individual consumption pattern of each customer is not know, neither to the customer nor to the bank. Customer’s stochastic liquidity needs may differ according to the state of nature S. The state S is revealed only after investment decisions have been made. The preferences of a representative consumer are given by:
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Hence, with probability ( (1 – (), they are early (late) consumers. These shares of early and late consumers differ across markets and states of nature S. The probabi​lity of being an early consumer in a market can be high (ωH) or low (ωL), with 0 < ωL < ωH < 1. Agents have complete information about their environment. There are no asymmetries in information, and all investment decisions — including the allocation of interbank deposits — must be made before the actual state of nature is revealed.

Consumers can deposit their endowments with one of the regional banks. Banks can invest into short-term domestic assets, which yield a return of one in t = 1 or into a long-term domestic asset which yields 
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 in t = 2 or r if liquidated prematurely in period one. Banks can hold (interbank) bank deposits with all or only some of the other regional banks. The time structure of the model looks as follows:

	date 0
	date 1
	date 2

	Investment decisions are made

Complete uncertainty about the type of consumers, but know​ledge about their average behavior
	State of nature and type of consumers are revealed

Short-term investments yield return of 1

Long-term investments yield a liquidation value of r < 1

Early consumers consume
	Long-term investments yield a return of R > 1

Late consumers consume


In t = 1 the state of the nature S is revealed. Allen and Gale distinguish two states (S1 and S2) concerning the distribution of liquidity shocks in their four-region model (Table 1). All four regions are of the same size. Liquidity shocks in region A and C (B and D) are perfectly positively correlated, but are perfectly negatively correlated with those in regions B and D (A and C). Hence, ((ωH,ωL) = –1. Note that, since two of the symmetric regions have a high liquidity preference and two have a low liquidity preference, there is no aggregate shortage of liquidity in the aggregate. Also, the aggregate demand for liquidity is the same in each state as half of the regions have a high (low) demand for liquidity. Ex ante, each region has the same probability of having a high (low) demand for liquidity. 

1.1 Optimal Risk-Sharing

As long as there is no aggregate liquidity shortage, optimal risk sharing can be assured by a central planner or by a decentralized solution of banks using the interbank market to shield against regional liquidity shocks. This optimal risk-sharing solution could be implemented by a central planner, and it will be taken as a benchmark of the discussion below. The central planner maximizes the unweighted sum of consumers’ expected utilities since consumers are identical ex ante. All early consumers receive c1 and all late consumers receive c2, independent from the state of nature. The planner chooses a portfolio (x,y) ≥ 0 which satisfies the feasibility constraint:

(1)
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where x and y denote the per capita amounts invested in long-term and short-term assets, respectively, and 1 is the total endowment per person. It is optimal to provide consumption in the first period by holding short-term assets and in the second by holding long-term assets. As  the average fraction of early consumers is given by γ = (ωH+ωL)/2, the feasibility constraint at date 1 is:

(2)
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and the feasibility constraint at date 2 is:

(3)
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Prior to making investments, consumers do not know which type they are, and the expected ex ante utility at date 0 is

(4)
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Maximizing the expected ex ante utility at date 0 under these feasibility constraints gives the first-best allocation of financial assets as u’(c1) ≥ u’(c2). Otherwise, utility could be increased by using the short-term asset to shift consumption from early to late consumers. This first-best allocation also satisfies the incentive constraint:

(5)
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i.e. late consumers find it weakly optimal to reveal their true type. Notice that c1 > c2 is not a feasible outcome since the storage technology would allow late consumers to increase their consumption by mimicking early consumers, retrieving deposits in the first period, and storing their return until the second period. Hence, the incentive-efficient allocation of assets needs to maximize the objective function (4) subject to the feasibility constraints (1), (2), and (3) and the incentive constraint (5). The incentive-efficient allocation also as the first-best allocation. Thus, the first-best can be achieved even if the planner cannot observe consumers’ types.

1.2 Decentralized Solutions 

Optimal risk-sharing may not be obtained in a decentralized market without an interbank market. In this situation, the representative bank in each region invests into a portfolio (xi,yi) ≥ 0 and offers a deposit contract (c1i,c2i). However, the bank cannot offer the same payments as the central planner: While x+y ≤ 1 would meet its budget constraint at date 0, short-term investment of y does not equal the liquidity needs in t = 1 since these are stochastic and unknown at t = 0. In contrast to the central planner, the bank cannot average over regions, and liquidity needs in each regions must be met by using the deposits of this region only. Although there is no aggregate shortage of liquidity, liquidity is inefficiently distributed. A bank located in a region with a high-liquidity need, for instance, faces withdrawals of deposits of ωH > γ in the first period. Since the liquidation value of the long-term asset is low, the bank might not be able to satisfy this demand for deposits. The opposite would hold in the region with the low liquidity need in the first period. 
A first-best allocation of resources can be achieved though through interbank deposit holdings. Assume that financial markets are completely integrated and that banks are allowed to exchange their deposits at date 0 (Case 1 in Graph 2). In order to cover a potential shortfall of returns in the first period, every bank i needs to hold zi=(ωH – γ)/2 > 0 in every other region. Because of the complete uncertainty that prevails at date 0, banks will hold interbank deposits in all other three regions. This yields a first best allocation of financial resources if banks “swap” liquidity from regions with low liquidity needs towards those with high liquidity needs in t = 1 (and vice versa in t = 2). Essentially, the interbank market helps to average out liquidity needs just as the central planner would do. By swapping liquidity needs through interbank deposit holdings, it is thus possible that (i) banks satisfy their budget constraints in each period and (ii) that consumers achieve the first-best consumption levels.

Interestingly, for the interbank market to perform its role to distribute liquidity efficiently, complete financial integration is not required. Essentially, the issue is whether there are bilateral financial linkages between all regions or whether some regions are isolated financially from others. Three cases need to be distinguished (Graph 2): Financial markets are completely integrated if all bilateral linkages exist (Case 1). Due to transaction and information costs, some regional financial markets may not be connected at all. This may lead to an incomplete financial integration (Case 2) in which all markets are linked, albeit only indirectly in some cases. There might also be a disconnected market structure in which markets create clusters of integration but these regional clusters are not interlinked (Case 3). 

Allen and Gale show that the first-best allocation of resources can also be achieved when financial markets are only incompletely integrated (Cases 2 und 3). The only condition that needs to be met is that regions with high and low liquidity needs are not completely disconnected. Thus, financial integration has positive welfare implications because it allows banks and consumers to average out stochastic regional liquidity needs. Hence, the degree of integration does not affect optimal investment and consumption patterns. However, it has very different effects on the fragility of the financial system, to which we turn now.

1.3 Excess Liquidity Shocks and Financial Fragility

An interbank market achieves a first-best allocation of liquidity only as long as there is no aggregate shortage of liquidity. If aggregate demand for liquidity is greater than the system’s ability to supply liquidity, the existence of an (interregional) interbank market does not suffice to prevent liquidity crises. 

To show this, let 
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 denote the state in which region A might be hit by an excess liquidi​ty shock which puts total liquidity need above the average liquidity need γ = (ωH+ωL)/2. More precisely, let all regions have the previous average demand for liquidity γ, except for region A which has a slightly higher demand γ+ε. In this case, banks in region A have to liqui​date part of their long-term assets at the lower rate of return r (r < 1 < R) in order to meet their depositors’ liquidity needs in t = 1. Their short-term assets plus interbank deposits held in other regions are not enough to meet the liquidity demand in t = 1. The bank is illiquid.

The bank can at most liquidate that fraction of long-term assets that leaves late consumers with c1 at date 2, since late consumers would otherwise withdraw their deposits in t = 1 and store it. Thus, a bank with a fraction ω of early consumers must at least keep (1-ω)c1/R units of long-term assets to be able to pay out late consumers at t = 2. The bank has therefore a buffer of long-term assets which it can liquidate without triggering a bank run of b(ω) ≡ r[x-(1-ω)c1/R]. If the excess liquidity shock ε is larger than the buffer 

(6)
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the bank in region A cannot avoid a bank run without the help of banks from other regions. In this case, the bank is insolvent. The liquidation value qA (all depositors being treated equally) is given by the following ratio of assets and liabilities:

(7)
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where qi denotes the liquidation value of deposits in region i, and z are the deposits held in adjacent regions. While qB might equal c1, qA is definitely smaller. Yet, qB being smaller than c1 indicates the insolvency of bank B. This bank is not able to met all liquidity needs in t=1 either. The reason is that its liquidity buffer b(ω) is smaller than the losses due to the devalued deposits held in bank A (the liquidation value qB includes qA). Then, the liquidity crisis in one region becomes contagious, and the liquidity shock spills over into region B. 

