
Office Me11iorandu11i 

To: The Managing Director September 30, 1985 
The Deputy Managing Director 

From: C.M. Watson 

Subject: Bank Debt of Selected Countries 

As you requested, I atta~h data on the indebtedness t~· commercial 
bank• of selected developing countries. These have been subdivided 
into three categories: 

a. Market borrowers that have encountered payments difficulties. 

b. Market boirowers that could potentially encounter 
difficulties if conditions deteriorate. 

c. Countri•s not included in the market borrower category but 
which appear relevant to the present exercise. Of the 20 countries 
you requested, Romania appears in this category. 

The data show the stock of outstanding bank claims on these 
countries in billions of U.S. dollars at end-December 1984. Of the 
sources shown, the Fund's International Banking Statistics frequently 
(but not invariably).provide the most comprehensive measure of cross
border claims. The BIS quarterly data provide some cross check on 
deficiencies in the debtor reporting component, since they are 
entirely derived from creditor sources. The BIS semiannual data 
reflect the consolidated claims of banking groups head officed in BIS 
reporting countries, where such ciaims are collected by national 
compilers. · The final column shows the highest figure for claims of 
these three series. 

Attachment 

cc: Mr. Finch 
Mr. Co·l li ns 
Mr. Brown 
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Comparison of Bank Claims on Selected Developing Countries 
at end-1984 

Country 

a. Market borrowers 
that have recently 
encountered payments 
strains 

Argentina 
Bolivia 
Brazil 

· Chile 
Colombia 
Ecuador 
Ivory Coast 
Mexico 
Nigeria 
Peru 
Philippines 
Uruguay 
Venezuela 
Yugoslavia 

b. Market borrowers 
that could potentially 
encounter difficulties 
if conditions deteriorate 

Hungary 
Indonesia 
Korea 
Malaysia 
Trinidad & Tobago 

c. Countries not included 
among market borrowers 
but which appear relevant 
to the present exercise 

Egypt 
Romania 
Thailand 
Turkey 

Total 

(In billions of U.S. dollars) 

Fund's 
IBS 

24.6 
1.7 

93.3 
16.8 

7.51/ 
5.6-

e . 4 

4.8 lJ 
15.0 
2.1 1./ 

23.3 
15.2 

3"'o9:"6 

9,1 
13.4 
34.2 
11.4 
0.8 

61i":"'s 

11. 6 
7, 6 
6.6 

12.0 
·3 7. 8 

416.2 

BIS 
Quarterly 

26.1 
0.1 

76.9 
13.6 

7.1 
4.9 
2.6 

72.2 
8.1 
5.7 

13.8 
2.0 

25.3 
9.8 

268.8 

6.9 
14.2 
30.9 
11.2 
o.8 

64.C> 

7.0 
3,2 
7.5 
5.1 

22.8 

355,6 

BIS 
Semiannual 

25.1 
0.7 

65.5 
13.1 

6.5 
4.6 
2.7 

70.7 
8.8 
4.7 

12.4 
2.0 

26.3 
9.2 

252.3 

6.8 
12.9 
25.9 
10.6 

0.9 
5T:f 

5.9 
3.1 
6.5 
4.7 

20.2 

329.6 

Largest 
Recorded 

Cl aims 

26.1 
1. 7 

9 3~ 3 
16.8 

7.5 
5.6 
2.7 

90.4 
8.8 
5.7 

15,0 
2.1 

26.3 
15,2 

3T"f:'2. 

9.1 
14,2 
34.2 
11.4 

0,9 
6978 

11. 6 
7 • 6 
7.5 

12.0 
38.7 

425,7 

Sources: International Monetary Fund, International Financial Statistics; Bank for 
I~ternational Settlements, International Banking Develnpments; and Bank for lnternationil 
~ettlements, The Maturity Distribution of International Bank Lending, 

1/ Latest available data for interbank claims are as of December 1982, 
2/ Latest available data for interbank claims are as of June 1984. 
}./ Latest available data for interbank claims are as of March 1984, 
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Mr. J. de Larosiere 
Managing Di rector . 
International Monetary Fund 
Washington, D.C. 20431 

ORIG: WHD c.:~ 
CC: 

Dear Mr. de Larosiere: 

MD 
DMD 
MR. DALLARA 
EXR 
MR. COLLINS 
MR. BROWN 

Thank you for your letter seeking to clarify Mexico's 
relations with the International Monetary Fund. I appreciate 
your courtesy in doing so. 

As you may know, one of my primary interests is the 
economic and political stability of Mexico. Its importance 
to the United States' · long-term interests is obvious. 
I welcome any discussion over the role of the IMF in 
and with Mexico. I hope you will continue to share your 
thoughts with me on this subject. 

Thank you again for the information. 

Sincerely, 

~ 
JM/jt 

Member of Congress 
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INT.. NAO/lice Memorandum 
M01 ~"~~~U'rt;' J J . 

1985 SEP 24 AM 12: JS 

OfflG.E O.f H="M"NAffl6 Dl~rot9ft.The Managing Director 

FROM: 

SUBJECT: 

Charles Gardn~ 

Washington Post Articles 

DATE: September 24, 1985 

This morning I spoke by telephone with Messrs. Michael Getler, 
Deputy Managing Editor, and Hobart Rowen, of the Washington Post to 
register your strong dissatisfaction with the statement on page Al of 
the issue of September 21, that Mexico had been "cut off from further 
IMF aid," and in today's issue on page A24, referring to "the IMF's 
decision on the eve of the earthquake to deny Mexico $800 million in new 
credits ...... 

Mr. Getler, who is in general charge of the articles that go 
into the front news sections of the paper, was keenly aware of the 
unfavorable light in which the Fund has been cast by the association of 
Mexico's noncompliance with the earthquake. However, he was not himself 
aware of the actual nature and sequence of developments, nor of our 
Friday press release setting the record straight. When I explained them 
to him, he expressed what seemed to me to be genuine regret that the 
foreign editors handling these stories had not taken our press release 
into account. He assured me that he would speak with the responsible 
editQrs, and that future references, at least, would be accurate. 

Mr. Rowen said he would drive the point home to Mr. Getler 
himself, and make sure that Mr. Getler follows through. Mr. Rowen notes 
what surely is a fact at the Washington Post and many other newspapers 
that departmental barriers can cause this kind of problem. Those in the 
financial section such as Messrs. Rowen and Mr. Rowe, who by the end of 
Friday were fully sensitive to our point, were not invited to review the 
articles coming from Mexico City through the foreign desk. 

It is precisely for this reason that it has seemed such a 
positive and useful thing for you to take time occasionally for 
luncheons with Mrs. Graham that include editors and writers outside the 
financial department. With all the efforts that are made, I find it 
bewildering that such awful editing can persist. 

cc: Mr. Erb 
Mr. Mohammed 
Mr. Collins 
Mr. Brown 
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FROM: 

SUBJECT: 

The Managing Director / 
The Deputy Managing Director 

Charles Gardn~ 

Letter to the Washington Post 

Attached for your review is the draft letter you requested 
Friday to the Editor of the Washington Post. This does not include 
other staff comments, which are being solicited. Consideration should 
perhaps be given to having such a letter signed by Mr. Erb, since this 
has not previously been done by the Managing Director. 

cc: Mr. Mohammed 
Mr. Collins 
Mr. Brown 
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S Of /ice Memorandum 
~ ... ii'I,-

TO: 

FROM: 

SUBJECT: 

The Managing Director /"' 
The Deputy Managing Director V"""" 

Charles Gardn~ 

Letter to the Washington Pos t 

DATE: September 23, 1985 

Attached for your review is the draft letter you requested 
Friday to the Editor of the Washing ton Post. This does not include 
other staff comments, which are being solicited. Consideration should 
perhaps be given to having such a letter signed by Mr. Erb, since this 
has · not previously been done by the Managing Director. 

cc: Mr. Mohammed 
Mr. Collins 
Mr. Brown 

.. 
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' \ ·DRAFT· 

To Mr. Benjamin Brad.lee, 
:Edi tor of The Washington Post 

Dear Mr. Bradlee: \ 

The success of ·Mexico in working with the IMF and using its 

resources to ease its difficulties in adjustingits-economy is lost in 

last Friday's doubly unfortunate story that. the IM.F had cut off 

assistance to Mexico: unfortunate b~cause it gave the wrong impression 

that the IMF had taken a decision to break off its financial relations 

with.Mexico, and unfortunate because the tragic earthquake that struck 

Mexico City ori Thursday dominated the next morning's papers, and the 

appearance was given that the IMF was, acting in a heartless manner. in 

' I 

the face of tragedy. 

The importance of the IMF to the many countries using its resources 

and technical ·advice to overcome their difficulties is too great to let 

this misapprehension s'tand in the public mind. The fact is that Mexico 

and many other countries have been able.to achiev~ a far less onerous 

adjustment of their economies as a result of IMF money~ and the much 

larger additional, sums that_,it:has catalyzed _from other private and 

official sources. 

Mexi~o was outstandingly successful for two and a half years in 

stabilizing its economy under a Fund program. In recent weeks, 

foliowing statements made by the Mexican authorities to their own 

Congress, it has been widely known in financial circles that Mexico, as 

a res1llt of a combination of developments :including the weakn~ss in 
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world oil markets, was out of co~pliance with the requirements of the 
t 

program. A Fund staff team had been working with the Mexican· 

authorities in Mexico City earlier this month to assess measures that 

the government was taking to confront these difficulties, and it had 

just returned to Washington to confer at Fund headquarters about what 

could be done when the news appeared in the press that Mexico was out of 

compliance. The Fund had taken no decision at that time, nor, indeed, 

at any other time, to cut off resources, and was working with Mexico 

toward the resumption of financial support when the news broke in the 

newspapers. 

Following the earthquake, we immediately conveyed to the Mexican 

authorites our readiness to resume talks, and then made known to them 

the possibility of using resources available through the IMF ·for 

emergency balance of payments support in the event of natural disaster, 

a facility that has been used in the past by a number of· members facing 

such disasters. 

Like many other heavily indebted countries, Mexico has been 

determined to right its economy, and restore stable economic growth, and 

it has found the IMF helpful in doing so. It is un~elpful both to 

Mexico and to other countries who wish to use the IMF in this way that 

the relationship between Mexico and·the IMF was portrayed in such an 

unwarranted light. 

~,': 
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MEXICO 

The Mexican EFF program has gone off track and the likelihood that 
deviations can be reversed within the remaining period of the arrange
ment (which ends December 31, 1985) is practically nil. In any event, 
the situation is now further complicated by the earthquakes that hit 
Mexico City a few days ago (September 19-20, 1985). The damage caused 
by these earthquakes cannot be quantified at this stage. 

C 

' r 

Even before allowing for the impact of the;:~rthquakes, the public 
sector deficit was running at the equivalent of~ercent of GDP, 
compared with the~ercent limit envisaged in the program for 1985. 
Whil~ the public finances were affected by factors beyond the 
authorities' control--the decline in the price of oil exports--there was 
a very sharp increase in expenditures. Also, public sector receipts 
fromotlierthan petroleUI11exportswere weaker than expected, as the 
adjustment of the Qrices __ cha!_ged for g~d.s_.!!nd_ser.v.i.c.e.s_p_l;'_QduS!.e.d~y_ the 
public sector tended to lag behind th.E!__L:I.Ji_e~:t.n_dQ~est;i_c _prices in 
generar;·and there appears~-have-been an intensification of tax 
e~n. · ---- · - --------

The expansionary stance of fiscal policy, together with a substan
tial utilization of the excess reserves held by commercial banks at the 
Bank of Mexico, led to a sharp __ :j.Jl.c.reas~- ;l.n_the __ ~aJl.k of_Jfexico' s net 
dom~t.ic.-asse.t.§.•_ Moreover, the _growth in real te_!~~roaaer 
monetary aggregates has decelerated, while the growth of deposits.in 
.coniiii.erciar-·bank:.s}i~:·af fee ted-·by_ J: he e_tl!-Eg~ge~f" di. sto.rtions··1 n 
the domestic interest rate structure. 

Exchange rate management was insufficiently flexible in the first 
·seven months of 1985 to prevent a substantial loss of net international 
reserves. Tl}e strong surplus in the current account registered in 1983 
and during most of 1984 virtually disappeared and private capital flight 
intensified. Official capital movements were practically in balance in 
the first half of 1985. 

In an attempt to arrest the deterioration, the authorities intro
duced a managed float of the exchange rate in the controlled market at 
the end of July--following a devaluation of 17 percent--and authorized 
the commercial banks to operate in the parallel market through exchange 
houses. On the fiscal front, some additional expenditure cuts were 
announced in August 1985. In the trade area, a widespread liberali~a
tion from import perm.its was enacted in iate July. 

. J 
Economic activity continued to expand at a faster pace than contem-

plated in the· program during the first half of 1985, although by midyear 
it seems to have come to a standstill. Inflation has not exceeded 
program projections by much so far, as the loss in international 
reserves and the lag in the adjustment in public sector prices helped 
cushion the impact of the prevailing excess aggregate demand pressures. 
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During the recent mission to Mexico, the staff reviewed with the 
authorities the problems encountered in implementing the program in the 

.. 
: .. 

first part of 1985 and the policies that would be needed to restore · 
momentum to the adjustment effort. The authorities said at that time 
that they were not yet prepared to indicate the kind of program that 
they would follow in the immediate future nor were they ready to say 
what kind of relationship the country would wish to have with the 
Fund. The mission was informed that the authorities were about to start 
interministerial discussions on the 1986 budget and on the general scope 
of adjustment policies. 

The recent earthquakes may affect the authorities' perception about 
the urgency of the adjustment effort. It will thus be important to 
convey the notion that the need for reconstruction makes it all the more 
important to strengthen economic policies. The biggest danger of an 
ill-conceived reconstruction effort would be a rekindling of inflation 
and the abandonment of the structural reforms envisaged by the program. 
in the fiscal and trade areas. 

Under present circumstances, the Fund should indicate its willing
ness to assist the authoritie[ in framing policies suitable for recon
struction needs in the context of a medium-term adjustment of the 
economy. We could propose assisting them in the mobilization of 
external assistance in collaboration with the World Bank, to support a 
program that ensures that the efforts to eliminate domestic inflation 
are intensified and that the processes of trade liberalization and the 
strengthening of domestic saving (through an improvement in the public 
·finances) are continued. With understandings to this.effect, the Fund 
would be prepared to make an immediate contribution in the form of an 
emergency drawing to help bolster the gross reserve position of the Bank 
of Mexico. 

The key,policies to be discussed are (a) fiscal policy, (b) mone
tary policy, (c) exchange rate policy, and (d) trade policy. 

With regard to fiscal policy, the emphasis should be on the inten
sification of the process on confining the public sector deficit to a 
level consistent with a substantial reduction of inflation. It is quite 
possible that the financing of a reconstruction program may benefit from 
a greater influx of external capital, but it will also place greater 
demands on public sector savings. The strategy should therefore be to 
increase these savings. 'Ibis could be done through a combination of the 
introduction of some special tax tied to.- the reconstruction effort, 'the 
revision of those public sector prices that have lagged and, more 
generally, a reconsideration of the priorities .for public expenjitures, 
with emphasis placed on reducing current expenditures as much is' 
possible. Consideration also should be given to requiring that local 
governments provide a special contribution to the reconstruction program 
through a redirection of their participation in the federal tax 
receipts. ' ' 
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Monetary and credit policy became too loose in the last f~w months, 
and distortions have arisen in the structure of domestic interest 
rates. These problems need to be addressed and distortions in interest 
rates eliminated. Pressures are likely to arise for increasing the use 
of lines of credit at preferential interest rates in connection with the 
reconstruction efforts, and therefore care will need to be exercised to 
prevent new subsidies. 

The exchange rate in the controlled market will have to be managed 
very flexibly to ensure a satisfactory overall balance of payments 
performance and a faster growth of nonpetroleum exports. Free access to 
the free exchange market should be maintained and the Bank of Mexico 
should refrain from intervening in that market. Given the difficulties 
of enforcing surrender requirements for private sector exports and the 
little room available for maneuvering in terms of international reserves 
available to the central bank, the authorities should he urged to unify 
the exchange market without delay. In the past, they have indicated 
their preoccupation that such a course of action will lead to a massive 
repayment of the external debt of the private sector, but the staff has 
argued that this need not be the case if exchange rate policy is flex
ible and monetary and credit Folicies are moderate. 

On trade policy~ there is the risk that there will be pressures to 
reverse the liberalization process that was recently introduced on the 
excuse that an opening of the economy cannot be afforded at a time of 
national disaster. It should be emphasized that the trade liberaliza
tion process can play a very important role in the reconstruction period 
and is crucial to promote the growth of nontraditional exports and to 
increase economic efficiency. 

,. 

! 
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Area and Population 
Area 
Population (mid-1984) 

MEXICO 

Annual rate of population increase (1978-84) 
Unemployment rate 

GDP (1984) 

GDP per capita (1984) 

Origin of GDP 
Agriculture, livestock, and fishing 
Mining (including petroleum) 
Manufacturing 
Construction 
Electricity 
Commerce 
Transport and communications 
Financial services 
Other services 

Ratios to GDP 
Exports of goods and services 1/ 
Imports of goods and services 'T/ 
Current account of the balanc~of payments 1/ 
Central government revenues 
Central government expenditures 
Public sector savings 
Public sector overall balance (deficit -)2/ 
External public debt (end of year)· ~ 
Gross national savings 
Gross aggregate investment 
Money and quasi-money (end of year) 

Annual changes in selected economic indicators 
Real GDP per capita 
Real GDP (at 1970 prices) 
GDP at current prices 
Domestic expenditures (at current prices) 

Investment 
Consumption 

GDP deflator 
Wholesale prices (annual averages) 
Consumer prices (annual a~erages) 

Central government revenues 
Central government expenditures 

Money and quasi-money 
Money 
Quasi-money 

Net domestic credit 3/ 
Credit to the publ"Tc sector 
Credit to the private sector 

Merchandise exports (f.o.b., in U.S. dollars) 
Merchandise imports (f.o.b., in u.s. dollars) 

1982 

8.8 
3.8 

24.l 
5.5 
1.6 

25.4 
7.5 
9,8 

13,5 

13,5 
-16,l 
-2.6 
16.3 
24,8 
-7.9 

-17.8 
29.3 
17.8 
21.2 
34.3 

-3.2 
-0.5 
60,3 
51.7 
17,5 
65.3 

61,1 
56,1 
58,9 

63,9 
69,8 

70.1 
61,9 
74,0 
59,9 
62,1 
-5.3 

5.7 
-40.0 

1,958,201 sq. kilometers 
76.9 million 

2.7 percent 
N.A. 

SDR 171: billion 
US$17 5 billion 

Mex$29,438 billion 

SDR 2,225 

Prel, Proj. 
1983 1984 1985 
(in Eercent) 

9.6 9.5 
3.9 3,8 

23.6 23.9 ' 
4,7 4.7 
1,7 1.8 

24.2 24.0 
7.5 7.6 

10,6 10.5 
14,2 14, 2 

14.5 15,l 13,0 
-11.9 -13.2 -13,0 

2.6 1.9 o.o 
18.6 16.9 15.7 
26.2 22.0 23.1 
-o.6 o.6 -1,7 
-8.5 -6.2 -8.0 
31.9 31,5 29,2 
23.9 22,2 
20,3 19.9 
30.0 29.4 28,6 

-7.6 0.9 0.3 
-5.3 3.5 3,0 
82.0 71.7 64.8 
69.5 76.2 
73,5 68.4 ... ~ 
68.4 78.5 

92,2 66,0 60,0 
107 .3 70.3 65.o 
101.9 65.5 62.0 

107,6 56.4 52.9 
92.4 44.7 72.5 

59.2 68,3 59.4 
41,5 55.5 23,9 
67,0 73.1 72.1 
4 7 ,2 { 64.2 68.0 
48.3 '24.6 31,4 
23.2 37.1 35,3 

4,5 9.1 -9.9 
-41.o 32,9 19.5 
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1985 
1982 1983 1984 BudP,et Proj. 

Federal government finances --(In bilUons of Mexican pesos) 
Revenue 1532 3181 4975 7683 7606 
Expenditure 2331 4485 6488 9517 11194 
Current account surplus or deficit (-) -331 -557 -562 -142 -1893 
Overall deficit (-) -799 -1304 -1513 -1834 -3588 

Public sector finances 
Current account surplus or deficit (-) -742 -102 175 1255 -818 
Overall deficit (-) -1679 -1464 -1826 -1922 -3906 

1985 
1982 1983 1984 Frog, Proj. 

Balance of payments 
Merchandise exports (f,o,b) 
Merchandise imports (f,o,b) 

(In billions of U,S, dollars) 

Travel and border transactions (net) 
Interest on public debt 
Other interest payments 
Other services and transfers (net) 

Balance on current account and transfer 

Official capital (net) 
Private capital and errors and 

omissions (net) 
SDR allocations and gold revaluation 

Change in official net .• reserves 

International reserve position 
Monetary authorities (net) 
Monetary authorities (gross) 

IMF data (as of Sept. 15,1985) 
Article VIII status 

22.1 
-14,4 

o.4 
-7 .9 
-3.4 
-2.4 

-5.6 

6.8 

-8.0 

6.8 

23.1 25,2 25.8 22.7 
-8.5 -11.3 -14.0 -13.5 
0.9 1.1 0.8 o.9 

-7.4 -8.3 -7.6 -7.3 
-2.9 -3,5 -2,8 -2.8 

.o 0,8 -0.1 .o 

5,2 4.o 2.1 o.o 

4.7 2.2 0,1 -o.3 

-4.4 -3.2 -1,7 -3.7 

-5.5 -3.0 -o.s 4.0 

Dec, Aug. Dec. Aug, 
1983 1984 1984 1985 
--(in millions of SDRs) 

3353.l 5224,l 6631.2 2949,8 
4908.4 7437 .6 9162.9 5811,6 

Intervention currency 
Quota 

U,S. dollar at Mex$298 pesos per US$1 
SDR 1,165.5 million 

Fund holdings of Mexican pesos 
From Fund resources 

Credit tranche purchases 
EFF purchases 
CFF purchases 
Buffer stock financing purchases 
Oil facility purchases 

From Supplementary and Enlarged Access resources 
Stand-by purchases 
EFF purchases 

Fund holdings under Enlarged Access policy 
Total Fund holdings 
Arrears with the Fund 

Of which: 
CFF repurchase 
EFF repurchase 
Semiannual charges 
Quarterly charges 

EFF arrangement (Jan. 1983-Dec,1985) 
Purchases thereunder 
Status of drawing rights thereunder 

Special Drawing rights Department 
Net cumulative SDR allocation 
Net acquisistion or utilization(-) of SDRs 
Holdings of SDRs (as percent of allocation) 

Share of profits from gold sales 
Gold distribution (fine ounces) 

17,2 percent of quota 
96.4 percent of quota 

None 
None 
None 

None 
118.3 percent of quota 
214,7 percent of quota 
231.9 percent of quota 

None 

None 
None 
None 
None 

SDR 2,502.7 million 
Inoperative 

/ 
• SD'R 290, 0 million 
SDR -289.6 million 

0,014 percent 
US$58,8 million 

316,7 million of fine ounces 

1/ In relation to GPD in U.S. dollars at 1979 exchange rate. 
'if Includes net deficit of public sector outside budget control. 
~ Changes are effective flows in relation to the unadjusted stock of 

liabilities to private sector at the beginning of the period, 
4/ Includes as liabilities disbursements under a BIS loan and arrears on 

in"terest payments on private debt with foreign commercial banks, 
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Table 1, Mexico: Summary Balance of Payments, 1982-85 

(In billions of U.S. dollars) 

Current account 

Trade balance 
Exports, f.o.b, 

Petroleum and 
derivatives 

Other 
Imports, f.o. b. 

Public sector 
Private sector 

Border transactions 

Factor income 
Interest on public 

debt 
Other interest 

payments 
Other 

Other services and 
transfers (net) 

Capital account 
Official capital (net) 

Medium- and long-term 
Short-term (net) 

Private capital 
Long-term 
Short-term and errors 

and omissions 

SDR allocation and 
gold valuation 

Monetary authorities 
(increase-) 

Of which: arrears 

Memorandum items 
Net international 

reserves 1/ 
Gross reserves in 

months of merchandise 
imports 

1982 

-5.6 

7.7 
22.l 

(16.5) 
(5.6) 

-14.4 
(-5.4) 
(-9.0) 

0.6 

-0.2 

-11. 7 

-7.9 

-3.4 
-0.4 

-2.0 

-1.2 
6.8 

(5.6) 
(1.2) 
-8.0 
(2,1) 

(-10.l) 

1.4 

-2.0 

0.1 

1983 

5.2 

14. 6 
23, 1 

(16.0) 
(7 .1) 
-8.5 

(-4.3) 
(-4.2) 

Prel, 
1'9ii4 

4.0 

13,9 
25.2 

(16.6) 
(8.6) 

-11.3 
(-4.8) 
(-6.5) 

1.2 1.3 

-0.3 -0.2 

-9. 6 -10.2 

-7,4 -8,3 

-2.9 
0.7 

-2.:]_ 

0,3 
D 

(16.0) 
(-11.3) 

-4.4 
·-(2.0) 

(-6.4) 

-5.5 

-1.1 

-3.6 
1.7 

-0.8 

-1.0 
2.2 

(2.0) 
(0.2) 
-3.2 
(0.4) 

(-3.6) 

-0,3 

(End of period) 

3,5 6.5 

4.9 7.8 

1985 
Prog. Rev. 

2.1 

11.8 
E:a 

(15.8) 
(10,0) 
-14.0 
(-4. 5) 
(-9.5) 

.!:1. 
-0.5 

-9.3 

-7.6 

-2.8 
1,1 

-1.2 

-1.6 
o.T 

( ... ) 
( ... ) 
-1.7 
( ... ) 
( ... ) 

-0.5 

9.2 
22.7 

(14.5) 
(8,2) 

-13.5 
-4.4 

(-9.1) 

1.3 

-o.4 

-9.2 

-7.3 

-2.8 
0.9 

-0.9 

-4.0 
--0.3 

(-0,3) 
(--) 

-3.7 
(-0. l) 

(-3.6) 

4.0 

7. 0 3. 0 

7,5 

Sources: Mexican authorities; and Fund staff estimates, 

lf Excludes gold and payment agreements. 



am5mldsb02 
9/23/85 

Note on Mexico's Medium-Term Scenario 

The attached Table 2 provides the balance of payments projections 
for the medium term that were included in the Article IV consultation 
and related papers discussed by the Board in early June 1985. Since 
this scenario was prepared, Mexico's adjustment effort has weakened and 
the external environment has become more unfavorable. The widening 
fiscal imbalances and accommodating credit policies have put heavy 
pressures on the balance of payments during 1985 and the exchange rate 
policy was not sufficiently flexible during the first seven months of 
the year to prevent a substantial loss in net international reserves. 
The current account surplus, meanwhile, disappeared and there was an 
intensification of capital flight. The decrease in petroleum prices and 
the reduction in the volume of petroleum exports also have been impor
tant factors affecting the balance of payments results in 1985. Assum
ing that petroleum prices are stabilized, that foreign financing remains 
constrained 1/ , and that a very tight fiscal program is in place during 
1986, it would be possible to envisage a return to a path which, in 
terms of the current account and the overall balance, would not be too 
far from that depicted in the~attached table starting in 1987. 

Mexico's balance of payments remains highly sensitive to develop
ments in world oil prices and international interest rates. A decrease 
of US$1 in the world price of crude oil would increase the financing gap 
by US$0.6 billion at an annual rate. And an increase of one percentage 
point in international interest rates would increase the financing gap 
.by about US$0.7 billion at an annual rate in the short run and by some 
US$0.9 billion in the medium to longer run. The extent by which these 
external factors will affect the balance of payments in the future is 
uncertain, as is the amount of foreign financing (particularly from 
commercial banks) likely to be available. To strengthen the chances of 
economic recovery and to reduce the foreign exchange constraint, Mexico 
needs to move decisively toward opening up the economy to foreign com
petition and to maintaining a flexible exchange rate policy. 

1/ Borrowing from commercial banks in this medium-term scenario is 
nil in 1986, about US$1 billion in 1987-88, and about US$3.5 billion in 
1989-90. 
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Table 2. Mexico: Medium-Term Balance of Payments Projections, 1985-90 

(In billions of U.S. dollars) 

1985 1986 1987 1988 1989 
Prag. Rev. Prag. Rev. 

Current account 2.1 2.0 2.0 0.5 -0.2 -0.2 

Trade balance 11.8 9.2 11.1 10.3 10.2 9.4 9.5 
Exports (25.8) (22. 7) (27.1) (24.0) (28.3) (29.7) (31.9) 

., 
[ 

1990 

-0.5 

9.7 
(34.3) 

Imports (-14.0) (-13.5) (-16.1) (-13.8) (-18.1) (-20.3) (-22.4) (-24.6) 
Factor income -9.3 -9.2 -8.6 -8.8 -9.1 -8.9 -8.8 .:..9.2 

Of which: interest 
payments on public 
debt (-7.6) (-7.3) (-7.0) (-7.1) (-7.2) (-6.9) (-6.7) (-6.7) 

Other services and 
transfers -0.4 -0.5 0.5 -0.6 -0.7 -0.8 -1.0 

Capital account -1.6 -4.0 -0.4 -1.5 0.7 1.2 2.0 1. 9 
o.T -0.3 Q.6 ·-- 1. 0 1.0 1.5 1.2 Official capital 

Private capital J:../ -1.7 -3.7 ·- -1.0 -1.5 -0.3 0.2 0.5 0.7 
Monetary authorities 

(increase-) -0.5 4.0 -1.6 -0.5 -1.2 -1.0 -1.8 -1.4 ··--
Memorandum items 
Current account as 

percent of GDP 
At 1979 real 

exchange rate 0.9 0.8 0.8 0.2 -0.1 -0.1 -0.1 
At current exchange 

rate 1.1 0.9 1.1 0.2 -0.l -0.1 -0.2 
Gross reserves, end of " 

period 'l:./ 
In billions of 

dollars 8.7 6.0 10.4 6.5 11.2 H.5 12.4 13.0 
In months of imports 7.5 5.3 7.8 5.7 7.4 6.8 6.6 6.3 

Source: Fund staff projections. 

1/ Includes errors and omissions. 
2/ Excludes gold and payments agreements. 

