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1 INTRODUCTION

There have occurred currency crises in many parts of the world in the last decades, the most resent
of these being the Latin American crisis in 1994, the Asian crisis in 1997-98, and the Russian crisis
in 1998. The aim of my paper is to present the main characteristics of the Asian currency crisis
(concerning Korea, Indonesia, Malaysia, the Philippines, Singapore, Thailand, Hong Kong, China,
and Taiwan) in 1997-98 and compare the developments in the currency and financial markets of
these countries with the Russian experiences in 1998.

The currency crises in the Asian economies have inspired some new theories. There are two main
interpretations regarding the causes of the Asian financial and currency crises in 1997-98.
According to one view, sudden shifts in market expectations and confidence were the main reasons
causing the financial crisis and its propagation over time, as well as its regional contagion. Thus,
according to this view, the crisis is not to be attributed to deteriorating macroeconomic
fundamentals, but to panic among investors, as well domestic as also international. Moreover, this
panic was then reinforced by the wrong policy response from the part of International Monetary
Fund (IMF) and the international financial community as a whole, although the panic was not
caused by their actions (Corsetti et. al. 1998a, 1). This view of currency crises can thus be said to
present an interpretation arising from the literature of the so-called second-generation models of
balance of payments crises, introduced by Obstfeld (1994, 1995), stressing the self-fulfilling
features of the crises.

According to the other view, presented formally in Corsetti et al. (1998c), the Asian currency and
financial crises reflected mainly microeconomic structural distortions, macroeconomic imbalances,
and misalignment in the conduct of economic policy in the countries in question. Thus, the
expectations and the resulting behavior of panicking markets and the overshooting mechanism are
not the main explanations for the crises. However, market overreaction then made the exchange rate
to depreciate and asset prices and economic activity to decline by more than would have been
necessary to restore equilibrium, regarding the initial weak economic conditions (Corsetti et al.
1998a, 1). Thus, even in this interpretation, there are some features similar to the Obsfeld type of
models, as well as also to Dornbusch type overshooting exchange rate models, but they do not
constitute the main mechanism.

According to the fundamentals hypothesis in Corsetti, Pesenti & Roubini (1998a), fixed exchange
rate regimes, capital inflows and moral hazard together led to real appreciation, an investment boom
in wrong sectors, an asset price bubble, current account deficits, and the accumulation of short term
liabilities. The financial system had become weak and fragile. This was the result of domestic
financial liberalization, massive capital inflows, driven by internationally high interest rates, and the
lack of prudential supervision and regulation in the financial system. In the paper, emphasis is given
to the most important of the similarities – and differences – with the Russian financial and currency
crises. The question to be examined is what lessons are there to be learned from the Asian crisis,
with respect to the situation in Russia in 1998.

Some views (Chang & Velasco, 1998) emphasize the importance of illiquidity in the context of
financial crises. In Asia, the liquidity crisis prevailing in the financial sector and the consequent
incentive of banks to intermediate foreign money to satisfy domestic money demand, which was
possible in the liberalizing markets, were important factors characterizing the way to the currency
crisis. I believe that also as to what the Russian economic crisis of 1998 is concerned, the issue of
illiquidity in the financial sector plays an important role.
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A very important issue to discuss is the interaction and relation between currency and financial
crises. A currency crisis is can be defined as a speculative run on the official reserves of the country
(Corsetti et al 1998c, 17-18). A financial crisis occurs when the outstanding stock of liabilities is
larger than the capital stock, and no further borrowing is allowed (Corsetti et al. 1998c, 14). As well
the Asian as also Russian crises seem represent a new type of economic and currency crises in the
sense that the difficulties in the currency markets cannot be separated from the problems in the
financial sector, and, thus, currency and financial crises are linked.

2 UNDERSTANDING THE ORIGINS OF THE CRISES

2.1 Moral Hazard and the Role of the Financial System

When trying to find out what were the main causes for the Asian financial crisis, it is vital to
understand the nature of the incentives under which the corporate, financial and banking sectors
were operating in the area. When stating these incentives, the moral hazard problem proves to be of
crucial importance. During the process of financial market liberalization in the 1990s, moral hazard
exacerbated the vulnerability of the financial sector in the East Asian countries. By 1995-97, when
the countries confronted macroeconomic and financial shocks, the economies were already very
fragile towards them. (Corsetti et al.1998a, 2.) Moral hazard behavior caused a situation where the
costs of investments and the risks involved were overlooked for the most part. The low profitability
of investments resulted in poor development insights for the economy, since the future growth
prospects of the economies were undermined. The different dimensions of the moral hazard
problem are treated in more detail below.

The liberalization of financial markets made possible the excessive lending boom and the building
up of bank credits caused by moral hazard incentives. (Corsetti et al. 1998, 24.) The overlending
and overborrowing that was seen in the underdeveloped banking sector was the result of financial
deregulation in an environment where substantial institutional and policy deficiencies were in place.
These deficiencies include poor corporate governance, weak market structures and persisting
regulations in the banking sector.

As Kaminsky and Reinhart (1996) point out, the countries that have experienced currency crises
usually also have had to deal with serious problems in their financial and banking sectors. However,
the causation between these crises is not totally straightforward to state. In Asia, there seem to be
common simultaneous causes for both of the crises, the financial crisis and the currency crisis. This
seems to be the case also in Russia: there clearly was excessive growth of credit that contributed to
the piling up of bad loans, to the moratorium of debt issued by the government, and to the financial
crisis. However, there also is a clear causality from the financial to the currency crisis, through the
moral hazard brought about by the bailout culture. Chang and Velasco (1998) emphasize the
causality form financial to currency crisis in the context of the Asian crisis.

The link between fiscal and monetary policies is at the core of the analysis of joint financial and
currency crises (Corsetti et al. 1998c, 18). Thus, when investigating currency crises in transition
economies, we are really at the essence of the whole transition process from a socialist system to a
market economy: a very close connection of monetary and fiscal policies is a key characteristic of a
transition economy. This is especially clear with the case of Russia.

Thus, when investigating the resent crises in the emerging Asian and Russian markets we really are
dealing with new type of economic crises. With these crises, it is especially difficult to state clear
causalities between currency and financial difficulties. They represent a new type of crisis in the
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sense that the country’s currency was not the only asset whose price was affected in the turmoil.
Also other asset markets were deeply influenced. Financial and currency crises are inseparably
interrelated in an emerging economy, characterized by weak GDP growth, low foreign exchange
reserves and financial deficiencies that at least in Asia resulted in high shares of non-performing
loans (Corsetti et al. 1998c, 1). From this it follows that it is important to try and measure the
lending boom. The growth rate of the ratio of bank lending to nominal GDP can be used as a
measure. (The IMF distinguishes between “deposit money banks”, “other banking institutions” and
“other financial intermediaries”, but data on the latter two is missing for many countries.) (Corsetti
et al. 1998a, 25.) A measure of the lending boom is Asia in the 1990s is provided in table 1
(Appendix 1).

The problem of slow GDP growth makes the picture especially grim for Russia, compared to the
Asian economies in question. In addition, the Russian case is even more complex since also
fundamentals have to be paid attention to. The poor condition of the budget balance in Russia
worsened the situation by making the economy very vulnerable. Thus, the currency crisis has to be
regarded as a part of the overall difficulties in the whole economy, including as well microeconomic
distortions as also macroeconomic policy failures.

