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Introduction

Sebastian Edwards and Jeffrey A. Frankel

Financial crises have become recurrent, profound, and diverse. When
Richard Cooper gave the Graham Memorial Lecture at Princeton in 1971,
currency crises followed a regular pattern across countries. Most financial
crises in emerging markets could be traced to large fiscal imbalances fi-
nanced by the local central bank, and this remained true until the mid-
1990s. In a world with fixed nominal exchange rates and limited capital mo-
bility, excessive domestic credit creation leads to a trade deficit, the
depletion of international reserves, and, eventually, a devaluation crisis.!
Theoretically, this prototypical crisis is neatly explained by Krugman’s
(1979) “first-generation” speculative attack model. Kamin (1988), Ed-
wards (1989), and Edwards and Santaella (1993) studied in detail more than
sixty currency crises in the 1950-85 period and concluded that most of
them were indeed rooted in inconsistent fiscal policies. In this world of
“first-generation” crises, crisis prevention policies are rather straightfor-
ward: By running a balanced public sector budget, the country in question
can avoid a drop in international reserves and, thus, will be spared from a
currency crash.

In 1995 Michel Camdessus, then the International Monetary Fund’s
managing director, said that the 1994 devaluation of the Mexican peso was

Sebastian Edwards is the Henry Ford II Professor of International Business Economics at
the Anderson Graduate School of Management at the University of California, Los Angeles
(UCLA) and a research associate of the National Bureau of Economic Research. Jeffrey A.
Frankel is James W. Harpel Professor of Capital Formation and Growth at the Kennedy
School of Government and director of the International Finance and Macroeconomics pro-
gram at the National Bureau of Economic Research.

1. Chile’s currency crisis of 1982 is an important exception to this pattern. The collapse of
the peso took place in a context of fiscal surplus and was largely the result of capital inflows
reversals and a weak domestic banking sector.



2 Sebastian Edwards and Jeffrey A. Frankel

the first financial crisis of the twenty-first century. By this he meant that the
Mexican crisis did not fit the old pattern of fiscally driven currency col-
lapses. Although in 1994—and partially due to a contested presidential
election—Mexico had in fact relaxed its fiscal stance somewhat, the macro-
economic picture was far from fiscally inconsistent. The country had made
enormous strides toward fiscal discipline in the years since the crisis of
1982. At the heart of the 1994 Mexican crisis were investors’ souring ex-
pectations, a rapid reversal of capital flows, and mounting dollar-
denominated short-term debt (the infamous tesobonos). These, in turn,
were attributable to an overvalued peso, some domestic political shocks, in-
creases in U.S. interest rates, and a weak banking sector. The rapid decline
of international reserves during 1994 and the eventual collapse of the peso
in December of that year were the result of the combination of these factors,
and not of an overly expansive fiscal policy.?2 Even more clearly than in the
case of Mexico, the currency crises in East Asia in 1997 represented an im-
portant departure from the first-generation explanation. In virtually every
one of the East Asian crisis countries, the fiscal accounts were largely under
control. Also, as in Mexico, short-term foreign debt—and in particular
debt to international banks—was high in all of these countries. In East Asia
the domestic banking sectors were weak and poorly supervised. Once the
currency came under attack, an already volatile situation became explosive.

After the collapse of the Thai baht in July of 1994, the crisis was rapidly
propagated across East Asia. Even the currencies and financial markets of
some economies that were thought to have among the strongest fundamen-
tals in the world—Taiwan, Hong Kong, and Singapore—were intermit-
tently attacked during 1997 and 1998. The extent to which currency crises
are transmitted across countries—what sometimes is referred to as “conta-
gion”—became particularly important in 1998 when, as a result of the Rus-
sian currency collapse, the currencies, bonds, and stock markets of virtually
all emerging-market countries around the world came under severe pres-
sure. A statement by Mexico’s Secretary of the Treasury José Angel Gurria
vividly captures policy makers’ concerns and frustrations with financial
contagion: “Ninety percent of Mexicans have never heard of the Duma,
and yet the exchange rate and interest rates that they live with every day
were being driven by people with names like Kiriyenko and Chernomydrin
and Primakov” (Gurria 1999).

