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PREFACE

This study by Leo Mertens, a staff member of the ILO with long experience
in employment planning and policles in Mexico, is an outcome of the ILO's
concern with the impaet of stabilisation and adjustment policies on
employment. Mexico has been at the forefront of the debt crisis since 1982
and the impact of the crisis in terms of low growth and high unemployment is
still very severe. The principal objective of this study is to show that the
current crisis, while it has its immediate origins in falling oil prices and
higher interest rates, is fundamentally caused by the economic development
model, and especially the industrialisation process that the country has
followed over the past three or four decades. The import substitution model
applied up to the 1970s aimed at securing the local production of previously
imported goods. Later the strategy changed to the extent of Increasing the
profitability of exporting through the supply of cheap energy and other
intermediate goods te larger and often foreign-owned enterprises. However,
these strategies falled to integrate large and small firms in the production
process and perpetuated an unequal distribution eof income. It follows from
this that policies of austerity, while they may be necessary to correct the
balance of payments disequilibrium, will not be sufficieng to put the economy
on an appropriate employment-generating path. Whether more liberal and
market-oriented policies will achieve this is unclear and more profound

changes in the domestic economic structure may be called for.

Peter J. Richards

Rolph van der Hoeven
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Introduction

During the foreign debt crisis in which various Latin American countries
were enmeshed and which reached critical levels at the beginning of the 1980s,
so—called stabilisation policies emerged in all these countries. As the term
implies, the main objective of these policies was to stabilise those economic
variables which had been altered or were in an unbalanced situation. Economic
relations, however, are strongly inter-comnected. Sometimes it occurs that
partial measures to correct some imbalances provoke others elsewhere. Due to
timelags between the initial and the secondary effects of policy measures,
assessments of policy Instruments and strategies nermally cannot be made
immediately. Nevertheless, preliminary conclusions on policy measures can be
formulated, analysing the historical perspective in which economic development
has taken place. It is for that reason that the present study, which aims to
contribute to a base for establishing employment targets on stabilisation
programmes in the case of Mexico, analyses the foreign debt crisis and the
corresponding stabilisation policies 1in the framework of the economic

development of the country during the preceding decades.

The prinecipal chalienge for the economic policy makers which are
confronting the foreign debt crisis of countries 1like Mexico, is to design
such stabilisation measures that the negative effects on the general
employment situation can be kept as small as possible in the short term. In
the medium term, these policies have to be made congruent with a strategy
vhich will cotrrect the economic structure of the country in such a way that
real possibilities exist for a significantly better employment and income
generation performance. In other words, the economic model to be followed up
to the 19903 and 2000s in order to reach the minimum goals in employment and
income, must be defined. This paper does not pretend to give alternatives to
the economic strategy which presently is being carried out. It only hopes to
contribute to the reflection on the economic model required for the coming

yvears in Mexico.

In order to emphasise the structural changes in the economic development
model in the past, no special reference is made to each government

administration or "sexenium". Actually, there are notable differences between




(i1)

various administrations, yet it can bhe argued that there exists a marked
continuity in the government, to a large extent supported by institutions,
which organise the different sectors of the society (e.g. workers,

professionals, employers).

The first chapter consists of a summary of the principal characteristics
of the employment situation, identifying the emerging imbalances during the
post-war period and analysing the emerging financial instability in the early
1970s as a consequence of the unsuccessful transition from import substitution

towards export-oriented industrialisation.

In the second chapter, it is explained how the o0il hboom postponed the
consequences of the financial collapse by several years, but also how in the
1980s this took hold, without any prospect of rescue through another oil
boom, The fundamental role of government in employment generation is

described and how this is immedlately linked with the outstanding foreign debt.

The post collapse stabilisation policy is explained and analysed in the
third chapter, which ends with the formulation of some alternative policy

scenarios. The last chapter consists of general conclusions.




Chapter 1

Employment structure and dynamics in Mexico

leading up to the 1970s: A global overview

1. The import substitution industrialisation meodel

The transformation process of the Mexican economy from about 1940 onwards
brought about the first radical changes in the overall employment situation of
the Mexican population. These vyears marked the beginning of a broad
industrialisation process, built around the production of non-durable consumer
goods, and aimed at supplying the protected national market with substitutes
for articles previously imported. This initial phase of industrialisation was
characterised by significant forward and backward linkages,1 and by
labour—intensive production processes, with the result that growth in
production was quite closely paralleled by corresponding growth in employment
(see table 1).

Table 1. Average annual growth rates
of employment and product

Years GDP Employment E (1)
(1) (2) /(2)
1930-40 4.3 0.9 0.2
1940-50 6.0 3.8 0.6
1950-60 6.2 2.1 0.3
1960-70 7.0 2.4 0.3
1970-80 6.6 3.5 0.5
1930-80 6.0 2.6 0.4

Source. Calculations based on Gomisién Consultiva del Empleo
y la Productividad. Proyecto para la planificacién
de recursos humanos: La estructura ocupacional de
Mexico, 1930-80 (Mexlico 1982), tables II-15 and IV-4.




The second phase in import substitution industrialisation, which started
in the 19508, was geared to the production of durable consumer goods, partly
as a response to increasing demand from the higher income groups. This was
soon followed by an initial productlion of certain intermediate and capital
goods. In comparisen with the first period of industrialisation, the
production processes of the second period had significantly fewer backward
linkages towards the national economy, implying the importation of most
necessary inputs. However, the inevitable pressure on the balance of
payments brought about by the need to import machinery and intermediate
inputs in this phase was relieved to a considerable extent by growth in
exports of more traditiomal products (see table 2), particularly from the
agricultural sector, where in the 1950s modernisation had taken place (though

limited to a small segment of the sector).

Table 2. Import and export composition of Mexico, 1965 (in %)

Exports Imports

TOTAL 100.0 = 100.0
Agricultural products 50.4 Consumer goods 15.3
Coffee (6.3) Food (0.4)
Cotton (18.3)

Tomatoes (3.0) Intermediate goods 39.2
Minerals 19.8 Capital goods 45,6
Hydrocarbon products (3.5)

Others {(16.4)

Manufactured products 16.5

Sugar (5.0)

Textiles, clothing and footwear (2.6)

Chemicals (3.9)

Iron and steel (2.2)

Others 13.3

Sources. GCalculations based on World Bank: Special study of the
Mexican economy: Majer policy issues and prospects
{Washington, DG, 1979), tables 3,2 and 3.3; and World
Bank: Mexico: Development strategy, prospects and problems
(Washington, DC, 1981), table 18, p. 51.




The beginning of a third phase can be identified in the early 1970s.
After a decade of steady overall national economic growth (averaging 7 per
cent per annum) and apparent prospects of continued economic stability, the
government started to intervene on an increasingly large scale in the
economic development process with a view to correcting the orientation of the
economic model followed until then. Notwithstanding the high growth rates it
had generated in the past, the economic development pattern had also produced

some fundamental imbalances in the national economy.

In the first place, the stagnation of the 1mport substitution model,
expressed by a nearly inexistent capital goods industry, the absence of an
indigenous technology capacity and the lack of integration of the industries
producing durable consumer and intermediate goeds in the national economy,
implied increasing pressure on the balance of payments. This situation was
aggravated by the fact that industrial preduction was principally oriented to
a small segment of the internal market and scarcely at all to the external
market. The capacity of the traditional sector to finance the increasing
external deficits had become limited, particularly because after the 1930s
the prosperity of the agricultural sector had levelled off (partly because
the government had reduced its support for the sector). Whereas the modern
segment of agriculture was geared to the export market, the non-modernised
traditional sector provided most of the national basic food production. The
latter sector did not receive any significant government support, in terms of
infrastructure, for instance, and moreover had not been allowed to raise
prices, since that would have hampered the industrialisation process. Over
the years, however, this lack of support for the traditional agricultural
sector initiated a trend of steadily shrinking basic food production which

has continued up to the present.

In the second place and in c¢lose relation te the first point, an
important role in the lack of integration was played by the introduction of
foreign capital in industry. After the perioed of "Cardenismo" of the 1930s
and early 1940s (named after President Lazaro Cardenas, 1930-36), when the
0il 4industry was nationalised and agrarian reform was carried out, the
government adopted a more liberal policy toward foreign investments, by
reducing restrictions. Foreign investment was principally concentrated in

the production of finished consumer goods,2 which meant in the case of



durable consumer products, such as electriec househecld appliances and
automobiles, importing all the necessary capital pgoods and a considerable
part of the required intermediate inputs,3 particularly from the United
States, from which most of the forelgn capital derived. These investments
signified also an increasing process of concentration, since they were
carried out by transnational corporations which dominated these markets, most
notably in the case of the automobile industry. The lack of an effective
government policy in relation to product and process innovation, brought
relatively obsclete international production processes into the national

economic apparatus,

In the third place, economic growth was centered in a relatively small
number of enterprises and economic agents, the so-called modern segment of
the economy. High productivity levels, oligopolistic market structures, few
and subordinated 1inkages to small enterprises, were some of the
characteristics of this sector of the economy. At the same time, a large
number of small and micre enterprises and farmers had no prospect of

development.4

In the fourth place, the average -annual employment growth rates of 2.1
and 2.4 per cent in the 19508 and 1960s had been insufficiént to cover
population growth and the increase of the economically active population (see
table 3). This lack of job creation was immediately related to the
development of the agricultural sector, Whereas mechanisation and other
technological innovations were applied by the modern segment of agriculture,
the traditional segment fell into a worsening production crisis. The result

was a nearly complete stagnation of employment in this sector {see table 4).

On the other hand, the high growth rate of production and employment in
the secondary and also tertlary sector In the years 1950-70, were not able teo
counterbalance the EAP growth and the Jjob stagnation in the agricultural
sector (see tables 3 and 1). This was due to the relatively low levels from
which employment growth started in these sectors, and tc the character of the
industrialisation process, without linkages to the mnational economy and
dominated by final phases of production processes.5 In 1950, the primary
sector constituted 58 per cent of total national employment, while the
secondary sector made up only 16 per cent and thé tertiary sectoer 26 per cent

(see table 5). In 1970, the secondary sector had increased its participation



Table 3. Population and economically active population, Mexico
Year Population Average annual EAP Average annual
(in 000s) growth rates (%) {in 000s) growth rates (%)
1900 13 607 -
1910 15 160 1.09
1920 14 335 -0.51
1930 16 553 1.61 5 165.8
1940 19 654 1.73 5 858.1 1.27
1950 25 791 2.75 8 345.2 3.60
1960 34 990 3.10 11 252.3 3.03
1970 48 225 3.26 15 000.0 2.92
1930 66 847 3.32 22 066.1 3.94
1930-80 - 2.83 2,95
1950-80 3.23 3.29
Sources. Comisidén Consultiva del Empleo y la Productividad, 1982, op.
cit., table I-1; Roberto Tomasini: La industrializacidén y el
empleo _en México (Mexico, 1980), p. '52; Héctor Islas: "Un
retratoc reciente de México: El dltimo censo", in Comercio
Exterior, July 1984, p. 591; BANAMEX: Mexico social 1983,
Indicadores seleccionados (Mexico, 1983), p. 201.
Table 4. Sectoral employment and productivity average annual growth
rates (in %)
Sector 1940-50 1950-60 1960-70 1970-80 1930-80
. Employment 2.3 0.5 1.0 1.8 1.2
Primary Productivity 4.2 3.8 2.9 1.7 3.1
Employment 5.9 5.0 4.4 3.4 3.7
Secondary  productivity 0.5 1.7 4.0 3.8 2.6
Employment 6.8 3.6 3.1 5.5 4.5
Tertiary  productivity -1.1 2.8 3.7 1.2 1.7
Employment 3.8 2.1 2.4 3.5 2.6
Total Productivity 2.1 4.0 4.5 3.0 3.4
Source. Comisién Consultiva del Empleo y la Productividad, 1982, op.

cit., table IV-11,




Table 5. Sectoral employment distribution (in %)

Sector 1930 1940 1950 1960 1970 1980
Primary 70.2 67.5 58.3 49.4 42.9 36.5
Secondary 14.4 13.2 16.0 21.0 25.4 25.1
Tertiary 15.4 19.3 25.7 29.6 31.7 38.4
Total 100.0 100.0 100.0 100.0 100.0 100.0

Source. Ibid., table IV-3.

in total employment to 25 per cent, a filgure which did not change until
1980. The employment growth process of the tertiary sector calls for special
examination. In the first decades of industrialisation, the tertiary sector
grew along with industries, because many activities of commerce,
communication and services were directly related to the industrialisatijon
process. At the same time, however, and particularly in the 1970s, the
tertiary sector began to Incorporate an important segment of the urban
informal sector increase. The highly concentrated industrialisation process
(mainly in the three urban areas of Mexico, Guadalajara and Monterrey) and
the static employment creation capacity in agriculture and the rural sector
provoked a strong wave of migration te the main urban centres. Whereas in
1940 about 35 per cent of the population was in urban areas, by 1980 this
figure had increased to 66 per cent, signifying in absolute terms a growth of
about 46 million people in urban areas. Of the urban peopulation, 45 per cent
were centered in the three above-mentioned cities.6 Considering the global
growth rates of employment of the secondary sector over the perioed 1930-80
and comparing these with the urban population growth rate (see table 6), it
is clear that because of the large difference in "start level™ (in 1930 the
secondary sector constituted 14 per cent of total employment and urban
sectors 33 per cent), an enormous employment problem had been created in the
main urban areas. Taking Into consideration the likewise limited absorpticn
capacity of the modern tertiary sector, it can be assumed that a considerable
part of employment increase in the tertiary sector was in informal activities
and in conditions of underemployment. This was one of the main factors in
explaining how between 1930 and 1980, about 48 per cent of new employment was
concentrated in the tertlary sector, and "only" 29 per cent In the secondary
(see table 7).




Table 6. Urban and rural population
(Average growth rate) (in %)

Year Total Urban Rural
1930-40 1.73 2.21 1.48
1940-50 2,75 4.76 1.50
1950-60 3.10 4.89 1.52
1960-70 3.46 5.06 1.54
1970-80 3.28 4.35 1.43
1930-80 2.85 4,24 1.49

Source. 1Ibid., table I-3.

Table 7. Emplovment growth composition {(in %)

Sector 1930-80 1960-70 1970-80

Total (000s) 13 134 2 774 5 313
(%) 100.0 100.0 100.0
Primary . 23.2 19,0 20.8
Secondary 29.3 41.6 24.5
Tertiary 47.5 39.4 54.7

Source. Ibid., table IV-7.

This statement is reinforced by the fact that in 1930, 743,000 persons in
urban areas, or 13.4 per cent of the urban population, were working in
industrial activities. In 1970, this percentage had fallen to 1l.1 per
cent. Between 1930 and 1970, the industrial sector absorbed 35 per cent of
the urban labour force increase while the tertlary sector absorbed 65 per

cent (see table 8).

Informal activities were by no means restricted to the tertiary sector.
A wide-ranging survey carried out in 1976 revealed that 20 per cent of urban
informal employment (or underemployment) was to be found in the industrial
sectors, while 58 per cent was concentrated in the tertiary sector.7 With
respect to the agricultural sector, a calculation made in 1970 revealed that

about 78 per cent of the production units were producing at a subsistence



Table 8. Urban population growth and labour force

Persons %
Increase of urban population (1930-70) 24 216 969
Increase of labour force (1930-70)
(on a 30 per cent participation base) 7 265 090 100
Increase of industrial employment (1930-70) 2 549 598 35.1
Increase of tertiary sector employment (1930-70) 4 715 492 64.9

Source. Ibid., pp. 175-176.

level which arffected approximately 64 per cent of the rural labour force.8

Consldering also that the survey gave an Informal labour rate of 38 per cent
in urban areas, it means that the percentage of "underemployment" of the
economically active population as a whole can be estimated to have fluctuated

around 47 per cent for the second half of the 19703.9

In the fifth place, high levels of underemployment, mainly in the urban
informal and rural traditional sectors, constitute the economic base for the
unequal income distribution process which can be observed in the past few
decades, and which signified that economic growth benefits did not reach the
whole of the population in a broadly equitable way. From the 1940s to the
1970s, real income per capita grew at an annual level of approximafely 3 per
cent, which signifies that between 1930 and 1980, average income per capita
increased more than four times (see table 9). In evaluating the income
distribution structure, it becomes clear that the major benefits of economic
growth went to the medium-high and high income groups (see table 10), whereas
the families with the lowest incomes had received the fewest benefits. While
the 20 per cent of total families with the lowest incomes received 6.1 per
cent of total national income in 1950, thelr share had fallen to 4.1 per cent
in 1975. On the other hand, "the families that have mainly benefited from
economic growth between 1950 and 1975 are the 20 per cent richest families.
Their share jumped from almost 60 per cent In 1950 to more than 66 per cent
in 1975. Among this 20 per cent one finds the large-scale {owner) employers,
some small-scale employers (especlally in commerce and services) and some

; . 10
employees in the modern sector of manufacturing, commerce and services."
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Table 9. GDP development per capita

Year Population GDP (1970 GDP per capita GDP per capita Index
{(in 000s) BN pesos) (1970 pesos) average annual 1930=100
growth rate

1930 16 553 45.1 2 725 100
1940 19 654 69.0 3 511 2.6 128.8
1950 25 971 123.9 4 804 3.2 176.3
1960 34 990 225.7 6 450 3.0 236.7
1970 50 695 444.3 8 764 3.1 321.6
1930 70 000 840.3 12 004 3.2 440,53
$1930-80 (2.9%) {6.0%) 3.0

Source. GComisidén Consultiva del Empleo, 1982, op. cit., table II-10.