The probability that the illiquidity and insolvency of banks spill over into other regions depends on the pattern of financial integration (Graph 2). Trivially, in the case of financial autarky, the excess liquidity shock affects region A only. A similar result would obtain in the case of disconnected financial markets (Case 3) as a liquidity shocks would be contained in two regions (A and B). In incompletely integrated but interconnected financial markets (Case 2), however, the shock first spills over into region D. If also in this region the spillover effect is large relative to bank D’s buffer, a bank run would occur as well, and this effect would feed its way through all the remaining regional markets. Hence, under these assumptions (the shock being large relative to the liquidity buffers in regions A and D), it can be shown that a non-zero probability of state 
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 would result in a complete contagion of financial shocks (see Allen and Gale 2000). In completely integrated financial markets (Case 1), there is a smaller likelihood of financial contagion because the initial excess liquidity shock is distributed over more regions, and each region is hit by a relatively small shock only. Thus, it is less likely that the shock exceeds the liquidity buffer in each region.

Hence, there is a non-monotonic relationship between financial integration and the probability of contagion. As regions move from complete financial isolation to greater but yet incomplete integration, the risk of financial contagion increases. The risk decreases again, however, as markets tend towards full integration because greater integration implies a greater insurance against regional liquidity shocks. As in standard portfolio models, the benefits of diversification increase as the number of regions held in the portfolio of banks increases and as the correlation between liquidity shocks differs among reasons.

While the model by Allen and Gale has not been developed with an eye on the CEECs, it can yet be used to derive implications for the link between financial integration and financial stability in these countries. More specifically, this section has shown that financial integration can be beneficial for the CEECs because it allows these countries to diversify stochastic liquidity shocks. The extent to which these benefits materialize depends on three factors: (i) the regional structure of financial integration, (ii) the correlation of liquidity shocks between regions, and (iii) the depth of integration. Hence, the following section presents stylized facts on the integration process of the CEECs.

2 Financial Integration and Liquidity Shocks: Empirical Evidence from the CEECs

The transition economies of Central and Eastern Europe have become integrated into international capital markets at an impressive speed over the past decade. Market shares of foreign banks are far above averages for the typical EU country, cross-border capital flows have grown, and the countries rely on international bank lending to a substantial degree. 

Apart from the beneficial effects of this integration process for investment and economic growth, increased financial integration may, as the above discussion has shown, affect the stability of the banking systems in the CEECs. In the following, we present a number of indicators which assessing the potential impact of foreign banking on the stability of banking systems in the transition economies. We, first of all, study the regional pattern of cross-border bank lending and FDI. Subsequently, we ask how important bilateral financial linkages are for the countries under study by looking at the ratio between cross-border lending and domestic credit. Finally, we look at the importance of the interbank market and the correlation of liquidity shocks between Eastern and Western Europe. 

2.1 Regional Structure of International Banking

If the diversification of liquidity shocks was a main motive behind the international expansion of banks, regional proximity should play a relatively limited role in explaining international lending patterns. However, a large body of empirical evidence has shown that geographic distance does help to explain international asset allocation decisions. This could be taken as evidence that banks are not fully diversified internationally and that, therefore, according to the theoretical framework above, regional liquidity shocks might spill over into nearby regions. In the following, we essentially confirm the importance of regional lending and FDI patterns for the CEECs.

2.1.1 Cross-Border Lending and Borrowing

Table 3 gives a regional breakdown of foreign assets of BIS reporting banks. It based on data on the aggregated claims of banks on all borrowers in a given recipient country. Regional patterns in cross-border lending are clearly evident in the data. Generally, countries from the EU have been the most important lenders for the CEECs. Lending by German and Austrian banks, for instance, is of above-average importance for the CEECs in general, with a clear focus on neighboring countries like Poland, Czech Republic, Hungary, Slovak Republic, or Slovenia. There is also a clear tendency of Scandinavian banks to lend to the Baltic countries. The Baltic countries receive, for instance, 86.3% of all Finish, and 91.8% of the Swedish lending to the CEECs. Sweden and Finland are also the source of 85.4% of Estonian, 77% of the Latvian, and 59.8% of the Lithuanian cross-border borrowing. The concentration of French and Dutch lending on Romania, however, contradicts regional lending patterns.

Diversification of local liquidity needs requires not only imports but also exports of financial funds. However, the BIS, from which the data underlying Table 3 have been obtained, does not provide a regional breakdown of the foreign assets of the CEECs. Hence, we do not know how important asset holdings of the CEECs in the EU are. Moreover, we do not know to what extent banks hold assets on international interbank markets. However, aggregated data on the foreign assets and liabilities of banks in the CEECs inform us that banks do indeed hold quite large foreign assets. To the extent that these assets are invested on international interbank markets, they would contribute to a diversification of liquidity shocks. 

2.1.2 Cross-Border Borrowing versus Domestic Credit 

Table 3 shows that lending to the CEECs is relatively unimportant from the point of view of the Western European countries. Yet, the reverse does not hold true. Rather, countries like Austria, Germany, Finland, or Sweden are important lenders in Eastern Europe. This potentially enhances the exposure of the transition countries to liquidity shocks originating in these countries. 

Table 4 compares cross-border assets of BIS reporting banks to domestic credit in the EU countries and in the CEECs. These data are not fully comparable for two reasons. First, cross-border banking assets comprise cross-border claims and local claims in foreign currency. Thus, to the extent that foreign currency loans are important, cross-border lending is biased upward. Second, cross-border assets comprise cross-border lending as well as FDI and portfolio investment. Again, this biases our measure of cross-border lending upward.

Despite these shortcomings, Table 4 shows quite clearly the importance of cross-border finance of the CEECs. Whereas cross-border foreign assets are 47.5% relative to domestic credit in the EU countries, they reach a similar order of magnitude as domestic credit in the CEECs. (They are less important relative to GDP though because of the smaller relative size of Eastern Europe’s banking system.) Moreover, the bulk of this foreign lending, about three quarters, originates in EU countries.

Although, for the current EU members, international liabilities are likewise concentrated in the EU, bilateral financial linkages are rather unimportant relative to the total size of their financial markets. Comparing cross-border assets of German commercial banks to domestic credit in the EU countries shows that most bilateral financial linkages are a relatively small fraction of total domestic credit only. To the most important cross-border linkages are German banks’ assets in the relatively small economies of Luxembourg and Austria with 45.8% and 37.5% of domestic claims, respectively. Cross-border asset holdings of German commercial bank also reach shares of 10 percent or even more of domestic credit in a number of EU countries (Austria, Denmark, Finland, Greece, Italy, Ireland, Netherlands, United Kingdom). 

The picture looks quite different for the CEECs. Here, some countries have quite significant bilateral exposures to EU countries. German banks’ foreign assets, for instance, account for 22-46% of domestic credit in the Czech Republic, Hungary, Lithuania, Poland, or Slovenia. Finnish banks have assets in Estonia and Latvia that reach 22% of the domestic credit market. Similarly, all Baltic countries have a quite significant exposure to Swedish banks’ foreign assets. Interestingly, there are quite strong financial linkages also between Belgium and the Czech Republic.

2.1.3 FDI in Banking 

The above data have shown that the CEECs not only have relatively large shares of cross-border liabilities but that these liabilities are also heavily concentrated in Western European countries. Some bilateral financial linkages are particularly tight. This might be taken as evidence for a high risk of financial contagion. Yet, as will be explored in more detail in Section 4 below, foreign ownership of banks could potentially limit the risk of contagion, This is because foreign direct investment creates an international intra-bank market for liquidity which makes it easier for banks to absorb liquidity shocks. 

Unfortunately, data on the regional pattern of FDI in banking is much more patchy than data on the regional pattern of cross-border banking assets as a whole. Hence, we mainly draw on two main data sources. 

First, the Deutsche Bundesbank publishes data on stocks of FDI of German banks abroad. For reasons of data protection, such information is available for a significantly smaller number of countries than data on total FDI. For the stock of FDI of banks abroad in 2000, data are available for 20 countries. Regionally disaggregated FDI data of the financial sector are also available from the Austrian National Bank. In its annual FDI survey, data are given for four country groups (EU-15, NAFTA, OECD, and CEEC-5). CEEC-5 include the Czech Republic, Hungary, Poland, Slovak Republic, and Slovenia. Furthermore, data on 10 major partner countries of Austrian companies are given, including the Czech Republic, Hungary, and Poland.

