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Mexico has grown at a remarkably anemic pace under free trade. As Graph 1 makes 

clear, whether Mexico’s integration with the U.S. economy is dated from1986 (when Mexico 

joined GATT) or from 1994 (when NAFTA went into effect) the trend rate of growth of real 

per capita GDP has been less than one percent per year. 

One of the principal reasons why the economy has grown so slowly has been the 

paucity of finance for firms and households. (Tornell, Westerman, and Martínez 2003). 

Mexico’s banking system is extremely small and allocates less than one-third of its assets to 

lending for private purposes (Haber 2004). Indeed, as Graph 2 makes clear, the ratio of private 

credit to GDP in Mexico is the lowest of any OECD country— and it is low by a very wide 

margin. 

Understanding why there is so little private bank credit in Mexico requires that we 

understand the institutions that structure the incentives of bankers, investors, and the 

government. These institutions— that protect bankers from being expropriated by government 

(or that compensate them for the risk of expropriation), that allow bankers to enforce debt 

contracts, and that encourage bankers to behave prudently— emerge in societies over long 

periods of time. They are made up of a broad range of mutually reinforcing rules, laws, and 

practices— and thus cannot be reformed at the stroke of a pen. Moreover, they are all directly 
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related to a more fundamental set of institutions— those that limit the authority and discretion 

of government. Thus, the reform of the institutions that govern the banking system are not 

independent of Mexico’s current process of political reform. 

I develop the logic and evidence of this argument in the pages that follow. The first 

section of this paper develops a theoretical framework for understanding why political 

institutions matter— and matter a great deal— for the development of banking systems. The 

second section of the paper explores how the weight of Mexico’s authoritarian political 

institutions constrained the development of the banking system across five different 

experiments: the early and mid-nineteenth century (1821-1876); the Porfiriato (1876-1911); 

post-revolutionary authoritarian rule (1924-1982); the privatization experiment of 1991-1996; 

and the liberalization experiment of 1997-2004. 

 
THEORETICAL FRAMEWORK: 

 
The business of banking is the business of contracts. In order to finance themselves, 

bankers take in deposits, in effect writing a contract with an individual or firm to make a loan 

to the bank. Bankers also sell equity, in effect writing a contract with an individual or firm that 

the bankers will share their future stream of profits in exchange for an infusion of capital. 

Banks then create a series of financial contracts with borrowers. In effect, they turn borrowers’ 

illiquid assets (farms, factories, inventories) into financial contracts (mortgages, letters of 

credit, checks) that can be traded and securitized. 

The emergence of banks, and the contracts they write, is not an automatic process. 
 
Without a series of institutions that align the incentives of government, bankers, and the firms 
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and individuals who use bank contracts, the development of the banking system will be 

constrained. 

 
The Problem of Expropriation: 

 

In order for individuals to invest their wealth in a bank they must believe that the 

returns to them outweigh the risk that the government will expropriate the bank. 

Expropriation, it should be pointed out, does not have to take the form of the government 

seizing bank assets— although history offers us numerous cases of this phenomenon. 

Expropriation can also take more subtle forms: the government can renege on loans made to it 

by banks; it can force banks to lend to it at below-market interest rates; it can raise taxes to the 

point that profits are below the opportunity cost of capital; it can require banks to hold 

reserves against deposits in the form of government bonds that pay negative real rates of 

interest; or it can expand the money supply, setting off an inflation that amounts to a tax on the 

holders of cash. 

The problem of expropriation means that in order for bankers to deploy their wealth 

there must be institutions that align the incentives of the government and the bankers. In 

democratic societies, their incentives are aligned by political institutions that limit the authority 

and discretion of government— and that sanction public officialswho exceed that authority. In 

cases where the government’s authority and discretion is not limited, however, the incentives 

of bankers and government are aligned by the creation of institutions that raise the rate of 

return to banking high enough to compensate bankers for the risk of expropriation. These 

institutions typically allocate a set of lucrative privileges to one or more banks and/or limit the 
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number of banks allowed in any market. That is, the government has to take a direct role in 

structuring the market. 

 
The Problem of Contract Enforcement: 

 

Bankers will not write financial contracts if the incentives of creditors are not aligned 

with their own.  This means that bankers need to be able to credibly threaten to take 

possession of the physical assets represented by debt contracts. There are a broad range of 

institutions necessary to make this threat credible. Bankers must be able to draw upon 

institutions that allow them to determine who owns a particular asset (a property register, for 

example) and that allows them to repossess that asset in the case of default (a system of laws 

regarding bankruptcy and foreclosure, an efficient system of courts, and a police force with the 

power of coercion). 

These institutions, it must be emphasized, emerge only in part because of demand by 

bankers. More fundamentally, they emerge because governments have a vested interest in 

creating mechanisms that allow them to monitor and enforce taxation, and because individuals 

and firms have an interest in protecting their property rights against encroachment by other 

individuals and firms. Indeed, firms and individuals have strong incentives to clearly demarcate 

(make transparent, in the parlance of property rights theory) and enforce property rights: 

transparent and enforceable property rights are easier to transfer (via sale, lease, or mortgage), 

and hence are more valuable. 

The need of governments, individuals, and firms to create institutions that make 

property rights transparent and enforceable creates a thorny problem. The same institutions 

that make property rights more transparent and enforceable makes them more subject to 
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expropriation by the government. In societies in which the authority and discretion of 

government is limited by political institutions, the threat of expropriation does not loom large. 

In societies in which the authority and discretion of the government are not limited, however, 

individuals and firms have weak incentives to lobby for the creation of institutions that make 

their property rights transparent and enforceable. That is, if the government has unlimited 

discretion and authority, it is not in the interest of individuals and firms to have an efficient 

system of laws, courts, and police. Indeed, an authoritarian government with efficient police 

and courts is the definition of a tyranny. 

It logically follows that when the government is authoritarian the institutions that make 

property rights transparent and enforceable tend to be weak. It is not so much that the 

population tries to frustrate the development of efficient property laws, property registers, 

courts, and police— although it may do so. It is that the population does not lobby for reforms 

in these institutions that would make them more efficient. Over time, the effect is the same: 

disorganized property registers, arcane laws, poorly paid and inefficient police, and a court 

system that is cumbersome and subject to bribery. These inefficient institutions are reinforced 

by the government’s inability to collect taxes. Precisely because property rights are not 

transparent, the government cannot easily tax wealth or transactions involving wealth. Hence, 

even if the government wanted to make the institutions that specify and enforce property rights 

more efficient, it would not have the fiscal resources to do so. The result is a paradox: 

authoritarian governments tend to be poor, weak, and unable to enforce property rights 

disputes among private parties. 

Under these conditions, bankers cannot enforce contracts at low cost. They therefore 

respond by limiting the types of contracts that they write. Alternatively, they may limit the 
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range of individuals and firms with whom they write contracts. As we shall see below, one 

strategy they may pursue is to lend to members of their own families or to other bank 

directors, because they can enforce those contracts without recourse to the society’s inefficient 

legal institutions. 

 
The Problem of Imprudent Bankers 

 

In order for banks to grow beyond the wealth of their initial shareholders, they must 

attract the wealth of individuals and firms who are willing to either make deposits or take 

equity shares. These outsiders will not, however, deploy their wealth if they perceive that the 

banks will write credit contracts that have a high probability of default and/or a low probability 

of enforcement. Thus, institutions must be created that align the incentives of the depositors, 

the outside shareholders, and bank directors. That is to say, depositors and outside 

shareholders must believe that the directors will behave prudently. Alternatively, they must 

believe that their own wealth is not at risk, even if the directors behave in an imprudent 

manner. 

Different societies have experimented with a range of institutions to align the incentives 

of bank directors, outside shareholders, and bank depositors. Some of these institutions, such 

as outside directors, are created out of the interaction of the bank directors and outside 

shareholders. Other institutions, however, are created by the government. These include laws 

that require banks to hold minimum levels of capital or that require banks to create reserve 

accounts that provision for risk. Governments may also create institutions that align the 

incentives of outsiders with those of directors by reducing the risk that those outsiders face. 
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One common example is limited liability for shareholders. Another common example is 

deposit insurance. 

 
The Centrality of Political Institutions: 

 

All of these institutions have a common thread: they directly involve the government. 

The government plays a direct role in structuring the banking system— allocating privileges, 

regulating entry by controlling who will receive charters, and limiting the types and terms of 

contracts that banks may write. The government also enforces financial contracts through its 

system of property laws, registers, courts, and police. Finally, the government plays a key role 

in aligning the incentives of depositors and outside shareholders with bank directors and 

managers: it creates laws governing limited liability, reserves against risk, and the rights and 

responsibilities of bank directors; it creates and funds the agencies that supervise and regulate 

banks; and it creates (and often funds) the system of deposit insurance. 

The problem is that the government is not a disinterested party in this process. At the 

same time that the government specifies and enforces the rules that govern banking, it also 

looks to the banking system as a source of finance. These sources include revenues from taxes 

on bank capital or bank profits, dividend income from the ownership of bank stock, credit lines 

from banks, or the mandatory purchase of government bonds as a chartering or reserve 

requirement. 

Because the government simultaneously regulates banks and looks to them as a source 

of finance, it has a conflict of interest. The government may structure the institutions that 

govern banking so as to meet the demand that comes from the private economy, or it can 

structure the institutions that govern banking so as to facilitate its own political survival. It 
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may, for example, create bank monopolies that share rents with the government. It may 

allocate charters only to politically-favored constituents. Government officialsmay demand 

bribes in order to grant a bank charter. Or, the government may refuse to enforce financial 

contracts, preventing banks from repossessing the collateral of politically crucial debtors. 

Precisely because government has this conflict of interest, the political institutions that 

limit the authority and discretion of government play a crucial role in the development of the 

banking system. 

As we shall see in the pages that follow, the weight of Mexicos’ political institutions 

has frustrated every attempt to create an efficient banking system from independence in 1821 

to the present day. With the exception of the first experiment, (1821-76) Mexico’s bankers and 

governments have been able to craft institutions that compensate bankers for the risk of 

expropriation— generally by regulating entry in to banking. With the exception of the 

experiment of 1991-96, Mexico’s bankers and governments have been able to craft institutions 

that mitigated the problem of imprudent bankers. Mexico’s bankers and government have 

never succeeded, however, in crafting institutions that allow bnkers to enforce their property 

rights. In some experiments (the Porfirian experiment of 1876-1911, being the most notable), 

weak property rights have interacted with regulated entry to produce differential access to 

credit: some entrepreneurs are awash in funds, while everyone else is starved for credit. In 

other experiments (the privatization experiment of 1991-96, for example) weak property rights 

have interacted with weak institutions to mitigate imprudent behavior by bankers. The result 

was the complete collapse of the banking system. 
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II: Political Institutions and Mexico’s Banking Experiments 
 
 
EXPERIMENT ONE: FROM INDEPENDENCE (1821) TO THE PORFIRIATO (1876) 

 

Mexico’s nineteenth century political institutions provided virtually no protection to 

property rights. The consequences were twofold. First, private bankers could not enforce loan 

contracts. Second, private bankers had almost no incentive to obtain charters and expand their 

operations (by taking deposits or selling equity) because doing so would have exposed them to 

expropriation by the government. As a result, there was only one chartered bank in Mexico 

until the 1880s, and this bank was a branch of a foreign bank whose property rights were 

protected by a foreign power. 

When Mexico declared independence from Spain in 1821 its elites were not able to 

craft a set of political institutions that could mediate conflict. Instead, two groups, one 

conservative and centralist, the other liberal and federalist engaged in a series of coups, 

counter-coups, and civil wars. As a result, Mexico had 75 presidents in the 55 years after 

1821, with one military figure serving as president on eleven different occasions. On at least 

one occasion, one side successfully mobilized a foreign power (France) to invade Mexico and 

support its institutional agenda. . 

