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Foreword 

The Lyndon R. Johnson School of Public Affai.ri-; has estahltslit·d J11Lpr

disciplinary research on policy problems as the core of its education~] 
program. A major part of this program is the nine-month policy research 
project, in the course of which two or three faculty members from different 
disciplines direct the research of ten to twenty graduate sturlents of 
diverse backgrounds on a policy issue of concern to a govern111ent agency. 
This "client orientation" brings the students face to face with adminis
trators, legislators, and other officials active in the policy process, and 
demonstrates that research in a policy environment demands special talents. 
It also illuminates the occasional difficulties of relating research 
findings to the world of political realities. 

This report on th~ financial and trade relations between the U.S. and 
less-developed countries is the product of a policy research project con
ducted at the LBJ School in 1983-84. Funding for publication was provided 
by the Lyndon B. Johnson Foundation. 

The curriculum of the LBJ School is intended not only to develop 
effective public servants but also to produce research that will enlightC'n 
a11<l inform those already engaged in the policy process. The project that 
resulted in this report has helped to accomplish the first task; it is our 
hope and expectation that the report itself will contribute to the r..;c>c<rn<l. 

Finally, it should be noted that neither the LBJ Sc:hool nor The IJni
versity of Texas at Austin necessarily endorses the views or findings of 
this study. 

Max Sherman 
Dean 
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POLICY BRIEF 

1 Problem Statement 

The world debt cr1s1s is a twofold problem. First, world debt is 
accumulating faster than national and international financial institutions can 
contain it. Second, the strategy preferred to solve the debt crisis wherein 
the International Monetary Fund (IMF) imposes stabilization programs on some 
debtor countries has potentially fatal consequences for the international 
monetary system (IMS). It is a country-by-country approach to solve what is· 
in fact a global problem. It emphasizes d~bt service (i.e., making partial 
payments on the interest due on loans) under the mistaken assumption that 
international commercial banks can pull themselves, multinational corporations 
(MNCs), and the governments of less-develo~ed countries (LDCs) from the 
downward debt spiral under existing bank regulatory policies and international 
financial practice. This incremental approach to managing the debt crisis is 
delaying the systemic changes needed to stabilize the international finance 
and trading systems and to restore broad-based confidence in both of them. 
Additional delay in facing the economic reality of accumulating world debt and 
the distortions in trade activity created by protectionism, reduced invest
ments, and contracting import and export markets will make it more difficult 
to achieve long-term, worldwide economic development. 

The United States and Mexico are two key countries in the debt cr1s1s. 
The United States, as a developed country (DC), is a key actor because of its 
dominant though not determinate role in the world economy. Mexico, as an LDC, 
is important in its own right as a politically mature but still economically 
developing country. Mexico's principal importance in this study is its unique 
trading relationship with the United States ·and the long, permeable, and 
politically sensitive land border the countries share. 

The debt crisis is taking its toll on each country. The cost can be seen 
in distorted trade activity between the United States and Mexico. The 
distortion is caused by the austerity program imposed by the International 
Monetary Fund and by the significant amounts of foreign exchange capital now 
reaching Mexico through the IMF certification programs. The certification 
program, in effect, tells private lenders that the United States and other DCs 
will cover risks they might incur in making new loans to Mexico. The United 
States and Mexico should each act unilaterally to develop more realistic 
options to expand bilateral trade, to reschedule and write down Mexico's debt 
in ways more consistent with economic reality, and to adjust their respective 
domestic fiscal and monetary policies to favor longer-term, more stable real 
growth in their economies. 

2 Methodology 

The case study is the analytic approach used in this report. The subject 
of the case study is finance and trade relations between the United States and 
Mexico. The relationships provide a window to look at links between 
international finance and trade activity. 
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The institutions and actors who make the international finance and trade 
systems work are the specific focus of the analysis. The political, cultural, 
and economic interests the institutions represent are the primary concern. The 
analytic objective is to identify the tools these institutions use in serving 
their respective interests and how they use them to mediate competition among 
interests, resolve conflicts, and manipulate international finance and trade 
practices. The report's goal is to recommend ways the United States and 
Mexico can improve their bilateral finance and trade activity. The report's 
underlying assumption is that the international community can learn from the 
United States and Mexico if the two countries can successfully ease the 
economic strains the debt crisis has imposed on each of them. 

Chapter 1 develops the conceptual framework for the case study. It 
identifies the actors and institutions who directly influence international 
economic policy. Chapter 1 also outlines the changing nature of the inter
national political system and accords nation-states and their governments the 
central role in performing international financial transactions. Governments 
are key actors in the international political and economic systems for three 
reasons. First, governments control the domestic interests in their countries 
which compete for economic surpluses. Second, the size and scope of government 
economic activity in LDCs make government the essential actor in generating 
the gross national product in those countries. Third, governments in OCs have 
the dominant role in setting the policies and practices which regulate the 
international monetary system. These international policies and practices 
mirror the domestic fiscal and monetary policies of OCs more than those of 
LDCs. Governments in DCs set the stage for international financial trans
actions by the way they regulate and subsidize their private commercial banks 
and multinational corporations. Governments in DCs and LDCs work with private 
sector interests within their countries and through international institutions 
to balance their respective national interests with the international inter
est. Obviously, the array of public and private, DC and LDC, and national and 
international interests compete and often conflict. 

Chapter 2 focuses on the competition and conflicts among interests by 
describing the IMS and by assessing the impact of current finance and trade 
practice on DCs and LDCs. The assessment is made within the context of 
historical patterns of international finance and trade. It describes how the 
debt crisis has developed since World War II concentrating on the last decade. 
Chapter 2 also discusses the two prevailing definitions of the debt drama. The 
first defines the problem as a crisis of liquidity; the second, as a crisis of 
insolvency. The current policies and practices of DC governments and 
international finance and institutions are based on the liquidity definition. 
Historical patterns of world debt and the data on the current situation 
indicate that the insolvency definition is more realistic. 

Chapter 3 analyzes economic development trends in OCs and LDCs. The 
working assumption is that the best long-term approach to the debt drama is 
for DCs and LDCs to expand worldwide trade. What emerges from this discussion 
is the recognition that DCs cannot have sustainable growth in their own 
economies if they take their economic· surpluses from LDCs through IMF
sponsored stabilization programs rather than from a global economy which is 
expanding in absolute terms. 
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Chapter 4 assesses three sectors of the Mexican economy: agricult~re, 
manufacturing, and the in-bond industry. The Mexican sector analysis is 
framed by "world oil economics 11 because the petroleum sector in Mexico is and 
will continue to be Mexico's single most . important industry. However, 
rntstaken assumptions about world oil supplies and prices led Mexico into its 
current economic crisis. It appears that other sectors of the economy must 
lead it from the crisis. The chapter also highlights the.trade-off~ for 
Mexico in choosing short-term stabilization rather long-term economic develop
ment. 

Chapter 5 summarizes findings and presents conclusions about the world 
debt crisis. It recommends actions DCs and LDCs might take to ease their 
respective economic problems. 

3 'Background 

All countries want to expand their economies. Each must do so in the 
framework of an essentially capitalistic global economy wherein the drivirig 

. force is the desire to accumulate surpluses. The reality of this global 
economy is that growth in any one country can occur only by either expanding 
the g·l oba 1 economy as a who 1 e or by ta·k i ng the surp 1 us from another country . 

. Sustainable growth for the largest number of countries will occur only from 
the former. However, both methods have limited effectiveness. 

Limits to expanding the global economy are imposed by saturated markets 
and by technology. Neither is a limitation at this time. Howevet, artificial 
limits can constrain the global economy before it reache~ natural limits 
dictated by free trade practices. Once the limits are reached, whether natural 
or artificial, then economic surplus becomes finite and the quest for it must 
become a zero-sum game of trade-offs between individual nations or groups of 
na.t ions. 

Go~ernments, as political entities representing nation-states, ~re the 
key actors in this global drama of .economic trade-offs because they ·regulate 
national interests and reflect those intersts in the international arena. In 
fact, the problematic feature of this drama, the. world debt crisis, is that 
international economic affairs have escaped the grasp of the national and 
interhational politcal institutions that are supposed to control them. 

Worldwide economic growth, · even with limits, depends on a st~ble, 
·predictable international finance system and an open, free trade system. .The 
critical el~ment that holds both sy~tem~ togeth~r is confidence. It is 
confidence that the relative v~lue .of national currencies will not change 
unexpecte~ly; it . is confidence that currencies can cro~s national b6rders 
largely insulated from political and cultural shock~ occurring in individual 
countries; and it is confidence that capital will . flow efficiently both .as a 
commodity that is bought and .sold and as an investment medium to expand the 
supply of goods and services. Despite their diminishing success at controlling 

·international economic aff~irs, a number of institutions play active roles in 
inteinational finance ~nd trade systems. For example, international commercial 
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. banks compete with multinational corporations for capital: public sectors 
compete with private sectors, and OCs compete with LDCs. 

Competition for capital is at the core of the wo r ·1 d economy and the IMS 
monitors and regulates the competition to maintain the cor1ficience the system 
requires to keep currencies flowing among institutions and actors with a stake 
in the the international trade and finance game. The IMS attempts to 
discipline international financial transactions to maintain a favorable 
balance-of-payments among nations. When the balance is riot favorable, some
thing must give. Thus far, LDCs ·have been the "givers" in the current debt 
drama. They have reduced imports, increased exports, and applied their trade 
surplus to pay part of the interest on an expanding absolute foreign _debt. 
Their goal is to stabilize their position in the international monetary 
system. While this approach prevents LDCs from defaulting and thus satisfies 
internaiional creditors in the short-term, it actually contracts the global 
economy. 

Ironically, the global debt drama lends itself to easy interpretations 
and simplistic solutions· because it is complex. The complexity is in 

. identifying the many key actors in ·the drama and how they depend on each 
other, often unwittingly, in their . individual efforts to serve their own 
interests. The complexity is compounded by the number of international, 
national, and bilateral institutions and _policy forums involved · in negotia
tions over the debt cris.1$. This report tries to identify the key actors, 
their different interests, and the way they use the institutional forums to 
~dvance their interests. Mexico's debt crisis is used both for illustrative 
purposes and because of its particular importance to United States' interests . 
It tries to avoid easy interpretations and simplistic recommendations that 
might implicitly reflect the interest of a select group of actors. 

The debt cr1s1s is not a cr1s1s . in one important sense. The paper · 
transactions, representing the transfer of billions of dollars, will not 
destroy . nations or the banking systems. The transactions, in reality, seldom 
affect the day-to-day economic lives of most citizens. Those who are poor 
usually ~emain poor~ those who are better off usu~lly · maintain their 
advantage . The global economy is still very effective in locking economic 
winners and losers into their respective categories. Some countries and some 
individuals will always give up more to the global economy than they receive 
from it. The current battle fs the same one that has been waged for ages: who 
Will be the short-term winners and losers? The best bet is that there may be 

_sbme minor changes across the line for some of the marginal players, but the 
core group of winners and losers will keep their respective status. 

In a less philosophical vefn, the current debt CrlSlS, if not a 
cataclysmic even·t for nations, is a time for them and the interests they 
represent to make some hard choices about how their economies will operate for 
t~e rest of this century. DCs have a freer rein in making those decisions 
·than LDCs. 

The debt crisis is first and foremost 
definitions and who has the power to define and 

a matter 
make a 

of understandina 
definition stick: 



International institutions like the IMF and public and private sector actors 
in OCs define the crisis as a liquidity problem. They like to believe that 
the problem can be solved by adjusting the flow of capital-- that is, by 
making sure that capital continues to flow amonq important spherP') 111 ecnnornic 
activities in OCs and LDCs. 

Another view is to consider the cr1s1s an insolvency problem. Inter-
preting the problem this way assumes that the economies of many LDCs cannot 
generate the capital (foreign exchange) to pay off the pyramiding external 
debt and support essential internal development. To solve the problem under 
this interpretation, DCs and international banking institutions would need to 
substantially write down or write off LDC debt. This course of action would 
require significant changes in regulations governing monetary pqlicy in DCs 
and the fiscal policies of individual governments. 

The latte~ interpretation may be frightening for international lending 
institutions and private foreign banks, but it is worth examining because the 
11 liquidity view 11 may be too self-serving for DCs. 

Interpreting the debt crisis ai a problem of liquidity, which is the most 
common current interpretation, is not without trade-offs for·DCs. To maintain 
confidence in the international financial system, strong currency nations like 
the United States want LDCs to implement.stabilization programs because they 
are the best short-term guarantee that capital will flow between OCs and LDCs. 
This objective is important becau~e w~inging surpluses from the global economy 
·rests more on the exchange of capital than on who is in debt or the flow of 
trade goods. Another important reason for interpreting the debt crisis as a 
liquidity problem is that DCs do not have to make abrupt changes in their 
fiscal and monetary policies. Sticking with the liquidity interpretation buys 
time for some key actors to reduce their own losses by shifting them to others 
and to spread losses over a longer period of time. 

Stabilization programs, in effect, allow the interests of DCs to take 
precedence over those of LDCs. At least in the short-term, DCs : continue to 
re~eive their share of the surplus from the global economy eve~ though it is 
taken from the long-term growth of economies in LDCs. Of the two ways in 
which countries can realize economic growth, current stabilization programs 
tacitly buy into the zero-sum strategy of trade-offs among nations. The 
outcome is that LDCs are pressured to expand export markets, but in very 
select areas of economic activity. The areas often turn out to be ones where 
DCs do not ·dominate LOCs and where there i·s stiff worldwide competition for 
markets. However, stabilization programs that overemphasize expanding select 
export markets threaten declining, marginally competitive industries in OCs. 
Understandably then, pressure often builds in OCs to protect these same 
industries, as with the steel and auto industries in the United States. In 
this context, political decisions will usually drive economic ones. In the 
past, political decisions on trade have f~vored protectionism. 

Separate from the interests and trade-offs between lDCs and DCs is the 
question of the effectiveness of the international monetary system (IMS) in 
dealing with the current debt problems. Some argue that the IMS is not 
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adjusting to changing world economic conditions. If the system is inadequate. 
then there is no reason to expect the custodian of that system, the 
International Bank for Reconstruction and Development (World Bank) and the 
IMF, to be very effective in carrying out its duties. A related concern is 
the limited role world trade institutions have in dealing with the debt 
problem when compared with that of banking and finance institutions. These 
concerns are examined in the report by assessing the balance, or lack of 
balance, between finance and trade issues and the role of each activity in 
leading the way out of the current debt crisis. 

Although they are not responsible for the cycle of borrowing that plunged 
many LDCs into debt, three events discussed here help explain the global debt 
situation. One was increased competition in world capital markets, fueled by 
the final disintegration of the world dollar-gold standard in 1971 and 1973. 
The United States, in 1971, declared that it would not exchange gold for 
dollars; in 1973 it allowed the dollar to float in value against other world 
currencies. The second event was the recycling by international commercial 
banks of capital generated by oil-producing countries as a result of steep 
increases in oil prices that began in 1973. Many of those banks were in the 
United States. The third event was the recession that hit the United States 
and Western Europe in 1980. 

While the cause of each event is significant, cause is less important 
here than outcome. The outcome was that the amount of capital circulating in 
international markets increased during this period as did the rate at which 
that capital changed hands. Many hands were involved in circulating capital, 
including oil-producing countries, MNCs, international commercial banks, and 
non-oil-producing countries. 

The events cut a wide path through the United States and Mexico. The 
economic recession was the most critical for Mexico because it stripped it and 
other LDCs of ''surp1·us 11 foreign reserves, reserves that Mexico could have used 
to stay active in the global economy. 

Following the oil price shock of 1973-74, non-oil-producing LDCs borrowed 
heavily from DCs to.pay for imported oil. LDCs that produced oil borrowed 
from OCs to develop their oil industry. They used potential oil revenues as 
collateral. When the Organization of Petroleum Exporting Countries (OPEC) 
again raised the price of oil in 1978-79, the same process of borrowing and 
lending between developing and developed countries continued. The result was 
an accumulation of debt in developing countries and.of outstanding loans in 
developed ones. 

Mexico, as an oil~producing LDC, followed this general pattern. It 
borrowed more heavily after large oil and gas reserves were discovered in 
1976. The country began an aggressive industrial and socioeconomic develop
ment program financed in part by the prospect of increased revenues from 
higher worldwide oil prices. The Mexican government also decided to limit oil 
exports to 1.5 million barrels a day. This in turn limited the amount of 
foreign reserves coming into the country from its own productive capacity 
thatwhich could be used to pay for its increased imports. The other way to 
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pay for those imports would have been with borrowed money--taking it from the 
artificial surplus in inflated world oil pricies. 

The 1980 global economic recession quickly consumed Mexico' s for ~ ig11 
reserves--loan interest rJtes, often pegged to world interest ra.t<> s , r<1i~~C?d 
loan payments. With debt payments ·eating what foreign reserves Mexic:o could 
generate, it had nothing left to buy foreign goods without mor~ borrowing. 
Mexico had to substantially reduce its trade activity with the United States 
and other countries. High real 1nterest rates also reduced the flow of foreign 
investment: capital into LDCs, thereby reducing their ability to export or to 
develop their own economies. Exports and profits dropped worldwide ·during 
this recession. · Although Mexico was experiencing a period of high g~o~th in 
1979-80, other.countries were cutting imp~rts. Simultaneously, there was both 
an. increase ifl supply of oil on the world market and a decrease in demand. 
This condition lowered the price of oil and left .Mexico with export revenues 
far below what was anticipated for 1981. 

It was . time for the IMF to step in to reopen the spigots of credit 
markets lo allow capital to again flow into Mexico. The principal and critical 
source of funds was a $3.9 billion l·ine · of credit guaranteed by' the IMF. 
However, the line of credit stipulated that Mexico implement a stri~t 
adjustment· ~ro~ram. The line of credit extended through . the IMF meant · that 
~he governments of key DCs now covered a signiftcant part of the debt risk of 
their international commercial banks . 

The ensui.ng adjustment program caused severe hardship for the Mexican 
people. The country, accustomed to an economy based on expansionary fiscal 
policies, . confronted drastic spending reductions. The adjustment program has 
translated into rising un~mployment; higher prices, and strong· import restric- . 
tions that have threatened the viability of many Mexican firms. 

As a. way of restoring confidenc~ in its currency, bolstering its trade, 
· and increasing its foreign curr~ncy, in 1982 Mexico lowered th~ value of the 
peso in a series · of devaJuations from 26 pesos per dollar to 150 pesos per 
dollar by the end of the year. The devaluations assisted Mexico's efforts at 
lowering its foreign public debt by making imports more expensive and the 
country's exports cheaper abroad. As . a result, Mexico registered a trade 
surplus for 1983, · giving it additional hard currency to service its debt. 
Nevertheless, there is a trade-off involved in adjusting th~ exchange rate. 
The devaluation has hurt the private sector in Mexico by making it more costly 
for companies to repay their debts . Along with the import restrictions ~. the 
deva1uaiion has made it more expensive and more difficult . for private 
companies to import necessary ·materials and parts· .and consequently has reduced 
their production levels. 

4 Analysis 

The problems that Mexico is experiencing in its recovery efforts point to 
the trade-offs in trade and finance that other LDCs must ·face short~term 
stabilization rather than long-term economic development programs. 
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When Mexico adopted a development strategy in the 1970s based on foreign 
loans and oil export revenues, it linked its economic prosperity to the world 
economy · and, in particular, to the United States economy. fhis hac; made UH: 
country more vulnerable to downturns in the world's (~conomic , yclPs . Anot.h•-'r 
contraction of the world economy or a recession in tilt.~ United Slat1~ ~> in the 
near future would be devastating to the Mexican economy. 

A natural response to such an economic crisis in Mexico would be for it 
to depend less on the United States and international lending institutions. 
However, its very recovery is controlled by these external powers. The IMF's 
stiff stabilization program prescribed for Mexico is a short-term program 
designed to ensure debt servicing but at the expense of long-term development. 
Rather than allowing for capital inflows to boost domestic investment, the IMF 
agreement requires the opposite--net capital outflows. Many of the Mexican 
loans are owed to private American banks and must be repaid to preserve future 
1 ending options. Meeting these repay.ments ha~ required the country to reduce 
imports, increase exports, and cut domestic spending. · The bulk of the foreign 
exchange earned as a result of these efforts goes to service debt rather than 
being used for domestic investment. 

As mentioned above, the prospect for Mexico's recovery in the short- and 
long-term are grim. The intense austerity measures imposed on the country's 
citizenry heightens the fear of pcilitical and social unrest. Many worry that 
the country cannot sustain this tight stabilization program. A broader 
concern is that it is coming at the expense of long-term economic development. 

Mexico's situation illustrates the dilemma common to other LDCs as a 
result of the debt crisis. The challenge is to devise economic policies that 
will meet both short-term stabilization objectives and long-term economic 
development. These countries require large amounts of capital for development 
and modernization of their industries, but the capital they receive is going 

. to debt-service payments. They must increase their trade competitiveness in 
the international markets, yet help infant domestic industries grow and attain 
a healthy share of the domestic markets. At the same time, these countries 
face the added pressure from DCs of maintaining open trade while industries in 
the developed world are seeking protecionist measures to curtail LDC imports. 
Added to this is the need to maintain domestic peace in a difficult period of 
economic austerity. 

5 Conclusions and Recommendations 

Based on our analysis of the debt cr1s1s and the institutions involved in 
it, we conclude that though economic interdependence among nations has 
increased in the last fifteen years, the means for managing it have not. 
Although international institutions exist to coordinate global economic and 
political interactions, their authority is limited by what national govern
ments are willing to sacrifice in the international interest. It appears that 
nations are more willing to sacrifice.the national interest of other countries 
than their own. However, they in fact may be unwittingly sacrificing their 
own interest by constraining long-term global growth. 
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It is a given that all countries seek to maximize economic development 
and will do this by manipulating trade, finance, and investment policies. 

' However, each must operate in the context of constraints, some common to all 
countries--like the rules and institutions of the IMS--and some unique to each 
country . . Development strategies must be sensitive to both the internal 
constraints · and external conditions for countries so that they can maximize 
their economic stability and well-bein~ in the long run. 

Alternative routes have been proposed for Mexico in facing its current 
si~uation, several of . which involve changing the IMS. One suggestion is to 
hold a "second Bretton Woods" conference to change the structure of trade, 
loan · payment terms, · development eff~rts, and exchange rates. Attention would 
be given to protectionism and other import barriers, and to the possibility of 
changing the IMF to a more long-term lending agency . Discussion could also 
include creating an international agency to share responsibility . for the 
long~term, low-interest loans of LDCs . . Opponents to these ideas suggest it is 
too soon to change the rules of the IMS, partly because they believe .that the 
debt prbblem is essentially one of liquidity, and thai the situation 
consequehtly does not require rlrastic alteration. Both sides argue for their 
particular position. 

BeyonQ comprehensive alternatives, the United States could continue to 
expand its economy at a sustainable rate, maintain an open import market, and 
continue ~o finance exports. The Mexic~n government coul·d stabilize its 
·economy according to the IMF pl an (thereby regaining the confidence of the 
international financial community), revita·lize its export industry, and 
develop new external markets. It also could strive to avoid future crises by 
careful borrowing programs to meet temporary balance-of-payments needs, to 
·assist in economically sound development projects, and to cover debt repay
ment. In ~he meantime, a new IMS may need to be constructed · that will take 
the political and economic changes of the past ten years into account. 
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1. THE DEBT· CRISIS IN CONTEXT 

The quest for power, the ability to get others to defPr, is at the core 
bf most social interaction. Types of interaction range from th at between two 
people to that among nations. Between the extremes are interactions a1nong a 
range of formally and informally structured organizations. In each type of 
interaction, organized interests are usually competing for advantage . The 
competition among nations is for economic advantage. Power in the form of 
economic advantage for a particular national government allows that government 
more freedom to act in its nation's self-interest in the international arena . 

Three events, though not causative, help explain the cycle of borrowing 
that plunged LDCs, including Mexico, into debt. One was increased competition 
in world capital markets. The competition was fueled by the final disintegra
tion in 1971 and 1973 of the dollar-gold standard. Gold and the dollar, as 
fixed-value commodities, had been used to determine the exchange rates for the 
currencies of other nations sinte th~ Bretton Woods conference in 1947. The 
United States declared in 1971 that it would not exchange geld for dollars; in 
1973 the United States allowed the dollar's value· to float against other 
national currencies. The second event began in 1973: international commercial 
banks had to recycle capital that oil-producing countries generated from a 
series of steep increases in the prices they set and received for their oil. 
The most important block of banks was in the United States. The third event 
was the recession that hit the United States and Western Europe in 1980. 

While the cause of each event is significant, cause is not as important 
here as outcome. The events combined over the last decade to increase the 
amount of capital circulating in the capital markets and to speed the rate at 
which that capital circulated among oil-producing countries, banks, MNCs, and 
non-oil-producing countries. Obviously, the United States was at or close to 
the center of each event; Mexico was tied to each indirectly because the 
health of its economy is tied to the U.S. economy. T~e recession, however, 
is the most significant debt related event for Mexico because it stripped the 
country ·of . its "surplus" foreign reserves. It was this surplus, generated 
from an expanding economic base, which was being used to finance internal 
economic development. The key point with respect to all three events is that 
they framed a period wherein a staggering amount of capital was moving very 
rapidly . through many sets of organi.zed--and institutionalized-- political and 
economic interests, each trying to gain or retain an economic advantage. 

Governments, MNCs, banks, and international finance and trade systems are 
alike in that each develops around the shared values and interests of 
individuals and groups. The values and interests become institutionalized 
through organizations which have varying degrees of formal structure and legal 
standing. The formal organizations, in turn, become the vehicles to collect 
and distribute power. 

While power is real, it is not visible. Formal organizations, on the 
other hand, are visible. They become visible through the functions individuals 
and groups ask them to perform and through their policies and operating 
procedures. Power is embodied in the type of policies which get seriously 
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considered, who gets to choose, and the specific policies that are imple
mented. 

Each nation-state seeks economic power because it can use that power· to 
produce goods and services. More important,· those with economic power can 
deny advantage to others by how they use their surpluses from economic 
activity. Economic surplus (profit) is not always used to produc~ _ more goods 
and services. It is often used to control price by manipulating products and 
markets without references to the laws of supply and demand. For example, 
many corporate mergers and buy-outs are not necessarily intended t~ improve or 
produce more of a given product. Rather, they reduce cost' without either 
lowering prices or producing more goods. The transactions add assets (surplus 
value) to a firm's holdings. · 

Economic surplus can be transferred among countries if finance and trade 
conditions favor the transfer; that is, if the transfer gives reasonable signs 
that it's possible to accumulate .more surpluses. It is in each nation's 
interest to try to create conditions of capital exchange and goods transfer 
which improve its own economic situation. In short, nations want healthy 
economies. Each seeks to develop its economy in ways .which give it a 
comparative advantage over other nations. Obviously, some nations are · better 
tha~ others at creating an advantage and siphoning the surplus from inter
national activity. The successful nations have more freedom · than LOCs to 
pursue their own domestic priorities regardless of the international repercus
sions. 

Economic developm~nt at home usually means . that nations want full 
employment, little or no inflation, price stability, and low interest rates . 
In an international setting, they want their own net transfer of goods, 
services, and capital to balance; that is, they want a favorable balance of 
payments. 

A . nation's goal as regards balance of payments is not simply to end up 
with a surplus or deficit account. A nation's economy is judged in an 
international context by the value of its currency in relation to that of 
other nations, by the type and quantity of its imports and exports, by its 
current accounts ledger, by its direct and foreign investments, and by the 
long-term claims against its assets. Opinion rather than objective fact 
largely declares that a particular relationship among these variables is good 
or bad. However, it is a fact that the flow of goods, services, and capital 
changes over time for each country. What is important about the change in one 
country is how it compares at a given time with changes in other countries. 
Also important is whether some set of actors such as bankers defines the new 
relationships as good or bad. 

The question of what is a favorable balance of payments for LDCs is at 
the heart of the current debt crisis. Many institutions, national and 
international, have an answer. The rest of this chapter explores why the 
answers given by some institutions carry more weight than others. 
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1.1 Global Economic and Political Systems 

International economic and political systems are rl~l :1t1~d bul seµdrate 
phenomena. Both arise from shared values and interests and both are composed 
of organizations which have different degrees of power, formal structure, and 
operating proficiency. The disciplining element of the political system is 
the governments of nation-states; that of international economic system is 
confidence (or lack of) in the relative values and exchange rates of the 
currency of "key" countries. 

The very nature of sovereign nation-states makes them less powerful than 
the international economic system. In theory and by definition, states are 
equal. Each has exclusive power within ·its own borders but must share power 
in the international arena. In practice, this means that a government should 
be able to control its internal affairs better than it can control events in 
the international arena. On the other hand, the international economic system 
has developed in a way that capital (the value of currency) is politically 
neutral and flows across national boundaries largely insulated from the 
poli"tical posturing of nations. In short, national boundaries are the 
constraining element of the international political system; technology and 
markets, which transcend national boundaries are the constraining elements of 
the international economic system. A government may be able to control the 
people within its national borders but it cannot control the people's money. 

