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I ntroduction

This aticle sudies the man consequences ththe Mexican cris d December 1994
had on Argentina financid system. i describs the devebpment & events the
institutiond and structurbchaacterisgics o the Argerine financial system at ¢hmomen
of the Mexican devalu#n, and the extdrto which thee factos @ntributed in increasimy
or reducing tle impact d the $nok. The measuresdaptal in respons  the criss and
their effectivenas ae al® considered. A sumay of other articls analyzig the banking
crisis which began in Argentiam due o the "Tequil& effect is included as wdl.

1. TheMexican Crisis
1.1. The Eventsin Mexico

Severd different factos seem to have contribdtgo the outlbeak of tle Mexican
crisis Political turmoil during 1994, the bad shapé Mlexican macroeconomic
fundamentalsand externaactos sut & the rise in interndiond interest rateshad been
affecting the behavio of financid markets during 1994 (Folkertsandas and Ito 1995)
Accordirg to Garido (1996), the ingutiond desigh of the financial system ral its
regulatoy framework, added to its vulnerability textern& pressurs and its limited
development, werthe man deteminants & the December 1994 Mesan crisis.

On December 20, 1994, the Mexican CehBank establishé the widenig o the
exchang rate bands which resultd in an immediate 15% devalien of the Mexican
currency The devaluation of th Mexican peso continued, and the fall in intéloae
reserve ceepened,dadirg the auhorities © announce the floatind the pes two dag
later. The growimy sdling pressures observd during tle fdlowing day wee exacerbated
by two factors on one had the value bthe Mexican debt in Tesobonos, shtaim
secuities denominateél in pesos but indegeto the dollar grev quickly as the pe®
devaluatd, and on the other hal, the growh in domesc intere$ rates increased the
propotion of non peforming loans n the banking systenmainly becaus mos of the
loans hd floating intere$ rates which reflected promptly tb increased markerates
(FolkertsLandau and Ito 1995).

The recovey of confidence ont bega when a package multilaterd aid wes ageed
with the Unted States. The Mexican governmentswalso foced to launch a new
adjugmert and stabilization program, whicincluded cut in public expendite and
substantihincreasesn fiscal reveaues On Januar 2, a $18 billion loan agemen was
announced, halof which would be granted by éhAmerican government. The tes the
packag@ would be povided by the Canadian governmentné the BE (Bank for
Interndiond Settlements) Although on Janugr 12 president Clinton had proposed a
progran guaraneeirg the Mexican debt, oppdsn in the American Congss lal to the



replacement of this plan with a $50 billions package of direct assistance?. This new externa
aid package was approved by the IMF on February 1, although negotiations between the
Mexican and American governments did not end until later that month. When, on March 9,
the Mexican authorities announced the new stabilization plan, the Clinton administration
authorized the release of the first $3 billions of the agreed credit.

Before it was solved, the Mexican Crisis extended its negative effects to other
emerging economies, being Argentina among the more affected.

1.2. Spillover Effectsof the Mexican Crisis

The confidence crisis triggered by the Mexican devaluation reached the emerging
markets. Argentine and Brazilian stock exchanges indexes fell substantially, although other
Latin American economies were not as significantly affected. On the other hand, the Asian
and the industrialized western countries stock markets evolved favorably after the Mexican
peso devaluation (Folkerts-Landau and Ito 1995).

Brady bonds prices fell in most Latin American countries. The spreads on these bonds
over comparable American Treasury securities grew, increasing country risk.

