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B ackground  of M exico

M exico , the country located betw een  the U nited S tate o f  
A m erica and South A m erica continental, is one o f three im portant 
countries in the N orth A m erica Free Trade A rea. M exico is a large 
m arket in this region since M exico total population is 92.21 m illion (in 
late 1994), high purchasing pow er and is counted as an im portant 
m ajor source o f  incom e and trade partner o f  the U nited S tate o f  
A m erica.

M exico  im ports agriculture products, plastic, electron ic 
instrum ents and chem ical products from US. w hereas she exports tea, 
coffee and spices. In 1994, export and im port value betw een  both 
countries are very high and alm ost equal value. In the first quarter o f  
1994, M exico  exported 11,324 million u s $  product value to US. and 
im ported 11,860 m illion u s $ .  Furtherm ore, the huge am ount o f  u s $ .  
capital flew  in M exico to invest.

So the fluctuation in M exican econom y sim ultaneously 
influences to US. The decision to solve continuous current account 
deficit by using Peso devaluation policy directly affected US. export
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because it w ill increase price o f  US. export goods in term  o f  Peso. As 
results, the p residen t Bill C linton com m anded the M inister o f  Finance 
to assist M exico , including an increase in credit.

B efore going further about w hat happended in M exico , it should 
be better to recogn ise  that the reasons behind this crisis is kind o f 
problem s accum ulative.

D uring 1957 to 1972 o f  conservative m onetary poicy , M exico 
successfully sustained a stable exchange rate but after the B ank o f  
M exico has becom e a m ajor source, financing public sec to r in 1973, 
the econom ic problem s began arise since M exican fiscal policy  and its 
deficit has dram aticaaly  increased and becom e the first goal w hereas 
m onetary policy  will be considered as the second.

In the situation o f  som e limitation o f  the central b a n k ’ร 
resources, the requirem ents, both to finance the fiscal budget and to 
stabilize fixed .exchange rate, o f  course, are im possible to be afforted 
forever long. The current fixed exchange rate will be forced to 
depreciate. Such an instability  o f  exchange rate, also happened  in 
M exico w hich induced m any problem s such as the Peso  currency 
speculative, trade deficit, current account deficit and B oP crisis, etc.

By the exchange rate policy to increase trading com petitiveness 
by Peso depreciation  3.7 percent annually, speculators a ttacked  the 
fixed exchange rate regim e. Peso tended to depreciate because  o f 
lossing confidence in Peso. People changed Peso to US dollar. In 
order to m aintain  the fixed exchange rate, the central bank o f  M exico 
had to supply US dollar to the m arket until the international reserve  
reached som e low er bound, w hich triggered the fixed regim e collapse.

Specu lators also converted  Peso to u s $ .  and w aited  for 
devaluation time. T heir behavior led m ore decreasing in P eso  value. 
O nce Peso w as devalued, they w ould change US dollar to P eso  and 
received benefit from  the m argin betw een the past exchange rate  and 
the new  fixed exchange rate. By the fixed exchange rate policy , the
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central bank  w ould  collect the US dollar w ithout any Peso appreciation  
occuring. T his process will go on and leads Peso depreciation  again.

M ex ican  governm ent underw ent the application o f  devaluation 
policy in A ugust 1976, February and A ugust 1982 also m inidevalued 
during 1981 and im posed exchange rate control in A ugust 1982. 
N evertheless, those m easures could not im prove the situation. On 
A ugust 13, 1982, the governm ent o f  M exico announced that M exico 
could not continue to pay interest and principal on its 80 billion US 
dollar, ex ternal debt, at the sam e time, she requested  3 billion US 
dollar loans that w ould enable hers to continue her debt paym ents. This 
event sparked  the beginning o f  the deep debt crisis that sp readed  like a 
forest fire across a large num ber o f  Latin A m erican countries, m ost 
A frican countries, various East European and A sian econom ics.

D uring  1988-1992, the governm ent attem pted to use the 
econom ic revolution  policy and open econom ic policy, aim ing to 
expand investm ents, after all, they recognized that the im posed policies 
double p rob lem s, instead o f enchancem ent. The m isapplicable policies 
led to im port value, covering raw  material and capital good, exceeded 
export value w hich w as still agriculture products. Furtherm ore, 
investm ent exceeded  saving and total expenditure grow th rate w as 
high. M exico  suffered with these collective problem s for long time but 
they still continued.