Not only the quantity of loans is important when investigating the causes and characteristics of a
financial crisis. Additional tools to investigate the quality of loans are needed. Many bank loans in
Asia were used to finance investment of poor profitability or speculative – that is, short-term –
purchases of existing financial assets. According to Corsetti at al. (1998), there seems to be a strong
correlation between the amount of bad loans and the severity of the currency crisis in Asia. The
severity of the currency crisis can be measured with the help of the degree of depreciation, and in
addition, with the extensity of capital flight, with the danger of defaulting on the debt, and with real
affects on production etc., and with effects on inflation.

There are three different dimensions of the moral hazard problem to be seen in the Asian crisis: the
corporate, financial, and international levels. At the corporate level, public guarantees were
commonly granted for private projects. The bailout culture was so deeply internalized by the
economic agents that even in the absence of explicit promises of guarantees, production plans and
strategies of the firms overlooked costs, and did not pay much attention to the riskiness of the
underlying investment projects. Thus, investment funds were allocated inefficiently, which meant
that the overall profitability of the investment projects was low. This meant that the projects did not
contribute to the prosperity of the countries. There were no capital gains to be invested further, and
thus, the prerequisites for sustained capital accumulation were undermined. This eventually lead to
persistent and sizable current account deficits. (Corsetti et. al. 1998a, 2-3.)

Despite of the low profitability of new investment projects, the investment rates and capital inflows
in Asia remained high (see tables 2 and 3). The main explanation for this has its origins in the
financial dimension of the moral hazard problem: the fact that the Asian banks did not need to take
full responsibility of their actions led them to borrow excessively from abroad and, correspondingly,
to lend excessively at home. As a result, projects were funded that were only marginally profitable,
or even totally unprofitable, from a social point of view. In addition, the fact that the interest rates
were low in many industrial countries (especially in Japan) exacerbated this problem: the cost of
capital for firms was lowered, which then motivated large financial flows into the Asian countries
form abroad. (Corsetti et al. 1998a, 3.)

The international dimension of the moral hazard phenomenon is to be observed in the behavior of
international banks: before the crisis, foreign banks had lent a lot of funds to the Asian financial
intermediaries, without paying much attention to proper risk assessment. This led to substantial
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accumulation of foreign debt, a large fraction of which was in the form of short-term foreign
currency denominated liabilities. By the end of 1996, over the half of total liabilities was in the form
of short-term debt in the region. An often-used indicator of financial fragility, the ratio of short-term
external liabilities to foreign reserves, was above 100% in some Asian countries (Korea, Indonesia
and Thailand). (Corsetti et al. 1998a, 4.)

In Russia, an estimated 33% of the total stock of GKO:s (ruble-denominated treasury bills) and
OFZ:s (longer dated coupon-bearing bonds), was owned by foreigners (EBRD 1998, 13). In models,
capital inflows are usually treated as exogenous. However, there may be political incentives at work
as well. If this is the case, there is the possibility that the behavior of international lenders was not
economically rational, but subjected to substantial amount of inertia. This makes multiple equilibria
possible, as in Obstfeld type models of self-fulfilling expectations in currency markets.

The most important implication of moral hazard is that even if the profitability of the investment
declines, this does not induce the financial intermediaries to be more cautious in lending, or to try
and reduce the overall risk in their investment portfolios. Furthermore, it is quite the opposite: if
negative shocks occur, the prospect of future bailout can even increase the willingness to take risks.
(Corsetti et. al 1998a, 4.)

2.2 Macroeconomic Factors and Imbalances

2.2.1 Current Account Deficit

The Asian countries confronted external risks that exacerbated the distortions already to be seen in
their economies. The recession in Japan reduced the demand for export from many countries in the
region, and, in addition, there also were sector specific shocks, for example in the form of a fall in
the demand for semi-conductors in 1996.

The potential role of current account deficits as a source for tensions in the financial and currency
markets is widely recognized. One suggested benchmark level for an alarming level of current
account imbalance is a deficit of at least 5% of GDP. Many of the Asian countries had had large
current account deficits, caused mainly by the trade balance, in the 1990 (see table 4). The fact that
countries facing a currency attack in 1997 were countries with large current account deficits can be
interpreted to suggest that one factor to be associated with the currency crises in the Asian countries
seems to have been an external competitiveness problem. Even though there is not necessarily a
causational relationship between external imbalances and currency depreciation, the evidence seems
to suggest that current account deficits have contributed to the currency crashes. (Corsetti et al.
1998a, 5-8.) For Russia, the balance of payments was not a problem until 1998 (RECEP 1999, 23.)
(See table 6.)

There is a theoretical criterion for determining the sustainability of the current account deficit: the
concept of solvency. A country is solvent if the discounted value of the expected stock of its foreign
debt in the infinitely distant future is non-positive. A practical measure that tells about solvency is
the ratio of foreign debt to GDP. (Corsetti et al. 1998a, 9.) The ratio of foreign debt to exports is
also useful, especially in the Russian and East-European context. These ratios are non-increasing if
the country is solvent. Under the assumption that in the long run, the growth rate of output exceeds
the interest rate, it is a sufficient condition for solvency that this ratio (debt/GDP or debt/exports) is
stable. Thus, it is also useful to calculate the so-called resource balance gap. If the ratio of debt to
GDP is growing, this resource balance gap is the difference between the current trade balance and
the trade surplus required for stabilizing the debt to GDP ratio in the long run. In Asia, the resource
balance gaps were quite large before the crisis (see table 5). (Corsetti et al. 1998a, 9.) A more
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general concept related to solvency is the notion of sustainability.  If a country is running a current
account deficit, it has to run trade surpluses in the future in order to be able to pay back its debt. The
path of deficits and the debt accumulation is sustainable if the reversal in the trade balance
consistent with solvency can be expected to happen without an abrupt change in policies and
without an external crisis. (Corsetti et al. 1998a, 10.) When discussing the theoretical criteria of
sustainability, certain assumptions are made: creditor’s willingness to lend on current terms is
assumed. However, this is not realistic if foreign creditors come to believe that the country cannot
take care of its liabilities. In this case, they either require higher risk premium or stop lending
altogether. (Corsetti et al. 1998, 10.)

2.2.2 Investment and Saving

By definition, current account deficit is the difference between domestic saving and investment.
Traditionally, it is regarded that sustainability is less threatened if the borrowed funds are used to
finance new investment as opposed to consumption. Thus, current account deficit that is
accompanied by a fall in saving and in the investment rates (a rise in consumption) is more
problematic than a deficit with rising investment rates. Underlying this way of thinking is the
assumption that the return on investment is at least as high as is the interest to be paid for the
borrowed funds. It is also assumed that high investment rates contribute to the enhancement of the
productive capacity in the traded sector. However, these assumptions need not hold in the Asian
case, since not enough attention was paid to profitability or risk assessment. (Corsetti et al. 1998a,
13.) These assumptions certainly do not hold in the Russian case either. One reason for this is the
fact that the relative prices may still be incorrect. There may still exist an extensive value-
subtracting sector in Russia. If relative prices do not tell about the relative scarcities of inputs and
factors of production, we can infer that risk assessment is inappropriate, and as a consequence, the
return on investment is by far not certain to be as high as the interest paid.

Asia was characterized by very high rates of investment throughout the 1990s (see table 7). This is
different form the Russian experience. However, it is well known that there was overinvestment in
some sectors during the socialist era in Russia and Soviet Union. He transitional recession in Russia
is to be seen partly as a crisis following the previous overinvestment in some sectors. Besides, the
efficiency and quality of investments does not necessarily go hand in hand with the quantity. The
Russian overinvestment on wrong sectors is an issue that is to be studied in greater detail in my
further work. With wrong sectors here I mean a sector where the investment has been allocated to
even though the marginal return of the capital would have been higher in other sectors.

