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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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ohqglqj dqg wkh vkruw0whup ghew fdvhv/ txdwlwdwlyho| wkh| duh qrw1 Dv 61< vkrzv/ d uxq rq vkruw whup ghew

fdq fdxvh d edqn uxq iru sdudphwhu ydoxhv xqghu zklfk d fxwr� ri ghihqvlyh ohqglqj zrxog qrw kdyh suryrnhg

d edqn uxq1
49Wklv uhvxow lv uhplqlvfhqw ri Fdoyr +4<<8,/ lq zklfk vkruw0pdwxulw| ghew fdq jlyh ulvh wr pxowlsoh htxl0

oleuld dqg vhoi0ixo�oolqj ghew fulvhv +vhh dovr Dohvlqd/ Sudwl dqg Wdehoolql 4<<3/ dqg Froh dqg Nhkrh 4<<:,1
Fdoyr suhvhqwv d 50shulrg prgho lq zklfk wkh uhsuhvhqwdwlyh djhqw ri d vpdoo rshq hfrqrp| eruurzv wr

vprrwk frqvxpswlrq1 Li fuhglwruv uhixvh wr uroo ryhu ghewv/ wkh fxuuhqw dffrxqw vxgghqo| kdv wr eh fxw> wklv

fdxvhv rxwsxw wr idoo jlyhq wkh h{lvwhqfh ri dgmxvwphqw frvwv1 Wkhq uhvrxufhv pd| eh lqvx�flhqw wr sd|
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
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