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Chapter 1, Introduction to Financial Crisis

1.1 Basic data of the financial crisis

Table C1, Exchange rate in Asian countries 

Table C2, Economic growth rate in Asian countries

Table C3, Financial market in Asian countries 

1.2 Equilibrium exchange rate

Money supply and money demand for domestic currency

Figure 1, Equilibrium exchange rate

· Role of the central bank: to stable the exchange rate

· Foreign currency reservation includes:

Foreign currency

Bond of foreign government

Stock certificate

Dividend coupon

Banker's draft

Commercial Bill of Exchange
1.3 Arbitrage and speculation

· To buy some currency at low rate and sale it at high rate

· Multi-currency arbitrage

· The total amount of foreign exchange transaction is 1200 billion USD per day

20% for trade and investment

80% for speculation

· Total amounts of speculate capital is 7200 billion USD.

1.4 Role of the Currency
(1) Medium of transaction
A female singer from France visited Society Island in 19 century. The local resident would like to pay her for each song 3 pigs, 23 turkeys, 44 chickens and many fruits. The total value of the payment was 5 times higher the price level in Paris.
(2) Unit of accounting
Between 100 products, we need 4950 relative prices.
(3) Store value

(4) Delay payment 

1.5 Balance sheet

(1) Current account, effect exchange rate

• Visible trade imports and export

• Invisible trade: labor and service (transportation, insurance etc.) gain from investment, 

• Deposit, stock, rent etc.

• Unilateral transfers, aid, donation

(2) Capital account, short-term effect on exchange rate

• Long-term investment

Direct investment, bond investment, long-term loan to construction

• Short-term capital

Loan, deposit, short-term bond

(3) Reserve settlement account

• Official reservation: gold, foreign currency, IMF fund, etc.

1.6 The history of international currency

· As a symbol of value the most important is stability
· Confident on the contracts

· Gold and silver

· External nominal archer
· 1870-1914, England was the number one trade country in the world. 90% of international transaction was going on term of pound.

1.7 Exchange rate system in the world

According to IMF in 1999

(1) Arrangements with no separate legal tender, pegs to USD

(2) Currency board,

(3) Other conventional fixed pegs (pages a basket of currency)

(4) Pegged rate in horizontal band (Euro)

(5) Crawling peg,

(6) Rates within crawling bands

(7) Managed float with no preannounce exchange rate paths

(8) Independently floating

Among 185 countries, 45 countries using fixed exchange rate, 47 countries using independent floating system, 93 in the middle.
1.8 The exchange system

Fixed exchange rate system
Advantage of fixed exchange rate system

(1) symmetric of the information

(2) independent monetary policy under fixed exchange rate

(3) stability of the exchange rate when capital inflow and outflow in large scale

(4) mobility of capital

Disadvantage of fixed exchange rate system:

If the government promise to keep the fixed exchange rate, it is easy to be attacked from international speculators. The government must maintain the exchange rate at the official level using foreign currency reservation.

Capital control

Advantage: protect the attack of international speculators

Disadvantage:

(1) low efficiency to allocate the financial resources

(2) Due to government intervention, there are mach more corruption and rent-seeking

(3) Without international competition, no financial innovation and progress

Floating exchange rate system

Advantage:

(1) Independent monetary policy

(2) Smooth the external impacts

(3) Exchange rate determined at the market, transparency of exchange rate system

(4) Needn't large amount of foreign currency reservation

Disadvantage:

(1) fluctuation of the exchange rate in large scale may lost the stability of the system and has negative affect on foreign investment and trade

(2) It is possible for speculation and arbitrage
(3) If all country devaluate their currency it may increase the transaction cost for international trade

(4) Induce inflation

1.9 Determines to exchange rate

(1) Balance of international finance

• If capital flow in > capital flow out, demand for domestic currency is increasing, exchange rate may have increasing pressure

• If capital flow out greater than flow in, demand for foreign currency is increasing, for domestic currency decreasing, then the exchange rate may decrease. 

• Current account, CA = NX = Export - Import.

NX > 0, Export > import, Capital flow in.

