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Abstract: Lehman’s collapse laid bare the fragilities of the cross-border banking model
prevailing in Eastern Europe. It left CEE banking systems vulnerable to the deleveraging
decisions of parent banks, and CEE central banks vulnerable to Euro shortages. This
paper examines the relationship between ECB and New Member States, which it describes
as ‘Our Euro, our banks, your problem’. Using the lens of dependent financialisation in a
hierarchical international monetary system, it argues that the ECB’s position was riddled
with conflicts of interest. The systemic role of the euro, tacitly encouraged before 2008,
would have required the ECB to provide temporary support to CEE central banks. Yet its
participation in bailout negotiation constrained its willingness to extend unconditional
support, via swaps, to CEE central banks. While the ECB had no mandate to be either an
official Troika negotiator or international lender of last resort, it interpreted the extensions
of its mandate such that it reinforced its institutional position in the bailout mechanisms,
at the expense of policy autonomy in CEE countries. The ECB harnessed its privileges as
currency issuer to help enforce Troika policies and preserve the cross-border banking

model that it views essential to its broader strategies of financial integration.
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sciences, so as to understand how finance can better serve economic, social and
environmental needs. The central issues addressed are the ways in which the growth and
performance of economies in the last 30 years have been dependent on the characteristics
of the processes of financialisation; how has financialisation impacted on the achievement
of specific economic, social, and environmental objectives?; the nature of the relationship
between financialisation and the sustainability of the financial system, economic
development and the environment?; the lessons to be drawn from the crisis about the
nature and impacts of financialisation? ; what are the requisites of a financial system able

to support a process of sustainable development, broadly conceived?’
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1. Introduction

After 1989, CEE countries embraced financial globalization, often as a condition of EU
membership. Early liberalizers (Baltic states, Czech Republic) removed most capital
controls by 1997; the rest by 2006. Countries typically followed the same sequencing: first
FDIs, more caution on interest-rate sensitive capital inflows, in particular non-resident
access to short-term funding instruments and local currency asset markets. In fifteen
years, CEE countries went from planned economies with state-owned banking sectors and
embryonic, if any, financial markets to countries with fully liberalized capital accounts and,
with few exceptions, banking sectors dominated by banks headquartered in the European
Union (Austria, France, Italy, Greece). Transnational banks borrowed cheaply in
international financial markets to fund affiliates in Eastern Europe that in turn fed i via
foreign currency (fx) - loans household credit and real estate bubbles (de Haas and van
Lelyveld 2011, Gabor 2012). Pressured by competition from foreign banks, locally owned
banks increasingly resorted to foreign funding, borrowing from cross-border interbank

markets or in local currency markets.

Lehmands <collapse | aid bar-leordet baaekingf moaey i | i t |

prevailing in the region. It left CEE banking systems vulnerable to the deleveraging
decisions of parent banks, and CEE central banks vulnerable to a shortage of Euro and
other more exotic currencies, in particular Swiss francs.

Against this context, this contribut
relationship to CEE countries. While scholarship on the topic is notably absent, this is an
important question. Although the ECB did not have a mandate for bank regulation or
financial stability T only formally institutionalized in the Banking Union 71 its crisis policies
matter for three reasons. First, banking systems in the CEE region are dominated by
Western European banks, whose asset and liability management made solvency a local

problem and liquidity a regional (euro) issue. From this perspective, CEE central banks

on

relationship to the ECB mirrored the ECBOs

European banks had large exposures to dollar funding markets, just as CEE banking
systems had exposures to euro funding markets and to the liquidity pressures of the
parent banks. Second, before the crisis, an attitude of benign regulatory neglect towards

cross-border banking practices coupled with an aggressive expansion strategy of Western
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European banks left countries in Eastern Europe highly vulnerable to the transmission of
financial shocks via cross-border banking channels, without institutional mechanisms to
manage cross-b or der banking fragilities. Third,
central banks were faced with a shortage of Euro (and Swiss Francs) that confronted the
ECB with the demands of its role as a systemic central bank for the region.

When funding dried up i n the gl obal
together devised an unprecedented mechanism for global monetary policy making (Allen
and Moessner 2010, ECB 2014). Faced with the new challenges of highly integrated
markets and liquidity increasingly global, the G10 central banks introduced swap lines,
providing liquidity in national currency to each other. Through the swap agreement, the
t wo parties buy each otherés currency, a
the terms of the swap agreement protect the two parties from exchange rate fluctuations,
the risk that one of the parties will not be able to reverse the swap remains. The least
concerned about such risks, the i ssuer o
Reserve offered swaps to several large emerging countries where its banks had significant
exposures (see Allen 2013). These swaps complemented the bilateral agreements
between systemic central banks (Canada, US, UK, Eurozone, Japan and Switzerland),
agreements that eventually morphed into a temporary, and then permanent swap network
in October 2013.

In contrast, at the height of the banking crisis, the ECB was only prepared to
provide currency bridges to central banks that it perceived to be its peers. For the first 12
months after Lehman, when its support was most needed, the ECB treated the central
banks of the New Member States as Euro-area commercial banks, agreeing to lend Euros
against (scarce) ECB-eligible collateral to Hungary (October 2008), Poland and Latvia
(November 2008). In doing so, the ECB proved more conservative than Swedish, Danish
and Swiss central banks (see ECB 2014, also Darvas and Pissany-Ferry 2008). It only i
informally - agreed to a swap with two CEE central banks i of Hungary and Poland - late
in 2009 (Vallee® 2010), once several CEE countries turned to the Troika (the IMF-
European Commission-the ECB) for balance of payments assistance and to the Vienna
Initiative as a forum for resolving home-host dilemmas underpinning the governance of

cross-border banks. The CEE crisis i and its socio-economic impact - would have looked