Brady bonds return correlation between the Latin American emerging economies grew
substantially after the crisis (Folkerts-Landau and Ito 1995). Ganapolsky and Schmukler
(1998) find empirical evidence of the increase in the co-movement among these and other
financial variables in those countries affected by the Mexican shock. These authors analyze,
more specifically, how changes in external factors impacted Argentine financial markets.
The close integration of Latin American capital markets and the developed markets,
probably explained by a more intense participation of international investors in emerging
economies, determined a high correlation among the main financial variables in these
countries. According to the authors, this tends to increase the extent to which an external
shock such as the Mexican devaluation affects other economies. In particular, bonds and
stock prices in Mexico, Argentina, Chile, and Brazil moved together in response to the
Mexican crisis’. Furthermore, the correlation among these variables increased drastically
during this period relative to pre-crisis levels. This could be explained by common
fundamentals, similarities in institutional design, or by the reaction of investors who could
have perceived resemblances between these markets. However, the study also shows that
the correlation among Argentinean, Mexican and American interest rates was not too
significant, probably due to differences in the monetary policies adopted by each country.
Apart from this, it was found that North American and Latin American capital markets
were not affected by the same factors.

2 This package included 20 billion dollars from the United States, 18 billion from the IMF, 10 billion dollars
from the BIS, and 2 billion dollars from commercial banks.

% Ganapolsky and Schmukler (1998), study the impact of the Mexican crisis on Latin American capital
markets, using two different techniques: the correlation matrix and factor analysis.



2. The Tequila Crisis in Argentina

Pat of the exiding literatue on the impct d the Mexican devalugon on
Argentinas financid markets has treéto link the man structurband ingitutiond feaures
of the financial system at ¢htime d the eventswith the characterigs d the criss and its
evolution. Blege and Rosenwuwel (1995) for example argue that th reforns introduced
by the Gonvetibility Plan in 1991, in spite fobeing swccessfliin reducing infldion, hal
othe less farorabke consequences sues augmeting the vulnerability & the Argeriine
econony to externashocks Fernande and Schuracher (1996)on the other had, admit
tha the limitations seto the Central Bak’'s ahlities b act & a lendeof lagt resort ad ©
provide liquidity b the systemauld be seensaa weakngs d the implementd reforms
Howeve this generbframework wa dfective in creating enoudh marke discipline and i
minimizing the moral hazar fosteed by the prevous desig of the system The
Convetibility Plan regulatoy framework constuted, to them, the mosfficient way of
achievirg theg utimate obgctives.

2.1. Argentina’s Financid System Pre-crisis period Institutional Characteristics

The Gnvetibility Plan was introduced in 1991, ith the purpos d putting an end
to severhdecades binflation, fiscal deficits @ad mismanagemerf the economylts man
objective was ¢ achiee price statlity, fixing full convetibility of the domedgic curencg
into American dollars and s#ing limitations o the aldity of the Central Bak to employ
the dangesus instrumen of money printing. Due b the failue d the prevous fixed
exchang rate prograsimplementd in Argentina policymakes thought this pla had ©
be accompanied by a strict legal framework in pridekeep monetgrauhorities from
using discrgond powers Only a regme with the® characteriscs, it was bdieved, would
enjoy the needed credibility (Kigu€1995) aad Arnawdo (1996)).

The nonetay measures estébhed the convdibility of one pee for one dollay
binding tre Central Bak to back up the hole monetay bag with interndiond reserved
Up to 20% of ths back up could be cotituted by public secuties from the Argeriine
government, denominaten dollas and valued amarket prices

Apart from this in 1992 the Central B& Charte and the Law & Financid
Ingtitutions wee nodified. As a consequence, the CentranBavas banned to condut
active nonetary policy. The former dpost insurarce system wa éolishal and nev rules
of procedue far closure and liquideon of inditutions wth problens wee implementd.
Othe reforns intoduced & the time increased reserve requiremerasd minimum
required capitd to asses rdios, which wee estalished accordig to the rik undertaka by
each financikinstitution®. The hid reserve requiremental the obgctive d creatirg a
liquidity mass whit could be released in @asf a un. The severe mininmu captal

* This exchage rate prevails ovehe whole ped of analys ard until today.

® Resere requiremerst coutl be seensaa tax on the financial systeffhe structure estdished a 43% ra¢ m
the mostinelasic depods (checking accainty ard a 36 tax rate a temm deposts.

® Minimum capital requirements wer set at 11.5%.



reguldions, apat from condituting an dternative liquidity source, tried to peree banks
accordirg to the ri«k undertaken.

