The Mexican Peso Crisis:
Implications for International Finance

Edwin M. Truman, Staff Director of the Board’'s This three-way perspective is somewhat arbitrary
Division of International Finance, prepared this and, therefore, not entirely satisfactory. First, it is
article. oversimplified, particularly to the extent that it identi-

On December 20, 1994, the government of Mexicoﬂes. (_:redltors Wl_th |_nvestors in industrial c_ountrles,
recipients of capital inflows (net or gross) with devel-

announced the devaluation of its currency, surprisin%ping countries, and the international financial sys-

f'”a’?"'a' marke.ts' and precipitating the so Calledtem with the governments (and the central banks) of
Mexican peso crisis. The devaluation came after three_ . : . . . : .

. . . Creditor countries and with the international financial
years during which Mexico had followed an

. L .. _institutions that are held responsible for its smooth
exchange rate policy of maintaining the peso within

a well-defined band against the U.S. dollar. Duringoggﬁggln 'crlg d;[,[c()) ?gyiﬁc::]b deerailhzveedstg?:r:ﬁlaéer\?ggkﬁ:]s’
1994, this policy had come under pressure as th& ping

Mexican current account deficit rose to about $29 biI—Zﬁltjsntgfsihg?nl;}gﬁ;lczl;nﬁizs fgﬁslagfd'sgiltigﬁ;g'
lion (8 percent of Mexican gross domestic product), p '

Mexico’s international reserves declined about two-bpth In developlng_countrle§ _and In mdustrl_al coun-
) . tries have a stake in the efficient and effective func-
thirds, and the government of Mexico issued more

than $25 billion of peso-denominated short-term debfomng of the international financial system. Thus,

whose face value was indexed to the U.S. dollar. Thehe notion that it IS either appropriate ar desirable for

. . - developed countries to operate under one set of rules
devaluation on December 20 failed to stabilize peso ;. : ; )
. ' i -~ while developing countries operate under another is
financial markets; two days later, the Mexican.

o increasingly off the mark.
authorities were forced to allow the peso to float L . .
. Second, the origins of the Mexican peso crisis can
freely, and its external value plummeted. In response,

monetary and fiscal policies were tightened signi- iﬁatr:zlgeg\’/ép tﬁgrt’;sot ggggiemtrt:rf dgk\jvti)?hllzr:gogc?fto
ficantly, and Mexico received an unprecedente P ' b

package of external financial support from the Inter- he technology of me}rkets_,,_the_ Ilberal_lzatlon of’fman
. .~ cial systems, and diversification of investors’ port-
national Monetary Fund, the Exchange Stabilization, ;. U .
folios. Whether these factors or Mexico’'s economic

Fund of the U.S. Department of the Treasury, the olicy decisions, or neither, were more important in
Federal Reserve, the Bank of Canada, and the Ba y de ’ o ore imp
etermining what happened in Mexico in late 1994

for International Settlements.
) . s . . and early 1995 does not need to be agreed upon for
While the Mexican peso crisis has raised legitimate, '
; the sake of my argument. | stipulate merely that the

and g the event of December 1994 and Jan2*0217 % "197E) arke S e Heceen
ary 1995, its propagation through international finan—,[he Euronean monetary crises of 1992 and 1993 a%d
cial markets has also pointed to broader question P Y

about the international institutional and financial§ne bond market collapse in 1994 than many observ-

: : ; . ..~ ers may be willing to contemplate or acknowledge.
environment. This article considers the implications A, . .

. . ) . . Moreover, the similarities between the economic poli-
for international finance of the Mexican experience.

o ...~ _-cies contributing to the Mexican crisis and those
It focuses on these implications from three distinct
and somewhat stylized perspectives: the creditors and

their markets, the countries receiving Iarge capita 1. Chairman Alan Greenspan testified before the Congress on

inflows, and the functioning of the international January 26, 1995, that “although the speed of transmission of positive
financial system. economic events has been an important plus for the world in recent
years, it is becoming increasingly obvious—and Mexico is the first
_— major case—that significant mistakes in macroeconomic policy also
NotEe. An earlier version of this article was prepared for and reverberate around the world at a prodigious pace.” Statement before
presented at the Aspen Institute seminar “The Future of the Worldthe Committee on Foreign Relations, U.S. Sen&&deral Reserve
Economy” in August 1995. Bulletin, vol. 81 (March 1995), p. 261.
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contributing to the European monetary crises attest Second is the apparent decline in the role of com-
that the former was not a unique or unidimensionalmercial banks. Net flows directly involving foreign
event? commercial banks (also included in the “other”
Third, establishing the lessons to be learned fronentries) were the principal source of capital inflows
the Mexican experience is complex, particularly asfrom 1973 to 1982 for developing countries in Asia
there is no consensus on the factors behind the crisigind the Western Hemisphere. During the debt-crisis
The International Monetary Fund (IMF) has listed period of the 1980s, countries in the latter group
three major views regarding such factors—adverse
domestic political and external economic shocks, an
unsustainable external position, and domestic policyL. Average annual net capital flows to developing countries,
slippages—and has noted that these views are not selected periods, 1973-94

mutually exclusivé. Moreover, the IMF’s list of Billions of U.S. dollars

explanations largely omits economic and financial Area 1973_4 1977_42 1983_F9 1990-94

trends and developments originating outside Mexico: P :

