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ew economic events succeed in capturing the sustained attention of

both economic practitioners—policymakers, business economists,

and press commentators—and academic economists. The ongoing

economic crisis in Mexico is one of those events. Since the crisis

broke out in December 1994, it has been the subject of innumer-
able newspaper and magazine articles as well as alarge number of academic
papers. Most of the nonacademic analyses have tried to answer a question
posed by the Wall Street Journal on July 6, 1995: “How could so many
smart people on Wall Street, in Mexico City, and in Washington have been
so blind to so many warnings?’ This question captures the conventional
wisdom about the crisis, which is that it was the inevitable result of funda-
mental imbalances in the Mexican economy—imbalances that should have
been obvious to informed observers and could have been corrected by rela-
tively simple (though not necessarily painless) adjustments in Mexican eco-
nomic policy. Most of the academic papers on the crisis have tried to
identify the imbalances and the associated policy errors and to explain how
and why they produced acrisis.

We believe that many of these explanations for the Mexican economic
crisis, both academic and nonacademic, are based on questionable assump-
tions and dubious analysis. The principal purposes of this article are to iden-
tify some of the major problems with the “conventional view” of the crisis
and present an alternative view that seems more consistent with the evi-
dence.

Why look at alternative explanations? Economic science has not yet ad-
vanced to the point of being able to identify a single, generally accepted ex-
planation for most major economic issues or events. Understanding the
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differences between alternative explanations for eco-
nomic events is important for policymakers, who must
try to design policies that will address the problems
posed by these events. Freguently, the policies that are
likely to be successful if one explanation is correct are
very different from those that will succeed if another
explanation is closer to the truth.

Of course, aternative explanations that seem very
different from each other may in fact have a number of
common elements. For example, the alternative ac-
count of the Mexican economic crisis presented in this
article resembles the conventional account in suggest-
ing that the crisis may have been caused, at least in
part, by fundamental factors and may have been aggra-
vated by mistakes in government policy. However, the
causal factors we identify and the policy mistakes we
expose are quite different from the ones emphasized
by most analysts. The article concludes by laying out
some changes in Mexican economic and financial
policies that might make future crises less likely.
While a few of these changes are similar to ones pro-
posed by other commentators, some of the most im-
portant recommendations have not been included in
the advice the proponents of the conventional view
have offered the Mexican government.

| ]
The Mexican Economic Crisis

Prior to December 1994, the Mexican government
based its international economic policy on a strategy
of exchange rate pegging.t This strategy committed
the government to keeping the dollar value of the
Mexican peso inside a preannounced target zone and
forced it to intervene in the foreign exchange market
whenever market forces threatened to push the peso
exchange rate out of the zone. These interventions in-
volved buying or selling financial assets payable in
dollars or other internationally convertible currencies.
(The stock of these assets held by the government at a
given point in time constitutes its foreign exchange re-
serves.) When the dollar value of the peso threatened
to fall below the lower boundary of the target zone, the
Mexican government sold dollar-denominated assets
in exchange for pesos, an action that increased the de-
mand for pesos and prevented their dollar price from
falling further.?

A serious problem for exchange rate pegging strate-
giesis that if the market forces pushing the exchange
rate lower are sufficiently strong and persistent, the
government’s rate-defending asset sales eventually ex-
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haust its foreign exchange reserves. This is precisely
the situation that Mexico faced in the last two months
of 1994, when the bottom dropped out of the peso
market. The Mexican government intervened aggres-
sively to try to keep the peso exchange rate from
falling and by mid-December had sold $11 billion
worth of reserve assets. Finally, on December 20 Mex-
ico devalued the peso by 15 percent. Unfortunately,
this action served only to increase the pace of the re-
serve losses, and two days later the Mexican govern-
ment felt compelled to give up its exchange rate
targeting policy and allow the peso to float against the
dollar and other currencies. The peso immediately be-
gan a rapid and dramatic depreciation. By early Jan-
uary, its dollar value was amost 40 percent lower than
it had been in mid-December.

For Mexico, the devaluation of the peso marked
the beginning of a severe and persistent economic re-
cession. By the end of 1995, Mexican rea (inflation-
adjusted) GDP had fallen by 7 percent, and the
unemployment rate had increased from a precrisis lev-
el of 4 percent to approximately 7 percent.® A large
number of private firms have failed, and the Mexican
government has been able to pay its debts only be-
cause of financia aid from the International Monetary
Fund (IMF) and the governments of the United States
and Canada ($25 bhillion dollars' worth to date). Do-
mestic and foreign confidence in the prospects for the
Mexican economy has been shaken severely.

|
Conventional Explanations
for the Crisis

Exchange Rate Policy. Many analysts believe that
the Mexican economic crisis had been building for
several years. According to this view, Mexico's large
and persistent current-account deficits, which rose
from $14.6 billion in 1991 to $28.8 hillion in 1994, in-
dicated that the Mexican peso was substantially over-
valued. This overvaluation, it is argued, had to be
corrected, and the longer the corrective measures were
put off, the harsher and more destabilizing they even-
tually had to be. The blame for the overvaluation is
typically placed on the Mexican government’s policy
of pegging the peso exchange rate (see above). Au-
thors such as Jeffrey Sachs, Aaron Tornell, and Andrés
Velasco (1995) and Rudiger Dornbusch and Alejandro
Werner (1994) argue that pegging an exchange rate as
part of an economic stabilization program makes sense
only for a short period of time; otherwise, “accumula-
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tion of real appreciation . . . would ultimately risk the
success of the stabilization” (Sachs, Tornell, and Ve-
lasco, 1995, 9; italicsin original).

How are overvaluation, trade deficits, and econom-
ic crises related? According to conventional macroe-
conomic theory, an overvalued currency produces
current account deficits by making a country’s exports
more expensive and its imports cheaper and aso by ar-
tificially increasing the real value (at international
prices) of incomes received in domestic money. The
resulting trade deficits must be financed by foreign
borrowing—borrowing that cannot go on forever be-
cause the overvaluation usually does not reflect any in-
crease in the country’s ability to service its debts.
Eventually, foreign lenders realize that the country’s
aggregate borrowing path is unsustainable and become
unwilling to roll over their loans. The result is a re-
serve outflow that is inevitably followed by a devalua
tion. The domestic price increases caused by the
devaluation, combined with the sudden withdrawal of
foreign funds, produce a severe recession.

In some sense, the Mexican exchange rate crisis ac-
tually began in March 1994, when political turmoil
(discussed below) produced intense downward pres-
sure on the market price of the peso and defending its
exchange rate peg cost the Mexican government a sub-
stantial fraction of its foreign exchange reserves. The
government’s unwillingness to deval ue the peso during
this episode has been frequently identified as a key
factor leading to the crisis. Meanwhile, Mexico’s cur-
rent-account deficit continued to widen: by December
1994, it had reached $28.8 hillion, which was 8 per-
cent of the country’s GDP. (The comparable U.S. fig-
ure was 3 percent.) To many analysts, this large trade
deficit was conclusive proof that peso overvaluation
had made foreign goods far too cheap and that a se-
vere adjustment was imminent.

In evaluating this diagnosis of the cause of the cri-
sis, it is important to bear in mind that large current-
account deficits and heavy foreign borrowing can have
causes that do not involve currency overvaluation. For
example, it is entirely possible for a developing coun-
try to run large current account deficits because it of-
fers attractive investment opportunities and lacks
enough domestic savings to fund these opportunities
internally. As long as the investment projects are ulti-
mately successful—as long as they produce returns
large enough to service the foreign debts that provided
the funding for them—both the trade deficits and the
foreign debts can persist indefinitely.4 This possibility
seems particularly relevant to the case of Mexico be-
cause the country’s recent economic reforms, com-
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bined with the negotiation of the North American Free
Trade Agreement (NAFTA), had led many U.S. ana
lysts to conclude that it had become a very promising
place in which to invest. According to the IMF, from
1990 to 1993 Mexico attracted $91 billion in net capi-
tal inflows (1995, 53-55). Ratification of NAFTA in
late 1993, moreover, may have produced a substantial
increase in the availability of foreign funds.

Another problem with the conventional account of
the crisisisthat it is based on the rather woolly concept
of “overvaluation.” More specifically, the conventional
account is based on two possibly gquestionable premis-
es. (1) that there is an equilibrium exchange rate with
which the current exchange rate can be compared to

In some sense, the Mexican exchange

rate crisis actually began in March 1994,

when political turmoil produced intense
downward pressure on the market price

of the peso.

determine whether the currency in question is overval-
ued and (2) that the value of this equilibrium exchange
rate can be determined with some degree of accuracy.
Many discussions of overvaluation seem to assume,
with some circularity, that international macroeco-
nomic equilibrium requires each country’s current ac-
count to be in balance so that a country’s currency is
overvalued whenever the country has a current ac-
count deficit. Aside from the theoretical limitations of
this assumption (see above), it is aso questionable in
practice: for several years during the early 1980s, for
example, the U.S. dollar appreciated significantly
against most other major currencies at atime when the
United States was running current account deficits of
unprecedented size.

Most other attempts to identify examples of overval-
uation or measure their extent are based on the concept
of “purchasing-power parity” (PPP). Purchasing-power
parity is the principle that, other things being equal, a
person with a given quantity of domestic currency
should be able to purchase the same quantity of goods
in the home country that he or she could purchase in a
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foreign country if the domestic money were converted
into foreign money at the current exchange rate. Sup-
pose, for example, that an American with $100 can use
the foreign exchange market to convert the dollars into
500 pesos and can use these pesos to buy 20 percent
more goods in Mexico than the $100 would buy in the
United States. In this scenario, the dollar is overvalued
by 20 percent against the peso—or, equivaently, the
peso is undervalued by 20 percent against the dollar.
Presumably, this sort of undervaluation will produce
both an increase in American purchases of Mexican
goods and a decrease in Mexican purchases of Ameri-
can goods. If U.S.-Mexican trade were balanced initial-
ly, the result should be that Mexico would run a trade
surplus with the United States.

There are a couple of serious problems with this
notion of overvaluation, however. First, the PPP prin-
ciple applies, strictly speaking, only to internationally
tradable goods or services that can be transported be-
tween countries at minimal cost and are not covered
by tariffs (import taxes) or export subsidies. Many
goods, and possibly most goods, do not meet these re-
quirements. A person should not, for example, expect
to be able to get haircuts in the United States for the
same exchangerate-adjusted prices that he or she
would pay in Mexico, as it is not redly feasible for
most Americans to travel to Mexican barbershops. A
haircut is a classic example of a service that is essen-
tially “nontradable”® And while the practical difficul-
ties of international trade are less severe for
automobiles than for haircuts, neither should people
expect to be able to buy a U.S. car for the same price
in Mexico as in the United States. Cars are heavy and
expensive to transport, and the Mexican government
imposes tariffs on imported automobiles.