Table 10. Family Income distribution structure after tax (in %)

Family group Participation in total Iincome

1950 1963 1968 1975
Total 100.0 100.0 100.0 100.0
20% lowest 1ncome group 6.1 4,2 3.7 4,1
30% medium-low income group 13.0 11.5 10.7 10.1
30% medium-high income group 21.1 21.7 22.5 19.4
20% high income group 56.8 62.6 63.1 66.4
Gini index 0.50 0.55 0.56 0.58
Source. W. van Ginneken: Socio—ecconomic groups and income

distribution in Mexico (Geneva, ILO, 1980), p. 18, table 1.

These figures do not mean that the poorest families saw no improvement in
their real income. This increase, however, was significantly less than that

of the families belonging to the medium-high and highest income groups.ll
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The developments in income distribution have to be interpreted as "a
consequence of the economic policy followed. A World Bank report on Mexico

summarises some characteristics of the policies:

"The development strategy of the 60's was hased on a combination
of high private sector profits and Government supportive action.
The former was supported by the protection available to industry
through quantitative restrictions on imports during all this
period, the extremely favorable tax treatment of income from
capital and the inequality in income distribution, these factors
contributed to abnormally high profit margins in Mexico, the major
source of private savings.”

In addition, a fast-growing industrialisation process, concentrated in
only one part of the national economy, implied a relatively high demand for
qualified people at various levels of enterprises and institutions, which,
given the labour foree supply structure of Mexico, signified, in turn, a
shortage of qualified persons. These people, who constltute an important
part of the middle income groups, -were thus able to considerably increase
their relative income position., Furthermore, general minimum wage levels,
applied normally to the organised manual labourers, who can be considered as
belonging to the medium-low income group, were kept in 1line with the
productivity increases; their "start" level, howéver, was relatively
low.13 On the other hand, in the expanding informal urban and traditional
rural sectors, minimum wages have usually been more the exception than the
rule. For instance, the already mentioned survey on informal urban labour
conditions in Mexico, revealed that approximately 40 per cent of the urban
informal labour force were receiving an income below half the official

minimum wage.

Low wages and incomes for a considerable segment of the national
population not only signify an ethical and social dysfunction, but also
failure to exploit internal market capacity and dynamics. While lower
incomes have mainly been spent on the products of first necessity which have
a small impact ccefficient, the middle income groups have generated a quickly
increasing demand for relatively sophisticated durable consumer products,
either completely imported, or with only the final phase of production
located in the country., Thus, income distribution development had not been a
positive contributing factor in the impert substitution strategy and,

consequently, in the improvement of employment generation capacity.
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2. Towards a combination of import substitution and

export-oriented industrialisation: Emerging

financial instability

The seeds of the financilal and economic crisis which started in the early
1980s are to be found in the economic development model introduced in the
early 1970s. The previous development strategy emphasised import
substitution industrialisation, but, as mentloned before, this strategy wvas
not carried out rigorously; many intermediate and capital goods, and
technology in general, continued to be imported. A solid entrepreneurial
industrial and financial group was nonetheless established which was among
the main beneficiaries of the economic growth of this period. In the direct
production sphere, the government played a relatively important role in this
period of import substitution industrialisation; though occasionally acting
as a direct economic agent, its activities were mainly of a supporting
nature: supplying infrastructure, import restrictions, fiscal incentives,

etc.

In spite of the inherent.emerging constraints in the expansion of the
internal market due to factors described above, after the 1960s new horizons
for economic growth opened. Mexico set its sights on full integration with
the world economy and commerce. With this in view, the aim became to
increase the export of manufactured goods and to ensure that these exports
took over the previously predominant role of raw materials and agricultural
products in the composition of Mexico's exports. In order to improve
advantages 1in prices and competitiveness on the world market and to
counterbalance the negative tendencies in the balance of payments, the
government considered it mnecessary to fill the gaps left by private
investments to produce sufficient intermediate and capital goods at the
national level. This led to a combination of import-substitution and export
promotion strategies. Opening the economy also created the need for an
adequate regulation of the entrance of foreign capital in a way that would
not destroy nationally-owned enterprises but reinforce them in their growth

process. And, of key importance, labour costs had to be kept relatively low.

This strategy in turn implied that the government should assume a
significant and crucial place in the economy not least because imbalances

produced by the economic model applied in the past had to be eliminated. The
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government sought, therefore, to secure an active participation in economic
growth and its benefits, which would give it the rcle of an economic agent at

the level of private national and external capital.

One of the principal challenges of government involvement in the economy
in this period of the 1970s was how to confront the growing imbalances in the
economie and social sphere in a global development strategy aimed at an
integration process with the world economy. This was also the moment when at
the international level the initial signs of serious recession were becoming
visible. Given the instability of the international money markets in the
early 1970s, accompanied by speculation on and dramatic price increases of
raw materials, particularly of hydrocarbon derived products, and in addition
an Internal market which began to reach its expansion 1limits, the earlier

private investment boom was ncw clearly threatened,

In light of the above, the government began an accelerated expenditure
programme. The total public expenditure grew at a (real) annual rate of 16
per cent between 1970 and 1975, ralsing its share in GDP from 17.8 to 28.2
per cent in this period.l5 Both current and capital expenditure rose at a
similar rate. 0f current expenditure, however, the fastest-growing items
were transfers (26.2 per cent) and interest payments (15.5 per cent),
followed by wages and salaries (11.9 per cent) (see table 11). The growth in
much of the current expenditure can be seen as a response of the government
to social and economic imbalances. It can be observed that a considerable
part of the current transfer increase, about 35 per cent16 was channeled to
agricultural trust funds and to the Compafiia Nacional de Subsistencias
Populares (CONASUPC), and a significant amount to educational and health
services (10 per cent). The decline in production of basic food crops, such
as corn and beans (the first decreased at 0.1 per cent per annum between 1965
and 1970, and the latter increased only at a rate of 1.5 per cent in the same
period17), and the large number of families with an i1ncome below the
minimum wage, began to show signs of threatening the political stability,
calling with increasing urgency for specific remedial pgovernment policies.
Education and health services alse required urgent attention,18 and it was
in these two areas that most of the employment growth in federal government
employees, and in consequence the increase in the sum of wages and salaries,
took place. Of the 320,000 newly created jobs in federal government between

1970 and 1975, 73 per cent were located in the educational sector.19
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Table 11. Government expenditure

Real average annual % of GDP

growth rate (%) :

(1970-75)

1970 1975

Total expenditures 16,0 17.86 28.138
Gurrent expenditure 15.7 11.71 15.28
- Wages and salaries 11.9 5.60 7.71
— Goods and services 10.1 1.22 1.49
— Interest payments 15.5 1.42 2.20
— Current transfers 26.2 2.48 5.96
Capital expenditure 16.5 6.15 9.90
Current savings 4.14 1.02
Deficit -1.80 -8.24
— Domestic financing 1.11 5.19
- External financing 0.69 3.54

Source., Calculations based on World Bank data, 1981, op. cit.,
tables 5.2 and 5.3.

The growth in current expenditure was not paralleled by a corresponding
growth in current revenue, particularly because tax revenues showed little
increase. Current savings decreased from 4.l14 per cent of GDP in 1970 to
1.02 per cent in 1975 (see table 11). At the same time, the budget deficit
grew from 1.80 per cent of GDP to 8.74 per cent, and an increasing part of
capital expenditure had to be financed by domestic and external borrowing.
The surplus of private savings for investment iIn the domestic capital
market20 and the availability of Eurocredit321 made borrowing relatively
easy. The public sector external debt increased from $4,200 million in 1970
to $14,400 million in 1975; the latter figure was no less than 18 per cent
of GDP (see table 12). As an alternative to increased foreign borrowing, the
government contemplated introducing tax reform measures but decided against
this policy in view of the political risk of dissatisfaction among the

privileged section of the community.22
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Table 12. Public sector ocoutstanding and disbursed external
debt (million US$)

Medium and Short-term Total Total as %

long-term of GDP
1966 1 891.8 451.2 2 343.0
1970 3 259.2 1 002.8 4 262.0 12.2
1973 5 731.8 1 338.6 7 070.4 14.3
1874 7 980.8 1 994.2 9 975.0 15.3
1975 11 612.0 2 837.0 14 449.0 18.0
1976 15 923.4 3°676.8 19 600.2 24 .8

Source. World Bank, 1979, op. cit., table 4.6, and Comisidn
Consultiva, 1982, op. cit., table II-24.

A rough estimate shows that the increase in public foreign debt between
1970 and 1975 equaled 45 per cent of the increase in pﬁblic fixed investment
over the same period.23 This reflects the beginning of a trend that was to
continue into the late 1970s, signifying that public investment depended more
and more upon the availability of forelgn financing. Publie investments thus
became vulnerable to shifts in the intermational economy, creating increasing
difficulties in using public investment as an instrument for anti-cyclical

employment policies when the recession began.

Public fixed investments grew at a high average rate of 12.3 per cent
between 1970 and 1975, whereas private investment only increased by 5.3 per
cent per annum. These differences in growth rate caused the participation of
the public sector in the overall national investment to grow from 35.5 to

43.2 per cent (see table 13).

Public investment growth had been evenly spread over the main budget
sectors: industry, welfare, transport and communications, agriculture and
rural develcopment. Between 1971 and 1975 investments in agriculture and
rural development tended to increase somewhat faster at an annual rate of
31.0 per cent (see table 14) in response to the agricultural preduction
crisis. Within individual budget sectors there were, however, quite

significant differences in investment growth. Investments in industrial
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Table 13. TFixed investment development

1970 1975 Real average annual
growth rate 1970-75
(%)
1972 (%) 1972 (%
Mex$ bn T Mex$ bn
TOTAL FIXED INVEST. 89.5 100.0 131.5 100.0 8.0
Public investment 31.8 35.5 56.8 43.2 12.3
Private investment 57.8 64.5 74.7 56.8 5.3
Total financing 89.5 100.0 131.5 100.0 8.0
External savings 14.8 16.5 32.3 24.6 16.9
Public savings 20.0 22.3 11.9 9.0 (-)9.9
Private savings 54.0 60.3 8§3.0 63.1 9.0
Inflation componant* 0.7 0.8 4.3 3.3 43.8

* Equal to inflation times the real quantity of money.

Source. Calculations based on World Bank data, 1981, op. cit., table 2.3;
and World Bank, 1979, op cit, table 13.

_activities were concentrated in areas of basic intermediate producing
industries, such as oll and its derivatives, petrochemicals, steel and to a
certain extent, sugar, and in the area of electricity generation and
electrification, Beyond the import substitution character of the investment
strategy, these data reflect an important division of activities between
private and public sectors. The latter supplied cheap bulk-intermediate
products to private industry. It was expected that this in turn would help
private industry to compete in intermational markets, It was also hoped that
the resulting import substitution would reduce inflationary pressure and

reduce balance of payments deflcits.

The investment share of the public sector in total investment in
manufacturing rose from 19.8 per cent in 1971 to 59.0 per cent in 1975,24
excluding investment in o0il expansion. The main investment flow went to the
steel producing sector, where the government had a majer project for the
construction of a very large steel-producing complex on the Pacific coast.
The sugar industry was another important investment area. Refining capacity
had reached a critically low level and Mexico, which previously had been a

sugar experting country faced the necessity cof importing sugar, which indeed
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Table 14. Public sector fixXed investments

1971 1975 Real average annual Composition
{1972 (1972 growth rate 1971-75 1975
Mex$ bn) Mex$ bn) (%) (%)
Total 23.7 59.5 25.9 100.0
Industrial sector 9.8 23.6 24,6 39.6
Petroleum and petro-
chemical 11.6 14.6
Electricity 22.4 12.4
Steel 88.0 8.4
Sugar 53.1 1.8
Welfare 5.1 12.1 24.1 20.4
Urban and rural
infrastructure . 8.3 7.4
Housing 34,21 4.9
Hospitals and other
health facilities 35.1 3.4
Schools 20.0 4.5
Transport and
communications 4.8 11.7 24.1 16.7
Agriculture and rural
development 3.5 10.3 31.0 17.3
Irrigation 22.1 21.7

1 1972-75 figure.

Source. Calculations based on World Bank data, 1979, op. cit., table 5.19.

occurred after 1975-76. An increasing amount of investment was channeled
into oil production, but the share of this sector in public investments did
not significantly outstrip the other sectors, at least before 1974-75 (see
table 14).

Apart from direct state involvement in the economy, the government also
executed other indirect policies designed to cope with the growing social and

economic imbalances, as well as to promote the incorporation of the Mexican
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economy in the world economy. On the one hand, several incentives were
created to stimulate the production of intermediate and capital goods and the
export of manufactured products, ranging from direct fiscal incentlves to low
input prices of energy and commodities., On the other, export quotas were
established for the industries with high import rates, such as automobiles
and domestic appliances, and minimum percentages of domestic inputs were
required. Furthermore, foreign investment was regulated under new
legislation. A new law on foreign investment was enacted in 1973,
facilitating the entrance of foreign capital subject to' association with
private or state national corporations or individuals, normally on the basis
of majority national participation. One of the most important objectives of
the new legislation was to protect national enterprises and their national
character by regulating the degree of foreign Investment., The legislation
specifies ~various forms of participation of the 1local entrepreneur
shareholders in the profits obtained.25 In practlce, it was the major
financial, commercial and industrial groups which were in a position to
benefit from the legislation., The impact on small entrepreneurs or small

investors was, as to be expected, minimal.

The facilities given to the offshore assembly26 activities, in the form
of infrastructure, tax exemption, duty free import of intermediate'inputs,
constituted another policy line of the government in the context of the
general strategy of export development. Whereas these activities increased
very fast in the first four years of the 1970s, their subsequent level was
moderate and included setbacks depending basically on the exchange rate

situation, particularly in periods when the Mexican peso was overvalued.

In the context of the above-described aspects of the development strategy
of the 1970s, the behaviour of scme economic variables will be examined.
Between 1970 and 1975 GDP grew at a relatively high annual rate of 5.7 per
cent, though below the 7 per cent growth rate of the 1960s. Employment grew
in the same pericd at 3.2 per cent per annum.27 In absolute terms, about
2.2 million jobs were created, 12 per cent below the estimated labour force

increase of 2.5 million persons in those years.28

At the sector level, high employment growth rates were recorded in
construction, transport and communications and other services, including

government (see table 15). In spite of the large government support
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Table 15. Emplovment and productivity average annual growth rates
per sector, 1970-75 (%)

GDP Employment Implied
productivity

Agriculture 1.6 0.7 0.9

Manufacturing 5.9 2.7 3.2

Construction 8.3 6.6 1.7

Commerce 5.2 2.2 3.0
Transport and

communications 10.0 5.7 4,3

Other services 6.1 5.8 0.3

Total 5.7 3.2 2.5

Scource,. Calculations based on Cuentas Nacionales, 1981, op.
cit., and World Bank, 1981, op. cit., table 2.7.

programmes, production and employment rose very little in the agricultural
sector. The employment generation capacity of the manufacturing and commerce
sector was low, mainly because production growth was achieved by increased
productivity and rationalisation (replacement investments). Particularly in
traditional labour-intensive branches of the manufacturing sector, such as
textiles, shoes and garments, the introduction of new technologies,29
combined with a static intermal market, effectively impeded major employment
absorption. Five manufacturing branches abscrbed about 50 per cent of the
new manufacturing labour force: the food industry, tcbacco and beverages,
construction of machinery, the electronics industry and the automobile
industry. The increase in automobile employment can be seen to a certain
extent as a result of the export quota policy of the government which implied
an obligatory export increase. Since about 25 per cent of newly created
manufacturing jobs were in offshore assembly activities, the overall
performance of manufacturing employment generation capacity was weak., This
was in part due to the ongoing deterioration of small and medium size

enterprises.

