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ABSTRACT

The internationalization practice of financial institutions has
been intensively studied since the 1960s. Due to increase
in international capital flows, foreign direct investments and
international trade at that time active development of
international or cross-border banking began. At present the
world is undergoing a very complex process with a high
uncertainty in the global banking and financial markets. This
article focuses on the banking sector development and some
aspects of management of commercial banks in the Baltic
States. The main subject of the article is comparative
analysis of the inwards and outwards development in
international banking. The main stress is placed on
aggregated credit enlargements in the Baltic States during
the first decade of the 21st century. During the last global
economic crisis commercial banks have been looking for
a possible optimization of activities and consequently
changes in their networks could be an option for the
assessment of their development. However the priority could
be to identify the cross-border international credit expansion
in the Baltic countries. On the other hand these activities
rely on the countries' macroeconomic indicators, mainly to
the accumulated money supply. There is a scientific self-
determination described in this paper in line with an analysis
of identifying the particular Baltic countries in the dynamics
of accumulated deposits and credits of international banks.
Subsequently it increased the money supply growth.
Nowadays banks are required to make sensible strategic
decisions in order to maintain sustainable banking
businesses in the future. However influences of the financial
institutions to the global economic recession affect
international banks creating the negative feedback to their
previous problems.
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INTRODUCTION

In the post-communist transitional countries, international
banks have operated only since the beginning of the 1990s,
after a significant liberalization of the financial market and
elimination of entry barriers. Growing foreign ownership in
the banking sector raises several interesting question about
the role of foreign banks in transitional economies. There is
extensive literature analysing the impact of foreign banks
on the stability of less developed banking markets (Dages
et al 2000, Buch et al 2003). Studies about the effects of
foreign banks in the Baltic transitional region have been
mainly descriptive although in the modern economic
literature complicated processes with high uncertainty in the
global banking and financial markets are generally
discussed.

The wave of the financial distress reached Lithuania and its
Baltic neighbours also. Moreover, the situation in the
financial markets of a small open economy should be seen
as one of the country’s economic security and even national
security factors. The threat to security will become real when
commercial banks have liquidity problems; or the central
bank opens discussion about the monetary policy change
and currency devaluation.
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Generally a profit seeking institution, including a commercial
bank, is always looking for a solution how to increase its
profits, and thus assumes a certain level of risk. Sustainable
macro-economic point of view of such activities often does
not assess risk in any of the money supply increase and in
disproportionate impact for emerging markets. Risk
assessment can be compensated for by additional
profitability. The more return per unit of risk, the more
efficient the credit is. In general, the risk is transferred to
everything threatening the country's sustainable economic
growth.

The onset of the global financial crisis is often related to
problems associated with international banking
infrastructure and its impact on the national macro-economic
processes. Realizing the real estate prices had underwent
a sharp rise, high-value commercial banks created extra
money supply, which in certain cases was virtually out of
control of the central banks in Lithuania and Latvia.

Internationalization of banks has had several meanings in
different periods. Foreign direct investment in credit
institution does not mean only financial resources, new
technologies, access to markets, but also a greater potential
for development, a more reliable risk management and the
new added value. Moreover, many economies have so far
been dependent on foreign direct investment flows in the
field of commercial banking. However, besides positive
effects also negative aspects occur; especially because the
Baltic countries do not have really independent central
banks, as their monetary policy is restricted by currency
board arrangements (CBA) (it was also the case in Estonia
before 2011). Therefore, countries’ dominant commercial
banks take over the central bank's role in regulating the
money supply and demand. In the absence of a serious
interest in the country's macroeconomic stability, the
international banks maximize their profits and increase
supply of money by widely giving cross-border credit from
the funds of the primary banks. Such a scenario has long
been expected, but now it may be confirmed by real figures.

Our main research object is internationalization of credit
institutions and development of money flows during the
economic boom. In addition the object is to analyse the
empirical data from the Baltic countries concerning credit
expansion that has been based not only on local monetary
resources. The last objective is to evaluate the changes in
the global cross-border flows of credit in the Baltic States.

Research target: To review foreign banks structure and
investment dynamics in the Baltics States after they joined
the European Union. To outline a credit institution’s
infrastructure changes related to their expansion strategies.
To overview central banks policies from global and local
aspects. To assess the responsibility of the international
banks concerning sustainable growth in the new markets
on the basis of deposit and loan ratios.

Research methods applied were systematic analysis of
statistical data and scientific literature, general and
comparative analysis. The research methods analysing
more general context fall into three main groups (i)
quantitative methods that mainly focus on the theories and
assumptions of potential claim (ii) qualitative methods that
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focus on new theories and application of knowledge and (iii)
hybrid methods that use both approaches. Quantitative
methods are based on the concrete case where the large
amounts of banks data are analysis using statistical methods
and mathematical adjustments (Spitzlinger, 2006). In this
investigation mainly a mixed approach between the two
extremes was applied. Comparative analysis between the
three Baltic countries is also used.

