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Latin America After
the Argentine Crisis: 
Diminishing Financial
Market Integration

Immediately after abandoning its currency board in Jan-
uary 2002, Argentina suffered a severe currency crisis.
Financial crises of this kind always generate profound
uncertainty for international investors and therefore
result in the withdrawal of international capital. This
was particularly evident in the period following the
Asian crisis of 1997/98, which led to a withdrawal of
capital in almost all emerging economies. After the
Argentine crisis, both international bank loans and capi-
tal inflows (measured as a share of gross domestic prod-
uct) Latin America declined; the degree of financial mar-
ket integration of Latin American countries decreased.
In addition, some Latin American currencies came under
pressure to depreciate.

At first glance, one might be tempted to explain
these phenomena as resulting from contagion caused by
the herding behaviour of international investors. How-
ever, our analysis shows that the simultaneous occur-
rence of diminishing international financial flows and
devaluation pressure on currencies can by no means be
explained by contagion from Argentina. In fact, political
events in the different countries concerned are probably
one of the major determinants behind these develop-
ments.

Point of departure:
financial crisis in Argentina

In January 2002, Argentina was forced to abandon its
currency board and switch to a flexible exchange-rate
regime.1 The value of the Argentine peso plummeted
within days and the country found itself in a profound
economic crisis. Gross domestic product (GDP) fell by
10.9% in 2002, and inflation accelerated. At the same
time, the currency depreciation caused Argentina's for-
eign debt (measured in pesos) to soar to approximately

130% of GDP, compared to around 52% in 2001. While
Argentina's overall economic situation has now eased
(GDP is growing, inflation is falling and the exchange
rate for the Argentine peso is on an upward trend), the
current situation must still be considered fragile, as is
also indicated by the continuing high number of social
protests in the country.2

Since the currency crisis, Argentina has been able to
service only very few of its external debts.3 This applies
in particular to debts to private creditors, to whom
Argentina immediately suspended payments when the
crisis set in. It was not until the most recent annual
meeting of the World Bank and the International Mone-
tary Fund in September 2003 that the Argentine govern-
ment presented its first concrete proposals for debt rene-
gotiation to the country's private foreign creditors. One
aim of these proposals was to regain access to the inter-
national financial market. Access to international
finance is essential for Latin American economies so
that they can fund required investments, because these
countries _ compared with Asian economies, for exam-
ple _ traditionally have a low macroeconomic savings
ratio. At the end of the 1990s, in other words prior to the
currency crisis, the savings ratio in Argentina was
around 16%, as against around 33% in South Korea and
Thailand at the same time.4 The fact that the domestic
savings ratio is comparatively low in the Latin Ameri-
can economies meant that many of these countries saw
the drive to liberalise capital movements world wide in
the first half of the 1990s as an opportunity for them. In
fact, the Latin American economies were among the
countries that enjoyed a substantial increase in capital

1  For the causes underlying the Argentine crisis, cf. P. Alvarez-Plata
and M. Schrooten: 'The Argentinean Currency Crisis: A Markov-
Switching Model Estimation.' DIW Discussion Paper, no. 348/2003.
Berlin; G.A. Horn and U. Fritsche: 'Argentina in Crisis.' In: DIW Eco-
nomic Bulletin, vol. 39, no. 4, April 2002.

