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Abstract

This paper shows that countries with weak banking system and fiscal ingtitutions,
might benefit from the presence of foreign banks, which can condtitute a
commitment and transparency device. Foreign banks can aso reduce the
probability of sdf-fulfilling speculative attacks. A strong presence of foreign
banks can make a currency peg feasible in the first place by rendering it more
resstant to speculative attacks. The European experience is instructive in this
respect. In al of the candidate countries from Centra and Eastern Europe
(CEEC) the banking system is now dominated by foreign banks. This is now
taken for granted, but it is unusua if one looks at the existing EU-15 members,
where foreign banks play a marginal role in even the smallest economies.

" Danid Gros is Director and Senior Research Fellow at CEPS. This paper was originaly prepared
origindly for Stockholm conference on “Managing EU Enlargement” Stockholm, 15-17 May, 2002.
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L. Introduction

It is well known that highly indebted countries, or countries with weak fisca
institutions, can fall into a low credibility trap. This occurs when a government
loses credibility in the eyes of the financial markets and is forced to pay a risk
premium in the form of higher interest rates. The higher debt-service burden that
results, if inflation is kept low, makes it even more likely that the authorities will
abandon efforts to stabilise the situation and attempt to reduce the real value of
the debt through a surprise inflation. This further increases the risk premium
demanded by financial markets and can lead to a spiral of increasing interest rates
until the government caves in and produces the inflation the market expects.

Moreover, countries with weak financial systems tend to accumulate more public
debt because the government has to bail out banks, which represent powerful
groups (e.g. farming cooperatives, heavy industry). The topic of this paper is to
what extent the presence of foreign banks can mitigate these problems.

One basic prescription of a country with little credibility, and a weak domestic
ingtitutional framework, which make it difficult to commit to low inflation, is to
use an external anchor. For the Central and Eastern European countries the
obvious candidate to be such an anchor would be the euro given that most of
their externd trade is with the euro area. Some countries have aready de facto
joined the euro area by linking their money via a currency board to the DM, or,
now, the euro (e.g. Estonia, Bulgaria and Lithuania). But can these commitments
be credible? In particular can they withstand the ultimate stress test imposed by
financia markets when interest rates go to astronomical levels so that it becomes
prohibitively expensive to service the debt at stable prices? This paper explores
whether the presence of foreign banks makes this problem more manageable.

What is aforeign bank? The presence of foreign banks usually takes the form of
subsidiaries, rather than branches. It is clear that in most countries there is no
legal digtinction between a subsidiary, i.e. a bank whose capital is mgority
foreign owned and other, domestically owned banks. In both cases the bank is
incorporated under domestic law and constitutes a separate legal identity.
Moreover, in many cases the top management (the lower level management has to
reman local for obvious reasons) is adso local. In a number of countries the
presence of foreigners among the top management is actualy limited. Moreover,
a foreign owned bank is usually treated, at least on paper, in exactly the same
way as domestically owned banks in terms of banking supervision, reserve
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requirements, etc. One might thus ask what difference does it make? For the
purposes of this paper it does make a big difference because of something
intangible, namely because of the fact that aforeign bank is usualy not subject to
the same domestic political pressures and, therefore, usually does not accumulate
large hidden liabilities on its balance sheet for which the government could in the
end become responsible.

Foreign ownership of the banking system is just one facet of a more general
phenomenon, namely foreign direct investment (FDI). FDI is usualy particularly
appreciated because it does not create debt and implies usually aso a transfer of
know-how. These reasons apply also in banking. Hence, there are many reasons
why it might be desrable to have FDI in banking, particularly in trangtion
countries where no banking system existed beforehand so that the skills
necessary for running a bank smply did not exist at the loca level. While these
reasons for welcoming FDI in banking might be very important they will not be
discussed in this paper, which will concentrate on how the presence of foreign
banks can improve the efficiency of the macroeconomic framework. For an
excellent discussion of the weaknesses of domestic banking systems in transition
countries see Berglof and Bolton (2002).

The remainder of this paper is structured as follows. the next section shows
some basic data illustrating the importance of foreign banks in the countries from
Central and Eastern Europe which are candidates for EU membership (CEECS).
Section Il and 1V then present a standard model and its solution if there is no
commitment device. This is followed in section V by a discussion of what
difference the presence of foreign banks can make. The model is meant to be
illugtrative of the effects that are likely to operate in countries with weak fiscal
institutions. It does not pretend to be innovative. Section VI then shows how the
equilibrium is affected in the standard cases by the presence of foreign banks.
Section VI uses the moddl to discuss how a strong presence of foreign banks
can make currency (and public finance) crisis less likely. Section VIl concludes.

II. Foreign banks in Central and Eastern Europe

The importance of foreign owned, or foreign dominated, banks is not one of the
satistics that central banks or finance ministries publish regularly because in
many countries this is not an issue. Moreover, it is not always straightforward to
identify what condtitutes a foreign owned bank. The threshold of foreign
ownership mostly used appears to be 50%, but it is possible that even with a
minority participation management can be dominated from abroad. A recent
report from the European Commission, however, gives comparable figures for
the ten candidates for EU membership from Central and Eastern Europe.



WHO NEEDS FOREIGN BANKS?

