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I. THE ECONOMIC ENVIRONMENT

(1) Introduction

1. The Mexican economy experienced a severe recession in 1995, following the financial crisis
of late 1994. Although real GDP growth rebounded by 5 per cent in 1996, the overall level of GDP
remains lower than in 1994.1 The most recent recession was also sharper than in the debt crisis of
the 1980s, but recovery has been more rapid. Real export growth, which was about the same during
both periods, was driven by manufactured goods in the most recent crisis and by oil exports in the
early 1980s. In 1995, imports contracted substantially less than in the early 1980s, reflecting the
increased import content of exporting activities. While macroeconomic stabilization has been at the
forefront since the financial crisis, the increased openness of the economy (as measured by trade to
GDP) and important structural reforms undertaken since the mid-1980s, also facilitated the speed of
the recovery.2 It should be noted that the 1995 crisis, unlike the earlier debt crisis, was not followed
by controls on the current and capital accounts or by a widespread increase in the use of trade barriers.3

2. The economic recession had an immediate negative effect on Mexican living standards as GDP
per capita decreased from US$4,727 in 1994 to US$3,602 in 1996; unemployment rose to a peak
of 7.4 per cent in September 1995, but had fallen to 3.9 per cent in May 1997.4 Income disparities
between rich and poor remain large (the poorest 20 per cent of the population receive 4 per cent of
income5) and there are also wide differences in income levels between different regions of the country;
for example, incomes in Chiapas, Hidalgo, Guerrero and Oaxaca are 30 to 50 per cent below the national
average.6

3. Since 1990, the structure of the Mexican economy has continued to shift slowly towards services,
away from agriculture (Table I.1). While the share of the farm sector decreased to 6 per cent of GDP
in 1996 from 8 per cent in 1990, the contribution of services rose from 61 to 63 per cent. Expansion
of services in recent years has been driven mainly by activities in transport, communications and financial
services; the majority of the labour force (51 per cent) is employed in the services sector. The
contribution ofmanufacturing toGDP has fallen from23 to 19 per cent. Despite itsmodest contribution
to GDP, the agricultural sector employs about a quarter of the labour force, more than double that
of manufacturing (10 per cent). The salient features of some of these sectors are discussed in Chapter IV.

1Banco de México (1997).

2Openness of the economy, measured as the ratio of trade (the sum of exports and imports) in goods and
non-factor services to GDP, increased from 33 per cent in 1981 to 38 per cent in 1993. Since then, however,
the growth has been spectacular; the ratio is estimated at 62 per cent for 1996.

3The only exceptions are some tariff increases on certain goods (e.g. clothing and footwear) (Chapter III).

4In the National Survey of Urban Employment (ENEU) persons aged 12 or more are considered employed
if, inter alia, they have worked at least 1 hour for barter or money, or were self-employed.

5World Bank (1996), page 197.

6Economist Intelligence Unit (1995), page 17.
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Table I.1

Basic social and economic indicators of the economy, 1970-96

1970 1980 1990 1996a

Population (million, mid-year) 48.2 66.8 81.2 92.0

Growth of population (percentage change)b .. 2.9 2.3 2.1c

Urban population (per cent of total) 59 66 71 74

Life expectancy at birth (years) 62 66 70 73

Total fertility rate (births per woman) 6.8 4.7 3.3 2.8d

Infant mortality rate (per '000 live births) 74 54 39 28

School enrolment ratio (per cent)

Primary school 104 115 115 98e

Secondary school 22 46 55 88e

GNP per capita (US$, current prices) 822 3,106 3,240 3,320d

Share of GDP (per cent)f Growth rates (per cent)f

1970 1980 1990 1996a 1981-93g 1994 1995 1996a

Agriculture, forestry and fishing 11 8 8 6 1 0 2 1

Industry 31 33 33 26 2 5 -8 10

Mining 2 3 4 1 2 2 -3 8

Manufacturing 21 22 23 19 2 4 -5 11

Construction 6 6 5 4 1 8 -23 11

Electricity, gas and water 1 1 2 2 5 5 2 4

Services (including Government) 59 60 61 63 2 5 -6 3

Commerce, restaurants and hotels 28 28 26 18 1 7 -16 4

Transport and communications 4 6 7 9 3 9 -5 9

Financial services 10 9 11 15 4 5 -0 1

Social and community servicesh 17 17 18 20 2 1 -2 1

Banking servicesi -1 -1 -1 -2 ... ... ... ...

