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ABSTRACT

On 11 August, 1982, the Finance Minister of Mexico, Silvia Herzog informed the
International Monetary Fund that Mexico was unable to meet its principle payments to its
major creditors. The economic crisis that ensued affected not just Mexico but the entire
free market system. It marked a fundamental shift in development economics and altered
the economic systems in all but four Latin American countries. Since the onset of the
1982 Less-Developed—Countries (LDC) debt crisis, Mexico has suffered through
numerous economic crises further restraining their potential for economic growth. This
thesis examines the historical background leading to the onset of the 1983 LDC debt
crisis and the economic policies that the Mexican government and the international

community enacted to economically recover.
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l. INTRODUCTION

A. OVERVIEW

Why did the implementation of economic reforms in the 1980s and 1990s,
following the 1983 Less—-Developed—Countries (LDC) debt crisis and the 1994 peso
crisis, lead to slow economic growth in the Mexican economy? In an effort to
economically recover from the 1983 LDC debt crisis, as well as the 1994 peso crisis,
Mexico, with the assistance of several International Governmental Organizations (1GO),
implemented a series of structural economic reforms, fundamentally changing how the
Mexican economy functions.  Although some of the reforms were successfully
implemented, such as the liberalization of the Mexican economy, others were flawed
from conception. Due to this incorrect, inappropriate, or out of sequence implementation
of the economic reform measures (as designed by the International Monetary Fund [IMF]
and the Mexican Government), the Mexican economy has been trapped in a cycle of

underperformance and restrained growth.

B. IMPORTANCE

For a quarter century, the effects of the 1983 LDC debt crisis have impacted Latin
American countries. Due to the magnitude of the 1983 debt crisis in Mexico, new
economic policies and frameworks had to be developed. These policies eventually
became the basis for the Washington Consensus. This resulting framework has been

implemented in almost every industrializing country throughout Latin America. The



results have differed, sending some countries, such as Brazil, down the path towards
greatness (according to Goldman, Sachs & Co in 2001),1 and others, such as Ecuador,

towards perpetual indifference.2

The 1983 LDC debt crisis has been concluded for close to twenty—five years, yet
the underlying causes are still salient and continue to affect countries throughout the
developing world. A principle cause of the 1983 debt crisis proved to be the ability of
Mexico to borrow considerable sums of capital from the international community based
on future oil revenue. This is an accepted practice throughout the economic community,
however, it is still dangerous for countries whose primary source of revenue is highly
volatile; for those countries such as oil rich Venezuela and Peru, with their copper
exports, if they do not properly manage their capital inflows, it often times leads to
excessive borrowing. When the international price for their commodity drops, these
countries are left with large current account deficits. This large deficit, combined with
continuing low international prices, leads to an inability to repay lenders. This is what
occurred in Venezuela and in Peru (with an added variation in production costs in the
Peruvian case) in the late 1970s and early 1980s.3 By understanding these basic
economic concepts, countries have the ability to better manage their currency inflows and
avoid similar mistakes that resulted in almost 30 years of underperformance of the

Mexican economy.

Through the study of the 1983 LDC debt crisis and Mexico’s inability to fully
recover from it, this thesis will shed light on what went wrong in Mexico’s recovery and

what other countries can do to avoid the pitfalls that they experienced. Additionally, by

1 “BRIC: A Goldman Sachs Concept,” Goldman Sachs, http://www2.goldmansachs.com
/gsam/individuals/products/growth_markets/bric/bric_concept/index.html (accessed on 15 December,
2011).

2Samantha Newport, “Did the IMF Drop the Ball in Ecuador? (int'l edition),” Business Week, 24
January, 2000. http://www.businessweek.com/2000/00_04/b3665160.htm (accessed on 15 December,
2011).

g “Peru: Export and Import Structures,” Country Data, http://www.country-data.com/cgi-bin/query/r-
10274.html (accessed on 15 December, 2011); Country Studies Series, “Peru - The Economy,”
Mongabay.com, http://www.mongabay.com/reference /country_studies/peru/ECONOMY .html (accessed
on 15 December, 2011).



examining the errors made in Mexico, the IMF, World Bank and other IGO’s can further
develop or refine their existing tactics and policies as they relate to the default of

international debt.

Not only is the 1983 LDC debt crisis an economically salient issue, it is also
politically relevant. The LDC debt crisis highlighted a myriad of political and social
issues that Mexico needed to address. These social and political issues range from
increasing efficiency and decreasing corruption in the Mexican judicial system, to
educational reforms required to raise the standard of human capital. Social scientists
from varying disciplines agree that until these issues are corrected, or at least addressed,
Mexico’s economy will continue to be plagued by slow economic growth.

C. PROBLEMS AND HYPOTHESES

Given the extensive literature that is available on the LDC debt crisis, there is no
shortage of answers in regard to this question, yet all of them have fallen short; Mexico’s
economy is still trapped in a cycle of underperformance and restrained growth.4 There
are several different possible answers as to why Mexico is experiencing slow economic
growth. One argument states that due to the rapid economic liberalization that Mexico
experienced following the LDC debt crisis, their economy became increasingly exposed
to the international market, thereby making it considerably vulnerable to external
variables.> Another possible hypothesis focuses on political explanations. The PRI
(Institutional Revolutionary Party) has had a strong hold on Mexican politics for sixty—
six years and until they are no longer in control of the Mexican political machine, their
economy will continue to perform at substandard levels. Even though the PRI lost the
2000 presidential election, they are still a strong player in Mexican politics; this argument

focuses on favoritism, corruption and the PRI’s role in Mexican economic decisions.

4 Suarez-Mier, Manuel. “Mexico’s Embassy to the United States. Why Is Mexico Not Growing
Faster?,” 1.
5 Blecker, “External Shocks, Structural Change, and Economic Growth in Mexico, 1979-2007,” 1.
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Until these issues are addressed, the Mexican economy will continue to be
underproductive as a result of the inefficiencies that accompany corruption.6 A third
argument focuses on a different cause of inefficiency; the economic inefficiencies that are
the result of monopolistic and oligopolistic competition. Through abnormalities in the
international economic system, monopolies and oligopolies inflate the value of their
goods, thereby producing deadweight loss. The presence of this deadweight loss causes
inefficiencies in the international and national economic system.  Until these
monopolistic and oligopolistic firms are dealt with, the Mexican economy will continue
to be underproductive, thereby restraining economic growth.’ A final possible
hypothesis centers on the idea that the reforms that were implemented in the 1980s and

1990s restrained economic growth.8

D. LITERATURE REVIEW

Scholars such as Douglas North, Jeffry Frieden and Sidney Weintraub, as well as
many others, have published works that examine why the Mexican economy has been
trapped in a cycle of underperformance. Even though considerable research has been
completed on the topic, and numerous answers have been postulated, the Mexican
economy remains trapped in an underproductive cycle that lacks economic growth.
These possible explanations can be grouped into three categories; economic, social, and a

mixture of the two called socioeconomic.®

When looking at the economic arguments that have been presented, one of the
most cited explanations focuses on external shocks to the economy. More specifically,
the rapid economic liberalization that Mexico experienced following the 1983 LDC debt

crisis caused their economy to become increasingly exposed to the international market,

6 Elizondo and Santiso, Killing Me Softly, 2.
7 Lieberman, Introduction to Economics, 200-206.

8 Looney, Mexico on the Ropes, 60; Esquivel and Hernandez-Trillo, “How Can Reforms Help Deliver
Growth in Mexico?,” 193.

9 The numerous explanations have been grouped into three classifications to assist in the organization
of the large amount of literature present on the subject.

