
EC330

UNIVERSITY OF ESSEX

DEPARTMENT OF ECONOMICS

Session 2004-2005
Spring Term

Alastair McAuley & Alexander Mihailov

EC330  Economics of Transition in Eastern Europe

Lecture 16   Russia:  the 1998 financial crisis, contagion and recovery

1. Introduction
1.1. Preamble:  In the last two lectures I have provided an overview of the impact of transition on poverty, inequality and welfare in both the CIS and the states of Central and Eastern Europe.  In today’s lecture, I turn to one particular interlude—the Russian financial crisis of 1998—and ask how it affected the population of the region.

1.2. Lecture outline:  The lecture is organised as follows:

a. Section 2 outlines the events of the late summer of 1998 (the crisis itself) their causes and some of their macro-economic consequences for the Russian economy.

b. Section 3 considers the impact of these events on poverty in Russia itself.  It also explores some longer term effects on consumer behaviour.

c. Section 4, finally considers the impact of events in Russia on the economies of other CIS states (contagion) and hence on poverty and welfare in the region.

2. The 1998 Financial Crisis
2.1. The August Crisis:  

a. Faced with dwindling international reserves, despite a massive increase in interest rates, the Russian authorities on 17 August 1998 announced:

i. A de facto devaluation of the ruble (actually an upward shift and a widening of the exchange rate band.)

ii. A unilateral restructuring of ruble-denominated government debt falling due between 19 August and the end of  1999;

iii. A 90-day moratorium on private sector payments on external liabilities;

b. On 23 August, the Kiriyenko government was “dissolved.

c. This led to further unsettling of markets (resulting in substantial capital flight) and, despite heavy intervention by CBR, the ruble reached the new  ceiling of 9.5:1 dollar by 2 September—forcing the authorities to abandon the exchange rate band.  The exchange rate jumped to R20:$1 before settling back to R16:$1 by the end of the month.

d. Driven by the depreciation of the ruble, inflation was as high as 38 percent in the month of September.

e. One further immediate consequence of this crisis was the collapse of the banking system:

i. Russia’s banks had lent heavily to the government through purchase of GKOs;  default left them insolvent;

ii. For some, the problems were compounded because they were short on the dollar in forward markets;

iii. As a result, the payments system in the country was paralyzed for over a month—leading to a severe contraction in output and trade.

f. Insofar as individual households were holding their savings in dollar denominated accounts at banks, the collapse of the banking system wiped out savings—and hence reduced privately held wealth.

2.2. Causes of the Crisis
a. Fundamentally, the crisis was due to the Russian government pursuing an unsustainable fiscal policy in the period after 1955.

i. The hoped-for upsurge in federal budget revenues after the resumption of growth in 1995 had not occurred;  but neither the ministry of finance nor the duma was prepared to rein in expenditure—with the consequence that budget deficits were of the order of 7-8 percent of GDP;

ii. The deficit was covered by the issue of short-term government debt (GKOs) on which the Treasury paid very high rates of interest.

b. This was compounded by turbulence on Asian markets associated with financial crisis in Thailand etc.

c. The Asian crisis resulted in a decline in demand for commodities—particularly oil and gas—on which Russia’s exports depended, leading to a fall in prices.

i. Between August 1997 and August 1998, Russia’s export prices declined by 20 percent;

ii. There was also a contraction in real GDP;

d. There was a growing awareness of th fragility of the banking system;

2.3. The Post-crisis Period:
a. The CBR began to withdraw the licences of insolvent banks and the payments system was restored—but only fully effective by the end of the first quarter of 1999.

b. Devaluation provided improved incentives for exporters—and increased protection for import-substituting domestic manufacturers—leading to a recovery and growth in output and hence GDP.  But it was some time before increases in real wages made up the ground lost in the crisis.

c. This process was assisted by a strong rebound world oil prices.

3. The Welfare Impact of the 1998 Crisis
3.1. This Section draws heavily on the material in M. Lokshin and M Ravallion “Welfare Impacts of the 1998 Financial Crisis in Russia and the Response of the Public Safety Net”  Economics of Transition vol. 8, No. 2 (July, 2000)  pp. 269-295.

3.2. Lokshin and Ravallion compare a nationally representative panel of Russians interviewed in 1996 and 1998, shortly after the onset of the crisis:

a. Their study that there was a significant contraction in almost all components of income;  there was also a 25 percent decline in household expenditure.  [Table 2-3]

b. These changes led to an increase in poverty:

i. This was more marked when poverty was measured by expenditure than income; [Table 4b]

ii. Indeed, the cumulative distributions of income intersected implying the absence of first-order dominance;

iii. But in both the income and the expenditure distributions there was evidence of substantial “churning”.

c. There are some indications of who were the winners and losers from the crisis.  [Table 5]

3.3. Lokshin and Ravallion also report on the subjective valuations of their panel.  They state that

a. The subjective evaluations of change are broadly similar to those implied by objective changes in income or expenditure;

b. When they considered the responses of men and women separately, it appears that women assessed their welfare somewhat lower than did men—perhaps indicating something about the intra-household distribution of the change in income!