F i g ure 1 : M e x ic a n  E x p o r t  & Im p o r t  
V a lu e s

CO5Ç
!5 i Import 

®----  Export

year
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A fter im posing o f  the policy, im port value jum ped  up from  38.2 
billion u s $  in 1991 to 56.1 billion u s $  in 1994. D uring the first h a lf  
o f  1990’ร, trade account deficit, current account deficit w ere  double 
from  the previous decade. The governm ent expenditure exceeded  the 
governm ent incom e, led to fiscal budget deficit in 1994. The 
governm ent financed the deficit by issuing บ ร  dollar bonds, nam ed 
T esobonos, w hich has com m itm ent to pay back in term  o f  U S dollar.

F i g u r e 2  ะ T r a d e  A c c o u n t ,  C u r r e n t  A c c o u n t  a n d  F i s c a l  
B u d g e t  ( % G D P )

] Trade A/C Deficit
; : Current A/C Deficit
-----a----- Fiscal Budget

Deficit

A fter the governm ent applied the restricted  m onetary policy  by 
using in terest rate control in order to fix single digit inflation rate  and to 
m otivate capital inflow , in 1993, during the policy period, the dom estic  
investm ent increased by only 1 percent but it used to be 16 percen t in
1992. This policy could not help to create the econom ic expansion 
since high in terest rate  stagnated investm ent around 20 billion u s $  
over the first four years o f  decade, how ever, the policy su cceeded  in 
controlling inflation rate by 7 percent in 1994 and sharply increasing  in 
capital inflow .' B ut the capital inflow s w as m ainly for speculative 
purpose.

M oreover, the in terest rate controlling policy, w hich fixed the 
in terest rate  at the high level, distorted the real Peso  value. The 
appreciation  decreased  exports, and increased im ports. So this policy 
had risen m ore current account deficit as well as increased m ore total 
external debts. The governm ent had to use up m ore reserves to pay 
debt, then, the international reserves ran out. Pressure from  political
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instability and' reduce in reserves caused m ain Peso devaluation 
announced by the new  cabinet, as showing on the chart 1.

U nder the leading by President E rnesto Zedillo, the new  cabinet 
had to face w ith  political and econom ic crisis. The guerrilla band 
"Patista" sen t congratu latory  with the w ords "W elcom e to the 
nightm are".

Table 1 : E conom ic Indicators o f  M exico
(unit : billion u s $ . )

Title Y ear

1991 1992 1993 1994

Export V alue 26.9 27.5 30.0 33.8

Im port V alue 38.2 48.2 48.9 56.1

Trade D eficit 11.3 20.7 18.9 22.3
(percent per G D P) 4.0 6.3 5 3 5.8

C urrent A ccount D eficit 14.9 24.7 23.3 28.0
(percent per G D P) 4 8 7.4 6 7 7.5

G overnm ent B udget 
(percen t p er G D P)

0.7 1.6 1.0 (0.5)

Source : E conom ic Inform ation, January 1995

In econom ic aspect, international reserves ran out rapidly, 
instantly affected  P eso  value. So the governm ent announced Peso 
recurrent devaluation  in D ecem ber 19, 1994, by about 13.25 percent 
from  3.4712 to 4 .0016 Peso:U S$. w hich shocked the w orld . A day 
after that, M exican  Peso  Crisis began by dram atically rose  in sale
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volum e o f  Peso and other securities in term  o f  Peso. On that day, 1 
billion u s $  flew  out from  M exico and continuous through D ecem ber 
21, 1995, then, the M exican governm ent in tended to stop sale force by 
letting the P eso  float for a few  days in order to find the real value but it 
w as w orse  as the Peso deprecia ted  by to tally 39 percent to 5.65

P eso  value m oved up a little bit, anyw ay, it still m oved at the 
level o f  5.3-5 .4 . The severe depreciation o f  Peso led large capital loss

Table 2 : Econom ic Indicators o f  M exico
(unit : billion u s $ )

Y ear

1991 1992 1993 1994

Inflation (percent) 22.7 15.4 9.8 7.0

Portfolio Investm ent 12.1 19.2 27.9 N .A .