2  www.mecon.gov.ar/basehome_e/indecon_ing.pdf
3  The first payments suspended were those to private creditors, fol-
lowed by payments to the World Bank. More recently, Argentina also
briefly fell into arrears with the International Monetary Fund, with
whom it has since, however, negotiated a debt-restructuring pro-
gramme. At the end of September 2003, the Argentine government and
the IMF agreed on a three-year debt-restructuring programme total-
ling 21 billion US dollars. In the negotiations with the IMF, Argen-
tina's president succeeded in pushing through several important
demands. In particular, the parties agreed not to stipulate rigid targets
for the budget surpluses in 2005 and 2006; instead, these targets will
be negotiated next year on the basis of the figures for economic
growth, unemployment and specific poverty indicators. Argentina has
committed itself to achieving a primary budget surplus of 3% in 2004.
Compensation payments to private commercial banks, which suffered
losses as a result of the forced conversion of dollar loans and dollar
deposits at different exchange rates, will also remain at the low level
stipulated by Argentina. The IMF also had only limited success in
pushing through its demand for increases in electricity, gas and tele-
phone rates. The loan accord only makes reference to a legal initiative
that will pave the way for utility rate increases. Cf. P. Alvarez-Plata
and T. Brück: 'Ein neuer Weg des Währungsfonds in Argentinien.' In:
Die Sparkassenzeitung, no. 39, 29 September 2003.
4  The World Bank: World Development Indicators. Washington, D.C.,
CD-ROM 2003.
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inflows during this period. However, this was also
accompanied by an increase in these countries' suscepti-
bility to international financial crises.

Latin America:
diminishing financial market integration

Although the age of globalisation is often considered
synonymous with an increase in international financial
market integration, it is not possible to find a general
indicator in the literature that illustrates all the aspects
of this process. A commonly used indicator of financial
integration is that of a country's international bank
loans measured as a share of GDP. These kind of finan-
cial flows declined very perceptibly in 2002 in Latin
America, where the volume of international bank loans
amounted to only 22 billion US dollars and was thus
close to half the figure for the previous year (cf. table 1).
Financial flows into the actual crisis country, Argentina,
declined at an above-average rate. Also when measured
as a share of GDP, the flow of international bank loans
into some Latin American economies diminished
sharply in 2002 (cf. table 2). Measured according to this
yardstick, financial market integration declined particu-
larly sharply in Chile, while a decrease could also be
observed in Brazil and Mexico. Argentina, by contrast
(according to this indicator), actually increased its level.
This was mainly due to the fact that following a sharp
depreciation, in purely mathematical terms even small
international bank loans in US dollars account for a
higher share of GDP. If the calculation were based on

the exchange rate prior to the collapse of the Argentine
currency board, these loans would have amounted to
only 0.7% of GDP in 2002. Moreover, the higher GDP
share in Argentina probably also expresses a dilemma
well known to financial intermediaries: in cases of crisis,
creditors often believe the best solution is to provide the
debtor with further loans. This amounts in a sense to a
creditor throwing good money after bad in order to have
at least some chance of being paid back. Seen in this
light, the trend for this indicator in a country in crisis is
not very informative.

A more useful indicator of international financial
integration often found in the literature is that of capital
inflows measured as a share of GDP.5 After the Asian
crisis, the Latin American economies (like other emerg-
ing economies) suffered a downward trend in the influx
of international capital.6 This decline seems to have
accelerated further since the Argentinean crisis and con-
cerns all the large Latin American economies (cf.
table 3). On the one hand, international capital flows to
Argentina have almost dried up, amounting in 2002 to
only around one tenth of the average annual volume
achieved during the period 1995 to 2000. On the other
hand, the other Latin American economies also suffered
a sharp decline in capital inflows in 2002; for example,

Table 1

International Bank Loans to Latin America
In billion US dollars

1997 1998 1999 2000 2001 2002

Memo item: 
Year-on 

change (%) 
2002 on 2001

Argentina 11.5 11.8 7.2 6.7 5.0 2.1 –58.0

Brazil 14.9 11.4 6.9 13.7 10.6 6.4 –39.6

Chile 7.2 4.3 7.6 6.5 5.6 2.1 –62.5

Colombia 4.9 1.8 2.0 2.2 0.6 1.2 100.0

Mexico 14.7 11.5 8.7 10.9 11.7 7.4 –36.8

Latin 
America1 58.2 47.6 37.3 48.3 41.0 22.0 –46.3

1 The World Bank groups Latin America and the Caribbean together in this table.
Source: The World Bank, Global Development Finance.