Economic and political systems are molded by and respond to rapid changes 
in technology. In particular, advances in military and communications 
technology have increased both economic and political independence. For 
·example, laser, chemical, optics, and nuclear technologies are available to 
and have been adapted for military tjSe by many countries. This means the cost 
to one country of direct military intervention in the affairs of another has 
become high enough to put a premium on cooperation and diplomacy among 
nations. 

Similarly, adv~nces in communication and the electronic media have added 
an important weapon to the arsenal of most countries. The ability to aim 
television cameras has become as important as the ability to aim missiles. 
Communication technology has had an even more important impact in the economic 
arena. The advances have made wealth more mobile by allowing those who hold 
it to instantaneously transfer it to almost anywhere in the world. Finally, 
electronic communications, by speeding up financial transactions, h~ve made it 
more difficult for nations to control the flow of wealth across their borders 
or to control the value of their currency in international capital trans
actions. Technological advances have made big and small, rich and poor nations 
more equal. DCs cannot dominate LCOs to the degree and in the ways they did in 
the past. 

1.1.1 Public and Private Sector Actors 

Governments are the key actors in the current debt cr1s1s because they 
monitor and regulate competing domestic interests. They regulate directly and 
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indirectly to balance private and public interests and to ensure that goods 
and services are available for their citizens. Meeting citizen demand for 
basic goods and services helps maintain peaceful--if not always stable-
governments. Goods and services are usually provided by the private sector. 
When they are not, governments must provide them, directly or through 
subsidies. 

Governments perform an important finance function in seeing that goods 
and services are available to their citizens. They do this through fiscal and 
monetary policy which allocates wealth between the public and private sector 
and redistributes it within the private sector. They do the former primarily 

_through tax policy and the latter through budget policy. Governments, through 
monetary policy, can determine how much money to circulate and they can 
influence but not determine the value of their money in international capital 
markets. 

In addition to governments, a complex network of public and private 
institutions operate in domestic settings. Since the debt crisis reflects a 
variety of competing finance and trade · interests, the institutions are 
collectives of interests with a stake in the way questions of economic 
development get answered. Such questions include what is the best way to have 
full employment, to keep inflation and interest rates down, and to ensure 
price s-tability (keeping cost down but permitting prices that generate 
surpluses). Key actors in the debt-crisis drama include multinational 
corporations (MNCs), banks (commercial and government), labor unions and trade 
associations, and the various executive and legislative bureaus within 
governments. 

Another common characteristic of international economic and political 
systems · is that they make member organizations depend on each other. 
Organizations must depend on and cooperate with each other to achieve the 
advantage each seeks. For example, banks now pool resources (money, 
information, expertise), share risks, and cooperate .when making decisions 
about LDC loans. If one of the banks in such a cooperative effort witholds 
resources or otherwise refuses to participate, it can harm other banks and 
weaken the system. This interdependence limit~ the actions of each member 
organization. 

A final common characteristic of international economic and poiitical 
systems is that each uses specific tools in performing its tasks. The tasks 
can include some combination of regulation and enforcement, collection and 
distribution of information, and policymaking and administration. It is 
important then for formal organizations within the economic or politcal system 
to possess the working tools (policies, legal authority, and sanctions) which 
permit them to perform their tasks. 

1.1.2 Debt: A Matter of Labels? 

The problem of global debt and nations defaulting on loans is not new. 
After World War II, many nations had to borrow money to rebuild their 
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economies, but many did not repay their loans. The resulting debt cr1s1s lead 
to the creation of the IMS by the United Nations Monetary and Financial 
Conference at Bretton Woods. Although the intervening variahl0s l~ading to 
global debt are different today, the effect is thP :~amf~ : there arr~ many 
unpaid loans, and somebody has to absorb the losses. The conflicts are over 
who takes losses and how quickly. The current crisis may be the beginning of 
a new international monetary system to replace the system ~reated at Bretton 
Woods. 

In a very real sense the debt issue became a problem because it was 
defined as one. In matters of money, trade, and, investment, what people 
believe is fact is usually more important than actual fact. When enough of 
the right people said Third World debt was a problem, it became a proble~. It 
did not matter that the material situation of most citizens in those countries 
had changed very little. What did matter is that multinational commercial 
banks decided to lend money to them. Later, the banks decided that there was 
a crisis because they were not recapturing enough of the money circulating 
through the economies of LDCs. This set in motion significant and massive 
efforts to solve the crisis. It also shows that power becomes visible when it 
is used to define a situation in particular terms and make the definition 
become real as enforceable policy and administrative machinery imposed on 
others. 

International Bank Lending Since World War II 

Co~mercial banks became more active in international finance after World 
War II primarily through creation of the European Economic Community (EEC), 
the development of the Eurodollar market in the late 1950s and early 1960s 
because the United States implemented policies designed to indirectly manipu
late the value of the dollar. These policies increased the cost to MNCs of 
doing business in other countries. It gave MNCs and commercial banks the 
incentive to seek business through companies in the countries where they had 
established outlets and to begin lending to their host-country governments. 1 

Each move was designed to avoid repatriating profits while retaining access to 
foreign markets. These new markets were essential to MNCs and banks in their 
quest to accumulate the surplus from global economic activity. 

International commercial banks became significant political actors in the 
1970s due to the decrease in government foreign aid in real terms; the two 
devaluations of the dollar in the early 1970s, which ushered in a period of 
flexible exchange rates and created a greater opportunity for bank profits; 
and the quadrupling of oil prices between late 1973 an'd early 1974, which 

1 Aron son, J. D. , 11 I nterna ti ona 1 Lending and Debt, ".Washington ___Q_~~-~e~J.Y 
(Autumn 1983): 64. 
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resulted in the banks' recycling the petrodollars through the Euromarkets. 2 

Many.of the more advanced LDCs took advantage of the high levels of global 
liquidity to pad their officia1 reserve assets, thereby further increasing the 
confidence of lenders in the future of these countries. Competition to lend 
during the 1970s led to loan packages which had longer maturities and narrower 
margins. The size of loans grew, requiring more syndicate loans. Finally, 
competition fueled decisions to l.end to less credit-worthy borrowers. 

The important point to make about global debt during the 1960s and 1970s 
is that the total was relatively small and there were only isolated cases 
where countries needed help to restructure their debt. Moreover, loan 
payments did not create bottlenecks to the efficient flow of capital as occurs 
with balloon payments or many loans maturing at the same time. All of this 
changed in the 1980s. The change had negative effects on LDCs and banks . 

2 Ibid., p. 65. 
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The Debt Crisis and Its Precursors 

The trends · and events leading to the current inabil ; ty of developing 
countries to service their debts date to the mid-1970s. Tl1ree external 
factor$ contributed to the debt cr1s1s : steep increases in the price of oil in 
1973-74 and 1978-79; the high real interest rates in 1979-82, and the global 
recession of 1980-82. 

Oil Price Shocks: Following the steep increase in oil prices in 1973-74, 
LDCs that were not oil producers borrowed heavily from the governments of DCs 
and MNCs to pay for imported oil. Some LDCs which produced oil also borrowed 
to develop their oil industry, aspiring to become major oil exporters. LDCs 
began accepting short-term loans and assumed that they could generate foreign 
exchange revenue to pay the~ off by increasing their exports to DCs. 

The Organization of Petroleum Exporting Countries (OPEC) again increased 
oil prices in 1978-79 . This round of increases merely firmed the grip of many 
countries on bigger, quicker maturing loans and speeded their roller-coaster 
ride into debt. As an indicator of how far the oil market deviated from the 
laws of supply and demand, prices increased while demand dropped and the 
global economy began to stagnate . The escalating price of oil, however, was 
another visible signal that the global economy does not operate by the 
economic principles developed to explain domestic economies: price has little 
or no relationship to either supply or demand . 

. High Interest Rates and Global Recession: The high interest rates and 
declining inflation rates during 1979-82 increased the amount of money needed 
to pay off loans. The interest rate minus the rate of inflation, or the real 
interest rate, escalated largely due to the combination of loose fiscal policy 
and tight monetary policy adopted by the United States in 1981. High real 
interest rates were also a major factor in the global recession of 1980-82 . 
Export volumes and profits dropped worldwide in 1981 and again in 1982. LDCs 
dependent on export earnings to service and pay their debts were particularly 
hard hit. These events set the stage for a continuing series Gf debates on 
trade and more blatant use of formal and informal trade barriers by DCs. 

Domestic labor groups and some industries raised their political voices 
in asking. to be protected from alleged unfair trade practices of other 
countries. The rhetorical smoke and heat prevented any serious discussion of 
ways to improve international trade .. 

Causes of Excessive Lending: There were many convenient scapegoats to 
point to as causing the recession. Global debt was high on the list and many 
charged that banks had been irresponsible in becoming so heavily exposed 
through risky loans to some LDCs. Although the accusation is an example of 
simple-minded explanations of the recession, it did focus attention on 
international banking practices. For example, one reason for the hot 
competition among international commercial banks was that each was out to 
increase its share of foreign markets. Banks were reasonably comfortable with 
their increasi.ngly risky loans to LDCs because they correctly assumed that 
int~rnational institutions · such as the IMF, the World Bank Group, and the 
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Organization for Economic Cooperation and Development (OECD) member countries 
would come to their rescue in the event of a major default. Banks were thereby 
exterrializing the risk in foreign lending. 3 

Thus, since the 1973-74 Arab oil embargo, LDCs · have become more dependent 
on external finance capital to cope with recurring trade and foreign reserve 
problems. Finance.capital is no longer temporary; consequently, the lender's 
risk for both investment and finance capital has increased. The excessive 
lending by . international commercial banks illustrates how the collective 
rational decisions made by nations and banks can lead to an irrational world 
economic situation. Thousands of banks in several nations each make 
individual lending decisions with imperfect information. 4 Second-best deals 
result because all parties involved cannot arrange the optimal loan package 
for the LDC. Moreover, banker-led negotiations may serve the interests of 
banks, yet international stability may suffer because bankers may not 
adequately understand LDC political and social realities. Furthermore, the 
bankers' preoccupation with only the largest and most troublesome debtors, 
such as Brazil and Mexico, neglects the many small overindebted nations whose 
cumulative debt is significant. 5 

1.2 Tools of Finance and Trade Systems 

1.2.1 Finance and Trade Links 

The international finance system is more insulated from the political 
interests of individual nations than the international trade system. That is 
because trade is based in _large measure on tangible goods and services whereas 
finance revolves around the psychologically important but intangible values of 
currencies .and exchange rates. Put differently, it is easier for most people 
to see the flow of commodities like steel, autos, textiles, and oil than it is 
to follow the intangible flow of capital a.cross national borders. It is also 
easier for nations to develop and use tools to manipulate the flow of tangible 
goods and services because governments cari act unilaterally to direct their 
flo~. For example, they can permit or prohibit production of certain goods 
and services. They can allow or restrict competition by removing trade 
barriers or granting monopolies. They can tax some economic activities and 

. iubsidize others. In each case, these trade decisions are first hammered out 

1 Cl ine, W.R., and S. Weintraub, eds., ~onomi~StabiJj_~~-tj_g_n_jI!_ ____ Q_~_'{_~l __ o_ei11_g 
~-Q~_fl_tr_j_~-~ (Institute for International Economics, 1982), pp. 40-41. 

4 Volker, P., "How Serious Is U.S. Bank Exposure?" C_halJ~_n._g~_.M_?-g~zj~e 
(May-June 1983): 14. 

5 Witcher, K., "Small Debt Nations, Like Major Ones, Find Loans Harder to 
Get," Wall Street Journal, July 13, 1983, p. 1. 
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within domestic political systems. They may or may not then go on to 
internation~l arenas. In all cases, money to support the trade decisions must 
be generated from internal sources in wealthy countries or internal and 
external sources in poor countries. 

When countries go to external sources to support domestic trade deci
sions, there must be wealth (reserves) available to invest, somebody willing 
to invest, and somebody to be banker. The wealth is in the relative values of 
national currencies and who has more of the higher- valued currencies; the 
willingness follows from believing that some investments are safer than others 
and/or will generate a profit; the banker is usually located in a high-value 
(key) currency country and has the capacity to tap international c~pital 
markets. 

Capital is the indispensable tool of trade. In addition to driving the 
flow of tangible goods and services, capital is itself a commodity to be 
bought and sold. However, as a tool of trade, it can come directly through 
grants, investments, or loans. It can come indirectly, usually from 
governments and through subsidy, monopoly, or protectionism. These tools are 
used nationally and internationally. Trade associations, labor unions, banks 
and other financial institutions, and citizen groups interact through the 
domestic political system to decide which tools are used. Governments 
interact in the international arena to decide these issues. The decisions 
revolve around setting and regulating international trade and finance rela
tions among countries, which is done through the international monetary 
system. The system tries to ensure a stable free flow of capital. · The 
capital can then be used to increase the international flow of goods and 
services or can be bought and sold as a commodity. Unfortunately, capital as 
a medium for trade is secondary to its role as a commodity in the current 
crisis. This fact, however, does not reduce the need for capital to finance 
trade. LDCs merely search more intensely for it, and economic interdependence 
means that DCs become more ingenious at maintaining a stable IMS. 

1.2.2 Tools of International Finance 

Although commercial.banks have replaced MNCs as the primary vehicle for 
transferring capital to the Third World, developing countries nevertheless 
remain dependent on concessionary aid in the form of noncommercial grants and 
loans. The major actors in the arena of concessionary aid are the 
government-sponsored multilateral institutions like the International Bank for 
Reconstruction and Development (World Bank), the International Development 
Association (IDA), and the IMF. LDCs also receive foreign aid from developed 
countries such as the United States through the U.S. Agency for International 
Development (USAID). Furthermore, several ~egional development banks serve 
functions similar to those of the World Bank. LDCs obtain nonconcessionary 
private lending capital from commercial banks, and private investment capital 
from MNCs. 

The World Bank Group: Eligibility for concessionary aid is not determined 
by the developing countries, but by the World Bank's definition of per capita 
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income. The World Bank provides credit-worthy developing countries with 
financial and technical assistance for public and private projects. Projects 
deemed acceptable are those that promise high real rates of economic return to 
the criuntry over time. Loans are for fifteen to twenty years and carry an 
interest rate of just under 11 percent. Like the World Bank, the IDA gives 
concessionary loans with up to 50 year payback periods to LOCs. IDA's credits 
go to countries with annual per capita income below U.S. $410. The loans carry 
no finance charges. However, the eligibility status accorded to countries is 
not permanent. Although IDA is the main source of concessionary aid for 
1 ow-i ticome LDCs, these countries are ab 1 e to deve·1 op and "graduate" from IDA 
aid to the World Bank aid, although there . is no compelling incentive to trade 
grants for loans. 

The International Monetary Fund: The IMF was created as the primary tool 
to stabilize and bolster confidence in a system for exchanging the currency of 
one country for that of another. It is a vital link between trade and finance 
in the global economy. U.S. participation in the IMF is an integral part of 
American economic and foreign policy as the IMF provides the stability that 
benefits American commercial banks. The IMF extends credit to its 146 member 
nations through short-term loans. It is important to understand that the loans 
are to promote stability and confidence in the international monetary system 
by helping a country finance temporary balance-of-payments deficits. The Fund 
is not intended to provide long-term capital for economic development. One 
way to view the IMF then is as an international organization created by banks 
and designed to first assist them and then help others. 

If a country sends the IMF a letter of intent to correct a balance-of
payments deficit which the IMF accepts, it grants a "standby arrangement" 
(SBA). The member nation then can borrow from the Fund's General Resource 
Accriunt. 6 The SBA ~lso may suggest that private banks restart loans to the 
country. However, the IMF does not guarantee these loans. Needless to say, as 
debt spread from country to c·ountry and increased in size during the last 
decade, . the IMF became more active and visible. 

In general, the World Bank and the IDA are supposed to finance long-term 
economic development programs for the agricultural and industrial sectors . 

. The IMF is primarily concerned with macroeconomic variables relating to 
monetary, fiscal, foreign borrowing, and exchange policies. Recently, 
however, all three facilities have been helping countries with balance-of
payments adjustments. Since a country might need both types of help, World 
Bank, IDA, and IMF staffs must cooperate more than ever in analyzing and 
recommending aid packages. for individual countries. 

Government Aid: The United . States maintains bilateral programs of 

. 6 Gold, J., "Order in International · Finance: The Promotion of IMF Standby 
Arrangements, and the Drafting of Private Loan Agreements:1 Pamphlet Series No . 

. 39 (Washington, D.C.: International Monetary Fund, 1982), p. l. 
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economic and technical cooperation through the Agency for International 
Development (AID). AID encourages development in LDCs by providing financial 
assistance, technical expertise, farm commodities, and industrial goods to LDC 
governments. 

The Bureau for Private Enterprise of AID encourages private sector 
investments in LDCs. It also seeks to reduce the resfstance of foreign 
governments to U.S. investments in their countries. The Bureau believes that 
foreign ,investments should: (1) strengthen indigenous private sectors through 
the transfer of corporate capit~l, technology, and management skills; (2) 
create jobs; and (3) strengthen small- and medium-sized enterprises. 

The United States also tries to encourage investment in LDC domestic 
sectors through the U.S. Overseas Private Investment Corporation (OPIC). OPIC 
guarantees up to 75 percent of the value of equity investment up to $750 
million. 

Conditionality: Intergovernmental grants, concessionary loans, and tech
ni·cal assistance appeal to LDCs because they are nondiscriminatory, long-term 
aid packages. However, they often require countries to revamp their domestic 
economic priorities. Conditionality refers to the use of mutually acceptable 
guidelines between the IMF and a member country in directing that nation's 
economy. Few officials, including those in LDCs, doubt the wisdom of some 
form of conditionality, but the extent of conditionality is controversial. 
The objectives of intergovernmental institutions are to promote global 
economic development and growth, and to ensure the stability of the IMS. This 
is not the same as promoting economic development and enhancing political 
stability in a given country. 

1.2~3 Mobilizing Private Capital 

External capital, as a supplement to domestic resources, becomes the most 
important component of conce~sionary aid and an essential part of development 
assistance. As concessionary aid is strictly governmental and noncommercial, 
it does not cover the international private capital market. However, it does 
stimulate confidence in other commercial lenders and investors who might 
otherwise not have invested. 

The World Bank Group (IBRD, IDA, and the International Finance 
, Corporation--IFC) are also important catalysts for private capital. World 

Bank actions in LOCs complement rather than displace private sector initia
tives and are generally conducive to market openness, foreign trade, and 
foreign investment. · IMF ·lending stimulates greater commercial bank lending to 
LDCs. For example, the IMF loan of $3.9 billion to Mexico triggered $5 
billion of · new commercial bank credits to Mexico and $2 billion in industrial 
government tr~de credits. 7 Recently, the president of the IMF told represen~ 

7Witcher, K., p. 20. 
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tatives from 1,400 commercial banks with loans to Mexico "that before one 
additional cent would be put up by the IMF, private banks would have to roll 
over $20 billion of Mexican credits 118 maturing between August, 1982 and the 
end of 1984, as well as an additional $3 billion in fresh loans. 

The International Finance Corporation: The IFC has a special respon
sibility within the World Bank family. It makes loans and equity investments 
in the private sectors of LDCs. The real mission of the IFC is to bring 
together capital, technology, and managerial skills. In the recent past it has 
been able to generate $35 in private investments in LDCs for each of its loan 
dollars. 9 The IFC functions where a market-oriented approach is not only 
applicable but economically preferable. Loans are on commercial terms and 
average seven to twelve years. The Export-Import Bank (EXIM) is like the IFC. 
It is an agency of the U.S. government and extends credit to those in other 
countries who import U.S. capital goods and services. 

1.2.4 Nonconcessionary Aid 

Commercial Banks: During the past decade MNC investment in LDCs has been 
upstaged by the rise of commercial banks looking for promising markets for 
their excess funds. While a rash of nationalizations in the sixties and early 
seventies led to a slowdown of direct investmeni by MNCs, international 
capital markets became more .populous and competitive. LDCs prefer banks to 
MNCs as these capital transfers give the foreign banks no ownership rights and 
little direct control over particular sectors of the local economy. Bank 
loans are invisible flows existing on teletype and ledgers and entail little 
technology or culture transfers. 

Although the international, quasi-government banks are important, the 
independent commercial banks are also powerful organizations. As stated 
earlier, they now provide substantial amounts of capital to LDCs. Thus the 
criteria for eligibility and the amount of lending are also important. 
Commercial banks lend to any stable government, regardless of its ideological 
and organizational structure. Countries as politically and economically 
diverse as Algeria, Argentina, Jordan, Kenya, Mexico, and Zaire are all active 
users. Bankers have demonstrated a preference for authoritarian regimes 

· whether of the right or the left. Strong governments are in the best position 
not only to guarantee hard currency repayment, but also to control the levels 
of internal consumption and demand for imports. Banks have lent generously to 
dictator governments to South. Korea, the Philippines, Chile, and the military 
government in Argentina. In each country the dictatorship stood armed to 
repress popular pressure for increased living standards that could drain 

8 Ibid., p. 20. 

9 Clausen, A.W., President of the World Bank and IFC, Address to the Board of 
Governors, Washington, D.C., September 27, 1983 .. 
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foreign reserves. Banks also lend to liberal democracies if they appear 
capable of balancing their budgets and containing domestic consumption. Most 
bankers fear weak governments that are unable to control public and private 
expenditures, thus creating economic instability. 

Multinational Corporations: Ultimately commercial banks--based in the 
United States, Western Europe, and Japan--replaced the MNCs as the major 
source of private foreign capital. In order to cope with this situation, MNCs 
have done almost everything from operating on a strictly cash basis to simply 
selling their operation. However, many MNCs continue to lend money to their 
customers in order to maintain markets and long-standing relationships. 

All of this has not come easy for the MNCs because they have had their 
share of major financial headaches. These headaches have taken the form of 
complex controls on exchanging currency and massive devaluations in currencies 
which make it almost impossible for companies to repatriate monetary assets. 
For example, Litton Industries suddenly found last summer that the Mexican 
government had converted about $1 million Litton had on deposit in Mexican 
banks into . pesos. This maneuver was seen as a 11 little private enterprise 
subsidy for the economy of Mexico. 1110 Many corporations had become lulled by 
the.common Latin American practice of maintaining an overvalued exchange rate. 
These two factors--exchange rates and devaluations--decrease corporate loans 
and investment. Totally subjecting MNCs to domestic monetary policy means a 
high risk for the investor. 

Only a few companies have been able to get hard currency from Latin 
American central banks and only then by threatening to close plants and lay 
off workers. Due to the need for massive infusions of fresh capital and debt 
reschedulings, debtor nations are quite dependent on the commercial banking 
community, and therefore local authorities generally favor paying off foreign 
creditors first. According to one lawyer for a U.S. multinational, "After 
Mexico's near default in August 1982, bankers were creating the impression 
that it was official U.S. and IMF policy that banks be paid first. 1111 

In 1970 investments by MNCs in LDCs were $3.5 billion, while new loans, 
extended primarily by banks, totalled $2.7 million. The World Bank projects 
that by 1990, annual net private loans to LDCs may reach $55 billion and 
possibly as much a~ $95 billion, while direct invest~ent by MNCs will 
fluctuate between $19 and $24 billion. 12 In 1981 alone commercial banks had 

10 Sutter, D., "How the Debt Crisis Is Battering Multinationals," §_ys_j_!]_§_~_?_ 
Week, July 25, 1983, p. 66. 

11 lbid., p. 66. 

12World Bank Development Report 1981 (Washington, D.C.: World Bank, 1981), 
p. 13. . 
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outstanding claims against the developing world exceeding $265 billion. 13 LDCs 
were at a disadvantage in bargaining with the MNCs because they had to compete 
against each other in offering favorable investment climates. However, with 
the arrival of the banks, the tables were turned. The LOCs were once more in 
a better bargaining position because there was more money to lend and 
multinational banks were eager to recycle it. LDCs, however, did not receive 
favorable terms during the new cycle of lending. Th~ loans ~arried high 
interest rates, risk premiums, and short maturities. 

1.2.5 The General Agreement on Tariffs and Trade 

The United States dominates world trade because of the sheer size of its 
productive capacity, volume of exports, and significance to other countries as 
the world's largest market. It is understandable, then, why global trade has 
responded to U.S. trade policy and practice throughout much of this century, 
especially since World War II. The United States was the driving force behind 
creating the General Agreement on Tariffs and Trade (GATT) in 1947. Consis
tent with its objectives in supporting the then new IMF the United States saw 
its own economic health resting on a prosperous, growing global economy driven 
by_ trade. Realizing that goal meant reducing the tariff rates of individual 
countries ~nd blocks of countries (cartels) which had reemerged between World 
Wars I and II. GATT was to be the international forum to negotiate the terms 
of more open trade among its member countries: 23 i~ 1947; 88 in 1983. 

GATT's principal tenets were "equal access" to markets and reducing 
tariffs. At the time tariffs were the main form of trade barriers. From a 
U.S. perspective, equal access as the key to open trade had little to do with 
democratic values. It was required by economic reality. New markets were 
essential for the United States to maintain it~ economic advantage and 
strengthen it. However, before the United ·states could benefit from increased 
global trade, it had to first rebuild the econ"Omie·s of Western Europe, Japan, 
and then integrate Third World countries into a revamped international trading 
system. Moreover, global trade could not occur without ·a stable international 
monetary system. 

The international economic system is more effectively insulated from 
political decisions because it rests on -the values of currency and confidence 
in those relative values. Neither is directly susceptible to the political 
decisions of a particular country as are decisions to erect tariffs and 
nontariff trade barriers. Consequently, trade wars have always been easier to 
wage than currency wars. Unfortunately, when a country cannot find its niche 
in the IMS and global trade, it manipulates domestic trade policy but is 
usually forced by international circumstance to change monetary policy. In 
this sense, the international trade system can collapse from the weight of 
protectionism, from imbalances in the IMS, or from a combination of both. 

13 Bank for International Settlements, Annual Report, Rep6rt No. 51, p. 105 . 
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GATT is the closest thing to an international system that was specifically 
designed to prevent the first type of catastrophe. However, it is neither as 
extensive or intricately woven together as the IMS. 
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2. CONFLICTING VIEWS OF THE OEBT CRISIS 

2.1 Insolvency 

The global debt cr1s1s can be viewed as either an insolvency or liquidity 
problem. Each type of financial problem requires a different s~lution. If 
the current global debt problem is essentially one of insolvency, some of the 
key actors with a stake in the outcome must admit publicly that there is no 
short term solution to the debt problems of LDCs and international con111ercial 
banks. Some must also accept that they will take some heavy losses by writing 
down or writi·ng off many of the loans they have made to LOCs. If they assume 
that the crisis is simply one of liquidity (short-term cash flow), then the 
goal becomes to keep the capital flowing to LDCs through more loans, foreign 
aid, and foreign direct investment. 

The actions which follow from each view would have quite different 
implications for international commercial banks. Insolvency means that banks 
would become the immediate losers in the debt drama. More importantly, it is 
als6 an admission that there are fundamental flaws in the international 
monetary system and the practices of financial institutions. On the other 
hand, banks do not need to make abrupt cha·nges in how they operate if most act 
based on the liquidity view. The underlying assumption about a liquidity 
problem is that it will not last long and the country in debt has the 
"problem" and must sacrifice to , solve it. However, the economic facts do not 
support the liquidity vie_w and banks, the IMF, and DCs must face the fact that 
loans will not be repaid and that there are structura·l problems in the 
intern~tional finance system 

Default and the U.S. Economy: Most financial experts agree that the 
response of the Federal Reserve Board could determine how widespread LDC 
default would affect the U.S. economy. Latin American debtor countries would 
be more likely to declare a moratorium rather than a formal default, the 
former of which would eliminate about $10 billion in interest earnings for 
U.S. commercial banks in 1984. 1

' This would seriously and innediately contract 
the amount of loans which could be extended, and it would increase bank losses 
a.s loans would have to be declared as nonperforming and written off or down. 
The result would be a dramatic increase in interest rates. If a moratorium 
were declared by all the South American nations which owe U.S. commercial 
banks, many of the latter would be crippled and a recession would probably 
occur. According to Data Resources Inc., GNP would fall $70 billion, 
unemployment and the federal deficit would increase by 1.1 million and $26 
billion respectively, exports would decrease as bankers and governments 
stopped extending export credits, and interest rates would rise by a full 2 

1411 How An LDC Default Would Hit the U.S. Economy," Business Week, Nov~mber 
7' 1983, p. 118. 
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percentage points. 15 

Federal Reserve Board Response: In the event of a default, the Board 
would probably liberalize reserve requirements and lengthen the amount of time 
that banks have to absorb losses. Most likely targeting its efforts on 
specific banks in trouble, the Board would open its discount window and engage 
in targeted repos (short-term lending to banks). The insrilvency ~risis would 
be further exacerbated by panicking investors who might scramble to invest 
only in safer notes and bonds, or to change from the latter to cash. The 
Federal Reserve Board could attempt to pump more dollars into the economy, but 
this action might only create more fears of inflation, increasing interest 
rates still further. Yet the most difficult aspect of an LDC default to 
estimate would be the "ricochet" effect from the U.S. to abroad. 16 In general, 
however, bankers are not too worried about the effects of a default because of 
their confidence in the Federal Reserve Board, the strength of the U.S. 
economy, and the positive effects of banking deregulation, which assures that 
other institutions can provide loans. 

