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Trade, Manufacturing Put Mexico
Back on Track in 2004
The 2001
recession was led
by manufacturing
in both the United
States and Mexico,
and slower recovery
in Mexico was largely
because of Mexico’s
greater dependence on
industrial production.

A

decade after the Tequila
Crisis of December 1994, the
Mexican economy presents a
macroeconomic landscape
that has been fundamentally
improved. An independent central bank brings new transparency and accountability to the
conduct of monetary policy,
with a stated objective of targeting inflation. The fiscal deficit has been held under 2 percent of gross domestic product
(GDP) every year since the
1994 – 95 crisis. The exchange
rate floats successfully, with
accumulated foreign exchange
reserves reaching nearly $65
billion in December. Markets
for government debt attract
investors at low rates, and government securities now have a
duration of up to 20 years.
The success of Mexican
macroeconomic policy can be
seen in the course of recent
history. Together with the
North American Free Trade

MARCH 2005

Agreement and the opening of
Mexican markets to trade, it
contributed to the rapid recuperation of the Mexican economy after 1994 – 95. And it was
essential in limiting the 2001
Mexican downturn to a mild recession, a landmark in a country where every downturn of
the prior 30 years had been accompanied by a financial crisis.
Macro stability has also
brought into focus the growing
synchronization of the U.S. and
Mexican economies, primarily
the product of strengthening
trade ties between the two
countries. The 2001 recession
was led by manufacturing in
both the United States and
Mexico, and slower recovery in
Mexico was largely because of
Mexico’s greater dependence
on industrial production.
In 2004, however, Mexico
finally caught up with the
United States, as both countries
saw GDP grow at a 4.4 percent
annual rate. It was the best
year for both countries in this
round of expansion. This article examines Mexico’s economic performance in 2004 and
discusses its economic and political outlook.
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Mexican Economy Growing Since Summer 2003
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Figure 5
Manufacturing Productivity Rises
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Reforms and Politics
The maquiladora industry is
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• Remain committed to
Maquiladora payroll employmacroeconomic stability.
ment has been increasing since
• Put public revenue and
late last summer, again matchexpenditure on a more
ing closely trends in the U.S.
solid and predictable
industrial sector. During 2004,
footing.
maquiladoras added back
• Ensure that resources for
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education and training
those lost to the downturn.
are used more effectively.
Among the sectors leading this
• Raise and improve the
upward trend are electronics,
stock of infrastructure
transportation, services, textiles
capital.
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• Pursue labor market
reforms.
• Ease regulatory measures
and other impediments,
including failings of the
judicial system and high
perceived levels of corruption.7
The past year brought little
or no progress in advancing a
series of widely proposed
structural reforms to the Mexican economy. The need for the
reforms is recognized, but the
political will is lacking. Tax reform is high on virtually every
agenda because Mexico’s tax
system in 2002 yielded revenues equal to only 18.8 percent
of GDP, compared with 26.9
percent in the United States
and 34.2 percent in Canada.
Further, oil continues to deliver
close to one-third of public
sector revenue, an unreliable
source given the volatility of oil
prices. The additional revenues
must be committed to basic
infrastructure and education.
Energy reform is needed to
bring down high electricity
prices and infuse much-needed
capital into oil and natural gas
exploration and production.
Mexico’s labor market ranks
among the world’s most rigid,
imposing high nonwage costs
on employers. And Mexico
ranks low on most measures of
governmental effectiveness, regulatory quality, rule of law
and control of corruption.
Not only are reforms
needed, but also the timing of
such reforms is crucial for Mexico’s future economic growth.8
The Fox administration has
been unable to move reforms
forward without a majority in
Congress. Figure 6 shows the
division of votes among Mexico’s three major parties in recent years. Last year was the
final opportunity to move reforms forward before the next

Figure 6
Mexican Electoral Results, 1991–2003
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presidential election in 2006
because political parties have
now turned their focus inward
to select candidates.
The 2003 midterm elections
may point to the return of the
Institutional Revolutionary Party
(PRI) after a six-year break in its
70 years of rule. Or the Party
of the Democratic Revolution
(PRD) could ride the popularity
of Mexico City’s mayor into the
Mexican White House, becoming the first socialist party to
rule the country. Or perhaps
the National Action Party (PAN),
which now rules the country,
can score another victory.
Given the current division of
voting sentiment among the
public, it is a battle that promises to leave deep political
scars.
It is virtually certain Mexico
will operate without significant
fiscal, labor or energy reforms
through 2006. The opportunity
to pass such reforms in the
next administration will depend
on the 2006 electoral outcome,
as well as on the intensity of
the political conflict that follows
the election itself.
Economic Outlook
Private analysts currently
are predicting only slightly

