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Financial Globalization: Crises 
 

1.  Quick crisis definitions 
2.  The Latin American debt crisis 
3.  The European Monetary System crisis 
4.  The East-Asian crisis 



Crisis definition 

•  Inflation rate crisis: threshold of 20% per annum. 

•  Currency crash: annual devaluation exceeding 15%. 

•  Banking crisis: bank runs that lead to the closure, 
merging or takeover of one or more financial 
institutions; no run, but closure, merging, takeover or 
large government assistance of an important financial 
institution.  

•  External debt crisis: failure to meet a principal or 
interest payment on a due date.  

Reinhart and Rogoff, 2010 



The History of Crises is Shocking/Fascinating 
Story of John Law and the Mississippi Bubble: 
https://www.youtube.com/watch?v=P7ZEZR3PvZU  





The Latin American Debt Crisis, 
1982-83 



What happened? 

•  In August 1982 Mexico declared it was unable to meet 
its debt obligations and unilaterally announced a 
moratorium of 90 days.  

•  This was the eruption of the debt crisis. 

•  Within a year other Latin American countries among 
which Argentina, Brazil and Venezuela were 
rescheduling their debt. 



The context (1) 
•  Latin America participated in the process of financial 

globalization from the start and many countries were 
recipient of capital in the ‘70s. 

•  First oil price shock (OPEC 1973) led to trade deficits in oil 
importing nations that needed to be financed. 

  

•  Oil shocks generated large surpluses in oil exporting 
countries that supplied large liquidity in the eurodollar 
market. 

•  Real interest rates were negative in most developed 
countries due to very high-inflation. 

•  Search for yields increased capital flows to Latin America. 



The context (2) 

•  High growth helped by favorable commodity prices. 

•  Experiments in the Southern Cone: liberalization of 
capital and current account combined with pre-set 
exchange rates and no-monetary autonomy (trilemma). 

•  Most debt issued in foreign currency and indexed to 
LIBOR (original sin). 

•  High increase in US interest rates with Volcker in order 
to curb inflation. 



The Volcker effect 



External debt accumulation 



Overview of Crisis 
•  Neither budget deficits nor government guarantees for 

bank deposits – potential sources of moral hazard – 
played significant roles in the crises.  
•  Both were present in Argentina but Chile had a surplus 

and bank deposit guarantee had been abolished. 
•  Capital inflows caused endogenous cyclical 

dynamics. 
•  The crises gave rise to the sequencing literature which 

argues that financial liberalisation after: 
•  The economy is stabilised. 
•  Was open to international trade. 
•  Robust financial and regulatory system.   



The endogenous cyclical dynamics (1) 

The upward side of the cycle 
 

•  Launch of reforming programs (i.e. exchange rate 
stabilization policy, liberalization etc.) and the 
availability of cheap international generate high capital 
inflows. 

•  Capital inflows lead to an initial build-up of reserves, 
high money and credit growth.  

•  Capital flows large relative to local financial system and 
capital markets (range of local assets limited). 

Frenkel, 2003, in particular pages 44-45.  



The endogenous cyclical dynamics (2) 
 

•  Bubble is inflated in real and financial assets (land, real 
estates and shares). Strong incentive to take positions 
in local assets financed by borrowing USD.  

•  All this happens in a context where financial systems 
previously administrated few resources and authorities 
well equipped to supervise a system so rapidly growing. 

•  Capital inflows have also an income effect and they 
generate an increase in aggregate consumption 
demand. 



The endogenous cyclical dynamics (3) 
 

•  In this expansionary phase the real exchange rate 
appreciates because 1) local inflation (asset prices) is 
higher than international inflation and 2) the pressure of 
rapidly expanding demand on non-tradables. 

•  So, currency appreciation, trade liberalization, and 
growth in domestic demand cause imports to rise 
rapidly and the trade deficit to widen. 



The endogenous cyclical dynamics (4) 
The downward side of the cycle 
 

•  The C/A deficit tends to grow, slowly at first (just the 
trade balance side) and then more quickly as external 
debt mounts and the stock of foreign capital invested in 
the economy grows (net income from abroad)    

               Remember:   

•  Current account deficit rises steadily while capital flows 
can change abruptly. 

