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ABSTRACT 

Since August 1982, Mexico has been at the forefront of 

the international debt crisis. A number of factors which 

date back to the end of the Second World War have been 

responsible for Mexico's inability to service its external 

debt. Since 1982, Mexico has constantly been subjected to 

rigorous internal adjustment policies dictated to the 

country by its creditors and the International Monetary 

Fund in an attempt to enhance Mexico's ability to service 

its debt. Yet today, Mexico is not any closer to resolving 

its debt dilemma than it was in August 1982, and the burden 

of this debt overhang has been forced upon those least 

responsible for it, the lower income groups. 

Over the past five years numerous solutions to the 

problem have been offered by bankers, politicians and 

academics. A number of these proposals are examined. 

Finally, the option of default is discussed as a viable 

policy option. It is asserted that a default declared by 

creditor nations could result in short-term costs and 

distortions in financial markets, but in the long-term 

these costs would pale in comparison to the benefits of 

renewed economic growth and increased trade for Mexico and 

creditor countries alike. 

i i i 
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CHAPTER 1 

INTRODUCTION 

Poor Mexico. ro far from God and so near to the 
United States. 

On August 20, 1982 then-president of Mexico Jose Lopez 

Portillo officially announced that Mexico was unable to 

honour its external debt obligations. 2 So began the world 

debt crisis. Within a few months similar announcements 

would be made throughout the developing world as country 

after country found themselves unable to pay. 

Almost five years have passed since the crisis began. 

During this period Mexico has been forced to adopt drastic 

i nternal policy measures set out by its creditors and the 

International Monetary Fund in an attempt to enhance its 

debt-servicing capacity. These measures have resulted in 

drastic decreases in living standards for average Mexicans 

1 Former Mexican dictator Porfirio Diaz, quoted in Penny 
Lernoux, Cry of the People (New York: Penguin Books, 
1982), p. 352. 

2 External debt is often classified as public debt (that 
which is held by the public sector, its agencies, or 
carries a public sector guarantee), and private debt 
(that which is held by the private sector without a pub-
lic sector guarantee). The majority of Me x ico's external 
debt is public. 
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and the long-term development strategies of the Mexican 

government have been put on hold. Despite these internal 

adjustments, Mexico is no closer to paying its debt today 

than it was in August 1982. 

2 

How Mexico arrived at such a point is still the topic 

of debate. Clearly successive Mexican governments pursued 

some poor economic policies since the end of the Second 

World War. But to blame Mexico's plight enti r ely on such 

economic mismanagement is not only an oversimplification of 

the problem, it is also incorrect. 

Two other factors also directly and significantly 

contributed to Mexico's problem. The first of these was 

the developments which took place in the international 

financial system in the post-World War II period. Develop-

ments such as the evolution of the Eurodollar market, 

increased use of private financing over official sources of 

external funding, and new debt instruments such as 

short-term and variable-interest rate l oans, all resulted 

in aggressive marketing practices by commercial banks, 

often beyond the point of prudence. 

Second, the international economy did not act 

favourably during the 1970s and early-1980s. It started 

with the oil price shocks of 1973-74 when Mexico, like most 

other developing countries, was still a net-importer of 

oil. The global recession of the early-1980s, induced by 



the inflation-fighting policies of Western governments, 

precipitated Mexico's final downfall. 

Each of these three causes of the crisis are dealt 

with in Chapter 2. 

3 

Chapter 3 explains what has happened to the Mexican 

economy since August 1982. Mexico has been forced to con-

form to the wishes of the International Monetary Fund and 

its creditors. This has resulted in decreased living stan-

dards for most Mexicans and has left the country with dim 

future prospects. The full effects of austerity will cer-

tainly not be felt for years to come. 

In essence, Mexico has been forced to bear the full 

responsibility for a problem which is not entirely its 

fault. Meanwhile, the commercial banks and their govern-

ments have escaped relatively free of cost. Their first 

(and perhaps only) concern has been and continues to be the 

stability of the Western financial system and, by implica-

tion, the Western economy. 

This concern over the continued success of the Western 

economy is reflected in most of the proposals to solve the 

crisis that have been presented to date. In 1983, there 

was much panic over the future of the international bank-

ings system due to the number of bad loans held by 

developing countries. This panic was mirrored in the pro-

posals that were suggested in that year. By 1984 a 
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wide-spread banking crisis had successfully been averted 

and the Western economy was once again growing, having 

survived the recession in the earlier part of the decade. 

The proposals of 1984-85 tended to advocate structural 

reforms in debtor countries in a context of continued West-

ern economic growth as a way to resolve the crisis. In 

1986 and early-1987 the promise of sustained growth in the 

Western economy had faded. The p r oposals of this period 

generally called for varying degrees of debt relief for 

debtors as a way to end the debt crisis and regenerate a 

stagnant world economy. Chapter 4 discusses and critiques 

the most notable of the proposals that have been suggested 

since the beginning of the crisis. 

Chapter 5 asserts that more than selective debt relief 

is required to solve the problem. It a r gues that there 

exists no solution to the crisis which is free of cost, yet 

default is a viable solut i on. It is definately in the 

interest of Mexico as well as in the self-interest of the 

industrial countries to see the debt written-off. The 

short-term adjustment problems in the international finan-

cial system may be problematic, but in the long-term this 

solution would be the most beneficial to debtor countries 

and creditor countries alike. 



CHAPTER 2 

THE CAUSES OF THE CRISIS 

Everybody knew the crisis was coming. Academics 
knew, journalists knew, the countries knew. Even 
the bankers knew. Especially the bankers knew. 
It was only a question of time, but they made hay 
while the sun was shining. 

The Mexican debt crisis is not the result of any one 

single factor. Since the end of the Second World War the 

international economy has become increasingly integrated; 

events in one corner of the globe often can, and do, pro-

foundly effect economic conditions in the other corners of 

the world. And so it is with the current crisis. 

Although not mutually exclusive, the causes of the 

debt crisis can be loosely categorized into three groups: 

internal policies which successive Mexican governments have 

followed since the end of the Second World War; lending 

policies of private commercial banks along with develop-

ments in the international financial markets during the 

post-war period; and, external economic developments in the 

1 Darrell Delamaide, Debt Shock: 
World Credit Crisis (Toronto: 
1984), p. 14. 
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global economy. Each of these will be looked at separate-

ly. 

Internal Causes 

Mexico, like many other Latin American countries, 

began pursuing a policy of import substitution in the 

post-war period. The government under Miguel Aleman 

(1946-52) saw this model of industrialization as the way 

out of the persistent poverty and economic dependence that 

had plagued Mexico since the time of independence. 

Realizing th a t Mexico lacked the necessary 

infrastructure to facilitate industrial expansion, Aleman 

initiated ambitious infrastructural programs including 

roads, ports, irrigation, communications and 

hydroelectricity projects. Aleman also realized the 

inability of his emerging country to compete domestically 

with manufactured products produced internationally, espe-

cially U.S. products. Tariff and non-tariff barriers were 

erected. Foreign direct investment, especially from 

U.S. multinationals, began to flow into Mexico. 

6 

Aleman's successor Adolfo Ruiz Cortines (1952-58) came 

to office facing relatively high inflation, a by-product of 

the expansionary government policies and increased invest-
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ment and consumption under Aleman. 2 His solution to the 

problem was to devalue the peso in 1954, fixing it at 12.5 

to the dollar, and then following conservative monetary 

policies to maintain the value of the peso. Although 

slightly cooling off the economy, his policies were rela-

tively successful as exports immediately became attractive 

in U.S. markets. Foreign investment took-off, especially 

from U.S. multinationals who saw the large and protected 

Mexican market. This influx of foreign capital was just 

what Ruiz Cortines wanted, preferring it to tax reforms and 

expansionary monetary and fiscal policies. 

In 1958 Adolfo Lopez Mateos began his sexenio 

(1958-1964) by continuing the tight monetary policies of 

his predecesor. Inflation remained low and investment 

remained high. By the early-1960s the situation changed. 

Industrialization in Mexico had brought impressive growth 

rates to the country, but also a poor distribution of the 

spoils of this industrial expansion; in 1963, the top 10 

percent of Mexican families claimed 49.9 percent of total 

income, while the bottom 10 percent claimed only 2.0 per-

cent.3 This distribution of income had left a large pro-

2 See Table 2-1. 
3 James D. Cockcroft, Mexico: Class Formation, Capital 

Accumulation, and the State (New York: Monthly Review 
Press, 1983), p. 188. 



portion of the Mexican economy untapped as prices of 

manufactured goods remained too high for the majority of 

Mexicans. This, coupled with internal political problems, 

discouraged private investment and the Mexican government 

started taking a more active role in the economy, floating 

bonds in the New York market to finance its involvement. 

Gustavo Diaz Ordaz (1964-70) entered office with an 

external debt of $1.8 billion. 4 The government had fi r mly 

established itself as a key player in the Mexican economy 

and, coupled with the increase in international liquidity 

during this period, the external debt continued to grow. 

8 

By the mid-1960s, the import substitution policies 

seemed to be losing some of their appeal. Manufactured 

imports were simply being replaced with capital goods, not 

improving the balance of payments. Repatriation of profits 

exacerbated the problem. Furthermore, those who were 

included in the spoils of the development had an almost 

insatiable appetite for consumer goods, not only those 

produced in Mexico, but also luxury imported goods as the 

upper classes emulated their American counterparts. Con-

sumption led to inflation and by the end of the Diaz Ordaz 

4 Maria del Rosario Green, "Mexico's Economic Dependence," 
in Mexico-United States Relations, ed. Susan Kaufman 
Purcell (New York: Academy of Political Science, 1981), 
p. 107. Dollar figu r es throughout refer to 
U.S. currency. 
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sexenio, the convertibility of the peso was in doubt. Diaz 

Ordaz left office in late 1970, handing over a $4.0 billion 

debt to his successor. 5 

Luis Echeverria (1970-76) came to office realizing the 

importance of the high rates of economic growth achieved in 

the previous two decades, real GDP growth averaging 7.2 

percent annually throughout the 1960s. 6 Yet he was con-

cerned that the majority of Mexicans were not included in 

the spoils of that period. With this in mind, Echeverria 

proposed a new development strategy of social justice and 

shared development in which he continued with policies to 

stimulate economic growth with programs designed to allevi-

ate the past distributional p r oblems. 

To these ends, Echeverria continued the policy of 

import substitution and coupled it with programs designed 

to improve the living standards of the lower income groups. 

Subsidies to industrial and agricultural projects were giv-

en, health and education p r ograms developed, and government 

subsidies on certain goods and services were instituted. 

In addition, massive public works projects were undertaken, 

the most notable of which were rural electrification and 

road projects. 

5 Rosario Green, p.108. 
6 See Table 2-1. 
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The very design of Echeverria's development strategy 

entailed a l arger role for the government sector. Public 

sector expenditures as a percentage of GDP increased from 

20.6 percent in 1970 to 31.2 percent by the time he left 

office. 7 His expansionary polic i es further exacerbated the 

public sector deficit, inherited from the previous two dec-

ades of import substitution. Furthermore, the business 

community disliked and distrusted the economic policies of 

the new president, whom they considered leaning too far to 

the left. As a result of this distrust, investment from 

the private sector decreased, entailing more public sector 

investment if total investment as a percentage of GDP was 

to remain constant. 

With the public sector deficit growing, and Echeverria 

not wanting to further alienate the upper classes with a 

tax increase, he took the least politically painful way 

out; he inflated the economy and started borrowing in 

external capital markets in 1972 in order to finance his 

government's deficit. 

In 1973, foreign public debt increased by $1.6 billion 

whereas it had only increased an average of $200 million 

annually over the previous two decades. 8 In the same year, 

7 See Table 2-2. 
8 Leopoldo Solis and Ernesto Zedillo, "The Foreign Debt of 

Mexico," in International Debt and t he Developing 
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inflation reached 12.1 percent while the exchange rate had 

more or less remained fixed at its 1954 level. 9 This 

overvalued exchange rate resulted in Mexican exports being 

less competitive in international markets, at the same time 

the value of imports had increased due to the oil price 

shock and consumption and investment expenditures on for-

eign goods increased. 

Internally, many of the projects under Echeverria 

proved to be unsuccessful. Protectionist measures, in 

place since the 1940s, had resulted in inefficient 

industries unable to satisfy the Mexican appetite for con-

sumer and investment goods. Still overvaluation of the 

peso resulted in increasing protectionist pressures. The 

public sector deficit had risen from 1.9 percent of GDP in 

1970 to 7.5 percent in 1976, and the inflation rate 

averaged 16.7 percent between 1973 and 1976, its highest 

level in decades. 10 

Echeverria's answer to the problem of the current 

account deficit was to increase external borrowing. By 

1976, inflation continued to rise and an estimated $4.0 

billion in flight capital had left Mexico in anticipation 

Countries, ed. Gordon W. Smith and John T. Cuddington 
(Washington: World Bank, 1985), p. 258. 

9 See Table 2-1. 

lO See Tables 2-2 and 2-1. 
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of a devaluation. 11 Mexico's external debt rose by $4.9 

billion alone in 1976 and stood at $21.8 billion by the end 

of the year, up from $8.6 billion only three years 

earlier. 12 Finally, the inevitable devaluation did come. 

Between September and December the peso was devalued by 

nearly 100 percent. 13 The devaluation, because it was more 

than 10 percent, necessitated the involvement of the Inter-

national Monetary Fund (IMF). It was under this s c ena r io 

that Jose Lopez Portillo entered office in December 1976. 

The IMF prescribed its usual "carrot and stick" policy 

for Mexico. The "carrot" was $1.2 billion in badly needed 

financing. The "stick" was the IMF's seve re austerity mea-

sures under a three year (1977-79) stabilization program: 

a strengthening of Mexico's international reserve position; 

a reduction in the public sector deficit (guidelines on 

wages, taxes, social programs, etc.); a ceil i ng on monetary 

expansion; and, an an nual limit of $3.0 billion in new pub-

lic foreign debt. 14 

The Portillo administration was largely successful in 

fulfilling the guidelines set by the IMF. From 1976 to 

11 Rosario Green, p. 109. 
12 See Table 2-3. 
13 Rosario Green, p. 108. 
14 Rosario Green P. 109. 
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1978 the public sector deficit as a percentage of GDP fell 

by 2 percent and the current account deficit was reduced by 

46 percent in 1977, although GDP growth fell to 3.4 percent 

from an annual average of 6.3 percent between 1970 and 1976 

and inflation increased to 29.0 percent from 15.7 percent 

in the previous year. 15 In addition, the Mexican govern-

ment had little trouble raising the limit of external funds 

set by the stand-by agreement. 

By the end of 1977, the Mexican economy once again 

looked promising, despite the pessimistic outlook only one 

year earlier. This was partially due to the success of the 

IMF stand-by agreement, but more importantly it was due to 

the discovery of substantial new hydrocarbon reserves which 

had increased to 11 billion barrels from just over 7 bil-

lion only one year earlier. This total jumped again to 

more than 40 billion in 1978 and to an incredible 72 bil-

lion barrels in 1981. 16 The oil boom had started and 

Mexico began a period of unprecented growth. 

Real GDP growth averaged 8.6 percent between 1978 and 

1980, riding on the coat tails of the oil boom. 17 Crude 

exports increased from 200,00 barrels per day in 1977 to 

15 See Tables 2-1, 2-2 and 2-4. 
16 Solis and Zedillo, p. 260. 
17 See Table 2-1. 



more than 1 million per day by the end of 1980. Further-

more, at the same time production was increasing, crude 

prices more than doubled between 1975 and 1980. 18 

Mexico seemed destined for a promising future. As 

Robert E. Looney commented: "The oil euphoria that 

14 

developed in Mexico in the late 1970s encouraged a sense of 

economic omnipotence. 1119 This sentiment was reflected in 

the increase in real investment, both public and private 

investment increased by an annual average of 20.4 percent 

and 16.7 percent respectively between 1978 and 1980, up 

significantly from the 16.2 percent and 6.1 percent 

increases during the 1973 to 1976 period. 2° Furthermore, 

external public debt managed to grow at a reasonably 

controlled rate during this period, although foreign pri-

vate debt increased more rapidly. Nonetheless, the ratio 

of total external debt (public and private) to GDP fell 

from 35.8 percent in 1977 to 31.3 percent in 1980. 21 The 

only thing which held Mexico back was its 1976 stand-by 

agreement with the IMF, but it was paid before its 1979 

18 Solis and Zedillo, pp. 259-60. 
19 Economic Policymakinq in Mexico: Factors Underlying the 

1982 Crisis (Durham, North Carolina: Duke University 
Press, 1985), p. 109. 

20 Solis and Zedillo, p. 260. 
21 Solis and Zedillo, p. 261. 



deadline, allowing Mexico freedom from its external con-

straints. 

