


11 Bulgaria, for instance, installed its currency board as a means to stabilise its
economy during the crisis of 1996/97.
12 Substantial exchange rate volatility can inflict severe damage on bank balance
sheets through the adjustment of the real value of assets that have been financed in
foreign currencies (cf. Section 1.4).

fairly gradually from very low levels, in spite of good prospects of
convergence towards EU levels of income. While too little credit
growth might be an impediment to change in transition economies,
at least the gradual growth of credit has given the accession countries
some time to strengthen their banking sectors. Nevertheless, capital
outflows could be triggered when markets no longer perceive the
current account deficits and accompanying real appreciation as a sign
of strength and structural convergence, but rather as a weakness and
as a sign of badly intermediated foreign capital.

1.3  Suitable Exchange Rate Regimes

The accession countries are currently employing a broad range of
exchange rate strategies, each with their own specific challenges in
maintaining stability. The Czech Republic, Poland, Romania,
Slovakia and Slovenia have opted for, either free or managed, floating
arrangements. On the other end of the spectrum, Bulgaria, the Baltic
States and Malta maintain either conventional fixed peg or currency
board arrangements. Cyprus and Hungary are taking an intermediate
approach by mirroring the ERM-II arrangement with 15 percent
fluctuation bands around a central rate to the euro. The wide degree
of regime diversity partially reflects historical factors,11 but it also
indicates that there is no single exchange rate regime that is optimal
for all accession countries. Whereas a country’s banking sector would
be served best by a certain degree of exchange rate stability,12

apparently both flexible and fixed exchange rate regimes have their
advantages and disadvantages, and the specific circumstances in each
country define the best choice.

A fixed peg arrangement provides the advantage of nominal
exchange rate stability, but this stabilisation anchor comes at a price.
As is well-known, countries with a fixed peg cannot use monetary
policy, or nominal exchange rate changes, to counter an asymmetric
economic shock or to maintain their competitiveness. Such a decline
in competitiveness can for instance result from an appreciation of
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13 The Baltic States are archetypal examples of countries that have many
characteristics that will help to sustain a successful currency board arrangement.
Up until now, their pegs have not come under severe stress, despite the facts that
they already liberalised their capital accounts in the early 1990s and that they have
shown large current account deficits over the past years. Sutela (2001) ascribes
their success to both sound fundamentals and unintended consequences of policy
decisions. On the one hand they have pursued sound fiscal policies and have
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their real exchange rate caused by a comparatively high rate of
inflation. Subsequently they will have to remain fiscally prudent, and
have to rely on wage and price flexibility as the sole adjustment
mechanisms. At the same time, the perpetuity of a fixed exchange rate
can never be guaranteed. Speculative attacks on the peg can be
triggered by a sudden loss of confidence or other negative shocks.
These can be costly in terms of reserves spent on defence, while a
disorderly exit from the fixed regime, entailing a large shift in the
exchange rate, can have severe economic repercussions, in particular
for the banking sector. When such a scenario would unfold, it may
turn out that the risks to banking sector stability have actually been
augmented by the fixed peg, especially since a pegged currency can
discourage hedging against currency risk, thus stimulating the build-
up of unbalanced portfolios. 

Whereas flexible arrangements cannot prevent damaging
exchange rate volatility triggered by volatile capital flows, they do
offer the potential benefits of an active monetary and exchange rate
policy that can be used to manage these flows, to spur disinflation,
maintain competitiveness and to support economic growth. And
whereas fiscal prudence and structural flexibility will support the
economic well-being of all accession countries, their importance
increases along with the degree of invariability of the exchange rate.
The Asian experience has shown that a pegged currency combined
with large reversals in capital flows may lead to significant problems,
as it is very painful and costly to adjust a fixed exchange rate regime in
an orderly fashion. Flexible exchange rates are better able to adapt
themselves to changes in capital flows and other economic shocks,
and it seems therefore sensible for accession countries not to rush
themselves in fixing their exchange rates as quickly as possible. Only
countries that are confident that they can maintain strict fiscal
prudence and that their wages and prices are flexible enough to
safeguard competitiveness and to cope with asymmetric shocks,
should consider a fixed rate regime.13



created a high degree of structural flexibility in their economies. On the other
hand exchange rate stability was supported by the fact that their financial markets
are very small, leaving little room for capital flow reversals, and the fact that almost
all of their banks were sold to solid foreign institutions. Despite their successful
track-record, consistent good policies – especially a prudent fiscal policy – remain
vital for the sustainability of these arrangements, given their relatively high current
account deficits.

