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FRANCISCO GIL DÍAZ

Mexico's Path from

Stability to Inflation

Mexico has accomplished a continuous record of economie development and social progress since the 193Os, with some variations in economie performance throughout the period.' In the 194Os and early 195Os there was per capita growth, inflation, and instability. from the mid-195Os up to 1971, inflation was controlled and per capita growth improved.  Finally, the decade hetween 1973 and 1982 has witnessed a resumption of inflation, somewhat less growth, the reappearance of oil, and a shaky legacy at the end of the decade for economic and social well-heing in the 198Os.  Yet despite the ups and downs, one can observe a policy continuum from the early 194Os up to the end of the 196Os.

The late 192Os and the 193Os witnessed the foundation of Mexico's current institutional framework.  Confidence in the currency was restored through the 193Os and inflation was gradually controlled in the 194Os and early 195Os, setting the stage for the emergence of a financiar system.

The country underwent radical changes in a relatively brief period while experiencing rapid population growth.  A revealing index of how fast and far Mexico came out from an almost feudal situation into a modern economy and society is the change that took place in the rural-urban composition of the Vwpulation.

In 1900 only 12 percent of the population was urban (table l).  Thirty years later the situation had not changed much: 80 percent of the population still lived in the countryside.  Furthermore, 66.5 percent lived in communities of fewer than 2,500 inhabitants and agricultura absorbed 69 percent of the labor force.  Economic life for these people was circumscribed to self-subsistence with little contact with the rest of the economy or society.  By 1940 the situation had changed only slightly, but in twenty more years ¡t was dramatically different.

By 1960 the urban popvúation was elose to 40 percent, an important part of the agricultural sector had been modernizad and was prosperous and growing, and most economic activities were not only national in scope but intertwined in many ways.  The same trend continued up to 1980, when an astounding 60 percent-perhaps too large a share of the poptúation-had been urbanizad.

One measure of economie improvement in recent decades is the purchasing power of a monthly minimum wage.  Compared with 1950, a worker in 1982 could purchase 4.6 times as many tortillas, 3 times as many beans, 2.7 times as much rice, twice as much milk, 8 times as much bread, 1.63 times as much beef, the same amount of eggs, 4.5 times as many shirts, and almost 10 times as many irons. lf quality were taken into account, the comparison would be even more favorable in most cases.  Growth has trickled down then, but relative income distribution has remained about the same2 -a situation perhaps best explained by the vast insufficiency of educational resources, as will be discussed later.

One measure of the success of economic performance is the growth in per capita income (table 2).  From 1940 to 1954 per capita income grew at 3 percent per year.  These results were improved upon as per capita income grew at 3.3 percent from 1955 to 1972, despite a recession in 1971.  Finally, the 1973-82 decade showed the lowest per capita rate of growth of 2.8 percent, even though this was a period of abundant foreign credit and rising oil prices.

Table 1
Rural-Urban Population Structure in Mexico
(millions of persons)

	
	TOTAL
	
	
	URBAN
	
	
	RURAL
	

	
	Population
	Rate of growth
	Population
	Rate of growth
	Share
	Population
	Rate of growth
	Share

	1900

1930
13.7
-
1.7
-
12.2
12.0
-
87.81900
13.7
-
1.7
-
12.2
12.0
-
87.8

1940

1960

1980


	13.7

16.6

19.7

35.0

67.6


	0.7

1.7

3.1

3.3
	1.7

3.3

4.3

13.8

40.7
	2.3

2.8

6.3

5.5
	12.2

19.8

21.9

39.3

60.2
	12.0

13.3

15.4

21.2

26.9
	0.4

1.5

1.5

0.7
	87.8

80.2

60.7

78.1

39.8




Souree: La Economia Mexicana en
Cifras, Nacional Financiera, Mexico, 1980.

Table 2

Growth in Real Income in Three Key Periods



Growth in real
Per capita real



income
growth


1940-1954
5.9
3.0


1955-1972
6.7
3.3


1973-1982
6.8
2.8

Sources:
Producto Interno Bruto y Gasto, Banco de México, Mexico, 1979; and Sistema de Cúentas Nacionales de México, Budget and Programming Secretariat, Mexico, 1980; population data come from La Economía Mexicana en Cifras, Nacional Financiera, Mexico, 1980; Indicadores Económicos, Banco de México.

The country has come a long way in forty brief years, and its new situation offers opportunities for continued growth and modernization.  However, ¡t has also become an increasingly vulnerable and delicate economy, as perhaps all modern industrialservice, world-inserted economies are.  Growth and prosperity in the 197Os and in the fírst two years of the new decade were more fragile than in the past, as the outeome of 1982 has shown.

The situation in Mexico at the end of 1982 was very discouraging.  Inflation was elose to 100 percent; there was widespread and growing unemployment, falling production levels, an immense public foreign debt, and a lack of confidence and even despair among savers and investors; and a private foreign debt of 20 billion dollars was complicated by a devaluation of 300 percent in the controlled exchange rate.  After so many years of fairly continuous growth, a crisis of this magnitude raises many questions.

The case study of Mexico provides an excellent opportunity not only to pose these questions and to examine its economic policy of the past twelve years, but also to compare these last difflcult years with periods in which economic policy was more successfvd.  Policymaking in the 195Os and 196Os in Mexico was considered an exemplary model by some countries; ¡t has even been given a name-"stabilizing development," or SD.  At the time, we becaine so conceited and confident about SD's outcome that we developed a theory around ¡t and offered ¡t to others as a possible model.

Everything was not perfect, of course.  At the end of the 196Os, poverty and even misery still existes for large numbers of the population.  Middle-class discontent had surfaced violently with the 1968 student movement.  Even though the so-called SD model was still working, its whole approach was questioned, and-incredible for a politician-the president who took office in December of 1970 was willing to experiment with a new approach, even though the former one was still in effect.  Thus, sometime during 1972, economic policy in Mexico underwent a deep transformation.

The new strategy was devised more as a negative reaction to the past than as a coherent set of policies.  Moreover, the reaction to past policies was partly framed on a flawed criticism of the SD model, especially of an outline of that model that INnance Secretary Ortiz Mena presentes in 1969 in a now-famous monograph.3 This erroneous diagnosis is as much a result of some misleading information in the Ortiz Mena document as a fault of his critics, who took ¡t at face value.  The attempt by Ortiz Mena to rationalize and provide a coherent framework for his policies (he was finance minister for almost twelve continuous years, from 1958 to 1970) helped to legitimize some myths about the epoch that are now considered axiomatic, with no need of verification.

The curious and imaginativa name of "stabilizing development" thus became the stamp of a period blamed with failure to achieve a better income distribution.  The alleged unchanging-or for some authors worsened-income distribution, was partly blamed on the encouragement believed to have been granted to private capital accumulation.  Despite the impotence of recent policies to eradicate the alleged ills of SD, the word "stability" still arouses strong feelings: some almost consider it a dirty word.

By understanding both the strengths and weaknesses of SD, we may get a better grasp of the dilemma facing the Mexican economy today and of the possibilities to return Mexico to a path of renewed economie growth.