A closely related problem with the PPP concept in-
volves the fact that there are so many different goods
whose prices often change in different directions or in-
crease/decrease at different rates. The typical solution
is to perform PPP calculations using price indexes
based on the prices of standard baskets of goods and
services in the relevant countries. However, both the
items and the quantities in a country’s standard basket
vary significantly from country to country, and many
of the items in the baskets are either nontradable or
quite costly to trade. Thus, the current consumer price
indexes (CPls) for the United States and Mexico may
not be equal to each other, even if the two indexes
have the same base year and the average inflation rates
in the two countries have been equal since the base
year, using an index based on a common basket of un-
ambiguously tradable goods.
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Perhaps the most widely used PPP-based approach
to measuring currency values is “relative PPR” which
assumes that if prices rise faster, on average, in country
A than in country B, then country A's currency should
depreciate a a rate equa to the annual inflation differ-
entia. In the case of the United States and Mexico, for
example, from 1991 to 1993 the Mexican inflation rate,
as measured by Mexico's CPl, averaged around 10 per-
cent higher than the U.S. inflation rate as measured by
the U.S. CPI. According to the principle of relative
PPP, the Mexican currency should have depreciated
against U.S. currency at an average rate of 10 percent
per year. The fact that the actual rate of depreciation
averaged only 2.5 percent per year has led many ana-
lysts to conclude that the Mexican peso was becoming
increasingly overvalued. (It should be noted, however,
that during the year preceding the crisis—a period
when many analysts began warning that Mexican cur-
rency was substantially overvalued—the peso depreci-
ated against the dollar at a rate about 4 percent higher
than the Mexican-U.S. inflation differential.)

The relative-PPP concept suffers from the same
problems as conventional or “absolute” PPP, plus an
important additional problem: relative PPP calcula-
tions for a period implicitly assume that the currencies
in question were correctly valued at the beginning of
the period. Suppose, for example, that Mexican cur-
rency was substantially undervalued in 1990. Then the
fact that the peso depreciated against the dollar during
1991-93 at a rate lower than the Mexican-U.S. infla-
tion differential may have reflected a gradual tendency
for the peso’s dollar value to rise toward its “correct”
level, rather than atendency for the peso to becomein-
creasingly overvalued. Thus, unless the problem of
measuring absolute PPP can be solved, it isimpossible
to place much faith in conclusions based on measure-
ments of relative PPP.

Mexico's central bank, the Banco de Mexico, em-
ploys an approach to relative PPP calculations that is
based on guidelines developed by the IMF. The ap-
proach involves constructing a“real exchange rate” by
comparing labor costs in Mexico with those in other
countries. The following description of this approach
is taken from one of the bank’s annual surveys of the
Mexican economy:

Its aim is very simple: to compare devel opments
in labor costs in one country with those of its
trading partners, expressed in a common curren-
cy. . .. If labor costs in one country, adjusted for
productivity, increase at a faster pace than its
trading partners, then its real exchange rate ap-
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preciates and its external sector becomes less
competitive. . . . The 1978-1979 average was
chosen as the base period, since it was considered
representative of a suitable position of balance
for our external sector. Enough time had elapsed,
since the 1976 devaluation, for us to reasonably
assume that the margin of undervaluation that
normally follows theinitial stages of an exchange
rate adjustment had disappeared. Additionaly,
exports of manufactured goods showed a healthy
growth during this period and there was an up-
swing in international reserves. (1993, 97)

The results the Mexican central bank obtains using
this approach illustrate the sensitivity of relative-PPP
calculations to the choice of the base year. Although
the bank’s calculations confirm that the peso has ap-
preciated in recent years relative to other currencies,
they also suggest that by 1994 this appreciation had
not yet succeeded in alowing the peso to regain the
relative position it enjoyed during 1978-79.6 (See
Chart 1, which tracks Mexico’s relative unit labor
costs against those of its mgjor trading partners.) In the
bank’s view, the peso had indeed been undervalued in
1990 and earlier years and remained undervalued
throughout the period preceding the recent crisis.

While the validity of the bank’s choice of a base peri-
od is certainly debatable, it seems clear that its staff
subjected the question to careful analysis—unlike
many commentators who have used the peso’s rela-
tively low rate of depreciation during the early 1990s
as the basis for casual criticism of the Mexican gov-
ernment’s exchange rate management policies.

The economic importance of nontradable goods cre-
ates other problems for relative-PPP calculations. Sup-
pose, for example, that a country’s national income is
growing faster than the incomes of other countries, per-
haps because of alarge inflow of foreign investment. If
this country’s markets are reasonably open to interna-
tional trade, relative PPP can be expected to hold, at
least approximately, for its tradable goods. The prices
of its nontradables, however, are likely to berising rela-
tively rapidly: the rapid increase in domestic income
will produce strong demand for nontradables, and this
demand, unlike the demand for tradable goods, can be
satisfied only out of domestic production. Because
nontradable goods have substantial weight in nationa
price indexes, the domestic CPI will rise faster than the
CPiIs of dower-growing countries. If the home coun-
try’s exchange rate against these countries remains
constant, the inflation differential will create the mis-
taken impression that domestic currency is becoming

Chart 1
Real Exchange Rate Based on Unit Labor Costs in the Manufacturing Industry, 1975-95
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increasingly overvalued. It is worth noting, in this con-
nection, that the 12.9 percent average inflation rate
recorded in Mexico from 1990 to 1993 was dispropor-
tionately due to nontradables: their pricesrose at a 17.4
percent average rate while the prices of tradables rose
at an average rate of only 8.8 percent. The average dif-
ferential between the Mexican tradables inflation rate
and the U.S. inflation rate was around 3 percent during
this period. Subtracting the latter figure from the aver-
age rate of peso depreciation produces a relative-PPP-
adjusted peso appreciation rate of only 5.8 percent,
compared with the 14.4 percent rate yielded by a calcu-
lation based on Mexico's overdl inflation rate.’

Bad Fiscal or Monetary Policy. Another popular
class of explanations for the Mexican economic crisis
blames its outbreak on the malign effects of bad fisca
or monetary policy. At first glance, explanations of this
sort seem rather puzzling. The most widely used indi-
cator of the soundness of a country’sfiscal policy isthe
size of its government budget deficit. By this indicator,
Mexico appears to have been in fine shape (see Chart 2):
its federal government reported budget surpluses from
1990 to 1993, and its deficit for 1994 was only 0.5 per-
cent of GDP. Similarly, the most popular indicator of
monetary policy soundness is a country’s annua infla-
tion rate. In Mexico, the annual inflation rate averaged

15.7 percent between 1990 and 1993, which is not high
for a developing country. In addition, the rate of infla
tion had been declining over time, reaching 8 percent
in 1993 and 7 percent in 1994.

Fiscal Policy. In the case of fiscal policy, some ana
lysts argue that the budget numbers reported by the
Mexican government were misleading and that the
government was actually running substantial budget
deficits. Sachs, Tornell, and Velasco comment that “in
the wake of the crisis, it has become fashionable to
claim that these numbers hide a part of the deficit,
since starting in 1993 they omit the financial intermedi-
aion activities of state and development banks” (1995,
6). It should be noted, however, that in the long run the
activities of these institutions increase government
expenditures only if the loans are extended at below-
market interest rates or are not ultimately repaid. Sachs,
Tornell, and Velasco go on to point out that beginning in
1993 “development banks must by law have an 8 per-
cent capitalization ratio, must hold reserves against bad
loans and must lend to private banks on commercial
terms’ (6). Finally, even if all the funds raised by these
institutions are charged against the government budget,
the 1994 budget deficit would not have exceeded 4 per-
cent of GDP It is hard to accept a figure of this magni-
tude as an explanation for Mexico’s financial

|
Chart 2
Public Sector Operational Balance in Mexico, 1980-94
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meltdown. Deficits of this size are quite common
among countries with relatively stable economies. The
government of Italy, for example, regularly runs much
larger budget deficits—8 percent of GDP in 1994.
Critics of Mexican fiscal policy also point to the
fact that during 1994 the government issued a large
quantity of tesobonos, which are dollar-indexed short-
term bonds. It should be emphasized, however, that for
the most part, the tesobonos did not represent new in-
debtedness but were simply a device for refinancing
short-term, peso-denominated government bonds
called cetes (see Chart 3). While the exchange rate de-
preciation that accompanied the crisis made this refi-
nancing strategy very costly ex post, the issuance of
the tesobonos was motivated by a desire to make a cri-
sis less likely by increasing the confidence of foreign
investors. It should also be noted that most of Mexico's
short-term foreign indebtedness was private rather than
public.®2 There is no particular reason to believe that
public-sector indebtedness played a prominent role in
precipitating the financial crisis—though it was cer-
tainly the aspect of Mexico's economic predicament
that received the most attention after the crisis.®
Monetary Policy. Was Mexican monetary policy too
loose (or too tight)? There has been little criticism of
the government’s monetary policy decisions during the

years immediately preceding 1994; in fact, the Mexi-
can government has been widely praised for achieving
steady declines in the inflation rate and making con-
structive changes in the Mexican financial system.
These changes included reducing reserve require-
ments drastically, privatizing the coun- try’s commer-
cia banks, and alowing private banks to be purchased
by foreigners.

Critics of Mexican monetary policy focus on 1994
itself, arguing that policy was too loose during this crit-
ical year. In March 1994, Luis Donaldo Colosio, the
presidential candidate of the governing Institutional
Revolutionary Party, was nated. This event made
foreign investors nervous about Mexico's short-run po-
litical stability and temporarily reduced the volume of
foreign portfolio (indirect) investment. The Mexican
government has been criticized for allegedly covering
this loss of foreign money by selling reserve assets and
expanding domestic credit, rather than by increasing
domestic interest rates in an effort to restrain domestic
loan demand and attract additional foreign funds. Since
Mexican interest rates rose substantially after the
March crisis, however, it isfar from clear that this criti-
cismis either accurate or justified.’®

It is worth noting that raising interest rates may not
always make monetary policy “tighter,” in the sense of

Chart 3

Structure of Domestic Government Debt in Mexico, January 1992-October 1994
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tending to produce lower inflation. Thomas Sargent
and Neil Wallace (1981) point out that when real inter-
est rates in a country exceed its real growth rate, high-
er interest rates increase the cost of refinancing the
government’s debt and may eventualy force it to re-
spond by increasing the money growth and inflation
rates in order to increase government revenues from
currency creation. If people understand this situation,
moreover, increases in current interest rates can lead
them to expect higher inflation in the future, and this
expectation can drive up the current inflation rate. At
the time of the March 1994 crisis, real interest ratesin
Mexico were already substantially higher than the
country’s real growth rate, so it is possible that more
aggressive interest rate increases could actually have
been counterproductive.

|
Alternative Explanations

Borrowing Constraints. We believe that both
Mexico's exchange rate policies and its fiscal and
monetary policies have been overemphasized as pos-
sible causes of the financial crisis it experienced in
late 1994. In a recent paper, Andrew Atkeson and
José-Victor Rios-Rull (1995) adopt a similar view,
arguing that Mexico's financia crisis could have oc-
curred even though its exchange rate was not overval-
ued and its precrisis monetary and fiscal policies were
credible in the sense of being potentialy sustainable
in the long run. In the formal model Atkeson and
Rios-Rull present, the trade deficits Mexico runs be-
fore the crisis are a rational response to the desire of
its people to achieve large increases in domestic in-
vestment without giving up large amounts of current
consumption. Because the investments in question are
productive in nature, the debts accumulated in the
course of financing them can be serviced in the long
run. However, the amounts that Mexico's private and
public sectors can borrow are limited by externally
imposed “ credit constraints.” When the country’s pri-
vate or public borrowers reach the limits of these
constraints, they can no longer increase their indebt-
edness, even if the new debts in question are perfectly
sound. Mexico's trade account must henceforth be
balanced, and if it wishes to increase domestic invest-
ment further it can do so only by reducing its pur-
chases of consumption goods. According to Atkeson
and Rios-Rull, the Mexican financia crisis broke out
because Mexico reached these borrowing limits in
late 1994.

