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1. Overview of International Financial Crisis

Reinhart and Rogoff(2009)

If there is one common theme to the vast range of crises we consider in this

book, it is that excessive debt accumulation, whether it be by the

government, banks, corporations, or consumers, often poses greater systemic

risks than it seems during a boom.

Debt-fueled booms all too often provide false affirmation of a government’s

policies, a financial institution’s ability to make outsized profits, or a

country’s standard of living. Most of these booms end badly.

Of course, debt instruments are crucial to all economies, ancient and

modern, but balancing the risk and opportunities of debt is always a

challenge, a challenge policy makers, investors, and ordinary citizens must

never forget.
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1. Overview of International Financial Crisis

Three Types of International Financial Crisis

Exchange rate crisis: When the break (of fixed exchange rate) occurs, there

is often a large, sudden depreciation accompanied by high economic and

political costs. Such a collapse is known as an exchange rate crisis.

Banking crisis: In the private sector, if banks and other financial institutions

face adverse shocks, they may become insolvent, causing them to close or

declare bankruptcy: this is known as a banking crisis.

Default crisis: In the public sector, if the government faces adverse shocks,

it may default and be unable or unwilling to pay the principal or interest on

its debts: this is known as a sovereign debt crisis or default crisis.
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1. Overview of International Financial Crisis

Financial Crises by Type

Source: Laeven and Valencia(2018), Figure 4.
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1. Overview of International Financial Crisis

Vicious Circles in Twin and Triple Crises
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1. Overview of International Financial Crisis

Economic Costs of the Financial Crisis

Source: Reinhart(2018), International Financial Crises, Lecture slides on Nobel Symposium “Money and Banking”.
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1. Overview of International Financial Crisis

Turning Right after the Financial Crisis

Source: Funke et al.(2016), Fig2. Far-right and right-wing populist votes in European elections.
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2. Currency Crises: History and Policies 2.1 Facts about Currency Crises

Currency Crashes: 1800–2007

Source: Reinhart and Rogoff(2009), Figure 12.3. The share of countries with annual depreciation rates greater than 15 percent.
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2. Currency Crises: History and Policies 2.1 Facts about Currency Crises

Currency and Banking Crisis: 1880–1997

Source: Bordo et al.(2001), Figure 1.
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2. Currency Crises: History and Policies 2.2 How Pegs Work: The Mechanics of a Fixed Exchange Rate

The Central Bank Balance Sheet and Support Ratio

M = R + B

The ratio R/M is called the backing ratio, and it indicates the fraction of

the money supply that is backed by reserves on the central bank balance

sheet.
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2. Currency Crises: History and Policies 2.2 How Pegs Work: The Mechanics of a Fixed Exchange Rate

The Central Bank Balance Sheet Diagram
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2. Currency Crises: History and Policies 2.2 How Pegs Work: The Mechanics of a Fixed Exchange Rate

Changes in the Level of Money Demand

When the domestic output Y declines or the interest rate i increases, the

nominal money demand M = L(i)Y will decrease. Given B unchanged,

the fall of money demand equals the change of reserve assets ∆M = ∆R.

M ↓= R ↓ +B
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2. Currency Crises: History and Policies 2.2 How Pegs Work: The Mechanics of a Fixed Exchange Rate

Illustration in the Central Bank Balance Sheet Diagram
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2. Currency Crises: History and Policies 2.2 How Pegs Work: The Mechanics of a Fixed Exchange Rate

Extention of UIP and the Risk Premium of Interest Rate

i = i∗ +
∆E e

E
+

[
Exchange rate

risk premium

]
︸ ︷︷ ︸

Currency premium

+

[
Default

risk premium

]
︸ ︷︷ ︸

Country premium

The currency premium reflects the credibility of pegged exchange rate.

The country premium is compensation for perceived default risk

(settlement or counterparty risk).
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2. Currency Crises: History and Policies 2.2 How Pegs Work: The Mechanics of a Fixed Exchange Rate

Risk Premium in Argentina
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2. Currency Crises: History and Policies 2.2 How Pegs Work: The Mechanics of a Fixed Exchange Rate

Risk Premiums of Argentina and Hongkong
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2. Currency Crises: History and Policies 2.2 How Pegs Work: The Mechanics of a Fixed Exchange Rate

Changes in the Composition of Money Supply

M = R ↓ +B ↑
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2. Currency Crises: History and Policies 2.2 How Pegs Work: The Mechanics of a Fixed Exchange Rate

Illustration in the Central Bank Balance Sheet Diagram
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2. Currency Crises: History and Policies 2.3 Generalization of Central Bank Balance

General Central Bank Balance

M + L = R + B

M ↓,B ↑ 6=⇒ R ↓, R/M > 1
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2. Currency Crises: History and Policies 2.3 Generalization of Central Bank Balance

Case 1: Agentina’s Crisis in 1993–1997
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2. Currency Crises: History and Policies 2.3 Generalization of Central Bank Balance

Case 2: Sterilization in China
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3. Banking Crises in History and Present 3.1 Overview of Banking Crises

Banking Crises in History

Source: Reinhart(2018), International Financial Crises, Lecture slides on Nobel Symposium “Money and Banking”.

