
Abstract

In the first quarter of 1995 Mexico found itself in the grip of an intense financialpanic. Foreign
investorsfledMexicodespitevery highinterestrates on Mexicansecurities, an undervalued currency,
and financial indicators that pointed to long-term solvency. The fundamental conditions of the
Mexican economy cannot account for the extent of the crisis. In particular, the crisis was not the
resultof irresponsiblefiscalbehavior.It was largelydue to unexpected shocks that occurred in 1994,
and the inadequate policy response to those shocks. In the aftermath of the March assassinationof
presidential candidate Colosio the exchange rate experienced a nominal devaluation of around 10
percent and interestrates increasedby 7 percentagepoints.However, capital outflows continued. The
policy response to this was to maintainthe exchange rate rule, and to prevent further increases in
interestrates. The Governmentprevented interest rates from going up by expandingdomestic credit
andby convertingshort-termpeso-denominatedgovernment liabilities(Cetes) fallingdue into dollar-
denominatedbonds (Tesobonos).A fallin internationalreserves and an increase in short-term dollar-
denominated debt resulted. The government simply ended up illiquid, and therefore financially
vulnerable. Illiquidityexposed Mexico to a self-fulfilling panic.
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