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Since the beginning of 2018, currencies of two large emerging-market economies –
Argentina and Turkey – suffered from substantial depreciation. Other currencies also
recorded losses. Which factors are determining macroeconomic and financial stability
in emerging-market economies? And what can be done to prevent a crisis and avoid
its economic, social and political costs?

The essence of the this-time-is-different syndrome is simple. It is rooted in the firmly
held belief that financial crises are things that happen to other people in other
countries at other times; crises do not happen to us, here and now. We are doing
things better, we are smarter, we have learned from past mistakes.

 (Reinhart and Rogoff, 2009, p. 15)

_________________

Summary

Symptoms of currency crisis in Argentina and Turkey in August and September 2018
raised again the question over which factors determine macroeconomic and financial
stability in emerging-market economies.

As with previous crisis episodes in 1980s and 1990s, prudent domestic policies play
the key role. Monetary and fiscal laxity, as well as structural and institutional
distortions, are the main crisis causes even if external shock/contagion often serves as
a trigger.

Early policy correction can help in preventing a crisis and avoid its economic, social
and political costs. If crisis cannot be avoided the comprehensive anti-crisis package,
including up-front monetary and fiscal adjustment should be adopted as quickly as
possible to arrest market panics and reverse negative expectations.

The symptoms of new storm?

Since the beginning of 2018, currencies of two large emerging-market economies and
members of the G20 – Argentina and Turkey – suffered from substantial
depreciation. Culmination of speculative attack came in August and September. Other
currencies, including the Indian rupee, Indonesian rupiah, Brazilian real, Pakistani
rupee, Russian rouble and South African rand also recorded losses, but smaller ones
as compared to Argentina and Turkey (Figure 1).

(CDS) for Argentinian and Turkish government bonds denominated in US dollars
(Figure 2) started to increase from the beginning of 2018, but picked up dramatically
in August and September 2018 – by some 400 basis points for Argentina and 300
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basis points for Turkey.

Even though they decreased at the end of September and early October 2018, they
continue to stay far above the pre-crisis level.

Are emerging-market financial crises back?

In the popular perception, emerging-market economies did not experience serious
macroeconomic and financial turbulence since the beginning of this century. This
perception was not entirely correct, because several economies – especially in Central
and Eastern Europe (CEE) and the former Soviet Union (FSU) – suffered from a spill-
over effect of the global financial crisis of 2007-2009 (Dabrowski, 2010). Then the
decline in oil and other commodity prices in 2014-2015 triggered substantial currency
depreciation and fiscal tensions in Algeria, Azerbaijan, Belarus, Kazakhstan,
Malaysia, Nigeria, Russia and a few other countries (Dabrowski, 2015).

Nevertheless, there were not serial emerging-market crises with cross-country
contagion, as had occurred in the 1980s or 1990s (except FSU). Besides, victims of
the previous crises in Latin America and Asia remained unaffected by turbulences of
the late 2000s and early 2010s and continued growing in the period when most
advanced economies had to deal with negative consequences of the global financial
crisis. Macroeconomic and financial instability did not originate from emerging
markets, but from the US and Europe.

While the aim of this note is not to speculate whether, in the coming weeks and
months, we will see more crisis episodes and which countries could be affected, the
risk of such developments remains relatively high. This is caused, in the first instance,
by the continuous tightening of US monetary policy. Historical experience tells us
that increasing interest rates in the US have usually led to US dollar strengthening,
capital outflow from emerging markets, and pressure on their currencies. Figure 1
confirms that such an effect can be also observed in the current policy cycle.

The increasing global economic uncertainty associated with protectionist policies,
such as the Trump administration is practising in the US, is another factor which can
hit many emerging-market economies, in particular those that developed export-
oriented manufacturing capacity and participate in global value chains.

The above developments prompt a look, once again, at factors that increase risk of
financial crisis and how to prevent them in the least costly way.

The key role of domestic policies

Whatever is the impact of global factors, the key role is always played by domestic
policies. In this respect, the two recent victims, Argentina and Turkey, made several
policy mistakes in the past that increased their vulnerability.

