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Abstract


This paper discusses the similarities and differences between the Mexican Peso Crisis of 1994 and the Asian Currency Crisis of 1997. The events that led to each crisis will be discussed, followed by the analysis of the similarities and differences between them. This study will show that Mexico and Asia were caused by different factors, but some of the events that took place within each crisis were similar. Each crisis was a case of unstable financial markets with its own unique set of characteristics.

1.
Introduction


The Mexican Peso Crisis of 1994 and the Asian Currency Crisis of 1997 are two devastating economic events of the 1990’s.  Each had its own unique set of circumstances that developed into two distinguishable events. These two events also had some parallel characteristics. The comparison of the two crises led analysts to wonder if the Asian currency crisis could have been predicted and could these countries have avoided the crisis if they had heeded the warning signs? Did the events that led to the Mexican crisis also play a role in the Asian crisis? The study will proceed as follows: First the events that brought Mexico into economic distress will be briefly discussed, followed by how and why the Asian crisis began.  Next, the similarities and differences between the events that engulfed each crisis will be discussed, followed by a summary and conclusion.

2.
Literature Review


Previous research has been extensively done on the Mexican crisis. Similarly, some work has recently been done on the Asian currency crisis. Espinosa and Russell (1996) argued that much of the reasoning for the Mexican Crisis is based on questionable assumptions and skeptical analysis. The crisis was inevitable due to imbalances in the economy that should have been noticed. This crisis was similar, in ways, to the United States’ financial panic in the nineteenth century.  Mexico’s exchange rate policy of devaluation of the peso and political turmoil played large roles in that crisis. It concluded that the political turmoil was also a fundamental cause, but the pegged exchange rate was the conventional cause.


Truman (1996) focused on the economic policy and international financial view of the Mexican Crisis. The characteristics that led to a financial disaster were defined as: 1) creditors and their markets, 2) countries receiving large capital inflow and 3) the functioning of the international financial system.  The article does state these three reasons are oversimplified and that learning from this crisis is very complex; there is no general consensus as to the cause of the crisis. Other trends, such as technology, diversification of investors’ portfolios, globalization of finance, and liberalization of financial systems had some role to play in the crisis. This study most importantly focused on the behaviors of the financial markets.


Whitt (1996) discussed some of the signs that identified a crisis in the making. The article suggests that the peso was overvalued and that foreign investors who withdrew their funds contributed to the crisis. Whitt included factors such as a high account deficit and too many short- term investors as events that could have been foreseen and should have been prevented.


Salinas-Leon (1997) provided an interesting review by arguing the points of James Meigs’ (1997) essay. Salinas-Leon disagreed with Meigs’ ideas of a total floating exchange rate in preventing the crisis, and the idea that “there was no way to avoid devaluing” under a pegged exchange rate. However, Meigs was correct in implementing a floating exchange rate, but his reasons were not correct.  Salinas-Leon concluded that Mexico needed to leave the value of the currency alone.


Ketelson (1997) discussed the Sach’s Equation developed by J. Sach’s, A. Tomell, and A. Velsco that was based on three variables. They argued that there were three factors to examine: First is the measure of the real exchange rate misalignment; second was the fragile banking system; third was the ratio of money value to foreign reserves. This model is an indicator of an approach of a liquidity crisis. They concluded that the model could not adequately predict the Mexican Crisis though it would have provided some indication of an upcoming crisis.  


Garuda (1998) discussed the Japanese banking crisis in comparison to the Asian Crisis.  The article discussed how the region relied heavily on Japan and how the future of Japan’s banking system plays a big role in the successfulness of the Asian region.


Kawai (1998) analyzed the Asian Financial Crisis from Thailand’s perspective and concluded that too much liquidity chasing bad investments led to currency attacks in Thailand.  Kawai discusses the developments in Thailand and the devaluation of the baht.  Kawai believed that there were five causes of the crisis: 1) unfavorable macroeconomic conditions; 2) excessive inflows and rapid outflows of short-term capital; 3) inappropriate exchange rate arrangements; 4) financial system fragility; 5) regional contagion.


