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Mexico Before 1982: The Political Economy
of Authoritarian Rule

?—nﬁno experienced major economic and political transformations
during the 19805 and 19905 that ushered in an open economy and
mﬁwnﬁonﬁ democracy. These transformations are not understandahle if
viewed outside of the broader context of Mexico's history. Thus, a
balanced assessment of both the importance and the limits of these
changes requires an understanding of Mexico’s political economy
before 1982

Twice in its history, Mexico was governed by authoritarian regimes
based on rent-seeking coalitions. The first was the dictatorship of
Porfirio Diaz (1876-1911, 4 period known as the Porfiriato); the sec-
ond was the party-hased authoritarian regime that took shape in the
aftermath of Mexico’s 1910-1920 revolution and held sway until the
election of Vicente Fox Quesada in 2000. These two regimes differed
greatly in their social bases, their degree of political institutional-
1zation, and their resilience in the face of pressures for change. Yet
these regimes also had some important things in common: They pro-
_..“_snum long periods of stable government, centralized political power
in ﬁ.rn presidency, and pursued protectionist economic policies. Both
regimes also produced a highly unequal distribution of the benefits of
nno.:..us:.n growth — a direct result of the fact that they allocated public
policies and property rights selectively, so as to benefit primarily the
core members of the coalitions that supported them.

Mexico from Independence to the Revolution of 1910

Enx_.no achieved independence from Spain in 1821 but independence
did not produce a stable political order. Political disagreements were
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often settled through violence. Indeed, in the 55 years from inde-
pendence to 1876, Mexico had seventy-five presidents. One military
strongman, Antonio Lopez de Santa Anna, occupied the presidential
palace on eleven different occasions. In the absence of a stable national
government, Mexico's border states could secede almost at will, Texas
seceded in 1836, and Yucatin left the Mexican federation in 1540,
only to rejoin later of its own volition. The weakness of the Mexican
state also made the country vulnerable to invasion — in 1846 by the
United States (which took approximartely half of Mexica’s territory
in the peace settlement) and then in 1862 by France (which ruled
Mexico through a puppet, the Austrian Archduke Maximilian) until
1867,

In 1876 General Porfirio Diaz, a hero of the resistance to the French
occupation, took power in a military coup d'état. Except for a brief
interregnum between 1880 and 1884 when Diaz temporarily ceded
formal authority to an ally, he retained the presidency unal 1911,
During his long reign, Diaz succeeded where his predecessors had
failed to create political stability. He did this by rigging elections,
repressing the opposition, and, most crucially, forging a coalition with
Mexica’s wealth holders by granting them special privileges that raised
their incentives to invest their capital.

During the Porfiriato the Mexican economy grew rapidly. When
DHaz came to power, Mexico had only five banks, a minuscule manu-
facturing sector, and a railroad system that consisted of some 400 miles
of track. The economy was heavily dominated by agriculture, which
used almost the same technologies it had employed since the sixteenth
century. By the time Diaz was forced into exile in 1911, Mexico had a
sizable banking system, a manufacturing secror that produced a broad
range of consumer and intermediate goods in large-scale factories,
and a 12,000-mile railroad system. Mexico had also become one of
the world’s leading metals producers, and it was CIMErging as a major
petroleum exporter.

Much of Mexico's economic transformation under Diaz was the
product of the special privileges granted to a coalition of large
landowners, powerful politicians, bankers, and industrialists. Eor
example, the industrialists who were close to Diaz not only received
protective import tariffs, but they were also sheleered from domes-
tic compention by regulatory and financial barriers to market entry.
Bankers were similarly protected: Restrictions on bank chartering
meant that there were rarely more than three banks competing in any
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market. Diaz also used his regulatory powers to transfer assets from
groups that were weak and unorganized to individuals and groups
who were politically well connected. This meant that large commer-
cial farms expanded dramatically during the Porfiriato, at the expense
of small farmers, who were made landless, Precisely because access to
political power was a crucial part of business survival in Porfirian Mex-
ico, influential politicians whose support was crucial to Diaz (including
state governors, who controlled sizable militias) were able to share in
the economic benefirs generated by Diaz's policies. State ZOVernors,
members of congress, and federal cabinet ministers frequently sar on
corporate boards and received stock and director’s fees from the firms
whose iterests they protected.!

The Revolution of 1910-1920

._.._..m Diaz regime sowed the seeds of its own collapse.” The same poli-
cies that encouraged the growth of large-scale commerrial agriculture
created a class of dispossessed small farmers who became radicalized
and clamored for the return of their lands. Similarly, the growth of
mmning, railroads, and manufacturing produced a ._.__.,“uwwu.:m class thar
began to organize and strike, The army and the rural police often
brutally repressed these strikes: however, this response only served to
fuel social and political discontent. Finally, the exclusive and selective
nature of the Porfirian alliance with private economic interess gave
Tise to opposition to the Diaz regime from members of the economic
elite who were outside the goverming coalition. Foremost anong these
were the merchanes, mine owners, and ranchers of Mexico's north-
ern border states, who resented the fact that political power {and its
attendant economic benefits) was concentrated in the hands of a small,
Mexico City—based elite.

This broadening opposition erystallized in the 1910 presidential
candidacy of Francisco . Madero, a scion of a wealthy northern

! Fora demiled analvsis of the Porfirimn Tegune, sce Haber, Roazo, and Muurer (20005 Faeo
{203): Maurer (20602} Haber (198%); Bearry {2001} Mirquez Colin (20023 and _.,.h...._E_.E
Crabwarriate {19940 .

* For discussions of the origing and course of the Mexican Wewalution, we Enighr (1966}
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family wich interests in ranching, mining, and manufacturing. When
Diaz claimed victory in an election tainted by intimidation and fraud,
Madero’s supporters took up arms. The forces loyal to Madero never
decisively defeated the federal army, but their successes on the bartle-
field convinced an elderly and demoralized Diaz to negotiate an exit.
In May 1911, he resigned as president and sailed to exile in France.
The departure of Porfirio Diaz opened a two-decade-long period
of military coups, rebellions, and civil war, Madero lasted anly a little
more than a year in power. His coalition dissolved as soon as the small
farmers who had supported him began to demand that he make good
on his promise to restore the lands taken from them during the Porfiri-
ato. He could not accomplish land reform, however, without igniting
resistance from the country’s landed clite. He therefore reneged on
his promise, which set off a series of armed revolts in various parts
of the country. Madero charged the army, led by the same generals
who had served Diaz, with putting down those movements — but they
turned on him instead, overthrowing and murdering Madero in 1913,
The leader of that counter-revolution, General Victoriano Huerta,
was then overthrown by the same broad coalition that had deposed
Diaz. In 1914, Huerta resigned the presidency and went into exile.
The torces aligned against Huerta were united only by their desire
to drive him from power, and they quickly split into two camps that
tought a vicious civil war lasting from 1914 to 1919, The “Constitu-
tionalist™ forces were led by Venustiano Carranza, a major landowner
and former Porfirian politician. Carranza espoused liberal democracy
but his military allies commanded troops who followed them pringi-
pally on the basis of patronage and personal loyalty. To the extent that
the Constitutionalists embraced any particular ideology, it was a com-
nutnient to nationalism — fueled by resentment over foreign investors’
control of Mexico’s mining and petroleum industries and three sepa-
rate US. mcursions into Mexican territory as the civil war raged.
The epposition to the Constitutionalists consisted of a loose com-
bination of small farmers, organized into the Liberating Army of the
South led by Emiliano Zapata, and miners. ranch workers, and villagers
organized into the Division of the North led by Francisco *Panche™
Villa. These movements did not share a common political or eco-
nomic agenda. The demand espoused by Zapata and his followers was
socially and politically potent, but highly local: the return of lands
taken from them by large landowners during the Porfiriato. Villa, in



contrast, allowed pragmatic military considerations to guide his views
on wssues such as agrarian reform, labor law, and the taxation of for-
eign mvestment. In point of fact, even though his rhetoric echoed
that of Zapata, he distributed almost no land.

Carranza’s armies eventually defeated Villa and Zapara but only
by forging alliances with groups that were committed to far-reaching
social reforms, particularly industrial workers and small farmers. Some
of the military commanders who fought under Carranza’s banner
embraced fairly progressive labor programs (including an 8-hour day
and a minimum wage) to build their own local political orgamza-
tions. Carranza even negotiated a pact with anarchist-inspired worker
organizations mobilized into “Red Battalions.” The Constitutional-
1sts made similar alliances with radical peasants. Indeed, Carranza per-
suaded some of the agrarian groups allied with Zapata to switch sides
by promsing them land.

Precisely because Carranza had to ally himself with a wide variety
of more radical groups, the 1916-1917 consututional convention pro-
duced a document that was tar more reformist than he initally envi-
sioned. For example, Article 27 of the Constitution of 1917 altered
land. water, and subsoil (mineral) property rights. Private ownership
of these assets was no longer a right; rather, it was a privilege that the
government could reallocate in the public interest. This declaration of
the public ownership of these natural resources became the basis for
an extensive agrarian reform and the nationalization of the petroleum
mdustry in 1938, Similarly, Article 123 greatly expanded govern-
mental oversight of worker-employer relations. Most fundamentally,
it guaranteed the rights to organize and serike, It also introduced an
S-hour workday and a 6-day workweek, regulated the employment of
women and children, established occupational health and safecy stan-
dards, increased job securiry, and mandated a legal minimum wage,
overtime pay, maternity leave, and profit sharing,”

Neither the signing of a new constitution nor the defeat and assassi-
nations of Zapata and Villa ended political violence. In 1920 Carranza,
who had served as president since 1917, was overthrown and assassi-
nated by a coalition headed by his leading military commander, Alvaro
Obregon. Obregén (who served as president from 1920 to 1924) and
his hand-picked successor, Plutarco Elias Calles (who served as presi-
dent from 1924 to 1928), faced major revolts led by their own generals
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and cabinet members in 1923, 1927, and 1929, Moreover, from 1926
to 1929 the Calles government fought a civil war against lay clements
of the Catholic church, the Cristeros, who sought to overthrow Calles
because of his attempt to implement anticlerical provisions of the 1917
Constitution.

To defeat these threars, Obregan and Calles recruited a diverse and
unlikely set of allies. First, they sought to rally to their side Mexico’s
principal business groups. Obregén and Calles were compelled w do
so because they needed a growing economy capable of generating
the tax revenues required to. among other things, pay the army. As a
consequence, they re-created the Porfirian system of special privileges
for select wealth holders. Porfirian-era industrialists dominated the
federal commission that determined import tariffs, and Porfirian-era
bankers wrote the new banking laws.* Obregén and Calles did not
undertake these initiatives simply to promote growth for growth’s sake.
Instead, they were trying to stay in power and to accomplish that goal
they made a series of deals with manufacturers and bankers. The result
was a system of selectively enforced property rights much like the one
that had been fashioned during the Diaz regime.

Second, Obregon and Calles needed to muster farmers and workers
into paramilitary units to face down rebellious army factions and the
Cristeros. They therefore made selective land distributions designed
to benefit the small farmers and their leaders who sided with the
government at crucial moments. They also forged an alliance with
the leading national labor organization, the Mexican Regional Labor
Confederation (CROM). Not only did the CROM offer the mass
political support needed to win elections but it also provided armed
units that could guard railways and other installations, thereby freeing
up regular troops to fight various rebel groups. In exchange, the
government sided with the CROM in its disputes with employers and
rival labor organizations. Cemenung this alliance was the appointment
of the CROM’s leader, Luis N. Morones, as Mimster of Industry,
Commerce, and Labor in 1924, The fact that Morones was the only
labor leader ever to hold this key cabinet position says much about the
CROM's political importance to the postrevolutionary regime.”

Third, Obregon and Calles gradually consolidated their control over
the armed forces by, among other measures, permitting military zone

+ Haber, Raza, apd Matrer (20023, Chaprers 4, 5.
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commanders to amass large landholdings for themselves.® Obregdn
and Calles also participated in this land grab. Obregon became A.w;.T
ulously wealthy by cornering the chickpea marker, Mexico's fastest
growing agricultural export to the United States, and Calles and his
family became major sugar growers and millers,

The Origins and Hegemony of Mexico's
“Official” Party

Obregon and Calles planned to continue governing Mexico even after
_n.oz._ had served their constitutionally mandared, single 4-vear terms
in om”m.nn. Calles therefore engineered the reelection of Obregén by
convincmg Congress to amend the constitution to allow presidents a
second, nonconsecutive term. He also lengthened the term in office to
6 years. Obregén then “won” the 1928 election by a landslide — the of-
ficial tally recorded not a single vote for the opposition. The plan fell
apart only when Obregén was assassinated by a Catholic militant shor-
tly after the election.

Calles responded in three ways to the political crisis resulting from
Obregon’s assassination, First, under pressure from the United States,
he made peace with the Cristeros by agreeing not to enforce the most
harshly anticlerical provisions of the Constitution. This shift in policy
not only contained the immediate threat posed by the Cristero rebels
but it also reduced the political risks arising from an army discontented
d,..,,._E.h fighting against the insurgency. Second, Calles avoided a costly
tactional struggle over the 1928 presidential succession by removing
himself as a potential candidate. Instead, he installed a series of pup-
pet presidents between 1928 and 1934 — an arrangement that allowed
him to maintain overall political control without violating the consti-
tutional prohibition against a president succeeding himself in office.
Third, in 1929 he formed the Revolutionary National Party (PMNR).
”_,Ew was not a political party in the usual sense of the word, For
instance, it did not run slates of candidares embracing any particular
party platform. Rather, it was a forum in which conflicts AMong gen-
erals, regional political bosses, and other powerful individuals could
be brokered without violence. Party leaders determined beforehand
what the electoral outcomes would be,

o iz oy
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The PNR largely succeeded in containing violent factional conflict,
but it was too narrowly based to incorporate the organized popular
movements that had emerged since 1910. In 1934, Calles selected
Lizaro Cardenas as president, expecting him to be yet another politi-
cal puppet. Cirdenas, however, outmaneuvered Calles and eventually
forced him into exile in the United States. He also transformed the
PNE. intoa mass party. The renamed Party of the Mexacan Revolution
(PR.M), founded in 1938, was composed of labor, peasant, :ﬂ__Dﬂ:Eﬂ.e
and military sectors, although the military sector was eliminated in
1940, In 1946 the party changed its name once again to become the
Institutional Revolutionary Party (PRI).

The Political Hegemony of the PRI

Uniil the 19905, the PRI held an effective monopoly on the exercise
of political power. Indeed, the line between the party and the govern-
ment blurred to the point that they were often viewed as one and the
same. Over time, the blending of the party and the government gave
rise to a cohesive political class that dominated Mexico's public life.
Unlike the situation that prevailed during the Porfiriato, members of
this political class were not drawn from the country’s business elite.
Instead, they tended to be urban middle class in origin, becoming part
of the political elite through kinship ties or shared educational and
occupational experiences.” Despite factional competition and con-
flicts over specific policy goals, this class was united for several decades
under a broad nationalist program. Tts members also largely agreed on
certain norms of political action and economic goals, including regular
rotation of personnel in elective and administrative offices and a siz-
able role for the public sector in the economy. The norm of rotation
in office (underpinned by constitutional prohibitions on reelecton
of the president and on consecutive reelection of federal and state
legislators, state governors, and mayors and municipal councillors)
helped stabilize the system because upwardly mobile politicians stood
a good chance of eventually occupying public office, with its attendant
opportunities for personal enrichment.”

7 Foran analysis of Mexsico's political ehre, see Camp (19800
B hliddlebrook {1986, Magalont (2006). O the importance of corruption i mainsaming
loyaloy oo the established political order, see Blum (3997} and Morris (1999
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Mexico never became 2 single-party state, as occurred in China and
the former Soviet Union. Opposition parties such as the center-right
Natonal Action Party (PAN) continued to exist, and sometnies :u__n.m
even succe eded in winning office ar the munici pal level and in state and
federal legislative elections. Nevertheless, by creating and sustaining a
large, cw:..am.n:nn:m coalition and by grouping diverse constitueticies
{excepting only the business class) in party-linked organizations, the
_w._.ﬂ_ held an unassailable position at the center of national political
life. It reinforced its claim to rule by embracing nationalist themes and
ﬁ&..&ﬁ." indeed, PRI leaders often argued that continued polinical sta-
r__ﬁ., .”.:ﬁ_ the eftfective defense of Mexica's sovereignty depended on its
retaining national polincal control.

. [t would be easy to argue that the PRI maintained its political dom-
mance because government officials authorized or tolerated fraudu-
lent electoral practices, and there is no doubt that they often did so
Indeed, there is abundant evidence that the party’s control of the n_mn..
EEH.QMEE was born in violence and fraud. In the 1940 presidential
election, for example, PRM activists (most of whom were mobilized
from its labor wing, the Confederation of Mexicin Workers CTM)
used deadly force to break up opposition rallies, acack the _.ndmm_.._:m_?
ters of the opposition candidate, and steal ballot boxes on election day;
actions that resulted in the death of thirty people in Mexico City m_.unn”
The final count gave an implausible 94.6 percent of the vote to the
“official” party’s candidate, General Manuel Avila Camacho.?

. The mﬂnn:ﬂn use of political violence was in fact a crucial element
i sustaining PRI rule. For example, the armed forces and the police
were used to repress strikes by railroad workers and miners, The regime
also deployed specially recruited thugs, as well as a special branch of
the police “for the prevention of delinquency,” against the leaders of
m.:nm:n organizations, members of leftist parties, and other dissidents
Pohtical protests in isolated rural areas often encountered _“_“::...:_md_w.“
harsh responses from both government security forces and the “white
m:m_ﬂ_..m: employed by landowners. Among the most spectacular (and
polincally consequential, in terms of its long-term impact) instances
of state repression, in October 1968 the government ordered troops
to fire on student demonstrators at Mexico City’s Tlatelolco Plaza
killing or wounding several hundred of them. (! h
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Yer the PRI did not just rely on the coercive power of the state.
It also developed a broad array of tools designed to win clections by
overwhelming margins, thereby signaling to political entreprencurs,
both within the party and without, that resistance to the party was
futile. They were better off staying inside the PRI than going ouwside
ofit."!

One of these tools was the ability to decide which opposition par-
ties could legally runagainst it. The 1946 electoral law supulated thar
political parties had to be legally registered, and it then created high
barriers to registration. Parties had to have at least 30,0000 members
nationwide, with membership dispersed in groups of at least 1,000
across at least rwo-thirds of Mexico's thirty-two federal ennties. These
requirements were enforced by an electoral commission whose mem-
bership was made of up the Secretary of the Interior, two other cabi-
net members appointed by the president, one senator and one federal
deputy (selected by their respective chambers, which the PRI donu-
nated), and two representatives of national parties (who were chosen
in commion by the existing political parties). In short, the PRI directly
controlled at least five of the seven seats on the electoral commission,
in effect allowing it to decide which opposinion parties were legal and
which were not.'”

The government also had tight control over the mass media. PRI
politicians could determine what information was publicly available,
how that information was framed, and thus the way in which the
populadon thought about issues and envisioned alternatives to the
policies and candidates on offer by the PRI For instance, until 1993
Mexico had only one private television network, Televisa, which was
allowed to mamntain a lucrative broadcasting monopoly 1 exchange
for reporting on PRI candidates in a favorable hight and either ignor-
ing the candidates of rival parges entirely or portraying them neg-
atively, Indeed, one of the founding partners of Televisa was none
other than former Mexican president Miguel Alemin (1946-1952),
who realized in the 19505 that ownership of the newly emerging
technology of television was going to be both economically lucra-

tive and politically crucial.' PRI politicians also controlled the con-
tent of newspapers by bribing reporters and editors. In addition, the
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government could cut off the supply of newsprint ta publications
that mﬂﬁa too far from the politically approved line, and it provided
newsprint to more compliant papers at subsidized prices. The gov-
ernment could do this because in 1935 it established a state-controlled
enterprise to distribute newsprint and then in 1938 expropriated the

- .w ¥ T
country's only newsprint factory, thus creating a state-run Newsprint
monopoly, '

The PRI as a Patronage Machine

The PRI's meE.S win elections by overwhelming margins also
depended on the distribution of patronage to three large groups: small

farmers, organized urban and industrial workers, and unionized public.

employees. This not only required the distribution of palpable, if
moE__wE.:mm maodest. benefits to rank-and-file members of these groups,
but it also involved giving peasant and labor leaders opportunities
for political and social mobility and personal enrichment. Parronage
resources were available to the ruling party because the state played
a strongly interventionist role — both directly (in the form of public-
sector firms) and indivectly {through the distribution of financial credit
and welfare benefits) — in economic and social affairs.

The system of patronage that linked millions of small farmers with
the PRI was rooted in the peculiar nature of Mexico’s agrarian reform,
Under pressure from agrarian radicals, Carranza had relented on Arti-
cle 27 of the Constitution of 1917, which created a legal basis for
a land reform. None of Mexico’s first postrevolutionary presidents,
however, actually followed through on this commitment. Carranza,
Obregon, and Calles collectively redistributed only approximately 4
percent of Mexico's agricultural land, and much of what they did
m.;s.m._uzam tell under the control of powerful revolutionary generals or
pohiticians — Obregén and Calles among them. In 1930, Calles, who
at .nrm time ruled through a puppet president, declared the agrarian
reform a failure and called for an end to land redistribution, '

This situation changed radically under the presidency of Lizaro
Cardenas (1934—1940), who sought to turn Calles's PNR. into a mass
party. Cirdenas redistributed 45.4 million acres — almost 10 percent of
Mexico’s total land area, benefiting some 723,000 families — during his

M Lawsan (20412}, mo 33,
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6-year term.'” The land reform did not end with Cardenas; successive
administrations distributed an additional 78.1 million acres between
1940) and 1970, making the Mexican agrarian reform one of the most
far-reaching in all Latin America."’

One significant feature of Mexico's land reform was that small
farmers did not receive individual title to the land. Instead, they were
typically granted use rights to a set of parcels within an gide, a col-
lective form of ownership. Neither the ejido as a corporate entity
nor ejidatarios as individuals could legally sell or rent their land. The
inalienability of ejidal land meant that the kind of land grab that had
taken place during the Porfiriato could not be repeated. This char-
acteristic of the reform increased social stability in the countryside;
postrevolutionary Mexica was not subject to the extremely violenrand
widespread conflicts over land that characterized other Latin Ameri-
can countries (such as El Salvador or Colombia) during the twentieth
century.

The inalienability of ¢jidal land also meant, however, that neither
the ejido as a corporate entity nor ejidatarios as individuals could easily
obtain financing from private credit markets because their land could
not serve as collateral. Ejidatarios were, therefore, almost completely
dependent on government development banks to finance the purchase
of seeds, tools, and fertlizer.' Ejidos as corporate entities also had to
rely on the government to finance large-scale infrastructure improve-
ments, such as irrigation works and roads. Moreover, the property
rights of the ejido were subject to discretionary government action:
The government could expand the gjido by seizing and distributing
additional private lands, or it could reallocate ejido lands for other
projects that were deemed socially valuable — such as allowing former
president Miguel Alemin {then serving as the minister of tourisim) and
his associates to convert the ejidos in and around Acapuleo into private
property, so they could construct swank hotels designed to attract the
newly emerging jet set of the 1950s and 1960s,"

" Mackinkay (1991), Appendix 1.
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. The ejido was an amazingly nefficient way to grow food. Pre-
cisely because ejidos were not private property, efficient ejidatarios
n_.u_.__a_ not expand their operations by purchasing neighboring parcels.
They were also unable to put up their land as collateral to borrow from
contmercial banks to mvest in land improvements, equipment, or seeds
that _..a___uc_a taise their productivity. At the same time, inefficient eji-
n_pm.,:.Em ,n_s:__,_ not leave the land without losimg therr principal asset.
Private farmers, for their part, often hesitated to make further invest-
ments because they feared expropriation of their property™ They
also labored under a set of government price controls for agricul-
tural products that were designed to appeal to urban constituents. !
Thus, although agricultural productivity in Mexico doubled berween
1948 and 1970, the rate of growth was much slower than in the rest of
._L:._: America. After 1970, Mexico's agricultural productivity stopped
improving altogether, the gap between Mexico and the rest of the
hemisphere ballooned, and Mexico became a net importer of grain and
other agricultural staples. By 1980 agricultural productivity in Mexico
was less than half that of Chile, Colombia, or Venezuela, and less than
a quarter of that of Argentina.™

Mexico’s postrevolutionary agrarian instifutions produced, then, a
cruel paradox. The PRI maintained that the agrarian reform was the
institutionalization of the 1910-1920 revolution, one of whose prin-
cipal goals was to free Mexico's peasantry from poverty. Indeed, the
_:ﬁ even appropriated the images of agrarian revolutionaries such as
Emiliane Zapata and Pancho Villa, turning them into cultural icons
through the party’s influence over the mass media and control of the
.mﬁ_:__..u:ozt system. The truth of the matter was, however, quite dif-
ZEE...H; the hirst place, Zapata and Villa had nothing te do with
n_,#u origins of the PRI In point of fact, the victors of the revolution,
mxm:..a.:um and Obregon, had orchestrated their assassinations (Zapata
in 1919 and Villa in 1923). Second. the very same patronage institu-
tions that allowed the PRI to maintain political control in rural areas
meant that agricaltural productivity, and hence agricultural incomes,
temained low. The vast majoriry of Mexican farmers —which is to say
the vast majority of the Mexican population — were stunningly ﬁ__...n.m.
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The ejido was, nevertheless, a very efficient way to mobilize votes
for the PRI All of the benefits that the government could bestow on
an ¢jido — credit for its members, expansion of its boundaries, market-
ing of its output, irrigation systems and other infrastructure projects,
schools, and access to public health facilities — could be withdrawn
if ejidatarios failed to vote for the ruling party. This implicit threat,
we emphasize, was not some distant theoretical abstraction. The local
political bosses who typically dominated ejidal organizations made sure
that ejidatarios voted the “right™ way. These organizations, in turn,
were members of the National Peasants’ Confederation (CNC), which
itself was a formal part of the PRI

Controlling elections in cities was equally crucial — and much more
difficult than in the countryside. Because urban society was maore
socially heterogeneous and mobile, voters could not be as easily mani-
pulated by local political bosses. Morcover, urban demonstrations or
uprisings could not be easily isolated and repressed, as was the case
in rural areas. The PRI therefore needed to secure the loyalty of
organized urban groups that would not only vote for the party in
Jarge numbers but that could also be maobilized for rallies and demon-
strations, thereby signaling to the rest of the urban population that
protest agamst PRI rule was futile. Two such constituencies that
were already organized and whose interests could be linked with
those of the PRI were public employees and industrial workers. In
return for their loyalty to the PRI, successive adnunistrations granted

these two groups a host of benefits not available to other members of
society.

Among the politically most important such armngements were
those protecting the position of both union leaders and rank-and-
file members. From the 1930s onward, an array of legal, financial, and
political subsidies bolstered the position of labor leaders who were
linked to the “official” party.® For instance, the so-called separation
exclusion clauses authorized by the 1931 federal labor law and gen-
erally mcluded in collective work agreements required an employer
to dismiss any worker who lost her or his union membiership. Thus,
if incumbent union leaders successfully manipulated internal union
procedures to deprive political rivals of their union membership, the
challengers lost their jobs. In addition, the leaders of “ofticial” labor

2 piddlebrook (1995), pp 95105,
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The ejido was an amazingly inefficient way to grow food, Pre-
cisely becanse ejidos were not private property, efficient ejidatarios
could not expand their operations by purchasing neighboring parcels.
They were also unable to put up therr land as collateral to borrow from
commercial banks to invest in land improvements, equipment, or seeds
that would raise their productivity. At the same tine, inefficient eji-
datarios could not leave the land without losing their principal asset.
Private farmers, for their part, often hesitated to make further invest-
ments because they feared expropriation of their property. They
also labored under a set of government price controls for agricul-
tural products that were designed to appeal to urban consumuents.?!
Thus, although agricultural productivity in Mexico doubled between
1948 and 1970, the rate of growth was much slower than in the rest of
Latin America. After 1970, Mexico's agricultural productivity stopped
improving altogether, the gap between Mexico and the rest of the
henusphere ballooned, and Mexico became a net importer of gramn and
other agricultural staples. By 1980 agricultural productivity in Mexico
was less than half that of Chile, Colombia, or Venezuela, and less than
a quarter of that of Argentina, ™
Mexico's postrevolutionary agrarian institutions produced, then, a
cruel paradox. The PRI maintained that the agrarian reform was the
institutionalization of the 1910-1920 revolution, one of whose prin-
cipal goals was to free Mexico’s peasantry from poverty. Indeed, the
PRI even appropriated the images of agrarian revolutionaries such as
Emiliane Zapata and Pancho Villa, turning them into culoural icons
through the party's influence over the mass media and control of the
educational system. The truth of the matter was, however, quite dif-
ferent..In the first place, Zapata and Villa had nothing to do with
the origins of the PRI. In point of fact, the victors of the revolution,
Carranza and Obregon, had orchestrated their assassinations (Zapata
in 1919 and Villa in 1923). Second, the very same patronage mnstitu-
tions that allowed the PRI to maintain political contral in rural areas
meant that agricultural productivity, and hence agricultural incomes,
remained low. The vast majority of Mexican farmers — which is to say
the vast majority of the Mexican population — were stunningly poor.

=

Yates (1981), p. 175
Bazdresch and Levy (1991, PP 231-2.
Thorp (1998, Appendix Figure [V3 and Appendix Table 1V, pp. 3270

-

e
L

Mexico Before 1952

The ejido was, nevertheless, a very efficient way to mobilize votes
for the PRI. All of the benefits that the government could bestow on
an ejido — credit for its members, expansion of E boundaries, uE...rE-
ing of its outpur, irrigation systems and other infrastructure projects,
schools, and access to public health facilities — could be Ey_qrmmmiz
if ejidatarios failed to vote for the ruling party. This EE:D.H threat,
we emphasize, was not some distant theoretical w_rﬁ.qunﬂo:, The local
political bosses who typically dominated ejdal OrganIZations E.&E sure
that ejidatarios voted the “right”™ way. These orgamzations, m turn,
were members of the National Peasants' Confederation (CNC), which
itself was a formal part of the PRL

Controlling elections in cities was equally ¢rucial = and much more
difficult than in the countryside. Because urban society was more
socially heterogeneous and mobile, vorers could not be as Ez.&%. mani-
ﬁ:_ﬁmw by local political bosses. Moreover, urban demonstrations or
uprisings could not be easily iselated and repressed, as was the case
in rural areas. The PRI therefore needed to secure the loyalty _.um
organized urban groups that would not q..:.,:, vorte Fﬁ. the party in
large numbers but that could also be mohilized for rallies and demon-
strations, thereby signaling to the rest of the urban mu__u..ﬁ:_uno: that
protest against PRI rule was futile. Two such constituencies _&E
were already orgamzed and whose interests could be linked with
those of the PRI were public employees and industrial workers. In
retirn for their loyalty to the PRI, successive admimstrations maznwal
these two groups a host of benefits not available to other members of
soCety.

Among the politically most important such arrangements were
those protecting the position of both union leaders and E;._Tu:m-
file members. From the 1930s onward, an array of legal, financial, and
political subsidies bolstered the position of labor leaders who were
linked to the “official” party.™ For instance, the so~called separation
exclusion clauses authorized by the 1931 federal labor law and gen-
erally included in collective work agreements required an F..EH.,_E,..,H
to dismiss any worker whe lost her or his union membership. ._._._.=..r
if incumbent union leaders successfully manipulated internal union
procedures to deprive political rivals of their union __umz_rnw_ﬂfﬁ, the
challengers lost their jobs. In addition, the leaders of “official” labor

3 Middlebrook {1995}, pp. 95-105.
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owmuu.u_nuno:m benefited from direce government financial support
forceful intervention by state authorities to defend them against ME._H
ous challenges from rank-and-file union members or opposition labor
or political groups, and preferential access to elective office (via candi-
&_..ww,w allocared by the PRI} and government administrative positions.
mw. tostering their dependence on government support, these inst-
tutional arrangements created a cohort of entrenched regime loyalists
amang the labor leadership, equivalent to the local political bosses who
often dominated ¢jido organizations. In exchange for their security
n office, “official” labor leaders maintained industrial-relations peace
reliably delivered union members” votes ta the PRI, and provided Em
government ...5_5 invaluable support in the management of periodic
““.MM_,HHH_M_ crises by accepting wage increases well below the rate of
The Iinking of organized labor to the PRI through a formally con-
MJEE.& labor wing of the party, the CTM, and constitutional and legal
provisions favorable to labor produced benefits for rank-and-file work-
ers. Foremost amony these was job security. Workers holding perma-
nent positions were entitled to a constitutionally mandated separation
E.“_w_:__.:.n.__,_ consisting of 3 months’ salary plus 20 days of pay per vear of
sertority, in addition to other benefits that might be provided by a par-
ticular company’s labor contract {including, for example, provisions in
some worker—employer contracts that gave preference in hiring to the
children of current employees). This economic disincentive, combined
Emmr workers' capacity to-resist unjust dismissal either through their
union or through petitions filed with government conciliation and
arbitration boards, made it difficult for firms to fire unionized employ-
ees. Ar the same time, high levels of trade protection helped secure
many workers’ jobs by shielding their employers from foreign compe-
tition. In industries covered by so-called contract_laws ::m?&:m the
textile, sugar, and rubber industries), the federal labor code safeguarded
employment by establishing industry-wide wage scales and work rules
thereby setting essentially the same labor costs tor all enterprises Em_....
lated by them. These industry-wide agreements thus protected incum-
bent firms — and their emplovees — from competition either from new
entrants or from each other, thereby significantly reducing the like-

_.__Mcon_ that a company would fuil and that workers would lose their
jobs.

