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ABSTRACT

The huge presence of foreign banks in CEECs leadstrong dependence to banking
foreign claims. They may be cross-border claimslaims of foreign subsidiaries located in
the host country. Are foreign banks a factor thets foreign claims in the host country?
Does their presence stabilize banking foreign flamsin fine the domestic credit supply?
Using aPushé&Pullframework, we adopt a macroeconomic point of vimwusing balance of
payments data concerning banking foreign finan@ngall sectors in CEECs. Tests with
panel data show that the presence of foreign bankssubstitute for banking foreign loans
and is not a factor of their stability. Neverthaleg has a stabilizing role on the domestic

credit.

Classification JELF23, F32, F36, G01, G21




INTRODUCTION

Over the past decade, the banking system in Ceatr@dlEast European Countries
(CEECs) has been dominated by foreign banks. Sthee end of the 1990s,
governments have set up privatisation programmes ioontext marked by the
presence of very few domestic banks, where fewl loe@stors could afford to buy,
leaving the door wide open to foreign investorsddy on average, foreign banks
own three-quarters of CEEC bank assets (as oppos&8% for the Euro zone and
23.8% for the European Union). This share (Tabladpendices) even exceeds 80%
in Bulgaria, Lithuania and Romania and is over 96%he Czech Republic, Estonia
and Slovakia. Slovenia is the exception, wheresti@re was just 28.5% in 2007, as
the authorities have given preference to the aratf two powerful public-owned
banks. In CEECs, this marked presence of foreigtkdatands alongside a significant
dependence on external financing. In 2009, thed &oteount of foreign banking loans
(or foreign claims to use BIS terminology) reprasdnat least 70% of CEEC GDP,
thereby engendering the risk of a sudden withdrafahpital (Table 2, Appendices).
This involves either external and cross-borderranag (cross-border claims) from
the parent bank to the borrowing country, or loarele by local subsidiaries (local
claims) via, possibly, financial support from therent bank.

Further to the demise of Lehman Brothers, emergiogntries suffered from significant
outflows of funds between Autumn 2008 and Sprin@2®AIl geographic areas were affected
by these “sudden stop” phenomena, but the focusweas much on emerging countries in
Europe (Berthaud & Colliac [2010]). On average, floeis of foreign bank financing fell by
13% over the area between June 2008 and Decemb@r®I[5 data), with very sharp falls in
the Baltic States (around -30%), also in Slovakid, @0 a lesser extent in the Czech Republic
(-15%) and Slovenia (-13%). The crisis that sho@jaminternational banks between 2007
and 2009 has raised the question of the potergi&hdilising role of parent banks for the host
country in a situation of financial stress. Is theesence of foreign banks in CEECs an
attractive factor for outside financing? Is it atfar of stability or instability for this financiryg
What are the consequences on the stability of dineedtic credit? In the first section, we have
expounded empirical considerations as to the decfsictors behind foreign bankrolling and
their stabilising or destabilising effect on thesha@ountry; we have then analysed more
precisely and from an econometric viewpoint théiita of foreign bank financing in CEECs

and the decisive factors therein, and that of dtimesedit. To this end and contrary to



traditional literature concerning the role of fayeibanks in emerging countries, we have
adopted a macroeconomic viewpoint using balanceagments data on loans from foreign

banks.
BACKGROUND

The study of the impact of the presence of fordigimks on the amount and the
stability of foreign bank financing and domestiedit lies at a crossroads between

two trends in current literature.