Connelly (1998) remarked that the Asian Crisis was the result of an area growing much too quickly and absorbing too much capital.  Financial planners did plan for such a crisis and investors are very upset with their losses. Analysis of the fall out from the crisis should bring about much needed change in the structure of the economic sector.


An article in Euromoney (1997) indicated that the Asian Crisis would bring about many consequences.  It included four main consequences: 1) more bankruptcies; 2) foreign banks will be able to buy banks in Thailand; Indonesia, Korea, and Malaysia; 3) Japanese banks will have to write off billions of dollars of debt from that region; 4) the economy of these affected countries will slow.  The article added that some of these consequences could have been beneficial and not just detrimental.


Another article in Barclays Economic Review (1997) felt that the crisis might have been a “blessing in disguise.” The article concluded the markets of Indonesia, Malaysia, and the Philippines had overreacted and that the crisis defined the need for a more flexible exchange rate policy in Thailand. The article, at the very least, implied that the crisis may force the governments to reassess their monetary and fiscal policies and to reorganize the structure of their manufacturing and financial sectors.  


Amthein (1998) explained the impact that exchange rates had on economic developments. Amthein discussed the political, economic, and psychological factors that influenced exchange rates. She also added that exchange rates must be handled properly in the translation of foreign currency.

Francis (1998) argued that the Asian Crisis was a healthy and needed correction for the global economy. She also added that Asia’s crisis was similar to Mexico’s and hoped that Asia was able to recover to a mature democracy as Mexico was doing.

 Marshall (1998) studied the Asian crisis and concluded that the Asian Crisis was an example of  “coordination failure.”  He analyzed the crisis by looking at the problems in Korea, Thailand, Indonesia, Taiwan, and South Korea and explained how Asia was a systemic crisis.   Marshall also cited his own theories of why the crisis occurred. Theory 1- tempting to blame “rapacious foreign exchange speculators.” Theory 2—which contributed the crisis to “excessive optimism.”  Theory 3—provided an explanation for excessive debt.

Dornbusch (1997) wrote that Mexico and Asia were similar in the fact that they both had an overvalued currency and a large deficit. He added that the similarities end with the aftermath of the crisis. Dornbusch also discussed political leaders like the prime minister of Malaysia, who was believed to have caused further depreciation of the Malaysian currency.

Palma (1998) also compared the Asian and Mexican Crises. Palma said they shared the fact that they both over borrowed and over lent to bring about an over-liquid and under- regulated financial market. He argued that the crisis was set in motion by excess international liquidity with over optimistic expectations, distorted domestic incentives, and inadequate domestic regulation and supervision.

Kregal (1998) wrote his interpretation of the Asian Crisis. Kregal explained the crisis through current account balances, the tightening in monetary policy, and the misalignments of exchange rates. He felt that Asia was unlike Mexico, and that Asia was a case of “market failure”(1998).

Radelet and Sachs (1998) analyzed the Asian Crisis which indicated elements of a self-fulfilling crisis--capital withdrawal led to panic and further capital withdrawal. Fixed rate currencies were partly to blame because as these withdrawals continued, governments drew down reserves in an attempt to maintain currency values causing concerns for investors. Eventually, the governments were forced to let the currencies float causing more investor concern. The authors found the financial sector was basically sound-governments surpluses or low deficits, low inflation and the business debt level not excessive for the growth that had occurred. However, the short-term debt owed external investors was quite high, which was critical when the panic arrived. But, the banking sector was going through rapid deregulation without proper reforms in place. Radelet and Sachs place blame on the IMF for making the crisis worse by forcing banking reforms on the governments as conditions for loans in the middle of the crisis rather than stemming the capital flow and instituting reform afterward.

