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I. Introduction 

The 1983 Article IV consultation discussions A/ with Mexico were 
conducted in Mexico City during the period March 7-26. 1983. Represen- 
tatives of Mexico in these discussions included the Secretary of Finance 
and Public Credit; the Secretary of Programing and Budget; the Secretary 
of Industry and Commerce; the Director General of the Bank of Mexico; 
the Undersecretary of Lahor; the Undersecretary of Energy; and senior 
officials of various ministries, the Bank of Mexico, and several state 
enterprises and government commissions. The staff representatives were 
haqdn P. PU~O~ (WD), Claudia LOS~T (ETR), Enrique Mstsyoshi (STAT), 
Pedro Rado (FAD), Luis Valdivieso (WHD), and Argery Bitchskas (Secretary- 
WHD). Mr. Miguel Angel Senior, Executive Director for Mexico, partici- 
pated in the final round of policy discussions. 

The Fund mission also conducted discussions on the progress achieved 
in the implementation of the economic adjustment program being supported 
by an extended arrangement, which was approved by the Executive Board on 
December 23, 1982 (EB!l/82/168). This review, which was required under 
paragraph 4(c) of the arrangement and was scheduled to take place by 
May 15, 1983 (see EBS/82/208 and its supplements), was to cover (1) the 
progress achieved and modifications needed in the exchange system to 
restore normalcy to foreign transactions, (2) the implementation of the 
mechanisms for the quantification and settlement of the external payment 
arrears, (3) the results achieved with respect to the efforts to restruc- 
ture the external debt, and (4) the review of trade policies. At the 
time of approval of the extended arrangement, the Board also approved 
the identified multiple currency practices and restrictions until May 
15, 1983, or the completion of the review, whichever came earlier. 

The previous Article IV consultation with Mexico was completed by 
the Executive Board on July 16, 1982 (EBM/82/100). The documents for 
that consultation were SM/82/121 and SM/82/124. 

11 Mexico has accepted the obligations of Article VIII, Sections 2, 
3,a”d 4. 



II. Background Developments and Policies 

Mexico experienced serious economic difficulties in 1982, follow 
ing a period of several years of rapid economic expansion. Although the 
proximate causes of the 1982 crisis were the combination of a sharp de- 
terioration in the balance of payments, a sig"ifica"t acceleration of 
domestic inflation and a drop in the rate of growth of economic activ- 
ity, the roots of these difficulties are to be found in the economic 
strategy followed in earlier years. 

Following the discovery of large petroleum reserves in 1977 and 
the rise in international petroleum prices in the second half of 1979, 
Mexico embarked on a substantial expansion of its public sector expendi- 
tures. Public sector outlays increased on average by about 15 per cent 
a year in real terms in 1979-80 and hy more than 30 per cent in 1981. 
Investment in the energy sector and other infrastructure accounted for 
a major portion of the rise in public outlays, hut other categories of 
public expenditures also registered sizable increases. Direct and in- 
direct public sector subsidies became an important channel for the 
distribution of the new petroleum wealth. 

This dramatic rise in public spending dominated aggregate demand 
developments and contributed to a rapid expansion of domestic output 
and employment, but it also led to a surge of imports and .a rise in 
domestic prices. Thus, while real GDP grew on average by over 8 per 
cent a year and employment expanded at an annual rate of more than 5 per 
cent in 1979-81, merchandise imports rose by over 30 per cent a year 
in real terms and the rate of inflation accelerated from less than 
20 per cent a year to close to 30 per cent. Private investment expanded 
at a fast pace during most of this period, on the basis of the rapid 
expansion of the economy and the ample availability of both domestic 
and foreign fina*ciQ?. At the same time the traditional (nonpetroleum) 
export sector experienced a relative decline over these years, as its 
international competitiveness was eroded and strong domestic demand 
resulted in a higher domestic absorption of resources. 

Notwithstanding the sharp rise in petroleum revenues since 1979-- 
export receipts of the state-orsned petroleum company (PEMFX) went up 
from less than USS2 billion in 1978 to US$14-l/2 billion in 1981--the 
strong growth of expenditures combined with a lag in the adjustment of 
prices and tariffs charged by state enterprises led to a widening in 
the public sector deficit in the 1979-81 period. This weakening of the 
public finances intensified in the second half of 1981 with the fall in 
international petroleum prices. The overall deficit of the public sec- 
tor rose from MexS21O billion (close to 7 per cent of GDP) in 1979 to 
about MexS870 hillion (almost 15 per cent of GDP) in 1981 (Table 1). 

This growing fiscal deficit was financed by increasing the share 
of domestic private financial savings channeled to the public sector 
and by ewaginfi in substantial foreign borrowing. The extensive use of 
domestic credit by the public sector preempted private sector access to 
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bank financing; this trend became so pronounced during 1982 that credit 
to the private sector shrank in relation to GDP (Table 2). In addition, 
as a result of the increased reliance on foreign financing, the external 
public debt rose fran US$26 billion at the end of 1978 to USS53 billion 
at the end of 1981, with more than two thirds of this increase taking 
place in 1981 (Table 3). The large increase in the public sector foreign 
debt during 1981 was characterized by a heavy reliance on short-term 
borrowing. While prior to 19Rl most of Mexico's external borrowing had 
been on maturity terms of over one year, in 1981 almost half of the USS19 
billion contracted took the form of short-term obligations. The sheer 
magnitude of this short-term debt was to make the ma"ageme"t of the 
external debt an extremely difficult task during 1982. The growing 
reliance on foreign indebtedness was accompanied by a rise in interest 
rates in foreign money and capital markets, and the servicing of the 
external debt came to represent a heavy burden for the economy. 

The major detertoratian in the public finances and the accelera- 
tion of inflation raised doubts about the sustainability of the exist- 
ing exchange rate policy and gave rise to recurring episodes of capital 
flight. These became more virulent and more frequent after the weaken- 
ing of the international oil market in mid-1981. Capital flight eventu- 
ally reached such proportions that in mid-February 1982 the central 
bank had to temporarily withdraw from the exchange market and the peso 
depreciated sharply. By the end of February 1982 the peso was being 
quoted at close to Mex$45 per U.S. dollar, compared with about MexS27 
per U.S. dollar just prior to the closing of the market (Chart 1). How- 
ever, the initfal improvement in competitiveness brought about by this 
depreciation of the peso was soon being eroded by wage increases which 
had an adverse effect on confidence and impeded adjustment. 

Although steps were taken in subsequent months to help stabilize 
the economy, these efforts proved to be insufficient and the situation 
continued to deteriorate, with the rate of growth of output coming to a 
halt ard inflation accelerating. The recession abroad further aggravated 
matters by lowering the demand for Mexican exports and tourist services. 
I" August 1982 the capital flight intensified again and it became diffi- 
cult to obtain new foreign credits or renew those falling due; the cen- 
tral bank once more had to temporarily withdraw from the exchange market. 
A dual exchange market was introduced with a preferential rate and a 
general rate, emergency foreign assistance was sought, and foreign 
creditors were asked to roll over the principal payments on the public 
sector external debt as they became due. wLtia11y the requested roll- 
over was for a go-day period, but it has since bee" extended to allow 
for the negotiation of a restructurin.g of this debt. New regulations 
also were enacted which provided that all foreign currency denominated 
deposits (Mexdollar deposits) maintained in Mexican banks would have 
to be settled in Mexican pesos at the tine of payment on the basis of 
the rate of exchange in effect on the date of payment. The exchange 
rate in the preferential market was set by the Bank of Mexico in late 
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Table 3. Mexico: Summary of External Debt Outstanding, 1979-82 11 - 

(In billions of U.S. dollars) 

1979 1980 1981 
Prel. 
1982 

Total 

Public sector debt 
Direct debt of Central 
Government development 
PEMEX contracts 
Bank of Mexico 21 - 

Nationalized banks 3/ - 

private sector 41 
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Other 21 - 

(8.5) (13.9) 

3.0 4.5 
5.3 6.8 

(18.2) (22.0) 

6.3 
8.0 

Sources: Ministry of Finance and Public Credit; and Fund staff 
estimates. 

