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HE MEXICAN economy has experienced a re-
markable evolution in the last decade. Compared to
the western world, Mexico’s rate of growth in this
period was surpassed only by Japan, and the rate of
inflation was low and steady. This is to mention only
two of the many economic accomplishments of the
nation that has been referred to as “The Mexican
Miracle.”

For some people, however, the days of the so-
called “Mexican Miracle” seem to be ending, while
for others only temporary difficulties have appeared.
In 1971 the rate of growth of real gross domestic prod-
uct {GDP) reached its lowest point since 1935 (3.7
percent) and prices showed a peak rate of increase of
5 percent.! The question now asked is whether this
situation was just a temporary setback or a sign of
things to come.

This article attempts to provide some insight into
the complexities of the Mexican economy. 1t serves as
background information to a larger study on the de-
velopment of an econometric model of the Mexican
economy.

¥

Hecent Dievziopmenis
ferass Domaestic Produci - Mexico has experienced
considerable economic growth in the last 15 years.

1Gross domestic product is equal to gress natiomal product
minus factor payments to other countries,

Gross domestic product has grown at an average
annual rate of 11 percent, 7 percent in real terms and
4 percent in prices.> When considering the 3.2 per-
cent rate of population growth, output per capita rose
at a very respectable 3.8 percent rate?

The composition of GDP has undergone a consid-
erable change in the last 20 years. As a result of im-
port substitution, manufacturing production has
grown considerably in importance at the expense of
agriculture. Over the same period services have
grown and at present represent more than 40 percent
of total GDP.

In spite of the rapid growth and shifts in the com-
position of production, an underlying problem of per-
sistent maldistribution of income has shown no rela-
tive improvement in the past 15 years.f

Prices and Unemplogment — Over the last 15 years
the 4 percent annual rate of growth in the implicit
price deflator compares favorably with the 10 percent
yearly average of the previous 15 years. Inflationary
pressures in this earlier period primarily reflected a
rapid growth in Federal expenditures relative to na-

2The data used throughout this section are from the following
sources: Banco de Mexico S.A., Direcion General de
Estadistica, and International Monetary Fund.

3Qutput per capita in terms of dollars has grown as follows:
1950 = $183; 1960 = $346; and 1970 — $690.

4Ifigenia M. de Navarrate, La Distribucion del Ingreso y el
Desarrolio Economico de Mexico, UNAM {1960).
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tional output. These expenditures were financed by
the creation of “new” money which grew at rates
higher than real GDP.

Stability in the more recent period has been accom-
plished by maintaining balance between Federal ex-
penditures and national output. Monetary authorities
have contributed to this delicate balance by offsetting
pressures emanating from excessive Government ex-
penditures and an important external sector.

The rate of unemployment in Mexico is generally
considered so high that sharp increases in aggregate
demand are assumed not to affect prices, since they
will be absorbed by greater levels of employment.
This assumption can not be proved, however, since
there is no reliable information concerning employ-
ment. As developed later, it will be shown that for
certain instances, full-employment conditions appear
even though a great proportion of the labor force is
actually unemployed.
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Investment — Beal investment has been the main
source of dynamism in the Mexican economy. Public
as well as private capital formation have made it pos-
sible to achieve an average 17 percent annual rate of
growth in real investment in the last 20 years. Over
that period Government investment, directed mainly
to the development of infrastructure (roads, dams,
electricity, etc.), has comprised about 45 percent of
total investment.

Public Finance — Throughout the past 10 years the
annual rate of growth of total Government expendi-
tures has been 13 percent. This growth is primarily
the result of a public policy to accelerate infrastruc-
ture capital formation and promote social welfare. On
the other hand, revenue has not grown at a rate suffi-
cient to cover total expenditures. Consequently, the
net budget position has been in deficit.

The relatively slow growth in revenue represents a
direct effort by the Government to promote and sus-
tain the growth of private investment, rather than in-
crease Government revenue. Tax exemptions or re-
ductions as well as increased transfer payments have
been used widely to promote private investment,
both domestic and foreign.

Savings — While Federal Government contributions
to the growth of savings (budget surpluses) have
been negligible, private as well as foreign savings
have been growing at high and steady rates. Gross
national savings grew from 4,733 million pesos in 1950
to 12,442 million in 1958, and to 52,000 million pesos
in 19705 Savings represented 10 percent of GDP in
1950 and 17 percent in 1970.