Mexican Peso Crisis
The Mexican Crisis occurred less than 12 months after the North American Free Trade Agreement (hereafter NAFTA) was established. Initially, with NAFTA in place, the future of Mexico seemed prosperous, because NAFTA was implemented to encourage foreign investors to take advantage of Mexico’s privileged access to U.S. markets. NAFTA also helped originate a series of reforms for the Mexican Government. These reforms included reductions in the Mexican budget deficit and inflation rates, restructuring of foreign debt, privatization of various government-owned enterprises, and unilateral cuts in protectionist trade barriers (Whitt, 1996).

Despite all these reforms, Mexico had a devastating situation brewing. They had an account deficit of more than $20 billion by 1994.The deficit increased from $6 billion in 1989 to $15 billion in 1991 (Whitt, 1996). Mexico followed a pegged exchange rate system that valued the peso within a well-defined band against the U.S. dollar. If the value of the peso was threatened by market forces to be pushed out of the band then the government was required to either buy or sell financial assets payable in dollars or other internationally convertible currencies (Espinosa and Russell, 1996). At the end of 1994, the exchange rate of the peso was falling and the government sold over $11 billion worth of reserve assets to prevent the drop in value. Unfortunately, the selling of the reserve assets did not help the situation. On December 20, 1994, the government devalued the Peso (Truman, 1996), which did not stabilize the peso. Mexico then had to abandon the pegged exchange rate system and allow the peso to float against the dollar and other currencies (Espinosa and Russell, 1996).  

Political unrest in the country has been proclaimed as one cause for the devaluation of the peso. In the beginning of 1994, only 7 months after a presidential election, the southern province of the Chiapas rebelled. In March the ruling party’s presidential candidate was assassinated.  After the assassination, the peso depreciated and interest rates rose due to the political instability and uncertainty. In June, reserves fell about $2.5 billion and interest rates continued to rise due to the resignation of the Minister of the Interior. In September, one of the highest officials in the ruling party, Jose Franscisco Ruiz Massieu, was assassinated and that caused a complete meltdown of the Mexican stock market. Finally, in November the brother of assassinated Francisco Ruiz Massieu, Mario, made accusations that the ruling party ordered his brother’s death (Whitt 1996). This political unrest allowed for distrust and loss of public confidence in the Mexican government.  

Another area that began to cause problems for Mexico was its capital inflow. Mexico’s inflow consisted of direct investment by foreigners, purchases in the Mexican stock market, and purchases of bonds. Direct investment grew by $24 billion from 1990 to 1994 (Whitt, 1996). Investors put their money into buying or building business to further Mexico’s economic development. This type of investment was a long-term investment and one of the problems with Mexico was the lack of long-term investing. The second form of investing was in the Mexican stock market. People were investing in short-term investments that could be liquidated and moved quickly out of Mexico as desired. The problem with this form of cash-inflow was if investors took their money out of the market, not only the stock market would be affected, but also the government’s reserves. The largest and most influential form of capital inflow into Mexico was to purchase bonds. Many of these bonds were short-term and if foreign investors felt the need to move funds, this could be done quickly because of the short maturities of the securities. This could also put extreme pressure on the government’s reserves in a very short time (Whitt, 1996).  The events that led to this crisis were too formidable for the Mexican government to handle. Therefore, the IMF and the United States intervened to aid in this situation. The United States administration developed a $40 billion program to refinance the “short-term and dollar-linked debt” of Mexico.

The aid of the IMF and the Clinton Administration helped end a crisis that began in mid-November 1994 until mid-March 1995. The crisis developed because of an overvalued peso, politic unrest, inefficient pegged exchange rate, and the development of too few long-term investments and too many short-term, liquid investments. Mexico’s unmanageable account deficit provided conclusive evidence that funds must be properly invested (Truman, 1996). 

Mexico allowed its own policies to disrupt the economic conditions of the country. By sustaining the overvaluation of the peso too long, and by allowing the current account deficit to become so large, it was setting itself up for a fall.  Without long-term investments as a base to build the country, Mexico was vulnerable to great losses. The financial trouble began; political unrest only made it worse as the public lost their confidence in Mexico. All these conditions together put Mexico into a financial turmoil. 

