CEPRL

REVIEW,

NUMBER 61
APRIL 1997
SANTIAGO, CHILE

OSCAR ALTIMIR
Director of the Review

EUGENIO LAHERA
Technical Secretary

UNITED NATIONS



CEPAL REVIEW 61

CONTENTS

Three forms of social coordination 7
Norbert Lechner

Social rifts in Colombia 19
Juan Luis Londofio de la Cuesta

The United States to the rescue: financial assistance to

Mexico in 1982 and 1995 41
Nora Lustig

Convertibility and the banking system in Argentina 63
Alfredo F. Calcagno

Manufactured exports from small Latin American economies:

the challenges ahead 91
Rudolf M. Buitelaar and Pitou van Dijck

Why doesn’t investment in public transport reduce

urban traffic congestion? 107
lan Thomson

Notes on the measurement of poverty by the income method 119
Juan Carlos Feres

Fiscal policy and the economic cycle in Chile 135
Carlos Budnevich and Guillermo Le Fort

An appraisal of capital goods policy in Argentina 149
Pablo Sirlin

The restructuring of the Brazilian industrial groups

between 1980 and 1993 167
Ricardo M. Ruiz

Restructuring of production and territorial change:

a second industrialization hub in Northern Mexico 187
Tito Alegria, Jorge Carrillo, Jorge Alonso Estrada

Recent ECLAC publications 207

APRIL 1997



CEPAL REVIEW &1

The United States
to the rescue: financial
assistance to Mexico
in 1982 and 1995

Nora Lustig
Senior Fellow, This article analyses the financial rescue measures taken by the
The Brookings Institution. United States in the Mexican payments crises of August 1982
Associate Fellow, , . .

. and January 1995. On both occasions, Mexico was on the brink
The Inter-American
Dialogue. of suspending payments on its external debt, and both times this

was avoided thanks to rescue measures. The implications of the
two financial rescue programmes were very different, however.
The measures taken in August 1982 were followed by a period
of many years in which Mexico was practically excluded from
private loan markets. In contrast, the 1995 rescue programme
was quickly followed by renewed access by Mexico to private
capital markets. What is the reason for these different reactions
by the markets? One important reason is that the amount of
resources involved in 1995 was very large, and these were not
short-term funds, as they had been in 1982. Although the 1982
financial assistance allowed Mexico to avoid suspending its
payments, it was not enough to overcome the country’s over-
indebtedness. In the following six years, Mexico had to limp
from one debt restructuring exercise to another, which created
great uncertainty and affected the economy’s capacity to achieve
a sustained recovery. The success of the 1995 rescue programme
was also due to other factors: on the one hand, the external
conditions were much less adverse, and on the other, the Mexi-
can economy was in a much better position —after several years
of restructuring measures— to respond with an export surge to
the changes in the exchange rate that took place in the context of

the payments crisis.
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Introduction

In January 1995, as in August 1982, Mexico was on
the verge of defaulting on its foreign obligations. On
both occasions the U.S. government arranged a fin-
ancial rescue package to avoid this. However, the
support provided by the United States administration
in 1995 was quite different from the previous one.
This paper will describe and compare both rescue
packages and seek to explain the reasons for some of
the main differences in the U.S. response. Although
on both occasions there were other key participants
~especially the International Monetary Fund (IMF)-
this paper will focus on the role played by the United
States.

The financial rescue package in 1995 was much
larger and its objectives in some respects more ambi-
tious than in 1982. Measured in constant U.S, dollars,
the financial assistance arranged in February 1995
(up to US$ 48.8 billion) was roughly seven times
larger than the US$ 4.55 billion (US$ 7.2 billion in
constant 1995 dollars) rescue package arranged in
August 1982, and the contribution of the United
States (up to US$ 20 billion) was more than three
times its contribution of US$ 3.625 billion (US$ 5.7
billion in constant 1995 dollars) in 1982, although
the actual U.S. contribution of US$ 13.5 billion in
1995 was equivalent to more than twice the 1982
contribution in real terms. Furthermore, whereas in

O This paper greatly benefited from conversations with Jesis
Silva Herzog and officials from both governments and multilat-
eral financial institutions.. The author is very grateful for their
invaluable comments and insights. She also wishes to give very
special thanks to Paul Volcker for his comments on an earlier
draft. She is also indebted to Michael Armacost, Albert Fishlow,
Lincoln Gordon, Carol Graham, Peter Hakim, Steve Kamin,
Daniel Marx, Darryl McLeod and Sidney Weintraub for their
very helpful comments, corrections and suggestions on eatlier
drafts. Thanks are also due to Shihua Lu, Janet Herrlinger,
Christianne Hall and Rachel Cohen for their valuable assistance.
The views expressed in this paper, and any errors it may con-
tain, are of course entirely the responsibility of the author.

! This calculation does not include the Extended Fund Facility
(EFF) for US$ 3.7 billion negotiated between the Government of
Mexico and the IMF at the end of 1982, because this was not
part of the rescue package arranged in August. If this amount is
included, then the 1995 package was roughly four times larger
than in 1982.

1982 the United States loans were to be repaid in
one. year, the bulk of the loans extended in 1995
~US$ 10.5 billion of the total of US$ 13.5 billion—
are to be repaid between June 1997 and June 2000.
The medium-term quality of the U.S. loans is, next to
their magnitude, the most important difference be-
tween the two rescue programmes.? This remains true
even though, in actual fact, Mexico took only two
years to repay the whole of the United States loans.

There are two items that highlight the over-
whelming success of the 1995 rescue measures.
Firstly, if success is measured by the time it took
Mexico to regain access to international capital
markets, the assistance provided in 1995 was incom-
parably more successful than in 1982. The rescue
package negotiated in August 1982 with the U.S.
Treasury, the U.S. Federal Reserve and other Central
Banks of industrialized nations was designed to pro-
vide interim financing. Its ultimate aim was to avoid
a banking crisis of international proportions and to
give the Mexican Government additional time to
negotiate a workout with its creditors and an accord
with the IMF. It was not, however, meant to solve
the more fundamental problem of Mexico’s over-
indebtedness: a problem that would haunt that
country as well as many others for the rest of the
decade. Between 1982 and 1989, Mexico was prac-
tically cut off from private voluntary lending of
any sort.

In contrast, the U.S./IMF-led rescue package of
February 1995 was designed to solve Mexico’s
liquidity crisis in full, and it was large enough to
allow the conversion of a large portion of the short-
term Mexican Government debt with the private
sector abroad into medium-term debt, primarily with
the U.S. Department of the Treasury and the IMF.
The success of these measures may be seen from
Mexico’s rapid recovery of access to private capital
markets. As eatly as April 1995, one of Mexico’s

2 Previous U.S. financial assistance for Mexico was always in
the form of short-term swaps, usually payable within six
months, with the exception of the August 1982 loans (General
Accounting Office, 1996, p. 150).
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State-owned development banks was able to return to
the international capital markets, and between mid-
1995 and February 1996 the Mexican Government
was able to raise more than US$ 8 billion, with the
maturities and terms of the loans improving.? Fur-
thermore, this access to the capital markets allowed
Mexico to pay off all its United States loans long
before their maturities.

By the end of January 1997, this debt was repaid
in full, although according to the original repayment
schedule the medium-term swaps totalling US$ 10.5
billion were repayable between June 1997 and June
2000.

Secondly, the available data indicate that the res-
cue package seems to have also succeeded in restor-
ing financial stability in Mexico, as evidenced by the
reduced volatility of the peso since November 1995,
the drop in domestic interest rates, and the smaller
risk premium on Mexican securities denominated in
dollars. However, the package was unable to prevent
a major recession in Mexico, the largest since the
1930s: in 1995 ouput fell by close to 7% and real
wages by more than 20%. Nevertheless, since 1996
there are signs that economic recovery is under way:
the economic growth rate in that year was over 5%.
Despite all the merits of the rescue measures, how-
ever, a successful recovery should not be solely at-
tributed to the rescue package, for in the mid-1990s
the Mexican economy was not characterized by the
large fiscal disequilibrium and rigidities in produc-
tion that prevailed in 1982.# In addition, the interna-
tional economic environment was substantially more
adverse in the 1980s: U.S. interest rates were at rec-
ord high levels and oil prices were falling sharply.

The question of whether the industrialized world
and the multilateral organizations could have put
together a financial assistance programmeme large
enough for Mexico in 1982 and whether this would
have avoided the 1980s debt crisis will not be ad-
dressed here. However, in retrospect it seems fairly
clear that the chosen strategy resulted in high costs
for the debtor countries. In the case of Mexico, at the
outset in 1982 the U.S. Treasury responded with re-
markable lack of vision and —partly because of press-
ure from the Department of Energy— ended up
extracting concessional terms from the Mexican

3 U.S. Department of the Treasury (1996), p. 15 and General
Accounting Office (GAO) (1996), pp. 140-141.

4 See, for example, Lustig (1992).

Government as a quid pro quo for receiving an ad-
vance payment for future oil sales: an arrangement
that left the relationship between the two countries
strained. Not everybody in the U.S. Government
acted so undiplomatically, though. The U.S. Federal
Reserve -well aware of the systemic dangers of a
Mexican default— not only arranged close to half of
the bridge financing in August 1982 (with the colla-
boration of other Central Banks in the industrialized
world), but also set in motion and guided the process
for the successive debt negotiations between Mexico
and the private commercial banks.

In contrast, the lead role in arranging the Fe-
bruary 1995 rescue package was played by the U.S.
Treasury, in close collaboration with the U.S. Federal
Reserve, and —perhaps because of the lessons learnt
from 1982- other U.S. agencies were not involved.
The terms of the U.S. financial support were strictly
market-driven, and there were no attempts to extract
pecuniary concessions from Mexico. This does not
mean, however, that the negotiations with the U.S.
Treasury went without controversy. In particular, the
U.S. Treasury pressed for a macroeconomic policy
course that, at least initially, was not the same as the
one favoured by the Mexican Government. The U.S.
Treasury {irmly believed that high short-run domestic
interest rates in Mexico were a prerequisite for stabi-
lizing the peso, while the Mexican financial auth-
orities —fearing that high domestic interest rates
would be devastating for an already vulnerable bank-
ing system— preferred a policy mix that would result
in lower domestic intetest rates, even at the expense
of a weaker (i.e., more devalued) peso.