11 Does not include outstanding letters of credit or payments ar- 
rears. 

?I Includes foreign liabilities of the Bank of Mexico with IMF, BIS, 
U.S. Treasury, and U.S. Federal Reserve, but does not include liabili- 
ties under bilateral payment agreements. 

21 Includes deposits held by nonresidents with foreign agencies of 
Mexican commercial banks. 

A/ Estimated. 
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August at 11exS69 per U.S. dollar, while the rate in the general market 
was allowed to fluctuate accordi% to demand and supply. During the 
month of August the peso in the general market depreciated at one point 
to MexSl?O per U.S. dollar. 

In September 1982, in a major policy shift, the authorities na- 
tionalized the private commercial banks, announced the introduction of 
a generalized exchance control system, extended import licensing re- 
quirements to virtually all imports, intensified domestic price con- 
tro1s, and reduced interest rates. In addition, it was stipulated that 
all domestic financial transactions which had been denominated in for- 
eign currency would be converted automatically upon maturity into 
Mexican pesos at an exchange rate fixed by the Bank of Mexico; also, 
new transactions in foreign currency within Mexico not channeled through 
the banking system became illegal. 

Under the system of generalized exchange controls. the previously 
free general market rate was supressed and two fixed exchange rates 
were introduced, a preferential rate at MexSSO=USSl and an ordinary 
rate of MexS70=USSl. The rate of Mex$50 per U.S. dollar was to be ap- 
plied to most imports and to amortisation and interest payments effected 

the MexS70 per U.S. dollar was by the private and public sectors, while 
to be applied to most external receipts. 
banking system were to be converted upon 
ordinary rate, (MexS70 per 1J.S. dollar), 
in Mexdollars were to be paid off at the 
U.S. dollar). 

Mexdollar deposits with the 
maturity at the prevailing 
while bank credits denominated 
preferential rate (NexS50 per 

The adoption of these policies far from rendering the foreign ex- 
change situation more manageable, in fact, exacerbated the problems. 
A parallel market developed, payments arrears accumulated, Large subsi- 
dies resulted from the administration of the exchange rate system and 
the liquidation of the Mexdollar operations, and the flow of imports 
was disrupted and gave rise to production bottlenecks. 

The econcmic results for 1982 wre decidedly unfavorable. The 
public sector deficit rose to some MexS1,700 billion (the equivalent 
of about 18-l/? per cent of GDP); this figure included about Elex$500 
billion (5-I/? per cent of GDP) of exchange losses that stemmed from 
the multiple currency practices introduced in September 1982 and the 
liquidation of the HexdoLlar accounts. The LeveL of empLoyment dropped 
ati, for the first time in 50 years, real GDP declined. Inflation 
reached an unprecedented annual rate of close to 100 per cent in the 
l?-month period ended December 1982. The current account deficit of 
the balance of payments narrowed significantly--from close to USS14 
billion in 1981 to about USS3 billion in 1982--because of the reduced 
availability of external credits but, with the continuation of large 
capital flight, the overall balance of payments experienced a deficit 
in excess of USS6 billion (Chart 2 and Table 4). 
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111. Performance in the First Months of the Program 

With the completion of the negotiations leading to an extended 
arrangement with the Fund in November 1982, a comprehensive policy pack- 
age was announced that called for a sharp reduction in the public sector 
deficit, to the equivalent of 8-l/? per cent in 1983, 5-112 per cent of 
GDP in 1984, and 3-l/? per cent of GDP in 1985. Such a” adjustment in 
the public finances would reduce the need for recourse to foreign fi- 
nancing and the pressures on domestic prices and the balance of pay- 
ments. Implementation of this economic program was expected to result 
in a substantial decline In the rate of inflation, to about half the 
rate prevailing at the end of 1982, and a significant recuperation of 
the international reserves. As part of this policy package, steps 
were take” to adjust the exchange rate, liberalize exchange controls, 
eliminate exchange subsidies, and Increase interest rates. Negotiations 
were undertaken with foreign creditors to refinance the short-term debt 
and the medium- and long-term debt falling due in the period from 
August 23, 1982 through December 31, 1984 and to obtain new external 
financing. The authorities also made know” their intentions of relaxing 
price controls, gearing wage policy coward the objectives of reducing 
inflation and protecting the level of employment, and reviewing commercial 
policies with a view to achieving greater productive efficiency. 

The new Administration, which took office on December 1, 1982, has 
moved quickly and forcefully in implementing the adjustment program 
agreed upon under the extended arrangement. On December 3, 1982 the 
domestic price of gasoline and various other petroleum derivatives pro- 
duced by the state-owned petroleum company were increased by 100 per 
cent. On December 10, 1982 the authorities announced the termination 
of the generalized system of exchange controls and the introduction, on 
a temporary basis of a new dual exchange system with a controlled market 
and a free market; the new system was to begin operating on December 20, 
1982. Transactions to be channeled through the controlled market--which 
now account for about 75 per cent of all external transactions--include 
all receipts from exports of goods, payments for interest and principal 
on all external debt, expenditures abroad incurred in connection with 
the diplomatic service and participation in international organizations, 
ard about three fourths of all import payments. All other transactions, 
including those relating to tourism, would be channeled through the free 
market. The rate in the controlled market was initially set on Decem- 
ber 2@ at MexS95=lIS$l, with the understanding that it would be adjusted 
daily in light of the expected differential of inflation between Mexico 
and its main trading partners. since then, the rate in the controlled 
market has been preannounced on a biweekly basis. 

The establishment of this controlled market rate involved a” im- 
mediate depreciation of some 35 per cent (measured in terms of pesos 
per U.S. dollar) in relation to the previously prevailing ordinary rate 
of MexS70 per U.S. dollar, and the daily rate of adjustment so far (of 
MexS0.13 per day) has involved an annual rate of depreciation of around 
50 per cent in terms of U.S. dollars. The free market rate, meanwhile, 
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opened at about MexS150 per U.S. dollar and, after experiencing a small 
appreciation, has remained virtually unchanged at MexS147.90 buying and 
MexS149.40 selling. All commercial banks, as well as existing exchange 
houses, are authorized to operate in the free market; the Bank of Mexico 
has intervened occasionally in the free market. 

In mid-December the Adninistration submitted to Congress a budget 
proposal for 1983 which incorporated substantial cuts in expenditure 
programs and changes in taxes designed to bolster revenues, including 
a major increase in the value added tax. This budget package&/ which 
was approved by Congress with only minor modifications, is consistent 
with a" overall public sector deficit of Mex$1,500 billion for 1983. 

The minim&n wage increase granted at the end of 1982 was held to 
25 per cent, in contrast to the past practice of matching or even ex- 
ceeding the past rate of inflation. Since then, settlements of annual 
wage agreements based on collective bargaining negotiations have been 
in the range of 23-30 per cent. Also, in a reversal of policies pursued 
in previous months, interest rates on deposits were raised significantly 
during December 1982 (by some 18 percentage points compared with the 
rates prevailing in mid-October 1982), and some of the preferential 
lending rates were revised upward. There were further adjustments in 
certain public sector prices in January 1983, as well as a major liber- 
alization of the price controls applicable to the private sector. 