28 Economic Review

While the analytical approach employed by Atke-
son and Rios-Rull has many appealing features, we are
not convinced that they have offered a useful explana-
tion for the Mexican financial crisis. Perhaps the
biggest problem with the approach isits reliance on an
externally imposed credit constraint. Atkeson and
Rios-Rull offer a number of possible explanations for
the existence of such constraints. They speculate, for
example, that these constraints may be imposed by in-
vestors who recognize the difficulties of enforcing
debt collection in developing countries. The problem,
of course, is that this sort of explanation explains too
much: whenever a country suffers a financial crisis,
the crisis can always be explained by assuming that
the country has reached the limits of its borrowing
constraints. In addition, there seems to be little evi-
dence indicating that the doubts investors may have
had about Mexico's continued ability to service its
debts were caused by concern about the size of those
debts, as opposed to concern about Mexico's overall
political stability or the ability of its government to de-
fend its pegged exchange rate.

Another problem with the Atkeson and Rios-Rull
analysis is that it does not explain the severity of the
1994 financia crisis. In their model, the borrowing
country knows in advance that it is approaching its
borrowing constraint. When it reaches the constraint,
it camly stops increasing its foreign indebtedness and
begins cutting back its consumption. There is no need
for dramatic declines in output or large increases in
unemployment, and there is no reason for holders of
previously incurred debts to refuse to roll them over.
In fairness to Atkeson and Rios-Rull, one could view
their model as the precursor of a more sophisticated
model in which the country does not know precisely
when it will approach the borrowing constraint. This
sort of model would presumably predict more eco-
nomic dislocation after the limits of the constraint are
reached. Nevertheless, the actual crisis created far
more economic disorder than even a more advanced
model of this sort would seem capable of generating.

Findly, the Atkeson and Rios-Rull story implies that
the financial crisis broke out in 1994 simply because
this happened to be the year in which the total volume
of Mexican foreign indebtedness reached the limits of
the borrowing congtraint. It is difficult to believe that it
was simply a coincidence that the crisis occurred at the
end of ayear distinguished by the most serious political
turmoil Mexico has experienced in at least a decade.
The politica troubles that broke out during 1994 play a
key role in the aternative explanation for the Mexican
financia crisisthat is presented below.

January/February 1996



Financial Panic. Our aternative explanation for
the Mexican financial panic isinspired by the similari-
ty between the recent economic crisis in Mexico and
some economic crises in the U.S. historical experi-
ence. As is the case with most historical analogies, the
similarity between these two sets of events is not per-
fect: some aspects of the historical U.S. situation were
quite different from the situation facing modern Mexi-
co, and some of the eventsthat occurred in Mexico are
outside the range of U.S. experience. In addition, the
fact that economists do not completely understand the
causes of the U.S. crises limits the degree to which the
history of these crises can help explain the recent
Mexican crisis. Nonetheless, the degree of similarity
between the circumstances and events of the two types
of crises seems substantial enough to make it useful to
compare them. In addition, examining the successes
and failures of efforts by U.S. policymakers to solve
the problems posed by the U.S. crises can help identi-
fy policies that may or may not be successful in Mexi-
co. Finaly, the comparison helps emphasize the point
that crises of the type that Mexico experienced are not
unprecedented and are not the result of unique failings
on the part of the Mexican government or unique
weaknesses in the country’s economy.

U.S Financial Panics. During the late nineteenth
and early twentieth centuries, the U.S. banking and fi-
nancia system suffered recurrent crises that have be-
come known as financial panics. A financial panic
usualy started because of the failure of one or more
major commercial or financial institutions that were
heavily indebted to one or more large banks. The
banks had financed the bulk of their loans by issuing
checking accounts, which are known formally as de-
mand deposits. In the late nineteenth century, these de-
posits could be redeemed on demand in gold dollars or
in notes that were convertible on demand in gold dol-
lars. As soon as the holders of these deposits heard
about the banks' loan problems, they would rush to
teller windows to withdraw their funds in the hope of
recovering their money before similar demands by
other depositors exhausted the bank’s funds and
caused them to fail. Depositors of other banks would
observe the runs and become concerned about the sol-
vency of their own institutions. The runs might then
spread from bank to bank, from city to city, and from
region to region. During a financia panic, this pattern
of contagion spread bank runs over all or a large part
of the country.

A peculiar and distinctive feature of U.S. financia
panics was “suspensions of payments.”*! Panics usual-
ly began, or gained momentum, in magjor U.S. cities—
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most often New York, which was the country’s princi-
pal financial center. When the banks in such a city
were confronted by awave of panic-induced runs, they
recognized that attempting to meet the runs by selling
assets would depress the asset market, causing them to
take large losses or even driving them into bankruptcy.
They typicaly responded by suspending payments—
that is, by temporarily refusing to alow depositors to
withdraw or transfer their funds.

While a suspension solved the immediate problems
of the banksin the city that initiated it, it usually creat-
ed problems for banks elsewhere. Suspensions were
distressing to depositors because they lost access to

Both Mexico’s exchange rate policies and

its fiscal and monetary policies may have

been overemphasized as possible causes
of thefinancial crisisit experiencedin
late 1994.

their funds, wholly or partially, for a period that some-
times lasted weeks or months. As a result, if deposi-
tors believed that their banks were likely to suspend
payments they would withdraw their funds as a pre-
caution, even if they did not have any real concerns
about the banks' solvency. Thus, fear of suspension re-
placed fear of bankruptcy as a force driving runs. For
this reason, once a suspension occurred in asingle ma-
jor city it typically spread nationwide within a few
days. The financia disruption these nationwide pay-
ments suspensions caused was very damaging to the
economy and often produced (or at least contributed to
the severity of ) economic recessions or depressions.’?
Financial panics were extremely frustrating to
the nineteenth-century business community and to
contemporary economic policymakers because the
adverse consequences of panics seemed entirely out
of proportion to the seriousness of the events that
touched them off. The principal cause of this problem
was that panics spread so rapidly. Once a panic got
started, people were forced to make immediate deci-
sions with little reliable information, and they often
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found themselves responding less to their own judg-
ments about the seriousness of situations than to their
fears about how other people might respond. Thus,
New York bank depositors who participated in runs of-
ten did so not because they believed that their banks
were insolvent but because they feared that with-
drawals by other panicky depositors would drive the
banks into insolvency. Similarly, a suspension in New
York would touch off a nationwide suspension not be-
cause the banks in other cities were concerned about
their financial situations but because they feared that the
events in New York would cause their depositors to be-
come concerned about their situations. Many of their
depositors, in turn, would withdraw their deposits when
they heard about the New York suspensions because
they assumed that other depositors would react by
withdrawing their deposits, and so on.

Mexico's Financial Stuation. In our view, the recent
financial crisisin Mexico was similar, in many ways, to
a nineteenth-century U.S. financia panic. In order to
explore this similarity, it is necessary to describe afew
key elements of Mexico's economic and financia situ-
ation during the period preceding the crisis.

To begin with, it is important to understand that
during the late 1980s and early 1990s, Mexico had
chosen (intentionally or unintentionally) a develop-
ment strategy of externally financed growth. Because
rapid economic growth requires large investments in
plant, equipment, and technology, a key problem fac-
ing any developing country is how to obtain the funds
necessary to finance these investments. Many of the
biggest economic-growth success stories of the post-
war period—Japan, Korea, and Taiwan, for example—
chose internally oriented financing strategies. In these
countries, most of the funds needed to finance domes-
tic investments were provided (at least in the initial
stages) by domestic savings.

Of course, internaly based financing strategies re-
quire the citizens of the countries in question to save
relatively large fractions of their incomes. In many
Latin American countries, the average level of house-
hold income is so close to the subsistence level that it
may be unrealistic to expect households to increase
their savings rates significantly.'® In addition, the gov-
ernments of these countries may be unable or unwilling
to ask their citizens to sacrifice current consumption in
order to finance investments whose rewards may not
be evident for many years. Consequently, these coun-
tries have opted for externally based financing strate-
gies—development strategies under which much of
the funding for domestic investment comes from for-
eign lenders and investors. The funds to repay these
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lenders and investors are expected to come out of the
profits derived from the investment projects.

Mexico’'s externally based financing strategy al-
lowed the share of its GDP devoted to domestic invest-
ment to rise from 20 percent to 23 percent from 1988
to 1992, despite the fact that private savings fell from
roughly 18 percent of Mexican GDP to under 9 per-
cent. Between 1990 and 1993, moreover, Mexico re-
ceived $91 billion in net capital inflows (IMF 1995,
53). Thus, in the years preceding the crisis an inflow
of foreign funds alowed Mexico to enjoy substantial
increases in both consumption and investment.

Another important characteristic of Mexico's finan-
cia situation was the fact that a large fraction of the
funds it received from foreigners were provided on a
short-term basis. In 1993, at the peak of the foreign-
investment inflow, only 32 percent of the foreign
funds went into the country’s stock market and only
about 13 percent was devoted to direct investment by
foreign firms (Banco de Mexico 1995, 257). Most of
the rest went into short-term debt issued by the Mexi-
can government or by Mexico's commercial banks;
the banks, in turn, used much of this money to make
loans to Mexican firms engaged in investment pro-
jects. In addition, while the Mexican government was
not running large budget deficits, it was responsible
for servicing the country’s national debt, which had
been accumulated during the 1970s and 1980s. The
magnitude of this debt had been reduced in recent
years, but it remained quite substantial. And while
much of the national debt was long-term in nature, a
good deal of it took the form of short-term govern-
ment bonds that had to be refinanced more or less con-
tinually. Banco de Mexico reports that in 1992 the
average maturity of outstanding Mexican government
bonds was dightly longer than 400 days, or just over
one year (1994, 160). In 1993 the average declined to
300 days. It continued to fall in 1994, reaching 200
days by the end of the year. In addition, even in 1993,
the year that marked the peak of Mexico's popularity
with investors, Mexican borrowers made only 33
placements of long-term bonds (grossing $3.8 hillion)
on international financial markets, and only six of
these involved private borrowers.