Although in 1982 the U.S. authorities recognized
the need for fundamental changes in Mexico’s econ-
omic policymaking, they did not get directly in-
volved. The U.S. rescue package was extended on the
condition that the Mexican Government would seek
an agreement with the IMF. At that time, the Mexican
government was running a huge fiscal deficit in an
economy protected by high trade barriers, and even
after the August rescue package was arranged the
government introduced measures which ran counter
to the IMF’s dictum: for example, in September 1982
it nationalized the banking system and implemented
full-fledged exchange controls. To tell the truth, the
US. Government and the IMF were not really
alarmed by these decisions because —although the
outgoing President strongly opposed an agreement
with the IMF, as well as its policy recommendations—

THE UNITED STATES TO THE RESCUE: FINANCIAL ASSISTANCE TO MEXICO IN 1982 AND 1993 -+ NORA LUSTIG
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it was known that the new administration due to take
office in Mexico on 1 December 1982 would pursue
an entirely different course. In particular, it would
introduce standard IMF-style stabilization measures
and phase-in a programme of structural reforms.
Nevertheless, an accord with the IMF could not be
completed until two or three months later. In contrast,
when the 1995 rescue package was being negotiated
there was no disagreement between the Mexican
Government and the IMF on economic policy in
broad terms. The Mexican authorities were firm be-
lievers —as they had been since 1983— in market-
oriented reforms and were well aware of the need to
introduce further austerity measures to stabilize the
markets. This basic consensus made it possible to
reach a stand-by accord with the IMF very rapidly, for
an extraordinarily large amount of money.
Furthermore, the creditors in 1982 were also
quite different. In 1982, they were private commer-
cial banks, which held 70% of Mexico’s external
debt, and “...claims on Mexico by the top nine U.S.
commercial banks amounted to 50 percent of their
capital”, so that a Mexican default would have been
an all too real threat to their survival. In 1995, how-
ever, the holders of a large portion of the short-term
dollar-denominated government debt instruments
(the Tesobonos) were primarily foreign portfolio in-
vestors.® This difference might explain why it was
possible to negotiate voluntary arrangements directly
with the creditors in 1982 (and subsequently), but not
in 1995. In the case of commercial banks, the U.S.
Federal Reserve Bank could act as an arbitrator and

II

exercise its leverage to convince the banks to partici-
pate in the debt rescheduling process. In the case of
investment banks or institutional investors, there is
no analogous entity. The difference in the origin of
the capital flows may also explain why the Central
Banks —the commercial banks’ lenders of last resort—

. of other industrialized countries were not as forth-

coming in 1995 as they had been in 1982, as re-
flected in the relatively restricted nature of the
US$ 10 billion contribution made by the Bank for
International Settlements (BIS) to the 1995 rescue
package. This is why firm leadership was needed
from the Treasury and the IMF in order to set up the
rescue programme. ‘

Finally, in 1995 the institutional basis for a cur-
rency support mechanism was already in place, since
in April 1994 the three NAFTA countries signed the
North American Framework Agreement (the NAFA)
to provide mutual support for their currencies. Al-
though the existence of such a mechanism translated
into closer monitoring of Mexico’s economy on the
part of the United States Treasury and Federal
Reserve during 1994 and the potential availability of
close to US$7 billion to support the peso, both
turned out to be insufficient. The monitoring neither
helped to prevent the crisis nor anticipated its magni-
tude, while the swap funds neither deterred attacks
on the peso, nor were they large enough tc solve
Mexico’s subsequent liquidity crisis. Finding more
effective mechanisms to reduce the risk of similar
crises in Mexico in the future remains a pending task
for the governments of Mexico and the United States.

The United States to the rescue: 1982

On 13 August 1982, Jests Silva Herzog, the Mexican
Secretary of Finance, went to Washington to confirm
in person that the country had run out of reserves
and, if nothing was arranged during the weekend, on
Monday morning the government would have to an-
nounce publicly that Mexico could not meet its pay-
ments. Confronted with the fact that Mexico was on

5 At the end of 1994, the claims on Mexico by the same group
of banks which had been in such a vulnerable situation in 1982
amounted to only 15% of their capital (Truman, 1996, p. 12).

the verge of defaulting on its foreign obligations, the
U.S. Treasury arranged a rescue package of US$ 2
billion over the weekend.® Under the leadership of
Paul Volcker, the U.S. Federal Reserve, in turn, ar-
ranged a loan of US$ 1.85 billion, ready a few days
later, with contributions from the Federal Reserve
Bank, the Exchange Stabilization Fund of the U.S.

 The emergency loan was organized mainly by the Under-
Secretary for the Treasury, Tim McNamar,

THE UNITED STATES TO THE RESCUE: FINANCIAL ASSISTANCE TO MEXICO IN 1882 AND 1988 + NORA LUSTIG
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Treasury’ and the Central Banks of other indus-
trialized nations through the Bank for International
Settlements. ® Both loans were meant to fill the
financial gap while an accord with the IMF could be
negotiated. An agreement with the IMF was reached
at the end of 1982 in the form of an Extended Fund
Facility for US$ 3.7 billion.

In total, the August 1982 U.S.-led rescue pack-
age amounted to US$ 4.55 billion (table 1), of which
the United States contributed US$ 3.625 billion. The
U.S. contribution included: i) a US$ 2 billion loan
arranged by the U.S. Treasury (US$ 1 billion extended
through the Commodity Credit Corporation to pay
for future purchases of U.S. maize and US$ 1 billion
as advance payment for oil sales by Mexico to the
U.S. Strategic Petroleum Reserve); ii) the United
States contribution to the rescue package arranged by
the U.S. Fed, in the form of a US$ 600 million one-
year loan from the Treasury’s Exchange Stabilization
Fund and a US$ 325 million one-year loan extended
by the Federal Reserve; and iii) the US$ 700 million
in swaps extended by the Federal Reserve on 4 Au-
gust 1982, a few days before the famous weekend of
13. Other industrialized nations contributed a total of
US$ 925 million through the Bank for International
Settlements. The loans were for a period of one year,
and they were paid in full by 23 August 1983.

The USS$ 4.55 billion, however, was only the
contribution from official sources. With help from the
US. Federal Reserve and the IMF, at a meeting that
took place on 20 August 1982, the Mexican Govern-
ment persuaded (some bankers would say forced) the
commercial banks to agree to a 90-day suspension of
payments of principal. This meeting was the first of
several rounds of negotiations with bankers to res-
chedule debt payments, until the Brady debt-
reduction agreement was signed in February 1990.%

7 The Exchange Stabilization Fund (ESF) was established by
section 20 of the Gold Reserve Act of 30 January 1934, with the
purpose of promoting a stable system of exchange rates. U.S.
monetary authorities have a history of using these resources to
assist Mexico, with the understanding that it is ultimately in
the U.S. interest to promote an orderly exchange rate system
(General Accounting Office, 1996, p. 148).

8 The international package was arranged during the same
weekend but it took a few days to sort out some difficult issues
such as an assured source of payments for the banks.

® For more details on these rounds see Gurrfa (1988) and Devlin
(1989).

TABLE 1

Mexico: Financial rescue package,1982%

(Millions of dollars)

Total August 1982 rescue package 4 550

Total from United States 3625
Federal Reserve 1025°
Department of the Treasury 600 ©
Department of Agriculture. 1000¢
Department of Energy 1000 °

BIS (Bank for International Settlements) 925

Memorandum Items:
IMF 3700 f
Commercial banks Agreed to a 90-day
standstill on
principal due 8

Source: U.S. Federal Reserve and Department of the Treasury.
* Figures are amounts available (not necessarily drawn) in current
dollars. The U.S. and BIS figures correspond to the rescue package
arranged in August 1982, The IMF agreement was signed later that
ear.
Z,Short-term swaps, practically all coming due within a year. This
figure includes the US$ 700 million in swaps extended on 4
August 1982, :
¢ From the Exchange Stabilization Fund. Short-term swap due
within a year.
¢ From the Commodity Credit Corporation; loan extended to cover
future purchases of U.S. corn (maize).
* To cover future purchases of Mexican oil for the Strategic
Petroleum Reserve.
Extended Fund Facility; the “letter of intent” was signed in
November 1982,
€ This was agreed at a meeting on 20 August 1982,

Despite the fact that, all in all, the United States
made a substantial contribution to the financial res-
cue of Mexico in 1982, and avoided a Mexican de-
fault, the relationship between the two countries at
the Jevel of the Executive branches became very
strained. For one thing, the Mexican Government
felt, not without reason, that the U.S. Treasury had
been slow to respond in spite of the repeated warn-
ings sent by the Mexican financial authorities. For
several months prior to August 1982 the Department
of the Treasury appears to have viewed the increasing
difficulties encountered by Mexico in borrowing
from commercial banks primarily as Mexico’s prob-
lem, without focusing on the implications a Mexican
default would have on the international —and particu-
larly the U.S.— banking system. For the Department
of the Treasury, the Mexican Government had misbe-
haved, running large fiscal deficits financed by exter-
nal borrowing, and it needed, first of all, to introduce
sound economic policies and seek an agreement with
the IMF. While it is true that Mexico needed to reduce

THE UNITED STATES TO THE RESCUE; FINANCIAL ASSISTANCE TO MEXICO IN 1962 AND 1998 - NORA LUSTIG
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its fiscal deficit, this would not have been enough to
solve the upcoming foreign exchange shortage. Fur-
thermore, tensions heightened during the negotiations
on the short-term US$ 2 billion loan organized by the
Treasury, when the United States tried to force a
price deal on Mexican oil sales as part of the condi-
tions of the rescue. The negotiation of the so-called
oil deal left Mexican government officials resentful,
and —as we shall see— for good reason.

1. Mexico’s dilemma: to default or not to
default

In the early part of 1982, the Mexican Government
—the Finance Ministry in particular— initially contem-
plated two options, especially after the Bank of
America had great difficulty in lining up subscribers
for a US$ 2.5 billion jumbo loan in June. The first
was to default without warning and even —some
recommended— without any public statement. The
second was to work out a “technical” solution with
the private banks, the IMF and creditor country
governments.!?

The first option was dismissed because it was an
instrument of last resort and would leave Mexico in
great isolation. In particular, according to Secretary
of Finance Silva Herzog’s own account his greatest
concern was that since Mexico imported between
40% and 50% of its maize consumption a unilateral
moratorium could result in a shortage of tortillas
—Mexico’s staple food— and risk social and political
unrest. The second option would take time. An agree-
ment with the IMF would take a few months to work
out, and funds would not be available until an adjust-
ment programme could be put together and approved.
Moreover, it was not clear if Lopez Portillo, the out-
going President who was to leave office on 30 No-
vember 1982, would accept an IMF programme.
Apparently, he was strongly opposed to this, almost
as a matter of personal pride, for he had begun his
term with an IMF programme in place and was not
willing to leave the Presidency with his policies
bounded by IMF conditionality. Also, as' mentioned
above, between February and June the U.S. Treasury

19 This is reported in the chronicle written by Kraft (1984) and
was confirmed by Ambassador Jests Silva-Herzog, Secretary of
Finance of Mexico at the time.

did not seem to be fully aware of the seriousness of
the situation in Mexico and was not ready to act
(Kraft, 1984, p. 11). This response was probably the
result of the Treasury’s lack of understanding of the
full implications of a Mexican default for the United
States banking system, together with the desire to put
pressure on the Mexican Government to change its
economic policies.

