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1. REPORT BY MANAGING D I R E C T O R  

The Managing D i r e c t o r  n o t e d  t h a t  t h e  Fund had f o r  some t i m e  been 
i n v o l v e d  i n  n e g o t i a t i o n s  w i t h  A r g e n t i n a  aimed a t  d e v e l o p i n g  a n  a d j u s t m e n t  
program t h a t  m i g h t  be s u p p o r t e d  i n  p a r t  by Fund r e s o u r c e s .  On J u n e  6 ,  
1985, t h e  main economic  p o l i c y  a c t i o n s  had been a g r e e d  be tween t h e  Fund 
and  t h e  A r g e n t i n e  a u t h o r i t i e s  t h a t  would i n  due  c o u r s e  be t r a n s l a t e d  i n t o  
t h e  t e c h n i c a l  l anguage  oE a l e t t e r  of i n t e n t  a n d ,  l a t e r ,  a s t a f f  r e p o r t  
and p roposed  p e r f o r m a n c e  c r i t e r i a .  

As D i r e c t o r s  were aware ,  a number of g o v e r n m e n t s  were a t t e m p t i n g  t o  
p u t  t o g e t h e r  a b r i d g i n g  f i n a n c e  o p e r a t i o n  t h a t  would f a c i l i t a t e  s e t t l e -  
ment  by A r g e n t i n a  of a t  l e a s t  a p o r t i o n  of  t h e  a r rears  on i n t e r e s t  due  tc! 

commerc ia l  b a n k s ,  t h e  Managing D i r e c t o r  c o n t i n u e d .  While t h e  Fund was 
not s p e c i f i c a l l y  i n v o l v e d  i n  t h a t  e f f o r t ,  h e  had been  in fo rmed  i n  d e t a i l  
of t h e  n e g o t i a t i o n s ,  t h e  g e n e r a l  t h r u s t  of  which h e  was p a s s i n g  on t o  
E x e c u t i v e  D i r e c t o r s .  

2 .  S T A F F  COMPENSATION - 1985 ADJUSTMENT 

The E x e c u t i v e  D i r e c t o r s ,  m e e t i n g  i n  r e s t r i c t e d  s e s s i o n ,  gave  f u r t h e r  
c o n s i d e r a t i o n  t o  t h e  d e c i s i o n  on s t a f f  c o m p e n s a t i o n  a d o p t e d  a t  ERM/85/86 
(5/31/85) i n  l i g h t  of t h e  a d o p t i o n  of a d i f f e r e n t  d e c i s i o n  on t h e  same 
s u b j e c t  by t h e  E x e c u t i v e  Board of t h e  World Bank on J u n e  4 ,  1985. 

The E x e c u t i v e  Beard a d o p t e d  t h e  following decision: 

S t a f f  Compensat ion - 1985 Adjus tmen t  

1. Fund sa la r ies  a t  a l l  l e v e l s  w i l l  b e  i n c r e a s e d  by 2.6 per -  
c e n t  w i t h  e f f e c t  from May 1, 1985. 

2 .  An amount e q u a l  t o  0.5 p e r c e n t  of t h e  s a l a r y  b i l l  a s  
of  A p r i l  30,  1985 will be se t  a s i d e  f o r  u s e  i n  c o n n e c t i o n  w i t h  
t h e  i m p l e m e n t a t i o n  of t h e  J o b  E v a l u a t i o n  E x e r c i s e .  The m o d a l i t i e s  
of t h e  d i s t r i b u t i o n  of t h i s  amount as w e l l  a s  of t h e  amount s e t  
a s i d e  i n  1984 will be d e c i d e d  i n  l i g h t  of t h e  c o n s i d e r a t i o n  by 
t h e  E x e c u t i v e  Board of t h e  r p s u l t s  of t h e  J o b  E v a l u a t i o n  Exerc ise .  
T h e  d i s t r i b u t i o n  w i l l  a p p l y  r e t r o a c t i v e l y  from Mzy 1, 1984 f o r  t h e  
amount set  a s i d e  i n  1984 and  from May 1, 1985 f o r  t h e  amount se t  
a s i d e  i n  1985. 

3.  T h e  e s t i m a t e d  c o s t  of t:ie i n c r e a s e  under  p a r a g r a p h  1 
above  would amount t o  $3,380,000 f o r  FY 1986, and t h e  a p p r o p r i a -  
t i o n  Eor t h e  A d m i n i s t r a t i v e  Budget  f o r  FY 1986 s h a l l  be  i n c r e a s e d  
a s  io l lows:  
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Appr w e d  Addi t i o n a l  R e v i s e d  
- Budge t C a t e g o r y  Bu.3 g e t A p p r o p r i a t i o n s  Budget  

( I n  U.S. d o l l a r s )  