With respect to the negotiations with foreign creditors, an agree- 
ment in principle was reached in December 1982 with commercial banks to 
restructure some US$19 billion of public sector debt; of these USS7.6 
billion corresponded to short- and medium-term debt payments falling 
due in the period from August 23 to December 31, 1982, USS7.5 billion 
to debt payments falling due during 1983, and about USS4 billion to 
debt payments falling due during 1984. All these obligations are being 
restructured over an eight year period, starting from January 1983, 
with a maximum grace period of four years and at an interest rate of 
l-718 per cent over LIBOR or l-314 per cent over the U.S. prime rate. 
Because of the large number of transactions involved, however, the com- 
pletion of the formal requirements involved in the restructuring exer- 
cise is expected to be finished by August 15, 1983. In addition, the 
foreign commercial banks agreed to a medium-term loan to Mexico for 
USS5 billion with a maturity of six years and three years of grace, and 
at interest rates equivalent to 2-l/4 per cent over LIBOR or 2-l/8 per 
cent over the U.S. prime rate. The new loan amounts to the equivalent 
of about 7 per cent of the total Mexican exposure of the lending banks 
outstanding as of August 1982. The first drawing on this loan, for 
USS1.75 billion took place on March 24, 1983;2/ the remaining drawings 
on this new loan are conditional upon purchas% from the Fund under the 
extended arrangement during 1983. 

11 For a details discussion of the 1983 budget see EBS/82/208, 
supp. 3. 

21 An advance for US$436 million had been received on February 24, 
19%3 in a bridge operation from some of the major banks. 



- 11 - 

Besides the external obligations arising from the public sector’s 
external debt, Mexican commercial banks (now nationalized) had outstand- 
ing at the end of 1982 a total of usS8 billion in external obliga- 
tions (see Table 3). Of these, about LESS-l/2 billion took the form of 
interbank deposits of foreign banks with agencies of Mexican banks 
abroad ; an agreement has been reached with foreign banks to maintain 
these deposits at their present levels during the couxx of 1983. 

The private sector short- and medium-term external debt with for- 
eign financial institutions has been estimated at some USS14 billion 
as of the end of 1982. In addition, the private sector also has out- 
standing a still undetermined amount of obligations arising from suppli- 
ers’ cl-edits. The servicing of private sector debt was interrupted 
during the period when the generalized exchange control was in effect-- 
from September 1 to December 20, 1982--and, although credits obtained 
after December 20, 1983 have been serviced regularly, arrears have 
developed on obligations contracted prior to that date. 

Three different facilities have been introduced to help deal with 
the problems confronted by the private sector with regard to its exter- 
nal obligations. The first provides a system for settling the arrears 
on interest payments on financial loans from foreign commercial banks; 
the second, covers the arrears arising from foreign suppliers’ credits; 
and the third establishes a framework for the refinanciq and forward 
exchange coverage of the remaining obligations. To administer the last 
two facilities a new trust fund, FICORCA (Foreign Exchange Risk Coverage 
Trust Fund), has been established. 

In the case of arrears on interest payments on loans from foreign 
commercial banks to the Mexican private sector which accumulated uver 
the period September 1, 1982 through January 31, 1983, a deposit scheme 
was set up in December 1982 whereby the local debtor could deposit with 
the Bank of Mexico the peso counterpart of the outstandi% external 
interest payment obligation. The amount to be deposited was calculated 
on the basis of the controlled exchange rate prevailing on the date on 
which the deposit was constituted. The Bank of Mexico agreed to remit 
abroad foreign exchange equivalent to 10 per cent of the total of these 
deposits upon their constitution, and it established a special foreign 
currency denominated deposit for the remaining obligations in the name 
of the foreign lender; these accounta bear competitive interest rates. 
A total of lJSS60 million was paid to the foreign creditors at the begin- 
ning of February and another lJSS37 million was paid at the beginning of 
April. The agreement with the banks calls for additional monthly pay- 
merits, subject to the availability of foreign exchange; any outstanding 
balance as of September 30, 1983 is to be refinanced as a medium term 
loan on terms to be agreed with individual banks. Foreign exchange for 
interest payments falling due after January 31, 1983 can be obtained 
through the controlled exchange market. 

With respect to the external payment arrears arising from foreign 
suppliers’ credits to the Mexican private sector, on February 28, 1983 
the Bank of Mexico announced the establishment of a facility whereby the 
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domestic user of credits of this nature outstanding as of December 20, 
1982 may deposit the peso equivalent of the payments falling due through 
June 30, 1983 with FICORCA. These deposits are constituted in local 
currency and are converted into U.S. dollars at the exchange rate in 
the controlled market on the date that the deposit is constituted. 
Should the foreign supplier agree to the transfer of these deposits to 
his name as a means of payment, the domestic borrower would be relieved 
of his obligation, which would be assumed by FICORCA. The repayment 
terms for the obligations assumed by FICORCA are to be announced by the 
Bank of Mexico after July 15, 1983, the final date for the establishment 
of the deposit by the domestic borrower. As an alternative to utilizing 
the new deposit scheme, domestic borrowers who have obligations in BT- 
rears can settle them through the free market, or they can enter a 
queue to obtain foreign exchange at the controlled market exchange rate 
from the Bank of Mexico. Exporters, may allocate up to 20 per cent of 
their export receipts to the servicing of outstanding obligations 
abroad, or up to 100 per cent of the receipts of new exports approved 
under special export agreements with the Government. 

The authorities also are seeking to encourage foreign creditors to 
restructure the external debt of the private sector so as to ease the 
pressure that the service of this debt generates on Mexican private 
firms, particularly in the light of the depreciation of the peso. To 
encourage such restructuring, a third scheme was announced on April 6 
that would permit those firms who had obligations outstanding as of 
December 20, 1982, and whose debt is refinanced at specified minimum 
terms, to spread the losses arising from the depreciation of the peso 
over the period of the new maturity of the loan. This scheme enables 
the local firm to obtain forward coverage for the foreign exchange 
needed to service its foreign credits at a cost that is spread over the 
life of the rescheduled loan. A Mexican debtor who is willing to con- 
stitute a deposit in pesos with FICORCA for an amount equivalent to 
the value of the obligation abroad can convert these pesos at a more 
appreciated rate than the one prevailing in the controlled market, with 
the rate varying according to the maturity of the restructured loan. 
The interest foregone on these deposits is estimated to offset the ini- 
tial exchange rate discount because the Mexican debtor will continue 
to pay interest on the obligation to the foreign creditor. Should the 
Mexican debtor opt to get coverage for the interest payments due abroad 
as well, the conversion will be made at the controlled rate prevailing 
on the date the deposit is constituted. To be eligible for the scheme 
the rescheduling has to be for at least 6 years, with 3 years grace if 
the coverage sought is only ap;ainst the principal due abroad, and 8 
years, with 4 years grace, if both principal and interest payments due 
abroad are to be covered. In those instances where the domestic bor- 
rower does not have the domestic currency counterpart for the required 
deposit, it may borrow such funds from FICORCA. Such borrowim, which 
may cover either the principal or both principal and interest on the 
obligation, will be at competitive interest rates. The forward cover 
scheme does not transfer the obligation to FICORCA; the domestic bor- 
rower remains responsible “is-a-“is the foreign creditor for the life 
of the rescheduled loan. 
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Given the short time elapsed since the adoption of the economic 
recovery program, it would be premature to make definitive judgments 
about the results of the policies being implemented, but indications 
are that the program is moving on track. I" the first three months of 
1983, the Bank of Mexico gained about USS1.3 billion in net interna- 
tional reserves, in contrast with a USS1.9 billion loss in the last 
quarter of 198:. This development, which compares favorably with the 
program target of no reserve loss in the first quarter of 1983, has 
reflected in part the fact that the Central Government has made little 
use of central bank credit in the first quarter of 1983. The net domes- 
tic assets of the Bank of Mexico experienced a contraction (adjusted 
for changes in exchange rate) of about MexS186 billion in the first 
quarter of 1983, compared with an expansion of MexS21 hillion authorized 
under the program. In another positive development, the monthly rate 
of price increase as reflected by the consumer price index, which in 
last December and January had been above 10-l/? per cent--as major cor- 
rective price adjustments were being effected--dropped to 5.4 per cent 
in February and 4.8 per cent in March (Chart 3). 