Basie Misconceptions about SD

The policy ingredients and objectives singled out for SD by Ortiz Mena are (a) measures to stimulate voluntary savings, through a low inflation rate, a stable exchange rate, positive real interest rates, and low taxes on interest income; (b) taxing to promote the reinvestment of profits (through tax exemption for productiva investments); (e) a reduction in the real price of energy and in the prices of other services provided by the public sector; (d) support of agricultural prices to compensase for deteriorating terms of trade; (e) a controlled government deficit, preventing an inordinate expansion of the money supply; (f) import substitution through tariffs and selectiva licensing, with a bias favoring domestic production of consumer goods.

The above list includes many ¡tems indeed, but only a few were truly essential.  From this standpoint, the outstanding features of the stabilizing development period were: (a) a low and stable ratio of government defícits to gross domestic product (GDP); (b) a stable ratio of public externas debt to GDP; (e) internar inflation comparable to world inflation; (d) positive real returns to savers; and (e) a fixed nominal exchange rate.

But since on balance the period was favorable, it seems that all sorts of policy measures were thrown in by Ortiz Mena to provide an exhaustiva and systematie picture of policymaking.  Not all that is alleged about the period, however, was as Ortiz Mena or his crit¡es describes it; nor were some of the enunciated policies conducive to healthy economie development.  Before going into a deeper analysis of what happened, we need to get rid of some basic misconceptions that, because of their political content, helped set the stage for a rejection of the good features of the schemethrowing out the baby with the bath water, as it were.  Take, for instance, the argument that preferred treatment was given to interest income in order to foster savings.  While ¡t is true that the nominal income tax on real returns to savers was low throughout most of the period, taxation calculated as the percentage of taxes plus the inflation tax with respect to the gross nominal interest rate was far from minimal.  As shown in appendix table A-l, the tax on interest was near or above the maximum marginal personal income tax in twelve out of the seventeen years of the SD period. lt exceeded 100 percent even in 1955, when inflation was high while the economy was coming out of the 1954 devaluation, although ¡t never reached the consistently excessive level of taxation evidenced in the period between 1973 and 1982.

Another assertion with high political content is that private investment had been subsidized.  Actually, corporate income taxes went steadily up from 1.16 percent of GDP in 1954 to 2 percent of GDP in 1970.  With 1971 being a recession year, the ratio to GDP of the corporate income tax fell below 2 percent, but the it quickly went back to normal.

How can a rise of 72 percent in real terms in corporate income tax collections and of 168 percent in real terms in personal income taxes from 1954 to 1971 be regarded as subsidizing?  In 1972 Mex¡co, with corporate income tax receipts of 2 percent of GDP, exceeded in this regard such countries as Belgium (0.9), Chile (1.2), Germany (l.O), Sweden (0.5), and Switzerland (0.5) .4 lt fell short, but not by much, of the fractions registered by Japan (3.2), the U.K. (2.5), and the U.S. (3.1).

And what about the argument that agricultural prices had to be supported to compensase for deteriorating terms of trade?  Take the 196Os, to which the Ortiz Mena document refers.  From 1960 to 1965, product prices rose at an annual rate of 4 percent and input prices rose at 1.7 percent per year.  From 1966 to 1970, input prices grew at 1 percent per year and output prices at 0.3 percenthardly a devastating trend that needed to be compensated for with support mechanisms.  But artificial prices did create some important distortions, discriminating against exports, reducing the overall value of agricultural production, and inducing a less laborintensive structure of productions.

Mexico's overall terms of trade show a remarkable and continuous decrease over the 1950-71 period, with the index going from 147 in 1950 to 100 in 1960.  Despite this, and contrary to the folklore of development economics, real per capita income increased.  From 1960 to 1970 the terms of trade improved slightly, reaching 110 in 1970, and thereafter they improved considerable up to 1980, when the index attained 160.  What then were the true rights and wrongs of SD for the extended period from 1955 to 1972?  To better understand these years, ¡t will prove usefid to look briefly at policies immediately preceding SD.

One of the most striking features of government policy in the 194Os was the almost continuous reduction of foreign public debt as a proportion of GDP (table, 3).  Because of previous debt accumulation and default, foreign public debt in 1939 had reached an incredible 46 percent of GDP.  Through some repayments (negative net borrowing), ¡t was kept at basically the same amount (valued in current dollars) throughout the 194Os up to the

Table 3

Publie External Debt

(millions of dollars)




Debtl/GDP


Debtn/GDP



Debt
ratio

Debt
ratio


1938
652.5
43.2
1971
4,673.3
12.6


1939
650.3
46.0
1972
4,827.5
11.3


1940
645.6
44.8
1973
6,455.3
12.4


1945
611.2
15.3
1974
9,380.3
13.8


1950
647.7
14.0
1975
13,711.5
16.5


1955
733.3
10.8
1976
18,852.7
22.5


1960
1,251.6
10.4
1977
21,840.0
28.3


1965
2,192.1
10.9
1978
24,428.8
         25,3


1966
2,427.8
10.8
1979
27,763.8
21.9


1967
2,966.5
12.1
1980
31,873.8
18.2


1968
3,337.6
12.3
1981
50,160.8
22.2


1969
3,818.6
12.7
1982
55,798.9
         36,5


1970
4,262.0
12.7

'In order to obtain a long series of public externas debt, balance-of-payments flows of net borrowing were accumidated to or subtracted from a base debt for 1970, taken from the Ministry of INnance.  This indirect method results in figures slightly different from the official ones, which are available for only a few years.  The differences are less than 10 percent.

Souree:
Estasisticas Históricas de Balanza de Pagos, Banco de México, Mexico, 1981; La Economia Mexicana en Cifras, Nacional Financiera, México, 1980.

beginning of the 196Os, when ¡t reached a manageable 11 percent of GDP.

Active foreign borrowing reappeared in 1955.  However, as the economy kept growing, the proportion of foreign public debt to GDP was sustained at a steady 11 to 12 percent of GDP.  Use of foreign savings was thus a fairly constant and reasonable proportion of GDP.  Basically, this was accomplished through very able handling of the publie finances.  In table 4, we see the federal government generating a surplus every year from 1935 through 1952.  Deficit spending first emerged in 1953, but ¡t remained very moderate up to 1971.

lf private savings and investment behave in a stable manner, the deficit in the current account of the balance of payments should reflect the government budget deficit.  Prudent aggregate

Table 4

Federal Government Revenue, Spending, and Deficit

(as percentage of GDP)'

Revenue Spending Deficit                     Revenue Spending Deficit



a
b
b-a

a
b
b-a


1935
10.1
7.5
-2.6
1964
8.0
10.0
2.0


1936
7.6
6.6
-1.0
1965
8.7
10.4
1.7


1940
7.7
6.7
-1.0
1966
8.7
9.6
0.9


1945
7.3
5.4
-1.9
1967
8.9
10.6
1.7


1949
11.1
8.5
-2.6
1968
9.4
10.4
1.0


1950
8.9
7.8
-1.1
1969
9.5
10.8
1.3


1951
9.5
7.0
-2.5
1970
9.6
11.6
2.0


1952
9.8
8.2
-1.6
1971
9.4
10.1
0.7


1953
8.4
9.2
0.8
1972
9.7
12.5
2.8


1954
9.3
10.5
1.2
1973
10.2
13.4
3.2


1955
9.3
9.5
-0.2
1974
10.5
13.7
3.2


1956
9.3
9.4
0.1
1975
12.3
16.5
4.2


1957
8.4
9.2
0.8
1976
12.6
17.4
4.8


1958
9.3
9.9
0.6
1977
13.2
16.7
3.5


1959
7.9
8.6
0.7
1978
13.8
16.8
3.0


1960
8.5
10.2
1.7
1979
14.3
17.4
3.1


1961
7.5
9.1
1.6
1980
17.0
20.0
3.0


1962
7.9
9.4
1.5
1981
17.1
23.8
6.7


1963
8.4
10.1
1.7
1982
17.9
30.4
12.5

'In tables 4, A-4, A-S, the figures used for GDP were calculated applying the growth rate of the new GDP series calctdated by the Budget Department to the Banco de M¿xico figure for 1970.  Figures are rounded.