1. P e r s o n n e l  e x p e n s e s  
A.  S a l a r i e s  97,060,000 l,?I80,000 99,040,000 
B .  O t h e r  p e r s o n n e l  

expe  n s e s 6 3 , 9 9 0 , 0 0 0  1,400,000 6 5 , 3 9 0 , 0 0 0  

3 , 3 8 0 , 0 0 0  

Adopted J u n e  7 ,  1 9 8 5  

3 .  MEXICO - 1985 ARTICLE I V  CONSULTATION; R E V I E W  UNDER EXTENDED 
ARRANCEMENT AND PROGRAM FOR THIRD YEAR 

The E x e c u t i v e  D i r e c t o r s  c o n s i d e r e d  t h e  s t a f f  r e p o r t  f o r  t h e  1 9 8 5  
A r t i c l e  IV c o n s u l t a t i o n  a n d  t h e  r e v i e w  and  program f o r  t h e  t h i r d  y e a r  
u n d e r  t h e  e x t e n d e d  a r r a n g e m e n t  (EBS/85/123,  5 / 1 3 / 8 5 ;  and Cor. 1, 6/5 /85) .  
They a l s o  had b e f o r e  t h e m  a r e p o r t  o n  r e c e n t  economic d e v e l o p m e n t s  i n  
Mexico (SM/85/148, 5 / 2 3 / 8 5 ;  and Cor.  1, 6 /5 /85 ) ,  t o g e t h e r  w i t h  an irtfor- 
rnation n o t i c e  on t h e  r e a l  e f f e c t i v e  exchange  r a t e  of t h e  Mexican p e s o  
(ERS/85/99,  4 /23/85) .  

The s t a f f  r e p r e s e n t a t i v e  from t h e  W e s t e r n  Hemisphere  D e p a r t m e n t  
rioted t h a t  t h e  s t a f f  r e p o r t s  had  been  p r e p a r e d  on  t h e  b a s i s  of d e v e l o p -  
m e n t s * a n d  of i n f o r m a t i o n  g a t h e r e d  by s t a f f  m i s s i o n s  t o  Mexico C i t y  i n  
late 1984 a n d  e a r l y  1985.  Eve,n when t h e  r e p o r t s  had been finalized, t h e  
s t a f f  h a d  n o t  r e c e i v e d  d l  t h e  . f i g u r e s  f o r  t h e  end of March 1985.  How- 
e v e r ,  in r e c e n t  d a y s ,  a d d i t i o n a l  i n f o r m a t i o n  had  been  r e c e i v e d  f rom t h e  
Mexican  a u t h o r i t i e s  i n d i c a t i n g  t h a t  a1 1 pe r f o  nnance c r i t e r i a  had b e e n  
met i n  t h e  f i r s t  qtiarter of 1385.  The d e f i c i t  of t h e  n o n f i n a n c i a l  p u b l i c  
s e c t o r  had r e a c h e d  MexS416 b i l l i o n  i n  t h e  p e r i o d  January-March 1 9 8 5 ,  
r e t m i n i n g  below t h e  l i r n i t  o f  MexS430 b i l l i o n  e s t a b l i s h e d  i n  t h e  program. 
The  i n t e r e s t  a c c r u e d  t o  t h e  Bank of  Mexico o n  c l a i m s  i n  t h e  n o n f i n a n c i a l  
p u b l i c  sector had r e a c h e d  M e ~ c d O l  b i l l i o n  as of t h e  end of March 1385, 
which  was a l s o  u n d e r  t h e  l i m i t  of Mex$805 b i l l i o n  e s t a b l i s h e d  u n d e r  t h e  
program. Net c r e d i t  t o  t h e  n o n f i n a n c i a l  p u b l i c  s e c t o r  from . t h e  monetary  
a u t h o r i t i . : s  had r e a c h e d  Mex$3,713 b i l l i o n  a t  t h e  end of MaKcki 1985,  com- 
parEd w i t h  i I i ~  1 T : n i t  cf Mex$3,748 b i l l i o n  e s t a b l i s h e d  u n d e r  t h e  program. 
The  o p e r a t i o n s  of f i n s n c i a l .  i n t e r m e d i a t i o n  by d e v e l o p m e n t  banks  arid 
o f f i c i a l  t r u s t  f u n d s  had amounted t o  MexS120 b i l l i o n ,  which was u n d e r  
t h e  c e i l i n g  c f  Mex$130 b i l l i o n .  Net d o m e s t i c  a s s e t s  of t h e  m o n e t a r y  
a u t h o r i t i e s  had expandzd by Mex$122 b i l l i o n ,  compared wi th  t he  l i m i t  of  
Mex$l27 b i l l i o r !  i n  c h e  program. D u r i n g  t h e  f i r s t  q u a r t e r  of 1 9 8 5 ,  
c u m u l a t i v e  n e t  f o r e i g n  b o r r o w i n g  by t h e  p u b l i c  s e c t o r  had amounted t o  
US$300 m i l l i o n ,  which was w e l l  w i t h i n  t h e  l i m i t  of USS500 m i l l . i o n  s e t  
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unde r  t h e  program, w h i l e  i n t e r n a t i o n a l  r e s e r v e s  had d.ropped by USS867 nil- 
l i o n ,  compared w i t h  t h e  d e c r e a s e  of  US$1 b i l l i o n  a l l o w e d  f o r  u n d e r  t h e  
program. 

