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Miklós Losoncz – Gyula Nagy

How banks responded to the
global financial crisis – 
international experience*

A legion of analyses have addressed the develop-
ment, reasons and implications of the global
financial crisis. Public interest has been particu-
larly heightened toward central banks' policies
aimed at alleviating the unfavourable effects of the
crisis and also toward various forms and tools of
government involvement. Drawing from interna-
tional experience, this essay analyses the responses
given by banks, especially commercial banks, to
the crisis. The essay has a future-oriented
approach, trying to reach conclusions for the future
from historic trends and the challenges presented
by the current environment wherever possible. 

MAIN CHARACTERISTICS OF THE CRISIS,
CHALLENGES BANKS WERE FACING 

The price bubble that had ballooned in the U.S.
subprime mortgage market eventually burst,
causing a severe crisis in mortgage lending in
the United States, which cascaded into global
markets. The price bubble had swollen as a

result of a process that had spanned years,
including a global abundance of liquidity,
investors' deep hunger for risks and increasing
propensity to take risks, as well as processes on
financial markets, and overly optimistic expec-
tations of future prices in equity markets. The
combination of all these factors led to the crisis
that started in July–August 2007, which first
affected U.S. banks that had considerable
mortgage portfolios and mortgage-backed
securities, named structured financial instru-
ments. According to an IMF report,1 struc-
tured lending designs had been growing expo-
nentially until the crisis, their combined issue
price had increased from USD 500 billion in
2000 to USD 2,600 billion. Of them, CDOs
(Collateralised Debt Obligation) accounted
for USD 1,200 billion and MBSs (Mortgage-
based Securities) totalled an even USD 1,000
billion. A fast-paced fall in real estate prices
caused a heavy depreciation in these asset-
backed financial innovation products, and
financing leveraged designs, based on loans,
have become increasingly hard and costly as a
consequence of a deepening financial crisis.

This phase of the crisis was characterised by
major American and European banks heading
toward bankruptcy or going under entirely.

* In this study we made use of the analysis of Miklós
Losoncz prepared for the report of GKI Economic
Research Co. entitled “Narrowing liquidity in the
banking sector” commissioned by the Hungarian
Financial Supervisory Authority. 
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Bankruptcies in the banking sector undermined
the stability of the entire global financial sys-
tem, triggering direct government interven-
tion, primarily in various forms of providing
distressed banks with capital. The consolida-
tion of financial institutions – the strengthen-
ing of their capital positions – has been supple-
mented with liquidity bolstering measures
(concerted reduction of prime rates, easing the
conditions of obtaining funds from central
banks, etc.). The crisis identified weak spots of
the system and gradually spilled over to other
areas of the financial market and other coun-
tries, making an increasing impact in produc-
tion as well. 

The banking sector of most countries have
been affected most severely by the second phase
of the global financial crisis which started with
Lehman Brothers, one of the largest invest-
ment banks in the world, going bankrupt in
September 2008. As a consequence, confidence
in the banking sector has dropped to an all-
time low, on the back of which the abundance
of liquidity has swung to the other extreme as
the liquidity of interbank financial market has
shrunk dramatically on global level, actually
drying up in October 2008, while interbank
interest rates surged and have permanently
stayed at a high level.  

As the crisis deepened, confidence in the
entire system of financial intermediation suf-
fered a very severe blow. In particular, players
in the stock market and financial innovations
they employed, fuelled by obvious losses that
various investment funds, structured products
and stock markets themselves incurred.
Financial intermediation where banks are also
involved has also suffered from the crisis, part-
ly because, in spite of deteriorating returns,
banks themselves preferred using instruments
that later proved toxic, and on the other hand a
general downsizing of leveraged positions led
to severe liquidity problems, culminating in a
credit squeeze and, ultimately, in a credit

crunch as lending was all but crippled. Panic-
stricken capital extraction by investors, as they
swiftly ditched risky instruments, has affected
Central and Eastern European converging
countries severely, particularly Hungary. 
A staff note2 made by the IMF for the
Ministers and Central Bank Governors of the
G-20 in London in March 2009 underlined loss
of confidence as a key component to the current
crisis, and restoration of confidence as the pre-
condition to recovery. It requires the establish-
ment of a global financial system that operates
transparently and upon a new basis to be go-
verned by a new international regulatory coop-
eration. The Economist was even  more to the
point when it said in an article: “confidence in
future values is everything for a financial product:
if confidence is lost, the market collapses.”3

Provisioning requirements regarding risky
instruments as well as a growing bulk of
impairments made it unavoidable for banks to
strengthen their capital positions, but they did
not have sufficient funds to do it. In addition
to ad hoc bailout packages devised for financial
institutions, government efforts in the USA
were mostly aimed at managing risks in the
financial system that had caused lending mar-
kets to freeze.4 Government action first took
the form of capital injections, liquidity provid-
ed by the central bank, and guarantees on
accounts receivables, and subsequently designs
were devised for bad loans to be purchased or
guaranteed by the government. 

The gravity of the crisis is well reflected by
the fact that practice has defied the axiom-like
canon 'too big or too interconnected to fail'.
Following Lehman Brothers' bankruptcy,
Merrill Lynch and  Bear Stearns have been
acquisitioned, but Washington Mutual also fell
victim to the carnage. All-American mortgage
institutes Fannie Mae and Freddie Mac were
rescued by a life-line thrown by government,
but insurance giant AIG5 also had to be saved
by a USD 85 billion loan from the FED. It
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was not before long that the crisis spilled over
to Europe. In Germany, Sachsen LB and sub-
sequently Hypo Real Estate had to be bought
out by the government; and the UK govern-
ment first had to provide Norther Rock and
subsequently Bradford & Bingley with liqui-
dity and later nationalise them. The same
occurred with the Dutch government and
Fortis Bank. But major players like Citi,
Merryl Lynch, and UBS also had to swallow
huge write-offs. In respect of the measures
implemented in European countries, The
Economist said 'the continent nearly became a
laboratory of bailouts'.6

