THE NEED FOR MONETARY REFORM
IN MEXICO

Manuel Sdanchez

There is perhaps no more striking feature in Mexico’s economic
history than the persistent instability of the general level of prices.
For any sufficiently long period for which there are reliable statistics,
high and variable inflation is a consistent phenomenon. As a result of
this behavior, living standards have been severely damaged, as re-
flected in several indicators, including low economic growth, frequent
business fluctuations, sharp declines in real wages, and the worsening
of the distribution of income.

This dismal record has prevented Banco de México, in operation
since 1925, from attaining a solid reputation in terms of its commit-
ment to price stability. During most of the 20th century, the country’s
monetary policy was conducted under a variety of predetermined
exchange rate systems, which invariably ended in failure, with major
devaluations of the peso against the U.S. dollar and consequent out-
breaks of inflation. Following the 1995 crisis, the central bank has
applied a flexible exchange rate policy, and since 1999 has moved
toward an inflation-targeting approach. Even though inflation has
recently fallen to rates not seen for several years, it is still high in
terms of international standards.

Furthermore, the episodes of instability during the 1990s have
given way to proposals in favor of extreme fixed exchange rate re-
gimes, including a currency board and the adoption of the dollar as
the country’s legal tender. Although such ideas have lost ground in
light of the recent progress in domestic stabilization and the aban-
donment, mainly for fiscal reasons, of the Argentine currency board,
they cannot be rejected a priori.

The long and winding road toward stabilization and the limitations
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of current monetary policy make it necessary to consider alternatives
to improve the likelihood of permanent price stability. From the long
list of proposals traditionally entertained by economists, two options
have gained ground, namely, improving current monetary policy un-
der a purely flexible exchange rate regime with inflation targeting,
and the adoption of the dollar as legal tender, or dollarization. This
second alternative could also be advanced as the natural outgrowth of
the increasing integration of Mexico with the United States and
Canada, particularly since the approval of the North American Free
Trade Agreement (NAFTA).

The purpose of this paper is to examine the problem of chronic
inflation in Mexico and propose alternatives to permanently over-
come such an obstacle. My main claim is that Mexico should not
continue to be underdeveloped in terms of price stability, since the
tools to attain this goal are readily available. Hence, I first describe
the phenomenon of Mexico’s inflation and the serious costs associated
with it, and address the question of why inflation has been so persis-
tent in the country. In the next two sections, I identify some limita-
tions of current monetary policy under flexible exchange rates, and
analyze the improvement of that policy and the alternative of dollar-
ization. Then, I reexamine the latter regime from the vantage point of
Mexico’s economic integration with North America and, finally, I
present some concluding remarks.

Inflation: A Chronic Malady

During most of the 20th century, the Mexican economy was per-
sistently subject to high and variable inflation that severely damaged
living standards and the country’s capacity for economic growth. Dur-
ing that century, inflation sank deep roots in the economy, turning
into an affliction that the patient has yet to overcome. Inflation stub-
bornly appeared in every sufficiently long period of time. Figure 1
illustrates the evolution of inflation since 1935, using the GDP Im-
plicit Price Deflator. The chart shows that price growth tends to be
high and subject to abrupt fluctuations. Average annual inflation dur-
ing the 66-year period was 19.7 percent, which meant that in 2000,
prices were 45,000 times higher than those of 1934. The standard
deviation was 25.8 percent, with the 1940s and the period from 1973
to 2000 being particularly unstable.

Additional contrasts are worth mentioning. The lowest annual av-
erage inflation (3.6 percent) occurred during the 1960s, while the
highest (66.3 percent) was posted during the 1980s. Moreover, during
the latter period, the standard deviation reached 37.2 percent! How-
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FIGURE 1

ANNUAL INFLATION
(GDP ImrLICIT PRICE DEFLATOR, ANNUAL % CHANGE)
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ever, even during the decade with the best performance, the 1960s,
average annual inflation surpassed the concept of price stability, de-
fined as a rate of about 2 percent. Even if we expand this notion to a
0-3 percent range, Mexico achieved price stability during only 9 out
of 66 years (1935, 1939, 1948, 1953, 1962-63, 1965, and 1967-68),
and if the range is narrowed to 0 to 2 percent, stability was achieved
only five times. The transitory nature of these episodes indicates that
inflation control has been the exception to the instability rule.

In any country, inflation generates severe costs, and Mexico has not
been the exception. The reasons for this are widely known. If inflation
is anticipated, economic agents will seek substitutes for money, due to
its diminished usefulness, and companies will frequently change
prices, which implies a waste of time and real resources. If inflation
is not expected, the resulting uncertainty generates additional costs,
such as the difficulty in settling rental and loan contracts, while pro-
duction errors lead to instability and lower GDP growth, losses in real
wages, and a deterioration in the distribution of income. The aware-
ness of these costs explains, to a large extent, why during the last two
decades of the 20th century, most economies moved toward price
stability. Thus, from 1976-80 to 19962000, average annual inflation
of the 23 most developed economies was reduced from 9.4 percent to
1.9 percent, and dropped from 20.6 percent to 10.7 percent in 121
developing countries. The defeat of inflation in many of these coun-
tries is a constant reminder that the cure for this malady is known and
the technologies to overcome it are available. Yet, progress on this
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front seems to depend more on the country’s degree of tolerance of
inflation and state of underdevelopment. Between these two 5-year
periods, Mexico made very little progress, with annual inflation de-
clining from 21.2 percent to 19.1 percent, exceeding the average
reference rate during both of these periods.

The effects of Mexico’s mediocre performance can be quantified.
Barro (1997) estimates that after taking other factors into account,
such as education, health, and the rule of law, for each rise in inflation
of 10 percentage points, long-term per capita income growth drops
0.4 points. Barro’s study of the determinants of economic growth is
based on a sample of more than 100 countries for the 1960-90 period.
Although at first glance, the negative impact of inflation might seem
insignificant, its cumulative effect over time can be stunning. For
example, if during the past 50 years average inflation in Mexico had
been 3 percent instead of 23 percent, per capita income in 2000
would have been 49 percent higher; US$8,532 instead of US$5,728.

Other data are revealing. Figure 2 illustrates the negative relation-
ship between economic growth and inflation for the 66—year period
from 1935 to 2000, based on data of the above-mentioned price index
and GDP. Of particular importance are eight years of high inflation,
four of which coincided with the greatest contractions in GDP (1982—
83, 1986, and 1995), while the rest occurred prior to and following the
1986 recession. The correlation coefficient between these two vari-
ables is —0.48. Furthermore, it is no coincidence that the highest
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growth in average annual per capita income (2.9 percent) was posted
during the 1960s, the decade of greatest price stability, and the lowest
(0.1 percent) during thel980s, the period with the greatest instabil-
ity. On the other hand, Figures 3 and 4 show a significant inverse
relationship between inflation and real wages, which is hardly sur-
prising given the natural lags of collective labor agreements, based on

FIGURE 3

REAL MINIMUM WAGE AND INFLATION
(ANNUAL % CHANGE)
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FIGURE 4
REAL AVERAGE WAGE (IMSS) AND INFLATION
(IMSS-REGISTERED WORKERS, GDP PRICE DEFLATOR,
ANNUAL % CHANGE)

SOURCE: Banco de México and IMSS.
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