P r e l i m i n a r y  i n f o r m a t i o n  f o r  t h e  f i r s t  few months  of 1 9 8 5  i n d i c a t e d  
tt-,at t h e  r a t e  of  growth  of economic  a c t i v i t y  had c o n t i n u t d  t o  be s t r o r l g ,  
a l t h o u g h  i t  had sl )wed somewhat s i n c e  t h e  l a s t  q u a r t e r  of 1 9 8 4 ,  t h e  s t a f f  
r e p r e s e n t a t i v e  commented. The r a t e  of i n f l a t i o n  had d e c e l e r a t e d  f u r t h e r ,  
a s  consumer p r i c e s  were e s t i m a t e d  t o  have i n c r e a s e d  by o n l y  2.4 p e r c e n t  
i n  May, compared w i t h  3 p e r c e n t  i n  A p r i l ,  and an a v e r a g e  of 5 p e r c e n t  a 
month i n  t h e  f i r s t  q u a r t e r  of 1985.  The  r e c e n t  i n c r e a s e  i n  minimum wages  
had b r o u g h t  t h e  i n c r e a s e  i n  wages f o r  1985  t o  5 3  p e r c e n t ,  compared  w i t h  
56  p e r c e n t  d u r i n g  1984.  The  d a t a  showed t h a t  t h e  b a l a n c e  of  payments  had 
b e e n  weaker  t h a n  e x p e c t e d  and  t h a t  o f f i c i a l  reserves,  a l t h o u g h  s t i l l  v e r y  
s u b s t a n t i a l ,  were somewhat below t h e i r  l e v e l  a t  t h e  end of  t h e  f i r s t  
q u a r t e r  of 1985;  i n  a d d i t i o n ,  n e t  d o m e s t i c  c r e d i t  of t h e  Bank 01 Mexico ,  
wh ich  WBS s u b j e c t  t o  c o n t i n u o u s  t e s t i n g ,  had been  r u n n i n g  c l o s e  t o  i t s  
q u a r t e r l y  c e i l i n g .  Q u o t a t i o n s  i n  t h e  p a r a l l e l  marke t  had v a r i e d  w i d e l y  
i n  t h e  f i r s t  few months  of 1 9 8 5 ,  w i t h  t h e  d i f f e r e n t i a l  v i s - % v i s  t h e  
c o n t r o l l e d  market  f l u c t u a t i n g  be tween 11 p e r c e n t  and  30 p e r c e n t .  The 
d i f f e r e n t i a l  between t h e  c o n t r o l l e d  m a r k e t  r a t e  and t h e  p a r a l l e l  marke t  
r a t e  had gone up and down, so  t h a t  t h e  11 p e r c e n t  and  30 p e r c e n t  l i m i t s  
had r e p r e s e n t e d  t h e  peak and t h e  t r o u g h  in t h e  f l u c t u a t i o n s .  The mos t  
r e c e n t  q u o t a t i o n s  of exchange  r a t e  d i f f e r e n t i a l s  had  shown a d i f f e r e n t i a l  
of  a l i t t l e  more t h a n  2 0  p e r c e n t .  

- 
Mr. O r t i z  made t h e  f o l l o w i n g  s t a t e m e n t :  

An overv iew of t h e  a d i u s t m e n t  p r o c e s s  

The  Mexican A d m i n i s t r a t i o n  t h a t  t o o k  o f f i c e  i n  December 
1982 f a c e d  a n  e x t r e m e l y  . d i f f i c u l t  c h a l l e n g e :  s e t t i n g  f o r t h  and 
implement ing  a c r e d i b l e  ad j u s  tment  program c a p a b l e  of t a c k l i n g  
e f f e c t i v e l y  t h e  enormous  imba lances - -bo th  i n t e r n a l  and external--  
accumula t ed  d u r i n g  t h e  p r e v i o u s  y e a r s  and  a v e r t i n g  a f u r t h e r  
d e t e r i o r a t i o n  of economic a c t i v i t y .  The i s s u e  of  c r e d i b i l i t y  
w a s  i m p o r t a n t ,  s i n c e  t h e  t r a u m a t i c  e v e n t s  of 1982 had s e r i o u s l y  
undermined t h e  p u b l i c ' s  c o n f i d e n c e  i n  f i n a n c i a l  p o l i c i e s  and 
i n s t i t u t i o n s .  