•  At some point current account deficit is larger than 
capital inflows. Hence, reserves start declining resulting 
in a money and credit crunch. 



The endogenous cyclical dynamics (5) 
Interest rate dynamics during the cycle: 
 

•  In the first phase the credibility of the exchange rate 
policy is high, arbitrage between local and foreign 
assets drives the interest rate down. 

•  Low interest rates contribute to real and financial 
expansion. 

•  In these circumstances financial fragility increases. 

•  In the second phase interest rate rises (because of 
higher devaluation or default risk) and episodes of 
illiquidity and insolvency begin to appear (isolated and 
then systemic crisis). 



General lessons (useful also for the euro-crisis) 
1.  What you spend capital inflows on matters 

Ø  borrowing needs to go to high return investments to avoid 
trouble) 

2.  It takes two to tango. Managing excessive liquidity is key 
Ø  German, French, British banks found it irresistible to lend to 

Southern Europe and Ireland.  

3.  A quick and resolute restructuring mitigating harsh austerity 
and adjustment is important to avoid a lost decade 
Ø  Debt restructuring necessary to avoid a lost decade.  

Eichengreen, 2010 



The European Monetary System 
Crisis, 1992-93. 



Crisis overview 

•  September 1992, lira and sterling driven out of the 
Exchange Rate Mechanism of the European Monetary 
System. 

•  Peseta, Escudo and Krona out in November 1992. 

•  Early 1993, Spain, Portugal and Ireland devalued after 
speculative pressures. 

•  France went under strong pressure in summer 1993. 



Evolution of EU Exchange Rate Regimes 



Europe was obviously different 

•  More diversified and less volatile economy. 

•  Deeper financial markets. 

•  Governments and firms can borrow long-term in their 
own currencies. 

•  Commitment to political integration and monetary 
cooperation. 



…but very similar debate to emerging market 
crisis. 

•  Did the crisis occurs because of fundamentals or 
destabilizing shifts in investor sentiment? 

•  Was it due to an external shock or was is it an 
imbalanced system? 

•  What role did capital account liberalization play?  



The context of the crisis 
•  Strong historical commitment of Europe to exchange 

rate stability. 

•  Integral element to economic integration to avoid 
disruptive exchange rate volatility. 

•  EMS, a multilateral parity grid started in 1979 as a 
response to the collapse of the Bretton-Woods system. 

•  Single market agreement in 1986 to create a single 
capital market by removing capital controls. 

•  EMS had narrow bands, realignment problematic with 
no capital controls (no adjustments between 1987-92).  



Global context 

•  Growth of international financial transactions. 

•  Deregulation of financial markets. 

•  Surge of bank lending. 

•  Growth of financial institutions with no long-term 
relationship with governments. 

 

•  German unification (strong domestic demand fueled by 
deficit spending and high IR’s to curb inflation). 

•  Collapse of Soviet Union (crisis started in Finland, an 
ECU pegger). 



The EMS-EMU link (1) 

•  Key point: commitment to exchange rate stability. 

•  Strong link between the EMS and the European 
Monetary Union project (Delors Report and Maastricht 
Treaty). 

•  The Treaty (negotiated in 1991) made no devaluations 
within EMS a pre-condition for qualifying for EMU.  



The EMS-EMU link (2) 
•  June 1992: Denmark referendum rejected the Treaty the 

creation of the monetary union was at risk. 

•  If the monetary union is less certain countries might not 
be willing to defend the peg (which is costly). 

•  France referendum scheduled on September 20th was 
uncertain and key. 

•  Finland, affected by crisis after USSR collapse, 
abandoned the peg on September 8th devaluing by 15%. 

•  After 5 years of no realignments markets reckoned that 
rate pegs were fragile and that gains could be huge. 



Why defending the peg is costly? 

•  The countries under attack (Italy, UK, Spain, Sweden 
etc.) were hitting the lower bound of the peg and were 
expected to devalue. 