15 

All was not well, however. The euphoria surrounding 

the oil boom also helped to mask the structural problems 

that existed at the time. The high rates of inflation that 

began under Echeverria were never corrected while the nomi-

nal exchange rate more of less remained at its 1976 

post-devaluation level. This was part of a deliberate gov-

ernment strategy of gradual peso overvaluation designed by 

the Portillo administration. It was thought that this 

overvaluation would channel inflationary pressure caused by 

excess demand into the external sector, while ensuring a 

constant supply of capital imports at favourable prices to 

feed investment. Furthermore, the cost of external credit 

to domestic enterprises would remain reasonable under this 

strategy. 

The overvaluation did provide some desirable results, 

but it also produced a large trade deficit. Real imports 

increased an average of 24 percent between 1978 and 1981, 

compared with an annual average of 6 percent in the 1970-76 

period. Real exports, by contrast, increased by only 9 

percent annually during the same period, relative to 6.7 

percent under Echeverria, as exports, with the exception of 
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oil, became less competitive in international markets. 22 

The oil euphoria also masked the public sector defi-

cit. During the oil boom, Mexico was d e termined not to let 

its economy become dependent on oil exports like a number 

of other countries had done. Public investment in the oth-

er sectors of the economy also increased and were financed 

by the government, not by increasing tax revenues, but by 

borrowing abroad as the public sector deficit again 

increased as a proportion of GDP, from 5.5 percent in 1978 

to 7.9 percent in 1980. 23 Unfortunately, investment proj-

ects were often illconceived and unproductive, usually 

capital-intensive instead of labour-intensive, where Mexico 

had a comparative advantage. This had few dire conse-

quences when real interest rates were negative in the 

mid-1970s, but became burdensome in the latter part of the 

decade. 

Thus, the increased public sector deficit coupled with 

the uncompetitiveness of Mexican exports and the continued 

growth of imports, caused Mexico's balance of payments 

situtation to worsen, increasing the economy's appetite for 

foreign savings. Tragically, Mexico had become a one 

22 Inter-American Development Bank, Economic and Social 
Progress in Latin America, 1982 Report (Washington: 
Inter-American Development Bank, 1982), p. 284. See 
Table 2-4 for nominal exports and imports. 

23 See Table 2-2. 



export economy. In 1981, hydrocarbon exports totalled 71 

percent of all exports, up from 21 percent in 1977, while 

exports of manufactures fell from 46 percent to just 17 

percent over the same period. 24 

17 

By 1981 the situation had dramtically changed. In 

1978 the Mexican government had made its med i um-term eco-

nomic forecasts based on demand and world oil prices stead-

ily increasing, by at least the world rate of infla t ion. 

When oil prices slipped 20 percent instead of increasing by 

the 7 to 10 percent envisaged in its forecasts for 1981, 

the Mexican economy clearly was in trouble. 25 Oil revenues 

slipped by $6.0 billion, from $20 billion to $14 billion. 26 

Capital flight had also become a grave problem by 1981. 

Although estimates vary, it is safe to say that capital 

flight accounted for the majority of the external financing 

requirements of Mexico in the late-1970s and early-1980s, 

as flight capital left Mexico in anticipation of a devalua-

tion of the overvalued peso . 27 Further exacerbating the 

24 Inter-American Development Bank, p. 284. 
25 Pedro-Pablo Kuczynski, "Why the Music Stopped," inter-

view in Challenge, Vol. 25, No. 6 (January-February 
1983), p. 23. 

26 William R. Cline, International Debt: Systematic Risk 
and Policy Response (Washington: Institute for Interna-
tional Economics, 1984), p. 258. 

27 The In t er-Am e r i can Development Bank estimated that the 
peso was overvalued some 28 percent by December 31, 1981 
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problem was the fact that the prices and volumes of 

Mexico's other exports had fallen due to the global reces-

sion, a recession which Mexico had not planned for. 

Even during this period, the Mexican government not 

only did not cut spending nor increase tax revenues, but 

increased spending as it continued its investment and sub-

sidy programs. As its public sector deficit grew and its 

current account deficit worsened, the Mexican government 

again went to external markets to borrow the required 

funds. According to Ernesto Zedillo, "in 1981, foreign 

financing became the slack variable that seemed to avoid 

the adjustment that otherwise would have been necessary." 28 

The stock of external public debt increased 54 percent 

between 1980 and 1981 from $33.9 billion to $52.2 

billion. 29 In addition, the international banking communi-

ty had changed the rules of the game, extending most new 

loans on a short-term basis (under one year) and at higher 

rates of interest. 30 These developments largely brought on 

relative to June 1978, despite mini-adjustments in 1980 
and 1981. See Inter-American Development Bank, p. 285. 

28 "The Mexican External Debt: The Last Decade," in 
Politics and Economics of External Debt Crisis: The 
Latin Amencan Experience, ed. Miguel S. Wionczek(Boul-
der, Colorado: Westview Press, 1985), p. 314. 

29 Solis and Zedillo, p. 261. 

30 See Tables 2-3 and 2-5. 
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by the tight monetary policies of the industrialized world 

(see next two sections). Mexico's interest burden alone 

increased to $8.2 billion from $5.4 billion only one year 

earlier. 31 This was the primary reason for Mexico's cur-

rent account disequilibrium. Furthermore, the availability 

of credit was tightening as commercial bankers were no 

longer as willing to roll-over existing obligations. 32 

Meanwhile, capital flight continued, many of the 

borrowed dollars not even seeing Mexico. As Albert Fishlow 

wrote: "Public obligations were converted into private 

assets overseas. 1133 By the beginning of 1982 it was clear 

that the Mexican economy was in a state of crisis. The oil 

31 Cline, p. 258. 
32 The role of the Banco de Mexico, like any central bank, 

is to inform its government of the dangers of an exter-
nal debt which is too high. In 1950, E. D. Domar 
published his criterion which stated that if the inter-
est rate on external debt equalled the annual rate of 
increase in new lending, the debt would continue to grow 
until there was no net inflow of resources. In other 
words, all new lending would eventually be required to 
honour existing obligations. See "Foreign Investment 
and the Balance of Payments," American Economic Review, 
December 1950, cited in W. Arthur Lewis, The Evolution 
of the International Economic Order (Princeton, New Jer-
sey-:-Princeton University Press, 1978), p. 58. Whether 
or not the Banco de Mexico informed the Mexican govern-
ment about such a danger, and whether or not the govern-
ments under Echeverria and Lopez Portillo followed such 
advice, is absent from the literature. 

33 "Lessons from the Past: Capital Markets During the 19th 
Century and the Interwar Period," International 
Organization, Vol. 39, No. 3 (Summer 1985), p. 433. 
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boom of the late 1970s was waning, unmasking the structural 

problems that had been developing since World War II. With 

much of its debt coming due during the year (mostly 

short-term) and with new credit all but unavailable to 

roll-over past obligations, Mexico was pressed to find a 

way of turning around its constantly deteriorating current 

account balance. In an attempt to rectify the situtation, 

on February 18, 1982, the Banco de Mexico allowed the peso 

to float freely, resulting in an approximate 30 percent 

devaluation. In May the peso was devalued another 18 per-

cent.34 But the devaluations were not coupled with budget 

cutbacks because of the upcoming July election and thus 

were ineffective. After the July election, subsidies on 

tortillas and gasoline were reduced in a last attempt to 

reduce the public sector deficit, and thus the need for 

external financing. On August 12, the Mexican government 

froze $12 billion in U.S. dollar accounts held in Mexican 

banks and converted them into pesos. 35 These measures were 

not enough to solve the current account disequilibrium, 

capital flight continued, and on August 20, 1982 Lopez 

Portillo announced to the world that Mexico was unable to 

honour its debt obligations. 

34 Inter-American Development Bank, p. 287. 
35 Delamaide, p. 103. 
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Lending Policies 

Two popular misconceptions exist regarding the role of 

private commercial banks in the debt crisis: lending to 

less developed countries (LDCs) began after 1973-74 when 

petro-dollars were recycled back into oil-importing 

countries after the oil price shock; and, that commercial 

banks simply did not act prudently in extending loans to 

these countries. While each of these is partially correct, 

to assert that these two phenomena were the cause of pri-

vate commercial bank overlending would be to do a serious 

injustice to the facts. Like the internal causes of the 

Mexican debt, relevant developments in the international 

financial market can also be traced back to the post-World 

War II period. 

It was in 1949 when a new development came onto the 

international banking scene. It was during this year that 

the new communist government in China wanted a safe haven 

for its U.S. dollars, by then the major in t ernational 

trading currency. The Chinese government placed their dol-

lars in a Soviet-owned bank 1n Paris whose cable address 

happened to be "Eurobank." As the cold war intensified, 

the Soviet government, fearing that their dollar deposits 

within the U.S. would be frozen also, began depositing dol-

lars in their bank in Paris as well as another bank that 
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they owned in London. The Eurocurrency or offshore banking 

market had been established. 36 

At first the Eurodollar market (Eurocurrency 

denominated in U.S. dollars) was relatively small and had a 

relatively low profile, confining its operations to 

accepting deposits on a short-term basis. By 1957, when a 

run on British sterling caused the monetary authorities in 

Britain to stop sterling credits from being used to finance 

non-British foreign trade, the British banks now turned to 

lending U.S. dollars to traders who needed credit. Fur-

thermore, the United States began running a balance of pay-

ments deficit during this time, adding more dollars to the 

system. Exacerbating the problem were regulations 

introduced in 1963 by the Kennedy administration to solve 

its balances of payments shortcomings which, in essence, 

closed U.S. capital markets to many foreign borrowers. The 

Eurocurrency market boomed. In 1964 the net size of the 

market was $9 billion, by 1972, before the oil price shock, 

it has swelled to $92 billion, most of which was 

36 This is the account given by Anthony Sampson, The Money 
Lenders: Bankers in£ Dangerous World (Kent, England: 
Hodder and Stougton, 1981), p. 121. Another account 
states that it was born in the early-1950s under similar 
circumstances but with Eastern European countries 
attempting to protect their U.S. dollars. See 
H. H. Binharnmer, Money, Banking and the Canadian Finan-
cial System, 3rd ed. (Toronto: Methuen Publications, 
1977), p. 610. 
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denominated in U.S. dollars. 37 

A number of other characteristics made the Euromarket 

attractive. There was little regulation in the market. 

Banks, who denominated deposits and loans in a currency 

other than their domestic currency, were not subject to 

regulated reserve requirements by any central bank and, as 

a consequence, they could lend as much as they felt was 

prudent. In addition, offshore banking centers such as the 

Bahamas, the Cayman Islands, Panama, Hong Kong and 

Singapore sprouted, offering foreign banks various degrees 

of secrecy, tax benefits and smaller required capital bases 

for their operations. This resulted in an increase in 

legitimate and illegitimate deposits, further facilitated 

by the electronic transfer of funds where "the location of 

a deposit, a loan, or a foreign exchange position is large-

ly notational, in that the transactions can be shifted from 

one jurisdiction to another by the stroke of a pen. 1138 

Other developments paralleled the development of the 

Eurocurrency market. In the 1960s, commercial loan demand 

in the U.S. generally decreased while competition for 

37 Benjamin Cohen, l!! Whose Interest?: International Bank-
i.D.9. and American Foreign Policy (New Haven, Connecticut: 
Yale University Press, 1986), p. 21. 

38 Richard S. Dale, "International Banking is Out of Con-
trol," Challenge, Vol. 25, No. 6 (January- February 
1983), p. 14. 



24 

deposits increased. U.S. banks looked elsewhere, 

particulary to Eurodollar markets, but loan demand was 

slack in the rest of the industrialized world. With a sur-

plus of liquidity, the U.S. bankers began to look beyond 

their traditional alliances and into LDCs. Many LDCs had a 

promising future, especially the newly industrialized 

countries (NICs), including Mexico, which were seen as sta-

ble enough to satisfy the bankers' prudent nature yet very 

profitable since higher fees and spreads could be charged. 

This increase in U.S. liquidity coincided with an 

increased Mexican appetite for external financing as the 

import substitution policies of the Mexican government had 

left the country with serious balance of payments problems 

by the mid-1960s. 39 In addition, the traditional official 

sources of funding were waning, not only for Mexico but for 

the entire region. At the begining of the 1960s, loans 

from official sources accounted for nearly two-thirds of 

Latin America's external finance, by the early-1970s this 

figure had dropped to one-quarter. 40 By 1967, private 

financial flows were already the most important source of 

public external indebtedness accounting for 60 percent of 

the total flows between 1967 and 1970. The majority of 

39 See Table 2-4. 
40 Jeff Frieden, "On Borrowed Time," NACLA Report on the 

Americas, Vol. 19, No. 2 (March-April 1985), p. 26. 
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which came from U.S. banks with some external finance from 

Mexican bond issues and Eurocurrency markets. The 

remaining 40 percent was made up of official bilateral and 

multilateral aid, and suppliers' credits. 41 Mexico was 

only too happy to see this switch to bank lending, with few 

or no conditions, from official lending with its sometimes 

strenuous conditions. 

By the early 1970s, Mexico was already heavily indebt-

ed, total external debt reaching $8.6 billion in 1973. 42 

The oil price shock of 1973-74 simply exacerbated the prob-

lem, as Mexico was still a net oil-importer. Although not 

the beginning of private external financial flows to 

Mexico, they did intensify during this period. Mexico, 

which had relied mostly on bonds and U.S. bank finance dur-

ing the 1960s, now turned to the Euromarket as its number 

one source of external funds. The Euromarkets boomed as 

OPEC countries deposited large amounts of their oil reve-

nues in these banks, reluctant to deposit their 

petrodollars in the U.S. The net size of the Eurocurrency 

market increased from $92 billion in 1972 to $575 billion 

41 Manuel Gollas, "External Debt and Economic Growth: 
Mexico," in Foreign Debt and Latin American Economic 
Development ed. Antonio Jorge, Jorge Salazar-Carillo and 
Rene P. Higonnet (New York: Pergamon Press, 1983), 
p. 147. 

42 See Table 2-3 



by 1980. 43 The oil price increase, coupled with the 

expansionary policies of Echeverria and later Portillo, 

greatly increased Mexico's need for external finance and 

Mexico, like most oil-importing LDCs, turned increasingly 

to the Eurocurrency market, which was entrusted with 

recycling OPEC's petrodollars. 
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The 1970s were also marked by the development of 

another important - feature in international finance: the 

syndicated loan. These loans, involving a number of banks, 

were to become the largest component of Mexico's long-term 

external debt. After 1973, few banks were willing or able 

(because of loan sizes) to provide the necessary funding to 

capital-thirsty LDCs. Sydicated loans satisfied this 

thirst. Furthermore, they allowed a large number of 

smaller regional banks to enter the apparently lucrative 

international lending market, a market from which they had 

been previously excluded. By 1978, 287 banks took part in 

syndicated loans to Mexico. 44 

The 1970s also marked the advent of the variable 

interest rate loan. These loans were the bankers' answer 

to the volatile interest rates of the period. During the 

mid-1970s, real interest rates were negative, resulting in 

43 Cohen, p. 21. 
44 Gollas, p. 147. 
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a transfer of income from lenders to borrowers. Loans with 

variable interest rates transferred all of the risk inher-

ent in volatile interest rates to the borrower as rates 

charged on loans would be changed every 90 days, most rela-

tive to the London Interbank Offered Rate (LIBOR) plus a 

spread. By 1982 it was estimated that 95 percent of all 

LDC bank debt had been contracted at variable interest 

rates. 45 

Mexico, along with the international financial system, 

weathered the crisis in 1976. By 1977, after the discovery 

of larger oil reserves were announced, Mexico once again 

became a good credit risk. Bankers were more than happy to 

supply the oil-rich country with new loans, seeing its oil 

reserves as enough collateral. Bankers couldn't lend 

enough to Mexico during this period, often enticing the 

Mexican authorities with favourable terms, decreased 

spreads, etc. 