S0ne peso is equivalent to $.08 in U.S. currency. One dollar
is 12.50 pesos.
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The Mexican banking system has been absorbing
greater amounts of these savings in the last 13 years.
Its liabilities have been growing at an average rate of
17 percent annually — a rate considerably higher than
that of GDP. Increased monetization of both real and
financial assets and growing domestic savings per-
mitted this growth in banking liabilities. The favorable
interest rates relative to foreign markets, and a com-
petitive and efficient financial system produced at-
tractive conditions for domestic as well as foreign
investors.

The greater volume of savings received by the
financial system, in tum, has allowed monetary au-
thorities to reallocate private savings to finance Gov-
emment deficits through the mechanism of required
reserves, instead of issuing “new” money. { Growth of
the money stock has been sustained at an average
annual rate of 19 percent in the last 13 years, the
same rtate as nominal GDP.) Although this realloca-
tion process has increased the amount of credit avail-
able to the Government, it also has made the Gov-
ernment more dependent on private banking.

Externol Sector — One of the great problems facing
any developing nation, including Mexico, is financing
the increased importation of required capital goods.
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Mexico’s imports, which currently represent 15 per-
cent of GDPY, have increased at an average annual
rate of 12 percent in the last decade. This rate is not
only higher than that of GDP, but also exceeds export
growth, which has been growing at an average an-
nual rate of only 8 percent. As a result, the balance-
of-payments deficit on current account has been in-
creasing continuously, reaching a peak of $900 million
in 1970.

The increasing trade deficits have been offset by
greater direct foreign investment and loans. Until now
the amount of foreign credit has not only been suffi-
cient to finance the current account deficit, but enough

8In the United States this proportion has been approximately
6 percent of GDP in the last three years, This proportion in
Mexico seems high considering that the process of import
substitution has practically come to an end.
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external capital has been received to allow an expan-
sion of the international reserves of the central bank.

Recognizing that the development process itself re-
quires increasing amounts of imports, the only solution
to a trade deficit problem for a developing nation is
to promote exports. Exports of agricultural products
do not provide the long-run solution for Mexico since
they have only been growing at 4 percent annually --
a situation that cannot be expected to change sig-
nificantly given the technical disparity of agricultural
production.” It is understandable, then, that vigorous
private and public efforts have been directed toward
the promotion of exports of manufactured goods and
to the promotion of tourism.

Feonomic Policy Objectives

Mexico, as any developing country, required sub-
stantial public capital formation in the carly stages. As
the private capital markets became more developed,
provision for such capital goods has increasingly be-
come the responsibility of the private sector, both
foreign and domestic.

A public policy directed toward capital formation
and better income distribution explains increased
Government involvement in the economy. The im-
portant role of the Government in economic activity
qualifies the Mexican system as a “mixed” or “national”
capitalism. Nevertheless, this participation has not
reached the proportions of other industrial or less
developed countries.

Government intervention in the economic process
through policy decisions has had a long tradition in
Mexico. Policymakers always have been remarkably
sensitive to political and economic forces. Even with-
out sufficient technical knowledge, they adopted poli-
cies which allowed Mexico to sustain a continuous
pattern of growth.

Recently more sophisticated techniques have been
used. However, the natural impulse of the policy-
maker still has considerable weight in the final deci-
sions, sometimes invalidating the technical advisors’
recommendations.

Develogment gnd Price Siglility — Ttis understand-
able that economic development is, and bas been for
some time, the main economic policy objective. In

TIn Mexico, this problem & commonly referred to as the “dual
agriculture” system — one segment utilizing medern farming
techniques and another segment relving on relatively primi-
tive techniques.
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the past this goal was expressed in general terms,
rather than specifically quantified. Presently it is ex-
pressed as a “desired” annual rate of growth in real
GDP between 6 and 7 percent. When adjusted for
population trends, this means a net growth of 3 to 4
percent in per capita terms.

Until 12 years ago no goal other than fulfillment of
development was considered important. Then with
the awareness that continued inflation and drainage
of foreign exchange were inhibiting real growth and
aggravating the problem of income distribution, the
need for price stability became evident. Beginning in
1955 policymakers introduced price stability as an
ultimate objective to accompany the development
goal.

