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Eight Centuries of
Financial Folly

* “panoramic” analysis of
financial crises

 dataset spans 66 countries,
5 continents, 800 years

* major defaults typically
spaced years/decades apart

e creates illusion that “this
time is different”



Types of Financial Crises:

. External sovereign default

defined

Domestic sovereign default
by events

. Banking crises _

- Currency crashes __ defined by quantitative

thresholds

. Inflation crises _



Excluded from analysis:

e Consumer debt default

 Corporate debt default



Variety of Crises, Asia: 1800-2006
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Plaza de Mayo, Buenos Aires, December 19, 2001
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1. External Sovereign Default:

Involves sovereign debt held by foreign
residents, typically in foreign currency

Defined as failure to meet a principal or
interest payment on the due date / within
the grace period

Includes rescheduled debt ultimately
extinguished on terms less favorable than
original obligation



External Defaults in Europe 1300 - 1799

Source: Reinhart, Rogoff 2008



®ercent of countries

Sovereign External Debt: 1800-2006
Percent of Countries in Default or Restructuring
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Total Public Debt (Sm)

120

100

Public debt
N 23%

80

60

40

Debt to revenue
8.41012.6

20

1928 1929 1930 1931 1932 1933

Exports ¥ 27%
Revenues (5m) imports ¥ 44%

14.0

12.0
10.0

8.0

Revenues
v 18%

6.0
4.0
2.0

0.0

1928 1929 1930 1931 1932 1933



Parade to Colonial Building, Newfoundland 1932
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. Domestic Sovereign Default:

Involves sovereigh domestic debt held by
local residents, typically in domestic currency

Failure to meet principal or interest payment

May involve freezing or forcible conversion of
deposits to local currency

Largely ignored in empirical studies of debt
and inflation because historical data is
unavailable



Figure 10

Ths Runup in Domsstic and Expernal Debt
on the Eve of Default, Average Default Episods: 1500-2006
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Sources: See Appendix I and Remnhart and Rogoff (2008a).
Notes: T refers to the year of the external debt crisis.



3. Banking Crises:

 Marked by either:

1. Bank run(s) followed by closure, merger, or
public sector takeover; or

2. Closure, merging, takeover, or large scale
government assistance, followed by others

* Type |- systemic / severe

* Type Il — financial distress / milder
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4. Currency Crashes:

 Annual depreciation versus anchor currency
(currently USS) of 15% or more

e Currency debasement (Type |) — reduction of
metallic content of coins of 5% or more

 Currency debasement (Type Il) — new
currency replaces a much-depreciated earlier
currency
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Figure 12.

The March Toward Fiat Money: Europe 1400-1850
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Sources: Primarily Allen and Unger and other sources listed 1n Table AT 4.
Notes: In the cases where there 1s more than one currency circulating 1n a particular country (1n Spain, for
example, we have the New Castille maraved: and the Valencia dinar) we calculate the simple average.



5. Inflation Crises:

 Annual inflation rate of 20% or higher

e Extreme cases include annual inflation rate
over 40%
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Hungarian pengo 1946: prices doubled every 15.3 hours

Inflation 4.19 x 101° %

(41.9 quadrillion percent)




Inflation and External Default: 1900-2006
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Median Inflation Rate All Countries
5-Year Moving Average: 1500-2006
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Diaz-Alejandro (1983)

Sequence of Events

Reinhart and Rogoff (2008c)

Stock and real estate crashes —

economic slowdown begins

No clear sequence of domestic
versus external default

Financial
liberalization

Beginning
of
banking
crisis

Currency
crash

Inflation
picks up

Peak of

Defa\lllJIt on

Inflation crisis

. . external
banklngcr|5|s» 8. /or » worsens,

(if no
default)

domestic
debt

peak of
banking crisis

Kaminsky and Reinhart “twin crises”

Capital controls introduced or increased
around this time




What i1s a Global Crisis?

1. One or more financial centres are in a severe
or systemic crisis

At least one country has a significant share
of world GDP

* Directly or indirectly affects financial flows

2. Involves two or more distinct regions




What i1s a Global Crisis?

3. At least three countries are in crisis in each
region

4. Composite GDP-weighted index average
global financial turbulence is at least one
standard deviation above normal




Examples of Global Crises

Financial
Epi . .
pisode Centre Regions Countries
The crisis of United Europe Greece, Portugal, and
1825 —-1826 Kingdom Latin America most of Latin
America defaulted
The panic of United Europe Banking panics in
1907 States Asia France, Italy, Japan,
Latin America Mexico, and Chile
The Great United All regions All countries
Depression | States and
1929 -1938 France




Contagion: London 1825 - 1826

Source: Reinhart, Rogoff 2008



I, COMPOSITE MEASURES OF FINANCIAL TURMOIL
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Figure 16.9. The contracting spiral of world trade month by month,
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Financial Crises: Key Insights

Serial default is nearly universal as countries
pass through emerging market stage (100 —
200 years)

Commodity prices are leading indicators of
capital flow cycles

Waves of increased capital mobility are often
followed by defaults and banking crises



Financial Crises: Key Insights

* Default is often accompanied by high inflation,
currency crashes, and debasements

* Financial liberalization related to banking crises

e Duration of defaults has decreased from 6
years pre-WW!II| to 3 years

 Number of years separating defaults has
decreased



This Time It’s Different Syndrome

“Technology has changed,
the height of humans has changed,
and fashions have changed.

Yet the ability of governments and investors

to delude themselves, giving rise to periodic

bouts of euphoria that usually end in tears,
seems to have remained a constant.”




Sources:

http://www.nber.org/~wbuiter/crl.pdf This Time is Different: A
Panoramic View of Eight Centuries of
Financial Crises* Carmen M. Reinhart, University of Maryland and NBER
Kenneth S. Rogoff, Harvard University and NBER April 16, 2008

Book review in Harvard Magazine
http://harvardmagazine.com/2010/01/david-warsh-reviews-this-time-is-
different-by-reinhart-and-rogoff
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