Argentina recorded high and increasing inflation and fiscal deficit, and several
episodes of recession in the last decade (Table 1) as a result of the populist policies of
President Cristina Fernandez de Kirchner, who ruled the country between 2007 and
2015. These policies included excessive public spending in years of commodity boom;
price, foreign exchange and export controls; energy subsidies; a complex and non-
transparent tax system; trade protectionism; manipulation of price and GDP
statistics; the undermining of central-bank and judicial independence (OECD, 2017).
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The case of Turkey is slightly different. The country recorded high growth and ran
moderately prudent fiscal policy. However, its monetary policy was too lax – as
demonstrated by increasing inflation (much higher than the levels of its main trading
partners) and low interest rates (negative in real terms). Furthermore, an
authoritarian trend in domestic politics led to deterioration in economic institutions
and the reversal of many reforms of the early 2000s (Acemoglu and Ucer, 2015). For
example, the Central Bank of the Republic of Turkey (CBRT) was under pressure to
avoid an increase in interest rates backed by an ‘unorthodox’ president’s opinion that
higher interest rates lead to higher inflation.

The failed military coup d’état in 2016 led to massive personal purges in the judiciary
and public administration, which also meant deterioration in economic governance.
The new round of ethnic conflict with the Kurdish minority, engagement in the
conflict in Syria, tensions with traditional allies (the US and Europe) and practical
freezing of the EU accession process forced many investors to reassess geopolitical
risks and prospects of deeper integration with the EU economy.

In 2017-2018, both countries recorded increasing current account deficits. In
Argentina, this has been the effect of fiscal imbalance and a low rate of private saving;
in Turkey, it has been born of private sector over-borrowing and an investment boom.
In principle, such deficits can be seen as a normal phenomenon in the world of
unrestricted capital movement, in which investors seek the highest rate of return
(Dabrowski, 2013). However, if a country has limited access to the world capital
market (Argentina), if its domestic investment climate is not rated favourably and if
macroeconomic policies are too expansionary (both cases) then the increasing current
account deficit should serve as a warning signal and strong argument in favour of
policy correction.

History and reputation matter

Not surprisingly, both Turkey and Argentina have recorded several macroeconomic
and financial crises in their history (Reinhart and Rogoff, 2009). The last episodes
happened in both countries in 2000-2002, at the end of the 1990s round of
emerging-market crises.

The Argentinian crisis of 2002 was particularly messy and involved abandoning the
currency board, a deep devaluation of peso, the default of banks on their liabilities to
depositors and a default on public debt. The long conflict with foreign holders of
government bonds was resolved only in 2016 (Mander and Moore, 2016).
Manipulation of price and GDP statistics in the first half of 2010s additionally
undermined the government’s credibility.

Memory of past financial crises influence the behaviour not only of foreign investors
but also of domestic money holders. The latter tend to flee domestic currency and (if
possible) domestic banks whenever macroeconomic and financial stability is under
question. Widespread dollarisation in both countries (and many other emerging-
market economies) reflects their continuous macroeconomic fragility even in good
times.

Too little, too late

As in many similar cases in the past, Argentina and Turkey could have avoided recent
crisis if their policies had been corrected in time. Both were warned well in advance
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by international organisations such as the IMF (2014; 2016) and OECD (2016; 2017).
Each country was advised to tighten monetary and fiscal policies in order to curb
inflation, and to conduct a series of structural and regulatory reforms to improve the
business climate. In addition, Argentina was advised to remove distortions of the
Kirchners’ era and Turkey was warned of the risk of overheating[1]. However, either
they did not follow these recommendations (Turkey) or they followed them too slowly
(Argentina).

There are many reasons why politicians are reluctant to correct unsustainable
policies.

First, they are afraid that corrections mean admitting the shortcomings of previous
policies – especially if they have engaged themselves in defending them by use of
various ‘non-orthodox’ doctrines.

Second, the required policy tightening often remains in conflict with the political
timetable; for example, forthcoming elections. In Turkey, this was the constitutional
referendum on 16 April 2017 and presidential and parliamentary elections on 24 June
2018.

Third, financial markets rarely react immediately to imprudent policies, especially in
tranquil times. Rather, their reaction has a non-linear character, a typical case of
multiple equilibria. Politicians often misinterpret such delayed reaction as the tacit
approval of their policies. It creates a feeling of impunity and a temptation to
continue testing market tolerance.