The crisis that crippled global financial mar-
kets and institutions of the intermediation sys-
tem soon began to affect real economy.
Financing problems of enterprises deepened,
and the downturn of production degraded out-
looks for economic growth, and all this led to a
tumble in growth and public expenditures
became harder to finance. In the critical situa-
tion that developed in the autumn of 2008, the
risk of a liquidity crisis in the global market of
government securities represented the biggest
threat. Estimates made at that time indicated
that the public finance system of the USA
alone would have to borrow USD 1,750 billion
in that budget year. The loan demand of EU
member states with regard to financing budget
deficits and bank bailout packages was estimat-
ed at an even USD 1,000 billion.7 On global
scale, the volume of government securities
issue is projected at USD 3,000 billion, three
times as high than in 2008. In the Economic
and Monetary Union 16 sovereign issuers with
different credit ratings are competing. The real-
ities of the liquidity crisis were driven home as
a massive quantity of Irish government securi-
ties were sold by foreign investors. Nearly 90
per cent of Irish government securities were
held by foreigners. They pulled out their capi-
tal from the country to meet payment obliga-
tions in their home countries. 

Tension in financial markets had abated by
January 2009, and further consolidation has
occurred since, but is doesn't mean the end of
the crisis by any means. The situation contin-
ues to be quite uncertain in spite of an obvious
improvement. Although recovery from the
global recession has started, also reflected in
increasingly favourable growth figures in a suc-
cession of prognoses, the durability of the
process is still an issue. The IMF's latest report
on global economic outlooks, for the first time
in 60 years, expects global economy to shrink
1.1 per cent on average in 2009, which will switch
to a 3.1-percent increase in 2010. Developed
countries are to expect above-average econom-
ic downturn of 3.4 per cent in 2009, including
the USA with 2.7 per cent, Euroland with 4.2
per cent, and Japan with 5.4 per cent. In 2010
the USA and Japan are looking to a growth of
approximately 1.5 per cent and 1.7 per cent,
respectively, but contrary to earlier expecta-
tions a 0.3-percent GDP growth is expected in
eurozone as well. Emerging markets and devel-
oped countries are projected to expand by 1.7
per cent collectively, and a 5.1-percent
dynamism is forecast for next year. This is a
promising sign, but still falls short of the 6.0
per cent growth registered by the group of
countries in 2008.8

Banks have had to face different sources of
losses in various phases of the crisis. The first
stage of the crisis was characterised by write-offs
for assets that had depreciated. Their magnitude
was unknown, bad debts were falling out of
closets on after another, thus the process could
not have been forecast. Due to the complexity
of structured products, it was hard to estimate
at what extent securitised banking assets were
compromised. Due to lack of information on
subprime and even lower-rated debtors, it was
hard to give even an educated guess on the
ratio of debts going bad in this scope, and, con-
sequently, the extent at which loan portfolios
were deteriorating. To make matters worse,
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banks valuated illiquid assets at prices that
reflected a severe scarcity of buyers in addition
to the quality of the assets in question.
According to the October 2009 report of the
International Monetary Fund,9 the total of
potential write-offs in banks' financial assets
(loans and securities) is estimated at USD 2.8
trillion globally. 

Additional impairment shocks cannot be
ruled out, either, but potential or actual losses
that banks are facing in the current second phase
of the global financial crisis are much more cal-
culable, because they are related to the deterio-
ration of loan portfolios. Correlations between
recession and the development of loan portfo-
lio quality are well-known, as there are historic
data to the connection between the two. With
the rise of unemployment, a particularly sub-
stantial plunge is to be expected in credit card
and mortgage business, but the situation will
not be any better in respect of auto loans or
leasing finance, either. 

MAIN FEATURES OF BANKS' RESPONSES
TO THE CRISIS 

It turned out that scores of leading interna-
tional banks of the world needed to be given
capital injections in order to ensure prudent
operation, and their operation also needed to
undergo radical changes. It is best to start the
analysis of what responses banks gave to the
crisis from the fact, however, that the future of
most financial institutions in developed market
economies looks secure, because their govern-
ments will not let them go under lest they dis-
rupt financial stability. Nevertheless, banks
given government bailout money in the
restructuring process and also financial super-
visory authorities will have to answer the ques-
tion in the future whether in what time horizon
and under what conditions the government
should terminate its ownership positions. The

government's appearance in financial interme-
diation raises competition concerns and pricing
problems10 in the longer term due to its newly
acquired ownership position in banks, there-
fore market logic would dictate that the gov-
ernment should withdraw from financial mar-
kets as soon as possible after the crisis has
gone. Obviously, this could only be done grad-
ually, otherwise another steep plunge may be
triggered. The analysis of this problem would,
however, rupture the quantity confines of this
essay.

The general terms and conditions of banking
loans have changed radically, the market, basi-
cally driven by demand earlier, have developed
a shortage in supply due to the crisis and a con-
sequent increase of risks, which means today
supply is the bottleneck in lending. Due to an
increase in provisioning to offset huge write-
offs incurred in financial innovations in stock
markets (“toxic instruments”) and lending
losses (bad mortgages, deteriorating loan port-
folios, etc) and the deterioration in the quality
of banks' outstanding assets, financial institu-
tions have trimmed down their loan offers,
downscaled their business activities, or in other
words reduced their total assets. As a conse-
quence, bargaining power of banks in pricing
has increased considerably. 

Of course, general demand for loans has also
diminished due to the crisis, particularly in the
scope of US households, but at a lesser extent
than the supply. Due to their financial prob-
lems, households no longer focus as much on
borrowing than on reducing their debts, repay-
ing their loans, but at least lowering their debt
burden (interest plus repayment). First and
foremost, this statement applies to the first
stage of the global crisis even though  in the
current phase of the financial and economic
crisis the core problem in the corporate sector
continues to be a poor demand for loans, par-
ticularly in Western Europe, which indicates a
higher level of prudence in the corporate sector
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than in the banking market. For corporations
do no start investments in a recession environ-
ment or one susceptible of recession right away
when they see falling interest rates, or at least
they do when they expect the interest rates of
variable-rate loans to stay low or remain on a
downward path in the longer run. In order to
slow the drop of economic performance and
bolster growth, various designs devised by the
EBRD and the European Central Bank aim to
give corporate lending a boost. However, there
are lots of companies, particularly in the sector
of small and medium enterprises, that need
loans to survive, yet they are not given any.