Contemporary situation in the banking system

Internationalization of banks has had several meanings in
different periods. Some authors (e.g., Edwards, 1975)
defined multinational banks as ones operating in Euro-
markets. Other economists (e.g., Aliber, 1984) suggested
that there are quite a few banks that are truly international,
the majority of international banks being just domestic banks
with branches abroad. Distinction has to be made between
the internationalization of a single bank and a whole banking
sector of the country (Uiboupin, 2003). Depending on the
research approach either the internationalization of a single
bank or the internationalization level of the entire banking
sector can be of interest. When there is a definition as an
internationalization of the banking sector one can distinguish
between inward and outward internationalization. The term
inward internationalization is used when either foreign
institution settle in a place, a country or a region, or when
activities in that country or region are mainly expressed in
foreign currencies. Outward internationalization can be
defined as the establishment of the banking institutions of
a given country in other countries (Pintjens, 1994). It is
possible to calculate both sides of the internationalization of
a given country, proceeding from several criteria.

* The importance of the credit sector in the economy of
a country could be measured as a full amount. This can
be calculated by dividing the balance sheet total of the
whole banking or credit sector by the gross national
product of the country. This criterion is not a true indicator
of internationalization, but it indicates the size of the
financial sector in relation to the economy as a whole. If
this rate is high, then there are comparatively few
restrictions to banking on the part of the country. This
measure, certainly, has its limitations, especially in small
and open economies such as Lithuania, Latvia and
Estonia. Therefore it is easier to produce the financial
volume than goods and services.

* The volume of banking claims in foreign countries. This
symbol determines the market share in the world market.
The inadequacy of this measure is that banking claims
in foreign countries are not the only determinants of the
size of international centres. Also non-intermediation that
has been very important in recent years has developed
at the cost of direct credit granting.

* The share of banking claims in foreign countries to the
percentage of total banking claims. This ratio states the
degree of openness of the banking sector in a given
country.

* Structure of an institution’s balance sheet. Here the
proportion of international gross positions is taken into
the account.

* The quantity of foreign banking institutions. A high
number of foreign banks and their branches reflect the
importance and attractiveness of a banking market. In
the current publication the number of banks and their
branches is used as a measure of foreign banks’ entry.
Moreover this measure is widely used in many empirical
studies about the internationalization of banks (Hermes,
2003).
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* The share of foreign banks’ assets in the total banking
market assets. This is a most frequently used measure
of banking market internationalization, reflecting the
penetration of foreign banks in a country.

All the above criteria measure inward internationalization
however outward internationalization can additionally be
measured. The importance of the domestic banks in foreign
and international financial markets reflects outward
internationalization. One possible criterion of the outward
internationalization is the number of foreign outlets of banks
(Uiboupin, 2003). There could be four levels of the
internationalization of the financial services sector (Pintjens,
1994). In the first position, banks act as intermediaries for
international payments. This is their traditional function. The
second level is attracting liabilities in foreign currencies. This
is the internationalization of the liabilities side of a bank’s
balance sheet leading to credit granting in foreign
currencies. The internationalization of the assets side of
a bank’s balance sheet is the third level. The fourth level is
the provision of certain international financial services, such
as participation in international bond issues and
intermediation of international investments. Moreover
globalization of banking can also be characterized as the
process of expanding banking activity abroad and replacing
the domestic banking business content by international
content (Taeho, 1993). In current paper the globalization
and internationalization of banks is described as
enlargement of banks’ movements into foreign markets by
setting up controlled units in foreign countries. Thus the
cross-border lending is not considered as a form of
internalization but only foreign enlargement of a bank that
is realized through foreign direct investments. Banks can be
illustrated as four dimensional structures. If we refer to the
international business activities of banks subsequently the
national boundaries become a critical measure which
defines the country of origin by which a bank is licensed; the
host countries in which the credit institution’s facilities are
located; the countries in which the bank’s clients live; and
the national currencies in which the banking services are
denominated. Therefore the dimensions of a bank are:

* The parent organization O;, licensed in country | can be
a bank holding company or a commercial bank. A bank
holding company is a company which controls at least
one bank by its share ownership or its power to elect
a majority of members of the bank board;

* The banking facility Bj, located in country j produces
banking services. If the banking institution has facilities
that produce banking services in two or more countries
— it is @ multinational bank.

* The customers Cx, of banking services, residing in the
country k, may be classified into government units,
financial institutions, non-banking business firms and
individual households.

e The banking products Pmn, denominated in national
currency m, can be classified into three categories:
asset-based products, liability-based products, and
fee-based products.

Consequently international banking contains four
dimensions: {O;, Bj, Cx, Pm,}. If as @ minimum one subscript
is different from the rest it is an international banking service.
As a result it can be said that purely domestic banking is a
special case of international banking — where all the
subscripts are the same (Taeho, 1993). However
international banking differs from domestic banking.
Whereas a bank wants to become international, it has to
estimate with international dimensions. Each dimension
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makes it more complicated to manage the bank efficiently
and adds some risks but in a number of positions is useful
also:

» Structure difference. A multinational bank has a more
complicated structure. It affects personal management,
product diversification and accounting problems.
Nevertheless its multinational structure may enable the
bank to avoid very high-level domestic competition or
some regulations which may restrict domestic activity.

* Environment and marketing issues. Countries usually
differ significantly from each other, including cultural,
legal, well-being and other differences. Therefore it is
complicated for a multinational bank to apply the best
marketing strategy in different countries.

