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. INTRODUCTION

Sincethefal of the Berlin wal in 1989, the world has undergone a profound politica transformation.
The end of the Cold War has brought a new palitica redlity to the world, and a uni-polar politica
scenario has emerged under the aggis of the United States, the hegemonic power. Furthermore, with the
collgpse of the Soviet Union, the countries that were part of it or were members of its common market,
had to embark on implementing deep structurad reforms to transform their centrally planned economies
into free-market ones. These countries are il in trangition, building the legd and ingtitutiona
framework necessary to dlow them to function as free market oriented economies. At the sametime, at
the end of the 1980s, countriesin Latin America accelerated the process of indtitutional reforms,
subdtituting their old inward-looking economic policies with export-led strategies. The South East
Asan countries, Koreaand Chinaentered the 1990s with strong economic perspectives, implementing
policies oriented toward more specidized trade integration to the rest of the world.

The immediate response of the world markets to these events was argpid commercid and
financid integration among countries and regions. Capitd flows move around world financia markets
with dmost no redtrictions, seeking new opportunities for investment and finance. Low economic
growth in the developed world at the beginning of the 1990s, combined with low internationa interest
rates, created opportunities for higher returns in emerging markets, especidly those that were
implementing market-oriented structural  reforms, and that had sound macroeconomic programsin
place.

Furthermore, in the 1990s, immense amounts of private-to-private capitd flows (i.e., capita



from private creditorsto private borrowers) were dlocated from developed to emerging market
countries, the main recipients of which were the South East Asian countries, China, Korea, and the
Latin American countries. In 1990, emerging markets received atota of 30 hillion dollarsin net capita
flows (i.e.,, net foreign direct investment plus net portfolio investment and bank finances); by 1996,
however, that figure reached the astonishing amount of 240.8 billion dollars, an eight fold increase in 9x
years. Moreover, the composition of tota net capitd inflows changed dramaticdly over the same
period. Whereas in 1990, net externd borrowing from officia creditors represented 41.7 percent of
totd capitd inflows, in 1996 that figure was negative; in other words, the totd of net capitd inflowsin
that year were al private-to-private. With the onset of the Asan crisisin 1997, however, net capita
flows declined by 70 billion dollars, to atota of 173.7 billion dollars, areversa that by any standard
was a dramatic change.

Theincreasein net capitd flowsto emerging market countries recorded in greeter part of the
1990s, and their reversa in 1997, had severd connotations for the conduct of macroeconomic policy
and for the hedth of domestic financid systems. The surge of capitd flows evolved under the wave of
financid liberdization and capitd account liberdization implemented in most of the developing world.
These events were new in many respects, not only because of the amount of resources that had been
trandfer, but to the extent that these capita flows were flowing from private creditors to private
borrowers, to finance mainly productive aswell asfinancid private invesments. Another aspect that is

important to mention, is the rapid development of information and communication technologies, which
can redirect capitd flows between markets with the click of the mouse. The impact that these events

have in key macroeconomic variables, such as the real exchange rate and the current account, and on



financid indtitutions have been extensively researched over the past few years, so asto determinethe

causes behind this voldility of capita flows, aswel asits economic and financid repercussons.

This paper dedls with currency and banking crises, and the possible causes behind these
events, in order to recommend a set of warning or leading indicators, policy actions, and structura
reforms that are necessary to prevent or to dert policymakers of the eventudity of a crisgs. In doing o,
it firgt reviews the literature on currency crises, beginning with the so-called Afirst generationi models of
balance-of payments crises, whose pioneer wrote hisinfluential paper few years before the debt crises
erupted in the developing world (Krugman 1979). In the development of this model, academics found it
necessary to postulate afew assumptions, namey, asmall open economy with perfect capital mobility,
and afixed exchange rate system. The firgt generation models emphasize the crucid role that centra
bank financing of fisca deficits plays in precipitating a speculative attack on a currency, thus provoking
the depletion of the centra bank:s reserves and, in the aftermath of the crigs, forcing a currency
correction and/or change in the exchange rate system.

The Asecond generationi, or Aexpectationi models, incorporate more of the issuesthat are
relevant to the 1990s financid crises, and that are now at the center of the research being conducted by
academics and internationa organizations. In thisregard, it isevident that afinancia turmoil in one
country can spill over to other counties or regions, and that eements of contagion and herd behaviour
are present in one way or another in the latest crisis, specidly in the one that affected Argentinain 1995,
aswdl in certain Asan countriesin 1997. Financid liberdization, capita account liberdization,

macroeconomic fundamentals, and microeconomic or structura aspects, have dl been identified as



playing criticd rolesin acrigs of atwin sort; that is currency and banking crises. This paper, through
the andysis of the theory and the empirica evidence, selects a group of important indicators that will in

turn help to highlight the possibility of the gestation of a currency crigs, abanking crigs or both.

The new events that have rapidly unfolded since the political changes of 1989 can be regarded
asa new phenomenon with multiple dimensions, two of its components being the economic and
financid integration of the world economy. Accessing the wedth of information that the 1990s have
recorded on the impact that financia globdization has had on specific countries and regions of the
world, therefore, isnot only imperative for academicians, internationa organizations, policy makers, but
for professonas and inditutions interested in internationd issues in generd, so asto work on the
identification of the possible causes behind the current currency and banking crises, to recommend
policy actions based on early warning indicators, and to collaborate with the redesign of the
internationa financid architecture, so that it can be adapted it to the new redlities. The aim of this paper
is to address these issues, to identify and select leading crisis indicators, and to recommend a set of
policy actions to prevent the recurrence of this crisswhich beyond its financia impact, have red
implications, affecting the well being of vast sectors of the population.

The paper is organized asfollows. Section |  introduces and describes the paper-s scope. Section 11
reviews part of the literature written on currency crises, garting with Krugmarrs (1979) seminal paper
on amodd of baance-of-payments crises. Section |1 isitsdf divided into four parts. Thefirst part,
andyses the first generation models of currency crises, which were developed (as Sated earlier)

assuming asmall open economy, perfect capital mobility, and a fixed exchange rate sysem. Some



extensions to the basic moded are aso discussed to incorporate part of the research done on target or
exchange rate bands, and crawling peg systems. The second part examine the second generation
models or expectation models. These models have particular relevance for the events of the 1990s,
incorporating the spill over effectsthat afinancid crissin one country or region can have in other
countries or regions. Contagion and herd behaviour are important parts of the second generation
models, which try to explain the causes of financid crises. The third part dedls with the empirica testing
of the models, in which specid emphasisis placed on second generation modds to identify the factors
that are behind currency crises. Thelast part of Section 11, summarizes the findings, and assemble alist
of key indicators which best depicts currency crises, according to the empirica studies.

Section 111 beginswith an analysis of the factors that are present in abanking crigs; in doing
S0, agroup of empirica studies conducted by various academicians to pinpoint their main conclusions
have been sdected. Financid and capita account liberadization which have been identified asthe
Amodern causes of banking crisesare andysed in detall. By the same token, capitd flows, which are
part of the financid openness strategy of the 1990s, are dso examined. The twin currency and banking
crises have had devadtating effects on the economiesin terms of resolution costs and the lost of output
relative to trend; therefore, this section aso introduces reevant data on selected cases in which currency
and/or banking crises have happened to present the absolute costs related to the crisisresolution. Asin
Section 1, this section concludes with the identification of a group of leading indicators that perform best
in identifying currency and/or banking crises. These indicators have been organized into three groups.
Thefirgt are essentidly macroeconomic, the second group are indicators used to measure the effect of

financid and capitd account liberdization in the economy and the financia system, and the last group are



composed of indicators extracted from banks: baance sheets to assess the financia Stuation of the
banking system.

Thefirgt part of Section IV concentrates on bank supervison and regulation. It coverstopicsthat are
part of the new wave of regulatory and supervisory efforts that have taken place dl over the world,
which were herdded and recommended for application by the Bade Committee on Banking
Supervison. According to the Diamond and Dybig(1983) modd, which regards banks as maturity
transformers, it isanadysed the variety of risks that are inherent to banking activities, these facts have to
be cdlled to the atention of bank supervisors, so that both they and bankers will develop sufficient skills
and know-how to control for these types of occurrences. This section closes with adiscussion of three
topicsthat are at the center of internationd debate: the disclosure and trangparency of private and public
financid and economic information, the cross border banking supervison, and the not uncontroversia
topic on the strengthening of the internationd financid architecture,

Section V isacrass-country andysis of ten different developed and developing countries that have dl
experienced a currency crigs, abanking crigs, or both during the 1990s. These countries have been
grouped into three categories for the purpose of the andyses. The first group isintegrated by three
Nordic countries. Finland, Norway and Sweden. Argentina, Mexico, Ecuador and Venezuela are part
of the second group of countries. The third group of countries conssts of three of the Asan economies
that suffered afinancid crisesin 1997: Indonesia, Korea and Thailand. In the broad analys's, some of
the indicators that have been sdected previoudy to identify a currency and/or banking crisswill be
used. At the end of each country andysis a summary with the rdevant factors which were present in the

financid crisesis developed.



The paper closes with conclusions and policy recommendations that need to be implemented to
strengthen the conduct of macroeconomic palicies and the development of the legd and indtitutiona
framework necessary for financid markets to work in a globalized environment.

A fina word is necessary regarding the intended audience of this paper. In this sense, we have to
say, that this paper pretends to reach the genera public, professionals with no financia background,
policymakers, and especidly politicians that have left out of their agendas issues of such importance for
the well-being of the societies as to the prevention of financia crises, which can have devadtating effects
on the red or productive sector of the economy and therefore on the well being of societies. In many
parts of the paper, ause of technical wordsis necessary, in order to accurately describe and explain the
theoretical and empirical works developed by many academicians and internationd organizations. To

facilitate the reader-s understanding of this vocabulary, a glossary can be found at the end of the paper.

[I. Currency Crises

I ntroduction

Why have currencies and exchange rate systems attracted so much attention from the academic



community? How and why are currency crises are so disruptive to an economy? Why isthered
exchange rate a key variable in open economies with high capitd mohility?. The answersto these
questions can be found in the economic definition of the real exchange rate.

In most of the theoretica work, the red exchange rate is defined as the relative domestic price
of tradable to nontradable goods. The tradable goods sector is the export-producing sector and the
import-competing industries. The nontradable sector, on the other hand, is comprised of the domestic-
producing sector, represented by such activities as the utilities, services, red estate, construction etc.
Therefore, the relative price between tradable and non tradable goods guide resource alocation across
sectorsin the economy.

For ingtance, let us supposethat the price of nontradable goods in a country increases
relaiveto the price of tradable goods: the outcomeis an appreciation of the read exchangerate,
reflecting the fact that there has been an increase in the domestic cost of producing tradable goods. If
there are no changes in relative pricesin the rest of the world, this declinein the red exchangerate
represents a deterioration of the country:s competitiveness, as the country now produces tradable
goodsin arelatively less efficient way than before(Edwards 1989). If incons stent macroeconomic
policies are followed, this red exchange rate overvauation will become unsustainable, until a baance of
payments crises results semming from the fact that the trade balance deteriorates due to the decrease
in exports and a corresponding increase in imports. At the same time, externd indebtedness increases
due to the appreciation of the exchange rate a stuation which, at the time of a correction, might
occasion a banking crises or debt crises.

With this definitiona background, we can understand the importance that the red exchangeratein

obtaining externa and interna equilibrium. For this reason, currency crises have been the subject of an



extensve economic literature, both theoretica and empirica. The basic scenario used by economidisis
one of asmal open economy subject to perfect capita mobility, with afixed exchange rate system. This
means that the economy is smal enough that it cannot influence world prices, capita flows do not have
any in-and-out restrictions, its capitd flows depend of interest rates differentias, and the exchange rate

system is supported by the monetary authorities through exchange rate market intervention.

2.1. First Generation M odels

In his semind paper, Krugman(1979) showed that under a fixed exchange- rate regime,
domestic credit creation in excess of money demand growth leads to a gradud 1oss of reserves and,
ultimately, to a speculative attack againgt the currency. In this modd, with afixed exchange rate, red
and nomina money demand are fixed so that domestic credit expanson results in an exactly equa loss
of internationa reserves. This canonica currency crises modd, therefore, explains a baance-of-
payments crisis as the result of an incongstency between domestic policies and the attempt to maintain a
fixed exchange rate (Agénor, Bhaudari and Flood,1992). The model-s basic assumption is thet the fiscdl
deficit isfinanced by money creation increasing domestic credit, ( one of the components of Abasejor
Ahigh poweredd money), wheressiits internationa reserves ( the other component of base money)
decline. Themodd aso assumesthat the central bank cannot increase its reserves by borrowing in the
internationa or domestic capital markets; its reserves are therefore limited, and a speculative attack on
the currency occurs at some point before the centra bank runs through its reserves. Krugmarrs

argument is that under perfect foresight the exchange rate cannot jump at any time becauseif it did,
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individuas would be able to regp unredtricted arbitrage profits. Thus, a the moment when the
speculative attack againsgt the domestic currency takes place, the exchange rate exhibits no nomind
appreciation or depreciation. The latter means, that the market vaue of the exchange rate does not
differ from the value a which the exchange rate is pegged.

As described by Calvo(1995), one of the most remarkabl e feature in the Krugman
mode is the sudden lossin reserves & a specific point in time, even though market participants have
perfect foresight and, thus, nobody is taken by surprise. The centra bank does not take any action to
derilize the capital outflows, therefore, facing the reduction of the monetary base and lacking the
reserves to maintain the nomina vaue of the exchange rate, the, fixed exchange regime collapses and
the central bank is obliged to float its currency.

Ina1996 paper Food, Graber and Kramer, the authors contest the current literature on speculative
attacks based on Krugmarrs assumption that the monetary authority reacts passively to the monetary
disruption caused by the attack. The authors contrast this theory with actua events that took place in the
wake of the December 1994 Mexican criss, when the centra bank injected liquidity to the market, to
prevent the monetary base from shrinking and a concurrent

risein interest rates, while the country was losing its reserves due to a speculative atack againg the
peso. The centrd bank intervention to prevent the monetary base from shrinking is defined in the
economic literature as Adterilization). The authors therefore chalenge tha gpplicability of the sandard
attack scenario, which requires that the supply of base money in the country being attacked plunges
downward &t the instant of the attack. In red world crisis such asin Mexico, reserve losses &t the time
of the attacks are usudly serilized. The authors therefore recommend that the mode of speculative

attacks be expanded to explicitly include bond markets that are affected by the sterilization policies

followed by the monetary authorities during a period in which the domestic currency is under attack by
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Speculators.

AFollowing a policy of serilizationi means that the central bank uses its discretionary power to
issue money, expanding domestic credit by the same amount asthe lossin reserves. Thisincreaseis
accomplished by the monetary authority=s open market operations, such as buying government bonds
held by the private sector; this type of operation therefore has consequences in other markets, such as
the bond market. If the monetary authorities do not sterilizethe currency attack, the monetary base will
ghrink and interest rates will rise.

Furthermore, if a Szable proportion of the money base isinvolved, the resulting interest rate increases
may be S0 large that the exchange rate crisis precipitates a banking crises. And if the government hasits
domestic debt linked to short-term interest rates, the cost to service the debt increases, thus putting
additiona pressure on the fisca finances. In thisvicious circle, the centra bank either has to resume

derilization, which further undermine its cgpacity to defend the currency, or let the currency to flodt.

Calvo(1987) raises the issue that the current literature has concentrated on the balance-of -
payments, leaving asde equaly important aspects such as the current account and the red exchange rate

in line with the implementation of a sabilization program.

Connally and Taylor mention in their 1984 paper that afixed exchange rate system is a specific
case of an active crawling peg, in which the pre-announced rate of change in the exchange rate is zero.
They concluded that in order to maintain a fixed exchange rate system or an active crawling peg regime,

monetary discipline is afundamentd requisite, in the sense that monetary growth has to equa the growth
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rate of the currency to which a country is pegged. In thisanalyss, monetary palicy istherefore subject
to an exchange-rate rule rather than a monetary- growth rule. Moreover, if the growth of domestic credit
creation through money deficit finance exceeds the rate of exchange rate crawl, the Stuation will become
unsustainable and an exchange rate collgpse is brought about by investors who attack the domestic
currency long before the central bank runs out of reserves. The main arguments are the same as used by

Krugman in hismode of baance-of-payments crises.

Continuing with the andyssof the currency crises literature and its extensions based on the
Krugman canonica mode on balance-of-payments crises, let us now turn our attention to the literature
developed on the so-cdlled target zone exchange rate regime. Krugman(1991) differentiates a target
zone from afixed rate regime, asthe former dlows awide range of variation for the exchange rate
around a reference rate, known as the Acentra ratefl. In this type of system, the authorities establish both
acelling and a base as limits imposed on the exchange rate flexihility: this could, for example, be 10% on
either Sde of the central rate. In some cases the monetary authorities forecast the exchange rate
movement due to macroeconomic fundamentas for a period of time (normaly one year) and set a band-
dope or atrend, which gives more flexibility to the conduct of exchange rate policy. A target zone may
be credible if the central bank has sufficient reserves to move the exchange rate back to the center of the
band when the exchange rate has touched either the band:s celling or floor. The other case is when the
central bank does not have enough reserves committed to defend the band, in this case the lack of
credibility can prompt a collapse in a speculative attack. Findly, due to exchange rate gppreciation as

part of a gtabilization program, investors regard the currency as overvaued, despite the fact that the
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country:s reserves are high enough to prevent a speculative atack. The country faces agradua but
consistent depletion of internationa reserves, provoking the government to abandon the band, forced
by a deterioration of the fiscal accounts percelved by the investors as the cause that would trigger a
exchange rate correction.

This latter scenario perfectly depicts the recent(1999) currency crissin Brazil. In awork by
Krugman and Rotemberg(1990), an exchange rate target zone system collgpses exactly asthe
theoretical fixed rate regime collgpsesin afind speculative atack. Reserves are limited and exhaudtible,
but the central bank cannot maintain the exchange rate within the band through foreign exchange market
intervention forever; therefore, the target zone may be unsustainable, due to domestic credit expansion.
Asinthe earlier moddls, it is a a certain moment in time, before the central bank runs out of reserves
which have dropped to a criticd leve, that a Speculative attack takes place, forcing the monetary
authoritiesto float the currency.

Implementing stabilization programs to bring down inflation, the authorities fix the exchange rate as a
nomina anchor and at the sametime gpply afiscd austerity program. If fisca consolidation is not
attained, the exchange rate system collgpses, and a baance-of-payments crises develops. Thisis
explained by Velasco(1994 ), who introduces to the modd  politica distortions in the decison
mechanism for dlocating public soending, generating a bias toward excessve fiscd expending, thus
leading to the collgpse of the fixed exchange rate system.

All these fird-generation models share the same indght: that crises arise asaresult of an
inconsistency between the exchange rate system and an excessive public sector deficit that becomes

monetized (Esquivel and Larrain 1998). Krugman(1998), in defining the first-generation criss models,
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makes clear the incompetible actions between persstent money- financed budget deficits and the
maintenance of a peg or fixed exchange rate system. Ultimatdy, a domestic credit expanson is
unsustainable; and, dueto the limited stock of internationd reserves to maintain the peg, investors
anticipate a collapse and generate a speculative attack on the domestic currency when reservesfal to a
criticd leve.
Despite the smplicity of the assumptions, the model  conveys a powerful message in the sense that fisca
respongbility isthe main effective anchor for exchange rate stability. Monetary disciplineis, therefore, a
requisite for obtaining that sability, and coordination of monetary and fisca policy to attain exchange
rate sability is an important policy recommendation. In the first- generation models, domestic credit
expanson is dependent on direct money fiscd deficit finance. But instead of selling government bonds to
the centra bank to finance afisca deficit, governments can dso draw down the deposits of the
consolidated public sector to finance its deficit, generating an increase in net domestic credit. Through
internationd borrowing, they can dso increase the supply of base money through the monetization of the
foreign proceeds, as was the case in the Latin American countries during the 1970s. Findly, if a country
has a crawling-peg system or atrend-adjusted target zone, the central bank can anticipate government
profits coming from the domestic reva uations of the net reserves, increasing domestic credit.

Whatever the source, the message isthat money creation to finance the deficit causesingahility in
the exchange rate markets, regardless of whether the exchange rate system is fixed, targeted, or a
crawling peg. In this scenario it isimpossible to sustain the peg or the target, and the corollary to dl

these actionsis a currency collapse and a baance-of-payments crisis.
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The literature that has been reviewed thus far, suggests that leading indicators of currency crises have

to take into consderation the following e ements:

Fisca Stuation
Levd of Internationd Reserves

Current Account Sustaingbility

L-C I - B R

Red Exchange Rate

2.2. Second Generation Models

In anewer generation of currency crises models Obstfeld (1996) suggests that even sustainable currency
pegs may be attacked and even broken. The argument goes as follows. the discomfort a government
suffers from speculation againg its currency determines the strategic incentives of speculators and the
scope of multiple currency-market equilibria (the latter means that the economy may move from one
equilibrium to another without a change in fundamentas, one of them being a currency devauation).
Rationd expectations by investors may change and these arbitrary expectationa shifts can turn afairly
credible exchange rate peg into afragile one. Expectations of a collapsein turn lead to higher interest
rates to defend the peg; but hte government finaly abandons the parity out of concern for the increased
cost of servicing the public debt and dow economic growth . The models developed in this particular
paper raise the question as to whether the crigisit portraits results from economic fundamentas or from

sdf-fulfilling expectations.
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Obstfed (1994) maintains that this dichotomy is afase one, and that speculative anticipations
depend on conjectured government responses, which in turn depend on how price changesthat are
fuelled by expectations affect the government=s economic and politicd postions. This circular dynamic
implies a potentia crisis that need not have occurred, but which does occur because market participants
expect it to: a sdf-fulfilling expectation. Here, the expectation of a collgpse leads to higher wages and
lower employment, which prompts the government to abandon the parity out of concern of output
growth. In summary, Obstfeld shows that high nomind interest rates associated with devauation
expectations can force the government to devaue a currency whose peg would have been viable under
another set of private expectations. Thismodel is based on the effects of high interest rates on the
governments fiscal podtion. Obstfeld shows how redignments may affect the authorities desire to offset
shocks to competitiveness and employment. This modd, too, is subject to multiple equilibria Init,
arbitrary expectationa shifts can turn afairly credible exchange rate peg into afragile one. Currency
crises can therefore be produced by salf-fulfilling expectations, fuelled by a change in investors and/or

Speculators sentiment.

In another paper, Cole and Kehoe(1996) describe the possibility of a speculative attack on a
currency nurtured by the belief that, in spite of astrong fisca postion, government will not be able to roll

over its short-term debt. This Stuation too could arise if debt crises are salf-fulfilling.

Esquivel and Larrain(1998) mention that there are at least two types of analyzes dong these lines:

models of herd behavior, and models that stress the possibility of contagion effects. The latter possibility
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has two variants, one that focuses on trade linkages and trade competition to third markets, and
another which focuses on financid linkages. In both cases a deva uation means aloss of competitiveness
to athird party and a capitd loss, which in turn leaves the domestic currency that was not attacked

more vulnerable to a speculaive attack.

2.3. Contagion Effects

Eichengreen, Rose and Wyplosz(1996) are concerned with the fact that the incidence of speculative
attacks tends to be temporally correlated; that is, currency crises appear to pass Acontagioudy@ from
one country to another. In their paper the authors intended to capture the extent to which contagion is
tranamitted through specific channels. Thelr first assumption isthat the transmisson mechanism operates
through the competitiveness effects of criss-induced exchange rate changes among countries that trade
heavily with one another. The second channe of transmission for contagion effects on currency changes
is the assumption that crises, and governments reactions to them, lead investors to revise their
expectations of officiads resolve in Smilar ways with respect to countriesin broadly smilar
macroeconomic positions. The authors conclude that the evidence shows that the effect of contagion
operating through trade is stronger than that of contagion spreading as a result of macroeconomic

dmilarities.

Asin currency crises transmitted through trade linkages without due regard for
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macroeconomic fundamentas, a 1998 World Bank publication defines contagion in financid markets as
Aco-movement of markets not traceable to a common co-movement of fundamentalsi. This indicates
that sock markets are becoming much more closely integrated, and their movements are not related to
equa movements in economic fundamentals. Tis World Bank publication aso reproduced the following

Table from Kaminsky and Schmukler (1998), which depicts the increased financid market integration.

Table 2.0 Financia Markets are Becoming more Integrated
Mean Correlations of Monthly Equity Market Returns, 1970s-1990s

Among countries in the region Among countries in other regions

Region 1970s 1980s 1990s 1970s 1980s 1990s
Asa 0.11 0.11 0.41 0.08 0.25 0.41
Europe 0.14 0.33 0.38 0.07 0.24 0.37
G-7 0.15 0.3 0.29 0.11 0.17 0.22
Lain 0.07 -0.01 0.26 -0.14 0.25 0.32
America

Source: Globa Economic Prospects and the Developing Countries. World Bank 1998.

We can observe from the above Table that in the cases of Latin Americaand Asia, the mean correlation
of monthly equity market returns have increased subgtantialy since 1970, among countries both within
and outside the region. In the 1980s Latin America had a correlation coefficient of -0.01 among
countries in the region-- an inverse correlatiorB while in 1990 the coefficient was 0.26, an important

increase. The same holds in the case of the corrdation coefficient of Latin America countries with
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countries out of the region, which increased from 0.25 in the 1980sto 0.32 in the 1990s. In the case of
Ada, the corrdation coefficient is very high with countries both within and outside the region. The capita
markets integration reflected in these indicators-- even for the G-7 countries, out of their domain of
influenceB indicates to a certain extent the contagion effects that financia crises can have across markets,

dueto shiftsin expectations.

Gerlach and Smetz(1995) present amodel that demonstrates how the forced depreciation of
one currency affects the competitiveness of countries whose currencies are still pegged, as well as how
this increases speculative pressure and speeds up the collapse. The mode aso shows that the contagion
effects are stronger the lower the degree of real and nomind wage flexibility, the higher the degree of
trade integration between the two countries, and the less integrated the two countries with the anchor
country. It explains, therefore, why speculative pressure on a currency increasesin countries that are

closdly integrated with a country whose exchange rate parity has been successfully attacked.

2.4. Herd Behavior

Krugman(1997) maintains that exchange rate markets are not efficient (a characteristic assumed by the
first and second generation models) and that one of the manifestations of thisisAherdingd. This means
that awave of sdlling a currency, can generate a sampede out of the currency dueto sheer imitation,

thus opening the road for a currency crises.

In an IMF(1998) publication referring to the movement of capitd flows to emerging markets,
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some observers argued that the inflow and outflow processes were accelerated by herding among
ingtitutiond investors. While herding is usudly regarded asirrationd behavior, Davenow and Welch
(1996) suggest that it can be explained if one or more of three effects are present: A(1) payoff
externdities such that the payoff to an agent adopting an action is positively related to the number of
other agents adopting the same action; (2) principa-agent considerations such that a manager, in order
to maintain or gain reputation when markets are imperfectly informed, may prefer either to>hidein the
herd: to avoid evaluation or to >ride the herdk in order to improve reputation; or (3) information cascades
where later agents, inferring information from the actions of prior agents, optimally decide to ignore their

own informationd. This paper is part of the literature that regards herding as arationa behavior.

With the integration of the world financia markets, characterized by high capita mohbility,
speculative attacks on currencies tend to pass contagioudy from one country to another. Foreign
exchange markets can therefore generate a self-fulfilling expectation that a centra bank would not be
able to maintain the exchange rate peg in a presence of a successful speculative attack, leading to

contagion and herd behavior.

Krugman (1997) argues that athough the detailed workings of the so-called second generation
currency crises models may be and indeed are different from the first-generation modes, the message
they convey isthe same a currency crisesis essentidly the result of policies incongstent with the long-
run maintenance of afixed exchange rate. While thisisavaid argument regarding currency crises when

the economic fundamentals are not in place, other lines of reasoning stress the importance of rationd
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expectations in the crestion of currency crises.

We have reviewed some of the extensve economic and financid literature on second generation
models of currency crises. In doing so, we have come across some conditions that may prove useful as
leading indicators of currency crises. Asin the first generation models, fiscd disciplineis at the center of
the exchange rate sability; however, new e ements have been incorporated through the design of modds
based on different assumptions. These new eements that the economic and financid literature suggest
that should be taken into consideration are: the current account, nomina interest rates, trade linkages
and trade competition to third markets, red and nomina wage flexihility, short-term debt, the level of

employment, herd behavior, and contagion.