In the past decade when capital was cheap,
banks' business strategies focused on the asset
side of their balance sheets. Financial innovations
(securitisation, structured loans, etc.) also
affected assets, securing high yields in the long
run while risks are spread across global finan-
cial markets by said innovations. International
ratings agencies were “partners in crime”,
because then methodologies had not been
ready to assess actual risks inherent in struc-
tured investments and loan designs or their
interaction and consequences. Excellent grades
were given to products and designs of financial
innovation despite the fact that, due to a high
multiple leverage, financial risk management
faces a more complex task in detecting and
managing the actual extent of risks than in
other more traditional business areas. Credit
ratings agencies had had no experience in reli-
able risk assessment of those special designs,
particularly not in estimating the impacts they
would make in unfavourable economic envi-
ronment and stress situations. In the scope of
structured investments they could not proper-
ly gauge the interaction between risks in vari-
ous tranches, and therefore assumed there was
a low level of correlation between excellent-
grade senior tranches and riskier ones. Ratings
outfits were focusing on credit contracts basical-
ly, even though securities are subject to liquidity

and market risks, and investors were prone to
neglect or at least underestimate this latter.
Discussing the responsibility of ratings agencies
also goes past the limits of this analysis.

Since the outbreak of the global financial cri-
sis, a shift in banks' focus to the liabilities side
has been increasingly evident as the size and
quality of capital to provide protection against
impairments and also the maturity of liabilities
have become more important.11 Capital
requirements of banks have been on the rise not
only because of changes in legislation but also
because of the requirement to have enough
coverage for occasional losses. Due to a current
and relative scarcity of capital as well as its
higher price, total assets are hard to increase,
and banks have even been trying to reduce
them. Additionally, innovative designs (securi-
tisation) that put loan risks off balance sheet,
virtually improving banks' compliance with
capital requirements, can no longer be used.
This is evidenced by banks' having relinquished
this practice that was widespread earlier.
Additionally, capital at banks' disposal must be
utilised more efficiently than before. Some
activities have a high capital demand with low
return, but gearing is also lower due to delever-
aging, and risks are higher and capital costs are
up. The capital requirements of Basel II. and
additional tightening of regulations launched
on the back of the crisis have left banks with
smaller and smaller space for manoeuvring. The
regulations about new capital requirements,
formulated by the Basel Committee, have been
implemented as directives in the European
Union legislation as well.12 Compared to previ-
ous rules, this is much more comprehensive
and flexible, and links capital needs much
tighter with risks potentially arising with
banks, particularly risks related to loans, mar-
kets, and operation. The latter is also managed
in Hungarian legislation separately.13

Amid the global financial and economic cri-
sis, a different light has been shed on the liq-
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uidity of assets. At times when markets are less
liquid, assets are held in balance sheets longer.
This increases risk for bank and ties up capital
which could be utilised more efficiently else-
where, urging financial institutions to focus on
less capital intensive business areas. For
instance, Credit Suisse wants to keep up its
activity in the American market of mortgage-
backed securities, a deep and liquid market,
but plans to withdraw from the European mar-
ket of the same securities, where banks are
compelled to hold onto these assets longer.
Banks are striving to reduce the risks they can
take, which also means they are downscaling
own-equity deals, relying on customers at a
greater extent. 

There is a growing interest on the part of
banks for activities that do not tie up consider-
able capital or come with great risks, such as
investment banking consulting, depository
services, asset management (in this latter case
banks risk other people's money). Demand for
advisory services is expected to be fuelled in the
longer run by the fact that a lots of companies
need capital influx or have to restructure their
debt portfolios because of the crisis. 

Banks are now devoting greater attention to
assets that provide coverage for additional
loans. Accordingly, they split their activities
into two. The first group consists of business-
es that require collateral also accepted by cen-
tral banks (high-quality mortgages, for
instance) or inherently provide adequate secu-
rity (certain blue chips, for example). The
other group contains activities that do not
require coverage, therefore allow financing
without collateral. 

Banks aim to reduce their exposure to
wholesale banking finance, relying at a greater
extent on deposits rather than on securing
funding through interbank markets and equity
market instruments. A sectorwide endeavour
of decreasing loan/deposit ratios is seen in an
attempt at providing larger coverage for dis-

bursed loans by collecting more deposits. 
A long-brewing structural change played a
prominent role in the current severe financial
crisis, which meant the significance of long-
term deposits delivered by the customer base
had decreased in banks' liquidity in comparison
to investor-provided funds. Banks were at for-
eigners' beck and call at an increasing extent.14

Loans combined with financial innovation
products were implemented by many banks in
the past decade with the intention of securitis-
ing their accounts receivables and selling them
to investors (originate-to-distribute model).
Consequently, a simple loan took the form of a
bond, then, rebundled as a structured product
in an investment fund, it was sold to another
investor. From this point, the dynamics of
lending depended not on predictable deposi-
tors but much more on the willingness of
investors to buy securities, which is much
harder to forecast. On the back of the crisis,
deposits have become appreciated higher in
securing funding, and experience indicates that
banks with extensive branch networks have
been much more successful in attracting and
collecting deposits than banks that focused on
other sales channels (the Internet, etc.).
Nevertheless, relying too much on deposits has
its own risks and dangers, if not necessarily
comparable to those of lending. Deposits are
easy to withdraw, and government guarantees
designed to protect depositors do not prevent
depositors at all from discriminating one finan-
cial institution from another. 

As one of the impacts of the crisis, a peculiar
phenomenon has emerged, namely supermar-
kets are trying to enter the retail banking market,
thus banks have to face new market players
beside their old and traditional competitors.
Supermarkets have low customer acquisition
costs, because throngs of shoppers visit their
points of sale. Supermarkets' good reputation
has not been jaded in the crisis, which could
ensure them a significant edge against banking
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brands that have been messed up in the crisis.
TESCO is the most serious pioneer in this kind
of diversification.15

Changes in consumer behaviour, especially
an increase in the savings portfolio of households,
created subsequent opportunities for retail
banks. In the USA, banks with retail business-
es are considering offering households struc-
tured savings products that allow stock invest-
ment while providing protection for the invest-
ed capital. Also in the United States, demand
for savings designs denominated in foreign cur-
rencies is on the rise. 