A new challenge for exchange rate policy will arise after the
candidates have acceded to the European Union. Before a country
can fully participate in EMU and introduce the euro, it will have to
pass the test that was laid down in the Maastricht Treaty. Its public
finances (deficit and debt), its levels of interest rates and inflation and
its exchange rate will have to meet transparent criteria that help
forestall inflationary tendencies within the monetary union and that
can prevent tensions that might arise when the common monetary
policy would fail to meet the needs of all individual participating
member states. The exchange rate policy test that has to be passed, is
successful participation in the ERM-II for at least two years, during
which the exchange rate should remain within a band of +/- 15
percent around a central rate that has to be commonly agreed upon.
In effect, ERM-II can be regarded as a relatively fixed exchange rate
regime, as adjustments of the central parity will in practice be painful
decisions which are not taken easily. On the other hand, the broad
band around the central rate provides for some flexibility.
Membership of ERM-II can thus be a useful tool to avoid excessive
exchange rate fluctuations by anchoring exchange rate expectations,
while at the same time providing the (limited) exchange rate
flexibility needed to safeguard real convergence. It can also be a
useful tool in identifying an equilibrium exchange rate that can be
expected to be sustainable over the long term and that is supported
by market forces. Still, already before entering ERM-II the central
rate in this regime should be well-considered. Nevertheless, it cannot
be excluded that – given the remaining large structural differences –
the chosen rate may have to be adjusted at some point. As such
adjustments are potentially painful processes, countries should be
careful in giving up their exchange rate flexibility too early.
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14 Additionally, a maturity mismatch will increase the bank’s interest rate
exposure or, more specifically, its exposure to changes in the yield curve.
15 An alternative would be to use off balance sheet hedging instruments such as
forward contracts.
16 In these three countries, foreign currency denominated credit amounted to
24%, 38% and 19%, respectively, of total credit granted by the domestic banking
system to the corporate sector in 2000 (Reininger et al., 2001, pp. 13-14).
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1.4  Limiting Currency Mismatches in the Banking System

Banks denominating part of their assets and/or liabilities in a foreign
currency will be subject to risks arising from exchange rate changes.
In principle, two cases can be distinguished. First, when a bank
denominates more liabilities than assets in a foreign currency (or vice
versa) it will be subject to a currency mismatch. When domestic
compared to foreign interest rates are high, banks may for instance
be tempted to use foreign currency denominated liabilities to fund
their local currency denominated activities. Such a currency
mismatch will subject banks to a substantial devaluation or
depreciation risk, as in that case their foreign currency denominated
liabilities will increase in value, eroding the bank’s capital base.14 The
second case concerns banks that denominate the same amount of
assets and liabilities in a foreign currency in order to avoid a currency
mismatch.15 Even then, the bank remains subject to risks linked to
exchange rate fluctuations. On the asset side, currency risk is shifted
to debtors with foreign currency denominated loans, and currency
risk will accordingly be substituted by credit risk. After all, banks’
customers may not be able to pay off such loans, the value of which
will rise sharply in terms of the local currency after a downward
exchange rate correction. Firms may be overly optimistic in assuming
that the current exchange rate will also hold in the future, and thus
demand a relatively high proportion of foreign currency debt. In
Poland, Hungary and the Czech Republic, the importance of
foreign-currency denominated lending to the corporate sector has
indeed risen.16 At the same time, the share of foreign currency
denominated deposits has declined in these countries. As a result, the
corporate sector has increased its net foreign exchange position
against the domestic banking sector and may therefore be more
vulnerable to downward corrections in the exchange rate.