Second generation models used a variety of indicators to determine the causes thet lead to a currency

crises. These are:

Red Exchange Rate Appreciation
M2-to-Reserves Expansion
Terms of Trade Deterioration
Domegtic Credit Expansion
Weage Hexibility

Output Growth

Contagion Effects

Lo - B SR -~ N - SRR - S - B

Herd Behaviour
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In the next part of this section, we will review some of the empiricad studies conducted by various
authors to test the robustness of the indicators used in second generation models of currency crisesto

ether warn, confirm, or anticipate a currency criss.

2.5. Empirical Evidence

Obstfeld (1994) andyzes the case of Sweden in 1992, which had announced a unilaterd peg to the
European Currency Unit in May1991. By the summer of 1992, Sweden was in arecesson: its
unemployment rate had jumped sharply from 1982-91 average of 2.4 percent to 5.3 percent overdl in
the following year. In addition, the government:s budget deficit had surged from an average surplus of
2.5 percent of GDP over the period 1987-91 to a deficit of 7.1 percent of GDP in 1992. Further, not
only was a troubled domestic banking system, unable to tolerate high interest rates, straining the public
finances, but the Swedish currency had appreciated sharply in red terms since the end of 1990. Under
these circumstances, Swederrs maintenance of the krona=s ECU peg was possible only at the cost of
consderable short-term pain. The culmination of the Stuation was that, after defending the peg from
successive specul ative attacks in August and September of that year, Sweden findly floated the currency

in November 1992.

The findings in this paper arein line with second generation models, as indicators such as dow

economic growth, unemployment, budget deficits, high interest ratesand currency appreciation were
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present in the collgpse of the Swedish krona. Regarding the first-generation models, money finance was
not present, because the government had other options, through capital markets for financing the deficit.
However, when the Swedish government decided to float the krona, the central bank=s strategy wasto
respond with a gterilizing intervention to impede shrinkage of the money base and, therefore, the rise of
interest rates. Thisis congstent with versions of the Krugman modd of balance-of-payments crises
andyzed in the firgt generation of currency crises modds, such as the one developed by Flood, Graber

and Kramer (1996).

Gerlach and Smetg(1994) empiricaly tested the contagion effects in the 1992-1993 Nordic
currency crises and in some other European currencies. This paper provides some empirica evidence of
exchange-rate contagion using interest rate data to show that interest rate spreads, which capture
expected exchange rate changes, increase when other fixed exchange rates collapse. Thisis consstent
with the second-generation models of currency crises. The conclusonisthat the interpretation of the
empirical evidence reviewed suggests that successful speculative attacks lead to pressures on other
currencies, in other words, that contagion is present. Moreover, this paper shows that contagion effects
are stronger the lower the degree of redl and nomina wages flexibility, the higher the degree of trade
integration between the two countries, and the less integrated the two countries are with the anchor
country. This was the case for the Nordic countries, the case for Spain when its devauation affected
Portuga competitiveness, as wdl as the impact in Irdland when England floated its currency. These
findings have important policy implications, specidly at the regiond leve, for impeding contagion effects

through different countries when a currency is devalued.
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In a 1995 paper, Dornbusch, Goldfgin, and VVadeés review four currency collapses that share
common features: Chile 1978-82, Mexico 1978-82, Finland 1988-92, and Mexico 1990-94. The

following table illustrates some of the common eements.

Table 2.1 Common Factors of Currency Collapses

Chile Mexico Mexico Fnland
Factor 1982 1982 1994 1992
Appreciation yes yes yes yes
Desinflaion yes yes yes yes
Externd Deficit yes yes yes yes
Fiscd Expanson | no yes yes no
High Red Interest | yes yes yes yes
Rates
Trade yes yes yes yes
Liberdization
Financid Opening | yes yes yes yes
Domestic Credit | yes yes yes yes
Crestion
Opening to yes yes yes yes
Externd Capita

Source: Dornbusch, Goldfgin, and Vadés,(1995).

The am of the comparison isto draw out common factors that sustain a protracted overvauation which
ultimately lead to collapse. Exchange rate overvauation had a direct impact on the externd deficit and

on high red interest rates due to deliberate actions taken by the centra bank to defend the exchange rate
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system. Only in both Mexican crises was fiscd expansion part of the explanatory variables, which
contrasts with the first-generation modes. In Chile, Finland and Mexico, protracted overvauation
coupled with high interest rates had alarge impact on the banking system, occasioning a widespread
banking criss. Some of the other common factors that are present in this country andysis, such as
financid and capita account liberdization, are part of the specia features of banking crises which are

going to be analyzed later in this paper.

This paper dso anadlysesthe 1992 European Monetary System experiences of Italy, Spain, and
the UK. It found that dl three countries had three festures in common before the devauations of their

currencies. high redl interest rates, real gppreciation, and a dow-down in economic growth.

Finaly, al the common factors listed as causes of the currency collgpsesin the four countries depicted in
the above table, and in the cases of Italy, Spain and the UK, are dl present in the literature on second-

generation models of currency crises.

Using thirty years of pand data from twenty industridized countries, Eichengreen, Rose, and
Wyplasz(1996), found evidence of contagion. They aso found that contagion spread more eesily to
countries that are closdly tied by internationd trade linkages than to countriesin Smilar macroeconomic
circumgtances. The suggestion, therefore, is that trade rather than revisons of expectations based on
macroeconomic factors, had been the dominant channd of transmission for contagious currency crises

for the bulk of the sample period.
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Since the Mexican currency crisis of December 1994, the economic literature has been further
enriched by empirica works that aim to identify the causes of the new financiad crises that have been
occurring in emerging economies over the last few years. Sachs, Tornell and Ve asco (1995) explore the
question of why, some emerging markets were hit by financia crises during 1995 while others were not.
The authors aso asked whether thereisa set of fundamentas that can help explain the variation in
financid crises across countries, or whether the variation reflects contagion. They then developed a
model identifying three factors that determine whether a country is more vulnerable to afinancid criss a
high redl exchange rate gppreciation, a weak banking system, and low reserves. They found that
differencesin these fundamentas go far in explaining why, for a set of twenty emerging markets, some
were hit by financid crisesin 1995 while others not.

Findly, when fundamentals such as an exchange rate overva uation and a week banking system, together
with low foreign exchange reserves, are present, markets become vulnerable to sdlf-fulfilling speculative
attacks. The exact timing of the attack is not predictable--only the vulnerability of the currency to an
eventua attack due to poor fundamentals. To test the hypothesis, the authors constructed a crisisindex,
and they found that for their set of twenty emerging markets, a high ratio M2/Reserves, a high red
exchange gppreciation, and a high increase in lending by the banking system to the private sector as
percentage of GDP, increases on average the crisisindex.( The M2 isabroad liquidity measure that
includes currency in circulation, demand, savings and term deposits both in domestic and in foreign
currency, and the relation to internationa reserves, determine how much foreign currency isavailableto

cover arun in depodtsin the banking system or a shift in the domestic money demand).
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The authors empiricaly tested the three fundamenta's to determine the circumstances in which
multiple equilibria and sdf-fulfilling currency attacks can occur, and they found that speculaive atacks
occurred only in countries with week fundamentals and low foreign exchange reserves reltive to broad
money.

The main conclusion, therefore, is that poor fundamentals, coupled with low reserves rlaive to the
central bank short-term commitments, rendered economies vulnerable to speculative attacks on its
currencies. In the absence of these fundamental weaknesses, speculation and contagion were at worst

short lived.

A smilar sudy conducted by the IMF(1998), usng a panel data set of fifty countriesfor the
period 1975-97, found that some indicators correctly signaled crises a number of times and did not
sound frequent false darms. These variables were the red exchange rate, credit growth, and the M2-to-
reserve raio. These are basicdly the same variables used by Sachs et d, and the same set of
conclusions. Moreover, the IMF found that overvaluation of the exchange rate was one of the earliest
and more persstent signas of vulnerability. Aswe can see from the next table, currency gppreciation

sgnasacurrency crigs thirteen months before the crisis erupted.

Table 2.2. Significance of Early Warning Indicators of Vulnerahility to Currency Crises
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Indicator Country Group 13 Months 8 Months 3 Months
Real Exchange Rate | Emerging Markets X X X
Appreciation

Domedtic Credit Emerging Markets X X
Expansion

M2-to-Reserves Emerging Markets X X X
Expansion

Termsof Trade Emerging Markets X

Deterioration

World Real interest | merging Markets X
Rate increase

Source: IMF. World Economic Outlook, May 1998.

The other leading indicator that sent an early warning signd with thirteen months of anticipation wasthe
broad money indicator (M2) to internationa reserves. The reason behind thisisthat countries
implementing domestic policies that are incongstence with the exchange rate system suffer from a
gradud depletion of international reserves. Moreover, due to ddiberate serilization policies pursued by
the centrd bank to prevent the shrinking of the money base, the indicator increasesits vaue, which
means that the levd of international reserves are not enough to cover the liquidity of the economy ina

case of a speculative atack, which increases the risk of awidespread crisis.

Kaminsky, Lizondo and Reinhart(1997) andyzed the economic and financid indicators used in
twenty-five empirical studies on currency crises. They identified 103 indicators grouped into six broad
categories. (1) the externd sector; (2) the financia sector; (3) the red or productive sector; (4) the

public finances, (5) inditutional and structurd variables; and (6) political varigbles.
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The authors propose an early warning system composed by a set of indicators that can best dert
policymakers of an eventua currency criss. The system involves monitoring the evolution of severd
indicators that tend to exhibit unusua behavior in the periods preceding the crisis. An indicator
exceeding a certain threshold vaue should be interpreted as awarning sgna that a currency crisis may
take place within the following twenty-four months. Taking this gpproach, the variables with the best
track record include: exports, deviations of the red exchange rate from trends, the ratio of broad money
to gross internationa reserves, output, equity prices. The evidence in the study, does not support some
of the other indicators, including imports, bank deposits, the difference between foreign and domestic
red depogt interest rates, and the retio of lending to deposit interest rates. Having defined the signa
horizon as twenty-four months, the authors defined asignd that is followed by a crisis within twenty-four
months aAgoodl signd, whereas asignd not followed by a criss within that period of time is defined as

aAfdsel sgnd or Anoisef.

The paper ranked the indicators depending on their ability to predict crises; however, these
criteriado not say anything regarding the lead time of the Signd. The latter are important to policymakers
who want to implement pre-emptive measuresin order to avoid a currency criss. To examine thisissue
the authors congdered the average number of months in advance of the criss when the first sgnd

occurred. The next table presents the results.

Table 2.4. Average Lead Time
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Indicator Number of monthsin Advance of the Crisis
When Firg Signd Occurs
Red Exchange Rete 17
Red interest rate 17
Imports 16
M2 multiplier 16
Output 16
Bank deposits 15
AExcess) M1 Baances 15
Exports 15
Termsof Trade 15
International reserves 15
Stock prices 14
Red interest differentia 14
M2/international reserves 13
Lending rate/depost rate 13
Domedtic credit/GDP 12

Source: Kaminsky, G., Lizondo, S., Reinhart,C.(1997)

The authors conclude that, on average, dl the indicators send the first sgna anywhere between a year
and year-and-a-hdf before the crisis erupts, with the red exchange rate, the top indicator used in this
paper, offering the longest time. Therefore, dl the indicators are leading indicators that can dert
policymakers and the like that a currency criss may happen within ashort period of time, if fundamentals

arenot put in their place again.
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In an empirica study, Esquivel and Larrain (1998) used a pand data set with annua information
for thirty countries during the period 1975-1996, to explore the causes of currency crises. They found
that high rates of seigniorage, current account deficits, red exchange rate misdignments, low foreign
exchange reserves relative to a broad measure of money, negative terms of trade shocks, negative per
cagpitaincome growth and contagion effect, dl help to explain the presence of currency crisesin their
sample. The modd presented by the authors was able to predict the mgority of the currency crises
andyzed, suggedting that it is possible to develop awarning system that can anticipate crises based on

economic fundamentas.

In this section we have examined part of the literature on currency crises. We began by anayzing
the so-cdled first-generation models, pioneered by Paul Krugmarrs 1979 paper on balance-of -
payments crises, ingpired by previous work done by Sadant and Henderson(1978) utilizing the same
logic to describe speculative attacks on exhaudtible resources utilized to stabilize its price. The message
conveyed by the firg-generation modelsisthat fiscd discipline is arequisite for stable exchange rates.
The printing of money by the central bank to finance fisca deficits, with afixed or targeted exchange rate
system in place, results in the depletion of the central bank:s international reserves. Domestic credit
growth in excess of money demand growth, occasions agradua loss in reserves, which are attack by
gpeculators just before they are exhaugted. There is ample evidence from single country analyses

support the main arguments of the first-generation models.

The second generation models tend to complement firg-generation models, but they includei new
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variablesthat can trigger a currency crises. Furthermore, these models are based on cross-country
anadyses, congtructing an ample panel data set that includes devel oped and emerging countries from

different regions, to test for expectations that ultimately lead to contagion and herd behavior.

These models add consderably to our understanding of currency crises. There may be
ingtances when countries fal into factors associated to first-generation models, such asfiscd indiscipline,
and others when the causes are determined by factors related to second-generation models such as
expectations, saf-fulfilling crises with multiple equilibria. In this, the saf-fulfilling dement has two
components, one that is related to fundamentals and another that is related to trade and financia
linkages. This means that while a country may have its fundamentasin place, it may il suffer a
speculative atack, due to strong trade or financid linkages with the country whose currency has been
under attack, or through macroeconomic smilarities: here is where contagion and herd behavior are

important components of second- generation models of currency crises.

Findly, dueto globdization and the integration of the world markets through trade and finance, it is
important to develop asound internationa environment with stable currencies. The economic and
financid literature will continue to eaborate on this important issue, while governments, internationa
ingtitutions, and regulators have the immense task of developing afinancid architecture to ensure sability

in the currency markets. We will now turn our attention to the topic of banking crises.
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[11. Banking Crises

Introduction

Why are banks so important for the efficient functioning of the economy? What tasks do banks perform
that make them essentid for financid intermediation? How do capitd market imperfections affect banks
decison processes? These questions will be answered in the firgt part of this section, using for this
purpose, financid definitions regarding bank operations, and theoretical congtructions that are relevant
for the elaboration of precise responses.

Banks as issuers of monetary liabilities and providers of clearing services for non-cash payments play a
crucid role in the economy. The efficiency in banks operations are a the center of awell- structured
payment mechanism. In a globalized economy in which important amount of resources are mobilized
between countries, the payment mechanism plays a criticd role,

Asin Diamond and Dybig(1983) banks economic roleisto trandformilliquid assetsinto liquid
liabilities. In doing so, banks offer lidilities with a different pattern over time than illiquid assets. The
authors gress the point that the illiquidity of assets providestherationa both for the existence of banks
and their vulnerability to runs. Confidence in the operation of a particular bank in the banking system at
large, isacrucid dement for its functioning.

The banking system has an extremely important function in the economy because it enablesthe
mohbilization of funds from surplus-savings to deficit-saving economic units to finance productive
investments. In doing so efficiently, banks contribute to economic growth. In performing the

intermediation task, banks provide instruments that alow for diversfication and hedging of various risks,

35



thereby permitting economic agents to concentrate on productive activities and the efficient utilization of
financia resources.

The modern view of the financid theory emphasizesthat capital markets are imperfect, duein
particular to limited information and information asymmetries. Banks as providers of avariety of financid
sarvices generdly develop along-lasting relationship with their client base, accumulating a wedth of
information, or information capitd. This data however, is not available to the banks supervisors and
depositors, thus generating information asymmetries. Due to this peculiarity, banks have better
knowledge about the Situation of their loan portfolio than regulators and depositors. Banks are therefore,
in the business of information management to reduce their overadl risk exposure. This explains why, when
deposit demand increases, or a banking system is exposed to capita inflows, the credit boom that
generaes these events leads to information problems and, ultimately to abanking criss. Accordingly,
asymmetric information leads to two basic problemsin the banking system: adverse selection and mora
hazard.

In a credit boom episode, banks all ocate resources to sectors of the economy in which they do
not have expertise; thus, no accurate information. This Situation may lead banksto select clients that do
not fit their risk profile, originating an adverse-selection problem. Moreover, due to the lack of
information on a specific sector of the economy, banks are exposed to the hazard that the new clients
will use ther funds in mordly questionable uses ( from the view of the banker). For these reasons, an
explosve credit growth, much greater than nomina production growth, more often than not, leadsto a
banking criss

Furthermore, external shocks, such as a dramatic deterioration in the terms of trade, or an

36



increase in interest rates, have important implications for the banking system, severely damaging the
information capitd that has been accumulated, and magnifying the adverse-sdection problem aswdl as
the mora-hazard incentives. These events could induce banks to stop lending, occasioning a credit
crunch and thereby contributing to the deterioration of economic conditions. Therefore, information
management, due to imperfectionsin capital markets, is crucid for the sructure of therisk profile of the
banking system and, ultimatdly for the hedlth of the economy.

As mentioned earlier, a sound banking system is arequidte for the strength of an economy.
An unsound banking system affects macroeconomic formulation across sectors. Asthe financiad system
isthe primary conduit for the transmisson of monetary-policy signds, disruption of the system will affect
these rdationships. The fiscd Stuation can aso be affected in a crigs Stuation: tax revenues will be
reduced; profit transfers from the central bank to the government are reduced due to the cost of
derilizing any centrd bank liquidity-support to the banking system; there are dso the direct fiscal costs
to bailing out the system. All these further erode the government=sfisca podtion. In an open economy
with high capitd mohility, an unsound banking system has repercussions for the stability of the exchange
rate and the baance-of-payments. Financid liberalization, which eliminates interest rate controls and
government credit alocation, has implications on the vaue of banks franchises due to the declinein
financid margins, increasing the risks of adverse selection problems and mora hazard incentives,
specidly in fragile financid systems with weak supervisory and regulatory ingtitutions. Capital account
liberdization is another dement that has introduced additiond risks in the functioning of financid sysems.
Findly, private-to-private capital flows that are intermediated by fragile domegtic financid systems have

had strong incidence in recent bank failures.
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Banking crises occur when afinancid system becomesilliquid or insolvent. Thistype of crigsrefers
to bank runs, closures, mergers, takeovers, or large-scae assistant by the government to a group of
banks or to the banking system, should the crisis turn out to be systemic. In Section 11, our andlysis
centered on currency crises, its causes and consequences, in this Section we aim to determine the
factors that provoke banking crises, and the Atwin crises) of a currency and banking criss. Asin the
previous section, we will identify indicators used in different analys's, and incorporate others which we
deem necessary in order to develop alist of leading indicators that can be used to determine conditions
that might be conducive to a criss, so asto dert policymakers and dlow them to implement policies that
can prevent such acrigs from occurring in the first place.

Some of the elements that we will focus on are common to  banking crises throughout
history; these include illiquidity, insolvency, salf-fulfilling expectations, contagion among inditutions, and
herd behavior in bank runs. Certain other factors are intringcally related to the globdization and
integration of financid markets, such asthe new wave of private-to-private flows in the 1990s. Othar
aspects rlevant in the andlys's of banking crises are part of an economic strategy being implemented
around the world, by developed aswell as developing countries, as part of market-oriented structura
reforms, asis the case with financid and capital account liberdization.

The costs of resolving banking crises are dso part of this section. It isimportant to lay out the
enormous cods of systemic banking crisesin terms of fiscd and quasi-fiscd codts, lost of output and
time to recover from a crissto normdity.

We will dose this section listing agroup of leading indicators of banking crises as part of some

further andysis that will be conducted in Section VV among a group of 10 countries that, during the
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1990s, have experienced a banking crises, a currency crises or both.

3.1. Factorsthat are part of a Banking Crisis

Some of the factors that have been identified as influencing bank unsoundness are the rate of changein
prices after an inflationary period, the bursting of an asset-price bubble, currency depreciations, and
capital outflows. Lindgen, Garcia, and Sad (1996) found that in weak banking systems, externd shocks
that affect terms of trade influence banks: viability. In this sudy, some of the indicators used by the
authors to determine bank unsoundness and itsimplications are: the money mulltiplier, clams on the
private sector to GDP, interest rates, impact on the red sector, fiscal implications, and exchange rate
vauation.

In astudy conducted by Goldstein and Turner (1996), the authors identify eight factorsas main
culprits of banking crises: (1) macroeconomic voldility; (2) lending booms, asset price collgpses, and
surgesin capitd inflows; (3) increasing book lighilities, and currency mismatches,

(4) inadequate preparation for financid liberdization; (5) heavy government involvement and loose
control on connected lending; (6) weakness in the accounting disclosure and legd framework; (7)
distorted incentives to risk taking; (8) exchange rate regimes. While some of these factors are
macroeconomic, others are microeconomic and structurd and fal under the domain of bank supervison
and regulation.

Following the same line of research, Caprio and Klingebiel (1996) conducted an empirica study
to identify common macro and microeconomic characteristics that are present before a banking crises

unfolds, usng asample of Sixty-nine countries. These common dements are: (1) terms of trade and
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trade concentration; (2) exchange rate overvauation; (3) financid liberdization; (4) poor and wesk
regulatory and supervisory framework; (5) boom-and-bust asset prices; (6) moral hazard incentives; (7)
poor interna controls, low quaity management, and accounting systems, (8) connected lending, fraud
and the Aevergreeningll of bad loans (i.e., capitdization of interest arrears); (9) government interference.
In this study, some new eements are incorporated in the analyses, terms of trade and trade
concentration as factors that have incidence in banking crises.

Gavin and Hausmann (1996) found very strong empirica evidence between banking crises and
credit or lending booms. Lending booms can be produced either by growth in bank deposits demand in
the midst of a gtahilization program, or by a sudden increase in capitd inflows simulated by liberdization
of the capital account. In the 1990s, private-to private capital flows entered economies that had only
recently liberdized ther financid sysems. As part of these liberdization policies, the deregulation of
financid systems had freed interest rates, implemented the universal bank principle in subgtitution of the
restricted banking concept, and lowered reserve requirements. This new environment had in turn
provoked fierce competition among deregulated financid ingtitutions, simulated by the exploration of
new activities from which they had been previoudy restricted, thus assuming new risks. Financid and
capital account liberdization dso gave banks an incentive to open offshore operation, in order to tap
foreign exchange markets directly for in-lending. However, with weak bank supervision, banks often
engaged in off-baance sheet operations, and more often than not, this ended up in fraud and connected
lending. In this scenario, banks have difficulty in administering information; thus, credit booms and
banking crises are interrelated. The authors used a set of indicators to identify macroeconomic shocks as

causes of banking crises. Terms of trade, asset-price shocks, declinein nationa income, high interest
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rates, shocks to bank funding(capita outflow), rate of growth of deposits versus nomind interest rates
(bank transfers), and high domestic interest rates and low credit growth (real sector transfer) are among
the indicators selected and used to explain the behavior of the banking system in the new unregulated
environment.

For the conduct of monetary policy, the fragility of the banking sysem isacongraint for the
efficient gpplication of monetary policies. For example, when government has to implement an exchange
rate system, it has to assess the sugtainability of such a system when abanking system is fragile. When
an economy has awesk banking system, even asmadl externad shock to the economy may cause banks
to fail. Let us suppose that a smdl open economy, with high capita mobility and a fixed exchange rate
system that depends on afew primary products for exports, suffers adecline in international commodity
and naturd resource prices. This external shock affects that country-s terms of trade with countries that
have a different export structure. The consequent decrease in foreign revenues will cause adeficit in the
trade balance and, ultimately, in the current account. Thislower levd of internationd reserves shrinksthe
money base, pushing interest rates up. If the shock is aggravated by changing investor sentiments, capita

garts flying out of the country, further aggravating the Stuation. The government has two options: either
to induce arecession, bringing absorption down; or to let the exchange rate float. Theoreticdly these are
the two options, but if the country has awesk banking system, the former option will induce a banking
criss; the other optiorBa currency float-will increaese inflation, thus lowering the red vaue of the loan
portfolio, giving relief to borrowers and lowering the red vaue of deposits, dlowing the banks to adjust
their balance sheets,

This scenario exemplifies why, when governments are faced with the dilemma of defending
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ether the exchange rate system or the banking system, they will dways choose the latter option. Thisis
not anew fact in monetary history; we can see cases of it even at the end of the last century, when the
sringent rules of the gold standard formed part of the international monetary system. When abanking
crises erupted, a country was confronted with the dilemma of to defend the gold standard or the banking
system, and the latter alternative was alway's the choice (Eichengreen 1998).

The rdationship between the banking system, the exchange rate regime, and monetary policy is
andyzed in Chang, and Ve asco (1998), who provide a detailed and forma account of possible
interactions between bank fragility, the exchange rate regime (fixed, floating, or currency board), and
centra bank credit policy. The argument is that week financia systems may need money-financed
bailouts from the centrd bank; bank runs shift domestic money demand toward foreign assets,
provoking continuous depletion of internationd reserves and the collgpse of afixed exchange rate
sysem. Thereis, therefore, the possihility of atwin crises occurring, in which a currency and banking
crises hagppen smultaneoudy, depending on the hedth of the banking system and the exchange rate
arrangement.

Under the Krugman (1979) model of baance-of-payments crises, the money financing of a fiscad
deficit that precipitates a currency crises can be aggravated if the centra bank increases domestic credit
to ball out the banking system, thus accelerating the rate of depletion of internationa reserves and
provoking a speculative attack before reserves reach acritica levd. This aspect, mentioned in Cavo
(1995), isimportant to take into consideration, because denotes the interrelationship that existsin

specific environments among banking crises, currency crises, and baance-of-payments crises.
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Thus, the empirica studies conducted to determine the factors which have incidence on the
development of a banking crisis, have incorporated a new element as a prerequisite for exchange rate

sability beyond those mentioned in the currency crises researches: a strong banking system.

3.2. Financial Liberalization

Since the Latin American debt crisesin the 1980s, and as a component of the structura reform
programs supported by the IMF and the World Bank, financid liberdization was among the policy
actions that had to be implemented as part of a comprehensive set of market-oriented reforms. With the
exception of few countries, most of the developing countries implemented programs oriented toward the
liberdization of ther financid systemsin the late 1980s and early 1990s. During the 1990s, some
developed countries, and trandition economies(i.e., former centra-planned) have also liberdized their
financid systems. Financid liberdization conssts of lifting controls on interest rates and credit alocation,
privatizing financid inditutions, dlowing entry and competition from new private inditutions, lowering
reserve requirements and relying on open-market operations for the conduct of monetary policy. It dso
means changing the scope of banking operations from arestricted banking concept and incorporating a
wider universal concept for banking activities.

Demirguc-Kunt, and Detrogiache (1998) study the empirica relationship between banking
crises and financia liberalization for the period 1980-95 using a pand of datafor 53 countries. They
found evidence that banking crises are more likely to occur in countries with aliberdized financid sector.

One of the argumentsiis thet financid liberdization may lead to a banking criss because interest rate
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compstition and the reduction of entry barriers reduce bank franchise vaues, encouraging risk-taking
behavior, which exacerbates adverse sdection problems and mora hazard incentives. The dataaso
support the conjecture that weak indtitutional environment makes liberdization more likely to lead to a
banking crigs. As eements of aweek environment, the authors identify awesk rule of law, corruption,
inefficient bureaucracy, and ineffective contract enforcement mechanisms.

In the same vein of andyss, a World Bank(1998/9) publication, mention several mechanisms that
link financid liberaization to crises. One of them, which has been identified in other gudies, isthe
increase competition among financid inditutions that lower banks profitability and franchise values.
Another agpect identified in the publication is that following liberdization, one can observed high red
interest rates that reflect the higher risk of intermediation, attracting riskier investors(adverse sdection)
and increasing the overall portfolio risk of banks.

Aswe can see from the evidence, financid liberdization isarisky busness, and if it is not
supported by strong supervision and inditutions, it can lead to a banking crisis. In this sensg, it is agreed
by internationa organizations and academica, that supervisory capacity has to be devel oped rapidly to
cope with the new environment. Governments have to give priority to the necessary legd reformsto
build new inditutions and mechanismsto dedl with anewly liberdized indudry. In this sense, the
strengthened of the indtitutiona capacity to regulate and control the banking system, should precede
finandd liberdization.

In this direction Sundararayan, and Bdifio (1991) mention that increased freedom through
financid liberdization to entry to the banking system and bidding for funds can lead to excessverisk

taking, if such freedom it is not moderated with adequate supervison and regulation. The authors
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recommend that sound financid poalicies, vigilant supervison of banks, and well-desgned prudentid
regulations are requisites to limiting financid crises and helping to reduce the vulnerability of financid

system to the caprices of the macro environment.

3.3. Capital Account Liberalization and Capital Flows

Together with financid liberdization, capita account liberdization was part of the economic policies
implemented by both developed and devel oping countriesin the late 1980s and early 1990s.