At the same time, however, the increased employment in other services

calls for analysis. In part, this figure reflects the government employment
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increase, but also indicates growth in informal urban services activities
which, applying the informal/formal ratio given by the survey of 1976,
signified an additional 250-300,000 persons in informal labour conditions in
other service activities. It was the construction sector which, after other
services, showed the highest absolute labour force absorption capacity (see
table 16). The increasing participation of the public sector iIn national
investment meant that an increasing share of new jobs were the direct or
indirect result not only of government current expenditure but particularly
of the investments being carried out. It also has to be underlined that the
nature of the government Investment in infrastructure and basic industry made
it more "construction—intensive",30 implying a higher involvement of the
construction sector in the realisation of the investments: whereas in 1970,
54,2 per cent of total investment expenditure was on construction activities,
in 1975 this figure rose to 58.2 pef cent (see tahble 17). We can estimate
that the share of employment in the construction sector generated by publie
investment expenditure increased from 35 to 45 per cent in the respective
years, a figure that for 1980-8l was to rise to about 50 per cent.31 Thus,
up to the final years of the 1970s, an increasing part of employment in
construction generated by public investment was consequently dependent upon
foreign loans since in 1975 publiec sector savings could only cover 20 per

cent of public investment (see table 13).

In the light of the above, a roughly calculated balance of the origin of
labour force absorption in the national economy between 1970 and 1975 shows
that about 50 per cent of new employment was the direct or indirect result of

government expenditure.32

It is clear, therefore, that government expenditure became Increasingly
important in the generation of new employment. This might have been even
higher if more capital goods could have been produced imside the country and
if government funds had been used more efficiently.33 The 1low level of
total new employment indicates that the private sector had been very weak in
generating employment. This weakness was to a large extent a result of the
lack of integration of the modern growth segment within the national economy,
particularly with small and micro enterprises, and of the relatively low
investment rate in comparison to private sector savings. In the peried

1970-75, private savings rose at an annual rate of 9 per cent, whereas
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Table 16. Labour force absorption per sector,

1970-75
(in 000s) Employment
structure (%)
1970 1975
Agriculture 173.9 34.7 30.5
Manufacturing 253.9 13.4 13.1
Construction 312.8 6.3 7.5
Commerce 235.5 15.6 14.8
Transport and
communications 146.3 3.5 3.9
Other services 1l 078.2 25.0 28.7
Non-identified (1.5) (1.5)
Total 2 200 100.0 100.0

Source, C€alculations based on Cuentas Nacionales,
1981, op. cit. .

Table 17. Fixed investment by main components
(shares in %)

1970 1975
Construction 54.2 58.2
Domestic capital goods 27.8 21.4
Imported capltal goods 19.7 18.4
Other 2.2 1.6
Total 100.0 1¢0.0

Source. World Bank, 1981, op. cit., table 2.11,
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investments only at 5.3 per cent (see table 13). Both elements would have
important consequences later on in the 1980s for employment generation. In
addition, a significant part of the new employment depended upon the foreign
borrowing increases that had taken place. In qualitative terms, the newly
created employment had a tendency tc be more vulnerable to international
economic fluctuations, which, given the nature of the relationship, could
hardly be counterbalanced through an alternative pgovernment policy. This
vulnerability to external factors is also present for employment in the
offshore assembly industry, which between 1970 and 1975 absorbed about 10 per

cent of the national labour force,

The effects on employment have to be placed in direct relation to the
disappointing immediate results of government efforts to remedy the growing
imbalances in production structure. Government efforts to increase bulk and
basic intermediate production, such as iron and steel and the petrochemical
industry, and Iincreased energy production and electrification, inevitably
took time to show results. While necessary capital goods were imported on a
very large scale in order to initiate manufacturing of these Intermediate
goods, there was an inevitable tim? lag before the importing of the latter
could be substituted. In addition, the crisis in the agricultural sector
implied increasing imports of basic foodstuffs such as corn and beans (sece
table 18).

On the other hand, no effective mechanism existed to induce the private
sector enterprises, and particularly those with forelgn capital
participation,34 to increase thelr backward linkages towards the mnational
economy. Apart from the basic inputs already mentioned, in general

intermediate inputs increased enormously, particularly imports of electronic

components and automobile parts, In the case of industrial machinery and
machine tool production in the capital goods sector, the import ratio in
relation to the demand was respectively 56 per cent and 93 per cent.35 At

the same time, government transfers and subsidies to the economy were
calculated to have reached about 17 per cent of total public sector
expenditure in 1975,36 mainly in the form of subsidies, and a fifth of this
amount went to manufacturing industry., It was the modern manufacturing and
the intermediate goods producing enterprises that obtained most of the
effective subsidies, while traditional manufacturing had a negative effective

subsidies level.37 In certain cases, the subsidies and incentives served
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Table 18. Merchandise import components
(Real average annual growth rates) (%)

1965-70 1970-75
I. Consumption goods 7.0 1.5
- Foodl 65.0 22.6
- Other consumption goods 2.5 -12.9
II, Intermediate goods 4.5 18.1
III. Capital goods 6.2 9.7
Total merchandise imports 5.7 10.3

1 Between 1965 and 1970, food Iimports grew in
absolute figures, and expressed in constant 1972 Us$,
from US$7.6 million to US$92.9. By 1975 the figure
had increased to US$216.6 million.

Source. Calculatlons based on World Bank data, 1979,
op. cit., table 3.5; World Bank, 1981, op.
cit,, tables 3.5 and 3.7.

to help penetrate the external market, in other cases 1t improved the
liquidity position of firms in the "modern" private sector, which instead of
investing in plant and machinery, sometimes wused thelr cash-flow for
short—-term investments in the money markets and other speculative purposes.
In terms of employment promotion, we might question whether government
subsidies to the modern segment of the economy were not at an unduly high

cost.

With regard to exports, after a fairly stagnant peried in the late 1960s,
these increased anew in the early 1970s, the lead being taken by hydrocarben
derivatives. For most manufacturing products, export capacity declined,
however. Increasing inflation resulting from the import structure, a spurt
in demand and increase in the money supply, accempanied by an artificially
stable exchange rate, made competition on the world market increasingly
difficult, in spite of the government incentives for exports and increasing
protectionist measures against imports. From 1970 to 1975, the relative
prices of Mexican products In relation to North American products increased
by some 27 per cent.38 Manufacturing exports consequently rose more slowly
than in previous years (see table 19), to which the worldwide recession was a

contributing factor.
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Table 19, Merchandise export components
(Real average annual growth rates) (%)

1965-70 1970-75
I. Agriculture -1.4 -2.6
GCotton -11.3 -5.6
Coffee 0.7 11.4
Others 2.7 -4.9
II. Minerals 2.6 0.0
ITI. Hydrocarbon -14.5 24.9
IV, Manufactured products 14.5 5.4
Sugar 5.2 -14.2
Other manufacturing 18.0 8.5
Total merchandise exports 0.6 2.5

Source. Calculations based on World Bank, 1979,
op. cit., table 3.4; World Bank, 1981,
op. cit., table 3.4.

A5 was to be expected from the interaction of the foregoing economic
factors, a rapid deterioration in the balance of payments was not long in
following. This appeared initially in the trade balance (see table 20). Up
to 1975, the net income of the offshore assembly industry, classified as
non-factor service iIncome, broadly matched the negative merchandise balance,

but this industry reached its limits of growth after 1974 (see table 21).

Net factor service income also deterlorated rapidly, particularly because
of increasing interest payments on the public sector foreign debt and the
continuing high rates of mnet investment income transfer, the latter
reflecting an increasing speculative capital outflow. One positive element
in the net factor service income was, with the increasing number of persons
crossing the border to seek employment in the United States, a steady

increase in remittances in foreign currency {see table 22).
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Table 20. Trade balance components {in million US$)

Year Merchandise balance Non-factor services Trade balance
balance
1965 -401. 292.4 -108.6
1967 -601.3 318.3 -283.0
1970 -1 004.4 333.0 -671.4
1974 -3 093.4 1 393.1 -1 700.3
1975 -3 609.3 1054.3 -2 555.0
1977 -1 316.4 1256.5 -59.9

Source. GCalculations based on World Bank, 1981, op. cit., pp.
120-121 and table 3.1.

Table 21. Non-—factor service balance and offshore assembly

industry

Year Non-factor service Offshore assembly (2

balance (million industry (million (%)

Us$ Us$)

L (2)

1969 387.7 .0 0.0
1970 333.0 80.9 24.3
1974 1393.1 443.5 31.8
1975 1054.3 454 .4 43.1
1976 1009.8 535.7 53.1
1977 1256.5 524.7 41.8

Source. GCalculations based on World Bank, 1981, op. cit.,
p. 120 and table 3.1.

As a consequence, the current account balance worsened (see table 23).
The growing capital outflow and the dollarisation39 of the bank deposits,
impelled the government to increase foreign debt in order to finance the
current account balance. After more than 20 years of fixed parity of the
dollar, in 1976 the government had to accept a floating peso and a resulting
devaluation of approximately 80 per cent. It was at this point that the
government applied to the International Monetary Fund (IMF) for financial
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Table 22. Net factor service income composition

Year Net factor Net interest payments Net direct Workers Total
service income investment remittances (%)
(million US$) income (%) (%)

Public sectoer Other
(%) (%)

1965 =-273.3 22.5 24,5 52.8 0.0 100.0

1967 -389.3 30.1 21.8 438.2 0.0 100.0

1970 -451.8 49.3 18.7 59.2 (-)27.2 100.0

1974 -1288.8 54.9 14.8 42.6 (-)12.3 100.0

1975 -1749.4 5¢.0 13.4 37.6 (-)10.0 100.0

1977 -1961.4 78.6 13.7 20.5 (-)12.8 100.0

Source. Calculations based on Worid Bank, 1981, op. cit,, p. 120 and
table 3.1.

Table 23. Current account balance composition

Year Current account Trade Net factor Net Total
balance (million halance service transfers
us$) (%) income (%) (%)
1965 -3755.5 28.9 72.8 (-)1.7 100.0
1967 -651.9 43.4 59.7 (-)3.1 100.0
1970 -1067.9 62.9 42.3 (-)5.2 100.0
1974 -2875.7 59.1 44 .8 (-)2.9 100.0
1975 -4181.0 6l.1 41.8 (-)2.9 100.0
1977 -1852.8 3.2 105.9 (~-)9.1 100.0

Source. Galculations based on World Bank, 1981, op. cit., table 3.1,

assistance, seeking: (i) immediate assistance to replenish official foreign
exchange reserves; and (il) 1longer term support while it implemented a
three-year economic stabilisation plan designed to restore external and

internal balance to the economy.40

The importance of the IMF agreement was less in terms of the funds

obtained than in providing an external guarantee to the private sector and
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for the lenders among the international banks.41 The main targets of the

stabilisation programme submitted to the IMF were as follows: the Mexican
letter of intent stated that public sector deficit had to be reduced from 9.6
per cent of GDP in 1970 to 2.5 per cent in 1979;42 limits were placed on
net public sector forelgn borrowing; and a maximum for wage increases was
determined, to remain below the general price index. Price stability had to
be attained, domestic savings stimulated, and the balance of payments
equilibrium restored, especially through the overdevaluation of the peso. At
the same time, the IMF also called for less price control and 1o§er control

of imports and for credit restricticms.

Increased foreign debt service payments in peso terms (due to the
devaluation) and the IMF-agreed restrictions in government expenditure led to
an immediate decrease in public investments of 8.7 and 6.0 per cent in 1976
and 1977 respectlvely, returning to the real level of 1974.43 Private
investments also declined by similar percentages. The most severe austerity
years were 1976 and 1977, in which overall economic growth was a mere 2.0 and
3.0 per cent. The construction sector saw the largest contraction, follewed
by the automobile industry, commerce, footwear and the garment industry.
Because of the increasing prices of imported intermediate inputs and the

credit restrictions, contraction affected almost all areas of Industry.

Employment grew in these two austerity years by about 0.9 million jobs.
More than 25 per cent of this growth was, however, concentrated 1in
agriculture and 50 per cent in the other services sector. As these two
sectors reveal the highest rates of underemployment, it can be assumed
moreover that a significant portion of the new Jjobs shared this

characteristic.44

The leading employment generating sectors in previous years, constructicn
and pgovernment, did not increase their hiring 1level in these years of
recession, and the same was true of the manufacturing sector, e.g. the
automobile industry which shed about 15 per cent of its employees.45 At
the end of 1977 and into 19738, it was estimated that 7 per cent of the EAP

was unemployed and 47 per cent worked in conditions of underemployment.46

The government estimated that the real minimum wage index had increased

at a rate of 1.8 per cent per annum between 1970 and 1975. Minimum wages
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rose in 1976 by 13 per cent. This was due to government action after
devaluation of the peso, when emergency wage Ilncreases were decreed. It can
be assumed that the increase of the minimum wage over the last five years of
the 1970s was fully nullified by the lag between price increases and the
vearly minimum wage adjustment; the increase of 1976 was overtaken after
only a few months by the effects of the post-devaluation inflation peried.
The high level of intermediate inputs dependency from abroad at the time of
devaluation was directly translated into rising domestic prices, and in 1977
when prices increased by about 20 per cent, wages were only allowed to

increase to a ceiling of 10 per cent.

After the devaluation and the austerity policy of the government, the
trade balance improved between 1975 and 1977, basically because imports fell
in real terms by about 20 per cent, while exports iIncreased at about the same
rate. Merchandise exports, however, grew at a lower rate, 16.5 per cent,
manufactured products comprising S0 per cent, oil products 30 per cent and
agricultural products 20 per cent.47 The non-factor services, particularly
tourism, made the greatest contribution towards stabilising the mnegative
trade balance. A small segment of the enterprises had developed the capacity
and flexibility to expand their external markets at a moment when the
internal market suffered a contraction and exchange rates were favourable.
Production for export was strongly concentrated among a few large firms 1in
each sector, reflecting a framework of intercorporate transfers, in which
Mexican subsidiaries provided parent companies, particularly in the United
States, with intermediate and finished goods.48 A large segment of the
enterprise universe, however, lacked the capacity to penetrate the external
markets. The overall dependency on imported intermediate and capital goods
meant that after devaluation and the contraction of home-market purchasing
power, a downward spiral was inevitable. This took place in Mexico in

1976~77 and was to be repeated flve years later even more markedly.
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Chapter 2

The short-1ived boom vears of 1978-81:

Preceding the financial collapse

The recesslion of 1976-77 would probably have resulted in a period of
stagnation had it nct been for the expansion in oil production. The large
investments of the government in basic goods production, such as iren and
steel, petrochemicals, sugar, etc., began to come onstream, but it is doubtful
whether these would have triggered off corresponding export development of
manufactured products. At the world level there was widespread overcapacity
in the basic products sectors; the market of finished goods produced by these
inputs was, moreover, highly competitive, It was the expansion in oil
production and oil export alone from 1977-78 onwards which produced a boom in
export revenues, and perhaps more Iimportant, gave fresh confidence to the
international financial sector, which was seeking outlets for the surplus of

petro-dollars,

The high price commanded by o0il on the world market restored the
government's confidence in the viability of continuing the development
strategy started in the 1970s which could be considered as a combination of
import substitution and export orientation industrialisation. The leading
role in the orientation of the development process would be taken by the

government.

In addition to the imbalances mentioned in the first chapter which could
be corrected only te a small extent in the foregeing years, at least two
additional critical elements had to be considered. First, the worsening of
the state of under-production in basic food stuffs. This meant not only a
loss of foreign exchange, but also extra costs arising from the importation of
basic foads, e.g. differences between internal and external prices
(particularly when the peso was sub-valued), transportation, storage and
distribution. Moreover, because one of the traditional methods of keeping
wages low without severely affecting the purchasing power of the population
was by providing cheap basic foodstuffs to the population, mainly through the
production and distribution organisation CONASUPC. The emerging deficits had

to be covered by current government transfers. Second, the expanded foreign
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debt and the corresponding interest and amortisation obligations, had become a
growing part of current government expenditure, Both elements implied an
increasing pressure on public sector savings, and consequently, on public
investments, one of the main instruments of govermment policy. 0il revenues,
however, were seen as the mainstay of the overall transformation process of
the mnational econcmy over the coming decades. The deficiencies in the
production structure would be overcome and it was hoped that in the medium
term the export of manufactured goods would take the place of hydrocarbon
preducts as the main foreign currency producing sector.l High economic
growth levels would be able to improve significantly the work and living

conditions of the population.

Until 1979, general government spending policy was constrained by the
three-year stabilisation programme, approved by the IMF.2 0il prospects
apparently led to a certain loosening of the economic parameters of the
programme, with the exception of wage increases; moreover after 1977 the
economy entered a period of "oil Tboom". Whereas wuntil 1979 current
expenditure was kept within GDP growth, capital expenditure and particularly
investments in oil exploration, rose about 3 percentage points of GDP. At the
same time, however, the special policies for agriculture, health services and

basic food supply, had suffered cuts.