All sides in Mexico’s nineteenth century coups, rebellions, and civil wars preyed on the 

property rights of their vanquished opponents. Indeed, the logic of the situation virtually 

required that they do so: they had to reward their allies; and the most readily available resource 

at hand to do so was the wealth of their enemies. (Haber, Razo, and Maurer 2003, chap. 8). 
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Every government that came to power also inherited a depleted treasury and no ready 

source of income that could be used to create a durable government. The most readily 

available source of taxes was duties on imports and exports. The problem was that Mexico 

actually exported and imported very little. Mexico’s governments, however, needed large 

infusions of cash in the short run, not the modest stream of revenues that would trickle in from 

customs duties. 

Mexico’s governments therefore borrowed from the country’s private bankers (the 

agiotistas). The problem was that when governments changed, or when governments faced 

sufficient threat, they reneged on those debts. (Tennenbaum 1986; Walker 1986; Marichal 

1997, 2002). Mexico’s nineteenth century governments were, in fact, so desperate for 

revenues that one of them even expropriated the government’s own industrial development 

bank. (Potash 1983). 

Weak and constantly shifting governments meant that bankers could not use the legal 

system to enforce their contract rights in private transactions. As Walker (1986) has shown, 

arm’s length debtors could renege on private bankers with impunity. This meant that the only 

way to enforce contracts was by recourse to kinship networks. This is to say, that private 

bankers made loans, but those loans were made to members of their own families or clans. 

In this environment— in which the government did not have a sound system of public 

finance, the government expropriated private wealth, and contract rights were unenforceable— 

the incentives of private bankers to obtain charters were extremely low. Indeed, any 

advantages that might have come from obtaining a charter (the right to limited liability and the 

right to issue bank notes) would have been swamped by the disadvantage: a chartered bank is a 

target for expropriation. 
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As a consequence, Mexico had no chartered banks at all until 1863. The specifics of 

this charter, in fact, give us an indication of why there had not been others previously (and why 

there was not another until the 1880s): the charter was granted to a foreign bank (the British 

Bank of London, Mexico, and South America) by the puppet government of a foreign power 

(the Emperor Maximilian, who had been installed by the French in 1862). The British 

stockholders of this bank (known in Mexico as the Banco de Londres y México— BLM) 

believed that the French government would not expropriate them. 

 
EXPERIMENT TWO: THE PORFIRIAN SOLUTION, 1876-1911 

 

The unstable nature of Mexican politics, and the underdeveloped state of Mexico’s 

banking system, changed dramatically during the 35-year dictatorship of Porfirio Díaz (1876- 

1911). Díaz’s solutions to Mexico’s weak institutions, however, only mitigated some of the 

problems facing the banking system. The banking institutions that developed mitigated the 

problem of expropriation and imprudent behavior, but they did not overcome the problem of 

contract enforcement. 

Díaz confronted the same problem as all of the governments before him. He lacked 

sufficient tax revenues to finance a government capable of unifying the country and putting an 

end to internecine warfare. Borrowing his way out of this situation was difficult, because 

Mexico had a long history of defaulting on its debts to its international and domestic creditors. 

In fact, Díaz himself had reneged on debts to some of the banks that had been founded in 

Mexico City during the early years of his rule. (Marichal 2002; Maurer and Gomberg, 

forthcoming) 
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Díaz did, however, have an advantage over earlier Mexican presidents. By the end of 

the nineteenth century the expansion of the U.S. railroad network and technological advances 

in trans-oceanic shipping had driven down international transport costs. Mexico could be 

integrated with the world economy in ways that were previously unimaginable. This meant 

that there was a tremendous source of rents that Díaz could tap— from foreign direct 

investment in mining, petroleum, and export agriculture— that could be used to buy off 

opponents, or build a state strong enough to intimidate them. The problem for Díaz was how 

to start the virtuous cycle of political stability, state capacity, foreign direct investment, and 

economic growth. 

The solution that Díaz hit upon to jump start this process was one that had been used 

by European governments since the eighteenth century: create a semi-official super bank that 

received a set of lucrative privileges in exchange for providing a source of finance to the 

government. This solution mitigated the problem of expropriation risk (because the bank was 

compensated for risk with privileges that allowed it to earn supernormal returns). Later banks 

were rewarded with protected markets, via a system of taxes on new entrants. The fact that 

this bank (and the ones that followed it) had to hold high levels of reserves against note issues 

mitigated the problem of imprudent bankers. (Maurer and Haber, 2004). Díaz’ solution did 

not, however, mitigate the problem of contract enforcement. Thus, Mexico’s bankers 

employed an informal institution— they lent primarily to themselves and their family members. 

The problem with this strategy, however, was that the lucrative privileges that Díaz bestowed 

on banks included restrictions on the number of banks in any market. This meant that credit 

was restricted to those few entrepreneurs in any state who happened to have family members 
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who had obtained one of only a few bank charters. (Haber 1991, 1997; Maurer 2002; Maurer 

and Haber 2004). 

How, exactly, did this system come into being, and what were its economic 

consequences? In 1884, the Díaz government engineered the merger of Mexico City’s two 

largest banks creating the Banco Nacional de México (Banamex). The intention of the 

government was to model Banamex on the Bank of England, granting it a monopoly over the 

issuance of paper money in return for providing a credit line to the federal government and 

acting as the treasury’s financial agent. In addition, the federal government granted Banamex 

the right to tax farm customs receipts and the right to run the mint. (Maurer and Gomberg, 

forthcoming). Second, the government simultaneously federalized the chartering of banks. As 

of 1884, states could no longer grant charters. 

What was crucial, from the point of view of Díaz and Banamex, was that the 

commercial code of 1884 erected high barriers to entry. Not only had the federal government 

monopolized the granting of charters, it also required that new banks obtain the permission of 

Congress and the Secretary of the Treasury in order to obtain a charter. They also had to pay a 

five percent tax on the issuance of bank notes. Banamex was exempted from the tax. Finally, 

Banamex was permitted to issue banknotes up to three times the amount of its reserves. Other 

banks were not afforded this privilege. In short, the federal government was attempting to 

exchange a set of special privileges for access to credit. (Haber 1991, 1997; Maurer 2002). 

Mexico’s already extant banks, particularly the Banco de Londres y México, realized 

that the commercial code and Banamex’ special privileges put them at a serious disadvantage. 

They therefore sued in federal court, and managed to obtain an injunction against the 1884 

Commercial Code on the basis of the fact that the 1857 Constitution had an anti-monopoly 
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clause. The ensuing legal and political battle ground on for 13 years, until a compromise was 

finally hammered out by Secretary of Finance José Yves Limantour in 1897. (Maurer 2002: 

chap 2). 

There were four groups that pressured the federal government in the crafting of the 

1897 General Credit Institutions and Banking Act: the stockholders of Banamex; the 

stockholders in the Banco de Londres y México; the stockholders in other, smaller, state-level 

banks; and the state governors (who wished to award cronies with bank charters). The 

resulting law could easily be predicted from knowledge of the players in the negotiations: 

Banamex shared many (although not all) of its special privileges with the Banco de Londres y 

México; the state banks were given local monopolies; and the state governors were able to 

choose which business group in the state would receive a bank charter from the federal 

government. Holding the arrangement together was the fact that the federal government 

monopolized bank chartering. Legal barriers to entry into banking could not be eroded by 

competition between states, or between states and the federal government, because states did 

not have the right to charter banks.1 

The resulting competitive structure had the following features. Banamex and the 
 

Banco de Londres y México were granted a duopoly in the Mexico City market. In addition, 

only Banamex and the Banco de Londres y México had the right to branch across state lines. 

Banamex was also granted the exclusive privilege of providing financial services to the 

government: collecting tax receipts, making payments, holding federal deposits, and 

 
 

 
1 Had states had the right to charter banks, they would have been tempted to ratchet 
downwards the minimum requirements for a bank charter as they competed against one 
another for bank business. 



15  

underwriting all foreign and domestic federal debt issues. In short, the compromise was that 

Banamex would retain the special privileges granted to it in 1884, and some of these privileges 

would also be extended to the Banco de Londres y México. (Maurer, 2002: chap. 3) 

State level banks, and their patrons— the state governors— were also protected from 

competition. The law was written in such a way that, as a practical matter, only one bank could 

be established in each state, although existing banks were grandfathered in. The law specified 

that bank charters (and additions to capital) had to be approved by the Secretary of the 

Treasury and the Federal Congress. In order to make this policy credible beyond the tenure of 

José Limantour as Treasury Secretary, the law also created three other barriers to entry. First, 

the law created very high minimum capital requirements, initially U.S. $125,000, which was 

later raised to U.S. $250,000— more than twice the amount for national bank in the United 

States. Second, the law established a two percent annual tax on paid-in capital. The first bank 

granted a charter in each state, however, was granted an exemption from the tax. Third, state 

banks were not allowed to branch outside of their concession territories. This prevented banks 

chartered in one state from challenging the monopoly of a bank in an adjoining state. In short, 

the only threat to the monopoly of a state bank could come from a branch of Banamex or the 

Banco de Londres y México.2 

The existence of these segmented monopolies was made incentive compatible with the 
 

interests of Mexico’s most important public officials, who received seats on the boards of the 
 
 

 

 
2 The law also allowed for the establishment of mortgage banks and “bancos refaccionarios,” 
which were allowed to make long-term loans. These banks were not granted, however, the 
right to issue bank notes and were subject to a variety of restrictions on the types of 
investments they could make. Without the right to issue notes, and with few ways to actually 
foreclose on a mortgage, these banks could not compete. Few charters for mortgage banks 
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major banks (and thus were entitled to director’s fees and stock distributions). Indeed, the 

boards of directors of Mexico’s banks were a who’s who of powerful politicians, including 

federal deputies and senators, state governors, and cabinet ministers. In fact, the system was 

deliberately conceived to distribute benefits to these officials in order to give them a stake in 

the maintenance of Porfirio Díaz’s rule. (Haber, Razo, and Maurer, 2003: 88-90; Razo, 2003: 

chaps. 8, 9). 

The resulting banking system had one major advantage, and one major disadvantage. 

The advantage was that the construction of Banamex created, for the first time in Mexican 

history, a stable system of public finance. Credit from Banamex meant that the Díaz 

government did not have to prey upon property rights in order to maintain its fragile hold on 

power. Instead, it gave Díaz the financial breathing room he needed to slowly recraft the tax 

codes governing mining, petroleum, and interstate commerce, gradually increasing government 

tax revenues to the point that he ran balanced budgets. (Carmagnani 1994; Haber, Razo, and 

Maurer 2003, chaps. 3, 6, 7). It also allowed Díaz, with the help of Banamex’s directors, to 

renegotiate Mexico’s foreign debt— which had been in default for several decades. (Marichal 

2002; Maurer and Gomberg forthcoming). Finally, the creation of Banamex allowed Díaz to 

subsidize the creation of a national railroad system— which had a huge positive impact on the 

country’s overall growth. (Coatsworth 1981; Kuntz Ficker 1995). 

The disadvantage was that was that Mexico had a very concentrated banking system. In 

1911, there were only 42 formally incorporated banks in the entire country. Banamex and the 

Banco de Londres y México (BLM) accounted for more than 60 percent of all assets. (Mexico, 

 
 

 
were ever taken out.  See Riguzzi 2002. 
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Secretaría de Hacienda, 1912:  236, 255). The vast majority of markets had, at most, three 

banks: a branch of Banamex, a branch of the BLM, and a branch of the bank that held that 

state’s territorial concession. It was not uncommon for there to be only one or two banks in 

some states. 

Had property rights in Mexico been easy to enforce, this organizationof the banking 

industry might have been positive for economic development. It would have allowed Mexico’s 

largest banks to take advantage of economies of scale and hold regionally diverse portfolios, 

thereby minimizing the risk of downturns in any regional economy. The problem was, 

however, that property rights in Mexico were extremely difficult to enforce. 

Banamex found this out the hard way. It began by making arm’s length loans. These 

loans almost always went into default, and the collateral proved to be either fictitious or 

unrecoverable. Banamex therefore hired agents to screen borrowers, and quickly found that the 

agents colluded with the borrowers— resulting in yet more defaults and unrecoverable 

collateral.  After 1886, Banamex shifted strategy: it lent primarily to its own directors, 

members of their families, or their close business associates. In fact, from 1886 to 1901 all of 

the private (non-government) loans made by Banamex went to its own directors. Other banks 

followed similar strategies: they lent primarily to enterprises owned by their own directors, or 

by family members of their directors (Maurer and Haber 2004). 

