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Abstract

This thesis examines the political economy of Mexican trade policy in the
administration of Miguel de la Madrid (1982-1988). The central question focuses
on the reasons for and the conditions under which Mexico decided to liberalize its
trade regime in the early 1980s. The study contends that Mexico implemented
trade policy reforms because of a combination of five international and domestic
factors. The first variable - the 1982 economic crisis - proves to be the catalyst for
policy reform. Without this external shock, the Mexican policymakers might not
have taken the decision to change so fundamentally the post-Second World War
development strategy. The second determinant examines the international,
especially US, pressures for economic policy change. It is argued that these
pressures reinforced and helped speed up a liberalization process that the Mexican
government itself had already initiated. The third factor explores the global
resurgence of neoliberalism and the transmission of ideas. It is maintained that
neoliberal ideas were carried from the international to the domestic arena through
international education and institutions via an epistemic community. This paradigm
shift globally proved to be a legitimizing factor for Mexican policymakers. The
fourth variable is the institutional arrangements of the Mexican state. This factor
conferred the Mexican decision makers with a certain degree of autonomy in the
policymaking process, making the individual policymakers themselves important.
Finally, the fifth factor examines the key policymakers and their perceptions,
values and experiences. These policymakers were predisposed toward economic
liberalization through a change in their professional and educational socialization
experiences. All of the five variables are mutually dependent and reinforcing

factors that best explain why Mexico liberalized its trade regime in the 1980s.
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Chapter One: Introduction: Trade Policy Reform in Mexico

Introduction

This thesis examines the reasons why Mexico liberalized its trade regime during
the administration of Miguel de la Madrid (1982 to 1988). The focus is on the first
four years of the de la Madrid government when Mexico substantially reduced
commercial restrictions and made the commitment to long-term structural change
by joining the General Agreement on Tariffs and Trade (GATT).! Trade policy
reform was so fundamental that, by the end of the decade, Mexico went from
being one of the most protected to one of the more open economies in the
international system.

The liberalization of trade restrictions is important because not only did it
signal a policy shift, but it marked a watershed in the underlying philosophy of
Mexico’s post-Second World War development strategy (1940 to 1982). The
postwar policy had been loosely based on the theory of economic nationalism,
emphasizing the primacy of the state in economic policymaking and
industrialization as its foremost objective. With the de la Madrid administration,
Mexico now turned toward the theory of economic liberalization. Rather than
supporting state intervention, the new philosophy stressed the commitment to the
market and the price mechanism and managing the market economy in order to
achieve economic growth, maximize efficiency and ensure the progress of the
modernization of Mexican society.

Why did Mexico reverse forty years of development policy and shift
toward economic liberalization in the 1980s? The principle hypothesis examined
argues that Mexico’s trade liberalization was introduced as a result of
complementary international and domestic pressures, which bolstered a process of

reform initiated, on its own accord, by the de la Madrid economic team.

'The GATT entered into force in January 1948 - the only multilateral instrument that lays down
agreed rules for international trade. The GATT’s principal objective is to liberalize international
trade and place it on a secure basis, thereby contributing to economic growth and development. It
acts both as a code of rules and as a forum in which countries can discuss solutions to their trade
problems and negotiate the reduction of various trade restrictive and distortive measures.
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Although the Mexican policymakers? are responsible for making the decision to
liberalize the economy, it was the international and domestic pressures which
facilitated the pace and intensity of the reforms and ensured their continuance.
Without these pressures, it is unlikely that the de la Madrid government would
have liberalized as quickly and to the extent that it did in the 1980s.

The international relations field has long sought to determine a framework
for analysis that would integrate both the international and domestic determinants
for policy change.? It is not the purpose of this thesis to evaluate the relative
merits of these approaches, but rather to state that both international and domestic
variables are essential to explaining trade policy reform in Mexico. The economic
policy of Mexico is affected by the qualities of its policymakers, its domestic
socio-political and economic conditions and by the external environment and the
stimuli the state receives abroad. Neither an emphasis on the international nor the
domestic alone can determine the reasons for policy reform. As Keohane quite

aptly argues,

An international analysis ... is ... neither an alternative to studying
domestic politics, nor a mere supplement to it... On the contrary, it
is a precondition for effective comparative analysis. Without a

’The terms policymaker and decision maker are used interchangeably to mean the top political
leaders in the executive branch.

*For a discussion of the tri-level analysis, see, for example, Kenneth Waltz in Man, State and
War: A Theoretical Analysis (New York, NY: Columbia University Press, 1954); on ‘linkage
politics’, see James Rosenau, ‘Toward the Study of National-International Linkages’, Linkage
Politics: Essays on the Convergence of National and International Systems (New York, NY:
Comnell University Press, 1969); for an examination on two-level game approach, see Robert D.
Putnam, ‘Diplomacy Politics: The Logic of Two-Level Games®, International Organization (Vol.
42, Summer 1988); for a critique of the two-level construct, see Jeffrey W. Knopf, ‘Beyond Two-
level Games: Domestic-International Interaction in the Intermediate-Range Nuclear Forces
Negotiations’, International Organization (Vol. 47, Autumn, 1993); For a discussion on the
domestic determinants of foreign policy, see Peter Katzenstein (ed.), Between Power and Plenty:
Foreign Economic Policies of Advanced Industrial States (Madison, WI: University of Wisconsin
Press, 1978) and Stephen Krasner, Defending the National Interest (Princeton, NJ: Princeton
University Press, 1978); and finally, for an examination of the impact of the international economy
on domestic politics and domestic economic policy, see Peter Gourevitch, Politics in Hard Times:
Comparative Responses to International Economic Crises (Ithaca, NY: Cornell University Press,
1986).
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conception of the common external problems, pressures, and
challenges ... we lack analytic basis for identifying the role played
by domestic interests and pressures ... Understanding the constraints
imposed by the world political economy allows us to distinguish the
effects of common international forces from those of distinctive
national ones.*

Thus, this thesis offers five international and domestic determinants that have had,
to varying degrees, significant effects on trade policy direction in Mexico: the
impact of the 1982 economic crisis; leverage by international actors; the
transmission of ideas; the institutional arrangements of the state; and the
perceptions, values and experiences of the individual policymakers. These factors
were derived through an examination of the empirical evidence provided by a
wide-array of governmental and nongovernmental documents and interviewing
Mexican and US politicians, civil servants and academics. (Archival work and
interviews were held in London, UK; Madrid, Spain; Washington DC, USA; and
Mexico City, Mexico. A list of interviews is included in the bibliography.)

The chapter is divided into three parts. The first section discusses the
international relations &mﬁes that best explain why Mexico implemented trade
liberalization policies. In addition, the section examines the existing studies on
Mexican trade policy reform in the 1980s and highlights the problems with these -
analyses. The second part of the chapter discusses the five variables and how they
answer why Mexico liberalized its trade regime in the 1980s. The final part
outlines the structure of the thesis.

“Robert Keohane, ‘The World Political Economy and the Crisis of Embedded Liberalism’, in
John H. Goldthorpe (ed.), Order and Conflict in Contemporary Capitalism (Oxford: Clarendon
Press, 1984), p. 16.
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1.1  Theoretical Approaches to Policy Change
There is no one theory that adequately explains why Mexico liberalized its trade
regime. This thesis offers three: international regime theory, the epistemic
community approach and a domestic political analysis. Before these theories are
examined it is important to point out why the thesis does not use asymmetrical
interdependence. When analyzing Mexico’s foreign policy - usually vis-a-vis the
United States - complex interdependence’ is often employed.® According to this
approach, it is the asymmetries in dependence that are the sources of power and
influence of one actor toward another in the international system. Hence, because
of the asymmetrical interdependence between the United States and Mexico, the
former has more power in influencing economic policy in the latter - forcing
Mexico to implement economic policies it might not have otherwise chosen.

Understanding and defining power resources and the bargaining process are
problems of the concept.” The power to influence policy is not always as obvious
as the relative strengths would make it appear. As Keohane and Nye point out,
political bargaining is usually the ‘means of translating potential into effects, and a
lot is often lost in the translation’.® The reasons for Mexico opening its trade
regime is more subtle than pure power relations would suggest. Rather than the
use of asymmetrical power relations, an analysis of the interplay between
international interdependence and domestic politics is essential.

This thesis utilizes international regimes, transnational networks and the
Mexican state to analyze why Mexico liberalized its trade regime. The agreed

upon rules in the international arena can greatly influence domestic behaviour.

The concept of complex interdependence was introduced by Keohane and Nye. See Robert
Keohane and Joseph Nye, Power and Interdependence, 2nd ed. (London: Scott, Foresman and
Company, 1989).

®See, for example, George Grayson, Oil and Mexican Foreign Policy (Pittsburgh, PA:
University of Pittsburgh Press, 1988).

'R. Keohane and J. Nye, op. cit., in footnote 5, p. 225.

$bid, p. 11.
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International regimes, embodying the rules and regulations, are important
influences on domestic policymaking. In addition, the role played by transnational
alliances of parallel members in different societies and states also pressure
domestic policy choices. Finally, the domestic policymaker in the executive branch
and the institutions responsible for decisional outcomes are key to explaining

Mexican trade policy reform.

1.1.1 International Regime Theory

The discussions of interdependence and what factors propel co-operation at the
international level has focused attention on international regimes.® Although the
international system appears to be an ‘anarchical society’,!® international co-
operation, not conflict, is often the outcome of relations among states. The interest
in international regimes is influenced by the wish to comprehend the mutually
accepted limitations that affect the behaviour of nation-states. International regimes
are defined simply as the ‘principles, norms, rules and, decision making
procedures around which actor expectations converge in a given issue-area’.!! By
creating or accepting the international regime, state governments regulate and
control transnational and interstate relations. An example of an international
regime is the global trading system created after the Second World War. The trade

regime, as represented by the GATT, encompasses a combination of rules and

°For further discussion on the regime literature, see, for example, the special issue in
International Organization (Vol. 36, No. 2, 1982). Also see, Robert O. Keohane, After Hegemony:
Cooperation and Discord in the World Political Economy (Princeton, NJ: Princeton University
Press, 1984). For a critique of the concept, sec Susan Strange, ‘Cave! hic dragones: A Critique of
Regime Analysis’, in Stephen Krasner (ed.), International Regimes (London; Cornell University
Press, 1983). Strange argues that the concept is a fad, ambiguous and imprecise. She maintains that
the concept is value-based, essentially static and rooted in a state-centric paradigm.

“Hedley Bull, The Anarchical Society: A Study of Order in World Politics (London: Macmillan
Press, 1977).

!IStephen Krasner, ‘Structural Causes and Regime Consequences’, International Organization
(Vol. 36, No. 2, Spring 1982), p. 185.
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norms that limit government intervention in the international political economy and
facilitate the free flow of goods across national boundaries.

Some regime analysts point to the role of a hegemon in assuming the
leadership and guaranteeing the order in the international political economy, and
thus perpetuating the international trade regime.!? The analysis for this study
emphasizes the international transactions among nation-states rather than the
hegemon. This position argues that increasing transactions in the international
system triggers a learning process which produces and ensures the perpetuation of
international regimes. This would explain the lag times between changes in power
structures and transformations in international regimes.!® The approach maintains
that even if the hegemonic actor becomes too weak to enforce the basic rules upon
which the system depends, the international regimes put in place by the hegemon
tend to persist and can even be strengthened.!* The analysis, therefore, should
not concentrate on the existence of a hegemon as a stabilizing influence in the
international system, but on the ideas, values and norms of the regime left in its
place. It is the international regime, not the hegemon, that influences domestic
policymakers.

International regime explanations for policy change are important in order

to set the broad margins of and to describe the environment in which certain

?The hegemonic power has a strong preference for liberal economic regimes and possesses the
power to maintain such regimes either by providing collective goods - such as an open and liberal
trading system - or by coercing reluctant states to participate. The hegemonic economy uses its
influence to create the norms and values that make up the international regimes. The regime
dictates what is and is not legitimate behaviour in order to limit conflict, ensure equity or expedite
agreement. The HST holds that domestic policy change is shaped by a state’s position in the
international economy. The HST has been subjected to much inquiry and debate. See Duncan
Snidal, ‘The Limits of Hegemonic Stability Theory’, International Organization (Vol. 39, No. 4,
Autumn 1985) and R. Keohane, op. cit., in footnote 9. The demise of the HST school of thought is
not so clear cut. The debate about the decline of American hegemony is addressed in Susan
Strange, ‘The Persistent Myth of Lost Hegemony’, International Organization (Vol. 41, No. 4,
Autumn 1987).

3Keohane argues that the HST theory could not explain these lag times. Robert O. Keohane,
‘The Demand for International Regimes’, International Organization (Vol. 36, No. 2, Spring
1982), p. 326.

“D. Snidal, op. cit., in footnote 12.
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policy decisions were made, however, they cannot expléin the reasons for specific
policy choices by domestic policymakers. With the increasing interdependence of
national economies, there results a clash between domestic policy autonomy and
the influence of international regimes. A central focus of this thesis is how the set
of ideas or beliefs were transferred from the international system into the domestic
decision making process (in Chapter 5). In the case of Mexican trade reform, the
acceptance of international regimes could be explained by: 1) coercion; 2) by some
inherent logic of economic liberalism or 3) an acceptance of an ideology, a belief
or set of ideas. This thesis argues that Mexican trade liberalization was neither the
product of coercion nor the product of the power of the market. Rather, this study
asserts that Mexican policymakers voluntarily, consciously and deliberately
embraced the ideas of the international regime, and formulated policies
accordingly. An explanation for how these ideas and beliefs are transferred from
the international to the domestic is needed. The epistemic community approach

attempts to provide the link.