IV. Summary of Policy Discussions 

At the time the mission began its work in Mexico City, there was 
great uncertainty as to the prospects for the international petroleum 
market and the impact of developments in this market on the Mexican 
adjustment program. Following the announcement of a new price and 
marketing agreement by the members of OPEC, the Mexican authorities set 
new prices for their crude retroactive to February 1. In the case of 
the light crudes, Isthmus, the authorities announced a drop in the 
price from USS32.50 to USS29.00 a barrel, while in the case of the 
heavier m crudes, the price was lowered from US$25 to USS23 a barrel. 
Given that Mexico's petroleum exports are divided almost equally between 
light and heavy crudes, the price adjustment represented a drop of some 
USS2.75 a barrel in the average export price. The authorities recon- 
firmed their intention to maintain overall production at about 2.75 mil- 
lion barrels a day, and their exports at 1.5 million barrels a day. In 
recent months exports had exceeded this figure--the average export 
level was almost 1.8 million barrels a day in the four months period 
ended December 1982--but in the first quarter of 1983 the volume fell 
to about 1.4 million barrels a day as price uncertainties reduced ex- 
ternal demand. 

The authorities indicated that if oil prices remain around the 
levels prevailing now and if they can achieve the export volume planned, 
the fall in petroleum export prices can be absorbed without need for 
adjustment measures in addition to those already contemplated in the 
program, given the favorable impact on Mexico's balance of payments 
and fiscal accounts of the decline that has occurred in international 
interest rates. While it is estimated that each dollar drop in the 
average petroleum export price costs Mexico some uss550 million in 
an"ua1 export receipts, each percentage point drop in the interest rate 
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yields a saving of about USS7OO million a year in interest payments 
abroad. The average effective interest rates are currently about 2 per- 
centage points below those that had been assumed when the program was 
being framed and about l-112 percentage points below the average levels 
prevailing in 1982. The authorities indicated, however, that should 
petroleum prices drop significantly below their current levels, they 
would need to review their economic strategy and adjustment program to 
determine what additional action would be required. 

The current account of the balance of payments is now expected to 
show a somewhat smaller deficit than originally projected under the 
adjustment program--that is USS2 billion rather than USS4.2 billion 
(see Table 3). because of the need to accommodate certain net capital 
outflows by the private sector related to the liquidation of some 
short-term debt and other trade credit obligations abroad including 
some payments of arrears. The level of imports consistent with the 
revised projection is somewhat lower than that originally projected 
for 1983, but is equivalent in nominal terms to that of 1982. The 
overall balance of payment targets, however, remains as originally 
programed. 

I. Fiscal policy 

As regards the public finances, the authorities reiterated their 
intention to maintain the overall public sector deficit for 1983 at no 
more than MexS1,500 billion, the limit specified in the program. 
Whether the ratio of the deficit of GDP might change from that presented 
when the program was framed was not yet clear; the information on pro- 
duction and prices in 1983 was still too limited to determine whether a 
change in the projection of nominal GDP was in order. They indicated 
that the revenue and expenditure measures that had been contemplated 
at the time the program was announced had been implemented as planned. 
They also told the mission that it was their aim to maintain the nomi- 
nal expetiiture ceilings that had been approved in the budget, despite 
the fact that certain key variables--such as the levels of the exchange 
rate and of domestic interest rates--had turned out to be somewhat dif- 
ferent from those origLnally assumed when the budget had been prepared. 
Also, unforeseen domestic developments could give rise to higher expen- 
ditures for certain entities; for example, the less than favorable 
prospects for agricultural production will make it necessary to increas,e 
CONASUPO's imports. They explained that to cope with this kind of a 
situati?" the budget had set aside certain global authorizations for 
expenditure which were not allocated to particular expenditure catego- 
ries. A portion of these global authorizations would be allocated soon, 
and the authorities would take that opportunity to identify more clearly 
those areas which were to be given priority, while enforcing a tighter 
Fiscal discipline in other areas. The remaining margin would only be 

allocated gradually during the course of the year, as needs arose. In 
addition, the program foresaw the possiblity of additional expenditures 
beyond those approved in the budget, to the extent that revenues not con- 
templated in budgetary projections materialized. Thus far, no increases 
in the budget authorizatfons had been granted and no allocation of the 
global authorizations had been made. 
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With respect to revenues, the authorities pointed out that Congress 
had introduced only minor modifications to the tax package that had been 
proposed in the budget, the most important of these being the exemption 
frcm the value added tax granted to some processed foods which may re- 
sult in a revenue shortfall of some Me1450 billion (about 0.3 per cent 
of GDP). Nevertheless, the authorities had acted to strengthen revenues 
further by introducing measures not orixinally included in the budget, 
for example, a new tax of MexSl per kilowatt hour on electricity con- 
sumption. so far, total receipts had been adequate, despite some 
shortfall in revenues from imports and the value added tax. The author- 
ities confirmed their intention to undertake periodic revisions of the 
prices charged for public sector goods and services. They indicated 
that another upward revision in the price of gasoline and petroleum 
derivatives was being planned for the beginning of April. (Since the 
return of the mission a 20 per cent price increase in the price of 
gasoline was implemented on April 6, together with adjustments in the 
prices of various petroleum pToa”cts.) 

The mission acknowledged the efforts involved in the measures al- 
ready implemented by the authorities to strengthen the public finances, 
but it noted the importance of reaffirming the ceilings on expenditures 
applicable to the decentralized state enterprises and of identifying 
those programs of lower priority which could be either postponed or 
dropped altogether. It stressed the need to monitor closely the perfor- 
mance of public sector revenues and expenditures. With respect to the 
performance of the value added tax, the mission noted that the fall in 
imports and economic activity was undoubtedly affecting collections, 
but it added that perhaps there was a greater incentive to evade this 
tax in view of the higher rates now imposed. There was a discussion 
of the ways in which the administration of this tax might be strength- 
ened. The mission also discussed with the authorities the substantial 
exchange losses incurred in late 1982 and early 1983 as a result of the 
special conversion rate For the Mexdollar operations. To cover any such 
losses during 1983, further budgetary measures may be required as there 
had been no provision for them in the original budget appropriations. 

The Mexican representatives said that they were very much aware of 
the problems Faced in attaining the fiscal target. They noted that the 
special conversion rate for the Mexdollar had been eliminated (in March 
1983) and that resources obtained in the controlled market would not be 
used to supply the free market. Thus, they expected no Further exchange 
losses. They indicated that they would seek to offset any exchange 
losses that may have arisen in ways that would avoid disruptive effects 
on the 1983 program. They added that the budgetary situation--both 
from the side of revenue and expenditure--would be kept under close 
l-.!JVieW. 

2. Monetary and credit policies 

The authorities ohserved that interest rates had been adjusted 
substantially since November 1982 and would continue to be adjusted as 
needed to meet the ,<oals of the program. The rate of absorption of 
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financial resources by the barking system in the first two months of 
1983 had been quite strong and, although the rate of growth had been 
slower in March, the results for the first quarter of 1983 were in line 
with the amounts programed for the year as a whole. With regard to 
the interest rates on preferential loans, discussions had been initiated 
with the World Bank and the InterAmerican Development Bank on arrange- 
ments for a gradual adjustment of these rates so as to reduce the over- 
all level of subsidies in these operations by tying lending fates to 
the average cost of funds. While interest rate subsidies needed to be 
reduced, there was also a need to continue making available a certain 
amount of credit at preferential rates in order to prevent a further 
fall in econanic activity. Of course, to the extent that inflation was 
reduced, existing interest rates subsidies would automatically be re- 
duced. In the area of housing, there were plans to introduce a system 
of variable amortization payments to facilitate the reduction of inter- 
est rate subsidies while keeping monthly payments of moderate levels 
in the early period of such loans. 