Basic proposals that have been advanced to deal with the current debt 
problem can be categorized as those designed to lessen the load of LDCs in 
meeting current payments, those designed to provide new net longer-term 
financial · support to LDCs, and those predicated on the reliance on global 
growth and trade. 17 The first group of proposals would be the most difficult 
to implement not only because it would require a great deal of rethinking and 
policy innovation, but also because some groups would inevitably have to 
absorb the consequences of a debt reduction or complete write-off. The second 
group of strategies is probably the more politically palatable because it 
holds the promise of long-term stability and debt servicing, and because it in 
part reflects what has already been occurring recently. However, raising the 
new funds should prove to be difficult as the DCs reduce or just hold constant 
their contributions to mulitlateral lending institutions, and commercial banks 
hesitate at extending new loans. The third group of proposals, which relies 
on global growth and trade, is the most attractive and ideal, yet the most 
uncertain route. This strategy is favored by the United States and banks 
because it would entail the least disruption. According to William Cline, the 
11 critical threshold" necessary for sustained global economic recovery and 
progress is a growth rate of 3 percent in the developed countries that buy LDC 
exports. 18 

15 Ibid., p. 118. 

16 Ibid., p. 121. 

17Aronson, J.D., "International Lending and Debt, 11 Washington Qll.£rterJ_y 
(Autumn 1983): 64. 

18 Pine, Art, "World Debt Maladies Ease a Bit, But Are Seen Lingering On For 
Years, 11 Wa 11 S_treet Journa 1, December 8, 1983, p. 10. 
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Debt Reduction Proposals: Specific debt reduction proposals include 
rewriting loan terms, buy-outs of small · creditors, grace periods on debt. 
"Gentlemen's moratoria, 11 exchange participation notes (pledge future foreign 
exchange earnings to the repayment of debt), retroactive terms adjustment, and 
creating new institutions and secondary markets for LDC debt. 19 

Reducing Bank Risk: Raising loan loss reserve, increas~ng capital 
requirements, encouraging write-offs or -downs, and lowering interest rates 
are four basic measures to reduce bank exposure. Banks fear increased capital 
and loan loss reserve requirements (included in a bank's capital) because the 

. higher the ratio of capital to assets required, the slower banks can grow. 
Furthermore, bankers fear that increased capital requirements will decrease 
their stock worth, due to lower-paying dividends. 20

. An important disadvantage 
of regulatory agencies requiring increased reserves against foreign loans is 
that smaller banks will drop out of business, further concentrating the risk 
of major banks and perhaps shaking general confidence in the international 
banking system. 21 Reserve building also shows an expense, decreasing profits 
on the balance sheets. 

In general, banks prefer to continue lending to high-risk debtors so they 
receive interest payments, though not usually principal, rather than writing 
off or down, which would decrease their- income. Banks have written off loans 
to private companies throughout their foreign portfolios, but generally have 
not written off loans to countries . Because renegotiations of foreign debt 
have called for full repayment of principal, banks are not required to take a 
form of write-down even though they may not realistically expect to recover 
all of their principal. 22 Many experts argue that write-downs or -offs are not 
necessary or desirable because of their optimism about recovery and their 
conviction that debtor countries are willing to make sacrifices in their 
.domestic economies. Finally, reductions in interest rates are not likely 
because major banks are too dependent on their _foreign operations for profit . 
Debtor nations have attempted to pressure the Federal Reserve Board to reduce 
interest rates. However, the Board wants to decrease bank margins instead to 
prevent banks from profiting on the debtors' woes, and to avoid direct Board 
moves to decrease interest rates through easier and inflationary credit 
policies. 

19 Aronson , p. 73. 

20 Brownstein, R., "Is Accounting Legerdemain Impeding Resolution of Foreign 
Debt Problem?" National Journal, December 17, 1983, p. 2620. 

21 Ibid., p. 2617. 

22 lbid., p. 2619. 
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percentage points. 15 

Federal Reserve Board Response: In the event of a default, the Board 
would probably liberalize reserve requirements and lengthen the amount of time 
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are four basic measures to reduce bank exposure. Banks fear increased capital 
and loan loss reserve requirements (included in a bank's capital) because the 
higher the ratio of capital to assets required, the slower banks can grow. 
Furthermore, bankers fear that increased capital requirements will decrease 
their stock worth, due to lower-paying dividends. 20 An important disadvantage 
of regulatory agencies requiring increased reserves against foreign loans is 
that smaller banks will drop out of business, further concentrating the risk 
of major banks and perhaps shaking general . confidence in the international 
banking system. 21 Reserve building also shows an expense, decreasing profits 
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form of write-down even though they may not realistically expect to recover 
all of their principal. 22 Many experts argue that write-downs or -offs are not 
necessary or desirable because of their optimism about recovery and their 
conviction that debtor countries are willing to make sacrifices in their 
.domestic economies. Finally, reductions in interest rates are not likely 
because major banks are too dependent on their .foreign operations for profit. 
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19Aronson, p. 73. 

20 Brownstein, R., "Is Accounting Legerdemain Impeding Resolution of Foreign 
Debt Problem?" National Journal, December 17, 1983, p. 2620. 

21 Ibid., p. 2617. 

22 lbid., p. 2619. 
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2. ~2 Li quidi·ty 

The · Offici~l U.S. Strategy: Secretary of ·the Treasury Donald Regan set 
o~t the five-part U.S. strategy for resolving international financial ten
sions. Central to this strategy is the conviction that the banks must play a 
central role in the resolution of the international liquidity "crisis." The 
first element of the overall U.S. strategy must be effective adjustment in 
borrowing countries using the IMF as their mediator and an outside monitoring 
agent to ensure internal discipline. The second is the "continued 
availability of official balance of payments . (BOP) financing, on a scale 
sufftcient to help see troubled borrowers through the adjustment period. 11 The 
third element is the willingness of developing countries and their central 
banks to quickly respond to debt emergencies as they arise. The fourth is the 
willingness of commercial banks to not only roll over or restructure existing 
debt, but also to extend fresh loans to LOCs, including the most troubled 
bo~rowers. The final element of the U.S. strategy in resolving debt problems 
is "to restore sustainable growth and . to preserve and strengthen the free 
trading system. 112 3 

· Strengthening global liquidity can be achieved by one or a combination of 
three types of actions: U.S . unilateral, U.S.-Mexican bilateral, or mul
tilateral. Each type of action has a private and public facet. The private 
and public sector can operate in tandem or separately, and sometimes in 
opposition to each other. The three types of actions can also be coordinated 
or may so lack in coordination as to cause confusion and uncertainty. 

Unilateral action by the U.S. government can include export credits, 
emergency loans, special commodity agreements, and political support . A 
government willing to take such action must be facing a critical situation, 
with a domestic political consensus to take certain actions. In the United 
States, support for "bailing out" the banks or LDCs is not politically 
popular. The United States views the global debt problem as one of liq~idity 
rather than insolvency, ·and 11 bail-outs 11 would constitute an admission that the 
international financial system is insolvent .. Unilateral concessionary actions 
by banks and other private U.S. interests are unlikely. They do not want to 
report losses to stockholders any more than do politicians. The only real 
effective and possible unilateral U.S. actions are to maintain a strong and 
sustainable economic recovery and encourage the continued flow of capital to 
debt-ridden LDCs. · This would help encourage import growth from Mexico. 

Capital Inflows: Service of the debt and a return to economic stabiliza
tion is not an insurmountable problem. Various proposals exist to facilitate 
this. It is clear that Mexico needs to achieve a more favorable BOP situation 
to gain foreign exchange. Mexico could obtain this from a capital flow 
composed of loans, foreign aid, foreign investment, or a balance of trade 
surplus. Efforts have been made to exercise all of these options . The 

23Aronson, p. 70. 
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optimal solution, in terms of a positive effect on Mexico's stabilization 
efforts, has been through the improvement in the balance of trade. This has 
been achieved, w1th a large degree of success, through a reduction in imports. 
In 1981 the current account deficit was $14 billion. In 1982 it fell to $3 
billion. 24 By 1983 the deficit had been transformed into a $4 billion surplus, 
primarily from a continued decline in demand for imports in the severely 
depressed Mexican economy. 25 

Reducing Imports: There is now, · however, no room for further import 
reduction. Indeed, Mexico must increase its imports in certain areas if 
economic recovery is to continue. Specifically, increases are expected in 
equipment for mining, petroleum, and steel industries, and in. telecom
munication and minicomputer components. 26 It is hoped that imports from 
Mexican export industries will also rise. Imports are projected to inctease 
so~ewhat, returning the current account to a deficit, .but.one within the IMF 
guidelines. 

Possibilities for Export Growth: With only limited opportunities in the 
international finance markets, Mexico must improve its BOP bY. increasing 
exports. The idea that Mexico can sell its way out of debt is logical and 
appealing, but there are obstacles. There are several ~reas in which high 
export growt~ can be expected. Specifically, petroleum is expected to 
increase from 1.5 million barrels ~er · day in 1984 to 2 million by 1987. 
Increases are also possible in machinery, transport equipment, chemicals, some 
precious metals and minerals, telecommunication equipment, artificial fiber, 
iron, steel, autos, and auto parts. 2

j The key, however, is that increased 
exports are contingent upon there being.buyers, and the United States is the 
ultimate buyer. 

However, the United States is facing the very real possibility of 
becoming a net debtor nation by 1987; usually, only developing nations are net 

.debtors. This unusual devel.opment is a result of the large and continuing 
U.S. current account deficit. It was $69.4 billion in 1983 and is expected to 
reach $100 billion in 1984. This deficit is mostly due to the overvalued U.S. 
dollar, high U.S. interest rates, and a depressed world economy. If deficits 
continue at the $50-70 bill{on level through 1987, the United States will be a 
net debtor country, joining Mexico, Brazil, and other countries for the first 

24 The E'conomic Crisis in .Mex.ico (Washington, O.C.: U.S. Treasury bepart
ment,-l984), p. 7. 

25 lbid., p. ,14. 

2 6 Lee, N., Mex; can Trade ____ Afte.r the .. Debt Crisis: T_rend~_n9_ . __ f..c9spe_cts 
(Washington O.C.: Department of Commerce, Febuary 1984), p. 3. 

27 Ibid., p. 4. 
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time since 1917. 28 

Market Access: From a foreign policy perspective it is imperative that 
Mexico have an open U.S. economy in which to market its ~1ood s. There a re, 
how~ver, domestic . U.S. economic concerns which want to restrict free inter
national trade. The prospect of becoming a net debtor country does not endear 
itself to the U.S. public, leaders, and financial and busiriess community. Many 
U.S. industries (steel, petrochemicals, textiles, etc.) are pressuring for 
tighter import restrictions. Most of these industries . face stiff competition 

· from abroad. Politics as it is, the government will find it hard in an 
election year to open the floodgates to Mexican tmports. While Mexico can 
expect to increase certain auto parts, telecommunication equipment, and 
in-bond goods, a massive increase of exports to the United States is precluded 
by these factors. 

Export Credits: However, of more immediate concern is the necessity that 
the U.S. not only create open, and even preferred, markets for LDC exports but 
also continue ready financing so that LDCs can import crucial goods and 
services for their national economies. The capabilities of the Foreign Credit 
Insurance Association and the EXIM bank must be broadened, as well as coverage 
from other U.S. government agencies and foreign insurers and financiers. 
Export financing is the crucial link between trade and finance relations among 
DCs and LDCs. 

Buyer and Supplier Credits: Private bank buyer credits from DECO 
countries have risen since the 1960s but are most vulnerable to contraction 
now as private sources hedge their bets. Supplier credits are also important. 
Exporters extend them directly to foreign buyers, with repayment spread over a 
period of up to five years. 

Official · export credits have also increased in volume since the last 
decade. In 1978 . the OECD countries reached an agreement called "The 
International Arrangement On Officially Supported Export Credits.'' It grants 
LDCs officially supported export credits at lower-than-market interest rates 
with subsidies to maintain the credits at those rates over the period of the 
trans.action. 2 9 This system shou 1 d be exp-anded. 

Government-Subsidized Credits. To prevent a serious decline in the 
ability of LDCs to market their products, government-subsidized credits should 
help fill the gap in private lending and export credits. This runs counter to 
the de~elopment philosophy of the current administration. However, the 

28 Francis, D.R., "Soon U.S. May Owe More to Foreigners Than They Owe Us, 11 

Christian _Science Monitor, February 10, 1984, p. 3 . 

. 
29 Cizauskas, A.C., The . Chang.ing Nature of Expor_t Credit Finance and Its 

Implications_ fo~ Developing Countries, __ Staffing Paper N~-409- · (Washrn-gton--, 
D.C., · World Bank, July 1980), p. 8. · 
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alternative is less financing, which forces LDCs to draw on exchange reserves 
or indulge in new medium-term borrowing to arrange cash · for imports and 
financing for exports. A promising approach is to increase official support 
for export credit insurance financed by private sources. Other conflicts 
include finding ways to deal with both long-term and short-term financing, and 
developing the most promising LDC trade sectors and not just those with the 
least short-term financial risk. 

Increased U.S. export financing would allow a greater degree of 
flexibility in increasing U.S. imports of Mexican goods. The negative effect 
on the U.S. BOP would be counterbalanced by increased U.S. export~. A· 
hostile Congress, however, and a looming budget deficit make increased 
official export credit unlikely. Private export financing is also in · short 
supply. Many companies now require cash prepayment or collateral before 
shipping goods to LDCs. Banks are afraid to risk any additonal capital to 
Mexican companies, even on short-term trading credits for formerly trustworthy 
companies. While we can expect a modest degree of improvement in the current 
account deficit from the balance of trade, other ways of dealing with the 
crisis will need to be explored. 

2.3 Exchange Rates: The Trade/Finance Link 

The International Monetary System 

The IMS is a large set of complex formal and informal relationships among 
institutions and nations in which worldwide economic activity occurs. Within 
the confines of these relationships, .foreign exchange ,rates are determined, 
international trade and capital flows are managed, and BOP adjustments are 
made. 30 The stated goals of the formal relationships among institutions such 
as the IMF, national governments, and central banks are to pursue worldwide 
economic stability and growth. Because of inherent conflicts among trade and 
finance issues, the unstated goal of the informal relationships (such as the 
annual economic summit among the seven most developed nations) is to avoid 
politically damaging economic action for domestic economies. 

The necessity of international trade and finance for nearly all countries 
.forces their participation in the IMS. DCs and LDCs each have special 
international trade and finance needs. Whether or not their needs . are met 
depends on the formal institutions of the IMS; informal, non-binding agree
ments among key actors; the policies.of national governments and their central 
banks; and international economic conditions. 

A nation.1 s fiscal and monetary policies-~its exchange rate, development 

30 Eitman, D.K., and A.I. Stonehill, Multinational Business Finance, 1983, 
p. 49. 
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needs, inflation, . interest rates, and BOP--interact. This proces~ produces 
conflict among the various policy areas . Decisions on the USE' of j.)l)licy tools 
in each area of conflict are essentially political with sizable economic 
effects. The goals of a nation must be determined by weighinq the costs and 
benefits of policy options. A decision on economic priorities for the . short 
and long run must be made. To reach these goals, development and implemen
tation of a coherent economic adjustment poli£y is necessary. To do this, 
economic planners of a nation need a thorough uhderstanding of the ·inter
national ramifications of their economic actions. A better understanding of 
how policies interact will p~oduce better policy. Better policy wtll produce 
a more· stable and expanding world economy. 

· The critical feature of the IMS is the exchange rate system. It links 
various natipnal currencies. Exchange rates make international price and cost 
comparisons possible. 31 The value ·of a currency determines the competitiveness 
of a nation's exports, and its ability to finance needed imports and 
development projects. The value of a domestic currency in the international 
economy is what determines the magnitude and orderliness of a nation's 
international trade and finance ties. Some national currencies are unaccept
able as international units of exchange. These currencies are known as ''soft 
currencies.'' They are unable to be used outside of the domestic ·~conomy. 
These. nations, mostly LDCs, must obtain hard currencies through loans, 
inyestment capital, export earni~gs, foreign governmental aid, or other means 
of generating a supply of foreign exchange reserves. A reserve currency is a 
"hard currency," one which is acceptable by other nations and businesses 
abroad as a valid unit of exchange. Examples of "hard currency 11 are the U.S. 
dollar, .the German deutsche maFk, the French franc, and th~ UK pound st erling. 
Also u~ed as a means of obtaining foreign exchange are Special Drawing Rights 
(SORs). These were first created by the IMF in 1969 . SORs are a· line of 
credit for member nations of the IMF. With SDRs, IMF members can purchase 
foreign exchange from the Fund or the central banks of other members. SDRs 
are not convertible· to g6ld but serve as an international reserve. 32 

Wh~n a nation imports, exports, and engages i.n international finance 
transactions and services, a flow of economic resources in and out ofits 
domestic economy is occurring. A c~~parison between the sum total of these 
two flows is called a nation's balance of payments (BOP). For example , the 
U;S. BOP is a summary of all international transactions .performed over a 
specific time period. 33 The BOP account is composed of a current account and a 
capital account. The current account measures the balance of trade in goods 
and services, and unilateral transfers of monies. The capital account 
includes purchases and sales of assets domestically by forei.gners, and abroad 

31 Snider, D.A., Introduction to _International Eco~omic~.L 1979, p. 272. 

32Adams, J., ed., The Contemporary International Economy, 1979, p. 254. 

33 lbid., p. 180. 



by a nation's citizens and business~s. The BOP capital account records net 
capital flows in or out of the country. 34 

When the flow of goods, services, and capital out of the country is 
greater than the flow in, its BOP is said to be in deficit. A BOP deficit 
means there exists a greater demand by a country for foreign currency than 
exists for its own. The facts of supply and demand place p~essure on a 
country. with a BOP deficit to devalue its currency. This is the lowering of 
the rate which determines the val~e of a domestic currency vis-a-vis foreign 
currencies. A devaluation means fewer imports can be purchased with the same 
amount of currency . The devaluing nation's exports become less expensive and 
therefore more competitive in the world market. A BOP surplus leads to 
pressure on a currency to revalue or appreciate due to a greater demand for 
it. This results in a lowering of import prices. Exports become more 
expensive and less competitive abroad. The effects on the level of 
imports/exports are obvious. 

34 8aumol, W.J., and A.S. Binder, Economic Pri_nciples an~L-~licies. 1979, 
p. 741. 
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Exchange Rates and Institutions of the IMS 

In a free market the exchange rate of a currency is determined by the law 
of supply and demand. Factors influencing this in additior1 to the BOP are 
inflation, interest rates, fiscal policy, and monetary po .licy. In the real 
world the free market or 11 clean float" does not exist. This issue of exchange 
rates is too politically and economically important to be determined by the 
mark.et alone. In place of the "clean float, 11 we have experienced a series of 
exchange rate systems. They fall into two broad categories--the fixed 
exchange rate system, as in the Bretton Woods system, and the current mixed 
system, a combination of floating and pegged currencies. 

The Bretton Woods system was developed in 1944 to restore growth and 
stability to the world economy following World War II. Since the dollar was 
the only stable currency at the time, it was used as the basis of an 
adjustable peg system. Currencies were given a par value in terms of gold. 
The dollar was fixed at U.S. $35 per ounce. Other currencies had to maintain 
their assigned value within a narrow band of their peg. If a fundamental 
disequilibrium developed, and this meant a chronically large BOP deficit, an 
adjustment in the peg was allowed. The. U.S. was obligated to exchange dollars 
for gold with other central banks at the par value for the dollar. 35 In this 
manner the value of the dollar could be maintained. 

The Bretton Woods system was designed to operate in a depressed world 
economy. It was expected to take decades for international trade to recover 
from World War II. In fifteen years, however, the international economy had 
recovered and trade was increasing rapidly. In the mid-1960s a serious 
problem emerged with the IMS. The U.S. dollar had an artificially high value. 
The United States had developed chronic BOP problems. The U.S. gold supply 
was rapidly· dwindling as it ·attempted to maintain the dollar par value .. 36 

Problems with the dollar and other currencies forced a renegotiation of the 
Bretton Woods system . . 

In 1971 President Nixon initiated the process by announcing that the 
United States would no longer convert dollars to gold. Later in 1971, major 
DCs met in Washington and reached the 11 Smithsonian Agreement, 11 which attempted 
to update the Bretton Woods par value system. The dollar was devalued to U.S. 

· $38 per ounce of gold. The other major currencies were revalued by varied 
amounts. There was to be a 4 1/2 percent trading band. In addition, the 
members of the EEC entered into a ~Snake'' currency agreement in 1972. This 
allowed member's currencies to float in a~ 1/2 percent trading band with 
regard to each other. Jointly, the currencies of the 11 Snake 11 were to maintain 

35 Wilfried, E., Mo~ern Int~rnational Economi~L 1972, p. 448. 

36 Baumol and Binder, p. 741. 
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the 4 . 1/2 percent band with the dollar. 37 In 1973 the Smithsonian Agreement 
collapsed after a huge loss of confidence in the dollar. In the aftermath of 
the oil price shock, the EEC "Snake" weakened considerably. Several 
participants dropped out and it effectively disappeared. The international 
exchange rate system became a floating system for major currencies. Bretton 
Woods was dead. 

The mixed system that emerged gives countries several options. A 
government needs to decide if its currency will float or be pegged to some 
external value (a foreign currency or·SDRs). An exchange rate is pegged if a 
country agrees to prevent the market rate from bejng more than a specified 
percentage (the margin) different from the pegged value. Twice the margin 
gives the trading band--the maximum range. An exchange rate floats if the 
country does not attempt to limit the range of fluctuation in the market. The 
"clean float" does not exist in reality; a "managed float" is what 
predominates today. An exchange rat"e is "managed" if a country does attempt 
to influence the market rate but without committing itself to a predetermined 
trading ·band. 38 A country that chooses some sort of float for its currency 
will often develop trading zones. These zones have soft margins which the 
country is not determined or obligated to maintain. They simply serve as 
guidelines. 39 The choice of exchange rate systems available to a country can 
best be summarized by the following table: 

National Government Currency 

Option I - Float 

(A) Independent Float 
(8) Group Float 
(C) Managed Float 

. Option II - Peg 

(A) Single Currency Peg 
.( 1) U.S. Do 11 a r 
(2) Pound Sterling 
(3) French Franc 

(B) Basket· Peg 
(1) SOR 
(2) Other Basket 

There are three main institutions that operate in the IMS: the IMF, the 
national governments, and the central banks. The IMF is the central bank for 

37 Eitman and Stonehill, p. 57. 

38 Wi 11 i amson, J., T_h_e_E_xs=hange 
Economics , 198~, p. 64. 

39 Ibid., p. 65. 
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central banks. 40 A central bank has the following qualities: (1) the source 
and creator of reserves, (2) the banker's bank, (3) the lender of last resort, 
(4) and the government's bank. It also has restricted commercial business, 
and is publicly owned and controlled. 41 The IMF matches these <;11alitir's in the 
international context : With the creation of SDRs, the IMF bPcame a creatot· of 
international reserves. It had always been a source of reserves whether 
through SDRs or loans. The IMF is the bank for national ·central banks and 
governments. Its only commercial aspects were the selling of its gold assets 
in the 1970s and the raising of resources through bonds. It is viewed 
generally as the lender of last resort by countries. No nation is eager to 
accept the necessary austerity measures and adjustment program required to 
obtain the IMF loan. The IMF is controlled by the members, which is 
tantamount to public control. · 

The IMF has several additional functions. It makes loans to countries to 
help maintain their exchange rate and economic stability. Its numerous 
facilities to provide loans are designed mostly to assist LDCs. They allow 
the LDC time - to implement t~e necessary adjustment measures to restore 
economic growth. Finally, the IMF monitors the domestic economy of members, 
offers technical advice, and monitors the IMS. 42 

In most countries the natinnal government and the central bank really 
operate as one in$titution. The national government determines fiscal and 
trade policy. Both are important. Fiscal policy can stimulate or constrict 
aggregate demand. The aggregate _demand of an economy influences the demand 
for imports and the rate of inflation. Both in turn have an effect on the 
exchange rate. National governments also can control trade and capital flows. 
By restraining or encouraging these flows, a government can directly control 
the national BOP. This can help sustain an exchange rate or create a new one. 

The central bank determines monetary policy and oversees all official 
international transactions. Monetary policy determines the supply of currency 
available. This influences interest rates, inflation, and economic growth. 
These all influence the exchange rate. The central bank is also the agency 
which maintains foreign exch~nge reserves, i.ntervenes in the foreign exchange 
markets to influence currency value~, and deal~ with other national central 
banks and the IMF. 

In most countries there is a national banking system owned and operated 
by the government. In these cases the central bank and the government are one 
agency with two roles. In the United States the . national banking system is 
different. The Federal Reserve System (FRS) is technically independent from 

40 Ibid. p. 249. 

41 Ibid. 

42 Ibid., p. 254. · 
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the federal government. In practice, though, this is not always. s~; there is 
often coordination between the FRS and the government. The FRS is in charge 
of all central bank functions. The government retains control of fiscal 
policy and import/export controls. 

The official institutions of the IMS determine many of the rules for the 
system. They ~anipulate the determinants that influence ~xchang~ rates. An 
understanding of these determinants, how they interact, and how they can be 
managed is important. 

"Fixed vs. Floating Exchange Rates 

In· dealing with the IMS, countries must consider their exchange rate and 
its stability vis-a-vis other currencies. A country has two choices for · an 
exchange· rate--the fixed rate or the managed rate. A clean float can be 
considered· in theory but, as discussed previously~ in practical terms no such 
float exists. When choosing a system of exchange rates a country must 
consider the relative importance of its domestic economic conditions and 
fts~al policies, and foreign economic conditions and monetary policies. 43 

Inflation, domestic interest rates, fiscal policy, and the BOP are the main 
topics . to be considered when looking at these factors. Do~estic and foreign · 
balance are· in~~rrelated in such a way that a country must decide-which is of 
paramount interest. Many· LDCs sacrifice domestic policy in order .to stay 
competitive in international trade. On the. other hand, larger DCs tend to 
concentrate bn domestic balance, usually having alr~ady established a leader
ship position in international trade. 

The interrelationship between domestic and foreign · balance is of greatest 
significance under a system of fixed exchange rates because it pits domestic 
economit priorities directly against foreign (international) ones. 44 When such 
a system is in place, conflicts arise because fixed exchange rates make it 
impossible to achieve both a domestic and foreign balance. 

The conflict between domestic and foreign balance under fixed rates 
arises becaus~ more policy targets exist than policy instruments. The 
do~e~tic balance instrument is monetary-fiscal · policy. Governme~ts use these 
policies to adjust national income to a desired level. The problem is ·that 
monetary-fiscal policy is also used for achieving the international balance . 
Obviously,_ both domestic and foreign balance cannot be achieved simultaneously 
w1th one policy instrument. If a country is experiencing unemployment and a 
BOP deficit, the monetary-fiscal policy required to reduce unemployment would 
-enlarge the . BOP deficit (the reverse is also true). As a government attempts 
to spend its way out of an economic recessionl more resources are needed. For 

~ 3 Snider, p. 328 . . 