Souree: Estadísticas de Finanzas Públicas, Ministry of Finance, Mexico, 1981.

demand management and a fairly constant real exchange rate kept the deficit on current account at a moderate fraction of GDP, averaging only 2.76 percent of GDP during this period, and rarely reaching a figure as high as 4 percent.  This combination of policies helps to explain the good macroeconomic performance of SD.

Relative Price Policies during SD

One of the policies describes by Ortiz Mena that data confirm as having been implemented is that of lowering the relative prices of energy inputs and other goods supphed by the public sector.  The relative price of electricity, rail transportation, and petroleum products gradually decreased throughout the period; however, the finances of the public sector did not deteriorase, since total government expenditures were kept under control.

But the secular deterioration of the income of these firms together with a constant share in the ratio of government spending to GDP meant that debt was increasingly contracted to finance growing current government expen tures, which erowded out government investment.  This gradual erosion in the provision of public capital would prove expensive in the long run, as declining educational performance and agricultural production later showed.

In figure 1, where relative price indices of electricity, gasoline, and petroleum are plotted, only industrial electricity holds its own.  Petroleum products other than gasoline start a secular decline in 1959, while the decline of gasoline prices starts in 1960 and that of household electricity in 1963.  Even though this policy did not become an important source of budget deficits or credit expansion during SD, ¡t was the start of a very serious future weakening of publie finances.  The failure to recover costs through adequate pricing, to maintain real prices, or, in some cases, to reflect international prices became gradually entrenched as a political given.

Some important commodity prices were also fixed in nominal terms, driving out marginal private producers and eventually intramarginal ones as well.  This drove the government first into supporting faltering firms with credit supplied by public banks, and eventually into taking them over as they went under.  A classic case was that of the sugar industry, which by the end of the SD period was practically state-owned.  As bad management and corruption became endemic, production levels fell.  Despite massive transfusions of cash, Mexico went on to become an importer of sugar, having previously been an important exporter.  These clistortions hecame even more acute after SD.  The policy of fixing nominal prices for as long as possible had been set, but creeping inflation made the cost much higher.

Another important matter related to price-fixing is the efficient allocation of investment resources when the prices of important energy sources are distorted.  Under SD, the distortion was not so severe.  However, even when real prices are drastically reducedas they generally were in the latter decade, and even more so

under some regional development schemes adopted in the late 197Os-the question remains of how permanent prívate investors expect the subsidy to he.

lf prívate investment is promot through cash bonuses or faster depreciation, the investors (or landowners) will take advantage immediately.  But when the outcome depends on an energy input price being kept artificially low for many years, a high risk is involved that may render the subsidy ineffective.  To this extent the distortive consequences of the subsidios may not have been too serious.

Price distortions are important and have many dimensions.  They were perhaps the gravest venial sin of SD, becoming a mortal one later on.  The seed had been planted, and ¡t would germinate ferociously when inflation set in.

Exchange Rate and Budgetary Policies, Balance of Payments

The exchange-rate experience of Mexico in this century has been rich indeed.  There was the revolutionary period that destroyed the flimsy confidence the public had begun to acqvúre regarding paper money.  Eventually the exchange rate was set in terms of gold, but silver coins were the main medium of exchange and fluctuated with regard to gold.  This peculiar situation, which prevailed from the míd-192Os up to the early 193Os, has been likened to a flexible exchange rate hecause of imperfect internacional arbitrase on silver coins.6

At any rate, Mexican financiar authorities realized early that fluctuating exchange rates, free convertibility, and the convenience of seigniorage from paper money did not go well together.  An attempt in 1930 to establish exchange controls failed quickly and completely;7 the failure was immediately recognized, however, and the controls were eliminated.

A flxed nominal exchange-rate regime was a logical answer for a country of a relatively small size neighboring the most important currency area in the world-that of the U.S. dollar.  How else could demand for a national paper currency be maintained?  Mex¡can authorities eventually realized this and started to set a nominally fíxed price for the U.S. dollar.  After intermittent devaluations, they eventually succeeded.  The peso-dollar nominal rate changed every year from 1925 to 1934.  In the 193Os, however, authorities fixed a rate and were able to keep ¡t for a little over seven years.  The start of the 195Os brought a renewed attempt at fixing it, with only one interruption in 19.54; after which the nominal rate was again flxed, this time to last up to 1976.  With the sole interruption of 1954, then, we have a fixed nominal rate going from the 195Os through the 196Os and halfway through the 197Os.

One approach to the nominal exchange rate is to regard it as something to be modified, watching constantly the relation hetween domestic and world prices and preyenting the real exchange from becoming overvalued.  The diffictdty with this method is to select the appropriate price indices and to value adequately relative productivity changes among different countries.  This is the usual problem associated with any situation in which a policymaker simulases the working of the market. lf he fails, he will have found the surest and fastest road to perdition.

If a mistake is made and the exchange rate becomes permanently undervalued, the outcome will resemble what happens when monetary policy aims to hold real interest rates-or real wages, or unemploymen low their equilibrium market-clearing level: hyperinflation.  An undervalued exchange rate will raise the internar price level above whatever trend ¡t was following as a result of other pressures.  Such a rise in domestic prices will signal authorities (wrongly) that the exchange rate is becoming undervalued, and if they follow the rule of keeping ¡t constant in real terms, they will react by devaluing ¡t still more to prevent ¡t (in their view) from becoming undervalued.  The additional devaluation will generate more price increases that in turn will provoke another devaluation.  This process can be seen as conducive to hyperinflation if a fixed real exchange rate is truly maintained.

A fixed nominal exchange rate may work hecause, even if the nominal rate is set by the authorities, the real rate will be determined by market forces.  If externas inflation begins to rise above domestic inflation, ¡t will eventually seep into the country.  If domestic inflation is higher, ¡t will not remain so for a long time.  Higher internar prices will induce a lower rate of increase of domestic aggregate demand through a flow of internacional currency reserves out of the country.