4



thereby making it considerably vulnerable to external variables. This is the basis of
Robert A. Blecker’s article, External Shocks, Structural Change, and Economic Growth
in Mexico, 1979-2007. He argues that, “Mexico’s various policies of opening and
liberalization have made the country’s growth highly vulnerable to certain external
constraints or “‘shocks” since the late 1970s.”10 His argument is not the only one based
on external variables. Some argue that due to Mexico’s liberalization and integration into
the North American Free Trade Agreement (NAFTA), the Mexican economy has become

too dependent on external economies, namely the United States.11

The generally accepted rebuttal to these arguments is that through diversified
trading partners, as well as product diversity, any country has the ability to minimize their
GDP volatility.12 Mexican leaders understood this concept and have taken measures to
diversify their export’s markets. The export portfolio of any country is always changing,
however in 1986, Mexico was accepted into the General Agreement on Tariffs and Trade
(GATT; the predecessor to the World Trade Organization [WTQ]), and in 1994, NAFTA
was signed into existence.13 As for a rebuttal to Sidney Weintraub’s argument regarding
the ineffectiveness of NAFTA, the success of the free trade agreement is undoubtedly
positive for all three countries, but especially for Mexico. “Mexico used its NAFTA
membership to effectively shift away from a heavy dependence on oil exports and
towards a more diversified mix of higher value—added goods over the past two decades
(once again proving that through trade diversification, the Mexican economy is better
off).”14 Additionally, a 2005 report published by the World Bank stated that, “Mexico’s
global exports would have been about 50 percent lower and foreign direct investment

(FDI) would have been about 40 percent less without NAFTA. Furthermore, the amount

10 Blecker, “External Shocks, Structural Change, and Economic Growth in Mexico, 1979-2007,” 1.
11 Weintraub, “An Economic Storm Hits Latin America,” 60.

12 jansen, Lennon, and Piermartini, Exposure to External Country Specific Shocks and Income
Volatility, 15.

13 Background notes on Mexico. U.S. State Department.
http://www.state.gov/r/pa/ei/bgn/35749.htm#econ (accessed 11 November, 2011).

14 Wise, “The North America Free Trade Agreement,” 145.
5



of time required for Mexican manufacturers to adopt U.S. technological innovations was
cut in half . . . NAFTA made Mexico richer by about 4% of its gross domestic product
(GDP) per capita.”1> Even though the Mexican economy suffers from external shocks,
through the use of free trade agreements, they have mitigated their risks, producing a

more stable economy.

Another possible economic explanation as to why the Mexican economy has not
produced the growth that was expected following the LDC debt crisis, can be found in
Gerardo Esquivel and Fausto Hernandez—Trillo’s chapter in Growing Pains in Latin
America; An Economic Growth Framework as Applied to Brazil, Colombia, Costa Rica,
Mexico, and Peru. They state that, “the economic reform process has gone too far and
that it has been unable to break the stranglehold of existing economic interest groups, and
may even have made them more powerful. This line of analysis concludes that the
reform process should not continue and that some reforms may even need to be
reversed.”16 Esquivel and Hernandez—Trillo do mention this line of reasoning is not well
traveled in academic circles; however, the Mexican populace feels this is the underlying

cause of their country’s slow growth.

This argument could not be farther from the truth. Had Mexico continued their
import substitution industrialization (IS1) policies, the country may have transitioned into
a failed state. Even scholars, such as Evelyne Huber, who is critical of neo-liberal
economic policies understands that, “If the counterfactual is no reforms at all, i.e., a
continuation of the ISI model as it was pursued from the 1950s to the 1970s, including
what Michael Walton calls the "old-style populist redistributive agenda” (see Walton in
this volume, 178), then the assessment of successes looks more favorable.”17 This
viewpoint is supported by several IGO’s to include the World Bank and the IMF. When

15 Lederman, Mahoney, and Serve’n, Lessons from NAFTA, 2.
16 Esquivel and Hernandez-Trillo, “How Can Reforms Help Deliver Growth in Mexico?,” 193.

17 Huber and Solt, “Successes and Failures of Neoliberalism,” 150.
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viewing the Mexican current account deficit leading up to the financial meltdown that
occurred in August of 1982, it would be impossible to continue without considerable

foreign assistance.18

An additional set of explanations that has been posed is based not on economic
variables, but on social explanations. This list is supported by countless scholars, social
scientists, and social economists to include Larry Diamond and Stephen Morris. Some
items on the list include, but are not limited to: poverty, corruption in all levels of the
government, the war on drugs, a lack of educational opportunities and/or quality of
education, lack of sufficient health care, and lack of an effective judicial system. Even
though none of these individual variables are sufficient to cause a lack of economic
growth in Mexico, together they do represent a serious set of problems that must be

addressed if Mexico hopes to increase their rate of growth.

Poverty is a considerable problem in Mexico and must be addressed. According
to David Mayer—Foulkes’ article The Human Development Trap in Mexico, growth will
not return until human capital has been fully exploited. He claims that due to an
underutilization of the provided school system, coupled with low levels of early
childhood nutrition and poor health in adults, Mexico has developed a “long term,
intergenerational, low human capital accumulation trap.”1® Until this problem is
resolved, the foundations that Mexico requires to stimulate growth in their economy will

continue to prove elusive.20

Corruption is a problem that has plagued Mexico since its independence in
August 1821, however, the level of corruption dramatically increased during the seventy
plus years of single party rule through the PRI. The most frequently cited hypothesis
follows the argument of Paolo Mauro’s article, Corruption and Growth. He finds that,

18 Boughton, Silent Revolution, 290.
19 Mayer-Foulkes, “The Human Development Trap in Mexico,” 1.

20 Mayer-Foulkes, “The Human Development Trap in Mexico,” 1.

7



“Corruption lowers private investment, thereby reducing economic growth.”21 Several
Latin American scholars have followed his premise, including Carlos Elizondo and Javier
Santiso’s work on legal corruption, which focuses on certain entities, “privileged position
to appropriate expenditure or avoid taxes,”22 to Stephen D Morris’ article, which focuses
on the traditional illegal corruption in the Mexican Government.23 Mexico is not the
only country that is experiencing problems with corruption. According to the 2011,
Corruption Perception Index, Mexico is a 3.0, Brazil is a 3.8, and India is a 3.1 (10
represents no corruption and O represents complete corruption).24 This shows corruption
alone is not enough to reduce a country’s overall economic growth, however, in

combination with other socioeconomic factors, it presents a strong effect.2°

The same concept is present when viewing Mexico’s War on Drugs as it effects
economic growth. Although the War on Drugs effects economic growth, it alone does
not represent the final solution. Authors such as Gideon Rachman believe that Mexico
would be on par with the BRICS if it were not being held back by it drug problems.26 He
is not alone in his assessment; the Wharton Business School published an article that falls
directly in line with Rachman’s thinking. They believe that this War on Drugs, “is

threatening the country's [Mexico’s] economic health and causing multinationals to

21 Mauro, “Corruption and Growth.” 3.
22 Elizondo and Santiso, “Killing Me Softly, 2.
23 Morris, “Corruption and the Mexican political system, 635.

24 «Corruption Perceptions Index 2011,” Transparency International,
http://cpi.transparency.org/cpi2011/results/ (accessed on 10 January, 2012).

25 Bannon, “The Fight Against Corruption: A World Bank Perspective,” (Paper prepared as part of the
Consultative Group Meeting for the Reconstruction and Transformation of Central America, May 25-28,
1999, Stockholm, Sweden).
http://www.iadb.org/regions/re2/consultative_group/groups/transparency_workshop6.htm (accessed on 11
November, 2011).

26 Gideon Rachman, “Why Mexico Is The Missing BRIC,” Financial Times-UK,
http://www.ft.com/intl/cms/s/0/36d846a6-1a9a-11df-bef7-00144feab49a.html#axzz1dWJOcUxb (accessed
on 11 November, 2011).



examine closely how they operate and invest in Mexico.”2’ Although both of these
publications are correct, the same could be said for Brazil. “Brazil is the second—largest
consumer of cocaine in the Americas” as well as, “Latin America’s largest market for
opiates or opioids.”28 Even though Mexico’s War on Drugs affects their economic
growth rate, once again, it is not the singular cause of the sluggish Mexican economy.

A strong educational foundation has been considered an essential building block
for economic growth in any country. This idea has been postulated through various
endogenous—growth models. The theory states that by increasing the quality of
education, a country can increase its potential for growth.2® This theory has proven to be
true in various studies through the use of empirically based research. In David M. Gould
and Roy J. Ruffin’s article What Determines Economic Growth, the idea of new product
innovation is tied to increased economic growth. Three different studies (Lucas 1988,
Romer 1990, and Gorssman and Helpman 1991) have shown that as the accumulation of
human knowledge increases, so does growth. This can be attributed to “a relatively large
stock of capital, a large educated population, or an economic environment that is
favorable to the accumulation of human knowledge.”30 Additionally, studies conducted
by “Barro (1991), Mankiw, Romer, and Well (1992), Levine and Renelt (1992)...have
found evidence suggesting an educated populace is a key to economic growth. A larger
educated work force may increase growth either because of faster technological progress,
as individuals building on the ideas of others, or by simply adding to the productive
capacity of a country.”31 Even though these studies only briefly address the Latin

American region (Guatemala is the only Latin American country that is studied), Elsa—

27 “Mexico's Drug War: The Battle to Remain Safe, Low-cost and Competitive.” Knowledge
@Wharton, http://knowledge.wharton.upenn.edu/article.cfm?articleid=2589 (accessed on 11 November,
2011).

