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Relative effectiveness of current policy

Before examining the relative effectiveness of the various
monetary instruments employed since the devaluation, it might be helpful
to survey briefly the economic trends since the 1954 devaluation. Many
observers would probably agree that a convenient division could be made
between the period of strong economic advance running from approximately
mid-195k to the spring of 1956, and tne subsequent period up to the present
characterized by a slower rate of econcmic growth.

Following the 30.8 per cent devaluation of the peso on April 18
to a rate of 12.5 pesos to the dollar, the current account in the balance
of payments contimued to remain negative for two months. In July the
balance turned positive, and except for November, remained positive for
the rest of the year; in 1955 the current account registered a surplus of
$123,8 million compared to a deficit of $23.6 million in 1954. In 1956 and
1957, the current account balance again turned negative,

On the industrial side, the general index of the volume of
industrial production, which had been relatively stable for several months
prior to the devaluation, began to rise in the third quarter of 1954 and
in the following months, with the result that the index for 1955 as a whole
showed an 11 per cent increase over that for 1954. A second advance of
12 per cent occurred in the period from the fourth quarter of 1955 to the
second quarter of 1956. Since then the index has advanced more slowly.

The Federal Government budget registered a surplus of 543 million
pesos in 1955 compared with a deficit of 711 billion pesos in 1954. In
1956 the surplus was about half as large as in 1955, and in 1957 there was
a slight deficit., A fair-sized deficit is expected for 1958.

The devaluation and monetary expansion stemming from high foreign
exchange receipts influenced domestic prices, with the result that whole~
sale prices rose 26 per cent in the two years ending in April 1956.

During 1955 the cost of living index registered its greatest increase,
Both price indexes declined during 1956 but began a renewed, gradual rise
in the spring of 1957 which has continued to date.

In the post-devaluation period, gross national product, money
supply and over-all bank credit registered their biggest increases in
1955 and since then have been increasing at a slower rate. The effect of
the above developments on the money supply during 1954-57 is illustrated
in Table 2.
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Table 2

Variation in the Circulating iedium by Origin
(In millions of pesos)

1954 1955 1956 1957

A. Credit expansion 2,h61.3 1,137.3 1,986.2 1,781.1
B. Increase in time and other long-

term deposits -1,613.1 -912,6 -846.3 -1,668,7
C. External origin -i82.0 2,539.5  7u6.,9 -207.L
De Purchase of securities 980.0 =106.1 152.6 1,027.8

1, Government £08.5 -bJ =3L4.9 660.5

2, Private L71.5 -101.7  187.5  367.3
E. Cther items -293.,5 -866.5 -862,5 _131.6
Net Increase in Money Supply 1,052.7 1,791.6 1,176.9  801.2

During the four-year period considered above, money supply
continued to expand significantly each year, but the influence of the
balance of payments situation and federal budget varied between being ex-
pansionary or contractionary. Bank credit remained expansionary each year
but was counteracted partly by increases in time and other long-term deposits,
Both the national and private banks contributed to this credit expansion,
During 1953-5L, the national banks expanded credit in much greater volume
than private banks; however, in 1955-56, this situation was reversed, and
in 1957 both expanded credit in approximately the same volume. During
1955 and 1956, factors of "External Origin" turned expansionary, reflecting
a surplus in the balance of payments., Cn the other hand, the contractionary
influences of the Federal Government's budget surpluses during the same
period are reflected in a small net reduction in holdings of government
securities, During 1957, the contractionary influence of the balance of
payments was more than offset by the expansionary effect of a large increase

T

in the holdings of govermment securities.,

On the whole, the expansion in the circulating medium has been
greater than warranted by the increase in real output. The result has been
a substantial increase in domestic prices. Nevertheless, the post-devalu-
ation inflation would have been even more serious had not the central bank
taken various steps to restrain inflation. Probably one of the most
significant anti-inflationary weapons employed by tne monetary autnorities
Just after the devaluation was the seizure of revalua*ion profits cited
earlier, Another post-devaluation monetary action taken in January of 1955
was the imposition of marginal reserve requirements for associated banks
as indicated in Table 1. These requirements undoubtedly restrained
secondary expansion somewhat; however, they were far short of the contrac-
tionary influence exercised by the budget surplus of 543 million pesos,
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which incidentally was due not to higher tax rates but merely to increased
domestic economic activity (leading to higher receipts) as a result of

the devaluation and a nign rate of activity in external markets. For the
majority of the deposit liabilities, as indicated in Table 1, the cash
requirement of 30 per cent was not altered and specified security require-
menss were increased only 15 percentage points, or from LO to 55 per cent.
The next set of changes in reserve requirements in mid-1957, as listed in
Table 1, were really not intended to be anti-inflationary. If anything,
there was probably an easing of credit conditions. The chief aims of the
mid-1957 changes were to permit improved commercial bank earnings and to
simplify the legal reserve requirements system., The Bank of Mexico also
hoped that the step would stimulate the purchase of industrial securities,
In short, the only active monetary measures of any anti-inflationary
significance following the devaluation were the seizuré of revaluation
profits and the imposition of marginal reserve requirements in January of
1955. On the passive side inflation was also restrained by the central
bank's reluctance to extend commercial bank rediscounts.