In this new wave of capitd flows their composition and their beneficiaries have changed specidly with
regard to the 1980s. Nowadays, capitd flows are private-to-private, and the main beneficiary is the
private sector of the recipient country; in former times, capita flows were either private-to-governments
or officid lending to finance public projects. The compostion of the flows has dso changed. In the
1980s, the norm was syndicated loans, or direct lending from banks to governments. During the 1990s
the compositions of the flows were structured to finance Foreign Direct Investment(FDI), portfolio
investment in bonds and stocks, and interbank lending and trade finance.

Net private capitd flows to developing countries rose from $31.0 billion in 1990 to $240.8
billion in 1996. In 1990, net private capita flows represented 58.3 percent of total net flows, while
officia creditors represented the remaining 41.7 percent. By 1995 things had changed dramaticdly, and
net private capital increases to 84.7 percent of thetotd. In the next year,1996, before the Asan crises
unfolded, the percentage private participation in total flows was 100 percent. During the period of

1990-96, $1.04 trillion of internationa resources were alocated in emerging market countries. FDI had
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a42.6 percent participation, portfolio investment represented 36.5 percent, while 20.9 percent wasin
direct bank flows. FDI  has been more stable and resilient to crises, due to itslong term characteridtic,
but short-term capita flows, portfolio investment and direct bank lending have proved to be very
voldtile. Interbank lending, and direct internationd finance to domestic intermediaries other than banks,
increased in 1995 relative to 1994 by $84.2 billion. In 1996 the increment was $76.2 hillion relative to
1995, but due to the economic Stuation in Asia, areversal in capital flows took hold, and capita
outflowsin 1997 in comparison with 1996 was on the order of $83.5 billion, an enormous reversa that
exemplified the volatility of short-term capital flows. Portfolio investment reached its peak high in 1993
at the $103.5 hillion figure; after the Mexican crisesin 1994, that amount shrank to 23.5 billion, a capita

outflow of $30 hillion in one yeear.

Sachs, Torndl, and Veasco (1995) argue that it is the compaosition of capitd inflows that
matters. Portfolio investment in equities, short maturing bonds, and depositsin loca banks can easly
turn around, while longer term flows such as long maturity bonds and specidly FDI, cannot. Moreover,
the authors argue that FDI is beneficid to the recipient country because they increase the productive
capacity of the country by means of productive investment. Short-term capitd flows on the other hand,
are in essence speculdive, looking for financia investment opportunities in emerging economiesThis
type of capita has aso been dubbed Acasino capitd(, a gambling around the world for easy returns,
which can be damaging to the hedlth of many economies asit passes through as a hurricane. Thisiswhy-
- even in the internationa organizations- that many regulators, academicians, policymakers and the like,

are recommending some sort of capital control to halt the volatility and eiminate atogether Acasino
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flows).

Table 3.0 Private Capita Flowsto Emerging Markets

(Inbillions of US dollars)

1990 1991 1992 1993 1994 1995 1996 1997
Total Net | 31 126.9 120.9 164.7 1605 192 240.8 1737
Capital
Inflows 1
Net FDI 17.6 313 372 60.6 84.3 96 1149 1382
Net 17.1 373 59.9 1035 878 235 497 429
portfolio
Investme
nt
Other2 -3.7 584 238 0.7 -11.7 725 76.2 -73

Source: IMF, International Capital Markets, September 1998.

1 Net foreign direct investment plus net portfolio investment plus net other investment

2 Interbank lending, trade finance, other to nonbank financial intermediaries.
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From Table 3.0, we can seethat FDI in 1997, in the midst of the Asian crigs, not only remained stable
but increased; that portfolio investment suffered alittle reduction, and that Aother@ was the item that
registers the bulk of resources that Aflew to safetyl. However, according to the IMF that=s not the entire
picture, because it does not take into congderation the unrecorded capitd out-flows. An analysis of the
baance of payments of emerging economies has determined that, in 1997 done, capitd flight or

unrecorded capitad movements were on the order of $63.6 hillion (see table below).

Table 3.1 Private capita flowsand Capitd flight from Emerging Markets

(inbillions of US dadllar)

1990 1991 1992 1993 1994 1995 1996 1997
Total Net | 31 126.9 120.9 164.7 160.5 192 240.8 173.7
Private
Capital
inflows
Capital 3.9 -9.2 -7.9 -7.9 -14.9 -14.4 -31.9 -63.6
Flightl

Source: IMF,International Capital Markets, September 1998.

1 Balance of Payment under the title of AErrors and Omissionsfi, encompass a variety of items, including over and under invoicing of trade flows, omissions

of payments and receipts for services, and capital flows that go unreported.
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Table 3.1 shows the consolidated figure for capital outflows during the period 1990-97. In the aftermath
of the Mexican crigsin 1995, net private capita inflows to the emerging markets increased rather than
decreased, while capita flight registered the figure of $14.4 billion. This can be explained in the sense
that capital flows were redirected to other emerging market countries without disrupting the emerging
economies across the globe after the Asan crises, however, in 1997, net private capitd flows suffered a
reversd of $67.1 hillion(see table 3.0), and in that same year, capita flight reached $63.6 hillion as can
be obeserved from table 3.1.. Therefore in 1997 emerging markets capitd outflows registered the
staggering figure of $130.7 billion. In the Asian crises, capita flows flew to safety to secure havens such
asthe US dadllar or the German mark abandoning the emerging markets atogether. Now we can
understand why in most of the affected countries, the exchange rate systems collgpsed, the red sector
was disrupted, and the banking systems underwent a profound restructuring.

Cavo, Leiderman, and Reinhart (1996) suggest that a surge in capitd inflowsislikely to be
accompanied by arise in consumption and investment (absorption), an increase in rea money balances
and foreign exchange reserves (fixed exchange rate), ared exchangerate gppreciation and awidening
inthe [private] current account deficit. If the inflows are intermediated by a fragile and weekly regulated
banking system, and credit is oriented to the nontradable sector setting off asset price inflation, thereisa
possibility of abanking crissif acapitd reversa takes place.

Making a comparative andyss between the Thailand (1997) and the Mexico crises (1994),
the IMF (1997) concluded that the Thailand episode was a case of overinvestment, while Mexico was a
case of overconsumption. Both have different economic and financia connotations and implication aswe

shdl examine in the next paragraph.
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The gap between private savings and investment led these two countries to depend on foreign
savings to finance their current account deficits. While capitd inflows financed investments (in most cases
gpeculative) in Thailand, in Mexico private credit flows financed consumption. In both countries a credit
boom was originated by the massive enter of foreign capitd. It isinteresting to observe that private
domedtic savings in Thailand remain congtant during the capita inflow period, whereasin Mexico private
domestic saving, which had been close to 20 percent of GDP in 1988, fdl to 13 percent of GDPin
1990, and then continued to decline to about 11 percent of GDP in 1994. Thisled to an increase in the
current account deficit from 1 percent of GDP to 7 percent in 1994--year of the crisis-- financed
mogtly by private capitd inflows. We can draw some conclusions out of this comparative analyses,
whichwill need further investigation in the future. Capitd inflows oriented to finance consumption
affect theleve of savings, thus widening the current account deficit; while capitd inflows that financed
investment do not affect the level of private savings, but do have an important impact on the prices of
financial assets and red estate, and on the current account.

Edwards (1998) andyses the capital inflows to Latin America and its economic effects, and
arives to the same conclusions dready mentioned in previous works, the causes behind currency and
banking crises are: exchange rate gppreciation, high current account deficit, amgor asset bubble, and
saving ether remainsflat or decreases a levels unsugtainable with rapid economic growth.

Chang, and Vdasco (1998) place internationd illiquidity at the center of the latest financid
crises. They arguetha capitd flows, simulated by the opening of the capitd account, can magnify the
illiquidity problem when a capita-flow reversd is produced. In this Stuation, what would happen to the

banking system if foreign creditors refuse to roll-over existing debt, and what will happen to the short-
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term debt that the government has to honor. Without reasonable doubt these two factors affect financia
fragility, and can provoke atwin crises. a currency and banking crises. One of the conclusions that the
authors arrive a is that more than the absolute Sze it is the short maturity of capitd inflows, asin the
case of Ada, that can contribute to bank fragility. In a case of illiquidity, the centrd bank is faced with
the dilemma as to whether to defend the currency peg or to bail out the banking system with insufficient
reserves. As we mentioned earlier, the authorities will dways decide for the latter dternative, but the
capita reversa can be so enormous that a twin crises emerge.

Inanewly liberdized environment, these immense financid resources have to be
intermediated in by both banking systems and nonbank financid inditutions. Domegtic banks have
accessto internationa interbank lending for in-lending operations, and to diminate the forelgn exchange
risk they lend to domestic borrowersin foreign currency. However, domestic firms lack the mechanisms
to hedge againgt expected devauation. Thus, banks transform a foreign exchange risk into a credit risk.
When those funds are not naturaly hedged, as isthe case for exports, and are channdled to finance red
estate and congtruction projects, areversd in capitd flows can have dramatic consequences for the
banking and real sectors.

In an empirica study conducted by Kaminsky, and Reinhart (1996), the authors anayze the
causes of banking and balance of payments problems, using a data set of 25 banking crises. They found
that, in about haf of the cases, banking crises preceded currency crises. The authors recognize that the
issue of cause-effect remains obscure, but they contend that knowing a banking criss would help to
predict a currency criss. For the currency and banking crises the authors andyzed separately nine

macroeconomic and financid indicators for both types of crises. For the former the sdlected indicators
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are, the red exchange rates, the values of exports and imports (in US dollars), the terms of trade
(defined asthe unit vaue of exports over the unit vaue of imports), an index of production, M1, foreign
exchange reserves (in US dollars), the ratio of M2 (converted into dollars) to foreign exchange reserves,
and domedtic interest rate differentids. For the banking crises, the indicators sdected are, terms of
trade, an index of production, the rea exchange rate, foreign exchange reserves of the centra bank,
stock price index, banking credit to the private sector, the money multiplier, M2 over the monetary
base, redl interest rates on deposits and deposits at the commercia banks. As we can observe, the
macroeconomic indicators salected to analyze a currency or a banking crises are the same; the
difference comes from the financid indicators.

One of thefindingsisin line with previous work done by other authors in the sense that banking
crises were preceded by financid liberdization, which aso plays a Sgnificant role in explaining the
probability of abanking crises. In 18 of the 25 banking crises studied, the financid sector had been
liberdized within the preceding five years. The authors suggests that the twin crises may have their
common origins in the deregulation of the financid system that generates credit booms and asset
bubbles. Furthermore, recessionary conditions characterize the periods preceding both banking an
currency crises. As we have seen in previous studies, currency crises are preceded by adeclinein
international reserves, and if the central bank serilize the decline in reserves, the domestic component of
the monetary base increases as the deposts of the banking system are not backed by internationa
reserves. In the case of banking crises, credit expansion, asin other empirica studies, predate many of
the banking crises analyzed. Finally, externd shocks such as terms of trade declines or interest rates

increases have incidence in the gestation of both crises.
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3.4. Costsof Twin Crises
In Section |1 we andyzed the literature and empiricd evidence of the causes that determine currency
crises. In this section, we are focusing on some of the domestic and internationa aspects that have
incidence in generating a banking criss. During the 1990s, in most cases these two types of criss
erupted at the same time. And the expectationa factors that cause currency crises to spillover between
countries and different regions are dso present in banking crises. Contagion effects due to investors
sentiment changes, and herd behavior have been observed in the latest crigs. Financid liberdization,
and capita account liberdization have played an important role provoking both currency and banking
crises. Moreover, capitd flows within countries with fragile banking systems and weak supervisory and
regulatory indtitutions cause serious digortionsin relaive prices, that in the moment of areversd in the
flows, can produce a severe disruption in the exchange rate system and in the payment=s mechanism.
Financid crises can be and are very cogtly. The fiscd and quasi-fiscal costs to restructure a banking
system can be substantia, and the loss of red output in comparison with atrend can dso be high, and it
takes many years after the crigs has erupted to recover and return to the growth path.

The next table depicts a number of crisesin different countries, and the cost of restructuring

thar financid systemsin terms of GDP.

Table 3.2. Sdected Crises: Cost of Restructuring Financia Sectors
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Country years Fiscal and Quasi-Fiscal Costsl
Argentina 1980-82 13-55
Brazil 1994-1996 36436
Chile 1981-85 19-41
Colombia 1982-87 36315
Finland 1991-1993 36440
Indonesa 1994 2
Japan 1990s 3
Mdaysa 1985-88 5
Mexico 1994-1995 36508
Norway 1988-1992 4
Philippines 1981-1987 36252
Spain 1977-85 15-17
Si Lanka 1989-93 35
Sweden 1991-93 36283




Thailand 1983-87 1
Turkey 1982-85 3
USA 1984-91 36345
Uruguay 1981-84 31
Venezuda 1994-1995 17

Source: IMF, World Economic Outlook, May 1998.

1 Where arange is shown, the lower estimate includes only costs of funds, credit, and bonds injected directly into the banking system, while the higher

estimate include other fiscal costs, such as exchange rate subsidies.

From Table 3.2 we can observe that the fiscal costs (which means direct budgetary dlocationsto the
banking system), can be as high asin 1981-1984 as was the case of Uruguay with 31 percent of GDP.
In Argentinain 1980-82, the quasi-fiscal costs of the crisis (interest rates and exchange rate subsidies)
reached the astonishing figure of 55 percent of GDP; in other words, it is like saying that the country had
to dlocate more than haf of the revenues obtained in one particular production year in order to bail-out
the banking system.

In addition to the fiscal and quasi-fiscal costs, currency and banking crisssmay aso lead to lossin
output. In astudy conducted by the IMF (May 1998) for a group of more than 50 countries for the
period 1975-97, GDP growth after the criss was compared with trend GDP growth. The latter

represents the potential GDP growth in absence of acriss.
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Table 3.3. Costs of Crisesin Lost Output Relative to Trend. (1975-1997)

Number of Crises Average Recovery Cumulative Loss of
Time(in years) Output per Crisis2
(in percentage points)
Currency Crises 158 1.6 4.3
Industria 42 19 31
Emerging Market 116 15 4.8
Banking Crises 54 31 11.6
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Indugtria 12 4.1 10.2
Emerging Market 42 2.8 121
Twin Crises 32 3.2 144
Industrial 6 5.8 17.6
Emerging Market 26 2.6 13.6

Source: IMF, World Economic Outlook, May 1998.

1 Average amount of time until GDP growth returned to trend
2 Calculated by summing the differences between trend growth and output growth after the crisis began until the time when annua output growth returned

to its trend and by averaging over al crises that had output losses.

Not surprisingly, twin crises where more prolonged and more costly in terms of output loss and average
recovery time. Emerging markets have registered more twin crises than the indudtriaized countries, and
they are clustered around the 1980s debt crises and the financia and capital account liberdization that
took place during the 1990s, at the same time, we can observe from
the same table, that for industrial countries that have experienced twin crises, the average recovery time
was double that for the emerging markets, and the loss in output was amost 30 percent higher. These
facts are probably related to financial deepening differences between developed and developing
countries. Thus, abanking and currency crises can be more disruptive for the former countries.

This part of Section 111 has shown the immense cogts that financia crises have in terms of out-of-

pocket costs, subsidies, and output loss. This redlity merits the effort to elaborate either econometric

S7




models or early warning mechanisms as leading indicators, which can dert, if not predict, that either a

currency or abanking crisesis gestating.

3.5. Indicator s of Banking Crises

It isimportant to mention that early warning indicators are unlikely to predict the exact timing of acrigs,
thisisafact for both currency and banking crises. But we have to recognize from apractica point of
view that wel sdected leading indicators, can provide timely and better information about impending
problems so that policymakers can implement preventive actions.

In the case of banking crises, we can divide the indicators into three groups. thefirst group
of indicators are essentialy macroeconomics, the second group incorporates the redity of internationa
financia integration; and the third group incorporates a set of indicators that are basically extracted from

the financid and accounting information provided by banks.

3.5.1. Macroeconomic I ndicator s of Banking Crises

$ Real Exchange Appreciaion

$ Current and Capital Account Deficit or Surplus
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Bdance of Payments Errors and Omissons
M2- to-International Reserves Ratio

M2 multiplier

Termsof Trade

Credit Growth to the Private Sector

Credit to the Private Sector to GDP

R N - TR - B - B -

Ratio in Loan Growth to Private Sector to Nomina GDP Growth

3.5.2. International Financial Integration

M2-to-M1. Financid Liberdization
Capita Account to GDP.
Short-term Capita Inflowsto GDP

Contagion Effects

B B B B ®

Herd Behavior

3.4.3. Banking Sector Indicators

$ Loans to Deposit Ratio
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Non-performing loansto Tota Loans (Private Sector)
Provisonsto Non-performing loans

Changesin the Ratio of Capital to Risk-weighted Assets
Liquidity Index

Foreign Currency Exposure

Spreads between Deposit and Lending Rates

Totd Depodtsto Totd Liabilities

Net Interest Margin

L= - B - B .2 - B - B - - SRS - - B - 2

Access to Interbank Loans

These three group of indicators, in conjunction with the indicators selected in Section |1, are going to be
used in Section V in asmdl data-set sample of 10 countries that have experienced during the 90s either

acurrency crises, banking crises or both.

IV Banking Supervision, Regulation, and the International Financial Architecture
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Financid liberaization and capital account liberdization have brought to the attention of internationa
organizations, policymakers and professionas on the necessity to strengthening the regulatory and
supervisory systems worldwide. This tendency has become even stronger since the Mexican(1994) and
Asan (1997) crigs. The Bank of Internationa Settlement, which was founded in 1930 and is the oldest
internationd financid indtitution, that is owned by centrd banks, provides a number of highly specidized
sarvices to the centra banks and, through them, to the internationd financid system. In December 1974
it established The Bade Committee on Banking Supervision to improve collaboration between bank

supervisors. The Committeess work encompasses three main areas:

1. A forum for discusson on the handling of specific supervisory problems;

2. Coordination for the sharing of supervisory respongbilities among nationd authorities in respect
of banks activities worldwide;

3. Enhancement of standards of supervison, most notably in relation to solvency, so asto help

strengthen the soundness and stability of internationa banking.

These areas of work require agreat ded of technical capacity, financid knowledge, and command of
international lega aspects reated to the banking industry. As we can seein this section, agreat ded has
been accomplished through a congtant coordination of activities between finance minidtries, centrd
banks, and supervisory authorities, so as to harmonize the regulaory and supervisory framework around

the world.
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4.1 Banking Supervision

The role of supervison isto ensure that banks operate in a safe and sound manner and that they hold
capital and reserves sufficient to support the risks that arise in their business. Supervison complements
the functioning of the markets. The latter contain disciplinary mechanisms that reinforce the efforts of
supervisors, rewarding banks that manage risk effectively and pendizing those whose risk management
isinept and imprudent. In this endeavor, supervision cannot and should not provide assurance that banks
will not fail. In amarket economy, failures are part of risk-taking.

The best known standard of supervison is the agreement reached in 1988 to achieve internationa
convergence in the measurement of the adequacy of banks capitd and to establish minimum capita
gtandards. Following the Mexican crissin 1994, the Committee was urged to develop a set of principles
for an effective banking supervison, the resulting Core Principles for Effective Banking Supervison, a
comprehengve blueprint for an effective supervisory system, was isuued in 1997, and is backed up by a

three-volume compendium of guidance documents.

To implement a highly professond and independent supervisory ingtitution, the Committee recommends

some fundamenta precepts that have to be present in the ingtitutiona live of a supervisory bodly.

$ The key objective of supervison isto maintain sability and confidence in the banking system,
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thereby reducing the risk of loss to depositors and other creditors,

$ Supervisors should encourage and pursue market discipline by encouraging good corporate

governance and enhancing market trangparency and surveillance;

$ In order to carry out its tasks effectively, a supervisor must have operationa independence, the
means and powers to gather information both on and off Ste, and the authority to enforce its

decisons,

$ Supervisors must understand the nature of the business undertaken by banks and ensure to the

extent possible that the risks incurred by banks are being adequately managed,

$ Effective banking supervison requires that the risk profile of individua banks be assessed and

supervisory resources alocated accordingly;

$ Supervisors must ensure that banks have resources to undertake risks, including adequate

capita, sound management, and effective control systems and accounting records; and

$ Close cooperation with other supervisorsis essentid, particularly where the operations of

banking organizations cross nationa boundaries.

Strong supervisgon and regulation of the banking system isarequigte for financia sability. But
supervison isonly apart of wider arrangements that are needed to promote stability in financia markets.

Sound and sustainable macroeconomic policies have been recognized as one of the pillars for sability,
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aswell as effective market discipline. A system of business laws-including corporate, bankruptcy,
contract, consumer protection and private property laws- that is consistently enforced and provides a
mechanism for fair resolution of disputes is dso anecessary condition. Comprehensive and well-defined
accounting systems that command wide internationa acceptance, and timdy and trangparent information
systems that disseminate information to market participants and supervisors, are requisites for the
effective functioning of markets. Findly, it is necessary to implement a mechanism for providing an
gopropriate leve of systemic protection, or whet is caled aApublic safety net,i avoiding a the same

time the mora hazard incentives that can arise from such schemes.

In sum, strong and effective banking supervison and regulation provide a public good that is
necessary to foster banks: competition, complement market discipline, and to assure financid stahility.
Wesak supervisory indtitutions dlow the operation of fragile banks that can threaten stability in domestic
financid systems, which can then spill over to other countries or regions as the ingtability virus spreads its

contagion.

4.2 CorePrinciplesfor Effective Banking Supervision
The Bade Committee on Banking Supervison has formulated the Core Principles for Effective Banking
Supervison document, which is comprised of twenty-five principles that need to be in place to develop

agrong supervisory inditution. The principlesrelate to:

$ Preconditions for effective banking supervison (Principle 1)

$ Licensing and structure ( Principles 2-5)



Prudentia regulations and requirements ( Principles 6-15)
Methods of ongoing banking supervision ( Principles 16-20)
Information requirements ( Principle 21)

Forma powers of supervisors ( Principle 22) and

o - B R - B -

Cross-border banking ( Principles 23-25)

In addition to the principles themsalves, the document contains explanations of the various methods

Upervisors can use to implement them.

We will review here some of the issuesthat are rlevant for the development of this paper and thet are

related to the risks in banking, capita adequacy, disclosure, and cross-border banking.

4.3 Banks= Risks

As maturity transformers, banks take a variety of risksthat are inherent to their activities. Thus,

supervisors have to develop the skills and knowledge to understand and control these risks.

4.3.1 Credit Risk

The extenson of loansis the primary activity of most commercid banks, and this requires banks to make
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judgements related to creditworthiness of borrowers. For reasons that are beyond the scope of this
paper, loan quality can deteriorate over time; consequently, one of the mgjor risks that abank facesis
the credit risk that aborrower cannot perform according to contractua arrangement. Large exposure to
asingle borrower (e.g., a corporation or a country) is also acommon cause of banking problems, in that
it represents a credit risk concentration; consequently the Bade Capital Accord puts limits on
concentrated lending.

However, another of the issues that has been identified as causing bank fallures is connected
lending. With the implementation of the universa bank concept, banks can engage in different activities
beyond straight lending which was the characteristic of the former concept which restricted banks
operations. For example, banks can acquire amgor stake in non-bank corporations and participate in
red estate developments. Mogt of the time, these types of lending activities have been connected to the
bank owners, or to influentia politicians who exert direct or indirect control, which can lead to Sgnificant
problems because determinations regarding the creditworthiness of the borrower are not dways made
objectively. Connected partiesinclude a bank:s parent organization, mgor shareholders, subsdiaries,
affiliated entities, directors, and executive officers. The connection can lead to preferentid trestment and

overexposure in lending and, thus, greater risk of loan losses.

4.3.2 Market and Liquidity Risks

Banksface arisk of losses in on-and off-baance sheet positions, arising from movements in market

prices. The same holds for interest rate risks (i.e., movement in interest rates), which can impact both the
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earnings of abank and the economic value of its assets, liabilities, and off-baance sheet instruments.
When abank is not able to accommodate decreases in ligbilities or fund increases in assets, it facesa

liquidity problem, which, in extreme cases, can lead to insolvency.

4.3.3 Operational Risk

The most important type of operationa risk involves breakdowns in interna controls and corporate
governance. Such breakdowns can lead to financid losses through error, fraud, or unethical behavior by
officers or other staff exceeding their authority in the conduct of their business. Other aspects of
operationd risk include amgor information technology falure and inadequate systems of industrid

management for preventing or controlling fires and other disagters.

4.4 Capital Adequacy

Is the setting of minimum capita adequacy requirements for al banks, an important part of the Core
Principles for Effective Banking Supervison. Thisisdso in line with the Bade Capitd Accord. Equity
capital serves severd purposes: it provides a permanent source of revenue for shareholders and funding
for the bank; it is available to bear risk and absorb loses; it provides a base for further growth; and it
gives the shareholders assurance that the bank is being managed in a safe and sound manner. In 1988,
the member countries of the Bade Committee on Banking Supervison agreed to a method of ensuring a
bank-s capita adequacy. The accord addresses two important elements of a bank:s activities: the

different levas of credit risk inherent in its balance sheet, and off-baance sheet activities, which can
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represent a Sgnificant risk exposure. The accord stresses the need for adequate levels of Acore capital(
or ATier 1 capita(, condsting of permanent shareholders equity, and disclosed reserves that are created
or maintained by appropriations of retained earnings or other surpluses and legd reserves. The accord
assgns risk- weights to on-and off-balance sheet exposures according to broad categories of relative
riskiness. This framework uses five weights.0, 10, 20, 50 and 100 percent. The accord sets a minimum
capitd ratio requirements for internationdly active banks of 4 percent Tier 1 capital and an 8 percent

total of Tier 1 and Tier 2 capitd( i.e, Tier 1 plus Subordinated debt) in relation to risk- weighted assets.

4.5 Disclosure and Transparency

In order for market forces to work effectively and thereby fostering a stable and more efficient financid
system, market participants need access to correct and timely information. Disclosure, therefore, isa
complement to supervison. For this reason, banks should be required to publicly disclose clear and
comprehendve information regarding their activities and financid pogtion. This information should be
timey and sufficient for market participants to assess the risk inherent in any individua bank or
organization. In this direction, internationa organizations and the G-7 group of leading devel oped nations
are working towards the creation of a set of rules to promote transparency in the dissemination of key
meacroeconomic and financia information among countries. The Basde Committee on Banking
Supervision defines trangparency as

A public disclosure of rdiable and timely information that enables users of that information to make
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accurate assessment of abank-s financid condition and performance, business activities, risk profile and

risk management practicesi. This definition recognizes that disclosure aone does not necessarily result in

transparency.

In AEnhancing Bank Transparency( (1998), The Bade Committee on Banking Supervision

outlines some of the quditative characterigtics trangparent information should have:

$ Comprehensiveness. To enable market participants and other users of information to make
meaningful evauations of banks, information should be comprehensive. This often impliesthe
aggregation, consolidation and assessment of information across anumber of activitiesand legd

entities;

$ Relevance and timdiness: To be useful, information must be rlevant to the decison-making
needs of users. To be relevant, information aso needs to be timely. Information should be
provided with sufficient frequency and timeliness to give a meaningful picture of an inditution,

including itsrisk profile and risk management performance;

$ Reiability: Religble information. Completeness within the condraints of materidity and cost is of

particular importance, Since an omission can cause information to be false or mideading;

$ Comparability: Supervisors, market participants and other users need information that can be
compared across ingtitutions and countries, and over time. Thisimplies that a bank should

present or disclose each materid item separately. Information is materid if its omisson or

69



misstatement could change or influence the assessment or decision of a user relying on that

information.

To summarize, disclosure and trangparency enhance market discipline alowing market participants to
have access to timely and rdliable information. Improved public disclosure and transparency in turn
strengthen the ability of market participants to encourage safe and sound banking practices. Working in
this direction, the International Monetary Fund, has established the Specid Data Dissemination
Standards(SDDS) to guide its market-borrowing members on the provision of economic and financia
data to the public. The IMF aso maintains a dissemination standard bulletin board on the Internet, which
posts information on the statistica practices of SDDS subscribers. In line with the release of economic
information by member countries, the IMF has devel oped a Code of Good Practices on Fisca
Trangparency to guide members in enhancing the accountability and credibility of fiscal policy. Financid
and economic information is of a critica importance for market participants for congtructing their

expectations of specific countries and in making financia decisons based on sound information.

4.6 Cross Border Banking Supervision

Bank supervisors must practice globa consolidation supervision over ther internationdly active banking
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organizations, being one of the key components establishing contact and information exchange with the
various other supervisorsinvolved, primarily host-country supervisory authorities. The so-cdled Bade
Concordat establishes understandings relating to contact and collaboration between home-and-host-
country authorities in the supervison of banks cross-border establishments. The most recent of these
documents, AThe Supervison of Cross Border Bankingi was developed by the Bade Committee in
collaboration with the Offshore Group of Banking Supervisors and was subsequently endorsed in June
1996 by 130 countries attending the Internationa Conference of Banking Supervisors. This document
contains twenty-nine recommendations for effective consolidated supervison. Thisisavery important
document that addresses the operations of internationd banks and their consolidation of them with their
domestic or headquarters operations. In this sense, adequate internationd surveillance is a necessary

requiste for internationd financid tability.