Between 1991 and 1994, Argentisdinancid system wa chaacterized bya) the
lack of a secutly netwolk or dgosts insuance systemwhich kept tie Central Bak from
having b bear tle consequencesf dhe excessig rik undertaken by # financial
ingtitutions b) high reserve requirementas a prdentid regulation in cas d liquidity
problens arising c) severe capal reguldagions and d) the lack of a lendeof lag resot
given the limitations imposkby the convetibility regime on the Central Bk. In this way
Argentire policymakes hal tried to ceae enoud inceriives o disciplire financial agents
Furthermore in the eventhat the market disciplia achieved wa insuficient, financid
ingtitutions would be prepared taate the consequenceistioe rik undertaken (Fernangde
and Schumacher 1996) The new mnetay and financid regime tried to make bankser
awae that the government wuld not resca them in cas d trouble (Schunacher 1996)
We will see how ths was put asel once the crisistarte, and how te Central Bak took
an actiwe role.

The Gnvetibility Plan was highly effective in stopping hyperinfiion. At the sane
time, a favorale® external situation deterned a hidh rae d captal inflow since 1991.
During theg four years befoe the outbeak of tle Mexican currengccrisis both peso rzd
dollar deposts grawv significartly: total dgosts increased 350% betwen March 1991 ral
Novembe 1994. The Mexican shock, however, migpted ths pracess dbexpanson.

2.2. Evolution of the Crisis

The reveron of cajtal inflows hal a stong im@act on ArgentinaThe confidence
crisis translatd into an imprtant deost and internéiond reserve withdrawal posing a
threat to the convébility commitmen and to the banking systenand having a negates
impact ove investors credibility. The fall in depass startel dfecting only a goup of
banks and rachirg only pe® depogs, befoe it was generbized to the viole financial
systen and to depois in dl denominations The criss was also evidenced byancrea® in
country risk which translated into a fall in Argengrbondsand stock prces Furthemore,
liquidity problens wee reponsibk for an abrupt incea® in nomindinterest rates

The Tequila effect hh also negidve consequences avéhe level ¢ economic
activity: the GDP, which had grown 7,1% during 1994]11¢,4% in 1995. Unemployment
reached 18.6%ni April 1995, growing 6 perentag@ point sirce Ocbbe 1994 (Kigué
1995) Consumption and dom&s invesmert were al® dfected while in 1994 gross
domesic invesmert represent@ 19.9% of GDPin 1995 ths propotion fdl to 18.1%
(Bleger and Rozenwueel 1995) In 1995, tothconsumption, which rdhgrown 6.16%n
1994, went dow 5.5%. Exportson the other had, wee the ony conponent é aggrega¢
demand which in@ased, fron 15.8 billion dollas in 1994, to 21 billion dollarin 1995.

The remais d this section describaidetd the behavio of fundamenthfinancid
variables during tle four phass in which the sidy d the evolution of tle Tequila cris in
Argentima is often divided.



During the first phase which started the daje Mexican peso veadevaluate, on
December 20, 1994, and finishetiteke end of February 1995, tleewas a important
process b pe depog withdrawd and a realloation of deosts anong financia
ingtitutions The second phasiook place during th monh of Mard. During ths second
phase the fall in depass becane a true bank runffecting boh peso and doltadeposts,
and extendingd dl groups & financid institutions At the same timginteres$ rates
reached theihighes levels During thethird stag@ d the crisis from April until the midde
of May, the depas withdrawd slowed down, until it wa revertd on M& 14, when the
forth and las period of recover bega. On ths dgy Presideh Menem wa ekcted for a
second mandate.

Phag 1 Fight to Qudity, (December 1994Februay 1995).