Second, since mergers and acquisitions are an important channel through which FDI in the banking industry occurs, we use information on cross-border mergers that were announced and completed between 1985 and 2001 where at least one of the partners was a commercial bank and the other partner was any type of firm.  Usually, the other partner was in financial services, that is, commercial banking, securities, or insurance. We define a cross‑border merger as any merger whereby the headquarters of the target are not located in the same country as the ultimate parent of the acquirer.  For example, when the U.S. subsidiary of a German bank acquires a U.S. bank, the deal is considered to be cross‑border. We include only completed mergers. We obtain the names of merger partners from Thomson Financial Securities Data, which uses more than 200 news sources, regulatory filings, trade publications as well as surveys of investment banks, law firms, and other advisors to create its database.  The database includes international mergers and acquisitions starting in 1985. Up to 1992, the database includes all deals with values of at least $1 million, and after 1992, deals of any value are covered.  Also included are transactions with undisclosed values as well as public and private transactions. 

The extent of German and Austrian FDI in the financial sector in the EU and in the CEECs is shown in Table 6. These two countries have been responsible for about one half of the FDI inflows into the CEECs in the 1990s (European Integration Consortium 2001). German financial institutions are strongly integrated into the world economy in general and in the European economy in particular. Yet, relative to their deep integration into EU markets, FDI activities of German banks in CEECs are rather modest from the point of view of the German investor. Only 5% of German banks’ FDI stocks are invested in transition economies. The FDI stocks of German banks are only as high as FDI stocks of the much smaller Austrian banks in the CEECs. However, measured as a share in total inward FDI stocks of the transition countries, activities of German banks are quite large. German banks hold a share of 15.5%, 40.5% and 23.1% in total inward FDI stocks in the financial sector in the Czech Republic, Hungary, and Poland, respectively. Austrian financial institutions’ share stands at 22.4%, 40.3%, and 8.6%, respectively (Table 7).

Furthermore, Table 6 shows that, for the CEECs, FDI in the financial sector is more important than for EU countries. This holds when the importance of FDI is measured relative to the domestic credit, to interbank deposits, or to cross-border claims. Two factors are responsible for this. First, the financial sector has been fairly underdeveloped under the system of central planning, and efficiency gains to be realized have thus potentially been greater than in the EU. Second, entry of foreign banks has particularly been encouraged through the privatization of formerly state-owned banks during the 1990s (see, e.g., Bonin and Wachtel 1999). 

Mergers and acquisitions are a means of FDI which has been used very intensively by European financial institutions in CEECs. Table 7 contains the shares of completed mergers in the financial sector of a CEEC country by the country of the acquiring financial institution. The emerging picture is similar to the FDI patterns and to those of total claims. German and Austrian financial institutions have been the most active players in CEECs. In particular, in their neighboring countries, their shares are very high. German financial institutions, for instance, account for a third of all purchases of Polish and Hungarian financial institutions. Austrian financial institutions have been especially active in the Slovak Republic and Slovenia, with shares in all deals of 43% and 33%, respectively. The Baltic/Scandinavian cluster is apparent again consisting of Sweden, Finland and the three Baltic States. In the south, Greek engagement in Romania and Bulgaria is worth noting.

2.2 Importance of Interbanking Activities

If diversification of liquidity risk was the main factor driving the international activities of commercial banks, interbank lending and borrowing should be the main channel through which banks internationalize. Also, we would expect a relatively high share of short-term, liquid assets and liabilities. Retail banking and long-term investment financing, since it usually requires the presence of a physical presence in the host country, would be a much more costly way of achieving diversification. Hence, the share of interbanking activities in total foreign assets can be taken as an indication of the extent to which the diversification motive has been behind the expansion of foreign banks into the transition economies. 

When comparing the structure of international bank assets, there are some striking differences between the CEECs and the rest of the sample, in particular the EU. On average, long-term banking assets accounted for one half of foreign liabilities of the CEECs as compared to only 23% for the current EU members in March 2002 (Table 2). This discrepancy is also evident for most of the individual CEECs (Table 5). These differences are a mirror-image of the below-average importance of the interbanking business for the CEECs. In contrast to the current EU members, for which interbanking activities constitute more than one half of foreign liabilities vis-à-vis banks, the comparable ratio for the CEECs is only 28%. Consquently, long-term lending to the non-bank private sector is much more important for the CEECs.

2.3 Correlation of Liquidity Shocks 

Assessing the diversification effects of financial integration requires not only information about the magnitude of cross-border financial linkages but also on the magnitude and the correlation of liquidity shocks. We have therefore calculated the volatility in the deposit rates of 13 EU countries and 9 CEECs as well as the correlation between changes in deposit interest rates between these two groups of countries. Monthly interest rates are taken from the IMF (2002) for the period from January 1990 to December 2001.

Table 8 shows average deposit rates as well as standard deviations and coefficients of variations as measures of volatility for the two groups of countries. As far as the level of interest rates is concerned, deposit rates in the CEECs have – as expected – been above those in the EU. Higher inflation and greater scarcity of capital can explain these differences. At the same time, deposit rates in the CEECs have also been more volatile than those in the EU. On average, the coefficient of variation for the current EU members has been only one half of that for the CEECs (0.44 versus 0.83). The exceptions are the Czech Republic, Hungary, and the Slovak Republic, which might partly be due to the shorter time series that are available. For the Czech and the Slovak Republic, data do not cover the – more volatile – early transition period. Generally, the data show a quite significant heterogeneity not only between the CEECs and the EU countries but also within the group of the transition economies. 

The relatively large differences in volatility of deposit rates and thus in the size of liquidity shocks that Table 8 has revealed suggests that the CEECs could potentially benefit from integrating with the larger and less volatile markets of Western Europe. For diversification to be beneficial, however, correlation of liquidity shocks between Eastern and Western Europe should also be relatively small. 

Therefore, Table 9 shows bilateral correlation coefficients for deposit rates in the EU and in the CEECs. The last two rows of this Table show that, on average, correlations of deposit rates of the CEECs with the EU are smaller than those among the EU countries themselves. Hence, European financial integration would bring greater diversification benefits to the CEECs than to the current EU members. At the same time, diversification benefits are quite unevenly distributed across the CEECs. While, for some such as the Baltic States, Poland, and Slovenia, correlations are fairly high or even above the EU average, others have low or even negative correlations (Bulgaria, Czech Republic, Hungary, Slovakia). In particular for this last group of countries, financial integration can shield against national liquidity shocks. 

Interestingly, when studying the correlations of interest rates within the two groups of countries, the current EU members appear much more homogenous than the CEECs. Within the group of CEECs, correlations between deposit rates are often negative. In contrast, correlations among the EU countries are always positive, Ireland and the UK being the main exceptions. One main reason behind these differences is, of course, that the EU countries have made substantial efforts to harmonize interest rate developments in the up-run to the euro. The CEECs have, during the same period, gone through quite severe transition crises and have pursued different adjustment policies. Additionally, greater correlation of interest rate developments within the EU can also be taken as evidence for a greater degree of financial integration of these countries as compared to the CEECs.

In summary, this section has shown that the relatively small financial markets in CEECs can potentially gain from financial integration with Western European markets. They are not only exposed to greater liquidity shocks, correlations of liquidity shocks with the EU are also fairly low. Shocks in EU countries, which might have a substantial effect on CEECs, in contrast, seem to be rare and small. 

3 Financial Integration and Stability: Implications for the Accession States

Potentially, the transition economies of Central and Eastern Europe could profit tremendously from financial integration with Western European financial markets because correlations of liquidity shocks between the two regions are relatively low. Since liquidity shocks in Western Europe are relatively small and can, moreover, be cushioned through a well-established EU-wide and global capital market, the risk of financial contagion might also appear relatively limited. 

However, there are at least two peculiarities that need to be taken into account when discussing the welfare implications of financial integration between Eastern and Western Europe. The first of these peculiarities is the large difference between the size of these two regions. The aggregated GDP of the CEECs accounts for less than 10% of the GDP of an enlarged Europe. Differences in the size of financial markets are of a similar order of magnitude. (On differences in the size and the structure of financial markets in Eastern and Western Europe see, e.g. Thimann (2002), Reiniger et al. (2002), Rieß et al. (2002), or Wagner and Iakova (2001).) This might raise the concern that financial shocks originating in Western Europe could have adverse effects on Eastern financial markets. 

The second feature of the accession states are the relatively large market shares of foreign banks that these countries have attracted. In contrast to the effects of differences in markets size, large FDI in the financial services sector can be expected to stabilize rather than destabilize the financial system in the CEECs. 