1.1.2 The Epistemic Community Approach®

An epistemic community is a network of knowledge-based experts with recognized
specialization and ability in a particular field and an authoritative claim to policy-
relevant knowledge within this sphere or issue-area. The epistemic community
approach explores the role of these communities in helping the state identify its
interests and determining the reasons for and possible solutions to complex
problems facing the nation. The state, in response to new knowledge articulated by

an epistemic community, may elect to pursue entirely new objectives - such as

*The term ‘epistemic community’ comes from B. Holzner and J. Marx, see Burkhart Holzner
and John H. Marx, Knowledge Application: The Knowledge System in Society (Boston, MA: Allyn
& Bacon, 1979), pp. 107-11. They defined the term as a shared faith in the scientific method as a
way of generating truth. My use of epistemic community will draw from Peter M. Haas. See, for
example, Peter M. Haas, ‘Introduction: Epistemic Communities and International Policy
Coordination’, International Organization (Vol. 46, No. 1, Winter 1992), pp. 1-35 and Peter Haas,
‘Obtaining International Environmental Protection through Epistemic Consensus’, in Ian H.
Rowlands and Malory Greene (eds), Global Environmental Change and International Relations
(London: Macmillan, 1992), pp. 38-59.
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economic policy reform. The group of scholars who put forth this view argue that
control over knowledge and information is an important dimension of power and
that the diffusion of new ideas and information can lead to new patterns of
behaviour. 6

This approach uses the epistemic community as the basic unit of analysis.
They have:

1) a shared set of normative and principled beliefs, which provide a
value-based rationale for the social action of community members;

2) shared causal beliefs, which are derived from their analysis of
practices leading or contributing to a central set of problems in their
domain and which then serve as the basis for elucidating the
multiple linkages between possible policy actions and desired
outcomes;

3) shared notions of validity - that is, intersubjective, internally
defined criteria for weighing and validating knowledge in the
domain of their expertise; and

4) a common policy enterprise - that is, a set of common practices
associated with a set of problems to which their professional
competence is directed, presumably out of the conviction that human
welfare will be enhanced as a consequence.’

Epistemic communities consist of individuals from any discipline or
profession, such as economics, who have a strong claim to a body of knowledge
valued by society. These individuals acquire their knowledge through educational
and professional experiences. All economists, for example, do not belong to an
epistemic community. They share a set of causal approaches and a consensual
knowledge, but they do not necessarily share normative commitments. Each sub-

group of economists, such as Keynesians, structuralists and monetarists, constitute

'See the contributions to International Organization (Vol. 46, No.1, Winter 1992).

17P. Haas, ‘Introduction’, op. cit., in footnote 15.
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epistemic communities on their own. Each systematically contributes to a concrete
set of projects informed by its preferred views, beliefs and ideas.

Although an epistemic community emerges in the national arena, they often
forge links with like-minded communities internationally. These transnational links
are strengthened as a result of the diffusion of community ideas through
conferences, journals, research collaboration and an array of informal dialogues
and connections. These transnational ideas take root in international organizations
and/or in individual state institutions. Then they are circulated to other states via
the decision makers who have been influenced by the community’s ideas.

According to this approach, there are three major elements for epistemic
co-ordination: uncertainty, interpretation and institutionalization. The complex and
technical nature of the wide-range of issues (e.g., monetary, macroeconomic and
environmental) confronting domestic policymakers today causes a certain amount
of uncertainty with regard to policy formulation, especially in times of crisis. With
the increasing economic interdependence of nation-states and the globalization of
the economy, the domestic and international agendas have become increasingly
linked. Understanding these complex linkages is vital for domestic policy
formulation. In times of uncertainty, policy elites may not be sure what strategies
will most likely keep them in power. Also, poorly understood conditions create
enough disorder that standard operating procedures may break down, making
institutions unworkable. When confronting conditions of uncertainty, therefore,
policymakers have reasons to look to specialists for help.

Because of the epistemic community’s acknowledged expertise, its members
are accorded access to the political system by policy elites who legitimize their
activities. Whether the ideas of these communities influence policy choice depends
upon the group’s access to the decision making process. One way this is done is
through the political infiltration of an epistemic community into governing
institutions. This access enables the community to lay the groundwork for a
broader acceptance of their ideas and beliefs. An important point that this

approach makes is that once inside the bureaucratic process, these communities do
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not operate to preserve their mission and budgets, as the bureaucratic politics
paradigm would indicate. Rather, the epistemic community applies its knowledge
and beliefs to the policymaking process. Once part of the bureaucracy, the
community may vie for key positions, thus increasing their influence over policy
decisions. The epistemic community approach to policy change attempts to answer
questions such as, how ideas emerge and change, why some ideas prevail over
others, how these ideas are disseminated and who the carriers are. The
communities, who acquire their knowledge through both professional and
educational experiences, are the channels or carriers of the new ideas into the
domestic policymaking process. The epistemic community can influence the
content and direction of policy through access to state institutions.

Haas argues that by shifting the focus to these ‘goal-seeking’ actors, the
study of international relations is influenced in two ways: by the substantive role
of ideas as a motivating source of national interest and by the question of
institutional learning as different governments respond to the provision of
consensual knowledge.!® International relations scholars have introduced many
variables and concepts to help understand policy outcomes and co-ordination. The
epistemic community approach explains how these transnational networks convey
ideas to decision makers that influence their perceptions of policy dilemmas and
the possible solutions to the problems. Thus, the epistemic community approach is
useful for understanding how the ideas and perceptions of the domestic
policymakers are formed.

Both international regime theory and the epistemic community approach
help explain why Mexico liberalized its trade regime. The first approach describes
the international policymaking environment and the rules and norms of the
international system. The epistemic community approach illustrates how the
international regimes are transferred from the international to the domestic

policymaking arena. It provides an answer to how decision makers acquire

18P, Haas, ‘Obtaining...’, op. cir., in footnote 15, p. 41.

10



Introduction Chapter One

particular policy preferences and what international factors determine the
perceptions of specific policy problems. What is needed now is an analysis of the
domestic political process.

1.1.3 The Domestic Political Process

This state-centred approach'® attributes policy outcome to the individual
policymakers and the institutional arrangements of the state. Both elite theories of
politics and the institutional theories of the state represent these positions.?’ The
state is credited with specific interests and policy preferences of its own as well as
the capacity to impose those preferences against domestic resistance. The capacity
to implement policy depends on the institutional setting and the organizational
resources they have at their command and the autonomy of the state.! Without a

certain degree of state autonomy, policy elites would find it difficult to pursue

See, for example, Theda Skocpol, ‘Bringing the State Back In: Strategies of Analysis in
Current Research’, in P. Evans, D. Rueschemeyer and T. Skocpol, Bringing the State Back In
(Cambridge: Cambridge University Press, 1985).

PFor information on elite theory, see Patrick Dunleavy and Brendan O’Leary, Theories of the
State: The Politics of Liberal Democracy (Basingstoke: Macmillan Press, 1987), Chapter 4. For a
discussion of the ‘new institutionalism’, see James G. March and Johan P. Olsen, ‘The New
Institutionalism’, American Political Science Review (Vol. 78, No. 3, September 1984).

2'There exists a vast literature on the autonomy of the state (or lack of). The definition of
‘autonomy’ poses some problems as it is not clearly defined. The Marxist definition holds that
autonomy exists when the state overcomes the opposition of the capitalist class that is taken to be
dominant within civil society. Hamilton defines autonomy as ‘the ability of those who control the
state apparatus to use it for ends other than, and particularly contrary to, those of the dominant
class, since it is this class which benefits from the reproduction of the existing mode of production
by the state’. Others explain the term as the extent to which the state translates its own preferences
into authoritative actions. Nordlinger offers four subjective properties of the state: malleability,
insulation, resilience and vulnerability. See, for example, Nora Hamilton, The Limits of State
Autonomy: Post-Revolutionary Mexico (Princeton, NJ: Princeton University Press, 1982), p. 23;
Eric A. Nordlinger, On the Autonomy of the Democratic State (Cambridge, MA: Harvard
University Press, 1981). Joel Migdal focuses on the dichotomy of a strong state-weak state, rather
than on the autonomy of the state. According to Migdal, whether a state acts autonomously is not
the central question. Rather, the focus should be on whether the state is able to implement what its
policymakers set out to do. Joel Migdal, ‘Strong States, Weak States: Power and Accommodation’,
in Myron Weiner and Samuel P. Huntington, Understanding Political Development (Boston, MA:
Little, Brown and Co., 1987) and also see Stephen Krasner, Defending the National Interest
(Princeton, NJ: Princeton University Press, 1978).
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politically delicate policies associated with dramatic shifts in policy, such as trade
liberalization. The state-centric explanations are important for indicating the major
role played by decision makers and state institutions in determining policy
outcomes. In a country like Mexico, where the state defines the goals and
objectives of society, the perception of these policymakers and the organizational
context of the government is vital to policy reform.

The state-centric analyses rely exclusively on the state as the most
important actor in the international system. They consider all states as somewhat
the same, ignoring the structural power relations among states. In addition, this
approach does not acknowledge the importance that transnational actors and
coalitions can play in international relations, thus it understates the role of non-
state actors within and outside of the state.”? However, the emphasis on the
individual policymakers and the institutional arrangements of the state coupled
with international regimes and transnational networks does provide a satisfactory
theoretical framework for analysis. The following section discusses the existing
studies on trade policy reform in Mexico and how they are lacking in their

explanations.

ZFor critiques of the state-centric, realist paradigm, see, for example, Robert Keohane (ed.),
Neorealism and its Critics (New York, NY: Columbia University Press, 1986).
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1.2  Existing Studies

Although there is ample material written on Mexican economic policymaking in
general - especially the management of the debt crisis,? there exists no study that
adequately answers why Mexico liberalized its trade regime. Three works do
attempt to address this question. The first two explore the reasons for economic
policy change by focusing on the international determinants, while the third
examines the domestic variables. In the first work, Teichman argues that state
managers were weak vis-g-vis international actors and therefore, Mexico
liberalized its economy primarily because of pressure from the United States and
international financial institutions.? This explanation disregards the importance of
domestic factors, wrongly argues that state managers were in a weak position vis-
a-vis international actors, and cannot explain Mexico’s decision to liberalize trade
before these external forces were exerted.

The second study by Stallings does not address Mexico specifically but
offers a general framework for developing countries.” She maintains that
although domestic influences can be important, international factors - such as the
leverage by international actors - are crucial to explaining broad policy shifts. Her
argument, while useful for an international analysis, fails to explain why Latin
American countries facing similar external pressures took very different policy

directions.

BSee, for example, John Bailey, Governing Mexico: The Statecraft of Crisis Management
(London: Macmillan Press, 1988); Wayne A. Cornelius, The Political Economy of Mexico Under
de la Madrid: The Crisis Deepens, 1985 - 1986 (San Diego, CA: University of California, San
Diego, Center for US - Mexican Studies, 1986); Robert E. Looney, Economic Policymaking in
Mexico: Factors Underlying the 1982 Crisis (Durham, NC: Duke University Press, 1985); Miguel
D. Ramirez, Mexico's Economic Crisis (New York, NY: Praeger, 1989) and Donald L. Wyman,
Mexico’s Economic Crisis: Challenges and Opportunities, Monograph Series 12, Center for US-
Mexican Studies (San Diego, CA: University of California, San Diego, 1983).

#Judith A. Teichman, ‘Mexico and Economic Change’, Latin American Perspectives (Vol. 19,
No. 2, Spring 1992).

*Barbara Stallings, ‘International Influence on Economic Policy: Debt, Stabilization, and
Structural Reform’, in Stephen Haggard and Robert R. Kaufman (eds), The Politics of Economic
Adjustment (Princeton, NJ: Princeton University Press, 1992).
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Both these studies identify the leverage by international actors, but fail to
acknowledge the importance of domestic factors for Mexican trade policy reform.
Although this thesis does acknowledge its importance, the leverage argument
leaves important questions unanswered. If international actors were so influential,
then why did some Latin American countries liberalize in the 1980s and others did
not? Are domestic factors totally irrelevant? Do not domestic policymakers have
some say in policymaking or are they at the mercy of international pressures?

Stallings does highlight a very important international variable - the
transmission of ideas - but she does not take the argument far enough. She argues
that the transmission of ideas is indeed an important factor in the broad policy
shift toward economic liberalization in the developing world. She does not,
however, identify how these ideas influence decision makers or how they were
transferred from the international to the domestic policymaking arena. The
transmission mechanisms and the carriers of ideas are important factors for
Mexico’s decision to liberalize its trade regime. The thesis analyzes the reasons
for the resurgence of neoliberalism globally and the means by which the ideas
were transferred to Mexican policymakers.

The third study examined primarily the domestic reasons for policy change
- the role of the private sector during the de la Madrid administration.? Of all
the interest groups in Mexico, the business community would most likely have had
the most influence on policy direction. Yet, Hobbs found that business groups,
although more influential than in the past, were marginalized in-the policymaking
process before 1985 because of the corporatist structure of the Mexican state.
After this time, the private sector was restricted to a reactive rather than proactive
role in policymaking decisions. By identifying the corporatist structure of the
Mexican state, Hobbs does identify an important variable for policymaking in

Mexico - the institutional arrangements of the Mexican state. However, he does

*See, Jeremy Hobbs, The Role of Business Organisations in the Transition from an Import
Substituting to an Export-oriented Model of Growth in Mexico After 1982, PhD thesis (Colchester:
University of Essex, 1991).
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not emphasize the institution of the presidency or the importance of the individual
policymakers within the executive branch. These two factors are key to explaining
the domestic variables for trade policy reform during the de la Madrid
administration.

As argued above, there are many important questions still unanswered in
these three studies. In response, this thesis attempts to provide a fuller
understanding for why Mexico liberalized its trade regime by introducing five
factors. It is argued that the domestic and international determinants are mutually
dependent and reinforcing variables. Without any one of the five variables,
Mexico would have had a much more difficult time implementing such radical

policy reforms. The variables are discussed in the following section.
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1.3  International and Domestic Determinants

This thesis proposes five international and domestic determinants for Mexican
trade reform in the 1980s. The international factors are the impact of the 1982
economic crisis, leverage by international actors and the transmission of ideas
from the international system to the domestic political arena. It is argued that the
economic crisis is the catalyst for policy change, the leverage by the international
actors proves to be a reinforcing factor, while the shift in the global development
paradigm provides the outer margins for policy choice. The domestic variables are
the institutional arrangements of the state and the perceptions, values and
experiences of the individual policymakers. The study maintains that the
institutional arrangements bestow the Mexican decision makers with a certain
degree of autonomy in the policymaking process, while the perceptions, values and
experiences determine the specific policy choices. These five mutually reinforcing
variables best explain why Mexico liberalized its trade regime during the de la

Madrid sexenio.?” The international and domestic variables are introduced below.

1.3.1 The Economic Crisis
The early 1980s was a time of crisis in Mexico. Not only was the country unable
to service its huge external debt and manage its considerable budget deficit, but
there were socio-political problems that had been brewing for over a decade.®
The new de la Madrid government was confronted with the task of attempting to
manage the economic, political and ideological crises.

In this study of why Mexico decided to liberalize its trade regime, the
economic crisis confronting the country is one of the foremost external variables.

Hence, the nexus between crisis and policy change is central to the thesis.

“'The sexenio is the 6-year presidential term. The 1917 Constitution stipulates that a Mexican
president can only serve one term; he cannot stand for re-election.

