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ABSTRACT

This study evaluates from a historical perspective the consequences of
various industrialization strategies adopted by the Mexican governments,
identifying with each strategy major issues and constraints on industrial
development. In the discussion, special attention is given to the roles of
trade and industrial policy in affecting the development of industry. Such
issues as protection versus liberalization, export-promotion versus
import-substitution, and private sector versus public sector are carefully
examined in the context of the Mexican economy. The paper concludes with
a critical review of the current administration's industrial policy, and some
suggestions for future directions of development for Mexico.

RESUMEN

Este estudio evalia desde una perspectiva histérica las consecuencias de
varias estrategias de industrializacion adoptada por los gobiernos
mexicanos, identificando en cada una de ellas los asuntos mas relevantes y
las restricciones en el desarrollo industrial. Se da especial importancia a
los papeles de la politica comercial e industrial con respecto a su efecto en
el desarrollo industrial. Problemas como proteccibn versus
liberalizacion, promocién de exportaciones versus la substitucién de
importaciones y sector privado versus sector publico son cuidadosamente
examinados en el contexto de la economia mexicana. Este ensayo
concluye con una revision critica de la politica industrial de la actual
administracion, y apunta algunas sugerencias para las orientaciones
futuras de desarrollo para México.






l. Iptroductione.

In view of the current economic ang financial crisisy
uUnprecedent-d in Mexico's modern Nistorys it hdas Jeen arjues
that Mexico fared fairly well in achieviny its short-run
objectives of achieving macroeconomic stabilitye. The
stavilization program of the e la Madrid administratction
jenerated o stunning improvement in Mexico's trade vosition
in 1J32 and 1943y and nas consideranly reduced inflation
ratese! lt must be rememoered that the alleged success of
the program tnat helped create trade surpluses wasy however,
achieved at th2 cost of employmenty real wagesy and
production (s2e Tauvle 1) In particulary the severe
restrictions on import; requirea for continueg industrial
growthe comoined witnh jovernment austerity policiesy hive
wreaked havoc with tne country's productive apparatuse Th=
proauctive capacities on which sustained future ygrowth must
rely have been the mdin casualties of the crisise? Thus,
there is a real need now to explore davelopment strategies

for estatiishing a viable inaustrial structure in mMexicoe

! Tne inflation rate was 99.0 4 in 1752 and fell to
Slels in 1983 and 94U 4 in 19d4e

° The impact of the crisis on the private sector secms
particularly seriouse Many firms in Mexico have a
dangerously low levels of Inventories of materials and parts
due to the severe cutback in importse are operating at less
than half of capacity ana are unable to pay their depise
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Compared with other developing countriess Mexico
already has a relatively well ugeveloped industrial
structure. At this level of u=2velopmenty it is haraly
Necessary to attempt to justify Maxico's efforts for
industrializatione? Tne historicaliy important roles piayed
by tne industrial sector in the overall uJevelopment or
advancedy industrialized countries are well-knownhe Jne
simply cannot find a deveioped economy in w#hich the share of
Industrial output in oOP is insignificant.

Given the important role of industry in the overall
development processy*® it seems that M™Mexicoy with an
industrial base servinyg the domestic markety must continue
to strive for rapid industrializacion if it desires to
expand opportunities for employment and for the production
of basic necessities for the working population. Also, it
has oeen argjued tnat exports of manufactures are more apt to

pe successful tor 4 country such 435 41exico wWith its

3 For a4 comparative performance analysis of semi-
industrialized countriesy see Be.3alassay ete aley
Daveliogpment 3Jtratesies in semi=industrial Economies
(baltimores Jonn Hopkins Press for the wWorld Sanke 19uvc)y
PPeid=02.

* In addition to the large interindustry linkage effects,
of expanding the industrial sector on income and employmenty
here is a reinforcing relationship petween industry and

market sizee Manufacturing industries are gyenerally
affected by economies of scala that accompany market sizee.
Some industries <continue to improve their eftriciency witn
larjer scalee As compared with industrys noninaustrial
activities (agriculture and services) Jeneraliy entail less
econumies of scale as markets expande For an empirical
study on the efficiency saviny relategd to industrial firm
Sizey see PeAe Yotopoulos & Jebe Nugenty ecopomics of
Revelopment: Empiricdl Investigatione (New York: Harper &
ROwy L9T6) Ppe 149-153,



domastic market potentiale®

This paper is concernaed witn developmant strategies for
Mexican industrye A careful =valuation of the Jovernment's
inaustrial development straté;ies is wundertaxken from 2
historical perspectives 0 that the failures and successes
of a poiicy can ve identified for ruture lessonse Alithough
the focus is on the industrial sectors tne analysis will
take into accounty as it musty the linkages between
macroeconomic and sectoral behaviore 1In particulars special
attention will be given to the relationship between sectoral
and trade policies in Mexicoe

The paper obegins with a discussion of the origins of
Mexico's industryy and its historical role in overall
developmente It proceeds to examine the current situationy
to identify constraints on inaustrial deveiopment as well as
possibilities of further developmente. The paper then turns
to an evaluation of Mexico®s National Development Plan
formulated by the current administrationy suggesting,
recommendations for future directions in Mexico's industriau

develiopment in the concludinj sectione.

S See JeNe Jhagwati and TeNs Srinavasany "Trade Policy
and Developmente™ in Re Dornbush &t Je Frenkel edey

Interpnational Zconomy Boligyy {saltimore: Joan Hopkins
prbsi' 1579) e



2. Development Strategies from a Historical Perspectivee

Historicallys Mexico's inuustrialization started with
tne development of lignt wanufacturings textilesy pdapers
tovaccoy etcy and Jduriny the Cortiriato says mining and
petroleum industries were added for exportse The first
integrated iron and steel complex was estatlisned in
Monterrey around the turn of tne centurye Howevery national
industrialization on an extensive scale really began durin;
the era of the Great Uepression in tne early 1930sy when the
state started to play a more active role in developing
inaustriai infrdstructqfe. A later boost to industrial
development came during wWorld wWar 1lly wnen Mexican
manufactures were cxported to tne UeS markete. As seen in
Taole 29 the historical sequence of industrial Jevelopment
in mexico reveals variations in state industrialization
policiese?®

In the post-world war 11 period the industrializacion
strateyy turhed to the production of consumer goods
previously imported from abroade Wwith tne adoption of the
1955 law on New and Necessary Industriesy the state has
emerged as an active promoter of import substitution
{IS)industrializatione. High tariffs and other barriers to

entry were enforced to protect domestic industriese

® For an excellent discussion on Mexico's developmant
dedatey see QOenis voulety Mexico: Development Strategies for
the BEuturee ( Notre Namey [IN: University of Notre Dame
Pressy 1303 )



MEXICO'S INDUSTRIALIZATION FROM A HISTORICAL PERSPECTIVE

Before 1930

1930-1939

1940-1970

1940-1958

1959-1970

1970-1976

1976-1982

1982-1985

Key features of
Development Strategy

Primary-sector based
Export expansion

National industrialization

based on Keynesianism
and Statism

End-goods import-substitution

industrialization

Basic needs-oriented
industrialization

Economic liberalization

Crisis management

Consequences

Development of an
“enclave" economy;
structural dualism;
distributional
inequities

Economic recovery;
consolidation of
national industries

De-stabilizing growth

Stabilizing development
("The Mexican miracle")

Shared development;
economic and financial
instability

Import-dependency;
"Dollarization" of the
economy; financial and
debt crisis

De-industrialization;
economic stagnation



The odsic framework of the protective system/’ to
promote IS5 industrialization was in many wdys strengtnened
from the early 19Y5Us throuygh the mid=1970se% The industria,
yrowth was supported by state policies that emphasicea
appropriate infrastructure developmenty the strengthening of
the private sector under vrotective trade policiesy dnd low-
wdye and foreign-investment based industrial projects. 4dy
the late 19005y howevery the contradictions of this growth
strategy beygan to appedr in the form of urban-rural
imbalancey internal migrationy worsening of income
distripvutiony and excessive foreign dependence.

Criticisims against such a strategy asiaey achievements
in industrial developmenty often referred to as "the Mexican
mirdacles™ must be given. due credit (See Taole 3)e Among the

more significant accomplishments were:

le Ouring the decade of the 1960s and the first nalf of
tne 1y70sy yross industrial output in real terms
increased at an annual average of 35 percent ana oel
percenty respectivelyes

e Imports of manufdctures as a proportion of tne Jross
domestic product declined from 105 percent in 1955 to
55 percent in 1973.

—— - —— ———— - ———— - — ———

T In 1970 effective protection in Mexican industry
averaged 60 percent with a significant rank correigtion
bpetween the importance of import-suostitution in an industry
and the level of protectione See AeTen Kaatey et aley
Erotection and Economic Vevelopment in Mexicos (Mexico Lity,
1381).