In part because there is no consensus on the factorsiyg; capial piowe. ... 148 305 88 1048

behind the Mexican crisis, there is no consensus Foreigncres tvesmen | g 7 198 827

about what should have been done or not done during  Foreign directinvestment...| 37 112 133 391
.. Portfolio investment........| -5.5 -10.5 6.5 43.6

the crisis. Therefore, the lessons one person draws oter....................0"] 16.6 298 -110 222

from the crisis are likely to be quite different from | Acia

those another person draws. Total capital inflows. .......| 6.7 15.8 16.7 52.2
Foreign direct investment

plus portfolio

investment......... 1.4 3.3 6.6 358
Foreign direct
investment........ 13 2.7 52 234
THE CREDITORS ANDIHEIR MARKETS Portfolio nvestment. .. 7 6 14 124
Othel ............cocvtt. . 5.3 125 10.1 16.3

The summary overview of capital flows to develop-  in western Hemisphere

. . . : Total capital inflows. .......|
ing countries shown in table 1 incorporates several Foreion ditect investment

13.0 26.3 -16.6 40.0

trends that have emerged since the early 1970s. First plus portfolio va 69 32 385
is the decline in the role for official capital inflows. Foreign direct ' ' '
Although not shown separately, these inflows are Portolomeement. | 23 16 -1 368
included in the “other” category, and in recent years Ot e - 106 194 198 15
their importance in total capital inflows to developing Other developing countries re 16 67 127
. . . . otal capital Inflows. .......| -4, —11. . .
countries in Asia and the Western Hemisphere has Foreig?n direct investment
declined substantially. Regarding total net capital fvestment .......... 56 -05 100 83
inflows to all developing countries, borrowing from Foreign drect 5 30 a7 .
official creditors declined from $20 billion per year Portfolio investment ...| -58  -12.7 6.3 46
¢ - —_
between 1987 and 1990 (60 percent of total net Othert o o7 b 13 48
illi Mexico
flows) to $16 billion per year between 1991 and 1994 Yexic¢ apitalinflows........... A 07 21 212
(11 percent of total net flows). Foreign direct investment
plus portfolio
investment.............. n.a. 2.3 1 18.7
Foreign direct investment ..| n.a. 1.6 1.2 4.9
Portfolio investment....... | n.a. 7 -1.1 13.8
Othelt ..............cooiiit . na 7.4 -2.2 25

2. These parallels are much too interesting, complex, and contro- Norte. Flows exclude exceptional financing from the International Monetary
versial to be explored extensively in this article, but they are importantFund or International Bank for Reconstruction and Development as well as
to an understanding of today’s financial world. bilateral official or private-sector reschedulings or arrears.

3. International Monetary Fund, “Factors behind the Financial 5 tieer ey o e abiies are sot e
Crllsls.l_lﬂe’\élsxé;?é Z\I{Zrl(?oicci)lr(]e %ngri gléti?:g]?%;gizi)rb?r?.ﬂ?;)a?Zé d foto the net value. To the extent that this assumption is not valid, the data

’ pried - . . ) - linderestimate the gross value.

tab'le 1 gnd among other things include _e_xceptlonal financing,”  adjustments are also made to net out the effects of bonds exchanged for
which is important and comes from the official sector even for the commercial bank loans in debt and debt service reduction operations and to
more advanced developing countries. The comparable figures foprovide additional detail on selected private capital flows.
developing countries in the Western Hemisphere are net borrowing Regional classifications correspond to those in the International Monetary
from official creditors of $7.9 billion per year from 1987 to 1990 and Fund'sInternational Finance Statisticbut exclude capital exporting countries
net repayments of $0.7 billion per year from 1991 to 1994. Finally, for such as Kuwait and Saudi Arabia; “other developing countries” are those in the
twenty-two countries classified by the IMF as market borrowers, net\ica 'égional grouping and the Middle East and Europe grouping.
inflows from official creditors were $2.6 billion per year from 1987 to 2, ot available. . i

' o pery: 1. Consists of net lending to the official sector (including general government
1990 (14 percent of the total) and $3.2 billion per year from 1991 t0 4nq the monetary authority) and net lending to the private sector by banks and
1994 (3.6 percent of total) (IMFWorld Economic Outlook, institutions such as insurance companies and pension funds.
tables A33, A34, and A35). Sourck. International Monetary Fund, World Economic Outlook database.
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experienced a reversal of such flows; and during theountries experienced a reversal of inflows from
first half of the 1990s, bank flows played only a banks in the 1980s (embedded in “other” in table 1),
moderate role. These data, however, do not reveand they were relatively large beneficiaries of net
the extent to which commercial and investmentportfolio inflows during the first half of the 1990s.
banks were involved in intermediating international Finally, the pattern of net flows to Mexico has been
capital flows. Although these institutions are heavilybroadly the same as that for the group of Western
involved in the placement and arrangement of port-Hemisphere developing countries.
folio capital flows, the data include as banking flows
only assets that are booked on the balance sheets of
those financial institutions. For example, when theThe Unfolding of the Peso Crisis
peso crisis erupted in December 1994, Mexican com-
mercial banks had about $4 billion in certificates of The lessons that observers draw from the Mexican
deposit outstanding to nonresidents; an overwhelmexperience for the creditors and their markets greatly
ing proportion of those deposits had been placed odepend on the perceived uniqueness of Mexico's
brokered by foreign financial institutions. circumstance8.As we have seen, portfolio capital
Third is the absolute and relative rise in importanceflows were important for Mexico, but they were also
of net foreign direct investment. This trend reflects aimportant to other countries in Latin America. In the
widespread belief that this type of capital inflow hasMexican case, however, the portfolio inflows were
advantages in terms of both relative stability and theconcentrated in instruments with relatively short
countercyclical nature of the associated servicing rematurities that were also readily transferable. More-
quirements; consequently, a more hospitable attitudever, by the time the crisis hit, a large proportion of
in recipient countries toward such inflows has develthose instruments were tesobonos—short-term obli-
oped over the past decade or so. gations of the Mexican government whose peso value
Fourth is the dramatic increase in net portfolio was linked to the value of the dollar. At the end of
investment. These flows take many forms, includingl993, foreigners also were very large holders of
investments in equity markets as well as investmentsetes—short-term government securities whose value
in marketable debt instruments—denominated inwas not linked to the dollar.
domestic as well as in foreign currencies. In con- Indeed, one of the curiosities of the Mexican expe-
sidering the implications of the recent Mexican rience was that, over the course of 1994, international
experience, one must distinguish among these subnvestors (Mexican as well as foreign) as a group sold
categories of portfolio investments because thecetes but willingly purchased tesobonos, instruments
investments involve a variety of risks—price risk, paying a much lower interest rate than that of cetes
liquidity risk, and exchange rate risk. Broadly speak-but a higher rate than that of similar U.S. government
ing, two types of investor are behind those flows:obligations. This trend continued even after mid-
direct holders of the instruments in question and1994, when it became clear that the outstanding stock
indirect holders through investment trusts or mutualof tesobonos was larger than Mexico’'s foreign
funds. Whatever their type, investors seek to maxi-exchange holdings. By definition, the return associ-
mize their return given their appetite for risk. Unlike ated with cetes involved both an exchange rate and a
many direct investors, portfolio investors often havecredit (transfer) risk, whereas the return associated
relatively near-term horizons—that is, the future thatwith tesobonos involved principally the latter; but
concerns them is a relatively brief period of time— both risks were substantial.
regardless of the maturity of the underlying instru-
ments. Unlike direct investors and traditional com-
mercial bank lenders, they assume that they can 5. In 1990-94, net portfolio investment was about two-thirds of net
liquidate their investments fairly quickly in well- capital inflows to Mexico and the developing countries of the Western
developed trading markets. Moreover, near-terntiemisphere and was just under a quarter for developing countries in
relative rates of return are important, as perhaps aresflié. The same qualification applies to the lessons for the recipients of
considerations of capital gains and losses, for someapital inflows and for the international financial system.
instruments. 7. For example, at the end of November 1994, the ninety-one-day