1 http://ftalphaville.ft.com/2010/03/30/191041/behiddseddoorsat-the-ecb/
8
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differently had the ECB assumed the responsibilities of its systemic role. One crucial
reason it failed to do so, the paper argues, is the crucial role that it has come to play in
designing conditionality in Europe as part of the institutional arrangement of the Troika.
This report focuses on the relationship between ECB and New Member States,
which it describes as 060Our Euro, our banks, vy
drawbacks of a financial integration process that is generated on, and through, the
balance sheet of foreign-owned banks. To outline the political economy of the ECB-CEE
central bank relationship, the report uses the lens of dependent financialization,
understood in the context of a hierarchical international monetary system (Mehrling 2011,
Mehrling et al 2012). The term captures the emergence of new, de-localized, financial
structures characterized by cross-border interconnectedness, market-based banking
models and financial fragility. In a dependent, financialized money hierarchy, the central
bankdéds control o opeof the mierarchy is eradéd by theecrods-currency,
cross-market activity of its banking sector. With ineffective policy instruments to shape the
hierarchy, t he 6homeod centr al b anki ahdetheo me s
institutional politics T of the issuing central bank. While full exchange rate flexibility would
di vorce base money creation from currency 1in
arbitrage, such a policy choice is costly for central banks whose currency becomes
increasingly financialized (currency trading driven by financial motives rather than
international trade, see McCulley and Scatigna 2011). The pattern of financial integration
that these countries have experienced since accession and then membership of European
Union means that full exchange rate flexibility would have been accompanied by fast
exchange rate appreciation (and stronger over-valuation). Indeed, the Eastern European
experience demonstrates that central banks will eventually step in to prevent an excessive
appreciation of the currency, be it driven by short-term inflows or FDI (privatization) related
flows. Thus, a theory of the ad-hoc cooperation between central banks to mitigate currency
shortages necessitates a clear specification of the financial relationships through which
currency hierarchies interact and overlap, and the distinctive policy dilemmas these trigger.
In Eastern Europe, that dependency had an additional, if crucial, dimension, as the
issuing central bank was, in many cases, also the central bank of the financial system
where parent banks were headquartered. As predicted by politics scholars, enlargement

did lIittle to boost the prospects of the eul
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ambiguity at the expense of transparency and accountabil i t yd ( Cohen 2007,
ECBO0s position towards CEE countries was ridd
role of the euro in CEE countries, many on route to adopting the euro, would have
required the ECB to provide temporary support for central banks when currency markets -
dominated by financial institutions located in the Euro area i stopped working. Yet its
participation in deciding bailout conditions, an overtly political role, constrained the extent

to which it was willing to extend unconditional support, via swaps, to CEE central banks.

While the ECB had no mandate to be either an official Troika negotiator or international

lender of last resort via swaps, -it choose to interpret the extensions of its mandate in such

a way that it reinforced its institutional position in the bailout mechanisms, but at the
expense of policy autonomy in CEE countries. The ECB took advantage of its privileges as
currency issuer to help enforce Troika policies and preserve the cross-border banking

model that it views essential to its broader political strategies of financial integration.

Thus, transnational financial actors have become a powerful political and economic
force in Eastern Europe, navigating and shaping uneven regulatory terrains in order to
sustain new, market-based modes of profit generation. Thus, the systemic footprint of
foreign-owned banks in CEE countries goes beyond lending and deposit taking, be it in
domestic or foreign currency. As the Liikanen Report (2012) documented, transnational
banking has changed profoundly over the last 30 years, marked by a collective migration
to highly-interconnected, market-based activities including the production of tradable
assets (through securitization and off-balance sheet instruments), leveraged proprietary
trading, market making, and global management of asset and liabilities (also Haldane
2009%).

Market-based bank business models matter for CEE countries as resident banks
intermediate capital inflows through several mechanisms (Gabor 2015). Aside from
moving liquidity through internal capital markets, resident banks also enable non-resident
financial institutions (hedge funds, asset managers, institutional investors) to enter the
local currency (debt) markets of developing countries. Such intermediation of portfolio
inflows often occurs 0i n “diaace shbeel dvervihe-countef ban
transactions. It can create systemic vulnerabilities where non-resident investors tend to run

for the exit when global funding conditions change. Fori nst anc e, Hungaryods

2Haldane, A. 2009. #fARethinking t lleStudent Assotiatiora Amstbréamwor k. 0
1C
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market played a crucial role in the crisis as resident banks faced Euro shortages when
non-residents liquidated government bond portfolios and closed fx swaps that were
providing Euro funding to Hungarian banks.

The report i s organi zed as foll ows. It first 0
international role of the Euro. It then examines the role that central banks play in shaping
hierarchies of money, and connects this to dependent financialization. It then explores the
agreements between central banks since 2008,

t o t hen focus on t he ECBO6s r el dttconzladeshbyp wi |
considering the argument that responsibility for the mis-management of money hierarchies
should be placed squarely at the feet of CEE central banks, whose choice of exchange
rate regime and benign neglect of foreign currency lending created the type of

vulnerabilities that the ECB swap could i but did not have to i address.

2. TheEuroasinter nati onal currency: 6our currency,

The introduction of the Euro ignited scholarly and policy interest about its potential role as
international currency. Scholars predicted that the euro could (partially) displace the dollar,
exploring the determinants of internationalization, defined as the increasing willingness of
non-resident actors to accept and use the euro: economic stability to support the store of
value function, openness to international trade and capital mobility to strengthen the use of
the currency as international means of payment, deep and liquid financial markets to
attract i nternational investorso interest ( Pc
inception, the ECB (1999) began publishing an annual reporton 6 The i nternati on
the eurobé that documented the private use of
currency; (b) payment and vehicle currency (c) pricing and quotation currency (goods and
services) and (d) reserve, intervention and pegging currency.