28 “Brazil Drug Addiction and Treatment,” Narconon International, http://www.narconon.org/drug-
information/brazil-addiction-treatment.html (accessed on 15 December, 2011).

29 Brown, Principles of Economics, 871.
30 Gould and Ruffin, “What Determines Economic Growth,” 30.
31 Gould and Ruffin, “What Determines Economic Growth,” 33.

9



Sofia Morote’s work titled, Higher Education, Employment and Economic Growth:
Mexico and Peru focuses directly on Mexico. Her study confirms the claims previously
made by economists that quantity and quality of education are important foundations for
economic growth.32 Even if one does not agree with the new endogenous growth
models, the traditional model for growth, titled the Solow growth model, also holds an

important, albeit, supporting role for human capital accumulation. 33

Effective judicial systems have long been touted as key principles of economic
growth. Scholars such as Richard E. Messick, argue that a, “well-performing judiciary is
important for economic development.”34 Even though this concept has been present in
the development and democratization literature for several years (see Larry Diamond’s
work on “Consolidating Democracy in the Americas.”),35 only since the early 1990s have
the 1GOs that oversee judicial reform taken it into account. This new found emphasis
placed on institutions is in direct response to the lack of growth experienced in several
Latin American countries following the implementation of the Washington Consensus in
the 1990s.36

The final classification considers the possibility that economic or social
explanations alone do not possess the tools that are required to solve a problem of this
magnitude. Socioeconomic explanations combine individual aspects of both previously

mentioned policy prescriptions to address the lack of growth in Mexico.

In 1944 Karl Polanyi published, The Great Transformation: The Political and
Economic Origins of Our Time. Polanyi’s argument, as summarized by Joseph Stiglitz in

the foreword, states, “Self-regulating markets never work; their deficiencies, not only in

32 Morote, “Higher Education, Employment and Economic Growth: Mexico and Peru,” 10-11.
33 Gould and Ruffin, “What Determines Economic Growth,” 33.
34 Messick, “Judicial Reform: The Why, the What, and the How,” 1.

35 Diamond, “Consolidating Democracy in the Americas,” 18-19; This idea is also present in Linz and
Stepan, Problems of democratic transition and consolidation: Southern Europe, South America, and Post-
Communist Europe (Baltimore: Johns Hopkins University Press, 2006).

36 Woo, “Serious Inadequacies of the Washington Consensus, 18-31.

10



their internal workings but also in their consequences, are so great that government
intervention becomes necessary; and that the pace of change is of central importance in
determining these consequences.”37 This argument turned the free market world of
Adam Smith upside down and has become the basis for all future socioeconomic

literature.

In recent years, Polanyi’s work has been adapted and scholarship has focused on
institutions and the role they play in sustained or reinvigorated economic growth. The
Nobel Prize winning Douglas North’s 1993 work on institutions and their role in
economics is still considered groundbreaking work. He argues that changes must be
made to the neoclassical model to account for institutions and the role they play in long
term economic growth. He illustrates this point by looking at the differences between the
Mexican and United States economies. According to North, the current neoclassical
model does not account for the difference in long term economic performance given the
free market system. The only method to account for these differences is through the
inclusion of institutions to the current free market based neoclassical model.38 Other
scholars have further developed and adapted the works of Polanyi and North to suit their

area of expertise.

One such scholar is Jeffry Frieden. In his influential work, Debt, Development
and Democracy: Modern Political Economy and Latin America, 1965-1985, he examines
how politically designed economic policies affected the 1983 LDC debt crisis. He
discovers that different economic interest groups placed considerable stress on each of
five Latin American countries during the 1980 debt crisis, which had long lasting,
adverse effects on the political landscape, as well as the economic future of all five

37 stiglitz, “Foreword,” vii.

38 North, Institutions, Institutional Change and Economic Performance, 107.
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countries.3® Even though Frieden focuses on more of the economic indicators, he

understands that social variables are equally important in explaining economic growth.40

Peter Evans article compares the East Asian newly industrializing countries
(NICs) with Latin American states through the lens of dependence theory. His work
argues that even though both groups of countries formed a triple alliance between private
capital, transnational capital, and the state, the reason the East Asian NICs economies
grew at a more substantial rate when compared to the Latin American states, is based on
greater state intervention.4l This increased state intervention allowed the East Asian
NICs to overcome the, “negative consequences of dependence.”42 This theory was tested
on Marcus Kurtz’s work on Chile. In “State Developmentalism Without a
Developmental State: The Public Foundations of the ‘Free Market Miracle’ in Chile,”
Kurtz claims that increased state intervention led to the success of three nontraditional
exports in Chile.43 Even though both Evans and Kurtz’s work on increased state
intervention is not based on Mexico, they both are excellent examples of socioeconomic
alternatives to the purely economic approach of neo—liberal reforms.

Stephan Haggard argues that, “variations in the social organization of agriculture,
the timing of labor mobilization, and the interests and strength of domestic entrepreneurs
provide the permissive social conditions underlying the divergent development
trajectories of...Mexico.”44 Even though his phrase, “permissive social conditions” is
ambiguous by nature, it shows that more than just economics plays a role in the growth of
the Mexican economy.

39 Freiden, Debt, Development, and Democracy, 3.

40 Freiden, Debt, Development, and Democracy, 4-5.

41 Evans, “Class, State, and Dependence in East Asia: Lessons for Latin Americanists,” 221.
42 Evans, “Class, State, and Dependence in East Asia,” 212.

43 Kurtz, “State Developmentalism Without a Developmental State, 1.

44 Haggard, “The Newly Industrializing Countries in the International System,” 346.
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Manual Pastor and Carol Wise argue that the success of Mexico’s trade reform in
the 1980s was due to the organizational overhaul of Mexico’s government at the state
level.4> Even though institutions are important in explaining trade policy and subsequent
growth in Mexico, they feel that it is only part of the story. Like Friedman, they argue
that global political-economic structures, as well as institutions, are key in explaining
Mexico’s growth and trade policy following the 1983 LDC debt crisis.46

Pamela Starr loosely follows the analytical framework that Freidman describes in
his Debt, Development, and Democracy: Modern Political Economy and Latin America,
1965-1985. Pamela Starr follows Friedman’s framework by theorizing that in order for
economic policies to be effective, they must be properly constructed. The body that
constructs and recommends these policies is a political entity. Therefore, in order to
achieve lasting, and meaningful economic change (as was needed in Mexico following in
the 1983 LDC debt crisis and the 1994 peso crisis), “political decentralization, judicial
reform, public administration, civil society” and other socioeconomic institutions need to

be included in the reform process.4?

This thesis is not attempting to refute the fact that these socioeconomic variables
have undoubtedly played a role in Mexico’s lack of growth; they surely have, however,
even if all of these socioeconomic conditions were corrected, Mexico still would not have
grown. The reforms of the 1980s and 1990s were insufficient and poorly implemented.
The Mexican economy was thus trapped in a cycle of underperformance and slow
growth.

E. METHODS AND SOURCES

An in depth historical approach will be required to answer why Mexico’s economy is
lacking growth. Research will be conducted on both the 1983 LDC debt crisis, as well as

45 pastor and Wise, “The Origins of Mexico’s Free Trade Policy,” 182.
46 pastor and Wise, “The Origins of Mexico’s Free Trade Policy,” 470.

47 Starr, “The Political Economy of Reform in Latin America, 225.
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the 1994 peso crisis. In addition to the historical review of the actual crises, the
subsequent policies that were implemented in the 1980s and 1990s will also be reviewed.
In general, the policies that were implemented can be grouped into two general
categories: economic and political. This thesis will focus mainly on the economic
reforms. By showing that the economic reforms were poorly implemented, this thesis
will show the dangers of following an economic framework in a haphazard manner. The
IMF and World Bank policies were designed to work in conjunction with each other
hence any deviation from complete implementation will result in a failed economic
policy. Following the historical review of the crises, this thesis will study each of the sub
categories of economic reform and determine if the reforms were implemented properly
and more importantly, fully. If all of the policies were implemented correctly, then the
reforms should have resulted in economic growth. If they were not implemented
correctly, then the policies should have failed. Once a determination has been made on
each of the subcategories, the overall economic framework and reform policies can be
judged as successful or unsuccessful. If one or all of the categories are determined to be
unsuccessful, an attempt will be made to point to a reason why the method of
implementation was unsuccessful and recommend a policy to correct the deficiency. As
is always the case, there is some basic level of background, or theoretical information that

is necessary to understand each subcategory.