In the context of a banking system that allocated credit primarily to bank directors and 

their families, a concentrated banking system meant that access to credit served as a barrier to 

entry in downstream industries. Some entrepreneurs were awash in funds, while others were 

starved for capital. As a result, downstream industries that should have been characterized by 

near perfect competition were characterized by high levels of concentration. That is, the 
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competitive structure of downstream industries mirrored the competitive structure of the 

banking industry (Haber 1991, 1997, 2003; Maurer and Haber 2004). In short, the 

organizationof Mexico’s banking industry came at a cost to the real economy. 

The banking experiment of the Porfiriato came to an end in 1911. During the Mexican 

Revolution, various factions preyed upon the banking system. This especially included the so- 

called “constitutionalist” faction, led by Venustiano Carranza, which expropriated the banks in 

1916 in order to finance its military campaign against Pancho Villa and Emiliano Zapata. By 

the end of 1917, what little was left of the banking system was effectively being run by the 

Carranza  administration. 

 
EXPERIMENT THREE:  RECONSTRUCTION AND RE-EXPROPRIATION, 1924-1982 

 

The lack of a functioning financial system jeopardized the survival of Mexico’s 

postrevolutionary regime. The governments of the 1920s faced several threats to their survival, 

including a number of failed military coups, a rebellion led by the government’s own Secretary 

of the Treasury, and a church-state civil war. The government tried to obtain the revenues it 

needed to fight these movements by increasing taxation on mining and petroleum, and failed at 

both. (Haber, Razo, and Maurer 2003, chaps 6, 7). This meant that the government had strong 

incentives to create a financial system from which it could borrow. At the same time, the 

private sector— most importantly the country’s manufacturers— clamored for the creation of a 

banking system that it could use to finance its operations. Given the fact that the government 

was trying to hold together a fragile coalition, keeping the private sector aligned with the 

government was as important as finding a source of public finance. 
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The problem was how to convince potential bankers that the government would not 

expropriate them as soon as they deployed their assets. The solution that the government hit 

upon was remarkably similar to the solution that had been employed during the Porfiriato— 

though it also included a new twist. The first piece of the arrangement was that the 

government allowed the bankers themselves to write the laws governing the banking system, 

and the resulting law was enacted by decree— without President Calles (1924-28) consulting 

congress. The second piece of the arrangement was that the resulting law mimicked Porfirian 

legislation in that it limited competition, by giving the national government the right to regulate 

entrants and by excluding foreign banks from engaging in retail banking. The third piece of the 

arrangement was the creation of the Banco de México in 1925. The Banco de México would 

later become Mexico’s central bank, but that was not its function when it was created in the 

1920s.  Rather, the Banco de México was a commercial bank, owned by the government, 

which lent most of its resources to private bankers--which they then held abroad. It also made 

direct loans to powerful political figures— including President Calles, members of his family, 

and their business partners. This meant that if the government reneged on its agreement with 

the bankers, it would be sanctioned in two ways: the government would not get back the loans 

it had made to them from the Banco de México; and the government would not be able to use 

the Banco de México to continue buying the support of powerful politicians and military 

figures.  (Maurer 2002; Haber, Razo, and Maurer 2003, chaps. 4, 8). 

Mexico’s bankers may have mitigated the problem of expropriation risk by building ties 

to the government, but neither the bankers nor the government could solve the problem of 

default risk. As was the case in the Porfiriato, contract rights remained difficult to enforce. As 

Gustavo del Angel (2002) has shown, Mexico’s bankers mitigated this problem in much the 
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same way they had during Porfirian times: they created finance-based conglomerates. Bank 

portfolios tended to be composed of stocks held in the firms owned by their directors. The 

rest of their portfolios were dominated by loans made to firms owned by their directors. Thus, 

they provided little financing for small and medium-sized firms, and virtually no credit for 

households and small farmers. (Del Angel-Mobarak 2002). 

The Mexican government attempted to discourage the formation of finance-based 

conglomerates in 1941 by legally separating investment banking from commercial banking. 

Given that the government could not solve the underlying problem of weak property rights, 

however, Mexico’s bankers had strong incentives to simply contract around this reform. The 

owners of commercial banks therefore bought investment banks and integrated them into their 

networks of manufacturing and commercial firms. By the 1970s it was clear that there was 

little that policy makers could do about this organizationof the banking industry— short of 

enhancing property rights so as to make arm’s length lending economically viable. The 

government therefore abandoned the legal fiction that separated the two kinds of banking in 

1975, and allowed investment banks and commercial banks to formally merge (the resulting 

entity was known as a multi-bank). (Del Angel-Mobarak 2002). 

The Mexican banking system grew at a reasonably fast pace from 1941 to the late 

1960s. Total lending to the private sector grew from only 6 percent of GDP in 1939 to 36 

percent by 1969. It then contracted sharply, collapsing to 10 percent of GDP by 1974 and 

remaining at a low level through the rest of the 1970s and early 1980s. (See Graph 3). 

The reason for this sharp contraction was a fundamental problem: the Mexican 

government faced no limits on its discretion and authority. It was therefore able to engage in a 

de facto expropriation of the private banking system in order to finance its budget deficits. 
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Lets us pursue the logic of this de facto expropriation, and demonstrate how, as a practical 

matter, the government was able to carry it off— even before it formally expropriated the banks 

in 1982. 

As part of its implicit contract with the bankers to limit competition, the government 

required that the banks hold reserves against deposits in special government bonds that were 

deposited in the central bank (the Banco de México). This is a common practice around the 

world and is part of modern systems of prudential regulation: it forces banks to invest some of 

their deposits in extremely safe assets; and it creates a stock of liquid reserves that can be 

called upon to head off bank runs. When the government is not limited, however, it can abuse 

this system in order to finance its own operations. As we shall see, the Mexican government 

did exactly that. 

For most of the twentieth century the Mexican government had funded its (fairly 

modest) operations through tax revenues. By the late 1960s, however, the demands on the 

government had grown: in order to maintain the one-party system, it needed to fund social 

programs for urban workers and subsidies for industrialists. It did not, however, have the 

ability to effectively raise taxes. The government therefore ran deficits. In the 1950s, the 

budget was typically balanced. In the 1960s, average deficits hit 1.9 percent of GDP, and in 

the 1970s the deficit averaged 6.6 percent of GDP. 

The government financed these deficits through two mechanisms. First, it borrowed 

abroad. Second, it exploited the fact that the central bank was not independent in order to 

engage in a de facto expropriation of the private banking system. The method by which it did 

this was as follows: the treasury issued bonds to finance the budget deficit, which were bought 

by the central bank, which paid for them with pesos that it printed. The expansion of the 
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money supply set off an inflation, which rose from 2.7 percent per year in the 1960s to an 

average of 16.8 percent per year in the 1970s. In order to contain inflation, the government 

responded by increasing the percent of deposits that had to be held in reserve in the central 

bank, thereby suppressing the amount of credit available to the private economy. As Graph 3 

makes clear, reserve ratios climbed from just three percent of deposits in 1959 to 46 percent by 

1979. The central bank paid interest on these reserves, but that interest rate was below the rate 

of inflation. In other words, the government financed its deficits by expropriating nearly half of 

the deposits in the private banking system. (Del Angel-Mobarak, 2002: 285). 

This de facto expropriation, however, generated another problem for the government. 
 
It had politically powerful constituents, as well as its own government-owned firms, that 

needed access to finance. It therefore expanded the role of the development banks that it 

controlled. The first of these banks (including the Banco de México and the Banco Nacional 

de Crédito Agrícola) date back to the 1920s. They were soon followed by other government 

banks, each dedicated to particular goals, such as credit for ejidos, the financing of foreign 

trade, or industrial development. These government banks, it should be pointed out, actually 

worked hand in hand with the private banks. Typically, they maintained programs of directed 

credit, in which they guaranteed that they would repurchase loans made by private banks to 

particular industries or firms. In fact, they credit law of 1941 actually required private banks to 

allocate 60 percent of their loans to such directed credit programs. By the 1970s government- 

run development banks accounted for roughly 60 percent of all lending. (Del Angel Mobarak 

2002). 

Readers may wonder how these development banks were financed: the answer is that 

the government financed them through the same mechanisms it financed its other operations: 
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the development banks issued bonds, which were purchased by the central bank, which paid for 

the bonds with pesos that it printed. This maneuver, of course, fueled inflation, and made it 

necessary to raise the reserve rate on private banks, which further repressed the private  

banking system. 

By the summer of 1982 the government’s strategy had become unsustainable: Mexico 

was entering into a hyper-inflation, much of the private banking system was no longer 

profitable, and the foreign debt had reached unsustainable levels. The government therefore 

suspended payment on its international debts, converted dollar denominated bank accounts to 

pesos at the official rate of exchange (roughly half the black market rate), blamed the bankers 

for the collapse of the exchange rate, and then expropriated the banks. 

 
EXPERIMENT FOUR: FAILED PRIVATIZATION, 1991-96 

 

During the 1980s, Mexico’s banks were essentially run as vehicles to finance 

government budget deficits. The government-owned banks took in deposits (which as of 1986 

were insured by a government-run deposit insurance agency) and then invested the proceeds in 

government treasury bonds. Some credit was also directed to politically crucial producer and 

consumer groups. These decisions were made more on the basis of political calculus than of 

their economic rationality. Indeed, in the late 1980s the ratio of non-performing to total loans 

began to climb markedly, as private loans were made to firms and individuals who had low 

probabilities of repaying them. (Gunther, Moore, and Short 1996). 

In 1991 the government of Carlos Salinas de Gortari (1988-94) sought to privatize this 

moribund banking system (along with a broad range of other state-run enterprises). The 

purpose of this privatization program was largely fiscal. Fiscal success, however, also had 
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crucial political implications. Salinas needed to balance the federal budget, and at the same 

time find revenue sources to fund social programs that would help the PRI win the 1994 

presidential election. As had been the case for most of Mexico’s history, raising tax rates was 

both politically and practically difficult. The auction of state-owned firms, was therefore an 

attractive option: their sale would not only reduce the drain that these (perennially 

unprofitable) firms put on the annual budget, but it would also provide a one-time windfall. 

The fiscal incentives of the government, however, set off a chain of events that were 

not foreseen at the time that the banks were privatized. The government sought to maximize 

the prices at auction for the banks. In order to get Mexico’s bankers to pay high prices, 

however, the government was compelled to make a series of decisions that reduced the 

incentives of bank directors, bank depositors, and bank regulators to enforce prudent behavior 

by the privatized banks. In the context of an environment in which it was extremely difficult to 

enforce contract rights, the lack of institutions that encouraged prudent behavior by bankers 

produced lending strategies that, at the very least, were reckless. Even before the peso crisis of 

December 1994 (which is often blamed for the collapse of the banking system) many of 

Mexico’s banks were teetering on bankruptcy. 

Two features of Mexico’s political economy fundamentally shaped the process of 

privatization. First, the Mexican government wanted to maximize revenues from privatization 

because it faced a serious fiscal crisis. Second, bankers faced expropriation risk: the Mexican 

government in 1991 had few limits on its authority and discretion; and it had already 

expropriated the banks on two earlier occasions in the twentieth century. Salinas might have 

been pro-business, but there was no telling what his successors might do. 



25  

Aligning the incentives of the government and the bankers was not, therefore an easy 

process: Bankers who face expropriation risk do not, as a general rule, pay price premiums for 

banks. Nevertheless, the incentives of the government and the bankers were aligned by the 

creation of institutions that minimized the amount of capital that the bankers had at risk— 

thereby weakening the institutions that encourage prudent behavior by bankers. 

These institutions were not created in a single stroke. Rather, they emerged over time, 

out of the interaction of the government and the bankers during the process of privatization 

and afterwards: each discrete decision or agreement drove the next decision or agreement. 

The outcome of this game, however, was a banking system in which the group that had the 

most at risk— Mexico’s taxpayers (who would have to fund the deposit insurance system in the 

event of bank insolvency)— had no active voice in the game as it was being played. 

