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In this paper, I focus on the risks and implications of

external financial shocks in the context of the lessons to be
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implications, in particular for policies, that should be drawn or

at least examined.
at least e

arbitrary and, therefore, not entirely satisfactory. First, to
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industrial countries, recipients of capital inflows (net or

gross) are identified with developing countries, and the system
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August, 1995 I benefitted from comments and assistance from my
colleagues Tom Connors, Allen Frankel, David Howard, Catherine
Mann, Larry Promisel, Margarita Seraflnl, Charles Siegman, Lois

Stekler, Betsey Stevenson, and Henry Terrell. Of course, none of
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Board of Governors of the Federal Reserve System or other members
of its staff.



tor countries and with the international financial
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institutions that are held responsible for its smooth operation,

- . e Lo ) . ) . - o - - U T, < PR B |
my classification is oversimplified. 1In today’s liberalized
financial markets, potential creditors include investors in

developing countries, industrial countries are large scale
recipients of international capital flows, and the authorities in
d

oy "

~ al AArms Wy
GQeveilOpLilil W

1
(Sl
()

ustrial countries have a

ac
Qo - wwmareL T2 aiay

nQ

stake in the efficient and effective functioning of the

international financial system. Thus, the notion that it is
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traced, in part, I believe, to trends in the globalization of

finance over the past decade, trends with respect to the

d diversification of investors’ portfolios. Whether these

factors contributed importantly to what happened in Mexico 1n
ate 1994 and early 1995 or whether Mexican economic policy

d their behavior during the ERM crises of 1992
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and 1993 and the bond market collapse in 1994 than many observers



Mexican crisis and the ERM crises attest to the fact that the
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former was not a unlque or unidimensional event.

As a final qualification, I would note that estah1iqhing
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the lessons to be learned from the Mexican experience is complex.

There is no consensus on the factors behind the crisis. The

nternational Monetary Fund lists three maj
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domestic political and external economic shocks, an unsustainable

4 Aranver t+h
oregver

v aa v ’ [ ¥ L=t

ese views are

IMF's list of explanations largely omits economic and financial

rends and developments originating outside of Mexico. In part
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crisis, there is no consensus about what should have been done or
not done during the crisis. Therefore, the lessons one person

ikelyv to be te different from
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2. Alan Greenspan testified before Congress on January 26, 1995,
*although the speed of transmission of positive 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 pollcy also
reverberate around the world at a prodigious pace." Federal
Reserve Bulletin, March 1995, page 261.
3 These parallels are much too interesting, complex or

ntroversial to be explored extensively in this paper, but
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Internatlonal Monetary Fund, World Economic Outlook, May
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billion per year from 1987 to 1990 (60 percent of total net
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flows) to $16 bil
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developing countries in Asia and the Western Hemisphere. During

S. These data are compiled on a different basis from those
nracanted in Table 1 2and intra 2lia include "averantional
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financing" some of which comes importantly from the official
sector even for the more advanced developing countries The
comparable figures for developing countries in the Wes t ern
Hemlsphere are net borrowing from official creditors of §$7.9
billion per year from 1587 to 1950 and net repayments of $0.7
billion per year from 1991 to 1994. Finally, for 22 countries

., net inflows from of
official creditors were $2 blllion per year from 1987 to 12350
(14 percent of the total) and $3.2 billion per year from 1991 to
1994 (3 6 percent of total) Source: IMF, World Economic
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Capital Flows to Deve o

