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Mexico: Stabilization, Reform,
and No Growth

IN TIE sEconND ALy of the 1980s, after strenuous efforts, Mexico was
coming to be vicwed as a showcase of successful stabilization and eco-
nomic reform. instilutional stability, and financial predictability. Mex-
ico was becoming what Chile already had become and what all of Latin
America hoped 1o be. Bul the Chiapas uprising. the assassinalion of
presidential candidate Luis Donaldo Colosio, the ensuing muddle about
his sugcession, amd the sheer facl of an election year have raised doulbts
about Mexica's ability Lo achieve Iasting stability. By April 1994, the
sharp upturn in interest rales, arising [rom speculative attacks on the
peso. suggesied that a far too optimistic view may have been taken of
Mexico's future. The Mexican economy had come to a virtual standstill.
Per capita income is now far below what it was in 1980, as shown in fig-
ure [, and from 1992 to 1993t felt by 1.2 percent. Moreover, any positive
growth that may occur, in 1994, will have been fueled by fiscal expansion
nol by strength in the real economy.

This paper argues that Mexico suffers from a failure to accompany
the siabilization of inflation, shown in figure 2, and the impressive array
of economic reforms with not only true political reform but also true eco-
nomic progress. The stabilization strategy has led (o an overvaluation of
the exchange rate, a precarious financial situation. and a lack of growth.
Real interest rates paid by irms conlinue to be very high, nonperforming
feans hitve heen increasing. and the currenl account delicil stands at
more than $2¢ billion.

Arguably, the lack of growth may reflect the costs of transition, as the
massive restructuring causes expansion in some industries and contrac-
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Figure, k. Per Capita GDP in Mexlco, 1570-93
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tiom in ethers, with the balance expected to shilt soon toward expansion
as the rewards of reform cumulate inte sustained high growth. The more
pessimistic view, however, is that just as in Chile in the lule 1970s posi-
tive, sustainable growth will come only after the overvaluation is cor-
recled. .

Of course. whether an overvaluation cxisty is controversial. Uniil
very recently, the level of interest rates and capital inflows did not sug-
gest a problem at all. During the past few years the country has been
flooded with capital inflows, und the passage of the North Americun
Free Trude Agreement (NAFTA) has only bolstered that tren. This av-
alanche of cupital hus strengthened the currency in real lerms—which is
the expecied effect of an inward Iransfer. Tn other words, if 4 country
borrows 10 invest, real appreciation accompanics the high level of re-
source absorption, more so if deep reform opens up large, lasting vppor-
tunities. The credit rating has also been improving steadily, wilh the cost
of capital Fulling try 150 basis points since the passage of NAFTA (Sep-
tember 1993 (o December 1993).

This positive tuke on recent developmenis is articuladed by Mexican

policymakers whenever they are challenged about the economy’s direc-
tion. Guillermo Ortiz, for example, urgues,
It ks true that the Mexican currency has apprecialed, bal snchadact s B fin
implying a strong devaluation of the gurreacy. That depends un the equilibrium
of the resl exchange rate, which is ditficult 1o calculate, adding 1o the fact that the
peso had undergone a strong devaluation before the current stahilization efiur
started, which probubly made it undervalued. . . . the appreciation process is
a natural. and not pecessanily nepative, consequence of the reform process in
Mexico.!

Less sanpuine ebservers urgue that the financial fows may be fragile.
however. The Hows are financing not only investment but also o high
level of consumption and inlermediate goods imports, with the large ex-
ternal deficit dumpening demand for domestic goods. For full employ-
ment 1o oceur, the, crowding-in is required (through sim incrense in the
demand for denestic production). According Lo this argument, trade Lib-
eralization, which was an important part of recent reform, should have
been accompanicd by real depreciation nol appreciation. To a krge ea-
lent, we agree real depreciation is needed to improve the long-tenn cco-
nomic prospects of Mexico und sccure the benefits of economic reforim.

1. Otz {1994 p. 306).
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Nistoric:l Backpground

FFrom the mid- 19505 10 the 1970s, Mcxico was i paragon of linancia
stability and growth. The exchange rate against {he dollar was fixed;
convertibility was unrestricted:; inflation was moderate; and growth of
real per capita income was high. Table | traces the long-run geow th aod
inflition perlonnance of the Mexican economy.

The stability ended with (he oil price increases of the 1970s because
of liseal extravagance resulting from dramadic ingreases in revenue from
ol exporis. With added room in the budget, policies became highly ex-
pansionzary, the currency became overvalued, governmenl horrowing
increascd, and capital flight began. A huge increase in government deblt
amd the collapse of the linancial system, as well as the exchange rate,
soon followed. Mexico became insolvent in 1982—the first of the debtor
_ countries 1o do so—unld shifled 1o 4 regime of debl restructuring, which
culminated in the (990 Brady plan apreements brokered by then-U.S.
Treasury Scerelary Nicholas Brady. As a result of the Brady plan and
the reforms that accompanied it, voluntary lending returned earlier than
expecled and in targe amounts.? We detail the key areas of reform
helow.

Retwrn to Valmtare Lemding

In the period leading up to 1982, Mexico accomulated an external
deht amounting to 49 percent of gross domestic product. The zccumula-

2. See Aspe {1993 for 2 comprehensive nccount of the reforms.

Ruddiger Dormbusch and Alcjundro Werner . 257

Table 2. Mexican Debt and Transiers, 1981 smd 1992
Perceni of GDP, excepl as noted

Irclic-eerewr 1952 1992
External debt 49.0 EFR ]
Resoarrce: trapsfer 54 -5.3
Rescrvest 1.8 H.3

Sources: Aulhors™ calulstioms. hased on dala [vom Banco de Midaics (19935 Avpe 199930 ard Salinas de Cintarni
1993,

a. Moniniercsd corresd acropnl unplus as percenl of (NP

b, Rilons of 1LS. doftars of enk of yesr

tion was mosily due to large current account imbalances. But, in addi-
tton, the growing currency overvaluation and financial turmoil—in-
cluding exchange control and bank sationalizalions—meant that capital
flight became an important additional factor in running up the external
debt. The picture was compleied by extremely high U.5. imerest rates,
which led te layge debi service financed by more borrowing.

However. just like Germany during the Weimur republic. Mexico
never paid much of what Yooked. in 1985, lke a crushing debt service
burden. Early involuniary bank Yending and credits from multilateral in-
stitutions reduced the crisis. And since 1989, Mexico has had access to
international borrowing—in Fact, foreign investors have eagerly sought
Mexican government debt in pesos and dollars, and Mexican firms have
borrowed in the world market. Mexico's external position is described
inlable 2.

As mentioned above. the turning point in Mexican external financing
was the Brady plan. Until that time, multitateral institotions and the
U.S. Treasury held the irm view ihat debt forgiveness would have
highly adverse consequences for debtors and creditors atike. Many felt
that banks were in a poor position 1o recognize the capital losses and thi
debtors’ creditworthiness would be tarnished for a fong time if they did
nol meet their obligations, But the Brady plan was able to remove the
debt issue from the agenda and shift attention (o reform and moderniza-
tion, This shilt, in Mexico and elsewhere in Latin America, broke the
ground fiw Mexico's relurn 1o world capital markets and for divect in-
vestinent in the country.

