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A NOTE FROM THE AUTHOR

PEOPLE WHO HAVE WORKED with me know that I don’t believe in certainty. But one thing I thought I was sure of during my six and a half years in government was that I wouldn’t write a book after I left. The idea seemed uncomfortably self-focused to me. Yet by the time I departed Washington and the Clinton administration in the summer of 1999, my feelings had begun to shift.

Both in Washington and on Wall Street, I found myself at the center of periods of great change and momentous issues and events. As I thought more about those times, I realized I had much yet to learn from what I had lived through. Writing a book seemed a way to think more systematically about that involvement and to understand it better. More important, I hoped my experiences and reflections might be of some interest and utility to others.

Today, markets are more important to the lives of more people than at any previous time in history. Government is vital to all of us. An integrated understanding of both worlds is necessary to deal with the economic and political issues we face. Having crossed over from business and the realm of markets to government, and now crossed back again, I thought I might be in a position to shed some light on these two worlds and their interaction.

The growing feeling that I had something I wanted to say coincided with an approach from a journalist named Jacob Weisberg, who proposed that we work together on a book growing in part out of an article he had written in The New York Times Magazine. That story had at its core a discussion of my fundamental view that nothing in life is certain and that, consequently, all decisions are about probabilities. Talking to Jacob, I became intrigued by the idea of trying to convey to others how my approach to decision making and my view of life permeate all that I do.

After considerable discussion, we decided to collaborate on a book that would draw on my personal history—twenty-six years at Goldman Sachs; six and a half in the White House and Treasury; then four at the world’s largest financial institution, Citigroup—to express my views on questions of future importance to policy makers, investors, businesspeople, and all of us as citizens. As we began writing, debate continued to swirl around many of the same policy and political issues that had come to the fore during the Clinton years. For example: What are the merits of fiscal responsibility versus tax cuts as a core economic strategy for the future? Are globalization and market-based economics the right policy paths for the world economy? How can the international community best prevent or respond to the periodic financial crises that so far seem to be an inevitable feature of the advancement of developing nations? Central to all of these issues is the question of how markets behave, a matter also of interest to the average person investing in stocks.

Through narrative and reconsideration of my own experience as a decision maker, I hope to contribute to choices others will make in the future, individually and collectively. That is the primary purpose of this book. I’ll share some of the views I’ve formed through the course of a life in these two worlds—about the psychology of markets, how government functions in relation to the economy, and how to make decisions and work effectively within vast organizations on both sides of the divide.

The second purpose is to explain my method of decision making. A probabilistic approach is far from unusual and, at some level, merely describes what most people do, or think they are doing, when they describe weighing the pros and cons of an issue. But somehow or other, the discussion in Jacob’s New York Times Magazine piece resonated, and since then people in all kinds of circumstances have told me it affected them. Two years after its publication, I met a money manager on a tennis court who told me he had pinned the key section of the article on his office wall. Someone else I know told me that a manager of a baseball team had also posted that part of the article in his office. (I don’t know where that team finished in the standings.)

The best explanation I can offer for why this discussion drew the response it did is something Larry Summers once suggested when we were both at the Treasury Department: that while a great many people accept the concept of probabilistic decision making and even think of themselves as practitioners, very few have internalized the mind-set. For me, probabilistic thinking has long been a highly conscious process. I imagine the mind as a virtual legal pad, with the factors involved in a decision gathered, weighed, and totaled up. To describe probabilistic thinking this way does not, however, mean that it can be reduced to a mathematical formula, with the best decision jumping automatically off a legal pad. Sound decisions are based on identifying relevant variables and attaching probabilities to each of them. That’s an analytic process but also involves subjective judgments. The ultimate decision then reflects all of this input, but also instinct, experience, and “feel.”

This book also provides an opportunity for me to explore the thinking that underlies my approach to decision making and to life more generally. At the core of this outlook is the conviction that nothing can be proven to be certain. Modern science says this is so even in physics and chemistry, where the most familiar and fundamental precepts are based on assumptions about perception and reality that cannot be proven. That outlook runs like a thread throughout this book. It has, I suppose, been taking shape from my early college days in Professor Raphael Demos’s Philosophy I course at Harvard, to arguments with classmates in the Coke lounge at Yale Law School, to some of the discussions during four years of breakfast meetings with Larry Summers and Alan Greenspan while I was at Treasury.

And once you enter the realm of probabilities, nothing is ever simple again. A truly probabilistic view of life quickly leads to the recognition that almost all significant issues are enormously complex and demand that one delve into those complexities to identify the relevant considerations and the inevitable trade-offs. Some people I’ve encountered in various phases of my career seem more certain about everything than I am about anything. That kind of certainty isn’t just a personality trait I lack. It’s an attitude that seems to me to misunderstand the very nature of reality—its complexity and ambiguity—and thereby to provide a rather poor basis for working through decisions in a way that is likely to lead to the best results.

Although the fundamental purpose of this book is to help readers think more clearly about the future, it is grounded in narrative about the past. While this isn’t a history or an academic text, my recollections of issues, events, debates, and my own reactions to them may contribute something to the work of historians who study the Clinton years and other times I’ve lived through. Public service provided me with an unparalleled opportunity to apply my experience to issues that matter to vast numbers of people, here and around the world, and to see how our system of government operates by working at the intersection of policy, politics, and communication. Perhaps in relating my own experiences in government, and providing some sense of the great ability and commitment of so many of the political appointees and career public servants I worked with, this book will encourage young people to consider spending at least part of their careers in public service—for the good of the country and to enrich their own lives. More broadly, I would like to prompt readers to get more involved in our political system by supporting candidates, ideas, and causes they believe in.

For me, the opportunity to reflect back systematically has led to a refinement and a greater rigor in many of the views I hold. The ideas expressed here are mine, but on virtually every matter they have been strongly influenced by many others. I have been fortunate in all phases of my life—in my education, on Wall Street, and in government—to have had colleagues and friends who, through their insight, experience, intellectual power, and philosophical mind-set, contributed to my own understanding. Many of those people combine an ironic attitude toward human pretension, including their own, with a strong sense of purpose and commitment. That mixture of seriousness and irreverence, which especially marked my colleagues and my time at Treasury, is as good an attitude toward daily life as I know. You learn more by listening than by talking, and I’ve had the opportunity to listen to many who had much of great value to say. My hope is that the views I’ve developed through a lifetime of such interaction will be of use to others in dealing with the personal, professional, and policy challenges that lie ahead.



Robert E. Rubin

New York City

September 30, 2003

























At various points in this book, I relate comments from private conversations or meetings with fellow members of the Clinton administration, business colleagues, and other public figures. The people have graciously granted me permission to quote or paraphrase their remarks. But of course these are my own recollections and any inaccuracies they contain remain my responsibility alone.