Responding  t o  t h e  p r e v a i l i n g  c i r c u m s t a n c e s ,  t h e  program 
a d o p t e d  a t  t h e  end of 1982 was b o t h  comprehens ive  and  a m b i t i o u s .  
The  m a i n  immedia te  o b j e c t i v e s  were t o  b r i n g  i n f l a t i o n  u n d e r  con- 
t r o l  and t o  a v o i d  major  d i s r u p t i o n s  of t h e  p r o d u c t i v e  s e c t a r  and 
of  t h z  payments  s y s t e m .  The  e c o n o n i c  s i t u a t i o n  d e t e r i o r a t e d  s o  
r a p i d l y  d u r i n g  t h e  l a s t  f ew  months of 1982 ,  t h a t  t h e  end-o , -year  

t i v e  t a r g e t s  f o r  1983  were based  on  p r o j e c t i o n s  f o r  1982 t h a t  
c o n t e m p l a t e d  a 2 p e r c e n t  o u t p u t  g r o w t h ,  end-of -year  i n f l a t i o n  of  
7 5  p e r c e n t ,  a n d  a ? u b l i c  s e c t o r  d e f i c i t  of 16  p e r c e n t  of  COP. 
Alsr, t h e  f o r e i g n  exchange-denominated  a g g r e g a t e s  were p r o j e c t e d  

E '  , i g u r c s  'ere  much w o r s e  t h a n  e x p e c t e d .  The  p rogram ' s  q u a n t i t a -  
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u t i l i z i n g  a n  a v e r a g e  exchange  r a t e  of Plcx$96=US$l and t h e  a v e r a g e  
p r i c e  of  Mexican c r u d e  was est imated a t  rJS$28.7 p e r  b a r r e l .  
Howe.ver, i n  1982 GDP f e l l  0.5 p e r c e n t ;  i n f l a t i o n  r e a c h e d  a l m o s t  
129 p e r c e n t ;  t h e  d e f i c i t  was c lose  t o  18 percent  of CDP; t h e  
a v a r a g e  exchange  r a t e  i n  t h e  c o n t r o l l e d  marke t  was Plex$1.26 p e r  
U.S. d o l l a r ;  and the a v e r a g e  pr ice  of c r u d e  was o n l y  US$26 p e r  
b a r r e l .  I n  s p i t e  of t h e  s i g n i f i c a n t  w o r s e n i n g  of t h e  i n i t i a l  
c o n d i t i o n s  of t h e  program,  t h e  a u t h o r i t i e s  compl ied  w i t h  t h e  
nominal  t a r g e t s - - t h e  p u b l i c  s ec to r /GDP r a t i o  was r educed  t o  
8.5 percent - -which  c l e a r l y  i m p l i e d  a mre d r a s t i c  a d j u s t m e n t  t h a n  
o r i g i n a l l y  e n v i s a g e d - - a l r e a d y  s t r i c t  by any s t a n d a r d s .  The  c o s t  
of t h e  a d j u s t m e n t  can be gauged by c o n s i d e r i n g  t h a t  G D P  f e l l  
5 .3  p e r c e r t - - v s .  a program f o r e c a s t  of z e r o  growth--and minimum 
a v e r a g e  r e a l  wages d e c r e a s e d  27  p e r c e n t .  On t h e  o t h e r  h a n d ,  
b a l a n c e  of payments  r e s u l t s  g r e a t l y  exceeded  e x p e c t a t i o n s  w h i l e  
i n  f l a  t i o  n--albe i t r educ  ed--s t ubbo r n l y  rem i n e d  h i g h  