The quality, that is, efficiency, of investments can be measured with the help of the so called
incremental capital output ratio (ICOR), which is defined as the ratio between the investment rate
and the rate of output growth. (See table 8.) ICOR does not, of course, tell us about the possibility
that the non-profitable investments might have concentrated on particular sectors, which seems to
have been the case in the Asian land and real estate markets. Evidence on this is provided by data on
stock market prices, which before the crisis had been rising more rapidly in the property sector than
was the case in other sectors. Similarly, these stock prices also fell more rapidly in 1997. (See table
9.) (Corsetti et al. 1998a, s. 14-16)

In analyzing the sustainability of the current account, the parallel factor to investment is of course
saving. A fall in national savings is often associated with a larger budget deficit. It is usually
believed to be more serious than is a fall in private savings, because it tends to represent a persistent
change – often resulting in an irreversible build-up of foreign debt – whereas a fall in private
savings can easier be believed to be a transitory phenomenon only. In the Asian countries, the
savings rates had been very high in the 1990s. (See table 10.) There is little evidence of public
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dissaving, so, the current account imbalances probably are not caused by increased public deficits.
However, this does not mean that there was no fiscal aspect in the crisis. Namely, before the crisis,
there was excessive growth of credit in the banking system (see table 11), which then lead to a large
stock of non-performing loans (see table 12) and the collapse of several financial institutions
eventually. The restructuring of the financial sector represents an implicit fiscal liability. This
burden on the public finances cannot be seen directly by investigating data, but it generated
expectations of dramatic policy changes or currency devaluations. (Corsetti et al. 1998a, 16-18.)

A clear characteristic feature for Russia has to be noted when discussing saving: according to
Nakamura (1998), there is saving, but it is not channeled to investments. The reason for this is the
underdeveloped financial sector. Considering the need of new infrastructure in Russia, the
investment in fixed capital should be much higher than it is (Nakamura 1998, 8). The degree of
depreciation of capital and total saving are high in Russia in international comparison, whereas the
flow of interest payments and other economic rents 1 is small. This may reflect the low level of
financial intermediation in Russia. This is problematic, since economic rents would be very
important for the goal of linking the real economy to the financial sector. This, again, would
enhance the efficient allocation of resources. However, the Russian financial corporations provide
the financial market with financial resources by their own saving and financial investments rather
than financial intermediation. (Nakamura 1998, 11-12.) In this situation positive and high real
interest rates may help. Higher real deposit rates on all forms of money in transition economies
would prevent firms from undertaking very low yield internal investments and from needing to hold
non-productive inflation hedges. (McKinnon 1993, 25.)

The burden of direct tax is low in the Russian financial sector, much lower than that in the non-
financial corporate sector. This may contribute to the fact that the financial sector has got a
relatively large net saving. The levels of saving and lending are high in the household sector.
(Nakamura 1998, 10-11.) Thus, although the saving by households is relatively large (substantial
part of which is in foreign currency notes), this is not channeled to physical capital, because the
financial sector in Russia is so underdeveloped. However, a characteristic feature of a repressed
transition economy is the presence of heavy reserve requirements on bank deposits (McKinnon
1993, 11) – thus, there is saving in this obligatory form. Large reserve requirements are needed in
order for the government to be able to extract seigniorage (McKinnon 1993. 56). Reserve
requirements compose a part of the monetary base. Reserves are a non-inflatory means for creating
inflation tax revenues: requiring larger reserves grows the real money supply, which composes the
tax base for the inflation tax. This, in turn, results in a smaller need to raise the inflation tax rate –
which is the inflation rate of the economy – in order to collect a given amount of seigniorage
revenue.

In McKinnon’s treatment (which is presented in more detail in appendix 2) rising reserve
requirements lower the credit in the economy. However, if reserve requirements are set too high, the
term-deposit part of the system decreases too much, and thus, also decreases the real government
revenues. This results because inflation tax revenues are harder to collect. Thus, in this model,
increasing reserve requirements can be inflationary! This contrasts many traditional models.

2.2.3 Exchange Rate and Foreign Exchange Reserves

In the period leading to the crisis, since 1995, the US dollar had appreciated sharply in relation to
the Japanese yen and the European currencies. Many Asian currencies were effectively pegged to
the dollar, and thus, this appreciation of the USD led to deteriorating cost competitiveness in many

                                                          
1 Nakamura (1998) uses the concept of “property income”.
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Asian countries, threatening export, and thus creating pressure against the sustainability of the
current account (Corsetti et al. 1998a, 5, 19.) The currency crashes in the East-Asian region started
with the depreciation of the Thailand baht in the first half of 1997. The currencies of Indonesia, the
Philippines, and Taiwan were the others that were especially badly hit. Data on nominal exchange
rates is presented in table 13.

The gross international reserves of Russia showed a declining trend form mid-1998 onwards
(RECEP 1999, 29). A traditional measure of adequate foreign exchange reserves is enough to pay
for three month’s import. However, in today’s globalized world economy, the capital account is a
more useful indicator of the country’s external balance. Rapid capital movements in the form of
outflow of short-term money present a larger pressure on the foreign currency reserves than does the
trade balance. Thus, in assessing the sufficiency of currency reserves, a more appropriate measure
these days is the ratio of money assets to foreign reserves, for example the ratio of M2 to foreign
reserves. (Corsetti et al. 1998a, 35.) In most Asian countries the ratio of M2 to foreign reserves was
very high in 1996-97 (see table 24). The low levels of foreign exchange reserves also exacerbated
the vulnerability of the ruble (RECEP 1998, 37).

Markets perception of a likelihood of a devaluation is summarized in the currency risk premium,
which in the Russian case is defined as the difference in the interest rates on same maturity
instruments between ruble denominated domestic government debt and dollar denominated
government debt. (RECEP 1998, 33.) Maintaining a stable real exchange rate for the ruble in 1998
would have meant a depreciation of 6%. However, the risk premium implied that 38% depreciation
was expected. This implies that there are other reasons making the ruble perceived to be so weak
and vulnerable: the budget deficits were high, the tax revenues were low. 2 In addition, the Russian
economy was on the brink of a debt trap: budget deficit accumulated, indebtedness of the public
sector increased. As the unsustainability of the public finances became clearer, the costs of servicing
the debt increased. This spiral got even more dangerous because of the fact that the high interest
rates also undermined the prospects for future growth. (RECEP 1998, 34.) This shows the need to
investigate the role of the interest rates in greater detail. (See section 2.2.4.)

