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@ Office Memorandum

TO The Managing Director DATE December 12, 1990
The Deputy Managing Director

FROM S T Beza M/}

/
SUBJECT | Mexico-—Back-to-Office Report

The staff team that just returned from Mexico reviewed the main
features of the budget for 1991 that is presently before the Congress, as
well as developments and prospects under the extended arrangement This
visit will prepare the ground for the mission that will visit Mexico City in
the second half of January to negotiate the third year under Mexico's
extended arrangement with the Fund

Mexico has observed with wide margins all quantitative performance
criteria for end-September, except for that on external debt where a smaller
margin reflected short-term borrowing by commercial banks (still public) up
to the indicative target The expectation is that end-December performance
criteria will be observed, although the margins will be smaller than in
September, and caution will be required in the incurrence of new external
debt

The authorities' aims for 1991 are to reduce inflation to
14 percent from an estimated 30 percent in 1990 with real GDP continuing to
grow at around 3 percent These objectives are framed within the recent
extension of the wage-price pact to end-1991 which includes a slower pace of
depreciation of the peso and adjustments in public sector prices and wages

The budget for 1991 is based on an oil price of US$17 a barrel,
and envisages a marked reduction in the PSBR (to 1 9 percent of GDP) because
of a projected decline in nominal interest rates with the slowing of
inflation However, the primary surplus is projected to come down by about
1 percentage point of GDP in 1991, when measured on the basis of an
unchanged o0il praice

The mission emphasized that the fiscal effort at the level of the
primary surplus should not be eased from the 1990 level until there is clear
evidence that the rate of inflation has declined to a path consistent with
that assumed in the authorities' economic program, particularly in view of
the reduced pace of currency depreciation

Officials in the Ministry of Finance and Public Credit shared this
concern and indicated that fiscal policy would be run tighter than the

budget if needed to meet inflation and balance of payments aims  However,
it appears that there are differences within the Government, with Ministry

of Budget and Planning officials having favored a larger reduction in the
primary surplus than that contemplated in the 1991 budget
Attachment

ce Mr P Andrews

Contributor
Mr Kalter (WHD) -
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Office Memorandum

TARY ¢

TO The Managing Director DATE December 12, 199p
The Deputy Managing Director

FROM Eliot Ralter Ly

SUBJECT Mexico-Back—to—Office Report (November 26-December 6, 1990)

arrangement The mission met with the Undersecretary of Finance and
Public Credit, and other officials from the Ministries of Finance and
Public Credit and of Budget and Planning, and the Bank of Mexico A
mission will visit Mexico City in the second half of January to nego-
tiate the third year under Mexico's extended arrangement with the Fund

Mexico has observed with wide margins all quantitative per-
formance criteria for end—September, except for that on external debt
where a smaller margin reflected short-term borrowing up to the
indicative target It 1s anticipated that end-December performance
criteria will be observed (the margins are eXxpected to be smaller than
those observed for end-September) but caution will be required on the
incurrence of new external debt

1 Economic developments and prospects

Economic activity during 1990 i1g being led by industrial
production and construction, with real GDP expected to grow by 3 per-
cent Consumer prices are expected to 1increase by 30 percent during
1990, compared with a program target of 15 percent, reflecting in part
corrective price adjustments and a general relaxation of price
controls The 1increase in real average earnings of workers in the
manufacturing sector is expected to decelerate from 8 percent 1n 1989 to
3 percent in 1990 The real effective exchange rate for the peso
appreciated by 1 8 percent during the twelve months through October

Net international reserves are expected to increase by
US$3 billion in 1990, compared with a target (adjusted for changes in
o1l prices) of USS1 billion The non-oil external current account
deficit widened relative to earlier projections by over USS3 billion
reflecting largely a substantial increase in lmports, primarily in the
form of capital and intermediate goods, which were financed by sizeable
inflows of private capital However, as a result of higher o11 prices,
the external current account deficit (excluding restructuring) is
projected at 2 9 percent of GDP, compared with 3 2 perceat in earlier
Projections

Fiscal performance was strong during the first three quarters
of the year Pevenue from the value-added tax and sales of non-petro-




leum public sector goods and services was higher than programmed, while
total expenditure was broadly as programmed As a consequence, the
primary surplus was 9 2 percent of GDP (compared with 7 1 percent under
the program) With nominal interest payments close to those projected,
performance at the level of the public sector borrowing requirement
(PSBR) and the operational balance also was strong

The authorities estimate that for all of 1990 the primary
surplus would decline to 7 5 percent of GDP, reflecting an increase in
investment expenditure from 2 1/2 percent of GDP in the first three
quarters of 1990 to 4 percent of GDP for the year as a whole The
mission cautioned the authorities that such an increase in expenditure
could have consequences for inflation and the balance of payments
However, based on partial information, the mission has doubts that these
additional expenditures will occur Accordingly, it is projected that
the primary surplus will reach 8 4 percent of GDP (7 1 percent of GDP
under the program), with the PSBR at 3 3 percent of GDP (4 1 percent
under the program) and the operational surplus at 3 2 percent of GDP (a
deficit of O 3 under the program)

The reduced PSBR has been financed during 1990 through the
placement of government securities with the public Bank of Mexico
credit to the nonfinancial public sector is expected to decline by
around Mex$8 trillion during 1990 (compared with a minimum decrease of
Mex$2 1/2 trillion in the adjusted program), while the net domestic
assets of the Bank of Mexico are projected to decline by Mex$2 1/2
trillion (compared with an allowable increase of Mex$0 3 trillion)
Private sector financial savings is expected to grow in real terms by
the projected rate of 10 percent while credit to the private sector is
expected to grow 1n real terms faster than planned, owing in part to
room provided by the better than expected fiscal performance

2 Policy issues

The authorities economic program for 1991 aims at consoli-
dating recent gains, with inflation coming down to 14 percent and GDP
growing by around 3 percent The non-o1il external current account
deficit would decline by O 8 percentage point of GDP The program's
objectives are framed within the recent extension of the wage-price pact
to end-1991 which includes a slower pace of depreciation of the peso
with respect to the U S dollar (from an annual rate of 10 percent to an
annual rate of 5 percent) and adjustments in various public sector
prices and wages



The budget for 1991, which is based on an oil price of US$17 a
barrel 1/ and does not include the proceeds from the sale of public
sector enterprises, projects a reduction in the PSBR to 1 9 percent of
GDP in 1991 This reflects a decline in projected average domestic
nominal interest rates (from an average of 35 percent in 1990 to
25 percent in 1991) as well as in the real level of domestic debt The
primary surplus is projected to decline from a projected 8 4 percent of
GDP in 1990 to 6 9 percent of GDP in 1991, 2/ reflecting in part,
reduced receipts from the sale of public sector goods and services and
increased outlays on wages and investment 2/

The mission emphasized that the fiscal effort at the level of
the primary surplus should not be eased until there is clear evidence
that the rate of inflation has declined to a path consistent with that
assumed in the authorities' economic program Officials 1n the Ministry
of Finance and Public Credit share this concern and noted in this regard
that policy instruments would be adjusted as necessary to meet the
program objectives However, it appears that there are differences
within the Government The primary surplus agreed in the 1991 budget
seems to be above that favored by officrals at the Ministry of Budget
and Planning and below that favored by the Ministry of Finance and
Public Credit

The authorities are targeting a narrowing in the non-oil
current account deficit of O 8 percentage point of GDP to 5 /7 percent of
GDP 1in 1991 Non-oil exports are projected to increase by almost 10
percent in real terms while the real growth in imports is projected to
decline by over 16 percentage points to only 3 percent The mission
stressed the need to ensure that the policy package for 1991 is
consistent with the attainment of these objectives Moreover, the
mission indicated the importance of targeting an increase in gross
international reserves in relation to imports while avoiding an
excessive recourse to new external borrowing

The Ministry of Finance and Public Credit officials agreed
that a large part of the proceeds from higher oil prices and the
privatization of public sector enterprises should be saved in light of
their likely transitory nature and the macroeconomic objectives of the
program Moreover, saving these resources would buffer Mexico from any
future shocks to the economy However, as noted above it appears that

1/ The oil price for the Mexican mix of US$17 a barrel is equivalent
to about US$19 a barrel for the petroleum mix i1n WEO exercises Every
additional US$5 a barrel in the price of oil raises the value of Mexican
exports and fiscal receipts by the equivalent of 1 percent of GDP

2/ At the same price of oil, this primary surplus is 1 1 percentage
points of GDP less than that estimated in 1990

3/ The surplus on the operational balance would decline by 1 4
percentage points of GDP to 1 8 percent of GDP as real interest rates on
domestic debt increase from their average level in 1990



there are some in the Government who seem to support more spending out
of these resources

The mission welcomed Mexico's success in restoring limited
access to voluntary credits but stressed the need for prudent external
debt management policy In this regard, the authorities shared the
mission's concerns regarding the substantial increase in the short-term
external debt exposure of the Mexican banking sector The increase in
short—-term debt may affect adversely the restoration of spontaneous
access to medium-term facilities, and could undermine the achievement of
the end-December external debt ceiling

The authorities informed the mission that exchange restric-
tions were introduced vis-3d-vis Iraq and Kuwait and that they would soon
notify the Fund under Decision No 144 The authorities also informed
the mission that the Mexican Congress was likely to accept the increase
of Mexico's quota under the Ninth General Review and adopt the Third
Amendment of the Article of Agreement by mid-December of this year

ce Mr Beza
Mr Frenkel
Mr Boorman
Mr Gianviti
Mr Laske
Mr Tanzi
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FACSIMILE MESSAGE
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CLEARY, GOTTLIEB, STEEN & HAMILTON
One Liberty Plaza, New York, New York 10006 (212) 225-2000
Telecopy Number: (212) 225-3999 (Gps I; II, Ii11)

Fax Number(s): 202-623-7499

Name: Claudio Loser

Company: International Monetary Fund
city: Washington

State/Country: D.C.

Te No,: 202-623~8373

From: Penelope L. Christophorou Emplovee ID: 02058
Direct Dial: (212) 225-2516
Date: November 30, 1930

o. s. c over): 5

Qur File Number: 24636-080

IF COPY IS ILLEGIBLE OR INCOMPLETE, PLEASE CALL (212) 225-3545
IMMEDIATELY FOR RETRANSMISSION.

Dear Mr. Loser:

Attached please find the Form of IMF Letter we discussed
earlier today which is Exhibit A to each of the 1989-1992 Credit
Agreement and the Oonlending and Trade Credit Agreement. In order
for Mexico to borrow funds under each agreement on January 1,
1990, the third Availability Date under each agreement, Mexico
must eubmit to Citibank, N.A., as Agent, a letter from the IMF
stating that Mexico has purchased SDR 652.68 million under the
1989 IMF Extended Arrangement, exclusive of the purchase of
amounts set aside for debt reduction operations. I would
appreciate your delivering eight signed originals of the letter
to me by December 19. Thank you for your assistance.