Bank of Mexico intervention in the security market during the
period under observation aggravated the inflationary vressures except
in 1955-56 when the Bank reduced its holdings of both govermmental and
private securities. In 195k, for example, when the circulating medium
increased 1,053 million pesos, the Bank increased its holdings of goverrment
securities by 558 million pesos. In 1957, when the money supply increased
801 million pesos, the Bank added 286 million pesos in government securities
to its portfolio. Hence, the Bank's operations in the security market,
except during perioas of significant budget surplus, have been inflationary
rather than anti-inflationary. This intervention in the market coincides
with tne fourth general aim of monetary vnolicy stated earlier. The Bank
of ilexico tends to justify its inflationary intervention as mandatory if
there is to be any significant development of the Mexican securities market,
and also, as indicated earlier, if commercial barnks are to be freed from
the danger of a decrease in the capital value of their security reserves.
It therefore appears unlikely that open market operations could be utilized
by the Bank of ijexico in the near future as an effective tool of monetary
pOlicy.

From the foregoing, one is led to the conclusion that ilexican
monetary policy since 1954 has contributed somewhat to general monetary
stability, but that the deficits or surpluses in the federal budget or
balance of payments have exerted even stronger inflationary or anti-
inflationary pressures. The main monetary weapons have been the limited
availability of central bank rediscounts and changes in commercial bank
reserve requirements with the latter weapon being more or less effective
only with regard to restraining secondary expansion. The seizure of
revaluation profits is merely a one-time weapon and hence is not available
on a continuing basis. It therefore appears that a large share of the
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’ responsibility'for maintaining internal monetary stability falls on the
Federal Government, with budget surpluses being almost a necessity when
significant surpluses occur in the balance of payments,

External and other factors in Mexico's economic outlook

The outlook for the iexican economy is one of continued growth,
but probably at a slower rate than in 1955-56, It is likely that
inflationary pressures will coniimue to be prevalent, particularly in view
of recent federal budget ceficit operations. These inflationary pressures
will mean a continuing responsibility for an intelligent monetary and
especially fiscal policy if another devaluation in the near future is to
be avoided.

The price indexes shown in Table 3 below indicate that fram the
viewpoint of relative prices between iiexico and tne United States, not all
of the price benefits from the 195} devaluation have been eliminated. In
April of 1954 as a result of the devaluation the value of the dollar in
terms of liexican prices rose by L4j.5 per cent. In the four years since the
devaluation, United States' prices increased approximately 8 per cent; for
the same period, Hexican prices rose about 45 per cent., Thus the nct
increase in Mexican prices of 37 per cent is still 7.5 per cent below the
rise in the value of the dollar. ihile this analysis suggests a more
precise determination than is really possible, the general conclusions are
nevertheless probably correct,

Table 3

Relation of lfexican and United States' Prices
(4pril, 1954=100)

Date Index of U.S. con- Index of Food Index of U.S.
workers'!  sumer cost of component whlsle prices whlsle
cost of price food in of U.S. in iexico Cty. price
living in index iflexico Consumer index
Mexico Cty. price index

April 1954 1€0.0 100.0 100.0 1C0.0 100.0 100.0

April 1955 117.5 99.7 119.2 98.9 119.0 99.5

April 1956 129.0 100.3 125,9 97.5 131.6 102.3

April 1957 129.6 10k.1 129.2 101.2 131.7 105.6

April 1958 148.5 107.8 142.8 108,2 k.1 107.5

While the general economy continues to advance, particularly in
view of higher agricultural output in 1958, prices have been increasing at
a rate of about 10-12 per cent a year. Largely because of these inflationary
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aspects, cepital flight occurred early in the year and during the first
five months of the year, international reserves dropped $83 million
canpared with $50 million for the same period in 1957. Lately there has
‘been a trend for imports to rise more than exports and increasing tourist
receipts have not offset this imbalance. On September 1, 1958, the Bank
of liexico's international reserves were $386 million compared to 3430
million the year before.

A heavy drain in reserves, of course, could exert strong pressure
for another devaluation. However, if reasonable internal price stability
can be maintained, Mexico would have a stronger case for utilizing the
foreign exchange facilities provided through the International Monetary
Fund and the Stabilization Agresment with the United States in order to
defend the current exchange rate..

Looking at the more favorable factors, ilexican exports are now
sufficiently diversified so that occasional slumps in world market prices
are not likely to affect seriously total export earnings. In addition,
domestic and foreign investment has been continuing at a high rate, which
augurs well for the continuation of a rapid rate of economic growth.
Investment has been aided by an increasing rate of internal saving; thus
in 1955, 1956, and 1957, private credit institutions had increases of 20,
2, and 28 per cent, respectively, in their time obligations which at the
end of August 1958 composed 41 per cent of total liabilities.

From the above, it is evident that for economic stability, Mexico's
basic need is a balanced budget and a tight money policy. Both would then
aid in maintaining equilibrium in the balance of payments. If credit
continues to expand at a significantly higher rate than real economic output,
the inevitable consequence will probably be another devaluation.





