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Excellencies, 

Ladies and Gentlemen, 

Colleagues: 

Thank you very much for attending our joint event today. It is a special pleasure but 
also very important to us that such a distinguished audience has gathered and I would 
like to express my gratitude to all who have made today’s conference possible. For 
the EBRD this exchange of views is of great importance, because your insights and 
findings are of direct relevance to our policy and operational work. 

Perhaps more than in any other region of the world, over the last 15 years or so, the 
transition countries from Lithuania in the West to Kazakhstan in the East have 
experienced both the bright and dark sides of financial globalisation. Capital inflows 
and integration banking systems have significantly contributed to the long-term 
growth success in the region. But there is equally strong evidence that they have been 
a source of risks and crises. 

The recent crisis in most of the countries of the EBRD region was both triggered and 
facilitated by financial globalisation. The shocks that gave rise to these crises came 
from abroad, and through drying up financial flows they reached our region. At the 
same time, financial globalisation allowed the over-borrowing that made our 
economies so vulnerable to this reversal of fortune. 

Weighing the balance of rapid growth and crises, we have argued in our 2009 
Transition Report that reversing financial integration would be both unfeasible and 
unwise. At the same time it is imperative that the risks arising from this integration be 
reduced. In the meantime, we have gained a much better understanding of what this 
“risk reduction agenda” may mean in practice, including the role for local financial 
development. And we have started putting these insights to practice both in our policy 
work and in our operations. 

Our central insight is that financial globalisation can be made safer without losing its 
benefits for growth. This requires that financial globalisation is accompanied by a 
certain kind of domestic financial development. This, it seems to me, is also a central 
tenet of the G20 agenda, as developed by the Korean presidency last year and the 
French presidency this year. 



As such, I may be preaching to the converted today. But if you step back for a 
moment, the argument is not so obvious. Financial development is often identified 
with aggregate financial deepening, measured by the quantity of money or credit in 
relation to GDP. But over-borrowing means precisely that credit stocks were too high. 
So how is it possible that financial development might be a cure for the risks of 
financial globalisation, rather than its domestic co-conspirator? 

The answer lies in part in the distinction between over-borrowing in a boom and 
financial deepening as a structural phenomenon. And in part it has to do with the fact 
that by domestic financial development we have a particular microeconomic and 
institutional vision for the financial sector in mind, rather than just the volume of 
credit. 

Let me give some examples which support the idea that the right kind of domestic 
financial development is a risk mitigant. I will try to draw particularly on work by 
those present at this conference – which turns out not to be difficult, because our 
group today draws many of the foremost experts in the area. 

 First, taking into account differences in macroeconomic fundamentals across 
countries, there is clear evidence that financially more developed countries 
suffered smaller output declines in 2009 than less developed countries. 
Moreover, ongoing work at the IMF shows that domestic financial 
development tends to mitigate external imbalances, and hence a key 
macroeconomic source of vulnerability. 

 Secondly, while there is a large body of evidence showing that foreign owned 
banks helped to transmit the crisis across border, it is also increasingly clear 
that at the core of the issue was not foreign ownership per se, but their reliance 
on foreign funding from their parents and others. Conversely, local ownership 
will not help you in a global crisis if local banks fund themselves largely on 
international markets, as Kazakhstan painfully experienced during the crisis. 
What really matters for stability is local funding, not local ownership. 

 Finally, countries whose debt (both private and public) is denominated in 
domestic currency are far less susceptible to external shocks, and the exchange 
rate pressures that go with them, than countries that are highly dollarised – or 
euroised. This is not a new insight, but one that was driven home by the crisis, 
when dollarised countries in our region went through painful domestic 
adjustment – and in many cases required large-scale international support – to 
keep their exchange rates stable in the face of large foreign-denominated debt.  

In sum: international financial integration is good, but its risks must be mitigated by 
what one might call “local financial content”: local currency, local deposit bases, and 
local capital markets. 