1973-76 1977-82  1983-89  1350-94
All developing countries 2/
Total net capital inflows 14.8 30.5 8.8 104.8
Foreign direct investment
plus portfolio investment (net) -1.8 0.7 19.8 82.7
Net foreign direct investment {3.7) {i1.2) {13.3) {39.1)
Net portfolioc investment (-5.5) (-10.5) (6.5) (43.6)
Other ;/ 16.6 29.8 -11.0 22.2
Asia
Total net capital inflows 6.7 15.8 16.7 52.2
Foreign direct investment
plus portfolioc investment {net) 1.4 3.3 6.6 35.8
Net foreign direct investment (1.3) (2.7) (5.2) (23.4)
Net portfolio investment (0.1) (0.6) (1.4) (12.4)
Other 3/ 5.3 12.5 10.1 16.3
Western Hemisphere
Total net capital inflows 13.0 26.3 -16.8 40.0
Foreign direct investment
plus portfolio investment (nect) 2.4 6.9 3.2 38.5
Net foreign direct investment (2.2) (5.3) (4.4) (11.9)
Net portfolio investment {(0.2) (1.6) (-1.2) (26.6)
Other 3/ 10.6 19.4 -15.8 1.5
Other developing countries 2/
Total net capital inflows -4.9 -11.6 8.7 12.7
Foreign direct investment
plus portfolio investment (net) -5.6 -9.5 10.0 8.3
Net foreign direct investment (0.2) (3.2) {(3.7) {3.8)
Net portfolio investment {-5.8) (-12.7) (6.3) {4.8)
Other 3/ 0.7 -2.1 -1.3 4.3
Memorandum Items:
Mexico
Total net capi inflows n.a. 9.7 -2.1 21.2
Foreign dlréeﬁ iﬁvestment
plus portfolio investment (net) n.a. 2.3 0.1 18.7
Net foreign direct investment (n.a.) (1.6) (1.2) (4.9)
Net portfolio investment {n.a.) (0.7) (-1.1) (13.8)
Other 3/ n.a. 7.4 -2.2 2.5
Source: International Monetary Fund. World Economic Outlock database
1/ Flows exclude exceptional financing (from IMF or IBRD, and bilateral
official or private sector reschedulings or arrears). A number of countries
do not report assets and liabilities separately. For these countries, it is
assumed that there are no outflows, so that liabilities are set equal to the
net value. To the extent that this assumption is not valid, the data
underestimate the gross value. Adjustments are alsc made to the WEO data to
net ocut the effects of bonds exchanged for commercial bank loans in debt and
debt service reduction operations and to provide additional detail on
selected private capital flows.
2/ Excludes capital exporting countries such as Kuwait and Saudi Arabia.
3/ I

Consists of net lending to the official sector (including general government
Tar
P21

and the monetary authority) and net iding to the private sector by banks
and non-banks such as insurance companies and pension funds.
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data, however, do not reveal the extent of the involvement of

commercial and investment banks in intermediating international
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that end up on the balance sheets of those financial

institutions; however, these institutions are heavily involved in

example, when the peso crisis eru

-
-
-
0
)
(W
J

1994, Mexican commercial banks had about $4 bi

countercyclical nature of the associated servicing requirements,

marketable debt instruments -- denominated in domestic as well as

Mexican experience, it is important to distinguish among

these subcategories of portfolio investments because the



investments involve a variety of different risks--price risk,
liquidity risk, and exchange rate risgk Broadly speaking the

investors behind those flows are of two types: direct holders of
the instruments in question or indirect holders through

investment trusts or mutual funds Whatever the typ
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investor, they are seeking to maximize their return given their
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appetite for risk. Unlike many direct investors, portfolio
h

the maturity of the underlying instruments. Unlike direct

investors and traditional commercial bank lenders, they assume
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well-developed trading markets. Moreover, relative near-term

rates of return are important for some instruments, as may be

Fifth, in considering patterns of net capital flows to

developing countries, not all countries or groups of countr
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investment. The Western

"other" line, and they were relatively large beneficiaries of net
portfolio inflows during the first half of the 1990s.
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memorandum items has been broadly the same as that shown for the



B. Lessons from the Mexican Experience

The lessons that observers draw from the Mexican

that by the time the crisis hit a large proportion of those

instruments were Tesobonos whose peso value was linked to the

A
very large holders of Cetes -- short-term government securities

whose value was not linked to the dollar. Indeed, one of the

curiosities of the Mexican experience was that over the course of
1994 international (Mexican as well as foreign) investors as a
group got out of Cetes but they willingly got into Tesobonos,
instruments paying a much lower interest rate than Cetes but a
higher rate than similar S. Government obligations This trend

than Mexico’s foreign exchange holdings. By definition, the
6. 1n the period 1990-%94, net portfolio investment was about
two-thirds of net capital inflows to Mexico and the developing
countries of the Western Hemisphere compared with just under a

quarter for developing countries in Asia.
7. The same quallflcatlon applies to the lessons for the

recipients of capital inflows (Section II) and for the
international financial system (Section III).
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had been based on one or more false

premises concerning the nature of Mexico’s exchange rate regime

or the probability that they could liquidate their holdings

hit. While i ficult to prove, a third

cr
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8. For example, at the end of November, 1994, the 91-day Cetes

rate was 15.60 percent, a spread of 988 basis points over the
U.S. 3-month Treasury bill rate of 5.72 percent, while the Si-day
Tesobono rate was 7.49 for a spread of only 177 basis points.
Technically, there was some exchange rate risk originally

associated with Tesobonos because their principal was only
1ndexed to the dollar, but it was paid in pesos and the holder
to handle or cover the conversion of the pesos received into
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i1l
holders of those instruments suffered losses as well when their