Asian Currency Crisis
The Asian currency crisis had been described as the downfall of the “Asian Miracle”. The “Asian Miracle” consisted of rapid accumulation of capital, increased supply of labor, and productivity growth (Masahiro, 1998). This crisis was a prime example, for some, of a region that grew too quickly and absorbed too much capital (Connelly, 1998). For others, it was an example of a region based on a weak foundation that included political problems, flawed industrial policies, and heavy government involvement in financial decision making (Gopal, 1998).  

The Asian crisis began in July 2, 1997 in Thailand with the devaluation of the baht. One cause was too much liquidity chasing too many bad investments; for example, non–finance companies dealing with defaulting real estate loans. The Thai government had approached the idea of purchasing these loans but did not follow through (Marshall, 1998). In the early 1990’s the Thai government began to deregulate their financial system. They began to liberalize interest rates and the scope of financial institutions businesses, introduced new financial instruments and services, adopted the BIS capital adequacy ratio, and began to transform Bangkok into the Bangkok International Banking Facility- BIBF (Kawai, 1998). However, the Thai government did not institute the reforms for the financial industry as quickly as it allowed the deregulation.  Ultimately, the financial system of Thailand was unable to adjust to the deregulations quickly enough to handle the inflow of liquidity in an adequate manner. This resulted in the Thai government eventually devaluing the baht.  

The devaluation of the baht then led to other attacks on the currencies of the Philippines, Indonesia and Malaysia. The Philippines received help from the IMF after its peso had depreciated by 23% against the U.S. dollar.  Indonesia was forced to resort to a float system after depreciation of 33%, and Malaysia allowed the ringgit to depreciate 25% (Economic Review, 1997). Later in October 1997, Hong Kong let the Hang Seng index decline and this led the contagion to quickly spread to the Korean won. Although, some of these countries were receiving financial assistance from the IMF (Philippines, Korea, Indonesia, and Thailand), the value of the currencies continued to fall. Along with these countries, others were also feeling the credit crunch and the effects of the distrust and loss of confidence in the currency (Masahiro, 1998). The banks of the region were experiencing the results of an economic slow down that included cash-flow problems from non-performing loans. Thailand was forced to close 58 of 91 banks and Indonesia would only support banks that had been properly managed (Economic Review, 1997).  

Kawai (1998) stated five causes of the crisis: The first, unfavorable macroeconomic conditions included a high interest rate policy in Thailand, an appreciated exchange rate for many of the ASEAN countries, and a high account deficit for Thailand. Second, excessive inflows were caused by short-term capital inflows and due to high interest rates and the expectation of a stable exchange rate. Third, countries were also dealing with exchange rates that were pegged to the United States dollar and were not congruent with their own practices. The weight of the exchange rate was also flawed; it was weighted more heavily to the U.S. dollar than to the yen or European currencies. Fourth, these countries were dealing with an unstable financial system. Banks of this region were not knowledgeably equipped to handle the risk and management required to perform successfully. They did not have sufficient technology, expertise, or workers to achieve an effective financial system. Lastly, widespread regional contagion erupted when the baht was devalued. The people began to lose confidence in their currencies and the currencies were quickly losing value (Kawai, 1998).

Kawai (1998) also felt that the most contributing factor was the fragile financial system.  Thai banks and finance companies had begun to borrow large amounts of short-term capital from other countries and were granting loans for domestic investment. Korean banks and Indonesian banks were doing the same. This soon resulted in large amounts of short-term loans that had been granted for these domestic investments being unproductive. The investments were not only unproductive in terms of borrowers being unable to pay the loan back, but they were also unproductive in terms of the economy, as many investments were in real estate. The businesses that took the loans were failing. This failure was the beginning of a financial crisis and then that produced a loss of confidence in the economy and the currency, which led to further deterioration of the currencies.