In the remainder of this section, we discuss how and through which channels country size and the form of entry of foreign banks affect the link between financial integration and the risk of contagion.

3.1 The Impact of Size

Although the model of Section 2 has assumed that the four regions are of equal size, one underlying implication has also been that the exposure to a relatively large region matters. Integrating with larger markets particularly enables banks from smaller regions to diversify consumers’ stochastic liquidity needs. In contrast, larger regions such as the EU cannot shield themselves by integrating with a smaller region. Rather, they must integrate with regions of similar size in order to assure that sufficient liquidity is available. 

More specifically, it has been shown in the analysis of the equally sized regions in Section 2 that a first-best allocation of assets can be achieved independently of the degree of integration. That does not hold for regions which differ in size. We show this starting with only two integrated regions, A and B (Case 3). We assume that A is a large and B is a small region. Region A thus stands for the EU, region B for the CEECs. Later, this two-region scenario is extended to a four-region scenario (Case 1).

To see the impact of differences in size on the optimal allocation of assets, we assume that all asset choices are made simultaneously and that the probability of an excess liquidity shock ε is zero (state S1 or S2). Hence, the bank located in region A deposits some of its fund in an interbank deposit in region B. Bank B, in turn, will invest its deposits (including the interbank deposits from bank A) into short- and long-term assets and into deposits in A. A first-best allocation of assets cannot be achieved. This is because averaging over all consumers in both regions does not give the optimal investment in long-term and short-term assets by a representative bank in one of the two regions, since the aggregate liquidity requirements differ in both periods depending on the state (S1, S2). For investment to be optimal, the distribution of early and late consumers in both regions would have to be known ex ante. An interbank market does not guarantee first-best allocation if the regions are asymmetric in size, and if, therefore, the stochastic effects do not cancel out.

To illustrate this point, let us assume that region A has twice the size of region B. Unweighted averaging over early and late consumers in both regions (since they are identical ex ante) without taking differences in size into account leads to a share γ = (ωH+ωL)/2 of short-term assets. This is not sufficient to meet liquidity demands if region A experiences a high liquidity need in t = 1 (ωAH). In this case, demand for liquidity exceeds supply in the system by 1/6(ωH-ωL). If region A experiences ωAL, supply exceeds demand of liquidity by this amount. The budget constraints in t = 1 would be met but, in t = 2, the amount of long-term investment x would be too low to pay out late consumer. Unweighted averaging over consumers in both regions is not sufficient to meet liquidity needs in both periods. Either, there is a shortage in t = 1, if A experiences ωAH or in t = 2, if A experiences ωAL. Optimal allocation of assets of both regions is impossible, since at least one of the budget constraints of the bank cannot be met. Although the smaller region B could shield completely against consumers’ stochastic liquidity needs by integrating with the larger region A and investing according to the optimality conditions, the integrated market system cannot be stable since banks in region A would loose their resources. Hence, region A would need to integrate with regions other than region B in order to ensure the optimal level of consumption to its consumers.

Differences in the volume of deposits invested by banks from region A and B would not provide a solution either. If bank A holds a position twice as large in region B (γA) than region B holds in region A, bank B cannot comply with its budget constraint if consumers in A have high liquidity demand. If the liquidity demand of consumers in B  is high in t = 1 (and A’s demand is high in t = 2), banks in A cannot comply with their budget constraints in t = 2. The reason is simply that the number of consumers with high liquidity needs differs in both periods, and this number is revealed only in t = 1 when the investment has already been made.

With more regions (countries) included in the interbank market, asymmetries in liquidity needs are likely to cancel out. In Case 1 with four regions with two being positively and two being negatively correlated and region A being twice as large as the others, the excess demand or supply of the system shrinks to 1/10(ωH-ωL). More liquid markets with more players tend to level out asymmetries in size and to approach first-best allocations. Hence, the ability of the system of integrated financial markets to absorb stochastic liquidity shocks depends on size differences and on correlations between the regions.

However, not only is the first-best asset allocation of assets affected by differences in the size of the regions, the likelihood of contagion also depends on the size of regions. We illustrate this in the two integrated region case (Case 3). So far, we have assumed that there is no aggregate shortage of liquidity. As shown in Section 2, however, integration through an interbank market is insufficient to ensure liquidity if a country is hit by an excess liquidity shock. Differences in country size do not change this result qualitatively. However, asymmetries in country size might affect the probability that banking crises become contagious.

If an excess liquidity shock, γ+ε, hits one region (state 
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), the size of this region defines the size of the required liquidity buffer and therefore the likelihood of spillovers to other regions. If the larger region A is hit by an excess liquidity shock, bank A first runs down its own short-term assets, then the interbank deposits in region B. This is not enough to pay out all early consumers. Thus, the bank in region A has to liquidate some of its long-term assets. It becomes illiquid. However, the risk of becoming insolvent is smaller in a large economy, since the buffer of bank A is relatively larger than this of bank B if they are exposed to a liquidity shock of the same magnitude. Bank A buffer bA is given by


bA = r[xA-(1-ω)c1/R] 

which is larger (in absolute, but not in relative terms) than bank B’s buffer 


bB = r[xB-(1-ω)c1/R]

since xA > xB. However, the liquidity buffer per consumer has the same size in both banks.

An excess liquidity shock in region B has a larger likelihood of spilling over to region A, since
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In summary, the above analysis shows that financial integration between two regions that differ in size has implications for the optimal allocation of liquidity and for financial stability. As regards the optimal allocation of liquidity, integration has beneficial effects for banks in the CEECs. For these countries, integration with the EU interbank market can shield them from stochastic liquidity needs in their countries. The deposits they swap with EU banks are large enough to guarantee a sufficient supply of liquidity, and first-best allocation of financial assets can be achieved. In contrast, EU banks could not shield completely against consumers’ stochastic liquidity needs by swapping deposits only with banks from CEECs. They need to integrate into larger markets to achieve first-best allocation.

While integration with the EU is thus beneficial for the CEECs in terms of diversification, it might not be optimal in terms of financial stability. If the EU is hit by an excess liquidity shock, the risk of contagion is large for the CEECs if EU banks become insolvent, because of the large claims CEECs that have in EU banks relative to the size of CEEC banks (and therefore to their buffer). However, in developed and liquid markets like the EU financial market, a liquidity shock must be very large to lead to the insolvency of the “representative” bank.

Integration with the CEECs can also have effects on the stability of the banking system in EU countries. If a Central or Eastern European country is hit by a large excess liquidity shock, the probability of a crisis in this country is high. The financial system in the country which is hit cannot provide enough liquidity. A banking crisis might result. Contagion of EU countries is less likely, since the swapped deposits account for only a small part of their worldwide interbank market claims. Deposits swapped with CEECs are small relative to their liquidity buffer. In contrast, the risk of contagion of other CEECs is rather large if these are integrated with the defaulting country. 

3.2 The Impact of FDI

Whereas deeper integration through the interbank market ensures first-best allocation of financial assets, it might not always increase the stability of a financial system. Yet, lending and borrowing through the interbank market is not the only form of entry into the CEEC. FDI in the financial sector of the CEECs from banks and other financial institutions of EU countries has rather increased quite rapidly over the 1990s as well. 

In this section, we argue that the quite substantial increase in foreign ownership of their banking systems that the CEECs have been experiencing during the past decade can be a factor which enhances the stability of the integration process. This is because a multinational bank, which has affiliates in two regions, can use its liquidity buffers in both regions to help itself in the case of an excessive liquidity shock. If, for instance, a transition economy is hit by an excess liquidity shock and if a multinational bank is active both through an affiliate in the CEEC and through the parent company in an EU country, the affiliate’s buffer is enlarged by the financial means of the parent bank. (For a similar argument addressing the use of an intra-firm market for liquidity as a motivation for bank mergers see Carletti et al. (2001).) 

Prior to showing the stability-enhancing features of FDI in banking, we must show that FDI can also be a means to achieve optimal asset allocation. Therefore, we again assume a situation in which no excess liquidity shock occurs. In this situation, a first-best allocation of financial assets can either be achieved through FDI or through the interbank market (or through a combination of both). The difference between FDI and cross-border lending and borrowing is that FDI generates an intra-bank market for liquidity. Profits are maximized jointly over both markets, which implies that each bank averages over both regions in the same way as the interbank market or the central planner do. For a two-region structure with symmetric regions and negatively correlated shocks, FDI is thus sufficient to shield against stochastic liquidity needs. 

