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Abstract

This paper evauates the repercussons of the Asan criss for Latin America and discusses policy
options available to some of the mgor countries in the region. The paper darts by reviewing the
contributions of severd theoreticd modds to our understanding of crises. Next, it discusses the lessons that
can be drawn from previous regiond crises. Then, it evauates the current Stuation of four of the largest
Latin American countries and discusses policy options and prospects.

It is shown that the Latin American crisis of the early 1980s was very different in nature from both
the Mexican criss of 1994-95 and the recent Asan criss In the early 1980s the criss had a clear fiscd
root in al the countries andyzed (except Chile) while the problems in Mexico and Asa were unrelated to
fiscd problems. In contrast, a private credit boom was present in the earlier episode only in Chile, while it
clearly shows up in Mexico and mogt of the Asan countries that fell in criss. Large current account deficits
and subgtantid red exchange rate appreciations, however, have been a common festure in dl the episodes
andyzed.

Looking a the dfects of the current criss among the larger countries of Latin America, Brazil
gppears as the mogt vulnerable economy. Brazil needs to take further steps to reduce its twin deficits in the
current account and the public budget, to flexibilize its exchange rate policy, and to implement additiona
gructurd  reforms. Chile, though hit hard by a terms of trade shock, is structurdly hedthy. It faces,
however, a mgor chdlenge from its heavy exposure to copper and to the Adan region. Weeker regiond
demand and the loss of competitiveness associated with the Adan criss will deteriorate Argentinas
externd accounts and provoke a dgnificant dowdown. Because of its heavy dependence on the Brazilian
market, Argentina will face severe problems if Brazil fdls into a criss Mexico benefits from its significant
export diverdfication and its close integration to the hedthy U.S. economy but faces severe pressures from
lower oil prices and, especidly, from its wesk banking sector. Capital controls, though popuar, ae no
solution a times of crigs. A correction of the fundamenta macroeconomic imbaances, on the other hand,
isanecessary but not sufficient condition to prevent currency crises.
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1. Introduction

The recent criss in severd Asan countries has raised serious concerns in Latin America
about the posshility of a “contagion” effect that could trigger a full-blown crisis in the
region. This concern is partly based on a smple extrgpolation of the so-caled “tequila-
effect” of 1995 that negaively affected, a least temporarily, severd emerging market
economies, including some with presumably srong economic fundamentals. To date, the
crigs scenario has not materidized in Latin America, but markets in the region reman
ungeble. After the collgpse of the Russan ruble in lae August, some Lain American
markets deteriorated even further.

Indeed, there at least two good reasons for Latin American countries to be worried
about the posshility of a further soreading of the Adan crigs. Firg, it is not only the
currencies of emerging-market economies such as Thalland, Mdaysa and Indonesa that
have falen. More stable and respected currencies such as the South Korean won and the
Japanese yen depreciated sharply againg the U.S. dollar between mid-1997 and mid-
1998. Other Asian economies such as China and, especialy, Hong Kong have aso been
affected by the crigs This indicates the magnitude of the current crigs and its
repercussions around the world. Second, some Lain American countries have important
economic problems of their own. In some cases, these problems have been further
aggravated by the firs impacts of the Adan criss on worldwide capitd flows and
commodity prices. Consequently, some countries in the region ae dggnificatly
vulnereble to additional externd shocks. In fact, darting in October 1997, Latin
American stock markets and exchange rates were severely hit by a wave of financid

panic whose origins can be traced to Asia.



The purpose of tis paper is to evauate the likey implications of the Asan criss
for Latin America and discuss some of the policy options that Latiin American countries
have in order to successfully confront the repercussons of the crigs. We firgst review the
contributions of severd theoreticd models to our understanding of what causes a criss.
Next, we discuss some of the lessons that can be drawn from previous experiences of
cises Findly, we evduate the current Stuation of four mgor Latin American countries

and discuss their prospects for the immediate future.

2. What do we know about the deter minants of currency crises?

First-generation models

Paul Krugman developed the firg andyticd mode of bdanceof-payments crises in
1979. He argued that crises occur when a continuous deterioration in the economic
fundamentds becomes incondgtent with an attempt to fix the exchange rate. Krugman's
model identifies excessve domedtic credit cregtion ether to finance fiscal deficits or to
provide assstance to a weak banking sysem as the origind problem. More specificaly,
his modd assumes that the government does not have access to capitd markets and
therefore has to monetize its expenditures. This increase in the quantity of money in the
economy tends to reduce domegtic interest rates. Since world interest rates have not
changed, this induces capital outflows and a gradud loss of foreign exchange reserves.
Further down the road, the economy eventudly becomes the victim of a speculative
attack that triggers the abandonment of the fixed exchange rate system. In the modd, the

timing of the attack is determined by a criticd leve in the amount of reserves The fdl of



reserves to this threshold induces speculators to exhaust the remaining reserves in a short
period of time to avoid capital losses.

The Krugman mode and its extensons represent what has become known as first-
generation modes of baance-of-payments crises® The main insght of these modds is
that crises arise as a result of an inconsstency between domegtic policies (i.e. excessve
public spending that becomes monetized) and a fixed exchange rate. In this sense, a criss
is both unavoidable and predictable in an economy with a condtant deterioration of its

economic fundamentds.