Table 1. Share of majority foreign-owned banks in total assets (in %)

Panel a. The CEECs
1998 1999 2000 2001

BL 74.4 Na Na Na
Cz 25.7 28.1 65.5 90.1
EE 5.1 90.0 93.0 97.5
HU 58.9 61.8 62.9 65.5
LA 78.7 78.2 77.2 62.6
LI 51.8 38.3 57.0 83.9
PO 16.6 47.2 69.6 68.4
RO 20.0 47.5 50.9 55.0
SL Na 28.2 42.7 81.0
Sl 20.0 47.5 50.9 55.0

Source: European Commission (2002).

Panel b. The EU

Ireland 53.8 Netherlands 1.7
UK 52.1 Finland 7.1
Bdgium 36.3 Italy 6.8
Greece 21.9 Germany 4.3
Spain 11.7 Audria 3.3
Portuga 10.5 Sweden 1.6
France 9.8 (1996) | Denmark N.a

Source: European Central Bank (1999).

By 2001 foreign banks had more than half of deposits in all of these countries,
and in some of the larger ones (e.g. Poland, Hungary, Czech Republic) the share
of foreign banks is around two thirds. It is thus fair to say that foreign banks by
now dominate the banking system in the CEECs. It would of course be even
more interesting to have data on the capital invested in foreign banks. But the
dominance in terms of deposits, which presumably trandates into a dominance in
terms of loans, implies that foreign banks should aso dominate in terms of
capital given that the same prudential standards are applied to domestic and
foreign owned banks.

The gdituation in the ‘old’ EU-15 is quite different. Panel b of Table 1 shows the
data collected for 1997 by the ECB. It is apparent that in most member countries
foreign banks have only a margina presence (Luxemburg and the UK congtitute
exceptions because of their large off shore banking sectors).
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III. A standard model

How does the presence of foreign banks contribute to macroeconomic stability?
The remainder of the paper explores this question based on a smple model. The
model used here is entirely conventional. The starting point is a standard socid
loss function, L, given by:

D) L =lg?+p?| aczo

where p, stands for the inflation rate and g; stands for tax revenues as a
percentage of GDP, which is equivalent to the average tax rate. High taxes and
high inflation create distortions and are thus socidly costly. The parameter a
indicates the relative weight of taxes in the socid loss function. A high a could
be interpreted to mean that the tax collection system is not efficient, i.e. that it
causes high distortion costs for a given revenue. The experience in Centra and
Eastern Europe has shown that there are indeed great differences in the ability of
different countries to raise taxes. In Russia, to take an extreme example, until
recently, the government was not even able to raise 15% of GDP, whereas in
other cogntries (e.g. Poland, Estonia) government revenues amount to over 30%
of GDP.

To concentrate on the issue a hand it is assumed that the authorities can
determine inflation via their control over the money supply (or to be more precise
its growth rate), and that this control is perfect. Hence the authorities can set
directly the inflation rate.

A second standard element of the mode is that the authorities (as usual, no
digtinction is made between the centra bank and the Ministry of Finance) have to
satisfy a budget constraint:

(2) d(bt):gt+bz(iz_pt)-Qr-ptrn-l-et

where b, is the public debt/GDP ratio and g represents (non-interest) expenditure
relative to GDP. The last but one term in this budget congtraint represents
seigniorage revenues under the assumption of a constant velocity money demand
function with the cash (or rather monetary base) to GDP ratio constant and
denoted by 1. The constant velocity assumption implies that seigniorage
increases linearly with the money supply (and hence expected inflation). This is
not redistic, but this assumption was chosen in order to show that the results do
not depend on a ‘Laffer curve for seigniorage revenues under which the
revenues from the inflation tax fall with very high inflation rates as money demand
goes towards zero.

1 An dternative interpretation would be that society and/or the politicians in power didike high taxes
(for example, because their margind voter is a household with a high margind tax rete).

4



WHO NEEDS FOREIGN BANKS?

The shock & will play an important role later. It arises from the fact that it is not
possible to know the exact amount of public debt in countries with opagque
financid systems. There are many ways in which banks can finance the
government indirectly. Hence it is assumed that & represents a surprise, a real
shock with an expected value of zero (meaning its expected component is

aready incorporated in @) and variance s.°

How important could be these ‘shocks' to public debt? Table 2 below shows the
data for the so-called stock flow adjustment, i.e. the increase in the debt to GDP
ratio that cannot be explained from the deficit and nhomina GDP growth. This
should be exactly what the disturbance a is supposed to represent (although not
al will come from problems in the banking system. The values are quite high for
some countries (above 10% of GDP for Lithuania in 1999, for example). The
standard deviation across the ten CEESs was 5.2% of GDP in 1999. This is
larger than the average deficit of these countries (which was below 3% during this
year). The average stock flow adjustment was also consstently positive,
increasing from 4 to over 6% of GDP between 1998 to 2000. Unfortunately it is
not possible to analyse a longer time series as the data smply does not exigt.
This fact aone provides a further indication of the uncertainty surrounding the
true size of public debts in trangition countries.

Table 2. Stock-flow adjustments to public debt ratios
Panel a. CEECs: Increase in debt/ratio not explained by deficit (% of GDP)
1998 1999 2000

Bulgaria -6.5 4.8 3.6
Cyprus 8.8 8.4
Czech Republic 5.7 5.2 7.6
Edonia 0.€ 51 -0.1
Hungary 8.1 8.1 4.9
Lithuenia 6.C 12.2 8.6
Lavia 9.9 5.6
Poland 31 4.8 6.6
Romania 8.€ 6.4 6.4
Sovenia 4.0
Sovak Republic 6.4 5.0 12.7
Standard deviation across CEEC-10 5.0 2.6 33
Average across CEEC-10 4.0 7.0 6.2
Memo: Turkey 11.7 37.3 13.7

Source: Own eaboration on European Commission data.