The automatic mechanism can be short-circuited temporarily if the government keeps on stimulating aggregate demand, if it has sufficient internacional credit and/or foreign currency reserves.  During most of SD, care was taken to prevent the creation of domestie credit from getting out of hand.  But it will be seen that under a fixed nominal exchange rate, even when credit undergoes a strong expansion, there is not as much room as some might believe for internar prices to get out of line.  Tables 5 and A-2 are quite revealing in this respect.  They show the calculation of a real exchange rate for Mexico using a trade-weighted method.s

The figures in table 5 and A-2 show that the index was 100 in 1953.  The budget deficit had been rising sharply after 1951, and the current account deficit had risen strongly even in 1951 and had remained high.  Appendix table A-3 shows a longer history of trade deficits. king at the "usual computation" column, we can see that the current account deficit may have appeared quite large for the years 1951 to 1954, since the 1948 and 1949 devaluations were made to correct a current account deficit of 3.9 percent of GDP in 1946 and 1947.

These deficits may have loomed large in the minds of the public and policymakers after years in which the current account had balanced on the average.  They again must have seemed substantial in the early 195Os, hitting 4.3, 3.4, 3.7, and 3.7 percent of GDP from 1951 to 1954.  Perhaps because of these deficits-despite the fact that the parity index appeared to be in equilibrium-the devaluation was undertaken.  Another concurrent reason for the devaluation may have been the rapid rise in the budget deficit, which went from a surplus of 2.5 percent of GDP in 1951, to a surplus of only 1.6 percent in 1952, to a defícit of 0.8 percent in 1953, and to a deficit of 1.2 percent in 1954 (table 4).  The era of budget surpluses had ended, and one of moderate manageable deficits was about to start.

The real exchange rate shows an impressive central tendency.  After the 1954 devaluation, the real exchange rate took about ten years to return to parity.  It did so around 1963, wh.en ¡t started gradually to become overvalued, only to come back to parity again in 1973, to take off again, and to reach 112.2 in August of 1976, before the September 1 devaluation.  Again, in 1981 ¡t showed a substancial margin of overvaluation, which led to the dramatie

Table 5

Parity Index for the Peso



Parity index

Parity index


1948
125.5
1966
100.6


1949
104.2
1967
103.4


1950
86.5
1968
104,1


1951
95.0
1969
103.1


1952
100.0
1970
104.6


1953
100.0
1971
104.1


1954
84.4
1972
100.2


1955
85.7
1973
100.0


1956
86.8
1974
102.7


1957
88.1
1975
105.4


1958
91.9
1976
99.7


1959
92.7
1977
90.3


1960
96.9
1978
94.0


1961
97.5
1979
98.1


1962
99.0
1980
102.8


1963
99.1
1981
114.8


1964
102.6
1982
84.9


1965
102.0

Souree:
International Financial Statistics, International Monetary Fund, D,ta Resources files.

changes in the nominal exchange rate that occurred in 1982.  This took the nominal exchange rate from 26.22 pesos per dollar on January 1 to 150 on the free market at the end of 1982.

Table A-3 shOWS a Closer look at the recent devaluations, revealing Some interesting information.  The current account deficit of the balance of payments is presentes as usual, but ¡t is also corrected for inflation.  In an inflationary environment, nominal interest rates rise, as they did worldwide with the onset of global inflation in the 197Os.  However, the higher interest rates are misnamed as such, and some inflationary accounting reclassification becomes necessary.g

The correction on the current account is done in the third and last columns of table A-3.  Looking at the figures for the 19708, the correction on interest payments seems to put numbers into a better perspectiva; 1971 and 1973 do not look so bad anymore.  But ¡t is beyond doubt that the current account worsened significantly in 1974 and 1975, leading to the 1976 devaluation.


The differences between the usual and the corrected figures are more striking for the second half of the 197Os and the l98Os.  Apparently high current deflcits in 1978, 1979, and 1980 appear significantly less so when properly adjusted for real interest payments; however, 1981, which looks similar to the previous years when uncorrected, actually shows a dramatic worsening when the corrected deficit of 5.2 percent of GDP is compared with the 3.9 fígure for the previous year, thus leading again to the devaluations of 1982.

Aside from the convenience of having an appropriate def inition of interest in the national accounts, ¡t seems that in the case of Mexico the reclassification allows as well for a better interpretation of the facts.

The parity index and the adjusted current account move contemporaneously to suggest that the prevailing nominal exchange rate may no longer be one of equilibrium.  The reason in this case is the destabilizing force of the basic source of disequilibrium.  For the period concerned, this force was the pressure of the budget on aggregate demand, and therefore on the prices of nontradeables.

Since the increase in the budget over the long term can be misleading when the size of the public sector is rising, use will also be made of the government's deficit taken by itself, of the ratio of public expenditures to GDP, of the behavior of revenues, and, for the latter years, of the role of Pemex, the government oil monopoly. (It would have been desirable to use a single concept such as the growth and allocation of total credit to both the private and public sectors, but the breakdown is available for only a few recent years.)

It was previously seen how, after the surpluses of the 194Os and early 195Os, the subsequent government deficit did not go above 2 percent of GDP until 19721 and has not come down since (table 4).  The year 1972 shows a striking rise in this figure-an increase of 300 percent from 0.7 tercent of GDP.  The deficit rises slightly more in 1973 and 1974, goes up again by 31 percent in 1975, and then rises slightly more in 1976.  From this evidence, it could be argued that instead of 1973, 1972 should be the departing point for the new strategy.  But after so many years of stability, an unexpected and drastic change in economic policy takes some time to modify expectations and therefore to produce real effects.

Given such rises in the public deficit and in Publie e,penditures, ¡t is not surprising that the prices of nontradeables eventually rose, leading to an overvalued exchange rate in 1975 and 1976 (up to the devaluation) when the 12-5-pesos-per-dollar exchange rate was finally abandoned.

Essentially the same story js told by the public-sector def-lcit (appendix table A-4), although in this case the rise in the  it is more dramatic in 1975, going up 63 percent from 4.9 to 8 percent of GDP.  Despite significant worid inflation in the first part of the 197Os, the peso-dollar exchange rate finally became significantly overvalued after twenty-two years of holding its own.

To see why the real exchange rate so qvúckly returned to parity after the substancial 1976 devaluation, it is helpful to look at the path followed by government income and expenditures.  Despite common notions about the subiect, the publie deficit did not rise significantly during rnost of the López Portillo administration, which began in Decernber 1976.  The usual publie deficit computation shows an important drop in the public deficit after 1976, from 7.6 percent to 5 percent of GDP in table A-4- Actually, the decline is more striking if one looks at the inflation-adjusted figures in appendix table A-5.  The inflation adjustrnent follows the procedure explained above for the current account of the balance of payments, since higher nominal iiiterest rates due to inflation are not an increase in current government expenditures, but a capital amortization.

The adjusted figure in table A-5 provides a better overall view of the historical sequence of deficits and also of the close coincidence between sharp rises in properly measured publie deficits and economic crises.  The series of the total adjusted deficit also shows a clear pattern of large deficits from 1972 onward, an important increase of 146 percent in the deficit in 1972, and a sharper rise (79 percent) than the one shown by the other series (63 percent) in 1975.  It also shows niuch more strikingly the important reduction in the deficit achieved from 1977 through 1980.  This reduction, albeit to a still high level, permitted an interna] rate of inflation within world bounds, as the parity index in tables 5 and A-2 show.  However, the deficit was still high by historical standards, and it kept up the pressure on aggregate demand.