FDI in banking also increases stability of the banking system if we allow for the possibility that aggregate liquidity shortages can occur (state 
[image: image14.wmf]S

). In this case, FDI in fails to provide enough liquidity (as does the integration through the interbank market, or the social planner). However, FDI can offer a more stable mechanism of risk sharing if the system is under distress. In the integration scenario with two regions (Case 3), FDI of bank A in market B is a perfect substitute for an interbank market (since it creates an intra-bank market). Moreover, the buffer of long-term assets which can be liquidated to prevent insolvency includes the buffer of the affiliate (region B’s bank) as well as the parent bank’s buffer of bank A. The buffer, therefore, increases to 

bFDI(ω)≡2r[x-(1-ω)c1/R]. 

Hence, the buffer doubles for symmetric banks in A and B relative to the interbank market buffer. The reason is that late consumers in both countries might suffer losses to supply the needed liquidity. With this larger buffer, the liquidity shock ε must be larger to cause a bank run, which can be seen in (6):
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That holds for shocks in both countries. The banking system with multinational banks can thus absorb larger liquidity shocks than a system relying solely on the interbank market. However, late consumers in both countries always suffer from liquidity shocks in one of the countries.

4 Summary

Does foreign entry increase or decrease the stability of banking systems in transition economies of Central and Eastern Europe? Apart from the effects that foreign entry has for the efficiency of resource allocations in these countries, this is perhaps the most pressing policy issue. This holds in particular since the upcoming EU membership of the accession states will require tearing down all remaining barriers to the free flow of capital and to the market entry of foreign financial institutions.

In this paper, we have employed a theoretical framework by Allen and Gale (2000) to discuss the implications of financial integration for the CEECs for financial stability. The baseline model suggests that financial integration can be beneficial since it allows country to better diversify stochastic liquidity needs. However, increased financial integration also increases the risk that foreign financial crises spill over into the home economy, and the link between financial integration and the risk of contagion may be non-linear. Countries at intermediate levels of financial development might be particularly prone to contagion effects since they are already exposed to foreign markets but have not yet developed a full-fledged system of international financial relations.

Have the countries of Central and Eastern Europe already moved beyond the point at which further financial integration increases rather than decreases the risk of financial contagion? The analysis of this paper has shown positive and negative developments. On a positive count, the paper has shown that capital flows have increased significantly over the past decade, which suggests that the degree of integration is already quite large. Also, integration is strongest with EU countries which, judged by their low liquidity shocks and low correlations of shocks with those occurring in the CEECs, appear quite ‘ideal’ partners. On the negative count, however, the importance of interbanking activities in cross-border capital flows is still relatively small for the CEECs as compared to other industrialized countries. This suggests that access to international interbank markets is still limited, and that further integration is needed to reap fully the fruits of diversification.

Apart from the degree of integration as such, the paper has also addresses the question to what extent the form of entry of foreign banks may matter for stability. This question has been particularly relevant for the CEECs since they have experienced entry of foreign banks at a rather unprecedented scale. We find that FDI in banking has indeed stabilizing features. In contrast to cross-border lending and borrowing, FDI creates an intra-bank market for liquidity and thus allows affiliates in the CEECs to use the liquidity buffers of their parent banks abroad. Hence, FDI can offer a more stable mechanism of risk sharing than cross-border lending and borrowing if the system is under distress.

If FDI enhances the stability (and thus the sustainability of the integration process), how can countries promote FDI? The answer to this question is outside the scope of this paper. Explaining FDI in banking would require a richer model than the one used here. Necessary ingredients for such a model would be modeling of the retail banking market and of fixed costs of entry. Although being preferable to integration solely through the interbank market concerning the stability of the financial system, FDI is a more costly from the point of view of the foreign bank. Also, improved diversification of liquidity shocks is an externality that the individual bank would not take into account necessarily. Hence, increased financial stability would be a positive by-product of promoting the entry of foreign banks through, for instances, privatization programs. 

With regard to the empirical work presented in this paper, the analysis has revealed some striking and potentially interesting differences between the CEECs and the current EU members. This holds in particular for the proxies of liquidity shocks that we have presented. Of course, these calculations should be taken as a fairly rough indicator of liquidity shocks since correlations of interest rates are strongly influenced by factors that we do not take into account here. The choice of the exchange rate regime would be one obvious variable that future work should control for.
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Graph 1 — Market Shares of Foreign Banks in Europe

Market shares of foreign banks for the current EU members are for total foreign branches and subsidiaries from third countries for 1997. Data for the accession states are for the end of 2000. Concentration ratios are assets of five largest credit institutions as a percentage of total assets for 1999. 
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Graph 2 — Financial Integration versus Connectedness

Case 1 — Complete Financial Integration
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Case 2 — Incomplete Financial Integration
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Case 3 —Disconnected Financial Markets
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Table 1 — Regional Liquidity Shocks

	State of nature
	A
	B
	C
	D
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Source: Allen and Gale (2000).

Table 2 — Structure of Cross-Border Bank Claims (March 2002)

	
	
	Maturity
	Sector

	%   of international claims
	Total international claims
	Short-term
	Long-term
	Banks
	Public sector
	Non-bank private sector

	EU-15
	52.5
	57.0
	23.2
	52.3
	13.4
	32.6

	CEEC-10
	1.0
	35.8
	48.7
	27.7
	20.5
	50.9

	
	
	
	
	
	
	

	Japan
	4.0
	53.9
	10.7
	63.4
	7.0
	22.9

	United States
	16.2
	41.8
	33.8
	28.2
	12.2
	58.4

	Asia and Pacific
	3.2
	48.0
	37.3
	34.2
	14.7
	49.4

	Latin America, Caribbean
	3.1
	46.5
	45.6
	16.3
	17.6
	65.7

	
	
	
	
	
	
	

	Offshore centres
	8.3
	45.3
	35.8
	32.4
	1.0
	65.8

	Africa and Middle East
	1.4
	50.4
	44.0
	34.6
	16.4
	48.9

	All countries
	100.0
	53.0
	26.9
	45.9
	11.7
	40.5


Source: BIS (2002), authors’ calculations.

Tabelle 3 — Regional Structure of Banks’ Foreign Assets (% of Total)

The Table reports the consolidated foreign claims of BIS reporting banks on individual recipient countries. Data have been taken from Table 9 of the BIS Consolidated International Banking Statistics of July 2002. ‚Total’ for the source countries denotes the sum of all international banking assets of the BIS reporting countries. ‚Total’ for the destination countries denotes the sum of all recipients countries included in the BIS statistics.

	               Source

Destination
	Total
	 Austria
	 Belgium
	 Denmark
	 Finland
	 France
	 Germany
	 Ireland
	  Italy
	Netherlands
	Portugal
	Spain
	 Sweden
	UK
	EU-13

	Total
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0

	Austria
	1.3
	...
	0.6
	0.5
	0.8
	0.6
	4.6
	0.4
	...
	0.9
	1.4
	0.3
	0.3
	0.4
	1.9

	Belgium
	1.8
	1.4
	...
	1.8
	0.1
	4.1
	2.0
	0.7
	...
	5.1
	2.4
	2.1
	0.7
	1.3
	2.1

	Denmark
	0.8
	0.5
	0.8
	...
	26.4
	0.3
	0.9
	0.5
	0.2
	1.1
	0.3
	0.1
	10.9
	0.4
	1.1

	Finland
	0.4
	0.7
	0.3
	2.5
	...
	0.4
	0.6
	0.3
	0.1
	0.5
	0.1
	0.2
	7.7
	0.2
	0.6

	France
	4.7
	2.4
	10.0
	1.6
	1.3
	...
	5.3
	1.4
	9.5
	3.9
	8.7
	3.5
	0.9
	6.1
	4.8

	Germany
	7.0
	19.7
	7.5
	11.0
	3.5
	9.4
	...
	4.3
	7.2
	11.5
	4.5
	5.6
	26.8
	4.5
	5.3

	Greece
	0.6
	1.2
	0.8
	0.0
	0.4
	1.1
	1.0
	...
	...
	1.3
	1.0
	0.4
	0.1
	0.4
	0.8

	Ireland
	1.4
	3.3
	3.6
	1.0
	0.5
	1.3
	1.9
	...
	1.8
	0.9
	2.8
	0.7
	0.5
	2.3
	1.8

	Italy
	4.3
	4.8
	9.2
	0.1
	0.4
	8.6
	5.7
	2.2
	...
	7.5
	2.4
	5.4
	0.4
	3.6
	5.5

	Luxembourg
	1.7
	2.9
	5.4
	6.4
	0.2
	1.5
	2.9
	0.5
	7.0
	2.4
	4.0
	0.8
	1.1
	0.6
	2.4