The average and standard deviation of the stock flow adjustment across the EU
countries are much smaller than for the CEECs, see pandl b of Table 2 below.
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Table 2, continued
Panel b. EU countries (as % of GDP)

1998 1999 2000

Bdgium -1.6 0 0.3
Denmark -1.7 2.3 -0.1
Germany -0.5 0.2 17
Greece 2.4 3.6 53
Spain -04 1.8 14
France 0.1 -0.6 0
Irland 0.6 4.1 0.7
Ity -1.4 0.1 1.2
Luxembourg 4.1 3.7 6
Netherlands 0.1 0.3 -0.5
Audria -0.7 0.9 0.1
Portugd -1.9 11 1
Fnland 0.2 2.2 7.6
Sweden 2.6 -0.3 -2.8
UK 0.1 0.9 35
Standard deviation across EU 15 1.7 15 2.8
Average across EU 15 0.1 1.4 1.7

Sources: European Commission, AMECO.

Other smplifying assumptions are standard: For the sake of simplicity, red
growth is assumed to be zero. Government expenditure could be made
endogenous, asin a number of other contributions on the optimal choice of taxes
and inflation, but this has not been done here as it would not affect the main
results of the paper, which concentrate on the incentive to use surprise inflation
to reduce the real value of the public debt.? Another redl world qualification could
be that it is implicitly assumed that the monetary base consists only of cash.
Introducing required reserves on commercia banks (which could be
remunerated) would not change the thrust of the anaysis. If required reserves
were not remunerated (which is usualy the case) the value of u would just be
somewhat higher.

The crucia point about the budget constraint (2) is that real interest payments,
given by by(i; - p;), are a function of the difference between actual and expected
inflation. The simple form of the budget constraint used here assumes implicitly
that al government debt has the same maturity, equa to the length of the period
of this model. Another interpretation would be that b represents only the
government debt that matures in this period. Interest payments on other
government debt would then be subsumed under general government

2 See, for example, Mankiw (1987).
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expenditure. This is not a serious limitation of the modd since most emerging
market countries have a relative short average duration of (domestic) debt (and
the little long-term debt that exists is indexed on short-term interest rates®).

The nomina interest rate, |, can be written as the sum of inflation and the redl
interest rate, required by investors. The latter will be assumed to be constant,
denoted by f.

The budget constraint that the authorities have to observe can thus be rewritten
as:

(4 db)=g +b(r +E(p,)- p,)-4q,- p,mte

IV. ... and a standard equilibrium under discretion

The authorities have to take their decisions before the shocks occur. They try to
minimise each period the expected loss while observing their budget congtraint.
The F.O.C. for aminimum of (1), subject to (4), are:

(5) e-o=2s, -1,
Tig,

t

(6) Elzozzpt_lt(bt-i_m)

t

Where | ; is the shadow price associated with the budget congtraint (2)'. As
usual, it is assumed that the government reflects accurately the preferences of
society in setting taxes and inflation.

In order to smplify the notation only the steady state will be considered with a
constant debt/GDP ratio, denoted b.* Conditions (5) and (6) then yidld a simple
relationship between inflation and tax revenues (as a percentage of GDP):

(7)  p,=(+mag,

This can be substituted into the budget constraint (2)' to obtain an expression for
the steady state “tax rate”. If one assumes that the public anticipates monetary
policy and hence inflation correctly the debt-to-GDP ratio remains constant only
if:

® q,=g,+br - m@b+mhag,

% Asiswdl known the time inconsistency problem could aso be solved by issting only foreign
currency or inflation indexed debt. In redlity thisis not done anywhere.

*In asmilar mode, Gros (1990) shows that this should not affect the conclusions.
7
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If expenditure is constant at g, the optimal tax ratio changes only if the realisation
of the interest rate shock is different from zero?

9) 9q = [f ::((br ++rrr)na)]

The expected loss under discretion E(L 45 ) would then be given by:

_{a+[(6+mpl} 2 o2
(10) E(L,,.)= [1+n6b+n)a]2 {[g+br] +Se}

As usud the discretionary equilibrium is not the first best for the country.

The socia optimum, if there were no constraints on credibility, can be calculated
by using the first order conditions (5) and (6), but without the effect of surprise
inflation on debt service in equation (6). This means that in the social optimum
the relationship between taxes and money supply would be given by:

(ll) Pso = Nayg

Which differs from the corresponding relationship (7) in that only seigniorage is a
vaid argument for having inflation. The optimum tax rate is then given by
substituting this expression into the budget constraint (and setting the debt-to-
GDP ratio constant), which yields:

_[g+b(r +e)]
(12) 950 = 1+ mia

The expected loss under the social optimum, E(L ), would then be equal to:

GO i 8 P
-+ il

which is lower than the loss under discretion. However, in this set-up there is no
way the country could easily reach this bliss point. One way would be to fix the
exchange rate to an external anchor, which for the CEECs would normally be the
euro. This could take severd forms: an informa commitment (Latvia), a currency
board (Estonia, Bulgaria, Lithuania) or the outright adoption of the euro as the
national currency (Montenegro, Kosovo). In whatever form it is done, it implies
the loss of inflation as atax instrument.