When market wake-up call finally comes – in the form of higher yields for
government bonds, greater spreads on CDS, inflationary pressure, capital outflow,
banking panic, or all these phenomena together – it is usually too late for minor
adjustment steps. More bold and comprehensive actions are required to stop market
panic and reverse negative expectations. They are costlier, economically and
politically, than earlier corrective measures.

Gradual stabilisation is not a remedy

However, even when crisis is already at the door, governments and central banks
often are not ready to act quickly and decisively, choosing instead a strategy of
gradual adjustment. This is caused either by an underestimation of the real threat, or
a belief that gradual changes will be politically more acceptable and involve smaller
output and employment losses, or both. However, a strategy of gradual adjustment
works best when policy corrections are done in advance – that is, when the
macroeconomic situation is still relatively good. This is also an acceptable approach
in the case of more complex structural and institutional changes, under condition
that the entire reform plan remains credible and will not be abandoned when the
economic situation starts to improve. However, gradual adjustment does not work in
an environment of speculative pressure and financial-market panic, because it lacks
credibility and is unable to change market expectations. Furthermore, it extends the
period of pain and delays the perception of improvement.

Unfortunately, authorities of both analysed countries were not ready to act quickly
and decisively enough when the first signs of the forthcoming crisis were already
seen. The CBRT took its first decision to increase the one-week repo auction rate from
8.00% to 16.50% on June 1st 2018, followed by another hike to 17.75% one week
later[2]. These higher interest rates were not able to stop capital outflow and abrupt
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depreciation of Turkish lira in August and September, especially because they were
not supported by other policy measures – in particular, in the fiscal sphere.

This led to one more hike to 24% on September 14th 2018. It is too early to say
whether this will be enough to change market expectations and stop a crisis. In
October 2018 yields on five-year government bonds denominated in US dollars
amounted to more than 7%, and on 10-year bonds stayed around 8% (Pan and
Samson, 2018). The anti-crisis actions and policy statements remain contradictory
(Smith, 2018).

Argentina’s story is even more illustrative of the ineffectiveness of gradual
stabilisation. President Mauricio Macri won the 2015 election on the promise to
depart from the populist policies of his predecessor and restore macroeconomic
stability. However, undertaken reforms were slow and not always consistent enough,
and the macroeconomic policy stance remained loose – as illustrated by Table 1.

After the first signs of market pressures at the end of 2017, macroeconomic policy was
tightened but not enough to change expectations. Episodes of market panics were
repeated several times, especially in August and September 2018. The Central Bank of
the Republic of Argentina increased its key interest rate in several steps – from
27.25% in April to 72.83% on October 4th 2018[3] – but the situation remains very
fragile, with uncertain prospects for the coming weeks and months.

Politically, the new administration wasted the window of opportunity to stabilise and
reform the economy in the first two years of its term, when the blame could be put on
the previous government. Now it must fight a crisis that is largely attributed to its
own indecisive actions, and tighten policy a year before the next election and during
the country’s presidency of G20.

Lessons to be learnt not only by emerging markets

The recent turmoil in emerging markets, still limited by historical standards, should
serve as both the warning signal and source of policy lessons for both countries in
trouble and others, including advance economies, many of which walk on the edge of
fiscal sustainability (examples include Japan or Italy).

First, the era of extremely low interest rates in advanced economies is coming to its
end. This will have a strong impact on both them and emerging markets, in terms of
direction of capital flows, public and private debt sustainability, financial-sector
stability, growth dynamics, and many others.

Second, the current growth recovery in advanced economies could be short-lived, due
to tensions in the global trade system, other geopolitical and security risks, supply-
side constraints such as shrinking and ageing population and necessary tightening of
monetary and fiscal policies. If growth in advanced economies weakens, this will have
an additional negative impact on emerging-market economies.

Third, populist policies that ignore fiscal and monetary arithmetic are always of a
limited lifespan. The question is only when the country will have to pay for such
policies and how much.

Fourth, if economic policy requires corrections, it is always better and less expensive
– in economic and political terms – to introduce them sooner rather than later. If the
country faces the risk of becoming a victim of market turmoil, the policy adjustment
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should be fast and strong enough to arrest negative trends immediately and create
positive expectations.
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