- The Brady plan improved Mexico's ability to service its external deht
by reducing the interest and principal payments it had fo make.? The

3. See Claessens. Oks, and van Wijnbergen (19941,
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Table 3. Net Caplial Inflows into Mexico, 196992
Billwns of U.5. dollurs :

Type of
iRresimtent 1989 1990 1994 1992
Purifolio -1.7 59 196 211
Direct 2.8 2.5 4.7 5.4

Source: Sniermsitional Finpne il Stativhie s,

yield spread in the international markel between Mexican public debt
and industrial country debt of comparable maturity fell from 820 hasis
points in 1989 1o about 200 basis poinks in the first half of 1993.7 The im-
provement cannot be fully attribuied o the debt reduction scheme, how-
ever. Some credit also gocs 1o the macroeconomic reforms underlaken
by Mexico, as well as the large reduction in world interest rates, which
alleviated the debt service burden, The trends in voluatary cupital flows
are shown in 1able 3. [n 1988, capital was still fuwing out of Mexico; in
1989 inflows barely reached $0.9 billion. But by 1992, two years afler
the Brady plan, they amounted to ulmast $26.5 hillion: and in just 1he
litsl three quarters of 1993, capital inflows 1ofuded $22 billion.

Improving prospects in the privaie sector along with an increase in
\he worldwide flow of capital toward cmerging markets were other im-
portant causes of rising capital influws, as private borrowing and equity
financing began 1o replace government borrowing in the capitad mar-
kets.S The resulting boom in the stock market was both un effect cnef o
cause of the infows—the flows helped boost the market, which at-
tracted still more capital. The stock market rose 123 gercent in 1991,
about 25 percent in 1992, and almost 50 percent in 1993, The capital in-
flows also led 1o an accumulation of reserves and a steady decline in in-
lerest rates,

Thus far, direct investment has been refatively small, but it is ex-
pected 1o increase with NAFTA’s passage. One private forecast, lorex-
ample, envisages i near-doubling of the rate of private direct investmenlt
in 1994 8 There is no reason 1o believe Wiat with a stable and competitive
cconomy Mexico is nol capable ol aitracting i very substantial inlow of

4. See IMF {193, p. &4,
5. See Calvo, Leidermun, and Reinhart (1993a, 159361
6. See Centro de Andlisis ¢ Investigacion Econdmica (1994, p. 1),
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capital. By way of comparison, between 1982 and 1990, afier Spain’s ¢a-
iy into the Common Market, divect foreign investment in that country
increased from 0.8 percent 1o 2.1 percent of GDP.’

Waves of excitement in supplying develuping countries with capital

are nol unprecedented. The historical record can lend some perspective
10 the present upswing in capital inflows. Tuussig describes the vsual se-
quence of events,
The loans Trom the creditor country - - . begin with nusdest amounts wnd pra-
ceed crestendo. They are likely 1e be made in exceplionally larger amounts ia-
ward the culiminating stage of a peried of activity and speculative upswing, and
during that stuge become larger from month to month so long as the upswing
continnes. With the advent of crisis, ey are al once cul down sharply. even
cease entirely. The interest payiments on the old loans thereupon are no donger
offsel by any new loans; they become instuntly u net charge o be met by the
borrowing country. & sudden reversal tukes place in the Jeblor country s inter-
national balance sheet: i feels the consequences abruptly, inun immediale need
of nereased renitiances 1o the creditor country . ina stdn oits banks lugh
rates of discount. Falling poees. And this than of cvenls iy cnsue not anly
once. ¥

Taussip's view wnderstates the poteniiak tronble m Mexico. The da
eign portfolio capital invested in the Mexican money markel, as well as
investments in stocks, is highly liquid. Morcaver, there is not only
scheduled debt service but also a very large trude deficit that is Aoanced
by borrowing abroad.

Perhaps Muexico will prove Taussig wrong, however, and the usoal
pattern of cxcess lending and subsequent crisis is not relevant. Bul for
this time to be difTerent, there would have to be fundumental und irre-
versible chapge in the deblor country to warrand the sustained large in-
flows. Today, the possibility of such change is much greater than it his
ever been belore.

Budvet Correction amd Privatization

Budget consalidiation was a central part ol Mexican stabilizition imd
reform. Here, Mexico pursued thice objectives: o majos cut in govern-
ment spending: tas refoest to inerease the fax base, elliciency  andcamne
pliance; and privatization ol state-omned enterprises. On tie spending
side, investment expendiares were cut by S perecal of GEHE Oathe ey

7. Culculated using the Jdada reported ia frreraatfored Fioarciad Staiistics
8. Taussipg (1917, p. 131,
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Tahle 4. Mexican Budpct avd Debt, 1982-72
Percent of GIN°

Facliventor jan? 1AL 1

Bulgel surplus
Tutalt — 169 -R.6 5
Operationals -55 0.4 16
Primaryt -1 4.2 A
Taxes K7 L 12
[ehi
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enue side. during 1982-92, the tax vield was raised by 4 percent of GDP
even while marginal tax rates were reduced. Tabhle 4 reports some gen-
eral trends in Lhe badget.

This extraordimary reduction in the operational budget deficit—% per-
cent of GNP, or the equivalent of three Gramm-Rudman cuts, as many
Mexicans pul it—set the stage for Mexico’s strategy of disinflation, im-
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Tablke 5. Staie Enterprises in Mexico, 1982492

frdiconw 19482 1986 oGz
Number of emerprises 1.155 LA 27
Employment® BRG.2 1,028.0 530.6

Sources: Informe Ma e ndario. Dotober-December (1993, p. IT); and unpuhbished goweromen daka from INEGIL
1. Thasamis

proved confidence in the cuarrency, and wlitmately lowered inlerest
rates, With primary surpluses averaging 5.3 percent of GDP over the
1983-92 period, the debt-to-GDP ratio declined, as shown in figure 3,
even though growth was very slow or negative,

Privatization was a key part of the public finance reforms. The large
government deficits could be most effectively controlled by either sell-
ing ofT firms or simply closing them. If a firm were unprofitable, closing
it cut the drain on government resources. If a irm were potentially
profilable, revenues from its sale could help improve public finance by
reducing the cost of financing the public debt. Table 5 describes the posi-
tion of state enterprises in Mexico over the past decade.

Privatization also played a role in drawing loreign attention o invest-
ment opportunities in Mexico and fueling the external financing of Mexi-
can reform. It acted as a galvanizing force at a time when low interest
rates int the United States had crealed a willing group of investors.

Trude Reform

Among the specific macroeconomic reforms undertaken by Mexico
was trade reform. Table 6 shows the trade liberalization that occurred in
the 1980s. Average tariff rates declined, as did the dispersion of rates.

The tariff reductions particularly apply to consumer goods. In this

Tahle 6. Tarif? Levels in blexbon, 1982-92

Percent
Tariff statistic 1982 1986 1592
Averape tanff T 12,6 13.1
Trale-weighled average 14.4 11.1 It.1
Tarill dispersion 2438 14.1 4.5

Import quota cover rates 1000 8.0 1.3

Source: General Apreemeni ep Tarifs and Trade (1993, vol {_p. 4 and wob. 3. p 5D
2. Bercemiape of tal value of imporit sobject fo quantilelive resericlions.
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category, the average tariff declined from 60 percent in 1983-84 to fess Figure 4. Mexican Trade Balance, 1975-33
. than 20 percent in 1992. For intermediate and capital goods, the initial Billions of U.S. doilary

level was about 20 percent and hence the liberalization was more moder-
ate. Import quotas, which were pervasive in the 1980s, are now nearly

of trade in goods and services to occur in North America over the next
15 years in accordance with NAFTA.