Second-generation models

More recently, a number of authors have focused on the posshility of having currency
crises even in the absence of a continuous deterioration in economic fundamentals.
Modds built dong this line are known as second-generation models of baance-of-
payments crises. A key aspect of these is the existence of a circular process that leads to
the exigence of more than one equilibrium (Obstfeld, 1984, 1986). Since pure
expectations may lead to one or another equilibrium postion, many of the second-
generation models implicitly or explicitly accept the possbility of self-fulfilling crises.?
This type of criss occurs, for example, when the sheer pessmism of a dgnificant group
of investors provokes a cepitd outflow that leads to the eventud collgpse of the exchange

rate system, thus vdidating the negative expectaions. In this sense, second-generation

! Extensons to the Krugman mode have been developed by Flood and Garber (1984) and Conolly and
Taylor (1984). More recently, Krugman (1991) extended the andysis to a target zone modd. FHood, Garber

and Kremer (1996) incorporate the role of derilization into the andysis. For a survey of these models see
Agenor, Bhandari and Flood (1992).

2 See Flood and Marion (1997) for arecent summary of this literature.



modds tend to emphasize the reinforcing effects of the actions of economic agents in
determining the movements from one equilibrium position to another.

In a typical second-generation modd there is no obvious and predictable Stuation
leading to the collgpse of the exchange rate. Mot models assume a government with
explicit incentives ether to defend or to a&bandon the exchange rate system.
Consequently, many second-generation models underscore the interactions between
government policies and the perceptions of economic agents, such as when private agents
perceive that the government of a dow-growing economy may pursue expansonary
fiscd policdes In this case, economic agents may anticipate such policy and react by
attacking the domestic currency, thus acceerating the collgpse of the exchange rate
system. Since the change in policy does not necessarily occur,® a crisis in these models
tends to have a highly unpredictable component.

Although second-generation models have severd features in common, they dso
differ in crucid respects. In some modds, economic fundamentas play a key role in
determining when a criss may occur. In paticular, they identify an intermediate range of
economic fundamentals for which a criss may or may not occur. Thus, a country with
rdatively “good” fundamentals will never experience a currency criss? Although it is
not possible to predict when a currency crisis will occur in these models, at least one can
infer which countries are more vulnerable.

In other second-generation models, crises are not affected by the postion of the

fundamentals and may smply be the result of pure speculation agangt a currency. There

3 Output does not even have to be an objective of the government a al. It suffices that economic agents
believeitis.

* Thisisthe case, for example, of the model discussed in Sachs, Tornell and Velasco (1996).



ae a least two types of andyss dong these lines. Models of herding behavior stress that
cods of information may lead foreign investors to teke decisons based on limited
information and this, in turn, leaves the economy more sendtive to rumors (Cavo and
Mendoza, 1997). Contagion effects, on the other hand, emphasize that groups of countries
belonging to the same region may be perceved as sharing common policy characteristics
or objectives (Drazen, 1998). When one country fdls into crigs, investors may perceive a
higher risk of a cridgs in neighboring countries. Foreign cgpital would then flee the
neighboring countries, thus provoking the collapse of ther exchange rae, thereby

materiaizing the pessmidic prediction of investors.

3. Lessons from the past: the Latin American crises of the early 1980s

In this section, we briefly review some crucid aspects of the Latin American crises of the
early 1980s, as they provide important lessons and contrasts for the current episode. In
another paper we identified a group of economic variables that are key to understanding
the conditions that may lead to a currency criss, and measured econometricaly the
effects of thee variables in explaining the probability of criss (Esquivd and Larain,
1998). In this section we focus on some of these key indicators.

During the early 1980s severd Latin American countries sharply devaued ther
currencies. At firg, the smultaneous occurrence of many currency crises in the region
seemed to point towards a purely external shock, eg., a terms of trade collgpse or a jump
in foreign interest rates. A more detaled anadyss, however, promptly made clear an
interna cause. Mogt countries affected by the crisgs had been running large fiscd deficits

for prolonged periods.



Table 1 shows five key economic indicators for five of the largest Latin American
economies dffected by currency crises in the early 1980s. Argenting, Brazil, Chile,
Mexico and Peru. This daa clearly reveds the potentidly explosve economic Stuation
in these countries on the eve of the criss. The firg row in Table 1 is the average public
sector deficit from 1979 to 1981.° The situation was dramatic: dl countries were running
veary lage fiscd deficits during the pre-criss years, a an average rae ranging from
amog 5 percent in Peru to over 9 percent of GDP in both Brazil and Mexico. The
notable exception was Chile, which had a subgtantid fiscd surplus in the order of 4
percent of GDP over the same period. In spite of this, Chile developed a mgor balance of
payments criss as well.