The price stabilization goal pertains to both domes-
tic and international purchasing power; that is, the
rate of growth of domestic prices should not deviate
substantially from its long-run annual trend (3 per-
cent) and the rate of exchange of Mexican currency
should be maintained. According to policymakers,
both goals should be accomplished under conditions
of free intemal markets and free convertibility of the -
peso.

income DHstribuiion — For a long period this goal

remained of secondary importance. There was a wide

belief that in the long run economic growth and in-

creased savings would eventually raise general in- ©

come, thereby increasing everyone’s welfare position.

Time has proven that even though the process of

growth with stability has been relatively successful
and the welfare position, on average, has improved,
this actual distribution of income is no better than 15

years ago. One explanation is that promotional meas-
ures directed towards capital formation have implic-
itly encouraged the concentration of income. Promo-
tion of savings and investment through tax exemptions

and subsidies has favored higher over lower income

groups. The uwnemployment problem also hindered =
income distribution as the extensive use of technology
imported from developed countries reduced the do-
mestic demand for Mexico’s most abundant produc- =
tive factor — labor.

Therefore, the redistribution of income target has
appeared explicitly in Mexican economic policy. Tt
remains uncertain whether it is possible to make eco- -
nomic growth compatible with greater income equity =
and price and exchange rate stability. This problem i
is confronted later when the experience of 1971 is .
detailed. :
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Employment — Until recently, this goal was never
explicit in Mexican economic policy. In fact, one
could say that for a long time it was neglected, al-
though a wide consensus conceming the problem has
existed and can be traced in Mexican economic litera-
ture. Employment now is probably the main concern
regarding fulfillment of the income redistribution goal.

For many vears labor market conditions aided in
the goal of price stability. There was an abundant
supply of labor at relatively low salaries. Union power
was, to a certain extent, influenced by the Govern-
ment, These conditions allowed wages to grow slower
than productivity, thereby facilitating price stability.

The situation has changed somewhat since the mid-
1960s because the unions have gained political power,
increasing considerably not only workers” salaries but
also social and “fringe” benefits. The higher salaries
resulting from the bargaining process, however, have
not been reflected entirely in prices since productivity
has continued to grow at high rates. Moreover, the
benefits of unions are only available to limited
groups of workers, and the supply of unskilled labor
is still large relative to demand.

Economic Policy Instruments

Fiscal and monetary policy have played an im-
portant role in attaining growth and stability in the
last 15 years. The short-term policy instruments avail-
able to policymakers to fulfill these objectives are
mainly taxes, Government expenditures, and changes
in the supply of money and credit. Import controls
could also be used for this purpose, but such controls
would be rigid and subject to many bureaucratic
processes that would render them extremely ineffi-
cient for short-rmn policy.

Fiseal Policy — Fiscal policy has contributed to both
growth and price stability through different means.
To prevent prices from rising to levels harmful to
low-income groups, price ceilings have been estab-
lished mainly on basic foods. When certain prices
tend to rise above the level set by the controls, the
Government will import such goods and allocate them
in the domestic market, forcing observed prices to re-
main in check?®

In the early stages of development, high tariffs were
enforced on imports of so-called "luxury” and domes-

3Price ceilings, although gquite ineffective in controlling real
price increases, are a valuable political asset in terms of
their effect upon public opinion.
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tically-competing goods. The domestic producer was
artificially protected so he could develop a product
competitive in quality and price with that imported.
Advances that were made in the import-substitution
process have reduced the need for protective tariffs,
which are unfavorable to domestic consumers anyway,
The fiscal authorities have also given tax incentives to
new industries by reducing, or in some cases eliminat-
ing, indirect or income taxes.