5
4
gone.? Far bolder thun these measures will be the complete liberalization 3t
2
1
0

v
Factors behind the Real Exchange Rate Appreciation -1 VJW\W -

We now turn Lo alternative interpretations of the real exchange rate _; i
appreciation in Mexico. One view emphasizes the prosperity and new b
opportunities brought about by the appreciation. The other recognizes *
the improvements but argues that the manner in which the stabilization -r
was accomplished sowed the seeds of an overvaluation that is becoming "_: i T D U R S I
a source of speculative instability. As we argue below, the interaction of (975 1980 [985 1990
two major policy steps bears much of the responsibility for the overvalu- Source: Banc ke Meano, fulieodiees Evimmices, varkuy isses.
ation: nominal exchange rate stabilization and incomes policy. 2. The amount pirtcd is the figure i euvh yuauies

As mentioned earlier, Mexico has experienced a huge real apprecia-
tion in its exchange rate over the past few years. The dramatic trade
opening of the 1980s has thus been accompanied by a rise in the relutive Figure 5. Mexican {urrent Account, 1970-93
price of Mexican goods, and a large external deficit has emerged. Real Billions of U.5. dullars
interest rates have declined over the past few years bul remain excep-

tionally high. GDP growth has been negligible. The combined evidence _g |
suggests thal demand has shified to foreign goods and that the growlth- 4k
reducing elfect of real appreciation has been aggravated by a high real 1
cost of credil. T
Figures 4-6 show Mexico's trade balance, current account, and im- &
port penetration. They leave no doubt of a major deterioration since the =0
mid-1980s. The current accoumt deficit has risen to almost 7 percent of -i2F
GDP, u very high number for a developing country. And the external de- M
terioration would have been even worse without the strong export -6
growth of recent years. In the 1985-92 period, exports increased by -18¢
about 75 percent, as imports tripled.'® As a result of this imbalance, luck 201
of financing is becoming a real issue. The trade liberalization previously -l
=24 ilillll]lIII.IIII.iII]I.IIII.
9. See General Agreement on Tariffs and Trade (1993, vol. 1, pp. 74-75, and vol. 2, 1970 1975 1980 1985 1590
. 30-51).
pplo. !fl:)]rt exacily, imports increased by 238 percent wnd total exporis by 73 percent, Source: Authun” valrulalion hasad on Bancw Je Mézica. fadicodites Eriusdmicay, varinms i,
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Figute 6. Imports as a Percent of Mexican GDP, 1970-92
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Figure 7. Mexico-U1.5, Relative Price Levels, 1970-93
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Tahk 7. Compelitiveness Meaares for Mexien, 1949-91
Units as indicaled

Meuswre . 1959 1940 o9z LR
Wapes in dollars 1.58 1.6 2.35 2.65
1.P. Morgan index* )] [L)] L 1?
Banca de Méxive indexs RR 92 10 H2

Sources: Authers' cialeilations based on unpubkisked dina (rm the 1085, Bireau of Lobew Sististies; Bancw de
Mexico (19938 Motgan Guurany Trust Company fvarkous pagesl.

n. Hourly commpensation in manufaciuring in doftars.

b, 1P, Murgsr muktitvieral real cffective cachange rale ndex. in nonfood mandzctuning. 1990 = 100

<. Rl exchanpe rue index hased oo the nadt laber costs in manefaciuring, 195 - 1w

discussed is one reason for the large increasce in fmports and import
penctration—strong growth clearly is not—but real apprectation can
be held accountable for the trade delerioration, too. It has reinforced
the trade pattern by making imporis cheaper and restricting export
expansion, '

There are a nuniber of measures of the real exchange rate. We show
the least elaborate one in figure 7: producer prices in Mexico relative to
those in the United States, as measured in a common currency. The lig-
ure makes if apparent that since 1987 the real exchange rate has steadily
appreciated Lo today's historic high. The rade is even higher than at its
pinnacle before the currency collapse in 1982. Of course. there is no
goodd benchmark date against which to judge the current fevels, and cer-
tainty a moment of maximum distress, such as 1982 or 1986, is not an
appropriate starling poinl. On the other hand. a real exchange rate that
is higher than ever before is suspicious, even when major reforms and
access lo cupilaf justify some real appreciation.

Table 7 shows several rezl exchange rate measuwres. Evenilthe U5,
comparison were inconclusive. each of these numbers tells a similar
stary. By all measures, prices in Mexico, on a dollar basis, have risen
relative to those in the rest of the world. Moreover, excepl for the mini-
devaluation at the beginning of 1994, the process continues: the J.P.
Morgan index reached 121.7 in January (994, compared with its 19940
{base year) level of 100.

Other aspects of the domestic economy are also relevant here,
Growth has been slow and came to a halt in 1993, Figure 8 shows that
(formal) employment has been Malling and that industrial production
since 1992 is at best fai. The evidence on production confirms the evi-
dence gleaned from prices: something is awry in the Mexican economy.
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Flgure'd. ladustrinl Production and Employment la Mexico, 195893
index, 1980=100
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Two explanations for this evidence are offered by the more opl tmistic
observers. First, it is asserted that reform, modernization, and the re-
turn to world capital markets (reinforced by the institlutionalization that
NAFTA is bringing) have changed the equilibrium prices of labor and
asscts. And the fact thal prices have increased so much is not surprising.
since Mexico has come from the deep troughs of 1982 und 1986 to very
high peaks. This view stresses that Mexican reforms have been speclac-
ular, lasting, and the envy of any reform economy. In other words, these
ubservers argue Lhat real appreciation shoukd not be confused with over-
valuation.

A related bul more moderate view concedes that Mexico has u growth
problem but that itis only transitory. Some firms are contracting as they
adjust 1¢ 1he new and furward-lookiog cquilibrism real exchanpe rale,
while other ims are cxpanding (o mcel pew opportemtics. hereas-
ingly, in their view, the expuansion will come (0 dinmale L con-
Iraction.
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Theoretical Approaches (v the Exchange Rate Froblem

We naw eaamine these different assertions using bwo theoretical agp-
proaches (o the exchange rale question. One clarifies what 10 expect in
an equilibrivm moedel {rom the various eclorms, identilying in particelar
the etfects of Jiberalizing trade and capital Aows o the real exchange
rile. The other model looks at the mechanics of an incomes policy-
based stabilizagion $o show that the overvaluation coukl have been pre-
dicted.

Lgrtfibrion Hypothesis

The first model fuguses on the interiction ot capital, goods, and Libor
during the process of tade liberalization, domestic fiscal tightening. and
fenpros ing the iweess W exteraad capital Specilicalbswe are intere-ted
in the pradichoens of the egaifibsiven model regnedmng resorer alboc
1L, aosel prices, and the el cwchange sate. We tesiew the Meacan
reforms. onc at a time, 1a terms ol this mandel.

We assume that capital is used 1o produce tindables. Nontradables,
or home goads, by contrast, are prakluced with labor alone. Labor is mo-
bile across b sectors, In the tradabies market, s produce al given
world prices with capital and kibor. Production functions are neovlassi-
cal. Thas, kibor demand in the traded goods sector depends on the givea
capilal stock and the wage interms of dollars, Anincrease in the product
wage reduces the demand for Tubor in the raded goods scetor atagiven
capilal stuck.

