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A PRIMER ON EMERGING MARKET CRISES

Rudi Dornbusch
Massachusetts Indtitute of Technology

Over the past 20 years there has been an outpouring of emerging market crises and avast
accumulation of commentary -- descriptive, theoretical and applied-- highlighting the
origins and mechanics of each crissand of crisesin generd. And thereis plenty of
andysis on how to ded with crises both in terms of prevention and of cures. Isit possble
now to didtill from al thisasmple set of propositions that summarize the experience and
capture the chief lessons?

This paper atempts to set out afew propositions that summarize what is known and
accepted. Theinterest in doing S0 isto promote a set of presumptions about what is
unsound practice with a presumption thet it cannot fail to engender, intime, acriss.
Moreover, crises are not just financid experiences but rather involve large and lasting
socid costs and important redigtribution of income and wedlth. That makesit especidly
important to secure agreement on what congtitutes bad practice and identify areas of
continuing controversy.

|. Sow vs. Fast, Bad Regimes vs. Big Collapses

A useful digtinction can be drawn between old-style or dow motion crises focussing on
the financing of the current account in afinancidly repressed economy and the new-gtyle
ba ance sheet crises of afinancidly opened economy. The digtinction is not only useful in
highlighting what is new but aso to have policy makers understand the great speed of
new-style crises and their devastating cost compared to earlier experiences.

Old-style crisesinvolve acycle of overspending and red appreciation that worsens
increasingly the current account; while resources are ample and before real appreciation
bites into growth the processis politicaly popular. In time resources become more
limited and unpleasant options such as demand restraint and trade redtrictions have to be
mounted but they cannot lagt. Ultimately devauation comes and the process Sarts al
over again. The "dabilization” may ladt if thereislittle accommodation; but if money is
passive and the increased externa room is used for quick expansion the processis more
nearly aregime of an inflation-devauation spird.



Exchange rate adjustments in an old- style setting have very little of a crisis agpect.
Richard Cooper has noted that it normaly or invariably involves the fal of the finance
minister but not much more. The centra issue, as Diaz Algandro (1966) noted, isthefdl
of the redl wage and the politics around it.> Because finance is repressed, the build up of
sengitive balance sheetsiis ruled out.

Example: One of the few old-gyle stuaionstill in play is Egypt; occasondly awiddy
anticipated moderate deva uation happen to relieve trickling reserve losses from current
account imbalances and suitcase capita flight.

An important part of the story, obscuring its smplicity, isthe occasiond arriva of

externa resources (new access to the world capita market, the World Bank, etc) which
givesroom for better growth without the early arrival of the external condraint. But these
resources more often than not are debt and hence have in itself an adverse effect on the
current account. Accordingly, unlessthere is Sgnificant productivity growth, trend redl
wages will have to declinein order to generate debt service. Alterndively, new resources
or debt reduction must make room for keeping up rea wages.

A new-style crisis involves doubt about credit worthiness of the balance sheet of a
sgnificant part of the economy --private or public-- and the exchangerate. It may
originate with questions about either the balance sheet or the exchange rate, but when
thereis a question about one, the implied capitd flight makes it immediately a question
about both. In no time capita flight wipes out reserves and precipitates a currency
collgpse. That processis only brought to an end by aresolution of the credit issues and
the commitment of monetary policy. Externd intervention has high leverage in resolving
credit and credibility issues.

The capita account plays akey rolein the run-up to the criss and inits unfolding. There
istoo much credit on the way in and far too little once the crigis hits. The bankers adage
is"its not speed that kills, it's the sudden stop”. Frank Taussig (1928) captured the point
when he wrote :

"The loans from creditor countries.. begin with a moderate amount, then increase and
proceed crescendo. They are likely to be made in exceptionally large amounts toward the
culminating stage of a period of activity and speculative upswing, and during that stage
become larger from month to month so long as the upswing continues. With the advent of
crises, they are at once drawn down sharply, even case entirely.”

The central part of the new-style crigsis the focus on balance sheets and capitdl flight.
Bdance sheet issues are, of course, fundamentdly linked to mismatches; even if there
were solvency they dill creste vulnerability rdlated to liquidity problems. Exchange rate

! Diaz Alejandro (1984) , writing about the debt crisis of the early 1980s, keenly appreciated that finance
had now become the key actor and aptly signaled this with the catchy title "We are not in Kansas
anymore..". He would have needed yet another title to characterize the extraordinary increase in size and
speed of the finance factor in recent crises.



depreciation, in amismatch stuation, works in an ungtable fashion to increase the
prospect of insolvency and hence the urgency of capitd flight.