5  Cf. E.S. Prasad, K. Rogoff, S.-J. Wei and M.A. Kose: 'Effects of Finan-
cial Globalization on Developing Countries. Some Empirical Evidence'.
In: International Monetary Fund. Occasional Paper. Washington, D.C.,
2003.
6  Latin America and the Caribbean are grouped together in the World
Bank's data.

Table 2

International Bank Loans to Latin America
As % of GDP

1997 1998 1999 2000 2001 2002

Memo item: 
Year-on 

change (%) 
2002 on 2001

Argentina 3.9 3.9 2.5 2.4 1.9 2.1 10.5

Brazil 1.8 1.4 1.3 2.3 2.1 1.4 –32.1

Chile 8.7 5.4 10.4 8.6 8.2 3.2 –61.5

Colombia 4.6 1.8 2.3 2.6 0.7 1.5 101.5

Mexico 3.7 2.7 1.8 1.9 1.9 1.2 –38.1

Latin 
America1 2.9 2.4 2.1 2.5 2.2 1.4 –37.4

1 The World Bank groups Latin America and the Caribbean together in this table.
Source: The World Bank, Global Development Finance; DIW Berlin calculations.
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financial inflows to Brazil fell by almost 40% on the pre-
vious year, while those to Chile decreased by around
45%. Measured as a share of GDP, the trend for capital
flows is not particularly uniform over time or across the
countries of Latin America. On the latest figures, how-
ever, this indicator has shown that the financial market
integration of large Latin American economies has been
diminishing since the Argentine crisis (cf. table 4). More
recently, this trend has been particularly evident in
Chile, Brazil and Venezuela. The comparatively slow
decline in the GDP share in the case of Argentine is basi-
cally the result of the exchange-rate effect described
above. If, once again, the calculation were based on the
fixed peso/dollar exchange rate prior to the crisis, this
figure would also only amount to 0.7% of GDP.

All in all, it emerges that Latin America's level of
international financial market integration has decreased
further since the Argentine crisis. Unlike in the Asian
crisis, however, this effect has remained confined to the
region concerned to date. By contrast, international capi-
tal inflows to other emerging economies, including
financial flows to Asia, showed a perceptible increase in
2002.

Downward currency pressure in Latin 
America following the Argentine crisis

For many years, emerging economies typically pegged
(under a tighter or looser regime) their own currencies to
an anchor currency so that the exchange-rate risk was
largely assumed by the country's central bank. The aim

of a policy of this kind is to import price stability and at
the same time to favour the influx of foreign capital.
However, when inflation in the country with the pegged
currency is higher than in the anchor country, then it is
often impossible to avoid a real appreciation of the
domestic currency and thus a deterioration in the coun-
try's competitiveness on international markets _ result-
ing in rising current account deficits. This process is
often named as one of the causes of the currency crises
of the 1990s. Latin American countries also used fixed
exchange-rate systems for many years. Since Argentina
abandoned its currency board, however, fixed-rate sys-
tems have become practically obsolete in the region.
Many Latin American economies have now switched to
flexible exchange rates. Brazil, for example, was forced
to abandon the fixed-rate system at the beginning of
1999 as a result of the currency crisis, and Colombia fol-
lowed suit. Similarly, when Argentina abandoned its
currency board, it switched to a flexible exchange-rate
system. When the peso was floated in January 2002, the
currencies of the other large Latin American economies
also came under downward pressure (cf. figure). This
applied, in particular, to the currencies of Brazil, Colom-
bia, Peru and Venezuela, but the Chilean peso also
depreciated very substantially in real terms.

Argentina, the country actually in crisis, is now
experiencing a real appreciation of its currency again,
although the value of the peso still remains far below the
pre-crisis level. Recently, the other Latin American cur-
rencies have also been gaining on the US dollar again.
Latin American exchange rates, which are now flexible,
seem to be displaying parallel trends.

