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THE MODERATOR:  Welcome, ladies and gentlemen.  We shall have a discussion 

on the Capital Markets and Local Currency Initiative which was highlighted in some 

of the earlier speeches made at the opening ceremony.  I am pleased to introduce the 

very esteemed panellists who have been involved in the early stages of the initiative.   

As we all know, capital markets have taken centuries to build and this is a discussion 

we shall be having for many years to come.  We have approached this as a follow-on 

from the initiatives that the Bank undertook together with the other international 

institutions during the crisis under the Vienna initiative to see how we could 

strengthen market structures to cope better with the financial needs and the market 

structure needed to support growth in the region in the future. 

Let me introduce the panellists.  Grigory Marchenko is the Governor of the Central 

Bank of Kazakhstan.  Otar Nadaraia is the Deputy Governor of the Central Bank of 

Georgia.  Julia Kiraly is the Deputy Governor of the Central Bank of Hungary.  They 

will make brief presentations on their observations and the steps being taken in their 

respective countries to deal with this.  Mark Allen is the Regional Representative of 

the IMF, with a deep and long experience in the region and in the IMF.  

Gerardo Corrochano is the Sector Director for the World Bank and is closely involved 

in the workings of this initiative.  Simen Munter is the Chief Executive of HSBC 

Kazakhstan, whose experience can be very insightful since it is ultimately important 

that we are talking about markets here and markets are dealt with predominantly by 

private participants. 

We shall start with a series of presentations of from the respective panellists 

representing the Central Banks, with comments then from the IMF, the World Bank 

and HSBC, after which we shall open the floor for further discussion.  

(Slide presentation) 

 

I want first to go quickly through the initiative that we have undertaken over the past 

year with respect to local currency and capital market development.  Capital market 

development has been spoken about for many decades in the past and in this region 

for the past two decades.  It is important to look at it in a realistic manner.  In this 



initiative we are working with the countries in our region.  The region is very diverse, 

at various stages of development and international and regional integration.  We shall 

look at macroeconomic policy and the overall financial system and the market 

infrastructure which is in place to support the various aspects of the currency markets, 

interest rate markets, equity markets and derivative markets, and at both the 

regulatory and legal frameworks.  The legal framework should enable the markets to 

function and to be integrated within the regional and global markets.  The regulatory 

framework is a challenge as it is changing at the global level and clearly has 

implications for the local markets in terms of securities and derivatives market 

regulation but more importantly banking regulations under the new Basel III. 

 

It is important to look at it sequentially.  When one talks about capital markets one 

always looks at the end station.  We like talking about spectacular IPOs for highly 

successful companies.  We look at various issues in the bond market when a major 

corporate or the government itself is able to achieve a milestone in the bond market.  

The reality is that a very fundamental building-block process is needed, which in this 

region, because of history, is in many countries either difficult or has been 

overlooked.  Therefore this initiative looks at not only the end station but also at all 

the pieces of the puzzle needed, particularly because of the distinct differences in 

countries across our region, some part of the eurozone, some part of the EU, others 

not part of the EU, some commodity linked and others not commodity linked, so there 

are vast differences and the building blocks in each of the countries are different.  We 

therefore look at the initiative and at working with the ministries and the central banks 

to tailor-make country initiatives in relation to the specific conditions in the countries.  

Lastly, we need to ensure that we are ambitious but at the same time realistic.  We can 

talk about the end stations and dream of them, but if they are unrealistic it is a waste 

of time.  It is important to have ambitions but to calibrate those ambitions in relation 

to the country in which we are working. 

 

The approach needs to be coordinated.  In the past many private sector initiatives have 

been undertaken.  International institutions have undertaken initiatives and it is 

important to look at this as a matrix where the work that the IMF is doing across the 

region, both in countries where there are programmes and in countries where there are 

no programmes;  it is important to look at the work that the World Bank has 
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extensively done in the region in strengthening regulation and other market structures 

and at the work that EBRD has done in supporting particular projects in relation to the 

financial markets.  I think the coordinated approach between the three institutions 

adds a lot more insight and ultimately has more impact in making progress.  Last but 

not least is obviously the private sector, which is at the heart of this.  Hopefully in the 

audience there are many participants from the private sector who will listen with 

interest and determine ways in which we can help them, but they can also help with 

the further improvements that are needed.   

 

I shall now hand over to Governor Marchenko to make his comments in relation to 

Kazakhstan. 

 

MR GRIGORY MARCHENKO (Governor, National Bank of Kazakhstan)  (Slide 

presentation):  Thank you very much for this opportunity.  We definitely support the 

EBRD initiative and are content that two days ago we signed an agreement with 

EBRD which will allow them to obtain tenge from us and on-lend in tenge to 

domestic banks.   

 

In general, Kazakhstan financial markets are very much affected by the commodity-

prices cycle.  When there is a low in the cycle, oil (world ?) prices go down, which 

means that there is a devaluation first in Russia and then in Kazakhstan, and people 

move into dollars.  Then there are several years of high or higher commodity prices 

and a certain amount of de-dollarisation.  We believe that we should augment this 

with some institutional arrangements and not just ride the wave of high commodity 

prices.  In general, de-dollarisation is happening again in Kazakhstan.  Household 

tenge deposits have come up from 44 per cent to 57 per cent.  For the whole system 

about two-thirds of deposits are tenge-denominated.  In Kazakhstan about 70 per cent 

are corporate deposits, which are of shorter term, and that is why they shift faster into 

tenge.  In general, looking at previous cycles, we see that on the short-term side 

deposits over five years would be 90 per cent dollars.  In the short to medium term 

people eventually acquire confidence in the currency but long term they still prefer 

dollars. 
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On the credit side, the share of tenge loans has also been increasing.  The low was 

51 per cent in 2009;  now it is up to 59 per cent.  It is different from deposits, which 

have been growing consistently in Kazakhstan throughout the crisis.  On the credit 

side, it is almost flat.  Banks were attracting more deposits and converting them into 

dollars in order to repay the external debt.  The size of the external debt of the 

banking sector in Kazakhstan was quite substantial.  You can see here the structure of 

liabilities.  It is a bit misleading because it says that in December 2007 it was 

46 per cent.  By 1 July 2007 it was over 53 per cent.  More than 53 per cent of overall 

liabilities of the banking sector were foreign liabilities, mainly eurobonds and 

syndicated loans.  You can see how the structure has changed.  Foreign liabilities have 

come down to 17 per cent;  the share of equities or capital has doubled;  and the 

liabilities to residents of the country have increased substantially.  On 1 July 2007 the 

external debt of the banking sector of Kazakhstan was almost 50 per cent of GDP;  

now it is down to 16 per cent.  As you can see, the share of foreign assets has also 

come down, but it was never as big as the share of foreign liabilities.  We are 

imposing regulation which would not allow an individual bank to have more than 

30 per cent of its liabilities funded from international capital markets. 

