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The Age of Tornado — 2007 July —15/09/08
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The Post-Lehman World 15/09/08 - ???
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09/ 1 /08 Thursday: Fx swap market - frozen. BSE: frozen.
OTP prce beow book value. Government paper market: frozen.

CDS spread: 600 bp+ 5
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What happened in Octobet?

Problems in the fiscal and financial sectors reinforced each other

The government’s

contingent liabilities
ﬁ increased :

Increasing risk
The banking sector faced aversion and
difficulties to roll over FX - deleveraging in global ‘ The government faced
debt - markets SOURCE OF financing problems
CONTAGION'!

Higher sovereign CDS
spread, lower limits for

Hungarian banks




Vulnerability: high foreign debt / GDP ratio
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Turbulence in fixed income markets (problems in government financing)
= Drop in banks’ bond portfolio value (lower bank profitability)
= Liquidity problem in the FX-swap market (difficulty in hedging open positions)

HUF government bond yields
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Turbulence in the HUF spot market

—> Shorter FX-swap maturities (difficulty in hedging open positions)

= Margin calls (higher forint liquidity need for banks)

- Higher debt burden for borrowers (lower bank profitability)
Exchange rate and maturity distribution of FX-swap stock
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Turbulence in CDS markets

- Higher foreign funding costs
- Higher lending rates (lower bank profitability, higher credit risk)

—> Shorter foreign funding maturities (higher rollover risk)

)
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5 year sovereign CDS spreads
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Fast response by MNB: base rate increase

Key central bank rates
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... and HUF liquidity

Central banks’ balance sheets as a percentage of GDP
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Main measures by Hungarian authorities

Liquidity providing measures by MNB:

= New facilities: FX swap tenders (EUR/HUF (1 day, 3 month, 6
month), CHF/EUR (1 week)), new credit facilities (2 week, 6
month)

= Wider set of eligible assets (e.g. municipality bonds)

- Decreasing minimum reserve requirements (2% from 5%o)

- Activity in secondary TBond market — agreement with PDs

Measures by the government and parliament:

— Increasing of deposit insurance limit (50 M €)

- Decreasing fiscal deficit

- Act on promoting the stability of the financial intermediary system

Co-operation with international bodies:

= IMF/EU/ World Bank standby agreement

= Repo-agreement with ECB, CHF/ EUR FX swap agreement with
SNB

Main aim of the measures: restore confidence, broadening
market liquidity, express commitment of authorities

P ey responsible for financial stability



The IMF/EU/WB package helps breaking the

vicious circle

1. Bank stabilization 2. Fiscal sustainability
i The government’s |
/| contingent liabilities |!
| decrease ﬁ
Financing of the banking IMF credit line & |
sector becomes easier as <:| i Further fiscal | |:> The government faces
overall financing need | consolidation | lower risk premium
decreases

economy has improved |}

k The stability of the <
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Firm commitment from ,,mother banks”: enough

FX funds and ...
Distribution of foreign funds
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... enough FX-swap

Distribution of FX-swaps
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Facing economic recession...

Fanchart for GDP growth
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Decline in corporate loan supply — financial
accelerator in work?
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But the banking sector due to its still high, however
decreasing profitability ...
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... stable capital position could absorb the

shocks.
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Conclusions

Financial interconnectedness

* ...can be a good thing in good times: easy access to foreign
funding, supply of FX loans by foreign banks reduced financing
costs. BUT it also allowed for taking on too much risk.

* ...can backfire in bad times by importing problems of connected
economies

* Home and host countries can be negatively affected by each others
porblems

— Financial stability should be a joint responsibility
— Burden sharing - liquidity provisioning and capital injection
— This seems to be ignored in the CEE experience

e Calls for

— much more intensive information exchange;

— coordination of liquidity management, regulation and
supervision, and exchange of ideas;
< #3ainformation in the area of financial stability analysis.
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