The first report (ECB 1999) focused on the role of the euro as investment/financing
currency and intervention/pegging currency. With respect to the former it cited approvingly
the move by various large developed and emerging countries (Argentina, Brazil, Canada,
the Phillipines) to issue euro denominated debt as a strategic decision to diversify
portfolios out of US dollar. It also highlighted the important role played by the Euro as

reserve and pegging currency in Eastern Europe, where several countries with exchange

11
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rates previously fixed to the Deutsche Mark were now turning to the Euro. By 2008, the
ECB6s reports documented the i mportance of E
the balance sheets of banks in CEE countries. Indeed, the ECB showed that by 2008,

banks headquartered in the Euro area generated more than 75% of foreign claims in New

Member States, an evolution that was could not be explained away by monetary factors
(exchange rate volatility or high inflation), but rather by the portfolio decisions of the Euro-

area banks (ECB 2007). Put di fferently, Eur o
were rendering the ECB a systemic central bank for the region. Yet the ECB refused to
contemplate the financial stability implications of this systemic role beyond lip-service to
international cooperation via BIS and other fora. Rather, it stressed that its neutrality
towards internationalization trends, in that
i nternati omanhandlIssm@20@2Ha r t

The benign neglect towards internationalization reflected the particularities of the ECB
mandate in the pre-crisis Eurozone. This was narrowly defined around price stability, as
Member States closely guarded the powers to regulate their financial institutions, often
perceived as O6national championsé who needed
competition from US financial institutions. Yet the ECB i alongside Member States -
encouraged European banks to expand, because of its explicit interest in accelerating
financial integration, crucial for the effectiveness of monetary policy, particularly in light of
the commitment of the New Member States to join the Economic and Monetary Union as
soon as the convergence process allowed it. This drive for financial integration also fit well
with the political consensus in old Member States that the aggressive cross-border
expansion of the O0national champions®é6 woul d h
wave of financial globalization (Jabko 2006, Mugge 2010).

Scholars and international organizations could hardly challenge this alignment of
interests for Eastern Europe to embrace a bank-based mode of financial globalization. For
exampl e, as | ate as 2007, isthed a papeF stressing the o p e ar
differences between Latin American/East Asian vulnerabilities and Eastern Europe. In it,
the head of the Europe office dismissed concerns that the striking parallels with East Asia
(large current account deficits funded by cross-border lending, accompanied by housing
and credit booms) had any systemic implications (see Bluestein 2015). Rather, Eastern

Europe was experiencing a convergence-driven boom that should not be confounded with

12
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a bubble, as the financial institutions that were lending to CEE countries had learnt the
lessons from past crises in developing countries and were not repeating the mistakes (see
Abiad et al 2007).

Only well into the c¢crisis, once the ECBO6s s
turn their attention to the role that financial stability i defined broadly to include policy and
institutional framework i play in the international status of a currency (Goldberg et al
2014)°. Before and during the crisis, central banks in Eastern Europe were alone in
confronting the implications of a bank-driven internationalization of the Euro (and Swiss

Franc) in their financial systems.
3. Central banks in dependent financialization

This section explores practices of central banking during upswings of global financial

cycles and how these relate to the specific fragilities of dependent financialization. It

argues that central banks play an important role because these manage and maintain the
mechanisms that produce financialized behaviour. Public policies ease the entry of
impatient finance with short-term horizons (through capital account liberalization), enable
their exit (through the central bankds | iquic
regulatory environments and in general, endorse new financial practices in the name of

financial deepening and enhanced market liquidity. Central banks operating in financial

systems that are closely integrated in international financial markets worry primarily about

capital account management, rather than inflation targeting.

The section outlines how central bankso6 |
interbank money market interact with trading-based modes of profit generation and in
particular, the financialization of money and currency market structures. Thus, currency
markets no longer reflect international trade in goods and services but capital flows driven
by cross-currency risk trading (McCauley and Scatigna 2011). Currencies become
financialized. Similarly, interbank money markets no longer reflect demand for, and supply
of, reserves arising from settlement needs in traditional deposit taking and lending activity
(see Bank of England 2014) but instead the interplay of capital inflows and the central
bankds capital account -resaenadgreamdefor govesnmenaborelg y . N

? hitp://www.voxeu.org/article/nesthinking-reservecurrencystatus

13
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markets is closely linked to the liquidity of derivative segments of currency markets.
Markets became financialized quantitatively (rapid growth, increasingly liquid) and
qualitatively (structural changes in demand and supply conditions driven by trading-based
banking).

Thus, cross-border financial integration has re-ordered domestic money hierarchies
and confronted central banks with a dilemma: restricting the provision of bank reserves i
lender of last resort liquidity T in order to prevent speculative attacks and excessive
depreciations of the domestic currency may come at the expense of punishing those

domestic banks that still follow a traditional, relationship based banking model.

3.1 On central banks and hierarchies of money

Heterodox economists define money as a debt relation. Going back to Keynes (1930) and
Minsky (1986), money is conceived as a two-sided balance sheet phenomenon (Bell
2001), a social relation that alters both assets and liabilities. Money thus solves an
acceptabi | ity probl em, embodying a promise to acc
money is created equal T money is inherently hierarchical (Mehrling 2012). Some
promises will be less acceptable than others (Foley 1987), some issuers are more credible
than others (Mehrling 2012). A (debt) promise becomes money as an increasingly large
number of individuals and institutions accept it.

The scholarship on money hierarchies has roots in distinctive, and sometimes
conflicting, schools of thought. Yet these contributions converge in agreeing that money is
a social relation, and that there is a hierarchy of monetary liabilities marked by different
degrees of acceptability.(1999proMosewnnice, e Doma
while explicitly concerned with Marxist questions about commodity money, engages with
Keynesian and Minskyan ideas about the changing space of monetary liabilities and what
di stinguishes &émoney properd from credit cl ai
Mehrling (2012) refere nce Duncan Fol eyb6s work on hierarc
first extensive contributions. Where the theoretical differences come to matter is in the
emphasis placed on liabilities at distinctive levels of the hierarchy. Thus, this contribution
does not intend to reconcile the distinctive theoretical positions on money out there, but

rather to draw on the analytical lens of the money hierarchy to explore the re-ordering of

14
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money hierarchies produced by Eastertion iEur op «
international financial architectures.

Early theorizing of monetary hierarchies drew on Chartalist ideas. Building on
Minsky (1986), Foley (1987) and Wray (1990), Bell (2001) proposed a simple hierarchy
where state liabilities (state-issued fiat money) are at the top of the pyramid, followed by
bank | iabilities, the debt of firms and of h
that the state has the unique power to define what is acceptable means of discharging tax
liabilities (Wray 1990). The distance from the apex represents the varying degree of
acceptability, fundamentally depending on how readily convertible private promises are
into state money. Firmsoé debt (bonds) and st a
occupy a lower position in the hierarchy because these are less liquid than bank money
and currency. Yet Minskyods insight that O0the
in its properties, as new |liabilities are in
structurally evolving economies, is downplayed. By tracing money back to the taxation
power of the state, Bell (2001) eschews questions of why new forms of money appear, and
how they re-order money hierarchies or (de)stabilize them.

