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increase the output losses following a sudden stop by at least 10 percentage points. We also find a
more modest and less robust adverse impact of fiscal tightening; and a bigger (7 percentage

points) adverse effect of a move to support the exchange rate by selling off international reserves.

Robustness tests

In order to evaluate the robustness of our results, we estimated the basic specifications
shown in Tables 4-6 using our alternative measures for output cost (OC2 and OC3). The results
reported above carry over to these series of regressions as well, perhaps not surprisingly given the
high correlation between our three output cost measures. We do not report the results of these
robustness tests for brevity.

As an additional robustness check, we re-define the fiscal policy measures as a pair of
binary variables that denote expansionary/non-expansionary and contractionary/non-
contractionary fiscal stances. These binary variables are constructed from the discretionary policy
measure described in the data section and are equivalent to the monetary policy measures
described before. The results of all our main benchmarks remain identical when using these

binary fiscal measures.'

6. Conclusions

This article investigates the effects of macroeconomic policy (monetary and fiscal) on
output growth during financial crises characterized by a “sudden stop” in net capital inflows in
developing and emerging market economies. We investigate 83 sudden stop crises in 77 countries
over 1982-2003 using a baseline empirical model to control for the various determinants of

output losses during sudden stop crises. Extending the baseline model to account for policies--
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contractionary as well as expansionary-- we measure the marginal effects of policy on output
losses.

Simple descriptive statistics indicate no apparent correlation between the costs of
financial crises and the economic policies pursed at the time. Once controlling for various pre-
conditions and other factors, however, we find that monetary and fiscal tightening at the time of a
sudden stop crisis significantly worsens output losses. In particular, the main finding of this
paper is that contractionary monetary and fiscal policies in the midst of a sudden-stop financial
crisis exacerbate the recessionary consequences associated with these episodes, and these adverse
effects are economically large. Defending the exchange rate policy by selling off international
reserves, by contrast, has little discernable effect on the output consequences of sudden stops.
Contractionary macroeconomic policies during financial crises may have some value in terms of
stabilizing balance of payments, and perhaps even catalyzing capital flows, but also raise output
costs. This basic result is robust to different measures of output costs, different samples and after
controlling for a host of variables that may influence the path of output during a sudden-stop

financial crisis.
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Table 5 Regressions with Policies and Controls
Variable (5.1) (5.2) (5.3) (5.4)
-3.23477 -6.27484 -6.70754 -13.05922**
Intercept -0.45 -0.74 -0.80 -2.21
-11.62694 -9.28456 -9.99976
TIGHTENING -1.59 -1.26 -1.41
6.31690 9.86694 6.12802
LOOSENING 0.57 0.85 0.71
-1.41003** -1.89597*** -1.67392***
DELTAD -2.33 -2.88 -2.81
-16.64839* -14.51739
RESERVED -1.70 -1.61
1.37837 -0.00276
RESERVEA 0.21 -0.00
-2.02923 -1.85191 -2.36040
DEFCTO 116 -0.92 113
DLD 5.16491 6.88238 7.84776
0.65 0.82 0.95
0.02364 0.02875 0.04793 0.05001
TRADE 0.43 0.46 0.77 0.95
-12.43582** -9.70189 -3.41089 -5.25368
MAJ 221 -1.44 -0.45 0.79
0.08388 0.08470 0.10578
INFLATION 0.85 0.87 1.13
Observations 67 54 54 63
R2 0.1653 0.2796 0.3303 0.2581
Adjusted-R2 0.0968 0.1516 0.1746 0.1482
F-test 2.42 2.18 2.12 2.35

Note: The table reports the change in output loss from sudden stops (dependent variable is
OC1) in response to a 1 unit change in the variables with associated t- statistics in parentheses
below. *** ** * indicate the significant level at 1, 5, and 10 percent respectively.
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Table 6 Tight Policy Regressions

Variable (6.1) (6.2) (6.3)
7.8704% -6.00057 12,3791+

Intercept -2.99 0.73 245
-11.72160 -10.48243 -14.34684**

TIGHTENING Lo PP > 60
0163857 -1.84710%* -1.91266%

DELTAD 2,08 2.86 -3.69
-7.87254 -15.21699 -21.56279*

RESERVED -1.00 -1.65 270
0.04281 0.07381

TRADE 0.70 1,59
-3.69035 651561

MAJ 0,50 118
0.08181 0.12635

INFLATION g 14
KAOPEN*TRAD :0.03012
E 157
Observations 64 54 46
R2 0.1246 0.3159 0.5452
Adjusted-R2 0.0808 0.1943 0.4614
F-test 2.85 2.60 6.51

Note: The table reports the change in output loss from sudden stops
(dependent variable is OC1) in response to a 1 unit change in the variables
with associated t- statistics in parentheses below. *** ** * indicate the
significant level at 1, 5, and 10 percent respectively.
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Appendix A Data Sources and Definitions

Output Cost 1 definition (OC1):

OCl is constructed by comparing, in real terms, the pre-crisis GDP growth rate of a certain
country with the GDP growth rate during the following years until the pre-crisis rate is reached.
This approach considers pre-crisis GDP growth rates to be the trend or a country's potential
growth rates. The pre-crisis GDP growth is calculated as the average of GDP growth rates from
year t-3 to t-1, where year t is the start of the crisis. Then, each GDP growth rate from year t
onwards is compared to the trend until the trend growth is reached. The output loss is defined as
the sum of the difference between the actual and the trend growth rate over all the years until the

trend growth is reached again.