Why h a s  i n f l a t i o n  n o t  a b a t e d  f u r t h e r  i n  s p i t e  of t h e  f i s c a l  
and monetary  c o n t r a c t i o n s ?  F i r s t ,  t h e  l a r g e  exchange  r a t e  
d e p r e c i a t i o n s  of 1982 i m p l i e d  a c o n s i d e r a b l e  o v e r s h o o t i n g  o f  t h e  
r e a l  exchange  r a t e ,  as e v i d e n c e d  by t h e  f a c t  t h a t  t h e  l e v e l  of 
i m p l i c i t  p r o t e c t i o n  t u r n e d  s i g n i f i c a n t l y  n e g a t i v e  a t  t h e  beg in -  
n i n g  of 1983' f o r  most t r a d a b l e  goods .  Domes t i c  p r i c e s  t e n d e d  
t h u s  t o  r i s e  q u i c k l y ,  p r o d u c i n g  c o s  t -push  i n f l a t i o n a r y  p r e s s u r e s  
aiid a r ea l  a p p r e c i a t i o n  of t h e  exchange  r a t e .  Second ,  t h e  
L.i,justnent of p z b l i c  s e c t o r  p r - i c e s  and t a r i f f s  and t h e  r e d u c t i o n  
of s u b s i d i e s  r e l e a s e d  repressed  i n f l a t i o n .  Dur ing  1983, t h e  
r e l a t i v e  p r i c e  of p u b l i c  s e c t o r  goods and s e r v i c e s  i n c r e a s e d  
39 p e r c e n t  v e r s u s  t h e  res t  of t h e  goods .  The d i s c r e t e  a d j u s t -  
men t s  i n  t h e  p r i c e s  of key goods  and t h e  exchange  r a t e  i n d u c e d  
i m p o r t a n t  r e l a t i v e  p r i c e  changes  t h r o u g h o u t  t h 2  economy, i n c r e a s -  
i n g  t h e  v a r i a b i l i t y  o f  i n f l a t i o n .  The v a r i a n c e  of t h e  a n n u a l  
i n c . r e a s e  r e g i s t e r e d  i n  t h e  components of  t h e  p r i c ?  i n d e x  in 1983 
was 10 times g r e a t e r  t h a n  t h a t  e x p e r i e n c e d  be tween 1972 a n d  1981 ,  
r e f l e c t i n s  g r e a t e r  a s y n c h r o n y  i n  t h e  p r o c e s s  of p r ice  f o r m a t i o n .  
A l though  t h i s  v a r i a n c e  was somewhat r educed  i n  1984 ,  i t  c o n t i n -  
ued to e x e s =  s i g n i f i c a n t  i n f l u e n c e  o n  t h e  i n f l a t i o n  r a t e  of t h a t  
year. P r e s u m a b l y ,  t h e  r e s u l t i n g  l e a d s  and l a g s  of p r i c e  b e h a v i o r  
i n c r e a s e d  t h e  i m p o r t a n c e  of i n e r t i a l  f a c t o r s  i n  t h e  d e t e r m i n a n t s  
of i n f l a t i o n ,  making i t  l e s s  r e s p o n s i v e  t o  c o n t r a c t i o n a r y  
p o l i c i e s .  T h i r d ,  t h r o u g h  h i g h e r  p r i c e s ,  f i r m s  t e n d e d  t o  i n c r e a s e  
p r o f i t  m a r g i n s  t o  c o v e r  3 p o r t i o i ,  of t h e  exchange  l o s s e s  a n d  t o  
a m o r t i z e  e x c e s s i v e  d e b t .  T h i s  was made p o s s i b l e  by t h e  g e n e r a l -  
i z e d  u s e  of q u a n t i t a t i v e  t r a d e  r e s t r i c t i o n s ,  w h l c h  c o n s t i t u t e d  
a n  o b s t a c l e  t o  the l o w e r i n g  of i n f l a t i o n  by p e r m i t t i n g  t h e  
m a i n t e n a n c e  of o l i g o p o l i s t i c  c o n d i t i o n s  i n  d o m e s t i c  m a r k e t s ,  a s  
p o i n t e d  o u t  by t h e  s t a f f .  

The s t r e n g t h  of the a d j u s c m e n t  p r o c e s s  of 1983-84 c a n  be 
a p p r a i s e d  by t h e  p a c e  a t  which p u b l i c  s e c t o r  d e b t  w a s  a m o r t i z e d  
i n  r e a l  t e rms .  The h igh  i n f l a t i o n  r a t e s  e x p e r i e n c e d  s i n c e  1.982 
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r e s u l t e d  i n  a n  a c c e l e r a t e d  payment of t h e  i n t e r n a l  d e b t  which ,  a s  
shown i n  T a b l e  1 (see  A p p e n d i x ) ,  d e c l i n e d  6.4 p e r c e n t a g e  p o i n t s  
of GDP between 1982 and 1984.  On t h e  o t h e r  h a n d ,  t h e  l i m i t e d  u s e  
of  f o r e i g n  c r e d i t  and t h e  a p p r e c i a t i o n  of t h e  r e a l  exchange  r a t e  
r e s u l t i n g  f rom t h e  l a r g e  o v e r s h o o t i n g  t h a t  o c c u r r e d  a t  t h e  end  
of  1982 were a l s o  r e f l e c t e d  i n  a r e d u c t i o n  of t h e  e x t e r n a l  d e b t  
o u t s t a n d i n g  i n  r e l a t i o n  t o  t h e  s i z e  of t h e  economy. The r e a l  
i n d e b t e d n e s s  of t h e  p u b l i c  s e c t o r - b o t h  d o m e s t i c  and e x t e r n a l - -  
was n e g a t i v e  d u r i n g  1983 and 1984.  F i s c a l  r e v e n u e s  a r e  u t i l i z e d  
t o  a m o r t i z e  d e b t  i n  rea l  terms, s i n c e  a p o r t i o n  of t h e  nominal  
i n t e r e s t  p a i d  on t h e  o u t s t a n d i n g  s t o c k  of d e b t  c o r r e s p o n d s  i n  
r e a l i t y  t o  a n  a m o r t i z a t i o n  payment. I t  i s  c l ea r  t h a t  t h e  f a s t e r  
t h e  pace of d e b t  a m o r t i z a t i o n ,  t h e  fewer  t h e  r e s o u r c e s  t h a t  c a n  
be  d e v o t e d  t o  o t h e r  c u r r e n t .  and c a p i t a l  e x p e n d i t u r e s .  Thus,  a s  
s e e n  i n  t h e  t a b l e ,  c a p i t a l  and  c u r r e n t  e x p e n d i t u r e s - - o t h e r  t h a n  
i n t e r e s t  payments--were reduced  by 3 p e r c e n t  and 7 , 4  p e r c e n t  of 
GDP, r e s p e c t i v e l y ,  f rom 1982 t o  1984 , n o t w i t h s t a n d i n g  t h e  
s u b s t a n t i a l  r e d u c t i o n  i n  t h e  c o l l e c t i o n  of t h e  i n f l a t i o n  tax-- 
2.3 p e r c e n t a g e  p o i n t s  of GDP-over  t h e  same p e r i o d .  P r i v a t e  
f i r m s '  d e b t  was also r e d u c e d  s u b s t a n t i a l l y  i n  r ea l  terms. 
Al though no p r e c i s e  estimates a r e  a v a i l a b l e ,  t h e r e  i s  e v i d e n c e  
t h a t  s i z a b l e  a m o r t j s a t i o n  payments  on e x t e r n a l  p r i v a t e  d e b t  t o  
banks and o t h e r  c r e d i t o r s  t o o k  p l a c e  d u r i n g  1983 and 1984.  Real 
i n t e r n a l  d e b t  was a l s o  c o n s i d e r a b l y  r e d u c e d :  a t  t h e  end of 
1 9 8 4 ,  t h e  r e a l  v a l u e  of t h e  s t o c k  of p r i v a t e  f i r m s '  i n t e r n a l  
d e b t  w i t h  c o m n e r c i a l  banks  was a l m o s t  20 p e r - e n t  l o w e r  t h a n  t h e  
f i g u r e  c o r r e s p o n d i n g  t o  December 1981. 