(2) Inflation

• If inflation rate is high, price level goes up

• Purchasing power is going down, domestic product becomes more expensive.

• Export is going down

• Import is going up

• Exchange rate is going down

• But effect comes slow and non-directly

(3) Interest rate

• Interest rate is up

• Capital inflow is up in order to get higher investment capital gain.

• Demand for local currency may increase

• Exchange rate may go up

(4) Economic growth rate

• When economic growth rate goes up, domestic demand is up

• If import goes up greater than export, then there is trade deficit

• Exchange rate may go down

(5) Government deficit

• In most cases, if government expenditure goes up, 

• Government deficit, 

• Inflation pressure

• Exchange rate may go down

(6) Psychological theory of exchange

• Rational expectation

• Short term forecasting is most important
• People's forecasting -- trust to the future

(7) Speculation

Profit maximization
Information advantage, asymmetric information

(8) Government intervention
Role of the state

Quantity Theorem:
PY=MV
P= Price

Y= GDP

M= money supply

V= Velocity of Money

1.10 Balance pivot

• Leverage effect or amplifying effects
• Level principle: 

Thailand foreign currency reservation was 32.4 billion USD in June 1997

50% could be used for currency protection

32.4 x 0.5 = 16.2 billion

Borrowing from other countries: 5 billion

Total weight of central bank of Thailand was: 16.2 + 5 = 21.1 billion

Speculator can put 5 billion directly into the exchange market

• If the government control the capital flow in Capital Account, 

Currency is not convertible

The cost for international speculator becomes very large

The pivot point has been shifted to right (closed to speculator)

The central bank can maintain the exchange rate

However, the cost is very high, because the foreign investment may run away

• If the domestic currency is convertible, 

The cost for speculation fund to entry the monetary market = cost of fluctuation of exchange rate.

• If the domestic currency is already over-valued, or has bad financial structure
or if CA < 0, or due to high debt, 

Many people want to sale the local currency, 

the pivot point may shift to left (closed to central bank)

Figure 2, balance pivot

1.11 Currency Crisis Theory

First model of currency crisis (Krugman, 1979),
Conflicts between domestic economic policy and fixed exchange rate

· High money demand

· Government spending 

· Increase money supply

· Inflation
· Price level moves up

· Decrease competitive powers for export products

· Pressure on devaluation of currency
· Forecast devaluation of local currency
· Attack from outside

· Using foreign currency reservation to maintain the exchange rate

· Lost the game

Second model of currency crisis (Obstfeld, 1995) 
Under fixed exchange rate
· High government debt

· The government indent to inflate the currency to reduce the pressure of high debt

· Increase money supply

· Speculator forecast the forthcoming devaluation

· Attack the exchange rate system

· Change people's expectation

· Low level of foreign currency reservation

· High government deficit

· Wrong policy on exchange rate control

· Lost the game

Third model of currency crisis (McKinnon, Krugman, 1998)

· Over-expansion of the financial system

· Bubble economy--moral hazard

· Over investment on housing market

· Over loan

· Inflation on real asset

· Stock market take off--bubble burst

· Non-performing loan

· Liquidability of bank

· Invisible guarantee on banking deposit
· Run on a bank

· Cash withdraw from banks

· Capital out flow

· Attack outside

· Lost the game

1.12 Five conditions for a country to be attacked / “Shouldn’t Open the Door”
(1) high debt, especially short-term loan (Ex. Thailand, borrowed a lot to finance contruction)
(2) monetary structure, Non-performing loan, low banking reservation rate

(3) open to outside, can borrow and get a lot of local currency

(4) low foreign currency accumulation

(5) inspection system (Thailand also didn’t have enough experts to supervise)
Chapter 2, Bubble economy and financial crisis (Japan, Thailand)

2.1 Economic bubble 

· High economic growth rate, Non-perfect information at market

· Over-investment, 

· Auto-adjustment of economic bubble

· Business cycle

2.2 Bubble economy

· Price moves up

· Demand moves up

· Market becomes very active, transactions increase

· More and more new investment

· Low efficiency to use the funds, 

· In shortage of investment in the real economy 

· The bubble economy cannot be adjusted itself

· Financial crisis

Figure 3, bubble economy

2.3 Conditions for bubble economy

(1) General demanded (such as stock, housing)