F. THESIS OVERVIEW

Chapter I will be an introductory chapter and will contain a revised version of this
thesis proposal. Chapter Il examines the causes of the 1983 LDC debt crisis and the 1994
peso crisis as it relates to Mexico. There is an inherent need to be well versed in the 1983
LDC debt crisis to determine why the 1994 peso crisis occurred, as well as why Mexico
has experienced sluggish economic growth. The cause of the 1983 LDC debt crisis will
directly relate to the type and methods of implementation of the economic reforms that
were recommended by the IMF and World Bank. Chapter 11l delves into the actual
reforms that were recommended. The economic reforms that were enacted in Mexico are

a direct result of the policies of ISI. Due to this reason, a historical discussion will be
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conducted in regard to the ISI model of development and the problems that it entails.
The economic reforms can be broadly grouped into five categories; Trade Liberalization
(Section B, Chapter Il1I), Combat of Monopoly Power (Section C Chapter IlI),
Controlling Inflation (Section IV Chapter 111), Structural Changes in the Tax System
(Section V, Chapter 111), and the Banking Reform (Section VI, Chapter I1l). Each of the
individual sections concerning the structural reforms that were enacted will look at the
principles of the related economic theory, the nature of the problem that Mexico faced in
their dealings with each problem, and the actual policy. Chapter IV will address the
weakness of each of the reforms that were enacted and why the policies did not work.
The conclusion (Chapter V) of this thesis is concerned with what is the next step in
restoring growth to the Mexican economy. In this section of the thesis, a discussion of
the socioeconomic problems that were briefly introduced in the literature review will be
conducted, specifically concerning why they are important in an economic recovery plan.
More importantly Chapter V will review the findings of the thesis and show how they
could be applied in future policies of NGO/IGQO’s to help countries in their economic

recovery.
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II. BACKGROUND

A. INTRODUCTION

Chapter Il serves to provide a historical overview of the 1983 Less—Developed—
Countries (LDC) debt crisis, the economic reforms that followed, and the role those
reforms played regarding the onset of the 1994 peso crisis. Even though no major
analysis is conducted in this chapter regarding the onset of both financial crises; several
contributing factors immediately become apparent. First, as in most countries that
contain significant natural resources, oil futures played a considerable role in the inflow,
and subsequent outflow of foreign capital. Second, the lack of transparency present
throughout the Mexican financial institutions greatly influenced severity of both crises.
Finally, many of the reform packages that were implemented following the 1983 debt
crisis were being put into practice in the real world for the first time. Even though there
had been numerous financial crises throughout history, the international financial
institutions had not developed the tools needed to cope with a crisis on such a scale as
Mexico represented. This led to considerable delays due to ineffective management on
an international scale. By the end of Chapter 11, the historic foundations will be in place,

allowing the economic analysis of the reform packages to begin.

B. HISTORY OF THE LESS-DEVELOPED-COUNTRY DEBT CRISIS

This section focuses on the background knowledge that is required to analysis the
1983 LDC debt crisis and the 1994 Peso crisis. By delving into the history of the events
leading up to both crises, a better understanding can be achieved that will aid in the
critical review of the economic reform packages that were designed to place Mexico back
on a path towards sustained economic growth. This section has been subdivided into
several segmented periods of time. The first segment covers from 1973 to 1979. The
second is from 1979 until the start of the LDC debt crisis in Mexico in August 1982. The
third starts with Mexico’s announcement that their economy was insolvent in August

1982 and continues until the installation of the Baker Plan in late 1987. The final period
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covers the implementation of the Baker Plan. Given the fact that the reforms that were
implemented throughout the 1980s, are contributing factors to the 1994 Peso crisis,
separating the two events becomes problematic, however, experts such as Nora Lusting,
Robert Looney, and Timothy Curry feel that by the end of the decade, the crisis was for

the most part, under control.48

Before proceeding with the historical narrative of the LDC debt crisis, it is
important to understand how the loans that Mexico was receiving were structured. Most
of the loans to the Mexican economy were processed through the Eurodollar Market.
Due to this fact, the terms of the loan were negotiated using United States dollars.
Furthermore, because United States dollars were the currency of the loan, they had to be
repaid using United States dollars. As the interest rate climbed in the U.S., the amount of
money that was required to pay back the loans was in essence, growing.4® In addition to
the interest rate component of the Eurodollar loans, a great majority had a medium to
long term maturity. Finally, the terms of the loan were constructed around the London
Interbank Offer Rate (LIBOR), not United States dollar interest rates.0

Why start the historical narrative in 1973? Given the fact that Mexico’s economy
is heavily dependent on oil exports, it seems only logical to start in October of 1973; it
was then that the Organization of Arab Petroleum Exporting Countries (OAPEC) raised
the price of crude oil 70% while simultaneously cutting production at a 5% a month rate
until certain political objectives were met.51 Because Mexico was not a member country
of OAPEC, they were not limited by the terms of the embargo.>2 This allowed Mexico to

export oil at an increased percentage thus fueling their unprecedented economic growth.

48 ustig, Mexico: The Remaking of an Economy, vi; Looney, “Politics of Global Economic
Relations,” Class Lecture.

49 Curry, An Examination of the Banking Crisis of the 1980’s and Early 1990’s, 192-195.
50 Curry, An Examination of the Banking Crisis of the 1980’s and Early 1990’s, 192-195.
51 Yergin, The Prize: The Epic Quest for Oil, Money, and Power, 589.

52 “OAPEC Members,” Organization of Arab Petroleum Exporting Countries,
http://www.oapecorg.org/en/aboutus /members.htm (accessed on 21 August 2011).
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In 1973 alone, Mexico’s real Gross Domestic Product (GDP) grew at an amazing
7.86%.53 This is well above the world GDP average growth rate of 6.61% in 1973.54
This high preforming economy, fueled by increased oil revenues, made the Mexican
economy a prime target for foreign investment.®> Foreign banks and multinational
corporations were sitting on large sums of capital (in large part due to the Eurodollar
Market) and were in search of a good investment.56 With the amazing growth that was
occurring throughout Latin America, GDP averaging anywhere from 4-6% annually, the
banks and multinational corporations decided to invest strongly in Latin American
countries.®’ Even though the embargo implemented by OAPEC ended in March of 1974,
oil prices stayed at an elevated level throughout the decade; peaking at close to $38 per
barrel in 1980 (this is equivalent to approximately $103 per barrel in today’s market).58
Because of this steady increase in oil prices throughout the 1970s, Mexico appeared to
have no issues servicing its ever increasing foreign investment debts. Because Mexico
was a net oil exporter, they were able to offset their increasing debt payments to foreign
banks and multinational corporations using their increased oil revenue. Because Mexico
was able to continue to service their debts, or balance their payments, foreign banks and
multinational corporations continued to increase the amount of money they were lending

to them; thus creating a cyclical effect based on a fairly unstable export economy.>®

53 Google Public Data Explorer Labs, World Development Indicators (subset),
http://www.google.com/publicdata/explore?ds=d5bncppjof8f9_#!ctype=I&strail=false&bcs=d&nselm=h&
met_y=ny gdp_mktp_kd_zg&scale_y=Ilin&ind_y=false&rdim=region&idim=country:MEX&ifdim=region
&tdim=true&hl=en_U.S.&dl=en_U.S. (accessed on 04 April, 2012).

54 Google Public Data Explorer Labs, World Development Indicators (subset),
http://www.google.com/publicdata/explore?ds=d5bncppjof8f9_#!ctype=I&strail=false&bcs=d&nselm=h&
met_y=ny gdp_mktp_kd zg&scale y=lin&ind_y=false&rdim=region&idim=country: MEX&ifdim=region
&tdim=true&hl=en_U.S.&dl=en_U.S. (accessed 04 April, 2012).