8 For instance, the value of controlled imports rose to
72 percent of total imports in 1974, from the prevalling
level of 6 percent in the 1960se.



3e Uuring the 1960sy Mexico's exports of manufactures jrew
at an annual rate of 8.5 percenty jumping to an average
annual gjrowth rate of le4 percent in the period between
1965 and 1973« This was above the average pertormance
of all developed countriesy and was 4 percentdge points
hijher tnan th2 average jrowtn rate of worla trade in
manufactured gouodse.

TABLE 3

INDUSTRIAL GROWTH IN MEXICOs 1950-1980% —AVERAGE ANNUAL
RATES OF GROWTH (X)e.

Lross Manu- Import of Export of
Year eLP factured ouput mnanufactures manufactures
1950‘196\) Sed bel bel 4o
1960-1970 Te2 el baeb Bebd
1970-1980 e D TeU 10e2 Ged
1970-1974 6e13 Te4 10e4 Sel
19T4~=19717 b 4e1 ~Te2 Ded
1977-1900 Ged Vel 322 S e?

* gase on data in constant pricese.
Sources: MNational accounts data published by the Secretario de

Programaci6n y Presupuesto and 0P data taken from worid
Statistical Tables (I3R0).

As a consequencesy Mexico by the mid-1770s became tne
tenth largest country in the worlda in terms of gross
domestic product originating in manufacturinge oy 1960y it

produced more than 10 percent of the total Thira woarid



wanufacturing outpute. The industrial sector still 4ccounts
for nearly a gquarter of the qgross domestic producty dndg
employs about 20 percent of the country®s labor force. In
terms of the dollar value of outputs® the size of this
sector 1s far greater than that in such developed countries
as the Netherlandss switzerlanay belgiumy Denmark or NOrway,
seconda only to 3razil amonyg the group of aeveloping
countries; comparable with that of India or Argentina; and

twice that of South Xorea (Table 4}

State industrialization policies after 1965 also relied
on the use of foreign firms to promote manufactured exports
from Mexicoe Foreign firmsy mostly of U.Se origins were
enticed to use cheap Mexican labor under special provisions
arranged by the Mexican governmente. These "maquiladora"
industries located on the border soon engaged in processing
imported materials ror re-exporty mainly to the uUnited
Stateses!? Mexico's exports from the border industries rosa
from practically nothing in the mid-1960s to 800 million
UeSe dollars in 1980U.''! About 50 percent of this can ve
attriouted to value added in Mexico. In gross terme porder-

industry exports amounted to some two tnirds of Mexico's

> —— ———————————— o a —

 See United Nationsy Growth of derld Industrye . various
issuesa.

18 pJuty-free treatment was dccorded beginning 1in the
mid-1960s and a tax rebate scheme on manufactured exports
(11 percent) was introduced later in 1973.

1! These "maquiladora" Industry activities are recoraed
in Mexican balance of payments data as "net income from
transformation services."



TABLE 4

THE SHARE OF MANUFACTURING VALUE ADDED (MVA) IN THE THIRD
WORLD® COUNTRIESe 1973 AND 1980.

1973 1560
Lountry Share of MVA country Share ot “vA
srazil 20602 Sraczil 22600
Aryentina 1379 Mexico 1yedn
Mexico 1070 Argentina FevD
India Belb India se2l
Turkey +els Republic of Kored tek4H
Venezuela Le9l Turkey a3
Iran{Islamic Repeof) 2eT0 Iran(Islamic Repeot) 3.0¢
Republic of Korea Zell Venezudela el
Phillippines 2e3b Phillippines 2e51
Peru 2e25 Thailand Ze0l
Total Tle04 Total 69e93

Source: ULUNIDO (19841y Industry In A Changing worlas New Yorke

2 Excluaes CLhina and other Asian socialist countriese.

total manufactured exports in the same yeare'?

Investigation into the sources of industrial growth in
Mexico points to the important role played Ly domestic
deimande According to an estimate (see Taple S}y the
percentage of increased industrial output attrioutaolie to

the growth in domestic demand was about 90 percent auring

——— A —— - v—

12 An  important issue concerninyg the Jevelopment of
border industries is the problem of erfectively integrating
the majuiladora piants witnh the rest of the economys There
is some evidence to indicate that small-scale local
inaustries have not peen effectively integrated to
maquiladora plantse
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the 195Usy with tne remainder expiained by export expansion
and progress in import substitutione. The share of
contrioution py increased domestic demdnd was close toy ana
exceededy 100 percent for tne decade of the 1950s anag tnhe
1970sy respectivelye. Sustained growth in aygregdte domestic
demand contriputed to reauctions in the shdre of impor:ts in
the jross value outputy and at the same timey to incredses
in the proportion of manufactured output exported.

As domestic deimand expandeds investment opportunities
deveiopedy foilowed oy improved industrial organizationy
realization of scale economiesy and incorporation of new
technologies in production--all of which further led to
increased productivitye This improved productivity with the
resulting narrowing of the differences in internal and
external pricesy promoted further import substitution
industriaiization as well as expansion of exports. Perhips
more importantlys this may have directly improved Mexico's

industrial competitiveness in the world markets

3. Liberallization Policlies and the Setbacke

Although Mexico's industrial strategy over the past fex
decades had led to notable achievements in industriel
deveiopment' as already mentionedy it nad certaln weaknesses
whicn were manifest during the early 1970s and reappeared in
a more acute form during the recent crisise It is important

to properly account for these weaknessese setween 1971 ani
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1970 the tchneverria administration adopted populisty
expansiondary policies. Mexico started to experience
inflation and balance-of-payments difficulties wnicn
eventualily led to tne 1775 vevaluatione.

Tne Jeterioration in the non-oil externdl payments
palance w~as due in part to a compination of ftdctors retated
mainly to oasic structural proolems of the Mexican zconomy:
{1) a progyressive stagnation of the agricultural sector with
a gradual diminution of surpluses for export, (2) the
worseninyg in the balance of payments in the servicess (3)
the expansionary fiscal policies that contributed to
government budget deficits and inflationary pressures; and
(4) tne increasing burden of dept to the rest of the
worlde!? Thusy even Lefore the process of import
substitution could advance to tne next stdgesy thesa torces
dimmed the prospects ror a sustained industrial growth. It
must not bLe presupposed that the worsened balance-or-
payments situation was entirely caused oy IS

industrialization policiese

while the decelerated pace of industrialization in the
first half of the 1970s was largely caused by balance-of-
payments difficultiesy the reasons for the slow=down in
inaugtrial growth in the second half were quite distinct and

—————————— - —— - —

13 For instancey foreign short-term public debt alone
increased from 3 1lev billion at the end of 1980 to & Il
billion vy the and of 1l9cle.
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TABLE 5

SOURCES OF INDUSTRIAL GROWTH IN MEXICOy 1950-1980.%

Year Lomestic Export Import
Demand cxpansion Supstitution
1950-1560 9T e s 2el -1e5
1960-1570 g9 e 0 Zeb Ge's
1¥70-1980 104.0 3e3 ~Te3

% For tnhe method of computing the percentage of increases in
output related to each componenty see Hollis Be Cheneryy
MPatterns of Industrial Growthe! the American Economic Reviewy
50 (1900) ppe 624-65%4

Source: Mexicoy NAFINSAy Future Cirections of Industrial Strateyye

Mexico Cityy 1950 (mimeo)e pPo 35

largely related to avrupt changes in economic policy.'