... Not available.

a Provisional. f Up to1993 in 1980 constant prices, thereafter in 1993 prices.

b Average annual growth for the previous ten years. g Annual growth rate.
c Average for 1990-94. h Includes professional, medical and other services.

d 1995 data. i Banking services are imputed value.
e 1994 data.

Source: Government of Mexico; and World Bank, World Tables 1995, STARS version (growth of population, and school enrolment
ratio for 1990).

(2) Recent Economic Developments

4. Since the previous Trade Policy Review in 1993, Mexico's economic scene has been dominated
by the peso crisis and subsequent adjustment (Box I.1). The reform programme, undertaken in the
wake of the debt crisis of the early 1980s, initiated a turnaround of the economy, with a sharp reduction
in the fiscal deficit and a lowering of inflation to single-digit levels. Net capital inflows surged, financing
current account deficits. Positive effects were also expected from membership of the North American
Free Trade Agreement (NAFTA), which came into force on 1 January 1994.7 A real appreciation
of the peso up to 1994 helped to control inflation, but also led to a buildup of large current account
deficits, reversing the capital flows, causing reserve losses, and increasing dependence on short-term
foreign currency borrowing. However, at the time of the previous review, it was thought that the

7See Chapter II for more details.
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growth of imports, which included high levels of capital goods and intermediates, would contribute
to increased exports over time and thus restore commercial balance. But by late 1994, Mexico's
short-term liabilities far exceeded the reserves, placing the Government in a serious liquidity crisis.
This was exacerbated by political events in the period leading up to the change in administration in
December 1994. Economic and political factors thus combined to cause a loss of confidence that led
to the devaluation and subsequent floating of the currency in December 1994 (Chart I.1).8

5. Thepost-crisis stabilizationprogrammewas supportedbymajorpackagesof financial assistance
from the international financial community, including the International Monetary Fund and the
Government of the United States.9 In the short term, the programme focused on reducing the current
account deficit and preventing a price/wage spiral following the currency depreciation. Although
macroeconomic stabilization was at the forefront, structural reforms were also strengthened, for example,
by further liberalization of the foreign investment regime, deepening of the already extensive privatization
programme, reforms in social security and the banking sector, and the creation of futures markets for
foreign exchange.

(i) Aggregate supply and demand

6. In the wakeof the financial crisis, theMexican economy initially experienceda sharp contraction
in 1995,with adecline in realGDP of 6.2 per cent, in response to, among other elements, contractionary
monetary policy and a decrease in external savings (Table I.2 and Chart I.1). Output fell in all sectors,
but activities in the domestic market were the most affected (notably construction, commerce, and
restaurants and hotels). Since then, however, the reform programme has yielded a positive supply
response; the economy picked up in 1996, with real growth of 5.1 per cent. Initially led by the growth
of exports, boosted by devaluation, the recovery of the manufacturing and construction sectors was
particularly strong, with some 11 per cent growth in both cases. However, real private consumption
increased by only 2.3 per cent, following the sharp drop of 9.5 per cent in 1995.

(ii) Public finances

7. Public finance now appears to be satisfactory. The overall public sector balance, which had
registered an annual average deficit of 6.0 per cent of GDP from 1980 to 1992, had been brought into
surplus in the early 1990s.10 Related to the electoral cycle, the overall position deteriorated somewhat
in 1994, but has since been balanced. However, as discussed below, the cost of support to the banking
sector and the social sector reforms is expected to be a serious drain on the budget for some time.
If the Government is tomaintain its targeted balanced budget, fiscal developments will have to be closely
monitored.