Reviewing the concepts of the core principles for effective banking supervison, we can see that
mogt of the documents produced to ded with internationa financid issues are rdaively new, beginning
with the core principles themsdlves. In light of the latest events in financid markets, more documents
have emerged that recommend a set of policies or directions that governments, regulatory agencies,
internationd indtitutions and banks will have to implement over the coming years to foster and guarantee

amore gable internationd financia environment that ismarked by high mohile private capitd.

4.7 Strengthening the International Financial Architecture

When the Asan criss erupted in mid-1997, the International Monetary Fund stepped in both to
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negotiate an economic program and to put together afinancia package to bail out the countriesin
trouble. As events were unfolding, the IMF came under fire for implementing fiscd measures that were
too harsh and that aggravated the economic and socid Situations in those countries. The IMF has had to
make abundant explanations on the scope of itsintervention, and to recognize thet, due to lack of
trangparency in the economic information provided by the economic authorities of the countriesin crisis,
the fisca goaswere in fact too tight. The Stuation was corrected after the accurate numbers were put
together snce then, the IMF has implemented a variety of initiatives to foster transparency and
accountability in the conduct of economic policy. In response to these efforts, Finance Ministers and
Centrd Bank Governors from 22 systematicdly significant economies met in Washington D.C., in April
1998, to examine issues rdated to srengthening the internationa financid architecture. Three key aress
where action is most needed were identified: enhancing transparency and accountability, srengthening

nationd financid systems, and managing internationd financid crises.

The first two areas are an important part of the core principles for effective banking supervison
issued by the Bade Committee for Banking Supervision, and have been part of the andysisin this
section. The area rdated to managing internationd financid crisesis anew set of recommendations that
it is a consegquence of the latest eventsin emerging market countries. The working group in charge of
developing recommendations in this area, made a set of proposasthat, if implemented, will contribute to

amore expedite workout mechanism for resolving financia crises.

Due to the new redlities that have emerged and evolved during the 1990s, the working group
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agreed that the role of the international community in resolving afinancid crissis crucid for the success
of the crigs resolution. The crisis actors, comprised of governments, the private sector, internationa
organizations, and the internationd financid system, need to act cooperativey to assure an orderly
workout when a criss arises. In this direction it has been recommended that governments that both need
to restructure their debts as well as access to new resources, have to adopt and implement appropriate

policy adjustmentsto resolve their balance of payments problems.

The private sector can contribute to the resolution of afinancia criss by providing new
credits, extending loan maturities, granting grace periods or rolling over existing credits, and otherwise

restructuring payments, and in extreme cases, debt reduction.

The extreme-case scenario was defined as an exceptiona circumstance that arises despite dl the
efforts made by a government to implement adequate policies to ded with baance of payments
disequilibrium, and yet ill cannot meet their debt payments. When a government and a subgtantia part
of the private sector, including banks, are unable to meet their contractua obligationsin full and on time,
then it is recommended that the initiation of an orderly, cooperative, and comprehensive workout could
help to serve the collective interest of the debtor, its creditors, and the international community.

The quditative difference of capita flowsin the 1990sin which agreet ded of sovereign and
private domestic debt takes the form of securities, particularly bonds held by numerous creditors, rather
than syndicated bank |oans as was the case in the past, call for enhanced coordination among creditors.

One of the legad mechanisms that has been suggested for addressing thisissue is the introduction to new
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bond issues a collective-action clause to discourage disruptive legd actions. In this direction
Sachg(1997) recommends the establishment of the functiond equivaent of the key bankruptcy code
mechanisms. automatic standdtills, private lending, and comprehendgve reorganization plans by non-
unanimity rules such as the collective clauses. To implement such recommendations, the author suggests
that it is not necessary to create an internationd bankruptcy court, only that clear Satementsin the

operating principles of the IMF be made regarding each of the workouts.

In comparison to when the official sector isleft done, the participation of the private sector in
the resolution of financid crises reduces the mord hazard effects. It is percelved that sufficient officid
assstance without commensurate commitments from the private sector may encourage both debtors and
creditors to assume excessive risks, because when a problem erupts both can Aride on the back( of the
officid lenders. Thus, private sector participation is crucid to designing market-resol ution mechanismsto

Crises.

In order to limit the impact of future temporary interruptionsin debt payments that may occur, and

S0 asto facilitate the rapid restoration of norma relations between debtors and creditors, the Working

Group on Internationd Financia Crises recommends the following guiddines:

$ A debtor unable to meet its obligationsin full should immediately initiate a dialogue with the IMF

and seek an orderly and cooperative solution to its payments difficulties with its creditors,
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A suspension of debt payments should not be undertaken as an dternative to policy reform and
adjusment or until all reasonable dternatives have ben explored. It should thus be linked to an

enhanced program of policy adjustments to encourage the prompt restoration of confidence;

A temporary suspension should thus be linked to the onset of good faith negotiations with
creditors to lengthen the maturity of existing debt and to provide time for a more comprehensive

restructuring, if needed,

The scope of any suspension of debt payments should be clearly defined, in terms of both types
of obligations and maturities covered. Those categories of obligations that are creating acute
pressure on the balance of payments and a deterioration in market confidence should be

targeted;

A temporary suspension and subsequent restructuring should treet al affected categories and

classes of creditors, including foreign and domestic creditors, fairly;

To the extent possible, secondary market trading should be fredly permitted;
Efforts should be made to encourage new lending by, where possible, granting the servicing of

such new lending greater repayment certainty;

The design of any restructured debt instruments should be determined in orderly and
cooperative discussions between debtors, including the sovereign, and their creditors. The

manner in which the restructured instruments is designed will have asignificant impact on
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confidence and subsequent restoration of market access.

After the release of the Working Group report, the G7 countries met in October 1998 on the
occason of the World Bank and IMF mesetings, and called the attention of their ministers of finance and
centrd bank governorsto pursuing further proposals to strengthen the internationa financia system.

Among them are the following:

$ Examination of the implications of operations of highly leveraged (hedge funds) and off-shore
indtitutions, including with a view to encouraging off-shore centres to comply with internationdly

agreed standards;

$ Egtablishing a process for surveillance of the internationd financia system that draws upon
nationa and internationa regulatory and supervisory experts and brings together the key

indtitutions and authorities to improve cooperation;

$ Maintaining sustainable exchange rate regimes in emerging markets countries backed by

macroeconomic policies that promote sability;

$ Promoting a greater role for the private sector in containing and resolving crises.

These recommendations are criticaly important, moreover, the internationa organizations need
to give them their full attention, so that the uneven crigs resolution of the 1980s, in which dl the financid

and economic burdens were placed on the debtor countries, is not repeated. Fair, even, and transparent
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workouts are a necessary precondition for the voluntary participation and negotiation of the affected
partiesin afinancid crigs. Furthermore, as we observed in Section 111, the most volatile capitd flows are
those that are short term, the ones that fly from market to market in the search for high returns. Thistype
of highly speculative capitd should not have an easy ride via a country:s internationd reserves or through
the officid assstance: it must be part of the resolution mechanism, and be ready to bear the lossesif it

that isthe case.

4.8.1 International Lender of Last Resort

One of the issues in the internationa agenda that has provoked a heated and
controversd discusson isthe proposd for the creetion of alender of last resort inditution. This
ingtitution would take care of liquidity problems in economies, when markets are not willing to funnd
financia resources to the government or to the banking system. In some countries it isthe centra bank
that performs that task, while in others it may be the Treasury or a specidized ingtitution. The basic
lender of last resort role is associated with the prevention and moderation of financid crises. When a
criss eruptsin a country, central banks that are in charge to act as lender of last resort, print money to
inject liquidity to the market through open market operations, or through the discount window to specific
ingtitutions, thereby expanding the rate of growth of domestic credit. However, when the latter is greater
than the rate of growth of money demand, a country loses reserves gradudly, originating a currency
crigs. Domedtic indtitutions cannot issue hard currency to replenish their countries internationa reserves,

therefore, an internationa lender of last resort acting as an internationa  centra bank, that could lend

77



reserves to countries that, in spite of having sound macroeconomic programsin place are victims of

contagion effects from other crises countries.

Accordingly, for the gability of internationd financid markets, the internationd system needs a
sort of arrangement that can act aslender of last resort channeling hard currency to countries on the
verge of afinancia crises due to contagion. Since the debt crises in thel980s, and with greet emphasis
snce the Mexican crissin 1994, the IMF hasincreasingly been taking on the role of internationa lender
of lagt resort. At the end of 1997, the IMF introduced the Supplemental Reserve Facility(SRF), which
can make short-term loans in large amounts at pendty rates to countries in crisis. SRF loans have been
made to Korea, Russa, and Brazil, subject to policy conditiondity. With the increment of the member
countries quotasin effect snce January 1999, the IMF is congdering the possibility, as was suggested
by President Clinton, of introducing a contingent or precautionary facility to supplement the reserves of
countries threetened by acrisis but not yet in one.

The IMFisnot acentra bank, but isthe only internationa financia ingtitution with the resources
and technical capacity to act efficiently and on time, lending in hard currency to countries that are
experiencing speculaive attacks on their currencies due to contagion effects. An indtitution acting as an
internationa lender of last resort would introduce a degree of confidence in the functioning of the
markets, promating internationd financid gtability. This function has to be performed in countries with

sound economic programs, in order to minimize mora hazard incentives.
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V.CROSS COUNTRY ANALYSS

The am of this section is to anayze the performance of ten countries that suffered either a currency
crises, a banking crises or both during the 1990s. These countries have been classified into three groups.
The firgt group is formed by three Nordic countries that experienced financia crisesin the early 1990s.
The second group is comprised of four Latin American countries. Venezudlawhich endured a currency
and banking crisesin the mid 1990s; Mexico and Argentina, both of which experienced afinancid crises

in the mid 1990s, and Ecuador, acountry inwhich, at the moment this paper is being written, a
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profound currency and banking crisesis developing. Thefind group is comprised of the three Asan
countries that have been hit hardest by the 1997 financia crises: Indonesia, Korea, and Thailand.
Throughout the analys's, indicators that were sdlected from different theoretica and empirica studies,
conducted in turn by various authors and international organizations, are used to assess the behavior of
the countries within each group. These works have ben reviewed elsawhere in this paper and serve as
the bagis for the organization of this Section. We have adso incorporated anayses of the financid
gatements of the banking sysems and have aggregated additiond indicators to measure the banking

performance for each country during the crisis period.

Table 5.0 Selected Indicators of Currency Crises

Indicators First Generation Second Generation
Red Effective Exchange Rate X X

Fiscd Deficit X

Level of Reserves X

Current Account Deficit X X

Terms of Trade Deterioration X
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M2 to Reserve Expansion X
Domestic Credit Expansion X
Wage Hexibility X
Contagion Effects X
Herd Behavior X

Table 5.0 organizes the indicators according to the their use in first-and/or second-generation models of
currency crises. We have sdlected ten indicators of which four belong to first- generation models and six

to second generation models. Two of the indicators were used in both models.

Table 5.1 Sdected Banking Cridgs Indicators

Indicator M acr oeconomic Financial Liberalization Banking Sector

Real Effective Exchange X
Rate*

Current Account Deficit* | X

Errrors& Omissions X
M2 to Reserve* X
M2 multiplier
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Terms of Trade* X
Credit to private X
sector/GDP

Ratio to Loan growth to X
Nomina GDP growth

M2toM1 X

Financial Account/GDP X

Short-term capital X
inflow/GDP

Net foreign X
LiabilitiesDomestic
Assets

Contagion Effects* X

Herd Behavior* X

Loan to Deposit Ratio

Provision %Gross Income

Deposit/Liablities

X | X | X [ X

Net Interest Margin% of
Gross Income

Loan to the private sector X
growth

The banking crigsindicators have been divided into three sub-groups, according to their characteristics.
Thefirst group of indices are macroeconomic and are related to the real and financid sectors. The
second group are indicators that purport to measure the financid liberdization implemented by different
governments, while the third group are related to the banking sector. Those indicators marked with an

agterisk, which are mainly macroeconomic, are used to andyze a currency or abanking crises.
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5.1. The Financial Crisesin the Nordic Countries

During most of the 1980s and early 1990s, the banking systems of the Nordic countries were extremely
regulated. Interest rates were controlled and were tied to rates that were only infrequently changed. The
monetary authorities imposed quantitative restrictions on credit operations through direct credit ceilings
and redirection of the dlocation of credit, forcing the banking system to maintain liquidity ratiosin the
form of mandatory investmentsin bondsissued by the government to finance housing projects. The
liquidity operations of the central bank were performed through asystem of quotas, and reserve
requirements were the only monetary tool used to conduct monetary policy. Cepitd flows were
controlled, and foreign banks were not dlowed to establish subsdiaries. The supervisory and
regulatory indtitutions lacked the lega and technical capacity to enforce prudentid behavior on banking
system operations. No strict enforcement of capita-adequacy requirements were in place, and no
regulations existed on cross- ownership between financid and nonfinancid inditutions.
This began to change in the 1980s. Finland authorized foreign banks to start operations in 1982;
Norway in 1986, consented to foreign banks open subsidiaries, and Sweden dlowed foreign banks to
operate through branch officesin 1990.

Norway removed its foreign exchange controlsin 1989-91, and Sweden began its
deregulation in 1986-88. In the case of Finland, however, which commenced its financid liberdization
effortsin 1984, it was not until 1991 when al cross-border short-term capitd movements were

liberdized.
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In Sweden, interest rates ceilings were removed in 1985, and Finland alowed dl interest rates to float
in 1988. Norway removed interest rate declarations with the central bank in 1985, but an interest rate
monitoring system was introduced. In dl three countries reserve reguirements were eased and
supplementary reserves were diminated in the mid-1980s. Through the liberdization of the financid
systems, the monetary authorities started to relying on open market operations for the conduct of
monetary policy. The Nordic countries therefore began their financia liberalization from a date of
financid represson and due to the credit rationing schemes that were in place prior to liberaization,
banks went to a frenzy borrowing activity, leading to aloss of efficiency in the dlocation of capitd. In
1986-87, Norwegian finance companies were the first to show the effects of the emerging criss.
Further problems emerged in the banking system in 1988-89, and in 1991 Norway fdl into a profound
criss, mainly attributable to credit expangon. In the same year, 1991, Finland had to rescue one of its
mgor banks, while Sweden had to ball out its third largest bank. Accordingly, the banking crises of the

Nordic countries unfolded at the end of the 1980s and the beginning of the 1990s.

Chart 5.0 Nomina Loan to the Private Sector-to-Nomina GDP
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the expansion of the loan portfolios to the private sector were explosive. In the case of Finland, the
ratio, which in 1985 was 61.3 percent of GDP, had increased to 95.3 percent of GDP by 1991.
Norway started with aratio of 44.3 percent of GDP in 1985, which reached its peak with a 64.6
percent participation in 1989. Sweden began the period with aratio of 39.3 percent of GDP; by 1990
theratio represented 58.2 percent of GDP. Another indicator extracted from the banks balance sheets

to measure the rapid increase in their loan portfoliosis the loans to deposit ratio shown in the next table.

Table 5.2 Loans-to-Deposit Ratio
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Fnland Norway Sweden

1985 99.27 100.43 99.91

1986 104.38 130.66 101.88
1987 105.06 129.8 115.85
1988 111.88 131.07 138.39
1989 128.18 129.77 155.49
1990 127.53 128.01 1535

1991 125.71 120.63 124.14
1992 117.93 114.38 125.04
1993 107.42 114.78 96.25

Source: Bank Profitability. Financid Statements of Banks. OECD

A ratio above 100.0 means that the banking system as awhole is using other sources than depositsto
fund its loan portfolio. This can lead to operations in the interbank market to obtain short-term funds (in
some cases overnight funds) to fund working capital 1oans, normaly 90 days, or to fund medium-term
loans, thereby increasing the maturity mismatch and hence the liquidity risk.

Another option, isto fund domestic loans with foreign credit lines in which the banking
system assumes the foreign exchange risk, and ultimately, the credit risk. In dl three countries theratio
inmost of the period was well above one hundred percent. In the case of Sweden theratio exceeded
the upper limit of the index by more than fifty percent in the years preceding the crisis. In Norway and
Finland the ratios reached their highest vaues two years prior to the crisis. Thergpid increasein lending
brought about information problems to the banking system, and, in accordance with the theory,

problems of adverse selection and mora hazard incentives were present during the boom period.

86




The financid degpening experienced by the Nordic countries did not trandate into an increase in savings,
to the contrary, savings plummeted during the crisis period, with the exception of Norway, ascan be

seen in the next table,

Table 5.3 Gross Savings-to- nomina GDP

1985 1986 1987 1988 1989 1990 1991 1992 1993

Fn 2315 | 2275 | 2265 | 2476 |2651 |2525 |1842 |16.62 | 1824

Nor 32.1 2662 | 2681 |2615 |27.16 |2684 |2618 | 2534 | 2578

Swed |1868 | 1955 |1947 |1958 | 19.72 |18.07 | 1575 | 1467 | 137
Source: Internationd Financid Statigtics. International Monetary Fund.

In Finland, savings declined from a peak of 26.5 percent of GDP in 1989 to 16.6 percent the year of
the crigis. In Sweden the same behavior can be observed: savings declined from 19.7 percent of GDPin
1989, to 14.7 percent in 1992, the year of the crisis. Norway, which is endowed with vast oil reserves,

managed its economy to maintain stable level of gross savings during the period 1986-1993.

Net household savings as percentage of net disposable income declined in Finland from 5.7 percent to -
1.6 percent between 1980-1988. In Norway the ratio declined from 5 percent in 1984 to -2.5 percent
in 1985; in Sweden the ratio declined from about 6.5 percent, the ratio declined to -3.9 percent

between 1980-1987.
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According to banking statistics, most of the household borrowing was channeled into purchases
of consumer durables and red estate. In Finland, the ratio of household indebtedness to net disposable
income increased to about 90 percent in 1990 from 45 percent in 1980; and in Norway, to 175 percent

in 1989 from about 90 percent in 1980.

The three Nordic economies are very open, as we can seein the next table, and are therefore very

sengtive to movementsin the red exchange rate and the terms of trade.

TABLE 5.4 Indicators of Trade Openness

Export/Gross Domestic Product

Import/Gross Domestic Product

Finland:1985-1993 26.29 25.47
Norway: 1985-1993 37.79 34.1
Sweden:1985-1993 31.37 29.69

Source: Internationa Financid Statistics. IMF.

The three countries have aratio of exportsto GDP greater than 26 percent, Norway being the country

with the highest ratio, which averaged 37.8 percent in the period 1985-1993. By the same token, the

ratio of imports to GDP during the period 1985-1993 is very high, averaging more than 25 percent in

Finland, 34.1 percent in Norway, and 29.7 percent in Sweden.

Prior to the currency and banking crises, the three countries: exchange rates were experiencing a
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redl-overvauation, as can be observed in the next table. In the case of Norway the terms of trade
deteriorated markedly at the beginning of the period due to the fdl in oil pricesin the second haf of the
1980s. This situation prompted the Norwegian authorities to devalue the kroner by 10.7 percent in
1986. The other two countries, Finland and Sweden, did not experience dramatic changesin their terms

of trade during this period.

TABLE 5.5 Terms of Trade

1985 1986 1987 1988 1989 1990 1991 1992

Finland | 83.96 92.6 96.77 98.95 104.04 | 100 98.04 93.81

Norway | 84.61 70.61 78.06 84.95 102.86 | 100 104 108.66

Sweden | 85.42 96.51 97.73 98.9 100 100 100 98.99
Source: Internationa Financid Satistics. IMF.

TABLE 5.6 Redl Effective Exchange Rate*

1985 1986 1987 1988 1989 1990 1991 1992

Finland | 97.2 93.9 92.8 95.3 98.7 100 91.6 75.1

Norway | 98.3 95.5 99.3 101.3 100.6 100 99.3 9.1

Sweden | 88.9 90 89.8 93 100.1 100 99.5 99.8

!A redl effective exchange rate index is defined as a nomind effective exchange rate index
adjusted for relative movements in national price or cost indicators of the home country and sdlected
countries. An increase in the index reflects an gppreciation.
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Source: Internationa Financid Satigics. IMF

The capita account liberadization that took place in the Nordic countries provoked important capital
inflows to the three countries, enough to finance the current account deficit generated by the demand
expanson, and to accumulate reserves.

TABLE 5.7 Financid Account to GDP

Year Fnland Norway Sweden
1985 2.68 23 -2.87
1986 -2.97 3.92 0.19
1987 8.11 5.78 0.48
1988 2.02 4.99 1.59
1989 3.06 2.08 5.15
1990 9.2 -0.66 8.39
1991 3.46 -6.44 -0.56
1992 2.89 -1.33 4.13
1993 0.4 5.66 6.2

Source: Internationa Financid Satigics. IMF

Aswe can observe from the above table, the capitd inflows to Finland sharply increased in 1987 and
in 1990, reflecting the financia and capita account liberdization measures adopted by the government.
In 1987, severd domestic regulations were lifted to let the market operate more fredy, and redtrictions
on long-term foreign borrowing by corporations were removed. In 1990 dl remaining regulaions on

foreign currency loans were abolished, increasing the externa funds channeled by the banking system. In
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the case of Norway, foreign borrowing by banks was liberalized in the early 1980s,; as a consequence,

capita inflows during the 1980s were positive. Sveden, a late reformer, removed the remaining foreign

exchange controls in 1988, and in 1990 foreign banks were authorized to operate through branch

offices. In those two years, capitd inflows through the banking system increased subgtantidly. These

periods of capital inflows are related to the dramatic increase of loans to the private sector, and the

overexpansion of the loan portfolios related to the non-bank deposits in the banking system. The next

three tables illudtrate the net foreign assets of the banking system for the three countries divided into

monetary authorities(central bank) and deposit money banks position.

TABLE 5.8 Finland: Net Foreign Assets of the Banking System ( share of GDP)

1989 1990 1991 1992
Foreign assets of -12.12 -16.08 -13.55 -14.76
the Banking system
(net)
Monetary 4.83 7.12 6.94 5.78
Authorities (net)
Deposit Money -16.95 -23.2 -20.49 -20.54
Banks (net)
Foreign Assets 18.54 19.04 20.44 23.65
Foreign Liabilities 35.49 42.24 40.93 44.19

Source: International Financial Statistics. IMF. Author=s eaboration
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TABLE 5.9 Norway: Net Foreign Assets of the Banking System (share of GDP)

1989 1990 1991 1992
Foreign assets of -0.26 0.81 4.47 10.23
the Banking System
(net)
Monetary 134 12.54 10.28 9.92
Authorities (net)
Deposit Money -13.66 -11.73 -5.81 0.31
Banks (net)
Foreign Assets 6.23 6.39 7.01 10.06
Foreign Liabilities 19.89 18.12 12.82 9.75

Source: Internationa Financial Statistics. IMF. Author=s eaboration

TABLE 5.10 Sweden: Net Foreign Assets of the Banking System(share of GDP)

1989 1990 1991 1992
Foreign Assets of -14.05 -19.86 -16.82 -4.57
the Banking System
(net)
Monetary 4.91 7.63 6.9 10.46
Authorities (net)
Deposit Money -18.96 -27.49 -23.72 -15.03
Banks (net)
Foreign Assets 15.15 17.85 18.83 22.82
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Foreign Liabilities 34.11 45.34 42.55 37.85

Source: International Financial Statistics. IMF. Author=s eaboration

As can be observed from the above three tables, the deposit-money banks had open foreign exchange
positionsin which foreign ligbilities exceeded foreign assets. Due to the currency mismatches, Sveden
and Finland were the countries most exposed to currency fluctuations, and the countries that thus bore
the highest banking resolution costs after the depreciation of their currencies. The gap in net foreign
assetsisfilled with loans to the private sector denominated in foreign currency, thus transferring the
exchange rate risk to the borrowers. However, when things turn around, the exchange raterisk is
transformed into a credit risk, and the lenders are the ones that suffer the losses(see Section I11).

Capitd inflows were sufficient to finance the current account deficit and to accumulate reserves. Inthe
case of Norway, due to the decrease in capital inflows since 1989 the authorities were forced to adjust

the economy to generate current account surpluses to compensate for capitd outflows.

TABLE 5.11 Current Account Deficit (-) or Surplus (share of GDP)

year Hnland Norway Sweden
1985 -1.51 4.79 -1
1986 -1 -6.02 0.02
1987 -1.97 -4.53 -0.01
1988 -2.6 -3.97 -0.29
1989 -5.11 0.21 -1.62
1990 -5.16 3.46 -2.76
1991 -5.52 4.27 -1.94
1992 -4.65 3.54 -3.57
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1993 -1.33 3.03 -2.24

Source: Internationa Financid Stetidtics. IMF

The abovetable registers the deficit in the current account in relation to GDP. We can see that capital
inflows occasioned an overexpangon of the economy that wasimmediatdy reflected in the current
account deficit. Faced with that Situation, it isimportant for policymakers to implement adequate
economic measures to control for the expansion of the credit to correct the current account deficit, and
to diminate the boom and bust cycles that are very common with the actions taken by the economic
authorities toward financid and capital account liberdization. The prices of theindudtria sharesin
Finland, Norway, and Sweden increased very rgpidly in line with the capital inflow episodes, and the
decline coincided with the capital outflows. This means that part of the foreign capita that was
intermediated by the financid system was invested in assets provoking aboom cycle; on the other hand,
when foreign capita reversed its tendency and capital flew out of the countries, a bust cycle developed
that had adverse consequences on the banking system. Aswe can seein the next table, industrial share
prices in the three countries boomed in the years of heavy capitd inflows. Thisindicates that part of the
inflows were directed toward financia speculation, not to mention what happened in markets such as

red estate, which are prone to price inflation in the wake of capita inflows.

TABLE 5.13 Industria Shares Price Percentages Growth

1986

1987

1988

1989

1990

1991

1992

Finland

52.45

58.31

32.87

6.77

-24.53

-26.9

-5.75
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Norway

4.44

234

-13.79

62

23.46

-6.54

Sweden

63.89

18.64

11.43

38.46

-7.41

-14.89

Source: International Financial Statistics. IMF. Author=s elaboration

In the period 1985-1990, the fiscal deficit was under control in the three Nordic countries with the

exception of Sweden in 1985 and 1986. But in most of the years the governments finances registered a

surplus.

TABLE 5.14 Budget Deficit (-) or Surplus (share of GDP)
year Fnland Norway Sweden
1985 -0.81 3.35 -7.1
1986 0.11 311 -6.04
1987 -1.73 -0.06 -0.38
1988 04 -0.16 0.52
1989 181 -0.75 1.83
1990 0.18 0.53 1
1991 -6.9 -2.9 -1.52
1992 -14.75 -6.61 -4.12
1993 -13.38 -5.53 -14.88

Source: International Financid Statigtics. IMF

In the period 1991-1993, the government accounts of the three countries deteriorated markedly, due to
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both the negative growth in output, and the resources that the governments had to dlocate to ball out the

banking system. According to the economic information, domestic credit expansion was not the

dternative chosen by the economic authorities to finance the deficit, as can be seen from the next table.

TABLE 5.15 Domestic Credit Expansion

Fnland Norway Sweden
1991 6.83 -2.81 -1.66
1992 -5.23 5.37 -1.42
1993 0 -12.84 29

Source: Internationa Financid Statigtics. IMF

The option followed by the governments to finance their budget deficitswasto place sovereign debt in

the domestic and international markets. Aswe can see in the next table, the dternative to access to

foreign finance was the preferred dternative pursued by Finland and Sweden, while Norway divided

the financing dmost evenly between domestic and foreign markets.

TABLE 5.16 Budget Financing Percentage of Total Debt Allocations

Fnland Norway Sweden
Foreign Debt:
1991 66.86 43.57 94.77
1992 72.35 45.92 40.06
1993 76.1 4471 76.7
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Domestic Debt:

1991 33.14 56.43 5.23
1992 27.65 54.08 59.94
1993 23.9 55.29 23.3

Source: Internationd Financid Statistics. IMF

During 1992, the Swedish economic authorities participated very actively in the forward foreign
exchange markets, reducing the net supply of domestic-currency bonds in private hands while increasing
that of foreign-currency bonds. This operation has no incidence in the monetary base, and is equivaent
to a sterilized spot-sae of foreign reserves. Therefore, forward operations, and participation in the
foreign exchange markets, rather than centra bank financing was the option for financing the deficit and

defending the exchange rate system.