1994 and

1

i

into the so-called "Washington consensus" that the policy regimes

a
Holders of equity securities suffered losses, or

b

and as of the end of June was st

rapid economic

of the 1980s there were only isolated instances o

1995,

-

-

it is possible that investors had excessively bought

(68 percent) in dollar terms between December 19,

would not be affected because even during the severe debt crises
portfolio claims on Mexico suffered losses and holders of other

&

The remaining foreign holders of Cetes as well as domestic

direction that would produce sustained,

expansion.
types did not.
its low on March 9,

Finally,
thirds

ne

£t

o

tially

Y

on a marked-to-market basis,

government has been able to honor its obligations, ini

the Mexican

of its reserves and later paying off foreign holders of Tesobonos
However,

Tesobonos have not in the end suffered losses;

directly in dollars.
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the widespread

Nevertheless,

instruments such as Brady bonds.

perception is that portfolio investors in Mexican paper suffered

were well-rewarded for the limited risks they had taken.

When the crisis erupted,

investors panicked, not only

P4

truments issued bv

ins

instruments but also investors in similar

the same

in

especially countries

ther countries,

0

in o

borrowers

P4

duced by at least two

in

These contagion sales of assets were

First,

as perceived risks rose and expected

types of forces.

institutional holders such as mutual funds faced with

actual or threatened redemptions were led to liquify their

Second,

&

countries especially if they could do so while limiting their

These patterns can be seen in the sympathetic

capital losses.

see Charts 1 and 2.

countries in Latin America and elsewhere

the wealth of Mexico’s

Whether they deserved it or not,

The principal reason was

losses following the crash of the peso.

that the investors were numerous and Mexican paper was not a

a secondary reason was that some of the investors

portfolio;

benefitted from the actions taken to stave off a larger cris.s.



T lva ™

_ ODIXDY\ = zesg ----- eunuably

‘§661 ‘€1 430120 SI UMOys ajep 1saje] "1saiaul pue jedidud o [elate)jod Linseas) S M) Jo paddins spuoq ted Aprigl JO PI3IA +

«SATIIA AAddIHLS LIHNHYIN AYVANODIIS

I L4VHO

SHQE -ldeg-z|  6e-Bny-6 3-Inf-/ 3-ung- 6-Ae-2  GR-1eN-6 -qQo4- G-uer-ez  $6-09(1-61
(/e A A A At . it A e
lllllllllllllllllllllllllllllllllllllllllllllllllllllll ome
lllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllll Oﬂom
- s e o - - - - - m ue = = = 2L L L L h m e m e e e ke e s e == - - . - - I,A|°mN
SNy M
7\...;).\{\(\.\ N N\ b
~NA \.7)) ,
/7 | S.)\.,Bﬁ M \ .,-N\,‘SS
N W./\ .‘__\,\‘ ,4,\;(, ~\(<‘ J( v .\\:\ ,/_ , 7\./ Z \\ .,.ﬁh(\r/ 2
T 2 N 0051
| ' ) f
! \// ! \‘ *
| - VY, \ | o521
| i _
........ SRR SRS .;.._loogw
b
e mommw
- ) 0062




o e B

saulddiiyg - puejod -© - m.:m.m_z —— 0JJ0JOp —6— m:mm_:m_ 8- oo_xm,s_ ||.._

"§661 ‘€1 19010 SI umoys dlep 1sa8] ‘1sasajul pue [ediouud uo [eajefjod Kinseal) ‘g Jo paddins spuoq sed Apeig Jo PPIA .

O Ao O v R e iy o

................. 052
gﬁi%fﬁﬁ%NWﬂﬁ%EE@}% ..................... -- @T?w¥8a
l?f(\l&kt!/uw?ﬁﬁ”ﬁj oy %%&N;ﬂ &mgg
m§$&§@ﬁ&@@&ﬁ%§ f)m&ﬂ &(M ﬁﬁ&% V-1 000}

- -4 | osel
.................................................. 00G1

%%%Fﬁﬁiﬁﬁaiﬁﬁéﬁﬁ%ﬁ@ﬁ?