Very truly yours,
.r‘/-‘

Penelope L. Christophorou
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EXHIBA+ 1
to New Money
Implementation
Agreement

THE UNITED MEXICAN STATES

1989-52 CREDIT AGREEMENT
Dated as of Pebruary 4, 1990

CITIBANK, N.A.
as Agent



SENT BY CGS&H NY »11-30-90 ,» 17 30 , CGS&H NY -IME«WHD WASH DC 003 ,# 3

tB

-

EXHIBIT A
FORM OF IMF LETTER

Binigter of Finance and Public Credit

Ministry of Finance and Public Credit of
The United Mexican States

Mexico City, Mexico Dater ~

Reference is made to the extended arrangement that the
International Monetary Fund (the "Fund") approved on May 26,
1989 for the United Mexican States.

(1) The extended arrangement continues in effect.

(2) The United Mexican States has the right, subject to the
provisions of the extended arrangement and during the
period until May 25, 1992, to make purchases from the Fund

— under the extended arrangement up to a total amount of at
least the equivalent of SDR 1,958.04 million, excluding
amounts that may be set aside for use in comnection with
debt reduction operations to be spacified by the Fund.

(3)**[As of the date of this letter, the United Mexican
States has purchased from the Fund the equivalent of
SDR under the extended arrangement (exclusive
of purchases of amounts set aside for debt reduction
operations az aforesaid).]

%% [As of the date of this letter, the United Mexican States
has purchased from the Fund all amounts (exclusive of
purchases of amounts set aside for debt reduction
operations as aforesaid) that were available for purchase

on or before in accordance with the
) phasing provisions of the extended arrangement as
( establighed by the Fund on , 19,1

Very truly yours,

(Name and Title)

* To be a date not more than 30 days before the relevant
Avallablility Date.

“* Include for second and third Availability Dates, inserting
: in the blank an amount not less than:
r (1) SDR 489.51 million for the second Availability Date and
(11) SDIR 632.68 million for the third Availability Date.

*** Include for fourth, fifth and sixth Availability Dates,
ingerting in the first blank in such gentencs:
(1) March 1, 1951 for the fourth Availability Date,
(11) August 1, 1991 for the fifth Avalilability Date and
(iil) March 1, 1992 for the sixth Availability Date.

o
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EXHISIT =

- ( O New Vo .y
-mzismentation
AJreement

THE UNITED XEXICAN STATES

ONLENDING AND TRADE CREDIT AGREEMENT
Dated as of February 4, 1990

FIDEICOMISO PARA LA ADMINISTRACION
DE FINANCIAMIENTOS EXTERNOS
as Borrower

| - CITIBANKJ N-A-
as Agent

—
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( EXHIBIT A : 3
FORM OF IMF LETTER

Minister of Finance and Public Credit
Ministry of Finance and Public Credit of
The United Mexican States
Mexico City, Mexico Datamt

Reference is made to the extended arrangement that -
the International Monetary Fund (the "Fund”) appraved on May
26, 1989 for the United Mexican States.

(1) The extended arrangement continues in effect.

{(2) The United Mexican States has the right, subject to the
provigsions of the extended arrangement and during the
pericd until May 25, 1992, to make purchages from the
Fund under the extended arrangement up to a total amount
of at least the equivalent of SDR 1,958 04 million,
excluding amounts that may be set aside for use in

( connection with debt reduction operations to be specified
by the Fund.

(3)**[As of the date of this letter, the United Mexican
States has purchased from the Fund the equivalent of
SDR _ under the extended arrangement (exclusive
of purchases of amounts set aside for debt reduction
operations as aforesaid) )

**% [{As of the date of thig letter, the United Mexican States
has purchased from the Fund all amounts (exclusive of -
purchases of amounts set aside for debt reduction
operations as aforesaid) that were available for purchase

on or before _ in accordance with the
phasing Brovisions of the extended arrangement as
established by the Fund on . 19__.1]

Very truly yours,

By —
(Name and Title)

¢ To be a date not more than 30 days before the relevant
Avalilability Date. .

*= Include for second and third Availability Dates,
inserting in the blank an amount not less than,
(1) ﬁgﬁ 489,51 million for the second Availability Date

(31) SDR 652.68 million for the third Availadbility Date.

wwt Include for fourth, fifth and sixth Availability Dates,
- inserzing in the first blank in such sentence:
(1) March 1. 1991 for the fourth Availability Date,
(11) August 1, 1991 for the f£ifth Availability Date and
(iii) March 1., 1992 for the sixth Availability Date.
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TO Mr. Decarli DATE  November 27, 1990
FROM Claudio M Loser

SUBJECT /Mexico-—-September Perforgance

Mexico has met all perfo%mance criteria for end-September 1990

and is, hence, eligible for i1ts next drawing from the Fund

ce Mr Beza
Mr Boese
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TO: ThengSﬂ@§2§;u£gi§Elﬁ%rector /f/ DATE: November 20, 1990
FROM: S. T. Beza / /,//< /AX

SUBJECT ;” Mexico - Staff Visit
N

You asked if a longer—-term objective of the Mexican
authorities is to fix the peso with respect to the U.S. dollar.

It seems clear that this is their aim. At the time of the
extension of the wage-price pact, the slowing of the depreciation to an
annual rate of 5 percent was announced. It also was announced that
there would be further reductions in the pace of depreciation of the
peso during 1991 if conditions permitted. However, it is our
understanding that there are divisions within the Government concerning

the wisdom of fixing the nominal exchange rate in the near future.

¢¢c: The Managing Director
Mr. P. Andrews
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Office Memorandum _—
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TO: The Managing Director QATE:; November 1%, 1990 %&* \X& ye
The Deputy Managing Director 4 Y ™ \A; \L/
Al il

FROM: 8, 'Ts Bezi//2/<7/<> ~ ol | ?\&ﬁswhwwl'
2 Grc? oM
; .

SUBJECT:‘ Mexico--Staff Visit

hs

o—

Staff will visit Mexico City for about ten days beginning Oé
November 26 to analyze the budget for 1991 which was presented to \\
Congress on November 15. The mission also will prepare the ground for \\ 1ﬂ\qé
\&
\

W,

the negotiations of the economic program for the third year under

Mexico's extended arrangement with the Fund expected to take place in

January. Economic performance under the program for 1990 also will be

reviewed. The team will consist of Mr. Kalter (Head-WHD), Ms. Coorey WV
(WHD), Messrs. El-Erian (ETR), Szymczak (ETR), and Zandamela (WHD), and A —
Mrs. Weikert (Assistant-WHD). Recent developments under the program and

the work plan for the mission are described in the attached note.

Economic developments under the program with the Fund remain
broadly satisfactory. Mexico has made all available purchases under the
arrangement and it is estimated that all performance criteria for end-
September 1990 have been observed. No problem is anticipated in meeting
end-December performance criteria.

This memorandum and the attached note have been reviewed by
the following departments:

Exchange and Trade Relations: Mr. Brau

Fiscal Affairs: Mr. Stella

Legal: Mr. Aguirre-Carrillo
Research: Mr. Aghevli
Treasurer's: Mr. Coats, Jr.
Western Hemisphere: Messrs. Ferréan, Loser,

Stephens, and myself

e I St e s

woweri M. (Ralterls last dayiinithe office.s
mber 21,..1990.

% il SR ol sk S i

Attachment

cc: Mr. Frenkel
Mr. Boorman
Mr. Gianviti 4
Mr. Laske
Mr. Tanzi
Mr. P. Andrews

Contributor:
Mr. Kalter (WHD)



Mexico--Recent Developments Under the Program
and Work Plan for Staff Visit

Economic developments under the program with the Fund remain
broadly satisfactory 1/ Mexico has made all available purchases under
the arrangement and 1t 1s estimated that all performance criteria for
end-September 1990 have been observed However, consumer prices
1ncreased by over 22 percent in the first ten months of 1990, exceed.ng
the program target of 15 percent for the year as a whole, largely
because of corrective price adjustments and a general relaxation of
price controls The rate of inflation has declined since mid-year to a
monthly average of around 1 1/2 percent or an annual rate of around
20 percent Economic activity slowed down 1in the first quarter of the
year but has subsequently picked up, for the year as a whole, real GDP
1s projected to grow by around 3 percent

The non-oil external current account deficit in the first three-
quarters of 1990 was larger than originally projected, reflecting 1in
large part higher expenditure on intermediate and capital products
However, the reserve position strengthened markedly through September on
the basis of strong private capital inflows and higher oil prices 2/
Thus, despite the funding of debt and debt-service reduction operations,
net international reserves increased by US$1l 1 billion during the first
nine months of 1990, compared with an (adjusted) target that allowed a
decline of US$1 7 billion g/ The real effective exchange rate for the
peso appreciated by 2 percent in the twelve months through September

The public finances have strengthened markedly so far in 1990,
reflecting better-than-programmed tax revenues and continued expenditure
restraint The primary balance of the nonfinancial public sector regis-—
tered a surplus of almost 11 percent of GDP in the first half of the
year, compared with an adjusted target of 7 1/2 percent of GDP, however,

l/ The extended arrangement with the Fund was approved on May 26,
1989 for the equivalent of SDR 2,797 2 million (240 percent of quota),
including set-asides of 30 percent for debt reduction operations, on
January 29, 1990 the Executive Board approved the release of set-asides
and an augmentation of the arrangement by the equivalent of 40 percent
of quota for interest support in connection with debt and debt service
reduction operations The 1990 Article IV consultation with Mexico and
the review under the second year of the extended arrangement were
completed on August 27, 1990 As of September 30, 1990 Mexico made all
available purchases under the arrangement equivalent to SDR 1,934 7
million Fund credit to Mexico, including drawings under the EFF, the
CCFF, emergency assistance, and previous arrangements, stood at SDR
4,716 2 million, or the equivalent of 407 7 percent of quota

2/ Every additional US$5 a barrel in the price of o1l raises the
value of Mexican exports and public sector receipts by the equivalent of
1 percent of GDP

g/ The program targets are adjusted for changes in the price of o1l



this overperformance was offset in part by a weakening 1in nonbudgetary
operations Both the public sector borrowing requirement (PSBR) and the
surplus 1n the operational balance were only two points of GDP better
than programmed (4 1 percent and 0 4 percent of GDP, respectively)

In the first three quarters of 1990 the PSBR was financed primarily
through the placement of government securities with the publac
Accordingly, credit from the Bank of Mexico to the nonfinancial public
sector and the net domestic assets of the Bank of Mexico are estimated
to have remained well within program limits Nominal interest rates on
domestic debt declined from a monthly rate of over 3 3/4 percent 1in
March 1990 to 2 percent in mid-November, as confidence improved
Private sector financial savings (M-4) has continued to grow 1n real
terms, but at a lower pace than experienced in the previous year,
notwithstanding a sharp increase in capital inflows

On November 11 the Government announced an extension of the wage-
price pact through end-December 1991 Policy actions announced
include (1) a slower pace of depreciation of the peso with respect to
the U S dollar from an annual rate of 10 percent to an annual rate of
5 percent, (11) an increase in minimum wages of 18 percent,
(111) adjustments in the price of petroleum products by up to
30 percent, and electricity by 10 percent, (1v) a 40 percent reduction
in the income tax rate and an extension of the coverage of subsidies of
basic foods for the poorer segments of the population, and (v) an
agreement by enterprises to absorb the increased costs resulting from
adjustments of public sector prices Taking into account the effects of
the measures just announced, the rate of price increase 1s likely to be
about 30 percent during 1990

