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CEE: STRONG GROWTH RATES ACROSS THE REGION

REAL GDP GROWTH RATES WELL ABOVE THE EMU AVERAGE

Source: Eurostat
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CEE: LAGGING BEHIND THE EMU IN TERMS OF REAL CONVER GENCE
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FAST GDP GROWTH A NATURAL TREND IN CONVERGING ECONOMIES

HIGHER POTENTIAL GROWTH RATE COMPARED TO CORE EURO ZONE 
COUNTRIESSource: Eurostat
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THE BARRIERS TO GROWTH : EXTERNAL BARRIERS

IS THE EXTERNAL POSITION SUSTAINABLE?

C/A  deficit: a natural phenomenon in converging countries

Huge differences across the region 
(Baltic states, Romania, Bulgaria versus CE4)
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Source: IMF, Eurostat
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EXTERNAL BARRIERS: THE FINANCING SIDE LOOKS OK
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A  shift has been experienced compared to earlier 
benchmarks

(higher deficit ratios are considered sustainable)

Possibly structural factors played a role

The reasons

•Permanently higher growth rates (improving confidence)

•EU accession

•Rising unilateral transfers („EU transfers”, remittances)

•Globally rising private capital, FDI flows

•Inter-company loans (bank ownership structures)

THE BARRIERS TO GROWTH : EXTERNAL FACTORS



7

GLOBALLY RISING PRIVATE CAPITAL FLOWS

Globally rising FDI flows, private capital flows

CEE region
Other private inflows ( e.g. intercompany loans)

2002-2004 average: 22,3 bln USD  versus 2005-2007 average: 51,3 bln USD
FDI

2002-2004 average: 25,9 bln USD versus 2005-2007 average: 62,5 bln USD
Source: IMF

 PRIVATE CAPITAL FLOWS ( net, USD bln)
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FOREIGN BANKS PLAY A LEADING ROLE
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FOREIGN BANKS PLAY A LEADING ROLE
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THE BARRIERS TO GROWTH :  INTERNAL FACTORS

TOTAL ASSETS AND LOANS AS A % OF GDP 

0,0% 50,0% 100,0% 150,0% 200,0% 250,0% 300,0%

Russia

Romania

Poland

Bulgaria

Hungary

Slovakia

Czech Republic

Slovenia

Croatia

Greece

euro zone

Portugal

Spain

Total assets/GDP

Loans/GDP

There is a lot of potential in terms of deepening financial intermediation
Historical lag in terms of indebtness, huge pent-up demand 

(C/A deficits are the reflection of this phenomenon)
Source: ECB

Latecomers!
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THE BARRIERS TO GROWTH :  INTERNAL FACTORS

•INSUFFICIENT DOMESTIC SAVINGS
C/A deficit  means that net domestic financial savings are negative

•BUT THE MACRO ENVIRONMENT IS RELATIVELY STABLE
FDI+ unrequited transfers +big chunk of inter-company loans make the region less 

vulnerable
(these loans can be considered as quasi equity-type financing)

•PRUDENTIAL BARRIERS
fast growth of lending raises the question of credit quality

The importance of credit risk management

THE MAIN QUESTION:

CREDITWORHTINESS OF THE DEBTORS
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CREDIT GROWTH: CONVERGENCE OR BOOM-BUST?

Fast growth of credit: a natural phenomenon in converging economies
It might be a concern if indebtness rises faster than justified by the fundamentals

(credit risk management)

Monetary policy is less efficient, interest rate channel very weak
(administrative limits)
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HOUSEHOLDS' LOAN PORTFOLIO BY THE TYPE OF 
COLLATERAL 2005-2006
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HUNGARY
April 2007: ~50% of the households’ loan portfolio was comprised of FX based loans

~ 60% of which were secured by mortgage
(risks are further mitigated by the fact that 80% of the risky exposures are secured by mortgages)

The rising share of mortgage loans make the banking system less vulnerable to FX shocks 
(no signs of property bubble)

The collateral requirement of the banks are still considered conservative by international standards
(low loan to value ratio, duration, debt service ratios)Source: NBH

CREDIT GROWTH: A CAUSE FOR CONCERN?
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RISKS OF HAVING A CREDIT BUBBLE

Type 1 Type 2 Type 3
Estonia medium high high
Latvia medium high high
Lithuania low medium low
Hungary low medium low
Slovenia low medium low
Poland low low low
Slovakia low low low
Czech Republic low low low
Type1: actual credit/GDP is higher than the estimated equilibrium
Type2: growth rate of credit/GDP is faster than the estimated equilibrium
Type3: the growth rate is faster than what the speed of adjustment to equilibrium would imply

Recent NBH study found that in the CEE region credi t/GDP ratios are –in general- below the trend levels  
justified by fundamentals

In some countries however credit growth is faster t han justified (Baltic states)

Source: NBH
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HOW TO SECURE THAT CONVERGENCE DOES NOT TURN INTO 
A BOOM-BUST CYCLE?