The Lopez-Portilio administration (1977 -821s in an
effort to resuscitate the staynant Mexican economy inherited
from the previous aaministratiaony quickly resorted to an
expansionary policy to stimulate dggregate demandy wnlile
increased production and imports could hold down inflatione

The strategy was based on the sudden prospects that tne
discovery of large 0il reservesy supplemented by foreigyn
borrowingy would open the possibility of quickly overcoming
the balance of payments constraint and of wundertaxing
expansionary economic policye The policy framework during
the beriod of 1976~-1981 was comprised of two main elements;
the first relating to the macroeconomic strategy and tne

second specifically to the industrial sectore The
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macroeconomic strategy calied for expansionary gJovernment
spending and trade liberalizatione Wnile maintaining a4
relatively stable nominal excnange rate regime ana negative
real interest ratesy'* the jovernment resorted to suonsicized
prices for energy and other pasic joods to moderate comestic
inflationary pressurese. Sector-oriented policies included
an 1incentive system for promoting private investiments as
well as public-sector investments in "strategic™ pranches of
the industrial sectore DOespite the liberalization measures,
effective protection levelsy reflecting the effects of
supsidized inputs to industryy still remainea sufficiently
high to provide incentives for industrial expansion.!?®

The industrial sector quickly benefitted from tnese
sectoral policy measurese. Wwhile the real gross domestic
product Jrew at annual average rate of Be5 percent petween
1978 and 1982, industrial output Jrew at a faster rate of
Je6 percente. The average annual rate of employment
absorption in manufacturing reached 54 percent and redy
inyestment in industry increased by nearly lo percent per
annume Private-sector investmentsy largely induced oy a new
input subslidy schemey, were particularly marked in industries
producing intermediate ygoods intensive in the use of eneryy

- —— - ————— ———

14 1t may be noted that these factors compined wer=

largely responsible for the dcceleration of the
*dollarization' of the Mexican economy during the periodg.

t5 According to Nacional Financiera datay in 1979 an
average effective supsidy rate in intermediate jooas

industry in Mexico was apout 25 percenty and 79 percent in 2
few capital-goods industriesy in contrast to a negative rate
in tne food=-processing industrye
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as well as capital yoodse

Tne manufacturing sectory nowevery after the initial
expansion in 1970 ana 1973 4t an annual growtn rate
exceediny 10 percenty sSiowed U0 that barely exceeding
percent in the following two vyedrse This decelerated pace
of growth was accompanied by increases in imports of
industrial origin ana tne attengant balance of payments
difficultiese!® In real termsy imports rose by nearly three
times Detween 1577 ang 1961, fhis contrasts witn the
eariier 75 percent increase registered between 1960 and
1978« Strikinglys imports of consumer yoods experienced the
largest relative incréasee. Their share in total imports
jumped from 6 percent in 1977 to 12 percent in 19clel?

An expansion of this magnitude guickly turned out
unsustainapvley even with a massive export ot crude oile. oy
1981 Mexico exported 14 oillion dollars worth of crude oily
an amodnt egual to four times the year®s current account
deficlite Importsy howevery continued to exceed Increases in
0il revenue with the resulting sizable trade deficits that
persisted throughout the 1976-1921 periodes For instancey in
1981 total imports reacned 24 billion doilars with a tradcv

deficit of close to 5 billion dollarse

- - —————— ————— e ——— — -

'° A prevailing view has been that an "overheated Mexican
economy®” stemming from the expansionist government policy
was a fundamental cause of the ualance of payments problemse
A counterargument is given in the discussion that followse

!7T Imports of macninery for manufacturing dactivities also
experienced increases with their shdre in the totai risinj
from 49.4 percent in 1977 to 52«1 percent in l17ole.
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In the meantimey Mexico continued to Dorrow froim acroad
in the attempt to make up for trade deficits and the losses
of capital due to i1ts outflowe The total external debt
reached as much as 78 villion dollars oy 19s¢ (Tabple 11e
Finallys precipitated by the collapse of o0ii prices and the
rapid rise in interest payments on foreign debt!?® as weil as
py Jestapilizing speculation on the pesoy the financial
crisis stemming from external payments proovlems cuiminate
in 1982« At the same timey, the influx of imports oveyan to
adversely affect growth of domestic industriese. More
importantlyy it led to retardation in the development of the
intermediate and capital-goo0ds sectorses Adithin a4 few years
following liberalization measuresy the level of investment
in these sectors arastically declined as intermediate ani
capital-joods imports increased sharplye

various reasons have been advanced for this explosive
growth in importse tirst of alle there is an explanation
seeking the answer in terms of the deterioraticn of the
competitive position of Mexican industry in the world
markety which was caused oy the accelerated inflationary
trend seen during the periode As the inflationary pressures
that followed expansionary domestic policy measures mounteds
the government®s response in order to hold down inflation

- — - ——

18 5y 1982, debt service payments accounted for 37
percent ot Mexico's total export earningse About a half of
the increased debt service was attriouted to the rise in
interest rates in international capital marketse. The short-
term LIbUR  on dolldar deposits rosz2 from an annual average
rate of J¢% & in 1978 to 158 4 in 1235l
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was to maintain an overvdalued pesoe. vespite an exchangye
rate policy which pérmitted the peso to slowly appreciate in
real terms followind tne initial devaluation in 1976+ the
average unit cost of Mexico's industries relative to that or
its trading partners seemed to have remdined at a
competitive level until well into the late 1970se Thusy tha
overvalued peso as well as a rapidly growing economy may
have stimulated iimports to some extenty but these two
factors alone cannot explain the sudden explosive growtn in
importse

The second hypothesis contends that as a result of the
government's expansionary demand inanagementy Dpottlenecks in
certain sectors <characterized by excess demand in relation
to installed capacity developedes Hut this still does not

explain why there were substantial increases in incoma

alasticities of import demand in a large number of
industries that were not particularly constrainea by
capacity limitse. Moreovery the 'period of 197719051

witnessed substantial investments in industries from ©poth
puplic and private sectorse!?® Thnis should have recuced
demand pressures on capacity wutilization with a resuiting
reduction in elasticities of import demande As is well
knowny the opposite happened: values of import «uemand

elasticities increased yreatly instead of diminishinge There

- —— - — - ———— ———— . ———

19 Note that foreign investment still represents only 4
percent of total investment in plant and equipment in
Mexicoy and is not significante.
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is also evidence that rates of capacity wutilization in
industry decreased during this periode This seems to
contradict the pottleneck (Tneory for expiaining the
explosive expansion of Mexico's importse<?

The thirgd explanation is that the import ovoom during
the period stemmed from tne abrupt shift in economic rolicy
from protection to import liberalizationes The yovernment had
simply anticipated ‘that 0oil revenue wouid continue tv
increase at least at a rate sufficient to offset any adverse
consequences of the overvaluation of the pesoe. Import
liperalization was considered imperative to reduce the
existing pias agdinst exportsy and thereby to raise levels
of industrial efficiency by integrating Mexican industry
with that of the rest of the worldes

The Mexican jovernment in fact turned to export
promotion when it encountered increasing difficulties in tne
palance of paymentsa As a means to promote an export-
conscious industriaf sectory it resorted to various forms of
subsidies to exportersy precluding the wuse of imported
Inputs in export production when domestic substitutes were
availables Thusy at the beginning of the 1970ss manuractured
goods exports constituted only 4 percent of the Jross valu=

of industrial output with processed foodstuffs accountiny

- ——— o ———— —— - — - —

29 gor empirical evidencey see Jo Fatwelis and As. Singny
"Se Encuentra 'Sobrecalientada’ laiéconomia gexicana? -- Un
Analisis de los Problemas de Politica ©condmica a Corto vy
Mediano Plazo vy Post Scriptume'™ Ecgnaomia Mexicana No. 3
(1381)y ppe 253-270.
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for only about one third of wuxport salese txports of
industrial goods rose to 5.5 percent of the value of
industrial output by 1978,

This effort for export promotion was sSoon accompanied
by policy measures that permitted increased importse. In
particular, tne dismantling of quuantitative controls on
imports proceeded rapidly during tnis perioad ana equally
empraced consumptiony intermediate and capital goodse &tven
for industries subject to import controlss import licenses
were issued automatically and fndiscriminatelye.
Juantitative controls were eventually to be replaced by
tariffs yielding equivalent protections but these were never
implementede. The average level of tariff net of subsidiesy
drastically declined over the periode.

By mid-19dly the structure and level of industrial
protection was not significantly different from that
prevailing in other nember states of GATT (General Agreement
on Tariffs and Trade)y the agreement Mexico has repeatedly
boycotted. Moreoversy unlike many of the signatory countries,
Mexico lacked indirecty subtle mechanisms of protection such
as anti-dumping legislation or other industrial or sanitary
regulationse

Related toYimport-liberalization' there are two other
important causes of huge deficits in Mexico's external
accounte Firsty the Lopez-Portillo administration’s

expansionary fiscal policy led to sizeable deficits in the
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puplic sectors wnich had to be financed mainly throuygn
external oorrowinge The economy®s productive d4pparatus was
unable to meet tne desnana stimulated oy iarge public-sector
spendinge As a resulty imports increased dramaticallye.
Sacondlyy colinciding with the expansionary policys the
administration adopted policies to further lioveraiice
international capital movementse Mexicans were aliowed to

open dollar accounts in banks with virtually no controls on

flows of foreiygn exchangjees In the face of speculative
uncertainties concerning the value of the peSOY
liperalization of capital markets accelerated the

"dollarication™ process of the Mexican economye

In a rapidly "dollarizing" economy shrouded b»py an
atmosphere of unstaoie currency speculations no monatary or
devaiuation policy oy itself is likely to oe aple to halt
the deterioration in the external egquilibriume An
expansionary monetary policy ~ould <clz2ariy be inflationarys
leading to increased trade deficitse On the other hanags the
tightening of monetary policy would not be helpful either.
As the supply of pesos diminishess demands for dJdollars are
likely to increaseys thereby causing depreclation of the
domestic currencye. The result, theny is a - spiral of
devaluations followed by inflationsuch as occurred 1in the

waning days of the Lopez~-Portillo administratione
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4. Protection ¥s. Liberalization in the Mexlcan Contexte.

