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1. Background

From 194C to 1981 Mexico experienced spectacular economic growth,
with its gross domestic product (GDP) expanding in real terms at a
speed that outpaced that of the United States of America (US), its
powertul neighbour. In those four decades, in spite of its rapid demo-
graphic expansion, Mexico cut down nearly ten percentage points in
the gap of its GDP per capita wvis-i-vis the US. From being equivalent
to 22% of the US average in 1939, Mexico’s GDP per capita climbed
to represent 30% of the US figure in 1981, measured in constant dol-
lars (Maddison 1995).

However, the evolution of the Mexican economy since 1982 has
been plagued by stagnation and instability. Upswings in economic ac-
tivity, though moderate by historic standards, have been recurrently
interrupted by balance-of-payments crisis. The result has been a di-
smal performance in terms of economic growth. Real GDP declined
in 1982-87, and averaged an annual increase of just 2.4% in 1988-97,
more than four points below its average in 1950-75 (see Table 1). Such
sluggish behaviour pushed back its catching-up process with the US
economy. By 1997, Mexican GDP per capita in constant dollars re-
presented approximately 24% of the US, a relative gap similar to the
one prevailing nearly sixty years ago.
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Sustaining high long-term economic growth should be a top
priority in the national agenda. The economy needs to expand at least
at 6% per year in real terms, just to create the jobs required by the
3.3% annual increase in its labour force."! Fconomic expansion must
be even stronger in order to significantly improve the living standards
of the tens of millions of Mexicans that live in extreme poverty.” If
the economy does not soon enter a path of high and sustained
growth, the nation’s social fabric may be severely damaged.

In the last ten years, economic growth again became a cool topic
for academic research, originating a vast literature on the, so-called,
New Growth theory. This theory differs from the conventional one,
based on Solow’s seminal contributions, in claims regarding, inter
alia, the convergence of levels of real income per capita and the im-
pact of the savings rate on long-term economic growth. However,
both theories identify technical progress and the supply of factors of
production as main determinants of long-term economic growth.

Notwithstanding their valuable contributions, their focus on the
supply side fails to recognize the influence of financial constraints and
of aggregate demand on economic growth (Skott and Auerbach 1995,
Taylor 1996). This neglect questions their relevance for the analysis of
growth processes in developing economies, whose fixed capital forma-
ton strongly depends on imported machinery and equipment. Such
dependence implies that access to foreign exchange tends to be a rele-
vant constraint on fixed investment and, therefore, on economic
growth. In fact, the experience of the Mexican economy, and many
other countries in Latin America, is a dramatic proof that apparently
sound economic growth trajectories can be derailed by sudden chan-
ges in the availability of foreign exchange. Shocks in the terms of tra-
de or in the net inflow of foreign capital have radically altered the
growth path of many economies in the region.

The availability of foreign exchange is recognized as a key de-
terminant of long-term economic growth by some, non-neoclassical,
analytical perspectives. The Gap Models, rooted in the work of Che-

! Labour force figures are taken from OECD (1996). Other estimates of the
GDP growth required to absorb the labour supply can be found in Ros (1997) -
around 4.5% - and Dussel (1995), who puts it close t0 10%.

* According to official data, more than 13 million Mexicans lived in conditions
of extreme poverty in 1992 (ECLAC & INEGI 1993). Tt is estimated that their num-
ber is today much higher.

Ralance-of-Payments Constrained Economic Growth: The Case of Mexico 415

nery, and the balance-of-payments constraint models (BPC-model here-
after), extending Harrod’s work on the foreign-trade mulFlpher, are
examples of these perspectives. Some of their tools have gained accep-
tance as useful instruments to analyze economic growth processes
when markets do not necessarily clear {Taylor 1996}.

The paper covers four Sections besides this introduction. Sec-
tion 2 puts forward a revised version of the balance-of-payments con-
straint model to include a notion of long-term equilibrium that gua-
rantees a positive and sustainable path of external indebtec'lness. Sec-
tion 3 applies this version of the BPC-model to explain main turning
points in Mexico’s economic growth path since 1950. Section 4 sum-
marizes the conclusions.