CHAPTER ONE

The First Crisis of the Twenty-first Century

ON THE EVENING OF January 10, 1995, I stood on the Great Seal woven into the carpet of the Oval Office and swore to uphold the Constitution of the United States as Secretary of the Treasury. Confirmed earlier that day, I had been waiting all afternoon for the official document that would allow me to take the oath of office. Once the papers arrived from Capitol Hill, a small group of family, friends, and colleagues assembled at the White House for a hasty ceremony.

As soon as the formalities were over, I said good-bye to my wife, Judy, and our other guests and remained behind with President Bill Clinton, Treasury’s top international official, Larry Summers, and a few of Clinton’s senior advisers, for an emergency meeting about the financial crisis in Mexico.

I told the President that the Mexican government faced an imminent threat of default and that, in the hope of preventing it, we were recommending that he support a massive, potentially unpopular, and risky intervention: providing billions of dollars to the Mexican government to avoid a collapse in its currency and economy. Then I asked Larry to explain the situation in more detail. It took him ten minutes to spell out our essential analysis and recommendation, which we’d finished formulating in a meeting with Fed chairman Alan Greenspan hours earlier. If our government didn’t step in to help, and help quickly, the immediate and long-term consequences for Mexico could be severe. But the real reason for acting was that critical American interests were at stake.

The alternatives to the massive intervention we were recommending were not promising. If Mexico defaulted on its foreign obligations, Larry and I went on to explain, the flow of capital out of Mexico would probably accelerate and the peso would collapse, likely triggering severe inflation, a deep and prolonged recession, and massive unemployment. And that would surely have a substantial impact on the United States. Mexico was our third-largest trading partner, which meant that many American companies and workers would be hurt. We presented estimates that a Mexican default could increase illegal immigration by 30 percent, a half-million additional refugees a year. The flow of illegal drugs could intensify as well.

A crisis in Mexico might also hurt us indirectly, by affecting other countries. Fears of a Mexican default were already producing wobbles in developing markets throughout the hemisphere, a phenomenon that came to be known as the “Tequila Effect.” Such a chain reaction could lead investors to pull back from emerging markets around the world indiscriminately. That, in turn, could affect economic conditions in the United States—since roughly 40 percent of our exports went to developing countries. According to an estimate made by the Federal Reserve Board, a Mexican default and the consequent “contagion” that was possible could, in a worst-case scenario, reduce growth in the United States by ½ to 1 percent a year. We weren’t proposing intervention for the sake of Mexico, despite our special relationship, but to protect ourselves. That was our case for asking Congress to provide billions of dollars in loan guarantees, as part of a package to be coordinated with the International Monetary Fund (IMF).

As Treasury Secretary, I avoided using words such as “panic” and “meltdown,” preferring less vivid terms such as “contagion” and “loss of confidence.” I’d learned while working in the White House as director of the National Economic Council (NEC) that the words public officials use can make an enormous difference, and that was even truer at the Treasury. I had to describe what was happening in Mexico accurately without being inflammatory. A meltdown, though, is precisely what we were worried about—and not only because of its effect on current economic conditions. With the implementation of the North American Free Trade Agreement (NAFTA), Mexico was hailed as a role model for developing countries pursuing economic reform. The public failure of that model could deal an enormous setback to the spread of market-based economic reforms and globalization.

But there were arguments against intervention as well, which we also laid out for the President. I emphasized that, for a variety of reasons, our rescue package simply might not work. What’s more, intervention would almost surely be criticized as “bailing out” wealthy American and European investors who had speculated on developing markets. Putting public funds on the line was likely to be massively unpopular and politically risky. Leon Panetta, the White House chief of staff, was even more blunt in warning Clinton about the downside risk. Leon favored intervention, but he told Clinton that a failed rescue effort could cost him the election in 1996.

When we finished our presentation, the room was heavy with a collective sense of how big a problem this had rapidly become. Larry had tossed out a figure of $25 billion as the amount of U.S. assistance that might be necessary. George Stephanopoulos, a senior adviser to the President, said that surely we meant $25 million. No, Larry said, we meant “billion with a B.” That was more than the annual budget of the Department of Justice, enough to buy a fleet of B-2 “Stealth” bombers.

Sitting on a sofa in the Oval Office during my first hour on the job, I was answering questions from the President that I had been asking others only a couple of weeks before. Larry had phoned me in December, while I was on vacation in the Virgin Islands, to bring me up to speed on the unfolding Mexican situation. I didn’t know much about Mexico’s economic problems, and I didn’t understand why a peso devaluation was urgent enough to interfere with fishing. I assumed that Mexico was one of a large number of countries with similar problems and that Larry, a consummate professional in the field of international economics, would take care of whatever needed to be done. But I intended to be a hands-on Secretary, and I liked that Larry was including me, even though I was still in the netherworld of being designated but not yet confirmed as Treasury Secretary.

It didn’t occur to me that day that Mexico’s problems would shortly blossom into a full-blown economic crisis that embodied the heightened risks of a more global economy. In retrospect, the Mexican episode also offers much insight into the Clinton presidency. The Bill Clinton I watched come to the aid of Mexico was one the public too seldom saw. His seriousness of purpose, his depth of substantive understanding, and his keen intellectual quest for the right decision on Mexico are a continuing reminder to me of the way in which he remains, in important respects, a misunderstood figure. At a broader level, the dilemma Clinton faced with Mexico suggests to me that our politics may not be well suited to coping with the new risks of the global economy.

   

GETTING MY ARMS AROUND a problem like the Mexican crisis meant thinking about it as systematically and dispassionately as possible. The situation, as I rapidly came to understand following my preconfirmation conversation with Larry, was this: After the outgoing Salinas government had spent over $15 billion in a futile attempt to prop up the peso at the fixed rate of around 3 pesos per U.S. dollar, the newly installed government of Ernesto Zedillo had, in late December 1994, surrendered to overwhelming pressure in foreign exchange markets and allowed the Mexican currency to float freely. With only around $6 billion of its foreign exchange reserves left and far more than that in short-term debts coming due, Mexico had little choice. But with the government no longer providing support, the peso fell rapidly to around 5 pesos to the dollar. As the Mexican currency continued to slide, doubts grew about whether the government would be able to repay its debt, much of it very short term and linked to the dollar. Fearing a possible government default, investors were selling Mexican bonds, as well as the peso. In sum, Mexican authorities had lost control of their country’s finances.