Consider now the home goods market, To start, assuwme Thaet adi dis
posihle income from babor is spent ind all income from capitil is saved
amd invested al home. There is adso government spesding in w sanount
7, which s initiadly financed by Borrosisg abreoad. Demand Tor homne
goods is i funclion of the relative price ol exports amlimports interms ol
home poods, We assime thad cxpemditge shares e constanl, We alse
assume o given unit kibor regairement. For simphiciey S ids setad unity

The rate of s estment in the coonomy depensds on the poobitadalinzg of
stalling capitad. Installation of new capital uses imported spachiner y
with an incrensing marginal cost. The higher the price of instulled capitl
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in dollars. the higher is the rate of gross investment. Net investmenl is
pross investment bess the given rate of depreciation:

{1} K = Kg)—dK,

where K is the increasce in the capital stock, K is the canitul stock, 7 is
gross invesimenl, o is the vate of depreciation of the capital stock, and
{Fohin's) o 15 the price of tostadled capital in dollars,

Wagces in dollars. w, are determined in the labor mirket that is in cqui-
librium when sectoral labor demands equal the available lnbor supply.
Accordingly, the fabor market yields an equilibrium wage as a function
of the capital stock, the level of povernment spending. and the income
Lux rate:

) wo= wiK. (.1 I

where ¢ is the income tax rate,

Other things equal, cquilibrienm wages in dollars are higher, the higher
is the economy s apgregate capilal stock or the higher is povernment
spending. A higher income 1ax rate reduces the demand for home goods
and thus, other things eqnal. reduces wiges,

The model is cloved by specifying cither access {o the capial market
or the financing of investment. We first consider the case wherce there is
e iceess to e international capital market. All investment is financed
at home out of income from capital. Income lrom capital increases with
the capital stock but declines as the wage in dollars rises, because the
relurn to a unit of capital, R(w?), is declining in w:

13 qllg) = KR(w).

The model is summinized in figurc 9. Along the 18 sehedule, the labor
markel clears. and saving is equal to invesiment. The schedule is nor-
mally upward sloping to reflect the assumption that a rise in the capital
stock raises (otal profits. Atong the K = 0 schedule, the capital stock is
constant. The economy’s steady state is poinl A, where saving is equal
to ipvestment and the capital stack is stationary.

Consider now the effect of budget consolidation through higher tax
rates or tower government spending. Reduced labor demand artsing in
the home goods markel will lower the equilibrium real wage. For agiven
cupital stock, the fall in dollar wages raises profits. Thus, the 15 curve
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Flgure 9. Capital Accumulalion in & Financiaky Clesed Economy

Frice of

instatled

capilal, @

£=n

Is

Capilal slock. K

shifts upward to IS’ {nof shown). There are immediale INCrenses in
profits, the real price of capital, and the equifibrium rule of investment.
Over time the economy moves to point B, Capital will have been accu-
mulated and the falt in the real wage will have been offset, at least par-
tially. by the increased capital stock. The traded goods seclor expands
as the shifl itoward a balanced budget involves a cut in demand and a re-
allocation of resources 10 the traded goods sector.

As for the real exchange rate, one must look at the wage in dollars,
This model predicts that budget cuts will lead to real depreciation—a fall
in the wage in dollars—in the short run. Later, as capital accumulates
there is some real appreciation.

Consider next the case where the economy opens up financially. Spe-
cifically. let the country in the model have access to capital al the yiekd
i* in dollars, which is the New York prime rate plus a risk premiunmt. The
arbitrage equation representing the capital market equilibrivm is

(4) qfq = i* — R{w)iqg.

Figurc 1) shows the initial equilibrium at point A. The immediate effect
of the financial reform (assumting (* <2 ) is a boom in asse! prices, mov-
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Figure 10. Capital Acemmulation in 3 Flnancially Open Ecmnj
' Price of
installed
capital, ¢

K, X
Capilal stock, X

ing the economy from point A 10 B. Then the economy moves along the
stable trajectory J) from point B 1o C. The high real price of capital im-
mediately encourages a higher rate of capital formation. Over lime, as
capital accumulates, real wages rise or the real exchange rate appreci-
ates. The traded poods seclor expands by becoming more capital inten-
sive. The expunsion is made passible by the high viduation of capital and
the resulting capital accumulation.

The model highlights that greater access to world capital markets
brings about equilibrium real appreciation. It also improves welfare for
workers while rewarding owners of existing capilal. Everybody wins,
even the gavernmenl, since the tax base and hence Lax revenues expand.

The process of opening up the capital acceunt or gaining access o
warld capital markets is reinforced when the political risk premiumn de-
clines. This corresponds 1o a reduction in the cost of capital, %, and an
upward shifl in the trajectory 13 inol showa), Stock prices rise and in-
vestment boems, Fipally, real wages vise and e Lax base expands. 1ce-
sulting in prosperitly for all.

Access o the capital market also affects consumer behuvior, Spe-
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cifically. damestic finuncial repression and credil rativaing mey decline,
a process that could be fostered by an intermational financial opeing.
Availubility of consumer credit then raises speading, part ul which faulls
on home goods. Wages in dollars rise, and this effect tends 1o rediwee
assel prices (in the tradable goods sector) and reduce capitad fornialae,
Financial opcning is therefore a mixed issue. Lis cllects on capital forna-
tion depend on whether there is significant fancing lor consumers as
oppused 1o lioms. !

Next consider the effects of irade liberaltzaion. Suppose specitically
that & group of imported consumer goods, previously prohibited, be-
comes available, We represent this as w fall in the shave of nontrided
goods in lal spending. As U Jemeand for home poods declines, the
equilibrium wage in doltars falls. The increased profitability of cupital
in e traded goods sector boosts the stock warket. Over time. capitd
accumulates and real wages recover. Te maitlain ol employrient.
trade Niberalizstion ummbigaously requires o real depreciition on ctall
inhie dedior woape.

Finadby . measnres that increiee eltivicney alsalliec i cpmlibrnnm
madel. An increase in 1o1al factor productivity incrcases kiher donad
and raises the equilibrinm relative wage. Even so, profitability stses aand
the real price of capital increases accordingly. Capital forawalion ¢x-
pands, raising real wages.

Chervalnation Hypothesis

The overvaluation hypothesis views the real appreciation of the oy
chunge rate as the outcome of an inflation stabilization using fncoines
policy and exchange rate targeting. ln Mexico, such policies were cen-
tral to bringing down inflation from its peak of nearly 200 percenl 1ligure
2k

Incomes palicy i practiced ina formal and cercinonivgs agrecmeal
called the pacte. The parties are the government-freiendly niions will
their vctogenarian boss Don Fide! Velsquez, representalives of the
business community . wwd the poverament. Labor agiees Lo limil wape
infhition: business agrees b kil price mcreases: wind the povennmonl
contributes with commitments on public secton prices wind e v o

ke, Fhe agrecanents imatially ran tor 2 posths sl have been eatended

E1. This pasintis made by Japelli aml Pagino [HRS)
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Tehle 8. Inftatlon and Pepreciation in Mexico, 1987-93
Percent per year

Provefieeer Consimer

Frice price onre Weree Erclnge
Year Frdext incloxt deflaror inflesticent® Firles
1947 145.3 1318 FI%.4 1289 120.4
I9R% 9.3 142 994 1.7 629
1949 12.8 0.0 159 LIS ] RS
1 9 7 26.7 9.5 0.6 143
Fdt 1.1 217 46 284 6.2
192 12.0 I55 162 26.6 2h
1993 fh 8 1o 16.54 00

1
Sewrces  ameon de Méxion (19930 Haweo de MEnico, Padivodoree Eeodmcer, varlimes joae<: pml wmhlithedl
slisky fiowen the Mexican Finance Mindstry,
& Yuur average awe) Previess vedn s avergpe.
b, Mominal avelage caming~ in manulacluring,
€. Teson per dolla,
4. Measured lown Augosl o Augual,

i 6 and 12 menths, They have been followed by the povernmént and
renewed regularly. In appendix A, we reporl the terms of the pacto
agreements of the 198793 period.