Note: Reinhart and Rogoff(2008 and 2009); introspective index of capital mobility index of capital mobility based on Obstfeld

and Taylor(2004) updated and backcast to 1800-1859. Reinhart, Reinhart, and Trebesch(2017) trace a very similar capital

mobility index over 1815-2016 based on international bond issues and cross-border capital flows.
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3. Banking Crises in History and Present 3.1 Overview of Banking Crises

Frequency of Systemic Banking Crises, 1970–2017

Source: Laeven and Valencia(2018).
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3. Banking Crises in History and Present 3.1 Overview of Banking Crises

Systemic Banking Crises by Income Level, 1970–2017

Source: Laeven and Valencia(2018).
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3. Banking Crises in History and Present 3.1 Overview of Banking Crises

Costly Banking Crises
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3. Banking Crises in History and Present 3.1 Overview of Banking Crises

Costly Banking Crises (cont.)
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3. Banking Crises in History and Present 3.2 Understanding the Crisis in 2008

Understanding Financial Crisis

Summers(2000):

Leo Tolstoy famously observed that “every happy family is the same. Every

unhappy family is miserable in its own way.” Every financial crisis is different and

involves its own distinctive elements.

Allen and Gale(2009):

There is a significant empirical literature on financial crises. Much of this work is

concerned with documenting regularities in the data. ...The theory is at a

relatively early stage,... crises are complex phenomena in practice. One of the

main themes of this book is that there is no one theory of crises that can explain

all aspects of the phenomena of interest.

Reinhart and Rogoff(2009):

The literature on financial crises suggests markedly rising asset prices, slowing real

economic activity, large current account deficits, and sustained debt buildups

(whether public, private, or both) are important precursors to a financial crisis.
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3. Banking Crises in History and Present 3.2 Understanding the Crisis in 2008

The Crisis in 2008

Note: GDP Real Growth Rates for 2009
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3. Banking Crises in History and Present 3.2 Understanding the Crisis in 2008

Actors in the Crisis

China: The savings glut and global imbalances

FED: Low-interest rate and too-easy monetary policy

Bankers: Over innovation and expansion of shadow banking

Households and real estate brokers: The housing bubble and market

failure

SEC, Fannie Mae, and Freddie Mac ...: De-regulation, lack of

supervision and government failure

......
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3. Banking Crises in History and Present 3.2 Understanding the Crisis in 2008

Too Much Export of China?
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3. Banking Crises in History and Present 3.2 Understanding the Crisis in 2008

Too Much Money from FED?

According to Taylor(2007), during the period from 2002 to 2005, the short term

interest rate path deviated significantly from what this two decade experience

would suggest is appropriate.

This deviation may have been a cause of

the boom and bust in housing starts and

inflation in the last two years.
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3. Banking Crises in History and Present 3.2 Understanding the Crisis in 2008

Too Much Innovation in Finance?

Bernanke(2010) argues that “monetary policy following the 2001 recession

appears to have been reasonably appropriate... (but) it is difficult to ascribe the

house price bubble either to monetary policy or to the broader macroeconomic

environment.”
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3. Banking Crises in History and Present 3.2 Understanding the Crisis in 2008

Schularick and Taylor(2012): Credit Booms Gone Wrong

We study the behavior of

money, credit, and

macroeconomic indicators over

the long run based on a new

historical dataset for 14

countries over the years

1870-2008.

Pre-WWI:

B/Y ,M/Y ↑, B/M →

Post-WWII:

B/Y ,M/Y ↑↑, B/M ↑
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3. Banking Crises in History and Present 3.2 Understanding the Crisis in 2008

Cumulative Effects after Financial Crises

Pre-WWII: M ↓, M0 ↓, B ↓, Y ↓, P ↓

Post-WWII: M ↓, M0 →, B ↓, Y ↓, P →
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3. Banking Crises in History and Present 3.2 Understanding the Crisis in 2008

Predictor and Policy of Financial Crises

Credit growth is a

powerful predictor of

financial crises,

suggesting that such

crises are “credit

booms gone wrong”.

Policymakers ignore

credit at their peril.
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4. Reading and Discussion

Reading and Discussion

Please read ONE of the following reports and discuss with your friendsµ

BIS: Promoting global monetary and financial stability, Annual Economic

Report, June 2018

IMF: A Decade after the Global Financial Crisis: Are We Safer?, Global

Financial Stability Report, October 2018

PBC: China Financial Stability Report 2018.

Philippon, T. and A. Salord 2017: Bail-ins and Bank Resolution in Europe:

A Progress Report, Geneva Reports on the World Economy Special Report 4
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