The next three varigbles in Table 1 show the existence of close smilarities across
these Latin American countries. Seignorage (measured as the increase in the monetary
aggregate M1 as a percent of GDP) shows that the governments of these countries,
epecidly Mexico and Peru, were subgtantidly monetizing the deficit. Although Chile
had a fiscd surplus, its average annud inflation rate was close to 30 percent between
1979 and 1981; thus, the Chilean public sector was collecting seignorage even if it did
not have a clear need for it. The currencies of al five countries experienced a sharp red
gppreciation during the 24 months previous to their respective criss. As measured by an
index of the multilaterd red effective exchange rate, red gppreciaions ranged from 20 to
36 percent between 1979 and mid-1981. Appreciations of such magnitude normaly go

together with an aggregate expenditure boom that leads to a sharp drop in the redive

° Note that this indicator & a broad measure of the fisca situation in each country. It indludes the balance of
both the Centrd Government and the Public Enterprises. See Larrain and Sdowsky (1991) for a detailed
description of the data and sources.



price of tradables to non-tradables, encouraging imports and discouraging exports. Such
pattern is reflected in the third varigble in Table 1 (the current account balance).

The current account balance as a percent of GDP shows that al these countries
had large deficits in their externd accounts right before the criss. Chile provides the
most extreme example with an average annua deficit of dmost 11 percent of GDP
between 1979 and 1981. This is dl the more driking if we condgder that the Chilean
government was running a messve fiscd surplus a the time. As documented by Larrain

(1991), this pattern is explained by an unsustainable private consumption boom.

Table 1 Selected Macroeconomic Indicators for some Latin American Countries
Argentina Brazil Chile Mexico Peru
Public Sector Balance (percent of GDP) -6.0 -9.8 3.7 -9.1 -4.7

Average 1979-81

Seigniorage (percent of GDP) 3.2 2.5 2.0 4.7 5.3
Average 1979-81

Real Exchange Rate Appreciation within the 36 29 20 20 22
24 months previous to each country's crisis

Current Account Balance (percent of GDP) -6.2 -5.0 -10.8 -5.9 -3.7
Average 1980-81

Credit to the Private Sector as a percent of GDP 43.1 -28.2 155.3 24.1 22.1
(growth rate between 1977 and 1981, in percent)

Sources: Larrain and Selowsky (1991), The World Bank, IMF and JP Morgan.



The lagt variable in Table 1, the expangon of commercid bank credit to the
private sector as a percent of GDP, is one of the mogt interesting and has usudly been
overlooked in discussions of currency crises® Sharp increases in bank credit indicate the
exigence of a lending boom. As Table 1 shows, there is clear evidence of a “lending
boom” in Chile & the time. The share of commercid bank credit to GDP in Chile
increased 155 percent between December 1977 and December 1981. This credit surge in
Chile followed the deregulation of its financid sector and the opening of its capitd
account and helped to finance the private consumption boom. This variable then helps to
explan why the Chilean economy was vulnerable to a currency crigs in spite of having a
vey drong fiscd podtion. Credit incresses were dgnificant but much lower in
Argentina, and more modest h Mexico and Peru during this same four-year period, while
Brazil done suffered a credit contraction.

In concluson, most episodes of crises in Latin America during the 1980s fit well
the logic of firgd-generation models of badance-of-payments crises. Crises in the 1980s
were normdly the result of excessve government expenditure that continuoudy eroded
the externd podgtion of the economies and that eventudly broke down the exchange rate
regime. The main exception in this respect was Chile, where the criss came not from a
high public sector deficit but as the naturd consequence of an unsudainable private

consumption boom financed through the banking system.

® An exception is Sachs, Tornell and Velasco (1996).



4. The Crisesof the 1990s; Mexico 1994 and Asia 1997

On December 19, 1994, the Government of Mexico announced the widening of the
peo’'s exchange rate band. Two days later, after the Central Bank had lost severd
billions of dollars in foreign exchange reserves, the Government floated the peso. By
then, rumors about the probability of an eventud suspenson of payments on dollar-
denominated bonds (the infamous Tesobonos) had spread and prompted a run on
Mexican bonds. Interest rates soared and the exchange rate collapsed. By the end of
December, the Mexican currency was being traded at a rate d 5 pesos per dollar, up from
35 in mid-December; by mid-March the exchange rate reached 7.4 pesos per dollar, a
depreciation of more than 100 percent over its pre-criss vaue.

The period immediady following the Mexican crigs was one of confuson and
financid panic. Many other currencies in Latin America came under severe pressure and
the stock markets in many emerging economies suffered sharp contractions between
January and March of 1995. Most of these effects, however, were short-lived.” Only
Mexico and Argentina endured economic decline in 1995, and both rebounded strongly
in 1996-97.

The Adan cridgs, however, has proved consderably more perdurable. In July
1997, the Tha currency was devalued despite repeated Statements by Government
offidds that such measure would not be taken. In a matter of days, the currencies of
Indonesia, Philippines and Madaysa came under heavy attack and sarted to plunge. By
the end of October, the South Korean won was battered and threats of a generalized crisis

across Asiaincreased.



The two crises just sketched, Mexico in 1994 and Ada in 1997, share two
paticulaly intriguing festures Firs, only a few months before the crises these
economies were widdy regarded as solid and sable, with very good economic
prospects.® Second, even days before the crises, financid and economic analysts seemed
to be completely unaware of what was forthcoming.’ That both economies were among
the most closdy-waiched by the financid community, make these two characteristics
even more intriguing.

One possible explandion for these “surprise crises’ is that, unlike Latin America
in the 1980s, Mexico in 1994 and Thailand in 1997 had demonstrated no evidence of
recent fiscd or monetary expansonary policies. Table 2 shows the same five key
indicators used in Table 1 to discuss the Latin American crisis of the 1980s, but with data
for Mexico, Thailand, Indonesia, Mdaysia, the Philippines and Korea.

