
Abstract

the us financial crisis in 2008 led to an in-

evitable chance for scholars to review traditional

theories of financial crisis in order to find out fun-

damental causes of the crisis, and issue early

warnings to developing countries including viet-

nam. although adjustment to the exchange rate

by the sbv in late 2009 is proactive and appro-

priate to Wb and imF estimates, it also create a

need to find out factors that prevent the currency

crisis in vietnam. moreover, the World Economic

Forum 2010 supposed that the 2008 financial cri-

sis entailed the 2009 economic crisis and pre-

dicted that some social crisis would take place in

2010 if the world economic recovery was unsus-

tainable. 

theories of currency crisis suggest that eco-

nomic and institutional variables could be em-

ployed in Early Warning systems (EWs) to

predict the currency crisis and work out policies

to prevent it on the ground of these economic and

institutional indicators. this research is to inte-

grate six economic factors of a model introduced

by berg and pattillo (1999b) from the imF (bp)

and six institutional factors from Worldwide Gov-

ernance indicators (Kaufmann, et al., 2008). in

the past, researches on early warnings against the

currency crisis usually concentrated on economic

factors and ignored institutional ones in their

quantitative model. six economic variables com-

prise domestic currency overvalued against foreign

ones, fall in foreign exchange reserve, fall in ex-

port, current account deficit, ratio of short-term

foreign debt to foreign exchange reserve, and

growth of domestic credit. six institutional vari-

ables are voice and accountability, political stabil-

ity, government effectiveness, regulatory quality,

rule of law and control of corruption. the two

groups of variables are integrated into the EWs

by employing the simple logit model with data

source produced by 15 emerging economies over

the period 1996-2005. the new finding of the re-

search is that improvement in voice and account-

ability has significant effect on diminution in

danger of currency crisis. in addition, “regulatory

quality” produces the same effect but at a lower

level. the research also reaffirms prolonged

growth of domestic credit, fall in export and cur-

rent account deficits increases the danger of cur-

rency crisis. Finally, our team offers some

suggestions on macroeconomic policies with a view

to enhancing quality of economic and institutional

variables and reducing the danger of currency cri-

sis in vietnam.

1. Four generations of models of currency cri-
sis

- the first generation of models of currency cri-

sis was introduced by Krugman (1979) and im-

proved by Flood and Garber (1984). When the

budget deficit is offset by increases in the money

supply, investors are willing to hold more forex;

and the government has to sell more foreign cur-
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rencies so as to protect the exchange rate until its

forex reserve is used up, with the result that it has

to give up the fixed exchange rate.

- the models of second generation were first

developed by obstfeld (1994, 1996). the currency

crisis, instead of coming from basic economic fac-

tors, has self-fulfilling features and spreads ac-

cording to speculators’ expectation and

governmental pursuit of macroeconomic targets.

the government facing high unemployment rate

or huge trade deficit may give up the crawling peg

regime. speculators anticipating a speculative at-

tack may launch an early attack on the domestic

currency in order to force the government to give

up the fixed exchange rate regime.

- the models of third generation explain the

asian crisis in 1997-98 as a twin crisis combining

the banking crisis with the currency one. velasco

(1987), and Kaminsky & reinhart (1999) noted

that problems, such as bad debts, of a banking

system usually precedes the currency crises that,

in their turn, worsens the banking crises. Com-

pared with models of the first and second genera-

tion, the asian currency crisis is very different. at

that time, asian economies had good basic macro-

economic factors with high growth rates, low un-

employment rate, well-controlled inflation, low

deficit in national budget and current account,

abundant capital inflows and prolonged political

stability. However, they had suffered problems

with their banking systems, such as bad debts

caused by short-term foreign loans used for bubble

investments, and repayment risk linked with the

poor management of risks and the herd behavior.

Consequently, the currency crisis boomed.