Table 3

International Capital Flows to Latin America
In billion US dollars

1997 1998 1999 2000 2001 2002

Memo item: 
Year-on 

change (%) 
2002 on 2001

Argentina 28.6 26.7 21.0 19.3 6.5 2.1 –67.7

Brazil 32.3 18.0 14.6 28.0 23.6 14.6 –38.1

Chile 8.9 4.8 9.0 6.5 6.9 3.8 –44.9

Mexico 30.4 19.9 18.4 21.3 19.9 14.8 –25.6

Venezuela 7.5 7.8 2.7 3.0 4.8 0.7 –85.4

Latin 
America1 120.6 84.5 75.3 89.9 75.8 45.3 –40.2

1 The World Bank groups Latin America and the Caribbean together in this table.
Source: The World Bank, Global Development Finance.

Table 4

International Capital Flows to Latin America
As % of GDP

1997 1998 1999 2000 2001 2002

Memo item: 
Year-on 

change (%) 
2002 on 2001

Argentina 9.8 8.9 7.4 6.8 2.4 2.1 –15.0

Brazil 4.0 2.3 2.7 4.7 4.6 3.2 –30.4

Chile 10.7 6.0 12.3 8.6 10.1 5.7 –43.4

Mexico 7.6 4.7 3.8 3.7 3.2 2.3 –27.2

Venezuela 8.5 8.1 2.6 2.5 3.8 1.0 –74.3

Latin 
America1 6.0 4.2 4.3 4.6 4.1 2.8 –30.3

1 The World Bank groups Latin America and the Caribbean together in this table.
Source: The World Bank, Global Development Finance.
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Diagnosis: contagion?

One explanation for the largely parallel development of
the degree of integration into the international capital
market and the exchange rates of the large Latin Ameri-
can economies might be that of contagion.7 Contagion is
now often said to be caused by herd behaviour on the
part of investors. For example, herding played an impor-
tant role in the Asian crisis and its spread beyond the
region. Herd behaviour, so the argument goes, results

from the fact that it is relatively costly for the individual
investor to access first-hand information. The rational
solution for the less well-informed investor, then, is to
either imitate the behaviour of a well-informed investor
or to opt for so-called general investment strategies.
However, this approach can be susceptible to misunder-
standings. For example, if an investor who is regarded
as well informed withdraws his capital from a specific
country, a less well-informed investor might interpret
this move as being indicative of an imminent crisis, thus
reconsider his own investment decision and withdraw
his own capital. In actual fact the well-informed investor
might only have been adjusting his portfolio following a
crisis in another emerging economy. In this kind of a
scenario, the economic fundamentals (the current
account balance, the foreign currency reserves and the
public budgets, in particular) are no longer of any signif-
icance, and a pull effect caused by investors all behav-
ing in the same way can develop relatively quickly and
lead to the rapid withdrawal of capital from the econo-
mies concerned or possibly even from entire regions.
However, herd behaviour is not limited to crisis situa-
tions; it can actually happen at any time. Thus, this
explanation seems particularly attractive in view of the
parallel trends for capital inflows and exchange rates
that are currently evident in Latin America.

We use a simple statistical approach in accordance
with the literature8 in order to measure contagion
(caused by herd behaviour) between the large Latin
American economies. We proceed from the idea that if
there is contagion, prices on national financial markets
develop in parallel.9 The extent to which price move-
ments are parallel is measured by calculating correlation
coefficients. In this section, we analyse the development
of the stock indices and interest rates in the seven larg-
est Latin American economies: Argentina, Brazil, Chile,
Colombia, Mexico, Peru and Venezuela. The analysis
examines the trends for the financial markets before and
after the Argentine crisis of 2002.10 The pre-crisis period
analysed runs from 13 January 199911 until the collapse
of the currency board in January 2002, while the subse-