By 1981, the international financial system was in 

trouble. In the late-1970s, their answer to the 

intensifying world recession and volatile interest rates 

was to roll-over long-term debt, replacing it with 

short-term debt with variable interest rates. In 1980 

45 Pablo Neuhaus, "Floating Interest Rates and Developing 
Country Debt," Finance and Development, Vol. 19, No. 4 
(December 1982), p. 38. 
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alone, 98.8 cents of every new dollar Mexico borrowed was 

used to pay back existing obligations. 46 In 1981, Mexico's 

total debt increased by more that $20.3 billion, more than 

$8.5 billion of which was short-term. 47 When these 

short-term commitments came due a year later, along with 

other longer-term ones, new credit had dried-up and 

Portillo was forced to make his announcement to the world. 

While the above developments in the in t ernational 

financial system begin to explain the role of the private 

banks in causing Mexico's current crisis, the question 

still remains: Why did the private banks lend so much? A 

number of explanations have been discussed. 

First, banks had a number of misconceptions inherent 

in their country risk analysis. In fact: 

International banks have sometimes behaved as if 
they suffer from 'disaster myopia,' that is, as 
if the probability of a major shock affecting 8 their international loan portfolios were zero. 4 

Many banks felt that, unlike domestic customer, sovereign 

nations do not and cannot go bankrupt. For this reason, 

banks didn't seem to care that loans were not being used 

for productive investments; a requirement they would cer-

46 Gollas, p. 142. 
47 See Table 2-3. 
48 Jack M. Guttentag and Richard J. Herring, The Current 

Crisis in Inte r national Lending (Washington: The 
Brook i ngs Institution, 1985), p. 2. 
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tainly demand of their domestic customers. In fact, in the 

case of Mexico, the loans were being used to cover balance 

of payments deficits caused by large fiscal deficits and 

high levels of domestic consumption, in addition, massive 

levels of capital flight in the late 1970s and early 1980s. 

Worsening the problem was the fact that there was 

widespread use of government guarantees by countries, espe-

cially a country like Mexico which guaranteed many of the 

private bank loans made to the private sector. Further-

more, banks felt quite secure in the knowledge that they 

would be bailed-out if problems arose, either directly by 

their own central banks, or indirectly by international 

organizations such as the IMF or the Bank for International 

Settlements (BIS). This was especially true for the U.S. 

banks who had witnessed the bail-out of a number of large 

regional banks in the late-1970s. For these reasons, a 

number of banks, particularly U.S. ones, didn't feel a need 

to hold adequate loan-loss reserves, preferring to boost 

their quarterly earnings instead. 

The increase in the number of loan syndications also 

led to faulty risk analysis as the smaller banks relied on 

the assessments of the larger ones. In addition, it was 

felt that the use of short-term loans would allow easy exit 

in case of good loans turning bad, and the use of 

variable-interest rate loans would transfer the majority of 
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the risk to the borrower. 

Second, there existed not only a lack of regulation 

but also a violation of regulations by the international 

banking community. As was mentioned above, the 

Eurocurrency market was all but exempt from the control of 

any central bank, increasing the likelihood of overlending 

since there was no need to set aside mandatory reserve 

requirements like those required in national capital mar-

kets. Also, a number of U.S. banks simply ignored U.S. 

banking regulations. Penny Lernoux noted that 

U.S. banking regulations forbid banks to lend 
more than 15 percent of their total portfolios to 
any one country, but the Comptroller of the Cur-
rency admitted that a number of banks had 
exce~d

1
ed that 49 imit, particularly in Mexico and 

Braz1 ... 

Futhermore, banks often circumvented the banking regula-

tions by lending to governments and enterprises within 

Mexico as if they were separate entities. For example, 

loans would be made to Petroleos Mexicanos (PEMEX), the 

state-owned oil monopoly, as well as the Mexican government 

itself, both loans together exceeding the limit, although 

each taken separately did not. 

Third, lack of proper and timely information often 

precluded banks from making prudent loans. Banks often 

49 Penny Lernoux, Banks We Trust (New York: Penguin 
Books, 1986), p. 235. 
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didn't know the extent to which other banks were exposed to 

any given country nor the debt-service capacity that was 

absorbed by other banks. This problem was particularly 

acute with short-term debt as the exchange of credit infor-

mation was often slow. Even the central banks of 

capital-exporting countries lacked information on the 

activities of their commercial banks. However, this should 

have resulted in increased prudence by lenders, as 

... no one asked why a potential lender was 
unable to ask a potential borrower for a state-
ment of existing liabilities, existing capacity 
and expecte~ capacity 5g service debt in terms of 
export earnings ... 

In addition, banks lacked information on how many of the 

loans would be used, because they often neglected to ask 

borrowers how the money would be spent. Perhaps they 

didn't want to know. In fact, many LDCs continued to 

accept external financing, feeling that their macroeconomic 

policies and investment projects must be sound if abundant 

financing remained available. As Eduardo Wiesner noted: 

The process of delinking risk from the economic 
feasibility of investment projects and from the 
capacity of debtor countries to rapidly adopt all 

50 Heliodoro Gonzalez, "The Latin American Debt Crisis: 
The Bailout of the Banks," Inter-American Economic 
Affairs, Vol. 39, No. 3, (Winter 1985), p. 64. 



of the right macroeconomic policies in the face 
of abundant external financing is one of 5£e most 
underestimated causes of the debt crisis. 

Finally, bank loans to LDCs proved extremely profit-

able and thus, many bankers may have underestimated the 

costs involved. Although this could be considered an 

understatement. As Heliodoro Gonzalez asserted: 

The American banks had actually disregarded every 
principle of sound banking in a display of greed 
and incompetence probably5~nparalleled in the 
history of banking ... 
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While most bankers would vehemently deny that they 

acted with this degree of incompetance, clearly lending to 

LDCs was a profitable undertaking. According to World Bank 

statistics, the spread over LIBOR for the last half of the 

1970s averaged 1.22 percent relative to .87 percent for 

industrial countries, a difference of .35 percent. Fur-

the r more, these larger spreads didn't reflect larger risks 

involved in LDC lending as they had proportionately better 

loan-loss records than Western European countries in the 

late-1970s. 53 Penny Lernoux noted that U.S. bankers 

expected a return three times as great in Latin America 

51 "Latin American Debt: Lessons and Pending Issues," 
American Economic Review, Vol. 75, No. 2 (May 1985), 
p. 194. 

52 Gonzalez, p. 64. 
53 Peter Nunnenkamp, The International Debt Crisis of the 

Third Wor l d (Sussex: Whea t sheaf Boo~l986), 
pp. 99-100. 
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relative to domestic returns. 54 The push for increased 

profits also intensified in light of the fierce competition 

between international banks. This pushed down spreads and 

fees, perhaps below what would normally be considered a 

prudent risk premium, yet lending remained profitable. 

External Causes 

International economic developments in the late-1970s 

and early-1980 exposed Mexico's internal structural prob-

lems and the overlending of comrnericial banks. While the 

post-World War II international economy grew steadily with 

only minor interruptions throughout the 1950s and 1960s, 

things started to change in 1973. 

In that year, Mexico still imported ov er 47 million 

barrels of oil, almost 12 percent of its oil 

requirements. 55 While Mexico was not as dependent on 

external oil suppl i es as most other LDCs, the price 

increase still necessitated moderate external financing to 

correct the ensuing balance of payments problems, especial-

ly when coupled with the expansionary fiscal policies of 

54 Lernoux, p. 235. 
55 Inter-American Development Bank, Economic and Social 

Prog r ess in Latin America, 1986 Report (Washington: 
In t er-American Development Bank, 1986), pp. 443-45. 
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the Echeverria administration. 

The resulting global recession didn't last long and by 

the mid-1970s the global economy was again active. 

Futhermore, real interest rates remained negative through-

out most of the decade. The turning point came in 1979 and 

1980. By this time Mexico was now a net oil-exporter and 

could take advantage of the price increases in these two 

years. Although Mexico's external debt continued to rise, 

its future seemed promising. 

In late 1979, Paul Volcker, Chairman of the Board of 

Governors of the Federal Reserve System, embarked on a pol-

icy of tight money. He viewed inflation as the root of all 

economic evil and was not going to be distracted from his 

crusade of bringing it down to reasonable levels. 

A monetary St. George, he set out to slay the 
dragon of inflation with his visor firmly locked 
into place. No amount of recession, unemploy-
ment, or bankruptcy in the United States or any-
where else in tg6 world was going to distract him 
from that task. 

Other Western central bankers welcomed and followed 

Volcker's initiative and the international economy fell 

into its worst recession in half a century. 

By 1981, the results of the recession were starting to 

be felt all over the globe. While Mexico took advantage of 

the oil price increase in 1979 and 1980, a glut of oil on 

56 Delamaide, p. 13. 
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the international market began to depress its price, 

resulting in oil revenues which were less than expected for 

Mexico, a country dependent on its oil. Furthermore, 

Mexico's other exports suffered as both volumes and prices 

decreased. Although improving terms of trade in 1979-80 

may have outweighed the declining terms of trade from 1981 

on, export revenues were still less than those expected 

under projections, futher exacerbating the balance of pay-

ments problems caused by Mexico's already uncompetitive 

exports. 

Interest rates also soared as a result of the tight 

monetary policies of the industrialized world and the 

increasing fiscal deficits in the U.S., LIBOR increased to 

16.5 percent in 1981, up from the 5 to 7 percent range in 

the mid-1970s and short-term loans were becoming the rule 

rather than the exception. 57 Furthermore, the recession 

resulted in increasing protectionist pressures in a number 

of Western countries, making devalued exports even harder 

to sell in already depressed global markets. 

Given these developments, as well as Mexico's 

increased imports and capital flight problems, the external 

debt increased by $20.3 billion in 1981 alone, $8.5 billion 

57 See Table 2-5. 

! 
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of which was on a short-term basis. 58 It is hardly sur-

prising that one year later, with external credit 

contracting, Mexico was unable to honour its external debt 

obligations. 

Summary 

The debt crisis in Mexico was caused by three 

interrelated events. First, internal economic policies 

implemented by successive Mexican governments. From the 

import-substitution policies of the post-World War II peri-

od to the macroeconomic mismanagement of the late-1970s and 

early-1980s, these policies led to external imbalances 

which necessitated the need for external financing. 

Second, international banking practices had changed 

dramatically in the years following the Second World War. 

Expansion of the Euromarket; increasing use of syndicated 

l oans; short-term, variable-interest rate loans; and, a 

lack of timely information: all were characteristics of 

the international financial market. These factors, coupled 

with high rates of return in LDC markets, led to aggressive 

marketing of loans in these countries, often beyond the 

point of prudence. 

58 See Table 2-3. 



Third, the global economic recession of the 

early-1980s, largely brought on by the tight monetary 

policies of Western central banks, led to decreased world 

trade and depressed commodity prices. 
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All three of these factors led to Mexico's inability 

to pay its debt obligations in August 1982. Still, five 

years after the crisis began, the situation has not greatly 

improved and, in some respects, has actually worsened. 



Table 2-1: Real GDP Growth and Inflation Rates 
(percentages) 

Year 
1950-60 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 

Real 
GDP Growth 

5.6 
Inflation 

8.1 
4.9 
4.7 
8.0 

11. 7 
6.5 
6.9 
6.3 
8.1 
6.3 
6.9 
4.2 
8.5 
8.4 
6.1 
5.6 
4.2 
3.4 
8.3 
9.2 
8 . 3 
8.0 

-0.6 

14.5 
-1.8 

5.2 
15.8 

4.8 
4.9 

12.4 
2.7 
4.8 
1. 6 
1.1 
0.7 
2.4 
3.7 
4.1 
3.0 
0.8 
3.5 
4.9 
5.6 
4.8 

12.1 
23.5 
15.4 
15.7 
29.0 
17.5 
18.1 
26 . 4 
27.9 
59.0 

Source: International Monetary Fund, International 
Finacial Statistics Yearbook (Washington: International 
Monetary Fund), various issues; and Robert E. Looney, 
Economic Policymaking in Mexico: Factors Underlying the 
1982 Crisis (Durham, North Carolina: Duke University 
Press, 1985), p. 7. 

38 



39 

Table 2-2: Public Sector Expenditures and Budget Deficits 
(percent of GDP) 

Year 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 

Expenditures 
20.6 
20.8 
23.0 
25.5 
27.4 
32.7 
31.2 
29.8 
31.9 
35.0 
36.3 
42.3 
47.5 

Deficit 
-1. 9 
-2.3 
-4.1 
-5.3 
-5.8 
-9.1 
-7.5 
-5.2 
-5.5 
-7.5 
-7.9 

-14.5 
-16.9 

Source: Inter-American Development Bank, External Debt and 
Economic Development in Latin America: Background and 
Prospects (Washington: Inter-American Deve l opment Bank, 
1984), p. 177. 

Table 2-3: External Debt, Total and Short-Term 
(billions of U.S. dollars) 

Year Total Short-Term 9-:: 0 

1973 8.6 2.1 
1974 12.8 3.3 
1975 16.9 3.6 
1976 21. 8 3.3 
1977 27.1 3.2 
1978 33 . 6 4 . 6 
1979 40.8 7.6 
1980 53.8 15.5 
1981 74.1 24.0 
1982 84.1 25.2 

Short-Term 
24.4 
25.8 
21. 3 
15.1 
11. 8 
13.7 
18.1 
28.8 
32.4 
30.0 

Source: William R. Cline, International Debt: Systematic 
Risk and Policy Response (Washington: Institute for Inter-
national Economics, 1984), pp. 258-59. 



Table 2-4: Merchandise Exports, Imports, Net Services 
and Current Account Balance 
(billions of U.S. dollars) 

40 

Year 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 

Exports 
0.78 
0.83 
0.93 
0.99 
1.05 
1.15 
1. 24 
1.15 
1. 26 
1.45 
1. 35 
1. 41 
1. 72 
2.14 
3.00 
3.01 
3.48 
4.60 
6.25 
9.30 

Imports 
1.13 
1.09 
1.10 
1.19 
1.42 
1.50 
1. 58 
1. 76 
1. 89 
1.98 
2.24 
2.16 
2.61 
3.66 
5.79 
6.28 
5.77 
5.63 
7.99 

Net 
Services 

0.04 
0.03 

Balancea 
-0.32 

16.07 
19.94 
21. 23 

12.13 
18.90 
24.04 
14.44 

n.a. 
n.a. 

-0.04 
-0.05 
-0.05 
-0.08 
-0.12 
-1.00 
-0.24 
-0.14 
-0.09 

0.03 
-0.21 
-0.91 
-1.27 
-1.00 
-1.62 
-2.85 
-5.61 

-10.09 
-13.31 

-0.24 
-0.18 
-0.22 
-0.42 
-0.40 
-0.39 
-0.69 
-0.74 
-0.59 
-1.07 
-0.84 
-0.92 
-1. 42 
-2.88 
-4.04 
-3.41 
-1.85 
-3.17 
-5.46 
-8.16 

-13.90 
-6.22 

aThe current account balance is exports minus imports plus 
net services and transfers. The discrepancy arises because 
transfers are not included in the current account balance. 

Source: International Financial Statistics Yearbook 1986 . 



Table 2-5: London Interbank Offered Rate (LIBOR) 
(percent) 

Year 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 

LIBOR 
9.2 

11. 0 
7.0 
5.6 
6.0 
8.7 

12.0 
14.4 
16.5 
13.1 
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Source: William R. Cline, International Debt and the Sta-
bility of the World Economy (Washington: Institute for 
International Economics, 1983), pp. 18-19. 



CHAPTER 3 

DEVELOPMENTS SINCE 1982 

north south east west 
kill the best and buy the rest 
it's just spend a buck to make a buck 
you don't really give a flying fuck 
about the people in misery 

IMF dirty IMF 
takes away everything it can get 
always making sure that there's one thing left 
keep them on the hook with insupportable debt 

... and they call it democracy1 

Since Mexico made its announcement to the world on 

August 20, 1982, the debt crisis has imposed severe econom-

ic and social hardships on the country. Internally, Mexico 

has been forced to make drastic adjustments to its economy 

while adverse external economic conditions have made this 

adjustment even more painful: high real interest rates, 

the lack of external markets coupled with low commodity 

prices, and the absence of significant new lending sources 

have all contributed to a prolonged and painful period, 

especially for the poorest sectors of Mexican society. 