It was in the years from 1979 onwards that the main part of the increase
in the governmment expenditure share of GDP took place {(see table 24), frem 31
per cent in 1977 to 42 per cent in 1981. In those years, apart from ongoing
public investment programmes, current expenditure also rose by 4.5 per cent,
particularly in interest payments and transfers (lncluding the "other
operating expenditures"). As part of its efforts to correct the imbalances in
economic performance, the government tended increasingly towards a policy of
subsidies, The World Bank estimated that these subsidies and incentives
totaled about 14 per cent of GDP in 1981 and 34 per cent of total government

expenditure.3

On the revenue side, until 1979, growing petroleum income was able to
finance the 1investment programmes, Afterwards, when extended support
programmes were once again established for agricultural, industrial and social
sectors, and current savings had declined significantly, domestic and foreign

borrowing had to finance the growing investment expenditures. Thus, between
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Table 24, Public sector income_and expenditure (% of GDP)

1977 1979 198l

Total revenue 24.20 26,30 27.70
Petroleum 3.70 5.60 7.60
Income tax 5.10 5.60 5.80
Indirect taxes 3.70 3.90 4.00
Revenue of enterprises 8.40 8.40 7.60
Total expenditure 31.10 33.10 42.50
Current expenditure 21.80 22.00 26.70
- Wages and salaries 8.10 7.70 7.60
- Interest payments 3.10 3.40 5.20
— Qurrent transfers 3.30 3.80 4,90
— Qther operating expenditures 7.30 7.10 g.10
Capital expenditure 7.40 10.00 14.00
Miscellaneous expenditure 1.90 1.10 2.10
Current savings Q.65 2.65 (=)0.82
Deficit 6.90 6.80Q 14.80
— Domestic financing 3.60 2.40 7.50
- External financing 3.30 4.40 7.30
Source. World Bank: Mexico: Recent economic developments

and prospects (Washington, DC, 1984), tables 2 and

5.1.1,

1977 and 1979, it was possible to finance the public investment increase from
current savings of the government.4 The budget deficlt, which was reduced
to 6.6 per cent of GDP in 1979,5 was financed by both external and domestic
funds, the latter being increased by a growing capital flow to Mexico due to
high interest rates.6 After 1979, however, the current savings of
government quickly dwindled, reaching in 1981 a negative 0.8 per cent of GDP
(see table 24). Current expenditures in transfers and interest payments
accelerated, whereas current revenues remained substantially unchanged. The
government budget deficit grew to 14.5 per cent of GDP in 1981; this was

financed to a large extent by foreign borrewing, particularly by short-term
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credits (see table 25). The short-term foreign credits proved very attractive
to the public and particularly to the private sector. In the two years
1980-81, the private sector doubled its outstanding foreign debt. This can be
explained mainly by two factors. The first was the lower interest rate at
that time for foreign borrowings. The second can be seen as a consequence of
the 1973 law on foreign investments, where the arrangements which permitted
reimbursing manufacturing corporations for transfer of technology enabled the
foreign holding companies with Mexican shareholdings to receive large payments
which had to be financed in Mexico.7 To liquidate these obligations, the
enterprises sought foreign borrowing. In fact, much of the private foreign

debt was in enterprises wholly8 or partly owned by foreign investors.9

Table 25. Foreign debt growth

In US$'000 millien Composition (%) Average growth
rate 1977-81 (%)

1977 1979 1980 1981 1977 1981

Global external

debt 29,9 40.8 52.7 75.5 100.0 100.0 26.1
- Public 22.9 29.8 33.8 53.0 76.6 70.2 23.3
- Private 7.0 11.0 18.9 22.5 23.4 29.8 33.9
- Short-term (nd) (3.2) (11.8) (27.7) - (30.0) -

Sources. Calculations based on PREALC: Bevond the crisis: Lessons _and
perspectives (Santiago, 1984), table II-1; and CEPAL: Notas para

el estudio econdmico de América Latina ¥ el Caribe, Mexico (Mexico,
1984), table 13.

With growing oil production as the prineipal accelerating factor, broadly
speaking, the government maintained its strategy of integration into the
world economy, with cheap energy and bulk-inputs providing the main Mexican
cetnpetitive advantages, granting rebates of up to 30 per cent of the
price.10 The government began increasingly to assume the role of supplier
of these comparative advantages to private industry. As was explained
earlier, in some cases the government involved itself in the produetion
process of basie and bulk products, such as 1ron and steel and basic

petrochemicals; in others it supplied cheap inputs for the production of
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strategic inputs, e.g. in the cement industfy, which obtained low energy
prices. As part of this strategy, the government started the construction of
four large industrial ports, which were to be the "bridge" to international
trade, especially for Mexican exports. Newly established industries in these
ports would obtain a 30 per cent reduction in energy prices for basic

petrochemical inputs.11

The leading role of the government in the economic development process
was illustrated by the fact that public investment grew significantly faster
than private investment with a growth rate of 21 per cent per annum; its
share in total national investment climbed to 47 per cent in 1981 (see table
26). The principal destination of the public investments was the expansion
of the national state-owned oil company, PEMEX. The investments of PEMEX as
a share of public investments rose from 22 per cent in 1976 to 32 per cent in
1979.12 In absolute terms it represented a US$6,400 million investment for
the year 1980 compared with US$1,500 million in 1976.13 Whereas ahbout 38
per cent of total increase in public investments between 1977 and 1981 were
made directly through PEMEX, the true figure 1s higher, since a large number
of infrastructure projects for PEMEX were carried out by other government
secretariats, such as the Communication and Transport Ministry. Thus, about
40-50 per cent of public sector investment increase was directed to the

petroleum sector,

Table 26. Fixed investments

Real annual growth Composition (%)
rate, 1977-81 (%)

1977 1981
Total investments 16.0 100.0 100.0
Public investments 20.3 39.8 45.6
Private investments 12.9 ' 60.2 54.4

Source. Calculations based on World Bank, 1984, op. cit.,
tables 2.2.1 and 2.2.2.
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0il production rose from 210 million barrels per year in 1974 to 932
million in 1981, and oil exports from near zero to 400 million barrels in the

same period (see table 27). In the 1980s Mexico was to occupy fifth place

among- oil producing countries.

Table 27. Mexico: 0i]l production

Year Reserves Production Exports
(bn-barrels) (million barrels (million barrels
per year) per year)
1970 5.6 157 .
1974 5.8 210 6
1975 6.3 262 34
1978 40.2 443 133
1980 60.1 779 302
193l 72.0 932 401
1982 72.0 1 096 545
1983 72.5 1 070 560
1984 71.8 1 077 556

Sources. GComisién Consultiva, 1982, op. <cit., table II-20;
CEPAL, 1984, op. cit., table 6; CEPAL: Notas para el
estudio econdmico de América Latina v el Caribe, Mexico
(Mexico, 1985), table 7.

Clearly an injection of US$45,000 million over the 1977-81 period was
bound to fuel a general economic boom in Mexico. In the considered peried,
GDP showed an annual growth rate of about 8 per cent (see table 28).
Although the agricultural sector had a significantly lower growth level, the
4.3 per cent increase per annum was an improvement over the previous years.
It must be said that this improvement was not evenly spread over all the
activities which comprise the sector, particularly not the basic need ocnes.
In the case of crops such as beans, maize and wheat, strong fluctuations were
registered in the years between 1977 and 1981. At the same time, the growth
in production was mainly the result of increasing productivity, while the

generation of new jobs was reduced.

Public sector investment in the expansion of the oil industry and in
infrastructure for other industries, had a direct effect on the construction

sector and national construction enterprises demonstrated the capacity to
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Table 28. Employment and productivity growth rates per sector, 1977-81 (%)

Sector Average annual Average annual Productivity
growth rate growth rate
GDP employment
Agriculture 4.3 1.2 3.1
Mining?l 16.4 6.6 9.8
Manufacturing 8.7 5.5 3.2
Construction 12.4 12.8 (=)0.4
Commerce 9.0 4.0 5.0
Transport and communications 13.4 9.5 4.0
Other services 7.5 6.4 1.1

-]
.

S
(¥ ,]
H
w
L3

Total

1 Includes o0il production.

Sources. Calculations based on World Bank, 1981, op. cit., table 2.7; and
0. Torres, 1981, op. cit., annexed table.

respond as réquired.14 The share of construction in public investment rose
from 64 per cent in 1975 to 70 per cent in 1980, whereas this ratio in the
case of private investment declined over the same period from 53 per cent to
46 per cent.15 It was mainly through construction activities that public
investment exerted an accelerator effect on the national economy, despite the
fact that builders had to import nearly all the required capital goods.
Although most of the intermediate 1inputs were provided by domestic
enterprises, the construction beoom reached such a pitch that inputs such as

cement and steel had at times to be imported to meet the demand.

It is important to note that various sectors grew faster than the
manufacturing sector, both in GDP as in productivity terms. This indicates
that the manufacturing sector had been less involved in the oil-boom than
others, such as construction and commerce. The initial increasing demand for
intermediate and capital goods and the lack of production capacity of these
goods obliged the government to lower import restrictions,l6 thus running
counter to the long-term strategy planned for the sectors in question, and

reducing the gains achieved in years before. Generous incentives for
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establishing industry in Mexico were created by the government to offset the
pPressure on imports. At the world level in theose years an existing
overcapacity in many of the required goods hampered the efforts to stimulate
investment in import substitution productien. On the other hand, the durable
consumer goods producing firms continued to enjoy thelr protected market,
providing high profit rates. For example, in the case of the "modern
manufacturing® enterprises, it was calculated that effective subsidies, which
include nominal protection and all classes of subsidy, rose from 79 per cent
to 207 per cent between 1979 and 1931.17 In other words, if modern
industry in 1981 had worked only with external prices, their value added
would be reduced to a third of the level it reached with the help of the
effective subsidies. This explains the high profit rates obtained (which
were increasingly transferred outside the country). An example ‘"par
excellence" was the automobile industry, which in an extermal prices approach
would have obtalned negative wvalue added.18 This indicates not only the
attractive benefits which the internal Mexican market represented, but also
an inputs-wasting production system, or the application of over-valued
invoicing of (imported) intermediate inputs. This was combined with low
productivity as 4 result of the lack of process innovation by national and

transnational enterprises.

Another element which explains the lower growth rate of the manufacturing
industry in comparison with other sectors, was the restricted expansion of
the wage-goods producing industry. Whereas employment grew significantly
between 1977 -and 1981, real minimum wage levels remained below the base level
of 1976 (see table 29), in splte of the annual productivity growth rate of
3.3 per cent which the national economy displayed during this peried (see
table 28). The expansion of the 1internal market of those preducts was

consequently limited,

Between 1977 and 1981, employment grew by more than 3.5 million jobs, and
this meant that, at the very least, unemployment could be reduced in a pericd
of economic boom. It can be estimated that open unemployment diminished from
7.0 per cent in 1977 to 4.5 per cent in 1981, whereas the percentage of the
urban labour force which was working in informal activities probably
diminished by 2 or 3 percentage points, reaching a rate of 34 per cent. The
general tendency, however, of Informal sector activities in the service
sector never declined substantially. This explains to a large extent the
high level of labour force absorption of the service sector, together with

fast-growing direct government employment, especially after 1979.
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Table 29, Real minimum wages

Year Average annual real Real wage index
wage index Decemberl
(1976 = 100) (1976 = 100)
1979 94 .4 86.5
1980 88.1 78.4
1981 90.2 79.7

1 Wages were adjusted each year on 1 January.

Source. CEPAL, 1984, op. clit., table 16.

As in the early 1970s, employment development in the construction sector

calls for attention.

The construction industry was working increasingly for government.
Whereas in 1976, 44 per cent of construction activities were generated by the
public sector, in 1980 this figure rose to 58 per cent.19 In relative and
absolute terms, employment in the construction sector increased more than in
any other branch. Between 1977 and 1981 employment in this sector grew by 13
per cent a year; in absolute terms this corresponds to an increase of about
600,000 persons.20 0f these 600,000 new johs, approximately 83 per cent

were generated by public investments.21

Apart from the construction sector, it was the "other services" sector
which absorbed the main part of the labour force between 1977 and 1981.
Nearly 40 per cent of new employment was generated by this sector (see table
30) - about 15 per cent attributable to direct government employment. Within
the manufacturing sector, final consumption goods producing branches such as
automobiles, electronlecs and some intermediate input producing sectors
absorbed most of mnew employment, Employment in traditiomal branches,
however, increased more slowly, due to the introduction of new technologies,
and the low income elasticity of the produced goods. The oll boom produced a

dramatiec growth of middle and high Incomes, reflected, for example, by a
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fast-increasing demand for automobiles. On the other hand, the higher income
elasticity of the poor segment of the population in relation to bhasic goods,
could not be completely exploited since the real income growth of this

segment had been limited.

Table 30. Employment growth and labour force absorption, 1977-81

Average annual Labour force Employment

growth rates absorption (%) structure

(%) 1981l
Total 5.1 3:577.000 = (100.0) 100.0
Agriculture 1.2 7.2 25.9
Mining 6.6 l.6 1.3
Manufacturing 5.5 13.8 13.0
Construction 12.8 20.1 9.5
Commerce 4.0 11.2 13.8
Transport and

communications 9.5 8.1 4.8

Other services 6.4 38.0 31.4
(Government) (10.8) (15.4)

Source. Galculations based on Cuentas Nacionales, 1981-83, op. cit.

In summary, 1t can be estimated that about 55-60 per cent of new
employment was due to increasing government expenditures.22 Indirectly, a
large part was financed by external borrowing. Taking into consideration
that the 1level of new employment growth was Jjust enough to absorb the
increasing new labour force and to reduce open unemployment, this means that

the capacity for employment generation of the economic system is weak.

The economic structure was not capable of coping with such an enormous
financial impulse and obtaining all the possible benefits from it. In
particular, the production of capital and intermediate goods was toco weak.
The result was 1ncreasing imports, stronger inflation and other forms of
non-productive use of the financial resouces that were available to the
country at that moment. Whereas small and micro enterprises received a
general push from the economic boom, a really sclid base for further
high-growth industrialisation had not been created; and this would have its

consequences in the 1980s when the boom reached its limits.
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The expansion of oil production and the surge of demand entailed a large
increase of merchandise imports (table 31). The import of intermediate and
capital goecds constituted in 1981 about 84 per cent of total merchandise
imports. The import of consumer goods also revealed a very high growth rate,
not only in basic foodstuffs but especially in other consumer products. This
can be considered the result of external market-oriented demand of the
growing incomes in the middle and upper class segments of the society. In
the case of intermediary goods, the participation of automeobile and
electronic parts and components was quite significant (about 20 per cent).
In terms of the merchandise trade balance, the deficits shown 1n these
branches in 1980-81 constituted about 75 per cent of total merchandise
deficits.23 Thus, the liberal policy of incentives and subsidies to these

sectors did not lead to the desired results of national integration.

Table 31. Imports components, 1977-81

1977-81 1981
Average annual growth Structure
rate on current US$ -
base (%)
Total 41.9 100.0
Consumption goods 47.6 15.4
Food 39,7 (7.5)
Others . 57.8 (7.8)
Intermediary goods 45.2 52.7
Automobile and
electronic components (15.8)
Capital goods 41.0 31.5

Sources. Calculations based on World Bank, 1981, op. cit.,
table 3.5; CEPAL, 1984, op. cit., table 11; and
Morales, op. cit., tables 3 and 9.

The export structure was completely dominated by hydrocarbon products
which constituted, in 1981, 72 per cent of total exports (see table 32). The

low level of growth of non-oil products was to a large extent the result of
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the fact that the internal market proved much more attractive than the
external. Whereas the externmal market was highly competitive and revealed
serious signs of contraction, the internal market was growing very fast and
remained protected. Moreover, the substantially higher inflation levels in
Mexico in relation to its main trading partners, particularly the United
States, and a more or less constant exchange rate between 1977 and 1981,
implied an overvaluation of the national currency which in 1981 was estimated
at 20 per cent.24 This also made the exportation of mnon-hydreccarbon
production more difficult. The strategy of integration in the world economy
by increasing manufacturing exports at least at that moment was stalled by
the oil boom wave, which returned the country to a raw-material exporting

status, highly dependent on the fluctuating world price in raw materials.

Table 32. Merchandise export components, 1977-81

1977-81 1981
Average annual growth Structure
rate on current US$
base (%)
Total 44.3 100.0
Hydrocarbon products 93.5 72.4
Non-petroleum products 11.4 27.5

Sources. Calculations based on World Bank, 1981, op. cit.,
table 3.2; and CEPAL, 1984, op. cit., table 10.

