
Velasco acknowledges generous support from the C.V. Starr Center for Applied Economics at New York University and
from the Harvard Institute for International Development. The views expressed here are those of the authors and not
necessarily those of the Federal Reserve Bank of Atlanta or the Federal Reserve System. Any remaining errors are the
authors’ responsibility.

Please address questions regarding content to Roberto Chang, Research Officer, Research Department, Federal Reserve
Bank of Atlanta, 104 Marietta Street, NW, Atlanta, Georgia 30303-2713, 404/521-8057, roberto.chang@atl.frb.org; or
Andrés Velasco, Professor of Economics at New York University and NBER, Department of Economics, NYU, 269 Mercer
Street, 7th floor, New York, New York 10003, 212/998-8958, velasco@fasecon.econ.nyu.edu.

Questions regarding subscriptions to the Federal Reserve Bank of Atlanta working paper series should be addressed to the
Public Affairs Department, Federal Reserve Bank of Atlanta, 104 Marietta Street, NW, Atlanta, Georgia 30303-2713,
404/521-8020. The full text of this paper may be downloaded (in PDF format) from the Atlanta Fed’s World-Wide Web
site at http://www.frbatlanta.org/publica/work_papers/.

Financial Crises in Emerging Markets: A Canonical Model

Roberto Chang and Andrés Velasco

Federal Reserve Bank of Atlanta
Working Paper 98-10

July 1998

Abstract: We present a simple model that can account for the main features of recent financial crises in emerging
markets. The international illiquidity of the domestic financial system is at the center of the problem. Illiquid
banks are a necessary and a sufficient condition for financial crises to occur. Domestic financial liberalization and
capital flows from abroad (especially if short-term) can aggravate the illiquidity of banks and increase their
vulnerability to exogenous shocks and shifts in expectations. A bank collapse multiplies the harmful effects of
an initial shock, as a credit squeeze and costly liquidation of investment projects cause real output drops and
collapses in asset prices. Under fixed exchange rates, a run on banks becomes a run on the currency if the central
bank attempts to act as a lender of last resort.
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iru rxwvwdqglqj ghew/ dqg wkh fuhglwruv* uhixvdo wr ohqg djdlq lv vhoi0frq�uplqj1 Fdoyr*v dujxphqw uholhv rq

dg0krf frvwv ri dgmxvwlqj wkh fxuuhqw dffrxqw +iru lqvwdqfh/ oderu xquhvw iroorzlqj wkh fxw lq frqvxpswlrq,1

Dq lghqwlfdo orjlfdo fkdlq lv suhvhqw lq rxu vwru|/ exw wkh plfur0irxqgdwlrqv ri wkh rxwsxw orvv duh fohdu=

wkh uhixvdo wr uroo ryhu ghew fdxvhv frvwo| oltxlgdwlrq ri orqj0whup grphvwlf lqyhvwphqwv> li wkh frvw lv odujh

hqrxjk/ wkhq rxwsxw grhv qrw vx�fh wr uhsd| fuhglwruv/ dqg wkhlu ihduv ehfrph vhoi0ixo�oolqj1
4:Qr dgglwlrqdo eruurzlqj lv qhhghg lq shulrg 4/ vr lvvxhv ri rqjrlqj ohqglqj gr qrw dulvh hlwkhu1 Ri frxuvh/

wkh edqn pd| vwloo eh yxoqhudeoh wr d uxq e| grphvwlf ghsrvlwruv1
4;Dv zh dujxhg hduolhu/ lq sudfwlfh wkhuh pd| eh d zhgjh ehwzhhq wkh frvw ri eruurzlqj deurdg dqg

wkh lqwhuhvw udwh wkh edqn hduqv rq lwv uhvhuyhv khog deurdg1 Lq vxfk d fdvh wkh edqn zrxog idfh d zhoo

gh�qhg wudghr� ehwzhhq wkh frvw ri kroglqj pruh uhvhuyhv +xs wr d txdqwlw| he, dqg wkh ehqh�wv ri uhgxflqj

yxoqhudelolw|1
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ì �@�i t|�_�i_ |�@| ^�it|�L? E@?_ ti�ih@* L|�iht �@��?} |L _L ��|� |�i _it�}? Lu i �

U�@?}i h@|i t)t|i4t �?_ih M@?! uh@}�*�|)� �? ��@?} @?_ Vi*@tUL E�bbH@�� ��h 4@�? UL?U*��

67Ri frxuvh/ wklv vlwxdwlrq ri lqwhuqdwlrqdo looltxlglw| frxog eh dyrlghg li wkh Fhqwudo Edqn khog dgglwlrqdo

oltxlg uhvhuyhv1 Exw wklv udlvhv d krvw ri qhz lvvxhv1 Zkhuh grhv wkh jryhuqphqw rewdlq wkhvh uhvrxufhv

wr ehjlq zlwkB Li yld wd{dwlrq/ wklv fohduo| uhgxfhv frqvxpswlrq srvvlelolwlhv iru wkh sulydwh vhfwru1 Wkh

lqh�flhqf| lv sduwlfxoduo| dfxwh ehfdxvh wr eh h�hfwlyh wkh Fhqwudo Edqn pxvw nhhs wkh uhvrxufhv lq wkh ohvv

surgxfwlyh oltxlg dvvhw1 Iru d ghwdlohg glvfxvvlrq ri wkhvh lvvxhv/ vhh Fkdqj dqg Yhodvfr +4<<;d,1
68Wklv idprxv skudvh lv dwwulexwhg wr Ph{lfdq Suhvlghqw O�rsh} Sruwloor lq ghvfulelqj klv frpplwphqw wr

ghihqg wkh shvr lq 4<;5> kh ghydoxhg d ihz zhhnv odwhu1

e2



t�L? �t |�@| �i �M*i i U�@?}i h@|itc UL�T*i_ ��|� @ �i?|h@* �@?! |�@| @U|t @t @ *i?_ih Lu *@t|

hitLh|c U@? hi_�Ui �?@?U�@* uh@}�*�|) �? @ �@) � i_ i U�@?}i h@|it U@??L|�

b� �L?U*�t�L?t

+@|�ih |�@? hit|@|�?} L�h @?@*)|�U@* hit�*|tc �i UL?U*�_i M) �?_ihtULh�?} |�i 4@�? TL*�U)

�4T*�U@|�L?t Lu L�h @?@*)t�t�

�� A�i t�Lh| 4@|�h�|) Lu U@T�|@* �?�L�tc 4Lhi |�@? |�i�h @MtL*�|i t�3ic U@? UL?|h�M�|i

|L M@?! uh@}�*�|)� A�ihiuLhic _�t�?Ui?|��it uLh t�Lh|�|ih4 uLhi�}? MLhhL��?} M) M@?!t 4@)

�i** Mi ��t|��i_� O�}� hi^��hi_ hitih�it L? M@?! *�^��_ M@?! *�@M�*�|�it E��i|�ih �? _L4it|�U

Lh uLhi�}? U�hhi?U)c @?_ ��i|�ih L�i_ |L *LU@*t Lh uLhi�}?iht� �t @? LM��L�t U�L�Ui � W| 4@)

Mi tL�?_ TL*�U) i�i? �u �| �@t tL4i i�U�i?U) ULt|t Lh �u U@�tit tL4i _�t�?|ih4i_�@|�L?� �?

LM��L�t U@�i@| �t |�@|c �u M@?!t @hi UL?t|h@�?i_c �h4t ��** _L |�i�h L�? t�Lh|�|ih4 MLhhL��?}c

@t �| �@TTi?i_ 4@tt��i*) �? W?_L?it�@� � TL*�U) |�@| �t ?L| t�M�iU| |L |��t U@�i@| �t |@ it L?

@** U@T�|@* �?�L�tc ��ihi |�i |@ h@|i �? �?�ihti ThLTLh|�L? |L |�i 4@|�h�|) Lu |�i �?�L� E@?_

��ihi *L?} |ih4 �L�t t�U� @t 6#W }L �?|@ i_ @| |�i MLh_ih� �@t i4T*L)i_ M) �L*L4M�@

@?_ ���*i �? |�i �bbft� ��| |��t @_�@?|@}i �t @*tL @ TL|i?|�@* ULt|c �? |�@| |�i �?i�U�i?U�it

@ttLU�@|i_ ��|� @ hit|h�U|i_ ti| Lu MLhhL��?} LT|�L?t @TT*) |L @ *@h}ih t�@hi Lu |�i iUL?L4)�

2� 6�?@?U�@* *�Mih@*�3@|�L? |�@| �?Uhi@tit �i*u@hi �u M@?! Uh�tit _L ?L| LUU�h 4@) @*tL

i?*@h}i |�i ti| Lu U�hU�4t|@?Uit �? ���U� t�U� Uh�tit @hi �?_ii_ TLtt�M*i� A�i @?@*)t�t �?

tiU|�L? � @ML�i t�}}it|t |�@| 4L�it |L _i�hi}�*@|i |�i M@?!�?} t)t|i4 ���i|�ih M) *L�ih�?}

hitih�i hi^��hi4i?|t Lh uLt|ih�?} }hi@|ih UL4Ti|�|�L? @4L?} M@?!t� 4�t| Mi �?_ih|@!i?

��|� U@hi�

�� W? |�i i�i?| Lu @ Uh�t�tc *@h}i hi@* ULt|t 4@) Mi �?U�hhi_ @t @ hit�*| Lu i@h*) *�^��_@|�L?

Lu �?�it|4i?|tc @?_ @tti| Th�Uit 4@) UL?ti^�i?|*) u@** u@h|�ih |�@? |�i) �L�*_ �@�i �@_ |��t

*�^��_�|) Uh�?U� Mii? @�L�_i_� A��t LMtih�@|�L? �t �i*Tu�* �? _it�}?�?} TL*�U�it |L hitTL?_

|L |�i Uh�t�t �uLh �?t|@?Uic �? _i@*�?} ��|� |hL�M*i_ M@?!t� A�i ThLTih TL*�U) ThitUh�T|�L?

U*i@h*) _iTi?_t L? L?i<t @ttitt4i?| Lu |�i Uh�t�t� Wu |�i ThLM*i4 �t Th�4@h�*) L?i Lu 4Lh@*

�@3@h_ @?_ L�ih*i?_�?} E@t kh�}4@? �bbH �@t U*@�4i_ uLh �t�@� Lh Lu L�|h�}�| uh@�_ E@t

e�



�!ih*Lu @?_ +L4ih �bbS @h}�i_ uLh |�i N�5� 5:w Uh�t�t�c |�i? M@?!t @hi �?tL*�i?| @?_ |�i)

t�L�*_ Mi i�|�ih U*Lti_ Lh uLhUi_ |L hiU@T�|@*�3i� ��| �u |�i ThLM*i4 �t L?i Lu �**�^��_�|)

4@_i @U�|i M) T@?�U!i_ Mi�@��Lh M) _iTLt�|Lht @?_ Uhi_�|Lht E@t �i �@�i @h}�i_�c *�^��_�|)

t�L�*_ Mi �?�iU|i_ �?|L M@?!tc ?L| ��|�_h@�? uhL4 |�i4c �? Lh_ih |L 4�?�4�3i ULt|*) @tti|

*�^��_@|�L?�

e� 5iU|�L? VW t�}}it|t |�@| _�t|Lh|�?} }L�ih?4i?| TL*�U�it t�U� @t _iTLt�| }�@h@?|iit

Lh �?�it|4i?| t�Mt�_�it @hi |L Mi @�L�_i_ ?L| tL 4�U� MiU@�ti |�i) U@�ti i�U�i?U) *Lttitc

M�| MiU@�ti |�i) U@? �?Uhi@ti M@?!t< �**�^��_�|) @?_ �i?Ui �Lhti? �?@?U�@* uh@}�*�|)� `��*i

RL�ih�?�it|4i?|� 4@) Mi T@h| Lu |�i �t�@? t|Lh)c uLh �?t|@?Uic �| �t �@h_*) T*@�t�M*i |�@|

�| UL�*_ @UUL�?| uLh |�i 4@}?�|�_i Lu |�i hi@* UL?|h@U|�L? �? @U|���|)� A�@| U@? L?*) Mi

�?_iht|LL_ @t |�i hit�*| Lu |�i @UUL4T@?)�?} �?@?U�@* UL**@Tti�

D� A�i UL4M�?@|�L? Lu @? �**�^��_ �?@?U�@* t)t|i4 @?_ � i_ i U�@?}i h@|it U@? Mi *i|�@*�

Wu |�i Ui?|h@* M@?! UL44�|t ?L| |L tih�i @t @ *i?_ih Lu *@t| hitLh|c |�i? M@?! h�?t U@? LUU�h(

�u �| @U|t @t @ *i?_ih Lu *@t| hitLh| �? _L4it|�U U�hhi?U)c M@?! h�?t @hi i*�4�?@|i_ @| |�i ULt|

Lu U@�t�?} U�hhi?U) h�?t� Oi?Uic ��|� � i_ i U�@?}i h@|it @?_ �?t��U�i?| hitih�it E|�@|

�tc �**�^��_�|)�c @ Uh�t�t �t �?@�L�_@M*i �u �?�it|Lh ti?|�4i?| |�h?t ?i}@|��i( |�i L?*) U�L�Ui

@�|�Lh�|�it u@Ui �t ��@| !�?_ Lu Uh�t�t |L �@�i�

W? L�h ��i� |��t hiThiti?|t @ t|hL?} U@ti �? u@�Lh Lu �i �M*i i U�@?}i h@|it� ��| |�ihi

@hi U@�i@|t� �?i �t |�@| |�i UL4M�?@|�L? Lu �i �M*i h@|it T*�t @ *i?_ih Lu *@t| hitLh| �?

*LU@* U�hhi?U) U@? ThL|iU| M@?!t @}@�?t| ti*u�u�*�**�?} Titt�4�t4 L? |�i T@h| Lu _L4it|�U

_iTLt�|Lht E��Lti U*@�4t @hi �? *LU@* U�hhi?U)�c ?L| @}@�?t| T@?�U M) i |ih?@* Uhi_�|Lht ��L

�L*_ t�Lh|�|ih4 ��L��<t _i?L4�?@|i_ �? _L**@ht�

S� Wu �?@?U�@* Uh�tit t�U� @t |�Lti �? ,@t| �t�@ �ihi @| *i@t| T@h|�@**) U@�ti_ M) ti*u

u�*�**�?} *�^��_�|) t^�ii3it L? M@?!tc |�ihi �t @ hL*i uLh @? �?|ih?@|�L?@* *i?_ih Lu *@t| hitLh|

|�@| U@? �i*T L�ihUL4i @ �?@?U�@* t)t|i4<t �?|ih?@|�L?@* �**�^��_�|)� 6�?_t uhL4 @MhL@_ |L

Thi�i?| �??iUitt@h) Uhi_�| Uh�?U�it @?_ @�L�_ ULt|*) *�^��_@|�L? Lu �?�it|4i?| U@? �?Uhi@ti

�i*u@hi�

A�i �t�@* E@?_ �@*�_� LM�iU|�L? �t 4Lh@* �@3@h_� ��| |��t ?ii_ ?L| Mi @ h@|�L?@*i uLh

ee



TL*�U) T@h@*)t�t� 6�hi �?t�h@?Ui @?_ M@?! _iTLt�| }�@h@?|iit @*tL h�t! �?_�U�?} 4Lh@* �@3@h_c

M�| |�i h�t! U@? Mi 4�?�4�3i_ M) ThLTih UL?|h@U| _it�}? @?_ @TThLTh�@|i 4L?�|Lh�?}� �L L?i

@_�LU@|it M@??�?} �hi �?t�h@?Ui t�4T*) MiU@�ti �| *i@_t tL4i �L4i�L�?iht |L Mi U@hi*itt

��|� |�i�h �hiT*@Uit� A�i t@4i t�L�*_ Mi |h�i Lu @? �?|ih?@|�L?@* *i?_ih Lu *@t| hitLh|�

eD



�f� �TTi?_� 

Oihi �i t�L� |�@| UL?_�|�L? 2��e �t @*tL ?iUitt@h) uLh M@?! h�?t |L LUU�h �? |�i M@t�U 4L_i*�

5�TTLti |�@| @ ?�4Mih Ob Lu _iTLt�|Lht U*@�4 |L Mi �4T@|�i?| �? Tih�L_ �� �*i@h*) �| �t i?L�}�

|L hit|h�U| @||i?|�L? |L |�i U@ti �? ���U� Ob : b� ì t�@** @h}�i M) UL?|h@_�U|�L? @?_ t�L�
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