. . . . . cetes rate was 15.60 percent, a spread of 988 basis points over the U.S.
Fifth is the dme”ng patterns of net capltal flows three-month Treasury bill rate of 5.72 percent, whereas the ninety-one-

across developing countries and groups of developday tesobono rate was 7.49, a spread of only 177 basis points.
ing countries. The Asian countries have long receivedechnically, some exchange risk was originally associated with teso-

. . . bonos because their principal was only indexed to the dollar; but the
a Iarger proportion of their net inflows throth for- principal was paid in pesos, and the holder had to handle or cover the

eign direct investment. The Western Hemisphere:onversion of the pesos into dollars.
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Another observation about the Mexican situationmarked-to-market basis, holders of tesobonos suf-
may help to explain the relatively large ex ante gapfered nontrivial, but temporary, paper losses as well
between the rate on cetes and that on tesobonosas did holders of other, longer-dated Mexican debt
Since 1976, the international financial community,instruments such as Brady borfdslevertheless, the
led by the U.S. authorities, had come to the financialWidespread perception is that portfolio investors in
assistance of Mexico on numerous occasions. Th&lexican paper suffered no losses as a consequence of
size and novelty of these operations may have sugthe peso crisis and, on the whole, that they were
gested to investors that Mexico was a different, if notwell-rewarded for the limited risks taken.
unique, sovereign borrower. An alternative explana- When the crisis erupted, investors panicked, not
tion is that investors did not fully appreciate that only investors in the Mexican stock market and in
tesobonos were a potential indirect claim on Mex-Mexico’s debt instruments but also investors in simi-
ico’s international reserves. lar instruments issued by borrowers in other coun-

Nevertheless, when the crisis broke, a large numtries, especially countries in the same part of the
ber of geographically dispersed investors were caughtvorld or perceived to be in similar circumstances.
holding short-term claims on Mexico that could not These contagion sales of assets were induced by at
be serviced without incurring a massive short-runleast two forces. First, as perceived risks rose and
depreciation of the peso. The investors realized thagéxpected returns fell, individual investors wanted to
their investment strategies had been based on one disinvest. Second, institutional holders such as
more false premises concerning the nature of Meximutual funds, faced with actual or threatened
co’s exchange rate regime or the probability that theyredemptions, liquidated their holdings not only of
could liquidate their holdings before any crisis hit. Mexican paper but also of the paper of other coun-
Also, although this explanation is difficult to prove, tries, especially if they could do so while limiting
investors may have believed that “bondholders” their capital losses. These patterns can be seen in the
would not be affected in a crisis because, even duringympathetic movements in the stripped yields on
the severe debt crises of the 1980s, there were onlBrady bonds of various countries in Latin America
isolated instances of failures by countries to meet thend elsewhere (chart 1).
original terms of this type of obligation. Finally, In the end, the wealth of Mexico’s external credi-
investors may have excessively embraced the sdors as a group was only marginally affected by losses
called Washington consensus that the policy regimegollowing the crash of the peso. The principal reasons
in Mexico and similar countries had fundamentally were that the investors were numerous and that Mexi-
changed in a direction that would produce sustained¢an paper was not a large portion of any final, non-
rapid economic expansicn. Mexican investor’'s total portfolio; a secondary rea-

