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		Abstract

		In this paper we show that, in the aftermath of a currency crisis, a government that adjusts the nominal interest rate in response to domestic currency depreciation can induce aggregate instability in the economy by generating self-fulfilling endogenous cycles. We find that, if a government raises the interest rate proportionally more than an increase in currency depreciation, then it induces selffulfilling cycles that, driven by people's expectations about depreciation, replicate several of the salient stylized facts of the "Sudden Stop" phenomenon. These facts include a decline in domestic production and aggregate demand, a collapse in asset prices, a sharp correction in the price of traded goods relative to non-traded goods, an improvement in the current account deficit, a moderately higher CPI-inflation, more rapid currency depreciation, and higher nominal interest rates. In this sense, an interest rate policy that responds to depreciation may have contributed to generating the dynamic cycles experienced by some economies in the aftermath of a currency crisis. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: Small Open Economy, Interest Rate Policies, Currency Depreciation, Self-fulfilling Cycles, Sudden Stops, Collateral Constraints

	
	

	
    

    
	

	
	
		JEL Classification: E32, E52, E58, F41

	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Zanna,  Luis-Felipe, Fighting Against Currency Depreciation, Macroeconomic Instability, and Sudden Stops (April 2006). FRB International Finance Discussion Paper No. 848r,  Available at SSRN: https://ssrn.com/abstract=875369 or http://dx.doi.org/10.2139/ssrn.875369 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Luis-Felipe Zanna (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				International Monetary Fund (IMF)  ( email )

			

			
			
				
				
				
					700 19th Street, N.W.
Washington, DC  20431
United States

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				      101

			

		
		
		
			Abstract Views

			    1,109

		

		
		 
		
			Rank

			  478,433

		

		
	


	

	
		
			
				       38 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        Monetary Policy in the Aftermath of Currency Crises: The Case of Asia

                        
                            By
                                
                                
                                    
                                    Ilan Goldfajn
                                     and 
                                
                                    
                                    Taimur Baig
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Monetary Policy in the Aftermath of Currency Crises: The Case of Asia

                        
                            By
                                
                                
                                    
                                    Ilan Goldfajn
                                     and 
                                
                                    
                                    Taimur Baig
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Managing Financial Crises
The Experience in East Asia

                        
                            By
                                
                                
                                    
                                    Jack Boorman, 
                                    
                                
                                    
                                    Timothy Lane, ...
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            An Interest Rate Defense of a Fixed Exchange Rate?

                            
                                By
                                    
                                    
                                        
                                        Robert P. Flood
                                         and 
                                    
                                        
                                        Olivier Jeanne
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Monetary Policy and the Exchange Rate During the Asian Crisis: Identification Through Heteroscedasticity

                            
                                By
                                    
                                    
                                        
                                        Guglielmo Maria Caporale, 
                                        
                                    
                                        
                                        Andrea Cipollini, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Exchange Market Pressure and Monetary Policy
Asia and Latin America in the 1990s

                            
                                By
                                    
                                    
                                        
                                        Evan Tanner
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Impact of Monetary Policy on the Exchange Rate: Evidence from Three Small Open Economies

                            
                                By
                                    
                                    
                                        
                                        Jeromin Zettelmeyer
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The East Asian Crisis: Macroeconomic Developments and Policy Lessons

                            
                                By
                                    
                                    
                                        
                                        Kalpana Kochhar, 
                                        
                                    
                                        
                                        Prakash Loungani, ...
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l200 in   0.094 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