During this phasethee was a reallmation of dposts, from pesas  dollars Totd
depods canme down during tle whole intial pha® d the criss (thd is, from December 20
up to Februar 28, 1995)by 8% The obserwva fdl in total deposts, which wa equd to
3,694 million dollars can be explained bynaimportant dop in peso depds, which
decreased by 16%Dollar deposts, on the other hal, grev 1.4% during ths perod.
(Figure I)

Figure I Daily Evolution of Pes and Dolla Deposts in the Financial System.
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At the same time a realleation of funds frmm the smalles to the bgges
ingtitutions and in paicular to foreign banks, waobservd. Figue Il shows the nonthly
evolution of depsts for each one fothe goups @ institutions in the financial system.
Foreigh banks sa ther degposts grov 368 million dollas (dmog 5% reldive  the level



registerel in Novembe 1994) while togetherthe depasgs of nationd private and public
banks decreased 2,462 million dol$&afL0% and 3% respctively) during ths first period of
the crisis On the other had, the evolution of # bigges banks deposts (the ten bgges
private banks ad the Naadn, Provincia Ciudad and Hipatcaro Bankg shows an increag
of 1,073 million dollarsor 4.2% (3% ad 6% respctively).

Figure Il: @ Monthly Evolution of Totd Deposts for each group of Finandidnstitutions
(Novembe 1994 = 100)
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b) Monthly Evolution of Totd Deposts in the Financial Syem (Novembe 1994 = 100)
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A subgoup of baks the wholesa¢ banks were stongly affected during trs
period, due o the fall in Argentie public secuties prices caused by ¢hincreas in
country risk, being ths gioup vey active in captal markes (ther portfolios wee mainy
composd by government bonds)The suspensn of two wholesa¢ banks Extrader, on
December 28, and Finansur, on Jag@rcontributed to the increage uncertaing and ©
the deepenim o the pioblens whidh by now hd exended to the twle financial system.

Anothe indicata of the confidence crisi intiated by the Tequila effect wa the
great incea® observd in county risk premium. A neasue d this is @ondituted by tre
spread on Argentiean FRBB bonds ove comparale American Teasuy bonds Figure i
shows thd this spead grev 103 bass point the day afte the Mexican devaluen. In dl,
throughout this first phaseounty risk premium increased 374 basipoints from 925 on
December 20 1994 to 1,299 on ths [@ay of February



Figure I1l: Daily Evolution of Country Risk. Spread on Argentine FRB Bonds over 30-year
American Treasury Bonds.
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Furthermore, liquidity problems caused by the important deposit withdrawal
determined a marked increase in interest rates. Nominal interest rates, both in pesos and in
dollars, grew significantly after the Mexican devauation. The annual interest rate on term
peso deposits (30 days), which was equal to 8.7% in November 1994, reached almost 13%
a the end of February. The annua rate on this same type of dollar deposits grew from 6%
to 7.3% during this phase. An increase in the difference between nominal rates in pesos and
dollars was also verified over this period, as shown by Figure 1V.

Figure IV: Monthly Evolution of Annual Interest Rates on Peso and Dollar Term Deposits.
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The behavio of deposts also #ected the evolution of onetay aggregats and
interndiond reservesM3’ decreased fro 55,223 million dollas on December 20, 1994t
51,613 million dollas a the end of February6(5%), while Central Ba&’s internéiond
reserve fdl by 15% during the perod (Figue V)

Figure V: Evolution of @nvetibility Backup: Central Bak Interndiond Reserve and
Monetay Liabilities.
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The intial effects d the aisis also eached the stock market. A madkil in the
Mervd stok index (Buenos Aires Stoc Exchange), which decreasedrfr&38 poing in
Novembe 1994 to 378 (30%hi Februay 1995 can be seen in FiguYI.

Figure VI: Monthly Evolution of Merva Stock Exchang Index.

Merval Stock Exchange I ndex
550

500 |
< 450+
b
— 400
350
300 # #\ T T T T \m\m Lo
mm$88833888qmm
i N — N [90] < n [{e) N~ o) [e)] o - N
— i . i — i
Period

" M3 is defingl & Cureng in Pess + Total D@osts in Pess and in Ddlars.