M Borix (1988); Middlebeook (1995}, pp. 28801,
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Unionized public emplovees and urban and industrial workers —a
category that, even at the height of organized labor’s power in Mexico,
never represented more than one-sixth of the country’s economically
active population™ —also won preferential access to social welfare pro-
grams that were not available to the rest of society, meluding retirement
pensions and government-subsidized health care. Workers in the for-
mal sector, where the unionized population was concentrated, were
covered by the Mexican Social Security Institute (IMSS). At its found-
mg in 1943, the IMSS provided benefits for only 355,000 employees,
By 1950, the government had expanded its coverage to 1.1 million
workers, but this still amounted to only 16 percent of the country’s
labor force. ™ Tn 1960, the government further extended social insur-
ance coverage to all government employees. Their benefits (provided
through the Social Security Insntute for State Workers, ISS55TE)
not only included pension plans and general health insurance, bur
also access to specialized hospitals and subsidized government-owned
supermiarkets.

PRI administrations also established housing programs to benefit
their unionized constittencies. In 1972, the government created the
Mational Worker Housing Institute (INFONAVIT). a federal agency
that collected from private emplovers a levy equal to 5 percent of their
wage bill and used those revenues to construct subsidized housing,
Although this program was formally aimed at all urban formal-sector
workers, in practice most of its benefits were caprured by the CTM, the
country s most polincally influential labor orgamization and the PRI’
official labor affiliate.”” Indeed, some analysts believe that the govern-
ment established INFONAVIT to reward the CTM for its support
during the polincal erisis provoked by massive student demonstrations
(and the government's harshly repressive response) in 1968, CTM
leaders derived mulople benefits from the program: They purchased
land and sold it to INFONAVIT at inflated prices; they often owned
or received kickbacks from the construction companies responsible for
building housing; and they selectively distributed completed housing

units to loyal supporters to strengthen their political position,™

T Midelebrook (1995), P T4

" IMEGH (20000, mhle 4.3 See alio Spalding (1580

T Ty 1980, the tederal government financed four-fifths of all formal-sector howsing constroc-
e i Mexica, mostly throogh [NFOMAVIT. INEGE (20600, mble 3.3,

* Seary (1986), p. B8,

* Middlebrook (19933, p 296,

B Bd

s

s



36 Mexico Since 1980

Deespire the gradual expansion over time of programs such as the
:.__.__Hmw_._ the majority of the Mexican population — including small farm-
ers, EHEEZE, day laborers, and urban service-sector workers — was
outside the system of social insurance. As late as 1980, only 44 _.uE._..nE
of the population lived in a family covered by any social insurance pro-

gram, and only 22 percent of this group (10 percent of the total popu-

lation) enjoyed coverage under the more expansive programs available
to public employees. ™ .

Readers may wonder why the government did not provide uni-
versal aceess to social msurance, In particular, they may wonder why
successive administrations did so little for rural Mexicans. whe con-
sttuted the vast majority of the population and who .n“inn to be
n_.uﬂwqm.n_..__. poor. The short answer is that they were not under strong
political pressures to do so; the PRI could {and did) maintain political
n..u._nﬁd_ i the countryside by among other means, using its meager
ejidal creditand marketing programs as a form of ﬁhazuwﬁ By a sim-
ilar logic, the government allocated social insurance —.__..uwﬂ::w to the
best-off urban and industrial workers because they were the organized
groups most capable of collective action to support (or threaten) the
regime.

This s not to say that the government did nothing for the general
wnﬂ:_mﬁ_o:. There were some types of social welfare programs, such
mw. noculation campaigns, whose benefits could not be &Hnﬁnﬁ_*ﬁ:?
*,um.p:,_,« to the PRI's core constituents: government agencies either
moculated everybody or they inoculated no one. Tn the 1940s and
19505, for example, the government responded to infectious disease
outbreaks by initiating a series of inoculation campaigns against _..:_un.n-
_.,.EEF polia, diphtheria, and smallpox, and it also made substantial
strides against malaria.® These campaigns produced concrete results
In _m__u_ L 47 percent of all deaths were due to infectious diseases m:.nr
H...mn._m:mwr_u:_” by 1980, only 14 percent of deaths were caused by these
diseases.™ Life expectancy at birth rose from 39 vears in 1940 to m.&
years in 1960, and to 67 years in 19803 Infant mortality dropped
trom uﬁﬁﬂiﬁﬁu? 200 per 1,000 individuals in the 19205 to 130 in
._@mﬂ. 90 in 1960, and slightly more than 50 by 1980, Despite these
improvements, however, Mexico's public health achievements did =h:

i ’ - ; ;
> M.w._ﬁ:r__s._ from data in INEGH (2000), tables 4.3 and 4.8
- Perez Astorga (1988) P 31 de b Riva Bodr ¥
i ; e 3 ez (1963}, pp. 22
= INEGH (20014, p. 158, e e
M Orfired Lati i

stored Latin American Economic | stiry Database
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compare particularly well with those of other major Latin American
countries that neither experienced a “social” revolution nor had a gov-
ernment that professed to embody a revolution. In 1980, for instance,
life expectancy at birth was lower in Mexico than in other Latin
American countries with a roughly similar per capita gross domestic
product (GDP), such as Chile, Costa Rica, and Venezuela. The data

on infant mortality and deaths from infectious disease show similar

pa tterns. ™ :

The Paradox of Low Taxation

A longer answer to the question posed previously is that even if the
Mexican government had wanted to provide the entire population
with social insurance, it lacked the fiscal capacity to do so. Until 1976,
federal government revenues always represented less than 10 percent
of the GDP. and until 1979 they were always less than 15 percent of
the GDP. They finally topped 15 percent in the early 1980s, when
revenues from oil exports skyrocketed.

Just how low Mexico's ratio of government revenues to GDP was
can be seen in Figure 2t1, which compares Mexican government rev-
enues as a percentage of GDP to averages for the rest of Lanin America
and for the other member states of the Organisation for Economic Co-
operation and Development (OECD).™ From 1956 to 1982, Mexico’s
ratio of government revenues to GIDP was less than half that of the
OECD average.™ One might argue that this comparison is unfair
because most OECD members are wealthy countries that can afford

¥ Orfoed Ladin American Economsic History Darabase
# The data only inchide revenues collected by the central government. We therefore donot

include in this comparison countrics in which there 3 substnnal revenne collection at the
state or provincial level. Hence, we drop the United Stites from caleulations for the OECD
comnitries, a5 well o Argentina and Bragil among the Lannm American countries. Their
defetion does not. however, affect the resule Central overnment tax colflection m the
Ulnited States and Braml exceeded that of Mexico, whereas that of Argenting was comparable
to- Mexico. Data for the OECTH countries are from the Laterpatonal Moneary Funid,
Internatienal Frnansm)] Statistics Dagabase (2006); dam for Mexico are fromn the Crxcfiord Latin
Amencan Econemic History database (hrtps/ faxdad qeboxacuk fsearch php)

¥ Mewico seceded o the OECD in May 1994, In 2007 the other OECD member stares
were Australid, Austria, Belgom, Canada, Czech Republic, Demmark, Finland, France,
Germany, Greeee, Hungary, leeland, Ireland, Ttaly, Japan, Luxembourg, Metherlands, New
Zeaband, Motway, Poland, Portugal, Republic of Korea, Slovak Republic, Span, Sweden,
Swirzertland, Turkey, Unieed Kingdom, and the Limited Stases,
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to invest in the administrative capacity to collect taxes. The problem
with this argument is twofold. First, Mexico had a much lower ratio of

government revenues to GDP than other OECD countries at the same

per capita income level as Mexico; on average, Mexican revenues were
only 61 percent of those of Greece and 56 percent of those of Portugal
Second, Mexico's ratio of government revenues to GDP was a:__mf?.\__
percent of that of the rest of Latin America. In point of fact, between
._ 950 and 1982 the Mexican government collected revenues at approx-
_m:mnm_q_ the same rario to GDP as the region's poorest countries, such as
Guaremala and Honduras. , ;
Dﬂcnw:.nﬁ:n revenues m Mexico were low mainly because capital
was, in effect, not taxed. Property taxes were set at such low levels as
to be virtually nonexistent, and taxes on financial wealth were ﬂ..E-
.Hmﬂ_._..._o.,_,.., It was easy for sole proprieterships, partnerships, and .noT
porations to evade taxation by exaggerating their expenses and shifting
costs among different segments of their business so as to reduce the
profits they reported. In principle, the government could have taxed
wmﬁ:n_ when corporate profits were distributed to shareholders as div-
idends. As a practical matter, however, there was no way ﬂ_u do so
because Mexico lacked a centralized registration of stock or F._Q..E
ownership; dividends were simply “paid to the bearer” of stock or
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bond certificates. In a similar vemn, almost no one repotted income
earned from property rental. In short, the vast majority of nonwage
income (stock dividends, rental payments, and interest) was free from
tixation.

The government was well aware of these characteristics of its tax sys-
tem, A report prepared in 1961 by a distinguished group ot economsts,
convened by the government to advise it on how to increase revenues,
noted them, and commission members recommended that the gov-
ernment create a stock and bond registry so that it could tax corporate
dividends and interest payments to individuals. They also advised the
government to require banks and bond-issuing entities to withhold
tax on interest they paid to individuals. Finally, they urged the gov-
ernment to close a particularly egregious loophole in the tax code:
Wealthy individuals were allowed to fragment their total income into
separate categories, which had lower tax rates than that which would
have applied to their aggregate income.

Their recommendations were, however, ignored in the tax legis-
lation subsequently adopted in 1964. Indeed, the Secretary of the
Treasury went so far as to state publicly that taxes on the wealthy
could not be increased without the acquiescence of those affected. In
1972 the government resurrected the same set of proposals to increase
taxes on the wealthy, but they were again scuttled after a series of pri-
vate consultations between the Secretary of the Treasury and leading
industrialists.” Some of these initiatives, particularly the propesal to
abolish anenymity in stockholding, were finally mcluded n the fed-
eral tax code in 1985. Even then, the Mexican government continued
to rely overwhelmingly on regressive taxes on salaried income and
consumption (excise and value-added taxes).

Why would a “revolutionary” government that professed to repre-
sent the interests of peasants and workers leave capital untaxeds We
would suggest that the answer lies in the lack of a credible commit-
mient by PRI-led governments toward the property rights of Mexico's
business class. The business class could not defend itself through the
country’s political institutions; the PRI conmrolled elections, Congress,
and the courts. The business class was also unable to defend itelt by
shaping the views of the general population abour the role of private
enterprise; the PRI controlled the educational system and the mass

3 fuguicrds (1995), pp 6981 Sauch (991}, pp. 338, J68; Elizanda (2000}, pp. 116-17,
131-8
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media. The only weapon the business class had e 1ts disposal was the
threat of capital flight or an investment boycott, This created, how-
ever, a problem for PRI-led administrations: The lack of a credible
commtment toward private property meant that the government had
to coax the business class into deploying its capital. One way to do
this, which we will discuss later, was to lirmit compention. ,_in other
way to do it was intentionally to limit the taxation of capital.

Just because capital faced low rates of taxation did ot mean, how-
myer, that Mexican firms were lightly taxed. Taxes came in the form of

rents” distributed to politicians, labor leaders. and the rank and file of
.Ur..ﬁ. unions. They included higher prices for intermediate and cap-
ital me.cmw (caused by the tariffs that protected mput-producing firms
md_z. toreign and domestic competition), the coscs of dealing with nr___u
::EH_& import-permit process, the distribution of board seats and
__u.n_.__E sinecures to politicians or their family members. the need to
mamtun unproductive employees on the payroll, and, of course, an
endless .m_i:.m of bribes, large and small, paid to political ._Enquu&:,qwmm
and Various government regulators, nspectors, and tax collectors,

, Unlike tax payments, however, Mexico's unofficial rent payments
LE not generate public goods.*® When firms Py [ANeS Lo governments
mmaost OECD countries, the taxes raise their cm_ﬁmiam costs bur those
taxes are then spent on public goods. The benefits to private enter-
prises from public goods are obvious in the cases of spending on phys-
ical infrastructure {roads and bridges), law enforcement, public health
and education. Less obviously, but not less importantly, much wo..&wzl,
ment spending removes the burden of health care and .h.._..u:m__a: benefits
from individual firms and spreads them across the entire society. High
levels of public goods explain in part why many OECD economies
have been capable of achieving robust rates of economic growth
despite high levels of taxation.

.E_E rents that Mexican firms paid to private parties did produce
one mmportant benefit for them: 1 modicum of profection against
ﬁ__um possibility of expropriation or other arbitrary government actions
The political leaders who ultimately benefited from these E.‘.__ﬂﬁmm.
w.,.__..,m a stake 1 protecting the firms that paid them, This was signif-
icant because Mexico's business class did in face have reason to fear
expropriation. The assets of private bankers had, for example, been

3 . o i
_.H_.L—“u_:. grramds are goods and services whose benefis are accessible o payvers and nonpayers
alike, They :.ﬂzn..:v. mclude such things as government-provided poblic healeh and sducaton
programs. gatomal and domestic security, and a clean CONTRAnITLENE

i )
Lindert (34,
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expropriated by Carranza in 1916 to obtan the resources needed

to defeat Villa and Zapata.™ Industrialists had been threatened wath

expropriation when they tried to currail operations during the Great
Depression of the 1930s. The Cirdenas administration had seized
foreign-owned petroleum companies in 1938, and in that same year
the government expropriated the country’s largest paper mill so thar
it could fully control access to newsprint.!' Commercial farmers, of
course, had been subject to expropriation ever since the revolunion,
and they had seen many of their best lands taken over during the
Cardenas presidency. g

How were private enterprises expected to generate sufficient profits
to pay rents to political elites and remain in business? The government
needed to find ways to raise rates of return high enough w com-
pensate investors for the rent payments that they had to make. e
did so in part by allowing private investors to write the regulations
governing their own activities, by providing favored firms with sub-
sidized production inputs, by crafting regulatory barriers to market
entry that helped maintain oligopolies and monepolies, and by pro-
tecting domestic producers from foreign imports via tariffs and import
permits,

These steps allowed the government to forge an alliance of conve-
nience with Mexico’s business class. This relationship often experi-
enced sigmficant tensions.*? Nevertheless, this alliance — sardonically
referred to by contemporaries as “the alliance for profits™ {a play-
on-words on John E Kennedy's Alliance for Progress) — was not a
theoretical abstraction. Mexico's business interests, although excluded
from a formal role in the PRI, were closely hnked to the state through
a series of compulsory business associations and exercised considerable
influence on public policies.™ :

M Maber, Razo, and Maorer (2003, Chaprer 4

AT Habser, Rz, sned Mavrer (2003}, Chaprer 5.

A2 Vermon (153}

M Thete organizations included the Mexican Emplovers’ Confederanon [COPARMEX), the
Confederation of Mational Chambers of Commerce (COMNOAMNACOY, the MNanonal Con-
federanon of Chambers of Industry (CONCAMING, and fe Nanonal Chamber of Munu-
facourers (CAMNACINTRA),

The 1936 Law aon Chambersof Tndustry and of Commerce siriblished the mdin inso-
rutponal contest for baaness political action, Unel ts eeform i 1996, 6 seeved a8 one af the
pillars of Mexco's system of interest representation and viderpinned mulnple agreements
amonyg government, labor, and the privare secror See, among other sources, Yaldes Umide
(19494 and Luma (2004). The panoply of major business organizanons includid groups naog
directly licensed by the stare, such as the aghly: mfuental Povaee Sector Coordinating
Conncl {CCE) and the Mextcan Council of Businessimen (CMHMN].



42 Mexico Since 1980

.ﬂrwmm. very same steps, however, created a roadblock to long-run
economic development: Low tax revenues guaranteed that public edu-
cation would be underfunded relative to the levels of other countries,
As late as 1980, education spending amounted to only 2.9 percent of
Mexico’s GDP well below the levels found in Brazil, Chile, Costa
_Enu, and Venezuela. Low spending yielded low results. In 1940, for
mstance, 54 percent of Mexico’s adult population was illiterate — a fig-
ure little different from Brazil or Venezuela (56 and 58 percent, respec-
tively) and far lower than that of Chile, Colombia, or Costa Rica,
countries that had not had “social” revolutions. One 1977 study con-
claded that two of every three adults in Mexico were either illiterate
or very pootly educated. Fewer than 20 percent of preschool children
mﬂ_nun_ma kindergarten, and only 42 percent of all children completed
primary school within 6 years.* As late as 1980, the Mexican govern-
ment officially classified 18 percent of the adult population as illiterate,
a proportion higher than every major Latin American country except
Brazil ¥

H__.ﬁ steps that the government took to raise rates of return for indus-
trialists constituted an implicit tax on consumers, small businesses, and
the millions of small farmers who populated Mexico’s nozH:nfﬂmmn_ﬁ.
Trade protection and oligopolies raised the prices these groups paid for
manufactured products. The government tried to compensate urban
workers for these higher costs by controlling the price of basic food-
stuffs, but that only exacerbated the situation because those price
controls were an additional implicit tax levied on farmers. The net
result, then, was that the ultimate losers in Mexica's political econ-
omy were the same ejidatarios whom the PRI glorified in official party
1conography, .

The Politics of Trade Protection

PRI administrations built on a long-standing tradition of protective
tariffs that went back to the 1890s, but they refined rrade protection
E, ﬂncm..nnn.,ﬂmr.. embracing a system of import permits that excluded
r_uwm_m: goods at any price. Until 1947, Mexico had protected domes-
tic industry with a cascading tariff structure — that is, the tariff on

”__..* Prrawcta (1988}, p. B Pescador Osuns (1U88), p. 156,
" Oxford Latin American Evanomic History Database (heip:/ foxdad.geh,ox.ac uk /)
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consumer goods was much higher than on imported raw materials
and on imported machinery. The 1947 wariff act raised import tariffs
slightly, pushing the rate on consumer goods to 50 percent, while
keeping rates on raw materials and machinery at 5 percent and 10-15
percent, respectively.*

The permit system introduced in 1947 did more than limit the
quantity of imported goods; it helped restrict domestic competition as
well, In so doing, it made the government’s commitment to job secu-
rity for unionized industrial workers even more credible. Businesses
could not apply for a permit until the imported goods had already
arrived in customs. During the weeks that it took to process the per-
mit, the importer had to bear an inventory cost equal to § to 10 per-
cent of the value of the goods, in addition to paying the posted duties.
Most crucially, the application could be turned down by Ministry of
Industry and Commerce officials, who operated with tremendous dis-
cretion. The result was that unless a firm was polincally connected at
the outset, it was unlikely even to begin the process. Access to import
permits therefore served as a barrier to market entry, limiting comp-
etition. "’

Mexico's import permit system created incentives for the govern-
ment continually to expand the range of goods subject to quantitative
restrictions. When it was created in 1947, the system only applied t
“luxury goods.” Within a year, however, manufacturers of other con-
sumer products began to pressure the government to expand the range
of restricted goods. and the government granted those requests. As
those consumer goods industries expanded, they imported ever-larger
quantities of foreign-made intermediate inputs (products that become
part of the final product in the manufacruring process, such as the steel
used to make an automobile) and capital goods (the machinery and
tools used to manufacture a product, such as the stamping machines
used to fashion automaobile body parts). As imports of those mputs
soared, the balance of trade (the difference between the monetary
value of exports and imports) went into deficit.*”

The balance-of-trade problem could have been solved by increasing
exports, but protectionism had a number of perverse consequences
that frustrated attempts to promote export growth. First, Mexica’s

A6 Reynalds (1970), p 210
7 Weynolds (19740), pp. 221-2.
- Manne {1996,
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industrialists had few incentives to pursue export markets; they were
already earning enormous profits, It was not just thar they did not have
to compete with imported goods, Because Mexican midustry tended to
be highly oligopolistic, they did not have to compete very hard against
other domestic producers.®” In part, oligopohies were an outcome of
asmall domestic market thar could only support a limited number of
m:E that used mechanized production technologies. In some eco-
nomic activities, mdustry-wide labor contracts promoted oligopolies
_unr.;_,_...._... hew entrants could not out-compete mdustry incumbents on
the basis of Tower wages and more flexible work rules. The barriers
to entry created by the import permit systemn also encouraged mar-
ket concentration. Finally, differential access to tinance — particularly
the ability of existing firms to obtain financing from government-run
&Eun_aﬁ_nm:n banks — played a role in TesIricting new entry,

_ second, protectionism produced incentives for the wo._,._.._.::_q_: ko
Ihcrease export taxes, which put Mexican primary products at a com-
petitive disadvantage in world markets, The whole point of protec-
Homsm was to raisé the cost of imported goods to the poine that
the population chose not to purchase them. Once that happened,
tax revenues from nnport tariff collapsed, falling from 37 percent of
revenues m 1941 to 10 percent by 1975. As a consequence, the wov-
ernment needed to find an alternative source of tax revenues, As we
have already discussed, it chose not to increase taxes on income and
wealth. It therefore compensated for the decline in import taxes by
increasing taxes on exports, which doubled between 194() and 19610) 3"

-_..:EE.,_ exchange-rate policies designed to subsidize the importation
of capital goods for domestic industrialiscs placed exports ar a big
disadvantage. Between 1954 and 197 the average price of goods and
services sold in Mexico rose by a factor of 3:1, whereas _H.H.r_ﬂ._ﬂ i its
:E,_.M_q trading partner, the United States, increased by a factor of only
2:1.77 To keep exports competitive, economic policy makers would
HE.HE needed to devalue the peso. Instead, the .,.mcen::_.ﬁ_: maintaned
a fixed exchange rate vis-i-vis the US, dollar. The appreciation of
the peso vis-i-vis the dollar meant that the machinery, spare parts,
and intermediate inputs thar Mexican manufacturers imported from
abroad were very expensive i peso terms, It also meant, however,

'

Bulier-Thaomas (19947, P 283 Hermdndez Laps (1945), P 397
¥ Reynolds (1970), pp. 217-18. .
| Foeynolds (1097, polin 4.
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that Mexican exports were very expensive in dollar terms, thereby
reducing their competitiveness abroad.

Solving the balance-of-trade problem by increasing exports was
thus not easily accomplished. Exports fell without stop from the early
1950s, when they averaged 10 percent of the GDP to the early 1970
at which point the government abandoned its EXPOTT-PrOMmonon pro-
grams.*> By 1971, exports comprised less than 4 percent of the GDP
The only success that Mexico had in increasing exports occurred after
the mid-1970s, when it was able to take advantage of high interna-
tonal petroleum prices and new oil discoveries in the Gulf of Mexica.
Even that success, however, was a pyrrhic victory: Revenues produced
by the jump in petroleum exports were eaten up by the need to import
specialized drilling and pumping equipment to bring the oil to market.
The balance of trade remained in deficit.”

Mexico could have compensated for a trade account that was con-
tinually in deficit by running a positive balance on the capital account
(an account thar tracks the movement of funds for investment and loans
mto and out ofa country). That, however, would have required Mex-
ico to be open to foreign direct investment (FDI). As we shall discuss in
detail later, there were strong political pressures on the government to
do precisely the opposite. As a result, government restrictions severely
limited the ability of foreign firms to do business in Mexico.

Unable to increase exports, and unable to run a surplus on the cap-
ital account, the Mexican government chose to close the trade imbal-
ance by expanding the system of protection. If, as a consequence of

the growth of consumer goods industries, imports of intermediate and
capital goods were causing a trade imbalance, why not use the permit
system to encourage the growth of intermediate and capital goods
mdustries in Mexico? The proportion of imports covered by the per-
mit system grew from 28 percent in 1956 to 65 percent in 1965, and
to 74 percent in 1974.% The expanded permit system was remark-
ably effective at reducing imports of intermediate and capital goods,
whether measured as a percentage of all imports, of GDPE or of total
manufacturing production before the late 1970s oil boom. Imports

3 The in-bond manufactus i (pmaguilidond) program estabiished along te Menco—4ULS, bor-
der i 1965 was che exception. S Bulmer-Thomas (19%4), p 328,

% These are the authors’ calculaticms hased on data presented in Cardenas (20009, tibles A4
anal A-8-1 Mexico began to expand its petroleum production m 1973 but 10 was sill 1 net
importer of ol unsal 1977, See ibid, P o324,

* Ten Kare et al. (1979), p. 94; Cardenas (H000), p. 187,
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E, intermediate goods as a proportion of total Mexican production of
mnnmqim&m.n goods dropped trom 24.5 percent in 1950 to 17.3 percent
in 1960 and 10.6 percent in 1969, Imports of capital goods as a share

of domestic capital goods production fell from 55.1 percent in 1950
to 44.3 percent in 1960 and 29.3 percent in 19693

Foreign Direct Investment and “Mexicanization®

The response of foreign firms to Mexico's restrictive trade policies
was to seek the benefits of protection for themselves by establishing
local production facilities. This shift began in the 1920s with the
arrival in Mexico of the Ford Motor Company, Palmolive, and several
other multinational corporations (MNCs). By the 19505 the process
was in full swing. Virtually all of the growth in US. EDI in Mexico
between 1950 and 1959 occurred in the manufacturing sector, so that
by 1959 some 47 percent of all U.S. direct investment in Mexico was in
manufacturing. As aresult, in 1959 ULS. investors held claims on 8 per-
cent of total Mexican manutacturing mvesoment, ™"

Multinational enterprises were not constituents of the PRI, but the
domestically owned manufacturing firms that competed agmnst them
were. Thus, it was not long before the national private sector brought
to bear political pressures to regulate and limit FDI, These pressures
grew significantly during the 1960s as MINCs began to take over exist-
ing Mexican firms as one of their principal strategies for expansion.”’
The face that demands to regulate foreign investment were completely
consistent with the PRI’s self-portrayal as a revolutionary party that
safeguarded Mexican sovereignty made the ZOVErNment's moves to
protect domestic capitalists politically compelling,

As early as 1944, the administration of President Manuel Avila
Camacho (1940-1946) adopted a law requiring that all companies
operating in Mexico be majority owned by Mexicans. The law was
never fully enforced, but it constituted a lever that the government
could use whenever it sought to extract concessions from foreign firms
Operating in “strategic” industries.™ For example, in 1958 President
Adolfo Lopez Mateos (1958-1964) declared that the production of

Graham (19872}, pp. 23, 25,
LT .

" Famalds (19700, pp. 1901,
M Whiring (1992, Chapter 4.
* Evans and Gereffi (1982), po 143
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basic petrochemicals was strategic and compelled foreign producers to
sell their operations to the state-owned Mexican Petroleum Company
(PEMEX). The following vear, Lopez Mateos decreed that the max-
imum level of foreign participation in the production of secondary
petrochemicals (products derived from basic petrochemicals or man-
ufactured from crude petroleum and natural gas) should not exceed
40 H._nz..n:ﬁ.mc

The campaign to “Mexicanize”™ the economy expanded mn the
1960s and 19705, In 1961 the government decreed that foreign miming
companies had to sell majority stakes to Mexican investors.”” In 1962
Lopez Mateos moved to limit foreign ownership in the automobile
parts industry to 4 pereent.”! In 1966 President Gustavo Diaz Ordaz
(1964—1970) ordered that the banking industry had to be domestically
owned. In 1967, he limited foreign ownership in the sulfur mdustry
to 34 percent, Three years later, Diaz Ordaz declared his intention to
Mexicanize the steel, cement, glass, fertilizer, paper, and ahuninum
industries.**

In 1973, President Luis Echeverria (1970-1976) transtormed the ad
hoc nature of the Mexicanization campaign = in which foreign own-
ership limits were set on an industry-by-industry basis — into a blanket
policy. New foreign investments had to be 51 percent Mexican-owned
and under Mexican control unless there were already more restrictive
foreign-ownership limits established for that industry.™* A parallel mea-
sure restricted foreign firms’ use of patents and trademarks, Echeverria
also tried to promote Mexicanization by raising taxes on foreign enter-
prises, limiting tax deductions for the depreciation of physical assets
and advertising expenses while increasing the gross mercantile revenue
tax. As a result, by 1972 foreign companies faced tax obligations equal
to 46 percent of gross revenues.”

How much did these policies affect the growth of FDI 1in Mexico?
Foreign investors had a number of weapons that they could deploy
to protect themselves from Mexico’s new laws. Firms could mitigate
somewhat the effect of government tax ncreases by clanmng inflared
production costs and shifting expenses among different parts of their

' Bvans and Geretfi (1982), p 133
. Bernsein {14}

" Tzquierdo (1995 p 117

2 lzquierdo (1995), pp. 112, 119,
Evany o Geeeth (1082), p. 144; Whiting (1992}, Chapier 4,
H Bvans und Crerethy (1982, po 151
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business 50 23 to reduce the profits they reported. Limits on foreign
ownership could be avoided by recruiting “straw man” Mexican part-
ners, who nominally owned 51 percent of the stock but exercised
no actual managerial control. Alternatively, multinational enterprises
could create elaborate ownership arrangements involving E:_:_Hm
._.ho_..ﬁ.u.:m companies. Nevertheless, the evidence suggests that the ?rﬂ.-
wcanization drive took its toll on FDIL As Figure 2.2 shows, the n.m._.,m
of growth in the stock of FDI began a monotonic decline in the late
E__“.,wn_? By the mid-1970s, the rate of growth of FDI in the manufic-
turing sector had become negative. Foreigners had begun to liquidate
their investments in Mexican manufacturing. .

Politics and Banking

Eﬁ..?i governments also forged an alliance of convenience with
Mexico’s bankers. This alliance was always much more tenuous
than the one established with domestic manufacturers. The .J_E“EE..
between the government and manufacturers was bolstered by c?.u.
nized industrial workers, whose own interests helped n:.m._ﬂ w.“m
moﬂnwuuﬁ:n.w incentives with those of industrialists: If the mro_,ﬁd._u
ment withdrew trade protection and thereby undermined workers'
EH_EDE:E: security, the PRI would risk __u.”.,Em this crucial base .”___H.
political support. No such mechanism existed, however. to Eﬁmq in
the alliance between the government and private rm:_ﬂ_“ﬁ, When w:m
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government was desperate for funds, there was hitte to keep it from
preyimg upon the banking system. In fact, as we shall show, when
the government began to face serious budgetary constraints in the
mid-1970s, one of its first steps was to undermine the private banking
system.

The alliance between the government and bankers went back to
the mid-1920s. During the Mexican Revolution, various pohitical fac-
tions, including the victorious Constitutionalists, preyed on the banks
established during the Porfiriato to finance their nulitary campaigns —
so much so that by the time the armed phase of the revolution had
ended there was virtually no banking system to speak of. The lack of
a functioning financial system, however, threatened the survival of the
Obregdn and Calles admunistrations, which needed sources of rev-
enue beyond those they could obtain from taxaton. Moreover, other
important economic actors whose support was politically crucial to
Obregén and Calles, most particularly manufacturers, clamored for
the creation of a banking system that they could use to finance their
operations.”

The problem was that bankers did not view the government as a
credible partner. There was nothing to keep the government from
raiding bank assets again. Indeed, the bankers knew that the govern-
ment did not have to confiscate assets outright to expropriate them. It
had a number of tools available with which to accomplish a de facto
expropriation, including loan defaults, tax increases, inflationary mon-
etary policies coupled with interest rate ceilings, negative real {inflat-
ion-adjusted) interest rates on required reserves, and directed credit
programs that forced banks to lend to politically favored firms.

The government therefore had to work with the bankers to craft
a series of institutions designed to raise the rate of return on banking
high enough ro compensate them for the risk of expropriation. These
institutional arrangements were laid down in 1925 at a convention
that the government organized with the country's private bankers.
The banking law that emerged from this convention was essentially
written by the bankers themselves. Not surprisingly, the law they
created severely limited competition by keeping foreign banks out
of retail banking and by giving the MNational Banking Commission,
on which they had strong representation, the right to regulate the
number of charters granted to new banks. The law also created a

5 Haber, Wazo, and Mawrer (2003), Chaprer 4.
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sovernment-owned commercial bank, the Banco de México, which
lent most of 1ts funds to private bankers and powerful politicians,®

As soon as postrevolutionary  governments began to consolidate
their power, they began to tke back some of the policy-making
authority imitially delegated to private bankers. In 1932, the govern-
ment converted the Banco de Méxica into a central bank. A further
reform in 1936 required commereial banks to maintain cash reserves
in the Banco de Mexico, which is to say that banks had to lend part
of their deposit base to the government. That same law also trans-
ferred many bank supervisory functions from the banker-influenced
National Banking Commission to the Banco de México, In a further
set of reforms enacted in 1941, the government forced commercial
banks to divest their investment banking operations into separate cor-
porations.””

Mexico’s bankers did not roll over and play dead when the gov-
ernment began to reshape banking policies to its own ends. They had
considerable influence in the Banco de México and the Mimstry of
Finance because prominent bankers moved back and forth between
the private sector and the government, often serving as directors of the
Banco de México orin high positions in the ministry. In point of fact,
the annual meeting of the Mexican Bankers” Association was always
opened by the finance minister and the director of the central bank,
and sometimes by Mexico's president. The social organ of the bankers'
association, the Bankers’ Club, actually had its offices inside one of the
buildings of the Banco de México.

Private bankers were able to use their influence to serve their own
ends. As a legal matter, Mexico possessed ae least three different types
of banks between 1941 and 1982 commercial banks, which han-
dled most retail banking operations and made short-term loans 1o
business enterprises; investment banks (financieras), which made long-
term loans to businesses and often held equity positions in those firms:
and government-run development banks (the first of which had been
founded in the 1930k), which made long-term loans to business enter—
prises, collateralized by shares in those firms. As Figure 2.3 demon-
strates, as early as the 19405 government development banks were a5
Important as a source of credit as the commercial banks, with other

N Maurer {2002,
R I .n.__.._.mr..—u.-,____:_umn..w (2002, 2005),
= el Aol -Mobarak {2112,
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Figure 2.3: Bank Lending by Type as a Percentage of GDP in Mexico, 19401978,
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private financial ennties (of which investment E:r.,_, were ._:#, most
important) accounting for only a small fraction of total credic. By the
19505, commercial banks’ participation in the credit market had begun
to stagnate, with other private banks and government development
banks providing progressively larger amounts of financing. By n_.#. carly
1970k, investment banks were the most important source of nwnm.r
followed by development banks, with comumnercial banks a distant
third.