%For more information on the concept of crisis and the socio-political problems, see Miguel
Basaiiez, 20 Years of Crisis in Mexico, 1968-1988, PhD Thesis (London: The London School of
Economics and Political Science, 1991).
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However, determining the link between the crisis and policy change can be
difficult. Unless a clear measure of crisis is adopted, explanations can involve a
sort of circular reasoning: fundamental policy changes are initiated because there
is a crisis and therefore a crisis exists when major policy reforms are adopted.
Hampson offers three criteria to define a crisis situation: policymakers perceive
that a crisis exists; there is a general consensus among the policymakers that the
crisis situation is real and of a threatening nature; and decision makers believe that
failure to act on the crisis could jeopardize the legitimacy and survival of the
regime.?

Crisis decision making provides the opportunity for policy reform. Not
only is there a perceived threat, but policy decisions must be made in a short time
period. The primary actors responsible are the president and his advisors excluding
the Congress, bureaucracy and interest groups.*® It is argued that during such
crises, there is not only strong pressure for reform, but decision makers are more
likely to institute radical or innovative policies than when a crisis does not exist.
Although institutions are prone to inertia, they become more flexible in times of
crisis. The environment becomes less of a policymaking constraint and new ideas
and solutions are introduced.

Although the crisis situation of the early 1980s provided the opportunity to
implement reforms, it did not necessarily stipuléte what those reforms would
entail. As the cases of many countries in Latin America clearly illustrate, similar
crises generated dramatically different policy responses. In the largest and third
largest debtor countries in the region, Brazil and Argentina, domestic

policymakers were resistant to neoliberal stabilization policies and these countries

PFen Hampson, Forming Economic Policy: The Case of Energy in Canada and Mexico
(London: Pinter Publishers, 1986), pp. 16-17.

¥For more information on crisis policy, see Randall B. Ripley and Grace A. Franklin,
Congress, The Bureaucracy and Public Policy (Homewood, IL: Dorsey Press, 1980); John Spanier
and Eric M. Uslander, American Foreign Policy Making and the Democratic Dilemmas, fourth ed.
(London: Holt, Rinehart and Winston, 1985); and Graham Allison, Essence of Decision: Explaining
the Cuban Missile Crisis (Boston, MA: Little, Brown and Co., 1971).
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applied a variation of heterodox policies to deal with the economic crisis. In
Mexico, on the other hand, orthodox stabilization policies were implemented and
long-term structural reform, including trade liberalization, were policy objectives
from the beginning of the de la Madrid administration. The difference in policy
response was due to domestic factors. Although the economic crisis acted as an
external pressure for some kind of policy reform and was a necessary precondition

for policy initiatives, the exact content was determined by domestic policymakers.

1.3.2 International Leverage

The second international force for policy change in Mexico concerns the leverage
placed on the Mexican decision makers by the creditor nations - primarily the
United States, international financial institutions and commercial banks. The
leverage by international actors proves to be a reinforcing factor for policy reform.
It is necessary to examine the dimensions of the action, but is not particularly
useful in explaining why specific changes occurred in Mexico. In 1982 Mexico
could no longer service its external debt obligations and required International
Monetary Fund (IMF) assistance in the form of stand-by loans, renegotiations of
the debt and increased levels of financial support. The leverage argument
maintains that the magnitude of the crisis and the need to rely to some extent on
external assistance, provided an opportunity for those external players to offer
assistance and set the conditions for its disbursement. In exchange for increased
financial assistance, the IMF, the major donor institutions and the United States
prescribed economic management based on neoliberal economics and focused on
stabilization and structural adjustment.

The ‘leverage’ explanation argues that the external economic crisis changed
the basic policy agenda during the 1980s, forced some policy changes directly and
enhanced the political power of creditors. Because of the economic constraints on
domestic policymakers and the asymmetry in the power relations between Mexico

and its creditors, the country was strongly pressured to adopt the orthodox policy
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reforms.’! But can national responses be explained solely by the power of
international actors? Because of the leverage they had, did international creditors
force Mexico to reform policy? Most Latin American countries experienced the
debt crisis, and subsequently faced pressure of varying degrees to reform policy in
the direction of neoliberalism. Yet, the differences in their policy responses are
more striking than their resemblances. How then can a difference in policy
responses in the various countries be accounted for?

There are two problems with the ‘leverage’ argument: the problems of
implementation and the lack of commitment by the debtor countries. First,
international actors had difficulty imposing their preferences despite apparent
power asymmetries between them and the Latin American countries. Kahler found
three obstacles that reduced the leverage of these international actors: the problems
of cross-conditionality among donors and international financial institutions, the
multiple and conflicting goals vis-d-vis the debtors and the difficulties that arose in
the attempt to impose external conditions.*? These problems of policy direction,
co-ordination and implementation greatly reduced the leverage by the international
actors over the Mexican decision making process. In addition, whether certain
policy reforms would be implemented depended upon the commitment of the
specific domestic government. Kahler found in a cross-national study that those
committed to policy reform would most likely undertake them and those that were
opposed would resist their implementation.3 Thus, the central focal point returns
to the domestic policymakers.

It is acknowledged that the international actors, especially the United
States, had a considerable degree of leverage on Mexican policymaking, but this

pressure did not force Mexico to implement policies it had not already wanted.

31B. Stallings, op. cit., in footnote 25.

*Miles Kahler, ‘External Influence, Conditionality and the Politics of Adjustment’, in Stephen
Haggard and Robert R. Kaufman (eds), The Politics of Economic Adjustment (Princeton, NJ:
Princeton University Press, 1992).

3Ibid.
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Rather, the reinforcement from these international actors facilitated the speeding
up of policy implementation and ensured their continuity. Moreover, the thesis
will demonstrate that this leverage came after important long-term structural
changes had already been initiated. The policy prescriptions advocated by these
international governments and agencies coincided with a preferred policy path of

the de la Madrid economic team.

1.3.3 The Transmission of Ideas
Keynes argues that:

the ideas of economists and political philosophers, both when they
are right and when they are wrong, are more powerful than is
commonly understood. Indeed the world is ruled by little else.
Practical men, who believe themselves to be quite exempt from any
intellectual influences, are usually slaves of some defunct
economist.?*

This indeed proved to be true for this case. The third international factor is the
transmission of ideas from the international system to the domestic political arena.
The crisis enabled new ideas and solutions to enter the policymaking process.
These new ideas were brought in through information available from technical
experts both inside and outside of the government. This technical information,
carried by an epistemic community, was important in convincing decision makers
in Mexico that a crisis existed, reform was needed and only certain options could
solve the economic problems.

The thesis examines the fundamental shift in economic policy in the
industrialized nations and the corresponding change in policy in the developing
world. A shift occurred in the global development paradigm ushered in by new
ideas concerning the best way for states and markets to interact. With the
ascendance of neoclassical economics in Britain and the United States in the late

1970s and early 1980s, there occurred a shift toward orthodoxy in most developing

*J. M. Keynes, The General Theory of Employment, Interest and Money (London: Macmillan,
1936), p. 383.

20



Introduction Chapter One

nations. In addition to the rise of such ideas in government circles, there was a
long-term intellectual change within the economics profession and the development
field. The perception that the East Asian newly industrializing countries had
broken into international markets by shifting from an inward- to an outward-
looking development strategy played an important role. The stark lessons of the
successful export-oriented East Asian countries and the heavily-indebted and
inward-looking Latin American nations were quite apparent to Mexico. The ISI
strategy and the heterodox policies implemented in Latin America as a whole
seemed to demonstrate the failure of the region’s post-Second World War
development model.

The channels for transferring these orthodox ideas from the developed to
the developing world include academic and institutional links. Through the study
of these new ideas in the academic literature and through foreign education, senior
economic policymakers and academic economists were important carriers of
neoliberal economic ideas into Mexico. In addition, many of the Mexican
policymakers had worked for international institutions such as the World Bank, the
IMF or the Inter-American Development Bank (IDB). These technocratic
policymakers had a greater understanding of the new ideas and a comparative
knowledge of similar countries’ experience through these transnational links with
an epistemic community. This international linkage had a tremendous impact on
the perceptions and values of Mexican policymakers.

The international conditions discussed above: the economic crisis, the
leverage by international actors and the transference of ideas from the developed
to the developing world all serve to explain the environment in which
policymaking was made in Mexico in the early 1980s. International events may
well have determined the margins and conditions for policy choice, but

policymakers were still left with a significant range of options and substantial
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room for manoeuvre in the extent, timing and order of reform initiatives.3* These
individuals have made the critical difference in the introduction, the scope and the
pursuit of economic policy reform. The discussion now turns to the two domestic
factors: the institutional arrangements of the state and the perceptions, values and

experiences of the individual policymakers.

1.3.4 The Institutional Arrangements of the State*®
This first domestic factor - the institutional arrangements®” of the Mexican state -
is important for explaining economic policymaking because it endows the state
with considerable powers vis-a-vis social classes and interest groups and places the
executive branch at the forefront of making policy choices. The Mexican political
system is characterized by limited political pluralism, low subject mobilization of
the population and the predominance of patrimonial rulership on the part of a
single leader or small group.*® By briefly examining statism and presidentialism,
it will be possible then to focus the analysis on the few individuals in the executive
branch responsible for economic policymaking in Mexico.

The roots of the modern Mexican state can be found in the Mexican
Revolution and particularly the 1917 Constitution. According to Article 25:

¥Reform is defined here as deliberate attempts by policymakers to ‘redress perceived errors in
prior and existing policy and institutional arrangements’. See Merilee S. Grindle and John W.
Thomas, Public Choices and Policy Change: The Political Economy of Reform in Developing
Countries (London: The John Hopkins University Press, 1991), p. 8.

%There are many definitions of the state. The interpretation used here identifies both the
individuals who occupy decision making positions within the executive and bureaucracy and the
state institutions. The state is defined as an enduring set of executive and administrative
organizations whose role is to control a given territory and to make authoritative decisions for
society. See Max Weber, ‘Politics as a Vocation’, in H. Gerth and C. Wright Mills, Max Weber:
Essays in Sociology, Tth ed. (Oxford: Oxford University Press, 1970), pp. 77-8.

"For an institutional analysis in the case of Mexico, see J. Bailey, op. cit., in footnote 23 and
Sylvia Maxfield, ‘Bankers’ Alliances and Economic Policy Patterns: Evidence from Mexico and
Brazil’, Comparative Political Studies (Vol. 23, No. 4, January 1991).

%See Susan Kaufman Purcell, ‘Decision-Making in an Authoritarian Regime: Theoretical
Implications from a Mexican Case Study’, World Politics (Vol 26, October 1973), p. 30.
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The rectorship of national development corresponds to the State in order to
guarantee that this [development] is integral, that it fortifies the sovereignty
of the nation, and that through the promotion of economic growth,
employment, and a more just distribution of income and wealth, it permits
the full exercise of the liberty and dignity of individuals, groups and social
classes, whose security this constitution protects.*

Most importantly, the constitution provided the legal basis for an interventionist
and autonomous state vis-g-vis social classes or interests and established Mexican
sovereignty over its natural resources. Hamilton dates the consolidation of the
Mexican state from the Cdrdenas period (1934 to 1940) when it took its
nationalist-populist form.*’ Statism as an institutional feature of the Mexican
regime endows the state with considerable powers. As the rector of the economy,
the Mexican state greatly influences the national unity and cohesion of society by
the perceived pursuit and achievement of economic growth and development. In
turn, the Mexican regime derives a large degree of legitimacy from this economic
advancement, empowering the state and reducing the influence of the strongest
- interest group - the private sector.*!

Traditionally, interest groups and competing political parties have had very
little input into the policymaking process. Since the 1940s, the state has co-opted

and controlled all major interest groups - the peasant, labour and some business

¥John Bailey, Reform of the Mexican Political System: Prospects for Change in 1987-88
(Washington, DC: Office of External Research, US Department of State, 17 July 1987), p. 14.

“N. Hamilton, op. cit., in footnote 21, p. 271.

“'For more information on the private sector, see John Bailey, ‘The Impact of Major Groups on
Policy-Making Trends in Government-Business Relations in Mexico’, in R. Camp (ed.), Mexico’s
Political Stability: The Next Five Years (London: Westview Press, 1986); Roderic A. Camp,
Entrepreneurs And Politics in Twentieth-Century Mexico (Oxford: Oxford University Press, 1989);
Sylvia Maxfield, ‘International Economic Opening and Government-Business Relations’, in W.
Cormnelius, J. Gentleman, and P. Smith (eds), Mexico’s Alternative Political Futures, Monograph
Series 30 (San Diego, CA: Centre for US-Mexican Studies, University of California, San Diego,
1989); S. Maxfield and R. Anzaldda M. (eds), Government and Private Sector in Contemporary
Mexico, Monograph Series 20 (San Diego, CA: University of California, San Diego, Center for US
- Mexican Studies, 1987); and L. Rubio F., ‘The Changing Role of the Private Sector’, in S. K.
Purcell (ed.), Mexico in Transition, Implications for US Policy: Essays from Both Sides of the
Border (New York, NY: Council on Foreign Relations, 1988). °
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organizations by incorporating them into the ruling party, the PRI. This
arrangement is characterized by compulsory membership, lack of competition,
hierarchical relationships and little or no autonomy from the state.*> The Mexican
state has performed the critical function of regulating sociopolitical and economic
interactions among various social forces through pacts and coalitions - a
‘revolutionary coalition’.* Because of this coalition, the political system has
enjoyed relative stability for over sixty years.

Since policy emanates from the executive branch, it is then important to
discuss the institution of the presidency. Theoretically, the constitution provided
for legislative and judicial branches to provide checks-and-balances powers, but in
practice, power has rested with the presidency. During the six-year term, the
Mexican president is virtually omnipotent. He is generally immune from media
criticism and opposition within the PRI. Until recently, the congress and the
bureaucracy all obeyed him unconditionally. The president made all laws while the
congress and the court functioned as rubber stamps.

The presidency has evolved so that it is the key to economic policy
formulation and implementation. The institution of the presidency provides a small
group of policymakers, led by the president, a substantial amount of autonomy in
the policymaking process. The values, perceptions and experiences of these few
individuals are key to the reasons for trade policy reform in the early 1980s. The

next section outlines these individual policymakers.

1.3.5 The Individual Policymakers
In times of crisis and within the institutional framework of the Mexican state,

individual policymakers have considerable autonomy in the policymaking process.

“Rose J. Spalding, ‘State Power and its Limits: Corporatism in Mexico’, Comparative Political
Studies (Vol. 14, No. 2, July 1981), p. 141.