V. The role of foreign banks

This section describes how the presence of foreign banks can make a difference.
There appear to be two ways in which foreign owned banks will affect the

® Since this paper's focus is only on steady states, the time subscript will henceforth be suppressed.
8
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working of the economy: @) foreign banks are more likely to have transparent
accounts, and, b) foreign banks cannot exert the same pressures for abail out.

a. Greater transparency

A first consequence of the presence of foreign banks is that they in general are
less likely to lend indirectly to the government and know their books better than
their (unreformed) domestic counterparts. This should limit the potential for
nasty surprises on the true size of public debt.

b. Mitigating inefficiencies in the domestic economic policy process

Since this is a macro model it seems natura to assume that the government and
the central bank take their decisions in terms of inflation and the overal level of
taxation needed to finance a given level of expenditure. If one assumes that the
authorities share the preferences of the population it is then natura to assume
also that the decisions on the two key macroeconomic variables should reflect
the preferences embedded in the socia loss function. However, this assumes an
efficient domestic policy process and thus unlikely to be the case in redlity,
gpecialy in the new democracies of the CEECs (which sometimes are entirely
new states).

One particular problem that appears to have been particularly important in the
CEECsisthe lack of transparency in the financial system and the pressure put by
large banks to bail them out when it turned out mogt of their credits had turned
sour. This a particular manifestation of specia interest group politics. There are
always specid interest groups that plead for special treatment. But it appears that
large banks which had accumulated a large exposure to (ex-post) loss making
enterprises have aways been particularly effective in pressuring the central bank
(and ultimately the government) into bailing them out. One important reason
behind this success of (domestic) banks to obtain large bail outs is that the
accumulation of bad debt is not immediately transparent. When it is uncovered it
has usually reached aready such size that the banks would go bankrupt if there
were no help. Since no government can serioudly consider |etting its own banking
system collapse domestic banks usually are saved and their bad debts are paid
by the public exchequer.

Any bail out that is granted to a particular bank (usually representing a particular
domestic constituency, e.g. the farmers, large industrial enterprises, etc.) must of
course be paid for somehow. In this set-up the only aternative source of
revenues is inflationary finance. Using inflation also causes a welfare loss to the
specia interest group that obtains the bail out. However, as the part of any group
in the overal budget will be smal, this cost cannot fully offset the direct gain
from the bail out (e.g. emergency credit from the centra bank). Each special

9



DANIEL GROS

interest group thus faces a shadow price of a bail out which is only a fraction of
the economy wide trade-off between inflation and taxes because it takes into
account the fact that the overdl inflationary impact any bail out hasis likely to be
proportional to the weight of the special interest group concerned. This fraction
should be a function of various elements, for example the share of the interest
group in the overal budget, the extent to which benefits have to be shared with
other groups (a bail out for one bank alone might not be possible, an exemption
for the6enti re banking system might be acceptable, indeed unavoidable in certain
cases).

Foreign owners, with very deep pockets (at least relative to the size of the
potential losses in a CEEC) cannot credibly make the same threat as a domestic
bank (whose owners, if private, and at any rate managers, are anyway likely to be
politicaly well connected with the ruling €lite). Most of the presence of the
foreign banks in the CEECs comes from large, internationally oriented EU banks
for which the CEEC exposure represents only a small percentage of overadl
deposits or capital. This is what one would expect given that deposits in the ten
CEECs together represent less than 5% of the sum for the euro area. Moreover,
it is politically much more difficult to sell to the national public the need to save at
great cost a foreign bank. As the likelihood of being bailed out is lower foreign
banks have an incentive to be more prudent in their loan policy. This comes on
top of the fact that foreign owned banks are more likely to avoid making the bad
loans in the first place. In practice this might be the case because they will be less
subject to domestic political pressures. This seems to have happened in redlity.
There have been no large scale bail outs involving foreign banks.

c. Modelling the influence of foreign banks

It will be clearest to start with the case in which there are no foreign banks. If
domestic banks dominate the choices of the central bank and the finance ministry
they can determine fiscad and monetary policy (at least a the margin). As the
constituencies of the banks share the same preferences they will still like, ceteris
paribus, lower inflation and taxes, but with their own specia interests in mind as
well. In pressuring the finance minister to take over the bad debts of a bank the
specia interest groups, which accumulated this debt are of course counting on
the fact that they get al the benefits (i.e. debt relief) whereas society has to carry

® For asimilar approach, regarding fiscal policy decisions see von Hagen and Harden (1994) with an
andyss of EU member countries in this respect. Veasco, (1998) uses a smilar approach with two
symmetric interest groups whereas Drazen (2000) presents (in chapter 10) a model with a large
number of competing groups, which try to extract transfers from the government. For reasons
unrelated to interest groups, a monetary bail out for the entire banking system is adso advocated by
Goodfriend and King (1988).

