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... just another brick in the wall.

Pink Floyd, 1979
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1. Introduction

The last decade has witnessed a number of sharp currency

depreciations, albeit the official promise never to let this happen. The trouble

started in 1992 when a speculative attack on the British pound and other

European currencies forced the United Kingdom, Spain, and Italy to leave the

European Exchange-Rate Mechanism (ERM); France stayed only after

widening exchange rate bands.1 This currency crisis differs greatly from

those which followed. First, it occurred in mature industrial economies.

Access to capital markets remained open during the crisis and, hence, it

would have been possible to defend the exchange rate bands if governments

would have chosen to do so. Second, it seems that there was no economic

penalty for leaving the ERM. In fact, England and Spain experienced higher

growth rates than the European average.

The subsequent crises took place in emerging markets, starting in

1994 in Mexico. Slow growth and a deteriorating political situation, for

example the rebellion in Chiapas, made it impossible for Mexico to roll over

its dollar-denominated short-term debt (tesobonos). A small devaluation of

the peso led to a complete loss of confidence and the peso dropped to half

its pre-crisis value. A rescue package by the International Monetary Fund

(IMF) and the USA bailed out the Mexican government but at a price: GDP

fell in the following year by 7 percent. Economic growth was regained in

1996.2

When Thailand devalued its currency, the Thai baht, on July 2nd 1997,

the stage was set for the most severe and virulent currency crisis of the 90s.

The value of liabilities, denominated in foreign currencies, jumped up in face

of this widely unpredicted depreciation, leading to a financial crisis in the

corporate sector and in the banking system. Firms, unable to meet their

obligations, added to the number of bad loans in the banking sector, which

itself struggled in serving its foreign debt. A resulting credit crunch

precipitated a vicious circle, spreading from Thailand to Malaysia, the

Philippines, South Korea, and Indonesia. The pure figures of contracting

GDP, ranging from –0.6 percent in the Philippines up to –15 percent for

                                                                
1 See Krugman (1997, p. 16).