- 061

PO N T s

- - ﬂ,, lllllllll - - - - . - omNN
-:L ....... : | oosz

') ! 0S¢

............... L R 000€

F | 0s2€

+SATIIA A3ddIHLS LINHVIN AYVYANODLS %

T LAUVHD




ha avwiran
LILT ViAW Qldd

unique. As long as no major institution or group of institutions

is heavily invested in claims on such a country or a group of
similarly situated countries, creditors and their markets are

likely to suffer limited damage. Consequently, they are unlikely

to be motivated to act in concert to limit these losses on their

investments and to seek to dispose of them quickly thereby adding

to pressures in financial markets. On a global basis, portfolio

billion as of the end of 1994 (see table 1). This is a large

10 o
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ustrial countries. While
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por
they would not have been happy loosing, say, half the value of

their investments in developing countries, the direct aggregate

consequences in terms of lost wealth, welfare and demand were
. ] : 11
likely to be inconsequential.

One fact is clear in Mexico’s case and applies with
roughly equal force to many other countries: In contrast with
the situation in the debt crisis of the early 1980s when a small
10. As of 1992, the total GDP of high-income countries was three
times U.S. GDP (Source: IBRD, World Development Report, 1994) and

as oE the end of 1994 U.S. households flnancial wealth equalled
$18 trillion (Source: U.S. flow of funds accounts); if the
wealth/GDP ratio for all high-income countrles is the same as the

U.S. ratio, rlnanc ial wealth of households in high-income
countries equalled about $54 trillion when the peso crisis broke

out.

11. However, it is possible that in the future portfollo
investments in these markets may become a larger share in c¢lohal
portfolios. Moreover, the 1nd1rect consequences for globa.

growth of the hypothesized loss in value in early 1995 might have
aanr whatantd1al
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is likely to

in 1994-95 that was
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In the case of the
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the fundamental point is
proved to be much larger

&

less than 40 percent of Mexico'’s
future liquidity crises,

in

commercial banks accounted for 70 percent

However,

12

.
o

12

82
at the end of 1994,

9
the consequences for those

1

than anyone could have imagined a year ago, and the scale of any

n

I

Implications

C.

commercial banks amounted to 50 percent of their capital.

holders of large amounts of portfolio claims on the country

be larger than the official sector will be able or willing to

consequence of official actions that provide financial assistance

held a very dominant share of Mexico'’s debt,

1994 represented only 15 percent of their capital.
unique in at least one respect

to the country in question.

off a full-blown crisis in Mexico has

special circumstances surrounding the Mexican case)

have been painful but not life threatening.

not the case.
In contrast,
Mexico defaulted,

U.S.
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to the discu
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were inappropriately protected from the consequences of their

investment decisions.

more careful in the

or at least should be,

investors will be,

At a minimum,

ine-tune their early-warning

uld £

they sho

future.

they would not have invested

if they had,

in Mexico in 1993-94;

so heavily in Tesobonos.

in

did understand what was going on

in fact,

their advisors,

and those developments either were ignored by the

Mexico in 1994,

the ERM

in

Just as

out before a full-blown crisis erupted.

a

Thus,

crises of 1992 and 1993, many investors were mistaken.

should pay more attention to their risk management systems in the

-

-~

-

High or higher yields on debt

broadest sense of that term.

compensation is being paid in advance for the costs of a possible

2

default or capital loss.

well as the financial institutions that are involved in placing

the instruments whether or not they continue to hold any in their

-

liquidity crisis will not unfold in the same way as the Mexican



In part those new opportunities were the consequence of

they may want to consider how

In part to

They became more
le were better

14

hospitable to foreign direct investment by relaxing restrictions,

tional capital flows has

in princip

Above we considered

interna

14

both a supply side and a demand side.
From the standpoint of the recipient

rade off,
economies that

meant that portfolio investments in equity securities

improve the risk-reward t

The Recipients of Capital Inflows

1s 1im
elow.

As noted above,

"Washi

b

tr

The changing pattern of

crisis situations.

fNgalll;

Section III

14.

