
Current 

The Mexica n crisi s has led to proposals both fo r 
changes in national macroeconomic policies and 
for international regulation of the global financial 
system which ar e reviewed below . 

The crisi s reveale d majo r problem s arisin g 
from: 

the overal l strategy followed b y Mexic o 
(e.g. maintaining a n overvalued exchang e 
rate, an unwillingness t o follow th e appro -
priate domestic monetary policy , issuin g 
foreign-currency-denominated debt) ; 

the volatility of capital inflow s and th e con -
sequences of a sudden reversal ; an d 

the lack of accepted mechanism s for a n 
'orderly workout' for a  financially  distresse d 
country. 

We discus s thes e problem s successivel y i n 
this paper . Her e w e expan d o n th e backgroun d 
to th e 'systemic ' proble m o f providin g mecha -
nisms fo r dealin g wit h sudde n reversal s o f 
capital flows. 

Investors i n liqui d securities , suddenl y con -
fronted wit h ne w uncertaint ies , hav e a n 
overpowering incentive to scramble for the exits. 
Like depositors who see their neighbours lining up 
outside a bank and join the queue in order to liq-
uidate their holdings before the institution's cash 
reserves are exhausted, investor s i n governmen t 
bonds have an incentiv e t o liquidate thei r hold -
ings when others do likewise, and they grow fearfu l 
that th e government' s limite d foreig n exchang e 
reserves will be exhausted or the exchange rate will 
sharply depreciate. So also do holders of corporate 
securities and short-term ban k debt . 

A countr y experiencin g a  deb t run , lik e a 
bank experiencin g a  ru n b y it s depositors , ma y 
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have no choice but to suspend payments, regard-
less o f th e damag e t o it s creditworthiness . O n 
the ev e o f th e crisis , th e Mexica n governmen t 
was responsibl e fo r mor e tha n $1 8 billio n o f 
dollar-denominated an d dollar-indexe d liabili -
ties, a n amoun t roughl y tripl e it s foreig n 
exchange reserves . An d wit h convertibilit y fo r 
capital accoun t transactions , holder s o f peso -
denominated liabilitie s coul d als o tak e fund s 
abroad (a s many resident s did -  se e IMF, 1995) . 
Once investor s began to liquidate their holdings, 
the authoritie s ha d n o recourse . This i s because 
(as ha d alread y bee n show n i n earl y 1994 ) th e 
fragility o f th e domesti c financia l syste m pre -
cluded the kind of sharp increase of interest rates 
which would have halted such an outflow. (Bank s 
and othe r financia l institution s wer e alread y 
overstretched.) 

In thes e circumstances , i t can b e exceeding -
ly difficult t o restructure governmen t debt s - t o 
convert an d exten d thei r term s o f payment . 
Bondholders ar e unsur e ho w muc h th e govern -
ment i s able to pay. Governments are unsure how 
much the bondholders are willing to accept. Both 
sides have an incentive to withhold informatio n 
in bargaining . Beside s th e proble m o f strategi c 
behaviour between the creditors and the debtor , 
there are conflicts among different classe s of cred-
itors. Altering the core terms of a bond covenan t 
normally requires the unanimous consen t o f th e 
bondholders, which may be impossible to obtain. 
Individual investor s wil l b e tempte d t o refus e 
any offe r o f les s tha n a  hundre d cent s o n th e 
dollar i n th e hop e o f bein g bough t ou t a t ful l 
value b y th e governmen t o r othe r creditors . 
Small creditor s seekin g a  favourabl e dea l ca n 
thus hold up the settlement proces s indefinitely . 

In thi s climat e o f uncertainty , potentia l 
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providers of additional liquidit y will hold back. 
Lenders will hesitate to provide new money for 
fear tha t i t wil l simply go to pay of f ol d credi -
tors. The governmen t an d th e countr y wil l be 
starved o f finance fo r eve n highl y productiv e 
investments. 

These problems already existed in the 1980s, 
but they are even more serious now that securi-
tized instrument s hav e replace d ban k loans . 
There wer e neve r mor e tha n severa l hundre d 
banks involved in sovereign debt reschedulings, 
and bank advisory committees rarely had mor e 
than a dozen members. The largest banks could 
discipline their smaller counterparts, threatening 
to exclude dissenters from future loan syndicates 
and t o undermin e thei r positio n withi n th e 
banking communit y i f the y refuse d t o cooper -
ate. Pressure to go along was also applied by a US 
government whic h feare d tha t th e deb t crisi s 
could jeopardiz e th e stabilit y o f th e financia l 
system. Still, these efforts to secure a quick reso-
lution wer e onl y modestl y successful . An d 
problems of collective action and strategic behav-
ior, however significan t then , ar e man y time s 
greater now. Today there are thousands of small 

bondholders whose consent is required to restruc-
ture th e cor e term s o f loa n contracts . Th e 
prevalence of bearer bonds makes it difficult even 
to identif y th e owner , muc h les s to appl y pee r 
pressure. The incentiv e for any one investo r t o 
provide ne w mone y t o kick-star t th e debtor' s 
economy is further diminished when all creditors 
are small relative t o the market . I t i s revealing 
that IMF attempted to coordinate the provision 
of private financing for countries in arrears early 
on i n th e deb t crisi s of the 1980 s but made no 
similar effort i n 1995. 

Subsequently, i t has become clear that there 
is a  divergence o f vie w abou t systemi c refor m 
proposals (discusse d i n Secs . 7  and 8  below). 
Officials fro m G7 countries welcome them, as a 
way of preventing 'excessive lending', which they 
do no t wis h t o hav e t o mak e whe n thing s g o 
wrong, in the way in which they were forced t o 
bail out Mexico's creditors. Market participants 
are hostile, suggesting that they still expect to be 
bailed out again in future. The most fundamen -
tal legacy of the Mexico crisis is this conflict of 
view, which suggests that there is a market imper-
fection which needs rectification . 
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