On the other hand, Amrhein (1998) believed that the exchange rate was the critical factor affecting the crisis. She also agreed with the First Deputy Managing Director of the Economic Developments for the IMF when he said that an extended maintenance of a pegged exchange rate was one of the main causes of the crisis. He also said that the extension encouraged external borrowing and exposed the countries to foreign exchange risk.
Problems with the governments in these countries also arose. In Thailand there were corruption and incompetence. In Malaysia, Prime Minister Mahathir could not accept the idea that the markets could fade so easily. Mahathir was not in agreement with the ideas of the IMF or George Soros; Mahathir spoke his opinion freely, criticizing the IMF and George Soros. His statements contributed partly to the further downfall of the Malaysian ringgit and the stock market because his attacks against the “western system and George Soros” only made some investors more uncertain about his reform policies (Dornbusch, 1997).

3.
Similarities And Differences Between The Mexican And The Asian Currency Crises


The first obvious similarity of the two crises was the pegged exchange rates that were heavily relying against the U.S. dollar. Governments could not keep the value of each currency parallel with the U.S. dollar. Each region attempted to extend the maintenance of the exchange rate for an unacceptable time period. Once the exchange rate was no longer in the target band that was set for each country, the countries had to result to a floating exchange system. Each area had allowed their currencies to become so overvalued that they had to devalue and then resort to the floating exchange rate. Some have advanced the theory that the Asian Crisis provided further evidence that fixed exchange rates was not feasible (Rabelet and Sachs, 1998).

  
Another similarity the regions shared was the economic growth that each encountered before the crisis began.  Mexico was looking prosperous in light of NAFTA that allowed the engagement in free trade with the United States. Inflation was reduced, the central bank had accumulated billions of dollars in reserves, and foreign investors were investing heavily in Mexico. Mexico was recovering from the oil bust in 1986 and the debt crisis of 1982 (Whitt, 1996). With NAFTA being initiated, Mexico seemed to be heading in the right direction.  


Asia had been called the “Asian Miracle” and the “growth center” of the world. It was rapidly accumulating capital, increasing their supply of labor, and increasing growth in productivity. Kawai (1998) stated that Asia was the most dynamically growing part of the world.


Another similarity was that both regions’ growth was based primarily on short-term investments. Interest rates were high which encouraged capital inflows. When these crises developed, short-term investors had the opportunity to take their money out quickly and easily. Mexico’s investors were putting their money into bank deposits and government deposits.  These were investments that were very liquid and could be moved out quickly whenever needed. Investors were not investing in building factories and stores in Mexico. Such investments would have been long-term and provided some stability for the system (Whitt, 1996).


Asia also had an excess of short-term debt.  For example in Thailand and Korea, the ratio of short-term debt to foreign exchange reserves increased above 1.0 for the first time since 1994.  These countries were financing long-term projects, such as real estate, on a short-term basis (Marshall, 1998). Each of these countries had too many short-term inflows that were easily liquidated and moved out of the country. There has not been much information about Japan’s part in this crisis. With low interest rates at home, Japan should have been interested in the high rates available in other East Asian countries and been agreeable to long or short-term loans.  


Another similarity was found in the political unrest of the two regions. First, was the political turmoil that Mexico experienced. The investors and people of Mexico were losing confidence in the government. As discussed previously, assassinations and rebellions were all occurring as the crisis began. In Malaysia dictator-Prime Minister gave the Asian crisis some complications. Repeated tirades against the IMF and George Soros only decreased the confidence the people had in the government. His tantrums influenced investors to sell their stocks, which resulted in a decline in the stock market (Dornnbusch, 1997). 


