Eastern Europe and the Financial Crisis 

Easy credit fueled a boom in the ex-Communist world too.

By DAVID ROCHE

As a rule, middle-class societies newly liberated from dictatorship generally go on a credit binge that ends in tears. It's like giving a released prisoner a imitless credit card -- a spending spree is sure to ensue. That's what happened in Asia and Latin America in the past, and what more recently happened in the former "Eastern Bloc" nations of Europe.

Unlike past examples, however, the credit binge in Eastern Europe has been in foreign currencies, with Western European banks or their subsidiaries extending most of the foreign credit. In 2007, private-sector foreign currency equalled 126% of foreign-exchange reserves in Eastern European countries. And in 2008, the region's banking system borrowed an additional $100 billion.

The European Union's (EU) decision earlier this month not to provide a massive, 180 billion euro bailout to Eastern European banks made headlines around the world. But that doesn't mean the richer nations of the eurozone have abandoned their poorer neighbors to the east. Instead of handing over billions to bankers who made terribly poor decisions, as the U.S. Treasury has done in America, each bailout will be considered on a case-by-case basis, and each will be subject to strict "conditionalities" similar to those imposed in any IMF agreement.

Such a prudent approach does not mean Europe is now being divided between east and west along old lines. On the contrary, countries like the Czech Republic, Slovenia and Slovakia, which have pursued sane and sober economic policies, are just as opposed as Germany to bailing out the likes of profligate Hungary, Latvia, Romania and the Baltic states. Key EU leaders are simply not prepared to provide a blanket handout to those EU countries that got themselves into deep trouble through the siren call of excessive credit.

Remember, the liquidity boom in emerging Europe was almost solely in the private sector. While the region's public-sector net external debt (after subtracting increased foreign-exchange reserves) fell from 2002 to 2007, private-sector foreign-currency debt rose to 126% of foreign-exchange reserves. This launched a property boom that was based on households taking out mortgages, not in high-interest local currencies, but in low-cost foreign currencies such as Swiss francs, euros or even yen. As a result, 50% of household debt is now in foreign currency in Hungary; 30%-40% in Poland and Romania; and over 70% in the Baltic states.

Eastern Europe's corporate sector also expanded on the basis of "cheap" foreign-currency debt. By mid-2008, nonfinancial foreign-currency corporate debt had reached over 45% of all corporate liabilities in Bulgaria; over 30% in Ukraine and the Baltics; and over 20% in Hungary and Russia.

Eastern European banks expanded their foreign currency lending to households and corporations. Incredibly, between 2002 and 2007, bank credit to homeowners doubled each year in Romania. It rose 60%-80% a year in the Baltics and Bulgaria, and 20%-30% in Poland and Hungary. Meanwhile, lending to corporations grew by about 20%-30% a year.

Not surprisingly, asset-price bubbles followed. House prices rose sharply. Double-digit growth was the norm. Annual price rises accelerated to reach around 30% in Poland, Bulgaria and Slovakia and over 25% in Russia. In turn, the real-estate boom sparked a consumer boom. As in the U.S., consumer spending rose quickly and household savings rates plunged.

But the credit crunch changed all that. Global capital flows dried up. The assets bought in a carry trade with foreign currency (homes and investments) sank in value. The music stopped and so did the dancing -- local currencies have fallen like a stone as capital flows reversed. The countries of Eastern Europe are left with huge imbalances on their external accounts and massive amounts of foreign debt.

Without capital funding to tide them over, Eastern European households with large foreign-currency mortgages and companies with large foreign-currency debt are going to default. Even if we see an economic recovery in the region, the potential net losses are massive, ranging from about 5% of GDP in Turkey, Russia and Romania, up to 6% in the Czech Republic and Poland, and 8%-10% in Hungary, Bulgaria and the Baltics. Such losses would virtually wipe out foreign-exchange reserves in Latvia and take out around 40% of reserves in Turkey, the Czech Republic, Poland, Hungary and Ukraine.

There's little doubt that Eastern Europe's credit crunch will ricochet back into Western Europe. Most Eastern Europe banking systems are dominated by Western European banks. Indeed, this could add another $130 billion to the losses that European banks have already incurred. Such a loss would destroy nearly another 10% of tier one capital (equity capital plus disclosed reserves) in Western European banks.

The hit would be even more serious for the banking systems of several small and medium-sized European countries. Austria is most vulnerable, since the Eastern European exposure of its banks is about 80% of the country's GDP. Losses for Austrian banks could run as high as 10% of GDP, or over 25% of Austrian bank capital. If the Baltic states were to default on their obligations, Swedish banks would face losses equivalent to 20% of their capital.

So what is Western Europe doing to avert these losses? The EU recently agreed to up its support for the IMF by $100 billion and double its 25 billion euro line of credit for non-eurozone members that it started last December. Still, the more prudent EU members are hesitant to throw good money after bad, preferring to handle any bailouts through the IMF with the requirement of greater oversight. This week's $20 billion bailout of Romania was led by the IMF and only backed by the EU.

The risk now is that soft options will be adopted that attempt to avoid the necessary pain that must follow. Already the IMF has announced a "flexible" credit facility for "good" borrowers and relaxed monitoring of funds for others. Still, IMF conditionalities are better than nothing. Without them, bailing out Eastern European banks and creditors that set up a system based on foreign currency they couldn't afford to repay would be the extreme of moral hazard, and an even worse example than that set by the U.S. bailouts.
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