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The Dollarization of Mexico
A Long Road

Paulino Ernesto Arellanes Jiménez*

ome analysts think that the “dollarization”

of the Mexican economy —the substitution

of the U.S. dollar for Mexico’s national cur-
rency, the peso— might be the solution to the
country's monetary problems and financial insta-
bility. They argue that it would answer problems
caused by Mexico’s speed in opening up to finan-
cial and banking integration (remember the 1994-
1995 financial crisis); the peso’s instability vis-a-vis
the dollar; pressure from businessmen who want a
fixed dollar-peso ratio to protect their exports; dol-
lar transactions in certain sectors of the economy,
particularly real estate, by the elite; the de facto
conversion of economic regions where dollar
transactions are common (for example, tourist
areas like Cancun); and the fragility of exchange
rate arrangements in emerging markets, etc.

This essay will analyze, first, some theoretical
factors involved in dollarization in an international
or regional monetary system. Second, it will look at
some practical considerations. And third, it will
submit reasons why [ think this is not the time nor
are there favorable conditions for the dollarization

of the Mexican economy.

THEORETICAL QUESTIONS

The variety of currency exchange systems is a

reflection of the different economic circum-
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stances of the world’s different countries or groups
of countries. From a theoretical point of view, the
selection of a currency exchange system is not a
question of the first order for the economy’s fun-
damental variables. It may be useful for helping
control inflation or other variables at particular
moments. What is generally accepted is that the
adoption of an exchange regimen is a manifesta-
tion of government policy for achieving greater
credibility.

Since 1973, currency exchange agreements
among International Monetary Fund member
countries have included a wide variety of options,
from the decision to maintain their exchange rates
linked to a single currency or group of currencies
to managed flotation and free flotation of their
currency. In general, the exchange accords in the
International Monetary System are of two main
types: a) the formation of regional blocs of mone-
tary stability; b) greater flexibility among the cen-
tral currencies.

The European Monetary System (EMS) and
most developing countries which link their cur-
rencies to another (like the U.S. dollar or the
French franc) or to a basket of currencies, are part
of the first group. Among all the exchange systems
in today’s international monetary system, the EMS
is set up as a cooperative agreement with limited
flexibility and is part of a broader project of eco-
nomic coordination and integration, whose most
recent achievement is the confirmation of the
European monetary union, the best example of an

“optimum monetary zone.”!
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In order for dollarization to be both a
de facto and a legal reality, a new

institutionality would have to be created

monetary council or monetary union?
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to resolve the dilemma:

Several Asian economies, on the other hand,
have parity systems or link their currencies to an
“anchor” currency, in this case, the U.S. dollar. In
the context of the international financial crisis
experienced by countries like Mexico, those of
South East Asia, Brazil and others, it is being
debated whether it is a good idea to maintain the
fixed parity with the dollar. In the best of cases,
Hong Kong maintains a rigid “monetary council” sys-
tem with a fixed parity to the U.S. dollar and, given
the little manoeuvering room for its currency, cannot
devaluate to stimulate competitiveness when con-
fronted with devaluations in the rest of Asia. This
caused a sharp drop in its stock markets and a
tremendous increase in interest rates as a reaction to
the speculation against the Hong Kong dollar.

The main differen-
ces between a system
of currency linked to
another and regional
monetary union are:
a) The lack of harmo-
nization of monetary
policies of the country
whose currency is linked
and that of the “anchor” country. This is the case
of Mexico vis-a-vis the United States; and b) The
absence of an active market to determine the ex-
change rate of linked currency with regard to the
world’s other currencies, against which it maintains
a floating rate.

It is pertinent to make the following observa-
tions about regional monetary systems, which is
where the dollarization of Mexico fits given its
integration into North America, and more specifi-
cally with the United States. Adopting a plan for
regional currency integration implies two prere-
quisites: 1) The different parties must sign a treaty
on the question like the European Currency
Integration Treaty; and 2) This treaty must create
a regional system of central banks.?

In addition, certain stages must be complied

with, such as the following:

Common currency. Utilization of a unified
account in all interregional transactions, its emis-
sion to be utilized as means of payment in official
regional transactions, the emission of the currency
to use it as means of payment in regional transac-
tions among private parties and the declaration of
its parity before the International Monetary Fund.