Mehrling (2012) closely examines the dynamic properties of money hierarchies.
Using a simple hierarchy, he asks what constrains the expansion of money claims at
different tiers in the hierarchy. This brings to the fore the relationship between the
institutions that issue credit/money, and the constraints that govern those relationships.
One basic disciplinary constraint arises from the means of settlement function of money:
institutions settle payments with monies issued higher in the hierarchy (central banks in
gold, banks inreser v e s, firms in bank money). Thus, o]
l evel above serves as a disciplinary constrai
every level can influence monies below but not increase directly those above. That is not
to say that causality runs entirely one way (down) through the hierarchy i that would
validate a monetarist understanding of money and central banking 7 but that expansion
and disciplinary constraints are mediated by institutional factors and the prevailing
monetary theory. For example, it is now accepted that the central bank meets commercial
banksdé demand for reserves at a price consi s
inflation (Bank of England 2014).
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Thus, commercial banks can create private money with price, rather than quantity,
constraints from the monies higher in the hierarchy (bank reserves). Innovation seeks to
relax or circumvent disciplinary constraints higher in the hierarchy.

Mehrling (2012) stresses that the moneyness of debt claims fluctuates. Credit is
inherently unstable, as debt relationships are inextricably bound up with uncertainty. While
moneyness embodies a promise to trade at par on demand with money at higher levels,
crises test this promise and the credibility of the institutions behind it. Historically, central
banks have stabilized simple hierarchies by using their balance sheet to defend par
convertibility of bank deposits, providing banks with funding liquidity through the lender of
last resort function. Central banks can do so because their liabilities retain moneyness in
crisis, since central banks have no liquidity constraint (at least not in their own currency).
The | iquidity challenge, Mehrling suggest s,
monetary qualiti es of | iabilitiesdo (p.11).

This logic can be extended to the international monetary system, inherently
hierarchical (see Bernes et al 2014, also Mehrling 2013). At its apex is the US dollar (the
worl dos reserve currency) . | nsetdement tonstrants,| mo
providing liquidity to settle net payments between countries during normal times but cannot
absorb fluctuations during crisis. In crisis, central banks backstop their own money
markets and via swaps, provide foreign currency to each other in order to allow their
private financial institution to meet foreign liabilities. Central bank in key financial centres
thus create Ttemporary or permanent - mechanisms of cooperation necessary for the
preservation of the international payment system (see ECB 2014).

However, not all currencies are created equal. Backstops in the international monetary
system are hierarchical. In an environment of free capital flows, the search for yield may
affect countries lower in the international hierarchy. East Asian and Eastern Europe offer
pertinent examples of central banks that choose to expand balance sheets in order to
mitigate the potential destabilizing consequences of volatile cross-border positions,
particularly if these are funded in currencies of systemic central banks (see Ma et al 2011,
Gabor 2015). This reorders national money and credit hierarchies. Central bank
interventions in currency markets relax settlement constraints because banks can obtain

reserves via currency markets rather than the interbank money market. This in turn
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highlights the analytical importance of the relationship between the institutions that issue
credit/money, and the constraints that govern those relationships.

3.2 Relaxing the constraints on reserve creation

Our tradition a | understanding of central bankods powe
the economy relies on the <central bankdés rol
counterparties, the banking sector. Commercial banks settle obligations to each other in
reserves created by the central bank. That is, the reserves created by the central bank are
money between commercial banks, whereas the deposits created by commercial banks
are money between non-bank economic actors, including non-bank financial institutions
(without an account at the central bank) and
of money at the top of hierarchy acts as a constraint 1 although does not determine i the
pace of credit creation via the interest rate that the central bank sets on reserves. Indeed,
the now vindicated position of Post-Keynesian economists in the monetarist-endogenous
money debates stressed that banks lend first, and then find reserves (Lavoie 2000, Dow
2004). This lending-based model of banking generates a structural deficit of reserves of
the interbank money market i banks lend, lending creates deposits, and demand for
reserves as means of settlement (see Bank of England 2014). The central bank can
choose not to accommodate this structural deficit, but if it does so, it will create scarcity on
the interbank money market that pushes interest rates up, tightening monetary conditions
above its interest rate target. Thus, the central bank choses a price target for reserves
trading in the interbank money market, and stands ready to enforce that target in the
market via open market operations. Commercial banks create private money with price
constraints from the monies higher in the hierarchy (bank reserves). Central banks create
public money (reserve) to meet endogenous needs of national depository institutions.
It is tempting to infer that this model of central banking and money creation applies
particularly well to formerly planned economies, where money and capital markets are yet
to reach the depth and liquidity of those in high-income countries, so that banks continue
to pursue the traditional business of banking 7 lending to the real economy and funding
6real 6 assets via retail deposits. |l ndeed, th

went wrong in Eastern Europe after Lehman: banks that extended credit to households
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and businesses buoyed by the 6convergenced pr
However, it is recognized that the story is made somewhat more complex by financial
globalization i banks lending in foreign currency and funding those fx assets by borrowing

abroad, from cross-border markets or parent banks. Yet scholars argue that this model of

European financial integration via international banking groups ultimately proved to be a
sourceof resilience for Eastern Europe. Foreign
the blow of capital out fl ows o, prevented court
often derailed reform since 1990, and thus preserved economic and political stability in the

region (Berglof et al 2009).

However, a critical examination of what foreign banks do in Eastern Europe
suggests that traditional theories of central banking and their role in shaping money
hierarchies are ill-equipped to capture the nature of central banking in small, open
economies deeply embedded in international financial networks. The starting point is to
notice that central banks across the region, similar to central banks of countries in Asia
and Latin America, create public money by accumulating foreign reserves (be it through
direct interventions in currency markets, or by acting as the foreign exchange agent of the
state, providing domestic liquidity in exchange for privatization receipts or official inflows).