During the run-up to E(M)U accession, it is conceivable that the
importance of euro-deposits will increase. This may increase



depositors’ sensitivity to interest rate differentials between euro-
deposits at home, international euro-deposits and local currency
deposits. As a result, both cross-border and within-border capital
mobility may intensify. With regard to the former, the threshold for
depositors to shift from domestic euro-deposits into foreign euro-
deposits may decline, leading to more volatile cross-border capital
movements reacting to changes in international interest rate
differences. Within borders, depositors may start to shift more
frequently between local currency and euro-deposits depending on
the interest rate differential. Insofar such shifting takes places within
the same bank, risks will be limited. However, depositors will also
take into account the safety of euro-deposits by (their estimate of) the
capital adequacy of the bank and the ability of this bank to tap the
international financial markets and to return deposits in euros. The
ownership structure of a bank may be important in this regard, as
depositors may find foreign-owned banks to be more reliable. Shifts
between local currency deposits and euro-deposits may then boil
down to shifts between local banks and foreign owned banks. This
would imply an increase in liquidity risk for especially the local banks,
stressing the need for the monitoring of banks’ net open currency
positions, both on and off balance sheet. Especially during crisis
periods, depositors could decide to shift their deposits with local
banks (both in local currency and in euro) to foreign owned banks,
thus “doing their capital flight at home”. Insofar that is the case,
international capital mobility may actually decline.

Besides carefully monitoring banks open currency positions, risks
can also be limited by making sure that banks do not try to reduce the
currency risk associated with deposit euroisation by extending euro
credit to customers who will not be able to service their debt
obligations in case of sharp depreciations or devaluations. Finally,
bank regulators can prevent undue transformation of currency by
placing limits on banks’ open foreign exchange positions when
deemed necessary (see also Section 1.7).

1.5  Adequate Preparations for Financial Liberalisation 

Financial liberalisation covers a whole range of deregulatory
measures that loosen the constraints on the financial activities of
banks and other economic actors, varying from lending restrictions
to capital account liberalisation. Although financial liberalisation can
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17 Although it may be unattainable to adequately distinguish between
“productive” and “speculative” capital flows, making an – imperfect – distinction
between short-term and long-term capital flows is in many cases possible. Limiting
short-term capital flows will then inevitably also hinder productive short-term
investments, such as trade credit. The resulting loss in allocative efficiency then
has to be weighed against the increased financial stability that is gained by
imposing the capital flow restrictions.
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generate substantial long-term benefits, the new environment
inevitably presents banks with new risks, which, without the proper
precautions, may pose a threat to banking sector stability. The Asian
experience has shown that getting the sequence right can be
important in this regard. The positive effects of financial
liberalisation will come within reach at a lower cost if banks and
supervisory capacity are strengthened before reforms are
implemented. 

The CEE accession countries have come a long way in liberalising
their financial systems since the beginning of the transition period, to
a large extent stimulated by the institutional requirements of the EU
accession process. Full liberalisation of the capital account is a part of
the acquis communautaire, introduced to ensure a more efficient
allocation of resources. However, even though EU rules allow for the
temporal reintroduction (6 months maximum) of some capital
restrictions under exceptional circumstances, full liberalisation might
not necessarily benefit the accession countries at all times. It could be
beneficiary to initially postpone the liberalisation of the most fluid
capital flows, and thus liberalise longer-term flows before short-term
flows, and direct investment before portfolio investment.17 Thus,
short-term capital controls might fulfil a positive role during the
catching-up process when a country’s credibility has not yet
increased sufficiently to prevent large capital flow reversals due to
speculative investors. Nevertheless, no country has requested any
transitional periods for the liberalisation of short-term capital
movements. Instead, the focus has often been on the postponement
of the politically sensitive liberalisation of real estate purchases. The
chapter on capital movement has now been closed by all accession
countries, except Poland and Romania, and implementation of the
liberalisation of capital movements has come a long way in most
countries. Only Romania, Malta and Cyprus still maintain significant
restrictions. Despite the fact that the adoption of the full acquis
communautaire by new member states is an essential precondition for



the continued success of European integration, a temporary
derogation allowing the accession countries to maintain some
barriers to short-term capital flows, might actually have been
beneficiary.