The first step in aligning the incentives of the bankers with the government was that the 

government signaled bidders that they would not have to operate in a competitive 

environment.  The Mexican banking industry at the time of privatization in 1991 was 

composed of 18 banks, four of which controlled 70 percent of total bank assets. The 

government did not break these up, but sold them as is. 

The government also signaled potential bidders that they would not have to compete 

against foreign banks. Foreign banks were not allowed to participate in the 1991-92 bank 

auctions. Moreover, the provisions governing banking in the 1994 NAFTA agreement severely 

limited the participation of foreign banks in Mexico. NAFTA provided that U.S. and Canadian 

banks could own no more than 30% of a Mexican bank’s capital.  It also provided that U.S. 

and Canadian banks could not purchase a controlling interest in any Mexican bank whose 

market share exceeded 1.5 percent and that the total market share under their control could 
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not exceed eight percent. This restriction meant that foreign banks were effectively excluded 

from the market, because there were only two banks with market shares of 1.5 percent or less. 

Over a six-year transitional period U.S. and Canadian banks could gradually hold larger market 

shares, up to a maximum of 15 percent by the year 2000. Even after this transitional period, 

however, NAFTA allowed the Mexican government the right to freeze the purchases of 

Mexican banks by U.S. and Canadian concerns for a three-year period if foreign banks as a 

group controlled more than 25 percent of the market. Foreign banks were also still subject to 

the rule that they could own no more than 30 percent of a Mexican bank’s stock. (Murillo 

2002: 35). 

At the same time that the government signaled bankers that they were purchasing 

secure oligopolies, it structured the auction process so as to maximize the prices on offer. The 

formal rules of the auction specified that bids would be sealed and that the managerial expertise 

of the bidding groups would be taken into account. (Unal and Navarro 1999). The notion that 

the government would take the quality of management into account was, however, eviscerated 

by a decision to only do so if the second highest bid was within three percent of the first 

highest. 

Consistent with its goal of maximizing prices on offer, the government also did not 

bring Mexico’s accounting standards in line with generally accepted accounting standards. One 

of the most lenient of Mexico’s bank accounting rules was that when a loan was past due, only 

the interest in arrears was counted as non-performing. The principal of such loans could be 

rolled over, and counted as a performing asset.   Moreover, the past due interest could be 

rolled into the principal and the capitalized interest could be recorded as income. Reforming 

this rule (as well as others that inflated bank capital and assets) would have lowered the market 
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value of the banks, because it would have increased the ratio of non-performing to total loans, 

lowered the banks’ reported rates of return, and decreased the book value of assets. How 

much lower the banks would have been valued is difficult to know. It is known, however, that 

the government contracted outside consulting firms to provide it with a valuation of the banks. 

It did not, however, make the results of those studies public. (Unal and Navarro, 1999). 

The government then auctioned the banks sequentially. Rather than a single round of 

sealed bids, the government sold the banks in six rounds of bidding between June 1991 and 

July 1992. This increased competition for the banks in the later rounds, thus creating a 

“cascade effect.” In Table 1 we demonstrate that the most important determinant of the price 

paid for a bank (in terms of its bid-to-book ratio) was the bidding round in which it was 

purchased. All things being equal, each additional round of bidding pushed up the bid-to-book 

ratio by .30. This ratio is stable across alternative specifications and is always significant at the 

one percent level. In fact, bidding round is the only statistically significant variable that has a 

positive sign in the regressions.3 

This set of institutional arrangements produced an average (weighted) bid-to-book 
 

ratio of 3.04, and an income of $12.4 billion for the Mexican government.4 Indeed, bid-to- 

book ratios of 3.04 suggest that the government received a substantial premium. In United 

 
 

 
3 One might argue that the positive correlation between the bid-to-book ratio and the bidding 
round is an artifact of the way we measure the bidding variable (a single variable with a range 
of 1-6, corresponding to each bidding round). We therefore re-estimated the regressions 
measuring bidding round as a series of dummy variables. The results are consistent with the 
results in Table 1. We therefore do not reproduce them here. 

 
4 A bid to book ratio of 3.53 is commonly cited in the literature. This is the unweighted 
average. But, Mexico’s largest banks actually received lower multiples of their book value 
when they were auctioned than the smaller banks. 
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States bank mergers during the 1980s, for example, the average bid-to-book ratio was 1.89 

(Unal and Navarro, 1999: 78). Moreover, research by Gunther, Moore, and Short (1996) 

indicates that the share of past due loans, the return on banking assets, and the industry’s 

capital to asset ratio were all moving in a direction indicating increasing weakness among 

Mexico’s government-owned banks, even before they were auctioned. An analysis by Unal 

and Navarro (1999) of the market value of traded shares around the time of the auction is 

consistent with the Gunther, Moore, and Short view: the prices paid at auction carried a 

premium of 45 percent over the value of that equity as priced by the Mexican stock market. 

Readers may wonder why bankers were willing to pay a substantial premium for the 

banks at auction. The reason, as we shall discuss in detail below, is that much of the money 

that they were putting at risk was not their own. Much of it was borrowed— some of it from 

the same banks that had just been purchased. 

WHO MONITORED THE BANKS? 
 

Reckless behavior by banks is typically prevented by monitoring by three groups: 

government regulators, bank directors, and bank depositors (particularly large corporations 

who have significant deposits at risk). If the latter two groups have substantial money at risk, 

government regulation is not even necessary. This was the case, for example, in the nineteenth 

century United States, when banks were chartered by state governments that did not actually 

have the administrative capacity to regulate the hundreds of banks that operated within their 

borders. (Rockoff, 1974, 1985). 

Mexico’s regulators were not effective monitors: they were inexperienced, and the 

tools they had at their disposal were blunt in the extreme. It was, after all, the government 

itself that had designed Mexico’s extremely permissive bank accounting standards. Moreover, 
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prior to 1995, the National Banking Commission (known by its Spanish acronym, CNB) did 

not have sufficient information technologies on hand to actually gather information from the 

banks in a timely manner. It also lacked the authority and autonomy to properly supervise the 

banks (Mackey 1999: 97). Mexico’s bankers may, in fact, have expected a high degree of 

regulatory forbearance. (Gruben and McComb 1997). 

Mexico’s bank directors were also ineffective monitors. This is somewhat surprising in 

light of the fact that bank directors in the pre-1982 period had created elaborate networks of 

interlocking directorates to police one another (Del Angel-Mobarak 2002).  What was 

different in the post-1991 period was that the bankers did not have enough of their own capital 

at risk to give them incentives to monitor one another. 

The original payment plan devised by the government called for a 30 percent payment 

three days after the announcement of the auction winner, with the remaining 70 percent due in 

30 days.  The bankers, however, convinced the government to replace those rules with one 

that gave them time to finance their purchases with outside sources of funds. Under the new 

plan, the first payment was reduced to 20%, a second payment of 20% was to be paid 30 days 

later, and the remaining 60% was to be paid four months after that. The bankers used the five 

month period between the auction and the final payment to raise the funds to purchase the 

banks from outside investors. (Unal and Navarro, 1999). These funds came from a variety of 

sources— small Mexican investors, commercial paper, foreign banks, other Mexican banks, and 

in some cases, the same bank that had been purchased. That is, some shareholders were able 

to finance or refinance their share purchases with a loan from the same bank they were 

purchasing, with the collateral for the loan being the shares that were being purchased. In one 
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particularly well documented case, a group of purchasers actually financed 75 percent of the 

cost of acquiring a bank in this manner. (Mackey 1999: 55, 61, 141, 216). 

The lack of effective monitoring by bank regulators and bank directors meant, of 

course, that Mexico’s depositors faced considerable risk. Thus, the logic of the situation now 

required that they too be protected. As a technical matter, bank deposits in Mexico were 

insured by a Trust Fund (the Fund for the Protection of Bank Savings, known by its Spanish 

acronym, FOBAPROA), up to the available resources in FOBAPROA. These resources were 

the premiums paid by banks, and were very limited. As a practical matter, however, 

FOBAPROA had the ability to borrow from the Banco de México (Mackey 1999: 44). 

The Banco de México’s guarantee, moreover, was not just implicit, as a consequence 

of its fiduciary relationship to FOBAPROA. It was an explicit promise. The Banco de México 

was supposed to publish, in December of each year, the maximum amount of obligationsthat 

would be protected by FOBAPROA during the following year. Its 1993, 1994, 1995, and 

statements did not, however, actually list amounts. Instead, the Banco de México stated that 

FOBAPROA would provide a blanket guarantee of virtually all bank liabilities (deposits, loans, 

and credits, including those from other banks), with the exception of subordinated debt. That 

is, deposit insurance was unlimited— and even included loans made by banks to one another. 

(Mackey 1999: 55). 

Precisely because there was unlimited deposit insurance, bank depositors did not police 

banks by withdrawing funds from banks with risky loan portfolios. Research by Martinez Peria 

and Schmukler (2001) that analyzes changes in time deposits and interest rates in Mexico from 

1991 to 1996 finds that various measures of banks’ riskiness did not influence deposit growth 

through September 1995. 
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The lack of effective monitoring meant that the Mexican banking system quickly began 

to accumulate a large volume of non-performing loans. As Table 2 demonstrates, when we 

sum the value of declared non-performing loans (which only included past due interest) to the 

value of “rediscounts” (the rolled over principal of those non-performing loans), as early as 

December 1991 more than 13 percent of the loan portfolios of Mexico’s banks were non- 

performing. By December 1993 the rate was over 16 percent. 

Thus, the Mexican banking system was poised for collapse even before the peso 

devaluation of December 1994 (the so-called Tequila Crisis), which caused the central bank to 

raise interest rates and generated widespread default among borrowers with variable rate loans. 

Gonzalez-Hermosillo, Pazarbasioglu, and Billings (1997) have demonstrated this using a 

hazard model to predict bank failure after privatization through 1995. Their results strongly 

show that it was not the macroeconomic shock of the 1994-96 peso crisis that led to bank 

failure. Rather, that event served as a tipping point for banks that were fragile to begin with. 

How the industry came to this precarious situation is the subject of some debate. There 

is widespread agreement that the root cause was ineffective monitoring.  There is not, 

however, agreement on whether ineffective monitoring allowed inexperienced and over- 

optimistic bankers to act in an imprudent manner or whether ineffective monitoring allowed 

bankers to engage in tunneling. The two hypotheses are not mutually exclusive: both could 

have been going on. 

The first view— that bankers were inexperienced and overly-optimistic— stresses that 

the level of financial penetration in Mexico in 1991 was quite low by the standards of 

developed countries, and thus bankers perceived that there would be lucrative returns from 

entering the underserved Mexican market. (Mansell-Carstens, 1996: 294-96). This view also 
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stresses that the bankers evidently believed that they had purchased secure oligopolies. 

(Gruben and Welch 1996). They underestimated, however, the degree to which banking 

markets in Mexico were contested. Thus, the bankers found themselves in a scramble for 

market share. As Gruben and McComb (1997 and 2003) have shown, Mexico’s banks 

competed so aggressively for market share that they operated beyond the point where marginal 

costs equaled marginal revenue. 

The inexperienced banker view would also stress that Mexican bankers did not know 

how difficult it would be to assess credit risks. There was, in fact, virtually no private credit 

reporting in Mexico. (Negrin, 2000; Mackey 1999: 25). Moreover, the banks themselves had 

weak internal systems of credit analysis— to the point that they were non-existent. (Mackey 

1999: 56). 

Finally, the inexperienced banker view would stress that Mexico’s bankers did not 

understand how difficult it would be to enforce their property rights once borrowers reneged. 