The budget for 1991 1s being presented to Congress today
(November 15) Details of the budget exercise are not yet available but
preliminary indications are that the primary fiscal balance 1s to show a
surplus of 7 percent of GDP (compared with a projected surplus of about
7 1/2 percent 1n 1990) There would be a sizable reduction in the PSBR
from an estimated 4 1/4 percent of GDP in 1990, mostly because of a
decline 1in projected average domestic interest rates in 1991 (Interest
rates have declined during this year, and 1f rates do not change further
through the end of 1991, the average would drop from 35 percent in 1990
to about 25 percent i1n 1991, yielding a decline 1in i1nterest payments of
about 2 percentage points of GDP ) The budget 1s based on an inflation
rate of 15 percent, and assumes a real GDP growth rate of 2 1/2 percent
and an o1l price for the Mexican mix of US$17 a barrel 1/

1/ The o1l price for the Mexican mix of US$17 a barrel 1s equivalent
to about US$19 a barrel for the petroleum mix 1n WEQO exercises and about
US$21 a barrel for the benchmark West Texas Intermediate



The mission will review the appropriateness of the assumptions
underlying the budget projections It also will analyze the effects on
the budgetary outcome of the newly announced increase in wages and
public sector prices and the changes in income tax regulations on the
budgetary outcome

The mission will review the consistency of the proposed budget and
other macroeconomic policies In particular, questions arise whether
the slower pace of depreciation of the peso, the current rate of
inflation, and the recently announced minimum wage 1ncrease are
compatible with the maintenance of a satisfactory growth of exports and
the balance of payments (abstracting from the latest oil price
developments) In these circumstances, to protect the balance of
payments may require a quite strict credit policy More generally, the
appropriateness of the policy stance and the objectives for 1991 will be
considered at the time of the January negotiatiouns in light of
additional information on the 1990 outcome, the overall macroeconomic
framework for 1991, and the revised medium—term outlook

The budget presentation suggests that a large part of the proceeds
from higher oil prices and the privatization of public sector
enterprises would be saved in light of the likely transitory nature of
01l price developments and the nonrecurrent nature of the revenue from
privatization l/ The economic program for the third year under
Mexico's extended arrangement would include adjustable performance
criteria for developments in the price of oil as was the case in
previous years Similar adjustments to performance criteria could be
introduced to take into account the proceeds from the privatization of
public sector enterprises

The mission will review with the authorities the domestic debt
management plan for 1991 The authorities have indicated that they are
considering sizable operations to reduce Mexico's domestic debt with the
proceeds from the privatization of public sector enterprises and higher
oil prices The mission will study the likely effect of these
operations on the budget and on the economy

The mission will discuss with officials the timetable for the free-
trade discussions and the possible scope of any agreement The mission
will also ascertain whether the authorities have introduced exchange
restrictions vis-a-vis Iraq and Kuwait, which would require notification
to the Fund under Decision No 144 Finally, the mission will encourage
the authorities to act promptly in consenting to the increase of
Mexico's quota under the Ninth General Review and adopting the Third
Amendment of the Articles of Agreement.

1/ The proceeds stemming from the privatization of public sector
enterprises could total over 5 percent of GDP, although the authorities
expect receipts of only 2 percent of GDP in 1991
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ATE: November 13, 1990

SUBJECTu7 Mex1co

S Jo—

This note is for your meeting with José Cérdoba, economic
advisor to Carlos Salinas.

Mexico has made all available purchases under the arrangement
and it is estimated that all performance criteria for end-September 1990
have been observed. The fiscal accounts and the overall balance of pay-
ments have been particularly strong relative to program, even excluding
the effect of the higher oil price on revenues. Consumer prices
increased by 23 percent in the first ten months of 1990, exceeding the
program target of 15 percent for the year, in part because of corrective
price adjustments. GDP is projected to grow by around 3 percent this
year.

On November 11 the Government announced an extension of the
wage-price pact through end-December 1991. Policy actions announced
included: (i) a slower pace of depreciation of the peso with respect to
the U.S. dollar from an annual rate of 10 percent to an annual rate of
5 percent; (ii) an increase in minimum wages of 18 percent; (iii) ad-
justments in the price of petroleum products by up to 30 percent, and
electricity by 10 percent; (iv) a 40 percent reduction in the income tax
rate and an extension of the coverage of subsidies of basic foods for
the poorer segments of the population; and (v) an agreement by enter-
prises to absorb the increased costs resulting from adjustments of
public sector prices. Taking into account the effects of the measures
just announced, the rate of price increases is likely to be about
30 percent during 1990.

On November 15 the budget for 1991 will be presented to
Congress. The budget can be expected to show a reduction in the public
sector borrowing requirement from an estimated 4 1/4 percent of GDP in
1990, reflecting mostly a decline in projected average interest rates in
1991. (Interest rates have declined during this year, and if the rates
do not change further through the end of 1991, the average would show a
drop from 35 percent in 1990 to about 25 percent in 1991.) The oil
price assumed in the 1991 budget is expected to be quite low by present
standards.

Questions arise whether the new (slow) pace of depreciation,
the current rate of inflation, and the recently announced minimum wage
increase are consistent with the maintenance of a satisfactory growth of
exports and balance of payments, abstracting from the latest oil price
developments.



A staff mission will be visiting Mexico City in late November
to examine the new budget and prepare the ground for the negotiation of
the program for the third year of the EFF in January.

cc: The Deputy Managing Director (o/r)
Mr. Frenkel
Mr. Tanzi
Mr. Brau
Mr. Andrews

Contributors
Mr. Claudio Loser (WHD)
Mr. Eliot Kalter (WHD)
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TO: Mrs. Filardo October 10, 1990

FROM: Jack Boorma

SUBJECT: Letters Regarding a Possible Subsidy Account

Attached for your information are copies of letters that have
just been sent by the Managing Director to Undersecretary Gurria and
Secretary Aspe Armella. Similar communications have been addressed to
the authorities of a number of other member countries as well.

As you will note, the letters set out some main features of
a possible temporary mechanism to subsidize charges on use of the Fund's
general resources by low and lower-middle income countries that are
adversely atfected by the current crisis in the Middle East. 1In light
of the urgent financing needs of these countries, the Managing Director
has asked that we proceed as quickly as possible toward developing the
specific modalities for such a mechanism. I would therefore welcome an

early opportunity to discuss with you how best to follow up on this
iniciative.

Attachments

cc: Mr. Beza
Mr. Van Houtven
Mr. Gianvitci
Mr. Laske
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MANAGING DIRECTOR

INTERNATIONAL MONETARY FUND
WASHINGTON D C 2043

CABLE ADDRESS
INTERFUND

October 8, 1990

Dear Sir ﬁ%d, /{\8&

During the recent Annual Meetings of the Fund and Bank I suggested
in general terms a possible mechanism to subsidize on a temporary basis
Fund charges for a group of low and lower middle-income countries that
are not eligible for SAF or ESAF but which are adversely affected by the
current crisis in the Middle East. I have discussed this bilaterally
with you and a number of other potential contributors and have been most
gratified by your willingness to consider positively this matter
Accordingly, I am following up on these discussions to indicate more
concretely the main features of my proposal and to ask for your firm
support 1n this effort

The present situation is a matter of concern for us all. The
crisis is adversely affecting a large number of Fund members, many in a
very serious way. In addition, the present uncertainties have increased
the risk of higher inflation and weakened the prospects for world
economic growth. At the same time, some member countries are benefiting
fortuitously from the present high level of o0il prices I strongly
believe that it is important, as part of the general strategy to deal
with the crisis, that we make a maximum effort to ensure that part of
these gains as well as additional resources that could be provided by
other members 1in a position to do so are used effectively to help
support the ongoing economic reforms of Fund members and thus help
sustain global income and employment to the benefit of all

For the poorest countries affected by the crisis, the ESAF is
available and there 1s sufficient flexibility on access to the ESAF's
concessional resources for the Fund to provide the appropriate
assistance to many of these members However, because of the current
high level of charges on the Fund's general resources, we risk not being
in a position to help SAF /ESAF-eligible members that may request
assistance under the Compensatory and Contingency Financing Facility
(CCFF), as well as those low and lower middle-income countries that are
not eligible for concessional resources under SAF/ESAF, are seriously
affected by the recent rise in oil prices and other developments related
to the current Middle East crisis, and are confronted with a weak
external position My suggestion is to provide a subsidy on Fund
charges that would apply over the next few years, which would provide
relief to the beneficiary countries on Fund resources used by those
countries during the period of most pronounced needs and before
ad justment efforts have their full effect Subsidies would apply to



charges 1n the period ahead on use of Fund resources under stand-by and
extended arrangements and the CCFF, including use under the latter
facility by SAF/ESAF-eligible countries.

For operational reasons——and beyond the SAF /ESAF-eligible members
that may use resources under the CCFF--it may be appropriate to divide
potential beneficiaries into two tiers The first tier would be made up
of countries with per capita incomes below $1,135 1n 1989 that are
adversely affected by the crisis, and are not SAF/ESAF-eligible }j
(This would cover the second-lowest income category of countries as
defined by the World Bank for setting per capita guidelines for
operational purposes ) The second tier of countries would also be
defined by objective economic criteria We are continuing our work on
defining these criteria and determining the countries to which they
could apply, but we could be guided essentially by per capita income
criteria im this case as well For example, countries in the second
tier could comprise those that have an estimated per capita 1ncome 1n
the range of $1,136-2,335 1n 1989 (the third-lowest 1ncome category as
defined by the World Bank) and are significantly and adversely affected
by the crisis 2/

The aim would be to secure sufficient subsidies to reduce
substantially the rate of charge for eligible countries Depending on
the amount of contributions potentially available, the subsidy for
countries in the second tier might be less than for countries in the
first tier A system would be needed to phase 1in subsidies for
countries in either of the two tiers as contributions are received and
purchases are made

Preliminary staff estimates suggest that potential use of Fund
resources by the two groups of countries described above (as well as for
SAF/ESAF-eligible members that may use resources under the CCFF) could
be on the order of SDR 3-4 billion in the period through end-1991 In
this event, the amount of subsidy required to bring charges (excluding
burden sharing adjustments) on the use ot Fund resources down to
0 5 percent per annum for a period of, say, tive years, would be
projected at about SDR 1 1-1 5 billion (or USS1 5-2 billion at current
exchange rates)

}j The countries included would be Cdte d'Ivoire, Dominican Republic,
Egypt, El Salvador, Guatemala, Honduras, Morocco, Nicaragua, Papua New
Guinea, Paraguay, Philippines, Swaziland and Zimbabwe and perhaps Iadia
if it maintains the earlier approach that it would not avail itself of
access to SAF or ESAF resources

2/ For illustrative purposes, on the basis of present estimates and
assumptions about o0il prices, and excluding countries that are presently
in relatively strong external positions, the second tier countries would

include Bulgaria, Costa Rica, Jamaica, Jordan, Poland, Romania and
Turkey



I believe that it would be equitable to seek a substantial part of
the funding for such subsidies from countries that are net oil or gas
exporters and are expected to have relatively comfortable external
positions An appropriate sharing of contributions from these countries
could be broadly in proportioa to the foreign exchange gains these
countries are experiencing as a result of the increase in oil prices
Even on the conservative assumptions underlying the Fund's most recent
World Economic Outlook exercise, the contributions needed from countries
that should be 1n a position to help would amount to only about
2-3 percent of the gains expected to be realized, at today's prices, of
course, the gains to these countries could be very much larger Such
contributions could go a good distance 1in mitigating the costs of Fund
resources for a number of Fund borrowers that are engaged in bold
economic reforms in the face of the effects of the current crisis _