Foreign reserve accumulation in countries that receive large capital inflows typically occurs
to protect the exchange rate from appreciating excessively.

Consider the traditional process of money creation (see Bank of England 2014). In
response to demand for credit, banks lend. When extending a mortgage loan, Bank A
simultaneously creates a deposit for the borrower, a promise to pay on demand. The
borrower in turn can use that depositi Bank A6s pr o imbrdeeto gettle itp @avp
purchase of a house. It transfers that deposit to the house seller at Bank B. This is where
the role of reserves as means of settlement between banks becomes important. Bank B
assumes Bank AO0s promise to pay (its I|Iiabil:i
asset, that is, bank reserves. To settle its obligation to Bank B, Bank A uses either its own
reserves, or if it doesnbét have enough, it b c
accumul ating an interbank I|iability in [|ieu
price ofreserves acts as a constraint for Bank AG6s |
money market will be in structural deficit of liquidity, allowing the central bank to control its

price by supplying reserves to t hetiesmaydommet . I n
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under pressure as its lenders refuse to roll over credit, and the central bank steps in to
provide lender of last resort liquidity. Bank A needs acceptable collateral to access lender
of last resort liquidity. If bank A wants to increase lending without running down reserves, it
must attract new deposits.

But commercial banks can erode these constraints by borrowing abroad. Consider
Bank A, whose parent bank is located in Euroarea. Bank A accepts a Euro deposit from its
parent bank, on which it pays EONIA and a risk spread. On its balance sheet, its fx
liabilities have increased, and so have its net foreign assets (fx liquidity, in stage 1 of
graph 1). Bank A then sells the fx liquidity to the central bank who in turn wants to avoid
excessive appreciation of the domestic currency. By exchanging the fx liquidity with the
central bank, Bank A has increased its reserve assets without paying the domestic
interbank interest rate, but rather the rate on the fx deposit (in stage 2 of the graph). In
developing countries, that interest rate differential is substantial, and can act as an
incentive for the banking sector to intermediate capital flows. The more the banking sector
intermediates capital inflows, the more it disconnects domestic reserve creation from the
endogenous needs of depository institutions generated via lending. This puts the central
bank in an uncomfortable position, since its price stability mandate is predicated on its
ability to influence aggregate demand via its policy rate. But if the policy rate no longer
sets the cost of obtaining reserves on the interbank money market, then its policy

framework will come under increasing questioning.
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Figure 1 Money creation through accumulation of fx reserves
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confirms that reserve creation is driven by fx reserves, both before and since the crisis.
Indeed, direct reserve lending to banks amounts to less than 15% of central bank assets,
with under 5% for Poland and the Czech Republic. The relative increase of direct lending
in 2008 reflects frozen interbank money markets that pushed commercial banks with a
deficit of reserves (those without access to foreign lending or unable to renew foreign

borrowing in crisis) to borrow reserves from the central bank.
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Figure 2 Share of foreign assets in total assets of the central bank, selected CEE

countries
100%
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Poland
Czech Republic
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Source: Joint External Debt Hub

Banks in Eastern Europe, both foreign and domestic owned, have used cross-border
relationships to relax the disciplinary constraints higher in the hierarchy of money creation,
endogenizing not only the quantity of reserves higher up in the hierarchy, but its price.
However, this does not imply that there are no constraints on money creation, but rather,
that the constraints arise from a different hierarchy i of the funding currency - over which
the central bank has no control.

Thus, a theory of the ad-hoc cooperation between central banks to mitigate
currency shortages necessitates a clear specification of the financial relationships through
which currency hierarchies interact and overlap, and the distinctive policy dilemmas these
trigger. The price constraint of reserve creation underpinning bank money can only be
eroded if commercial banks have market access to foreign currency. In crisis, that access
may be curtailed by uncertainty, leaving central banks with a simultaneous domestic and
foreign liquidity problem.

In order to capture the systemic implications of a money hierarchy where the central
bank creates reserves via fx reserve accumulation, it is important to focus on the financial
relationships that intertwine currency hierarchies. Gabor (2015) proposes an analytical

framework based on understanding the financial system as a network of connections. This
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approach builds on the critical interconnectedness scholarship developed in response to
the crisis. Bank of Engl andés Andrew Hal dane
should be approached analytically as complex, adaptive systems and transnational banks
as Osswpperader sé6 of systemic ri sk that arises
business models from the relational one described above to the so-c a | | e d -béansaer dkoe t
banking model (see Hardie et al 2013). This entails higher-risk, higher yield trading
activities in new markets and with new instruments, frequently off-balance sheet (see also
Bruno and Shin 2014). Sharp increases in leverage strengthen interconnectedness and
financial fragility since banks (and other financial intermediaries) can only increase
aggregate leverage by transacting more with each other in short-term wholesale funding
markets (Yellen 2013). The converse is true in a downturn, as bank lending and bank
leverage are pro-cyclical. This model of leverage cum interconnectedness matters for CEE
countries, as the | evgrepaderysd adedfertmhemeds u he
of capital flows into their banking systems (Bruno and Shin 2014). Gabor (2015) identified
three systemic connections at the core of a 6
(a) Protective connections arise when the cent r al intdnemniidn® ®© protect the
domestic currency from appreciation pressures enables resident banks to obtain
reserves without paying the interbank market rate. As explained above, once the central
bank undertakes currency market interventions in response to large capital inflows, it
relinquishes influence over the domestic interbank money market, and with that, its
influence over private financial relationships through non-regulatory means (cost and
availability of funding). It creates a structural surplus of reserves, however distributed
asymmetrically. Resident banks with access to foreign funding via parent banks or
international money markets will have a structural excess of domestic liquidity, whereas
banks following a local, relationship-based, banking model rely on interbank money

markets to meet their reserve (as means of settlement) needs.