2. The balance-of-payments constraint: an analytical model

The work of Thirlwall has been a path-breaking contribution to
highlight the role of the balance of payments as a determinant of long-
term economic growth. Based on the proposition that the current ac-
count deficit cannot be indefinitely financed, Thirlwall (1979} built a
parsimonious model, known as the balance-of-payments constraint
model, showing that the lack of foreign exchange sets a fundamental
limit to the long-run expansion of domestic income.

In 1982, with Hussain, he modified the BPC-model in order to
examine the influence of foreign capital movements, and concluded
that long-run economic growth has an upper ceiling given by the evo-
lution of net foreign capital inflows, net exports and the terms of tra-
de. Their model, however, imposed no restriction on the trajectory of
foreign capital flows except for the accounting principle equating the
consolidated debit and credit items in the balance of payments. There-
fore, it did not ensure that the path of external indebtedness is sustai-
nable. But, as Mexico’s economic history painfully attests, external
capital may be financing the foreign exchange needs of ‘economic
booms but, simultaneously, fueling an excessive accumulation of fo-
reign debt that sooner or later will explode into a balance-of-payments
crisis that plunges the economy 1nto a recession.
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Aware of this problem, McCombie and Thirlwall (1997) once
more modified the BPC-model by incorporating in it an additional
constraint given by a long-term constant ratio of the stock of external
debt to GDP. They only examined the case of constant terms of tra-
de, and showed how the introduction of this constraint necessarily
leads to a different expression of Thirlwall’s Law, We will come back
to this expression later, but it should be stressed that the present pa-
per adopts a different approach and goes beyond the previous contri-
butions to the BPC-literature in various ways.

First of all, it limits external indebtedness to preserve a long-
term constant ratio of the current account deficit to nominal income
or GDP. Such specification, not considered by other authors in the
BPC-literature, seems to better reflect the position of international fi-
nancial institutions regarding what are - and are not - sustainable
paths of foreign indebtedness. Indeed, the “Washington Consensus”
has recognized that one main lesson to be derived from the Mexican
crisis of 1994 is that “[...] the current account is a key variable that
should not get out of line” (Edwards 1995, p. 302). Moreover, current
account deficits of around 5 to 8% of GDP, and certainly higher, have
been singled out as matter of serious concern by senior officers of the
International Monetary Fund (Fischer 1997) and the World Bank
(Burki and Edwards 1995).°

Second, the analytical model here put forward leads to a formu-
lation of the BPC-growth rate that: &) differs from the canonical ex-
pressions derived by Thirlwall and his associates for the case of unre-
stricted foreign capital flows, and ) generalizes the expression obtai-
ned by McCombie and Thirlwall (1997) for the case of constant terms
of trade.

Third, the present paper carries out an empirical application of
the revised BPC-model to examine the Mexican economy’s growth
path in 195097 and to offer an explanation of its slowdown since
1982,

* Evidently, the evolution of the current account deficit/GDP ratio affects the
ratio of the stock of foreign debr relative to GDP. However, as mentioned above, the
former ratio has been singled out as a key indicator of macroeconomic performance.
One reason for this may be the availability of reliable data on the current acconnt
(flows), in contrast with the difficult access to data on the toral stock of foreign debt.
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2.1. A BPC-mnodel with a sustainable path of external indebredness

The rate of economic growth compatible with a constant long-term
ratio of the current account deficit to nominal income is derived by
the following system of equations:

dx/x = m({dp/p-dp/p) + rdw/w (1)
dm/m = ¢ (dp'/p -dp/p) + Edy/y )
z = pm/(p'm-px) (3)
0 = pdm/m - (u - )dx/x - p(dp/p -dp'/p’) - dy/y 4

The first two equations are the standard export and import de-
mand functions with constant elasticities, but expressed in terms of
their rates of change, where x stands for real exports, m for real im-
ports, p for domestic prices, p* for foreign prices, w for world’s r?al
income, y for real domestic income, 1 < 0 and © > C for the price
and income elasticities of exports, and ¢ < 0, & > C for the respective
elasticities of imports. To ease the exposition, the nominal exchange
rate was taken to be fixed and equal to one. We shall refer to the price
ratio p/p* as the terms of trade, and its upward (downward) move-
ment as an improvement {deterioration). Note that this version of the
BPC-model does not distinguish between the real exchange rate and
the terms of trade.