The situation eased toward the end of 1998. When Brazil finally suc-
cumbed to the speculative pressure by devaluing in January 1999, the ad-
verse effects on the real economy that the East Asia crisis had led us to ex-
pect did not materialize. Nevertheless, the end of the decade offered little
hope that we had seen the end of crises in emerging markets. Argentina and

2. To be sure, these factors in addition to mounting political instability resulted in a decline
in the demand for money in Mexico. The fact that the Bank of Mexico sterilized the decline in
reserves during most of 1994 made things worse.
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Turkey were both placed under intense speculative pressure in the fall of
2000. In the face of doubts regarding its political ability to address internal
problems, particularly regarding banking, Turkey was ultimately forced in
February 2001 to abandon the exchange rate policy that had been the foun-
dation of'its still-new stabilization program. By the end of 2001, Argentina’s
decade long experiment with a fixed exchange rate and a currency board
had collapsed.

In the last few years, and in an effort to explain the crises of the 1990s,
scholars have developed new, “second- and third-generation” models of
speculative attacks and currency crises. The second-generation models fea-
ture “multiple equilibria” that are consistent with a given set of fundamen-
tals; they emphasize that even a country with relatively strong monetary
discipline can be hit by a crisis. The third-generation models return to fun-
damentals, but they locate the problem in moral hazard and the structure
of the countries’ financial system, rather than in macroeconomic policies.
Some truth lies in each of these sets of factors, and each is represented in
our volume,

The papers collected in this volume were presented at a conference in Jan-
uary 2001.> The main purpose of the conference was to bring together a
group of academics, officials in the multilateral organizations, and public-
and private-sector economists to discuss issues related to the prevention of
financial crisis in the emerging-market countries. (A companion conference
was held two months later to discuss the management of crises in emerging-
market countries once they occur. The corresponding volume is Managing
Crises in Emerging Markets, edited by Michael Dooley and Jeffrey Frankel.)

In organizing this conference, our point of departure was the idea that,
because of the changing nature of financial crises in the emerging
economies, it was necessary to seriously rethink prevention policies. We
were particularly interested in examining the most important characteris-
tics of recent crises in light of new and rapidly evolving theories. To this end,
we called on both theoretical and applied economists, and we made an ef-
fort to include specific case studies as well as broad cross-country compar-
isons. The topics covered in the conference included exchange rate re-
gimes, contagion, the current account of the balance of payments, the role
of private-sector investors and of speculators, the reaction of the official (in-
cluding the multilateral) sector, capital controls, bank supervision and
weaknesses, the role of large players (including hedge funds), and the role
of cronyism and corruption.

We have divided the rest of the volume into five parts. In part I we deal
with the role of the current account and trade flows in financial crises. Part
II concentrates on international financial players—including banks, large
hedge funds, private investors, and speculators—and on the channels

3. The paper by Reinhart and Reinhart, however, was presented at the accompanying con-
ference held in Monterey, California, in March 2001,
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through which crises are transmitted across countries. In part Il we include
two papers that analyze the effectiveness of capital controls as a way of pre-
venting a crisis from becoming massive and costly. Because Malaysia is the
one major country to have responded to the crisis in 1998 by imposing cap-
ital controls, both papers in this section focus on that experiment. Part IV
is devoted to the role of balance sheets, crony capitalism, and corruption.
Finally, part V serves to highlight an essay that surveys the main character-
istics of the “new” financial crises.

Part I: The Current Account and Vulnerability to Crisis

In “Does the Current Account Matter?” Sebastian Edwards investigates
in detail the behavior of the current account in emerging nations, and in
particular its role—if any-—in financial crises. Edwards reviews alternative
models of current account behavior and develops a dynamic model of cur-
rent account sustainability. The empirical analysis is based on a massive
data set that covers over 120 countries during more than twenty-five years.
A main goal of this paper is to analyze whether there is evidence support-
ing the idea that there are costs involved in running very large deficits.

Edwards argues that equilibrium models of frictionless economies are of
little help in understanding actual current account behavior or assessing a
country’s degree of vulnerability. He shows that, although current models
of current account sustainability provide useful information about the long
run, they are of limited use in determining if a country’s current account
deficit is too large at a particular moment in time.