In this respect, it might be worth citing Volcker’s
impressions regarding the United States Govern-
ment’s attitude at that time (Volcker and Gyohten,
1992, pp. 198-199):

“It wasn’t hard to see the [Mexican] crisis com-
ing ... The question through the first half of 1982 was
not whether Mexico was approaching a crisis but
what to do about it. A populist government had re-
fused time and again to trim its economic sails...
Lépez Portillo, under attack for personal as well as
policy excesses, was in the last year of his six-year
term and plainly did not want to confess error. The
market sounded a clear warning during February of
1982 in the form of a run on the peso. That provoked
a devaluation and a limited austerity programme.
Neither action was convincing. ...Silva Herzog and
Mancera began visiting Washington about once a
month to inform the IMF, the World Bank, the Treas-
ury, and me [Volcker] of the deteriorating situation...
Our advice, predictably, was to apply to the Fund for
a loan, introduce a really effective programme to re-
form the domestic economy, and on that basis reduce
the hemorrhage of Mexican capital... Their answer
was...simple... Their President would not accept it.
...Any possibility would have to await the new Presi-
dent...”.

Volcker goes on:

“So, it was a matter of buying time. In an effort
to hold things together psychologically, we agreed
with considerable unease to extend overnight swap
credits once or twice to the Bank of Mexico... Our
unease did not arise from any fear of financial loss,
but because the ‘window dressing” disguised the full
extent of the pressures on Mexico from the bank len-
ders and from the Mexicans themselves. [The action
was justified] on the basis that Silva Herzog!! was

11t was already known that Silva-Herzog was incoming Presi-
dent Miguel de la Madrid’s choice for Secretary of Finance.

THE UNITED STATES TO THE RESCUE: FINANCIAL ASSISTANCE TO MEXICO IN 1982 AND 1988 * NORA LUSTIG
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willing to give us his personal assurance that Mexico
would seek an IMF programme as soon as the new
President had the freedom of action to bring it
about.” 12

With no other apparent solution in sight, the
Mexican Finance Ministry opted for a third course of
action: to visit the Department of the Treasury when
money had run out and confront the Washington pol-
icy community with a fait accompli. Only then would
it become clear that if Mexico received no help from
the international community of creditor countries,
then they —and the United States in particular-— would
face the threat of a banking crisis of international

proportions.
2. Mexico’s reserves run out

After the Presidential elections in Mexico, when
bank lending finally dried up, the Federal Reserve
agreed to activate the swap arrangement that had
long existed between the two countries.!* On 4 Au-
gust, a real loan of US$ 700 million, as opposed to
the overnight swaps, was given to Mexico with the
aim of tiding the country over the summer while the
officials began quiet discussions with the Fund. But
since confidence was gone, to everybody’s surprise
the money that was supposed to last a month or two
vanished in almost no time (Volcker and Gyohten,
1992, p. 200).

During the week beginning 9 August, Mexican
officials informed their U.S. counterparts that Mexi-

12 Another account might also give a telling idea of U.S, offi-
cials’ thinking at the time: “There also was a feeling that until
there was an actual crisis, high level [U.S.] officials simply
would not focus on the problem. Although some complained
that Secretary Regan had turned a deaf ear to the Mexican situ-
ation for months prior to the crisis, others felt that his lack of
advance action was typical and logical. ...Previous experience
with crisis management also convinced some participants that a
sense of urgency had to exist before the key actors would be
prepared to take the extraordinary measures that were required”
(Leeds and Thompson, 1986, p. 25).

13 The emergency 24 hour currency swaps with the Federal
Reserve took place on 30 April and subsequently in June and
July, but the first real loan as opposed to overnight swaps took
place on 4 August 1982. Mexico was the only Third World
country to have established a swap line with the U.S. Federal
Reserve, dating back to 1967, when the first swap between the
Federal Reserve and the Bank of Mexico took place (Leeds and
Thompson, 1986, p. 16, and General Accounting Office (GAO),
1996, p. 151).

co had run out of reserves, including the US$ 700
million borrowed four days earlier. The alarm bells
began ringing, interrupting more than one peaceful
summer vacation, for a Mexican default would in
effect threaten the industrialized nations’ banking
system. To quote Paul Volcker again, the Latin
American debt crisis “was just as much of a problem
for the First World, which found its banking system
suddenly threatened with collapse (Ibid., p. 189). The
foreign loans of all banks to developing countries had
grown from US$ 44 billion in 1974 to more than
USS$ 360 billion in 1982, of which about US$ 60 bil-
lion was to Mexico. The U.S. banks’ share in these
loans was about one-third, and for the nine largest
U.S. banks Mexican debt was equivalent to 50% of
their capital. According to one estimate, if Mexico
failed to pay interest for one year, the earnings of the
money centre banks could fall by one-third * Mexico
and Brazil between them owed enough to strain Citi-
bank and Bank of America, the two largest U.S.
banks.!s

3. The weekend rescue package

Thus, when Silva Herzog visited Washington on
Friday, 13 August the situation became clear. First,
short-term emergency credit had to be made avail-
able to Mexico, and this credit had to be arranged
literally over the weekend in order to avoid a panic
reaction on the following Monday. According to
Gurria, Director of External Financing in the Mexi-
can Ministry of Finance, international reserves were
less than US$ 100 million and the week’s amortiza-
tion payments were equal to US$ 700 million (Leeds
and Thompson, 1986, p. 27). Mexico’s foreign reser-
ves had to be replenished in order to reassure the
international financial community that the country
was not only willing but able to meet its immediate
obligations. The country’s immediate cash-flow

141 eeds and Thompson (1986, p. 13) cite Lissakers on this. See
also Lissakers (1991).

Bitis interesting to note that an amount similar to that owed by
the Mexican Government in total (1o all banks, not just those in
the U.S.) was kept in the United States by Mexican nationals.
According to one estimate, Mexicans had deposited US$ 14
billion in the United States and owned about US$ 30 billion of
U.S. real estate.

THE UNITED STATES TO THE RESCUE: FINANCIAL ASSISTANCE TO MEXICO IN 1962 AND 1995 + NORA LUSTIG
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needs were estimated at US$ 3.5 billion.!s It was
understood that the U.S. Treasury would organize a
short-term loan of US$ 2 billion or more with funds
from within the U.S. Government, while the Federal
Reserve would arrange a rescue loan of US$ 1.5
billion assembled with contributions from the
world’s central banks. The US$ 2 billion had to be
arranged over the weekend, so officials at the U.S.
Department of the Treasury —in particular, Deputy
Secretary Tim McNamar— began to seek potential
sources immediately.

As the negotiations unfolded and “different op-
tions were identified and scrutinized, an ad hoc task
force of U.S. government officials was formed, that
eventually would include representatives from vari-
ous corners of the Federal bureaucracy —the Depart-
ment of Agriculture, the National Security Council,
the Office of Management and Budget, the State
Department and the Department of Energy.” 7 The
idea behind involving many agencies was to increase
the number of options and attend to the concerns
of the various quarters in the U.S. government.
However, it had the disadvantage that since some of
the concerns ran counter to each other, the U.S.
Treasury ended up having to negotiate both with the
Mexican Government and with the other agencies
within the U.S. Government.

a) The easy part: the corn agreement

After going through the various alternatives, two
were identified in the end.!* One came from the
Department of Agriculture, in the form of a US$ 1 billion
Commodity Credit Corporation concessional loan
whereby Mexico agreed to purchase U.S. corn
(maize), which was in surplus as a result of the agri-
cultural policy pursued by the United States, in ex-
change for the loan. This facility had already been
used in 1976, proved easy to obtain (it only took
about half a day) and was Jlargely uncontroversial.

16 The cash-flow needs were estimated assuming that Mexico
would not negotiate an agreement with the IMF until the incom-
ing President took office in December 1982,

17 Leeds and Thompsen (1986), p. 27. According to a U.S.
government official, there was really no “task force”: Tim
McNamar from the U.S. Treasury was in charge of putting
together the deal.

18For a more detailed account, see Leeds and Thompson (1986).

b) The difficult part: the oil deal

Another US$ 1 billion came in the form of an
advance payment for petroleum sales to the U.S.
Strategic Petroleum Reserve. This part of the pack-
age, however, turned out to be very controversial, to
the point that negotiations almost broke down. The
Exchange Stabilization Fund (ESF), the main source
of the U.S. rescue package in 1995, was also con-
sidered.’” On the advice of his General Counsel,
McNamar concluded that it was feasible to use ESF
funds, “but only if they would be secured by ‘an
assured source of repayment’ (Leeds and Thompson,
1986, p. 29). However, rather than using the ESF to
extend the loan and “collateralize” it with oil pro-
ceeds, the Department of the Treasury opted for an-
other arrangement, namely, that ESF funds would be
used as a “bridge loan” that would have to be repaid
within a matter of days and the money would have to
come from an entity within the U.S. Government
which would be in a position to purchase the oil used
as collateral. Since total loans to Mexico were likely
to exceed the resources obtained in an IMF agreement,
and the “oil deal” could not be completed immedi-
ately, it was estimated that this ESF-sourced loan
could not be used for a longer period, particularly
because it was already envisaged that ESF funds
would be applied to the other part of the package
whose terms were being arranged by the U.S. Federal
Reserve Bank.

Once the decision was made to use the ESF
money only for a few days, the next step was to find
an agency within the U.S. Government which could
buy US$ 1 billion worth of oil, and agree on a price
that was mutually acceptable both for Mexico and the
United States. The first agency approached was the
Department of Defense, but there were legal impedi-
ments preventing this agency from buying crude oil.
The second obvious agency was the Department of
Energy, which could be interested in buying oil for
the Strategic Petroleum Reserve, created in the wake
of the 1973-1974 oil crisis, whose task was to create
a buffer of oil stocks to guard against future oil short-
ages. Although this turned out to be the only feasible
option, PEMEX and the Strategic Petroleum Reserve
had unfortunately had a previous arrangement which

1% See footnote 7. The first standing swap line between Mexico
and the U.S. was established in 1940 (General Accounting
Office (GAO) (1996), p. 150).
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left both sides discontented.?. Consequently, the
Department of Energy entered the negotiations on
the so-called “oil deal” with the concem that they
“not fall victim to the same errors committed a year
earlier” (Leeds and Thompson, 1986, p. 33).

Negotiating the “oil deal” involved several sen-
sitive factors such as the price of the oil, delivery and
schedules, and the mix of grades. McNamar’s “first
substantive proposal ..was for a fixed-term renew-
able contract to purchase Isthmus crude, along with a
suggested delivery date, volume, and a concessional
price. The Ilatter..was particularly crucial to the
American side, as they wanted to be well compen-
sated for committing to a large advance purchase in a
soft oil market” (Leeds and Thompson, 1986, p. 35).
According to some accounts, the concessional price
was about US$ 28 per barrel, when the going price in
the international market was US$ 32 (Kraft, 1984,
p. 14).