The third equation is just an identity defining u as the ratio of
nominal imports to the current account deficit. The fourth equation
establishes the equilibrium condition for the balance of payments in
terms of a long-term constant ratio of the current account to nominal
income. It is derived from the balance-of-payments idenuty, but writ-
ten in terms of proportions of nominal income:

B = (pm-px)/py = (MX)/Y (5)

where M and X stand for total imports and exports of goods and ser-
vices (factor and non-factor ones) and B is the initial ratio of the cur-
rent account deficit relative to domestic nominal income Y. Taking
differentials on both sides of expression (5) and equating them to zero
leads to the following expression of the long-term equilibrium condi-
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tion of economic growth with a sustainable path of foreign indeb-
tedness:

0 = (M/Y)dm/m - (X/Y)dx/x - [(M ~ X)/Y]dy/ 6} *
+(M/Y)(dp*/p - dp/p) ) " ©

T.he BPC-growth rate of real domestic income y,, in our revised
model is obtained by solving the system of equations 1 to 4;
(b= 1) mdw/w + [u(n + ¢ + 1) -n] (dp/p - dp'/p")
Y = (7)
Ep-1
ML_llt‘iplying numerator and denominator of equation 7 by 1/u
and, de.:fmmg & as the export/import ratio at nominal prices® leads to
an equivalent, but perhaps easier to interpret, expression of Vst
. 0 ndw/w + B0 + ¢ + 1) (dp/p - dp/p)
ca T 8
£-(1-6) ©
E_quation 8 shows tha, if foreign capital inflows expand in tan-
dem_wnh domestic nominal income, then the long-term growth of
.reczl income y,, is determined by the initial export/import ratio, the
income and price elasticities of exports and imports, the rate of expan-
sion of the world economy and the evolution of the terms of trade.
If the terms of trade are assumed to be constant in equation (8},

tben the BPC-growth rate would be given by the following expres-
sion:

0 ndw/w
Yea = T8 ©
or equivalently:®
0 dx/x
Vea = a0y (10)

* Equation (4) is immediately derived by multiplying both si -
sion {6) by (UY)/M, where p Waz defined inyequatigny(3)g as M/ (13{33_ %E')fh:s:\iigisg
M - X 1s.non-zero.

* Note that by definition u = 1/(1 - 8),

® This expression coincides with the one derived by McCombie and Thirlwall
{1997) where they introduced in the standard BPC-model the assumptions of: 4) a

givgn long-term ratio of the stock of external debt to GDP, and &) constant terms of
trade.
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If the current account is zero, then equation 10 leads to the ca-
nonical expression typically referred to as “Thirlwall’s Law™:

dx/x
ca T T o (1 1)
Y :

Returning to equation 8, note that the long-term income multi-
plier of the world economy’s growth is equal to 8 n/[£ - (1 - 8)] and,
in turn, the multiplier of the terms of trade equals (81 + & + 1)/[§ -
(1 - 8)]. The sign of the first one depends exclusively on & - (1 - 6) be-
cause its numerator (8 ) is always non-negative. But the sign of the
second multiplier is given by & — (1 - 6) and also by the “weighted”
Marshall-Lerner expression: 8n + ¢ + 1. Note that neither of these
signs are a priovi determined.

Whether the weighted Marshall-Lerner expression has a positive
or a negative sign must be empirically determined. But, as we show
below, & - (1 - 0) will likely be non-negative. To see this, one should
examine three different positions of the current account balance: sur-
plus, zero or deficit.