Government expenditures had kept a very fast pace, as had pri-

vate investment and consumption.  The only reason the adjusted public deficit showed some improvement was the sharp rise in income from oil exports and prices.

Table A-4 shows how externas publi'c revenue (mainly oil exports) reached 9.1 percent of GDP in 1980 from a level of only 1 percent in 1975.  This same table provides an interesting separation of public income and expenditures, according to whether they originate in the country (revenues) or spill out (expenditures).  This separation was important during the oil-exporting years because a large chunk of oil export revenue was not converted into aggregate demand within the country, but rather went out as the import content of petroleum-related expenditures; oil-refining, exploration, and exploitation rose significantly with the discoveries of the new reserves announced at the end of 1976.  Even adjusting for these effects, however, the additional pressure on local resources brought about by larger deflcits was significant when the crisis erupted.

Up to and including 1977, expendituúes by the public sector outside the country had almost always exceeded exports channeled through the publie sector.  In 1978 the two concepts hecame equal and the internar and total deficits coincided.  Thereafter, the expansion in imports-though substantial-has been unable to match the rise in foreign income that has gone mainly to finance a sustained upward trend in internar expenditures.  By 1981 these were about double the amount they averaged during SD.  Nor can the rise in expenditures he ascribed totally to oil expansion.  As table 6 shows, oil-spending went up only from 4.66 percent of GDP in 1976 to 10.56 percent in 1981, as compared with a rise in total public spending from 32.8 to 43.7 percent of GDP.

Perhaps a brief summary is in order, since so many tables and elassifications have been combined to describe events in the 197Os.  First of all, the adjusted public deficit became entrenched at much higher levels in the 1977-80 period than during SD.  Second, the 1976-80 levels of the adjusted public deficit were significantly lower than during the former administration (1972-76), so that some effort was made to correct public finances.  However, once the oil effect is taken away, the picture is not so favorable for the latter years, even after adjusting ínterest expendítures for inflation, because the adjusted internar deficit is seen to emerge

Table 6

Income and Expenses of Pemex

(as percentage of GDP)



Total
Total
Surplus or



income
expenditures
deficit


1965
3.44
3.14
0.30


1970
3.29
3.21
0.08


1971
3.19
3.45
-0.26


1972
3.06
3.29
-0.23


1973
2.87
3.40
-0.53


1974
3.74
4.03
-0.29


1975
3.53
5.16
-1.63


1976
3.80
4.66
-0.86


1977
4.96
5.97
-1.01


1978
5.12
6.63
-1.51


1979
6.44
7.76
-1.32


1980
9.04
10.52
-1.48


1981
8.31
10.56
-2.25

Source:
Fstadísticas de Finanzas Públicas, MinistrY of Finance, Mexico, 1981.  Data for 1981 from "Memllial de Icbores 1981, " Petroleos Mexicanos, Mexico, 1981.

again in 1979 and 1980, with ratios to GDP of 4.5 and 6.2, respectively.  Third, everything fell apart in 1981 when, whatever the definition or explanation, there was an astounding surge in the public deficit.

Everything combined in 1981 to explode the deficit.  Total expenditures went from an already high level of 30.3 percent of GDP in 1980 to the still higher level of 37.7 percent.  External revenue dropped from 9.1 to 7 percent of GDP because Pemex was forced by the government to price itself out of the world market, with the result that oil exports took a nose dive.  Revenue frorn internar sources fell from 24 to 21.5 percent of GDP, mainly hecause the real price of public sector goods and services did not keep up with rising domestie inflation, and because tax revenues went down about 1 percentage point of GDP as a result of exempting all food products (starting January l) from the value-added tax.

As has already been mentioned, the exchange rate during the year became substantially overvalued, with the parity index hitting 114.8, a leves ¡t had not reached since 1948.  The corrected balance-of-payments deficit went up by 33 percent to its second highest historical level of 5.2 percent of GDP (the highest was in 1975, when it reached 5.4 percent of GDP).

The ratio of publie debt to GDP, which had been decreasing since its peak of 28.3 percent in 1977, rose sharply again to 22.2 percent in 1981 from the 1980 level of 18.2 percent.  In 1981, the keg had been filled with powder and the fuse had been set; ¡t was to be lighted in 1982.  Notwithstanding this conglomerase of unfavorable events was compounded by a world recession, 1982 began with still more expenditures, lesser revenues, and a f'lxed nominal exchange rate.  Miraculously, the exchange rate had not exploded in 1981, but ¡t did in 1982 and with a big bang, increasing sixfold within the year.

Public policies had without question been setting up such a scenario since the 197Os and, in some cases, even before with the secular weakening of public prices.  However, there is no denying that private investment also played a role.  After the reduced rate of growth induced by the correctivo measures that followed the 1976 devaluation, private investment began to surge in the second half of 1977. lt did so with a vengeance. lt grew so fast that private firms went far beyond the means of the Mexican financiar system to provide the resources.

The oil boom persuaded internacional bankers of the firms' ability to pay.  Unfortunately, expectations were not realistic on the average.  Entrepreneurs prc>ceeded as if the cost of capital were limited to the interest rate on dollar loans, without creating a reserve to cover a possible devaluation of the peso.IO This potential reserve was considered by many firms as a normal profít to be invested, with some additional foreign currency leverage if possible.

It could he argued that these firms incurred loans from the devaluation hecause there was no active futures market in foreign currencies to allow them to hedge their debts.  But such an argument would be incorrect, since the Central Bank had, since 1977, allowed any taker willing to pay the prevailing peso interest rates to convert dollar debts into peso debts. 1 Few took the opportunity; most preferred the gamble, and most of the private sector eñded 1982 in a poor financiar situation.

To end this section, a eloser look at the final year of this diff'icult decade is warranted.  At the beginning of 1982 the pressures on the peso intensified.  International oil markets were weak, dollar interest rates remained extremely high, and the U.S.-Mexico's principal trading partner-had not come out of its prolonged recession.  By February, capital flight reached massive proportions.  These developments led to the floating of the peso.  On February 18 the exchange rate was depreciated by 57 percent, reaching 45 pesos to the dollar.

Immediately after the fall of the peso, a cut of 3 percent in the federal budget was announced, and import tariffs for some 1,500 items were reduced.  At the same time, more flexible interest-rate and exchange-rate policies were adopted in an attempt to stop capital flight and the dollarization of the system.  The program almost succeeded.  Dollarization started to reverse itself and the program seemed credible until a sudden, unexpected, and large wage increase (30 percent) was granted to most workers.  The new wage, the impact of the new exchange rate on dollar-linked expenditures, and reduced fiscal revenue as a reswt of the weakening economic situation again pressured the budget deficit upward.

Expectations of an even higher rate of inflation that would bring about further devaluations of the peso were reinforced.  Firms began to face increasing difficulties in obtaining fresh foreign credits, as well as in rolling over existing debt, adding to the serious lack of foreign exchange.

In view of the erosion of the country's foreign currency reserves, and to seek a reduction in inflationary pressures, a two-tier exchange system was adopted on August 5. The system established a preferential rate of 49.13 pesos to the dollar, to he used in transactions related to debt-servicing and to high-priority imports.  A second exchange rate to be determined by market forces would apply to all other transactions.  Inflationary pressures were certainly not abated through this measure and the dual exchange rate led the publie to expect, correctly as ¡t turned out, the likelihc>od of exchange controls, thus precipitating additional pressures on international reserves.