•  In order to avoid devaluation those countries had to 
raise interest rates: costly given the high level of 
unemployment and economic performance and also in 
case of high debt levels (i.e. Italy). 

•  Also selling reserves was needed and that was costly 
too. 



What happened? (1) 

•  After having raised the short term interest rate to 30% 
and almost exhausted reserves, Italy devalued the 
exchange rate and exited the ERM (September 13th). 

•  After raising lending rate to 12% and promised to go up 
by an extra 3%, the Bank of England had to devalue 
the pound and exited the ERM (September 15th ). 

•  France lost $32 billions to defend the franc in the week 
of September 23rd, but it defended the peg. 



•  After loosing $26 billions in reserves and raising 
overnight rates to triple digits (peaking at 500%) 
Sweden also abandoned the peg (November 19th). 

•  Spain and Portugal devalued after 3 days too. 

•  Norway abandoned the ECU peg on December 10th 

•  Ireland devalued by 10% on January 30th 1993. 

•  Spain devalued again on May 13th 

•  France came under pressure again in the summer 
losing another $32bn, the band of the full ERM were 
widened to 15%. 

 

What happened? (2) 



Why did all this happen? (1) 

•  High inflows of capital into higher-yielding ERM 
currencies between 1987-1991 – so called 
‘convergence play’. (i.e. Spain and Italy tripled inflows 
between 86-88 and 89-91).  
Ø  http://www.independent.co.uk/news/business/comment-convergence-play-leaves-britain-out-in-the-

cold-1352004.html  

•  Success of exchange rate stabilisation programs 
played big role in driving higher capital flows. 

•  The Maastricht process made investors believe that 
countries would strengthen anti-inflationary policies and 
keep exchange rate parities. 



Why did all this happen? (2) 
•  If confidence were to be disturbed, flows would revert 

direction. This happened with the Danish referendum. 

•  Countries in the zone of vulnerability would lack the 
economic and political capacity to adjust and keep the 
peg. 

•  Vulnerability was determined by: substantial current 
account deficit, high unemployment rates, large public 
debts and weak bank system. 

•  A devalued US dollar and the increase in Bundesbank’s 
interest rate aggravated this strain.  



Underlying Factors in the EMS Crisis 
1.  Current A/C 

•  Exchange rate stabilisation aggravates competitiveness problems as it 
takes time for inflation to fall (be imported). 

•  Fall is US IR’s made EMS countries more vulnerable (opposite to Latin 
American Debt Crisis). 

2.  Capital A/C 
•  IMF estimated ‘convergence plays’ as high as $300bn and firms funded 

themselves with DM and Guilders. Loss of confidence reversed trends. 
•  Multiple equilibria: higher interest rates to defend peg hurt domestic 

economy and increased debt for some countries. 

3.  Major Issue  
Ø  Unsustainability of fixed currency pegs within the context of struggling 

economies and pressure to improve economic conditions for citizens. 
Ø  Market perceptions altered by Danish vote.   



Ominously European cooperation could not solve crisis?  

Bath ECOFIN meeting in September 1992 went badly wrong.  
•  Germany refused to reduce IR’s (obsessed with inflation). 
•  France, UK and Spain, fearing association with Italy, avoided all 

discussion of a general realignment of ERM currencies. 
Cooperative Counterfactual 
•  Reduction in German IR’s and general realignment could have managed inflation 

pressures for Germany.  
Challenges of Cooperation 
•  John Major noted subsequently that Bundesbank President was willing to make 

the trade but the French refused to have the Franc devalued (i.e. not considered 
equal to the DM). 

•  Ireland, Spain, Portugal reluctant to devalue as this would undermine anti-
inflationary objectives. 

•  In many cases it was the boards of the Central Banks that had ultimate authority 
to make decisions not president or Minister of Finance.   

 



The East-Asian Crisis, 1997-98 



Crisis Overview 

•  First symptom: Collapse of the Bangkok Bank of 
Commerce in mid-1996. 
•  Bangkok was full of cranes working on investments of 

dubious quality.  
•  1997: Drop in real estate and stock markets (previously 

sustained by capital inflows) led to the emergence of 
losses and defaults across the region.  