The Dynamics of the Crises

Sweden was entering arecesson in 1991, and in May of that year, immediately after its application for
admission in the European Community, the monetary authorities decided to peg the kronato the
European Currency Unit. In 1992, the Swedish economic Stuation deteriorated; its negetive regl
economic growth and increase in unemployment caled for aexpansonary policy to reectivate the
economy. Germany was running afisca deficit at that time, due to the reunification efforts, and in order
to control inflation the Bundeshank had raised interest rates. This action was incompatible with the
Swedish economic Situation, which needed lower interest rates to fuel economic growth.

This situation was perceived by the currency dealers who in August-September 1992,
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initiated an attack againgt the krona, which prompted the intervention of the centrd bank in the foreign
markets, raising interest rates to unprecedented levels. During this period, Swveden raised its margina
overnight rate to 500 percent, levd it maintained for four days. The increase in interest rates put
additiona pressure on the red economy, the financid system, and the government budget. Despite the
fact that the Swedes were able to successfully wesather the firgt attack in August-September at enormous
pain, in November 1992 the krona succumbed to a new attack: the peg system was abandon atogether
and the currency was alowed to float. The same thing happened in Finland in September 1992 and in

Norway in December 1992: both countries had to abandon the ECU peg and let their currencies float.

During this period, the Situation of the banking systems was dso deteriorating, as the provisonsfor bad
debts increased to levels that in the case of Norway in 1991, represented 94.9 percent of gross financia
income. In Sweden, the scheme implemented by the government to bail out the banking system resulted

in asubstantia reversa of provisonsin 1991 that amounted to 122.1 percent of gross financia income.

Together with the 1992 currency crises, the banking crises that erupted in 1991 were generadized in
the three countries. Thus, in the case of the Nordic countries the banking crises preceded the currency
crises; the latter were not engendered by domestic credit expansion, as we have seen in other cases.
Therefore, first generation models of currency crises do not fare well in explaining the Nordic countries
currency crises. However, the refined versons of first generation models, which take into account the
real exchange rate and the current account deficit as part of the explanation of speculative atack on the

domestic currency, are consstent with the facts. Furthermore, the second generation or expectationa
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models explain, through contagion effects, the coordinated speculative attacks againgt the three Nordic
currenciesin 1992, which were perceived as having the same economic problems that were
unsugtainable with an exchange rate peg to the ECU. Contagion due to Smilaritiesin economic

fundamentals and trade linkages to third countries were both present in the Nordic crises.

In the case of the banking crises, financid liberaization and capital account liberdization together with
week supervisory and regulatory inditutions were a the center of explaining the crisis. The decision to
liberdlize the banking system was taken before the strengthening of the supervisory and regulatory
inditutions. Those inditutions, which were accusomed to controlling financid inditutionsin an overly
repressed financid market, were incgpable of controlling a banking system in an open and free-market
environment. Financid and capital account liberdization induced an explosve credit growth to the

private sector, generating problems of adverse sdection and mora hazard incentives.

The exchange rate system and the leve of internationd interest ratesinduced domestic
borrowers to prefer |loans denominated in foreign currencies assuming that the government was
committed to maintaining the peg; therefore, the banks intermediated the capitd inflows. The outcomes,

asusud, proved the assumption false and the economies were sacked by atwin criss.

In summary, the factors that led the Nordic countries to experience afinancid criss, were:

$ Large, private current-account deficits built up overhesting pressures in the economy and the

financid system, which werereflected in property prices and in slock market vaue;
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Exchange rate overvauation and incompatibility between the ECU peg and domestic policies
put pressure on the conduct of monetary policy. The commitment of the governmentsto
maintaining the new peg to the ECU provoked amassive interbank borrowing of foreign
exchange by the banking system which on-lent those funds to corporations and households,
both of which were stimulated further by anew market environment that was prompted by the

implementation of financid liberdization actions and capital account openness,

Net foreign assets of deposit money banks were extremely negative in the three countries,
revealing wide-open podtion in foreign currency, making the Nordic economies vulnerable to
domestic and externd shocks. Capital inflows and the strong pre-crisis economic performance
of the three countries led to a credit boom, which was reflected in the high ratios of loansto

depogt in the banking system, aggravating the vulnerability of the economy;

Financid liberdization, and capital account openness were implemented within awesk
regulatory and supervisory framework. Lack of enforcement of prudentia rules, capita
requirements and cross-ownership between financia and non-financid inditutions, led to
connected-lending practices. Coming from an extremely controlled and repressed financia
market, financid inditutions lacked the expertise in implementing and managing sound credit-risk

systems;
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$ With the exception of Sweden, theratio of broad money to internationa reserves experienced
an important increase during the crises, making international reserves vulnerable to arun on

banking system deposits;

$ The banking crises experienced by the three Nordic countries preceded the currency crises.

5.2 The Cases of Venezuela, Mexico, Argentina and Ecuador

In this part of the paper we are concerned with the financid crisesin four Latin American countries, that
took placein different years during the 1990s. Venezudain 1993-1994, was the first country to have a
currency and banking crises. At the end of 1994, Mexico experienced atwin crigs, and during the three
first months of 1995 Argentina had a short-lived banking crisis. Ecuador, a the moment of writing this
paper, is experiencing a profound currency and banking crisis, which erupted in the second part of

1998. Events are continuing to unfold very rapidly; therefore, specid andysis of the Ecuadorian crisis

will be made.

5.2 TheVenezudan Crisis, 1993-1994

Venezuelaisavery ail rich country, Taking advantage of that Stuation, governments during the 1970s
and agreat part of the 1980s implemented populist macroeconomic policies, which included
widespread government intervention in the economy supported by high public spending. Exchange rate
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overvauation and price subsidies on gasolines and public services were widespread, to anchor domestic
inflation. 1t was not until 1988, when aformer president, with renewed market-oriented proposals won
the ections, that Venezudaintended to change its economic modd. Right after the inauguration, the
new government gpplied a neo-liberd program that introduced deep reforms; among them, an exchange
rate correction and the eimination of price subsidies, which occasioned awave of riots around the
country. Part of the program was the dimination of the multiple exchange rates fixed by the government.
In March 1989 the balivar, the nationa currency, was dlowed to float, leading to a 154 percent
depreciation againg the officid rate. Actudly, this brought the new officid rate into linewith the black

market rate.

The financid sector reforms were an important component of the structurd reforms thet the
government was consdering to implementing. In this direction the government presented to Congress a
project to change Venezue acs obsol ete banking law, which had been untouched for many years.
However, Congress did not deliver on government expectations, and the new law was not approved
until the end of 1993. Therefore, financid liberdization and capita account liberdization were
implemented within the old framework. As can be seen later in this section, the Centrd Bank of
Venezuela recognized as one of the causes that determined that country:=s banking crissin 1993-1994
was the lack of an adequate supervisory and regulatory framework to control financia operaionsin a

more open and competitive environmen.

Normdly, financid liberdization and capital account liberdization lead to a credit boom to the private

sector; however, this was not the case in Venezud a, as can be seen in the next chart.
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CHART 5.1 nominal Loansto the Private Sector(share of GDP)

1088 1889 1980 1991 1982 1993 1994 1895

|:| Venezuela

The year tha financiad liberalization was implemented, the ratio of loansto the private sector to GDP
decreased from 29.92 to 20.25 percent; theresfter, the ratio stabilized at around 18 percent, and began
to plummet in 1993 when the banking crisis unfolded. In 1993 banks increased their liquid reserves and
darted to invest their fundsin central bank and government securities. That same year, reserves and

government securities accounted for 27.94 percent of tota assets; in 1994 that figure reached 51.3

103



percent of total assets.

The same behavior can be observed in the next table in theratios of loans to the private sector granted

by deposit money banks to the non-bank public deposits.

TABLE 5.17 Loansto Depost Ratios in Depost Money Banks

1988

1989

1990

1991

1992

1993

1994

1995

102.4

82.33

61.55

61.13

72.27

64.44

36.3

39.73

Source; Internationa Financia Statistics. IMF. Author=s € aboration

Except for 1988, when the ratio was above the one hundred mark, |oans were lower than depodts; in

1993-1994 the years of the criss, loans represented near 3/8 of the deposit base. Therefore, we can

conclude that the Venezuelan banking crisis was not a case of credit expansion to the private sector,

other factors accounted for the criss which are andyzed in this paper. However, in spite of alack of

financid degpening, the savings rate remained above the 20 percent leve to GDP, in line with the

performance of the export sector.

TABLE 5.18 Gross Savings (share of GDP)

1988

1989

1990

1991

1992

1993

1994

1995

20.99

20.29

26.52

21.92

18.17

15.55

19.03

20.17
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Source: International Financial Statistics. IMF. Author=s e aboration

TABLE 5.19 Indicators of Trade Openness (share of GDP)

1989 1990 1991 1992 1993 1994 1995

Exportsof | 33.86 39.45 31.35 26.35 26.96 30.86 26.78

Goods and
Services/G
DP

Importsof | 22 28 20.19 26.23 28.91 27.18 22.3 21.31

Goods and
Services/G
DP

Source International Financid Statistics. IMF. Author=s e aboration

Aswe can observe from the above table Venezuela by Latin American sandardsis a very open
economy but from the export sideit relies heavily in il exports; thus, it is exposed to externd shocksin
the terms of trade, which started to deteriorate in 1991, reaching its lower level in 1993-1994, aswe
can seein the next table. Oil exportsin Venezuela account for 55.1 percent of total exports; yet, taking
into consideraion other minerals such as duminum, lead and stedl, state-owned enterprise exports

represent 85.2 percent of total exports.

TABLE 5.20 Terms of Trade

1988 1989 1990 1991 1992 1993 1994 1995
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72.2 91 100 82.6 79.4 74 74.8 77.6
Source: Inter-American Development Bank.

In spite the decision to float the bolivar in 1989, the real exchange rate did experience an appreciation

during the period of 1991-1995.

TABLE 5.21 Red Effective Exchange Rate?

1988 1989 1990 1991 1992 1993 1994 1995

75.6 88.8 100 93 89.6 85.5 89.5 71.6
Source: Inter-American Development Bank

The net financid account did not register important capita inflows to the country; the highest inflow was
registered in 1992 when capital inflows represented 5.3 percent of GDP, as can be seen in the next
table. From the other side, the net foreign asset pogition of the deposit money banks was postivein the
period 1991-1995, meaning that foreign assets exceeded foreign liabilities even though it was by a
narrow margin. In the aggregate, for the banking system as awhole, the net foreign asset position was
solid, thanks to the net foreign assets of the monetary authorities, as can be observed in Table 5.23.
Again, the figures demondirate that in the case of Venezuela, crises can be put at bay, relying on the

country=s natural resource endowment.

?|n this case, the real effective exchange rate index is defined as anomind effective exchange
rate index adjusted for relative movementsin foreign prices of selected countries and nationd price or
cost indicators of the home currency. A decrease in the index reflects an appreciation. Thisindex is used
in the cases of Argentina, Mexico, and Ecuador.
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TABLE 5.22 Financid Account(share of GDP)

1988 1989 1990 1991 1992 1993 1994 1995

-1.95 -6.27 -4.45 4.7 5.3 3.98 -5.83 -4.44

Source: International Financial Statistics. IMF. Author=s eaboration

TABLE 5.23 Net Foreign Assets of the Banking System (share of GDP)

1991 1992 1993 1994 1995
Foreign Assets | 22.84 19.95 18.52 16.3 14.33
of the Banking
System (net)
Monetary 20.78 17.74 16.21 14.21 13.08
Authorities
(net)
Deposit Money | 2.06 2.21 2.31 2.09 1.25
Banks (net)
Foreign Assets | 2.8 2.74 2.9 2.22 1.37
Foreign 0.74 0.53 0.59 0.13 0.12
Liabilities

Source: International Financid Statistics. IMF. Author=s elaboration

The current account was aways in surplus, except for the 1992-1993 period, due to a deterioration of
the trade and services balance and the fiscal deficit. Therefore, the economic expanson was not the
result of capital inflows that generated a credit boom and a subsequent consumption or investment

overexpangon.

TABLE 5.24 Current Account Deficit(-) or Surplus (share of GDP)
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1988

1989

1990

1991

1992

1993

1994

1995

-9.62

5.05

17.04

3.36

-6.2

-3.32

4.35

2.61

Source: Internationa Financial Statistics. IMF. Author=s Elaboration

During the period 1989-1991, which coincides with the implementation of market-oriented policies, the
budget was under control; in 1991 asurplus of 1.99 of GDP was recorded. Beginning in 1992, when
political problems started unfolding, Venezudaregistered afiscd deficit of -3.10 percent of GDP. In the
two successive years, when the banking criss erupted, the deficit was

-2.291in 1993 and -5.60 in 1994. In the latter two years, the government decided to finance the deficit
and bail out of the banking system through domestic credit cregtion, as we can see in the next table.
According to central bank estimates, in 1994, base money increases represented 9.4 percent of GDP, a
gtuation that forced Venezuelainto a currency crisis.

TABLE 5.25 Monetary Authorities: Claims on the Centrd Government and Nonbank Public
Financid Inditutions (share of GDP)

1991 1992 1993 1994 1995

Claimson
Central
Government

8.08 6.69 6.58 7.29 7.6

Claimson 0.5
Nonbank Public
Financial
Institutions

Source: International Financial Statigtics. IMF. Authors Elaboration

0.37 0.28 9.37 9.92

The Dynamics of the Crigis
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During 1994-1995, central bank credit to the nonbank public financid ingtitutions increased
dramatically, because the government decided to fund the operations of the deposit insurance
corporation (FOGADE) to bail out the banks. In October 1993 runs on the country:=s second largest
bank led the authorities to close it in January 1994. Due to the injection of extra liquidity to the
economy, inflation in 1994 increased to 60.8 percent in relation to 1993, while in 1996 inflation it
neared to the 100 percent mark. The exchange rate depreciated rapidly: 60.9 percent in 1994, 70.6
percent in 1995 and 64.3 percent in 1996, causing a profound deterioration in economic growth. The
government imposed exchange rate controls in July 1994 to stem capitd flights. Red GDP growth was
0.3 in 1993 &fter growing a hedlthy 6.1 percent in 1992; in 1994 economic growth was negative 2.3,

pushing Venezueato the worst of scenarios, high inflation coupled with an economic recession.

The politica stuation deteriorated during 1992, and in 1993, Congress decided to depose the president
of Venezuela on corruption charges. The financid crisis erupted at the end of 1993, during the interim
period before anew president was eected. The new president, Sarted his five- year term in February
1994, inherited a profound financid crigs that according to estimates, taking into consideration direct
fiscal costs and indirect or quasifisca costs, had aresolution cost of 17 percent of gross domestic
product (see Section I11).

In spite of domestic credit expanson internationa reserves were not affected because the government
had a floating exchange rate system in place, which reflected in its nomind leve the conditions of the

economy. So the domestic credit expansion did not lead to a depletion of internationa reserves which
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remained a hedlthy levels, covered by large imports of goods and services as can be seen in the next
table. Short-term debt to total debt represented only 12.5 percent in 1993 and 10.1 percent in 1994.
This meant that short-term debt related to internationa liquid reserves represented 50.8 percent and
46.3 percent in 1993 and 1994, respectively. Then, foreign short-term debt was not a constraint for the

Venezue an economy.

TABLE 5. 26 Internationa Reserves to Imports of Goods and Services (expressed in months)

1988 1989 1990 1991 1992 1993 1994 1995

6.1 5.16 10.18 9.45 6.57 6.78 7.43 4.58

Source: Internationa Financial Statistics. IMF. Author=s Elaboration

Thefinancid crigsin Venezuela can be regarded as a criss of bad banking practices dueto a
week supervisory and regulatory framework, exacerbated by poorly implemented macroeconomic
policies and adverse politica events. In the aftermath of the banking criss, the government discovered
fraudulent practices by bankersin avery complicated web of connected businessesin and out of the
country. Moreover, there were cases in which, the liquidity injected into the banks by the credit
protection agency, which was substantia, was diverted by the bank=s adminigtrators to the exchange
market, to channel foreign currency abroad for their own benefit. The government has judiciary demands

againg the bankers for fraud, money laundering, and peculation in both Venezuela and the United
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States.

In its 1994 economic report the central bank of Venezuela, lists some of the possible causes that

generated the 1993-1994 banking crisis.

$ A wesk supervisory and regulatory framework reinforced by obsolete banking laws. The new
law that was approved by Congress in 1993 began its implementation in January 1994, just

when the crigs unfolded;

$ Deterioration of the macroeconomic and politica environment;

$ Excessive credit-risk behavior by bankersin the absence of an adequate control and regulatory

framework;

$ Lack of trangparency and disclosure of information on the part of the banking system;

$ Fraudulent banking practices, as the one implemented in the Amesas de dinerof which attracted
depogits of Venezudan residents denominated in foreign currency, channelling them to off-shore
related ingtitutions to finance businesses connected to the banks administrators and owners.
The deterioration of the macroeconomic and politica environment, and the increase in interest ratesin
the U.S. beginning in 1994, led the sound banks to change their portfolio composition to control for

adverse selection problems and moral hazard incentives. Credit to the private sector as percentage of
total banks assets plummeted from alevel of 61.7 percent in 1992, prior to the crisis, to 34.2 percent in
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1994, the year of the crids, aggravating the economic situation in Venezuda The economy that grew
6.1 percent in 1992, declined sharply to a negative 2.3 percent in 1994. Banks alocated their fundsin
government paper issued ether by the centra government or by the central bank. In 1992, investments
in public-sector papers represented 4.5 percent of total assets, whereas in 1994, the participation
increased to 34.1 percent of total assets, a sgnificant reversa on investment decisions. The banking
crigsin Venezuda, like those in the Nordic countries, preceded the currency crisis.

5.3 Mexico, 1994-1995

In September 1982 Mexico sounded an unexpected darm to the internationd financial community,
announcing that the country was not able to meet its next debt payments. An internaiond financia
rescue package was subsequently put together under the direction of the U.S. Treasury and the
International Monetary Fund. Beginning 1983, in the midst of the debt crisis, Mexico implemented a
comprehensve reform program directed toward economic liberdization. The criss was so profound that
Mexico had to nationalize the banking system to avoid the collgpse of itsfinancid system. After years of
high inflation, Mexico pegged its peso to the dollar in December 1987, using the exchangerate as a
nomina anchor to lower inflation. The latter decison, was part of the Solidarity Pact that froze prices,
wages and the exchange rate through an agreement among government, business and labor unions.
Starting in 1989, Mexicos fixed rate againgt the dollar became a pre-announced crawling peg that
alowed for some depreciation each year. At the end of 1991, the government introduced a band for the
exchange rate, the upper edge of which wasto rise dowly over time, potentidly alowing dow

depreciation, while the lower band remained congtant. The latter system remained in place until 1994,

when the peso collapsed in the foreign exchange markets.

After adecade of state ownership of the banking system, Mexico began banks privatizing in 1992. At
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the sametime, financid and capita account liberaization dso took place, though this happened under a

weak supervisory and regulatory framework as the post-collapse evidence shows. As can be observed

from the next chart, credit to the private sector from the banking system grew from 11.3 percent of

GDPin 1988 to 41.9 percent of GDPin 1994.

CHART 5.2
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After reaching its peak in 1994, loansto the private sector plummeted in the aftermath of the cris's,
contributing to the deterioration of the banking systerrrs balance sheets. According to the IMF
internationa financid gatigtics, loansto the private sector, which had in 1993 a participation over
deposit money banks total assets of 93 percent, declined in 1995- the year of the crisis- to 68.4
percent. In the following two years, loans to the private sector declined further to 47.6 percent and 42.8
percent in 1996 and 1997, respectively. To control for adverse selection problems and mora hazard
incentives, banks decided to stop lending to the private sector, changing their portfolio composition.
Liquid reserves and credit to the nonbank financid inditutions increased their participation over tota
assets from 1.66 percent in 1994 to 25 percent in 1995. In the following two years the participation
increased to 48.8 percent and 49.2 percent of total assets, further contributing to the deterioration of
economic conditionsin Mexico. Gross domestic product had a negative growth of 6.17 percent in
1995; the next year, nationa production recovered somewhat to positive 5.18 percent, but the

increment did not compensate for the real production decline in the year when the crisis erupted.

The loan to deposit ratio, was under the 100 percent benchmark, except in 1995, when the index was

102 indicating a period of money market short-term funding of part of the loan portfolio.

TABLE 5.27 Loansto-Deposit Ratio

1991 1992 1993 1994 1995 1996

0.7 0.84 0.83 0.93 1.02 0.88

Source:  Bank Profitability, OECD
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The credit expansion was directed to finance private consumption which, from an average of 68.6

percent of GDP in the period 1988-1990, advanced to 71.5 percent in the years from 1991 to 1994.

This Situation had an impact on gross domestic savings, as can be observed in the next table.

TABLE 5.28 Gross Domestic Savings-to- Nomina GDP

1991

1992

1993

1994

1995

1996

17.72

15.64

14.22

13.88

17.87

21.31

Source: International Financial Statistics. IMF. Author=s e aboration.

It isinteresting to notice that when a credit expansion takes place to finance investments, gross domestic

savings do not suffer adow down, as was the case in the Asian countries that were affected by the

financia crigsin 1997. However, when the credit expansion finances private consumption, gross

domestic savings decline, as was the case of the Nordic countries. In 1994, the year of the criss, gross

domestic savings in Mexico reached their lowest levd, to recuperate in the following years as part of the

economic program introduced by Mexico to cope with the financid criss.

Traditionaly, Mexico has been regarded as an open economy, especidly due to its close economic

relaions to the United States. However, in spite of the NAFTA agreement in the early 1990s, Mexicos

total exports did not have an important increase until the government decided to float the peso when the

crigs erupted, eiminating a protracted overvauation. In the next table we can observe such evolution.
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TABLE 5.29 Indicators of Trade Openness (share of GDP)

1992 1993 1994 1995 1996 1997

Exports of 15.42 15.25 16.83 30.42 32.46 30.22
Good and

Services/
GDP

Imports of 20.27 19.17 21.65 27.75 30.33 30.25
Good and

Services/
GDP

Source: Internationa Financial Statistics. IMF. Author=s Elaboration

Mexicas export performance after the criss wasimpressive, increasing more than 80 percent relative
to GDPin 1995, just oneyear after the crisswas reveded in December 1994. Aswe can seein the
next table, the peso was overvaued in the years before the crisis impeding the expansion of the

€economy-s export sector.

TABLE 5.30 Red Effective Exchange Rate (Index 1990=100)

1990 1991 1992 1993 1994 1995 1996 1997

100.0 90.9 85.6 80.5 85.7 115.0 105.8 91.2

Source: Inter-American Development Bank. Author=s Elaboration.
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In December 1994 the government deval ued the peso by 15 percent. The market considered the
correction insufficient, and speculative attack againg the peso took place immediately after the

deva uation was announced. This led the government to float the peso in the foreign exchange market, in
which it went into afree fdl, causing an exchange rate overshooting, and therefore an over-devauation

of the peso, as can be viewed in the table above.

Aswasthe casein the other financid crises, the case of Mexico cannot be viewed as the deterioration

of itsterms of trade, to the contrary Mexicoss terms of trade were above the 100 index during the

1990s, as can be seen in the next table.

TABLE 5.31 Terms of Trade (Index 1990=100)

1990 1991 1992 1993 1994 1995 1996 1997

100.0 100.5 105.6 105.7 105.7 105.7 105.7 104.0

Source: Inter-American Development Bank. Author=s Elaboration.

After many years of economic reforms, Mexico began to register positive capitd inflowsin 1989, but in
only modest amounts relaive to GDP. It was not until 1990, that Mexico sarted receiving important

amounts of capital from abroad, as we can see in the next table.

TABLE 5.32 Financid Account (share of GDP)
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1990 1991 1992 1993 1994 1995 1996 1997

321 8.05 7.44 8.37 3.74 -3.66 1.86 4.69

Source: Internationa Financid Statistics. IMF. Author=s Elaboration.

Capita inflows to Mexico began deteriorating in 1994 when, from apeek of 8.4 percent of GDPin
1993, it fell to 3.7 percent of GDP next year, in part due to the higher interest rates in the United States
in 1994. In 1995, the crigs year, capitd inflows turned negative, recuperaing somewhat over the next
two years. In the next table one can observe the behavior of bond issues, as well asloan commitments

from foreign banks, prior, during and after the criss.

TABLE 5.33 Mexico: Bond Issues and Loan Commitments (Billions of U.S. dallars)

1994 First Half 1995 2-half 1995 1995 1996

13.3 31 12.0 15.1 28.6
Source: Globa Development Finance, 1998, World Bank, Washington, D.C.

The declinein private funds experienced by Mexico in the first semester of 1995 isimpressve, but the
recuperation during the second half of 1995 and beyond is aso remarkable. The policy response, and
the internationd financid package to back it, were sufficient conditions to restore confidence in the

internationa markets.

The next table shows the net foreign assets position of the banking system from 1991 to 1996. The

behavior of the net foreign assets follow a same path as the financid account, in the sense thet after the

crigsthe net foreign pogtion of the banking system dart deteriorating.
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TABLE 5.34 Net Foreign Assats of the Banking system (share of GDP)

1991 1992 1993 1994 1995 1996
Foreign 3.94 3.82 519 0.89 0.18 1.40
Assets of the
Banking
System(net)
Monetary 3.64 3.66 5.06 0.84 -0.08 1.31
Authorities
(net)
Deposit 0.29 0.16 0.13 0.05 0.26 0.09
Money
Banks(net)
Foreign 0.40 0.23 0.19 0.16 0.40 0.26
Asset
Foreign 0.11 0.07 0.06 0.11 0.14 0.17
Liabilities

Source: Internationd Financid Statigtics. IMF. Author=s Elaboration.

Due to the expansion of consumption supported by the capita inflows, the current account wasin
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deficit during the years preceding the criss. The amount of the deficit was financed by the financid
account, and the monetary authorities had resources left to accumulate internationd reserves. But the

Stuation began to reverse itsdf in 1994, the year the crisis erupted.

TABLE 5.35 Current Account (Share of GDP)

1991 1992 1993 1994 1995 1996 1997

-4.73 -6.72 -5.80 -7.03 -0.55 -0.71 -1.85
Source: Internationd financiad Statigtics. IMF. Author=s Elaboration.

Thelevd of the current account deficit was unsugtainable in the medium term. The market perceived this
when the government start changing its CETES ( bonds denominatd in pesos) for Tesobonos (short-
term financid papersindexed to the U.S. dollar), dtering the short-term profile and currency
compogtion of Mexicos externd debt. More about this Stuation will be incorporated later in the

andyss.

Thefiscd deficit was under control; consequently the explanation ofor the current account deficit comes
from private sector over-consumption and deterioration of the gross nationd savings.
Therefore, the problem in Mexico was a private current account deficit, which was financed by private

capitd inflows.

TABLE 5.36 Budget Deficit (-) or Surplus (share of GDP)
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1991

1992

1993

1994

1995

1996

1997

-0.21

142

0.33

-0.70

-0.80

-0.46

-1.35

Source: Internationa Financid Statigtics. IMF. Author=s Elaboration.

The over-expanson of credit to the private sector created a price bubble in the financial assets markets,

which registered increases higher than the consumer price index, as we can observe from the next table.

TABLE 5.37 Shares Prices and Consumer Price Growth

1991 1992 1993 1994 1995 1996 1997
Share 90.1 53.2 11.8 35.8 -11.9 425 40.4
Prices
Consumer | 22.7 15.5 9.7 6.9 35.0 34.4 20.6
Prices

Source: Internationa Financiad Statigtics. IMF. Author=s Elaboration.

During the capitd inflows period, financid-asset prices grew much fagter than the consumer price index;

and asin the other cases the bubble burst in the year of the crisis. But what was remarkable about the

Mexican case was its rapid recuperation from the criSs, asis evident from the market financia

indicators.

The Dynamicsof the Crisis

Thefinancid Stuation of the country deteriorated markedly during 1994. The centra bank had to inject
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liquidity into the financia system as economic conditions deteriorated. Confidence further eroded due to
the political assassnation of a presdentid candidate from the officid politica party and a high-ranked
public officid. A conflict dso erupted in Chigpas, threstening the politica sability of the country. The
attorney generd resigned, and a prominent banker was kidnaped. All these events precipitated a
confidence crisis on the politica and economic stability of the country. Aswe can observe from the next

table, during 1994-1995, centrd bank assstance to the financid system was substantial.

TABLE 5.38 Monetary Authorities: Claims on Deposit Money Banks and Nonbank Financia

Indtitutions (share of GDP)
1992 1993 1994 1995
Claimson Deposit | O 0.06 6.88 2.35
Money Banks
Claimson Nonbank | 1.30 1.69 2.68 4.25
Financial
Institutions

Source: Internationd Financid Statistics. IMF. Author=s Elaboration.