The Asian/Mexican Crisis comparison can also be made with respect to recovery. In both situations, the IMF aided the countries (Euromoney, 1997). The IMF provided large “bail-out packages” for both Thailand and Mexico. In the end, Mexico received $40 billion in U.S. dollars and Asia came out with almost $110 billion in U.S. dollars  (Palma, 1998.)  According to Palma (1998), the “international financial markets … emerged relatively unscathed “ in each crisis. When the consequences of each crisis became so devastating in each region the rescue via international help was invoked and enforced.


The difference between the rescues by the IMF was the requirements that the IMF set up for the loans. In Mexico, the IMF loaned funds with few restrictions. In Asia, the IMF forced banking reform as a loan condition, which created a major problem. This resulted in bank closings and probable investor panic because there was no indication that their money would be recouped after an institution was closed. Thus, there was even more pressure on short-term liquidity. The IMF had received some major criticism and blame for the worsening of the Asian Crisis by its initial handling of the Asian bailout.


Another difference between these two crises was that Asia’s crisis was contagious, whereas Mexico’s was localized. Once Thailand devalued the baht, other countries seemed to follow in the devaluation process. Immediately after the baht was devalued, the Philippine Peso followed, as did the Malaysian ringgit. As the year progressed, the Indonesian rupiah and the Korean won fell (Marshall, 1998). Unlike, the Mexican crisis that was mainly a domestic crisis, the Asian Crisis was a regional crisis that also had a bigger impact outside the region than the Mexican Peso crisis in 1994.

A major difference advanced was a “fundamentals” versus “liquidity” cause for the two crises. Palma (1997) wrote that the Mexican crisis was based on the wrong “fundamentals” (the Mexican government and its policies) and the Asian crisis was due to a sudden collapse and withdrawal of finance, “liquidity”. Mexico was running large public sector and current account deficits.  Mexico was experiencing an ”export- led” growth that was making little contribution to GDP growth.


On the contrary, Asia had exports contributing to the areas GDP growth. There were some fundamental problems internally, but these were minor compared to Mexico’s problems a few years earlier. Asian countries were liberalizing their banking systems in the 1990’s, but the financial systems of the countries were unable to keep up with a global growing environment as the rapid deregulation caused chaos in the financial markets. They lacked the technology, the diversification of foreign portfolios, and the general ability to advance with the international trends (Kawai, 1998). Then with changes (floating) of the exchange rates and other financial bad news, investors began to worry. As investors began losing confidence in the financial systems, they began taking money out of the Asian markets.


Perhaps another important factor leading to the Asian Crisis was the Asian versus Western viewpoint on transparency of financial transactions and a well-defined process for financial transactions. Western lenders expected borrowers to keep lenders apprised of the borrowers’ financial status at all times as well as the local economies; that is, an open culture for financial activities. Asian lenders and borrowers have much more closed culture and expected that any problem would be worked out behind closed doors (do not alarm borrowers or lenders with information they do not need). That is, what one does not know will not hurt one. As an Asian lender does not expect to be appraised by the borrower of any financial problems or remedies, first knowledge of any problems can lead to immediate withdrawal of funds (Radelet and Sachs, 1998).

4.
Summary And Conclusion


There were many similarities and differences between the Mexican crisis and the Asian crisis.  Asia seems as if it got in over its head much too quickly. By acquiring too many short-term investments and not having enough long-term investments to offset the withdrawal of the previous, Asia was setting itself up for fall. It rose to a financial pinnacle as being known as the “Asian Miracle”. It just seemed that it got there in an untimely manner. Asia also brought about the realization that countries depend and reflect upon each other. Once the baht was devalued the other countries followed. Asia had a rapid currency contagion when its crisis began.


As for Mexico, the government contributed greatly to its crisis. People were losing confidence in the ruling party.  The political unrest allowed the financial system to be put under fire. An outrageous account deficit was the next contributing factor that needed to be controlled. 


Mexico was involved in more than financial trouble.  Political stability was a contributing factor that could not be overlooked. Each crisis had different and similar contributing factors.  The facts still remains that the consequences are unbearable and more careful consideration must be observed to prevent a crisis of such nature from occurring.
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