55 Curry, An Examination of the Banking Crisis of the 1980’s and Early 1990’s, 192.
56 Curry, An Examination of the Banking Crisis of the 1980’s and Early 1990’s, 192.
57 Beek, “Commercial Bank Lending to the Developing Countries,” 1.

58 “Hjstorical Crude Oil Prices (Table)” Inflation Data.com,
http://www.inflationdata.com/inflation/inflation_rate /historical_oil_prices_table.asp (accessed on 21
August 2011).

59 Curry, An Examination of the Banking Crisis of the 1980’s and Early 1990’s, 192.
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Following the oil crisis of 1973, the world experienced a recession starting in 1974 that
lasted through 1975. But because Mexico’s economy was based on an ISI model, in
addition to being an oil exporting country, they did not feel the effects of the recession
like a free market economy or oil importer did. Mexico’s real GDP growth rate did drop
from 7.86% in 1973 to 5.74% in 1975; however, the world average for the same time
period decreased from 6.61% to 1.09%.60 Mexico was able to mitigate this drop in GDP
growth due to increased oil production and subsequent oil exportation. From 1970 to
1980, Mexican oil production increased from 500,000 barrels per day (BPD) to over 2
million BPD.61 Following the recession, things continued, relatively unchanged for
Mexico until 1979.

The second phase of the narrative begins just as the first; with a major financial
shock to the global economic system. This occurred in 1979 with the second (or 1979) oil
crisis. Due to a violent regime change in Iran, Iranian oil supply to the United States was
at first limited, then suspended all together.62 Just as before, Mexico was able to increase
production just as prices for oil were at their highest in nearly a decade. In the United
States, the reduced oil supply proved to be just another problem for the struggling
economy. Since 1978, the U.S. economy had been plagued by under productivity, high
rates of unemployment, and increased inflationary pressure. In order to promote growth
and break the cycle of general stagflation, the United States Federal Reserve, under the

new leadership of Paul Adolph Volcker, Jr., increased interest rates from 5.67% in 1980

60 Google Public Data Explorer Labs, World Development Indicators (subset),
http://www.google.com/publicdata/explore?ds=d5bncppjof8f9_#!ctype=I&strail=false&bcs=d&nselm=h&
met_y=ny gdp_mktp_kd zg&scale y=Ilin&ind_y=false&rdim=region&idim=country: MEX&ifdim=region
&tdim=true&tstart=8060400000&tend=323679600000&hl=en_U.S.&dl=en_U.S. (accessed on 04 April,
2012).

61 GraphOQilogly. Mexico's Ability to Export Oil. Last modified 13 March, 2006.
http://www.graphoilogy.com/2006/03/mexicos-ability-to-export-oil.html. Accessed on 21 August, 2012.

62 «“The Iranian Oil Crisis,” The Heritage Foundation,
http://www.heritage.org/research/reports/1979/02/the-iranian-oil-crisis (accessed on 21 August 2011);
Roberto Dewell G. and Luis Rubio F. Mexico’s Delemma: the Political Origins of Economic Crisis
(Boulder CO: Westview Press, 1984), 222.

20



to an all-time high of 20% in January 1981.63 While this is clearly not favorable for

consumers in the United States, it proved far worse for the Mexican economy.

While the second oil crisis was occurring in the United States, Mexico was
continuing to acquire more and more public debt through international lending. In 1973,
Mexico’s debt was $4 billion. By 1981, their debt had skyrocketed to $43 billion; this
was an astounding 30% increase in debt per year.64 During this period of increased
lending, Mexico exhibited almost no economic warning signals, due in large part to their
ability to finance their debt. Mexico’s total debt to GDP ratio for 1981 was only 41.7%,
averaging only 4.5% of GDP.65 During this period of economic prosperity the Mexican
economy became increasingly dependent on the oil sector; by 1981, oil revenues
accounted for 72.5% of total exports of goods and services.66 During the early months of
1981, the unthinkable happened in Mexico; the oil market started a downward slide.
Next, Mexico made a disastrous decision; with oil prices dropping, the government
decided to leave national oil prices untouched. This decision made Mexican oil the only
oil on the world market to hold steady as the rest of the world’s oil was dropping in price.
This unprecedented behavior centered on the belief that Mexican oil was of a higher
quality than the rest of the world’s 0il.67 This move led to an expected drop in Mexican
oil exports. This drop was a full 25% below Petréleos Mexicanos (Pemex) projections.68
It is impossible to understand just how much money was lost due to this disastrous

decision, but at the same time as oil exports in Mexico were falling, external borrowing

63 United States Congress, Congressional Budget Office, The Prospects for Economic Recovery
(Washington D.C.: Government Printing Office, 1982), 26.

64 Boughton, Silent Revolution, 282.

65 Boughton, Silent Revolution, 282; Carmen M. Reinhart and Kenneth S. Rogoff, “This Time is
Different: Eight Centuries of Financial Folly,” Reinhartandrogoff.com,
www.reinhartandrogoff.com/user_uploads/data/18_data.xlIs (accessed on 09 April, 2012).

66 |ustig, Mexico: The Remaking of an Economy, 24.
67 Boughton, Silent Revolution, 283.
68 Boughton, Silent Revolution, 283.
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increased to over $18.3 hillion.69 Even though this increase in borrowing is not a direct
correlation (as borrowing would have increased regardless of the price of oil), there is no
doubt at this point in Mexico’s economic situation, there would have been an increase in
borrowing, just not to the magnitude that was apparent. Mexico’s economy was in
serious trouble, and it had become fully apparent to the international community as well
as the national sector.”0 To calm fears a decision was made that a policy shift needed to
occur, unfortunately, a consensus could not be reached as to the nature of the policy. Due
to this lack of an effective and timely decision, the private sector in Mexico started
transitioning their savings from domestic banks to international banks.”l Even though
the IMF had been keeping a close eye on Mexico, this massive outflow of currency set
off alarms throughout the IMF as well as other international monetary institutions. The
IMF sent a mission down to Mexico to evaluate their current situation, and the team

reported the following:

...the prospects for fiscal adjustment were limited, the outlook for
economic activity was poor, the exchange rate (which was fixed against
the U.S. dollar) was inconsistent with a price level that was inflating more
rapidly all the time, and debt service was likely to rise sharply.72

On 17 February 1982, the Mexican central bank made the decision to temporarily
remove itself from the foreign exchange market and let the peso “float” in the
international market. The hope was that once the peso was stable domestically, it would
be placed back on the foreign exchange market. Within a week of this decision, the peso
had dropped more than 40% compared to the U.S. dollar.”3 Unfortunately, any gains that
the Mexican economy had accomplished with this brave step were made null and void

due to other economic policies; most notably, the increase in the minimum wage (more

69 Boughton, Silent Revolution, 283; Lustig, Mexico: The Remaking of an Economy, 24.
70 Curry, An Examination of the Banking Crisis of the 1980s and Early 1990s, 203.

71 Boughton, Silent Revolution, 283; Lustig, Mexico: The Remaking of an Economy, 24.
72 Boughton, Silent Revolution, 284.

73 Boughton, Silent Revolution, 284; Lustig, Mexico: The Remaking of an Economy, 24.

22



than likely this was a political move more than anything else). This “disorderly
adjustment” further exasperated capital flight (between 1979 and 1982, $26.5 Billion
U.S. dollars exited Mexico and landed in U.S. Banks) and led to an eventual price
freeze.” By April 1982, major businesses that were backed by the Mexican government
started to default on their loans. The largest of which, Alfa Group, defaulted on its
principle payment to foreign banks to a tune of $2.3 billion.”> Additionally, by the end of
April 1982, for the first time, Mexico drew the maximum $800 million on the swap line
from the United States Federal Reserve in order to remain solvent.”6 By now, the IMF
and Mexico’s government were in constant negations and it was clear that unless Mexico
was able to continue to receive foreign loans, it would be unable to continue to balance
its books.”” The Mexican government knew that it would have to continue to make
drastic spending cuts in order to even come close to balancing its budget. By this time,
the Mexican government was pleading with foreign investors to continue lending.7®
Surprisingly, several foreign banks did continue to negotiate new loans with the Mexican
government (given how much the foreign banks already had invested in Mexico, there
was really no other choice).”® Throughout this time of financial unrest, foreign banks
were becoming increasingly weary of dealings with Mexico. This weariness materialized
in the decrease in maturity dates of the new loans being issued to Mexico. Maturity dates
for Eurodollar loans were traditionally medium to long term. By mid-1982, only short
term loans were being offered to the Mexican government. In addition, due to the
widening interest rate gap between LIBOR, the Mexican peso, and the United States

dollar, banks understood that Mexico was going to have a very hard time repaying their

74 Boughton, Silent Revolution, 284; Lustig, Mexico: The Remaking of an Economy, 25; Newell and
Rubio, Mexico’s Dilemma, 222-224; Duncan Green, Silent Revolution, 22.