* Market entry specifics. There are several questions about
how a domestic bank can become multinational, for
instance, how a bank can run the internationalization
process. This topic is also closely related with market
entry theories, as well as merger and acquisition
techniques. Even in perfect capital markets there are still
exist several regulation from monetary authorities who
makes it difficult to enter new banking markets.

Currently the financial and banking markets are turning
global. It is not easy on the other hand to tell the difference
between the globalization and internationalization of banks.
When the internationalization could be defined as the
process of increasing banking activity abroad and replacing
the domestic banking business content by international one,
then globalization can be seen as the next stage. The
globalization of banking can then be defined as the process
in which banking become worldwide in terms of geographical
coverage and universal in terms of provision banking
services. Geographical coverage implies that there is no
longer a single directional meaning from home abroad. The
universal provision of banking services presumes the
harmonization of banking rules and the removal of barriers
so that all banks can participate in all markets. Thus
internationalization can be seen as an early stage of
globalization. Yet the source suggests that banking cannot
become entirely global before the globalization of customers’
needs and cultures. Moreover some authors (Berger et al,
2003) concluded that banking industry may never become
fully intercontinental. Even if all regulations are coordinated
there will remain special products like loans to small medium
sized enterprises and relationship lending that will never be
global. Probably for retail customers the globalization
process will take a long time as their demand for fully
standardized service is quite low. So far banks must treat
customers in various countries in a different way. This
suggests that the expansion of specific banking activity
abroad has thus far been more internationalization than
globalization. Nevertheless the globalization of wholesale
banking tends to grow rapidly. Therefore could be useful to
overview ideas explaining reasons for banks’
internationalization. At first the internationalization of
services sector in general could be discussed. Significant
insights into analyses of the specific aspects of the service
sector internationalization were given in 1990s (Erramilli,
1990, 1993) who classified internationally traded services
into two groups; soft services and hard services, which serve
as useful tools in analysing the pattern of internationalization
of services. Hard service could be exported in the same way
as manufactured goods. Soft services require close contact
and physical proximity of producers and consumers (trade,
financial services). Businesses producing soft services are
typically not able to enter foreign markets by exporting first.
The theory of multinational banking was first developed in
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the 1970s (Grubel, 1977). This theory of international
banking is based on the theory of foreign direct investments
in manufacturing. Along with this theory multinational banks
have some comparative advantages. Banks follow their
customers abroad to better serve their domestic clients who
have gone out of the country which is called the gravitational
pull effect. The internationalization of banking grows in
equivalent with foreign direct investments as banks try to
meet multinational companies’ demand for banking services
abroad. Such banks’ behaviour of moving abroad is seen
as a defensive strategy that is necessary in order to assure
continued business with the local primary branches of
foreign subsidiaries so that the existing flow of information
resulting from the institution-customer relationship will not
be obstructed by a competing bank. Moreover
a multinational bank can exploit market imperfections in the
same methods as non-financial corporation. There are two
main positive theories of multinational banking; the eclectic
paradigm versus internationalization theory. The theory of
internationalization emphasizes the importance of
transaction costs in imperfect markets. Therefore a market
imperfection is a necessary condition for internationalization.
Within the internationalization framework the knowledge
advantage of a firm becomes a public good within the firm
(Williams, 1997). The application of internationalization
theory to banking presupposes the defensive approach of
banks. The bank-client relationships are unique and market
knowledge about clients can be used at low marginal costs
in internal markets. Therefore the motivations for
multinational banks to expand abroad are market failures,
location particular factors and regulatory differences. As it
has been noted there are some other theories that could be
subsets in internationalization theory (Williams, 1997).
Comparative advantage theory is the application of
Heckscher-Ohlin theory to international banking. According
to that theory banks with comparative advantage dominate
the world market. Banks internalize their advantage through
activities of foreign branches and subsidiaries. Moreover
multinational wholesale banking theory focuses on the
activities of multinational banks in Euro-markets.
Multinational banks can offer narrower interest margins
spread in Euro-markets due to lower transaction costs in
wholesale markets. Horizontal and vertical integration are
also used to explain the multinational banking. Horizontal
integration provides a possibility for allocation of business-
specific knowledge at different markets at lower costs.
Vertical integration is considered to be both
internationalization and ownership advantage. However the
eclectic theory fails to explain vertical and horizontal
integration (Williams, 1997). Lately more attention has been
paid to the network approach to internationalization since it
was established that many companies’ international
activities are firmly interconnected (Mattsson, 1985). Not
least important is a more sociological approach which
concentrates on the types of relationships within the
network. Banking between banks around the world is shifting
from a reciprocal exchange of services to becoming more
of a system in which large money-centre banks wholesale
products and services to regional banks; which in turn retails
them to clients in their markets.

However the internationalization cannot be carried out in
service sector in the same ways as in industrial sector. On
the other hand in terms of internationalization options
services do not deviate radically from goods. The potential
modes tend to cluster in three types: (i) exporting, (ii) various
contractual models of internationalization, and (iii) various
investment type modes of internationalization (Hellman,
1996). Furthermore it has been argued that
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internationalization may be more risky for a service company
than for a manufacturing company. Thus the investment
method of internationalization is very important for the
banking sector. Outward internationalization follows the
investment mode closely as they both are foreign branch
offices, establishing new subsidiaries, joint ventures and
companies’ mergers.