8Frankel (1996) shows that the Mexican investors led the capital outflows; just before the devaluation,
Mexican fund net asset values (mainly driven by Mexican investors) dropped faster than Mexican country fund
prices (mainly driven by foreign investors). This may have been in expectation of a devaluation such as had
occurred following earlier presidential elections (when exchange rates were not set by the market).

9The IMF provided a standby arrangement of US$18 billion, equal to almost seven times the Mexican quota.
This is the largest loan that the IMF has provided both in terms of per cent of quota and in absolute terms.

10The overall public sector includes the Federal Government; the Federal Districts; and State-owned
enterprises.
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Box I.1: Events leading up to the peso crisis

The causes of the peso crisis in December 1994 can be divided into three broad areas, although there is
disagreement over their relative importance: (i) build up of macroeconomic imbalances (the peso
overvaluation, and large current account deficit), which led to increasing reserve losses and growing
dependence on short-term foreign currency borrowing; (ii) adverse external events (rise in U.S. interest
rates); and (iii) a series of domestic political events. Some economists also argue that the financial crisis
was aggravated by a speculative attack and therefore not entirely driven by underlying fundamentals. In
any event, these was a loss of confidence which ultimately led to the collapse of the currency and the
devaluation of 20 December 1994.

Several of the key economic indicators had looked promising. The government's fiscal deficit, which
was 13 per cent of GDP in 1986, had dramatically improved to 0.4 per cent of GDP in 1993, although,
related to the electoral cycle, it worsened somewhat in 1994. Inflation was reduced from 131 per cent in
1987 to 10 per cent in 1993. Moreover, the economy was growing at a healthy rate (annual average real
GDP growth of 3 per cent between 1990 and 1993).

However, Mexico experienced substantial increases in private spending and trade deficits from 1988 to
1994. A marked real appreciation of the currency since 1991 contributed to the widening of the current
account deficits; the current account deficit had reached about 5.8 per cent in 1993 and would peak at
7.0 per cent of GDP in 1994 as a result of a sharp rise in imports outweighing the rise in exports. The
large current account deficits were, in a sense, over-financed by external resources. Attracted by a
strong reform programme including important structural reforms (privatization, deregulation, and outward
orientation) and the perceived positive economic outlook, net capital inflows surged during the same
period and peaked with the passage of NAFTA in January 1994. A large part of the foreign inflows
went into the stock market. Net international reserves rose from US$7 billion at end-1988 to
US$24 billion at end-1993.

A series of domestic and external events affected the financial markets in 1994. In January there was
civil unrest in the State of Chiapas. There was also turbulence in international bond markets and world
interest rates rose significantly. Subsequent to the assassination of the leading Presidential candidate in
March, the flow of portfolio investment almost dried up. Nominal interest rates were increased
substantially, and the nominal exchange rate was pushed to the band ceiling.

Capital outflows continued during the year and the Mexican trade deficit was financed largely by
drawdown of international reserves. To prevent further interest rate increases, the Government expanded
domestic credit and converted short-term peso-dominated government liabilities (cetes) falling due to
dollar-denominated bonds (tesobonos). As noted by Sachs (1996), by late 1994 Mexico's short-term
liabilities far exceeded the reserves (public sector external short-term debt was more than three and a half
times the international reserves), placing the Government in a liquidity crisis.

The use of a predetermined exchange rate to reduce inflation, coupled with very large capital inflows that
were intermediated by a weak banking system, led to a situation of exchange rate overvaluation, a
vulnerable financial sector and eventually, in December 1994, the collapse of the currency. Following a
15 per cent increase in the exchange rate ceiling on 20 December 1994, the Government adopted a
floating exchange rate system on 22 December. Under this system, which is still in force, the external
value is determined in the interbank market on the basis of supply and demand. At the time of the crisis
the reserves had fallen to US$6 billion from a high of US$29 billion in January 1994 (the passage of the
NAFTA).

Source: IMF (1995), Working Paper 95/112 by Otker and (1996), Working Paper 96/6 by Masson.
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