External D ebt 101.7 113.4 130.2 N .A .

External D ebt per incom e 
(D SR )

30.2 44.4 44.6 40.8

International R eserve 17.7 18.9 26.1 7.0

for the investors w ho invested in fixed-incom e assets because  o f  
Peso devaluation as w ell as the depression o f  M exican stock  exchange 
m arket.

The accum ulative problem s for this crisis can be dem onstated  in 
chart 1.
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Chartl: Mexican Devaluations Experience:
Peso is pegged with u s$
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T h e  R e a so n s  o f M ex ican  C ris is

T he princip le reasons o f  this January  C urrency C risis can be 
d istinguished into three, apart from political reasons;

T able 3 : M exican  C urrent A ccount D eficit and International
R eserves -—

(unit : billion u s $ )

Title Y ear

1991 1992 1993 1994

C urren t A ccount -14.9 -24.7 -23.3 -28,0

International R eserves 17.7 18.9 26.1 6.0

R elative to Im port Value 
(m onths)

3.5 3.1 3.2 <1 month

Source : Salom on B rothers Hong K ong Jan. 17, 1995

Firstly  due to rapidly increase in current account deficit in 1994, 
M exican econom y had to depend on short term  capital inflow  to 
com pensate  their debts w hich w ould caused risky for exchange rate. 
S ince it reduces confidence in dom estic currency.

S econdly , althoughthe international reserves increased from  26 
billion บ ร $ in 1993 up to 29 billion u s $  in 1994 w hich is about 3.2-
4.0 m onths o f  im port value, in the late o f  1994 international reserves 
w ent dow n to 7 billion u s $  or equal to less than 1 m onth and during 
the crisis it w en t dow n m ore to less than 4 billion u s $ .
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Thirdly, it was because of the external debts which had to be 
paid back very soon since the Mexican government issued financial 
security, called "Tesobonus" in term of us$. and pay back in Peso by 
forward exchange rate to solve Mexican current account deficit. These 
securities had to be paid back by 3 billion us$  in January and 13 
billion u s$  in February - June 1995. Within this amount 80 percent 
are held by foreign investors.

The Peso tending to depreciated led the foreign investors to sell 
stock and brought money back. As Mexico had to pay back the debt 
very soon, the flow-out of capital caused the creditor to worry that the 
government could not pay back the debt as happenned in 1982 which 
lead the most severe crisis that have never happened in Mexico.
Mexican Crisis

Once Mexico was one of the most attractive places for 
investment in Latin America. Eventhough in 1982, this country 
confronted with the serious debt crisis, the restricted economic policy 
was applied, the wealth of natural resources could clear up problems in 
the next 7-8 years. In 1993, Mexico became popular among the 
foreign investors since Mexican government decided to join NAFTA 
which she will benefit from this economic integration. The most of 
investors transfered ports of investment from East Asia countries to 
Latin countries particular/ to Mexico.

The cautious economic policy operation led to low growth rate, 
average by 3-4 percent per year. During 1990-1994, the inflation was 
about 16 percent, living standard did not improve even in the period of 
foreign investment booming. Only the upper class gained the benefit 
whereas the fanner and other lower class still had low living standard.

In addition, the rebel by guerrilla band "Patista" in January 1994 
and the assasination of the post president's son abate foreign investors' 
assurément and also the death of the secretary of IPR party 
discouraged investors. However the shinning of Mexican economy 
could not stop investors’ motivation.
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Regarding to Mexican economy, after 8 years of depression, 
1990. Mexican economy tended to extend and inflation lessened but 
130 billion us$., large debt burden, was required Mexico to pay back 
by income from abroad. There was an estimate that the government 
has to spend 40-44 precent of exports and services income to pay back 
external debts.

While huge investment created change in current account deficit 
from 14.9 billion us$  in 1991 to almost double, 28 billion us$  in
1993. The government treasury bill, in term of us$  but pay back in 
Peso, were issued to support the deficit. President Salinas imposed 
exchange rate control to depreciate gradually by 3.7 percent annually in 
order to increase trading potential, competed with Asian countries and 
to control inflation rate at the same time.