(2) Price must be determined easily (needn't special knowledge to determine the prices)

(3) Transaction cost must be low (market of such product must be well developed)

(4) Bank can provide loan (Value of collateral must be known)
Places vunerable for Bubbly Economy

(5) Stock and housing market

(6) Big value

(7) Low transaction cost

(8) Easy to understand
2.4 Break of bubble

(1) Exhaust the financial resources, loan of the banks, over-loan, reservation rate < 8%.

(2) Cannot borrow outside (no new financial resources)

(3) Expectation changes, trade deficit, high debt, low foreign currency reservation

(4) Speculation attack may let the bubble break early.

2.5 Process of currency crisis in bubble economy

(1) high growth rate

(2) free monetary system

(3) foreign capital inflow

(4) value of local currency increase

(5) exchange rate goes up

(6) export capacity moves down

(7) foreign capital invest to real asset and stock market, over-investment

(8) price and demand of stock and housing increase, bubble economy

(9) trade deficit

(10) borrow from abroad
(11) investment increase in stock and housing market

(12) Interest rate increase

(13) over-valued domestic currency, 

(14) financial attack 

(15) local currency may devaluate

2.6 Impact of burst of bubble economy on Japan's economy 

· Japan's bubble: Housing prices increase 340% from 1985 to 1990.

· Total area in U.S.A is 9.37 million Km², total area in Japan is only 0.37 million Km², (25 times), The value of land in Japan was 15 trillion USD in 1990 which is 4 times higher than U.S.A

· Value of land in Japan was 5 times higher than GDP in 1990.

· Nillei indices increased from 7510 in 1981 to 39000 in 1989. (5.2 times)

Table C4 Nikkei indices

Table C5 Japan's GDP and Stock Market

Table C6 National Asset in Japan

· Bubble burst

· Investor loses value of their investment

· Investment decreases
· Economic depression

· Low interest rate

· Capital out-flows
· Demand decrease

· Non-performing loan increase in the banks

· Loans reduced

· Banking system has crisis

2.7 Bubble economy in Hong Kong, Taiwan 

Table C7 Taiwan's Stockmarket

Table C8 Taipei's Housing Price Indices

Table C9 Hong Kong Stock Market Index

2.8 Bubble economy in Thailand

· Growth rate: 9.3% in 1995, 5.9% in 1996; 7.89% during the period of 1980~1990.

· In 1997, foreign debt $66 billion

· Foreign currency accumulation $26.5 billion

· Foreign debt was 20 billion USD in 1992, 75 billion in 1995, 94.5 billion in 1997 (40% of GDP) 

· Short-term loan matured in July 1997 was 44.4 billion

Table C10 Thailand Bubble Economy

Table C11 Thailand Capital Inflow

Chapter 3, Government industry policy and financial crisis (Korea)

3.1 High economic growth rate in Korea

Korea had high growth rate during last decade

1971~1980: 
8.7%

1981~1990: 
9.9%

1991: 

8.7

1992: 

5.1

1993: 

5.8

1994: 

8.4

1995: 

9.0

1996: 

6.8

1997: 

5.0

1998: 

-6.7


Table C12 Korea Macroeconomic data

3.2 The process of financial crisis in Korea

(1) Government industry policy: to develop independent industry base: car industry, steel industry, chemical industry, shipbuilding industry

(2) Main banking system, government control the banks

(3) Large companies, Chaebols

Top 4 large company has 47% of foreign trade

Low interest rate loan

Dead loan

Cannot go bankruptcy, new loan

(4) High economic growth

(5) Export the industrial product to international market

(6) Lose profit in the international market

(7) Trade deficit

(8) Borrowing oversea

(9) Invest into high risk project in the South-east Asia

1n 1994, Korea enterprises go to outside, invest oversea.