Foreign banks and the stability of financing

Empirical literature as to the role of foreign bank emerging countries and more
particularly in CEECs has, as a general rule, ab@ microeconomic stance to
underline the differences in behaviour between bamkh foreign ownership and

local banks. Studies have shown primarily that ifprelocated banks are more
efficient than national banks, and that compareith wational banks their business is
less influenced by the economic conditions of thetlcountry (Haselman [2006]).
Moreover, by adopting long-term strategies in th&reign operations, via the

subsidiaries, they stabilise bank credit for ecomsnin times of crisis (Haselman
[2006]; de Haas & Van Lelyveld [2006], [2010]; Arer& al. [2007]). Haselman

(2006) compares the determinants of credit suppljoreign banks and domestic
banks in 12 transition economies. He shows thatatttevity of foreign banks is

influenced by economic conditions in the host coynbut more weakly than in the
case of domestic banks. He concludes that, bectnese rely less on domestic
conditions than local banks, foreign banks wouldma@n their supply of credit in

times of crisis (when the local banks would reditye and help to stabilize the

domestic credit market. De Haas and Van LelyveldD§ 2010) lead to the same
conclusion by introducing a dummy of a banking isrig credit supply equation.

While this variable is not significant in the regg®ns for foreign banks, it is
significant and negative for local banks. They dode that during periods of crisis,
domestic banks contracted their credit supply, Wwhias not the case of foreign
banks, who thus had a stabilizing effect.This $igbg effect might be explained by
the existence of an internal capital market withKkdag groups, which enables parent

banks to maintain their subsidiaries’ credit supfolg Haas & Van Lelyveld [2006],



[2010]; Dinger [2009]). The parent banks operata &sst-resort lender in the event of
recession in the host country or of internal protdewvith the subsidiary.

Nevertheless, the empirical literature is not catgdly convincing. If Haselman
[2006] finds that the foreign banks react lessh® €conomic situation of the host
country than the domestic banks, de Haas and Vavéld [2006, 2010] found the
opposite result. The index of crisis used by themtheir demonstration is also
problematic. Indeed, this index takes the valueexistence of a systemic banking
crisis) at periods when the share of the foreignkbavas relatively weak (12% on
average on the whole of their sample). Apart framagtization transactions, it is often
following the crisis of the domestic banking sysserm the 90s, that the share of
foreign banks has increased during period of resitring. It is thus logical that the
index of crisis is significant for domestic banks bot for foreign banKs In addition,
we can also suppose that foreign banks resistritis better, not because they use the
financial support of their parent bank, but simpbcause they are better managed or
less fragile (less non performing loans in assetfg@@s). This assumption is
confirmed by the result of Haas and Van Lelyvel@d&, 2010] according to which
only the greenfield foreign banks (completely cegatompared to the take-over ones,
acquired) follow their strategies of credit supgyen if a shock affects the host
country: contrary to the take-over banks, theyraitlinherit non performing loans.
Then, the studies conclude the stabilizing rolethaf foreign banks in the CEECs
because it is implicitly supposed that emergingntoes or countries in transition, and
their banking systems, are more unstable and &ag#n the parent banks and the
home countries. However, in all the estimationshef above-mentioned studies, the
supply of domestic credit in the CEECs dependsifsigntly on the financial health
of the parent banks (indicator of profitability, r@tio of provisions): so, foreign banks
may have a destabilizing role on the domestic tiead the host country.

So, the stabilising character of the presencer@ido banks on domestic credit supply
via the parent/subsidiary link remains open to jaes There are risks inherent with
the parent bank/ subsidiary relationship (McGuird &achev [2008]), for instance a

parent bank in trouble may restrict its financiapgort to subsidiaries. It may also

! Moreover, the non significativity of a crisis dummy variable in the equation of foreign banks
supply of credit, does not suggest that foreign banks have not contracted their credit supply
during crisis and therefore have a stabilizing role.



arbitrate between subsidiaries and modulate iemfiral support according to the state
of the host country and to expected yields (sulisiih effect), and not merely

produce a support effect for the most fragile af subsidiaries (de Haas & Van
Lelyveld [2006] and [2010]). So belonging to a krgetwork of subsidiaries may
have a destabilising effect for a subsidiary arrdle host economy.

Finally, there is no empirical evidence in thesad&s of the existence of financial
support from the parent to the subsidiary, whiclghmiexplain the stability of the

global supply of bank credit to the economy in @@ crisis, as this data is not
available. It is simply supposed. To our knowledgfeis support has not been
measured through foreign bank loans received byvangcountry. To see if the

presence of foreign banks in a country leads tatgrestability of this financing and

the domestic credit supply, we need first and farsihto ascertain whether or not it is
a factor of capital inflows. This latter query Isads to consider another field of

literature.