	Netherlands
	3.4
	3.0
	15.2
	2.0
	0.5
	4.2
	4.1
	1.6
	...
	...
	4.7
	2.7
	1.2
	2.5
	3.9

	Portugal
	0.8
	0.6
	1.0
	0.3
	0.1
	0.5
	0.9
	...
	...
	0.6
	...
	7.3
	0.0
	0.6
	1.0

	Spain
	1.8
	0.5
	2.9
	0.3
	0.1
	2.8
	2.9
	1.1
	2.5
	2.6
	10.3
	...
	0.2
	1.5
	2.3

	Sweden
	1.1
	0.6
	0.5
	26.3
	22.1
	0.6
	1.0
	0.6
	0.5
	1.6
	1.1
	0.2
	...
	0.8
	1.2

	United Kingdom
	12.9
	9.9
	14.9
	23.1
	6.2
	9.9
	20.9
	48.8
	14.4
	17.6
	14.9
	6.9
	12.3
	...
	13.5

	EU-15
	43.9
	51.5
	72.7
	76.8
	62.6
	45.3
	54.6
	62.6
	43.2
	57.4
	58.7
	36.1
	63.2
	25.1
	48.2

	Bulgaria
	0.0
	0.1
	0.0
	...
	0.0
	0.0
	0.0
	...
	...
	0.1
	...
	0.0
	0.0
	0.0
	0.0

	Czech Republic
	0.3
	2.5
	2.8
	...
	0.0
	0.7
	0.4
	...
	0.0
	0.4
	0.0
	0.0
	0.0
	0.1
	0.5

	Estonia
	0.0
	0.1
	0.0
	...
	1.0
	0.0
	0.0
	...
	0.0
	0.0
	...
	...
	1.8
	0.0
	0.1

	Hungary
	0.2
	2.5
	0.8
	...
	0.1
	0.1
	0.6
	...
	...
	0.3
	0.0
	0.1
	0.0
	0.1
	0.3

	Latvia
	0.0
	0.0
	0.0
	...
	0.9
	0.0
	0.0
	...
	0.0
	0.0
	...
	...
	0.9
	0.0
	0.0

	Lithuania
	0.0
	0.0
	0.0
	...
	0.4
	0.0
	0.0
	...
	0.0
	0.0
	0.0
	0.0
	0.8
	0.0
	0.0

	Poland
	0.6
	5.1
	1.6
	...
	0.2
	0.3
	0.9
	...
	...
	1.4
	0.1
	0.1
	0.2
	0.1
	0.6

	Romania
	0.0
	0.4
	0.0
	...
	0.0
	0.1
	0.0
	...
	0.1
	0.3
	0.0
	0.0
	0.0
	0.0
	0.1

	Slovak Republic
	0.1
	1.2
	0.3
	...
	0.0
	0.0
	0.1
	...
	...
	0.1
	...
	0.0
	0.1
	0.0
	0.1

	Slovenia
	0.0
	1.0
	0.0
	...
	...
	0.1
	0.1
	...
	...
	0.0
	0.0
	0.0
	0.0
	0.0
	0.1

	CEEC-10
	1.4
	13.1
	5.6
	0.0
	2.6
	1.4
	2.2
	0.0
	0.2
	2.5
	0.2
	0.2
	3.9
	0.2
	1.9


Table 4 — Importance of Bilateral Financial Linkages

This table gives cross-border banking assets: claims of country A banks on country B (in % of country B's domestic credit). Data are for the year 2001. IFS: Domestic credit from Banking Survey (EU Wide Residency) for all euro-zone countries. Domestic credit from Monetary Survey for Denmark (1999), Sweden 
(2000), UK and all CEEC.BIS: Consolidated foreign claims of reporting banks on individual countries. * Total claims of all BIS reporting banks. ** EU-15 without Greece and Luxembourg. Blank cell if data not available.

	
	Country A

	Country B
	Total claims*
	Austria
	Belgium
	Denmark
	Finland
	France
	Germany
	Ireland
	Italy
	Neth.
	Portugal
	Spain
	Sweden
	UK
	EU-13*

	Austria
	58.7
	 ...
	1.1
	0.1
	0.2
	2.1
	37.5
	0.2
	 
	1.5
	0.2
	0.4
	0.2
	2.0
	45.4

	Belgium
	55.2
	0.2
	... 
	0.3
	0.0
	9.6
	11.1
	0.2
	 
	6.2
	0.2
	1.9
	0.3
	4.3
	34.4

	Denmark
	109.2
	0.3
	4.3
	… 
	17.5
	3.3
	22.3
	0.6
	0.7
	6.0
	0.1
	0.6
	18.1
	5.5
	79.3

	Finland
	57.9
	0.5
	2.0
	1.8
	… 
	3.9
	15.4
	0.4
	0.5
	2.8
	0.0
	0.8
	13.4
	2.9
	44.4

	France
	35.0
	0.1
	3.1
	0.1
	0.0
	… 
	7.2
	0.1
	1.7
	1.1
	0.2
	0.8
	0.1
	4.8
	19.3

	Germany
	27.3
	0.4
	1.2
	0.2
	0.1
	2.8
	 …
	0.1
	0.7
	1.7
	0.1
	0.6
	1.3
	1.8
	11.1

	Greece
	53.1
	0.6
	2.8
	0.0
	0.2
	7.6
	16.0
	... 
	 
	4.4
	0.3
	1.0
	0.1
	3.7
	36.6

	Ireland
	91.3
	1.1
	9.9
	0.3
	0.2
	6.3
	22.5
	... 
	2.8
	2.3
	0.6
	1.3
	0.4
	15.5
	63.3

	Italy
	44.0
	0.3
	3.9
	0.0
	0.0
	6.8
	10.8
	0.2
	... 
	3.0
	0.1
	1.6
	0.1
	3.8
	30.5

	Luxembourg
	149.1
	1.3
	19.5
	2.7
	0.1
	10.0
	45.8
	0.3
	14.6
	8.0
	1.2
	2.0
	1.1
	5.6
	112.2

	Netherlands
	58.7
	0.3
	10.9
	0.2
	0.0
	5.6
	12.9
	0.2
	… 
	… 
	0.3
	1.4
	0.3
	4.6
	36.6

	Portugal
	51.9
	0.2
	2.8
	0.1
	0.0
	2.6
	10.4
	 
	… 
	1.6
	… 
	14.3
	0.0
	3.9
	36.0

	Spain
	26.5
	0.0
	1.8
	0.0
	0.0
	3.2
	7.9
	0.1
	0.9
	1.5
	0.5
	 
	0.0
	2.3
	18.4

	Sweden
	76.2
	0.2
	1.6
	9.2
	7.7
	3.4
	13.5
	0.3
	0.8
	4.5
	0.3
	0.5
	 
	6.0
	48.1

	United Kingdom
	73.7
	0.3
	3.5
	0.6
	0.2
	4.4
	21.9
	2.3
	2.0
	3.9
	0.3
	1.2
	0.9
	 
	41.4

	EU-15
	47.5
	0.3
	3.3
	0.4
	0.3
	3.8
	10.8
	0.6
	1.1
	2.4
	0.2
	1.2
	0.8
	2.8
	28.1


Table 4 continues …

Table 4 continued

	
	Country A

	Country B
	Total claims*
	Austria
	Belgium
	Denmark
	Finland
	France
	Germany
	Ireland
	Italy
	Neth.
	Portugal
	Spain
	Sweden
	UK
	EU-13*

	Bulgaria
	79.2
	1.8
	0.9
	...
	0.0
	7.0
	16.3
	...
	 ...
	9.9
	    
	0.3
	0.0
	0.1
	36.5

	Czech Republic
	125.3
	5.5
	47.7
	…
	0.0
	22.3
	31.6
	…
	0.3
	6.3
	0.0
	0.3
	0.0
	2.3
	116.4

	Estonia
	149.4
	2.4
	0.7
	…
	22.2
	0.0
	10.0
	…
	2.2
	0.2
	    
	    
	105.3
	0.3
	143.5

	Hungary
	103.4
	5.9
	15.2
	…
	0.2
	3.4
	45.6
	…
	 …
	4.4
	0.0
	0.7
	0.1
	3.3
	78.8

	Latvia
	100.5
	0.4
	0.1
	…
	22.0
	0.4
	18.6
	…
	0.4
	0.4
	    
	 
	55.4
	0.2
	97.8

	Lithuania
	116.7
	1.2
	0.6
	…
	10.5
	3.6
	23.2
	…
	1.2
	2.2
	0.8
	0.1
	59.3
	1.2
	103.8

	Poland
	103.3
	4.6
	11.5
	…
	0.2
	3.9
	28.7
	…
	 
	9.3
	0.1
	0.4
	0.5
	1.0
	60.3

	Romania
	102.1
	5.5
	1.6
	…
	0.4
	24.5
	16.9
	…
	5.7
	24.8
	0.1
	0.2
	0.1
	1.9
	81.7

	Slovak Republic
	57.0
	5.8
	10.8
	…
	0.0
	2.3
	15.1
	…
	…
	3.6
	    
	0.0
	0.6
	0.2
	38.3

	Slovenia
	53.9
	6.8
	1.2
	…
	
	11.9
	22.0
	…
	…
	0.6
	0.1
	0.2
	0.0
	0.0
	42.7

	CEEC-10
	101.0
	5.1
	17.0
	…
	0.9
	8.1
	29.5
	…
	0.3
	7.1
	0.1
	0.4
	3.5
	1.5
	73.3


Source:  BIS (2002), IMF (2002), Eurostat, authors' calculations.