On August 13 dollar-denominated accounts in Mexican banks -the so-called "Mexican dollars," which had reached $12 million -were made payable only in pesos in order to eliminate the risk of additional transfers of foreign currency abroad.  On the same day, the foreign exchange market was temporarily closed and a 90-day extension of public externas payments on the principal of the publie debt was obtained while negotiations with the International Monetary Fund got under way.  After transactions in foreign currency were suspended for six days, they were resumed with a 69.50-peso-to-dollar rate for Mex-dollars, and a free-market rate that fluctuated between 100 and 120 pesos to the dollar.

In September Mexican private commercial banks were expropriated and, for the first time in Mexico's modern history, exchange controls were established.  Immediately afterwards, a peso market developed abroad.  Most of the private-sector foreign currency receipts and purchases were channeled through this market, making the lack of foreign capital for imports and debtservicing even more serious.  Capital flight became more acute, taking the form of a lack of sale of dollars by private exporters.  Imports were financed through a sharp increase in suppliers'credits and by drawing on dollar deposits abroad.  The reason foreign creditors were willing to increase their exposure was the imminence of a new government in December of 1982.

Part of the sad outeome of 1982 has already been mentioned in the introduction.  Total output fell one-half of a percentage point, the budget deficit reached 19 percent of GDP (its highest historical level)12 unemployment was rampant and output levels were declining in the last third of the year, and the inflation rate reached 238 percent, judging by the 10.7 percent monthly change in the December increase in the Consumer Price Index.  The lesson from 1982 is perhaps that ¡t should be viewed not in isolation, but as the culminating year of a ten-year process that dates from the start of 1973.

Publie Pricing

lt is truly striking, though perhaps not surprising, that the bulk of present problems could have been considerably mitigated had pricing policies for government-provided goods and services-so proudly announced as a pillar of SD-not been so consistently followed in the last decade.

A few comments have already been made concerning the distortions introduced in private and publie decisions because of the downward bias the publie ownership of firms introduced in their prices.  Later on we shall advance some hypotheses on the "why"of their behavior; for now, let us consider the budgetary consequences of their income policies.

A nunierical exercise was performed to adjust the figures of oil, electricity, and railway firms from 1965 up to 1980 to calculase the subsidios implicit in their pricing Policies.  In the case Of oil products, the average U.S. retail price is used as the relevant benchmark.  For the electric and railway firms, the only adjustment to their actual prices is to add on to them the cost of capital.  The results of these adjustments appear in appendix table A-6.  Column (a) shows the additional income that would have been provided had actual cost-pricing Policies been followed.  Simple zero elasticity of dernand was assumed in making calculations.  Revenue would not have been as high had the quantity demanded been lower as a consequence of higher prices, but expenditures incurred to provide an increased distorted den-land would also have been lower.  In the case of oil, higher internar prices would have provided more revenues than those implied by zero demand

elasticity, since excess supplies could have been exported at world prices.

Higher revenues also would have meant lower interest payments on the marginal externas public debt.  This calculation is shown in colurnns (b) and (e).  The lower interest expenditures would have reduced the deficit during the period in which the publie price is assumed to be increased and in subsequent periods as well, due to the lower foreign public debt carried over.

The reduction in the deficit in columns (a) and (c) is shown in column (e).  Finally the actual defícit ís corrected, and the result appears in column (f).  Although this estimate is on the low side because many other public services are left out of the calculations, the results are impressive.  In fact, with the exception of 1975 and 1976, every year would have shown a budget surplus had adequate pricing policies been followed.  And as column (f) shows, the surpluses would by no means have been marginal, reaching as much as or more than 3 percent of GDP in some years.

For a double check on the argument, see the available subindexes of the wholesale price index (figure l).  The relative price of gasoline can be seen reaching its peak in 1960 and going steadily down thereafter, with a few discontinuous jumps hardly denting the overall trend.  The same basic story is told by the price of home electricity and the prices of petroleum products. guch disastrous pricing policies by government-owned firms may have been caused by political resistance, or they may have come simply from fear of making continuar price adjustments, or from the way public firm managers view their roles.  In any case there can be lit-' tle doubt that the policies actually pursued involved exchanging successive short-run postponements for enormous long-run costs.

In Mexico most of the investment of public firms was financed by foreign debt, and these firms view their cost of capital as, at most, the dollar interest rate, since the government has absorbed foreign exchange losses.  But that is not all.  No effort is made to impute depreciation and interest user charges on the net stock of' capital, leading them into larger and larger appropriations of publie funds.  The ill consequences of these policies go beyond insufficient revenues and distorted consumer and investment decisions; they affect as well the optimal labor-capital combination as seen by the managers of these firms, who tend to prefer capital over labor inputs.13

Financíal Intermediation

Perhaps one of the significant achievements of SD was the creation of a financiar market.  Certainly, ¡t was desirable to have a legal framework conducive to the development of financiar institutions and to the gradual creation of stable economic expectations, which induced the trust of economic agents.  But as will be seen, the additional necessary ingredient, facilitated by low inflation, was positive real interest rates.

As happens with most good things, it took a long continuous effort to get financiar intermediation to a reasonable level, though the change was modest by internacional standards.  By the end of the unstable period in 1954, the ratio of financiar intermediation to GDP was a meager 9.9 percent (table 7).  This ratio started to increase in 1955 and from then on it went up almost every year, until it reached its maximum historical level in 1972 at 32.5 percent -a little over three times its 1954 value.

Financial intermediation has been likened to saving, but it is more related to eff icient asset transactions or to the best channeling of savings to their most productiva users and uses. lt performs
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Table 7

National Currency Financia] Interniediation Coefficient

and the Real Interest Rate

centage of GDP)



,nt


1950


1951
11.0


1952
9.9
-12.7


1953

4.4


1954
11.4


1955
9.9
10.4



10.5
-1.1


1956-196Oa
10.1
-4.7


1961-1965-

4.2


1966-19701
15.7



25.3
7.1


1971
31,7
7.0


1972
32.5
5.0


1973
29.2
4.2


1974
26.4
-2.1


1975
27.3
-9.7


1976
21.0
-2.2


1977

-2.8


1978
20,2
-12.6


1979
22.4


1980
22.8
1.2



23.0
-1.6


1981
23.9
-1.5




7.0

in Private and mixed banks.

cap ta ized interest rat, for bonds or deposits of one year or less.  Inflation for 1950 to 1968 take. fom the wholes,le price index, and since 1969 fon the cllnsuner Price iridex.

Source: Estadl'sticas  H"tjricas de Moneda Y Banca Y Banca, Banco de M@xi,O.

a role sirnilar tO that Of the introduction Of lnoney into a barter econonly, liberating real resources USed Up in achieving a double COincidence Of needs and wants.  Financial interrnediation enables the separation, ifflpersonally and Iaff-ICiently, Of the saver froffl the investor; ¡t obviates the need for asset barter, and its growth ¡S a reflection Of hOW savings-investment transactions, forrnerly perforffled directly, becorne interlnediated.
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Part of the success of SD may lie in the combination of budget and exckánge-rate policies, which were mutually consistent and at the sarne time produced positive real interest rates.  Significantly high real interest rates coincided with increases in financiar intermediation and wíth a more efficient allocation of capital resources

as well.