 

The liquidity situation  has also changed quite substantially.  As you can see, in the 

period of crisis in late 2007 more than half of the liquidity which they keep with us 

was correspondent accounts in foreign currency, which is the light green on the top of 

this graph.  Now it is very low.  Correspondent accounts in tenge have increased 

somewhat but most of the growth we can see in tenge deposits, which are dark green 

below, and especially in short-term notes, which are also in tenge only and by choice 

the banks now keep most of their liquidity in tenge anyway and it concurs with what 

I said, namely that when we have high commodity prices and de-dollarisation on the 

short side of the curve the shift to tenge is much quicker.  On the deposit market the 

tenge has more or less achieved the same share as dollars.  On the tenge side it is 

mostly provided by the National Bank of Kazakhstan. 

 

You can see that yields on government securities are low.  The prime rate is black, 

1.71.  The rate between several larger banks in Kazakhstan is also low.  Average 

inflation for the past two and a half years is about 7.4 per cent.  It is easy to see that 

all the rates are strongly negative in real terms.  On the other side, it creates a good 
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opportunity for us to lower the cost of sterilisation.  The Central Bank does not like 

the tenge to appreciate too fast against the US dollar so we  have intervened in the 

first four months of this year.  We have bought about $7 billion.  All these 

interventions were fully sterilised through issuance of our notes and an increase in our 

deposits.  As long as the cost of sterilisation is low and rates are negative in real 

terms, I think that we shall continue doing this. 

 

There are several structural reasons why local currency markets are not developing.  

We had a very active inter-bank money market in 1995-96 but then one of the larger 

banks, the number five bank by assets, clearly over-borrowed on the short-term 

money market in order to fund some of their liabilities and eventually that bank went 

bankrupt and was liquidated.  I think that the memory of that persists.  Because of 

strong competition in the sector, Kazakh banks traditionally do not trust each other.  

In the past 18 years since the tenge was introduced we have had only one case of a 

syndicated loan by several Kazakh banks.  We still believe that this market should be 

developed along the curve on the short-term, on the inter-bank money market.   

 

We believe that there is a lot of room for issuing medium-term bonds in tenge, for 

both domestic and international investors, because in Kazakhstan we have a very 

developed pension funds industry which currently has accumulated over 

US$ 16 billion and is keen to invest in corporate bonds of reliable issuers.  We 

experienced this in 2006 and 2007 when there was strong foreign interest in medium-

tenor bonds of two to three years.  We hope that that will be replicated this time.  

However, as a central bank we would be very much against very short-term 

speculative inflows.  So far this year it is only $2 billion out of $7 billion that we have 

bought.  They come from abroad so we do not see any reason to use prudential 

measures or interest-free deposits or to impose taxes, but we have looked at the 

Brazilian and Chilean experience and if short-term speculative inflows are too strong 

we shall intervene. 

 

THE MODERATOR:  Thank you, Governor.   

 

MR OTAR NADARAIA (Vice President, National Bank of Georgia)  (Slide 

presentation):  Georgia is a country with a record high level of dollarisation.  This is 
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an outline of the presentation.  Last but not least is the role of the IFIs.  Let me give a 

little bit of history.  In the early 1990s we had a history of very high inflation.  Low 

inflation is always important for trust in the national currency.  The inflation rate has 

stabilised.  You can see from this chart that it is not comparable with that of advanced 

economies.  However, it is a single digit.  Nevertheless dollarisation remains high. 

 

Important measures were to introduce inflation targeting and to rely more on interest-

rate transmission channels as an exchange rate so recent developments were therefore 

to introduce refinancing rates, to broaden the collateral base, to create a corridor for 

the interest rate to make it stable and to close the policy rate.  In our case the yield 

curve was just for the government securities that were created last year and we had 

the first issue in local currency this year.  You can also see the volume of government 

securities.  Of course, it is important to have benchmarks.  There are prudential 

foreign policy measures.  We charge additional risk rates if there is an unhedged 

position of the borrower.  In other words, if the borrower has an income stream in lari, 

the national currency, and if loans are in dollars, we charge an additional 75 per cent 

risk rate for so-called currency credit risk. 

 

Also very important for implementing a de-dollarisation strategy is deciding when to 

implement policy measures.  For example if the country has a small and open 

economy and has a Basel payment shock, so a shortage of inflows, it probably does 

not make much sense to restrict dollar activities during that period.  That was exactly 

the case for Georgia when during the recession we waived disincentives for 

operations in local currency since those were regulatory capital adequacy 

requirements and also minimum reserve requirements which are more macro tools.   

 

Also very important is stress testing to increase … (inaudible) … banking system.  In 

our case the macro stress model was developed together with the International 

Monetary Fund.  We also used bottom-up stress tests and in the case of retail loans for 

the asset quality the depreciation is important and significant where the debt to 

income ratio is somewhere close to or above 30 per cent. 

 

The de-dollarisation strategy is one of the country’s top priorities.  We started active 

policies during the last two years.  The years 2008 and 2009 were very difficult.  As 
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elsewhere in the world, we had different priorities.  We believe that during a shortage 

of inflows a very active de-dollarisation strategy could be counter-productive.  

Therefore disincentives were put in place, probably starting from last year.  You see 

that despite some decrease, both in deposits and in loans, dollarisation is sill very 

high, especially in the case of time deposits.  In the case of current accounts no 

administrative measures are used in Georgia.  The only thing is that local currency is 

the only legal tender and therefore current accounts are predominantly in lari for 

transaction needs and therefore there is a lower rate there.  In prudential measures the 

lari-funded base is more volatile and subject to higher liquidity requirements from the 

regulator, but the requirements are not as high as volatility indicates and this is 

another disincentive to operating in foreign currency. 

 

What really works?  There is a broader range of providential policies so here we see 

policies which contribute to cost incentives and policies which target trust.  Maybe 

I should say there are three because a third one is administrative measures to prohibit 

people from doing something.  I think the right policies should include some 

administrative measures.  However, in the case of Georgia we shall not do that.  The 

most important focus will be on trust and cost incentives. 

 

We can see from the next slide the results of a survey on time deposits of more than 

one year.  The results indicate that the risk premium required by the depositors to save 

in lari is very high.  You see that there is no reaction up to 4 percentage points, which 

is very high.  At 5 or 6 percentage points there is a possible switch.  However, the 

potential costs are very high.  As mentioned, cost incentives can be efficient, but of 

course we not only have to think about cyclical effects, which I have tried to discuss, 

not restricting dollar activity during the recession, which in the case of our country 

means lower inflows, but it is also very important from the long-term perspective 

because we already have high cost of funds, high intermediation margins, and as a 

result very high lending rates.  The low addition strategy should be sustainable in the 

long-term and if the risk premium required by creditors is too high and is transformed 

into even higher lending rates, and you have a prudent monetary and fiscal policy, 

which means low inflation and maybe even possible appreciation of the local 

currency, that might create a situation in which such high rates are simply 

unsustainable.  

1018 Capital Markets 7 



 

What are the results based on data from Georgia?  This slide shows a very high 

correlation between the exchange rate and the dollarisation rate.  By the way, for the 

dollarisation rate we have the exchange rate to deal with balance sheet effects, so 

again dollarisation is calculated on our exchange rate, not the exchange which it was 

at the moment.  Furthermore, it is not only a correlation but it also so-called 

Granger (?) causality.  In other words, as Governor Marchenko argued in the case of 

Kazakhstan, exchange rate movement leads to a change in dollarisation.  However, 

we have to take into account that our exchange rate policy was not fixed but we had 

probably very limited short-term fluctuations, and now, together with the IMF and 

EBRD, we have a new exchange-rate policy which means more shorter fluctuations.  

