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The recent bailout of Romania by the International Monetary Fund puts the spotlight back on the East

European block of countries and what it means for the Western European banking sector. If evidence is
anything to go by, things are turning for the worse. In fact, if a block of countries could be termed 'sub-
prime', Eastern Europe seems to qualify as the countries seem to have been battered and bruised big
time by the ongoing global financial turmoil.

With the financial contagion going beyond the developed West, few countries seem to be as hard hit as
these are. These are the countries that had earlier benefited tremendously from the cheap global credit
which helped them finance the consumption and investment boom.

They ratcheted up large external debts to fund their ambitious growth. And now they are feeling the pain.
The freezing of money markets in the United States and Western Europe, followed by a sharp increase in
credit risk subsequent to the Lehman Brothers bankruptcy, drove investors into a liquidity scramble.

In Eastern Europe, these events translated into capital repatriations, lower foreign investment and higher
risk premiums. The slowdown in the developed economies and, finally, the onset of the recession in the
second part of last year brought a fall in Eastern European exports, which further exacerbated the
downfall.

This is amply evident from the fact that for most of these economies, current account balance has

deteriorated like nobody's business over the last few years. In fact, IMF data shows that, on an average,
the current account deficit for this region more than doubled between 2003 and 2008.

Current account deficit as percentage of GDP
Country | 2003 2008*

Albania -5.19 -10.53
Bosnia and Herzegovina -19.40 -15.80
Bulgaria -5.50 -24.37
Croatia -6.20 -10.13
Czech Republic -6.33 -2.23
Estonia -11.34 -10.78
Hungary -7.94 -5.45
Latvia -8.23 -15.12
Lithuania -6.89 -14.901
Macedonia, Former Yugoslavia | -4.10 -13.96
Montenegro -6.77 -39.56
Poland -2.12 -4.72
Romania -5.82 -13.80
Serbia -7.20 -18.57
Slovak Republic -5.93 -5.13
Turkey -2.47 -6.52

* - estimated. Source: IMF, WEQ database



Consequently, the region's currencies also plummeted. Banks in Hungary and the Baltic states fueled
consumer boom in recent years by lending heavily in foreign currency, most notably Euro and the Swiss
Franc. Sometime, more than 50 per cent of a local bank's loan portfolio was in foreign currency.

Consumers were demanding loan in foreign currency simply because these carried lower interest rates.
Things were fine as long as the currency remained stable or even appreciating. But a sharp depreciation
in the values of the local currency over the past year has increased the loan burden substantially, leading
to deeper recessions and the banks facing heavy loss. Not surprisingly these economies are skating
downhill.

Hungary and Ukraine has already turned to the IMF for multi-billion-dollar bailouts, and Romania turned
out to be third in the list as IMF said on Wednesday (March 25, 2009) that it would come to the rescue of
Romania as part of a Euro 20 billion financing package to help it weather the financial crisis.

Next in line seem to be the Baltic countries which are suffering one of the most severe recessions of any
region. Estonia and Latvia are expected to have seen their economy recording negative growth in 2009,
while for Latvia the growth rate was down by nearly 60 per cent.

This is a frightening development indeed. As mentioned earlier, we are virtually staring at a group of
countries that are looking increasingly like sub-prime.

Recently, Credit Suisse released a scorecard which is called Vulnerability Scorecard for countries. This
scorecard ranks a number of countries around the world on factors usually taken into consideration when
assessing the credit quality of sovereign debt. The same is produced below.

Country Vulnerability Scorecard
2009 Net 2008

current Pvt. short imports
account sector | Bank Net ext. | term ext. | Banking | & S&P
balance / credit/ | loans / assets/ | debt/ assets/ | exports | Credit | CDS
GDP deposits | GDP GDP GDP / GDP Rating | spreads
1 | Iceland 6% | 122% | 435% 204% -184% 248% 1002% 103% | BBB- 1,000 32
2 | Bulgaria -18% 18% 71% 130% -72% 5% na 144% | BBB 665 29
3 | Lithuania -15% 17% 62% 150% -48% 6% na 132% | BBB+ 790 28
4 | Estonia -5% 4% 96% 190% -67% 26% na 147% | A 675 28
5 | Greece -11% | 100% 83% 122% -92% -6% 208% 60% | A- na 27
6 | Spain -8% 48% 167% 116% -75% -8% 189% 61% | AA+ 152 27
7 | Latvia -6% 10% 30% 254% -68% 38% na 108% | BBB- 950 26
8 | Romania -11% 13% 35% 122% -39% 1% na 84% | BB+ 745 24
9 | UK -1% 64% 187% 126% -22% na 400% 56% | AAA 150 24
10 | US -3% 78% | 227% 100% -17% na 161% 31% | AAA 82 23
11 | Ireland -3% 41% 188% 111% -16% na 266% 148% | AAA 360 23
12 | Hungary -4% 69% 63% 119% -93% -14% 38% 160% | BBB 530 22
13 | Poland -5% 44% 45% 115% -45% 1% 52% 86% | A- 380 21
14 | Ukraine -4% 22% 63% 150% -17% -10% na 92% | B 0 21
15 | S. Africa 7% 24% 93% 92% -14% -5% 191% 75% | BBB+ 455 20
16 | Denmark 2% 28% 185% 167% -6% na 244% 108% | AAA 115 20
17 | France 2% 76% 89% 120% 13% na 284% 56% | AAA 74 19
18 | ltaly 2% | 114% 84% 128% -5% 4% 163% 59% | A+ 170 19
19 | Korea 1% 38% 107% 130% -27% -20% 133% 110% | A 360 18
20 | Chile -4% 4% 77% 127% -2% -3% 67% 85% | A+ 265 18
21 | Turkey -4% 35% 38% 85% -42% -4% 69% 50% | BB- 445 16
22 | Russia -4% 6% 43% 149% -8% -40% 23% 54% | BBB 730 16
23 | Brazil 2% 55% 51% 102% 36% -13% 66% 27% | BBB- 370 16
24 | Columbia -4% 46% 34% 93% 20% -9% 15% 39% | BBB- na 15
25 | India -4% 59% 53% 79% -4% -19% 95% 53% | BBB- na 15

