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Abstract: Analyzing the evolution of emerging economies, vifieir openness to foreign investments and
increasing country risk, there is in the same tinfegh degree of international spread of crisesudtainable
macroeconomic policies, the fragile financial syst@nd disorderly capital account liberalizatiore factors
that have contributed to facilitate rapid propagraif crisis on these economies through varioascéls.

Keywords: crises; contagion; financial system; trade
JEL Code: EO2

1 Introduction

The complexity of the current international finad@ystem and the different way of understanding i
made very difficult identifying and solving vulrahilities that characterize the current economic
system.

However, after the crises of the last decade otwheatieth century in Latin America and South East23
Asia, it has increased the interest of specialistthe prevention of systemic crises. Although in
economic literature there is a classification byety of crises, in practice we cannot support tea id
that a crisis occurred in a country belonging tmasticular type of the set (currency, banking, disc
foreign debt). Therefore, experts call into questibe theoretical concept: twin crises. Thus, there
may be and currency crises and banking crises Asia(1997-1998), the Russian crisis (1998) and
there may be foreign debt and currency crises iridde(1994), Brazil (1999), Argentina (2001).

In modern economic theory we across a variety oflel®that analyze financial crises and their
impact on the real economy. Given the events,dhed, causes and effects of these crises, those who
analyzed them classified them into three generatioh models. The first generation models of
financial crises, introduced by Paul Krugman in 4@nd developed in 1984 by Robert P. Flood and
Peter M. Garbe, refers to fixed exchange ratedutufate around those limits as well as explicit
speculative attacks on them.

According to the first generation of models, undefixed exchange rate, well above the massive
expansion of credit money demand, gradually redubesinternational reserves and ultimately

speculative attacks on exchange rates. Investar® khat their incomes will suffer losses if they

continue to have currency they sell it when theharge rate would exist in conditions where it would
not be fixed (shadow exchange rate) is equal tofitked on the currency market.

Following these actions, foreign reserves are deg)end the fixed exchange rate is abandoned.

Researches carried out after the Gulcin F. Ozkath Alan Sutherland in 1995, shows that the
authorities give up the fixed exchange rate and tuether variables, not only decrease of the
reserves. When a country carries a fixed exchamage, increase in international interest rates
implicitly leads to increased domestic intereserak high level of domestic interest rate increases
financing costs for that country. Thus, in a lapgilic debt, they will argue for abandoning theetix

exchange rate. Moreover, higher interest rates grea@omestic banking system and the authorities
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must devalue the currency to avoid collapse whickiauld be more expensive. (Chang & Velasco,
1999, p. 11)

In this first generation of models we can fit theses in Latin America, Mexico, Argentina, Brazil.
Speaking the above crises, abandonment of fixetlaawge rates was followed by significant losses
suffered by the banking system, massive centrak batervention in the forex market, imposing
restrictions on capital mobility.

A second generation of models was introduced it 189Maurice Obstfeld and he analyzes how the
government chooses to respond to changes in prestimr behavior. Unlike the first generation of
models that focus on linearity behavior of publici grivate sector, the second generation of maslels

based on nonlinear behavior of economic agentsstf€id, 1994, p. 201)

The third generation of models initiated by Pauugman (1999), Roberto Chang and Andreas
Velasco (1999), Philippe Aghion (2001) combines fingt two models and focus on private sector
balance sheets in particular firms or banks withtd®irrency. Krugman (1999) refers mainly to a
small open economy that used to produce a homogsrgmod two factors of production, labor and
capital according to a Cobb-Douglas production fiamc

This generation of models was developed after tlees in Southeast Asia considered being part of
the third generation of models.

Most crises in this region were not based on moypeatafiscal policy expansionary or abandonment
of fixed exchange rates by the authorities (charéstic of the crisis in the first two generatioofs
models), unemployment and inflation were within mal limits. The real problems that led to the
triggering of the crisis were the balance sheetbanmks and firms. One aspect of this crisis is inora
hazard, based on strong links between financidiitimi®ns and governments that yielded the
imprudent behavior from creditors, bad investmesttisions and excessive indebtedness.

24

2 TheEconomic Crises of the Last Two Decades

Economic and financial crises of the past two desa@nd the imbalances caused by these made
experts in the field to reassess the role of imtibonal finance in the global economy. Roots ofkéhe
crises, both economic and financial, are commoghlfghting features depending on vulnerabilities
and economic policies of each countries who faceth conomic shocks.