3.4. Finally, Lokshin and Ravallion look at the impact of the public safety net.  They suggest:

a. That the scale of cash benefits fell as a result of the crisis—but not by as much as other sources of income;

b. That benefits became better targeted;

c. They also suggest that increases in benefit did not lead to significantly higher levels of expenditure—rather recipients saw them as additions to transient rather than permanent income and added them to savings!”

4. The Impact of the Russian Financial Crisis on Central Asia
4.1. This section draws on G Pastor and Tatiana Damjanovic  The Russian Financial Crisis and its Consequences for Central Asia  (IMF Working Paper WP/01/169)  IMF, Washington DC, 2001.

4.2. Pastor and Damjanovic show that the economies of the CIS states in Central Asia are still very dependent on that of Russia—in terms of both exports and imports:

a. As a result, the Russian financial crisis affected these economies:

i. Their exports declined as a result of the collapse of demand

ii. Russian exports became significantly cheaper after devaluation and hence tended to increase;

iii. As a result, trade balances deteriorated in almost all states.

b. The financial crisis put pressure on the exchange rate policy of all the CIS states;  the problems were aggravated by a sluggish (and uncomprehending) response on the part of the monetary authorities in many states.

4.3. There appears to have been a long-term adjustment in relative dollar unit labour costs between Russia and the Central Asian republics—implying that the competitiveness of the latter has declined.  This will adversely affect living standards—and will probably have increased poverty rates in what are already desperately poor societies!

4.4. Finally, there is some evidence to suggest that Russia’s financial crisis had contagion effects beyond the transition bloc.  It has been argued that the crisis induced a re-evaluation of risks in Brazil—leading to crisis in that country in 1999!


[image: image7.jpg]‘Table 5. Comparison of characteristics of households with different poverty

dynamics
1 2 3 4
Persistently Fellinto  Escaped Persistently
poor  poverty  poverty _non-poor
Demographic characteristics
Household size 31204] 288 284 27901
Number of children 0-7 years old 030[4]  02704] 026 02012
Number of children 7-18 years old 070[241 04901 056 04711]
Number of pensioners 044234] 059[14] 063011 071[12]
Male headed households 07034 066341 056[2]  057[12]
Female headed households 017(24] 01101 013 0111
Households headed by pensioners 013[234] 024[134] 030121 032[12]
Geographic characteristics
Moscow & St. Pelersburg 0021241 0.06(1,34] 002[24] 0.09[1,23]
Other urban areas 057 060[3]  047[24] 059(3]
Rural areas 04014] 0343 05124]  032[13]
Characteristics of the head
Age 4294023] 4697011 472901] 4792
Education
High school diploma or lower 062[4] 0541341 062024] 048(123]
Technical or vocational 029 034 028 030
University degree or higher 00814 0.0 00913 021113

Note. [ ] indicate calumns where such values are statistically different. Poverty status is calculated based
on household expenditure.
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[image: image1][image: image5.jpg]Table 2. Components of total household income in 1996 and 1998

Panel sample “Non-panel samples
1996 1998 199 9w
Share  Mean | Share  Mean | Share  Mean | Share  Mean
0 (%) ) )
Salary 014 307 3563 2022 | 092 025 | 3708 209
Govemmentbenefits 2701 1024 |3082 76 274 1025 | 2950 835

Income fomhome 1614 657 | 2012 874 | 1506 637 | 1904 829

production

Help from relatives 940 470 763 286 946 525 B840 327
Other income 728 65 | 57 79 | 740 61 | 576 713
Total 1000 5881 [1000 4846 [1000 6086 [1000 4804

Note: Mears are calculated in 1992 roubles.
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Total household | Household expenditure| Poverty
expenditure per equivalent adult | rate (%)
Mean _ Std.dev. | Mean _Std. dev.
1996 699 6610 257 261 | 219
AllRussia 1998 5249 5264 194 194 27
875)  Change 747 063 105
) (249) (-245) 93)
199 7482 7143 257 166
Uban 1998 5431 5511 187 321
(n1=1866)  Change 2011 065 135
) (-27.0) (-258) (726
1996 6269 5561 229 197 W1
Rural 1998 1951 822 185 173 311
(1=1,009  Change 1317 043 60
%) (21.0) (188) |1y

Note: Household expenditure estimates are converted to monthly equivalents in 1992 roubles

region'specific price indices. Based on the panel semple; see Addendum for corresponding Table for non-

panel sample,