Figure

Real Exchange Rates in Latin American 
Countries1

January 1995 = 100

DIW Berlin 2003

1 Rising curves indicate depreciation.
Source: DIW Berlin calculations.
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7  Cf., for example, M. Fratzscher: 'On Currency Crises and Contagion.'
European Central Bank, Working Paper no. 139. Frankfurt/Main 2002;
T. Bayoumi, G. Fazio, M. Kumar and R. MacDonald: 'Fatal Attraction:
A New Measure of Contagion.' IMF Working Paper no. 03/80. Wash-
ington, D.C., 2003.
8  Cf. G.A. Calvo and E. Mendoza: 'Rational Contagion and the Globali-
zation of Securities Markets.' In: Journal of International Economics,
vol. 51, 2000, pp. 79-113.
9   Usually the trends for share prices and interest rates are observed.
10  The stock market trends were analysed by taking daily data and
calculating monthly rates of change. Only monthly data were availa-
ble for the interest rates. The data for the share prices were taken from
Morgan Stanley Stock Indices, while IMF data were used for the inter-
est rates.
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quent period is considered the post-crisis era. Develop-
ments between 1 January 1997 and 13 January 1999 _

the period prior to the abandonment of the fixed
exchange-rate system in Brazil _ are also examined for
comparative purposes.

Table 5 shows the correlation coefficients for the
share price development in the countries observed. Most
of these coefficients decreased significantly following
the Argentine crisis, while some of them actually
changed their sign from positive to negative. All in all,
there is no evidence in the post-crisis period of a parallel
development between Argentina's stock development
trend and that in the other Latin American economies;
on the contrary, the national capital markets appear to
have been developing largely independently of each
other since the crisis. Although the correlation coeffi-
cients had already decreased following the Brazilian cri-
sis in 1999, at that time there was no comparable decou-
pling of developments on the national stock markets.
The picture is similar for the interest-rate development

across the countries observed: the changes that have
taken place can be considered largely independent of
each other (cf. table 6). However, the correlation between
national interest rates was already low in the period
prior to the Brazilian crisis, and it decreased once again
after each of the two crises. All in all, the analysis shows
that the likelihood of contagion between the individual
economies caused by herd behaviour can by and large
be excluded.

Conclusion

International financial flows to Latin America have
declined substantially since the crisis in Argentina, and
the currencies of many countries have come under
downward pressure. These are phenomena that concern
almost all the Latin American economies, but by no
means all emerging economies. While international
bank loans and capital flows to Latin America
decreased by half in 2002, the sum flowing into the
south-east Asian countries doubled. Moreover, the cur-
rencies of the south-east Asian economies are currently

11  This is the date on which Brazil abandoned its fixed exchange-rate
system.

Table 5

Correlation Coefficients for Stock Market Trends

Argentina Chile Colombia Peru Venezuela Brazil Mexico

1 January 1997 to 13 January 1999
Argentina 1.00
Chile 0.84 1.00
Colombia 0.74 0.80 1.00
Peru 0.38 0.45 0.50 1.00
Venezuela 0.86 0.76 0.60 0.25 1.00
Brazil 0.64 0.72 0.69 0.63 0.51 1.00
Mexico 0.58 0.57 0.61 0.45 0.65 0.47 1.00

Average1 0.67 0.69 0.66 0.45 0.60 0.61 0.56

13 January 1999 to 11 January 2002
Argentina 1.00
Chile 0.44 1.00
Colombia 0.27 0.66 1.00
Peru 0.37 0.21 0.31 1.00
Venezuela 0.52 0.73 0.54 0.32 1.00
Brazil 0.49 0.40 0.41 0.54 0.41 1.00
Mexico 0.38 0.35 0.16 0.28 0.34 0.48 1.00

Average1 0.41 0.47 0.39 0.34 0.48 0.45 0.33

11 January 2002 to 28 August 2003
Argentina 1.00
Chile –0.13 1.00
Colombia 0.05 0.49 1.00
Peru –0.03 0.05 –0.05 1.00
Venezuela 0.15 0.60 0.58 0.09 1.00
Brazil –0.05 0.57 0.48 –0.08 0.53 1.00
Mexico –0.06 0.19 0.12 0.33 0.21 0.23 1.00

Average1 –0.01 0.30 0.28 0.05 0.36 0.28 0.17

1 The average is derived from the six correlation coefficients between the countries.
Source: DIW Berlin calculations.
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subject more to upward than to downward pressure.
However, there is much to suggest that the current par-
allel developments across Latin America are very proba-
bly not the result of contagion caused by herd behaviour
on the part of international investors.