I was most encouraged by your reaction to my suggestion for this
kind of mechanism 1n our recent meeting, and I would very much
appreciate your further views If you would think 1t useful, I would be
pPleased to arrange for senior staff of the Fund to visit Mexico City to
discuss the proposal in more detail The effort to secure appropriate
support for members seeking to cope with the adverse effects of the
crisis 1s urgent In view of the need to be able to propose to the
Executive Board precise guidelines for such an operation, i1t 1s
essential for us to know early on the magnitude of the contributions
that would be available Therefore, it would be most helpful for us to
have your early reply

I am sending a similar letter to Minister Pedro Aspe Armella,
Secretary of Finance and Public Credit, as Governor of the Fund for
Mexico I would be grateful if you could convey to the Minister my
strong hopes for the success of this effort

With best regards, j w Gtékﬁﬁf

Michel Camdessus

Mr Jose Angel Gurria T

Undersecretary of International Financial Affairs
Secretaria de Hacienda Y Credito Publico
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Dear Mr Minister éibﬂixucéo /%46t4/

During the recent Annual Meetings of the Fund and Bank I suggested
in general terms a possible mechanism to subsidize on a temporary basis
Fund charges for a group of low and lower middle~income countries that
are not eligible for SAF or ESAF but which are adversely affected by the
current crisis in the Middle East I have discussed thais bilaterally
with Mr Gurria and a number of other potential contributors and have
been most gratified by the willingness expressed to comnsider positively
this matter. Accordingly, I am following up on these discussions to
i1ndicate more concretely the main features of my proposal and to ask for
your firm support in this effort

The present situation 1s a matter of concern for us all The
crisis is adversely affecting a large number of Fund members, many in a
very serious way In addition, the present uncertainties have increased
the risk of higher inflation and weakened the prospects for world
economic growth At the same time, some member countries are benefiting
fortuitously from the present high level of 6il prices. I strongly
believe that it is lmportant, as part of the general strategy to deal
with the crisis, that we make a maximum effort to ensure that part of
these gains as well as additional resources that could be provided by
other members 1in a position to do so are used effectively to help
support the ongoing economic reforms of Fund members and thus help
sustain global income and employment to the benefit of all

For the poorest countries affected by the crisis, the ESAF is
available and there is sufficient flexibility on access to the ESAF's
concessional resources for the Fund to provide the appropriate
assistance to many of these members However, because of the current
high level of charges on the Fund's general resources, we risk not being
in a position to help SAF/ESAF-eligible members that may request
assistance under the Compensatory and Contingency Financing Facility
(CCFF), as well as those low and lower middle-income countries that are
not eligible for concessional resources under SAF/ESAF, are seriously
affected by the recent rise in oil prices and other developments related
to the current Middle East crisis, and are confronted with a weak
external position My suggestion 1s to provide a subsidy on Fund
charges that would apply over the next few years, which would provide
relief to the beneficiary countries on Fund resources used by those
countries during the period of most pronounced needs and before
ad justment efforts have their full effect Subsidies would apply to



charges in the period ahead on use of Fund resources under stand-by and
extended arrangements and the CCFF, including use under the latter
facility by SAF/ESAF-eligible countries

For operational reasons—-and beyond the SAF/ESAF-eligible members
that may use resources under the CCFF——it may be appropriate to divide
potential beneficiaries into two tiers The first tier would be made up
of countries with per capita incomes below $1,135 1n 1989 that are
adversely affected by the crisis, and are not SAF/ESAF-eligible 1/
(This would cover the second-lowest income category of countries as
defined by the World Bank for setting per capita guidelines for
operational purposes ) The second tier of countries would also be
defined by objective economic criteria We are continuing our work on
defining these criteria and determining the countries to which they
could apply, but we could be guided essentially by per capita income
criteria in this case as well For example, countries in the second
tier could comprise those that have an estimated per capita income in
the range of $1,136-2,335 1n 1989 (the third-lowest income category as
defined by the World Bank) and are significantly and adversely affected
by the crisis 2/

The aim would be to secure sufficient subsidies to reduce
substantially the rate of charge for eligible countries Depending on
the amount of contributions potentially available, the subsidy for
countries in the second tier might be less than for countries in the
first tier A system would be needed to phase 1n subsidies for
countries 1n either of the two tiers as contributions are received and
purchases are made

Preliminary staff estimates suggest that potential use of Fund
resources by the two groups of countries described above (as well as for
SAF/ESAF-eligible members that may use resources under the CCFF) could
be on the order of SDR 3-4 billion in the period through end-1991 1In
this event, the amount of subsidy required to bring charges (excluding
burden sharing adjustments) on the use of Fund resources down to
0 5 percent per annum for a period of, say, five years, would be

projected at about SPR 1 1-1 5 billion (or US$1 5-2 billiom at current
exchange rates)

lj The countries included would be C8te d'Ivoire, Dominican Republic,
Egypt, El Salvador, Guatemala, Honduras, Morocco, Nicaragua, Papua New
Guinea, Paraguay, Philippines, Swaziland and Zimbabwe and perhaps India
1f it maintains the earlier approach that 1t would not avail itself of
access to SAF or ESAF resources

Zj For 1llustrative purposes, on the basis of present estimates and
assumptions about oil prices, and excluding countries that are presently
in relatively strong external positions, the second tier countries would

include Bulgaria, Costa Rica, Jamaica, Jordan, Poland, Romania and
Turkey



I believe that 1t would be equitable to seek a substantial part of
the funding for such subsidies from countries that are net o1l or gas
exporters and are expected to have relatively comfortable external
positions An appropriate sharing of contributions from these countries
could be broadly in proportion to the foreign exchange gains these
countries are experiencing as a result of the increase in o1l prices
Even on the conservative assumptions underlying the Fund's most recent
World Economic Outlook exercise, the contributions needed from countries
that should be in a position to help would amount to only about
2-3 percent of the gains expected to be realized, at today's prices, of
course, the gains to these countries could be very much larger Such
contributions could go a good distance in mitigating the costs of Fund
resources for a number of Fund borrowers that are engaged 1n bold
economic reforms in the face of the effects of the current crisis

I was most encouraged by the positive reaction to my suggestion for
this kind of mechanism at the recent Annual Meetings, and I would very
much appreciate your views If you would think it useful, I would be
pleased to arrange for senmior staff of the Fund to visit Mexico City to
discuss the proposal in more detail The effort to secure appropriate
support for members seeking to cope with the adverse effects of the
Crisis 1s urgent In view of the need to be able to propose to the
Executive Board precise guidelines for such an operation, 1it is
essential for us to know early on the magnitude of the contributions
that would be available Therefore, 1t would be most helpful for us to
have your early reply

I am sending a similar letter to Mr Gurria

M

Michel Camdessus

With best regards, (i~ CZ\G

Honorable Pedro Aspe Armella

Secretary of Finance and Public Credit
Secretaria de Hacienda y Crédito Pdblico
Palacio Nacional
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Office Memorandum ~

TO: Mr. Beza September 20, 1990
Mr. Boorman N\

FROM: A. F. Mohammed l’/

SUBJECT:

Congressional Hearing on Free Trade Agreement with Mexico

Attached for information are statements delivered at a Joint
Economic Committee hearing which focused on forthcoming U.S.-Mexico

negotiations for a free trade agreement, together with a summary of the
hearing.
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f@’: Office Memorandum

%Cum( €§

TO Mr Russell September 18, 1990
FROM John Starrels §/

SUBJECT Joint Economic{fommittee Hearing on U S

Economic Policies Toward Mexico and Latin America

On September 17, the Joint Economic Committee held a
hearing on the above-mentioned subject Present were the Vice Chairman,
Senator Paul S Sarbanes (D-Maryland), and Senators Bob Graham (D-
Florida) and Steve Symms (R-Idaho) Testimony was delivered by Under
Secretary of the Treasury for International Affairs Davad C Mulford,
Deputy U S Trade Representative Julius L Katz, and Deputy Under
Secretary of Commerce for International Trade, Roger Wallace The
meeting was well attended, with strong media representation

The hearing focused on future U S trade and 1nvestment
policies toward Mexico and Latin America, with special attention devoted
to bilateral U S Mexican economic cooperation within the framework of
the proposed free trade agreement (FTA) Congress 1s expected to
approve FTA negotiations, which are slated to begin 1in spring 1991
While each witness brought different perspectives to bear, they all
agreed that the United States should continue to expand trade and
investment ties with i1ts southern neighbors

Mr Mulford praised the Mexican government for the
commitment 1t has recently made to economic liberalization "Its great
potential as an economic partner of the United States is in sight " He
urged Congressional support for the upcoming bilateral FTA negotiations
on three grounds mutual trade benefits for the U S and Mexico, the
1mpetus the FTA could supply to strengthened multilateral rules
following conclusion of the Uruguay Round, and the catalytic effect of
FTA on other areas of Mexico's liberalization program Mulford also
emphasized that the proposed FTA was fully 1n line with the Bush
administration's Enterprise for the Americas Initiative, a larger U S
program to stimulate economic reform in Latin America submitted to
Congress on September 14 N

Commerce Under Secretary Wallace's testimony was confined
to the commercial benefits of the FTA for both countries He devoted
special attention to potential advantages US companies could derive from
a free trade agreement

"We supply about 70 percent of Mexico's total imports and
over 60 percent of Mexico's foreign 1nvestment A free trade agreement
would build on these advantages."



Ambassador Katz' testimony underlined the Bush
Administration's enthusiasm for Mexican President Salinas' >
liberalization program, whose main elements are the elimination of
impediments to trade 1in goods and services and investment, strengthened
guarantees for intellectual property, and the establishment of effective
dispute settlement mechanisms Katz also mentioned areas of continued
American concern, including the Administration's desire for deeper
reductions 1in Mexico's tariff and nontar:ff barriers, and greater
liberalization 1n that country's investment and services policies The
Ambassador's concluding remarks focused on the Enterprise for the
Americas Initiative

Two major concerns were highlighted by Senators during the
question and answer period The potential labor market dislocations in
the United States which could accompany an FTA with Mexico, and, on a
broader canvas, whether the Bush Administration was devoting sufficient
attention to the long term implications of accelerated integration of
the U S market with its Latin American neighbors

Senator Sarbanes provided the most searching, critical
perspective 1n his opening statement in which he urged the witnesses to
give "careful thought to coping with the dislocations which such
changes will inevitabily bring about " He noted that a free trade
agreement with Mexico would be the first such agreement between an
advanced 1ndustrialized country and a middle-income developing
country  While cautiously supporting of the Administration's newest
initiative, Sarbanes continuously emphasized this concern, as did
Senator Graham All three witnesses, but especially Mulford, assured
them that the Administration was well aware of these considerations

Senator Symms, who came late, confined his remarks to
Mexico's currency situation, comparing it to the situation 1n the Soviet
Union where he recently visited Might not a weak currency 1in Mexico,
as 1n the Soviet Union, derail the government's reform program, he asked
the witnesses? Mulford responded by saying that Mexico's economy was
strong enough to withstand the present monetary challenges facing 1t and
unlike a number of other developing countries, Mexico had not become
"dollarized"

Attachments
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México, D. F., a 27 de Agosto de 1990.g3

SR. CLAUDIO LOSER _,
Intérnational Monetary Fund -,
Western Hemisphere Department

700-10th Street N. W, i
Washington, D. C. 20431 ]
U.S.A.