The authorities recognized that during 1981 and 1982 there had 
been a significant crowding out of the private sector in the domestic 
credit market. For 1983 they reaffirmed their commitment to maintain 
the limits on the use of domestic financing by the public sector so as 
to assure an adequate availability of funds for the private sector. 
The demand for private credit had been weak in the first months of this 
year and this was obviously related to the fall in economic activity. 
In addition, there had been a major increase in liquidity late last 
year as a result of the subsidies generated by the liquidation of the 
Mexdollar operations and by the accumulation of external payment ar- 
rears. The deposit scheme being set up in connection with the external 
payments arrears would help tighten financial markets. Only after this 
had occurred would it be possible to evaluate the volume of domestic 
financial savings which the economy was willing to generate and the 
genuine demand for credit. 

3. Incomes and price policies 

The Mexican representatives explained that the strategy with re- 
spect to wage policy had been to limit as much as possible the wage 
adjustment granted at the beginning of the year while holding out the 
promise for a smaller adjustment sometime by midyear. This strategy 
allowed them to break the link between past inflation and wage adjust- 
ments. They thought that it was particularly important to keep wage 
adjustments moderate in order to try to maintain the level of employ- 
ment. To implement such a strategy, without having; to go back to 
Congress for a midyear adjustment in minimum wages, it had been "eces- 
sary to modify the wage law, which previously only provided for annual 
revisions of minimum wages. The mission indicated that there was some 
danger that pressures would develop for more frequent wage adjustmehts, 
which may jeopardize the domestic stabilization efforts, but the Mexican 
representatives pointed out that under the modified law, the prerogative 
of calling for a meeting of the tripartite Wage Council to consider any 
modification to the minimum wages still remained with the Minister of 
Labor. 
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During the negotiations with the unions that led to the December 

adjustment in minimum wages, the Mexican representatives continued, the 
Government had agreed to try to maintain the purchasing power of wages 
via-a-vi6 a basket of 17 food products. (Ex@nditures on these 17 prod- 
ucts are estimated to represent about one third of the expenditure of 
workers earning one minimum salary.) However , the link between the prices 
of these products and the minimum wage was not an automatic one, as was 
demonstrated by the fact that price revisions had been carried out for 
some of these products since December. Only four of these 17 products 
were currently receiviz direct subsidies from the public sector. 

With respect to price controls, the authorities pointed out that a 
major liberalization of price controls had been implemented in January 
1983 when, out of a total of some 5,000 items that had been subject to 
price controls, about 2,500 items were totally freed from controls and 
another 2.200 were put into a category of supervised prices whereby the 
Ministry of Industry and Commerce had only to be notified of the changes 
made in their prices. Some 300 items remained subject to direct control, 
including clothing, household articles, basic industrial inputs, agri- 
cultural machinery and foodstuffs--among which are the 17 Food products 
mentioned above. Changes in the prices of the controlled products had 
to be justified on the basis of increases in costs. 

External policies 

l 4a- 
The Mexican representatives stressed that substantial efforts had 

been made since the start of’the economic recovery program to restore 
normalcy to the external sector. OF course, the sttuation was still 
far from what might be termed normal, hut many of the practices now in 
effect had to be viewed as temporary and characteristic of a period of 
transition. 

a. Exchange t-ate policy 

In establishing the exchange system that became operative on 
December 20, 1982, the authorities had sought to have an exchange rate 
in the controlled market that reflected the new circumstances of Mexico’s 
balance of payments. Thus, the initial rate that was established in- 
volved a sharp real deprectation as compared with the past. This stra- 
tegy attempted to take into account not only the behavior of prices in 
Mexico and its main trading partners,. but the effects of the contraction 
of world trade, the changes in the terms of trade, the need to avoid 
reliance on subsidies to exports, and the changes that had occurred in 
Flexico’s access to the international capital markets. It is the inten- 
tion of the authorities to maintain this rate in real terms, and the 
pace of (daily) adjustment of the rate has been based on the expected 
inflation differential between Mexico and its main trading partners. 

With respect to the free market--where about one fourth of the 
transactions take place--the rate at which the commercial banks started 
to operated took into account the quotations then prevailing in the 
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a 
parallel market. Thus, it was considered possible that the peso might 
appreciate some in this narket as confidence returned. I" any case, 
with the controlled market rate depreciating in nominal terms and 
the free market rate appreciating some, or perhaps remaining relatively 
unchanged, there would tend to be progress toward an eventual unifica- 
tion of the rates in the two markets. 

The authorities reported that in the month of January the strategy 
outlined above had worked quite well. The commercial banks operating in 
the free market accumulated a surplus in their operations in this market 
and there was a slight appreciation of the peso in the free market. The 
limits which had been initially set by the banks for individual trans- 
actions I/ (of US$l,OOO per person per transaction and USS5,OOO per 
firm per-transaction) were soon relaxed. However, in early February, 
with the weakening of the international oil market, and because the 
timing of the new loan agreement with foreign commercial banks differed 
somewhat from that originally expected, pressures developed in the free 
market. To cope with these developments, the banks operating in the 
free market reinstated the practice of establishing limits to individual 
transact ions. As a consequence, a parallel market reappeared in the 
border areas, and at one point quotations in this parallel market dif- 
fered by as much as 10 per cent from those in the free market. However, 
after the announcement of the new oil prices, the rate in the border 
areas has tended once more to approach the free rate. 

The mission dicussed with the authorities the need to maintain 
flexibility in the management of the exchane;e rate and to allow the 
free market to serve as an escape valve for the system. Such flexibil- 
ity, particularly as it applied to the free rate, was the best defense 
against the buildup of speculative positions and the subsidization of 
capital fli.zht. 

b. External payments arrears and external debt policies 

The mission discussed at some length with the authorities the new 
arrangements being developed for the settlement of outstanding external. 
payments arrears, particularly as they concerned suppliers' credits 
that had been contracted abroad by the private sector. The authorities 
indicated that they wished to proceed to an early regularization of 
these arrears but the magnitude of the task had to be recognized given 
the large number of claims involved and the difficulty of establishing 
the appropriateness of some of these claims. Over 34,000 claims had 
been filed in the registry 2/ set up by the Ministry of Commerce and - 

I/ Although these Limits were set for individual transactions no 
limits were established on the number of transactions that could be 
effected by any single individual or firm. 

?I Since late 1982 all supplier credits have to be registered with 
th: Ministry of Commerce and Industrial Development and private sector 
obLigatio"s with foreign financial institutions have to be registered 
with the Ministry of Finance and Public Credit. 
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Industrial Development, for an amount in EXCESS of USS5 billion. In 
processim these claims the authorities were finding duolicates with 
other claims already processed under the scheme established to take 
care of the arrears in interest payments to foreign commercial banks. 
In addition, some claims had already been paid abroad through the free 

market. 

With the establishment of the new deposit scheme for the suppliers’ 
credits arrears to be administered by FICORCA, the authorities hope to 
be able to sort out the unwarranted claims and sterilize the excess 
liquidity that had been generated by these arrears. Once the arrears 
have been appropriately identified and quantified, a system for their 
eventual settlement could be developed. Participation in the deposit 
scheme was limited to obligations which had been contracted before 
December 20, 19R2, and the authorities were hoping to be able to elimi- 
nate the arrears arising from these obligations over a ?4-month period. 
Obligations contracted in connection with imports made after that date 
are being guaranteed access to either the controlled or free market, 
according to the nature of the license issued to authorize such imports; 
thus, no new arrears should arise out of these operations. 