The fird two vaiadles in Table 2, fiscd bdance and sagniorage, show a
completely different pattern to that observed in Latin America in the 1980s. Mexico,
Thalland and Indonesa ran, on average, a fiscd surplus in the years preceding the
financid crises. The other countries in Table 2, Mdaysa, Korea and the Philippines,
were in equilibrium or ran rdaivey smdl fiscd deficits The segniorage varigble dso

shows a very different pattern to that of Latin American countries in the 1980s. there is

" Itisimportant to note, though, that 1995 was a year of strong growth for the world economy, and that
terms of trade improved consderably for commodity exporters.

8 In this regard, see Raddet and Sachs (1998) for a summary of the IMF Executive Board discussions on
Indonesia, Koreaand Thailand that preceded the 1997 criss.

® See for example, the evidence discussed  in Goldfgin and Valdes (1998) and in Radelet and Sachs (1999).
Although in the case of Mexico there were some early warnings about the posshility of a criss (see, for
example, Dornbusch and Werner, 1996), no one can accurately clam to have anticipated the magnitude of

thecrigs.
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no evidence of a subgtantial process of monetization before the criss occurred, with the
exception of Mdaysa.

The lagt three variables in Table 2, however, do ressmble more the Latin
American gdtuation in the 1980s. Table 2 shows that most countries that suffered a criss
in the 1990s had been running large current account deficits in the pre-crisis period.
Mexico, Thalland and Mdaysa, caried a deficit above 6 percent of GDP per year.
Indonesia, Korea and the Philippines carried dightly more moderate deficits, between 3.3
and 4.6 percent. More importantly, in al of the Table 2 countries except Korea, there was
a reaive large red exchange rate appreciation before the crises. Findly, in three of the
gx countries, Mexico, Thalland and the Philippines, the crises were preceded by a

lending boom.

Table 2 Selected Macroeconomic Indicators for Mexico and some Asian Countries

Mexico Thailand Indonesia Malaysia Philippines  South Korea

Fiscal Balance (percent of GDP)
Average 1992-94 0.5
Average 1994-96 22 0.7 24 -0.2 0.3

Seigniorage (percent of GDP)
Average 1992-94 11
Average 1994-96 1.0 1.3 3.8 14 1.0

Current Account Balance (percent of GDP)
Average 1993-94 -6.4
Average 1995-96 -7.9 -3.3 -7.4 -4.6 -3.4

Real Exchange Rate Appreciation within the
24 months previous to each country's crisis 13.1 15.5 12.1 12.8 17.7 4.4

Credit to the Private Sector as a percent of GDP
(percentage increase between 1990 and 1994) 103.2
(percentage increase between 1996 and 1992) 37.8 12.1 13.4 104.6 15.6

Sources: The World Bank, IMF and JP Morgan.
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These vaiables combined clearly show that, excepting Korea, dl countries
consgdered had shown some signs of vulnerability well before the actua crises occurred.
These sgns, however, were not the typica ones observed in the padt; that is, there was no
direct evidence of fiscd relaxation or sharp increases in the quantity of money. Instead,
the symptoms of the criss were mainly rooted in the financid sector of the economy.
Thus, the crises of the 1990s have more dements in common with the Chilean criss of
1982 than with the other crises of the 1980sin the region.

In summary, there are two aspects that are common to admost every criss
discussed a@bove a subdantid red exchange rate gppreciation and a rdatively large
current account deficit. Interestingly, most crises have been preceded by large spending
booms that lead to significant current account deficit. Whether the cause of the externd
deficit is the result of an excess of public spending (like in the case of mod Latin
American countries in the 1980s), an excess of private consumption (like Mexico in the
1990s), or a boom in private investment (like in most Adan countries in the 19909), it
appears to have had second order importance. Therefore, a large current account deficit
and an overvdued red exchange rate may be interpreted as summary variables indicating
that a crigs is forthcoming. Indeed, in related work we have found econometric evidence
that these two variables are highly sgnificant in explaining exchange rate crises in a
broad sample of middle and high-income countries (Esquivel and Larrain, 1998).

Perhaps one of the most important lessons about the recent crises reviewed in this
section is tha, contrary to popular belief, there have usudly been cler dgnds that
something is fundamentdly wrong in the economy before a currency crisis. This does not
mean, however, that a criss or its timing is totaly predictable. Rather, it only means tha

it is possble to identify a set of conditions that make an economy prone to suffer a criss.



In the next section we use this concluson to asess the Stuation of some Latin American

economiesin the aftermath of the ASan crigs.

5. Latin America’s Prospectsin the Aftermath of the Asian Crisis

With good reason, there is serious concern in the region about the contagion of the Asan
crisgs. In October 1997, a strong speculative wave negatively affected most stock markets
and currencies in Latin America. In this section we address Latin Americals prospects
based on our discussion above. We briefly review key macroeconomic and vulnerability
indicators in four of the largest economies of the region: Argenting, Brazl, Chile and
Mexico. In the following section we evaduae and discuss the policy options that these

countries have in order to successfully confront the Asan criss.