10



Confrontirg this serpus situation, the aubrnties decided to act

The fird measures take however, did noteem to have significansuccess
(Arnaudo 1996). On Bcember 28 reserve requireneenn dolla deposts were reducedn
order to provide liquidity b the systemBy mid Januar requiremens on peso depis
were al® lowered and sesqud to thoe on dolla deposts, with the obgctive d reducing
pressurs on the banksAt the same timethe dollarization of k& depods in the Central
Bank wa resolvel

Due b the restrictions thahe reforns describé above had imposed on the rofe o
the Central Bak as the lende of lag resort, a specialesuity fund integrated by fie
private ingitutions and two public banks waodituted with the purpos d assistirg those
institutions whid had sufferé highe depost withdrawd rates It was manage by Bano
Nacion and financed ith reserve requirementslowever, 8 these measures wermreceived
with uncertaing by the markets The fall in depass, far from beirg reversd, was
accentuated.

During Februay totd deposts canme down by 2.6% (1,142 million dollajgeldive
to the nonth before. On Februgar27, the nationlagovernment anounced a seried scal
and financid measures The Central Bak Charter, wa also modified, in oraeo dlow for
a greater flexilhity in the assistare d troubled ingditutions though the us d repos and
rediscounts The reforns incuded the extensin of the suspensin tem goplied to banks
with problem& and the cortitution of the Trus Fund for ProvinciaDevelopment. This
fund wa created \ith the obgctive d assistig provincid banks n ther process 6
privatization, by givirg them additiond credit and helping then with liquidity problems.

The® measures takdn February, however, weunabé © stop the crisis.
Phag 2 Generalizd depog loss, (March 1995).

The set b measures ranounced on Februa7, fa from improving the stuation,
seens o have given neg&e sigrs o the marketswhich eacted promptly acceleragjrihe
depos withdrawal Totd deposts decreased omlin March moe than 4,000 million
dollars which represest a higher drop than thaverified ove the whole firs phase
Furthermore the decreasmtrend extendel to dolla deposts. During Mard, the fall in
dollar dgposts was highethan the dop in peso depds: they decreased by 10%nd 8%

8 Centrd Bank Cammuncation "A" 2293 (December 28 1994) estdished the reduction of resene
requiremerg an dolla deposts, sdting then a 35% fa checking accants ard 1% fa term deosts.
Communkation "A" 2298 (Jauary 12, 1995) resohethe lowerhg o resene requiremerst i pe® deposs
ard the dollarization of bank deposts .in the Central Biak.

° Modificatiors also intended taatilitate the transferfaasses betveen thos inditutions which were moe
severegy dfected by dpost withdrawals ad thog which wee nd as harmd by the effectsof the mn.
Constrains a rediscount us were relievedard the Central Bak wes dlowed to gram rediscaints exceedng
the net worth 6the assiste inditutions

Thes reforns wek introduced by ecree 29095 of Februar 27, 1995.

% The Trusg Fund for Provincid Developmehwas created by Bcree 28695 of Februay 27, 1995.
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respectively. Furthermore, al groups of financia institutions suffered deposit losses during
this second phase.

The deepening of the financial crisis and of the liquidity problems caused by the
important deposit loss was reflected not only in interest rates but also in monetary
aggregates. Nominal interest rates on both peso and dollar term deposits, reached their
highest levels in March: peso annua interest rates reached 21% on the second week of
March, while dollar annual interest rates grew to 11%. Both rates increased 70% and 54%
respectively in relation to their values from the previous phase. Country risk also worsened
significantly during this month, reaching 2,023 basis points on March 9.

M3 fell 4,378 million dollars (8.5%) (Figure V1), while the Central Bank lost 2,508
million dollars in international reserves (16%). The Merval stock index aso suffered its
deepest fall in March: it decreased 51 points, 13% relative to its value of February, reaching
aminimum of 328 points.

Figure VII: Monthly Evolution of M3.
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When, in mid-March, the reserves which had been left aside to support the system
had been depleted, the Central Bank was compelled to launch a new program to obtain
foreign financing. On March 15, an agreement with the IMF was announced. This included
the renewa and extension of the Extended Facilities Program, which would generate 2.4
billion dollars. Loans from the World Bank and the IBD were also arranged for the value of
2.6 billions dollars. At the same time, the subscription of a new 2 billion dollars public
bond was decided. These funds would used to increase international reserves and to the
constitution of the trust funds. As will be seen, these measures were important for the
resolution of the bank run in Argentina, although their effects were not immediate.

