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Subprime CrisisSubprime Crisis
Initial StageInitial Stage



Started as a bank run on “shadow banks.”
Advanced-country central banks strongly 
reacted and pumped in substantial 
amounts of liquidity, even though they 
were not primarily responsible for 
supporting “shadow banks.”
Initially, this resulted in a sharp dollar 
depreciation and a spectacular boom in 
commodity prices.



LAC was largely unscathed from a 
financial point of view.
In fact, the boom in commodity prices, 
accompanied by a surge in capital inflows, 
triggered a bout of inflation and a 
continuation of high growth.
This gave rise to the “decoupling”
conjecture, especially in Asia and LAC.
But not for Eastern Europe, because EE 
exhibited high current account deficits and 
high foreign-currency denominated debt.



EstimatedEstimated Sudden Stop Sudden Stop ProbabilitiesProbabilities
(Based on Calvo, Izquierdo and Mejia, NBER Working Paper 14026, 
2007)

Notes: Simple country averages. LAC7 includes Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela. CAC5 includes 
Costa Rica, Guatemala, Honduras, Nicaragua and Dominican Republic. Eastern Europe includes Estonia, Hungary, Latvia, 
Lithuania, Poland, Romania, and Turkey.
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Subprime CrisisSubprime Crisis
LehmanLehman



The Lehman episode drastically changed 
the outlook of EMs and LAC.
It showed that the advanced-country 
central banks were about to leave the 
scene of the accident before clearing the 
debris.
The shock had a strong impact on the 
EMBI, stock markets and commodity 
prices
and domestic credit flows.



INDIA: SS of Private Sector 
Credit Flows
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CHILE: SS of Private Sector 
Credit Flows
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USA: SS of Private Sector 
Credit Flows
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Source: Bureau of Census’ Quarterly Financial Report.



However, as advanced-country 
governments came back to the battle field 
bailing out AIG and buying toxic assets, 
markets started to calm down.
Return to the situation prior to Lehman is 
gradual because Lehman revealed the 
complexity of the situation and that 
advanced-country governments followed a 
hesitant policy line.



Greenspan’s 
“conundrum”

testimony

ExternalExternal Financial Conditions for EMsFinancial Conditions for EMs
(daily data, EMBI+, bps, last value 07(daily data, EMBI+, bps, last value 07--SepSep--09)09)

Source: Datastream.
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(daily data, MSCI Stock Indices in USD, 9/3/07=100, last value 10/14/09)
Stock Markets

Source: Bloomberg.
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Commodity PricesCommodity Prices
(daily data, Index 10/1/2007=100, last 10/15/2009)

Source: Bloomberg.
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LAC-7 is the simple average of the seven major Latin American countries, namely Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela. 
These countries represent 91% of Latin America’s GDP.
*Source: JPMorgan (Sep-09), as presented by IDB RES at LACEA 2009.

(LAC(LAC--7; real GDP, annual variation)7; real GDP, annual variation)

LAC: Economic Activity
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Looking AheadLooking Ahead



The financial picture remains murky.
Volatility is likely to reign a lot longer.
In the short run, EMs may further benefit if 
investors continue restructuring their 
portfolios away from US Treasury bills and 
into the stock market, consumption and 
investment in EMs.



However, if US inflation flares up and the 
Fed jacks up its interest rate, EMs may 
suffer Sudden Stops, like in the Tequila 
1994/5 Crisis.
In addition to standard contractionary 
effects, the G-20 may become more stingy 
for fear of further fueling global inflation.



LACLAC ’’ss Policy ChallengesPolicy Challenges



The region will transit between 
overheating and Sudden Stop.
Overheating associated with capital 
inflows, boom in commodity prices and 
inflation.
Sudden Stop as advanced countries raise 
interest rates.



The region has exhibited debt de-
dollarization, which has made it feasible 
for economies like Brazil and Chile to 
devalue without generating destabilizing 
financial stress.
Devaluations were not inflationary 
because they took place in an 
environment of commodity price deflation.

Nominal Debt



In future, however, devaluation may bring 
about inflation and an increase in nominal
interest rates.
If debt is nominal, the increase in nominal 
interest rates increases the fiscal cost of 
servicing the debt.
The consequent increase in fiscal deficit 
may feedback into even higher inflation.



In the 1980s, Brazil fell into an 
inflation/fiscal-deficit trap.
Inflation was very high.  As a result, 
nominal interest rates were about 30% per 
month!
This made stopping inflation very difficult.
If inflation stopped, the real interest rate 
would have been 30% real per month, or 
more than 2000% per year in real terms!



Dollar Debt

One important motivation behind the 
creation of dollar debts in LAC was the 
feeling that nominal debt made it difficult to 
stop inflation, like in Brazil.
Moreover, it was felt that open debt 
repudiation was more costly than 
repudiation through inflation.
Thus, there would be less incentives for 
debt repudiation, lowering interest rates.



This view changed as economies suffered 
from Sudden Stop of capital inflows as a 
result of contagion.
In a Sudden Stop a well-run economy 
could suffer a balance-of-payments crisis if 
investors refuse to rollover dollar debts 
after, say, a crisis in some distant place.
This gave rise to principles like the 
Greenspan-Guidotti rule.



Debt Mutation
Empirical studies show that dollar debts 
increase the probability of Sudden Stops, 
especially when such debt is against local 
banks.
Lower LAC dollar debts probably account 
for the region’s resilience in the present 
crisis.
However, it would be a mistake to be 
complacent about de-dollarization, 
because debt denomination can mutate 
very rapidly, e.g., Mexican Tesobono in 
1994.



Short vs. Long-Term Debt

Long-term debt has the advantage of 
providing insurance against Sudden Stop 
or Liquidity Crunch.
A drawback is that under low credibility the 
cost of LT debt is high.
If lack of credibility is objective, this should 
not dissuade countries from borrowing LT.
However, if it is due to unjustified
contagion, there may be a case for issuing 
short-term debt.



International Reserves:
Self-Insurance

They are effective for self-insurance 
against Sudden Stop, as shown by recent 
crisis.
But its effectiveness depends on how they 
are used
– Foreign exchange stabilization may facilitate 

Capital Flight.

– Directed credit for strategic sectors, like 
export sector, may be more effective.



There is the risk that private sector may 
free-ride, counting on official support in 
case of financial crisis.
New IMF facilities, like the FCL, are a 
substitute for international reserves.
However, their availability relies on IMF 
judgment which has shown to be:
– wrong in several instances

– heavily influenced by political considerations.



International Reserves
Fear of Floating

Probably, the main fear is against 
persistent real currency appreciation or 
devaluation.
Currency appreciation may bankrupt the 
export sector, for example.
Currency depreciation may trigger 
inflationary expectations.
Volatility of real exchange rate is likely to 
become more pervasive looking forward, 
which may exacerbate fear of floating.



International Reserves
Costs and Benefits

Several prominent economists believe that 
EMs have overaccumulated international 
reserves, given the opportunity cost (e.g., 
Rodrik, Summers).
The benefits are: (1) lower probability of 
Sudden Stop, (2) independence of 
monetary policy, (3) protection of strategic 
sectors during financial turmoil.



We still lack consensus on how to 
measure benefits.
Thus, the optimal level of international 
reserves will remain a highly judgmental 
issue, and there will be plenty of room for 
disagreement.
However, it is an issue that LAC will be 
pressed to decide if we enter a period of 
capital inflows, as seems to be the case.
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