Estimado senior Loser:

De conformidad con el procedimiento seguido en
anteriores visitas de las misiones del FMI a este Instituto
Central, comunicamos a usted que los gastos por el uso de la
linea telefdnica durante su estancia del 19 de junio al 5 de
julio del afio en curso, serdn cargados en la cuenta ndmero 2,
Cuenta de Recursos Generales de México con el Fondo Monetario
Internacional, por un importe de $1'310,186.00, que incluye
el I.V,A.

Atento a 1lo anterior, con la presente enviamos
copia de los recibos de dichos cargos.

Sin otro asunto sobre el particular, hacemos
propicia la ocasidn para enviarle un cordial saludo.

Atentamente,

BANCO DE MEXICO

ANEXOS
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Office Memorandum

TO The Acting Managing Director DATE August 24 1990

FROM S.T Beza ﬂ//) />/
/

SUBJECT Mexieo--Article IV Consultation

Attached please find notes for the summing up of the Executive
Board discussion on the Article IV consultation with Mexico scheduled
for August 27 At this meeting the Board also will take up the review

under the extended arrangement

At tachment

cc The Managing Director (o/r)
Mr Van Houtven
Mr. Brau
Mr Leddy
Mr. P. Andrews



The Chairman's Summing Up at the Conclusion of the
1990 Article IV Consultation with Mexico
Fxecutive Board Meeting 90/-----—- August 27 1990

Executive Directors were 1n broad agreement with the staff ap-
praisal. Thev commended the policies pursued by the Mexican authorities
and agreed that Mexico has made good progress in addressing its
macroeconomic and structural problems under the economic program
supported by the extended arrangement from the Fund Thev noted 1n
particular that these gains have reflected the financial policies
pursued by the authorities the acceleration of structural reforms, and
the completion of the financial package with commercial banks together
with their favorable effects on confidence

Directors observed however that the upturn in i1nflation 1in the
first half of 1990 and the possible implication for economic activity
were sources of concern Thev noted the actions taken by the
authorities to relax price controls ad just public sector prices and
tariffs, and decelerate the rate of depreciation of the peso within the
framework of the wage-price pact which was recently extended to end-
Januarv 1991 Directors cautioned that these actions would be
consistent with a moderation of inflation onlv 1f they were supported by
tight financial policies.

Directors observed that the public finances had strengthened
further i1n 1990 with all measures of the fiscal balance showing a
better than programmed performance through mid-vear Most Directors
were of the view that there was no room for a relaxation of fiscal
policy given the importance of curbing inflation and assuring a

satisfactorv external performance In this regard Directors strongly

b R anin, G



recommended that any additional export income resulting from the recent
01l price increase be used to strengthen the fiscal position and the
country's net international reserves.

Directors noted that public sector revenue 1s likely to be boosted
1n the near term by proceeds from the divestiture of several large
public sector enterprises and the privatization of commercial banks.
Directors supported the authorities' intention to devote the proceeds
from sales of assets to raise i1nvestment and reduce domestic debt, in
view of the nonrecurrent nature of these resources

Directors were 1in general agreement with the conduct of monetary
policy which continued to be geared toward lowering the rate of
1nflation and supporting the balance of pavments objectives of the
program Some Directors expressed concern about the rapid growth of
credit and the monetary aggregates in late 1989 but many were of the
view that this development had reflected largelv the reintermediation of
transactions that were taking place off the banks' balance sheets.
Directors took note of the intention of the authorities to strengthen
supervision of commercial banks ahead of their privatization, which
would help preserve the quality of banks' portfolios.

While acknowledging that the recent exchange rate policy could help
curb inflationarv expectations if combined with tight financial
policies, Directors stressed that the authorities had to strike a
careful balance with the need to guard against anv weakening of
competitiveness so as not to increase external vulnerability, especially
in light of the volatility of private capital inflows. Some Directors

remarked that any real appreciation measured by the effective exchange



rate 1ndices could overstate the loss of competitiveness 1n view of the
structural changes taking place 1n Mexico In any case, Directors took
note of the authorities' intention to take action as needed to protect
the external accounts 1f pressures were to emerge.

Directors expressed satisfaction with the outcome regarding
Mexico's recently completed financial package with commercial banks and
the resulting reduction in 1ts debt and debt—-service payments
Directors agreed that, in combination with tne broad based structural
reforms being 1mplemented and the stance of existing financial policies,
the financial package could help strengthen public sector savings and
foster the conditions for 1increased private sector 1nvestment and
sustained growth of output and emplovment over time Moreover they
noted that the pursuit of a free trade agreement with the United States
also could be expected to improve the climate for investment and
stressed the importance of ensuring that, consistent with GATT
principles, such an agreement not raise trade barriers vis—a-vis other
countries.

It is proposed that the next Article IV consultation be held on the

~

standard 12-month cvycle



THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE

T0

FROM

EXTENSION

SUBJECT

August 22, 1990

Files S' }\// K//,,.;

S H Choi, Adviser, SEC

76441

3
pot 3

Proposed Attendance ot Bank Staff at IMF Board

Place of Meeting

IMF-12-120 (Fund Board Room)

Date of Meeting August 27, 1990
Agenda Item Mexico Article IV - Revised Extended Arrangement
Staff Attending Kathleen Di Tullio
Acting Division Chief
473-0028 I 8155
cc Vice President - Mr Husain
IMF Secretary'’'s Dept - Mr Franklin
Director, EAS - Mr Grilli
Bank Representative - Ms D1 Tullio

NOTE  For detalls 1in timing of this item, please contact
Ms Janet Billenstein (Tel 623-6679), IMF Secretary'’s

Department

P 1866
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Office Memorandum
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August 13, 1990

MEMORANDUM FOR FILES

Subject: Schedule of Meetings - Waiver of Circulation Period

At EBM/90/128, the Executive Directors agreed to shorten the
circulation period for the discussions of the staff report on the 1990
Article IV consultation with Mexico and review under extended arrangement,
and of the 1990 Article IV consultation with El Salvador and request for a
stand-by arrangement. The papers had both been circulated on August 8, and
it was agreed to consider them on August 27, 1990.

Marina Primorac
Executive Board Proceedings Division

cc: The Secretary
Treasurer
General Counsel
Director, Western Hemisphere Department V
Director, Exchange and Trade Relations Department
Mr. P. Andrews
Miss Jacob
Mrs. Moses



CONTAINS CLASSIFIED
MATERIAL



s

N )=
] ” s Gl
= WATIONAL g T
kst Hm%- ,#ﬁéﬁnﬁ %ﬁ i \:)T_%
(930 AUG -8 PHIZ 42 Re ™7 C
, IMF Con
872708 1990 AUG -5 M0 46
ORIG WHD
CcC
DMD
/: / MRS FILARDO
FECHA DE Envio Av8YT 3//540 oo
DATE SEC
PARA. A2 A1 c.%'.‘.?a CAM G JJaf pTéEp ANDREWS
FOR

DE. _,/2;. !Z.*‘AM 4!/.45 A’Ja HIé05e. Hivesen  AEX Co
FROM ’ 7

KUMIRO DE PAZINAS- {INCLUYENDO ESTA PORTADA)  -of
NUWZER 07 PASES IN THIS TRENSKISSIOR INCLUDINS COVER SHEET.

“ 4N AR )
‘ gggsml:ﬁgi:’} CowF1pEn TIAL AMND UREELT FAX

PLeéase DFciva 7 Al S8i7 Az PerALE
TO iR tAkOEIIvS ARD (I Friat IF TRANS MIJTW
whAs 0K 8F FAx -

r
Jj PLEASE GovE ALsa A QPfp ¢
“Ure TRYX To HMHA cLavis *HOSEL

CPus o tomimstrs 1) IMBE L a3 ?3-73) THAUKS |

ST TIENT ALEIN PPOS_EM® CON FL EAVIO, POF FAYD™ LLAMC-
IF ANY PROZ.2 WiT- ThIS TRANSMISSION PLEASE CALL.

FAX. 522-31-27 518-59-50 518-38-90



SECRETARTA PARTICULAR

101.- 782

SECRETARIA
BE
HACIENDA Y CREDITO PUBLICO

Dear Mr. Camdessus:

The second year program under Mewicc’s Extended Arrangement
with the Fund incorporated an indicative ce1ling on net
foreign borrowing by the punlic sectar for and~-Decenber 1990

After discussions with the staff on the occasion of the
review ander the second year of the Exrenided Arrangenment, we
request that <tThe end-December cerling pe established at

US$7,020 million, the level of the indicative ceirling.

Sincerely,

S s

/4 ILT D S o
g R Feetnss
Pedro Aspe Armella Miguel Mancera Aguayo
Secretary of Finance and Director General
Public Credit of Mexico Bank of Mexico

MR. MICHEL CAMDESSUS
Managing Director
International Monetary Fund
Washington, D.C. 20431



SECRETARIA PARTICULAR

101.- 782

August 2, 1990

SECRETARIA
DE
HACIENDA Y CREDITO PUBLICO

ORIG: WHD

Dear Mr. Camdessus:

The second year program under Mexico’s Extended Arrangement

with the Fund incorporated an indicative ceiling on net

foreign borrowing by the public sector for end-December 1990.

After discussions with the staff on the occasion of the

review under the second year of the Extended Arrangement, we

request that the end-December ceiling be established at

US$7,020 million, the level of the indicative ceiling.

Sincerely,

= A Hopuine

Pedro Aspe Armella Miguel Mancera Aguayo
Secretary of Finance and Director General
Public Credit of Mexico Bank of Mexico

W 2- 90V 06E
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MR. MICHEL CAMDESSUS i
Managing Director

International Monetary Fund
Washington, D.C. 20431
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Office Memorandum

TO The Acting Managing Director DATF August 3, 1990
A
FROM S T. Beza /!¢
/7

SUBJECT Mexico--Article IV Consultation and
Review Under the Extended Arrangement

Attached is the staff report for the Article IV consultation
and review under the Fxtended Arrangement for Mexico. The second year
program under the arrangement incorporated an indicative ceiling on net
foreign borrowing by the public sector for end-December 1990. Attached
to the paper is a draft letter which the authorities are expected to
send shortly requesting that the end-December ceiling be established at
the level of the indicative ceiling

The proposed decision provides for completion of the review
and establishment of the external debt ceiling for end 1990.

The paper has been reviewed by the following departments

Exchange and Trade Relations -- Mr Brau

Fiscal Affairs - Mrs. Liuksila

Legal - Mr Oh

Research - Mr. Calvo

Treasurer's -~  Mr. Coats

Western Bemisphere - Messrs. Ferrin, Lachman,

Stephens and myself.

The paper also has been reviewed by Mr. van Wijnbergen of the
World Bank.

A summary of the staff report is attached

Attachments

cc  The Managing Director (o/r)
Mr. P. Andrews



Mexico--Summary of Staff Report for Article IV
Consultation and Review Under the Fxtended Arrangement

1. Recent developments

Developments under the extended arrangement so far have been satis-
factory, and Mexico 1s estimated to have observed all quantitative per-
formance criteria for end-June. Current indications are that the per-
formance criteria for the remainder of the year also would be met.