All of us working on the problem agreed that Mexico, now essentially cut off from private lenders, almost surely could not solve the crisis through its own policies alone. The Mexican government’s bond auctions were attracting few bidders, even at dollar interest rates approaching 20 percent. In the short term, the private sector was very unlikely to produce loans on the scale needed to prevent default.

Nor, with requirements this large, could the international financial institutions—the IMF and World Bank—arrange a rescue on their own, as they had in many other cases. Michel Camdessus, the French managing director of the IMF, was unknown to most Americans despite his tremendous influence. Skillful and audacious, Camdessus was prepared to weather the anger of his organization’s European shareholders to make a stabilization loan to Mexico of unprecedented size. But the sums needed exceeded the IMF’s available capability. The only realistic chance of avoiding disaster was help from the United States. The questions for me then became the possible consequences of financial chaos and default in Mexico, the danger of the program failing, and the possible costs of that failure.

What has guided my career in both business and government is my fundamental view that nothing is provably certain. One corollary of this view is probabilistic decision making. Probabilistic thinking isn’t just an intellectual construct for me, but a habit and a discipline deeply rooted in my psyche. I first developed this intellectual construct in the skeptical environment of Harvard College in the late 1950s, in part because of a yearlong course that almost led me to major in philosophy. I started to employ probabilistic decision making in practice at Goldman Sachs, where I spent my career before entering government. As an arbitrage trader, I’d learned that as good as an investment prospect might look, nothing was ever a sure thing. Success came by evaluating all the information available to try to judge the odds of various outcomes and the possible gains or losses associated with each. My life on Wall Street was based on probabilistic decisions I made on a daily basis.

This was the background I brought to the question of whether we should intervene in Mexico. With an enormous number of competing considerations, the key to reaching the best possible decision was identifying all of them and deciding what odds and import to attach to each—probabilistic decision making at work. Doing that also meant recognizing that our knowledge would never be as complete or perfect as I—or the rest of the team at Treasury—would like. Moreover, even with the most systematic and thorough work, a decision, though informed by the facts and analysis, would never emerge automatically from the yellow pad on which I scribbled notes. The final component of decision making was the intangible of judgment. The process of decision making that we evolved in the Mexican crisis—and that I would use over and over again in my time at Treasury—was familiar to me from my life in the private sector. But the range of considerations was much broader. For example, we had to think about the damage that a failed intervention could do to America’s credibility. If we attempted to help Mexico and did not succeed, our backing would be a less useful tool in some future crisis.

Success had dangers as well. Even if our efforts helped stabilize Mexico, we might create a problem of what is known as “moral hazard.” Investors, after being insulated from the consequences of risk in Mexico, might pay insufficient attention to similar risks the next time, or operate on the expectation of official intervention. In Mexico, investors had become complacent, following a herd mentality in buying short-term dollar-linked bonds throughout 1994 without paying sufficient attention to the danger that the central bank’s currency reserves might not be sufficient to maintain their promised convertibility into dollars. We worried that our program to prevent Mexico’s failure might encourage investors to make similar mistakes again in the future.

It was my good fortune to be able to think through these issues with Alan Greenspan and Larry Summers. In our backgrounds, our professional training, and our temperaments, the three of us were alike and very different. Alan is a conservative free-marketeer and an economist grounded in both macro policy and an acute empirical understanding of the American economy. Before entering government, he had his own private-sector consulting firm and traded actively for his own account. He is a precise man with an exceedingly good and understated wit. Larry, whose parents are both Ph.D. economists and who has two uncles who won Nobel Prizes in economics, was one of the youngest professors ever to receive tenure at Harvard. He is a forceful, self-assured theoretical economist with a good feel for the practical, both in politics and in markets. I had a pretty good conceptual understanding of economics, had spent a career in trading operations and management on Wall Street, and had been involved in Democratic politics. People who know me are familiar with my distrust of definitive answers and my habit of asking questions. While our personalities differed, they meshed—perhaps because our analytical approaches to a problem like Mexico proved highly compatible. Equally important was the spirit in which we worked. Though none of us is without ego, there was a remarkable lack of it in our meetings. Each of us tried to work with the others to find the best answer, not to show off his intellect or defend preconceived notions. Another crucial component of our relationship was the mutual trust we developed. For four and a half years, Alan, Larry, and I had breakfast or lunch at least once a week, along with many other meetings and discussions. After I resigned in 1999, Larry and Alan continued the tradition. To the best of my knowledge, nothing any of us said in any of those private meetings ever leaked out. (For this book, they gave me permission to refer to these conversations.)

I had seen Greenspan periodically during my time at the White House but hadn’t known him very well before I became Treasury Secretary. When we were both thrown into the peso crisis, we got to know each other rather quickly. I was deeply impressed with the way he thought about the problem. Alan, who believes strongly in the discipline of markets, was very focused on the issue of moral hazard. This was why he had opposed the government rescue of the Chrysler Corporation in 1979. But, despite his opposition to the idea of government intervention in markets, Alan weighed the moral hazard against the risk of having Mexico go into default. He was a pragmatist, trying to find the best way to balance competing considerations.

   

ALAN, LARRY, AND I AGREED about what had caused the crisis. Mexico, despite reforms in many areas, had made a serious policy mistake by borrowing too much in good times, leaving it vulnerable when sentiment shifted. And when markets began to lose confidence, the government put off facing reality for as long as possible. It borrowed still more, at shorter and shorter terms, issuing dollar-linked debt and spending its limited dollar reserves on holding up the peso, which had an exchange rate fixed to the U.S. dollar. At the same time, creditors and investors—both Mexican and foreign—were paying little attention to the buildup of economic imbalances. Their continued financing allowed the problem to become almost unmanageable when the crunch finally came.

The trouble really began in the early 1990s, when Mexico’s current account deficit—basically the trade deficit plus net interest payments and some similar items—began expanding rapidly. To cover this gap, the country needed dollars, which it attracted by issuing government bonds. At first, it sold peso-denominated assets. But later, as investors became less willing to take on the exchange rate risk, the government started issuing large quantities of Tesobonos, short-term obligations whose value was linked to the U.S. dollar. For a while, these bonds proved attractive to Mexicans and foreign investors. But Mexico’s large current account deficit combined with a fixed exchange rate was not sustainable indefinitely. To make matters worse, Mexico’s banking system was weak and under strain.

Underlying imbalances like Mexico’s are the real cause of resulting crises, but often some event that might otherwise not have created trouble serves as a trigger. In this case, a violent insurgency in the Chiapas region at the beginning of 1994 and the assassinations of two leading Mexican politicians created a deep sense of alarm in financial markets. Mexican bonds began to look much riskier and started to trade at steep discounts. Domestic and foreign investors became less willing to keep money in Mexico. The central bank had to sell more and more of its foreign exchange reserves as it struggled to meet the demand for dollars while holding the exchange rate unchanged. At the same time, the Mexican government found it more and more difficult to roll over its debt, despite offering higher and higher interest rates.