One of the most important policy options developing
country policy-makers are always faced with is that
concerning economic liberalization vs. protectionisme Thnusy
the puros and cons of this option need to be more carefully
evaluatesd in terms, ot thelr economic consequences tor
Mexicoe

Protective policies are generally «criticized tor
promoting inefficiency in industrye The maln tnrust of the
argument is based on the orthodox proposition that free
trade results in an optimal wuse of society's available
resourcese

It is important to xeep in mindsy Hhowevery that the
argument reflects a static point of viewy and perhaps the
more important issue should relate to the dynamic effects ot
protectione. There isy in particulary littie certainty that
investments channeled into specific branches of industries
will bDe the ones turning out dynamically viavle and
efficients Those industries judged as efficient in tne
static sense of comparative advantage may not necessarily be
the ones in which productivities and technical progress will
advance most rapidlys nor will they necessarily become
industries whose products command large demand
elasﬁicities.ODviouslyy from a long-run viewpointy
protection must not be used to support dying or out-of-date

industriese Howevery by concentrating protections if
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necessaryy on those industries where income elasticity of
demand as well as interindustry linkajes in production are
expected to be highy HMexico could nhope to employ a rapidly
growing labor forcee

It is also arqued that ygiven tne limited size of
domestic markets in a developing countrys protection credtes
monopolistic and oligopolistic market structures that lead
to distortions in the allocation of resources across
industriese The monopolistic gains accruing to the
proaucers under a system of protection could be eliminated
by trade liberalization policye.

Theoretical issues asidey there is no strong evidence
to suggest that the inefficlency cost of protection would pe
particularly exorpitant. tor countries like Mexico. The
studies show that for the developing countries on average it
amounted to less than 3 percent of the gross domestic
producte?!? The\cost of protection is5 likely to be lower in i
country such as Mexico with a relatiVely large domestic
markete In any <casey as pointed out py many Mexican
eaconomistsy if a greater degree of competition is necessary
to promote industrial efficiencyy this can pe done througn
encouraging competition among firms operating within tne

confines of the domestic marketes In this reyardy it must pe

21 yee JeBergmany “Commercial Policys Allocative
Efficiency and X-Efficiencys™ Juarterly Journal of Lcopomics
38 (1974): 409-33, and world tanky Mexicos Manufaciuring
Sector--Situationes Prospects and Peligcies (Washingtony uUeles
16794 )
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noted that Mexico's system of protection in the past
encourayged private-sector investmante. The sudden
dismantling of the ©protective mechanism under the tLopez-
Portillo administration adversely impacted investment
activities in the inaustrial sector.?? Thus if the system of
protection is considered to have <caused an excessive
inefficiency in Mexican industrysy the solution to this is
not an abrupt dismantling of the protective mechanisms but
the rationalization of protections It should involve the
revamping of protective structures according to a timetable
determined {n advancey as the protected industries mature.?3
It is also argued that trade liberalizationy by
expanding exportable output of lavpor-intensive industries in
Mexicoy increases employment of wage—earnersy thereby
leading to a more even distribution of income. While it is
true that the protective system installed in Mexico to carry
out IS industrialization in the past caused the wurseniny of

income distrioutiony tnere is no clear evidence to suggest

—— e —————~ ——— " ———— —

22 In particulary a large numpoer of foreign firms have
invested in Mexicos seeking the penafits of tax shelters
under protectione They would be unable to penetrate the
market in any other waye With the remcval of tariffs many
foreign firms will likely decide to divert investments fron
Mexicoe

23 Qgther costs of protectiony according to the
traditional theoryy include adverse impacts on economic
Jrowthy in particular on productivity improvementse.

Although a few empirical studies <confirmed the presence of
positive correlation between output growth and export
activitiessy, it must pe noted that tnese studies typically
covered the "golden age" perioa of world trade in the 1voUs
and in the earlyl970se See Be dalassay et aley pevelopment
Strateuies ino demi-Ipdustrialized cconomigss pe 56
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that changes in trade policy alone would ope sufficient to
induce improvements in the distriocution of incomes A recent
study shows that the distribution of income in Mexico is not
related so much to structures of foreign trade as to such
structural Factors as land-tenure systemsy wealtn
distributionsy and human capital stockse?*

Lastlyy related to trade strategy ana equally
significant is the policy issue concerning capital movements
liberalization vse. exchange controls in the context of the
Mexican economye As Mexicans were allowed a free hand in
converting from pesos to dollarsy the ballooniny current-
account deficit in the balance of payments that pegan to
appear from 1979 on ( Taple 1) precipitated speculation in
the devaluation of tne peso and a flight out of pesos into
dollarse The Lopez~Portillo administration was unwilling to
impose any forms of exchange controlsy and instead in its
final daysy resorted to other policy instruments that
included the peso devaluationsy rises in interest ratess danda
fiscal measures to reduce the pudget deficite The
government policies failed to improve the conditions of the
economye. The public response was capital flight in the form
of deposits in foreiyn panksy purcnases of foreign
securities and real estate in the United Statese?S Tnusy the

- —————— - —— A - ——— - ——

2% See KeSe KXim & Ge Turrublatey "Estructuras dei
Lommercio Exterior y sus Efectos en el Contenido de ios
Ffactoresy el Empleo y la Oistrioucidn del Ingreso en
Méxlicos" Irimestre Econdmicar (Uctooer-Decemper 1983)
PPpe2lT3-2192 :

25 The total amount of Mexican assets abroad as of l43¢
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process of Mexico's de-industrialization was accompanied by
a4 serious draln on foreign reservesy whicn was fuelea by tho
capital flight in enormous quantitiese

In summarys there seems really no assurance that in the
ruture the lioeralization policy based on the faith that the
market wmechanism automatically ensures a sustainedy
equitaole economic yrowthy will provide a viaole basis for
Mexico's industrial development. More likelyy the net
effect or such 4 measure is to cause a more severe
depression of domestic industries than the previous import
restriction measures could have inflictede Thnere hdave peen a
number of precedents for such casesy including £ngland,
Chiley and Argentinae In those countriesy the recession was
compined with inrlation and recurrent balance of payments
problemss Mexico could find itself in a permanent crisis
without the prospects for a sustained development process

into the futuree.

2. Issues with Export-Orjentatione.

In principley policy measures for correctiny external
disequilibrium must aim at reducing import dependency
through import-substitutiony expianding export industriess or
implementing some combination of pDoth measurese Having
already considered the case of import substitutiony we Now

—— v —————— — - —-—————— - -——

was estimated in thne runyge of 30 to 4u oDillion dollarse.
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turn to tnat of export-oriantation in the Mexican contexte
The guestion that must oe asked is: Is it realistic to
assume that Mexican industry w~ili be capable of overcoming
its tendency toward external disequiliorium througnh
prowotion of manufactured goods exports?

The answer to tnis question is not simplees The reason
for this lies in the profound changes in the worla economy
that have taken place in recent yearse If one conslaers th2
historical evolution of the worla economyy the post-World
Wwar 1l period until the first oil crisis in the early 1970s
can pe viewed as the "golden age® of world trade. During
this period many developed countries could attain and
sustain a rapidy near full-employment growth ratey which
stimulated expansion of the world markete As a resulty the
developiny country share of the total world industrial
output climbed from o6& to 9 percent. The fruits of tnis
world trade expansion were reapeds in particulare by those
Newly Industrializing Countries (NICs)y including Mexico. A
few NICs registered as much as 14 to 16 percent annual
growth ratesy which undoubtedly «contributed to their
sustalned drive for rapia industrializatione.

This process came to an aorupt halt in the early 1Y7Jse.
From 1973 to 1978 the total volume of world trade in
manufactured joods grew by 5 percent annually between 1750
to 1970« The growth rate of the NICs declined to aoout Y

percent while Mexico's growth dropped to 7 percentes MoOore
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recently during the 1979-1933 period worla trade in
manufactured ;00ds stajnateds wnich bDegan to severely affect
the economies of the NI(Cse. The neo-protectionist policies of
industrialized countries appear to Hhave Jiscriminateyl
ajainst exports from tnhne NICse.