In the context of the transition economies, the behavior of the real exchange rate is very important.
The degree of real appreciation differed across the Asian countries. Anyway, with the exemption of
Korea, all the Asian currencies that were hit by the crisis in 1997 had experienced a real
appreciation of their currencies in the 1990s. The chosen exchange rate regime had an impact here:
the currencies of the Asian countries were pegged against the US dollar, and countries with more
rigid policy rules had to deal with more substantial appreciation.3 In general, the real appreciation of
the Asian currencies seems to be correlated with a worsening of the current account. The decision to
maintain a stable currency attracted large capital inflows, because the large interest rate differential
was favorable to foreign investors, and the expectation of exchange rate risk was low. This lead then
to strong real appreciation that worsened the current account imbalance. (Corsetti 1998, 5, 19-21) It
is possible that the real appreciation of the Asian currencies only reflect the fact that the movements
in the relative prices of currencies helped in restoring equilibrium, rather than tells about a
misalignment of the exchange rate. However, there are reasons to be skeptical about the equilibrium

                                                          
2 In fact, the problem is not that Russia as whole collects very little in taxes – in stead, the problem is that the federal
budget receives a continually shrinking share of the consolidated government revenues. And it is the federal budget that
should take care of the debt service. (See tables 21a and 21b).
3 Malaysia, Thailand, Philippines and Hong Kong were the countries following a fixed exchange rate policy, whereas
Korea and Taiwan pursued a more flexible exchange rate policy. The policy of Indonesia was exchange rate targeting.
The currency of Singapore actually appreciated in nominal terms. In China, where the inflation had to be expressed in
double figures in early 1990s, the currency was allowed to depreciate modestly in 1990-93. In 1994, it was drastically
devalued, by 40%. Since then, the Chinese currency has been stable, with a slight drift towards nominal appreciation.
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explanation with the Asian case. The reasons for this are that the Asian statistics do not provide
much evidence of the Balassa-Samuelson effect.4 And according to models of exchange rate based
stabilization programs, the investment and consumption booms that follow successful inflation
stabilization can cause both an increase in the relative price of traded goods, which is equivalent to a
real appreciation, and a worsening of the current account. In addition, although the Asian countries
were pegging their currencies to the US dollar, this was not part of any exchange rate based
stabilization program, the reason for pegging was only to try and reduce the costs of borrowing form
abroad by reducing the exchange rate premium. (Corsetti et al. 1998, 22.)

Russia does of course fit the story of a country using the exchange rate as a nominal anchor in a
stabilization program. However, it is not straightforward to state how much of the substantial real
appreciation of the ruble can be explained with this equilibrium story. When studying Russia, it is
worth emphasizing that it is not possible to draw direct conclusions about the changes in the
external competitiveness of the country by investigating the movements in the (real) exchange rates.
In Russia, the real appreciation was not correlated with the worsening of the current account.
Transition is characterized with trend real appreciation. A part of the industries may still be value
subtracters. There is to be found no depreciation rate that would be large enough to make these
industries competitive in the world markets. To judge the competitiveness of a given industry in a
transition economy, it is necessary to calculate its value-added in world market prices (Hughes and
Hare 1992, 84). This question leads us again also to the question of the timing and sequencing of
reforms. Enough time has to be given to structural adjustment, for the domestic industry to be
integrated to the world markets, and credibility to be gained. Although price and wage liberalization
need not to be complete before moving to free trade, domestic financial equilibrium has to be
secured before trade can be successfully liberalized (McKinnon 1993, 162).

2.2.4 Interest Rates and the Liquidity Problem

Chang and Velaso (1998) argue that the Asian crisis was caused by the illiquidity of the financial
sector. 5 According to them, a currency crisis occurs when the central bank runs out of international
liquidity in an attempt to fight back a financial crisis. The country has an internationally illiquid
financial system if the stock of its short-term obligations nominated in foreign currency is larger
than the amount of foreign currency it can have access to in the short run (Chang & Velasco 1998,
1). Illiquidity contributes to the larger probability of a financial crisis that possible eventually leads
to a currency collapse, and is a necessary and sufficient condition for financial crises and currency
crashes (Chang & Velasco 1998, 1, 18). Thus, attention ha to be paid to variables such as the
maturity and the currency denomination of assets versus liabilities. Also financial liberalization
plays a very important role. According to this view, the key elements in the Asian crisis are not
government guarantees for banks causing moral hazard, overinvestment, and inflated asset prices
that eventually plummeted, which is the argument in Corsetti et al. (1998). However, in spite of
differences in these two papers, their main message is the same, as what the underdeveloped state of
the financial sector as an important factor in the Asian economic crisis is concerned. Also Corsetti
et al. (1998) stress the effect of the serious mismatch between foreign liabilities and assets that was
to be seen in Asian banks and firms. Domestic banks borrowed substantially from foreign banks,
and lent mostly to domestic investors. (Corsetti et al. 1998, 34.)

                                                          
4 According to the Balassa-Samuelson effect, if the growth of the productivity in the tradable sector is high relative to
the non-tradable sector, this leads to real appreciation.
5 Chang and Velasco (1998) state that in he Asian economic turmoil of 1997-98, we do not see a new type of crisis, but a
“classical” crisis made possible by the illiquidity of the financial sector. However, the use of the word “classical” in this
context does not mean a crisis that could be placed into a Krugman or Obstfeld context without problems.
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According to Chang and Velasco (1998), the situation in Asia was far removed from the crisis
syndrome described by the first generation models. The clearest proofs of this are the facts that
budget deficits were absent, and the public debt to GDP ratio was low. Real overvaluation in Asia
was not so large that it could been seen as a factor triggering a financial crash. (Chang & Velasco
1998, 13, 15.) In their model, a financial crisis can occur even then when it could have been
avoided. The precondition for this is that the financial system is illiquid. A crisis is due to a loss of
confidence by domestic depositors, foreign creditors, or both. Thus, the Chang and Velasco model
has more in common with Obstfeld models than Krugman models.

The success story of the Russian stabilization efforts seemed to be the stable exchange rate (see
table 14). However, this success had to be paid for with high interest rates. Increases in the interest
rates have typically mirrored contractions in the monetary base. Throughout 1998 the trend of the
lending rate was rising. In the spring, the liquidity problems in the banking sector and in the real
economy were evident. In February the Central Bank of Russia defended the ruble by raising the
refinance and Lombard rates to 42%. The short maturity of the debt stock was a problem.
Meanwhile, however, the deposit rates have remained low. (See tables 15-17.) (RECEP 1998, 28-
35.) Thus, interest rates and the illiquidity aspect play important roles in the Russian financial
markets. The question to be treated in greater detail in my later work is what the interest rate
dynamics is in the Russian financial market. Paying attention to the difference between the currency
risk premium and the depreciation rate needed to maintain a stable real exchange rate, it seems clear
that there has to be something else than depreciation expectations affecting the differential between
domestic and foreign interest rates. The explanation for the differential has to be looked for in the
weak domestic financial and banking sectors.

2.2.5 Macroeconomic Policy Issues

In contrast to Chang & Velasco (1998), Coricelli et al. (1998) stress that the key to understanding
the dynamics of the Asian crisis is to pay attention to the conduct of monetary policies in these
countries. In Asia, he authorities at first reacted to the speculative pressures on the currency by
intervening in the market. However, they sterilized this policy (buying domestic currency) by
maintaining loose monetary policy, and keeping the interest rates from rising. Only after the fall of
the currencies accelerated did they start to tighten monetary policy. This policy response tells about
the fragile condition on the domestic financial markets: high interest rates were avoided because
they were thought to be harmful for the indebted corporation, bank and financial sectors. Monetary
tightening was believed to have lead to bankruptcies and a credit squeeze. However, the postponed
monetary tightening was not a successful strategy. Instead, it induced a spiral of currency
depreciations that increased the real burden imposed by the liabilities nominated in foreign
currency, thus, at the end, exacerbating the difficulties of the financial institutions that the loose
monetary policy was meant to protect. (Corsetti et al. 1998b, 8-10.)