With liberalisation of capital movements being reality in most of
the accession countries at present, the most important instrument
available to prepare the financial sector for EU accession is now the
framework of prudential regulation and supervision. Banks could be
encouraged to increase their loan-loss provisions and enhance their
know-how in the fields of credit assessment, liquidity management
and the pricing of risks. This last point goes in principle also for
banks’ clients and other (end) users of (intermediated) foreign capital,
who will also need time to adapt their risk management systems.
Additionally, banks’ capital levels should be high enough to be able to
cope with a more liberalised and market-based operating
environment. When the capacity of banks to take on risks of various
sorts is expanded, the capacity of supervisors to monitor these
changes has to increase commensurately. The accession countries
have generally introduced adequate laws and regulations to promote
the soundness of individual banks, but that does not necessarily
guarantee their actual implementation. It is also important that
supervisors and the judiciary have adequate resources to perform
their tasks (cf. Section 1.7). The development of the institutional
capacity that is necessary to ensure the well-functioning of the
prudential framework requires substantial financial resources and,
inevitably, time.

1.6  Reducing Government Involvement and Connected Lending

Excessive government involvement in banks’ credit decisions as well
as connected lending to bank insiders, such as management or
shareholders, may harm bank profitability and in the end, bank
stability. After all, such lending is unlikely to be based on a
commercial evaluation of risk and return, but rather on political
objectives. Not surprisingly, recent research shows that related loans
have higher default rates and lower recovery rates (La Porta, López-
de-Silanes and Zamarripa, 2002). Government ownership in the
accession countries has decreased remarkably during recent years,
even compared with several EU member states (Table 4).
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18 See for instance Claessens et al. (2001) for a comprehensive study into the
effects of foreign bank entry on local banking markets.
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During communist times, governments were in complete charge
of banks’ credit granting process. A first step in reducing this
involvement was the privatisation of state banks. However,
stakeholders in these newly privatised banks were often former
members of the communist nomenclature. Insofar that was the case,
the privatisation process was partly a substitution between
government involvement and connected lending. Hersch et al. (1997)
show for instance that former nomenclature members in Hungary
had a higher chance of receiving bank credit than other firm
managers. An important second step in reducing unsound lending
practices, which in some countries partly coincided with the first one,
was the selling of majority stakes in the largest banks to foreign
strategic investors. With this, the problem of connected lending has
most likely become less pressing as well.

The establishment of foreign bank branches and subsidiaries,
whether through green field investments or by taking over local
banks, has generally led to a higher efficiency of the domestic
banking system.18 Foreign bank penetration will for example lead to

Table 4  Asset-Share of State-Owned Banks 1996-2001
(in percentages)

Country 2000 1996

Bulgaria 20 82
Czech Republic* 28 17
Estonia 0 7
Hungary 9 16
Latvia 3 7
Lithuania 39 54
Poland 24 70
Romania 50 81
Slovak Republic 49 54
Slovenia 42 41

Note:
* Excludes Ceska Sporitelna and Komercni Banka. 
Source: EBRD, Transition Report, 2001.



19 Also, foreign banks may be inclined to reduce their credit supply during
adverse economic times, leading to increased credit volatility in the host country.
Results for Latin America show that even though cross-border foreign bank credit
may indeed be withdrawn during an economic downturn, foreign bank
subsidiaries’ credit is much more stable and even increased during such a period
(Peek and Rosengren, 2000). Comparable research for CEE suggest that this
conclusion holds for this region as well (De Haas and Lelyveld, 2002).
20 See Quintyn and Taylor (2002) who distinguish four dimensions of regulatory
and supervisory independence. Firstly, regulators should have sufficient autonomy
in setting rules and regulations, within the confines of the law (regulatory
independence). Secondly, supervisors should be able to inspect, monitor, sanction
and enforce sanctions without interference by the government or the supervised
institutions (supervisory independence). Thirdly, the supervisory agency should be
separate from the executive and legislative branches of government (institutional
independence). Fourthly, the supervisory agency should be able to decide
independently over the size and use of its budget (budgetary independence).

improved bank management, the introduction of new financial
services and the “import” of better regulation. However, for
transition economies that open up their banking markets to foreign
competition, the challenge lies in achieving such higher long-run
efficiency without creating financial instability in the short run. Such
instability may for instance be the result of very fragile local banks –
burdened by large amounts of bad debt – that default when
confronted with foreign competition.19 In such cases, foreign bank
liberalisation can best be preceded or combined with the cleaning
and reforming of the local banking system and, importantly, the
strengthening of the local supervisory authorities (cf. Section 1.5).

