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Einancial ttrmorl or financial meltdoewn 2 j

Hard to tell but the scenario is gloomy
Huge losses in the core financial sectors

Bust of real estate bubble in the US, but not
only (UK, Spain...)

Recession in the US not yet fully discounted
by the stock market: further fall in stock prices

Knock-on effects on other risky markets,
Including Emerging Market not yet completed

(www.ehrd.ﬂﬂm




Effiects on Emerging Europe

Re-pricing of risk

Fall in stock markets

_ittle direct effects from subprime

_ittle indirect effects through exposure to
subprime of main banks present in transition
countries

But, the worst still to come
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EUrther poetentiali rsks j

o Meltdown of financial markets: Contagion: from West
to East

Intermediate scenario: closing positions in risky
markets (emerging markets) due to huge volatility in
core markets, sharp increase in funding costs

Soft landing: localized problems in countries with
Imbalances only weakly related to international
financial turmoll
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VUlnerapility tor external Shecks

Vulnerability to external shocks has sharply
Increased In all regions.

In CEB and SEE, risks of contagion from
problems in parent banks and adverse effect
on demand due to a slowdown of growth in EU.

In CIS, risks of sudden stop in capital inflows

Reliance on foreign funding for credit growth a
key source of risk in the current financial
turmoill
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Which countries are more vulnerable?j

Some are victims of their success: Baltics,
Hungary, Romania, perhaps Bulgaria

Huge external imbalances, foreign debt by
private sector, mainly banks, large debt in FX

Energy exporters insulated? No, look at
Kazakhstan, which is suffering a sudden stop

Strength of Russia overstated
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Mitigating facters

Low public debt
Large foreign reserves
More solid institutions

But look at Iceland!
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Govermiment steps 1n (Kazakhistan,
RUSSIa)

Targeting of resources raised from the energy
sector to other sectors in needs of financing

Pledge budgetary funds for construction
sector

Announce readiness to use oll stabilization
fund to support banking sector

Benefits in the short run, but risks in the
longer run
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Some figures
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Re-pricing of risk still iIncomplete:
AUge margin o tightening
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Harad te) escape the Rt fifem cere markets

Figure 3. VIX and Emerging Market Bond Spread
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Eastern Eurepe: Bond spreads
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CIDS spreads
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EQUIty: markets

MSCI Em. Eur ope equity index over the past year
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IHEterogeneous response: CEE

Spreads on 10 year treasuries
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IHELtErogeneols response:ClS
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Banking sectors in the CIS: still poorly.
iefermed.

Key weaknesses:

Average Bank Ratings In Emerging Markets
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o Lack of transparency In
accounts,

(Ratings)

BEE+

BEB

poor bank governance, |
and risk management;

EE

Asset concentrations In
few borrowers, or in risky (i
S e Cto rS (p ro p e rty) ; EEe = Middle East Central ane Soul t Latin Atmerica Russia and I:I:IE:I

Connected lending.
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IHOW, thie: market IS;assessing risk
(Spreads;in CbsS)
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I real terms: picture very diffierent: real
Imperis and exports, 2000=100
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RUSSI2: cUrent account and capital flows,
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[Kazakihstan:
Compoenents eif GBP grewin
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Bank lending levelling off
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