The last characteristic of Mexico’s economic situa-
tion that is directly relevant to this discussion is its ex-
change rate regime. As has already been noted, the
Mexican government was committed to an exchange
rate peg that required it to sell reserve assets in the ex-
change market whenever the peso’s dollar value
threatened to fall below a prescribed level. The frac-
tion of Mexico's foreign debts that were denominated
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in pesos had been increasing, and the exchange rate
peg aso provided assurance to foreign holders of these
debts that exchange rate depreciation would not drasti-
cally reduce their dollar value. The reliability of this
assurance was a key factor determining the amount of
foreign funds that were available to Mexican borrow-
ers.

A Mexican Financial Panic. It is now possible to
develop the analogy between U.S. financial panics and
the Mexican financial crisis. The precrisis Mexican
banks can be viewed as analogues of the U.S. banks of
the late nineteenth century. The Mexican banks had is-
sued a large quantity of short-term liabilities to for-
eigners: these liabilities can be thought of as the
analogues of the demand deposits that were issued by
the nineteenth-century U.S. banks. Finaly, the Mexi-
can government’s exchange rate pegging regime can
be regarded as analogous to the legally required con-
vertibility of nineteenth-century demand deposits.
Just as demand-deposit convertibility guaranteed
nineteenth-century depositors that the value of their
deposits was fixed in terms of gold, the exchange rate
peg guaranteed foreign investors that the value of their
peso investments was fixed (or at least bounded be-
low) interms of U.S. dollars.

As has been noted, a U.S. financial panic usually
got started because of bad news suggesting that loans
made by some U.S. banks might not be repaid, making
it difficult or impossible for the banks to cover their
deposits. In Mexico, the “bad news’ that triggered the
financial crisis was somewhat less direct and took the
form of political instability. Explaining the nature of
these political problems will require a fairly extended
digression.

Mexican Politics before and
during 1994

Historically, Mexico’s political system has been
somewhat less stable than that of the United States.
For the last sixty-five years, the Mexican government
has been dominated by a single palitical party, the In-
stitutional Revolutionary Party, or PRI (see above). Al-
though the PRI candidate has invariably won Mexican
presidential elections, allegations of vote fraud have
plagued most of these victories, and the party is re-
garded by a great many Mexicans as corrupt and unre-
sponsive to their needs.** From the point of view of
foreign investors, however, the PRI appears to be a
source of stability: during the last decade, at least, the
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party has committed itself to a policy of respect for
private property rights. Mexican or foreign firms en-
gaged in investment projects have been able to operate
relatively unhindered by government interference, and
the party has enforced these firms' promises to repay
foreign lenders and investors. Many investors un-
doubtedly fear that if there were a successful revolt in
Mexico, or even if the PRI candidate lost the presiden-
tial election, the new government might change the
country’s laws in ways that would interfere with many
Mexican firms repayment of their debts, or it might
simply refuse to assist in enforcing these debts. Simi-
larly, the outbreak of civil war or widespread political
violence might make it impossible for many firms to
operate profitably and might divert government atten-
tion and resources away from debt enforcement.

Under the Mexican constitution, a presidential elec-
tion is scheduled every six years. The most recent
election occurred in late August of 1994. In early Jan-
uary 1994, about nine months before the election, an
armed rebellion broke out among the Mayan Indian
inhabitants of the province of Chiapas in extreme
southern Mexico. The participants in the rebellion
called themselves Zapatistas after Emiliano Zapata, an
early-twentieth-century Mexican revolutionary hero.
The rebellion was surprisingly successful, catching the
Mexican government off-guard and making headlines
worldwide. It was halted only after the government
agreed to open high-level negotiations with rebel
leaders. Three months later, in late March, the PRI
presidential candidate, Luis Donaldo Colosio, was as-
sassinated. (See Chart 4 for a chronology of political
events and monetary policy actions during 1994). Al-
though the motives for the assassination were not en-
tirely clear, there were indications that it might have
been the outgrowth of dissension inside the PRI. None
of Colosio’s potentia replacements enjoyed consensus
support within or outside the party, and the eventua
choice, Ernesto Zedillo, was an economist with little
political experience. As a result, the assassination
raised the possibility that the PRI candidate might lose
the election or that he might win the election but be
unable to govern effectively.

The Colosio assassination set off a minor financia
crisis that preceded the major crisis by roughly nine
months. This first crisis is instructive for understand-
ing the second one. The nation shook the confi-
dence of foreign investors. As the foreign deposits of
the Mexican banks were short-term and required semi-
continuous refinancing, this loss of confidence created
immediate difficulties for Mexican banks and put
downward pressure on the dollar price of the peso.
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The government responded by selling large quantities
of foreign exchange reserves and allowing domestic
interest rates to increase sharply. These moves seemed
to be successful, in the sense that the government was
able to defend its peso peg without exhausting its for-
eign exchange reserves (which were, however, greatly
reduced; see Chart 4).1

The March crisis was also similar to events that
sometimes occurred in the nineteenth-century United
States. As was noted above, financia panics often got
started when bad news about the assets of one or more
banks in a major financial center disconcerted many
depositors and led to large withdrawals. The banks in
the affected center would respond to this situation by
raising their deposit and loan interest rates sharply in
an attempt to defend their cash reserves. Sometimes
this strategy would succeed, and the crisis would end
before the reserves had been drawn down to a point at
which the banks felt compelled to suspend convertibil-
ity. Often, however, a near-crisis of this sort would be
the harbinger of a full-fledged crisis that would come
weeks or months later—a crisis that might result in
both a payments suspension and a financia panic. In
many of these cases the events that ignited the second
crisis seemed somewhat less serious than those that
touched off the first one. Apparently, investor confi-
dence, once shaken, became fragile and more sensitive
to subsequent shocks.*6

In the case of the recent crisis in Mexico, the possi-
bility of renewed unrest in Chiapas cast a pal over the
Mexican election campaign. Nonetheless, the election
took placein late August as scheduled and resulted in a
victory for PRI candidate Zedillo. Both the Mexican
public and the foreign investment community began
watching the Zedillo administration nervoudy for signs
that it was capable of pulling the PRI together and re-
solving the troubles in Chiapas. During the months
immediately following the election, observers saw
nothing to inspire confidence on either front. Just one
month after the election, José Francisco Ruiz Massieu,
the head of the PRI, was assassinated. In late Novem-
ber Mario Ruiz Massieu, the brother of José Francisco,
publicly accused the party’s leadership of organizing a
cover-up designed to prevent the identities and motives
of his brother’s killers from being revealed. Suspicion
fell on Raul Salinas de Gortiari, the brother of ex-presi-
dent Carlos Sdinas de Gortiari, and there were press
reports of discord between the new president and his
predecessor. Meanwhile, the new government had
failed to make any progress in negotiations with the
Zapatistas. (Its problems were complicated by the fact
that Manuel Camacho Solis, a PRI leader and rival of
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Zedillo's who was the government’s chief negotiator
with the rebels, had resigned shortly before the elec-
tion.) In mid-December, the Zapatistas took up arms
again, and the government responded by sending a
large army detachment to Chiapas.

Genesis of Panic. In our view, the adverse politica
events that occurred in the months following the Au-
gust election, and particularly in November and De-
cember, convinced many foreign investors that the
Zedillo government was not making much progress
bringing the PRI or the country together and that the
potential for really serious political strife was high and
rising. These investors responded by becoming in-
creasingly reluctant to commit or recommit funds to
Mexico. The supply of foreign funds seems to have
begun to shift back in November, and the government
was again forced to sell large amounts of reserves. By
December 20 the reserves were nearly exhausted, and
the government responded by devaluing the peso by
15 percent (see above).

The government’s decision to devalue the peso had
an effect on the Mexican financial system that was
similar to the effect of a payments suspension on the
nineteenth-century U.S. banking system. A suspension
by the banks in one U.S. city created expectations of
suspensions elsewhere that would deprive depositors
in other cities of access to their funds; the peso devalu-
ation created investor expectations of further devalua-
tions that would greatly reduce the dollar vaue of their
assets. Nineteenth-century depositors responded to the
threat of suspension by rushing to their banks to with-
draw their funds, modern foreign investors responded
to the threat of devaluation by refusing to roll over
their securities and deposits. As most of the deposits
were short-term, millions of dollars were drawn off
every day, producing a rapid deterioration in the gov-
ernment’s reserve position and putting severe down-
ward pressure on the dollar price of the peso. Within
two days, the government was forced to give up its ex-
change rate pegging strategy completely and alow the
peso to float. Its market value quickly fell by roughly
40 percent against the U.S. doallar.

Ironically, in the weeks and months following the
crisis it became clear that the various threats to Mexi-
can political stability were considerably less serious
than they had appeared in November and December of
1994. Although the PRI continued to be troubled by
political infighting and accusations of corruption, these
troubles did not endanger the political dominance of
the party or produce any challenge to the leadership of
President Zedillo. The Zapatistas, moreover, proved
unable to expand their political base to the extent
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Chart 4
Mexican Foreign Reserves, January 1994-September 1995

January 1-Chiapas Rebellion begins.

February 4-U.S. Federal Reserve raises fed funds rate 0.25% to 3.25%.
February/March-Government peace envoy Manuel Camacho Solis meets with Chiapas rebels to try to end uprising. Camacho,
rumored to be a presidential candidate, leaves open the possibility of running for president.

March 22-Fed raises fed funds rate another 0.25%.
March 22-Camacho rules out running for president.
March 23-Mexican presidential candidate Colosio is assassinated.

April 18-Fed raises fed funds rate another 0.25%.
April 26-Permanent swap arrangement for Mexico with Canada and the United States is announced.

May 17-Fed raises fed funds rate half a point to 4.25%.

August 16-Fed raises fed funds rate another 0.50%.
August 26-Victory of PRI candidate Ernesto Zedillo.

September 28-José Ruiz Massieu,
PRI Secretary General, is assassinated.

October 13-Camacho resigns from the PRI.

November 15-Fed raises fed funds rate another 0.75% to 5.50%.

November 23-Deputy Attorney General Mario Ruiz Massieu
resigns, alleging a cover-up in his brother’s murder.