Bankruptcy procedures in Mexico were cumbersome in the extreme. Not only did the country 

have few bankruptcy judges, the bankruptcy law required judges to pass resolutions on each 

and every objection presented by debtors. Debtors could therefore delay the recovery of 

property by raising long strings objections— and they could obtain information about how to 

file these objections from publications of the country’s various debtor organizations. In 

addition, even when favorable judgments were rendered, they were not always enforced. As a 

consequence, the attempt to recover collateral through the legal system often took (and still 

takes) between three and seven years.  (Mackey 1999: 101).  As a consequence, collateral 
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recovery rates were amazingly low: five percent in 1991 and 1992, seven percent in 1993, and 

nine percent in 1994.5 

The second view, which we will call the tunneling view, would stress that Mexico’s 
 

bankers were not sheep to be fleeced, they were experienced businessmen who understood the 

environment in which they operated. It would also stress the fact that some of the banks had 

been purchased with funds from those same banks, in which the collateral for the loans were 

the bank shares. (Mackey 1999: 141). Finally, it would stress the fact that evidence from later 

in the 1990s (the period 1995-98, when the government was intervening insolvent banks) 

indicates that the bankers had engaged in widespread insider lending, and that the loans they 

made to themselves had lower interest rates, higher rates of default, and lower rates of 

collateral recovery than unrelated arm’s-length loans. (La Porta, Lopez-de-Silanes, and 

Zamarripa 2003.) 

There is not yet sufficient evidence to adjudicate between these two views. The 

inexperienced banker view receives considerable support from the fact that in 1996 there were 

roughly 1.75 million debtors who participated in various government-run, debtor relief 

programs. (Mackey 1999: 92). The tunneling view receives considerable support from the La 

Porta et. al. research on the higher propensity of related loans to go in to default. La Porta et. 

al, however, focus on the period when the banks were already being intervened and/or bailed 

out by the government. Mexico’s bankers may have realized that they were about to lose 

control of their banks, and thus had strong incentives to make loans to themselves that they did 

 
 

 
5 The situation was actually much worse than these figures indicate, because Mexico’s 
departure from generally accepted accounting practices lowered the reported levels of non- 
performing loans. See Table 2 for the sources from which I made these estimates. 
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not intend to repay. An analysis of loan portfolios during the period 1991-95 would help 

adjudicate between the two hypotheses. 

 
 
The Expansion of Credit and the Growth of Non-Performing Loans: 

 
Regardless of the specific mechanism, one thing is certain: bank credit in Mexico grew 

at a prodigious rate. As table 3 demonstrates, total real bank lending doubled in the space of 

just three years (1991-94). Housing loans grew at an even faster rate: from December 1991 to 

December 1994 real lending for housing and real estate nearly tripled. Moreover, this is a 

lower bound estimate of the growth of housing lending because it includes only performing 

loans. Much of the housing portfolio was non-performing, and the principal value and past due 

interest of those loans were continually rolled over into an accounting category called 

“rediscounts.” (See Table 3, column 3). Inasmuch as the value of rediscounts was nearly equal 

to the total value of housing loans in December 1994, the threefold increase in housing loans 

from December 1991 to December 1994 is a lower bound estimate. The actual rate of growth 

might have been nearly twice that. 

Notably, the rapid growth in lending was not matched by an equally rapid growth in 

deposits. In 1993, 1994, and 1995 loans outstripped deposits by roughly 20 percent: the 

difference was funded through inter-bank lending, predominantly from foreign banks in foreign 

currency. (Mackey 1999: 60, 98). Foreign denominated liabilities therefore grew rapidly, from 

11 percent of total Mexican bank liabilities in December 1991 to 14.7 percent in December 

1993, to 27 percent in December 1994. As Mishkin has pointed out, the practice of Mexican 

banks of matching these foreign denominated liabilities with foreign denominated assets (loans 

made to Mexican firms in dollars) did not reduce the bank’s exchange rate risk. Unless the 
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borrowing firms had sources of income in dollars, they would have had great difficulty in 

servicing their debts in the event of devaluation. (Mishkin 1996: 32). In point of fact, the 

borrowers tended not to have sources of income in dollars (Krueger and Tornell 1999). 

Even more rapid than the growth in lending, was the growth of non-performing loans. 
 
Table 2 presents estimates of non-performing loans based on different ways of treating the 

various rollovers and restructurings that were permitted under Mexican accounting rules. One 

way that banks handled past due principal was to “rediscount” them— essentially creating a 

category of rollovers that reflected the low probability that the loans would be repaid. These 

rediscounts were not listed in the portfolio of performing loans, but they were not listed as 

being non-performing either. If we add these rediscounts to declared non-performing loans, 

then the default rate jumps dramatically. For example, instead of being 3.6 percent in 

December 1991, (the declared ratio of non-performing to total loans) the ratio would have 

13.5 percent. Instead of being 6.1 percent in December 1994 (the declared rate) it would have 

been 17.1 percent. The practice of “rediscounting” loans began to be phased out by banks in 

1995. Instead, they began to renew or restructure unpaid principal, and treated these rollovers 

as performing. In the third column of table 2 we include the value of these renewed or 

restructured loans along with rediscounts and declared non-performing loans. Treating these 

rollovers as past due loans produces even more striking results. Instead of a non-performing 

ratio of 5.7 percent in December 1996, the ratio jumps to 32.5 percent. 

Even this figure is likely an underestimate, because beginning in February 1995 banks 

were allowed to swap many of their loans for promissory notes from Mexico’s deposit 

insurance system as part of a bailout (a subject to which we will return at length). If we add 

the value of these promissory notes to the value of declared non-performing loans, rediscounts, 
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and restructured or renewed loans, then the percentage of loans that were non-performing 

actually exceeded the percentage of loans that were in good standing: in December 1996 the 

non-performance ratio would have been 52.6 percent. 

 
 
COLLAPSE AND BAILOUT 

 
Even had there been no peso crisis of 1994-95, the Mexican banking system would 

have collapsed. The government’s mishandling of the exchange rate merely hastened the 

banking system’s demise.6 The crawling peg exchange rate policy of the Salinas government 

had been established to help fight inflation, and it had been largely successful in accomplishing 

that goal. Given the fact that Mexican interest rates were considerably higher than U.S. rates, 

and that the government was signaling an intention to maintain a stable (and overvalued) 

exchange rate, there were strong incentives for both Mexicans and foreigners to deposit funds 

in Mexican banks. There were also incentives for Mexican firms, including banks, to sign debt 

contracts denominated in dollars. (As mentioned previously, Mexican banks were funding 

roughly 20 percent of their loan portfolios out of interbank loans, much of it from foreign 

banks). By the end of 1994, however, it was becoming increasingly clear that the exchange 

rate was seriously overvalued. Once that happened, bank depositors had every incentive to 

withdraw their funds and convert them to dollars before the government allowed the currency 

to float freely. Firms with dollar denominated debts could not, however, act so quickly: as a 

result, the peso value of their debts nearly doubled in the space of a few days once the 

exchange rate was allowed to float. 
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The collapse of the exchange rate created two problems for the banking system. First, 

foreign currency loans represented roughly one-third of total loans made by Mexican banks. 

Many of these loans, however, had been made to firms without sources of foreign currency 

income. (Krueger and Tornell, 1999). Second, the collapse of the peso gave foreign portfolio 

investors strong incentives to pull their funds out of Mexico. Net foreign portfolio investment 

flows turned negative in the last quarter of 1994, and stayed there all through 1995. (Mishkin 

1996:31). This required that the government pursue a tight monetary policy, raising central 

bank interest rates. The interbank loan rate, at its peak, hit 114 percent. Mortgage interest 

rates jumped to 74 percent by March 1995, from 22 percent just five months before. (Gruben 

and McComb 1997). The rapid rise in interest rates pushed risky, but performing, loans into 

default. As the stock of non-performing loans mounted, and as the size of the deposit base 

shrank because of the run on the peso, the banks became insolvent. 

The dimensions of the collapse can be seen through several measures of bank 

performance. In table 2 we estimate the ratio of non-performing to total loans. If we include 

principal rollovers and the value of FOBAPRA promissory notes as non-performing (as we 

shall discuss below, the government itself has implicitly declared the loans covered by the 

FOBAPROA program to be unrecoverable), then the ratio of non-performing loans grew from 

17 percent at the end of 1994 to 36 percent by the end of 1995, and to 53 percent at the end of 

1996. As debtors stopped making payments, income from loans dropped precipitously. Net 

interest margins (the spread between what banks charge for loans and what they pay 

depositors) actually became negative from December 1995 to September 1997 (See Table 4). 

 
 

 
6 See Krueger and Tornell 1999 for a discussion of the exchange rate policy and its 
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The government responded with a bailout of the banking system— the particulars of 

which warrant some discussion. First, the government sought to prop up the banks by lending 

them the capital necessary to maintain adequate reserves. A trust fund was created (known by 

its Spanish acronym, PROCAPTE) by the government’s bank deposit insurance agency 

(FOBAPROA) with funds provided by the central bank. This trust fund lent the banks capital 

sufficient to maintain a 9 percent capital ratio in exchange for five-year subordinated 

debentures from the bank. In the event of non-payment, the debentures were convertible to 

ordinary stock that could be sold by the government.7 Banks were enjoined, during the period 

that they participated in PROCAPTE, from issuing dividends or from issuing additional debt 
 

instruments to capitalize the bank. (Mackey 1999: 65). 
 

Second, the government moved to protect borrowers, and in so doing protected the 

banks. There were several debtor protection programs, and as time went on the extent and 

terms of these programs became gradually more lenient. As a first step, the government 

created an indexed accounting unit (known by its Spanish acronym, UDIS) and allowed loans 

to be re-denominated in these units. Banks were then allowed to transfer loans to a 

government trust fund, which converted them to UDIS and which bore a real interest rate of 

four percent plus a margin to reflect the credit risk of the borrower. A series of additional 

programs soon followed, each of which was targeted at different groups of debtors (including 

consumers, the holders of home mortgages, small businesses, and agriculture) and each of 

 
 
 
 

 

 
implications for the banking sector. 
7 In the event of non-payment, however, the shares likely would not have had much value. 
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which was reformed over time to offer debtors even larger discounts off of their payments. 

(Mackey 1999: 82-86). 

Third, Mexican banks had significant amounts of short term, dollar denominated debt. 

The government therefore opened a special dollar credit window at the Banco de México to 

provide them with foreign currency. 

Fourth, the government cleaned the bank’s balance sheets of non-performing loans 

through a loan repurchase program run by FOBAPROA. In exchange for their non- 

performing assets, the banks received a non-tradable, zero coupon ten-year FOBAPROA 

promissory note that carried an interest rate slightly below the government CETES (Treasury 

bond) rate. The bankers agreed that for each peso in FOBAPROA bonds they received, they 

would inject 50 centavos of new capital, so as to recapitalize the bank. Banks were charged 

with collecting the principal and interest on the loans transferred to FOBAPROA. As a 

practical matter, however, they did not do so. (Krueger and Tornell, 1999; Murillo 2002). 

Banks that were in serious financial distress were intervened by the government’s 

National Banking and Securities Commission (known by its Spanish acronym, CNBV). When a 

bank was intervened, the CNBV seized control of the bank and suspended shareholder rights. 

It then replaced the management of the banks and appointed a managing intervener. The 

CNBV intervener cleaned the non-performing loans from the balance sheet through the 

FOBAPROA bond mechanism discussed above and injected new capital through the 

PROCAPTE program. The government, via FOBAPROA, also guaranteed all of the deposits 

of the bank. Finally, the CNBV arranged for the bank to be sold to another institution, or it 

liquidated the bank. In some cases, the CNBV carried out a de facto intervention: in which it 

removed the bank’s management and then arranged for another financial institution to invest in 
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or acquire control of the bank. In all, 12 banks were formally intervened, with another three 

undergoing de facto intervention. 

Mexico’s bankers may have anticipated the intervention and bailout. Indeed, given that 

Mexico had unlimited deposit insurance and that many of the banks were “too big to fail,” it is 

hard to see how they would not have expected one to take place. The anticipated intervention 

and bailout, however, appears to have given some bankers the incentive to make large loans to 

themselves— and then default on the loans. As La Porta et. al. (2003) have shown, 20 percent 

of all large loans from 1995 to 1998 went to bank directors. These insider loans carried lower 

rates of interest than arm’s length loans (by four percentage points), had a 33 percent higher 

probability of default, and had a 30 percent lower collateral recovery rate. 

The looting of the banks by their own directors was, in fact, made possible by a 

revision of the rules governing the FOBAPROA loan repurchase program. When the program 

was first instituted in 1995, the following types of loans were ineligible for repurchase by 

FOBAPROA: past due loans; loans held by companies in bankruptcy; loans discounted with 

development banks; loans denominated in UDIS, and loans to related parties (loans to 

directors, their families, or their firms). As the situation of the banking system continued to 

deteriorate, however, the Technical Committee of FOBAPROA dropped these restrictions. 