Regardless of who owned them, all three types n:ﬁ:rm EE.Fm.n
together to finance Mexico's largest industrial and nn:ﬁdﬁ.ﬁm_ Enrer-
prises. Indeed, Mexico’s industrial conglomerates typically _ud.ﬁ._.n_.._
both a commercial bank and an investment bank, and the portfo-
lios of these banks tended to be composed of shares held in the ._m:.”n.qu
prises that were part of the conglomerates.™ These commercial and
investment banks were, in essence, the teasury divisions of ,,.__H_m. con-
slomerates; they had little relationship to the impersonal n_,m.z: inter-
mediaries of economic theory. As a result, 1n 1974 the ?_ma.u:i_: gov-
ernment gave up the legal ficton that commercial and investnient
banks were independent of one another, allowing them to merge into
enterprises that were called multi-banks.

el Angel-Mobarak {2002, 2005)
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The policy justification for government-owned development barks 50%

was that they existed to compensate for an inadequate privace bank- a5

ing system. Like many of the government’s interventions in other _ 0o

areas of the economy, there was a lack of fit between the rhetoric in
which the government’s economic intervention was couched and irs

E1% »\1ﬂllﬁ

actual design and implementation. In this case, the rhetoric was about
the need o rectify a marker failure, The faces suggest, however, that
government-owned banks served as a mechanism to subsidize the pri-
vate banks and the industrial conglomerates that were associared with
them.

One of the functions of Mexica's government development banks
was to serve as second-tier lenders, repurchasing loans made by com-
mercial banks through special programs designed 1o channel credic
to sectors the government deemed cconomically important.”™ These
directed-credit programs represented a government guarantee to pri-
vate banks because all of the default risk was born by the development
bank, while the private bank carned income from originating and ser-
vicing the loan, Moreover, many of the firms that received these loans
were not small and mid-sized enterprises, They were large manufac-
turers and commercial enterprises, often with unionized workforces,
that had the politcal clout to arrange to be designated as a strategic
ndustry. This meant that industrial and commercial conglomerates
could fund risky enterprises through the development banks rather
than from the private banks that were under their control. It was not
private bank depositors and shareholders who bore the risk; rather, it
was the taxpayers who subsidized the development banks.

Development banks also made direct loans to private manufactur-
ers, further subsidizing large industrial firms as well as the private
banks that owned them. The largest and oldest development bank in
Mexico, Nacional Financiera (NAFIN}, obtained its capital by selling
government-backed bonds and then made long-term loans to man-
ufacturers that were collateralized by blocks of shares issued by those
firms. NAFIN was supposed to provide credit to small and mid-sized
manufacturing companies, which were often unable to obtain financ-
ing from commercial and investment banks, As a practical matter,
however, NAFIN allocated most of 1ts credit to the very same indus-
trial conglomerates that received financing from private banks. The
political pressure to lend to large firms, whose owners were politically

T
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Figure 2.4: Credit to the Private Sector and Households as a Percentage of GDP in
Mexico, Latin America, and the OECD, 1950-1982. Souse: International Monetary
Fund, feitereational Financial Stattstics.

well connected and which often had large, unionized, and electorally
significant workforces, simply outweighed whatever original mandare
NAFIN may have had.” . |

MNAFIN typically took a minonity shareholder position in companies
to which it extended credit. Ifthe firm performed well, NAFIN's stake
would, over time, become purely nominal. If, however, a firm per-
formed poorly, NAFIN would often lend additional funds and enlarge
its equity stake. Many of these enterprises were large .WE_”__%J. wh ose
unionized workforces were politically important to the PRI, This
meant that the government came to use NAFIN as a mechanism
to bail out manufacturers that were not economically viable, Worse,
the policy of balouts encouraged moral hazard: H..H.:_E.S:m .ﬁ_ﬁ_n they
would be bailed out, manufacturers undertook activities of doubtful
profitability. In part for this reason, the number n_.mn:nqziﬁm.-o.....:nm
firms mushroomed over time. In 1970 there were eighty-five state-
owned firms. By 1970 there were 740, In 1982 there were 1,155,
including sugar refiners, steel mills, airlines, and hotels.” .

This set of arrangements between the government and private banks
produced a large and rapidly growing banking system. As Figure 2.4

M Cardenas (2000}, p. 190, )
2 Valdés Ugalde (19594), mable 9:2; Cirderas {20000, p. 195; Smith (1991}, p. 371
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indicates, the amount of private credit in Mexico grew from 16 percent
of ._":n GDP in 1950 to 34 percent in 1971, This meant that the ritio of
private credit to GDP in Mexico was approximately twice the average
tor Latin America. It also meant that from 1950 to the early 19705, the
rate of growth of private credit in Mexico was faster than that in the
OECD countries.

The Economic Impact of Mexico’s “Alliance for Profits™

The arrangements between the government and Mexico's private
bankers would, however, soon be undermined. The alliance would
end in hyperinflation, a foreign debt crisis. the expropriation of the
banks, and an economie collapse that would, in time, also erode the

PRI's monopoly on power, Before we consider the factors leading to
the breakdown of this system, it is worthwhile taking stock of its ac-
complishments,

. The alliance of convenience between successive PR admumistra-
tions and the private sector succeeded in coaxing capital into produc-
tion. Trade protecton, domestic barriers to market entry, the creation
of bank-centered industrial conglomerates, and subsidized govern-
ment credit produced rapid industrialization and a substantial mcrease
in GDP per capita. Between 1940 and 1980 the volume of output
in the n.,wz..;.unElsm sector grew at a rate of more than 10 percent
per year.”™ By 1980, there was virtually no major consumer item that
was not domestically manufactured in Mexico, mcluding durable con-
m.._:..ﬁq,msc_,._.ﬁ. such as automobiles and household apphances. Mexican
manufacturers also produced a broad range of intermediare goods, such
as steel and petrochemicals. They had even moved into the production
of a number of items whose engineering or scientific requirements
make them difficult to manufacture. such as pharmaceutical products
seamless steel pipes, and spectal-application glassware. .

One outcome of the rapid expansion of industry was that labor
productivity in the aggregate grew by 165 percent over the period
from 1950 to 1982 (see Figure 2.5). This increase in GDP per worker
was the result of two factors: Workers moved from low-productivity
a.man:_EE_ activities 1o higher-productivity manufacturing activi-
ties, and workers in manufacturing had progressively larger amounts

TANEGE (1994), p 61,

USS (purchasing power parity)

Mexico Before 1982 55

35,000
-‘1-.II.‘.
30,000 L i
: —
A
-
25,000 = -
Pt \!..\T?\\\
-
20,000 e
- \
-
-
15,000 #—ampas
- i
10,0004 T T T el
! l.k._-.._..-._._;np

PR A LAnE i
m.ﬂs h—lu .mw. .ﬁ. .qrr. : .’.2.3.4.5.51?39D.§- 145“?5 mmdlu

AR RUE R RRRERECCEEEREERERY

[—=—Mexico—s -OECD=- & -Latn America |

Figure 2.5; Inflinon-Adjusted GDP per Worker i Mexico, Latn Amenca, and the
OECH, 1950-19852, Sorrae: Heston, Summers, and Aten (2002}

of capital with which to work. The residual gains in productivity (that
is, the share of productivity growth that cannor be accounted for by
sectoral shifts in the distribution of the labor force or by increases in
capital) were quite trivial.™

Whether Mexico's productivity growth from 1950 to 1982 should
be characterized as “fast™ or “slow™ depends on with what it is com-
pared, Compared with the rest of Latin America, Mexico’s produc-
tivity performance was admirable. As Figure 2.5 demonstrates, there
was a sizable productivity gap between Mexico and the rest of Ladn
America in 1950 and that gap widened over the course of the next
three decades. The problem with using the rest of Latin Amernica as the
standard of comparison, however, is that during this peniod all of the
other countries in the region embraced the same distortionary poli-
cies that Mexico did — protective tariffs and import permits, financial
policies that directed eredit to favored cconomic activities and com-
pelled banks to hold government bonds paying below-market interest
rates, tight restrictions on FDI, and overvalued exchange rates. Indeed,
some Latin American countries went even further, creaning multple
exchange rates, government-run marketing boards, and restrictions on

™ Reynolds {19700, p. 66,
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profit repatriation by foreign-owned companies. Comparing Mexico
with these countries tells us little, then, about w
cies helped or hindered productivity growth.
Figure 2.5 therefore also compares average inflation-adjusted output
per worker in Mexico with other members of the OECD, By this stan-
dard of comparison, Mexico's post—World War 11 “economic miracle”™
does not look particularly miraculous. There was approximately a 30-
percentage point gap in average productivity levels between Mexico
and other OECD countries during the 1950s. The ratio of Mexican to
OECD productivity levels then held tairly constant through the 1960s
and most of the 1970s. The only break in this pattern occurred in
the years from 1978 to 1982, when Mexican productivity grew faster
than the OECD average because of the (very short-term) impact of
oil revenues and massive foreign borrowing,

hether Mexico's poli-

Some readers might object to this comparison, arguing that the
OECD includes a number of wealthy countries {the United States,
Grear Britain, France, and others) that were different from Mexico
on so many dimensions that comparisons among them do not have
analytical meaning. These readers might argue that a more meaningful
exercise would be to compare Mexico with members of the OECD
that had similar levels of GDP per worker in 1950 and that, broadly
speaking, were similar to Mexico in terms of the structure of their
economies and their underlying political and social characteristics,

We therefore draw a comparison berween Mexico and Spain,
Greece, and Portugal in Figure 2.6. Al three of these countries broadly
resembled Mexico 1n the 1950k in that they had authoritarian govern-
ments, agrarian economies, and low levels of educational attainment
and human capital formation, In point of fact, all three were substan-
tially poorer than Mexico in 1950. In the 19505, Spain’s average out-
put per worker hovered stubbornly at approximately 90 percent of the
Mexican level. Within 2 years of Francisco Franco's decision in 1960
to liberalize trade, however, Spain opened up a sizable lead on Mexico.
That gap then grew over the next two decades; Spain’s average labor
productivity advantage over Mexico was 19 percent in the 1960s and

47 percent in the 1970s. The data for Greece tell a similar story. In
the 1950s, Greece’s output per worker was only 75 percent that of
Mexico's. Greece's productivity levels then closed on those of Mex-
ico in the 19605 and overtook Mexico (by 30 percent) in the 1970s,

Even in Portugal — which remained protectionist until 1974, when

long-time dictator Antomio Salazar was finally everthrown — average
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Figure 2.6: Inflation-Adjusted GDP per Worker in Mexico, Greece, Pormugal, and
WE..:, PH50—1982. Serre: Heston, Sammers, and Aren (2002,

GDP per worker grew faster than in Mexico. In the 1950s, average
output per worker 1 Portugal was 63 percent of that in Mexico. By
the 1960k, the average productivity gap had shrunk to 74 percent, and
by the 1970s Portugal’'s GDP per worker averaged 89 percent of that
of Mexico's.

A balanced assessment of the evidence therefore suggests that
Mexico’s distortionary policies did promote rapid industrialization,
As a result, productivity grew, raising living standards. For example,
GDP per capata (in constant 19800 LS. dollars) rose from mw..ﬂ._m. in 1950
to 8908 in 1960, $1,574 in 1970, and to $2.904 in 1980.7 Welfare
gains of this magnitude were certainly not trivial accomplishments.
They did not, however, constitute an economic miracle. When all
was said and done, Mexico remained a rather poor country.

The Beginning of the End: Deficits, Inflation, Bank
Expropriation, and the Debt Crisis

Mexico’s established political and economic order had a fundamental
weakness: It was based on a regime of low taxation but it inevitably

= Unquidi (2003), table 152
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required higher levels of government spending. To coax the private
Sector to invest, successive administrations had acceded to a situa-
ton in which capital was taxed ar very low rates (or not ar all). At
the same time, however, industrialization and urbanization produced
growing numbers of unionized manufacturing workers and public-
sector employees who demanded social welfare programs, Maoreover,
rapid urbanization set in motion by policies designed to industrialize
the country increased the need far physical infrastructure, such a5 sub-
Ways, sewerage systems, water works, and roads. Finally, government
credit policies designed to hasten industrialization also generated the
need for continual subsidies for the many money-losing enterprises
that the government came to own.

The lack of balance berween the government's spending require-
ments and its taxation policies only became obvious over time. Dhuring
the 1950k, the Mexican government had a balanced budget: in fact.
the fiscal deficit was typically on the order of (.1 percent of GDP In
the 1960k, however, it began to spend at 3 rate thar outpaced growth
i its revenues, It would have been prudent for the government either
t0 INcrease tax rates or o mprove the efficiency of tax collection (or
both), but it chose not to adopt such measures a5 the taxation of cor-
porate dividends, As a resulr, deficits began to escalate, averaging 1.9
percent of GDP across the decade. The situation worsened apprecia-
bly during the 19705 (the fiscal deficit averaged 6.6 percent of GDP),
largely because President Luis Echeverria aggressively expanded the
number of state-owned enterprises to maintain figll employment and
increased the funding of social welfare brograms designed to main-
tain the loyalty of the industrial and public sector workers who were
+ core part of the governing coalition. By 1981, as a consequence
of even more lavish government spending during the heady years
of Mexica's il boom, the deficit was 4 staggering 14 percent of
GDhp™

Unwilling to bear the political costs of TUSING taxes or cutting
expenditures, the government embraced three ad hoc tactics to finance
its deficit. The first was to expand the money supply, which had the

T - T '
Ecomomists generlly consider grvernment deficiss in the mnge-of 3-5 percent of GEHY o

be 5 sericum problem. The resulting size of the budpet deficir shirply conemadicred Lopez
Portillo’s expresed view that the TOSE pressing econommic problem facing Mexivo after the
P70 spike 0 international o) prices way “the management of thundance.” See Bazdiewh
ind Lewvy (T991), p, 249,
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Figure 2.7: Inflation in Mexico, 1961-1981. Soune: ENEGT (2000, rable 4.3,

predictable effect of raising the rate of inflation. As Figure 2.7 _._.am__..m.nr
the average annual rate of inflation in Mexico accelerated from 2.7
percent in the 1960s to 16.8 percent during the 1970s. By 1981, the
annual rate of increase in consumer prices reached 27.9 percent.

The government’s second strategy to fund the growing n_mm.n: was
to force private banks to lend it the deposits they held by having the
Banco de México raise banks' reserve requirements. These reserves had
to be held in government bonds paying below-market __Eaﬂ.uﬁ rates,
producing a phenomenon known as “financial repression.”"" The
consequences of this strategy are illustrated in Figure 2.8, Bank reserve
ratios (the ratio of reserves to toral assets) had trended downward
throughout the 1950s and 19605, with reserves representing 11 _umﬂ..nnh:
of assets in 1971, The following year they began to grow substantially,
reaching 33 percent in 1975 and 43 percent in 1978, Hr.n ratio of
reserves to assets then leveled off until the bank nationalization of
1982. Inasmuch as the Banco de México held a large ﬂawo_.:n.ﬁ
of private banks™ deposits (in the form of their forced :_..ﬁ_,.ﬁ_:ﬁ_: in
government bonds), earning interest rates lower than ﬂraun. available on
alternative investments, the banks responded by offering interest rates
on deposits that were lower than the prevailing rate of inflation, h___d.._ a
result, depositors began to withdraw their money from the banking

L Lzquiendo {19495), p, 95




Gl Mexico Since 1980

B0%

50%

40%

20%

0%

o

TT ¥

1854 |
1968
R=Fiv
1972 |
1974
1976

1982 |

1860
1962 |

[=Fisserve Rt = = “Depesieor == *Frivals CromiGOR

Figure 2.8: Financial Repression in Mexico, 19481952 Saume: Interpational Mone-
tary Fund, fitermational Finaneial Starierice. MNote: Sep CCOmpanying text for a defininon

of “fimancial repression.

systent. Indeed, the ratio of bank deposits to GDP declined by more
than 40 percent in the late 19705,

The combination of falling depaosits and increased lending to the
government (through higher reserve requirements) had a predictable
eftect: The supply of bank credit for private purposes declined dramat-
ically. Total private claims on the banking system (including develop-
ment banks and private banks) had amounted to 34 percent of GDP in
1971. By 1977, however, that ratio had fallen by half (to only 17 per-
cent), where it leveled off before falling again in 1982 when the gov-
eriment expropriated the private banks (see Figure 2.8). At this point,
Enr._......o._.. level of financial development was low compared with either
QECD countries or other Latin American countries.

The government’s third strategy was to borrow money from abroad.
Fortunately for the Mexican government, at the same time that its
demand for foreign loans was increasing, the supply of capital in
foreign banks was growing. The sharp rise in international oil prices
that the Organization of Petroleum Exporting Countries (OPEC)
induced after 1973 transferred financial resources from ﬁnﬁim:.q.:u
ImMporting nations to the oil-exporting countries of the Persian Gulf.
These countries sought investument returns on thetr new-fourd wealth,
and so they deposited a sizable proportion of their oil receipts in the
European affiliates of U.S. banks, Major international banks, in turn,
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needed ro find profitable ways of investing these funds.™ In short,
U.S. banks had a large supply of available funds, and Mexico had a
high demand for foreign bank loans.

From the perspective of international bankers, Mexico looked like
a particularly good candidate for foreign loans. In the mid-1970s,
Mexico's state-owned oil company, PEMEX, had discovered large
oil and natural gas deposits in the states of Campeche, Chiapas, and
Tabasco, and it needed mvestment capital to develop them. As Figure
2.9 shows, Mexican petroleum output skyrocketed. Forewgn bankers
assumed, therefore, thar Mexico would easily be able to repay its loans
from the future stream of oil revenues that those loans would help
finance.™

From the Mexican government's point of view, toreign borrowing
was an atrractive option because U.S. private banks were prepared to
make loans at interest rates not much higher than the prevailing rate
of inflation, Indeed, the inflation-adjusted interest rate on U.S.~dollar
denominated commercial bank loans to Latin American countries
averaged only (1.3 percent during the 19741978 period, and it actu-
ally turned negative in 1979 as inflation in the United States rose. ™ As
a result, the Mexican government borrowed miassively, and the public

™ Masad (1986). pp. 172-7; Thorp (1998), p. 207,
" Mever and Moralss (1950, p 174,
] Morgan Guarangy Trost Compamy Widd Finaseal Mo, various isses.
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sector debt grew from roughly US$10 billion i 1974 to $30 billion
in 1980, and to $60) billion in 1982 (see Figure 2.10). A substantial
proportion of Mexico’s borrowings was used to finance the expan-
sion of the petroleum industry. Between 1974 and 1981, some 45
percent of Mexico’s total foreign borrowing went to PEMEX, which
used the money to construct and operate offshore drilling platforms,
build onshore processing facilities, enlarge its refineries, engage in fur-
ther exploration, and purchase capital goods and technical expertise
from abroad.” The rest was used to cover the Mexican government’s
expanding budget deficit.

Neither foreign banks nor the Mexican government monitored
very closely the amount that Mexico was borrowing. The formation
of international banking syndicates and the introduction of variable
interest rates in international commercial lending reduced the risks
LLS. banks faced when making loans to Mexico (and other Latin
American countries) in the 1970s. Syndication meant that the risk
associated with foreign loans was spread among various banks, reduc-
ing the incentive for any particular bank to moniter precisely how the
Mexican government and its agencies were using their credit. Variable
mterest rates protected lending banks from increases in the ULS, rate of
inflation.” Remarkable as it sounds, even the Mexican government

® Meyer and Morales (1990, Chapter 7.
5 Bulmer-Thomas (Fo5), P 3al,

1974 1975 1976 §977 1978 1979 R 1981 1952
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did not monitor exactly how much was being borrowed or on what
terms. There was neither centralized institutional control aver for-
eign borrowing nor any easy way to gather the relevant information
about the size of the country’s growing debt. State-owned companies
and government agencies borrowed with few restrictions and little
knowledge of the overall condition of the country’s finances, ™

Both the Mexican government's borrowing strategy and foreign
banks’ lending strategy were vulnerable to changes in international oil
prices, the volume of Mexico’s petroleum reserves, and movements
in interest rates. All of these factors, unfortunately, moved against
Mexico. In 1981, international petroleum prices fell by 10 percent.
Although this was only a minor drop in the context of the price run-up
that had occurred between 1973 and 1981, the decline caused foreign
investors to begin to doubt optimistic projections that Mexico’s oil
revenues — and, with them, the country’s capacity to sustain its bor-
rowing on international capital markets —would continue to rise indef-
initely. At the same time, PEMEX stopped finding new petroleum
reserves (see Figure 2.9), a development that led analysts to wonder
whether, if oil prices fell further, Mexico would be able to earn the
hard currency revenues required to repay its U.S. dollar-denominated
loans. Finally, the LS. Federal Reserve Board began to raise inter-
est rates in an attempt to curb domestic inflation, Because Mexicos
dollar-denominated commercial bank loans were made at variable
interest rates, rising interest rates substantially increased the burden ot
its foreign debt.

Mexico entered a debt spiral. To meet rising interest payments
on the country’s long-term foreign debt, the government resorted to
short-term borrowing. From 1980 to 1981, Mexico's short-term debt
rose fram US$1.5 billion to §10.8 billion.™

Throughout 1982 Mexico made a heroic attempt to avoid defaule
on its foreign debr obligations but these efforts ultimately proved coun-
terproductive. The first line of defense was the government’s decision
to devalue the peso on February 18, 1982, which cut the exchange rate
from 27 pesos per US. dollar to 47 pesos per dollar. The government
took this step to curtail the flight of dollars out of Mexico. Unfor-
tunately, the devaluation also meant that Mexico’s GDP, measured in
US. dollars, dropped 42 percent on the day of the devaluation. The

5 Tharp (1998), p. 207.
# Candenas (1996), pp-113=14.
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dollar value of its debts remained unchanged, however, so the debt
burden effectively increased.

The government also sought more credit from commercial hanks,
which loaned an additional US§2.5 billion to Mexico between Febru-
ary and August 1982, When the banks refused to extend still more
credit, the government imposed multple exchange rates on August 5,
1982 to conserve its foreign-exchange reserves. Importers of “unnec-
essary” goods were forced to use an exchange rate twice as high as
that for debr repayments. Government officials hoped that, in response,
Mexicans would import less, thereby making more dollars available to
the central bank.

When this policy proved insufficient, the government confiscated
all LS. dollar-denominated deposits in the banking system, converting
them to pesos at an official exchange rate that was approximately one-
third below the prevailing market rate, In addition, the government
mmposed capital controls to prevent people from taking their savings
out of the country. The controls did not work very well because
Mexico’s long borders were simply too permeable.

Unable to gain effective control over its citizens’ dollar reserves, the
government announced on August 26), 1982 that it was unable to repay
the roughly US$10 billion in short-term debe that would fall due a
few days later.” Desperate to prevent the Mexican private sector from
using the banking system to spinie dollars out of the country, President
José Lopez Pornlle (1976-1982) expropriated the country's private
banks on September 1, 1982 5

The debr default and the bank expropriation together sent the
Mexican economy into 4 talspin. By the end of 1982, real (inflation-
adjusted) GDP began to fall, the rate of unemployment doubled from
4 percent to 8 percent. and gross new investment fell by 27.8 percent
in mflation-adjusted terms."’ The sitvation did not improve any in
1983. Real GDP per capita fell by 5.4 percent that year, and gross
new investment declined by a further 30.6 percent.™

The Mexican economy hmped along for the next several years,
the government simultaneously trying to fight an inflation rate that
sometmes exceeded 100 percent, growing unemployment, and the
national private sector’s fundamental lack of confidence in the PRI,

"8 Crdenas (19963, pp. 114-15; Del Angel-Mabarak (2005)
M Trel Angel-Mobarik, Bugdreich, and Suirez Davila (2005),
Clrdenas (1990), po 1160 Heston, Summers, and Arcen (2003),

y-
. Hieston, Summers, and Are (HNp2),
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The government ultimately came up with a solution to these problems:
open the country to foreign trade and investment. As we .,_,r.n.:.mmm
in Chapters Three and Four, this solution produced only limited
economic success. Moreover, as the discussion in Chapter Five shows,
this solution ultimately undermined the very sources of support that
had allowed the PRI to dominate electoral polines. The economic
and political changes set in motion by the 1982 debt crisis were, then,
momettous indeed.
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The Causes and Consequences
of Free Trade

The Institutional Revolutionary Party (PRI) was fortunate that the
presidential election held in July 1982 took place before the gov-
ernment anmounced a debt moratorium in August and nationalized
private banks in September. For several decades the party had sought
to legitimate its monopoly on power on the basis of Mexico’s record
of sustained economic growth and rising living standards for urban and
industrial workers and other key constituencies. Those claims to legit-
imacy were, however, now difficult to sustain. The value of the peso
had collapsed. In 1981 the peso-US. dollar exchange rate was 26:1:
by 1983 1t was 144:1, and by 1985 it was 372:1. Inflation skyrocketed.
Investmient contracted, with the ratio of gross fixed capital formation
to gross domestc product (GDP) falling from 27 percent in 1980 to 18
percent n 1983 (see Figure 3.1). The wages of Mexican workers went
into a free fall. Hourly wages in the manufacturing sector, adjusted
for inflation, fell by 26 percent from 1981 to 1983 — and then kept
falling. By 1986 they were only 531 percent of their 1981 level {see Fig-
ure 3.2,

The government needed to find ways of protecting the interests of
1s principal constituencies or the party risked losing its hold on power,
The immediate challenge was to rekindle growth, which required
that the government devise some means of inducing investrent,
The problem was that the expropriation of private banks had seri-
ously undermined the alliance of convenience that had been forged
between Mexico's political elite and its business class, José Maria
Basagoiri, then the head of the Mexican Employers” Confedera-
tion (COPARMEX), summarized private-sector artitudes when he
stated that after the bank nationalization. “Anything could happen in
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The Causes and Consequences
of Free Trade

The Institunional Revolutionary Party (PRI) was fortunate thar the
presidential election held in July 1982 ok place before the gov-
ernment announced a debt moratorium in August and nationalized
private banks i September. For several decades the party had soughe
to legitimate its monopoly on power on the basis of Mexico's record
of sustained economic growth and rising living standards for urban and
industrial workers and other key constituencies, Those claims to legit-
imacy were, however, now difficult to sustain. The value of the peso
had collapsed. In 1981 the peso-U.S. dollar exchange rate was 26:1;
by 1983 it was 144:1, and by 1985 it was 372:1. Inflation skyrocketed.
[nvestment contracted, with the ratio of gross tixed capital formation
to gross domestic product (GDP) falling from 27 percent in 1980 to | 8
percent i 1983 (see Figure 3.1). The wages of Mexican workers went
into a free fall. Hourly wages in the manufacturing sector, adjusted
for inflation, fell by 26 percent from 1981 to 1983 — and then kept
falling. By 1986 they were only 51 percent of their 1981 level fsee Frg-
ure 3.2).

The government needed to find ways of protecting the interests of
1ts principal constituencies or the party risked losing its hold on power.
The immediate challenge was ro rekindle growth, which required
that the government devise some means of inducing investment.
The problem was that the expropriation of private banks had seri-
ously undermined the alliance of convenience that had been forged
between Mexico's political elite and its business class, José Maria
Basagoit, then the head of the Mexican Emplovers' Confedera-
ton (COPARMEX), summarized private-sector attitudes when he
stated that after the bank nationalization, “Anything could happen in
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Mexico,”" The former head of the Confederation of National Chani-
bers of Commerce (CONCANACO) went even further, arguing that
businesspeople should stop supporting state interventionism, which
had previously benefited them, because they could no longer constrain
the state.” In a 1985 survey of 200 Mexican rEm:nm__ﬂ,ﬁF 6 per-
cent of respondents called the decision to expropriate the banks
“extremely important” in terms of reducing their confidence in the
government, and the remaining respondents called the decision “wery
umportant” i this regard.” Not surprisingly, then, many entreprenenrs
began to switch their political loyalties from the PRI to the more con-
servative National Action Party (PAN), which had long championed
private property interests.*

What inducements could the government offer to encourage cicher
domestic or foreign investors to deploy their capital in a country
where there was a palpable risk of expropriation? This was not an easy
problem to solve. As we shall discuss in detail, PRI administrations
struggled with it throughout the 1980s and 1990s — and they never
fully resolved it. Indeed, in the view of important mmm_.:pm:n. of the
business community, a credible commitment by the government not
to prey upon the private sector only emerged in 2000, when the
National Action Party’s Vicente Fox finally ousted the PRI from the
presidency.

The Free-Trade Gamble

Circa 1983 there were two facts that gave the government some hope
that it could regain the confidence of the private sector. The first was
that Mexico shared a 2,000-mile border with the largest economy
m the world. This meant not only that the country could access n?n..
U.S. market but also that it was geopolitically important to the United
States. The second was that the peso, which had been devalued twice
in 1982, was significantly undervalued. The shoddy products that
the Mexican public had been forced to buy for years because of

Hernindez Rodriguesr {1988), p- 261 See Valdés Ugalde (1994) for an asessment of iational
business ongmzanens” different responses ta thie 1982 bank CXpropriation,

* Hernindez Rodriguez (1988), p. 258,

Maxficld (198%), pp. 237-9,

Armala (1988), p. 31; Maxfield {1989, P 232; Camp (1989), pp, 136-8; Mizrahi [1995),
pp. 33-5; Loacza {1999, pp. 12, 17, 23; Bazberg (2003}, pp. 164-5
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trade protectionism could not be sold abroad at any price but higher-
quality goods would be competitive as a result of the undervalued peso.
What was required, however, was a willingness on the part of national
and foreign capitalists to invest in new plants that would make those
products. No one would invest in export-oriented industries if the
peso was in danger of becoming overvalued again, and entrepreneurs
would not be likely to invest if the government continued to finance
unprofitable state-owned firms by expanding the money supply and
thereby raising the rate of inflation.

Although President Miguel de la Madrid Hurtado {1982-1988) ini-
tiated Mexico’s shift toward more market-oriented econonue pohcies,
he began his term in office with constitutional reforms that reinforced
the government’s economic rectorship. Among other things, these
reforms emphasized the importance of state-led economic planning
and reserved “strategic” economic sectors (petroleum and basic petro-
chemicals, telecommunications, electrical power generation, nuclear
energy, railroads, and banking) for exclusive public control.”

Yet de la Madrid soon adopted two other policies that the pri-
vate sector found more appealing.” First, to signal a commitment to
macroeconomic stability, his administration began to cut government
budget deficits. The government accomplished this by imposing strin-
gent controls on wage increases (which lagged severely behind the rate
of inflation), reducing or eliminating many subsidies and price sup-
ports, and closing or privanzing hundreds of money-losing public
enterprises. There were 1,155 state-owned firms, public trusts, and
decentralized agencies at the beginning of the de la Madrid admims-
tration; there were just 412 by its end.”

Second, breaking sharply with protectionist policies dating back to
the Porfiriato, the de la Madrid administration moved to liberalize
trade. In 1983 the government reduced the number of manufactured
products subject to import quotas from 100 percent to B3.6 percent,
and by the end of 1985 less than half of all manufictured goods
were still subject to import permits (see Figure 3.3), In 1986 Mexico
acceded to the General Agreement on Tariffs and Trade (GATT),
which committed it to even steeper reductions in trade protection.®

B oynldiy Ugalde (19594), pp. 223 Camacho Solis (2006, p. 1594

* See Middichrook and Zepreda (2003), pp. 10-16, for 4 discussion of the political conditions
that made possible Mexico’s abrupt shift m eeonomic policy.

T waldis Ugalde (19494), p. 226,

B Cirdenas (19960, po 137; Tornell and Esquive] {1995), p. 5.
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Cérdenas [19%6),

This step was especially significant because de a2 Madrid's predecessor,
President José Lopez Portillo (1976-1982), had considered and then
rejected GATT membership in 1980,

The de la Madrid adminiscration was gambling. If the plan to open
the economy to foreign trade proved successful, the country would
build new, export-oriented industries faster than its old, highly pro-
tected industries collapsed. If the plan failed, however. and the old
industries collapsed faster than the new ones grew, then the PRI
would have a lot of unemployed and pohtically disaffected industrial
workers to contend with in the 1988 presidential election,

The gamble that the de la Madrid administration took on trade
liberalization was highly unusual. Most countries faced with a massive
balance-of-payments crisis try to conserve foreign-exchange reserves
by rasing trade barriers to reduce imports as much as possible, For
example, when Brazil encountered balance-of-payments difficulties
in 1980, the Brazilian government established 3 “negative list™ of
praducts whose importation was banned. It expanded the negative
list in 1982 and created an import-control program, under which
companies had to have all impores approved by the Department of
Foreign Trade, The Brazilian government did not begin to liberal-
ize trade until 1990 — 10) years after the balance-of-payments crisis.
Moreover, when it did finally liberalize trade, it did so in gradual
manner, reducing tarifs slowly and retaining a panoply of nontariff
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trade barriers, including differential excise taxes and restrictive product
regulations,”

Other Latin American victims of the 1982 debt crisis reacted sim-
ilarly to Brazil. Argentina and Peru enacted trade restrictions and
retained them until 1989 and 1990, respectively. Even the government
of General Augusto Pinochet in Chile, which had embraced free-trade
policies in the 19705, raised trade barriers when confronted by the
1982 debt crisis. It hiked the uniform tariff from 10 pereent to 20 per-
centn 1983, and then to 35 percent in 1984, Only after the balance-
of-trade crisis had passed did the government gradually reduce tariffs
back to their 1982 level.'"

The gamble that the de la Madrid administration took on trade
liberalization did not pay off. As proponents of free trade imagined,
some industries died whereas others grew, Cigarctte, textile, foorwear,
and electrical machinery manufacturers all went mto decline, whereas
the production of motor vehicles, engines and automabile parts, glass,
cement, and chemicals expanded.!! Opening more markets to foreign
trade did not, however, produce the boom in investment, trade, and
economic growth for which the government had hoped. To begin
with, the opening of the economy had only a modest effect on EXPOLLS.
The massive peso devaluations of 1982 and 1983 did make Mexican
exports more competitive in mternational markets, pushing up the
ratio of exports to GDP from 10 percent in 1981 to 19 percent in
1983. Yet de la Madrid’s subsequent trade reforms, including Mexico's
accession to the GATT in 1986, do not appear to have had a further
ncremental effect. By 1988, when he left office, the ratio of exports
to GDP had not advanced appreciably beyond its 1983 level (see
Figure 3.4).