Other significant measures were the constitution, at the end of March, of another
fund, the Trust Fund for Bank Capitalization and the establishment of a deposit insurance

12



network®. The Trus Fund for Bank Capitalization tried to aid thesbanks \ith liquidity
problems and to asist them in theiprocess & merge with those insttutions whid hal
emerge from the criss in a bette shape It was finarced wth a transference fro the
Nationd Treasuy and pat of the funds povided by tre World Bank. Among itsdndions
were the sibscription and integtmn of captal, the purchas and sa d stodk from
troubled insitutions, and the graimg of loans and credits.

The new limitel depo#& insurarce system granteinvestos a guarantee ov@art d
their funds Financid institutions wee obligel to contribue nonthly with a popation of
the daily balanes & their totd deposgts, in addition to a anothecontribution establistee
accordim to the rik undertaken by #hbank?® The insurance covetaup to 10,000 dollar
for each person who holdsomey in a checkig accountsaving account, and time depts
up to 90 days, and up to 20,000 ddlldor deposts of terms longe than 90 day$.
However it did not ©ver deposts payirg interes rates highe than two pecentag poins
of a depod rate calculated by hCentral Bak.

Phase 3 Slowing down of the Run (April 1— May 14).

The measuresdapted in March, moe effective than thos implementd in the firg
phase contributed to slow dowthe bank run (BRA 1995) The announcemerof the
agreed externaaid hal important onsegences oveinvestors expectations During the
third stag depo# withdrawd slowed down signifcartly, and the dollarization process sva
reversé. Although dolla deposts wert on fdling, a dight improvement in peso depits
which increased 600 millio dollars was verified during ths phase Totd deposts fell
1.2%, while dolla degposts cane down by 3.7%

During this thid phase, the nomihaterest rate on peso terdeposts droppel by
1.6% dthough the interd@srate on dolladeposts continuea its ascend until Mal5. This
interes$ rate reached 11%maud on the second ek of May County risk also impoved in
305 bass poins (goirg from 1190 on March 31 to 885 on Wa5). On the other hal, M3
remaineél dmog constant relatie © the levelreached during & prevous phaseCentra
Bank reserves, however, gré&78 million dollas (®%0).

' The Trus Fund for Bak Captalization was created by Bcree 44595 of Mardh 28, 1995. Th
estalishmert of the depo# insurarce system wadisposd by Lav 24.485, whib was pased on Apil 12,
1995, ad which al® created a Oversight Comittee fa the Trug Fund for ProvinciaDevelopmeh (Decree
286/95) ard for the Trug Fund for Bank Captalization.

2 This was intend# to avoid tle moral lazad of financia institutions that is, to keep baks fran
undertaking highe risk due b the existence foa Central Bak guararge fa their deosts. It was with the
objective d reducihg this piobability tha the contribtion of each financikinstitution was estalished in
direct relaton to its levé of risk. On the other handthe fact that tB insurance di not guararge those
deposts receiving high rate d@temptal to dleviate another typ o mord hazard that exercise by deostors
who, when awae d the existence foa depo# insurame system guarageing ther funds loose incenives ©
behae with discidine.

'3 The depoit insurarce was managkby a private iritution (SEDESA) whos Boad was integratd with
the Ministry of Economy ard representaves from the Central Bak ard the canmercid banks Financia
ingtitutions wee sypposel to face the cdsof the funds Each bank h&to contribué with 0.03% aml 0.06%
of its dgposts, according  the rik undertaken.
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Phag 4:Crisis Resoltion, (from May 14, 1995).

In spite & the measures take political uncertaint predominatirg & this time
detemined tha only after the presidetial re-election the retur of dgost began. The
outcone d the elections hel on May 14, whee PresidenMenem won a second mandate
contributed reinforcing policcommitments ad restoringnvestorscredihility .