44 Ibid. 
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most LDCs, with limited revenue sources, borrowing on the international 
capital markets and receiving foreign aid are the major sources of such r1eeded 
resources. Foreign aid is a policy instrument applied at the discrctior1 of 
the donor nation~ As a result, most LOCs prefer to obtain capital through 
international loans. One of the economic costs of obtaining such resources is 
an increased BOP deficit. This will put greater pressure on the nation to 
devalue its currency. A similar situation occurs with domestic inflation and 
a BOP surplus, because an opposite monetary-fiscal policy is called for in the 
two cases. 45 

The largest domestic concern for having fixed exchange rates is that a 
fixed rate strongly influences the prices citizens pay for goods and services 
at home. For example, if an LDC decides to tie its currency onto that of a 
larger DC's currency, the country will employ monetary policies that are 
needed to maintain the peg constant. There is little doubt that the rate of 
inflation of the LDC will parallel that of its larger partner in the long run. 
If the inflation rate of the junior partner was higher at the beginning than 
that of the DC, pressure from abroad would start to cut prices directly. The 
capital flight that would result would lead to a domestic loss of currency 
reserves, a decrease in the money supply, and an increase in unemployment. 
Two things could have caused this rise in unemployment: an unfavorable trade 
balance resulting from uncompetitive exports, and/or a cut in spending 
resulting from monetary stringency. Assuming that the LDC resisted the 
domestic political pressure to expand its economy and min1m1ze the economic 
contraction, and stayed with its fixed exchange rate, a reduction in the 
domestic money supply would have occurred. The recession that followed would 
eventually bring inflation back to an acceptable level. 46 

Fixed exchange rates can have adverse side effects on the BOP. As the 
value of a count~'s currency increases, income will be stimulated, causing an 
increase in imports that now are less expensive compared to domestic goods. 
This results in both a deficit in the government's budget and BOP. The 
government can combat these deficits by increasing the domestic interest rate. 
By increasing the interest rate, national income is reduced. This causes a 
reduction in imports, and in turn moves the BOP back toward equilibrium. 
Additionally, a higher domestic interest rate also causes that particular 
country's assets to be more attractive relative to foreign assets. This 
inflow of capital can help correct a BOP deficit by increasing the capital 
account in the BOP, although this effect has only short-run advantages. 

Since the collapse of Bretton Woods, international monetary arrangements 
have been very different from those in place previously. Initially, floating 
rates were discussed as a possible alternative to a fixed rate system. In 
this type of system, exchange rates respond to market supply and demand 

45 lbid., pp. 368-69. 

46 Williamson, p. 56. 
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without being manipulated by outside forces. Because of the complexity of 
patrolling such a.system, a compromise was developed. In the current system, 
extensive intervention (i.e., central banks) in the exchange rate market is 
common. 47 A managed float exchange rate system was primarily initiated by 
governments to overcome the internal imbalances suffered under a fixed 
exchange system, while keeping the external balance in check. Inflation can 
be better dealt with under a managed float system. · If a cduntry experiences a 
higher rate of inflation than abroad, it can depreciate its currency in order 
to neutralize excess inflation_. At the same time, the . country's government 
can create additional money to ensure that the depreciation· actually occurs . 48 

For a variety of reasons, countries planning to manage exchange_ rates 
need to have a viable alternative to an exchange rate peg as a means of 
controlling domestic inflation. This alternative must include a willingness 
to take domestic measures, possibly causing rises in unemployment in response 
to incr~asing inflation. It ·must also include a willingness to make an 
adjustment in the exchange rate if there are inconsistencies in the economy's 
equilibrium. 49 Fiscal policy can. affect flexible exchange rates in two 
directions. (See figure;Effects of Fiscal Policy on Flexible Exchange Rates.) 

47 Eitman and Stonehill, p. 366. 

48 Williamson, pp. 56-57. 

49 Ibid . 
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Effects of Fiscal Policy on Flexible Exchange Rates 

Expansionary fiscal policy 
(Government spending up or 
taxes down). 

Aggregate spending 
and income up 

Trade balance worsens 

Interest rate up 

Capital inflow 

Currency probably depreciates 
maybe appreciates 

Spending, income probably 
rise more, maybe less 50 

Higher government spending and/or lower tax rates will result in a rise 
in both aggregate spending and national income. This fiscal expansion tends 
to increase domestic interest rates as the government borrows more. These 
higher interest rates will attract foreign capital and cause a conflict. The 
aggregate-demand increase weakens the domestic currency while the foreign 
capital strengthens it. Aggregate demand would probably be stronger and 
longer-lived than the second effect. Over a longer period of time, the 
attraction of foreign capital would wane because of outflows of interest and 
principal repayments on the attracted capital. In short, an expansionary 
fiscal policy can lead to devaluation. This will lead to an added trade-based 
stimulus to domestic production. 

An overly managed floating rate system can discourage foreign investment 
because of the uncertainty of domestic interest rate levels and risk of loss 
through devalued currency. In a country where the government intervenes in 
the exchange rate market, foreigners might not find it in their best interests 
to hold and invest funds locally. Investors are wary of LDC governments that 
might, for domestic political . purposes, manipulate the exchange rate to the 
detriment of foreign inv~stors. · At some time the country in question might 

5 °Kindelberger, C.P., and P.H. Lindert, International Econ2_~~-~,1982, p. 137. 
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5 °Kindelberger, C.P., and P.H. Lindert, International Econ2_~~-~,1982, p. 137. 
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suffer from a deficit in its BOP, precluding any sufficient revenue in the 
form of foreign exchange to support its weakened currency. If there is · a . ~ush 
by foreigners to sell their balances of foreign currency, the likelihood of 
devaluation or depreciation increases. 51 

Since flexible exchange rates are a policy instrument, the effect on the 
BOP depends on the policymaker. There seems to be only one appropriate policy 
to follow when dealing with market pressures on the exchange rate: inter
vention · should occur in the exchange market to prevent large fluctuations in 
the rate over short periods. However, the rate should be allowed to move 
gradually in whatever direction the market forces it, within reason. Sharp 
fluctuations in exchange rates are probably caused by large short-term capital 
movements. This causes a great temptation to speculate and destabilize trade. 
Gradual movements discourage destabilizing speculation and allow BOP adjust
ment. These gradual movements also minimize the disruptive impact on 
investment transactions and the BOP itself. 

51 Eitman and Stonehill, p. 137.· 
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3. ECONOMIC DEVELOPMENT: TRADE AND INVESTMENT 

Development in the Modern World 

Countries differ in the degree that they have been able to develop their 
economies. Some are highly industralized, some have no meaningful industrial 
capacity, and others have dual economies--some highly developed sectors and 
some undeveloped ones. In theory this implies that one could establish 
patterns of trading relationships among countries based on each one's 
comparative or competitive advantage. Countries could be defined and ranked 
on the continuum according to objective measures such as abundance and net 
value of natural and human resources; labor productivity and efficiency of 
production; output or gross national product (GNP); Gross Domestic Product 
(GDP); degree of capital-intensive infrastructure; relative per capita income; 
reserve holdings; and degree of debt. Developed countries like the United 
States would fall on the upper end of the continuum, while poorer nations and 
LDCs would appear on the lower end. · 

In this model one would expe··ct similarly situated countries to be treated 
in the same way in the international trading arena. Yet where a country 
exists on this continuum does not necessarily determine how other countries 
interatt with it economically. In fact, international trading patterns are 
more arbitrary. Two countries may, by objective definition, be at identical 
levels of economic development but involved in radically different levels of 
economic activity with other countries. Differences in treatment--preferences 
and discriminations--arise from the confrontations that occur as countries 
compete with each other. Countries trade based on regional and historical 
spheres of interest as well as political considerations. For these reasons, a 
country may treat two economically similar countries in different ways. 

LDCs frequently rely on DCs to help 
status through trade and finance relations. 
historically developed as strategic and . 
competition between countries. An analysis 
development must therefore consider not 
historical and political elements as well. 

3.1 Economic Development Strategies 

Economic Development in The United States 

them improve their own development 
These 11 economic 11 relations have 
political relations because of 
of trade patterns in economic 
only economic relationships but 

U.S. economic development is determined by both government and private 
sector policies. Government affects growth in the economy directly through 
its tax, expenditure, and trade policies; and indirectly through its 
regulatory policies. The main determinant of growth in the U.S. economy, 
however, is the private sector. Specifically, it is the policies that U.S. 
companies pursue pertaining to production and investment that most directly 
influence economic growth in this country. 
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The United States . does not have a coordinated strategy for economic 
development. The lack of a coordinated strategy is what distinguishes the 
United States from many developing countries. Two factors account for this 
lack of a strategy. First, the United States is a DC, i.e., one that is 
industrialized. Because the United States already has established markets, 
efficient methods of production, and a relatively equal distribution of 
income, the value of such a coordinated strategy is not is criti~al as it is 
for LDCs needing to maximize fewer resources. Second, a comprehensive 
economic plan counters the principles of a free .market economy under a 
capitalist system. · Capitalists argue that the profi~ incentives of the 
marketplace have ·been and will continue to be successful in encouraging 
production efficiency, technological advancement, and the expansion of exist
ing markets without a need for extensive government intervention. 

Economic Development through Production: Economic growth in the United 
States pertains largely to the country•~ production patterns. The overall 
goal of economic development in any country is to improve economic well-being 
or the quantity and quality of domestic. consumption. In the United States, 
relatively efficient production . patterns have resulted in satisfying many 
domestic consumption demands and producing a surplus of goods and services. 
In the past twenty years more domestic markets have become saturated. Thus, 
U.S. producers have come to rely more heav~ly on foreign countries to market 
their goods and services. This is consistent with the global trend toward 
increased economic interdependence. An indicator of this trend is the rise in 
world exports over the last twenty years. According to a 1982 Ford Foundation 
report, total exports from both DCs and LDCs have risen more than 7 percent 
annually in the last two decades. 52 

Similarly, United States exports in 1972 accounted for 6.5 percent of 
total output; in 1982 that percentage had risen to 11.4 percent . Concomitant 
with the rise in world economic interdependence is the increase in competition 
among countries. Those n~tions with the lowest production costs and the most 
efficient technology and management acquire a larger share of the world 
market. In short, not only has the United States come to depend on trade and 
finance with other countries for its economic. growth, but also its production 
patterns have come into direct .competition with those of other countries. 

United States Economic Development Polices: Emphasis in the following 
inventory is on sectoral policies to stimulate economic growth as opposed to 
regionally oriented policies. Sectoral policies are public ~nd private 
actions that promote the expansion of growing industries, · the creation 6f new 
ones, and the protection of existing ones from foreign competition. Regional 
policies concern the location of economic activities within .the United States. 
Although the two are not mutually exclusive, the focus will be on sectoral 
policies because they are more relevant to trade and finance issues. 

52 Ford Foundation Report, The __ ~a!ch for a New Economic Order {New York, 
1982), p. 11. 
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The United States encourages domestic companies to expand into foreign 
countries through two important policies. One allows U.S. firms to defer 
paying U.S. taxes until the profits from foreign operations are actually 
repatriated. This is an incentive for companies to reinvest their profits 
into foreign operations. The second policy, tariff items 806.30 and 807 . 00 of 
the U.S. Code, allows American companies to locate assembly plants in foreign 
countries to take advantage of cheap labor, import the finfshed prqducts back 
into the United States, and pay duty only on the value added to the products, 
not their full market value. This is particularly common along the 
U.S.-Mexico border in the Mexican in-bond program. 

Private sector policies pertaining to production and investment con
stitute the core of domestic economic planning. These policies are determined 
independently by private companies. The sum of these micropolicies influences 
U.S. growth on a macrolevel. These policies include the following: 

1. Plant location decisions, such as whether to locate domestically or 
in foreign countries. Emphasis is placed on where the lowest 
production costs exist. As a result of greatly improved transpor
tation and communication technologies, capital mobility is much 
easier. 

2. Investment location decisions by banks and multinational corpora
tions (MNCs). 

Decisions to loan money domestically or in foreign countries depend on 
where the return on investment is greatest. Banks must reinvest or recycle 
money in order to create the surplus, or profit, that is necessary for growth. 
If banks loan extensively to foreign interests then it may affect capital 
availability in the United States. If foreign payments to U.S. banks are 
stalled via rescheduling, or a country defaults on its loans to American 
commercial banks, the result may be tighter lending policies in the United 
States, and higher interest rates for U.S. investors. This potentially limits 
U.S. domestic growth. 

Economic Development in LDCs 

Economic development strategies in LDCs differ from those in the United 
States. LDCs are characterized by low per capita income and a relatively 
greater degree of resource and technological scarcity. Poverty and critical 
needs for immediate consumption frustrate LDCs' capacity to save and invest 
for the future. Economic development alternatives are determined by linking 
resources and factors of production to create a surplus, as well as 
manipulating internal and external capital flows. Available alternatives in 
LDCs are often limited by_ the critical need to conserve scarce resources. 

LDCs depend on external sources of capital for finance and investment, 
since they have experienced difficulty generating and retaining adequate 
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internal levels. The purpose of finance capital is to provide short-term 
funding for temporary trade imbalances and foreign exchange shortages. The 
aim of investment capital is to provide long-term funding for infrastructure 
and basic industry. Countries use both internal and external sources of 
capital to install production facilities and to increase their capacities of 
production. The output of these production facilities is directed toward 
domestic consumption and trade. 

The Dual Economy of LDCs: The necessity of meeting current consumption 
with limited resources, as well as of generating a surplus for reinvestment 
and future economic development has resulted in a dual economy in many LDCs. 
Capital formation requires a surplus quantity of production over consumption, 
and a propensity to save this surplus for later investment. The inability of 
LDCs to generate capital results from their economic structure, which can best 
be characterized as a two-tiered economy. One tier is that sector of the 
economy which produces agricultural and mineral commodities, usually one or 
two products from each LDC, for export to the dev.e 1 oped world. This sector 
constitutes the major source of LDC hard currency, foreign exchange earnings. 
The second tier is that sector where the vast majority of the population 
produces for its subsistence needs. The productivity level of this sector is 
too low to generate adequate surpluses for savings and reinvestment in the 
economy. Therefore, most LDCs have had to obtain credit and investment from 
abroad to finance their development. They have also relied heavily on imports 
from abroad to maintain production. The dual economy is a compromise which 
permits moderate current consumption, yet the investment of some resources in 
export production for future growth. 

Many LDCs subsidize firms and industries involved in exports. The export 
sectors rely on the relatively abundant natural resources of LDCs, which are 
often exported in "primary product" form. LDC governments often hold domestic 
agricultural prices below world prices. As a result, agricultural production 
often has been unable to stay abreast of rapidly growing LDC populations. 
This means LDCs have had to import many basic agricultural products. 

The export sectors are virtually the only source of foreign exchange for 
LDCs. This foreign exchange is vital tb pay for imports needed for 
production. The primary LDC exports, raw materials such as minerals and 
agricultural commodities, are subject to volatile price fluctuations in 
international markets because of inconsistent demand for these products. In 
addition, these exports ar~ the lowest growth segment · of the world export 
market. LDCs, therefore, have no guarantee over the stability of their 
foreign exchange earnings. To gain control over the terms of trade it is 
tempting for LDCs to abandon free .trade temporarily, often through import 
substitution. · 

Because LDCs have fewer capital resources and less technology, they 
require a coordinated development strategy to maximize the efficient alloca
tion of scarce resources. Thus, LDCs have a high degree of government 
involvement in coordinating the internal structure of demand, production, and 
consumption, and planning the structure of trade and capital flows for 
economic development. 
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An Inward-Looking Strategy: During the 1950s, 1960s, and into the 1970s, 
many LDCs followed an inward-looking strategy for economic development. This 
strategy is often oriented toward protectionism and import substitution 
industrialization. Import substitution policies are characterized by high 
levels of tariff protection for domestic industries and import restrictions. 
Import substitution thus insulates an LDC from external economic fluctuations. 

Although this inward-looking developmental approach results in growth, it 
relies heavily on foreign capital. In addition, the dual economy and import 
substitution cause resource misallocation through the creation of inefficient, 
low-volume and high-cost industries. Some export sectors are producing even 
though the marginal productivity of investment in another sector may be 
higher. Poor distribution of income also results from import substiiution 
policies. 

Another drawback of the strategy is the trade-off cost in nonexport 
sectors. These sectors do not receive the benefits of technological advance 
and foreign investment capital. The inward-looking strategy also fails to 
significantly employ the abundant human resources that are characteristic of 
many LDCs. 

An Outward-Looking Strategy: The shortcomings of the inward-looking LDC 
development strategy have prompted increased interest in an outward-looking 
development strategy for LDCs. This approach seeks growth by expanding 
exports and emphasizing trade. An expansion in exports is not possible by 
merely increasing the production of the export sectors. Expanding exports and 
trade requires structural changes in LDC economies. Structural changes will 
involve a greater reliance on mobilizing human resources, the use of 
technology to promote diversified export products, and an increase in the 
number of trading partners. 

These changes are not feasible within the dual economy because of the 
separation between export sectors and those sectors producing for domestic 
consumption. The development process requires balanced growth. Within an 
LDC, expansi-0n of production and consumption must occur simultaneously among 
all economic sectors to provide markets for other domestic industries' 
output. 53 The dual economy, on the other hand, leads to 11 trade-limited growth 11 

because economic growth is dependent solely on the export sector. 54 This 
situation often means that LDCs are dependent on global trade conditions for 
economic growth. 

Balanced growth among all economic sectors of LDC economies will provide 
increased opportunities for domestic savings and investment. This strategy 

53 Hirschman, A.O., The Strategy of ~conomic Dev~lopment (1978), pp. 164-65. 

54 Chenery, H. ,·Structural Cha~ges and_Dev~lopment Poljcy~ Published for the 
World Bank, 1979, p. 58. 
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will contribute toward reducing LDC dependency on foreign loans and invest
ment. 

LDC Borrowing: Structural changes i nvo l vi ng the abov 1 -mentioned 
elements--in addition to changes in exchange rates, domestic financial 
markets, and pricing policies--will lead to increased foreign exchange 
reserves and a more desirable international liquidity position. Mere 
borrowing to increase foreign exchange reserves and adjust BOP disequilibria 
will not address the structural problems of LDCs that need to be changed to 
lead to long-term sustained economic development. In addition, LDCs must find 
a way to finance the process of structural change in their economies. 

Specifically, an overindebted LDC can ensure payment of its debts and 
imports in only four ways. The first three paths to financial stability are 
only temporary: borrow more internationally, receive more aid, or sell off 
financial reserves and domestic capital . . Thus, the only feasible path toward 
long-term financial stability is the fourth one - a growing export surplus. 
Yet in order to maintain a growing export surplus, an LDC requires investment, 
improvement of skills, productivity increases, and/or new resources. However, 
this does not occur because the debt burden tends to the export surplus before 
long-term investment can be made. Countries therefore opt for the readiest 
means of establishing that surplus~-borrowing. 

In some instances, borrowing is a reasonable response for overcoming 
temporary deficits. For LDCs this is especially true when the borrowings are 
going to finance investments in new industries which will improve economic 
standing and provide for repayment of the initial debt. Frequently, however, 
LDCs must borrow to improve areas that are not directly economically 
productive, but upon which the success of future economic activities are 
contingent. Such examples include the construction of roads or dams, or 
general construction of public infrastructure. This type of borrowing 
increases the longevity of the debt incurred. In addition, a portion of the 
loan often goes to pay off consumption expenditures. In this case borrowing 
is little better than a quick-fix remedy for the country that has spent beyond 
its means. Consequently, when deficits remain persistent and it appears that 
economic productivity cannot cope with the level of debts incurred, that 
borrowing ceases to be a solution and in fact becomes a problem itself. 

3.2 Trade Negotiation Issues 

LDC Access to DC Markets 

A major source of tension between the United States (and industrialized 
nations in general) and LDCs appears in the international trading arena. LDCs 
have received advantages through General Agreement on Tariffs and Trade (GATT) 
and agreements which provide 11 special and differential 11 treatment. By 
subsidizing various export industri~s, or simply by improving their industrial 
capabilities, LDCs have increasingly gained access to some markets in which 
OCs compete. Frequently, DCs have answered with protectionism. The share of 
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LOCs' manufactured goods as a proportion of total exports to the OCs has risen 
steadily since the 1960s. In order to protect their domestic industries, 
highly industrialized countries have reacted with protectionist measures to 
limit threatening LDC exports. With high levels of external debt, LDCs need 
more foreign exchange; however, nontariff barriers (import quotas, voluntary 
export restraint, and orderly marketing arrangements) and content legislation 
in OCs often prevent LDCs from increasing their exports. A similar problem 
emerges when LDCs enact austerity programs to reduce imports; OCs then 
confront reduced markets for their products in LDCs. 

A common complaint from DCs is that competition for manufactured goods 
from · LDCs accelerates their own industrial decline in employment and output. 
But studies show that from 1970 to 1978, DCs increased their exports of 
manufactured goods to LDCs by more than $32 billion. LDCs increased 
comparable sales to DCs by around $12 billion. 55 Although many LOCs are trying 
to diversify their exports, too many remain overly dependent on only a few 
commodities; many also depend too heavily on a single trading partner (the 
United States). 

DC Protectionism 

LDCs claim that the substantial rise in protectionistic practices of the 
DCs has begun to seriously limit their levels of exports. This constriction 
has two effects. First, it reduces . the profitability of affected industries, 
as well as their ability to maintain employment levels. This may jeopardize 
their ability to stay afloat financially and consequently attract or maintain 
government subsidies. Second, the reduction in exports means lower export 
earnings, which are a critical source of development income. Significant 
declines in foreign exchange frustrate economic . growth plans by reducing 
sources of investment and finance capital. 

The United States, as well as all GATT member· DCs, are bound by 
obligations according 11 special and preferential 11 treatment to their LDC 
trading partners. Since these policies increase LDCs 1 market edge·, DCs often 
bring up the matter of 11 graduation, 11 the point at which a developing country 
no longer needs preferential trade agreements on a given prod0ct or in a given 
sector to maintain competitiveness in the international market. LDCs and DCs 
maintain different perspectives on this issue. 

LDCs feel they lack the bargaining power in tariff negotiations necessary 
to secure protection of products that are their main sources of export 
earnings. Many items, especially agricultural products, are still either 
subject to quantitative restrictions in foreign markets or are simply unable 

55 Finger, J.M., Industrial Country Policy and Adjustment to I~_Q!-~~-~~!~~ 
Developing Countries, Staff Working Paper No. 470 (Washington, D.C.: World 
Bank, July 1981), p. 8. 
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to compete with products subsidized by other countries. Once LDC products do 
become competitive in world markets, DCs begin to impose import restrictions 
against these goods on the grounds that these countries have 11 graduated 11 from 
their former status as LDCs. Countries can impose trade r E~str i ctions on 
non-LOCs because of the General System of Preferences (GSP). Tl1is policy 
permits OCs to continue trading under the most-favored-nation principle, 
provided the bias serves to favor LDCs over OCs . OCs have consequently 
adopted differing individual GSP schemes tailored to specific products and 
trading partners. The United States, for example, is notably restrictive in 
the latter respect. LOCs feel that OCs should not unilaterally determine 
which country is an LDC and which is not, for invariably the LDCs claim DC 
criteria for graduation is both arbitrary and ·discriminatory. 

In short, LOCs view industrialized countries' actions as precluding 
competition and resisting the structural changes in the international division 
of labor which should result from the normal operation of GATT. LDCs cite the 
most obvious case . of the textile industry, in which the OCs, and especially 
·the United States, often refuse to allow the normal disciplines of trade to 
operate. 

OCs are often willing to give LDCs 11 special and differential" treatment, 
provided the LDC share of world trade is small and the privileges or 
immunities given LDCs are relatively inconsequential. But since newly 
industrialized countries (NICs) have taken over a sizable role in some world 
exports, industrialized nations have increasingly resented competition from 
countries that remain free from obligation to tariff structures or to many 
other rules of the international trading system. 

3.3 Investment Issues 

The current situation is not · optimistic as far as LOCs' abilities to 
reduce their dependency on foreign sources of capital . . As a result of trade 
and hard currency imbalances, LDCs are experiencing difficulty in servicing 
their debts. MNCs and private banks, fearing the risk that further lending 
and investment might bring, are pulling out of LDCs. As a consequence, LDCs 
are appealing to quasi-governmental institutions to increase their loan and 
grant packages to help alleviate trade and hard currency imbalances. The 
resources of these institutions are limited, however, and DCs are unwilling to 
increase their contributions. Thus, the sources of external capital are 
evaporating. 

In parallel fashion, internal sources of capital are abandoning the LDCs 
in favor of the safety offered by DCs. Therefore, the only method by which 
LDCs can obtain some hard currency to service debts is to cut imports. A 
reduction in imports entails an analogous reduction in the growth rate of 
LDCs. Without growth, however, the countries will never be able to generate 
their own capital. A. decline in the growth rate implies idle industrial 
sectors and a reduction of exports. This stagnation only serves to compound 
the trade and hard currency imbalances. Even in the event of a recovery, 
these idle sectors will not be able to respond. 
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Foreign Investment vs. Domestic Economic Control 

The desire of foreign corporations to invest in LDC industries and the 
desire of LDCs to retain domestic economic control are in constant conflict. 
Historically, the attainment of economic development in LDCs has required the 
assistance of developed nations. foreign intercession has been necessary to 
acquire capital goods and technology for development programs. Simultaneous 
with foreign intercession has been a tendency among LDCs to reduce their 
reliance upon the developed nations. For example, the Mexican Constitation 
outlaws majority foreign control of Mexican industries. Such a policy is 
meant to check the historically dominant position of the former colonial 
powers from exploitation of human and physical resources. 

Concentrated Investment in Export Sectors 

The necessity of foreign capital and LDC apprehension of foreign 
corporations must be resolved if foreign· corporations are to maximize revenues 
and LDCs are to attain adequate capital and technical skills. Repatriation of 
foreign investment profits, or the recirculation of profits within the LDCs, 
remains an issue. The desire of LDCs to retain such profits for industrial 
development fails to agree with the desire of foreign corporations to retain 
their assets in a liquid and mobile form. At present, foreign capital 
investment has been criticized for investing only in export activities. An 
export investment policy neglects industries for domestic markets. Foreign 
Investment Codes (host country conditions that specify the terms under which 
foreign investment may be admitted) may alleviate this concentrated investment 
in the export sectors. 

Developed and developing nations have differed in their interpretations 
of equitable terms of trade. A redirection of investment is required if an 
equalization in the terms of trade between OCs and LOCs is to occur. 

Ericouraging Internal Investment 

Given the need for LDCs to maintain domestic economic control, achieve 
growth, and satisfy debt service requirements, the development bf domestic 
savings is vital. In addition, given the limits imposed by host countries on 
foreign investment, foreign capital investment will not play a ~ital role in 
public utilities, transportation, and communications. To generate sufficient 
capital to develop these. and other industries, LDCs must increase taxation and 
encourage private domestic savings. 

The first policy, taxation of foreign corporations, must be imposed only 
on corporations that derive their profits from exports; taxation of foreign 
corporations that meet AID-PRE goals would be counterproductive. This policy 
would not only generate government revenue but also develop foreign exchange 
as well. However, such an LDC policy conflicts with foreign corporations' 
goals of maximizing revenues. The second policy of encouraging domestic 
savings is difficult to apply given the situation of LDCs. The inflation rate 
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in LDCs discourages productive savings and stimulates speculation. Domestic 
savings may be analyzed in two .areas: small-scale savings (average citizenry 
savings) and large-scale savings (industrial/entrepreneurial). To encourage 
smali-scale domestic savings, an attractive interest rate is necessary. The 
Mexican interest rate of 80 percent, though impressive sounding, fails to 
adequately compete with the annual inflation rate. Both small-scale and 
large-scale private domestic savings have been limited. Usurious money 
lending, speculative trading, and investment in luxury housing have been 
traditionally favored. A major challenge to LDCs will be encouraging 
large-scale private savings for industrial development. 
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4. SECTOR ANALYSIS 

Among the high-debt developing countries, Mexico is of particular concern 
to the United States. Its proximity to the United States has resulted in a 
high degree of economic interdependence. Approximately 60 percent of Mexico's 
trade is with the United States, and most of Mexico's current debt is owed to 
U.S. creditors. 

Mexico's macroeconomic policies have favored the industrial sector at the 
expense of the primary sector, especially agriculture. These policies to a 
large extent explain Mexico's current economic situation: (1) Mexico's 
distribution of income is one of the most unequal in the world; (2) 
under/unemployment averages 50 percent of the working population; and (3) The 
industrial sector is highly protected and unable to compete in world markets 
without special concessions. 

During the 1970s, the Mexican government attempted to address some of 
these structural imbalances by increasing public spending. The government 
financed this spending largely through foreign borrowing. The inflation rate 
in most · industrial countries during this time promised to erode the real 
amount of Mexico's debt. In addition, Mexico felt secure that oil revenues 
would outpace interest payments on foreign loans. However, by the early 
1980s, it became clear that Mexico's oil revenues could no longer fuel the 
economy, amortize the debt, and fund government spending. Recession in the 
industrialized countries meant less inflation, higher unemployment, and 
consequently increased protectionism against the more economically developed 
of the developing countries. 

The adverse consequences of Mexican development policy, coupled with the 
aforementioned global events, culminated in the economic crisis of 1982. This 
cr1s1s and the subsequent stabilization program exacerbated the underlying 
structural imbalances in the Mexican economy. If the economy does not improve 
and return to previous growth patterns, unemployment, living standards and 
consequent unrest are all likely to grow. Such unrest represents a potential 
threat to the political stability of Mexico. 