The fundamental shortcoming of de Ia Madrid's gamble on trade
liberalization and macroeconomic stabilization was that it did not
address domestic and international investors’ lack of confidence in the
PRI. De la Madrid’s decision to join the GATT was not 2 gruaran-
tee that future presidential administrations would not overvalue the
exchange rate, revert to protectionism, or confiscate assets to fund
government deficits. Thus, the hoped-for boom m investment did
not materialize. As Figure 3.1 shows, the ratio of gross fixed capiral

! Averbug (1999), p. 11.
" Bergoeing et al (20000, p. 10
N Tornell and Esquive] (1995), 3&..__.... .
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tormation to GDP barely budged between 1983 and 1988, At the end
of de la Madrid’s term, the investmenr ratio was only 19 percent, com-
pared with 27 percent in 1980, Inflation-adjusted GDP per capita con-
tinued its downward slide, falling undl 1988, when it was 13 percent
below its 1981 level (see Figure 3.5)
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The continued decline in real (inflation-adjusted) wages and the
overall deterioration of economic conditions meant that the PRI faced
an increasingly discontented electorate. The de la Madrid administra-
tion was compelled, for example, to recognize several opposition party
victories (mainly by the National Action Party) in municipal elections
i 1983, In 1987, as the debate about nanonal economic strategy
intensified, the PRI suffered one of the most significant schisms in
its history, leading to the formation the center-left National Demao-
cratic Front (FIDN) thar backed Cuauhtémoc Cardenas as a candidate
in the 1988 presidennial election. Some analysts believe that Cardenas
actually won the election, but the government's firm control over the
electoral process allowed the PRI's candidate, Carlos Salinas de Gor-
tari, to prevail in the official vote tally — albeit by a narrow margin in an
election that was widely regarded as fraudulent.

The economic and political reality of Mexico m the late 19805 —
economic stagnation and widespread discontent with the PRI — com-
pelled the Salinas de Gortari administration (1988-1994) to go beyond
the steps that de la Madrid had taken to reignite growth and restore
confidence in the government. One of his first actions was to renego-
tiate Mexico’s foreign debt. Unless debt payments could be reduced,
investors would be reluctant to deploy their capital because the govern-
ment would sall have an incentive to default on its debts or confiscate
private assers to cover debt payments,'” The Salinas administration
therefore undertook protracted negotiations with the United States,
which resulted in 4 1990 agreement converting Mexico's commercial
bank debt into “Brady bonds” (named after U5, Treasury Secretary
Nicholas Brady). The 5%:55:. suaranteed the interest on the
bonds, whose US$5.4 billion in collateral was financed by new bor-
rowing from the World Bank, the International Monetary Fund, and
the Export-Import Bank of Japan. Under the terms of the agreement,
Mexico’s total foreign debt increased in nominal value, but annual
debt payments declined to a much more manageable level.”

Salinas’s second major mmitiative was to liberalize restrictions on
foreign investment. Legislation adopred in 1989 allowed the National
Foreign Investment Comnussion (CNIE) to waive any foreign direct
investment (FIM) restrictions that it considered contrary to the “public

2 I 16 approxiniately 70 percent of federal governmient expenditnres had been devored o
servicing Mexico's foregn debe; Salnas de Gortan (2007), pp- 9378
3 Ovrme (1990, L
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mterest.” The reforms authorized the CNIE to permit foreigners to
own up to 100 percent of manufacturing businesses located outside
Mexico's major cities, as well as to purchase shares (albeit withour
votmg rights) in Mexacan firms.'* In 1991, the Salinas admimstration
removed most of these remaining limitations on foreign investment,
except in the energy and banking sectors.'?

The third step in Salinas’s campaign to attract more foreign invest-
ment was to accelerate the privatization of state-owned enterprises.
Under Salinas, the government auctioned the banks that it had expro-
priated in 1982, as well a5 state-owned steel plants, aitlines, and the
telephone monopoly.'® These sales generated approximately US$23
billion in revenues, By using these funds to pay down the domestic
public debt, the government substantially reduced its interest payments
and was able to achieve a federal budget surplus by 1992.%7

Nevertheless, not even these steps attracted the hoped-for wave of
investment. The ratio of gross fixed capital formation to GDP was
exactly the same in 1993 as it had been in 1988: 19 percent (see Fig-
ure 3.1}. Foreign investors, in particular, remained gun-shy of Mexico.
As Figure 3.6 demonstrates, the flow of FDI into the country grew
compared to the early 1980s, but given that the level in the early
1980s was close to zero, this was not much of an accomplishment,
In pomt of fact, the average annual amount of FDI entering Mexico
during the first 3 years of the Salinas administration was not signifi-
cantly higher than the level atained during the last 3 years of the de
la Madrid administration. In the minds of potential foreign mvestors,
Mexico was still tarred by its history of property seizures, “Mexicar-
tzation” laws that transferred foreign assers to Mexican owners, and
protectionism. '®

In an even bolder effort to repair the credibility of the Mexican
government, Salinas proposed a free-trade agreement with the United
States. Because a treaty with the United States would be economically
and politically costly for the Mexican government to revoke, Mex-
1can businessmen could be assured that their investments in export-
oriented industries would not suffer from a reversion to protectionism.
Furthermore, the North American Free Trade Agreement (NAFTA)

" Clarkson (2002), p. 237,

 Pill (2002), p. 2; Salinas de Gartan £2002), pp. 4 16-1%
" Pastor and Wise (2002, p. 183

TPl (2002), ppe 12413,

¥ Orme (1996), p 32
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Figure 3.6: FDI Flows te Mexico, 19802005, Sarce: Secretana de Economea (waw:
et poboms).

went beyond tariff issues to ensure the protection of foreign invest-
ment — a move that would bolster the confidence of foreign investors
that the Mexican government would not undermine their property
rights.

The notion that the NAFTA was not principally about trade may
sound odd, untl one recalls that Mexico had already réduced tariffs
and quotas in the 1980s and early 19905, In 1993, the vear before the
NAFTA took effect, only 11 percent of imports were still covered by
the permit system, and Mexico's average tariff was enly 13 percent
{see Figure 3.3). With the exception of steel, textles, and a few minor
agricultural products, ULS. tariffs on the goods Mexico produced were,
on average, even lower — only 3.5 percent ad valorem before the
NAFTA. The small impact that additional trade liberalization under
the NAFTA would have on the Mexican economy was known o
both the Mexican and the U5 governments at the time that they
were negotiating the treaty: Studies estimating the impact of lowering
LLS. taritfs from 4 percent to zero, and lowering Mexican tariffs from
2 percent to zero, all concluded that there would be only very small,
ome-time gains (on the order of 3 percent of Mexico’s GDP) from the
MNAFTA's trade liberalization provisions,'”

" Tarnell, Wistormann, and Mardnez [2004).



76 Mexico Since 1980

What the NAFTA did do, however, was to establish mechanisms
protecting the property rights of foreign investors. As part of the
NAFTA, Mexico agreed to give U.S. and Canadian companies the
same treatment offered to Mexican firms. Mexico could no longer
require LS ~owned manufacturing plants to purchase a share of pro-
duction inputs from Mexican sources or to export a greater value of
goods than they imported,® and Mexico could no longer prevent
Canadian and US. firms from repatriating profits. Finally, Mexica
committed itself not to expropriate foreign firms. Article 11 10¢1} of
the treaty 15 quite explicit on this point:

Mo Party may directly or indirectly nadonilize or exXpropriate an
investment of another Party ., or take § measure fantamount to
nationalization or expropriation . . . except: (a) for a public purpose;
(b} on a nondiscriminarory basis: {e) in accordance with due process
of law. ..and (d) in payment of COmpensation.

Article 1139 extended this guarantee against expropriation to all
“property, tangible or intangible, acquired in the expectation or used
for the purpose of economic benefit or other business purpose,”?!

The NAFTA also created international institutions with the author-
Ity to sanction any signatory government that violates its terms.
Investors who believe that the Canadian, Mexican, or US. ZOVEern-
ment has violated the terms of the NAFTA may demand compensa-
tion and have their case judged by a NAFTA tribunal. The actions of
state and local governments are specifically covered by the agreement,
although it 15 the federal government of each signatory country that
is responsible for paying compensarion. In addition. private parties
can go before a NAFTA tribunal to appeal judicial decisions should
national courts make rulings that they consider to be against national or
international law. The decisions of NAFTA tribunals can be appealed
to national courts but only in the country where the case is brought.
This means that Mexico cannot use its COUTL SYStem (o overturn sunm-
marily the decisions of a NAFTA tribunal. If it did so, thereby vio-
lating the provisions of the NAFTA, the other signatory governments
could impose trade sanctions. >

By accepting such stringent protections of foreign investors’ prop-
erty rights, the Salinas administration sought to stmulate significanty

M Oheme | 19%6), p 130
! Condon and Sinte {20013}, p. 129,
= Condon and Sinha (203), pp. 127-8.
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increased flows of foreign capital to Mexico. The assumption was that
foreign-financed enterprises would raise Mexican productivity both
directly (by creating more efficient enterprises) and indirectly (by
forcing Mexican companies to compete with them). Both U.S, and
Mexican policy makers expected a massive inflow of FIDI that would
cause the Mexican economy to grow at quite rapid rates.

The Economic Effects of the NAFTA

In the short run, the NAFTA* did generate an increased flow of
FDI to Mexico. In fact, foreign investment in Mexico leaped in the
very quarter that the ULS, Congress ratified the agreement, and during
the first year after it went into effect (1994) FDI flows, particularly
from the United States, more than doubled {see Figure 3.6). The
agreement’s longer-term effects on mvestment patterns have, however,
been rather modest. Much to the surprise of both Mexican and US.
policy makers, FI flows to Mexico grew untl 2001 and then began
trending downward — to the point that the amount of new FDI in 2005
was no higher than it had been in 1994 (see Figure 3.6).

The upshot 15 that FDI accounts for only a fraction of total new
mvestment in Mexico. The exact ratio of FDI to new investment varies
depending on how one chooses to measure the two components but all
measures produce broadly simmlar qualitative results. In Figure 3.7 we
calculate the rano of FDI (as measured by the Mexican government) to
gross fixed capital formation (as reported by the Mexican government
to the International Monetary Fund). We note that this measurement
method tends to overestimate the relative importance of FDI because
gross fixed capital formation includes only investments in new plant,
equipment, and structures, whereas the FDI flows reported by the
Mexican government cover all investments (including the purchase of
preexusting plant and equipment, as well as investments in nonphysical

= Although this discussion focuses only on the MAFTA"S econonie mpact on Mexico, the
agreviient abo marked & significant departure i Mexican foreign policy. Mexico silie.
quently oejgetiated biliteral trade aml investrient agreements with a broad range of countries
as part of it effisrts to opeu markets for s exports and attrace productive imvistmene. See
Woga amd de ba Mora (2003), pp 170-1, 1838, The NAFTA ako had brosd importance for
the conduct of Mesico-United States relations (see Dominguez and Ferndndes de Casmmn
2001}, alchough it cerminly did not eliminare bilateml rensions over such OpCs a8 igration,
drug erifficking, bordersecurity, or even trade psoes,
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capital, such as firms that provide financial services).” Even with the
upward bias that these category definitions create in our estimates, the
data indicate that, on average, FDI accounted for only 15 percent of
total new investment in Mexico between 1994 and 2005. The data also
show the same tendency as our measure of FDI in absolute amounts
(Figure 3.6): The trend from 2001 to 2005 was strongly downward.
In fact, FDDI as a proportion of gross fixed capital formation in 2005
was lower than in any year since the signing of the NAFTA.

Because the rate of new investment has been low, the Mexican
economy has grown much more slowly than the government (and the
public) expected at the time that the NAFTA was signed. Between
1994 and 2005, Mexico’s inflation-adjusted GDP per capita grew at
an average rate of only 1.3 percent per year. Any statement about 1.3
percent per year being “fast” or “slow” implies a counterfactual (that
is, a comparison) to a hypothetical Mexico that could have grown at
a different rate. By definition, this “counterfactual Mexico™ does not
exist. We must therefore draw a set of comparisons, explain why those

* The United Nations Commission on Trade and Development (LUNCTAD} comprles a series
an FD as a percentage of gross fixed capital formation that excludes nonfixed fnvestments
That series, published m the Hodd bt Repot, shows slighdy Jower satios than the
ones we produce here. The drawback to that series is that it ooly covers the years fromm 19491
o 20004,
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comparisons represent the potential rate of growth of the Mexican
economy, and then measure Mexico's actual growth agamst those
COMpPAarisons,

Omne simple counterfactual 15 to compare Mexaco after the NAFTA
with Mexico during the period before the NAFTA but after it joined
the GATT. In this comparison, we assime that Mexico would have
continued ro grow at the same rate after 1994 as it grew between
1986 and 1993, This exercise, however, finds no difference berween
the post-GATT (1986—1993) and post-NAFTA (1994-2005) growth
rates. Berween 1986 and 1993 Mexico grew at an average of 1.3 per-
cent per year — the same rate as from 1994 to 2005. The implication
is that the NAFTA had no discernible marginal effect on Mexican
growth rates.

A second easy comparison 15 to Mexico's rate of growth before
the 1982 debt crisis, the pertod between 1950 and 1980, One reason
to pose this counterfactual 15 that Mexican pubhc officials suggested
that Mexico could achieve growth rates of this magmtude once the
MNAFTA went into effect. By this standard, Mexico's post-NAFTA
performance looks quite anemic: Redl GDP per capita grew by an
average of 2.8 percent per year from 1950 to 198() —more than twice ity
post-NAFTA rate.

A third, somewhat more complicated, counterfactual 15 to imagine
a Mexico that grew fast enough to create jobs for all new entrants into
the labor force. Specifving this comparison requires the estimation
of an econometric model that measures how job creation responds
to the growth rate of GDP We do not estimate such a model here.
MNevertheless, one way to get a rough approximation of how fast the
Mexican economy would need to grow to accommodate all new labor
force entrants is to calculate the ratio of new jobs created in Mexico to
actual GDP growth and then use that ratio to estimate the rate of GDP
growth tecessary to create jobs for all neéw labor force entrants — that
is, those who find jobs in Mexico and those whe emigrate instead to
the United States. The Mexican labor force grows by approximately
1 million workers per year. In Figure 3.8 we use the U.S. census to
estitnate average annual net Mexican migration to the United States
during the 1990s: 514,000 workers per year. These findings suggest
that the Mexican economy generates roughly half the number of jobs
required to accommodate new labor force entrants and that Mexico
under the NAFTA has grown at approximately half the rate necessary
to absorb all new entrants into the labor force. We note that this
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counterfactual and the historical 19501980 counterfactual produce
results that are broadly consistent with one another. We also note
that Figure 3.8 explains why they produce similar results: When the
Mexican economy was growing at an average of 2.8 percent per year,
Mexicans emigrating (permanently) to the United States did so in
trivial numbers.

A fourth comparison is Mexico’s pos=NAFTA growth rate relative
to that of the United States. In this counterfactual, full mobility of
capital should have produced a Mexico that grew at lease as fast as its
MNAFTA partner. Here again, Mexico's actual growth rate was dra-
matically different from the counterfactual: ULS. per capita GDP grew
by an average of 2.3 percent per year from 1994 o 2005, 77 percent
faster than m Mexico.

A tinal counterfactual is to compare Mexico’s growth rate with
that of other middle-income developing countries that liberalized
their economies during the 1980s and 1990k, If the NAFTA con-
ferred a large advantage on Mexico, above and bevond that obtained
from joining the GATT, then we should observe that Mexico's econ-
omy outgrew others that were similar to it in 1994 but which did
not have the benefit of a NAFTA-like agreement with the United
States. The results of this exercise suggest that post-NAFTA Mexico

3
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Figure 3.% Compound Annual Growth Rares of Inflation-Adjusted GDP per Capita
inn Selecred Middle-Tncome Liberalizing Econowmies, 19F4-2005, Soure: Wacaarg and
Welch {2003}, mble 1; Internanonal Monetary Fund, Ietermarional Finapdal Statistics
(3006).

underperformed other middle-income hberalizing economies (see
Figure 3.9).%% The average annual rate of GIDP per capita growth of
the fourteen other middle-income liberalizers was 2.1 percent over the
19942005 pertod, compared with 1.3 percent in Mexico. In fact, as
Figure 3.9 shows, eight of the fourteen other liberalizing economies
crew very fast compared with Mexico (with average growth rates
ranging from 2.0 to 4.7 percent per year), whereas the countries with
lower average annual growth rates tended to cluster at or near Mexico's
growth rate. Of the fourteen countries, only three grew sigmificantly
more slowly than Mexico: Venezoela, Argentina, and Colombia.
MNone of this is to argue that Mexico should not have opened up to
foreign trade and investment. If our standard of assessment is the Mex-
ican economy from the onset of the debt crisis in 1982 until che time

B Seartingg wath a set of Tiberalized economies from a damser developed by Waczing and Welch
(20030, we restrict the comparison o those economies that were mughly smilae m Mesico,
which we definle & those countries whose US, dellar-dencaninared G per capita was no

o+ oot lower thian 30 percent of Mexico’s in 1994, {The counmrcs are Argentina. Branl,

Chile, Colombia, Cosa Faca, the Domimean Feepublic, Guaremala, Panama, Pern, South

Africa, Trinidad snd Tobagn, Tumeia, Lruguay, and Venezuela ) We then compute grivwth

rares in infaton-adpested domestic currency unit. noting that we obtain somlar qualicarie

resules when we do the estimaticns i purchasing power parmv-sdpsted LS, dollars,
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that Mexico joined the GATT in 1986, there is no doubt that eco-
nomic liberalization was positive for the country: Inflation-adjusted
GDP per capita shrank by an average of 2.3 percent per year between
1982 and 1986, There is, then, every reason to think that Mexico
would be substantially poorer today had it not liberalized its trade poli-
cies in the 1980s and its foreign investment policies in the 1990s. That
said, nerther joining the GATT nor signing the NAFTA were panaceas
for Mexico's diverse economic ills.

The NAFTA and Mexico’s Manufacturing Sector

Although the NAFTA has had only a modest effect on Mexicos
overall economic performance, it has had a significant impact in some
specific sectors. The evidence strongly indicates, for example, that
closer integration with the U.S. and Canadian economies has had a
positive effect on Mexico's manufacturing sector. Some sense of the
NAFTA’s disproportionate impact on manufacturing can be gleaned
from Figure 3,10, which shows that between 1994 and 2005 the manu-
tacturing sector accounted for 53 percent of all FDI flowing into Mex-
ico. Construction, electrical power generation, and mining accounted
for only 1 percent each, whereas foreign investment in agriculture
was virtually zero, FDL in transportation, other services (mostly the

Index Value (1994 = 100)
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tourism industry), and commerce was also low: 6, 8, and 11 percent,
respectively. The balance of FI Hows during the 19942005 period
(19 percent) represented the purchase of Mexico™s banks by foreign
banks. "

As one would expect, FDI m manufacturing has contributed to
rapidly rising productvity. As Figure 3.11 indicates, manufacturing
productivity increased by 41 percent between 1994 and 2003, During
the same period, productivity in the service sector — which employs
the largest proportion of the labor force, bur which has received little
FDI — actually fell. Ageregate productivity growth in the sector was
on average just 1 percent per vear berween 1994 and 2003,

Ruising productivity has fostered wage growth in the manufacturing
sector, Figure 3.2 tracks annual changes in real (inflation-adjusted)
manufacturing wages from 1980 to 2005, The data indicare that real
manufacturing wages fell by 49 percent between 1981 and 1986.
Wages began to recover thereafter but they fell back again as a resule of
the 1994-1995 financial crisis. As a consequence, inflaton-adjusted
manufacturing wages in 1996 were only 43 percent of their 1981
level. From that point onward, the expansion of export manufacturing
produced a 20-percent increase in real wages by 2005, This growth
was considerable but it was not enough to reverse more than a decade

2 Spperetana de Eeonmnia {wwwsinep gob ms)
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of wage erosion before the NAFTA. Thus, manufacturing wages in
2005 were still only 53 percent of their 1981 level,

One cansequence of the long-term erosion of real wages in Mexico
has been a growing gap between the compensation receved by Mex-
ican and ULS. workers. As a first-order estimate of this phenomenon,
Figure 3.12 presents data on hourly wage rates (in current U.S, dollars)
in manufacturing in both countries and on the ratio of Mexican to
U.S. wages. In dollar terms, wages in Mexico's manufacturing sector
collapsed during the 1980s, falling from $2.52 per hour in 1981 1o
57 cents per hour in 1986. By 1993 they had regained virtually all of
the lost ground, but in 1995 they again fell sharply as a result of the
country’s financial crisis. Dollar-denominated wages in Mexican man-
ufacturing industries slowly recovered after 1995, so that by 20015 they
were back at their 1981 level. Over the 19802005 period, however,
nominal ULS. manufacturing wages grew at a steady pace. Over ime,
therefore, the gap between compensation levels in the United States
and Mexico increased. In 1981, dollar-denominated manufacturing
wages in Mexico were 30 percent of US. manufacturing wages; in
2005, Mexican wages were only 15 percent of U.S, wages. This gap
has been an important stimulus both for labor-intensive U.S. manu-
tacturing industries to relocate to Mexico and for Mexican workers
to migrate to the United States in search of more highly paid employ-
ment.
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The NAFTA and Mexican Agriculture

The NAFTA's effects on Mexican agriculture, a sector that employs
one-fifth of the country’s working population,” have been decidedly
more mixed. There are three groups that have clearly benefited from
reductions in tariffs and quotas on agricultural products: fruit and
vegetable farmers in Mexico’s Northwest, livestock producers, and
urban consumers. Now that fruit and vegetable growers can export
their produce to the United States, farmers in the northwestern state of
Sinaloa have been able to earn higher incomes because their proximity
to markets in California and Arizona means thar transportation costs
do not drive a large wedge between the prices paid by consumers and
the prices received at the farm gate. Livestock producers and urban
consumers have gained because grain imports under the NAFTA have
induced a decline in the price of yellow corn, which is fed to cattle
and hogs.

The gains to urban consumers have, however, imposed substan-
tial costs on Mexico's corn farmers, who must now compete with
more efficient (and subsidized) U.S. producers. The affected popula-
tion 15 large, comprising some 3540 percent of the rural workforce
and approximately 10 percent of the employed population nation-
wide.™ Despite low rural wages, Mexican corn farmers pay input
costs approximately one-third higher than those faced by their US.
competitors. Some sense of why lower wages in Mexico do not trans-
late into lower agricultural production costs can be discerned from the
following facts: Most corn-producing plots in Mexico are less than 12
acres, only 9 percent of farmers have access to irrigation, and only 35
percent of Mexican farmers use tractors.™ Moreover, Mexico's corn
farmers face high transportation costs, which produce a substantial dif-
ference between the price that farmers receive and the price that urban
consumers pay. For example, it costs three times more to ship corn to
Mexico City from Sinaloa by land than to ship it from New Orleans
via the port of Veracruz.” These factors, in conjunction with a Mexi-
can government decision to accelerate corn purchases from the United
States well in excess of the quotas that had been agreed in the NAFTA,
explain why U, corn exports to Mexico almost tripled between 1994

T De Grammont {20030, able 10,110
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and 2003, They are likely to grow even more once the last remain-
ing restrictions on corn mmports are removed (as mandated by the
NAFTA) in 2009.%!

During the 1990s, the Mexican government implemented several
measures designed to improve the competitiveness of Mexico's peasant
farmers. To increase the incentives for private investment in agricul-
ture, in 1992 the Salinas administration amended Article 27 of the
Constitution to permit, with the agreement of the local communiry,
the sale, sharecropping, or rental of communally held (¢jido) lands. The
implementing legislatton for this reform, the Program for the Cerrifi-
cation of Ejidal Rights and the Titling of Urban Plots (PROCEDE),
delineated and certified ¢jido properties, thus facilitating the creation
of ¢jido land markets and expanding rural producers’ potential access
to credit by allowing them to use the right to cultivate their land
as collateral. ™ In addition, the government moved to support small
farmers through the Direct-Support Program for the Farm Sector
(PROCAMPO]. As of 20042005, PROCAMPO paid farmers with
plots smaller than 12 acres US$41 per acre, whereas all other farmers
received $34 per acre.™

These nitiatives have not, however, achieved their main goals, Rel-
atively few ejido members have titled their lands, and most land trans-
actions remain informal and unregistered — perhaps in part because
lands titled under PROCEDE are subject to property taxes, Banks and
other private creditors have been very reluctant to extend financing to
epido farmers with PROCEDE utles because the law does not allow
such land to be seized in the event of nonpayment; only the right
to till the land can be legally embargoed by creditors.™ As a result,
agricultural productivity has not improved.

The economic pressures on small farmers, coupled with the grow-
ing manufacturing wage gap between Mexico and the United States,
have produced a dramatic increase in migration to the United States
since the 1990s.** Mexican workers have, of course, been migrating
to the United States since at least the 1890s, and berween 1942 and

M De Grammonr (2003), p. 357; Zahniser and Coyle (2004), p. 3

2 Gigale, Lafourcade, dnd Nyuyen (MO0, p. 332,

B Zihnker and Clovle (2004, 7

M Mackinlay and e Ty Fuente (1996}, pp. 105-11k Giogsle, Lafoumade, and Mguven (200H),
p. 333, .

¥ See de Granimant (2003, pp. 369, 377 for 2 discussion of the econsmic ind social conditions
it rural arens thac stimulate ouc-migraoon,
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1964 the Bracere Program legally authorized Mexican farm workers
to work temporarily in the United States. Undil the 1970s, however,
the number of new emigrants was balanced by an almost equal mumber
of migrant workers returning o Mexico. Indeed, the dam portrayed
in Figure 3.8 (which uses changes in the total Mexican-born popu-
lation bevween ULS. censuses to estimate net Mexican migration to
the United States) indicate that this total was on the order of 25,000
persons per year from the 1890 through the 1960s. The dat then
indicate a fivefold increase in net immigration in the 1970s, which
became neatly a tenfold increase during the prolonged economic crisis
of the 1980s. Mexico’s policy of trade liberalization did not reverse
this How: rather, trade liberalization was accompanied by a rapid accel-
eration of net migration to the United States. Our estimates for the
1990s place the fow at more than 300,000 persons per year.™ More
detailed estimates made by Mexican demographers suggest that a sig-
nificant proportion of Mexico™s rate of natural populaton increase
(0.3 percentage points) was lost ro emigration, reducing the annual
population growth rate from 1.7 percent to 1.4 percent.”” As a result,
the Mexican-born population of the United Stares has risen precip-
itously — from 4.3 million people in 1990 to 9 million in the year
2000, and to 10.6 million in 2004.%

Explaining the NAFTA"s Limited Impact
on Growth in Mexico

Why has FDI clustered in Mexico’s manufacturing sector, and why
has foreign investment in manufacturing not served as a more powertul
engine of growth for the rest of the economy? There are myriad 1ssues
here burt three considerations are paramount. Firse, Mexico changed its
paolicies regarding foreign trade and investment but it did not fully lib-
eralize its economy. Incomplete liberalization raises the cost of doing

3 Beginming i the eardy 19900, the LIS government devoted subisa Iy rrore resounces
o enforcing border controbe and deterring legal immigration, a policy that encouraged
1 higher proportion of undocumented immigrants o wemsin permanently in the United
Srates,
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business in Mexico. Second, the tax system that evolved under decades
of authoritarian rule largely remains in place. The result is a serious
shorttall of public investment in such areas as education and infrastruc-
ture, which in turn has meant that Mexico has had to compete against
other developing economies solely on the basis of low wages and geo-
graphic proximity o the United States. It is impossible for other coun-
tries to duplicate Mexico's geographic proximity to the world's largest
consumer market; however, they can more than compete with Mexico
on the basis of low wages. Third, there is a serious shortfall in access to
credit in Mexico. This constrains the growth of those nontradable eco-
fomic sectors (producing goods that cannot be exported or imported)
providing inputs for Mexico's tradable-goods {export) activities,
which in turn raises the cost of doing business in the tradable-goods
sector.

Investment Opening without Liberalization

The NAFTA offered foreign investors much stronger bases on which
to defend their property rights in Mexico but the agreement did not
remave all restrictions on investment. Several key economic sectors
either remain largely closed to private investment or were privatized
in such a way as to create lucrative, domestically owned monopolies.
One notable example of these remaining restrictions on private invest-
ment is the electrical power industry. In principle, Chapter Six of the
NAFTA allows private companies to build power generation plants for
industrial consumers and to sell excess electrical power to the Federal
Electricity Commission (CFE), which holds a menopoly on distribu-
tion.™ In reality, however, regulatory constraints (such as a Mexican
law that prahibits long-term sales contracts to the CFE) mean that only
3.3 percent of Mexico’s electricity is privately generated, ™ Domestic
demand for electricity has been expanding rapidly, and consumption
would probably grow even faster if not for the fact that limited gen-
eration capacity means very high (and rising) electricity prices for

 Clarkson (02, po 23%, In 1997 the administration of Presdent Ernesty Sedillo Ponge
de Ledn (19942000 established the Long-Term Productive nfrastmoco e Program (I*IDI-
REGAS} a2 way of channeling private investment o the energy sector In the elecrical
power industry, the program allows private mvestors o build generating facilicies thar then
sell their power to the CFE at fived prices, After 30 vears, the facilies are then tumed aver
to the federal governmeént. See World Bank (2005), p. 9

0 Tornell, Westermanr, and Martinez {20K14),
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industrial producers and for individual consumers outside the Mexico
City area,!

Petroleum exploration and production also remain almost entirely
closed to private investment. Because of the historical polincal sensi-
tivity of foreign mvolvement in the petroleum mdustry and continued
strong public support for state ownership. private mvestors are forbid-
den from participating in either drilling for, or the basic refining of, il
and natural gas. Despite growing domestic demand for energy, overall
petroleum production has stagnated because the state-owned Mexican
Petroleum Company (PEMEX) has laucked sufficient capital to expand
exploration and modernize its production facilities. Indeed, Mexico
has become a net importer of gasoline and some other petroleum prod-
ucts. The admimistration of President Ernesto Zedillo Ponce de Ledn
(199420000 tried to atract private capital into “secondary petro-
chemicals,” but the 1999 auction of petrachemical plants attracted no
bidders.**

Although Mexico’s telecommunications industry was privatized,
the privatization process created a monopoly that raises costs both
tor individuals and for firms doing business in Mexico. In 1990, the
government sold the Mexican Telephone Company (TELMEX) o
private mvestors. Yet during its first 6 years of operation, TELMEX
faced no compention at all because the government did not imple-
ment regulations defining how other telecommumications companies
could access TELMEX's network: The regulanions that were finally
written in 1996 did little to prevent TELMEX from constraining
competition. In 1997, therefore, federal regulators drew up more rig-
orous regulations designed to force TELMEX to open the market to
competitors. TELMEX went to court to defend its position, thereby
delaying the implementation of any new regulations untl 2000, Even
then, TELMEX continued to contest the rules on interconnection
rates, service quality, and information given to consumers. As lare as
2006, TELMEX still controlled approximately 90 percent of all fixed
phone lines in Mexico and approximately 80 percent of the cellular
phone market. The Orgamsation for Economic Co-operation and

S OOECD (2003, poRE Larin A 1 24, ni, 3 (March 20079, p. 8.

2 OECTH2002), pp. 812, The PIDIREGAS inin: wlloass PEMEX to pay private ivestors
a fixed amount for 3 st peniod of ome i reteen for developing o particolar progect, in effect
allwing PEMEX to bortos from private tnveseors off the books. To extent, therefon:,
thie partial {and guier) fovm of privateation compensated for reduced public fnveament n
the coergy sector. See Workd Bank (2003), p. 9.
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Development (OECD) estimated that Mexico had among the highest
phone rates in the world, with calls costing 50 percent more than the
average for OECD member countries, ™

The Tax System and Public Investment

The NAFTA did not do anything to resolve Mexico’s long-standing
shortfall in public investment. The fundamental problem is an issue
discussed at length in Chapter Two: Tax revenues constitute a very
low proportion of GDP. Wealthy individuals regularly exploit loop-
holes and exemptions to reduce their tax burden, and the government
has lacked mechanisms to tax lower-income people employed in the
informal sector.™ As a consequence, the Mexican government relies
heavily on a 15-percent value-added tax (VAT), although many people
avaid this tax by making their purchases in the large informal sector.
Bevenues from VAT collection, therefore, amount to less than 3 per-
cent of the GDP. The net result is that in 2004 the government only
managed to collect 10.7 percent of the GDP in taxes, a proportion that
has held more or less constant since the mid-1970s. Oil taxes and royal-
ties pushed total government revenues up to approximately 15 percent
of the GDP in 2004, a proportion that has also held roughly constant
since the carly 19805, As Figure 3,13 shows, by international standards
the Mexican government is conspicuously underfunded. This is the
case not just when comparing Mexico with other OECD member
countries, but also when comparing it with other Latin American
countries — even some of the very poorest ones, such as Honduras,
Bolivia, and Nicaragua.

One major consequence of this low level of public revenue is a low
level of public spending. Consider, for example, government spend-
ing on education, Measured as a percentage of GDP, Mexico spends
only approximately half as much per student as Greece, Japan, or the
United States.* Measured in absolute levels and adjusting for differ-
ences in purchasing power parity, the gap is even larger: Mexico’s
educational expenditures per student are only 30 percent of those in
Greece, 18 percent of those in Japan, and 16 percent of those in the

*OECD (2002), pp. 81-2,

44 - = -
The povernment has estimated that income tix evasion costs it nevenoe equal o3 percent
of G La_fornade Virm{@l 28 May 2007
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United States.*" As a result, Mexico's levels of educational achieve-
ment, although improving, are stll quite low. For example, in the year
2000 only 7.5 percent of Mexican workers in the tradable goods
sector (mostly manufacturing activities) had more than 6 years of edu-
cation. This was certainly an improvement on the 1987 figure of 55.9
percent, but it was still very low by international standards. Mexico has
been even slower to increase the number of workers with at least a high
school education; the percentage of such workers in the tradable goods
sector rose only from 11.4 percent in 1987 to 15.1 percent in 2000.%
When workers outside the traded sector are taken into account, in
the year 2000 less than 20 percent of the population aged 25-64 vears
had graduated from high school. Indeed, only 60 percent made it
past the sixth grade "

A similar shortage of revenues has slowed the Mexican government’s
efforts to improve the country’s road network. In the late 1980s and
early 19905, the Salinas administration attempted to overcome the
problem created by the governmient’s own lack of funds by encour-
aging private firms to build and operate toll highways. This program

4 mithars’ calculation using data prvvided by the QECD and Hegon, Summers, and Aten
(20002).