10
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al the cost in terms of higher taxes (or rather a combination of taxes and
inflation). In a Nash equilibrium with n banks (or the interest groups they
represent), al identical in terms of size and influence, the minimisation of the loss
function (1) under the budget constraint’ (4) leads to the following first order
condition, for the setting of the overall average tax rate:

(14) %=0=2aqt-l( )

where| (1/n) indicates the shadow price perceived by a particular bank or group
of banks. This ‘private shadow price is the product of | , the shadow price of
the economy wide budget constraint and (1/n), which indicates the weight of the
bank in the economy, or rather the budget. To make a concrete example.
Assuming there are four interest groups represented in the domestic banking
system and the bank of the farmer’s cooperatives is one of them. It asks to be
bailed out, representing one fourth of the overal economy and the budget
(1/n=0.25). In this case each euro spent on a bail out would be four times as
‘valuable' to this bank as one euro given to everybody.®

It was argued above that foreign banks cannot (and in reality do not) participate
in the bail out game. Hence the greater the share of foreign banks the less
important this distortion should become. This can be incorporated in the
approach followed so far by splitting fiscal policy decisions into two areas. one
areais free of special interest groups politics. This area is the one dominated by
foreign banks. In the remainder it is “politics as usua”. Denoting the share of
foreign banks in the overal banking syssem by s, meaning that the “policy
relevant” shadow price becomes:

1L,

t

(15) =0=2aq, - | [s+ Q- s)1/n)]

When foreign banks dominate the banking system (s goes towards one) the
particular fiscal inefficiency considered here disappears. To save on notation the
fisca externdity in the presence of foreign banks will be denoted by ¢, which is
defined by:

(16) hefs+(- s)yn)]

"It is assumed that the average level of government expenditure remains congtant despite the
presence of interest groups.

8 As an asde one should note that the mode could also be applied to the case of Argentina (and
perhaps even Russa) if one subgtitutes specid interest groups with provincid governments.
However, if regiona governments are the problem the presence of foreign banks should not make a
big difference.

11
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The parameter ¢ thus shows the inefficiencies that persist in the decision process
about domestic fiscal policy. As s goes to one, ¢ aso goes to one. Allowing
foreign banks to take over the domestic banking system thus diminates the bail
out problem.

It is much easier to model the second consequence of the presence of foreign
banks, namely the greater transparency in fiscal accounts. The greater the share
of foreign banks the lower smaller will the shocks to public debt coming from the
banking system. This can be expressed in a dightly modified budget constraint

(17) d(bt):gt+bl(r +Et(pz)-pz)_qt_ mt+(1_ S)ez

The discretionary equilibrium can then be calculated as above, with the only
difference being that the first order condition (5) is substituted by (15) and the
budget constraint by (17).

VI. Equilibrium with foreign banks

The preceding section has provided a way to model the influence of foreign
banks in countries with weak fisca ingtitutions. This makes it possible to
consder what difference foreign banks can make to the equilibrium by potentialy
reducing the socia |osses associated with excessive inflation. Setting the inflation
rate hits al interest groups in the same way; the first order condition (6) is thus
not affected. However, the inefficiency in the fisca process implies that the
resulting trade-off between taxes and inflation is different:

(18) », _(b+mpg,
h

This implies that, ceteris paribus, inflation will be higher as dl interest groups
push the government to finance their benefits through inflation. As nothing
changes in the remainder of the mode (i.e. essentially the budget constraint) the
resulting tax rate under the discretionary equilibrium is given by an equation that
Is identical to equation (9) above, except that a is substituted by a/h. This
implies that the welfare loss under discretion is given by:

(19 L,.,= ar [(b+ n)ahl] . {[g +br]2 +(1- s)zsj}

[+ o + |
where the subscript stands for inefficient fiscal policy. For the remaining it will be
useful to define a composite parameter W, as

(20) we {[g +br]* + (- 5)?s2}.

U thus contains the impact of foreign banks on balance sheet transparency.

12



WHO NEEDS FOREIGN BANKS?

Inspection of equation (19) reveals that the presence of foreign banks is
beneficial because it reduces the social loss from having inefficient fiscal
ingtitutions in two ways:

a) As the share of foreign banks goes to one the surprises from opague
balance sheets disappear (the term (1-s)09. Moreover, any trend
accumulation of debt by domestic banks would disappear, reducing
another element of W.

b) The second effect comes from the rent seeking of specia interest groups
which is reduced. This has a more complicated effect on the socia loss.
But if one takes the special case of 1=0 it is clear that any increase in s,
which bring ¢ closer to one, leads to a lower welfare loss.

From these results it is aso intuitive that when the authorities can commit
credibly to atough monetary policy, the usefulness of foreign bank is reduced as
this second effect no longer exist. With a credible low inflation policy special
interest groups cannot get any privileges. Bailing out is impossible because the
key to the centra bank has been thrown away. The welfare loss is given by:

@, -2 By
[1+ rﬁa]

If follows that the welfare benefit from having more of one's banking system
owned by foreigners is lower when the country has a stable and credible
monetary framework (for example, a currency board or a central bank with a
well-established independence). A country with weak fisca and monetary
institutions would gain more from selling its banking system to foreigners than a
country without such problems.

The gain from tying one's hand should be higher if there are two many hands at
the tiller. This is indeed the case as become apparent if one takes the difference
between the loss for a credible commitment and the loss under discretion. For
the special case of i=0 this yields the smple expression:

(22) Ld"SCvlf - Lcredible =ab Zh- ZW

This expression shows that the lower W (i.e. the more important foreign banks
become) the smaller the welfare gain from a tight commitment to price stability. If
there are no foreign banks the inverse of ¢ is equa to the number of competing
gpecia interest groups. In this case the gain from tying one's hand becomes a
function of the square of the number of specia interest groups (n), see the
definition of ¢ (16).

