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1 Introduction 

The 'Asian flu' of 1997-8, the Mexican meltdown and 'Tequila hangover' 
of 1994-5, and the European Monetary System (EMS) crisis of 1992-3 are 
three samples of speculative attacks on fixed exchange rate regimes. These 
currency crises generally involved countries in the same region. Once a 
country had suffered a speculative attack - Thailand in 1997, Mexico in 
1994, Finland in 1992 - other countries in the same region were dispropor
tionately likely to be attacked themselves. 

Why? One explanation is that currency crises tend to spread through a 
region because countries are linked by trade, and trade tends to be 
regional. 1 Once Thailand floated the baht, its main trade competitors (for 
example, Malaysia and Indonesia) were suddenly at a competitive dis
advantage, and so were themselves likely to be attacked. The spread of cur
rency crises thus reflects international trade patterns: countries that trade 
and compete with the targets of speculative attacks are themselves likely to 
be attacked. 

Prima facie, then, trade linkages seem like a_n obvious place to look for 
a regional explanation of currency crises. But most economists think 
about currency crises using variants of two standard models of speculative 
attacks. The 'first-generation' models of, for example, Krugman (1979) 
direct attention to inconsistencies between an exchange rate commitment 
and domestic economic fundamentals such as an underlying excess crea
tion of domestic credit, typically prompted by a fiscal imbalance. The 
'second-generation' models of, for example, Obstfeld (1986) view currency 
crises as shifts between different monetary policy equilibria in response to 
self-fulfilling speculative attacks. What is common to both classes of 
models is their emphasis on macroeconomic and financial fundamentals 
as determinants of currency crises. But macroeconomic phenomena do 
not tend to be regional - that is, countries in the same region do not 
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necessarily exhibit similar macroeconomic features. Thus, from the 
perspective of most speculative-attack models, it is hard to understand 
why currency crises tend to be regionally clustered, at least without an 
extra ingredient explaining why the relevant macro fundamentals are 
intra-regionally correlated.2 

In this chapter we argue that trade is indeed an important channel for 
contagion empirically, above and beyond macroeconomic and financial 
influences. Most importantly, it demonstrates that trade links help explain 
the intensity as well as the incidence of currency crises as captured by mea
sures of exchange rate pressure. We focus on explaining the pattern of con
tagion across countries for five different currency crisis episodes: the 
breakdown of the Bretton Woods system in 1971, the collapse of the 
Smithsonian Agreement in 1973, the EMS crisis of 1992-3, the Mexican 
meltdown and the 'Tequila effect' of 1994-5, and the 'Asian flu' of 1997-8. 
We ask why some countries were hit during each of these episodes of cur
rency instability, while others were not. 

Our analysis ignores a number of related issues. For instance, in trying to 
model 'contagion' in currency crises, we do not rule out the possibility of 
(regional) shocks common to a number of countries, nor the possibility of 
contagion spreading through non-trade-related channels. 3 Moreover, we do 
not attempt to study the timing of currency crises. We do show that, given 
the occurrence of a currency crisis, the incidence and intensity of specula
tive attacks across countries is linked to the importance of international 
trade linkages. That is, currency crises spread along the lines of trade link
ages, after accounting for the effects of macroeconomic and financial 
factors. This linkage is intuitive, economically significant, statistically 
robust, and important in understanding the regional nature of speculative 
attacks. 

Section 2 motivates the analysis by discussing the regional nature of three 
recent waves 6f speculative attacks. This is followed by section 3, consider
ing the possible channels of contagion that provide a framework for our 
analysis. Our methodology and data are discussed in section 4. Section 5 
presents empirical results on the incidence of currency attacks; results con
cerning the intensity of attacks follow in section 6. The chapter ends with a 
brief conclusion. 

2 The -regional nature of currency crises 

The last decade has witnessed three important currency crises. In the 
autumn of 1992, a wave of speculative attacks hit the EMS and its 

Original title: "Contagion and Trade: Explaining the Incidence and Intensity of Currency Crises." Published in The Asian Financial Crises: 

Causes, Contagion, and Consequences, ed. by Agenor, Miller, Vines, and Weber | New York: Cambridge University Press, 1999 


