W Avenas Velieguez (0041, p. 13,

EQECD (2003), p. 71,
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failed because the initial traffic loads proved too light to bear the con-
struction and interest costs. Light traffic loads meant high tolls, which
mieant that rraftic did not increase and thus tolls remained high. In 1995
the highway companies went bankrupt, and in 1997 the government
nanonalized the toll roads.™ Although the program had succeeded in
constructing 3,249 miles of modern limited-access toll highways, the
eventual cost to the Mexican taxpayer was over US$12 billion.™ The
government has since continued to build toll nghways by using its
own revenues but at a much slower pace.’’

The upshor of Mexico's continuing restrictions on foreign invest-
ment in some sectors and low levels of public investment 15 that FIDI
under the NAFTA has been concentrated primarily 1in manufactur-
ing activities that employ workers with low skill levels. This outcome
was not a surprise to the NAFTA's architects, who envisioned that
low labor costs and geographic proximity to the United Stares would
transtorm northern Mexico into a manufacturing export platforn.
It has, however, been a major disappointment to those who hoped
that trade and investment liberalization would spark a more profound
transtormation of the Mexican economy.

The NAFTA did in fact stimulate Mexico's export-manufacturing
sector. Indeed, manufacturing has typically accounted for more than
85 percent of Mexico's exports since the late 1990s. One must keep
in mind, however, that manufacturing consatutes only approximately
20 percent of the Mexican economy. Moreover, the structure of the
manufacturing sector is such that substantial growth in the volume of
manufactured exports has not translated into rapid growth of the econ-
omy as a whole. More than half of Mexico’s manufactured exports
are produced in the maguiladora (in-bond processing) sector, in which
firms import parts from the United States, assemble them in Mexico,
and then re-export the fimshed product. On average, between 1993
and 2002 the magquiladora industry accounted for 44 percent of all
Mexican exports, and during the same period the value of their gross
output represented 12 percent of GDP (see Figure 3.14). By their very
nature, however, maquiladora plants add little value in Mexico because

¥ OECL (2003), p. 81,
# Lachade et al, (200833, p. 1

L early 2007 the givernment announced thae, as parc of s effire o generae addidonal

resoues for mad constaction, seame T percent of the natomalized woll mads would be
auctioned 1o privae investoss. Those ivesters wha had benefited from the carbler bailour
were mot be allowed o bid See L formads Firn@@l, 1 March 2007, 23 March 2007
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the bulk of their output (79 percent) consists of imports of intermedi-
ate goods from the United States. As a consequence, the maquiladora
industry added only 2.6 percent to Mexican GDP™ This value was
certainly not insignificant but it was small.

Mexico's Credit Crunch

One assumption underlying Mexico’s NAFTA strategy (and one of
the central preoccupations of this chapter) was the crucial role of FDI
in financing Mexican growth. The truth of the matter 15, however,
that foreign investment is not a substitute for domestic investment, As
Figure 3.10 makes clear, FI2I in Mexico has tended to cluster in the
production of tradable goods, most parncularly manufacturing. Much
less foreign investment has flowed to the nontradable sector, such as
construction, transportation, and services. This means that the non-
tradable sector of the economy must rely on domestic sources of capital
and credit. The problem, as we shall discuss in Chapter Four, is that
Mexico’s banks have been retreating from credit markets since 1995,
The direct effect of the shortage of credit has been to lower productiv-
ity in those sectors that are not major recipienis of FDI — which is to
say nearly all economic activities other than manufacturing.

The lack of credit has also had an indirect, but nenetheless seri-
ous, effect on the tradable-goods sector. As Tornell, Westermann, and

AL INEGL: Ststewia de Cuicntas Nadorales (wrwsineg goboams],
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Martinez (2004) have pointed out, roughly 25 percent of the produc-
tion inputs for this sector come from the nontraded sector. Consider,
for example, an automobile manufacturing plant financed with FDI.
[ts output of automobiles is tradable, and it consumes many tradable
goods such as rires, windshields, brake linings, and cylinder heads.
Yet it also consumes a wide variety of nontradable items, such as
the construction of buildings, machinery repair and maintenance, and
accounting and legal services. The workers in this automobile plant
also consume a great variety of nontradable goods (for example, hair-
cuts, restaurant meals, public transportation, and honie construction
and repair), and they must price their labor in accordance with the
prices they pay in the nontradable sector. Thus, the firm's labor costs,
as well as the cost of many of its production inputs, are determined by
the productivity of the nontradable sector. If the growth of productiv-
ity in the nontradable sector is slow, then firms in the tradable sector
will face higher prices than they would otherwise. These higher prices
will, in turn, influence the prices that firms in the tradable sector must
charge for their output. In short, the long-run performance of the
economy hinges on the performance of myriad economic activities
whose sources of finance are domestic. 3

All of this begs a fundamental question: If there is demand for
credit from firms, why does the domestic financial system not meet
this demand? To answer that question, we trn to an examination of
Mexico’s banking system since its privatization in 1991,

T Tarnell, Westermann, and Martines (2

4

The Mexican Banking System:
The Politics and Economics of Financial
Underdevelopment

In Chapter Three we discussed the surprisingly slow growth of the
Mexican economy once it opened up to foreign trade and investment.
We noted that one of the causes of Mexico's sluggish economic per-
formance since the mid-1990s has been the scarcity of credit tor firms
and households. Indeed, whether we compare Mexico with other
members of the Orgamsation for Economic Co-operanon and Devel-
opment (OECDY) or with other Latin American countries, Mexico has
an extraordinarily small banking system. As Figure 4.1 demonstrates,
in 2003 the ratio of private credit to gross domestic product (GDP)
m Mexico was the smallest of any OECD country. Moreover, 1t was
the smallest by a very wide margin, even when compared with the
economies of Southern and Eastern Europe. Mexico also does not fare
well when compared with other Latin American countries, As Fig-
ure 4.2 shows, in 2005 Mexico's banking system, as a percentage of
GDP was dwarfed by those of Chile, Honduras, Urnguay, Bolivia,
Costa Rica, Brazil, and even Nicaragua. Tt was even small by the stan-
dards of Ecnador, Peru, Colombia, and Guatemala. In fact, in 2005
there were only rwo countries in the region with banking systems that
were appreciably smaller than Mexico’s: Argentina and Venezuela.
Perhaps even more surprising is the fact that Mexico's banking
systert has been shrinking over time. As Figure 4.3 makes clear, the
ratio of bank leans to GDP in Mexico declined drasucally between
1994 and 2005. The result, as  Figure 4.4 shows, 1 that Mexican
business enterprises have found it increasingly difficult to mobilize
capital. In 1998, Mexico's central bank, concerned about this problem,
began to survey national firms to ascertain their sources of capital.
During the 1998-2005 period, these survevs indicated that there was
a monotonic decline in the ability of firms. regardless of their sze,

95
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to mobilize capital from commercial banks. Consider the experience
of small tirms, for example. In 1998, 29 percent of small businesses
mobilized capital from banks but by 2005 only 18 percent did. The
pattern was similar for medium, large, and very large firms: sustained,
significant dechnes in their use of the banking system,!

How could this possibly have been the case, imasmuch as Mexico
privatized its banking system in 1991 and then in 1997 allowed foreign
banks to enter the Mexican market without restriction? As Figure 4.5
indicates, 83 percent of the Mexican banking system, measured by
assets, was foreign owned in 2004, Why, given the opportunities avail-
able to foreign banks in a capital-scarce economy, is Mexico not awash
i bank credit?

Owur answer to these questions draws on the theoretical framework
we presented in Chaprer One: The growth of Mexico's banking sys-
tem is hmited by institutions bequeathed by more than a century of
authoritarian rule, Until 1997, when the Institutienal Fevolunonary
Party (PRI) lost its majority in the federal Chamber of Deputies, the

i i . .
A Movemnber 2006 pall of mdivaduals’ fimancial pracoces simalacly found tha saly 14 pescent

of tespimndents applied o banks for credit,. The frequency wich which individuals soughr
credic feom the bankimg syitem varted wvessely with their level of mcome, The resuls of
this Pacamerria poll were published in Exeiliorn, [anuary 29, 2007
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Mexican government had virtually unlimited authority and discretion,
which put commiercial banks at risk of expropriation. Mexico alsa
lacked the institutions necessary to enforce contracts. The two sets of
insrtutional arrangements were causally linked. As we shall see, how-
ever, reforming the first set of institutions did not automatically pro-
duce a reform of the second.

When Mexico’s banks were privatized in 1991, the arrangements
that compensated bankers for expropriation risk interacted with
Mexico's weak conmact-enforcement institutions to create incentives
for reckless behavior by bankers, As a consequence, the banking sys-
tem campletely collapsed within a few vears of the bank privatization.
A subsequent government bailout of the banks required US$65 bil-
lion in taxpayers’ money — a step that further discredited what lit-
tle remained of PRI adminmsstrations’ reputation for sound economic
management. Voter and opposition party discontent with the priva-
tization and bailout fiasco, coupled with the widespread political dis-
content that was unleashed by the generalized economic crisis caused
by the collapse of the banking system i 1995, cost the PRI control
over the lower house of Congress and the government of the Fed-
eral Districe in the 1997 midrerm elections. With the Chamber of
Dieputies in the hands of opposition parties, the government lose the
high degree of discretionary authority that had previously allowed it to
conmmpromise property rights virtually at will. Thus, when in 1997 the
government sought to recapitalize the financial sector by permitting
foreign banks to purchase controlling shares in Mexican financial inst-
tutions, both the North American Free Trade Agreement’s (NAFTA)
investor-protection provisions and radically different domestc polit-
ical circumstanices meant that foreign banks could move rapidly to
expand their presence in Mexico without fear of exproprianon.

Nevertheless, Mexico’s banks conunued to operate 1n an mstitu-
rional setting still characterized by legacies of the country’s author-
itarian past, particularly the high cost of enforang contracts. As we
shall discuss later, many of these mstitutional weaknesses — including
corrupe police, out-of-date and difficult-to-access property registers,
a lack of adequate credit reporting, and inefficient courts — cannot be
reformed at the stroke of a pen. The result is a banking system that
is foreign owned and stable but that is still reluctant to advance credit
to business enterprises. This situation has negative consequences for
Mexico's rate of economic growth.
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The Legacy of the 1982 Bank Expropriation

To understand the condinons that shaped the process of bank privat-
ization in the early 1990s, we need to step back to the 1970k,
when Presidents Luis Echeverria (1970-1976) and José Lopez Portillo
(1976-1982) began a stepwise expropriation of the banking system.
To fund government spending without increasing taxes, Echeverria
directed the central bank tw expand the money supply, a policy that
continued during the Lopez Porullo administration. The result was
an inflationary spiral that gained momentum with each passing vear.
To fight inflarion, and to direct credit into government-owned firms
or industries with large, umonized workforces that were politically
important, Echeverria and Lopez Portillo imposed interest rate ceil-
ings and raised bank reserve requirements, Those reserves could then
be directed to enterprises chosen by the central bank. The result, as we
saw in Chapter Two, was that the banking system began to contract
sharply in the late 1970s.

The situation facing bankers muirned worse in the early 1980s. In
addition to printing money to fund their escalating deficits, Echeverria
and Lopez Portillo borrowed heavily abroad. As we discussed in Chap-
ter Two, the last years of the Lopez Portillo administration found
Mexico caught in a debt trap: The public-sector debt and the interest
rate an U.S. dollar-denomimated loans mushroomed; the government
then took out short-term loans to service long-term debt obliga-
tions; and the price of oil, which Lopez Portillo believed would
rise indefinitely and allow him to continue borrowing, fell sharply.
Lopez Portillo then had to scramble to aveid a foreign debr default.
He converted U.S. dollar-denominated savings accounts into pesos at
the official rate of exchange (which was approximately one-third less
than the rate on the parallel exchange market), thereby expropriating
the assets of individuals and firms holding dollar accounts. Next, he
declared thar the government was temporarily suspending payments
on Mexico's foreign debr, a step that only exacerbated an already dete-
riorating foreign-exchange crisis. As pressure built on the peso:dollar
exchange rate, Lopez Portillo blamed the bankers for its collapse and
expropriated their assets on September 1, 1982.% Bankers received only
limited compensation.®

* Del Anjgel-Mobarak, Bazdresch, and Suirez [Divila (2005
¥ Elzondo Mayer-Serra (20 ), P, 225-4.
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For the next 7 years, Mexico’s banking system existed in a near-
vegetative state.' Banks continued to take deposits and clear checks,
but they directed more than half of their lending to public-sector
loans. As a consequence, firms and households were starved for credit.
Indeed, by 1988 the ratio of private-sector loans to GDP was only
# percent — roughly halties level in 1981 and the lowest level attained
by Mexico in the entire post—World War 11 period.” Some large firms
were able to compensate for the absence of a private banking system by
raising capital through financial markets, sparking a vigorous but brief
run-up in the value of shares histed on the Mexican stock exchange
and the growth of brokerage houses and mutual funds. Nevertheless,
the muajority of Mexican firms were far too small to engage in stock
offerings. As a result, they simply had no access to capital other than
whatever meager profits they could reinvest.

There was, theretore, considerable pressure on Lopez Portillo's suc-
cessors to reprivatize the banking system. The administration of Presi-
dent Miguel de la Madrid Hurtado (1982-1988} had made a tentative
step in this direction by returning brokerage operations to their pre-
vious owners, but the country was too mired in serious economic
crisis during the 1980s for the government to contemplate selling the
banks.” In fact, the government desperately needed ro own the banks
because they provided a mechanism through which the savings of
individuals and companies could be turned into a source of finance
tor the government and 1ts remaining state-owned firms.

Authoritarian Institutions and the Privatization
of Mexico’s Banks

Bank privatization was therefore left to President Carlos Salinas de
Gortar1 (1988-1994). Salinas did, in fact, have strong incentves to
accomphsh this measure. Even though the de la Madrid administration
had closed or sold off hundreds of money-losing public enterprises,
the govermment was still saddled with many others. Selling these firms
would allow the Salinas administration to pay down the domestic pub-
lic debt and, by substantially lowering government interest payiments,

* Yicumin (2005)

 Tnternational Monetary Fund, Tuernational Faangal Sta

* For de ks Madnid's e viess on the 1982 bank exprapriation {which occurred when he
wis already president—¢lect). see de i Madrid Hurade (004), pp, 27-37
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reduce the drain on the federal budget and help bring inflation under
comtrol. This step would also provide some one-time revenues that
could be used as partial funding for the social programs that were a
crucial part of the PRI's strategy to win the 1994 presidential elec-
tions, There were two particularly valuable jewels in the government's
crown of state-owned enterprises: the telecommunications sector and
the banks. The Salinas administration therefore moved to privatize the
banks in 1991,

In examining this episode, one should not underestimate the impor-
tance of the government’s desire to raise as much revenue as possible
as the fundamental driving force behind the sale of the banks. The
government's primary goal was not to create a stable banking system;
rather, it was to obtamn the highest price possible. This decision had
serious ramifications for the tagedy that was soon to tollow:.

Why, one might ask, would investors pay high prices for banks
that the government had seized only 9 years before? Salinas and his
principal cabinet officials may have been firmly pro-business in their
policy orientation but there was no telling what their successors might
do — and, as the 1982 bank expropriation had dramatically demon-
strated, in Mexico's authoritarian regime there were few checks on
presidential power. What would keep some future government from
domng what the Echeverria and Lopez Portillo administratons had
done? This dilemma was resolved in much the same way that it had
been solved in Mexico since the late nineteenth century — by rasing
rates of return high enough to compensate the owners of assets for the
expropriation risk they faced. In this particular case, rates of return
would have t be extremely high because a privatized banking sector
would hold no particularly powerful leverage within the PRI regime
should a future government decide to move against the banks.

The sk that faced the Salinas admumistration and Mexico's poten-
tial bankers was extraordinarily difficult: They had o craft a deal that
would raise the rate of return on capital and simultaneously allow
the government to maximize the price that it received for the banks.
These different interests were reconciled by creating a set of arrange-
ments that imited competition and minimized the amount of capital
that bankers actually placed at risk. These arrangements were not,
however, established at a single stroke; rather, they emerged over tme
through a process of negotiation between bankers and the government.
Yet when that process was complete, the future of the banking system
was sealed: The owners of the banks actually had very little capital at
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risk, which seriously weakened their incentives to lend money in a
prudent manner, The banking system was bound to fail.

To induce investors to offer high prices for the banks despite the
possible risks they faced, the Salinas administration signaled potential
bidders that they would not have to operate in a competitive environ-
ment. When privatized in 1991, the Mexican banking industry was
composed of eighteen banks, four of which controlled approximately
70 percent of total bank assets. The government did not break up
these banks; instead, it sold them “as 15" Ln addition, the government
made it clear that it would use its regulatory authority (obtaining a
bank charter required the permission of the secretary of the weasury)
to control entry into the banking industry.

The government also signaled potential bidders that they would
not have to compete against foreign banks. Foreign banks were barred
from the 19911992 bank auctions. Moreover, the 1994 NAFTA pro-
visions governing banking severely limited the participation of foreign
banks in the Mexican market. For instance, the NAFTA provided that
U.S. and Canadian banks could own no more than 30 percent of a
Mexican bank's capital. It further prohibited UL5. and Canadian banks
from putchasing a controlhing interest in any Mexican bank whose
market share exceeded 1.5 percent, and it stipulated that the total
market share under their contral could not exceed 8§ percent. Over
a b-year transitional period, the NAFTA allowed US. and Canadian
banks ,m_.E_:..m:___ to hold larger market shares, up to a maximum of
15 percent by the year 20000, Yet the NAFTA allowed the Mexican
government to block ULS. and Canadian purchases of Mexican banks
for a 3-year period if foreign banks as a group controlled more than
25 percent of the market. Foreign banks remained subject to the rule
that they could own no more than 30 percent of a Mexican bank’s
stock.”

Having reduced the competition that bankers would face and
thereby raised their likely rate of return on capital, the Salinas admin-
istration then structured the auction process to maximuze the prices
that would be offered for the banks. The formal rules of the auction
specified that bids would be sealed and that the mznagerial expertise of
the bidding groups would be taken into account,” The notion that the
government would take the quality of management into account was,

T Murilke (2005}
B Unal and MNasarrs (199495,
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however, eviscerated by a decision to do so only if the second-highest
bid was within 3 percent of the highest offer made.

The government also maximized the price it received by not bring-
ing Mexico’s accounting practices into line wath generally accepred
accounting standards. One of the most lenient of Mexico’s bank
accounting rules, dating from the period of government ownership,
was that when a loan was past due only the mnterest in arrears was
counted as nonperforming, The principal of such loans could be rolled
over and counted as a performing asset. Moreover, the past-due inter-
est could be rolled into the principal and the capitalized interest could
then be recorded as income, Maodifying this rule, as well as others that
inflated bank capital and assets, would have lowered the banks’ mar-
ket value because it would have increased the ratio of nonperforming
to total loans, lowered banks’ reported rates of return, and decreased
the book value of assets. How much lower the banks would have
been valued is difficult to know. It is known, however, that the Salinas
administration contracted outside consulting firms to provide it with a
realistic valuation of the banks — but it did not make the results of those
studies public.”

Rather than a single round of sealed bids, the Salinas administration
sold the banks m six rounds of bidding between June 1991 and July
1992, This arrangement increased compention for the banks sold in
the later rounds, thus creating a “cascade effect.” The most important
determinant of the price paid for a bank in terms of its bid-to-book
value ratio (that is, the amount bid as a proportion of the bank’s nom-
inal value} was the bidding round in which 1t was purchased. All other
things being equal in terms of the size of the bank, its profitability,
and the number of bidders, each addinonal round of bidding pushed
up the bid-to-book value ratio by 30.'"

This set of institutional arrangements produced a weighted average
bid-to-book value ratio of 3.04 and an income of US$12.4 billion for
the Mexican government. Indeed, a bid-to-book value ratio of 3.04
suggests that bankers paid a substantial premium. In bank mergers in
the United States during the 1980k, for example, the average bid-to-
book value ratio was 1.89."" Moreover, on the basis of past-due loans,
the return on banking assets, and the industry’s capital-to-asset ratio,

* Unal and Navarm (1999,
U Haber (2005
' Utnal and Navarro {1995
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Mexico’s government-owned banks were not healthy enterprises at
the time that they were auctioned.' An analysis of the market value
of traded shares around the tme of the bank auctions is consistent
with this view: The prices paid at auction carried a premium of 45
percent above the value of that equity as priced by the Mexican stock
marker, '

Why, given the risk of expropriation, would the purchasers of banks
have been willing to pay three times book value for the financial
institutions at auction? Why were they willing to pay a premium of
45 percent above the value of bank equity as priced by the Mexican
stock market? The answers to these questions lie in a step the Salinas
administration rook that was highly unusual by the standards of bank
privatizations: It allowed bankers to pay for their purchases with money
that they borrowed, sometimes from the very same banks they were
purchasing,'*

The original payment plan devised by the government called for
a 30-percent payment within 3 days after the announcement of the
auction winner, with the remaining 70 percent due within 30 days.
The bankers, however, convinced the Salinas administration to replace
that plan with one that gave them time to finance their purchases with
outside sources of funds. Under the new rules, the first payment was
reduced to 20 percent, a second payment of 20 percent was to be paid
30 days later, and the remaining 60 percent was to be paid within
4 months after that. The bankers used the 5-month period between
the auction and the final payment date to raise the necessary funds
from outside investors,”® These funds came from a variety of sources:
small Mexican investors, bonds fAoated on the stock market, foreign
banks, other Mexican banks. and, in some cases, the same bank that
had been purchased. That is, some shareholders were able to finance
or refinance their share purchases with a loan from the same bank
they were purchasing, with the collateral for the loan being the shares
that were being purchased. In one particularly well-documented case,
a group of purchasers actually financed 75 percent of the cost of

' Gunther, Moore, and Short (1996),

. Utnal and Mavarro (19969

. Mackey {1544, pp- 55 61, 141, 216, The Salinas administeatson s reform of the Naniosal
Waorker Housing Instirure (INFOMNAVIT) also raised the fina ttractveness of the banks,
The legistanion reguired mandatory financial contributions employers amd workers,
which substantially increased hank asers, Advance word of this measre led fnvestors to bid
up the value of banks scheduled for privatzation, See Middlebrook (1995], po4tn, nld.
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acquiring a bank in this manner.'"” The government's policy in this
regard was disastrouts because it meant that bankers actually had very
little of their own capital at risk. Hence, they had very weak incentives
to monitor to whotn the bank lent money and under whart terms.

Who Monitored the Banks?

Preventing reckless behavior by banks typically requires monitoring
by three groups: government regulators, bank directors, and bank
depositors (particularly large corporations that have sigmificant deposits
at risk). We have already seen that bank directors themselves had
weak incentives to moniter the banks, Mexico’s bank regulators were
abso nettective monitors, both because they were inexperienced and
because the tools they had at their disposal were blunt in the extreme,
Indeed, the National Banking and Securities Commission (CNBVY)
did not even possess the information technologies necessary to gather
data from banks in a omely manner, and it did not have the author-
ity and autonomy required to supervise banks _u_.cﬁnn_..,u._q Mexico's
bankers may, in fact, have expected a high degree of regulatory forbear-
ance because 1t was the government itself that had designed Mexico's
extraordinarily permissive bank accounting standards.™

The lack of effective monitoring by bank directors and bank regu-
lators meant that the only line of defense against reckless behavior by
bankers was Mexico'’s bank depositors, who 1n fact faced considerable
risk. Depositors were not, however, sheep to be fleeced, We do not
know the political process through which they influenced the govern-
ment but we do know the outcome: The government removed any
risk that they faced, thereby also eliminatng their mcentive to monitor
the banks,

Bank deposits were insured by the Bank Savings Protection Fund
(FOBAPROA) up to the total amount of resources available to the
fund. These resources were the premums paid by banks and were
very limited. As a practical matter, however, FOBAPROA had the
ability to borrow from Mexico’s central bank, the Banco de México,
According ro the Law of Credit Institutions, FOBAPROAs technical
committee (on which sat representatives from the Minisiry of the
Treasury, the Mational Banking and Secundes Commission, and the

" Mackey (1999, pp. 35,61, 141, 216,
7 Mackey {1999, p, 47,
5 Giruben and MoComb (1997,
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Banco de México) made recommendations that were forwarded to
the governor of the Banco de México, who then acted on behalf of
the bank in its capacity as FOBAPROA's fiduciary trustee and legal
representative.'”

The Banco de México’s guarantee was, moreover, not just implicit,
as a consequence of its Aduciary responsibility to FOBAPROA, [t
was an unequivocal promise. The Banco de México was supposed
to publish each December the maximum amount of obligations
that would be protected by FOBAPROA during the following vear.
The statements that it published in the Diario Oficial de la Federacion
(Mexico's version of the ULS. Federal Register) in 1993 and 1994 did
not, however, list actual amounts. Instead, they offered the following
blanker commitment:

Based on Section IV of Article 122 of the Law of Credit Insti-
tutions, and considering that it has been a tradition that Mexican
financial authorities oy to protect investors from any loss i case of
insolvency of credit institutions, FOBAPROA’s technical commit-
tee has decided to continue with this tradition. For this reason, it
has been agreed that FOBAPROA will endeavor to honor all of the
liabilities charged to the finanaal msttutions that participate in the
tund, provided that these liabilities are derived from their operanions,
excluding liabilities arising from subordinated debentures and those
resulting from illicit, irregular, or bad-faith operations.™

In short, the Banco de México explicitly stated that it was guar-
anteeing virtually all bank liabilities. These ncluded deposis made
by individuals and business enterprises. as well as crediss and loans
made berween banks. The only type of bank hability not covered was
subordinated debentures (loans made to banks that are represented by
a long-term bond and that confer certain legal rights en its holder).

Precisely because there was unlimited deposit insurance, bank
depositors did not police banks by withdrawing funds from those
institutions with risky loan portfolios: An analysis of changes in tme-
deposits and interest rates in Mexico from 1991 to 1996 found that var-
1ous measures of banks’ risk did not influence deposit growth through

U Mackey {1999}, p. 44

™ Quoted in Mackey (19999, p. 53; Between 1995 and 1997 the tatement was amended
shighely by adding the following phrase; “and labilizies deived o loans granted between
bankimg instiurions pasticipsting in fundstransfer systems adminiseered by the Bank of
Mexico in order wo back up obhgatens chargeable to the Bank of Mexico, as well as
liabilities in favor of muermediaries belonging to the sime fmancial group as the bank ™
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September 1995, Banks with riskier loan portfolios offered higher
interest rates, and those rates attracted deposits. ™

The danger posed by the absence of institutions capable of pre-
venting reckless behavior by bankers now intersected with potential
problems ansing from another legacy of Mexico's authoritarian pohit-
cal economy: the weak state of institutional artangements for enforcing
contracts. 1f banks are to enforce contracts, they must be able to repos-
sess collateral, whether that collateral takes a physical form (a house, a
farm, an inventory of raw materials) or is reputational (the knowledge
that failure to repay will preclude borrowing in the furure), Although
most borrowers do not think ofitin these terms, when they take out an
unsecured loan (such as when they use a credit card) they are pledging
their reputation as collateral.

To repossess physical collateral, banks need access to well-organized
property registries, clear legal codes, efficient courts, and honest
police. These institutional arrangements emerge in societies over fime
because societies cfivese to invest in them., When property rights are
excludable (that is, when the owner of an asset can prevent encroach-
ment by otheparties), the owners of assets have incentives to invest in
these institutions. In the language of property rights theory, itis in their
interest to make their rights transparent (that is, by registering a claim
with the government). Their registered claims to property allow them
to transfer the property (by sale, lease, or bequest) and to enforce those
claims {usimg the courts and the police). When property rights are not
excludable — because the government can encroach on them — the
incentives run in reverse: Owners have incentives to hide their assers
(by making them less transparent by not registering them) to protect
them from confiscadon. Moreover, they lack incentives to invest in
efficient courts and police because the government can use those same
institutions to encroach on an owner's claim to property. This strategy
does, however, carry large risks: If owners cannot clearly demonstrate
a registered claim to an asset and if the courts and police cannot be
used to enforce that claim, then a bank wiall not accept that asset as
collateral because it is not clear that the bank can take possession of
it in the event of nonpayment of a loan.

Banks cannot repossess reputational collateral, but they can prevent
borrowers from using their reputations as collateral in the future, Typ-
ically they do this through two means. First, banks themselves develop

' martinez Peria and Schiukler (2000),
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internal systems of credit-analvsis reporting. Second, they share this
information with other banks or with other creditors generally. Typi-
cally they do this through a credit-reporting agency.

In the early 19905, neither system of collateral attachment was avail-
able to bankers in Mexico. Physical collateral was extraordinarily diffi-
cult to repossess. Mexico did not have an accurate real property regis-
ter.”* Although there was a commercial property register maintained
by the Ministry of Comimerce, it was not available to the public. It
way, therefore, difficult for banks to use in their efforts to attach prop-
erty. Moreover, in those cases in which bankers did move to foreclose,
debtors could take advantage of Mexico's extraordinarily complicated
bankruptey laws and the political support of various organizations and
movements defending debrors” rights. Even when banks won fivorable
Judgments, the police did not always enforce them. As a consequence,
collateral recovery rates were very low: 5 percent in 1991 and 1992,
7 percent in 1993, and 9 percent in 1994,

Banks also found it difficult to attach reputational collateral. First,
the banks themselves had weak internal systems of credit analysis —
to the point that they were virtually nonexistent.* In most instances,
intertial analysis systems of this kind had been eviscerated during the
period of state ownership because the government-run banks had
little need for crediv analysis, given that they lent primarily to the
government. Second. banks could not rely on informanen gathered
by other creditors because there was no adequate system of private
credit reporting in Mexico.”® Indeed, the country’s first private credit
bureaus were not founded unal July 1993, and it was not untl February

= : F ! / A
1995 that rules were established goverming their _u__u__mqmz_,.s.r..q

Poised for Collapse

Precisely because they had litde of their own capital at risk, Mexico's
néw private bankers expanded credit at a prodigious rate. As Figure 4.6
shows, the compound rate of growth in bank lending berween 194]

¥
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Figure 4.6: Bank Lending in Mexico by Type, 1991-2004. Senne: Comusidn Nacional
Bancaria y de Valores, Bolenn estadistico de bama maltiple (hop: Ssidifenby, gobon/
Drocumentacion/Boletnes), vartous years. Note! Observanons are at year’s end. Nom-
nal data have been deflaced with the Banco de México's whoelesale price index,
SOFOLES are Limited-Ohjective Financial Societies,

and 1994 was on the order of 24 percent per year. Housing loans in
particular grew phenomenally fast; from December 1991 ro December
1994, inflaton-adjusted lending for housing and real estate nearly
tripled. This 15, moreover, a lower-bound estimate of the growth
in housing lending because it includes only performing loans {that is,
loans on which the borrower makes principal and interest payments on
schedule). Much of the housing portfolio was nonperforming, with
the principal value and past-due interest on these loans continually
rolled over into an accounting category called “rediscounts.” Inasmuch
as the value of rediscounts was nearly equal to the total value of housing
loans in December 1994, the actual increase in housing loans might
actually have been double the reported figures.

The growth in lending was not, however, matched by an equal
growth in deposits. In 1993, 1994, and 1995, loans outstripped dep-
osits by roughly 20 percent. The difference was funded through inter-
bank lending, predominantly from foreign banks in foreign currency.”’
Foreign-denominated liabilities therefore grew rapidly, from 11 per-
cent of total Mexican bank liabilities in December 1991 to 14.7 per-
cent by December 1993, and to 27 percent by December 1994.%* This
meant that Mexican banks took on sigmficant exchange-rate risk. The

B Mackey (19999, pp. 60, 98,
M Mishkin (1996),
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Figure 4.7; Nonperforming Bank Loans in Mexica, 1991-2003. Source: Haber (2005),
table 3.

only way to have avoided this risk would have been to make loans in
U.S. dollars to firms that had incomes in dollars.®” Banks did make
loans in dollars but most of those loans went to firms whose sources
of income were in pesos. Thus, if the peso was devalued. many firms
wolld be unable to service their debts, and Mexico’s banks, in turn,
would be unable to meet their own dollar-denominated liabilities.™

Even more rapid than the expansion of lending was the growth of
nonperforming loans. Figure 4.7 presents data on the value of nonper-
formung loans based on different ways of treating the various rollovers
and restructurings that were permitted under Mexican accounting
rules. One way that banks handled past-due principal was to “redis-
count” these loans, which meant creating a category of rollovers that
reflected the low probability that the loans would be repaid. These
rediscounts were neither listed in the portfolio of performing loans
nor were they hsted as being nonperforming. If we add these redis-
counts to declared nonperforming loans, then the default rate jumps
dramatically, For example, instead of the ratio of nonpertorming to
total loans being the declared ratio of 3.6 percent in December 1991,
the ratio would have been 13.5 percent, and instead of being 6.1 per-
cent in December 1994, it would have been 17.1 percent.”

In 1995 banks began to phase out the practice of “rediscounting”
loans. Instead, they began to restructure unpaid principal, treating

M Mishkin (1996), p. 32

X Krieger and Tornell {1999),
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these rollovers as performing. Thus, rather than an official, reported
ratio of nonperforming to total loans of 5.7 percent in December
1996, the actual ratio was 32.5 percent. Even this figure, however, 15
an undercstimate because banks were allowed to swap many of their
nonperforming loans for bonds from Mexico’s deposit insurance sys-
tem as part of the government bailout that took place in 1995, When
the value of these FOBAPROA bonds 1s added to the value of declared
nonperformmg loans, rediscounts, and restructured or renewed loans,
then the percentage of all loans that were nonperforming actually
exceeded the percentage of loans that were in good standing. At its
peak in December 1996, the nonperformance ratio would have been
52.6 percent.

