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Outline 

Differences between developed and developing countries 
regarding: 

1.  The generation of crises 

2.  Policy response to crises 

3.  The prevention of crises 



1. The generation of crises 



A similar Minskyan 
microfoundation… 

¤  The existence of fundamental uncertainty limits the agents 
ability to base their behavior exclusively on optimization rules. 

¤  People make calculations but also follow rules of thumb, 
conventions, norms and are influenced by psychological (e.g. 
animal spirits) factors and others’ decisions (e.g. beauty 
contests). 

¤  Attitudes towards financial risks and animal spirits are 
procyclical, constituting an endogenous force in the business 
cycle.  

¤  Given this kind of micro-behavior, lack of adequate public 
regulation gives rise to boom-and-bust macro-behaviors. 

 



…allows for different types of crises 

¤  The standard financial crisis in a developed country (e.g., USA) 
develops endogenously and gradually from the interaction of 
financial innovations, pro-cyclical animal spirits/preference 
toward risk and inadequate government regulation.  

¤  Financial markets are critical nodes (or hubs), to which all the 
other sectors of the economy are linked to. A crisis in the 
financial sector necessarily turns into a macroeconomic crisis. 

¤  In developing countries, macroeconomic crises have not 
developed from innovations in the domestic financial sector 
but from the implementation of macroeconomic policy 
programs (shock) that created profitable environments for 
“arbitrage” between domestic and foreign assets. 



The role of the macroeconomic 
policy regime 

¤  The programs had tree main elements, typically instrumented 
in the form of a shock. 

1.  Fixation (or pre-determination) of the exchange rate (used as 
a nominal anchor). 

2.  Trade liberalization. 

3.  Full opening of the capital account. 

¤  In some cases, the de-regulation of previously repressed or 
highly regulated financial system was also relevant. 

 



Endogenous boom-bust cycle:  
The boom 

 

¤  De-regulation+Liberalization+Fixation creates “arbitrage” 
opportunities between domestic and foreign assets. Capital 
inflows and reduction of spreads (country risk premia). 

¤  The expansion of domestic liquidity, credit and spending 
accelerates economic growth, and non-tradable and wage 
inflation. The RER appreciates. 

¤  RER appreciation + growth acceleration leads to current 
account deficits and accumulation of external debt. 



Endogenous boom-bust cycle:  
The bust 

¤  On the financial side: domestic agents (e.g. banks, firms) are short in 
foreign currency and long in domestic assets. There is no lender of last 
resort in foreign currency (IMF??). 

+ 
¤  On the real side : Due to the RER appreciation, the economy has a 

hard time at generating trade flows of FX; only through capital inflows.  

= ↑Exchange rate risk 
¤  As a result, a tendency towards the deceleration of capital inflows 

emerges. Liquidity shrinks, interest rates go up and economic activity 
decelerates. Bankruptcies usually arises along the contractive phase of 
the cycle (sometimes before the devaluation). 

¤  The gradual depletion of FX reserves finally leads to devaluation. 
Negative impact on domestic balance sheets (e.g. banking system). 
Government bails out. Potential default. Crises are twin or triple.   



Crises in LA were mostly “triple” crises 

Source: Based on Laeven and Valencia (2008), IMF 



Some stylized evidence from eight 
LA crises 

Argentina 1978-81 -9.9 7.7 0.69 -10.4 1.69/4.47 -8.7

Chile 1978-82 12.8 12.9 0.92 -26.6 2.47/3.71 -16

Uruguay 1978-82 1.9 NA 0.98 -16.1 1.07/2.20 -13.3

Mexico 1988-94 7.6 42.1 0.71 -18.4 2.38/1.71 -9.2

Argentina 1991-95 1.7 31.8 0.69 -10.2 3.74/3.35 -5.6

Brazil 1994-99 0.1 39.4 0.68 -11.1 2.87/4.05 -1.6

Argentina 1991-2002 -7.3 53.7 0.7 -8.8 3.74/4.48 -19.9

Uruguay 1991-2002 -11.8 40.8 0.85 -7.9 1.72/3.19 -14.7
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2. Policy response to crises 



Similar behaviors in a financial crisis… 

¤  Rapid and significant changes in the composition of portfolios 
in favor of liquidity and safety, and against risky assets. 

¤  Asset prices fall, generating wealth losses. 

¤  Credit collapses. 

¤  Spending decisions are cut or postponed. 

¤  Aggregate demand, output and employment contract… 

¤  …. the policy reaction, however, is not the same in developed 
and developing countries. 

 



Policy space in developed countries 

A.  Preference for liquidity is preference for the domestic currency and 
the safe heavens are government bonds.  

B.  The government issues debt in a currency that its central bank issues. 

¤   Implications: 

1.  The central bank is the LOLR of the asset that the private sector 
(including banks) demands for liquidity purposes (LPOLR). Thus, there 
is no chances of a liquidity crunch or bankruptcies due to illiquidity. 

2.  Flight to quality implies that the government faces no financing 
constraints when the financial crisis erupts.  

3.  Default on public debt is not a possibility. 

¤  From 1 to 3, we get that expansive fiscal policy is unconstrained and it 
does not crowd private spending out. “The” constraint is politics. 



Policy space in developing countries 
A.  Preference for liquidity and flight to quality means a large portfolio 

switch toward foreign assets and against domestic assets. 

B.  The government and private sector can´t issue all their debts in 
domestic currency (a.k.a. “original sin”). 

¤  Implications: 

¤  The central bank is limited by its international reserves to act as LPOLR. 

¤  The government is credit-constrained in foreign currency and has to 
appeal to the IMF. But the IMF won´t finance a QE in foreign currency! 

¤  Capital outflows typically imply a large adjustment of the current 
account and a depreciation of the currency, which is contractive. 

¤  The central bank could issue domestic currency to provide liquidity to 
banks and to finance expansive fiscal policy, but -given the low 
demand for the domestic currency- this could feed a depreciation-
inflation bubble (“adding fuel to the fire”). 



3. The prevention crises 



The need of macro-prudential 
policies 

¤  In the USA, there has been an intense discussion about the need for 
macro-prudential policies.  

¤  Goal: regulations that mitigate systemic risk in the financial sector. 

¤  Macro-prudential polices in developing countries go beyond 
regulations on the financial sector. 

¤  Since crises occur due to foreign exchange problems, crisis 
prevention requires a macro-policy regime that promotes a 
configuration in which sudden changes in portfolios are less likely and 
can be tamed. This requires: 

1.  Capital controls 

2.  Current account surplus (moderate transitory deficits) 

3.  Non-overvalued or competitive RER 

4.  Large stocks of international reserves 