This chapter will explore the economic developments 

1 Bruce Cockburn, "Call It Democracy," from the album World 
of Wonders, 1985. 
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which have taken place since August 1982. First, the 

internal conditions and the policies of adjustment pursued 

by the Mexican government will be dealt with. Second, the 

external conditions that influence Mexico's ability to 

honour its debt obligations will be discussed. Finally, 

the social conditions which have markedly deteriorated 

since the crisis broke are mentioned. Although important, 

more often than not they are ignored in the literature. 

Internal Economic Conditions 

The costs of adjustment for Mexico have been high. 

Since 1982, Mexico has repeatedly been subjected to the 

rigorous requirements set out by the IMF and its creditors, 

in an attempt to correct its external disequilibrium. Real 

GDP growth, which averaged 6.6 percent annually between 

1970 and 1980, has declined by an annual average of 0.7 

percent in the 1982-86 period. 2 

The bulk of the economic adjustments have come from 

the export and public sectors, in line with IMF 

conditionality. In an effort to correct its balance of 

payments problems, Mexico has attempted to increase its 

exports while decreasing its imports. Despite these 

2 See Table 3-1. 
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efforts and promising export performance in 1983 and 1984, 

between 1982 and 1986 exports decreased an annual average 

of 3.4 percent, mainly due to decreasing oil prices. Mean-

while imports have been cut by an annual average of 9.0 

percent over the same period. While the government has 

been successful in improving the current account balance, 

it has remained in a deficit position in three of the past 

six years. 3 

Furthermore, capital flight has continued to be prob-

lematic, although not to the extent that it was in the 

earlier part of the decade. Despite a more realistic 

exchange rate, flight capital, which is highly speculative, 

continues to flow out of Mexico, especially into the U.S. 

As The Economist noted last year: 

The American State Department recently said that 
$14 billion of bank deposits in the United States 
are listed as owned by Mexicans. The true figure 
is likely to be much higher. Several estimates 
that include the value of property held north of 
the border, as well as bank accounts, put the 
total value of capital flight from Mexico ~ver 
the past ten years as high as $55 billion. 

Furthermore, the IMF has implied that since the debt crisis 

the problem of capital flight has become more acute, not 

because the amount has increased, but because before 

the outbreak of the debt crisis ... the outflow 
of private savings was generally returned to the 

3 See Table 3-2. 
4 April 5, 1986, p. 21. 



resident's economy, often in the form of bank 
loans to the public sector, and the economy con-
sequently guffered little or no net outflow of 
resources. 

No net outflow of resources, that is, until Mexico had to 

pay it back. 

The level of capital flight coupled with continuing 

current account problems has grave implications for the 

future of the Mexican economy. As was mentioned in the 

previous chapter, throughout the 1960s and 1970s, Mexico 

moved from importing consumer goods to importing capital 

goods as part of its policy of import substitution. The 

curtailment of imports has meant that new capital invest-

ment has declined and old capital stock is not being 

replaced. This fact is reflected by the fact the real 

gross domestic investment as a proportion of GDP has 

slipped to the 17 to 19 percent range since the crisis 

broke from a high of 30 percent in 1981. 6 This is hardly 

surprising. With new lending all but cut-off and the 

prices of Mexico's exports depressed due to slack global 

demand, there has been no other option but to cut capital 

imports in order to rectify the current account deficit. 

45 

In essence, Mexico is mortgaging its future productivety to 

5 World Economic Outlook, April 1987 (Washi ngton: Interna-
tional Monetary Fund, 1987), p. 83. 

6 See Table 3-3. 



46 

pay for its excesses of the past. 

This problem of decreased investment is further 

exacerbated by the decrease in public sector spending which 

has limited education and health programs, consumer 

subsidies on most commodities, and expenditures on invest-

ment. The public sector, which has historically been a 

catalyst for investment and growth, has been forced to 

reduce its capital expenditures from 13.0 pe r cent of GDP in 

1981 to a mere 6.8 percent in 1985. 7 While private sector 

investment compensated for some of this decline, gross 

domestic invesment is still low by recent historical stan-

dards, a factor which will likely hinder Mexico's ability 

to supply domestic markets and promote merchandise exports 

in the future. 

While the Mexican government has imposed severe hard-

ships on its people and done much to hinder the potential 

of its economic future, some strides have been made. The 

current account defic i t has been reduced from $14.0 billion 

in 1981 to $2.0 billion in 1986, and from 1983 to 1985 pos-

itive current account balances were recorded. 8 In addi-

tion, the public sector deficit has been reduced from 17.6 

7 Inter-American Development Bank, Economic and Social 
Progress in Latin America, 1986 Report (Washington: 
Inter-American Development Bank, 1986), p. 314. 

8 See Table 3-2. 
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percent of GDP in 1982 to 9.9 percent by 1985. 9 Despite 

these efforts and hardships, the economy still has a long 

way to go before it can sustain any sort of meaningful eco-

nomic recovery, a situation which the external economic 

environment is not promoting. 

External Economic Conditions 

Mexico's plight has not been helped by external eco-

nomic conditions. High real interest rates and depressed 

export markets have made internal economic adjustments even 

more painful while making them less effective. 

Even though nominal international interest rates have 

declined from their peak in 1981, they continue to be high. 

Real interest rates, although declining, have averaged 5.3 

percent between 1982 and 1986, well above historical stan-

dards.10 In the early-1980s this was largely due to the 

tight monetary policies being pursued by the major 

industrialized countries. In the mid-1980s, however, with 

monetary policies loosening, they have largely been caused 

by the massive budgetary deficits of the U.S. government, 

9 See Table 3-4. 

lO See Table 3-5. 
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mainly due to increased military expenditures under the 

Reagan administration. As one publication recently noted: 

One of the cruelist ironies of all is that the 
growing U.S. expenditure on war and preparations 
for war, so wasteful and menacing itself, is 
bankrolled by higher interest rates f£d the glob-
al capital that these rates attract. 

Furthermore, the spreads charged above LIBOR have increased 

since the beginning of the debt crisis. Between 1982 and 

1985, Mexico has paid interest payments averaging $11 bil-

lion annually on its total external debt. 12 

Not only have real interest rates remained high, but 

Mexico's ability to service its debt has not significantly 

improved. Despite several restructurings of Mexico's debt, 

in 1985, 54.6 percent of Mexico's merchandise export earn-

ings were still required to make amortization and interest 

payments. 13 While Mexico has severely curtailed its 

imports, an average of 9 percent annually between 1982 and 

1986, they have been unable to increase exports. In fact 

exports have declined by an annual average of 3.4 percent 

over the same period. 14 Meanwhile debt-service payments 

11 GATT-Fly, Debt Bondage or Self-Reliance: A Popular Per-
spective on the Global Debt Crisis (Toronto: GATT-Fly, 
1985), p. 19. 

12 See Table 3-6. 
13 See Table 3-6. 
14 See Table 3-2. 
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have remained high. 

The reason for this sluggish growth in exports is 

largely due to the slow rates of economic growth in export 

markets. Many analysts feel that growth in industrialized 

countries is a way out of the debt crisis. Usually a fig-

ure of 3 to 4 percent real economic growth in developed 

countries is quoted as a necessary condition for a resolu-

tion to the crisis. Taking the weighted real GNP growth 

rates of Mexico's three major export markets (the U.S., 

Western Europe and Japan), growth achieved this target in 

only 1983 and 1984, years in which Mexico's nominal exports 

did increase by 10.9 percent and 7.6 percent respectively. 

However, since that time, growth in these three markets has 

been short of the target. 15 

While economic growth in the industrialized world may 

be a necessary condition for a resolution to Mexico's debt 

problem, other factors cloud this fact. First, it would 

seem that Mexico's marginal propensity to import is higher 

than that of its major trading partners. In only two of 

the past 5 years (1984 and 1985) has Mexico recorded a pos-

itive real rate of economic growth (3.7 and 2.7 percent 

respectively) and in both of these years nominal imports 

15 See Tables 3-2 and 3-7. 
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have increased (31.4 and 18.6 percent respectively). 16 

This evidence suggests that while real economic growth in 

the major Mexican export markets is necessary for Mexico to 

increase its exports, increasing its own rate of economic 

growth and enhancing its ability to service its debt, 

growth also results in increased imports. This deterio-

rates Mexico's current account balance, the very condition 

which is necessary for Mexico to be able to service it 

debt. A classic "Catch 22" situation. 

Second, while growth in Mexico's export markets may be 

a necessary condition to increase exports, a more important 

condition would be actual growth in demand for Mexican 

products, something which has not happened to any great 

degree. This is largely due to increased protectionist 

pressures in Mexico's export markets. As the IMF has not-

ed: 

Almost throughout the industrial world, protec-
tionist measures were greatly intensified during 
the international recession of the early 1980s. 
They have continued to flourish under the condi-
tions of slack demand, relatively low capacity 
utilization, and high unemployment that still 
prevail i~ ma~9r sectors of most of the industri-
al economies. 

16 See Tables 3-1 and 3-2. 
17 Annual Report 1985 (Washington: International Monetary 

Fund, 19 8 5) , p. 2 9. 
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What the IMF does not note, however, is that part of the 

reason for this slack demand, low capacity utilization and 

high unemployment is the fact that Mexico, and Latin Ameri-

can countries in general, have greatly decreased their 

imports from the industrialized countries. A condition 

which is a major component of every IMF stabilization pro-

gram, and leads to increased protectionist pressures within 

the industrialized countries. 

Particularly problematic is the increase in protec-

tionism in the U.S. which consumes some 61 percent of 

Mexico's exports. 18 Furthermore, trade barriers have long 

been in place in the U.S. which discriminate against Mexi-

can manufactured goods such as textiles and leather prod-

ucts, products in which Mexican has a comparative advan-

tage. In addition, until late 1985, the U.S. dollar, to 

which the Mexican peso is tied, was considered overvalued 

against other major trading currencies, making Mexican 

exports, with the exception of oil (which is denominated 1n 

U.S. dollars), overpriced in many export markets. The dol-

lar overvaluation also exacerbated protectionist pressures 

within the U.S. 

Also, other Latin American countries consume some 6.1 

18 See Table 3-8. 



percent of Mexico's merchandise exports. 19 Most of these 

countries, like Mexico, have their own debt problems and 

are under pressure to curtail their imports, further 

harming Mexico's export performance. As Peter Nunnenkamp 

wrote: 

... demands to reduce imports may shift the 
debt problem from one country to another. Fre-
quently, one problem borrower's imports a 20 another problem borrower's exports ... 

Lastly, while economic growth in industrialized 
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countries is often falsely assumed to translate into 

increased demand, it also completely ignores the 

supply-side of export markets. The oil boom in the 

late-1970s and early-1980s was timed perfectly to take 

advantage of the world oil price increases in 1979 and 

1980, which greatly benefitted the Mexican economy. But it 

also made it heavily dependent on its oil so by 1985 

exports of oil and its derivatives accounted for 67.5 per-

cent of all merchandise export revenues. 21 A worldwide 

glut of oil in the rnid-1980s resulted in depressed prices 

for Mexican oil. In 1986, the price of oil averaged $11.80 

a barrel, down from an average of $25.40 in the previous 

19 See Table 3-8. 
20 The International Debt Crisis of the Third World 

(Sussex: Wheatsheaf Books, 1986)~. 150. 
21 See Table 3-9. 
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year, and certainly well below the $23.00 price the Mexican 

government used for planning purposes in 1986. 22 As a 

result Mexico's export earnings in 1986 plumrnetted 27.9 

percent relative to the previous year. 23 

Furthermore, it would appear that economic growth in 

Mexico's export markets does not provide enough of a cata-

lyst to increase oil exports. Despite the fact the 

weighted growth in real GNP for Mexico's three major 

trading partners was 3.1 percent in 1983 and 5.5 percent in 

the following year, total exports of Mexican oil increased 

by only 5.5 and 1.2 percent respectively in these two 

years. 24 As this was in the face of declining oil prices, 

its difficult to determine whether this increase was due to 

increasing GNP in export markets or the decreasing price of 

oil. 

As has already been shown, Mexico's capacity to pay 

its debt has not significantly improved since the crisis 

broke in 1982. This concentrates on the export side of the 

debt-service ratio (i.e. debt-service equals service pay-

ments divided by export revenues), the service side of the 

22 Economic Intelligence Unit, Country Report-Mexico, No. 2 
(1987), p. 9; and, The Calgary Herald, April 30, 1987, 
p. Cl2. 

23 See Table 3-2. 
24 See Tables 3-7 and 3-10. 
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equation must also be taken into account. This side of the 

equation has been exacerbated by the terms and conditions 

of rescheduling and new loan packages since 1982. In fact, 

the evidence suggests that not only have banks suffered 

very little, but in fact have profitted quite handsomely. 

For example, in 1983 Mexico reached an agreement with 

its creditors to reschedule $18.8 billion of its public 

sector long-term debt which fell due between August 23, 

1982 and December 31, 1984. The loan was over 8 years with 

a 4 year grace period. The spread over LIBOR was 1 7/8 

percent with a refinancing fee of 1 1/4 percent. At the 

same time, a new loan of $5.0 billion was provided over a 6 

year period with 3 years grace, a 2 1/4 percent spread over 

LIBOR and 1 3/4 percent in fees. Contrast this with a new 

10 year loan granted in 1979 which held a grace period of 4 

years, a spread over LIBOR of 5/8 percent and a fee of only 

1/2 percent. 25 Presuming that the spread over LIBOR and 

the fees remained at their 1979 levels, a quick calculation 

reveals that Mexico paid an extra $203.5 million in fees 

alone in 1983 and an extra $316.25 million annually because 

of increased spreads over LIBOR. Although the bank syndi-

cates said these increases were necessary in light of the 

increased risks involved, a number of the banks, especially 

25 See Table 3-11. 
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the U.S. ones, did not add these excess amounts to their 

loan-loss reserves, as might be expected, but rather hand-

somely increased their quarterly earnings. 

Thus, the commercial banks not only didn't suffer 

losses despite their bad loan portfolios, they profitted. 

As Robert Devlin noted: 

•.. instead of being a problem for the banks, 
rescheduling has definately been 'good business;' 
thus a paradoxical situation arises where in the 
midst of a very serious deterioration in their 
loan portfolios, the private banks are reporting 
to t~ei~ 6shareholders very high rates of 
profit. 

Many others have reflected this sentiment. Roy Culpeper, 

Program Director for International Finance at Ottawa's 

North-South Institute recently commented: 

Despite much apprehension about the soundness of 
those commercial banks heavily exposed in the 
debtor countries, there is little evidence that 
the banks have paid a penalty either through 
losses of income or losses in the values ~7 com-
mon shares traded on the stock exchanges. 

Furthermore, not only were spreads and fees excessive, 

but they also became the new norm in lending to LDCs. 

Robert E. Wood noted that figures of excessive profits, 

such as those shown above, 

actually understated the profitability of debt 
restructuring because the international banks 

26 "The Renegotiation of Latin America's Debt," CEPAL 
Review, No. 20 (August 1983), p. 108. 

27 Mario Possamai, "Treat Debtor Nations Like Dorne, West 
Advised," The Calgary Herald, May 9, 1987, p. C4. 



used the debt crisis as an excuse for raising the 
spreads and fees on all new loans to Third World 
countries, whether they were having 28 debt-servicing difficulties or not. 

Despite the unfavourable conditions of the post-1982 

period, spreads on new loans and reschedulings to Mexico 
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have been decreasing. In 1985, Mexico rescheduled some $50 

billion of its external debt at spreads ranging from 7/8 to 

1 1/2 percent above LIBOR, still above the pre-crisis lev-

el, but nonetheless lower than the agreements of 1983. In 

addition, fees have been reduced and in some cases entirely 

eliminated. 29 Nonetheless, the banks are still accused of 

profiteering. Some feel that while spreads and fees have 

been reduced on LDC loans, real i nterest rates remain high 

and act as a source of excessive profits for commercial 

banks, a development which effects not only LDCs but also 

domestic borrowers. Furthermore, in times of decreasing 

real interest rates, such as from 1982 to 1986, the banks 

28 From Marshall Plan to Debt Crisis: Foreign Aid and 
Development Choices in the World Economy (Berkeley: 
University of California Press, 1986), p. 284. 