U. S. national security interests require that Mexico remain politically 
stable. Rapid changes toward the political left or the right could damage 
U.S. economic interests. Turmoil in Mexico, a nation of seventy-five million 
people and one with which the United States shares a two-thousand mile border, 
would spill into the United States as well as change the ecomomic ties between 
the two countries, which now significantly favor U.S. interests. 

The United States can help Mexico prevent upheaval by directly and 
indirectly assisting Mexico out of its current economic cr1s1s. Direct 
measures can come through bilateral actions to help stabilize and encourage 
real growth in the Mexican economy. Indirect measures can come through 
helping to develop global policies to direct world finance, investment, and 
trade activites. In deciding what type of actions to take the United States 
must balance its own trade and finance interests in Mexico with measures to 
help Mexico. 
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In implementing many of these measures, the U.S. government is likely lo 
generate criticism from domestic interest groups. Many workers, tor example. 
may complain that increased trade concessions to Mexico will di~place their· 
jobs. However, some displacement will also occur if Mexico's 1-iconomic 
difficulties lead to increased migration. 

This study will analyze the Mexican manufacturing, agriculture, and 
in-bond industries to provide a background of Mexican development policies and 
assess their implications for the United States. These three sectors are of 
primary importance to Mexico's economic stability and growth. Because of the 
uncertainty associated with petroleum's role in the economy, the Mexican 
government has targeted the manufacturing industry as the stimulus for growth 
in the future. The extent to which this goal can be attained depends on 
Mexico's ability to recover from its current crisis as well as U.S. 
receptivity to manufactured imports. 

Agriculture has suffered from Mexico's development strategies; it cur
rently cannot meet the basic food needs of the Mexican population. Imports of 
basic foodstuffs, most coming from the United States, are needed to compensate 
for the sector's decline in productivity. Despite this decline, agriculture 
still employs 45 percent of the workforce. 

Mexico's in-bond industry has become a leading source of foreign 
exchange. The cooperation that exists between the United States and Mexico 
promises that this sector will continue to play an important role in economic 
development. In addition, the in-bond industry has the potential to help 
alleviate unemployment in border areas. 

4.1 Mexico's Manufacturing Industry: Trends and Implications for U. S. Policy 

The Mexican government is currently pursuing a policy of encouraging the 
manufacturing sector to export. Because the United States is Mexico's largest 
trading partner, most of these exports are destined for the United States. 
These exports are a potential source of disruption to the U.S. economy for 
three reasons. First, the United States is facing increasing competition from 
LDCs in manufacturing; Mexico adds to this pressure. Second, because 
manufacturing exports from the developing countries are a relatively recent 
occurrence, the United States does not have a coherent trade policy toward 
LOCs in this area. Third, in comparison with other sectors in the U.S. 
economy, the manufacturing sector is more import sensitive because it i~ 
relatively labor intensive. Because investment has been declining in these 
sectors, the only way that U.S. manufacturers can compete is to cut wages; 
this makes labor hostile toward cheap foreign imports. 

It would seem logical for the United States to protect American jobs by 
limiting LDC--including Mexican--imports. If trade were the only issue, the 
above would be true. However, the United States has a financial stake in 
Mexico in that U.S. banks hold the major portion of Mexico's foreign debt. 

The Mexican government's trade policy is largely a result of its current 
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financial situation. Mexico needs the foreign currency manufacturing exports 
can provide in order to pay its debts. It would also then seem logical for 
the United States to encourage Mexican manufacturing exports. But the United 
St~tes cannot simultaneously limit and encourage Mexican exports. Thus, the 
U.S. policy responses to Mexico's exports are at odds. 

On the domestic side, U.S. policy options are constrained by the 
competing goals of interest groups; labor unions encourage the government to 
adopt stricter protective policies, while banking interests lobby for measures 
to help keep Mexico solvent. U.S. policy options are further constrained by 
the fact that it is unlikely that the Mexican government will abandon its 
manufacturing export promotion policies. 

4.2 Economic Trends in the Mexican Manufacturing Industry 

Traditional Import Substitution: 1945-1970 

During World War II, Mexico began to manufacture goods it had previously 
imported from industrialized co~ntries. After the war, in order to continue 
industrialization, Mexico began a policy of import substitution. This 
development strategy emphasized industrialization at the expense of agricul
ture and other primary sectors. Until the 1970s Mexico relied on these 
sectors in order to develop a domestic infrastructure which would ~erve the 
domestic market and thus free them from importing consumer goods. However, 
industrialization also required importing intermediate and capital goods as 
inputs into the production process. Agriculture and the other primary 
sectors' exports provided the foreign exchange needed to import these inputs. 

By the end of the 1960s, Mexico's agricultural and other primary sectors 
could no longer sustain this role since previous government policies favored 
investment in industrial sectors over investment in primary sectors. The 
primary sector's decline meant that it could no longer generate sufficient 
foreign currency needed for importing industrial inputs. Mexico's growing 
petroleum industry graduatly replaced the primary sector as a source of 
foreign exchange. 

Import Substitution Redefined 

This change was possible because of the increase in global petroleum 
prices as well as Mexico's increased production. However, as oil prices 
fluctuated during the 1970s, Mexico realized the vulnerability of relying on a 
single.export commodity. The Echeverria administration (1970-1976) began to 
shift" the industrial development strategy through trade liberalization 
policies~ In order to reduce the manufacturing sector's reliance on imports, 
these policies encourage domestic production of intermediate and capital 
goods. In addition, the government developed a more export-oriented role for 
the manufacturing sector. The administration's objective was to diversify 
exports and subsequently minimize Mexico's reliance on oil as a source of 
foreign exchange. 
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By 1979, increased oil discoveries and exploitation allowed Echeverria 1 s 
successor to accelerate the shift in industrial development strategy. The 
Portillo administration continued trade liberalization policies but redefined 
oil's role in Mexico's economic development. As the National Industrial 
Development Plan (NIDP)expresses, 11 The hydrocarbon industry constitutes a 
catalyst for the industrial growth contemplated in the Plan . The Plan 
encourages exports of manufactured goods, as well as other commodities and 
service exports, so that import capacity over the medium and long terms will 
not depend principally on petroleum}' 56 Rather than solely a supplier of 
foreign exchange, petroleum revenues became a source of investment for the 
manufacturing sector's new development. 

National Industrial Development Plan Policies 

The NIDP provides for incentives to manufacturing industries which meet 
at least one of the following criteria: (1) generate new employment; (2) 
replace imports of capital and intermediate goods or process agricultural 
products; (3) satisfy essential consumer needs and lend themselves to export; 
a~d (4) contribute to decentralization of industrial activities by locating in 
border and/or coastal areas. 57 Government transfers and subsidies to 
encourage industries to meet the above criteria include fiscal incentives, 
such as direct public investment in economic and social infrastructure and 
government-owned enterprises; tax rebate certificates (CEPROFis); and export 
credits (CEDis); and special prices for certain inputs, such as energy. 

Economic Growth and Crisis 

Lopez Portillo's announcement in 1978 concerning increased hydrocarbon 
reserves led to a rapid expansion in Mexico's economy. This expansion was 
further fueled by the 1979 increase in global oil prices. The expansion, in 
turn, led to increased demand. However, the protected nature of Mexico's 
manufacturing sector, coupled with an overvalued peso, meant that demand was 
to a great extent channeled into imports. Even though petroleum exports were 
increasing during this period, Mexico experienced a marked trade deficit due 
to the surge in imports. From 1977 to 1980, for example, Mexico earned U.S. 
$16 billion from petroleum exports but had a trade deficit of U.S. $27 
billion. 58 The resultant current account deficit was increasingly financed by 
foreign borrowing. 

56 National Industrial Development Plan (NIDP), p. 12. 

57 For a further discussion of Mexico's economic development priorities, see 
the NIDP. 

58 0avid R. Mares, "Prospects for Mexico-U.S. Trade Relations in an Era of 
Economic Crisis and Restructuring," in Mexico's Economic Crisis: ChaJJ_enge~ 
and Qpportunties, ed. Donald L. Wyman, p.44. 
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·Evolving Nature of Export Promotion 

The decline in world oil prices in the early 1980s left Mexico with a 
large trade deficit. This deficit, along ·with the high costs ,rsociated with 
foreign borrowing, as well as structural imbalances in the Mexican economy, 
precipitated the economic crisis of 1982. The post crisis contraction in the 
economoy depressed domestic demand for manufactured goods; thus, many 
producers turned_ to international markets to sell those goods. 

_ Export promotion in the manufacturing industry is further -encouraged by 
the stabilization program. Mexico increasingly diverts oil revenues from 
subsidization of the -manufacturing sector to debt amortization. The manufac
turing industry, therefore, must generate its own hard currency for investment 
and other inputs. In addition, given Mexico 1 s need·for frireign exchange to 
service its debt, the industrial sector 1 s role is ·being redefined. A 
manufacturing industry designed soley for the domestic market is no longer 
feasible. 

Whei~as the manufacturing sector 1 s past participation in export markets 
reflected purposeful government policies designed to increase Mexico 1 s 
e~onomic self-determination, the current focus on exports represents the 
manufacturing industry's independent efforts to adapt to post crisis economic 
conditions. As described above, the Mexican government encouraged the 
manufacturing sector to export through export credits (CEDis). However, the 
Mexican government eliminated CEDis in August of 1982 in reaction to steps the 
U.S. government was taking to impose countervailing duties on certain Mexican 
exports receivi~g CEOis. 

Despite the elimination of the CEDI system, many manufacturing subsectors 
wit~essed a dramatic increase in the percentage of their exported goods. This 
phenomenon is accounted for by the decline in domestic demand ~ccompanying the 
contraction of the economy and the increased external demand due to the 
devaluation of the peso. 

While recognizing the importance of manufactured exports· i·n generating 
for~ign exchange, the de la Madrid administration realizes.that internal 
economic recovery is impossible without the participation of the manufacturing 
sect6r in stimulating domesti~ demand, generating employment, a~d expanding 
investment. 

4.3 The .Mexican Automobile Industry 

· Since 1962, the Mexican government has pursued an active role in 
·structuring the automobile industry. Through various decrees, development 
plans, and policies, the government has indicated that the automobile sector 

· is a crucial participant in pursuing the nation's macroeconomic objectives. 
Both ·· past and present government policies toward the sector represent an 
effort to carry out national goals in the· following macroeconomic areas: 
improving balance of payments and foreign exchange considerations; generating 
employment; investing in an industrial sector whi.ch is linked to other sectors 

59 



of the economy so that beneficial effects will spill over into other sectors; 
and encouraging regional decentralization in location of industrial manufac
turing. 

The importance of the automobile sector within Mexico's overall economic 
development scheme cannot be overemphasized. 11 The automotive industry has 
been targeted by Mexican policy-makers to be a leading sector in the 
government's attempt to use the country's oil revenue to transform itself into 
a major industrial power. 1159 

Structure of the Mexican Auto Industry 

The present structure of the automobile industry in Mexico is the result 
of past government policies attempting to rationalize production to achieve 
economies of scale and international competitiveness in costs, prices, and 
quality. The government has used a number of incentives and regulations to 
increase the industry's competitiveness. These mechanisms have attempted to 
reduce the number of auto manufacturers and ensure that the remaining firms 
each achieve relatively high production levels. 

The Mexican automobile industry is composed of two subsectors, the 
terminal and the parts producers. The terminal industry consists of a group 
of companies that perform the final assembly work on automobiles, trucks, 
tractor-trucks, and buses. These companies are largely the Mexican sub
sidiaries of American, European, and Japanese multinational corporations. The 
major terminal producers, accounting for almost 90 percent of Mexican auto and 
truck production, are Chrysler, General Motors, Ford Motor Company, Nissan, 
and Volkswagen. The other two terminal producers are Diesel Nacional (DINA), 
a joint venture between the Mexican government and Renault; and Vehiculos 
Americanos de Mexico (V.A.M.), a Mexican-owned firm with American Motors 
Corporation as a minority partner. 

The parts subsector differs from the terminal subsector because it 
contains a higher proportion of Mexican equity. The sector includes over 1,500 
firms that manufacture a wide variety of products. The parts subsector was 
estimated to employ over 500,000 people in 1981. 60 

Mexican policy decisions distinguish between parts and terminal manufac
turing according to the government's objectives in restructuring the industry. 
For example, in January of 1980, the Portillo administration announced a new 
investment package designed to consolidate and rapidly expand auto parts 
production. This package offered incentives such as tax credits, preferential 

59 Brady, J., Mexican Industrial Development Plans: Impl_ications ____ fo_r_ __ J)11Lt~d 
~~ates Policy (Ventana Associates Inc., April 1981), p. 97. 

60 Ibid., p. 94. 
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energy-pricing incentives, and export tax rebates for parts firms complying 
with the objectives. In addition, the government required that 60 percent of 
parts industry companies' corporate capital must be owned ~Y Mexicans or 
Mexican companies with a foreigners' exclusion clause. 

This policy was reiterated in the Auto Industry Decree of 1983, and 
represents the Mexican government's desire to increase control over the 
automotive industry. The government is able to exert more policy influence 
over domestically controlled firms as compared to multinational firms. This 
is because the terminal industry's foreign subsidiaries ·operate from parent 
firm or global interests which may transcend host country interests. 61 

Auto Industry's Relation to Trends in Manufacturing 

The post-World War II economic trends and government approaches to 
industrial development of the automobile industry parallel those in the 
manufacturing sector as a whole. Prior to the postwar period, the motor 
vehicle sector in Mexico was characterized by severe cost and production 
inefficiencies due to the large number of firms producing. 

Import Substitution 

During the 1950s and 1960s the government encouraged import substitution 
in the motor vehicle sector as part of its desire to achieve several 
macroeconomic objectives. The government recognized the need to curtail the 
growing expense of auto imports and resulting trade deficits, and encouraged 
local production to insulate the Mexican economy from international economic 
fluctuations. The import substitution sought to decrease imports and increase 
local production through performance requirements and high tariffs. A further 
objective in encouraging a protected industry was to foster industrial 
development that would spill over into other economic sectors, creating 
Mexican infrastructure in the process. 

Several difficulties arose from these import substitution policies. 
Although Mexico saved on import costs, the costs of production were substan
tially higher in Mexico, compared to other countries. This was due to supply 
constraints and transportation· bottlenecks. Additional effects of protecting 
the automobile industry were a limited range of consumer choices and 
relatively inferior product quality since the industry did not have to meet 
competitive international standards. Automobile production under import 
substitution policies resulted in the manufacture of more makes and models 
than were justified by economy-of-scale considerations. More-than-austere 

61 0ouglas C. Bennett and Kenneth E. Sharpe, 11 Transnational Corporations and 
the Political Economy of Export Promotion: The Case of the Mexican Automobile 
Industry, 11 International Organization( ·spring 1979): 177-201. 
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motor vehicles required production inputs that were either unavailable locally 
or were relatively less expensive to import. This meant import levels in the 
automobile sector became a major foreign exchange burden. 

Import Substitution Redefined 

In the early 1960s, Mexican policymakers recognized the need to improve 
efficiency in automobile production and reduce the sector's import burden by 
integrating the industry; integration refers to incorporating Mexican-made 
parts in vehicle assembly. In 1962 the Mexican government promulgated the 
industry's first Decree, which included several important regulations. The 
Decree established protective tariffs on vehicle imports, set targets to 
prohibit importation of assembled motors, prohibited importation of expensive 
vehicles, set local content requirements, and created production quotas. 62 

These stringent requirements precipitated a second decree in 1963 in 
which the government offered incentives to help auto manufacturers to comply 
with the original regulations. These incentives exempted the motor vehicle 
industry from paying import duties on machinery and equipment for five years: 
and on raw materials, parts, and components for four years. The federal 
assembly tax was also substantially relaxed. 63 One effect of the import duty 
exemption was to further encourage reliance on imports for production inputs. 

Although these measures reduced the number of models produced, increased 
employment, and expanded investment, a substantially large trade deficit in 
the automobile sector continued to be a source of concern to Mexican 
policymakers. 

Export Promotion 

In 1972, the government issued another policy statement designed to 
address the automobile trade deficit. This statement set goals to match auto 
imports with auto exports within ten years and provided tax credits for 
automobile exports. In addition, 40 percent of the exports compensating for 
imports were required to be sourced by the auxiliary parts industry and not 
the foreign-dominated terminal industry. This provision would encourage more 
production by the Mexican firms in the industry, rather than the foreign 

62 Ford, A.C., 11 Past Developments and Future Trends in Mexican Automotive 
Policy: Implications for United States-Mexican Trade Relations", in The 
Automotive Industry in Latin America, Monograph No. 12, Northwestern 
Pennsylvania Institute-Of Latin American Studies, September 1980, pp. 17-18. 

63 Jenkins, R.O., Department Industrialization in Latin ~!1JericE...;._-1b.?. __ _ ~utomo-
1i~~ Industry, 1977, p. 228. 

62 



subsidiaries of multinationals. 64 

The persistent automobile trade deficit, especially in relation to the 
United States, was one of the most important factors in formulating the Auto 
Decree of 1977. This Decree had several important objectives: to attain 
internationally comparable levels of productivity by rationalizing production 
and more efficiently utilizing scarce local resources; to ~arn foreign 
exchange to improve balance of payments; to require higher levels of local 
content to generate employment and foster infrastructure development. 65 As an 
incentive to boost auto production for export, direct production quotas were 
abolished, and "a foreign exchange base [to be reduced gradually in four 
years] was assigned to each plant in order to start initial production. 1166 

Indeed, the most important thrust of the Decree was to provide impetus for 
developing an export-oriented sector. 

The Mexican government employed a liberal use of incentives and perfor
mance requirements to assist the motor vehicle industry in attaining inter
national levels of productivity and fostering a growing export industry. 
Policy measures included giving rebates on taxes and import duties; relaxing 
price controls under certain conditions; and offering fiscal incentives for 
investment, and investment grants for automobile parts plants. 

The National Industrial Development Plan underscored the 1977 Auto Decree 
and targeted 15 percent annual growth for the automotive industry by 1990, 
with 25 percent annual growth targeted in automotive exports. The plan 
outlined three policy objectives to achieve these growth rates 67

: (1) 
integration and rationalization of the domestic industry to achieve economies 
of scale and efficient supplier-production relations; (2) 11 Mexicanization 11 of 
the industry, or increased levels of sourcing and participation by Mexican 
firms in the industry; and (3) market specialization within the international 
market, producing components and special vehicles for export . 

To achieve these goals, the government offered incentives similar to 
those discussed above. In addition, government regulations were liberalized 
on workplace safety, and there were no restrictions on environmental hazards; 
these measures reduced production costs. 

64 lbid., pp. 21-22. 

&5 This goal was also the basis for the decree's special incentives to 
companies with majority local ownership, as well as the requirement that parts 
manufacturers should have at least 60 percent Mexican ownership. 

66 Ford, p. 26. 

6 7Brady, p. 98 
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Growth and Crisis 

An unprecedented expansion in production capacity in thP automobile 
industry accompanied the petroleum-fuL'led economic boom frnrn 19/() t.:1 19Bl . A 
rapid rise in demand stimulated auto production, but because the automolivP 
sector was still a relatively protected industry, imports of production ir1puts 
were relatively cheaper than domestically produced parts and components. A 30 
percent per annum increase in imports in real terms during this period meant 
that the automobile industry experienced massive trade deficits. 

With the economic crisis of 1982, the Mexican automobile industry faced a 
sharp reduction in domestic demand which, resulted in declining production for 
domestic consumption. In addition, automobile manufacturing jobs declined 
from almost 70,000 to 48,000. 68 Mexican producers, seeking alternative markets 
for their goods in order to use the substantial capacity already in place, 
experienced natural incentives to increase auto and auto parts exports. 
Because of the shortage of foreign exchange after the crisis, the Mexican auto 
industry has had to curtail import of production inputs. The result has been 
that Mexico has experienced a trade surplus with the United States in the 
automobile sector for the first time. 

1983 Auto Decree and Implications 

The de la Madrid administration announced a new Auto Decree on September 
13, 1983. This Decree repeats the themes of previous Mexican automotive 
policies. Local content requirements (60 percent by 1987) are an important 
component of the Decree. Also, manufacturers are restricted to the number of 
product lines they are allowed to produce (only one 11 line 11 and five 11 models 11 

permitted by 1987). This enables manufacturers to achieve greater economies 
of scale. In conjunction with this objective, at least 25 percent of the 
total terminal automobile production must be "austere" units beginning in 
1985. 

In keeping with the Mexican government's interest in promoting the 
development of a more Mexican automobile industry, the Decree repeats the 
prior stipulation that 60 percent of parts companies be held domestically. In 
addition, the Decree prohibits terminal companies from producing components 
produced by the auto parts industry, in effect reducing the foreign 
subsidiary-dominated terminal subsector's production. 

In response to the foreign exchange crisis and the government's desire 
for manufacturing industries to satisfy their own investment and foreign 
exchange requirements, the Decree mandates that terminal industry companies 
should generate all the net foreign exchange they need to cover their imports 

68 0rme, W.A., Jr., "Mexican Auto Production Plummets," _Journa}_Q_f_ __ Col)_l_fB_~r::_ce, 
November 10, 1983. 
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and payments abroad. Manufacturers are targeted to offset their imports and 
foreign loans in proportions determined by the government. Terminal industry 
companies should generate at least 50 percent of the net foreign exchange 
needed to cover their foreign exchange budget through exports of automotive 
components. The Decree states that if these conditions are not satisfied, 
import and other applicable taxes will have to be paid on the manufactured 
vehicles. 

Emerging Patterns of Investment 

Mexican automotive policy is attempting to pursue both import substitu
tion and export promotion simultaneously. If successful, the Mexican auto 
manufacturing industry will achieve international scale-of-production levels. 
If industry protective measures remain in place, the automotive sector will 
also remain free from international competition. In fact, postcrisis 
devaluation of the peso has made Mexican auto exports increasingly competitive 
in world markets. 

The Mexican government's automobile policies are increasingly oriented to 
developing export capacity for components, parts, and subassemblies. These 
exports are targeted for regional markets or intracompany transfers in line 
with the 11 world car" concept. 69 This concept represents the internationaliza
tion of the production function, whereby corporate subsidiaries produce 
certain automobile components based on cost-efficiency, and then ·export these 
parts to the parent firm or to other subsidiaries for final assembly. 70 As was 
said in 1981, "Over 60% of Mexico's automotive exports are componentry and 
subassemblies. This reflects the fact that the country is increasingly being 
used by the major foreign firms in the context of their world car corporate 
strategies. 1111 

A host of recently announced investment projects indicates that U.S. 
firms are increasingly becoming interested in the advantages of manufacturing 
in Mexico, especially in parts production. The Mexican automobile market 
potentially represents the largest vehicle market in the world, due to 
Mexico's rapidly expanding population. Because the Mexican government has 
prohibited the import of foreign autos since 1962, the only way multinationals 
can gain access to the Mexican market is by producing directly in Mexico. 
Additional incentives include the low wages for labor, which are attractive to 
U.S. automobile producers who presently are attempting to reduce high 
production costs. 

6 9 Br a dy , p . 9 3 . 

70 Ibid.' p. 106. 

11 Ibid., p. 97. 
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A more recent incentive occurred when the Mexican government announced on 
February )6, 1984, that it will allow majority foreign ownership for certain 
companies .· Mexico's Law for the Promotion of Mexican Investment and the 
Regulation of Foreign Investment generally requires 51 percent Mexic2n capital 
in foreign-held subsidiaries. In the recent announcement, however, the 
government. offered exceptions to the traditional provisions for thirty-four 
ca tegori e .~ ::- of industry. Those companies which would generate employment or 
produce fjh· ' e'iport were offered greater flexibility by the Mexican authorities 
in consiQ'.ering applications for majority foreign ownership. 

~{ 

This latest government action appears to contradict previous policies 
encouraging greater Mexican equity in the automobile manufacturing industry . 
As previously mentioned, the Mexican government has a greater degree of 
control over domestically owned firms than over multinational companies. 
However, Mexico is also likely to benefit from the large concentration of 
transnational manufacturers in the terminal and parts industries. This is 
because the foreign subsidiaries of multinational corporations have superior 
access.to foreign markets. 72 

4.4 The Mexican Steel Industry 

Structure of the Mexican Steel Industry 

Mexico's steel industry is only one-thirteenth the size of that in the 
United St'1. 1:-~.s. 73 Yet, it is Latin America's second largest producer, outpaced 
only by a:r.az·n . In 1981, Mexico produced 7 million 605 thousand tons of liquid 
steel, 6 million 119 thousand tons of rolled products and seamless pipes, and 
2 million 937 thousand tons of flat rolled products. 74 

-There are five major Mexican steel companies, three of which are 
government owned and operated. The government companies include Altos Harnos 
de Mexico S.A. (AHMSA); Siderugica Lazaro Cardena (Sicarsta); and Fundidora 
Monterrey S.A. The two private companies are Jojolota y Lamina S.A. (Hylsa), 

72 This is linked to the world car concept discussed previously. In 
addition~ it should be noted that the U.S. will be less likely to file unfair 
trade complaints if the increased Mexican exports to the U.S. are produced by 

·multinationals with parent firms in the U.S., since the corporate management 
is less likely to oppose an increase in incom~. 

7311 North American Trade Agreements," study mandated in section 1104 of Trade 
Agreements .Act of 1979, July 26, 1981. Transmitted by letter of August 4, 
1981 1 from·fhe President to the Congress, p. 56. 

7411 The Iron and Steel Industry in 1981 and Early 1982, 11 EconomiJ;3-filL9..ra_m_a, 
32, no . 4 (April 1982); 88. 
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and Tubos de Acero de Mexico S.A. (TAMSA). In addition to these "Big Five, 11 

there are twenty-six semi-integrated producers and approximately forty 
rerollers. 75 

Altos Hornos is the largest of these five steelmakers. In 1978, when 
Mexico's steel production reached its most rapid rate of increase (20.5 
percent), AHMSA was operating at 76.5 percent capacity. 76 As of 1981, AHMSA 
employed 23,700 workers. 77 Sicarsta is Mexico's newest integrated steelmaker 
and government firm. Upon completion, Sicarsta will be one of the world's 
largest and most modern operations. Because of technical problems, however, 
Sicarsta operated at only 44 percent capacity in 1979. 78 The last government 
firm, Fundidora, is Mexico's third largest steel producer and also its oldest. 
It ran at 63.3 percent capacity in 1978. 79 In 1981, Sicarsta and Fundidora 
employed five thousand and nine thousand workers, respectively. 80 

Mexico's two major private steel firms have a reputati~n of solid 
managment. The efficiency of these firms, relative to the three government 
firms, confirms this reputation: in 1979, output for both Hylsa and TAMSA 
exceeded 90 percent capacity. 81 Figures for 1981 sow that Hylsa, as the second 
largest steelmaker in Mexico, employed ten thousand people. TAMSA, the 
smallest of the 11 Big Five, 11 employed five thousand workers. 82 

The Steel Industry and Economic Trends in Manufacturing 

Historically, the Mexican government has not paid much attention to the 
iron and steel industry in the evolution of industrial development policies. 
As previously explained, Mexico's traditional import substitution model 
encouraged domestic manufacture of consumer goods and finished products. The 
government did not have a specific policy toward intermediary goods, such as 
steel and iron, other than with respect to their role as inputs into the 
production of these finished products. 

75 8rady, J., p. 75 

76 Hector Islas Siliceo, 11 Miradas a la Siderugia, 11 - ~_<?~~rcio Ext~rio_G August 
1983, p. 691. 

77 Brady, p. 75. 

78 Siliceo, p. 691. 

79 lbid. 

8 0 Br a dy , p . 7 5 . 

81 Siliceo, p. 691 

82 8rady, p. 76. 
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Traditional Import Substitution 

As an element of their economic development · strategy, Mexic o sought to 
keep production costs as low as possible for producers of consumer durables 

· . and finished goods. In order to achieve this, the government followed a 
sirict pricing policy which keµt steel prices low relative to those in other 
areas of the economy. · For example, from 1954 to 1973, steel and iron prices 
registered an absolute increase of only 27 percent; . meanwhile, prices for 
energy and consumer goods rose 240.7 percent and 229.5 percent, 
respectively. 83 

The government's pr1c1ng policy acted as a disincentive to investment in 
the Mexican steel industry. As a result, a recurrent problem for the industry 
during this time was underutilization of plant capacity. Government policy, 
therefore, was at least partly responsible for the. industry's inability to 
meet , domestic demand for steel and iron; As : was .the case for most 
intermediate goods during Mexico's traditional import substitu~ion period, 
imports satisfied the excess demand for steel . 