“Brandenburg called this group the ‘revolutionary family’ while Padgett named it the
- ‘revolutionary coalition’. Frank Brandenburg, The Making of Modern Mexico (Englewood Cliffs,
NJ: Prentice-Hall, 1964) and L. Vincent Padgett, The Mexican Political System (Boston, MA:
Houghton Mifflin, 1966).
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The structure of the political institutions in Mexico influence both the capacity of
the individual policymakers to act and the extent of social interests that are
represented. Domestic policymakers are in the unique position to identify,
articulate and propose policy reforms that coincide with the aims of the state and
society. Policymakers are aware of the international and domestic interests and
constraints in both historical context and bureaucratic capacity. They seek to
manoeuvre within these constraints and to design solutions that will be politically
acceptable and seriously address public problems.*

The choices available to the domestic policymakers are not derived from
interest groups or classes, international actors and conditions or by the hold of
history or culture on policy choices. Such influences form the outer boundaries of
policy choice, but still leave the policymakers substantial room for manoeuvre.
This room for manoeuvre and influence defines what Grindle and Thomas call a

‘policy space’. For any given problem,

a space that is determined by the ability of a regime and its political
leadership to introduce and pursue a reform measure without
precipitating a regime or leadership change or major upheaval and
violence in society, or without being forced to abandon the
initiative. Within issue areas, a policy space consists of the range of
options that could be introduced without major adverse
consequences for policy makers, the regime, or reform itself.*

Why a specific policy decision is taken can best be understood by
examining the origins of the perceptions, values and experiences of the individual
decision makers. When determining the reasons for policy choices it makes a
difference what values, experiences, training and commitments policymakers have
when they are involved in discussions and debates about particular policy and
organizational reform initiatives. The thesis argues that because of the generational

distance from the 1910 Revolution and a shift toward private and foreign

“M. Grindle and J. Thomas, op. cit., in footnote 35, p. 5.
“Ibid, pp. 7-8.
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postgraduate education, the Mexican governing elite has changed.* With the
transformation in the ruling elite, policymakers have developed fundamentally
different policy perceptions and prescriptions.

Because of the different personal values and predispositions of individuals,
it makes a difference who the policymakers are. Especially in a country like
Mexico where only a few individuals are involved in the policymaking process,
the individual characteristics of the decision makers loom large and can greatly
affect the outcome of issues being discussed. The perceptions of policy problems
and the perceived viable solutions are important determinants in reform initiatives.
These perceptions are undoubtably influenced by ideological biases. The thesis
argues that through a domestic socialization in technocratic ministries - the central
bank and the treasury - and private and foreign education - primarily in the United
States - those policymakers predisposed to neoliberalism came to power and put
forth their policy preferences.

The perceptions and ideological beliefs of the individual policymakers are
greatly influenced by professional expertise and training. Increasingly, individuals
with technical training and experience in specific subjects are found among
decision makers in Mexico.*’ Their specialization - in economics and public
administration, for example - influences how they perceive problems and what

solutions they believe ought to be applied. These domestic policymakers form

“The governing elite is defined as those leaders who directly or indirectly play a part in ruling
society. These leaders include the Mexican executive branch, primarily the president, his cabinet
and bureaucracy. It does not include the military or commercial elite.

“The Mexican ‘old-guard’ replaced by the new technocratic elite is discussed at length in
Chapter 6. For more information, see Roderic Camp, The Making of a Government: Political
Leaders in Modern Mexico (Tucson, AZ: The University of Arizona Press, 1984); R. Camp, ‘The
Political Technocrat in Mexico and the Survival of the Political System’, Latin American Research
Review (Vol. 20, No. 1, 1985); Peter H. Smith, ‘Does Mexico Have A Power Elite?’, in José
Reyna and Richard S. Weinert (eds), Authoritarianism in Mexico (Philadelphia, PA: Institute for
the Study of Human Issues, 1977); and P. Smith, ‘Leadership and Change, Intellectuals and
Technocrats in Mexico’, in R. Camp (ed.), Mexico's Political Stability: The Next Five Years
(London: Westview Press, 1986).
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epistemic communities with transnational like-minded communities and influence

the direction of policy reforms.

The international and domestic determinants outlined above are identified as
the factors contributing to Mexico’s trade liberalization in the 1980s. It is argued
that without one of these key variables, the others would have been less likely to
have caused Mexico to liberalize its trade regime. The economic crisis is
particularly important as it acts as the catalyst for policy reform. Without such an
event, it is unlikely that Mexican policymakers would have made such a radical
shift in trade policy as quickly and as fundamentally as they did. In addition,
without the crisis, the ideological vacuum would not have been exposed to the
degree that it was enabling the transmission of new ideas. These ideas greatly
affected individual policymakers’ perceptions of policy options. The individual
policymakers are key to the policy shift. They are the ones who chose a particular
policy path before the crisis struck and implemented such policies afterward. They
also were educated abroad incorporating new ideas to their beliefs and forming
transnational links called epistemic communities. The institutional arrangements of
the Mexican state enabled a select few to guide policy in Mexico with considerable
autonomy in the policymaking process. Finally, the international actors are indeed
important, but I argue not solely responsible for a policy shift as has been argued
in previous studies. They act as a reinforcer to the domestic policymakers to stay
the course and implement trade liberalization faster and further than might have
been the case. Together, these five variables answer why Mexico liberalized its

trade regime during the administration of Miguel de la Madrid.
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1.4  Thesis Structure

This thesis is comprised of seven chapters, of which, this introduction is the first.
Chapter Two provides a brief historical overview of the post-Second World War
development strategy from 1940 to 1986. The first part of the chapter examines
the nationalist development strategy and the events leading up to the financial
crisis in the summer of 1982. The second part explores the short-term economic
stabilization policies of the de la Madrid administration. The economic conditions
and the policies employed in the aftermath of the financial crisis explain the pace
and intensity of the trade liberalizing reforms in the early 1980s.

Chapter Three discusses the first international variable: the economic crisis.
It is argued that this systemic crisis acted as a catalyst for trade policy reform. The
chapter tracks the implementation of trade liberalizing measures culminating in the
accession to the GATT in August 1986. It is demonstrated that gradual trade
policy reforms were a stated objective of the de la Madrid government from the
beginning of the sexenio and before the crisis intensified. Although the reforms
were initiated by domestic policymakers, the worsening economic crisis
contributed to their rapid implementation.

Chapter Four considers the second international determinant: the leverage
exerted by international actors on Mexican policymakers. The analysis looks
primarily at the bilateral trade relationship between Mexico and the United States.
In addition, the chapter explores the relationship between Mexico and international
financial institutions. It argues that, although the United States and international
financial institutions reinforced Mexico’s neoliberal economic policies, they did
not force Mexican policymakers to implement such reforms.

Chapter Five looks at the third international factor: the transmission of
ideas from the international system to the domestic arena. In particular, it focuses
on the shift in global development paradigm from a state-led, inward-looking
development policy to the more market-led, export-oriented strategy for growth.
The chapter identifies the carriers or channels by which these ideas are conveyed

from the international system to the domestic political arena (i.e., an epistemic
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community). The chapter links the transnational epistemic community with
Mexican domestic policymakers.

Chapter Six examines the two domestic determinants: the state institutions
and the perceptions, beliefs and experiences of the domestic policymakers. The
chapter makes two points. First, the institutional arrangements of the Mexican
state invested policymakers with a certain degree of autonomy from social interest
groups, thereby enabling them to implement their policy preferences. Second, by
determining the origins of the values and beliefs of the decision makers and their
links to a like-minded transnational network, the reasons for particular policy
reforms are identified.

Finally, Chapter Seven concludes the thesis by briefly summarizing the five
international and domestic variables that explain trade policy reform in Mexico in
the 1980s. It discusses the variables and their relevance in the post-1986
economic, political and ideological developments in Mexico. The chapter ends by
addressing the broader implications of these variables in the study of international

political economy.
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Chapter Two: The Historical Roots of Trade Liberalization in Mexico

Introduction

This chapter provides a brief historical overview of Mexico’s post-Second World
War political economy (1940 to 1986). The first part examines the state’s import
substitution industrialization (ISI) development model (1940 to 1970) and the
economic troubles of the 1970s and early 1980s. This brief synopsis offers a fuller
understanding not only of the nationalist development strategy, but also of the
events leading up to the financial crisis in the summer of 1982. The second part of
the chapter explores the short-term economic stabilization policies of the de la
Madrid administration. The economic conditions and the policies employed in the
aftermath of the financial crisis explain the pace and intensity of the trade
liberalizing reforms in the early 1980s. Understanding the post-Second World War
development strategy - its successes and failures - helps to determine the origins of
Mexico’s shift toward economic liberalization in general, and trade policy reforms

in particular.

2.1 The Post-Second World War Development Strategy

For most of this century, Mexico has experienced both political stability and
economic growth unsurpassed in the Latin American region.! This is due
primarily to the authoritarian-corporatist regime established in post-revolutionary
Mexico (1917).2 The social peace and political collaboration necessary for the
rapid modernization of the economy was assured by instituting corporatist
structures to co-opt and mollify the broad sectors of society included in the
peasant, labour and popular organizations. The constitution of 1917 and the

subsequent evolution of the state apparatus ensured the instruments necessary not

'Unlike many of its counterparts that have experienced military coups and revolutions, Mexico
has been governed by a succession of civilian presidents who each have served out his single six-
year term followed by orderly elections managed by the ruling party, the PRI.

’For more information on this period in Mexican history, see Robert Ryal Miller, Mexico: A
History (Norman, OK: University of Oklahoma Press, 1985).
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only for the dominant role of the state vis-a-vis society, but also for an activist

role in the economy.

2.1.1 State-led Industrialization (1940 to 1970)

Mexico’s foremost objective in the post-Second World War period was
industrialization. Policymakers believed that industry would have spillover effects
which in turn would lead to overall development. From 1940 to 1970, Mexico’s
economic policy - known as desarrollo estabilizador or ‘stabilizing development’ -
used the import substitution model. This strategy was based on the theory
advanced by Raiil Prebisch, the Director of the United Nations Economic
Commission for Latin America (ECLA), and others who critiqued the neoclassical
theory of international trade. The theory held that world demand for primary
goods, traditionally exported by developing countries would decline relative to the
demand for manufactured goods, traditionally imported by developing countries. In
order to prevent impoverishment from declining terms of trade, Prebisch argued,
developing countries should restrict imports and encourage domestic production of
manufactured goods.?

The ISI strategy aimed at aiding industrial development with selective
economic policies while protecting domestic production from external competition.
This would entail an integrated domestic economy, one that could create goods for
all the stages of the production chain: consumer, intermediates and capital.
Economically, the main objective was to replace imported products with goods
produced locally. The strategy encouraged the development of manufacturing,

freeing the country from spending scarce foreign exchange funds on imports.

*Raul Prebisch, ‘Commercial Policies in the Underdeveloped Countries’, American Economic
Review (May 1959), pp. 251-73. The role of ECLA and the ISI strategy is examined in Chapter 5,
section 5.2.2.
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In addition to the economic reasons for the ISI strategy, there were also
political goals.* Successive Mexican governments believed that industrialization
would lead not only to economic self-sufficiency, but also to political autonomy.
The plan aimed at enabling Mexico to break away from external ties and gain self-
sufficiency and independence, mostly from the United States.

Initially the strategy, which began Mexico’s industrial revolution, produced
impressive results.® Throughout the ISI period, Mexico had one of the fastest
growing economies of the world with an average annual rate of growth of over 6
per cent coupled with low inflation below 5 per cent annually.® Sectoral shifts in
both output and employment over the period illustrated the fundamental nature of
the changes which the Mexican economy had experienced. From 1950 to 1968,

industrial output increased on an average rate of growth of 6.7 per cent per year.

“The political motive was based on the dependencia approach. The most commonly sighted
definition of dependency is given by Dos Santos as:

a conditioning situation in which economies of one group of countries are
conditioned by the development and expansion of others. A relationship of
interdependence between two or more countries or between such countries and the
world trading system becomes a dependent relationship when some countries can
expand through self-impulsion while others, being in a dependent position, can
only expand as a reflection of the expansion of dominant countries, which may
have positive or negative effects on their immediate development.

T. Dos Santos, ‘The Crisis of Development Theory and the Problem of Dependence in Latin
America’, in H. Bemnstein (ed.), Underdevelopment and Development: The Third World Today
(Hammondsworth: Penguin Books, 1973), p. 76. For more information on the dependencia
approach, see Cristobal Kay, Latin American Theories of Development and Underdevelopment
(London: Routledge, 1989); P. O’Brien, ‘A Critique of Latin American Theories of Dependency’,
in I. Oxaal, et al. (eds), Beyond The Sociology of Development (London: Routledge and Kegan
Paul, 1975); and Ian Roxborough, Theories of Underdevelopment (London: Macmillan, 1979).

Mexico’s industrialization began in the period before the rapid expansion of exports in the
second half of the nineteenth century. In fact, industrial development in Mexico can be traced as far
back as 1840, when small factories devoted to fabrics, paper and ironworks initiated the transition
from artisan to modern industry. But the earliest major advances in industrial development were
made in the late 1800s, particularly with the construction of railroads and the establishment of
metallurgical factories. The industrialization process made significant progress in the decades prior
to the Second World War and more importantly, prior to the beginning of the ISI strategy.

*Economic Commission for Latin America, Economic Survey of Latin America (Santiago,
Chile: ECLA), various years.
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Manufacturing output grew from 1940 to 1968 at 7.8 per cent annually.” In the
process, Mexico restructured its economy from an export-enclave economy to a
semi-industrial country. People migrated from the rural areas; agriculture’s
contribution to total production diminished from 21 to 11 per cent.® Whereas two-
thirds of the labour force had been employed in agriculture in 1940, the figure
dwindled to little more than a third by 1970.° As the population moved to the
urban areas, they found employment in industry and the service sector. By 1970
Mexico was largely self-sufficient in the production of foodstuffs, basic petroleum
products, steel and most consumer goods.

When the international environment began to change in the early 1970s
with the OPEC petroleum price rises and the international recession which
followed, Mexico’s economy also started to experience difficulties. This is when
the flaws of the ISI strategy were exposed. The years of protection had made
Mexican industry inefficient and highly uncompetitive internationally. The state’s
large role in the economy had produced a swollen, inefficient and costly
bureaucracy.