Centrd bank liquidity assistance to the financia sector in 1994 represented 9.6 percent of GDPin
gross terms, and 6.9 percent of GDP in 1995. Through open market operations, the central bank had
to accommodate for the decline in international reserves, increasing domestic credit very rapidly. Before
the currency crisis erupted in December 1994, the banking sector was assisted by the central bank with
liquidity operations. In the next table, one can observe that the financia Situation of the banking system

darted deteriorating in 1992, when the provisions againgt gross income began to increase.

TABLE 5.39 Provisonsof Deposit Money Banks (share of Graoss Income)
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1991

1992

1993

1994

1995

1996

5.95

11.49

17.66

24.01

39.99

46.78

Source: Bank Profitability. OECD

The stuation for the banking system reached a dramatic Situation when provisions accounted for amost
twenty five percent of the grossincome in 1994, necessitating a huge bail out from the monetary
authorities at an immense financia cost (see Section 111). In December 1994, 9 percent of bank loans
were nonperforming, and by September 1995 this share had risen to 17 percent, forcing the banking
system to increase their provisions againg bad loans. These provisions affected the capitd position of

the money deposit banks, as we can seein the next table.

TABLE 5.40 Deposit Money Banks Capital-to- Total Assets (percentage)

1992 1993 1994 1995 1996 1997

5.20 5.73 5.55 1.39 1.03 -2.51

Source: Internationd Financid Statistics. IMF. Author=s Elaboration.

The banking system in Mexico was undercapitaized before the crigs. In 1994, capitd accounts over
total assets of deposit money banks were 5.55 percent, in 1995 year of the crisis, due to the
deterioration of the loan portfolio, led the banking system to increase provisions affecting severdly the
capital accounts which declined to 1.39 percent of total assets. The Situation, was even worsein 1997
when banks capitd became negative. This Stuation also contributed to the explanation of why the

banks stopped lending to the private sector.
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The Achilles hed of the Mexican economy was its externd pogition, and dow economic growth. The
next table portrays the relation between Mexico-s short-term to long-term externa debt. Aswe
mentioned before in 1993, the Mexican government  began changing the currency denomination of its
bonds as part of a dtrategy to maintain the peso peg againgt the dollar, thereby increasing its exposure

in foreign currency.

TABLE 5.41 Short-Term Externa Debt to Tota Externd Debt (in percentages)

1991 1992 1993 1994 1995 1996

19.16 21.85 27.56 28.09 22.46 19.14

Source: Globa Development Finance, 1998, World Bank, Washington D.C.

The above table shows the relation of Mexicors total short-term debt, public and private, in relaion to
total debt. Theindex increased from 19.2 percent in 1991 to 28.1 percent in 1994, the year the crisis

took place.

According to the Bank of International Settlement, interbank lending to Mexico was growing during

1994, and more than 50 percent of it was short-term, as we can see in the next table.

TABLE 5.42 Mexico: Consolidated Cross-Border Claimsin All Currenciesand Loca Clamsin
Non-Loca Currencies

Mexico Billionsof U.S. dallars Short-term Debt (percentage of
interbank loans)
mid-1994 60.7 46.8

124



end-1994 64.6 51.3
mid-1995 59.2 49.4
end-1995 57.3 454

Source: BIS-Consolidated Banking Statistics. Author=s Elaboration.

Mexicoss short-term debt exceeded  itsinternationd liquid reserves, forcing Mexico to access the
internationa markets to fund the debt payments that were coming due. That was the function of the
tesobonaos, which were issued in very short maturities, in the absence of economic measures designed

to halt the deterioration of the externd sector.

TABLE 543 Short-Term External Debt to International Reserves (times)

1991 1992 1993 1994 1995 1996

121 1.28 143 6.10 2.19 154
Source: Globa Development Finance, 1998, World Bank, Washington D.C.

Aswe can observe in the above table, short-term externa debt exceeded Mexicos internationd liquid
reserves. In 1994 (the year the crisis began), the ratio jumped to 6.10 times due to the immense reserve
losses experienced by Mexico. The international reserves of Mexico during the period 1991-1993
covered more than three months of imports, but in 1994 (the year the Situation start turning sour),

internationa reserves covered |ess than one month of imports, avery low leve of internationd liquidity
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to cope with domestic shocks. This Stuation was greetly exacerbated by the very short maturity of the

Tesobonos, of which more than U.S.$10 hillion matured in the first three months of 1995.

TABLE 5.44 International Reserves to Imports of Goods and Services (expressed in months)

1991 1992 1993 1994 1995 1996

34 3.0 39 0.80 2.3 2.2

Source: Globa Development Finance, 1998, World Bank, Washington D.C.

On the other hand, Mexico experienced modest economic growth, with GDP growing an average of
2.9 percent in 1990-94. Consequently, capita inflows financed mainly private consumption to the

detriment of productive investments, affecting medium-term economic growth.

We can now review the case of Mexico and extract a series of events that provoked the financid crisis

during the period 1994-1995.

The firg-generation models of currency crisesfail to explain Mexicoss financid criss. The government
finances were under control, and no domestic credit expansion was used to finance a nonexisting
budget deficit. However, domestic credit to Sterilize the internationa reserves losses was used by the
central bank through its open market operations. Credit to the financia system increased, leading to an
excessve domestic credit growth over money-demand growth, affecting the level of internationa
reserves. Therefore, the argument used by the first-generation models to explain a currency criss can

be used to explain the depletion of Mexicossinternational reserves and the collgpsed of the fixed
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exchange rate system due to central bank intervention to serilize the international reserves losses
injecting liquidity to the banking system. However, expectations played an important role in the behavior
of economic agents to explain what happened in Mexico. Therefore, the centrad argument used by first
generation models of currency crises have to be complemented with by the second generation models.
The eventsthat continued to unfolde during 1994 aso contributed to precipitate Mexicas financid
criss. Red exchange rate appreciation, an unsustainable current account deficit, banking sector
weaknesses, weak supervision, excessive short-term debt, political crisis and social unrest, are all

dements that help to explain Mexicasfinancid crigs

It can dso be said that the Mexican crisis was a confidence crisis in the ability of the government to
cope-in an dection year- with economic imbalances and adverse political events. This criss was
uncovered when the new government decided in December 1994 to deva ue the peso, widening the
exchange band to15 percent, an action that was deemed insufficient by the market=s participants which
initiated a speculative attack againgt the Mexican currency and forcing the government to let the peso

float after loaing U.S. $5.0 billion in internationa reservesin two days.

After the devaluation of the Mexican peso, aweek financid system was faced with the deterioration of
its loan portfolio due to the increase in the domestic-currency vaue of the foreign currency loans made
to households and corporations. The foreign exchange risk that borrowers faced in the eventudity of a
devauation was converted into a credit risk for lenders, forcing the banking system to increase their
provisons and to reduce their capita base. The currency crisis contributed to uncover the problems that

the financia sector had in their portfolios. Moreover to defend the peg, the monetary authorities
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refrained from devauing the peso, and from increasing interest rates because of the fragile situation of
the financid system. Therefore, the government chose the option of participating in the foreign exchange
markets, with the consequences which have aready been described. Under orthodox macroeconomic
management, this Stuation would have cdled for the implementation of a defensve macroeconomic
gance, resulting in higher interest rates and, under flexible exchange rate regimes, in aweskening of the

domestic currency. Y et the banking system acted as an impediment to such palicy.

In summary, the factors that had incidence in the Mexican crigs, were:

$ Large private sector current account deficits, contributed to a build up of overheating pressures

in the economy which were reflected in inflated property prices and stock market vaues,

$ Exchange Rate appreciation, which was seen as an implicit guarantee of exchange rate market
vaue, provoked a massive borrowing of foreign exchange by the banking system that was lent

to corporations and households;

$ Foreign private interbank lending, motivated by interest rates differentials and implicit exchange
rate guarantees, led to a credit boom and to an open foreign position by the banking system.
Government short-term Tesobonos issued as part of the strategy to maintain the peg, made

Mexico vulnerable to domestic and externa shocks;
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Financid liberdization and capitd account openness were implemented within aweak
supervisory and regulatory framework. After severd years of government ownership in the
banking system, ingtitutions were privatized and due to the lack of expertise in managing banks
In amore competitive environment, bankers were unable to implement risk systemsto control

for the different risks banks are exposed to;

The ratio of broad money to internationd reserves experienced an important increase during the
crigs, making the international reserves vulnerable to arun on the deposits of the banking

System;

The banking crisis preceded the currency crisis,

Poor accounting practices, and alack of timdy financia data on the part of the banking system

hindered market participants in evauating the financid Stuation of the banking system;

Politica uncertainties worsened the crisis of confidence, exerting pressure on the exchange rate

and international reserves.

Mexicasfinancid system crisis preceded its currency criss, however, the crissin the financid sector

was hidden by the government and regulators, who were afraid of disclosing it because of therisk of a

run againg the banks and the politica consequencesin an dection year. This behavior is very common

129



in countries with wesak and politicized supervisory and regulatory banking ingtitutions, in which politica
interference leads to regulation forbearance. The sameistrue for the influence that political cycles have

on the conduct of economy poalicy.

5.4 Argentina,1995

For decades, Argentina has been internationally recognized for its populist economic policies, which
have led the country to many periods of hyperinflation and stagnation. In 1989 inflation in Argentina
reached 3080 percent, and the government implemented successive stabilization programs amed at
reducing it. However, these programs were very short lived, and it was not until April 1991, when the
government implemented its convertibility plan, that inflation was findly brought down. The convertibility
plan had as its main components, not just the fixing of the exchange rate, but dso the cregtion of a
currency board. Under the latter arrangement, the central bank could only issue high powered money if
the domestic currency is backed by internationd reserves. The reverseis dso true, in the sense that

lossesin international reserves cause the shrinkage of the money base.

With acurrency board in place, it isimplicit that a central bank cannot finance a budget deficit, or
intervene in the market through open market operations to influence the monetary aggregeates.
Moreover, in the case of aliquidity problem in the banking system, the central bank cannot use the
discount window or act as alender of last resort. Therefore, through the adoption of the new currency

system, Argentina eliminated the discretionary  utilization of monetary policy tools. This explandion is
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necessary to understand why, after the Mexican criss erupted, Argentina was contaminated by the
spillover effects of the crisis, Snce investors percelved the potentia wesaknesses of the centra bank in
coping with afull-fledged financid crisgs. The markets wanted to test the firm commitment of the

government to abide by the currency board rules now established in the Argentine Congtitution.

The case of the Argentine crisisis atypica one of contagion, when changes in market sentiments
provoke a speculative atack againgt a currency under the assumption that the government cannot
maintain its fixed exchange-rate system. Argentina and Mexico did not have strong trade relations, nor
did they compete for the same third markets, and they did not have sgnificant financid linkages. The
question is, therefore: Why speculators attacked the Argentine peso in the aftermath of the Mexican
crisgs? Some responses will be delineated in the following paragraphs. Firg, let us gart with an andyss

of the Argentine economic and financid Stuation before the contagion hit.

As pat of its convertibility plan, Argentinadiminated dl restrictions to capitd flows and liberdized its
financid system. As a consequence of these actions, loans by the deposit money banks to the private

sector grew rapidly, as we can observe in the following chart.

CHART 5.3 Nomind loansto the Private Sector-to- Nominal GDP
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above the 100 percent bench mark, but as the program was taking hold in the economy, the ratio began
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to go down and then to tabilize, as we can seein the next table.

TABLE 5.45 Loansto-Deposit Ratio

1991

1992

1993

1994

1995

1996

160.0

150.0

120.0

120.0

120.0

110.0

Source: Internationa Financid Stetigtics. IMF. Author-s Elaboreation.

As part of the capitd adequacy rules, the Bade Committee on Banking Supervision establish, an 8
percent capital requirement on risk-weighted assety(see Section V). In the case of Argentina, capital
requirements are set a 16 percent of risk-weighted assets, giving the banking system awider scope of
maneuver ability to absorb shocks on asset qudity. The funds to finance the excess of |oans to deposit
were mainly financed by the capital base of the banking system. The deposit money banksin Argentina

were wd| capitalized, as can be seen in the next table.

TABLE 5.46 Capital of Deposit Money Banks-to-Total Assets

1991 1992 1993 1994 1995 1996

24.71 20.53 18.83 18.37 18.24 17.73

Source: internationa Financid Statigtics. IMF. Author=s Elaboration.

The Argentine banks were confronted with arun on deposits that caused 7 percent of depositsto be
withdrawn between mid-December and the end of February, dong with an additional 8 percent in
March. Due to the reduction in deposits and the concomitant reduction in international reserves, which

in March reached its pesk a U.S. $5 hillion, the monetary base shrank, leading to a period of high
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interest rates during the first quarter of 1995. The reslience of the banking system to the financia shock
has three explanations. Thefirdt, the high levd of capitd to total assets, which acted as a cushion to
support the immense deposit withdrawals. Second, in the absence of the possibility of the central bank
acting as alender of last resort, monetary authorities imposed high leves of reserve requirements against
deposts, therefore, at the moment of the criss, the centra bank reduced reserve requirements to inject
liquidity into the system. Findly, banksin Argentina are required to invest an important share of their
depositsin liquid assets, alarge proportion of which must be international reserves. These points explain

how the Argentine government prevented a full-fledged banking criss.

Aswas the case in the other crisis episodes, the Argentine banking system did not
dramaticaly reduce credit to the private sector during and after the criss. During that period, the loan
portfolio remained at levels of more than 60 percent of total assets. In 1994, loans to the private sector
reached its peak at 69.6 percent of total deposit money banks assets; in 1995, the year of the criss, the
percentage was reduced somewheat to 67.0 percent. Nevertheless, some small banks had to close their
operations, and the government seized the opportunity to begin the privatization of state banks, and to

strengthen regulations.

A crisis was on the currency front avoided because of the firm commitment of the
government to maintaining the exchange rate system at any cost. Thisgave market participants
confidence, and the speculative attack against the peso faded away. The International Monetary Fund,

the World Bank, and the Inter-American Development Bank put together afinancia package to
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guarantee the forelgn currency needed by Argentina as a second line of defense againgt gpeculative
attacks to the peso. The economy fdl into arecesson in 1995, increasing unemployment in the Grand
Buenos Airesto levels of 18 percent of the economic active population. This was the very high price

that Argentina had to pay to defend its convertibility economic plan.

The eventudity of afinancid criss Sgnaed ared flag to the Argentine government, in the sense that
exchange rate overvauation and current account deficits were unsustainable in the medium term. Aswe

can observe in the next table, at the moment of the attack, the Argentine currency was overvaued by

more than 42 percent.
TABLE 5.47 Red Effective Exchange Rate
1990 1991 1992 1993 1994 1995
100.0 73.4 64.6 59.0 58.1 57.7

Source: Inter-American Development Bank

Such an gppreciation of the Argentine peso had only amargind influence on its economy, snce
Argentinais avery closed economy, as we can seein the next table, and its exports are dmost 30
percent directed to Brazil, supported by trade agreements under the MERCOSUR framework.
Likewise, terms of trade had only asmall impact on the hedlth of the banking system, due again to the
lack of trade openness in the Argentine economy. Neverthdess, the influence that the convertibility plan
ishaving on the modest behavior of the export sector in relaion to GDP, and the current account

deficit is open to question.
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TABLE 5.48 Indicators of Trade Openness

1991 1992 1993 1994 1995 1996
Exports/ 7.76 6.67 6.21 6.72 8.67 9.25
GDP
Imports/ 6.12 8.29 8.21 9.26 8.64 9.50
GDP

Source: International Financid Statistics. IMF. Author=s Elaboration.

The current account deficit in Argentinais chronic due to the low level of domestic savings, whichisan
inheritance from the past, and the modest performance of the tradable sector. The next table illustrates

the current account deficit and the level of gross domestic savings in the Argentine economy.

TABLE 5.49 Current Account and Gross Domestic Savings (share of GDP)

1991 1992 1993 1994 1995 1996

Current -0.34 -2.39 -2.98 -3.59 -0.99 -1.27
Account/

GDP

Gross 15.01 14.16 15.34 16.30 17.06 16.19
Domestic

Savings/
GDP

Source: Internationa Financial Statistics. IMF. Author=s Elaboration.

After the crigs, the government implemented an economic program to reduce its imba ances, which
were reflected in the reduction of the current account deficit, and in the negative economic growth.
Nevertheess, due to an insufficient leve of savings to finance a sustained high economic growth, the

current account deficit peaked again in 1997.
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At the onset of the implementation of the convertibility planin 1991, capita began to enter the country.
The capita inflows experienced by Argentina during the program were sufficient to finance the current

account deficit, and to accumulate international reserves, as we can observe from the next table.

TABLE 5.50 Financia Account (share of GDP)

1991 1992 1993 1994 1995 1996

5.1 6.0 7.2 6.0 6.2 6.5

Source: Internationa Financid Statigtics. IMF. Author=s Elaboration.

In the next table we can observe the behavior of the bond issues and the loan commitments by

internationa banks, prior, during, and after the crigs.

TABLE 5.51 Argentina: Bond Issues and Loan Commitments. (Billions of U.S. dollars)

1994 Firs Haf 1995 2-Half 1995 1995 1996

8.2 3.7 6.1 9.8 24.0

Source: Globa Development Finance, 1998, World Bank, Washington D.C.

The recovery of the capitd inflowsto Argentina were more remarkable than in the case of Mexico,
because by the end of 1995 Argentinaregistered net postive capital inflows, and in 1996, capita
inflows increased more than twofolds.

Ancther factor that helped Argentina to westher the crisis with success, was its externa debt structure,

aswe can seein the next table.
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TABLE 5.52 Short-Term Debt-to-Tota Debt

1991

1992

1993

1994

1995

1996

20.71

23.67

12.26

9.26

12.17

13.01

Source: Globa Development Finance, 1998, World Bank, Washington D.C.

In 1991-1992 short-term debt was around 22 percent of total debt. In 1993 the external-debt profile
changed due to the Brady negotiations, and short-term debt represented 9.26 of totd debt, just the
year before the criss. Therefore, Argentina did not have the liquidity pressure, aswasthe casein
Mexico, to ether pay or roll over itsexterna debt. During the first months of the contagion effects, the
banking system lost US $ 8.0 hillion dollars in deposits; however, internationa banks kept their lines of
credits open to the Argentine banks, as we can see in the next table.

TABLES53  Argentina Consolidated Cross-Border Clamsin al Currenciesand Loca Clamsin
nonloca Currencies

Argentina Billions of U.S. dollars Short-term interbank lending to
total lending(percent)

mid-1994 319 55.0

end 1994 35.6 53.4

mid-1995 37.6 57.2

end 1995 39.2 57.2

Source: BIS, Consolidated Banking Statistics. Author=s Elaboration.
Asaconclusion to this quasi-crisis episode, it could be said, that Argentinawas atypical case of

contagion, for no other reason than the sheer betting by investors, who regarded the Argentina:s
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externd imbaances, such as the overvauation of its domestic currency, the current account deficit and

the inflexible rules behind the currency board, asripe for a round of speculation againg the peso.

On the other hand, the government, as was mentioned earlier, was committed to defending its exchange
rate arrangement; at the same time, the international organizations such as the IMF, World Bank and
IDB, decided to back up its efforts. In the aftermath of the crigs, the Argentine government negotiated
lines of credit with internationd banks and internationd financid organizations to build a permanent
second line of liquidity-defense in case of a new speculative attack. So far, so good. Argentinawas
untouched by the 1997-1998 Adan, and Russian crises. But with alot of pain, it is passng the Brazilian
test of early 1999, when Brazil decided to float its currency, the red, which was under attack by

foreign investors,

In Argentiness case, a currency crisis was avoided, and afocdized banking crisis was stopped long
before becoming a full-fledged banking criss. Argentina weathered a criss that was the result of a
spillover effect from the Mexican crigs. Opportune regulations on capitd requirements, liquidity
positions, reserve requirements and, last but not the leadt, the firm stance by the government to defend

its exchange rate system contributed to the Argentine success story.

The second generation modes of currency crisis explain the reasons behind the speculative attacks well,
and in the case of the banking criss, the eements of information asymmetries on the part of the

depositors were present in the initia banking runs. Rea exchange gppreciation, and the current account
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deficit, under afixed and rigid exchange rate system, contributed to the development of negative

expectations toward the sustainability of the exchange rate regime.

5.5 Ecuador 1995- Beginning of 1999

While writing this paper, atwin criss of serious proportions erupted in the last quarter of 1998 in
Ecuador. The Ecuadorian criss hasits genesisin 1993, when the government decided to liberdize the
financid system, and to diminate the capitd redtrictions that were in place. The actions taken by the
government, were supported by new legidation and new inditutions. In particular, two new laws were
approved by Congress: The Financid Indtitutions law and the Centra Bank law. The former introduced
the universa banking concept, whose operations and implications for banking management and
supervison have been discussed dsawherein this paper. Immediately after liberalization was
implemented, capitd began flowing into the country. This Stuation provoked argpid credit expansion,
without adequate indtitutiona supervison and regulation. In the next chart we can observe the evolution

of loansto the private sector by deposit money banks.

CHART 5.4 Nomina Loansto the Private Sector (share of GDP)
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[] Ecuador

The credit expansion suddenly came to a stop, when in January 1995, Ecuador wasinvolved in a
focalized war conflict with Peru, which occasoned massive capita outflows. In 1995, the unrecorded
capital outflows, or capitd flights, were on the order of 7.4 percent of GDP.

The relation of totdl loans to the private sector to total deposits increased rapidly, and theratio
exceeded in some years the 100 percent bench mark, as we can see in the next table, forcing the

banking system to finance the gap through short-term money market operations.

TABLE 5.54 Loans to the Private Sector-to-Deposit
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1992 1993 1994 1995 1996 1997

725 86.4 100.0 108.7 93.7 103.9

Source: Banco Centrd del Ecuador. Author=s Elaboration.

The capitd inflows had an impact on private consumption, affecting the rate of savingsin the economy,
as we can observe from the next table. Another aspect that isinteresting to observe is the behavior of
the gross saving rate the year before the crigs, and the year the crisis erupted. In these two years,
savings reeched its lowest level during the period; behavior that is smilar with that observed in Mexico.
Therefore, the argument which ates that capitd inflows that finance mainly private consumption affect

the savings rate of a country, holds in the case of Ecuador.

TABLE 5.55 Gross Nationa Savings (share of GDP)

1992 1993 1994 1995 1996 1997

20.23 17.71 14.30 12.71 1751 13.99

Source: International Financia Statigtics. IMF. Author=s Elaboration.

The recovery of gross nationa savingsin 1996 is atypicd, in the sense that, in that year, terms of trade

were highly positive for Ecuador; therefore, the current account registered a surplus.

In terms of Latin American standards, Ecuador is a very open economy, consequently, it is exposed to
externad shocks that affect terms of trade. In the next two tables, we can observe the indicators of trade
openness and the behavior of the terms of trade during the period of andlysis.

TABLE 5.56 Indicators of Trade Openness
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1993 1994 1995 1996 1997

Exports of 21.1 22.8 24.5 25.6 26.6
Goods/
GDP
Imports of 15.9 19.4 225 19.2 23.6
Goods/
GDP

Source; Banco Central dal Ecuador. Author=s Elaboration.

TABLE 5.57 Terms of Trade Index1990=100
1992 1993 1994 1995 1996 1997
89.5 779 81.2 79.7 86.9 914

Source: Inter-American Development Bank. Author=s elaboration.

Terms of trade began to improve in 1996, reaching their peak leve in 1997 when Ecuador registered a

huge surplus in its trade balance with the rest of the world. However, in 1998, things deteriorated

rapidly, as we will see further in the andyss.

The red effective exchange rate is a key variable for maintaining the externa sector

equilibrium in an open economy such as Ecuador=s. However, since 1993 the government decided to

use the exchange rate as anomind anchor to control inflation, which caused an exchange rate

gppreciation, as we can seein the next table.

143




TABLE 5.58 Redl Effective Exchange Rate. Index 1990=100

1992

1993

1994

1995

1996

1997

94.0

80.6

75.9

77.3

7.7

72.4

Source: Inter-American Development Bank. Author=s Elaboration.

The capitd inflows to Ecuador were sufficient to finance the current account deficit and the capitdl
flights that occurred in 1995 and the following years. The latter, as mentioned earlier, represented 7.4
percent of GDPin 1995, and in 1996 and 1997 capitd flight recorded an index of 6.9 and 2.7 percent

of GDP, respectively.

The declinein the rate of savings in the country, due to the demand push provoked by the credit
expansion, affected the level of the current account, which registered high deficits during the boom

years, as we can see in the next table.

TABLE 5.59 Current Account (Share of GDP)

1992 1993 1994 1995 1996 1997

-1.0 -4.74 -4.10 -4.10 0.58 -3.77

Source: Internationa Financia Statistics. IMF. Author=s Elaboration.

The government:s finance registered low deficits during the first three years of the 1990s. It was not
until the 1995 crisis that the fiscal budget began to register important deficits, further deteriorating the

savings rate and the current account, as can be seen in the next table.
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TABLE 5.60 Budget Deficit(-) or Surplus(+) (share of GDP)

1992

1993

1994

1995

1996

1997

-1.15

-0.01

0.6

-1.13

-2.96

-2.55

Source: Banco Central del Ecuador. Author=s Elaboration.

To finance the deficit, the government increased itsinterna debt, placing bonds denominated in foreign
currency in the loca market. In 1995, domestic credit expanded, due to the centra bank credit to the
banking system to control for capital outflows, and to the decrease in government deposits. Therefore,
the centrd bank intervened forcefully in the market to Serilize the large amounts of capitd outflows

generated due to the uncertainty created by the war.

The unexpected sudden stop in capita flows, put pressure on the qudity of the banking systents loan
portfolio. The loans that were overdue and the provisions made to back the deterioration of the quality
of the loan portfolio, exerted an additiond burden on the liquidity and solvency of the banking system.

In the next two tables we can obsarve the evolution of the indicators that show the deterioration of

loan qudity.
TABLE 5.61 Nonperforming Loans (share of total 1oans)
1992 1993 1994 1995 1996 1997
51 39 3.6 5.0 9.0 7.0
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Source: Banco Centrd ddl Ecuador. Author=s Elaboration.

TABLE 5.62 Provisons (share of nonperforming loans)

1992 1993 1994 1995 1996 1997

50.7 84.2 96.6 76.9 71.6 87.4

Source: Banco Central del Ecuador. Author=s e aboration.

To correctly interpret the above two tables, and to redize the magnitude of the amounts of
nonperforming loans and provisons made by the banking system, it isimportant to connect them with
Chart 5.4, which shows the relation of loans to the private sector to GDP. In 1992 loans to the private
sector to GDP accounted for 11.3 percent of GDP, while the amount of nonpeforming loanswere 5.1
percent of total loans. In 1997 on the other hand, the former indicator was 28.3 percent of GDP, while
the latter was 87.4 percent of total loans. Thisis an immense difference in absolute terms an immense
difference, aswdl asin reative terms.

Apparently, the capital account of the banking system were a levels considered more than
sufficient. In 1997, the ratio of capital account to assets was 23.9 percent, and it was 20.4 percent in
1998. Neverthdess, Ecuador has an poorly-designed monetary correction accounting system, in which
the inflationary adjustments are reflected in the capita accounts, but they do not affect the profit and
loss statements. This Situation conducts an overvauation of the capita account of the banking system;

accordingly, the capitd base of the banksin Ecuador was much less than the figures showed.
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During 1995, saverd small financid indtitutions and some highly leveraged stockbrokers went bankrupt.
At the beginning of 1996, the number five bank in the country, Banco Continental, lso went bankrupt,
prompting the central bank to intervene to avoid a much wider financid criss. These events were early

ggndstha something was going wrong in the banking system.

At the end of 1997 Ecuador was ripe for experiencing atwin criss. The elements that inexorably
conducted Ecuador into its worgt crigs of the twentieth century included the Asian criss, which affected
the commodity and natura resource prices in the internationa markets; the El Nifio current, which
devadtated the crops and the infrastructure of the Ecuadorian coast; and the politica events that took
place during 1997-1998. In the following paragraphs, the financid and economic events in Ecuador
during 1998 are analyzed, and a comparison of the theory and the empirica evidence is carried out to
close this subsection, which analyzes the most relevant financia crises that took place in Latin

Americaduring the 1990s.