Again,

of the public sector through massive privatization programs that,

had been characteristic of the 1970s or 1980s, but the supply

They should expect to take more extensive losses.
economic policies of the recipient countries.

side is also important.
more flexible economies,

II.

foreign capital.
in turn,

13.
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some extent became more exposed to the risk of a sharp change in

Funds that flowed in

U

and easily financed
current account deficits could also easily seek to flow out if
conditions or perceptions changed.
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recipient country is debatable, and it deserves closer scrutiny

than it can receive in the paper. However, let me illustrate
what I have in mind. To induce foreign investors to hold claims

on developing countries in the form of marketable debt
instruments, the recipient countries had to compensate investors

Howaver
. nowevex

t
v cqualifvinag to
, Dy qualirfying to

borrow in these markets, even if they should have been considered

ogous to high-risk borrowers in domestic markets, borrowers
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n develo a countries began to compete with a broader group of
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.
n developing countries n

potential borrowers, not just other developing countries but

-

issuers of bonds in developed countries as well. Moreover, the

competition was based on judgments concerning the adequacy of the
returns considering the risks involved -- evaluations that are

relatively easy to make, at least in principle. But the

sons are inherently mult
declined on the bonds issued by industrial countries, yields on

instruments issued by developing countries became rela

artrractive (Inv
attractive. {in

vestors began to reach for

CO reach

i
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perhaps, as discussed above, not being as fully informed as they

. 1 s - 2

the risks involved.) Similarly, whern
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might have been abou
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developing countries such as Mexico became relatively less

attractive. The issue is whether as a consequence of these
structural changes, the borrowing countries become more

vulnerable to external financial shocks.
B. Lessons from the Mexican Experience
The principal lesson fr
for recipients of capital inflows derives from the size, scope,

and speed of the crisis once it broke. By the standards of the

1980s, this was a new world

----- i irimz WO & 2.5 W v

The earlier Mexican crisis took about six months to

develop from the peso’s devaluation in February 1982 to the

not until December that mechanisms were more or less fully in
place to contain the situation. Meanwhile, about $3-1/2 billion

114

in bridge loans in ced to buy t put more
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permanent solutions in place, but it took three months before an
agreement with the IMF was completed to form the other end of the
bridge.

=)

In 1994-95, the pre-crisis period lasted about a month,

from mid-November to mid-December. An $18 billion package of
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(holiday) weeks, and by mid-January it was clear that the

ailled to arrest the downward
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classical 1982 type of approach had
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initially received, Congressional support for a $40 billion

ogram of guarantees for Mexican Government borrowings in
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dollar-linked debt. That approach was abandoned on January 31 in

favor of the approach now being followed. Thus, the crisis phase
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Mexico in 1995 that make compar
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However, there should be no doubt that the 198
proved to be inadequate in 1994-95, whether it deserved that fate

A second lesson from the Mexican experience is merely a

variation on a familiar, long-standing theme: If a country is

going to run a large current account deficit financed by net
private capital inflows, it needs to be careful to ensure that

the funds are being wisely invested. This is the first principle
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relatively easy to articulate, but much more difficult to appl
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However, it is clear in the Mexican case that its current account
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from more than 18 percent of GDP in 1988-90 to less than 14

percent of GDP in 1994 and there was essentially no change in

15. See the charts on stripped _yields on Brady par bonds.
16. International Monetary Fund, World Economic Qutlook, May
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increased domestic investment .’

Three other obvious lessons of the Mexican experience
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vervalued exchange rates

should not be tempted to try to sustain

excessive reliance on short-term borrowing; since foreign as well

as domestic investors buy internal as well as externa
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management. Third, when a country devalues or otherwise is forced

to change its exchange-rate regime, there is a strong presumption

"‘l

€ compensating and complementary changes in
other macroeconomic policies. 1In

happen immediately either because the authorities were paralyzed

fact that the Mexicans did not request IMF support until during

the first week of January.