Table 5 —
Maturity and Borrower Structure of Cross-Border Claims

This Table reports the percentage of consolidated cross-border claims in all currencies and local claims in non-local currencies. Data are for March 2002.

	
	
	Maturity
	Sectors

	 
	% of region's total
	Short-term
	Long-term
	Unallocated
	Banks
	Public sector
	Non-banks
	Unallocated

	Austria
	0.02
	0.41
	0.26
	0.33
	0.54
	0.21
	0.24
	0.00

	Belgium
	0.05
	0.68
	0.18
	0.13
	0.57
	0.18
	0.25
	0.00

	Denmark
	0.02
	0.64
	0.26
	0.10
	0.65
	0.07
	0.28
	0.00

	Finland
	0.01
	0.45
	0.27
	0.29
	0.31
	0.22
	0.46
	0.01

	France
	0.11
	0.58
	0.25
	0.18
	0.54
	0.09
	0.31
	0.06

	Germany
	0.17
	0.56
	0.32
	0.12
	0.58
	0.17
	0.24
	0.02

	Greece
	0.02
	0.27
	0.37
	0.36
	0.10
	0.53
	0.36
	0.00

	Ireland
	0.03
	0.65
	0.19
	0.16
	0.64
	0.02
	0.34
	0.00

	Italy
	0.10
	0.36
	0.27
	0.37
	0.34
	0.41
	0.24
	0.01

	Luxembourg
	0.04
	0.59
	0.17
	0.24
	0.53
	0.01
	0.46
	0.00

	Netherlands
	0.08
	0.40
	0.28
	0.32
	0.38
	0.07
	0.51
	0.03

	Portugal
	0.01
	0.49
	0.27
	0.25
	0.57
	0.23
	0.20
	0.00

	Spain
	0.04
	0.39
	0.32
	0.30
	0.42
	0.29
	0.29
	0.01

	Sweden
	0.03
	0.61
	0.24
	0.16
	0.55
	0.14
	0.31
	0.00

	United Kingdom
	0.27
	0.73
	0.13
	0.13
	0.59
	0.01
	0.38
	0.01

	EU-15
	1.00
	0.57
	0.23
	0.20
	0.52
	0.13
	0.33
	0.02

	
	
	
	
	
	
	
	
	

	Bulgaria
	0.02
	0.27
	0.57
	0.15
	0.18
	0.53
	0.29
	

	Czech Republic
	0.13
	0.44
	0.49
	0.07
	0.29
	0.04
	0.62
	0.05

	Estonia
	0.04
	0.34
	0.62
	0.04
	0.25
	0.03
	0.69
	0.03

	Hungary
	0.23
	0.27
	0.44
	0.28
	0.33
	0.28
	0.39
	

	Latvia
	0.02
	0.35
	0.28
	0.37
	0.38
	0.21
	0.41
	0.00

	Lithuania
	0.03
	0.44
	0.39
	0.18
	0.25
	0.17
	0.58
	0.00

	Poland
	0.37
	0.39
	0.50
	0.11
	0.26
	0.21
	0.53
	0.00

	Romania
	0.05
	0.41
	0.56
	0.03
	0.14
	0.18
	0.67
	0.00

	Slovak Republic
	0.05
	0.37
	0.38
	0.25
	0.26
	0.25
	0.49
	0.00

	Slovenia
	0.05
	0.21
	0.62
	0.17
	0.32
	0.24
	0.43
	0.00

	CEEC-10
	1.00
	0.36
	0.49
	0.15
	0.28
	0.20
	0.51
	0.01


Source: BIS (2002), authors’ calculations.

Table 6 —
Foreign Direct Investment in the Financial Sector of Central and Eastern European Countries by Austrian and German Financial Institutions (%, Mill Euro)

Inward FDI / Domestic credit gives the ratio of total inward FDI stock in the reporting country over the domestic credit in this country
FDI / Interbank deposits gives the ratio of the FDI stock hold by Austrian and German financial institutions in the reporting country over total interbank market deposits in the reporting country, respectively
FDI / Cross-border claims gives the ratio of the FDI stock hold by Austrian and German financial institutions in the reporting country over total Austrian and German claims in the reporting country

	
	Total
	Austrian Financial Institutions
	German Financial Institutions

	
	Inward FDI / Domestic credit
	FDI stock
(Mill Euro)
	FDI / Interbank deposits
	FDI / Cross-border claims
	Share in inward FDI stock
	Share in Austrian outward FDI stock
	FDI stock
(Mill Euro)
	FDI / Interbank
	FDI / Cross-border claims
	Share in inward FDI stock
	Share in German outward FDI stock

	EU
	2.95
	893
	0.02
	2.86
	…
	16.02
	35 806
	0.95
	3.13
	…
	35.46

	Transition Countries
	…
	…
	…
	…
	…
	…
	2 916
	…
	6.31
	…
	2.89

	CEEC-5
	…
	2 144
	6.22
	28.55
	…
	38.45
	…
	…
	…
	…
	…

	Czech Republic
	10.48
	740
	3.72
	48.01
	22.37
	13.27
	514
	2.59
	5.75
	15.54
	0.51

	Hungary
	4.24
	496
	17.13
	32.43
	40.34
	8.89
	498
	17.22
	4.21
	40.54
	0.49

	Poland
	7.42
	471
	4.93
	15.29
	8.56
	8.44
	1 270
	13.3
	6.66
	23.09
	1.26

	a Czech Republic, Hungary, Poland, Slovak Republic, Slovenia


Source:
OECD (2002), Deutsche Bundesbank (2002), Österreichische Nationalbank (2002), author’s calculations.

Table 7 — Regional Structure of Cross-Border Bank Mergers 

This Table gives the regional structure of cross-border mergers and acquisitions. We report those cases where the CEECs have been the targets of international bank mergers. The data are in percent of the total merger cases in the financial sector of the CEEC.

	Acquirer
	Bulgaria
	Czech Republic
	Estonia
	Hungary
	Latvia
	Lithuania
	Poland
	Romania
	Slovak Republic
	Slovenia

	Austria
	10.0
	16.7
	0.0
	14.6
	0.0
	0.0
	5.5
	0.0
	42.9
	33.3

	Belgium
	0.0
	13.3
	0.0
	4.2
	0.0
	0.0
	9.9
	0.0
	28.6
	0.0

	Danemark
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	2.2
	0.0
	0.0
	0.0

	Finland
	0.0
	0.0
	18.2
	0.0
	8.7
	18.2
	2.2
	0.0
	0.0
	0.0

	France
	20.0
	3.3
	0.0
	8.3
	0.0
	0.0
	7.7
	16.7
	0.0
	0.0

	Germany
	0.0
	13.3
	0.0
	31.3
	4.3
	0.0
	33.0
	0.0
	0.0
	33.3

	Greece
	20.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	33.3
	0.0
	0.0

	Ireland
	0.0
	0.0
	0.0
	2.1
	0.0
	0.0
	6.6
	0.0
	0.0
	0.0

	Italy
	10.0
	3.3
	4.5
	8.3
	0.0
	0.0
	1.1
	0.0
	14.3
	0.0

	Luxemburg
	0.0
	3.3
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Netherlands
	0.0
	6.7
	4.5
	8.3
	0.0
	0.0
	8.8
	0.0
	0.0
	0.0

	Portugal
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	4.4
	0.0
	0.0
	0.0

	Spain
	0.0
	0.0
	0.0
	2.1
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Sweden 
	0.0
	0.0
	50.0
	0.0
	30.4
	18.2
	1.1
	0.0
	0.0
	0.0

	UK
	0.0
	10.0
	4.5
	4.2
	13.0
	9.1
	4.4
	16.7
	0.0
	33.3


Source:
Thompson Financial Securities (2002), author’s calculations. 