As so often happens in financial markets, these negative effects became self-reinforcing. As investors feared that the exchange rate might fall, they moved into dollars and drove the government’s reserves down still further. This in turn made a peso decline more likely and exacerbated fears of a government default. The promise to repay Tesobonos with however many pesos were required to keep investors whole in dollar terms came to look less and less credible. With the foreign exchange reserves running out, the authorities made a last-ditch attempt to save the fixed-exchange-rate system with a partial devaluation, but that didn’t stem the tide. Domestic capital continued to flee, foreign market confidence plunged, and the government was forced to let the exchange rate float freely. Market attention shifted to the huge quantities of Tesobonos coming due in the weeks and months ahead. The demand for new bonds had dried up. So the government would have had to flood the market with pesos to pay off the maturing Tesobonos—which would send the exchange rate down further.

The Mexican crisis is usually viewed as a failure of Mexican policy. But it was, crucially, also a failure of discipline on the part of creditors and investors—a point about crises that would become very important a few years later, when we faced the return of the same kinds of problems elsewhere and on an even larger scale. Lured by the prospect of high returns, investors and creditors hadn’t given sufficient consideration to the risks involved in lending to Mexico. Once investors became nervous, however, their reaction was swift and unforgiving. Mexico promptly lost access to international capital markets and couldn’t refinance the short-term Tesobonos. Most observers believed that in the long run Mexico would be able to repay its debts. But in the short run, with less than $6 billion left in foreign currency reserves and almost $30 billion in dollar-indexed bonds coming due in 1995—$10 billion in the first three months—Mexican and foreign investors wanted out. For better or for worse, there’s no international law enabling countries to reorganize their debts in bankruptcy court. Thus, our declining to intervene would likely have led to the default of a country that mattered to us in many ways.

Mexico is a good example of a situation—often encountered by policy makers as well as by those in the private sector—in which all decisions had the potential for serious adverse consequences and the key was to find the least bad option. In this case, the dangers of not acting were severe economic duress in Mexico, a contagious decline in emerging markets, and a setback to American growth and prosperity. The risk of acting was failure—potentially endangering repayment of billions of dollars of taxpayer money—or, if we succeeded, moral hazard. Alan, Larry, and I all opposed making the holders of Tesobonos whole. But we concluded—I think rightly—that Mexico couldn’t be rescued without the side effect of helping some investors.

We also worried that the Mexican crisis could affect the global movement toward trade and capital market liberalization and market-based economic reforms. NAFTA had just gone into effect on January 1, 1994. If Mexico went into default a year later, in part for failure to properly manage the influx of foreign capital, the case for further reform might be set back in the United States and abroad. Larry, who had served as chief economist at the World Bank before joining the Clinton administration, was especially concerned with this problem. “Letting Mexico go,” he argued, would send a discouraging signal to other developing nations—such as Russia, China, Poland, Brazil, and South Africa—that had been moving forward with market-oriented reforms. Though we took turns playing devil’s advocate, Larry, Alan, and I all came to a rough consensus in the days before my swearing in. All of us came to think that the risks of not acting were far worse than the risks of acting. Alan captured all of our views when he called a support program the “least worst” option.

On the afternoon of January 10, the three of us, joined by a number of others, including my successor at the NEC, Laura D’Andrea Tyson, had our last meeting to confirm our recommendation to the President while waiting for my confirmation papers to arrive. Larry and I shared Alan’s view that we should put up a substantial amount of money, significantly more than we thought would be needed. In this, we were employing a corollary to Colin Powell’s doctrine of military intervention. The Powell Doctrine, which became well known during the Persian Gulf War, says that the United States should intervene only when American interests are at stake and that intervention must be with an overwhelming level of force.

Of course, no one could say with certainty how much force would be needed to overwhelm the problem in Mexico. One benchmark was the total value of the outstanding Tesobonos, which at that point was about $30 billion. Even that might not be enough, taking into account other government debt, the external debt of Mexican banks, and the potential for “capital flight” as domestic holders of pesos converted them into dollars. Knowing the IMF would also put up a significant amount of money, we proposed $25 billion in U.S. loan guarantees—which had the same financial risk to our government as loans but with some technical advantages.

No “right answer” or formula can exist for how much money is enough in such circumstances, because restoring confidence is a psychological matter that varies from case to case. In this instance, Tesobonos were on the minds of market participants and we decided to make available more than we thought Mexico would actually need. Like a big military arsenal, a large financial one can make a considerable psychological difference to the markets. If investors believe that a government has sufficient resources to right itself and that reforms are in place to deal with the underlying problems, the outflow should stop.

   

WHEN WE GOT THE MESSAGE that my confirmation papers had arrived, Larry and I bundled up our notes and hurried over to the White House. We could not have been bringing the President a more difficult decision at a worse time. Only nine weeks before, he had been dealt a severe political blow—the Democrats had lost both houses of Congress for the first time in forty years. Newt Gingrich and his Contract with America were gracing every magazine cover, and President Clinton was fighting to reestablish himself politically. And here we were, coming into his office on January 10 asking him to make what was likely to be an unpopular and politically risky decision—which also had a real risk of not succeeding—based only on the policy merits.

As usual, it didn’t take Bill Clinton long to grasp the situation. He had a few questions for Larry and me. Is there a real risk of cataclysmic consequences if we don’t do this? Clinton asked. We said yes. Second, the President wanted to know whether there was a good chance our program could prevent those consequences. While there was no guarantee of success, I repeated, the chances were good. Finally, the President asked how much money we could lose if the rescue didn’t work. Larry explained that the loan guarantees would be offered in increments of about $3 billion at a time. If the medicine didn’t seem to be helping, we should be able to stop our losses short of the full $25 billion.

Once he heard our analysis and the seriousness of the situation, Clinton responded without hesitation that he would have to live with the political hazards. “This is what the American people sent us here to do,” he said. I also remember the President saying that he wouldn’t be able to sleep at night if he didn’t come to Mexico’s aid. Often, when I’ve heard criticism of Bill Clinton as indecisive or driven by politics rather than policy, I’ve remembered and cited that night as a response. He gained nothing politically by helping Mexico and risked much at a time when his political capital had already been greatly diminished.