Mexico was no exception to this trende t+or instancey
tne United Statesy which has accounted for the lion's shareo
in Mexico's total tradey recently imposed a number of
restrictive measures against Mexican exportabless In 1930
the UeSe excluded some fifty Mexican export products from
its generalized system of preferencese An additional forty-
four products were added to the list the next yeare. The UesSe
gqovernment was also obligatea to impose a countervailing
duty on Mexican export products benefitting from Mexican
government®s subsidys Thusy in the first four months of l4Jol
Mexico's trade deficit with the United States reached l.4
pillion LS dollarsy nearly twelve times the deficit for the
same period In 1980

Although the prospects for world trade have somewhat
improved sincey to date there 1is little evidence that tne
industrialized countries have sufficiently recoverevd 2ven to
absorb imports from many developing countries enouyh to
cover their debt-servicess The world economy is expected to
grow much more slowly than it tas in the past. It is
unlikely that the economic gJrowth of the industridlized

world will oy itself pe sufficient to return developing

-
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countries to economic growth rates comparable to the paste.
On top of thise the aaverse impact of the recent recession
in the industrializea countries on developing country terms
of trade has proven to wve longer-livede?®® Liven the dim
prospects for an imnediate terms-of-trade reversaly worsened
export prices facing developiny countries are likely to
impinge on their efforts for export expansione

Thusy there is a need for developing countries to
reevaluate the relationship between growth and trades and
particularly the role of exports in overall development. In
this respec£. the structuralist darqument popular in the
1950s and 196Us in Latin America galns a new momentume.
Unless the current world recovery turns out to oe a very
strong oney the argument is likely to focus on two policy
dimensions: renewcd emphasis on import substitution
strategys and policy priority on technical and economic
cooperation among developing countries. The structuralist
arguinent lost its cogency during the period of trade
prpsperity when the opening of the economy seemed a key to
the success in industrialization.

Many economists cite the experiences of the £ast Asian
countries during the 1960s and 1970s (Soutn Koreasy Taiwany
Singaporey and Hony Kony) as model cases of the export-
oriented strategye. It is important to remempers howevery

————— ————— —————————

26 The terms of trade confronting the Latin American
countries fell oy 13.0 percent between 1930 and 153Z. o>ee

International Monetary Fundy World Economic UULlQeoKy 1953y
Table 14y ppe 133-1384.
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that their success was achieved wunder the rather propitious
circumstances of expanding world marketse Tnece countrias,
to deyin withey were relatively small in size of tne marxet
and had no options bput to open tneir economies to world
marketse The ldargest of the so-called "Gang of Four'", Soutn
Koreay today has a manufacturinyg sector which is only a haif
of Mexico'se The East Asian economies have structural
characteristics very different from those ot inaustrializing
countries of relatively large sizea?7

In this connectionsy there is a other reason for peing
concerned witn trade liberalization policies for Mexico. A
recent study shows that about a half of Mexico's
manufacturing exports are related to Intra-firm transactions
by the multinational firms in Mexicoe.?® This leaves these
exports vulnerapble to the economic activities of parent
firms in their countries of oriyine The automopile industry
in Mexico is a case in pointe ODespite large investments in
oplants in Mexicoy export-oriented production has not
materialized because of the recent depression of industries

in the United Statese.

- —————————————— ———— o ——

2?7 For discussions on South Korea's export-orientea
strategyy see Kwan Se. Kime ™Industrial Policy and
Industrialization in South Korea: 1761-19824¢" Helen Kelloyyg
Institute for International Studies Working Papery 39,
University of Notre Damey 1985

2% K. Ramirez de la Uy "Mexico-Ue3es Trade and Foreisn
Investment: A Firm Level Study of International Traae
Pattern of American Firms in Mexicoe.™ PheD dissertation,
University of Cambridges 1982
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6e Iowards a Synthesis in Strategye.

The principal conclusion emergingy from the foregyoing
discussion is that Juring the current decade many Third
world countriesy includiny Mexicosy may have to relys muchn
more than in the pasty on the dynamics of their own internal
markets anc domestic compatition for economic gqrowtne.?Y ror
exampley even Japans wnose success in manufacturing exports
cannot be guestionedy 1S an economy in which total exports
constitute a relatively small proportion (12 percant) or its
gross domestic producty and whose growth has depended mainly
on the expansion of intﬁrnal marketse It wilil of course be
easier for a relatively larye developing country like Mexico
to pursue a dJdomestic market-oriented inadustrialization
strategye A larae market is 4 prerequisite for the
development of scile economies in productiony which 1s
inaispensaple for a4 sdystained industrial growthe A recent
stuay finas tnat Mexico's internal market is sufficientyiy
larye to justify installation of a largje aumber of
industrial plants for producing capital Joodsa3O

The inaustrial strategy descripbed above by nNno means
implies an economic autarkye. It is clearly wrony to

advocate an import-substitution strategy on tne assumption

————— - ———————— ——— —

29  The National Industrial Plan prepared by tne
Secretaria de Patrimonio y Fomento Industrial and the blobpal
Plan formulated by the Secretaria udae Programacién vy
Presupuesto 3lso sudscrive to this Vviene

30 See NAFINSA-ANOGODI, A Strateuy for Uevelowinu tdwpiltal
200495 Ipaustry in Mexico. (Mexico Citys 19770
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that Mexico's domestic mnarkets can support virtually ali
industriese There is no gquestion that Mexico must continuz
to relyy to a large extenty on international specialicalion
to ensure efficient production in wany non-traditional
inagustriese. siven tne current circumstancesy some emphisis
oh exports «#ill pe inevitable, since massive new foreiyn
credits will no longer be accessible to Mexicos and Mexico
must learn not to rely excessively on revenues from oil
axportse.

Measures for export promotion must be industry-
selectivey based on the principle of complementarity with a
viable industrial structure for the economys In this
contexty it is important to realize that in pushing for
exportsy Mexico's major proonlem 1is not so mucih the
overpricing of its exports as its lack of marketing skiil
4na connectionse Wwhat Mexico needs to develop is an
improved contact with large marketing channels aoroadsy as
many other developing countries wiil oe counting on exports
to the industrialized countries to bail them out of econonic
difficultiese

On the other hands import-substitution possibilities
must not oe overlooked for industries where demand growth is
expected to be more aynamic (engineering and duraple

consumer yoods)e3! or where economy-wide linkaye effacts in

—— . —————— . ————— ————

31 This refers to the case in which the income
2lasticities exceed onee
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production are substantial (capital goods)e?? [n particulary
despite Mexico®'s rapid industrial expansion over the three
decades 1950-19380y its capital ,00ds industry is much less
well ageveioped than otner inaustrializing countries lixe
drazily South Koreas Taiwan and Indide <Currentlysy capital-
goods and intermediate qoods inputs account for close to YU
percent of total importse3?? Tnus suostitution of capital-
goods imports oy domestic production may be one of the few
remaining possioilities for Mexicoe

Availaole studies indeed show that tne domestic marxet
size and technological capacity for producing capital gooas
should not proviue real obstacles to sustained progress any
more in Mexico than in other la2ading Newly Industrializing
Countriess3*

It must pe realizedy howevers that for Mexico the w=asy
stage of import substitution iIs overe. Given the retative
scarcity of physical and numan capital In Mexicoy an inward-
oriented strategy is lixkely to entail rising costsy as
requirements for skilled labor as well as for intermediate

and capital goods tena to increase at the next stage of

- ————— - ——— ————

32 It is important to note that as shown by the
historical experiences of many countriesy export
possibilities generally follow a full Jdevelopment or
domestic market-oriented industrializations

33 The recent bpDalance of payments statistics show that
Mexico's capital-goods imports durina the first quarter of
1964 amounted to as much as 11 pillion UeSe dollarss which
represented an increase of 5.6 percent over the previous
Yedre

34 See NAFINSA-UNIDU (1979)e TIhe Supply of Capital Loods
in sexicoe Maxicor Uefe
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import substitutione3®® Alsoy internaliy-oriented industrial
sector development cannoty howevery De expected to result in
an immeagiate reduction in importsy nor can it pe expectea to
quickly reduce the size of import coefficients. &xpansion ot
industries oriented toward the dJdomestic market is likely to
dJeneratey at least initiallyy an increased demand for
capital—-yoods imports trom abroade

Thuss the long-term solution to Mexico's economic
problems will require that it relies on more eclectic
development strategiesy including expanding the capacity for
both traditional and high value-addded nontraditional exports
ana strengthening its high-linkaje import substitution
industriese In this contexty the widely-held view tells us
that import-supstitution orliented policy in the past has
discriminated ajainst export expansione A careful analysisy
howavery does not Jjustify this assertione As has bpeen
showny it was precisely during the period when import
controls were rigorousiy imposed that performance of exports
was satisfactory on its own terms as well as in relation to
other countriese. If import substitution policy does cause
an excessive blas of incentives against the export sectory
the industries that are to be promoted can be provided with
production subsidies on a value-addeda pasis rather than

- ———— ——— o ————— —————

35 Similar results are likely to follow even with an
export-oriented industrialization strateqy for Mexicoe. As 4
newly industrializing countrys Mexico is unlikely to ve able
to continue to sustain export expansion in traagitionaly
labor-intensive manufactured goodse. Capital or technoiogy
intensive export efforts are likely to be costly for Mexicoes
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througn import protectiony inasmuch as they can pe financed
from budgetary revenue yenerated by oil exportse In this
waye excessive distortions that would have favorz2d capital-
intensive activities in the past can o¢ amelioratede.