Nowadays the internationalization of banks has been
significantly influenced by structural changes in the world
trade, the growth of direct investments into foreign countries;
the development of European Union and other international
institutions aid programs, etc. Historically the oil crisis of
1973 was one of such macroeconomic factors. Because of
the crisis, monetary resources began to accumulate (without
the intention of exploitation) in the oil exporting countries;
while the oil importing countries suffered money shortage
due to the deficit in their current account of the balance of
payments. The disproportion between the location and
demand of money resources gave a powerful boost to the
internationalization of banks, which began to set up
subsidiaries in the oil countries. Consequently an
opportunity was given to drain money from oil producing
countries back to the oil importing nations. The recent
financial crisis essentially has similarities in money flows as
it was in 1970’s, i.e., from global importers to global
exporters.

Moreover the end of the cold war and the breakdown of the
communist system became especially important factors for
the internationalization of banks. The Western banks hurry
to dominate these emerging markets. Evidently the Baltic
States are influenced by this wave also. The latest wave of
internationalization of financial institutions is characterized
not only by following their existing consumers. The “follow-
the-client” rule for banking internationalization is only
relevant for small banks. Meanwhile the behaviour of larger
banks is influenced by more complex diversification policies.
One of the most common explanations for a new pattern of
expansion is related to the effects of the increase in banking
competition cause by financial deregulation (Berger et al,
2000). As margins and fees are tightened in domestic
financial markets banks seek to expand across border to
generate higher returns. Thus with banks’ net interest
margins under downward pressure due to the intensification
of banking competition some financial institutions seek to
diversify geographically onto markets with a potential to
expand in addition to greater net interest margins.

Central bank policy changes

From the macroeconomic opinion, the decade preceding
the first signs of the financial crisis in 2007 and its massive
spread in 2008 seemed an extremely favourable period in
modern history of the world economy (Hrngir, 2009).
Constant and comparatively dynamic economic growth
coexisted with low and non-volatile inflation. The outbreak
of the financial crisis brought that “golden decade” to an end.
With the benefit of hindsight it is clear, however, that the
primary causes of the crisis were already built into the
“golden” period. More specifically, the long-running
successful macroeconomic situation promoted undue
satisfaction with the existing trends and led to
underestimation of the arising imbalances and implied risks.
A situation to bubbles was thus created. This period was
simultaneously one of consolidation of changes in monetary
policy orientation and in the concept of central banking in
general. In that respect, deep changes had been taking
place since the late 1970s and early 1980s. The key feature
of those changes was an orientation towards price stability
as the principal goal of monetary policy. The assurance
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gained position that price level stability is the most important
way in which central banks and monetary policy can
contribute to economic development and sustainable
growth.

In this period, both central bankers and academic
economists seemed to reach a consensus regarding the
concept of modern monetary policy — the goal: price stability;
the instrument: short-term interest rates. Although short-
term interest rates alone have only a modest impact on
economic activity, there is a standard assumption that their
transmission affects medium- and long-term interest rates,
which do have a substantial impact on the economy. When
trying to achieve price level stability, central banks follow a
specific monetary policy strategy.

Up to the 1990s, the monetary policy strategies applied led
to price stability only indirectly, through the use of
intermediate targets such as the targeted value of a
monetary aggregate or exchange rate. In the last decade,
however, an increasing number of central banks have
switched to achieving price stability directly, i.e. without
intermediate targets, under a monetary policy strategy of
inflation targeting. This direct orientation of monetary policy
on its final goal, price stability, can be considered a
culmination of the growing role that price stability has been
playing in the monetary policy of contemporary central
banks.

A comparison of central banking and monetary policy during
the recent “golden” decade with the 1960s and 1970s
reveals that the changes that have taken place are profound
indeed. The shift towards price stability as the dominant goal
of monetary policy has been accompanied by substantial
changes in the role, activities and monetary policy of central
banks.

Therefore, in order to ensure financial market stability, an
important role is allocated to the supervisory authorities.
This key role is given to the national central bank of the
country. The central bank is in charge of capital markets,
monetary policy consistency, public financial control in
commercial banks' activities, while at the currency board
model; commercial banks are often partly taken over by the
central bank's task (Bennett, 1993, Hanke, 1992). An
uncontrolled and unsustainable practice of commercial
banks' credit expansion took place in the all Baltic States in
years 2003-2008. Loans to businesses and residential
portfolio grew from 11 billion litas in 2003 to 66 billion litas
in 2008. Therefore deposits grew faster than real gross
domestic product (GDP). Above and beyond it is a very
significant disproportion. It was a case of the central bank’s
inactivity. On the other hand central bank should not affect
the credit institutions, especially those carrying out the
current requirements. Only if a credit institution violates the
regulations of the central bank it may be a subject to
sanctions (Wihlborg, 2009; Fleming, 1996).