In actuality, holders of some types of portfolio son was that some of the investors benefited from the
claims on Mexico suffered losses in 1994-95, andactions taken to stave off a larger crisis. However, the
holders of other claims did not. Holders of equity Mexican situation was not unique. As long as no
securities suffered losses, or at least paper losses. Timeajor institution or group of institutions is heavily
Mexican stock market dropped two-thirds in dollar invested in claims on such a country or a group of
terms between December 19, 1994, and March Ssimilarly situated countries, creditors and their mar-
1995, when it hit its low, and as of the end of kets are likely to suffer only limited damage. Conse-
January 1996 was still about one-third below its levelquently, they are unlikely to be motivated to act in
before the peso’s devaluation. The remaining foreigrconcert with the issuer to limit losses on their invest-
and domestic holders of cetes also suffered losses iments; they have every incentive to step back from
dollar terms when their instruments matured over theheir investments and to dispose of them quickly,
course of 1995. thereby adding to pressures in financial markets. On a

Holders of the tesobonos have not in the endglobal basis, portfolio investments in developing
suffered losses; the Mexican government has beeoountries amounted to about $250 billion as of the
able to honor its obligations, initially paying out
pesos and meeting the resulting demand for dollars———
out of its reserves and later paying off foreign holders, 9. Brady bonds are obligations of the Mexican government issued

. . in 1990 in exchange for commercial bank claims. They were issued at
of tesobonos dlreCtIy in dollars. However, on A an interest rate or principal amount reduced from that of the original

obligations, and their principal and short-run interest payments are

backed by collateral held at the Federal Reserve Bank of New York in

the form of U.S. Treasury securities. They are called Brady bonds

8. See Paul Krugman, “Dutch Tulips and Emerging Markets,” after former Secretary of the Treasury Nicholas Brady, who put
Foreign Affairs,vol. 74 (July/August 1995), pp. 28—44. forward the plan that led to their issuance.
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1. Secondary market yields on stripped Brady bonds
of selected countries, Dec. 1994—Jan. 1996

Percentage points

Latin America

Argentina

The situation in 1994-95 contrasts with that in the
debt crisis of the early 1980s, when a small number
of international commercial banks—roughly twenty-
five in total—held a major share of Mexico’s debt. In
1982, commercial banks accounted for 70 percent of

Mexico’s external debt, and claims on Mexico by the
top nine U.S. commercial banks amounted to 50 per-
cent of their capital. At the end of 1994, foreign
commercial banks held less than 40 percent of Mexi-
co’s international debt, and claims on Mexico by the
top nine U.S. commercial banks represented only
15 percent of their capital. Had Mexico defaulted this
time, the consequences for those institutions would
have been painful but not life-threatening.

Elsewhere

- Bulgaria 3

Implications for the Creditors

The 1994-95 Mexican peso crisis is likely to be
unique in at least one respect: In future liquidity
crises, holders of large portfolio claims on the coun-
try facing the crisis are much less likely to avoid
capital losses by relying on official actions that extend
large-scale financial assistance to the country in
question. The fundamental point is that the scale of
potential financial assistance needed to stave off a
full-blown crisis in Mexico has proved to be much
larger than anyone could have imagined as recently
as 1994, and the scale of any similar operation in the
future (even allowing for the special circumstances
of the Mexican case) is likely to be larger than the

end of 1994 (table 1). Although this number is large,official sector will be able or Willing to assemble.
it represents less tha¥ percent of total portfolio Moreover, as noted above, the widespread percep-
holdings of investors in industrial countrids. tion, whether accurate or not, Is that many porthIIO
Although investors would not have been happy los-investors were inappropriately protected from the
ing, say, half the value of their investments in devel-consequences of their investment decisions. .
oping countries, even that result was likely to impose A further implication of the Mexican experience is
only small aggregate losses in terms of wealth, welthat investors will be, or at least should be, more
fare, and demantt careful in the future. At a minimum, they should

One circumstance is clear in Mexico’s case and inmprove their early-warning systems. Many investors
that of many other countries as well: the loweredreportedly did not understand developments in
concentration and importance of commercial banksMexico in 1993-94; if they had, they would not have

invested so heavily in tesobonos.
On the other hand, many of the investors, or at

- least their advisors, did in fact understand what was
i O e i vt o e e o appening in Mexco n 1964; and eithr the marag:
househblds eql;aled $18 trillion. If the ’Wealth—GDP ratio for ail ers of the 'r_lveStments |gn0red thOSQ developments,
high-income countries is the same as the U.S. ratio, financial wealth oOr they believed that they could divest before a
households in high-income countries equaled about $54 trillion wherf||-blown crisis erupted. Just as in the European
the peso crisis broke out (International Bank for Reconstruction and t . f 1992 d 1993 . t
DevelopmentWorld Development Repor©xford University Press, mone a_ry crises o _an_ adl many Inves (_)rs
1994; and Federal Reserve, U.S. flow of funds accounts). were mistaken. Thus, a third implication of the Mexi-

11. However, portfolio investments in these markets could becomeban peso crisis is that institutions need to pay more
a larger share of global portfolios. Moreover, in terms of global

growth, the indirect consequences of the hypothesized loss in value iRtt€Ntion o their ”Sk'management S_ystems in the
early 1995 might have been substantial. broadest sense of that term. High or rising yields on

Morocco

Dec. Mar. June Sept. Dec.