75 “The Debt Burdon on Alfa of Mexico,” New York Times, May 10, 1982, pp. D1, D5.

76 Boughton, Silent Revolution, 285; Munk, Exchange Stabilization Fund Loans to Soverign
Borrowers, 217-219.

77 Boughton, Silent Revolution, 285.
78 Green, Silent Revolution, 64.
79 Green, Silent Revolution, 65.
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loans.80 Mexico did start to adjust their financial policy—promising public spending cuts
as well as cutting the fiscal deficit by 3%.81 Both of these measures were accomplished,
but the damage was done. By this point, everyone knew that Mexico’s fate relied on their
ability to ensure foreign public financing.82 Even through the IMF had considerable
clout on the world economic stage, they could not force the public corporations and
foreign banks to continue to fund a sinking ship. The banking sector had learned its
lesson in their dealings with Alfa Group, and they instituted a new policy; in order for
Mexico to continue to receive financing from the public sector, the banks demanded
principle repayment of their current loans on time, with no exceptions. On 4 August
1983, Mexico’s central bank again withdrew another $700 million from the swap line
with the U.S. Federal Reserve.83 This proved to be insufficient and on the 11th of
August 1982, the Finance Minister of Mexico, Silvia Herzog informed the IMF that
Mexico was unable to meet its principle payments to its major creditors that were due on
Monday, 16 August, 1982.84

Now that the crisis was in full swing (the beginning of the third phase), the real
work began. As soon as this occurred, the IMF notified Volcker (the current chairman of
the United States Federal Reserve) who immediately phoned all of the major holders of
the debt that would be defaulted on by Mexico. This included the Bank for International
Settlements (BIS) in Switzerland, the Bank of England in London, the Bank of Japan, and
the Bank of Tokyo in Japan. Before 1982 was over, the United States had extended a $1
billion swap line of credit to Mexico in addition to already paying $4.6 billion dollars of
Mexican debt. Even though the U.S. was the primary holder of the debt, this was an

international effort. BIS gave Mexico $925 million, France, Israel, and Spain accounted

80 Boughton, Silent Revolution, 286.

81 Looney, Economic Policymaking in Mexico, 112.

82 Boughton, Silent Revolution, 287.

83 Munk, Exchange Stabilization Fund Loans to Sovereign Borrowers, 217-219

84 Boughton, Silent Revolution, 290; Newell and Rubio, Mexico’s Dilemma, 225; Bulmer-Thomas,
The Economic History of Latin American Since Independence, 353.
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for $550 million, the IMF accounted for $3.86 hillion, and commercial banks, in addition

to allowing the principle payments to slide, gave an additional $5 billion.8>

Now that funds had been allocated to steam an immediate worldwide financial
meltdown, the Mexican economy had to be stabilized. The first stabilization program
that was instituted in Mexico was the Programa Inmediato de Feordenacion Economica
(Program of Immediate Economic Reorganization, or PIRE). PIRE was a two stage
policy: first, a “shock treatment” would be instituted in 1983, followed by “gradualist”
policies (running from 1984-1985).86 The shock treatment consisted of a large
devaluation of the free and controlled exchange rates, increases in tax and non-tax
revenues, and a further decrease in public spending.8” Now that a short run solution was

implemented, Mexico turned its attention to the repayment of debt.

In order to Mexico to successfully be able to repay their debt, an agreement had to
be reached where either debt could be reduced or rescheduled. The solution to this
problem was FICORCA (Fideicomiso para la Cobertura de Riesgos Cambiarios —
loosely translated it means Trust for Hedging) program, which allowed Mexican firms to
reschedule repayments of foreign debt and make payments in pesos to the Mexican
central bank. Once the bank received the required amount of payments, it would send out
dollar payments to the foreign creditors. This program ended up being of vital
importance, ensuring Mexico would not have to continually draw on the swap line of
credit to ensure repayments occurred on schedule. This policy proved to be a tremendous
success for the Mexican government, accounting for over $12 billion in debt repayment
by year end.88 Even though the current account deficit was reduced at a greater rate than
PIRE projected (3.6% of GDP as opposed to —2.2%) due in part to FICORCA, Inflation,

85 Boughton, Silent Revolution, 293.

86 ustig, Mexico: The Remaking of an Economy, 29; Heckert, Ramos, and Wright, “A Multi-
Country Evaluation of Trade Imbalances,” 5.

87 Lustig, Mexico: The Remaking of an Economy, 31; Heckert, Ramos, and Wright, “A Multi-
Country Evaluation of Trade Imbalances,” 5.

88 Boughton, Silent Revolution, 360; Lustig, Mexico: The Remaking of an Economy, 31.

25



Public Sector Borrowing Requirement (PSBR), and real GDP growth goals were all not
achieved.8® Even with PIRE lackluster performance, Mexico did not experience any
unexpected financial shocks and by the years end, a policy program for repayment was

approved for 1984.

1984 marked the beginning of the “gradualists” phase of PIRE; its goals included
“a slower deceleration of inflation, further improvement of the trade surplus, and
resumption of the historical growth rates.”90 These goals would be accomplish through
controls on exchange rates, minimum wage levels, and the prices of consumer goods and
services.%1 In addition to the implementation of phase two of PIRE, several major
financial hurdles were cleared in 1984; one major issue was an additional loan made
through private banks to the tune of $3.8 billion to ensure that the balance of payments
for the year end could be achieved. Once again, the commercial banks were loaning
more and more money to ensure that things did not get any worse throughout the world.
Additionally, a Multiyear Rescheduling Agreement (MYRA) plan was set in place to
ensure that the IMF would be allowed to continue to monitor the progress made by
Mexico in exchange for continued private bank support for the country.92 MYRA
included a semiannual inspection of Mexico’s balance of payment sheets and a review of
policy implementations. This was designed to help ease tension in the banking sector by
shifting from single year agreements to multiyear, medium term loan and policy
agreements. The agreement between Mexico, the IMF, World Bank, and the private
sector that allowed the passage of the MYRA plan, was a huge breakthrough in the
rescheduling of payments. On 8 September 1984, the private banking sector agreed to a
rescheduling of $55 billion in loans due to mature between 1985 and 1990.93 In addition

to lengthening the maturity of the loans, interest rates spread as compared to the LIBOR
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were reduced.9 By mid-1984, there was consensus between the major lenders and the
Mexican government that a mild economic recovery was in full swing; however, this

optimism was short lived.

By years end in 1984, the PIRE policies designed to combat inflation backfired.
The decision to relax the fiscal stance and allow the exchange rate to appreciate led to a
rapid deterioration of the trade surplus. To make matters worse, non—oil exports
decreased and oil export revenues declined 11%.95 This resulted in the PIRE, once again
not meeting its inflation reduction or PSRB goals. Real GDP growth and the reduction of
the current account deficit goals were achieved, however, there was little actual progress
made on correcting the root cause of the 1983 LDC debt crisis.?6 Even with this lack
luster performance, all IMF policy goals were achieved and, 1985s policy goals had been

agreed upon.

The economic downturn that took place in 1984 continued into 1985.
Improvements in the balance of payments were coming at the expense of imports and not
through trade liberalization.®” Additionally, the exchange rate was becoming seriously
overvalued again. A third setback occurred when the president informed the IMF that a
wage increase of at least 10% was due to the public.®¢ The IMF regarded this as the
wrong policy given the ongoing problems with inflation, however, there were political
implication if the wage increase was not implemented. Finally, the straw that broke the
camel’s back was placed in October 1985. The IMF was informed that Mexico was
going to be unable to meet the performance criteria required to ensure funding for the

94 Boughton, Silent Revolution, 369.
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following year.®® The peso continued to devaluate and given the lack of policy
objectives met in 1985, the IMF was unable to approve policy objectives for 1986. Given
the peso’s devaluation on the global economic market, it was allowed to float for the first

time since the LDC crisis began.100

Not everything in 1985 was for the worse. In 1984 a decision had been made to
start the liberalization of the economy in 1985. The initial goals were to liberalize 35%
to 45% of total imports by years end.101 Even though this was accompanied by an
increase in tariffs, the importance of this shift cannot be underestimated. For the first

time in nearly 30 years, Mexico was officially adopting an outward growth model.