Table 8 — Monthly Deposit Rates 1990–2001

Bulgaria 1991:1–2001:12, Czech Republc 1993:1–2001:12, Estonia 1993:2–2001:12, Latvia 1993:7–2001,
Lithuania 1992:12–2001:12, Slovak Republic 1993:1–2001:12, Slovenia 1991:12–2001:12 

	Levels
	Standard Deviation in Interest Rates
	Mean
	Coefficient of Variation

	Austria
	0.71
	2.67
	0.27

	Belgium
	1.62
	4.53
	0.36

	Finland
	2.39
	4.18
	0.57

	France
	0.75
	3.93
	0.19

	Germany
	2.01
	4.75
	0.42

	Greece
	4.89
	15.03
	0.33

	Ireland
	2.50
	2.16
	1.16

	Italy
	2.12
	5.53
	0.38

	Luxembourg
	1.06
	4.82
	0.22

	Netherlands
	0.59
	3.42
	0.17

	Portugal
	4.51
	9.02
	0.50

	Spain
	3.22
	6.91
	0.47

	Sweden
	3.08
	5.63
	0.55

	UK
	3.56
	6.44
	0.55

	EU average (unweighted)
	2.54
	6.08
	0.47

	Bulgaria
	34.71
	34.50
	1.01

	Czech Republic
	1.60
	6.44
	0.25

	Estonia
	4.16
	7.98
	0.52

	Hungary
	6.70
	19.23
	0.35

	Latvia
	11.52
	12.69
	0.91

	Lithuania
	29.99
	24.92
	1.20

	Poland
	17.09
	28.97
	0.59

	Slovak Republic
	3.19
	11.02
	0.29

	Slovenia
	87.99
	37.71
	2.33

	CEEC average (unweighted)
	21.88
	20.38
	0.83


Source:
IMF (2002), author’s calculations.

Table 9 — Correlation of Deposit Rates 1990–2001

	
	AUT
	BEL
	ESP
	FIN
	FRA
	GER
	IRE
	ITA
	LUX
	NL
	POR
	GRE
	SWE
	UK
	BUL
	CZ
	EST
	HUN
	LAT
	LIT
	POL
	SLK
	SLO

	AUT
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	BEL
	0.71
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	ESP
	0.36
	0.66
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	FIN
	0.54
	0.85
	0.91
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	FRA
	0.49
	0.73
	0.84
	0.93
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	GER
	0.74
	0.96
	0.72
	0.90
	0.83
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	IRE
	0.38
	0.64
	0.32
	0.41
	0.26
	0.47
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	ITA
	0.04
	0.46
	0.90
	0.75
	0.65
	0.51
	0.26
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	LUX
	0.56
	0.74
	0.81
	0.91
	0.99
	0.85
	0.24
	0.58
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	NL
	0.38
	0.48
	0.62
	0.70
	0.80
	0.67
	–0.18
	0.43
	0.81
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	

	POR
	0.44
	0.75
	0.97
	0.96
	0.93
	0.83
	0.28
	0.83
	0.91
	0.74
	1.00
	
	
	
	
	
	
	
	
	
	
	
	

	GRE
	0.58
	0.81
	0.81
	0.91
	0.85
	0.90
	0.17
	0.66
	0.86
	0.78
	0.91
	1.00
	
	
	
	
	
	
	
	
	
	
	

	SWE
	0.41
	0.52
	0.93
	0.84
	0.85
	0.64
	0.08
	0.78
	0.84
	0.72
	0.91
	0.77
	1.00
	
	
	
	
	
	
	
	
	
	

	UK
	0.66
	0.30
	0.03
	0.20
	0.28
	0.30
	0.25
	–0.33
	0.34
	0.19
	0.08
	0.09
	0.20
	1.00
	
	
	
	
	
	
	
	
	

	BUL
	–0.42
	–0.05
	0.08
	0.01
	–0.01
	–0.05
	–0.11
	0.27
	–0.06
	0.01
	0.08
	0.06
	–0.12
	–0.70
	1.00
	
	
	
	
	
	
	
	

	CZ
	–0.07
	–0.06
	–0.29
	–0.12
	–0.08
	–0.12
	0.30
	–0.20
	–0.13
	–0.20
	–0.24
	–0.26
	–0.25
	0.16
	–0.45
	1.00
	
	
	
	
	
	
	

	EST
	0.88
	0.83
	0.47
	0.71
	0.63
	0.85
	0.37
	0.24
	0.66
	0.48
	0.59
	0.77
	0.45
	0.46
	–0.24
	–0.05
	1.00
	
	
	
	
	
	

	HUN
	–0.19
	–0.19
	0.51
	0.28
	0.40
	–0.06
	–0.29
	0.45
	0.37
	0.40
	0.43
	0.16
	0.64
	0.04
	0.06
	–0.21
	–0.24
	1.00
	
	
	
	
	

	LAT
	0.53
	0.76
	0.63
	0.78
	0.73
	0.85
	0.14
	0.53
	0.74
	0.71
	0.75
	0.91
	0.59
	–0.01
	0.07
	–0.15
	0.74
	–0.10
	1.00
	
	
	
	

	LIT
	0.60
	0.90
	0.61
	0.77
	0.65
	0.90
	0.48
	0.53
	0.65
	0.50
	0.71
	0.82
	0.48
	0.04
	0.02
	–0.09
	0.78
	–0.32
	0.89
	1.00
	
	
	

	POL
	0.57
	0.91
	0.73
	0.91
	0.86
	0.96
	0.38
	0.59
	0.85
	0.74
	0.86
	0.93
	0.64
	0.14
	0.06
	–0.06
	0.79
	–0.02
	0.90
	0.89
	1.00
	
	

	SLK
	–0.04
	–0.42
	–0.88
	–0.73
	–0.66
	–0.51
	–0.05
	–0.92
	–0.63
	–0.54
	–0.84
	–0.70
	–0.79
	0.39
	–0.35
	0.36
	–0.20
	–0.52
	–0.58
	–0.49
	–0.57
	1.00
	

	SLO
	0.48
	0.82
	0.64
	0.78
	0.67
	0.84
	0.31
	0.58
	0.65
	0.52
	0.73
	0.80
	0.54
	0.03
	0.04
	–0.06
	0.70
	–0.13
	0.78
	0.81
	0.87
	–0.54
	1.00

	EU
	0.48
	0.66
	0.68
	0.76
	0.73
	0.72
	0.28
	0.50
	0.73
	0.55
	0.73
	0.70
	0.65
	0.20
	–0.07
	–0.11
	0.60
	0.21
	0.62
	0.62
	0.72
	–0.52
	0.60

	CEECs
	0.26
	0.39
	0.28
	0.38
	0.35
	0.41
	0.17
	0.23
	0.35
	0.29
	0.34
	0.39
	0.24
	0.06
	–0.10
	–0.09
	0.28
	–0.18
	0.32
	0.31
	0.36
	–0.36
	0.31


Source:
IMF (2002), authors’ calculations.







* 	The authors would like to thank seminar participants at the SUERF Seminar ‘Financial Stability in Accessing EU/EMU’, organized jointly with the Central Bank of Malta, March 27-28, 2003, as well as the participants at the ACES meeting at the ASSA annual convention in Washington, D.C., January 2003, and, in particular, Stijn Claessens for most helpful comments and suggestions on an earlier draft. Marco Ostmann has provided efficient research assistance. All errors and inaccuracies are solely in our own responsibility.


� 	See, e.g., IMF (2000). As regards the role of foreign banks, Claessens et al. (2001), Clarke et al. (2001), or Mathieson and Roldo (2001) provide general cross-country evidence, and Crystal et al. (2001, 2002) or Clarke et al. (2000) provide evidence for Latin America. The Asian experience is reviewed in Abidin (1986), Lardy (2001), Pigott (1986), and Terrell (1986). Bonin and Abel (2000), Bonin and Leven (1996), Konopielko (1999), and Wachtel (1995) discuss foreign entry into the banking systems of Central and Eastern Europe. Finally, Bonin et al. (1998) or Fries and Taci (2002) discuss the experience of the transition economies with reforming their banking systems in general. 
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