Determinants of capital inflows: the push/pull farst

Since the pioneering articles from Calvo & al. [Bp@nd Fernandez-Arias [1996], the
decisive factors for inflows of capifaio emerging economies have been listed under
two categories. The push factors are factors ocaitdid emerging country, i.e. rather
unfavourable conditions for investment in indudisied countries, which push flows
in an emerging country, whereas pull factors, asidie and specific to the emerging
country, i.e. positive fundamentals which pull ¢apinto a country; Following on
from Calvo &al. [1993], who studied the role of traditional puslstbrs (interest rates
and economic growth in developed countries) dutiregdebt crisis of 1982, empirical
studies have evaluated the respective role of eatdgory of factor and delivered
different results according to the emerging regilonparticular, Jeanneau & Micu
[2002], in aPush&Pullframework, have shown the significant role of galttors in

%In general in these studies, the data used igaiorinflows (Fernandez-Arias, [1996] ; Chuhan &
al., [1998]).
® See Brana, Lahet [2010a] for a survey.



Asia, and of push factors in Latin Amerfaaver the period between 1985 and 2000 as
determinants for international bank claims

After the Asian crisis of 1997, literature focused the study of contagion:
transmission channels for shocks and swings iniment from foreign investors
(Forbes & Rigobon [2002]; Masson [1999]). Thus, ngside the traditional
Push&Pull variables, variables related to aversion to riskch as the high yield
spread or the US swap spread) appeared signiftoaekplain the capital flows to
emerging countries (Jeanneau & Micu [2002]).

In the end, few articles have tested banking véhs determinants for movements
in capital flows, particularly foreign bank loaMdcGuire & Tarashev [2008], over the
period between 1990 and 2007 and relating to détemts for international bank
claims, introduced the criterion of quality of barfkom lending countriésalongside
traditional macroeconomic factors, plus an indic&o the openness of host countries
towards foreign banks without using any particalaalysis frame or any variables for
the soundness of host country banks. Hermann & Ipk$010], focusing on cross-
border claimébetween 1993 and 2008 in the frame of a gravitgehchave shown
that in addition to distance, to traditional vatesbrelating to global and specific
factors and to risk aversion indicators, the soesdrof banks in the lending country is
a factor that explains the granting of loans toeanmerging country, whereas the
soundness of local banks is a pull fattokccording to the authors, the attractive
nature of the soundness of local banks in CEECsaraply stems from the
implantation of foreign banks, even though no dpeeariable was used to measure
this ided.

* The authors show the positive impact of the gropghted by the lending country, or the country’s
excessive liquidity, thereby marking a differencghwraditional literature, particularly Calvo &.al
[1993].

> Based on the BIS data bag@gnsolidated Banking Statistickoans between parent bank and
subsidiaries are compensated.

® Evaluated by the banking sector's stock marketndee expected frequency of default in the
banking system and the volatility of assets. Ferldtter two variables, indicators from Moddy’s.

" Based on the BIS data badsycational Banking StatisticsLoans between parent banks and
subsidiaries are included but the authors say mgthbout them. It corresponds in fact to received
cross-border claims included in the “Other invesitheategory of the balance of payments.

® The soundness of banks is measured by the gapeéetthe banking sector’s stock market index and the
reference stock market index, which furthermoregsn to criticism from the authors. A rising indexplicitly
reflects inflows of foreign capital.

° Simply a correlation of 0.7 between the soundiredisator used for the banking system and the sbilecal
banks with foreign ownership.