Source: Credit Suisse Global Equity Strategy



Not surprisingly Iceland is at the top. This country has become a poster boy of doom invited by reckless
policies. But what is more important to note is that in the top 14 countries in the above lists, eight are from
Eastern Europe. Fortunately for us Indians, we are in a much better position at 25.

This brings to fore, the question of the likely implication of the deteriorating condition in Eastern Europe
on the Western European financial sector.

Before we go into this, a brief recounting of history is in order. In Eastern Europe, banks were privatised
during the 1990s and early 2000s. The preferred method of privatization was the sale of a majority stake
in a local state-owned bank to a big foreign banking group, deemed capable of restructuring it and making
it profitable.

Consequently, nowadays most banks in the region -- and especially in those countries that are now
members of the European Union -- are owned by big Western Europe groups. The Eastern European
subsidiaries of all of these banks, often among the largest in their home countries, form a significant
share of their assets.

What also led to this scenario is the European regulation which has allowed European banks to take on
much more leverage than their American counterparts.

In Europe, unlike in the United States, it is only risk-weighted assets which matter to the regulators, not
the total leverage ratio. European banks can therefore apply a lot more leverage than their US
counterparties, provided they load their balance sheets with higher rated assets.

This is what they have been doing. Problem is, what was AAA couple of years earlier is possibly a junk
now. And, clearly that's a problem.

Data from Bank for International Settlements (BIS) puts things in perspective.

Exposure of West European banks to East European Countries (As on Sept'08)
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And because of this huge exposure, the growing crisis in Eastern Europe is now proving critical to their
financial health. Furthermore, a fall of any one of these banks due to losses on their operations in Eastern
Europe will add a new threat to the stability of the European financial system.



The next chart produced, identifies the Western European countries that have more exposure to East
Europe.

Exposure of West European banks to East European Countries (As on Sept'08)

300000
Poland
(USD mn) Russia
250000 - B Czech Republic
h B Hungary
= Turkey
. i m Romania
® Slovakia
150000 - B Croatia
® Ukraine
® Lithuania
B Latvia
® Bulgarna
m Estonia
o Serbia
| Bosnia and Herzegovina
| Albania
m Belarus
| Montenegro
® Macedonia, FYR
B Moldova

200000 -

100000 -

50000

Source: BIS

Going by this, Austria is the country most at risk. It is followed by Germany and ltaly. However, to
understand the real problem, it is important to bring the size of the economy to focus which will give the
extent of risk at relative level. Doing so brings about an interesting situation.

Exposure of Western European banks to Eastern Europe as percentage of GDP (2008)
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Clearly, Austria is the country that is at maximum risk with exposure topping 60 per cent. Their top four
exposures are in Czech Republic, Romania, Hungary and Slovakia. Of these, Romania and Hungary are
already facing problems.

Banks of other Western European countries are at relatively less risk. However, at 20 per cent plus,
Belgium and Sweden are still at high risk. Sweden, in particular, is at more risk because they have
maximum exposure to Baltic countries which has been impacted the most by the recent turmoil.

To conclude, it turns out that Eastern Europe has now become the sub-prime borrower of Western
Europe. As was the case with the US mortgage borrowers, both the public and private sector in Eastern
European countries are highly leveraged while falling currencies and declining output mean lower income
in the immediate future.

Because of the deepening recession in the United States and Western Europe, the Eastern European
countries are moving quickly into negative growth rates as well. And with them comes the increased risk
of default on debts. Seemingly, there is a long way to go before all the risk plays out in Europe.
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