These considerations regarding monetary policy are very relevant in the Russian context. The
dynamics of the interest rates is one key issue in learning to understand the development and
functioning of the Russian financial and currency markets. This issue is complex. Efficiency of
financial intermediation would require for the interest rates to approach the lower international
levels. High interest rates worsen the burden caused by debt service on the budget – a very relevant
aspect in the case of Russia. On the other hand, as McKinnon (1993) points out, high and positive
real interest rates would be needed to attract badly needed investments to the economy. High
interest rates increase the quality of real capital formation and, thus, enhance economic growth.
Interest rate policy is thus object of controversial goals. This key role for interest rates in



12

understanding transition means that illiquidity issues have to be paid special attention to, especially
with regard to Russia. 6

 2.2.6 Capital Movements and Capital Controls

From a sustainability point of view, it is better if the current account deficit is financed  by foreign
direct investment (FDI) than by short-term capital flows. Relying too heavily on the latter makes the
economy more vulnerable, since these flows may be relatively quickly reversed if market
expectations change. External sustainability naturally depends also on the currency composition of
the country’s liabilities and assets. Borrowing in foreign currency is usually associated with greater
capital inflows at a lower cost than issuing debt denominated in domestic currency. In all the Asian
countries hit by the crisis, the growth of foreign reserves in the 1990s was substantial. These were
mainly other that FDI’s: portfolio assets, bonds, portfolio equities, bank borrowings (Corsetti et al.
1998, 36-38). From summer 1997 onward, rapid reversals of financial capital inflows then led to the
collapse of regional currencies, and to a panic among domestic and international investors. (Corsetti
et al. 1998, 6.) Private capital flows to the Asian economies that were most badly affected by the
crisis (Korea, Indonesia, Malaysia, Thailand and the Philippines) deteriorated from a net inflow of
93 billion USD in 1996 to a net outflow of 12 billion USD in 1997 (Chan-Lau & Chen, 1998).
These inflows seem not to be in any proportionate connection to the fundamentals even before the
currency and financial crises: substantial inflows did not start before long after the success in
growth terms of these economies had started. However, once the inflow of funds had taken off, it
accelerated very fast and substantially. Thus, there exists capital inflow inertia. (Chan-Lau & Chen
1998, 5.)

Excessive bank lending is perceived to be one of most important causes of the Asian crisis. It is
normally short term, and banks seem to exhibit herd-like behavior. In Russia, too, the lending to the
banking sector increased in the years preceding the crisis. However, a large part of the funding
continued to go to the government. (See table 20.) The extent of capital flows to Russia was not as
substantial that it was in Asia, but his finance to the government was very volatile. (RECEP 1998,
26.)

After the Asian crisis, one crucial question concerning capital movements has emerged. Should
exchange controls and limitations on capital mobility become elements of an overall strategy of
international crisis management and global restructuring? Three issues need to be paid attention to:
the possibility of restricting short-term capital inflows, controls on capital outflows during a crisis,
and the optimal speed and sequencing of capital account liberalization. (Corsetti et al. 1998b, 22.)
Restrictions on short-term capital inflows may be imposed either on lending banks, or on borrowing
banks, or on both. There is a consensus view that at least in the borrower side, effective regulation
of banks in emerging market economies requires higher reserve requirements on liabilities
representing foreign interbank loans and deposits. However, the issue of controlling short-term
capital inflows representing also portfolio investments and equities is more controversial, as is the
notably the case of controlling capital outflows, especially right after the crisis. Controlling outflows
would break the link between interest rates and the exchange rate, which is desirable if the policy
makers wish to keep the interest rates low without incurring the cost of currency devaluation.
However, the question to be researched remains, if the short run relief that the capital controls can
offer, is going to be offset later by their long-run costs, such as higher inflation, higher risk
                                                          
6 Coricelli (1998) argues that high real interest rates cause bankruptcies and slow down output in transition economies.
However, there is empirical evidence that challenges this finding: Rostowski and Nikolic (1998) find no significant
relation between real credit and output. Coricelli also further reasons that looser monetary policy would raise output. On
the other hand, Boone and Hørder (1998) find a negative relation between output growth and inflation in economies in
transition in their descriptive study.
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premium, and lower efficiency of the economy due to a distorted allocation of resources. (Corsetti et
al. 1998b, 22-24.)

The need to possibly introduce capital controls in the Russian case inevitably needs to be considered
too. McKinnon (1993) examines the desirability of the possibility of restricting capital movements
during a period of economic liberalization. He argues that the adjustment to international
competition of a formerly repressed, socialist economy is easier if net inflows of foreign capital
remain controlled until borrowing and lending at equilibrium interest rates is feasible in the
domestic capital markets. Extensive foreign capital inflows may impede the needed structural
adjustments in the industrial sector of a transition economy by providing the country with additional
distorting subsidies (McKinnon 1993, 184). This is particularly true in Russia because of the value
subtracting industries. - However, this requires that the investors are behaving irrationally.

The combination of liberalization and illiquidity can be especially dangerous. If capital is injected to
the economy at the same time as the economy is liberalized, that liberalization is harder to sustain
(McKinnon 1993, 116). There is evidence that financial liberalization lowers international liquidity
(Chang & Velasco 1998, 29).

3 CONCLUSIONS

Both the Asian and the Russian crises represent new types of economic crises in the sense that the
currency and financial crises are extremely tightly linked. A very important reason for trying to find
lessons form the Asian crisis for the Russian case is the notion that, in the future, the bank channel
will probably play a key role in the East-European countries. (Lossani-Tirelli 1999, 1.) The
underdeveloped state of the banking sector and the incentive to intermediate money are important
features underlying the currency crises as well in Asia as also in Russia. Government guarantees
created massive incentives to misallocate capital (McKinnon 1993, 117). Thus, the problem of
moral hazard plays a role n Russia as well, although it is probably not as important that it is in the
Asian case. However, there exists the danger that it may become a more serious problem also in
Russia in the future when the banking sector evolves, and also other instances in addition to the
government have better access to funding. The experiences of Asia show that appropriate attention
needs to be paid to the development of the banking sector in Russia: it should be structured to
function properly enough to be able to deal with moral hazard problems.

One striking difference with the currency crises in Russia and in Asia are that the current account
deficits had been large for the Asian countries in the 1990s (Corsetti et al. 1998, 6), while this was
not a problem for Russia until 1998 (RECEP 1999, 23). The current account deficits were very
problematic in Asia in that they were caused by a loss of competitiveness (Chang & Velasco 1998,
14). However, with the fiscal performance the picture turns the other way around: the Asian
economies did not have problems with fiscal balance whereas in this sense Russia fits the traditional
Krugman (1979) picture of money-financed budget deficits leading to reserve exhaustion and a
currency collapse very well. The role of public finances is of crucial importance when studying the
currency and financial crises in Russia. The weak income side of the public finances shows the need
to pay attention to fundamentals. The budget deficit aspect in the crisis may mean that the Russian
financial and currency crises are structurally more persistent than those in Asia. The weakness that
the public finances represent in the economy is exacerbated by the fact that Russia is not a
contracting state: there is private activity in Russia, but the problem is that the funds are not
channeled to finance the budget deficit, or investment. This tells about the more fundamental
problem that Russia is not yet a state governed by law.
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To satisfy the solvency the government must undertake appropriate domestic fiscal reforms,
possibly involving recourse to seigniorage revenues. Here we are at the root of the problems of the
transition in Russia, where inflationary financing of the budget deficit has traditionally been the
case. In Russia, the banking system was weak, the financial system was weak, there was a public
budget deficit, and the exchange rate was fixed – this simply was not a possible, sustainable
equation. Economic agents thought that the growth paths of taxes implied by the growth of the
public debt and budget deficit simply are impossible. They assume that these debt paths are financed
with monetizing the debt after all. This is exacerbated by the consequent fall in economic activity
induced by the required structural adjustment – a time-consistency problem is thus inherent in moral
hazard (Corsettti et al. 1998c, 3-4).