! 
l 

,(. 
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Table 3. Mexico: External Debt Outstanding, by Maturity 
and Type of Lender, 1981-85 

(In billions of U.S. dollars) 

Total debt 
Medium- and long-term 
Short-term Jj 

Public sector 2/ 
Medium- and long-term 

Financial institutions 
Bonds 
International 

organizations 
IMF 
Bilateral 3/ 
Other -

Short-term debt 
PEMEX contracts 
BIS and swaps 

Nationalized banks 4/ 
Medium- and long-term 
Short-term 

Private sector 5/ 
Of which: to banks 
Medium- and long-term 
Short-term 

Memorandum items 
Debt to banks 

Publ.ic sector 
Private sector and 

nationalized banks!:_/ 

1981 

75.0 
52.4 
22.6 

53.1 
42.2 

(31.8) 
(3.8) 

(4.0) 
(--) 

(2.3) 
(0.3) 
10.1 
0.2 

7.0 
T.9 
5.1 

14.9 

8.3 
6.6 

64.4 
(42.5) 

(21.9) 

1982 

88.8 
63,1 
25.7 

62.9 
50.1 

(37.0) 
(5.4) 

(4.3) 
(0.2) 
(2.9) 
(0,3) 
9,3 
1.6 
1.9 

7.9 
D 
7.2 

18.0 

12,3 
5.7 

J:l. 2 
(46,3) 

(25,9) 

1983 

92.4 
78.6 
13,8 

65.8 
65.6 

(50.5) 
(4.6) 

(4.4) 
(1,3) 
(4.5) 
(0.3) 
0.2 

8.6 
D 
7.9 

18.0 
15.4 
12,3 
5.7 

74,7 
(50,7) 

(24.0) 

1984 

95,7 
82.1 
13.6 

69.9 
69.5 

(53.3) 
(4 .o) 

(4.9) 
(2,4) 
(4. 7) 
(0.2) 
0.4 

8.2 
D 
7.5 

17.6 
14.5 
11.9 
5.7 

76.4 
( 53. 7) 

June 
1985 

95.2 
82 .6 
12,6 

70.2 
69.8 

(53.4) 
(3.6) 

(5.2) 
(2. 7) 
(4.6) 
(0.3) 
0.4 

7.5 
D 
6.8 

17.5 
14.5 
12.1 
5.4 

75.8 
(53.8) 

(22.7) (22.0) 

Sources: Data provided by the Mexican authorities; and Fund staff 
estimates, 

I/ Includes PEMEX contracts, debt to BIS, and operations with U.S. 
Tr-;;asury and Federal Reserve. 

2/ Includes foreign liabilities of the Bank of Mexico with IMF, BIS, 
U.S. Treasury, and U.S. 'Federal Reserve, but does not include liabili
ties on account of arrears, bilateral payments agreements, or outstand
ing letters of credit. 

3/ Includes debt to the C.C.C. 
4/ Owed mostly to commercial banks. Excludes letters of credit, 
5/ Does not include trade-related suppliers' credits. 
"EJ Includes debt of all maturities • 

..~ 
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Note on Mexico's Medium-Term Scenario 

The attached Table 2,provides. the balance of payments projections 
for the medium term that were included in the Article IV consultation 
and related papers discussed by the Board in early June 1985. Since. 
this scenario was prepared, Mexico's adjustment effort has weakened and 
the external environment has become more unfavorable. The widening 
fiscal imbalances and accommodating credit policies have put heavy 
pressures on the balance of payments during 1985 and the exchange rate 
policy was not· sufficiently flexible during the first seven months of 
the year to prevent a substantial loss in net international reserves. 
The current account surplus, meanwhile, disappeared and there was an 
intensification of capital flight. The decrease in petroleum prices and 
the reduction in the volume of petroleum exports also have been impor
tant factors affecting the balance of payments results in 1985. Assum
ing that petroleum prices are stabilized, that foreign financing remains 
constrained 1/, and that a very tight fiscal program ;ts in place during 
1986, it wou"fd be possible to envisage a return to a path which, in 
terms of the current account and the overall balance, would not be too 
far from that depicted in the attached table starting'in 1987. 

Mexico'.s balance .of payments remains highly sensitive to develop
ments in world oil prices and international interest rates. A decrease 
of US$1 in the world price of crude oil would increase the financing gap 
by US$0.6 billion at ap. annual rate. And an increase of one percentage 
point in international interest rates would increase the financing gap 
by about US$0. 7 billion at an annual rate in the short run and by some 
US$0.9 billion in the medium to longer run. The extent by which these 
external factors will affect the balance of payments in the future is 
uncertain, as is the amount of foreign financing (particularly from 
·commercial banks) likely to be available. To strengthen the chances of 
economic recQ.very and to reduce the foreign exchange constraint, Mexico 
needs to move decisively toward opening up the economy to fo~eign com
petition and to maintaining a flexible exchange rate policy. 

1/ Borrowing from commercial .banks in this medium-term scenario is 
ni"f in 1986, about US$1 billion in 1987-88, and about US.$3.5 billion in 
1989-90. 



) 

) 

Disk ti 207. 
Index fl 9 
Sept. 23, 1985 

Table 2. Mexico: Medium-Term Balance of Payments Projections, 1985-90 

(In billions of U.S.-dollars) 

1985 1986 1987 1988 1989 
Prog. Rev. Prog. Rev. 

Current account 2.1 2·.o 2.0 0.'5 -0.2 -0.2 

Trade balance 11.8 9.2 11.1 10.3 10.2 9.4 9.5 
Exports (25.8) (22. 7) (27 .1) (24.0) (28.3) (29. 7) (31.9) 

' 

1990 

-0.5 

9. 7 · 
(34.3) 

Imports (-14.0) (-13.5) (-16.1) (-13.8) (-18.l) (-20.3) (-22.4) (-24.6) 
Factor income -9.3 -.9.2 -8.6 -8.8 -9.1 -8.9 -8.8 -9.2 

Of which: interest 
payments on public 
debt (-7.6) (-7.3) (-7.0) (-7.1) (-7.2) (-6.9) (-6.7) (-6.7) 

Other services and 
transfers -0.4 ..:o. 5: 0.5 .... o.6 -0.7 -0.8 -1.0 

Capital account -1.6 -4.0 -0.4 -1.5 0.7 1.2 2.0 1.9 
"'."o.T ".'"0.3 Q.6 ·-- 1.0 1.0 1. 5 1. 2 Official capital 

Private capital.!/ -1.7 -3.7 ·- -1.0 -1.5 -0.3 0.2 0.5 0.7 
Monetary authorities 

(increase-) -0.5 4.0 -1.6 -0.5 -1.2 -1.0 -1.8 -1.4 -- ·--
Memorandum items 
Current account as 

percent of GDP 
At 1979 real 

exchange rate 0.9 0.8 0.8 0.2 -0.1 -0.1 -0.1 
At current exchange 

rate 
,. 

1.1 .0.9 1.1 0.2 -0.1 -0.1 -0.2 
Gross reserves, end of .. 

period J:./ 
In billions of 

dollars 8.7 6.0 10.4 6.5 11.2 11.5 12.4 13.0 
In months of imports 7.5 5.3 7.8 5.7 7.4 6.8 6.6 6.3 

Source: Fund staff projections. 

1/ Includes errors and omissions. 
2/ Excludes gold and payments ·ag_reements. _ 

·~--. 
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Table 3. Mexico: External Debt Outstanding, by Maturity 
and Type of Lender, 1981-85 

. ,, (In billions of U.S. dollars) 

.. '/:., 

J 

'· C"C"' .. ~ 

J;.::." 

Total debt 
Medium- and long-term 
Short-term 1J 

Public sector 2/ 
Medium- and long-tenn 
- Financial institutions 

Bonds 
International 

organizations 
IMF 
Bilateral]/ 
Other 

Short-term debt 
PEMEX contracts 
BIS and swaps 

Nationalized banks 4/ 
Medium- and long~term 
Short-term 

Private sector 5/ 
Of which: to banks 
Medium- and long-term 
Short-term 

Memorandum items 
Debt to banks 

Public sector 
Private sector and 

nationalized banks i/ 

1981 

75.0 
52,4 
22.6 

53.l 
42.2 

(31.8) 
(3,8) 

(4,0) 
(--) 

(2.3) 
(0.3) 
10,7 
0,2 

7.0 
T.9 
5.1 

14.9 

~.3 
6,6 

6.4.4 
(42.5) 

(21.9) 

1982 

88.8 
63.l 
25.7 

62.9 
5().1 

(37 .0) 
(5.4) 

(4.3) 
(0.2) 
(2.9) 
(0.3) 
9.3 
1,6 
1.9 

7.9 
o.:f 
7,2 

18.0 

12,3 
5.7 

72,2 
( 46 .3) 

(25,9) 

1983 

92.4 
78.6 
13.8 

65,8 
65.6 

(50.5) 
(4.6) 

(4,4) 
(1,3) 
(4,5) 
(0,3) 
0,2 

8.6 
o.:f 
7.9 

18.0 
!5.4 
12.3 
5.7 

74.7 
(50. 7) 

(24.0) 

1984 

95.7 
82,1 
13.6 

69,9 
69.5 

(53.3) 
(4.0) 

(4.9) 
(2.4) 
(4. 7) 
(0.2) 
0.4 

8.2 
o:"i 
7.5 

17.6 
14.5 
11.9 
5.7 

76,4 
(53. 7) 

(22.7) 

Prel. 
June 
1985 

95.2 
82.6 
12,6 

70,2 
69.8 

(53.4) 
(3.6) 

(5.2) 
(2.7) 
(4.6) 
(0.3) 
0.4 

7.5 
o:"i 
6.8 

17.5 
14.5 
12.1 
5.4 

75.8 
(53.8) 

(22.0) 

Sources: Data provided by the Mexican authorities; and Fund staff 
estimates. 

1/ Includes PEMEX contracts, debt to BIS, and operations with U,S, 
Treasury and Federal Reserve. 

2/ Includes foreign liabilities of the Bank of Mexico with IMF, BIS, 
U,S, Treasury, and U,S, "Federal Reserve, but does not include liabili
ties on account of arrears, bilateral payments agreements, or outstand
ing letters of credit. 

3/ Includes debt to the C.C,C, 
4/ Owed mostly to commercial banks. Excludes letters of credit, 
J./ Does not include trade-related suppliers' credits. 
i/ Includes debt of all maturities, 
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\ \S~ Sf.P 2 TO: · The Managing Director . . 

.. tffmf-.. ·· \f o:'l\d' The Deputy Managin~. Di,rector 
. · M"NAS\\$ \'l\\\i.\.i,·v._~ · ~ ~ . . . 
'f\l FROM: A. F. Moh~d }'. ··~ · . 

SUBJECT: The Mexican Story 

In attempting to draw lessons from the disaster on the Mexican 
program coverage, I feel they fall into the area of: (1) pre-knowledge 
of news events; (2) internal communications; (3) the management of news. 

(1) Although your concern that .the coverage of the Mexican 
progr81'·nonperformance was timed with the earthquake disaster to 
embarrass the .Fund is·not easily answered, we in EXR are convinced that 
their appearance together is an unfortunate coincidence. The 
nonc:ompliance,story·was a ticking.time bomb which we were well aware of 
since the Financial Times wrote ~ts story on August 7 1 1985 (Annex 1). 
There was a story in El Financiero of Mexico City on August· 20 which 
commented on the aggravation of the public sector de·f icit ~Annex 2). 
The Latin American Weekly Report (Annex 3) reported a discrepancy 
between targets of the public sector deficit and the estimates on Au,gust 

I 
30. The major wire services and newspapers in the u.s. failed to pick 
~hese stories, largely we susp. ect because many of our press regulars 
would have been on vacation during August, and because Mr. Rowe of the· 
Washington Post, who covers. the status of Fund programs in great detail, 
returned only' this week from a six-week trip to Peru, Brazil, and Chile, 
and was out of touch with Mex~can developments. 

The most recent spate of news reports is connected with the 
data book on Mexico's Economic and Financial Statistics (Annex 4), which 
is dated August 30, 1985, but which, according to .the Western Hemisphere 
Department, W!S made availab,le to banks on Septe.!l'-heLJ6, 1985. Table 2 
of the data boois lays out clearly the targets and actuals on Mexico's 
performance criteria. This information would have taken a day or two 
before falling into the hands of the press. 

Our first indication that this bad happened came in the form 
of a call from Ms.S. Karen Wicher of the Wall Street Journal on the 
morning of Thursday, September 19 at about 10 a.m. ·she was making 
enquiries based·on ha~formailon on performance criteria which she 
said came from the New Yo.rk banks. Thi~ enquiry clearly preceded the 
news of the earthquake, about which· the· first news flashes from the 
Seismic Monitoring Center in Colorado cleared the news wire at 
ll :00 a.m., although the enormity of the disaster did not become known 
until much later in the day. The same morning, Mr. Art Pine of the Wall 
Street Journal called me, leaving a message that he wanted to taik about 
Mexico, but I was unable to return his call until after lunch because of 
my preoccupation with the press briefing on the Annual Report. When we 
did talk10 I explained the procedures for waivers or modifications in the 
event of a breakdown in .the Mexican program of which he was well 
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aware. Simultaneously, Mr. Gardner was hearing from Reuters that they 
were putting out on the wire their report on the suspension of IMF loans 
to Mexico under a by-:-li.ne from Peter Torday (Annex 5). At the end of 
the day, Mr. Gardner was contacted by the New York Times correspondent 
and had. some success in conveying the nature of the process of review of 
the Mexican program.· Finally, we have tried to reconstruct with Mr. 
Rowe his work on the Post story. Late· on the. evening of Thursday, he was 
informed by his desk that AP Dow-Jones was carrying over the wires the 
version that was to be printed next morning·in the Wall Street Journal 
and that was written by Mr. Pine. Mr. Rowe asserts that he attempted to 
reach Mr. Gardner at home between 9:00 and 10:00 p.m. which was the only 
period during the evening that Mr. Gardner and his wife were out of the 
house. Hence our conclusion is that the story on Mexico's 
nonperformance arose out of the distribution to the banks of the Mexican 
Secretariat of Finance document on September 16; the simultaneous 
appearance of the story on Friday was partly the result of competitive 
pressures on the various newspapers (which reaches fever pitch as 
between the Wall Street Journal, the New York Times, and the Washington 
Post) and 'partly. the fact that th.a earthquake would have heightened 
editors' interest:in the IMF angle. 

(2) When the Reuters story moved at 2:23 p.m. (our time) it 
was transmitted on the facsimile apparatus to the Managing Director's 
office. I am increasingly convinced that the facsimile equipment has 
generated '!,false ~ense of security in U_!• I would like to propose that 
the equipment be removed and that after the Annual Meetings Mr-. David 
Armollr be r~uiJ;:ed to directly call the ManagiJ!,&._J)j.ntc.t.or.!JLJ:>~ 
Ai"sistant with items that he feels require urgent Management 
-~ The same procedure could be used for the Deputy Managing 
Director, if he wishes. 

(3) Improved management of the news by us is a third major 
issue raised by the Mexican matter, and this incident, together with the 
Brazilian one in the beginning of the year, convinces me that we should 
be more aggressive in this respect. 

In our press contacts, we at present provide guidance on a 
background basis to trusted journalists regarding the validity of 
information that they present to us on the status of programs. This 
serves the dual purpose of (1) keeping them coming to us and keeping our 
press contacts fresh, because we are a source of reliable information, 
and (2) giving us the opportunity to prevent a lot of misreporting, 
inject some perspective, and take the rough, overly-dramatic edges off 
developments. Our work with the New York Times and the Wall Street 
Journal on.Thursday was effective in at least modifying the presentation 
of the story, and had Mr. Rowe reached us, .the Washington Post story 
would certainly have been less troublesome. 

In the larger scheme, this work thro~ghout the debt crisis 
years has contributed to defusing negative developments, and modulating 
the crisis points. Given the sharp pressure we are unde'r now, I think 
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Of /ice Memorandum 
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The Managing Director ~, September 23, 1985 
The Deputy Managing Director 

A. F. Mohammed t 
SUBJECT: The Mexican Story 

In attempting to draw lessons from the disaster on the Mexican 
program coverage, I feel they fall into the area of: (1) pre-knowledge 
of news events; (2) internal communications; (3) the management of news. 

(1) Although your concern that the coverage of the Mexican 
program nonperformance was timed with the earthquake disaster to 
embarrass th~ Fund is not easily answered, we in EXR are convinced that 
their appearance together is an unfortunate coincidence. The 
noncompliance story was a ticking time bomb which we were well aware of 
since the Financial Times wrote its story on August 7, 1985 (Annex 1). 
There was a story in El Financiero of Mexico City on August 20 which 
commented on the aggravation of the pubiic sector deficit (Annex 2). 
The Latin American Weekly Report (Annex 3) reported a discrepancy 
between targets of the public sector deficit and the estimates on August 
30. The major wire services and newspapers in the U.S. failed to pick 
up these stories, largely we suspect because many of our press regulars 
would have been on vacation during August, and because.Mr. Rowe of the 
Washington Post, who covers the status of Fund programs in great detail, 
returned only this week from a six-week trip to Peru, Brazil, and Chile, 
and was out of touch with Mexican developments. 

The most recent spate of news reports is connected with the 
data book on Mexico's Economic and Financial Statistics (Annex 4), which 
is dated August 30, 1985, but which, according to the Western Hemisphere 
Department, was made available to banks on September 16, 1985. Table 2 
of the data books lays out clearly the targets and actuals on Mexico's 
performance criteria. This information would have taken a day or two 
before falling into the hands of the press. 

Our f.irst indication that this had happened came in the form 
of a call from Ms. S. Karen Wicher of the Wall Street Journal on the 
morning of Thursday, September 19 at about 10 a.m. She was making 
enquiries based on hard information on performance criteria which she 
said came from the New York banks. This enquiry clearly preceded the 
news of the earthquake, about which the first news flashes from the 
Seismic Monitoring Center in Colorado cleared the news wire at 
11:00 a.m., although the enormity of the disaster did not become known 

-unt1l much later in the day. The same morning, Mr. Art Pine of the Wall 
Street Journal called me, leaving a message that he wanted to talk about 
Mexico, but I was unable to return his call until after lunch because of 
my preoccupation with the press briefing on the Annual Report. When we 
did talk, I explained the procedures for waivers or modifications in the 
event of a breakdown in the Mexican program of which he was well 
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aware. Simultaneously, Mr. Gard·ner was hearing from Reuters that they 
were putting out on the wire their report on the suspension of IMF loans 
to Mexico under a by-line from Peter Torday (Annex 5). At the end of 
the day, Mr. Gardner was contacted by the New York Times correspondent 
and had some success in conveying the nature of the process of review of 
the Mexican program. Finally, we have tried to reconstruct with Mr. 
Rowe his work on the Post story. Late on the evening of Thursday, he was 
informed by his desk that AP Dow-Jones was carrying over the wires the 
version that was to be printed next morning in the Wall Street Journal 
and that was written by Mr •. Pine. Mr. Rowe asserts that he attempted to 
reach Mr. Gardner at home between 9:00 and 10:00 p.m. which was the only 
period during the evening that Mr. Gardner and his wife were out of the 
house. Hence our conclusion is that the story on Mexico's 
nonperformance arose out of the distribution.to the banks of the Mexican 
Secretariat of Finance document on September 16; the simultaneous 
appearance of the story on Friday was partly the result of competitive 
pressures on the various newspapers (which reaches fever pitch as 
between the Wall Street Journal, the New York Times, and the Washington 
Post) and partly the fact that the earthquake would have heightened 
editors' interest in the IMF angle. 

(2) When the Reuters story moved at 2:23 p.m. (our time) it 
was transmitted on the facsimile appa·ratus to the Managing Director's 
office. I am increasingly convinced that the facsimile equipment has 
generated a false sense of security in us. I would like to propose that 
the equipment be removed and that after the Annual Meetings Mr. David 
A:,;mour be required to directly call the Managing Director's Personal 
Assistant with items that he feels require urgent Management 
attention. The same procedure could be used for the Deputy Managing 
Director, if he wishes. 

(3) Improved management of the news by us is a third major 
issue raised by the Mexican matter, and this incident, together with the 
Brazilian one in the beginning of the year, convinces me that we should 
be more aggressive in this respect. 

In our press contacts, we at present provide guidance on a 
background basis to trusted journalists regarding the validity of 
information that they present to us on the status of programs. This 
serves the dual purpose of (1) keeping them coming to us and keeping our 
press contacts fresh, because we are a source of reliable information, 
and (2) giving us the opportunity to prevent a lot of misreporting, 
inject some perspective, and take the rough, overly-dramatic edges off 
developments. Our work with the New York Times and the Wall Street 
Journal on Thursday was effective in at least modifying the presentation 
of the story, and had Mr. Rowe reached us, the Washington Post story 
would certainly have been less troublesome. 

In the larger scheme, this work throughout the debt crisis 
years has_ contributed to defusing negative developments, and modulating 
the crisis points. Given the sharp pressure we are under now, I think 
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we should consider being more active in these efforts. Specifically, I 
would recommend that Mr. Hartmann be authorized to offer information·on 
the status of programs periodically to key trusted correspondents, on a 
background basis. Thus far we have assiduously avoided volunteering 
information, and confined ourselves to commenting on information 
presented to µs, a policy that limits our influence on the timing with· 
which news breaks and -our ability to defuse potential crisis 
situations. · With the freedom to feed out information on the status of 
programs we could affect the perception of the total situation, in which 
there tend at all times to be a number of programs going well, and a 
number in trouble. In the Mexican situation, such an approach might 
have prompted a series of small stories over the past several weeks, and 
avoided the kind of blow we experienced. 

Annexes 

cc:· Mr. Wiesner/Mr. Beza 
Mr. Collins/Mr. Brown 

.... ·. 
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The yearly targets submitted to been growing at 29.2% per annum ~ 
congress were 50% for 1983, 40o/o · over the same period. ·· ·_,-...... ;; 
in 1984 and 35% in ·1985. Inflation Exporters blame ttie · poor 'per- ~ 
has in fact been falling gradually, formance in non:oil exports ·Pri" _th·e t...i 

but far less than anticipated. Official government's failure to set a: refi.listic . 
figures for· 1983 and _1984 were exchange rate .. The peiso was >~ 
80.8% and\ 59.2% respectively. devalued in July after months· of. ;· 
During the 9rst half of 1985, the lobbying by .t~e private .sector;",.·.\ · 
non-annualised index topped 25% Exporters point out that this . , 
and · inflation in 1985 is now contradicted the Planade's pledge · · ·.: 

.}_,- Gloomy mid-term 
~. ~~::·_, · balance sheet 

: .. · . 
·' 

... ,. 

RESULTS FALL FAR SHORT 
OF GOVERNMENT TARGETS 

On the eve of President Miguel de la estimated at 50-60%. to adhere to a 'realistic' exchange , .;, 
Madrid's third annual state of the Controlled prices are rising at a policy 'seeking the gradual conver- ·' ·'.;·; 
union address of 1 September, faster rate than the general index, in gence of two exchange rates and · .:.~; 
Mexico's economic performance an effort by _the government to maintaining incentives for exports ··· 
seems spotty at best. Considerable stimulate production and reduce and import-substitution'. 
progress has been made since 1 ···subsidies. Thus lower-income -·-·. 
December 1982, when the present groups, who spend more of thei_r O Salaries and employment: The 
administration took office, but the · income on basic goods, have been · plan promised that 'increases in 
achievements pale beside the hardest hit by inflation. real salaries will match productivity 
targets laid out by the government's . · · ,· .. , · · ··. · , ·· increases after the initial ajustment 
own Plan Nacional de Desarrollo O Public sector deficit: The plan - period.' .. It 'tacitly recognised that 
(Planade), published in May 1983, . proposed a reduction of the public there would be no employment 
and by the Criterios Gen.era/es de sector deficit from nearly 18 % gains in 1983 and f984 but promised 
Polftica Econ6mica, submitted of GDP in -1982 to about 4% in a growth in employment of 3.5 - 4% 
every year to congress by the 1985-88. Yearly targets were: 8.5% per year in 1985-88. 

· economic cabinet: in 1983, 5.5% in 1984 and 5.1 % in There were no real salary 
1985. The actual deficits were 8.9% increases in 1983. Re~/ wages · · ·· n Economic growt'1: The plan .i ~ -_forecast a drop of 2_4% in 1983 and 7.1 % in 1983 and 1984. Some dropped by clos·e to 28% that year, 

>:.-· (after 0.2% contraction in 1982);. estimates put the 1985 figure at andbyanadditiona/4% in 1984. An 
· · 8 % , despite spending cuts. 18% wage increase in June 1985 

< · · ~ · relative stagnation in 1984 (growth 'Analysts blame a substantial rise in did not compensate for the · 25% 
· ·, · .·.-·of O - 2.5%) and a leap to an local interest rates and a fall in oil inflation in the first half of 1985. 

· · ·. average· 5-6% in 1985-88. Actual revenues. Another factor. often . Bona fide unemployment figures 
:. growth was -5.3% in 1983 and ·overlooked, is the gross miscalcu- · are difficult to come by but even the 

,· 

~--· 3.5% in 1984. The .economy grew lation of inflation levels, which has most optimistic data show· no drop 
' at an average of 6% in the second increased the outlays fo'r govern- in unemployment in 1983-84. 

half of 1984 and the first half of ment purchases. A study prepared by researchers at 
1985. This unexpected take-off was ·· .:- · the Universidad Nacional Auto-
politically gratifying; but it also o Foreign trade: The government noma de Mexico (UNAM) argues 
unbalancec;j the economy. The forecast an average trade surplus that unemployment has grown; 
governmen.t was f_orced to• 'put on · -of 3.5% of GDP for 1985-88. It from 4% in 1981 to 8.1 % in 1982, 
the 

0
brakes and a!m for an annual also predicted a 10% annual 12.6% in 1983 and 14.8% in 1984. 

3-4 Yo gro~th rate in 1985. ·· increase of Mexico's non-oil In conclusion, Planade envisaged 
· The rapid growth of late 1984 and exports between 1985 and 1988. . a three-phased economic recovery 

early 1985 was based on a larg~~- Total exports were · expected to in 1983-88, which closely resembled 
than-expected gove~nment defi~,t grow 12% in 1983-84 and 7-9% in the plans of former President Jose 
and on concentrated investments m .. 1985-88. No specific yearly target Lopez Portillo. 1983 and 1984 were 
a few sectors of the economy, was· set for 1983, but Mexico 'recuperation' years; 1985-86 were 
wh_ere temporary acc~lerated tax. manag·ed a record-breaking 'consolidation' years and 1987-88 
writ~-?ffs wer~ availa~le and US$13.7bn trade surplus. In 1984 a· was the·take-off period. ..-
subs1d1se~ credits plentiful. -~he surplus of US$9.5-10bn was This plan was thrown out of kilter, 
~utom_ob1le and construction estimated and.the.actual figure was first, by the government's unpre
md~stries -:-among ot~ers- gre'.ll · - US$12.8bn . . ,The 1985 target of paredness for Jhe sudden burst of 
rapidly, unlike production of baSI(? · :· US$10-12bn wftt not be achieved. growth in H~84, and second, by the 
consum_er goods. After the _severe . he January-July surplus was • -slump in world oil prices (though 
production fall of 1983, the count:t 43. 7% lower. than the same period this was partly compensated by t~e 
was u~prepared for such _rapid in 1984, and a surplus of US$7-8b_n fall in interest rates). 
expansion. The _ec~~omy_ simply is estimated for the whole of 1985. . · As Carlos Ramirez, a finaricial 
o~e~-heated, f_uelhng i~flation and The weakness of the inter- columnist, put it to us, '[The goverl')- .. ~·/ 
driving up the imports bill. · national oil market is only partly ment] tried to tackle first the effects ',. :t.' 
D lnf~~tion: The plan ve~ture~ no _" responsible fo~ the shrinkipg trade . of. the crisis. then its_ ~~_uses .. As ;; 
spec1f1c Jo recast for I nflaJ1on, . surplus. Nor:i-011 exports have been things have .. ,!urn~d out, 1t_ nas, _ D.R.k:f t~ 

-:Y"_,~_:;~.-~_;_:.:_;_ ... __ i.:lthough it did predict a reduction_, of_ falling even . fa~ter ~hat oil exports:.: - suc~.~eded with. either.'. /!fl ... · ·-,":/.':: ...;.;::,t~f{J 
· ·.· ,<.:~0 ~ .. : :, • • -,.,.-',, :c.-.1 ... ,,.-·.,• ··:. ·. ,:30 Auoust 1985. WR-85-34 LATIN AMERICA WEEKLY REPORT·~\!/~ 
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Table 2 
.. 

ECONOMIC POLICY TARGETS 

(Billions of Pesos) 

1 Outstanding Curulatlve chang·e fcom Dec.31, 1983 Outstanding Curulative change from Dec.31,1984 outstanding 
level as of 1st 2nd 3rd 4th level as of 1st 2nd 3rd 4th level as of. 
Dec.31, 1983 quarter quarter quarter quarter Dec.31,1984 quarter quarter quarter quarter Dec.31,1985 

Public sector overall deficit 1/ 

Target 1500.0 400.0 no.o 1150.0 1724.0 1724.0 · 430.0 840.0 1240.0 1785.0 1785.0 
Actual 1521.0 341.0 637.0 1047.0 2224.0 2224.0 354.0 1046.7 

Banco de Mexico net claims on 
noc·flnancial !:!!:!!lie sector 2/ 

Unadjusted 
Target 3097.0 3023.0 3205.0 3397.0 3374.0 3734.0 3748.0 3895.0 3897.0 3695.0 3695.0 
Actual 2839.3 2944.3 3032.8 · 3023.2 3722.4 3722.0 3713.1 3981.4 

Adjusted 
Target ... 
Actual ... ...... ... ~;,· 

Bam;o de t1exlco [l!t domestic assgS§ 3/ 

Target 433.9 ·40.0 i • 71.0 ·113.0 ·43.0 ·216.4 127.0 179.0 45.0. 184.0 ·41.5 
Actual ·173.4 .;39_ 7 •242.5 ·341.9 ·52.1 ·225.5 122.0 440·.o 

fubljc sector fl!! e!Secnal debt 
(USS ~Ill Ions) 

' Target 71.7 ,., 2.1 3.1 4.0 7.5.4 0.5 0.5 0.8 1~0 74.6 
Actual 71.4 0.2 0.9 1.8 2.2 73.6 0.3 0.1 

-Banco de ·Mexico net for~lgn assets 
(USS bll l Ions) 

Target 0.4 ·0.3 0.8 1.3 2.0 '5.4 . ·1.0 ·0.9 ·0.1 0.5 6.9 
Actual 3.4 0.9 2.0 2.6 3.0 6.4 .-0.9 ·1.9 

Financial Intermediation 
· (Effective flow) 4/ 

Target 130.0 230.0 300.0 350.0 350.0 
Actual 398.1 120.1 184.4 

Non-financial ~lie sector 
accrued and uneaid interest 
to Banco de Mexico 5/ 

Target 314.0 314.0 214.0 n.o 568.0 
Actual 491.0 314.0 314.0 ... 
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Of /ice Memorandum 

\985 s~ :2 I AM lib~ tana 1 ng Di rector September 23, 1985 
_ The De ty Managing Director /'l"' 

OfflCE m -~ d_. 
TttE HMtfii~m CIRE~.o. asanegra de Jantsc~ 

SUBJECT: Technical Assistance--Mexico 

I returned to the office on September 19 from a technical 
assistance mission to Mexico, that lasted from the 2nd to the 18th of 
September. The members of the mission were Messrs . Silvani and Teijeiro · 
(both consultants in FAD), Ms . Maria Elena Ureta (secretary), and myself . 
The purpose of the mission was to evaluate the structure and administra
tion of Mexico's direct taxes. An earlier FAD mission had studied 
the system of domestic taxes on consumption; its report was recently 
sent to the authorities . 

The reduction of the public sector deficit since 1982 has 
been achieved mainly through a decrease in government expenditure and 
an increase in taxes on oil production . The performance of other 
taxes, in part i cular income taxation , has been unsatisfactory. 
Cur r ently , prospects for fur ther expenditure cuts and for increases 
in oil revenues are not promising. Mobilization of additi onal tax 
revenues from the non- oil sector is therefore a matter of high priority . 

The ratio of income taxes to GDP decreased from 5.8 percent 
in 1980 to 4.1 percent in 1984. As a percentage of total tax revenues, 
income tax collections declined from 38 percent in 1980 to 26 percent 
in 1984 . This decl ine is worrisome not only because more r evenue is 
needed but also because the burden of income taxation is, at least in 
principle, more equitably distributed than consumption tax burdens . 