- the models of the fourth generation that uses

institutional factors to explain relationship be-

tween institutions and economic growth/ crisis has

been studied by numerous authors. acemoglu, et

al. (2002) suggest that countries with poor or in-

consistent macroeconomic policies usually have

poor institutions, lack strict legal control over

politicians’ power, and suffer from poor protection

for ownership and high degrees of corruption.

thus, inconsistent economic policies are symp-

toms of a poor institution. mishkin (1996, 2001)

employs the theory of asymmetric information to

explore causes of the crisis, e.g. the moral hazard;

and proposes preventive policies in form of strict

rules and regulations on the finance market, es-

pecially the governmental accountability and

transparency of market information.

2. EWS and integration of factors affecting the
currency crisis

many early warning systems have been de-

signed to explain factors that might warn about a

currency crisis. several of models, by Kaminsky,

et al. (1998), and berg and pattillo (1999b), have

been employed by the imF for the purpose of mak-

ing policies; and others, such as Gs-WatCH

[ades, et al. (1998)] and those by peltonen (2006),

shimpalee & breuer (2006), Leblang & satyanath

(2008), are also used by investors, such as Gold-

man sachs, for the purpose of speculation.

the existing EWs have separated economic

factors from institutional ones; and this research

does the best to make them integral. in this ap-

proach, the research integrates six economic fac-

tors of the EWs introduced by berg & pattillo

(1999b) with six institutional factors of Worldwide

Governance indicators (Kaufmann et al., 2008).

a. Identification of currency crises:

the exchange market pressure in the country i

at the time t (Empi,t) can be defined in the fol-

lowing way:

EMPi,t = a * %Dei,t - b * %Dri,t

Where %Dei,t denotes the fluctuation in the ex-

change rate to the dollar in the country i at the

time t; %Dri,t is the fluctuation in the foreign ex-

change reserve in the country i at the time t; r is

the foreign exchange reserve; a & b are weights

calculated by the inversion of standard deviation

of exchange rate and foreign exchange reserve.

the currency crisis is possible to occur within

18 months once the Empi,t exceeds the weighted

average and  Empi,t > mEmpi + 2dEmpi

Where, m and d denotes respectively the mean

and the standard deviation of Emp. thus, the

given formula allows us to define dependent vari-

ables in the logit function that the yi,t will equal

1 if the currency crisis takes place within 18

months in the country i at the time t; and 0 oth-

erwise. 

b. Factors affecting the possibility of a cur-

rency crisis:

selecting 12 independent variables, which

measure economic and institutional factors in a

country, is based on the above-mentioned models

and collected data. in addition to the five vari-
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ables from the models by berg and pattillo

(1999b) and the imF, the variable of domestic

credit growth is also employed in the research. six

institutional variables of Worldwide Governance

indicators by Kaufmann, et al. (2008) are also in-

cluded to examine signs and statistical signifi-

cance of changes in the probability of the crisis

thereby working out policy suggestions.

c. Research data and results of experimen-

tal research:

Data needed for variables are gathered from 15

following emerging economies including ar-

gentina, brazil, Colombia, Czech, Ecuador, india,

indonesia, Korea, malaysia, philippines, russia,

slovakia, south africa, thailand and turkey. pe-

riod when data and monthly observations are

gathered is from January 1996 to september 2005.

six variables in the final model explaining 26.1%

of effects on the possibility of the currency crisis

are deficit in current accounts, decrease in the for-

eign exchange reserve, decrease in export, growth

of domestic credit, voice and accountability, and

regulatory quality. this result may offer early

warnings to developing countries, including viet-

nam, when observing these factors in the after-

math of economic and financial crisis and

recession in 2009. 