•  The lack of commitment to structural reforms weakened 
confidence further.  

•  Summer 1997: Rapid reversals of capital flows led to 
the collapse of regional currencies and investor panic.  



What happened? 
Asian Exchange Rates, 1995-2000 (units per US Dollar) 



What happened? 
Indonesian ER, 1995-2000 (units per US Dollar) 



The context 
•  They opened the capital account and liberalized the 

financial system in the early ‘90s. 

•  The exchange rate was fixed to the US dollar. 

•  Appreciation of the US dollar in the second half of the ‘90s. 

•  Japan in stagnation with very low interest rates. 

•  China gaining significant market share of export market.  

•  Terms of trade deterioration in some key sector like semi-
conductors. 



Competing Explanations 

1.  Sudden shifts in market expectations and confidence 
•  Depth of 1997-98 crisis should not be attributed to 

fundamentals, instead panic on the part of domestic and 
international investors. 

2.  Fundamental imbalances triggered the currency and 
financial crisis. 
•  Even if once it started market over-reaction played a 

role. 



Suspect Capitalism 
Problematic structure of incentives due to regulatory inadequacies and close links 
between public and private sector. 
Three types of moral hazard 
•  Corporate level: Political need for high growth > long tradition of public guarantees to 

private projects (under G control, subsidised, or supportive loans) - businesses overlooked 
costs and riskiness of investment projects.  

•  Financial Level: Weak regulation  
•  Low capital adequacy ratios 
•  Lack of incentive compatible deposit insurance schemes 
•  Insufficient regulatory institutions 
•  Distorted incentives for project selection and monitoring 
•  Outright corrupt lending practice 
•  Non-market criteria of credit allocation 
•  Relationship banking 

•  International Level: International banks lent to local institutions without sound risk 
assessment – assumption of government guarantees or eventually IMF support.  

 
These distortions magnified by the rapid process of capital account liberalisation and financial 
market deregulation in 1990s and easy money from abroad.  
•  Large portion of debt was short term, unhedged, foreign currency debt.  
•  By 1996 short term liabilities in total liabilities was over 50% for the region.     



Strong capital inflows  

•  Literature: Potential role of C/A deficits as a source of disruptive 
tension.  

•  Summers: C/A deficit over 5% of GDP a concern. 
•  Evidence that crisis may be related to competitiveness problems.   



Was that sustainable? 

Trade balance needed to sustain foreign debt % of GDP 

•  Assessing sustainability of C/A deficits is tricky.  
•  Country can run large C/A deficits and remain solvent, as long as 

it can generate future trade surpluses. 
•  Trade balance adjustments required to stabilse (foreign debt to 

GDP ratio at the 1996 value) give indication of adjustment 
required.  



Was that sustainable? 



High growth rates make C/A deficit look sustainable 
but can growth make an economy more vulnerable?  
•  High growth can generate overly-optimistic beliefs that the expansion 

will persist in the future. 

•  This drives consumption and investment boom. 

•  Large capital inflows make it easy to finance such increase in demand. 

•  Any shock to this expectation can cause a rapid reversal in capital flows 
and trigger a currency crash. 

•  East-Asian growth was driven mainly by growth in availability of inputs, 
not TFP; so such growth not sustainable in the long run.  



Impressive investment rates 



Saving or investment constrained? 

Conventional conclusion: if capital flows finance 
investments rather than consumption this is sustainable. 
 

Implicit assumption: 
 

•  Return on investment at least as high as cost of 
borrowing. 

•  Investment enhances the productive capacity of the 
tradable sector; so it increases the capacity of a country 
to repay external debt obligations through trade 
surplus. 



Were good projects financed? 
•  Measure of profitability/overall efficiency of investment projects: 

ICOR – ‘incremental capital output ratio’ defined as 1 divided 
by the marginal product of capital.  

•  ICOR increased sharply in the 1993-1996 period – suggesting 
efficiency of investments was falling.  

•  Exceptions were Philippines and Indonesia.  