Macroeconomic I ndicators

Looking a key macroeconomic variables is a good darting point to assess the current
conditions in a country and to identify its potentid vulnerabilities. Figure 1 shows the
evolution of the current account as a percet of GDP for Argenting, Brazil, Chile and
Mexico between 1992 and 1997. The data shows a clear pattern: countries that were
running large current account deficits in the firg part of the 1990s, i.e. Argentina and
Mexico, experienced sharp corrections in ter current accounts as a result of the Mexican
crisgs of 1994/95. Since then, the external accounts of these countries have deteriorated
somewhat. Argentina and Mexico, however, dill exhibit a rdaivdy smdl current
acoount deficit. Brazil, which had a more balanced external Stuation & the onset of the
Mexican criss, suffered a continuous deterioration of its externd accounts it moved

from a current account surplus of 1.5 percent of GDP in 1992 to a deficit in excess of 4
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percent in 1997. Chile, affected by a large terms-of-trade deterioration since 1996,

exhibits the largest externd deficit among the four countries.

Figure 1. Current Account Balance
(in percent of GDP, 1992-97)
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Figure 2 shows the fiscal badance as a percent of GDP for the same group of
countries, with more heterogeneous results. The fiscd podtion looks rdaively hedthy
for three of the four countries Chile had fiscd surpluses throughout the 1990s, though
the surplus declined after 1995. Mexico's fisca dtuation has been close to baanced
between 1992 and 1997. Argentina’s fiscd baance has deteriorated dightly since 1993,
when it ran a surplus, but the magnitude of the deficit is rlatively small.

On the other hand, Brazil has been running large fisca deficits, in excess of 5

percent of GDP per year, during the past three years. Two comments are worth doing
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about the fiscd dtuation of Brazil. Frs, dthough the magnitude of Brazil's fiscd
imbalance seems smdl when compared to the two-digit deficits of some Latin American
countries in the 1980s, it is undoubtedly high when compared to the current fisca
dtuation of the rest of the region, and to recent internationa <Standards. Moreover,
Brazil's fiscd deficit has been increasing during the lagt three years, and in 1998 will
exceed 7 percent of GDP. Second, as Figures 1 and 2 clealy show, Brazil’s current
account deficit dosdy mirrors its fiscd deficit, dthough it is amdler in magnitude. This
combination of twin deficits has proven explosve many times in emerging markets. It is
therefore imperative for Brazil to cut its fiscd deficit. This is Brazil's mog important

current macroeconomic chalenge.

Figure 2. Fiscal Balance
(in percent of GDP, 1992-97)
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Figure 3 charts the pattern of the real exchange rate index in the region from 1992
to April 1998. The data shows that Brazil and Chile have had the sharpest gppreciations
in the last years, around 20 percent compared to 1990-92. In Brazil, the appreciaion
accderated after the Red Plan was implemented in July 1994. In Chile, the domegtic
currency had accumulated an appreciation of more than 30 percent between 1990 and
September 1997. Thus, the depreciation of the Chilean currency in late 1997 and early
1998 took some pressure off the exchange rate, as reflected in the dight rise in the
Chilean redl exchange rate between September 1997 and April 1998.

In Mexico, the appreciation of its currency in 1996 and 1997 led to a complete
loss of the competitiveness gains obtained with the devaluaions of 1994 and 1995. This
trend, however, has been patidly reversed with the nominad exchange rate adjustments
of mid-1998. On the dher hand, Argentind's peso adso appreciated sharply in the 1990s;
even in recent years when Argentings inflation has fdlen bedow interngtiond levels, the
fixed parity of the peso to the strong U.S. dollar has led to a continuous appreciation of
the Argentinean currency. As of April 1998, as Figure 3 shows, Chile was the only
country in this group that had experienced a dight currency depreciaion since the
beginning of the Adan crigs. Recently, however, after the collgpse of the Russan ruble
and as a result of the increased ingability in world markets, Mexico's currency has aso
depreciated sgnificantly.

Finaly, Figure 4 shows domestic credit to the private sector as a percent of GDP
in Argenting, Brazil, Chile and Mexico. The data clearly show that there was not a credit
boom in the region between 1992 and 1996. On the contrary, Brazil and Mexico had a

ggnificant credit reduction, while domedtic credit in Chile and Argentina showed a
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moderate upward trend. Credit expanson has not been dgnificant in these economies in
the past severd years, and this factor does not seem to be an important destabilizing

factor for the near future.

Figure 3. Real Exchange Rate
(1990-92=100)
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Figure 4. Commercial Bank Credit to the Private Sector
(in percent of GDP)
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External Vulnerability
To assess the prospects of the Latin American economies in an ungable externd
environment, it is crucid to evauae the vulnerability of these countries to a reduction in
world demand resulting from Asas financid and economic turmoil. In this regard, two
indicators are important: exports to Asa as a percent of tota exports, and the share of
primary products in total exports. The former measures the direct trade exposure of Latin
American countries to Asa The latter shows the exposure of Latin American countries to
reductions in commodity prices, a phenomenon which is often observed during periods of
global recesson.