If this explanation for the distinctly parallel develop-
ment for exchange rates and financial flows can be
largely excluded, then national factors inevitably gain in
importance. External debt is likely to have a significant
role in this respect. From the point of view of foreign
investors, a high level of indebtedness represents a risk
factor as regards the solvency of the country concerned.
In actual fact, the level of foreign debt is extremely high
in all the large Latin American economies. Measured as
a share of exports in 2002, it amounted to over 400% in
Argentina, to around 280% in Brazil and to 170% in
Chile. In Mexico, too, the country with the lowest level of
foreign indebtedness as a share of exports, this value
amounted to over 90%.12 The Latin American econo-
mies' high level of indebtedness has developed over
many years.13

High levels of debt are considered particularly haz-
ardous by potential investors when the institutional,
political and legal conditions in the country concerned
are not regarded as very stable. In fact, in 2002 many
Latin American economies experienced events that
exacerbated the uncertainty of potential investors with
respect to future developments in the countries in ques-
tion. For example, there was uncertainty prior to the
Brazilian elections as regards the future direction of the
country's economic policy, while the wave of strikes in
Venezuela and the openly exposed banking crisis in
Colombia also deserve mention. Against this back-
ground, there is much to suggest that in addition to mac-
roeconomic stability, the institutional, legal and political
conditions in the different economies will also have an
extremely substantial bearing on Latin America's future
attractiveness for international capital.

Patricia Alvarez-Plata and Mechthild Schrooten

12  By comparison, in 2002, China and Malaysia's foreign debt as a
share of exports was less than 50%, while the figure for South Korea
and Thailand was under 70%.

Table 6

Correlation Coefficients for Interest Rate Trends

Argentina Chile Colombia Peru Venezuela Brazil Mexico

January 1997 to January 1999
Argentina 1.00
Chile 0.41 1.00
Colombia 0.03 0.04 1.00
Peru 0.18 –0.16 –0.10 1.00
Venezuela 0.32 0.36 0.10 0.16 1.00
Brazil 0.71 0.30 –0.08 0.18 0.04 1.00
Mexico 0.75 0.27 0.31 0.27 0.38 0.37 1.00

Average1 0.40 0.14 0.04 0.10 0.07 0.06 0.00

January 1999 to January 2002
Argentina 1.00
Chile –0.05 1.00
Colombia 0.05 –0.03 1.00
Peru 0.12 0.14 –0.46 1.00
Venezuela –0.12 –0.05 0.26 –0.01 1.00
Brazil 0.07 –0.28 0.20 –0.12 0.19 1.00
Mexico 0.00 –0.26 0.62 –0.42 0.39 0.11 1.00

Average1 0.01 –0.08 0.11 –0.09 0.10 0.02 0.00

January 2002 to August 2003
Argentina 1.00
Chile –0.34 1.00
Colombia –0.74 0.41 1.00
Peru –0.52 0.39 0.23 1.00
Venezuela –0.14 –0.49 0.21 –0.17 1.00
Brazil –0.32 0.49 0.33 0.52 –0.03 1.00
Mexico –0.06 –0.19 –0.28 –0.02 0.13 0.16 1.00

Average1 –0.35 0.10 0.08 0.05 0.02 0.03 0.00

Source: DIW Berlin calculations.

13  Since recently, the situation seems to be no longer deteriorating.
Indeed, those countries with particularly substantial levels of indebt-
edness managed to either significantly reduce their current account
deficits or even achieve surpluses in 2002, to an extent also because of
currency depreciations.