A final legson
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the increased flexibility and openness of the Mexican economy,
the actual investments were more efficient and productive in the

1990s than earlier.
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e now more open and can more easily do without the capital

inflows and adjust to its loss with less (not zero, but less)

(in terms, again, of lost output) for marginal policy errors; on
t t

the other hand, increased market discipline contributes to more
responsible pollcxes.18 As a practical matter, whether borrowing
countries are more vulnerable to shocks day or not, they are
less likely to receive much cooperation from their creditors in
helping to cope with a crisis énce it has erupted because

individual creditors are more numerous and dispersed with less of

a stake in the success of failure of efforts to resolve or
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C. Implications
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Regardless of where one com down on the issue of
whether pital-importing developing countrles are more
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differ from and be independent of the early warning systems used
18. This is a lesson involving today’s global financial mz kets
that is far from unique to Mexico’s situation. It 1s central to
the evaluation of the ERM crises of 1992 and 1993 and the .
behavior of bond markets in 1994. It is also subject to dispute.
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organizations because the requirements and risks are inherentlvy

different.
Cne area to which particular attention needs to be paid
in shock proofing the economies of the borrowing countries is

the domestic banking system. Either because those banking

e ovamom on e and =

ns lack the managerial or financial strength to exploit

Y
effectively liberalized financial markets

“ase, all three rationales were present. The newly privatized

banks lacked strength and managerial experience, the effective
tenor of their foreign currency liabilities was much less than

that of their corresponding assets, the supervisory system was

macroeconomic policy steps that would have been necessary to
contain the peso crisis once it appeared that a devaluation was

of exchange rates as nominal anchors have been forced by recent
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absolutely freely floating exchange rates. The search for a
workable, happy medium must continue.
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sustainable current account balance, not only among recipients of

net capital inflows among industrial countries like the United
. 20
Qrotam hut =2lan for develoning countrieg like Mexico.
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In the face of unwanted capital infl which was

policy should be tightened further even
if it involves running a substantial fiscal surplus, or the real
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16 Advocates of permanently fixed exchange rates and currency
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boards do not appear to have tempered their advocacy by

20. William Cline points out in his retrospective look atjthe
debt crises of the 1980s that the flaw 1in ngel Lawsonhﬁ d
that current account deficits don‘t matter as long as uuei
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ter are
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develooing countries and developed countries, and he correctly
UEVTCLUPLIIY LUWMLE L ll b f’\re
dlannosed this flaw as aDDlV1nq to the Mexican case we ~

the crisis broke. William R. Cline, In;ernatlonal Debt ‘~;;_
Reexamined, Institute for International Economics, Washington,
DC, February 1995.



The capital controls "solution" has attracted an
ncreased amount of favorable attention in some quarters in the
aftermath of the Mexican crisis.21 However, I am skeptical about

this latest turn in international monetary fashion. In many

-

policies and high domestic savings rates that can afford to limit

e S =Y QLT s mamod mermen belemes camcr m amans ama laasy b o mmde @ wm e
capital inflows, and even they pay a price by distorting

intertemporal decision making. Even when they do cut themselves

off from some kinds of inflows (e.g., short-term borrowing), they

are reluc t to cut themselves off from other kinds of flows
(e.g., into stock markets or in the form of trade credits), and

once the possibility of allowing some forms of short-term or
portfolio capital inflows is opened up, the nature of any ensuing
t most a matter of degree. Moreover, the notion that
capital controls are a good idea for developing countries but a
bad idea for developed countries runs counter to the truth that
at the margin these two groups of countries cannot and should not

be distinguished.”

21. See, for example, the 1995 Annual Report of the Bank for
International Settlements "emerging economies should perhaps
be...more prudent in dismantling controls on short term capital

1nflows," p. 210.

22. Larry Summers 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 coun’ ries

should be very cautious about imposing capital controls with the
objectlve of dlscouraglng capltal inflows." Remarks at Symposium

on Capital Flows, Jerusalem, Israel, April 3, 1995.



III. The Functioning of the System

A. Recent Trends and Developments

The principal change in the functioning of the
international financial system in recent years has been the

diminished role of governments. This trend is not only evident

with respect to the process of privatization and market-opening
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in the trend toward deregqulation in the industrial world. The

of the same forces that are behind the globalization o
markets and financial flows: technological change and

improvements in global communications. It has facilitated the
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relative decline in the role of depository institutions as direct

financial intermediaries; that is, institutions that book both
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While there has been no observed trend toward increased

volatility in those markets for financial assets that have been
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major currencies, recorded volatility has increased in markets

