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II. FINANCIAL INTEGRATION WITHIN THE CIS*
A. Introduction

46. This chapter takes stock of the extent of Russia’s financial integration with
overseas markets, focusing in particular on the role of Russia within the CIS. As yet,
preliminary analysis suggests that Russia has a somewhat limited impact on other CIS
markets. Indeed, data on direct cross-border asset holdings indicate that Russia is a marginal
source of funds within the region.

47. Noting the potential shortcomings of direct capital-flow data, however, the
chapter pays particular attention to indirect evidence of financial integration between
Russia and the rest of the CIS. Staff analysis of equity returns indicates that, although
Russia is relatively well integrated into global capital markets, Russian developments have
little effect on other regional financial markets. Further, in seeking to explain this apparent
lack of correlation, the chapter finds that this result is largely to be expected, given the
current level of financial development throughout the region—more specifically, the low
degree of correlation reflects the small size of non-Russian CIS economies, along with their
relatively illiquid, less-developed financial systems. In sum, the results suggest that the risks
of spillovers from Russia to other CIS economies, through financial channels, are limited at
this point in time.

48. Looking forward, staff will keep the process of financial integration within the
CIS under close review. Financial development within the CIS is still at a very early stage.
Moreover, given Russia’s physical proximity and close cultural links with other CIS
countries, and given that Moscow is already a key headquarters location for many
transnational corporations operating within the post-Soviet area, Russia’s potential as a
regional financial center is substantial. In this context, staff analysis suggests that the degree
of integration will likely increase over the medium term as the financial systems of CIS
economies grow and develop further.

49. This chapter is organized as follows. Section B will outline the problems associated
with measures of direct asset holdings, and will suggest the need for a more indirect gauge of
intra-CIS financial integration. Section C will provide preliminary analysis of the correlation
of CIS equity returns, both within the region and with other developed and emerging
markets. Section D will estimate a gravity model to explore the possible reasons for the
apparently low correlation of returns between Russia and other CIS countries. Section E will
conclude.

 Prepared by Andrew Tiffin (EUR).
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B. Capital Flows

50. Measurement of intra-CIS capital flows is problematic, as useful data on direct
financial linkages are difficult to obtain. The locational BIS International Banking
Statistics covers bank flows between countries, but as Russia is not within the BIS reporting
area, it is impossible to infer anything about the pattern of lending within the region. The
IMF’s Coordinated Portfolio Investment Survey (CPIS), on the other hand, covers cross-
border portfolio flows and does have Russia as a reporting country. The most recent survey
includes data for 2006, and its results for the CIS region are summarized in Table 1 below.
The first feature of note is that Russia appears to be a marginal source of portfolio investment
for other CIS countries; accounting for less than 0.4 percent of total inflows. However, closer
inspection highlights a key issue. For many CIS countries, a sizable fraction of inflows
originate in effshere-international financial centers. Taking Kazakhstan, for example, the data
suggest that Guernsey is 50 times more important than Russia as a source of portfolio
funding. But anecdotal evidence suggests that much of these inflows actually represent
Russian funds, which have been channeled via effshere-international centers for privacy
reasons. The actual importance to the region of Russian portfolio capital, therefore, is
unknown.

51. This problem appears to be even more acute when considering direct investment
flows. FDI is a vital source of foreign funding throughout the CIS. But for these countries,
the diversion of funds through effshere-international financial centers is widespread. The
attached diagram represents the flow of FDI in 2007 between Russia and two key CIS
economies: Ukraine and Kazakhstan. As before, the direct flows between Russia and these
countries are relatively small.
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Source: National Central Banks, staff calculations.
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52. Consequently, this chapter takes a more indirect approach to measure the role
of Russia within the CIS. For real markets, full integration can be defined as a situation in
which goods are able to move freely between two markets. Similarly, integrated financial
markets imply that agents can trade financial assets freely within a specified area. However,
when the volume of trade in goods—or assets—cannot be measured accurately, it is often
preferable to look at more indirect measures. In the goods market, for example, full
integration suggests that the law of one price applies, so that goods flow from one market to
another until the price of same good is equalized. Analogously, in the case of financial
integration, the return of assets with the same risk characteristics should be equalized across
markets. Asset returns in integrated markets, therefore, should be closely correlated.

53. The close co movement of equity returns, in which developments in Russia are
mirrored in other CIS markets, would suggest that Russia is an important source of
capital within the region. Moreover, this should be the case regardless of whether assets are
traded directly between CIS markets, or are instead traded indirectly via effshere
international intermediaries. If the markets are not well integrated, on the other hand, then
asset prices and returns should be relatively independent. In this context, the next section will
look at the co movement of equity returns between Russia and other financial markets, to
gauge whether CIS markets are in fact well integrated with Russia.