Because new-style crises involve the nationa baance sheet they involve afar more
dramatic impact on economic activity than mere current account disturbances; this far
larger impact arises both in terms of magnitude of the financia shock aswell as
disorganization effects semming from illiquidity or bankruptcy. 2

I1. Vulnerabilities

There are three centrd sources of vulnerability: a substantidly misdigned exchange rate,
or balance sheet problems. Trouble inb the balance sheet can come in one of twoi ways:
exiging big holes in the form of nonperforming loans or el se exposure. Nonperforming
loans or vulnerable loans, not quite gone yet., spesk for themsalves except to note
immediately that they limit the room for higher interest rates and hnce are amagor
problem for an interest rate defense. The other problem is exposure in the form of
mismatches. In anationa baance sheet there can be two kind of mismatches: maturity
mismeatches leading to liquidity issues and currency mismatches. In aStuation where the
willingness to hold assets on current terms isimpaired, these misaignments or
mismatches become explosive. The willingness to hold assets can be impaired either
because there s a question about the exchange rate or about the willingness and ability of
debtors to mest their ligbilities.

The exchange rate can be the garting point of acrisswhenit is patently out of line. This
istypicaly the case in exchange rate-based disnflation programs which succeed in
bringing down inflation but do so at the cost of a significant real gppreciation. The
resulting widening of the current account deficit and the disgppearance of growth, from
appreciation and as aresult of increased interest rates required to attract continued
financing, make it obvious that the program cannot last because it is not sdf correcting.
At some point, see below for detail, a speculative attack occurs which cannot be met by
yet high rates or reserve depletion. At that point currency depreciation interacts with
bal ance sheet issues. The worse the balance sheets, the bigger the collapse.

Theinitid large red gppreciation of an exchange rate is often justified by the argument
that it reflects restructuring-induced dramétic rates of productivity growth generating
Baassa- Samued son kind inflation. The argument is invariably suspect because it should
not affect manufacturing price-based competitiveness measures and it isless likely to be
the case in an environment where unemployment is high and risng and the current
account is deteriorating.

What are sustainable rates of red appreciation or of current account deficits and what
invites a criss? Because of such issues as lagting improvements in capita market access,

2 Disorganization effects are developed in Blanchard and Kremer (1997) to help understand the output
collapse in transition economies but have not been applied in the setting of emerging market crises where
they are as useful a guide to grasping dramatic output adjustments.



persstent terms of trade improvements and productivity growth, emerging economies can
experience trend real gppreciation; they certainly can expect to finance on an ongoing
basis some deficit/GDP ratio. It is safe to say, however, that arapid -- say over 2 or 3
years-- red gppreciation amounting to 25 percent and more and an increase in the current
account deficit to exceed 4 percent of GDP, without prospect of correction, take a country
into the red zone.

Example: Mexico with its recurrent end of sexennio currency collgpsesis an example
where the exchange rate and the current account are in the foreground and where concern
about the possibility of adevauation (or the fact of a smal devauation) triggers massive
capitd flight. Because devauation is postponed by shortening and dollarizing debt (the
Tesobonos issue, see below) the balance sheet issues triggered by the currency
depreciation are huge..

Condder next a baance sheet with substantia nonperforming loans. If interest rates are
lowered, the currency comes under attack. If interest rates are raised, the loan portfolio
goes even further under water. Thisisacommon sStuation leading up to acrigs.

Example: Thailand and Maaysain 1997 had subgtantial nonperforming loans; in
Thailand they were in redl estate and consumer finance, in Maaysa they included stock
market loans that had financed a market boom. Protracted unwillingnessto raise
mandated lending rates brought about a"carry trade", the currency under pressure,
crested an offshore market and ultimately led to criss.

A large budget deficit or alarge short-term public debt are factors of vulnerability. A
change in the growth prospects undermines the sustainability of debt as does an increase
inworld interest rates and thus undermines the willingness to hold and add to portfolios
of lenders. The same istrue for a perception that the willingness to service the debt is
impaired. The result isaflight from public debt and thet flight, invariably, isinto foreign
asts. The resulting funding crisis trandates into increased interest rates, which further
worsen the fiscd Stuation and thus act in a destabilizing fashion.

Example: Brazil's crisis was centered on a large short-term debt part of which was dollar-
linked; depreciation prospects put debt service into the express lane and actua
depreciation completed the picture.

Argentinain late 2000 isacasein point. A deteriorated growth outlook put in question
the financing of budget deficits and the rollover of the public debt by externd creditors.
Interest rates shot up and the progpect of amassive capitd flight wasin the air. A massve
IMF postponed thefisca crisis until further notice.