The difficulties inherent in the ISI programme were many. The most
fundamental problems were that it prescribed development policies that did not
take into account the market size, the product being produced or the nature of the
technology used. The most obvious result of the strategy was the bias against
exports and agriculture. Mexico neglected exports both by failing to diversify the
export structure in accordance with the changing internal economic structure which

ISI brought about. By the late 1960s, 75 per cent of Mexico’s exports still

"Roger D. Hansen, The Politics of Mexican Development (Baltimore, MD: Johns Hopkins
University Press, 1971), p. 42.

8Carlos Tello, La Politica Econémica en México, 4th edition (Mexico City: Siglo Ventiuno,
1980), p. 15.

Economic Commission for Latin America, Economic Survey of Latin America (Santiago,

Chile: ECLA, 1949) and Inter-American Development Bank, Economic and Social Progress in
Latin America, Annual Report (Washington, DC: IDB, 1971).

33



The Historical Roots Chapter Two

consisted of traditional primary and food products.'® With the rapidly growing
population, especially in the urban centres, the domestic demand for foodstuffs
outstripped the supply which the agricultural sector was capable of offering. This
led to shortages and imports of food. ISI also contributed to a worsening of the
income distribution because governments failed to redistribute income through
fiscal policies and ISI failed to increase employment. Foreign companies used
capital intensive technologies with no incentive to adopt labour-intensive
techniques of production.™

Increasing political centralization and the contradictions embedded in the
economic development model pursued after the 1940s (which generally favoured
private sector capital accumulation and rapid growth rather than income
redistribution and social reform) led dissident labour unions, peasant groups and
university students to challenge the system at different times. Politically, the
Mexican government started to experience the breakdown of the social pact
(between labour, business and the government) in the late 1960s and 1970s. In the
summer of 1968, social unrest spread from what started out as a clash among rival
groups of students to include hundreds of thousands of professionals, members of
labour unions and some government officials. The concern was with greater
political democracy and the call for the end to the authoritarian rule of the
Mexican government. The impact of the 1968 movement was a watershed because
it introduced the perception that the political system was not immune to social
uprising.’? The events of 1968 sent a clear message to the politicians: economic

policies could no longer be confined to promoting economic growth at the expense

"Werner Baer, ‘Import Substitution and Industrialization in Latin America: Experiences and
Interpretations’, Latin American Research Review (Vol. 8, No. 1, 1972), p. 106.

"For more information on the problems of the ISI model see, L. Antonio Aspra, ‘Import
Substitution in Mexico: Past and Present’, World Development (Vol. 5 Nos. 1/2, 1977); W. Baer,
ibid; and Herbert Schmitz, ‘Industrial Strategies in Less Developed Countries’, Journal of
Development Studies (Vol. 21, No. 1, October 1984).

I’Rosario Enriquez,‘The Rise and Collapse of Stabilizing Development’, in G. Philip (ed.), The
Mexican Economy (London: Routledge, 1988), p. 30.
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of economic justice. Indeed, regime support declined in the late 1960s and early
1970s as the rate of growth slowed and a broad range of socioeconomic problems

seriously worsened."

2.1.2 Shared Dei’elopment (1970 to 1976)

As Mexico entered the 1970s, it confronted serious social, economic and political
problems. In this period of crisis, the administration of Luis Echeverria (1970 to
1976) retreated into an inward-looking, populist direction with the concept of
‘revolutionary nationalism’. Essentially this concept followed the social democratic
ideology, positing a mixed-economy under state tutelage, central planning and
increased welfare. The objective of revitalizing the economy as well as confronting
the salient issues of unemployment, poverty and exploitation of the poor were
tackled by President Echeverria in his programme called desarrollo compartido or
‘shared development’. Its aim was to open up the political system and place
emphasis on redistributive and social welfare measures while maintaining rapid
economic growth.

Although the policy of import substitution was continued throughout the
Echeverria administration, significantly, a concerted effort was made to stimulate
manufacturing exports. Import duties were reduced to improve the competitiveness
of Mexican manufactured goods, and direct subsidies were made available for
exports as were credits at low rates of interest from the newly formed IMCE
(Mexican Institute of Foreign Trade). An attempt was also made to restructure

import protection so as to provide greater stimulus to the domestic manufacture of

3These problems included severe inequalities in national income distribution and regional
development; widespread unemployment and underemployment; inflationary pressures that eroded
real wages; growing foreign indebtedness; stagnating agricultural production and a growing need to
import basic foodstuffs; and the declining ability of the national educational system to meet the
needs of an expanding urban middle class. See Pablo Gonziles Casanova and Enrique Florescano
(eds), Mexico Hoy (Mexico, DF: Siglo Ventiuno Editores, 1979) and John F. H. Purcell, ‘Mexican
Social Issues’, in Susan Kaufman Purcell (ed.), Mexico-United States Relations (New York, NY:
Academy of Political Science, Vol. 34, No. 1, 1981), pp. 43-54.
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capital goods. In addition, the administration pursued vigorous policies to
stimulate the establishment of magquiladoras or export processing zone assembly
plants.?® Mexico introduced the maquilas in 1965 to encourage foreign firms to
build factories along the US-Mexico border.'® With the Echeverria
administration, these export zones were broadened to other parts of the country.
Proponents of ‘shared development’ argued that it was only through
increased state spending and major tax reform that the presidential objectives of
improved income distribution and the removal of investment bottlenecks blocking
economic growth could be achieved. Rather than deciding between promoting
industrialization or redistributing the country’s wealth, the Echeverria
administration attempted to do both. It embarked upon a populist programme
designed to raise the state’s provision of collective consumption goods, such as
subsidized health, }lousing and education. The social security system was expanded
and there was an increase in public investment into agriculture, energy and heavy-
industrial and capital goods.'” The first action was obviously designed to diminish
social tensions while the second was counted upon to foster rapid economic growth
and profits to generate jobs and appease the concerns of the private sector.

To accomplish the objectives of ‘shared development’, President Echeverria
expanded the role of the state in the economy. The size of the public sector in
terms of expenditure as well as of direct ownership rose. Total government
spending increased from 23.6 per cent of GDP in 1970 to 36.6 per cent of GDP in

!4C. Gribomont and M. Rimez, ‘La politica econémica del gobierno de Luis Echeverria (1971-
1976): Un primer ensayo de interpretacion’, in El Trimestre Economico (Vol. 44, No. 176,
octubre-diciembre 1977), p. 821.

3The magquila programme is discussed in Chapter 4.

1Leslie Sklair, Assembling for Development: The Magquila Industry in Mexico and the United
States (London: Unwin Hyman, 1989), p. 10.

YJudith Teichman, Policymaking in Mexico: From Boom to Crisis (Boston, MA: Allen &
Unwin, 1988), p. 47.
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1975.'8 The parastatal sector grew rapidly. The number of enterprises in which
there was public participation, with shares ranging from very small to large,
increased from 84 in 1970 to 845 in 1976, while the number of government
employees doubled to more than 1 million."”

Yet the public sector role in the economy was being increasingly undercut
by its financial problems. The Mexican regime seemed unable to exercise certain
fundamental options to gain the revenue necessary to meet its public sector
responsibilities. Its inability to tax business and wealth sufficiently was crucial. It
also seemed unable to cut back on subsidies not just to industry, but also to needy
consumers. Because of the significance that a strong public sector had had in
Mexican politics, selling public enterprises in order to balance the budget was not
a possible solution. In order to finance such spending, President Echeverria relied
on deficit financing. This meant> that in order to finance its various programmes,
the pubh;-;e;&)f had no recourse but to increase its external indebtedness. Because
of the lack of sufficient sources of credit, the government borrowed abroad.
Consequently, the level of foreign public debt skyrocketed from US$4.2 billion in
1970 to US$19.6 billion in 1976.%°

It was not coincidental that Mexico’s economic achievements were
occurring at the same time as the international economy was also expanding
rapidly. Before the world recession in 1974 to 1975, the international economy
had experienced a long business cycle boom which began after the Second World
War. In the 1970s, however, instability rocked the international economy with the
collapse of the Bretton Woods System. This System had consisted of fixed
exchange rates and had provided financing for temporary balance of payment

disequilibria. Although the system was supposed to be self-regulating, it had

18C. Gribomont and M. Rimez, op. cit., in footnote 14, p. 784.

Daniel Levy and Gabriel Székely, Mexico: Paradoxes of Stability and Change (Boulder, CO:
Westview, 1983), p. 148.

DIbid, p. 149.
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proved to be inherently unstable and required a hegemonic or stabilising power.
This role had been played by the United States until the late 1960s. Because
Europe and Japan were emerging as economic powers in their own right, the
United States was increasingly confronting competition from them. US export
shares dropped and its imports rose resulting in a large US trade deficit. This
deficit along with high inflationary rates, caused by increased military spending,
led first in 1971 to the devaluation of the dollar and subsequently to the
replacement of the fixed exchange rate regime with a new system of free currency
floats. This set the stage for the growing financial and monetary instability of the
1970s and 1980s.

The collapse was extremely important in that it marked the end of 25 years
of stability for the international economy. The end of the Bretton Woods System
would have been enough to disrupt seriously the international economic
community. When coupled with the simultaneous occurrences of the OPEC price
rises, the increase in most commodity prices and the 1972 crop failures, instability
and turbulence plagued the world economy. What resulted was wide-spread
inflation and world recession.

Global inflation and the subsequent world recession were transferred to
Mexico via various channels. One such means was trade. In light of the
international economic environment, a large majority of the industrial countries
resorted to protectionist measures. As Mexico was highly dependent on US
markets for both imports and exports, the country experienced reduced access to
' these markets and a sharper decline in its export volumes.

During the last year of the Echeverria administration - 1976 - the economic
situation further deteriorated. Inflation had stood at 4.4 per cent in 1971 but began
to rise. Originally policymakers had viewed the higher rates of inflation as the
necessary social price that had to be paid to achieve the twin goals of income
redistribution and rapid economic growth. Beginning in 1974, however, inflation
became a serious problem rising to 24.4 per cent. Although inflation dipped down

to 16.6 per cent in 1975, it re-emerged the following year. With the rise in
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inflation in 1976, the growth rate of real GDP fell to 4.2 per cent. Capital flight
increased to the level of US$4 billion during 1976 as growing uncertainty among
private investors led to increasing speculation against the Mexican peso.?! In
1976 the government ran out of reserves and the peso was devalued for the first
time in 22 years. The Echeverria administration devalued the currency from 12.5
pesos to the dollar to 19.7 in August 1976 to 25.49 two months later.?
Throughout the post-Second World War period, Mexican economic elites
rarely participated openly in politics. The private sector was, however, consulted
on economic policy and even had the use of an informal veto, but their role was
primarily reactive rather than proactive. Business was willing to refrain from
interfering in policymaking so long as the government carried out two tasks:
manipulating and controlling societal agents, such as labour, and subsidizing
business activity.? This informal agreement began to disintegrate during the
presidency of Echeverria when the business community became alienated from the
regime in the early 1970s. Rising inflation and a series of populist policy reforms
began to erode the decades-old business-government pact. These events prompted
private investors to withdraw their capital from the country not only to protect
their wealth against possible currency devaluations, but also as a political weapon.
After the assassination of a leading industrialist, Eugenio Garza Sada (head of the
Monterrey group), political organization by business groups rapidly occurred. For
the first time in Mexico’s post-revolutionary history, the private sector publicly
criticized the government’s running of the economy. This discontent translated into
political action. The political ‘right’ and entrepreneurs established the Co-

ordinating Business Council (CCE) in 1975 which became the major forum for

'Miguel D. Ramirez, Mexico’s Economic Crisis (New York, NY: Praeger, 1989), pp. 84-5.

ZInter-American Development Bank, Economic and Social Progress in Latin America
(Washington, DC: IDB Annual Report, 1976). The peso was devalued by 40 per cent in 1948 and
by 31 per cent in April 1954.

BSylvia Maxfield and Ricardo Anzaldiia Montoya (eds), Government and Private Sector in
Contemporary Mexico, Monograph Series 20 (San Diego, CA: Center for US - Mexican Studies,
University of California, San Diego, 1987), p. 2.
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private sector interests. This led to greater political organization and participation
against the PRI.

President Echeverria finished his term in the midst of violent and
widespread criticism. Not only was there open conflict with the economic elites,
but the rewards of higher living standards for the middle-classes (the sector most
favoured by general policies adopted from the late 1950s onward) had to be
postponed. The workforce that had benefited from the substantial expansion in
social services provided by the state had seen its income eroded by rising inflation.
The peasantry had experienced a bettering of its situation only in very localized
and specific geographical areas which were subject to special development
programmes. At an international level, unfortunate foreign policy statements,
restrictions on foreign investment** and rising indebtedness had damaged
Mexico’s relationship with important foreign powers. In retrospect, the 1970 to
1976 period shows a government that tried to do too much, too fast and without
the necessary resources to succeed.?

When President Echeverria came to power in 1970, Mexico was
experiencing one of the worst crisis situations since the revolution. His response
was to turn inward and put forth a populist platform. Although the measures
employed attempted to quash socio-political unrest, the ‘shared development’
model only exacerbated the economic problems. Thus, when President Lopez
Portillo took office in 1976, Mexico was once again experiencing economic

difficulties. The next section analyzes the Lopez Portillo administration and its

*President Echeverria instituted laws regulating foreign capital and technology. The most
important of which was the 1973 Law to Promote Mexican Investment and Regulate Foreign
Investment, which made 51 per cent Mexican ownership the general rule for new ventures.

BOn President Echeverria’s economic programme, see E. V. K. Fitzgerald, ‘Stabilization
Policy in Mexico: The Fiscal Deficit and Macroeconomic Equilibrium, 1960-1977’, in Rosemary
Thorpe and Laurence Whitehead (eds), Inflation and Stabilization in Latin America (London:
Macmillan, 1979); Merilee S. Grindle, Bureaucrats, Politicians and Peasants in Mexico (Berkeley,
CA: University of California Press, 1977); and Leopoldo Solis, Economic Policy Reform in Mexico
(New York, NY: Pergamon, 1981).
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attempt to open the trade regime through import liberalization and joining the
GATT.

2.1.3 The Lépez Portillo Administration (1976 to 1982)

The first task at hand for the new administration was to confront the problems of
the 1976 devaluation and the ensuing economic crisis. The new president, José
Lépez Portillo, proposed two actions: political reform and an ‘alliance for
production’. The latter’s aim was to mend the business-private sector rift. The
alliance for production sought to re-negotiate the pact among labour, business and
government in order to stimulate investment and growth. In return for the
government’s promise to straighten out its management of the economy, recognize
the essential role of the private sector in a mixed economy and provide economic
incentives, businessmen vowed to operate more efficiently and expand investment.