Another important aspect of financiar policy was that lending rates were unregulated.  This characteristic prevailed throughout the l97Os and the 198Os, with the brief exception of a three-month period in 1982.  This part of credit policy was essential during the period of negative real interest rates, to prevent far-reaching misallocations of capital resources.  However, liberalizad lending rates have applied only to the so-called "unregulated" portfolio of banks.  As government credit needs grew throughout the 197Os, the percentage of total credit absorbed by the government in-

creased as well.

Table 8 contains the series of the ratio of reserves to deposits from 1950 to 1981. lt can be seen how this ratio started going steadily up after exhibiting a fairly constant average of 32.5 percent from 1955 to 1970. lts rise was a consequence of the need to finance the rapid rise in government expenditures that started in 1972.  Such an absorption of total credit at a time when private investment perked up, as ¡t did beginning with the second half of 1977, could lead only to high levels of foreign private

indebtedness.

Foreign credit was available throughout the 197Os for both the public and the private sectors because of the huge increases of cash reserves in the oil-producing nations, which had to find a place in the trade and budget defícits of other countries.  The unregulated bank portfolio shrank partly because of increased government use of total credit, but also because of funds channeled to government trust funds established to promote all sorts of activities, such as foreign trade; internar commeree; low- and núddle-income housing; small, medium, and large industry; communal agricultura; and private agricifiture.  As inflation grew in the l97Os, so did the subsidios granted through financiar channels.  This combination had the double effect of magnifying budget deficits and making more acute the misallocation of resources created by unrealistic (negative) real rates of interest.  The transfer
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Table 8

Private and Mixed Banks Reserve Ratio



Monetary and



savings



instruments offered
Banking



to the publica
reservesb
Ratio



a
b
b/a


1950
4,234
2,059
48.6


1955
8,131
2,834
34.9


1960
17,418
5,691
32.7


1965
44,562
15,542
34.9


1970
118,095
35,910
30.4


1975
260,534
117,245
45.0


1976
275,318
140,056
50.9


1977
373,71 i
192,201
51.4


1978
520,328
257,941
49.6


1979
722,500
355,000
49.1


1980
1,001,700
661,100
66.0


1981
1,495,500
747,100
50.0

'Does not inciude capital and interbanking operations; does inciude national and foreign currency.

blncludes cash deposits in Banco de M4xico and government bond holdings.

Souree:
Estadísticas Histiricas de Moneda y Banca, Banco de M¿xico; Infornies Anuales, Banco de México.

Of funds tO PeOple with little or no need for subsidios was another corollary of these policies.

Perhaps the increase in subsidized loans was tO SOme degree inevitable, since continued inflation caught PolicYmakers unprepared to face some of its distortions, paramount among them the shortening of credit pay periods implied by the combination of high inflation, increased nominal interest rates, and formulae for determining annuities and payments designed for stable prices.  As is well known, in countries that have experienced prolonged inflation, new payrnent mechanisms have to be devised; otherwise the present value of payments becomes so concentrated in the first payment periods that firms may go broke and middle-class individuals become priced out of middle-term and mortgage credits.  The effects of this combination of events on the housing market can be disastrous, since the classic annuities formula can
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imply initial payments that absorb more than 80 percent of an individual's salary with an inflation of 60 percent.14

Table 9 contains some figures showing the impact of interest payments on the cash flow of firms.  The leverage of these firms rose 27 percent in four years but the proportion of their sales eaten up by interest payments went up by 156 percent, from 3.18 percent of sales in 1978 to 8.15 percent in 1981.  This increase occurred in spite of the fact that lower-interest dollar liabilities accounted for an impressive proportion of total debt by 1981.  In fact, dollar debt for this sample of large firms went up from less than one-third of total debt in 1978 to 63 percent in 1981.

These figures confirm how the crowding out by the government of private borrowing from commercial banks drove them into dollar horrowings on a large scale.  Firms, on the other hand, were willing to take the risk, both because their investments were rising and because of the strangling of liquidity that was provoked by the combination of high nominal interest rates and payment mechanisms on peso loans.

This combination of events set the stage (in both the business sector and the overall economy) for the collapse of 1982.  Maybe there is a lesson to be learned here concerning the need to weigh heavily the distortive effects inflation has upon an economic system whose institutions have been established under the expectation of stable prices.  Such consequences can he serious indeed, even if inflation is not chronic.

Table 9

Debt Growth in a Sample of Private Firms




Financia]



Debt
Dollar debt
expenditures



eqvúty
total debt
sales


1978
0.9341
30.0
3.18


1979
1.0016
33.7
3.41


1980
1.1458
52.6
6.48


1981
1.1902
62.8
8.15

Souree:
Sample of 2,200 firms taken by the Office of Advisors to the President.

Mexico's Path from Stability to Inflation                          361

Commercial Policy
Among the policy areas of the greatest strategie importance for healthy, sustained economic growth, trade policy surely must rate high.  In the case of Mexico, one can trace a very definite pattern of trade policy that has had a clear-cut effect on the structure of output, as well as on the balance of trade and on the country's dependence on foreign supplies.

Before going into a deeper analysis of some structural changes influenced over the years by trade policy, we should make some brief remarks about the issue of dependence in light of Mexico's most recent experience.  One cotúd say that Mexican policy has been influenced by the popular notion that selective import barriers promote domestic industrial growth, a concept obviously favored by so-called nationalistic entrepreneurs.  Protectionist barriers also have a flavor of autarchy; they are implemented, so they say, to insulate the country from unfavorable dependence on the world economy, which is associated with deteriorating terms of trade from tradicional export prices versus the rising prices of industrial imports.

In fact, trade policy in Mexico has favored the installation of many medium-sized industrias with high unit costs unable to compete in world markets.  That is not all, however; these industrias depend on certain strategie inputs that must be imported and cannot be produced internally unless, of course, we embark on a strategy of inefficiency on a still grander scale.  The consequence of all this has been that instead of greater economie independence, our relationship with the world economy has retrogressed to the prenatal stage.  Our most recent experience, the lack of foreign currency brought about by our temporary flirtation with exchange controls, has been of "mature" industrias or firms halving production levels because of a lack of spare parts or production inputs of foreign origin.

A good indication of the results of trade policy in Mexico over the years is the change in the ratio of tradeables to GDP (table 10).  Nontradeables maintained a stable share of approximately 53 percent of GDP from 1939 to 1955.  From 1956 onwards, their share started increasing steadily, reaching an average of 60 percent during the 197Os.15 However, not only did the share of non-

Table 10




Distribution of Tradeables and Nontradeables in GDP



Total'
Nontradeables
Tradeablesb
Exportables
Importables
Petroleum


1939
100.0
53.3
43.5
31.9
11.6
3.2


1940
100.0
53.6
43.3
31.7
11.6
3.1


1941-45
100.0
53.8
43.4
31.0
12.5
2.8


1946-50
100.0
54.2
42.9
30.1
12.8
2.9


1951-55
100.0
54.0
43.4
31.5
11.8
2.6


1956-60
100.0
56.7
40.4
29.8
11.6
2.9


1961-65
100.0
58.3
38.1
26.0
12.2
3.6


1966-70
100.0
59.8
37.2
22.6
14.6
3.0


1971-75
100.0
60.8
36.7
20.8
15.9
2,6


1976
100.0
60.7
36.6
20.5
16.1
2.7


1977
100.6
59.0
37.6
22.0
15.6
3.4


1978
100.0
58.1
38.4
21.3
17.1
3.5


1979
100.0
58.2
37.4
20.1
17.3
4.4

'Nontradeables plus tradeables plus petrolem.  Figures are rounded.

bexportables plus importables.  Figures are rounded.