The results on this chart may hold for the past but, taking into account a much higher 

exchange rate nowadays, it might not hold in the future.   

 

Like the message from the survey, the next chart indicates no correlation at all 

between the risk premium and the dollarisation rate.  You can see this is 4 per cent, 

which is the highest risk premium, and on the second chart you can see this is 

effectively the result of our de-dollarisation measures.  You can see on the second 

chart below that such a high risk premium is only for the past year, when there were 

huge disincentives together with high awareness (?) of the banking system.   

 

I mentioned the importance of the unhedged position of the borrowers when debt to 

income is close to or above 30 per cent.  This comes from bottom-up stress tests.  The 

results are that the banks simply have higher NPLs for the cases when there is …  

(inaudible) … but debt to income is close to or  higher than 30 per cent.  That is why 

the earnings (?) are higher. 

 

I cannot see the wording from here.  Changing savers’ behaviour.  Targeting trust, if it 

is possible to achieve, is a cheaper way to de-dollarise.  Most important is inflation 

stability, low and stable inflation.  Therefore in many countries inflation indexation is 

used to de-dollarise.  As you are probably aware, the so-called Balassa-Samuelson 

effect indicates that the real exchange rates of emerging countries are likely to 

appreciate in the long term so, if the inflation target in emerging countries is long 

enough to compensate for long-term appreciation, then as to the differential between, 
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let us say, the eurozone inflation target and for example the Georgian inflation target 

probably one should expect nominal appreciation, which we believe is desirable.  At 

least one should create an environment in which academics may argue that it is 

possible that, while the exchange rate may not appreciate, it will not depreciate.  

 

We have already discussed inflation indexation.  Of course, with inflation indexation 

a huge problem is credibility of inflation, which we believe can be addressed by 

publishing a methodology and more detailed data for inflation.  If inflation credibility 

is a problem, exchange rate credibility is not a problem because we do not have 

multiple exchange-rate systems and therefore hedging market development is very 

important.  For example, we have TBUs now in local currency but we do not have the 

same risk-bearing instrument in foreign currency.  If one has denomination policies it 

is probably logical to say that the government should not issue TBUs in foreign 

currency.  However, for the benchmark I personally believe that there should be the 

same risk-bearing instruments in both currencies and maybe TCXs would be an 

argument for this.  In the case of this scheme TCX is forced to use LIBOR against 

local currency TBUs which means that credit risk is incorporated twice and makes the 

scheme prohibitively expensive.  In addition, the stock market can be developed with 

the  help of the Central Bank, not only providing the infrastructure but also providing 

swaps to the banks, at least for a limited amount.  In the long term, if the Central Bank 

and the government have a strong will to help prudent monetary and fiscal policy, 

they are the only institutions which now in the long term affect exchange rate 

dramatically.  The government can provide long-term non-deliverable forwards at a 

reasonable price when the market price is prohibitively expensive. 

 

Just to illustrate nominal exchange rate, I have shown you inflation rates which are 

not close to zero but were at least single digit.  You see that the blue line is US dollar 

exchange rate for the last 10 years, which was appreciating.  You see that the red line 

is the euro exchange rate, which has been pretty stable for at least eight years, if you 

look at the long-term perspective. 

 

The message here is that we had and  have macro stability.  However, dollarisation is 

still high and therefore if we are going to have macro stability for the future maybe it 
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is cheaper to address the issue by more active intervention.  Of course, it is difficult to 

say for sure. 

 

I have already discussed the possible negative effect which depends on where in the 

cycle the country is.  If a country is in recession and has inflow-based growth it is 

very dangerous to try to de-dollarise.  Very important is the accumulation of 

international reserves.  You might be successful in the de-dollarisation process but 

after a shock you might have rapid re-dollarisation and if you do not have sufficient 

international reserves this might lead to a foreign-exchange crisis.  That is why 

international reserves are very important, as many argue. 

 

We have discussed the issue of efficient targeting.  To make it simple, as to 

purchasing-power parity the price level in Georgia is half the level of the US or the 

eurozone, so for the price level to double in a sustainable way we should reach, say, a 

GDP per capita level, broadly speaking, which will take a lot of time so therefore the 

inflation target should be really low.  In the case of eastern European countries, it may 

be around 1.5 per cent difference, in our case maybe 2 per cent. 

 

As to the role of IFIs, we are very thankful for what the EBRD provides.  We have 

had many missions and technical assistance.  We have signed a memorandum of 

understanding on the de-dollarisation policy.  The IMF’s role has also been very 

important in providing technical assistance.  We hope that this cooperation will 

continue in the future. 

 

Thank you.  I am sorry if I did not follow all the slides. 

 

THE MODERATOR:  Thank you very much, Otar.   

 

Julia, would you like to talk about the Hungarian experience? 

 

MS JULIA KIRALY (Deputy Governor, National Bank of Hungary):  I did not 

prepare a presentation because we were asked to keep the discussion alive.  Perhaps 

I may make some general remarks.  This is the first time I have taken part in the 

forum on capital markets.  Looking back, there has been a big development.  In the 
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first years we always mentioned vulnerability, crisis and what was going on.  This is 

the first time that we hear what kind of results we have achieved, what kind of 

research and analysis has been made.  We were going forward and it is a big result, 

especially due to the European Bank Coordination Initiative (EBCI), the cooperation 

initiative or, much easier, the Vienna Initiative.  The initiative was the result of 

tedious work on the part of the EBRD.  I remember last year at this time we heard the 

famous speech of President Mirow about the importance of the local capital markets 

when he started the new wave of the Vienna Initiative.  I think the achievements are 

really great.   

 

This forum is important for all of the three countries sitting here and who are not yet 

present.  This forum gathers together not only the international financial institutions, 

not only the local market players and the local authorities, but also the banks.  I sense 

that it is important that we have a forum where we can discuss our problems.  It was 

very important from our point of view that we reached the conclusion that a country-

specific approach was required.  There is no universal solution to the local capital 

market problem.  In some countries the problem is dollarisation;  in others it is the 

Swiss francisation.  In some countries it is a liability problem;  in other countries it is 

much more a problem on the assets side.  In one country there is a flexible exchange 

rate;  in other countries there may be a currency board.  All the countries are different;  

there is no universal solution.  It was very important that the Vienna Initiative helped 

us to understand that. 

 

The second main achievement that you mentioned, Manfred, is macro stability, which 

is of vital importance.  Since Hungary is focusing on government consolidation, with 

no change in the basic line of monetary policy, which is inflation targeting, our risk 

premium has significantly decreased and I think it is macro stability which helps us to 

solve the local capital markets and FX lending problems. 

 

Let me say a few words about what we have achieved locally in Hungary in the past 

year in lending, savings flows and stock.  As far as the FX lending flow problem is 

concerned, there is no problem.  We could say that we fully agree with the very brutal 

step on the part of the government which nominally forbade FX mortgage lending.  In 

the view of the Central Bank we agree much more with the recommendations of the 
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Vienna Initiative forum that a macro prudential approach should be applied.  Macro 

prudential regulation may help.  The Hungarian Central Bank proposed so-called 

responsible lending, which is to put a cap on the payment to income and on the loan to 

value, and it should be stricter in the case of FX lending than in the case of local 

lending.  I think that regulation may help in the longer term.  The government is now 

thinking about releasing the very strict prohibition on FX lending.   