An interesting change, banks earlier were
afraid of  corporate customers going bankrupt,
but now banks' corporate customers want to take
out insurance in case the bank folds. In fact, cor-
porations now demand banks to issue official
statements about what will happen to services
provided by them in case they go bankrupt.
Similarly, guarantees for access to services pro-
vided by banks at the agreed prices are demand-
ed in case a bank would merge with or into
another financial intermediary. 

As for the future, various types of banks
have different options. Outlooks are gloomier
for minor banks that fall outside the scope of
government involvement (deposit insurance,
central banks' lender of last resort protection,
bank bailout packages) or have less diversified
loan portfolios. The weight of these non-guar-
anteed financial institutions increased at a fast
pace in the US financial system until they rep-
resented a systemic risk,16 because they had
not had the safety net until 2008 that had
worked for other banks. But the position of
US regional banks and Spanish savings banks
are still very unstable, because they incurred
huge impairments in their commercial real
estate portfolios. On the back of the crisis, the
number of banks in the United States is
expected to drop to 2,000 from current
8,000.17 IMF experts say the outbreak of the
current crisis was also caused by the fact that

in the scope of financial intermediation pru-
dential requirements did not apply to non-
banking market players (investment banks,
hedge funds, mortgage bond issuers, venture
funds, etc.) at all or with less stringency than
to banks. The importance of this matter is
well-reflected by the fact that the assets held
by such bank-like institutions at the end of
2007 in the United States were estimated at an
even USD 10,000 billion,18 virtually identical
to the total assets held by the regulated bank-
ing sector. Commercial banks themselves ben-
efited from the unregulated nature of this
shadow banking system by circumnavigating
capital adequacy requirements through its
players or by transferring risks to them. 

Due to low interest rates, the yield curve has
become steeper, which means the spread
between short- and long-term interest rates has
increased. This also affected interest margins,
the gap between deposit and lending rates. At
times when prime rates are close to zero, banks
are supposed to lower their lending rates, while
they are unable to reduce their deposit rates
due to a race in securing funding. These factors
cause interest margins to contract. Banks'
manoeuvring space gets very limited when low
rates persist.19 Banks are interested not in high
rates but high margins – the gap between
deposit costs and lending rates – which they
can achieve also with generally lower deposit
and lending rates, reflecting a lower risk level,
and with a diminishing level of mandatory pro-
visions. 

Banks secure their income and earnings not
by the interest margin alone, but by various fees
and commissions. A significant risk, the bank-
ing sector is being subjected to an increasing
level of political pressure as their reputation
deteriorates and the general public gets irate by
high banking profits and outstanding remuner-
ation of bank bosses, they sooner or later fall
under scrutiny whether the fees and commis-
sions charged by them for various services are
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fair or not. Demands for fairer, in other words
cheaper, fees and commissions affect banks' fee
income adversely. 

BANKS' RESPONSES IN SPECIFIC
REGIONS AND COUNTRIES 

Banks' responses to the crisis show different
specifics in various regions and countries. In
the United States, the decisive majority of
banks used the funds (USD 700 billion) pro-
vided by the government-financed TARP
(Troubled Asset Relief Program) to disburse
new loans. A smaller percentage of banks used
the government funds to acquire competi-
tors.20 But their buy-up actions are frowned
upon by US authorities. 

The magnitude of bank relief packages
implemented by some EMU countries amount-
ed to approximately 22 per cent of their com-
bined GDP21 with Germany and France being
close to that level with their individual ratio
close to 20 per cent. In proportion, the
Netherlands spent exactly twice as much on
bank bailout as the European Union, but
Austria's 30-percent support in terms of GDP
is also way above the average, indicating a much
higher risk exposure for he banks of these
countries.

The Canadian banking sector sports many
features that call for a little more detailed
analysis. The largest banks of Canada posted
profits for the three months preceding 31
January 2009, exactly at the time when market
conditions were worst across the globe.22

Canadian banks pursue much more conserva-
tive business strategies, their risk propensity
is considerably lower than those of US banks.
Consequently, “toxic” products – designs
financed with very high leverage,23 using
external funds – were basically absent in the
portfolios of Canadian banks. It was also due
to the fact that one of the largest Canadian

banks had withdrawn from the market of
structured products and others had followed
the example, and also that the Canadian cent-
ral bank had limited the contribution of equi-
ty businesses to profit in a range between 20
and 30 per cent. 

The structure of the Canadian banking sec-
tor is an oligopoly with the involvement of five
dominating banks. On the one hand, it limits
price competition. Independent brokers inter-
mediated only one-third of all mortgages in
Canada, a sharp contrast to 70 per cent in the
USA. On the other, it makes it easier for banks
to back out when things start turning too risky. 

Since banks in Canada with dominant mar-
ket positions are too large to go under, the
banking supervisory authority is much more
stringent, too, which is also apparent in the
regulator defining the maximum leverage ratio.
Also, a standardised system for commercial
and investment banks is applied. Less austere
and much more fragmented systems in other
countries facilitated an explosive increase of
banks' total assets. According to a survey,24

Canadian banks use a much lower leverage
ratio than international competitors. They have
a 78-percent loan/deposit ratio, while the cor-
responding indicator is 83 per cent in the USA
and 96 per cent in the United Kingdom. The
most significant financial difference between
the USA and Canada lies in the way how mort-
gage lending is regulated. In the USA, the
interest on mortgages are tax deductible, stim-
ulating borrowing at a considerable extent. In
Canada, the interest may not be deducted from
the tax. (However, it's not justified to overrate
the significance of it. In this context, the sys-
tem employed in the United States is identical
to the Canadian, yet the mortgage market is in
dire straits). 

If the loan amount should exceed 80 per cent
of the value of the real estate that serves as col-
lateral, borrowers in Canada are obligated to
take out an insurance with state-owned Canada
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Mortgage and Housing Corporation (CMHC).
Banks also insure the rest of their portfolio with
CMHC. As a result, strict standards are applied
for mortgages guaranteed by CMHC. Unlike in
the USA, these factors do not make banks
interested in securitising mortgages. 