Edwards’s empirical analysis shows that large current account deficits are
not persistent. Very few countries run large deficits for as much as five years
in a row, and only a handful have run large deficits for ten years. The data
suggest that the typical mechanics of current account deficits is that coun-
tries that experience large imbalances do so for a limited time; after a while
these imbalances are reduced, and a current account reversal is observed.
An analysis of current account reversals using a large (unbalanced) panel
of countries for 1970-97 indicates that, contrary to what has been recently
suggested, reversals do have a negative effect on economic performance.
They negatively affect aggregate investment; moreover, even after control-
ling for investment, the regression analysis suggests that reversals have a
negative impact on gross domestic product (GDP) growth. The Edwards
chapter also addresses the narrower question of whether larger deficits in-
crease the probability of a country’s experiencing a currency crisis. The
analysis suggests that the answer to this question depends on the definition
of crisis, as well as on the sample used in the analysis. When Africa is ex-
cluded from the sample, an increase in the current account deficit raises the
probability of a crisis, independently of how crisis is defined.

In “Are Trade Linkages Important Determinants of Country Vulnerabil-
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ity to Crises?” Kristin J. Forbes uses a comparative data set with forty-eight
countries to investigate the importance of trade channels in the interna-
tional propagation of financial crises. After surveying the literature on trade
effects, Forbes develops an analytical framework that considers three pos-
sible channels through which international trade can affect the propagation
of crises: a competitive effect, an income effect, and a bargain effect. The
competitive effect is related to the way in which a major devaluation affects
relative prices in the world economy. If the crisis country is large enough, a
devaluation of its currency will result in cross price effects, negatively affect-
ing prices of other countries’ exports. The income effect is a more traditional
transmission channel and is related to the decline in real income in the cri-
sis country and the consequent decline in its demand for imports. Countries
that export heavily to the crisis country will, thus, be affected by a reduction
in their own exports. The final effect—the so-called bargain effect—allows
a noncrisis country to import selected goods at a bargain price.

In the empirical application of this framework, Forbes uses a vast com-
parative data set, covering forty-eight countries during the period 1994-99.
The countries in her data set experienced sixteen crises during this time pe-
riod.* A particularly important contribution of this paper is the construc-
tion of a new competitiveness indicator, which uses micro-level data to cal-
culate the way in which a crisis affects bilateral exports. Using data on stock
market returns for each of the forty-eight countries, Forbes investigates the
relative importance of the effects described above on the international prop-
agation of crises. Her findings suggest that countries that compete with ex-
ports from a crisis country experience significant reductions in stock re-
turns in the period following a crisis. Likewise, countries that export heavily
to crisis countries are affected by financial turmoil. Interestingly, Forbes’s
results suggest that trade channels are indeed more important than stan-
dard macroeconomic channels in explaining the international propagation
of financial crises. According to Forbes, her analysis has important impli-
cations for adjustment and assistant packages by the multilateral organiza-
tions. In particular, she argues that crisis-related adjustment packages that
ignore these trade linkages will tend to be somewhat ineffective in reducing
the negative effects of financial crises on other nations.

Part I1: International Financial Players and Contagion

In “What Hurts Emerging Markets Most? G3 Exchange Rate or Interest
Rate Volatility,” Carmen M. Reinhart and Vincent Raymond Reinhart
analyze the way in which advanced countries’ exchange rate policies affect

4. As do many of the authors in this volume, Forbes uses the Eichengreen, Rose, and
Wyplosz (1996) definition of crisis. For an alternative definition of crisis, see Frankel and Rose
(1996).
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emerging countries.’ In particular, the Reinharts ask whether reducing
Group of Three (G3) exchange rate volatility—through the adoption of
a target zones exchange rate system, for instance—would reduce emerg-
ing markets’ macroeconomic vulnerability. Since most emerging markets’
debt is expressed in U.S. dollars, a more stable dollar exchange rate could,
in principle, help the poorer nations. The authors point out that reducing
G3 exchange rate volatility implies an important trade-off. In particular,
since sterilized intervention is largely ineffective, reducing exchange rate in-
stability would require an active use of monetary policy. Monetary inter-
vention, in turn, will have an effect on G3 interest rates. The trade-off, then,
is that lower G3 exchange rate instability will be translated into higher G3
interest rate volatility.