The pressure of the world financial crisis has brought about
considerable changes in the competences of central banks
and in the nature and instruments of monetary policy. The
quantitative reduction policy, the dramatic growth in central
banks’ balance sheets and the growth in their credit
exposures, including to the non-banking sector, to previously
unimaginable proportions represents a departure from
standard central banking and monetary policy (Hrncir, 2009).
However the Baltic States central banks have less monetary
policy instruments because of the currency boards
arrangements, but despite it they showed very few efforts
to curb sky-rocketing money supply by international banks
using cross-border loans.
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Empirical Evidence from the International Banks in
Baltics

The internationalization of banking in Baltic States is the
priority subject of this paper. Comparative analysis is used
and efforts are made to classify the over lending problems
that arise in commercial credit institutions in the global
financial crisis. The scientific problem is to determine how
international banking institutions are managing local
deposits then cumulating loans with additional foreign credit,
which has a real effect on the domestic money supply. The
qualified aggregate deposits to loans ratio could be a
suitable indicator for the evaluation of the responsibility of
credit institutions. In addition, such an overflow of credits
could be an indicator of central bank’s supervision activities
as well as its main function to control the stability of domestic
prices. Therefore international banks are operating like
central banks as concerns money supply activities. On the
other hand real central banks have practically only one
monetary policy instrument: setting the required reserves
rate for the commercial banks. However, the key factor could
be and should be a restriction on the activities of commercial
banks to issue loans only in the domestic currency.
Reviewing the largest operating international banks in the
Baltic States revealed that the major banks in the region are
controlled by foreign banks; mainly from Sweden and
Denmark.

As it was mentioned, the main feature of the
internationalization of banks was a sustainable development
in the 1990s. Furthermore, global international banks could
be intended for those banks that operate in more than a few
countries where the primary bank has branches or
departments (Angkinand, 2010). This requires not only
having a harmonized legal regulation but a unified
terminology and standards in the settled services that could
be closely coordinated in the terms of the monetary policy
to keep sustainable banking sector. Certainly these strategic
objectives and implementation of the guidelines require a
methodical and prolonged effort (McCauley, 2002).

The large decline in real activity in many countries could be
explained by a decline in the supply of credit while, and the
decline in real activity in turn could explain a declining
demand for credit. Disagreements among economists about
the appropriate response to the crisis reflect differences in
opinion about the main source of current problems and the
need for adjustment (Jstrup, et al, 2009).

The transition from administrative to market economy
methods of regulation was a challenge for the central bank
and for other credit institutions in the Baltic States. The
central bank has no right to interfere in the activities of credit
institutions; therefore a directive must be carried out in
accordance with laws and maintain credibility. Central
bank’s procedures should not affect the decisions of credit
institutions provided; especially those that concern the
prudential  requirements.  Consequently,  adopted
amendments to banking law strengthened the supervision
of banks. The primary supervisory objective was to train
banking controllers, license an inspection system and to
ensure the security of funds. Harmonization of banking
regulations for the risk control and regulatory domains to
common international standards is a critical matter for
competitiveness (Cerasi, Chizzolini, 2001).

However an each party should take extra measures to
ensure the success of banking and financial stability. For
instance it is known that since 1997 the Baltic States have
been strengthening existing banks by admitting foreign bank
to Lithuanian, Latvian and Estonian markets mainly fulfilled
by privatization of banks (Dubauskas, 2004, 2005).
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Significant growth of foreign capital in the banking sector
(Lithuania, Latvia and Estonia) accelerated the integration
of the Baltic banks into the global financial system.

Another radical change in behaviour of commercial banks
underway since the crisis began in 2008, concerns "bad"
loans. These are loans whose payments are delayed for
more than 60 days or whose collateral is significantly
impaired. In 2009 increased from 4.6 to 19.3 percent of
percent of year-end. Banks were forced to make huge
provisions for such loans. Throughout the Lithuanian
banking system reserves are nearly 4 billion litas. According
to Danske bank analysis, this was very risky (Valgreen,
2006). These warnings proved true in those countries.

Further a progress of the banking networks and a
deposit/loan ratios are evaluated in the three Baltic States.
This first country discussed is Estonia followed by Latvia
and Lithuania (Tables 1, 2).

Table 1: Danske®, ,Nordea“, ,SEB" and ,Swedbank" Loans in Euro
millions
Year 2004 2005 2006 2007 2008 2009 2010
ESTONIA
Total Sum 5641 | 7724 | 11639 | 15033 | 16366 | 9893 | 9737
Index (year |1 1,37 |2,06 [266 |29 1,75 | 1,73
2004=1)
LATVIA
Total Sum 3679 | 6450 | 10653 | 13696 | 15262 | 10378 | 9387
Index (year |1 1,75 |29 372 (415 |282 |[255
2004=1)
LITHUANIA
Total Sum 4055 | 6587 | 9928 | 14787 | 17440 | 13140 | 11856
Index (year |1 162|245 [365 |43 3,24 (2,92
2004=1)
Source: Calculated by the authors from commercial banks' annual
reports

According to the size of the loan portfolio Swedbank leads
in Estonia with the total amount of 8 billion of euros. Its
volume of loans almost tripled from 2004 to the end of 2008.
Next comes SEB whose loan portfolio increased significantly
every year except in 2008 when the rise was only 1 percent.
The loan portfolios of Nordea and Danske banks had similar
sizes from year to year with the only contraction in 2008,
when Nordea Bank was able to overtake its rival. These loan
volumes of two banks have increased more than fourfold
from 2004 to the end of 2008. It should be mentioned due
to the start-up situation no data were available for the DnB
Nord in Estonia during the analysed period. Besides, this
bank has quite a small share in the total international
banking in Estonia.