For the current account balance, although the deficit in the trade
balance was important, the deficits in net factor incomes were much more
significant (see table 33). In 1980 and 1981, the deficits on the current
account balance increased by US$8,000 million and US4$14,000 million
respectively. The increasing payments on foreign borrowing were the main
factor. But transfer of investment income (or profits) also increased
substantially, which included payments of the private and publie sector

enterprises to their foreign partners (see table 34).
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Table 33. Current account balance composition, 1977-81

Year Current account Trade Net factor ser- Net Total
balance balance vice income (%) transfers
{million US$) (%) (%)

Total Interest

1977 -1 853 3.2 105.9 (97.8) (-)9.1 100.0

1978 -3 259 18.2 85.0 (66.6) (-)3.2 100.0

1980 -8 306 26.8 74.7 (53.6) (-)1.6 100.0

1981 -14 075 33,1 67.7 (49.7) (-)0.8 100.0

Sources., Calculations based on World Bank, 1981, op. cit., table 3.1;
and CEPAL, 1984, op. cit., table 12.

Table 34. HNet factoer service Income composition, 1977-81

Year Net factor Net interest Net direct invest- Work and Total
service income payments (%) ment income (%) property (%)
(million USS3)

1978 -2 771 78.3 24.4 (-)2.7 100.0
1979 -4 108 73.3 23.0 3.6 100.0
1980 -6 209 71.7 22.3 5.9 100.0
1981 -9 531 73.4 19.9 6.6 100.0

Sources. Calculations based on CEPAL, 1984, op. clt,, table 12,

Until 1981 the shortage on the current account balance was covered by
foreign horrowing; high interest rates contributed to attracting foreign
capital flows. The overvaluation of the currency, the enormous growth in
foreign debt in 1980-81, the fall in international ojl prices and the threat
of rising international interest rates were factors which resulted in a
dollarisation of the economy, substituting the national currency. The
dollarisation of financial transactions was wused as a measure to avoid

capital flight and at the end of 1981, the deposits in US dollars at banks in
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Mexico reached the record level of US$13,000 million.25 The pressure on

the national currency bhecame steadily stronger, and capital flight
increased. In the next chapter the financial collapse of 1982 will be

described with regard to the consequences for the employment situation in the
near future.
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Chapter 3

Stabilisation pelicy and employment perspectives in the 1980s

1. Foreign debt crisis and stabilisation strategv:

The interruption of the employment growth pattern

In the light of the emerging oil boom of the late 1970s an ambitious
industrial development plan was elaborated. Important govermment investments
and a gamut of policy instruments towards the private sector were established
in order to correct the imbalances in economic and social structure: fiscal
incentives, low energy and other basic intermediate input prices, research and
development in technology.l This plan, however, instead of anticipating and
orienting the oil boom, was launched at a moment when this had already begun
to follow its own course, diverging from the trajectory designed by the plan.
Supported by vast external financing, an enormous demand push was generated by
the oil beom which exceeded by far the production capacity. In spite of
governmment efforts in the early 1970s to correct the economic performance,
particularly as concerned the production of capital and intermediate goods, it
was insufficlent to cope with the oil boom "fever". For example, there was
scarcely any national production of capital goods used in the oil-exploiting
industry. In order to increase oil production, the main part of the necessary
equipment and machinery had to be imported. The foreign trade policy
corresponded to this situation, with nearly tariff-free import possibilities
for capital and intermediate goods. Taking into consideration the
then-existing overcapacity at the international level of most of the needed
inputs and capital goods, domestic production increase of those products was
very limited. In fact, it can be assumed that the consumer goods preducing
industry, particularly durables, received the most government support.
Protected by import tariffs and restrictions and receiving at the same time
fiscal incentives, low energy prices, etc., these industries together with
construction and trade corporations, attained high profit margins, which were
only partially reinvested. The fast-growing internal demand for {durable)

consumer goods did not cause great interest in exploring external markets.

In this context it proved impossible to improve in a structural way the

economic and social imbalances accumulated in the preceding decades. Some of



- 47 -

these were mentioned Iin the foregoing chapters: the lack of vertical
integration of the national production apparatus and the absence of micro and
small enterprise participation in the economic development process; a
non-existent indigenous technology capacity, which should constitute the base
of the economic integration process and of the support strategy to micro
enterprises (moreover, in view of the forthcoming technological revelution,
the indigenous capacity for technelegy development is assuming more strategic
Importance)., The expanding situation of un- and underemployment; the unequal
Income distribution structure; the growing deficits in internmal food supply;

the increasing foreign debt and the acceompanying debt service payments.

Whereas the national policy-makers had projected a GDP growth rate of 9 to
10 per cent a ¥year up to the 19905,2 with corresponding employment growth
levels of 5 to 6 per cent, the first signs of what would result in the worst
financial and economic collapse during the last four decades, became visible
in mid-1981. The biggest national enterprise, "Grupo Alfa", which had
prospered under the 1973 law on forelgn Investments and which has to be
considered one of the most important joint-venture conglomerates of foreign
and domestic capital,3 declared itself wunable to fulfil its external
financial obligationé. The government intervened with support credit of about
$750 million. Other important private enterprise groups soon followed with
similar problems, and most of them had the characteristic of being associated
with foreign enterprises. The government refinanced these support credits in
large part with external, short-term borrowing. In fact, as was stated in a

recent World Bank study, during 1981 and 1982,

the private current deficit was combined with very large capital
outflows, making the public sector provide the required foreign
exchange. Since public sector account had only a relatively small
surplus in those two years, large foreign borrowing ($27 billion
net), much of it short-term, had to be incurred by the government
to finance the private sector needs.?®

An important factor in the capital outflows was played by capital flight.

If the forelign lcans that were contracted could be shown to be
matched by productive assets, the external debt problem could be
interpreted as a liquildity problem. ... capital goods imports were
ocnly a small proportion of public foreign borrowing, thus
suggesting a large part of the borrowing was not directly related
to investment. More significantly, foreign borrowing exceeded by a
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considerable margin total public sector imports. In any case, the
great bulk of the short-term borrowing during 1981 and 1982 was
dictated by the capital flight, suggesting that public sector
foreign liabilities are matched to some extent by private sector
foreign assets.?

In this way fast-growing foreign short-term debt and the expanding deficit
on current account balance, combined with the other mentioned factors of
decreasing oil prices, rising interest rates, overvaluation of national
currency, increasing capital flight and dollarisation of internal financial
transactions, led to a situation in which the Central Bank was unable to
support the national currency. The Central Bank had to accept various
succeeding devaluations reaching about 260 per cent in the first half of 1982,
and 600 per cent in the first months of 1983, all figures in relation to the

exchange rate at the end of 1981.

The optien of further foreign borrowing was nearly closed. The only way
out for the government to finance increasing support credits to private and
public enterprises and to meet the exploding debt service paymeant:s:6 caused
by devaluation and rising interest rates, was to cut all other expenditures,
particularly investments. The latter depended to a large extent on foreign
borrowing. In spite of the cut in most of the expenditure categories which
were not related to debt service payments, the government's financial deficit
increased to 17.6 per cent in 1982.7 This deficit had te be financed mainly
by domestic borrowing and in that year nearly all net domestic credit
creation, which grew by about 200 per cent went to the public sec‘cor.8 The

remainder was covered by a relatively small increase in forelgn debt.

In spite of the devaluation of the peso and some stabilisation measures,
which should have restored the financial health of the public sector through
diminishing expenditures and increasing revenues by rising public service
prices, loss of confidence in the financial and economic system persisted.
This not least because of the exploding inflation rate, which reduced in a
short time the relative advantages reached by the preceding devaluation. In
the first half of 1982, the dollarisation of the bank deposits reached its
limit of US$13,500 million and an accelerating capital flight took place. The
bank system could not respond to the growing withdrawals of foreign currency
deposits, and the government decided to cancel the dollar accounts inside the
national territory and, in fact, converted the deposits inte Mexican

pesos.g This meant an important support for the national bank system, that




otherwise would have confronted even greater liquidity problems. At the same
time, problems arose between the government and the private bank system, and
it was supposed that the control over the Mexicanised-dollars and the role of
the private banks in the capital flight, were the main issues 1in the
struggle. But there was also the fact that the principal bankers tried to
dictate loan conditions te the government, at a moment when-the latter needed
the filnancial support of these institutions in order to cover its deficits.
Undoubtedly there must have existed other elements as well resulting in the

government's decision to nationalise the banking system in September 1982.

For the internatiocnal financial institutions the mnationalisation
represented less of a concern. The Mexican State as institution would cover
all the risks, iImplying an important guarantee on the outstanding loans,
especially since several banks had confronted serious liquidity problems.l0
The nationalisation of the banks afterwards proved advantageous when foreign
debt had to be renegotiated and speclal support programmes to private
enterprises co-ordinated and effectuated, particularly because the banks had a
participation in almost all important domestic enterprises, a phenomenon which

had increased substantially after the law on foreign investment of- 1973.ll

The nationalisation of the banking system, the frozen Mex-dollars and the
general foreign exchange control gave the government a short "breather", but
the financial requirements for paying the short-term credits and for
guaranteeing the import of necessary intermediate inputs and of basic
foodstuffs were so high (more than US$20,000 million was short-term
borrowing), that more foreign borrowing was necessary. Mexico, however, had
lost credit worthiness in the international finance system so new loans had to
be contracted in very unfavourable conditions.12 In order to renegotiate
the foreign debt structure and to have access to additional loans, the Mexican
Government started discussions with the IMF to establish an agreement, and in
the meantime, asked for a 90-day moratorium on the principal of the

state-sector debt,

Previously, the government had begun a programme of economic adjustment,
which was readapted several times to respond to changing situations. The two
basie objectives which had been formulated in this programme were the
reduction of the defieit of the current account balance and the deficit of

government finances.13 The first was to be obtained through a drastic
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reduction in the trade deficit, in view of the fact that the factor service
income deficit was a nearly unchangeable varlable. The target was fixed so
that in order to reduce the current account balance, by US$3-4,000 millien,
merchandise and non-factor services imports had to be cut by US$6,000
million,14 while it was supposed that the exports of these categories would
decline by US$2,000 million, particularly the non-oil exports (the oil exports
would be increased). Both public and private sectors were to reduce imports
by US$3,000 million each.

The second objective was to be reached by a reduction in public
expenditure of 8 per cent (particularly in the programmable expenditure
categories which include a large part of public investment) and an increase in
public utility prices, such as gasoline, electricity, etc., in order to reach
a reduction of 3 per cent in the budget deficit in relation to the GDP. 1In
addition, a limit of US$11,000 million was established for net increase of

public foreign debt.

In order to establish an orientation for the reductions in government
expenditures and importationé, it was necessary to define the national
priorities in 1ight of the scarce availability of foreign currency. The main
priorities were the external private and public debt obligations and the
import of such indispensable goods as foodstuffs, some intermediate goods and
certain capital goods.l5 The income from oil exports and the additional

foreign public debt would be channeled to these areas.

As part of the adjustment programme a SUpPpOTt programme Was announced for
enterprises with 1liquidity problems. It consisted basically of funds for
preferential credits, and a tax deductlon of 50 per cent for new investments.
In addition, a deduction was given on personal income taxes along with an
emergency salary increase of 30 per cent after the first devaluation in order

to protect the buying power of the working class.

On various occasions the programme was adjusted to cope with problems in
the financial situation of the country. One of the basic objectives, the
reduction in the government budget deficit by 3 per cent of GDP, could not be
reached. On the contrary, in 1982 the overall budget deficit of the
government rose to 17.6 per cent, in spite of the reduction in the

expenditures of 8 per cent as announced in the adjustment programme. This was
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due to a stagnation in current iIncome growth since support programmes for
enterprises consisted mainly of fiscal incentives and deductions, and because
the general economic contraction reduced tax incomes. On the other side,
current expenditure on interest payments on foreign debt increased,
particularly after several devaluations.l6 An overall devaluation of about
400 per cent, rising government services prices and an oligopolistic price
setting structure in the private sector (with strong expectations of future
price increases) were the contributory factors which caused an increase in the

inflation rate from nearly 30 per cent in 1981 to 100 per cent in 1982.

The government presented the adapted programme as the framework for the
negotiations which started in the second half of 1982 with the IMEF,]'7 with
the purpose of gaining access to US$3,840 million from the Extended Fund
Facility and to improve the renegotlation possibilities on the outstanding
debt with the international banks. The stabilisation programme which was

finally agreed on with the IMF consisted basically of the following points:18

1. the reduction of the public sector financial deficit as a proportion of
GDP to 8.5 per cent in 1983, 5.5 per cent in 1984 and 3.5 per cent in 1985;

2. a limit of US$5,000 million for the increase of net foreign debt of the

public sector in 1983, which should be reduced in subsequent years;

3. the reduction in the budget deficit was to be reached by (1) increasing
government current savings, which implied (a) ratjionalisation and
austerity in current expenditure, especially in transfers and subsidies;
(k) an increase of government service prices and tariffs in accordance
with the general inflation level; and (c) modification of the direct tax
system and increase of indirect taxes; and (2) public investment
programmes were to be evaluated in their priorities and, as a functiom of

this, a reduction carried out in investment expenditure;

4, in the direct monetary sphere, the money supply was to be controlled in
order to reduce inflation; interest rates should be attractive for the
saver with the purpose of increasing internal savings (and to avoid

capital flight);

5. the evolution of salaries was to correspond to the aims of employment and
their increase will depend upon the productivity achieved by the

productive apparatus;
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6. price policy would be carried out flexibly and subsidies to production and

consumers would be rationalised;

7. the policy towards the external exchange market would make the exports of

goods and services more competitive;

8. the system of protectionism in relation to foreign trade and export
incentives would have to be rationalised in order to avoid the
oligopolistic profit rates which protection had made possible in recent

years.

The general requirements in the agreed stabilisation programme with the
IMF were translated into a 10-point "Programme for the Immediate Reordering of
the Economy" (PIRE), announced by the new government administration, which

began to operate in December 1982. Its outline was as follows:

"_ A cut in growth of public spending and an austerity budget which will

merely 'maintain public services at an essential minimum’'.

- Protection of employment. Job-creation programmes in depressed
areas. Investments channeled into labour— rather than capital-intensive

projects. Priority access to credits and foreign currency for firms that

maintain or increase employment, Workers and bosses to be asked for
'moderation’' in wages and profits. Price controls on a basket of basic
consumer goods to protect working-class 1living standards. Other

subsidies to be diverted to this end.

- Investment to be stepped up in productive, priority projects already

undervay. In other cases, investment to be cut back or eliminated.

— New norms to improve discipline and honesty in public spending.

- Protection of programmes that bring basic foodstuffs to the needy.
Measures to fight speculation. Rationalisatlion of state intervention to

make sure resources are used by sectors for which they are intended.

- 1Increase in public-sector earnings and fiscal reforms to bring in more
revenue. An increase in the prices of public-secter goods and services,

particularly those used by higher-income groups.
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- Credit to be channeled only to productive ends. The bank
nationalisation is 'irreversible', but it should belong to the people, not
to a new minority of leaders. Bank resources not to be used te further
political ambitions or line the pockets of their managers. Interest
rates to attract savers, and efficiency in banking to keep down the costs

of credit.

-~ The return of the exchange market to the sovereignty and monetary
authority of the state. The exchange contrel system to be 'realistic and
functional'. Irrational subsidies to be eliminated, and strict import

controls maintained.

- Restructuring of the federal public administration to make it more

efficient.

- Constitutional reforms to clarify the ground rules for the mixed
economy, strengthen the role of the state and enshrine a democratic

planning system."l9

The PIRE, being a short-term programme, is inserted into a general
development plan that aims to obtain structural changes in economy and society
in order to improve the imbalances which, up te then could not be corrected:
un—- and underemployment; unequal income distribution; lack of backward
integration of production and in relation to this the insufficient domestic
production of intermediate and <capital goods; low level of export of
manufactured goods; lack in production of basic food and services 1like

potable water, etc.

It was clear, however, that it would be nearly impossible to develop a
strategy which, in practice could be consistent with the correction of each of
the exlsting imbalances, In the light of the financial situation, we may
assume that priority was given to the IMF requirements, The agreed wupon
stabllisation programme was established for a period of three years. The IMF
loan of US$3,800 million would be given in four instalments, which were
conditional on Mexico meeting the policy targets set by the IMF.20 After
the agreement, new forelgn loans from other international institutions to the
Mexican Government were given in installments, in direct relation to the IMF

disbursements. If the IMF would not effect the installment disbursement, they
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would suspend their part also. So, the Mexican Government was obliged to
fulfil the determined targets, otherwise it would have to declare itself
bankrupt.