 

In our view, small steps should be taken.  Besides responsible lending regulation, we 

propose transparent pricing.  The burden is not because of the increasing instalments 

on FX and local currency loans but the non-decreasing instalments because the banks 

do not follow flexible-rate lending but a discretionary lending – that is, they increase 

the instalments and when interest rates go down they do not decrease them.  We 

propose transparent pricing, which is that either fixed rate mortgages, adjustable rate 

mortgages, or flexible floating rate mortgage loans and customer loans should be 

advanced by Hungarian banks.  This proposal has not yet been accepted.  I think that 

for the future, so that we do not get into the same problem we had in the past three 

years, we need the credit bureau which was proposed several times by the supervisory 

authority and the Central Bank.  So far the ombudsman for private information still 

resists that, but we hope that it will soon be on the agenda of the parliament.   

 

These are small steps but they will help to achieve a macro prudential framework 

which will not allow the same FX lending that existed before the crisis.  I do not think 

there is a universal regulation.  I am very happy that FX lending is on the agenda of 

the ESRB.  It will be discussed by the General Council of the ESRB but I hope that no 

universal regulation built on the Basel III or the CRD IV regulation will be accepted 

because a local approach and a country-specific approach is very important.  Warning 

is important.  FX lending is a toxic asset.  That stands out from the presentations of 

my colleagues, as well.  However, you should handle it in your local way. 

 

As far as the stock is concerned, Hungary is a still a country in which more than 

50 per cent of loans in the private sector are denominated in FX.  In the household 

sector more than 70 per cent of total loans are denominated in Swiss francs.  It is a 

stock problem.  We have to learn together.  In a macro stable environment when your 

overall country risk premium is decreasing it is much easier.  That is what we said a 
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year ago and that is what we say now.  We have to learn to live with this stock and 

very slowly we can grow it out.  There is no one-step solution.  Our staff have carried 

out research and analysis in the past year on the consequences of converting the total 

FX loan stock to local currency.  It turns out that it is a huge cost, a huge burden, and 

you cannot as a country get rid of the FX risk.  It would cost the country a huge 

amount or it would be kept by one of the players, either by the government or by the 

corporations, or by the households, as it is.  It is in any case the risk of the country.  

There is no one-step solution, no easy way to solve your stock problems. 

 

What about savings in the local markets?  There was an adjustment on the part of 

households during the crisis, which meant that the consumption rate significantly 

decreased.  Savings did not increase in the same way, which means that total 

household income is still decreasing.  However, net savings are increasing because of 

the decreasing debt burden.  That means that financial assets are not yet accumulated 

but a step has been taken towards a healthier net savings rate on the part of 

households. 

 

The negative news about what has happened in the past year is that a significant part 

of the financial assets of  households was converted to the social security fund – that 

is, the private pension fund which is a very important part of private saving, as 

Governor Marchenko mentioned.  It was a very important part of private savings in 

Hungary.  Only 95 per cent was converted to the social security fund and there will be 

a break in our time series if you analyse those time series for the future.  Nevertheless 

we think that the gross household savings ratio will soon increase because households 

will learn that they should compensate somehow for the lack of the  private pension 

fund in the system.  It means that we should provide new capital market products.   

 

The covered bond market will be a very important part of it.  The Central Bank needs 

to take serious steps to build the covered bond market.  We proposed to the local 

banks a joint modification of their specific special models to a more general model 

which would allow all the commercial banks to issue covered bonds.  The first round 

was not successful because it turned out that there was a lack of the necessary amount 

to issue new covered bonds.  The Hungarian market is too small.  We still have to find 

some general steps to build this market because it should be a significant part of 
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future capital markets, particularly because only covered bonds or securitised 

mortgage loans can help in the long term to mitigate the maturity mismatch of the 

banks.  The problem we now face in the banking sector is the shortening of the funds, 

from several points of view a natural consequence of the shortening of long-term 

funds in the European capital markets.  The shortening of the FX funds of the 

Hungarian banks means that we look forward to the coming CRD IV regulation on the 

net stable funding ratio, which will help to mitigate the maturity mismatch in the 

banking sector and to stabilise the funding of the sector. 

 

Those are the main achievements of the last year and the main problems we now face. 

 

THE MODERATOR:  Unfortunately, Governor Marchenko has to leave to go to 

another meeting.  He will not be able to hear the comments of the other panellists but 

I shall brief him later.   

 

Mark, do you want to provide your feedback? 

 

MR MARK ALLEN (Senior Regional Representative, Central and Eastern European 

Department, International Monetary Fund):  Thank you very much for inviting us 

here.  We very much welcome this initiative and I am glad that we were on the panel 

in Zagreb together when the Capital Markets and Local Currency Initiative was 

launched.  It is good to be able to see what work has been done with four countries 

and with the World Bank and the IMF participating in your missions on this project. 

 

We need to be very ambitious in what we try to do in this area but we also need to be 

realistic about what we can expect to achieve.  There are intrinsic problems that small 

countries will have in developing financial markets and they will remain an obstacle 

to capital market development.  On the other hand, there are also man-made obstacles 

and things policy-makers can do to support and not hinder the financial market 

development.  It is those things that we have been concentrating on. 

 

Let me say a few words first about the intrinsic obstacles so that the framework in 

which we are working in these countries is clear.  The first obstacle will be a lack of 

economies of scale in capital market development in small markets.  The institutional 
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structure needed for a properly functioning capital market is expensive:  you need 

clearing systems, brokers, IT systems, market-makers, exchanges.  There will be quite 

large fixed costs in capital markets in these countries.  A consequence is that you will 

probably not have very much competition so you will also not obtain the benefits of 

strong competition in the markets, another factor which is likely to raise costs.  This 

will tend to mean that, compared with larger markets, you have lower liquidity and 

more difficult price-discovery processes. 

 

A second aspect of developing local currency capital markets in small countries is the 

issue of diversification for the investors.  Clearly the smaller the economy the more 

important it is from portfolio theory, from diversification theory, for local savers to 

have at least some of their investment abroad, outside the economy.  That tends to 

reduce the size of the investor base in such an economy.  It can be compensated for by 

foreign investors coming in, so the market is not necessarily constrained by the size of 

domestic investors;  but for the foreign investor this is likely to be a frontier market, at 

least at the start of the process, and when the risk appetite changes in international 

financial markets then we are likely to see quite a bit of volatility, which is an issue.   

   

It seems to me that these are permanent factors that we shall have to face in capital 

market development in small countries and we ought not to encourage subsidies to 

deal with these permanent factors.  Subsidies may be fine if there is a market 

imperfection which can be overcome over time but, if these are permanent factors, 

I think one has to live with them. 