May 15 is generby condderald as the date the bank run ended. Onstliag a
turning point in tothdepost levels was obserde During tke second fortnightfoMarch,
totd deposts increased by 4%Between My and December 1995 both peso and dolla
depods continual returningto the financial systa: by June 15 peso and dotlaeposts
had inceased 6.4%ral 4.4% respctively reldive o ther previous levels (Mg 14).

Table I: Pecentag Changen Depods (%).

Period Peso Dollar Totd
Deposts Deposts Deposts
12/20-2/28 -17.2 1.8 -7.8
3/1-3/31 -7.9 -10.4 -9.0
4/1-5/14 1.75 -3.7 -1.1
5/15-6/15 5.5 4.3 5.1
Totd Fall
12/20-5/14 -22.4 -10.4 -17.5
Table II: Absolute ChangeniDepodts (in Millions of Pesos).
Period Peso Dollar Totd
Deposdts Deposts Deposts
12/20-2/28 -4,066 430 -3,637
3/1-3/31 -1,548 -2,399 -3,946
4/1-5/14 316 -769 -457
5/15—6/15 1,016 868 1,954
Totd Fall
12/20-5/14 -5,298 -2,738 -8,040

Annud interest rate pad on peso depds continuel fdling, while annubldollar
rates startd going dow afte May 15. M3 and Interrsgond Reserve also inceased
significartly while captal markets golved favoraby during ths perod. Both bonds rad
stok prices inceased. The Merval indaeached 428 poistin May, growirg 30% reléive
to its valie in March. Ths evolution was influerced by tle postive effecs the presidetial
elections hd on political uncertainty.
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According to Central Bank estimations, more than 70% of the deposit fall was
financed with liquidity instruments available to the monetary authorities, such as liquidity
rediscounts, repos, and reserve requirements reductions. The remaining 30% was covered
with external credit lines and with private credit cuts (Kiguel 1995 and Schumacher 1996).

Table 1l shows exactly how the total deposit fall registered between December
1994 and May 1995, was financed. Evidently, the commitment of not intervening was
abandoned. Although the monetary and financial regime constrained the assistance of
banks, due to the panic, there was massive intervention.

The Central Bank relied heavily on reserve requirements reductions, which
generated about 3,4 billion dollars. Other sources of liquidity were loans to banks for 1,537
million dollars and repos for 820 million dollars (Table I11).

Tablelll: Financing of Total Deposit Withdrawal. Millions of Pesos.

Central Bank Creation of New Liquidity
Changein | Change | Repos | Loans Reserve Total | Other | Creationof | Changein Other
Total in to Requirements Sources | Liquidity / Private Source/
Deposits Private Banks Reduction Changein Credit / Changein
Credit Deposits Changein Deposits
Deposits
12/20/94 -3,637 304 369 256 2,400 3,025 916 83.17% -8.35% 25.18%
to 2/28/95
3/1/95to -3,946 -1,424 | 436 842 1,000 2,278 244 57.72% 36.08% 6.20%
3/31/95
4/195 to -457 9 15 439 0 454 12 99.34% -1.96% 2.62%
5/14/95
12/20/94 -8,040 -1,111 820 1,537 3,400 5757 | 1,172 71.60% 13.81% 14.59%
to 5/14/95

Source: Schumacher (1996) and Kiguel (1995).

Table Il shows an important Central Bank intervention. Not only the current
liquidity instruments were used, as Central Bank authorities argue, (Kiguel 1995), but also,
the rules were changed in order to increase their ability to intervene.