The reasons for the vulnerability of ruble can be stated to be high budget deficits (caused mainly by
low federal tax revenues), the structure of debt, small and weak domestic capital market, and low
levels of foreign exchange reserves. (See tables 19-23.) The reason for the high ruble interest rates is
the lack of depth of domestic financial markets. (RECEP 1998, 35-36) The fact that the markets did
not work yet can also be stated to be one of the reasons for the crisis in Russia in August 1998.
There was no confidence in the weak markets. However, the fact that the financial markets really
are so shallow may even have one positive consequence: the impact of the economic crisis in Russia
in 1998 may prove to be less serious than expected right after the crisis. The reasons for the lack of
confidence for the Russian capital and financial markets is an issue that needs to be paid more
attention in my future research. Even though the inflation in Russia seemed to be under control, the
households did not start to use the banking sector, but continued to hold their money rather in
foreign cash. There is no confidence in the banking system. As a consequence, there is no financial
intermediation, and the demand for foreign financing remains high. In the globalized world capital
markets, this implies large risks: the willingness to invest in Russia may change even without a clear
reason arising from the fundamentals of the Russian economy. When the word markets stop
funding, a liquidity crisis is at hand. The only solution is to improve the banking system and the
working of the domestic capital market. The Asian crisis showed clearly the importance of a sound
banking system. This is even more important in Russia, since the Russian economy is not even
showing such growth as did the Asian countries before the currency crisis. (RECEP 1998, 26-27.) In
all the Asian countries hit by the crisis, the growth rates of the economy had been very high in the
1990s. Thus, the prospects for the development of fundamentals were poorer in Russia, where the
growth was negative until 1997 (and turned negative again in 1998, according to BCE it was -4.6).
For growth rates of the economies of the Asian countries in question and Russia, see table 18. -
However, on the other hand, rapid growth can also make the economy more vulnerable towards
attacks: an external shock leading to a sudden shift in expectations can lead to a currency crash.
With the Asian countries, the expectations of continued high growth rates were not entirely justified
regarding the development of fundamentals. (Corsetti et al. 1998, 12.)

In Asia, the problem was the current account. The financing of external liabilities was left to the
public sector, through (explicit and implicit) guarantees on investments, and this is how the problem
with the current account turned fiscal eventually also in Asia. Bailout interventions present a burden
also on the future fiscal balances, and thus, they ultimately have a fiscal nature (Corsetti et al.
1998c, 3). In Russia, the problem was fiscal from the beginning on. In Russia, as opposed to Asia,
the crisis was about a conventional currency crisis, but at the same time, similar to Asia, it was
about bad banking as well. In the Asian countries, the current account imbalances turned to
problems in the capital account. In Russia, it was the budget deficit that turned into capital account
difficulties. In Russia, the bond markets play an important part, in Asia, it was other asset markets.
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APPENDIX 1

Tables

Table 1 Lending Boom Measure (rate of growth between 1990 and 1996 of the ratio
between the claims on the private sector of the deposit money banks and nominal GDP,
per cent)

Korea 11
Indonesia 10
Malaysia 31
Philippines 151
Singapore 17
Thailand 58
Hong Kong 26
China 7

Source: Corsetti et al. (1998)

Table 2 Investment Rates (per cent of GDP)

1990 1991 1992 1993 1994 1995  1996 1997
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Korea 36.93 38.90 36.58 35.08 36.05 37.05 38.42 24.97 
Indonesia 36.15 35.50 35.87 29.48 31.06 31.93 30.80 31.60
Malaysia 31.34 37.25 33.45 37.81 40.42 43.50 41.54 42.84
Philippines 24.16 20.22 21.34 23.06 24.06 22.22 24.02 24.84
Singapore 35.87 34.21 35.69 37.69 32.69 33.12 35.07 37.40
Thailand 41.08 42.84 39.97 39.94 40.27 41.61 41.73 34.99
Hong Kong 27.44 27.20 28.50 27.54 31.85 34.91 32.38 35.08
China 34.74 34.77 36.17 43.47 40.88 40.20 38.73 37.55
Taiwan 23.08 23.29 24.90 25.16 23.87 23.65 21.24 22.20

Source: Corsetti et al. (1998)

Table 3 Foreign Liabilities and Assets (toward BIS reporting banks)

1993 1994 1995 1996 1997

Korea
Foreign Liabilities 45.22 60.97 83.26 109.15 103.78
Foreign Assets 15.20 20.54 25.10 29.07 41.28
Net Liabilities 30.02 40.43 58.16 80.08 62.50
Indonesia 
Foreign Liabilities 37.20 41.62 48.93 57.85 62.76
Foreign Assets 12.58 10.39 11.48 13.64 11.55
Net Liabilities 24.63 31.23 37.45 44.21 51.21
Malaysia
Foreign Liabilities 16.02 14.48 18.76 25.91 29.08
Foreign Assets 19.24 10.32 13.03 17.49 13.07
Net Liabilities -3.21 4.15 5.72 8.41 16.01
Philippines
Foreign Liabilities 6.61 6.54 8.07 13.51 16.61
Foreign Assets 5.81 6.75 7.34 7.84 9.70
Net Liabilities 0.80 -0.21 0.73 5.67 6.91
Singapore
Foreign Liabilities 233.39 248.00 282.03 287.24 295.83
Foreign Assets 155.03 153.43 170.83 177.83 214.65
Net Liabilities 78.37 94.57 111.77 109.42 81.18
Thailand
Foreign Liabilities 34.73 54.44 92.18 99.27 79.66
Foreign Assets 5.01 7.04 11.81 9.00 9.81
Net Liabilities 29.72 47.40 80.37 90.27 69.84
Hong Kong
Foreign Liabilities 412.99 493.96 513.04 469.96 469.58
Foreign Assets 290.01 345.74 329.74 284.37 294.76
Net Liabilities 122.98 148.77 183.31 185.60 174.83
China
Foreign Liabilities 48.59 56.46 67.06 79.75 90.08
Foreign Assets 49.16 59.95 57.43 66.54 66.40
Net Liabilities -0.57 -3.49 9.63 13.21 23.68
Taiwan
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Foreign Liabilities 22.13 22.79 22.43
Foreign Assets 36.03 37.43 36.46
Net Liabilities -13.90 -14.69 -14.04

Source: Corsetti et al. (1998)

Table 4 Current Account, BOP Definition

1990 1991 1992 1993 1994 1995 1996 1997

Korea -0.69 -2.83 -1.28 0.30 -1.02 -1.86 -4.76 -1.85 
Indonesia -2.82 -3.65 -2.17 -1.33 -1.58 -3.16 -3.37 -2.24
Malaysia -2.03 -8.69 -3.74 -4.66 -6.24 -8.43 -4.89 -4.85
Philippines -6.08 -2.28 -1.89 -5.55 -4.60 -2.67 -4.77 -5.23
Singapore 8.33 11.29 11.38 7.57 16.12 16.81 15.65 15.37
Thailand -8.50 -7.71 -5.66 -5.08 -5.16 -8.06 -8.10 -1.90
China 3.09 3.27 1.33 -1.94 1.26 0.23 0.87 3.24
Taiwan 6.82 6.94 4.03 3.16 2.70 2.10 4.05 2.72

