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Macroeconomic Theory and Policy

Lecture 25
BOP Crisis and Economic Policy
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External Instability  
 Massive trade deficit 
 Depletion of foreign asset reserves 
 Huge debt outstanding (as in debt crisis in 1980s) 
 
Internal instability 
 Large Budget deficit 
 Recession  
 Higher rate of unemployment  
 Increasing Prices 
  
Causes of Economic Crisis 
 Imprudent fiscal and monetary policies 
 Inadequate supply side policies or adjustment 
 Lack of transparent system 

Nature of Economic Crisis
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Three GAPs: Investment-Saving, Budget and Trade Gaps 
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Internal and External Balance Under the Fixed 
Exchange Rate Regime

analysis of  internal and external stability using IS-LM and international financial integration line can be

conducted using this diagram.

Analysis of Internal and External Stability                            Convergence process to macro equilibrium
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Notes: YF full employment output, BOP = Balance of Payment,  K= capital, ESG =Excess supply of
goods, EDG =Excess demand for goods, ESM =excess supply of money, EDM=excess demand for
money
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Income = demand 
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National saving = Trade balance 
Private saving + public saving = net exports 
 = net capital flow 

NXeyMefyxGyTrIyS =−=−+− ),(),()()()(  
 
Balance of payment condition 
 
Current account +capital account =0 
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Macroeconomic Fundamentals
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Keynesian Approach to BOP
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Trade surplus when income is low
Trade deficit when Y is high

UK experience
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Monetary Approach to BOP: Why Countries with higher 
growth rate do not have Bop Crises?
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Money supply   DRsM +=

Growth rate of reserves: dgygyrg 10 αηα −=

Growth of income raises reserves and favourable to BOP
Has just opposite result than the Keynesian Model.
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BOP: Elasticity Approach
Trade balance: ( ) 0=+− KAMPXP Mx  
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Undershooting and Overshooting of the Exchange Rate

a

b

c

d

c: overshooting depreciation: exchange rate expected to rise.
d: undershooting depreciation, ER expected to fall
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Purchasing Power Parity(PPP):   *ππε
ε

−=
t
t&  

Uncovered Interest Parity (UIP):   
tE

tEe
tE

titi
−

++≈ 1*  

Combining these two relations ππε
ε

−=+≈ **
t
t

titi
&

    

Long run equilibrium:   
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 is % change in nominal exchange rate π  the domestic inflation 

rate *π  the foreign inflation rate *, trtr  are domestic and foreign real

interest rates *, titi  domestic and foreign nominal interest rates 

Basics of  the Foreign Exchange and the Financial Market
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0ε  is the fundamental value of exchange rate, 
domestic currency in terms of foreign currency 
When speculators believe that 0ε  changed either the 
interest rate has to go up or the currency need to be 
devalued. 

Speculation and Crisis
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First generation models  of Economic Crisis
Wrong fundamentals.  
(As happened in the Latin American countries) 
 
A fixed exchange rate policy  
Independent monetary policy 
Free mobility of capital 
 
Speculative attack on currency 
 
 Expansionary monetary policy causes a rise in prices,  
 domestic currency appreciates,  
 it results in capital outflows,  
 the foreign currency reserves gradually decline at the central bank,  
 investors expect that the exchange rate will devalue in near future.  
 
Speculator swiftly buy large amount of foreign currency  
before domestic currency is devalued.  
The currency attack comes before the depletion of reserves. 
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Crisis Time

Reserves

Depletion of Reserves and Economic Crises

Domestic
credit

M

ΔM

B

0

R

D
M = money supply
D = domestic credit
R = Foreign reserves
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The main hypothesis of the second generation model of

currency crisis is that a fixed exchange rate can survive

indefinitely until it is not attacked. It builds on three main

assumptions.

First, governments want to maintain the fixed exchange

rate because of benefits of it, such as lower and stable

inflation.

Secondly, governments may perceive advantages in

abandoning the ER.

Thirdly perceived advantages of dropping the exchange

rate increases more if more people think that the ER will

depreciate. UK and Italy left the ERM because benefits of

leaving the ERM were higher than the benefits of

remaining in it.

Second generation models of Economic Crisis
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Two Views About Asian Crisis
1. Combination of inconsistent fiscal and monetary policies:   
 -policy makers wanted high growth rate, fully liberalised 
 capital account, independent monetary and fiscal policies 
 - expansionary policy caused higher inflation and 
 appreciation of domestic currency but governments did not 
 allow exchange rate to change.   
 -When this policy became unsustainable government 
 devalued. The debt stock of local firms and banks in terms 
 of foreign currency became astronomical and governments 
 failed.  
2. Moral Hazards and Adverse Selection 
Market believed that government will rescue in time of crisis as 
the relationship between policy makers, corporations and banks 
in South East Asian countries very close.   
Government supported the banking system which  borrowed 
short term loans to finance long term projects from the 
international financial market.  
 After sometime size of non-performing loan increased 
 When panic button was on all foreign investors withdrew 
 their funds, Asian currencies were under attack and 
 collapsed.
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Mexican crisis
It was the result of over lending by the private banks mainly 
under the guarantee of the US government.   
 
Private sectors invested indiscriminately even in riskier projects 
which eventually could not pay a reasonable return.  
 
Foreign debt accumulated and debt servicing became 
unmanageable.  
 
Mexican Government was close to default on debt servicing in 
1993. 
  
The US treasury brought a rescue plan and bailed out on 
condition of policy reform in fear that the crisis may have 
contiguous effect on the US economy. 
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Crisis in transition economies 1990s

Prices did not reflect relative scarcity of goods in the 
centrally planned economies.  
It caused massive inefficiency in the resource allocation 
process.  
Major problem of transition economies was to privatise the 
economy, liberalise the price system and the international 
trade.  
Liberalisation process in these  economies have been 
painful process accompanied by very high inflation, 
massive devaluation and capital flight.  
 
It affected the flow of investment and recession. 
 
When they started liberalisation there was massive capital 
flight. It was very difficult to achieve credibility. 
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1. Introduction of a free market economy where production and
exchange activities are organised more on the basis of price signals
rather than the decision of the central planners.

2. Control on deficit and debt of the public sector.

3. Privatisation of state owned enterprises. The subsidies to them
from the central government are reduced. They are handed to the
private sector on the faith that private sector is more efficient than
the public sector. This also means setting the market prices for
products according to the cost of production

4. More flexibility in labour and financial markets. Employers now
have more freedom in selecting employees in a more competitive
basis.

5. Free trade. It included dismantling of licences or permits or any
other restriction on trade and commerce.

Main components of economic liberalisation
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