Consequently, to study the role of foreign bankghahost country plus the attraction
and stabilisation of foreign bank financing, it Mdube wise, in aPush&Pull
framework, to include the soundness of lending tgyusanks and that of host country
banks, together with a variable that accuratelysuess the presence of foreign banks
in the local banking system aspall factor, something that has not really been
achieved to date in published literature. We halegpted a macroeconomic stance and
used balance of payments data to address the ewolot foreign bank financing
granted to CEECs and the determinants thereof. ,Tiikes Haas et al. [2006] and
Haselman [2006], for whom the stable behaviouraséijn banks emerges through
the refusal to tighten their credit supply (in tee crisis in the host country), we will
study the variation in foreign bank loans and ts&ndard deviation using the method
developed by Garcia Herrero & al. [2087]to appraise the volatility / stability of
foreign bank financing received by CEECs.

FINANCIAL FLOWS AND FINANCIAL INSTABILITY: THE IMPA CT OF FOREIGN
SUBSIDIARIES

In CEECs as at December 2009, financing from fordignks (or foreign claims to
use BIS terminology), was taking the form of crbssder claims (60%) and local
claims (40%) granted by foreign banks located & flost country. However, only
40% of these foreign claims are in local curredogd| in local), as opposed to 60%
in foreign currency (international claims).

A Principal Component Analysis (PCA) casts light the link between the amount
and the type of foreign claim (local or cross-borde foreign or local currency), their
volatility and the presence of foreign banks seinuBEECs (Graph 1). First of all, the
presence of foreign banki®feign bankvariable) is correlated to the granting of local
claims by the subsidiaries (to the detriment apbss-border claims It is also
correlated to the granting of claims in local caog a factor translating to a high
proportion of domestic credit itself granted in dbcurrency (left of the graph).
Inversely, countries with more cross-border claiw#hout the presence of foreign
banks) have more foreign claims denominated inidgarecurrency International

claimg, a fact which ultimately helps to explain the lldazation” of claims held by

19 Calculation of the average standard deviation tlyse the stability of claims granted by Italian,
Spanish and American banks in a hundred countries.



resident non-financial agents (right of the gragtgditionally, these countries have a
high credit ratio on deposits, translating to ading gap that can become a serious
issue in the event of sudden withdrawals of cafibals.

The presence of foreign banks in CEECs is assacwitd the financial development
of these countries (measured by the share of bgrskistem assets in GDP) and with a
certain degree of banking efficiency. Indeed, tielficiency”’, measured by the ratio
‘number of employees/banking asset’ is inverselyredated to the share of foreign
banks and the importance of multinational (parbat)ks (vertical axis).

However, the presence of foreign banks does nah deebe a pull factor. It would
even appear that local banking market developmianthe located subsidiaries might
be a substitute for foreign bank financing and igedyg cross-border claims. Neither
the share of external financing over GDHR yariable) nor the share of foreign bank
loans over GDPHoreign claimsvariable orFC) is correlated to the percentage of

foreign banks located in the country.



Graph 1. Principal Component Analysis (PCA) (averag00-2008)
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with: - Foreign Claimg(FC) : foreign bank claims ( % GDP).

- FX: total external financing (Direct investment, fiolib investment, and other investment, balance of
payments statistics), % GDP.

- Cross BorderLocal claims Local in Local International claims% total foreign claims.

- Domestic credit in local currency, Domestic cradiforeign currency% of total domestic credit.

- Foreign banks: Share of foreign banks (% of assethe banking system).

- Concentration of(external) creditors concentration of banking systein the host country):
Herfindahl index.

- % Multinational banks asset of the 20 biggest host country banks tteabaned by the 20 largest
multinational parent banks (European banks).

- FC volatility: average standard deviation of foreign bank Iq&adance-of-Payment data)

- FX volatility: average standard deviation of total externalrfoiag.

- Loan volatility. average standard deviation of domestic credit.

- Financial developmenftinancial development indicator measured by tatalet of the banking system
/IGDP, %.

- Efficiency number of employees in the banking system/banagsgpt.

- Funding gap domestic credit/banking deposit.

Authors calculation with data froeCB, Bankscope, BIS and Datastream.