Strong and independent supervisory authorities are extremely
important from the viewpoint of reducing connected lending and
government involvement. Some authors even argue that regulatory
and supervisory independence is important for financial stability just
as central bank independence is important for monetary stability.20

Only when regulators are independent – but at the same time
sufficiently accountable – may they withstand political interference in
the supervisory process. Supervisors may for instance consider to
place tough limits on lending to insiders, as such lending is likely to
lead to conflicts of interest. Strict enforcement of these connected
exposure limits will be at least as important as the exact size of the
limits.
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21 See also the contributions by La Porta, Lopez-De-Silanes, Shleifer and Vishny
(1997, 1998 and 2000).
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1.7  Strengthening the Legal, Supervisory and Accounting
Framework

Adequate institutions, such as a legal framework that specifies the
“rules of the game” for a market economy, are crucial for the
development of a deep, stable and efficient banking sector. Legal
rules provide for instance for creditor protection in case debtors
default and collateral has to be liquidated. Without such protection
banks may not be incited to expand their credit supply, as they
hesitate to lend funds to any enterprise that is even slightly risky, and
may instead seek recourse in investing in government bonds or other
risk-free assets.21 Likewise, banks will tend to ration credit if they
have to operate in an environment with intransparent and unclear
accounting rules as they cannot adequately judge the risks involved in
lending. An incomplete implementation of internationally acceptable
accounting standards and the subsequent low quality of consolidated
accounts makes it difficult for supervisors as well to assess inter-
affiliate lending and relationships between banks.

The challenges accession countries face over the coming years in
improving their legal, supervisory and accounting frameworks are
basically twofold. Firstly, the lack of sound creditor protection has
been an important impediment for banks in transition economies to
start lending to small, new and innovative enterprises, even when
risk-return characteristics were satisfactory in themselves. A sound
legal framework that effectively protects creditors when making
loans to the private sector, would thus ensure that banks do not
overprice the risks of private investments. It will then be conducive to
the development of a local banking system that is able to efficiently
allocate domestic resources to long-term productive investments.
Additionally, an adequate supervisory framework ideally fulfils a
complementary role in making sure that banks do neither start to
invest funds in overly risky projects. Effective supervision thus
warrants that banks do not underprice risks, for instance due to
perverse incentives that lead to moral hazard. By providing banks
with the right incentives, financial laws and supervision thus enable
the banking system to deepen and to allocate the available resources
more efficiently. The second, though related, challenge for the



accession countries relates to the role of laws and supervision with
respect to exogenous shocks, such as sudden reversals in capital flows.
Effective legal and supervisory institutions contribute to a solid
banking system that is able to efficiently intermediate the increasing
flow of (short-term) foreign funding which will likely be the result of
the full liberalisation of the capital account. These challenges may be
more or less urgent for different countries, depending on both the
expected amount of capital inflow during the coming years and the
progress that has already been made in strengthening the legal and
supervisory systems.

Since the beginning of transition, many EU accession candidates
have shown a substantial improvement in their commercial laws,
consisting of pledge, bankruptcy and company laws. As a result, the
legal protection of creditors has advanced considerably in most of the
countries. Although financial laws have been improved, the
enforcement or effectiveness of such laws still leaves to be desired and
has in some cases even worsened lately (EBRD, 2001). Table 5
illustrates that in recent years, in some countries both the
effectiveness and the extensiveness of commercial law has slightly
decreased again. For example, banks that want to liquidate collateral
in some countries still have to wait a considerable amount of time
before they are actually able to do so. Such inefficiencies are partly
caused by ineffective courts and slow legislative systems and
processes, as day-to-day legal practice has not been able to adapt
itself to the rapidly changing legal environment.

Empirical results suggest that such poor law enforcement indeed
hinders the development of the banking sector in transition
economies (Pistor, Raiser and Gelfer, 2000). Simply “copying”
western laws and aligning supervision with EU standards is thus not
enough. This goes as well for improvements in the quality of bank
regulation. Reiniger, Schardax and Summer (2001) find that formal
supervisory power to prevent and correct problems in the banking
sector are relatively high in Hungary, Poland and the Czech Republic
when compared with the EU average. However, supervisory
resources turn out be used rather inefficiently, as on-site
examinations are rather infrequent and forbearance discretion is
relatively high. Additionally, Neyapti and Dincer (2001) find a
positive (negative) relationship between good bank regulation and
supervision and growth (inflation), but also conclude that this
relationship is stronger when countries have changed or improved
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their supervisory framework more than once since the beginning of
transition. Apparently, legal institutions become more effective when
they are adapted to the particular economic situation. Therefore, not
only a better enforcement of legal and supervisory frameworks is of
great importance for accession countries, but also further
improvements to better embed these frameworks into their specific
economic and institutional background. This is all the more
important since some of the current weaknesses in financial market
regulation in CEE, such as a lack of resources to monitor
compliance, have been identified as having contributed to the Asian
financial crises before (Ramasastry and Slavova, 1999).