Since Mr. Ernesto Zedillo became president in December 1,
1994. He was challenged by critical problems in both politics and 
economy. The accumulated economic problems, political instability 
and exchange rate speculative led to quick reduction of international 
reserves and lossing confidence in Peso, respectively. Unexpected, he 
announced Peso devaluation in December 19, 1994, from 3.4712 to 
4.0016 peso per us$, calculated by 13.25 percent. The Mexican 
devaluation shocked the world after the announcement about Peso 
devaluation following the occurrence of Mexican Peso Crisis in the late 
of 1994, it had been causing worldwide impacts.

The Mexican Peso Crisis began in December 20, 1994, a day 
after the devaluation policy announcement. As results of almost 40 
percent devaluation and the pressure of political instability, the 
investors were discouraged, they, then, moved money out from 
Mexico. Peso value dramatically declined. The policy, aiming to solve 
external debt problem and to increase international reserves, seemed to 
rise more problems for this new government.

Besides, there also have been widespread impacts throughout the 
world, particular/ in South East Asia region due to the publishment of 
foreign researcher analysis which states that the countries in these
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region especially the Phillipines and Thailand had financial market 
structure, as emerging market which are similar to of Mexican market. 
This analyse also points out that the investment in this region, the 
investors can not avoid to face with high risk because in such these 
countries, the economic fundamental problems are alike Mexico 
including short-term capital dependence, trade account deficit and 
current account deficit.

This paper worsened confidence in Thai Baht. The minor about 
Thai baht devaluation, spreading in the mid of January, 1995, brought 
about the severe crisis in Thai financial market. The most of alien 
investors got panic and withdrew money back. Some changed port of 
investment to riskless port while some tried to convert Thai Baht to 
strong currency such as us$. JPY. and DM. The capital outflows and 
the transformation of Thai currency immediately led to the deflation in 
economy. Interbank rate went up from 7 percent in January' 11, to 9-15 
percent in January 12 and then to 20-50 percent in the next day. Set 
index dropped by 41.35 points between 12-13 of January and Baht 
depreciated to 26.20 Baht per us$.

Obviously, after the distribution of the paper, the foreign 
investors sold Thai securities and converted into u ss , leads to the 
depression of Thai securities market continuously, eventhough, Bank of 
Thailand tried to handle the problem by to reject the nimor and the 
impose some short-term measures.
Impacts of Mexican Crisis

After the crisis, many industrial sectors expected that the 
Mexican Peso devaluation will enhance the exports and middle class in 
Mexico. Since' the devaluation caused Mexican products be able to 
compete in world market and import goods from บ.ร. will be effected. 
For example, Chrystler company; joint venture company, did not 
change their long tenu target to continue export Mexican products. 
This company foresees that the Peso Crisis and low labour cost will 
benefit their business. As well as R.R. Donnelley & Sons; the largest
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publishing company, found that it is the best chance to expand their 
production in Mexico.

On the other hand the growth rate in Mexico were around 0 
percent in 1995 different from 4 percent as predict before. Interest rate 
on treasury bills also increased from 13 percent to 31 percent affected 
the businessmen, residents as well as Mexican banks to confront the 
highest interest rate.

The alien companies in Mexico such as Northern Telecom de 
Mexico, Wall-Mart department store and other American Auto-Import 
company face with temporary stop pay back the debt. As a results, 
Wall-Mart stagnate their 25 branches expansion plan in Mexico. 
Hence, if this problem has not been solving, there will be large amount 
of Mexican capital flow in บ.ร.

Furthermore, Mexican Crisis also affects worldwide particular/ 
on emerging markets. In early 1995, financial and stock exchange 
markets were in a turmoil. There were rapidly capital outflow, currency 
depreciation as investors lost confidence in the weak currencies and 
transfer to us$ , Deutsche Mark and Japanese Yen. The impact does 
not only affect Asian countries but also Latin America such as 
Argentina, Brazil and Chile as well as European countries particular/ 
for members of European union.