13
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VII. Foreign banks and the potential for self-fulfilling currency crises

As the focus of this paper is on the importance of foreign banks there is no

attempt to build a new and sophisticated model of exchange rate crises. There
exist many different models of currency crises. The basic idea emphasised here
Is the standard one that a foreign exchange crisis can result if interest rates go so
high that it becomes prohibitively expensive to service the public debt at stable
prices. This can happen after periods during which the authorities have publicly

committed themsalves to stabilisation, keeping perhaps the price level constant
for a while. But if investors stop believing this, interest rates go up and it will

become very costly to persevere with stable prices. This is implies that there
might be a potentia for multiple equilibria. This adso implies that a sdf-fulfilling
currency crisis become possible. This seems to be the simplest definition one
can give of this type of crisis (dso called second generation model crisisin a
survey of the literature).

Under one equilibrium, the authorities initially enjoy a strong anti-inflationary
credibility so that interest rates and the debt-service burden remain low. Under
the other equilibrium, credibility is initialy weak so that the government, as long
as it keepsinflation low, hasto pay avery high ex post redl interest rate. The high
debt burden this implies induces financid markets to doubt the resolve of the
government — a state of affairs that leads to even higher interest rates. Depending
on the parameter configuration, the risk premium could go so high that the
government would find it in the interest of the country to cave in and loosen

monetary policy.

In order to keep things as smple as possible here it assumed that the real
exchange rate is constant so that inflation is equivalent to devauation. The crisis
scenario considered here is thus a combined fiscal and exchange rate one. Thisis
not the only way to moded foreign exchange crisis, but it seems to be an
approach that is used quite frequently.

It is useful at this point to consider the (ex post) dternatives for the authorities
under two polar assumptions concerning the ex ante beliefs held by the public:

I) thecredibility of the anti-inflationary stance is perfect, and

ii) the credibility is zero, i.e. investors expect the government to follow the
discretionary equilibrium.

What would be the welfare consequences for the alternatives that are open to the
authorities under these circumstances? If credibility is perfect and the government
does not exploit the trust of the public and investors the social optimum will
result. The resulting welfare losses are caculated in equation (20) above.
However, as is well known, in this situation the welfare loss can be reduced, at
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least for one period, if the authorities actualy do go for inflation. When the
government exploits the public trust, the loss becomes (neglecting al reputation
effects for amplicity):

L a+[(b+mah |
T T

Thisisusualy cdled “temptation”.

The opposite situation arises when the government decides to abstain from
inflation finance of debt (and is hence not giving in to interest groups), but the
public does not believe its credibility (and believes that interest group politics will
in the end dominate), the loss function becomes:

24) L, a+(uaf

&9 [1(b21hbﬂﬂ)ah]

The appearance of a difference in the denominator of this expression implies that

the welfare cost of sticking to atight policy in the face of a market which expects

inflation can go to infinity (when [1- (»? +(1- h)bu- x2jah™| goes to zero). Thisis

not surprising if one takes into account the fact that it can become impossible to

finance the real ex-post interest burden on a large public. For example, when the
debt/GDP ratio is equal to 100% it becomes impossible to stick to zero inflation

when the market will re-finance the debt only at interest rates above 100%. This

implies that it can become impossible to make a fixed exchange rate regime
credible when there is a high combination of public debt (b), an inefficient tax

collection system (high vaue of a) and an inefficient system of expenditure
control. As a higher value of h makes it less likely that this happens it follows

immediately that selling the domestic banking system to foreigners could be a
way to make a fixed exchange rate regime more credible.

The four cases can be tabulated in a compact way for the special case of 1=0:
Table 3

Ex post: Sabilise Give up (inflate) Benefit of deviation
Ex ante:
i 2
credible 1 _aw h+ab? - 1 W
aw h+ab h+av?]
notcedtle | aW _Fhyalpnafpw | pralhiffoahfon
[1' abzh_l] [1_ abZh—l]z

Source: Own caculations.
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This table shows the four combinations of ex post outcomes and ex ante
expectations that are possible in this mode (with the simplification that p=0, i.e.
there is no seigniorage).

In this type of mode it should be the case that in each row (i.e. given the market
expectations), the loss is aways smaler (essentialy from lower taxes) if the
government does inflate. It is apparent that is not necessarily the case in the first
row. The last entry could be negative if ¢ is very small. As 1/¢ is equa to the
number of interest groups if there are no foreign banks this implies that the
“temptation” could actually be negative if nislarge, i.e. the fiscal inditutions are
very fragmented, and if either b (the debt to GDP ratio) or a (the weight of taxes
in the loss function) is very low. The last two conditions just say that the main
problem of the country is not an excessively high debt or an inefficient tax
collection system, but bad interest group politics. Basically this means that if
such a country were to leave a straightjacket that kept fiscal policy under control
it would no longer be able to control the genie that it has unbottled: interest group
politics would run amok. As noted above a stronger presence of foreign banks
increases the temptation (because it means that the discretionary equilibrium
would not be too bad). This implies that countries with reasonable fisca
institutions might need a stronger political commitment to a fixed exchange rate
than countries, which would otherwise be basket cases in terms of inflation.

Returning now to the normal case in which a temptation to inflate exists (because
interest groups are not too fragmented or because there are enough foreign banks
to keep the process within limits) the issue is whether or not the authorities will

actually give in to this temptation; which depends on whether there are other
costs of inflating and devaluing. These other costs are not captured by the
modd. Assume now for simplicity that the cost of reneging on the commitment
to a stable exchange rate and hence price stability is equal to a constant A. The
size of A should be determined by confidence effects and possibly by the
importance a potential member country of the EU attaches to its credibility. For
example, a currency board should be harder to break (higher value of A) than a
commitment within the ERM 1. If A goes to infinity, the authorities will always
keep price stability because the temptation (the one period lower loss from higher

inflation) is more than offset by the loss of credibility. The markets will anticipate
this as this policy will be credible. And vice-versa, if A is very small, the
government will aways minimise the loss and hence, as the markets know this,

the discretionary equilibrium is the only solution.