29 Maxwell Watson et al., International Capital Markets: 
Developments and Prospects (Washington: International 
Monetary Fund, February 1986), pp. 112-13. Elimination 
of fees is largely a consequence of new U.S. legislation 
which requires that fees on loans be taken into income 
over the entire life of the loan, thereby reducing the 
incentive for banks to charge large front-end fees and 
immediately claiming them as i ncome. See C. Fred 
Bergsten et al., Bank Lending to Developing Countries: 
The Policy Alternatives (Wash i ngton: Institute for 
International Economics, 1985), p. 35. 
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are accused of dropping rates paid on deposits faster and 

by a greater amount than the rates charged on loans, a con-

cern to both foreign and domestic borrowers. Thus, it 

would appear as if the commercial banks are still highly 

profitable despite their so-called risky loan portfolios 

and their benevolent offers of decreased spreads and 

reduced fees to LDC borrowers. They seem to be willing to 

maintain a high risk position in order to keep interest 

payments up-to-date rather than to declare loans 

non-performing and to admit losses. All of these add to 

Mexico's debt burden. 

Social Conditions 

Throughout most of the literature the economic conse-

quences of the debt crisis have been documented, ad 

nauseum. Yet the social consequences of the crisis have 

l argely been ignored . With real GDP constantly decreasing 

and the population growing at 3 percent annually, it goes 

without saying that real per capita GDP has decreased sub-

stantially, 12.8 percent from 1980 to 1986. 30 

3o Based on calculations using 1985 Inter-American Develop-
ment Bank data for real GDP and population growth 
projected for 1986 at 3 percent. Real GDP growth is 
a ssumed to decrease by 4.0 percent in 1986. See Table 
3-1 and Inter-American Development Bank, p. 314. 
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Yet this decrease in per capita income has not been 

evenly distributed throughout the population. As one arti-

cle notes: 

There are no obvious signs of austerity among the 
well-to-do in Mexico City, where the posh restau-
rants and discos of the Zona Rosa seem as crowded 
as ever and

31
heir patrons just as elegantly 

turned-out. 

Ironically, the poorer segments of the population 

excluded from many of the benefits of the past are now left 

with the burden of repaying the debt. As a measure to 

decrease the public sector deficit, since 1982 consumer 

subsidies on eggs, milk, cooking oil, sugar, rice and beans 

have all been completely eliminated. Furthermore, the 

subsidies on tortillas, the staple of the Mexican diet, as 

well as subsidies on other commodities have been reduced 

substantially. In addition, nominal wages have failed to 

keep pace with inflation. Consequently, between 1981 and 

1985 real wages fell over 32 percent. 32 Furthermore, unem-

ployment and underemployment rates are said to be as high 

as 50 percent. 33 

Not only have government cutbacks decreased the real 

31 John Crewdson and Vincent J. Schodolski, "Never-Ending 
Struggle: Mexico's Biggest Enemy May Be Time," The 
Calgary Herald, December 20, 1986, p. A5. 

32 Inter-American Development Bank, p. 314. 

33 R. T. Naylor, Hot Money and the Politics of Debt 
(Toronto: McClelland and Stewart, 1987), p. 72. 



wages of Mexicans, they have also severely eroded social 

programs. "Now, as spending for education and health is 

cut along with everything else, the nation stands to lose 

the social progress of an entire generation in only a few 

years. 1134 
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This decrease in living standards has been exacerbated 

by a number of other factors. Low commodity prices have 

led to high unemployment in rural areas. In addition, 

often these people are attracted to urban centers in hopes 

of finding work and a better life. Presently, Mexico City 

is the world's largest. A full one-fifth of the country's 

population, over 18 million people, live there. And this 

figure continues to grow as over one thousand people a day 

migrate to "el D.F. 1135 By 1985, almost 70 percent of 

Mexico's inhabitants lived in urban centers, up from under 

51 percent only 25 years earlier. 36 This increase has put 

increasing pressures on the waning social services provided 

by the government . Also, as a consequ ence of high unem-

ployment and depressed living standards, there have been 

increases in both violent and property crimes in urban 

34 Crewdson and Schodolski, p. A5. 
35 Paul Knox, "Mexico: Life Suffocates in the Big City," 

The Globe and Mail, July 11, 1987, p. Dl. 
36 Inter-American Development Bank, p. 389. 
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areas, particularily Mexico City. 37 

Worsening Mexico's plight, the earthquakes of Septem-

ber 1985 killed tens of thousands and left thousands more 

homeless. It resulted in more than $5 billion worth of 

property damage, including damage to more than 100 govern-

ment buildings. 38 Despite millions of dollars of interna-

tional relief aid, much of what was damaged remains 

unrepaired and many people are still homeless. 

Summary 

Since 1982, Mexico's ability to service its debt obli-

gations has not significantly improved. Internally, the 

costs of adjustment have been high. In an effort to reduce 

the public sector deficit capital expenditures have been 

cut, leading to a decrease in gross domestic investment; 

social programs such as health and education have been lim-

ited; and, consumer subsidies have been reduced or entirely 

eliminated. 

External economic conditions have made internal 

adjustments even more painful. High real interest rates, 

largely caused by U.S. trade and budget deficits, and slack 

37 See The Calgary Herald, April 18, 1987, p. H7. 
38 Crewdson and Schodolski, p. A5. 
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global demand for Mexican products have led to low commodi-

ty prices. This is especially true for oil because the 

slack demand has been coupled with a worldwide glut. Pro-

tectionist pressures in the industrialized countries simply 

exacerbate the problem. Meanwhile, debt-service payments 

have continued to be high. 

It would seem as though Mexico is caught in two 

interrelated vicious circles regarding its ability to ser-

vice its debt. First, Mexico needs to increase its exports 

to stimulate economic growth and enhance its ability to 

honour its debt obligations, yet when economic growth has 

occured, imports have increased at a faster rate than 

exports, worsening the current account balance, an improve-

ment of which is necessary for Mexico to be able to service 

its debt. 

Second, with slack demand and low commodity prices 

within the industrialized world, Mexico has been forced to 

severely limit its imports while attempting to expand 

exports. This has led to a trade surplus with these 

countries. In the case of the U.S., which is presently 

trying to reverse its own trade deficit, it has led to 

increased protectionist pressures, further inhibiting 

Mexico's ability to expand exports. Furthermore, the U.S. 

trade deficit, of which a large proportion is with LDCs, 

has led to upward pressure on interest rates. 
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Thus, Mexico is caught in a situation where it is 

unable to improve its debt-servicing capacity. Despite 

intense efforts on the part of the Mexican government, the 

external environment has not been favourable, nor is there 

any great will amongst the creditor countries or their 

banks to change the current situation. As Martine Guerguil 

wrote: " . two of the participating groups (the banks 

and the creditor countries) are obtaining sufficient bene-

fit from the current procedures to prefer the status 

quo. "39 

It would seem as though the situation is likely to get 

worse before it gets any better. Economic growth in the 

industrialized world is projected to be low for 1987, 

inflation is gradually increasing, putting upward pressure 

on interest rates, and the price of oil continues to be 

low, although higher than its 1986 level. 

There also seems to be a lack of political will on the 

part of creditor governments to change the situation, 

although this seems to be slowly changing as the debt cri-

sis drags on and the governments of the industrialized 

world start to realize that a solution to the problem is 1n 

their self-interest. The same can be said for the commer-

39 "The International Financial Crisis: Diagnoses and Pre-
scriptions," CEPAL Review, No. 24 (December 1984), 
p. 167. 



cial banks. Despite recent moves by the major U.S. banks 

to increase their loan-loss reserves, a precaution previ-

ously taken by Canadian and Western European banks, they 

simply are covering their own interests and not those of 

the debtor countries. 
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Even the Mexican government, considered a model coun-

try amongst LDC debtors, is becoming impatient and 

frustrated with the lack of improvements. Mexican Fi nance 

Minister Gustavo Petricioli, speaking recently at the annu-

al meeting of the Inter-American Development Bank in Miami 

said: "The debtor countries have had to support the costs 

of a problem whose origin and solution are not their exclu-

sive responsibility. 1140 

4o The Calgary Herald, March 26, 1987, p. D7. 



Table 3-1: Real GDP Growth 

aEstimate. 

(percent) 

Year 
1970-1980 
1981 
1982 
1983 
1984 
1985 
1986 

Real 
GDP Growth 

6.6 
7.9 

-0.5 
-5 .3 
3.7 
2.7a 

-4.0a 
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Source: Table 2-1; Inter - American Development Bank, 
Economic and Social Progress in Latin America, 1986 Report 
(Washington: Inter-American Development Bank, 1986), 
p. 314; and, Economic Intelligence Unit, Country 
Survey-Mexico, No. 1 (1987), p. 2. 

Table 3-2: Merchandise Imports, Exports, Net Services 
and Current Account Balance 

(billions of U.S. dollars and percentages) 

Percent Percent Net 
Year Imports Change Exports Change Services Balancea 
1981 24.0 29.0 19.9 22.8 -10.1 -14.0 
1982 13.5 -43.8 20.1 1.0 -12.5 -5.7 
1983 8.6 -36.3 22.3 10.9 -8.7 5.3 
1984 11. 3b 31. 4 24.0b 7.6 -9.2b 3.9b 
1985 13.4b 18.6 21.9b -8.8 -8.3 0.5b 
1986 11.4 -14.9 15.8 -27.9 n.a. -2.0 

aThe current account balance is exports minus imports plus 
net service and transfers. The discrepancy arises because 
transfers are not included in the table but are included in 
the current account balance. 

bEstimate. 

Source: Inter-American Development Bank, Economic and 
Social Progress in Latin America, 1983 Report, p. 266, and 
1986 Report, p. 314; and, Economic Intelligence Unit, p. 2. 



Table 3-3: Gross Domestic Investment 
(percent of GDP) 

aEstimate. 

Year 
1980 
1981 
1982 
1983 
1984 
1985 

Gross Domestic 
Investment 

27.4 
30.0 
21. 5 
17.1 
17.7 
18.7a 
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Source: Calculations based on data from the Inter-American 
Development Bank, 1986 Report, p. 314 and pp. 394-95. 

Table 3-4: Public Sector Financial Deficit 
(percent of GDP) 

Year 
1981 
1982 
1983 
1984 
1985 

Deficit 
-14.7 
-17.6 
-8.9 
-8.7 
-9.9a 

aEstimate. 

Source: Inter-American Development Bank, 1986 Report, 
p. 314. 



Table 3-5: The London Interbank Offered Rate (LIBOR), 
Weighted Rates of Inflation in Industrialized 

Countries and Real Interest Rates 
(percentages) 

Real 
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Year 
1981 
1982 
1983 
1984 
1985 
1986 

LIBOR 
16.7 
13.6 

9.9 
11.3 

8.6 
6.8 

Inflation 
8.8 

Interest Ratea 
7.9 

aLIBOR minus the rate of inflation. 

7. 3 
5.0 
4.3 
3.8 
3.4 

6.3 
4.9 
7.0 
4.8 
3.4 

Source: International Monetary Fund, World Economic 
Outlook, April 1987 (Washington: International Monetary 
Fund, 1987), pp. 125 and 130. 

Table 3-6: Total External Debt, Debt-Service Payments and 
Interest Payments 

Total 

(billions of U.S. dollars and percentages 
of merchandise exports) 

Debt- Percent Percent 
Disbursed Service of Interest of 

Year Debt Payments Exports Payments Exports 
1981 77.9 13.2 66.5 8.4 
1982 85.8 16.3 81. 2 12.2 
1983 93.7 13.6 61. 0 10.2 
1984 97.3 13.4 55.8 11.7 
1985 99.0a 11.9a 54.6 9.9a 

aEstirnate. 

Source: Inter-American Development Bank, 1986 Report, 
p. 314 

42.4 
60.9 
45.7 
48.7 
45.4 



Table 3-7: Real Growth of GNP, Industrialized Countries, 
United States, Western Europe and Japan 

(percentages) 
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All United Western 
Weightedb Year Countriesa States Europe Japan 

1982 -0.4 -2.5 0.4 3.1 -1.4 
1983 2.7 3.6 1.6 3. 2 3.1 
1984 4.7 6.4 2.6 5.1 5.5 
1985 3.0 2.7 2.5 4.7 2.8 
1986 2.4 2.5 2.4 2.5 2.5 

aweighted by the average U.S. dollar value of their respec-
tive GNPs over the previous three years. 

bweighted by the relative share of Mexican exports to the 
U.S., Western Europe and Japan. See Table 3-8 for relative 
shares. 

Source: World Economic Outlook, April 1987, p. 118. 

Table 3-8: Destination of Merchandise Exports, 1985 
(percent of total) 

Destination 
United States 
Western Europe 
Japan 
Latin America 
Others 

Total 

Percent 
61. 0 
18.9 

7.9 
6.1 
6.1 

100.0 

Source: Economic Intelligence Unit, p. 2. 



Table 3-9: Principal Merchandise Exports, 1985 
(millions of U.S. dollars and percent) 

Export 
Oil and Oil Products 
Food 
Manufactured Goods 
Others 

Total 

Millions 
of 

Dollars 
14,763 

2,396 
4,154 

553 
21,866 

Source: Economic Intelligence Unit, p. 2. 

Percent 
of 

Total 
67.5 
11. 0 
19.0 

2.5 
100.0 

Table 3-10: Exports of Mexican Crude and Refined Oil 
(thousands of barrels and percent) 

Year 
1980 
1981 
1982 
1983 
1984 
1985 

aEstimate. 

Barrels 
320,629 
424,970 
560,984 
591,702 
598,959 
524,870a 

Percent 
Change 

61. 8 
32.5 
32.0 
5.5 
1. 2 

-12.4 

Source: Inter-American Development Bank, 1986 Report, 
p. 445. 
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Table 3-11: Terms of Renegotiated Debt and New Loans, 
1979 and 1983 

Year 

1979 

1983 

1983 

Type of Agreement 

New Loan 

Renegotiated Debt 

New Loan 

Amount 

$18.8b 

$5.0b 

Terms 

10 Years 
4 Years Grace 
5/8% over LIBOR 
1/2% fee 

8 Years 
4 Years Grace 
1 7/8% over LIBOR 
1 1/4% fee 

6 Years 
3 Years Grace 
2 1/4% over LIBOR 
1 3/4% fee 

Source: Robert E. Wood, From Marshall Plan to Debt Crisis: 
Foreign Aid and Development Choices in the World Economy 
(Berkeley: University of California Press, 1986), 
pp. 282-83; and, Maxwell Watson et al., International Capi-
tal Markets: Developments and Prospects (Washington: 
International Monetary Fund, February 1986), pp. 112-13. 



CHAPTER 4 

PROPOSALS TO SOLVE THE DEBT CRISIS 

The U.S. literature and public statements on the 
debt crisis tend to focus on short-term problems 
and solutions, their ultimate concern being th1 stability of the international banking system. 

Since 1982, a number of solutions have been offered as 

ways of solving the debt crisis. These proposals have 

ranged from continuation of IMF-supported adjustment pro-

grams with variations, to what a number of analysts consid-

er radical proposals of debt relief. The proposals them-

selves have mirrored the stages of the debt crisis. In 

1983, suggestions generally were aimed at the immediate 

salvaging of the threatened international financial system 

and, by implication, the world economy. By 1984, with the 

threat of an international financial collapse a recent mem-

ory, and with the world economy once again growing, ana-

lysts turned their attention to solving the crisis within a 

framework of growth and adjustment programs in LDCs. In 

1986 and 1987, the promising growth in 1984 had faded and 

proposals once again reflected this reality, many of them 

1 Silvia Raw, "Introduction," International Journal of 
Political Economy, Vol. 17, No. 1 (Spring 1987), p-.-5. 
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calling for some sort of debt relief realizing that 

sustained growth and the debt-servicing capacities of debt-

or countries were not likely to be promising in the future. 

With this in mind, the various solutions can be loose-

ly catergorized on a chronological basis: the solutions 

proposed in 1983; variations of the status quo in 1984 and 

1985; and, debt relief proposals generally suggested from 

1986 to early-1987. Within each of these three categories, 

the proposals that have received the greatest attention and 

are the most innovative will be mentioned as well as brief-

ly critiqued. However, the list of proposals within each 

category is not comprehensive. 

Ad Hoc Solutions: The Proposals of 1983 

As was mentioned above, these proposals attempted to 

avert the threat of international financial collapse which 

became a serious possibility after Mexico's announcement in 

August 1982. What all of the proposals have as their key 

feature is the attempt to restore a certain degree of con-

fidence and health in the international financial system, 

with only a residual interest in the declining economic 

conditions which were sure to plague the countries with 

debt-servicing difficulties. 