In tne lony runy as the Japanese experience reveals,
there does not have to be a conflict between a domestic
market-oriented IS strateyy ang other complementary policies
leaniny toward export promotione History is replete witn
otner examples of industries developing with a growiny
domestic market and gradually expanding to markets aoroad.3®
Indeed for Mexico a fully-developed 1industrial structure
with its diversified products in a ygrowing domestic market
would form a better opasis for future expansion of
manufactured goods exportse Thuse in the future when the
world economy recoversy a oetter strategyy for promotiny
exports should still pe based in large measure on a set of
policies aimed at consolidating a4 dynamically wviaple

industrial structuree.

1. Qther Policy Issuese.

At presenty another crucial issue facing Mexico is:
what policy measures must be adopted to encourage investanent

in plants and equipments regquired for strengthening the

o  ——— - ———— —————

36 Seeyfor exampley the arqument py SebBe Linder in An
Essay 9n Irade and Iranstormwations (New York: wWileyy 1J0l).
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proauctive structure ot industry? How cdn Mexico finance
the production that such a reindustrialization strate.;y
presupposes?

Mexico faces a really serious problem on the SUpply
side of investment capitale Under the corrosive e¢ftects of
inflation and economic stagnationy domestic savings in
Mexico have declined arastically In recent vearse.?®? To this
may be dadded the effects of the recent devaluations ana high
interest ratesy which undoubtedly nave generated further
disincentives to investorse. Prospects for obtaining funainy
from external sources have similarly diminishede First of
ally resources of wulfilateral donor agencies have recently
been qreatly strained opecause of large commitments of
involuntary lenaginy to the developing worlde And given the
current dJebt problems in Latin Americay banks in generai aro
taking 4 much harder look at international operationss and
Mexico will also bLe in stiff competition not only witn other
Latin Ainerican countries but with other developing countries
#ith a petter risk perspectivee.

In order to mobilize domestic savingsy it is imperative
for the recently nationdlized banking system to recapture
public confidence in the financial systeme In this rejardy

the recently reduced inflation rates and high deposit rates

. ————————— —————————

37 Currentlyy tne Maexican Dbankiny system has hign
liquidity due to increased peso deposits by the firms that
owe Jollars that they cannot obtain for settlement of their
for2ign accountse This phenomenon s temporarys pendiny
restoration of mechanisms for the payment of foreign debtse.
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offered py the panks seem to have encouraged some domestic
savingse3?® It is cleare. howevery that domestic savings alons
are not likely to ve sufficient to support economic
recoverye. Mexico wiil clearly needa to supplement domestic
savings by external capitale That iss a much liarger role
played by foreign investment in the restructured economy i.
to be dnticipatede. There is a need to define areds within
the industry in which to encourage foreign investment, anu
to reexamine possioilities of relaxiny ftoreign investment
controlse Foreign investors have Deen cautious pecause of
the economic uncertainties prevailing in the country.3?
Related to foreign investments another important issue
is: How <can the domestic market oe expanded without
disproportionately stimulating aygrejate demand and without
incurring external payments deficits? sufficient reductions
in government spending are an obvious optiony which is
currently undertaken as part of economic stabilization
measurese. Howeversy since the bulk of government spendinj in
Mexico is on social welfare and on subsidies for production
of basic needs joodss there is a real limit to the reduction
in spendinge. Apparently the other inevitable option is to
restore measures of restricting importsy at least during 1

—— ——— ——————— ———————— —

38 according to an estimatey geposits placed with the
bankiny system increasea to 509 pillion pesos duriny tne
first half of 1983y as compared with 421 oillion in the
flrst semester of 1982« 3See Fe Solanay Banco Nacional ue
MéexicosMexico Citys review of the Ecopomic aituation of
Mexicoe (July 19831

39 Total foreign direct investment fell from $1 oillion
in 19381 to $430 million in 1903
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transitional period of 4ujustment.*©

It seems unavoidacle that it Mexico is to escape from
balance-of-payments difficulties in the foreseeaple future,
exports must play a more contrinutory role. In tnis reydardy
excluding the cases of manufactures trade that are highly
sensitive to the real exchange ratey*! a4 devaluation policy
that relies on the working of the pricing mechanism to
correct disequilibrium may not ve effective for Mexico in
view of the expected delay in the realization of its effects
and the consequent inflationary impactse*? The difficulty is
that increases in export supply generally require along-term
gestation period in a ueveloping countrye. uUver this periody
a5 rev2alea oy the recent Mexican experiencey attendant

inflationary pressures . will set in motion the subsequent,

- —— - - —— - —— o~ ———— o

4% Reliance on the pricing mechanism for correcting
payments deficits is generalliy considered relatively
ineffective in a developing country like Mexico. Some
Mexican economists contend that a more effective methoa is
to employ an innovative system of quantity controls on a
selective and judicious basise

%t For instancey textiles and clotning amony non-duraple
consumer goods have peen identified as tradeable goods
Jenerally sensitive to the real exchange ratee

*2 For a rigorous estimation of the influences of
exchange rate policyy we need to calculate real effective
exchange rates--a measure of the real rate after adjusting
for changes in export incentivess. secadse of the lack uf
datas no such estimates exist for Mexicos Howevery heuristic
evidence exists that shows a general 1ineffectiveness of
exchange rate policye For instancey DbDetween 1970 and 1977
Japan's world market share of manufacturing 4oodas exports
increasea vy 4 percenty, despite the fact that her unit costy
measdred in dollarsy increased at an annual rate of ¢4
percente Un the other hanay during the same period the share
of the United States and England 1in the world®'s total
manufactured joods exports decreased by 3 and 2 percent
respectivelyy dalthouyh their respective unit cost increased
by only 5 4na l4 percente See UtCUs " Tne International
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nominai dgevaluations of the <currencyy larger every time,
with the resulting reauction in the real wage rate andg its
aaverse impact on income aistrivutions Indeedy the recent
devaluation episode tells us that the stunning improvement
in Mexico's current account is mostly the result of a severe
cutpback in imports throuyh import controls rather than
through an expansion of exportse

As argued by many Latin American structuralistsy the
developing economies are generally characterizea by a
structural rigiditye Thusy apart from the argument of price-
inelasticities in developing country trade sectorss the
attempt to stimulate exports by changes in the nominal
exchange rate may gquickly precipitate inflationary
pressuresy renderiny exchange rate policies largely
ineffectives In additiony since many M2xican industries nave
been operating at an idle capacity of productiony the
economic rationale of seeking allocative etficiency throuyn
devaluation may bDe gquestionede

The success of devaluation policy also depends on the
tolerance of ‘the trade unions and workers to accept the
reduction in real wages that normally accompanies a
devaluation In the short rune Apart from the question of
whether or not Mexican workers will in the "national
interest™ accept any prolonged stagnation in the liviny
standardy a policy of currency devaluations has its costs

——————— - ——— - —— - — -

Competitiveness of Selected UECD Countriess™ rg¢onomig
Qutlogks (Parise 1978).
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in terms of an undue ©burden imposed on less privilejen
classes of societye.

Once adegquate growth in the internal market is secureds
other policy measures complementary to import restrictions
can uve instituteds Amony these would pe: legislation to
redistribute monopolistic ygains accruing to protectedq
fndustriesy inaustry-wide coordination in capital an.g
intermeaciate goods productiony expansion of consumer-goods
production to accommodate a growing markety preferential
financial terms for capital and intermediate goods
industries which generally call for long-term investment,
and selective use of suosidies to opasic needs goods
proaucers in lieu of price controlse

For Mexicos the wisdom of policy to rely on massive
devaluations of its currency can Le gquestioned. There is
some evidence to sujgest that in manufactured goods trade
international price differences are less importsnt than
differences in product quality or technoloyical
innovatione*3 Moreover, the bulk of Mexico's export earninjs
in recent years have derived from oil and oil-related
productsy whose supplies are relatively price-inelastice IF

anythingy devaluations are likeiy to cduse a deterioration

- — " — - — o ——— - ————

*3 Using the recent time-series datas grailovsky found no
significant correlations petwsen Mexico's share of exports
in world markets ana the real exchange ratee See
VeBrailovskys "Exchange Rate Policiess Manufactured cxportsy
and the Rate of Inflations" Working paper for the Institutes
for Industrial Planningy Ministry of Natural Resources and
Industrial Development (Mexicoy 1931)e
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in the country's terms of tradee The yse of frequent
devaluations as an instrument to correct external
disequiliorium has also serious implications for the level
and structure of investmente. frejuent fluctuations of
exchange rates make planning difficult not only for the
government but dalso for the private sectorse. Likewisey as
evident in the recent Mexican experiencey a devaluation can
quikcly lead to inflation and nigyher interest rates whicny
even under a sustained demand expansiony will discouraje
investimenty particularly in heavy 1industrial projectse.
Thuse althouygh from a short-run viewpointy devaluation can
conceivabnly pe used as part of a policy package designed to
solve the balance-or-payments problemy it is clear that it
must not be relied un as a strateygy for lonyg-run expansion
of the econony.