5.5.1 Ecuador=s Twin Crises: 1998-1999

During the 1990s Ecuador experienced very low economic growth. The average annua GDP for the
period 1990-1998 was 3.0 percent, and GDP per capitain real terms grew only a modest 7.8 percent
in the same period. Among al the Latin American countries, Ecuador isthe only oneto lose two

decades of economic growth in arow. The next chart depicts the growth of its GDP during the 1990s
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In 1998, due to the impact of El Nifio on the economy, GDP grew at amodest 0.4 percent, which
meant anegative per capita growth. Exports as part of the GDP, which in 1997 were 26.6 percent,
plummeted to 21.3 percent of GDP in 1998. Imports on the other hand, grew due to the necessity of
importing capital goods to restore the infrastructures that El Nifio destroyed, and to the red exchange
rate overvauation. Since September 1998, when the authorities of the newly independent central bank
took office, decided to widen the exchange rate band to cope with the overvauation of the sucre, and

the redl exchange rate improved as we can observe in the next table.

TABLE 5.63 Red Effective Exchange Rate. July 1998- January 1999.

July August September | October November | December | January

81.3 82.2 86.3 93.1 87.7 90.4 94.7

Source: Banco Central del Ecuador. Author=s Elaboration.

The current account deficit widened in 1998 to reflect both the impact of the El Nifio and the decrease
in commodity pricesin the international markets. The terms of trade deteriorated dramatically during
1998, decreasing 45 percent in December 1998, relative to November 1997. Thus, the current

account experienced a 10.75 percent deficit.

On thefisca front, things could not be wors: the deficit skyrocketed to 5.73 percent of GDP after the
government introduced afiscal package to lower it, otherwise the deficit could have been more than 7

percent of GDP. The government attempted to finance the deficit by soliciting a credit to the centra
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bank, but this publicly was turned down by the president of the newly independent indtitution;
therefore, the government did not have other option in the absence of financid resources of rolling the
deficit over into the next year. Asthis paper is being written, Congress still andyzing the economic
measures necessary to reduce the deficit; however, the fiscd gap will be not be closed, and the deficit is

expected to reach 3.5 percent of GDP for 1999.

The monetary authorities, under the pressure of losing reserves, finadly dlowed the sucreto float in late
February. The exchange rate experienced an overshooting, and the depreciation of the domestic
currency inthe first week againg the U.S. dollar was more than 100 percent, stabilizing afterward at

25 percent over itsinitid vaue.

At the same time, the banking system baance sheets were feding the pressure of the unraveling
economic Stuation. The loan to deposit ratio increased further in 1998, from an index of 103.9 percent
at the end of 1997, to an index of 114.4 percent in August 1998, and to 110.0 percent in January
1999. The banking system was funding its loan portfolio with money market operations, increasing
liquidity risk. If they were deducted from the index reserve requirements, the deposits available to fund
the loan portfolio were even less. Since September 1998 the banking system had problems complying
with the weekly reserves required by the centra bank, and from a deficit of 6.8 percent of total
deposits at the end of January 1999, the deficit skyrocketed to 39.8 percent of total deposits, a
dramatic liquidity crunch. The central bank camein to inject liquidity directly to the banking system

through the discount window, and from a negative position of -1.4 percent of GDP in July 1998,
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domestic credit to the banking system turned positive in January 1999, when it represented 4.5 percent

of GDP. The growth in domestic credit wasimmediately reflected in the level of international reserves
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The loan portfolio deteriorated further during 1998. At the end of the year, nonperforming loans
represented 9.04 percent of total |oans, and the provisions made against that portfolio accounted for
91.6 percent. The balance sheets of the banking system were therefore reflecting the liquidity crunch

and the reduction of overal solvency, due to the impact that provisioning has on the capita accounts.

In September 1998, one of the ten mgjor banks of Ecuador went bankrupt, and the government had to
hurry to send to Congress a project creating an agency to guarantee depositors and creditors. After the
goprova of the new inditution, eight banks went under the umbrella of the agency, putting additiona
grain on the central bank monetary policy, and the government budget. Among the new agency:s
guests was the number-one bank according to the volume of its assets value. The crisis so far, has had
adirect cost to the government of near 10 percent of GDP, and the crisisis far from over. In the third
week of March the government decreed a bank holiday for five days, and froze the demand, savings
and time depodits for a period of one year, putting a cap on the maximum amountsthat depositors can
withdraw from their accounts
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The Ecuadorian twin crises fits both the currency and banking crisis theorieswell. In the case of first
generation models, domestic credit grew in Ecuador, because the government was drawing down its
depositsin the centra bank to finance its deficit and due to the domestic credit expansion by the centra
bank to ball out the banking system. Asfirst generation modeds explain, if domestic credit growth is
greater than money demand growth, the central bank beginsto lose internationa reserves, which is
exactly what happened in Ecuador, as we have seen through the analysis. The centra bank had to
derilize the cagpital which was going out of the country. Unrecorded capita, or capitd flight reached the
amount of 2.14 percent of GDP in 1998, and the government and the private sector had to finance the
current account deficit through more externa debt, in the amount of 6.5 percent of GDP. The current
account deficit and the real exchange appreciation made investors concerned about the country:s
capacity to weather the crisis, and they, therefore, pulled their resources out of the country. In the case
of foreign banks, they decided to freeze the lines of credit that were available to the banking system to
finance trade and loans in the last quarter of 1998. According to the Bank of Internationa Settlements,
the consolidated internationa claims of BIS reporting banks to Ecuador, as of the end of June 1998,
were US $3.8 hillion, of which 55.7 percent or the equivaent of 11.1 percent of GDP, was duein less
than one year. Therefore, investors negative expectations of Ecuador, even though they came late, as

wasthe casein Ada, findly arrived, and with vigor.

The credit boom experienced in Ecuador since 1993 led the banking system to face adverse sdlection
problems and mora hazard incentives. The latter were exacerbated by the liberdization of the financia

system and the openness of the capital account. Deliberate actions taken by the bankers to cope with
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narrow interest margins, and asymmetric information therefore led the banking adminigtrators to assume
disproportionate credit risks. The banking authorities responded to the crisis by creating a new
indtitution to insure creditors againgt bank runs, and by stopping deposit convertibility, an old practice

to stem a banking systems melt down.

However, additiond dements have to be consdered to explain the Ecuadorian criss. Theseinclude:
terms of trade deterioration, exchange rate gppreciation, and the effects of the El Nifio current, al of

which affected the qudity of the banking systents |oan portfolio.

In summary, the factors which precipitated the financid criss in Ecuador, were:

$ Large current account deficits (with the exception of 1997) that contributed to the build up of

overhegting pressures in the economy, especialy in the real estate market;

$ Exchange rate gppreciation, and the strong belief that the government would firmly defend the
exchange rate system and the banking system, led to aggressive foreign exchange borrowing by
the banking system, which on-lent those funds to the corporations and households, further

simulated by finandid liberdization;

$ Short-term interbank lending, motivated by interest rate differentials and implicit government

guarantees, led to a credit boom in which lenders and borrowers were exposed to currency
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fluctuations, due to the unhedged nature of the operations, making Ecuador vulnerable to

domestic and externa shocks;

Terms of Trade deterioration due to the fall in commodity and natural resource pricesin
international markets, and the devastating effects that the El Nifio current had on Ecuador-s

productive capecity, took their toll on the economy and the banking system;

Financid liberdization and capitd account openness were implemented within awesk
supervisory and regulatory framework. Lack of enforcement of prudentid rules, cross-
ownership between corporations and wedthy individuds, led to connected lending practices
and fraud. Regulation forbearance, further contributed to the deterioration of the banks loan

portfolio;

The ratio of broad money to internationd reserves experienced an important increase during the
crigs, making the international reserves vulnerable to arun on the deposits of the banking

System;

The banking crigs preceded the currency cris's,

Limited availability of accurate data, and lack of trangparency in the accounting procedures,

hindered market participants in obtaining timely and accurate data for evaduating the financid
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condition of the banking system;

$ Recurrence of political crises during 1995-1997 contributed to the erosion of investors

confidence in the Ecuadorian economy.

5.6 Indonesia, Korea and Thailand 1997

The so called AAgan Tigerd, the miraculous economies of the 1980s and 1990s, fell into a deep
financia crisgs during the second haf of 1997. The crisesin Indonesia, Korea, and Thalland were so
profound that they precipitated a serious recession, resulting in a sharp drop in living slandards, together
with risng unemployment and socid didocation. The Asan crissthreatened the world by spreading to
other countries and regions. Some countries suffered from contagion, unleashing the forces for an
economic crigs, especidly in countries that did not have their economic fundamentas in place, aswas
the case in Russa and Brazil.

The Asan 3- Indonesia, Korea and Thailand- experienced strong economic growth before the crisis

erupted in mid-1997, and inflation was low by internationd standards, as the next table shows.

TABLE 5.64 Economic Growth (EG) and Consumer Price Index (CPI) (end of the year)
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1993 1994 1995 1996 1997
INDONES A
Ec. Growth 6.5 7.5 8.2 8.0 4.6
CPl 9.6 8.5 9.4 8.0 6.7
KOREA
Ec. Growth 5.7 8.6 8.9 7.1 55
CPl 4.8 6.2 4.5 5.0 4.4
THAILAND
Ec. Growth 8.7 8.9 8.7 6.4 -1.3
CPI 34 5.1 5.8 5.8 5.6

Source: Internationa Financia gatigtics. IMF. Author=s Elaboration.

Indonesawas an early reformer, deciding to liberdizeitsfinancid system in 1988, dlowing capitd and
dividend repatriation for foreign capitd. In the late 1980s and early 1990s, the Thai government

reduced reserve requirements, eased the rules governing nonbank financid ingtitutions, and expanded
the scope of permissible capitd market activities. In 1991, Thailand liberdized capitd outflows,
alowing resdents to export capital for investment purposes, and to keep foreign currency accounts with
commercid banks. Deregulation of the Korean financia sector, introduced in 1993, diminated many
Interest-rate controls, removed restrictions on corporate debt financing and cross-border flows, and

dlowed competition in financid services.

The policiesimplemented by these three countries generated massive capitd inflows. Furthermore, the
flows were a 5o attracted, because of the Asian 3'slong track record of strong economic growth. In
the next table, we can observe the amount of net private capita inflows to these three countriesin the
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period 1994-1996.

TABLE 5.65 Net Private Capital Flows 1994-1996 (share of GDP)

1994 1995 1996
Indonesia 0.3 35 6.1
Korea 1.2 20 49
Thaland 14.3 17.3 145

Source: Globa Development Finance, 1998, World Bank, Washington D.C.

Thailand was the country with the highest net private capitd flows rdative to GDP,; the figures for the
period 1994-1996 are extraordinary by any standard. In Indonesia and Korea, capitd inflows
increased subgtantialy in 1996, the year before the crisis erupted in both countries. Increased access to
offshore funding made it easier for banks to take on excessive foreign exchange risk. The liberdization
of financid markets at atime of easy globa monetary conditions encouraged a surge in borrowing, and

domestic credit skyrocketed, as we can observe in the next chart.

CHART 5.7 Nomina Loansto the Private Sector (share of GDP)
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1997. In Korea the same pattern can be observed: credit to the private sector grew from 52.5 percent
of GDPin 1989, to 69.8 of GDP in 1997. In the case of Thailand, the credit boom was explosive due
to the immense capitd inflows, and loans to the private sector grew from 58.8 percent of GDP in 1989
to 116.3 percent in 1997. The behavior of the credit expansion is related to the intengity of the capita
inflows that each country received. In the case of Korea and Thailand, credit inflows were
intermediated by the domestic financia system for on-lending purposes. In Korea, the merchant banks,
where the Chaebal, or big Korean conglomerates, had important ownership participation, werein
exclusve charge of financing these corporations. In Thailand, short-term borrowing was encouraged by

the government through the creation of the Bangkok International Bank Facility, a tax-exempt entity
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gpecidizing in short-term borrowing from abroad and on-lending in the domestic market. In Indonesa,
corporations had direct access to foreign currency loans. In short, the three countries were involved in
borrowing short-term through interbank lending, ether to on-lend these funds for investment purposes
or to finance working capitd, increasing the financid systems liquidity and credit risk, and exposing

borrowers to exchange rate risk due to the prevaence of unhedged foreign currency borrowing.

The loans to deposit ratios, were above the 100 percent mark in the three countries; therefore, the
banking systems were actively participating in the money market ( and even in the overnight market) to
fund their loan portfolios, increasing the liquidity risk. The next table presents the indexes for the Adan 3

countries.

TABLEDS5.66 Loansto-Depost Ratio

Countries 1993 1994 1995 1996 1997
Indonesia 125.5 129.6 123.1 115.8 1195
Korea 144.1 144.6 144.7 147.8 156.4
Thailand 110.6 128.1 135.6 137.5 140.5

Source: Internationa Financial Statistics. IMF. Author=s Elaboration.

The loans to deposit ratios in Korea and Thailand were extremely high; then, the maturity mismatch
between assats and liabilities in the banking system should have been very high. In the case of
Indonesia, the ratio is lower than in the other two countries, but it is ill high, meaning that the gap
between assets and ligbilities maturities imposed aliquidity risk on the banking system.

Short-term interbank lending increased rapidly in the three countries, as the statistics of the Bank of
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Internationd Settlementy( BIS) shows.

TABLE 5.67 BIS; Consolidated cross-border claimsin al currencies and locd claimsin non
locd currencies. Billions of U.S,, and short term debt as percentage of total

loans.
Indonesia Korea Thailand
mid-1996 US$49.3/ 60.0% US$88.0/ 70.8% US$69.4/ 68.9
end-1996 US$55.5/ 61.7% US$100.0/ 67.5% US$70.1/ 65.2%
mid-1997 US$58.7/ 59.0% US$104.2/ 68.0% US$69.4/ 65.7%
end-1997 US$58.2/ 60.6% US$93.4/ 62.8% US$58.5/ 65.8%

Source: BIS, Consolidated Banking Statistics. Author=s Elaboration.

Six months prior to the crises, the short-term interbank lending of these countries were more than 60
percent of totd loans. The difficulties that these countries had to renegotiate with internationa banks,
were therefore abated, due to the intervention of the international organizations and government
guarantees given to foreign private creditors. Otherwise, the Asian 3 would have defaulted on their

external debt.

The Adan criss differs from other devel oping-countries crises, because private decisions were the main
source of difficulties, while public borrowing played alimited role, and inflation was low. Capitd inflows
were used to finance the gap between private investment and private savings. Aswe can seein the next
table, the cases of Indonesia, Korea, and Thailand were cases of private overinvestment, which differ

from the Mexican case, which was one of overconsumption.
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TABLE 5.68 Gross Investment and Gross Saving (share of GDP)

1993 1994 1995 1996 1997

INDONES A

Gross 29.5 311 31.9 30.7 31.3
Investment/

GDP

Gross 21.3 23.3 21.6 22.0 22.0
Savings/GDP

KOREA

Gross 35.1 36.0 37.0 384 35.0
Investment/

GDP

Gross 34.8 35.0 35.9 34.6 34.0
SavingsGDP

THAILAND

Gross 39.9 40.4 42.3 41.0 35.0
Investment/

GDP

Gross 33.6 34.0 34.6 33.8 318
SavingsGDP

Source: Internationa Financid Statistics. Author=s Elaboration.

Aswe can see from the above table, savings remained stable during the credit boom, which was not the
case in the Nordic countries, Mexico, or Ecuador. The difference between the Asian 3 and the other
countries could be attributed to credit dlocation; in the former, credit financed investiments, some of
them though, of doubtful quality; and in the latter case, credit was mainly oriented to finance priveate
consumption. Again, Thailand outperformed the other two countries in the ratio of invesmentsto GDP,

evidencing the highest capital inflows related to GDP received in reation to Indonesiaand Korea
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The economies of the three countries are regarded as very open, and are therefore exposed to terms of
trade fluctuations and exchange rate misalignments. The next table shows the indicators of exports and

imports to GDP for the three countries.

TABLE 5.69 Indicators of Trade Openness. Exports of Goods and Services (XGS) and Imports
of Good and Services (MGYS) (share of GDP)

1993 1994 1995 1996 1997

INDONES A

XGSGDP 26.75 26.51 26.31 25.82 27.96
MGSGDP 23.77 25.37 27.65 26.44 28.23
KOREA

XGSGDP 29.26 30.11 33.06 32.38 38.12
MGS/GDP 28.81 30.84 34.12 36.34 38.84
THAILAND

XGSGDP 37.71 38.75 41.7 38.57 47.03
MGSGDP 41.39 43.05 47.87 44.27 46.35

Source: Internationd Financid Statistics. IMF. Author=s elaboration.
We can observe that in al three countries, exports to GDP declined from trend in the year before the
crigs, while imports increased more rapidly than exports, originating trade deficits especidly in the case

of Thalland.

Terms of trade declined in the case of Korea and Thailand. In the case of Korea, a weaker market for

computer chipsin 1996 hurts its economy, but there was no evidence of ared exchange gppreciation
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despite a 27 percent drop in terms of trade in the three years prior to September 1997. Thailand, which
had a fixed exchange system that pegged the domestic currency to the U.S. dollar, suffered from the
gopreciation of the dollar in relation to the yen in 1995, which affected its competitiveness. Indonesa

was a'so experiencing real exchange gppreciation, as we can see in the next table.

TABLE 5.70 Real Effective Exchange Rate Indexes, December 1996-December 1997
(1988-92 average=100)

December 1996 June 1997 December 1997
INDONESIA 104 105 59
KOREA 89 87 59
THAILAND 108 109 74

Source: Globa Development Finance, 1998, World Bank, Washington D.C.

The financia account during 1993-96 registered important capitd inflows in the three countries, in line
with the behavior of net private capita inflows. Those capita transfers were sufficient to finance the

current account deficit and to accumulate internationa  resarves, as we can see in the next table.

TABLE 5.71 Financia Account (FA) and Current Account (CA) (share of GDP)
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1993 1994 1995 1996 1997
INDONES A
FAIGDP 3.56 2.17 5.08 4.77 -0.28
CAIGDP -1.33 -1.58 -3.18 -3.37 -2.27
KOREA
FAIGDP 0.97 2.82 3.78 4.94 -2.08
CAIGDP 0.30 -1.02 -1.86 -4.75 -1.85
THAILAND
FA/GDP 8.36 8.42 13.01 10.53 -10.27
CAIGDP -5.07 -5.59 -8.05 -7.94 -1.96

Source: Internationa Financid Statistics. IMF. Author=s eaboration.

The current account deficit in Thailand was extremey high in 1995, reaching its peak in 1995 and 1996
when it accounted for 8.0 percent of GDP. Korea, had a modest current account deficit in 1995, that
reached dangerous levelsin 1996, when it registered dmost 5 percent of GDP. More will be said about

sugtainable current account deficits in the next section of conclusions and recommendations.

In the next tables, the net foreign postion of the banking system, which includes the monetary authorities

and the deposit money banks, is shown for the three countries.

TABLE 5.72 Indonesa Net Foreign Assets (NFA) of the Banking System (share of GDP)
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1993 1994 1995 1996 1997
NFA of the 6.24 4.0 4.03 7.88 4.06
Banking System
Monetary 114 9.52 8.83 11.23 12.56
Authorities
Deposit Money | -5,18 -5.52 -4.8 -3.35 -8.50
Banks

Source: Internationa Financia Statistics. IMF. Author=s Elaboration.

TABLE 5.73 Korea: Net Foreign Assets (NFA) of the Banking System (share of GDP)

1993 1994 1995 1996 1997
NFA of the 6.64 6.73 6.37 517 541
Banking System
Monetary 6.21 6.79 7.18 7.17 3.49
Authorities
Deposit Money | 0.43 -0.06 -0.81 -2.00 1.92
Banks

Source: Internationd financia Statistics. IMF. Author=s Elaboration.

TABLE 5.74 Thailand: Net Foreign Assets (NFA) of the Banking System (share of GDP)

1993 1994 1995 1996 1997
NFA of the 14.32 4.08 0.03 -1.75 -10.36
Banking System
Monetary 20.47 20.90 22.19 21.50 19.31
Authorities
Deposit Money | -6.15 -16.82 -22.16 -23.25 -29.70
Banks

Source: Internationa Financial Statistics. IMF. Author=s Elaboration.

Aswe can see in the above tables, Thaland and Indonesia had ample open foreign exchange positions,

in which foreign liabilities exceeded foreign assts. In the specific case of Thalland, the figures are
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Impressive, as the net foreign exchange position of the deposit money banks was more than 20 percent
negative in relation to GDP in 1995-96; in 1997 that percentage increased to dmost 30 percent,
making the banking system extremely vulnerable to exchange rate fluctuations. Korea, on the other
hand, maintained a modest net foreign asset position in the deposit money banks, however, that does
not mean that the banking system in Korea was less vulnerable to externa shocks than the other two

countries, because dl depends on the credit alocation, maturity, and sectors of the economy.

In Indonesia, arun on the deposits of the Lippo Bank in November 1995 and the support given by
Bank Negara Indonesia to two ailing banksin 1996 brought attention to the fragile state of the banking
sector, which had expanded at an extraordinary pace in the wake of banking liberdization. In Korea,
severa of the largest chaebol posted losesin 1996, and six of the top 30 went bankrupt in 1997 before
the criss erupted. In Thailand, Thai-owned commercia banks reported a significant increasein
nonperforming loansin late 1996, and there was a run on deposits of the Bangkok Bank of Commerce
in May 1997. Aswas the case in the other crises that we have andyzed, the banking crisesin the Asan
3 countries preceded the currency crises and, ultimately, the economic and socia crises that these

countries are ill enduring.

As mentioned early public borrowing only played alimited role in the Asan 3 countries, as we can see

from the next table.

TABLE 5.75 Fiscal Balances, 1993-95, and 1996 (share of GDP)
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1993-95 Average 1996
Indonesa 1.2 0.9
Korea 04 0.3
Thaland 23 23

Source: Internationa Financid Statigtics. IMF. Author=s Elaboreation.
The above figures resffirm the case that the Asan crisis was due to private sector decisons; the
government kept the fiscal accounts under control, and Thailand the country with a higher fiscd surplus

in connection with GDP.

The Dynamic of the Crisis

The current account deficits of the Adan 3 reved an acceleration of domestic spending, fueled by the
immense capitd inflows received by these countries. The buildup of short-term unhedged debt |eft the
Asian 3 vulnerable to a sudden collgpse of confidence. The concentration of loansin the highly cydlicd
property market led to asset price bubbles and made the banking system vulnerable to adown-turn in
domestic demand. According to some sources, nonperforming loans reached 19 percent of tota loans
in Indonesia, and at the end of 1997 the equivaent of 6.5 percent of GDP was required to restore the
capital adequacy of Koreas merchant, commercid and other financia indtitutions. Financia supervison
in the Asan 3 was wesk, and regulaions were rdatively lax. The three countries lacked the ingtitutiona
capacity to cope with rapid credit expansion of domestic credit during the capita inflows period. Rapid
liberdization of the financid marketsand current account openness, coupled with week supervision,

connected lending practices, and government-led lending, precipiteted afinancid crissinthe Asan 3.
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The crigs began in mid-1997 with intense pressures on the Thai baht. This event should not have been
aurprising, if careful anadlysis on the Thailand:s economic and financia figures had been done. After
spending US$8.7 hillion in reserves to defend the currency, and undertaking US$23 billion short-term
in forward contracts, on July 2 1997 Thailand-s central bank |et the exchange rate float. By the end of
the year the baht had depreciated 93 percent and the stock market had fallen 34 percent in dollarsterm
relative to June 1997. The actions taken by Thailand-s monetary authorities, triggered a collgpse of
market confidence in other countries. In Korea the stock market was down 51 percent in dollars terms
between July and December, the won depreciated 80 percent in the same period, and international

reserves dropped below U.S.$10 hillion.

Because of the weakness of the banking system and unviability of the corporations, the severity of the
crigs, encouraged a sdf-fulfilling loss of confidence. Once the crisis unfolded, the dynamic took the
following path. The large volume of short-term debt faling due in Indonesia, Korea, and Thailand
increased pressures on their currencies, as the turmoail in the financia markets made creditors reluctant
to roll over credit lines. The resulting currency depreciation increased the loca currency vaue of the
uncovered dollar liabilities held by banks, finance companies and corporations, thus impairing balance
sheets, lowering stock prices, and increasing demand for foreign exchange to cover open positions.
Increased demand for foreign exchange led in turn to further currency depreciation, and so on. The
increases in interest rates made to defend the currency and the rapid fdl in the equity of highly leveraged

financid inditutions, led to a credit contraction that impaired the position of otherwise hedlthy firms and
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increased the reluctance of foreign lendersto roll over short-term debt. Thislatter event conforms with
the theory of information asymmetries, which leads to adverse selection problems and mord hazard
incentives, forcing bank adminigtrators to stop lending. At the same time, information asymmetries on
the part of investors and foreign banks concerning the economy and the financiad system, induced a

change in market perceptions when the crisis began, further exacerbating the decline in asset prices.

The Adan 3 crigs can be regarded as afinancid crigs, initiated by an ill-conceived financid
liberdization strategy, and weak supervisory and regulatory indtitutions. Foreign currency lending with
open positions converted a currency risk to a credit risk operation. Both market participant and credit
rating agencies failed to anticipate the crigis. One explanation for thisis the strong evidence that a slf-
fulfilling loss of confidence played an important role in the criss. The other explanation isthe lack of
proper anaysis conducted by foreign indtitutions, which failed to determine the underlying weaknesses

of the Asan 3 economies.

The firg-generation models of currency crisesfail to explain the Asan 3 criss, because no fiscd deficits
were present; therefore, no domestic credit expansion was implemented. Sterilization practices through
open market operations were present in Thailand to accommodate for its international reserves losses,
but this was not the cause of the currency crisis. Second generation, or expectation models explain what
happened in the Asan 3 countries wdll, because of the sdlf-fulfilling loss of confidence on the ability of
Thailand to westher the speculative attack againgt the baht. Once the government gave up on defending

the peg, the criss  suddenly spread to other countries in and out of the region. Both contagion and herd
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behavior were present in the Asan 3 crigs, however, it was the liquidity exposure of the three countries
to short-term ligbilities that mainly triggered the confidence criss. In the case of Mexico, it wasthe lose
of investor confidence in the ability of the government to pay its externd debt or to roll it over; in the
case of the Adan 3, it was foreign banks: lack of confidence in the private sector=s ability to pay on

time an immense amount of short-term debt coming due.

Another factor that undermined investors: confidence was palitical uncertainty inthe Asian 3 countries.
Electionsin Korea and Thailand were underway in the midst of the financid crises. In Indonesiarumors
regarding the health of the head of the Sate, and changes in government leadership, contributing to the

jitteryness of investors and foreign banks.

In summary, the factors thet led to the Asan 3 crises, and contributed to the deterioration of market

sentiment toward these countries, were:

$ Large private sector current account deficits, especidly in Thailand, contributed to build up of
overheating pressures on the economy that were reflected in inflated property and stock market

vaues,

$ Exchange rate overvauation, especidly in Thailand, which was seen as an implicit guarantee of
exchange rate vaue, provoked massive borrowing of foreign exchange by the banking system,

financid companies, and corporations, in light of financid liberaization and capita account
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Openness;

Short-term lending motivated by interest rate differentials, and implicit exchange rate
guarantees, led to a credit boom exposing the Asian 3 countries to domestic and externd

shocks,

Financid liberdization and capita account openness were implemented within a wesk
supervisory and regulatory framework. Lack of enforcement of prudentia rules, coupled with
government-directed lending and non-bank inditutions ownership of financid inditutions, led to
connected lending practices that were conducive to a sharp deterioration in the qudity of banks

loan portfolios;

The ratio of broad money to internationd reserves experienced an important increase during the

crigs, making internationa reserves vulnerable to arun on the deposits of the banking system;

Both limited availability of accurate data on the part of the Asian 3 governments, and lack of
trangparency in the banking system, hindered market participants from obtaining timely and

accurate data to evauate the financiad and economic fundamentals of these countries;

Palitica uncertainties, worsened the crisis of confidence, further precipitated the reluctance of

foreign banksto rall over short-term debt, provoking the collgpse of the banking system and
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the economy;

$ The banking crises in the three countries preceded the currency crises.

With the analysis of the Asian 3 countries, this section of the paper has assessed 10 countries from
three different continents, which experienced a currency crises, abanking criss, both or a short-lived
criss (as was the case of Argenting) during the 1990s.  Throughout the data andys's, we have found
some common indicators that can be used by policymakers to pre-empt afinancia crisis from happen,
or to ameliorate its effects. Politica incentives asde, it isimportant to learn from the lessons of the pas,
and to redlize that financid crises are very expensive, in terms of economic and direct costs, but the
most important thing for people who have the power to make critical decisons should bear in mind, is
that the socid codts of afinancid criss areimmense: dl the gains accumulated by decades of effort and
persaverance can be wiped out in just few months. In the next section, some useful indexes to evauate

the variables that are critical to assess economic gability, and financial sector soundness are presented.