C. Asset Returns: Preliminary Analysis
Data

54. In measuring the co movement of asset returns, this chapter focuses on stock-
market behavior across a range of markets. In order to ensure comparability and
consistency, wherever possible we use the daily MSCI indices compiled by Morgan Stanley,
as reported on Datastream International. In addition, as we are considering the viewpoint of a
standard international investor, we study returns in U.S. dollars.” For CIS markets, however,
reliable equity indices are relatively rare, and so we are limited to data for Russia, Ukraine,
Kazakhstan and Kyrgyzstan. In the case of Kazakhstan and Kyrgyzstan, equity index data is
taken from the Kazakhstan Stock Exchange (KASE) and Kyrgyzstan Stock Exchange (KSE)
directly. The behavior of the four included CIS stock market indices are illustrated in

Figure 1 below.

%3 This is a standard approach. Large swings in the US$ exchange rate may yield larger observed correlations,
but should have less of an impact on the relative strength of bivariate correlations.
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Results

68. Coefficient values all display the expected sign and are generally significant. The
positive coefficient on the time trend confirms that, worldwide, the degree of integration
between markets has increased markedly over time—a coefficient of 0.037 corresponds to
trend increase in correlation of about 172 percent per year. The coefficient on the lagged
dependent variable, on the other hand, suggests that the persistence of a shock to cross-
country correlation is generally small, but is still statistically significant. As expected, greater
distance between markets
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69. Controlling for the above factors, there is little evidence to suggest that CIS
countries are systematically more integrated than other country pairs. The CIS dummy
is not significantly different zero, and does not seem to have changed throughout the sample
period. This suggests that the poor correlation between Russia and other CIS countries is
broadly what we might expect given their histories, location, and relative size. On the one
hand, the fact that CIS countries are relatively close, often share a common border, and enjoy
a common language, all suggest that Russian investors should have a relative advantage
when investing in other CIS countries (and vice versa). From this point of view, therefore, we
would expect that their financial markets would be relatively closely integrated. On the other

27 Other geocultural variables, such as a common-border dummy or an indicator of past colonial ties, are also
insignificant, once we control for distance.
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hand, stock markets in Ukraine, Kazakhstan, and Krygyzstan are somewhat undercapitalized
and illiquid, so we would expect that developments in the Russian market might not flow
easily into other CIS markets. Similarly, compared to Russia, the economies of the other CIS
countries are somewhat small, and this disparity in size will further tend to reduce the degree
of financial integration.

70. Despite their cultural and geographical proximity, therefore, the low degree of
integration between Russia and other CIS countries is not surprising; and reflects the
relatively small and financially underdeveloped nature of non-Russian CIS economies.
It might be argued that formal and informal restraints on capital inflows may also play a role
in these CIS countries. However, if that were the case, we would expect that the degree of
integration and correlation would be systematically lower than that exibited throughout the
rest of the world—i.e. we would expect the CIS dummy to be significantly negative. With no
evidence of this, we can tentatively conclude that there is little to suggest that defacto barriers
to inflows are any greater in the CIS than those existing elsewhere.

E. Conclusion and Caveats

71. In light of Russia’s clear potential as a regional financial center, this chapter has
taken stock of the current level of financial integration between Russia and other
countries within the CIS. At present, although Russia appears to be well integrated with
global capital markets, the process of financial development throughout the rest of the region
is still at a very early stage. As a result, developments in Russia still have a somewhat limited
impact on other CIS markets.

72. It should be noted, however, that some of the above results may reflect
weaknesses in the available data. Measuring integration in any context is a challenge, and
this is especially so in the context of the CIS. As mentioned, data on direct asset holdings is
scarce and potentially misleading, and this chapter has therefore turned to more indirect
evidence of financial integration—focusing instead on the correlation between equity returns.
But even here, reliable equity indices are available for only a few CIS markets. Moreover,
cross-border equity flows are only a small part of capital flows within the region. On the
latter point, in an ideal world with perfect markets and frictionless arbitrage, capital should
be fungible, and so equity-market returns should also be influenced by non-equity capital
movements. However, CIS financial markets are far from perfect, and are often fragmented.
Thus, it is possible that Russian capital flows, though unmeasured and channeled through
offshore-international centers, may have a greater role than implied by the minimal co
movement of CIS equity returns.

73. The degree of regional integration, and the potential for financial spillovers
between markets within the CIS, will be an ongoing focus of staff analysis. Currently,
staff analysis suggests that the low degree of integration between Russia and other CIS
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