Source: Corsetti et al. (1998)

Table 5 Resource Balance Gaps (the trade balance adjustment required to stabilize the
foreign debt to GDP ratio at 1996), per cent of GDP

Korea 4.4
Thailand 6.9
Indonesia 3.3
Philippines 6.5
Malaysia 2.3

Source: Corsetti et al. (1998)

Table 6 Balance of Payments, Russia, USD mn

1996 1997 1998 1998 1998 1998 1998
Q1 Q2 Q3 Q4

Current Account 11997 3555 2446 -1508 -3587 900 6640
Capital Account -3618 4047 5469 4177 5346 2754 -6808

Source: RECEP (1999)

Table 7 Investment Rates (per cent of GDP)

1990 1991 1992 1993 1994 1995 1996 1997

Korea 36.96 38.90 36.58 35.08 36.05 37.05 38.42 34.97
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Indonesia 36.15 35.50 35.87 29.48 31.06 31.93 30.80 31.60
Malaysia 31.34 37.25 33.45 37.81 40.42 43.50 41.54 42.84
Philippines 24.16 20.22 21.34 23.98 24.06 22.22 24.02 24.84
Singapore 35.87 34.21 35.97 37.69 32.69 33.12 35.07 37.40
Thailand 41.08 42.84 39.97 40.27 40.27 41.61 41.73 34.99
Hong Kong 27.44 27.20 28.50 31.85 31.85 34.91 32.38 35.08
China 34.74 34.77 36.17 40.88 40.88 40.20 38.73 37.55
Taiwan 23.08 23.29 24.70 23.87 23.87 23.65 21.24 22.20

Source: Corsetti et al. 1998

Table 8 Incremental Capital Output Ratio (ICOR)

1987-92 1993-96

Korea 3.8 4.9
Indonesia 4.0 3.8
Malaysia 3.7 4.8
Philippines 6.0 5.5
Singapore 3.6 4.0
Thailand 3.4 5.1
Hong Kong 3.7 6.1
China 3.1 2.9
Taiwan 2.4 3.9

Source: Corsetti et al. (1998)

Table 9 Stock Market Price Indexes (overall and property sector)

Overall Index

1990 1991 1992 1993 1994 1995 1996 1997

Korea 696 610 678 866 1027 882 651 376
Indonesia 417 247 274 588 469 513 637 401
Malaysia 505 556 643 1275 971 995 1237 594
Philippines 651 1151 1256 3196 2785 2594 3170 1869
Singapore 1154 1490 1524 2425 2239 2266 2216 1529
Thailand 612 711 893 1682 1360 1280 831 372
Hong Kong 3024 4297 5512 11888 8191 10073 13451 10722
Taiwan 4350 4600 3377 6070 7111 5158 6933 8187

Property Sector Index

1990 1991 1992 1993 1994 1995 1996 1997

Indonesia 119 66 214 140 112 143 40
Malaysia 113 113 126 396 240 199 294 64
Philippines 32 34 39 81 80 87 119 59
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Singapore 230 280 250 541 548 614 648 357
Thailand 74 82 168 367 232 192 99 7
Hong Kong 312 453 554 1392 862 1070 1682 941
Taiwan 61 71 57 137 109 59 55 55

Source: Corsetti et al. (1998)

Table 10 Gross Domestic Savings in 1996, per cent of GDP

Korea 34
Indonesia 33
Malaysia 42
Philippines 14
Singapore 50
Thailand 35
Hong Kong 31
China 44

Source: World Bank (1998)

Table 11 Bank Lending to Private Sector (growth, per cent)

1991 1992 1993 1994 1995 1996 1997

Korea 20.78 12.55 12.94 20.08 15.45 20.01 21.95
Indonesia 17.82 12.29 25.48 22.97 22.57 21.45 46.42
Malaysia 20.58 10.79 10.80 16.04 30.65 25.77 26.96
Philippines 7.33 24.66 40.74 26.52 45.39 48.72 28.79
Singapore 12.41 9.77 15.15 15.25 20.26 15.82 12.63
Thailand 20.45 20.52 24.03 30.25 23.76 14.63 19.80
Hong Kong 10.17 20.15 19.94 10.99 15.75 20.10
China 19.76 20.84 43.52 24.58 24.23 24.68 20.96
Taiwan 21.25 28.70 19.46 16.18 10.00 6.00 8.92

Source: Corsetti et al. (1998)

Table 12 Non-performing Loans (per cent of total lending in 1996)

Korea   8
Indonesia 13
Malaysia 10
Philippines 14
Singapore   4
Thailand 13
Hong Kong   3
China 14
Taiwan   4
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Source: Corsetti et al. (1998)

Table 13 Nominal Exchange Rates (against the US Dollar), period average

1990 1991 1992 1993 1994 1995 1996 1997 1997f

Korea 707.76 733.35 780.65 802.67 803.45 771.27 804.45 951.29 1695.00
Indonesia 1842.80 1950.30 2029.90 2087.10 2160.80 2248.60 2342.30 2909.40 4650.00
Malaysia 2.70 2.75 2.55 2.57 2.62 2.50 2.52 2.81 3.89
Philippines 24.31 27.48 25.51 27.12 26.42 25.71 26.22 29.47 39.98
Singapore 1.81 1.73 1.63 1.62 1.53 1.42 1.41 1.48 1.68
Thailand 25.59 25.52 25.40 25.32 25.15 24.91 25.34 31.36 47.25
Hong Kong 7.79 7.77 7.74 7.74 7.73 7.74 7.73 7.74 7.75
China 4.78 5.32 5.51 5.76 8.62 8.35 8.31 8.29 8.28
Taiwan 26.89 26.82 25.61 26.39 26.46 26.49 27.46 28.70 32.64

Source: Corsetti et al. (1998)

Table 14 Exchange Rate, Ruble/USD, Moscow Currency Exchange (MICEX)

Period Average End of Period

1993 0.933 1.247
1994 2.205 3.550
1995 4.562 4.640
1996 5.126 5.570
1997 5.785 5.974
1998 9.965 21.140

Source: RECEP (1999)

Table 15 Refinance and Lombard Rates of the Central Bank of Russia (CBR)
(per cent per year)

Date of Charges CBR Refinancing Rate CBR Lombard Rate,
3-7 8-14 15-3 Days Credit

02 Dec 96  48 24 36 48
10 Feb 97  42 24 33 42
28 Apr 97  36 24 30 36
16 Jun 97  24 18 21 24
06 Oct 97  21 15 18 21
11 Nov 07  28 22 25 28
01 Dec 97 28 36 36 36
02 Feb 98 42 42 42 42
17 Feb 98 39 39 39 39
02 Mar 98 30 30 30 30
18 May 98 30 36 36 40
19 May 98 50 50 50 50
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27 May 98 150 150 150 150
05 Jun 98 60 60 60 60

Source: RECEP (1998)

Table 16 Deposit Rate, per cent

1995 102.0
1996 55.1
1997 16.8
1998

01/1997 30.2 01/1998 11.6
02 26.8 02 12.2
03 18.3 03 11.2
04 18.0 04 11.0
05 17.3 05 12.9
06 17.1 06 14.0
07 16.6 07 15.1
08 15.4 08 17.5
09 10.3 09 23.8
10 9.5 10 27.3
11 9.9 11 22.3
12 11.8 12

Source: RECEP (1999)

Table 17 Structure of the GKO/OFZ Market (End of Period)

