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minimum, to return 100% of the initial deposit to their investors.23 As a
result, they need to avoid important losses and/or volatile markets. These
types of funds pulled very quickly out of Mexico as the crisis started.

Finally, 'disaster myopia’ reportedly played a big role in investors'
behaviour. Because there was so much (unjustified) faith that there would
be no devaluation, this also helps to explain why there was so much over-
reaction to the devaluation, when it did occur. Such 'disaster myopia', and
later over-reaction seems to have been accentuated by the sheer
inexperience and great youth of many of the people both analysing and
deciding on investment in Mexico and Latin America in the early 1990's;
the fact that many would not have been adults when the 1982 debt crisis
occurred may have implied that they had little knowledge of the region's
history of capital flows and Balance of Payments crises (Institutional
Investor, op. cit.).

V CONCLUSIONS AND POLICY IMPLICATIONS

This paper assumes that the Mexican peso crisis (though having special

features) was not unique, and there is the risk that ‘Mexico-style crisis'
could be repeated in developing or transition economies. Therefore policy-

makers need, as a very important policy objective, to aim at avoiding such

crises, as they are extremely costly to the domestic economy. It is

important to stress that Mexican GDP fell by 7% in 1995, consumption

declined by over 17% and investment fell by 30% (there has been an

important recovery in 1996, but levels of output, consumption and

investment per capita are still well below 1994 levels).

Important lessons can be learnt (or re-learnt) from a careful analysis of the
Mexican peso crisis, as well as from precious foreign exchange crises.
These relate both to macro-economic management of capital flows and to
the style and pace of liberalisation both of the capital account and the
financial sector.

As regards macro-economic management, there is growing consensus
amongst international financial institutions, as well as in academic circles,
on certain broad criteria to avoid foreign exchange crises. However,
unfortunately, such criteria are not followed in individual countries, as

23 Interview material.
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policy-makers in deteriorating situations often tend to have a bias toward
complacency, and are always stressing reasons why '‘their country is
special’, and therefore a crisis is far more unlikely there. Many of these
latter perceptions are of course reinforced by the enthusiasm with which
foreign capital lenders or investors may be channelling flows to that
country, without sufficient account being taken of how rapidly and
drastically international financial markets can change their perception of
particular countries or of emerging markets in general (as described above
occurred so dramatically in the case of the Mexican peso crisis).
Furthermore, international institutions that learn lessons in one region do
not always transfer them sufficiently to their policy advice in other regions.

The following criteria for macro-policy seem essential:

1) Unsustainable current account deficits should be avoided, especially
for longer periods (more than one or two years). It is difficult to
establish in advance what levels of current account deficit are
sustainable - that is, will continue to be financed. However, the
emerging consensus is that for countries growing at 5% per annum or
less, the current account deficit should not exceed 3-4% of GDP. For
countries with faster growth, where a large share of the current account
deficit is invested rather than consumed, and where the deficit is
funded mainly by long-term capital flows, the maximum advisable
current account deficit could be somewhat, but not much, higher.

Once a potentially unsustainable current account deficit emerges, it is
far less costly to adjust earlier (and take small costs up-front) than to
wait and risk a crisis, which will imply a far more costly adjustment
later, both in terms of loss of output and increased inflation.

2) As regards exchange rate policy, there is a trade off. While exchange
rate flexibility can have some inflationary effect, - though there is
growing evidence that the degree of pass-through from exchange rate
to prices is relatively low, especially for relatively low inflation
economies (Leiderman and Bufman, 1995) - greater exchange rate
flexibility also diminishes the risk of declines in output and
employment. If priority is given to the latter objective, that is avoiding
declines in output and employment, then a more flexible exchange rate
regime is more desirable.

Furthermore, it is important to avoid excessive over-valuation of the
currency even if this is attractive to governments, like the Mexican one
in the 1992-94 period, as it helps lower inflation quicker. However, if
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3)

4)

there is a crisis, not only will output fall, but inflation itself will
accelerate significantly, as it did in Mexico in 1995.

It should be mentioned that managing exchange rates in times of very
large capital surges poses difficult dilemmas to policy-makers (see
Ffrench-Davis and Griffith-Jones, 1995). This is one important reason
why excessive surges of short-term capital flows should be
discouraged, so as to help avoid a very sharp short-term deviation of
the exchange rate from its medium-term equilibrium.

A third area of macro-economic policy where clear lessons can be
extracted from the Mexican peso crisis relates to the management of
the stock of public debt.

Economic authorities should definitely avoid assuming the foreign
exchange risk in short-term government debt (as the Mexican
authorities did on a large scale by issuing very significant amounts of
Tesobonos). Furthermore, it may be desirable to change the structure of
government debt towards more long-term paper, even if this implies
somewhat higher costs in interest payments. More specifically, large
scale purchases by foreigners of short-term government debt are to be
avoided.

A final macro-economic criteria, emerging from the study of the
Mexican peso crisis, is that in very open economies, it is necessary to
have far higher foreign exchange reserves than in the past, due to the
volatility of capital flows. Sharp declines of foreign exchange reserves
require a speedy policy response, and should never be dismissed as a
temporary problem.

As regards the style and pace of liberalisation, both of the capital account
and the financial sector, there has been a fairly important shift in thinking
by international financial institutions, (for example towards recognising
the desirability of discouraging large short-term capital surges), but this
shift still seems to be incomplete.

The key issues here include:

D

Slow and gradual liberalisation of the capital account is desirable, and
should be done when the economy is properly stabilised, and has a
healthy financial sector. If excessive surges of capital flows occur, after
liberalisation of the capital account measures need to be adopted to
discourage them e.g. via reserve requirements for taxes). This is not a
step back in the reform process, but a measure to make the reforms -

33



2)

3)

and above all economic growth - sustainable. This seems one of the
most clear-cut lesson from the Mexican peso crisis.

The liberalisation of the financial system should also be done
gradually, especially if it coincides with a period of liberalising the
capital account and of surges of capital flows. Large capital inflows
(and subsequent outflows) can have very disruptive effects on banking
systems.

Liberalisation of the financial system should be quicker than the
development of a sound regulatory framework (including training
personnel in new and complex tasks) will allows, without risk of a very
large increase in non-performing loans. This is particularly the case
when the banking system (as in Mexico) has just been privatised, as
banks will be inexperienced in evaluating risk.

There are two specific important areas of regulation, whose need is
highlighted by the Mexican experience.

Firstly, there is a need to appropriately take account of exchange rate
risks, and of the fact that exchange rate risk becomes credit risk in the
case of a large devaluation and may lead to sharp increases in bad
loans. If a bank borrows in foreign exchange, even if it lends in foreign
exchange, there is an indirect but important exchange rate (and credit)
risk, as in the case of a large devaluation, the borrower may become
insolvent and therefore unable to pay. The Mexican and other
regulators did not fully take account of this risk, and it is important that

-this is properly done in the future.

Secondly, episodes of financial liberalisation are often followed by
large booms of consumer lending (not just in Mexico, but also for
example in the UK). This tends to lead to a decline in private savings
which contributes to higher current account deficit. This tendency is
sharply strengthened if there is a simultaneous surge in capital flows,
especially if intermediated by the banking system. There seems to be a
particularly strong case for discouraging excessive growth of consumer
lending by regulatory (as well as macroeconomic measures). A
complementary policy is to do the liberalisation of consumer credit
particularly slowly and carefully, as Asian countries have done.
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