 

Having said that, there are a lot of policy-responsive obstacles to development of local 

currency capital markets, and they, and actions that can promote the development of 

financial markets, are what we have been focusing on in this initiative.  The first is 

de-dollarisation in countries to promote the use of domestic currency.  Clearly a first 

step towards the development of local currency capital markets has to be that people 

are willing to use local currency.  There was a seminar on this a couple of days ago, 

from which the message came out very clearly that a stable macroeconomic 

environment, low and stable inflation and a record of that are clearly vital in the 

process of de-dollarisation.  That is a key point.  In a way, this is one of the policies 

1018 Capital Markets 15 



that Governor Nadaraia was talking about as a policy of creating trust:  that people 

can trust the currency.  It takes time for people to build up that trust.   

 

You need to move also to manage liquidity better in these markets.  We would 

certainly recommend moving towards inflation targeting.  A lot of our assistance in 

this initiative, a lot of the work we have been doing in the four cases, has been to 

strengthen inflation targeting or in some cases to introduce the preconditions for 

inflation targeting and to move at the same time to a flexible exchange rate.  The 

incentives for being in the domestic currency are likely to be much less if the 

exchange rate is fixed.  

 

Those are some things that can be done on the de-dollarisation front. 

 

Moving beyond that, we  have to build these markets from the bottom up.  This is, 

I think, what you were referring to as a building-block approach to the markets.  We 

have to build foreign exchange markets, money markets and move up through term 

markets and stock markets, through government bond markets, financial institutions, 

using these markets, and finally to corporate bond markets.  It has to be done steadily 

from the bottom up. 

 

There are some quite elementary things that have to be done in this process, as we 

find in some countries – for example, development of benchmark overnight interest 

rates that are reliable and that people believe in.  Similarly, even the development of 

reliable and trusted consumer price indexes can be quite crucial to market participants 

making informed judgments on interest rates and interest rate developments, and so 

on. 

 

Working on the government bond markets, there is a clear role for the government to 

help develop a yield curve by having regular auctions and gradually extending the 

term structure. 

 

In these various cases what I see as the process is one where the government or the 

authorities – that is, the central bank, presumably, if not the government – starts off by 
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being the market-maker and finally becomes the market supporter and facilitator in 

this process. 

 

We need to create stable conditions.  Volatility may be the traders’ friend, as they say 

on the markets, but it is certainly not the friend of the long-term investor or borrower. 

 

Finally, we should recognise that countries’ financial market structures vary 

considerably in the world, even amongst the most advanced countries.  For example, 

the role that banks play in the European financial system is quite different from the 

role they play in the US financial system.  Given the high fixed costs of some capital 

market structures, we should not ignore the role of the banks themselves in these 

countries in providing the sorts of instruments that corporates need over the long term 

for their development.   

 

It is crucial that we  have a fully functioning and properly supervised banking system 

in all these countries.  The legacy of the financial crisis has been a very rapidly rising 

level of non-performing loans in some countries, including this one.  They have 

reached a very high level.  We know that in overcoming financial crises one of the 

key recipes is to act decisively to ensure that the banking system is cleaned up and 

recapitalised.  I think that that is something which we need to do in some countries 

which are part of this initiative.  We need to do things like reviewing tax legislation, 

insolvency regimes, other obstacles to that process, but it will be vital, I think, also to 

ensure that we do not lose our focus on ensuring that the banking system itself can 

provide the resources and finance needed for development in these countries. 

 

THE MODERATOR:  Thank you very much, Mark.  That was very insightful. 

 

Gerardo, please. 

 

MR GERARDO CORROCHANO (Sector Director, Europe and Central Asia, World 

Bank):  Thank you for having me here.  I want to start by congratulating the EBRD on 

taking the leadership over a significant period of time in the discussion and debate on 

the development of local currency markets.  As Julia said, we have come a long way 

in the discussion and debate. 
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We in the World Bank agree that the development of local currency markets has 

always been an important developmental issue in most European and Central Asian 

countries.  Developing local loan markets and de-dollarising or euroising specific 

economies has been part of the developmental agenda for quite some time, but, as the 

crisis demonstrated to us, the excessive reliance on foreign currency led to significant 

instability risks that perhaps had not been foreseen before the crisis, leading to 

excessive macroeconomic or financial risks.  The crisis also demonstrated that 

excessive reliance on foreign currency enhances contagion channels and makes the 

recovery far more dependent than anticipated on external capital flows.  These are all 

factors that make us more convinced of the important developmental agenda that 

exists for the development of local currency markets. 

 

Let me make a second point.  I think there are a number of nuances that are important 

as we continue with this initiative and the debate.  We should not forget that know-

how transferred from parent banks to subsidiaries has made a significant contribution 

to knowledge and growth in the process.  Clearly over-reliance and dependence on 

lending to unhedged borrowers, in particular, became an excessive risk, and an 

intolerable one in many countries.  Throughout the debate we have cautioned about 

not going in a pendulum movement to an extreme position.  Several speakers have 

already discussed the issue of heterogeneity among the various countries.  Issues of 

sequencing and heterogeneity need to be respected because different markets in 

different countries have dealt with this in different ways and I do not think there is 

a one-size-fits-all type of solution here. 

 

A third point I should like to make concerns something Mark mentioned, namely the 

need to be realistic as to the potential for implementation and the chances of success 

of these efforts.  These are long-term reforms and it is likely that little visible progress 

will be achieved in the short run;  I think this is something for the medium and long 

run.  Ultimately the development of these local currency markets will depend on the 

confidence of investors and the population in the local currency and their inflation and 

volatility expectations.  We cannot dissociate those two things. 
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A fourth point I would make is that significantly more thought needs to given to a 

number of areas.  There are a number of missing markets in corporate and mortgage 

markets which we should not forget in this debate.  I think that the whole discussion 

about adoption of the euro is central to how countries evolve in the development of 

local currency markets.  This morning we heard from Governor Belka a fantastic 

explanation of misguided assumptions and steps going forward.  I think this 

discussion is intimately related to the initiative.  The discussion on regional capital 

markets remains valid, as well. 

 

A final point, which has been in my mind throughout the entire debate, is that we 

should not overshadow other important financial sector issues faced by many 

countries in the region.  The whole discussion of the new financial sector architecture 

and its implementation and consequences and, as Julia said, and as Mr Belka said this 

morning, securing a  proper macro prudential framework are a paramount task that 

faces us.  It is imperative to put the size of this task into perspective.  It has been 

mentioned here that dealing with non-performing loans and the completion of 

resolution of failed banks in the region are a paramount task, which I believe needs to 

take precedence over some of the elements that we are discussing today.  Last but not 

least, I have always wondered how much emphasis we have put in the discussion on 

the resumption of credit in the region, which I think is fundamental to the resumption 

of growth.  The three elements I have just mentioned are parallel and are not 

substitutes for or competitors of the agenda that we are discussing, but I think we need 

to keep things in perspective.  In my view, these three elements are perhaps of more 

immediate concern and will be far more consequential in the short run for the vast 

majority of countries.     

 

THE MODERATOR:  Thank you very much, Gerardo.  I shall come back to some of 

the issues you raise, which I think are fundamental to the work we shall be doing 

going forward. 