Based on the North-South links literature, Reinhart and Reinhart de-
velop a framework with which to analyze the way in which exchange rate
and interest rate policies in the advanced countries affect capital flows to the
emerging countries. In their empirical analysis they look in detail at the be-
havior of capital flows to a large number of developing countries. They con-
sider the period 1970-99 and concentrate on six groups of countries. An
important finding in their analysis is that, historically, G3 exchange rate
volatility appears to have no effect on (net) capital flows to the emerging na-
tions. This is the case when all poorer countries are considered as a group,
as well as when the individual regional groups are analyzed. They do find,
however, that higher G3 exchange rate volatility has been associated with
lower portfolio flows to the emerging nations. An increase in direct foreign
investment compensates for this drop in private portfolio capital. Reinhart
and Reinhart’s detailed empirical investigation leads them to conclude that
“from the perspective of the emerging-market economies, the case for lim-
iting G3 exchange rate volatility is not proven.”

In “When is U.S. Bank Lending to Emerging Markets Volatile?” Linda S.
Goldberg uses new data to analyze U.S. banks’ lending practices toward
emerging nations. In particular, she investigates the extent to which U.S.
banks that lend to the emerging markets respond to changing macroeco-
nomic conditions, both in the United States and in the borrowing countries.
An important feature of this analysis is that the author makes formal com-
parisons between U.S. lending to emerging and industrialized nations.
Goldberg uses an extensive data set drawn from the Country Exposure Re-
ports filed by individual U.S. banks with the Federal Financial Institutions
Examinations Council (FFIEC). This unique data set contains over 20,000
observations and provides detailed information on individual U.S. banks’
claims on foreign countries. Goldberg estimates a series of panel regressions

5. This paper was not discussed at the conference at Cheeca Lodge, Islamorada. Instead, it
was presented and discussed at the accompanying conference on “Managing Currency Crises
in Emerging Markets,” which was held in March 2001. Because the paper deals with “crisis pre-
vention” issues, we decided to include it in this volume.
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to analyze the way in which U.S. banking responds to cyclical conditions
abroad and in the United States.

Goldberg finds that during the last twenty years a larger number of banks
have become engaged in international lending to emerging nations. She also
finds that smaller U.S. banks tend to concentrate their lending to Latin Amer-
ica. Smaller banks’ international lending to the emerging nations is more
volatile than lending by larger banks. Large banks, on the other hand, tend
to concentrate on lending to the industrialized nations. A particularly im-
portant finding of this study is that foreign countries’ macroeconomic devel-
opments—either their rate of GDP growth or the behavior of their domestic
interest rates—do not appear to affect U.S. banks’ international lending de-
cisions. On the other hand, macroeconomic conditions in the United States
are an important determinant of U.S. banks’ international lending. When the
U.S. economy expands, U.S. banks’ lending to other industrialized countries
tends to expand. However, U.S. economic expansions are associated with a
contraction of U.S. banks’ lending to Latin America and Asia. Perhaps the
most important conclusion of Goldberg’s analysis is that, overall, U.S. bank
lending to emerging nations has not been particularly volatile. On the whole,
there is no evidence of lending retrenchment during times of crisis.

The role of large market participants—including hedge funds and other
highly leveraged institutions—is the subject of the chapter by Giancarlo
Corsetti, Paclo Pesenti, and Nouriel Roubini, “The Role of Large Players in
Currency Crises.” Most models assume that speculators are numerous and
atomistic in their behavior: each player acts in self-interest and considers
himself too small to have an effect on the market price. Indeed, financial mar-
kets are usually thought to meet this ideal of neoclassical economic theory
better than markets in almost any other good or service. If there are specula-
tive bubbles or attacks that take the market price away from fundamentals, it
is not due to any deliberate market manipulation by individual speculators.