First, when the current account is in surplus - situation that ap-
plies to economies which systematically transfer capital abroad - 6 is
greater than one and, therefore, & - (1 - 8) would be posttive.

Second, if the current account is zero, then 6 = 1, and thus £ -
{1 - 8) is reduced to & which, by assumption, is greater than zero. In
this case, the BPC-growth y,, in equation 8 is reduced to the formula-
tion put forward by Thirlwall in 1979:

ndw/w + ( + ¢ + 1) (dp/p-dp/p)
Vea = (t= (12)

The third, and final, case corresponds to a current account in de-
ficit, 1.e. 6 < 1. To determine the sign of £ - (1 - 8}, let us substitute
in it the full expressions of £ and 8, thus obtaining its equivalent for-
mulation:

&= (1-0) = (dm/m)/(dy/y) 1 - (px / p'm)] (13)
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Therefore £ < (1 - 6) if, and only if:

dm + m - x (p/p) < M- x(p/p) (14)
y+dy y

which, multiplying both sides by p°/p, lead to:

pm+m-px _ pm-px (15)
py + dy) py

The left hand side of (15) is the current account deficit/domestic
income ratio in period ¢ + df, assuming that exports remain at the le-
vel they were in the previous period . Its right hand side corresponds
to the same ratio, but for period z. Both ratios are calculared at prices
pand p". Thus, (15) states that if £ - (1 - 0) < 0, then an increase in
domestic economic acuvity will bring about a reduction in the current
account deficit as a proportion of domestic income. That is, higher
growth of the domestic economy - even with constant exports ~
would tend to reduce the pressure in the current account of the ba-
lance of payments. Moreover, in this case the long-term income mul-
tiplier of external demand {dw/w) would be negative, implying that
ceteris paribus an expansion of foreign demand would trigger a con-
traction in domestic economic activity! Such perverse dynamics que-
stion the empirical relevance of the case & < 1 - 6 for the analysis of
economic growth in developing countries.

Therefore, 1t may be safely assumed that £ is not smaller than
1 - 6. This implies that the long-term income multiplier of external
demand {dw/w) is positive and inversely related to the magnitude of
the export/import ratio &. In other words, if two economies have the
same initial level of income, identical elasticities of foreign trade and
the same trajectory of the terms of trade, then the economy with a
higher ratio of the current account deficit as a proportion of domestic
income will have faster long-term growth.”

7 1am grateful to H. Escaith for peinting out the need to stress that this conclu-
sion does not necessarily hold if the BPC-model explicitly allows for changes in for-
elgn interest rates.
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2.2. A graphical representation of the BPC model

The BPC-model, here introduced as the set of equations 1 to 4, may
be diagrammatically represented in the space of combinations of the
growth rates of real domestic income (dy/%) and imports (dm/m):

FIGURE 1

dm/m 0

/

e dyly

Line B is given by the solution of equations 1 and 4, and thus
depicts the set of combinations of growth rates of income and imports
consistent with keeping constant the current account deficit as a pro-
portion of domestic nominal income:

B = {(dy/y, dm/m}|0 = dm/m - Ondw/w -~ (n6 + 1) (dp/p - dp*/p)
-1 -0)dy/y;

Its slope in the (dy/y, dm/m) space is equal to 1 ~ 8, ergo not
greater than one but may be negative if the current account 1s 1n sur-
plus. Figure 1 pictures it with a positive intercept, which may corre-
spond to the case of constant terms of trade and an expanchpg world
economy. Points below (above) B have a decreasing {increasing) ratio
of the current account deficit relative to income.



422 BNL Quarterly Review

Line Q is the graph of the import demand function given by
equation 2:

Q = {{dy/y, dm/m)| 0 = dm/m - ¢ (dp’/p -~ dp/p) - £ dy/y}

Its s.lope is positive and is equal to the income elasticity of imports &,
Its intercept at the origin (0,0) mirrors the assumption of constant
terms of trade. To the right (left) of Q the growth path of real income
s associated with a decreasing (increasing) import-income ratio. Fol-
lowing the argument of the previous Section, it is assumed that £>
1 - 6 and, thus, line Q is depicted as steeper than line B. The intersec-
tion of lines B and Q determines the equilibrium growth rate of real
income ¥, and of real imports, consistent with a long-term constant
ratio of the current account deficit relative to income.