Figure 5 presents these two variables. The figure clearly shows that Argentina,
Brazil, and Mexico have rdatively low levels of exposure to Asa 14%, 12% and 3%,
repectively. Among the four countries examined, Chile is the most exposed to the Asian
criss, as 32% of Chile'sexportsgo to Asia

Regarding primary exports, al four Latiin American countries in Figure 5 show
relatively large shares of these goods in their totad exports. This characteristic leaves dl
these countries in a highly vulnerable pogtion before sudden changes in world demand.
This degree of vulnerahility is, however, very differentiasted across the countries in our
sample. Among these four Latin American countries Mexico has the lowest share of
primary exports with 22%, while Brazil and Argentinds primary exports represent
aound one third of their totd exports. On the other hand, Chile's primary exports
represent 62% of its total exports, the largest share in the group.

Chile is, thus, the Lain American country most exposed to the Adian flu on the
trade front. It has the largest exposure to the Asan markets and its exports depend

heavily on primary products. Argentina and Brazil, on the other Sde, have intermediate
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dependence levels on both primary product's exports and the Asan markets. Mexico,
with its grong ties to the American market, seems to be rdativey safer as long as the
U.S. economy continues growing solidly. The main channd, however, through which the

Asan criss has affected Mexico is through its effect on the price of ail.

Figure5. External Vulnerability
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Latin America’s Prospects: An Assessment

Overdl, Brazil appears as the most vulnerable economy among these four Latin
American countries. It has large fiscd and current account deficits, and presents the
sharpest currency agppreciation. Given the economic importance of Brazil in the Southern
Cone, however, and its close commercid ties with Argentina (and adso, though less
ggnificantly, with Chile), the whole region would be affected if Brazil succumbs to a

currency criss.
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Chile, though more vulnerable in a narow trade sense, has much stronger
fundamentds, as indicated by a solid credit rating. In fact, despite its terms-of trade
deterioration and its heavy exports dependence on Ada, Chile's credit rating is dill the
best in Latin America

The occurrence of a crigs in one country, however, may serioudy undermine the
economic conditions of the other countries in the region. There is clear evidence of the
exigence of a regiona “contagion” effect that may propagate a criss. A smple exercise
may illudrate this point. Usng the results from a previous work (Esquivd and Larain,
1998), we can cdculaie the probability of a currency criSs in a country with the
economic conditions that Chile currently has. We edimate the probability of crigs for
Chile to be aout 16 percent. If a neighboring country fals into a currency criss,
however, the probability of a criss in Chile rises to 26 percent. Thus, the pure contagion
effect in this case is of about ten percentage points. To illudrate the importance of this
effect, consider that out of 111 crises studied in a sample of 30 countries, we found that
about haf of the countries whose estimated probability was greater than 25 percent
experienced a curency crigs the next year. This result may illusrate the importance of
the contagion effect as well as the reevance of keeping the economic dability in the
region asawhole.

On the surface, Mexico appears to have a rdatively less uncomfortable postion to
confront the Adan crigs. In a sense, the country has benefited from the substantiad and
painful process of adjustment that followed the crigs of 1994. One point of concern,
however, is the rapid red exchange rate appreciation that took place between 1995 and
1997, which eroded most of the competitiveness gain obtained with the exchange rate

adjustments of 1994/95. This trend has been partidly reverted during 1998 due to a
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change in the exchange rate policy that dlows the Mexican peso to float more fredy. The
new policy has reduced the risks of an exchange rae cridgs, facilitating a rapid and
substantial depreciation of the Mexican currency in the second semester of 1998.

A common point of concern for both Chile and Mexico is the deterioration in the
price of their man export commodity. Copper prices have plummeted from levels of
$1.20 per pound before the Asian criss, to around 75 cents per pound after the criss.
Copper accounts for more than 40 percent of Chilean exports and the effect on the copper
price by itsdf amounts to an income loss of amogt 2 percentage points of GDP for Chile
in 1998.

Likewise, Mexico has suffered from a sharp decline (of about 30 percent) in the
price of ail, one of its main export products. Mexico, however, has two srengths to
confront this event. Firs, Mexico depends on the U.S. market for 85 percent of its
exports and the U.S. economy is relatively wel postioned to confront the Adan criss.
Second, thanks to the structural reform process that began in 1985, Mexico depends
much less on ail exports, which currently represent only about 12 percent of total exports,
down from 70 percent in 1981. Nonetheless, Mexico's government revenues till depend
heavily on oil.1° This explains the large reduction in expected revenues of the Mexican
government in 1998, which has adequately been met with large cuts in public expenditure

to avoid afurther deterioration in the fisca accounts.

10 More than 30 percent of Mexico's government revenueis directly tied to ail.
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6. Policy optionsin the face of the Asian crisis

Macroeconomic management and structural reforms

The Adan criss hit Lain America with a lag of jus a few months Sarting in October
1997, sock markets fell subgtantialy and several currencies came under severe attack. In
reponse to this panic and to its aftermath, the Brazilian government decided to
counterattack the speculation againgt the domestic currency by raisng short-term interest
rates. As a result, overnight interest rates rose from about 22 to over 40 percent at the
pesk of the crigs. Later, in November 1997, the Brazilian government announced an
important package of measures oriented to reduce the fisca deficit. During 1998, interest
rates fell back to the levels of September 1997, around 20 percent, and then climbed back
to over 40 percent, remaining highly volatile.