Notk. Yields of Brady par bonds stripped of U.S. Treasury collateral on
principal and interest.
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debt instruments should serve as signals to theiclaims on developing countries in the form of market-
holders that compensation is being paid in advancable debt instruments, the recipient countries had to
for the costs of a possible default or capital loss. compensate investors for the potential risks involved.
Holders of portfolio claims on developing coun- Investors should have considered borrowers in devel-
tries, as well as the financial institutions involved in oping countries to be similar to high-risk borrowers
placing the instruments (whether or not they continuan domestic markets. By qualifying to borrow in
to hold any in their own portfolios), should not expect these markets, borrowers in developing countries
that the next sovereign liquidity crisis will unfold in began to compete with a broader group of potential
the same way the Mexican crisis did. Their planningborrowers, not only in other developing countries but
should have two dimensions: They should expect talso in developed countries. Moreover, the competi-
take more extensive losses, and, in part to improveion was based on judgments concerning the ade-
the risk—reward trade-off, they may want to considerquacy of the returns considering the risks involved—
how they might participate responsibly in the ex postevaluations that are relatively easy to make, at least
resolution of crisis situations should these situationsn principle. But the comparisons are inherently
occur. multisided.
Thus, when yields declined on the bonds issued by
industrial countries, yields on instruments issued
THE RECIPIENTS OFCAPITAL INFLOWS by developing countries became relatively more
attractive. (As discussed above, perhaps investors
The changing pattern of international capital flowsbegan to reach for higher yields without being as
has both a supply side and a demand side. Theaformed as they might have been about the risks
previous section presented primarily the demand foinvolved.) Similarly, when yields in industrial coun-
a different mixture of investments than had beentries rose in 1994, those offered by developing
characteristic of the 1970s or 1980s; this sectiorcountries, such as Mexico, became relatively less
presents the supply side. attractive. The issue is whether, as a consequence of
From the standpoint of the recipient countries, thethese structural changes, the borrowing countries
1990s opened up new opportunities to attract foreigrhave become more vulnerable to external financial
capital. Those new opportunities were, in part, theshocks.
consequence of changes in the political and social
philosophies that governed the economic policies of
the recipient countrie® These countries became Lessons for the Capital Recipients
more hospitable to foreign direct investment by relax-
ing restrictions, rewriting discriminatory regulations, The principal lesson from the 1994-95 peso crisis for
and reworking the landscape of the public sectorecipients of capital inflows derives from the size,
through massive privatization programs that, in turn,scope, and speed of the crisis once it broke. By the
caused portfolio investments in equity securities tostandards of the 1980s, this was a new world.
become more attractive. The forces of economic The 1982 Mexican crisis took about six months to
reform led to more flexible economies, economiesdevelop from the peso’s devaluation in February to
that in principle were better equipped to respond tomid-August, when it became clear that the Mexican
shocks. However, the investments involved two-wayauthorities would be unable to service their sovereign
risks, at least potentially, because the recipient counebligations. Not until December were mechanisms
tries to some extent became more exposed to the riskore or less fully in place to contain the situation.
of a sharp change in investor sentiment. Funds thafbout $3/2 billion in official bridge loans in August
easily flowed in and financed current account deficitssufficed to buy time to establish more permanent
could also easily seek to flow out if conditions or solutions, but three months passed before an agree-
perceptions changed. ment with the IMF was completed to repay those
The proposition about the increased risk to theloans!3
recipient country is debatable, and it deserves closer In 1994-95, the pre-crisis period lasted about a
scrutiny than it can receive here. However, an illustra-month, from mid-November to mid-December. An
tion may suffice. To induce foreign investors to hold $18 billion package of promised short-term financial

12. Some have argued that the “Washington consensus” on poli- 13. Bridge loans are short-term official credits extended with an
cies may have been overblown or overinterpreted in terms of itsassured source of repayment, usually from international financial
short-term implications for growth. institutions such as the IMF and World Bank.
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assistance was developed within two (holiday) weekspolicies. In the Mexican case, these changes were not
but by mid-January it was clear that the classicalmade immediately, either because the authorities
1982 type of approach had failed to arrest the downwere paralyzed by their governmental transition as
ward spiral of confidence. The U.S. Administration President Zedillo succeeded President Salinas or
sought, and initially received, support from congres-because they did not understand the fundamental
sional leaders for a $40 billion program of guaranteesssue. Supporting the latter interpretation is the fact
for Mexican government borrowings in international that the Mexicans did not request IMF support until
markets to refinance its short-term dollar and dollar-the first week of January.

linked debt. That approach was abandoned on Janu- A final lesson from the Mexican experience is
ary 31 in favor of the approach now being followed. more of a question than a firm conclusion. Has the
Thus, the crisis phase lasted a mere six weeks; aftethanging nature of international capital flows left
another six weeks, around mid-March, confidencerecipient countries more vulnerable to shocks? On
began to return to Mexico (see chart 1). Of coursethe negative side, one can argue that countries can
important differences between Mexico in 1982 more easily attract capital flows and that, because
and Mexico in 1995 make comparisons somewhathey are now more open and more flexible, they can
problematic. No one should doubt, however, that thenore easily do without the capital inflows and adjust
1982 approach quickly proved to be inadequate irto their loss with less (not zero, but less) pain—at
1994-95, whether or not it deserved that fate. least as measured in terms of lost output. On the

A second lesson from the Mexican experience isaffirmative side, the unforgiving nature of capital
merely a variation on a familiar, long-standing theme:markets may seem to imply that countries are more
If a country is going to run a large current accountsusceptible to severe punishment (in terms, again, of
deficit financed by net private capital inflows, it must lost output) for small policy errors, although this
ensure that the funds are being wisely invested. Thigncreased market discipline may contribute to more
is the first principle for any type of borrowing. In the responsible policie%® As a practical matter, whether
international context, it is relatively easy to articulate borrowing countries are more vulnerable to shocks
but extremely difficult to apply. However, Mexico’s today or not, they are less likely to receive much
current account deficit was clearly being driven partlycooperation from their creditors in helping to cope
by a decline in national savings from more thanwith a crisis once it has erupted because individual
18 percent of GDP in 1988-90 to less than 14 percentreditors are more numerous and dispersed and have
of GDP in 1994, and there was essentially no changéess of a stake in the success or failure of efforts to
in gross domestic investmett. Thus, Mexico’s resolve or contain a financial crisis.
domestic savings rate was relatively low, and when
the Mexican economy increased its reliance on for-
eign savings, very little of the foreign money went to Policy Implications for Capital Recipients
increased domestic investméat.