23. One does not need to go so far as to argue that central
bankers are like the little Dutch boy with his finger in th: 2ike
against the onslaught of stateless money as Steve Solomon Que§ in

his Confidence Game (Simon and Schuster, 1995) to recogﬁizé tnat
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tightly controlled with the result that sharp movements were

ruled out or transactions were never consummated, now prices are

As noted above, the authorities have responded to these

developments with a mixture of fear and awe. At one extreme they
are concearned bv h acale Aof natantial RAigtuirhancag annaarine
Qi wuvllvoddiow Wy . o N LA Wi pMULCILLLQLd WADLULVQLILCOO appsead .LI.LS

to be handcuffed in their efforts to implement appropriate

macroeconomic policies. At the other extreme, they have sought

Could the Brady bond market have developed without the debt

crisis of the 1980s and without the financial technology
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benchmarks for trading in securities of developing countries,

uld it have been as easy for borrowers to price and come to
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The principal lesson from the Mexican experience for the
functioning of the international financial system is that the
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teract with
the market in crisis situations. As noted earlier, gone are the
days when the G-10 central banks could assemble a bridge loan in
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major borrowing country’s situation. Also gone are the days when

the Managing Director of the IMF and the Chairman of the Boa.d of
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of 15 major private international financial

titutions in a

ins

first

.

room and easily convince them that a systemic crisis is,

major players is now much larger and each of them perceives that

it has less of a stake in the successful resolution of a crisis

called upon the commercial banks to assemble a line of credit to

the

help Mexico cope with what appeared to be a liquidity crisis,

Whether this was a

rather than on the rationale for the deal.

short-sighted or mistaken judgement is open to debate.

in the official community about the nature of the Mexican crisis

From a broad

and whether it involved so-called "systemic risk."

the Mexican situation.

First was the risk to banking systems in countries other

depository institutions that are the core of monetary and payment

systems and that have access to governmental safety nets for

a full-

1982,

in

1995 were a smaller share of Mexico’s debt than

-~

which could have affected a number of other

blown Mexican crisis,
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least some national banking systems.24
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Second was the risk to the international financial

-

Y

titutions but other types of financial institutions and

ins

I argued

extending to stock and bond markets around the globe.

contagion from the Mexican crisis was not likely to have been

alth,

large enough by itself to have had a major impact on we

on financial or psychological effects could not be ruled out.

Third was the risk to economic activity around the

into a deep recession with negative spillover effects but also

that the Mexican crisis might spread to other borrowers and

this risk was not

-

the perspective of the end of December 1994,

Y

seen as either very large or very troublesome coming off the

from the perspective of mid-1995 against the background

in 1994;

(many with still

of slowing growth in many industrial countries

this risk might be evaluated differently.

financial system,

Finally there was the risk to the global trend toward
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the previous decade
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Eastern Europe and the area of the former Soviet Union but also
countries such as China and India

which, rightly or wrongly, was perceived to be a leader in this

3 3

trend, concluded from their experience that they had chosen the

solutions, so the argument went, then what would be the reaction

in other formerly like-minded countries? Whether this is a
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oS e e o e e L

[= S S Y

My point is not primarily to argue that all these

elements of systemic risk were present in the Mexican situation

I think thev were, notin

chat r
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probability. My point is that a lesson from the Mexican

experience is that there was no consensus about the nature of the

gvstemic isk involved ai7za Af that rialk
Ulu\‘\_lll-ﬁ\' LA - A V N e V e o ohe ik N 7 b= —adiR AW -3 . 0N

8]

0 cav nnt
’ - o S

Consequently, it is not surprising that there was a lack of

financial markets, about what to do about the nroblem 26
inancilial markets ; about what to do apout the prodblem.,
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25. Again, se&ee nrugman rIoX a contrarian view: Cne MeXican peso
crisis marked a healthy "beginning of the deflation of the

Washington consensus," op. cit. p.31.

26. This lack of consensus has been further exacerbated by the
success of international efforts to stabilize Mexico’s exteinal
financial s1tuatlon. Eome argue tnat it proves that tne meaicine
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Some observers argue about the proper phasing of

such as a

y forthcoming about their economic and financial
ted reform in

It was
of the reasons why

-orien

-

It is a lesson for the

but only one,

28

but I would arque that in the Mexican

was an understandable anomaly that the Mexican authorities felt

understandable because financial authorities are often behind the

international financial system because transparency and the role

case the absence of financial market facilities,

the peso crisis of 1994-95 was more virulent than the ERM crisis

it is clear that the Mexican authorities were less
but they were not as transparent as they might have

It was inappropriate that until early 1995 an important
tent with other elements of market

full

only three times a year or when it was otherwise convenient.

forward or futures market contracts in pesos.

issue of transparency and markets.
to slow down such reforms,
the peso’s devaluation was one,

retrospect,
than

have argued,
been.
inconsis
Mexico.
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The first implication for the international financial

system from the Mexican experience is that a better consensus
these types of situations. That evaluatio
£ - LIl
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devalue the peso in December 19947 What were the potential
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SystemiC implLiCadllOllS? 1lle U.>5. durtnorictilies aia not see tnem tne
same way as did the authorities in some of the other major
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countries.