Analysis of main causes of these crises are idedté#s follows:
a) Disorderly Capital account liberalization

Capital account liberalization in the existencediforder financial economic system, increased the
volatility of macroeconomic events that led to tharency and banking crises in Latin America
(Mexico, Argentina, Brazil), South East Asia (199Russia (1999), Turkey (2000).

b) engaging a fixed exchangerate regime

The danger of a fixed exchange rate regime pratiicemerging countries and we refer to crises in
the last two decades, has resulted in crises évatated the vulnerabilities of financial sectdiost

of the crises started with the devaluation of matlacurrency as a result of unsustainable monetary
policies as the case of Mexico (1994), Argentir@0@® or due to increased speculative pressureeon th
national currency as it was the case of ThailaodfttKorea (1997) and Russia (1998).

¢) the unsustainability of the current account deficit

Most countries in South East Asia were faced wiitessive current account deficits, financed mainly
by attracting foreign capital flows for the shoetrh. With capital mobility, most times, authorities
lose control over monetary policy, and such an enonis more vulnerable to external shocks.

d) hugeforeign debt
CRISIS AND ANTI-CRISIS
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Sometimes, full mobility of capital is reflected fhe indebtedness of countries that lead to externa
debt crises as was the case of Mexico, ArgentinaziB Russia, South Korea, where the external debt
crisis overlapped the currency crisis.

€) increaseinterest rates

Liquidity problems arising in the financial systéemLatin America have increased nominal interest
rates and for South East Asia, it originally wateinded as a measure to avoid the crisis proposed by
the IMF, later becoming one of the causes whickiprated deepening crisis.

f) investment boom that led to overgrowth default volume of credit

As for actual economic and financial crisis, foreigvestors and local euphoria following the rapid
growth of asset prices led to increased lendingnofipeculative purposes leaving countries more
vulnerable to changes in credit availability.

Carelessness shown by the lenders in providingslaad then, East Asian crisis and now, the ctrren
crisis, shows that ignoring basic rules of cauti®ma serious and old problem that caused the most
economic and financial crisis.

) Poor regulation of the economy

Another factor contributing to the onset of mosises is the lack of an appropriate regulatory
framework for companies and banks which allow dawielg unhealthy and corrupt links. This is true
for the current crisis and the South East Asiageigfly for South Korea.

In addition, at the origin of the crises we findusas which are less visible such as panic investors
facing uncertainty, or large changes occurring eople's attitudes that Keynes called them
manifestations of "animal spirit”. All these irraial facts are encouraged by moral hazard théeis t
major cause of gravity of financial crises.

Although many economists have considered theses;rierious threats to international economicand___
financial stability there have been others who hemesidered small problems of domestic economy
without affecting global macroeconomic stability.

Because of disputes, experts and policy makers havvagreed at that time, about the root causes of
these crises (debate on this issue have held tastayh economic policies and reforms necessary to
limit the negative effects prevention of futureses.

Financial crises of the 1990s were a surprise toynsgecialists even for IMF that, based on economic
performance in previous decades, especially in Bas, predicted for this region a very strong
growth.

Besides the common causes that led to the ondéiesé crises, each of them have specific causes
related by the characteristics and vulnerabilitéseach economy and economic policies adopted.
As a feature of Latin American crisis, it was atsused by massive government spending, relaxed
monetary policy leading to higher budget deficitsl énflation.

In contrast, Southeast Asian countries had budggtises and low inflation. A major problem in
these countries was the high indebtedness of catipos (as was the case in South Korea industrial
corporations). Other specific causes of crises fibese regions were increased dependence on
external financing in the short term, high pricésassets, especially real estate, crisis triggéngoe
identical to the current crisis.

Causes of economic and financial crises were jopaidical causes that have hastened their outset,
Mexico (1994), Indonesia (1997).

The Mexican economy problem was excessive valubepeso which made domestic goods prices
exceed the competitiveness of the other markets. fAds resulted in significant loss of exports and
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imports. On the other hand, a current account idefigs not threatening the Mexican dollar reserves
due to considerably increased by the end of 1993.

Mexican financial crisis of 1994 began with the @emation of the peso resulting in more expensive
debt in dollar, which caused serious problems withsolvency of the Mexic. Wanting to protect the
national currency, the authorities decided to iaseeinterest rates which caused an explosion in the
cost of credit, weakening balance sheets of banks.