At first sight, it appears that there must be a critical value for A that separates
these two Stuations; if A is below this critical value, which is given by the
Incentive, the commitment to price stability is not credible and high inflation is the
only possibility. The problem is that the incentive to renege depends on the
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interest rate set by the market. If the market sets very high interest rates it might
just be too costly to stick to low inflation. The commitment is really credible only
If it passes the stresstet, i.e. if it isstill in the interest of the authorities to stick to
the fixed exchange rate even if the markets expect the discretionary equilibrium.
This will be the case only if the cost of remaining tough is smaler than the value
of A.

For values of A intermediate between the “temptation” and the “stress test”, two
equilibria are possble: if the market initidly believes that the government will
stabilise, the loss in terms of higher taxes needed to do so will be low and the
government will stabilise. And vice-versa, if the market initidly believes the
government will not sabilise, the cost of stabilising will be high and the
government will indeed not do so.

The region insde which two equilibria are possible is represented graphicaly
below:

2 2
h+ap®-1 pralpn Ph-an o1
h+ab? h- apn |
0 > A
Two equilibria (fair weether High inflation
Price gtability systemn can survive, if not (storm proof)
not credible tested)

The question here is whether the presence of foreign banks affects the size of the
region for A with two equilibria. This seems to be the case on two accounts:

a) Concentrating on the transparency provided by foreign banks and neglecting
for the moment the interest group politics by setting n=1 (which implies¢=1) it is
apparent that the difference between the temptation and cost of remaining tough
is proportional to U. As this parameter fals with the share of foreign banks, s,
this implies that the range for which two equilibria are possible is reduced by the
presence of foreign banks if they lead to more transparent balance sheets.

b) But foreign banks can also have a strong impact via their effect on interest
group poalitics, 1.e. the value of ¢. This gpparent when one considers the limiting
case of ¢ going to &b°. In this case the denominator of the entry in the lower right
hand corner of table 3 goes to zero because the welfare cost of staying tough in
the face of a sceptical market goes to infinity. In this case there is no way the
authorities can render a fixed exchange rate commitment (or dternatively a

17



DANIEL GROS

commitment to price stability via an independent central bank) credible. The
market knows that if the interest rate is fixed at the level corresponding to the
discretionary equilibrium it will not make sense for the authorities to resist. As
above the key condition refers to the relation of the parameter describing
inefficiencies in the fiscal ingtitutions (¢) to the debt/GDP ratio (b) compounded
by the parameter describing the efficiency of the tax system (8). As the upper
bound of ¢ is equal to one (i.e. when the entire banking system has been sold to
foreigners) it follows that selling banks to foreigners cannot, on its own, make a
fixed exchange rate system resistant to the stress test when the country has a
combination of a high public debt and an inefficient tax collection system (like
Argentina?).

The conundrum that emerges here is thus that countries with inefficient fiscal
institutions and a low presence of foreign banks would gain most from a tight
condraint. But this congraint will in general have difficulties passing the stress
test of financial markets. A strong presence of foreign banks can mitigate the
problem (but not eiminate it).

VIII. Concluding remarks

This paper has used on purpose a standard modd to illustrate the channels
through which the presence of foreign banks can mitigate two problems that arise
in countries with weak fisca ingtitutions and opague financia systems. Most of
the CEECs belong into this category because when they emerged from decades
of socialist domination they had to create their banking system (including banking
supervision) from scratch and their finance ministries had to face completely new
tasks. As most of the CEECs also chose to go for financial openness this
exposed them to vagaries of financial markets in which it is sometimes possible
that the prior beliefs of markets force governments to do something they would
have liked to avoid.

One particular mechanism that has contributed to a number of crisis worldwide is
that of a self-reinforcing spiral of higher interest rates on public debt, which
makes it more difficult to service this debt at stable prices and thus further
increases the doubts of financial markets that the debt can actually be serviced.
The long agony of Argentina whose government struggled for years to find the
resources to service its large foreign debt at ever increasing rates congtitutes just
the latest, perhaps a so the most tragic example, of this mechanism.

The experience of Argentina also shows that even a massive presence of foreign
banks does not constitute a full protection against speculative attacks. One
aspect of the very recent developments in this country confirms, however, a
basic premise of this paper: the Argentine government has so far refused to bail
out the banking system, which is mostly foreign owned. The Argentine authorities
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have actually gone one step further: they have practically expropriated the foreign
owners by the different conversion rates applied to loans and deposits. This step
has considerably deepened the crisis while improving only marginaly the fiscal
position of the government. Such a step would not have been possible in a
country that is candidate for EU membership (or aready in the EU).

Among the candidates for EU membership a massive presence of foreign banks
should be unambiguoudy beneficid in that it should lead to a greater
trangparency of the fiscal accounts and mitigate the incentive to bail out banks
who overland to powerful interest groups. Of course, there are other ways to
ded with these problems. a strong banking supervision would render balance
sheets also transparent and giving the finance minister a veto over bail outs (and
an incentive to do s0) would also help. But these aternatives either take a long
time or are politically just not feasible in the short run. Experience has shown that
establishing an effective system of banking supervison takes time because it
requires a number of competent staff with the required training and experience,
which was (and in some cases ill is) smply not available in the trandtion
countries of Centra and Eastern Europe. Hence it might be quicker to sell the
banking system to foreigners than to build up a system of banking supervision
that is strong enough to deal with weak domestic banks.