At first glance, the marked deterioration of income tax 
revenue is puzzli ng . Part of the decline can be explained by adverse 
economic conditions, but when the situation improved in 1984 these 
taxes failed to respond accordingly. The structure of Mexico's 
income taxes follows the generally accepted model. It even includes 
sophisticated elements such as capital gains taxation, a mechanism 
for int egrating company and personal taxation, and a scheme for adjust
ing profit s for inflation. Over the last five years considerable 
efforts have been made to improve income tax administration . A modern 
adminis tra t ive structure has been established along functional lines . 
Much progr ess has been made in decentralizing tax administration . 
The use of computers in tax administrat ion has expanded considerably 
and today Mexico has a highly developed system for processi ng income 
tax returns . 

Like many other elements in Mexico's complex social and 
economic structure, the reality of income taxation differs from the 
appearance . The individual income tax is primarily collected from 
i ncomes that are subject to withholding--wages, s alaries, and interest . 
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Income derived from professional and entrepreneurial activities 
composes a negligible fraction of the individual income tax base. In 
the case of company taxation, investment incentives and the deductibility 
of large nominal interest payments have greatly eroded the tax base. 
The current treatment of interest payments also creates an unwarranted 
incentive in favor of debt over equity finance. 

To correct these defects, it is necessary to modify some 
features of the income tax laws. The tax base should be broadened, 
incentives for debt financing eliminated, and the current system 
simplified. Among the measures proposed are the repeal of special 
treatment for agriculture and transportation (which in practice exempt 
these activities from income tax), the adoption of a more consistent 
profits adjustment mechanism that would limit interest deductibility 
to "real" interest, and the reduction of the top marginal rate of the 
individual income tax. Taken as a whole, these measures would increase 
collections, facilitate tax administration, and reduce distortions in 
resource allocation. 

For these changes to be effective, tax administration must 
be improved. Current methods of processing tax returns and payments 
are efficient, but enforcement work--particularly tax audit--is much 
in need of improvement. 

The mission discussed its findings with the Undersecretaries 
for Revenue and for Finance. In more detailed form, the recommendations 
were spelled out in an aide-m€moire. The authorities expressed interest 
in our proposals and said that they hoped the report would elaborate on 
them. It was agreed that a working group composed of senior officials 
from the undersecretariats of Revenue and Finance would visit Washington 
to discuss our recommendations before the report is completed. It was 
also suggested by the Undersecretary for Finance that after the report 
is issued, the Mexican authorities might convoke a seminar or conference 
to which members of both FAD missions would be invited. On this occa
sion, as on others, I noticed that the officials preferred to characte
rize our work as cooperation from the Fund rather than technical 
assistance. 
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(Walter Bayly, (212) 559-5556, works for 
Mr. Rhodes) 

The Bank Advisory Group for Mexico will be meeting 

on Monday, Sept. 30, at 10 AM,,New York, at the 

offices of Sherman & Sterling, at 153 E. 53rd St., 

33rd Fl., Conference Room A. This meeting has been 

called by Mr. Angel Gurria, (Ministry of Fin.) 

and they asked that the IMF be invited also. 
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Los Pines, D.F., septiernbre 23 de 1985. 

THE ORIGINAL IS BE!NG TRANSUiTED 
SENOR 
JACKES DE LAROSIERE 
Director del 
Fonda Monetario Internacional. 

Estirnado senor De Larosiere: 
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En nornbre del pueblo y gobierno de Mexico, agradezco profll!!_ 

darnente el rnensaje de solidaridad y apoyo, que con rnotivo -

de los recientes sisrnos ocurridos en nuestro pafs, envi6 a 

la Naci6n Mexicana. 

Respecto a la asistencia de emergencia en casos de desas - -
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que mis colaboradores la estan analizando. 
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DRAFT 

The Executive Board of the International Monetary Fund today met in 

informal session to discuss emergency assistance~~ to Mexico. 

On September 20, 1985, the Managing Director had sent a message to the 

President of Mexico, Miguel de la Madrid, that referred to the 

possibility of Fund financial assistance in the aftermath of the recent 

earthquake. 

At their meeting, Executive Directors indicated they would look 

favorably upon a request from Mexico for such assistance and would be 

prepared to give it prompt consideration when received. Assistance in 
JI. ~-1.n}-~v,.,..., 

the order of ~~i-®n was mentioned. 

The proposed use of Fund resources would be in line with emergency 

assistance offered by the Fund in the past to member countries suffering 

from natural disasters. 
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September 18, 1985 

Mr. Co~s: 

The attached memo r andum 
is of relevance in the context 
of the debriefing of the mission 
to Mexico . 

At t achment 

Manuel Guit16n 
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FROM: Manuel Guitian ~6,.--

SUBJECT: Mexico - Staff Report 

September 18, 1985 

You will have seen in the debriefing on the mission to Mexico 
the views of the authorities on the issuance of a staff report to the 
Executive Board on the situation and the status under the extended 
arrangement. The purpose of this note is to outline the reasons why the 
staff thinks it is important to proceed with a report. 

First, the deterioration in Mexico's situation raises an 
important question concerning our responsibilities for providing 
information to the Executive Board. The issue is not different from the 
one that arose in late 1981 when our reporting on a rapidly worsening 
situation in Mexico was delayed on several occasions by the unwilling
ness of the Mexican authorities to complete the Article IV consultations 
through successive postponements of the conclusions of the discussions. 
The delay did not serve Mexico or us well and we should avoid falling into 
a similar trap this time. 

Second, we believe that a report from us is in the best of 
Mexico's interest. This country pioneered a willingness to go relatively 
public on its economic policies and in many respects, benefitted in the 
process from it. It would be damaging to Mexico's credibility to clam up 
when the situation turns sour, since lack of reporting cannot but fuel the 
worse type of speculation. 

Third, on our part, we are being generally called upon by the 
membership at this stage to expand both the scope and the frequency of our 
reporting on members' economies, in particular on those with characteris
tics of systemic scope such as Mexico. This was made particularly clear 
in some recent discussions such as that on Argentina where concern was 
expressed about long information lags in cases where reviews cannot be 
completed and the program veers off track. We fear that shying away from 
reporting in such an important and visible case as Mexico will impair our 
ability to fulfill it in the future. In this context, we doubt that an 
informal briefing to Directors would be sufficient. 

Fourth, the Mexican authorities have made public that they are 
experiencing difficulties and that there will be a need for new money on a 
significant scale in the years to come which, most likely, can only be 
forthcoming on a concerted basis. This contrasts with the expectation 
under the extended arrangement that toward its end, Mexico would be 
resuming normal access to capital markets that consequently was a premise 
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for the exercise of enhanced surveillance envisaged for Mexico from 1986 
on in the context of the MYRA. Lack of a report on Mexico in these 
circumstances is likely to prove counterproductive. 

There are some precedents of reports issued to the Board even 
though a review could not be completed or was not explicitly called for. 
One example is Brazil where a staff report on the review of the extended 
arrangement was issued last February 1985 for the information of the Board 
(EBS/85/37, 2/14/85); another instance is Panama where in the absence of a 
formal review clause, a procedure was developed to issue a staff report to 
the Board for information to keep Directors current on the country's 
performance under a series of stand-by arrangements. 

We think the issue at stake should not be decided solely on the 
basis of precedents, because its resolution will affect our future scope 
for action in reporting to the Board in this and other cases. Therefore, 
we believe that there are grounds in this case either to set a precedent 
concerning incomplete reviews or to invoke the consultation clause under 
the extended arrangement. 

cc: Mr. Finch 
Mr. Wiesner 
Mr. Collins/Mr. Brown 
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J. P. Pujol '~ 

September 17, 1985 

FROM: 

SUBJECT: Mission to Mexico--August 12-September 5, 1985 

The mission that recently visited Mexico City reviewed 
Mexico's performance under the program for the third year of the 
extended arrangement approved in December 1982. The mission found that 
the program had strayed off track; four out of the seven criteria that 
had been set out""t'"o monitor performa~ under the program were not being 
observed as of the end of June (Table 1), and the likelihood that this 
situation can be reversed within the remaining period of the arrangement 
(which ends December 31, 1985) is practically nil. 

The mission met with the Secretary of Finance, Mr. Silva 
Herzog, and the Director General of the Bank of Mexico, Mr. Miguel 
Mancera. Other meetings were held with the Under Secretaries of 
Finance, of Federal Government Revenues, of Budget and Planning, of the 
National Banking System, and of External Trade, and also with high
ranking officials in the Federal Government, the central bank, and the 
major public enterprises. The Alternate Executive Director for Mexico, 
Mr. Ortiz, participated in the main policy discussions. 

At the request of the authorities, the mission prepared a note 
containing its preliminary views on the problems encountered in the 
instrumentation of the program and an outline of the policies needed to 
correct them. The mission argued in favor of the adoption without delay 
of economic policies aimed at bringing inflation down very quickly. 

In his concluding remarks, Mr. Silva Herzog indicated that the 
authorities were conscious of the recent deterioration in Mexico's 
economic and financial situation and that they were discussing inter
nally the courses of action to redress the situation in the context of 
the preparation of the 1986 budget. In these circumstances, he was not 
yet prepared to indicate what the precise relationship between the Fund 
and Mexico might be in the immediate future. Re said that the note left 
by the mission would be most useful in the context of their internal 
discussions and that he would be reviewing it with his colleagues. He 
hoped to get back to us within a couple of weeks, perhaps in a visit to 
Washington prior to the Annual Meetings. He expected that by that time 
a course of action would have been decided. 

The mission informed the authorities that the staff would 
prepare a paper to report to the Fund's Executive Board about recent 
developments under the program, in line with the commitment under the 
arrangement for a midpoint consultation with the Fund. The Under 
Secretary of Finance, Mr. Francisco Suarez, expressed the authorities' 
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preference that the presentation of a paper to the Board be held in 
abeyance until the authorities had completed the formulation of their 
plans . He said that a l though a number of important measures had been 
taken in recent weeks, they were still working on the preparation of a 
comprehensive program for next year . Although he had no objection to 
the staff ' s briefing of Directors on an informal and individual basis, 
he preferred that a formal presentation be delayed somewhat. He pointed 
out that in other similar cases, the Fund staff had been willing to hold 
the presentation to the Board until a program with the Fund had been 
fully articulated. He also argued that, from a domestic point of view, 
their interqal discussions on any new program would be made more diffi
cultif a document were to be circulated prior ·to the presentation to 
Congress of their 1986 budget ·, since it might appear that the program 
was being dictated from abroad and this would weaken the Government's 
hand . The mission replied that, although it understood the authorities' 
concerns , it felt that it was extremely important to keep the Board 
informed of developments, especially in cases of such great interest as 
Mexico . Executive Directors had insisted on the timeliness of reporting 
on ongoing programs. Nonetheless, the mission said that it would convey 
the authorities ' preoccupations about the timing of a Board paper to the 
management of the Fund. 

1. Recent developments and performance under the program 

As had been indicated in the briefing, performance in the 
first half of the year was weaker than programmed. The public sector 
deficit exceeded the limit established under the program by some Mex$208 ----billion-- 25 percent--and preliminary results for July and August ;:;----
indicate that the fiscal gap widened even more in those two months. 
Although this deviation from the fiscal policies of the program reflects 
in part the weaker than projected petroleum receipts in the period May
July 1985 as a result of the drop in world oil prices , there was a 
general weakening of overall public sector receipts and a very sharp 
rise in expenditures--particularly in the category of current 
transfers--which accounts for a very important portion of the outrun in 
the fiscal deficit. 

The growth in real terms of the broader monetary aggregates 
decel erated during the first eight months of the year despite the sharp 
increase in the Bank of Mexico net domestic assets . The behavior of the 
Bank of Mexico credit reflects to a significant extent the impact of the 
large borrowing requirements of the public sector. The ceilings on both 
the net domestic assets of the Bank of Mexico and the""riet credit to the 
nonflnancial public sector were exceeded by wide margins at midyear . 
Moreover, the expansion of the- total net domestic credit of the Bank of 
Mexico reflects a substantial use of the excess reserves that commercial 
banks were holding at the beginning of the program period. These 
resources, together with the issuance of bankers' acceptances not 
subject to reserve requirements, allowed banks to expand credit to the 
private sector beyond that projected in the program, even in the face of 
a somewhat lower than projected growth in deposit liabilities. The rate 
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of growth of deposits in commercial banks was affected by the emergence 
of an interest rate differential in favor of treasury bills and other 
financial instruments not subject to controls. In contrast to the 
experience of 1983 and 1984, during the first semester of 1985 interest 
rates paid on time and saving deposits by commercial banks lagged behind 
those paid on instruments that are market determined. 

The performance of. the balance of payments has been very weak 
this year. During the first eight months of 1985 net international 
re serves declined by US$3.3 billion, substantially at variance with the 
program's objective. The strong surplus in the current account that had 
been observed in 1983 and most of 1984 disappeared during the first half 
of 1985, although there is the suspicion that this development reflects 
in part an intensification of the underinvoicing of exports and over
invoicing of imports attendant to the widening of the exchange rate 
differentials between the two exchange markets. According to customs 
records, nonpetroletun exports fell by almost 3 percent in the year ended 
June 1985 compared with the same period of the previous year, while 
imports rose by 35 percent; private imports showed a 54 percent rate of 
growth during this period. At the same time, the capital account dis
played large net outflows of private capital in the first half of 1985, 
while official capital flows remained practically in balance, notwith
standing the postponement of the US$950 million prepayment to commercial 
banks until October 1985. 

Given the widening imbalances in the public finances and the 
substantial expansion in net domestic assets of the financial system, 
exchange rate management was not sufficiently flexible to protect the 
balance of payments during the first part of 1985. The real effective 
exchange rate of the Mexican peso1.J appreciated by almost 8 percent 
during the first quarter of the year. Even though the appreciation of 
the real effective exchange rate virtually came to an end in the second 
quarter of the year, by the end of June 1985 there were clear indica
tions that the current rate was out of line. The loss in international 
reserves, which amounted to US$0.9 billion in the first quarter of 1985, 
rose to US$1.1 billion in the second quarter and to US$1.3 billion in 
the month of July. The differential between the exchange rate 
quotations in the controlled market and the parallel market began to 
widen in the second quarter of the year. This differential reached 
45 percent by early July, after having been at 11-22 percent during the 
first 4 1/2 months of the year. On July 10, 1985 the authorities 
allowed commercial banks to start operating in the parallel market; on 
July 24 they devalued the peso in the controlled market by 17 percent; 
and on August 5 they abandoned the system of preannouncing the daily 

1/ nte real effective exchange rate of the Mexican peso described 
here is calculated as a trade-weighted index involving eight partner 
countries. Prices are taken from line 63 of the IFS (wholesale price 
index) for the trading partners and line 64 (consumer price index) for 
Mexico. 
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rate of depreciation in the controlled market for one month ahead and 
adopted instead a managed float. Following the end-July devaluation the 
real exchange rate for the peso stood at about the average real exchange 
rate prevailing in 1984. With the adoption of these measures, the drain 
on international reserves stopped and there was even some recovery of 
the reserve position in the latter part of August. 

On July 25, 1985 Mexico announced a significant liberalization 
of imports from quantitative restrictions. The requirement for prior 
import permits was eliminated for the equivalent of 37 percent of total 
imports, bringing the total value of imports free from permits to 
61 percent. This may be compared with the commitment made under the 
program for the third year of the extended arrangement to raise imports 
free from permits to between 35 and 45 percent. At the same time, the 
import tariff schedule was modified, with a view to reducing the number 
of tariff categories and improving its structure. The new import tariff 
schedule is to have nine rates ranging from zero to 50 percent. In 
general, the tariff increases with the degree of processing of the 
product; products that are produced domestically tend to have higher 
rates. The process of realigning the tariff schedule has not been 
entirely completed yet and a few items still remain in the tariff 
category of 100 percent. Steps also were taken to make the scheme that 
gives exporters automatic access to import permits (DIMEX) more liberal 
by reducing the percentage of import items excluded from this scheme 
from 28 percent to 21 percent, and by lowering the minimum import tariff 
applicable to imports under the DIMEX scheme from 25 percent to 10 per
cent. As a result of these measures and of other steps taken in the 
first half of 1985, the dispersion of the tariff schedule has been 
reduced and the weighted tariff (weighted by imports of 1984) has 
increased from 8.6 percent in 1984 to 12.4 percent in July 1985. 

During the first half of 1985 economic activity continued to 
expand at a faster pace than contemplated in the program, although by 
midyear the rate of growth of activity seemed to have come to a stand
still. Inflation, on the other hand, did not exceed by much what had 
been assumed under the program for the first half of 1985. Inflationary 
pressures were cushioned during this period by the loss of international 
reserves and by some lags in the adjustment of public sector prices. 

2. Policy discussions 

As indicated above, t he authorities were not prepared at this 
stage to spell out in detail their- plans for the future, but rather the 
discu ssions focussed on the problems encountered in the instrumentation 
of the program and on possible courses of action to correct the situa
tion. The authorities asked the mission to prepare alternative macro
economic scenarios simulating different policy strategies. The mission 
concentrated on two scenarios. The first one assumed that very strong 
corrective actions were implemented starting September 1985 with the aim 
of bringing inflation down to the level prevailing in Mexico's main 
trading partners by the end of 1986. The second scenario assumed that 
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current trends continued una bated through the end of this year and that 
an attempt was made to bring inflation down to 40 percent in 1986. In 
both of these scenarios the mission made the assumption that the net 
availability of foreign resources to finance the budget would be 
practically nil, since any foreign financing available would probably be 
needed to shore up the international reserve position of the country. 
As a consequence, the fiscal adjustment required in either case would be 
quite demanding. The authorities indicated that they would want to 
raise some US$2 to US$3 billion in net financing abroad in 1986 (as much 
as US$5 1/2 billion on a gross basis), but at this time it did not seem 
that this could be done through voluntary lending operations. They 
pointed out that the steps taken by bank regulators abroad to tighten 
the rules about hank lending were hampering their efforts in this 
regard. 

a. Fiscal policy 

The mission emphasized that the deviations that have taken 
place in the fiscal performance disclosed weaknesses in both revenue 
collections and expenditure controls. On the revenue side, taxpayers 
seemed to be benefitting to too large an extent from measures originally 
designed to protect them from the impact of the crisis; in addition, 
there appeared to have been an intensification of tax evasion, parti
cularly with respect to the value added tax. As a result, tax revenues 
have declined as a proportion to GDP, even recently when economic 
activity was showing a very strong recovery. Furthermore, during the 
first part of 1985 adjustments in public sector prices had lagged behind 
the rate of inflation, and the prices of tradable goods produced by the 
public sector had not been adjusted after the July devaluation. 

With regard to public sector outlays, there had been a very 
sharp increase in central government current transfers; current trans
fers going outside the consolidated public sector rose in real terms by 
over 70 percent in the first half of 1985 compared with the same period 
of 1984. In addition, there had been large increases in real terms in 
capital expenditures and in wages and salaries. As already noted, the 
preliminary information for July and August indicated a further signi
ficant weakening of the public finances, much beyond what could be 
explained by the fall in petroleum export receipts. 

A continuation of these trends, the mission argued, would put 
very heavy pressure on domestic prices in the latter part of the year, 
particularly since the authorities no longer could afford to rely on a 
large drawdown in international · reserves. In the absence of further 
fiscal measures, the public sector's economic deficit could easily 
exceed 8 percent of GDP in 1985, compared with a program ceiling of 
4.1 percent (Table 2). The mission, therefore, urged the authorities to 
take immediate remedial ac tion to forestall the realization of a deficit 
as large as the one that seemed to be in the offing. Special emphasis 
was placed on the prompt correction of public sector prices as a measure 
that could bring about a quick reduction in the deficit, to he followed. 
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by the implementation of additional expenditure cuts to ensure the per
manence of the deficit reduction. 

Although the authorities seemed to have no major disagreement 
with the staff on the prognosis of the fiscal situation, they expressed 
some concern about the possible impact of large price adjustments in the 
public sector on the price level in general and on wages in parti
cular . They indicated that so far they had managed to avoid the grant
ing of any special wage awards following the large depreciation of the 
peso that took place in late July, but they feared that a new round of 
increases in public sector prices might trigger such a demand from the 
labor unions . Nonetheless, the authorities did not completely rule out 
large public sector price adjustments in the context of an overall 
policy package for next year. 

b. Monetary policy 

In the discussions in this area the mission pointed out that, 
in addition to the growth in borrowing requirements of the public 
sector, there had been a large expansion in credit to the private 
sector. This development was particularly disturbing since the Bank of 
Mexico had undertaken open market sales and changes in the reserve 
requirement regime applicable to the banks to absorb excess liquidity. 
These operations apparently were insufficient, and the resulting expan
sion of credit to the private sector had contributed to the pressures on 
the international reserve position of the Bank of Mexico. In light of 
these results, the mission wondered whether it was necessary to review 
the system of calculating reserve requirements by commercial banks and 
in general to carry out a more agile policy of monetary regulation than 
had been the case in the recent past. 

The authorities were in broad agreement about the missions' 
assessment of overall credit developments, particularly with regard to 
the role played by the public sector borrowing requirements in the 
excessive expansion of credit by the central bank. They felt, however, 
that there was no need for changing the methodology for calculating 
reserve requirements and that the mission had an incorrect perception 
about the banks' ability to withdraw funds from the central bank. 
Reserve requirements were calculated on an average daily basis, and thus 
on any one day the banks did not have to hold the full amount of 
required reserves at the central bank. Consequently, it could occur 
that while on an end-of-period basis the deposits of commercial banks at 
the central bank might show a large decline, on an average basis this 
may not be true. They emphasized that the operations of monetary regu
lations that were carried out had prevented the situation from becoming 
even worse but that, given the size of the public sector deficit, there 
was little that the central bank could do to neutralize the excess 
liquidity. 

In the discussion of interest rate policy, the staff indicated 
its concern over the differential between the interest rates paid on 
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treasury bills (and other instruments with market-determined rates) and 
the rates paid on bank deposits, which are regulated by the central 
bank. The authorities agreed that the widening of interest rate differ
entials had contrihuted to a slower real rate of growth of bank 
deposits, reducing their profit margins. However, the authorities were 
of the view that the commercial banks were in a very strong position and 
could support the present situation for some time without serious 
risks. They felt that bank rates ought to be adjusted gradually and 
that the rates paid on treasury bills were likely to come down as the 
speculation about the exchange rate subsided. 

The mission also raised questions about the substantial 
increase in credit operations at subsidized rates by development banks 
and official trust funds. The authorities said that steps were being 
taken to adjust the rates charged by these entities upwardly in line 
with the commitments made to the World Bank in this area of policy. 

Co Exchange rate policy 

The mission discussed with the authorities the new exchange 
rate policy followed since early August. The authorities said that 
their objective consisted on halting the loss in reserves and that they 
were prepared to engage in sufficient flexibility in the management of 
the exchange rate policy to prevent such a loss. The mission noted 
that, under the current exchange arrangements, such an objec tive seemed 
to imply that the exchange rate would have to adjust as much as needed 
to prevent any loss in reserves and that the authorities would have to 
refrain from intervening in the free market. 

The mission questioned the authorities on their intentions 
with respect to the unification of the exchange market. The mission 
pressed for an early unification of the two exchange markets, a rguing 
that the central bank's ability to maintain a differential between the 
two rates had decreased substantially with the loss of international 
reserves that had taken place and the fall in petroleum export prices. 
The mission argued, moreover, that the maintenance of the differential 
between the two markets results in an incentive to divert foreign 
exchange away from the controlled market and introduces inefficiencies 
and distortions in the allocation of resources. However, the authori
ties maintained that, if unification were to take place in the immediate 
future, there would be great pressures for an accelerated repayment of 
the private external debt outstanding and that the economy would not be 
in a position to honor such payments. The mission noted that pressures 
for repayment of the private exte rnal debt would depend on the degree of 
flexibility in the management of the exchange rate and on the general 
stance of credit policy. 

d. Commercial policy 

Concerning commercial policy, the mission indicated that while 
it is too soon to assess the impact of the recent measures on the flows 
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of trade and overall economic efficiency, it is clear that the impact 
will depend on how effectively and firmly the latest trade measures are 
implemented in practice. The mission expressed concern about the estab
lishment of official reference prices for certain tariff categories and 
the discussions on the need for antidumping legislation. These 
mechanisms could set back the opening of the economy; the mission noted 
that in some cases the official prices that had been established are 
well above world prices. 

As regards the prospects for further trade liberalization, the 
authorities acknowledged that there was still much to be done in this 
area, but they indicated that they wanted to leave this possibility open 
for future bilateral negotiations with their main trading partners. In 
the meantime, they felt that they needed to consolidate the steps 
already taken. They also noted the importance, from their standpoint, 
of backing the trade liberalization measures with external financial 
support; the World Bank is examining the possibility of a credit in 
support of this effort. 

As you probably know, Mexico has started to reconsider the 
possibility of joining the GATT and the issue is expected to be 
discussed in the Mexican Congress later this year. 

3. Other issues 

The authorities raised with the mission the possibility of 
access to a compensatory financing on account of the decline in export 
receipts arising from the fall in oil export volume during several 
months of 1985. The mission reminded the authorities of the requirement 
of collaboration with the Fund in the context of a compensatory financ
ing operation. The mission provided the authorities with a list of the 
information required for consideration of a CFF operation, and the 
authorities said that such information would be gathered and sent to 
Washington as soon as possible. 

Attachments 

cc: Mr. Finch 
Mr. Habermeier 
Mr. Nicoletopoulos 
Mr. Tanzi 
Mr. Wiesner 
Mr. Collins 
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Table 1. Mexico: Extended Arrangement--Quantitative Performance Criteria 
for the Third Program Year 

1985 
Targets and Ceilings 

1984 Jan,-Mar. A:er,-June 
Dec, Prog. Actual Prog. Actual July.:.se:et, Oct,-Dec, 

i 
I (In billions of Mexican :eesos) 
' l 

Nonfinancialipublic sector 
cumulative: deficit 1/ 2/ 1,826 430 354 

Unpaid Interest accrued "to the Bank of 
Mexico on claims on the non-financial 
public sector 491 805 801 

Net credit to the nonfinancial public 
sector by ~he monetary authorities 1f 
Unadjusted· 3,740 3,748 3,713 
Adjusted !!..J 3,958 

Cumulative changes in financial 
intermedia~ion (effective flow) 414 130 9 

Cumulative changes in net domestic assets of 
the monetaj:-y authorities (effective flow) 1J -53 127 122 

(In millions of U.S. dollars) 

Cumulative net foreign borrowing by 
the public' sector 1/ 

Cumulative change in~net international 
reserves of the monetary authorities 1/ 

i 

2,189 

2,990 

500 

-1,000 

Sources: Mexican authorities; and Fund staff estimates, 
i 

1/ Limit tested at end of each period. 

300 

-867 

~ 1,0~!) 

805 805 

3,895 3,981 
4,426 y 

230 185 

L 11_9 __ ~ 4391 

500 43 

-900 -1,927 

i 
1)240 

I 

I 
l 
l705 
i 
i 

3)897 
4~676 

;300 

45 

;soo 

-100 

y;J Effective flows of financing measured on cash basis. 
3/ Effective stocks calculated by adding effective flows to nominal stock outstanding as of 

the end of 1984. 

1,785 

568 

3,695 
4,902 

350 

184 

1,000 

500 

4/ Ceiling can be adjusted upwards by an amount equivalent to the commercial banks' lending to the 
no"iifinancial· public sector resulting from implementing mandatory portfolio requirements, The counterpart of 
this adjustment would be a downward adjustment of the mandatory portfolio requirements on commercial banks 
by the same· amount as the upward adjustment of the Bank of Mexico's lending to the nonfinancial public 
sector allowed under the program, 

5/ Net domestic assets of the Bank of Mexico for purposes of the ceiling are defined as the difference 
be"tween note issue and net international reserves of the monetary authorities. 

6/ Upward adjustment in ceiling ls not applicable because the counterpart measure of reducing the 
maiidatory portfolio requirements on commercial banks ~as not undertaken (see footnote 4). · 
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Table 2, Mexico: Sunnmy Public Sector Operations 

1984 
Rev, Prog, 

(In billions of ~ican pesos) 

Overall econanic deficit 

Public sector receipts 

Petroleum exports 
Other PEMEX receipts 
Other public enterprises 
Federal Goverrnrent 
Social security 
Federal District 

Public sector outlays 

Wages and salaries 
Interest paynents 
ilirrent transfers 
Revenue sharing 
Other expenditure 
Capital expenditure 
Floating debt CADEFAS) 

Overall econanic deficit 

Public sector receipts 

Petroleum exports 
Other PEMEX receipts 
Other pubhc enterprises 
Federal Government 
Social security 
Federal District 

Public sector outlays 

Wages and salaries 
Interest paynents 
ilirrent transfers 
Revenue sharing 
Other experrliture 
Capital expenditure 
Floating debt CADEFAS) 

Merorandum itans 

2,7f'IJ 
1,000 
1,697 
3,247 

633 
59 

1,918 
3,099 

531 
643 

2,608 
1,999 

444 

(In percent of GDP) 

~.2 

32.0 

9.4 
3.4 
5.8 

11.0 
2.2 
0.2 

38.2 

6.5 
10.5 
1.8 
2,2 
8.9 
6.8 
1.5 

GDP (in billions of ~ican pesos) 
Inflation (period average in percent) 

29,438 
66 

3,541 
1,577 
2,632 
4,922 

988 
85 

2,588 
4,468 

696 
960 

3,163 
3,088 

567 

-4.1 

31.6 

8,1 
3.6 
6.0 

11.3 
2.3 
0,2 

5.9 
10.3 
1.6 
2.2 
7.3 
7.1 
1.3 

43,510 
51 

1985 
Scenarios 

A 1/ B 2/ 

3,675 
1,466 
2,799 
5,043 
1,257 

f'IJ 

3,025 
5,248 
1,165 

959 
3 ,4f'IJ 
3,000 

590 

~.5 

29.8 

7.6 
3.0 
5.8 

10.5 
2.6 
0.2 

6.3 
10.9 
2.4 
2.0 
7.2 
6.2 
1.2 

48,069 
59 

3,743 
1,386 
2,752 
5,011 
1,257 

70 

3,025 
5,697 
1,245 

953 
3,528 
3,088 

590 

7.7 
2.9 
5.7 

10.3 
2.6 
0.1 

6.2 
11.7 
2.6 
2.0 
7.3 
6,4 
1.2 

48,525 
62 

Sources: Secretariat of Finance and Public Credit; Secretariat of 
Planning and lludget; and Fbnd staff estimates, 

1/ Assumes increases in public sector prices and other acljustmmt 
measures in the period Septe:aber-Deceiroer 1985 , 

1/ Projection on the basis of ongoing trerrls observed through August 
1985. 
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Memorandum on the Evolution of the Economic Program 

Introduction 

The Mexican authorities' economic program, following a major adjust
ment in 1983, began to lose momentum from mid-1984 and has lost con
siderable ground in recent months. At this time, the authorities find 
themselves in quite a critical situation, and unless resolute action is 
taken, the gains achieved by the program heretofore are likely to be 
forfeited. A deterioration in both the internal and the external situa
tion accentuates the urgent need to adopt decisions on the course to be 
pursued. 

This memorandum describes events up to the first few months of the 
current year and discusses possible courses of action for future economic 
policy with a view to the resumption of the adjustment process and attain
ment of the program's original objectives. 