To understand the actions of a central bank in an fx-driven policy regime, it is important to
explore the challenges it faces when it creates reserves through fx accumulation. The
accumulation of fx liquidity poses a problem for the conduct of monetary policy, since
higher reserves in the system puts downward pressure on the interbank interest rate,

relaxing monetary conditions. Since the policy rate no longer sets the cost of obtaining
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reserves on the interbank money market,

framework T interest rate manipulation to target price inflation - will come under increasing
guestioning. The central bank has no option but to seek to re-gain influence over interbank
money markets by sterilizing the impact of its fx accumulation, that is, by absorbing the
reserves that it provided commercial banks (see Figure 3). To do so, it can, for instance,
issue its own debt and sell it to bank A (or sell government bonds to the bank, or take a
deposit). Thus, Bank A now has a (risk-free) domestic currency asset that yields the policy

rate funded with an fx deposit.

Figure 3 Central bank sterilizations - a carry trade vehicle
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In the literature, the practice of funding high-yielding assets by borrowing in a low-yielding
currency is known as a carry-trade (see Curcuru et al 2010). The only remaining risk is the
risk that the domestic currency depreciates, making fx funding more expensive, and
potentially unprofitable. However, in Eastern Europe, it was widely believed before the
crisis that currencies could only appreciate due to convergence and the Balassa-
Samuleson effect (see Abiad et al 2007). Where banks did not find this convergence story
persuasive enough to shape their investment strategy, they would use derivatives to close

the open fx position. Foreign-owned banks would typically be in a position to do so without
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eroding profit margins from the sterilization carry. Backed by the parent bank, the resident
bank may be a market maker in derivatives, and thus able to charge other derivative

counterparts a bid-ask spread (Lindo 2014).

The centr al bankbés strategy thus support ec

institutional incentives at play make it difficult for central banks to contemplate far-reaching
reforms or to recognize that benefits are cyclical, a la Minsky. Indeed, central banks
benefits from banks©o i ntermediati on of
domestic currency and keep import prices low. This is why central banks may deliberately
encourage capital inflows with their sterilization strategy, offering risk-free assets funded
through fx liablities (Gabor 2012; Painceira 2012; also Ostry et al 2012). Other policy
maker s, such as government s, al so benefi
debt increases market liquidity and lowers public debt yields, albeit cyclically.

Indeed, BIS data shows how pervasive this central bank strategy has been across
Asian countries confronted with large capital inflows. The volume of debt securities issued
by central banks in China, Korea, Malaysia and Thailand rose above 10% of GDP in the

run up to Lehman and has remained high since (see Figure 4).

Figure 4 Sterilization via central bank securities, Asia.
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1 For India, proceeds from auctions of treasury bonds and securities under the market stabilisation scheme, de-
posted at the Reserve Bank of India. 2 The scaling variable used is annual GDP data converted to monthly
using linear interpolation.

Source: BIS (2011).
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Central banks in Eastern Europe implemented a similar sterilization strategy. Where data
is available, it shows large sterilization operations (see Figure 5). It is likely that this data
underestimates the actual sterilization volumes, since central banks can deploy a broad
range of instruments to absorb the liquidity created via fx accumulation. For example, the
Romanian central bank does not issue tradable debt instruments, but instead takes
(unsecured) deposits from resident banks, deposits remunerated at the policy rate.

Figure 5 Sterilization via central bank securities, CEE countries
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Source: data from central bank websites

(b) Bank-to-bank connections stem from cross-border banking flows through which
resident banks borrow from parent banks, if affiliated to transnational banking groups, or
from cross-border interbank markets. Parent banks compare profitable opportunities in
different jurisdictions (contingent on regulatory and tax regimes) and move funds from
low to high profitability jurisdictions, commonly without much regulatory interference.
These feed credit bubbles that unravel when cross-border funding dries out (Cettorelli
and Goldberg 2011; Kudrna and Gabor 2013). For example, only East Asian countries
worried about credit booms and took measures to curtail them before the crisis (see
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Gabor 2012). In European countries, regulators realized that they knew little of what
was going on inside or between global banks that typically had thousands of affiliates

operating in many countries (Cerutti et. al 2010).

(c) Shadow connections emerge when global non-bank financial institutions (hedge
funds, asset managers, institutional investors) enter the local currency (debt) markets of
developing countries. They often ocdows®i of t bad+bddahaag Vvi ¢
sheet, over-the-counter transactions. Yet the contours of these shadows are traceable
because they cannot do so without the liquidity provided by resident banks. When
motivated by carry-trade strategies, shadow complementarities are distinctly fragile,
since non-resident investors unwind carry positions quickly in response to changing
conditions in international financial markets (Kaltenbrunner 2010; Curcuru et al. 2010).
JP Morgan indexes for emerging and frontier countries suggest these are the fastest
growing cross-border financial linkages post-crisis. Indeed, most capital controls that
developing countries have introduced since 2009 focus on restricting non-resident

carry-trades.

Even more puzzling for the traditional money creation story, it is possible for banks to
create foreign money. Consider this scenario T widespread in Eastern Europe (see Pales
et al 2011 for Hungary). Bank A extends a mortgage loan in Euros, providing more
favourable lending conditions than it would for a mortgage loan in domestic currency (see
Figure 6). In doing so, it simultaneously creates a deposit for the borrower i that is, a
promise to pay denominated in Euros. When the borrower pays for the house, her deposit
moves to Bank B in the account of the house seller. Bank A has to settle that transfer of
liability by providing bank B with fx cash(1). Thus, it faces an fx reserve constraint. It also
has an open fx position, since it is funding its fx loan with domestic currency deposits (2).
A swap with a non-resident financial institution allows it to close its open fx position and
replenish its reserves. In the spot leg of the swap, the commercial bank buys Euros and
sells domestic currency, creating a domestic currency deposit for the non-resident. The
forward leg of the swap is off-balance sheet. The non-resident can use the deposit to

purchase government securities, rolling over the swap.
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Figure 6 Funding via fx swaps
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This strategy is important because it opens up foreign funding sources for locally-owned
banks that would otherwise find it difficult to tap international money markets. Local banks
confronted with competitive pressures from foreign-owned bank can thus overcome the
difficulties of not having a parent bank that can channel cheap funding through internal
capital markets. The case of Hungary illustrates this point well (see Figure 7). Between
2002 and 2008, cross-border banking loans quadrupled. The main driver of this rapid
increase in cross-border liabilities was borrowing from parent banks. However, funding
from non-resident institutions targeting local currency debt markets accounted for a

substantial share, of around 40% of total foreign funding by 2008.
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Figure 7 Cross-border exposure of Hungarian banks, 2003-2009

HUF Billion %
14 00 70
12 000 + 60
10 000 + 50
8 000+ 40
6 000 30
4 000 + 20
2 000+ +10
0- ) < 0 © ™~ © @ @ ) o -0
=) o [=3 =1 o = Q < o S
S S S S =] - & Iy & -
N N N N N © S [0} ) [}
= il 2 [a) =
mmm Foreign funding - from parent bank 3 Foreign funding - not from parent bank
— Parent funding/foreign funding (right scale) =& Foreign funding/external funding (right sc
Source: MNB.