In Figure 1, an increase in the income elasticity of imports will
be represented as a counterclockwise rotation in line Q. A slowdown
in the world’s economic growth will be captured as a downward shift
of. line B. Persistent improvements in the terms of trade would be
mirrored as upward displacements of both lines B and Q. An increase
in tf.le long-term ratio of the current account deficit relative to nomj-
nal mcome - ie. in the ratio that is @ priori considered adequate by
the international financial community - would displace line B, ma-

kmg its upward trend steeper and, at the same time, reducing its verti-
cal intercept.?

3. Balance-of-payments constrained growth in Mexico

The BPC-model summarized by equations 1 to 4 above, and illustra-
ted by Figure 1, helps to understand the role played by the availabili-
ty of foreign exchange in shaping main turning points in the Mexican
economy’s growth path. For this purpose, it is convenient to divide
the evolution of Mexico’s growth trajectory since 1950 in four pe-

¥ An analysis of the dynamic ies ili iti
] properties and stability conditions of the BPC-
model may be found in Morenc-Brid (1998b) or, within a framework that explicitly
includes the labour market, in Pugno (1998). It may be mentioned that the former
was written without being aware of the results of McCombie and Thirlwall {1997)
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riods: import substitution 1950-76; oil boom 1977-1982; international
debt crisis 1982-87; trade liberalization and structural reform from
1988 onwards.

Table 1 shows selected indicators of Mexican macroeconomic
performance during these four periods.” Its first three rows report
average rates of growth of real GDP, exports and imports. Row 4
shows the implicit income-elasticity of imports as given by the ratio
of the rates of growth of real imports and GDP. This figure is merely
a crude estimate of the true income elasticity, but serves here for illu-
strative purposes.

Row 5 applies equation 11 to obtain the BPC-growth rate of
GDP as given by Thirlwall’s Law, i.e. as the ratio of the growth of
exports {row 2) and the implicit income-elasticity of imports (row 4).
Notice that this calculation gives the rate of growth of GDP consi-
stent with equilibrium in the balance-of-payments, assuming away the
influence of changes in foreign capital inflows or in the terms of tra-
de. Row 6 registers the difference between the actval growth of GDP
(row 1) and the BPC-estimated one (row 5). The last rows, 7 and §,
report the evolution of the terms of trade and the current ac-
count/GDP ratio.

The slowdown in Mexico’s economic growth since 1982 is evi-
dent. In 1950-75, real GDP expanded at an average rate of 6.6% at
constant pesos. In 1976-81, its expansion was faster, driven by an am-
bitious industrialization programme financed by oil exports and fo-
reign loans. The era of high growth ended in 1982 with the collapse of
oil revenues and the drastic exclusion of Mexico from the internauo-
nal financial markets. Since then the economy has been, on average,
rather stagnant. In 1982-87 Mexico’s GDP declined in real terms. It
grew again in 1988-94, but at a slow pace, both in terms of its histori-
cal standards as well as in relation to demographic expansion.

Moreover, in 1994, external factors plus domestic political in-
stability and inadequate monetary policies resulted in a massive loss of
foreign exchange reserves that detonated a severe balance of payments
crisis in December, pushing the economy into an acute contraction,
GDP fell 7% in real terms in 1995, its sharpest collapse in more than

* Tor in-depth characterizations of Mexica’s economic development in some of
these periods see, inter alia, Aspe (1993), Bazdresch and Levy (1991), Buffie and San-
ginés (1989), Lustig (1992), Moreno-Brid and Res (15994), Ramirez (1988) and Selis
(1981).
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fifty years. However, assisted by a financial package put together by
ther !ntf:rnauonal‘Mon_etary Fund and the United States Treasury
Me1x1cGo Ds econorc activity strongly rebounded in 1996 and 1997 and’
rea P per capita managed to sur b % it ’
pass Dy 0.6% its 1994 level
(EC-LA‘C 1998). It would be desirable that such recovery heralds the
beginning of a new era of sustained and high economic growth, and is