 

Simen, do you want to give us your impressions on what the various panellists have 

said?  You are actually doing the work. 
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MR SIMEN MUNTER (CEO, HSBC, Kazakhstan):  Thank you very much for having 

me here, as the odd one out from the private sector.  Clearly we are very pleased with 

the work that EBRD is doing in driving this important initiative.  HSBC operates in 

87 different markets and we see this a lot.  This is my first job in the banking sector, 

having previously worked in a currency advisory firm which advised people on which 

foreign currencies to borrow in order to minimise their interest costs. 

 

I want to step back a little and talk about why we are interested in benchmarks and 

why banks like us lend foreign currency to customers when clearly that is not seen as 

so attractive.  The first thing to remember is that, as a bank, we can only lend what we 

have and we can only pay for the deposits which we lend out.  Clearly there is a 

problem here when it comes to volatility, which is that, if you do not have local 

currency deposits, you cannot lend them.  If you have local currency deposits but you 

are not sure if you will have them in the future, you cannot lend them.   

 

There is an ongoing discussion about what liquidity is and what cash is. We at HSBC 

look at this very conservatively.  We divide customers on the deposit side into 

different groups and we attract different coefficients to move it from cash to liquidity.  

We can only lend what we have and we price for risk.  In the price for risk we need to 

include the cost of the funding in that currency.  If the currency is very volatile, we 

need to fund up a lot more in that currency to be able to lend it out.  That increases the 

cost of local currency borrowing.  This is clearly one of the key issues.  If we do not 

know that we have local currency funding, we need to price up the risk for that, which 

makes it less attractive to local borrowers, and therefore they do not borrow in foreign 

currency.  When they borrow in foreign currency, we need to fund that foreign 

currency.  What do we do if people switch to local currency?  We bid up the prices in 

the local market for foreign currency.  We perform a balancing act here. 

 

One of the biggest risks, which is worth considering in the context of foreign currency 

borrowing in the European Union, is that, as a bank, if you run out of cash you 

effectively have a heart attack and die, and that is a risk which we see as much higher 

in local currency.  HSBC has seen this in one of the countries of this region.  We ran 

out of local currency and had to start selling and creating an FX position at the worst 

possible time.  That is a key risk for us. 
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Interest-rate risk is like cancer:  it kills you all the time.  Clearly one of the concerns 

here in local currency is that, since we do not really know what the right price is 

because there is no benchmark, we take on risks which are difficult to measure.  It is 

interesting that very few central banks ask banks to come up with a measure for the 

interest-rate risk they take on.  They are all very interested in FX risk but very few 

come back.  They are all very interested in liquidity but very few are interested in how 

much interest-rate risk banks are taking on.  In local currency in many countries we 

are not doing fate-based lending.  I might believe the interest rates for 30 days should 

be so much;  you might believe differently.  There is no benchmark.  Since there are 

no benchmarks, we increase the risk margin and it becomes more expensive. 

 

I think there are things which could be done, and they are suggested in the paper.  

Clearly one of the key things which will make us happier to extend more local 

currency lending is the availability of access to local currency from the lender of last 

resort, happily against foreign currency, to avoid our running a risk that we run out of 

the currency.  That will make the risk premium lower.  The suggestion about public-

debt strategy, namely that the government should introduce a debt programme to 

create benchmarks, is very valuable.  Another suggestion relates to primary dealership 

and asking local banks to act to create liquidity to rate pricing in government bonds.  

That is done very successfully in many markets and can be done relatively quickly.  

The last thing is that, given that in many of these countries there is a problem with 

credit risk between the banks – Mr Marchenko talked about trust issues – maybe there 

is a way to do credit mitigation through the national banks.  This is clearly a very 

important area.  We know that as banks we have an important role to play.  We do not 

lend foreign currency just because we want to;  there is an underlying reasoning, 

which is that the lower the risk margins are for local currency lending, the more 

attractive it will be for customers. 

 

You can drive some of this with regulation but it is likely that with regulation you will 

reduce the supply of credit.  If you say you cannot do this or that, you might end up 

simply saying that you cannot operate in that market or will restrain over-activity in 

that market. 
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I think this is a very important initiative.  I thank you for having me on the panel.  

 

THE MODERATOR:  Thank you very much, Simen.   

 

Before we open the floor, I want to address one question, Otar and Julia, which is that 

some markets are perhaps too small to enable a capital market in the way we know it 

where the government and the private sector can finance, where equity finance can be 

done, because of the cost of doing so.  We have seen that in Europe in the creation of 

the eurozone and the migration of markets within it.  Obviously, in our region, 

Hungary might be closer but Georgia is further away;  Hungary might be slightly 

bigger and there might be domestic savings but Georgia is smaller.   

 

The question is whether you think it is realistic to expect the development of a 

predominantly domestic-based finance market in markets where the potential to create 

a capital market is severely reduced and still enable the government to have the tools 

to have an inflation-targeting process, to have savings to funnel long-term loans to the 

banking system.  For that you need a sound banking system, but let us assume that 

that exists.  Is it realistic to effectively draw the line on that?  Let us focus on the 

banking system.  The currency market around it enables us still to have the stability 

and the long-term price stability in the country, without some of the long-term capital 

market instruments that may not be feasible in the context of the country.   

For the initiative it is at the heart of our work.  We need to navigate through that.  

Where should we pursue capital market initiatives vis-à-vis where should we pursue 

purely banking policy and monetary policy based processes?    

 

MS KIRALY:  I think this is one of the major issues.  As many have mentioned, it is 

important that in order to build a capital market we need a benchmark.  The 

benchmark is normally the government bond yield curve.  Hungary is in the fortunate 

position that in the past years we have had enough government debt to build a vivid 

government bond market and to have a yield curve.  Our government bond market is 

really hefty but nowadays the liquidity of the market has begun to increase the debt 

level, which was the pre-crisis period.  The yield curve is now very stable and a good 

benchmark.  I want to react to Simen because it is one of the big achievements of the 

previous year that new players are now let into the primary dealer market so it is no 
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more constrained.  I think it was a big step forward that foreign banks have been 

allowed to enter the market.   

 

We have the benchmark and we have a yield curve.  The big question is what other 

instruments can be used on the capital market.  That is why I mentioned the covered 

bond market.  I believe that mortgage lending is one of the basic pivots of long-term 

development.  Without mortgage lending there is no real housing investment.  If you 

have mortgage lending, which is long-term lending, you need something on the other 

side.  You need long-term savings and you need instruments through which the 

savings can be channelled.  That is why I believe that in the longer-term there will 

again be a covered bond market in Hungary.  It is actually very illiquid and it is very 

difficult to start to build it.  

 

We face all the problems you mentioned, Manfred.  I am not convinced that regional 

markets could help.  We have discussed several times how we can switch, swap or 

hedge the local issuance.  I think that even small countries like Hungary, the Baltic 

states or the Balkan states will have enough mortgage lending and housing investment 

to build a covered bond market but only in the longer term. 

 

MR NADARAIA:  On the capital markets, I would agree that it is very difficult, and 

what is difficult for Hungary is much more difficult for Georgia.  Thank you for 

asking about the banking system.  In all emerging markets there is weak regulation 

and weak banking systems.  I do not say that because I am a regulator.  In Georgia we 

have a pretty strong banking system, with international players and local players.  The 

system has emerged in good shape after not only the shock of the global financial 

crisis but also military conflict, et cetera. 