In general, the index of the loan portfolio increased from 1
to 2.9 from the year 2004 to 2008 and decreased to 1.73 in

Table 2: Danske®, ,Nordea“, ,SEB" and ,Swedbank“ Deposits in

Euro millions

Year 2004 2005 2006 2007 2008 2009 2010
ESTONIA

Total Sum 3950 | 5735 | 7487 | 8748 | 8900 | 5170 | 5565

Index (year 2004=1) | 1 1,45 (1,9 2,21 12,25 (1,31 | 1,41
LATVIA

Total Sum 2460 | 3450 | 4308 | 5547 | 5393 | 9085 | 8159

Index (year 2004=1) | 1 1,4 1,75 (2,25 | 2,19 | 3,69 | 3,32
LITHUANIA

Total Sum 4188 | 5630 | 6741 | 8777 | 8253 | 8371 | 8988

Index (year 2004=1) | 1 1,34 [ 1,61 |21 1,97 | 2 2,15

Source: Calculated by the authors from commercial banks' annual

reports
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2010. On the other hand, the index of the deposit rose from
1 to 2.25 from 2004 to 2008; with an obvious decreasing
trend in 2009 and 2010 (see table 2). This means that part
of the total loan portfolio increase during the economic
growth was financed from the outsourced capital inflows.

Analysis of banks in Latvia showed that all evaluated
banking networks were also operating in the other Baltic and
Nordic countries. The overview of the international banks'
subdivisions variation on the yearly basis revealed a
negative change in the Swedbank network; where the
number of branches decreased by 5 units. However this
change occurred in 2008. The same years the number of
branches shrunk in the DnB NORD bank network. Other
banks showed a growing number of branches in the
reviewed years. DnB NORD, Danske Bank and the Nordea
Bank increased their banking network annually since 2004.

Nevertheless, Swedbank had a prime position in the size of
the loan portfolio in Latvia since 2004. Its loan volume has
more than quadrupled and at the end of 2008 amounted to
6 billion of euros. However the loan portfolio decreased in
2009 and 2010. The SEB's loan portfolio was narrowly
ahead of the Nordea bank’s portfolio in 2008. Besides none
of the analysed banks’ loan portfolio had decreased in 2008;
there was an obvious drop was only in 2009 and 2010.

Analysis of banks' deposit and lending ratios showed that
Nordea, DnB NORD and Danske Bank had the lowest ratios.
This situation can be easily explained by the fact that these
banks receive additional funding for its activities from the
primary (mother) banks operating in other countries.
However the respective ratios of SEB and Swedbank ranged
between 45 to 65 percent because these banks were able
to operate without an additional funding.

Overall an index of the loan portfolio has increased from 1
to 4.44 in Latvia from the year 2004 to 2008. On the other
hand, the index of the deposit portfolio grew from 1 to 1.95
over the period 2004 - 2008. This means that a larger part
of the total loan portfolio growth was financed from the
outsourced capital inflows.

Analysis of the banks involved in international banking
activities in Lithuania showed that the situation was quite
analogous to that in Latvia. The largest bank in Lithuania in
terms of the banking network is Swedbank, which increased
its number of branches from 2004 to 2007. Even so
Swedbank closed eight of its branches in 2008 while other
banks were still expanding their branch networks. The
Lithuanian division of the DnB NORD bank nearly doubled
its branch network and was ahead of the SEB bank in the
year 2005. SEB’s network increased by 20 units, Nordea
Bank’s by 14 local subdivisions and Danske bank by 11
subdivisions from 2004 until the end of 2008.

Analysis showed that under the economic growth the credit
volume raised SEB to the first place during the years from
2004 till 2008. Moreover, its loan portfolio volume increased
fourfold within five years. Swedbank took the second
position, with an average annual loan portfolio growth by 44
percent. In general all analysed Lithuanian banks loan
portfolios grew very rapidly.

Danske and Nordea banks had the lowest deposits to loan
ratios in Lithuania in 2004-2010. This means that these
banks required additional funding from their primary
(mother) banks. In general that could have been one of the
main reasons of the overheating of financial markets in
Lithuania as well as in the other Baltic countries. For
instance an accumulated loan portfolio for these five biggest
banks was 17.4 billion euros when the aggregated deposit
of the same banks amounted to only 8.2 billion euros only
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in 2008. Thus, additional funding from foreign primary banks
was 9.2 billion euros. The highest deposit to loan ratio were
shown by Swedbank and SEB. On the whole of the loan
portfolio increased from 1 to 4.06 in Lithuania from 2004 to
2008 but decreased again to 2.9 by the end of 2010.
Alternatively, the index of the deposit portfolio grew from 1
to 2.07 over the period 2004-2008. With some decline in
2009 it continued to increase to 2.1 in 2010. Nevertheless,
this means that about a half of the total loan portfolio growth
was financed from the outsourced capital inflows.

Conclusion

The changes in central banking in response to the global
financial crisis and the related departure from technical
monetary policy towards a more radical policy represent a
major defining moment and abandonment of the conditions
and tendencies of the past decade, although with varying
intensities across central banks. These changes occurred
under the pressure of the crisis, in an environment where
standard monetary policy approaches and instruments had
failed or were far less effective. Nevertheless, not many
changes occurred in the central banks of the Baltic States,
with exception of the Estonian central bank.