If the exchange rate isfixed, reserves are being depleted and that processincreasingly
adds currency risk to the equation. If the rate is flexible, depreciation ensues and
increasing depreciation is projected. That, in turn may Spread risks to foreign exchange-
denominated parts of the balance sheet and aggravate capitd flight.



Banking problems are afrequently part and possibly the initiating factor of a currency
criss. When creditors of short-term inter-bank lines, or depositors, withdraw from
suspect banks, the resulting flows tend to go offshore and hence trandate into reserve
losses and or depreciaion. The Stuation is more likely to become a banking and foreign
exchange crigs, the worse the nonperforming loan situation, the larger the maturity
mismatching in the balance sheet and the more sgnificant the mismatching of
denominations on the asset and liability Sde.

It isinvariably important to look behind the balance sheet of the banking system to look
at the underlying exposure generated by the banks loan customers. While the banks
ba ance sheets may look proper, the loan customers may have the mismatching on their
books and hence shift it to the banking system if and when they run into trouble.

It is dso important to recognize that a banking system's Situation can change in amagjor
way in avery short time period. This easly happens in a Situation where a concentration
of liahilities (say red estate loans) becomes bad or aspell of high interest rates causes a
generd deterioration of aloan portfolio that had been just a bit above margind. If the
banking system's funding is short term, the makings of a criss come on very fadt.

Example: The Turkish crisis of December 2000 is a great example. Ina dtuation of a
large number of bad banks (not the mgor part of the banking system though), a
withdrawa of credit linestriggered a banking crigs, the centrd bank financed the run on
the banks by pumping in credit only to repurchase the liquidity in sling foreign
exchange. Reserve depletion within days threatened the maintenance of an IMF-
supported exchange-rate based stabilization program.

The corporate sector, just as the banking system, has balance sheets that are vulnerable to
mismatch issues both of maturity and denomination. The larger the corporate sector's
short-term debt in the nationa baance sheet, the more vulnerable the country to a
funding criss which then becomes a currency crisis. Once again, when credit to a
particular sector is withdrawn, in emerging markets, that means a capita outflow and not
asubstitution into other assets. For that reason baance sheet problems become currency
crigsissues

Example: Indonesia and Korea are examples where formidably bad baance sheets -- huge
debt equity ratios and large foreign exchange exposure-- were amgjor part of the crigs
gtuation. Typicaly it takes weeks to even figure out just how large the externd exposure
is. Creditorswill be reluctant to take haircuts, debtors are under no pressure to yield. The
protracted debt problem overshadows post-crids credit normdization.

Whenever capitd flight emerges, the question of the exchange rate regime isimmediate.
Under fixed rates that means how much reserves the centrd bank has and is willing to
commit; under managed or flexible rates it mans how far and fast the rate will depreciate.
Either way the question is how urgent is it to bring money out; once that question
emerges, very urgent isthe answer. Reserves are dmost never enough to withstand a
balance sheet attack and often they are less than reported.



Vulnerability can, at least conceptudly, be expressed in terms of avaue at risk exercise;
what are the relevant shocks, what are the exposure areas, how large a deterioration of the
baance sheet would result. Mismatches are the key triggers of extreme vulnerability. And
the worse the risk in part of the balance sheet, the more likely that it will spread to al of

it if only because, in case of doubt, creditors want recovery and asset holders hold off
lending.

Example: The Asan economies which experienced crises had bad corporate financid
gructures (high debt, high foreign exchange debt) relative to equity and a high ratio of
short-term externd liabilities to reserves. The combination made for fireworks.

Teble 1 Critica Indicators 1996 (%)

Corporate Debt/Equity Short-term Externd
Debt/Reserves

Indonesa 310 177

Korea 518 193

Mdaysa 150 41

Philippines 160 80

Thaland 250 100

Source: World Bank

[11. Timing

Thereisno hard rule about the timing of crises. It is surprisng how long basicaly
unsudtainable situations can be given extralives, notably if an dectionisin sght. With

an eection on the horizon, creditors are willing to beieve that much or anything will be
done to hold off acrigs or a corrective devauation. Governments will do anything,
including high interest rates or preferably a shortening of maturities and re-denomination
into foreign exchange of clams. As aresult, crises hgppen after eections, not before.
Thisis akin to the myopic political business cycle but no lessredl. It is clear that the more
the crisisis postponed, the worse the balance sheet and the larger the fallout once it does
happen.

Example: Mexico aways postpones crises until after the eection, so did Brazil and
Korea. So did Russia. The post-€election discovery of a Taiwan banking problem, and
criss, is another instance.