In concrete terms, the stabilisation programme involved the following
measures. The first policy was to maintain a structural undervaluation of the
peso in relation to the US dollar (see table 35). A dual exchange system was
established with a controlled rate for financing the import of most of the
inputs needed for production and the free exchange rate for the remaining
transactions. Both, however, were official exchange rates; the former
remaining at a lower level than the latter, and in fact the free rate was
restricted and regulated by the Central Bank. A daily "slide" in the
devaluation was necessary to maintain the currency in a favourable position to
the US dollar. Another stabilisation measure was the abandonment of price
controls over more than 5,000 goods and their reduction over another 300. The
latter, however, rose in almost the same proportion as the others, because
government subsidies had fallen. At the same time, prices and tariffs of

government services rose faster than the expected inflation rate.

Table 35. Evolutlon of foreign exchange rates and prices

Year Exchange rate Wholesale price 22.77x(3/4) Under- or over-—
(peso per US$) index valuation of
peso currency

Free Controlled Mexico EEUU Free Controlled
(1) (2) (3) (4) (5) (l75)  (%/5)
1978 22.77 100.0 100.0 22.77 100.0
1979 22.80 118.3 112.6 23.92 45.3
1980 22,95 i47.2 128.4 26.10 87.9
1981 24,51 183.3 140.2 29.77 82.3
1982 57.18 286.1 143.0 45,56 125.5
1983 150.29 120.17 593.2 144.8 93.28 161.1 128.8
1984 185.19 167.77 1 010.4 148.3 155.14 119.4 108.1

Source. GCEPAL, 1985, op. cit., table 20.
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Interest rates in bank deposits were moved upwards to a level which would
imply a real bhenefit for the saver (after inflation) and avoeid capital
flight. The resulting interest rate, however, was too high for the then
prevailing economic situation. The total outstanding credit of the bank
system consequently declined by 20 per centZl in real terms in 1983, a

tendency which continued and strengthened in 1984.

The economic logic behind these measures was to stimulate eXports and
diminish imports, producing a surplus in the trade balance which would be
necessary for paying the foreign debt services. The reduction of the
subsidies on consumer goods and increasing prices and tariffs should have led
to a better current account 1in government finances. But each of these
policies caused a push in the inflation dynamic (cost-inflation), and so had
to be corrected by other measures. For example, the money supply was kept
significantly below the increase of GDP at current prices and showed a
contraction of 25 per cent in real terms in 1983 while it stayed nearly
constant 1in 1984.22 A minimum wage increase far below the iInflation rate
was another policy applied to counterbalance the cost-push the other measures
were causing. TIn 1984 it was calculated that real minimum wages had fallen 38
per cent hbelow the 1976 level.23 Finally, the public se.ctor financial
deficit had to be reduc‘ed drastically (down to 3.5 per cent of GDP in 1985).

In the sphere of socio-economic relationships and power-group structure,
important measures were alsc taken. The "old" owners of the nationalised
banks were indemnified. Afterwards, in order to compensate the
indemnification costs and to obtain extra revenues, the government began to
sell nearly all the stocks of private enterprises which were the property of
the banks and, in addition, offered shares of the nationalised banks to the
publie. In order to stimulate the economy, and especially exports, the
regulation cof foreign investments was made less strict, authorising foreign
ownership of companies in Mexico wup to 100 per cent, fulfilling certain
requisites, as, for example, the criterion of lack of capacity by Mexican
enterprises to manufacture the products foreign companies planned to produce

in the c:::mm:ry.z4

The principal objective of all these measures ultimately was the reduction
of the public sector financial deficit and a surplus in the trade balance,
enough to pay the forelgn debt services obligations of the country. The
reduction of the public sector deficit in the propertions the IMF had required
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seems to have been one of the main stumbling blocks in the negoi.:iation.25

But the final agreed upon reduction scheme in public sector deficit in the
three years of the stabilisation period and the amount of the necessary
surplus in trade balance, depended not only upon domestic policy measures. On
the contrary, it turned out that domestic policies had to correct more and
. more the consequences of the movement of (principally) three international

economic variables.

The first variable was the international oil price. As more than 70 per
cent of Mexlcan exports and 33 per cent of public sector revenue depended on
the income from oil sales, decreases In the oil price immediately affected the
financial situation of the country. For example, assuming a constant export
volume, an o0il price decline of US$1 per barrel meant a reduction of foreign
currency income of about US$500 million per year. The second variable was the
international interest rate (prime-and-libor rate). Since more than 80 per
cent of foreign debt was contracted under fluctuating interest rates, this
would have an impertant impact on the foreign debt service payments. It was
calculated that a 1 percentage poeint variation in international interest rates
corresponded to an amount of pS$571 million annually which the country would
save or have to pay according to the direction of the variation.26 Last,
but not least, the rescheduling negotiation results which were obtained in
relation to the short and medium-term foreign debt and, in addition, the
degree of success in bettering the debt service conditions for Mexico (e.g.
grace period, commission, percentage over libor or prime rate) could be
considered as the key variable, under which the results of the' other variables
were judged., After the last rescheduling of the foreign debt structure in
March 1985, a new scheme was reached of yearly increasing service payments
(see table 35), In 1983 and 1984 the scheme still had the support of new
public sector foreign borrowing, which according to the IMF agreement, had to
be reduced in the following years. This meant in fact, that the surplus on
the trade balance should be sufficlent to cover the needed foreign currency in
order to pay the debt services. It was estimated that between 45 and 50 per
cent of export—-income would be available for this purpose in the following
years. The basis for this estimate was the supposition that real exports
would increase more than imports, particularly because the peso would be kept
undervalued whereas the internal market would remain In a state of
contraction. Both factors were expected to stimulate the export of non-oil

products, including non-factor services income from tourism and offshore
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assembly activities, Thus, In fact, the surplus in the trade balance reached
in 1983, the year of major economic decline, was taken as a base which, it was

supposed, would be reached in the coming years.

Table 35. Proijected service pavments on external
debt, April 1985 (US$ '000 million)

Year Total debt Interest Amortisation
service payments
1983 12.9 10.4 2.5
1984 16.4 11.9 4.5
1985 1l4.4 9.8 4.6
1986 15.2 15.0 0.2
1987 16.2 9.7 6.5
1938 19.7 15.6 4.1
1989 21.5 15.5 6.0
1990 23.2 15.9 7.3

Sources, Calculations based on CEPAL, 1985,
op. cit.,, table 14; World Bank,
1984, op. cit,, table 11; "El
mercado de valores", 1984, 15 abril,
op. c¢it., tables 1 and 13.

The dynamic and the correlation of the principal national and
international economic variables demonstrated the expected trade surplus to be
overly ambitious. It became clear that it was impossible to combine, at least
in the short term, a satisfactory economic growth which would be able to
absorb the yearly growth of the labour force, with the determined amounts of
forelgn debt services payments. International oil prices, which had begun a
declining tendency from mid-1981 onwards, reached particularly low levels in
the first six months of 1985. In that last half year, reduction in oil export
volume and prices signified a loss of about US$1,700 million in foreilgn
currency income for the whole of 1985, which would only to a certain extent
(about US$1,000 million) be compensated by the falling international interest
rates and the consequently lower foreign debt service payments.z7 As a
result, the surplus of the merchandise balance which both in 1983 and 1684 had
reached the considerable sum of US$14,000 million (see table 36), began to
diminish from the second half of 1984 onwards. This was originated not only
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Table 36. Current account balance, 1981-84 (in US$ '000 million)

1981 1982 1983 1984
Merchandise exports 19.4 21.2 22.3 24.0
- Petroleum (13.3) (15.6) (16.0) (16.6)
— Non-~petroleum (6.1) (5.6) (6.3) (7.4)
Non-factor services exports 9.7 6.0 4.0 6.0
— Assembly industry {1.0) (0.9) {(0.8) (1.2)
TOTAL EXPORTS 29.1 27.2 27.2 30.0
Merchandise imports 23.9 14.4 8.6 11.3
- Consumptlon goods (2.8) (1.5) (0.6) (0.8)
- Intermediate goods (13.5) (8.4) (5.7) (7.8)
- Capital goods (7.6) (4.5) (2,.2) (2.8)
Non-factor services imports 10.4 7.4 4,2 5.0
TOTAL IMPORTS 34.3 21.8 12.8 16.3
Trade balance =5.2 5.4 14.4 13.7
Net factor income -7.5 -10.6 -9.4 -10.5
- Interest (-8.3) (=10.3) (-10.2) {(-11.9)
NET TRANSFERS 0.2 0.3 0.3 0.8
Current account balance -12.5 -4.9 5.3 4,0

Sources. World Bank, 1984, op. cit., table 3.1; Banco de México,
Informe anual 1984 (Mexice, 1985), tables 17 and 18.

by the decline in demand in the oil market, but also because the merchandise
balance deficit (excluding oil products) began to show an enlargement at the
same time. The last can be seen as an accompanying factor to the development
of an economy which was struggling to recover from the low point to which 1t
had fallen. The general contraction of the economy, the foreign exchange
control and import restrictions, meant that in 1983 imports had fallen to a
level which was no more than 37 per cent of the total import value in 1981 (in

absolute figures this reduction was about US$11,000 million). On the other
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hand, the contraction of the domestic economy and the undervaluation of the
peso had given a boost to the export of non-o0il preducts, particularly in 1983
and 1984. In the latter year the export value of non-o¢il preducts had grown
by more than 20 per cent in comparison with the level reached in 1981, 1In
absolute terms, however, this percentage corresponded to “only" US$1,500
millicn, which was no more than a reflection of the ocil-dependent export
structure, created in the earlier years of the o0il boom. It is important to
stress that in both processes (declining imports and increasing exports) a
similar explanatory variable was involved; the contraction of the domestic
economy. Taking into account the high dependence of the Mexican production
structure on the importing of intermediate inputs, two main effects could be
observed on the trade balance, at the moment when final demand began to grow
anew. On the one hand, the imports of intermediate inputs necessary for
production increased, particularly the more sophisticated inputs. On the
other hand, the export of some basic Intermediate inputs which the country
started to produce in the 1970s, such as steel, petrochemicals and cement,
diminished in order to supply the newly-growing domestic demand.

These two effects on the trade balance as a result of a very weak econonic
recovery in the latter months of 1984 and early 1985, and in addition some
negative exogenous elements, such as growing protectionism applied by some
developed countries, implied a worsening of the non-oil merchandise balance, a
fact which strengthened the negative effects proved by falling oil prices and

demand.

The above-mentioned fluctuation in production and external commerce over
1982-84 provoked a disproportional reaction in the financial sphere. Capital
flight, which in fact never disappeared after 1981, 1intensified and in the
first months of 1985 had increased by US$§2,000 million.28 Thus, relatively
small modifications in wvariables determining the balance of trade could not be
accomedated by the economic system and, on the contrary, were. highly
destabilising, not only in the monetary sphere, but also in the real one. The
principal reasons for the unstable economic situation were the mandated annual
amount of foreign debt service payment. The "payable" amount of forelgn debt
services corresponded to the trade balance surplus reached at a moment of
economic recession., There was no possible margin left for flexibility in the
obligatory amount which could he employed 1f the economic situation should
change, In such circumstances, a (small) contraction in trade balance surplus
is immediately translated into growing speculation and capital flight,

attempts to benefit from imminent currency devaluation. After devaluation,
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the consequent higher costs of foreign debt service payments in terms of
domestic currency, have to be paid through a reduction in other expenditure
categories of government, such as investments. In addition, in order to limit

the devaluation caused inflation-push, outstanding credit has to be restricted.

It can be concluded that the real and monetary spheres had entered into a
strong inter-relationship. On the other hand, it seemed that the only way out
of the labyrinth of stagnation was in maintaining the iInternal demand in a
contracted state, while at the same time promoting the export of non-oil
products. The latter would find support in the increasing foreign investments

entering the country, conditioned by an export-oriented production.

With the purpose of stimulating the export of non-oll products, several
programmes and policy strategies had been formulated, from fiscal incentives
and credit preferences, to the right to tariff-free merchandise importation of
up to 30 per cent of export value.29 If it 1is true that the plans and
programmes had taken into account all aspects of existing imbalances in
socio-economic structure, the hypothesis can be presented that the dominant
policy line was to d4ncrease as quickly as possible the export of non-oil
products. Since up to then the economic agents in international commerce had .
mainly been the big (multinational) enterprises, it can be supposed that they
were, at least in the short term, the principal beneficiaries of these

policies.30

As was mentioned before, one of the principal points of the IMF agreed
upon stabilisation programme was the reduction in the financial deficit of the
public sector from about 17 per cent of GDP in 1982 to a projected 3.5 per
cent in 1985. The main arguments behind this criterion were: the necessary
diminishing of govermment involvement in the economy in order to give more
possibilities to the supposedly more efficient private sector; the reduction
of the public sector share in the capital market; and the reduction of
inflation by causing a contraction of demand. Complementary, public sector
expenditure, especially in investments, would take place on the domestic

market, trying in all cases to avoid imports.

Analysing the development of government expenditure from 1981 onwards, a
considerable rise can be observed in 1982, reaching the level of 47.8 per cent

of GDP (see table 37). This was caused particularly by the sharp increase of
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Table 37. Public sector income and expenditure, 1982-85 (% of GDP)

1981 1982 1983 1984 19851

Iotal revenue (a+b)} 27.7 30.2 34.4 32,2 34.3
{(a) Federal government 16.9 16.3 18.6 16.8 15.8
Petroleum revenue2 (4.0) (4.9) (6.8) (5.8) {(5.7)

Tax income (12.1) (10.3) (20.7¢( (10.2) (9.7)
Non-tax {(1.1) (1.1 (0.8) (0.4)

(b) State owned enterprises 11.6 13.9 15.8 15.4 15.5
Total expenditure (c+d+e) 42.5 47.8 43.3 39.3 36.4
{(c) Current expenditure 26.7 34.7 34.5 31.1 29,2
Wages and salaries 7.6 8.3 7.0 6.4 5.3
Interest payments 5.2 8.7 12.7 10.5 9.6
Current transfers 4.9 6.5 3.5 2.6 4.6
Other expenditures 9.1 11.2 11.3 11.6 9.7

(d) Capital expenditure 14.0 i0.8 1.7 6.4 6.2
(e) Miscellaneous expenditure 1.8 2.3 1.1 1.8 1.0
Financial intervention 1.3 1.4 0.6 1.3 1.0
Current savings (=).8 -)6.8 =-31.2 =-)0.7 1.1
Deficit 14.8 17.6 8.9 7.1 5.1
Domestic financing 7.5 14.2 5.9 5.9 4.7
External financing 7.3 3.4 3.0 1.2 0.4

1 Projection of public sector budget made by the government in December
1984, without taking into consideration falling oil revenues and additional
austerity measures which emerged during 1985.

2 This petroleum revenue of the Federal Government does not cover the
petroleum revenue concept of table 24,

Sources., World Bank, 1984, op. cit., tables 2 and 5.1.l1; Banco de México,
Informe Anual (1982, 1983, 1984), op. cit.,; Comercio Exterior,
Jan. 1985, pp. 15/23; El1 Mercado de Valores, 1984 op. cit., pp.
1252-1264.
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current expenditure in interest on public debts and transfers to private and
public sector enterprises to support them in the cash flow difficulties after
the various devaluations. Afterwards, however, with the application of the
agreed upon stabilisation programme, public sector expenditure fell to 39 per
cent of GDP in 1984. Particularly in capital expenditures, considerable cuts
took place in public fixed investments, reaching in 1984, in GDP terms, half
of the 1981 level (6.4 per cent and 14 per cent respectively). The current
expenditures, which in 1983 had suffered important increases in interest
payments (from 8.7 per cent of GDP in 1982 to 12.7 per cent in 1983), in 1984
and particularly in the projected expenditures for 1985, would be reduced by
more than 4 percentage points of GDP. Contributory factors had been the
stabilising international interest rates and the reduction in wages and
salaries by cutting more than 100,000 work places in the public sector.
Additionally, current transfers to state-owned enterprises could bhe kept
limited, mainly because the tariffs of thelr products and services had been

increased.

On the income side, from 1981 to 1983 an important increase could he
observed in public revenues, produced by increases in the prices of public
sector services and production above the general inflatiocn level., Reduction
of direct tax income as a result of declining economic activity, was
compensated by higher value-added tax. Finally, oil revenues received by the
government fluctuated strongly. The devaluation and the undervalued peso
raised these revenues; instability in the international oil market and
falling prices, however, reduced the government's 0il revenues by half since
1983.

The reduction of expenditures and the increase in revenues meant that the
financial deficit of the public sector fell from 17.6 per cent of GDP in 1982
to 7.1 per cent in 1984. The latter, however, Wwas higher than the IMF
approved level for that year of 5.5 per cent. Whereas in the first half of
1985 international oil prices declined further, which in the public sector
finances could not be compensated by the declining Interest rates, additional
austerity measures were declared by the government in order to reach the
reduction in financial deficit of no more than 3.5 per cent of GDP in 1985.
Transfer to public sector owned enterprises were to be cut further and about
100,000 jobs were to be eliminated in the public sector; 236 state-cwned
enterprises would be sold to the private sector. Complementary money supply

was to be cut in order to reduce inflation, which in 1984 was 59 per cent, 19
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percentage points above the level which was established for that year in the
stabilisation programme. This, however, would give an upward push to domestic
interest rates, provoking higher payments for that concept by the government.