Three lessons of the Mexican experience pertain tdRegardless of where one comes down on the issue of
other aspects of governmental policy. First, countriesvhether capital-importing developing countries are
should not be tempted to try to sustain overvaluednore vulnerable to shocks in today’s globalized
exchange rates too long; this principle is also easy t@apital markets, one implication for the recipients of
articulate but not so easy to apply. Second, and afarge-scale net capital inflows is that the authorities in
easier lesson to apply, countries should avoid exceghese countries will need to pay a good deal more
sive reliance on short-term borrowing; because for-attention than they have in the recent past to potential
eign as well as domestic investors buy internal ashocks, both external and internal. They will need to
well as external debt, this lesson clearly applies tadevelop their own early warning systems, which
both areas of debt management. Third, when a courshould differ from, and be independent of, the early
try must devalue or otherwise change its exchangewarning systems that investors or official interna-
rate regime, it should make compensating andional financial organizations use because the require-
complementary changes in other macroeconomienents and risks are inherently different.

14. IMF, “Factors behind the Financial Crisis in Mexico,” p. 92. _

15. At least according to the aggregate statistics. Arguably, with 16. This lesson involving today’s global financial markets is far
the increased flexibility and openness of the Mexican economy, thérom unigue to Mexico’s situation. It is central to the evaluation of the
actual investments were more efficient and productive in the 1990€uropean monetary crises of 1992 and 1993 and the behavior of bond
than earlier. markets in 1994. It is also subject to dispute.
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Strengthening the domestic banking system is keyhas negative fiscal consequences, as interest receipts
to shock-proofing the economies of the borrowingon external reserve holdings are less than interest
countries. Such shock-proofing is clearly neededpayments on domestic obligations. A fourth possibil-
whether because (1) those banking systems lack thigy is resorting to controls on capital inflows. A fifth
managerial or financial strength to exploit liberalizedis some combination of the above.
financial markets effectively, (2) national supervisory The capital controls “solution” has attracted
systems are underdeveloped, or (3) international capincreased favorable attention in some quarters in the
tal flows exert discipline over macroeconomic poli- aftermath of the Mexican crisi€.However, in many
cies (with consequent strains on banking systems). lgases, only countries with sound macroeconomic
the Mexican case, all three rationales were presenpolicies and high domestic savings rates can afford
The newly privatized banks lacked strength andto limit capital inflows, and even they pay a price by
managerial experience, the effective maturity of theirdistorting intertemporal decisionmaking. Moreover,
foreign currency liabilities was much less than that ofwhen these countries do restrict some kinds of
their corresponding assets, the supervisory systenmflows (for example, short-term borrowing), they are
was underdeveloped, and the weaknesses of the banteluctant to restrict other kinds of flows (for example,
ing system contributed to the reluctance of the authorinto stock markets or in the form of trade credits).
ities to take the macroeconomic policy steps thatOnce the possibility of allowing some forms of short-
would have been necessary to contain the peso cristerm or portfolio capital inflows is opened up, the
once a devaluation appeared inevitable. nature of any ensuing crisis is at most a matter of

A second set of implications relates to macroeco-degree. Finally, the notion that capital controls are a
nomic policies in the countries receiving capital good idea for developing countries but a bad idea for
inflows. Many advocates of the use of exchange ratedeveloped countries runs counter to the observation
as nominal anchors for expectations about economithat at the margin these two groups of countries
policies have been forced by recent events to retreatannot and should not be distinguisHéd.
somewhat from their advocacy; it would be unfortu-
nate if the pendulum now swung to the other extreme
of absolutely freely floating exchange rates. TheTHE FUNCTIONING OF THEINTERNATIONAL
search for a workable, happy medium must continue FINANCIAL SYSTEM

At the same time, recipient countries will need to
rethink the way they calibrate their monetary poli- The principal change in the functioning of the inter-
cies, their debt management policies, and their fiscahational financial system in recent years has been the
policies. Fiscal policy has a role to play in striking diminished role of governments. This trend is evident
the proper balance between savings and investment-rot only in the privatization and market-opening
that is, with respect to judging and achieving a susteforms in the non-industrial world but also in the
tainable current account balance—not only inderegulation in the industrial world. The Ministry of
industrial-country recipients of net capital inflows Finance no longer has quite the unchallenged power
like the United States but also in developing coun-and influence it once had in Japan, and financial
tries like Mexicol” markets have become increasingly deregulated in all

Faced with unwanted capital inflows, as Mexico industrial countries®
was in 1992 and 1993, countries confront difficult
choices. One choice is to tighten fiscal pOIiCy further, 18. For example, thé4th Annual Report, 1994—3% the Bank for
even if tightening involves running a substantial fis- international Settlements said that “emerging economies should per-
cal surplus. Another is to allow the real exchange ratéggpistaﬁn-f k—)wg}Ofe ggdem in dismantling controls on short-term
to appredate' A third choice is to sterilize Capital EQ. Lawrencép.Sumrz{ers, the Treasury Department’s Under Secre-
inflows and build up reserves, an approach that oftefary for International Affairs during the crisis, has expressed my bias

with his characteristic zing: “It is clear that we would all rather live in
countries in which capital is trying to get in, rather than in countries
_ from which capital is trying to get out. That suggests that countries

17. William Cline points out in his retrospective look at the debt should be very cautious about imposing capital controls with the
crises of the 1980s that the flaw in former British Chancellor of the objective of discouraging capital inflows” (Lawrence H. Summers,
Exchequer Nigel Lawson'’s dictum that current account deficits do notRemarks at Symposium on Capital Flows, Jerusalem, Israel, April 3,
matter so long as they are accompanied by balanced budgets dr995).
surpluses applies equally to developing countries and developed coun- 20. One does not need to go so far as to argue that central bankers
tries, and he correctly diagnosed this flaw as applying to the Mexicarare like the little Dutch boy with his finger in the dike against the
case well before the crisis broke. William R. Clieternational Debt ~ onslaught of stateless money as Steven Solomon does in hisTiheok