According to the hypothesis put forward by de H&akelyveld [2010] and Dinger
[2009], CEECs appear to have an internal bankiogmicapital market that involves
flows between parent banks and subsidiaries. Waldhberefore note a positive link
between the presence of foreign banks (or the pexge of parent banks operating in
CEECSs) and foreign bank flows. Yet the PCA doesseaim to indicate the existence
of such a link.

Lastly, we note that the presence of foreign baisk®io guarantee as to greater
stability for external financing. There seems todénk between the instability of



capital inflows (measured by the average standawihtion) as sole foreign banking
loans Ec volatility variable) and the percentage of banking assetdianhands of
foreign players. However, this instability of extal financing does not lead to
volatility with regards domestic crediLdgan Volatility variable), with the two
variables being at opposite ends of the PCA hotaasxis. This might corroborate
the hypothesis of a stabilising role from interdbanlaims and parent bank/

subsidiaries relations.

Our econometric analysis is carried out in two stdp the first step, tests make it
possible to specify the determinants of foreignksaimancing and the stability of it.

A second step allows us to conclude on the rofergign banks on the stability of the
credit supply of the CEECs’ banking system.

As a starting point, the supply of foreign bankneas traditionally associated with
push and with pull factors (Haselmann [2006]. The estimated equafmmthe

determinants governing foreign bank loans take$ath@wving form:
K=c+Xa+YB+u (1)

where K represents the net flows of foreign bardnfo (balance of payments data), X is a
vector ofpull (or domestic) factors and Y a vectorpofsh(or external) factors.

We chose to use balance of payments statistitsaidsof BIS banking statistics on
loans from foreign banks for several reasons. Kesmonds to the “other investment-banks”
category of the financial account of the balanceafments, on a net flow basis, and covers
all creditors’ countries. Conversely, BIS statistimeasure the gross international claims of
only BIS reporting banks (27 major banking centgrs)a-vis individual countries. Moreover,
these data include the exposures of their affdiated are collected on a consolidated basis, so
inter-office positions are netted out. When it cendewn to it, balance of payments statistics
allow for better matching the foreign banks behawin longer time series.

Pull factors are represented by the fundamentals ofhtte country. They are
approximated by the sovereign rating that we budohg the numerical values of the
Standard & Poor’s and Moody’sindices and working out the average. The advantage
of this variable is that it is a good syntheticigador of a country’s fundamentals and
that it is closely monitored by international integs in their investment strategies
(Ratingvariable). We have also taken on board the GDRtljroate in each country

1| ong-term ratings in foreign currency.



(host country growth We have also sought to ascertain whether mattutional
variables have had an impact on inflows of bank$oa o do so, we have used the
transition indicators of the EBRD, which gauge fitegress of transition towards a
market econom{?. We have calculated a mean indicator for the wredenomy
(Variable Scorg, and have used the indicator pertaining more iBpaity to the
banking sectorBank Scorg Lastly, we have introduced a dummy variablengshe
value 1 as from a country’s date of joining thedp@an Union, and O before that date
(EU Integration).

Inflows of capital may also be explained fyshfactors. These include the economic
and financial situation of the home countries. Asr®0% of the foreign bank capital
invested in East European countries comes from geyrave have introduced a
variable representing Euro zone growlulo zone growth We have also introduced
a variable representing the yield differential betw the two zones (East European
countriesi and the Euro zone), based on the 3-month ratésealsury bondsSpread
variable).Pushfactors also include variables relating to finahatress and appetite
for risk. These variables, determined on intermaiomarkets, may explain pure
contagion effects and explain inflows and outfloefscapital. We have therefore
introduced (Dailami & al. [2008]; Coudert & al. [28]), general monetary conditions
(M3 growth rate in the Euro zone, the M3 excessidilly/GDP ratio for all OECD
countries), default risk indicators (Ted SpreadgtHivield Spread, for the United
States and Europe) and volatility risk indicatonx §.