Moreovery in Mexico more than a half of total exports
in manufactured joods and in particular more than three
quarters of metal mechanical products exported take the form
of intra-tfirm transactions by multinational firmse In tne
capitai-goods industrys subsidiaries of multinational firms
mostly carry out capital goods exportse Relatively few
exports mainly concentrated 1in equipment for the oil
industry and agricultural implements are exported by Mexican
firmse** Since many multinational corporations resort to so-

—-—— ————— ———— - —————— —— — -

44 " .J. Jahlman and M. Cartersy "Technological txports
from Mexico as a JStarting Point in the Study of
Technological Capapnilitys™ world pevelopment (forthcoming),
190(#0
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called transfer pricings and their expo}t of such products
as automobiles and iautomosile parts is regulated unager tne
export-import link systemy  an overvalued domestic currency
may have relatively unimportant influences over their export
activitizse

Indeeds davailable evidence shows that the overvalueag
exchange rate during the 1973-1981 period*3 did not deter
the steady jJrowth in Mexican exportsy although the volume of
manufactured exports declined somewhate Total exports rose
oy 9 percent annually in real termsy as compared with oel
percent in 1971-70e“® The decline in Mexico's manufactured
goods exports cannot be solely attributed to an overvalued
pesos More likelyy the world-wide recessionsy particularly as
it afflictea the industrialized countries more severelyy had
more to do witn decreased demands for manufactured exports
from aeveloping countriess

If continuous devaluations are not yoing to works other
policy instruments are available for correcting distortions
without supjecting the economy to inflationary or otnher
repercussionse*? In this regyardy it is worth noting that the

- ———————————————————

*S It is well to remember that under the 1979 program of
industrial development the Mexican government provided tne
production subsidies to exporterses This partially offset
the effects of the overvalued pesoe.

¢ See Van Rewhitinyg Jres™Markets and garyains: Foreigyn
Iinvestiment and Development Strategies in Mexicos™ in vonala
Le Wyman edey Mexico's Zcopnomic urisis: (Cpallepdes ang
Uepportunitiess Center for UeS-Mexican Studiesy University of
Californids San Uiejoy 1983. pe 62« Also refer to Tauvle 1 of
this text.

*T The current aaministration's strategy calls for
maintaining a dual exchange rate systeme whiie it wils
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total numoper of major manufacturing export firms in Mexico
is less than 600y a relatively small number when considering
financial and fiscal support--perhaps in the form of

subsidies or tax rebatese

8+ Present Strategies: Issues and Challengese

The de la Madrid administration inherited the two
challenging tasks of resolving the short-term foreign
exchange and debt crisis and of layinyg tne basis for long-
term recoverye In regard to the industrial sectory the key
element of the recovery plan is the restructuring of the
industrial sector in or&er to expand export capapilities on
the one handy and to reduce the economy®s import dependency
on the othere The new strategy envisaged a leaners more
productive pupnlic sector; an increased role for the private
sectors greater integration of the economy into the glooal
economy; the *'deepening' of import-sunstituting industrial
structurey especially for industries «considered vital for
decreasing Mexico's import requirements; and a shift to more
lapor-intensive activities that includes 1institution of an

integrated rural development proyrame

continue to adjust tne basic rate on a daily pbasis by a pre-
announced fixed amount in order to reflect the domestic-
international inflation differentiale. Imports requirea for
domestic productionsy howeversy will be made availaple on an
ovarvalued exchange rate,
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Clearlysy tne new programs for recovery*® constituts 4
welcome departure from the traditional strategy that
envisioned the role of a populisty spendthrift state.
Nevertnelessy the effectiveness of some aspects of the new
strategy has to bpe reexamined in the light of the current
domestic ana global economic conditionse

The first point to note is tne emphasis placed on
promotion of non-petroleumy manufactured goods exportse
Althougyh Mexico's long-teram interest «clearly lies 1in a
sustainea expansion of nontraditional exportsy at present in
the face of deteriorating world trade prospects for
developing countriesy overplaying the importance of
promoting nontraditonal exports is not in the immediate
interests of Mexicoe The more realistic alternative would oe
the strategy of "deepening®™ IS industrial structure in sucn
sectors as intermediate and capital goodsy wnile limiting
the country®'s export effort to traditional goods as well as
manufactured goods through expansion of the bporder
industries,

Secondlyy the Administration®s trade policy that relied
on the devaluation of the peso to improve the trade balance
seems so far to have had very little effect on Mexican
exportse The value of exports, mainly in o1l productsy,
increased 11 X in January-March of 1983 over 1982, out non-
oil exports in fact fell by 9Y.3 percente. Althouyn imports

o ——————— ——— —— —

*8 The policy framework is contained Iin National
Jevelopment Plan for 1933 - 190Je
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declined substantially (70 % in tne first trimester or
1983}, this was caused not so much oy the devaluations of
the peso as by the contraction of tne economye. tven in the
medium runy it 1is guestionable how effectively the
devaluation can contribute to Mexico®'s trade palance since
faster rates of inflation have frequently oeen accompanied
by successive devaluations of the peso in the past.

The third point to note 1is that the National Plan
places tne empinasis on control of domestic aggregate demande.
The immediate issue of a contractionary policy 1is not how
far the government budget deflicits can be reducedy but how
much more hardship can be endured by the lower cldsses.
Their living standardshave already declined by as much as
one third since the government initiated austerity programs
in 19825 wage increases have lagged considerabiy oenhind
inflation without evidence for reductions in open
unemploymenty and prices of basic-needs goods have continueu
to rise significantiye This seems to have happened in spite
of the government's efforts to fund employment programs and
to exercise price controls over the basic-needs goods
heavily consumed by the poore. The strategy of restrictiny
internal demand is no longer a viable option for Mexico.

Finallyy the new Plan envisions a much larger role to
be played by the private sectory at the same time calliny
for the restructuring of the puplic sector. rHowevery it is

vague as to how the public sector can be reformede.
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Recent years have witnessed a rapid growth of pudlic-
sector firms in mMexicos which currently 4ccount for as mucH
as 680 percent of manufacturing value added. The main iisue
with the pubplic-sector ftirms iidas deen a disturoing trend
relating to tneir performancee. Mexican punlic enterprises
have shown poor financiai performances. L0SSeS were incurred
in most public enterprises (with the notaple exceptions of
steely cnemical industriesy and the Pemex) with a resulting
rise in the average firm*'s deot-equity ratio that reached as
MUCN as 32 Dy 1975 petween 1978 and 1982y the foreign
indebtedness of the public sector accounted for about 70
percent of Mexico's exfernal deot capital.*?

Admittedlys many Mexican enterprises are trusted with
the task of responding to social pressures to maintain low
prices to consumers and to other industriese Thuse it is
clear that enterprise performance must not ope 2valuated
solely in taearms of financial healthe Other evidence in
broad termsy howevery also shows generally poor records of
puplic enterprise. >tate enterprises in Mexico have tended
to pe largjes capital-intensive with a relatively higjn
capital-output ratio compared to that in private sectore.
Moreovers according to a worid Bank studyy 1increases in
labor productivity of pubdlic enterprise (exciuding the oil
industry) during the 1965-1975 period were found to ne pelow

*? Jonald Ledymans ®™The Mexican Economy: Proolems and
Prospectss™ in ODe.LewWyman edey Mexico's Economic Crisis:

Challepyss and Ypportunitiess Center for UsSe-Mexican
Studiess La Jolilay Cdlifc' 1933¢ ppe T-3e
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the private sector averdye despite increased investments
undertaken in the public sectore

Certainlys private enterprises are generally oetter
able to exploit market opportunitiesy anda in this regarud the
privatz sector must be given 3 much 2xpanded rcle to play in
the inaustrial development of Mexicoe. Especially for those
pubplic enterprises which are commercially-oriented ventures,
competition with private-sector tirms needs to pe promoted
in the same industry so long as the total production in
industry permits a minimum efficiency scalee.