Princeton University economics professor Peter 
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B. Kenen suggested the establishment of what he called an 

International Debt Discount Corporation (IDDC). 2 The IDDC 

would buy bank debt at a discount of 10 percent and reim-

burse the bank with long-term bonds against itself. The 

IDDC would be established and managed by the industrialized 

countries, who would subscribe capital to the organization, 

although Kenen insisted that this would not be necessary if 

the IDDC did its job properly. The organization would 

reschedule the discounted debt on a one-time, long-term 

basis using the 10 percent discount to grant modest debt 

relief to the debtors in the form of lower interest rates 

or longer grace periods. Kenen suggested that the IDDC 

should only buy the debt of those countries with the IMF 

"seal of approval" and only debt which is that of the pub-

lic sector or carries its guarantee. He further suggested 

that the IDDC should decide which loans to assume so that 

the commercial banks would not try to dump the worst loans 

in their portfolios while keeping the best. 

A number of criticisms have been levelled against 

Kenen's proposal. Banks would not be willing to accept a 

10 percent discount on their loans, but would prefer 

instead to continue the accounting misnomer that these 

loans were still worth 100 percent of face value. 

2 "A Bailout Plan for the Banks," The New York Times, March 
6, 1983, p. F3. 
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Industrialied countries would consider the plan too costly 

as they wouldn't share Kenen's optimism that capital sub-

scriptions wouldn't be necessary if the IDDC were run prop-

erly. Furthermore, Western governments would consider the 

plan as bailing out banks, a situation which they have 

tried to avoid. The plan also failed to deal with new 

loans and private sector debt; it only called for the 

purchasing and discounting of existing government and 

government-guaranteed debt. In addition, the amount of 

debt relief, by Kenen's own admission, would be modest. 

Felix Rohatyn suggested a plan very similar to Kenen's 

IDDC. 3 He felt that LDCs suffered from the same problem as 

New York City did in 1975 and that the conversion of 

short-term debt into long-term debt would solve the prob-

lem. He proposed the development of a Municipal Assistance 

Corporation (MAC) which was used in New York but which 

would be worldwide in its scope. His worldwide MAC would 

be established as a new agency or as a subsidiary of the 

IMF or World Bank and would carry guarantees from Western 

governments. This new agency would trade bank debt for 

long-term bonds issued against itself and reschedule debt 

over 25 to 30 years with an interest rate of 6 percent. He 

noted that each agreement could be suited to each individu-

3 "A Plan for Stretching Out Global Debt," Business Week, 
February 28, 1983, pp. 15-18. 
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al country so that debt-service costs could be reduced to 

25 to 30 percent of export earnings. Costs would be borne 

by the banks and taxpayers of developed countries and mod-

est benefits would accrue to debtors. 

This plan has been criticized on many of the same 

points as Kenen's proposal. While it would result in more 

stable loan portfolios for the banks, many would still pre-

fer to keep existing loans at 100 percent of their face 

value, rather than accept losses. The plan fails to deal 

with new lending, although the minimal amount of debt 

relief would likely entail new money in the case of 

unfavourable economic conditions. Furthermore, Rohatyn 

himself suggests that the allocation of costs between banks 

and creditor governments "would be the subject of difficult 

negotiations. 114 This is an understatement to say the 

least. Neither the banks nor their governments seem will-

ing to accept any losses nor incur any additional expenses. 

Minos Zombanakis based his plan on the belief that the 

problems of LDCs were long-term structural problems and not 

short-term balance of payments problems. 5 Since the man-

date of the IMF is to correct the latter, their programs 

were not equipped to deal with the former. His proposal 

4 Kenen, p. 15. 

5 "The International Debt Threat: A Way to Avoid a Crash," 
The Economist, April 30, 1983, pp. 11-14. 
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advocated broadening the mandate of the IMF to correct the 

structural problems of LDCs over a longer period while 

enhancing their capacity to service their external debts. 

He suggested that debtor countries should work with the IMF 

in drafting realistic long-term programs. Once this proc-

ess was complete, creditors could be brought in to obtain 

their consent of the program and a rescheduling package 

could be negotiated. He proposed a time- frame of 13 years 

which he felt would give the debtor countries sufficient 

time to adjust their economies to attain the realistic 

goals outlined in the IMF agreement. The IMF would guaran-

tee the repayment of the loan in the last three years of 

the package, if the debtor country fulfilled its obliga-

tions under the initial agreement, but was still unable to 

meet its obligations. If the debtor did not follow the 

agreement, the IMF would cancel its guarantees, thus 

avoiding the problem of the debtor not following the pro-

gram for ten years, only to request that the guarantees be 

used in years 11 through 13. The creditors would agree to 

charge an interest rate equivalent to the return on 

government-issued or government-guaranteed debt instru-

ments, and the difference between this and the normal mar-

ket rate of interest would be charged to the borrower as a 

fee for the guarantee, a type of insurance. 

A number of objections have been raised regarding this 
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plan. The banks would not likely extend new credits to 

these countries if the interest earned on these loans was 

equivalent to that of government-issued securities, surely 

they would rather invest in these as they offer better 

security. The debtor countries themselves would not be 

enthusiastic about accepting a 13-year IMF program despite 

the fact that guarantees would be forthcoming in the last 

three years of such a program. Marko Milivojevic noted 

that often LDCs have a difficult time fulfilling one-year 

programs. He said that: "Zombanakis, being a banker, did 

not even think about the possible political consequences of 

ten years of IMF-enforced economic adjustment." 6 Further-

more, debtor countries would receive minimal debt relief as 

only the term of the loan would be extended, without any 

relaxation of interest payments during the first ten years. 

In the case of Mexico, interest payments have been the bulk 

of debt-service payments. 

Creditor governments are also not likely to follow 

such a plan. It would require a large change in the man-

date of the IMF from short-term balance of payments 

financing to long-term structural adjustment lending. 

Also, these governments would have to increase their quota 

subscriptions in years 11 to 13 if the structural adjust-

6 The Debt Rescheduling Process (London: Frances Pinter, 
1985), p. 148. 
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ments in debtor countries proved unsuccessful. 

Another proposal published in 1983 came from former 

British Chancellor of the Exchequer Harold Lever. 7 Lever 

advocated the establishment of a central international 

agency by the official export credit agencies of the credi-

tor countries. This agency would work closely with the IMF 

to ensure new bank lending to debtor countries. The debtor 

country would have to satisfy IMF conditions and a maximum 

yearly limit would be set by the agency on the recommenda-

tion of the IMF. Individual credit agencies would then 

insure bank lending to debtors up to the yearly limit. 

Lever reasoned that this would allow troubled debtors to 

meet any trade deficit as well as permit them to honour all 

interest obligations, but not principal repayments. 

Although he excluded principal repayments, he was confident 

that once provisions for the repayment of interest were in 

place, rescheduling of principal "would become a normal and 

healthy operation. tt8 

Like the above proposals, Lever's plan came under 

attack by a number of analysts. Many did not share Lever's 

optimism that the rescheduling of principal would become 

"normal and healthy" in light of insured interest payments. 

7 "The International Debt Threat: A Concerted Way Out," 
The Economist, July 9, 1983, pp. 14-16. 

8 Lever, p. 16. 
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Creditor governments would not likely be willing to insure 

new lending by private banks through their export credit 

agencies because of the political costs involved. Further-

more, debtor countries didn't care for the proposal because 

it granted no debt relief and would add to their already 

large debt burden, especially with unfavourable world eco-

nomic growth and stagnant commodity prices. 

Allan Meltzer proposed a solution which has come to be 

known as debt-equity swaps. 9 Although first proposed in 

1983, it has received a lot of attention recently and has 

actually been implemented in a number of debtor countries, 

including Mexico. Meltzer argued that the austerity pro-

grams imposed by the IMF might work if they were 

implemented in individual countries. However, with a num-

ber of debtors, who are also trading partners, having 

debt-servicing problems, austerity programs in all of these 

countries were tantamount to the beggar-thy-neighbour 

policies of the 1930s. 

Meltzer proposed that debtors pay-off some of their 

loans by giving real assets to banks. The easiest way to 

achieve this would be to offer banks minority stock posi-

tions in government-owned industries of which there is no 

shortage, especially in a country like Mexico. He 

9 "A Way to Defuse the World Debt Bomb," Fortune, November 
28, 1983, pp. 137-43. 
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suggested that debtors would insist on settling claims at 

less than 100 cents to the dollar in order for there to be 

an incentive for undertaking such a swap. He felt that 

banks would have to accept write-offs of some 20 to 30 per-

cent of the face value of loan obligations, but in reality 

these banks had already faced these losses, they just 

didn't admit to them. Such a swap would inevitably 

stengthen the banks' portfolios as well as freeing foreign 

exchange for debtors enabling them to increase essential 

imports. He also noted that debtor governments could issue 

stocks with the right to repurchase them, at the full face 

value of the loan, if their economic conditions 

strengthened sufficiently. 

While such a debt-equity swap would strengthen the 

banking system, it is still not considered desirable to 

many bankers. Taking a 20 to 30 percent write-off and 

swapping the remainder for common shares in some industry 

of a debtor country is simply not acceptable, although pre-

sumably these shares could be traded. Creditor governments 

are not likely to approve of such a move either. A 

write-down of the magnitude suggested by Meltzer could eas-

ily topple the banking system without the invervention of 

the government, a situation creditor governments have been 
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trying to avoid.lo 

The biggest objection to this proposal comes from the 

debtor countries. While debt-equity swaps have taken place 

in many countries, including Mexico, in order for them to 

provide substantial debt relief, swaps would have to 

involve major government-owned companies such as Petroleos 

Mexicanos (PEMEX) and would have to involve more than 

minority ownership, a situation which is not likely to hap-

pen given the importance of PEMEX as one of the symbols of 

the Mexican revolution. Furthermore, one of the main rea-

sons behind the import-substitution policies of the 

post-World War II period was to reduce Mexico's dependence 

on foreign investment and imports, a situation most Mexi-

cans do not want to reverse. 

The last in this category of proposals came from 

Norman Bailey, R. David Luft and Roger Robinson in a study 

published by the Georgetown University Center for Stategic 

and Interntional Studies, a think tank of the CIA. 11 This 

plan proposed replacing LDC debt with equity assets 

entitling the holder to a specific share of each LDC's 

lO This situation is changing as most major Western banks 
have increased or have plans to increase their loan-loss 
reserves to the 25 to 30 percent range. 

11 For an outline of their proposal see Lawrence Rout, "A 
Solution for World's Debt Crunch," The Wall Street 
Journal, March 3, 1983, p. 28. 
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export earnings. These Exchange Participation Notes (EPNs) 

would be issued by the central bank of the debtor and enti-

tle the holder to a specified percentage of that country's 

annual export earnings. Only principal payments would be 

included and would release the debtor from current princi-

pal payments, limiting them to a certain ceiling of export 

earnings. This could result in either a faster or slower 

repayment of principal, depending on the performance of the 

export sector. EPNs would be tradable in a secondary mar-

ket. 

A number of objections have arisen over this proposal, 

most notably the fact that the proposal would not be 

accepted by debtor governments who would resist having 

their export sectors monitored. Nor does the plan provide 

any sort of debt relief, especially against interest pay-

ments. Furthermore, as McGill University economist 

R. T. Naylor noted: 

This and similar plans might solve the i mmediate 
cash-flow crisis; they would also lock debtor 
countries into a future emphasis on the export of 
primary products and would also guarantee Western 
countries a supply of rar2material below 
prevailing world prices. 

To summarize, these proposals all attempted to reverse 

the bleak outlook of the international financial system 

12 Hot Money and the Politics of Debt (Toronto: McClelland 
and Stewart, 1987), p. 352. 
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that came to light after Mexico's suspension of 

debt-service payments in 1982. Without exception, the pro-

tection of the banking system and the Western economy was 

foremost in the minds of all the authors of the various 

proposals. Any form of modest debt relief which might have 

been included in these "carrot and stick" proposals were 

not so much intended to help LDCs as they were to pacify 

them with a small "carrot," making the big "stick" more 

effective. 

Variations of the Status Quo: The Proposals of 1984-85 

In 1984, the international economy grew and world 

trade was on the increase. The proposals of this period 

reflected this fact and tended to advocate variations of 

IMF adjustment programs complemented by growth in the world 

economy. 13 

13 Similar proposals not discussed here include: Thomas 
O. Enders and Richard P. Mattione, Latin America: The 
Crisis of Debt and Growth (Washington: The Brookings 
Institution, 1984); Albert Fishlow, "The Debt Crisis: 
Round Two Ahead?" in Adjustment Crisis in the Third 
World, ed. Richard E. Feinberg and Valeriana Kallab 
(Washington: Overseas Development Council, 1984), 
pp. 31-58; C. Fred Bergsten, William R. Cline and John 
Williamson, Bank Lending to Developing Countries: The 
Policy Alternatives (Washington: Institute for Interna-
tional Economics, 1985); Jack M. Guttentag and Richard 
J. Herring, The Current Crisis in International Lending 
(Washington: The Brookings Institution, 1985); Richard 
Goode, Economic Assistance to Developing Countries 
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The IMF solution to the debt crisis is well-known: 

currency devaluations; decreases in public sector deficits; 

control of bank credit; liberalization of price, import and 

foreign exchange controls; and, a slowdown in the increase 

of real wages. All these cures are coupled with financing 

on a year-to-year, case-by-case basis. The objective of 

such a program is to correct current account deficits, thus 

decreasing the need for external financing. The "carrot" 

is badly needed financing; the "stick" is austerity. 

In theory, the IMF solution works. In practice, how-

ever, the situation is entirely different. As was noted 

above, austerity programs in a number of countries 

choke-off much of the trade between these countries, in 

other words, one country's imports are another country's 

exports, and any group of trading partners cannot simulta-

neously expand exports while curtailing imports as the IMF 

prescribes. The curtailment of imports, mostly capital 

goods in the case of Mexico, has meant decreased 

investment-GDP ratios, implying decreased growth in the 

future. Decreased government spending reduces effective 

demand, especially in a country like Mexico where the gov-

ernment has historically been an important catalyst for 

Through the IMF (Washington: The Brookings Institution, 
1985); and ECLAC, External Debt in Latin America: 
Adjustment Policies and Renegotiation (New York: United 
Nations, 1985). 
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growth and investment. Meanwhile, inability to expand 

exports has not greatly decreased Mexico's need for exter-

nal financing. The social costs of IMF austerity are also 

well-known: decreased wages; reduced or eliminated consum-

er subsidies and public services; and, often political 

unrest. 14 

Despite the apparent failure of IMF policies, policies 

which attempt to tackle long-term problems with short-term 

solutions, a number of economists, bankers and politicians 

still support these programs, at least in principle, while 

suggesting only minor (perhaps insignificant) amendments. 

Most of these proposals were suggested in 1984, a year of 

worldwide economic growth and a year in which most LDCs, 

including Mexico, enjoyed a degree of growth coupled with 

expansion of exports. The debt problem seemed to be 

waning. The remainder of these policies were offered in 

1985, perhaps as a result of expectations that LDC growth 

and debt-servicing capacity would continue to be enhanced, 

expectations which soon proved to be erroneous. 

Late Columbia University professor Carlos 

Diaz-Alejandro supported the status quo with a few modifi-

cations.15 He proposed expanded IMF resources (which could 

14 See Chapter 3 for Mexico's plight under IMF austerity 
programs. 

15 "Latin American Debt: I Don't Think We Are in Kansas 
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be borrowed) and expansion of the Compensatory Financing 

Facility to provide a degree of debt relief if the 

purchasing power of exports were to change against LDCs. 

Further, he felt that protectionism in developed countries 

should be monitored and that these countries should work to 

eliminate havens for capital flight. 

He argued that decreasing protectionism and 

eliminating havens for flight capital would greatly 

increase the ability of LDCs to honour their debt obliga-

tions as the amount of foreign exchange available to these 

countries would increase. If world economic conditions 

turned against the export sectors of LDCs, expanded IMF 

resources would fill the void. 

While this proposal recognized the continuing problems 

of capital flight and protected export markets, it placed 

too much emphasis on the correction of these two factors. 