5 | December 1-New government takes over.
December 19-Renewed violence in Chiapas.
December 20-Mexico raises peso intervention limit by 15%.
December 22—Mexico allows the peso to float freely.
0 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1
Jan 94 Mar May Jul Sep Nov Jan 95 Mar May Jul Sep

Source: Reuters News Service, Haver Analytics, and International Monetary Fund.




necessary to foment unrest outside of Chiapas or exert
significant leverage over the federal government. In ad-
dition, despite the economic hardship created by the se-
vere recession that followed the crisis, the government
succeeded in preserving labor peace—an accomplish-
ment that allowed it to implement a number of austeri-
ty measures. These measures, combined with financial
assistance from the IMF, the United States, and Cana-
da, enabled the government to continue to service its
debts and to provide some assistance to the country’s
distressed private sector.

Unfortunately for Mexico, the fact that the political
problems that touched off the financial crisis were not
as serious as they appeared at the time has done little to
limit the adverse economic effects of the crisis. The vul-
nerability of the Mexican financia system to liquidity
crises has been convincingly demonstrated, and foreign
investors consequently remain hesitant to recommit
their funds. While some of this reluctance may be
caused by genuine doubts about the long-run political
stability of Mexico, we suspect that most of it is due to
fear that renewed political turmoil could spook enough
investors to provoke another liquidity crisis.

Before proceeding further, it is important to clarify
our views on the role of “fundamental” factors in pre-
cipitating the Mexican crisis. The basic cause of the cri-
Sis was the political turmoil in Mexico that led foreign
lenders to become concerned about the fate of their in-
vestments. There was nothing irrational about this con-
cern or about the decisions lenders made in response. It
is the nature of political crises, however, that they of-
ten seem far more serious at the time they break out
than they do a few weeks or months later. As a resuilt,
it isimportant for a country whose social or economic
circumstances make it vulnerable to occasiona politi-
cal fireworks to structure its financial system in a way
that allows the system to remain stable until the smoke
created by the fireworks has cleared. The Mexican
government’s policy mistakes did not involve manag-
ing the economy in a way that caused it to be out of
balance under normal conditions; instead, they in-
volved permitting (and, to some extent, encouraging)
the development of financial institutions and practices
that made the economy vulnerable to political shocks.

Again, considering the situation of the nineteenth-
century United States may be insightful. At the time,
the U.S. economy was based on a fractional-specie-
reserve banking system that worked reasonably well
under normal circumstances but was vulnerable to lig-
uidity crises touched off by adverse economic shocks
such as large commercial failures or cyclical trade
downturns. The challenge for the U.S. government was
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to develop a strategy for reforming and regulating the
banking system that reduced the system’s susceptibility
to these sorts of crises. Critics of Mexican economic
policy might do well to reflect on the fact that it took
the U.S. government roughly fifty years to develop
such a strategy and that its first attempt—the creation
of the Federal Reserve System—was not entirely suc-
cessful (see below).

Implications of the
Financial Panic Explanation

A Floating Exchange Rate? The policy implica
tions of the conventional account of the Mexican fi-
nancia crisis (see above) seem fairly straightforward.
According to the conventional view, the crisis oc-
curred because the Mexican government’s exchange
rate pegging regime allowed the Mexican peso to be-
come substantially overvalued. The overvaluation pro-
duced a persistent (though necessarily temporary)
disequilibrium in which Mexicans were consuming
more than could be justified by their incomes at inter-
national prices. This overconsumption was financed
by foreign borrowing and was reflected in Mexico's
large trade deficit. The disequilibrium ended in De-
cember 1994 when the government was no longer able
to defend its exchange rate peg because it had exhaust-
ed its foreign exchange reserves. The peso was then
allowed to fall to a value that produced substantially
lower incomes and consumption for Mexicans. Pre-
sumably, the Mexican government could prevent fu-
ture problems of this sort by permanently abandoning
its policy of exchange rate pegging and allowing the
peso to continue to float. The exchange rate would
then adjust to keep Mexico's domestic consumption in
line with its domestic income.

Because the financial panic explanation for the crisis
also gives arole to the collapse of the pegged exchange
rate regime, one might think that its policy implications
would be similar in nature. As has been noted, however,
the financia panic explanation suggests that Mexico's
exchange rate policies have been overemphasized as a
cause of the crisis and that a more important cause was
the short-term nature of Mexican borrowers' liability
portfolios. This difference in viewsisimportant because
certain mgjor implications of the conventional explana
tion are not implications of the financia panic explana
tion. In particular, the financial panic explanation does
not necessarily imply that the Mexican peso was dra-
matically overvalued. In addition, the panic explanation
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does not interpret the fact that Mexico was running
large trade deficits as necessarily indicating that the
country was borrowing or consuming at unsustainable
rates. Nevertheless, the policy recommendations pre-
sented below probably imply that even after the current
crisis has passed Mexico till will have to accept some-
what lower levels of borrowing and consumption.

Short-term liabilities were a problem for Mexican
commercia and financial ingtitutions for the same rea-
son that demand deposits were a problem for nineteenth-
century American banks. Because demand deposits
could be withdrawn at any time, the banks were very
vulnerable to bad news that shook depositors’ confi-
dence in the value of their asset portfolios. There was
no way, short of concerted suspension, that they could
force their depositors to wait weeks or months for an
accurate and dispassionate determination of the extent
of their problems—a determination that would have
revealed, in most instances, no real grounds for serious
concern. Similarly, the short-term nature of the de-
posits of Mexican banks allowed large numbers of de-
positors to withdraw their funds in response to bad
news about Mexico's political stability. Before the true
seriousness of the political situation could be dispas-
sionately determined, the Mexican government had
exhausted its foreign exchange reserves and was
forced to devalue the peso. This decision further dis-
concerted investors and intensified the outflow of for-
eign funds.

A natural question that arises at this point is why
Mexican financial institutions alowed themselves to
acquire liability portfolios that made them so vulnera-
ble to confidence shocks. The answer seems to lie in
the nature of the Mexican development strategy. The
relatively low rate of domestic savings discussed ear-
lier forced the Mexican financial system to look to
foreign countries for funds to finance domestic invest-
ment. Moreover, both direct Mexican borrowers and
the country’s financial intermediaries were content to
rely on short-term foreign credit. Foreign short-term
lenders had little reason to be concerned about the
long-run prospects of the projects their funds were
being used to finance as it seemed certain that the
Mexican borrowers could continue to roll over their
short-term deposits using short-term funds provided
by further foreign lenders. As long as this was the
case, the deposits were perceived to have little default
and the lenders were willing to purchase them at rela-
tively low interest rates.

Long-term lenders would have recognized that the
ability of borrowers to repay their loans was depen-
dent on the long-run success of the investment projects

Federal Reserve Bank of Atlanta

and consequently was attended by a substantial
amount of risk. They would have demanded higher in-
terest rates to compensate themselves for thisrisk. The
combination of higher interest rates and greater lender
risk-consciousness would have forced Mexican firms
to scale back their investments, reducing both the
firms potential profits and the overal growth rate of
the Mexican economy. However, neither these firms
nor the Mexican government was willing to accept
such aslowdown in the pace of development.

One potential source of risk whose existence was
generaly recognized was exchange rate risk. Although
there was relatively little chance that the banks issuing
the deposits would default over horizons of three or six
months, under a floating exchange rate regime there
would have been significant risk of substantial declines
in the dollar value of the peso. After all, even for devel-
oped countries exchange rate fluctuations of 10 percent
or even 20 percent over short time horizons are not un-
common. Lenders whose base currency was dollars
would have had to charge substantially higher interest
rates to compensate themselves for the exchange rate
risk. Presumably, the desire to avoid these interest costs
was the reason the Mexican government began pegging
the exchange rate in the first place and was aso the
reason it continually assured investors that it had no
plans to abandon or revise the policy. Of course, the
exchange rate pegging scheme produced the same
sorts of potential instabilities as the nineteenth-century
guarantee of deposit convertibility: any threat that the
policy might have to be abandoned, whether real or
imagined, could produce a self-perpetuating outflow of
funds and a financia/economic disaster.

In sum, the Mexican government’s policy of peg-
ging the exchange rate appears to have been part of a
larger strategy of making sure that short-term funds
were available to Mexico’'s firms and government
agencies in large quantities and at moderate interest
rates. It is important to emphasize, however, that while
the exchange rate peg increased both the benefits and
the risks of the Mexican development strategy, neither
the benefits nor the risks would have disappeared
without it. Clearly, even under a floating-rate regime
Mexican firms and government agencies could have
obtained funds more cheaply in the short-term rather
than the long-term credit market. Under floating rates,
however, changes in the market value of the Mexican
peso would have replaced changes in the reserve posi-
tion of the Mexican government as potential factors
touching off a panic. Under afloating-rate regime, asud-
den loss of investor confidence would be immediately
reflected in a sharp declinein the value of the Mexican
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peso. This decline would reduce the dollar value of
Mexican assets and disconcert foreign investors; it
might well become the cause of additional confidence
losses or create expectations of further depreciation in
the exchange rate. Either eventuality would lead to a
rapid drawdown of short-term foreign deposits and
would put further downward pressure on the peso. A
situation of this sort could easily degenerate into a self-
reinforcing financial panic similar to the one Mexico
actually experienced. Thus, one could argue that under
some conditions a flexible exchange rate regime could
make the Mexican financial system more vulnerable to
afinancia panic.

On balance, we think that a major financia crisis
would have been somewhat less likely under afloating
exchange rate regime. Under floating rates, an event or
sequence of events disturbing enough to shake the
confidence of a large group of depositors might pro-
duce a fairly gradual decline in the value of the peso,
at least when the decline is compared with the abrupt
changes that typically occur when countries adjust
their exchange rate pegs. Declines of this sort might
not disconcert less timid or better-informed depositors
to the extent necessary to touch off concerted runs. At
the very least, there would no longer be any need for
the large, abrupt official devaluations that almost guar-
antee runs and panic.*’

On the other hand, unregulated foreign exchange
markets are notorioudly volatile: as noted above, swings
of 10 or 20 percent over periods of three months or less
are not uncommon, even for exchange rates between
the currencies of developed countries. In the relatively
thin market for the currency of aless-developed coun-
try like Mexico, the extent of the volatility is likely to
be much greater. Indeed, we suspect that one of the
considerations that led the Mexican government to
adopt a pegged exchange rate regime may have been
its belief that a floating exchange rate was more likely
to be asource of instability than acure for it.