As the economic situation deteriorated, the
operating conditions of lots of banks became
harsher in many emerging countries, especially
in Asia. At the same time, few of them have had
to terminate no or just a few leveraged posi-
tions, because they either had a low volume of
those assets or had not invested in those instru-
ment at all. Therefore, regulatory changes are
not necessary at such an extent in other mar-
kets that have been hit by the crisis harder.
Asian banks have contained their exposure to
cross-border equity flows. Consequently,
structural changes are necessary only in a com-
paratively narrow scope. 

The situation is much more contradictory in
Central and Easter Europe.25 This region is
characterised on the one hand by the fact that a
large percentage of the banking sector is owned
by foreign entities, mostly Western European
financial institutions. Total assets of domestic
commercial banks in Hungary, owned by for-
eign parent banks amounted to 93.1 per cent of
GDP in 2007. The only higher ratio were regis-
tered in Croatia (157.2 per cent), Estonia
(142.2. per cent), and Lithuania.26 On the other
hand, due to a large number of factors, forex
loans (mostly denominated in the euro and the
Swiss franc) spread fast both in the corporate
and retail sector (but with the exception of the
Czech Republic). The forex debt portfolio of
households is exposed to unhedged foreign
exchange risks. Thirdly, in lack of sufficient
domestic savings, Hungarian banks under for-
eign ownership were given short-term forex
funding by their parent banks, which they then
disbursed as long-term loans, however (for
instance, in the from of home loans with real
estate acting as collateral). 

Earlier, in a favourable economic landscape
the EU was supportive of Western European
banks' expansion in the newly accessed mem-
ber states, because recipient countries were
given access to more sophisticated financial
facilities and a higher level of financial security
that way. That Central and Eastern European
countries had been included in a close circle of
developed EU economies by the EU enlarge-
ment and financial and economic integration
had supported the market belief that they had a
bigger chance of being given support in case of
a crisis. Due to this assumption, their CDS
spreads were lower than without it. Markets
had priced the government securities of these
countries 50 to 100 basis points lower than jus-
tified by economic fundamentals,27 which
meant they could pay less for external funds
despite their vulnerability. Initially, it seemed
these countries would be spared the crisis that
developed in the United States in 2007, because
they had practically no exposure to “toxic
assets”, but capital influx to the region dropped
as the crisis deepened, which made it harder for
the sector to maintain the dynamics of loan
financing, which had relied less on domestic
savings and deposits than on foreign funds. At
the same time, the exports opportunities of
these countries deteriorated, particularly in
their position as auto industry suppliers. 

According to Basel-based Bank of Interna-
tional Settlements (BIS), banks registered in
the members states of the Economic and
Monetary Union (particularly in Austria, Italy,
and Belgium) and in Sweden have a combined
loans exposure of nearly USD 1,500 billion in
Central and Eastern Europe (total foreign bank
loans in the region amount to USD 1,656 bil-
lion). The exposure of Austrian banks in
Central and Eastern Europe reaches 70 per cent
of Austria's GDP and 26 per cent of the total
asset of the banking sector. Austrian banks had
EUR 187 billion exposure in Eastern Europe at
the end of the first quarter of 2009. The
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Austrian government has given leading
Austrian banks (Erste, Raiffeisen, Bawag PSK,
Volksbank, Hypo Alpen-Adria) capital injec-
tions amounting to EUR 6.4 billion in total.28

A tacit agreement said an occasional crisis
should not impact recipient countries more
adversely than the parent country would be
affected. As a result of their expansion in the
region, banks registered in EMU countries had
been reaping huge profits in recent years the
majority of which they had relocated back
home.29

The global financial crisis has questioned the
operation of the above business model. On the
one hand, Western European parent banks were
facing liquidity problems after Lehman-
Brothers had gone bankrupt in September
2008, on the back of which they could not
finance their Central and Eastern European
interests like before.30 On the other hand, a liq-
uidity and forex crisis descended on Central
and Eastern European countries – particularly
affecting Hungary as she had accumulated a
considerable bulk of external debt in interna-
tional comparison – manifesting as deprecia-
tion of their currencies. Some of these coun-
tries, including Hungary, could only contain
the liquidity and forex crisis with support from
the loan package provided by international
organisations (IMF, World Bank, European
Union). 

International examples of crisis management
show that governments tried to mitigate the
impacts of the crisis by deploying monetary
and fiscal tools  simultaneously. Bailout pack-
ages explicitly focused to rescue banks, coun-
terbalance the economic downturn, consoli-
date companies, maintain employment, and
rescue industries and corporations of strategic
importance that had been affected by the crisis.
Since these interventions lacked international
alignment, national protectionism gained
growing importance on the back of the crisis,
and government put pressure on market play-

ers to spend the crisis management funds they
were given on retaining domestic jobs. 

Financial protectionism has an even more
severe consequence, when banks rescued by
their governments start preferring  – partly
upon political pressure – the interests of their
home country's taxpayers in lending and reduce
their international loan disbursement, includ-
ing finances, forex funds to be more exact, that
they provided for their foreign affiliates,
including those in Central and Eastern Europe.
Consequently, maintaining their business activ-
ity is very closely related for affiliated banks
operating in the region to what results they can
produce in deposit collection. In the scope, an
intensifying price competition has been appar-
ent in recent months among banks operating in
Hungary.31 It cannot be documented in detail,
but it may not be a too far-fetched assumption
to say parent banks do no want to increase
their exposure in Central and Eastern Europe,
lest they end up having to inject capital in their
affiliates. Their stand-by approach indicates
their prudential considerations are much
stronger than their earnings expectations,
which could be one of the reasons for the fact
that lending activities of commercial banks has
diminished at a dramatic extent.