When our discussion was done, Clinton walked over to his desk, picked up the phone, and asked to be connected to the congressional leaders of both parties. Within a couple of hours, Senators Bob Dole (R-KS) and Tom Daschle (D-SD) and Representatives Newt Gingrich (R-GA) and Richard Gephardt (D-MO) all promised to back his emergency request for the loan guarantees. Larry and I went to see them all on Capitol Hill the next day, to solidify their support. At the outset, even Alfonse D’Amato (R-NY), the new chairman of the Senate Banking Committee, who had been investigating Clinton relentlessly over Whitewater, was supportive. D’Amato said we ought to put up more than $25 billion, so that the financial markets wouldn’t think they could “overpower” us. With that encouragement, we increased our proposal to $40 billion. A critical component of the proposal also required Mexico to commit to various economic reforms and to pledge its oil export earnings to assure repayment.

Despite this support from the congressional leadership, the reaction when Alan and I went to Capitol Hill to explain the plan was overwhelmingly negative. Meeting with more than a hundred legislators from both parties on January 13, we got our first taste of just how difficult getting Congress to act was going to be. Several members asked for a promise not to put U.S. tax dollars at risk. Some questions were very sensible but hard to answer. Senator Joseph Lieberman (D-CT) pressed us on why the Japanese and Europeans weren’t sharing the risk with us. I responded that our allies were making their contribution through the IMF. A less diplomatic response would have been that I believed our allies should have also contributed bilaterally, because a crisis in Mexico and possible contagion would have affected them as well. But they weren’t going to, perhaps in part because they considered Mexico our problem but also because they didn’t share our judgment about the global danger a Mexican collapse would create. In any event, none of this changed the fundamental point: acting was in our interest. Afterward, Larry and I went on a full-scale media and political blitz to press our case. Among the calls I made was to the governor-elect of Texas, George W. Bush, who offered his support for our effort. Like many border-state politicians, Bush instinctively grasped what was at stake and became a strong public supporter of our aims and efforts.

I’m still not sure I fully understand the depth of the negative reaction to our package in Congress. At one level, congressional opinion simply mirrored public opinion. Xenophobia may have explained some of this opposition, but many people just didn’t see any need to risk our tax dollars on this effort. Perhaps we could have done a better job of making the case. But the situation was probably too novel and too complicated to be assimilated quickly. In 1995, the notion that a poor country’s macroeconomic miscalculations could affect the largest economy in the world simply didn’t register with a lot of people. A few years later, when the Asia crisis took hold, it still didn’t. For most Americans, the global economy remains an abstraction, with little meaning in their daily lives.

The opposition we encountered in Congress also seemed to reflect entanglement with other issues. Many Democratic legislators had bucked their supporters in organized labor to vote for NAFTA. Now the opponents of NAFTA were taunting them—look, we told you so. On the Republican side, some of the new group of highly energized freshmen were eager to fight the President and skeptical of international engagement. Why help a country that sends us narcotics and illegal immigrants, especially when that help would benefit Wall Street at the same time? I tried—with little success—to explain that our purpose was not Mexico’s or Wall Street’s well-being but America’s. A Mexican default would exacerbate the very problems they were concerned about. But my arguments made little headway.

Some members of both the House and Senate—such as Senators Chris Dodd (D-CT), Paul Sarbanes (D-MD), and Robert Bennett (R-UT)—understood the issues and worked to help us at many critical junctures. But most members willing to support the package wanted conditions that were either politically impractical or not germane to reestablishing stability, or that simply couldn’t be worked out with Mexico as part of this program. For example, some Democrats insisted on new labor standards to protect Mexican workers. Jim Leach (R-IA), the conciliatory and internationalist-minded Republican chairman of the House Banking Committee who supported our proposal, was willing to accept some Democratic demands as the price of passage. But that incensed Leach’s colleagues, who didn’t see why Democrats should be calling the shots now that Republicans ran Congress. Some of them said they wouldn’t support any rescue package with labor standards. This messy conflict provided a foretaste of future battles over globalization, including trade liberalization. The constituency for free trade wasn’t large to begin with—but if we were going to have it, everyone wanted his particular interests protected.

As the negative reaction mounted, congressional leaders who had agreed to support us at the outset seemed to grow more wary. They weren’t persuading skeptical colleagues and appeared to be reducing their efforts to do so. Even some of our committed backers seemed worried about looking too enthusiastic. One prominent supporter kept sending us letters raising “concerns” about our proposal. I later realized that this was a paper trail qualifying his endorsement that he could point to if we failed. But for Greenspan’s credibility, the reaction from the GOP would have been even more negative.

One legislator who did grasp the full dimension of the problem was the new Speaker of the House, Newt Gingrich. Gingrich was concerned enough about populist opposition to the rescue that he asked Alan to phone Rush Limbaugh on his behalf, which Alan did. When Larry and I went up to Capitol Hill to meet with him the first time, Gingrich really seemed to get it. Toward the end of our meeting, he described Mexico as “the first crisis of the twenty-first century.”

GINGRICH MAY NOT HAVE BEEN the first to use such a phrase—the IMF’s Michel Camdessus described the crisis using the same words—but he effectively captured the reality we faced. Many elements of the Mexican crisis had been present in previous events, such as the Latin American debt crisis of 1982. Then, as in 1995, the Mexican government essentially ran out of foreign reserves. In 1982, Mexico’s default triggered an economic decline that spread throughout much of Latin America and beyond. Banks that had lent heavily to developing countries in the preceding years pulled back dramatically, pushing one country after another into default. We did not want Mexico’s difficulties this time around to precipitate another global debt crisis. But the world had changed over the preceding dozen years in ways that made this crisis very different and, in some respects, even more dangerous and difficult to contain. The international financial system had grown in scale, complexity, and velocity, so that the developed and developing worlds were now tied together as never before. Simply put, the potential for financial contagion across developing countries seemed considerably greater, and their economic health affected ours in more complex ways.

The most obvious change was the growth of international trade with developing countries. Many people don’t realize that these countries purchase 40 percent of our exports. As a result, millions of American jobs now depend on the ability of consumers in the developing world to buy what we produce. Capital flows have increased even more dramatically. It’s no longer just banks but investment banks, endowments, pension funds, mutual funds, and, through them, retail investors who have assets in the developing world. In the twelve years from 1982 to 1994, private capital flows to emerging markets had increased more than six times, from $24 billion to $148 billion. I had been at Goldman Sachs during the earlier crisis in 1982 and it had barely registered with me. The 1995 Mexican crisis was a high-profile event throughout the financial system.