Similar considerations apply to the other mechanism emphasised in this paper: in
an economy in trangtion it is more likely than in the settled market economies of
the EU that entire sectors run into such difficulties that they have to closed down
and their banks be bailed out. The case of Crédit Lyonnais shows what can
happen even in relatively well organised countries, but the scale of the problem
must be different in trangtion countries in which the entire industry mix had go
through a complete overhaul in a decade.

Asthe CEECs mature their banking supervison will become stronger and the
pace of industrial restructuring will abate. EU membership will accelerate this
change without constituting a discrete step change as the acquis has aready
largely been taken over and the screening process that preceded entry
concentrated on its effective application. Over time the CEECs might then have
less of a need for foreign banks. The newer members might then fedl that they are
stuck in a dgtuation, which is different from that of the older member countries.
But in the meantime it will have helped them to wesather the trangition.

An interesting topic for future research might then be how to organise the EU
system of banking supervision in a situation in which the incentives for bail out
and lender of lagt resort differ. The new member countries might well take a
much tougher attitude in this respect than the old EU-15 where the many national
central banks still try to jedloudy defend “their” banks againg the intrusion of
foreign capitd.

19



DANIEL GROS

References

Berglof, Erik and Patrick Bolton (2002), “The Great Divide and Beyond:
Financia Architecturein Trangition”, mimeo.

Drazen, Allan (2000), Political Economy in Macroeconomics, Princeton
University Press, Princeton, N. J.

European Commission (2002), “Report on macroeconomic and financial sector
stability developments in candidate countries’, Enlargement Papers No. 8,
DG ECFIN.

Goodfriend, M. and R. King (1988), “Financial Deregulation, Monetary Policy
and Centrd Banking’, Federal Reserve Bank of Richmond Economic
Review T4(3).

Gros, Daniel (1990), “Seigniorage and EMS Discipling’, Chapter 7 in Paul de
Grauwe and Lucas Papademos (eds), The European Monetary System in
the 1990s, Longman, London, pp. 162-177.

Hull, Ledie (2002), Foreign-owned banks: Implications for New Zealand’s
financial stability, Reserve Bank of New Zealand, Discussion Paper No.
2002/5.

Mankiw, G.N. (1987), “The Optima Collection of Seigniorage, Theory and
Evidence’, Journal of Monetary Economics, Vol. 20, pp. 327-341.

Velasco, Andres (1998), “The Common Property Approach to the Political
Economy of Fiscal Policy”, chapter 8 in The Political Economy of Reform,
in Federico Sturwenegger and Mariano Tommas (eds), MIT, Cambridge,
MA.

Von Hagen, Jirgen and lan Harden (1994), “National budget processes and
fiscd peformance’, FEuropean Economy, Reports and Studies, 3,
Commission of the European Communities, Brussels, pp. 310-418.

Zhu, Haibin (2001), Bank runs without self-fulfilling prophecies, BIS Working
Paper No. 106, Bank for International Settlements.

20



ABOUT CEPS

institute dedicated to producing sound policy research leading to congtructive solutions to the

challenges facing Europe today. Funding is obtained from membership fees, contributions from
official ingtitutions (European Commission, other international and multilateral ingtitutions, and
national bodies), foundation grants, project research, conferences fees and publication sales.

GOALS

To achieve high standards of academic excellence and maintain unqualified independence.
To provide aforum for discussion among al stakeholders in the European policy process.

To build collaborative networks of researchers, policy-makers and business across the whole of
Europe.

To disseminate our findings and views through aregular flow of publications and public events.

Founded in 1983, the Centre for European Policy Studies is an independent policy research
i

ASSETS AND ACHIEVEMENTS

Quiality research by an international staff of 30 drawn from fifteen countries.

An extensive network of external collaborators, including some 35 senior associates with
extensive experience working in EU affairs.

Complete independence to set its own priorities and freedom from any outside influence.
Ability to anticipate trends and to analyse policy questions well before they become topics of
general public discussion.

PROGRAMME STRUCTURE

CEPS is a place where creative and authoritative specidists reflect and comment on the problems and
opportunities facing Europe today. This is evidenced by the depth and originality of its publications
and the talent and prescience of its expanding research staff. The CEPS research programme is
organised under two major headings:

Economic Policy Politics, Institutions and Security
Macroeconomic Policy Political Institutions and Society
European Network of Economic Policy The Wider Europe
Research Institutes (ENEPRI) South East Europe
Financial Markets and Institutions Caucasus and Black Sea
European Credit Research Institute (ECRI) EU-Russian Relations
Trade Developments and Policy The CEPS-11SS Security Forum
Energy for the 21% Century South East European Security Cooperation
Efficiency in the Pursuit of Collective Goals Justice and Home Affairs

In addition to these two sets of research programmes, the Centre organises a variety of activities
within the CEPS Policy Forum. These include CEPS working parties, the lunchtime membership
meetings, network meetings abroad, board-level briefings for CEPS corporate members, conferences,
training seminars, mgor annua events (e.g. the CEPS International Advisory Council) and internet
and mediarelations.

Centre for European Policy Studies
1 Place du Congres
1000 Brussels, Belgium
Tel: 32(0)2.229.39.11 Fax: 32(0)2.219.41.51
E-mail: info@ceps.be Website: http://www.ceps.be