Variables used to construct the dependent and macroeconomic policy variables:

e Annual real GDP growth
e Monthly non-gold reserves, US dollar
e Monthly discount rate, % per year, end of period

e Annual budget balance (% of GDP)

Control variables:

¢ Foreign liabilities (% of GDP) DLD
e Trade openness: TRADE
Exports and Imports (% of GDP)

e Inflation rate INFL
e Banking crises MAIJ
e Capital account liberalization index KAOPEN

e De-facto exchange rate regime DEFCTO

WDI, NY.GDP.MKTP.KD.ZG
IFS, Line 11.d

IFS, Line 60

WDI, GB.BAL.OVRL.GD.ZS

IFS, Line 26¢

WDI, NE.EXP.GNFS.ZS

WDI, NE.IMP.GNFS.ZS

WDI, FP.CPL.TOTL.ZG

Hutchison & Noy, 2005

Chinn & Ito, 2005

Levy-Yeyati & Sturzennegger, 2002
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Appendix B Sudden Stop episodes in non-OECD countries
(Honig definition)
Albania 1990 1995 Indonesia 1997
Algeria 1990 Iran, I.R. of 1999
Angola 2000 Israel 1988 1998
Antigua and Barbuda 1998 Jamaica 2002
Argentina 2001 Jordan 1992
Barbados 1982 2002  Macedonia, FYR 1999
Bolivia 1982 Malaysia 1994 1997
Botswana 1993 Malta 1995 2000
Brazil 2002 Mauritius 2001
Cameroon 1988 Moldova 1995
Cape Verde 1990 2000  Mongolia 1990
Chile 1982 1998  Morocco 1995
China,P.R.: Mainland 1998 Nicaragua 1986
Colombia 1998 Oman 1987 1999
Comoros 1988 Pakistan 1998
Costa Rica 1996 2000 Panama 2000
Cyprus 1998 Peru 1983 1998
Dominica 1996 2001  Philippines 1997
Dominican Republic 2002 Poland 1994 2001
Ecuador 1983 1999  Solomon Islands 1998
Egypt 1990 South Africa 2000
El Salvador 1999 St. Vincent & Grens. 1999 2002
Fiji 1999 Swaziland 1999
Gabon 1989 Syrian Arab Republic 1989
Gambia, The 1982 Thailand 1997
Ghana 2000 Tonga 1985 1989
Grenada 1999 Trinidad and Tob. 1984
Guinea 1989 Tunisia 2000
Guyana 1995 Ukraine 1998
Haiti 1999 2002  Uruguay 2002
Honduras 2000 Vanuatu 1991
Hungary 1996 Venezuela 1994

India 1995 Zimbabwe 1983 1994
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Footnotes

! See table 3 for details on this measure of output cost. See also Hutchison and Noy (2006) for another
measure of the output cost of sudden stops (of 13-15% of GDP).

? In previous work, Lahiri and Végh (2003) examined the impact of an interest rate defense on crisis
timing.

* Curdia (2007), in a theoretical paper, also examines the impact of various monetary policy rules on the
consequences of sudden stops.

* In stark contrast, Chari et al. (2005) argue, based on a general equilibrium model, that sudden stops are
expansionary and the reduction of output observed in recent crises is due to other financial frictions that
overwhelm the positive effect of sudden stops.

> If the crises for a country are very close (less than 3 years apart), we ignore the second crisis and only
include the first crisis in our sample to calculate output loss. For Cavallo’s (2004) Sudden stop episodes,
Cameroon 1990, Chile 1983, Colombia 1999, Jordan 1993, Mexico 1995, and Mongolia 1991 are dropped
out of our sample. If the crises for a country are 3 years apart, we use the pre-first-crisis trend as the trend
growth for the second crisis in calculating output loss.

® Since we are attempting to explain the wide range of output paths following sudden stops, dropping the
output contraction condition appears justifies.

7 For the developing countries’ cases, the only case in which the classification was not straightforward was
Turkey (1994).

¥ Using a binary measure goes some way toward accounting for a possible endogeneity of the monetary
policy decision. We suspect that while the magnitude of the monetary reaction might depend on output
developments, that is most likely not the case for the direction of that policy.

? Those country/years are: Israel (1988), Mexico (1995), Thailand (1997), Turkey (1994), and Venezuela
(1994).

' Those country/years are: Algeria (1990), Barbados (1982), Chile (1983), Costa Rica (1981), and Egypt
(1990).

"' We obtained an initial list of control variables based on earlier literature, in particular the specifications
in Calvo et al. (2004). We narrow this list of controls based on the benchmark regression statistics. In a
previous version of the paper we also used total debt service (% of exports) and a government stability
index. The inclusion of these variables does not change any of our main results.

'2 All the results reported in the last three paragraphs are available from the corresponding author upon
request.