GKO and OFZ GKO GKO and OFZ
outstanding outstanding average duration
(nominal) (R bn) (market) (R bn) (days)

1994 12.7 - -
1995 73.7 56.1 85.5
1996 237.1 184.5 148.6
1997 384.9 242.2 342.8
1997/Q1 276.7 217.5 158.0
1997/Q2 311.4 244.3 207.2
1997/Q3 366.0 249.3 383.6
1997/Q4 384.9 242.2 342.8
1998/Q1 415.7 262.0 314.4

Source: RECEP (1998)

Table 18 GDP Growth

1991 1992 1993 1994 1995 1996 1997
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Korea 9.13 5.06 5.75 8.58 8.94 7.10 5.47
Indonesia 6.95 6.46 6.50 15.93 8.22 7.98 4.65
Malaysia 8.48 7.80 8.35 9.24 9.46 8.58 7.81
Philippines -0.58 0.34 2.12 4.38 4.77 5.76 9.66
Singapore 7.27 6.29 10.44 10.05 8.75 7.32 7.55
Thailand 8.18 8.08 8.38 8.94 8.84 5.52 -0.43
Hong Kong 4.97 6.21 6.15 5.51 3.85 5.03 5.29
China 9.19 14.24 12.09 12.66 10.55 9.54 8.80
Taiwan 7.55 6.76 6.32 6.54 6.03 5.67 6.81
Russia -5.0 -14.5 -8.7 -12.7 -4.1 -3.5 0.8

Source: Corsetti et al. (1998)  &
BCE (1999)

Table 19 Russian Government External Debt (USD bn, end of period)

Government Former Soviet Union Total
of the Russian Fed. (responsibility of the

Russian Fed.)

1993 9.0 103.7 112.7
1994 11.3 108.6 119.9
1995 17.4 103.0 120.4
1996 24.2 100.8 125.0
1997 32.1 91.4 123.5

Source: RECEP (1998)

Table 20 Russia, Net Domestic Assets (Ruble bn, end of period)

Net credit to the Commercial Other Total
enlarged banks
government

1997/Q1 162.5 -12.2 -25.3 125.0
1997/Q2 149.8 -15.4 -28.6 106.1
1997/Q3 159.1 -16.0 -26.3 117.1
1997/Q4 188.2 -21.4 -28.3 141.2
1998/Q1 198.9 -13.8 -46.4 138.5

Source: RECEP (1998)

Table 21a Fiscal Balances in the Asian Countries, per cent of GDP

1994 1995 1996 1997

Korea 0.32 0.30 0.46 0.25
Indonesia 1.03 2.44 1.26 0.00
Malaysia 2.44 0.89 0.76 2.52
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Philippines 1.04 0.57 0.28 0.06
Singapore 11.36 13.07 14.10 9.52
Thailand 1.89 2.94 0.97 -0.32
China -1.22 -1.00 -0.82 -0.75
Taiwan -1.73 -1.09 -1.34 -1.68

Source: Corsetti et al. (1998)

Table 21b Federal and Enlarged (Consolidated) Budget in Russia, per cent of GDP

1993 1994 1995 1996
Federal Budget
Revenues 14.1 12.3 11.5 12.0
Expenditures 24.0 17.6 19.4 19.0
Deficit (-) -9.8 -5.2 -7.9 -7.0

Enlarged Budget
Revenues 36.9 31.2 31.8 33.3
Expenditures 45.9 37.0 40.1 40.7
Deficit (-) -9.0 -5.7 -8.3 -7.4

Source: RECEP (1998)

Table 22 Foreign holdings of GKOs/OFZs (USD bn)

Accumulated Market value Market Value Per cent of
net inflow of non-res. of GKO/OFZ market owned
(USD bn) stock ($ bn) market ($ bn) by foreigners

1996 5.9 6.3 39.3 16.0
1997/Q1 9.9 44.2
1997/Q2 14.7 51.1
1997/Q3 16.6 58.2
1997/Q4 16.8 16.1 56.3 28.6

Source: RECEP (1998)

Table 23 Foreign Exchange Reserves of Russia, USD bn, end of period

Gross International Gold Reserves
Reserves (incl. gold) (valued at $ 300 per ounce)

1995 17.2 2.8
1996 15.3 4.1
1997 17.8 4.9
1998 12.2 4.4

Source: RECEP (1998)
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Table 24 M2 to Foreign Exchange Reserves Ratio

1993 1994 1995 1996 1997
Korea 6.91 6.45 6.11 6.51 10.50
Indonesia 6.09 6.55 7.09 6.50 7.37
Malaysia 2.09 2.47 3.33 3.66 4.99
Philippines 4.90 4.86 5.86 4.50 6.97
Singapore 1.05 1.06 1.05 1.03 1.17
Thailand 4.05 3.84 3.69 3.90 5.29
Hong Kong 4.54 4.43 4.35 4.25 3.18
China 26.93 10.29 9.65 8.55 7.76
Taiwan 4.61 4.78 5.35 5.78 6.30

Source: Corsetti et al. (1998)

APPENDIX 2

McKinnon (1993) models an economy where the budget deficit is financed with seigniorage
revenue. By presenting the basics of the model, we can shed light on the relationn between reserve
requirements and inflation in a transition economy. Letting Z denote the budget deficit we can write

(1)  Z = G – T,

where G is defined to be government revenues and T is the flow amount of ordinary taxes (other
than inflation tax) collected. The governments need for real financing from the monetary system is
defined as follows:

(2)  Z/P = αY + ν,

where P is the general price level, Y is exogenous real income. ν is a random stochastic disturbance
factor.

The government’s real revenue flow from new money creation is

(3) )/()/)(/(// PMPMMMPMPZ µ=== && ,

where M&  is the absolute rate of change in base money, and µ is the proportional rate of change of
the absolute rate of change in base money, that is, µ = MM /& . Equation (3) shows the before
mentioned property of the inflation tax: the revenue form new money creation is to be defined as the
percentage change in the nominal money supply multiplied by the real income, the scale of which in
a steady state depends on the level of real income.

Inflation π is defined to be the difference between µ and the steady growth rate of real income,
denoted by γ. Thus,

(4) π = µ - γ.

The demand function for money is
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(5) C/P = f(π, id)Y,
 
 and the demand function for term deposits is
 
(6)  D/P = q((π, id)Y.
 
 With the help of equations (5) and (6) we can write the real demand function for base money:
 
(7)  M/P = kD/P + C/P,
 
 where k is a constant. k is the key variable here, it is defined as the reserve requirements as a
percentage of interest bearing deposits.
 
 The demand for real loans is expressed by
 
(8)  L/P = h((π, il),
 
 where L is the nominal quantity of loans.
 
 The government chooses the lowest possible inflation rate after determining its financing needs. The
authorities do this by minimizing the inflation rate π with respect to k, the multiple of the real term
deposits in the demand function for base money (equation 7), subject to market clearing conditions,
which are to be presented next.
 
 Private real loanable funds are to be determined followingly in the equilibrium:
 
(9)  L/P = (1-k)D/P = (1-k)q((π, id)Y ≡ h((π, il),

which follows straight from equations (6) and (8).

By inserting equations (6) and (5) into (7), we get

(10) M/P = (kq + f)Y.

Thus, in a steady state, the government deficit is

(11)  Z/P = (kq + f)(π+γ).
 
 In equilibrium, bank profits must be zero. Thus,
 
(12)  il(1-k)-id = 0.

The equations (9), (10), and (12) comprise the market clearing conditions for the governments
problem.
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