It must be Kkept in amindey on the other handy that
Mexico®'s need to respond to the challenges of the rapia and
fungdamental social «changes taking place in the country
remains unadatede. Tnere will be continued pressures to
Jenerate growth and create employment in the face of
exploaing population growth in Mexicoe and to narrow the
widening gap in the distribution of wealth. These will
prove to pe more compelling than the aemands of cautious
financial management on the part of public sectore It 15
hard to imagine how the policy of public enterprise
subsidies can be aovandoned in the foreseeanle future.

This brings on= to ask tne hard question concerning the
future performance of puolic enterprises and their control
and accountapilitye In Mexicoy there has oeen a general
laxity in financial control of the puplic enterprise system.
The authorities have usually yiven a low priority to

objectives of financial control within state enterprises
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Thuse it Is important to Jevise policies to minimize
the social resource costs of public-sector firms® pursuit of
multiple enterprise oojesctivess For instancey explicit
subsidies can be introduced that are related to the
industry-specific externalities and non-efficiency venefits
to societye At the same timey pudlic enterprises should pe
accorded increased autonomy and be allowed to pursue profit-
maximization objectivese It is important tnat sociai
valuation of public enterprise services 1is at least

explicitly recognized in perforinance evaluatione

2. Conclusion: Short- and Long-term Perspectivese.

The imnediate a4and most severe constraint on Mexican
industrial development is its external debte The situation
has reachea the point where Mexico's foreign debnt proolems
cannot be resolved through rescheduling which only provides
a temporary relief to Mexicoe Mexico has to be provided
with opportunities by creditor <countries for increasing its
exports in substantial quantities in order to be able to
repay its debt in real termse. Uther options to cope with the
debt problem are not long-term solutions; the austerity
progfam has already imposed extreme costs on the Mexican
peopley and drastic reductions in imports would cause

greater dJifficulties in further development of Mexican
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industrye Mexico nas essantially complied with tne iMF
prescriptions for adjustment that includedy among other
thingss sharp government spending cutsy import cutsy and an
August 1985 devaluation of the peso. Mexicoy as of the eni
of 1965y is in a still deeper debt crisise®’

It seems that the solution to the deot crisis must be
sought from the perspective of structural adjustment rather
than from tnat of financial adjustment. The country must
grow rather than contract through austeritye In the short
runs inaustrial strategy needs to contain at least the
following tﬁree options: the expansion of the productive
capacity in raw material exportsy the "deepening®™ of the
structure in IS industriesy and the promotion of
nontraditional exports through increased activities of
porder industriese. It is clear that in all these efforts
direct foreign investment will have to play a much bigger
role in Mexico than beforee

The export of raw materialsy especially oile have so
far been the major source of foreign exchange earnings for
Mexicoe The recent decline In the world oil price that
accounts for about B8U percent of Mexico's export revenuesy
howevery provoked a setback in the country's effort ror
financial stabilizations Despite tne price setbacky Mexico

WJill have to continue to rely on a strategy of raw material

—-——————————————— —— o ——

50 According to the Morgan Trust Guaranty estimatey
Mexico's external debt was $8T.o billion in 1982 which rose
to $96e7 billion in 1984.
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exportse The government should promote the development ofthe
infrastructure required for supporting these exportse

The strategy of import suostitution industries must
continue to exploit further possibilities in capital andg
intermediate yoods industriese. Mexico's domestic market
potential for these industries seems wmuch ygreater than that
of either South Korea or Indiay both of which have a far
more advanced capital goods industry. Judging oy Thira worlu
country - -standardses Mexico also possesses a reasonably well-
developed technological and scientific infrastructure alony
with a large ana skilled labor force to develop these
industriese In any eventy as Mexico shifts to more advancea
import substitution industriesy those industries with the
potential for sizeable domestic markets must be selectede.

The Mexican government has been actively promotiny
foreign investment in the maquiladora 1industry for
production of manufactured gooas for exportse3! So fary low
real wages and a steadily devalued peso have not only
induced foreign investmentsy but have also helped to stem
the leakages of Mexican income for spending across the
border. In additions in recent years the border industry
contributed to the earnings of foreign exchange in
substantial amounts. In 1985y it brought in $1e3 billion -

second only to petroleumy estimated to have earned $ l4e6

o ——— o ———— ———— ————

351 As  of 1985, there are about 700 foreign owned
factories (maquiladoras) mostly scattered along the 2u0V
mile border with the United Statese.
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pillion in tne sdme year. Thusy for years to comesy the
sorder industry will nave to continue to serve as an
important source of toreiygn exchiange earnings for Mexicoe
Since 19s¢ysy maquiladordas have peen the only sector of tne
faltering Mexican economy generating new jobSe The total
employment generated currently is estimated at 60UyUUCe
Given the estimate of apout le> positions in the local
economy indirectly generated py edach maquiladora jobs total
employment effects must be considered substantiale

It must be seeny howevery that there 1is a bpasic
constraint to the Mexican government's relying on maquilas
to help steer its ftaltdiring economye There is no extensive
transportation and communications network linking the porder
zone to the interiory and oasic infrastructure for
production is stili inadequatz even alonyg the bordere. Thusy
the issuces facing Mexico are what may have to be done to
assure an increased share of local content for Mexicoy32 ana
at the same time to strenygthen the linkages of maquildaora
industries to the rest of the economye.

Thusy the key elements of Mexico's industrial strategy
in the short runs at least until th2 recovery of the economy
from the debt crisisy should consist of reliance on
traditional exports d4nd intensification of an efficient
import subpstitution industrialization by reegquipping the

52 According to the new investment law (19851,
naquiladoras may sell ¢0 p ercent of tneir finished
products in the Mexican market if they purchase raw
materials or components from within the countrye
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industrial sector to expand its productive cCcapacityy
possibly with the help of agirect foreiyn investmuent.

On the other handsy the long-term challenye facing any
development strategy for Mexico is the sustenance of
socialiy acceptable economic yrowtn without incurringy
external deficits that exceea the financial capdcity cf the
countrye Acceptable yrowth can be understood as one wnicn
provides productive employment to tne rapidly yrowiny labor
forcey and which provides pbasic needs goods for a population
that wiil reach 100 million by the end of this centurye.
Aenc2y the new development strateyy must aimn at the
restructuring of industry for better providing basic needs
and at the same time at improvement of industrial
productivity to make the economy more competitive as botn an
exporter and import-competitor in world markets. Mexico's
growth in industrial productivity in recent years has oeen
lower than that in other Newly Industrializiny Countries.>?

In this regaras the development strategy must define
positions on the issue of how much of the emphasis is to pe
rlacea on import substituion and exports to world mark=2ts as
well as the <choice of strategic sectors for developmente
The recent experience under the administration of President
Lopez-Portillo reveals the importance of implementiny

- —————————— . ——— -

S3 ,ee Ae Cristina Laurelly "™Crisis y salud en America
Latinas® (uadernos Politicos (tdiciones ExAy Mexicoy UeFe)
Noe32 (July-3eptember 1982)e. There Is an uryent need to
modernize the plantsy especially those of private firms in
Mexicoe They need all possible support and incentives for
inproved vfficiency from the governments.
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sectoral policy as an integrated part of an overaii
macroeconomic policy frameworke pen—-economy liovz2ralization
measuresy combined with expansionary dJdomestic policys turnet
out to be incompatiple with sustained industriai-sector
development in the faceof uncertain external conditionse It
seems that if the gomestic productive structure 1is to oe
strengthened and the revitalization of industry is to oe
assured for Mexicoy it will be necessary to do it withnout
resorting to unrestricted trade and capital-market
libperaitization scnemese

The convantional infant industry argument will stili be
applicable to sectors with a clear dynamic comparative
advantaye potentiale Uf coursey extreme care must be
exercised to ensure efficiency in encourayging development of
domestic inadustrye tor instancey the level of protection
needs to wve gradually aiwinished as industry develops. At
the same timey one has to be aware of the limits of import
substitution for Mexican industry as well as the potential
contrioution that can be made oDy certain pranches of export
industrieses Thuss there is a need to take into consideration
specific sectoral conditions in implementing any industrial
development strategy.>* The future Industrial policy for
Mexico needs to be pased on a more “eclectic™ approacn

combining the notion of maximally exploiting domestic market

34 Some vranches of industries (notablys Llight consuwmer
gooas) dre Known to have a sdaturated daomestic markety
limiting further possipilties of import-supstitutiune.
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potentials on the one handy and 4an emphasis on industry-

selective export-promotion measures on the othere.