These measures have indeed promoted growth in
domestic production. However, the main contribution
of fiscal policy has been the pattern of Government
expenditures, which essentially is an autonomous vari-
able. Nevertheless, the approval of each ministry’s
budget is subject to close economic considerations,
especially when it is an investment expenditure. The
views of the Treasury and the central bank are con-
sidered before the budget is sent to Congress for final
approval,

Monatary Policy -- As mentioned earlier, the higher
rate of growth of expenditures relative to revenue is
annually reflected in Govemment deficits. Once the
budget is approved the monetary authorities must
decide what sources of funds will be used to Bnance
the Government deficit. First, an estimate is made of
how much credit will be available from foreign
sources. After this is determined, the rest must be
financed with domestic credit. The external funds
take the form of cither loans or forcign investment.
The latter, not available for financing budget deficits,
has heen following a steadily growing trend in the
last fifty years.?

Another important source of funds is foreign sav-
ings attracted to the Mexican banking system by the
high rates of interest paid in comparison with inter-
national standards (see the accompanying chart).
The interest rate differential together with the politi-
cal and economic stability that Mexico has attained
in its development process have acted as incentives
for large amounts of savings (estimated growth is
more than 3750 million pesos annually).!?

9Sixty percent of this investment, on the average, comes from

the United States. Although foreign investment is still grow-
ing in absolute terms, the rate of growth has slowed in the
fast two years, due mainly to the slower GDP growth experi-
enced in 1971 and to the fact that fewer sectors remain for
new, highly profitable investment, That is, corporate profit
rates, in general, are not as great today as they were twenty-
five years ago. Economic development has reduced retums
on investment, but at the same time has made these retums
less vulnerable to hage swings in either direction,

HW&ee the screened insert to this article for a description of
the Mexican banking svstem.
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These foreign savings, besides helping to finance
the current account deficit of the balance of payments,
are used to finance budget deficits. Required reserves
on commercial and investment banks must be in-
vested in Government bonds or in selected sectors of
the economy to meet the regulations that govern the
Mexican banking system. Since these legal reserves
are imposed on all the funds that banks receive, the
funds are used for Government financing regardless
of their origin.™

Another channel through which foreign funds are
obtained to finance Government and balance of pay-
ments deficits is short- or long-term loans. These funds
are usually linked to specific Government investment
projects.

If the amount of foreign plus domestic funds avail-
able were enough to finance the Government deficit,
the central bank would be in a neutral position,
neither expanding nor reducing international reserves.
If all of these funds were not enough to finance the
Government deficit, the central bank would have to
consider direct credit to the Treasury, even at the
risk of overstimulating total demand. If the threat of
over-stimulation became very serious, the central
bank would have to take compensatory action on
private credit so that the nation’s overall objectives
would not be endangerved. The central bank action
would entail a reduction in bank credit to allow

1L egal reserve requirements can be as high as the monetary
authorities decide. On the average, they have been 18% for
commercial banks and 35% for investment banks and non-
monetary liabilities of commercial banks.

Page 20

1940 1950 1960 1979 977
OHER®
ESTEE QUASIMONEY**

Ay

Source: Sanco de Merico
+Other inckudes long.term liabilitiss ond copital
+-Quasi-Manay=Mo—M.

Mexico’s stock of international reserves to remain un-
changed, thus assuring the goals of stable exchange
rates and free convertibility.

Summing up, one could conclude that Government

expenditures are the main exogenous variable in the
short term. Monetary authorities are left in a rather
compromising situation — either reduce the amount of
funds available to the private sector or lose foreign .
exchange. -

Development, Foreign Exchange and Price
Stability — Incompatible Goals?

The objectives described have an inherent tendency -
toward disequilibrium. The price stabilization and
development objectives are, to a certain degree, op-
posed when one of these goals is pursued vigorously
over the other, :

The development goal requires that output grow at
the highest annual rate possible. Government expend--
itures are therefore promoted so that increased total *
demand will act as an incentive for private invest-
ment. This level of expenditures promotes an increase
in real output as long as the economy is not at full *
employment.




FEDERAL RESERVE BANK OF ST, LOUIS JUNE 1873

Page 21



FEDERAL RESERVE BANK OF ST. LOUIS

1t is generally assumed that Mexico has a high rate
of wnemployment. Consequently, increases in aggre-
gate demand would not affect prices but would pro-
mote production of more real goods and services.
This sometimes is not the case, however, because the
typical unemployed individual is not sufficiently
skilled as to be utilized when more output is desired.
Therefore, price stability and high rates of growth
can be conflicting goals. In order to finance the in-
creased level of Government expenditures, the cen-
tral bank must either create new money or reduce the
amount of credit available to the private sector. If
new money is created in excess of the prevailing
trend, additional pressure is exerted on prices. Con-
sequently, the central bank usually prefers to reallo-
cate the sectoral mix of funds received by the banking
systemn.