In Europe, many weak currencies; Italian Lire, Spanish Peseta, 
Portugal Escudo even in French Franc were sold in the large volume 
while Deutsche Mark appreciated. The sensitivity of financial 
European markets reflects the barrier to be the European monetary and 
economic union; convergence in economic structure whether budget 
deficit, interest rate or inflation rate, single currency and control bank 
which due in 1999.

In East Asia, the security markets index dropped down sharply 
and also the currency depreciated. That is, there were rapidly increase 
in sale volume'caused security markets index dropped down for 138.5 
points in Nikei, 43.3 points in Hang Seng, 167.7 points in Taipai, 41.35
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points in Thailand and also 8.7, 10.26 and 25.5 points in Jakarta, Kuala 
Lumper and Manila respectively. The depreciation of national 
currencies were 0.2 percent in Malasian Ringgit, 0.5 percent in 
Indonesian Rupiah, 0.6 percent in Singapore dollar and dramatically 
declined in Thai baht by 4 percent, during the second half of January,
1995. It is noted that the most depreciation was in Thailand.

As there was criticism by Dr. Jim Walker from Credit Lyonnais 
Securities, Hong Kong, "Could a Mexico happen in Asia", published 
on January 9, 1995 and January 1 1, 1995 in Asia Morning line, to 
compare market structures between Mexico and Asia countries; 
Indonesia, Malaysia, the Phillipines and Thailand.

This criticism states that "Emerging markets generally are likely 
to come under closer scruting following the Mexican Peso debacle at 
the end of 1994. Overvalued currencies, high inflation, trade deficits, 
political instability, over-reliance on short-term foreign capital flows 
and high external debt levels are not confined to Latin America. They 
occur in Asia too".
Figure 3 : Net Short-term Capital Flows (% of GDP) in Asian

and Mexico, 1993
9  -1-

Source : Asia Morning Line, January, 1995
In this region, he emphasized on Thailand that run a trade deficit 

over the last 10 years and the corporate and banking sectors are heavily 
depended on short-term (i.e., less than one year) foreign capital flows.
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Eventhough, there as appreciation in its real exchange rate that seems 
Thai economy stand on good situation.

Moreover, he mentioned that there may be the capital outflow 
along with an increase in inflation rate. However, this criticism did not 
point out that there will be the same problem in Thailand, he suggested 
foreign investors to keep watching Thai inflation movement, trade 
deficit and commercial bank short-term loan adjustment. Because Thai 
Baht value may be pressured by the riskness to devalue if there was 
huge capital outflow.

Therefore, the January currency crisis made investors paniced 
and caused the damage to Thai financial market and economy as 
follow;
Financial Market

The development of financial system in Thailand relates Thai 
financial market in the same direction with intemation financial market. 
Moreover, economic growth, political stability and the financial market 
improvement rapidly motivate growth of financial market which led the 
market to be interested by foreign investors obviously. This motivation 
increased the portion of investment in financial market rapidly.

However, the increased portion from foreign investment makes 
fluctuation in domestic financial market increase in the same order 
because foreign investment is hard to control so the more foreign 
investment increases, the more fluctuation will be suffered. To 
visualize clearly the situation that the rumor about devaluation of Thai 
Baht spreaded it and caused large impact as follow:
Jan. 11, 1995 - Criticism by Dr. Jim Walker in Asia Morning line
Jan. 12, 1995 - Set index sharply dropped by foreign investors

- High demand for us$.
(Baht 1 : บรร. 25.08 - 26.00)

Jan. 13, 1995 - Loss confidence in Thai currency still exist
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Table 4: The Exchange Rate on Friday 13 January, 1995
A.M. : P.M.