Import Substitution Redefined 

· The Mexican government first indicated its interest in the growth of the 
steel industry in 1973 by revising pricing policy upward. 84 But the government 
did not make any direct attempts to control the development of the steel 
industry until 1977. In that year, the Lopez Portillo administration created 
a government entity, SIDERMEX, to coordinate the activities of the three 
government~owned steel companies. 85 

In 1979, the Mexican government moved to take firmer control over the 
pace of the steel industry's growth. In keeping with its goals of lessening 
Mexico·'s dependence on imported intermediate goods, the government attempted 
to . stimulcit~ expansion of the steel industry through a variety of transfers 
and subsidies. 

National Industrial Development Plan and the Steel Industry · 

. The National Industrial Development Plan (NIDP) specifies the actual form 
these · incentives and subsidies are to take. Since the steel industry is a 
"strategic input" critical to the functioning of the rest of the economy, the 

. 
83 s.11 i c e 0 , p . 6 9 0 . 

ulbid . ;P·. 691. 

85 8rady, p. 83. 
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plan targets it as a "category one" priority for development. 86 As a category 
one priority, a steel company is eligible to receive a 20 percent tax credit 
on a fixed asset investment, plus another 20 percent on any employment the 
investment creates. 87 An updated version of the decree allows a company to 
choose between the above scheme (which is equal to a total 40 percent tax 
credit) or to simply take an 80 percent tax credit on the emRloy!J!_ent generated 
by the investment only. 88 

A tax credit of 5 percent on the purchase of domestic capital and 
intermediate goods also helps the steel industry. By encouraging producers of 
finished goods to buy their inputs from domestic sources, this tax credit 
subsidizes the steelmakers. 

According to the National Industrial Development Plan (NIDP), the steel 
industry is also eligible for special rates on energy and petroleum. By 
pricing such inputs as petroleum,· natural gas, and coal below world prices, 
the Mexican government is subsidizing the growth of the steel industry. The 
amount of the discount depends on the area of the country the plant is 
located. The initial plan provided for discounts of between 0 and 30 percent; 
however, these figures have recently been revised. 

Finally, the National Industrial Development Plan specifies that the 
government, through direct budgetary subsidies, should encourage its para
statal enterprises to invest in fixed capital formation. In the case of 
manufacturing industries producing intermediate products, basic steel ac
counted for 80 percent of the group's direct budgetary subsidies in 1979. 89 In 
addition, these subsidies allow intermediate producers to sell their output in 
the domestic market at prices below the costs of production. 

The NIDP estimates that these incentives will increase the Mexican steel 
industry's total capacity by 300 percent, from 9.3 million tons in 1979 to 28 
million tons by 1990. 90 

The Steel Industry and Protectionism 

86 See Mexico's National Industrial Development Plan for a full explanation 
of the different rankings. 

87 National Industrial Dev~lopment Plan, o. 57. 

88 The Mexican Oiario Official published the new Decree on March 15, 1982. 
Its purpose is to encourage employment relative to capital. 

89 Based on initial estimates from the Mexican Government's Working Group on 
the Study of Effective Protection. 

90 Brady, p. 83. 
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Although not specified in the NIDP, Mexico's steel industry also receives 
a subsidy in the form of nontariff barriers. Import licenses and quotas allow 
the import of foreign steel only when a "suitable domestic product is not 
available. 1191 --

In addition, the Mexican government decided in 1979 to require public 
sector firms to pay import duties. 92 During the import substitution years, the 
Mexican government encouraged the production of domestic finished goods and 
consumer durables by keeping the costs of production at low levels. One way 
the government did this was to allow government firms to import their 
intermediate and capital goods free of duties. However, this policy 
encouraged the import of these goods at the expense of their domestic 
production., In keeping with the government's new policy of encouraging 
domestic production of capital and intermediate goods, the 1979 decision 
reversed the position of imports; because of the duties, imports are now more 
expensive relative to domestically produced capital and intermediate goods. 

Growth and Crisis 

By the time the Mexican government decided to support the growth of the 
steel industry, the industry was already expanding at a rapid rate. During 
the Echeverria administration's six-year term, for example, the steel industry 
doubled its capacity. 93 From 1977 to 1978, steel production grew 20.5 percent, 
reaching 6~7 million tons. 94 

Steel production continued to grow during 1979 and 1980, except at a 
slower rate. The steady growth of the industry during these years was largely 
in response to the growing domestic demand for steel products; because of the 
increase in oil production and export, other sectors of the economy were 
expanding. In 1981, production reached the highest level in the history of 
the Mexican steel industry, 7.7 million tons. 95 Despite this increase in 
steel prodyction, the rapid expansion of the economy caused demand to exceed 
supply. Throughout this period imports satisfied excess demand. Section 4.24 
of the Appendix to this chapter shows the consistent inability of the Mexican 
steel industry to satisfy domestic demand. 

Although the Industrial Development Plan's incentives and subsidies 

9111 North American Trade Agreements," p. 57. 

92 National Industrial Development Plan, p. 57. 

94 Sileceo, p. 692. 

95 Ibid. p. 693. 
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probably helped the steel industry increase production somewhat during these 
years, the majority of the credit goes to increased demand. Since the types 
of investment eligible for tax credits were long term, the stee 1 industry did 
not have sufficient time to experience the benefits. 

Unfortunately, the steel industry will never know whether the NIDP would 
have increased production enough to meet the needs of a burgeon~ng economy. 
In 1982, Mexico experienced its most severe economic cr1s1s since the 
depression. The rapid contraction of the economy following this crisis caused 
the demand for steel to decline as rapidly as it had increased. The steel 
industry experienced a negative growth rate in 1982. As section 4.25 of the 
Appendix illustrates, the steel industry expereinced a negative growth rate in 
1982. According to the Steel and Mineral Products Association, steel 
production declined 8.1 percent in 1982. 96 

Post Crisis 

Despite the rapid decline in steel production, the Mexican steel industry 
had accumulated a surplus by 1983. The lack of domestic demand for steel 
caused Mexico's steelmakers to seek foreign markets for their products. Thus, 
in 1983, Mexico exported 250,000 metric tons of steel. Approximately 50 
percent of this amount, equal to 0.6 percent of total U.S. steel imports, 
went to the United States. 97 The United States tentatively placed a 4.98 
percent countervailing duty on imports of Mexican steel due to complaints U.S. 
steel filed against Mexico's producers. U.S. Steel alleged that Mexico's 1983 
exports constituted dumping because of the subsidies Mexico's government gaves 
steel producers. 98 

The Mexicans are upset with U.S. Steel's complaint because they tradi
tionally have been net importers of U.S. steel. For example, Mexico imported 
2.8 mill ton tons more from the United States than it exported to them between 
1977 and 1982. 99 In addition, Mexico argues that the imposition of counter
vailing duties would cause a severe increase in unemployment during a time of 
economic crisis. 100 

96 The _Mexico Report~ July-August 1983. 

97 Ibid . , vol. 4, no. 2 (December 1983): 

98 Ibid. ,vol. 4, no . . 3. (January 1984). 

9911 Mexican Steel Group Mad about Complaints, 11 Houston Chronicle, December 
18, 1983, sec. 4, p. 17. 

10011 Mexican Steelmakers Deny Dumping Charges, 11 World Trade/ShippingJ_ Novem
ber 14, 1983, p. 238. 
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Prospects for the Future 

Given the continued contraction of the economy, it is unlikely that 
domestic demand for steel will increase significantly in the near future. 
Thus, Mexico's steel producers will continue to produce at low capacity. The 
higher prices are causing domestic steel consumers to complain. 101 Prospects 
for continued steel exports are grim. Without the domestic demand to 
stimulate production, steel output will decrease. 

4.5 Mexican Manufacturing Industry Implications for the United States 

The Mexican government often does not directly address trade policy, but 
rather uses trade as a vehicle or means to attain development goals . 
Throughout the post-World War II period, Mexico 1 s import substitution in
dustrialization model has dictated Mexico 1 s trade policy. The protectionism 
associated with this development model has often complicated Mexico 1 s trade 
relations with the United States. 

U.S. producers and unions claim that the the fiscal incentives the 
Mexican government offers to manufacturing industries provide Mexican 
producers with an unfair trade advantage. Under the Trade Agreements Act of 
1979, such producers and unions can petition for the imposition of counter
vailing duties against Mexican imports. Since Mexico is not a signatory of 
the Multilateral Trade.Negotiation (MTN) agreement on subsidies and counter
vailing .duties, these petitioners need only prove the existence of subsidies, 
and not that the subsidies cause or threaten injury. As of early 1983, 
thirteen , countervailing duty cases with a total of $150 mi 11 ion have been 
brought against Mexico. 

The ·United States believes that the traditional rationale for 
protectionism--to allow nascent industry to develop behind protective barriers 
until it can compete with the mo.re developed countri es--no l anger applies 
across the board in Mexico 1 s case. Part Four of the GATT, negotiated during 
the 1960s, al.lows for 11 non-reciprocity on the part of the developing countries 
and for the reduction of trade barriers to the exports of the Third World. 11102 

The United St~tes and other developed countries feel that the more economi
cally adva~ced developing countries are now ready to graduate from this 
differential treatment in trade that they now enjoy. The developed countries 
included the principle of graduation in the Tokyo Round Agreements. 

The United States currently grants special concessions to 
countries through its Generalized System of Preferences (GSP). 

-- ·---- --------

1 01 The Mexico Report, January 1984 . 
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States establshed GSP in the Trade Act of 1974. The GSP allows certain 
underdeveloped countries to export some 2,700 categories of product~ to ll1e 
United States duty free. 103 Mexico is the fourth largest user of CSP. In 1978, 
out of a total $2 .9 billion of Mexico's manufactured exports to the United 
States $370 million were under GSP. 104 

The United States government unilaterally decides if a country has 
reached a sufficiently high level of development so as not to require U.S. GSP 
treatment for certain products. The Trade Agreement Act of 1979 specifies 
that the United States terminate GSP if annual imports of a specific commodity 
from a beneficiary country exceed 50 percent of the total U.S. imports of that 
commodity. The GSP program terminates January 5, 1985, unless renewed by 
Congress. 

Mexico's manufacturing industry, as mentioned previously, is not competi
tive in international markets. Since the United States is Mexico's largest 
trading partner, Mexico depends on special concessions such as the GSP. 
Although in the long run Mexico's export oriented growth strategy may lead to 
increased competitiveness, in the interim Mexico needs the foreign exchange 
gained through exports receiving preferential treatment. The United States 
must decide whether its special relationship with Mexico warrants treating 
Mexico as a unique case. If the United States does decide to do so, it will 
breach certain underlying principles governing its trade policy: the doctrine 
of reciprocity; encouragement of free trade, and the most-favored-nation 
principle. 

4.6 United States Policy Options For Manufacturing 

The United States has the following policy options regrading trade and 
finance in the automotive and steel sectors: 

1. Negotiate ~bilateral sector-specific trade agreement with Mexico j_D_ 
the automobile industry. Such an agreement would benefit Mexico in the form of 
increased investment. By making concessions on export performance and local 
content requirements, Mexico would establish a climate more conducive to 
investment. In turn, this investment may positively contribute to Mexico's 
balance-of-payments and increase employment. U.S. automakers would gain 
access to Mexico's potential auto market and lower their production costs by 

103 A. R. Wictrich, 11 Mexican-American 
the United States, ed. Robert H. McBride 
Columbia-University, 1981), p. 91. 

Commercial Relations, 11 in Mexi~o and 
(New Jersey: American Assembly, 

104Weintraub, S . ,"Trade Integration of the United States, Canada ·, and 
Mexico" in The Politcal Economy of the Western Hemisphere: Selected Issues For 
U.S. Policy~elected ess~ys for~he Joint Economic Committee, 97th Cong. ,~l 
sess., September 18, 1981, p. 195. -
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using relatively cheaper labor. However, this option may accelerate domestic 
unions' opposition to the increasing internationalization of auto production. 
The high level of integration between U.S. and Mexican auto manufacturers 
promises that a bilateral agreement in this sector would be successful . 

2. fontinue !he status guo for the steel industry. Under this option, 
·u.s. investigations into charges of Mexican dumping would continue . Any 
countervailing duties brought against Mexican steel imports threaten the 
health of Mexico 1 s steel industries; while Mexican steel exports to the United 
States average 80 percent of total Mexican exports, U.S. imports of Mexican 
steel represent only 3 percent of total U.S. steel imports. Reduced access to 
the U.S. market could translate into increased unemployment and subsequently 
contribute td Mexican migration to the United States. 

3. Encourage ~ bilateral agreement on subsidies and countervailing 
duties. Such an agreement would benefit Mexico 1 s steel industry by subjecting 
U.S. complaints against imports of Mexican steel to the injury test. 

4.7 Mexican Agricultural Policies and Their Implications For The United States 

Mexico's agricultural sector is a vital part of the national economy. 
Even though the country is rapidly industrializing, agriculture remains the 
principal source of income for over one-third of Mexican workers and accounts 
for a significant portion of total merchandise exports. Agricultural 
policymakers face a series of conflicts and trade-offs as they seek to promote 
export-oriented agriculture and simultaneously improve subsistence farming in 
the domestic ~ector. 

4.8 Policy Trends in the Mexican Agricultural Sector 

Early Hi story 

In order to understand the.constraints Mexico and its policymakers face 
in determining agricultural policy, one must understand the historical legacy 
of the Mexican Revolution of 1910. 

Until that time, large landowners held most of the country's arable land. 
Their vast estates, haciendos, were for the most part self-sufficient; the 
feudal system meant that workers were bound to the hacendados land. Almost 90 
percent of rural families in Mexico possessed no land of their own. 105 

Land redistribution and land reform began after the revolution . The 

1 0 5 Han sen, R. , Mexican Econorni c Deve 1 opment: T-he · Roots __ _Qf_ __ Jt'!.PJ.9.. ..... ~ .r'.OY{!:b, 
1971, p. 25. 
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first land reform decree occurred in 1915; the 1917 Constitution expanded this 
decree, and an Agrarian Code was adopted in the 1930s. Since then land reform 
has centered on the model of communal ownership (ejidos). The Institutional 
Revolutionary Party (PRI) was formed in 1929. Peasant farmers became an 
important party constituency; within PRI they are represented by the National 
Confederation of Peasants (CNC). 106 Although, in reality, the peasants have 
little political power, the PRI and CNC continue to pay lip service to the 
populist agrarian and land reform policies established by the revolution. 

Between 1935 and 1950, the government set up public works projects to 
develop roads and irrigation systems in rural areas. 107 The stated intent of 
the projects was to aid development of ejidos and small acreage peasant 
farming. In actuality, irrigated lands were held by large landowners 
hacendados. Also during this period, land ownership laws changed to 
accommodate large private holdings. Certificates of Exemptibility became 
available to protect landowners from expropriation. 108 The combined effect of 
the public works projects and the Certificates of Exemptibility was a 
favorable climate for commercial agriculture. 

Even so, few large landholders took advantage of the circumstances. The 
reluctance of hacendados to invest in and expand their commercial production 
can be explained by the low domestic demand for anything but basic foodstuffs 
and the .unstable market prices for other crops. Also, the size of 
landholdings and not their profits determined social status . For these 
reasons, landholders were content to earn a constant, 11 safe 11 return without 
the risk of investment and expansion. 

After World War II Mexican agricultural production grew even more rapidly 
than population growth. This growth slowed in the 1970s after the 11 Green 
Revolution. 11 Land redistribution continued under all presidents, especially 
under Lozaro Cardenas (1934-40), Adolfo Lopez Mateos (1958-64), and Gustavo 
Diaz Ordaz (1964-70). 109 However, the amount of land left available for 
redistribution has declined over time. 

1 0 6 Sanderson , S . , 11 Po 1 i ti ca 1 Ten s i on s i n the Mex i can Party System , 11 ~-~ rr_e n !: 
H_:!_~!_or~ (February 1983): p. 42. 

101 Ibid., p. 44. 

1 0 8 I bi d . , p . 58 . 

109 Baring-Gould, M., 11 Agricultural and Community Development in Mexican 
Ejidos: Relatives in Conflict, 11 Cornell University Latin American Studies 
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Re.cent History 

Beginning in the 1960s Mexico began to experience a marked decline in 
agricultural production. Most of this decline was due to decreased cultiva
tion of dry land areas. Production averaged 2 percent per year during the 
1970s--~ess than the growth of the population and GNP--with negative growth 
occurring in four years of the decade. 110 A high inflation rate added to the 
decline by increasing prices for seed, fertilizer, and basic farm tools. The 
cost of technology to improve efficiency and output was far beyond the 
resources of the average farmer. Due to growing urbanization and an emerging 
domestic market for processed foods and "luxury" cash crops, large landholders 
turned to more profitable commercial farming for urban and foreign consump
tion. 

President Luis Echeverria (1970-76) strengthened CONASUPO, the 
government's national agricultural marketing and distribution network. Even 
so, the pressure to do more was strong. His successor, President Jose 
Lopez-Portillo (1976-82), announced the creation of the Sistema Alimentario 
Mexicano (SAM). SAM emphasized food self-sufficiency and financial aid to 
rural farmers in the form of government loans, crop insurance, and guaranteed 
price supports. 111 The most efficient way for large landholders to legally 
avoid expropriation was to acquire a Certificate of Exemptibility granted on 
the basis of a farm's hard currency earnings. Even with price supports for 
basic foodstuffs, the most profitable market was "luxury" or export crops. 
SAM was partially successful in helping Mexico reduce its dependence on food 
imports with record harvests in 1980 and 1981. However, a severe drought in 
1982 caused food imports to increase 64.9 percent between 1982 and 1983. 112 

Crisis and Stabilization 

Current President Miguel de la Madrid (1982-88) ended the program and 
encouraged large commercialized agriculture to expand, thus fueling exports, 
improving productivity, and earning more foreign exchange. Because of the 
cu~rent austerity program, government spending for agriculture has declined 
and prices for basic commodities have been allowed to rise. The current 
administration has embarked on an ambitious change of emphasis that attempts 
to modernize and streamline Mexican agriculture, while also attempting to 
improve the conditions of peasant farmers (campesinos). The degree of success 
the government has in reconciling conflicts arising from this dichotomy will 
determine the success of · its agricultural policy. 

110 Redclift, Michael. Development Poli~ymaking in Mexicci: The SAM 
(University of London: 1981), p. 2. 
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Major Actors in Agriculture 

There are a number of important actors to consider in agricultural 
policy. The majority of farmers are peasant farmers with small holdings of 
five acres or less (the minifundia) or those who belong to ejidos. 113 The 
national rural development bank (BANRURAL) makes loans to indTViciuals and 
production enterprises, and also arranges private cr~dit from banks and 
lending institutions. In the past BANRURAL has offered credit only to those 
farmers who could prove land ownership for collateral . 114 The most eligible 
recipients of credit have been the large landholders. 

The cabinet-level Secretariat of Agriculture implements government policy 
and in the future may also acquire a greater role in land reform. Large-scale 
independent farmers (known ironically as "Small Farmers") own 34.7 percent of 
the arable land in Mexico, as compared to 14.7percent for farmers with 
holdings 12.5 acres or less. 115 These large-scale farmers exercise a great 
deal of influence economically. 

4.9 Internal Sector 

Economic Considerations 

Despite attempts by the de la Madrid administration to encourage 
investment in peasant agriculture, Mexico's agricultural credit system con
tinues to be biased in favor of large-scale, export-oriented operations. 
Before SAM only a minority of ejidos had received subsidies from BANRURAL, and 
during the 1970s the proportion of government and private credit given to 
agriculture declined in proportion to total credit granted Mexican 
entrepreneurs. Most of that credit allocated to agriculture went to 
commercial enterprises anyway. 116 BANRURAL spent 186 billion pesos on credits 
and loans in 1983, including significant expansion of irrigation projects. It 
has allocated 265 billion pesos for 1984, 90 percent of which will go to 
ejidos. However, small farmers remain disadvantaged in securing credit because 
they find it difficult to convince lenders of their credit worthiness. 
Commercial farmers, on the other hand, have received investments of over $77 
million from U.S.- based MNCs in 1980. The de la Madrid administration also 
encourages this type of foreign investment. 

iuvenezian, E., and W. Gamble, The A.9.rls:_~J_tural Dey~lgJ?.m~n>. of M.~0j_c;_o: _l_t_s 
~rowtb and ~tructure Since 1950, 1969, pp. 128, 129. 

114 Hansen, R., p. 78. 

115 Bailey, J., and D. Roberts, "Mexican Agricultural Policy in Mexico-
1983,11 Current History, February 1983, p. 420. 
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It appears that the trend toward increasing the share of public and 
private credit extended to large-scale commercial enterprises is accelerating. 
Small farmers, large ejidos, and other large-scale operators have access to 
BANRURAL assistance, Mexican banks, and foreign banks; peasant far ming small 
plots of land must struggle to be considered for BANRURAL credit. 

Social Considerations 

Numerous aspects of agricultural policy have wide-ranging social implica
tions. Little land remains available for outright government expropriation, 
but land reform and redistribution are proceeding with different goals. The 
current administration, mindful of the need to promote populist reforms of 
symbolic importance, has decided to concentrate on "title regularization 11 

instead. There are numerous detailed legal steps necessary to certify land 
ownership by the new owners after expropriation. Therefore, this program 
would speed up the process of peasants gaining title to land already 
expropriated and "given" to them. 117 Some experts see this as destabilizing 
because it could lead to violence between peasants and "Small Farmers, 11 but 
the administration must demonstrate some reformist zeal; given other negative 
effects of the austerity program upon agriculture, it is likely to proceed. 
Only time will tell whether this is a genuine or merely a cosmetic effort to 
satisfy populist pressures . 

Efforts are being made to boost productivity to reduce the high levels of 
imports of basic foodstuffs from abroad, especially corn and wheat from the 
United States. Mexico spends substantial sums of money for those imports, 
draining vital hard currency and aggravating the debt service problem. 
However, a potential conflict arises between efforts to boost productivity and 
peasant farm employment. Large producers are able to take advantage of 
economies of scale, while small farmers are displaced from the land by high 
costs. This prompts large-scale migration to urban slums in Mexico's largest 
cities (especially the · three largest: Mexico City, Guadalajara, and 
Monterrey), 118 to border cities in the north, and to the United States. 119 

In order to encourage increased production, the government raised 
guaranteed price supports to farmers for a number of commodities during 
1983-84. Rather than linking these supports to the inflation rate, as in the 
past, the government now links them to costs and levels of production in 

117 Bailey and Roberts, p. 424. 
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individual commodities. This helps to keep real farm incomes from falling. 120 

The need to reduce imports and improve its balance of payments are not 
Mexico's only reasons for seeking self-sufficiency in agriculture. Studies 
show that many Mexicans, as many as thirty million out of a total population 
of seventy-two million, suffer from malnutrition. This is true particularly 
because of a lack of meat, milk, and some vegetable products. The government 
recently raised milk prices, easing the shortage caused by low prices but 
making it less affordable for the average citizen. Although price hikes for 
basic foodstuffs reduce government expenditures, they may ultimately result in 
social unrest. 

4.10 External Considerations 

Economic Considerations 

Mexico's agriculture is highly biased toward production for export. 
Commercial farms account for 23 percent of the arable land in Mexico and 74 
percent of the irrigated cropland. 121 U.S. import barriers to commercial crops 
are relatively few; import quotas are the most restrictive. Mexico enjoys a 
price advantage in U.S. markets for commercial crops because of a devalued 
peso and lower labor costs. However, if MexiCan crops are to become 
competitive in U.S. markets, investment in technology and advertising is 
needed. 

U.S. firms are increasingly investing in Mexico's export crop sector. In 
1982, this investment amounted to $281 million. 122 Despite this increase, 
Mexico's imports for basic foodstuffs exceed its exports of commercial crops. 
In 1982-83, Mexico spent $2.8 billion on basic food imports. 123 

Social and Political Considerations 

The de la Madrid administration has left agricultrual price supports and 
subsidies in place. These mechanisms, however, do not match the inflation 
rate. In addition, the government has taken steps to alleviate rural 
unemployment by promoting cooperative farm projects. These projects have not 

12011 Government Finance Policies, 11 Busjness .Mexico 1~ no. 1 (October 1983) 7. 
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been successful due to inadequate investment and lack of training programs for 
farmers. 

Unemployment in the agricultural sector is leading to out-migrJtion from 
the rural areas to large Mexican urban areas and, in some cases, to the United 
States. 

4.11 Mexico-U.S. Agricultural Trade Relations 

Mexico's shortage of basic foodstuffs provides U.S. farmers with a way to 
reduce excessive storages of grain surpluses. Mexico is the second largest 
foreign grain market for the United States. In 1983, the Commodities Credit 
Corporation extended $1 billion in trade credits to Mexico for purchasing 
wheat and other grains. 124 The United States exports mostly bulk commodities-
corn, wheat, wheat flour, sorghum, and soybeans--to Mexico. 

U.S. firms face several difficulties in exporting agricultural products 
to Mexico. Import licensing, high tariffs, quotas, and state purchasing all 
work to restrict U.S. access to the Mexican market. In addition, the 
antiquated Mexican transportation system and delays in customs procedures have 
limited trade relations; this is especially critical for perishable agricul
tural products. 

Despite these problems, U.S. agriculture exports to Mexico have helped 
contribute to an agricultural trade balance which consistently favors the 
United States; in 1980 that surplus was approximately $1.5 billion. 125 On the 
import side, U.S. restrictions on winter vegetables have also contributed to 
this positive trade balance. Different rates of duty at different seasons, 
harassment, and marketing orders have all worked to make Mexican delivery of 
vegetables difficult. 126 

These nontariff barriers may potentially lead to increased unemployment 
in Mexico. Mexico's winter vegetable producers have the largest share of the 
U.S. market; between December and May, Mexico supplies between 50 and 60 
percent of all vegetables consumed in the United States. This amount 
translates into approximately 100,000 jobs. 127 

124 U.S. Department of Commerce, International Trade Administration, U.S. 
T.~ade with Mexico (Washington D.C.: November 21, 1983) 

12511 North American Trade Agreements," p. 36. 
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Thesis, August 1982), University of Texas at Austin, p. 126. 
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4.12 U.S. Policy Options for Agriculture 

The United States has the following options with regard to its agricul
tural policy toward Mexico: 

1. Encourage bilateral collaboration to improve transportation systems. 
Mexico's antiquated and congested road, rail and shi~ping ne~works delay 
delivery of agricultural products. A positive example of bilateral collabora
tion is the U.S.-Mexican Rail Task Force. 

2. Move toward ! long-term perspective vis-a-vis Mexico's stated 
commitment to self-sufficiency. Although the United States has consis~ently 
run an agricultural trade surplus with Mexico, Mexico's current emphasis on 
meeting the basic foodstuff needs of its population may upset this balance. 
In order to retain its traditional share of Mexico's agricultural market, the 
United States must begin to diversify its agricultural exports. 

Mexico's goal to increase domestic production of basic foodstuffs 
benefits the United States in two ways: (1) an increase in rural employment 
may translate into decreased immigration; and (2) reduced malnutrition may 
lessen the likelihood· of political instability caused by peasant uprisings. 

3. Provide export financing to meet Mexico's current basic food 
consumption demands. Mexico's move toward self-sufficiency requires a period 
of structural adjustment. In the interim, export financing will allow U.S. 
farmers to continue to export their surplus corn, wheat, and soybeans. 

4. Negotiate! bilateral agricultural trade agreement with Mexico. Such 
an agreement could include reducing U.S. nontariff barriers, such as packaging 
requirements or product quality standards, in exchange for concessions on 
Mexican barriers to some U.S. agricultural imports, such as dairy products and 
beef. 

4.13 The Mexican In-Bond Industry 

In the wake of Mexico's economic cr1s1s, the in-bond industry has gained 
popularity as a potential solution. The in-bond industry, or the Border 
Industrialization Program (BIP), is a growing industry in a country that for 
the last two years has experienced no growth. The industry is now Mexico's 
second leading source of foreign exchange, making it a strong contributor to 
the country's economic stabilization effort. The intent of this analysis is 
to assess the prospects for the program's continued contribution to Mexico's 
stabilization and to examine its potential role in the country's long-term 
economic development. 

The following analysis is based on the assumption that Mexico's present 
economic crisis will continue to be treated as a liquidity problem. Mexico's 
economic policies will remain directed at reducing imports and domestic 
spending and increasing its foreign exchange through increased exports. Under 
this assumption, Mexico's encouragement of the program is attributed largely 
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to the program's contribution of foreign exchange. If, however, foreig 
creditors come to regard Mexico's economic crisis as a solvency problem an 
choose to write off or substantially write down the country's debt, Mexico' 
orientation toward the in-bond program may become more long-term and ma 
emphasize the program's contribution to economic development. 

To evaluate the prospects of the BIP's contribution to Mexico' 
stabilization and economic development in the short and the long run, assumin 
Mexico's problem is one of liquidity, it is necessary to study the following 
(1) the background of the industry; (2) the BIP regulation changes geare, 
toward greater integration of the program into the Mexican economy; (3) th 
growth in the in-bond industry with respect to time and various influences;(4 
the benefits of the BIP to the United States and Mexico; and (5) implication 
of the BIP for the U.S./Mexico border region. 