The reallocation of funds from the private sector to
the Government reduces private investment and con-
sumption expenditures on goods and services from
what they otherwise would have been. This central
bank action will not affect total spending since the
funds taken from the private sector are spent by the
public sector; only the sectoral mix between private
and public expenditures is altered.'?

Growth in real output and investment induced by
increased Government expenditures will lead to a cor-
responding increase in the imports of capital and con-
sumption goods,’® generating pressures on the cur-
rent account of the balance of payments. Exports
cannot respond rapidly in the short run since they are
mainly agricultural and mining products whose low
rates of growth leave a growing deficit that has to be
financed with greater amounts of foreign capital
inflows.

Therefore, the foreign exchange stability goal can
only be accomplished in the short run by reducing
imports. This implies sacrificing the development goal
of economic policy.

Short-term economic policy in Mexico thus requires
considerable “fine tuning” so that both the Govern-
ment and balance-of-payments deficits do not fall out
of a tolerable range, thus invalidating the economic
policy goals.

12Total demand could be affected under these conditions only
if the productivity of the Government’s expenditure is con-
siderably different from that of the private sector. In this
case, the Mexican economy as a whole would be worse off
after the sectoral reallocation.

13The marginal propensity to import is greater for the gov-
ernment than the private sector, and the import demand is
inelastic.
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By the end of 1970, it was recognized that high
rates of economic growth for more than a decade had
built up a very important destabilizing force in the
economy that could no longer be overlooked. The
current account deficit in the balance of payments sur-
passed $900 million — $200 million more than the level
considered consistent with the other economic policy
objectives. Government deficits had also heen grow-
ing constantly, absorbing larger shares of private bank
savings and deteriorating the structure of the Govern.
ment’s foreign debt position with higher interest rates
and shorter terms of maturity.

These pressures were endangering two of the over-
all goals of economic poley — that is, the stability of
both domestic prices and the rate of exchange. It was
argued also that the failure to attain these goals would
jeopardize the future growth of the Mexican economy
as well as the goals of full employment and more
equitable income distribution.

Also, developments in world markets were exerting
pressures on the Mexican economy. These included
the international financial crisis, a reduction of do-
mestic demand in some industrialized countries, and
inflationary conditions prevailing in international
markets.

Therefore, policymakers decided to stop the “over-
heating” of the economy through a restrictive program

in 1971. Government expenditures were reduced dras-

tically, especially investment expenditures; legal re-
serve requirements were raised; the rate of growth of

money was reduced to an 8.6 percent anpual rate from
the average 1l percent of the preceding years; and

more aggressive measures were taken to promote -
additional exports and reduce imports.

The results of these measures were felt promptly

and the pressures that threatened the balance of pay-

ments and domestic prices were reduced. However,
the effects on growth surpassed the policymakers” ex-

pectations as the rate of real GDP growth fell from -

7.7 percent in 1970 to 3.7 percent in 1971 — a far more -
drastic contraction than was expected. The implicit

price deflator growth rate was reduced from 5 per-

cent in 1970 to only 4 percent by the end of 1971

The slowing in economic activity permitted imports -

to grow only 0.6 percent during 1971 in comparison -
with 17.6 percent in 1970. As a result, the current

account deficit was $200 million smaller than that of ._
1970. Excess reserves of private banks increased by



FEDERAL RESERVE BANK OF ST. LOUIS

more than two billion pesos during the year. The de-
mand for credit was reduced at the prevailing level
of interest rates due to apparent adverse expectations
or increased uncertainty introduced by the “recession.”

In 1972 less restrictive policy actions were adopted
and the economy showed a well-defined move towards
recovery. Prices began increasing moderately and the
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outlook for the balance of payments and the Govern-
ment deficit improved. It seems that the political price
the Mexican policymakers had to pay for this change
in the trend of the Mexican economy was worth the
effort. The question remaining is whether the 1971
experience was a permanent setback or whether struc-
tural changes are required so that the goals of eco-
nomic policy can be reconciled.
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