At the autsct, the paeta contained price controls for ivhasket of essen-
tial consumer poods. Increasingly, the use of formal coniroks has re-
ceded and given way to a broad understanding of the room for price in-
creases, specific wage targets, and discussions of productivity-based
wage policies. The exchange rate commitment by the government con-
tinues (o be ceniral. Mevico has tuken a decidedly corporatist approach
to prices and the labor market. The government because of ils perva-
sive, unrestricted powers can make agreements slick.

" Trade liberalization was another feature of the disinflation strategy.
Since domestic markets in Mexico were highly oligopolistic and controls
might risk shortages, liberalization was used to enforce better price dis-
cipline and alleviate potential shoriages.

The process of disinflation is shown in 1able 8. As one can see, during
198793, wholesale prices fell more rapidly than consumer prices. The
reason is thatl the hudget correction meant the withdrawal of various
sithsidies that enter the consumer price index (CPI) but not the producer
price index (PP1). The most striking point, though, is the discrepancy
between PPl inflation and exchange rale depreciation brought out in
fipure 1. The government systematically used underdepreciation or de-
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Flgure 11. Mexican Produeer Prices and the Exchaige Rale, 198894
Mckex. [9RE:1 = 100

260
0
220F FProdaver
r prices
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160 ¢ Exchangr rate
L {presas per dollar)
140 ______-..------'“-“*“"'-""""
10} we”
[ 1 [] [} 1 1
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Saurve: Aulhors cobcnlations based on data Trum Banve de ME ek, Mo adiwe s Foomeanioer, sarims ivapes,

parture from a purchasing power parity exchange ratc rule to foster dis-
inftation,

Consider what happens in an economy with considerable inflation in-
ertia when an exchange rale-based stabilization is put in place. Starting
wilh high inflation, assume the governmeni reduces the rate of currency
deprecration to zero. Although the new long-run equilibrium has zero
inflation and the originad real exchange rale, there are disruptive transi-
tional effects,

The immediate effect of fixing the exchange rate is to cul the nomninal
intercsi rate and hence the real interest rate, so that demand increases.
The incrtia in prices plus the fixed nominal exchange mte generates an
apprecialion of the real exchange rate. As the appreciation conlinuses,
the original increase in demand erodes. In addition, the real interest rate
increases, and, in the carly phases of the pragram, the current account
muoves mta deficit. The economy returns to full equilibrium, with re-
duced inflation, only after deflation has restored the initial level of com-
petitiveness.

The model is oversimplified in a number of ways. First, there are no
lags in the adjustment of demand and the current account to changes in
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the real exchange rate. Second, the adjustment o the real exchange rate
* assumes an immediate substitution effect, contrary Lo the Diaz-Alejan-
dro effect. I during the irst stages of the disinflation program the real
appreciation is expansionary, this will further increase the overvalu-
ation of the exchunge rate, increasing the recession necessury (o resiore
the original real exchange rate. Third. the monetary mechanism oper-
ates entirely through interest rates and there is no roe tor credit and con-
fidence. Again, given thc importunce of the credit constraints that firms
and consumers fice, the remonetization of the economy that occurs
when the nominal interest rale drops increases the amount of credit
given by the banking sector. If liquidity constraints arc important, an¢
can observe that an increuse in the supply of credit does not cause a de-
cline in the real interest rate. Finally, wealth effects and assel processes
play no role.

Even though these aspects of udjustment are ahsent, this highly styl-
izcd model captures the pattern of the adjustment process. 1t highlights,
in particular, that, on the way lo disinfMation, high unemployment and
large deficits make continuing the program increasingly difficuls; il con-
tidence breaks down, so does the financing of external buknces. In this
cuse. interest rates will soar, outputl will full, and ultinzitely {he program
will be abandoned.

13 Mexico, the exchinge rate-based stabilization wis complemented
by incomes policy, and the disinftation from triple-digit levels was
achieved largely through containment of wage increases. A simple
model of this process follows. Price inflation compriscs wage inflation
und depreciation:"

(5) p = aw + (I —a)e,

where p equals price inflation, w equals wage inflalion, ¢ equals nominal
exchange rale depreciation, and a equals the proportion of wages in the
tetab cost of production. Wage inflation is bused vn past inflation and the
oulput relative 10 potential ouiput:

(%) we=poy ot oy

12. 1Haz-Alejaradro (1965) asseris (hal the income effect of a devaloation demands the
unbstitution effect in the shorl pun. IF this is the case. ar appreciation will be expansionary
in the short run.

13. Fora detailed exposition of the process, see Dornbusch L934a). See Végh{ 1992)
and Dornbusch and Eischer (1993) for references 1o 1he experience with exchange rate—
bused stabilization.
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where y equals devialions of outpul {rom the nadural level and ¢ is o pa-
rameter thal measures the sensitivity of wages o cyclical conditions.
Combining eynations § and 6 yickds un inflation rate that shows full pey-
sistence, so that inflation 1oday equals inflation yesterday, excepl as
there is unemployment or veal appreciation:

(7) p=p+acy + (I—ule—p D

In Mexico. the pacto conlributed in Lwo ways 10 the disinflation proc-
ess. First, the explicit price agreements helped cope with the persistence
issue: business, labor, and the government agreed to break the buck-
ward-looking indexation patlern. They agreed on limits consistent with
an immediate disinflation. Second, the governmual helped in a migjur
way by allowing real appreciution of the currency. Third, skow growth
dampened any possibility of kabor shortages.

We complele the mudel by looking at the determinants of real de-
mand. Here, the level of the real exchange rate and real interest rates
are the prime determinants. Combining these demand delerminants will
inflation in cquation 7 and assuming uncovered interest rade parily yield
aninfiation process that emphasizes tuth e corrent diflerence between
inflation and depreciation and the level ol the real exchange radc.

But does this expliin what happencd i Meaico? We investipgale o
what extent the hypothesis bused on price and wage seliing is able 10
explain the extent of the apprecialion that has been pbserved Juring the
pucte. For this, we estimate the following equation for the 1984:2-
1993:2 period using quarterly dala. The equation comes from equation
7. substituting the determinants of y for y and assuming uncaveredinter-
estrale parity:

{8) pop =4 dle=p )t fie—p D+ RE-PY

where the dummy variable D takes the vahe of one from 1984:2 1o
1987:4, E eguals the nominal exchange rate (in logsy, amd £ cquals the
price level (in bogs). The dummy accounts for the introsduction of au-
comes pokicy, which interrupts the inertia of inMation. The estimaled co-
cfficients with their f-statistics in parcntheses arc ¢ vouals - (L59
(— 1.56), o equals 0.66 (7.4), Fequals ~0.38 (- 3.03) and ceuitls
0.00046 (1.92)."* The estimates highlight Lhe substantial degree of persis-
tence that is present in the inflation process. ‘I'hey also captlure the im-

I4. The equation ulso controls for The impac] of Toreign inserest sutes and inflution on
demand und hence inflalion.
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Figure 12 Time Path of the Infatinn Rate
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Sewiee: Arthrs’ sitanLiticns as described in the text.

porlunt reduction in inertia that was achieved during the exchange rate—
based stabilization through wage and price sgreements. The coeflicient
Jis negative and significant.,

Using the estimated parameters. we now simulate the cffect on the
inflation rate and the real exchange rate of fixing the nominaf exchange
rate when quarterly inflation is running at about 50 percent {which was
the quarterly rate in December 1987). Figures 12 and 13 show the time
pith of the infladion rate and the real exchange rate. Fixing the nominal
cxchange rale accomplishes a very substantial, rapid disinfation.
Within a year, inflation evaporates. But the implications for the real ex-
change rate are just as striking. The large immediate real appreciation
that is the price of fixing the nominal exchange rate is undone only gradu-
ally—aover years (figure 13). Both aspects of our ntodel ure clenrty pres-
ent in the Mexican experience.