As 1985 drew to an end, Mexico officially abandoned PIRE and a new program
needed to be developed.102 Just when Mexico thought that it could not get any worse, a
series of earthquakes centered near Mexico City destroyed infrastructure and caused
massive public suffering.193 Even though the IMF allowed emergency funding, the
damage to the infrastructure was immense and would take months to correct, setting
Mexico’s economic progress back yet again. When the numbers were tallied, the
earthquakes cost Mexico an estimated 3.5% of their GDP, and to make matters worse, $1
billion in principle repayments were coming due (these were allowed to slip and were

eventually rescheduled).104

Throughout the turmoil in 1985, the Mexican government attempted to make
considerable strides in reorganizing their economic structure, but due to the previously
mentioned issues, it led to little, actual results. However, in 1986 (the fourth phase of the
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historical narrative), things did change considerably on the structural side. It was clear
that even though things in Mexico were improving, the underlying cause of the lack of
growth had yet to truly be addressed; ISI. In order to actually fix the problem, a
structural transformation needed to occur. In 1985, banks started to pull most of their
future financing out of LDC indebted countries and by 1986, the flow had reversed.105
On a positive note, the United States dollar had started to depreciate in March of 1985.106
Another positive aspect is MYRA was working and in Mexico from 1986 through 1989,
the average $9.6 billion dollar yearly payment had be rescheduled to a merger $1.1

billion a year payment.107

In the midst of this chaos, a plan to fix the structural issues that was plaguing
Mexico was developed. U.S. Secretary of the Treasury, James A. Baker 111, developed a
plan which consisted of three main parts that were designed to actually increase growth

and reduce debt simultaneously.108

First, principle debtor countries should adopt a comprehensive
macroeconomic and structural policies, which must be supported by the
international financial community, to promote growth and balance of
payments adjustment and to reduce inflation. Second, a continued central
role for the IMF is called for, in conjunction with increased and more
effective structural adjustments lending by the multilateral development
banks in support of the adoption by principal debtors of market—oriented
policies for growth. Third, private banks should increase their lending in
support of comprehensive economic adjustments programs.109

His plan was revolutionary, but there still was a lack of empirical evidence (at the

time) that actually linked structural reforms with growth.110 In order to accomplish these

105 Boughton, Silent Revolution, 415.
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goals, he recommended that the World Bank and the Inter—American Development Bank
increase their funds to LDC nations by 50%. In addition, he wanted to ensure that
commercial banks provide a minimum of $20 billion to the 15 most indebted countries
between the years of 1986 and 1989.111 Even though his policy was, for the most part,
adopted with very few changes by the IMF and the World Bank, and his targeted cash
flows to indebted countries were, for the most part accomplished, little actual growth
occurred directly due to the Baker Plan.112 This was not due to the structure of his plan,
but events outside his control. First, in 1986, due to price competition and production
cutbacks by OPEC members, oil prices decreased from $25.5 per barrel in 1985 to $12.00
per barrel in 1986.113 Second, in 1987, Brazil announced a moratorium on debt
services.114 These two events created a false appearance of success, however, in the long
run, the Baker Plan produced little real growth for Mexico or any other LDC debt crisis
country.115 By the end of 1986, thing in Mexico were as bad as they had been since the
beginning of the LDC debt crisis: real GDP fell by 3.8% as a result of the oil price
decrease, the peso depreciated 46%, inflation was measured at 105.7% in December of

1986, and real wages dropped between 6 and 11%.116

The policy that did make drastic changes was implemented in December 1987,
during the second year of the Baker Plan. The Mexican government reached an

agreement with the labor unions in Mexico to stop devaluing the peso at rates equal to, or
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higher, than the inflation rate.117 The actual plan that the Mexican government decided
to peruse was to restrain wages and prices.118 In other words, a comprehensive income
policy was finally attempted to reduce inflation.119 The agreement became known as the
Economic Solidarity Pact (Pacto de Solidaridad Econdmica or Pacto for short). Pacto
ended up being extremely effective. It further helped reduce public spending and
implemented a complete overhaul of the Mexican tax system. In addition, Pacto played a
key role in promoting trade liberalization and also started breaking up key state
monopolies to include the ever important banking reform. Quite possibly, the biggest
measurable change was a reduction of the inflation rate. Between the time Pacto was
implemented in late 1987, to the end of 1988, inflation fell from 159% to 52%.120
Though Pacto was making tremendous progress in controlling and reducing the inflation
rate in Mexico, by 1988 a new economic crisis began to simmer. In order to understand
how the 1994 peso crisis erupted, it is important to understand how Pacto was designed to

work.

Pacto, was an agreement between the labor unions, key private business leaders,
and the government. Pacto worked by using income policy and exchange rate targeting
to induce inflation stabilization in Mexico. In more practical terms, this amounted to
labor agreeing to limit wage inflation, the key business leaders agreeing to limit price
inflation, and the government contributing through the use of public sector price and the
exchange rate stability.121 This agreement however, had several untended consequences.
Even though Pacto was very successful at reducing the inflation rate of the Peso, it also

possessed the potential to produce “significant real exchange rate overvaluation, loss of
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competitiveness, and very large trade deficits.”122 In Mexico’s case, even though these
potential problems were a very real concern, the necessity to reduce inflation outweighed
the potential risks. Additionally, the Mexican government was confident that Pacto
would not lead to another financial crisis for several reasons: “first the policy started
from a situation of undervaluation; second, Mexico had ample international reserves; and
third, a rapid rate of productivity growth was supposed to compensate for the
appreciation of the Peso.”123 Even though the Mexican government was optimistic they
could manage the inflationary drawdown without inducing a follow—on economic crisis,
they were unsuccessful; Mexico was unable to use Pacto to reduce inflation without real

appreciation of the exchange rate.124

Mexico’s inability to avoid a second financial crisis in as many decades was the
result of several factors. Some include individual actions on the part of the Banco de
México (Central Bank of Mexico) and the Mexican government. Just as Pacto played a
key role in the onset of the 1994 peso crisis, so did the Mexican government’s decision to
open or liberalize the capital account early in the neo liberal reform process.12> As is
important in all economic frameworks, the order in which a government chooses to
implement key policy decisions will impact the economy in very different ways. One
consequence of the 1989 decision to relax capital controls was the subsequent inflow of
short term capital into the Mexican economy. Just as in 1983, this large inflow of capital
into the system, fueled expenditures that created a consumption boom, put additional
pressure on an ever increasing real exchange rate, and further fueled the increase in the

current—account deficit.126 In addition to this chain of events, private savings declined
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considerably for the last few months of 1989.127 For the remainder of the 1980s, Mexico

seemed to be moving towards economic stability, due in large part to their neo liberal

reform package. It was still too early to tell that the actions of the Mexican government
and the Banco de México had inadvertently placed Mexico on a path towards a second

economic crisis in as many decades.

In the early 1990s, Mexico was being hailed as a model of neo liberal reform and
the praises that were being showered down were taking the form of more than just
words.128 From 1990-1993, international investment in Mexico had returned. During
the Salinas administration, the Banco de México was able to attract over $50 billion
dollars in cumulative foreign investment.129 Even though they were receiving
considerable attention from IGO’s and Multinational Corporations, problems were
beginning to mount. Just as private savings had decreased considerably in the latter half
of 1989, by 1992, public savings too had been reduced as a result of the relaxing of
capital controls.130 This, paired with the rise in real appreciation in the exchange rate,
keyed several individuals in prominent positions to being asking questions.13! The
World Bank released a public document that stated, “Opening its [Mexico] current
account also exposes Mexico to the volatility of short term capital movements that can
transmit destabilizing external shocks to the economy even if the policies are right.”132
To adjust for this issue, they recommended the increasing of interest rates and possibly

depreciating the peso.133 To calm fears, the Mexican government indicated that the fiscal

127 There has been considerable debate in the economic community as to whether this decrease in
private savings was the result of relaxing capital controls or just the substitution of other durable goods for
financial assets.
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accounts were still running a surplus and that the inflows of capital were largely private.
Additionally, flexible exchange rates (within the band of allowable movement as
stipulated in Pacto) allowed the economy enough leeway to adjust to international
economic events without placing the overall economic health of the country in danger. If
this was still not enough reassurance to calm investors’ fears, Mexico was about to
increase exports as well as productivity due to the upcoming signing of NAFTA. When
investors viewed all the available evidence, combined with the constant reassurance of

IGOs and the U.S. government, they continued to invest in Mexico in record numbers.134

Even though investors’ fears had been addressed, the real exchange rate was still
increasing; some would argue at an unsustainable rate. The rebuttal to this argument was
based on sound economic principles. The increase in the real exchange rate was based on
achieving equilibrium as a consequence of the liberalization reforms that had taken place
in Mexico through the 1980s and early 1990s.135 The problem with this theory, is that
Mexico was experiencing capital inflows of upward of 7% of GDP...a level that cannot
be sustained in the long run. In the short or medium time frame, interest rate
differentials, the perceived degrees of country and exchange rate risk, and the openness
of an economy will allow increased debt or negative current account deficits to be held in
the public market. However, when viewed in the long run, these temporary measure lose
their effectiveness and when combined with the pegged exchange rate system that Pacto
implemented, when adjustments need to be made, based on increased capital inflows and
the resultant current account deficit, it is unable to be accomplished.136 Unfortunately,

this is exactly what happened in Mexico.