The Mexican delegation “was shocked to learn
that [it] could be subject to very hard bargaining”
(Leeds and Thompson, 1986, p. 36). Among other
things, the Mexican team responded —quite correct-
ly- by saying that granting the United States a con-
cessional price would disrupt Mexico’s oil market
and other customers could demand similar treatment.
There was stalemate, and the negotiations almost
broke down. Neither side wanted to run into trouble
with their electors for having negotiated a “bad”
price for the oil sales. As an alternative, the United
States proposed that instead of granting a discount on
the price of the oil, the Mexicans might agree “to
make up some of the difference by paying a front-end
fee to the U.S. for arranging the transaction.”?!

2 The origin of this discontent remains classified information.

2 Leeds and Thompson (1986), p.39. According to one ac-
count, initially it was proposed “...that the U.S. loan Mexico
US$ 1 billion against repayment in oil, with the understanding
that the loan would bear interest charges. The Americans came
up, late Saturday, with a proposal that in return for the US$ 1
billion loan on Monday, the Mexicans would pay back in oil,
over a fifteen-month period, the equivalent of US$ 1.3 billion:
an interest charge of 35%. Oteyza, after a telephone talk with
Lépez Portillo, said that it was an outrage, and the Mexicans
would not pay more than 20%. Lépez Portillo, according to
some accounts, had burst into a flood of profanities and ordered
a break in the negotiations. Some Americans clearly sympath-
ized with the Mexicans...”(Kraft, 1984, p.15).

The negotiation went through several iterations,
but the terms of the final agreement remain classi-
fied. However, according to Angel Gurrfa: 2 “Mexi-
co paid an implicit interest rate of about 38%, more
than twice the prevailing market interest rate ...” for
this loan. On the same matter, Volcker remarks that
the “...implied interest was egregiously high, reflect-
ing the need to satisfy the Yankee trading instincts of
Budget Bureau and Energy Department officials far
removed from any sense of the larger issues at stake
and more than slightly sensitive to the possibility of
subsequent political criticism. The Mexican oil offi-
cials, who would have to pay, quite understandably
were furious.”

Given the future evolution of oil prices, in retro-
spect perhaps the price offered by the United States
was not so bad. The yearly average market price of
oil corresponding to a weighted average of Mexico’s
oil export mix was US$ 28.70/barre]l in 1982. This
price is similar to what has been cited as the conces-
sional price of US$ 28/barre] that the United States
requested (Kraft, 1984, p. 14). The problem was,
however, that at the time of the negotiations the price
proposed by the United States was below the market
level.  In the end, the negotiations on the “oil deal”
left the Mexican officials with very bitter feelings.
In their view, the United States tried to extract un-
warranted pecuniary concessions from a financially
cornered Mexico.” Nevertheless, despite all the ten-
sions, the U.S. Treasury part of the rescue package
-the USS$ 2 billion in loans— was completed before
the weekend was over.

As we shall see below, in 1995 there were no
attempts on the part of the United States to strike
advantageous bargains with Mexico. However, the
1995 rescue plan came with much tighter conditions
on economic policy. In 1982, the U.S. Government
essentially relied on the IMF to set the economic

22 At the time Angel Gurrfa was, as mentioned above, a senior
official of the Ministry of Finance and a prominent member of
the Mexican delegation.

2 Volcker and Gyohten (1992), p. 201. See also Kraft’s account
of the conversation between Regan and President Reagan (Kraft,
1984, p. 16).

2 Not only below the current level but also lower than the
future prices for oil.

% See, for example, Gurrfa’s acrimonious views on this episode
in Gurrfa (1993), pp. 31-32.
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policy conditionality and was satisfied with the per-
sonal commitment of Mexico’s Secretary of Finance
-who it was known would be part of the incoming
cabinet— that an agreement with the IMF would be
sought by the new administration.2¢

4. The U.S. Federal Reserve takes the lead

At the same time, the U.S. Federal Reserve Bank was
able, under Paul Volcker’s leadership, to assemble an
international package of credits from central banks
and monetary authorities equal to US$ 1.85 billion,
with US$ 325 million coming from the Federal
Reserve itself (table 1).> The package assembled by
the Federal Reserve, however, had another US.-
sourced component: US$ 600 million from the Ex-
change Stabilization Fund (BSF), for which the
President had to seek authorization from the U.S.
Congress to use ESF funds for a period longer than six
months. In total, then, half of the package came from
the United States and the rest from other G-10 central
banks. As lenders of last resort, the central banks of
creditor countries understood the need to act swiftly.
Although the most vulnerable banks with respect to
Mexico were those of the United States, the rest
pitched in either because they had high stakes on the
international banking system as a whole or because
they thought they might need U.S. help in the future
when confronted with similar problems in, for
example, Eastern Europe. The mere fact that central
banks were not lenders of last resort for portfolio
investors may explain, at least in part, the strikingly
different response’of non-U.S. central banks in 1995.

5. Thé IMF and the commercial banks

The 1982 rescue package was meant to provide in-
terim financing until Mexico could reach an agree-
ment with its private creditors and the International
Monetary Fund. In contrast to 1995, negotiating the
amount and conditions of an IMF programme would
take several months. Once the short-term bridge loan
and other credits were agreed in principle, the next
step was to involve the commercial banks. It was
estimated that between September and December

26 The incoming president was set to take office on 1 December
1982.

27 The loan was granted on 26 August 1982,

1982, the Mexican Government would have to pay
US$ 8.7 billion in amortization and US$ 2.6 billion
in interest: a total of US$ 11.3 billion Officials in the
United States, Mexico and the IMF decided that the
banks “ought to be asked to agree to a ‘standstill’” on
Mexico’s debt payments. At a meeting on 20 August
held at the New York Federal Reserve Bank, the
commercial banks agreed to give Mexico a 90 day
extension on the principal due.®

In the meantime, Mexico worked out an Ex-
tended Fund Facility with the IMF for US$ 3.7 billion;
the “letter of intent” was signed on 10 November
1982. However, the Fund’s financing would not be
sufficient to cover the debt payments coming due in
the future months: “The banks in their own self-
interest would have to supply the rest. If they failed
to do so, then the prospects for interest on their exist-
ing loans, much less the chances of repayment,
would go a-glimmering” (Volcker and Gyohten,
1992, p. 205).

6. Was the 1982 financial assistance package a
success?

For Mexico, the 1982 rescue package would turn out
to be just the beginning of the long and protracted
process of managing its debt overhang. This process
included several concerted debt rescheduling exer-
cises, a debt buy-back, and —finally— the 1990 debt-
reduction agreement negotiated under the terms of
the Brady Plan.”® After the 1982 rescue package
Mexico received support from the U.S. Federal
Reserve and the Department of the Treasury on three
other occasions, but always in the form of interim
financing while other workouts were concluded.>

28 In contrast, the private sector played no role in the 1995 rescue
package. Whether the foreign investors holding Mexican paper in
1995 (Tesobonos in particular) could have been convinced to
agree to a concerted solution is a point that will not be addressed
in this paper. Some analysts argue that Mexican debt was too
small a proportion of foreign investors’ total holdings and,
therefore, there was no obvious incentive to generate collec-
tive action in 1995 (see, for example, Truman, 1996). However,
it appears that some of the leading U.S. investment banks were
potential holders of huge amounts of Tesobonos that some of
their borrowers had used as collateral. A Mexican default, then,
could conceivably have been very troubling for some of those
banks.

2 For more details see, for example, Gurria (1988) and Devlin
(1989). The Brady deal is described in the Appendix of Lustig
(1992).
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Thus, while the 1982 financial rescue package
succeeded in avoiding a unilateral default on the
part of Mexico and obviated the potential bank-
ruptcy of major banks (particularly in the United
States) and a banking crisis of international propor-
tions, it failed on another fundamental count: Mex-
ico, like many countries in the developing world,
would be essentially cut off from voluntary lending

I

in the international capital markets for almost a de-
cade. Throughoutthe 1980s, Mexico and other highly
indebted countries would not be able to grow, and
they faced recurrent bouts of high inflation, with
poverty and inequality on the rise. Perhaps as a result
of the trauma left by the 1980s, the international
community —or at least part of it— acted differently in
1995.

The United States to the rescue: 1995

1. Mexico devalues the peso and the
markets panic

On 16 December 1994, Mexico’s international reser-
ves dropped to around US$ 11 billion (Banco de
México, 1995). Faced with this situation of dwind-
ling international reserves, the Mexican Government
called an extraordinary meeting of the “Pacto” —the
established mechanism for discussing economic pol-
icy with representatives of business and labour— in
the evening of 19 December. The following morning,
the Secretary of Finance announced an immediate
increase to 4 pesos per dollar (an increase of about
15%) of the ceiling of the band within which the
dollar was allowed to fluctuate 3! '
The value of the dollar reached the new 4 peso
ceiling in no time, and it is estimated that in the
course of two days close to US$ 5 billion of interna-
tional reserves were lost. The markets were sending a
clear message: the new exchange rate ceiling was not
credible. On 22 December 1994, the monetary auth-

3 One of these short-term loans was granted in 1986 when,
following the drastic fall in oil prices, the United States and the
BIS provided a six-month loan for more than US$ 1 billion.
Subsequently, in September 1989 and March 1990, Mexico
received short-term bridge loans for US$ 2 billion and US$
1.3 billion, respectively, during the negotiation of the debt-
reduction agreement with the commercial banks.

31 These consultations took place at a meeting of the “Pacto.”
The “Pacto” —set in motion for the first time in December 1987~
was a mechanism used to set macroeconomic policy in consult-
ation and with the endorsement of representatives of workers,
agricultural producers and the business sector. For more details
on the origins and characteristics of the “Pacto”, see Aspe, 1993,
and Lustig, 1992,

orities had no other option but to switch to a floating
exchange rate: in other words, the Banco de México
would no longer intervene to maintain the dollar
within a pre-specified band.

A few days later, the Mexican Government faced
difficulties in rolling over the Tesobonos (the short-
term dollar-denominated debt instruments) coming
due on the first Tuesday following the devaluation.
This was an ominous sign. Contrary to what many
analysts had predicted —and expected— the devalu-
ation did not bring calm to the markets. On the con-
trary, the devaluation actually caused a major loss of
confidence among foreign investors holding Mexican
paper. Foreign investors “... realized that their invest-
ment strategies had been based on one or more false
premises concerning the nature of Mexico’s ex-
change rate regime or the probability that they could
liquidate their holdings before any crisis hit”
(Truman, 1996, p. 8). They realized that the Mexican
Government would not be in a position to service
short-term claims without incurring a massive depre-
ciation of the peso and hence that the risk of default
was as real as ever.