1f the overvaluation hy pothesis is correct, the return o o competitive
real cxchange rade will be o drawn-oul process, in which slow growth
it high unemployment are the chief vehicles of change. The altemative
to a prolenged recession is a real depreciation—an issue to which we re-
twrn below.

1M I L1 1
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Flgure 13. Time Path of the Real Exchange Rate
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Bource: Aulhort’ simulniipac as described in the text.

More Arguments

As we have noled, supporters of the equilibrium hypothesis hold that
the external imbalance is not a problem. { Appendix B also discusses the
equilibrium model in some detail.) They believe that it simply reflects
the forces of reform and restructuring under way. A large deficit means
that investment is running high and that capital goods are being imported
to build the export base of iomorrow.

Their argumem must be viewed with a dose of skepticism. The com-
posilion of imporis shows that capilal goods imports are not a leading
Hem. In 1992, capital goods accounted for only 19 percent of total im-
ports, intermediate goods for 69 percent. and consvmer goods for close
to 13 percent. The fastest growth item was consumption goods, which
especially benefited from the trade liberalization. Table 9 shows Mex-
ico’s structure of imports,

Also, while it is true that investment has increased substantially in the
past few years, as shown in table 10, much of that investment has been
in residential and business structures not in plant and equipment. The
overvatuation hypothesis explains investment as the result of the sharp
drop in real interest rates that accompanies an exchange rate-based




178 Brovkings Papers on Econcniic Activity, [:1994

* Table 9. Structure of Impurs in Mexico, 1986 and 1992

Percent of Lotal

Tepr of poody 19846 92

Consumer 50 12.5
Intcrmediale 773 8.9
Capilial 177 18.6

Source: Banco e Méaro {1981 p 31LL

{temporarily credible) program. As a resull of lower real interest rates
and reduced inflation, credit markels reopen. The trade reform and
avervaluation help reduce the cost of imported durables, and specuka-
live clements surrounding a possible policy reversal reinforce 1he urge
to buy.”?

Another reason 1o disfavor the equilibrium madel is that it has a hard
time explaining the falls in output and employment that are gradually
emerging. By contrast, the overvaluation model would predict thid, he-
yond the initial expansion phase (the resuit of greater credit, higher real
iterest rates, and possibly rising real wages}, overvaluation starts slow-
ing demand and output. Cartos Diaz-Alejundro notes that real deprecia-
gion tirsl depresses demsand vii income eflects before stimukating de-
mand via substitution eltects, which come to dominate.'® In the case of
Mexico. the argument applies in reverse: real appreciation lirst creales
demand; then the drag of adverse substitution eflects tukes over.

Anuther way W 1est 1he vscfulness of the twe theoretical spproaches
is to look ai the nominal intcrest rates on securilies of dilferent denomi-
nations. Why not look at dollar and peso securitics issued by the Mexi-
can government and recover the expeclations of depreciation implacit in
the yield differential? If the exchange rate is overvalued, depreciation is
a possibility and the yickd differcntial will reflect the exient of the mis-
alignment.

We therefore Took 21 linancial data for evidence of whether ihe linin-
ciul markels perceive the real appreciation or the increasing trade deficit
as an equilibriuvm phenomenon (in which case they wonld not react 1o
chunges in the trade balince or the read exchange 1ate becanse thin

b5 Guiliermo Calve, in particular, bas emphasized the speenllive clemeal . See, lua,
Dombusch {1986).
1%. Diaz-Alcjandroe (1965).

Riediger Dornbosch and Alejandeo Werner 274

Table 1. Uirowth and Investment i Mexico, 198993
Perceni por year

luvestimens

[F {percent
Yerir per capiii onf (FDP)
|y49 i3 17.3
1990 24 187
1l 1.6 19.5
1942 0y .7
L) -1.2 0.7

Sutirce: Authars caivulibias sl o wipuhlsdd duts b TGk ook deadereiagiviongd B enaiers ol Sdasiriin

model does aol predict such an adjusiment). o table V1. we repress the
interest rate differential (adjusted by the announced deprecialion) for
monthly data for the April 1988-Func 1993 period vn a tread (Lo account
For impros ing pragram credibility as time patsses). i dnmmy o acconil
for (the annomicement of the Brady plamin June TS B aveige nlatn-
rity ol public debtwith one L measuned ek s feaconant b the 1wl
{hat with o matusily the probability o speculative atlach duninishes !
and the real exchange rate or the rude balance (in hillions of datlin st
with onve bz, We use three inieresl mie ditferentials: the difference be-
tween the one-month vete (denominated in pesos) amsd the one-month
certificate of deposit (CDY in the United Stales; the diffesence bulween
the cete and (he pagafe, which is a doblar-indexed instrnment issued by
the Mexican govermment; and Lhe dilference between the pagate wml the
U.5.CD.

The real ¢ xchange rate is consisteatly insignilicant in (he regrensivls
{not shown), but the expected devaluation measured by the cere-CD dit-
ferential depends positively on the ade deficit. An increase o the
tmonthly) trade deficit of $1 billion increases the iaterest rale dilfereatial
by 2.5 percentuge psials. The reasou why the Cele-proagale repession
furns oul poorly oy be thal o w hen the expected devaloatiog increises.
the gover nment issues more pagifes and, given i itfaces o dos nwand
denmind [or prevafes, the price goes dosen so ity sivld goes oup lii~ 1o
pression stgpesis that the govermnent has been g e oo
ey ob i1 dotne- 10 debrin order terespond o costditlerendls

L7, Gl s0nnd Poagso L1920
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Tabie 21, Explaining Interesi Rate Differenilals

Avsrage
iy Twive-
Brady of pubiic Trode Fagped lagged
Pependient plan debi balaner  dependent  dependent
rariakir Canstant  dimmy Trend™  flaggedF  ilagped) rariable variable
Crie-LLE, D 0.012 90027 00013 -9o00l6 -C.X2ZI .64 ~0.14
dilferentinl .4 1.9} -t (-2.1 {(—1.f 4.5} 1 LA
e prigufe (LIS [[RLLIES 0038 [[RLCT - D IHKRY 15T
dillcreminl af 0 3m & t Ln {- Db sy
Pugafe-l15. CD 0.006 0LO0 0wl G0 - 0.0009 1z 0.56
differeniial {4.8} 135 | t--1L.m 1- 1.2y (livib 16.0%

Supeges Auibnrs’ regressions based on ki from Haeco de México. Ferchin charren Fradiestibin b4, SATHAIS PRAIRCH]
and unpibli-hed Ao Irom the Finanee Mimistry. 3

a. Y dleperdend s  aie the interest rave difercntial hetween the cere fa one-munth peso-denaminited
govcrament bomdyand i voe enth LS. centificate of depesil VBN 0 ube-maanth or b and "””m’-"".l' dollar-indevzd
instromont issuesd by the Merican governmenih: and & pagale and 3 ung-mcmlh LS. 1. Repressions ore maonthly
dala lom Aprl FHE o June 1993, Mumbers in patenihescs are f-slatisticy

r CoefTwicnt multiphed by 10,

v Mesaared in days: coelTuient maliplied by T

L.essons of the Mexican Reforms

We have explored two hypolheses of the microeconomic develop-
ments in Mexico. One asserts that equilibrivm prices of asseds and Jdollar
wages have risen as a result of various reform measures. This equilib-
rium view acknowledges no problems in the Mexican cconromy and
hence offers no policy remedies. According fo this view, NAFTA will
reinforce confidence and help fortify the resolution of lenders. The new
independent central bank will institutionalize financind stability and
strenglhen reform with beneficial effects on access lo capital markets.