3. Policy suggestions

- overgrowth of domestic credit may increase

the possibility of a currency crisis

Experimental results of this research reaffirm

that overgrowth of the domestic credit always pre-

cedes the currency crisis. in order to avoid it, ma-

nipulation of the domestic credit growth, among

other factors, is an important indicator to be kept

a close watch on. in the context of recession, ac-

cording to the aDb (2009), the growth of domestic

Independent variables Value
Predicted effect
on the possibility

of the crisis
Indications in the logit function model

Economic variables

Deviation from the real exchange rate % Increase Overvaluation

Deficit in current accounts as percent of
GDP 

% Increase CA_deficit_GDP

Rate of loss of foreign exchange reserve % Increase Reserves_loss

Rate of loss of export % Increase Export_loss

Short-term foreign debt/Foreign ex-
change reserve

% Increase STdedt_Reserves

Rate of domestic credit growth % Increase Credit_grow

Institutional variable
The higher, the

better 

Voice and accountability -2.5 - +2.5 Decrease Voice

Political stability and absence of violence -2.5 - +2.5 Decrease Political_stable

Government effectiveness -2.5 - +2.5 Decrease Govt_effect

Regulatory quality -2.5 - +2.5 Decrease Regu_Quality

Rule of law -2.5 - +2.5 Decrease Law_confidence

Control of corruption -2.5 - +2.5 Decrease Corruption_control

Table 1: Explanation of factors affecting possibility of the currency crisis
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credit in vietnam over the period 2002-2007 was

rather high: it was some 30% a year in this period

and peaked at 50% in 2007. in addition, inflation

started to rise and the sbv had to adopt a tight

monetary policy. by the end of 2009, thanks to the

cautious and flexible monetary policy for the pe-

riod october 2008 to July 2009, the interest rate

went down; and the domestic credit showed a sign

of going up due to the anti-recession policies and

warnings of the reflation (sbv, 2009). thus, re-

ducing the supply of credit and ensuring the liq-

uidity are necessary measures so as to prevent the

reflation and secure the economic growth. How-

ever, this is no easy task due to the fact that these

two objectives appear to be in conflict with each

other. in our humble opinion, the growth of do-

mestic credit in its long run, after taking away the

economic growth rate, should be set below 20%.

- improving the balances of current account and

foreign trade, as well as maintaining adequate for-

eign exchange reserves with a view to curbing the

possibility of currency crises

other three fundamental economic variables in

the model also show their effect on the crisis prob-

ability. they are the ratio of deficit in current ac-

count to the GDp, fall in the foreign exchange

reserve and decrease in export. Quality of the

three factors should be improved to reduce the

possibility of currency crisis in vietnam. When the

financial crisis broke out and led to the economic

recession in 2008-2009, the capital inflow to viet-

nam reduced and export decreased with the result

that the vietnam’s foreign exchange market suf-

fered pressure on the exchange rate. in addition,

saving is always smaller than domestic invest-

ment compared with the GDp. this is meant that

to finance the domestic market, vietnam has to

secure a volume of foreign debt equaling some

6.7% of the GDp (World Development indicators,

2009). this debt shows itself in the trade balance

and a permanent deficit in current accounts. this

leads to two implications: 

(1) in a medium term (at least five years), the

trade gap will keep staying at 4% or 5% of the

GDp if vietnam can maintain its export. this

means that vietnam can only keep it at a one-

digit level and hardly set it at 0%; or gain a trade

surplus because vietnam still imports expensive

finished goods and export raw goods of low values.

(2) the trade gap is acceptable on the condition

that it helps ensure a sustainable development

and create added values in its long run. it can be

interpreted that vietnam should export more

goods and services of higher added values and its

Variable Final model (six variables)
Intermediate model

(seven variables)

Sufficient model

(12 variables)

Coefficient P-value Coefficient P-value Coefficient P-value

CA_deficit_GDP 0.368026 0.0000 0.380597 0.0000 0.356763 0.0000

Reserves_loss 0.046099 0.0011 0.046059 0.0011 0.041066 0.0052

Export_loss 0.049199 0.0000 0.050887 0.0000 0.046244 0.0000

Overvaluation -0.044375 0.0000

STdedt_Reserves 0.001055 0.2039

Credit_grow 0.048303 0.0524 0.045753 0.0629 0.103192 0.0005

Voice -0.946825 0.0000 -1.243.346 0.0000 -2.764.318 0.0000

Regu_Quality -0.522257 0.0724 -0.992629 0.0061 -0.711400 0.1201

Govt_effect 0.648974 0.0305 -0.869245 0.0542

Law_confidence 0.753241 0.0249

Political_stable 0.084087 0.6974

Corruption_control 1.336.938 0.0034

McFadden R-squared 0.261000 0.264561 0.296886

Table 2: Logit regression results predicting possible factors of the crisis

Source: Author’s estimates based on WGI, IFS, WEO, and WDI data.
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imports, in a long term, must serve to enhance the