Given the combination of a high concentration
of government debt in short-term instruments de-
nominated in dollars (Tesobonos),”? the fact that a
large portion of them (US$ 17 billion) was in the
hands of foreigners, and the low level of international
reserves shortly after the devaluation (approximately
USS$ 6 biilion), portfolio investors began to fear that

32 This was not fresh debt, but accumulated existing debt which
needed to be renegotiated. '
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the Mexican Government would have no choice but
to impose exchange controls and default on the Teso-
bonos. The spectre of default sent the markets into a
panic and placed the peso in danger of collapse. The
only way that a full-fledged financial meltdown
could be prevented would be by arranging a financial
assistance package sufficiently large to convince the
markets that the Mexican Government would not be
forced into a default. As we shall see, the size of the
required financial rescue package turned out to be far
larger than anybody in the United States or Mexican
governments, or in the multilateral organizations, had
anticipated.

2 U.S. support: already In place but not enough

In contrast to 1982, when the peso was devalued in
December 1994 the support from the United States
was already formalized in the North American
Framework Agreement (NAFA), signed by the three
NAFTA countries in April of that year. In fact, a
potential financial support package from the United
States, Canada and European central banks had been
quietly arranged during the NAFTA vote in early No-
vember 1993. At the time there were fears that if
NAFTA were not passed by the U.S Congress the
Mexican peso would be subject to a lot of pressure.
As a result, the industrialized governments agreed to
provide US$ 12 billion in swaps, of which the United
States contributed half. These agreements remained
secret and expired on 31 December 1993, without
any drawings having been made by Mexico (Wert-
man, 19954, p. 6).

Then, on 24 March 1994 (immediately after the
assassination of Presidential candidate Colosio), U.S.
Treasury Secretary Lloyd Bentsen and the U.S.
Federal Reserve Chairman, Alan Greenspan, put in
place a US$ 6 billion swap line, with each agency
contributing half.*® This swap facility was to be avail-
able for a couple of months, while the pressure on the
peso subsided. However, on 26 April the three coun-
tries signed the North American Framework Agree-
ment (NAFA), making permanent the US$ 6 billion
contribution from the United States to a swap ar-
rangement with Mexico and Canada. Under this
agreement the Bank of Canada and the Banco de
Meéxico also expanded their existing swap arrange-

3 General Accounting Office (1996), p. 82. This swap facility is
subject to annual review.

ment from C$ 200 to C$ 1 billion (then about US$ 723
million), while the Federal Reserve and the Canadian
central bank reaffirmed their existing US$ 2 billion
swap line.* One important implication of this agree-
ment was that by implementing it the United States
and Canada were giving tacit support to Mexico’s
decision to keep exchange rate policy unaltered in the
aftermath of the assassination.

Non-U.S. support was called upon once again
when an additional US$ 6 billion was quietly put
together by Europe and Japan, with the help of the
U.S. Federal Reserve, in order to back the peso in the
period running up to the August 1994 Presidential
elections, when it was recognized that given the un-
certainties generated by the assassination of the PRI
candidate Luis Donaldo Colosio, it was an awkward
time to change the exchange rate policy. Under this
USS$ 12 billion contingent swap facility, of which the
U.S. would contribute up to half, Mexico “.....would
be able to draw until September 30 for a period of 90
days [and] all drawings would have to be repaid by
December 30 (General Accounting Office, 1996, p. 88).
Mexico did not make any drawings from either fa-
cility. This episode reveals that at least up until Au-
gust 1994 the industrialized nations were implicitly
endorsing Mexico’s exchange rate policy (and, more
broadly, its economic policy).

a) The United States worries about the peso

The increase in the potential commitment of fin-
ancial resources in support of Mexico was accompa-
nied by closer scrutiny of Mexico’s economy on the
part of the U.S. Treasury and the Federal Resetve.
The release of a number of previously classified do-
cuments reveals that -especially during 1994- U.S.
financial authorities were monitoring economic
events in Mexico rather closely, with particular con-
cern for the exchange rate. In both the U.S. Treasury
and the Federal Reserve the predominant view was
that the peso was overvalued, but there was no con-

34 Wertman, 1995b, p- 3. Under the Framework Agreement,
Mexico could make multilateral or bilateral drawings; bilateral
drawings with the United States Treasury would be governed by
the Exchange Stabilization Agreement signed on the same day
(Wertman, 1995a, p. 7).

35 These documents were declassified in response to requests by
Senator D’ Amato, a fierce critic of the U.S. rescue package and
of the Clinton administration’s policy towards Mexico, and are
known as “D’Amato’s Annexes”. For more on this matter see
General Accounting Office (1996), Chapter 3.
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sensus on the extent of the overvaluation. Moreover,
the recommended course of action was not a sudden
change but a gradual one, undertaken as “part of a
concerted policy rather than an emergency response
to a crisis. '

The U.S. Government’s concern with Mexico’s
decision to stick to the existing exchange rate policy
deepened after the country’s August 1994 Presiden-
tial elections, when capital inflows failed to materi-
alize despite the peaceful PRI victory. In September,
the Mexican Government tried to inject confidence
into the markets by announcing a new Pacto, which
ratified the exchange rate policy. To add to the credi-
bility of this agreement, President-elect Zedillo en-
dorsed it explicitly. The U.S. financial authorities,
however, remained skeptical. Larry Summers, then
Under-Secretary for International Affairs at the U.S.
Treasury, commented:

“The Mexican Government surprised the finan-
cial markets with the announcement of a new ‘Pact’
with business and labor on Saturday. Most significant
for us, the agreement maintains the current pace of
depreciation of the floor of the exchange rate band at
four percent per year”.

“The Mexican announcement presents us with two
issues. The first is the substantive question of whether
they made the right decision on the exchange rate.
The view of many credible independent analysts is
that the peso is still significantly overvalued. The
current account deficit is very high at 7% of GNp...”¥

The remarks of another official at the U.S. Treas-
ury are also illustrative of U.S. concerns:

“The uncertain economic prospect of Mexico is
of critical interest and of some concern to the U.S. It
is possible, but unlikely, that Mexico could request
activation of the swap before President Salinas’
November 1 State of the Union address”.

“Hopes for a stable post-election period and a
resumption of cap'ital inflows have not materialized.
The announcement of a new Pacto did not have the
desired effect of strengthening the peso and was soon
offset by renewed concerns over political stability as
a result of the Ruiz [Massieu] assassination...”.

36 Board of Governors of the Federal Reserve System, restricted
internal memorandum, “Mexican Exchange Rate Options”, 17
August 1994,

ys. Treasury, internal memorandum from Lawrence H.
Summers to Secretary Bentsen entitled “Mexico maintains cur-
rent exchange rate policy in renewal of ‘Pacto’, 27 September
1994 (D’Amato’s Annexes, p. 364).

“Although the immediate financial situation
could improve, we remain concerned that the current
exchange rate system could inhibit economic growth
and widen the already substantial current account
deficit...” %8

As the uncertainty over Mexico’s economy and the
sustainability of the exchange rate increased, the U.S.
Government became very concerned that Mexico would
ask to draw on the contingent commitment agreed
under NAFA to support what was viewed as an unsus-
tainable policy. Given the circumstances, the recom-
mendation of high-level officials at the Treasury was to
disoourage the consideration of such a request® In a
memorandum of October 1994 addressed to the Federal
Reserve’s Chairman, Alan Greenspan, in anticipation
of a meeting with Mexican officials, it was said.*

“... You may want to indicate that while we un-
derstand the reasons why Mexican officials
prefer operating with a relatively fixed exchange
rate (against the U.S. dollar), there is some concern
about the risks and costs of trying to defend an
unsustainable exchange rate. It could be costly in
terms of Mexico achieving its broader economic
growth objectives, could be disturbing for Mexi-
can financial markets, and could be disruptive to
U.S. financial and trade relations with Mexico.
Mexican officials should be aware that they should
not count on the United States for financial support
via the Federal Reserve and Treasury lines to sus-
tain an inappropriate exchange rate. The swap lines
are intended to deal with what are viewed as
transitory market disturbances, not to buttress an
unsustainable exchange rate regime.”

Reading the available documents leaves one
with the impression that officials at the U.S. Treasury
and the Fed were observing Mexican markets and
policy moves closely and that they disagreed with the
Mexican authorities’ decision to stick to the ex-
change rate policy in the aftermath of the Presidential
clections. However, the documents also reveal that
the United States was not certain about whether

Byus. Treasury, internal memorandum from Timothy Geithner
to Secretary Lloyd Bentsen, 2 October 1994 (D’Amato’s
Annexes, p. 335).

39 See, for example, Summers’s memo to Bentsen, 14 October
1994, (D’Amato’s Annexes, p. 301).

4 Board of Governors of the Federal Reserve System, internal
memorandum from Charles J. Siegman to Chairman Greenspan
on “Background Material for October 20 Visit by President-
elect Zedillo’'s Adviser Luis Téllez”, 19 October 1994
(D’Amato’s Annexes, pp. 383-384).
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Mexico would be forced to devalue or,! more im-
portantly, it was not aware of the potentially devas-
tating effects that a surprise devaluation would have
on market confidence. It is remarkable that there
seems to have been no discussion of the risks entailed
by, first, the accelerating conversion of peso-denomi-
nated securities (CETES) into the dollar-denominated
Tesobonos; second, the fact that a large portion of the
latter were in the hands of foreign investors; and
third, the tendency of the ratio of international
reserves to Tesobonos to fall at an increasing pace.
Apparently, these issues escaped the scrutiny of the
IMF and the World Bank as well. This is most remark-
able because the outstanding Tesobonos in the hands
of foreigners became one of the fundamental causes
of the financial debacle. Like the IMF and the World
Bank, the United States authorities were not really
prepared for a worst case scenario.

b) The United States receives no warning of
impending change in exchange rate policy

Although they knew that the peso was under a -

‘lot of pressure and a whole range of policy alterna-
tives had been discussed with the Mexicans at vari-
ous points in the past, the U.S. authoritics were not
warned in advance of the Mexican Government’s de-
cision to change its exchange rate policy, when this
finally happened. In a U.S. Treasury memo sent on
19 December, the day before the announced change
in the exchange rate band, a U.S. official expresses
his concern at the news received from Mexico that
the peso was under pressure and worries about the
possibility that the “.. Mexicans might well make a
decision to ‘withdraw from the market’ before or
right after Christmas without consulting us.”

41 For example, in a memo prepared for Summers, someone
rematks that “...There is no obvious event on the immediate
horizon likely to concentrate pressure or to force a decision [to
devaluc]...” (Department of the Treasury, 5 December 1994).

