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Nominal Debt and the Dynamics of Currency Crises

Giancarlo Corsetti

and

Bartosz MaÉkowiak

Abstract

We study the interaction of fiscal and monetary policies during a currency crisis in an economy with

government nominal liabilities.  We show that the stock and maturity of these liabilities are key determinants

of the magnitude, timing and predictability of a devaluation.  Among notable features of our model,

monetary authorities defend the currency parity conditional on the level of the interest rate, rather than on

the stock of international reserves; budget deficits need not be high before a currency crisis; post-

devaluation inflation may exhibit little persistence, and money demand need not fall after the crisis.
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4 Srolf| dqdo|vwv kdyh glvfxvvhg �vfdo lpedodqfhv dv fdxvdo idfwruv lq wkh froodsvhv ri wkh Uxvvldq uxeoh lq

4<<; dqg ri wkh Eud}loldq uhdo lq 4<<<1 Dffruglqj wr d ohdglqj lqwhusuhwdwlrq/ wkh idoo ri Dvldq fxuuhqflhv lq

4<<: zdv dvvrfldwhg zlwk dqwlflsdwhg �vfdo frvwv ri edlolqj rxw sulydwh frpsdqlhv lq glvwuhvv1 Fruvhwwl/ Sh0

vhqwl dqg Urxelql +4<<</ 4<<<, dqg Exuqvlgh/ Hlfkhqedxp dqg Uhehor +4<<;, suhvhqw wklv wkhvlv1 Wkh krph0

sdjh �Zkdw fdxvhg wkh Dvldq Fxuuhqf| dqg Ilqdqfldo Fulvlv dqg lwv joredo frqwdjlrq� e| Qrxulho Urxelql

+zzz1vwhuq1q|x1hgx2�qurxelql2dvld2DvldKrphsdjh1kwpo, lqfoxghv dq h{whqvlyh uhihuhqfh olvw1

5 Wkhuh pd| eh rwkhu �vfdo ehqh�wv iurp dqwlflsdwhg lq dwlrq1 Iru h{dpsoh/ vhh Shuvvrq/ Shuvvrq/ dqg Vyhqvvrq

+4<<;, iru d fdvh vwxg| hpskdvl}lqj wkh uroh ri qrplqdo ihdwxuhv lq wkh wd{ dqg wudqvihu v|vwhp1 Doorzlqj iru wkhvh

dgglwlrqdo ehqh�wv zrxog uhlqirufh wkh uhvxowv ri rxu dqdo|vlv1

6 Vlpv +4<<:, frqwdlqv d glvfxvvlrq ri fxuuhqf| fulvhv wkdw hpskdvl}hv qrplqdo jryhuphqw oldelolwlhv1 Gdqlho

+4<<;, suhvhqwv d prgho ri wkh g|qdplfv ri fulvhv lqfoxglqj dq dqdo|vlv ri �vfdo jdlqv iurp lq dwlrq dqg ghydoxdwlrq

gxh wr d ghfolqh ri wkh uhdo ydoxh ri orqj0whup jryhuqphqw ghew1
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7 Odklul dqg Yhjk +4<<;, dqdo|}hv wkh uroh ri wkh lqwhuhvw0hodvwlflw| ri prqh| ghpdqg lq ghwhuplqlqj wkh suhvhqw

ydoxh ri vhljqlrudjh lq d Nuxjpdq0vw|oh prgho zlwk uhdo erqgv1 Lq wkh suhvhqfh ri d �vfdo lpedodqfh/ wkh fhqwudo

edqn lv deoh wr srvwsrqh d ghydoxdwlrq rqo| zkhq wkh lqwhuhvw hodvwlflw| ri prqh| ghpdqg lv orz hqrxjk1 Vhh dovr

Gud}hq dqg Khospdq +4<;:,1

8 Wkhuh pd| h{lvw srolf| dqg frqvwlwxwlrqdo uxohv olplwlqj jryhuqphqw eruurzlqj � vxfk dv wkh erxqgv rq sxeolf

ghew dqg gh�flwv lq wkh Hxur duhd1 Lq wklv fdvh/ wkh wlplqj ri ghydoxdwlrq lv vwloo xqltxho| ghwhuplqhg/ exw zloo

ghshqg rq wkhvh eruurzlqj frqvwudlqwv1
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Vdodqw dqg Khqghuvrq +4<:;,1 H{dpsohv ri plfur0irxqghg yhuvlrqv ri wkh Nuxjpdq0vw|oh dqdo|vlv lqfoxgh= Revwihog

+4<;9e,/ Fdoyr +4<;:,/ Gdqlho +4<<;,/ Nxpkri +4<<;,/ dqg Fdoyr dqg Yhjk +4<<<,1 Uhfhqw glvfxvvlrqv ri wkh

olwhudwxuh duh= Fdoyr+4<<;,/ Exlwhu/ Fruvhwwl dqg Shvhqwl +4<<;,/ dqg Iorrg dqg Pdulrq +4<<;,1

: Wkh olwhudwxuh rq wkh IWSO lqfoxghv/ iru h{dpsoh= Ohhshu +4<<4,/ Zrrgirug +4<<7/ 4<<8/ 4<<9,/ Vlpv +4<<7/

4<<:/ 4<<;,/ dqg Frfkudqh +4<<;/ 4<<<,1
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