Furthermore, non-resident activity in currency markets also enables their access to
domestic liquidity necessary to take positions in domestic asset markets (government or
corporate bonds, equity markets). Indeed, non-resident investors became increasingly
important in the local currency markets of CEE countries before 2008, their presence more
significant than the average for East Asian countries (see Figure 8). Notably, Hungary and
Poland saw a rapid increase in the share of debt instruments held by non-resident

investors, in Hungary rising to around 40% by 2008, followed by Poland and Estonia.
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Figure 8 Non-resident holdings of local debt, share of GDP, 2002-2008
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The presence of non-resident investors can increase the liquidity of local capital markets
and reduce long-term interest rates. However, where these investors are motivated by
carry-trade strategies, such benefits can turn out to be cyclical, and to engender systemic
vulnerabilities through two channels: investors liquidate positions quickly, harming asset
market liquidity and pushing up premiums, and withdraw funding lines to local banks
through currency swaps.

Il n s um, resident banksd market activiti
currency markets (the currency becomes an asset class, trading in increasingly greater
multiples of international trade, increasingly off-shore) and interbank money markets
(structural excess of liquidity, asymmetrically distributed, as central banks create domestic
liquidity by purchasing foreign currency from fx-rich banks). This re-orders domestic
money hierarchies and creates difficult dilemmas for home central banks. The traditional
crisis interventions - liquidity injections into money markets to mitigate uncertainty 7 lose
effectiveness since the central bank needs to provide foreign currencies to domestic
counterparties, and in doing so, it tightens liquidity conditions on money markets. In this
scenari o, t he financialization of inter

(relationship-based) banks who do not possess excess reserves from fx activity. Thus,
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large capital outflows play out in the interbank money market, where central banks are
forced to tighten liquidity conditions to prevent potential speculative pressures®, while
simultaneously coordinating with central banks of core countries in order to address

currency specific shortages.

4. The ECB and institutional innovations in financialized capitalism

Currency specific shortages are an important, if under-theorized, feature of global finance.
In Eastern Europe, bank-led carry-trades into asset markets and retail credit (fx housing
and consumption loans) funded by parents left domestic banking systems reliant on fx
funding. When funding dried up in the global financial crisis, an unprecedented episode in
global monetary policy-making and coordination ensued. Central banks formed swap
networks to provide liquidity in foreign currency to foreign banks, and in national currency
to foreign central banks. The existing |itera
that the specific design of its emergency liquidity interventions coupled with a poorly
designed institutional architecture put CEE countries at distinctive disadvantage. The ECB
only agreed to formalize swaps with CEE central banks one year after the collapse of
Lehman Brothers, leaving CEE central banks with little access to Euro liquidity beyond
their fx reserves. In response, several central banks were prepared and did implement

controls on outflows. The Vienna Initiative has to be understood in this context.

41 The ECB6s Euro interventions since 2008: a

First, it is important to have a brief overlook of the various crisis measures that the ECB
adopted after the collapse of Lehman Brothers. Liquidity interventions crisis often changed
trajectory, reflecting the complex polinei cal
hand, and the on-going attempts to create, at European level, an institutional framework
well-equipped to address banking or sovereign risk on the other hand. The ECB combined
bank-based with market-based approaches to liquidity injection, that is, it lent against
collateral, on extraordinary terms, or it intervened directly in asset markets. It

unsuccessfully attempted on at least three separate occasions to exit its extraordinary

* See IMF (1997). Capital flow sustainability and speculative currency attacks.
https://www.imf.org/external/pubs/ft/fandd/1997/12/pdf/imfstaff.pdf
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crisis measures (see Table 1). As Figure 9 suggests, liquidity injections through long-term

repo operations played a far greater role, in quantitative terms, than outright asset

purchases.

Table 1 The ECB's crisis policies

Nature of commitment

Expected interactions with

funding markets

Bank-based crisis measures (start date)

Enhanced credit support

Full-allotment, longer

Improve good/bad collateral

(Oct 2008) maturity (3 to 6 months), | ratio given collateral
relaxed collateral | discrimination in European
requirements repo markets

LTRO I (May 2009) Three, one-year, LTRO, | Lengthen liquidity planning
June, Sept. and Dec. 09; horizon (Trichet, 2009)

LTRO Il (May 2010) One, 6-months, LTRO | Address tensions in markets
(May 2010) for collateral and possible

contagion

LTRO IIl (October 2011)

Two, one-year, LTRO (Oct.
and Dec. 2011)

LTRO IV
2011)

(December

Covered Bond Program |
(May 2009 to June 2010)

Two, three-year LTRO
(Dec. 2011 and Febh.
2012);

Asset purchases

Commitment to volumes
CBPP | = EUR 60bn

Mitigate scarcity of eligible
collateral (Draghi, 2011).