Reexamined(Washington: Institute for International Economics, Confidence GaméSimon and Schuster, 1995) to recognize that the
1995). international financial system has changed.
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This trend toward deregulation has been driven byroom and easily convince them that a systemic crisis
some of the same forces that are behind the globais, first and foremost, a crisis for their own institu-
ization of financial markets and financial flows: tions. The number of important players is now much
technological change and improvements in globalarger, and each perceives that it has less of a stake in
communications. These forces have also facilitatedhe successful resolution of a crisis situation. Thus,
the relative rise in the importance of securities mar-when the Mexican authorities in December 1994
kets and the relative decline in the role of depositorycalled upon the commercial banks to assemble a line
institutions as direct financial intermediaries (that is,of credit to help Mexico cope with what appeared to
as institutions that book both assets and liabilities orbe a liquidity crisis, the commercial bankers’ princi-
their balance sheets). pal focus was on the terms of the deal rather than on

No trend toward increased volatility has beenthe rationale for the deal. Whether this judgment was
observed in those markets for financial assets thathort-sighted or mistaken is open to debate.
have been freely functioning for extended periods of A closely related lesson concerns the lack of con-
time—for example, the market for U.S. Treasury sensus in the official community about the nature of
securities and spot markets among the major currerthe Mexican crisis and whether it involved so-called
cies. Recorded volatility has, however, increased irsystemic risk. From a broad perspective, the situation
markets that previously were controlled; whereas incontained four possible elements of systemic risk.
the earlier era prices were tightly controlled, so that First was the risk to banking systems in countries
sharp movements were ruled out or transactions werether than Mexico; this narrow definition of systemic
never consummated, now prices are allowed taisk focuses on depository institutions that are the
respond to shocks. core of monetary and payment systems and that have

As noted above, the authorities have responded taccess to governmental safety nets for depository
these developments with a mixture of fear and aweinstitutions. Although bank claims on Mexico were a
At one extreme, their concern about the scale ofmaller share of Mexico’s debt in early 1995 than in
potential disturbances sometimes appears to handcuf©982, a full-blown Mexican crisis, which could have
them in their efforts to implement appropriate macro-affected a number of other major borrowing coun-
economic policies. At the other extreme, they havetries, could have been a real threat to at least some
sought to exploit new opportunities, including new national banking systenis.
ways of raising money. Could the Brady bond market Second was the risk to the broader international
have developed without the debt crisis of the 1980ginancial system, covering not only depository institu-
and without the financial technology to support it?tions but other types of financial institutions and
Without this market to provide valuation benchmarksextending to stock and bond markets around the
for trading in securities of developing countries, globe. As argued previously, the loss of financial
would it have been as easy for borrowers to price andvealth as a consequence of contagion from the Mexi-
come to market with other securities? These arean crisis was not likely to have been large enough
difficult questions on which to reach firm conclu- by itself to have had a major impact on wealth,
sions. However, my answer to both questions iswelfare, or demand in the industrial countries; but
negative. such adverse financial or psychological effects could

not be ruled out.

Third was the risk to economic activity around the

Lessons for the Financial Authorities world, the possibility not only that the Mexican econ-

omy might go into a deep and prolonged recession
The principal lesson from the Mexican experience forwith negative spillover effects but also that the Mexi-
the functioning of the international financial system can crisis might spread to other borrowers and impart
is that the authorities must now rethink how theya global deflationary impetus of considerable size.
interact with the market in crisis situations. As notedFrom the perspective of the end of December 1994,
earlier, gone are the days when the G-10 centralhis risk was seen as neither very large nor very
banks could quickly assemble a bridge loan thatroublesome after the vigorous growth in most of the
would serve to stabilize expectations about the situa-
tion in a major borrowing country. Also gone are the
days when the Managing Director of the IMF and the 21. According to data from the Bank for International Settlements,
Chairman of the Board of Governors of the Federalwhich are not fully comparable for the two dates, bank claims on
Reserve System could gather representatives of thebiioum Exporting Counties rose.from 247 bilion i Decem-
major private international financial institutions in a ber 1982 to $489 billion in December 1994.
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industrial countries in 1994; against the early 1996able failing, given that financial authorities are often
background of slowing growth in many industrial behind the curve in such matters, is that the Mexican
countries (several still with high unemployment rates)authorities chose to prevent the development of for-
and deep fissures in the Japanese financial systemward or futures market contracts in pesos. Neverthe-
this risk might be evaluated differently. less, this policy was inconsistent with other elements
Finally, there was the risk to the global trend of market-oriented reform in Mexico. Some observ-
toward market-oriented reforms that had swept theers would like to see financial sector reforms in
developing world over the previous decade, drawingcountries like Mexico phased in more slowly. Others
into the mainstream not only other countries in Latinargue that in the Mexican case the absence of finan-
America and the economies in transition in East andcial market facilities such as a forward or futures
Central Europe and the former Soviet Union but alsomarket to absorb pressures associated with the peso’s
countries such as China and India. What if thedevaluation was one (but only one) of the reasons
authorities in Mexico (a country seen at the forefrontthat the peso crisis of 1994-95 was more virulent
of this trend) concluded from their experience thatthan the European monetary crisis of 1992.
they had chosen the wrong model and then reverted
to a model emphasizing nonmarket solutions? What
would be the reaction in other formerly like-minded Policy Implications for the International
countries? Whether this consideration is relevantinancial System
under the heading of “systemic risk” is debatable,
but the authorities in most major borrowing countriesThe first implication of the Mexican experience for
did sit down in January 1995 to consider the implica-the international financial system is that effective
tions of the Mexican situation for their economic and collective action requires a broader consensus on the
financial strategie®? nature of systemic risks in these types of situations.
The fundamental issue is not primarily that all An evaluation should take full account of the moral
these elements of systemic risk were present in th@azard implications—that is, feedback effects on
Mexican situation, although I think they were. The decisions by borrowers, investors, and international
point is that in the Mexican case there was no confinancial institutions—of adopting too broad or
sensus on the nature or size of the systemic riskexplicit a definition of systemic risk. What were the
involved, nor is there likely to be in future cases. stakes for the international financial system and the
Consequently, the lack of consensus in the officialworld economy as Mexico was forced to devalue
community, as well as in private financial markets, onthe peso in December 1994? What were the potential
what to do about the situation is not surprisiig. systemic implications? The U.S. authorities did not
A final lesson from the Mexican experience con-see them the same way that the authorities in some of
cerns the issue of transparency and markets, becautiee other major countries did.
these affect the way the global financial system func- The second implication is that efforts to understand
tions. In the absence of full and accurate informationthe functioning of financial markets and to safeguard
markets tend to trade on the basis of false premisesheir integrity should not be confined to markets in
and investors react violently when the truth or a newthe industrial countries. Here, again, the Mexican
rumor surfaces. In retrospect, the Mexican authoritiegxperience reveals the continuum extending from the
were clearly less than fully forthcoming about their most sophisticated trading in foreign exchange mar-
economic and financial situation; they were morekets involving the major currencies to domestic finan-
transparent than critics in the market have argued, butial markets in developing countries.
they were not as transparent as they might have been. Third is the implication for preventive activities.
For example, until early 1995, Mexico announced itsHow best can the international financial community
international reserve position only three times a yeafprivate-sector as well as public-sector, including the
or when otherwise convenient. A more understand-international financial institutions) increase the prob-
ability that situations like the Mexico crisis either
will not arise or will not involve such massive shocks