In the case of arrears on credits that had received guarantees from 
official agencies of other governments, the E!exican authorities hope 
to reach understandings with these agencies on their refinancing and 
eventual settlement ( and steps are being taken to arrange discussions 
with these agencies in this regard. There was some advantage in handling 
the negotiation for the settlement of these credits as a group and in a 
multilateral setting, rather than trying to negotiate with each individ- 
ual creditor, in that this would appear to permit a quicker solution 
to the problem. However, there was a danger that negotiations of this 
kind would give rise to pressures on the Mexican Government to assume 
all of the private obligations in question. Such a development would 
not only be detrimental in that it would overburden the debt servicing 
capacity of the public sector, but it could also affect adversely the 
future flow of credit to the private sector. Although the authorities 
were trying to find solutions to the problem of transEerability of these 
obligations abroad, they did not want to absorb the comnercial risk 
involved in these operations. A practtcal problem that had been encoun- 
tered in connection with these obligations was to ascertain which 
obligations had received Ruarantees ahroad, since in most cases the 
local debtor had no a priori knowledge of the existence of such guaran- 
tees: thus, a system would have to be devised to match the claim sub- 
mitted from abroad with the deposits being made locally. 

As a result of the massive debt restructuring that has been nego- 
tiated, the burden of servicing the external debt is expected to ease 
over the next few years. Although the debt service ratio is expected 
to increase sharply by 1987, the debt burden as measured by the ratios 
of interest payments to GDP and debt to GDP is expected to show a sus- 
tained decline. Based on the terms negotiated on the commercial bank 
debt and the impact of projected new inflows. the ratio of actual debt 
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service to exports of goods and nonfactor services is expected to de- 
crease sharply in 1983 and 1984 (Table 5); thereafter this ratio will 
increase on account of both the debt contracted in 1981-82 and the 
impact of the new bank rescheduling. By contrast, debt as a proportion 
of GDP is expected to fall, from 34 per cent in 1982 to about 30 per 
cent in 1985 and to 25 per cent in 1987, and the ratio of interest pay- 
ments to GDP is also expected to decline, both on account of a reduced 
debt burden and lower nominal tnterest rates projected for the period. 

C. CoLrmlercial policy 

With respect to trade policies, the mission inquired about the 
timetable for the trade liberalization program and the reform of the 
system of effective protectio". The authorities explained that the 
structure of the import tariff was being reviewed in light of the aim 
of moving to a pattern of effective protection that enhanced allocative 
efficie"cy. Steps had been taken to lower the existing import tariffs 
on some 1,800 items in January and they expected that the work of 
revising the current tariff structure would be completed in the next 
six nwnths. At that time a new tariff structure would be put into place, 
and once this was done they would proceed with the gradual phasing out 
of the present system of prior import permits. 

Currently most imparts are subject to prior licensing. Although 
some 350 tariff items (coveri"g spare parts for industry, agro-industry, 
and service activites) have been liberalized since the- beginning of 
December, the amounts involved in this liberalization constitute only a 
small proportion of total imports. Some 3,400 tariff items are eligible 
to receive licenses allowing them access to the controlled market, while 
the remaining items were supposed to go through the free market. For 
the first quarter of 1983 a limit of US$3 billion had been set on total 
import license authorizations, but of this amount only USS1.7 billion 
had been authorized through the end of February. The authorities indl- 
cated that the reason for this had been the desire to avoid placing " 
unduly large pressures on the exchange market at a time when the financ: 
ing arrangement with the foreign commercial banks had not yet been con-~ 
eluded. 

,' / 

The mission noted that while the need for regulating the issuance 
of import licenses that had access to the controlled exchange market .,. 
could be understood, access to the free market should not be restricted.\ 
Direct control through prior import licensing, it was noted, was not 
an efficient mechanism for the management of external transactions and 
would bring with it the same kinds of problems and inefficiencies as 
the use of excha"ge controls had produced earlier, namely the generation' 
of inflationary pressures and the risks of production bottlenecks. 
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Table 5. Mexico: Summary of External Public Sector Debt Operations and Projections, 1979~R7 

Prel. Projections II 
1979 1980 1981 1982 1983 1984 1985 1986 1987 

(In billions of U.S. dollars) 

Total flovs (net) 
Direct debt 2/ 

Disbursements 31 

~~3rt1zations 31 (payments due) 
1982~R4 r.efGanctng 
Other new disbursements (net) 
Other 

Bank of Mexico (net)S/ 
Interest payments (total) 
Debt service payments due 51 
Debt service payments paid a/ 

External debt outstanding 
Direct debt 

3.1 
x-i 

(10.4) 
l--I /--I 

110.61 17.01 
(7.3) (3.7) 

l--l I--l 
I--l /--I 

17.31 13.71 
-0.2 -_ 

2.9 4.0 
II?.3 7.7 
IQ.3 7.7 

Of which: PEMEX ccmtracts 
Bank of “exico 

Selected indicators 
Ef feet lve interest rate 
Debt service ratio 

(including IMF) 71 
On payments due prior 

to refinancing 
0” actual payments 

,neerest payments ratio 
co CDP al 

External debt ratio to GDP 91 - 

IO.3 

67.6 33.2 35.6 42.1 43.4 40.2 
67.6 33.2 35.6 38.0 2R.2 27.0 

1.9 I.9 2.n 4.3 4.D 3.8 
19.9 16.4 20.0 33.4 34.0 32.5 

4.8 _ 17.8 
z-i 17.B 

(7.8) (23.1) 
/--I 

/??.I/ 

(5.3) 
I--f 

/--I 
15.31 

5.5 
ID.3 
10.3 

34.5 53.2 
mm 
(0.7) 

-. 
(0.2) 

-- 

9.0 4.1 5.3 
C-E 73 Kii 

(19.6) (23.1) (9.5) 
17.61 115.01 14.11 

ll?.O/ 118.1l 15.41 
(12.8)3/(lR.l) (5.5) 

l--l- l7.6141 I--l 
/--I I--/- IO.11 

/12.8/ /l1!.5/ 15.41 
2.2 -0.9 1.3 
7.0 7.7 R.0 

12.8 14.1 13.5 
11.6 9.2 9.4 

61.2 65.3 70.6 74.8 
mmm 71.0 

(1.h) (--) C-1 c--j 
2.2 1.3 2.6 3.8 

7.0 8.0 8.0 8.0 8.0 

cm per cent) 

12.5 12.7 13.6 12.2 1l.R 

4.2 
xii 

(12.9) 
l--l 

/1?.9/ 

‘;I’; 

IO.31 
19.61 

1.2 
8.2 

18.1 
18.1 

4.9 
1 

(II::;, 
l--l 

110.5/ 
(7.3) 

I--l 
/?.?I 
15.11 
-0.3 

8.3 
15.9 
15.9 

4.9 

(22) 
/--I 

121.21 
(17.7) 

16.71 
13.51 
17.51 
-0.6 

8.6 
26.9 
26.9 

77.7 
m 

I:;’ 

80.7 
7T7 

C--J 
3.0 

8.0 - 

II.3 

R.0 8.0 - 

III.9 10.9 

48.8 40.6 45.5 
48.8 40.4 65.5 

3.4 3.0 2.8 

30.0 27.4 25.2 

Sources: Ministry of Finance and Public Credle; and Fund staff estimates. 

11 All debt maturities falling due between August 1982 and December 1984 are being restructured over a 
ma!iimum of eight years ending in 1990, with a maximum of four years of grace; new debt contracted in 1982 
has a maturity of SIX years, with three years of grace. 

21 Includes dtrecc debt of the Central Government. the government development banks. and forward 
petroleum sale contracts of PENEX. 

31 Includes net changes in short-rem debt. 
71 Repayment of bank debt postponement agreed in 1982. amounting to USS7.6 billton. 
T! Includes purchases from IMF. 
6/ hortization on medium- a,,, long-term debt and Interest on total debt outstanding: includes IHF. 
il Ratio of debt service to exports of goods and nonfactor services. 
Til Net of interest on gross ,nternational reserves. 
71 Net of gross International reserves. 