 

The problem is not that the system is weak but that, as our colleague from HSBC 

mentioned, no-one saves in local currency, and banks have to lend what they have.  

We understand that de-dollarisation is a priority.  We are imposing as much cost as 

possible.  Let us see what the result will be.  My only comment is that de-dollarisation 

is very important but it should be seen together with other priorities, such as further 

movements of the business cycle and long-term development goals, cost, et cetera. 
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One more thing on capital markets.  I cannot imagine that our banks will be able to 

raise large wholesale funding from the domestic markets in the near future.  It is 

simply impossible because we are not a commodity-exporting country and we shall 

always have a self-administered (?) gap.  We have to borrow from abroad.  It is very 

difficult to raise equity in Georgia. 

 

MS KIRALY:  Perhaps you will allow me one more sentence, Manfred.  I remember 

that a year ago we discussed with Andreas Cherhoe (?) whether local capital markets 

are a necessity when the banking sectors of all these countries are owned by foreign 

banks and anyhow we are in accession to the euro.  I think that last year we decided 

this issue in my favour.  I am sorry that Andreas is not here.  Actually there is no 

long-term fund on the capital markets because of the sovereign risk and the sovereign 

crisis.  It means that mother banks cannot but provide short-term funds to their local 

subsidiaries, and we need long-term funds.  It is inevitable to develop local capital 

markets, even in a country in accession to the eurozone.  In the transition period, 

which can be very long, the only way to avoid liquidity risk, interest-rate risk, funding 

risk is to build your own market. 

 

THE MODERATOR:  Mark and Gerardo, do you want to comment on this dilemma? 

 

MR ALLEN:  I want to make one point, although it is speculative on my part.  I went 

to the Warsaw Stock Exchange a couple of weeks ago and was struck by the fact that 

Slovene companies were being introduced on the exchange that day.  They told me 

that they were developing an index for Ukrainian stocks on the Warsaw Stock 

Exchange because it is now the largest in central Europe – by some metrics it is larger 

than Vienna – and that Ukrainian companies above a certain size found it quite 

advantageous to float in Warsaw rather than on one of the eight much smaller 

exchanges in Ukraine.   

 

I thought that that was quite interesting, but then I started to wonder whether one 

could extend this to having a large liquid market which would be able to do 

settlements in more than one currency and would be able to be integrated with the 

bond markets in more than one country.  It would be a technological challenge but it 

might be a way of dealing with the economies of scale and the liquidity of the 
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markets.  It would obviously require a tremendous amount of cooperation by the 

authorities in different countries but the advantage would be perhaps that you would 

have a regional capital market. 

 

THE MODERATOR:  I will give you a straight answer.  I think that within the 

European Union that already exists.  It is the central clearing that exists through 

Euroclear and Clearstream.  A country like Georgia can easily connect to it.  I think it 

is possible.  The question is the willingness to do so. 

 

The question was more about whether in some countries it is better to focus on and 

stop at the strong banking system and de-dollarise through that and not have 

expectations about the creation of a long-term capital market.  Is that a realistic option 

available to countries? 

 

MR ALLEN:  My approach is that you need to have a strong functioning banking 

system in any case, and you should work on that.  In addition you may be putting 

obstacles in the way of developing other financial markets, and you should get rid of 

those.  You can only expect it to lead you to a certain degree of market development, 

depending perhaps on the size of your market.  Slovenia, which is one of the more 

advanced countries in the European Union, has not been at all successful in 

developing domestic capital markets, probably because of the constraints on the size 

of the economy, not because of the imposition of obstacles.  One should eliminate 

unnecessary obstacles, get the legislation right and see what  happens.  One thing you 

should certainly not neglect is the banking system, which is bound to play a crucial 

role.  Even in the mortgage market it is the banks that will originate the mortgages, 

even if they sell them on and there is a big supporting capital market to that.  The 

banks are crucial.  

 

MR CORROCHANO:  Mr Belka remarked this morning that one of the failed 

assumptions, or doubtful assumptions, of euro adoption was that countries that wait or 

that do not do this will be penalised by not having access to abundant and cheaper 

credit.  Poland has a large market and a fairly functional banking system and probably 

the chances of developing a local currency market would have been greater there than 

anywhere else.  I was reflecting on how Mr Belka framed  his remark.  In a way he 
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did not agree that the market in Poland had been penalised for the non-adoption of the 

euro.  That left me wondering, and I want to put a question to Julia that has always 

been at the back of my mind.  Where was the irrationality of the market in doing what 

it did with the expectation of the euro adoption being so soon and the markets being 

so small and with there being so many practical problems to developing this market?  

It was a very rational thing to do.  It got out of control, but that is a different matter.  

That is why we have been having this debate for so long now.  I have not solved this 

question;  I still believe that the adoption of the euro is a more viable option in the 

short run than the development of local currency markets. 

 

MS KIRALY:  The question is always which will come first, the adoption of the euro 

or a new crisis.  That was at the end of last year.  The lesson for us from the last crisis 

and the ongoing soaring crisis is that it is much safer to live with your local market.  

We cannot give it up. 

 

THE MODERATOR:  We have 10 minutes left for further questions.  Who in the 

audience has a pressing question they wish to ask one of the panellists? 

 

MR NERSES YERITSYAN (Deputy Chairman, Central Bank of Armenia):  I do not 

have a question but I shall cover the Armenian perspective.  First, developing a capital 

market is an issue of design versus sequencing.  Sequencing is important in terms of 

implementation but it is almost a design issue.  Secondly, if you want to develop a 

capital market, if it is not targeted, it is a luxury, you do it better.  Nobody buys a 

diamond that has been cut badly.  If you target capital markets and are stuck at some 

point then consider that the market size was small, your vision was not long enough to 

see how you will bridge and increase.  Capital markets are global;  you cannot have 

local capital markets.  The world has become local and investors can move easily 

through IT infrastructure worldwide.  Trading is no longer local.  Stock exchanges try 

to buy each other. 

 

Capital markets are part of innovation.  Some of you know that at one point I was in 

charge of innovation policies in Armenia.  It is part of the innovation.  To create 

innovation takes 20 or 30 years, but the government starts investing at earlier stages.  

You can create part of the infrastructure by yourself and later on embrace 
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infrastructure worldwide.  The size of the country would not allow you to expand 

more but you can embrace opportunities.  Therefore government should invest in this 

infrastructure. 

 

There is a reference paper which might perhaps provide an excellent contribution to 

this debate.  The Armenian Stock Exchange and Central Depository is owned by 

Nasdaq OMX.  We have prepared a 10-year design study with them, benchmarking 

the Baltics and the Nordics.  It was OMX and then Nasdaq bought OMX.  We were 

lucky because we became part of Nasdaq OMX.  We put the reference paper into the 

discussion.  Secondly, capital market development for smaller countries could be a 

bridging exercise.  You create an infrastructure for training purposes, then you 

embrace it, then you create the imitation and it does not matter where you stay 

basically, all the services could be provided in Armenia, still huge incomes, and you 

create an environment and infrastructure that is sitting in Armenia, or Georgia, or 

other places where people could raise funding and invest in other securities.  This is 

available through the technology in which we are trying to invest under the guidance 

of … (inaudible) … 

 

Another point is the pension reform which we have designed and which will be 

implemented by 2014, which might help in providing long-term funding.  It is pretty 

much a lesson learned from the Chilean model that Armenia will implement. 