. The disequilibrivm view, by contrast. accepts the extraordinary re-
form effort and the prospective benefits of liberalization and NAFTA.
Bt il recognizes, we believe rightly, that overvaluation is.one of the
gravest policy errors along the way. Overvaluation stops growth and,
more ofien than not. ends in a speculative sicge on the exchange rute and
ultimately currency realignment. That sequence occurred in Earope a
few vears apo and las heen repeated numerows times in L atin Amoerica.
Chile, as mentioned earlier, overused the exchange rate in the 1970s and
its economic program crashed: in the 19805, Chile gave inflation control
an important but not exclusive role, and as a result of the macroeco-
namic strategy growth in the latter period was highly satisfactory. In-
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deed. after & host of exchange rate—based stabilizations ihe lessons are
clear.™

—First, a pegged exchange rate is immensely helpful at the outset of

a stabilization effort. [t helps rally expectations, and incomes policy can
be organized around it. Moreover, a fixed rate can be counted on 1o im-
mediately improve inflation performance.
Sccond. almaost withont exception, o fixed rate wilf not imply cero
inflution, Inflation will fall off, perhaps sharply, but it will not end allo-
gelher. Accordingly, there is a need 1o rcassess very quickly when to
abandon the fixed rate and setile for same inflitivn. though at a G mere
maderate rute than before the stabilization,

—Third. much of the disinflation must happen through the initial in-
comes policy package. Fixing oafy the exchange rale risks overvalu-
ition,

—Fourth, & crawling peg that offsels the prevailing infiation with cur-
rency deprecintion avords an accumubation of red appreciation that
would wfrimarefy risk the success of stabilization. Yet. as useful as cx-
change rate pegging is a1 the outsel, it is equally important to eliminate
it as soon as possible,

—Fifih, incomes policy is helpful at the outsel, but private seclor
competition must soon take over the work of keeping prices down.

How does the Mexican expericnce compare? Incomes policy was
helpful initially but then got in the way. The pacto did help bring down
200 percent inflation very fast. It helped reduce indexation—explicit or
implicit—and diminish infation persistence, thus making the initial
sharp disinflation possible, But the exchange rale soon became over-
used and the pacte process did not make lurther strides toward low in-
llation, excepl al the expense of competitiveness. In Augusl 1991, an ob-
server called for the pactn to move to a permanently fixed rate on the
dollar:

Pacto-fatigue is o fact s it is hard 1o believe thil Lhe currenl policies can gooon for
another year or twa, 11is time to take the povernment cut of wage-price setting
and bring the matker in, That is understood . The only éssue is how to doir and

18, See Calve and Yégh 119920, Dombusch and Simonsen (2987), Dornbusch (1986,
PR, 199h, aamd 19944, Dernbasch and Fischer (19931, Edwards 1199, 1993b!, Kigne!
and Liviatan { 19920, amd Turther references cited in these publications.
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when  The answer here is vne more pacte 10 safely land the economy , then Je-
clare victory and get out. When? The sooner the better. '

1n February 1992 (before the European lessons of 1hat Fall} the story
was still the same:
. . . no problem in anchoring the peso o the dollar, preferably without uny mar-
gins so as to gain the maxisum benefit of monetary integration and the maxirmum
reduction th Mexican inlerest rates. But even as the peso is tied to the dollar,
inflation should be pushed down Lo American levels rapidly. There is no interest
in a¥owing a Spanish-style cumulative overviluation which ultimaiely is hard o
unde and which is bound to skow geowth.™

Because of the complications caused by the persisient use of incomes
policy, by early 1993 it rollback in the exchange rate wus judged neces-
sary.2! Of the oplions for doing so—recession; maxidevaluation: and in-
ereasing the pace of the crawl-—the lasl was tavored. Specifically,

The strategy of a faster criw! would accept an inerease of inflalion w 15-18 per-
cenl as the price for gaining competinveiess and the piice tor avoiding o recur-
rence of the exchinge rate and socisl crises of the past election yeurs. The pace
of the crawl would be stepped up immediately 1o 22 pereent per year, declining
toward 17 percent over 18 months. . .. The art of inflation fighting is o know
when to stop, A wise US senator when asked for counsel on what 10 do aboul
the unciding Vietnam Wor adsvised: declare victory and get vut. Mexico's au-
thorilies should reassess their priorities and shifl to o model where prowth comes
first, bud inflation is lirmly contained below a 20 percent barries. Tt is possible,
as Chile’s example of the past decade shows quite convincingly.”

‘To those wiho accepted that Mexice had a problem, wiiting For the elec-
tion year to end with still greater overvaluation was clearly a big
mistake.

Learntng from unsuccessful exchange ride—hased stabilizalion in the
1970s, Chilean policymakers of the 1980s never made infiation the abso-
lute and exclusive 1argel; overvaluation never happened and growth wus
strong.? That [esson should have been understood in Mexico two or
(hree years ago. Regrettably however, Mexican policymakees vpled to
replicate the mistakes of the 19705 Chilean sirategy rather than the posi-
tive lessons of the 1980 policy.

1" Teanbase b P g

20, Boanbuschiilifrd).

21. See Dombusch (199%).

21, Dormbusch (1993, p. 579

21 See Durnbusch amd Edwards {1954}

Rudiger Dovabuselt amd Alefinedra Werner s

What Now lor Mexico?

What are 1hc issues and options now facing Mexico? Since the start
of 1994. several speculative attacks on the peso have occuried: at least
$10 hillion in reserves were lost; a swap line witl the United Stales was
requested and pranied: the stock market dectined more timn 30 perceat,
and short-term interest rates increised by niore than 7G4 bBasis poinls.
Su, while thers may nol be any deep, fundamental prablem. there 15 ne
arguing with the fuct that the markel hies doobis aboil the ecoiamy.

How Much Action Is Necded?

Al best. the current lsrbulence merely reflects ordinary clecion yeuat
pncerlaintics, and the basic ceonomic fundamentals are saund. o this
case. Lhe very busi strategy, for the ruling party and the country alike s
{0 maintain the exchange rute strategy (the Bind aprecd in the fast
pactay, puroe higl intevest des atnd Bonros 1o cover the vinrent i
count deficit, nde out the erise und the electivns., amd o e the maskal
wrong. Once e elecion swaon and e continginy o polici s 1 e-tab
lished (presuming 1he vuding parly is teclected . the eounonus meodalaind
the strategy woukd be vindicated. Finsncial instability . devaluation. dml
infation would he aveided, and eredibility wotthl increase, Franee m
§993-94—with its refusal to give up on 1he franc’s tixed parity wath the
deutsehe mark in the Tace of massive adverse speculativn—provides an
cxample of this sit-light approach.

A closely related inlerpreiation of Mexica™s cnrrend positionn s it
the current Jevel of the exchange rate is probably wrong and that, Tor
bul not in thie muidst ol an

growlh reasons, sumcthing aceds Lo be done
election year. Politically, the buss of face inbierent in o devaliation
troublesmine., since so much rhetaric goes into defending the lived rate
strategy. 1Cis simply casicr 10 allow high interest vates 1o previnl Las
Fraee did in 1993 untila more convemenl (Pestelectiont iae comes o
devalue.