With the economic difficulties inherited from the Echeverria administration,
the IMF in exchange for a stabilization loan of US$1.2 billion. The three-year
austerity programme called for: 1) a sharp decrease in the public sector deficit
from 9.9 per cent of GDP to 6 per cent; 2) an overall ceiling on annual wage
increases to no more than 10 per cent; 3) systematic devaluation of the peso to
maintain domestic prices in line with external ones; and 4) a reduction of the
overall tariffs so that goods produced by Mexican firms would reflect their real
costs of production.

Such austerity measures might have led Mexico down the path of
development policy reform in 1976 if not for the discovery of oil. Because of the
‘oil bonanza’, the austerity programme was effectively abandoned. The oil boom
brought new development possibilities and seemed a painless solution to Mexico’s
economic and social problems. By increasing the government coffers through oil
revenues, the government could increase its spending and thus assure the

restoration of economic growth and strengthen its political support.
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The Oil Boom™

Central to President Lopez Portillo’s alliance for production strategy was
petroleum development. Although Mexico’s oil industry had been successful, it
had run into difficulties in the early 1970s. The country recorded its first
petroleum trade deficit in 1970; four years later the deficit reached over US$250
million. With the discovery of new oil deposits in 1978, however, the Mexican
petroleum industry experienced a dramatic turnaround. Proven oil reserves
increased more than six-fold: in 1976, the reserves stood at 6.3 billion barrels
compared to 40.2 billion barrels in 1978.%” In 1982 the country’s proven reserves
were estimated at more than 60 billion barrels; Mexico ranked fourth in proven
reserves and production among the world oil producers.?® As Table 2.1 shows
Mexico’s influence as a global oil producer grew between 1973 and 1983.
Compared with the United States, Mexico produced one-twentieth of the US
production in 1973, but this figure grew to one-fourth in 1983.

Mexico’s fortunes changed with the 1978 oil discovery. Rather than
adjusting to scarcity, Mexico had to deal with administering the abundance. The
oil option would be the ‘axis of national development’ and would provide the
much needed remedy for the fundamental problems of the Mexican economy.
President Lépez Portillo’s oil-based development policy sought to accelerate
economic development while reducing the country’s external dependency. ‘Oil is
our chance for self determination because it will improve our international

economic relations.’?

*For more information on the oil boom in Mexico, see George W. Grayson, The Politics of
Mexican Oil (Pittsburgh, PA: University of Pittsburgh Press, 1980); Pamela S. Falk (ed.),
Petroleum and Mexico’s Future (London: Westview Press, 1987); and J. Teichman, op. cit., in
footnote 23.

M. Ramirez, op. cit., in footnote 21, p. 87.

%George Grayson, Oil and Mexican Foreign Policy (Pittsburgh, PA: University of Pittsburgh
Press, 1988), p. 26.

#Cited in Judith Gentleman, Mexican Oil and Dependent Development (New York, NY: Peter
Lang, 1984), p. 83.
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Table 2.1
Mexico’s Growth as an Qil Producer:
Global Oil Production, 1973 to 1983

(in billions of barrels)
World
Year Total OPEC Us USSR Mexico
1973 21.2 11.3 4.0 3.1 0.2
1975 20.2 9.9 3.6 3.6 0.3
1977 22.6 11.4 3.6 4.0 0.4
1979 24.0 11.3 3.7 4.3 0.5
1981 21.6 8.2 3.7 4.5 0.8
1983 20.6 6.3 3.7 4.5 1.0

Source: La economia mexicana en cifras Mexico: NAFINSA, 1986), cuadro 15.4, p. 356. Cited in
Van Whiting, Jr., The Political Economy of Foreign Investment in Mexico: Nationalism, Liberalism,
and Constraints on Choice (London: Johns Hopkins Press, 1992), p. 27.

Oil led to a new self-confidence in Mexico that was evident in both
domestic and foreign policy. José¢ Andrés de Oteyza, the Minister of Public Sector

Industries, when speaking about domestic economic policy, remarked

The capacity for financial self-sufficiency which the oil profits offer,
allied to the right plans for their use, can allow our economy to
grow at annual rates of 10% for a relatively long period without
pressure on the balance of payments or extreme inflationary effects.
With this growth rate the new work force can be absorbed and
hidden unemployment slowly eradicated by the 1990s.*

In addition, the Lépez Portillo administration pursued an activist foreign policy
which brought the country into conflict with its most important neighbour, the
United States. Mexico refused to boycott the Moscow Olympics, back economic
sanctions against Iran and openly criticised the United States on its policy in El

Salvador.? Grayson maintains that Mexico’s oil wealth (high petroleum prices

¥Hugh O’Shaughnessy, Financial Times (London), 3 January 1979.

3'For an indepth analysis of President L6pez Portillo’s strong foreign policy stand, see G.
Grayson, op. cit., in footnote 28, Chapter 2.
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and the expectations that those prices would continue to rise) created the
possibility to develop a new, prosperous Mexico. This improved outlook
transformed Mexico’s ‘role conception’ - that is, the enduring self image of the
appropriate relationship of Mexico vis-G-vis the external environment.*? With
every increase in oil prices and reserves, the Lépez Portillo administration more

forcefully advanced Mexico’s bid for leadership.

Table 2.2
Real GDP Growth, 1977 to 1981
(percentages)
Year GDP Growth
1977 3.4
1978 8.1
1979 9.0
1980 8.3
1981 8.1

Source: Banco de México, 1982.

Mexico’s vast 0il reserves were used to foster growth and development.
Both the public and private sectors went on an investment binge and increased this
spending as the price of oil rose in 1979. This public expenditure-led growth
strategy, during the four years of the oil boom (1978 to 1981), recorded
impressive growth rates. As Table 2.2 shows, whereas real GDP growth stood at
3.4 per cent in 1977, it reached 8.1 per cent in 1978, 9.0 per cent in 1979, 8.3
per cent in 1980 and 8.1 per cent in 1981. In addition, total investment increased
more than 15 per cent a year and real minimum wages rose slightly.*

The Mexican self-confidence, borne from the development possibilities of

the oil-led growth strategy, adversely affected the limited trade liberalizing

%Ibid, pp. 6-8.

BNora Lustig, ‘The Mexican Economy in the Eighties: An Overview’, in F. Desmond Mc
Carthy, Problems of Developing Countries in the 1990s, Vol. II (Washington, DC: IBRD, World
Bank Papers, No. 98, 1990), p. 80.
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measures initiated in 1977. Like the IMF austerity programme, the trade
liberalizing measures were abandoned in 1980 when the country decided not to
join the GATT. The following section discusses the 1980 GATT debate.

The GATT Debate

For many years Mexico chose to keep the GATT at arms length. First, the
underlying philosophy of the GATT - that of free trade - clashed with the post-
Second World War Mexican trade policy - that of protectionism. Like many
developing countries at the time, there existed much hope in the United Nations
Conference on Trade and Development (UNCTAD),3* whose doctrine had been,
to a great extent, the work of the first secretary-general, Rail Prebisch, reflecting
the structuralist analysis of North-South relations. However, disillusionment with
the UNCTAD, the failure of the new international economic order, and by the late
1970s, a more sympathetic stance toward developing countries’ demands by the
GATT, led Mexico to look in other directions.®

Mexico actively participated in the Tokyo Round (1973 to 1979). Although
Mexico had not signed the final document, it did reach several bilateral
agreements - all beneficial without making significant concessions. It could be
argued that the United States, for example, may have signed these agreements in
order to lure Mexico to enter the GATT. By the mid-1970s, Mexico had increased
its trade links with its northern neighbour. The United States extended most

favoured nation (MFN) status to Mexico as well as trade privileges under the

¥The UNCTAD met in Geneva in 1964 and attacked the rules of the GATT for excluding the
developing countries from the post-Second World War expansion and perpetuating their existence
as primary commodities exporters. The calling for a conference to deal with world trade problems
meant a challenge to the GATT. The proposals of the UNCTAD I were incorporated in Part IV of
the General Agreement. Diane Tussie, The Less Developed Countries and the World Trading
System: A Challenge to the GATT (London: Frances Pinter, 1987), p. 3.

*In the 1960s, the Kennedy Round added Part IV ‘Trade and Development’ to the General

Agreement and in the 1970s, a number of provisions in the Tokyo Round were formulated
specifically for the developing countries.
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Generalized System of Preferences to help Mexico promote its manufactured
exports.*

In January 1979, Mexico sought GATT membership. The initial
negotiations were completed in October producing the Protocol of Accession. The
protocol’s terms for Mexican entry were:

1) a time period of twelve years in which to eliminate the remaining

import permits;

2) incorporation of the bilateral tariff concessions negotiated in the
Tokyo Round;

3) acceptance of the new Mexican system of tariff valuation;

4) allowance for the continued use of export subsidies and controls
in Mexico;

5) the right to implement the National Industrial Development Plan
of March 1979 and to continue granting certain tax incentives to
industry;

6) full rights to manage internal development policies and to protect
industry and agriculture;

7) recognition of Mexican protectionist policy toward rural products
and of the priority given to the agricultural sector, especially the
basic foodstuffs;

8) the rights to ignore any provisions of Part II of the GATT (which
covers non-tariff barriers) that are incompatible with existing
Mexican legislation.*

These terms of entry were ‘unusually flexible’ and ‘extremely liberal’. Under such
conditions, the international community was making it virtually impossible for

Mexico to refuse accession.

3This is discussed at length in Chapter 4.

3Dale Story, Industry, The State, And Public Policy in Mexico (Austin, TX: University of
Texas Press, Austin, 1986), p. 136.
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President Lépez Portillo was fully aware of the contentiousness of joining
the multilateral trade organization. Within his own cabinet, his ministers were
deeply divided over pursuing a nationalist versus internationalist development
policy.?® In an unusual move for a Mexican president, Lépez Portillo called upon
various sectors in society to debate the issue.* The national debate took place at
the elite level involving the economic, intellectual and governmental elites. The
proponents of the GATT argued on two fronts: the economic benefits and the
advantages of multilateral participation.*’ The former included greater access to
foreign markets and improved efficiency, productivity and quality through
competitive incentives; the latter that with the members of the GATT representing
80 to 90 per cent of international trade, Mexico should not isolate itself from this
international forum.

The opponents to GATT entry focused on the loss of sovereignty and the
economic disadvantages. The first argument concerned the age-old problem of
economic dependency on the United States. To many, Mexico’s policy autonomy
was of far greater importance than the benefits that could be accrued from a
multilateral framework for trade. Mexico’s sovereignty in economic decision
making was considered the most important aspect of its bilateral relations with the
United States. In addition, some feared that Mexico, as an advanced developing
country, would not enjoy GATT privileges and would be targeted for ‘graduation’
from preferential treatment.*' The second argument focused on the viability of
the small and medium industrialists who would not be able to stand up to foreign

competition.

*This division is discussed in Chapter 6.

¥For an in-depth analysis, see D. Story, op. cit., in footnote 37, Chapter 6; and Saul Escobar
Toledo, ‘Rifts in the Mexican Power Elite, 1976 - 1986°, in S. Maxfield and R. Anzaldda M.,
Government and Private Sector in Contemporary Mexico (San Diego, CA: Monograph Series 20,
Center for US - Mexican Studies, University of California, San Diego, 1987).

“D. Story, ibid, p. 138.

“Ubid, p. 139.
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In addition to internal pressures to join the GATT, external pressures came
from the United States. Relations with its northern neighbour were not very good
at this time.*> With the new-found oil wealth and the idea that its economic
dependence on the United States was decreasing, the Mexican government felt
increasingly more powerful and therefore, in a better position to assert its
independence vis-a-vis its neighbour. One such action was to refuse the request of
the United States and other international actors to join the GATT. The debate was
allowed to boil for four months until reaching its peak on 18 March 1980, when
President Lépez Portillo ended the national debate and announced that Mexico
would ‘postpone’ accession.

The economic reasons given for not joining the GATT in 1980 were for the
most part straightforward. The President argued that there were four principal
trade policy motivations for the decision. First, with the then-overvalued Mexican
peso, the GATT entry could have deleterious effects on the competitiveness of
Mexico’s production, particularly its non-traditional exports. Second, Mexico’s
problems in agriculture production could have required government intervention
that might have clashed with GATT rules. Third, there was concern that as an oil-
exporter, Mexico would not have been eligible to utilize the GATT balance of
payments provisions for temporary protection. And finally, the fear pervaded that
Mexico would lose flexibility in allocating its petroleum production.*’

President Lopez Portillo decided against the GATT based on the philosophy
of the GATT instrument and the current development opportunity that the oil
boom had provided. He stated at the time:

“The poor relations concerned primarily Mexico’s independent foreign policy, (for example,
President Lépez Portillo’s diplomatic and economic support for the Sandinista revolution in
Nicaragua from 1979 through 1982) but also concerned diplomatic gaffs (President Carter’s
Monteczuma’s Revenge comment on a trip to Mexico) and the general unfriendly relationship
between the two presidents.

“¢The GATT’, Business Mexico (November 1985), p. 78.

48



The Historical Roots Chapter Two

more liberalized norms for world trade are not enough to promote a
more equitable (international) economic order. We prefer to work
for the concept of a more equitable economic order, even though
that means we have to continue with bilateral trade negotiations,
outside of GATT, as we have been doing up to now.*

Silva Herzog, de la Madrid’s Finance Minister, argues that Mexico did not
join the GATT quite simply because of 0il.*> Mexico was in a powerful position
for the first time in its history. The international community acknowledged this by
knocking at Mexico’s door for access to oil and to provide large amounts of
international funds.

Dale Story notes additional domestic factors for this decision. President
Lépez Portillo was actually pro-GATT,* but reversed his decision after the
debate. Story points out that under President Echeverria, Lopez Portillo had led
the delegation to the Tokyo Round. As president, he put forth plans to reduce the
level of protectionism and after Mexico began negotiating GATT accession, he
implied his support several times.*’ As President, Lépez Portillo decided not to
enter the GATT. Story maintains that domestic detractors of the GATT were the
principal forces preventing accession.

The domestic actors were Canacintra (National Chamber of the
Transformation Industry) and the CNE (the National College of Economists). The
former, created in 1941, was a strong supporter of Mexico’s right to control its
own economy. Canacintra defended economic nationalism and opposed the free-
trade provisions of the GATT as contradictory to Mexico’s development model.

The CNE was comprised of nationalists within the intellectual community and

““Mexico declines GATT’, Mexican-American Review (April 1980), p. 1.

“Interview, Sr. Jesis Silva Herzog, 21 May 1992, Madrid, Spain.