 

Going after the more sophisticated stakeholder, embracing and implementing things 

together, plus providing seats for long-term funding, as you provide venture funding 

for the innovation, might help in benefiting.  If you do not have luxury, you do not 

look like … (inaudible) … in some places, therefore any country should target it. 

 

THE MODERATOR:  Thank you;  those were very interesting comments.   

 

MS KIRALY:  Local capital markets are a really important issue.  We should 

understand that we should not be building a fully fledged capital market, we should 

not have all the instruments and segments, but we need at least one segment where 

long-term local savings can find a channel.  We do not want to avoid foreign investors 

and regional capital markets.  I think it is of vital importance that most of the locals 
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invest in government bonds and I hope that in the short term – not in the long term – 

the supply in the government bond market will decrease.  I hope that in parallel a 

covered bond market or things like that will increase as a channel for local savings.  

I do not want to have a full stock exchange with all the fields, just some part which 

will help us to survive this not-so-short transition period. 

 

THE MODERATOR:  We are running out of time but this is a topic that I should like 

the other panellists to comment on and perhaps they could also comment on the issue 

of regionalisation.  We have discussed over the past days as part of the G20 the 

creation of a stronger structure around major world currencies, reducing the 

dominance of the major currencies and perhaps looking at the role of the RMB, the 

Russian rouble, the Brazilian real, et cetera, and the impact on regional capital flows, 

which might be more correlated with trade flows.   

 

There is also technology regionalisation.  Warsaw and Vienna are examples;  maybe 

they can do it together, who knows.  We now have the Deutsche Börse together with 

Amsterdam, Paris, Brussels, Lisbon, New York, all in one market.  That is a 

technology-based regionalisation.  Are those two calling on us to think of ways of 

achieving more efficiency? 

 

Simen, maybe you would like to comment on the role of Almaty in relation to the 

regional role that it could play?  These are just thoughts but I think we need to have 

them on the table, otherwise we might ignore them and make wrong policy decisions. 

 

MR MUNTER:  First, we would welcome stronger markets in any way, shape or 

form, so clearly a regional market would be beneficial.  In terms of Almaty and 

ambitions for a regional financial centre, that is again something we welcome because 

the focus on creating the infrastructure to enable it to happen.  It is a bit challenging, 

given the region they operate in.  I am more optimistic about their focus on Islamic 

finance in order to become a regional financial centre potentially for the CIS for 

Islamic finance.  In general, the challenges are not really the high-tech ones but more 

the basic stuff of ensuring that there is availability of inter-bank markets, that people 

can save in local currency and that they will have access to local currency in times of 
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crisis.  I think there is a set of infrastructure;  we just need the costs so much and we 

shall be very successful. 

 

THE MODERATOR:  Mark or Gerardo, do you want to add any insight on the issue 

of regionalisation? 

 

MR ALLEN:  It is difficult to go much beyond the point that I made earlier about 

regional stock markets and possibly integration of regional bond markets.  I find that 

these debates about the role of different currencies internationally are often very 

confused.  There is a conservatism which determines what currencies are used 

internationally and certainly what currencies form countries’ reserves.  At the moment 

I do not see a debate that really enters into the essence of moving towards a multi-

currency system internationally, certainly in terms of an international multi-currency 

reserve;  I think it is left to forces that we do not fully understand.  I shall stop there, 

otherwise I shall just go deeper and deeper into my ignorance on the subject. 

 

THE MODERATOR:  Are there any other questions that the audience wish to raise at 

this late hour? 

 

A SPEAKER (Kazakhstan) (Interpretation):  In many countries there are two-fold 

differences in rates for deposits.  What has been the result?  In the banking system 

a quarter of loans do not work and the level of non-performing loans in commercial 

banks is about 70 per cent of the total.  What is your opinion?  How can we resolve 

this issue?  For instance, let me ask the HSBC representative working in Kazakhstan 

what he thinks about resolving this issue.  It is unfortunate that Mr Marchenko is not 

participating at the moment. 

 

MR MUNTER:  It would be better for Mr Marchenko to say how to resolve it.  

Foreign currency lending and a devaluation clearly resulted in significant problems 

for a number of borrowers.  However, I am not convinced that that is the only reason 

for the current problems.  Clearly the key issue is that a lot of that borrowing went 

into projects which were not sustainable irrespective of the currency they were funded 

in.   
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In terms of how to resolve the matter and go forward, I think one of the key ways, 

which is recommended by EBRD, is to resolve the tax issue so that banks can write 

off these losses or come to an agreement with the borrowers.  Personally I think there 

are significant issues around asset stripping in some of these companies, which should 

be addressed through the courts.  I think there is an ongoing issue in terms of equity 

which is a problem for a lot of companies and individuals in Kazakhstan in that the 

devaluation wiped out their equity and banks reacted by increasing interest rates, 

which made it very unsustainable.  It will take some time to work out.  I think there 

are a mixture of items which need to be addressed in order to resolve the issue. 

 

THE MODERATOR:  Thank you, Simen. Are there any other questions?   

 

MR CHRIS MOORE (Publisher, EMEA Finance):  I think this topic was introduced 

in Asia in the 1990s and that HSBC was one of several large banks that championed 

local currency bond markets in countries like Korea, Malaysia, perhaps Indonesia, and 

so on, with much larger populations and lots of corporates interested in funding their 

domestic activities. I have not heard anything about what issuer demand would be at 

the corporate level.  If we take, for example, a country like the Czech Republic, which 

has a very stable, solid economy in the CEE region, how many issuers would there be 

on the corporate side?  Six to 20 maximum, perhaps?  How deep would the markets 

be?  Probably euro adoption is a better way forward when you have a situation like in 

Hungary where, for some reason, Swiss loans are equivalent to 50 per cent of the 

private sector and 70 per cent of the residential mortgage market, or maybe a Swiss 

currency adoption, as you said, which would be incredibly painful, but it would not 

make sense anyway since you are supposed to be working towards the eurozone.   

 

I think the whole idea is great and probably would have a lot of value and merit 

maybe for some municipalities, maybe for banks operating in those countries, but is it 

too much work for too little benefit? 

 

THE MODERATOR:  Your observation is correct and we were debating that earlier.  

It goes without saying that we cannot go back to the financial system we had three  

years ago because that caused tremendous vulnerabilities and was not sustainable.  

We have to go to a new architecture and I think we can only do that by determining 
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which instruments the markets, the participants, the governments and the central 

banks have at their disposal to provide financial stability and sufficient credit to 

enable these countries to grow.  Each country will have a different solution.  I think 

your observation that we need a series of diverse corporations and banks to enable the 

capital market to flourish is absolutely correct;  but countries like Russia have it;  

Kazakhstan probably has it;  Ukraine probably has it.  Others are more concentrated 

and we have to calibrate some of the policy issues in relation to the opportunities 

those countries provide. 

 

Thank you very much for your attendance.  We thank the panellists very much for 

joining us and we look forward to seeing you all in 12 months’ time when hopefully 

we shall be able to report more progress.   

 

___________________________ 