An example of this is the re-implementation of the deposit insurance system.
Arnaudo (1996) argues about the difficulties in combining a state guarantee of this type
with a convertibility regime, mainly because of the fiscal constraints imposed on the
Central Bank. Even though in theory the security network had been designed so as to
minimize the extent to which fiscal resources were jeopardized, empirical evidence
suggests that the monetary authorities were involved in the bail out of a number of troubled
financial institutions.
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The agreed exterhaid was essetmial to restoe the systens' credilility and to hep
financid institutions overcora ther difficulties. Ganapolsky @d Schmukle (1998) arge
tha this was one fothe mos$ significart measures eceived by financlamarkets Its
announcemerhad a podtive impact on couniy risk, leadirg to an incea® in Brady bonds
prices ad in the stock markendex However, empidal eviderme has show tha this
measue al® contributed raisingh®rt term interest ratesAccordirg to the aubors this
suggsts thd althoudn financid markets pereived the agreemewith the IMF & podtive
in the bng wn, it was also bkeved to constrain credit opportunisién the §iort run. On the
othe hand, thes negdtiations not on} implied an additionlsource d financing but als
provided suppdrto the way tke panic was bemmhandled by Argerine auhoiities.

2.4. Consequences of the Crisison the Financial System

The evolution of financiasystem indcators shovs the negatie effecs d the crisis
The ndicaors analyzd include the ma variables cnsiderd by tre CAMEL systen
(Capitalization, Asets, Management, Earnings, Liquidityidicatos 1 and 2 (Equity ove
Assets, and Liabilite ove Equity) are capalization indcators indicata 3 (Immediate
Liquidity, defined a Cash plus #blic Secutties ove Liabilities) conditutes a measuer o
the ingitution liquidity postion; indicata 4, (Operéing Expense ove Liahilities) tries
measue banks managemenrgfficiency; indicatad 6 (Nonpeforming loans neé of
Provisions ove Equity), shows assets quity and provides a measurefahe credt risk
undertaka by financi& institutions Findly, indicata 6, ROE, show the financial syste
returns oveits equity.

While the value btotd asses decreasd by 7.2% betwen Novembe1994 ad
April 1995, totd liabilities dioppel by 6,939 million dollas ($6). Thus, the valuefdhe
financid system quity increased by 393 million dollar(3%6). Apat from a redution in its
totd value liabilities sufered a changen its conpostion. By Novembe 1994, befoe the
crisis depogs representk 63% d totd liabilities, while by April 1995, ths paticipation
had fdlen to 57%. Ingtad, an in@a® in CentrdBank and foreign credits can be obsetve

The dratic redudion in totd depost explairs the behavio of captalization
indicators Indicata 1 (Equity/Assets) gre from 14.8% n Novembe 1994 to 16.5%n
May 1995. t can thus b seen thtacaptal integration wa &ove the require leveb (11.5%)
even bdore the criss hal begun. The leveragendicata (Indicata 2, defined a
Liabilities/Equity in times d Equity) also fdl during this perod, reachirg a minimum levd
of 5 times in March, and reficting the important dpost withdrawal.
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Figure V1II: Evolution of Indicators 1 and 2.

Argentina: Indicator 1
Equity / Assetsfor the Total Financial System
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Argentina: Indicator 2
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Indicator 3 shows a prompt impact of the crisis over the financial institutions
liquidity position. The immediate liquidity indicator fell by more than 7 percentage points
between December 1994 and March 1995. After March, however, it started improving.
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Figure IX: Evolution of Indicator 3.

Argentina: Indicator 3
Total Financial System Immediate Liquidity
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The evolution of indicator 4 (Operating Expenses /Liabilities) shows that the system
aso suffered in terms of efficiency due to the bank run. Indicator 4 grew from 8.5% in
November 1994 until it reached its maximum value of 9.7% in March 1995.

Figure X: Evolution of Indicator 4.
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The damage on the ditg of the financial systens’ portfolio of loas was aothe
negdive consequencef the Tequila crisisas can be seen bydtevolution of mdicata 5,
which inceased frin 51.2% 6 71% between Novembel994 and Jyl 1995.

Figure XI: Evolution of hdicata 5.

Argentina: Indicator 5
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Financid institutions returns wer severgl harmeal by the Tequila effectin Januay
1995 tlke RCE indicata took a negatig value {1.12%), and lghough a Bght improvement
can be obsenekin March (0.7%), returns deteritia continued afteApril.

Figure XlI: Evolution of Indicata 6.

Argentina: Indicator 6
Returnsover Equity for the Total Financial System
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