4.14 Background 

The in-bond industry is one of the few positive aspects to Mexico': 
troubled economy. Although the creation of employment was its initia· 
intention, generation of foreign exchange has become increasingly important a: 
the program has matured. In his August 15, 1983 presidential decree : 
President de la Madrid also acknowledged the industry's contribution ir 
providing training for workers and supplementing the internal Mexican market. 

Through the BIP, U.S. and foreign-owned companies have been able tc 
process or to assemble goods in Mexico without paying customs duties, providec 
that generally all of the final product is exported. When assembled goods are 
returned to the United States, duties are paid only on the value added. 

The in-bond industry has grown steadily over the years. Currently, there 
are approximately 606 in-bond plants, or maquiladoras, in operation employin~ 
over 160,000 persons. Ninety percent of the plants are located along the 
U.S./Mexico border with the larger percentage situated along the Texas portior 
of the U.S./Mexico border. 128 

The bulk of the goods assembled in the in-bond plants include. electronic 
components, apparel, toys, automobile components, furniture, and transport 
equipment. Electrical and electronic operations make up the largest percent
age of in-bond output. 

128 Holden, R., ''Maquiladoras Along the Texas/ Mexico Border: An Economic 
Evaluation of Employment and Retail Sales Effects on Four Border SMSAs" 
(report submitted to the Texas Department of Community Affairs, Austin, Texas, 
February 24, 1984), p. 17. 
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4.15 In-Bond Integration into the Mexican Economy 

Mexico adopted the BIP in 1965 as a means of solving a critical 
unemployment problem along the U.S./ Mexico border. This problem was 
exacerbated by the termination of the bracero program. The bracero program 
had permitted Mexican farm labor to enter and to work in the Un-lted States. 

As the program has matured, Mexico has realized the industry's potential 
to contribute not only to the country's stabilization but also to its possible 
economic development. The country's attempt to integrate the in-bond industry 
into its economy has been slow, characterized by repeated liberalizations of 
restrictions previously imposed by th€ Mexican government. By briefly tracing 
these liberalization efforts, one can better understand how Mexico sees this 
industry fitting into its overall industrial and economic strategy. 

Initially, after the BIP's formal announcement in May of 1965, the 
Mexican government outlined definite rules regarding the industry. First, a 
modified customs code allowed duty-free importation of machinery, equipment, 
and materials into the country. Importation was limited to a twenty kilometer 
strip along the U.S./ Mexico border. More importantly, 100 percent of 
production was required to be exported . This last point made it clear that 
in-bond products were not to be sold in the domestic economy where they might 
compete with Mexican goods. 129 

Following the initial regulations governing in-bonds, problems with 
import/export regulations and licensing agreements proved that newer, broader 
laws were required. In 1970, the Mexican government responded with new 
procedures to facilitate customs clearances of imported materials and sup
plies. Also under the new regulations, Mexico allowed 100 percent foreign 
ownership of in-bond firms, a special concession given to the industry which 
is still in effect. A local Mexican company must still be formed and must 
follow the rules set by the Mexican Law of Business Corporation. In the past, 
Mexican laws declared that in some important industries, Mexican nationals had 
to own 100 percent of the firm. In most other industries, no less than 51 
percent of the company had to be Mexican owned. 130 

Many 
of Mexico. 
addition. 
along the 
ports. 
program's 

of these regulations were compiled and entered into the Tariff Code 
These regulations included all previous rules with one major 

Mexico no longer restricted the BIP to a twenty kilometer strip 
northern border but instead expanded it to include all coastal 
This was another indication that Mexico was realizing the in-bond 
potential to be more than just a border employment program. 

129 Gariby, F. Jr., "The Role of the Border Industrialization Program Along 
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Again in 1972, major BIP changes took place. The Mexican government 
extended the program's regulations to the entire nation. Other significant 
changes included both allowing the limited sale of finished goods ir Mexico by 
maquiladoras and permitting existing Mexican firms to become involved wholly 
or partially as maquiladoras. This latter point included the provision that 
these Mexican plants could act as maguiladoras provided that the direct cost 
of the national manufacture of the product was under 40 per"cent. 131 

In mid-1973, operational procedures for the administration of the in-bond 
program were further simplified. First, requests for input components no 
longer required approval from the Industrial Promotion Committee in all major 
cities. Instead, Mexico City became a centralized authority for granting such 
approvals. Second, instead of each entire shipment of BIP materials requiring 
inspection, Mexican customs officials began to perform only infrequent spot 
checks. 

In 1977, further changes affected those Mexican plants devoting only part 
of their productive capacity to in-bond operations. A new provision stated 
that exported products of maquiladoras were to contain at minimum 20 percent 
Mexican integration. This meant that 20 percent of the raw materials, 
auxiliary materials, energy, and labor required by the in-bond operations were 
to be of Mexican origin. This "content provision" was a very important 
attempt by Mexico to integrate the industry into the domestic economy. 

President Lopez Portillo announced the next major development in in-bond 
regulation in 1978. This pronouncement outlined a broad six-year plan for the 
program. The underlying theme of the statement was to promote both employment 
and expansion into the interior of Mexico by further liberalizing in-bond 
regulations. Included in these new laws were various incentives given in-bond 
entrepreneurs. The incentives aimed at encouraging investment in Mexico 
leading to the purchase of Mexican raw materials for use in BIP production. 

On August 15, 1983, President de la Madrid issued the most recent 
development regarding in-bond operations in the form of a presidential decree. 
It addresses the issue of local content but refrains from being specific as to 
an exact amount. Also, the Decree permits local sale of up to 20 percent of 
annual production as long as no competing local production exists. Concerning 
export rules, it is now legal for a company, other than the original importer, 
to export in-bond goods out of Mexico. This allows for greater 
flexibility.~ 32 Finally, an important industrial policy guideline in the 
Decree concerns the promotion of investment in advanced technological sectors 
and the incorporation of modern productive technologies. This is in response 

131 Ibid., p. 15. 
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to a complaint that the in-bond industry uses unskilled workers and has no 
interest in applying new technologies. 

The new Decree states some very ambitious goals which require changes in 
the in-bond industry. Yet, it remains practical enough to view these changes 
in the context of more gradual ones. 133 

4.16 Growth in the In-Bond Industry 

In evaluating the prospects for the in-bond industry's contribution to 
Mexico's stabilization and economic development, it is important to know 
whether the advantages of the program are indeed encouraging to U.S. and 
foreign-owned . companies. This section examines the growth trends of the 
in-bond industry, provides a brief summary of the recent growth of 
maguiladoras in Mexico, and analyzes this recent surge in light of the 
characteristics identified from past trends. 

Four Phase? of In-bond Growth 

The history of the in-bond industry can be divided into four phases. The 
first phase, which ran from 1966 to 1974, is marked by rapid growth. In 1966, 
just after the program began, there were 12 in-bond plants employing 3,087 
workers; by 1970 the industry had grown to 120 plants with approximately 
20,000 employees. In 1974 there were 455 maquiladoras in Mexico with a total 
employment of 75,974. 134 

The second phase, extending between 1974 and 1978, is characterized as 
one of stagnation. This phase began with a decline in the in-bond industry 
caused largely by the U.S. economic recession and the 22 percent minimum wage 
hike in Mexico. Although · in 1975 the number of plants locating in Mexico 
increased slowly, thirty-five maquiladoras closed before the year's end. In 

. 1978, the number totaled 453, two less than in 1974. 

The third phase is marked by increased activity and covers 1978 to 1981. 
During this period, the number of in-bond plants rose 36 percent. In 1980, 
the industry was at an all time high with 620 plants, employing approximately 
120,000 workers. And, although the ·number of plants dropped to 605 in 1981, 
there was an overall 9 percent rise in employment. 135 

The fourth phase includes 1982 to the present. In 1982, the number of 

133 Ibid. 

134 Gariby, p. 24. 
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plants declined to 585 and employment dropped 3 percent. 136 This decline, as 
the 1974 decline, is attributed to a U.S. economic recession and the ensuing 
drop in consumer demand for finished goods. The downturns in the in-bond 
industry also correspond t.o periods of high inflation in Mexico. In 1974, 
Mexico's inflation was at 24 percent, almost double that of 1973 and 
significantly higher than the 3 percent rate in 1969. In 1981, inflation was 
close to 30 percent, up 4 percent from 1980 and 12 percent over the 1979 
inflation rate. This high rate of inflation, which has typically far exceeded 
the U.S. inflation rate, has resulted in pressure for higher minimum wages in 
Mexico and consequently in higher production costs for U.S. companies. 137 

With the 1982 series of peso devaluations and the U.S. economic 
recovery, growth in the in-bond industry is underway. In the last two years 
there has been a dramatic increase in both the amount of interest expressed by 
American companies looking to set up in-bond operations in Mexico and in the 
actual number of plants locating. As of September 1983, there were 606 
in-bond plants in Mexico employing 162,990 workers. 138 This compares with 585 
plants and 127,000 workers employed in 1982. 139 

Key Factors Influencing In-bond Growth 

Key factors that influence the growth of the in-bond industry are the 
hea 1th of the U.S. economy, the Mexican inflation rate, and governmenta 1 
restrictions placed on the industry. Other important factors include the 
industry's competitiveness in the world market, the perceived stability of the 
Mexican government, the stability of Mexico's labor unions, and the 
availability of infrastructure in candidate cities. While these factors are 
important, the attractiveness and continued growth of the industry appears to 
be very directly linked to the the 1982 peso devaluations. 

Since 1982, Mexico's inflation rate has remained extremely high. By 
keeping an undervalued edge on its currency, the country has been preserving 
the attractive wage differential created with the 1982 peso devaluations. 
In-bond plants have thus been attracted rather than deterred. 

With the 1982 series of peso devaluations, the cost of Mexican labor was 
considerably lowered. Just prior to the peso devaluation, the hourly wage 
rate for in-bond workers was approximately two dollars an hour; after the 
devaluation it was ninety cents an hour. In spite of four wage hikes since 
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the · ·1982 devalution, minimum wages have remained far below the country's 
infl.ation rate. In 1983, Mexico's National Consumer Price Indicator rose by 
80.8 percent, while the average minimum wage increased only 41.6 percent. 140 

~ince 1981, overall wages, salaries and fringe benefits pai~ in dollars have 
declined· 36.4%. In effect, total cost to foreign companies operating in 
Mexico has dropped considerably. Mexico's current policy of allowing the peso 
to devalue at a rate of thirteen centavos a day indicates its intent to 
prevent the peso from becoming overvalued. This is an inducement for foreign 
companies to set up plants. This policy is what distinguishes the effects of 
unequa.l inflation rates in the in-bond industry today from that of previous 
periods of high inflation. 

The impact of the latest U~S. economic swings on the in-bond program is 
different from previous U.S. economic fluctuations on the industry. In the 

' future, fluctuations in in-bond operations will be less elastic to the swings 
in the U.S. business cycle. One indicator which suggests this is the milder 
response of .the industry during the 1980-82 recession as compared to the plant 
closings and employee layoffs in the 1973-75 recession. 

. Another indicator is the increase in the number of capital-intensive 
plants in Mexico. It is less likely that such plants will close during 
difficult economic times than more labor-intensive operations, as the setting 
up of such cites requires larger infusions of time and money. 

4.17 Analysis of Benefits to the U.S. and Mexico 

Benefits to the United States 

U.S. companies benefit from the BIP because it provides them with a 
relatively close supply of cheap labor for their labor intensive operations. 
Following the heavy peso devaluations, the wage differential between U.S. and 
Mexican labor has made this and other attractions of the industry became even 

. mo.re a pp ea 1 i ng. 

Regarding wages, company· savings in 1968 per employee were $3,000 per 
year: 141 The American Chamber of Commerce of Mexico currently estimates 
savings per employee to be between $13,000 and $15,000 yearly. 142 If this 
trend continues, ·the average annual savings per employee may reach $20,000 by 
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1985. 143 In a comment on the increasingly competitive wage position for 
maquiladoras, Rex Maingot, Assistant Managing Director for the Omega In
dustrial Group of Ciudad Juarez, stated that "the industry's potential for job 
creation will increase enormously as more companies become aware of sig
nificant cost reductions to be achieved by participating in this production 
sharing program. 11144 

Such exorbitant savings for U.S. businesses on labor costs demand closer 
examination of how wage rates are determined and what benefits labor costs 
include. In-bond plants in Mexico are required to pay their employees minimum 
wages set by the Mexican federal government. These rates are adjusted 
periodically to reflect variations in living costs throughout the country. 145 

Since 1982, with Mexico's high inflation rates, these adjustments have been 
made twice a year. Tables 1 and 2, included in the Appendix of this chapter, 
give a breakdown on employee costs and a list of current minimum wage rates 
for selected cities. Currently, the highest minimum wage paid is 680 pesos 
per day which translates to .95 cents per hour. This figure includes fringe 
benefits. 146 

Employers often explain lower wages as being an expression of lower 
expectation of employees' abilities. In the case of in-bond workers, this 
does not apply. Many U.S. managers of Mexican in-bond plants regard the 
productivity of Mexican workers as excellent. Managers of sewing operations 
report the productivity of Mexican seamstresses ranges from equal that of 
those in the United States to 30 percent higher. Among electronic ) firms, 
labor productivity for relatively simple, repetitive operations ranges from 10 
to 25 percent higher than for U.S. workers. 147 

Lower costs for other industrial inputs including electricity, water, and 
gas provide another benefit for American industry. According to John 
A. Sartori, President of Sarco International of Newport Beach, California, 
such inputs typically account for 30 to 50 percent of U.S. costs. For 
example, he cited Mexican electric rates, which range from 1.75 to 3.5 cents 
per kilowatt hour (KWH), versus U.S. rates of 5.0 to 9.0 cents per KWH. 148 

143 Christman, p. 7. 

144Jbid. 

14 5 Cent ra 1 Power and Light Company, "The South Texas-Mexico Twin Pl ant 
Program," (information booklet, Corpus Christi, Texas, February 1984), p. 6. 

146 Ibid., pp. 7-8. 

147 Christman, J., ed., "California Seminar Focuses on 'In-Bond' Advantages," 
Maquiladora Newsletter 10, no. 2 (February 1983): 8. 

148Jbid. 
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Benefits to Mexico 

In terms of in-bond industry advantages for Mexico, the sector provides 
the country with much needed foreign exchange. In 1982, the sector earned 1.1 
billion in foreign exchange earnings, second only to hydrocarbons. In 
November of 1983, a prediction for the year showed the sector earning 1.4 
billion. 149 

The provision of a significant number of jobs and training for Mexicans 
constitutes another important feature of the in-bond industry. Statistics 
reveal that the average monthly number of in-bond employees in Mexico 
increased by a percentage change of 42.9 percent between 1978 and April 
1983. 150 To better understand the significance of this percentage · change, 
total employment through March 1983 equaled 132,902, according to the 
Secretariat of Programming and Budget. Strictly observing the period of April 
through June 1983, employment grew by 11,000. 151 

Statistics on the number of jobs provided to Mexicans as a result of the 
in-bond sector show some positive aspects. Wage levels in the in-bond sector 
are slightly higher when compared to the minimum wage level in the country. 
While one would expect higher border wages, even in the interior assembly 
wages appear to be at least 10 percent above the . national rn1n1rnurn wage. 152 

While many in-bond plants would be willing to pay even higher wages, they have 
not as such action would create tension between the in-bond and other 
industries. 153 

Closely allied with the increase in the skills of the average worker, the 
transfer of technology is another benefit ·of the in-bond program. The 
transfer of technology through investment in advanced technological sectors is 
a priority of the 1983 Mexican Decree on the in-bond industry. A gradual rise 
in the technological sophistication of output is presently evident in the 
changes of the industry's product mix. Also, as wages have gone up along the 
border, several firms have begun unskilled operations in the interior, where 
wages are lower. These same firms have also upgraded more skilled assembly 

149 Turner, R., "Mexico Turns to Its In-Bond Industry as a Means of 
Gener at i n g Exchange , 11 Bu s i n es s Arner k'! 6 , no . 2 4 ( November 2 8 , 19 8 3 ) , p . 2 7 . 

150 Holden, p. 7. 

15111Appendix II; A Summary and Analysis, 11 p. 93. 

152Grunwald, J., "Restructuring Industry Offshore: The U.S.-MX Connection, 11 

Brookings Review 1, no. 3 (Spring 1983): 25. 

153 Ibid. 
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processes at the border. 154 

4.18 Implications for the Border Region 

Mexican Border Cities 

Approximately 85 percent of maquiladoras are located in border cities . 
Given that there is indeed an increase in overall in-bond activity, it is 
important to examine what the implications of this growth will be. 

Mexican border cities benefit most from the direct and indirect employ
ment the industry generates. Other benefits are gained from the local 
purchases by in-bond plants and indirect economic activity generated by the 
consumption expenditures of BIP workers. Growth of the program is expected to 
raise the levels of these benefits. 

A persistent criticism of the in-bond program has been that the bulk of 
the wage earnings of its workers are spent in the American border cities. 
This counters the original objective of the program, which is to contribute to 
the economic development of the Mexican border cities. Estimates of this 
leakage into neighboring U.S. border cities range from 40 to 70 percent. 155 

However, a recent study evaluating retail sales and employment effects of the 
in-bond program along the Texas/Mexico border suggest that such estimates are 
overstated. The report states that while sales are indeed influenced by the 
presence of maguiladoras along the border, they are not necessarily affected 
by BIP employee expenditures. Specifically, the author states: 

"Sales, like employment, are significantly affected by the maquila 
program. The econometric analysis, however, indicates that sales 
respond not to BIP employee expenditures in the U.S. but perhaps to 
activities which support the twin plants such as purchases of 
materials, transportation, and construction. 11156 

These results suggest that the level of retail sales attributed to 
in-bond earnings in Mexico border cities may have been understated, while 
being overstated for U.S. border cities. 

154 Ibid. 

155 Baerresen, "Mexico's Assembly Program: Implications for the United 
States, 11 Texa~ Business Review 1, no. 6 (November-December 1981): 254. 

156 Holden, p. 86. 
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Mexico's exchange rate since the 1982 devaluations has also favored 
retail sales in Mexico border cities over those in U.S. cities. If it is 
assumed in-bond earnings were spent largely on American goois on the U.S. 
side of the border prior to the devaluation, this spendin ~ would have 
certainly been reduced since the devaluation. This is because the effective 
buying power of the in-bond workers has dropped significantly with the 
devaluation. Minimum-wage employees of the in-bond plants who cannot meet 
their basic needs with their current earnings, certainly are unable to afford 
the higher-priced American goods. One study on the impact of the in-bond 
plants on Juarez verifies this perception by showing a decline in sales to BIP 
work~rs in El Paso after the 1982 devaluations . The report states that 
in-bond workers spent 10 percent of their wages in El Paso versus 30 percent 
in 1982. 157 

Mexican border cities should experience a higher level of economic 
activity with the increase in maguiladoras locating along the border provided 
there is minimal leakage of wage revenues to the U.S. border cities and that 
the peso remains sufficiently undervalued. 

Migration to the Border 

It is important to address the complaint that increased in-bond activity 
results in increased migration to Mexico's nothern border and, in turn, in an 
increase in illegal immigration to the United States. Such a process would 
dampen the prospects of the program contributing to the economic development 
of the border cities. 

Illegal immigration, however, has not been found to be encouraged 
significantly by the BIP program in the past. The rapid growth of Mexico's 
northern border area began before the creation of the BIP and will continue in 
spite of it. Studies indicate that no more than 5 percent of the migration to 
the northern border area can be attributed to the in-bond program. 158 For 
those looking to migrate to the United States. illegally, the program may 
serve as an alternative once they arrive at the border and thereby stem 
illegal immigration. 159 If the growth of the BIP was such that it resulted in 
significantly higher wages than those offered in Mexico's interior, then it 
would be more likely that the program would encourage such migration. As of 
yet, this has not been the case and it is unlikely that it will be. 

157Mexico Rep~rt 7, _no. 7 (July-August 1983): 7. 

15 8 Han sen, N. , . .T.h. .~L Borde_r_kQr1.Ql11Y_": __ _R~j.91JAL Oev~ l _opm~Dt j_n t_he S_oljthw:e. s_t, 
1981, p. 98. 

159 Gariby, p. 74. 
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U.S. Border Cities 

Although retail sales in U.S. border cities may not be directly enhanced 
by the growth of the in-bond program, chambers of commerce and '~evelopment 

foundations a 1 ong the border a re actively courting ~~-~1 .. l~.Q_~r.5~.?. to set up 
operation in their sister cities because of their employment potential and 
their likelihood of stimulating the creation of businesses that will service 
the industry. 

BIP employment on the U.S. side is much less than that on the Mexican 
side. Generally, it ranges from 5 to 10 percent of the total BIP employment 
in Mexico and is composed of administrative, warehousing, and light manufac
turing personnel. 

An assembly plant across the border usually has a complementary warehous
ing facility on the U.S. side of the border. It serves as a receiving and 
shipping site between the assembly and the manufacturing plant. Employment in 
these warehousing facilities is limited to low-skill occupations that pay a 
little over minimum wage. 160 

Most of the direct employment, however, is provided by the "twin plants" 
located in the U.S. border cities. These plants are typically light 
manufacturing operations which prepare materials and parts for further 
assembly in the Mexican plants. They usually require more skilled labor and 
pay higher wages that the warehouse operations. In a few cases, twin plants 
employ more workers than their complementary assembly plants across the 
border. 

In-bond plants are also being recruited because of the indirect employ
ment they create in the U.S. border cities through businesses that provide 
support services to the twin plants. These include transportation, customs 
brokerage, insurance, financial services, and construction. Although the 
employment and sales potential for Mexican border cities is greater than that 
of the American border cities, the growth of the industry should contribute to 
the economic development of all the border area. 

4 . 19 CONCLUSION 

Up to this point, the argument for a continued growth of the BIP has been 
based on economic grounds. Specifically, we have shown that the in-bond 
industry is a viable industry because it draws U.S. companies to Mexico, 
bringing in foreign exchange and jobs. This line of argument, however, fails 
to consider the nature of the jobs created. It ignores such issues as working 
conditions, training, and underemployment. Each of these points is a 
criticism of the in-bond program. 

1 6 0 Ibid. , p. 84. 
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Originally, it was hoped that the BIP would absorb the unemployed labor 
force along the border area created after the termination of the bracero 
program, and that it would contribute to the economic devE .lopmentor-the 
border cities as well as that of the country. There is littl1~ indication that 
these objectives have been met. Rather than providing jobs for the 
unemployed, the program has created a new labor force consisting of unskilled 
young women. Typically, over 60 percent of the in-bond workers are women, 
most of whom have entered the labor force for the first time. In constrast, 
most of the participants in the bracero program were men. 161 

The border cities in the past have benefited marginally from the presence 
of the in-bond plants in terms of their multiplier effects and spin-off 
activities. These benefits should increase with the growth of the industry. 
The program, however, has done little in the way of contributing to Mexico's 
overall economic development. As suggested earlier, the prospects for this 
occurring look more favorable now, but the industry's contribution to economic 
development is destined to be a slow process. 

Besides the complaints from organized labor that the in-bond program 
exports jobs to Mexico, U.S. concerns about the program revolve primarily 
around matters pertaining to adequate resources for operating maquilador~-~ in 
Mexico. Because the minimum wage rate has declined in real terms since the 
peso devaluat.ion, the incentive for people to work in !!!_~quila_dora _~ is that 
much less. Some argue that the present rate is not enough for a worker to 
meet her/his basic needs. As a result, in-bond plants have experienced high 
employee turnover and labor shortages. In some Mexican border cities, 
full-page help-wanted newspaper ads are common. Other concerns of American 
firms include shortages of skilled technical and management personnel, 
inadequate infrastructure, lack of quality data transmission lines, and 
increased demands from Mexico's organized labor groups. 162 

The prospects for the BIP industry's contributing to Mexico's short-term 
stabilization efforts are good. The series of 1982 peso devaluations have, in 
effect, lowered wages and made it considerably cheaper for American firms to 
operate assembly plants in Mexico. The in-bond program has become an 
important source of foreign exchange, and this should continue to grow as long 
as the country maintains a favorable exchange rate. However, if the value of 
the peso is allowed to become as severely overvalued as it was in 1981, then 
the smaller wage differential will discourage U.S. plants from operating 
maquiladoras. 

For Mexico's l-0ng-term economic development, it is not cle~r that the 
recent rise in maquiladoras will translate into better employment oppor
tunities, an increase in the transfer of technology, increased domestic input 

161 Holden, p. 19. 

162 Christman, "California Seminar," p. 8. 
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into assembly plants, and improved working conditions. Indications are that a 
trend toward the BIP's contributing more to the country's economic development 
exists. This is reflected in larger, more stable in-bond plants and changes 
in restrictions that facilitate further intergration of the industry into the 
Mexican economy. However, the contributions the BIP makes to Mexico's 
economic development efforts are expected to be slow in coming. 

4.20 U.S. Policy Options for the In-Bond Industry 

The United States has the following policy options with regard to the 
in-bond industry: 

1. Maintain the status ~The United States should continue to extend 
sections 806~30 and 807.00 of the U.S. tariff schedule to the Mexican in-bond 
industry. To date, there have been no major disputes between Mexico and the 
United States with regard to the application of these sections. However, 
there is some disagreement about the effects of the in-bond industry on 
migration and displacement of U.S. jobs. 

2. Move toward free trade with Mexico by gradually expanding in-bond 
provisions to more technologically advanced industries. This option provides 
potential benefits to both Mexico and the United States. U.S. manufacturers 
would enjoy a decrease in labor factor production costs, while Mexico would 
profit from an increase in technology transfers. 

U.S. Trade Policy Options 

The United States has the following options with regard to its trade 
policy toward Mexico: 

1. Continue the Status Quo. This option would allow Mexico to continue 
its industrial development plans and protectionist policies. Given the 
current unemployment problem in the United States, it is likely that the 
number of petitions for countervailing duties against Mexico would increase. 
Mexican export goods eligible for Generalized System of Preferences (GSP) 
would still receive preferential treatment. 

2. Negotiate ~ bilateral agreement or agreements with Mexico. The Joint 
Commission on Commerce and Trade (JCCT) is currently discussing the pos
sibility of a bilateral subsidies agreement which would extend to Mexico the 
injury test in exchange for greater trade discipline on subsidies. Such an 
agreement would encourage Mexico to alter its subsidy practices. The 
establishment of one trade agreement may lay the groundwork for further 
negotiation in areas of tension. 

The United States could also negotiate bilateral arrangements with Mexico 
on a sectoral level. An example of a successful sectoral arrangement is the 
U.S . -Canadian Automotive Agreement. 
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Mexico has expressed 
its rejection of the GATT. 
gradually reduce barriers 
national planning. 

its preference for bilateral negotiations through 
A bilateral agreement(s) would allow Mexico to 

without sacrificing flexibility in the area of 

If the United States were to negotiate such an agreement(s) with Mexico, 
however, other LDCs are likely to expect similar arrange~ents. An offspring 
of this option is to include Mexico in the Caribbean Basin Initiative. This 
would not prevent criticism from other more advanced Latin American countries, 
such as Venezuela, but the United States might justify this arrangement as a 
move toward North American integration. 

3. Establish ~ free trade zone encompassing _the _c~j_Q__f}2 .2_~_ bott} .?_i_Q_e_.?_ of 
the U.S.-Mexican border. While the immediate establishment of free trade is 
i mp o s s i b 1 e , the current . 1 eve 1 of i n t e gr at i on a 1 ready ex i s ti n g on the 
U.S.-Mexican border should allow the establishment of a free trade zone in a 
relatively short period of time. Duty-free trade will encourage employment, 
productivity, and competition. This option is beneficial since it allows each 
country to retain its · trade and tariff policies toward other nations. 

In addition, this option is consistent with GATT. However, given 
Mexico's historical fear of U.S. domination, Mexicans are likely to suspect 
any movement toward int~gration as a veil for U.S. imperialistic encroach
ments on Mexico's sovereignty. 

4. ~ strict reciprocity to Mexico. The United States could 
retaliate against Mexico's protectionism by drastically reducing GSP and 
halting all discussion on a subsidies/countervailing duties bilateral agree
ment. This would almost certainly lead to retaliation. The United States 
would not benefit from the destabilizing effect this would have on Mexico. 

U.S. Finance Policy Options 

The United States has the following finance policy options with regard to 
its bilateral relationship with Mexico: 

1. Incorporate a private money-market fund into any bilateral finance 
agreement with Mexico. The establishment of sue~ fund--WoUld redress--the 
problem of capital flight from Mexico. Much of the capital fleeing Mexico is 
short-term in nature: sharp devaluations and temporary economic uncertainty 
are two principal reasons for thi .s capital flight. A large portion of this 
money will flow back naturally over time, given improving conditions. 