(Mackey 1999: 70). 

In fact, there were no general guidelines regarding limitations and restrictions on the 

whole range of FOBAPROA programs. Rather, participation was determined on a case by 

case basis. (Mackey 1999: 52). Not surprisingly, the FOBAPROA bailout was not (as 

originallyanticipated in early 1995) a one-time event. Rather, it became an open-ended 

mechanism, with loans being transferred from the banks to FOBAPROA through 1999. (See 
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table 3). Thus, the percentage of bank loan portfolios composed of FOBAPROA bonds grew 

from 9 percent in 1995, to 20 percent in 1996, 29 percent in 1997 and 1998, and finally topped 

out at 35 percent in 1999. (See Table 2).  For the same reason, bank interventions were also 

not a one time event, but were spread out from 1994 to 2001. As of June 1999, the total cost 

of the bailout programs was 692 billion pesos ($65 billion) roughly 15 percent of Mexican 

GNP. (Murillo, 2002: 24, 27).8 

The fact that the banking system bailout involved an implicit transfer from taxpayers to 
 

bank stockholders, who included some of Mexico’s wealthiest men, produced a political 

firestorm in Mexico. It was one of the reasons why the PRI lost its control of the lower house 

of Congress in 1997. That opposition congress then held up the approval of the 1999 budget 

for nearly nine months while it carried out an investigation of the FOBAPROA bailout. 

Ultimately, Congress agreed to disband FOBAPROA and replace it with a new (more 

autonomous) deposit guarantee agency, the Bank Savings Protection Institute (known by its 

Mexican acronym, IPAB). Most (although not all) FOBAPROA bonds were swapped for 

IPAB bonds, and IPAB was given the task of recouping and liquidating the assets backed by 

those bonds.9 This was a de facto admission that the loans that had been swapped for 

FOBAPROA promissory notes were unrecoverable.  Congress also agreed that the annual 
 

cost of the banking sector rescue would be paid for by the government out of each year’s 
 
 
 
 

 

 
8 This puts Mexico’s experience in the mid-range of LDC bank bailouts, which have ranged 
from 5 to 50 percent of GDP. See Keefer 2004. 

 
9 One crucial difference between FOBAPROA and IPAB bonds is that the latter are tradable. 
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budget. (McQuerry 1999). This was a de facto admission that the new IPAB bonds had the 

status of sovereign debt. 

 
 
EXPERIMENT 5: LIBERALIZATION WITHOUT PROPERTY RIGHTS, 1997-2004 

 

Saving the Mexican banking system not only required that the government bail out 

depositors (and some of the stockholders), it also required that the banks be put on a more 

sound footing. 

The government therefore engaged in a series of reforms to the institutions that 

encourage prudent behavior by bankers. These included changes in accounting standards, 

lending rules, deposit insurance, and foreign bank ownership. 

The government has not, however, been successful in reforming the institutions that 

govern the adjudication of property rights.  The government has made some attempts to 

reform specific laws governing foreclosure and the form of contracts, but the reform of the 

broad set of institutions that make for an efficient property rights system is still a long way off. 

As we shall see, the result has been surprising: Mexico now has prudent bankers, but prudent 

bankers who have difficulty enforcing loan contracts tend not to make very many loans. 

The government has carried out a series of reforms designed to improve monitoring 

and recapitalize the banks. First, insider lending was made more difficult to carry out. Banks 

are required to publish consolidated accounts that included the operations of their subsidiaries. 

Banks are also precluded from making loans to bank officers and employees that are not part 



43  

of their employee benefits. Related party loans are permitted, but they cannot exceed the net 

capital of the bank.10 

Second, banks are required to diversify risk. As of June 1998, bank loans to any 
 

individual cannot exceed ten percent of the bank’s net capital, or 0.5 percent of the total net 

capital of all banks. The same law also enjoins banks from granting loans to companies that 

exceed 30 percent of the bank’s net capital, or six percent of the total net capital of all banks. 

Third, capital requirements have been increased and a regulatory system has been 

introduced that establishes reserve minimums in accordance with the riskiness of a bank’s 

portfolio. In particular, banks are required to access the credit record of borrowers (by using a 

credit bureau). Loans in which the credit record are not checked (or where it is checked and it 

is poor) must be provisioned at 100 percent. (Mackey 1999: 117). 

Fourth, as of January 1, 1997 new accounting standards, which more closely 

approximate generally accepted accounting standards, went into effect. For example, the 

accounting treatment of past-due loans has been reformed to bring it into line with generally 

accepted standards. In addition, repurchase agreements are no longer treated as assets, and 

inter-bank loans must be separately grouped in financial statements. Mexican banks still do 

not, however, adhere to all features of generally accepted accounting standards. In particular, 

banks are still allowed to record deferred taxes as Tier I capital. This may overstate the 

quantity and quality of the capital available to the banks. (Mackey 1999: 127-29). 

 
 
 
 

 

 
10 Prior to 1995 related party loans could not exceed 20 percent of the total portfolio of the 
institution. Related party loans often exceeded even this extremely permissive limit. (Mackey 
1999: 141). 
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Finally, the rules governing deposit insurance have been reformed. Unlike its 

predecessor (FOBAPROA), IPAB does not provide unlimited insurance. As of January 1, 

2005, insurance is limited to 400,000 UDIS (roughly $100,000 at the current rate of exchange) 

and covers bank deposits only, instead of a broad range of bank liabilities. 

The government also lifted the restrictions on foreign ownership of Mexican banks. 
 
The government began to remove restrictions on foreign bank acquisitions of Mexican banks in 

February 1995, when foreign banks were permitted to purchase Mexican banks with market 

shares of six percent or less. This still kept the largest Mexican banks off the table. In 1996, all 

restrictions were removed on foreign bank ownership in Mexico (with the new regulations 

going into effect in 1997). 

As a result, foreign banks began to purchase controlling interests in Mexico’s largest 

banks. In December 1996 (just prior to the new rules regarding foreign ownership), only seven 

percent of total bank assets in Mexico were controlled by foreign banks. Roughly one-half of 

these foreign-controlled assets were in free standing investment banks— what we refer to in 

Table 5 as Foreign de Novo banks— which did not engage in retail lending. By December 

1999, 20 percent of bank assets were controlled by foreign banks, and as of December 2003 

the share of Mexican bank assets under foreign control increased to 82 percent. 

The entry of foreign banks into the Mexican market succeeded in recapitalizing the 

banking system. Non-risk weighted capital-asset ratios have increased monotonically since 

1997, hitting 9 percent by the end of 1997, 10 percent by 1999, and 12 percent by 2003. 

The combination of foreign bank entry, along with new accounting standards also 

appears to have reduced the level of non-performing loans in the banking system. As of 1997, 

banks had to declare both interest and principal as non-performing. In addition, banks could 
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no longer carry bad loans in special accounting categories, they had to either be moved back 

into the regular loan portfolio or be declared non-performing. As table 2 demonstrates, the 

level of non-performing loans has declined monotonically since the entry of foreign banks and 

the enactment of the accounting reforms. In December 1997, by which time the changes in 

accounting rules governing non-performing loans had gone into effect, 10.2 percent of all loans 

were considered non-performing. Many of these loans were subsequently transferred to 

FOBAPROA, which pushed down the non-performance ratio to 8.2 percent by the end of 

1999. Nevertheless, even after the FOBAPROA-IPAB repurchase programs ended in 1999,  

the ratio of non-performing loans continued to fall. As of December 2003 it was 3.2 percent. 

 
 
Property Rights and Bank Strategies 

 
The entry of foreign banks into the Mexican market has not, however, solved all the 

problems of the Mexican banking system. Mexico’s bankers still face difficulties in enforcing 

their property rights. Mexico does not have transparent bankruptcy laws, and the judicial 

system is inefficient in the extreme. The government has responded with reforms of the laws 

governing foreclosure on delinquent consumer and housing loans. Loans on these assets now 

take the form of a trust (with the bank being both the trustee and beneficiary)— rather than a 

lien. This takes the adjudication of foreclosures out of the hands of the commercial courts. 

(Caloca González ND). 

Nevertheless, contract rights are still, by the standards of developed economies, 

difficult to enforce. The reason is that property rights systems are composed of numerous, 

mutually reinforcing institutions, not all of which can be reformed by legislative or 

administrative acts. Consider, for example, the enforcement of housing loans. Debtors can 



46  

frustrate a bank’s attempt to repossess a house under the new form of mortgage contracts by 

“leasing” the house to a family member, who is then protected by Mexico’s renter’s laws. 

Debtors can also frustrate a repossession by employing an informal institution: the ability to 

organize a public demonstration of an entire neighborhood against a repossession, which 

dissuades the police from carrying it out.11 

Foreign banks have responded to the difficulty of enforcing property rights by being 
 

risk averse. One form their risk aversion takes is that they allocate less of their assets to loans 

for private consumption and investment, and more of it to direct loans to government entities 

(primarily states and municipalities) as well as to investments in government and corporate 

securities. The proportion of assets that banks have allocated to credit for households and 

private business enterprises therefore declined from 49 percent in December 1997 to 30 

percent in December 2003 (Haber and Musacchio, 2004). This decrease is not just relative to 

the stock of bank assets, it is an absolute decrease in real terms. In point of fact, the stock of 

 
 
 
 
 
 
 

 

 
11 As a consequence, some lenders engage in costly monitoring and enforcement mechanisms. 
For example, non-bank financial entities that specialize in housing loans (known by the Spanish 
acronym, SOFOL) send agents directly to the homes of debtors in arrears immediately after a 
payment is missed. If they think that there is a high probability that the debtor will be unable to 
make the payment, they will then pay the debtor to vacate the house, rather than go through 
the lengthy legal process of foreclosure and repossession. We note, in addition, that these non- 
bank intermediaries are also protected by the Mexican government from default risk. Much of 
the funding for the SOFOLES comes from loans made to them by a government development 
bank (the Sociedad Hipotecaria Federal— SHF). The SHF then provides a guarantee of loans 
made by the SOFOLES to homeowners. Thus, the SOFOLES bear low levels of risk: they are 
more mortgage brokers and real estate developers than banks. 



47  

bank lending to households and business enterprises fell in real terms by 23 percent from 

December 1997 to December 2003. (See Table 3).12 

One might argue that the decline in the ratio of private loans to assets in Mexico’s 
 

biggest banks is a consequence of changes in the macroeconomy that might have made credit 

extension more risky. One might also argue that the decline in private lending is the 

consequence of the fact that until the end of 1999 Mexico’s largest banks (which were later 

purchased by foreign banking conglomerates) were able to transfer many of their weakest loans 

to the government’s deposit insurance agencies (FOBAPROA, and its successor IPAB). 

We therefore draw on research by Haber and Musacchio (2004) that explores the 

independent impact of foreign ownership on bank strategies and performance. We reproduce 

their results on private lending in Table 6. The regressions indicate that, controlling for changes 

in the macroeconomy and FOBAPROA-IPAB swaps, banks have been reducing the amount of 

credit they extend (as a percentage of their assets) over time. The coefficient on Time in 

Specification 1 indicates that, all else being equal, banks have been reducing the share of their 

assets that they extend as private loans by 0.57 percentage points per quarter. Over 29 

quarters the effect is huge— a 16.5 percentage point drop in lending to firms and households. 