slower growth
of Mexican GDP
in 2005 — in the
PRD
range of 3.5 to
4 percent. This
outlook is based
largely on the
37.3*
strong growth
prospects for
30.7
the United
States, where
17.6
GDP is expected
to hit 4 percent.
At the same time,
2003
these same analysts regard the
growing U.S. fiscal and trade
deficit as a risk
to U.S. expansion, and in turn
to Mexico. Also, an unanticipated acceleration of inflation
could put both countries’
economies at risk. Growing
political uncertainty as the 2006
election approaches could also
begin to slow growth, if consumers, businesses or foreign
investors hold back on spending to await the outcome of the
elections.
— Jesus Cañas
Roberto Coronado
Robert W. Gilmer
Cañas and Coronado are assistant economists and Gilmer is a
vice president at the Federal
Reserve Bank of Dallas.
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Chile and Mexico, like other countries
in Latin America, experienced severe
economic crises in the early 1980s,
but each underwent a different recovery path. In 1980, Mexico’s per capita
income was almost double that of
Chile; however, after two decades,
Chile has erased this gap and returned
to its output trend. Mexico, on the
other hand, has not yet recovered,
and its output continues about 30
percent below its trend. A recent study
by the Federal Reserve Bank of Minneapolis and the Central Bank of Chile
attributes such differences to early
privatization, banking and corporate
law reforms taken by the Chilean
government. See “A Decade Lost and
Found: Mexico and Chile in the
1980s,” by Raphael Bergoeing, Patrick
J. Kehoe, Timothy J. Kehoe and
Raimundo Soto, Federal Reserve Bank
of Minneapolis, Staff Report no. 292,
September 2001.

Houston

A

ll indicators point to
continued strength in the Houston economy. The Houston
Purchasing Managers Index remained over 60 for the 12th consecutive month, with sales, production and employment all
registering nice gains. A value
over 50 indicates expansion in
the local economy. Labor markets continue to strengthen, with
12-month growth in employment
now at 1.7 percent, and the unemployment rate fell from 6.1
percent to 5.5 percent during
the same period.

Retail Sales and Autos
Retail sales are mixed in
Houston. At opposite ends of
the spectrum, discount and upscale stores reported solid results in January and February,
while department stores barely
met plan. Furniture stores and
small independent retailers were
operating below expectations.
Overall sales are probably up
marginally.
New car and truck sales in
Houston started the year out
right, with January sales up
7 percent over January 2004.
It was the second consecutive
month of 12-month increases —
the first time this has happened
since late 2001.
Real Estate
Existing home sales continued to set records in January,
with new highs for the month
for properties sold, value of
transactions and median sales
price. Sales are expected to
slow in 2005 due to higher interest rates and a growing oversupply of apartments. More
jobs and expanding income
should keep the market healthy,
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however, and shift the focus
from starter homes to more upscale properties.
Absorption and occupancy
are growing again for Houston
office space, although rents are
still falling. The central business
district and Galleria are leading
the improvement. Retail absorption is healthy, with rents and
occupancy flat. Industrial occupancy rose during the past year,
but flattened out in the fourth
quarter.
Oil Services and Machinery
The domestic rig count
moved up by more than 20 rigs
in recent weeks, with much of
the improvement in Texas. Oil
service respondents were not
bashful about using the “boom”
word, comparing current conditions to 1978. They were quick
to add, however, that they were
anxious to avoid the hangover
experienced at that last party.
Capacity is becoming an
issue. Some customers are contracting upfront for rigs and services for multiple jobs to ensure
availability. People are the main
constraint, however, because of
shortages of drilling crews and
workers with key skills. Prices
and margins are such that service companies are now sharing
fully in the high commodity
prices producers have enjoyed
for some time.
Refining
Refiners have begun their
spring turnarounds. A refinery

fire and a series of operating
problems have kept Gulf Coast
refineries at capacity utilization
near 90 percent. Refiner margins
have moderated from high levels in recent weeks because
product prices have not kept
up with rising crude price. Inventories of heating oil improved counterseasonally, and
gasoline inventories were in
excellent shape for February.
Chemicals
Virtually every segment of
the petrochemical industry is
doing extremely well based on
revenue, pricing and profits.
Strong product demand is the
chief factor giving strength to
the industry. Several years of
poor demand resulted in reduced capacity for a number of
products, and current strong demand is outstripping remaining
capacity.
Chlor-alkali, olefins, plastics
and aromatics are all projecting
record profits in 2005. Among
the aromatics, benzene is expected to see a return to record
prices in coming weeks as the
turnaround season continues
for refineries. Propylene prices
are up due to strong demand,
with some signs of prebuying
by customers to avoid future
price hikes. Polyethylene prices
fell back by 2 cents per pound
as feedstock prices slipped,
and demand eased, especially
export-related demand.
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