In order to test the impact of the presence ofifprédanks operating locally, we have
added a foreign banks variable to pull factors,nteasure the share of the host
country’s banking assets that are held by foreignkb. We have also introduced the
state of health of banks in the lending counpyshfactor) and that of banks in the
borrowing country gull factor). To this end, we have used Bankscope fhatéhe
banking systems in the 9 home countries from whbee major banking groups
operating in CEECs origindte The variables we have used measure the degtke of
bank’s capitalisation (equity to total asset), degree of asset liquidity (liquid assets

to total asset), profitability (profits to totalset) and the quality of credit portfolio

2 See Papaioannou [2009] for an analysis of the dtnmd the institutional environment on
international movements of bank financing.

13 Italy, Germany, Austria, France, Sweden, GreeadgiBm, Denmark and the Netherlands. See
Brana & Lahet [2010b] for an analysis of the preseof major European bank groups in CEECs.



(ratio of provisions for bad loans to total loarfde Haas & Van Lelyveld [2006],
Haselman [2006], Derviz & al. [2007]).

Estimations have been made with stationary vargablehe Wald test revealed
heteroscedasticity of residuals which was correateithe fixed effects model by the
White estimator. To take account of the heterosstezity and cross-section of
residuals (there is no serial correlation), we halso estimated a FGLS model
(method developed by Parks & Kmenta) and a PCSES(@iodels with panel-
corrected standard errors, Beck & Katz method)intztons are very close, perhaps a
sign of the robustness of results.

Our empirical results (Table 3) show firstly thepiontance of the parent bank’s
financial situation, thereby confirming the resuisen by de Haas & Van Lelyveld
[2006 & 2010]. Flawed solvency reduces the amoudnbamk loans made abroad.
Multinational banks do therefore tend to transfearcial shocks suffered at home.
By contrast, the financial situation of the hosuminy’s banking system does not

appear to be significant.



Table 3. Determinants of the net inflows of forelgemk loans (balance of payments

data) (1996-2008)*

Fixed effects model FGLS model PCSE model
Coef. t-student Pr. Coef. t-student Pr. Coef. t-gitide Pr.
Euro zone growth  328.97 1.20 0.234  130.6 0.50 .62323.48 0.72 0.471
Host country 49.46 2.13 0.035 26.47 1.71 0.048 46 1.84 0.066
growth
Provisions for | -1697.2 -3.21 0.002| -1203.6 -3.40 0.001-1809.1 -3.19 0.001
parent bank bad
loans (% total
loans)
Parent bank | -2469.42 -1.69 0.093 -1259.1 -1.66 0.096-2553.7 -2.00 0.045
profits (% assets)
% foreign banks | -19.93 -2.06 0.041 -13.48 -2.24 0.045 -20.43 -2.74 0.006
in host country
EU integration 1534.64 2.55 0.01p  1626.7 3.4( D.001427.16 211 0.035
Constant 7229.63 2.82 0.006  5048.5 3.44 0.003702.69 3.38 0.001
N° obs =129 R-sq: within =0.4632 R-sq = 0.4285

* With the exception of the “euro zone growth” \abrle, only significant variables are given.

Results then show that foreign banks are firmho iat “pull” strategy. It is the
economic conditions of the host country, not of tleene country, that determine the
investment strategies of international banks. Tosld confirm the conclusion made
by Haselmann [2006], according to which foreignKksaprefer long-term strategies in
CEECs. Integration into the EU has also been anpdator of attraction, again
pointing to long-term investment strategy.

This result appears to be reinforced by the faat tlo variable regarding appetite for
risk, and nospreadvariable — measuring yield differentials betweenes — appeared
significant. Clearly, foreign bank financing in m@y responds to any form of short-
term financial logic, although this does not stopltmational banks from adopting
arbitration strategies between zones (home couwtihygr emerging countries), as
shown by the negative sign with their profitabilag a determinant for their foreign
financing operations (however, this variable isyawfi very little significance).

Lastly, as the PCA would suggest, the implantatibforeign banks is not associated
with the increase in foreign bank financing, whiwbuld imply that foreign banks
operating locally find local financing resourcesylpably via deposits.