The downturn in the business activity of par-
ent banks in the CEE region is attributed to the
write-offs they incurred on toxic assets and to
fears of deteriorating loan portfolios. One of
its manifestations is a reduced demand even for
the refinance designs offered by Magyar
Fejlesztési Bank [Hungarian Development
Bank]. It has to be noted, however, that the
players in the demand side, companies in the
sector of small and medium enterprises, con-
tain rather few really marketable and therefore
creditworthy players. Nevertheless, the finan-
cial protectionism mentioned above was in
total contradiction to the European Union
directive that parent banks are responsible for
the operation of their foreign affiliates. 
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However, Western European banks involved
are not interested in giving up their hard-
earned market positions in the region because
of the crisis and abandon their affiliates in
Central and Eastern Europe. It is a much graver
argument than the moral reasoning mentioned
earlier – 'You made a mint at times of boom,
now you are expected to stay on board in crisis'
– especially when the costs and toil of re-enter-
ing a market is considered to take perhaps years
after the crisis has gone. Nine banks holding
interest in newly accessed EU countries started
lobbying early 2009, aiming to persuade the
European Union and the European Central
Bank to extend the anti-crisis measures outside
the boundaries of the economic and Monetary
Union and even the European Union (particu-
larly to Ukraine and certain former countries
of Yugoslavia). 

At the moment, in addition to the Baltic
States, foreign-owned banks of Romania,
Serbia, and Hungary have been assured that
their Western European parent banks will meet
their obligations. MKB [Hungarian Foreign
Trade Bank] has been given a capital injection
by its Bavarian parent bank, itself having been
rescued by the German government; and
Raiffeisen Bank has been cemented by EUR 20
million of loan capital. CIB Bank received a
HUF 42 billion bailout package from its parent
banks. Nevertheless, foreign banks apparently
are not considering increasing their exposure in
Central and Eastern Europe. 

SUMMARY, CONCLUSIONS 

Even though the turbulence experienced in
international financial and equity markets in
the autumn of 2008 has abated considerably by
now, the situation remains quite uncertain.
While additional write-offs cannot be ruled
out, what banks could be facing in the future is
impairments occurring from the deterioration

of loan portfolios, driven by the crisis in real
economy. 

Contrary to the era of cheap money when
the asset side of the balance sheet was in focus,
banks are now concentrating on the liabilities
side as a response to the crisis, in other words
the size and quality and/or the maturity of
assets have become increasingly important. In
order to meet strict capital requirements imple-
mented by regulators, banks deploy tools on
the asset side (selling assets, reducing lending
activity, terminating open positions) and the
liabilities side alike (capital increase, lower div-
idend, subordinated loans).32

The drive to increase total assets stemmed
from the pre-crisis banking model (originate to
distribute). Now quality aspects have become
important, for instance as efficient and prof-
itable utilisation of capital as possible, risk
reduction by self-financed transactions,
improvement of asset liquidity, specialisation in
less capital-intensive activities, boosting the
ratio of unhedged deals, or to provide quality
collateral for transactions that require coverage.
In line with the Basel II agreement, capital
requirements are expected to be tightened, and,
consequently, much greater attention will be
given to the enhancement of applied risk assess-
ment methods, as well as connections and inter-
action between global and local financial regula-
tion. Governments should terminate ownership
positions they acquired in the course of risk
management as soon as they can, because their
permanent presence in financial intermediation
could trigger competition distorting impacts.

One of the top priority components in bank-
ing strategies is the reduction of loan/deposit
ratio by encouraging deposits, but it has its
inherent risk, too, because deposits are easy to
withdraw. 

Consolidation and development options are
limited for banks that have not received rescue
capital from their governments or hold less
diversified loan portfolios. 
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Due to tight interest margins, resilience of
low interest rates affect the banking sector
adversely. For political goals, a heavy pressure
is expected on banks that have been bailed out
by the government to lower their various fees
and commissions. 

As for country-specific features, the majori-
ty of US banks are using the capital received
from the federal government to expand their
lending activities. Due to their peculiar charac-
teristics that are not present elsewhere, the
Canadian banking sector has not suffered from

the global financial crisis. In the scope of
emerging markets, Asian banks have not been
affected by the global financial crisis other than
the impacts of the recession. In Central and
Eastern Europe, the crisis has questioned the
sustainability of the pre-crisis lending model.
Following a long-winded hesitation, the
Western European parent banks of foreign-
owned local affiliates confirmed their ability to
ensure liquidity for their CEE interests.
However, it is barely enough to keep lending
level, let alone ensure growth.

1 IMF Global Financial Stability Report – Containing
Systemic Risks and Restoring Financial Soundness.
IMF, Washington DC, April 2008. http://www.
imf.org/external/pubs/ft/gfsr/2008/01/pdf/text.pdf 

2 Group of Twenty, Meeting of Ministers and Central
Bank Governors March 13-14 2009 London, U.K. –
Global Economic Policies and Prospects, Note by
Staff of the International Monetary Fund, p.10

3 The Future of Capitalism – The Consequence of bad
economics, March 9 2009, Economist.com, http:
//www.ft.com/cms/s/0/cbc4cfd8-0ce4-11de-a555-
0000779fd2ac,dwp_uuid=ae1104cc-f82e-11dd-aae8-
000077b07658.html 

4 Viral V. Acharya – Rangarajan Sundaram: The
Financial Sector “Bailout”: Sowing the Seeds of the
Next Crisis? – In: Restoring Financial Stability: How
to Repair a Failed System, Edited by Viral Acharya
and Matthew Richardson, 2008 New York
University Stern School of Business; p. 35

5 Size matters – AIG's rescue. Economist.com Sep
18th 2008. http://www.economist.com/finance/dis-
playstory.cfm?story_id=12274070

6 On life support – Governments in America and
Europe scramble to rescue a collapsing system.
Economist.com Oct 2nd 2008. http://www.econo-
mist.com/finance/displaystory.cfm?story_id=12342
156#top 

7 Euro-zone government bonds. Beating the rush. The
Economist, March 7th 2009, p. 70 

8 IMF World Economic Outlook October 2009,
Sustaining the Recovery, International Monetary
Fund http://www.imf.org/external/pubs/ft/weo/
2009/02/pdf/text.pdf 