(2) Bad baance sheets -- as opposed to sgnificant overvauation, escalating current
account deficits or vanishing growth-- in principle can last for dmost ever provided net

inflows cover up the hole and transparency is absent ("clear water, no fish" asthe



Chinese saying goes). As aresult, the proverbia straw that broke the camel's back story
can easlly bethetrigger. A relatively minor event might bresk a precarious refinancing
scheme, or a suspicion arisng anywhere ese in the world might cause creditors to kick
the tires somewhere dse. Importantly, changes in the relive attractiveness of domestic
and foreign assets or a change in the growth scenario can bring suddenly the test of the
balance sheet and with it the move to crigs. If the balance sheet is bad enough, asarule,
quite smal events are sufficient to undermine the funding scenario and precipitate the
criss.

Example: Turkey had forever been on the short list for a crisis but somehow got by. The
failure of a Rumanian subsidiary of abad Turkish bank, in an environment of politica
agitation about a deazy banking system, got the stone rolling and within days reached the
prospect of immediate currency collapse.

Contamination easlly fits the pattern of balance sheets bad enough to be waiting for an
accident. When that isthe case, in time the right circumstances will materidize. It takes
longer than you think but then it hgppens faster than you would have thought. A shiftin
the externd environment — G3 exchange rates, Fed interest rates, adump in new
commodity exportsal can work astriggers.

Example: The spread of crigsin Asafitsthis pattern.
IV. Good Balance Sheets, No Crisis

Do countries with good balance sheets and a currency that is not vastly misdigned face
crigsrisks? Of course, thereisthetrivial answer that for any exchange rate or any

bal ance sheet there is a shock large enough to make it unviable. But the striking fact of
the past 20 years of crisesis surely this: well-managed emerging market economies have
suffered dowdownsin growth, high interest rates and currency depreciation. But they
have not suffered crises. Moreover, the better the balance sheets, the better the ability to
absorb shocks to capita flows and trade without outsized adjustments in exchange rates
or interest rats.

The proposition "good baance sheets, no crisis' risks being circular; but pending a good
counter example, let it srand.

Example: The good ba ance sheets of banksin Singapore, Hong Kong and Argentina are
alarge part of why these countries while surely affected were not pushed under by the
crises of Mexico or Russa-Brazil.

V. Why are Collapses so Large?
Currency collapses are large for two reasons: vaue a risk is extraordinarily large because

of the interaction of mismatch factors and because of the difficulty of governments, once
ametdown is underway, to establish their willingness and ahility to engagein an



uncompromising stabilizetion effort. In this environment, the IMFsrole is to restore
credibility and hence credit.
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The interaction of mismatch factors produces an ingtability in the response of asset
holders: the more the exchange rate goes, the more bankrupt the balance sheet and hence
the more reason to deny credit and get out. The higher the maturity mismatch, the more
liquid the creditors and the more easily the debtor is moved to the gray zone between
illiquidity and insolvency. The interaction of depreciation and illiquidity causes markets

to cease functioning and hence record interest rates and initialy a vast overshooting of
exchange rates are therule.

The crissitsdf weakens the government palitically and makesiit doubtful whether it is
willing to stick with a policy that dries up credit and hence starves off capitd flight; the
absence of effective property rights and the total absence of transparency rendersthe
possibility of bottom fishing very hazardous. Hence there are no capitd inflows, no
stabilizing gpeculation and just a one-way downward pressure on asset prices, the
currency and the balance sheets.

3 For the Asian economies theinitial level is January 99; for Mexico January 94, for Brazil and Russia Jan
98. The most recent data are for December 2000.



Example: Indonesia, with a political collapse and an ongoing struggle about who will pay
the debts and who will gain offersa clear case of an unresolved crisis.

Disorganization in the Blanchard-Kremer sense becomes a dramatic issue when
creditworthiness collgpses, bankruptcy spreads and from that sde attacksthe redl
economy. Thered economy isacomplex layer of relationship in two ways firgt there
are input-output relationship that can be disrupted a any point in the chain because a
critica supply or demand link disgppears and hence impairs or brings down the whole
chain. Second, there is often a credit relationship, rather than cash & carry, and thisis
sengitive to creditworthiness suspicions and can become the disruptive factor.
Disorganization is an important part of the output collgpse.

The IMFsrolein reversang the dramatic immediate events is twofold. First it offersa
commitment device for governments to underwrite a stabilization strategy thet is known

to work. Second, it offers temporary credits and debt reorganization, including lock-up of
short term credits commercid bank creditors, and thus helps stem the outflows.

High interest rates may hurt growth and the ba ance sheets but they definitdy sem the
depreciation of the currency. Ultimately that is the single most important beachhead of
the stabilization program. As long as the currency melts, thereis no prospect of
gabilization. (We discuss below an dternative of controls).