Payment agreement. Broadening out coverage to
all intra-regional transactions, including the redis-
counting of titles of credit for financing said trans-
actions, a regional system of financing the global
balance of payments of all parties (that is to say, all
the states participating in the integration process)
and joint management of a growing percentage of
members’ reserves in order to deal with the overall
regional balance and to back up currency emissions.

Coordination of monetary policy. The establish-
ment of a regional system of warning indicators
and regularization of the voluntary process of peri-
odic consultations, joint management of monetary
instruments used to finance intra-regional transac-
tions, regular mandatory reporting and consulta-
tion and, lastly, a regional monetary policy, whose
relative importance would depend on the degree
of interdependence achieved.

Each of these stages, in turn, requires a series of
actions, including the establishment of a regional
capital market, a common monetary policy of the
central banks of member states, the trade integra-

tion that would back up currency exchange, etc.

PRACTICAL ASPECTS

Several months ago, the debate on the dollariza-
tion of Mexico generated a polemic in which many
opposing views were aired.

Every time Mexico's balance of payments goes
down or has a deficit, exporters pressure the gov-
ernment to devalue the peso to reactivate foreign
trade. The integration of the Mexican economy
with the United States in financial and trade mat-

ters is deepening. Given this, at least a few argu-



ments in favor of dollarization should be taken into
account, among them: It would maintain purchas-
ing power; eliminate exchange rate risk; increase
discipline in public spending; imply the disappear-
ance of the influence of political criteria in fixing
the parity of Mexican currency and of the link
between political risk and economic crisis; and elim-
inate the cost of maintaining a central bank.

Now, in order for dollarization to be both a de
facto and a legal reality, a new institutionality
would have to be created that would resolve the
dilemma: monetary council or monetary union?
Both are forms of monetary institutionality. The
first consists of establishing a minimum amount of
dollar reserves and determining a fixed parity of the
dollar and the peso. Then a monetary council
mechanism is created whereby for each dollar that
enters Mexico an equivalent number of pesos is
put into circulation and vice versa: for each dollar
that leaves the country, an equivalent number of
pesos would be withdrawn.

Theoretically, a monetary council is character-
ized by: a) the establishment of a fixed exchange
rate between local currency and a very stable for-
eign hard currency; b) a statement with the force of
law that assures full convertibility between the local
currency and the foreign hard currency; and ¢) a
monetary rule to fix hard currency reserve levels
and the amount of local currency in circulation
(basically notes and coins). This rule consists of the
monetary council only expanding or reducing the
money supply through the purchase or sale, respec-
tively, of hard currency, in all cases at the estab-
lished exchange rate. In other words, the monetary
council acts only as a currency exchange house.?

The other option, assessed in the theoretical
section, would work in the same way as NAFTA, in
which Mexico would irrevocably take on the dollar
as its legal tender. Those who in the Mexican
debate favor dollarization, favor monetary union as
the consolidation of the North American bloc vis-
a-vis the European or Asian blocs; in theory this

would guaranty long run credibility, security and

monetary stability. However —and this “however”
is infinite— here is where some critical elements
appear: the dollarization of the Mexican economy
is neither feasible nor do the appropriate condi-

tions exist for it.

ARGUMENTS AGAINST DOLLARIZATION

Important technical reasons make dollarizations
impossible today.

However, if certain macroeconomic, long range
conditions were met, dollarization would be viable,
particularly since they would formalize financial
integration.

From the perspective of what the United States
represents for Mex-
ico, we should take
into account the
following: dollariza-
tion means Mex-
ico's total depen-
dence on the U.S.

economy, which is

short or medium term.

experiencing a boom
today, but that could be reversed in the short or
medium term. Another aspect of the debate is a
possible rise in interest rates, something which has
not been clarified.

Given this dependence on U.S. economic
cycles, there is a risk of our northern neighbor
changing its economic policy toward its trade
partners. Mexico could also change its general
economic policy, particularly with regard to finan-
cial matters, as it did with the 1995 financial
bailout.