Notwithgtanding the efforts of the Brazilian government in late 1997 to atack the
problem a its roots, the fiscd adjusment proposed by the government has not been
enough to reduce the vulnerability of the economy. The fiscd adjustment will probably
have to be strengthened in order to have a lasting effect on the stability of the country. It
is clear that keeping the interest rates a 30 or even 20 percent (with inflation at less than
4 percent) cannot be sudtained for long without a Sgnificant deterioration in the assets of
the banking system and, thus, increased risk of financid collgpse.

Brazil needs to implement not only the fiscd package presented in November
1997, but dso needs to make progress in structural areas such as the reforms to socia
security, public adminidration and privatization. Although dgnificant  progress has
occurred in some of these (including the recent successful privatization of Teebras, the

domestic telecommunications company), severd crucid aspects of the adminidrative



reform are ill wating for Congress approva and ther implementation will probably not
occur for severa months. Additiondly, some reports suggest that some of the policy
measures announced last year have been postponed or delayed without justification.

It is clear tha moving in the direction of deepening sructurd reforms is the gppropriate
way for Brazil to regan the initigive and to &tain the credibility necessary to reduce
interest rates. A related issue is that Brazil needs to increase the flexibility of its exchange
rate policy so that it can gradudly move away from its current overva uation.

As a reault of the financid shock of late October 1997, the Chilean peso reversed
its course of sustained gppreciation in the 1990s and suffered significant pressure towards
depreciation. The Centrd Bank dradticdly raised interest rates and spent about $1.6
billion (or 9 percent of its foreign exchange reserves) intervening to support the peso in
the foregn exchange market. In spite of this the Chilean peso depreciated around 10
percent against the US dollar between October and December 1997. Given the pressures
that the economy was experiencing, paticularly the collapse of copper prices, and the
conditions of ingability prevdent in the financid markets, the devauation of the Chilean
peso should be seen as a necessary correction in an otherwise unsustainable appreciating
trend. In light of the high dependence of Chilean exports on Asan makets and on
primary products, however, a prudent economic policy is drongly dedrable.
Appropriately, Chile's government cut fiscd spending twice in 1998, and accepted a
modest devauation of the currency.

Through most of 1998, Argentina endured high red interest rates and a sgnificant
stock market decline, but was able to maintain its fixed exchange rate to the dollar.
Conddering the macroeconomic indicators discussed above, however, Argentina may

face serious problems if Brazil fdls into crigs In such a case, Argentinds monetary
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arangement (a currency board) would become subject to severe pressures and its
currency could undergo a speculaive attack, as in the fird months of 1995. The
Argentinean authorities will likdy gick to the full convertibility policy snce exchange
rate stability is so much at the heart of the country’s reform process. They can dso teke
heart in the fact that the two most visble countries with currency boards (Argentina and
Honk Kong) were successful in defending their currencies when neighboring currencies
fdl in 1995 and 1997, respectively.

Currency boards, however, have costs and risks. They tie the hands of the
policymakers and diminates the role of the centrd bank as a lender of last resort. In case
of a run on depodts in the financid sysem, the Centrd Bark would face a tough
dilemma: it could maintain the currency board but only a the cost of a collgpse in the
financid system, a collgpse of much higher dimensons than under dternative monetary
regimes. Even if the syssem does not collapse, the costs of this policy in terms of output
and/or employment can be very high, as evidenced by Argentina in 1995 and Hong-Kong
in 1998. The best way for Argentina to confront these pressures is to degpen even further
its reform program, paticulaly the liberdization of its labor market. This reform,
however, face unusud complications in the current political conditions of a weskened
adminigration.

After the 1994-95 crigs, Mexico undertook a painful adjustment in its economy
that included a severe macroeconomic contraction and the introduction of corrective
measures in its financid sector. Yet, current conditions in the banking sysem ae far
from optima and unless the problems in the financid sysem are tackled on time, they
may become the Achilles hed of the Mexican economy. The recent financid pressures

have dso provoked a jump in the exchange rate that has helped to relieve part of the
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appreciation pressures accumulated in the red exchange rate between 1995 and 1997.
One of the main sources of concern for Mexico now is the uncertainty associated with the
politica conflict over the balout of the banking system. Resolving this problem soon will
greatly hep Mexico to face the Asan criss. Otherwise, the economic dtuation could

become extremdy complex and explosivein the near future.

Dealing with capital flows

The Adan crigs has put the issue of how to ded with capitd flows a the forefront of
economic discusson. In paticular, one of the most debated aspects is the role of capita
controls in affecting the magnitude and composition of capital that a country may atract.
Many authors have suggested that imposing some form of capitd control may help a
country avoid unnecessary exchange rate fluctuations and, more generdly, may reduce an
economy’s vulnerability to externad shocks. The dability of Chile after the Mexican criss
has often been quoted as a leading example of the benefits of such policies, and thus we
take on this case in some further detail.**

In 1991, Chile implemented a 20 percent ron-remunerated reserve requirement on
foreign credits, that was increased to 30 percent in 1992, Whether the reserve
requirement has been an effective tool to stem the inflow of short-term capital, however,
is subject to debate. Recently, Larrain, Laban and Chumacero (1997) have shown that
cgpitd control measures in Chile affect the compostion of capitd inflows away from

those flows that are subject to taxes. In the short run, though, controls appear not to have

1 See Laban and Larrain (1998) for adetailed discussion on thisissue.
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a donificant effect on the overdl magnitude of the flows, while some overdl deterring
effect remains in the medium to long term.