It is interesting, in this connection, to compare the
Mexican economic crisis with events that took placein
the United States shortly thereafter. Between January
and April 1995, the U.S. dollar depreciated by roughly
20 percent against the Japanese yen and 13 percent
against the German mark. Although there was much
debate about the causes and consequences of the dol-
lar's relatively rapid loss in value against these two
major currencies, no one seems to have feared that the
sky was about to fal on the U.S. economy. In retro-
spect thislack of concern seems to have been justified:
the decline in the dollar’s exchange value did not pro-
duce an economic recession, an episode of high infla-
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tion, or a serious economic problem of any other sort.
The dollar, moreover, has since regained all the ground
it lost during this period.

In Mexico, the economic sky really did seem to fal
after the December devaluations. The first victim of
the devaluations was Mexican financial markets,
where interest rates skyrocketed and asset prices de-
clined sharply. In the aftermath of the devaluations,
moreover, most economic analysts became quite pes-
simistic about the outlook for Mexico’'s economy. Be-
fore the crisis erupted, most private forecasts were
roughly consistent with the Mexican government’s
real GDP growth target of 3.8 percent. Afterwards,
however, nearly every forecaster predicted a serious,
extended recession that would be accompanied by
high inflation. These predictions turned out to be cor-
rect, at least qualitatively: during the year following
the crisis, Mexico's real GDP fell by 7 percent, and its
price level rose by roughly 50 percent.

Policy Prescriptions

By now it should be clear that in our view the prin-
cipal cause of the Mexican financia crisis was exces-
sive reliance on short-term liabilities issued to foreign
investors. What, if anything, could the Mexican gov-
ernment have done to avoid this problem, and what can
it do to prevent similar crises in the future? One might
argue that the problem will eventually solve itself as
borrowers become more aware of the potential risks of
heavy reliance on short-term credit—risks that should
now be evident to everyone because of the crisis. How-
ever, there are reasons to doubt that changes in private
behavior stimulated by this crisis will be sufficient, in
themselves, to prevent future crises. The key problem
is that when a Mexican financial ingtitution issues addi-
tional short-term debt, it increases not only its own refi-
nancing risk but also the risk of a financia crisis that
will affect many other financial and commercia insti-
tutions. In the jargon of economists, issuance of short-
term credit by one firm imposes external costs on other
firms. A well-known principle of economic theory
states that unregulated markets cannot be expected to
find the most efficient solutions to problems involving
external costs and that there may therefore be a con-
structive role for government intervention.

The external-cost problems of contemporary Mexi-
can financia markets are not drastically different from
the problems that confronted the U.S. financial system
of the nineteenth century. When a U.S. bank issued ad-
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ditional demand deposits, it increased its own vulnera-
bility to an idiosyncratic bank run, and it also increased
the vulnerability of the U.S. financia system to a na
tionwide financia panic. Clearly, the experience gained
from past financial panics was not sufficient to moti-
vate U.S. banks to rearrange their balance sheets in
ways that prevented future ones. panics continued to
occur roughly once every dozen years.

The U.S. government tried two basic strategies for
preventing financial panics. The first strategy, which
was not entirely successful, was to create Federal Re-
serve Banks to provide a lender of last resort for the
private banking system.'® The second strategy, which
has been quite successful (at least in preventing pan-
ics) was to establish a system of federally adminis-
tered deposit insurance. Unfortunately, neither of these
strategies would seem to offer a viable solution to the
problems of the Mexican financial system. The short-
term deposits that are in the most danger of being run
off are those supplied by foreigners who are very con-
cerned about the dollar value of their peso-denominated
deposits. As Mexican government last-resort loans
would presumably be extended in pesos, large-scale
emergency lending would cause the peso to depreciate
further against the dollar and would therefore create at
least as many problems asit solved. Similarly, in order
for a deposit insurance system to be reassuring to for-
eigners, it would have to guarantee the dollar value of
deposits. Neither the Mexican government nor its
banking system appear to have the financial resources
necessary to underwrite such a system.

In addition to last-resort lending and deposit insur-
ance, the U.S. government tried several other strate-
gies for reducing the vulnerability of the U.S. banking
system to financial panics. Two of these strategies
seem particularly relevant to a discussion of the Mexi-
can financia situation. First, U.S. banks were prohibit-
ed from purchasing corporate bonds or common stock.
This prohibition was motivated, at least in part, by a
desire to prevent volatile demand deposits from being
used to finance risky investment activities. Second, the
payment of interest on demand deposits was prohibit-
ed. Part of the rationale for this prohibition was to dis-
courage the issuance of demand deposits and reduce
their importancein the U.S. financial system.

In the case of Mexico, prohibiting banks from fi-
nancing investment activities is probably not arealistic
option. It was possible in the United States only be-
cause the U.S. financial system was sufficiently well
developed to alow investment-minded firms to seek
funds from other sources. In Mexico such aternatives
are just beginning to emerge; amost all private credit
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is intermediated through the banking system. Prohibit-
ing or limiting interest on short-term ligbilities is also
probably too drastic. The U.S. government felt free to
prohibit banks from paying interest on demand de-
posits because it was certain that the American public
would continue to hold substantial quantities of these
deposits for direct use as money or for related liquidi-
ty-oriented reasons. It seems unlikely, however, that
many foreigners rely on short-term deposits in Mexi-
can banks as a source of liquidity. Consequently, anin-
terest prohibition or limitation might cause this source
of fundsto dry up completely.

Reserve Requirements. The policy intervention
proposed here is considerably less drastic. We suggest

The Mexican financial crisis can be seen as
an expectations-driven liquidity crisis that
shares many smilarities with the financial

panics that afflicted the U.S. economy during

the late nineteenth century.

that the Mexican government impose reserve require-
ments on the short-term liabilities of banks and other
financial intermediaries and also on any direct (that is,
unintermediated) short-term liabilities of Mexican
firms. The reservable assets would be medium-term
bonds (bonds with terms of five to ten years) issued by
the Mexican government.’® The new reserve require-
ments would be graduated in a manner similar, in spirit,
to the interest rate ceilings the U.S. government for-mer-
ly imposed under Regulation Q: longer-term liabilities
would have lower reserve ratios than shorter-term liabil-
ities, and liabilities with terms longer than five years or
so would have reserverratios at or near zero.

The purpose of these graduated reserve requirements
would be to discourage Mexican banks from issuing
short-term liabilities, without forbidding them to do so.
Stated differently, the policy would provide Mexican
banks with financial incentives to limit their exposure
to ingtitutional and systemic sources of refinancing risk.
The lower reserve ratios on longer-term liabilities
would give them a substantial interest-cost advantage
relative to short-term liabilities—an advantage that
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would allow Mexican financial institutions to issue
longer-term liabilities at rates that would increase their
relative attractiveness to domestic and foreign in-
vestors. The goal would be to increase the average term
of Mexican domestic and foreign debts substantialy,
making the country’s financial system less susceptible
to liquidity crises. The policy would also help counter-
act the external-cost problem with short-term liabilities.
Under the policy, when a Mexican bank issued addi-
tional short-term liabilities that marginally increased
the susceptibility of the Mexican financial system to
panics, the bank would also be alowing the Mexican
government to sell additional medium-term debt. The
average term of the government’s liability portfolio
would consequently increase, reducing its own vulner-
ability to liquidity crises and increasing its ability to
provide emergency financial assistance to the country’s
private sector.

As has been indicated, if this policy of reducing the
country’s reliance on short-term debt were adopted, it
would not be without costs to Mexico. Interest rates on
debt would be higher than they would have been other-
wise, and the amount of investment would be lower.2
As aresult, in noncrisis periods the country would
grow somewhat more dowly than in the absence of the
policy. However, the recent financial crisis and the
economic recession that followed it have imposed
huge costs on the Mexican people. Consequently, if
the reserve-requirement policy just outlined succeeds
in materially reducing the probability of future crises,
it may offer substantial net benefits to Mexico.

Other Policy Recommendations. As indicated
above, alowing the peso to float might have made afi-
nancia crisis less likely. Thus, one of our policy rec-
ommendations is for Mexico to stick with its current
flexible exchange rate regime (as it appears to have ev-
ery intention of doing). However, exchange rate risk is
certain to remain troubling to foreign investors and
will consequently continue to provide a source of fi-
nancial instability. One approach to reducing the
severity of this problem would be for the Mexican
government to encourage the country’s banks and oth-
er borrowers to issue dollar-denominated debts. A first
step in this direction would be to remove any legal im-
pediments to the issuance of such debts that may cur-
rently be in place.?? A second step might be to nudge
the process along by requiring that at least a minimum
fraction of the foreign liabilities of Mexican financial
intermediaries be dollar- or other-foreign-currency-
denominated.?

Clearly, one factor that contributed greatly to the fi-
nancial crisis is Mexico's strategy of externally fi-
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nanced development. Unfortunately, it is unredistic to
expect Mexican citizens to increase their savings to
the extent necessary to allow Mexico to resume its
precrisis development path without relying heavily on
foreign funds, and it is equally unlikely that they will
be willing to accept the much slower growth rate at-
tainable through reliance on the current level of domes-
tic savings. Nevertheless, the Mexican government can
and should take steps to increase the domestic savings
rate. The most important step in this direction would
be continued progress toward deregulating the finan-
cial industry and exposing it to more vigorous domes-
tic and foreign competition. The hope is that
deregulation and competition will eventually create a
situation in which attractive savings instruments are
available to most Mexicans, even those with relatively
low incomes.

Continued progress toward financial/economic
deregulation would also promote financial stability by
improving foreign lenders' confidence in the long-run
prospects for the Mexican economy, which would in-
crease their willingness to commit funds for longer pe-
riods. Finaly, political and social reforms that succeed
in significantly reducing the likelihood of future politi-
cal unrest would obviously be an important factor in
promoting economic stability.

| ]
Conclusion

The recent Mexican economic crisis has been the
subject of numerous papers, articles, and commen-
taries. This article has not attempted to provide an ex-
haustive survey of this voluminous literature. Instead,
the explanations that have been offered for the crisis
have been grouped into two categories. (1) explana-
tions that are based on the assumption that the crisis
was caused by fundamental imbalances in the Mexican
economy and (2) explanations that emphasize the vul-
nerability of the Mexican financial system to swingsin
expectations and investor confidence. The discussion
has tried to clear up some misconceptions that are of-
ten associated with the first type of explanations and to
explain why we favor the second type.

In our view, the Mexican financial crisis was an
expectations-driven liquidity crisis that shares many
similarities with the financial panics that afflicted the
U.S. economy during the late nineteenth century. In
Mexico's case, the immediate cause of the crisis was
political turmoil that created concern among foreign
lenders about the safety of their investments. Because
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most of Mexico's foreign debts were short-term in na
ture, investors' natural tendency to withhold their
funds in response to these fears created severe refi-
nancing problems for private borrowers and made it
difficult for the government to defend its pegged ex-
change rate. Investors interpreted the government’s de-
cision to devalue the peso as a sign of weakness: it
reinforced their fears and produced a full-blown finan-
cia crisis. Ultimately, the gravity of the crisisitself far
exceeded the seriousness of the political disruptions
that touched it off.