1. Objectives of the Economic Program 

The economic program adopted by the authorities at end-1982 had as 
primary objectives the restoration of medium-term viability of the balance 
of payments--reducing dependence on external financing--and the elimina
tion of inflation, so as to restore a sound base for the growth of activi
ty and employment. The strategy proposed for strengthening the balance of 
payments included a large-scale effort to restore competitiveness in the 
economy through a permanent change in the relative prices of tradeable 
goods, achieved through a flexible exchange rate policy; a simplification 
of the exchange system; and the rationalization of trade policy. The 
authorities sought to restructure the external debt--both public and 
private--and to eliminate payments arrears vis-a-vis foreign creditors, in 
order to re-establish Mexico's access to international capital markets 
which had been interrupted in consequence of the 1982 exchange crisis. 

The cornerstone of the adjustment process is a significant reduction 
in the size of the deficit accompanied by an increase in the savings of 
the public sector. This action was considered essential in order to elim
inate the pressures exerted by the public finances on domestic prices and 
the balance of payments. In 1983 measures were taken to increase public 
sector revenues, but the adjustment strategy was based mainly on expendi
ture cutbacks--especially cuts in current expenditure. In view of the 
magnitude of the disequilibrium observed, a thorough revision was proposed 
of the public sector's direct participation in activities not essential 
for the achievement of its economic and social objectives. Initially, an 
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important part of the expenditure reduction was derived from the elimina
tion of exchange losses generated at end-1982 and of the large subsidies 
that the public sector granted to various sectors of the economy. It was 
hoped that price adjustments for public sector goods and services would 
not only help reduce the deficit but would also improve the structure of 
relative domestic prices and so lead to greater efficiency in the alloca
tion of resources. 

2. Results obtained so far in the implementation of the program 

The firm management of the economic program throughout 1983 and for 
much of 1984 brought about a substantial turnaround in the country's eco
nomic conditions. The balance of payments swung from an overall deficit 
of almost US$7 billion in 1982 to a surplus of US$5.5 billion in 1983 and 
US$3 billion in 1984. This improvement was generated by large-scale im
port substitution in response to the change in relative prices and a very 
significant reduction in outflows of private capital. Also, toward the 
end of 1983 and early in 1984 the growth rate of nonpetroleum exports in
creased vigorously. There was a considerable deceleration of inflation 
between end-1982 and mid-1984; during this period the monthly growth rate 
of prices decreased from approximately 11 percent to about 3 percent. The 
rates of growth in economic activitY and employment, from being strongly 
negative in late 1982 and early 1983, became highly positive in 1984. The 
recovery in economic activity was determined by the growth of nonpetroleum 
exports and the increase of private investment. 

However, in 1984 the ratio of the deficit (including accrued unpaid 
interest) to GDP remained at a level similar to that of the previous year, 
instead of continuing strongly downward as programmed. Toward the end of 
1984 there was a discernible weakening in the adjustment effort, reflected 
in a relaxation of the fiscal and monetary policies. With the activation 
of the contingency reserve in the second half of the year, programmable 
public sector expenditure ceased to fall in real terms, and on the other 
hand revenues suffered erosion. In consequence, the public sector deficit 
increased significantly in the latter part of the year. A heavy demand 
for credit by the public sector compounded the demand from the private 
sector, which was at the height of its recovery process. Given the growth 
of financial resources in real terms, by the end of 1984 it was no longer 
possible for monetary policy to entirely offset the growing pressure on 
prices and the balance of payments exerted by the demand for credit. 

With the added factor of a certain concentration of amortization of 
foreign debt, these financial developments started to be reflected in the 
level of international reserves since December 1984. It was aggravated by 
intensified outflows of private capital induced by a climate of uncertain
ty regarding the behavior of the international petroleum market and the 
conduct of economic policy as a wholeo The lag in the adjustment of domes
tic interest rates, and the erosion of the economy's competitiveness in 
relation to levels which existed in late 1983, combined to undermine the 
balance of payments situation. 
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In the light of these events, the 1985 budget did not bring about any 
important rectification of the trends implicit in the public finances at 
the end of the previous year. From the commencement of budget execution, 
the behavior of the different fiscal variables clearly pointed towards 
financing needs that were incompatible with the objectives of reducing in
flation and maintaining an adequate level of international reserves. This 
made it necessary to modify the economic policy from as early as February
March 1985. For this purpose new measures were designed to cut spending 
which, it was hoped, would change the seasonal deficit pattern. Likewise, 
a restrictive monetary policy was programmed, and consideration was given 
to the need for an even more flexible exchange policy to protect the 
balance of payments. 

The behavior of the economy in the first six months of 1985 has been 
marked by a series of uneven developments. On the one hand, economic 
activity and employment have continued to grow more dynamically than ex
pected, although there are now indications of a deceleration. The public 
sector deficit has exceeded the amounts programmed for the first half of 
the year--both in terms of economic deficit and under the somewhat broader 
concept of financing requirements to cover financial intermediation opera
tions. It should be added that the deviation intensified considerably in 
July and August. Although during the latter period the public sector de
ficit was affected by the reduction in oil export revenues, the main cause 
of the slippages noted derives from a pronounced acceleration of nonfinan
cial expenditures, especially transfers. The behavior of the monetary 
variables has been influenced by excessive growth in the Bank of Mexico's 
domestic credit and a management of interest rates that has stimulated the 
direct attraction of financial resources by the public sector. A marked 
deceleration is observed in the real rate of growth of financial resources, 
with a change in the structure of the broadest financial aggregate toward 
more liquid resources and instruments not subject to reserve requirements. 
These financial developments, coupled with an additional appreciation of 
the real exchange rate, contributed to a substantial deterioration in the 
balance of payments. Between November 1984 and July 1985 net inter
national reserves declined by US$3.6 billion. Inflation, while higher 
than originally projected in the budget, did not greatly exceed that 
projected in the program, because most of the demand pressure was reflect
ed in the balance of payments results. 

3. Impact of the recent economic measures and possible course of action 
for the future 

In view of the situation described above, in recent weeks a series of 
new measures has been adopted in the fiscal, monetary, exchange, and trade 
areas, designed to change the underlying trends, reverse the deterioration 
noted, and restore the confidence of the public. 

We believe the measures adopted are important and aimed in the right 
direction. However, greater efforts are required to correct the present 
situation, particularly in the fiscal area. In view of the changes that 
have occurred on the international scene--both in the petroleum market and 
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in conditions for access to capital markets--and the uncertainty manifest
ed by the various economic agents, the authorities have no alternative 
but to resume the adjustment program; not to do so could cause a resur
gence of the exchange crisis, a further onset of inflation, and a drop in 
the level of activity. In fact, the sooner the adjustment is resumed and 
accomplished, the more robust and lasting the result will be in terms of 
future economic growth. An attempt to implement a very gradual adjustment 
policy would intensify the risks of failure and increase the efforts re
quired on the economic and social fronts. The experience of late 1984 and 
early 1985 shows how easily ground may be lost with a policy that attempts 
to distribute gradually the costs of adjustment over time. 

In this context, the question arises as to which should be the policy 
guidelines to be put into effect immediately with a view to attaining the 
economic program's objectives as quickly as possible. 

a. Fiscal policy 

In the fiscal area, as noted earlier, a deceleration of the adjust
ment process is perceptible from mid-1984. Despite the recovery in eco
nomic activity, the Federal Government's uncommitted revenues have 
diminished. This is due in part to the granting of incentives to 
business--such as accelerated depreciation--and the extension of the zero 
rate regime to a variety of products in the value-added tax. There are 
also indications of increased tax evasion, particularly as regards the 
value-added tax, owing to abuses in the system governing small taxpayers. 
Furthermore, available Federal revenue has also been affected in recent 
years by a large increase in the revenues earmarked for state and local 
governments. These are all areas in which changes could be made that 
would result in strengthening tax receipts. 

With regard to the revenue of the parastatal institutions, while an 
important endeavor was made to update prices of goods and services 
provided by the public sector in 1983 and 1984, the process was attenuated 
during 1985. Insofar as the inflation rate has exceeded the original 
budget projections, many prices for public sector goods and services are 
out of date. The same may be said of the preferential interest rates 
applicable to credits granted by the development banks and official 
trust funds. It is therefore necessary to have a more flexible policy for 
the revision of prices and preferential interest rates, in order to avoid 
further fiscal gaps and new distortions in relative prices. 

With regard to expenditures, since mid-1984 a marked acceleration has 
been noted in the rate of increase of "programmable" expenditure. Federal 
Government transfers have grown particularly strong--not only transfers to 
the rest of the public sector but even more so those going outside the 
consolidated public sector. The Federal Government's current transfers 
increased by 170 percent in the first half of 1985 compared with the same 
period in 1984, and their proliferation has been such that the number of 
recipients is very large. Other spending items which also showed consider
able growth in real terms from January to June 1985 are investment in 
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capital goods, capital transfers, and wages and salaries. Any fiscal ad
justment strategy adopted in the near future will need to include very 
substantial cutbacks in "programmable" expenditures, over and above those 
already announced during the course of this year. In view of the magni
tude of the cuts required and the associated budget control difficulties, 
the cuts should be made by programs, and this entails substantial changes 
in sectoral policies. 

Interest expenditure, on the other hand, has not occasioned wide 
deviations in total spending in the first half of 1985, since it shows a 
growth in nominal terms of only 35 percent on a cash basis and 30 percent 
on an accrual basis compared with the same period in 1984. Interest pay
ments in the second half of 1985 will certainly exceed those of the first 
half, but their magnitude will depend on the inflation profile and the 
corrective measures adopted in monetary and fiscal policies. It may be 
noted that, while interest on domestic debt represents an important share 
of total public sector expenditure, that sector continues to pay an actual 
rate of interest that is negative in real terms on its overall domestic 
debt; only in the placement of government securities (CETES) has the real 
rate of interest become highly positive in recent months. Public sector 
interest payments as a share of GDP have decreased from the equivalent of 
more than 12-1/2 percent in 1983 to less than 10-1/2 percent in 1985, and 
would tend to decrease more than proportionally if inflation were to 
decelerate considerably. 

Although the fiscal results for the first half of 1985 differ from 
those projected in the fiscal program, they would not seem at first sight 
to lead to a totally unmanageable situation if the additional spending 
cuts mentioned above are taken into account. But the deficit observed in 
July and August (months for which revenue expenditure information is still 
incomplete) indicates the existence of a much larger fiscal deficit which, 
if not tackled very soon, would result in financing needs for the year 
that might amount to Mex$4 billion. If a deficit of this magnitude were 
to materialize it would exert tremendous pressures on the domestic infla-

'tion rate and the exchange rate. In the present situation of the Mexican 
economy, financing a deficit of this size would result in a serious 
rekindling of inflation, possibly to more than 70 percent. 

In terms of fiscal policy strategy for the immediate future, there
fore, two important questions must be resolved. First, what can be done 
between now and the end of the year to ensure that a fiscal deficit of 
this magnitude does not arise? Second, what guidelines should be observed 
for fiscal policy in the preparation of the 1986 budget? 

With regard to the first question, while a series of budget cutback 
measures has indeed been adopted in the course of the year, there is no 
precise estimate of the extent to which these cuts can have a significant 
impact on the traditional seasonality of the deficit--which normally has 
resulted in a very heavy growth of financing needs in the last quarter of 
the calendar year. The spending cuts announced since the beginning of the 
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year are considerable in amount, but it is not clear how much they repre
sent an effective decrease in the rate of expenditure to be effected, and 
how much they represent a diminution of the potential spending authorized 
in the budget. Also unknown is to what extent these cuts affect only the 
execution of this year's budget but have a lesser impact on future years. 
Furthermore, the July and August deficit figures would seem to indicate 
that there have been other increases in spending which have more than 
offset the cuts actually implemented. There is no doubt that the 
rekindling of inflation and the prevailing uncertainty have increased the 
nominal interest payments on domestic debt over and above those pro
grammed. This factor, together with the deterioration in oil revenue, has 
increased the deficit, but the impact of these variables is not sufficient 
to explain the fiscal deterioration observed. It would therefore appear 
that the programmable expenditure being executed has continued to accel
erate in recent months, and that the delay in adjusting controlled prices 
and preferential interest rates is generating increasingly large subsidies 
which are heavily burdening the financing needs of the public sector. 

Without a doubt, immediate additional spending cuts can and must be 
considered in the context of any adjustment program, both for the coming 
year and for the remaining months of this year. But taking into account 
the mechanics of implementation and the lags in expenditure, the impa~t of 
most cuts to be introduced in the next three months would not become ap
parent until the coming year. This being so, the brunt of the short-term 
impact would need to be borne by the correction of controlled prices and 
by other measures of an administrative type that help reinforce tax 
revenue immediately. It is true that sizable adjustments in public prices 
will tend to affect the price index, but the resulting inflation would be 
corrective. On the other hand, if these adjustments were not made infla
tion would swell up again in any event on account of the size of the defi
cit to be financed. 

As regards the guidelines for the 1986 budget, the availability of 
noninflationary resources considerably restricts the size of the finan
ciable deficit. To obtain a really substantial reduction in inflation 
next year, the deficit should not exceed more than 2 to 2-1/2 percent of 
GDP. This would mean a deficit for 1986 which in nominal terms would 
probably be less than half that expected for 1985. 

In view of the current balance of payments situation and the pre
vailing uncertainty on the oil market, available external resources should 
be used to reconstitute the international reserve position. If a sizable 
reduction of inflation is· to be obtained next year, a bold fiscal policy 
is required, one that brings the major adjustment measures into play from 
the beginning of the program. 

The alternative to the strategy outlined above would be one in which 
inflation is reduced over a longer period through spending cuts that ini
tially would seem less important, and by moderate increases in the prices 
for public services. There are at least four objections to this gradual
ist approach. First, its credibility would be doubtful in light of the 
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experience of the last year and a half. Secondly, the risks of failure or 
deviation would be greater in the event of any exogenous disturbances 
materializing during its implementation. Thirdly, the extent of nonfinan
cial expenditure in real terms would be less in a situation of a slower 
reduction of inflation. Fourthly, the efforts required on the social and 
political fronts would probably be greater with a slower progress in the 
fight against inflation. 

b. Monetary and credit policy 

The Bank of Mexico's credit has increased too strongly since the end 
of 1984. Although this expansion of credit reflects to a large extent the 
slippage in the fiscal deficit, at the same time there is a large element 
of excessive growth of credit to the private sector. Against such a 
strong expansion of overall credit, exchange and interest rate measures 
were inadequate to induce greater financial saving and avert a consider
able loss of international reserves in the first seven months of the year. 

These developments raise doubts about the efficacy of the measures 
adopted with regard to monetary regulation and the reserve requirements. 
From mid-March this year the Bank of Mexico undertook certain monetary 
regulation operations with a view to reducing the volume of credit in the 
system so as to arrest the loss of reserves that had begun in December 
1984. These operations were planned on the basis of a projected public 
sector deficit that was much smaller than that actually executed. The 
results obtained by the regulatory measures were more than offset by the 
larger deficit and a net withdrawal of banks' resources held in the 
Central Bank. The withdrawal occurred despite the measures taken to 
freeze the banks' supplementary reserve deposits as of December 1984. 
Consequently, and in the absence of complementary measures to control 
credit and changes in the exchange rate, the loss of reserves continued at 
an accelerated pace. 

A scheme was recently established for channeling funds captured by 
the banks into purchases of government securities for the equivalent of 
70 percent of the marginal funds attracted, which leaves only about 
15 percent of such marginal funds available for lending to the private 
sector. If continued for long, this scheme entails a "crowding out" of 
the private sector that will have negative effects on the level of activi
ty. In a situation of a very large fiscal deficit, inasmuch as the 
Central Bank has to honor the Treasury's overdrafts, the growth of credit 
will be dictated by the size of the deficit, and the Bank of Mexico will 
be powerless to counter it. 

In the implementation of interest rate policy, contrary to the 
situation prevailing in 1983 and much of 1984, distortions have been 
generated by the spread that has appeared between banks' deposit rates and 
the CETES rate. This spread has affected the structure of financial 
saving, decreasing the funds attracted by banks and reducing the role of 



'. 
-8-

the commercial banks in the financial intermediation process. The pres
sure derived from a higher deficit which makes increasingly large place
ments of government paper obligatory has also contributed to pressures on 
the lending rates charged by banks in their unrestricted portfolio as they 
try to balance the yields qf their overall portfolio. In this situation, 
it would be advisable to re-examine the interest rate policy, either with 
a view to liberalizing the banks' deposit rates, or to make those rates 
more readily adjustable in line with the rates for other financial instru
ments. An increase in the deposit rates, in itself, would not necessarily 
lead to a large increment in interest payments on the domestic public 
debt, if that increase were to engender a substantial expansion in the 
growth of the real financial resources of the economy. In any case, the 
re-examination of the interest rate policy should take place in conjunc
tion with a bold anti-inflationary program. We believe that the response 
in terms of private saving would result in lower real rates of interest 
within a relatively short period. 

Another factor that has contributed to the distortion of capital 
market operations has been the rapid growth of credit operations, at a 
preferential rate, of official trusts and development banks. These 
operations--apart from generating large-scale subsidies whose total amount 
is hard to identify a priori, and which have to be financed directly or 
indirectly by the Treasury--produce distortions in the allocation of 
financial resources. At times of credit restriction, users normally seek 
out the cheapest source of credit. But the real cost of "financial inter
mediation" is not accurately measured, and it is doubtful whether the dis
tribution of financial resources resulting from this activity is 
consistent with the objectives of efficiency and growth. We think it 
would be in order to evaluate these activities in depth within the global 
context of economic and fiscal policy, and that the interest rates appli
cable under these programs should be related to the real cost of the re
sources. In any case, the total amount of the resources and subsidies 
involved in these activities should be determined in the context of the 
~verall budget exercise. 

c. Exchange policy 

In the face of the developments described above, exchange policy did 
not appropriately protect the balance of payments in the first half of 
1985. There was an appreciation of the real exchange rate and a substan
tial loss of reserves. The exchange policy was recently modified to make 
it more flexible, to assure free access to the exchange market, and to 
more than compensate for the competitiveness lost since the beginning of 
the year. All of these measures are important and aimed in the right 
direction. Nevertheless distortions continue to exist in the exchange 
system. 

The existence of a spread between the exchange rates of the two ex
change markets partly reflects uncertainty on the part of the public re
garding economic policy. This differential is an incentive to evade the 
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surrender requirements to the controlled market and introduces inefficien
cies and distortions in the allocation of resources. Maintaining a dual 
market implies that when the spread tends to widen the Central Bank is 
ready to support the exchange rate on the controlled market by using the. 
foreign currency surplus of the public sector or its international 
reserves. Recently the foreign currency surplus of the public sector has 
been affected by the fall in international petroleum prices, and the 
international reserves have decreased, thus reducing the central bank's 
ability to intervene. Moreover, aggregate demand pressure continues and 
it is not expected to decrease in the short run. Under these circumstan
ces it will be necessary to seek an early unification of the two markets, 
without restrictions as to access, allowing the exchange rate to adjust 
freely. 

It has been argued that these circumstances might induce an accelera
tion in the repayment of the external private debt. However, the extent 
of this repayment will depend on how flexible the management of the ex
change rate is, and on the degree of liquidity in the economy. The stabil
ity and level of the exchange rate, in these circumstances, will depend on 
the quality of supporting economic policies. The exchange rate policy 
cannot be a substitute for the correction of the internal imbalances, 
hence the urgent need to resolve the fiscal problem and to control credit 
policy. 

d. Commercial policy 

Progress in implementing the original objectives of trade policy was 
slow through the end of 1984. It has been recognized that the lack of 
progress in this area contributed to prevent a faster reduction in the 
rate of inflation and scaled down the recovery in economic activity and 
the growth of exports. However, a series of measures taken in recent 
months mark an important change in this trend. These measures, which in
clude the restructuring of the import tariff schedule, the elimination of 
the requirement of prior permits for a large proportion of imports, and the 
introduction of DIMEX, represent key steps for attaining the structural 
reform objectives contemplated in the program. The trade liberalization 
process is an extremely important instrument for achieving greater effi
ciency in the Mexican economy and the sustained growth of nonpetroleum 
exports--a matter which is becoming increasingly urgent because of the un
certainty surrounding petroleum exports. It is not possible yet to make a 
quantitative assessment of the impact of the recent trade liberalization 
measures. This, however, will largely depend on the effective implementa
tion of the measures. In particular, it will be necessary to make sure 
that the setting of official prices, the modification in the tariff sched
ule, and the antidumping measures do not invalidate, in a concealed form, 
the opening up of trade. 

Undoubtedly this process will need to be intensified and consoli
dated. The rationalization of trade policy should seek to reduce the dis
persion in the tariff rates and to continue advancing in the process of 
reducing effective protection with a view to eliminating distortions that 
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may still exist. Likewise, it would be advisable to extend the exemption 
from import permits to final products and to repeal the external financing 
requirements for capital imports, as this requirement introduces an un
necessary rigidity in the investment process. Another area that should be 
carefully reviewed is the public sector procurement program; the guide
lines that prevail in this area introduce an element of excessive protec
tion which may result in the generation of new inefficiencies and 
distortions in the economy resulting, at the same time, in higher costs 
for the public sector. 

e. Evolution of wages, salaries, and employment 

During 1983 the moderate increases in wages and salaries made a very 
important contribution to the adjustment process and to the maintenance of 
the level of employment. However, in 1984 and the first half of 1985 the 
increases in minimum wages aimed at restoring the .loss in purchasing power 
of the immediately preceding period. The problem with wage increases of 
this kind is that they introduce a certain rigidity in the price system 
and are liable to erode gains in competitiveness achieved through the ex
change rate policy. Certainly the only protection that can be given to 
the purchasing power of wages is that of controlling inflation and thereby 
attacking the causes of internal imbalances that cause it. But any wage 
system whose aim is to.index wages to prices, whether by more frequent 
increases in nominal wages or by means of other more formal indexing sys
tems, tends to create rigidities in the reduction of inflation and to ham
per the adjustment process. Given the importance of reducing inflation as 
quickly as possible, wage adjustments need to be made with a view to the 
future and have to be consistent with the desired goals with respect to 
inflation and employment. 

Conclusion 

The foregoing analysis identifies the main problems found in imple
menting the economic program, and provides certain guidelines on possible 
courses of action for economic policy in the immediate future for the 
achievement of the initial objectives of the program. There is no doubt 
that the efforts made have been substantial and the results significant; 
it is thus important for this effort not to vanish. Therefore, the ad
justment process should be strengthened and rapid action taken to avoid 
greater damage. 

The main problem continues to be the need for fiscal adjustment, and 
this could only be achieved with an in-depth structural reform of public 
expenditure. In the absence of this reform, all other measures will be 
insufficient to reduce the basic imbalances. Without a doubt, cuts in 
public spending should be accompanied by appropriate tax, monetary, ex
change, and trade policies. However, most of the weight of the adjustment 
will have to fall upon the rationalization of public sector activities. 
Only thus will it be possible to lay the foundations of sound and sus
tained growth. 
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' 

LADIES AND GENTLEMEN, 

WE ARE HERER THIS MORNING TO MARK THE SIGNING OF MULTIYEAR 

RESTRUCTURING AGREEMENTS FOR APPROXIMATELY 20 BILLION DOLLARS OF 

THE MEXICAN PUBLIC SECTOR DEBT MATURING FROM 19.85 TO 1990. THIS 

SIGNING WILL LEAD TO THE CONCLUSION OF A COMPLEX PACKAGE DESIGNED 

TO ESTABLISH AN ADEQUATE PROFILE MORE IN LINE WITH MEXICO'S FUT~~~ 

DEBT SERVICING CAPACITY. TOGETHER WE HAVE SHOWN THAT THROUGH 

MUTUAL COOPERATION WE CAN ACHIEVE A GREAT DEAL IN MOVING TOWARDS 

THE SOLUTION.OF THE DEBT PROBLEMS. IN THIS RESPECT, I EXTEND ODR 

APPRECIATION TO THE INTERNATIONAL BANKING COMMUNITY • 

.. 
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AS MENTIONED, WE ARE TAKING ALL THE NECESSARY STEPS IN ORDER 

TO FOSTER AN EXPORT ORIENTED ECONOMY, BUT WE MUST ALSO 

RECOGNIZE THAT A NUMBER OF FACTORS IN THE INTERNATIONAL ARENA 

CONTINUE TO MILITATE AGAINST SUCH EFFORTS BY MEXICO AND OTHER 
-----·----------------

DEVELOPING COUNTRIES. 

AMONG THESE, WE SEE SIGNS OF A SLOWDOWN IN THE U.S. ECSNOMY WHICH 

WILL ADVERSELY AFFECT OUR EXPORT PROSPECTS;" WE CONTINUE TO SEE A 

HIGH U.S. BUDGET DEFICIT THAT IS CAUSING VERY HIGH REAL INTEREST ----- -·-- --
/' l 

RATES; THE RESLUTING STRENGTH OF THE U.S. DOLLAR CONTINUES TO 
,,,- ~----------- --- --· ·- --~--. -·-···- . ----···-·-· - -· 

AFFECT THE DOLLAR PRICE OFINTERNATIONALLY TRADED COMMODITIES AND 

HAS GIVEN RISE TO THE HIGHEST TRADE DEFICIT IN U.S. HISTORY; THI~ 

IN TURN IS NOW CREATING DEMANDS FOR INCREASED PROTECTION FOR 

THE DOMESTIC INDUSTRIES OF THIS COUNTRY. ON THE OTHER HAND, 

WE ARE STILL CONSTR/1.INED BY THE LIMITED AVAILABILITY AND ACCESS 

TO MULTILATERAL AND BILATERAL SOURCES OF FUNDS - WHICH CANNOT 

FILL THE VACUUM LEFT BY THE INTERNATIONAL BANKING COMMUNITY. AS 

<] TO THE BANKS THEMSELVES, NOT ONLY ARE THEY~ROVIDING NEW 

4 

MONEY ON A VOLUNTARY BASIS, BUT SOME OF THEM SEEM TO BE TRYING TO 

REDUCE T~EIR PRESENT.EXPOSURE TO LATIN AMERICA BY THE MOST IMAGINATIVE 

MEANS. 

FURTHERMORE, THE REGULATORY ENVIRONMENT PLACES AN ADDITIONAL CONSTRAINT 

ON THE REACTIVATION OF MUCH NEEDED NEW CREDIT FLOWS. WE MUST SEEK A MOR! ·--------------- ··---··· - --------------
FLEXIBLE REGULATORY ENVIRONMENT WHICH WILL PERMIT A RENEWED FLOW OF :-:::;:-~ 

I 

COMPATIBLE WITH OUR NEW DEVELOPMENT NEEDS. 
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AS WE LOOK TO THE FUTURE, WE CANNOT - AND MUST NOT - ALLOW HAPHAZARD 

CIRCUMSTANCES TO DICTATE THE EXTENT OF NEW MONEY' FLOWS; WE MUST PLA!;, 

ORGANIZW AND ENSURE THAT SUCH NEEDED FLOWS ARE READILY AVAILABLE. 

FOR THAT, A CONCERTED ACTION IS A NECESSARY REQUIREMENT IN SUPPORT 

OF THE ECONOMI-C-.EFFORTS BE DEVELOPING COUNTRIES. THINGS 
. -------------

WILL NOT HAPPEN BY THEMS°ELVES: WE MUST MAKE. THEM HAPPEN. 

THIS SHOULD NOT OBSCURE THE FACT, THAT MEXICO AND ITS LENDERS -

PARTICULARLY THE COMMERCIAL BANKS - HAVE MADE SUBSTANTIAL PROGRESS 

IN STEERING AWAY FROM THE CRISIS ATMOSPHERE THAT SURROUNDED US AT 

THE END OF 1982. 

YET WE MUST ALSO EXPRESS OUR CONVICTION THAT A DURABLE AND SUSTAINABLE 

SOLUTION OT THE PROBLEMS CONFRONTING THE EXTERNAL FINANCES OF MEXICO 

AND OTHER LATIN AMERICAN COUNTRIES RESIDES NOT MERELY IN AGGANGEMENTS 

BETWEEN DEBTOR COUNTRIES AND BANK CREDITORS BUT IN A MORE COMPREHENSlVE 

APPROACH TO THE INTERRELATED CONCEPTS OF TRADE, FINANCIAL AND 

ECONQ~·~IC RELATIONSHIPS WITH THE MAJOR INDUSTRIAL CO{JNTRIES. 

IN ORDER TO FIND THE BEST SOLUTIONS, WE MUST WORK MORE TO NARROW THE GAP 

~WHICH EXISTS TODAY WITH RESPECT TO THE DIAGNOSIS OF THE SITUATION. 

MOST OECD COUNTRIES ARE TELLING IS THAT THE DEBT PROE!..E!i: CAN BE 

SOLVED BY THEIR GROWTH, OUR ADJt}STMENT AND OPEN BORDEF.S, 
!, 
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WE BELIEVE THESE CONDITIONS ARE NOT OCCURING AND FURTHERMORE, ARE NOT 

SUFFICIENT. MORE FACTORS HAVE TO BE LOOKED AT. THE WHOLE QUESTION OF 

TRADE HAS TO BE REEXA.11,!!~~p BOT~_IN THE PRICE OF OUR ~-~TS AS WELL AS 

IN THEIR ACCESS TO FOREIGN MARKETS. THE CRITICAL AREA OF THE RESUMPTION 

OF CREDIT· FLOWS TO DEVELOPING COUNTRIES ALSO HAS TO BE FOCUSED ON WITn 

RENEWED INTEREST. FORMULAE WHICH INSURE THAT WE CAN RESUME AND 
.-------·---~-------------

MAINTAIN ADEQUATE GROWTH LEVELS AND SERVICE OUR DEBT HAVE YET TO BE. 

AGREED UPON. 
~ 

THE SIGNING OF A MULTIY~AR RESTRUCTURING AGREEMENT IS AN IMPORTANT 

STEP FORWARD. THIS TYPE OF AGREEMENT IS PREDICATED UPON TWO FUNDAMENTi,.L 

PRINCIPLES: FULL PAYMENT OF INTEREST AND NEW NET MONEY FLOWS. 

HOWEVER, IF ONE OF THE ASSUMPTIONS DOES NOT HOLD, NEITHER WILL THE OTHER. 

WITH BANK CREDIT FLOWS MOVING AWA RATHER THAN RETURNING, COUNTRIES CANNOT 

BE EXPECTED TO PAY THEIR FULL INTEREST BILL AND GROW AT NECESSARY LEVELS. --------------------------------·-
SOMETHING HAS TO GIVE AND GROWTH.HAS ALREADY TAKEN THE BRUNT OF THE ------------- ··- . 

IN SOME COUNTRIES, EXISTING REGULATIONS EVEN PENALIZE NEW CREDIT 

ALLOCTIONS TO OUR AREA BY THE IMPOSITION OF STIFF AFTER-TAX RESERVE 

REQUIREMENTS OR THE CATEGORIZATION OF NEW LOANS IN WAYS THAT SUGGEST 

THEY CAN NOT BE CARRIED AT FACE VAL~E. THIS IS INCONSISTENT WITH 

OUR EARLIER ASSUMPTIONS OF HOW THE \•;ORLD WOULD BE. 
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• 
. THE RECENT RENEWED INTEREST IN THE DEBT MATTER IS NOT ACCIDENTAL. 