1.8  Well-Balanced Incentive Management

A final point of interest in the quest for banking sector stability
entails the need to instil the proper incentives in bank owners,
managers and depositors. Such “incentive management” confronts
policymakers with conflicting objectives. On the one hand, excessive
risk taking by banks can be discouraged when owners, depositors and

Table 5  Changes in Legal Transition Indicators 1997-2001: Commercial
Law

2001 1997

Country Extensive- Effective- Total Extensive- Effective- Total
ness ness ness ness

Bulgaria 44 4– 4– 34 34 3
Czech Republic 34 34 34 44 44 4
Estonia 3+ 44 4– 44 4
4
Hungary 4– 4– 4– 44 44 4
Latvia 4– 44 4– 3+ 34 3
Lithuania 4– 4– 4– 44 34 3
Poland 4– 34 3+ 44 4+ 4
Romania 44 44 44 34 34 3
Slovak Republic 3+ 3+ 3+ 34 34 3
Slovenia 4– 4– 44 34 44 3

Note: Scores range between 1 and 4+ (maximum) and are based on EBRD survey
results which reflect how lawyers and region experts perceive the state of legal
reform.
Source: EBRD, Transition Report 1997 and Transition Report 2001. 



others involved in a bank’s business stand to lose from its bankruptcy.
On the other hand, there are strong arguments to not always let
unsound banks fail, nor to let depositors pay the price for their choice
of bank. The fact that banks are important to the economy as a whole
and that their failure may have severe repercussions for specific parts
of the economy, argues for the more or less explicit existence of a
lender of last resort. Likewise, the prevention of bank-runs, the
difficulty depositors may face in distinguishing the best banks and the
need to protect the public from bank failures, are all valid reasons for
establishing a deposit insurance scheme. Nevertheless, the existence
of a public safety net also creates moral hazard, as it incites actors to
behave less responsible than they would have done otherwise.

Taking the above considerations into account, the members of the
European Union have agreed to certain rules for deposit insurance in
order to establish minimum prudential standards within the single
market. They include a minimum level of protection of 20.000 euro
per deposit and the principle that all branch depositors should be
protected by the state where the head office is located (home country
principle). As these agreements are part of the EU acquis
communautaire, the candidate countries that have not yet done so, will
have to harmonise their practices to meet EU standards before
accession. However, this regulation might not be optimal for the
accession countries. Demirgüç-Kunt and Detragiache (2000), and
also Hermes and Lensink (1997), argue that whereas the moral
hazard problem caused by explicit deposit insurance tends to be
detrimental to bank stability in general, this is even more so in
countries where the institutional environment is still relatively weak.
They also conclude that the adverse impact of deposit insurance on
bank stability tends to be stronger when the coverage offered to
depositors is more extensive. The fact that accession countries lag
behind the EU in terms of the development of the institutional
environment and income levels, means that compliance with the EU
regulation may actually raise moral hazard problems. A case in point
is the minimum protection level of 20.000 euro in the current EU
deposit insurance scheme, which is relatively high for the accession
countries given their much lower income levels as well as average size
of deposits. This stresses once more the importance of effective
prudential regulation and banking supervision, in order to minimise
moral hazard behaviour resulting from a relatively extensive deposit
insurance system.
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22 See also Enria and Vesala (2001).
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After the candidates have acceded to the EU, the lender of last
resort function will remain a national responsibility. Just like the
other member states these countries will (continue to) apply a
strategy of ‘constructive ambiguity’ to minimise moral hazard
problems. A related issue is the fact that many banks in the accession
countries have been acquired by financial institutions from current
EU member states. This may have complicated the execution of the
lender of last resort function as well as the practice of deposit
insurance (but possibly made it less necessary as well). Both the home
country principle for deposit insurance and similar EU regulations
that stipulate that full responsibility for prudential supervision
belongs to the ‘home country’, mean that important responsibilities
for the financial stability of the accession countries will have to be
borne by the authorities of other member states. Subsequently, to
safeguard financial stability, it is of the utmost importance that the
incentives of the home and host country supervisory authorities are
fully aligned, and that both parties keep each other sufficiently
informed. In order to achieve this, deepened bilateral and
multilateral cross-border cooperation between the relevant
authorities in different countries, as has been recommended by the
Economic and Financial Committee (2000 and 2001) is essential.22