The 1995 Banking Collapse and Bailout

It is commonly asserted that the Mexican banking crisis of 1995 was
the product of the government’s devaluation of the peso in December
1994, The evidence suggests, however, that the Mexican banking sys-
tem would have collapsed even had the government avoided a dramatic
devaluation. The overvaluanon of the peso and the government's
mishandling of the exchange rate merely hastened the banking system’s
demise.™ The Salinas administration had adopted a so-called crawling-
peg exchange rate policy (that 15, the government held the peso within
a stipulated range of values vis-a-vis the US. dollar, allowing a grad-
ual devaluation over time) to help hght nflation; and it had been
largely successtul in accomplishing that goal. Given the fact thar Mex-
ican interest rates were considerably higher than ULS. rates, and given
that the government was signaling its intention to maintan a sta-
ble (but overvalued) exchange rate, there were strong incentives for
both Mexicans and foreigners to deposit funds in Mexican banks.
There were also incentives for Mexican firms and banks to sign debt
contracts denominated in LIS, dollars,

By late 1994 it was becoming increasingly clear that the exch-
ange rate was seriously overvalued. Once this perception became
widespread, bank depositors had every incentive to withdraw their
funds and convert them to U.S. dollars before the government allowed

2 See Krucger and Tornell (1999 for a discussion of the Salinas adminisration’s exchange
rate pobiey amd aey inphivations fir the hanking sector,
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the currency to float freely; however, firms with dollar-denominated
debts could nor act so quickly, Once the peso:dollar exchange rate
was allowed to Huctuate freely in December 1994, the peso value of
their debts nearly doubled in the space of a few days.

The collapse of the exchange rate created two problems for
the banking system. First. loans denominated in foreign currencies
represented roughly one-third of all the loans made by Mexican banks.
Many of these loans had, however, been made to firms without sources
of foreign-currency income.™ Second, the collapse of the peso gave
foreign portfolio investors strong incentives to pull their funds out of
Mexico. In fact, net foreign portfolio investment flows (thar is, foreign
funds invested in the stock market or in government bonds) turned
negative in the last quarter of 1994 and stayed negative throughout
1995, * This required the Mexican government to adopt a tight mon-
etary policy and raise central bank interest rates. The interbank loan
rate (the rate charged by banks for short-term loans from one to
anothet, which is dictated by the rate that the central bank sets for
such loans) reached 114 percent at its peak in 1995, Interest rates on
variable-rate mortgages jumped from 22 percent in November 1994
to 74 percent by March 1995.% The rapid rise in interest rates pushed
small businesses and individuals with large consumer or housing debis
into bankruptey. As increasing numbers of loans went into detault, the
banks became insolvent.

Different measures of bank performance illustrate the dimensions
of the collapse. Figure 4.7 reports different measures of the rato of
nonperforming to total commercial bank loans. If principal rollovers
and the valve of FOBAPROA bonds are included as nonperform-
ing, then the ratio of nonperforming loans grew from 17 percent
at the end of 1994 to 36 percent by the end of 1995, and to 53
percent by the end of 1996. As debtors stopped making payments,
income from loans dropped precipitously. Net interest marging, which
are the spread between what banks charge for loans and what they
pay depositors, became negative because banks paid out interest on
deposits but did not earn interest income from loans.™ Not surpris-
ingly, banks retreated from the loan business. The infation-adjusted

4 Krueger and Tornedl {19949,
H aishkin (1996}, p. 31,

B Giruben and MeComb (1997),
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value of lending to consumers and businesses contracted by 66 percent
between December 1994 and December 1997 {see Figure 4.6).

President Ernesto Zedillo Ponce de Ledn (1994-2000) responded
with a bailout of the banking system to keep the entire economy from
collapsing. First, the government opened a special ULS. dollar credit
window at the Banco de México to provide banks with access to
foreign currency and thus cover their dollar-denominated liabilities.
Second, the administration sought to prop up the banks by lending
them the capital necessary to maintain adequate reserves. The govern-
ment's deposit insurance agency, FOBAPROA, used resources from
the central bank to create the Temporary Capitalization Program
(PROCAPTE). In exchange for 5-year subordinated debentures from
the banks, this trust fund lent them capital sufficient to maintain a
9-percent capitaliassets ratio. In the event of nonpayment, the deben-
tures were convertible to ordinary stock in the banks that could be sold
by the government, Moreover, during the period that they partici-
pated in the Temporary Capitalization Program, banks were enjoined
from issuing either dividends or additional debt instruments to raise
capital. 3

Third, the government took measures to protect some borrow-
ers, and, in so doing, it protected bank stockholders. These debtor-
profection programs came in several forms. As time went on, how-
ever, the scope of these programs expanded and their terms gradually
became more lenient. As a first step, the Zedillo administranon cre-
ated an inflation-indexed accounting umt (investment units, UDIs)
designed to prevent an accelerated amortizatnon of debis via inflation
and allowed loans to be redenominated 1n these units. Banks were then
allowed to ransfer loans to a government trust fund. which converted
them to UDIs bearing an inflation-adjusted meerest rate of 4 percent
plus a margin to reflect the borrower’s credit risk. Additional programs
soon followed, each of which targeted different groups of debtors
(including consumers, the holders of home mortgages, small busi-
nesses, and farmers) and each of which was modified over time to offer
debtors even larger discounts oft their payments.™ In 1996 there were
roughly 1.75 nullion debrors wha participated in various government-
run debtor relief programs.””

¥ Mackey (1999, o, 63
5 Mackey (19499), pp, 82-h.
¥ Mackey (1999, p. 92
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Finally, the government cleaned the banks' balance sheets of
nonperforming loans through a loan-repurchase program run by
FOBAPROA. In exchange for their nonperforming assets, the banks
received nontradable, 10-yvear FOBAPROA promissory notes that car-
ried an interest rate shghtly below the rate paid on the most common
type of government bond. The bankers agreed that for cach peso in
FOBAPROA bonds they received, they would inject 50 centavos ot
new capital to recapitalize their banks. The government also made
the banks responsible for collecting the principal and interest due on
the loans mansferred to FOBAPROA. As a practical matter, however,
they did not do so.*" The banks had litde incennive to try to collect
on loans that had a low probability of repayment — especially when
they had converted those loans into low-risk government bonds.

The MNational Banking and Securities Conmmission intervened in
banks that were in serious financial distress. In some cases, the CNBV
conducted a de facto intervention in which it removed the bank’s
management and then arranged for another financial insttution to
invest in or acquire control of the bank, In all, the CNBV formally
intervened in twelve banks; another three were placed under de facto
intervention.

Mexico's bankers may have anticipated the government interven-
tion and bailout. Given that Mexico had unlimited deposit insurance
and that many of the banks were “too big to fail,” itis in fact hard to see
how they would not have expected the government to rescue them.
[t appears, however, that the anticipated intervention and bailout gave
some bankers the incentive to make large loans to themselves — and
then default on the loans.” One study found that roughly 20 percent
of all large loans made between 1995 and 1998 went to bank direc-
tors. These insider loans carried rates of interest that were on average
4 percentage points lower than those on arm’s-length loans, had a

H Krueger and Tarnell {1999 Murillo (2005),
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throngh complex netwaorks of intetfocking directorares. Second, shareholders developed
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33-percent higher probability of default, and had a 30-percent lower
collateral recovery rate,*

It was a revision of the rules governing the FOBAPROA loan-
repurchase program that made it possible for directors to loot their
own banks. When the program was first instituted in 1995, the fol-
lowing types of loans were ineligible for repurchase by FOBAPROA:
past-due loans: loans held by companies in bankruptey; loans made
n conjunction with government-operated development banks; loans
denominated in UDs; and loans to “related” parnes. As the health
of banking system continued to deteriorate, however, FOBAPROAs
technical committee dropped these restrictions.™ As a consequence,
banks were able to transfer to FOBAPROA a large number of loans
that were highly unlikely ever to be repaid, as well as loans made to
the banks’ own directors or to the directors’ families or firms.

There were no general guidelines setting limits or restrictions on any
of the FOBAPROA programs. Participation in them was determined
on a case-by-case basis." Moreover, the FOBAPROA bailout was
not a one-time event as originally anticipated in early 1995, Instead,
it became an open-ended mechanism, and banks transferred loans to
FOBAPROA through 1999, For the same reason, bank interventions
were also spread out from 1994 to 2001, As of June 1999, the total
cost of the bailout programs was 692 hillion pesos (LIS$65 billion),
roughly 15 percent of Mexico’s GDR¥

The tact that the banking system bailout involved an implicit trans-
fer of large amounts of money from taxpayers to bank stockholders —

including some of the country’s wealthiest individuals — produced a

political firestorm in Mexico. In point of fact, it fueled the expansion
of a national debtors’ protest movement (the most prominent mani-
festation of which was an organization known as “El Barzén,” named
for the yoke ring to which an ox-drawn plow is attached), and, in the
run-up to the 1997 midterm congressional elections, it contributed to
the further growth of opposition political parties, which capitalized on
the fact that millions of small businesses and middle-class debrors were
pushed into bankruptey as a result of sharply increased interest rates

2 13 Port, Lipes-de-Silanes, and Zamarripy (2003).

9 Mackey (1999, p 70,
Mackey (19599, p. 52.
5 Murillo (2005
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and the collapse of the banking system,* Newly empowered congres-
sional representatives from opposition parties subsequently insisted on
an investigation into the mechanisms that had been used to rescue
commercial banks before they would approve any further bailouts, a
maneuver that held up approval of the 1999 federal budget for a full
9 months.

In 1998 the Congress disbanded FOBAPROA and replaced it with
4 new, maore autonomous deposit guarantee agency, the Bank Savings
Protection Institute (IPAB). Most FOBAPROA bonds were swapped
for similar IPAB bonds, and the IPAB assumed responsibility for
recouping and hquidating the assers backed by those bonds — a de
facto admission that the loans that had originally been swapped for
FOBAPROA promissory notes could not be recovered. Congress also
insisted that the annual cost of the banking-sector rescue would be
paid for by the government out of each year’s budget."” This was a de
facto admission that the new IPAB bonds had the status of sovereign

debi.

Mexico’s Financial Liberalization Experiment
Since 1997

Saving the Mexican economy from a major collapse required the gov-
ernment to rescue the country’s commercial banks, and the Zedillo
administration chose to achieve this goal by bailing out depositors,
bank debtors, and (in the case of the largest banks) bank stockholders.
Having forestalled a complete meltdown at the taxpayer's expense, the
government urgently needed to place the banks on a sounder long-
term footing, The Zedillo administration, therefore, implemented a
series of measures designed to improve monitoring and to recapitalize
the banks. First, these reforms made it more difficult for banks to
engage 1n insider lending. As of 1997, commercial banks are required
to publish consolidated accounts that include the operations of their
subsidiaries. They are also precluded from making loans to bank offi-
cers and employees that are not part of their contracted employee

¥ O che “El Basydn™ debtors’ movemient, see Mackinliy (2004), p. 310, and Olvera (2004),
PP 4256,
T McQuerry (19959,
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benefits. Related-parey loans are pernutted, but their amount cannot
exceed a bank’s net capital.*®

Second, banks are required to diversify risk. Sice June 1998, bank
loans to any individual cannot exceed 100 percent of a bank’s net
capital or 1.5 percent of the toral ner capital of all banks, The same
law also enjoins banks from granting loans to companies that exceed
30 percent of a bank’s net capital or 6 percent of the total net capital
of all banks.

Third, the Zedillo reforms both increased capital requirements and
introduced a regulatory system that establishes reserve minimums that
ary in accordance with the risk level of a bank’s partfolio. In particu-
lar, banks are required to access, via a credit bureau, the credic records
of borrowers. Loans made without regard to this requirement, or loans
made to a borrower whose credit record is poor, must be provisioned
at 100 percent.*

Fourth, on January 1, 1997 Mexico adopted new accounting stand-
ards that more closely approximate generally accepted international
accounting standards, For example. the reform brought the accounting
trearment of past-due loans into line with generally accepred srandards,
In addition, stock repurchase agreements (contracts to buy and sell
stocks at some future date) are no longer treated as assets, and interbank
loans must be separately grouped in financial statements. Even so,
Mexican banks still do not adhere to all features of generally accepted
accounting standards. In particular, banks are stll allowed to record
deferred taxes as part of their capital base, an arrangement that may
overstate the quantity and quality of the capital available to banks.™

Finally, the rules governing deposit insurance were reformed.
Unlike 1ts predecessor (FOBAPROA), the IPAB does not provide
unlmuted insurance. As of January 1, 2005, its operatng rules limit
insurance to 400,000 UDIs (approximately USE100.000), Moreover,
the IPAB only insures bank deposits, rather than a broad range of bank
habilities.

The Zedillo administration also lifted all restrictions regarding for-
eign ownership of domestic banking institutions. The government
began to remove restrictions on foreign bank acquisinons of Mexican

M Proor o 1995, Mesican biw stipulared thar rélated-party loans conld not exceed 20 piercent
of & bank's total porefiolios 1o pracoce, however, loans of this kind often exceeded even this
extremely permisive limie See Mackey (199, p. 141,

P Mackey (1999, p. 117

# Mackey (1999Y, pp. 127-9
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banks in February 1995, when foreign institutions were permitted
to purchase Mexican banks with market shares of 6 percent or less.
Then, in 1996, the government removed all restrictions on toreign
bank ownership, with the new regulations going into effect in 1997,
As a resule, foreign institutions quickly began to purchase controlling
interests m Mexico's largest banks. In December 1996, just prior to
the adoption of the new rules regarding foreign ownership, foreign
banks controlled only 7 percent of total bank assets in Mexico. By
December 1999, 20 percent of bank assets were controlled by foreign
banks, and by December 2004 the share of Mexican bank assets under
foreign control had increased to 83 percent (see Figure 4.5).%

Property Rights and Bank Strategies

The reform of accounting standards and the entry of foreign banks
did not, however, resolve one of the crucial, long-standing prob-
lems of banking n Mexico: the weakness of contract rights. Since
the late 1990s, therefore, Mexican banks and the Mexican TOvVeTn-
ment have advanced a series of reforms designed to make it easier
to assess default risk and repossess collateral. A private credit bureau
now exists, although it does not yet provide banks with the range or
quality of information that is typically available in advanced mdus-
trial economies.®™ Banks, working with the government, have also
undertaken institutional innovations whose purpose is to sidestep the
country’s inefficient bankruptey courts by placing collateralized assers
outside of an individual's or a firm’s bankruptey estare.®

Yet despite improvements such as these, Mexico remains a country
with a difficult property-rights environment. Some assets are much
easler to assign to creditors as collateral than others. For example, in
the case of loans to finance the purchase of an automobile, the lending
institution ray write the contact in the form of a lease. Unitil the loan
15 repaid, the automaobile 15 the bank’s property, not the borrower’s.
Repossessing the car 15 a simple matter because an automobile is
tangible, identifiable (by vehicle identification number), has ongoing

M 2007, the five foreign, banks wlheose subsidiaries dominared the Mesican market wene
(by msarket share, in descending onder] Banco Bilbdo Vizcava Argentiria {(Spain), Citigroup
ilnired States), Bance Santander Cenrral Hispane (Spam), HSBC Holdings (United King
dom), and Bank of Mova Scota (Canada). See Aeai (2006), p 15

31 Negrin {2000,

#* These reforms are discussed further in Chapter Seven.
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value, and can be sold in the used-car market. Moreover, the cost of
repossessing the car is normally low relative to the value of the asset.

Commercial loan contracts are at the other end of the spectrum.
Some types of commercial assets can be placed outside of a firm's
bankruptey estate through the same mechamsnis as consumer loans for
automobiles. For example, trucks. cranes, and earth moving equip-
ment can be “leased” from the bank. These are tangible assets that
are individually identifiable, depreciate slowly, have secondary (resale)
markets, and can be repossessed by driving them off the borrower's
property. Yet other commercial assets have characteristics that make
them difficult to assign to a bank as collateral. Inventories of raw
materials, for instance, are nearly impossible to identify individually,
and in any event they are typically used up in production. Even most
production machinery departs from the criteria for easy assignabiliny.
The machmery used in produciing goods can, of course, be identified
individually and tends to depreciate slowly. The problem, however, is
that most machines are designed for particular tasks in a specific setting
and cannot easily be sold on the secondary market. Moreover, much
of the value of such machines is embodied in their installation, not in
the cost of the machine per se. In short, much production machinery
15 expensive to remove relative to its resale value. Considerations such
as these complicate commercial lending everywhere, but an mefficient
and delay-prone legal system makes them intractable 1in Mexico.

Differences in the degree of asignability of collateral are com-
pounded by differences in the ease with which banks can obtain
information about borrowers” creditworthiness. Since 1995, Mexico's
new private credit bureaun has been gathering data on consumers and
business enterprises. Nevertheless, it is far easier to track consumers
than it is businesses. Consumers cannat (easily) change their identities,
In contrast, business enterprises — especially small and mid-sized sole
proprietorships and partnerships — can alter their corporate identities
virtually at will.

Confronted by these constraints, Mexican banks allocate credit
accordingly. They are relatively quick to make easy-to-enforce loans
for automobiles and other consumer durable goods. Banks are much
less eager to make loans on residennal property (unfess borrowers meet
very stringent criteria), and they are extremely reluctant to grant credit
for commercial purposes.

As a consequence, banks have reduced the size of their loan port-
folios. Instead of making loans to firms and households, they lend to
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government entities or hold government bonds, Between December
1997 and December 2004, loans to households and business enter-
prises as a proportion of total bank assets fell from 50 percent to only
34 percent.™ As Figure 4.6 demonstrates, this decline was not just rel-
ative to the size of assets; it was also an absolute decline 1n real terms —
inflation-adjusted lending to firms and howseholds in December 20104
was 6 percent below what it had been in December 1997, This result
15 particularly striking inasmuch as Mexico’s banks in 1997 were sull in
the midst of recovery from the 1995-1996 collapse. Infladon-adjusted
lending to households and business enterprises in December 2004 was
less than one-third of its level in December 1994, The dechine was
even more marked in lending to businesses: from its peak in Decem-
ber 1994, lending for commercial purpaoses had declined by no less
than 78 percent by December 2004, The purchase of Mexico’s banks
by foreign banking conglomerates did not reverse the sharp decline
in lending for private purposes.™ As-a result, banks play only a small
role in financing the (real) economy in Mexico. As Figure 4.3 shows,
at the end of 2004 bank lending represented less than 15 percent of
GDF, compared to 33 percent in 1994,

From the perspective of commercial banks, this lending strategy 1s
guite rational. In an environment in which it is costly to enforce con-
tracts, it makes economic sense to loan to the government, either by
making direct loans to states and municipalities or by holding treasury
bonds. It makes little sense to offer credit to business enterprises, espe-
cially small and mid-sized ones, which may present a risk of default
followed by a prolonged and costly process of foreclosure.

Challenges for the Mexican Banking System

Creating an efficient banking system requires the crafting of three dif-
ferent sets of institutional arrangements. One set protects the property
rights of bankers from exproprianon by the government. A second
set prevents bankers from behaving recklessly. A third set enforces the
contracts made between bankers and borrowers.

Mexico has largely solved the first two institutional problems. Since
the late 1990s Mexico has been a competitive electoral democracy, and
since the year 2000 the country has experienced divided government

Dl Angel-Mobarak, Bagdresch, and Sninee Divila (2005},
™ Haber and Musacchio (200161
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at the national level — that is, no party simultaneously controls both
the executive and legislative branches of government. Thus, it 1 very
unlikely that Mexico will return to the political conditions that per-
mutted an unconstrained federal executive to hold bankers hostage to
the threat of expropriation.®® At the same time, other institutional
reforms have made it more difficult for bankers to engage in reckless
behavior; commercial banks are well capitalized, and depositors have
only limited deposit insurance. There are, moreover, more stringent
rules in place regarding the conditions under which bankers may lend
to themselves,

Mevertheless, the third problem — the ability to enforce contra-
cts — remamns. To an extent, banks and the government have worked
together to mitigate this problem. Recent reforms, for example, have
removed the judiciary from the process of mortgage-loan foreclosure.
Yet much remains to be done, particularly with regard to commer-
cial credit. Thus, one of the principal challenges facing Mexico is the
creation of the administrative capacity to enforce contracts, The emer-
gence of a multiparty electoral demaocracy has resolved the underlying
political issues, and, over time, the pressure of electoral competition
may compel government authorities to undertake meaningful reforms
in this area. Nonetheless, both significant political will and a substan-
tial resource commitment will be necessary to develop an efhicient
system of property registries, competent judicial authorites, and an
honest and reliable police force.

Unul that happens, Mexico’s banking system is unlikely to provide
adequate credit to small and medium-sized businesses, farms, and
households. As a consequence, the economy will grow mare slowly
than it otherwise would because the vast majority of Mexican firms
are small businesses that cannot draw on the securities markets or
mternational banks for finance. The lack of credit prevents them from
mvesting in new plant and equipment, which has held back the growth
of productiviry, and, as we noted in Chapter Three, the high costs faced
by these firms have weighed heavily on the large, export-oriented
firms that purchase inputs from them.”

IHE_E._ banks are, moreover. ssfeguarded by thie NAFTA'S imvestment-protection provisions,
" Torncll, Westermann, and Martinez (2004

5

The Transformation of Mexican Politics

The Institutional Revolutionary Party (PRI} paid a substantial political
cost for the poor performance of the Mexican economy during much
of the 1980s and 1990s. The party had legitimared its monopely on
electoral office in part by portraying itself as the architect of an “eco-
nomic muracle” that had, over a span of several decades, industrialized
the country and generated rising standards of living. As we discussed
in Chapter Two, these claims had always been overstated. But more
than a decade of recurrent financial crises and slow economic growth
mzmsp__w undermined whatever vahidity they had. For the first ime in
its history, the PRI began to face serious competition from opposition
forces on both the right and the left of the political spectrum.

There was nothing inevitable about the process by which Mexico
democratized. In fact, progress toward electoral democracy in Mexico
was gradual and halting. It 15 certainly true that long-term changes in
Mexican society — increasing urbanization, the growth of an educated
muiddle class, and the emergence of groups of students and intellectuals
who were not easily co-opted —posed a challenge to Mexico’s ruling
party from the 1960s onward. These factors alone, however, cannot
expl lain the PRI's eventual loss of national power. Electoral democ-
ranization owed as much — or more — to contingent economic and
political developments.

Ironically, some of the strategies that PRI-led administrations adop-
ted to forestall economic collapse, or to rekindie economic growth,
undermined the coalition that had long supported the parey’s
monopoly on power. The crisis of PRI hegemony began with Presi-
dent José Lopez Portillo’s {1976-1982) expropriation of the banking
system in September 1982, an action that had a powerfully chilling
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effect on the alliance of convenience that had existed between PRI-led
admianistrations and Mexico's business class. Ovwners of small and nud-
sized businesses in particular therefore began to defect to the center-
right MNational Action Party (PAN). The economic austerity mea-
sures and market-liberalizing policies that the Mexican government
adopted in the wake of the 1982 debt crisis also gradually undercut
the PII's support among unionized urban and industrial workers, and
they weakened the immense patronage machine in rural Mexico that
had reliably mobilized millions of votes for the governing party. Even
more consequentially, President Miguel de la Madrid's (1982-1988]
program of trade liberalization and privatization of state-owned enter-
prises met strong opposition from left-leaning elements within the
PRI Indeed, the party fractured when these groups exated the party
in 1987 and openly challenged the PRI nominee in the 1988 presi-
dental election. In time, this splinter group evolved into a unified left
party, the Party of the Democratic Revolution (PRD), which became
a contender for nattonal power,

As opposition parties grew 1n strength, they joined forces with a
broad range of :cnma..f.:_.:nmﬁm._ n__.rm_.:mmacﬁ in concerted efforts
to reduce rﬂfdﬂ.:.:.w:nh_ control over electoral institutions and ensure
greater transparency in the casting and counnng of ballots. Neverthe-
less, from the late 19805 through the early 1990s, Presidents Miguel
de la Madrid and Carlos Salinas de Gortani (1988—1994) success-
fully implemented regressive electoral reforms that guaranteed the
PRI control over the federal Chamber of Deputies even it if failed
to win a majority of votes in a partcular legislative election. Tt was
only the political crisis provoked by the Zapatista Army of Nadonal
Liberation’s (EZLMN) armed revalt in the southern state of Chiapas in
January 1994 thae compelled Salinas to accepr a new federal electoral
code that began to establish the institutional bases for equitable elec-
toral competition. Even then, the PRI's candidate managed to win a
convincing victory in the August 1994 presidential election. It took
the financial crisis of 1994-1995 —and the widespread bankrupteies of
tamilies and small businesses that followed — to force President Ernesto
Zedillo Ponee de Ledn (1994-2000) to adopt a far-reaching reform of
electoral rules and institutions that established conditions for free and
tair elections. In the 1997 midterm elections, widespread vorer dis-
content emanating from the 19941993 financial crisis finally brought
to an end the PRI's dominance over the federal Chamber of Deputies
and the Federal District government, and in the year 2000 the PAN
broke the PR1's 71-vear grip on the presidency.
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The single most important consequence of Mexico's polirical trans-
formation was to establish firmly the legitimacy of democratic formu-
las for winning and exercising political power, thus breaking decisively

“with the organizing principles of rent-seeking authoritarianism. Vig-

orous multiparty electoral competition, a more polincally engaged
civil society. and greater media freedom have substantally strength-
ened citizens’ capacity to hold government otheials accountable for
their public actions. These changes have also heightened Mexican at-
zens' effectiveness in making demands for improvements i the quality
of, and access to, social welfare benetits. However, as the country’s
post-2000 experience clearly shows, electoral democratization has not
automatically strengthened the rule of law or brought about other
changes required to consolidate liberal democracy. In fact, many lega-
cies of Mexico’s authoritarian past continue to weigh heavily on the
country,

Maintaining the Facade of Democracy

Reegularly scheduled but rightly controlled elections were a central
feature of the PRI long reign. Government resources were used to
promote the party’s candidates, and legal control over party regstration
wﬁ_.n.;:nn_ government officials to determine how many and which
parties were eligible to run against the PRI, Moreover, the execu-
tive branch of government controlled the msotutons that orgamized
elections and certified therr results.!

This is not to say, however, that elections in Mexico were meaning-
less. By demonstrating a symbolic comnutment to popular sovereignty,
they created a fagade of democratic legitimacy. So long as they oc-
curred on schedule and at least one legally registered opposition party
participated in them, elections preserved the illusion of polirical com-
petition and thus helped avoid the domestic and international criticism
that would have arisen had the regime truly become a single-party sys-
.nm:.-.w

Regular elections, coupled with constitutional restrictions on
reelection in the executive and legislarive branches of government,
were also important in creating a predictable succession mechanism

Crespo (2014} Gomez Tagle {2064]. As Weldon (200 a) arpues, these factors. were alsn
crucul to preserving the federd execunve’s dominance o Mexica’s bighly preddeneial
YSLET
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and rotation in office among the PRI's leadership. This allowed dis-
sidents within the party's ranks to be disciplined and loyal supporters
to be rewarded.” Those who cooperated with the parry leadership
would be put forward for another elective post, or for a position in
the government bureaucracy — both of which provided soctal status
and, all too frequently, opportunities for illicit personal enrichment,
Those who did not cooperate, however, would find themselves bereft
of a political future, Needless to say, the PRI was noted for its high
degree of internal discipline.’

The PRIs ability to generate overwhelming electoral majorities
signaled political rivals that they would be better off cooperating with
the PRI — that is, operatng as a loyal opposition in exchange for
various rewards, rather than working against 1t. Hence, of the three
registered parties that operated during the 19505 and 1960s, only the
center-right PAN actually represented an opposition voice. The other
two principal “opposition™ parties that were active during this period,
the Authentic Party of the Mexican Revolunon (PARM) and the
Socialist Popular Party (PPS), were recipients of government support
and almost always voted with the PRI in Congress. Indeed, perhaps the
mast telling fact about these two parties is that they failed to nominate
their own candidates for the 1958, 1964, 1970, and 1976 presidential
elections. Instead, they reliably backed the PRI's nominee,

Periodic and shallow electoral reforms helped preserve Mexico’s
hegemonic party system by enhancing its ability to respond flexibly
to demnands for political opening. An electoral reform orchestrated by
the PRI in 1946 bolstered the party’s position by bringing electoral
processes under presidential control. Once the PRI had fully consol-
idated its electoral dominance, however, the most difficult problem
the party’s leadership faced was finding ways to encourage the oppo-
sitiofl to compete against the PRI in the electoral arena (rather than
through other forms of resistance), while simultaneously avoiding a
genuine political opening that might actually allow the opposition to
take power.’

In 1963, therefore, the government tinkered with the rules regu-
lating elections for the federal Chamber of Deputies (Mexico's lower

¥ The Mexican constironon bars reclection of the president and (since 1933) immediate
rezlection to the same post in the fedenl Congress, State constimoons prohibit consecuove
reelection of governors, legislaitors, mayors, and minicipal councllors,

' Crespo (2004).

* Crespo {2004), ppe 63-7,
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legislative chamber) to guarantee opposition parties a presence in the
Congress. Untl that time, all deputies had been elected in single-
member districts, with the candidate who received a plurality of the
votes winning the district’s sole legislative seat (as occurs in the United
States). The problem with this system was that the PRI, given 1ts
multiple advantages over other parties, won virtually all of the seats.
The 1963 reform, although retaining the system of single-member
districts, sought to keep the PAN from abandoning electoral compe-
titton by establishing a parallel system of proportional representation
{the system that exists in most European H..,E.F_EEEE democracies,
i which parties win seats based on the percentage of the vote they
receive nationally).” Under what was known as the party-deputy sys-
tem, a party receiving at least 2.5 percent of the total valid vote, but
winning fewer than twenty single-member district seats, would receive
five proportional-representation seats, plus one additional seat for each
(.5 percent of the vote in excess of 2.5 percent, up to a maximum
combined total of twenty seats in the Chamber of Deputies.” Any
party winning twenty or more single-member district seats was ineh-
gible to receive proportional-representation seats. This clever formula
meant that the PRI was ineligible for any proportional-representanion
positions, but no opposition party was likely to control more than 20
of the Chamber’s 178 seats,

When these rules failed to generate sufficient seats for the PRI
satellite parties (the PARM and the PPS), a further electoral reform
in 1972 reduced the representation threshold to 1.5 percent of the
national vote and increased to 25 the maximum number of seats that
could be held by an opposition partv.”® These measures succeeded in
guaranteeing a larger opposition presence in the Chamber of Deputies.
They did not, however, overcome opposition party resistance to an
electoral systemn whose rules clearly remained stacked against them.
Indeed, internal divisions within the PAN over whether to run a
candidate or to promote widespread abstentionism prevented the party
from nominating a presidential candidate in 1976 — leaving the PRI's
candidate, José Lopez Portillo, in the embarrassing position of facing
no legally registered opposition candidate.”

" In 1958 the PAN had withdeawn its six fedenal deputies in support of its allegations of fraud
in that year's presidential election, See Crespo (20043, p. 68,

? Molingr Horegsitss and Weldon (20013, pp. 21011,

* Molinar Horcasitss and Weldon {2001}, p, 211

¥ Eisenstadt (2004), po 169,
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Significant (although still limited) political liberalization only began
with the 1977 electoral reform. The authors of the Federal Law on
Political Organizations and Electoral Processes sought to address a
number of perceived challenges, including rising voter abstention in
an electoral system without meaningful party competition. An even
more important motivation, however, was the legitimacy crisis pro-
voked by the “Tlatelolco massacre,” an episode in which army troops
killed or wounded several hundred of the student demonstrators gath-
ered at Tlatelolco Plaza in Mexico City on October 2, 1968, w
protest violations of university autonomy, the absence of democracy,
and Mexico’s vast social and economic inequalities." The resulting
public outcry from the country’s urban middle class, the regime’s most
politically articulate constituency, marked a watershed in Mexico's
political history and accelerated broad pressures for change.

In the wake of the Tlatelolco crisis and yet another instance of
lethal violence against student groups on June 14}, 1971 (the se-called
Corpus Chrisu massacre, in which the government deploved armed
thugs against student demonstrators}, part of Mexico’s leftist opposi-
non concluded that peaceful reform effores were futile. These elements
subsequently organized various urban and rural guerrilla movements
committed to overthrowing the PRI-led regime by force, a departure
that provoked a systematic (and generally successful) government cam-
paign to repress the guerrillas mn a “dirty war” that was notable both
for its vielence and for the absence of serious coverage in either the
domestic or the international media. At the same time, the adnumstra-
tion of President Luis Echeverria (1970-1976) adopted a “democratic
opening” policy toward nonviolent pohtcal opposition. The 1977
electoral reform built on these efforts by seeking to draw varous
unregistered groups into the legal party system.

The 1977 reform loosened party registration requirements, expan-
ded opposition parties’ access to the mass media, and guaranteed
opposition political groups at least 25 percent of the seats in an expand-
ed (400-seat) federal Chamber of Deputies."’ The reform was judged

W mddichmoak (1985), pp. 126-% Aguayo Qiczada (1998h)

' Por example, the 1977 reform permitted pohtical parties o compete in clections on the
basis of 3 conditional registration: if they then polled more than 1.5 percent of the total
walid vote, their regisration was confirmed. The legsslation also mrmsdiced proportonal
sepresentation in municipal councils in nunicipalities wath maore than 300000 inhabiranes {
principle thar was apphied woall municipalities beginning m 1983}, For a desiled discussion

of the 1977 refirrin and i longer-rerm implicatons, see Middlebmook (1956); Diaz-Cayenos.

and Magaloni (2001); Molinar Horcasitas amd Welbdon (2001, Weldon (2001 and Gamies
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a success when two lefbist parties {the Mexican Communist Party
[PCM] and the Socialist Workers' Party |PST]) and one right-wing
party (the Mexican Democratic Party, PDM) successfully sought legal
recognition and competed against the PRI and other established par-
ties (the PAN, PPS, and PARM) in the 1979 federal legislative elec-
tions.' Over the longer term, however. the PRI was the principal
beneficiary of what remained a firmly controlled liberalization pro-
cess. By giving legal registry to a range of political forces on both the
left and the right, the 1977 reform preserved Mexico's democratic
facade at a tme of considerable political ferment by simultaneously
reinforcing the party and electoral systenis and confirming the PRI's
dominant position at the center of the ideclogical spectrum.'® Thus,
while the reform increased the number and ideological diversity of the
parties represented in the Chamber of Deputies (see Figure 5.1), it did
not establish the condinons for free and fair elections and a mulaparty
electoral democracy. '

Economic Collapse, Political Crises,
and Electoral Opening

The disastrous performance of the Mexican economy during much
of the 19805 and 1990s radically altered the PRI's political fortunes.
Mexico's hegemonic party was no longer concerned with maintaining
a facade of democracy through the strategic allocation of seats to
opposition parties. Instead, as voters began to defect from the PRI in
significant numbers, the PRI's leadership dedicated itself to curtailing
the growth of opposition parties.