1993 oversea investment 5.4 billion

1996 oversea investment 13.7 billion

(10) High debt, especially short term debt

In 1996, (debt / asset) > 49% for 30 largest companies.

Total debt > 1000 billion

Foreign debt > 140 billion

Short term loan > 40 billion

Table C13 Korea debt

(11) Lose confidant, Non-performing loan was 14.3% of all loans.

Table C14 Non-performing loan in Korea

(12) Capital outflow

Foreign currency reservation is only 22.3 billion.

In order to keep exchange rate, Korea government sale US$, foreign currency reservation reduced from 22.3 billion in June 1997 to 7.3 billion in Dec. 1997

(13) Financial crisis, devaluation of local currency

Exchange rate devaluated 54%.

Table C15, Financial crisis in Korea

Chapter 4, Two type of currency devaluation (China)

4.1 Two types of devaluation

Two types: passive and initiative.  
· A passive devaluation is one where the currency is forced down by capital flight. 
· The result of failure in the defense of the exchange rate 
· The size of initiative devaluation of exchange rate is usually less than 10% to 15%;
· The scale of passive devaluation is much larger.  In the financial crisis the Korean currency devaluated 54%, Thailand 53%, and Indonesia 84%.  
· Result of initiative devaluation is that export and profit increases
· Result of passive devaluation is that exports and imports decrease significantly, contributing to economic depression after the crisis.
4.2 Pros and cons of initiative devaluation

The devaluation of the currency can improve the competitive power for exports of this country based on two conditions: 

(1) The country can export more and obtain more market share after devaluation. 
(2) The profit from the export will be improved instead of being decreased after devaluation.
· Benefit: export increase, import decrease, increase GDP growth rate and generate more jobs
In the Great Depression, some country used devaluation as strategy of trade war.

· Cost: 

Cost of import increase, difficult to keep production if need import some parts.

Revenue of export decrease

It is difficult to pay back the loan, debt up

Value of domestic assets decrease, foreign firms may run away.

4.3 Active devaluation of the currency in China from 1980 to 1994

Table C16, The exchange rate in China

China devaluated its exchange rate from beginning of the economic reform.


Nominal change
Real change

1984: 
-17.8%

1985: 
-26.2%


-6.8%

1986: 
-17.6%


-14.3%

1990: 
-27%


-9.5%

1994: 
-49.6%


-11.2%

Three exchange rates: Official exchange rate, Negotiation exchange rate and Market exchange rate. The weight of official rate decreased, and negotiate rate increase. The real exchange rate was much less than the official exchange rate.

4.4 Three groups of export products 

According to their degree of labor intensivness there are three groups of exported products in China.

First group of export products: 27%

Animal product

Agricultural product

Shoes

Toys

China

· Competitor of first group: India, Pakistan, and Bangladesh
· Absolute comparative advantage in the international market.  
· Chinese export of shoes was 22 times that of other Asian countries in 1997.  
· Almost 85% of Christmas decorations items in the United States in 1997 were made in China 
Table C28 Labor Cost in Asian Countries
Second group of export products: 38.4%

Textile

Chemical product

Plastic product

Paper

· Competitor of second group: Thailand, Philippines, Indonesia etc.

Third group of export products: 35%

Steel products

Mechanical products

Vehicles

Electronic
Ship-building

· Competitor of third group: Korea, Taiwan, and Singapore
In addition:

· 50% of China's import are used to produce goods for the exports

· China need pay back the loan $18 billion in 1998.

4.5 Devaluate or not
After the exchange rate devaluated significantly it was impossible to increase profits for Malaysia, Thailand and Indonesia and other Asian countries.  
(1) The cost to import the material and parts increased very quickly.  
(2) After devaluation, the profit of export was very little. 
(3) The cost to pay back the loan increased
(4) It takes time to re-build the necessary foreign currency reserves
(5) Non-performing loan was very high.
Many banks could not perform well.  
Many enterprises bankrupt. 
Unemployment rate became very high. 
It requires a long period of time to let the banking system work normally. 