Economic a c t i v i t y  i n  1984 

D u r i n g  1984,  o u t p u t  g r o w t h ,  employment and t h e  b a l a n c e  of 
payments  per formed b e t t e r  t h a n  e x p e c t e d .  Al though t h e  a d j u s t -  
ment  p r o c e s s  was cont inue 'd  and i n t e r n a l  i m b a l a n c e s  wzre f u r t h e r  
c o r r e c t e d ,  t h e  p u b l i c  s e c t o r  d e f i c i t  e n d e d  up h i g h e r  t h a n  
o r i g i n a l l y  e n v i s a g e d .  I n f l a t i o n  w a s  a,;o r e d u c e d ,  b u t  n o t  by a s  
much a s  t a r g e t e d .  

Real GDP grew by 3 .5  p e r c e n t  i n  1984.  The improved f i n a n c i a l  
p o s i t i o n  of f i r m s  and t h e  r e c o v e r y  of f i n a n c i a l  savings--which 
grew by 5.1 p e r c e n t  i n  r e a l  terms, s t i m u l a t e d  by h i g h e r  r e a l  
i n t e r e s t  r a t e s - - a l l o w e d  a s u b s t a n t i a l  i n c r e a s e  i n  c r e d i t  g r a n t e d  
t o  t h e  p r i v a t e  s e c t o r - 1 5  p e r c e n t  i n  real  terms. C r e d i t  demand 
was a l s o  s t i m u l a t e d  by a s h a r p  f a l l  i n  l e n i i n g  ra tes  r e f l e c t i n g  
b o t h  l o w e r  i n f l a t i o n  and r e d u c e d  i n t e r m e d i a t i o n  margins .  On t h e  
a g g r e g a t e  demand s i d e ,  e x p o r t s  were t h e  most dynamic e l e m e n t ,  
i n c r e a s i n g  by 10.7 p e r c e n t  i n  r ea l  te rms ,  e s p e c i a l l y  n o n - o i l  
e x p o r t s  w h i c k  g rew by 18.7 p e r c e n t  i n  r e a l  terms. I n v e s t m e n t  was 
t h e  second most dynamic component of demand, h a v j n g  r e g i s t e r e d  a 
r ea l .  i n c r e a s e  of 5 . 4  p e r c e n t .  I t  s h o u l d  be n o t e d  t h a t  i n v e s t m e n t  
g r c w t h  was t h e  r e s u l t  of p r i v a t e  s e c t o r  a c t i v i t y ,  s i n c e  rea l  
p u b 1 . i ~  s e c t o r  i n v e s t m e n t  f e l l  f o r  t h e  t h i r d  c o n s e c u t i v e  y e a r .  
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Ou tpu t  growth  and t h e  b e h a v i o r  of r e a l  wages h a d  a b e n e f i -  
c i a l  impact  on employment:  a f f i l i a t i o n  i n  t h e  s o c i a l  s e c u r i t y  
system r o s e  by 4 . 3  percent .  Real wages ,  on t h e  o t h e r  h a n d ,  
r e g i s t e r e d  a s u b s t a n t i a l  f a l l .  A f t e r  t h e  v e r y  s h a r p  d r o p  e x p e r -  
i e n c e d  i n  1 9 8 3 ,  a v e r a g e  r e a l  minimum wages f e l l  a n  a d d i t i o n a l  
7 . 4  p e r c e n t  i n  1984 ,  so t h a t  t h e  c u m u l a t i v e  a v e r % e  r e d u c t i o n  
s i n c e  t h e  a d j u s t m e n t  program was l a u n c h e d  r e a c h e d  31.4  p e r c e n t  
l a s t  y e a r .  My a u t h o r i t i e s  s t r o n g l y  f e e l  t h a t  t h e  r e s u l t s  of t h e  
f i r s t  two y e a r s  of t h e  a d j u s t m e n t  program were made p o s s i b l e  by 
t h e  r e s p o n s i b l e  a t t i t u d e  of t h e  t r a d e  u n i o n s  and t h e  a c c e p t a n c e  
of a d r a s t i c  l o w e r i n g  of l i v i n g  s t a n d a r d s  by t h e  g e n e r a l  popu la -  
t i o n ,  i l l u s t r a t e d  a d d i t i o n a l l y  by t h e  > r a s t i c  f a l l  i n  p e r  c a p i t a  
consumpt ion  s i n c e  1 9 8 1 - - a p p r o x i m t e l y  1 3  p e r c e n t .  Whze p o l i c y  
h a s  c e r t a i n l y  n o t  c o n t r i b u t e d  t o  i n f l a t i o n  t h r o u g h  e x p e c t a t i o n s  
o r  a n y  o t h e r  mechanism. On t h e  c o n t r a r y ,  i t  h a s  had a s t r o n g  
d e f l a t i o n a r y  i m p a c t ,  h e l p i n g  a t  t h e  same time t o  p r e s e r v e  t h e  
c o m p e t i t i v e n e s s  o f  Mexican p r o d u c t s ,  a s  e v i d e n c e d  by t h e  evo lu -  
t i o n  of u n i t  l a b o r  c o s t s .  E x p r e s s e d  i n  f o r e i g n  c u r r e n c y ,  t h e s e  
c o s t s  r e m a i n e d ,  on a v e r a g e ,  4 8  p e r c e n t  l o w e r  i n  1984 t h a n  i n  1981. 