WE ARE TALKING ABOUT THE POTENTIALLY MOST EXPLOSIVE DEVELOPMENT 

ISSUE OF OUR TIMES. IN INDUSTRIAL COUNTRIES, IT MAY BE SEEN AS A ----.------~--~~-
PURELY FINANCIAL OR ECONOMIC ISSUE. IN DEBTOR COUNTRIES, IT IS 

SEEN AS A SERIOUS POLITICAL AND SOCIAL ISSUE. WHEN REAL INCOME 

IS FALLING OR JOBS ARE LOST, WHILE REAL TRANSFER OF RESOURCES ARE· 

NEGATIVE, DEBT BECOMES A CRITICAL MATTER IN WHICH LONG TERM GAINS 

ARE NOT NECESSARILY BALANCED WITH SHORT TERM SACRIFICES. 

WE HAVE REPEATEDLY STATED THAT RESTRUCTURING OUR PRINCIPAL 

PAYMENTS IS A VERY IMPORTANT STEP, BUT NOT THE SOLUTION TO THE 

DEBT CRISIS. WE MUST GO THROUGH THE NECESSARY STAGES BEFORE THE -------CONSENSUS IS CREATED THAT WILL ALLOW :B'.IRTHER PROGRESS ON THE ISSUE. 

WE HAVE ALSO WARNED REPREATEDLY AGAINST THE CREEPING SENSE OF. C0}1PLACENCY ---------- }. ....._,_ 
TH~ THESE EVENTS CREATE, ~SPECIALLY IN OFFICIAL SPHERES:IN 

DEVELOPED COON.TRIES. 

TODAY WE MARK THE END OF A STAGE, BUT ALL ENDS MARK THE BEGINNING 

OF A NEW EFFORT. 

IN THIS NEW EFFORT, COOPERATION BETWEEN BANKS AND DEBTORS 

WILL.NO LONGER BE ENOUGH. IT WILL NOT YIELD THE RIGHT COMBINATION 

OF GROWTH AND DEBT SERVICING CAPACITY. THE REGULATORS AND THE 

GOVERNMENTS MUST NOW PLAY AN ACTIVE ROLE. 

WE MUST SEEK MORE EFFICIENT, MORE AUTOMATIC, LESS DISCRETIONARY ------------ .. --......... --.----.,...,-

ARRANGEMENTS. M~LTIYEAR RESTRUCTURINGS SHOULD BE COUPLED EITHER ----WITH THE AVAILABILITY OF NEW MONEY ON A VOLUNTARY BASIS OR, IN ITS 

ABSENCE, WITH MULTIYEAR NEW MONEY COMMITMENTS BY LENDERS. 
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OTHER AVENUES TO BE EXPLORED, DEPENDING ON THE SPECIFIC CIRCUMSTANCES 

OF EACH COUNTRY, ARE THE PARTIAL CAPITALIZATION OF INTEREST PAYMENTS IN 

ACCORDANCE WITH PREVIOUSLY AGREED-UPON MACROECONOMIC GOALS. THE ·-
DISCUSSIONS ABOUT MULTILATERAL FIANACIAL INSTITUTIONS NOT ONLY AS 

PROVIDERS OF CREDIT WITH ENLARGED CAPITAL BASES, BUT ALSO AS 

G~QRS OF C~~_s::-~,?µ, LOANS_THROUGH A MORE FLEXIBLE USE IF THEIR 

GEARING RATIOS. 

THIS IS OUR BLUEPRINT FOR FUTURE ACTION. E HOPE AND EXPECT WE c;..!·; 

CONTINUE TO SEEK THESE SOLUTIONS IN A CONCERTED FASHION, AS WE HAVE 

IN THE PAST. 

THE SENSE OF URGENC? IS CLEARLY THERE. THE NON-CONFRONTATIONAL ·,, \ 

PATH IS OBVIOUSLY THE MOST PRODUCTIVE AND FRUITFUL~ IT. IS THE 

PATH WE MUST FOLLOW. 
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JESUS SILVA HERZOG, MINISTER OF FINANCE AND PUBLIC CREDIT, 
REQ_LIESTS THE PLEASURE OF YOUR COMPANY AT A RECEPTION TO 
CELEBRATE THE SIGNING OF DOCUMENTATION TO IMPLEMENT THE LAST 
PORTION OF THE FINANCING PRINCIPLES FOR THE UNITED MEXICAN 
STATES ON THURSDAY, AUGUST 29, 1985 FROM 7:00 P.M. TO 9:00 

MR. S.COLLINSC 

P.M. AT THE RACQUET AND TENNIS CLUB, LOCATED AT 370 PARK AVENUE 
<BETWEEN 52ND AND 53RD STREET> SECOND FLOOR. 

REGARDS, 

MEXICAN MINISTRY OF FINANCE AND PUBLIC CREDIT 
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DRAFT TELEX 8/28/85 

MR. JESUS SILVA HERZOG 
MINISTER OF FINANCE AND PUBLIC CREDIT 
MINISTRY OF FINANCE 
MEXICO 

THANK YOU FOR YOUR TELEX OF AUGUST 24 INVITING THE 

MANAGING DIRECTOR TO A RECEPTION ON THURSDAY, AUGUST 29. 

THE MANAGING DIRECTOR REGRETS THAT DUE TO OTHER 

ENGAGEMENTS HE WILL NOT BE ABLE TO ACCEPT YOUR KIND 

INVITATION. 

REGARDS. 

RICHARD D. ERB 
~G~F'tf.i:Y MANAGING DIRECTOR 

. , ~NTERFUND 
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(A) THE 1983 USDOLLARS 5 BILLION CREDIT AGREEMENT 
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CB) THE 1984 US DOLLARS 3. 8 BILLION CREDIT AG._REE

MENT FOR THE-UNITED MEXICAN STATES 
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FROM: RICHARD D. ERa, ACTING MANAGING DIRECTOR 

INTERNATIONAL MONETARY FUND 

I REFER TO THE TELEXES DATED FEBRUARY 18, 1983 ANO 

APRIL 9, 1984 WHICH THE MANAGING DIRECTOR OF THE INTERNA-

TIONAL MONETARY FUND SENT TO THE BANKS TO BE PARTY TO THE 

1983 USDOLLARS 5 BILLION CREDIT AGREEMENT AND THE 1984 

7 
USDOLLARS 3.8 BILLION CREDIT AGREEMENT FOR THE UNITED 

6 
MEXICAN STATES AS BORROWER. BOTH TELEXES SUMMARIZED THE 

5 
PHASING OF THE PURCHASE (DISBURSEMENT) SCHEDULE FOR 

4 
MEXICO UNDER THE EXTENDED ARRANGEMENT FOR MEXICO APPROVED 

3 
BY THE EXECUTIVE BOARD OF THE INTERNATIONAL MONETARY FUND 

2 ON DECEMBER 23, 1982. BOTH TELEXES INDICATED THAT THE 
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PHASING OF THE PURCHASES IN 1985 WAS TENTATIVE ANO THE 
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EX OF APRIL 9, 1984 SPECIFICALLY INDICATED THAT THE 
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PURCHASES IN THE THIRD YEAR OF THE EXTENDED 

RRANGEMENT WOULD BE DETERMINED IN THE CONTEXT OF THE 

EVIEW OF MEXICO'S ECONOMIC PROGRAM FOR THE THIRD YEAR OF 

EXTENDED ARRANGEMENT. 

I WISH TO INFORM YOU THAT AT THE MEETING OF THE 

BOARD ON JUNE 7, 1985 THE PHASING OF THE PUR

THE THIRD YEAR OF THE EXTENDED ARRANGEMENT WAS 

ETERMINED AS FOLLOWS: 

SDR 295.8 MILLION ON JUNE 7, 1985 

s SDR 302.6 MILLION ON AUGUST 20, 1985 

1 SDR 302.6 MILLION ON NOVEMBER 20; 1985 

a SDR 302.7 MILLION ON FEBRUARY 20, 1986 

5 REGARDS, 

4 RICHARD D. ERB 

3 ACTING MANAGING DIRECTOR 
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MONETARY FUN >'AR"i" 

1985 'AUG -8 PM SrcP.9 The Acting Managing Director DATE: August 7, 1985 

OFFICE Cf • 
THE MANAGING DIRECfifuOM. 

E~10~ /J~ 
Eduardo Wiesner and Manuel Guitian · V~t.,l;v-

SUBJECT: Mexico: Draft of Information Notice on Modifications of 
Exchange and Trade System 

Attached for your consideration and approval is a draft of a 

note informing the Board of recent modifications in.Mexico's exchange 

and trade·system. No Board action is requested at this time. 

In addition to ourselves, this note has b~en reviewed by tbe 

following Departments: 

Exchange and Trade Relations: 

Legal: 

Western. Hemisph~re Department: 

Attachment 

cc: The Managing Director (o/r) / 
Mr. Nicoletopoulos 
Mr. Collins 

Mr. Quirk 

Mr. Ogoola 

Mr. Beza 
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INTERNATIONAL MONETARY FUND 

MEXICO 

Modifications of Exchange and Trade System 

Prepared by the Western Hemisphere Department and. 
the Exchange and Trade Relations Department 

(In·consultation with the Legal Department) 
f:. .u..::>__::_ ~ 

Approved by E. Wiesner and Manuel Guitian 

August.;._, 1985 

The Mexican autqorities have informed the Fund about a number of 

measures that have been adopted recently, several of .which involve 

modifications to the exchange and trade system. These measures are 

" summarized below. 

1. Exchange system 

On July 11, 1985.the so-called "free" exchange market was 

abolished. Up to that date, three exchange rates!/ had been in effect 

in.Mexico: (1) a controlled rate, at which about 80 percent of Mexico's 

external transactions were conducted, 2/ (2) an officially set "free 

1/ Several other special rates had been introduced in December 1982 
in;olving forward cover contracts for the settlement of specified 
medium- and long-term obHgations abroad but the transactions eligible 
to benefit from those rates have now been concluded (EBS/85/123, 
5/13/85, p.39, footnote 1). · 

2/ Operations channeled through the controlled exchange market 
include: all merchandise export receipts in excess of Mex$200,000; 
payments for virtually all imports; payments by in-bond industries for 
wages, salaries, rent and the purchase of Mexican goods and services, 
other than real estate; royalties for the use of foreign technology; 
payments of principal and interest on registered debt by the public and 
private sectors; payments for the Mexican foreign service and 
contributions to international organizations; and other transactions 
specifically authorized by the Secretariat of.Finance and the Bank of 
Mexico •. 

'·· . : 
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market" rate that was managed by the commercial banks and that covered 

transactions not authorized through the.controlled market (access to 

this market has been subject to limitations from time to time}, and (3} 

a parallel market rate.·· The parallel market rate gained official 

recognition on June 5, 1985, (Buff Statement 85/99}; on that date, the 

authorities announ·ced new rules for the operation of exchange houses and 

commercial banks were authorized to operate in the parallel market 

through exchange houses. Under the new regime announced on July 11, 

1985, purchases and sales of foreign exchange for transactions other 

than those conducted at the controlled market rate are to take place at 

the parallel market.rate. 

From March 6, 1985 through July 11, 1985 the exchange rate of the 

Mexican peso in terms of the U.S. dollar in both the controlled and the 

"free market" had been depreciated in relation to the U.S. dollar by 

Mex$0.21 per day. The rate 'in the parallel market fluctuated freely in 

response to market forces. On July 10, 1985 the mid-point exchange rate 

of the Mexican peso vis-a-vis the U.S. dollar was Mex$230.1 per U.S. 

dollar in the controlled market, Mex$248.7 per U.S. dollar in the "free 

market," and Mex$317 per U.S. dollar in the parallel market. 

The exchange rate in the controlled market continued to be 

depreciated in relation to the U.S. dollar by Mex$0.21 per day in the 

period from _July 11, 1985 to July 24, 1985. On July 25, 1985 the 

authorities announced a 17_ percent devaluation, moving the mid-point 

rate in the controlled markei from Mex$232.8 to Mex$279.7 per U.S. 
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dollar. On t.hat date the average rate in the parallel market dropped 

from Mex$366 per U.S. dolla~ to Mex$356 per U.S. dollar. The value of 

the peso contiriued to be adjusted by Mex$0.21 per U.S. dollar a day 

until August 4, 1985. 

On August 5, 1985 a new system of managed floating for the 

controlled market came into effect. Under this system, the exchange 

rate is to undergo daily unspecified adjustments, not necessarily equal 
.-

in amount, which will be made on the basis of, inter alia, the following 

factors: (a) the demand and supply for foreign exchange in the 

controlled market; (b) the objective of obtaining adequate levels of 

international reserves; (c) the movements of domestic and foreign 

prices; .and (d) movements in other exchange rate·relationships. Parties 

eligible to utilize the controlled market can choose to complete the 

transaction at a retail rate, agreed between those parties and the 

financial institutions authorized to operate in this market, or at the 

"equilibrium exchange rate" of the day. An "equilibrium exchange rate" 

will be determined for the controlled market each day at a fixing 

session at the Bank of Mexico, where representatives of the various 

financial institutions opera.ting in this market will exchange bids for 

purchases and sales of foreign exchange; the Bank of Mexico also may 

submit bids in these sessions. For transactions exceeding US$50,000, 

the parties .concerned may make completion of the transaction contingent 

on the equilibrium exchange rate achieving a particular minimum or 

maximum value~ Offices and agencies of the public administration must 

carry out foreign exchange transactions directly with the Bank of Mexico 

at average exchange rates, corresponding to specific periods, calculated 

.:,· .·.· 
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on the basis of.the "contr.olled market equilibrium exchange rate." On 

August 5, the ·"controlled market equilibrium exchange rate" was 

Mex$282.30 per ·u.s. dollar, the average retail rate was Mex$282 per U.S. 

dollar, and.the spread between the exchange rates in the controlled 

market and the parallel rate was about 22 percent. 

The changes fn the exchange system referred to above involve 

modifications of the multiple currency practices described in 

EBS/85/123, and discussed by the Executive Board on June 7, 1985 at the 

time of the last Article IV consultations and the approval of the 

program for the thir4 year of the extended arrangement for Mexico. The 

modifications to Mexico's multiple currency practices fall within the 

purv~ew of paragraph 4(e)(ii) of the extended arrangement for Mexico 

approved by the Fund on December 23, 1982, as amended, and are thus 

subject to approval by the Executive Board under Article VIII. 

2. Trade system 

On July 25, 1985 the Mexican authorities announced that the process 

of eliminating import permits, and their replacement by protection 

through tariffs, was being accelerated. The requirement for import 

permits is being abolished 'for 3,604 items (representing some 37 percent 

of the value of 1984 imports), thereby raising the total number of items 

free from import permit to 7,159 (61 percent of total 1984 imports). 

Thus, the proportion of total imports free from import permit will now 

exceed the 35 to 45 percent that had been envisaged for end-1985 in the 

letter of intent describing the economic program for the third year of 

the ·extended arrangement (EBS/85/70, p.8, paragraph 19). With this 
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change, 909 items .will remain subject to import permit, involving 

mainly: agricultural food.products; industrial products subject to 

special manufacturing agreements; raw materials for the pharmaceutical 

industry; final products in the computer, telecommunications and tool 

industries; and some 333 items considered nonessential. 

A new import tariff structure is being introduced with nine rates 

ranging from zero to 50 percent, with most imports subject to duties in 

the range of 25 to 40 percent. The rates applicable to 1,980 tariff 

items are being revised, with the zero rate being reserved mostly for 

agricultural inputs such as seeds and fertilizers; a 5 percent rate 

applies to machinery and equipment imported in component form; a 10 

perc~nt rate applies to raw materials and capital goods for which there 

is no local manufacture; a 15 percent rate applies to intermediate 

products for which there are many stages of processing; a 20 percent 

rate applies to goods th~t have close substitutes produced in the 

domestic market; a 25 percent rate applies to intermediate goods which 

are locally produced and have a high local value added, such as steel; a 

30 percent rate applies to spare parts and unassembled machinery that 

are locally produced as well; a 40 percent rate applies to final goods 

and intermediate agricultural products; and a 50 percent rate applies to 

nonpriority final consumer goods. 

Steps are being taken to ·liberalize the operation of the DIMEX, a 

scheme that provides exporters automatic access to import permits for a 

value equivalen·t to 30 percent of their exports. The number of items 

excluded from access to the scheme is being reduced, from 943 

(representing some 28.percent of 1984 imports) to 537 items 
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(representing.about 21 percent of 1984 imports), and the minimum import 

tariff rate applicable to imports under DIMEX is being lowered from 25 

percent to 10 percent • 

. 
3. Other pdlicy actions 

On July 25, the authorities took measures to reduce current 

expenditures of the Central Government, including the elimination of 15 

units at the level of undersecretariat of state and at least 50 at the 

level of directorates~general, a freeze in salaries for high government 

officials and reductions in various other expenditure categories. 

Instructions have been given to public sector enterprises to reduce 

their operating expenditures to an extent at least comparable to that 

undertaken by the central administration. The authorities estimate that 

these spending cuts will yield some Mex$150 million (equivalent to 0.3 

percent of GDP) in savings to the budget during the remainder of this 

fiscal year. 

4. Staff Appraisal 

At the conclusion of the 1985 Article IV consultations with Mexico, 

the Executive Board urged the authorities to exercise greater 

flexibility in the management of the exchange rate policy and to unify 

the exchange system as quickly as possible (SUR/85/69). In the view of 

the staff, the recent modifications of the multiple exchange rate system 

by Mexico represent a step in the right direction and constitute a 

simplification of that system •. They involve an effective depreciation 

of the peso and provide an indication of the authorities' intention to 



- 7 -

manage the controlled rate flexibly, and thus should facilitate the 

process of exchan&e rate unification. The staff also welcomes the 

measures taken to accelerate the process of phasing out import licenses 

and liberalizing imports. 

The effect of the policy measures described above will be discussed 

with the Mexican authorities during the forthcoming staff visit to 

Mexico that is scheduled to review progress under the extended 

arrangement. In the meantime, no action by the Executive Board is being 

recommended. 
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A staff mission consisting of Messrs. Pujol (Head-WHD), Duran
Downing (ETR), Gil-Diaz, Jaramillo-Vallejo, Valdivieso (all WHD), and 
Ms. Lanio (Secretary-WHO) will visit Mexico City for two-three weeks to 
review Mexico's performance under its EFF arrangement over the first six 
months of this year. An advance team will travel to Mexico City on 
Monday, August 5, 1985, and Mr. Pujol will join them during the course 
of the week. This review constitutes a performance criteria under the 
arrangement that was. scheduled to be complet.ed by, .... September. 30,. 1985 .. 

On December 23, 1982 (EBM/82/168) the Fund approved Mexico's,. 
request for use of Fund resources in an.amount equivalent to SDR 3,611.2 
million (310 percent of the current quota), of which SOR 200.6 million 
represented a first credit tranche purchase and the remainder was to be 
available under an extended arrangement covering the three-year period 
through December 1985. The program for the third year of the arrange
ment was approved in conjunction with the conclusion of the discussions 
for the 1985 Article IV consultation by the Executive Board on June 7, 
1985 (EBM/85/91) following extensive negotiations that began in November 
1984 and were cQncluded in May 1985. Total purchases to date amount to 
SDR 2,703.4 million (Tableland Attachment I). Under the current 
arrangement three drawings (of SDR 907.9 million) would be available in 
August and November 1985 and February 1986; as is indicated below, there 
are serious questions whether performance will permit these drawings. 

· I. Background 

1. Recent developments 

As has been reported previously, Mexico's economic performance was 
strong during 1983 and much of 1984. ·However, slippages in performance 
began to emerge during the second half of 1984 as demand policies were 
relaxed. The overall public sector deficit, which had been implemented 
in line with the program during most of 1984, exceeded the target, in the 
latter part of last year, mostly reflecting increased current expenditures 
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(including higher than expected domestic interest outlays). The higher 
public sector deficit was financed by the domestic banking system at a 
time when demand for credit by the private sector accelerated. 

Because of the deviations in demand policy and the award of 
relatively high minimum wage adjustments, inflation was higher in 1984 
than had been envisaged under the program. In the light of these 
developments, the policy of maintaining two official exchange markets 
with a daily depreciation rate of Mex$0.13 per U.S. dollar a day became 
increasingly inadequate. In early December 1984 the .. pace of daily 
depreciation of the peso vis-a-vis the U.S. dollar was increased to 
Mex$0.17, and in early March to Mex$0.21. 

Because of the weakening of policy and performance, the negotiation 
of the program for 1985 took many months. It was completed only after 
steps were taken by the authorities to reduce public sector expendi
tures, to tighten credit policies, and to raise the pace of currency 
depreciation. The public finances continued to be the cornerstone of 
the adjustment process under the new program, with the overall public 
sector deficit scheduled to decline by 2 percentage points of GDP, to 
4.1 percent of GDP. It was envisaged that such a deficit could be 
financed with little or no use of foreign financing, on the basis of a 
projected inflation rate of around 40-45 percent. Economic activity was 
expected to continue_ to expand with real GDP rising, by 3 1/2 percent, 
and the balance of payments was projected to strengthen during the year 
for a cumulative increase of net international reserves of US$500 __ 
million. 

Performance in the first half of the year was weaker than 
programmed. Although the public sector's finances during the first few 
months of the year appeared to be improving as a consequence of the 
measures adopted in February and March, significant deviations from the 
end of June limit are now expected. Weaker than projected petroleum 
receipts, higher current expenditures and heavy domestic debt service 
payments more than offset the reduction of interest payments on the 
external debt, and have resulted in increased recourse to domestic 
financing. The information available indicates that at least two other 
quantitative performance criteria for end-June 1985--the net domestic 
assets of the Bank of Mexico and net international reserves--have not 
been met (Table 2). The net domestic assets rose sharply in June, 
reflecting in part the borrowing requirement of the public sector that 
emerged when petroleum export receipts dr~pped. 

Interest rates have been raised substantially since March 1985, 
despite a deceleration of inflation. For the twelve months ending June 
1985, the inflation rate was 53.7 percent, some 6 points below the rate 
observed in the twelve-month period ending December 1984. By end-June 
of 1985, three-month deposit rates reached an annuai rate of 73 percent, 
while the yields of Treasury bills had risen to 78 percent. Thus, 
returns in savings instruments have become highly positive in reai terms 
and the differentials with comparable rates in the United States moved 
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in Mexico's favor; lending rates in the banking system also have been 
raised sharply. However, the increases in rates were not sufficient to 
offset fears of an exchange rate change. 

The weakening of the balance of payments has been particularly 
marked this year. For. the period January-June, the Bank of Mexico's net 
international reserves declined by almost US$1.9 pillion, compared with 
a cumulative loss of no more than US$0.9 billion established under the 
arrangement. This decline in international reserves has taken place 
eve~ though interest payments abroad were lower than .. projected and 
Mexico did n·ot repay US$0.95 billion to commercial banks in the first 
half of the year as had been anticipated in the program. This repayment 
has now been scheduled, in agreement with the banks, in two tranches for 
October 1985. · 

External payments developments have reflected a continued reduction 
of the trade surplus.and a resumption of capital flight. Total export 
earnings for the first half of i985 declined by almost 10 percent from 
the same period of 1984. Oil export receipts were affected adversely by 
downward adjustments in crude oil prices and reductions in volume, crude 
oil export volume is reported to have declined in June to one-half its 
customary level, while nonpetroleum export receipts were affected 
advet"sely by the erosion of competitiveness through the first quarter of 
1985, the recovery of domestic demand, and increas.ed .. under-repor.ting due. 
to persistent deviations between the parallel market rate and the 
official market rates. (During the first half of 1985 the differential 
between the "free market" rate and the parallel market rate widened 
significantly, reaching 30 percent toward the end of the period.) 
Imports continued to grow vigorously in the first half of 1985, 
reflecting the grow~h of domestic demand and the appreciation of the 
peso. Relaxation of import licensing restraints contributed to the 
growth of private sector imports. 

During the first six months of the year, net repayments of official 
capital were somewhat smaller than those projected in the program, 
mainly because of the postponement of the repayment to commercial banks 
mentioned above. Other sources of capital fell short of the original 
estimates, however, reflecting delays in the disbursement of loans from 
multilateral institut;ions and the effects of cuts in the domestic public 
sector.investment program. Private capital .outflows increased substan
tially, notwithstanding the rises in interest rates referred to above. 

Data on economic activity are limited, bu,~ there are signs of a 
slowdown of economic activity. Manufacturing activity, which on a 12-
month basis had been growing at about 9 percent in December 1984, 
decelerated to about 4 1/2 percent in May, and a further drop is 
projected in the months ahead. 
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2. Latest policy actions 

The realization that the fiscal situation was off-track and that 
the balance of payments was deteriorating rapidly led the authorities to 
take a number of measures recently to reduce public sector expenditures 
and bolster the balance of payments. Cuts in Central Government were 
announced, commercial bank reserve requirements were raised, the free 
market exchange rate was abolished, and the peso in the controlled 
market.was devalued. Steps also were taken to accelerate the.process of 
trade liberalization. 

In the fiscal area, last week the Government announced a number of 
steps to cut current expenditures of the Central Government, including 
the elimination of 15 undersecretariats and 50 directorates, a freeze in 
salaries for high government officials, and reductions in various other 
expenditures categories. These spending cuts are expected to yield some 
Mex$150 billion (0.3 percent of GDP) in savings to the budget in the 
remainder of this year. No increases are planned in tax rates at this 
time but expenditure cuts are being readied in the state enterprises, 
and the prices of public sector goods and services are to be adjusted 
soon. The measures put in place thus far would go only a small way in 
bringing fiscal performance back to the path that had been indicated in 
t·he 1985 program, and thus much remains to be done in strengthening the 
position of the enterprise sector and in reducing.o.utlays in the Central 
Government. 

On June 5, 1985, the parallel market was officially recognized by 
authorizing commercial banks to operate in it, and on July 10, 1985, the 
authorities announced.the elimination of the 11 free market" rate by · 
shifting transactions to the freely fluctuating parallel market. 
Moreover, on July 24, the authorities devalued the peso in the con
trolled market by 17 percent and announced that starting August 5, the 
system whereby the exchange rate in that market vis-a-vis the U.S. 
dollar was depreciated by Mex$0.21 per day would be abandoned. Instead, 
a new system of managed floating would be instituted, where the daily 
adjustment would vary taking into account the demand and supply in the 
controlled market, the performance of international reserves, the 
relative positions of different foreign currencies, and domestic and 
foreign price developments. 

In the area of commercial policy, the process of substituting 
import permits for tariffs had been proceeding at a very slow pace; it 
is estimated that by the end of June 1985 only about 25 percent of the 
value of 1984 imports had been freed from controls compared to a level 
of about 18 percent at the beginning of the year, and very few imports 
had come under the recently enacted scheme that gives exporters auto
matic access to import permits (DIMEX). On July 25, 1985, however, the 
authorities announced that the process of moving away from the use of 
import permits and relying on protection through tariffs was being 
accelerated. The requirement for import permits is being dropped for an 
additional 37 percent of total imports, bringing the total value of 
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imports free from permit to over 60 percent (compared with the commit
ment made under the program for the third year of the EFF to raise 
imports free from permits to between 35 and 45 percent of total imports 
before the end of 1985). The tariff rates applicable to some 1,980 
tariff items are also being modified to bring them within the new tariff 
structure, which has nine rates ranging from zero to 50 percent. With 
respect to the DIMEX, steps were taken to make access to this scheme 
more liberal by lowering the number of items excluded from it--from the 
equivalent of 28 percent of total 1984 imports to 21 percent--and by 
lowering the minimum import tariff rate applicable to imports under 
DIMEX, from 25 percent to 10 percent. 

IIr Policy discussions 

As just indicated, the authorities have started to take actions 
intended to regain the momentum of the adjustment effort. However, the 
deviations from the existing program that have been identified or 
projected by the authorities appear to be very large, and there are 
serious doubts whether the program can be brought back on track before 
the extended arrangement ends in December 1985. The mission will 
ascertain the extent of these deviations and assess how far the measures 
in place, and those planned, go in redressing the situation. Should the 
mission conclude that the program as currently formulated cannot be 
brought back on track within the remainder of the arrangement, it will 
be prepared to to examine with the authorities, if they so wish, whether 
policies might be developed to support a new program, perhaps a standby 
arrangement for 12 to 18 months. 

A new program would need to ensure the reestablishment of the main 
thrust of the policies arid objectives of the existing EFF; in 
particular, it would concentrate on corrective actions in those policy 
areas which were subject to difficulties in the current arrangement. 
Any new program would.have to place great emphasis on prior actions that 
would provide assurances that the adjustment effort would be carried 
through. At present, the situation in Mexico is a fluid one requiring a 
careful assessment of the depth of the imbalance and its trends. 
Consequently, the mission will indicate to the authorities that any 
discussions on the·oQtline of a new program cannot be more than 
exploratory at this stage, and that the staff will require further 
consultations at headquarters before negotiation of a new arrangement 
can proceed. 

As the authorities have stressed themselv~s, any new program will 
need to have as its objectives a sustained reduction. of inflation, a 
strengthening of savings and capital formation, improvements in the 
efficiency with which resources are used, and the attainment of external 
balance. The policy areas that will need to be discussed for these 
purposes as well as for the conduct of the mandatory review are the 
following: 
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1. Public sector policies 

Given the very low levels of available net foreign financing and 
the undue pressure that public sector borrowing requirements have been 
exerting upon.scarce domestic resources, the mission will stress that 
the public sector deficit.will have to be reduced very sharply; if 
inflation is to be limited to no more than 20 percent in 1986, the 
deficit would need to be reduced to about 2-3 percent of GDP;_current 
indications are that this would involve a reduction in the deficit of 
some 5 percentage points of GDP for 1985 to 1986. On the side of 
expenditure, the mission will stress the need for a sharp cutback of 
remaining subsidies and transfers, the streamlining of the enterprise 
sector, including the closing or sale of some enterprises, and a 
significant strengthening of expenditure controls. In this connection, 
the extent of the budgetary support to financial intermediation opera
tions conducted on ·behalf of the public sector also will be reviewed. 
On the revenue side, the adeq.uacy of public sector prices will be 
reassessed, particularly in the light of the adjustment of the exchange 
rate, and the efforts to strengthen tax administration will be examined. 

2. Monetary and credit policy 

The mission will investigate the reasons for the large recent 
expansion in domestic credit; in this connection, ... the mission will 
review the capacity of the.financial system to meet credit demands in 
light of the expected growth of domestic financial savings. The mission 
will. impress on the authorities the need for monetary and credit policy 
to respond more quickly to changes in the economic situation, including 
through greater reliance on open market operations and a speedier 
adjustment of deposit interest rates to market conditions. The mission 
will take the position that credit policy in a a new financial program 
will need to be framed in such a way as to ensure avoidance of a 
crowding-out of the private sector and an adequate defense of the 
international reserve·position. 

3. Wage policy 

The adjustments in minimum wages in 1984 and the first half of 1985 
contributed to the maintenance of cost pressures and hampered the 
scaling down of inflationary expectations. The staff will emphasize the 
need for a strict approach· in this area to prevent erosion of the gain 
in competitiveness attained with the latest devaluation. Given the 
importance of reducing inflation rapidly,' the mission will argue that 
wage policy will need to be forward-looking and consistent with the 
objective of reducing inflation. 