Our econometric analysis confirms, however, that phesence of foreign banks in
CEECs does not protect these countries from thatilit} of inflows of foreign bank
loans (Table 4).



Table 4. Determinants of the volatility of inflows foreign bank loans (balance of payments
data), random effects model (2000-2008)

Modeéle a effets aléatoires Modeéle FGLS Modéle PCSE
Coef. t-student Pr. Coef. t-student Pr Coef. t-stude Pr.
% foreign banks 0.039 2.32 0.021 0.018 2.91 0.0q4 0.053 3.38 0.001
in host country
Amount of -0.0006 -2.29 0.022 -0.0003 -2.09 0.036-0.0007 -4.61 0.000
foreign bank
loans
Variation of host -1.083 -2.74 0.006 -0.805 -3.27 0.001 -1.247 -5.16 0.000
country rating
Provisions for 0.835 2.09 0.037 0.849 3.38 0.001 0.822 2.38 0.017
parent company
bad loans (%
total loans)
Constant -1.954 -1.24 0.216 -1.282 -1.47 0.141-2.683 -1.68 0.094
nb obs = 80 R-sq: within =0.2351 R-sq: 0.3571

The volatility of foreign bank loans to CEECs degerpositively on the share of
banking assets held by foreign banks in these desntlt falls in pace with the
amount of these foreign loans, which is logicald amhen the country’s rating
improves. Lastly, as foreign bank loans are essinthe doing of European banks,
any deterioration in the quality of their balanbeet (a rise in provisions for bad loans
in percentage of total loans) increases the vilatf foreign financing.
Thus, the presence of foreign banks operating éenhihst country clearly emerges as a
factor of volatility with foreign bank loans. Thigsult runs counter to the idea according
to which foreign banks might have a stabilisingeeffon the host country. Foreign bank
financing actually depends very much on the finalngituation of the parent company.
In a second step, we investigate the potential obléoreign banks on stability or
volatility of domestic bank credit. Unlike the etungy literature, we adopt a macro
perspective and take into account the overall supplcredit and the foreign bank
financing (thereby integrating relations parent pamies / subsidiaries).

“ The Breush-Pagan teskf(1) = 62.35] reveals a degree of heteroscedastisitybably due to the
effects of size, that we have corrected using tiéd\estimator. The Hausmann test indicates theat th
random effects model is preferable to the fixeé&# model [{°(4) = 0.53]. The Lagrange de Breush-
Pagan multiplier test confirms that there are ramdpecific effects j(?(1) = 18.08]. Lastly, the
Wooldridge test does not indicate any presencesifiual self-correlation [F(1.9) = 0.026].



Table 5. Determinants of the volatility of domestiedit (2000-2008

Fixed effects model PCSE model
Coef. t-student Pr. Coef. t-student Pr.
% foreign banks in host -.000489 -2.00 0.047 -.00044 -3.43 0.001
country
Amount of foreign bank loang 3.00e-06 4.19 0.000 518-06 2.71 0.007
Domestic credit on GDP -4.65e-08 -3.25 0.002 -2@8e -5.61 0.000
Constant .1048 5.91 0.000 1125 13.04 0.00¢
N° obs =134 R-sq: within =0.1136 R-sq: 0.3451
Fixed effects model PCSE model
Coef, t-student Pr. Coef. t-studemt Pr.
% foreign banks in host -.00034 -1.41 0.161 -.00020 -2.04 0.042
country
Amount of foreign bank loang 2.75e-06 3.78 0.000 348-06 2.57 0.010
Domestic credit on GDP -3.07e-08 -2.17 0.032 -1-08e -7.32 0.000
Volatility of foreign bank loan| -.001218 -2.42 0.017 -.00195 -3.75 0.000
(cross border)
Host country growth 0.04396 2.25 0.027 .08298 9.73 0.000
Constante .08989 5.09 0.000 .08202 10.06 0.00Q
N° obs =129 R-sq: within =0.1666 R-sq: 0.6106