1ot just one more episode in its, by now traditional, stop-go perfor-
mance, -

TABLE 1

MEXICO; REAL GDP, EXPORTS AND IMPORTS: 1950-97°
{average annual rates of growth, %)

1950-75 1 197681 | 198287 | 1988.94 1988-97b

1. GDP (§) 6.56 7.03 -0.13 2.79 241
2. Exports &) 416 12.06 8.32 4.12 8.61
3. Imports () 6.2¢ | 1429 | -1025 | 1767 | 1348
4. Income elasticity of imports 0.95 2 5

1 ne A .03

{implicit value of £ = 3/1) 7 o o
5. Balance-of-payments constrajned 4.37 5.94 0.11 0.65

growth of GDP (5, - 2 /4) ' ' ' b
6. Growth gap, (1-5) § - 9,) 2.19 1.0% -0.24 2.14 0.87
7. Terms of trade (p /p ).

Average (1975 = 100) 93.8 109.0 90.1 81.1 80.5

Average annual change 0.4 4.0 -8.5 2.1 18
8. Currenr account balance, -2.30 -

[ o mo account | 3.98 0.91 -4.87 -3.72

a
Figmes in real terms at 1980 Mexican PLsos were ¢ leulared l)y T e )¢
de México and ECLAC (1958)‘ ? o the author based o data from INFGI, Banco

>
Preliminary.

c
Negative figures stand for current account deficits.

Tjable 1 suggests that the engine of growth of the Mexican eco-
nomy tn 1950-75 was located in the internal market, as exports grew
at a slower pace than GDP, The oil boom changed this pattern, and
exports augmented at a much faster pace than domestic demand). Ex-
ports’ strong dynamism continued even after the collapse of the oil
market in 1982. In 1982-87, they expanded at an annual average rate
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of 8.3% driven by the external sales of non-oil products as Mexican
firms entered foreign markets to try to compensate for the collapse in
domestic demand. In the following years exports have kept growing
at a faster pace than GDP, becoming one of the most dynamic ele-
ments of demand.

The trajectory of imports followed that of GDP, but with shar-
per fluctuations. Table 1 suggests that the implicit income elasticity of
imports increased in the second half of the 1970s. Comparing periods
of high economic activity, it is seen that the income-elasticity of im-
ports in 1950-76 was half of its value in 1976-81, and one sixth of its
value in 1988-94. The increased penetration of imports during the oil
boom was caused by the lack of spare capacity brought about by the
accelerated expansion of the domestic economic, the appreciation of
the real exchange rate and, also, by the elimination of some of the
trade restrictions in Mexico’s domestic market (Bazdresch and Levy
1991),

The high income-elasticity of imports in 1988-94 was the result
of the drastic trade liberalization strategy implemented by Mexico,
the pent-up demand for imports in the previous five years of econo-
mic stagnation, and the real exchange rate appreciation. But the ex-
traordinarily high magnitude of the implicit income-elasticity merits
deeper analysis. First of all, it must be stressed that it has been derived
just as a quotient of the observed rates of growth of GDP and im-
ports; procedure that fails to capture the effect of changes in the price
elasticity.

Second, to a certain extent, a temporary but strong surge in im-
ports could be expected with the drastic trade liberalization strategy
implemented in Mexico in 1985. After decades of severely restricted
access to imports, Mexican consumers had a significant pent-up de-
mand for foreign goods. And it may also reflect a certain breakdown
of internal linkages in domestic production, with domestic producers
being forced out of business by the competition of imports.