Measured on  a year -end  b a s i s ,  consumer  p r i c e s  r o s e  59 .2  p e r -  
c e n t  i n  1 9 8 4 ,  a r a t e  21 .6  p e r c e n t a g e  p o i n t s  l o w e r  t h a n  t h a t  
r e g i s t e r e d  i n  1983.  Even though t h e  downward i n f l a t i o n  t r e n d  
c o n t i n u e d ,  t h e  r e d u c t i o n  of t h e  i n f l a t i o n  r a t e  was s l o w e r  t h a n  
e x p e c t e d  a n d ,  by year end ,  i t  had l e v e l e d  o f f .  The d i f f i c u l t i e s  
e n c o u n t e r e d  i n  l o w e r i n g  i n f l a t i o n  d u r i n g  1984 c a n  l a r g e l y  b e  
e x p l a i n e d  by t h e  f a c t o r s  p r e v i o u s l y  m e n t i o n e d .  A l though  t h e  
h i g h e r  t h a n  e x p e c t e d  i n f l a t i o n  r e s u l t e d  i n  a r e a l  a p p r e c i a t i o n ,  
t h e  r e s u l t s  of t h e  b a l a n c e  of payments  were  p o s i t i v e .  F o r  t h e  
second  c o n s e c u t i v e  y e a r  , t r a d e  and  c u r r e n t  a c c o u n t  s u r p l u s e s  
were o b t a i n e d  amount ing  t o  USS12.8 b i l l i o n  and USS3.9 b i l l i o n ,  
r e s p e c t i v e l y ,  a l l o w i n g  f o r  a s u b s t a n t i a l  r e s e r v e  a c c u m u l a t i o n .  

I n  1984 t h e  p u b l i c  s e c t o r  d e f i c i t  w a s  h i g h e r  t h a n  programmed. 
T h e  d e v i a t i o n s  were ma in ly  t h e  r e s u l t  of i n t e r e s t  payments  a n d  
o t h e r  d e b t  s e r v i c e - r e l a t e d  e x p e n d i t u r e s  which sub,; t a n t i a l l y  
exceeded  t h e  p r o v i s i o n s  made i n  t h e  o r i g i n a l  budge t .  I n v e s t m e n t  
e x p e n d i t u r e s ,  o n  t h e  o t h e r  hand ,  were l o w e r  t h a n  b u j g e r e d .  I n  
spi-te of t h e  d e v i a t i o n s  t h a t  o c c u r r e d  a t  t h e  end of t h c  year, t h e  
economic  d e f i c i t / G D P  r a t i o  was l o w e r  t h a n  i n  1983 ,  and  t h e  t r e n d  
toward  t h e  c o r r e c t i o n  of f i s c a l  imSa lances  was m a i n t a i n e d .  I t  
should h e  n o t e d  t h a t  a p p r o x i m a t e l y  80 p e r c e n t  of t h t  f i n a n c i a l  
r e q u i r e m e n t s  of t h e  p u b l i c  s e c t o r  were p r o v i d e d  by i n t e r n a l  
s o u r c e s ,  s i n c e  o n l y  s l i g h t l y  more t h a n  h a l f  of t h e  e x t e r n a l  
f i n a n c i n g  c o n t e m p l a t e d  unde r  t h e  program was a c t u a l l y  u t i l i z e d .  