Example: In the collgpse phase currencies depreciate formidably relative to any current
account-based view of what is hecessary for adjustment. They are driven by the capita
account. When a credible program is put in place, thereisarapid normdization asin
Korea or Brazil.

The adoption of an IMF gtrategy, and demonstrated adherence soon shut off the
hemorrhage and turn around into a path of currency recovery and adeclinein interest
rates. The combination of post-collapse over-depreciated exchange rates and a credible
credit program provides for gppreciating exchange and declining interest rates. A virtuous
circleis entered. Wavering commitment, by contrast, remains reflected in volatile
currency and high interest rates.

V. Costs

Currency crises are formidably expendve; even more so isahistory of recurrent crises.
The costs arise in three ways. a substantia increase in public debt associated with the
crigs, aloss of output and disruption, and the possibility of socidly controversid
redigtribution of income and wedlth.

In acurrency criss, because the government will ball out banks and often-even
companies, public debt increases substantialy and with that future tax ligbilities. The
deterioration in public finance aso arises from a period of high interest ratesin the run-



up to the crisis and in the stabilization phase. It will dso arise from the fadl in output and
hence tax revenues in the crisis period. Moreover, the increases in debt may itsalf bear
the seeds of future crigsif it occurs in aSituation where the government dos not have the
ability to meet the higher debt service burden by taxation or reduction in spending.

The numbers can be staggeringly large. It is easy to have the government burden 20 or
even 30 percent and more of GDP from abank bail out. In addition, there iseasily a10 or
15 percent increase in debt from high interest rates applied to alarge debt and from

recess on-induced tax losses.

Thereisaso dways alarge loss of reserves, which are sacrificed during the defense part
of the crigs. To some extent these may be captured by the private sector and hence
merely amount to atransfer but often they are the counterpart of a bet the government
makes with the rest of the world and loses.

To the extent that a crisis experience deteriorates a country's credit rating, thereisaso a
lagting cost in terms of a higher internationa cost of capitd.

A currency crigs redigtributes wedlth and income. It is said that more money was madein
the few years of collgpse of the Holy Roman Empire than in the long years of its
exisence. The sameistrue of crises that enrich those who can beintimein foreign
exchange or can get the government to assume their debt while keeping the assets That is
routine. The driking regularity, of course, is the dramatic fal in red wages and
employment aswell as the bankruptcy of small debtors.

Periods of recurrent currency crises trandate into poor growth performance, short
horizons, dow increasesin the sandard of living, a deteriorating socia and economic
infrastructure. Mgor asset sales dong the way, or increases in externa debt, and spurts of
reform can obscure the degradation of the productive economy at any onetime. But
ultimately medium term growth rates, far from reflecting catch-up, reflect the costs of
persstently poor finance.

Table2 Latin American Growth Per Capita

1980-90 1990-99

-0.3 1.7
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VI. The Alternative Medicine Controversy

There are two areas of controversy. The firgt involves capital controls and the second
surrounds the appropriateness of IMF programs. On both issues the controversy is dive
and conducted with great vehemence.

The appropriateness of IMF programsiis quite obviousy questioned because it seems, at
least on the surface, to make a bad Situation worse. Raising interest rates at atime where
balance sheets are dready under water makes a bad debt Stuation worse. Raisng interest
rates and tightening fiscd policy at atime where the economy is aready in steep decline
seems to be outright counter productive.

Whét are the dternatives? The capitd flight will certainly continue as long as the centra
bank pumpsin credit at unchanged interest rates. The reason is obvioudy that the
immediate gains from borrowing in a depreciating currency far outweigh the cost of
borrowing. Hence borrowing and capitd flight remain active, depreciation degpens,
balance sheet problems widen -- there is no obvious end to the process.

There are, of course, two ways of trying to reconcile unchanging interest rates-- rather
than extraordinary short run levels of 100 or 1000 percent p.a. -- with an end to capita
outflows. One possibility is credit alocation controls and the other is capita control and
best both combined. There are obvious questions of effectiveness of controls but even if
hat is accepted, there is aso the issue of efficiency. If controls were temporary that might
not be anissug, if they are lasting then suspending the capital market is much more of an
issue. For the system at large the presumption that controls are the response to outflows
will reduce the perception of liquidity and hence trandate into a higher cost of capital and
more trigger-happy investors.

Surdy there is agreement that the better strategy isto reduce the risks of a crigs Situation,

including by predetermined limits on liquidity and profitability, but that |eaves open the
guestion of what to do in the midst of acriss. IMF or controls. The debate continues.
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