By 1995, global finance had become immensely more complex than in 1982, as emerging-market debt shifted from banks to widely held securities. The 1980s debt crisis took considerable arm-twisting by the United States and other governments to make commercial banks renegotiate their bad loans to Mexico and other debtors. But that was in many ways a large-scale version of a “workout” session that banks hold all the time with troubled borrowers. With Mexico in 1995, some people proposed that we again “coordinate the banks,” but the banks were now far from the only creditors. In place of bank loans, a vast variety of debt instruments and derivatives had been devised in the intervening years. Mexican debt was diffused, with bearer bonds—which are not registered in the name of the owner, thus making the owners difficult to identify—held privately by various institutional and individual investors all over the world. In addition, portfolio investors held stock in Mexican companies, which few had in the early 1980s.

With many participants in the financial system, including the big investment banks, holding an array of emerging-market securities, a financial crisis in Mexico could spread much more widely and less predictably, creating a potentially powerful ripple effect. People facing large trading losses in one emerging market might suddenly decide that other emerging markets seemed more risky and liquidate positions in all their securities, even if the countries were apparently unrelated, such as, for example, Mexico and Poland. Firms might also have to raise capital to cover the initial losses, forcing the sale of other positions. Massive downward pressure could develop in other developing markets and even create pressure in industrial-country markets.

A final change was the extraordinary acceleration of market reactions. Throughout most of the 1980s, emerging-market sovereign debt had been illiquid, changing hands only in privately negotiated transactions with large point spreads. In 1995, highly liquid capital moved at the speed of light through fiber-optic cables. Traders had an array of terminals on their desks, with complete information about all prices at all times. Orders could be executed at any hour. The result was that developments in markets in one place could have instantaneous effects in any other place, and crises could spread much more rapidly.

The combination of these factors made the Mexican crisis different in kind from anything anyone had experienced before and made Gingrich’s phrase memorable. Almost as soon as the crisis broke, I began picking up reports that the loss of confidence was affecting markets as far from Mexico City as Warsaw and Bangkok. There was no rational economic tie between Mexico’s liquidity crisis and the Eastern European financial markets. But the psychology of markets is that investors who are far too complacent one day may quickly change and become a stampeding herd the next. In a world of instantaneous reactions, the tendency to react rather than to think is not necessarily irrational. In the race to an exit that not all will fit through, speed can be lifesaving.

In describing what was happening, I found myself trapped in a kind of Catch-22. On the one hand, I needed to underscore the dangers in order to motivate reluctant legislators—and the public—to support our rescue package. On the other hand, frank talk about what might happen could provoke the very reaction we most wanted to avoid. Explicitly raising our worst fears about global contagion could create a self-fulfilling prophecy. Some people at the time pointed out that I lacked the experience of my predecessor, Lloyd Bentsen, in dealing with Congress. That was true but not my real problem. My real problem was relinquishing our strongest tool: fear. The only way to navigate the twin hazards of complacency and panic was by choosing my words very, very carefully, softening concerns and using calculated ambiguity.

When Alan Greenspan, Secretary of State Warren Christopher, and I testified before the House Banking Committee on January 25, the hostility was typical of the whole process. I had to answer charges that our proposal was a bailout for Wall Street and big investment banks disguised as help for a neighbor. Bernie Sanders (I-VT) said I should “go back to your Wall Street friends, tell them to take the risk and not ask the American taxpayers.” I tried to explain that I wouldn’t spend a nickel of taxpayer money for the sake of rescuing investors. Again and again, I returned to my arguments that our proposal to help Mexico was driven by our national interest. These numbers are always hard to calculate, but we made a rough judgment about the potential costs of a prolonged Mexican crisis to the United States—700,000 jobs affected, a 30 percent increase in illegal immigration, and so on.

Ross Perot, who testified to the Senate the following week and danced on what he took to be NAFTA’s tomb, received a much warmer reception. And Senate Banking Committee chair D’Amato had gone from supportive to antagonistic. It was around this time that Pat Griffin, the White House’s highly capable liaison with Congress, expressed annoyance with me at a meeting in the chief of staff’s office for putting the President in a box. He felt that the decision to help Mexico had been made without adequate focus on the political risks and had left Clinton in an untenable position. I answered that the President had understood the political risk and decided to take it. As markets began to recognize the extent of congressional opposition to our proposal, they weakened further, not only in Mexico but also in Argentina, Brazil, and other emerging-market countries that tended to move in sympathy. And again, emerging-market countries as far away as Asia and Eastern Europe were affected.

In my office at Treasury, we embarked on a constant process of analysis and discussion. Included in our regular meetings was a group of officials who would become the core Mexican team: Jeff Shafer, David Lipton, and Tim Geithner, as well as my chief of staff, Sylvia Mathews, and Dan Zelikow, who became head of our Mexico task force. I got in the habit of referring to this group as “we” and “us” because in most cases our decisions were reached together after long days and nights of vigorous exchange of views. The Fed’s top international official, Ted Truman, often joined us, as did Greenspan at important moments. Treasury and Fed officials were in turn consulting closely with top IMF officials, especially Michel Camdessus and his highly respected deputy, Stanley Fischer, a former chairman of the Economics Department at MIT.

Our Treasury meetings were characterized by searching questioning and debate, all for the sake of the fullest possible exploration of alternatives. This was a discussion, rather unusual for Washington, in which rank hardly mattered. A thirty-four-year-old deputy assistant secretary and the Treasury Secretary both felt fully entitled to express their views. That informality reflected my experience both on Wall Street and inside the White House about what kind of discussions tended to be the most illuminating and productive. So if someone, particularly someone junior, who was often closest to an issue, seemed to be holding back, I tried to draw out his or her view. What mattered to me was the merit of the argument, not the title of the person who made it.

Meetings produced the best results if those who disagreed with the accepted view were encouraged to speak out. So if a meeting seemed to be moving toward a consensus, I would make a point of soliciting dissenting views. Disagreeing with me was socially approved rather than discouraged. If no one disagreed, I would encourage someone to play the role of devil’s advocate. I might say, “This is where we’re heading, but we need to know the contrary view so we can consider it.” And I, or someone else, would take up the other side. Just as important as the freedom to disagree, I think, was that this group of high-powered intellects in large measure avoided investing their egos in their arguments. It was a common search for the best answer in the midst of a worsening crisis.

As congressional opposition solidified, our group naturally began to consider alternatives. One possibility was acting unilaterally, without a vote by Congress, by drawing from the Exchange Stabilization Fund (ESF), the pot of money that the Treasury uses for currency interventions. Congress created the ESF at the time of America’s departure from the gold standard in 1934 to allow the Treasury to stabilize exchange rates. At that time, no one envisioned a crisis like Mexico’s, but in our view responding to the Mexican crisis fit within the purpose of the ESF. The fund had about $35 billion and, as Treasury Secretary, I had considerable discretion over when and whether to use it, subject to the President’s approval.