(6) Interest rate for banking loans increased very quickly. 
In Indonesia when the average interest rate was 62.79% in 1998.
(7) High inflation occurred in some countries
Inflation reduced the comparative advantage in exports.  
Inflation rate in Indonesia in 1997 was 6.7%, but it increased to 57.6% in 1998.  In the first half of the year in 1999, the inflation rate was 43.8%.  
After the financial crisis 
Korean exports decreased by 2.2% in 1998, 
Thailand decreased by 7.1%, 
Malaysia decreased by 7.3%, 
Indonesia decreased by 8.5%, 

Singapore decreased by 12.1%.  
In the short term, such a county has already lost the capacity to compete internationally. 

If the second group countries recover their competitive power, it may be the time to consider devaluation of currency in China.

Chapter 5 Measurement of security for financial system
5.1 Security of a country's financial system 
FR + NL + NX > KO + FD

FR stands for foreign currency reservation, 
NL for new loans and capital inflow, 
NX for current account surplus or net export, 
FD for short-term foreign debt, 

KO stands for capital outflow. 
The left part: all funding the country could use to stabilize the foreign exchange system.
The right part: stands for the pressure on the banking system. 
Without currency convertibility, the capital outflow will be determined by the possibility for the residents to get foreign exchange.  
With convertible currency, if the residents have lost confidence, then a large amount of currency will flight away the country.  This is an amplified effect of foreign speculation shock. 
KO = ( SD

SD: the maximum amount of local currency the international speculator can get,

(:  an amplified coefficient 
( is determined by the structure of financial system and by the confidence of the resident 
5.2 Foreign Currency Reservation and Surplus on Current Account (FR+NX)
Table C16 Foreign currency reservation and trade in China
5.3 Debt Structure and Foreign Debt (FD)
Table C18 China's debt
Table C19 Foreign debt and their structure in China
Table C20 Foreign Debts in Asian Countries
Table C21 Foreign Debts and Risk Index
Table C22 Foreign Debt Structure in Asian Countries
Table C23 Time Structure of China's Foreign Debt
5.4 Capital Inflow (NL)

Second only to the United States, China continues to get the most foreign direct investment (FDI) in the world since 1993.  China's foreign direct investment surpasses U.S in 2002.

Table A17, Foreign Direct Investment

Table C24 Foreign Capital Inflow in China
Major reasons for FDI in China:

(1) Potential domestic market in China is so large, this introduced a great deal of capital inflow to China.

(2) High interest rate.  From 1993 to 1995, China continuously increased interest rates four times over.  For example, interest rates for the one-year fixed-term deposit increased from 7.56% to 12.06%.  This is significantly higher than the interest rates for most countries.  
The foreign capital inflow comes into China through following ways:

(1) joint venture borrow money abroad and exchange for RMB 
(2) the domestic enterprises also borrow foreign loan and receive RMB  

(3) some money belonging to the capital account was conversing to RMB under the name of the current account 

(4) Some foreign enterprises send money to China using person’s name and get RMB.

5.5 Capital Outflow (KO)

The major way for capital outflow is as follows:  

(1) Under the name of joint venture between the SOE and foreign partners, a lot of money is mailed to foreign countries. Corruption.
(2) Some Chinese companies get the foreign currency from the trade, and deposit it into the foreign bank instead of sending it back to China.  

(3) Some funds, such as corruption income of government officials and revenue of smuggling, is mailed out through illegal channels to foreign country's under non-trade form.  

(4) Some SOE cheats and claim that they import some foreign products. After they get foreign exchange from China’s bank, they send it out and deposit it into their personal account. According to a report on China' s Customs, around 42% of custom claim forms in 1998 have exaggerated the amount paid for import activity.

(5) Some enterprises ask for foreign exchange to pay back the foreign debt earlier than the deadline.  After they get the foreign exchange they do not pay back the loan and instantly send the fund out and transfer it to another account.  

(6) Some international short-term capital is mixed with the trade and current account; also some SOE use the long-term bank credit to send the money abroad.