Haber and Musacchio also find that Foreign MA banks (Mexican banks that have been 

purchased by a foreign bank) have reduced the share of their assets that they allocate to private 

lending even more than domestically-owned banks.  As specification 2 of Table 6 

 
 

 
12 These data understate the degree to which lending has declined. Our data are stocks of 
loans, not flows. Inasmuch as many types of loans, particularly those for housing, 
automobiles, and other consumer durables, have multi-year terms, the stock of loans is serially 
correlated. The implication is that the flow of new loans for private purposes has declined 
more dramatically than the data we present here. 
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demonstrates, all else being equal, Foreign MA banks allocate 4.6 percentage points less of 

their assets to private loans than do domestically-owned banks. Moreover, this result is robust 

to the addition of a time trend (specification 3). That is, the overall trend for the industry is to 

make fewer loans to households and business enterprises, and Foreign MA banks make fewer 

loans still.13 

The second form that risk aversion takes is that foreign banks subject borrowers to 
 

more intense screening. We cannot directly observe the process of borrower screening, but we 

can observe its outcome: a bank that screens borrowers more closely will have a lower ratio of 

non-performing to total loans. We reproduce Haber and Musacchio’s results on borrower 

screening in Table 7. The dependent variable in the regression is the ratio of non-performing 

to total loans. The regression controls for the allocation of bank portfolios (with variables for 

consumer, housing, and commercial loans over assets), the percent of a bank portfolio that is 

composed of FOBAPROA-IPAB bonds, and changes in the macroeconomy (with variables for 

inflation, short term interest rates, and industrial output growth). The regressions indicate that 

foreign banks screen borrowers more intensively. All else being the same, Foreign MA banks 

have a ratio of non-performing to total loans that is 2.54 percentage points below that of 

domestic banks. This result is robust to the addition of a time trend (see specifications 2 and 

3). Moreover, the coefficient on Time is not statistically significant, which suggests that there 

 
 
 
 
 

 

 
 

13 These results are robust to the addition of other control variables (bank market shares, 
equity ratios, cash-asset ratios) that we do not reproduce here. 
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is no spillover from foreign banks to domestic banks (if there were, we would expect to see a 

statistically significant and negative coefficient on Time).14 

Is the risk aversion of foreign banks in Mexico economically rational?  There are two 
 

testable implications of this question. In an efficient market, one would expect that banks that 

are willing to bear higher risks should earn higher returns than banks that are relatively risk 

averse. As a logical corollary, we should expect that foreign banks (which we know are 

relatively risk averse) should earn lower returns than domestic banks (which we know to be 

relatively risk neutral). Second, one should expect that when bank loan portfolios are adjusted 

for risk, the differences in rates of return among bank types should become smaller in 

magnitude and/or become less statistically significant. 

Table 8 tests these hypotheses by estimating an OLS regression on the rate of return on 

equity. It controls for changes in the macroeconomy with variables for inflation, the money 

market interest rate, and industrial output growth. Specification 1 includes a variable for Time, 

and finds that banks have become progressively more profitable. The coefficient of .0022 

implies that, controlling for changes in the macroeconomy, bank rates of return have increased 

by 0.22 percentage points per quarter. The cumulative effect is non-trivial: all other things 

being the same, quarterly rates of return are 6.38 percentage points higher in the second 

quarter of 2004 than in the first quarter of 1997 (0.22 times 29). On an annualized basis, this 

implies that banks in 2004 earn rates of return more than 20 percentage points above their 

1997 levels. 

 
 

 
14 These results are also robust to a series of additional variables that control for equity ratios, 
liquidity ratios, and bank market shares. We therefore do not reproduce those results here. 
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Specification 2 substitutes the Foreign MA dummy for Time. We should expect the 

coefficient on Foreign MA to be negative (more risk averse banks should have lower rates of 

return). We find, however, that the coefficient on Foreign MA is not statistically significant. 

In specification 3 we include both the Foreign MA dummy and Time. We find that the 

(non-) result we obtained on Foreign MA is robust to the addition of a time variable. We also 

find that the time variable retains its magnitude and significance. That is, the overall trend is 

for banks to become more profitable, and Foreign MA banks are neither more nor less 

profitable than domestic banks. In sum, we can reject the first hypothesis. Foreign banks do 

not earn lower rates of return than domestic banks, even though Foreign MA banks are willing 

to bear less risk than domestic banks. 

Perhaps it is the case that controlling for ex ante default risk will produce the results we 

would expect in an efficient market. That is, when we control for the way that banks allocate 

their assets among different types of loans (and implicitly between loans and securities, because 

the loan categories are over assets), we should find a positive coefficient on the riskiest loan 

categories. We might also expect that controlling for risk will cause the coefficient on Foreign 

MA to become negative (banks that bear less risk should earn lower rates of return). 

The results, presented in specification 4 of Table 8, are striking in three senses. First, 

the coefficient on housing is positive and highly significant. It implies that there is a positive 

return to holding (relatively risky) housing loans. Second, the coefficient on FOBAPROA is 

also positive and significant. It implies that there is also a positive return to holding relatively 

low risk FOBAPROA-IPAB promissory notes. Third, the coefficient on Foreign MA remains 

statistically insignificant. The regression detects no differences in the rates of return of Foreign 

MA and domestic banks. 
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Perhaps the ex ante allocation of bank assets is not an ideal way to measure the 

riskiness of bank portfolios. In specification 5 we therefore substitute an ex post measure of 

risk: the ratio of non-performing to total loans (NPL).  We find that there is some return to 

risk: the NPL variable is positive and statistically significant at the five percent level. Inasmuch 

as we know that Foreign MA banks have fewer (high risk) non-performing loans, we would 

expect that controlling for risk would produce a lower, risk adjusted rate of return for Foreign 

MA banks. Surprisingly, it does not. The coefficient on Foreign MA remains statistically 

insignificant. In sum, no matter how we specify the regression, Foreign MA banks have the 

same rates of return on equity as domestic banks— even though Foreign MA banks are more 

risk averse. The results suggest that that there is little payoff for banks to be risk neutral. 

Riskier portfolios do not produce higher rates of return. 
 

Precisely because banks in Mexico have become increasingly risk averse since 1997 

they play only a small role in financing the real economy. As table 9 demonstrates, bank 

lending as a percentage of GDP was only 14 percent at the end of 2003. To put this into 

perspective, in a typical OECD country, the ratio of bank lending to GDP is on the order of 

100 percent. This ratio is also low compared to Mexico’s historical standards: at the time that 

the banks were privatized in 1991 the ratio was 24 percent. Moreover, because banks have 

shifted their lending strategies away from private firms and individuals, the ratio of lending for 

non-government purposes to GDP is lower still: 11 percent. If we exclude FOBAPROA and 

IPAB promissory notes held in bank loan portfolios, the ratio is lower still: 7 percent. 

Not surprisingly, surveys carried out by Mexico’s central bank indicate that, as of 2002, 

only 15 percent of small firms, 19 percent of mid-sized firms, and 24 percent of large firms 

report that banks were their principal source of financing. The vast majority of firms, 
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regardless of size, report that they relied on their suppliers for most of their financing. 

Moreover, the surveys, which have been run quarterly since 1998, indicate that the relative 

importance of bank financing has been declining over time. (Serrano 2001). 

 
 
Conclusions and Implications 

 
Are there any general lessons from Mexico’s banking experiments? 

 
There are three sets of institutions necessary for the creation of a robust banking 

system. The first are institutions that align the incentives of bankers and the government. 

These either mitigate expropriation risk, or compensate bankers for expropriation risk. The 

second are institutions that align the incentives of bankers and bank investors (outside 

shareholders and depositors). These encourage bankers to lend in a prudent manner. The third 

are institutions that align the incentives of bankers and debtors. These allow bankers to 

repossess collateral, thereby giving borrowers strong incentives to honor credit contracts. 

These institutions do not emerge automatically. Government, in fact, plays a direct role 

in all three. 

With the exception of the first experiment (1821-76) Mexico’s governments and 

bankers crafted solutions to the problem of expropriation risk. This was almost always done 

by limiting competition in banking markets. In the 1991-96 experiment, it was also 

accomplished by limiting the amount of capital that bankers actually had at risk. 

With the exception of the fourth experiment (1991-96), Mexico’s governments and 

bankers have crafted solutions to the problem of imprudent bankers. Typically, they did this by 

putting the capital of bankers and bank investors at risk. Until 1986, for example, Mexico had 

no deposit insurance system at all. Hence, depositors had strong incentives to monitor 
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bankers. In addition, with the exception of the 1991-96 experiment, Mexico’s bankers had 

significant amounts of capital at risk. Indeed, they tended to maintain extremely high ratios of 

capital to assets: the Porfirian levels were four times that prescribed by Basle. Moreover, until 

1991, much of the capital was owned by bank directors. They therefore had strong incentives 

to monitor each other. Indeed, Del Angel’s work suggests that they built elaborate networks of 

interlocking directorates in order to do this. 

Mexico’s bankers, debtors, and government, however, have never succeeded in crafting 

a set of institutions that align the incentives of debtors and bankers. It has always been difficult 

for bankers to credibly threaten to repossess collateral. During the first three experiments 

(1821-76, 1876-1911, 1924-82), Mexico’s bankers therefore lent primarily to firms that they 

(or their family members controlled). In the current experiment (1997-2004), bankers have 

responded by limiting lending only to very low risk borrowers. 

The solutions that have been crafted to each of these three problems are not 

independent of one another: mitigating one problem at times exacerbates others. For example, 

during the Porfiriato the government limited the number of banks that could operate in any 

market, so as to raise bank rates of return high enough to compensate bankers for 

expropriation risk. At the same time, however, the bankers were mitigating the problem of 

weak property rights by insider lending. The combination of the two sets of institutions— 

those that limited the number of banks and those that limited the universe of debtors that banks 

would lend to— meant most firms and individuals had no access to bank credit. 

A second example of the interaction of institutional solutions can be found during the 

privatization experiment of 1991-96. The government and bankers mitigated the problem of 

expropriation risk by allowing bankers to borrow the funds to buy the banks. The government 
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then had to shore up the confidence of depositors by granting them unlimited deposit 

insurance. These institutions meant that bank directors had weak incentives to behave 

prudently. Imprudent lending policies in the context of weak property rights, however, 

produced a disaster— one that cost Mexican taxpayers some $65 billion. 

Mexico’s bankers and government are currently struggling with the legacy of weak 

institutions to enforce property rights. Those institutions are the product of a long period of 

authoritarian rule— and cannot be reformed at the stroke of a pen. Some institutions, such as 

the legal form of contracts, can be reformed by administrative or legislative action. Other 

institutions, however, are more difficult to reform because they are informal (for example, the 

ability of debtors to organize public demonstrations against property repossessions) or because 

they require changes in fundamental political institutions (for example, the institutions that 

govern the judiciary and the police). Mexico, as a society, has been engaged in this more 

difficult process of fundamental political reform since 2000. It is, as yet, too early to know 

whether those reforms will be successful. 
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Table 1 
 

Decomposing Bid to Book Ratios in Mexico's Bank Privatization 
 

Dependent Variable is the Price Paid/Book Value 
T statistics are in paretheses 
Method: Least Squares 

 
 Spec 1 Spec 2 Spec 3 Spec 4 Spec 5 
Constant 2.66 6.57 4.95 3.7 4.1 

 (7.32) (4.65) (4.02) (2.74) (2.30) 
Log of Assets  -0.33 -0.31 -0.3 -0.2 

  (-2.17) (-2.63) (-2.42) (-1.60) 
Bid Round 0.25  0.27 0.3 0.3 

 (2.70)  (3.35) (3.95) (3.06) 
Number of Bidders   0.17 0.2 0.2 

   (1.44) (1.93) (1.55) 
Return on Equity    0.01  

    (1.69)  
Return on Assets     0.1 

     (0.63) 

N 18 18 18 18 18 
Adjusted R2

 0.27 0.18 0.49 0.55 0.47 
Log likelihood -17.89 -18.95 -13.38 -11.59 -13.11 
Durbin-Watson 1.37 1.13 1.79 1.44 1.69 
F-statistic 7.29 4.70 6.54 6.27 4.79 
Prob(F-statistic) 0.02 0.05 0.01 0.005 0.01 

 
Source: Data on assets, bid round, number of bidders from Murillo 2002; 
Data on return on assets and return on equity calculated from data in 
Mexico, Commision Nacional Bancaria, Banca Multiple , 1982-1993. 