22. Again, see Krugman for a contrarian view: the Mexican pesotg the economy of the country directly involved or to
crisis marked a healthy “beginning of the deflation of the Washington
consensus” (“Dutch Tulips and Emerging Markets,” p. 31).

23. This lack of consensus was exacerbated by the apparent suc-
cess, by mid-1995, of international efforts to stabilize Mexico’s exter-
nal financial situation. Some have argued that such success proves that24. This is not a clean distinction because disagreements about the
the official response to the Mexican crisis was not necessary, whilenature of the threat were mixed with disagreements about whose
others have argued, incorrectly in my view, the reverse. responsibility it was to meet the threat.
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the world economy and financial system? Among theto deal with these situations without distorting incen-
elements of better prevention are increased transpatives with respect to decisions of the various players
ency and provision of data to markets, and thregthe moral hazard issue).
types of early warning system—one for the recipient A search for a better way to manage these crises
country, one for the market participants, and one formight proceed on the assumption that all crises will
the official international financial organizations. not, and perhaps should not, be preventable. But the

Fourth, assuming that prevention is only 90 per-analysis might also assume that decisionmakers will
cent of any cure (at best), what scope should therperceive a need to manage a crisis so that it does
be for international rescue operations in such circumminimal damage to the functioning of the interna-
stances? Here the beginning of a consensus is in th@nal financial system and the world economy; in
communiquehat came out of the Halifax Summit of other words, the option of leaving the country to
Heads of State and Government of the Group ofwork out its problems with the market will not be
Seven Countries in July 1995.Few object to the attractive in most circumstances. Finally, the analysis
principle that multilateral financial support should might assume that external emergency resources may
be potentially available to deal with certain crisis well be inadequate to handle all such situations.
situations. However, considerable differences of view Under these assumptions, the answer to the ques-
exist about how to define those crisis situationstion of whether there should be a better way to handle
about whether it is realistic (in light of trends in these crises obviously is yes. But such an obvious
international financial markets) to think that the mul- answer to a complex question suggests the need
tilateral institutions can mobilize enough financialto examine the stated assumptions. At the same
resources to deal with the “next Mexico” or the time, more orderly workout arrangements to govern
“fifth Mexico” thereafter, and moreover, about how international debt crises should be examined. For

example, would an officially sanctioned standstill
procedure that potentially would govern all external

—_— _ 3 financial relations of a country in a crisis situation

25} From the Hfa“lfa’;comm‘:”'q”: ; oo, DE either feasible or desirabféAny prediction as

If prevention fails, financial market distress requires that multilat- ; ; ; .
eral institutions and major economies be able to respond whereLo the results of such ar_1 examination IS, premature;
appropriate in a quick and coordinated fashion. Financing mechahowever, they are more likely to be evolutionary than
nisms must operate on a scale and with the timeliness required ttpevolutionary_
manage shocks effectively. In this context we urge the IMF to:
establish a new standing procedure—“Emergency Financing
Mechanism”—which would provide faster access to Fund arrange-———
ments with strong conditionality and larger up-front disbursements 26. The Halifax communiqueautiously endorsed such an exami-
in crisis situations. To support this procedure, we ask: the G-10 anchation: “Recognizing the complex legal and other issues posed in debt
other countries with the capacity to support the system to develogrrisis situations by the wide variety of sources of international finance
financing arrangements with the objective of doubling as soon asnvolved, we would encourage further review by G-10 Ministers and

possible the amount currently available under the GAB [GeneralGovernors of other procedures that might also usefully be considered
Arrangements to Borrow] to respond to financial emergencies. for their orderly resolution.”