Time 9.00 10.00 11.00 12.00 1.00 2.00 3.00 4.00

B/US$ 25.50 25.40 25.50 25.40 25.30 26.20 25.15 25.10

Source : Money & Banking 14, 154 (February, 1995), page 128.
The impacts of financial market are devided into 2 parts;

- money market
- stock exchange market

Money Market
The rumor of Thai Baht devaluation led foreign investors to sell 

their assets in tenu of Baht and changed to us$. Buy volume of US 
dollar had pressured on exchange rate to increase to 26.2 in the 
afternoon of January 12, 1995. Even it was 25.13 in the morning of the 
same day while the rate set by the central bank was 25.08. At the same 
time, Baht volume in money system decreased rapidly and short-term 
interested rate rose dramatically, stated that interbank rate increased 
from 7 percent per year in Wednesday, January 1 1, 1995 to 8-9 percent 
annually in Thursday morning, January 12, 1995 and increase to 15 
percent per year in the afternoon of the same day until it reached 20 
percent per year and some bank asked for loan by 50 percent interest 
rate.

However, this situation changed to better way after the executive 
financialist confirmed that the monetary economy had strong stability 
and Thai Baht was also strong stability, too. Moreover, the central 
bank operated monetary measures in order to rise liquidity in money 
market but amount of money that disappeared including deflation in the 
world economy affected on Thai financial market, short-term interest
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rate such as interbank rate and discount rate which were 6 percent and 
7 percent before the rumor on January 1 1, 1995 respectively.
Stock Exchange Market

Discouragement from this minor, combine with the large 
earthquake in Japan caused stock market index dropped down shaply 
for 65.9 points from 1,314.5 points on January 11, to 1,248.6 point on 
January 13. Foreign investors continuously sold the stock within 
January. At the end of January, the security markets closed at 1,217.7 
points declined from 1,360.1 points at the end of 1994. Since the 
foreign investment was the important factor influenced the SET growth 
for 2-3 years ago. The trade volume continuously depressed because 
foreigners lost their capital during the crisis. Besides high interest rate 
which caused high cost for investment in SET, the higher interest rate 
also caused, by loss of confidence, less capital inflow for direct and 
indirect investment which impacted the slow down of the economy. 
However, high interest rate stimulated domestic saving substitute the 
foreign capital scarcity.

Besides of those physical impacts during January 12-13, there 
also are more attention, regarding to the fear of Thai Baht devaluation.



The data, applied in this model, ranges from the first quarter of 1978 
to the fourth quarter of 1995. During this period, there are two major 
changes. Firstly, there was a change from fixed exchange rate regime to 
quasi-fixed exchange rate regime, or called managed floating exchange 
rate regime. Secondly, there have been many policies towards financial 
liberalization since 1990. To monitor effects of the changes on the model’s 
results, t-test was applied. Then, the analysis would be devided into two 
cases. The former case is to assess the effects of the change in the 
exchange rate regime while the latter case examines the effect of policy 
changes.

The hypothesis was set as if these events do not distort the accuracy 
of model estimation, in the same time interval, the probabilities in the 
original result, Pr0, should approximately equal to the probabilities, Prj , 
concerned only selected period of time when the change occurred.
Given that

dt = Pr0,t - Pifrt
d = Ldj 

ท

CTd = ร (d±- dl2 
ท - 1

พ!ไen d t is the difference between the probability in the original 
result and the probability, computed by cutting time interval, at each 
period of time, t. d is the estimation of mean of the differences while d is 
the parameter of mean, assumed to be zero. ท is the number of 
observations.
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Then change would not affect the model’ ร result, if the null 
hypothesis is accepted.

Ho : d = 0 
Hi : d * 0

t-test 1 d-d
Casel ะ Exchange Rate Regime

Baht has been pegged with basket of currencies since 1985, 
therefore, the selected time interval was 1985.1-1995.5.
Casel ะ 1985.1-1995.4 
d =0.07015 
tfd2= 0.03146 

t-stat = 0.396
t-critical value of t distribution = 2.021
This means that d=0 at 5 percent level of signification.

Then it can be concluded that a change in exchange rate regime 
does not affect result estimation.
casell ะ Financial Liberalization

In order to be a financial centre in this region, many monetary 
policies have been applied since 1990. To see effects of those policies on 
tile estimation, the considerable time interval is 1990.1-1995.4

Casell : 1990.1-1995.4 
d =0.12994 

C7d2=  0 06912 
t-stat = 0.494
t-critical value of t distribution = 2.000
This means that d-0 at 5 percent level of signification.
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In conclusion, by examining the d, the results are that both changes 
do not impact the results of model estimation.
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