To be sure: while this principle is clear and strong, acting on it is anything but simple. 
“Local content” is not something that can be easily legislated or regulated. The 
barriers to local financial development are complex, and need to be clearly understood. 
And even when we do have a good conceptual grasp of the obstacles, removing them 
can be tricky, involving difficult technical issues and problems of sequencing. 



At the EBRD we try to approach these problems in an interdisciplinary fashion, 
involving bankers, economists, finance experts, and lawyers. We have also partnered 
with the IMF and World Bank to create the Local Currency and Local Capital 
Markets Initiative, which we launched at our Annual Meeting in Zagreb last year. 
Since then, we have made significant progress in understanding what stands in the 
way to local currency use and local capital market development. We have also 
elaborated an initial set of policy recommendations and hope that our work in this 
area is beginning to benefit countries, both through our policy dialogue and increased 
local currency lending, predominantly with the private sector. 

It is important to emphasise that this is indeed a dialogue, not a monologue. We do 
not have all the answers. To give but one example: Should central banks  supplement 
local currency funding to commercial banks while local capital markets and term 
deposits are still being developed? This is an area in which we have recently had 
intense discussions, including with the National Bank of Kazakhstan. Such a role for 
central banks clearly involves risks, including undercutting the development of 
private domestic funding bases, but also opportunities, such as jump-starting local 
currency lending. As long as the central bank’s role is viewed as temporary and is part 
of a policy environment that supports de-dollarisation, this may in turn create 
demands for more private local currency funding. 

We do not know, at this point, whether the benefits of such interventions outweigh the 
risks. In practice, this means that we are supportive of cautious experimentation in 
this area, and have recently signed an agreement with the NBK that will gives us the 
opportunity to be party to such an experiment. I understand that IFC and the Asian 
Development Bank are in discussions as well. 

I have focused my remarks so far on the importance of finding the right balance 
between international financial integration and local financial development. I have 
also outlined some benefits and challenges in creating “local financial content”. 
Before I close, however, it is important to emphasise one point: We at the EBRD are 
not arguing that local financial development is a panacea. Indeed, domestic financial 
development may create problems of its own. Clearly, very deep financial systems did 
not prevent the catastrophic crisis in advanced financial markets in 2007-2008.  This 
crisis originated in the most advanced domestic financial system of the world. Only 
then was it transmitted internationally. 

What I take from this is that financial development must go hand in hand with 
effective regulation. This has of course been widely recognised, and acted upon, 
following the crisis. The critical question in this context is again one of balance 
between mitigating risks and allowing growth. In my view, at least the new bank 
capital and liquidity standards proposed under Basel III have this balance broadly 
right. But they have it right mostly from the perspective of the advanced countries, 
while not sufficiently reflecting the state of financial development in emerging 
markets and developing countries in some areas. 

To give one example, Basel III requires that long term assets be matched by long-term 
liabilities – the so called “net stable funding ratio”. This can cause severe problems in 
financial systems that simply do not yet have stable sources of long term funding. It 
may force banks in these economies to either curtail long term lending, with harmful 



consequences for growth, or to seek foreign sources of long-term funding. But this, as 
we have seen, creates external vulnerabilities. For this reason, I am pleased that under 
the new phase of the Vienna Initiative a working group has been formed to analyse 
some of the implications of the Basel III regulations on emerging markets. EBRD and 
the World Bank co-lead this group. I hope that its recommendations will be a useful 
input to the ongoing revision of the EU’s Capital Requirements Directive.  

Ladies and Gentlemen: Fortunately, there is no contradiction between the challenge 
posed to us by the new regulatory reforms and the challenges that emanate from the 
broader post-crisis agenda. Both point to the critical importance of local financial 
development as a central pillar on which post-crisis growth model in the transition 
region, and beyond, must rest. This is why our conference is so critical. Of course, we 
will not solve all problems. But we will have a unique opportunity to discuss 
important facets of the problem – from causes, to solutions, to implementation – in 
one compact and diverse forum. 
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