A private money-market fund, which would accept funds from Mexican 
nationals, would accelerate the return of capital to Mexico. Although the 
actual fund would be in the United States, the capital would be invested 
exclusively in Mexico and would therefore qualify as Mexican capital subject 
to the Foreign Investment Law. In order for this to qualify as a viable 
investment opportunity for Mexicans, their investment would be made exempt 
from both U.S. and Mexican taxation. In addition, the Mexican government 
would guarantee exchange convertibility of dividends earned by the fund. 
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2. Encourage the establishment of~ trade finance agreement between 
Mexico and creditor banks. The primary reason trade credits are hard to come 
~Ts that Mexico rescheduled its short-term debts along with it·, halance-of
payments loans. This leads to greater exposure by the banks, possibly 
resulting in greater loan portfolio risk. In answer to this greater risk, 
banks have requested special treatment in the area of trade finance lines. 

If both Mexico and the creditor banks could agree that all trade finance 
lines would not be rescheduled or given payment priority, bank regulators 
could justify giving the banks special treatment. This might break the 
self-reenforcing dilemma of contracting trade finance lines leading to a 
decrease in trade finance payments. 

3. Support steps by creditor banks to lower risks by reducing Mexico's 
interest payments. Many creditor banks are afraid that lending Mexico more 
money only increases the problem by increasing Mexico's debt and the bank's 
portfolio risk. Various banks have suggested that they would prefer reducing 
Mexico's interest payments rather than lending them more money. By ac
complishing this, the banks could limit their exposure risk, slow Mexico's 
growing debt, and keep money inside the country for additional trade. 

In order for this plan to be interesting to Mexico, part of the interest 
payments should be paid in fixed pesos. The remainder would be paid in hard 
currency based on a certain rate of interest, percentage of export earnings, 
or even a flat dollar amount. The final result would be to reduce debt 
service costs in dollars and initiate hard currency savings, which in turn 
could ma1ntain trade finance lines, increasing imports. This policy could 
also maintain a constant stream of interest payments preventing any breakdown 
in loan repayment. The United States cannot simultaneously limit and encourage 
Mexican exports. Thus, the U.S. policy responses to Mexico's exports are at 
odds. 

On the domestic side, U.S. policy options are constrained by the 
competing goals of interest groups; labor unions encourage the government to 
adopt stricter protective policies, while banking interests lobby for measures 
to help keep Mexico solvent. U.S. policy options are further constrained by 
the fact that it is unlikely that the Mexican government will abandon its 
manufacturing export promotion policies. 
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4.21 Appendix: Statistics on the Mexican Automobile Industry 

4.21.1 Automotive Share of Mexico's Total Output 

Automotive Percentage GDP 

Year 

1950 
1970 

mid-1970s 

Percentage 

0.3 
1.1 
1. 6 

Automotive Percentage GNP 

1979 4.6 

Source: Bank of Mexico Figures 

4.21.2 Automobile Production Levels in Mexico 

Year Units 

1950 21,575 
1960 49,807 
1978 384,127 
1981 597,000 
1982 450,614 
1984* 270,000 

*estimated. 

Source: Compiled from statistical bulletins of the Asociacion 
Mexicana de la Industria Automotriz (AMIA); and World Motor Vehicle 
Data 1979, Motor Vehicle Manufacturers Association (MVMA)-,-ando°fher 
sources. 
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4.21.3 Number of Firms in Mexican Automobile Industry 

Year Number of Firms 

1975 754 

Source: Bureau of Statistics Industrial Census, 1975. 

4.21.4 Labor Employed in Mexican Automobile Industry 

Year 

1975 
1976 
1979 

Number of Laborers 

61, 183 
90,000 

120,000 

Sources: Bureau of Statistics Industrial Census, 1975; and 
Jerry Brady, Mexican Industrial Development Plans: 
Implications for United States Polic~ (Ventana Associates, Inc. 
Apri 1 1981). 

4.21.5 Component and Parts Export Levels 

Year 

1970 
1977 
1978 

Dollars (millions) 

36.5 
151. 6 
342.5 

Source: American Chamber of Commerce in Mexico, Qua_rterly _Sconomic 
R·~or_~ (March 1978), p. #10. 

In 1978, auto parts and components became the leading maufactured 
export, surpassing mechanical and electro-mechanical machinery 
products. 
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4.21.6 Auto Industry Trade Deficit 

Year Percentage of Country's Total Deficit 

1978 
1979 

28.6 
30.3 

Source: Jerry Brady, Mexican Industrial Development Plans: 
Implications for United States Policy (Ventana Associates, Inc. 
April, 1981). 

4.22 Trends in U.S. Exports and Imports 

Iron and Steel Exports 
(millions of dollars) 

1975 
1976 
1977 
1978 
1979 
1980 

174 
168 
112 
224 
384 
743 

Autos and Parts Exports 
(millions of dollars) 

1975 
1976 
1977 
1978 
1979 
1980 

518 
465 
439 
695 
904 

1302 

Iron and Steel Imports 
(millions of dollars) 

1975 
1976 
1977 
1978 
1979 
1980 

25 
38 
69 
76 
72 
48 

Autos and Parts Imports 
(millions of dollars) 

1975 
1976 
1977 
1978 
1979 
1980 

74 
92 

135 
158 
180 
184 

Source: "North American Trade Agreements", pp. 66-69. 
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4.23 Mexican Steel Production and Consumption 1973-82 

Year Production Consumption 

*estimated 

1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982* 

Source: Comercio Exterior, August 1983. 

100 

(thousands of tons) 

4760 
5138 
5272 
5298 
5601 
6775 
7117 
7156 
7673 
7048 

. 5351 
6205 
6444 
5951 
7018 
8053 
9175 

11412 
12511 
8880 



TABLE 1 

MINIMUM WAGE RATES FOR DECEMBER 1983 IN PRINCIPAL MEXICAN CITIES -- --- --- ---- -- - - ------- -- - ···· - - -·-

City Minimum Pesos/Day U.S. Do 11 a rs 

Chihuahua 550 
Tijuana-Tecate-Mexicali 680 
Ciudad Juarez 680 
Nogales-Agua Prieta 680 
Reynosa-Nuevo Laredo . 680 
Matamoros 680 
He~mosillo 625 
Guadalajara 625 
Sa.l ti 11 o 550 
Torreon 550 
Merida 550 
Cd. Acuna-Piedras Negras 550 

*Calculated on 11 controlled 11 rate of 145.96 pesos to one U.S. dollar. 
Wages must be paid for a full seven days each week despite a six-day 
work week. 163 

163 Ibid., p. 7. 
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. 77* 

.95 

.95 

.95 

.95 

.95 

.70 

.lO 

. 77 

. 77 

.77 

. 77 



TARl_E 2 

LABOR COST PROJECTIONS FOR ZONE #17 
--·--·-·- ---- --------· - ---- --- _____ t 

~_D!DAD ACUNA-PIEDRAS-NIEGRAS, MEX~~ 
USING DECEMBER 1983 EFFECTIVE MINIMUM 

WAGE RATE OF$550.00 PESOS/DAY 

Direct Salary to Employee 

300 working days/year 
52 7th-day paid 
7 holidays paid 
6 vacation days paid* 

25 percent vacation premium 
15 days Christmas bonus 

Indirect Payments to the Government 

5 percent housing tax 
social security** 

Direct Tax Payments to the Government 

1 percent education taxes 
2 percent state payroll taxes 

Annual Total Per Employee 

Pesos 

$165,000.00 
28,600.00 
3,850.00 
3,300.00 

$200,750.00 

803.00 
8,250.00 

$209,803.00 

$ 10,490.15 
83 '921. 20 

$ 94,411.35 

$ 2,098.03 
4,196.06 

6,294.09 
$310' 508. 44 

*Days of vacation increase two days per year during the first four 
years of service. After the fourth year, the va~ation days increase two 

. days each five years. 

**Child Care Tax and grade risk of 40% used for Social Security 
Tax computation. 164 

164 lbid., p. 8. 
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5. SUMMARY 

This report has explored trade and finance considerations important to 
resolving the economic problems of LDCs. LDCs face numerous 1onflicts in 
pursuing economic stabilization and economic development simultaneously. The 
key is integrating trade and finance considerations into a coherent, com
prehensive strategy of economic recovery that balances stabilization and 
development. That is a difficult process that requires a clear understanding 
of options ,and associated trade-offs. 

While LDCs face the most difficult challenges, all actors have a stake in 
this process. There are three important policy settings in which the major 
actors formulate and implement policies: (1) international institutions; (2) 
bilateral relationships between DCs and LDCs; and 3) internal policymaking 
within LDCs. 

Nations have created international institutions to provide a forum for an 
exchange of views and coordination of policies between nations. They recognize 
that multilateral forums are necessary; i.nternal and bilateral decisionmaking 
cannot resolve all problems in an increasingly interdependent world. These 
institutions do not function on the basis of. continuous policy agreements 
between their member states; rather, they function within a framework of 
consensus over fundamental common interests and obligations which provide 
flexible guidel~nes for resolving disputes between members. 

Clearly, international institutions have not been able to successfully 
meet the challenges of the LDC debt crisis. This is due to a variety of 
factors, including their inability to adjust to changing power relationships 
in the world and their excessive emphasis on short-term stabilization 
(finance) considerations to the exclusion of economic development and trade 
considerations. However, international .institutions have the capability to 
meet those challenges of the debt crisis. They remain essential in setting 
guidelines that influence the policies of nations in bilateral and internal 
decisionmaking. Their current challenge is to revitalize themselves through 
reestablishing a workable basic consensus among their members. This consensus 
should reflect changed world conditions and a balance between stabilization 
and development, and between trade and finance. While institutional reform may 
be desirable, it is also extremely difficult. In the interim, international 
institutions should explore ways to better coordinate comprehensive strategies 
integrating these considerations. 

At the bilateral level, DCs and LDCs operate within different constraints 
in coordinating polici~s. OCs are obviously more powerful, and their interests 
usually carry more weight (this is also true in international institutions) 
than those of LDCs. Whether this is good or bad depends on the judgment of the 
reader. In any case, developed countries exercise disproportionate influence 
upon the policies of LDCs. This power can be used to coerce LDCs into 
accepting policies reflecting only the interests of DCs, or to encourage them 
to pursue balanced policies of stabilization and development that reflect the 
interests of LDCs (particularly their domestic concerns) as well as DCs. OCs 
should choose the latter course . Of course, trade-offs are unavoidable, and 
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policies are rarely perfectly 11 balanced 11
; in difficult circumstances, DCs 

should show understanding of the difficult choices facing LDCs. Balanced 
policies will require sacrifices from DCs and LDCs. 

Internally, both DCs and LDCs must better coordinate policies between the 
various governmental actors responsible for various parts of the comprehensive 
strategy. For example, the United States needs to better coordinate policies 
of such agencies as the Department of Commerce, Department of Treasury, and 

·Department of Transportation. LDCs also bear a great responsibility to manage 
their financial resources efficiently and to target those resources wisely. 
LDCs must not only control public sector spending, but also allocate resources 
in a way that combines innovation and expansion in promising industries with 
balanced development of all important sectors of the economy. LDCs must take 
into account political and social constraints in formulating policies, but 
also be willing to face difficult adjustments that may be unpopular. The key 
is to spread sacrifices as evenly as possible among all socioeconomic classes 
within society, so that all must sacrifice and no one suffers while some 
prosper. 

These are challenging tasks. DCs and LDCs must take responsibility for 
initiating this closer coordination of policies internationally, bilaterally, 
and internally, and for increasing policy coordination between these three 
levels. This section explores these levels in more detail and discusses issues 
policymakers should consider in selecting policy options. 

5.1 International Institutions 

The world economy is changing: it is becoming more interdependent but 
less coordinated. International organizations such as the World Bank and GATT 
have not been successful in effectively resolving the global problems arising 
from greater interdependence. Consequently, nations have relied on their own 
institutions and bilateral agreements to protect their interests. This has 

· made international institutions less able to monitor and to manage global 
trade and finance problems. If international institutions are the best forum 
in which to resolve global conflicts and ensure long-term economic develop
ment, then international institutions must be changed in at least three ways. 

First, each institution's policies and practices must adequately and 
fairly reflect the interests of both developed and developing countries. 
Second, all institutions must balance a concern for maintaining a reasonably 
stable global exchange of capital as a commodity with the need to ensure that 
capital is always available for financing trade. The need to minimize 
nonmonetary trade barriers is implicit here. Third, in order to guarantee 
economic growth on a worldwide scale, one must first identify problems and 
alternatives. In the previous case study outlining the economic links between 
the United States and Mexico, several international trade and finance problems 
became apparent. 

Trade is a tool of growth; export surpluses are listed as a requirement 
for economic development. But it is not possible for every country to achieve 
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an export surplus. The recent world recession has increased protectionist 
pressures in DCs. LDCs have greatly reduced many of their imports in order to 
divert capital into debt service. What has been called a 1' :: ero sum game" 
(where one country's gain is another's loss) has actually become a ''negative 
sum game'' where more countries experience large trade deficits than surplus~s. 

GATT, considered by most developing countries as "a rich man's club," has 
become outdated. Member countries are turning to bilateral and multilateral 
negotiations to settle trade issues. The United Nations Conference on Trade 
and Development (UNCTAD), "the poor man's club", receives its main support 
from LDCs. Neither GATT nor UNCTAD is representative of both developed and 
developing countries. Rather than cooperating, the two bodies often compete. 
Certainly, renewed international communication is needed to address the 
problem of shrinking world markets. The task is impossible without the 
cooperation of both developed and developing countries. 

I 

For these world trade markets to develop, LDCs must continue to grow. 
GATT members should consider immediate or at least gradual trade liberaliza
tion policies, especially for developing countries. UNCTAD should work with 
GATT members on an international . scale to determine mutually agreeable trade 
arrangements. · More emphasis is needed on special trade financing arrangements 
from the EXIM Bank and other sources of capital. The interdependence of trade 
and finance calls for increased communication and cooperation between such 
international institutions as GATT and the IMF. 

Finance, both public and private, has become an overriding concern in the 
world economy today. Capital is often an oppressive necessity rather than a 
catalyst for growth and progress. The inherent difficulties and faults of the 
IMS are evident in the recent debt cr1s1s. The existing forum for exchanging 
dialogue on international finance issues is more developed and representative 
than that for trade. Even so, little progress has been made in dealing with 
LDC debt. Creating an international agency to serve as a secondary debt 
market and a long-term lending role for the IMF would be positive changes. 
Others include the creation of regional councils to assist in managing cash 
flows and coordinating international loans with debt payment schedules. 

5.2 The Outlook for Mexico 

Prospects for the Mexican Economy 

When the Mexican government adopted a development strategy based on 
foreign loans and oil export revenues, Mexico linked its economic prosperity 
to the health of the world economy. From the late 1970s on, Mexico's ability 
to service its foreign debt .depended on a trade surplus and world interest 
rates, while its oil revenues depended on world oil supply and demand. World 
economic cycles now have an even greater impact on Mexico's economy than in 
the past. 

easy 
During 1978-81 there was a favorable international economic 
credit and of strong oil demand from developed countries. 
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Mexico experienced unprecedented growth: 8 percent per year from 1979 to 
1981. However, in 1980-82, a severe world recession had a crippling effect on 
the Mexican economy. Mexico's Gross Domestic Product did not grow in 1982 and 
declined by 5 percent in 1983. The world recession, which stalled Mexican 
economic growth, put Mexico's development plans in a double bind: export 
revenues decreased while its financial obligations increased. 

The current recession has almost bankrupted Mexico. The next cycle of 
severe contraction in the world economy or a further decline in Mexico's 
domestic economy might bring this about. This is true for several reasons. 
First, the IMF's stabilization program for Mexico has seriously curtailed the 
country's potential for long-term development. Mexico's letter of intent to 
the IMF requires its government to reduce its public sector deficit, increase 
taxes, reduce or eliminate the balance-of-payments deficit, stabilize the 
exchange rate, and curb inflation. In short, the IMF Stabilization Plan 
requires negative growth. Mexico has substantially restricted the type and 
the amount of its imports. It has stressed imports that generate foreign 
currency, often at the expense of imports necessary for domestic economic 
growth. This could seriously hinder future development in Mexico. The 
cutbacks mandated for public spending will also adversely affect the oil 
industry, undermining the industry most important to Mexico's economic 
development. 

Second, increased borrowing from the IMF and commercial banks further 
constrains Mexico's economic development. Mexico has increased its long-term 
debt at higher interest rates to pay short-term debt obligations. The 
increased debt is nonproductive because its value cannot be invested in 
economic activities that aid long-term development. Mexico cannot always 
continue to meet its present obligations by mortgaging its future. 

Third, the Mexican economy can expect little to no economic growth during 
the current upturn in the world economy. The austerity plan calls for 
continued cuts in public spending through 1985. Because the IMF wants to 
stabilize the international monetary system, it is only indirectly concerned 
with economic growth and long-term development in individual countries. 
Moreover, economic recovery is not occurring worldwide; rather, it proceeds 
selectively in certain individual countries (mainly in the United States) and 
economic sectors. The U.S. recovery does provide a favorable export market 
which Mexico needs to service its debt. However, the lingering effects of the 
last U.S. recession have hurt U.S. trade with Mexico. 

The increasingly important role of the public sector in trade and finance 
decisions has led to changes in how such decisions are made. First, the 
increasing tendency of the central banks in DCs and the international banking 
institutions to cover private sector financial risks associated with loans 
means that private lenders restrict the type of loans they make to LDCs. They 
will not make loans to countries or for areas of economic activity where 
central and international banks do not cover the risk. In the case of 
countries this means that loans are restricted ta those LDCs that have a 
special political or economic inte~est linked to a specific DC, as is the case 
with the U.S. and Mexico. Even when private lenders consider new loans into 
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"publicly protected" areas, they will not take the initiative. They will 
follow the lead of central and international banking institutions, but only if 
they can spread the risk. In practical terms this means that central banks 
cover most of the risk, and what risk is left over is spread ~~ross as many 
private sector banks and finance institutions as possible. All of this risk 
taking and risk sharing on the finance side reduces the money supply for 
finance and investment activity associated with trade and economic develop
ment. 

Finally, Mexico's current negative growth creates political problems. 
Declining living standard~ could increase pressures to spend more on domestic 
programs.. This would provide a temporary respite, but might also rekindle 
inflation. 

There are certain factors that could reverse these negative trends and 
help Mexico's economic development. The U.S. recovery must continue at least 
through 1985-86 for the Mexican economy to grow without severe inflation. A 
sustained economic recovery would allow Mexico to continue servicing its debt 
and would probably increase the real price of oil. Another crucial factor is 
the decline of real interest rates. This would greatly alleviate the pressure 
on Mexico's debt service. 

If the world economy stalls before then, Mexico's strained economy will 
be unable to cope with the economic dislocation. The next U.S. recession 
would contract the Mexican economy even more. Demand for Mexican exports, 
including oil, would decrease; commodity prices would decrease as a result. 
Imports would be more expensive as the terms of trade deteriorated. Interest 
rates would most likely rise. The developed countries would probably become 
more protectionist. 

Without a trade surplus and with little domestic capital, Mexico would 
face another liquidity crisis similar to the one in 1982. However, it would 
be more severe, because the short-term, high-interest loans from the previous 
crisis would be maturing. If this crisis occurred, either the Mexican 
government would need another multibillion dollar infusion of loans, which 
likely would carry even higher rates of interest, or Mexico would have to 
declare a debt moratorium or default. 

Unless the world economy can grow for more than two to three years, the 
prospects for Mexico's solvency are grim. Mexico desperately needs time to 
integrate its economic activity. This means selecting appropriate areas for 
growth and coordinating production in those areas toward specific goals such 
as employment, domesticv consumption, and debt service; it also means 
integrating these areas to increase its industrial competitiveness in global 
terms, and to balance its short- and long-term economic goals. To achieve 
this, Mexico needs capital inflows. However, Mexico's current economic 
situation and obligation under its IMF agreement require the opposite: net 
capital outflows over the long term. 
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Views of the Crisis 

There are a variety of policy forums that deal with the debt crisis. 
Some of the most important actions may occur in multil.ateral forums. During 
the debt cr1s1s the IMF, the Bank of International Settlements (BIS), and 
other international institutions have played out their traditional roles that 
emphasize short-term stabilization policies. It is also a fact that 
institutions on the finance side have overshadowed those on the trade side 
during this debt crisis. 

Another view is that now is the time to change the IMS because the debt 
crisis has revealed its inherent incapacity to deal with the tremendous 
interdependence between DCs and LDCs. The current global debt problem was 
largely caused by external economic shocks (i.e., the oil price shocks, global 
inflation, high interest rates, . and recession), which reveal the delicate 
interdependencies of contemporary international economics and the precarious 
economic status of LDCs. The assumption that the cr1s1s is one of insolvency 
implies a shift in the relative balance of powe~ from DCs to LDCs. The 
underlying vulnerability of LDC national economies must be addressed and 
changed, ~r another c~1s1s may occur as early as the end of this decade. 
Rescue packages from the industrialized world provide only temporary solutions 
for long-term problems in LDC economies. Stabilization without economic 
development is counterproductive. Expansion in global growth and trade cannot 
occur in isolation from the influence of LOCs, because the developed world is 
also dependent on the markets and resources of the underdeveloped world. 
Balanced, diversified development within LDC national economies and an overall 
increase in their standard of living are prerequisites for economic recovery 
in LDCs. 

One can also point out that the relevant actors have not adequately 
stressed the domestic political dimension of debt. "This dimension can delay 
debt talks, force concessions that bankers have been avoiding, or ultimately · 
snowball into debt moratoriums--any of which could cost banks dearly in 
profits and potentially undermine international financial stability. 11165 

According to William E. Simon of the Center for Strategic and International 
·studies at Georgetown University, "One of the most worrisome developments is 
·the changing attitude of debtor countries towards their debts. The involve
ment of such prestigious third parties as the IMF allowed debtors to cease 
viewing their debts as private contractual obligations and seeing them as 
something subject to politics and international diplomacy. The political 
dynamics opened opportunities for countries to turn their debts into wealth 
transfers. 11166 

· The politics of finance have become important for debtor nations. "With 
banks on one hand and potential revolutions on the other, 11 debtor governments 

165 Wall Street Journal. October 7, 1983, p. 1. 

166 National Journal, September 27, 1980. 
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face a no-win situation. 167 They must cope with increasing political opposi
tion that can claim the government 11 is throwing its own people out of work to 
pay back the U.S. banks. 11168 Antagonism toward the IMF and the United States 
cannot be underestimated as austerity measures take their toll o~ the poor. 
The potential for spontaneous uprisings exists, as evidenced by the food riots 
in vSao Paulo. 

Within the bounds of what is politically possible and economically sound, 
a series of short-term and long-term steps should be taken. In the short run, 
the United States should continue to expand its economy at a sustainable rate, 
maintain an open import market, and continue to finance exports. The Mexican 
government should stabilize its economy while taking into account domestic 
considerations. This could help the country regain the confidence of the 
international financial community, revitalize its export industry, and develop 
new external markets. It also should strive to avoid future crises by careful 
borrowing programs to meet temporary balance-of-payment needs, to assist in 
economically sound development projects, and to cover debt repayment. In the 
long term, during the post stabilization period, a new IMS may need to be 
constructed. It would have to take the political and economic changes of the 
past ten years into account. A discussion on free trade, economic development 
programs, and a new, more stable, exchange rate system will also be necessary. 

5.3 Implications for LDCs 

Other actors greatly influence LDC actions, especially the United States, 
other developed countries, foreign banks, and international -lending institu
tions. However, as noted earlier, trade organizations are important as well. 
Both LDCs and these actors have given finance considerations a high priority 
in resolving the immediate monetary crisis. Therefore, LDCs must work with 
international trade organizations and developed countries more closely to 
address trade aspects of the cr1s1s. This would help LDCs respond more 
effectively to direct U.S. influence (expressed in a bilateral relationship 
with the United States), and to indirect U.S. influence (expressed in U.S. 
actions within international institutions). 

LDCs cannot pursue all policy objectives simultaneously. However, both 
economic stabilization and economic development are too important to neglect. 
LDCs must formulate policies that strike a balance between them, realizing 
that trade-offs may be necessary to achieve that middle ground. For example, 
rather than pursuing a strategy of high economic growth and rapidly increasing 
government spending that entails higher inflation, LDCs should strive for 
policies that encourage moderate economic growth. The Mexican case shows the 
wisdom of turning from the former to the latter. However, as Mexico also 

167 lbid.,Au9ust 2~ 1980. 

168Wall Street JournalJ October 14, 1983, p. 28. 
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illustrates, LDCs should not pursue austerity to the extent that they cannot 
respond to an upswing in foreign demand for their export products. Oomes
tical ly., LDCs should strive for a balanced targeting of resources among 
different sectors in planning economic development strategies. 

In all this, flexibility is the key concept. In an era of rapidly 
fluctuating resources and circumstances, LDCs must pursue policies that allow 
them to modify their course if necessary, and to respond quickly to new 
challenges ~hat arise. Of course, LDCs find themselves in vastly different 
stages of economic development: extremely poor nations are at one end of the 
spectrum, and rapidly industrializing countries are at the other. Most LDCs 
are somewhere in between. In this sense, Mexico serves more as a comparison 
for other rapidly industrializing countries than for extremely poor nations, 
but the case study does have implications for all LDCs in some areas. 

Issues in Considering Options 

LOCs may want to study these issues further to help them attain policy 
flexibility and to resolve conflicts ar1s1ng from the trade-offs between 
economic stabilization and economic development: 

International Arena~-Trade: LDCs should seek to develop more diversified 
· exports and export markets. They should seek to develop industries that 
generate foreign exchange and reflect their comparative economic advantage(s) . 
Whether or not they belong to international trade codes/organizations, they 
should coordinate trade policies with international institutions. Trade-off: 
rapid expansion of the foreign trade sector could take the form of developing 
industries that shift resources away from internal development. 

International Arena--Finance: LDCs want to increase sources of capital, 
especially through concessional loans. They must target these funds to meet 
debt. service payments, yet they need them for internal development also. They 
should seek ways to make funds for development stretch further through 
increasing productivity. Trade-off: funds are necessary, but could increase 
LDC dependence on foreign capital and necessitate strict austerity measures. 

Domestic Arena--LDCs need to stimulate domestic demand for their products 
if they want to strengthen their industries; trade alone will not suffice. 
LDCs should find ways to develop internal markets for goods, especially 
through cooperative enterprises and developing infrastructure to process and 
market goods. Financing this deve 1 opment is a cha 11.enge .. LDCs need to raise 
capital without unduly increasing dependence on foreign capital sources. 
Government credit agencies should help, perhaps by ex.ploring ways to offer 
credit to small businesses and small farmers at lower interest rates than to 
large enterprises. To preserve the social consensus in society, sacrifices 
should be distributed as evenly as possible throughout the population~ not 
just among peasants and workers. In this context, international institutions 
and developed countries should show understanding for the political problems 
LDC governments face in resolving their economic problems. Trade-off: 
concentration on economic development shifts emphasis away from export 
industries that help generate much-needed foreign exchange. 
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5.4 Summary Conclusions 

All nation-states seek to achieve their goals of economic development. 
Trade, finance, and investment policies are the three basic components of 
economic activity. All individual countries manipulate these dynamic com
ponents to achieve, maintain, and increase their economic prosperity within 
the context of constraints imposed by the IMS. Of cdurse, the rules and 
institutions of the IMS were a creation of the broader international 
nation-state political system, particularly the developed countries. Although 
these rules and institutions have taken definite forms, they can be changed. 

Economic and political interdependence among nations has intensified 
greatly throughout this decade, yet the means for managing it have not. The 
post-World War II era has witnessed an unprecedented proliferation of 
nation-state as well as non-nation-state actors. While some of these 
non-nation-state (intergovernmental) actors exist expressly to facilitate 
global economic and political interactions, their authority and power are 
obviously limited by the sovereignty of national governments. Thus, a 
delicate balance must be struck between global cooperation and national 
sovereignty, and between national and international priorities and obliga
tions. This situation is further complicated by the inequality of resources 
and influence among countries. A clear example of this conflict is the 
competing priorities of trade liberalization and trade protectionism. 

In terms of the current debt 11 crisis, 11 the developed countries have 
emphasized the finance and stabilization side of the picture, while LDCs have 
stressed trade and more long-term developmental concerns. A corollary of the 
problem of national versus international interests theme is the trade-off 
between economic stabilization and economic development. Scarce internal and 
external sources of capital to invest in long-term development in LDCs have 
been diverted to finance their external debts to the DCs. Consequently, 
long-term economic growth has been sacrificed for short-term stabilization 
under .pressure from DCs, who persist in viewing the debt problem as one of 
liquidity rather than solvency. 
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