The presence of foreign banks reduces the vojatdit domestic credit, which
confirms the results of other studies (Haselman62@®e Haas and Van Lelyveld,
2006, 2010). This stabilizing effect goes througlo thannels. The first is that the
presence of foreign banks increases the supplyediitdinanced from local resources
(domestic deposits) in local currency. These l@salets in local currency are more
stable than cross-border claims. The second chasmnellated to the access of foreign
banks to international financing through their pareompanies. While the amount of
cross-border bank loans (variabdemount of foreign bank loaphsis positively
correlated to the volatility of domestic creditgtholatility of these flows (variable
volatility of foreign bank loarjss negatively related to that of domestic credie can
see the sign of a buffering role of external finagcfrom the local instability. This
result confirms the existence of a "support efféain the parent bank (see de Haas
and van Lelyveld, 2010). The positive impact of grewth rate of the host country

(host country growth variable) on the volatility@dmestic credit confirms funding by

> The heteroskedasticity has been corrected in itteel feffects model using the White estimator.
Wooldridge test indicates the existence of aut@dation that we have corrected using a panel-
specific autocorrelation structure in the regrassigth panel-corrected standard errors (PCSE). We
cannot use this AR1 autocorrelation structure vigasible generalized least squares because the
estimate requires a panel cylinder.



capital inflows of the credit boom and growth. Hipaconsistent with traditional
literature, the credit volatility is inversely ré&da to its amount, measured in terms of

financial development (domestic credit to GDP patio

CONCLUSION

Contrary to commonly accepted opinion, the stromgs@nce of foreign banks in
CEECs is neither a factor for capital inflows ndaetor of stability for this financing.

On the contrary, the local implantation of foreiganks could be a substitute for
external/foreign bank loans (cross-border clairtrsfavouring local claims and loans
in local currency, foreign banks operating locdllglp to promote the stability of
domestic credit and the rise in the deposit oveditrratio, thereby rendering host
countries less vulnerable to the risk of mass aafiaw withdrawals.

The presence of foreign banks is however assocvatecdgreater instability of foreign

bank loans. We can see here the active managemehe dalance sheets of the
foreign banks operating locally, which plays onnlgdrom their parent companies to
stabilise their credit supply. This result woulgpepr to confirm the conclusions from
other works, according to which the presence agifpr banks would make domestic
credit less sensitive to local conditions. We mididwever, also interpret this result
in a less favourable light for the host countryeMolatility of foreign bank financing

may indeed also be explained by the financial 8dnaof parent banks. In times of
crisis, they adjust their foreign financing, thera@bansferring financial instability to

host countries. Over the entire study period, harethe stabilizing effect of the

presence of foreign banks dominate.
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APPENDICES

Table 1. The characteristics of banking systen@E&ECs (2007)

Number of | Number of banks| Share of foreign bankg Share of European bank
banks under foreign (% of assets in the (% of assets in the
control banking system) banking system)
Bulgaria 29 21 79,5 81,6
Czech Republic 56 34 91,5 96,1
Estonia 15 13 98,8 98,8
Latvia 31 13 55,4 62,5
Lithuania 80 8 83,7 83,7
Hungary 206 30 54,3 57,4
Poland 718 54 62,1 70,5
Romania 42 35 82,1 82,1
Slovenia 27 11 28,5 28,5
Slovakia 26 25 95,9 95,9
European Union 13% 6128 1111 17,4 19
European Union 27 8348 1711 20,5 23,8

* Countries from euro-zone in 2007.
Source : Authors calculation with ECB data (2008).

Table 2. Foreign claims (%GDP) (December)

2007 2009
Bulgaria 87,9 91,8
Czech Republic 99,3 92,9
Estonia 1747 146,6
Latvia 416,5 118,3
Lithuania 100,5 90,6
Hungary 98,2 112,9
Poland 57,4 69,6
Roumania 72,6 71,4
Slovenia 80,3 78,8
Slovakia 107,8 84,7

Source : BIS and Datastream, Authors calculation