Ome of the most significant blows to the coalinon underpinning
PRI rule was Lépez Portillo’s expropriation of the banking system in
September 1982, an action that had a powerful, chilling effect on the
alliance of convenience that had existed berween Mexico's business

12 As an additional mcentve for former leftist guerrillas oo channel their acivism through
political parties and shectioms, the government alio decreed an amnescy for political prisoners
and fugitives, See Cramer Tagle (2004, po 85,

Towwn additional leftist partics, the Soctal Democrane Party (PSEY and the Revoluticnary
Workers Farry (FRRT), subsequenty gained registranon and participated in ehe 1952 geneeal
elections.

Drespite increased competition, the PRI won 6.7 percent of the ol vabhd vore i the
19749 Chamber of Deputies elecoons and 67,4 pervent of the voté in the 1982 presidennal
election. Mauddiebrook (1986), tabie 6.1,

Expanding the sizge of the Chamber of Deputics made it posable o inceease the political
apposition’s presence without sacnificing career opportuniaes for PRI neprsentatives,
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Figure 5.1: Proportion of Seats Held by Major Parties in Mexico's Federal Chamber of
Dreputies, 1964-2006. Sawrce: For 1964-1991, Crasg and Cornelius {1995); for 1994
and 1997, Diaz-Caveros and Magaloni (2001) and Klesner (2001} for 2003 and 2006,
Instituto Federal Elecroral (woanwife.gobamx), Nete: See the List of Abbreviations and
Acromyms for pelitical parnes’ full names.

class and the pohitcal elites who ran the PRI, That alliance had been
disturbed by President Luis Echeverna’s radical chetoric, inflationary
public finance, and stepwise expropriation of bank deposits. Yet the
bank seizure undermined whatever confidence Mexico's business class
still had in the PRI. Although the government managed to hold on
to the political allegiance of the country’s leading entrepreneurs by
offering them debt bailouts and other policies intended to limit their
financial losses at 4 ome of great economic hardship, the owners of
many small and midsized businesses did not similarly benefit from the
government's largess. Consequently, they began to shift their support
from the PRI to the center-right, pro-business PAN. In northern
Mexico, in particular, they joined the PAN in significant numbers,
channeled financial resources ro the party, and frequently ran as its
candidates for state and municipal offices. Several of the PAN'S most
important figures during the 1980s and 19905, including president-
to-be Vicente Fox Quesada, came from private-sector backgrounds,
and entrepreneurs’ organizational skills and financial support were key
elements in the party’s growing electoral success.”® The government’s

5 Arriol (1968), p. M ; Maxfield (1969), p. 232 Camp (1989, ppo 136-8; Mizeahi (19953,
pp. B3-5; Loaeza (1999, pp 12, 17, 23 Bizberg (2003}, pp. 164=5
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response to increasing discontent with the economy and rising support
for opposition parties varied somewhat over dme. In early 1983, the
de la Madrid administration felt compelled to “balance™ economic
austerity measures with official recogninion for a series of local-level
electoral victories by opposition candidates, mcluding PAN triumphs
in five state capitals in central and northern states. ' As the economic
crisis persisted, however, the government hardened its position, resort-
ingg to conspicuous fraud to ensure that the PRI waon a hotly contested
gubernatorial election in Chihuahua in 1986,

The government also reversed the 1963-1977 trend toward more
liberal election rules by adopting the first of several regressive electoral
reforms. The 1987 electoral code abolished the condinonal regisery
of political parties {making it more difficult for new parties to form),
and it strengthened the executive branch’s contol over the electoral
process. Although the new law increased the number of proportional-
representation seats in the federal Chamber of Deputies from 100 o
200 {for a total of 500 seats), it gave the PRI access to these seats for the
first time, effectively making it more difficult for opposition parties to
gain representation in the Chamber. Most notably, the 1987 legislation
introduced a “governability clause™ sopulating that if no party obtained
more than 51 percent of the total nanonal vote in a particular legislative
election, then the party that had received between 35 and 50 percent
of the vote would receive compensatory proportional-representation
seats so that it would have an absolute majority in the Chamber of
Deputies. This arrangement ensured that the PRI would continue to
hold a majority of seats in the Chamber even if it failed to win a
majority of the votes actually cast in a given legislative election. Given
the strong likelihood thar the PRI would sall prevail m presidennal
races, the governability clause implied that the PRI would donminate
both the executive and legislative branches of government."”

The need to rely on the governability clause was reduced, however,
by another component of the 1987 reform: It rewrote the rules gov-
erning the way that citizens voted in the proportional representation
elections, Prior ta 1987, citizens voted twice: once for the single-
member district race and agamn for the proportonal-representation
seats. As of 1987, citizens voted once: Their vote in the single-member

" middlebrack (1956, pge 144-5

17 For more derailed analyses of the 1987 electorn] law, see Molinar Horcasias and Weldon
(2001Y, pp 214=17; Crespo (2004}, pp. 69720 Dhae-Clavenos and’ Magalant {2001), pp
2R2-3 .
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dhstrict race was automatically counted as their “party vote™ for the
proportional-representation seats. Given that the PAN and the prin-
cipal leftist opposition party, the Mexican Unified Socialist Party
{PSUM), only had the resources to take on the PRI in a small minor-
ity of Mexico's 30 electoral districts, this meant that the PRI would
not only win an overwhelming number of the single-member district
races but that it would also capture an overwhelming percentage of
the proportenal-representation seats.'®
These manecuvers temporarily safeguarded the PRI legislatve
majority. Nevertheless, the strains produced by the post-1982 eco-
nomic crisis and the government’s response to it eventually split the
ruling party itself. Left-leaning, nationalist elements within the PRI
strongly opposed de la Madrid’s program of trade liberalization and
privatization, and some prominent members contested the PRI's pres-
idential nomination — a process that had traditionally been tightly
controlled by the incumbent president, who “fingered™ his successor
i an act known as ¢l dedazo. Porfirio Munioz Ledo (a former PRI
party president and cabinet minister) and Cuauhtémoc Cirdenas (a
former PRI governor from the state of Michoacan and son of former
President Lazaro Cirdenas, who had famously nationalized Mexico's
petroleum industry in 1938) organized left-leaning PRI members
into the “Demaocratic Current,” an opposition group within the PRI
itself. ™ In 1987, when President de la Madrid selected as his successor
Carlos Salinas de Gortari (then secretary of budget and planning and
one of the principal architects of ade hberalizanon and privatza-
tion), Cirdenas and Muinoz Ledo led their supporters out of the PRI
The "Democratic Current” subsequently joined with several small
political parties (including the PARM and the PP5, which had tradi-
tionally backed the PR.I's presidential candidate)} to form the National
Democratic Front (FDN) and support Cirdenass 1988 presidential
bid.

Cirdenas proved to be a very uncharismatic campaigner. Neverthe-
less, during the final phases of the race his challenge to PRI candidate
Salinas ignited popular opposition to de la Madrid’s austerity policies
and the undemocratic practices of the PRL™ In fact, when federal

"% Diae-Cayeros and Magalani (2001).

¥ rahn (2004),

M public discontent with years of government budget cuts and prolonged stagflanon was
aggravared by yet another significant devaluanon of the peso m Mavemnber 1987 and the
praspect of hyperinflation. In Mexica City, the government had been badly discredited by
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electoral officials began counting ballots on the evening of July 6, 1988
the early returns (principally from Mexico City and the _E_.H.n..”_:&u.“
area, where anti-PRI opposition was strongest) placed Cirdenas mwnmr
in the lead. Vote tallies arriving later from rural districes and other _u_mq_M
of the country favored the PRI but Ministry of the Interior officials
feared the worst, panicked, and claimed that a computer failure pre-
.J.umn.ﬁ.w...__ n.rn:_ from releasing E..p...r_:::mqﬂ results. Even so, the m._w.r_
m .,_.;ﬂ_..EG: of a multiparty agreement reached before n_.:u” nHmn;oum,
claimed victory for Salinas. When the Federal Electoral ﬂoEEEmnﬁ.
N:H.EE._R& official results a week later, it declared Salinas the winner
?Hﬂr a bare majority of 51.7 percent of the total valid vote, compared
with 31.1 percent for Cirdenas and 16.8 percent for E__L E:aﬁm_wﬁn
Manuel J. Clouthier) in what was widely regarded as the most fraud-
ulent election in modern Mexican _.__E.GJ._E The elections n.n._.. the
Chamber of Deputies were equally shocking to the PRI: Its candi-
dates earned only 50.4 percent of total votes cast (see Figure 5.2), the
Hn_ﬁ,mﬁ_ma_uczmon m the history of the party.*2 B
rhwmﬂ_mEH_.ﬂ.m the outcome of the 1988 presidential election was
a .m.u.ﬁ_....,_:,m.nm and delicate affair. Indeed, the egregious fraud nru_n _
took place was one of the reasons why the FDN became the PRD
Even though the PRI still controlled the newly elected Chamber aw
Deputies .Ta.Ea? along with the Senate, served as an electoral col-
lege constitutionally responsible for cerafying the election results) and
.n:nunmu_.n had the capacity to certify Salinas’s victory, it :w&.ma polit-
_nﬂ support from the PAN. Had the PAN, whose candidate placed
third in the presidential clection, continued to side with .m._.m_ﬁ_n:&w
supporters in denouncing electoral fraud and seeking to block n_wn
certification process, the elections might have been viewed a3 com-
pletely illegitimate by both Mexican citizens and the international
commumty. PRI leadeys, however, offered the PAN a backroom deal:
If the PAN would work with the PR then in exchange the mncm_.n..
ment would henceforth respect the PAN's victories in E.__unz,ﬁmalu_
mayoral, and municipal council elections. In addition, Salinas mmﬁnnm

its ine spo ; r in & 3. 8
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For former President de Ta Madrid®s ows rermarkabhy u.;__"__.z._._.._.us explanation of the disputed
MM”.MH_“””E“ n__.,ﬂ_wq”_._“n_...:. Hurtado (2004), pp, 814-35, 834 Salinass defense .EvH: n
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have won more vores .,_._.Wa _wﬂu..:“___uﬁ___p._..,ﬁ”w”u“_ﬂ__ HHﬁHMﬁJHﬁM”: ..LHHH_“ i e
PR candsdares for federal deputy pesitions had partiered 86 H.__.,_.n_.,z." _ﬁ__“,._e__qu._. _._.m o
1976_ and 69 percenc in 1982, Klesnet (19933, p 1849, AR
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Figure 5.2: Praportion of the Valid Vete Won by Major Parties in Elections for

Mexico's Federal Chamber of Depunies, 1961-2006, Seune For 1961-1994, Gdmez
Tagle (1997), pp. 67—72; for 199720003, IFE {wwwiife:gobanx); for 20006, TFE {2006).
Note; The parties grouped as the “Independent Left” mchude: for 1974, the PCM
and PRRT; for 1952, the PSUM and PRT; for 1983, the PSUM, PRT, and PMT,
for 1988, the PMS, PST, PARM, and PPS; for 1991—1997, the PRD and PT; for
20002006, the PRI, PT, and CD. In 2000 cthe PAN wowl inchudes votes for the
FVEM. In 2003=2006, the PRI total mcludes vores for the PVEM. See the List of
Abbreviations and Acronyms for political parties’ full mames,

to incorporate the PAN’s pro-democracy demands in a new federal
electoral code.™

Salinas made good on part of his agreement with the PAN, rec-
ognizing the party’s electoral victories at state and municipal levels.
He even went so far as to meur the wrath of conservative sectors
of the PRI by displacing apparent PRI winners and allowing PAN
candidates to take office in several particularly controversial elections,

Yet in the electoral code finally adopted in 1990, fears among the
PRI leadership that opposiion challenges would continue to grow
(opposition parties already controlled 48 percent of the seats in the
federal Chamber of Deputies) trumped whatever arrangements the
party had made with the PAN after the 1988 election. The 1990 leg-
islation did reintroduce the option of conditional registry for political

| yjamblo (20013, p. 78; Eisemseade (20604), p 176, Magaloni (0006), Chaptier §; Camachio
Silis (20415}, pp. 214-16,
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parties. It also strengthened the federal electoral court (first established
in 1987) charged with resolving election disputes, and it created a
new agency called the Federal Electoral Institute (IFE) to oversee
elections. For the first time in Mexico’s history, the agency responsi-
ble for election supervision, with ity own budget and staff, was legally
independent of the government.™ Nevertheless, the representational
formula employed ensured that the PRI would retain 1ts majority
on the IFEs governing council, and the agency remained under the
ultimate control of Mexica's secretary of the interior.

The 199} electoral code also introduced a set of complicated rules
for the allocation of proportional-representation seats that guaranteed
the PRI a majority in the Chamber of Deputies so long as it met
two criteria; [t won more single-member districts than any other
party, and 1t obtained at least 35 percent of the vote for proportional-
representation seats. That is, even if the PRI did not actually win
a majority of seats, the rules automartically allocared it sufficient
proportional-representation seats to give it a majority. The new code
also raised major obstacles to the formartion of electoral coalinons like
the one formed by Cardenas in 1988 %

The bottom line was this: Even though the 1988 presidential elec-
tion crisis had shaken the regime to its core, Salinas managed to regain
the political initiative. The PRI retained its legislative alliance with the
PAN, providing Salinas with the two-thirds majority in the Chamber
of Deputies required for the consututional amendments that permit-
ted him to undertake, among other items on his reform agenda, the
legalization of gido land sales and the privanzanon of the banks. By
renegotiating Mexico's external debt, and by accelerating the pri-
vatization of state-owned firms and using the proceeds to reduce
the government’s debt service payments, the Salinas administration
succeeded in lowening the rate of inflation. Salinas also used a high-
profile poverty-alleviation program, the National Solidarity Program
(PRONASOL), to bolster his own popularity and undercut the PRI's
electoral rivals by, for example, channeling funds to communities that
had supported Cardenas’s candidacy in 1988.%°

* Gamez Tagle 2004), pp. 87, R1-H)

B The rubes for ._._.-_..:....._”.._"_ﬁ_...E_........_u_.m_u..b:..m._._.-_...rn:.ﬂ:.c.._ seats abo gave advantages to the smallest
partigs, thereby penalizing stronger opposition parties such as the PAN and PRD. See
Balinskr and Ramirez Gonzdlez {1996), pp 205, 217 Molmar Homastas and Weldon
{2001, pp. 217-1% Diag-Caveros and Magafon (2001), p. Z85.

' Molingr Horcaditas and Weldon (1994): Magalont (2006), Chaprer 4 Magaloni; Haz-
Cayeros, and Esdver [2016),
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These moves allowed the PRI to recover some lost electoral ground.
Opposition parties continued to make advances at state and municipal
levels, the most spectacular of which was the PAN' victory in the
1989 Baja California gubernatorial race, the first time in six decades
that the PRI had ceded control of a state government. In the crucial
1991 midterm legislative elections, however, opposition parties only
managed to win 11 of 300 single-member district seats. The PRI took
61.4 percent of the valid vote (see Figure 5.2).%

Control of the legislature allowed Salinas to make yet another revi-
sion to the federal electoral code. The 1993 reform eliminated the
much-criticized governability clause that gave the PRI a majoriry in
the Chamber of Deputies even if it only won 35 percent of the vote.”
At the same time, however, the 1993 legislation reinforced barriers
against electoral coalitions (stating that if two or more parties nomi-
nated a single candidate for the presidency, they also had to coordinate
their party programs and candidacies in all 628 congressional races) so
as to prevent opposition parties from uniting behind a single challenger
for the presidency.

In exchange for supporting these rule changes, the PAN obtained
the PRI consent to a long-standing demand for minority represen-
tation in the federal Senate. Before 1993, each of Mexico’s thirty-one
states, plus the Federal District, had two senators. Parties put up two-
person tickets for each state, and voters would choose among these
party tickets. That is, voters did not vote for candidates; they voted
for parties, with the winning party taking both seats. This voting sys-
tem worked overwhelmingly in faver the PRI, In fact, unul 1988, it
controlled all sixty-four Senate seats and in 1991 it still held fifty-nine
seats (the PRD held four seats and the PAN one). The 1993 reform
doubled the number of seats to four per state, which simultaneously
created more opportunities for opposition parties while preserving
career opportunities for PRI loyalists, Parties each put up a three-
person ticket, and voters cast their ballots for party tickets. The party
that won the most votes in the state received three Senate seats: The
fourth seat was allocated to the runner-up party’s lead candidate. This
new rule ensured that the PRI would maintain a majority in the

7 Molimar Horcasizs and Weldon (2000), p. 241

M The formula employed for disriboting smgle-member dismice and  proporgonal-
representation seats enstred that the PRI would retiin a majority in the federal Chamber
of Deputies in maost instances, although it did nor guaranee i See Mohnar Horcasias and
Weldon (20401}, p. 220
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Senate (so long as it could win majorities in twenty-two of Mexico's
thirty-two federal entities), and it provided the second largest party
{at the time, the PAN) with a substantial number of Senate seats. In
point of fact, the PAN would pick up twenty-four Senate seats in the
1994 elections.*

These changes in electoral rules were, however, soon overtaken by
events. On January 1, 1994 — the very day on which the North Ameri-
can Free Trade Agreement (NAFTA) took effect — a guerrilla group
named the Zapatista Army of MNational Liberation staged an armed
revolt in the southern state of Chiapas to protest the lack of democ-
racy in Mexico and the negative effects of market opening on the
country’s indigenous peoples.™ The EZLN could deploy only a small
number of armed fighters, and its forces were quickly surrounded by
the Mexican army. Nevertheless, the rebellion reverberated across the
nation and internationally. The crisis came at the outset of the 1994
presidential campaign, and as President Salinas struggled to maintan
political control, the center-left PRI, the PAN, and other opposition
parties banded together to extract concessions from the government
aver the rules that would govern the August 1994 general elections.™!
In fact, there was gennine fear that the PRI would abandon an oppo-
sition strategy based on electoral competition and instead take to the
streets, in effect forming an alliance with the EZLN.

Reecognizing that the PRI continuing capacity to govern was at
stake. Salinas conceded the necessity of yet another round of electoral
reform — the third such initiative undertaken during his administra-
tion. Yet even before negotiators had finished drafting the new law,
another major political erisis underscored the importance of reaching
a broad agreement among rival political groups that would permit
peaceful elections in August 1994 and encourage all the major parties
to accept the results. On March 23, 1994, PRI presidential candidate
Luis Donalde Colosio was assassinated &E.ﬁ..m a routine campaign stop
in the northern border city of Tijuana — the first killing of a main-
stream national political fgure since the assassination of president-elect
Alvaro Obregon in 1928, The gunman, a local factory worker, claimed

' Dizz-Cayeros and Magaloni (2001), pp. 278, 247-8; Diaz-Cayeros (2005}, p. 1203,

M There is 2 very substantal literatate on the EZLN, Two major works are Tella Thaz {1995)
and Harvey (199:8)

M Logeza (1999], pp. 424-5, The Janvary 1994 "Pace for Peace, Democrcy, and Justice” was
signed by seven of the eight regstered parties (the PPS ined to join the
all eigrhe E......-...F...;.r; candidates _"."_5_..___..:..“_:&. the PPSs Marcela Lombarda),
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that he had acted alone. That version of events was, however, heavily
discounted by the Mexican public amidst ramors that elements of the
PRI had a hand in the assassination.

With these dramatic events serving as the political backdrop, in May
1994 the Congress adopted new legislation to govern the upcoming
general elections. It had three particularly salient features, all of which
worked to the PRI disadvantage.™ First, the revised electoral code
gave greater autonomy and credibility to the institutions Eu_uo:m_zn for
organizing elections and certifying their results. Although the secre-
tary of the interior continued to chair the Federal Electoral Institute’s
General Council (as he had since 1946) and control its day-to-day
activites, the Council's other members were now six nonpartisan
citizen representatives (consejeros cindadanos) nominated by the major
political parties and four representatives of the legislative branch. These
changes gave opposition parties a total of eight of the eleven voting
members of the Council. The reform also gave the Federal Elec-
toral Tribunal and IFE% General Council responsibility for certifying
elections for federal deputies and senators, although the Chamber of
Deputies remained responsible for cernfymg the results of presidential
elections, Moreover, the legislation provided for independent exami-
nation of voter registration lists and authorized international election
observers, something that the Mexican government had strenuously
resisted up until then.

Second, the 1994 reform Hnm;_uze: lowered the np__Ev on cam-

E_m:vuﬁi._mm.m:n_: ?&umn&w:unn.mﬁ:E_nE:&E.n Wca.nH_EumE“
personnel to benefita particular political party —which 1s to say that it
forbade the PRI from funding its election campaigns out of the fede-
ral treasury. It also established a special prosecutor’s office to inves-
tigate violations of the electoral code. Third, although the law did
not alter the pro-PRI formula for the distribution of proportional-
representation seats in the Chamber of Deputies, it did reduce to 60
percent the total number seats that could be held by any one party.*

These reforms, coupled with pro-democracy groups' electoral
ohservation etforts and heightened international scrutiny of events in
Mexico, reduced the risk of overt fraud in the 1994 general elections.

2 Crespo {2004), p. 73: Malinar Horeasitas and Weldon (2001}, p. 223; Giines Tagle {2064),
P9

 The ¢ ingele ;. o of Chamber of Depoties seats had been ser ar 73 percent
The cap on a single pacry’s shase of Chamber of Deputics P
m V77, Ti percent in 1997, and 63 percent in 1993, See Molinar Horcasitas and Weldon
{2001}, pp 215, 221,
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Mevertheless, the PRI continued to derive enormous advantages from
its status as the incumbent party. Its alliance of convenience with pri-
vate broadcasters ensured that the PRI's candidates received dispropor-

tionate and highly favorable media coverage. The party also benefited

{in violation of the provisions of the new clectoral code) from both
the direct use of government resources to support its candidates and
from the largess provided to voters by social welfare programs such as
PROMNASOL and the Direct-Support Program for the Farm Sector
(PROCAMPO), a ﬂnoﬂqn_n that provided direct subsidy payments to
stnall-scale rural producers.™ Moreover, the Banco de México’s deci-
sion to adopt an exchange rate policy that systematically overvalued
the peso helped the PRI because it raised the purchasing power of
Mesican consumers by keeping foreign-produced goods remarkably
inexpensive in peso terms — thus creating the impression that, from

_the point of view of the average consumer, trade liberalization was a

resounding success, The PRI also played upon voters” fears of insta-
bility and radicalism by sensationalizing the PRIYs contacts with the
EZLN. o
These advantages allowed PRI candidatd Zedillo to win
the August 1994 presidential election with 50.2 _“_..ﬁ.pE# of the valid
votes cast. Although the PRI lost seats in both the federal Chamber of
Deputies and the Senate to the PAN and the PRI, it retained major-
ity control of both legislative chambers. The PRI atially refused
to acknowledge its defeat, cluming that it had been the vicoim of
the same fraudulent tactics employed against its candidates in 1988,
Yet both domestic and foreign election observers agreed that, despite
some recurring problems involving vote buying and coercion, the
comduct of the elections and the vote count had been generally clean,
Mevertheless, they did note — as did President-elect Zedillo himself;
in a speech delivered to PRI leaders in late August 1994 — that the
electoral playing field had not been level and that the PRI continued
to enjoy substantial advantages over its political rivals.™
Lmfortunately for President Zedillo (1994-2000), his moment of
trivmph did not last long, In September 1994 the PRIS secretary gen-
eral, José Francisco Ruiz Massieu, was gunned dovwn in Mexico City.
The assistant artorney general appointed to the case, Mario Ruiz
Massieu (the victim’s brother), resigned only a few weeks into the

M Cook, Middlebraok, and Malinar Horcasitas (1994}, p. 44
I Molmar Horcasias and Weldon {2001}, pp 2234 Hernander Rodrigoez {2003), pp. 55—
Giamez Tagle {2004, pp. $1-2; Camacho Solis (3006), p, 240
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investigation, claiming that high members of the PRI were blocking
" his inguiries, As if this accusation was not damaging enough,
| the investigation soon came to focus on Raul Salinas de Gor-
' tari (the former president’s older brother), who was arrested
in February 1995 and charged with masterminding the Ruiz

been married to the Salinas brothers'sister gave the charges a particu-
larly macabre rwist, Several days later, ULS. authorities arrested Mario
Ruiz Massien at the Newark, New Jersey Airport while he was en
route to Spain with US§40,000 seuffed into a suitcase. Facing charges
of money laundering in the United States and obstruction of justice
in Mexico, he committed suicide. It was subsequently discovered that
he held US. bank accounts contaiming % million dollars, a very large
sum for someone whose only visible source of income was his salary
as a public servant.®®

Houiz Massieu’s overseas fortune was soon revealed to be a pittance
compared to the US$130 mallion that Raul Salinas held in foreign
bank accounts. To protest what he argued was the politically motivated
arrest of his brother, Carlos Salinas briefly went on a hunger strike in
March 1995 and then began a prolonged, self-imposed exile abroad.
The public disgrace of the PRI redoubled President Zedillo’s intention
to maintain “a healthy distance™ between his adininistration and the
party.’7

On top of this public display of murder and corruption at the highest
levels of the PR, in late 1994 Mexico faced another severe economic
crisis. The Salinas administration’s strategy of raising the purchasing
power of consumers by overvaluing the peso came at a price: It made
Mexican products expensive in U.S. dollar terms, thereby undercutting
their competitiveness in international markets. It was not long before
investors ceased to believe that the government would be able to
maintain an artificially high exchange rate. Shortly after Zedillo took
otfice on December 1, investors began to sell off their peso holdings.
The Banco de México initially tried to control the slide of the peso via
a modest devaluation of 15 percent vis-3-vis the U.S. dollar, bur the
“controlled adjustment™ soon turned into a rout. Within days, the peso
lost close to half its value. To defend the value of the peso, the Banco
de Mexico raised interest rates to astronomical levels in an attempt

3 Preston and Dillon {20404}, ppe 2385, 31314, 320-1; Pichardo Pagaga (2001), ppo 235,
2746, 291, 205-8, 32,

T Pichardo Pagaza (2001), pp. 189, 1949, 206, 288, 309, Hernindez Rodrigues (2003}, pp. 45,
54-5; Preston and Dallon (2004), Chaprer 190; Camacho Solis (2006), pp. 263-4.
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to encourage investors to purchase peso-denominated financial assets.
As we discussed in Chapter Four, however, the sharp jump in interest
rates forced households and businesses to default on their debts. Their
defaults pushed Mexico’s banks, many of which were already teetering
on the edge of insolvency, into bankruptey. This development, in turn,
occasioned an economy-wide recession and a bank bailout whose
ultimate cost was on the order of US$65 billion.

The 1994-1995 financial crisis was a severe blow to the PRI, The
party's leadership had promised Mexican citizens that the NAFTA
would significantly raise their living standards. Instead, the popula-
tion was forced to endure an economic contraction even larger than
that which had occurred in 1982-1983. Moreover, the rescue of the
banking system involved large transfers of public funds to some of
Mexico’s richest individuals. The combination of economic collapse
and financial scandal only served to strengthen the appeal of the PRD
and PAN, which demonized the PRI, lambasting it as both incompe-
tent and corrupt. Indeed. by 1997 voters no longer believed that the
PRI was a more capable steward of the economy than the political
opposition. ™

With the country mired in recession and the PRI again on the
defensive, opposition parties and civic organizations pressured the
government into yet another round of electoral reform. The electoral
code adopted in 1996 (lauded by President Zedillo as the “definitive”
electoral reform, even though the PAN and PRI failed to support the
final version subnutted for congressional approval) eliminated govern-
ment control over the organization of elections and ballot counting
by establishing the Federal Electoral Institute as a fully autonomous
body. I president was elected by majority vote of its General Coun-
cil members, all of whose nine voting members were independent
citizens nominated by political parties but approved by a two-thirds
vote of the Chamber of Deputies. The reform alse made the federal
electoral court (renamed the Electoral Tribunal of the Federal Judicial
Branch, TEPJF) exclusively responsible for cerafying the results of
federal elections and strengthened its role n resolving allegations of
electoral fraud. In addition, it gave opposition parties more equitable
access to public funding and the mass media, and it established new
oversight mechanisms for political party finances, ™

® Magatom (2006, Chaprer 7; Bugndia (2004), pp. 123-5,

¥ Gomez Tagle (2004), pp. 91=5; Molinar Horcasdeas and Weldon (2001}, pp. 225-7 The
1996 reform also provided for the divect election of the governor of the Federal Dhstrict and
gave [ull legilativie anthority o its representative assembly,
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The 1996 reform also altered the way in which the Congress was
elected. In the Chamber of Deputies, the legislation limited over-
representation of the PRI by snpulating that a party’s total proportion
of Chamber seats could not exceed its share of the national vote by
more than 8 percentage points.® In the Senate, a new formula for
allocating the bloc of mnety-six senators gave two seats to the winning
party in each state and one seat to the runner-up party. The remaining
thirty-two seats (one for each state, plus the Federal District) were
allocated according to the proportion of votes that each party received
across the entire country. These rules worked to the disadvantage of
the PRI, which would now receive two (rather than three) Senate
seats for winning a plurality in a particular state. In contrast, the new
arrangement favored the PRD (it had previously held very few seats
in the Senate because the PAN had won most of the runner-up seats)
because it was likely to capture a sizable share of the seats allocated via
proportional representation. !

The 1996 reform culminated a political liberalization process that
spanned two decades. PRI-led administrations, despite their saff resis-
tance and several modifications to the federal electoral code designed
to preserve the PRI's dominance, were slowly forced to make the
political system more compentve, In combination with significant
civic mobilization and imporeant changes in government-media rela-
tions, these modifications in the electoral code established the bases
for free and fair electons.

The Rise of Civic Action

The retorm of electoral rules and institutions during the 1980s and
19905 was driven forward in part by Mexico’s increasingly mobilized
citizenry. Many civic groups initially organized around other causes,
including human rights and the environment.* In other instances,

W T, to gain o majority {251 seaws) in the Chamber of Deputies, the PRI wonld haove w
wirk at least 166 of the M0 smgle-member disericns and at least 42,2 percent of the natonal
vore. See Molimar Homcasitas and Weldon (206011), p.o 236,

Klezner {1997y, Daz-Cayervs and Magalom (2000), pp. 2868-91; Gémicz Tagle (2004,
PP 94-5. For stristical evidence that Mexican citizens’ growing confidence in the electonl
swstem during the 19905 had & positive impact on support for the PAN and the PIRID, and
that lack of credibilicy in the clecroral process graduwally became less important as a causs of
11, see Buendia (004

ﬁ Aguine Cuezada (19980, ppe 169-T1 Lumas {2003} Olvera {20414).
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management of specific crises, such as the government's ncompe-
tent response to the devastating earthquakes that struck Mexico City
in September 1985, or its mismanagement of the economy and the
collapse of the banking system in 1995.* Egregious electoral fraud
duting the 1980s was an important factor in bringing these groups
together around the 1ssue of electoral transparency.

The Roman Catholic Church played an important role in this pro-
cess of societal awakening ™ The church had long represented an
exception to the PRI% near monopoly over the public sphere. From
the 19605 onward, the church, in part responding to the doctrinal shifts
associated with the Second Vatican Council (1962-1965), supported
the formation of local-level associations focused on socioeconomic
development problems. Despite the church hierarchy’s overall con-
servatism, Jesuits and other religious orders were actively involved in
the creation of nongovernmental organizations. In particalar, Chris-
tian base communities devoted to “consciousness raising” proliferated
during the 19705, and over tme they helped open public spaces for
popular groups and shaped a new generation of leaders. In some
areas, more conservative Catholic groups also constituted part of a
network of organizations that increasingly questioned the legitimacy
of Mexico's political order.*® This was especially the case in the state
of Chihuahua, where electoral fraud perpetrated by the PRI in the
1986 gubernatorial election galvanized the church into support of the
PAMN. Given the PAN's Catholic identity, the Church's more active
role in promaoting clean elections was of particular value to the party.*”

There were areas in which a more active and politically engaged
civil society directly intersected with the challenge to the PRI posed
by opposition political parties. Civic organizations were often key
constituents in the protest coalitions that the PAN and the PRD
mobilized at state and municipal levels during electoral campaigns
m the 1980s and 1990s. In some cases, regional resentment against
political centralism was an important factor behind local support for
opposition parties; in other instances, local groups had been alienated

Y Gongilez Casanova (1994), . 598; Olvera (200), p. 416, On the impact of ¢ivic mobiliza-
g by the 1985 Mesivo City earthguake vicrims” movement, see Tiveta-Fenolloss (1988}
and Camacho Solis {2006), pp, 199201,

H Camp (1997); Aguilar Ascencio (2000); Chand (2001); Olvera {2004},

¥ Aguayo Quezada (1998h); Ofvera (2004}, pp, 411, 413, 415-16,

0 Loaeza (1999), pp 352, 391 Chand (2001}, Chapter 4.
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by PRI-orchestrated electoral fraud, unpopular federal government
decisions, or the especially egregious public conduct of PRI-affiliated
government officials. The PAN in particular became the favored vehi-
cle for middle-class groups alienated by economic instability and the
federal government’s reluctance to open electoral channels for the
expression of discontent.