Prudent macro policies (credible fiscal policy) and at the same time fast growth 
and negative/worsening external positions

Source: IMF

CEE COUNTRIES, CENTRAL GOVERNMENT BUDGET 
BALANCE
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THE ROLE OF MONETARY POLICY

A macroeconomic trap

The more credible the fiscal policy (EMU entry) the more capital inflows 

The harder to control domestic demand via fiscal/monetary policy

Why monetary policy is ineffective ? 

Small, open economies

If monetary policy is too restrictive � speculative inflows, euroization, credit 
boom

(risk-free profit for investors, limited risks for borrowers)

If monetary policy is too loose � Credit boom
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FX REGIME: DOES IT MAKE A DIFFERENCE? 

Domestic credit to households (% of GDP - as of 200 6))
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The same trends can be observed irrespective of the FX regime

Hungary, Slovakia, Romania: floating FX rate

Croatia: tightly managed float (quasi fix FX rate)

Estonia, Lithuania: currency board

Trend convergence, trend real appreciation  � neither speculative 
investors, nor borrowers feel themselves in danger

FX REGIME: DOES IT MAKE A DIFFERENCE? 
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REER INDEX (2000=100, HICP  based)
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Note: PLN was at historic high versus the EUR in th e base period, ROL depreciated significantly during  2007 in real terms Source: BIS, 2006

REAL APPRECIATION IS A REGIONAL PHENOMENON
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BOOMING FX LENDING: A REGIONAL PHENOMENON

Source: World Bank, central banks

Croatia: indexed loans also included
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It is true, that FX lending is riskier
•The FX rate is volatile

•The borrowers’ income is in domestic currency =>open FX position to be managed

BUT
The impact of shocks  is different in a big-closed and in a small-open economy

BIG-CLOSED ECONOMY

External shock vs FX shock

•Domestic prices

•Domestic interest rates 

•Wages 

not necessarily adjust

(bigger autonomy of monetary 
policy)

SMALL-OPEN ECONOMY

In case of an external shock

(FX nominal anchor even within IT regime)

•Domestic prices

•Wages 

•Domestic interest rates 

(independent monetary policy)

are likely to adjust

FX LENDING: ARE THE FEARS JUSTIFIED?



22

F
X

 LE
N

D
IN

G
: A

R
E

 T
H

E
 F

E
A

R
S

 JU
S

T
IF

IE
D

?

T
he F

X
 rate is volatile...

...but so are dom
estic interest rates

�������	��	����	���������

��� ��� ��� ��� ��� ��� ���

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�
	 � ��	���������

� � � �� �� �� ��

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

�������������

S
ource: R

euters



23

CONVERGING ECONOMIES
Higher potential growth rate

Higher productivity growth
�

Long run trend real appreciation of currencies of a ccession  
countries during the convergence period (15-25 year s)

•Through inflation differential<=>inflation criteria 
•Through nominal appreciation <=>FX stability

IF IT IS TRUE, THE  FX RATE VOLATILY COULD BE A 
CAUSE FOR CONCERN MAINLY IN CASE OF SHORT 

MATURITY UNSECURED LOANS
but reserves built into the prices are still high enough to cover the potential 

losses from credit default
(CEE countries are expected to enter the euro zone within the next 5-8 years)

FX LENDING: ARE THE FEARS JUSTIFIED?
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RISK IS OUR PROFESSION

In case of a serious FX shock, domestic interest ra tes would 
rise

(domestic currency based loans also bear the risks, the re-pricing period is max 
3-5 years)

�
The banks should provide the borrowers with options  to 

offset the negative impact on domestic currency bas ed loans

•Maturity extension or fixed installments

•The option to change the denomination of the loan (from domestic
currency based to FX based and vice versa)

•To offer a grace period (only interest payment)
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POLICY CHALLENGES

Strong GDP growth rate (well above the EMU average)

The main goals

• Real convergence

• Price stability

• Balanced budget
• Sustainable external position

COULD THESE GOALS BE MET SIMULTANIOUSLY?

OR A NEW APPROACH IS NEEDED?

Could real convergence go ahead in case of liberalized external accounts

in a way that secures both price stability and stable FX rate?
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CONCLUSIONS 

The CEE region offers a good investment opportunity

There is a huge potential in terms of deepening financial intermediation

There are challenges that must be addressed

But there is no need to panic

A cautious, prudent approach is needed in case of both lending and 
credit risk management
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HOW SERIOUS ARE THE FX RISKS TO BORROWERS?

The shorter the maturity of the loan, the bigger the FX risk

BUT

Housing loans are typically long term  facilities

THE MODEL IS OVERSIMPLIFIED
THE EFFECT OF THE DEVALUTATION ON

•INTEREST RATES
•WAGES 

•INFLATION
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