Third is the implication for preventative activities.

sector as well as public sector, including the in ational

Ny Ml q = S m ot o mloame A b dommie d o man bac cemcs e A o em s o~ e e emlnmaade
&/ 1i1llO 4o VL a LvdatTall UlsSULllICUL L0l pecausc u;aag&cculcuv_s abouc
nature of the threat were mixed with disagreements about whose
espo

sp n31b111tv it was to meet any threat.

28. If the reader is not convinced by my assertion, conside ' Lhe
debate in early 1995 about how and why the dollar-mark and
dollar-yen exchange rates may or may not have been affected by

the Mexican peso crisis.



financial institutions) organ
Qrgar

the probability that Mexican-type situations either do not arise

or do not involve such massive shocks either to the economy of

financial system? Among the elements of better prevention are

in Sections II--one each for the recipient country, the market

participants, and the official international financial

Fourth, assuming that prevention is only 90 percent of

any cure (at best), what should be the role of international

Yacr11a ArMaratiAne 1NN Qs MY rAIIMmat armAaac? Tasa hava S a ha
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begi gs of a consensus in the statement that came out of the
T . .. 29 L e . . . . , .
alifax Summit. While there is little objection to the
mrisrmmtirmla flhatr mitl+Er Tl araral Farmarmmns o) 11t ahAanr T A ha
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29. The Halifax Communique stated:
TF rnraoavantinn fai1la Fermarnm~aal mariar A1aoatrrace ram 1-‘vna
& A HJ—CVC&L\-.&VII Al do, A ddliaAllicdlQAld mai e MdowLivoo J-C\i - D
that multilateral institutions and major economies be
able to respond where appropriate in a quick and

coordinated fashion. Financing mechanisms must operate
on a scale and with the timeliness required to manage

shocks effectively. 1In this context we urge the IMF to:
establish a new standing procedure --
"Emergency Financing Mechanism" -- which would

p;ovide faster access to Fund arrangements
with strong conditionality and larger upfront
disbursements in crisis situations.

To support this procedure, we ask:
tha Qo100 arnA Arthay ~AAtimtyioa witrh +ha Aarnacss +uv
Wiie WAV QLM WULIITL LUUMILL LTD Wl Ll Ll vap/avda o
to support the system to develop financing

available under the GAB [General Arrangemcnts
to Borrow] to respo to financial
emergencies.
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there is considerable difference of view about how to define

in light of

whether it is realistic,

those crisis situations,

multilateral institutions can mobilize enough financial resources

thereafter,

"fifth Mexico"

or the "f

"next Mexico"

with the

to deal

).

ilssue

A final implication of the Mexican experience for the

Such an

?

better way to manage these crises

1ls a

there

examination realistically might proceed on the assumption that

analysis might also assume that there will be a perceived need to

try to manage a crisis so that it does minimal damage to the

the option of leaving the country to

in other words,

-

economy ;

work out its problems with the market will not be attractive in

sufficient external emergency resources may well not be available

the answerxr to the

Put this way,

to handle all such situations.

An obvious answer to a complex question

crises obviously is yes.

Y

At the same

suggests the need to examine the stated assumptions.

-

orderly workout arrangements governing international debt crises

OffiCLa

ly

1

for example, whether an

ilable,

than are currently ava
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external financial relations of a count
e

would be either feasible or desirable.

it is not unreasonable to undertake it.

30. The Halifax Summit cautiously endorsed such an examination,
"recognlzlng the complex legal and other issues posed in debt
crisis situations by the wide variety of sources of internati-zal

finance involved, we would encourage further rev1ew by G-10

Ministers and Governors of other procedures that might also
ngefullyv be considered for thedir Aarderlvyv yeamliitdan "
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