A review of the international banking business performance
exposed that banks are largest foreign-owned financial
intermediaries that support the availability of liquidity for the
global sustainable development in the Baltics. The
international banking business is quite novel in the Baltics
and it acts as a replacement for a local bank which could be
characterized by universality.

Analysis of developments in international banking expansion
problems revealed that a skyrocketing credit growth was
financed not only from the local savings but even in the
larger amounts from the cross-border international banks’
resources. Summarizing the analysed banking indicators of
the Baltic States can say that the lowest credit deposit ratio
was in Estonia followed by Lithuania and Latvia during the
study period 2004-2010. Nevertheless, the decline of
banking network reflecting a possible financial crisis started
in Estonia also in 2008. Analysis of network and credit
expansion activities in the Baltic States revealed that in all
three countries Swedbank played the leading role according
to key financial data for the period from 2004 to 2010.

It seems that the main reason of the “overheating” in the
Baltic economies could be explained as the uncontrolled
additional cross-border money supply for dominating
international banks branches in this region. Moreover, in this
case the controlling institutions (mainly the central banks)
did not act as it is suggested by many monetary expansion
theories.

However, the influence of the banks credit expansion on the
global financial recession affect banks themselves. The
recent decline in activities will generate new consequences
in the future. As a result, the growth of credit could be related
to available local deposit resources.

REFERENCES

1. Aliber, R. 1984. International banking: A survey. Journal of Money,
Credit and Banking, XVI, Part 2, pp. 661-678.

2. Angkinand, A., and C. Wihlborg. 2006. Bank Insolvency
Procedures as Foundation for Market Discipline. In Cross-border
Banking, Proceedings from Federal Reserve Bank of Chicago - The
World Bank Conference, edited by G. Caprio, D. Evanoff, and G.
Kaufman, pp. 423-446. Singapore: World Scientific.

3. Bank for International Settlements (BIS). 2008. BIS 78th Annual
Report. Basel: Bank for International Settlements.

4. Bennett, Adam G. G. (1993). “The Operation of the Estonian
Currency Board.” IMF Staff Papers 40(2): 451-70.




@

THE FOREIGN COMMERCIAL BANKS IN THE BALTIC STATES: ASPECTS OF THE FINANCIAL CRISIS INTERNATIONALIZATION

5. Benink, Harald, and Clas Wihlborg. 2002. The New Basel Capital
Accord: Making It Effective with Stronger Market Discipline.
European Financial Management, No 8 (1):103-115.

6. Berger, A.N., Dai, Q., Ongena, S. Smith, D.C. 2003. To what extent
will the banking industry be globalized? A study of ban nationality
and reach in 20 European Nations. Journal of Banking and Finance,
Vol 27, Issue 3, March, pp.383-415.

7. Berger, A.N., DeYoung, R., Genay, H., Udell, G.F. (2000).
Globalization of financial institutions: evidence from cross-border
banking performance. Brookings-Rochester Economies Series,
Vol.3., 120p.

8. Buch, C.M., Kleinert, J. and Zajc, P. 2003. Foreign Bank
Ownership: A Bonus or Threat for Financial Stability? Paper prepared
for the SUERF Seminar “Financial Stability in Accessing EU/EMU.
March, 36p.

9. Dages, B.G., Goldberg, L. and Kinney, D. 2000. Foreign and
Domestic Bank Participation in Emerging Markets: Lessons from
Mexico and Argentina. Federal Reserve Bank of New York Economic
Policy Review, Vol.6, 3, pp. 17-35.

10. De Haas R., Van Lelyveld I. Foreign Bank Penetration and
Private Sector Credit in Central and Eastern Europe. DNB Staff
Reports, De Nederlandsche Bank, July 2002, No. 91, 34 p.

11. Doukas, John, Victor Murinde and Clas Wihlborg. 1998. Main
Issues in Financial Sector Reform and Privatisation in Transition
Economies. Amsterdam: Elsevier Science B. V., pp. 1-18.

12. Dubauskas G., Kowalski T., Vensel V. 2005. Role of Foreign
Banking Institutions in the European Union’s New Financial Markets.
Ekonomika, 70 tomas, p 7-21.

13. Dubauskas, Gediminas, Wihlborg, Clas, and Willett, Thomas.
1999. The Baltic States: Alternative Routes to Credibility. In
Exchange Rate Policies for Emerging Market Economies. Editors:
R.Sweeney, T.Willett, C.Wihlborg. Global Economy Series, Westview
Press, Oxford, 1999, ISBN 0-8133-3019-X, p.127-141.

14. Dubauskas, G. The Lithuanian Currency Board. 1999. In
Exchange Rate Policies for Emerging Market Economies. Editors:
R.Sweeney, T.Willett, C.Wihlborg. Global Economy Series, Westview
Press, Oxford, ISBN 0-8133-3019-X, p. 295-310.

15. Dubauskas, G. 1999. Development of Business Financial
Constraints and the Currency Board Arrangement in Lithuania.
Proceedings of the ACE/Phare Conference on Building Financial
Institutions in Transition Economies. Editors Ch.Green, T.Kowalski
and R.Lensink. Poznan University of Economics, Poznan, 21-42 p.