The existing wage-price pact was extended 1n Mav for the period
through January 1991 a slower pace of depreciation of the peso with
respect to the U.8 dollar was announced at that time GDP is now
expected to grow by some 3 percent in 1990, somewhat less than program-
med. The rate of inflation for the first six months was more than
15 percent, which was higher than projected for the vear as a whole, and
reflected corrective price adjustments For the year, inflation could
reach 25 percent.

The fiscal outcome so far in 1990 has been better than programmed
because of a strong primary surplus. Financial savings have continued
to increase in real terms, while real interest rates have declined with
improved confidence. Net international reserves rose in the first half
of the year by US$2 7 billion more than contemplated under the program,
as a result of increased private capital inflows that were more than
sufficient to cover the unplanned widening of the current account
deficit.

II. Policy issues

Mexico has made good progress in addressing 1ts macroeconomic and
structural problems and private confidence has been strengthened The
readiness shown by the authorities to take corrective action as needed
suggests that satisfactory performance will continue under the extended
arrangement., However, risks remain, particularly because the reduced
pace of depreciation of the peso and the recent acceleration of infla-
tion may affect external competitiveness and add to the vulnerability of
the balance of payments.

The authorities should maintain firm financial policies by preserv-
ing existing margins with regard to fiscal targets Furthermore if the
recovery in oil prices is sustained this should be used to consolidate
the gains made so far.

The exchange rate for the peso has appreciated somewhat in real
effective terms in the last year, and some further appreciation is
likely. The authorities need to keep the exchange rate policy under
close review to avoid any adverse effects on competitiveness This, 1n
conqunction with firm fiscal and credit policies, should serve to deal
with the problem of inflation while preserving the strength of the
balance of payments.

It is proposed that the review be completed and that the end-vear
ceiling on external debt be set at the level of the indicative ceiling
established earlier.
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We refer I
- The Men ran ur of Understanding dated WMarch 22, 19%0

(The * "M mor ddm of Understanding"), between the Banco
de M xi tha United States Monetary Ruthoritiss anhd
the rate Agreements (The "Separa Agreements"®)
unde i¢ch’ The United States Monetdry Authorities
agredd '@ to provide near-term suppprt for the

inte hatiOha reserves of the Uriited Wexit¢an Statee
("M “)'1 the aggregate amount of U.5.71,300 millidn,
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- The {om unication sent to your attention? by the UMS ahd
the ¢e ral Hank of Mexico dated Mdarch 23, 1590,
Refefence: Extended Fund Facility and Ofher Sourcées of

IMF in%pclnq for Mexico (the "Communication').
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We re attaching to this letter 061¥ of the
notification 'we recéivea from the Federal Re ahk 6f New

"‘-wg

York (thq "“FRBNY") on behalf of The United Btatds Nonethry
authoritibs, ‘certifying that the Facility hasg been raopaid in
full, incjuding intérest. Therefore, as provided in saction
9 (i) he ‘Memorandum of Understandi and in the
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INTERNATIONAL MONETARY FUND FACSIMILE NUMBERS
WASHINGTON, D.C. 20431

(202) 623-4661
(202) 623-4662
(202) 623-7491
FACSIMILE INQUIRIES
(202) 623-6775

Facsimile Service Cover Sheet

(TYPE)
- “ 770 oare 31 de julio de 1990 ey 8
(For Cable Room use only)
TO NAME Lic. Ariel Buira
AGENCY  Banco de(Mexico _—
city/country Mexico City, Mexico
FACSIMILE TELEPHONE NO. 525 512-9990
(Country) (City) (Number)
Code Code
TEXT INTERNAL
DISTRIBUTION
Estimado Ariel:
ETR
Repito el mensaje enviado la semana pasada y que LEG
tiene un error en la portada, por lo que pudo no haber
sido tramsmitido.
Adjunto encontrards borrador de nota para ser enviada
al Director Gerente, a fin de solicitar que el 1limite de
deuda externa para fin de diciembre sea establecido al
nivel del l1imite indicativo para esa fecha.
Afectuosos saludos, /@C@K&A ,%
cc: Dr. J. M. Yacaman
Lic. Jesis Cervantes
FROM | name Claudio M. Loser
DEPT./DIV. WHD /IMO

ROO?‘N/

10-100 > EXTEI:ISION

8373

ACCOUNT copE 0043

AUTHOR

(TYPE)

I1ZED BY Claudio M. Loser

SIGNATURE

Lo fr Lo

SEC-56, REV. 2

2-18-88



PREPARATION OF FACSIMILE MESSAGE

Messages prepared for facsimile transmission should be of an urgent nature, and generally not
exceed 20 pages.

Facsimile number - including country and city codes - must be provided by originating office.
The cover sheet should be completed in full and signed by authorized persons only.
Messages should be prepared individually in full for each separate addressee.

Papers must be printed only on one side using standard 82" x 11" or 82" x 14" paper.

Paper should be originals or very clear copies. Do not use fluid or tape in making corrections. Small
or lightly printed text may not be legible to recipient.

Pages should be numbered to indicate page number and total pages (for a ten page message, the
cover page should be marked 1 of 10, the next pages, 2/10, 3/10 etc.).

Messages delivered to the Cable Room should be accompanied by a complete duplicate set of the
message using the yellow copy as cover. This does not apply to offices of Executive Directors.

Clip, do not staple, the original set.

The duplicate set will be dispatch/time stamped, forwarded to the Correspondence Unit for
distribution, and returned to the originating office.



July --, 1990

Dear Mr. Camdessus
The second year program under Mexico's Extended Arrangement with
the Fund incorporated an indicative ceiling on net foreign borrowing by
the public sector for end-December 1990. After discussions with the
[ staff on the occasion of the review under the second year of the
Extended Arrangement, we request that the end-December ceiling be

established at US$7,020 million, the level of the indicative ceiling.

Sincerely,

& Pedro Aspe Armella Miguel Mancera Aguavo
( Secretary of Finance and Director General
Public Credit of Mexico Bank of Mexico

Mr. Michel Camdessus
Managing Director
International Monetary Fund
Washington, D.C. 20431

2>



INTERNATIONAL MONETARY FUND
WASHINGTON, D.C. 20431

Facsimile Service Cover Sheet

FACSIMILE NUMBERS
(202) 623-4661
(202) 623-4662
(202) 623-7491

FACSIMILE INQUIRIES
(202) 623-6775

(TYPE)
MSG. NO. :; 3 0 DATE PAGE 1 OF
(For Cable Room use only) July 27, 1990 2
T0 NAME  14ic. Ariel Buira
AGENCY Banco Central d&‘\}}f_ﬁﬁg B
Mexico City, Mexico 0 % %oz .
CITY/COUNTRY Vs 12 G949 | .
s e, ‘%O’C&ﬁ’w phed 2o
FACSIMILE TELEPHONE NO. 525 53¢ "'51'2—3345\> /W\?’ZZZ ! A
(Country) (City) (Number) ]
Code Code
TEXT INTERNAL
DISTRIBUTION
Estimado Ariel:
A
Tal como habfa sido convenido, adjunto un MD
borrador de nota para ser enviada al Director Gerente, DMD
para solicitar que el limite de deuda externa para fin ETR
de diciembre sea establecido al nivel del limite LEG
indicativo para esa é€echa. Mr. Andrews
Afectuosos saludos, /&a \ i
X4 KDk \
cc: Dr. J. M. Yacaman
Lic. Jesiis Cervantes
FROM | NaME  c1audio M. Loser

pepT./ply. WHED/IO

V4

ROOMNO. { 10-100 EXTENSION 8373 ACCOUNT CODE ’ g

AUTHORIZED BY Claudio M. Loser

(] SIGNATURE

SEC-56, REV. 2

2-18-88



PREPARATION OF FACSIMILE MESSAGE

Messages prepared for facsimile transmission should be of an urgent nature, and generally not
exceed 20 pages.

Facsimile number - including country and city codes - must be provided by originating office.
The cover sheet should be completed in full and signed by authorized persons only.
Messages should be prepared individually in full for each separate addressee.

Papers must be printed only on one side using standard 82" x 11" or 82" x 14" paper.

Paper should be originals or very clear copies. Do not use fluid or tape in making corrections. Small
or lightly printed text may not be legible to recipient.

Pages should be numbered to indicate page number and total pages (for a ten page message, the
cover page should-be marked 1 of 10, the next pages, 2/10, 3/10 etc.).

Messages delivered to the Cable Room should be accompanied by a complete duplicate set of the
message using the yellow copy as cover. This does not apply to offices of Executive Directors.

Clip, do not staple, the original set.

The duplicate set will be dispatch/time stamped, forwarded to the Correspondence Unit for
distribution, and returned to the originating office.



July --, 1990

Dear Mr. Camdessus:

The second year program under Mexico's Extended Arrangement with
the Fund incorporated an indicative ceiling on net foreign borrowing by
the public sector for end-December 1990. After discussions with the
staff on the occasion of the review under the second year of the
Extended Arrangement, we request that the end-December ceiling be

established at US$7,020 million, the level of the indicative ceiling.

Sincerely,

Pedro Aspe Armella Miguel Mancera Aguayo
Secretary of Finance and Director General
Public Credit of Mexico Bank of Mexico

Mr. Michel Camdessus
Managing Director
International Monetary Fund
Washington, D.C. 20431
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INTERNATIONAL MONETARY FUND
WASHINGTON, D.C.

TREASURE DEPARTMENT

NO. 58

ATTN: MRS. LYNN/MR. R. VELUTINI
SDR DEPARTMENT

IN REFERENCE TO OUR TELEPHONE CONVERSATION OF TODAY, WE HEREBY
REQUEST T0 BUY 50,000,000.00 (FIFTY MILLION SPECIAL DRAWING RIGHTS),
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Title card MEXICO - PROMOTING GROWTH
- e

In August of 1982, Mexico faced a

financial crisis - a1t was unable to

make the interest payments on its

debt to foreign creditors In

effect, the country was on the verge

of bankruptcy

Finance Minister Aspe "It 1s not
very different in a country than in
an enterprise or in a family You
cannot spend more than you earn in a
consistent way Finally, debt keeps
going up and up, and when that stops,
the new lending stops, then you will
have toc face reality That 1= when

the crisis starts o

Méx1co has come a long way since
those days The immediate crisis -
the threat of default on the debt -
was averted with financial assistance
from the International Monetary Fund
and the help of the United States

government But that was only the
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beginning As a long term solution
to 1ts financial crasis, Mexico
enmbarked on a major program of
economic reforms  The program was
developed by the Mexican government
with the help of technical advice
and continued financial support from
the IMF Today, those reforms are

showing significant results

Title card ADJUSTING THE CURRENCY

This 1s Meubles Alfa, a furniture
factory i1n Monterrey, owned by Grupo
IMSA In the early eighties, 1t only
produced for the Mexican market The
company wanted to export its chairs
to the United States, but couldn’t
The reason wasn’t the cost of
production, whaich was low The
problem was the exchange rate of the