When the new year dawned in 1994, economic indicators were still looking
exceptionally sound, and investors continued to put considerable confidence and capital
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into the Mexican economy. The good luck of the Mexican economy however, would not
hold for much longer. Several political and international events occurred in the early
months of 1994 that changed the economic climate in Mexico. These events would have
an effect on how the Mexican government and the Banco de México choose to handle
their deteriorating financial system.

First, because of sustained economic performance in the U.S., the Fed decided to
raise the federal funds rate. This resulted in capital flight back to the U.S. to take
advantage of increase yields offered in U.S. markets.137 Second, on January 1st,
Zapatista Army of National Liberation, a revolutionary leftist group, declared war on
Mexico.138  The rebellion grabbed international headlines throughout the world and it
showed that even though Mexico has been on an impressive road to economic recovery,
there is still much work to be done.139 Just a month later the Financial Times ran an
article that pointed out several income distribution issues. Third, on March 23rd, Luis

Donaldo Colosio, the PRI presidential candidate, was assassinated. 140

These three major events had far reaching consequences. First, the exchange rate
for the peso moved to the upper limit of the band.141 Second, a financial panic ensured
and the demand for Mexican securities, or Mexican debt, took a sharp decline.142 After
consulting with their NAFTA partners, Mexico decided that this event was a short term,
non-reoccurring issue; to deal with their problems, Mexico raised the domestic interest

rate, issued more dollar denominated securities (tesobones), and allowed the U.S. to
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invest $10 billion to assist Mexico in stabilizing the peso.143 In the same month, the 28
day cetes (peso—denominated government securities) interest rates increased from 10% to
16%. The U.S. Federal Reserve extended an additional $6 billion dollar swap line of

credit to further stabilize the situation, however, it was never called into use.144

Even though both of these events did have minor implications on the interest rate
and the exchange rate, the international community, for the most part, didn’t seem to pay
much attention. Even though the investors had access to the tri-yearly announcement of
the current account deficit (which by September 1994 was just shy of $20 billion dollars),
capital was still flowing into the economy at very high rates. The fact that capital was
still flowing into the economy at high rates was not as troubling as how it was being

invested.

Just like the beginning of the 1983 LDC debt crisis, Mexico was experiencing
issues paying their peso dominated debt.145 To temporally fix the problem, the Mexican
government decided to impose an interest rate cap on all cetes and issue increased
tesobonos.146  In December of 1993, 76.5% of Mexican debt was held in cetes and
tesobones only accounted for 4.8%. By December 1994, that rate was almost completely
reversed; cetes accounted for only 14.2% of Mexican debt, and tesobones held 80.6%.*’
Additionally, the government made the decision to maintain the money supply target (the
total amount of money available in an economy at a specific time).148 This meant that

when the Mexican government decided to decrease the reserves to pay their external debt,
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as is prudent given the $20 billion deficit in their current account, due to sluggish export

performance in the traditional sectors of the economy, they had to increase credit.

By mid-1994, there was no hiding the fact that the peso was overvalued. The
Brookings Institution economic panel would argue by upwards of 30%.149 The Pacto
fixed / pegged exchange rate system, in conjunction with the absolute instance in
maintaining single digit inflation rates was unsustainable in the long run. In May 1994, a
memo from the Treasury Assistant Secretary for International Affairs pointed out that the
Mexican government has spent $10 Billion dollars in defending the peso since the

assassination of Colosio.150

In August of 1994, the new PRI candidate was elected president and in
September, Pacto was renewed for another year.151 When the new administration took
office, the major aspects of the economic policy were left untouched. This decision was
at least partially based on the hopes that capital inflows would return to the 1990-1993
rates and that any change in the exchange rate of the peso would adversely affect that

extremely vulnerable national banking sector.152

By October, due to the number of U.S. dollar linked securities and bonds that the
Mexican government was issuing, the M3 monetary aggregate (or the traditional assets
plus long term deposits) was increasing at an annual rate of over 20%.153 Couple this
with the increase in dollar denominated debt previously discussed, and Mexico was
primed for a financial crisis. To make matters worse, Telmex posted disappointing third
quarter earnings, caused by the entrance of AT&T into the Mexican market. This action
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resulted in the decline of the internal reserves of over $5 billion dollars.1%4 In late
October, Mexico grated 52 operating licenses to foreign banks to bolster the ever
weakening economy. However, by this point, the damage to the economy had reached a
tipping point and these efforts proved fruitless. By the end of November, the reserves in
Mexico were valued at $12.5 billion dollars, however short term public debt, 70% of

which was tesobonos debt, was valued at $27 billion dollars.155

In December, following months of continual declining reserves, the international
community decided that holding Mexican debt was not a prudent decision; a massive
withdrawal of funds took place. On December 20th, the exchange rate band attached to
the peso was widened, allowing for a 15% devaluation of the Peso.156 On the same day,
investors pulled an amazing $4 billion dollars out of Mexican economy, leaving the

reserves with an inadequate $6 billion dollars to pay their foreign lenders.157

C. CONCLUSION

The 1983 LDC debt crisis was clearly the result of the fundamentally flawed ISI
policies that were in place for the better part of four decades. The reform measures that
were introduced were clearly instrumental in the recovery of Mexico’s economy; yet at
the same time, some of the reforms actually led to the onset of the 1994 Peso crisis. Even
though GDP recovered to its pre—crises numbers by 1997, the policy changes that were

implemented following both crises have had lasting effects.158 Chapter 111 will evaluate
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the role of ISl in the onset of the 1983 LDC debt crisis, and the economic reforms that

were implemented following both crises.
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1. IMPLEMENTATION OF THE REFORMS

A. INTRODUCTION

In the aftermath of the 1982 LDC debt crisis, the government slowly started to
implement structural reforms. During the first period of the debt crisis (1982-1985), the
reforms were less than effective, and any positive results that structural changes produced
were greatly reduced, or completely negated by other minor crises. During the
subsequent phases, due to the Baker Plan and Pacto, major structural reforms occurred.
This chapter is subdivided into two main sections: the first deals with the reforms
resulting from the 1983 LDC debt crisis and the second focuses on the reforms resulting
from the 1994 peso crisis. Prior to evaluating these reforms, ISI will be examined,
focusing specifically on how its policies helped steer the reform packages that were
recommended from the IMF and U.S. government. Following this examination, the five
major economic reforms will be examined. Each economic reform will be evaluated by
first looking at problems that Mexico was facing, the theory that supported the reforms,
and the actual reform that was implemented.

B. STRUCTURAL REFORMS FOLLOWING THE 1983 LDC DEBT CRISIS

The reforms that Mexico enacted following the 1983 LDC debt crisis can be
grouped into two general categories: economic reforms and social/political reforms.

Economic reforms included:
e anincrease in free trade, otherwise known as trade liberalization

e an increase in the commitment and effectiveness of the Mexican government to

combat monopoly power
e the controlling of inflation through the use of Pacto
e structural changes throughout the tax system

The political reforms included:
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e increases in the performance of the judicial system

e an increase in the institutional safeguards in order to guarantee fiscal discipline

and increase in local government empowerment
e anincrease in competitive federalism

e a reduction in the initiation c