Precipitation of political and economic phenomena teduced foreign exchange reserves in just four
weeks with 11 billion dollars.

Failure in adopting of prudential norms by Mexidaanks meant increased the bad loans in their
portfolio.

After these events, followed the peso crises. Titerést rates have increased rapidly, the peso
plummeted and Mexico was tightened credit marketsHort time Mexico lost its reputation as the
government's ability to maintain a stable exchamage and sound financial policy.

Asian crisis started in Thailand in 1997 and spneguidly and violently on the first countries inias
and then Russia, Argentina, Brazil both by the cenuial and finance channel.

Currency crisis, accompanied by a crisis of comftieand inadaptability structural measures have led
to slower growth in this country for a long periaidtime.

After the currency crisis in Thailand, contagiofeets have become more visible when the crisis was
spreading rapidly from an emerging country to aanth

In 1997, Indonesia’'s economy, like that of Thailssgemed a healthy but, unlike Thailand, Indonesia
had low inflation rate, a solid banking sector,cmemercial surplus and reserves by over 20 billion
dollars.

26
Violence with which the crisis hit Indonesia wasi®ad mostly by the economic problems faced Asian___
countries (Japan, South Korea, Thailand only a hjdiailowing the withdrawal of capital from this
region which, practically it was the only engineegbnomic growth.

Along with performances of Indonesian economy, smae vulnerabilities have been identified which
favored the crisis spread to this country: stroagital inflows associated with foreign debt growth
since 1994, a fragile banking system as a resutafyism and corruption and interventionist p@ci
such as "family capitalism” that has strangledfibe market economy.

In November 1997, South Korea, the second largestanic and industrial power in the region,
member of the Organization for Economic Cooperatiod Development, seemed to be spared the
financial problems faced by emerging countries gisAHowever, at the end of 1997, the existence of
structural similarities and contagion force extahtlee crisis this country.

To support large industrial concerns (chaebol) muadte them globally competitive, Korea turned to
short-term loans denominated in foreign currencthenit thinking about the dangers of increasing
interest rates and depreciation. In fact, soménesd large industrial corporations, due to hugesdeb
went bankrupt before the crisis.

However, depreciation of national currency, thegdarnumber of bankruptcies of industrial
corporations and the inability of government, hkegeto huge recession.

Another country that has not escaped the contagftect through the financial channel has been
Malaysia.

In the mid of 1997, after the crisis broke in Thad, Malaysia has faced some financial market
shocks. The main vulnerabilities of Malaysia weal &f the capital market by almost 50% by the end
of the year and a large deficit and capital actodfere worrying also growing domestic demand as a
result of too lax lending, increasing asset praxed their impact on the banking system.
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Two other less affected countries by the Asiansrigre the Philippines and Singapore.

Although we cannot speak of a miracle for this doynas was a moderate economic growth,
structural reforms have been well implemented, @afig in the trade and investment sector. Trade
liberalization and privatization of large companiésas been made in normal and prudent
macroeconomic policies led to the economic recouetiie years that followed.

About the crisis in South East Asia countries, marnstakes are attributed to policies adopted by the
International Monetary Fund:

1. encourage these countries to liberalize as quiakliinancial and capital markets;

2. promoting measures based on increasing interesst vettich, under a high degree of leverage,
it has facilitated the road to collapse;

3. promotion of strict fiscal policy while the EastiAs countries had no imbalances. Thus the
IMF imposed austerity measures deepened the crisis.

Asian crisis, when installed, was transmitted tigfowcontagion, both commercial and financial
channel to other regions and even on other cortdnen

Financial sector problems were quickly sent to téal sector causing lower imports with a real
negative effect on international trade.

Import volume contraction in Asian countries afégtby crisis have contributed to lower demand for
exports to Japan, Russia and Latin American (Brézijentina, Chile, Peru). Not only was affected
but traded volume and price of products.

Through financial contagion manifested by foreigm docal investors panic that affected sources of
capital, the Asian crisis was rapidly transmitted neighboring countries: Indonesia, Philippines,
Malaysia, Singapore, South Korea. 27

As a result of financial interdependence, the Asiasis was also sent off continent, having a negat
impact on the country extremely sensitive to movetsief capital as Russia, Brazil, Argentina.

Argentina's currency regime and its connectionh® international financial system are likely to
explain not only the Argentine crisis but before freriod of rapid growth and strengthen its finahci
system.