In any case, the BPC-model shows that a high income-elasticity
of imports puts pressure on the export sector to generate more fo-

0 Moreno-Brid (19984) finds econometric evidence that suggests that trade liber-
alization caused a Jasting rise in the income elasticity and a decline in the price elastic-
ity of Mexico’s demand for imports,
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reign exchange to avoid excessive foreign indebtedness. Persistent
weakening of the internal linkages in the domestic productive struc-
ture may accentuate the pattern of recurrent balance-of-payments cri-
sis. Moreover, if the export sector fails to generate sufficient foretgn
exchange, and access to foreign capital is restricted, the economy may
end up stuck in a long-term platform of slow growth. Clearly, the de-
terioration in the terms of trade could further hinder the prospects of
sustaining high rates of economic growth.

The BPC-model suggests that the grip of the balance of
payments on Mexico’s economic growth tightened after 1982. As the
estimates shown in Table 1 indicate, during 1950-75 and 1976-81 the
Mexican economy could grow at annual rates of 4.4% and 5.9% re-
spectively without & fortiori incurring in excessive foreign indeb-
tedness (assuming away changes in the capital account or in the terms
of trade). In contrast, they indicate that, on average, from 1982
onwards a persistent expansion of GDP above 2% pressures the ba-
lance-of-payments, notwithstanding the dynamic growth of exports.

According to the data in Table 1, the ceiling set by the simple
BPC-model on the rate of growth of GDP was not always fully bin-
ding. Row 6 shows that in the three subperiods where the Mexican
did grow, foreign capital flows helped to finance the actual expansion
of GDP over and above the limit set by the simple BPC-model.

In 1950-75 and 1976-81, international capital flows were a major
source of foreign exchange to Mexico, providing external resources
equivalent to 2.3% and 4% of GDP. In contrast, in 1982-87 the re-
payment of foreign debt obligations - and perhaps capital flight too -
were a heavy burden on Mexico’s growth prospects. The amortiza-
tion of international debt plus the lack of fresh external finance resul-
ted in an average net transfer of capital abroad of approximately 1%
of GDP. In addition, on average, in these five years the terms of trade
suffered a substantial fall,

There is consensus that the external debt rescheduling in the late
1980s, by actively reinserting Mexico country in the international ca-
pital market, was a key factor for the resumption of its economic
growth (van Wijnbergen 1991, Armendiriz and Armendiriz 1995).
Table 1 shows that in 1998-94 foreign capital inflows represented, on
average, close to 5% of GDP.
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The role played by the availability of foreign exchange, ]iﬂ f;lllla—

i 1 ints i ico’ i th, may be illu-
ing key turning points in Mexico’s economic grow

sptrated with the diagram above introduced of the revised BPC-model.

FIGURE 2
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In Figure 2 the growth path of the Mexican economy durulig
1950-75 is represented by the solid lines B and Q, ‘and thle effect 1of the
oil boom in 1976-82 is seen as shifting them to h‘nes B' and Q' 'The
position of these pairs of lines (B, Q and B/, Q") 1s not basec'1 on feco-
nometric specifications, but is only drafted to reflect the styhzef:l acts
of the changing influence of the balance-of-payments constraint on

Mexico’s economic growth.

The upward movement in line B to B reflects t.he faster expan-
sion of exports in 1976-82 than in the previous subpenod..lts coun'feri
clockwise rotation mirrors the willingness of the mternauona}l capita
markets to invest more heavily in Mexic'o and, thus, © fm_ancela
higher current account deficit as a proportion c')f domestic income. In
turn, the counterclockwise drift in line Q to Q reﬂects an increase 1;1
the income elasticity of imports, and its upward shift captures the ef-
fect of the terms of trade improvement (or real exchange rate appre-

ciation, in this model).
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As Figure 2 shows, the combined outcome of the changes
brought about by the oil boom and the massive inflow of foreign ca-
pital in 1976-82 was faster long-term economic growth in Mexico
(from e to &),

But when the otl boom and the inflow of international capital
proved to be short-lived, Mexico’s high economic growth became urn-
sustainable. The massive net transfer of capital abroad and the dete-
rioration of the terms of trade that Mexico suffered in 1982-87 are
captured in Figure 3 as displacing lines B' and Q',toB" and Q".