Senator Bob Bennett—who supported us throughout this crisis—had suggested the ESF early on, but we had initially decided not to use it in part because we thought Congress should be involved in a decision of this magnitude for the country. However, as Congress clearly showed no disposition to endorse our decision, we belatedly focused on the ESF as a potential alternative. Some in Treasury captured one problem in this approach with the phrase that the ESF was “a weapon you could use only once.” Our concern was that members of Congress might be so outraged by unilateral action that they might legally disarm us from using the ESF again. But with the package we called “Mexico I” struggling in Congress, the option of tapping the ESF gained force.

As this discussion continued at Treasury, I was in frequent contact with my Mexican counterpart, Guillermo Ortiz, who had been brought in after the managed devaluation had failed in December. I had gotten to know Ortiz a bit in the late 1980s, when, as an official at the Hacienda, as the Mexican Finance Ministry is known, he had handled bank privatizations. Like many of Mexico’s senior economic officials, he was a highly capable economist, with a Ph.D. from Stanford University. A thin, serious fellow with a taut demeanor, he looked even thinner and more serious than I remembered when he visited the Treasury as the newly installed Mexican finance minister. Ortiz was not given to overstatement or self-dramatization, so when he told me on January 28 that despite the formal announcement of a $7.8 billion IMF program two days earlier, the situation was worsening, I took him very seriously. More than a billion dollars’ worth of Tesobonos were coming due the following week, and the Bank of Mexico’s currency reserves were running out. That meant default was getting very close.

Tony Lake, the President’s national security advisor, had deputized Sandy Berger, his number two, to take the lead for the National Security Council (NSC) on dealing with Mexico. That evening, Sandy, Leon Panetta, and I met in Leon’s office in the West Wing. After some discussion, we decided to press ahead with our effort to rally congressional support, setting a deadline of Monday, the thirtieth. On Sunday, when he got back from church services, Clinton again made calls to leaders in both parties. We still thought we might be able to convince Congress to act.

I woke up on Monday with a sense of deep concern. As I had feared, the Mexican markets began to sell off sharply, with the peso dropping almost 10 percent to more than 6 pesos per dollar, its lowest level yet. We had originally assumed that Mexico could remain solvent at least through February. But despite the assumption many people make that government has better information than the private sector, the opposite is often true. Mexico informed us that its reserves had fallen to around $2 billion on the same day the International Herald Tribune reported it. That could have meant a generalized financial collapse within days in Mexico.

That evening, Sandy, Leon, Larry, and I again gathered in Leon’s office. As we considered our options, Gingrich phoned from Capitol Hill with bad news. The best-case scenario, in his opinion, was that congressional passage would take another two weeks. A few minutes later, Guillermo Ortiz called from the Hacienda and spoke to Leon. He delivered a message we already understood: The Mexicans were out of rope; we were the only hope. At about 11:00 X, the President, just back from a fund-raising dinner, joined us in Leon’s office. As the meeting had stretched into the evening, someone had sent out for Domino’s Pizza. The President, still in his tuxedo, gazed longingly at the grease-spotted pizza boxes. The Secret Service didn’t like him to eat food brought in from the outside. The rest of us took our chances.

Once again, Larry and I presented the possible consequences of a Mexican default to the President. We proposed abandoning the effort to get loan guarantees through Congress and instead tapping the Exchange Stabilization Fund for loans. Partly because the ESF had only about $35 billion and needed a cushion for other possible needs, and partly because the IMF was willing to increase its contribution, we lowered our U.S. proposal to $20 billion. Michel Camdessus, in a moment of daring unusual even for him, had promised to find or provide another $10 billion on top of the $7.8 billion the IMF had previously committed. That brought the total amount available, including a bit more from other sources such as Canada, to just under $40 billion. Sometimes the press referred to our proposal as a $50 billion package, but we avoided using that number because it included other short-term contributions from the Bank for International Settlements that Mexico couldn’t practically use to pay off Tesobono holders or finance imports.

The essential goal remained the same: to allow Mexico to restructure its debt from short term to long term and to implement reforms in order to reestablish financial stability and regain access to private capital. By acting on the basis of executive authority, we would avoid the problem of satisfying the immense range and number of conditions proposed in Congress. However, as under the previous proposal, Mexico would have to agree to significant policy reforms negotiated with us and with the IMF, including stronger fiscal and monetary policy, important structural measures, and fuller and timelier reporting about its financial condition. The Bank of Mexico would also be required to pay significant interest on the loans and to make revenues from oil sales available to the United States in the event of nonpayment.

This time we were even more specific with the President about the political risk. A poll published in the Los Angeles Times a few days before had showed that the American public overwhelmingly opposed our efforts to help Mexico, by a margin of 79 to 18 percent. I cited these numbers. And I stressed, once again, that the plan might not work. No precedent existed for action of this kind on this scale, and none of us could predict with substantial confidence what would happen. All the choices were bad. But the alternative to intervention remained much worse.

Despite the way opposition had solidified, Clinton’s hesitation was no greater than the first time we had gone to him, three weeks earlier. “Look, this is something we have to do,” he said. Once again I was deeply impressed not only by his willingness to take on a big political risk but by how relaxed he seemed about doing so. Leon Panetta also made the point later that Clinton seemed to welcome being able to do something difficult and important for the country on his own.

After the meeting, I went back to my Treasury office and called Alan to relate the President’s decision, which Clinton discussed with the four congressional leaders at the White House early the next morning. Because the decision was made when it was the middle of the night in Europe, we didn’t have time to consult most of our Group of Seven (G-7) allies in advance of announcing our new proposal. The next day, they were furious at Camdessus for offering another $10 billion without consulting them, and very upset with us too. Six countries were angry enough to abstain from the official IMF vote of approval. When German Chancellor Helmut Kohl met with President Clinton a few days later, he said the G-7 finance ministers were all irritated with me and that I should send them each a bottle of whiskey as a peace offering. I didn’t send any whiskey, but Larry and I did try to make amends for the lack of consultation, both over the phone and when we met our G-7 colleagues at a meeting in Toronto a week later. Relations were repaired, and all eventually endorsed the IMF program.

For me, it was the first of many experiences of dealing with the ambivalence of our allies about U.S. leadership and the difficulties of exerting that leadership effectively with sovereign states that have agendas and political needs of their own. The lesson I took from that episode was the great importance of working with other countries to build support for what we thought was the right path on international policy. Thereafter, we spent considerable time and effort consulting with our counterparts around the world, especially through a process that brought Larry together with the deputies of the other key finance ministries.

   

THE PESO and the Mexican stock market, the Bolsa, climbed 10 percent following our announcement of “Mexico II” on January 31. Markets in Brazil and Argentina moved in sympathy. But the respite didn’t last long. As we’d feared, some in Congress were furious that we’d made what amounted to the largest nonmilitary international commitment by the U.S. government since the Marshall Plan without their consent. And Mexican markets, realizing that Congress might not allow us to proceed, soon resumed their decline.