While Mexico's pegged exchange rate system clear-
ly played a role in producing the crisis, we think the
single most important cause of the crisis was Mexican
borrowers overreliance on short-term liabilities. The
need to refinance these liabilities frequently made both
individual borrowers and the financial system as a
whole extremely vulnerable to adverse political events
that temporarily shook the confidence of foreign in-
vestors. Consequently, this article’s principal policy
recommendation is for the Mexican government to set
up a system of term-graduated reserve requirements
that would give financial institutions (and direct bor-
rowers) strong incentives to lengthen the average term
of their debts.

Further progress in the development of a financia
panic theory of the Mexican-style economic crisis will
require formal models of the causes and consequences
of the crisis. These models will need to be able to de-
scribe the decisions of lenders and borrowers regard-
ing the term structures of their assets and liabilities. In
particular, they will have to be capable of generating
situations in which both lenders and borrowers prefer
short-term liabilities when they are confident about
the future, but a financial system dominated by these

liabilities is vulnerable to a liquidity crisis if an ad-
verse shock increases lenders' doubts about the finan-
cial prospects of borrowers. The liquidity crisis,
moreover, can leave the economy mired in an undesir-
able low-output equilibrium in which lenders’ expec-
tations that borrowers prospects are poor turn out to
be self-fulfilling. If lenders and borrowers can be pre-
vailed on to lengthen the maturities of their credit in-
struments, however, then the economy will have a
more stable equilibrium in which output is somewhat
lower than in the desirable short-term credit equilibri-
um but is considerably higher than in the undesirable
version of this equilibrium. Stated differently, these
models will have to have highly desirable short-term
credit equilibria that are sustainable only at high levels
of investor confidence, and fairly desirable long-term
credit equilibria that are sustainable across a broader
range of confidence levels.

The appendix to this article describes a paper by
Harold Cole and Timothy Kehoe (1995) that presents a
formal model of a country that is vulnerable to eco-
nomic crises in which the government finds itself un-
able to refinance the national debt. These crises result
from self-fulfilling shifts in lenders' expectations and
impose large real costs on the country’s economy.
Cole and Kehoe offer their model as a possible expla-
nation for certain aspects of the Mexican financial
crisis. While the Cole-Kehoe approach differs from
the approach advocated in this article in a number of
important respects—in particular, in focusing on gov-
ernment rather than private debt—their analysis rep-
resents an important first step in the direction of
plausible forma models of financial crises like the one
Mexico suffered.

Appendix
Self-Fulfilling Debt Crises

An aternative explanation for the Mexican financial
crisis has recently been offered by Cole and Kehoe
(1995). Like the Atkeson and Rios-Rull (1995) explana-
tion described earlier in the article, the Cole-Kehoe anal -
ysis is of particular interest because it is based on a
formal economic model. In addition, while the diagnosis
of the causes and cures of the crisis that is presented in
this article differs from Cole and Kehoe's in a number of
important respects, the two accounts share three basic
similarities. First, the Cole-Kehoe story is not based on
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the assumption that Mexican currency was overvalued or
that the Mexican government had adopted unsustainable
fiscal or monetary policies. Second, Cole and Kehoe ar-
gue that the crisis was the result of self-fulfilling swings
in investors' expectations, in the sense that it might not
have occurred if investors had reacted less strongly to
events that were disconcerting but did not have lasting
significance. Finally, Cole and Kehoe emphasize the role
of the short average term of the Mexican government’s
foreign debts in alowing a potentialy temporary loss of
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investor confidence to produce a severe and persistent
economic crisis. In their view, financial crises of the type
that occurred in Mexico can be avoided if governments
diversify the term structure of its debt sufficiently to en-
sure that only asmall portion matures during any particu-
lar interval of time.

Cole and Kehoe focus their attention entirely on the fi-
nancing problems of a national government. In their mod-
el, the government inherits a certain amount of foreign
debt that it must either retire, refinance, or repudiate! In
the most interesting cases, the initial debt is so large that
it is either entirely infeasible to retire in one period or can
be immediately retired only at a very large welfare cost.
Repudiating the debt is also costly because it permanently
reduces the productivity of the national economy. Under
some circumstances, however, repudiation may be prefer-
able to retiring or refinancing the debt. The government,
moreover, cannot credibly commit itself to refusing to re-
pudiate the debt at a future date if repudiation turns out to
be the preferred strategy at that date.

Cole and Kehoe show that if the initial debt is large
enough it is possible for there to be more than one
equilibrium outcome, depending on the nature of for-
eign lenders’ expectations. If foreign lenders expect
the government to be able to service its debts, then gov-
ernment bonds will sell at a moderate price and it will
be optimal for the government to refinance them rather
than repudiate them. If, on the other hand, the lenders be-
lieve, for whatever reason, that the government will not
be able to service its debts, then they will be unwilling to
lend to the government. When foreigners are unwilling
to lend, however, the government cannot possibly refi-
nance the debt, and it may be optimal for the government
to repudiate the debt rather than make the large (and pos-
sibly infeasible) consumption sacrifices that would be
necessary to retire it out of the country’s current income.
Thus, foreign lenders’ expectations that the government
will not be able to service the debt are self-fulfilling;
when lenders hold this expectation, the government be-
comes unwilling or unable to service the debt. This
situation can arise stochastically; that is, there can be
equilibria in which lenders usually expect the govern-
ment to be able to repay its debts, in which case the
government refinances them and no crisis occurs, but oc-
casionally lenders expect the government to be unable to
pay, in which case the government cannot refinance the
debt and elects to repudiate it, producing a crisis.?2 There
can be only one crisis, however, because after the gov-
ernment has repudiated its debt it no longer has any rea
son to borrow.

In the model, a financial crisis can occur at a particu-
lar date only if the amount of debt that needs to be rolled
over a that date is fairly large. As aresult, changing the
maturity structure of the debt can prevent crises from oc-
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curring. If the government refinances the initial debt by
issuing bonds with a range of maturities, then only a
fraction of the debt would need to be refinanced at any
particular future date. Once this step has been taken,
even if lenders believe, for whatever reason, that the gov-
ernment is going to be unable to refinance its debt, the
government can retire maturing debt out of its current in-
come without incurring welfare costs large enough to in-
duce it to repudiate the debt. As a result, under these
conditions there is no equilibrium in which lenders' be-
lief that the government will fail to repay becomes self-
fulfilling, and a crisis cannot occur.

While many features of the Cole-Kehoe analysis are
quite appealing, certain aspects of their explanation for
the Mexican financia crisis do not seem consistent with
the evidence. First, the authors concentrate on the role of
the government’s financial problems in precipitating the
crisis. It seems natural to interpret this choice of focus as
reflecting a belief, on their part, that the problems of pri-
vate borrowers were caused by the government’s prob-
lems.2 In contrast, it seems to us that the government’s
financial problems were largely the result of the refi-
nancing problems being experienced by the private sec-
tor. (See the chart, which displays the large size of
Mexico's private debt relative to its overall level of for-
eign indebtedness.) The trigger for the crisis appears to
have been the Mexican government’ s decision to devalue
its currency—a decision that represented a rather desper-
ate attempt to staunch the rapid bleeding of its foreign
exchange reserves. The reserve drain was caused by the
government’s attempt to maintain a pegged exchange
rate in the face of weak foreign demand for the liabilities
of private Mexican borrowers. Foreign demand was
weak because many foreign lenders had become con-
cerned about the apparent deterioration of the country’s
political situation.

Thus, the underlying cause of the financia crisis was
weak demand for Mexican private liabilities resulting
from afear, on the part of many lenders, that adverse po-
litical shocks might create a situation in which the issuers
of these liabilities would be unable to cover their debts.
The drain on Mexico’s foreign exchange reserves forced
the Mexican government to devalue the peso, producing
a full-blown liquidity crisis. The refinancing problems
experienced by the government were simply a side-effect
of this crisis. It is worth noting, in this connection, that
the Mexican government does not seem to have experi-
enced any problems refinancing its tesobonos until sev-
eral days after the devaluations took place (IMF 1995,
60-61).

A second problem with the Cole-Kehoe analysis is
that the mechanism that drives the crisis is the fear that
government will decide to repudiate its debts. In the
Cole-Kehoe model, this fear is potentially rational for
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two reasons. First, if private lenders are unwilling to pur-
chase government debt, then the government does not
have any alternative refinancing options. Second, once
the government has repudiated its debt it has no incentive
to do any future borrowing and thus no reason to be con-
cerned about its future ability to borrow. In Mexico's
case, there does not seem to have been widespread fear
that the government intended to repudiate its debts, de-
spite its difficulties in refunding them. The principal rea-
son for this confidence was investors' belief that the
government recognized the fact that the ability of the
country to grow at a politically acceptable rate depended
critically on its ability to attract foreign investment.

In our view, the Mexican government experienced a
liquidity crisis rather than a solvency crisis. This diagno-
sis raises the question of what convinced so many
lenders that the government might have difficulty refi-
nancing its debts. The answer may be that expectations
of liquidity problems can also be self-fulfilling. Foreign
lenders may have become reluctant to buy tesobonos
because they anticipated that the crisis would make it dif-
ficult for the government to refinance this debt on sched-
ule—a situation that they may have feared would force
the government to delay tesobono repayment unilateral-
ly, attempt to negotiate extensions of their maturities, or
take other stepsto avoid prompt repayment.

In the actua crisis, unlike a crisis in the Cole-Kehoe
model, the Mexican government did not repudiate its

debt; in fact, it never missed a payment. It was able to ac-
complish the latter feat partly because it received finan-
cial assistance from a number of foreign governments
and international organizations—assistance that allowed
it to refinance the debt on terms that greatly increased its
average maturity. The relative speed with which the aid
package was put together suggests that many of the con-
tributors had contemplated the possibility that Mexico
might someday require emergency financial assistance
and had done some planning for this contingency—a fact
that was undoubtedly known to some foreign investors.
However, it seems unlikely that the government would
have repudiated its debt even if external assistance had
not been forthcoming; instead it would have rescheduled
the debt unilaterally, paying off some fraction of the
tesobonos that matured each month and announcing that
the rest would be repaid at |ater dates.