Austerity measures in the other areas mentioned had to compensate this effect.

The decline in expenditures implied an enormous reduction in the final
demand exercised directly and indirectly by the public sector. However, it

makes it difficult to measure exactly the net effects on national production.

The variables which table 38 contains give a first. approximation and
quantificaticn of these effects. Observing public secter expenditures,
excluding debt service payments, these fell to about 70 per cent of the level
reached in 1981. Considering the three years 1982-84, the accumulated debt
service payments corresponded to about 25 per cent of the GDP in 1984 and 17.5
percentage points of these 25 per cent were originated by the foreign debt

service increase,

In the last two years, however, the internal debt service payments became
more important, due to rising domestic’ interest rates. The latter was caused
to a certain extent by a monetary policy of reducing money supply on the one
hand and on the other hand, by the government policy of trying to cover a
steadily larger part of its financilal needs through state certificates. These
certificates operate directly on the capital market and produce a
significantly higher interest rate than regular bank deposits, particularly at
moments when devaluations are expected. Thelr function was to increase the
attraction of capital from the money market. So, for instance in mid-1985,
differences of more than 10 percentage points31 could be observed in favour
of these certificates (CETES) representing an extra expenditure on domestie

interest payments for the government.

In the light of the above, while it is true that the rise in debt service
payments signified an enormous burden on govermment expenditures, the key
discussion was not the capability of the public sector to pay the foreign debt
service payments. As was mentioned before, the principal reason for the
unstable economic situation was the yearly need for net foreign currency
inflow in order to pay the contracted amount of debt services. Naturally, the
latter had its secondary effects on the financial situation of the public
sector, particularly after devaluations of the peso, which immediately
increased debt service amounts in very significant proportions. This

happened, for example in July 1985.
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Table 38. Public sector debt service payments
(in constant 1970 bn pesos)

Accumulated
differences with
the respective
1981 valuel

1981 1982 1983 1984 (1982-84)
1. GDP 908.8 903.8 856.2 885.9 (-)80.3
2. Public sector expenditure 386.2 432.0 370.7 348.2 (-)7.7
3. Debt service public sector 81.5 184.5 159.8 129.5 229.3
— Per cent of (2) 21.1 42.7 43,1 37.2
4, Foreign debt service
public sector 24,7 121.02 60.4 48 .4 155.7
- Per cent of (2) 6.4 28.0 16.3 13.9
5. Public secter expenditure
debt services {(2-3) 304.7 247.5 210.9 218.7 -237.9
- Index 100 81 69 72

1 calculation formula: -

[(Valuegy - Valuegy) + (Vg3 - Vg1) + (Vg4 - Val)]

2 Thirty per cent of public sector foreign debt service in 1981 corresponded
to commission and other expenditure costs in relation to foreign debt
restructuring efforts.

Sources. Calculations based on: Sistema de Guentas Nacionales de México,
1981-84; Comercio Exterior, Jan. 1981, pp. 14-19, Jan. 1984, pp.
20-27, Jan. 1985, pp. 15-23; CEPAL, 1985, op. cit., table 13.

The considerable reduction in public sector expenditure, excluding debt
service payments, had its effects in nearly all expenditure categories, in
spite of the fact that some of them had been given a strategic

32 The cuts in the subsidies to state-owned enterprises was

classificatioen.
accompanied by riging prices in basic-needs goods. The social role of the
government in providing education, health services, etc., to the population,
suffered significant finaneial restrictions. Complementary, fixed investments

in social sector benefits, communications, industrial activities, etc., made
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by the public sector, had fallen in 1984 by more than 40 per cent (in real
terms) in comparison to the level it had reached in 1981 (see table 39). In

other words, this meant a return to its 1972 level,

Table 39. Fixed investments, 1981-83 (in per cent)

Annual growth rates Composition

1981-82 1982-83 1933-84 1981 1984

Total investments -15.9 =27.9 5.4 100.0
Public sector investments =-14.2 -32.5 0.6 43.4 39.6
Private sector investments -17.3 -24.2 8.8 56.6 60.4
Index
1981 1982 1983 1984
Total investments . 100.0 84.1 60.6 63.9
Public sector investments 100.0 85.8 57.9 58.3 -
Private sector investments 100.0 82.7 62.7 68.2

Source., Sistemas de Cuentas Nacionales de México, 1981-184, op. cit.

Private investments declined In nearly the same proportion as public
investments, at least in the first years of the recent crisis, 1982-83. The
contraction of demand in the internal market and the increased service
payments on foreign debt, produced a critical cash-flow situation in many
enterprises, while bank loans were nearly unavalilable. Nearly all the loan
capacity went to the public sector for financing 1its budget deficit;
additionally, a restrictive money supply policy was followed. Ancther
contributory factor to the low investments was the general political

situation, which was considered unfavourable by the private sector.

It appears that the worst years of the economic and financial crisis were
1982 and 1983, Although 1984 cannot be considered as one of economic

recuperation, at least the first signs had revealed stabilisation of the




- 66 -

downward movement, particularly because the money supply had been enlarged.
Private sector investments started to grow anev. But, as was explained
earlier, this also meant that imports began to grow, a fact which was
incongruent with the established level of foreign debt service payments.
Thus, a mnew contraction of economic growth had to be initiated by a
devaluation of the peso and a very strict money supply policy, which implied
that only 10 per cent of new deposits were available to be lent to the private
sector. The monetary policy, however, had 1less effect on foreign
investments. The new confidence created by foreign investors, the "open-door"
policy in terms of regulation of foreign investment and a determined strategy
of the government to attract new investments from abroad, gave a new impulse
to these investments. It was estimated that foreign investments would again
reach in 1985, after three years of low "activity", the level of 1980-81
(about US$1,500 million). Likewise, the offshore assembly industry also began
to reactivate its production, doubling its value added in Mexico between 1983
and 1985 from US$828 million to US$1,900 million.>> Contributory factors
were the devalued peso, the downward-headed salary cost, and the expanding

United States economy in the past two years.

The real level of GDP reached in 1981, in the best of cases was expected
to be re-—attained at the end of 1986. The strong reduction in the final
demand variables, such as public and private investments, public sector
current expenditure, and the buying power of salaried workers, caused the
decrease of GDP in 1982 and 1983 by 0.5'and 5.3 per cent respectively (see
table 40). Most affected were the construction, manufacturing and commercial
sectors, whereas the agricultural and other services sector still revealed
some growth tendencies in 1982 and 1983. In the case of the agricultural
sector, growth was particularly due to the favourable climate in those
years.34 The decrease in the manufacturing sector would have been still
greater, if the government had not reduced its acqulsitions from abroad to a

minimum in order to support domestic enterprises.

Within the industrial sector, it could be observed that the crilsis had
quite different consequences at the branch level, Branches which continued to
grow were petrochemicals, chemicals, mining (metallurgical) and food
processing. On the other hand, those who suffered most {(apart from
construction) were automobiles, household electronics, textiles and garments,

and footwear (see table 41). The first branches were mainly those which the
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Table 40. GDP — Annual growth, 1981-84
(in per cent)

1981-32 1982-83 1983-84
Total -0.5 -5.3 3.5
Agriculture -0.6 2.9 2.4
Mining 9.2 -2.7 1.6
Manufacturing -2.9 -7.3 4.7
Construction =5.0 -18.0 3.7
Commerce ~-1.9 -10.0 2.7
Transport -3.8 -4.8 5.7
Other services 3.8 1.0 3.0

Source., Sistema de Cuentas Nacionales de México,
1981-84, op. cit., 1985,

government had encouraged from the 1970s onwards In order to create relative
(intermational) advantages. The latter branches enjoyed a relatively high

labour-intensive production process.

As a consequence of the above-mentioned decreases in production levels in
principal sectors and branches of the economy, the employment situation
deteriorated considerably over the years 1982-84. In the first place, it was
estimated that In the construction sector about 400,000 jobs were lost between
1981 and 1984; 350,000 more jobs fell into a situation of underemployment
within the construction sector.35 In manufacturing branches such as the
automobile, domestic appliances and textiles and garments industries, a
significant number of Jjobs were cut. In the whole manufacturing sector the
number of jobs declined by 219,000, notwithstanding the fact that offshore
assembly employment rose by 77,000 (see tables 42 and 43). The job losses in
both the construction and manufacturing sectors were counterbalanced by
increases in agriculture and service activities. These latter, however, have
the characteristic that a high percentage of their occupied workforce (between
50 and 60 per cent) work in conditions of underemployment (see Chapter 1). 1In
other words, more than half of new employment generated in these two sectors
corresponded to the underemployed segment. This means that, together with the
transformation in the construction sector, the underemployment category had

increased by about 750,000 te 800,000 workplaces.
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Table 41. Index production volume: Industrial branches, 1981-85
(1981 = 100)

Branches 1981 1982 1983 19841 19852

1. Continued growth

Petroleum and petrochemicals 100 106 107 109 102
Chemical products 100 102 101 107 112
Mining - metallurgic 100 101 107 111 109
Paper 100 102 102 108 113
Food processing 100 105 102 104 108

2. Expected Recuperation in 1985

Beverages 100 103 94 96 98
Construction materials 100 96 85 a5 99
Basic metal 100 91 88 95 101

3. Recuperation after 1985

Textiles and garments 100 91 87 85 92
Household electronics ! 100 89 72 60 65
Automobiles 100 79 49 62 76
Other manufacturing3 100 97 83 89 94
Construction 100 95 gl 84 88
Total manufacturing 100 97 a8 93 99
Total Iindustry 100 98 90 95 100

1 preliminary.
2 Estimates.

3 Includes: machinery and equipment, wood products, graphic industry,
shoe and leather, etc.

Source. BANAMEX: Examen de la situacién econémica de México (Mexico),
July 1985, table 2.




- 69 -

Table 42. Employment and economically active population, 1981-84
(in thousand persons)

1981 1982 1983 1984

EAP : 22 750 23 456 24 183 24 933
Salaried employmentl 20 043 19 863 19 572 20 100
Agriculture 5 189 5 035 5 245 5 473
Mining and oil 263 270 267 270
Manufacturing 2 543 2 485 2 309 2 324

Offshore assembly (130) (122) (151) (207)

Other (2 413) (2 363) (2 158) (2 117)
Construction 1 881 1 785 1 420 1 473
Services 10 167 10 288 10 331 10 560
EAP — Salaried employment 2 707 3 593 4 711 4 833

1l Ssalaried employment is those Jjobs which generate direct income to

the respective persons. The method of calculation is via an estimation

of the number of workplaces (and not via the principal activity of the

workers). This implies a certain level of over-calculation. On the

other hand, Jobs without a salary are not considered.

Source. Calculations based on CEPAL, 1985, op. cit., table 18; World
Bank, 1984, op. cit., table 12.

Table 43. Employment annual growth rates and labour force absorption,

1981-84
Labour force

Growth rate (%) growth and

absorption

(in '000s)
1981 1982 1983 1984 1981-84
EAP 2.1 3.1 3.1 3.1 2 183
Salaried employment 6.6 -0.9 -1.5 2.7 57
Agriculture 5.9 -3.0 4,2 4,3 284
Mining and oil 9.7 2.6 -1.3 1.1 7
Manufacturing 5.2 -2.3 -7.1 0.6 (-)219
Offshore assembly 9.6 -5.9 23.2 37.2 (77)
Other 5.0 -2.1 -8.7 -1.9 (-)(296)
Construction 11.5 -5.1 ~20.4 3.7 (-)ao08
Services .o 1.2 0.4 2.2 393
EAP Salaried employment . 32.7 31.1 2.6 2 126

Source. Ibid., table 42.
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Whereas the labour force absorption in these three years in net terms had
not increased, on the supply side the labour force was increasing yearly by an
average rate of 3.1 per cent, or about 700,000 to 800,000 persons. Over these
years this meant an increase of 2.1 million, As in 1981, it was calculated
that the unemployment rate had declined to 4.5 per cent of EAP with an
underemployment rate of about 41 per c:eru:,36 in 1984 both figures might have
reached the respective levels of ¢ and 45 per cent. There are other estimates
which calculate a higher EAP growth rate for the 19809..37 This implies the
presence of an increasing hidden unemployment, which may have attained a 3
percentage point rise between 1981 and 1984. Independent of which of the
calculations is the correct one, 55 per cent of the additional EAP are in
employment conditions inadequate for a dignified living and reproduction level
in the context of the possibilitles of the country. In absolute terms, this
percentage represented about 14 million persons in 1984, which signified an

increase of about 3.5 million in comparison with 1981.

The sector which lost the highest number of jobs in this period was
without doubt the construction industry. Of the 70 per cent of jobs lost in
the construction industry, together with those which were transferred to the
underemployment category, 75 per cent was due to the reduction in public
sector investment. Private investment is less "construction-intensive”, and
jts contraction had a relatively lower repercussion on construction
activities. In view of the employment consequences of the cut in government
expenditure, particularly in investments, the govermment began to carry out
urgent employment programmes from the second half of 1983 onwards. At the
same time it sought to make more labour-intensive the Iinvestments vwhich were
carried out. Although exact data are not available for evaluating the results
obtained from these employment policies, a first approximation indicates that
up to 1984 the net employment effects had still been limited. The general
schemes of public investment are not sufficiently flexible to make them more
labour-intensive: all the necessary investment in oil-exploiting activities
have to be considered as fixed in their technology choice, at least in the
short-term, and the main share of public investment goes to the ©0il sector.
The emergency employment programme's fixed targets of 400,000 new jobs per
year could only be carried out if the available investment amount were three

or four times that which was really spent.s8
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In the manufacturing sector, particularly the durable and semi-durable
consumer goods-preducing branches, such as textiles and garments, shoes and
leather, household electronics, automobiles, suffered important setbacks, with
the exception of those enterprises which had access to the external market.
The sharp drop in the internal market caused by the considerable reduction in
real buying power of the mass of population (a decrease of about 40 per cent.
of real minimum wages) and the growing un- and underemployment, was the first
reason. Another reason was the emerging 1liquidity problems of many
enterprises after the various devaluations and the lack of available credit
lines, which could have compensated up to a certain extent the difficult
financial situation prevailing within the enterprises. The micro and small
enterprises especially had little access to the existing credit lines. Their
financial situation also worsened in relative terms in comparison with big,
mostly transnational enterprises, because the new mechanisms of govermment
support which were created in order to help the enterprises in their financial
problems favoured the latter. One example was the case of the
government-created system of risk-protection against devaluation of currency.
Enterprises which had foreign debt could deposit their debt in the Central
Bank, which transformed the debt into a peso-loan. In practice this mechanism
resulted in an ongoing lending from abroad by principally transnational
enterprises, which could obtain relatively easy credits from their
parent-company or from the latter's related foreign banks, In fact, these
enterprises did not suffer from the 1limits on credit granting, which the
restricted money supply implied. Not so for the micro and small enterprises,
which did not have these facilities. Thus, the former obtained important

advantages.

The consequences of the shrinking internal market for mass products and
the drastically deteriorating situation of micro and small enterprises
diminished employment-generation capacity in the manufacturing sector, which

is shown in tables 42 and 43.

As can be observed, it was the agricultural sector and aggregate service
sector which could increase labour force absorption., The rise in employment
in the former was mainly due to the favourable climatic circumstances and,
additionally, because agricultural activities constitute a refugee option

particularly for those people working in the construction sector.
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In the "big" service sector, the various sub-branches did not experience
the same movement in employment generation. The cemmercial branch, for
instance, considerably reduced jobs, at least in the "formal" category. On
the other hand, the public sector revealed an important increase in its labour
force absorption,39 which was able to counterbalance the reduction in the
other service branches {at least up to 1985). In that year the austerity
measures forced a reduction of about 100,000 work places, Another
contributing factor in the expansion of the labour force in the service sector

was the same as in agriculture: the refugee function of informal activities.

Special reference 1is required regarding the export promotion-related
activities. As was shown in table 36, manufactured products increased their
share of total exports (including non-facter services) from 6.1 per cent in
1981 to 7.4 per cent in 1984. The considerable past devaluations and the
continuing devaluation of the Mexican peso, in combination with the reduction
of domestic demand, were contributing factors to this behaviour. But, as
became clear after the 1976 devaluation, only a small segment of the
enterprises have the capacity to expand their external market. For example,
the automobile industry, which suffered the “contraction of the internal
market, was able within two years to reorient its production to the external

market.