4. Exchange rate policy 

The recent devaluation of the peso in the controlled market and the 
elimination of the "free market" are undoubtedly step!:! in the right 
direction, and should provide the basis for an improvement in balance of 
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payments performance. Nevertheless, the mission will need to discuss in 
detail with the authorities their plans for administration of the 
managed float for the controlled market and the means for assuring 
external competitiveness. In this context, the mission will point out 
that the overall foreign exchange surplus of the public sector trans
actions has now practically disappeared and, therefore, the authorities 
are likely to have little room to manage such a float. Given the 
difficulties of enforcing surrender requirements for private sector 
exports, there would seem to be no alternative to an early unification 
of the markets (in the context of a floating exchange rate arrangement 
such as that which characterizes the parallel market). The mission will 
point out that any new arrangement with the Fund would have as a pre
condition actual unification or a firm understanding on a· well specified 
time path for the prompt unification of the markets. It might be 
recalled that at the time of the last Article IV consultation, there was 
strong support in the Board for the lack of approval of Mexico's 
multiple currency practices because of Mexico's failure to agree to such 
a timetable. 

5. Trade policy 

The mission will review the actions taken recently on this front 
with a view to assess their effects on the balance of payments and 
overall economic efficiency. In this context, the implications for 
exchange rate policy of the acceleration of the trade liberalization 
process will be assessed. The role of the DIMEX scheme within the 
general trade policy framework also will be discussed. The mission will 
seek to map out with the authorities the further steps to be taken in 
moving away from import permits, and it will examine with them how 
tariff reduction might be expected to be complemented. 

III. Relations with IBRD 

The IBRD was in the process of "graduating" Mexico from its lending 
program just prior to the 1982 crisis, but a major effort is now being 
made to expand the Bank's role in Mexico and the Mexican authorities now 
seem eager to obtain Bank financing and technical assistance in a number 
of areas. IBRD lending operations in Mexico have in the past covered a 
wide range of sectors, including infrastructure, agriculture, manufac
turing, mining, regional development, and municipal. Net disbursements 
from the IBRD amounted to US$511 million in 1984 and are. expected to 
reach US$580 million in 1985. 

As regards the thrust of the IBRD's invo.lvenient in Mexico, it is 
noteworthy that the Bank has become active in the st~dy and design of 
trade liberalization in Mexico, and has provided;a great deal of 
technical assistance to the authorities in this area. The Bank is 
currently giving consideration to the possibility of supporting Mexico's 
program of trade liberalization through financed assistance. The.IBRD 1 s 
current work program on Mexico includes. (in addition to its efforts in 
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the trade field), investigations relating to the reform of the financial 
sector, the management of public sector investment, the functioning of 
labor markets, and agricultural development. 

The lending progr.am of the Bank that may be expected to follow from 
those investigations include support for specific public sector invest
ment projects, lines of credit for exports and other activities, and 
certain sector-wide development programs. Cofinancing with corilmercial 
banks is also being explored by the Bank as a means of mobilizing 
private capital in the years ahead, although in the past this approach 
has not been favored by the Mexican authorities, who have preferred to 
maintain their own direct relations with foreign commercial banks. The 
Mexican authorities have expressed some interest in having the Bank 
assist .them in examining the operations of particular public sector 
enterprises and to evaluate investment plans in certain sectors; the 
staff will encourage the authorities to seek such assistance from the 
Bank in connection with their plans for cutting public spending and 
public sector involvement in the economy. 

IV. Completion of the review 

If the authorities are not in a position to develop policies to 
support a new program, or if this process is likely to be a length one, 
the timing of the completion of the review would be an issue. Given the 
importance of this case, it would be inadvisable to delay in reporting 
to Executive Directors. Accordingly, the mission will inform the 
Mexican authorities that we would report to Executive Directors on the 
findings or the mission even if the review (which is a performance 
criterion) cannot be completed formally. 

Attachments 

cc: Mr. Finch 
Mr. Habermeier 
Mr. Nicoletopoulous, 
Mr. Tanzi 
Mr. Wiesner 
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Fund Relations with Mexico 
(As of June 30, 1985) 

ATTACHMENT I 

I. Membership Status 

(a) Member since December 31, 1945 
(b) Status Article VIII 

A. Financial Relations 

II. General Department (General Resources Account) 

(a) Quota: SDR 1,165.5 million 

III. 

(b) Total Fund holdings of Mexican pesos: SDR 3,868.9 million 
or 331.9 percent of quota 

(c) Fund credit: 
Of which: 

SDR 2,703.3 million or 231.9 percent of quota 
SDR 200.6 million or 17.2 percent of quota 

· under credit tranche 
SDR 1,123.6 million or 96.4 percent of quota 

under EFF 
SDR 1,379.2 million or 118.3 percent of quota 

under EAR 

(d) Reserve tranche position: None 

(e) Current Operational Budget: Not applicable 

(f) Lending to the Fund: Not applicable 

Current Stand-By or Extended Arrangement and Special Facilities 

(a) Current extended arrangement 
(i) Duration from January 1, 1983 to December 31, 1985 

(ii) Amount: SDR 3,410.6 million 
(iii) Utilization: SDR 2,503.1 million 
(iv) Undrawn balance: SDR 907.5 million. 

(b) Previous extended arrangement 
(i) Duration: 1977 to 1979 

(ii) Amount: SDR 518 million 
(iii) Utilization: SDR 100 million 

(c) Special facilities: CFF 
(i) Year approved: 1976 

(ii) Amount: SDR 185 million 
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SDR Department 

(a) Net cumulative allocation: SDR 290 million 
(b) Holdings: SDR 0.36 million, or the equivalent 

of 0.13 percent of net cumulative allocations 
(c) Current Designation Plan: not applicable 

ATTACHMENT I 

v. Administered Accounts (amounts) 

VI. 

VII. 

(a) Trust Fund Loans: Not applicable 
(b) SFF Subsidy Account: Not applicable 

B. Nonfinancial Relations 

Exchange rate arrangement: Between December 20, 1982 and July 10, 
1985 two official foreign exchange markets were operative in 
Mexico: a controlled market covering specified transactions 
amounting to about 80 percent of trade and payments transactions, 
and a "free market." In addition, a parallel market existed 
where the rate was established by market forces. The exchange 
rates in the official markets were set by the authorities, who 
preannounced the rates for periods of four weeks. At first only 
the controlled market was allowed to depreciate at a pace of 
Mex$0.13 per U.S. dollar a day. Since September 23, 1983 the 
exchange rates in both the controlled and the "free" markets 
began to depreciate at the same daily amount, initially by 
Mex$0.13, and subsequently by Mex$0.17 since December 6, 1984, 
and by Mex$0.21 since March 6, 1985. The parallel market gained 
official recognition on June 5, 1985, when the authorities 
authorized commercial banks to operate in that market. Starting 
July 10, 1985 the authorities abolished the "free market;" for
eign exchange operations other than those authorized in the 
controlled market are to take place in the parallel market. 
On July 10, 1985 the mid-point exchange rate of the Mexican 
peso vis-a-vis the U.S. dollar was Mex$230.1 per U.S. dollar in 
the controlled market, Mex$248.7 per u.s. dollar in the "free 
market," and Mex$317 per U.S. dollar in the parallel market. 
The exchange rate in the controlled market continued to be 
depreciated by Mex$0.21 per day from July 11, 1985 to July 24, 
1985, when the rate experienced a 17 percent depreciation. The 
authorities have announced that the rate in the controlled mar
ket would continue to be adjusted by Mex$0.21 per U.S. dollar a 
day until August 5, 1985 when a new system of daily "floating" 
would be introduced. 

Last Article IV consultation and review under EFF: The last 
Article IV consultption and discussions of the 1985 program were 
completed by the Executive Board on June 7, 1985 (EBM/85/91). 
The relevant supporting documents were SM/85i123, Cor. 1, 5/13/85 
and SM/85/148, Cor. 1, 5/23/85. For consultation purposes 
Mexico is on the 12-month cycle. 
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ATTACHMENT I 

Technical Assistance: At the request of the Mexican authorities, 
during 1985 two technical teams from the Fiscal Affairs Depart
ment are providing technical assistance in the fields of direct 
and indirect taxation. 
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A11'AC!ffllr II 

Maxico: Selected &:orom.c am Financial Irdicators 

1984 1985 
1982 1983 Prog.1/ Prel. Ptog. 

<Annual llfil:£entage charu!es, unless otheiwise ~ifia:I) 

National fucane aoo prices 
GDP at constant prices --0.5 -5.3 1.0 3.5 3.5 
GDP deflator 61.l 92.2 50.0 66.0 43.0-,,48.0 
C<ms,.mer pdces (er.d of period) 98.9 80.8 40.0 59.2 35,()..45.0 

Overall public sector 
lleceipts 73.l 106.8 59.0 59.8 44.5 
Cutlays 80.9 62.5 41.0· 52.8 38.2 

External sector Con the oo.sis of U.S. dollars) 
F.,;ports, £ .o.b. 5.7 4.5 8.1 9.1 2.4 

F.,;port volum, (19.6) (5.7) (6.0) (7.4) (4,6) 
Iq,ort, f .o.b. -40.0 -41.0 64.7 32.9 23.9 

Iq,ort volum, (-43.7} (-44.6) (56.1) (32.5) (21.5) 
Terms of trade (deterwration -) -17.0 -1,3 -3.4 1.3 -4.0 
lbninal effective exchange rate (appreciation -)]J 

Average 101.3 138.4 37.2 
Eh:I of period 261.6 46,9 31.5 

Real effective exchange rate Cappreciatioo -)]J 
Average 30.5 19.4 -14.9 
Eal of period 86.3 -17.3 -16.0 

tt>ney ard credit 
lhnestie credit (net)JI 58.9 47.2 36.3 64.0 50.8 

fublic sector JI (62.7) (28.2) (16.6) (19.8) (22.0) 
Private sector JI (-5.3) (23.2) (21.9) (37 .8) (28.8) 

M,ney am quasi-ioooey CM3) 70.l 59.2 43.3 71.1 46.7 
Velocity (GlP relative to W.) 2,7 3,1 3.8 3.2 3,3 
Interest rate (;wrual rate, 

COl!'"j'ear term deposits ).Y 50.0 47.4 44.0 39.6 40.0 

(In ~ent of GDP) 

O,en,11 public sector savings · -7.9 --0.6 2.6 0,1 2.9 
O;erall !'Jblic. sector deficit (-) -17.8 -8.5 -5.5 -6.2 -4.1 

Ibn?stk financing (14.1) (5.0) (3,1) (4.9) (4,1) 
Foreign financing (3:7) (3.5) (2.4) (1.3) (-) 

Gross daxe.stk imesorant 21.2 20.3 19.0 19.9 22.0 
Gross natkcal savings 17.8 23.9 18.4 22,2 23.1 
BOP-eurrent accouot Cdefkit - ) -3.4 3.6 --0.6 2.3 1.1 

At 197~ exchange rate (-2.3) (2.6) (-0.5) (1,9) (0.9) 

External public debt 21 
Inclusive of Fund credit 38.3 43.6 38.9 35.l 31.5 

.A,;. 1979 exchailge rate (2.9.3) (30.9) (30.0) (28.7) (26.9) 
Interest payrr,mts on external public debt §/ 4.7 5.0 4.7 4.5 3.5 

Ac 1979 exchange rate (3.6) (3.6) (3,6) (3.7) (3.0) 

(In percent of export of goods aaj servkes) 

Debt service 11 · 
Before rescheduling 44.6 50.2 42.8 45.4 54.6 
After rescheduling 40.l 33,2 32.2 33,6 44.5 

(In l!illions of U.S. doll.a!.:§) 

Overall balance of payments -6.8 5.5 2.0 3.0 0,5 
Gross official reserves 

Gmru:hs of mrclwldise iiq,otts),,W 0.1 4.9 4.7 7,8 7.5 

Soorces: Bank of M!ocico; Secretariat of Programn:ing and Budget; and Flnxl staff estimtes. 

1/ Anrnal changes ard ratios to GDP in coltml "Prog. 1984" are those proje,;ted at the tlm, of program 
inception, . 

]J Inikea of effective exchange rate ueasured jn tenns of local currency per unit of foreign exchange. 
JI Changes are effective flows adjusted for exchange rate changes in relation to total liabilities to 

the pt"ivate sector at the beginning of the period. 
M Maximo authorized rate at the end of the period net of withholding tax; excludes aq,oor<ling. 
21 Includes short term debt, t.Jt net of gross :international resei:ves. 
§/ Interest paid ou external !'Jblic debt, net of :interest earood on gross futernational reserves, 
11 Includes debt service on Flnxl credit. 
,,W Eiccludillg gold and payirents agreeaEnts. 
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Table 1. Mexico: ·'llte lMF Position Cnecentier 31, 1982~ 31, 1985)!/ 

- -· ---· - . - - - -·· - .. ·'!'rans- . .. : '!'rans- ... Trans- Transactions D..tring Third Program Year 
·actions actions actions Actual Projected 
in 19821/ in 1983 in 1984 M'ay-,July Aug.-0::t. Nov.-f.ec. Jan.-Feb.'J./ Total 

Purchases 
Ordinary resources 

.First credit traru:be 
F.xl:ended arrangement 

Ilorro.red resources 

Total credit outstanding 
(end of perioc,i) 

I 
PUI:clla.ses I 
Total credit outstanding 

(end of period) · 

200.6 
200.6 

(200.6) 
(-) 

200.6 

17.2 

17.2 

i • 1 Source: ~tJ..ODa M:metary fund. 

i 

1,003.2 
501.6 

(-) 
(501.6) 
501.6 

1,203.8 

86.1 

103.3 

(In millions of sms) 

1,203.8 295.8 302.6 
601.9 20.0 

(-) (-) (-) 
(601.9) (20,0) (-) 
601.9 275,8 302.6 

2,407.6 2,703.4 3,006.0 

(In percent of quota) 

103.3 25.4 

206.6 231.9 

26.0 

257.9 

~· 302.7 

(-) (-) 
(-) (-) 

302,6 302.7 

3,308.6 3,611.3 

26.0 

283.9 

26.0 

309.8 

1,203.7 
20,0 
(-) 

(20.0) 
1,183.7 

3,611.3 

103.3 

309.8 

!/ Partials may not add up to totals because of :cwnding. 
lJ There were no purchases outstanding prior to December 1982. For m:,re details on the transactions with the :E\.md, see 

Appendix I. ! 
'J./ last~ is expected to take place at the beginning of 1986 on the basis of performance through ~euner 31, 

1985, 

j - ... 

r 

• 
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Table·· 2. Mexico: Extended Arrangeraent--Quantitative Performance Criteria 

for the Third Program Year 

c. 

~· 1984 Jan.-Mar. 
f Dec. Pro~. Actual 
:::, 
.,~·· (In billions of Mexican eesos) fr-. 

' l; 
Nonfinancial public sector • 

cumulative deficit 1/,2/ 1,826 430 345 
Unpaid Interest accrued .to the Bank of 

Mexico on claims on the non-financial 
public sector r 491 805 801 

Net credit to the nonfinancial public 
sector by the monetary authorities].! 

3,740 Unadjusted 3,748 3,713 
Adjusted !.!J 

Cumulative changes in financial 
3,958 

intermediation (effective flow) 414 130 105 
Cumulative changes in net domestic assets of 

the monetary authorities (effective flow) 2f -53 127 122 

(In millions of U.S. dollars) 

Cumulat.ive net foreign borrowing by 
the public sector J:.! 2,189 500 

Cumulative change in net international 
reserves of the monetary authorities J:.! 2,990 -1,000 

.,! . . . 

Sources: J:!exican authorities; and Fund staff estimates. 

1/ Limit tested at end of each period. 
~ Effective flows of financing measured on cash basis. 

300 

-867 

1985 
TBre,ets and Ceilings 

Apr.-June 
Pro~. Actual July-Se et• 

840 
I 

1,240 .. 

805 705 

3,895 ... 3,'897 
4,426 4,676 

230 300 

179 440 45 

500 ... 800 

-900 -1,927 -100 

3/ Effective stocks calculated by adding effective flows to nominal stock outstanding as of 
the end of 1984. : 

• 

Oct.-'Dec. 

1,785 

568 

3,695 
'4,902 

350 

184 

1,000 

500 

4/ Ceiling can be adjusted upwards by an amount equivalent to the commercial banks' lending to the 
no"nfinancial.public sector ·resulting from implementing mandatory portfolio requirements. The counterpart of 
this adjustment would be a downward adjustment of the mandatory portfolio requirements on commercial banks 
by the same amount as the upward adjustment of the Bank of Mexico's lending to the nonfinancial public 
sector allowed under the program. 

5/ Net domestic assets of the Bank of Mexico {or purposes of the ceiling are defined as the difference 
between note issue and net international reserves of the monetary authorities • 
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In Mexico, as in many other Latin American countries, 

austerity policies have been adopted superficially to comply 

with the recommendations of the International Monetary Fund 

(IMF). 

On paper the Mexican government shows numb.ers which 

indicate a reduction in the budget deficit, superav·it in the 

trade balance and a descending tendency of inflation. 

But for us, the so-called austerity.policies. adopted 

by the Mexican government are superficial. The corrections 

achieved are transitory and their objective is mainly to carry 

out the obligatiions acquired with the International Monetary 

Fund and not to attain lasting solutions. 

The semi-austere policies applied by the government' 

are the same as taking a medicine partially--it doesn't cure 

the illness but does disturb the stomach. 

NOTE: Lecture given by Luis Pazos in the Mexican Forum at 
The Center for Strategic & International Studies of 
Georgetown University. Washington, D.C. 6/3/85. 

l 

i 

I 

Althought the Mexican GvoernlJlent lowered the rate of 

its investments and expenditures in some sectors, it has 

continued si nee 1983 with the same--or even bi gger--bureau

cratic body which characterized the previous government. 

During the administration of President Echeverria at 

the beginning of the 70's, a new problem begins to appear: 

Inflation. 

This problems obeys the government's neo-keynesian 

pol icles which pursue the encouragement of economic growth 

through larger public expense, sustained by the emission of 

. paper money. 

Such policies result in artificia) booms, such· as the 

high economic growth in '73, '74 and part of '75, causing, 

however, a crisis in '76. In order to me.et that crisis, it 

was necessary to request the aid of the International Monetary 

Fund and to devaluate the Mexican Peso in that year by almost 

60,%. 

In 1977, the new government, headed by President Lopez 

Portillo, started its programs fol.lowing. the agreement with 
; 

the International Monetary Fund, which forced the admin-

istration to moderate both the government's expenses ·and its 

deficit. The International Monetary Fund policies lowered 

inflation in '77 and part of '78. 

In '78, in view of the high oil prices, the Mexican 

government is again }Ible to recieve credits from the private 



international banks and pays the IMF in advance, freeing 

itself of the obligation to correct the loss of equilibrium in 

the public finances. 

From that moment, the government app 1 i es once more 

expansive public expense policies and maintains an almost 

fixed exchange rate to the dollar, without taking into account 

the disparity of inflation between the two countries. 

The excessive foreign debt of 1980, '81 and the 

beginning of '82 i-s, to a great extent, due to mistaken 

exchange rate policies. 

In 1981, Mexico had the highest foreign cu\rency 

.income from oil export, but nevertheless asked for foreign 

credits amounting to more than 19 thousand millions of 

dollars. 

These loans were not used for new investment .6ut. ·to 

support the Mexican peso which was overvalue.d by nearly 50'.t 

with the sole purpose of keeping up the image of the president 

who maintained that a president who devaluated the currency 

was devaluattng himself politically. 

In other words, a great part of the Mexican foreign 

debt is the product of the pride of a president who refused to 

take realistic economic measures and used.the foreign loans to 

keep a fictitious dollar price with the theoretical purpore of 

ending his term without devaluating the currency. 

1979, '80 and part of '81 are marked by great economic 

growth and the creation of thousands of jobs, backed by a 

great supply of cash emissions in order to increase the public 

expense and investment which, at the same time, stimulate 

private investment. 

This artificial growth led to a crisis in 1982 which 

was characterized by a 100% inflation, low economic growth ·and 

an unemployment rate which nullified the jobs previously 

created through an inflationary process, and a rise in the 

exchange rate from 26 pesos per dollar in December 1981 to 148 

in December 1982. 

Together with the fictitious exchange rate policies 

and the expansive public expense, a tendency·towards socialist 

policies begins to take hold in the Mexican economy.· 

In Mexico, the inflation served to finance an 

excessive growth of government. The public expense in 1970 

was 26% of the Gross Domestic Product. In 1976, the last year 

of President Echeverria's administration, it was 35% and in 

1982 it was more than 50%of the Gross Domestic Product. 

In 1970, there were 86 state compan.ies; in '76 there 

were 760 and in '82 they added up .to more than 1,000. 

There are some investigators who think that Mexico's 

economic problems are due to demographic growth. Neverthe-

less, the problem of our country lies in bureaucratic growth. 

From 1975 to 1983 the population grew by 25% whereas the 

bureaucracy in govP.rnment and state firms grew by 85%. 



Some politicians blam.., the crisis on factors outside 

control of the Mexican government. 

That is not true. The flight of capitals, the 

rnational decrease in the oil price and the high interest 

s of external credits were factors which made the internal 

is worse, but they did not cause it. 

The crfsis in Mexico has been caused by a dispropor-

1al increase in bureaucracy and the government body. This 

1gerated bureaucratic ~rowth has also obeyed socialist 

tical criteria which have given new dimensions to the 

ic sector and have gradually limited the priv~te sector. 

In 1982, President Lopez Portillo's government, 

1out declaring itself formally socialist, put into practice 

·Jy all the policies recommended by the programs of the 

1unist and socialist.parties in Mexico. 

The state expropriation of the banks, the trade unions 

Janks and the exchange control were demands of the Mexican 

wnist parties. 

The socialist policies of the Mexican government which 

ninated in 1982 in the arbitrary. and unconstitutional bank 

·opiation caused the flight of capitals which deteriorated 

situation in Mexico. 

Under these conditions and in this situation, and 

nitted again to the International Monetary Fund to correct 

instabilities in the balance of payments and the public 

finances, the new government of President De la Madrid came 

into power in 1982. In its first year· (1983), tn accordance 

with the International Mone~ary fund, some irregularities tri 

the government economic policies were corrected. 

From a public sector deficit as percentage of Gross 

Domestic Product of nearly 18% in 1982, President De ·1a 

Madrid's administration was able to reduce it in 1983 to 8.3% 

and in 1984, to 7.4%, although this did not meet the goal of 

the International Monetary fund to reduce it to 5.5 or 6.5% of 

the Gross Domestic Product. 

In 1983 and 1984, superavits in the trade balance are 

obtained and inflation is reduced from 100% "in 1982 to 60%' in 

1984. · 

Nevertheless, these numbers do not mean there was 

austerity in the public finances. The only real austerity was 

in industry, commerce, and private consumption. 

In other words the austerity has been practiced by the 

working people, not by the Government. 

The corrections made by the government in 1983 and '84 

tried to carry out what was established· by the International 

Monetary Fund and not to correct really the internal 

irregularities derived from excessive public expenditures: 

The mistake made by the International Monetary Fund is 

to ask the underdeveloped countries to reduce the budget 

deficit, without considering that this ~an be done by 



, . 

increasing taxes and 1·nco d t · mes an no Just by reducing 
expenses. 

In Mexico, as in many other Latin American countries, 

the budget deficits were reduced by increasing ta:~es, prices 

and services offered by the public sector without reducing the 

size of government. 

In other words, the main problem of our economy, which 

is the excessive size of the public sector, is not attacked. 

Moreover, the cost of r~duction of the budget deficit is paid 

by the people ' 
through higher taxes and higher prices for 

government services. 

In 1983, the year in which there was, theoretically, ·a 

greater government austerity, the cabinet was enlarged and 

added a new Secretary of State together with 10 undersecre-

taries and 28 general divisions. In one sole year, the 

present administration created more government offices··than 

those created by the previous administration in six years. 

Bureaucracy did not become smaller in 1983 but grew by 

281,000 more bureaucrats. 

The salaries for ministers, under ministers, Directors 

and high level bureaucrats increased two and three times above 

the price-raise in 1983 and 1984, whereas the salaries for ·the 

low level bureaucrats and the workers did not' keep pace with 

inflation, 

The growth of the public sector at the same time as 

the reduction of the budget deficit was possib1e thanks to the 

increase in the prices of gasoline, electricity, telephone and 

other services provided by the government, plus higher taxes. 

The sales-tax was raised by the Mexican government to 

151, more than double what it is in the United States. 

In spite of the fact that the fiscal income is low in 

Mexico in relation to the Gross Internal Product, due fo the 

high taxes which produce fiscal evasion and stop reinvestment, 

we have one of the highest impositive levels in the world; 

definitely higher than in the U.S.A. 

Although the recommendations of the International 

Monetary Fund are generally correct, they open the door to the 

implementation of policies such as the increase of· taxes, 

which obstruct economic growth and consolidate socialist 

policies. 

But in spite of the increase in taxes, the instruments 

to finance the budget deficit, which are the emission of money 

and government bonds, and the. lending of funds by the 

commercial banks, now owned by the state, to. the government, 

have grown to record-levels 1n 1984. and the first months of 

1985. 

In December 1984 the monetary growth was 631 over the 

same period of the previous year. That level of money 

increase is higher than in 1982, the year in which the crisis 

broke out. 



,. 

The banks, now monopolized by the government, have 

st.opped fulfilling their function as intermediaries between 

savings and business and have concentrated, fund~~entally on 

financing the government. 

In 1984, more than 60% of the funds of the banking 

system were used to finance the expenses and debts of the 

public sector and not for productive investments. 

In one year (·April 1984 to 1985), the Treasury Bonds 

in circulation which ar~the same as the Treasury Bills in the 

United States, have doubled in number. 

The payment of the internal debt absorbed more than 

381 of the total public expense in 1984. And if we add to ·it 

the payment of amortization and interests of the foreign debt. 

nearly 45% of the budget from the public sector is only to pay 

debts. 

Even if Mexico seems to be a good example. ,in the eyes 

of the International Monetary Fund and various financial 

circles, the government is not carrying out real austerity 

programs and has not actually reduced the size of the public 

sector. Many of the data. presented to the International 

Monetary Fund are contrived to give a distorted impression of 
I 

the Mexican reality. 

Proof of this is that financing for the public sector, 

is still requiring in 1985 great emissions of money, greater 

than in previous years, and which stimulate higher levels of 

t 
I 

inflation, much above those estimated by the international 

banking organisms and the Mexican government. 

The government Treasury bonds, which are not backed up 

by an additional production, because they are used to pay 

normal expenses, are also a promise of future money emissions, 

to pay for the interests and capital of those same bonds. 

The foreign debt has been .renegotiated to a longer 

term, but it is sti 11 growing. In the first two years of the 

present administration the public forei·gn debt increased by 

10.5 millions of dollars (198384). 

If we add to all this the fact that most· of the 

Mexicans' savings deposited in the state banks are used to 

finance. public expenses and not productive investments, it is 

difficult to think in terms of a real ecorromic recovery. 

On the other hand, the policies of the present 

administration make the economic crisis even worse and make 

the expectation of a recovery far away._ Mexican businessmen 

are· discouraged by the clear tendency towards centralization 

policies and economic socialization under state plans. 

The government of President .oj la Madrid legalize~ the 

unconstituional, arbitrary and unpopular bank expropi_ation, 

done by President Lopez Portillo with the aim of making 

himself famous and blaming the private bankers for all his 

errors and squanderings. 

Many of us lioped that President Oe la Madrid would 



give back the banks t~ the private sector, but not only did he 

not do it, but incorporated to a constitutional level the 

monopoly of the banks by the government. He also raised state 

planning to a constitutional level, which is the main element 

of socialist economy. He also introduced in the Mexican 

i 1 (At 25) in which one of its Constitution an art c e r. 

1 t 1 i te rally from the Cuban paragraphs was copied a mos 

Constitution (Art. 16). In this paragraph almost unlimited 

i t the gove rnment to interfere in all the powers_ are g ven o 

private economic activities. 

The present economic policies of the Mexican govern-· 

ment, if we analyze the "National Plan of Development", the 

1 d th Vernmen t programs, are more document that ho s e go 

socialist than those of Felipe Gonzalez in Spain or those of. 

And Yet t he Mexican government_ does ~~t Mitterrand in France. 

call itself socialist, because that would make it even more 

unpopular. 

Al 1 these facts have created uncertainty and di scon-

h See i n the present government a tent among businessmen w o 

continuation of the two previous ones. 

The defeat, in various elections, of the political" 

) f them not officially recognized, party in power (PRI , most o 

i i i f the Mexican people towards the show the growing er t c sm o 

~radual saocialization of the economy. 

The recently announced selling of some State firms 

does not show any fundamental change in the socialist 

tendencies because their importance in the public finances ls 

very smal 1. Many of these companies will be sold to the so-

called social sector, a name which the Marxist and now also 

the Mexican Constitution assigns to the business run by .the 

leaders of the worker's trade unions. 

Party asked for the same thing. 

The French Communist 

In conclusion, the relative corrections achieved by 

the Mexican government tn the last two years in what concerns 

the arranging of the public finances, have been based on a 

greater inflationary pressure which has made the.\workers 

poorer, because their salaries have not kept up ~ith i~flation 

levels. ·the increase of taxes and inflation have contributed 

to decapitalize business, decreasing profits and in some cases 

producing losses and bankruptcies. 

The only tl>ings which have grown above inflation in 

the last two years are taxes and the salaries of the high 

bureaucracy. 

The Me·xican government has riot -made i!nY sacrifice in 

recent years and continues the same centralizing and sdc1~1ist 

tendencies as in the previous administrations. 

The crisis in Mexico is not only economic, but 

political because the group in power has no limit whatsoever. 

Economic corrections require political changes. 

In reality there is no balance or division of powers in 

·' 

(:., 



Mexico, the legislative and judicial powers are controlled 

alffost absolutely by the executive power. 

The Constitution is violated or changed at the whim of 

the president in turn. 

In the United States. in 196 years the Constitution 

has undertaken only 26 modifications. In Mexico, in 68 years 

·the Con·stitution has had 316 changes. Only in the first two 

years of Oe la Madrid's administration it suffered 33 

modifications, more than in 196 years in the United States. 

And what makes it more serious is that the majority of 

these changes create uncertainty about the property rights and 

freedom of the citizens, and give each day more power to the 

government. 

Under the present economic, legal and political system 

there is no trace of a so 1 id and I as ting recovery, for apart 

from the fact that there is no real austerity in public 

finances, there are no adequate laws or political· institutions 

to favour a lasting economic and social recovery. 

Mexico is a rich country, with sufficient natural and 

human resources to be able to pay its foreign debt, stop 

inflation, unemployment and overcome underdevelopment, but 

nevertheless, in orrder to be able to achieve this, a change in 

the present economic policies is essential. 

If in Mexico the doors to foreign investment were 

opened, if the banks were given back to their previous owners, 

I 

if private property in farming was guaranteed, if taxes went 

down and if the Constitution were mo~ified in such a way as to 

guarantee property and freedom in the economic sphere, and if 

the elections were respected, without having to wait for 

remote increases in the price of oil or having to beg longer 

terms for the foreign debt, we could become a powerful nation. 

Unfortunately, these economic modifications imply 

leaving aside the socialist tenden·cy in the economy, which if 

it has been a drawback for the majority of Mexicans, has been 

the means for a small group of power hungry politicians to 

concentrate greater influence and greater wealth. 

The economic future in Mexic.o· is tie~ t.o a change in 

the political sys tern. If this change g.oes towards democracy 

and free enterprise, it will be possible to overcome our 

economic problems. If, on the other ~and,· the tendency toward 

central planning, socialization and party dictatorship con

tinues, no program from the International Monetary Fund or 

renegotiation of the debt or foreign aid will be able to solve 

our problems. 