V. Exchange Arrangements Subject to Fund Approval 

The exchan@ system currently in effect in Mexico involves multiple 
currency practices and restrictions on payments and transfers for 
current international transactions subject to Fund approval under 
Article VIII, Sections 2 and 3 of the Articles of Agreement. These 
were initially described In EBS/82/208, Sup. 1 (December 13. 1982). 
Changes which have occurred in the system since that time have been 
discussed in previous sections of this paper. 

Multiple 

(i) 

(ii) 

(iii) 

(I") 

currency practices arise from the operations of 

a" exchaqe market.comprising a controlled market 
rate for specified transactions; 

three special rates applied to forward cover con- 
tracts for the payment of external obligations 
outstanding as of December 20, 1982.1/ These 
exchange rates may give rise to multiple currency 
practices at the time of Foreign exchange delivery, 
insofar as a divergence could arise between the 
value of the deposit and other related cost, including 
the interest foregone, and the actual exchange rate 
prevailinp, at the time; 

a special rate set at Mex$50=USSl, subject to a 
Forward cover premium, for the repayment of cer- 
tain obligations by financial institutions and 
leasing companies; and 

a free market rate for all other transactions. 

There is also an exchange restriction giving rise to payments 
arrears, including those relating to debt servicing and payments for 
imports. 

VI. Staff Appraisal 

Mexico confronted a severe economic crisis in 1982. A marked 
deterioration of the public finances, together with the adverse outlook 
in international markets for petroleum and other Mexican export products, 

led to growing doubts about economic managenent in general and the 
sustainability of the exchange rate policy in particular. Such doubts 
gave rise to recurring and i"creasi"gly serious episodes of capital 
flight. In early 1982 the Bank of Mexico had to withdraw From the 
exchange market and the peso depreciated substantially, but the positive 

l! For transactions effected prior to May 5, 1983, the applicable 
rates were Mex$75=lJSSl for loans with maturities OF eight or more years, 
MexSSl=US$I for loans with maturities of seven years, and Mex$84=USSl 
For loans with maturities of six years. 
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impact of that depreciation was eroded by a lax wage policy which added 
to the difficulties faced and had an adverse effect on confidence. 
Although steps were taken subsequently to try to cope with the internal 
and external imbalances--includin the adoption of generalized exchange 
controls and trade restrictions--these attempts could not and did not 
arrest the economic deterioration. As the crisis of confidence inten- 
sified, capital inflows virtually ceased and the deficit in the current 
account of the balance of payments declined abruptly and sharply in an 
inevitable adjustment to the tigthening of the capital account. Elean- 
while, the Fiscal deficit widened significantly, owing: in part to the 
emergence of large exchange losses connected with the administration 
of the exchange control system. The rate of inflation, in turn, accel- 
erated to an unprecedented pace, economic growth came to an abrupt halt, 
ard employment dropped. 

To deal with the economic crisis and to lay the basis For a return 
to a sustained growth of output and employment, the authorities formu- 
lated in late 1982 a mediuorterm economic recovery program. This pro- 
gram has received the support of the Fund through an extended arrange- 
ment approved in December 1982. The program emphasizes the need to 
reduce sharply the public sector deficit, reflecting the high priority 
given to the objectives of slowing inflation and reducing the reliance 
on foreign borrowing in Financing capital formation. The program is 
based on the premises that strengthening of the balance of payments, 
re-establishing confidence, and maintaining the competitiveness of the 
econany are essential for the recovery of economic activity and the 
return to strong and lasting growth. 

The new Administration which took office on December 1, 1982 has 
moved quickly and forcefully to implement the adjustment eff"rt under- 
lying the extended arrangement. There was a sharp devaluation of the 
peso and a significant adjustment in the domestic price of petroleum 
products in December; also the public sector budget for 1983 incorporated 
substantial cuts in expenditure programs and changes in taxes designed 
to bolster revenues. The changes introduced in the exchange system 
since last December have resulted in the elimination of an important 
source of subsidies, and the adjustment of the prices charged for many 
public sector goods and services has reduced subsidies further. In 
addition, wage adjustments have heen moderate, price controls have been 
liberalized, and interest rates have been raised to encourage Financial 
savings. 

As already indicated, a key component of the authorities' econo- 
mic program is the strengthening of the public finances. The actions 
just referred to are already bringing about a significant improvement 
in the fiscal situation. Nonetheless, in the Forthcoming months, con- 
trol over public expenditures will remain essential to the efforts to 
reduce the fiscal deficit. The budget approved at the beginning of the 
year is consistent with the achievement of the deficit targeted under 
the program. It is important to emphasize that reducing the growth of 
public expenditure t" a rate consistent with a substantial slowdown of 
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inflation is a tall order, indeed, and will call for strict fiscal 
disctpline. Particular attention should be give" to ensuring that the 
government agencies and public enterprises implement their expenditure 
plans in a manner consistent with the overall program. 

Monetary policy in general and interest rate policy in particular 
will need to he directed to the establishment and maintenance of condi- 
tions that are more attractive to savers than those available in foreign 
money and capital markets and alternative uses for these funds donesti- 
tally. In the recent past, interest rates in Mexico have bee" adjusted 
substantially. However, the question of the adequacy of the country's 
interest rate policy needs to be kept under close review, to ensure that 
it promotes the growth of savings and is consistent with the exchange 
rate policy being followed. With respect to the availability of prefer- 
ential crsdits and the interest charged on those credits, the policy also 
should be kept under review to avoid the generation of subsidies through 
the financial system and to reduce, in due course, existing subsidies. 

The authorities have reaffirmed their intention to maintain the 
limits on the use of domestic financing by the public sector, and thus 
assure a" adequare availability of funds for the private sector. The 
staff believes this to be particularly important for the return of con- 
fidence and for permitting a prompt recovery of private economic activ- 
ity. 

The minimum wage adjustment granted last December can he viewed 
as moderate, especially when compared with the ongoing rate of inflation 
or eve" with the one projected under the program for the year ahead. 
Thus, the action taken can be regarded as making a" important contribu- 
tion to the severing of the wage-price spiral. But the modification 
in the minimum wage law introduced late last year has opened the possi- 
bility of revision of minimum wages more than once a year, a change 
that could increase the complexity of wage policy. In general, the 
authorities will need to continue to show great caution and restraint 
in the ares of wage policy since slippages could severely undermine 
the adjustment effort; it may be recalled that the incipient stahiliza- 
tion effort in 1982 was dealt a serious blow by inadequacies in wage 
policy. 

The authorities have been making corrective changes in public sec- 
tor prices and controls on private sector prices have been relaxed. 
These actions should help to reduce distortions in the "se of resourcei 
and reduce the dangers of a rise in unemployment because of a cost-price 
squeeze. It should be stressed that price adjustments of the kind just 
mentioned, whether in the public or private sector, should not be used 
to justify compensatory wage adjustments, because these would nullify 
such corrective price and exchange rate adjustments and perpetuate 
inflation. In the same vein, attempts to control the prices of some 
products, whether by direct controls or by the use of subsidies, do 
not help solve the problem of inflation or provide genutne protection 
to the purchasing power of the population. 
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The sharp depreciation of the peso in the controlled market which 
took place last December increased considerably the competitiveness of 
the Mexican economy. The authorities have since resumed a policy of 
daily adjustments’of the controlled rate and are currently depreciating 
the peso at an annual rate of 50 per cent (in terms of the local cur- 
rency), a rate which the authorfties estimate is in line with the ex- 

’ petted differential of inflation between Mexico and its main trading 
partners for the year ahead. With respect to the free market rate, 
the authorities established an initial rate considerably more depreci- 
ated than the one in the controlled market and one that they felt was 
competitive with the rates being quoted at the time in the parallel 
market . The underlying rationale for such a choice was the assumption 
that at that level a margin of undervaluation existed and that as mar- 
ket forces were allowed to operate and confidence returned the free 
rate was likely to appreciate, thus tending to converge toward the con- 
trolled rate. 