“According to President Lépez Portillo’s memoirs, rather than being in strong favour of the
GATT, he, in fact, had severe doubts about the GATT and organized the debate in order to resolve
the question of membership. José Lépez Portillo, Mis Tiempos: Biografia 'y Testimonio Politico,
Parte Segundo (México, DF: Ferndndez Editores, 1988), pp. 801-2.

“D. Story, op. cit., in footnote 37, p. 139.
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government planners. Story argues that whereas the opponents were quite forceful
in their opposition, the supporters (Ministry of Commerce, the Central Bank and
the Banco de Comercio Exterior - Bank of External Trade) were relatively
unassertive.

Both Silva Herzog and Story point to important determinants in the GATT
decision. Other variables, however, need to be emphasized as they are vital links
to policy outcome. First, oil gave Mexico the feeling of strength vis-a-vis external
actors. The high price of oil enabled the government to follow an economic policy
that did not force Mexico to confront long-term structural problems or radically
alter its post-Second World War development model. In addition, oil gave Mexico
the perception that it could now be a regional power. The soaring oil revenues
fuelled the pursuit of an independent stand vis-a-vis the United States. Yet, oil was
not the only deciding factor in the decision.

Although domestic pressures were strong, it does not fully explain the
decision not to enter the organization. The fact that President Lépez Portillo called
upon the elites to debate the issue indicated several things. First, it showed
indecisiveness on the part of the president*® - the president’s policy process of
‘nondecision’ enabled established groups such as Canacintra and the CNE to take
the offensive and block the GATT entry. But although Canacintra may have
seemed important in influencing the policy outcome, interest groups in Mexico
have traditionally been controlled and permitted to wield influence only when
allowed to by the government. The anti-GATT stance was ‘allowed’ to be
influential because it concurred with the opinions of important policymakers
(members of the CNE) within the Lépez Portillo cabinet.*

Second, the national debate exposed a chasm in the group of politicians

responsible for economic policymaking. They were polarized into two camps: the

“0One can only guess if this uncertainty derived from: 1) expected public pressure; 2) the
inappropriateness of the GATT for a country like Mexico; 3) the increased prestige of his country -
and himself - because of oil; and/or 4) just the lack of a sound knowledge of economic matters.

“The individuals of the Lépez Portillo administration are discussed in Chapter 6.
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populist structuralists and the neo-liberal monetarists. The decision not to join the
GATT was a ‘populist’ victory for the structuralists in the Cabinet. These
structuralists were the same government planners at the CNE who were so vocal
against GATT entry.*

Rather than liberalizing the trade regime, the oil boom enabled the Lépez
Portillo administration to pursue expansionist and populist economic policies
without making the much needed economic adjustments. The oil boom fed
unrelenting expectations of government planners. The 1980 Global Development
Plan proposed utilizing petroleum revenues to promote industrial growth and called
for the achievement of sustained increases in employment and income for
Mexico’s rapidly expanding working-age population, along with improvements in
the distribution of the benefits of growth. Importantly, the Plan had renewed an
inward-looking development strategy. It reinforced the public sector’s involvement
in the economy, did not plan any fiscal reforms and still relied on oil revenues to

finance the deepening of import substitution.

The Economic Crisis

The impressive performance of the oil boom years did not reflect the full
economic reality of the period. Rather than severely adjusting its domestic
expenditures, Mexico pursued sustained economic expansion in the mid-1970s and
early 1980s which resulted in an overheated and increasingly inflationary
economy. The country’s economic development policy consisted of growth based
on the expansive effects of domestic demand. A schism was developing, however,
between domestic demand and economic growth. The policy held real growth at an

average rate of 8.2 per cent from 1978 to 1981 despite long-term capacity growth

%Carlos Tello (Secretary of Programming and Budget) and José Andrés de Oteyza (Minister of
Energy) - responsible for oil policy with the state oil company, PEMEX. The structuralists are
discussed in Chapter 6.
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of 6 per cent.’! This expansion weakened due to exchange overvaluation and the
deterioration of external markets caused by the deepening of the world recession.
Mexico’s GDP from 1978 to 1981 grew on average 8.2 per cent, but dropped to -
0.5 percent in 1982.52 The intensification of economic contraction produced a
severe loss in terms of production and income with serious effects on employment
and social well-being.

The Lépez Portillo government assigned a leading role to the public sector.
With the steep rise in oil prices in 1979, Mexico increased its public sector
spending. Real government expenditures on economic projects rose at an average
annual rate of 27.9 per cent during 1980 to 1981 as compared to a rate of 14.3 per
cent during 1978 to 1979.% As a result of the higher rates of real government
spending and lack of tax reform, the public deficit as a proportion of GDP grew
appreciably from 7.4 per cent in 1978 to an all-time high of 17.9 per cent by the
end of 1982.% Deficits were financed by monetization of the government debt
and by borrowing heavily from both private and public foreign sources.

Inflation averaged 16.5 per cent during most of the 1970s, but it
accelerated from 20.3 per cent in 1979 to 98.2 per cent by the end of President
Lépez Portillo’s sexenio.>® As the inflation differential between Mexico and the
United States increased, the peso became overvalued which caused a stagnation in

non-oil exports. With excess demand and import liberalization, the exchange rate

S'W. R. Cline, International Debt (Washington, DC: Institute for International Economics, 1986),
p- 258.

nter-American Development Bank, External Debt and Economic Development in Latin America
(Washington, DC: IDB, 1984), p. 24.

3D. Story, op. cit., in footnote 37, p. 4.
*Inter-American Development Bank, op. cit., in footnote 52, pp. 29-30.

SECLAC, “Statistics on Mexico’, Statistical Yearbook for Latin America and the Caribbean
(Santiago, Chile: ECLAC, 1988), pp. 94-5.

52



The Historical Roots Chapter Two

prompted imports to rise from US$6 billion in 1977 to US$23 billion in 1981,
outstripping even the once ‘seemingly limitless bonanza of new oil exports’.%

Another key economic variable overlooked was the increasing dependence
of Mexico on foreign exchange earnings derived from oil, particularly from 1979
onwards. Between 1979 and 1981 the value of oil exports rose from US$3.9 to
US$14.5 billion dollars.”” In addition, the oil share in total exports increased
from 43.9 per cent in 1979 to approximately 75 per cent in 1981.%® The external
account became even more dependent on oil exports as the performance results for
non-oil trade deteriorated.

The private sector grew increasingly disillusioned. The overvalued
exchange rate prompted capital flight of over US$8 billion in 1981. As inflation
continued to soar, the public frantically converted pesos into dollars. In the first
part of 1982, capital flight intensified to a transfer of more than US$20 billion in
only an 18-month period.* Six months later in an attempt (rather late in the day)
to try to eliminate continued massive transfers of foreign currency, the government
declared all dollar deposits in banks redeemable only in pesos. As confidence
dwindled, however, external credit diminished. Capital flight and payments for
short-term debts caused foreign exchange reserves to decrease to such an extent
that by August 1982, Mexico declared that it could no longer meet its external
debt repayments. Total external debt rose from US$33 billion in 1978 to US$87
billion in 1982.%

%*W. Cline, op. cit., in footnote 51, p. 259.
SIbid.
M. Ramirez, op. cit., in footnote 21, p. 88.

%9J. Ros, ‘Mexico from the Oil Boom to the Debt Crisis’, in R. Thorpe and L. Whitehead (eds),
Latin American Debt and the Adjustment Crisis (Oxford: Oxford University Press, 1987), p. 77.

“ECLAC, op. cit., in footnote 55, pp. 500-1.
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Although domestic mismanagement of the economy was an important cause
of the financial crisis, three international factors were particularly crucial.®! First,
there was the sharp rise in oil prices in 1973 to 1975 and 1979 to 1980. In late
1973, OPEC announced a quadrupling of the price of oil, only to increase oil
prices again by 50 per cent in 1979.%? Until 1975 Mexico was a net importer of
petroleum. As a consequence, Mexico borrowed heavily to develop oil production;
the promise of oil exports was the main basis for its ability to borrow large
amounts. Mexico’s build up of debt was almost certainly accelerated rather than
deterred by higher oil prices in the 1970s. The expectation that this trend would
continue into the 1980s was not realized. In 1981 oil exports were only US$14
billion rather than the US$20 billion expected.® The weakening of the world oil
market after 1981 precipitated a crisis in Mexico, as oil constituted three-fourths
of its exports.

Second, the large increases in nominal and real interest rates contributed
greatly to Mexican balance of payments deficit. The increase both in interest rates
and the value of the US dollar adversely affected the balance of payments since a
high proportion of the external debt had been contracted at variable interest rates
(introduced after 1974) and denominated in US dollars. The sharp rise in interest
rates in the early 1980s stunned borrowers as they had become accustomed to low
real interest rates. Between 1961 and 1970, the London Interbank Offer Rate
(LIBOR) produced an average real interest rate of 4.1 per cent and between 1971
and 1980, this average dropped to an incredible -0.8 per cent.%* After twenty

years of relatively low real interest rates, it is no wonder that debtor countries

1A fourth factor was the world economic recessions of 1974 to 1975 and 1980 - discussed earlier
in this chapter.

“Inter-American Development Bank, op. cit., in footnote 52, p. 37.
®W. Cline, op. cit., in footnote 51, p. 259.
%Ibid, p. 11.
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were shocked by the 1981 rate of 7.4 percent and the 1982 rate of 10.95
percent.® The remarkable upsurge of interest rates that started in 1978 sharply
exacerbated the expanding balance of payments deficit and thereby became one of
the major precipitating factors of Mexico’s financial crisis in 1982.

Finally, there was the pronounced decline in the net inflow of capital to
Mexico in 1982 and again in 1983. The net inflow had been steadily increasing
over most of the 1970s reaching a record figure of nearly US$38 billion in 1981.
However, this amount fell to US$20 billion in 1982 and to a mere US$8 billion in
1983.% This radical drop in external financing was further aggravated by the fact
that net payments for interest increased considerably at the same time. Beginning
in 1982, the drastic reduction in the net inflows of capital meant that with the
increase for interest, the Latin American region had to transfer to the exterior a
considerable amount of real resources estimated at between US$10 billion and
US$20 billion in 1982 and 1983 respectively.®’

When the oil-led debt boom turned bust, financial speculation and capital
flight brought Mexico to the brink of bankruptcy. The country declared in late
August 1982 that it could no longer meet its external debt repayments. The
country was now facing the worst economic crisis since the inter-war years half a
century before. President Lépez Portillo had become convinced that responsibility
for the crisis had to be accepted by someone.® According to the president, the
1982 crisis differed from the one in 1976. Whereas the 1976 crisis was a response
to the failed post-Second World War ISI development model, the Lopez Portillo
growth strategy had been a success. Rather than placing the blame on his own

mismanagement of the economy, President Lépez Portillo placed the blame on

SIbid, p. 12.
“ECLAC, External Debt in Latin America, (Colorado: Lynne Reinner, 1985), pp. 12-13.
“Ibid, p. 13.

®Pedro-Pablo Kuczynski, Latin American Debt, A Twentieth Century Fund Book (London: Johns
Hopkins University Press, 1988), p. 83.
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external and domestic ‘evils’.® President Lépez Portillo justified his actions on
the grounds that the banking community had betrayed Mexico by speculating

against the peso.

I can affirm that ... a group of Mexicans, led, counselled and
supported by private banks, have taken more money out of the
country than all the empires that have exploited us since the
beginning of our history.”

On 1 September, President Jése Lépez Portillo took a dramatic step: in his last
state-of-the-union address, he announced the state takeover of all Mexican
commercial banks as well as the imposition of exchange controls.”! Mexico was
retreating into populism. The origin of the bank nationalization can be found six
months earlier. The president requested information analyzing all of the economic
policy options to deal with speculation and capital flight. The most important
motivation, however, was political. The nationalization reinforced the legitimacy
and increased the popularity of the administration in the midst of acute economic
crisis. Although the bank nationalization was extremely popular with most of
society, the move only served to accelerate further capital flight. The bank
nationalization served to radicalize a certain faction in the business community.
The mixed-economy model had guided the development direction of  °
Mexico for over thirty years. The political and economic turmoil of the late 1960s
and 1970s, however, spurred a search for other development options. President

Echeverria’s ‘shared development’ strategy increased the role of the state in order

%For more information on the bank nationalization in Mexico, see Jorge Basave, et al., ‘La
Nacionalizacién de la Banca’, Teoria y Politica (Nos. 7-8, diciembre 1982), pp. 47-63; Carlos Tello,
La Nacionalizacion de la Banca en México (México, DF: Siglo Veintiuno Editores, 1984); and Russell
N. White, State, Class, and the Nationalization of the Mexican Banks, (New York, NY: Taylor and
Francis, 1992).

®Excélsior (Mexico City), 2 September 1982, p.1-A.

"'"The bank nationalization is discussed further in Chapter 6, section 6.4.2.
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to attempt to redress the imbalances in the distribution of the spoils of the
‘Mexican Miracle’. When this strategy failed, his successor, President Lopez
Portillo, after discovering vast reserves of oil, briefly experimented with a more
open economy. The alliance for production, Lépez Portillo’s oil-led growth
strategy, also was abandoned. Both attempts ignored deep-rooted structural
problems in the Mexican economy. The 1982 economic crisis provided the catalyst
that finally forced Mexico to confront the long-standing problems with its
development model.

Although a new strategy was needed, there was little indication that one
had been formulated. The outgoing president, Lépez Portillo, had just made a
radical shift back toward populism with the controversial nationalization of the
banks. The president-elect, Miguel de la Madrid, was not scheduled to take office
until December. Although de la Madrid’s economic policy preferences were
known, (working within the confines of the agreed upon IMF programme), the
long-term development strategy to be chosen was not clear. It was not a foregone
conclusion that the country would opt for economic liberalization. It was still
possible to choose a policy that would provide Mexico with an outward-oriented
economy with selective export promotion, rather than an open import regime.

The more likely scenario of the 1982 crisis was a policy reverting back to
economic nationalism. Both Presidents Echeverria and Lopez Portillo had
retreated into populism and an inward-looking direction when confronted with
acute crisis. Why would de la Madrid be different? Although de la Madrid was
known to be a monetarist when in the Secretariat of Programming and Budget (he
supported GATT membership in 1980), he was responsible for masterminding a
long-term development strategy in 1980 that called for a renewed inward-looking
economic model. During his campaign, de la Madrid published an outline of his
views on the future of Mexico. He guaranteed the continuation of the
constitutional ideals of nationalism, a plural democracy and a mixed economy. De

la Madrid emphasized that the state would continue to direct the process of
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development and that the market would be subject to the public interest.”” When
de la Madrid finally assumed the presidency, however, he oversaw the beginning
of the most radical change in Mexico’s post-Second World War economic policy.
It was during his sexenio that the Mexican economy underwent a fundamental
restructuring as the doctrine of economic liberalization gained the upper hand over

the post-Second World War belief in economic nationalism.”