Effective two-party or multiparty competition at state and municipal
levels became increasingly commeon during the 1990s in part because
opposition parties were able to create or strengthen links to civic orga-
nizations whose demands frequently included electoral transparency. "’
These alliances often provided opposition parties with more durable
constituent  bases and helped build stronger party orgamzations,
thereby allowing opposition parties to compete more effectively and
demonstrate to the general public that they were a viable alternative
to the PRI

Civic organizations also became leading promoters of national net-
warks of election observers. The de la Madrid administration’s resort
to fraud to contain opposition electoral gains at state and munici-
pal levels in 1985 and 1986, as well as the blatant fraud commirtted
in the 1988 presidential electon, galvanized many of these groups
into concerted action to ensure electoral transparency. For example,
the Mexican Academy of Human Rights and other civic orgamza-
tions established a nerwork of observers to oversee the 1991 federal
legislative elections, and in the 1994 presidential election some 400
civic groups and NGOs joined forces as the Civic Alliance. This
mmitiative went beyond poll watching and the oversight of electoral
officials on election day. It also included an assessment of media cov-
erage (both news reporting and paid advertising), the monitoring of
campaign spending, and efforts to inform voters of their rights. The
Civic Allance managed to create chapters in twenty-nine of Mexico's
thirty-one states, and as many as 40,000 Mexican citizens (joined by
sotne 900 “international visitors,” as they were designared by the Mex-
ican government) were involved in observing the 1994 elections. ™

. For examples of PRI allinces with local clvie organizations, see Bruhn (1997} for parallel
exarmples of PAN allances, see Middlebrook (2001)

HCllvera (2004), pp. 4302 Aguayo Cruezada {19988, p. 179, places the number of chaction
observers in 1994 ot approxmmately 2000 The Canc Albance remamed active throughour
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The Mass Media and Democratization

Enhanced freedom of expression and greater political diversity in
the print and electronic media played a particularly important role
in Mextco's democratization. Government—media relations had long
been characterized by cooptanon, collusion, and censorship. PRI-led
admimistrations framed the public agenda and ensured generally favor-
able coverage of the party and public officials through a combination
of direct and indirect means. These included government censorship
of newspaper and magazine content, administrative sanctions, polit-
cal alliances with media owners, financial inducements, and the threat
{and, all too frequently, the reality) of physical violence.

The relationship between the PRI and the country’s most impor-
tnt television network, Televisa, illustrates the scope of Mexico’s
authoritarian rent-seeking coalition and gives a sense of how the
government manipulated information for political purposes.* Most
Mexicans receive the bulk of their information about political and
economic issues from television news coverage: Until the md-1990s,
however, Televisa — a multibillion-dollar enterprise that contolled
some B0 percent of television audiences and advertising revenues —
was the only private television network in the country. The source
of Televisa’s monopoly was not difhicult to discern: The government
simply granted no other broadeast licenses. In a not-so-subtle quid
prov quo, the network slanted news coverage heavily in favor of the
PR.L Its anchormen and reporters typically extolled the virtues of PRI
candidares and provided ample, flattering coverage of their campaign
rallies. They also derided opposition candidates {or ignored them alto-
gether). Indeed, Televisa went to far as to maintain a list of opposition
polincal figures its reporters were not allowed to interview. Televisa's
tacit alliance with the PRI was so close that it paid no taxes; instead, it
provided 12,5 percent of its airtime to the govermment, free of charge.
Emilio Azcirraga Jr., Televisa's long-time owner, took pride in mak-
ing statements such as, "“We are soldiers of the PRI” and “Televisa
considers itself parc of the governmental system.”™"

The print media were somewhat more difficult to control but not
dramatically so. Because the government cwned the only supplier of
newsprint in Mexico, newspapers or magazines that were overly crit-
ical of the government could find themselves without paper, whereas

' Lansion (20025, pp. 29-30, 51-4, 96
= Chaoted m Lawson (2002, p. M)
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those publishers who reported favorably received newsprint at below
its market price. In addition, the government provided a variety of
direct and indirect subsidies to the print media, including payments
for running “news articles” that had actually been written by govern-
ment press agents and revenues generated by advertisements taken out
by government agencies or the PRI, The government also engaged in
the outright bribery of newspaper owners and reporters, When these
tactics did not wotk, it threatened reporters and editors with physical
violence, and it was prepared to make good on those threats.™

In the 1990s, however, both the print media and radio and relevi-
sion experienced major changes in their content and political behav-
ior. Indeed, the growth of an increasingly mohbilized citizenry made it
more difficult for government officials to engage in direct media cen-
sorship or to intimidate dissident journalists with the threat of physical
violence. The growing independence and pluralism of Mexico's media
also reflected changes in journalistic norms, especially the gradual dif-
fusion of stronger professional ethics — a development whose origins
can be traced to 1976, when the government forced one of Mexico
City's largest newspapers (Excélsior) to sack its editorial staff. Some
of the individuals who were purged subsequently founded a politi-
cally independent news magazine, Praceso, which managed to survive
despite a lack of government subsidies and occasional threats against
its editor and publisher, Market forces reinforced these changes in
professional ethics: An increasingly engaged public demanded more
from journalists than merely serving as the PR.I's mouthpiece. Equally
important was the emergence of market competition among different
media outlets, This was particularly true in radio, where stadon own-
ers were reluctant to fire talk show hosts critical of the PRI because
these personalities attracted listeners, thereby allowing the station to
maintain market share and earn advertising revenues.™

The pace of change was less swift in television broadcasting. Televisa
had a particolarly close association with the PRI Yet even Televisa
was not immune from the effects of a2 more politically active citi-
zenry and the vagaries of market competition. Pro-democracy groups
began to protest strongly against the network’s slanted and selectve
coverage of events, Then, in 1993, the privatization of a government-
owned television network gave rise to a large and technically capable

51 Lawson (2002), Chaprers 3. 4.
S Lawson (2002), Choprer 5; Hoghes (2003,
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rival, Television Azteca. In making a decision thar undercur Televisa's
monopoly on private broadcasting, government officials may have
assumed that they retained sufficient points of regulatory leverage to
ensure the political loyalty of Televisidn Azteca’s owners.™ In fact, the
company’s coverage of news events was imitally as politically slanted
as Televisa's. Over time, however, competition between the two net-
works for market share gave rise to higher-quality and less overty
biased coverage. ™

These changes had very significant political consequences. Lib-
eralization of the media contributed directly to democratization by
ending the tradition of selective silence on such highly sensitive topics
as government corruption, abuses of power, electoral fraud, and polit-
ical repression.” The activities of pro-democracy groups were also
further legitimated by the increased media attention they received.
Equally important, the media provided much more balanced coverage
of opposition political parties and candidates during election cam-
paigns, a shift that greatly reduced the PRI's traditional electoral advan-
tages. This departure was especially notable where television report-
ing was concerned, and by the 2000 general elections media coverage
was generally quite equitable.

The Consolidation of a Competitive
Electoral Democracy

Mexico’s transition was a staggered process, in which the PRI grad-
ually lost control of different levels and branches of government —
first at the municipal level, then state governorships and the federal
Chamber of Deputies, and finally the presidency. Within this process
the PRI's fortunes waxed and waned. Indeed. there were times {such
as the 1991 and 1994 elections, when the PRI nor only increased its
congtressional representation but alse won the presidency in credible

¥ Calculations of short-term personal intesest and the capacity of an incumbent president’s
clase relatives o expluit political connectons for private gain — o long-standing problerm
in Mexican public affairs — may have plaved a mole in this palitically sensinve privatization
devision. Lawson (2002), p. 30, reports that one of the apparent conditions for the sale was
that the new private owners take on Roaul Salinas de Gortard, the incombent president’s

_ edder brother, a5 a slent partmer. See abio Preston and Dillon {2004, pp. 3068,

¥ Lawson (2002), Chaprer 6,
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fashion) when 1t seemed that the PRI might recover its dominance,
a prospect that made it difficult for many observers to envision a
transition to democracy in Mexico by electoral means.”’

The PRI held several advantages in this protracred soruggle. In
addition to its tight grip on the mass media, the party’s control over
the federal government budget allowed ic both to finance its campaigns
trom public funds and to use social welfare programs to buy vortes.
Mareover, the strong ideological split between the PAN and the PRD,
as well as marked differences in their social bases of support, permitted
the PRI to play the two main opposition parties off against one another
in the process of drafting new electoral laws. On several occasions
the governing party was able to make concessions that benefited the
PAN in the short run, in exchange for the latter’s acquiescence to
provisions in the federal electoral code that safeguarded the PRI
majority in the Chamber of Deputies.”™ Yet over time, as political and
economic crises sapped the ruling party’s legitimacy, opposition parties
and nongovernmental organizations together succeeded in gradually
establishing more equitable conditions for electoral competition and
nenpartisan msttunons capable of ensuring free and fair elections.™

The PRIs own bases of organized support severely eroded over
time. For mstance, the economic crisis of the 1980s gradually weak-
ened the political lovalty of unionized urban and indusirial workers,
who had been a bulwark of the party. As we discussed in Chapter
Three, Mexican manufacturing workers saw their real incomes decline
and their opportunities for economic mobility shrink dramatically
after 1982, The government’s decision to attempt to rekindle growth
by unraveling the trade policies that had heightened job security for
uniomzed industrial workers undermined their willingness to vote for
the party’s candidates. In the 1988 general elections, for example, PRI-
affiliated labor leaders conspicuously failed to deliver their members’
votes." This is not to say that organized labor mobilized to bring about
democratic regime change “from below.™™ Indeed, the leadership

¥ siddlehmak (20043, pp. 1 02, &, t4-15.
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of Mexico’s PRI-affiliated unions stood by the party all through the
1980s and 1990s. 1t 1s to say, however, that many rank-and-file union
members came to the view that the PRI had broken its pact with
them: The fiscal austerity, trade liberalization, and privatization poli-
cies imposed by the de la Madrid and Salinas administrations meant
that labor leaders no longer controlled many of the patronage resources
that had previously benefited them, and union membership no longer
guaranteed stable, long-term employment. Thus, as oppesition par-
ties gained in strength and credibility, urban and industrial workers
increasingly viewed them as viable electoral options.”™

A similar, if more muted, phenomenon occurred in the country-
side. From the 1930 onward, the government had built an immense
patronage machine in rural Mexico that mobilized millions of votes
tor the PRI, even if those votes came at a cost to the econonuc effi-
ciency of agriculture. The Salinas adnunistration threw this machmery
into disarray by ending land distributions to ¢jidas and by largely elim-
mating a complex system of price supports and production credits that
helped sustain rural producers — and which had made them chents of
the PRI The PRI continued to draw a substantial proportion of its
electoral strength from the countryside, but between 1991 and 2000
the PAN more than doubled its support among rural voters.™

The impact of these changes was first visible at municipal and state
levels. Indeed, given that the majority of seats in the federal Cham-
ber of Deputies was allocated via single-member plurality districes in
which the PRI was likely to prevail, the only practical way for the
opposition eventually to gain control over the lower legislative cham-
ber (even after the introduction of proportional-representation seats)
was for it to build effective parties at the local level.”® This meant that
although opposition parties sometimes jomed forces in broad anti-
PRI coalitions, in most elections the ruling party faced off against
whichever oppaosition party had bunlt the most effective local orga-
nization, Generally speaking, the PAN was the principal rival to the

5 o the year 2000 pressdennal slecnon, for example, anly 49 percent of 2ll union menbers
vored for e PIUTS candidace. See Lawsan (204001,

S Roandall (FR96) Pasor and Wise (998), PR BT Mackinlay (2004),

™ Buendia (2004), figure 4.2

5 Lujambio (20411], pp. 3%, 62-3 Ohe tncentive for opposttion partiss to pursie this spproach
was thi 1983 constimunonal amendment intnsducing proportional representation in state
legislatures and municipal councils. See Gonzilez Casanova (1994), p 595,
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PRI in central-western and northern states, whereas the PRI was the
main challenger in central and southern states.

With increasing frequency during the 1990s, opposition parties
were able to defeat the PRI in these local contests, Between 1988 and
1999, the PAN or the PR.D took control, for a period of at least 3 years,
of twenty-seven of the thirty largest municipalities in the counery. In
1999 the PAN governed 33.1 percent of Mexico’s population at the
municipal level, and the PRD governed an additional 12.3 percent,”’
Data on elections to choose state governors tell a similar story. Federal
authorities first recogmzed an opposition (PAN) gubernatorial victory
in Baja, California, in 1989, In the years that followed, opposition
parties rapidly expanded their base by winning eleven of the thirty-
two gubernatorial elections held between 1993 and 1999 (including
the governorship of the Federal District). Equally telling, the PRI
won an absolute majority in only eight of the thirty-two gubernatorial
contests held during this period.™

Local victories permitted opposition forces to build stronger party
organizations, forge closer alliances with their constituencies, and gamn
valuable political and adminstrative experience. Equally important,
an expanded presence in municipal and state government allowed the
PAN and the PRI to demonstrate that they could perform effectively
in office, thereby countering the PRI% claim that only it had the
experience necessary to govern the country. Indeed, some of the
policy reforms adopted by opposition parties once they took office (for
instance, institutionalizing consultations with citizens about budgenng
priorities and how best to deliver public services) reshaped voters’
expectations regarding what could be achieved via partsan alternation
in power.

Once PRI administrations could no longer control informarion,
directly organize elections, count the votes, and certify the winners,
the government lost the ability to determine electoral outcomes and
the PR.I's grip on national power began to slip rapidly. In the watershed

* Wlesner (2003), table 5.2, reports that the proportion of fwe- or three-party-competitive
districes m Chamber of Deputies elections ross from 37.7 percent in 1991 to 93,7 percent
in 1997, See abo Diaz-Caveros (2004), pp. 219-24,

57 Lugamibia (20411), P 856, Secalso Morero-faames (2007), pp. 140-1.

¥ Diwe-Cayeros and Magaloni (2001, mble 3, Six of these gubernatorial elections were won
by the PAN operating alone, theee by the PILDY campaigning alone, and two by the PRD
in coalinon with unaller opposition parties,
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Figure 5.3: Distribution of Seats in Mexico's Federal Chamber of Deputies by Party
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1997 midterm elections (the first conducted under the terms of the
1996 electoral reform legislation), the PRI lost both its majority in the
federal Chamber of Deputies and political control over the populous
and strategcally significant Federal District government. The PRI
then saw 1ts share of seats in the Chamber of Deputies shrink from 48
percent in 1997 to 42 percent in 2000), and to just 24 percent in 2006
{see Figure 5.1). Even meore stunning, as Figure 5.3 demonstrates,
nearly half of the PRI's 2006 victories in the Chamber of Deputies
were allocated to it (ironically} via the proportional-representation
formula that the party had mitially created to appease the opposition; in
1ts bread and butter single-district races, the party lost in overwhelming
numbers. The 2006 results in the Senate were equally shocking ta the
PRI As Figure 5.4 indicates, PRI party rickets only won five of
thirty-two races (producing ten Senate seats). The majority of the
PRI's Senate seats were allocated to it either as a result of placing sec-
ond in a particular state (it obtained nineteen “minority party” seats),
or via the proportional-representation system that had been introduced
in 1996 to mollify the PRD (giving the PRI an additional ten seats).
The presidential election of 2000 was, nevertheless, the defining
moment in the consolidation of a competitive electoral democracy
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i Mexico. Despite the considerable advances embodied in the 1996
electoral reform, until an opposition candidate actually won the pres-
idency there remained some doubt as to whether these changes had
been sufficient to permit an opposition party or coalition to break the
PRI's enduring control over the federal executive. On July 2, 2001},
Vicente Fox (the candidate of the “Alliance for Change” coalition
formed by the PAN and the Mexican Ecologist Green Party, PVEM)
won the balloting with 42.5 percent of the total valid vote.”” The mar-
gin of Fox’s victory over PRI candidate Francisco Labastida Ochoa
(who received 36.1 percent of the vote) was especially important
because it made it difficult for old-line forces within the PRI to con-
test President Ernesto Zedillo's decision on election eve to recognize
publicly Fox's triumph. ™

fnalysis of the 2000 elections. see Domingues and Lavson (2003): Moreno (2003},

" The thied major candidate, Coauheémor Cindenas, nceived 1606 percent of this vore
leader of the center-left " Allance for Mexico™ coaliion thar geouped the PRI, the Labor
Parey (PT). the Democmtic Comvergence (CTF), the Mariomalise Seciery Party (PSMN), and
the Socal Allance Paroy (PAS),
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The Fox Administration: Mexico®s First
Opposition Government

Vicente Fox (2000-2006) took his oath of office on December 1,
2000, anud extremely high public expectations. During the 2000 pres-
idential campaign he had promised voters, simply but powerfully, to
bring about “Change Now!™ (*iCambio Ya!™). His clear-cut victory
aver the PRI delivered on a major portion of that promise, Fox had,
however, also assured voters that he would quickly resolve the festering
political crisis in Chiapas resulting from the 1994 Zapausta rebellion,
promote rapid economic growth and job creation, rase educational
levels, and bring about substantial reductions in poverty. In his first
months in office Fox did in fact succeed in enacting a Law on Indige-
nous Rights and Culture (albeit one that failed to win the support of
the EZLN and its allies), and in 2002 the Congress approved a Federal
Law on Transparency and Access to Governmental Public Informa-
tion.”! Nevertheless, Fox was unable to secure congressional approval
for several of the reforms that, he argued, were essential to Mexico's
long-term economic development and international competitiveness.
These included a major tax reform, measures permitting foreign direct
vestment in electrical power generation and the petroleum indus-
try. and a reform of the federal labor code. Fox’s personal popularity
remained high throughout his presidency, but, aver nme, the growing
public sense that Fox had failed to achieve his most important policy
goals cast a shadow over his administration.”

The fundamental problem was the PAN lacked a legislative majority
in either house of Congress, and forging a coalition with either the
PRI or the PRD proved elusive.”? Three factors contributed to this
state of affairs. These include particular fearures of Mexico's electoral
system, partisan calculations by opposition parties that they could make
future electoral gams by blocking the Fox administration’s legislative
initiatives, and the ineffectiveness of Fox’s own tactics and governing

style.

1 Thee 1977 electoral sefirm had includéd a comseltutional right to freedom of information bt
the necessary enabling legishtion had never been puseed. See Gomez Tagle (2004), pp- #5,
1105

™ Public perceptions of this kind wers pohtcally important. As Magir ond Foomero (20007}
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The coordination problems inherent in Mexico’s multiparty demo-
cracy posed a barrier to Fox’s ability to build the majonty coalitions
required to enact his top-priority legislative proposals. Successive PRI
administrations, assuming that there would always be one dominant
party (the PRI} controlling the presidency and both legislative cham-
bers, had accommodated minority party demands for representation
by creating an electoral system that combined single-member plurality
districts with a parallel system of proportional representation. Electoral
systems composed exclusively of single-member legislative districts
(like that which exists in the Umited States) generally tend to have
only two parties because voters have incentives not to “waste” their
ballots by supporting third-party candidates who have little chance
of winning, In contrast, proportional-representation systems tend to
promote the formation of multiple parties. Votes are not “wasted” in
these systems because legislative seats are allocared on the basis of the
percentage of the vote that a party obtains.™ Thus, even parties with
a minimal number of adherents can gain seats in the legislature.”

To be sure, mixed-member electoral systems (those combining sin-
gle-member plurahty districts with proportional representation) like
Mexico’s can, at least in parliamentary democracies, capture the best
features of both majoritarianism and proportional representation.’®
Nevertheless, there 15 also substantial evidence indicanng that the
multipartism promoted by proportional-representation arrangements
is problematic when it coexists with presidentialism {a system in which
there is an elected president).”” In parliamentary systems, a single party
(or a coalition of parties) names a prime minister, and the government

™ Proportionsl-representation syseems vary i terms of the way theze percentages are calculated.
Some allocate sears on the basis of the percentage of voted that 3 party recewed nanonally,
somie on the basis of the percentage of vores received regionally, and yet others on the hasis
af the vores that a party recenved at the state or provingial level
PRI adnumsteanons acavely sought o ensure the representonon of oppesition parties on
both the left and the right of the idéological spectrom as 4 way of safeguarding the PRI
posifion #s the najoecity party in the polincal conter. Indesd, provisions in several versions
of the fidera] electoral code permalized the stromgest opposition parry while favoring the
smallest cies. Diaz-Cayeros and Magalom (2001), p. 283; Weldon (2001}, pp. 4646,
Shiegare and Wartenberg (2000 ), pp. 371, 578, 582, 591 argue that mined-member electoral
syt can successfully promote swo-bloc competinion and legislitors” accountability o
constitnents based on snge-member pluralicy districes, while smultaneously ensuring the
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epresentation of smaller parties and encouraging (thmugh party elites’ conmol over the
formulation of candidate i) the development of disoplined natiopal pardes. As Weldon
{20610, p. 470, notes, vwo-party comperition did emerge in 2 number of Mexican states
with mixed-member electoml systems,

T Matnwaring (1993, pp. 199206, 207-8, 213
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he or she leads can only function for as long as it can maintain it
legslative majority. In multiparty presidential systems, however, the
strong likelihood that there will be more than two parties with seats in
the legislature reduces the odds that a single party will have a major-
ity. It reduces even further the odds that one party will simultaneously
control both the executive and the legislative branches of government.
When different parties do control the executive and the legislature in
a situation of divided government, legislative coalitions are more dif-
ficult to sustain and must often be assembled issue by issue. As 4 con-
sequence, executive—legislative deadlock frequently occurs.

The chances of forming majority legislative coalitions are lower in
multiparty presidential democracies in part because there is likely to be/
considerable idealogical distance among rival political parties,”™ and’
this element did indeed constitute a second factor complicaning mar-
ters for the Fox administration. Opinion pells have found substantial
distance between PAN and PRD party leaders on a left-right ideo-
logical spectrum, a distance that s in fact greater among party elites
than among those members of the electorate who identify closely
with the two parties.”” This gap between party leaders and supporters
is important because the 1996 federal electoral code allowed parties
to nominate as many as sixty candidates on both their single-member
plurality and their proportional-representation slates,™ thus IMCreasing
the odds that (more ideological) PAN and PRD party leaders will be
elected and hold a prominent position 1n their respective congressional
delegations.

Ideological divisions between the PAN and the PRD have deep
roars in the two parties’ distincove histories and in party leaders’
different backprounds and socialization experiences. The PAN was
formed in 1939 to protest the radical educational and land-reform
policies pursued by President Lizaro Cirdenas (facher of PR founder
Cuauhtémoc Cirdenas), and the support the PAN has received from
Catholic activists clearly differentiates it from the strongly secularist
PRI {as well as the PRI). During the 19805 and 19905, these ditfer-
ences were reinforced by the contrasting positions the PAN and the
PRI took with regard to the Salinas and Zedillo administrations’ eco-
nomic policies. The center-right PAN — long a defender of private

M Naiswaring (1993}, pp. 200, 213,
™ Bruhn and Greene (2007); Lawson (2007), po 47,
B wildaon {2001, po 457
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property and a consistent opponent of an expansive state — was, of
course, the PRI's principal legislative ally in enacting the constitu-
tional reforms necessary to liberalize Mexico's trade and investment
regimes and to privatize state-owned firms, and it sanctioned the
controversial bank bailout after the 1994-1995 financial crisis. The
PRD, in contrast, had been founded in part to protect the system of
state-owned enterprises and trade protection that had developed in
Mexico before the de la Madrid administration. Some of its leaders
also resented the PAN's role in enacting the legislative program of an
administration (Carlos Salinas de Gortari) whose electoral legitimacy
they impugned. Several of the legislative initiatives promoted by Fox
and the PAN (especially energy-sector reform) went to the very heart
of these ideological divisions. Thus, although the PAN and PRD
could find common ground on such matters as legislation that gready
expanded health insurance coverage and on democracy-enhancing
measures such as a federal freedom-of-information law designed to
promote transparency and accountability in public adnunistration, 1t
was impossible for them to do so on a range of economic policy issues.

The PRD and some elements of the PRI also perceived that coop-
eration with the PAN was not in their long-term partisan interests.
From the outset of the Fox administration, the PRI announced that
it was not going to cooperate with “a government of the Right,”
and rarely did it depart from this stance.® Although some PRI mem-
bers were strongly opposed to Fox’s proposed constitutional reforms,
such as those that would have permitted foreign investment in the
electrical power and petroleum industries, the party did not reject in
principle the idea of supporting some PAN initiatives. Indeed, the Fox
admmistration apparently decided to forego high-profile prosecutions
of former PRI government officials for corruption and human rights
abuses in order to promote a PAN-PRI legislative alliance. In nume,
however, PRI strategists took the view that the party’s chances of
regaining the presidency in 2006 would be greater if Mexican voters
perceived the Fox adnunistration to have failed.* The fact that ideo-
logical and partisan differences precluded a PAN-PRD alliance gave
the PRI considerable leverage in this regard.

*! Langseon (2007, pp. 21-2; Brubm and Greene (2007, p. 37

" The PRI% inclination to obstruct the Fox administeation’s lepislative program may have
been belstered by i electoral recovery in the 2003 midterm elections, in which it won
34,4 pereent of the walid vore and #4.8 percent of the sears in the Chamber of Drepuries.
It abso won gubernatoral elections in Colima, Nuevo Ledn, and Sonom in 2003, and m
Chibwahua, Durango, Caxaca, and Veracrus in 2004
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Finally, these obstacles to the PAN'S capacity to implement its leg-
islative agenda were exacerbated by the inadequacies of Fox’s own
tactics and governing style, Even though Fox had been a charismatic
and highly effective presidential candidate, once in office he proved to
be an ineffective chief executive. The fundamental problem was that
he could not figure out how to cut deals with the leaders of opposi-
tion parties’ congressional delegations. Instead, he sought to sidestep
his congressional opponents and build support for his legslative pro-
gram by appealing directly to the Mexican people via weekly radio
broadcasts and aggressive public relations campaigns, This tactic might
have borne fruit in another institutional context. In large part because
of Mexico's “no reelection” rule, however, legislatrors had only weak
tes to their constituents. They were, nevertheless, extremely sensi-
tive to the preferences of their party leaders, who could determine
a politician’s chances of future electoral success through the position
they assigned her or him on the party’s list of propordonal-representat-
ion candidates,™ Fox's direct appeals for public support were, there-
fore, generally ineffective in influencing legislators’ behavior.

The interaction of these factors — institutional and ideological lega-
cies from Mexico’s past, partisan calculations of the possible electoral
w&ésm_mnm to be derived from obstructionism, and the ineffective-
ness of President Fox’s own tactics and governing style — produced
executive—legislative gridlock on the Fox administration’s leading leg-
islative initiatives.™ Perhaps the most significant casualties of this sit-
uation were the administration’s proposals for fiscal and tax reform.
Fox first submitted this legislation to the Chamber of Deputies in
2001.% Some provisions, including those designed to make financial
transactions more transparent (for example, barring insider trading and
regulating conflicts of interest and the use of privileged information in
stock market transactions) and modify the federal budgetary approval
process so that executive-legislative disagreements did not Jeopardize

8 Weldan [2000), pp. 472-3

M Onerall congressional produceivity during the 20002006 period {measured a4 the number
of bills enacted into law) compared very favaeably 1o productivity rates during the era of PRI
dominance. Approval rates for executive—sponsored bills also remained robust {far example,
721 percent in the Chamber of Depaties for the September 2003-Thecember 2005 period,
and 897 percent in the Senare for the Seprember 2000-Deceniber 2005 period). The federal
executive did, however, submit fewer hills than in the past, and grestee polinical pluralism
m the Congress encouriged deputies and senators to propose far more bills than chey had
during the period of PRI hegemony. See Weldon (2004a), pp. 1 50-65; Welden (2H4h),
e 10=13; Weldon (2006), pp. 7, 17, 30, 33

8 See Middlebrook and Zepeda (2003), pp. 435, for desails.
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continued governmental operatons at the end of each calendar year,
were easily enacted into law, Yet the heart of the measure —a proposal
to increase taxes by the equivalent of approsimarcely 2 percent of GDE,
in part by extending the 15 percent value-added tax o previously
exempt categories of food and medicines — sparked intense political
oppesition. Despite sustained lobbying by the Fox administration, the
legistation that was finally approved limited tax increases to approsi-
mately half of what had initally been proposed and retained the ax
exemption on food and medicines.® The defear of Fox's proposed
tax reform denied the government badly needed revenues ro fund
education and other social welfare initiarives.

The Controversial 2006 Elections

In the July 2006 general electons, the PRI hoped to retake the pres-
wlency by building on a5 string of electoral successes in the 2003
midterm elections and n w_._rmj._mnolu_ races held during 2003 and
2004.% PRI candidate Roberto Madrazo Pintado was, however, badly
tarnished by campaign spending fraud in his 1994 Tabasco guber-
natorial victory and hampered by serious factional divisions within
the PRI. The race therefore centered on the bitter rivalry berween
the PAN' Felipe Calderén Hinojosa and the PRIDs Andrés Manuel
Lopez Obrador.™ Calderén denounced Lopez Obrador as a “dan-
ger to Mexice” and compared him to Venezuela’s populist President
Hugo Chivez, claiming that Lopez Obrador’s proposed social justice
programs would endanger the country’s hard-won financial stabiliey.
Calderon lagged in public opinion polls throughout much of the race.
Late in the campaign, however, he closed the gap through the highly
effective use of negative television advertising, the benefits he derived

"' By 2 second atrespt at b refitm m 2003, the Froe admmstation's minatve (i which gev-
ernmient officials sobbornly insisted on lovving the vlue-added tax on food and medicines)
failed when effore o build an allianee with the head of the PRI delegation in the Chame-
ber of Depunes fell victim oo a rank-and-file revolt by PRI deputies and feuding among
PRI leaders, Insufficent coordinaton berween Mimstry of Finance officials and the PANS

orts. See Musacchio (2003); Weldon

congresaonal delegation alio hampered the negon:
[2iM14b), p. 15 Langston (M e
._u_::_:__..__&_._‘:_:.u:ﬁan_r_..

s atud ther aftermath, see Esmrada and Pogre (20607}, Klesner
(20417}, Muddiebrook (20075, dMoreno (2007}, and Sehedler (20007

" Laper Obrador led the *Alliance for the ?c_n__.* of All" coalition, which included the PIRD,
the Labar Party (T, and Democratie Convergence (CLH
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from President Fox’s massive {and much-criticized) media campaign
‘touting the achievements of his administration and advocating political
contimuty, and Lopez Obrador’s own political errors. These included
Lépez Obrador’s personal attacks on the still-popular President Fox,
as well as his decision not to participate in the first of two nationally
televised debates among the candidates — an absence that his rivals
exploited by placing an empty chair on the debating platform.

The balloting on July 2 occurred withour major problems, but
the very narrow difference in the vote totals for Calderén and Lépez
Obrador ﬁ_..znw_f led to controversy as both candidates claimed victory,
When the Fedegal Electoral Institute announced that Calderon held an
extremely tight lead, Lopez Obrador demanded that the Electoral Tri-
bunal of the Federal Judicial Branch (TEPJF) order a ballot-by-baliot
recount. Claiming that the entire electoral process had been tainted
by the Fox administration’s partisan actions in support of Calderén
and by massive irregularities on election day, Lépez Obrador sought
to pressure electoral authorities _”J.. E,EOE:_.LHT a national nmndum_m:
of civic resistance that included the blockade of one of Mexico City’s

main boulevards and an occupation of the Zocalo, the public plaza
facing Mexico's National Palace.

Ina highly charged political environment, TEPJF magistrates agreed
to examine ballots in approximately 9 percent of all polling places but
they unanimously rejected demands for a full recount. Then, in early
September, the TEPJF declared Calderén president-elect with 36,7
percent of the valid vote, compared with Lépez Obrador’s 36.1 per-
cent (a difference of just 233,831 of the 41,557,430 balloes cast).™”
Lopez Obrador refused to accept his defeat and later proclaimed him-
self If president of an alternative, parallel government. Nevertheless, the
2006 election outcome was highly significant in pohtical terms both
because the PAN won a come-from-behind victory to retain the pres-
idency for a second consecutive time, and because Mexica’s electoral
institutions survived a severe test of their authority in whart had become
4 remarkably competitive electoral environment.

¥ The FRIs Madraza won 22,7 percent of thé vote, and Patricia Mercado Cristro {representing
the Social-demacranic and Peasant Alternatve Party, PASDC) and Roberto Campa Cifrian
(representmg the New Alliance Party, PANAL) wou 28 percent and 1 percent, nepec-
tively. The TEPJF's final ruling also criticized President Fox amd private-secroe groups for
thexr sustined offores to undercut Lopes Obradors presidential candidacy and sway voress’
apimion i Bvor of Calderan. See Middiehrook [2007)
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What had not changed as much, however, were the challenges facing
any Mexican executive searching for a way to raise the revenues needed
to fund health care, education, retirement pensions, and housing, How
the Fox administration, like the Zedillo admimstration before it, was
forced to make a series of difficult radeofts when it came to funding
those public priorities, and the consequences of those trade-offs, are
the focus of the next chapter.

6

Health, Education, and Welfare
in Mexico Since 1980

Mexico has experienced significant changes in social welfare policy
since the early 19905, The administrations of Ernesto Zedillo Ponce de
Ledn (1994-2000) and Vicente Fox Quesada (2000-2006) redesigned
programs providing basic health care, housing, education, and retire-
ment pensions in order to broaden access to these services. In some
instances (particularly the partial privatization of health care and the
creation of privately managed retirement pensions), meeting the goal
of expanded program access in the context of continuing revenue
shortages required the government to shift parr of the responsibility
for welfare provision from the public sector to individuals and fami-
lies. The Zedillo and Fox admmistrations also adopted more selectively
targeted programs aimed at reducing poverty in Mexico,

One kev element underpinning these changes was a marked shift in
the political logic shaping welfare policy making,' In the social welfare
model that developed during the period of Institurional Revolutionary
Party (PRI) hegemony from the late 19305 through the 1980s, select
constituencies gained access to public services as a form of patronage.
Indeed, there was a wide gap between an official rhetoric proclaim-
ing the federal government’s constitunonally mandated responsibility
to cover the basic welfare needs of all Mexican citizens, and actual

! Somee analysts angue thit varions initatives adopred by the Zedillo and Fox administrations
abo reflocted o sizmificant rethinkirg of the phitosophical underpinnings of sacial welfane
policy in Mexico — o shift sway from an asumpoon thar the federal povernment has o
v conet the basto nedds of all Mexrcan oinzens, and mosand i view

indevidual and family responsbihities and the role of the market i promoting competiog
and effictency in the delivery of health insorance, howsng, setiresent pensions, and other
welfare programs, See, for example, Laurell (2003),
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