2 The awthor of the memo then goes on to say: “We will not
look good if Mexico makes a move without consulting us. ...
fear that a devaluation will have a negative impact on Congres-
sional support for our trade policy initiatives, particularly if it is
done unitaterally. The downside of initiating contact is that it
could lead to a request for activation of the swap. This does not
seem appropriate now. There is no visible pay-out. Investors, it
appears, are not worricd about the size of the curreat accouat
deficit or a devaluation. [!] They worry about Chiapas and pol-
itical unrest spreading. Thus, a devaluation may not bring about
a resumption of capital inflows.” (U.S. Treasury, memo to Tim
Geithoer, “Contact with Mexicans before they do something”,
19 December 1994 (in D’Amato’s Annexes, p. 428).

The fears candidly expressed by the cited U.S.
official were well founded. On the same evening that
the memo was written the Mexican Government con-
vened an emergency meeting of the Pacto, and the
following day, 20 December, Secretary Serra an-
nounced that the ceiling of the band within which the
dollar was allowed to fluctuate would be raised by 15
per cent. Time had run out both for the Mexican
Government and the U.S. Treasury: the change in
exchange rate policy occurred when reserves were
t00 low, and with no leeway to prepare an economic
plan and organize U.S. financial support to cushion
the impact of a devaluation. Prevention had not really
worked, so the next step was damage-control.

¢) The financial debacle was not expected
Although officials at the US. Treasury and
Federal Reserve sensed that the change in the ex-
change rate policy had not been well received by the
markets, neither the Mexican nor the U.S. Govern-
ments anticipated the scale of the breakdown in fin-
ancial markets that followed. To give an example, in
the wake of the devaluation, a Treasury Department
official based in Mexico wrote the following:
“... We believe the markets have been waiting
for the government to take action on the ex-
change rate and that capital inflows are likely to
pick up. There probably will be considerable vo-
latility in the foreign exchange market for a short
period of time, followed by some strengthening
of the peso. ... When all the smoke clears, prob-
ably by early next year, we expect the peso will
settle about 8-12 percent below what it was trad-
ing at prior to the new policy.....Our best guess is
that the devaluation will not affect Mexico’s
basic macroeconomic ocourse or fundamentally
alter the country’s brighter economic prospects
in 1995. Furthermore, the devaluation has not
really caught most sophisticated investors by
surprise. In spite of the fact that over the next
few days many Mexicans will say we told you so
and that this is deja vu, the new policy is likely
to have a salutary effect, unlike the traumatic -
effects of past devaluations.”

3 U.S. Treasury, “Bi-Weekly Report on Mexico”, 21 December
1994. (D’Amato’s Annexes, pp. 432 and 434),
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That the perceptions of Mexican and U.S. offi-
cials on the potential impact of the 20 December an-
nouncement to change the ceiling of the exchange
rate band were wrong did not take long to reveal
itself. On the day after the devaluation, reserves fell
by close to US$ 5 billion, and on 22 December the
Mexican authorities had no alternative but to allow
their exchange rate to fioat.

As of 21 December, the U.S. Treasury became
quite intensely involved. In a memo prepared for in-
coming Secretary Rubin, Larry Summers mentions
that outgoing Secretary Bentsen had authorized the
activation of the swap line, that the Treasury was
advising Mexicans on how to respond to the circum-
stances, that the New York Federal Reserve Bank
was arranging a meeting of Secretary Serra with
major financial institutions for the morning of 22 De-
cember, and that Summers would give press support.
The swap line with Canada was also activated.

However, none of the above actions calmed the
markets. Secretary Serra was not well received dur-
ing the meeting in New York, and a few days later he
resigned, being replaced on 29 December by Guiller-
mo Ortiz. Two days earlier the peso reached its 1994
low of 5.7 new pesos to the dollar, and the govern-
ment had to cancel the auction of Tesobonos because
there would not be any buyers at reasonable interest
rates. On the same day, the Mexican Government
announced that it was preparing a new economic plan
that would be presented on 2 January 1995.

Clearly neither the Mexican authorities, nor the
U.S. Government, nor the IMF and other financial
institutions expected what happened: i.e., that foreign
investors —particularly holders of Tesobonos— were
not willing to roll over the government securities
they held. They wanted to cash them and convert
them into dollars as soon as they became due. Since
Mexico’s reserves plus the swap lines were consider-
ably lower than the amounts coming due in 1995, the
spectre of non-convertibility began to roam the halls
of Wall Street.

The absence of a clear and well-defined econ-
omic plan at the time when the peso was first deva-
lued added to the uncertainty. As has become more
evident in retrospect, however, the problem of lack of
credibility on the part of market agents was not sole-
ly due to the hesitancy of the Mexican authorities.
Had it not been for the US$ 17 biltion of Tesobonos
in the hands of foreigners, (with some US$ 10 billion

coming due in January alone), the US$ 18 billion of
foreign currency liabilities of local commercial
banks, all falling due in 1995, and so on, there
probably would not have been a financial debacle
following the devaluation.

3. The rescue package is increased

a) The increase in the funds provided under the

North American Framework Agreement

(“NAFA Plus”)

The realization that the source of the monetary
instability was the size of the short-term public debt
in the form of Tesobonos —and, more importantly, the
response to this realization— took a few days. First of
all, the U.S. and Mexican authorities realized that the
financial rescue provisions made under NAFA would
be insufficient. This prompted the arrangement of a
US$ 18 billion package announced on 2 January
1995. The package was composed of an expansion of
the U.S. swap facility set up under NAFA from US$ 6
billion to US$ 9 billion; # US$ S billion from other
governments through the Bank for International Set-
tlements; C$ 1.5 billion (then about US$ 1.1 billion)
from Canada, which also expanded its contribution
beyond the commitments under NAFA; and a potential
committment of US$ 3 billion from international
banks.

It was presumed at the time of the announcement
that the total of US$ 18 billion would calm the mar-
ket agents, since it covered the outstanding Tesobo-
nos held by foreigners coming due in 1995. However,
it did not take care of the certificates of deposit in
local banks and other short-term obligations coming
due in the year. It was assumed, or hoped, that a large
portion of them would be rolled over. This assump-
tion was not shared by Mexico’s creditors, however,
and the pressure on the peso continued unabated.
Through simple arithmetical calculations investors
estimated that payments coming due in 1995 (of
about US$ 50 billion, assuming that most of the
short-term public and private debt (except inter-bank
loans) would not be rolled over) were far greater than

4 Half of the additional US$ 3 billion came from the U.S.
Treasury under the “Temporary Exchange Stabilization Agree-
ment” (TESA), signed on 4 January 1995 and set to expire on 3
April 1995. The remaining US$ 1.5 billion came from the
Federal Reserve.
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the estimated resources available: international reser-
ves in the Banco de México were about US$ 6 billion
and the first international rescue package was equal
to US$18 billion. Consequently, the rescue package
plus the international reserves would barely cover
half of Mexico’s financial obligations for 1995, esti-
mated at not less than US$ 50 billion.*

By the end of the first week of January, it be-
came clear to Mexican Secretary of Finance Guiller-
mo Ortiz that the problem was much more difficult
than anticipated. The news on 6 January that some
Mexican banks were unable to renew the certificates
of deposit held by foreigners triggered another wave
of flight from the peso. It became obvious that there
would be great difficulties in rolling over any short-
term government debt coming due in the first part of
1995. At this time the Mexican authorities began to
discuss the terms of an agreement with the IMF and
explore other alternatives of support with the U.S.
Treasury.

The sentiment of the markets is well reflected in
an anecdote told by a high-level IMF official who
recounts that a fund manager stared at him with per-
plexity when told that the Mexicans had committed
themselves to a balanced budget for 1995. The fund
manager’s reply was a daunting question: had the
Mexicans included all the payments of the Tesobonos
coming due in 1995 in the expense side of the budget?
4. The USS 40 billion In loan guarantees
On 9 January 1995, the Mexican Government drew
US$ 500 million from the United States swap line
and C$ 83 million from the Canadian one. The Banco
de México used these resources to intervene in the
exchange rate market to stop the run on the peso.
However, the peso continued to slide. On 10 January
the dollar closed at 5.75 pesos, and stock markets in
Mexico and other places in the world were falling

45 The estimates of total dollar denominated short-term obli-
gations coming due in 1995 include: US$ 6.3 billion in amor-
tization of short-term public external debt; US$ 1 billion in
amortization payments to the IMF; approximately US$ 6 billion
in amortization of long-term external public debt; US$ 6.1
billion of non-bank private sector debt due to banks; US$ 2.1
billion of non-bank private sector debt due to non-banks; and
US$ 29 billion of Tesobonos (not classified as external debt
but denominated in dollars). Adding all this up yields a total
of US$ 50.5 billion coming due in 1995, assuming that the
USS$ 24.1 billion of interbank loans would be rolled over.

sharply.* That other markets reacted “in sympathy”
with Mexico’s is reflected by the evolution of the
stripped yields of Brady par bonds for Argentina,
Brazil, Bulgaria, Morocco, Nigeria, Poland and the
Philippines (Truman, 1996, figures 1 and 2).

Ted Truman, Director of the Division of Interna-
tional Finance of the U.S. Federal Reserve Board,
notes:

“When the crisis erupted, investors panicked, not

only investors in the Mexican stock market and

in Mexico debt instruments but also investors in
similar instruments issued by borrowers in other
countries, especially countries in the same part
of the world or perceived to be in similar circum-
stances. These contagion sales of assets were in-
duced by at least two types of forces. First, as
perceived risks rose and expected returns fell, indi-
vidual investors were induced to disinvest. Second,
institutional holders such as mutual funds faced
with actual or threatened redemptions were led to
liquify their holdings not only of Mexican paper
but also of the paper of other countries, espe-
cially if they could do so while limiting their

capital losses. ...” (Truman, 1996, p. 10).

Whether this was the prelude to a financial de-
bacle engulfing the whole of the developing world
can certainly not be proved. Nevertheless, there were
indications that such a scenario was possible. This
ominous possibility and the certainty that Mexico
was on the verge of financial collapse prompted
President Clinton 47 to announce, on 11 January, that
“..the United States is committed to doing what we
can to help Mexico through what is and should be a
short-term crisis. The impact of Clinton’s pro-
nouncement let itself be felt almost instantancously
in Mexico’s financial markets: the Mexican stock
market’s index, for example, reversed its downward
trend literally a minute after Clinton’s speech.