But Argentina had a huge foreign debt and to ctivem need new government loans.

Fixed exchange rate made imports cheaper, gengratprogressive worsening foreign reserves, and
Argentina's industrial infrastructure which eveiybed to high unemployment.

Departure of foreign capital in Argentina had @ty impact on it. Crisis of confidence from foreign
investors threaten the stability of the bankingeys With the onset of the crisis has been incnegasi

country risk, which was reflected in lower stockcps and liquidity problems arising in the Argeetin

financial system was responsible for the increas®iminal interest rates.

The crisis that crushed Argentina for several yesaes accompanied by external shocks as the
Brazilian real devaluation and international readilon of the dollar. This decreased competitiveness
of Argentina before his partners, the largest b&rayil and the euro area.

Argentina’s real depreciation against the U.S.atqgtiulled down a large economy like that of Brazil.
But the Brazilian crisis has its original, a feway® ago, in 1994, with implementation of the "Real
Plan".

In 2001 the Brazilian economy showed signs thagdbvers, recording a growth rate of almost 4%.
But the Argentine crisis and internal problems betbnomic and political caused again a slowdown
of macroeconomic indicators.
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In Russia, the contagion effects had a greater émpussian crisis was a combination of a currency
crisis and a sovereign debt crisis.

Decline in commodity prices, especially crude alldwing the collapse that swept East Asian
countries had a devastating impact on the Russianoeny. Russia was the largest exporter of crude
oil and tax revenues were an important part osthg budget.

Deep roots of the crisis in Russia are found in doentry's economic structure, institutional
environment, and policy makers at the politicalele\Analysis of the Russian crisis of 1998 reveals
many common points with the Asian crisis and L&tmerican countries.

Poor management by the Kremlin of the transitioacpss since 1990, reflected by the financial
markets and trade liberalization to foreign investmas exposed existing vulnerabilities and fadwok
internal and external economic policies.

All these macroeconomic problems was added a Haebeand increasing interest rates following the
crisis in East Asia has made more difficult theremuic situation of Russia.

Overvalued exchange rate, trade balance defigitctuntry's inability to produce consumer goods and
lower investment led economy towards a major crisis

Even if economic shock was strong enough, shortigr ahe devaluation of the ruble, Russia's
economy began to recover shyly registering posigvewth rates of macroeconomic indicators.
Recovery was installed much faster than expectedauic analysts and international organizations.
The main and most important reason of recovery iRnssconomy was growing demand for oil and
its price.

Measures were taken to overcome the crisis andnrédugrowth economies were different from one
country to another depending on the nature andfggeof the crisis. Most countries have turned to
IMF for financial assistance. 28

In Latin American countries main measures to hiegpfinancial institutions were:
a. reduction in public expenditure;
b. increase in tax revenues;
c. exports stimulation;
d. stimulating domestic consumption by replacimgarts with domestic goods and services;
e. fiscal and monetary tightening;
With regard to Southeast Asia, measures have laen:t
a. devaluation of national currency;
b. recapitalization of banks;
c. financial restructuring of troubled companies;
d. exports stimulation;
e. austere fiscal policy (elimination of subsidiggher prices).

In Malaysia, which it did not adopt an IMF-suppalrterogram, measures were quickly successful,
being the first country to economic growth aftete thrisis. Authorities were concerned with
stimulating employment, financial restructuringestterprises and ensure a continuous funding stream.
(Stiglitz, 2006, p. 153)
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3 Conclusions

Even if there were signals of those outbreaks ddissrinvestors have underestimated the risk
associated with the high expected returns, existirigrge discrepancy between perceived risk and
country risk indicators. (Bari, 2010, p. 403)

Crises in Latin America, East Asia, Russia and rnteehanisms by which a crisis has spread from
country to country and even to another continenild/dave to draw a strong warning, or if there was,
it certainly was ignored.

Imbalances in economic and financial systems dddlemuntries and unsustainable economic policies
played a major role in the changes in their fragiliade flows and facilitating the spread of finexh
crises over the world.

Lessons learned from the external dimension ofttlses in East Asia, Latin America, Russia stands
out clearly exuberance and irrational behaviormfestors in terms of entry and exit to and from
emerging markets. To these is added the lack ofpaency and lack of information on existing
structural weaknesses in the emerging and the algeeéleconomies.
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