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FinancialFinancial turmoilturmoil or or financialfinancial meltdownmeltdown? ? 

� 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



EffectsEffects on on EmergingEmerging EuropeEurope

� Re-pricing of risk

� Fall in stock markets

� Little direct effects from subprime

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

� But, the worst still to come



FurtherFurther potentialpotential risksrisks

� 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 turmoil



VulnerabilityVulnerability toto externalexternal shocksshocks

� 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
turmoil



WhichWhich countriescountries are more are more vulnerablevulnerable??

� 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



MitigatingMitigating factorsfactors

� Low public debt

� Large foreign reserves

� More solid institutions

� But look at Iceland!



GovernmentGovernment stepssteps in (in (KazakhstanKazakhstan, , 
Russia) 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 oil stabilization
fund to support banking sector

� Benefits in the short run, but risks in the 
longer run



Some Some figuresfigures



ReRe--pricingpricing of of riskrisk stillstill incomplete: incomplete: 
hugehuge marginmargin forfor tighteningtightening



Hard Hard toto escapeescape the hit the hit fromfrom core core marketsmarkets



EasternEastern EuropeEurope: : BondBond spreadsspreads
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CDS CDS spreadsspreads
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EquityEquity marketsmarkets

MSCI Em. Europe equity index over the past year
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HeterogeneousHeterogeneous responseresponse: CEE: CEE

Spreads on 10 year treasuries
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HeterogeneousHeterogeneous responseresponse:CIS:CIS
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Banking sectors in the CIS: still poorly Banking sectors in the CIS: still poorly 
reformed.reformed.

Key weaknesses:

� Lack of transparency in 
accounts, 

� poor bank governance, 
and risk management;

� Asset concentrations in 
few borrowers, or in risky 
sectors (property);

� Connected lending.



HowHow the market the market isis assessingassessing riskrisk
((spreadsspreads in CDS)in CDS)
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In In realreal termsterms picturepicture veryvery differentdifferent: : realreal
importsimports and and exportsexports, 2000=100, 2000=100
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Russia: Russia: currentcurrent account and capital account and capital flowsflows, , 
% of GDP% of GDP
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Kazakhstan:Kazakhstan:
Components of GDP growthComponents of GDP growth

Source: Statistical Agency of Kazakhstan, EBRD
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Bank lending levelling offBank lending levelling off

Source: NBK, CEIC
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