On the following evening Clinton announced his
proposal to request authorization from the U.S. Con-
gress to extend US$ 40 billion to Mexico in loan
guarantees: a package modelled on the US$ 10 bil-
lion in loan guarantees provided to Israel in 1992.4

4 The Mexican Stock Exchange closed down 6.26% on 10
January 1995 (Newsday Marketline).

47 Following preliminary consultations with the Congressional
leadership on the evening of 10 January 1995.

“8 Washington Post, 12 January 1995, Section A, p. 19.
4 Washington Post, 14 January 1995, Section D, p. 1.
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The President secured the support of the Congres-
sional leaders from both parties and, at least initially,
a relatively speedy affirmative vote seemed feasible.
This assumption turned out to be incorrect, however.
Members of Congress from both parties felt very un-
comfortable —to say the least— approving a sizeable
rescue package for Mexico at the same time that they
advocated austerity measures in the United States.
Moreover, many of the new Republican members
were isolationists and unsympathetic to NAFTA and
Mexico. The conditions to be requested from Mexico
began to mount and they eventually covered the en-
tire range of bilateral issues: migration, relations with
Cuba, extradition practices, narcotics trafficking, and
so on. Eventually it became clear that Congressional
approval of a bill that would also be acceptable to the
Mexican Government could not be secured, at least
in the foreseeable future.>

5. The IMF comes on board

It may be surprising that the “NAFA plus” assistance
package of US$ 18 billion announced in early
January did not involve the IMF. Officials from the
IMF did go to Mexico at the end of December, but the
Mexican authorities were reluctant to negotiate an
agreement with the Fund because they thought it
would send a signal of weakness. It was not that the
Mexican authorities disagreed fundamentally with
the IMF prescriptions, as had been the case with
Lopez Portillo in 1982. The main problem was the
message: couniries which went to the IMF were per-
ceived as having misbehaved. In the case of Mexico
in early 1995 the necessary message, at least in the
eyes of Mexican officials, was that the Mexican Gov-
ernment had been and would continue to be reliable.
The crisis of confidence, it was thought, was based
on misperceptions and an agreement with the IMF
could strengthen them. This resistance to the IMF
probably arose from the prevailing impression —in
retrospect, a wrong one— that the market’s reaction
was temporary and the situation would soon return to
normal: i.e., that short-term obligations coming due
in 1995 would be rolled over. *

50 For more details see the account in Montafio (1996).

51 This perception was shared by many analysts in Mexico. I
recall very vividly how at the end of January I had several
arguments with various colleagues, trying to convince them that
Mexico was facing a very serious economic crisis, perhaps the
most serious one in its post-revolutionary era.

The Mexican authorities” reluctance to go to the
IMF vanished when they realized that the panic of the
markets was in crescendo. In particular, they finally
became convinced that an agreement was necessary
when the incidents of the non-renewal of certificates
of deposits held in a Mexican bank occurred at the
end of the first week of January 1995. Around that
time, and shortly after the announcement of the
Mexican economic plan, Michel Camdessus, the
IMF’s Managing Director, said that the Fund would
begin negotiations with Mexican authorities. This an-
nouncement of an impending agreement with the
IMF, however, did not do much in terms of restoring
confidence in the markets.

On 26 January 1995, the IMF announced that
Mexico had requested an 18-month stand-by arrange-
ment for US$ 7.8 billion (equivalent to 300 percent
of Mexico’s quota). This agreement was prepared,
and the quantitative targets were set, under the as-
sumption that the US$ 40 billion in U.S. loan guaran-
tees would be approved. In essence, the agreement
included the same quantitative targets as the Mexican
economic plan announced on 2 January in terms of
fiscal cutbacks, but the Mexican Government agreed
to further tightening in the future if the evolution of
the exchange rate and current account deficit made it
necessary.

The problem with the IMF agreement was that
market agents were not convinced —and rightly so—
that the targets in the economic programme of early
January were credible.’? By the end of January the
assumption of an exchange rate of 4.5 new pesos to
the dollar and a predicted 19 percent yearly inflation
rate for 1995 seemed unrealistic. The endorsement of
those targets at the time probably caused more harm
to the IMF’s credibility than it helped Mexico’s.

6. The February 1995 rescue package

As mentioned above, towards the end of January it
became increasingly evident that the United States

2 1n reality, the IMF agreement included contingent provisions
in terms of tightening the fiscal adjustment, for example, in the
event that the outcomes in terms of the stability of the peso and
inflation were not achieved. However, the terms of these agree-
ments are always secret, and in this case, given the crisis of
confidence, it was considered inappropriate for the IMF to
openly question the Mexican programme from the start.
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loan guarantee package was not supported in Con-
gress and if submitted to a vote any time soon it
would face a defeat. The consequence of this was
another round of capital flight, and the peso began its
seemingly uncontrollable downward slide once
again. This led to the two most dramatic decisions of
this episode. On 31 January 1995, President Clinton
announced that he would use his executive authority
to provide Mexico with up to US$ 20 billion in loans
and loan guarantees through the Exchange Stabiliza-
tion Fund: the largest use ever made of this facility
and more than three times the size of the financial
assistance given to Mexico in mid-1982, if measured
in real terms. At the same time, Michel Camdessus
announced that the IMF would increase the 18-month
stand-by arrangement to US$ 17.8 billion: the largest
ever extended by the IMF both in terms of its value
and as a percentage of the country’s quota.”

In addition to the unprecedented contributions of
the U.S. Government and the IMF, the package would
include US$ 10 billion from other industrialized na-
tions through the BIS; US$ 1 billion from Canada;
US$ 1 billion in currency swaps from Argentina,
Brazil, Chile and Colombia (which did not materi-
alize), and US$ 3 billion in new loans from commer-
cial banks (which did not materialize either). The
total came close to US$ 53 billion. However, only the
US$ 20 billion from the U.S., the US$ 17.8 billion
from the IMF and the US$ 1 billion from Canada ac-
tually became available (table 2), plus loans from the
World Bank and the Inter-American Development
Bank totalling US$ 3 billion. Although the BIS loan
became available on paper it was not very helpful
because of the stringent restrictions on its use. In
reality, other industrialized nations viewed Mexico’s
financial troubles as a United States problem and
hence they were not eager to get involved; indeed, it
appears that some were even annoyed because they
were asked to help.

Of the total rescue package, the US$ 7.8 billion
from the IMF stand-by was made immediately avail-
able. One limitation of the rest of the funds was that
they would not be available all at once but in tran-

53 Current rules state that an IMF member can borrow an
amount equal to 100% of its quota per annum, with a cumulative
limit of 300%. The 1 February 1995 agreement was equivalent
to an unprecedented 688.4% of Mexico’s quota.

TABLE 2

Mexico: Financial rescue package, 1995 °
(Millions of dollars)

Total 48 800
United States 20000°
(Disbursements by February 1996) (13 500)
(Outstanding debt as of February 1996) (10 500) ©
(Outstanding debt as of August 1996) @3 500)
(Outstanding debt as of January 1997) None ¢
IMF 17 800 ©
(Disbursements by February 1996) (13 000)
(Outstanding debt as of December 1996) (11 500)
Canada 10008
(Disbursements; maximum) (350)
(Outstanding debt as of February 1996) None
BIS 10000"
(Disbursements) None

Source U.S. Department of the Treasury and Federal Reserve.

* Rescue package announced on 31 January 1995. The figures do
not include the initial contributions that failed to materialize.

® From Exchange Stabilization Fund; maximum amount potentially
available. Funds could be used in short-term currency swaps,
medium-term loans and security guarantees. For more details
see General Accounting Office (1996).

Shon term currency swaps; paid by Mexico in full.

¢ Medium-term swaps for US$ 10.5 billion coming due between
June 1997 and June 2000; paid off in advance in full.
¢ An 18-month stand-by agreement announced on 1 February
1995 Of the total, USS$ 7.8 billion was available immediately.

Flve-year loan with a 3V4 year grace period.
& Short-term swaps.

% Terms were too short-term and conditions too restrictive. Not
drawn by Mexico.

ches, and their availability would depend on Mexi-
co’s strict compliance with a set of economic condi-
tions and targets. In the case of the ESF loans, their
availability would also be affected by domestic pol-
itical factors in the United States. Due to the ve-
hemence of critics of the U.S. rescue package in
Congress, the Administration became increasingly
cautious in disbursing the ESF loans to Mexico,’
especially when, in general terms, the short-term
liquidity problem had been solved.

54 The attack on the Administration was spearheaded by Senator
Alfonse D’Amato, Chairman of the Senate Banking Committee,
who was virulently opposed to the rescue package. D’Amato
held several hearings at which the majority of the non-govern-
ment witnesses were very negative about the package and
Mexico. He also launched several bouts of attacks in the press
against the major players on the United States side.
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7. The terms of the U.S. assistance

The terms of the ESF-based US$ 20 billion U.S. pack-
age were formalized in the “U.S.-Mexico Framework
Agreement for Mexican Economic Stabilization”,
signed on 21 February 1995, which governed the
U.S. loan and loan guarantees package for Mexico.
The terms specified that disbursements can take
place for one year and can be renewed once for six
months.** As part of this agreement, and since the use
of ESF funds required an assured source of repay-
ment, the Mexican Government agreed to deposit the
proceeds of oil export sales by PEMEX and its two
export sales subsidiaries in a pass-through special ac-
count® at the Federal Reserve Bank of New York. 57

The “1995 Framework Agreement” also speci-
fied that Mexico was to be responsible for the pay-
ment of all costs, fees and expenses; reporting,
notification, and consultation requirements; and, in
the case of medium-term swaps, interest charges suf-
ficient to cover the U.S. Government’s credit risk
costs. Most importantly, under the agreement the
Mexican Government committed itself to comply
with the IMF programme and additional requirements
. set by the U.S. Treasury in its “Economic Policy
Memorandum” (Annex C of the Framework Agree-
ment). The latter essentially deepens the policy com-
mitments undertaken by Mexico in the IMF accord. In
particular, the Mexican Government agreed not to
intervene in the foreign exchange market by using its
international reserves but to stabilize the peso via fis-
cal and monetary policy. In addition, it agreed to
regularly disclose information on a number of vari-
ables and policy decisions in a systematic and trans-
parent way and proceed with structural reforms.

The announcement of the new rescue package at
the end of January halted the peso’s nosedive. How-
ever, the markets remained jittery until the Mexican
Government announced a new economic programme
with more realistic and credible targets on 9 March

55 The six-month extension was granted at the end of the first
year, and the agreement expired on 21 August 1996.

56 The pass-through quality of the account means that the pro-
ceeds do not accumulate as a stock. For more details on the
terms of the U.S. rescue package see General Accounting
Office, 1996, chapter 4.