5.6 Foreign Speculative Demands (SD)
There are four major channels to get RMB:

(1) Borrowing from the bank is the major channel for the international speculator to obtain local currency.  
· They cannot directly handle RMB business, nor borrow RMB from the Chinese banks and neither can they buy/sell future RMB.  
(2)  The profit of foreign owned enterprises is another resource for foreigners to have RMB.  According to the current regulation, the foreign enterprises in China can only convert part of their profit to U.S. dollars, and still need to have quite a large amount of this profit reinvested into China using RMB.  
· Until the end of 1998, the total amount of investment of foreign owned enterprises was around $170 billion U.S.  
· Suppose we place the profit rate at 12% then the total annual profit will be around $20 billion U.S.   
· Suppose 50% is used for reinvestment, then the remaining which is around $10 billion U.S. becomes the short-term capital.  
· Plus there already exists around $30 billion U.S. working capital so the short-term capital in terms of RMB is in total around $40 billion U.S.  
· We predict that only 50% of the short-term capital could be affected by the international speculators.  
· Total amount of the capital at this point is around $20 billion U.S.  
(3) RMB is circulating in Hong Kong and Macao. 
· And it has been estimated to be around 30 billion RMB which is equal to $4 billion U.S.  
(4) The foreigner can only have B share of the Chinese stock, and the B share is only $2.5 billion U.S. 

· Foreign banks cannot obtain shares of stocks in the financial system. 
· Maximum amount of RMB they could obtain would be no more than $30 billion U.S. 
5.7 Amplifying Effect of External Shock (()
RMB is non-convertible currency. The amplifying effect is one.

The size of the coefficient is around 5 to 10 times. 
5.8 Degree of Security of China’s Financial System
We can use an indicator γ to measure the security of the system.
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FR: foreign reservation

NX: net export or current account

NL: new loan

FD: short term foreign debt

SD: speculates demand
(: Amplifying effect of exchange shock

· If ( is larger than 1, the ability of the country to resist the financial crisis is higher than the impact caused by international speculators, therefore the financial system of the country is secure. 
· According to the Chinese data of 1998, at the numerator the FD is $145 U.S. billion, the NX is $43.6 billion, the NL is -$6.3 billion, the total is $182.3 billion.
· At 1998: FR = 145, NX = 43.6, NL = -6.3, FD = 17.3, SD = 30.

· The maximum shock could be $47.3 billion.  
· ( = 1, ( = 3.85

· The capacity of the Chinese central bank to maintain the stability of the current exchange rate is much higher than the shock in the worst case.  
· At 2002, FR = 202, NX = 55, NL = 5.8, FD = 18, 

After accession of WTO, ( increases from 1 to 10?

SD increases from 30 to X

If ( = 1, 

18 + 10 X = (202+ 55+ 5.8) = 262.8

If ( = 10, X = 24.48

If ( = 5, X = 50

· After accession of WTO, RMB will become a convertible currency, ( will increase, then the stability of RMB decreases.

5.9 Why did China's financial system quite stable?

(1) RMB is non-convertible currency, the foreign speculator has no enough RMB

· Foreign bank and companies cannot do business in RMB, cannot borrow RMB between banks

· Foreign bank and company have very little stock share in Chinese banking system, cannot sale their stock share to get RMB

· They cannot get huge amount of RMB

· Inspection to few foreign companies was easy

(2) No money supply shock inside China. 

· Saving rate was 38%

Table C25, China's saving and investment

· Inflation rate was 6% in 1996 and continuously decreased, 3.5% in 1997, 1.5% in 2002

· Total asset of banks increased due to deposit > loan, 

(3) High foreign currency reservation

· 1997: 
121 billion

· 1998: 
140 billion

· 2002: 
280 billion

Table C16 Foreign Currency Reservation in China

(4) External environment
U.S does not support devaluation of RMB because of high trade deficit 

(5) Foreign investment

· Capital inflow

· FDI increased from 30 billion in 1996 to 53 billion in 2002

· 85% of foreign investment go to manufacturing, and it is not easy to withdraw investment from construction projects.

Table C24 Foreign Capital Inflow in China

(6) Capital account surplus: 

· Current account: 7.24 billion

· 39.9 billion in 1996, among the capital account, long-term 41.5, short-term -1.58.