Even if protected markets were completly eliminated, an 

unlikely occurence in the face of the U.S. trade deficit 

and domestic protectionist pressures, it would certainly 

take time to develop and manufacture products for export. 

Also, increased infrastructure to facilitate this change 

may be required. In essence, import substitution policies, 

in place since the Second World War in Mexico, would have 

Anymore," Brookings Papers on Economic Activity, 1984:2, 
pp. 335-89. 
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to be replaced with regressive policies aimed at increasing 

exports. Furthermore, consumption patterns in the 

economies of Mexico's main trading partners would not 

change as quickly as Diaz-Alejandro seems to imply. 

Capital flight also is not likely to be reversed to 

any great degree. As R. T. Naylor noted: 

The US economy ... developed a voracious appe-
tite for flight capital, which puffed real estate 
values in major urban centers, helped balance 
trade deficits, and •.. assisted the government 
in financing its budget deficit. The US govern-
ment found itself caught in an absurd situation. 
It was battling to ensure its notion of political 
stability and economic order in countries that it 
regarded as falling within its sphere of influ-
ence, while its budgetary mechanics and its bal-
ance of international payments were increasinly 
dependent on the spread of political instability 
and economic dis~~der, and on the flight capital 
they engendered. 

While Naylor may exaggerate the dependence of the 

U.S. economy on capital flight, it still implies a lack of 

political will to change the current situation. Further-

more, even if havens for capital flight could be entirely 

eliminated, only minimal amounts of flight capital would 

return to Mexico in light of its current economic condition 

and political uncertainties. Diaz-Alejandro's proposal 

also offers only minimal debt relief at best, and then only 

in the case of unfavourable changes in the purchasing power 

of exports. 

16 Naylor, p. 15. 
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In sum, this proposal would not do much to improve the 

debt-servicing capacity of Mexico, even under the most 

favourable scenario. 

William R. Cline of the Washington-based Institute for 

International Economics suggested a policy of global eco-

nomic recovery as the only way out of the current crisis. 17 

As part of his program he suggested increased lending 

though multilateral development banks, avoidance of protec-

tionist measures in industrialized countries to promote 

exports, and rescheduling debt with longer terms and lower 

rates of interest. 

The cornerstone of his policy, however, was economic 

growth in developed countries. He felt that expansionary 

fiscal and monetary policies in the West were necessary to 

reduce high interest rates and expand imports from LDCs. 

He also added that the dollar was overvalued and that this 

should be corrected. But economic growth remained the most 

important condition . As he noted: 

... no array of interim bridge loans, interest 
rate caps, stretch outs, and so forth can replace 
sustained economic growth in industrial countries 
combined with more normal interest rates as the 

17 International Debt: Systematic Risk and Policy Response 
(Washington: Institute for International Economics, 
1984). He reiterates the proposal in "International 
Debt: From Crisis to Recovery," American Economic 
Review, Vol. 75, No. 2 (May 1985), pp.185 - 90. 
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Cline reasoned that a critical threshold of OECD 

growth of 2.5 percent was the key to managing the debt sit-

uation. He also felt that LIBOR should decrease to 9.5 

percent by 1987 and the dollar should be devalued by 20 

percent during 1985-86, the price of oil would remain con-

stant at $29 a barre1. 19 Of these assumptions, only the 

price of oil has acted unfavourably. Still his projections 

remained largely void of reality and the debt-servicing 

capacity of Mexico has not significantly improved. 

As one critic noted of this growth-based plan: 

... the 'locomotive' mechanism, based on the 
expansive effect of rapid and stable growth in 
the industrialized economies on Latin American 
exports, does not seem to be sufficiently stable 
or dependable for the 'automatic' resolution --
through marke~ 0forces -- of the Latin American 
debt problem. 

Indeed, he seems to have a point. 

The final proposal is dealt with only because it has 

received so much attention, although it contained little 

new substance. U.S. Secretary of the Treasury James 

A. Baker proposed his three-part plan at the annual 

18 International Debt, p. 201. 
19 "International Debt," pp. 188 - 89. 
20 Alejandro Foxley, "The Foreign Debt Problem: A View 

from Latin America," International Journal of Political 
Economy, Vol. 17, No. 1 (Spring 1987), p. 100. 

_J 
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The first part of Baker's plan called for developed 

countries to increase economic growth as a precondition for 

increasing imports from LDCs. The second part called for 

debtor countries to institute economic reforms such as 

opening up foreign trade, removing obstacles to direct for-

eign investment and privatizing state enterprises. Third, 

he asked that the flow of new funds to LDCs be increased. 

He wanted $20 billion over three years from commercial 

banks and an additional $9 billion from multilateral insti-

tutions; a total of $29 billion for the 15 most heavily 

indebted countries, all contingent on the implementation of 

the reforms under the second part of the plan. 

The Baker plan was really only significant in one way: 

"For the first time the Administration officially 

recognized that the debt crisis [was] here to stay, and 

t hat austerity [had] to give way to growth." 22 Aside from 

this recognition, the plan contained nothing that differed 

significantly from contemporary IMF programs. As Jeffrey 

21 For an outline of the Baker plan see Peter Hakim, "The 
Baker Plan: Unfulfilled Promises," Challenge, Vol. 29, 
No. 4 (September-October 1986), pp. 55 - 59. 

22 Christine A. Bogdanowicz-Bindert, "World Debt: The 
United States Reconsiders," Foreign Affairs, Vol. 64, 
No. 2 (Winter 1985/86), pp. 267-68. 
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Sachs noted: " .. the methods of the Baker plan were 

merely an intensification of earlier procedures. 1123 Peter 

Hakim said that Baker's proposal, while recognizing the 

plight of the LDCs, did little to help them: "The Baker 

plan was almost certainly motivated more by a growing 

threat to creditors than by the worsening economic problems 

of the debtors. 1124 Silvia Raw reflected this thought: 

... by restricting funds to the 15 major debt-
ors, the Baker Plan reveals that its ultimate 
concern is the stability of the international 
financial system, not the 2~light of poorer 
indebted countries ... 

As of mid-1987, the Baker plan was not being realized. 

Growth in developed countries remained low and was expected 

to stay that way, and the $29 billion envisaged under the 

proposal was not attained, nor was it expected to be 

attained. The only part of the plan that was fulfilled was 

the adjustments which had taken place in LDCs, not surpris-

ing considering this part of the program merely reflected 

IMF policies and debtors were nearing five years of 

IMF-imposed austerity. Said Richard E. Feinberg, 

vice-president of Washington's Overseas Development Coun-

cil: "Ironically, though the debtors were never 

23 "Managing the LDC Debt Crisis," Brookings Papers on Eco-
nomic Activity, 1986:2, p. 401. 

24 Hakim, p. 57. 
25 Raw, p. 10. 



signatories to the Baker initiative, many have fulfilled 

their assigned role, while the U.S. and other creditor 

nations have failed." 26 
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In sum, all of the above proposals were written in the 

shadow of improved global economic growth and increased 

exports from LDCs which took place in 1984. While these 

proposals may have been feasible under an environment of 

continued growth and export expansion, this has not 

occurred, nor is it expected to in the near future. 

Debt Relief Solutions: The Proposals of 1986-87 

By 1986, a number of proposals advocating some form of 

debt relief for debtors, once considered radical in the 

early years of the debt crisis, gained a new respectability 

as feasible solutions to the continuing problems of 

debt-servicing and stagnant world economic growth. The 

policies based on growth and slight variations of the sta-

tus quo of 1984 and 1985 were clearly becoming inadequate 

in the face of low worldwide economic growth and decreased 

world trade which characterized the 1985 to 1987 period. 

Three of these proposals are discussed here. 27 

26 Maclean's, April 20, 1987, p. 30. 
27 Other proposals calling for some significant form of 

debt relief include: Robert T. Devlin, "Renegotiation 
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The first of these proposals came from Anatole 

Kaletsky. 28 Kaletsky felt that contemporary IMF solutions 

were not working nor would they work, and debt repudiation 

remained a real threat as long as debtor countries 

perceived the benefits of default as greater than its 

costs. Speaking of Mexico, he said: " ... it seems that 

economic prospects in ... Mexico ... are not so healthy 

that the temptation of default can be ruled out. 1129 He 

noted that "the false dichotomy between cooperative debt 

recheduling and outright repudiation has led many analysts 

to overlook more plausible forms of default ... n30 

28 

29 

30 

of Latin America's Debt: An Analysis of the Monopoly 
Power of Private Banks," CEPAL Review, No. 20 (August 
1983), pp. 101-12, and "The Burden of Debt and the Cri-
sis: Is it Time for a Unilateral Solution?" CEPAL 
Review, No. 22 (April 1984), pp. 107-20; Rudiger 
Dornbusch, "On the Consequences of Muddling Through the 
Debt Crisis," World Economy, Vol. 7, No. 2 (June 1984), 
pp. 145-61, and "The Latin American Dimension," 
Challenge, Vol. 27, No. 3 (July-August 1984), pp. 4-11; 
David Felix, "How to Resolve Latin America's Debt Cri-
sis," Challenge, Vol. 28, No. 5 (November-December 
1985), pp. 44-51; Hakim; Sachs; Fidel Castro's solution 
is outlined in Martha Doggett, "Too Little, Too Late: A 
Debt Balance Sheet," NACLA Report on the Americas, 
Vol. 19, No.6 (November-December 1985), pp. 4-7, and 
Naylor, p. 370; and, Eliana A. Cardoso, "Latin America's 
Debt: Which Way Now?" Challenge, Vol. 30, No. 2 
(May-June 1987), pp. 11-17. 

The Costs of Default (New York: Twentieth Century Fund, 
1985). 

Kaletsky, p. 17. 

Kaletsky, p. 3. 
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Kaletsky recommended what he called "conciliatory 

default" in which countries would selectively and 

non-aggressively default on their medium- and long-term 

debt. He felt that short-term debt (essentially trade 

credits) and obligations to multilateral organizations such 

as the World Bank and the IMF should continue to be 

honoured. If this were done, he reasoned that trade flows 

would not be greatly disrupted, nor would there be the 

political will to implement trade sanctions or other repri-

sals against countries who defaulted. He argued that legal 

sanctions by individual creditors would not be effective, 

only political sanctions by creditor governments (such as 

the freezing of Iranian assets in the U.S. after the 1979 

revolution, or Argentinian assets in Britain during the 

Falklands/Malvinas war of 1982) an occurrence unlikly to 

happen given the lack of severity of a conciliatory 

default. He also doubted that creditors could convince 

multinational corporations operating in defaulting 

countries to impose sanctions. He noted: "Managers of 

multinational companies point out that bankers have rarely 

refused to do business with countries which had 

expropriated industrial, oil, or mining companies 1131 

Furthermore, if investment opportunities look promising, a 

31 Kaletsky, p. 33. 
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prospect which default would likely enhance, businesses 

would invest, regardless of any complaints from commercial 

banks. 

Kaletsky conceded that even a conciliatory default 

would not be popular among creditors and their governments. 

He recommended that if a defaulting country said it would 

attempt to pay at some time in the future, the value of 

loans could gradually be written-off. He noted that the 

perceived threat to the international banking community 

(which has been greatly exaggerated) could also be avoided 

if, for example, the Federal Reserve Board in the United 

States were to assume a role in preventing the collapse of 

individual banks. If this occurred, a run on the banks 

could be halted and the liquidity of the banking system 

could be maintained. 

Thus, Kaletsky's argument is based on the political 

will of creditor governments. If they impose sanctions and 

refuse to help insolvent banks, a default, even a partial 

one, could be disastrous. If these governments become 

involved, a scenario which Kaletsky felt was the most prob-

able, major disruptions in the world economy could be 

avoided and in the long-run the banking system and world 

trade would be strengthened, as well as growth in debtor 

countries. In his opinion, a scenario which would be much 

more desirable than the status quo: 



The only way to arrive at the view, so popular at 
present among bankers and Western politicians, 
that 'there is no alternative' to the present ad 
hoc rescheduling arrangements is to insist in 
advance that any alternative would have to main-
tain the present level of bank profits, cost the 
creditor countries nothing, and leave the debtor 
countries better off. Obviously, such a solu-
ti?n, 1~ich imposes no costs on anyone, may not 
exist. 
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The second of these debt relief proposals came from 

McGill University economist R. T. Naylor. 33 His proposal 

was based on his belief that capital flight was the root 

cause of the debt crisis and that without false invoicing, 

the siphoning of public funds by government officials, and 

other illegal forms of capital transfers out of debtor 

countries, the debt problem, at least to its present 

extent, would not have occurred. 

Naylor felt that Mexico, for example, could estimate 

the value of assets illegitimately held in the U.S. by its 

citizens and offset these against the value of U.S. bank 

loans to the country. He cited historical examples, such 

as Chase Manhattan's action against Iranian assets in 1979 

when that country defaulted, and asks why can't LDCs do the 

same. He suggested that Mexico could use the total amount 

of money illegally siphoned-off and seize these assets for 

the purpose of paying outstanding loans. He asked: "Why 

32 Kaletsky, p. 72. 
33 Hot Money. 



96 

shouldn't the state use the offshore resources of a 

privledged few of its citizens to offset the debts that 

those citizens dumped on the public? 1134 Naylor said that 

bank insolvency is only one scenario that could result from 

such an action. He noted that illegal deposits are classi-

fied as debt on bank balance sheets but act like equity 

since they remain safely hidden in U.S. bank accounts and 

are not likely to move in order to avoid detection. He 

asserted that banks have information on which of its debt 

behaves like equity and it would be a simple accounting 

procedure to effectively change this debt into equity. 

This accounting procedure, plus the fact that banks have 

built up sufficient loan-loss reserves, could be used as a 

cushion in which bad loans could be written-off, without 

the financial system becoming insolvent. 

He concluded by saying: 

The 'debt crisis' is resolved by eliminating it 
at source, leaving the world with a smaller, but 
considerably wiser banking system, and leaving it 
free from the overhang of paper obligations that 
currently blight the economic 35utures of debtor 
and creditor countries alike. 

While Naylor's proposal is interesting, two main 

objections can be levelled against it. First, while 

records are kept regarding ownership of bank deposits in 

34 Naylor, p. 378. 
35 Naylor, p. 380. 



97 

the U.S., it would be highly unlikely that either banks or 

the U.S. government would be willing to seize these assets, 

change the accounting procedures of the banks, and ulti-

mately use these assets to service debtor country loans. 

Banks make their profits by taking in deposits at a low 

rate of interest and lending out these deposits at a higher 

rate. Surely banks will not willingly accept a proposal 

that will limit their deposits and, by implication, their 

profits, even though such a proposal would be preferable to 

outright repudiation. 

Second, Naylor never really explains how illegitimate 

deposits are to be separated from those legitimately held 

outside of the debtor countries. Surely a number of depos-

its from debtor countries held in U.S. banks are legitimate 

and were transferred through legitimate and legal means. 

Yet Naylor never fully explains how the differentiation is 

to be made. 

The final debt relief proposal came from York Univer-

sity economist Lorie Tarshis. 36 He recommended that the 

Federal Reserve Board in the United States and its counter-

parts in other creditor countries buy debt instruments from 

banks at a uniform rate which would include a certain dis-

count. He wrote: 

36 "Disarming the Debt Bomb," Challenge, Vol. 30, No. 2 
(May-June 1987), pp. 18-23. 



The final step would be for the Fed to write 
'cancelled' on each debt certificate, and send it 
back to the country of issue, with best wishes. 
If there is any concern about the Fed's authority 
to give these assets away, bear in mind that the 
creditor country will gain more from a debt-free 
LDC economy which, after an interruption of at 
least a decade, can again order capital goods 
needed for its own development, as well as 
grains, medica1 37upplies, and dairy and meat 
products ... 
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Tarshis countered critics arguments that this process 

would be inflationary. First, he argued that banks tend to 

learn from the crises that follow excessive lending and, 

because of this, they would be unlikely to lend too much in 

the period following the bailout. Second, he recommended 

that the Fed could prevent inflationary pressure caused by 

excessive lending simply by buying LDC debt instruments at 

only a slightly faster rate than it sold its own securites. 

As an example, if the Fed buys $4 billion per week of LDC 

debt, it could sell $3 billion per week oft-bills and oth-

er government securities, thus controlling any excess 

liquidity which could result from such a plan. 