J4lOiit4\RMfh46@_ k iEVi 
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Description of 

The Journal of Economic Growth 

Summary and Introduction 

The Economic Policy Division of the Chamber of Commerce of 

the United States intends to develop, produce and distribute the 

Journal of Economic Growth, a quarterly publication devoted to free 

market solutions to economic growth, job creation and the 

alleviation of poverty in developing nations. Each edition of the 

Journal will include four to six essays by prominent economists, 

sociologists, political scientists, and other appropriate individuals 

from the U.S. and abroad. Essays will be written in easily 

understandable, non-technical language and will emphasize the free 

market/limited government approach to economic growth and 

development and compare it to the statist and interventionist 

efforts that are now common in these countries. Where appropriate, 

case studies will be used to the extent that they illustrate general 

principles of market-oriented development strategies and have 

applicability to other nations. Intended readership would include 

opinion-makers, public officials, businessmen and women, business 

associations, academics, students, .and prominent individuals in 

developing countries. 

Initial funding by foundations would be used to develop the 

first edition of the Journal, publish it in two languages -- English 

and Spanish--, distribute it through a sample mailing to target 
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audiences in several nations, and assess reaction by surveying 

initial audience as well as other appropriate individuals and 

experts. Outcome of assessment would be used to determine the 

future course of the Journal. 

Background 

Frequent discussions with individuals from other countries 

and a casual reading_of the foraign press suggest t6at there is a 

limited understanding of the free market, growth-oriented policies 

that have been successfully reintroduced in the u.S0 and 

consistently practiced in some Bast Asian nations over the past 

decade or two. These policies with their emphasis on economic 

freedom, democratic institutions, limited government, low taxes, 

free market solutions, strong legal guarantees of property rights 

and incentives for entrepreneurial creativity -- are not well 

understood abroad, particularly in the developing countries. Even 

with the highly publicized implementation of these policies in the 

U.S. and Japan, and their apparent success in generatinq growth and 

jobs, there is still a great deal of misunderstanding about what 

these policies are and what they can lead to. 

Reasons for this misunderstanding are due to a variety of 

factors. An absence of accurate information as well as distortions 

by the popular media, unintentional or not, explains some of it. 

The tradition of aggressive state intervention, whether deliberately 

founded on socialist principles and state capitalism, or simply 

reflecting a natural drift toward government solutions, may also 
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explain a part of it. In this case, free market/limited government 

solutions pose a threat to existing arrangements in both the public 

and private sectors. In still other cases, these policies may be 

deemed inappropriate, even when understood, in the mistaken belief 

that they are applicable only under a unique set of circumstances 

which are seldom found in developing nations. Finally, perhaps the 

greatest obstacle to the consideration and implementation of these 

policies is the traditional teachings of development economics which 

emphasize central planning and significant state involvement. 

Purpose 

The essays published in the Journal will directly confront 

these misunderstandings and obstacles, and aemonstrate that policies 

that rely on free market/limited government principles are superior 

to alternative proposals in achieving development, growth and wealth 

creation. In doing so, the Journal will strive to be eminently 

readable, provocative and aggressive in its advocacy of these 

principles and their application to the political and economic 

problems of developing countries. The obiective of the Journal is 

to provide the proponents of free market/limited qovernment views 

with facts and ideas that can be used by them in their efforts to 

influence and formulate public policy. 

Description of Journal 

The Journal will be edited and published by the Economic 

Policy Division (FPD) of the n.s. Chamber of Commerce through the 
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National Chamber Foundation. The EPD's long-established tradition 

of aggressive advocacy of free market/limited government solutions 

makes it uniquely qualified to develop the Journal and serve as 

editor and publisher. With a professional staff of fourteen, 

including five economists with doctoral degrees, the EPD specializes 

in economic analysis of the u.s. and world economy from a free 

market perspective. At present, the staff of EPD write, edit and 

publish the Economic Outlook, a monthly journal of opinion focusing 

on Uc s. economic policy, forecasting and basic economic analysis. 

The Outlook is widely-read by public officials and opinion makers, 

and is frequently quoted in major publications. Articles in the 

Outlook are often reprinte9 in other publications. 

Published in the form of a 20 to 24 page newsletter, the 

Journal will consist of four to six articles by prominent authors. 

The Journal may also publish existing articles where appropriate. To 

the greatest extent possible, efforts will be made to publish 

authors who are citizens of developing countries. EPD staff will 

select authors, approve articles and suqgest editorial changes where 

appropriate. 

In order to broaden appeal, the Journal will also include 

several pages of timely data on international business conditions 

and country economic perfonnance. Focus will emphasize economic 

trends in developing countries, which are often neglected in the 

major business and economic publications. Data presented will 

include trade patterns between nations, per capita income growth, 

changes in employment, level of government taxation and spending, 
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industrial production, capital investment and other indicators of 

economic health. 

The complete text of the Journal will be translated into 

Spanish and two versions of the Journal -- one in English and one 

in Spanish -- will be printed and distributed to the target mailing 

list in designated countries. A cover letter from the 

editor/publisher will accompany the Journal to announce its purpose 

and note that a questionnaire soliciting their reaction to the 

Journal will be mailed in a week. Three thousand Journals will be 

printed, evenly split between English and Spanish. 

To achieve the broadest dissemination, the Journal will 

maintain a liberal reprint policy to encourage local newspapers, 

magazines and publications of business associations to reproduce 

articles for distribution to their own readers. 

The initial mailing list will consist of public officials, 

journalists, academics, businessmen and women, and business-oriented 

associations such as Chambers of Commerce, industry associations and 

employers organizations. 

Designated countries for the first edition will be selected 

Spanish-speaking countries in Central· and South America, 

English-speaking countries in the Caribbean, Southeast Asia and 

African countries where the educated classes are fluent in English. 

India and Spain are also potential recipients of the first edition 

of the Journal • Once the Journal is made permanant, distribution 
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will be extended to a broader spectrum of nations in other 

languages. 

Goals 

Readers should find the Journal a useful source of ideas and 

arguments that have direct application to their own public policy 

interests. Those already inclined toward the principles of open 

market, free enterprise systems should be able to utilize the ideas 

and arguments presented in the Journal to advance the cause of free 

enterprise or deter government encroachmente For those who are 

seeking new approaches to growth and development, the Journal will 

present a strong argument and intellectual support in favor of free 

enterprise. 

- . 
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I appreciate youi:r invitation to appeatt before this 

Subcommittee to discuss the multilateral development institutions 

and their role with respect to the debt and g:r:owth problems in 

the developing count:rdes. Over the· years I have had some opportunity 

to observe the Bretton Woods institutions -- the InteEnational 

Monetary Fund and the World Bank -- and to a much lesser degree 

the regional development banks. All these institutions, in 

my judgment, have impo~tant ongoing roles to play in safeguarding 

international stability and in promoting sound growth in the 

wo:r:ld economy. 

In the process, they necessarily have to adapt their 

programs and approaches to new circumstances as they emerge. 

That is not an easy task for large institutions, and particularly 

for those that must ope:rrate within the framewo1:k of a wide 

international consensus. At the same time, it is the fact 

that these institutions a:r:e international, with memberships 

drawn from all nations othei:r than the USSR and most of its 
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satellites~ that pEovides a sense of cohesion and political 

legitimacy essential to the success of theiE effoEts -- effoEts 

that seem to ro~ very much in accoEd with the largeE interests 

of the United States. 

I believe the constructive response of these institutions 

to the severe debt and adjustment problems that emerged in the 

early 1980s illustrates these points. In the initial stages 

of the international debt crisis, the Fund played an essential 

and, in key respects, an innovative role. It worked with 

borrowing countries to develop strong adjustment progEams that 

could command international support. Concurrently, it helped 

coordinate an unprecedented international cooperative effort 

to provide sufficient external funds to meet immediate needs 

and to support the countries' adjustment efforts. 

The World Bank and regional lending institutions, geared 

toward a longer-range perspective and project lending, could 

not, in the circumstances, at first respond so forcibly. Indeed, 
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borrowing ¢ountries cut back on some investment p:1:ojects that 

could have received World Bank support. 

Now, many of the borEowing countEies are or should be 

moving into a second stage, looking beyond the immediate need 

for budgetary and monetary adjustments to the essential need 

to sustain g:rrowth within the constraints of servicing existing 

debt and the less ready availability of private credit. In that 

context, the role of the World Bank and the regional development 

lending institutions is likely to become much more critical. 

The ~ced for innovative approaches and even close:rr cooperation 

with the Fund seems to me evident. 

There is a natural division of labor between the two 

Bretton Woods institutions that must be respected. The Fund 

is concerned with monetary stability, with balance-of~payments 

equilibrium, and with the broad economic policies necessary to 

support that equilibrium. The Bank is conce:rrned with longer-

term development and projects and policies designed to support 

that development in particular sectors of the economy. 
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Thes~ are valid distinctions. Essentially the roles 

are complementary, not competitive. But in practice, both 

institutions serve as sources of finance, as purveyors of 

policy analysis and advice to their members, and as forums 

for economic consultations among governments. In specific 

areas, those functions can overlap, and should be coordinated. 

Management of the "debt problem" provides apt illustrations. 

First Responses to the International Debt Problem 

Beginning in 1982, many foreign borrowers, principally 

in Latin America but also in other areas of the world, experienced 

an abrupt curtailment of their access to new loans from the 

private market. The Fund responded by assisting in the design 

of stabilization programs to help restore confidence and external 

balance. It also provided temporary financial assistance to 

many of the most troubled borrowers. In one perspective, that 

kind of work is a normal part of the Fund's business. But it 

has been without precedent in scope and challengeo More or less 

simultaneous negotiations have been required with a large numbe~ 
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of member countries in a highly charged atmosphere. Not 

only weEe the fortunes of paEticular countries at stake, but 

also the pe~formance of the world economy and financial system 

as a whole. 

In that situation, the Fund became involved to an 

unusual degree in consultations with the borrowing countries' 

commercial bank and official creditors. Those lenders clearly 

recognized that individual, uncoordinated responses to the crisis 

could not serve their mutual interest in orderly adjustment and 

servicing of loans. Restructuring of old debt and some new 

private credit would typically be necessary to provide enough 

time for the adjustment process to be effective. By working with 

the Fund, lenders could both be better assured that appropriate 

adjustment programs were undertaken and financial needs app~opriately 

assessed. From the viewpoint of the Fund, orderly refinancing 

of outstanding debt and the provision of new private credit, 

substantially supplementing its own resources, provided essential 

financial support during the period of economic adjustment. 
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With: its traditional emphasis. on investment planning and 
' I 

project- lending, the Wo~ld Bank was not in a position to react 

as quickly as the IMF to the immediate adjustment needs of the 

major borrowing countries. Nor were borrowing countries --

faced with overwhelming sho~t-term needs to cut back on budget 

deficits, to bring monetary expansion under control, and to 

adjust exchange rates able to give priority attention to 

long--term development and investment programs. Instead, cutbacks 

in overall investment and consumption expenditures by gove:rmments 

became unavoidable. In these ciEcumstances, both existing and 

new investment projects assisted by the World Bank and other 

donors tended to slow down rather than increase. 

Even in the "crisis" stage, however, there have been 

clear opportunities for mutually supportive approaches by the 

Fund and the Bank. 

In advising countries about "adjustment" pirograms, the 

Fund is always concerned with measures that should help promote 
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economic e~ficiency and long-term development. Flexible pl!icing 
' 

policies, more open and less discriminatory trade practices, 

and approp~iate exchange rates are normal parts of Fund-

sponso:rred programs. Such approaches are consistent with, and 

typically crucial to, long-term growth. At the same time, the 

Bank was, in fact, able to increase or speed up its disbursements 

of funds to sevel!al of the countries affected by ~he debt cl!isis. 

That response was assisted by the capability the Wo~ld 

Bank had developed in 1979 for nonproject lending through so-

called "structu:r:al adjustment loans" (SALs). The Bank's new 

commitments for SALs and broadly similar "sectot:al adjustment 

loans" expanded from less than $1/2 billion in FY: 1980 to more 

than $2-1/2 billion in FY 1984, befot:e declining somewhat in 

the fiscal year just ended. 

The SALs and sectot:al adjus.tment loans have the advantage 

of being fast-disbursing, so .that they can have an immediate 

effect on short-te:rrm balance--of-payments financing requirements. 

At the same time, they are strong],y' lfnked to policy actions, 
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designed t6 promote economic efficiency in pa~ticular sectors 

and to support growth. The recipient government, in effect, 

commits itself to changes in specific policies that will be 

sustained over time and which are expected to have a material 

positive impact on the effectiveness of its investment expenditures 

and on the growth of the economy. 

There is, by now, a record of accomplishment by these 

kinds of programs in some countries. For example, Turkey has 

unde~taken a series of major reforms, including major steps 

toward import liberalization, decontrol of interest rates, 

and reform of state economic enterprises with the support of 

the World Bank. 

These efforts of the Bank overlap with those of the 

Fund in two ~espects. The quick-disbursing Bank loans help 

provide the necessary external financing for the borrowing 

countries. And, at a sectoral or "micro" level, the policies 

suppo~ted by the Bank should reinforce and undergird the efforts 

of the Fund to promote economic efficiency and competitiveness. 
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The :tec.ent efforts by the Fund and the Bank in Colombia 

exemplify these Felationships, and could have implications forr 

futurre coopeiratio.ri. While that· count:ny has not :rrequested or 

received IMF financial assistance, it has kept the Fund fully 

informed in developing its economic prog:rram. · Just last F:rdday, 

the Fund, in tuEn, agreed to monitor p:rrogress in implementing 

the economic adjustmen.t prog1:am, which, in the judgment of the 

Fund, is broadly appropriate to the needs of Colombia. Mean-

while, the World Bank is~ major lender to the country, both 

for specific projects and for sectoral adjustment. The size 

of that lending program has been facilitated by the effo:rrts 

of Colombia to-implement suitable adjustment measuI:es. The 

·-
staff s of both institutions will work together in assessing 

Colombia's prog~ess. 

Looking Ahead 

The par,:ticular cilrcumstanc:es in Colombia are unique, 

and the a?!'rangements in that country do not necessa~ily provide 
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a precise ~rototype for others. However, all the heavily indebted 

countries in Latin America and elsewhe~e need to move from a 

situation of endemic financial crisis to anothe~ stage in 

development, looking towaEd what is necessa~y to sustain growth. 

As they do so, the particular skills and resources of the World 

Bank become increasingly relevant. Heavy ~eliance on the 

shorter-term tools of the IMF should then be phased dow~ 

Clearly, either or both of these institutions can only 

play a supporting role in the economic development of a country. 

The borrowing countries themselves must maintain a disciplined 

budgetary and financial environment, enabling them to consolidate 

the essential gains they have made in achieving better balance 

in their external accounts and to respect the tight constraints 

that still prevail with ~espect to their access to external 

finance. I believe they will also have to encourage more open 

and .competitive economies, able to sell into world markets as 

well as to increase their productivity. They will need well-

conceived investment prog~ams. More generally, they will need 
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to encoura9e economic efficiency and well-functioning markets 

in agriculture, industry, and finance. These are the kinds of 

things the World Bank and its affiliate, the IFC, working 

especially with the private sector, can support, but not impose. 

Internal reform is critical in circumstances in which 

access to new foreign bank and trade credits seems bound to 

remain limited for the time being. The hope occasionally 

expressed for really major increases in long-term official 

lending on concessional terms to the middle-income developing 

countries does not appear politically realistic. MoFeover, 

I doubt that industrial countFies are prepared to ease 

substantially debt burdens by taking over and writing off 

existing debt to private lenders. Nor do such approaches seem 

to me essential if well-conceived adjustments efforts are 

maintained. 

In time, renewed confidence could end capital flight 

and induce repatriation of capital by the citizens of the 
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bo~rowing countries themselves as well as fresh flows from 

abroad.· That process would be immensely helpful and the best 

possible evidence of success. But it is, of course, dependent 

upon a sense of sustained economic performance. 

The implication of these conditions is that it is too 

early for the major borrowers to plan on significant net private 

inflows of capital. Imports will not be able to grow over time 

at a rate substantially exceeding the growth in expoEts. But 

that is not a recipe for stagnation, so long as exports in fact 

grow. 

One of the lessons of experience is that rapid growth in 

developing countries, without excessive dependence on new debt, 

must go hand in hand with participation in international t~ade. 

That is why a competitive and relatively open economy is so 

important. This is a theme that the Wo~ld Bank has stressed in 

its structural and sectoral adjustment lending. 
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With9ut doubt, there will be more opportunities for 

working-with borrowing countries to help encourage the process. 

In some countries, for instance, there are urgent needs to 

improve the efficiency and effectiveness of agriculture, of 

transport, and of domestic financial markets and institutions. 

Review of the structure, operation, and performance of state 

enterprises is sorely needed, including the possibility of 

greater private participation and incentives in some cases. 

Structural distortions that hamper or discourage sectoFs of 

the economy that potentially could become the most dynamic and 

efficient need to be eliminated. That in turn may require 

import liberalization so that companies that have high export 

potential can in fact make use of the most ~ational and efficient 

production techniques. Much of this seems to be recognized, 

for instance, in the latest steps announced by Mexico only last 

week, in conjunction with actions to reinforce budgetary discipline 

and to adjust exchange rates. 
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In all these areas, there should be potential oppo~tunities 

for constructive World Bank collaboration, both in consultation 

as to the design of programs and in financing, dependent on 

effective implementation. That off1cial financing will not 

only help the borrowing count~ies to cover external needs during 

a period when private financing is so slack, but also encourage 

some resumption of private lending, through so-called co-financing 

or otherwise. 

You are aware that the World Bank now has under 

development a proposed Multilateral Investment Guarantee 

Agency (or MIGA). MIGA would be designed to enhance prospects 

for foreign direct investment by pl!OViding guarantees against 

noncommercial (i.e., currency transfer and expropriation) risks. 

Here in the United States the Overseas Private Investment 

Corporation has offeEed such guarantees to u.s. investors in 

many countl!'ies for- over 20 yea:rre, with a considerable measune 

of success. Some other ccuntries have comparable programs. 

But, properly structured, I believe wider availability of such 
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guaFantees on a multilateral basis could help improve the 

climate for direct investment in the developing countries. 

None of this suggests to me that the major focus of 

the World Bank on project lending will not or should not 

continue. The inherent discipline in project lending -- the 

need to relate a loan to tangible projected returns is 

important. But it also is quite possible that, as a matter 

of. relative priority, heavily capital-intensive, long lead-

time projects, with returns deferred far into the future, 

could give way to areas where more effective use of the existing 

capital stock is emphasized, with quicker and more evident returns. 

I_ will not pretend to .an expertise in these areas that 

I do not possess. But certain broad conclusions do seem to me 

valid. 

In the World Bank Group and the regional lending 
institutions the world has an enormously 
valuable resource. That resource lies not just 
in their technical skills and financial resources. 
As international institutions, they are in a uniquely 
advantageous position for working constructively 
with developing countries in the common interest. 
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The role of those institutions will be more 
impo~tant -- indeed potentially crucial -- in 
Latin Ame~ica and elswhere if those countries 
are to be able to restore strong and sustained 
growth in the wake of the debt crisis. 

The development institutions can only be effective 
as they build on the stabilization efforts of the 
countries themselves -- the effort that has been 
so strongly supported by the IMF. 

As that implies, the effoEts of the IMF and the 
World Bank in heavily indebted countries have 
become increasingly intertwined, and the need for 
close cooperation and operating relationships 
between the institutions has greatly increased. 

The entire effort deserves the continued strong 
support of the United States, including, as and 
when the need is demonstrated, financial backing 
in the form of capital increases. 

Perhaps I need not emphasize at length that the success 

of all these efforts is also fundamentally dependent on prosperous, 

growing economies in the industrialized world. Here and elsewhere, 

we must maintain reasonably open markets for what others can 

produce more efficiently and economically. The developing countries, 

in tu~n, can again become the most p~omising and most rapidly 

expanding markets for our products, as they were during much of 

the 1960s and 1970s. Flourishing two-way t~ade will be both 

the means for recovery and growth and a measure of our success. 

******* 
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Office Memorandum 

July 30, 1985 

MEMORANDUM FOl:t Fl.LES: · 

SUBJECT: Minutes of Telephone Conversation with Mr. Francisco Suarez, 
Mexico'·s ·undersecretary ·of"Finance, on Thursday, July 25, 1985 

· Mr. Suarez called to inform us about the new economic measures 
being implemented by.the Mexican authorities •. Measures were taken in 
the following areas: L 

1. · :Exchange· ra:te: As of Ju3:y 25th, the rate for the peso in _the . 
controlled mar~t was adjusted from Mex$233 per U.S. dollars to Mex~280 
per U.S. dollar:- The peso ·in the controlled market would continue to be 
adjusted by Mex$0.21_.12er u.s; dollar a day until August 5, when a new 
system of "floating" .for the controlled marke od ed. The 
cr!ter a o app ied in conducting the controlled float· were still 
being worked out, but it was noted that the following would be taken 
into account: (a) ·export performance, (b) the behavior of internatiQB.al 
reserves, (c) the d!.,fferential.vis-a~vis the parallel market, and (d) 
domestic inflation. Yesterday the spread between the controlled market 
rate and the parallel market rate was 20-25 percent. We emphasized to 
Mr. Suarez the limited scope ·for subsicifzing imports and private 
transfers irt present circumstances, and the advisability of moving to a 
unified rate. 

2. 'Trade system: The process of moving away from the use of 
import permits, and relying on protection through tariffs, is being 
accelerated and intensified. 'Dle requirement for import·permits is 
being eliminated for an additional 37 ercent of total s ,bringing 
t e to a va ue o m orts ffee from perm.its to more tha ercent 
(this may e compared with.the commitment made under the prbgram for the 
third year of.the EFF t2.; raise imports free from permits to between 35 
and 45 percent of total imports before the end of 1985). The new import 
t ff. schedule will .have nine rates ran in from zero to 50 ercent (O, 
5, 10, ·15, 20, 5, 35, 40 and 50), with most import categories falling 
between 25 and 40 percent. It was indicated that tariff rates might be 
revised downward_ in the fut'lire,. in light of the experience with the new 
schedule; the enactment of antidumping legislation was expected'tO help 
in this connection. As regards the generalized export drawback scheme 
(!JIMEX).,._ we were informed t.hat steps had been taken to make it more _ 
liberal; the percentage of .import items excluded from this scheme is 
being lowered from 28 percent,- to 21 percent and the minimum import 
tariff rate applicable to imports under the scheme is being lowered from 
25 percent to 10 percent • 
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3. Fiscal policy: 'lbe Government announced a number of steps to 
cut current expenditures o e n ra rnment, including the 
elm nation of undersecretariats and 50 directorates, ·a freeze in 
salaries·for high government officials, and reductions in various other 
e!Eenditures categories.- Tile President announced that he would take a 
10 ercent tin his salary. These spending cuts· are expected to rield 
some Me 150. illion (0.3 percent of GDP) in savings to the budget in 
the remain er of this year. No increases are planned in tax rates at 
this time but expenditure cuts are being·readied in the state 
enterprises, and the prices of certain public sector goods and services 
are to be adjusted sooa. · · 

. Mr. Suarez indicated that the public ·sector deficit for July 
haQ,been very high, partly.reflecting the fall in petroleum export 
receipts.. After t°he lowering of petroleum export prices earlier this 

"',A month, sales voiumes had returned to norm.al, he said, and this would be 
r reflected in receipts in August. He went on to emphazise, however, that 

--~~_,,tntJor action still had to be taken to curb the public sector deficit. 
~ :;:Without remedial measures the public sector deficit recent! had been 

pro ~cted by Mexican offic als to reach Mex$3,7 billion (close to 
~ercerit of GDP) this year •. This projection took into account the 

? .. 
1iciverse effects on the budget of the drop in petroleum export volume and 
prices, the negative repercussions of interest rates and inflation 
higher than of'lginally forecast, and the favorable effects of the 
reduction in foreign interest rates·. (The combined effect of these 
factors·would not seem·to be sufficient, however, to explain the 
difference between the public sector deficit envisaged in the program. 
and the latest official projection, which is a matter that will need ~o 
be addressed by the forthcoming staff mission to Mexico.) Earlier this 
month the authorities had raised reserve requirements sharply to provide 
financing for the public sector. 

cc: Managing Directo·r ~ . 
Deputy Managing Directoi· 
Mr. Wiesner 
Mr. Guitian 
Mr. Collins 

S~ T. 
J. P. 

; 
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1ll ·MAHlGING OlllECTOR 
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To: 
,' .:-··, J '', 

vz-Qm: 
"'li 
~~bject: Summin 

•.. ' : . 'i" 
le .. IV Consultation with Mexico 

; . . 

Mr. Ort:i~ 11S:~ ,,:i~que · ·· ""' . the last sentence of 
the first incomplete' para.gr' ' on ·page 2.. We have told him that reference 

. to cap~tal outfl;q~. ~~ ;the . adeqW~fY f ~;°·interest rate policies. was made 
~pecifically by ,~/::J:)all1:1,r~ .. and s9ggeste9 .. ~hat perhaps· the original words 

·~_'doubts were ?~:a,:-~ss~~tt ,;CJ#~\ be,_fgii~g~4 ~o '.~SOJ!1e doubt was expressed.u· 
,~ • '. 01;t;J.z C~e ;,~c'J,<..1r,tfr7~ff\~~ ,Jiil!' .,;pr~ter!nce fo.r dele~~on, ._}>Ut. otber
,w.J_se li,e· insis.t:'ed ;t;Q1;1.t ,we.,shogl.d .ins~;rt the clause_ "one Direct9r expressed 
'$qubt: u You .Jfnc:>W 'tij.;it_ .ir~ ·:g~ae,r4lly:Jry . to. avoid: "one Director". ciauses • 

. :$,reover, ~u~h \ii.i ins~rt:i'.oii':'~9~id _,we~ken tpe· strength of tJ:te Vnite,d . · 
States' voice in the' Board. ··:fl.nee .Mr. '.;Ortiz does not dispute,':the basic 
--~e+~~:j.ty of t;:ne.:~tat,.em.ent~ ·)\,sµgg~st .-t~at yqu insist. on maintaining the 
. sentence with the'. mild~ .soft'enJng .. referred' to.' above. ' . . 
' ~, . :• . . ' . ~ . ' ' , .,, -.. - . ,; " . . . 

With regard to-~he._DIMEX scheme, Mr. Or.tiz has p~intei.out 

l 
that some DirectOJ;'S~hag p.oied the PQ~i.tive aspects of this scheme.as a 

Iv{ transitional featU:r~.• , ·The record SUpport:S the r~erence Of that type, 
"'6) which I believe, can· be added without us having to ·.draw the specific 

attention of the Board to that addition. · 

May I have your reaction please. 

Attachment 

!. I 

. . 

cc: Deputy Managing Director 
.. Mr. Wiesner/Mr •. :Beza . 
Mr. ,Collins 
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To: The 

From: Leo Van 

Subject: Summin le IV Consultation with Mexico 

Mr. Ortiz has reque deletion of the last sentence of 
the first incomplete paragra on page 2. We have told him that reference 
to capital outflow and the adequacy of interest rate policies was made 
specifically by Mr. Dallara and suggested that perhaps the origina.l words 
"doubts were expressed" could be changed to "some doubt was expressed." 
Mr. Ortiz came back rei~rating his preference for deletion, but other
wise he insisted that we should insert the clause "one Director expressed 
doubt." You know that we generally try to avoid "one Director" clauses. 
Moreover, such an insertion would weaken the strength of the United 
States' voice in the Board. Since Mr. Ortiz does not dispute the basic 
veracity of the statement, I suggest that you insist on maintaining the 
sentence with the mild softening referred to above. 

With regard to the DIMEX scheme, Mr. Ortiz has pointed out 
that some Directors had noted the positive aspects of this scheme as a 
transitional feature. The record supports the reference of that type, 
which I believe can be added without us having to draw the specific 
attention of the Board to that addition. 

May I have your reaction please. 

Attachment 

cc: Deputy Managing Director 
Mr. Wiesner /My. Beza 
Mr. Collins ./ 
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The Chairman's Summing Up at the Conclusion of the 1985 
? 5 U 7 lb Article IV Consultation with Mexico 

Executive Board Meeting 85/92 - June 7, 1985 

Executive Directors expressed in general their broad agreement with 
the thrust of the appraisal in the staff report for the Article IV 
consultation with Mexico. 

Directors warmly commended the authorities on the remarkable gains that 
Mexico had made in recovering from the 1981-82 crisis. This had involved 
determination and political courage. While slippages had occurred in the 
program during 1984, Directors noted that the authorities had shown 
readiness to swiftly correct policies to deal with deviations from the 
programmed path and to adopt further measures in support of the adjustment· 
effort. On the whole, economic performance had improved in 1984 and 
financial imbalances had been reduced further, but Directors expressed 
concern about certain developments since late in the year. 

Directors welcomed the indications that economic recovery had started. 
They observed, however, that the adjustment effort was not yet completed, 
that it was proving very difficult to slow inflation, that the Mexican 
peso had appreciated significantly in real effective terms, and that 
Mexico's net international reserve position had deteriorated in recent 
months. Directors expressed some concern that the adjustment effort had 
been relaxed in the second half of 1984, and emphasized that the momentum 
of adjustment had to be regained in order to consolidate earlier gains in 
restoring confidence and to set the stage for sustained growth. In this 
context, Directors noted the more favorable development of consumer prices 
in May 1985, but added_that the minimum wage settlements which had taken 
place in 1985 were likely to add to the difficulty of reducing inflation. 
Directors also regretted tha·t progress in the implementation of structural 
adjustments in the exchange and trade areas had been sl9wer than anticipated. 

Directors noted that the 1985 program called for a further strengthening 
of the public finances, mainly through reductions in current expenditure. 
They welcomed the additional cuts decided in February-March 1985 and the 
decision not to activate the contingency reserve authorized in the budget, 
and regarded the 1985 fiscal target as appropriate. The cutback in the 
size of the public sector deficit was seen as essential in the effort to 
slow inflation, while the steps taken to prepare tax reforms, to strengthen 
the finances of public enterprises, and to scale down the public sector's 
involvement in various economic activities could be expected to contribute 
to a better use of the economy_' s resources in the medium term. 

In the course of 1984, monetary policy had become too accommodative, 
many Directors observed. They therefore welcomed the recent marked 
tightening of monetary and credit policies. The introduction of monetary 
regulation bonds and the increase in domestic interest rates were expected 
to improve the control over demand growth and to encourage domestic 
savings. However, Directors- were uncertain whether enough had been done 
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in this area. Concern was expressed about the overruns in the operations 
of financial intermediation by development banks and official trust funds. 
Given the momentum of demand expansion, Directors emphasized that the 
authorities would be well advised to take additional measures in this 

.., area should demand continue to grow rapidly and domestic financial savings 
i'll,t~Lf(,.<StC',,, prove weaker than expected. /fn view of the continued outflow of private 

(:£,-,.,.,6-+J. 1..1::/~ capital, some doubt was expressed regarding the adequacy of interest ·rate_J 
policies. 