Given the interest in “George Soroses” and other players who are large
enough to affect the market—for example, allegations of market manipu-
lation in Hong Kong in 1998—some attention to the possible role of larger
players is overdue. In this chapter, the authors present a model in which the
presence of a large trader can increase the chance of a crisis. Size is defined
in terms of market power, which is in turn determined by access to infor-
mation that others lack, and not by the magnitude of financial resources
alone. The setting is the sort of second-generation model developed origi-
nally by Obstfeld (1994): A speculative attack is the outcome of a prisoner’s
dilemma game, in which each speculator sells the currency for fear that he
will be left “holding the bag” if he is the only one not to sell. A large trader
matters because, for any given set of fundamentals, he affects the probabil-
ity that the others will undertake a speculative attack. Specifically, his pres-
ence makes others more aggressive in their behavior,

Some case studies offer evidence suggestive of the role of large players.
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Examples include the attack on the Thai baht in 1997, the crisis in Malaysia
in 1997-98 that prompted the prime minister to point the finger at foreign
speculators, the “double play” on the Hong Kong stock and foreign ex-
change markets in 1998, and pressure on the Australian dollar in the sum-
mer of 1998.

In “Contagion: How to Measure It?” Roberto Rigobon discusses the
mechanisms through which currency crises are propagated across coun-
tries. He uses high-frequency data to investigate the way in which financial
disturbances—including those that are associated with a financial crisis—
are transmitted from country to country. He asks whether particular chan-
nels, such as trade links or common creditors, affect the international trans-
mission of disturbances. In addition, Rigobon analyzes whether the
parameters that capture the main features of the transmission mechanism
experience structural breaks at the time of a crisis.

Rigobon argues that empirical models traditionally used to address
“contagion” issues are subject to serious limitations. In particular, he points
out that in the presence of heteroskedasticity, omitted variables, or simulta-
neous equation problems, traditional tests—including standard tests that
look for structural breaks—are subject to serious biases. In light of these
limitations of traditional methods, Rigobon suggests a new approach to
testing for parameter stability under very general conditions. This new ap-
proach is valid if two assumptions are met: the analysts know in which
country the crisis was initiated, and changes in the other countries’ covari-
ance matrixes are generated by disturbances emanating from the crisis
country. Rigobon uses his new procedure on high-frequency data for
emerging-market bond and stock market returns. His results suggest that
trade linkages and regional proximity affect the extent to which distur-
bances are transmitted internationally in the bond market. Interestingly
enough, his results indicate that these variables play no significant role in
the transmission of disturbances across different national stock markets.

In “Credit, Prices, and Crashes: Business Cycles with a Sudden Stop,”
Enrique G. Mendoza discusses the role played by “sudden stops” of capital
inflows in triggering a financial crisis. Mendoza begins his discussion by ar-
guing that sudden stop (SS) episodes are qualitatively different from stan-
dard balance-of-payments crises. Although in the latter case the economy
experiences a deep collapse, followed by a rather sharp recovery, in a run-
of-the-mill balance-of-payments crisis the economy suffers a prolonged re-
cession. Mendoza develops a model of an economy subject to excess volatil-
ity, which is able to capture the main features of SSs. In this model, under
most states of nature the economy functions in a frictionless fashion. There
are some states of nature, however, in which the economy becomes subject
to a binding credit constraint. More interestingly, the economic frictions
and distortions set in motion by this credit constraint can be triggered ei-
ther by investors’ expectations or by foreign or domestic shocks.
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Mendoza’s analysis has important implications for crisis prevention poli-
cies: First, regulatory policies that increase the probability of the credit-
constraint state of nature can be highly counterproductive. These policies
would include liquidity requirements, value-at-risk collateralization, and
margin requirements. Second, programs aimed at avoiding SSs—contingent
credit facilities, for instance—need credibly to commit very large amounts
of funds. Third, in the longer term, SS crises can only be avoided (or mini-
mized) through the implementation of micropolicies aimed at eliminating
the credit-market imperfections that are at the root of this phenomenon.

Mendoza uses his model to investigate the dynamics of the 1994 Mexican
peso crisis. After calibrating the model with Mexican data, Mendoza ad-
dresses three key questions: how frequent, how large, and how costly SSs
are. The main conclusions from this exercise are that the possibility of SSs
has a very small effect on the long-run characteristics of the business cycle.
However, SSs can be large and can potentially have very large negative wel-
fare effects. For instance, in one of the exercises, an SS can generate a de-
cline in output of nontradable goods on the order of 10-20 percent of GDP.
Mendoza argues that an important implication of this type of analysis is
that increased policy credibility, of the type achieved by dollarizing the
monetary system, can go a long way toward reducing the importance and
costs associated with SSs.