The recent softening of the international oil markets and the 
changes in the timing of the disbursements of foreign loans have had 
adverse effects on the exchange market situation. Rather than allowing 
the free rate to adjust to the new situation, the trade system has 
continued to he managed in n restrictive manner and commercial hanks 
reinstated guidelines as to maximum amounts available for individual 
transact ions. As a consequence, there has been a revival of a parallel 
market although the spread currently is very limited. In the staff’s 
view, the authorities would be well advised to allow the free market 
to serve as a true Safety valve for the system, and to be prepared to 
accelerate the “eve toward a unified exchange rate, to facilitate 
achievement of the country’s balance of payments aims and to avoid 
undue pressures a,” international reserves. Until stabilization is 
effectively achieved, exchange rate flexibility obviously has to be 
attuned to the task of maintaining external coopetitiveness, hut it 
is also important to recognize that it may be the best means of dealing 
with the problem posed by shifts in confidence. 

With respect to commercial policy, the steps taken so far in the 
direction of liberalization have been modest, hut the staff recognizes 
that under the circumstances the authorities have to proceed cautiously 
until the aggregate demand and balance of payments policies that are 
being implemented have had a chance to take hold. Nonetheless, the 
staff feels that it is important that importers who are restricted in 
their access to licenses under the controlled market he given authoriza- 
tion to import through the free market. It is only in this manner that 
one will avoid the development of production bottlenecks and distortions 
that would affect output and employment. 

The authorities have embarked on a major restructuring exercise for 
Elexico’s external debt, and the relief obtained in the repayment of ohli- 
gations to foreign financial institutions is significant. However, the 
debt management problems will be solved on a lasting basis only through 
the reduction in the public sector reliance on foreign borrowing. 
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The authorities have indicated that the multiple currency practices 
and restrictions on payments and transfers for current transactions de- 
scribed in Section V above continue to he transitional measures and 
that it Is their Intention to reunify the exchange system. With respect 
to the outstanding external payments arrears, the authorities have 
indicated their intention to negotiate with foreign creditors for a 
prompt and orderly settlement of these arrears and new facilities have 
been developed for that purpose. Moreover, it is not their intention 
to use these new arrangements to introduce new or intensity existing 
restr1ct10*s. The staff, therefore, recommends temporary approval of 
these measures. 

To conclude, the Mexican authorities are engaged in a medium-term 
economic program designed to lower inflation and strengthen the balance 
of payments, thereby creating the bases for the sustained growth of out- 
put and employmnt. While it will be some time before the full effects 
of the adjustment program become evident, the policy actions take” so 
far have been forceful and in line with the intentions stated at the 
time of the inception of the extended arrangement and, thus, augur well 
for the success of the program. 
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Accordingly, the following draft decisions are proposed for adop- 

tion by the Executive Board: 

Review Under the Extended Arrangement 

The Fund and Mexico have conducted the review pursuant 

to paragraph 4(c) of the extended arrangement for Mexico 

(EBS/82/208, Sup. 4) and as contemplated in paragraph 29 

of the letter dated November 10, 1982, from the Secretary 

of Finance and Public Credit and the Director General of 

the Bank of Mexico attached thereto. The Fund finds that 

no new understandings are necessary regarding circumstances 

in which purchases may he made for the period after May 15, 

1983 and until the next review under the arrangement. 

1983 Article IV Consultation 

1. The Fund takes this decision relating to Mexico's 

exchawe measures subject to Article VIII, Sections 2 

and 3, in light of the 1983 Article IV consultation with 

Mexico conducted under Decision No. 5392-(77/63), adopted 

April 29, 1977 (Surveillance over Exchange Rate Policies). 

2. Mexico maintains multiple currency practices and 

exchange restrictions as described in Section V of 

SH/83/70. In view of the circumstances of Mexico, the 

Fund grants approval of these multiple currency prac- 

tices and restrictions until May , 1984, the comple- 

tion of the next review under the extended arrangement, 

or the completion of the next Article IV consultation, 

whichever is earlier. 
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Fund Relat'ions with Mexico 

APPENDIX I 

Article VIII. 

SDR 802.5 million. 

Millio"s Per Cent 
As of March 31, 1983 of SDRs of Quota 

Total 1,103.5 137.51 
Credit tranches 200.6 25.0 
Extended Fund Facility 100.3 12.5 

Millions Per Cent of 
As of March 31, 1983 of SDRs Allocatio" 

Net cumulative allocation 290.0 100.0 
Holdings 1.1 0.4 

316.7 million fine ounces. 

lJSS58.8 million. 

Since December 20, 1982 two foreign exchange 
markets are operative in Mexico; a controlled 
market, covering specified transactions, and a 
free market. The exchange rate in the control- 
led market is established by the authorities 
who currently preannounce the rates for periods 
of two weeks in advance. This rate is being 
adjusted by MexS0.13 per day (or the equiva- 
lent of about 50 per cent per annum). As of 
April 22, 1983 the rate in the controlled market 
was MexS111.09 per USSl selling and HexS110.99 
per IJSSl buying. The free rate as of Apri1'22, 
1983 was MexS149.40 per US$l selling and 
MexS147.90 per USSl buying. Three other special 
rates apply to forward cover contracts for the 
repayment of specified medium- and long-term 
obligations with foreign financial institutions, 
and a special rate of Mex$5Q=US$I to the repay- 
ment of certain obligations by financial insti- 
tutions and leasing companies. 

The last Article IV consultation discussions 
were completed by the Executive Board on 
July 16, 1982 (SM/82/121, SM/82/124, and 
F.BM/82/100). 

l 
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Prel, 
Federal government finances 

Revenue 
Expenditure 
Current account surplus 

Overall deficit (-) 

Public Sector finances 
Current account surplus 
Overall deficit (-) 

Balance of payments 
Merchandise exports (f.o.b.) 
Merchandise imports (f.o.b.) 
Travel and border transactions (net) 
Interest on public debt 
Other factor income (net) 
Other services and transfers (net) 
Balance on current and transfer accounts 
Official capital (net) 
Private capital and errors and 

omissions (net) 
SDR allocations and gold revaluation 
Change in official net reserves 

(increase -) 

International reserve position 

Monetary authorities (net) 
Monetary authorities (gross) 

1979 1980 1981 1982 -- 
(rn billions of Mexican pesos) 

412.8 . . , .9 
514.1 815.5 1,347.5 

28.5 71.2 19.0 
212J;.; 

-101.3 -133.7 -399.8 -930.6 

93.0 89.0 -56.0 -587.0 
-209.9 -331.1 -873.5 -1,722.g 

(In billions of U.S. dollars) 
9.9 . 20.9 21.2 

-12.1 -18.5 -24.0 -14.5 
1.1 1 .o 0.1 1 .o 

-2.9 -3.9 -5.5 -7.8 
-1.2 -2.1 -4.0 -3.1 
-0.4 -1.2 -1.4 -0.8 
-5.5. -7.7 -13.9 -3.0 

3.3 4.8 17.8 6.8 

2.5 3.8 -2.8 -10.1 
0.6 -- -- __ 

-0.9 -0.9 -1.1 6.3 

Dec. 31 Dec. 31 Dec. 31 Mar. 31 
1980 1981 1982 1982 

(In millions of SDRs) 
2.,966.4 4,222.6 -1,228.2 -17.0 21 
3,084.7 4.339.0 1,584.2 2,208.g 

l! Includes net deficit of public sector outside budget control. 
/ Changes are effective flows in relation to the adjusted stock of Ha- 

bilities to private sector at the beginning of the period. 
2/ Includes as a liability the disbursements under the BIS loan and the 

arrears on interest payments on private debt with foreign commercial banks. 
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