V| Conclusons and Recommendations
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6.1 Conclusions

In the last section, the andlysis performed on ten different countries helped usto identify a set of
common characteridtics that were present in the various financid crises. Through the andysis fif-teen
indicators and events were selected as the ones which have the greatest weight in explaining acrigs.
Some of the events are discretionary and depend on governmenta decisions, such as financid and
capita account liberdization, exchange rate systems, supervisory and regulatory indtitutions, accounting
practices, and information transparency. Other indicators are related to monetary variables, debt

gructure, and banking system operations. The find group of indicators are essentiadly macroeconomic.

In the next table can be seen the ligt of indicators, their grouping, and the countries in which they

performed well.

TABLE 6.0 Common Indicators and Events of Currency and Banking Crises
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Exchange Rate Appreciation

All ten countries

Fixed Exchange Rate, Target Zone, or Crawling Peg

All ten countries

Current Account Deficit

All except Venezuda

Financia Liberalization

All ten countries

Capital Account Liberalization

All ten countries

Capital Inflows

All ten countries

Credit Boom to the Private Sector

All except Venezuda

Loan-to-Deposit Ratio over 100 percent

All except Venezuela, and Mexico

Asset Price Inflation

All except Argentina, and Venezuda

Weak Regulations and Banking Supervision

All except Argentina

Lack of Transparency and Poor Accounting Systems

All except Argentina

Broad Money to International Reserves Increase

All ten countries

International Reservesto Imports Decrease

All ten countries

Central Bank Budget Financing

Not in the ten countries

Central Bank Financia Sector Financing, Sterilization
Operations, or Forward Exchange Rate Operations

All except Argentina

With the support of the indicators which sgnd the events that conducted the countries to experience a
financd crigs, aAcrigscydel can be constructed to explain appropriately the dynamics of the crises.
On the other hand, the empirica studies conducted by academics and internationd organizations on
financid crises, which were mentioned in this paper, are used to sustain the evidence. The next chart

illugtrates the criss cycle.
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Chart 6.0 The Financid Crises Cycle
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The dements that are part of the criss cycle are intertwined in a sequence of events that begin with the
governmenta decison to liberdizeits financid system and the capital account, and end with the
implementation of astructura adjustment economic program. The latter program, which is supported by
the IMF, focuses on correcting the macroeconomic and financid imbaances and the ingtitutiona
environment. After the successful implementation of the economic program and the structurd reforms
the dynamic of the cycle ceases to operate, and the country emerges from the financid crisis. A brief
summary of the components of the crisis cycle, and the empirica evidence which support each element

follows next.

The dynamic of the Acrids cyclell begins developing in countries with fixed or quad-fixed exchange rate

sysems that are exposed to high internationd capital mobility.

Financial, and Capital Account Liberalization. In awell documented presentation, the World Bank
(1998/9) writes that financid liberdization without adequate support from strong banking supervison
and financid indtitutions can lead a country to a banking crigs. By the same token Demirguc-Hunt et.d.
(1998), andyze the empiricd relationship between banking crises and financid liberdization in fifty three
countries for the period 1980-1995. Their results show that banking crises are more likely to occur in
liberdized financid systems, especidly those with wesk ingtitutiond environments. Sundararayan and
Bdifio (1991) argue that increased freedom through financid liberdization to entry to the banking

system and to bid for funds could lead to excessive risk taking, if such freedom is not moderated with
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adequate prudentia supervision and regulation. The different studies agree that the strengthening of the
regulatory and supervisory inditutions, and their legd framework, must precede financid liberdization.
The same holds for capital account liberalization, which fosters capita inflows. In the cross-country

andyss, here, dl ten countries decided to liberdize their financid systems and their capita accounts.

Capital Inflows Financid, and capitad account liberdization expose countriesto high capita mobility,
which isafact in financid marketsin a globaized economy. Sachs, Tornell and Veasco (1995) argue
that it isthe compogtion of capita inflows iswhat matters, emphasizing that short-term capitd is
extremely volatile, especidly interbank lending. Calvo et d (1996) suggest that a surge in capitd inflows
islikely to be accompanied by arise in asorption, increasesin redl money baances and foreign
exchange reserves, red exchange rate gppreciation, and awidening of the current account deficit.
Edwards (1998), andyzing the impact of capita inflowsto Latin America, arrives at the same set of
conclusions. exchange rate gppreciation, high current account deficit, amgor asset price bubble, and
savings ether remain flat or decrease a levels unsustainable with rapid economic growth. In different
intengities and compositions, the ten countries andyzed in this paper received substantia amounts of

capital from abroad.

Credit Expansion and Asset Price Bubble. Haussman and Gavin (1995) rdate capitd inflows with a
rapid credit expansion to the private sector, which ultimately resultsin abanking criss. Edwards (1998)
and Krugman (1998), andyzing capita inflowsto Latin Americaand to Asia, conclude that capita

inflows cause amgor asset price bubble, especidly in red estate and financia assets. In the case of
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Asa, capitd inflows did not affect the consumer price level, asset prices, especidly in the red edtate
and financia sectors. The latter event is known as a boom cycle. In the mgority of countries andyzed in
this paper (with the exception of Venezuda), a credit expanson occurred while the countries were

experiencing capita inflows that influenced asset prices, and ultimately the banking system.

Real Exchange Rate Appreciation, and Current Account Deficit. The studies mentioned above
corroborate that capital inflows produce real exchange appreciation, arise in asorption, and a current
account deficit. If capitd inflows stimulate consumption rather than investment, a severe declinein
domestic savings occurs. The ten countries anadyzed experienced red exchange appreciation and
current account deficits. Those that experienced a consumption boom were confronted with a dramatic

decline in domestic savings.

External Debt Sustainability, and External Liquidity. It isimportant to determine the composition of
the externa debt of a country and its short term obligations. Chang and Ve asco (1998) place
internationa liquidity at the center of the Mexican and Asian crises. One conclusion isthat short maturity
of cagpitd inflows, more than their absolute Size can contribute to bank fragility, and to afinancid criss.
In the cross-country analysis carried out in this paper, the government short-term debt in the case of
Mexico, and the short-term debt of the banking system and the private sector in the case of the Asian

3, had acrucid influence on the outcome of the crises.

Capital Outflows With awesk externa debt structure in which short-term debt has an important
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influence, capital outflows threaten the sability of the domedtic financid system and the economy. In
the case of acrids, the centrd bank is face with the dilemma of defending the exchange rate system, or
bailing out the banking system. More often than not, the centrd bank takes the latter option, sterilizing
the capitd outflows and injecting liquidity to the banking system, ether through open market operations

or the discount window.

Banking Crisis and Asset Price Burst. With massve capita outflows, the credit portfolio of the
banking system begins to deteriorate, especidly when its net foreign asset position is open. Credit to the
private sector suddenly stops, and asset prices fdl, decreasing the vaue of the loan guarantees and thus
deteriorating the asset value of the financid inditutions. A bust cycle emerges with devagtating
consequences to the financia system, occasioning a banking criss. Kaminsky and Reinhart (1996)
anayzed the causes of banking and balance-of-payments problems out of a data set of twenty-five
banking crises. They found that in about haf of the cases, banking crises preceded currency crises.
However, the authors recognize that the issue of cause-effect remains obscure, but knowing a banking
crisswould help to predict a currency criss.

In our study, in dl the countries, with the exception of Argentina, banking crises preceded the currency

crises.

Currency Crises. The Krugman (1979) model of balance-of-payments crises gpplies well to those
crisesin which the central bank hasto bail out the banking system. The red world difference with

Krugmarrs argument is that the central bank does not finance a budget deficit, but rather aliquidity
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problem in the banking system originated by massive capitd outflows. The consegquences on the leve of
internationd reserves and on the exchange rate system are the same, because domestic credit is
increasing fagter than the growth in money demand, provoking the gradua depletion of a country:s
international reserves. Therefore, as the argument goes, the centra bank facing the exhaugtion of its
international reserves hasto let the currency float. In our analyss, thiswasthe case of the Latin

American countries ( with the exception of Argenting), and the Asan3 countries.

Adjustment Program. Once the crisis unfolds, the IMF, subject to the implementation of a severe
economic program, organizes afinancia package to support the distressed economy. The likelihood of
the developing of anew crisis depends on the performance of the structural reforms and the application

of preventive measures to pre-empt a crisis from happening again.

6.2 Recommendations

Two set of recommendations emerge from the conclusons. Thefirgt is related to the necessity of
developing amethodology to andyze and measure the financia soundness of a country, in order to turn
on acaution light both to policymakers and investors regarding the financid Stuation of a country. The
second set of recommendations has to ded with banking supervison, regulation, and the internationd

financid architecture.

6.2.1 Measuring the External Financial Soundness of a Country

182



In order to assess the externd financid Stuation of a country, two types of anays's are recommended.
Thefirg isrelated with the level and structure of a country:s externa debt, and the second is associated
with the sustainability of the current account deficit. To measure the former, it is necessary to determine
the externd debt burden, and the liquidity pogtion of a country. To determine the country:s leve of
externd indebtedness and its ability to honor its externa debts payments, agroup of indicators are used
that are compared with empiricaly caculated threshold values. The current account analysisis
determined by comparing the home country lighilities that foreign investors are willing to hold in their

portfolios, with the rate of growth of the economy and the current account deficit.

6.2.1.1 Indicators of External Debt Burden

Asacorollary of the 1980s debt criss, the World Bank (1989) developed a set of indicators, and
established threshold vaues for each of them, in order to classify a country as severely or moderately
indebted. The following criteriais used by the World Bank. A country is defined as severdly indebted if
three of four key indicators of debt and debt servicing have vaues greater than empiricaly observed
critical vaues. Thefour indicators are: 1) the ratio of debt to GNP, 2) the ratio of debt to exports; 3)
the ratio of debt service (accrued) to exports; and 4) the ratio of interest (accrued) to exports. The
critical vaues were determined by the World Bank as the unweighted 1988 means of each indicator for
agroup of countries that had recently had debt servicing difficulties. These are: adebt to GNP ratio of
50 percent; a debt to export ratio of 275 percent; aratio of scheduled debt service to exports of 30

percent; and aratio of scheduled interest payments to exports of 20 percent. If three of four indicators
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are greater than 60 percent of the threshold values, the country is classified as moderately indebted.

The indicators the year before the crises erupted in Mexico, Argenting, Thalland, and Indonesaare
presented in the next table.

TABLE 6.1 Indicators of Externa Debt Burden

EDT/GNP(%)° | EDT/XGS(%) TDSIXGS(%) INT/XGS(%)
Mexico 1994 34.3 1794 28.1 11.8
Argentina 1994 27.8 357.6 30.9 19.0
Thailand 1996 50.3 120.5 11.5 5.8
Indonesa1996 | 59.7 221.4 36.8 114

Source: Globa Development Finance, 1998, World Bank, Author=s Elaboration

None of the four countries met the severely indebted criteria established by the World Bank. However,
Argentina, because of the lack of openness of its economy, was about to meet the criteriawhen
indicators using exports as a base are above or dmost at the level of the criticd vaues. According to
the criteria, Mexico and Indonesia, are considered moderately indebted. Thailand iseither nona
severdly nor amoderately indebted country. Accordingly, it is very difficult to assess the financia
soundness of a country using the above indicators in isolation. They, therefore, need to be

complemented with the anadlysis of the liquidity postion of the country.

3EDT: Externad Debt Total; GNP: Gross National Product; XGS: Exports of Goods and
Services, TDS: Totd Debt Service; INT: Interest Payments
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6.2.1.2 Liquidity Position

To measure the liquidity position of a country, four indicators are used: 1) short-term debt to externa
debt tota; 2) short-term debt to international reserves; 3) internationa reserves to imports of goods and
sarvices in months; 4) broad money to short term debt. The critical vaues are determined by andyzing

the financid Stuation of the ten countries that had a crisis during the 1990s.

In the next table the indicators corresponding to Mexico, Argenting, Thailand, and Indonesiaare

presented.
TABLE 6.2 Liquidity Position
STD/EDT(%)* STD/IR(%) IRIMGS(%) M2/STD
Mexico 1993 27.6 1435 3.3 3.06
Argentina 1993 12.3 56.0 7.2 5.92
Thailand 1995 49.4 111.3 5.0 3.31
Indonesa1995 | 20.9 1739 3.0 4.08

Source: Globa Development Finance, World Bank and IMF, Author=s Elaboration

The critical vaues established to assess the liquidity position of the countries were: STD/EDT of 15

*IR: international reserves; MGS: imports of goods and services; M2: broad money
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percent; STD/IR of 50 percent; and IR/MGS of 6 months. In the case of the ratio of broad money to
short-term debt, the higher theratio, the safer a country in experiencing a credit crunch. Thelast ratio is
derived from the ratios of broad money to internationa reserves and internationd reserves to short-term

debt.

Only in the case of Argentina were these indicators below the critical values, with the exception of the
ratio of short-term debt to international reserves, while the ratio of broad money to short- term debt
was the highest among the four countries. Thalland and Mexico were the countries with the highest ratio
of short-term debt to externa debt total. In the cases of Indonesia, Mexico and Thailand, therr ratio of
short-term debt to internationa reserves was above 100 percent, and their ratio of internationa
reserves to imports of good and services was less than sx months, Indonesia and Mexico being the

lowest with three months of coverage.

The aove indicators clearly show that the debt structure of the countries that experienced atwin criss
was extremely fragile. These countries were therefore exposed to changes in market sentiments which
then actudly took place. Change in market sentiment can be spurred because investors perceive that a
current account deficit is not sustainable, and the government, as was the case in Mexico, or the private
sector, as was the case in the Asan3 countries, are not going to be able to meet their externa debt

obligations.
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6.2 Current Account Sustainability

A current account deficit is sustainable in the long run, if a country is capable of financing it. By
definition, the current account deficit in an open economy is the difference between nationd savings and
investments. Thus, a country that needs foreign capita to finance its current account deficit is actualy
financing a savings gap. The current account definition latter is a very important economic concept,

because it transcends the smple accounting procedures used for bal ance-of-payments presentations.

In previous sections, it has been shown that capitd inflows that are intermediated by the banking system
generate a credit boom which affects the level of absorption in the economy causing a current account
deficit. Likewise, capita inflows in afixed exchange rate system cause an exchange rate gppreciation
contributing to the deterioration of the current account deficit. By the same token, in anot so well
diversified export sector ( which is the case of developing economies), external shocks such asa
decline in the terms of trade broaden the current account deficit, leading a country to afinancid crigs.
Therefore, it is crucid for the hedth of the economy to maintain aleve of current account deficit that
can be sugtain in the long run. In other words, a current account deficit that can be sustain even in the

most adverse economic conditions.

Inasmple mode presented by Edwards (1995), internationa investors willingness to hold acountry:s

ligbilities in their portfoliosis defined as aratio (k*) of liabilities (L) to GDP (y)
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(6-1) k*=Lly

Equation (6-1) implies that the net accumulation of this country:sligailities (*L) will be in equilibrium if it

isequd to the long-run rate of growth (g) of rea GDP timesthe new ligbilities (L)

(6-2) ~L=gL
Netting out reserve accumulations, the author presents an equation which equals the current account
(C) deficit rdlated to GDP that can be sustained in the long run with the desired ligbilities to GDP ratio

(k*) times the long-run(g) rate of real GDP growth.

(6-3) Cly=gk*
Based on equation (6-3) Edwards constructs a table which relates hypothetica vauesfor the ratio of
ligbilities to GDP, with the long-run rate of red GDP growth to determine the sustainable level of

current account deficit that a country could hold.

TABLE 6.3 Sugainahility of Current Account Deficits. Hypothetical Vaues of the Equilibrium Current
Account Ratio under Alternative Assumptions for the Ratio of a Country-s Liabilitiesto GDP and GDP
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Growth.

Lly 29 49 59) 6(9) (C)
0.25 0.005 0.010 0.0125 0.015 0.0175
0.40 0.008 0.016 0.020 0.024 0.028
0.50 0.010 0.020 0.025 0.030 0.035
0.75 0.015 0.030 0.0375 0.045 0.0525
1.00 0.020 0.040 0.050 0.060 0.070

Source: Edwards,S., ACriss and Reform in Latin America, From Despair to Hope,@ 1995 World Bank,

Washington, D.C.

Using the basic equations, the next table shows the current account deficit, GDP growth, and the

relation of externd debt tota to GDP as a proxy of the maximum externad indebtedness for Mexico and

Thailand, in the two-year and then one-year period before their crises.

Table 6.4 Indicators of Current Account Sugtainibility for Mexico and Thailand

GDP growth C/ GDP EDT/GDP
Mexico 1993 0.7 -5.8 33.6
Mexico 1994 4.5 -7.0 34.3
Thailand 1995 8.7 -8.1 50.4
Thalland 1996 6.4 -7.9 50.3

Source: Internationa Financial Statistics, IMF, and Globa Development Finance, World Bank 1998.

In the cases of Mexico and Thailand, the levels of current account deficits deteriorated in the two years

leading up to the eruption of the crises. Moreover, taking into account the external debt restriction, it
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was clear that in both countries the current account deficits, was unsustainable in the long-run.

Mexico would have needed a current account deficit of 3 percent of GDP with ared GDP growth of
8.8 percent to being compatible with a externd debt ratio to GDP of 34.0 percent whichiis
approximately what Mexico had in those years. In the case of Thailand, a current account deficit of 4
percent was sustainable with areal GDP growth of 8 percent, and with atota debt to GDP of 50
percent. Looking at the numbers, both countries exhibited an unsustainable current account deficit two

years and one year before their crises began.

In summary, the recommendation isthat internationa organizations, policymakers, financid and
economic anaysts should pay more attention to the three main components of the analys's presented in
this paper to determine the financid soundness of a country. These are: (1) the debt burden; (2) the

liquidity position; and (3) current account sustainahility.

The other set of indicators that have been used throughout the cross-country andlysis, are those related
to the banking system. These indicators complement the three-steps macro-financid analys's presented
in this section well. They are: (1) capital adequacy ratio, based on the Bade Capitd Accord; (2)
liquidity retio, which relates short-term assets and liahilities; (3) net foreign asset podtion of the banking
system; (4) non-performing loansto totd loans, (5) provisonsto gross financia income; (6) loansto
deposit ratio; and (7) credit to the private sector to GDP, the problem with these indicators are that

they rely on the accounting information released by the banking system, which itsdf depends on the
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country accounting system and banking regulaions in that particular country. The establishment of
accounting rules that would be uniformly implemented across dl countriesis crucid for the accuracy of

the indicators and the trangparency of the data that is disseminated by the financiad system.

6.3 Supervison and Regulations

It has to be recognized by governments and the private sector that the role of supervision isto ensure
that banks operate in a safe and sound manner and that they hold capita and reserves sufficient to
support therisks that arise in their business. The regulations contain disciplinary mechanisms that
reinforce the efforts of supervisors, rewarding banks that manage risk effectively and pendizing those
whose risk management is ingpt and imprudent. In this endeavor, supervision cannot and should not

provide assurance that banks will not fail. In amarket economy, failureis part of risk taking.

Banking-supervisory indtitutions worldwide should implement world wide the ACore Principles for
Effective Banking Supervisoni, a comprehensive blueprint for an effective supervisory system,
developed by the Bade Committee on Banking Supervision.

It isimportant that, under the coordination of the IMF, the OECD, and the BIS, the international
regulatory ingitutions-such as the Bade Committee on Banking Supervision, the Internationa
Association of Insurance Supervisors, the International Organization of Securities Commissions, the
Internationa Accounting Standards Committee, and the Internationa Federation of Accountants-

develop a set of international accounting, and auditing procedures. At the same time, the internationa
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community should agree on the terms of a code of good practices on trangparency in monetary and

financid policies, complementing those in the code on fisca trangparency.

6.4 Reforming the I nternational Financial Architecture

Since the Mexican crigs, the internationd financia community has been involved in a series of debates
concerned to reforming the internationd financia architecture. The IMF has made available through the
internet a series of documents containing the issues that are being discussed in different internationa
forums. Substantid progress has been accomplished in the last couple of yearsin rdation of the
subgtantive issues that are part of the agenda to successfully reform the internationd financid system. In
this endeavor, the agenda incorporates topics related to data dissemination and trangparency,
internationally accepted standards, surveillance for assessang capita flows, improved financid market
supervison, orderly integration of internationd financid systems, and involving the private sector in the

prevention and resolution of financid crises.

It isimportant to involve the private sector in criss prevention and crisis resolution, in order to limit
mord hazard, strengthen market discipline, and help bring about orderly adjustment processes when
crises do occur, while gill maintaining internationd financia flows. In this direction, the covenants on
internationa sovereign bonds should be atered to make it easer for emerging-market governments to
reschedule their debts in tandem with smilar moves on their officid obligations. The introduction of

collective clauses in the new bondsis necessary for an orderly negotiation process. The proposd istha

192



private sector holders of internationa bonds should be Abail-ind into generd debt restructuring in line
with officid obligations. The principle behind the latter proposd isto diminaein internationd markets

the most favorable creditor statusthat private investors hold.

The proposa regarding the necessity to creeting alender of last resort indtitution is not a practical one,
due to the mord hazard incentives. Insteed, reinforcing IIMF operations and establishing new financiad
mechanisms to prevent financia crises are actions in the right direction. In this sense, the IMF gpproved
in April 1999 a precautionary credit line facility to protect countries with sound economic policies from
the shocks of financid crises dsawhere. This scheme which is sort of an anti-contagion credit line, will
operate alongside the IMF=s Supplemental Reserve Facility, launched in 1997 to provide large loans

quickly to countries facing aloss of market confidence.

*Glossary*

Arbitrage: isthe process that ensures that alaw of one price actudly holds. That is, that any
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commodity in aunified market has asngle price.
Balance of Payments regigtersthe trade and financid flows of the resdents of a country with the rest
of the world. The transactions are divided between current flows(i.e. exports, imports, interest receipts,

etc) and cepitd flows (i.e. changes in ownership of financid assets).

Broad Money: dso referred as M2, comprise narrow money components together with time, savings,
and foreign currency deposits of residents sectors other than the central government. The latter

definition, it isdso known as quas-money.

Capital Adequacy Ratio: whereby abank isrequired to set asde funds from its capital base, to
protect depositors and creditors. Is caculated as a percentage of risk-weighted assets asit is

recommended by the Bade Capita Accord.

Capital Flight: isan unrecorded capitd outflow from a country.(See Net Errors and Omissions)

Capital mobility: are financid resources that fredly move without restrictions from one market to

another worldwide.

Central Bank: isthe only ingtitution authorized to issue money, and to conduct monetary policy with the
principa objective to reach price abilization in the economy.
Convertibility: the ability of acurrency to be fregly converted into foreign exchange.
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Crawling peg: isasystem of frequent, preannounced smal devauations. One rule that has been used
in this system, devaues the nomind exchangerate a arate that is equa to the difference between the

target rate of domedtic inflation and the anticipated rate of internationd inflation.

Currency Board: are indtitutions that replace central banks, ensure full convertibility of the domestic
currency a afixed price, thusimposing afixed exchange rate system of internationd transactions. The
currency board is restricted to issue high-powered money if it is backed by liquid foreign assets,

therefore, the currency board arraignment surrenders to the use of an activis monetary policy.

Current Account: is aflow variable measuring the rate a which the residents of a country are lending
or borrowing from the rest of the world. The current account position isidenticadly equd to the private
sector savings over investment plus the budget surplus or deficit. In the latter perspective, a deficit on
current account implies insufficient private savings relaive to invesment and/or government spending

more than it collects in taxes.

Discount Window: are central bank liquidity operations whereby the centra bank makes loans to

private financd inditutions.

Domestic Credit: isthe credit dlocated by the banking system(centra bank, public financid inditutions,

and private financid ingtitutions) to government and to the private sector.
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ECU: the former European currency unit, acomposite of European currencies. It serves asthe
accounting unit of the European Monetary Sysem(EMS). Since January 1, 1999, the ECU was

replaced by the Euro, within the framework of the European Monetary Union(EMU) accord.

Exchange Rate isthe price of foreign exchange, measured as the number of units of domestic currency

per unit of foreign currency.

Exchange Rate Misalignment: when the red exchange rate is out of itslong term equilibrium vaue.

Financial Account: registers the net sum of the balance of direct investment, portfolio investment, and

other investment transactions.

Floating Exchange Rate: an exchange rate that isadlowed to vary in price. A Aclean floatl accursin
the absence of government intervention; under aAdirty floatll the authorities intervene to limit currency

fluctuations.

Foreign Direct Investment(FDI): registers, equity capita, reinvested earnings, and other capita

associated with various intercompany transactions between affiliated enterprises.

Forward Foreign Exchange: it isamarket in which corporations or individuas can by a contract to

cover againg foreign exchange rate risk. Also is used by central banks to increase their liquid reserves.
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Gross Domestic Product(GDP): is an identity which states that income is equal to aggregate spending
by domestic residents plus the net exports which is the difference between exports and imports. It isthe
most important measure of production in the economy, that ams to measure the total value of goods

and services produced in the geographic boundaries of an economy within a given period of time.

Gross National Product(GNP): isequd to Gross Domestic Product plus net factor payments from
abroad. The latter corresponds primarily to income from capital (i.e. interest and dividens) and to |abor
income accruing to domestic residents from abroad. The difference between GNP and GDP, is that the
former registers the income received for productive activity by domestic resdents, and the latter

registers the valued of output domestically produced.

Hedge Funds: are private investment pools, often domiciled off-shore to capitdize on tax and
regulatory advantages. Are higly leveraged indtituions which take large directiona (unhedge) positionsin

nationa markets, or make bets onthe relative prices of closdly related securities.

International Reserves: it isequd to foreign assets minus foreign liabilities held by the central bank.

Liquid reserves are equd to internationa reserves minus glod held in the centrd bank volts, or at the

Bank of Internationa Settlement.
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Liquidity Ratio: isa percentage fixed by banks regulators which relates short-term assets with short-

term ligbilities.

Monetary Base: or base money, or Ahigh-powered) money, is defined as currency in circulation
together with cash reserves that banks keep at the central bank, is a key monetary variable that can be

directly controlled by the central bank.

Multiple Equilibria: is defined as the movement of the economy or variable to different equilibrium
positions, being one of them abad equilibrium asisthe case of abank run againg their depositsin some

models of banking behavior.

Narrow Money: dso referred as M 1, equas the sum of currency in circulation, and demand deposits

other than those of the centra government.

Net Errors and Omissions:. isaresdud category needed to ensure thet dl debit and credit entriesin
the balance of payments statement sum to zero and reflects satistica inconsstencies in the recording of
the credit and debit entries. Thisindicator is used as a proxy to measure unrecorded capita flows, or

capitd flights

Non-performing Loans:. are loans overdue for more than 90 days according to internationa accounting

rules.
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Open Market Operations:. are actions taken by the centra bank to change the amount of Ahigh+
poweredi money in the economy to influence the level of interest rates, the price leve, or to Sabilize the
vaue of the domestic currency in the foreign exchange market. The term open-market is used to Sgnify

that the central bank purchase takes place in the market, rather than in a private trade.

Open Net Foreign Assets in the Banking System: is the difference between foreign assets held by the
domestic banking system, and net foreign liabilities owed by the domestic banking system to the rest of

the world.

Other Investment: includes transactions in currency and deposits, loans, trade credits.

Portfolio Investment: includes transactions with nonresidents in financia securities of any maturity

other than those included in FDI.

Private Capital Flows Seefinancid Account definition.

Real Exchange Rate measures a country-s overdl competitiveness in internationa makets, is the price
of acountry=s goods and services relative to the price of goods and services of the competitor country.
The ratio generdly applied is e=EP*/P, where E is the price of foreign exchange measured as a number

of units of domestic currency per unit of foreign currency; P* isequd to the foreign priceleve, and P is
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the domestic price level. When efalls, ared exchange rate gppreciation takes place.

Reserve Requirement: banks must maintain in the centra bank a predetermined percentage of ther

deposit base, which isfixed by central bank regulations as part of the conduct of monetary policy.

Shocks are economic fluctuations which are centra to the study of macroeconomic theory, recognizing
that every economy is subject to fluctuations in employment, production and GDP. When fluctuations
come from externd eventg(i.e. supply side shock: increasein the ol prices) it is say that the economy

was exposed to an exogenous shock.

Serilization Operation: isthe use of an open market operation conducted by the centra bank to offset

the monetary effects of other policies.

Target Zone: is an exchange rate arraignment in which the domestic price of aforeign currency moves

within aband, and around a centra determined parity or vaue.

Terms of Trade: measures the price of a country-s exports relative to the price of itsimports. When the
index is above the unit, the terms of trade for that country is pogitive rdative to the rest of the world.
Transition Economies: Central European economies which are in the process of changing from a

central-planned to a free-market economy.
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Unhedged Foreign Exchange: when the foreign exchange risk it is not covered by aforward contract,

or other mechanism. (See Forward Foreign Exchange definition)
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