Part III: Capital Controls: The Malaysian Experience

In the aftermath of the East Asian crisis, a number of analysts argued that
unrestricted capital mobility was at the center of global financial instability.
People as different as former World Bank Chief Economist Joe Stiglitz and
financier George Soros have endorsed the view that speculators focus ex-
clusively on the short run and tend to flee countries at the first signs of
trouble. Worse yet, speculators are often affected by rumors, stampeding
toward the exit and leaving behind them a wrecked financial sector.

Supporters of this view have argued that restricting capital mobility
would reduce the frequency and depth of financial crises in emerging na-
tions. Much of the recent debate on capital controls has centered on the
benefits of controls on capital inflows, similar to those implemented by
Chile between 1991 and 1998. This type of capital control is aimed at limit-
ing the volume of short-term flows, tilting the composition of capital flows
toward the longer run.

While many economists believe that price-based controls on inflows may
be a useful tool for mitigating financial instability, most are quite negative
about controls on capital outflows. Malaysia’s decision to impose controls
on capital outflows in September of 1998 was received with skepticism and
alarm by the international financial community, The vast majority of ana-
lysts argued that these controls would create serious distortions, scare off
investors, and retard growth. Until now, there has been no systematic eval-
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uation of Malaysia’s experience with controls on outflows during 1998-99.
The two chapters in this part of this volume address the Malaysian episode
in detail.

Ethan Kaplan and Dani Rodrik’s “Did the Malaysian Capital Controls
Work?” provides a detailed empirical evaluation of Malaysia’s unorthodox
reaction to the currency upheaval of 1997-98. The authors note that offi-
cials at the International Monetary Fund (IMF) and the major investment
banks argued that these controls, and the accompanying decisions to peg
the exchange rate and lower domestic interest rates, would result in a slower
recovery and a significant reduction in foreign direct investment (FDI) into
Malaysia. This latter (potential) effect of capital controls was considered to
be particularly devastating, as Malaysia has traditionally relied very heav-
ily on FDI. In light of developments in the region since September 1998
(Malaysia did recover, but so did Korea and Thailand, which did not rely on
controls) the majority of analysts believe that the imposition of controls on
capital outflows did not work in Malaysia. According to the authors, how-
ever, this reasoning is flawed because it ignores a key difference in the tim-
ing of the adjustment programs: Korea and Thailand started their respec-
tive adjustment programs in mid- and late 1997, whereas Malaysia did not
seriously launch its (heterodox) adjustment program until September 1998.

In order to take this timing issue into account in an evaluation of
Malaysia’s program, the authors implement a “time-shifted differences-in-
differences” technique. This methodology allows them to compare these
countries’ performance relative to the launching of their respective pro-
grams, Better yet, this technique permits the authors to evaluate directly the
effects of the Malaysian capital controls on the country’s macroeconomic
performance, relative to the counterfactual of an IMF program. Their anal-
ysis concentrates on a number of key macroeconomic variables, including
real GDP, industrial production, inflation, interest rates, and a series of fi-
nancial sector indicators. The results from this analysis suggest that, when
measured relative to the launching of the respective programs, Malaysia’s
heterodox-cum-capital-controls program fared better than Korea’s IMF-
sponsored adjustment programs. As the authors show, however, if a stan-
dard difference-in-difference estimation is performed, Malaysia’s program
does not look so effective. In concluding their analysis, Kaplan and Rodrik
“invite the reader to make up his or her mind on which of these counterfac-
tuals makes more sense.”

In “Malaysia’s Crisis: Was it Different?” Rudi Dornbusch approaches
Malaysia’s experience with capital controls from another angle. Dornbusch
asks whether Malaysia’s rather solid performance in 1999-2000 can be at-
tributed to its heterodox program, or whether it was the result of other fac-
tors, including a friendly international economic environment. In this chap-
ter Dornbusch argues that Malaysia’s main difference arose from the
forceful reaction of the political leadership to the crisis. He chronicles how