Of coursg, it is far from clear that the government
could have accomplished this rescheduling without los-
ing its access to the international credit market. It isinter-
esting to note, though, that in the Cole-Kehoe model,
giving the government the option of unilateral reschedul-
ing would be just as effective at preventing crises as ma-
turity diversification of theinitial government debt. If the
government could respond to a zero market price of new
debt by unilaterally rescheduling the old debt, it would no
longer be optimal for it to repudiate the debt; if lenders
realize this fact, they will not expect a repudiation, zero
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will not be an equilibrium new-debt price, and there will
be no crisis. The only reason that unilateral rescheduling
is not an equilibrium in the model is that Cole and Kehoe
rule it out by assuming (implicitly) that any unilateral
changes in the repayment terms of the national debt will
be penalized by a large, permanent decline in national
productivity. While this assumption may be reasonable
for outright repudiation of the debt, at least as afirst ap-
proximation, it is clearly not reasonable for unilateral
rescheduling that does not involve any threat of repudia-
tion.#

Unilateral rescheduling is not a solution to liquidity
crises. The principal force driving these crises is lenders
fear that they will lose short-run access to their funds,
and this problem cannot be solved by rescheduling. Thus
the hypothesis that the Mexican government was the vic-
tim of a liquidity rather than a solvency crisis would ex-
plain why it found itself unable to sell tesobonos at
auctions that occurred shortly after the devaluations,
even though it managed to avoid defaulting on any of its
tesobono debts, and there are good reasons to believe that
no one ever expected it to repudiate them.

Notes

1. For the purposes of this discussion, it is important to distin-
guish between repudiating a debt, which is a decision not to
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Notes

Almost a decade ago, in 1987, the Mexican economy expe-
rienced a somewhat less serious crisis that involved an
episode of high inflation, a run on the peso, and a crash in
the domestic stock market. The government responded to
this crisis by designing a long-run plan to combat what it
viewed as Mexico's principal economic enemy—high infla-
tion. A cornerstone of the plan was the exchange rate peg-
ging policy described below. According to the Banco de
Mexico, “The main objectives of exchange rate policy have
been to contribute to the fight against inflation” (1992, 77).
Stable exchange rates were viewed as essential for restrain-
ing price and wage increases and also for building domestic
and foreign confidence in the country’s other economic
policies. Each year, the economic plan was revised after
consultations with labor leaders; the current version of the
plan came to be known as the pacto. The specification of an
exchange rate band became an important element of every
pacto.

For an analysis of exchange rate pegging policies and other
devices for nomina stabilization (such as currency boards)
see Zarazaga (1995) and Humpage and Mclntire (1995).

. These numbers are the officia unemployment figures and

do not reflect the millions of underemployed individuals.
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repay any of it at any future date, and defaulting on a debt, a
broader term that could include not only repudiation but also
such actions as repaying only part of the principal or interest
on the debt or unilaterally extending the term of the debt.
When Cole and Kehoe use the term default, they are talking
about repudiation (see below).

2.Formally, these adverse occasions are tied to adverse realiza-

tion of a spuriousindicator variable—a* sunspot.”

3.In fairness to Cole and Kehoe, they are careful to note in their

concluding section that their model is not intended to explain
either the sharp decline in the Mexican government’s foreign
exchange reserves that took place during November-Decem-
ber 1994 or the subsequent peso devaluations.

4. After the 1982 financial crisis the Mexican government

rescheduled much of its debt, unilaterally or after negotiations
with creditors and their governments. Nonetheless, it was sev-
eral years before Mexico regained ready access to internation-
al credit markets. A probable reason for markets' reluctance
to allow Mexico access was that a substantial fraction of the
Mexican debt was ultimately rescheduled on terms that
amounted to partial repudiation, and the likelihood of such a
repudiation, in this form or a more direct one, was well under-
stood by potential lenders. For details of the 1989 reschedul-
ing agreement and an estimate of the amount of debt relief it
provided, see Lustig (1992, 141-44).

The fact that the official unemployment rate almost dou-
bled suggests that there was probably also alarge increase
in the amount of underemployment. For a discussion of
the problem of underemployment in Mexico, see Lustig
(1992).

4. A fallacy closely related to this oneis that it is possible to

determine the sustainability of a current account deficit by
examining the composition of the country’s imports: if the
imports are mostly investment goods, the deficit may be
sustainable, while if they are mostly consumption goods, it
will not be sustainable. This notion has been used to argue
that Mexico’s deficit was unsustainable. It is entirely possi-
ble, however, for a country to be importing consumption
goods in order to replace domestic consumption goods that
it is no longer producing because it has reallocated domes-
tic resources toward production of investment goods.

5. The fact that many goods are effectively nontradable helps

explain why travelers often comment that dollars seems to
“go alot further” in Mexico or other developing countries
than in most parts of the United States. A high proportion
of the items travelers purchase are effectively nontrad-
able—local lodging and restaurant meals, for example—
and these items tend to have lower prices in developing
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10.

11

12.

13.

14.

15.

countries because average incomes, wages, and so forth are
lower in these countries.

. In 1981, Mexico suffered a major financial crisis that pro-

duced a huge decline in the peso exchange rate. As aresullt,
it was possible for the peso to appreciate for a number of
recent years without exceeding its 1978-79 valuation level.

. As has been noted, from 1990 to 1993 Mexico received a

large inflow of foreign investment. Its average real GDP
growth rate during this period was 2.4 percent, which issig-
nificantly if not dramatically higher than the average U.S.
real growth rate of 1.4 percent (calculated using chain-
weight methodology).

. The Mexican government has a substantial quantity of

long-term foreign indebtedness (mostly “Brady bonds’) left
over from the debt crisis of the early 1980s. The volume of
this debt has been declining in recent years, and it did not
play asignificant role in the financial crisis of 1994-95.

. Cole and Kehoe (1995) provide aformal model of the crisis

that emphasizes the role of the government’s financial
problems. The Cole-Kehoe analysisis discussed in detail in
the appendix to this article.

The interbank loan rate, for example, rose from an average
of 11 percent in March to an average above 20 percent in
April (see Banco de Mexico 1995, 220); market rates on
private loans to nonbank borrowers were considerably
higher.

After the Civil War, there were financial panics in 1873,
1884, 1893, and 1907. The Panic of 1884 was |less severe
than the others and did not result in a payments suspension.
During the Great Depression of 1929-33 there were a
number of regional panics that did not produce nationwide
suspensions. These panics culminated in the “Bank Holi-
day” of March 1933, when the U.S. government forced all
of the nation’s banks to close their doors for a week in
order to calm the ongoing crisis. For the details of the pre-
Depression panics see Sprague (1968 [1910]); Roberds
(1995) provides a good synopsis of these panics. For an ac-
count of the situation during the Depression, see Friedman
and Schwartz (1963, chap. 7).

The Panic of 1893, for example, was followed by avery de-
pressed period that lasted until mid-1897; see Friedman and
Schwartz (1963, 111). This panic will be discussed in more
detail below.

Of course, at the time they began the development process
the average level of income in the Asian success-story
countries was also very low. Why these countries were able
to achieve persistently high rates of domestic savings, and
why other developing countries have been largely unable to
do so, is an unresolved problem in the economics of nation-
al growth and development.

In the 1988 presidential election, the PRI candidate, Carlos
Salinas de Gortiari, won arelatively narrow victory that was
marred by unusually widespread allegations of vote fraud.
Foreign exchange reserves fell by $11.6 billion during
March and April, an amount roughly equal to 40 percent of
the total available at the beginning of March (see IMF
1995, 56).
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16.

17.

18.

19.

20.

21.

For example, the chain of events that led up to the Panic of
1893 began as early as February, when a major commer-
cia failure was followed by a sharp decline in the stock
market and a period of bank loan contraction and high in-
terest rates. In early May there was another big commercial
failure followed by an even more dramatic stock market
crash. In June there was a wave of bank failures in the
West and South; these failures resulted from the cumula-
tive effect of the large number of lesser business failures
that occurred during the first half of the year. This crisis
did not terminate in a suspension of specie payments, how-
ever. Payments suspension did not occur until early Au-
gust, after yet another wave of bank failures. See Sprague
(1968 [1910], 163-200). Sprague offers the following com-
ment about the August suspension: “In some respects, af-
fairs were in a more critical state than in June; in other
respects the situation was distinctly more satisfactory”
(178).

A fundamental problem with pegged exchange rate regimes
isthat the government, recognizing that a devaluation sends
an adverse signal to investors, is reluctant to change the
pegged rate until it is convinced that an adjustment is abso-
lutely necessary. By the time the situation has reached this
stage, the required change in the rate is usually quite large.
It should be noted, however, that an economic crisis does
not necessarily force a country to devalue its currency—and
it follows, conversely, that the adverse consequences of the
Mexican crisis were not necessarily caused by the govern-
ment’ s decision to devalue the peso. Shortly after the Mexi-
can crisis broke out, Argentina experienced an economic
crisis that included a nationwide banking panic and was fol-
lowed by a severe recession. Argentina, however, has not
devalued its currency.

While the Federal Reserve System was not created exclu-
sively to prevent financial panics—it was also intended,
among other things, to ensure nationwide par clearing of
checks and to provide various financial services for the
government—panic prevention was clearly the single most
immediate motive for its establishment. It seemsfair to de-
scribe the System as less than fully successful in fulfilling
this purpose as it did not prevent the financial panics that
occurred during the Great Depression.

The Mexican government already has experience with
“multiple reserve requirements’ under which bank reserves
consist of amix of currency and government debt. Espinosa
(1995) and Espinosa and Russell (1995) have provided for-
mal analyses of some of the properties of multiple-reserve-
requirements regimes.

This term-graduated reserve-requirements scheme can be
viewed as a modified and strengthened version of a system
that is already in place. Currently, Mexico gives a modest
income tax break on interest earned from assets with terms
in excess of one year.

The generally higher market interest rates on long-term lia-
bilities reflect the fact that the financia flexibility provided
by liquidity has substantial benefitsto lenders. For a discus-
sion of these benefits, see Wallace (1995).
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22. For example, the government currently imposes a special
15 percent reserve requirement on bank deposits denomi-
nated in dollars.

23. Of course, the Mexican government got in trouble when it
rolled over its peso-denominated cetes into dollar-denominated
(actually, dollar-indexed) tesobonos a few months before
the crisis and then found itself unable to refinance the
tesobonos during the crisis. As noted above, however, the
motivation for this rollover was to reassure foreign lenders
by eliminating their exchange rate risk. While this seemsto
have been a basically good idea, it worked out badly be-
cause shocks to investor confidence and severe portfolio
imbalances had allowed Mexico’s overdl financia position

to become too precarious to be rescued by any financial ac-
tions of the government.

According to the IMF (1995, 63), before the crisis erupt-
ed many Mexican banks had issued dollar-denominated lia-
bilities that were collateralized by holdings of tesobonos.
After the crisis broke out, concern about the ability of the
Mexican government to refinance the tesobonos reduced
their acceptability as collatera and made it difficult for the
banks to refinance their dollar-denominated debts when they
matured. Again, however, the underlying source of these
problems seems to have been the short maturities of both the
tesobonos and the liabilities they collateralized, rather than
the fact that these liabilities were dollar-denominated.
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