(;,/-(_::Li} 
L , ( {;_, '-- \._ 

Directors noted that since the arrangement is already in its third 
year, it was important that the authorities move forcefully to implement 
the needed structural changes; therefore, they welcomed the adoption of a 
series of supply-side measures to complement demand management policies. 
Directors expressed disappointment about the slow pace of import 
liberalization, but noted the recent decision to accelerate trade 
liberalization and to deal with problems in the structure of protection. 
In this context, they took note of the approval of the DIMEX scheme, 
which _had positive aspects as a trans.}-_~,~p-~~!.Jei'ltu!"._e bu_!: of course should 
not be considered as a substitute for trade liberalization. Directors 
generally urged the authorities to move more aggressively in this area 
with a view to raising economic efficiency in general and to improving 
the conditions for the growth of non-oil exports, which was seen by 
Directors to be crucial for the maintenance of a sustainable external 
position in the medium term. 

Directors recognized that steps had been taken in December 1984 and 
March 1985 to improve the international competitiveness of the Mexican 
economy, but they were concerned that policy in this area was not 
sufficiently flexible, particularly in view of the insufficient exposure 
of public and private enterprises to the stimulus of foreign competition, 
the recent weak performance of non-oil exports, and the continuation of 
high rates of inflation. Directors noted with concern recent developments 
in private capital outflows, the drop in official international reserves, 
and widening of the differential between rates in the controlled and in 
the parallel exchange markets. Directors urged the authorities to monitor 
developments in the exchange rate area very closely to facilitate timely 
action to assure the maintenance of external competitiveness and the 
protection of the overall balance of payments. Directors stressed the 
distortions and confidence-reducing effects arising from the continued 
existence of multiple exchange markets, and urged the authorities to 
unify the exchange system as quickly as possible. 

Directors welcomed the signing of the multiyear restructuring of the 
public sector external debt with commercial banks. This, together with 
the reduced reliance on net external borrowing by the public sector and 
the progress made toward adjustment, had significantly improved Mexico's 
capacity to manage its external debt. Directors stressed the importance 
of both pursuing appropriate demand management and exchange rate policies 
and implementing structural reforms to facilitate Mexico's return to 
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international capital markets and sustained economic growth. .In, this 
context the enhanced Article IV consultations in 1986 should contribute 
to the process of normalization of Mexican access to financial markets. 

It is expected that the next Article IV consultation with Mexico 
will be held on the standard 12-month cycle. 
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If you agree, I would send Mr. Hernan· Puentes, our ·s~tj.ior 

Information Officer, to-conduct the·background press briefing prior to your 
arrival in Guadalajara and to work with Mr. Resendiz on the organizat·ion :. 
and handling of the proposed press breakfast meeting. Mr •. Puentes··.will · b,e 
able, on the basii; of his earlier contacts, to provide you with a list·of 
questions that he expects to·be asked. We will ~lso prepare possible 
questions and suggested responses for your ress conference in Mexi ~ty, 
wn c con ucte .Y e Mexican government's media re1fr.eseritatives 
in the presence of tlr. Silva-Herzog, and which is ~xpected to'/Jast ,about 30 
mi_nutes. · · · · · . . . ' ·· · · · · /t(li¥\ · · · .· . ,. 

cc: 

,• 
. ' ~ ~ .. 

•, ,• 

Mr; Wiesner has no difficulty with this proposa~:.;- / · · 
, . - - .. , I (~ .l ·.' .: • . ..: 

I •• i 

i ·j ·)t::,: J. 
I;, t . .:~·, 
' .• '·.\ . :-,, . • · 1 . . 
( ,.i, · ·!::·n-: Rclat,i,,,,. 

;\· '···::'. ·.~·/r.::·~· .. f 

Mr. Wiesner 

.. 
... 

. ;'}:. 
' .. ' 
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DATE: June 17, 1985 

1

~ : ' \ r· ·--· \-FROM: A.F. Mohammed 1,..-, 

SUBJECT: The Managing Director's Visit to Mexico 

Your forthcoming visit to Mexico (July 23-25, 1985), is likely to 
-attract wide media coverage. To minimize any inconvenience or encumbrance 
upon your activities, it would be.helpful if\ the media has an opportunity 
to cover the visit in as informed and well-documented a manner as possible. 

· Mr. Rafael. Resendiz, Director of Communicati<fns at Mexico's 
Minist-ry of. Finance, visited our Information Office recently. From him, we 

.. ;learned that. yout press conference scheduled at President . de la Madrid's 
'./w.idence in Mexico City on Thursday, July 25, 1985, will mainly attract 

. vf~bverage by the political media normally covering Los Pinos whereas the 
· .,,J~ · ·more. specialized economic media will be. present in force _in Guadalajara 

/ .. ,'./o~er the weekend (July 20-21, .1985), prior to_ the Second Annual Bankers' 
L..,,. ~~ . ;, ···i_;~~nvention (July i2-24, 1985).,. Mr .• Resendiz expects great interest, even 
, ,.,... . : , -":';;,'.~,;es.sure, on the part of the. economic media to gain access to you in 

,r · ,,,,,1 ·. c,, · ·'.',:Guadalajara, -and expressed :the view, with which I concur, that it- would be 
riJ _;,it, ,,,. ··: .. '\·:'.hseful t:o (a) have a Fund representative ho'id a background press briefing, (~i. ,: ~ ': ··perhap13 on Sunday, July 21, in order to provide general information on the 
(Z'" r Fund, as well .as to make rele.vant publications available to the media; and 

(b) for you to offer to meet the press on Wednesday, June 24, prior to 
.JJ;) deHvery of your speech to the. ~onvention, perhaps at a breakfast 
V- session. This would not be a news event as you would not. wish to. announce 

anything to the·press except what you are ·going to say in-your speech. 
Reporters could be told that they are being provided with an opportunity to 
meet with you. An embargoed text of your address would also be made 
available, in Spanish, at that time. This contact with the economic media 
would reduce pressure for individual access to you while in Guadalajara. 

If you agree, I would send Mr. Hernan Puentes, our Senior 
Informa~ion Officer, to conduct the background press briefing prior to your 
arrival in Guadalajara and to work with Mr. Resendiz on the organization 
and handling of the proposed press breakfast meeting. Mr. Puentes will be 
able, on the basis of his earlier contacts, to provide you with a list of 
questions that he ex ects to be asked. We will also prepare possible 
questions an suggested responses for your ·res conference in Mexic ty, 
wli c con ucte y e Mexican government's media representatives 
in the presence of Mr. Silva-Herzog, and which is expected to last about 30 
minutes. 

Mr. Wiesner has no difficulty with this pr~posal. 

cc: Mr. Wiesner 



\
,.,.:_ \'Ji{ - 7 
: t;,.,, "' ' 

Of /ice Memorandum 
The M~aging Director 
The;1eputy Managing Director 

J. Pujol ~ 
Mexico - 1985 Article IV Consultation 
on the Extended Arrangement 

DATE: June 7, 1985 

and Discussion 

Attached is copy of the staff opening statement of the 

Execut ive Board discussion of the Article IV consultation and the 

extended arrangement for Mexico. 

Attachment 

cc: Mr. Wiesner (o/r) 
Mr . Van Houtven 
Mr. Collins 
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Draft 

In the papers circulated to the Executive Board on Mexico's program 

for the third year of the extended arrangement, the staff had commented 

on developments during 1984 and the early months of 1985 on the basis of 

the information gathered by the missions that visited Mexico City in 

late 1984 and early 1985. At the time the papers were finalized we had 

not yet received all the figures for the end of March 1985. We have, 

over recent days, received additional information from the Mexican 

authorities concerning the performance in the early months of this year 

and would like to bring it to the attention of the Board . 

This information shows that all performance criteria were met in 

the first quarter of this year. With respect to the deficit of the 

nonfinancial public sector, it reached Mex$416 billion in the period 

January-March 1985, thus remaining under the limit of Mex$430 billion 

established for the first quarter of the year. The interest accrued to 

the Bank of Mexico on claims on the nonfinancial public sector reached 

Mex$801 billion as of the end of March 1985, which was under the limit 

of Mex$805 billion established under the program. Net credit to the 

nonfinancial public sector from the monetary authorities reached 

Mex$3,713 billion at the end of March 1985, compared with the limit of 

Mex$3,748 billion established under the program. The operations of 

financial intermediation of the development banks and official trust 

funds amounted to Mex$120 billion, which was under the ceiling of 

Mex$130 billion. Net domestic assets of the monetary authorities 

expanded by Mex$122 billion, compared with the limit of Mex$127 billion 



- 2 -

established in the program. During the first quarter of 1985 the 

cumulative net foreign borrowing of the public sector amounted to US$300 

million, which was well within the limit of the US$500 million 

established in the program, while international reserves dropped by 

US$867 million, compared with the US$1,000 million reduction allowed for 

under the program. 

As was pointed out by Mr. Ortiz's statement, preliminary 

information for the first few months of the year indicate that the rate 

of growth of economic activity continues to be quite strong, although it 

has slowed somewhat since the last quarter of 1984. The rate of 

inflation has decelerated further, as consumer prices are estimated to 

have increased by 2.4 percent in May, compared with 3 percent in April 

and an average of 5 percent a month in the first quarter of the year. 

The recent increase in minimum wages referred to in Mr. Ortiz's 

statement brings the increase for 1985 to 53 percent, compared with 56 

percent during 1984. The data shows that the balance of payments has 

been weaker than expected and official reserves--although still very 

substantial--are somewhat below their level at the end of the first 

quarter of 1985 and net domestic credit of the Bank of Mexico, which is 

subject to continuous testing, has been running close to its quarterly 

ceiling. Quotations in the parallel market have varied widely in the 

first few months of this year, with the differential vis-a-vis the 

controlled market fluctuating between 11 and 30 perent, with the most 

recent quotations showing a differential of a little more than 20 

percent. 
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The Managing Director 
To: TI-le Deputy Managing Director June S, 1985 

From: S.T. Beza /J) /3 
Subject: Mexico--Visit of Mr. Mancera 

Mr. Miguel Mancera, Governor of the Bank of Mexico, will be 
meeting with us tomorrow. He will be accompanied by Mr. Buira, Director 
for International Organizations at the Bank of Mexico . 

Recent developments and policies 

A Mexican team headed · by Mr. Gurria, Director General for 
Public Credit at the Ministry of Finance, visited Washington late last 
week to review with the staff developments under the program. The 
comments presented in this note incorporate the results of those discus
sions. 

Preliminary information for the first few months of the year 
indicate that the rate of growth of economic activity continues to be 
quite strong, although it has slowed somewhat since the last quarter of 
1984, when it is estimated that real GDP was expanding at an annual rate 
of about 6 1/2 to 7 percent . TI-le rate of inflation also has dece l erated; 
in April and May consumer prices are estimated to have risen by around 3 
percent a month (an annual rate of about 43 percent), compared with an 
average of 5 percent a month in the first quarter of the year. However, 
the performance of the balance of payments has been weaker than 
expected. Non-oil exports have declined in the first few months of the 
year, compared with the same period a year ago, while imports have 
continued to expand at a relatively rapid pace . The result has been 
that the surplus in the current account of the balance of payments has 
narrowed significantly . More importantly, there appears to have been a 
sharp increase in private capital outflows since the beginning of the 
year; very recently, capital outflows appear to have been influenced by 
uncertainties in respect of oil prices . 

These capital outflows have led to losses in official reserves 
and have given rise to wide fluctuations of the parallel market exchange 
rate. 'The differential between the parallel and the controlled market 
rate has varied between 11 percent and 30 percent during the first five 
months of the year. TI-le most recent differential is somewhat over 
20 percent. (You might recall that it had been agreed with the authori
ties that a sustained deviation in excess of 20 percent would give rise 
to consultations with the staff.) The real effective exchange rate is 
estimated to have shown an appreciation of about 1 l/2 percent from end-
February 1985 to end- April. ) 
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The net international reserves of the Bank of Mexico experienced a 
drop of US$867 million in the first quarter of the year, and in the next 
seven weeks (through May 24) they fell by another US$400 million. 
Although all the performance criteria under the program for end-March 
were observed (Table 1) and the net domestic asset ceiling was being 
respected as of May 24, 1985, the margin under this last-mentioned 
ceiling was practically nil as of that date; the ceiling on the net 
domestic assets of the Bank of Mexico is a continuous ceiling, with 
readings available on a weekly basis. As matters now stand, the Bank of 
Mexico will have to make a substantial effort during the month of June 
to meet the end-June target for international reserves and to remain 
within the ceiling on its net domestic assets; indeed, if the repayment 
of a credit (from 1984) to foreign commercial banks is made in June 
rather than July, there will be virtually no chance of meeting the end
June balance of payments target. 

From the data available it would appear that the problem that has 
emerged in respect of the ceiling on the net domestic assets of the Bank 
of Mexico did not originate in credit to the public sector. As regards 
other credit operations, it may be recalled that the Bank of Mexico was 
to place monetary regulation bonds in March and April. The placement in 
March (three quarters of the total) took place as scheduled but the 
April tranche was delayed until end-May. The placement of bonds in 
March raised deposit rates by 7 to 8 percentage points, to 66 percent at 
an annual rate. Bank deposit rates were not changed again until this 
week when they were raised to 70 percent, but treasury bill rates in the 
weekly auctions continued to· rise throughout the period (from some 
63 percent in mid-March to 80 percent this week). The growth of deposit 
liabilities in commercial banks has lagged in relation the projection, 
perhaps reflecting pressures from capital flight. 

The .data available on the public finances show that the public 
sector deficit remained within its ceiling in the first quarter of 1985. 
This was followed by a relatively high deficit in April, but the latest 
indications are that the deficit was reduced in May. We were informed 
by Mr. Gurria that during the month of May instructions were given to 
reduce public sector expenditures by another Mex$200 billion (about 
0.4 percent of GDP) to help counter the effects of a possible decline in 
petroleum export prices. The authorities appear to expect a drop of 
about US$1.50 to US$2 a barrel in the average price of petroleum 
exports. Such a fall in petroleum prices would result in a loss of 
public sector revenue of about US$850 to US$1,100 million, which however 
would be more than offset on a full-year basis by the recent reduction 
in foreign interest rates; however, because of the lags in the reduction 
of interest rate charges for outstanding credits, it is possible that 
the net effect of these two forces would produce negative effects in 
1985. 

Other policy developments discussed with the }kxican team 
included: the approval of the DIMEX program, whereby local exporters 
will be allowed to import without permit a value equivalent to 30 per-



- 3 -

cent of their export proceeds (which is a smaller percentage than the 
40 percent mentioned in the letter of intent); a further liberalization 
equivalent to 2 percent of total imports (this last installment raised 
the total of liberalized imports to 25 percent, compared with a target 
range of 35 to 45 percent by the end of 1985); and the mid-year award of 
an 18 percent increase in minimum wages. The staff has emphasized to 
Mexican officials that the wage action will adversely the chances 
of reducing inflation from nearly 60 percent during 1984 to the range of 
40-45 percent being sought this year; with the latest change in minimum 
wages their increase for 1985 is 53 percent, compared with 56 percent 
last year. 

Today the authorities authorized the establishment of exchange 
houses that will be permitted to operate in the parallel market. Banks 
will be able to set up exchange houses, and thus will be allowed to 
operate in the parallel market. This would seem to'be a move to 
implement the liberalization of the exchange system that Mr. Mancera 
discussed with us when he was here in late March. However, the method 
chose seems to be less open than we had expected on the basis of the 
conversations we had had with him. 

Issues for discussion 

We are concerned that all aspects of the financial program continue 
to be experiencing difficulties, but the most pressing problems seem to 
be in the areas of exchange rate policy and credit policy; this is not 
to say that fiscal policy is not without its difficulties, but measures 
continue to be taken in this area (as was noted above) and there is 
still a reasonable chance that the authorities will comply with the 
midyear limit. In contrast, a major reversal of recent trends will be 
needed· in credit from the Bank of Mexico and net official reserves to 
accomplish the aims of the program. 

It seems clear that exchange rate policy needs to be made much more 
flexible to reverse the drain of reserves, and this needs to be backed 
up by a more aggressive policy of credit restraint (including further 
increases in interest rates). We might ask Mr. Mancera how the latest 
change in exchange arrangements might be utilized to achieve a greater 
flexibility of the exchange rate; however, far bolder steps toward a 
flexible system may well be necessary. As for the management of credit 
policy, private demand seems to be still quite strong, and it may take a 
significant reduction in the rate of increase of credit to bring the 
growth of domestic demand down to a more· sustainable rate. 

Another issue to be discussed with Mr. Mancera is in the area of 
commercial policy (Mro Mancera was the author of the DL~EX scheme). We 
might review with him the progress made so far in the process of trade 
liberalization, the timetable for the implementation of the new tariff 
structure for rest of the year, and the operational implications of the 
new DIMEX scheme, both domestically and in the context of the new trade 
agreement with the United States. 
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We will need to prepare an opening statement for the staff for 
Friday's meeting on Mexico, taking into account information received 
from the visiting Mexican team and the discussion with Mr. Mancera. The 
latest information is disconcerting, and the additional material we 
present to Directors will undoubtedly make the discussion of Mexico's 
policies even more critical than it would have been on the basis of the 
staff reports issued a little more than three weeks ago. 

Attachment 

cc: Mr. Wiesner (on return) 
Mr. Guitian 
Mr. Collins 
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Table • 1'Ecico: Sumnary of Performance umer the 1985 Program 

Program Actual 
Excess(+) 
Mll:gin(-) 

N:>nfinancial public sector 
curulative deficit !/ Jj 

: 
Unpaid interest accrued to the 

Bank of ~ on claims 
on the nonfinancial public sector 

Net credit to tbe llDilfinancial public 
sector by the nonetary authorities '.JI 
Unadjusted 
Adjusted fj/ : 

J 

<lmulative ~es in financial 
intemcliat~ (effective flow) 

<lmulative changes in net clarestic 
assets of the oonetary authorities 
(effective flows) :Ji 

I 

i 
<lmulative net 'foreign borrowing 

by the publi.(; sector 1/ 
j 

Q.mulative cbarige in net 
interoatiooal resetves of the 
m:metary authorities 1/ 

(In billions of pesos) 

430 

805 

3748 
3958 

130 

127 

(In millions of U.S. dollars) 

-1000 

Sow:ces: Mex:ican authorities; and fuIJd Staff. 

!/ Limit tested at ~ of each period, 
Y Effective flows of financing ireasured on cash basis. 

416 -14 

801 -4 

3713 -35 

120 -10 

122 -5 

300 -200 

-133 

'.J/ Effective stocks calculated by adding effective flows to oo:ninal stocks outstan:iing as of the end of 
1984. 

!!/ Ceiling can be adjusted upwa!ds by an aimunt equivalent to the cCllllercial banks' len:!ing to the 
oonfinancial public sector resulting fran inplerenting maooatory portfolio requirarents. 
'The coonte,:part of this adjusterent w:iuld be a dowm1a!d adjustnent of the nmdatory portfolio on the 
camereial banks by the Slllie arrrunt as the upwa!d adjustnEnt of the Bank of ~, s lending to the 
nonfinancial public sector allowed urder the program. 

'2/ Net damstic assets of the Bank of 1'Ecico for purposes of the ceiling are defined as the difference 
between note issue and net international reserves of the nonetary authorities. 
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TO 

FROM 

SUBJECT: 

The Managing Director · 
The Deputy Managing Director DATE: May 7, 1985rif'-

E. Wiesner j::' · l)J _. -- ~ 

Mexico~Staff Report for the 1985 Article IV Consultation and 
Use of Fund Resources Under the Extended Arrangement--Program 
for the Third Year 

Attached for your approval is the draft of the staff report on 

the 1985 Article IV consultation with Mexico and-the presentation of the 

program for the third year of the extended arrangement. 
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~ significant downward tendency, seem to have stabilized at around 3 to 
.J • 
3 1/2 percent a month in the second half of the year. Furthermore, 

prices e~perienced an acceleration in December 1984-January 1985 that 

went beyond that expected from seasonal factors taking into account 

the adjustment of contrQlled prices. Accordingly, in February '1985 the 

~ authorities decided to fo~go activation of the contingency deficit 

reserve and to reinforce the public finances to ensure that the 1985 

overall econ;~~ficit would be kept within Mex$1,785 billion (the 

equivalent ~rcent of GDP). 

The authorities explained that receipts of the public sector in 

1985 would be affected by the decline in international petroleum prices. 

However, in local currency terms, the drop in the dollar value of 

petroleum exports would tend to be somewhat offset. by the faster rate 

of depreciation of the peso adopted in December 1984 and March 1985. 

Nevertheless, the authorities were aware that there was a need for 

strengthen:l:ng the ,administration of existing taxes and for adjust'ing 

the prices of public sector goods and services, to compensate for some 

of the loss of public sector revenue resulting from the fall in petro

leum ·exports. 

The authorities pointed out tha~ substantial adjustments had taken 

place in the prices of public goods and services in 1983 and 1984, and a 

large part of the lag in prices accumulated in previous years had now 

been erased. In 1985 they intend to continue adjusting public sector 

prices to compensat~ for inflation, as well to reduce or eliminate 

operating losses ·of the state enterprises, but they indicated that the 

adjustments to be made in l~~.l_~Quld~~ relatively smaller than in the 
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:f The authorities have reiterated their commitment to exercise flexi-

bility in the .JDariagement of the. ·exc~ange ra.te policy, and. in Decem~er 

1984 and March 1985 they raised the pace of the daily depreciation~. , . 

Tiley have noted that the current rate of depreciation would be consistent 

J with the maintenance of the present real effective exchange· rate if 
i,.PJ; tY--' . 

Y ) 
0
ktheir goal of reducing inflation during 1985 is achieved and the behavior 

'l~ ,ilr-l:"· 
~"'. ,\/. \ \ of foreign exchange markets and inflation abroad confqrms to current 

:,,, )'\~,.,projections. The staff is concerned that the margin for maneuver on 

~)~ti">:= this front has .. become· very thin, particular I~ in t.he context of ~he 

\'\{.'<~ <. a,,r_it~es' in~~n_tion to open the :conomy on· th~ __ import side_ •.. For'_ 

.A ~}.~ /( t(nese· reasons, th~ staff would urge th.e. autl:iori~ies, _to ~n~tor develop-: ·. 

i v}J/f/f;:'.·/ . --~t~ ~~ 'the exchange ra~e area veey. clo~~iy/t_o_·,-i.i1i~i~·tat~- tµnely a:~tion; _:,; 
I· ~)~)/!:~\,_ · to ~ssu~~- external .c~mpeti~iveness~·' .. ··.·:_·:.-··:\/~-·-. ··.. .. 

~· ~if.1-· :'. . ' . . . - i, . . . ;•, ri~:fi/ .··· .•. n,., .du~r :tnge ~~ket was itrjt~{§;~,1tnsitory me~ure by 

I, 

i. 

• ,: :c,::.·':".'.·'i the authorities· Jf and th~,:. have reite:r.at~ci\tlle.f,:::t;.<'it,iiention ·. of eventually · .• · ,7'\,_?/~·>,.:.:.:.·.,, . ,,;:.·.··~ ;· .. ,· :_~... ' ' .. . . ,' ,}, -· . . . ·;,._",,~ ,.·····--·\ .. , . •. 
':r--" ,. • •' "~ :.:.:;' -~ •. •• ~ 

ret~rriing. to;.··~ ·~if ietf exchange ma.:~ttet; . ~W'.~V~~i .th~ authorities are 

not prepar~d at.this time to commit themselves'to the eliminat:ion of 

the existing mv,ltiple currency practices bef~re. 'the expiration of the 

curreQ.t e:x;tended a1=rangement on ne:c~10ber -3h, 1985··~; :While exceptional 
' ,. ·t . , •. 

c~~itious::may st~i,i ·prevail, the,.st~ff ;pti14 n~i~:\hat the existing. 
• • • • > V • •• ·:•.; ; < ~ .(J -~ =::,2- '; ~.; '..) 

' limitation~'. on acces.s: .to· t;:he free' market liav:~: encohraged the development 

of a:n, i~f,~~l, ~iiraii~~' market.~·. g~ving ~;se::::~~:-c:itain distortions and :_.' 
'. " • • • • • l ' 

risking ',lnfavorable effe~~s on'' confid.~n~e.,. 4Ithough the spread between 

the rates ti the c~ntrolled and free marke,t 'lias narrowed over the past . 

two years, the spread between these two markets and the parallel marke(~'.' 

rate h~s been significant in recent. ,onths •. 
. ~;; .. , 
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C. A. Aguirre~ From: 

Subject: Technical Assistance Mission to Mexico 

I returned to the office today from a technical assistance 
mission to Mexico, which took place April 8-30. The mission comprised, 
in addition to myself, Mr. Shome, Mr. Kondratiuk (an Argentine member of 
the panel of fiscal experts), and Mrs. Handford (secretary). As requested 
·by the Mexican authorities, this mission was to evaluate the structure 
and administration of the federal domestic taxes on consumption. A second 
mission will visit Mexico in the summer to study the remB:ining federal taxes. 

Extensive discussions were held with a number of government 
officials responsible for tax policy and administration, including·the 
Under Secretary for Revenue, and, following arrangements made by the 
authorities, with representatives of the private sector. In addition, 
two state revenue administrations (the Federal District and the State 
of Mexico) were visited to ascertain the efficiency of their operations 
in connection with the~dministration of the value~added tax (VAT). The 
last day of the visit the mission was received by the Secretary and Under 
Secretary .for Finance and Public Credit to discuss its preliminary 
conclusions. 

Collections from domestic taxes on consumption, including the 
VAT, excises, and a tax on the production of the Mexican oil company 
(PEMEX) for domestic consumption, have been· approximately 50 percent of 
total tax revenue in 1983 and 1984. The VAT and excises contributed 
around 19 percent and 14 percent of to.tal tax revenue, respect! vely, 
while the remaining was accounted for by the production tax on PEMEX. In 
the case of the VAT, collections in recent years do not seem to have · 
responded as expected, particularly after the rate increase that took 
place in January 1983. In trying to explain the disappointing performance 
of VAT collections, the mission tried to ascertain the validity of a 
number of arguments relating to exogenous.factors that have been advanced. 
After observing production, and supply and demand patterns in the Mexican 
economy in recent years, it was concluded that both the effort to increase 

···--·--········------- ex__ports and .. the con.tr.action ..and. change .. in. the composition of imports 
resulted in a decrease of domestic consumption which, ·in turn, pressed 
the VAT base downward. 

With a view to determining the importance of endogenous factors, 
the mission also attempted to estimate the probable base of the VAT for 
1983 on the basis of published national accounts. The design of the 
Mexican VAT includes zero rating (exports and agriculture, including its 
inputs) and exemptions (construction and rental of housing, books, passenger 
transport, interest, a large part of medical services, education, and 
other activities such as public administration which are usually exempted). 
There is a standard rate of 15 percent and a reduced rate of 6 percent, 
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the latter applying to medicines and most food products as well as to 
transactions that take place within 20 kilometers of the borders with 
neighboring countries. This unusual treatment of a geographical area as 
a separate tax zone was introduced so that tax rates would not be much 
higher than sales tax rates prevailing in the U.S. states bordering 
Mexico, thus not encouraging purchases in the United States by Mexican 
residents in the border zone. There is also a symbolic tax rate of 
20 percent, which was introduced in 1983 and applies to very few goods 
and services that are unimportant in terms of revenue. Highly tentative 
results, arrived at before receiving all the statistical information 
that was requested, would indicate that: (a) the taxable base of the VAT 
would be approximately 50 percent of the GDP plus imports; and (b) actual 
collections from the VAT would be slightly less than half of the potential 
VAT revenue. The mission expects to be able to refine these estimates on 
the basis of additional data to be received soon from the Mexican authorities 
and to incorporate the revised calculations in the final report. 

The mission did not find major problems in the design of the 
VAT, although there may be some merit in limiting somewhat the extent of 
zero rating currently in effect to avoid the administrative problems 
created by a large number of refunds. Regarding administration, however, 
there are some identifiable shortcomings. The major one is the overlapping 
authority of the Federal Government and the states (there are 31 states 
plus the Federal District) for administering the tax, a situation which 
is recognized by the authorities as being clearly undesirable but which 
has deep institutional and political roots in Mexico, dating back to the 
introduction of VAT in 1980 as a replacement to a turnover tax that was 
entirely administered by the states. Another serious difficulty is the 
legal and administrative treatment of the so-called "minor" taxpayers, a 
category which includes many taxpayers who are no longer "minor" but 
benefit unduly from being defined as such and pay little tax. Recognizing 
the importance of political factors in the decision to establish a dual 
administration for the VAl, the mission recommended that a study of the 
feasibility of transferriµg all the administrative functions to the·Fed~ral 
Government be undertaken, at least in the case of the Federal District,. 
which enjoys much less political autonomy than the states and coliects 
more than 40 percent of total VAT revenue. Moreover, the mission also 
recommended that the current system of revenue sharing be changed in 
order to give more weight to the collection effort of the states in. 
determining their shares of federal revenue (see below). As regards 
"minor" taxpayers, the mission is of the view that the legal set-up 
needs to be substantially ·overhauled so as to eradicate the abuses 
current!y prevailing. 

With respect to excises, it is worthwhile to note that the 
Mexican system relies heavily·on a tax on gasoline that amounted to almost 
10 percent of total tax revenue in 1984. In general, the system is well 
designed and administered. The mission had, however, two observations to 
make. In the first place, tax coverage in the case of most taxable 
products has been extended to include the wholesale stage. Thus, the tax 
is now multistage and a credit system, similar to that of the VAT, has 
been adopted to avoid cascadi~g. This was done to prevent manufacturers 
from underpricing their a.ales to related companies engaged· in distribution 
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activities, a practice that became common after most rates were made ad 
valorem in 1980. Although the new system has enhanc"ed the revenue 
potential of the tax by increasing its base with·the value added by the 
wholesalers, it has also increased considerably 'the nuntber of taxpayers 
and forced the authorities to introduce a withholding system which is not 
free from administrative complexity. The misidon would favor a return 
to a more conventional, single stage, type of excise system, which includes 
only manufacturers and importers in the tax coverage. To avoid underpricing, 
it would be necessary.either to.include adequate provision& against it 
in the law, or use a system of administered prices to which the ad·valorem 
rates would apply. This system would allow the use of simple control 
procedures, similar to those that are in force where specific rates apply 
but without ~he disadvantages of the latter. Tax raf:es would have·to·be 
adjusted, of course, to avoid revenue losses in those cases where the tax 
base becomes smaller as a result of excluding t~e value added by distribution 
activities. The second observation of the mission relates.to the list of 
taxable goods and services. At present, this 1s rather limited, a fact 
that probably reflects an overreaction against the proliferation of 
excises that prevailed before 1980. If revenue needs dictate it, however, 
the list could easily be expanded to include products such.as luxury 
goods, electrical applianees, and tires.· 

As mentioned above, the state& play an i111por(:ant role in the 
administration of the VAT. Desp~te this, there is currently very little 
in the formula used to determine.the share of each state in federal 
revenue that reward• 1te effort to increase VAT collections. Moreover, 
the ratio of state tax revenues to state shares in federal revenue averages 
barely more than one fourth, making evident the dependency of the states on 
revenue sharing to carry out their programs. Assuming that current 
institutional arrangements regarding dual administration of certain 
federal taxes by the Federal Government and the s.tates cannot be altered 
substantially, the mission recommended a change in the foTmula currently 
in effect by means of introducing a factor that would encourage the states to 
improve significantly their collection effort. One way of achieving this 
would be to break down, by state, the budget estimate of federal taxes 
administered by the states and then consider the excess or shortfall 
generated by each state as a proxy for its administrative'effort. 
Assignment of a substantial part of this excess or shortfall to the state 
that generated it could work as a powerful incentive to maximize the states' 
efforts. 

As usual, a final report will be prepared and submitted to the 
authorities in due course. 
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