9 IMF Global Financial Stability Report. Navigating
the Financial Challenges Ahead. International
Monetary Fund, Washington DC, October 2009, p.
26. http://www.imf.org/external/pubs/ft/gfsr/2009/
02/pdf/text.pdf 

10 Marsi, Erika: Elmélkedés a subprime egyes jelen-
ségeirõl, [Ruminations about certain phenomena of
subprime], Hitelintézeti Szemle [Credit Institutions
Journal], 2008, Volume 7, Issue 5, page 490

11 From asset to liability. A special report on interna-
tional banking. The Economist, May 16th 2009, p. 8 

12 Directive 2006/48/EC of the European Parliament
and the Council of Europe on credit institutions
starting and managing their activities (14 June
2006). http://eur-lex.europa.eu/LexUriServ/site/
hu/oj/2006/l_177/l_17720060630hu00010200.pdf 

13 Homolya, Dániel: Mûködési kockázati
tõkekövetelmény hazai bankrendszerre gyakorolt
hatása [Impacts of operational risk capital require-
ments on Hungarian banking sector],  MNB-
Szemle [National Bank of Hungary Journal], July
2009 http://www.mnb.hu/Engine.aspx?page=
mnbhu_mnbszemle&ContentID=12837 

14 Kodres, L.: A Crisis of Confidence … and a Lot of
More. Finance and Development, Volume 45.,

NOTES



STUDIES

82

Number 2. June 2008, p. 12 http://www.imf.org/
external/pubs/ft/fandd/2008/06/pdf/fd0608.pdf 

15 Andrea Felsted and Patrick Kenkins: Cash and
carry. Financial Times, July 20th 2009, p. 7 

16 Viral V. Acharya – Thomas Philippon, Matthew
Richardson – Nouriel Roubini: A Bird's-Eye View,
The Financial Crisis of 2007–2009: Causes and
Remedies, Prologue, JWBT092-Acharya, February
18th 2009, p. 7 http://media. wiley.com/product_
data/excerpt/46/04704993/0470499346-2.pdf 

17 Rebuilding the banks. A special report on interna-
tional banking. The Economist, May 16th 2009.,
p. 4 

18 What went wrong?, March 6th 2009, Economist.com
– http://www.economist.com/ daily/news/dis-
playstory.cfm?story_id=13251429&fsrc=nwl 

19 From great to good. Banks will still make money,
just less of it. A special report on international
banking. The Economist, May 16th 2009 p. 20 

20 Tom Braitwaite: Most US banks used Tarp funds to
boost lending, report reveals. Financial Times, July
20th 2009, p. 11 

21 MNB Jelentés a pénzügyi stabilitásról [NBH
Report on financial stability], April 2009
http://www.mnb.hu/Engine.aspx?page=mnbhu_st
abil&ContentID=12306 

22 Don't blame Canada. A special report on interna-
tional banking. The Economist, May 16th 2009, p. 7
http://www.economist.com/specialreports/dis-
playstory.cfm?story_id=13604591 

23 Senator Bill Bradley said one of the wrong decisions
that led to the current crisis was when the USA has
increased bank's leverage facilities to 30:1 from 10:1,
which bank had utilised duly. In: The Crisis and
How to Deal with It By Bill Bradley, Niall
Ferguson, Paul Krugman, Nouriel Roubini, George
Soros, Robin Wells et al. The New York Review of
Books, Volume 56, Number 10, June 11th 2009
http://www.nybooks. com/articles/22756 

24 Jonathan Ratner: Less risk in Canadian banks: UBS,
February 11, 2009 http://network.nationalpost.
com/np/blogs/tradingdesk/archive/2009/02/11/les
s-risk-in-canadian-banks-ubs.aspx 

25 Ehemalige Ostblockstaaten: Transformation gelun-
gen? Wirtschaftsdienst 2009/5 pp. 287–305 

26 Andrea M. Maechler – Li Lian Ong: Foreign
Banks in the CESE Countries: In for a Penny, in
for a Pound … or Penny-Wise, Pound-Foolish?,
IMF Working Paper WP/09/XX, January 2009, pp
15–17

27 Martin Éihák – Srobona Mitra: Losing Their Halo,
Finance & Development June 2009, Volume 46,
Number 2, http://www.imf.org/external/pubs/
ft/fandd/2009/06/cihak.htm 

28 Assessment by Thomas Mirow, President of EBRD,
quoted by: Figyelõ, 30 July – 5 August, 2009, p. 7 

29 Zsolt Darvas – Jean Pisani-Ferry: Adverse effects of
euro area crisis management on the new member
states of the EU, and how to remedy them. Nov
28th 2008, p. 2

30 Mary Stokes: Prisoners' Dilemma: Will Western
European Banks Continue To Support Their CEE
Subsidiaries? May 29th 2009 http://www.rgemoni-
tor.com/economonitor-monitor/256939/prison-
ers_dilemma_will_western_european_banks_con-
tinue_to_support_their_cee_subsidiaries 

31 Its far from being a Hungarian phenomenon; David
W. Norton says: “In the current credit crunch banks
need deposits more than ever, thus they are deploy-
ing a very pricey weapon called the promise of yield
at an increasing extent to acquire customers.” In:
Cash Flow, Not Return, http://www.bai.org/bank-
ingstrategies/2009-Jan-Feb/CashFlowNotReturn/
index.asp?q=printme 

32 Móró, Tamás: A pénzügyi szektor feltõkésítése:
technikák, elõnyök és kockázatok, [Capitalisation
of financial sector: techniques, benefits and risks],
Hitelintézeti Szemle [Credit Institution Journal],
2008, Volume 7, Issue 5, pp. 540–554



STUDIES

83

ACHARYA, V. V. – PHILIPPON, T. – RICHARDSON, M.
– ROUBINI, N. (2009): A Bird's-Eye View, The
Financial Crisis of 2007–2009: Causes and Remedies,
Prologue, JWBT092-Acharya, February 18th 2009, p. 7
http://media.wiley.com/product_data/excerpt/46/047
04993/0470499346-2.pdf 

ACHARYA, V. V. – SUNDARAM, R. (2009): The
Financial Sector “Bailout”: Sowing the Seeds of the
Next Crisis? – In: Restoring Financial Stability: How
to Repair a Failed System, Edited by Viral Acharya and
Matthew Richardson, 2008 New York University
Stern School of Business; p. 35