™Miguel de la Madrid Hurtado, Cien Tesis Sobre México (México, DF: Editorial Grijalbo, S.A.,
1982), p. 99.

This new policy direction would finally settle the great debate over national development strategy
that had been fought in the Lépez Portillo administration. This struggle between the two models is
discussed further in Chapter 6.
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2.2  Economic Stabilization

2.2.1 The Austerity Programme (1982 to 1985)

The immediate task at hand for the new administration was to confront the
principal economic problems revealed by the crisis. The de la Madrid
administration tried to reverse the damage to government-business relations caused
by the bank nationalization through an orthodox economic stabilization
programme. When Mexico had difficulties in servicing its foreign debt, the IMF
was used as the intermediary between the country and its creditors. In late August
1982, access to US$1 billion of a US$1.85 billion emergency credit was granted
by the Bank for International Settlements conditional upon Mexico reaching an
agreement with the IMF.* On 10 November 1982, the Mexican government
announced it had reached a long-awaited agreement with the IMF on an austerity
programme aimed at easing the crisis caused by the nation’s huge foreign debt.
Under the agreement Mexico would receive US$3.84 billion worth of credit from
the IMF over the next three years.”

This three-year stabilization programme aimed to stem inflation and to cut
public expenditure by lowering real wages, reducing subsidies and freezing
investment. Further, short-term policy had to deal with the restructuring of
external public debt, rescuing private enterprises with heavy foreign debt burdens,
reversing a massive deficit on the current account in the balance of payments and
managing a rapidly depreciating peso. On the external front, exports were to be
encouraged and this was to be accompanied by a dynamic exchange rate policy
and real positive interest rates.

The austerity measures put in place during 1983 initially produced some

encouraging results. Mexico’s 1983 adjustment programme focused on its fiscal

"Jesiis Silva Herzog, The Finance Secretary, insists that the programme - and subsequent IMF-
styled programmes - were designed by Mexican officials, and not imposed by the IMF. Interview,
Silva Herzog, op. cit., in footnote 45.

Robert E. Looney, Economic Policymaking in Mexico: Factors Underlying the 1982 Crisis
(Durham, NC: Duke University Press, 1985), pp. 261-2.
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policy. Fiscal adjustment was considered the main policy instrument to eliminate
excess demand caused by high inflation and external imbalance. In order to reduce
its nominal deficit (PSBR), the government decreased expenditures and increased
revenues. The reduction in total expenditures as a proportion of GDP fell from
28.2 per cent in 1983 to 26.9 per cent in 1984 and 25.0 per cent in 1985.7

Public sector revenues were increased by indirect taxes with an upward adjustment
of public sector relative prices including gasoline, food and transport. This caused
revenues to increase as a proportion of GDP, from 29.9 per cent in 1982 to 32.9
per cent in 1983 and 33.2 per cent the following year.” These gains, however,
were not accompanied by appreciable increases in income. Meanwhile, as Mexico
began to experience renewed economic difficulties, even the ratio of returns to
GDP tailed off to 31.7 per cent in 1985.

This decrease in spending and the increase in revenues resulted in a
substantial reduction in the public sector deficit, which fell from 17.6 per cent of
GDP in 1982 to 8.9 per cent in 1983 and 8.7 per cent in 1984. Public sector
finances would, however, once again deteriorate as the public sector deficit
climbed to 10 per cent of GDP in 1985 and 16.3 per cent the following year.”
(See Table 2.3.)

Initially, the de la Madrid administration also adopted a plan called the
Immediate Economic Rearrangement Program (PIRE) whose primary objectives

were to reduce inflation, protect employment and resume economic growth.”

"Economic Commission for Latin America and the Caribbean, UN Survey of Latin America and
the Caribbean (Santiago, Chile: ECLAC, 1986, 1988, 1989), pp. 437, 479, 457, respectively.

M. Ramirez, op. cit., in footnote 21, p.100.

™®The decrease in public sector spending was intended as a short-term measure to be followed by
renewed economic growth. As section 2.2.2 will discuss, 1985 witnessed the renewal of economic
crisis.

®Gobierno de México, El Programa Inmediato de Reordenacion Economica y La Accion
Economica Internacional de México (Mexico, DF: Presidencia de la Republica, enero 1983).
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Table 2.3
Economic Indicators, 1982 to 1986
(annual growth rates, in percentage)

Item 1982 1983 1984 1985 1986
Real GDP 0.5 5.3 3.7 2.8 3.8

Public Sector  17.6 8.9 8.7 10.0 16.3
Deficit

(% of GDP)

Inflation! 98.8 80.8 59.2 63.7 105.7

I Percentage variation from December to December.

Sources: IDB, Economic and Social Progress in Latin America, 1987 Report (Washington, DC: IDB,
1987), p. 342 and CEPAL, Notas Sobre la Economia y el Desarrollo, No. 438/439 (Santiago, Chile:

CEPAL, December 1986), p.15.

Table 2.4
External Indicators, 1982 to 1986
(billions of dollars)

Item 1982 1983 1984 1985 1986
Merchandise 20.0 223 24.2 21.7 16.0
Exports

Merchandise 13.5 8.5 11.3 13.2 11.4
Imports

Trade Balance 6.5 13.8 12.9 8.5 4.6
Current Account 5.7 53 4.2 1.2 -1.3
Balance

Source: IDB, Economic and Social Progress in Latin America, 1987 Report (Washington, DC: IDB,

1987), p. 342.
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The rate of inflation was reduced from 98.8 per cent in 1982 to 80.8 per cent in
1983 and 59.2 per cent in 1984. The PIRE was at first successful in reducing the
financial deficit and inflation. Within the next two years, however, this trend was
reversed by the relaxation of the restrictive policy, a new ‘overheating’ of the
economy and the uncontrolled acceleration of growth occurred in 1984. As Table
2.3 shows, the rate of inflation first climbed to 63.7 per cent in 1985 and then
jumped to 105.7 per cent in 1986. This caused the gradual abandonment of the
PIRE and the reappearance of the traditional economic imbalances.

Another short-term success of the stabilization programme was the
performance of the current account during 1983. Due in part to the systematic
devaluation of the peso and the global recovery that began in 1983, exports edged
up to US$22.3 billion, but imports plunged to US$8.5 billion. This resulted in a
trade surplus of US$13.8 billion and a current account surplus of US$5.3 billion.
This was the first surplus since 1955. The improvement in the current account
was, to a considerable degree, the result of a sizable drop in imports due to
economic depression that hit the country that year. In 1983 alone, Mexico’s gross
domestic investment - the country’s future source of growth and employment - fell
by an unprecedented 24.7 per cent.*® The external accounts - the main area of
achievement of the stabilization programme during the preceding two years -
suddenly reversed itself when the current account surplus fell from over US$4.2
billion in 1984 to US$1.2 billion in 1985. (See Table 2.4.)

Initially Mexico had been quite successful in meeting the IMF economic
targets. In 1984, the government received high praise from the international
financial community. By meeting its economic targets, Mexico was seen as
representing the perfect example of a successful orthodox adjustment to the debt
crisis in contrast to the other major debtor countries of Latin America. The

administration shared this optimism, hoping that the 1983 to 1985 austerity

®M. Ramirez, op. cit., in footnote 21, p. 100; and Armen Kouyoumdjian, ‘The Miguel De La
Madrid Sexenio: Major Reforms or foundation for disaster?’, in George Philip (ed.), The Mexican
Economy (London: Routledge, 1988), p. 81.
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measures would stabilize the economy and facilitate the conditions necessary for
an orderly rescheduling of the debt, a rapid resumption of access to new external
credit and a resolution of the crisis. Yet the extent of outstanding public external
debt stood at US$98.9 billion in 1986 - some US$12 billion higher than it had
been in August 1982.%

When the crisis first hit the headlines, it could have been viewed either as a
liquidity crisis or a solvency problem. The former maintains that the debt was a
short-term interruption of cash flow, sound but merely illiquid with the solution
lying in additional lending with rescheduling packages and temporary adjustments.
The latter views debt as a long-term inability to repay debt with some attempt
made to salvage some portion of the debt while accepting some loss on face value.
At the time of the crisis, the majority of bankers, government officials and
independent observers were inclined to view Mexico’s situation as a liquidity
problem.

Two basic assumptions were made regarding the liquidity crisis: 1) that the
developing countries’s balance of payments problem was short-term and could be
resolved in a relatively short time period; and 2) that their economies were
resilient and flexible and orthodox treatment such as deflationary policies could be
achieved without undue strain on the developing countries’s economies. From
these basic assumptions, the international financial community believed that the
developing countries would expand their exports and generate trade surpluses in
order to service their debt. In the meantime, they would receive new loans to help
carry out short-run adjustment policies. It was hoped that after this hurdle of
temporary illiquidity was overcome, credit worthiness would be restored and
lending would resume. As the following section illustrates, however, both internal
mismanagement of the economy and unforseen external factors prevented Mexico

from solving its ‘liquidity’ crisis.

81Mike Faber, ‘Dissent on Debt: The Implications of Mexico’s 1986 Rescheduling’, Development
Policy Review (Vol. 5, No. 3, September 1987), p. 231.
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2.2.2 The Watershed (1985 to 1986)

Although the difficulties experienced by Mexico have their roots in the domestic
mismanagement of the economy, the deepening of the problems during this time
period was primarily attributable to circumstances in the international economy.
The ability of Mexican policymakers to anticipate and adjust to adverse external
developments was minimal. In addition, the scope for coping was squandered by a
time-consuming bureaucratic squabble.

During the second quarter of 1984, the government began to loosen its
economic policy and briefly implemented populist policies. The increase in public
sector deficit was in part the result of the expansionary fiscal and credit policies
which were in response to growing political pressure resulting from the
deterioration of living standards of broad sectors of society. More importantly, the
increase was in anticipation by the government of an electoral challenge from the
PAN (The National Action Party - the leading opposition party) in the
gubernatorial and chamber elections to be held in 1985.

Because of the inherently conflictual relationship between the Finance
Ministry (responsible for income) and the Budget and Planning Ministry
(responsible for expenditure), a bureaucratic squabble ensued. Jesids Silva Herzog
(the Finance Minister) knew that Mexico would never reach its targets for 1985.
The figures drawn up by Carlos Salinas de Gortari (the Budget Minister) were
misleading. When the 1985 budget was proposed by Salinas in December 1984,
Silva Herzog refused to sign it until expenditures were cut. This disagreement
between the two men would be the first of many.

In 1985 Mexico was falling short of its economic policy targets. The

overvalued peso led to a resurgence of capital flight,*? reflecting society’s and the

82The renewed capital flight was very important as a substantial amount had left the country in the
past decade, damaging the government’s effort to stabilize the economy. According to the World Bank,
between 1970 and 1982, US$26.5 billion left the country. Morgan Guaranty Trust reported US$53
billion in flight capital between 1976 and 1986, with US$36 billion leaving between 1976 and 1982.
Pamela S. Falk, ‘Prélogo’, in Blanca Torres y Pamela S. Falk (coordinadoras), La Adhesién de México
al GATT (Mexico, DF: El Colegio de México, 1989), p. 15.
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international community’s perceptions that the adjustment programme was no
longer working as it should. The de la Madrid administration had not been
successful in mending its relationship with business. The diverse private sector
interests, the ideological divisions over the preferred role of the state and the
mobility of Mexican capital made renewed business confidence difficult.

In addition to domestic mismanagement of the economy, external factors
were also affecting the Mexican economic recovery. As events changed in the
international economy, it was realized that external factors seriously limit the
extent to which domestic economies were able to adjust without changes in the
international economic system. Mexico’s adjustment programme, although initially
successful, soon ran into difficulties. The rescue packages did not account for the
problems in the international economic system, the effects of austerity programmes
on domestic populations and the unwillingness of banks to provide new loans while
increasing the costs to the debtor nations with rescheduling fees and higher interest
rate spreads.

Much of what was happening in the international economic system was
obviously out of Mexico’s control. The industrialized countries were not
performing as anticipated. During the 1983 to 1985 period, expected growth in
international trade had not occurred. Industrialized nations were assumed to grow
between 3 and 4 per cent a year, but in reality only grew around 2 per cent.®
Concurrently, non-oil commodity prices continued to fall while real interest rates
remained high. At the same time, Mexico’s exports confronted mounting
protectionism. As protectionism increased in the industrialized world (primarily
because the comparative advantage in many standardized products had shifted

toward the newly industrializing countries), competition between developing

8World Bank, World Development Report (Washington, DC: IBRD, 1983, 1987), pp. 27, 205.
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countries like Mexico and the industrialized countries, especially the United States,
increased.®

As Mexico was not a member of the GATT and there existed no bilateral
trade agreement with the United States, the United States was in a position to |
retaliate against several Mexican subsidies by means of a countervailing duty.
Particularly after 1982, the United States, feeling the effects of the world
recession, initiated eighteen investigations into Mexican subsidies.® This, in
effect restricted market access for many of Mexico’s products. Hence, the country
was having a harder time generating a trade surplus to service its debt. Instead
Mexico had to resort to using domestic savings which were augmented by curbing
imports.

The apparent loss of control of the economy on the part of the government
was reflected in the tougher stance then adopted by Mexico’s creditors. The
country had fallen out of compliance with the IMF, which signalled its disapproval
by withholding the final tranche of official finance in September 1985. Two
additional events occurred - both of them beyond the control of policymakers -
which compounded Mexico’s problems. First, within days of the suspension of
IMF lending, Mexico City was devastated by two earthquakes.®® Approximately
US$1 billion was added to Mexico’s immediate external borrowing

requirements. ¥’

#The increase in protectionism in the United States is of vital importance to Mexico. Its trade with
the United States accounted for approximately 60-70 per cent of its total trade. Mexican-United States
trade relations is examined in Chapter 4.

85The issue of Mexican-United States trade relations and countervailing duties are discussed in
Chapter 4.

¥Sr. Silva Herzog says that Mexico was ‘fortunate’ to have had the earthquakes. Attention was
drawn away from the mismanagement of the economy as the government was able to blame the
economic deviations on this external occurrence. Interview, Silva Herzog, op. cit., in footnote 