Mexl1can peso

Fernando Canales, Grupo IMSA '"We
found that our prices were not
competitive because the peso at that

time was overvalued "
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When the peso 1is overvalued, it takes
fewer pesos to equal a unit of
foreign currency, like the dollar
That meant that Sr Canales would ¢get
too few pesos for each dollar he
earned In order to pay his costs 1in
pesos, he would have to charge
customers too many dollars for hisg
chairs to be competitive

But 1n the mid-nineteen elghtles,\the
peso’s value was lowered to a moré
realistic rate That made 1t
possable for Sr Canales to export at
a competitive price Now, he
recelves more pesog for each dollar -

allowing him to cover his costs and

make a profait

Canales* "Now we have been able to
1ncrease our volumes, and
approximately 25% of our production

15 exported "

Sr Canales 1s not alone The more
realistic exchange rate has sparked

an export bhoom Now, manufactured
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goods have overtaken o1l as Mexico’s
leading export category, helping to
reduce the country’s reliance on

world oil prices

Undersecretary Gurria "The exchange
rate 1s one of the most important
prices in the economy It regulates
the imports and the exports and the
the competitive, the competitiveness
of Mexico vis a vis other countries
So one of our major policy okjectives
is to keep a reasonable, competitive

exchange rate "

Title card OPENING THE TRADE SYSTEM

This refrigerator plant 18 a daivision
of the Vitro Company, one of Mexico’s
leading eXporters But Vitro
wouldn’t be able to export
competitively 1f 1t weren’t for
another KkKey Mexican reform - import
liberalization That’s because
several key parts for the company’s
refrigerators must be imported from

abroad - like these motors from
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Brazil Before, there was so much
protectionism 1n Mexico - red tape,
inport restrictions, and high import
tarrifs — that companies like Vitro
couldn’t import the parts and
supplies they needed at a reasonable
cost Now, however, the Mexican
government has cut the red tape and
restrictions, and lowered tariffs

dramatically

Tomas Gonzalez Sada, Vitro "Today,
we have much less red tape than
before, and 1t 1s much easier for us
to be able to import component
product for our finished product "
"The reduction of tariffs has made 1t
possible for the Mexican products to
be cheaper," "“which makes the Mexican
product more competitive than

before "

Mexican consumers have benefitted,
too Now they can buy reasonably
priced products from abroad And
Mexican compahies that have to

compete with those imports have had
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to lower prices and 1mprove quality

Finance Minister Aspe "You have to
open up the economy How you do it
depends on the situation - you can do
1t very fast or gradually - but you
have to force your domestic apparatus
to compete with the rest of the

world "

Title card CUTTING THE BUDGET

DEFICIT

Finance Minister Aspe "With huge
fiscal deficits you cannot have
development, you cannot have
improvement in the standard of living

of the population "

The budget deflcit was also a problem
because the Mexican government
printed more money to help finance

it That resulted i1n high inflation
- and this inflation threatened the

successs of the entire reform program
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Undersecretary of Finance Gurraa
"Inflation became Public Enemy Nunber
One, and policy target number one,
two, and three Everything came
after that And we had to pay a
price, but we had to stabilize the
economy first And you do that by
spending less and by earning more

revenue "

To increase revenues, Mexico revamped
its tax system TaX rates were
lowered, to reduce the burden,\but
many loopholes were eliminated and
collection efforts were stepped up
Government spending was cut
dramatically, too One way was to
reduce subsidies, for everything from
electricity to gasoline to water
Before, prices of these sexrvices had
been kept artificially low - the
government payed the difference
between the price and the cost Now,
prices more closely reflect the real

cost of government services
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Undersecretary Gurria "After all

this effort, seven years, and nmostly
~ in the last two years, we now have a

surplus, an operational surplus in

the public sector of Mexico "

Title card PRIVATIZATION

Another key step in reducing the
budget deficit was privatization ~
selling state-owned enterprises to
the private sector Aeromexico 1&
Mexico’s second-largest airlaine
Formerly, 1t was owned by the
government Service was poor, and
the airline lost money - money that
the government had to make up in the

form of subsidies

Undersecretary Gurraia "“And in the
last 25 years, the government put
into Aeromexico about 2 and 1/2
billion dollars of subsidies because

1t was losing money "

Then, in 1988, the government

declared Aeromexico bankrupt and sold
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the airline to private investors

The turnaround has been dramatic
Service has improved, on-time
performance and reliabilaty are high,
and the airline 15 now turning a

profit

Pedro Cerisola, Aeromexico "In terms
of profaitabaility, well, former
Aeromexico went bankrupt We’re
making money That’s the big
drfference -~ between red and black,

whatever 1t 1s, 1t’s enough for me "

The new owners were able to run the
airline more efficrently - and
there’s a new splrit among the

employees

Pedro Cerisola "Let me tell you how
do we feel It’s like 1fY "there’s
horses that are being held before the
race, they know that there’s a race,
and they feel that they can do 1t,
and suddenly the door 1s open and
they go and race And same thing 1s

happening with the company at the
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Undersecretary Gurria "The company
today 15 making money, the company
has more employees than 1t used to
have when 1t was declared bankrupt
It has more aircraft, 1t has ordered
more aircraft to be leased oxr bought,
and 1t 1is paying us taxes - not only
are we not spending money 1in the
subsidy, we are getting money of the

taxes "

The Aeromexico sale was followed a
year later by the pravatization of
Mexicana, the largest Mexican
airline The government also
pravatized hundreds of other
companies, from sugar mills to steel
mllls to the telephone company, and
in 1990 i1t announced the
praivatization of the Mexican banks,
which had been state-owned since
1982 All in all, by 1990, the
government had cut the number of
state-owned companies from 1200 to

400

1o
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Finance Minister Aspe "And the
reason 1s very simple We don’t want
to overspend, first, second, you
cannot have a government with so many
assets i1n a poor country Why don’t
you get rid of those assets, sell
them to the cavil society, and use
the proceeds to bring down inflation,
and to spend on the bhasics And(the
basics s educataion, health,
infrastructure, better justice That
1s exactly what the government 1is

doing "

Title card THE SOCIAL SAFETY NET

Some of the proceeds from those
privatizations are being spent here,
in Chalco, a desperately poor town
outside of Mexico City Through a
program called Solidaridad, the
Mexican government 1s providing
targeted relief for the poorest
segments of the population

Milk prices 1n Mexico are hot

subsidized for the general

ID A H PERLMUTTER INC TEL NO 212-392-1854 H843 P12 —————
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population But poor people with
children can get milk for a fraction
of the market prace at dairies like
thls one This dairy, and many
others like 1t, were built by
Solidaridad

Solidaridad also 1s helping to wire
Chalco for electricity - Soladaradad
trucks deliver water to homes at
reduced cost - and Solidaridad 1s
building new hospatals and schoals

for the community

Money for programs like Solidaridad
18 also made possible by cutting

general subsidies on services like
electricaity, water, telephones and

gasoline

Undersecretary Gurria "“A subsidy,
that 1s, selling to the public
something below 1ts cost, 1is
something which 1s very expensive for
the government And the problem when
you generalize these subsidies, when
you give to everybody in an

indiscriminate fashion, 1s that it 1is

1L




socially very unfair. If you have
electricity rates which are
subsidized for everybody, that means
the rich are getting a subsidy which
15 the same size than the poor, when
the poor need 1t most " "So we have
changed the tariffs so that they
reflect the real cost of providing
the service 2and then get the amount
of money, the extra revenue to target
to the really poorest in an organized

fashion "

Title card DEBT REDUCTION

Throughout the 1980s, Mexico labored
under a huge foreign debt approaching
$100 billion This was a tremendous
obstacle to growth, since money that
could have ¢gone into investments and
public services went to service the
debt But in March of 1990, Mexico
signed an historic agreement with 1ts
commercial bank creditors to reduce
the debt burden The agreement 1is
estimated to save Mexico close to $2

billion per year an debt payments

/3
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More 1mportantly, the agreement gave
1nvestors and international
institutions the confidence to
continue to lend and invest 1n
Mexico

The debt reduction agreement was
negotiated with the help of the

International Monetary Fund

From the debt craisis of 1982, through
the development of the Mexican reform
program, to the debt reduction
agreement of 1990, the IMF has worked
to support Mexico’s efforts The IMF
provided financial assistance - with
loans totalling over $6 billion
between 1982 and 1990 The IMF also
provided special funds to Mexico to
be used to further reduce its debt
The IMF helped generate additional
financing from other donors, and gave
economic advice and expertise to the

Mexican government

Undersecretary Gurria "“They have
always been there, acting both as an

orchestrator of external sources of

/4
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support, and also as, de facto, an
advigor to the Mexican government
Sometimes the negotiations with the
IMF get tough, we sometimes don’t see
things 1n the same light But I
would say that" "what the IMF 1s
supporting is gur program  They
didn‘’t come and tell us what our
program should be, we had a good
program -" "they supported the
Mexican program, and 1t’s worked out
very well, to the advantage of both
the international financial system

and Mexico I

Fanance Minister Aspe "We have a new
economy, lots more modern, more
competitive, more aggressaive,
entering markets which were
unthinkable five years ago So we
gt1l) have a long, long road ahead -
we still have, will have to work to
persevere, we still have many
problems, oh, but let me tell you, we
are working now in the raght

directaon "

15
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Office Memorandum

TO: The Acting Managing Director DATE: July 10, 1990

FROM: S.T. Beza  /)/) A
//'/ 7.0

SUBJECT: Mexico——Backlto-Office Report

The mission that just returned from Mexico completed
discussions for the Article IV consultation and the mid-term review for
the second year under the Extended Arrangement. So far in 1990
developments have been satisfactory and Mexico is estimated to have
observed all quantitative performance criteria for end-June. Also, the
current expectation is that Mexico will observe the performance criteria
for the remainder of the year.

Real GDP is growing at an annual rate of 3 percent compared
with the program assumption of 3 1/2 percent. The cumulative rate of
inflation for the first six months of the year is somewhat over
15 percent, and thus is already higher than had been projected for the
year; corrective price adjustments have been larger than envisaged when
the program was framed. For the year, prices are likely to increase by
some 25 percent. The fiscal outcome so far has been better than
programmed, and claims on the financial system have increased faster
than had been planned. Thus, net international reserves rose in the
first half of 1990 to a level that is US$2.2 billion higher than
contemplated under the program. The improvement in reserves reflects a
sharp increase in private capital flows that have more than offset an
unplanned widening of the external current account deficit.

The staff expressed its concern about inflation and about the
possibility that the reduced pace of depreciation of the peso
(0.8 percent a month in relation to the U.S. dollar) would impair
external competitiveness and add to the vulnerability of the balance of
payments. The balance of payments has depended on short-term capital
inflows, attracted in part by interest rates that are still high in real
terms.

In these circumstances, the mission urged the authorities to
pursue tight fiscal policies by maintaining existing margins under the
program, keep exchange rate policy under close review, and seek to
lengthen the maturity of financial savings to reduce the risk of a
reversal of capital flows. The authorities share some of the concerns
of the staff but felt that the staff was exaggerating the risks faced.