When I went up to Capitol Hill to testify before the House Banking Committee a week later, members of both parties blew off steam. Representative Maxine Waters (D-CA) asked whether the bondholders who would be made whole were my “Wall Street buddies.” Beyond the hearing room, the reaction was even harsher. A group of Republican freshmen in the House tried to find a way to forbid us from extending loan guarantees without congressional approval. Although Gingrich was still personally supportive, he clearly understood the political realities well enough to conclude that he couldn’t turn his caucus around.

In retrospect, it seems to me that many members of Congress probably meant to oppose us without actually stopping us. They didn’t want to be blamed for failure. Gingrich was quoted in one newspaper article telling Panetta that if the President took responsibility for the rescue plan, he would hear a “huge sigh of relief” from Congress. The legislators understood what needed to be done but didn’t want to have to vote for it. But even such halfhearted opposition was not without cost. Attempts to criticize the program without actually stopping it created market concern that the program was at risk, thus working against the objective of reestablishing confidence and perhaps putting more taxpayer funds at risk than would otherwise have been necessary.

Other attacks were truly meant to stop us and were getting quite ugly, especially a concerted effort at personally vilifying me. One rumor was that I had a secret account somewhere holding Mexican securities. The nastiest official statements came from a Republican freshman congressman from Texas named Steve Stockman, who accused me of various “suspicious” conflicts of interest and called for an investigation into whether I had arranged the rescue package for my own benefit. He said Goldman Sachs, which had underwritten the privatization of some of Mexico’s nationalized industries, now might face liability from investors who lost money there. When I had joined the administration in 1993, my equity in Goldman Sachs had been converted into debt, and I had gone far beyond the requirements of the Office of Government Ethics—and paid a significant amount of money—to neutralize my position so that I had neither benefit nor risk tied to the success or failure of the firm.

To me, the attacks were an illustration of how harsh and ugly the political process had become. Critics weren’t content to disagree with our policies; they impugned my motives and asserted hidden conflicts. At that point, I was still somewhat surprised that opponents would make ad hominem attacks as a way of dealing with policy disagreements. As time went on, I came to recognize that, to some extent at least, Washington unfortunately functions this way.

In February, the daily reports Dan Zelikow prepared on Mexico made for gloomier and gloomier reading. Alfonse D’Amato, by now a relentless critic of ours, said our approach had “all the potential of being a very real debacle.” Bob Dole, who had signed a statement favoring our use of the ESF, was also in the process of revising his position, albeit more quietly. In a word, the political situation looked grave.

Guillermo Ortiz spent much of early February in Washington. He was negotiating the details of the new IMF program with Stan Fischer and others at the Fund, and also negotiating with Larry and his team on our bilateral program, which required Mexico to follow the IMF program and had some additional elements. Meanwhile, Mexican markets were uneasy and deteriorating. Ortiz was spending days and nights talking to the IMF and to us about conditions and difficult policy measures, all the while wondering whether he could sell the agreements to a suffering public back home. He looked ashen and exhausted. As great as the stakes were for us, we could only imagine what the crisis felt like for him.

A few of our own officials with primary responsibility for the problem also showed the pressure in their faces. I remembered similar stressful reactions from traders at Goldman Sachs when losses mounted. At one point Jeff Shafer, who was conducting our negotiations along with Larry, looked so distressed that I told him what I had told traders many times in the past—that a thousand years from now none of this was going to matter much. I told Jeff that he was extraordinarily capable and doing his best in difficult circumstances—and that was all anyone could ever do. One way or another, we’d make our way through this.

One source of remaining uncertainty was the new president of Mexico, Ernesto Zedillo. Zedillo was an economist, educated in both Mexico and the United States, with a doctorate from Yale. But I had not met this man to whom we were about to lend $20 billion, and no one in the administration knew him well. We didn’t have a sufficient sense of how committed Zedillo would be to following through with the difficult reforms that were going to be required for the program to work. And we needed to be sure that Ortiz was speaking for him in all cases in our negotiations. So in a phone conversation with Zedillo, I proposed sending Larry down to meet with him. Zedillo thought that was a good idea.

This trip involved dilemmas of substance and perception in both countries. At a substantive level, our economists had a series of proposals to reform aspects of Mexico’s economic policy and reestablish confidence. But the program would never work if we imposed these measures. We had to reach a meeting of the minds with Mexican officials, and they had to take ownership of the program. The problem of public perception was related but distinct. On the one hand, we didn’t want the Mexican public to feel we were infringing on their sovereignty. On the other hand, we wanted the American public to feel precisely that we were imposing strict economic conditions on Mexico to protect taxpayer money. The tension between these contradictory demands pervaded our discussions. We spent countless hours fine-tuning the wording of our public statements to avoid erring in one direction or the other.

We solved the perception problem around the trip with a cloak of secrecy. We put in a presidential order for an Air Force plane, and before dawn Larry and David Lipton were off on a mission. We made every effort to keep their trip quiet, and luckily no one saw them slipping in and out of Los Pinos, the President’s dwelling in Mexico City. More important, our substantive concerns were eased. Larry came back deeply impressed with Zedillo. The new president of Mexico understood exactly what he was doing. Moreover, Zedillo clearly had full confidence in Ortiz. We didn’t need to worry about his negotiator getting out ahead of him.

Furthermore, President Zedillo was firmly committed to economic reform despite the difficulties that lay ahead for his country. The single most important aspect of this reform was interest rates. The IMF had negotiated that the interest rate would be about 2 percent per month. However, inflation was expected to be 4 or 5 percent or higher. We wanted to restore confidence in the peso and knew that no one would hold pesos if their position lost value because the rate of return was negative in real terms—that is, if interest rates were lower than the rate of inflation. But the Mexican team negotiating in Washington had rejected higher interest rates. In the meeting with Zedillo, Larry raised this problem after forty-five minutes of polite conversation on the full range of issues regarding the rescue. Zedillo thought for only a moment, then said, “I spent my whole career at the Bank of Mexico writing articles saying that Mexico should have positive real interest rates. Now is not the time to abandon that idea.” Although some critics take issue with the need for high interest rates in a financial crisis, this approach was absolutely essential in Mexico for two related reasons. It created confidence that credible policies were now in place to restore stability and, in the context of that confidence, it offered investors an attractive rate of return to induce them to hold pesos.

On February 16, I hosted a dinner at the Jefferson, the pleasant old hotel on Sixteenth Street that served as my home in Washington for six and a half years
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