Table C27 International Trade of Asian Countries

5.10 Financial security indicators


There are indicators we usually use to measure a country’s financial security:

(1) Foreign currency accumulation / short term debt

International warning points: 80%

Malaysia: 186%

Korea: 147%

Thailand: 109%

China: 617%

In 1997.6, foreign debt was 118.6 billion USD

Long-term and middle term 88.5% short term 11.5%

(2) Supporting time for import by foreign currency accumulation

International standard: 3~4 mouths

China: 7 mouths in 1997. 11 mouths in 2002.

(3) Foreign debt / GDP

International standard: 50%

China: 15.5%

Deficit of current account /GDP

International warning point: 0~5%

Mexico: 7.8%

Malaysia: 9.7%

Thailand: 7.7%

China -2.5%

(4) Growth rate of foreign currency accumulation / growth rate of GDP

In Mexico -28% (1990~1995)

Indonesia, Malaysia, Philippines, Korea, Thailand 30~120%,

China: 200%

(5) (Foreign Direct Investment + Deficit of current Account) / GDP

International warning ratio: -2.5%

Mexico: -5.6%

Thailand, Malaysia, Philippines, Korea < 0

China: 5.7%

(6) Deficit in current account to GDP
It should be controlled between 0-5%.  
When Mexico experienced the financial crisis the trade deficit was 7.8% of GDP.  The ratio was 9.7% in Malaysia and 7.7% in Thailand.  There is no current account deficit in China and this ratio is negative 2.9%.  

Chapter 6 Financial reform and economic recovery

6.1 Management of Bank

(1) Liquidity: reserve / total asset

Banks are required to hold reserves as a fraction of their deposit in order to maintain the liquidity.

Central bank usually controls the money supply using the reservation rate.

(2) Profitability: 

ROA = After-tax profit / total asset

ROE = After-tax profit / total equity

(3) Solvency

Balance sheet of Bank A

Asset



Liability

Reserve 
100


Deposit

800

Loan
900


Equity 

200

Total 
1000




1000

Balance sheet of Bank B

Asset



Liability

Reserve 
100


Deposit

900

Loan
900


Equity 

100

Total 
1000




1000

If NPL = 150, than Bank A Loan becomes 750, Equity becomes 50, Bank A still works, but Bank B Loan becomes 750, Equity becomes -50. Bank B may bankrupt.

If after-tax profits are the same, 10, then

ROA (Bank A) = ROA (Bank B)

ROE (Bank A) = 0.05, ROE (Bank B) = 0.10

6.2 Challenge to the state owned banks after accession of WTO

(1) If top 5% customers shift from SOB to foreign banks, then, SOB may lose profit

Top 20% of customer provide 80% of profit

(2) If some of customer withdraw from SOB, total deposit may less than loan. If total asset of SOB decrease, the people may lose confident because of high rate of non-performing loan

(3) human resource crisis

Difficulty to reform 

(4) market competition, weak SOB efficiency

Monopolist power of SOB

6.3 Why did performance of SOB so poor?

· The bureaucratic system

· Monopolists power -- low efficiency

· Ownership reform, Principle and Agent

· The incentive mechanism: wage reform and profit rate

· How to stop giving loan to State Owned Enterprises?

· Government intervention
· Too big to failure

· Moral hazard

· Symptomatology

Table C34 Profit rate f Banks

6.4 How can we recover Asian Economies?

· Two non-performing loan in Japan and China

· Japan's non-performing loan -- bubble economy, NPL > 1200~1500 billion USD

· China's non-performing loan -- state owned enterprises, NPL > 400 billion USD, 24% of total banking asset

Table C29 International Stock Market

Table C30 Non-performing loan in Asia

· Table C31 Balance sheet of China's commercial banks 

· The shock of NPL is different between Japan and China.

· How to let large banks go bankrupt?

· Supervision system against speculation

· Tobin's tax

6.5 How can we recover Asian Economies?

· Protect the stability of financial system

· Fair market competition, non-free financial market in the world

· Supervision system for international financial market

� EMBED Equation.3  ���
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