He noted that the proposal would be better than a uni-

lateral default declared by the debtor countries, although 

the financial aspects are essentially identical. If a 

unilaterally-declared default did occur, he felt that it 

would be done on the debtor country's timetable, possibly 

37 Tarshis, p. 22. 
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causing a run on the banks. In addition, a debtor-declared 

default would likely sour the economic relationship with 

creditor countries and make lenders less willing to lend in 

the future. All of these outcomes would be avoided under 

the Tarshis plan. 

Like all other plans regarding significant debt 

relief, one major criticism can be cited: the lack of 

political will among creditor governments and their commer-

cial banks. Creditor governments have kept a "hands-off" 

approach to the debt crisis up to this point, stepping-in 

only when the banking system is greatly threatened, such as 

it was in 1982. The chances of these governments reversing 

their policies are small indeed. For their part, commer-

cial banks would undoubtedly reject such a proposal. Rath-

er than accept losses they would prefer to continue the 

charade of debt rescheduling and debt-servicing as long as 

possible, although this attitude may slowly be changing as 

the modest improvements in the debt-servicing capacities of 

the major debtors over the past five years seem to be 

waning. 

To summarize, all of these debt relief proposals were 

offered in a period when the worldwide economic growth and 

LDC export expansion of 1984 seemed a distant memory and 

certainly not likely to occur again in the foreseeable 

future. They all express concern over the plight of LDCs 



in attempting to service their debts in the face of an 

unfavourable world economy, a servicing problem which is 

not entirely the fault of these countries, yet one for 

which they have been forced to accept responsibility. 

Summary 
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The various proposals offered as solutions to the debt 

crisis have closely mirrored the economic conditions under 

which they were written. In 1983, proposals were ad hoc 

with the aim of lessening the perceived threat to the 

international financial system. In 1984 and 1985, propos-

als became more sophisticated and were based on the belief 

that economic growth in the Western world, coupled with 

IMF-style adjustment programs were sufficient to solve the 

crisis. In 1986 and 1987, many economists began to realize 

that earlier proposals were inadequate under long periods 

of unfavourable economic conditions such as low growth 

rates, depressed world trade, and unfavourable commodity 

prices. These proposals advocated various degrees of debt 

relief as the least painful way to resolve the internation-

al debt crisis and reverse the unpromising future of the 

world economy. 



CHAPTER 5 

CONCLUSION 

Most economists here and abroad agree that Mexico 
has had about as1much austerity as any country 
can stand ... 

Five years have passed since Mexico was on the verge 

of formal default, and the debt crisis is still with us. 

IMF programs to date have concentrated on rigorous struc-

tural adjustments in debtor nations coupled with growth in 

industrial countries. Meanwhile, creditor countries and 

their commercial banks have escaped relatively free of 

cost. 

Unfortunately 1984 was the only year which looked 

promising for the growth-oriented solution to the problem. 

In that year, Mexico's largest trading partner, the United 

States, had an impressive real GNP growth rate of 6.4 per-

cent.2 However, this growth was largely due to a large 

U.S. budget deficit. Since that time, the Reagan adminis-

tration has attempted to tame its run-away budget deficit, 

implying lower growth rates for the U.S. itself as well as 

1 John Crewdson and Vincent J. Schodolski, "Never-Ending 
Struggle: Mexico's Biggest Enemy May Be Time," The 
Calgary Herald, December 20, 1986, p. A5. 

2 See Table 3-7. 
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its trading partners. Furthermore, the situation is not 

likely to change. Real GNP growth in the seven major 

industrial countries is projected by the IMF to be a mere 

2.4 percent in 1987, increasing to only 3.0 percent by 

1989. 3 

Other economic indicators are also not promising. The 

IMF projects that the terms of trade of LDCs will steadily 

decrease until the end of 1988, which is as far as it makes 

its projections. 4 Interest rates are also likely to 

increase as inflation in the U.S. and other industrial 

countries is beginning to increase. And the recent slide 

of the U.S. dollar against German and Japanese currencies 

has prompted U.S. authorities to suggest higher interest 

rates to stop its slide. As one weekly magazine recently 

reported: 

Paul Volcker, chairman of the Federal Reserve 
Board, said that he would promote higher interest 
rates. He added that he would also press for a 
tighter ~oney supply if the U.S. dollar falls 
further. 

It seems increasingly clear that the present method of 

dealing with the debt crisis is inadequate and a new solu-

tion must be implemented. As Rudiger Dornbusch commented, 

3 World Economic Outlook, April 1987 (Washington: 
tional Monetary Fund, 1987), p. 13. 

4 International Monetary Fund, p. 147. 

5 Maclean'~, April 27, 1987, pp. 46-47. 

Interna-



the policy up to now 

has been to try to do the impossible: be good 
neighbors, protect our banks' bad loans, and pro-
tect domestic employment. We cagnot achieve all 
of these goals as the same time. 
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A no-cost solution does not exist for the problem and 

policies have continued to weaken the economies of debtors, 

the weakest link in the chain of international finance. 

Stretching-out and rescheduling loans does not free the 

debtors from any of their debt obligations, nor does it 

allow banks to collect their debts; it simply avoids a de 

facto default by allowing banks to manipulate their 

records. 

Clearly, a new solution must be implemented. The 

economies of countries such as Mexico have been severely 

weakened in the past five years and the full consequences 

of IMF-imposed austerity will not be felt until a few year 

from now. As the Inter-American Development Bank noted: 

Exports to be made tomorrow require capacity 
increases today. But countries that are being 
forced prematurely to transfer such large prop9r-
tions of their saving cannot afford to invest. 

Not only does the future look bleak for Mexico, but 

also for its major trading partners, especially the U.S., 

6 "The Latin American Dimension," Challenge, Vol. 27, No. 3 
(July-August 1984), p. 11. 

7 Economic and Social Progress in Latin America, 1985 
Report (Washington: Inter-American Development Bank, 
1985), p. 143. 
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since the large American current account deficit is primar-

ily the outcome of the IMF's demands of current account 

surpluses from debtor nations. 

Since a no-cost solution does not exist, a least-cost 

solution must be implemented. This solution involves 

large-scale debt relief. For five years some economists 

and most bankers have spread fears about how much a sub-

stantial default would hurt the banking system and, by 

implication, the global economy. However, little is 

mentioned about the harm that five years of IMF austerity 

has done to the global economy, especially in the form of 

decreased trade. Nor is it mentioned how much damage these 

programs will continue to do. 

In 1983, Business Week published an analysis by Data 

Resources Inc. about how much a total Latin American 

default would harm the U.S. economy. 8 The study said that 

if a Latin-America-wide default were declared, the follow-

ing would happen to the U. S. economy in 1984: GNP would 

decrease by $69.7 billion; exports would decrease by $38.3 

million; 1.1 million jobs would be lost; the budget deficit 

would increase by $26.4 billion; and, interest rates on 

federal funds would increase by 2.26 percent. 

These results are based on a number of assumptions. 

8 "How an LDC Default Would Hit the U.S. Economy," November 
7, 1983, pp. 118-121. 
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The Federal Reserve Board would act quickly in saving banks 

from collapsing. Interest rates would increase because of 

the contraction of bank credit and this would cause con-

sumption of consumer durables and investment to decrease. 

This contraction of demand would result in an increase in 

unemployment, especially in the housing and automotive 

industries, and in other industries which produce interest 

rate - sensitive items. Also, exports would decrease because 

export credits would most likely be cut-off. All of these 

factors would cause a mild recession in the U.S., 

decreasing GNP and increasing the budget deficit. 

While it would be difficult to question the projec-

tions of Data Resources, it is quite easy to question their 

assumptions. First, these projections were done in 1983, 

only one year following the start of the crisis. Four 

years later, this much pessimism seems unwarranted. Most 

of the large U.S. banks have increased their loan-loss 

reserves to the 25-30 percent range. British banks have 

done the same. Swiss and German banks have loan-loss 

reserves of over 40 percent. Canadian banks also have 

plans to increase their reserves to over 30 percent. 9 What 

this means is the banks are now in a better position to 

9 Gord McIntosh, "Top Six Banks to Double Reserves Against 
Worrisome Foreign Loans," The Globe and Mail, July 7, 
1987, p. AlO. 
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absorb losses today than they were in 1983. Furthermore, 

the Fed in the U.S. and central banks in other countries 

are likely to have contingency plans in case of a 

large-scale default so that bank contraction and subsequent 

loss of liquidity could be controlled. They would do this 

by decreasing reserve requirements or via open-market oper-

ations. Thus, it is doubtful that the contraction of cred-

it and increase in interest rates envisaged in the Data 

Resources analysis would occur. 

If interest rates didn't substantially increase, the 

loss of jobs in industries which are interest 

rate-sensitive would not occur, at least to the degree 

suggested in the study. Also, if export credits were not 

cut-off to defaulting countries, exports would not suffer. 

All this implies that the U.S. and other industrial 

economies would likely not suffer as severe a recession as 

the Data Resources study indicates. Thus, the increase in 

the U.S. budget deficit, and the decrease in employment and 

GNP would not likely follow. 

The Data Resources study fails to take into account 

the benefits of an LDC default. In fact, many of the fig-

ures they cite might not worsen at all, but may improve. A 

study by Sanjay Dhar, published about the same time as the 

one by Data Resources, asserted that nearly 250,000 

U.S. jobs were lost in 1982 alone because of decreased 
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U.S. merchandise exports to Latin America. 10 He also noted 

that about the same number of jobs would be lost in 1983. 

Further, he said that these decreased exports contributed 

directly to a decline in real U.S. GNP of 0.3 percent in 

1982, not including multiplier effects. Nor did he include 

the magnitude of l osses because of service exports. These 

had also declined with one exception, interest receipts. 

He felt that the r esults of this loss in service exports 

could even be more profound because they were more 

labour-intensive than merchandise exports. 

A separate study by the U.S. Department of Commerce 

estimated that 25,200 jobs were generated by each $1 bil-

lion of exports. 11 If the opposite argument holds (ie. if 

the same number of jobs are lost for each $1 billion not 

exported) then over 240,000 jobs had been lost between 1981 

and 1985 as the U.S. trade balance with Mexico moved from a 

large surplus to a large deficit. 12 

lO "U.S. Trade With Latin America: 
Financing Constraints," Federal 
Quarterly Review, Vol. 8, No. 3 
pp. 14-18. 

Furthermore, the 

Consequences of 
Reserve Bank of New York 
(Autumn 1983)-,- --

11 Outlined in James H. Street, "Development Planning and 
the International Debt Crisis in Latin America," Journal 
of Economic Issues, Vol. 19, No. 2 (June 1985), p. 402. 

12 In 1981 the U.S. trade surplus with Mexico was $3.8 bil-
lion. By 1985 there was a trade deficit of $5.8 bil-
lion. A difference of $9.6 billion. See International 
Monetary Fund, Direction of Trade Statistics Yearbook 
1986, (Washington: International Monetary Fund, 1986), 



Department of Commerce study noted that other industrial 

countries benefit to the same degree by exporting. 
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Certainly if a country like Mexico were once again 

able to expand its imports from the U.S., a number of lost 

jobs would be regenerated and the U.S. trade deficit would 

be reduced. As one analyst noted: 

If Latin American nations were allowed to resume 
their pre-crisis levels of imports from the Unit-
ed States, the over-all U.S. trad13picture would 
attract much less market concern. 

Furthermore, this would have a positive effect on the real 

rate of GNP growth and would reduce the U.S. budget defi-

cit. The same would undoubtedly occur in other countries 

who export to Mexico. 

Thus the costs of a default by Mexico, and even all 

LDC debtors, must be countered by the benefits that such a 

default would bring creditors. 

The benefits that would accrue to Mexico are obvious: 

increased imports and investment, renewed growth and 

employment, and the implementation of public and social 

services. Still, the thought of any degree of debt relief 

is still radical in the minds of most Western politicians. 

At the Venice Economic Summit of June 8-10, 1987, the lead-

pp. 4 01-02. 
13 John Grundy, "Latin America Key to U.S. Trade Woes," The 

Globe and Mail, June 13, 1987, p. B2. 
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ers of the G-7 gave their continued support to the status 

quo in dealing with the continuing problem of LDC debt. 14 

But it is becoming more obvious that it is the in the 

self-interest of the non-bank sectors of creditor nations 

to relieve the debtor countries from their overwhelming 

burdens. 

As was shown above, it may make economic sense to 

grant a significant degree of debt relief to debtors. It 

also makes political sense, especially for the U.S. Mexico 

is not only the United States' third largest trading part-

ner, but also shares a 3000 kilometer border with the U.S. 

As R. T. Naylor wrote: 

For the US, Mexican economic collapse could also 
be the prelude to social collapse in a country 
with which it shared a two-thousand mile border. 
This could change the normal flow of illegal 
aliens 1 ;rom an economic blessing to a social 
curse. 

Furthermore, the present U.S. government likes to 

point out that Mexico would be the last domino to fall 

before the communist menace hits the Rio Grande. While 

this may be considered debatable, even slighly outrageous, 

it points to the larger issue of political stability in 

Mexico. Continued IMF austerity programs can and have led 

14 See IMF Survey, June, 15, 1987, p. 189. 
15 Hot Money and the Politics of Debt (Toronto: McClelland 

and Stewart, 1987), p. 63. 



110 

to great political instability in various countries. Cer-

tainly Mexico is not immune to such an occurrence. 

Thus, it is not only in Mexico's interest to see the 

debt written-down, but also in the interest of the Western 

world, especially the U.S. While there doesn't exist a 

painless solution to resolving Mexico's debt crisis, per-

haps the least painful way out is default. Mexico itself 

is certainly to blame for a lot of its present problems 

because of its short-sighted and misdirected policy deci-

sions of the past, but the country is not fully responsi-

ble. Yet Mexico has been forced to bear the full cost, 

even when a number of determining events were outside of 

its control. 

I don't suggest that Mexico unilaterally declare a 

default. Even though economically this may be tantamount 

to a creditor-declared default, the political consequences 

still remain a real threat. What is needed is a default 

dec l ared by creditor nations. If this were to happen, it 

would be more beneficial than a default unilaterally 

declared by Mexico. First, such a default would not induce 

a large-scale run on the banks in creditor nations. The 

central banks of these countries could plan in advance, in 

consultation with their commercial banks, on what date such 

a default would be declared and make specific arrangements 

regarding how the debt would be written-off and what mea-
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sure would be taken to ensure the continued liquidity of 

the banking system. As Peter Nunnenkemp wrote: " . the 

public would be assured that the severe failures of mone-

tary policies in the 1930s will not be repeated. 1116 

Although this might raise objections by some for 

"bailing-out" the banks, this would only partially be true. 

The banks would first have to use their loan-loss reserves 

to write-down all loans declared to be in default. Then, 

and only then, central banks would intervene and facilitate 

the write-down of other loans and modify reserve require-

ments as deemed necessary. 

Second, politically motivated sanctions against a 

debtor in default would not be forthcoming. This would not 

be certain if the default were debtor-declared. Thus, 

trade sanctions or decreased access to capital markets 

would not likely occur. 

Short-term trade credits should probably continue to 

be honoured. These credits are relatively small as a pro-

portion of total debt and could easily to honoured because 

of the interest and principal savings on other obligations. 

This measure is suggested for two reasons. First, it would 

be a gesture of good will on the part of the debtor and 

16 "Bank Lending to Developing Countries and Possible Solu-
tions to International Debt Problems," Kyklos, Vol. 38, 
No. 4 (1985), p. 572. 
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would be politically wise in creditor nations so that a 

country like Mexico would not be seen as completely 

escaping its obligations. Second, if any real harm were to 

come from a default it would come from any sort of trade 

barrier. This could result in Mexico being no more able to 

increase essential imports than it is today. While offi-

cial trade sanctions would not be forthcoming, trade credit 

agencies might be reluctant to extend credit in the case of 

a general default, despite the wishes of its government. 

As was mentioned before, there is no painless way of 

resolving the debt crisis. Nonetheless, this seems to be 

the least-cost solution, not only for Mexico, but also for 

the industrial countries. The costs and economic distor-

tions that would result after such an implementation would 

pale in comparison to the benefits to world trade and glob-

al economic growth that would follow in the long-term. All 

that is required is the political will of the governments 

of the Western world. To borrow a phrase by the author of 

another solution: "Is there any other way out of the debt 

problem? I do not think so. 1117 

17 Peter B. Kenen, "A Bailout Plan for the Banks," The New 
York Times, March 6, 1983, p. F3. 
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