16. Edwards, F. 1975. International banking: an overview. Columbia
Journal of World Business, Winter, pp.7-8.

17. Erramilli, M.K., Rao, C.P. 1990. Choice of Foreign Market Entry
Modes by Service Firms: Role of Market Knowledge. Management
International review, Vol.30, No.2., pp 135-150.

18. Erramilli, M.K., Rao, C.P. 1993. Service Firm’s International Entry
Mode Choice. A modified transaction costs analysis approach.
Journal of International Marketing. July, Vol.57, Issue 3, pp.19-38

19. Fleming, Alex, Lily Chu, Marie-Renie Bakker. 1996. The Baltic —
Banking Crises Observed. Policy Research Working Paper No 1667.
World Bank — IBRD, Washington D. C.

20. Focarelli D., Pozzolo A. F. 2001. The Patterns of Cross-Border
Bank Mergers and Shareholdings in OECD Countries. Journal of
Banking and Finance, Vol. 25 (12), p. 2305-2337.

21. Grubel, H. 1977. A Theory of Multinational Banking. Banka
Nazionale del Lavozo, Quarterly Review, 123, pp. 349-363.

22. Hanke, Steve H., Jonung, Lars, and Schuler, Kurt. 1992.
Monetary Reform for a Free Estonia: A Currency Board Solution,
Stockholm: SNS Forlag.

23. Hellman, P. 1996. Internationalization of the Finnish Financial
Service Sector. Turun Kauppakorgeakoulun Kirjasto, 82p.

24. Hermes, N., Lensink, R. 2003. Foreign bank presence, domestic
bank performance and financial development. Paper for SUERF
colloquium, 23p.

25. Hrnéir M. 2009. Monetary policy and Central Banking in the Wake
of the World Financial Crisis. Acta VSFS, 2, Vol.3, pp. 137-166.

www journals.cz/ 7

@

26. International Monetary Fund. 2008. Global Financial Stability
Report. Washington, DC: International Monetary Fund.

27. King R., Levine R. 1999. Financial Indicators and Economic
Growth in a Cross-Section of Countries. Washington, DC: World
Bank, 63 p.

28. Lastra, Rosa, and Clas Wihlborg. 2007. Law and Economics of
Crisis Resolution in Cross-border Banking. In Prompt Corrective
Action and Cross-border Supervisory Issues in Europe, edited by
Harald Benink, Charles Goodhart, and Rosa Lastra, pp. 90-112.
Financial Markets Group Special Paper No. 171. London: London
School of Economics.

29. Lietuvos ekonomikos perspektyvos. 2006. AB DnB NORD
Bankas. Vilnius.

30. Mattsson, L.G. 1985. An Application of a Network Approach to
Marketing: Defending and Changing Market Positions. In Alternative
Paradigms for Widening Marketing Theory, N.Dholakia, J.Arndt
(eds). JAI Press Inc.: Greenwich CT, pp. 263-268.

31. McCauley R. N., Ruud J. S., Wooldridge Ph. D. 2002. Globalizing
International Banking. BIS Quarterly Review, March, p. 41-51.

32. Ostrup F., Oxelheim L., Wihlborg C. 2009. Origins and Resolution
of Financial Crises: Lessons from the Current and Northern
European Crises. Asian Economic Papers, Vol. 8/3, pp 178-220.

33. Pintjens, S. 1994. The Internationalization of the Belgian Banking
Sector: A Comparison with the Netherlands. In: Competitiveness of
Financial Institutions and Centers in Europe. Kluwer Academic
Publishers, pp. 301-311.

34. Spitzlinger, Roland. 2006. Mixed Method Research - Qualitative
Comparative Analysis. Seminar paper, GRIN Verlage, Norderstedt,
Germany, pp. 9-30.

35. Taeho, K. 1993. International Money and Banking. T.J. Press
Ltd., 416p.

36. Taylor John B. 2010. Does the Crisis Experience Call for a New
Paradigm in Monetary Policy? CASE Network Studies & Analyses
No.402, Warsaw, 21 p.

37. Vainiené, R. 2005. Ekonomikos terminy Zodynas. Vilnius, Tyto
alba. 326 p.

38. Valgreen C., et.al. 2006. Iceland: Geyser crisis. Danske Bank
Report, March 21, 12 p.

39. Von Peter, Goetz. 2004. Asset Prices and Banking Distress: A
Macroeconomic Approach. BIS Working Papers No. 167, Basel:
Bank for International Settlements.

40. Uiboupin J. 2003. Performance of Domestic and Foreign Banks
in Transition Countries. Management of Organizations: Systematic
Research; Issue 27, p155-161.

41. Wihlborg, Clas. 2009. Can Market Discipline Be Restored;
Lessons from the Sub-prime Crisis. In Towards a New Framework
for Financial Stability, edited by David Mayes, Robert Pringle, and
Michael Taylor, pp. 365-376. London: Central Banking Publications.

42. Williams, B. 1997. Positive Theories of Multinational Banking:
Eclectic Theory versus Internationalization Theory. Journal of
Economics Surveys, 11, No.1, pp.71-100.

43. Williams, B. 2002. The Defensive Expansion Approach to
Multinational Banking: Evidence to Date. Financial Markets,
Institutions and Instruments, Vol. 11, pp.127-203.