As part of the policy strategy of export promotion, the government support
to offshore assembly activities has to be mentioned. These were given the
possibility of selling up to 20 per cent of their production on the domestic
market. Additionmally, an extensive support programme was provided in terms of
providing infrastructure, special credit conditions and tax incentives, etc.,
to the United States border region in 1985.40 Up to 1984, a significant
increase of about 70,000 jobs was obtained in offshore assembly industry (see
table 42). However, it is still not clear whether this growth in assembly
activities corresponded to a change in transhational enterprise strategy in
order to invest more in the border region in the near future, due to
structural factors both in the Mexican economy {e.g. value of the Mex-peso)
and the United States economy (e.g. restructuring from snow belt to sun
belt). However, 1in the national context, between 1981 and 1984 direct
employment was created in the assembly activities corresponding to only about
5 per cent of the EAP growth over those years, whereas the indirect emplcoyment
effects on the Mexican side of the border can be estimated as relatively

small.41
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The general employment situation not only suffered a quantitative
deterioration as was shown above, but also a qualitative one. The GDP per
capita fell by 10 per cent between 1981 and 1984. But worse still, the
participation of total salary-mass in GDP decreased from 38 per cent in 1981
to 27 per cent in 1984.42 This decrease of salary-mass participation was
mainly due to the sharp fall in real income of the working class in general

and of a significant segment of the middle class,

2. Employment perspectives for the coming years

The employment perspectives for the coming years may depend to a certain
extent on external variables such as intermational oil prices and interest
rates. But also the political' declsions of government have to be considered
as fundamental for future employment development. Therefore, three possible
political scenarios will be developed, and in each of them the employment

perspectives will be analysed.

The first scenario is the continuation of the tendency of the principal
policy lines followed from 1982 onwards and which can be identified as the
model of economic reactivation through exportation. This model is based on
the following elements: (i) the trade halance éurplus has to be large enough
to fulfil the forelgn debt service obligations according to the negotiated
rescheduling scheme; (ii) the public sector will not expand foreign loans;
(iii1) public sector financial deficit will be kept under 5 per cent of GDP;
(iv) decrease of public sector expenditure as a percentage of GDP; (v)
liberalisation of import restrictions; (vi) retirement of the government from
its direct productive activities (state enterprises); (vii) free foreign
currency exchange; (viii) minlmum wage increases Kkept under the inflation
rate; (ix) indiscriminate application of the foreign exchange risk security
system for private enterprises; (x) elevated domestic interest rates and

reduced credit availability.

This scenario demands that in coming years a growing trade balance surplus
be reached in order to fulfil foreign debt-service obligations. This can only
be obtalned if exports grow faster than imports. Currently, these obligations
correspond to 45 to 50 per cent of export income. Given the fact that
international o0il prices are déclining and that non-oil exports are starting

from a very low level, internal markets will have to be Lkept restricted,
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because the new export-oriented industries (such as automobiles) have weak
backward linkages. Under these constraints, the reactivation of the national
economy will be at a rate of no mere than 1 or 2 per cent annually in the next
five years. Additionally, if internmational oil prices drop or interest rates
rise, it will immediately cause economic and financial instability,

originating capital flight and domestic price pushes.

The other policy components (iii) to (x), have as a common element the
reduction of governmment involvement in the economy. As was explained in
Chapters 1 and 2, employment generaticn through the 1970s was to a large
extent the result of direct or indirect government actions. This capacity
will be eliminated almost completely in this scenario. At the same time,
under these policy lines only a small number of enterprises will be able to
increase production and employment. It is those enterprises, mainly
multinationals, which have the possibllity of increasing exportation. It is
important to underline that "possibility” iz not enough here. Exportation
necessarily has to be part of enterprise strategy.43 The other enterprises
whose market is mainly or completely domestic, including the construction
industry, will show hardly any growth. The domestic market will be strongly
contracted because of low buying power and shrinking govermment expenditure,
whereas competitiveness will be increased through import liberalisation. In
addition, the financial liquidity position of these enterprises will be very
difficult, with few possibilities of credits. Finally, the government will
have very small operating margins, especially for emergency emnployment

programmes.

In rough terms, the first scenario implies a satellisation process in the
economy, where only a small number of enterprises in determined branches and
operating in certain geographic areas, will take part in the natiomal growth
process., For example, offshore assembly industry, petrochemicals (primary and
secondary), a segment of the automobile industry, mining and tourism. Most of
those have very weak backward linkages to the national economy and to small
and micro enterprises. Under this scenario the employment perspectives for
the coming years are not very hopeful. With low economiec growth rates and a
reduction of the share of traditionally labour-intensive production processes
such as the construction industry and small and micero enterprises, there will
be relatively 1little mnet new employment generation up to 1990. Yearly,

however, the labour force will increase by about 1 million young people. 1In
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qualitative terms, this scenaric promises a widening of income distributien,
which in Chapter 1 was qualified as still quite unequal., A growing segment of
middle-class people and small entrepreneurs will probably fall to lower income
classes, whereas on the other side, the highest income group of the population
and especially those connected with international financial business, will be

able to raise thelr relative position.

The second scenario can be consldered as basically the same as the first,
with the exception of point (i). This, however, will have important
consequences for the other points. The modification consists of the fact that
foreign debt service payments will be reduced to a level which is half of the
actual one. This level corresponds to a trade balance surplus which can be
combined with an economic growth rate of about 3 to 4 per cent annually.
Additionally, foreign debt service payments of the public secter will be
corrected for fluctuations in international oil prices and interest rates. If
0il prices decrease or Interest rates increase, debt service payments will be
diminished in the same proportion. This implies a sort of international risk
distribution. This model can be gqualified as an economic reactivation

strategy based con domestic market growth combined with export promotion.

Under this scheme, the economy can be given some breathing space and, at
the same time, more stability in the foreign exchange rate, which will help to
avoid capital flight. The reduction in the foreign debt service payments to a
level which is nearly the same as the sum paid in 1981, does not mean that the
country will refuse to pay its debts, only that it will pay a lower interest
rate on it. For the national economy this presents several advantages. At
first glance, monetary and minimum wage policy can be made less restrictive,
maintaining an upper constraint of 4 to 5 per cent annual economic growth.
Supposing the rest of the points mentioned in the first scenario do not
undergo <c¢hanges, this leads to a model of dualistiec and unequal growth
processes between productive sectors. On the one hand, we find the relatively
fast-growing exportation "satellites", as was explained under scenario 1, on
the other hand, the slower growing small, medium and large enterprises which
are supplying the domestic market. They will not be able to benefit much from
an increasing domestic market because the 1liberalisation of imports will
affect their competitiveness. Additicnally, government expenditure does not
grow, 1implying that for sectors such as the construction industry, its

reactivation will be limited.
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Whereas in the 1970s, with a growth rate still higher than 5 per cent,
employment generation was not adequate to absorb total new labour force, it
will be doubtful if in the circumstances of scenario 2 the economy will be
capable of doing so. Moreover, in the 1970s the government was the main
employment generator and it is not very likely that the private sector will be
able to substitute completely in this role. An employment growth rate of
about 2 per cent yearly can be projected under this scenario, which will be

able to cover half of the net yearly influx into the labour market.

The third scenario is based on the philosophy of government invelvement in
economic development, formulated at the beginning of the 1970s. The comncrete
reality, however, is quite different. As was mentioned in Chapter 1, the
government decided to increase its involvement in the econcomy in order to
correct the imbalances which had arisen in the years before, when it appliled a
model of import substitution. In this light, the government started the
production of basic intermediate inputs such as steel and petrochemicals. The
international production parameters, however, changed and apart from the basic
intermediate inputs, other strategic inputs have now appeared, principally
those with a high technology component, such as microelectronics and
biotechnology products. The logical course would be an ongoing involvement of
government in new strategic production areas in order to compensate for the
enormous lack of mnational production of these inputs. Learning from the
errors of the past, this scenarlo foresees the establishment of new production
and gquality norms for public sector activities. Instruments such as providing
venture capital for new private enterprises should ©be developed.
Additionally, special support programmes are contemplated in this context for
micro, small and medium-sized ijndustries. For the latter, special attention
will be given to change the status of the percent offshore assembly Industry.
An important strategy will be to elevate the national imputs share of this

sector, particularly through small and medium size enterprises.

Government's involvement alsoc includes in this scenario the construction
sector. A considerable part of machinery and equipment acquired by
construction companies in the oil boom period is going to rust without any
productive use given to it. The crisis originated an  enormous
underutilisation of these capital goods, which had nearly all been depreciated
before the oil boom hegan to stagnate,44 and 1ln fact these capital goods

were financed by public sector expenditures. The scenario foresees a policy
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line which will make use of these capital goods, paying a relatively small
rent to the respective owners. This gives a new character and possibilities
to the emergency employment programmes, which have to be given a special

impulse in construction activities.

Government expenditure and particularly investments, will be increased.
At an early moment and in order tc give a boost to the economy, a small rise
in public sector deficit up to 10 per cent could be tolerated. Immediately
afterwards, it would have to be reduced by increasing income tax revenue. The

latter, through a drastic correcticn of the unequal income tax system.

In order to protect and stimulate micro and small enterprises, and even
small farmers, credit facilities will be given to these =sectors and
liberalisation of import restrictions will not take place. Instead, an active
price poliecy will be introduced which will have to seek a median between

international and domestic prices.

Minimum wages will be given the necessary increases in order to recover
their real buying power. However, trying to avoid tco great a pressure on
imports, minimmﬁ wage increases will consist to a large extent of a sort of
basic needs bonus, which corresponds to a certain number of products with high

national backward linkages.

In this third scenario, the service payments obligations will be reduced
in the way explained under scenario 2, The basic idea behind this scenario is
to reactivate the economy principally by Increasing production for the
internal market and, if possible, by exportation. But, fundamental in the
reactivation of the internal market is the reorientatien of production
structure, trying teo correct the imbalances created 1In the past. This
reorientation means increasing national backward 1linkages of production
processes towards micro and small enterprises. To this end, the latter will
receive financial and technical govermnment support in order te be able to
produce the spare parts and components under the necessary productivity and
quality norms, in other words, an endogenous development strategy which does
not isolate itself from the internmaticnal context of production, technolegy
and commerce. In terms of employment and production, this scenario should
lead to a production growth which will be approximately the same as in

scenario 2, but employment will iIncrease with growth levels considerably
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closer to those of production, implying that not omnly the 1labour force

increases, but also a small part of actual underemployment can be absorbed.

Clearly, the scenarios mentioned here are simplified abstractions of a
complex interaction of pollcy variables which each scenario signifies. The
developed scenarios reveal, however, that for improving the financial
situation of the country, far-reaching political decisions are required.
These go much further still if employment targets are considered apart from
the financilal ones. Only by applying profound policy measures as menticned in
scenaric 3, can the critical employment situation be improved to a very small
extent, and still many more years will be needed to reduce in a substantial
way the underemployment in the country. If these measures are not taken, un-
and underemployment will go on expanding rapidly, jeopardising the survival of

a growing segment of the population.
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Chapter 4

Concluding remarks

The principal objective of the present paper 1s to show that the current
foreign debt crisis of Mexico, while it has its immediate origins in falling
international o0il prices and rising interest rates, has its fundamental basis
in the economic development model, and especially in the industrialisation
process, followed over the past three or four decades. The import
substitution model applied up to the 1970s aimed basically teo produce inside
the country those products which were imported before, On the international
market, these products had mostly reached their stage of full maturity;
additionally, an important role in the import substitution process was played
by the multinational enterprises, which in most cases, were looking for an
extension of their respective "home'" markets. Thus, the possibllty of
exportation of non-traditional goods was very slight in this context, and in
terms of the balance of payments, the econcmic growth of the country was
supported by the export of the agricultural and mining sector. At the end of
the 1960s it became clear that the exportation of these products had reached
its limit, so new horizons had to be found in the international market of
manufactured products, which were to stimulate the future economic growth of
the country.

'

In order to provide a solid structure to the penetration capacity of the
manufacturing sector in the external markets, government's involvement in the
economy increased enormously, particularly through the production of basic
inputs for industry which, together with the low labour costs and the various
tax exemptions, should constitute the necessary elements establishing a real
exportation platform. This increasing government involvement was financed
principally by growing foreign debt, which took over the traditional role of
the agricultural and mining sectors in the feregeing years. Finally, the

emerging oil boom only postponed the necessary changes,

At the beginning of the 1980s it became clear that not only had the import
substitution model of the 1950s and 1960s failed to facilitate penetration of
the international market, but alsc that the model of the new international

division of labour of the 1970s, based on the relative advantages which
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countries 1like Mexico could provide to multinational enterprises in terms of
low input prices of energy, primary goods, combined with cheap labour, from
now on could not be considered a real option for attaining satisfactory
econocmic growth, which both in a qualitative and quantitative sense would be
able to deal with the social targets of the country, concerning employment and
income generation, as well as a more equal income distribution. The
industrial relocation process from developed to developing countries may have
reached, if not its limit, at least a significantly slower growth rate in the
1980s. One of the reasons for this stagnation of relocation has to be sought
in the accelerated technological inmovations in production processes in the
industrialised countries. These innovations mean a tendency to produce less
energy and material-intensive products, frequently combined with a 1less
lahour-intensive production process. Additionally, 1n wvarious production
processes important advances have been made to reach flexible automatisation
levels, which correspond to a just-in-time manufacturing. That is, slashing
inventories by delivering parts Jjust before production lines need them,1
implying that production of inputs, the assembly of the final product and the
end-markets, cannot be separated by a large distance. These factors could
considerably reduce some of the relative advantages countries like Mexico had
in the former scheme of the new international division of labour.2
Furthermore, the built-up production capacity of basic {nputs for industry,
like steel, petrochemicals, energy, etc., are confronting enormous

overcapacity levels on the world market, and prices are strongly depressed.

So the conclusion can be made that, at least from the point of view of the
external economic relations of the country, the economic development model for
the coming years should not just be based on either the export of primary
commodities or the export of those products which are intensive in cheap
labour and other cheap basic inputs. Without committing itself to autarchy,
Mexico needs to define in which economic branches or products it will develop
production and technology capacity which will ©be able to compete on
international markets. A stronger economic and commercial relationship with
other Latin American countries will be absolutely necessary for this,
particularly in order to avoid a situation where two or more countries

specialise in the same areas.

A new development strategy, however, is necessary not only to reverse the

collapse in the trade balance. Internally, the econcmy has reached critically
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low levels of growth, employment and income generation, and in general the
economic structure has become more polarised between the oligopelistic sector
on the one hand, and the micro and small enterprises on the other. The
financial situation of the latter deteriorated considerably, suffering from
the strong contraction in the internal market and a discriminatory credit
system. In the last decade the government played a very crucial role in
employment generation In the country. After the financial crisis and the
applied stabilisation programmes, its role diminished enormcusly whereas other
economic agents In the economy, which would have taken over this role, were

absent.

It is clear that simple solutions do not exist. The important task
remains of creating the necessary mechanisms and conditions, not only to
stimulate the required economic growth, but alse to work a fundamental change
in economic structure. This change must provide the basis leading towards an
employment and income generation capacity which can at least step the downward

tendency of recent years,

Several pollitical scenarios were briefly described in the foregoing
chapter. 1In the short term, the stabilisation policy has been able to fulfil
the International obligations pertaining to debt service payments. So, from
the point of view of the international financial institutions, the programme
rerhaps can be qualified as successful. Nevertheless, the results have to be
- seen from the point of view of the domestic eccnomic structure and the social
objectives of the nation. The stabilisation policy meant that the costs of
adjustment were carried in a disproportionate way by the weakest groups in the
society; in the economic sphere the danger exists that an important part of
production capacity, which was producing for the domestic market, will
disappear. Furthermore, reinvestment rates tend to be low and capital flight
persists. The continuation of the stabilisation polley strategy applied in
the past few years will result in a tremendous deterioration of the employment
conditions of millions of Mexicans and as a consequence the living and

survival situation of half or three-quarters of the population.

The principal conclusion of the study 1s that in order to include
employment objectives in the stabilisation strategy, the orientation of the
latter have to be modified in a qualitative sense. The starting point of

analysis must be how to improve the economic performance of the country and



- B4 -

reducing the imbalances which had been created in the foregoing decades. As a
function of this strategy of restructuring Iin the real economic sphere, the
financial capacity of the country in the short and medium term can be
determined. The economic and social conditions of the majority of the
population have suffered in the extreme and there is a need for an urgent
reformulation of the principal policy lines. The present work has not given
the details of such an alternative programme; it only hepes to contribute to
the stimulation of a wider awareness of the necessity for a different

stabilisation approach.

Notes

1 See, "Just-in-time manufacturing starts paying off in Us", in
Electronics, 26 August 1985, p. 26.

2 See also, G. Junne: New technologies: A threat _to developing
countries' exports, Seminario Revolucidén Tecnoldgica y Empleo, Mexico, 1984.
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