At tachment

ce: The Managing Director (o/r)
Mr. P. Andrews



Office Memorandum

TO The Acting Managing Director DATE July 10, 1990
FROM C. M. Loser

SUBJECT Mexico--Back-to-Of'fice Report (June 19-July 5, 1990)

The mission that just returned from Mexico completed
discussions for the 1990 Article IV Consultation and mid-term review for
the second year under the Extended Arrangement from the Fund The
discussions with the authorities were open and comprehensive, and took
place in a constructive environment. Ms Filardo participated in the
final round of meetings with the authorities,

Developments in 1990 have been generally satisfactory, and
Mexico is estimated to have observed all the quantitative performance
criteria for end-June, given the current policy stance, it 1s expected
that Mexico would observe the performance criteria for the remainder of
the year without difficulty. 1In particular, net international reserves
have risen markedly in recent months, and the net credit of the Bank of
Mexico to the nonfinancial public sector through May has been
considerably below the programmed levels, reflecting mainly a strong
performance of the public finances

Economic activity so far this year has increased at a somewhat
lower pace than previously expected, with GDP now projected to grow at a
rate of some 3 percent in 1990 (compared with a program target of 3 5
percent) The cumulative rate of inflation for the first half of the
year is estimated at somewhat over 15 percent and thus is already higher
than had been projected for the year The recent Increase in prices is
accounted for by corrective adjustments in the public sector larger than
previously envisaged and a relaxation in the price controls under the
wage~price pacts. The rate of inflation is projected to decline to a
monthly rate of 1 percent in the second half of 1990, for the year,
prices are now projected to increase by 23 percent but could easily
increase by 25 percent. Wages accelerated through early 1990 but the
rate of increase of wage settlements appears to have moderated in recent
months, 1n line with the expected deceleration of inflation for the

remainder of the year. Minimum wages have not increased since late
1989.

The external current account deficit may widen by some US$2
billion in 1990 with respect to earlier projections This reflects the
combined effect of increased private investment and reduced private
domestic savings, offset in part by a stronger public sector outcome
measured by the operational fiscal balance The widening current
account deficit is being more than offset by higher private capital
inflows, in part in the form of short-term flows.




In 1ts assessment of economic developments and prospects, the
mission noted that the intensification of structural reforms in the
context of tight financial policies (particularly with regard to the
public finances) and reduced uncertainties about external debt have
contributed to a marked recovery of confidence, with significant capital
flows and declining domestic 1nterest rates.

Notwithstanding these favorable developments, the mission
expressed concern about the higher than projected rate of inflation
which, in conjunction with some wage pressures and a deceleration in the
rate of depreciation of the peso to some 0 8 percent a month from the
previous 1 percent 1in relation to the U 8§ dollar, could affect
adversely external competitiveness Also, the mission noted that the
widening of the external current account deficit reflected only 1n part
a lower international price for oil., The mission pointed out that
although the current account was financed by larger private capital
inflows, these were partly in the form of short-term financial assets,
attracted by continued high although declining real interest rates, and
which could be reversed easily In these circumstances, the mission
urged the authorities to maintain a tight financial policy stance in
order to strengthen the underlying conditions i1in the economy It
suggested that existing margins under the program for the fiscal primary
surplus be maintained through the remainder of the year, helping reduce
demand pressures and strengthen the balance of payments

The Mexican authorities expressed their satisfaction with
developments under the program They share the concerns of the mission
and intend to take any additional actions, 1f needed, to attain the
program objectives. However, in their view domestic markets have
reacted well to the progress being made in implementing economic
policies and consider that the risks faced by Mexico are lower than
characterized by the mission They pointed to the progress made in the
area of structural reforms and stressed the strengthening of confidence
aided by tight financial policies, the completion of the external debt
deal, and the recent announcement of the privatization of the domestic
banking system. Therefore, they consider that the vulnerability of the
Mexican economy has been reduced in the recent past

The public finances have performed well, reflecting
better—-than-programmed tax revenues and continued expenditure
restraint These developments helped offset the high domestic interest
rates at the beginning of the year In the first quarter of the year,
receipts under budgetary control were 1 4 percentage points of GDP
higher than programmed, about one half of which was attributable to high
oil prices With the sharp decline in o1l prices in the second quarter
of the year, oil export revenues were about in line with projections
through June, but total revenues are still expected to exceed
projections by some O 7 percentage point of GDP for the period
Expenditures were below projection for the first quarter but may be




about in line with projections through June. On the basis of current
trends, the overall fiscal outcome for the year can be expected to be
somewhat better than programmed _l/

As noted, the mission emphasized the need for maintaining
existing margins on fiscal performance, equivalent to some 1/2
percentage point of GDP, in order to protect the objectives of the
program against possible continued low o1l prices and increases 1in
domestic interest rates Even 1f interest rates were to remain at
current levels——-an annual rate of 32 percent as opposed to a projected
36 percent for the second half of the year--total interest payments for
the year would exceed the program projections as modified The
authorities expressed their intention to maintain some margins within
the program, but noted that some expenditure items, including wages,
would have to be adjusted upward to account for the higher rate of
inflation for the year However, the 1ncreased expenditure would be
partly offset by higher revenue and lower than budgeted expenditure 1n
other areas

The mission noted that, given their nonrecurrent nature, the
expected revenues from the sales of enterprises and banks should not be
used to cover public sector current expenditure The authorities agreed
that these resources, which are expected to become available mainly 1n
1991, should be treated as extraordinary income and devoted mainly to
increase 1nvestment and reduce debt

Developments in financial markets have been generally
positive. Financial savings have continued to grow 1n real terms, the
maturity of financial instruments has lengthened somewhat, and interest
rates have declined in nominal and real terms. There still remain some
areas of concern, which 1n the view of the mission suggest the continued
vulnerability of the Mexican economy In particular, the effective
maturity of financial instruments remains short and private capital
inflows could reverse easily, putting considerably strain on foreign
reserves in a system with a predetermined path of peso depreciation In
this context the mission again stressed the need for continued strong
underlying policies, particularly in the fiscal area, coupled with
efforts to 1ncrease maturities further by reducing existing tax
disincentives for long-term deposits

The rapid growth in credit to the private sector was another
area of concern, because of 1ts implications for the quality of banks'
portfolios during the current process of financial liberalization The
authorities are of the view that the growth in credit (and of financial
savings) largely reflects the reintermediation of tramsactions that were

1/ Since o1l prices would average about US$13 50 a barrel compared to
the assumed program price of US$15 a barrel, the relevant performance
criteria would have to be adjusted by the equivalent of some O 3
percentage point of GDP



already taking place outside of the banks' balance sheets Furthermore,
they noted that the rate of growth has decelerated somewhat and consider
that the present level of credit to the private sector 1s low 1n
relative terms, after years during which 1t had been crowded out by the
financing requirements of the public sector The Mexican authorities
are strengthening the supervision of commercial banks ahead of their
privatization, including procedures for portfolio risk assessment and
implementation of risk-adjusted provisioning requirements

In the fairst half of the year, the overall balance of payments
has performed better than expected, with net international reserves
having 1ncreased by some USS$1 4 billion in April-May and an additional
0S$1.2 billion 1n June. On this basis, the net 1nternational reserves
of the Bank of Mexico for end-June are some US$2 2 billion higher than
envisaged under the adjusted program However, 1t can be expected that
the margin will be reduced as the year progresses, to the extent that
the 1ncrease 1n reserves reflects only a temporary acceleration of
capital flows.

The balance of payments for the year as a whole 1s now
expected to show an overall surplus of US$0.3 billion, compared with a
projected deficit of some US$S0 9 billion when adjusted for lower o1l
revenues. However, there are considerable changes 1n the structure of
the balance of payments, with the current account expected to show a
deficit of US$7 billion--US$2 billion higher than projected
previously The wider deficit reflects a decline of USSO 8 billion 1n
0oil revenues, and an increase of US$1 billion in 1imports The larger
deficit would be more than offset by private capital flows that would
exceed previous projections by some US$2 7 billion Public sector
borrowing 1s projected to be broadly in line with the program

The authorities consider that exchange rate policy remains
consistent with the objectives of the program They noted that the
recently announced deceleration of the rate of depreciation of the peso
(from 1 percent a month to O 8 percent a month in relation to the U §
dollar) had helped reduce i1nflationary expectations and that interest
rates had declined i1mmediately after the announcement of the measure,
reflecting confidence shown by the private sector The mission stressed
that unit labor costs had increased relative to those of Mexico's
trading partners in the recent past, putting in question the maintenance
of competitiveness. This was of particular concern in light of the
widening deficit and the deceleration of manufacturing exports

The authorities believe that the structural changes in the
economy and the decline in i1nterest rates have resulted in an
improvement in productivity and that wages remain low by international
standards. They indicated that while labor costs may have increased,
current wage settlements are in line with those of their major trading
partners adjusted for exchange rate movements They have reaffirmed
their intention, however, to take action as needed on the basis of




developments in the external sector They attribute some of the
slowdown 1n exports to delays in completing new projects and to strikes
in some sectors, which would be corrected in the months to come They
also noted that the exchange rate might appreciate 1n real terms to
accommodate the large 1increases in private capital inflows and that
large scale sterilization of these flows could be counterproductive 1In
this regard, the staff again stressed the need for a tight fiscal policy
as the most effective way to minimize the adverse impact of a possible
appreciation of the peso

With the agreement on the external debt limit for end-1990 at
the previously established indicative level there are no operational
1ssues at this stage The authorities will send a communication to
request that the ceiling be set as noted

It was agreed that Mexico would remain in the 12-month
consultation cycle

At tachment

ce The Managing Director (o/r)
Mr Beza
Mr Frenkel
Mr Van Houtven
Mr Whittome
Mr Gianviti
Mr ULaske
Mr Tanzi
Mr P Andrews



Table 1 Mexico Selected Economic Indicators

1990
1987 1988 1989 Prog Proj
(Annual percentage change)
Real GDP 16 14 29 35 30
Consumer prices (average) 131 8 114 2 200 17 8 251
Consumer prices (end-of-year) 159 2 51 7 19 7 15 0 22 8
(In billions of U S dollars)
External sector
Current account (deficit -) 4 0 -2 4 =54 -5 0 -71
0f which exports (f o b ) 22 3 22 9 25 8 27 9 27 1
imports (f o b ) -12 2 -18 9 -23 4 -24 8 -258
interest payments -81 -8 6 -93 -9.4 -9 6
Official capital (net) 39 0 4 0 4 10 09
Private capital (net) -12 -4 8 39 38 6 5
Net reserve movement (increase -) -6 6 6 8 11 0.2 03
(In percent of GDP)
Nonfinancial public sector
Primary balance 50 59 8 3 6 9 6 7
Operational balance 20 -4 5 -17 -1.0 01
Public sector borrowing requirement 15 8 12 9 538 5.1 51
Savings and investment
Gross domestic investment 18 6 19 2 20 0 22 8 20 9
Public sector 53 4 2 37 4.9 4 6
Private sector 13 3 15 0 16 3 17 9 16 3
Gross national savings 21 3 17 8 17 3 21 4 18 2
Public sector 1/ 7.4 -0 2 23 40 5.0
Private sector 13 9 18 0 150 17 4 13 2
External savings -2 8 14 27 14 26
Memorandum items
Nominal GDP (trillions of
Mexican pesos) 193 5 395 9 494 1 605.3 627 4
Velocity of M-4 (GDP/M-4) 36 36 29 2.6 26
Foreign reserves/M-4 (percent) 35 8 11 1 9 6 96 91

Sources Mexican authorities, and Fund staff estimates

}j Adjusted for the inflation component of interest payments on domestic
debt
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