57 See “Oil Proceeds Facility Agreement”, Annex A of the 1995
Framework Agreement.

1995, and the first drawing on the ESF funds took
place.%®

One important element that has received rela-
tively little public attention is the economic policy
conditions that the United States financial authorities
attached to the rescue package. In particular, U.S.
Treasury officials were convinced that in order to
stabilize the peso the Mexican authorities would have
to raise domestic interest rates to the point of genera-
ting positive returns even in the very short run. The
Mexican Government, in contrast, favoured the sta-
bilization route that had been pursued in 1983: i.c., a
larger depreciation of the peso and lower real domes-
tic interest rates, arguing that high interest rates
would deal a devastating blow to an already battered
banking system. The United States authorities were
concerned that further depreciation of the peso would
continue to erode market confidence, cause further
runs on that currency, and possibly lead to hyperin-
flation. Their worst nightmare was that the ESF loans
to Mexico would vanish in the form of capital flight,
at the same time that the peso would continue on its
downward slide. In the end, the views of the Depart-
ment of the Treasury prevailed, but the discussion
was far from smooth.*®

After the signing of the Agreement, and throughout
the period in which Mexico was still in debt to the
United States, the Department of the Treasury en-
gaged in activities of monitoring and surveillance
which in the past would have been the sole responsi-
bility of the IMF. In February 1995, for example,
the US. Treasury created a “Mexico Task Force”
whose purpose was to monitor Mexico’s economy and
economic policymaking. This should come as no sur-
prise. In 1982, the United States had lent the equival-
ent of US$ 5.7 billion in 1995 dollars and the
maturity of the loans was one year. In 1995, in con-
trast, the U.S. financial assistance was for up to
US$20 billion, and of the US$ 13.5 billion actually
disbursed, US$ 10.5 billion was in medium-term
swaps falling due between June 1997 and June

58 Because the Mexican Government wanted to obtain the en-
dorsement of the members of the old Pacto for the new pro-
gramme, it was not possible to announce the Mexican
programme at the same time as the Framework Agreement, and
this of course did not help confidence-building. In the end, the
Government was not able to secure the endorsement of the
members of the Pacto, because they disagreed with the austerity
measures, and it finally announced the programme unilaterally.

5 Whether this was the least costly stabilization path is a dis-
cussion which goes beyond the objectives of this paper.
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2000.% Given the size and the maturities of the cur-
rent lending programme, it is understandable that the
United States would want to monitor economic events
in Mexico much more closely than before.

8. Was the financlal assistance package a
success?

The success of the 1995 rescue package is evidenced
by two clear indicators. The first is the speed with
which the Mexican Government has been able to re-
turn to the international capital markets. As mentioned
above, as early as April 1995 a Mexican develop-
ment bank was able to borrow in the international
market, and between mid-1995 and early 1996
Mexico was able to raise about US$ 8 billion, with
the terms and maturities of the loans improving over
that period.® Moreover, although there were a few
additional incidents of market volatility, the peso has
achieved an acceptable degree of stability since
March 1995, and especially since November of that
year.%? Indeed, it may be noted that the rescue oper-
ation was so successful in restoring market confidence
that Mexico was able to pay off the whole of the
US$ 13.5 billion owed to the United States by late

IV

January 1997, although the original repayment sche-
dule provided for maturities between June 1997 and
June 2000. The second indicator of the rescue pack-
age’s success is that the possibility of the crisis
spreading to other countries in the region and other
regions as well was brought to a halt.®* In contrast
with 1982, the liquidity and confidence crisis was
limited to a single country: Mexico (Eichengreen and
Fishlow, 1996).

Nevertheless, despite all its accomplishments,
the financial rescue package was not able to spare
Mexico from a major recession, the worst since the
Great Depression. During 1995, Mexican output fell
by close to 7%, unemployment doubled to reach close
to 7%, and real wages contracted by 22%. Although
without the financial assistance the situation would
undoubtedly have been far worse, it is remarkable
that such a big financial support programme did not
translate into a softer landing of the Mexican econ-
omy. Explaining why this has been the case, how-
ever, is a topic beyond the purpose of this paper. The
important thing is that Mexico’s economic recovery
continues along the right lines, as witnessed by the
increase in output of over 5% in 1996.

Concluding remarks

The foregoing account brings out one fundamental
difference between the financial assistance packages
of 1982 and 1995. While the former was followed by
a decade of living in “exile” from the international
capital markets, the latter was successful in quickly
restoring market access. The difference in the out-
comes must be related to the size of the financial
package and its medium-term nature. As mentioned
above, in 1995 the fipancial rescue package was de-
signed to be large enough to plausibly solve Mexico’s
liquidity crisis; in 1982, in contrast, while the package

0 For full details of the payments programme for the medium-
term swaps, see table 2.

61 General Accounting Office, 1996, p. 140, and United States
Department of the Treasury, 1996.

2 Whether this stability in the exchange rate market will con-
tinue depends on a number of factors, some economic and some
political.

was large enough to avoid a Mexican default the
country was obliged for the next six years to go from
one rescheduling exercise to another, with the uncer-
tainty of whether it would be able to meet its obliga-
tions always lurking on the horizon. The 1995
package’s success must also be attributed to two other
factors, however. First, despite the external disequili-
brium in the years leading up to the crisis, the Mexi-
can economy was in far better shape than in 1982.
Second, the external environment was much more
adverse in 1982 than in 1995, with world interest
rates at record high levels and oil prices falling at a
time when oil exports represented 80% of Mexico’s
total exports.

63 Although Argentina had a sharp recession in 1995 it was able
to avoid a major crisis of confidence.
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To a large extent, the differences in the outcome
stem from the differences in the United States re-
sponse. In 1982, the U.S. Treasury organized a US$ 2
billion short-term loan only when Mexico’s reserves
were practically down to zero, despite repeated warn-
ings from the Mexican finance ministry. In addition,
the U.S. Treasury put the Mexican Government on
the spot by trying to extract a concessional price for
oil sales and large fees, thus showing not only politi-
cal insensitivity but also a lack of awareness of how
much it was in the United States’ interest to avoid a
Mexican default. While the U.S. Federal Reserve was
much more sympathetic to Mexico and well aware of
the systemic dangers of a Mexican default, the
chosen strategy did not solve the more fundamental
problem of that country’s overindebtedness.

In the more recent episode, U.S. support was pres-
ent even before the crisis. The Clinton administration
showed its commitment to help stave off attacks on
Mexico’s reserves as early as the Fall of 1993, when
during the Congressional vote on NAFTA the U.S. Ad-
ministration set up a US$ 6 billion swap arrangement.
In April 1994, after the assassination of Luis Donaldo
Colosio, the PRI Presidential candidate, anticipating
that the peso would be under pressure, the Clinton
administration —in collaboration with the Canadian
Government- transformed the swap line into a per-
manent arrangement. And in December of that year,
when Mexico was on the verge of a financial col-
lapse after the decision to devalue, the U.S. Adminis-
tration responded with a series of initiatives that
culminated in the unprecedented US$ 48.8 billion
financial rescue package, to which the only real con-
tributors were the U.S. government, with up to
US$ 20 billion, the IMF with US$ 17.8 billion, and
Canada with US$ 1 billion.*

Also, unlike 1982, this time the U.S. Administra-
tion did not try to extract from Mexico concessions
which were not warranted by market conditions, such
as asking that country to sell crude oil to the United
States at what was then a sizeable discount. More-
over, the U.S. Executive took a notable political risk
in rescuing Mexico. With a hostile and hypercritical
Congress that had implicitly rejected a Mexican res-
cue package in January, the Administration was
under a lot of pressure to design a programme that
would give quick results in terms of the peso’s sta-

64 The actual use made of these facilities is shown in table 2.

bility and would ensure the protection of U.S. tax-
payers’ money.

Why was the response of the U.S. Administra-
tion and the IMF so different in 1995 from what it had
been in 19827 Several important reasons can be
identified. First, the Clinton Administration had in-
vested an important share of political capital in
Mexico’s fate with its strong endorsement of NAFTA.
A collapse of the Mexican peso would have haunted
President Clinton throughout his re-election cam-
paign and turned the adoption of NAFTA —viewed by
many as a positive achievement— into a political em-
barrassment, with likely negative consequences for
the project of extending NAFTA and building a free
trade area in the Americas. Furthermore, the negotia-
tion of NAFTA brought the U.S. and Mexico closer
than ever before in institutional terms. Starting with
the Bush administration, and continuing with that of
Clinton, the two countries’ relationship evolved from
one characterized by distrust and resentment to a
more constructive and cooperative one.

Second, since de la Madrid’s Presidency, and es-
pecially under the Salinas administration, the Mexi-
can authorities had won the confidence and praise of
the United States Government and the international
community at large because of their commitment to
price stability and market-oriented reforms. Mexico
had become a model debtor and model reformer and
was constantly held up as a shining example for other
countries. For market-reform advocates, “letting
Mexico go” would in effect have meant admitting
that despite all their efforts and sacrifices, reforming
countries and governments could remain unrewarded,
opening the way for the return of political support for
populist policies. In contrast, in 1982 Mexico was
pursuing all the policies regarded as anathema: a large
fiscal deficit, widespread State intervention in the
economy, and closed trade and investment regimes.

Third, the difference in the response is explained
in part by the differences in the causes and nature of
the crises. Policy mistakes notwithstanding, the se-
verity of the markets’ reaction that followed the De-
cember 1994 devaluation was totally disproportionate.
This view was not only fully shared but actively pro-
pounded -at least in public— by key members of the
U.S. cabinet and high-level officials of the multilat-
eral institutions. In contrast, although the 1982 de-
bacle was triggered by adverse external conditions, it
was clearly rooted in fundamental domestic errors in
economic policy. Paradoxically, the markets were
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more tolerant with the mismanagement in 1982 than
they were in 1994,

Fourth, the memories of the “lost decade” which
followed Mexico’s 1982 suspension of payments was
fresh in most key policymakers’ minds at the U.S.
Federal Reserve Board, the U.S. Treasury Department
and the multilatera] financial institutions. The behaviour
of other Latin American —and even some non-Latin
American— markets in early January 1995 raised the
spectre of another crisis of systemic proportions:
something that people in the U.S. Government and
the multilateral agencies were not ready to risk. The
key players in the U.S. Government and the IMF de-
cided that it was better to be accused of taking unpre-
cedented actions than being blamed later for not acting,

However, as regards the U.S. response in 1982
and 1995, there are other factors that are equally im-
portant in terms of accounting for the differences.
The Clinton administration acted on the belief that
the government can and should play an active role to
correct situations where markets fail or where the
absence of government action can be very costly; this
contrasted with the “laissez-faire” ideology prevalent

in Reagan’s cabinet. Moreover, a financial collapse in
Mexico could result in increasing tensions between
the two nations, particularly as a consequence of the
impact of the economic crisis on migration flows.
To conclude, although the 1995 financial assist-
ance package accomplished the objective of solving
Mexico’s short-term liquidity crisis, one could argue
that it is unlikely that a similar programme can be
repeated in the future. Furthermore, even if it can, a
hasty and politically difficult response is not the best
option for handling another Mexican or Mexican-like
crisis in the future. Given the nature of today’s capi-
tal markets, similar crises are quite likely to occur.
Consequently, the need for the multilateral institutions
to implement crisis-prevention and crisis-management
mechanisms seems a natural corollary of the lessons
learned from the Mexican crisis. In addition, in the spe-
cific case of Mexico, preventing or managing future
crises may require closer policy consultation —espe-
cially between the United States and Mexico— and
perhaps different institutional mechanisms from
those existing before the peso crisis of 1995.
(Original: English)
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