Such cross-border cooperation becomes even more important as the
number of EU banks of whom the headquarters are located in other
member states increases during the accession process. Within the
EU, Memoranda of Understanding form the main basis of bilateral
cooperation. Whereas in the run-up to accession similar agreements
are also becoming more commonplace in the relations between the
financial authorities of accession countries and individual EU
member states, more progress in this field is needed to instil the
necessary incentives in all financial authorities involved in cross-
border issues.

2  Conclusions and Policy Implications

The structural changes and adjustments that the EU accession
candidates have made during recent years, party speeded up by the



accession requirements, have in many cases been impressive.
Notwithstanding this progress, the financial and regulatory
infrastructure in many accession countries still considerably lags
behind the prevailing levels within the present Union. The much
needed further development and deepening of the CEE banking
systems may therefore also pose some risks to the stability of these
systems as well as to the wider economy. These risks include for
instance an unfavourable operating environment for the banking
sector due to considerable macroeconomic volatility. Such volatility
can result from consistently large current account deficits coupled
with increasing short-term financing, such as portfolio investments
and short-term bank debt. In addition, (unexpected) exchange rate
changes may lead to substantial currency and credit risks in the
banking system. Related lending and government involvement,
especially when combined with a deficient regulatory and supervisory
environment, will make banks more vulnerable as well.

Countries on the road to E(M)U-accession can take some
important policy measures to limit the probability of the
materialisation of the above-mentioned risks. In general, sound
macroeconomic policies tailored to country-specific circumstances,
combined with a further strengthening of the supervisory and
institutional environment are key. More specifically, current account
deficits should be kept in limits within which sound, long-term
financing can be ensured to limit the vulnerability of the financial
sector to international contagion and sudden sizeable outflows of
foreign capital. In addition, the choice of the exchange rate regime
should explicitly take into account the risks for financial stability,
both in the run-up to EU and to EMU accession. The advantages of
preserving some exchange rate flexibility during the coming years
should not be underestimated, especially as many countries have
already completed the liberalisation of (short-term) capital flows. As
regards the institutional environment, the independence of the
central bank is crucial, as is the independence of the supervisory
authorities. Adequate cooperation of the central bank and banking
supervisors, and possibly combining both within one organisation, is
imperative as well, as in many accession countries financial
knowledge is still relatively scarce and should thus be used as
efficiently as possible. Consistent national and cross-border efforts
are needed to continuously improve supervision and to keep up with
the rapid developments in the financial sector. This should help
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safeguard the general soundness of banks by stimulating the
development of good risk management practices, for example in the
field of currency risk. Finally the legal environment needs further
strengthening, and enforcement should be tightened up.

The strengthening of the legal system and supervisory authorities
will prove all the more important and pressing as there is in some
areas an unequivocal tension between the requirements for EU
accession and the lagging behind of the financial infrastructure. More
precisely, the pursuit of banking stability in the short and medium
term might be rendered more difficult by a premature and rash
adoption of all EU requirements when striving for (too) speedy
E(M)U-accession. An example is the fact that the adoption of the
acquis communautaire implies that the accession countries have to
liberalise their capital accounts in a dynamic economic environment
where macroeconomic volatility and capital flow reversals cannot be
excluded. Other examples include the adoption of relatively extensive
deposit insurance schemes, which may encourage moral hazard, and
the early (though voluntary) giving up of exchange rate flexibility. In
the coming years all accession countries will face important decisions
relating to their upcoming accession to the EU and EMU, ranging
from the decision on when to fully liberalise the capital account, to
the decision on when to adopt the euro. It is important that the
possible implications of these decisions for banking sector stability
are always considered carefully. 
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