Lower cost of funding in the

covered bond market, a long-

Programme (May 2010,
suspended by January

2011; restored in July

and 1l (Nov. 2011 to | CBPP Il = EUR 40bn term source of market funding
October 2012) (Hold to maturity)
Securities Market | Sterilized, on-off | Restore liquidity in sovereign

purchases, no commitment
to volume, no disclosure of

originator of instrument.

bond markets important for

bank funding (collateral).
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2011)
Outright Monetary | Sterilized; short-term | Signalling effect, accompanied
Transactions (August | instruments; no ex-ante | by improved funding
2012) limits; strict conditionality | conditions, improved periphery

ESFS/ESM sovereign yields
Exit strategies Exit narrative Interactions with market
funding

announced (Dec. 2009) | conditions
Tightening of collateral | Haircut differentiated | Increased costs of using lower
requirements according to credit ratings | rated sovereign debt reduces
(January 2011) of collateral to protect ECB | repo-driven demand

from credit risk

Increase interest rate Return to interest rate as | Interest rate risk
(March 2011) policy instrument to tackle
inflation

Note: LTRO = long-term refinancing operations

Thus, the ECB first introduced the Enhanced Credit Support strategy in October 2008.
With this, it extended the term of its repo loans to six months, expanded the range of
counterparties that could tap its liquidity facilities, and relaxed the collateral requirements.
As the crisis intensified, it announced three one-year LTROs in May 2009. Banks tapped
the LTRO auctions heavily in June 2009 (around EUR 350bn), to then progressively
reduce the demand for reserves in the September and December auctions (see Figure 9).
LTROs further contributed to the stabilization of collateral markets, particularly sovereign
bond markets, in two distinctive ways. First, relaxed collateral requirements would allow
banks to use sovereign collateral in private repo markets, although the impact of collateral
reallocations was constrained by the relatively small share of sovereign collateral used for
accessing ECB funding pre-crisis (around 10%, see Cheun et al, 2009). Second, banks
used ECB liquidity to purchase government bonds because a) these offered attractive

yields in a context of scarce profit opportunities (Lapavitsas et al, 2010) and b) to
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strengthen collateral portfolios that would allow them to replace ECB funding with market
funding once the ECB initiated its exit measures.

These indirect effects of the LTRO programs on government bond markets helped
the ECB defend its decision to not buy government bonds, as its peers in other high-
income countries were doing under the QE programs adopted in early in 2009 (Dale et al,
2010). For the ECB, government bond purchases would take it into the problematic
territory of monetary financing, explicitly prohibited in its mandate. This does not imply that
the ECB did not purchase outright any assets, but it chose to intervene directly in markets

that would create less political contestation. It thus announced the Covered Bond

Purchase Progr am, ai med at I migrmosecuradg marked n k s 0

funding (Beirne et al, 2011). Since German and Spanish banks dominated the covered
bond market (around a quarter of outstanding volumes), the CBPP program met with little
political resistance.

Encouraged by the apparent stabilization of financial markets and concerned about
inadvertently feeding a return to excessive risk-taking behaviour, the ECB announced the
phasing-out of its extraordinary liquidity injections in December 2009 (ECB, 2010; Fahr et
al., 2011). However, its attempts to exit were thwarted by the Greek sovereign debt crisis

and the contagion to other countries in the periphery of the Eurozone.

Figure 9 Bank-based and market based crisis measures, ECB, 2008-2011

= ey 750000
SecuritiesMPpurposes

e Long term refinancing r
operations

600000

LTRO1
Sept. 09

450000

LTRO Il
Nov. 11

LTRO 1
Dic. 11
CcBPII
Nov.1

LTRO |

June 09 300000

Enhanced credit support

SMP resumed

July 11
150000

SMP

May 2010
CBPI
May09
0
S 5y > K = Coxd S > & X9 2 N S 5% L $ N < S
& & & & & & o Q"’QQ s s & & & ol S S
A A A A S A P & S S S S S S ST SRS

A



Thisiprsjecphasagcaived funding fomrt ehee iIEwe d pfelamd iUmg ofnrdem Stetvee
for research, technological development and demonstration under grant agreement no 266800 *

4.2 Central bank swap networks: the Fed and the Swiss Central Bank

The literature studying the informal cooperation between central banks during the global
financial crisis typically focuses on the US Federal Reserve. The background to exploring
the role of the Fed is the rapidly growing cross-border banking flows after 2000. As
McGuire and von Peter (2009) argue, international banks, particularly those
headquartered in Europe, became increasingly reliant on dollar funding markets in order to
finance their positions in US asset markets (including securitization markets). Estimates
put the net funding gap as high as USD 1.3 trillion, met in short-term interbank markets,
including the repo market (USD 400bn), borrowing from central banks (USD 380) and from
fx swaps (USD 800 bn). Starting with the disruptions in US financial markets in 2007,
banks found it increasingly difficult to roll over dollar funding.

Before Lehman, European banks that were also primary dealers in the US could
address this funding stress by tapping, against collateral, the liquidity lines of the US Fed.
However, not all European banks with dollar funding shortages were primary dealers, and
therefore did not have access to the US Fed (for instance small German banks). To
mitigate these shortages that had the potential to sharpen stress in US financial markets, if
banks were forced to resort to fire sales, the Fed introduced currency swaps that would
allow the central banks where those banks were headquartered to provide US dollar
funding (Kohn 2009). Before Lehmands col
European central banks (see Figure 10). After October 2008, the ceilings were lifted,
allowing the Fed to supply unlimited USD liquidity to central banks. The swap lines
expired at the end of January 2010 (see Allen 2013).
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Figure 10 US FED swap lines with ECB, Bank of England and SNB, USD billion

Source: McGuire and von Peter, 2009

The Swiss central bank was among the first to change its liquidity policies in response to
the increasingly global nature of the Swiss franc. In 1999, it extended the range of
counterparties with direct access to its liquidity facilities to include non-resident banks and
securities broker-dealers that can settle in Swiss central bank money. By 2010, 62 of the
170 banks participated in CHF operations on a remote basis. Of these, 24 were
headquartered in Austria, 16 in Germany and 6 in UK. At the height of the crisis, in 2009,
foreign financial institutions accounted for around 80% of liquidity borrowed from the
central bank, illustrating the extent of systemic Franc shortages (see Auer and Kraenzlin
2011).

SNB6és | iquidity o pedronadtherosysemicacergral loanks in itwo
respects: the open-access approach to counterparties and the collateral framework.
Neither is restricted by national boundaries. The SNB accepts foreign-issued collateral,
from non-resident counterparties, in exchange for franc liquidity. The range of assets
accepted is extensive, and denominated in EUR, USD, GBP and Swedish Krona. The
SNB explains its open access/foreign collateral policy as a consequence of the small scale
of the domestic capital markets. Under these constraints, a CHF only collateral policy
would limit the scale and scope of repo transactions, and distort dynamics on the domestic
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