Both before and after NAFTA came into effect,
analysts talked about the economic asymmetries
between our two countries. As long as Mexico’s
economic structure (production, infrastructure,
wages, productivity, competitiveness, etc.) contin-
ues as it is, dollarization would increase the dis-

parities between the two economies because of

Dollarization means Mexico’s total

dependence on the U.S. economy,

but that could be reversed in the

Economy

which is experiencing a boom today,
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differences in production, trade and the living
standards of their inhabitants.*

We know full well that the Federal Reserve
decides U.S. monetary policy and monetary inte-
gration would mean tacit acceptance of that poli-
cy. Even though a formal bilateral organism would
be created to regulate monetary policy, it is to be
expected that the Federal Reserve would be the
real decision maker because of the great differ-
ence in the two economies.

In the long run, however, the dollarization of
North America, including Mexico, is possible as a
step in North American economic integration and
the U.S. strategy to compete with the Japanese yen
and the Deutsche mark, which, together with the U.S.
dollar, are the world’s three strongest currencies.

The Mexican perspective can be summarized
as follows. The Mexican government requires rev-
enue, but dollarization would imply a drop in
income due to the loss of commissions normally
obtained through the peso’s participation in inter-
national markets,> unless the legalization and
institutionalization of dollarization included a dis-
tribution of the monetary costs and benefits through
compensation funds that would favor the smaller
partner as its macroeconomic structure was being
strengthened. Also, undoubtedly, Mexico’s central
bank would no longer have complete autonomy in
controlling the absolute value of the currency
issued, even with the “legally existing central bank
autonomy,” because with dollarization, payments
would have to be made for the right of issuance to
the U.S. Federal Reserve as the currency’s country
of origin.

The real value of Mexican currency, then, or
what is the same, the real exchange rate, linked to
buying power, would be threatened, particularly
because it would be in constant danger of devalu-
ation or being overvalued. Dollarization, then, is
not a good idea because the peso is not a compet-
itive currency.

Another possible effect of a mechanically

implemented dollarization would be that if the

Mexican economy required other structural
adjustments, particularly negative ones, they
would have an immediate impact of tending to
lower production and employment levels.

Lastly, something not usually considered
because of its ideological connotation is the loss of
the sovereignty, both psychological and monetary,
that Mexicans, as part of the state, have had since
independence from Spain, and even more since
the loss of more than half our territory to the
United States: this has turned the Mexican peso
into part of our national identity. This historic
characteristic is dwindling because of the real
integration with the rest of North America in which
trade commitments and the economic dynamic
have begun to lead to a de facto delegation of sov-
ereignty.

For all of these reasons, both from the U.S. and
Mexican perspectives, the following proposals
may contribute to a possible dollarization some
monetary policy factors that take into account the
asymmetries between Mexico and the United
States. Dollarization is not possible without taking
them into account:

a) Real, not fictitious, inflation has to be main-
tained, which means ending trade intermediary-
ism and monopoly-imposed interest rate hikes
and activating production. As Carlos Slim, one of
Mexico’s most prominent businessmen, says, “The
overvaluation of the peso means nothing if it is not
linked to a drop in inflation. Now what is needed
is lower inflation.”® Mexico would have to achieve
an inflation rate similar to that of the United
States.

b) Interest rates would have to be lowered to cor-
respond to production needs and not just to attract-
ing speculative capital. To achieve this, the entrance
into Mexico of short-term, destabilizing capital would
have to be stopped or control mechanisms estab-
lished to benefit the domestic economy.”

¢) The current account also must be balanced,
for which medium and small exporters must be

given incentives. Also, payments on the service of



the foreign debt should be reduced to no longer
depend on external resources.

d) All external contracts and documents regard-
ing international advertising must be denominated
in Mexican pesos for a specific period agreed upon
by the trade partners until regional prices can be
standardized.

e) Productivity must be increased through
wage hikes, since the wage gap among the NAFTA
partners is enormous and unfavorable to Mexico.
This would mean the United States’ creating com-
pensation funds to support and raise Mexican pro-
ductivity.

f) For the only currency in North America to be
the U.S. dollar, a high degree of financial stability
is needed in Mexico. This implies price and ex-
change rate stability, the sustainability of public
finances and a real convergence between the United
States and Mexico.

g) Mexican businessmen and other economic
agents as well as the factors of production all require
a stable currency that would allow the former to safe-
ly enter into international and regional markets and
the latter to grow and develop under equal condi-

tions, especially in North American integration.

Dollarization is only possible as an agreed-
upon, evolving process, a mature, long-term pro-

ject of financial integration. KM
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