BRADLEY, B. – FERGUSON, N. – KRUGMAN, P. –
ROUBINI, N. – SOROS, G. – WELLS, R. (2009): The
Crisis and How to Deal with It The New York Review
of Books, Volume 56, Number 10, June 11th 2009
http://www.nybooks.com/articles/22756 

BRAITWAITE, T. [2009]: Most US banks used Tarp
funds to boost lending, report reveals. Financial Times,
July 20th 2009, p. 11 

DARVAS, ZS. – PISANI-FERRY, J. (2008): Adverse
effects of euro area crisis management on the new
member states of the EU, and how to remedy them.
Nov 28th 2008, p. 2

ÉIHÁK, M. – MITRA, S. (2009): Losing Their Halo,
Finance & Development June 2009, Volume 46,
Number 2, http://www.imf.org/external/pubs/ft/
fandd/2009/06/cihak.htm 

FELSTED, A. – KENKINS, P. (2009): Cash and carry,
Financial Times, July 20th 2009, p. 7 

HOMOLYA, D. (2009): Mûködési kockázati
tõkekövetelmény hazai bankrendszerre gyakorolt
hatása [Impacts of operational risk capital require-
ments on Hungarian banking sector],  MNB-Szemle
[National Bank of Hungary Journal], July 2009
http://www.mnb.hu/Engine.aspx?page=mnbhu_mnb
szemle&ContentID=12837 

KODRES, L. (2008): A Crisis of Confidence … and
a Lot of More, Finance and Development, Volume
45., Number 2. June 2008, p. 12 http://www.imf.
org/external/pubs/ft/fandd/2008/06/pdf/fd0608.
pdf 

MAECHLER, A. M. – ONG, L. L (2009): Foreign
Banks in the CESE Countries: In for a Penny, in for a

Pound … or Penny-Wise, Pound-Foolish? IMF
Working Paper WP/09/XX, January 2009, pp 15–17

MARSI, E. (2008): Elmélkedés a subprime egyes
jelenségeirõl, [Ruminations about certain phenomena
of subprime], Hitelintézeti Szemle [Credit Institutions
Journal], 2008, Volume 7, Issue 5, page 490

MÓRÓ, T. (2008): A pénzügyi szektor feltõkésítése:
technikák, elõnyök és kockázatok, [Capitalisation of
financial sector: techniques, benefits and risks],
Hitelintézeti Szemle [Credit Institution Journal], 2008.
Volume 7, Issue 5, pp. 540–554 

RATNER, J. (2009): Less risk in Canadian banks:
UBS, February 11, 2009 http://network.national-
post.com/np/blogs/tradingdesk/archive/2009/02/11/l
ess-risk-in-canadian-banks-ubs.aspx 

STOKES, M. (2009): Prisoners' Dilemma: Will
Western European Banks Continue To Support Their
CEE Subsidiaries? May 29th 2009 http://www.rge-
monitor.com/economonitor-monitor/256939/prison-
ers_dilemma_will_western_european_banks_contin-
ue_to_support_their_cee_subsidiaries 

Directive 2006/48/EC of the European Parliament
and the Council of Europe on credit institutions start-
ing and managing their activities (14 June 2006).
http://eur-lex.europa.eu/LexUriServ/site/hu/oj/
2006/l_177/l_17720060630hu00010200.pdf 

Don't blame Canada, A special report on interna-
tional banking, The Economist, May 16th 2009, p. 7
http://www.economist.com/specialreports/dis-
playstory.cfm?story_id=13604591 

Ehemalige Ostblockstaaten: Transformation gelun-
gen? Wirtschaftsdienst 2009/5, pp. 287–305 

Euro-zone government bonds. Beating the rush.
The Economist, March 7th 2009, p. 70 

From asset to liability. A special report on interna-
tional banking. The Economist, May 16th 2009, p. 8 

From great to good. Banks will still make money,
just less of it, A special report on international bank-
ing, The Economist, May 16th 2009, p. 20 

Group of Twenty, Meeting of Ministers and
Central Bank Governors March 13–14 2009 London,
U. K. – Global Economic Policies and Prospects,

LITERATURE



STUDIES

84

Note by Staff of the International Monetary Fund,
p. 10

IMF Global Financial Stability Report (2008) –
Containing Systemic Risks and Restoring Financial
Soundness. IMF, Washington DC, April 2008.
http://www.imf.org/external/pubs/ft/gfsr/2008/01/p
df/text.pdf 

IMF Global Financial Stability Report (2009) –
Navigating the Financial Challenges Ahead.
International Monetary Fund, Washington D.C.,
October 2009, p. 26. http://www.imf.org/external/
pubs/ft/gfsr/2009/02/pdf/text.pdf 

IMF World Economic Outlook October 2009,
Sustaining the Recovery, International Monetary Fund
http://www.imf.org/external/pubs/ft/weo/2009/02/p
df/text.pdf 

MNB Jelentés a pénzügyi stabilitásról [NBH
Report on financial stability], April 2009 http://www.
mnb.hu/Engine.aspx?page=mnbhu_stabil&ContentI
D=12306 

On life support – Governments in America and
Europe scramble to rescue a collapsing system.
Economist, com October 2nd 2008 http://www.econ-
omist.com/finance/displaystory.cfm?story_id=12342
156#top

Rebuilding the banks, A special report on interna-
tional banking, The Economist, May 16th 2009, p. 4 

Size matters – AIG's rescue, Economist.com Sep
18th 2008 http://www.economist.com/finance/dis-
playstory.cfm?story_id=12274070

The Future of Capitalism – The Consequence of
bad economics, March 9 2009, Economist.com,
http://www.ft.com/cms/s/0/cbc4cfd8-0ce4-11de-
a555-0000779fd2ac,dwp_uuid=ae1104cc-f82e-11dd-
aae8-000077b07658.html

What went wrong?, March 6th 2009, Econo-
mist.com – http://www.economist.com/daily/news/
displaystory.cfm?story_id=13251429&fsrc=nwl