working productivity. in other words, more atten-

tion should be paid to efficiency and quality of in-

vestment. if iCor can be reduced from 5.7

(calculation based on the 2010 CiEm’s report) to

4.0, vietnam can gain a growth rate of 8% on av-

erage. because the demand for capital equals only

32% of the GDp, vietnam can mobilize less capi-

tal; and reduce its foreign debts, deficit in current

accounts and trade gap, thereby stabilizing the

foreign exchange reserve and exchange rate in the

long run, and reducing the possibility of a currency

crisis.

- Enhancing the government accountability

Enhancing the government accountability, es-

pecially macroeconomic policies on realty, stock

and finance markets, banking sector, non-banking

financial institutions, can help prevent the cur-

rency crisis. upheavals of the realty market in

late 2007, reversal of the stock market in early

2008, and instability of the exchange rate in the

second half of 2009 are examples of turning points

where accountability and policies to stabilize the

markets are much needed.

in principle, enhancing the government ac-

countability must be based on efforts to handle

asymmetric information and reduce uncertainty

and inconsistency of policies on the finance mar-

ket. and then, the government should ensure the

best channel of feedback at G2G, G2b, and G2C

levels. 

G2G channel between local and central govern-

ments should ensure consistency and trans-

parency in designing and implementing the

policies on the ground of delegation of rights and

duties to the local authority. in the G2b, between

the government and businesses, regular discus-

sions about approved and draft policies should be

held in order to ensure effective implementation

of these policies and keep them away from being

distorted or manipulated by rent-seeking groups

through lobbying. at the G2C level, between the

government and citizens, there must be minimal

channels aiming at ensuring mutual and legiti-

mate benefits and interests. Citizens must be pro-

vided with information on major plans, and these

plans must be stable and citizens should observe

them as required. interests of citizens must be en-

sured by a mechanism for criticism prior to imple-

mentation and all governmental bodies must

achieve consensus when carrying out the policies.

- Enhancing the quality of institutions

regulatory quality, as a variable in the model,

reflects ability of the government to establish and

implement its policies, especially the ones to de-

velop the private sector. in emerging economies,

state-owned or state-related companies are famous

for their inefficiency and vietnam is no exception

where state-owned corporations and groups al-

ways gain very poor performance even though

they control big sources of capital from the state.

south Korea is a good example of reforms in chae-

bols after the crisis (yeonho Lee, 2005). vietnam

in 2009 only witnessed hot discussions, especially

at the central level, about business performance of

state-owned groups.  

regulatory quality shows itself in laws and

law-enforcing machinery. under the current cir-

cumstance, laws should offer equal treatments to

all companies, and particularly, create good busi-

ness climate for foreign-invested and private com-

panies. it is due to the fact that the share of

capital of state-owned companies in the structure

of gross capital shows a downward sign whereas

those of the foreign and private sectors increase

steadily (Gso, 2006).

in addition to stress on the need to enhance

the regulatory quality, this research also points

out related fields that policy makers should pay

more attention to: (i) improving the GCi (viet-

nam’s rank fell from 70th in 2008 to 75th in 2009)

so as to attract more investment; (ii) developing

infrastructures (vietnam’s rank in 2009 was 95th,

much lower than its rank of 75th in terms of the

GCi); (iii) enhancing macroeconomic stability

(vietnam ranked 112th in 2009); and (iv) boosting

the general education and health care (76th), and

higher education and vocational training (92nd)n
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