Another option that has been widely used to defend the real exchange rate in the
presence of large capita inflows is the rdaxation of a number of redrictions on capita
outflows. These policies, used both in developed and developing countries, include the
reduction of redrictions for profit and capitd repatriation on foreign investments, and the
liberdization of invetment options aroad for inditutiond investors. Nonetheless, as
Laban and Larain (1997) argue, the liberdization of capitd outflows is more likely to
induce higher capitd inflows since it makes the decison to invest in domestic assets less
irreversble. Thus, liberdizing outflow controls may be a good measure in itsdf, but it is
likdy to provide little rdief in reducing the pressures on exchange rate appreciation that
arise from capitd inflows.

Nonetheess, the role of capitd controls is fundamentaly different in norma
periods, in the presence of large capitd inflows (as in Latin America during mogt of the
19909) than at times of potentid criss, when inflows turn into outflows (as after October
1997). In periods of crigs, inflow controls turn redundant and by and large mainly
increase the cost of capitd for domestic companies in international markets; increased

outflow controls, on the other hand, are likely to reduce net inflows.
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7. Conclusions

Some important lessons emerge when comparing the experiences of Latin America in the
1980s, Mexico in 1994, and Ada in 1997. Fird, not dl currency crises are dike. Most
crises in Latin America during the 1980s had a strong fisca component and, in that sense,
tend to fit wdl with the explanations posted by traditiond modds of baance-of-
payments crises. On the other hand, it is clear that crises in Chile (1982), Mexico (1994)
and Ada (1997) did not have a fisca origin and therefore the roots of the crises are
located esawhere, mainly in the financid sector. Second, contrary to popular assertions,
and in spite of ther different nature, most crises have been preceded by strong indications
of fundamenta weskness in the economy. Some of the mogst important sgnds are given
by the current account deficit, the rea exchange rate gppreciation, and a rapid expanson
of credit to the private sector. In addition to these sgnas, standard balance-of-payments
crises (mainly in the 1980s) were dso preceded by large fiscd deficits and high rates of
seigniorage.

Based on the andyss of this paper, one may assess the current conditions in four
economies of Latin America Brazl, the regiond giant, is the most vulnerable economy
in the region and needs to take further steps to adjust its economy beyond the reduction of
its twin deficits n the current account and the public budget. In particular, Brazil needs to
implement a series of dructurd reforms in the socad  security scheme, in the
adminigration of the sate and in priveization. Some of these measures have dready
been proposed and approved by the Congress, but further efforts need to be made to

assure ther implementation. Together with some liberdization in its exchange rate

27



policy, this is probably the best option for Brazil to prevent a mgor recesson semming
from very high interest rates.

The case of Chile provides an interesting contrast. Widdy regarded as the
srongest economy of the region prior to the Asan criss for its perfformance after the
Mexican devaluation of December 1994, Chile has seemed to loose its aura as a safe
heaven. Some andyss have gone as far as saying that Chile has become the most
vulnerable economy of Latin America This assartion does not withstand scrutiny. In
spite of having been hardly hit by a terms of trade shock, Chile is sructurdly hedthy,
with the highest investment and saving rates in Lain America and probably the strongest
banking systlem of the region. It faces, however, a mgor trade chalenge coming from its
heavy exposure to copper and Ada and will cetainly face tougher times were Brazil’s
problemsto intensify.

Argentina has made important progress since 1995, especidly in the consolidetion
of its banking sysem. Wesker regiond demand, however, and the loss of
competitiveness associated with the Adan crigs will surdy take its tall in terms of higher
trade deficits. Perhgps Argentina's weakest point is its high dependence on Brazil, which
after the MERCOSUR agreement has come to absorb some 30 percent of the country’s
exports.

Mexico has a dgnificant advantage in its more diversified export base, its large
integration with the U.S. economy and its flexible exchange rate policy. Like Argentina,
Mexico has to be careful with its externd accounts, especidly in light of the collgpse in
oil prices. The government has reacted by sharply adjuding fiscd spending in recent

months, in tandem with the decline in ail prices. Mexico's Achilles hed, however, is the
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week dtuation of its banking sector and the economic and politicadl complications of the
FOBAPROA program.

How can countries better deal with potentid currency crises? Clearly, a correction
of the fundamenta macroeconomic imbaances of the country, as outlined above is an
important part of the story. This is only a necessary condition, however, and may not be
auffident to avoid contagion. For countries that are in the midst of Sructurd reforms,
potential crises should be used as an opportunity to deepen the reforms, as Argentina did
in 1995 and Brazil should attempt now. There are two man reasons for this. Firg,
legidative gpprova for reforms is easer to obtan a times of crigs Second, a further
push for reforms is a very good sgnd that the economic and politica authorities can send
to the markets. Doing everything right, however, only minimizes the risk of a criss, but
iS no sure guarantee againg it, as the work on sdf-fulfilling criss and some of the other
second-generation models make clear.

Capita controls, on the other hand, have no role a times of crises. Stepping up
outflow controls may deter some outflows but, on baance, is likdy to discourage net
inflows. Increesing controls on inflows a a time when capitd is flowing out is largdy

superfluous, and increases the cost for loca companies looking for financing abroad.
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