Seme othiers agree wiih the ned for action, ! Osercers et campe

TE I Moo, s sies s been enteitanmed inesame oo TACRTE IS S (RN TR TER IS RNER
P s shee v s el o all e agpoitnane e ol Ak s R ey al gl s The
e Akl o ases oo Iporeanentaf e e cie bl e patnovc eesthe o2
of detay s neational T this inskiwe. e ancrsmmnilaged costs b el U foracal

hy sleresis eflvers ok line prevwrlr and aneressed ke prene i b b nare e il
to et cinly .
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believe that relying on the capital market’™s inferpretation of the ex-
chunge rale cun be risky, however. since the market may suddenly lose
faith, and a couniry that is overextended in ils borrowing may face immi-
nent financial crisis. Given this risk. they Tavor a cantious policy that
starts with competitiveness.,

How valid are these views suggesting that only minor tinkering may
be needed in Mexico? Much depends on Lhe size of the overvaluation,
For example. & minor overvatuation of 5 or 1§ percent would he hard
to identify and may disappear in response to positive veforim or a more
favarahle external epvironment. But a large overvaluation will not go
away un ils own accord. Indeed, its costs will rise steeply: first, gmwtl~[
will show: then, mterest riales will be raised to defend the currency: then
the combination of low growth and high real interest rates will cause
firms® balance sheets to deteriotale, and bence those ol banks. Then ac-
live speculation starts,

This process has atready begun in Mexico. suggesting an overvalu-
ation that needs addressing. Growth is sleggish. and bad debls ase accu-
mulating. The realized real interest rites on bank loans. which are
shown in figure [4, have been averuging close to IS percent over the past
five years. The grewih in nonperforming assets is therefore no surprise,
i trend that is veinforced by 1the downler in economywide growih. In
the Mexican banking sysiem, nonperforming loans have already in-
creased From 2.0 percent of total loans in 198% 10 7.1 percent in 1993, The
clection yeir growth in the macroeconomy may #lleviate the problem
for o while. bul ongoing overviluation will not go away, and 1994 is at
besl arepricve.

Mexico™s valnerahility (o the problems inherent io an overvaluation
is uccentuated by the vncerlainty swrrounding Mexico's political future.
Mexico’s rapid embrice of grealer political vpenness has shattered the
riling party s histericat coherence. so that the old corporatism becomes
unmanageithle. Moreover. 1eo much adjustmem has been left for the
postelection government. The rest of the world understands what the
chinges in Mexican polilics mean—as the recent volulility in Mexican
linancial inarkets makes clear,

Unless the exchange rate is devalued. either recession will be needed
to climinale the external problem and reduce inflation or expansion will
he needed 1o alleviaie the lack of growth. Neither option is realistic. It
is politically difficult to squeeze inflition through recession, and fiscal
stimuhus, although more templing. is not a feasible long-run solution in
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Mexico. We belicve instead that a significant departure from the present
exchange rate is needed.

Exchange Rate Strategies

As we have argued throughout this paper, only some of the 40 percent
real appreciation (measured in relative wholesule prices) since 1988 can
be credited 1o (he sharply improved cconemic conditions in Mcxico.
The rest is suspect, In fact, the recent 6 percent realignment inside the
exchange rate hand passed with little chaos or lear, suggesting there is
room for grenter devaluation, but it must occur soon. There were several
days following the assassination of candidate Colosio during which the
nation rallied behind the official party and that could have provided the
cover for &t realignment. But it is doubtful how much of this momentusm
remains.,

What then are plausible exchange rate stralegies piven the present
predicament? To answer thal question requires asking two other sup-
poriing questions. First, is there further pacto support for a change in
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* Tuble 12, Policy Issues and Oplions

Adiife No wemte
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the exchange rate policy™* Second, how acule is the current problem?
Tuble 12 presents a matrix of options under four different scenarios.

We first ook al the two cases in which pacro support cxists. We be-
licve such support can be moebilized, and with it Mexico could manage
“ane lust devaluation.™ If overvaluation is an acute problem and pacro
support is possible, a 20 percent devaluation is the preferved strategy in
our view. Using the trade equations shown in appendix C, u 20 percent
devaluation would reduce the trade deficit to upproximalely zero. This
would stimulute growth and reduce the precarious linancisl depen-
dince.

iF overvaluation is not acute but pacio support exists, a crawling de-
preciation is a good solution. This (inflationary) strategy lakes lime, but
it does reduce some of the pressure on the exchange rute and has lower
political costs. 1t is decidedly not an emergency procedure.

Even it we are wrong about the potential peacta supporl, however, a
reslignment willbe essential, IFthe currency is notdevalued, growth will
not keep pace with the growlh of the lubor torce; the divisions in Mexi-
can society will widen; and national stability will be threatened. But
what is the best exchange rate strutegy if union suppurt is lacking? In
this case, o devalsalion could guickly translate into political agitation for
wage increases. Inflation might sheot up, and expectations of a second
devaluation would rise with it, Interest rates would stay high in real
terms; external capital would be reluctant o come to or slay in Mexice;
and growth would suffer. It is easy to recall experiences of this Kind. but
thitt does not mitke such oulcomes incvitable. For examiple, recen ma-
jor devaluations in Finlund, Sweden, Haly, Spain, and the United King-
dom did noi lead to inflation—in fuci, it has come down, as have interest
rates. Devaluation was u boon to these counltries, If the overvalustion is
nul critical, the best stralegy may be to “get support” from the unions
before proceeding.

25, The pacie negatiations nonnally seck exchange rate and wage targets. However,
ncither of these mueasures prévents aff real depreciation.

Rudiger Dornbioh and Alcjondro Werner @ /’J

Withont pacie support and with a pressing overvaluation problem,
the answer is [0 use the current ¢risis to discard the pacto process and
move 1o a floating rate. The peso would be allowed (hy lower nominal
interest rates) to Tall about 20 percent. Monetary and fRscat policies
would face the hard challenge of allowing the real depreciation and pre-
venting a resurgence of major inflation. There is no assurance that this
strategy murst work; but it is the only option il realignment is (0 be suaght
outside u pacte accord. Doing nothing in the face of an increasingly tenu-
ous currcncy siluation means that these problems will be Faced at un
even less convenient time, with more surprisc and less control.

To conclude. President Carlos Salinus de Gordari is rightly acknowl-
edged for the sweeping reforms in Mexice, but he 1cft two lvose ends.
The first was postponing real democracy in favor of another six years of
technoceatic rule. The other was overvatning the currency. For Salinus,
inflation was the primary issue, just as it had been in Chile in the Jate
1970s. In his own words, .

We mast bring inflation down 1o s one-digil level this year. Some say, why o’y
you relax your indlion goals a bit so we can buve better growth rales? And |
respond: There is no trade-off between inlation and growth.*

The cvidence of the past few years contrudicts his statement. Disin-
flution with overvaluation is a temporary device that uhimately causes
great damage. In Mexico. that sad ¢nding lies ahead unless the currency
is devalued.

APPENDIX A
The Pacto Agreements, 1987937

December 1987-Febroary 1988
Tax measwres: Elimination of subsidies, cxcept for agricilliure. Elimina-
tion of the aecelerated depreciation incentive and an additional imypor
tax. Adjustmeni in public sector prices. Reduction in programmable
spending by 1.5 percent of gross domestic product. Exchange rae pol-
icy to support deflation without sacrificing compeliliveness,

Mo, Licr Soiith, " Salings Favey His Touglw st Yoar Yol Business Week | Febnuary 1,
1993, p_4].

27, Aspe (1493), updated with information from Banco de México and Presidencia de
la Repuablicad 1944).