Crisis in Korea was 
triggered by a 

series of 
bankruptcies of 

large highly 
indebted 

conglomerates.  



Over investment in property 
•  Speculative overinvestment in land and real estate. 
•  Evidence from property sector stock prices for Thailand 

(1991-1993), Malaysia (1992-1993), Indonesia 
(1992-1993) and Taiwan (1992-1993). 
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Strong increase in lending 



Banks were borrowing from abroad… 

BIS = Bank of International Settlements  

•  Evidence suggest a serious mismatch between foreign 
liabilities and foreign assets of Asian Banks and non-bank 
firms.  

•  Domestic banks borrowed from abroad and lent locally.  



…and they were borrowing a lot short-term 



Fragile system given the level of reserves 



A supporting role for the real exchange rate… 

•  Most analyses of crises emphasise the important role of 
the real exchange rate appreciation and associated 
loss of competitiveness. 

•  Most currencies that crashed in 1997 had experienced 
a real appreciation.  
•  Strengthening of US dollar and pegged currencies. 
•  Korea and Taiwan experienced real depreciations due to 

more flexible ER regimes.  



Current account imbalance not a result of public sector 
deficits 
•  Cost of financial sector restructuring and guarantees to 

corporate sector: implicit fiscal liability not accounted for in 
measures of government deficits.  



Problems of the financial side of the crisis 

Recap: Strong moral hazard issues: 

•  At the corporate level, long tradition of public 
guarantees to private projects to deliver strong growth. 

•  Financial intermediaries channeled funds towards poor 
projects in a context of relationship banking. 

•  International banks were lending large amount of 
money neglecting sound risk assessment.  



Asset and liability mismatch was key 

•  Financial intermediaries borrowed short term in foreign 
currency. 

•  They were then lending long-term in local currency. 

•  This made all the system very vulnerable to exchange 
rate devaluation and increase in interest rates. 



Returning to Types of Crises 
•  Inflation rate crisis: Weimer Republic, 1970s Latin 

America, Zimbabwe. 
•  Currency crashes: EMS Crisis, East Asian Crisis, Brazil/

Argentina 2002.  
•  Banking crisis (bubbles): East Asian Crisis, Great 

Recession, Euro Crisis, Argentina 2001.  
•  External debt crisis: Latin American Debt Crisis (1980s), 

Euro Crisis, Russia/Ukraine 1998. 

Ø  Often they are caused by underlying fundamentals. 
Ø  Often the involve unsustainable government policy. 
Ø  Often they involve a sudden stop in finances from abroad, 

made more dramatic by financial integration.  

See Reinhart and Rogoff, 2010 for more.  



Source: 
Gourinchas and 
Obstfeld (2011) 



Crises happen because macro policy is hard (multiple 
equilibria, dynamic flows, politics) 
Don’t assume “this time is different” and overinvest in one 
location/asset type. Four examples:  
1.  Build-up to emerging market defaults of 1930s 

•  Never again a WW, greater political stability, strong global 
growth (roaring 20s), debt burdens are low. 

Ø  1929 stock market crash, austerity, deflation pushed IR up – 
largest wave of defaults in history.  

2.  Debt Crisis of 1980s 
•  Commodity prices strong, IR low, petro-dollars used for high 

return infrastructure, improved banking monitoring skills.  
Ø  Higher interest rates, decline in commodity process (70%+), 

defaults in Mexico, Argentina, Brazil, Nigeria, the Philippines 
and Turkey.  



3.  East Asian Debt Crisis 
•  Conservative fiscal policy, stable exchange rates, high growth 

and savings, no history of financial crises.  
Ø  Rising dollar with currency pegs, poor regulation, low-quality 

investments, reversal of capital flows, significant depreciations 
and abandonment of ER regimes, bankruptcies. 

4.  US Great Recession 
•  Globalisation is great, technology boom, superior financial 

system, better understanding of monetary policy.  
Ø  House prices doubled, equities soared, record borrowing from 

abroad, bank collapses, financial and corporate sector 
bailouts, retrenchment of consumer spending power.  