 

Table 2 
 

Non Performing Loans (At Year End) 
 

 
 
 
 

Year 

 
Declared Non- 
Performing (NPL) 
as Percent 
of Total Loans 

 
Declared NPL 
Plus 
Rediscounts 
as % of Total 

Declared NPL 
Plus Rediscounts 
Plus Renewed 
and Restructured 
as % of Total 

 
 

FOBAPROA 
as Percent 
of Total 

Declared NPL 
Plus Rediscounts, 
Restructured and 
FOBAPROA as 
% of Total 

1991 3.6% 13.5% 13.5% 0% 13.5% 
1992 4.7% 14.7% 14.7% 0% 14.7% 
1993 6.0% 16.2% 16.2% 0% 16.2% 
1994 6.1% 17.1% 17.1% 0% 17.1% 
1995 6.2% 13.3% 26.8% 9% 36.3% 
1996 5.7% 10.8% 32.5% 20% 52.6% 
1997 10.2% 10.2% 10.2% 29% 39.0% 
1998 10.2% 10.2% 10.2% 29% 39.7% 
1999 8.2% 8.2% 8.2% 35% 43.5% 
2000 5.5% 5.5% 5.5% 29% 34.4% 
2001 4.9% 4.9% 4.9% 28% 32.7% 
2002 4.4% 4.4% 4.4% 23% 27.1% 
2003 3.2% 3.2% 3.2% 21% 24.1% 

 

Source: Calculated from data in Comisión Nacional Bancaria, Banca Múltiple , 1982-93; 
Comisión Nacional Bancaria y de Valores, Boletín Estadístico de Banca Múltiple , 1993-2002. 



 

 
Table 3 
Mexican Bank Lending, By Category 
(Balances at Year End, in Millions of Real--December 2000--Pesos) 

 
  

Fobaproa 
Renewed, 

Restructured, 
Total 

Private 
 

Total 
Year Commercial1 Consumer Housing Government2 and IPAB3

 or Rediscounted4
 Lending5

 Lending 
1991 776,386 91,312 114,805   112,256 982,502 1,135,275 
1992 961,879 127,757 178,439   148,728 1,268,076 1,486,542 
1993 1,181,744 118,880 248,808   187,766 1,549,432 1,848,061 
1994 1,423,325 109,387 299,437   244,066 1,832,149 2,210,693 
1995 801,937 51,617 192,304 957 156,237 339,796 1,045,858 1,645,428 
1996 513,686 27,745 80,338 18,587 273,760 364,298 621,770 1,361,865 
1997 405,675 39,415 173,251 88,181 340,212 - 618,340 1,178,827 
1998 388,886 32,400 178,847 92,705 346,423 - 600,133 1,174,333 
1999 312,687 35,238 147,583 91,707 377,561 - 495,508 1,070,100 
2000 318,320 40,596 131,224 153,331 290,161 - 490,141 1,002,592 
2001 288,685 54,548 119,868 147,977 258,939 - 463,101 932,432 
2002 296,116 71,837 114,223 188,042 216,169 - 482,176 952,051 
2003 275,532 99,609 100,128 179,940 179,538 - 475,268 856,783 

 

1. The commercial loan category did not exist before 1997, thus it was estimated as a residual of total loans minus 
consumer, housing, government, restructured and renewed and non performing loans. 
2. Does not include government bonds, which are held in the securities portfolio. 
3. Value of Fobaproa and IPAB promissory notes held by banks.They are treated as loans, because they represent 
loans transferred to Fobaproa and IPAB. 
4. Rediscounted loans are non-performing loans whose principal was rolled over. 
Restructured and Renewed represent loans in danger of default. In 1997, new accounting standards required 
banks to either declare these as non-performing or treat them as performing loans. 
5. Includes Commercial, Consumer, and Housing. 

 
Source: Aggregates created by the author from the loan portfolios ("Carteras de Credito") published in Comisión Nacional Bancaria 
Banca Multiple , 1982-1993; and Comisión Nacional Bancaria y de Valores, Boletín Estadístico de Banca Múltiple, 1993-2002. 
Deflated using wholesale price index from the Banco de Mexico web page: http://www.banxico.org 

http://www.banxico.org/


 

Table 4 
Interest Rate Spreads, Mexican Banking System, 1993-2003 

 

Year Quarter Net Interest Margin 
1993 Sept. 4.1% 
1993 Dec. 1.3% 
1994 March 1.5% 
1994 June 1.4% 
1994 Sept. 1.4% 
1994 Dec. 1.6% 
1995 March 1.5% 
1995 June 0.1% 
1995 Sept. 0.5% 
1995 Dec. -0.6% 
1996 March -2.0% 
1996 June -1.5% 
1996 Sept. -1.5% 
1996 Dec. -1.0% 
1997 March -0.5% 
1997 June -0.3% 
1997 Sept. 0.0% 
1997 Dec.  
1998 March 0.8% 
1998 June 0.9% 
1998 Sept. 1.1% 
1998 Dec. 1.4% 
1999 March 1.1% 
1999 June 1.1% 
1999 Sept. 1.3% 
1999 Dec. 1.3% 
2000 March 1.0% 
2000 June 1.1% 
2000 Sept. 1.1% 
2000 Dec. 1.0% 
2001 March 1.5% 
2001 June 1.4% 
2001 Sept. 1.4% 
2001 Dec. 1.3% 
2002 March 1.3% 
2002 June 1.3% 
2002 Sept. 1.5% 
2002 Dec. 1.4% 
2003 March 1.4% 
2003 June 1.4% 
2003 Sept. 1.3% 
2003 Dec. 1.5% 

 

Source:  Same as Table 2. 



 

Table 5 
 

Foreign Bank Market Shares, By Percent of Bank Assets 
(At Year End) 

 

 
Year 

 
Foreign de Novo 

 
Foreign M&A 

Total 
Foreign 

1991 1%  1% 
1992 1%  1% 
1993 3%  3% 
1994 4%  4% 
1995 2% 3% 5% 
1996 3% 4% 7% 
1997 4% 7% 11% 
1998 2% 18% 20% 
1999 2% 18% 20% 
2000 3% 54% 57% 
2001 5% 49% 54% 
2002 4% 78% 82% 
2003 6% 76% 82% 

 
Source: Same as Table 2. 



 

Table 6 
Private Lending Regressions 
Dependent Variable is Housing, Consumer, and Commercial Loans Divided by Assets 

 
 (1) (2) (3) 
 
Money Market Rate 

 
0.0009 

 
0.0016 

 
0.0007 

 (1.78)* (2.55)** (1.40) 
Inflation -0.2204 0.3167 -0.1846 
 (1.76)* (2.45)** (1.58) 
Industrial Output Growth -0.1433 -0.0654 -0.1636 
 (1.78)* (0.54) (1.97)* 
Fobaproa over Assets -0.6500 -0.6120 -0.6193 
 (20.26)*** (20.85)*** (20.58)*** 
Time -0.0057  -0.0052 
 (5.90)***  (5.42)*** 
Foreign MA  -0.0460 -0.0427 
  (3.49)*** (3.29)*** 

Constant 0.6188 0.4640 0.6170 
 (22.78)*** (45.15)*** (22.44)*** 

Observations 559 559 559 
R-squared 0.31 0.31 0.31 
F 104.81 163.25 149.61 

 

Functional form is OLS. Observations are quarterly, March 1997 - June 2004. The 
5 highest and lowest values of the dependent variable were dropped. The sample is 
restricted to Foreign MA and Domestic Banks, no Foreign De Novo banks. Robust 
t statistics in parantheses; * significant at 10%; ** significant at 5%; *** 
significant at 1%. (Standard errrors are clustered at the quarterly level) 

 

Source: Haber and Musacchio, 2004. 



 

Table 7 
Non-Performing Loan Regressions 
Dependent Variable is Non-Performing Loans divided by Total Loans 

 
 

 1 2 3 
 
Money Market Rate 

 
-0.0004 

 
-0.0002 

 
-0.0004 

 (1.17) (0.66) (1.08) 
Inflation 0.1897 0.1602 0.1928 
 (2.69)** (2.35)** (2.71)** 
Industrial Output Growth -0.0935 -0.0810 -0.0929 
 (2.29)** (1.92)* (2.19)** 
Consumer Loans over Assets -0.0601 -0.0591 -0.0604 
 (2.80)*** (2.74)** (2.72)** 
Housing Loans over Assets 0.7447 0.7382 0.7448 
 (18.31)*** (18.52)*** (18.30)*** 
Commercial Loans over Assets -0.0411 -0.0349 -0.0411 
 (3.11)*** (2.57)** (3.11)*** 
Fobaproa over Assets -0.0619 -0.0729 -0.0618 
 (4.91)*** (5.05)*** (4.89)*** 
Time  -0.0003 0.0000 
  (0.79) (0.08) 
Foreign MA -0.0254  -0.0254 
 (7.68)***  (7.65)*** 

 
Constant 

 
0.0370 

 
0.0357 

 
0.0360 

 (5.10)*** (2.51)** (2.65)** 

Observations 559 559 559 
R-squared 0.44 0.41 0.44 
F 83.59 84.35 77.92 

Functional form is OLS. Observations are quarterly, March 1997 - June 2004. The 5 
highest and lowest values of the dependent variable were dropped. The sample is 
restricted to Foreign MA and Domestic Banks, no Foreign De Novo banks. Robust t 
statistics in parantheses; * significant at 10%; ** significant at 5%; *** significant at 
1%. (Standard errors clustered at the quarterly level). 

 

Source:  Haber and Musacchio 2004. 



 

Table 8 
Rate of Return on Equity Regressions 

 
 (1) (2) (3) (4) (5) 
 
Money Market Rate 

 
0.0008 

 
0.0004 

 
0.0008 

 
0.0003 

 
0.0004 

 (1.83)* (0.74) (1.82)* (0.50) (0.78) 
Inflation 0.1437 -0.0665 0.1438 -0.0792 -0.0741 
 (1.54) (0.92) (1.54) (1.31) (1.01) 
Industrial Output Growth -0.0927 -0.1357 -0.0927 -0.1463 -0.1278 
 (1.60) (1.99)* (1.60) (2.36)** (1.84)* 
Time 0.0022  0.0022   
 (4.86)***  (4.88)***   
Foreign MA  0.0007 -0.0003 -0.0054 0.0021 
  (0.17) (0.07) (1.22) (0.49) 
Consumer Loans over Assets    0.0015  
    (0.03)  
Housing Loans over Assets    0.1750  
    (3.97)***  
Commercial Loans over Assets    -0.0089  
    (0.63)  
Fobaproa over Assets    0.0298  
    (2.26)**  
NPL_over_Loans     0.0726 
     (3.14)*** 

Constant -0.0445 0.0200 -0.0445 0.0194 0.0164 
 (3.00)*** (4.57)*** (2.99)*** (2.18)** (3.30)*** 

Observations 571 571 571 558 571 
R-squared 0.05 0.03 0.05 0.12 0.04 
F 13.34 4.34 10.86 10.68 9.30 

 
Functional form is OLS. Observations are quarterly, March 1997 - June 2004. The 5 
highest and lowest values of the dependent variable were dropped. The sample is 
restricted to Foreign MA and Domestic Banks, no Foreign De Novo banks. Robust t 
statistics in parantheses; * significant at 10%; ** significant at 5%; ***significant at 1%. 
(Standard Errors are clustered at the quarterly level) 

 

Source: Haber and Musacchio 2004. 



 

Table 9 
Commercial Bank Lending as a Percent of GDP 
(At Year End) 

 
  

Total 
Loans as 

 
Private Sector 

Lending as 

Private Sector 
(Excluding 

Fobaproa) as 
Year % of GDP1

 % of GDP2
 % GDP3

 

1991 24% 20% 20% 
1992 29% 24% 24% 
1993 35% 28% 28% 
1994 38% 30% 30% 
1995 32% 27% 24% 
1996 26% 22% 16% 
1997 21% 15% 8% 
1998 21% 14% 8% 
1999 18% 13% 6% 
2000 16% 12% 7% 
2001 15% 11% 7% 
2002 15% 11% 7% 
2003 14% 11% 8% 

 

1. Includes all performing loans. Declared non-performing loans and rediscounts not included. 
2. Total Loans, minus loans to government entities. 
3. Total Loans, minus those to government entities and the value of Fobaproa 
and IPAB bonds held in the loan portfolio. 

 
Source: Bank loan data from Table 2; GDP data from Instituto 
Nacional de Estadística Geografía e Informática website. 
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