FIGURE 3

Mexico’s new role as a source of net transfers of capital abroad is

captured by the radical shift in line B' to B", from being upward slo- -

ping to downward sloping. In turn, the downward shift in line Q' to
Q" reflects the lower terms of trade (here equivalent to a depreciation
of the real exchange rate).

The outcome, as Figure 3 illustrates, was a drastic halt in eco-
nomic growth ~ from e’ to e" - in order to generate the necessary fo-
reign exchange outflows to meet foreign debt obligations. As depicted
in the Figure, the shift in the import function was insufficient to jm-
pede a decline in economic activity (" < 0).
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The change in the balance-of-payments constraint on the Mexi-
can economy from 1982-87 to 1988-94 is captured in Figure 4.

FIGURE 4

dm/m

dyly

B"

The shift in line B' to B™. illustrates the favourable reinsertipn
of the Mexican economy in the international capital markets, brin-
ging about a massive net inflow of foreign capital. The .clockwwe mo-
vement and upward displacement in line Q" to Q" mirror, respecti-
vely, an increase in the income elasticity of imports and an improve-
ment in the terms of trade (appreciation of the real exchange rate).
The combined impact of these phenomena was a resumption of long-
term economic growth at a rate e" which, however, was far lower
than the average rates of expansion registered by the Mexican eco-
nomy during 1950-75 and 1976-81.

4. Conclusions

The analytical model put forward 1n this paper showed that., adopting
a long-term constant ratio of the current account to nominal GDP,



i
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led to a modification of the long-term income multipliers — of exter-
nal economic activity and of the terms of trade ~ of the BPC model.
Using this revised model to examine the stylized facts of Mexico’s
growth path in 1950-97, it was seen that the slowdown in its econo-
mic growth seems to be, ultimately, traced to the inability to generate
sufficient foreign exchange to finance a robust and persistent growth
of real domestic output.

During the second half of the 1970s, and up to most of 1982,
Mexico’s economic strategy was based on the assumption that oil ex-
ports would provide sufficient foreign exchange to build a platform of
high and sustained economic expansion. The economy grew spectacu-
larly for some years, but the current account deficit soared and even-
tually exploded in a balance-of-payment crisis and stagnation.

In the mid-Eighties, the Mexican government launched a macro-
economic reform that, allegedly, would ensure strong and persistent
economic growth. A key assumption was then that massive foreign
capital inflows, induced by the North American Free Trade Agree-
ment (NAFTA), would bring in sufficient foreign capital to tran-
sform Mexico’s productive structure in order to place exports as its
engine of growth. Exports indeed expanded, but not enough to pull
the rest of the economy into a path of high and sustained growth. On
average, the response of Mexico’s GDP since the radical macroeco-
nomic reform began to be implemented in the mid-1980s has been far
from dynamic. In general, domestic sales have shown a weak respon-
se, affected by the intense penetration of imports. Moreover, the mo-
derate rate of expansion of the domestic economy in 1988-24 has been
associated with marked deterioration in the current account of the ba-
lance of payments, which ended up in a severe foreign exchange crisis
in December 1994 that pushed the Mexican economy to its worst fall
in more than fifty years.

There are no guaranteed recipes to remove the balance-of-
payments constraint on Mexico’s economic growth. The option, ap-
parently favoured by the administration of President Zedillo (1995-
2000), 1s to try to reduce the economy’s high dependence on foreign
savings by directly promoting domestic savings, mainly by reforming
the pension system. Other views, not so optimistic about the existen-
ce of a strong causal relation going from domestic savings to aggregate
economic growth, are more inclined to try to build institutional ar-
rangements and to implement policies that help to boost the produc-
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tivity and competitiveness of Mexico’s business sector both in the in-
ternational as well as in the domestic market. Both views may sup-
plement each other, helping to remove diiferent obstacles on Mexi-
co’s road to economic development. In any case, the evaluation of the
relative benefits, costs and limitations of alternative policies to pro-
mote Mexico’s economic growth goes way beyond the objectives of
this paper.
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