Source:
Direceijn General de Política de Ingresos, using data from Banco de México, and Nacional Financiera, S.A.
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tradeables increase significantly, but also the share of exportables fell from 31.9 percent of GDP in 1939 to only 20.1 percent in 1979.  The difference is made up partly by the rise in the share of importables from 11.4 percent of GDP to 17.1 percent.  Thus the economy became less open to internacional trade.  But at the same time ¡t became more import-dependent, and had less capacity to export.

While some of the rise in nontradeables can be traced to the greater importance that services acquire in a growing economy, the change in composition in tradeables, which went from a share for exportables of 73.7 percent in 1939 to only 53.9 percent in 1979, is a reflection of a long-term trend resulting from embedded structural policies, and stems only partially from the "Dutch disease" that was a factor after 1976.

It is well known among economists, but little appreciated among policymakers, that import taxes are really a tax on exports.  Following the Sjaastad methodology on "true" tariffs,16 ¡t was estimated for Mexico that 37 percent of the import tariff is, in fact, a tax on exports from the 1939-79 period- 17

The entire trade story, however, is not told by import and export tariffs alone.  Import and export permits play a part that is perhaps of greater importance, since often there is the feeling that because Mexico borders the U.S. market, tariffs may seem too high or alternatively turn out to be a weak instrument to protect a particular industry.  In this context, one should make a distinction between transitory and permanent components of trade policy.

Appendix table A-7 shows how controlled imports went from 17.7 percent of import value in 1956 to a peak of 90.4 p@rcent in 1976.  The table also shows that since 1961 the share of controlled imports has never declined below 60 percent.  The nurnber of import categories controlled has had a greater variation, dropping as low as 24 percent in 1979; but this is a meaningless figure, though ¡t is often used.  A level of 60 percent or more of controlled import values must have some effect on the way importers regard production and export shortages, since they are at the mercy, or shall we say the whim, of trade bureaucrats.

After 1976 there was an apparent liberalization in import permits, both hecause the percentage of import value controlled was less and hecause permits were issued with relative ease and promptness.  However, the liberalization must be interpretad in
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terms of the expectations of the public. lf trade policy is perceived as permanently protective and the trend up to 1976 was unmistakable, decreases in that trend are of no significance to improved export performance.  Less protection in these circumstances only triggers overstocking of inventores of imported goods, adding one more cost to the distortions imposed by protection.

Not only is there an additional implicit tariff imposed on imports through protection, with its negative effect on export potential, but exports are further discouraged through licensing.  V,íhether because of sanitary limitations (perhaps because governments abroad do not take good care of their citizens' health), or to keep internar prices down, erratie policy changes on export permits have left many an exporter with broken commitments and diminished incentivos to try again.

At a cost to the taxpayer, efforts have been made to smooth over these distortions through export subsidios, as the last column of table A-7 shows.  The beneficial effects of these subsidios, however, are nil, because they are granted selectively, while the higher costs imposed on the economy by protection cut across the board.  Also, the distinetion between transitional and permanent policy traits is fundamental in this case.  This means that subsidios are mostly seen as windfall profits, and are hardly ever a long-run determinant of investment and production decisions.

Despite the healthy long-term trend of gradually lowering import tariffs from an average close of 30 percent at the start of the 193Os to under 10 percent at the beginning of SD, we have had, under SD, the implementation of another structural policy conducive to inefflcient resource allocation.  This new policy meant raísing again the average import tariff from 8.8 percent in 1954 to an average of 20 percent in the 196Os.  Nominal import tariffs were again lowered in the 197Os but import and export licenses kept going up.

The long@run effects of trade policy were a greater and more vulnerable internacional dependency of the nation's economy, a maimed capacity to export, and an ingrained attitude among local industrialists and exporters that will be difficult to change.  Incidentally, the lowering of the tariffs in the 193Os, together with a liberal import policy, coincided with the start of modern industrialization in Mexico.  This trend was merely strengthened by
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the Second World War, rather than being initiated by it, as is commonly believed.

I-Iuman Capital: A Need for Investment

Unfortunately, modern Mexican history provides a laboratory on how two sets of policies can affect the economy.  To many people, however, ¡t has not been evident that structural policies that often apparently provide short-run benefits can have strongly negative long-run effects.  Such policies were part of the economic strategy during both SD and the latter decade.  They were the negative part of the legacy of SD, and their ill consequences for growth and well-being were only intensified by recent maeroeconomic policies.

But perhaps the greatest omission in both periods has been the lack of investment in the most socially and economically productive capital: human beings.

Why has per capita growth not been higher?  Why has the distribution of the ability to generate income not improved?  Why has productivity remained low?  All these questions may have an answer in the extraordinary information container in table 11.  From 1960 to 1975 the number of Mexicans vñth no schooling remained practically the same.  The breakdown is not available for 1982, but ¡t can be seen that as much as 74 percent of the population had had only six years of schooling or less in that year.

Table 1 1

Labor Force by Educational Group

(proportions)


Schooling


in years
1960
1968
1970
1975
1982


No schooling
32.0
2@.5
27.1
30.6


1-6
57.8
60.8
59.9
53.4
74.2


7-9
5.4
6.5
5.6
8.3


10-12
1.4
2.8
4.2
3.0
25.8


13 or rnore
3.4
4.4
3.2
4.7

Souree:
Cardenas, "El Crecimiento Econ¿mico en M@xico", Bachelor's thesis, Instituto Tecn¿logico Aut@nomo de México, Mexico, 1977; E. Alducin, "Educaciin y Empleo 1982-1988", Unpublished paper, Mexico, 1982.
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A bigger industrial plant, a sane trade policy, and a stable social and political environment for economic calctdations should all contribute to better per capita growth.  But how can industry, agricultura, and the other economie sectors successfully modernize if there is so vast an insufficiency of investment in human capital?

Appendix
Table A-1
Real Tax on Financial Interest






Maximum




Nominal interesa

Tax + inflation
personal income



Gross
Net
Inflationb
Gross interest
tax rate


1950
9.00
8.10
9.65
117.22
30.00


1951


24.00
276.67
33.00


1952


2.23
24.78
40.00


1953


-1.88
-10.89
1


1954


9.55
116.11
46.00


1955


13.37
158.56


1956


5.13
67.00


1957


3.90
53.33


1958


4.69
62.11


1959


0.90
20.00


1960
10.00
9.00
4.89
58.90
50.00


1961


1.27
26.70


1962


1.67
26.70


1963


0.41
14.10