T h e  i n c r e a s e  i n  i n t e r n a t i o n a l  r e s e r v e s  was t h e  m a i n  d e t e r -  
m i n a n t  i n  t h e  growth  of t h e  mone ta ry  b a s e  a n d  of t h e  monetary  
a g g r e g a t e s .  A t  t h e  end of 1 9 8 4 ,  t h e  n e t  e x c e r n a l  a s s e t s  o f  t h e  
c e n t r a l  bank r e p r e s e n t e d  23.3 p e r c e n t  of t h e  monetary  b a s e  a n d  
102.1 p e r c e n t  of c u r r e n c y  i n  c i r c u l a t i o n .  A y e a r  e a r l i e r ,  t h e s e  
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f i g u r e s  were 1 7 . 2  p e r c e n t  and  81.7 p e r c e n t ,  r e s p e c t i v e l y ,  N e t .  
d o m e s t i c  a s se t s  d e c l i n e d  by a l a r g e r  amount t h a n  e n v i s a g e d  in 
t h e  program, p a r t i a l l y  r e f l e c t i n g  s t e r i l i z a t i o n  o p e r a t i o n s  imple- 
mented by t h e  c e n t r a l  back t o  r e d u c e  excess  l i q u i d i t y .  I n t e re s t  
r a t e  p o l i c y  was managed f l e x i b l y ,  a l l o w i n g  €o r  a r e c o v e r y  of 
f i n a n c i a l  i n t e r m e d i a t i o n  and f o r  a n  i m p o r t a n t  i n c r e a s e  i n  rea l  
c r e d i t  t o  t h e  p r i v a t e  s e c t o r  as r e p o r t e d  e a r l i e r .  

The progtam f o r  1985 a n d  some r e c e n t  d e v e l o p m e n t s  

The program f o r  1985 a ims  a t  c o n s o l i d a t i n g  t h e  p a i n s  made 
d u r i n g  the l a s t  two y e a r s  i n  r e d u c i n g  i n t e r n a l  and  e x t e r n a l  
imba lances ,  t h u s  s e t t i n g  t h e  c o n d i t i o n s  f o r  t h e  r e s u m p t i o n  o f  
s t a b l e  economic growth.  To t h i s  e n d ,  my a u t h o r i t i e s  a r e  of t h e  
view t h a t  e f f o r t s  have  t o  be renewed in t h e  s t r u g g l e  t o  a b a t e  
i n f l a t i o n ,  though t h i s  h a s  proved  t o  b e  a most  d i f f i c u l t  t a s k .  
The program e n v i s a g e d  i s  a s t r o n g  o n e ,  e s p e c i a l l y  i n  t h e  l i g h t  
of deve lopmen t s  d u r i n g  t h e  l a s t  p a r t  of 1984  and  t h e  f i r s t  few 
months of 1985. The l i k e l i h o o d  of a slowdown i n  economic  
a c t i v i t y  i n  some m a j o r  i n d u s t r i a l  c o u n t r i e s  and t h e  u n c e r t a i n  
p r o s p e c t s  f o r  t h e  o i l  marke t  may c l o u d  t h e  b a l a n c e  of payments  
o u t l o o k ,  e s p e c i a l l y  c o n s i d e r i n g  t h a t  t h e  Government h a s  d e c i d e d  
t o  make v e r y  l i m i t e d  u s e  of e x t e r n a l  c r e d i t .  These  c o n s i d e r a -  
t i o n s  have prompted t h e  a u t h o r i t i e s  t o  t a k e  f i r m  a c t i o n s  s i n c e  
t h e  b e g i n n i n g  of t h e  y e a r ,  g e a r e d  t o  t h e  c o r r e c t i o n  of f i s c a l  
d e v i a t i o n s  and  t o  t h e  s t l e n g t h e n i n g  of t h e  b a l a n c e  of payments  
i n  l i n e  wi th  t h e  p r o g r a m ' s  g o a l s .  These  measu res  have  a l r e a d y  
shown some p o s i t i v e  r e s u l t s ,  a s  e v i d e n c e d  by t h e  con ip l i ance  w i t h  
t h e  f i r s t  q u a r t e r  p e r f o r m a n c e  c r i t e r i a  and t h e  a p p a r e n t  resump- 
t i o n  of the  downward t r e n d  i n  t h e  a n n u a l  i n f l a t i o n  r a t e .  

I n  a d d i t i o n  t o  t h e  f i s c a l  measu res  d e s c r i b e d  by t h e  s t a f f  
t h a t  s t r e n g t h e n e d  t h e  b u d g e t  s e n t  t o  C o n g r e s s  l a s t  November, t h e  
a u t h o r i t i e s  have  d e c i d e d  t o  c u t  a n  a l d i t i o n a l  Me%$200 b i l l i o n  of  
p u b l i c  s e c t o r  o u t l a y s  in t h e  r e m a i n d e r  of 1985- - th i s  i n  view o f  
t h e  impact  on t h e  s e r v i c e  of t h e  i n t e r n a l  p u b l i c  d e b t  of h i g h e r  
d o m e s t i c  i n t e r e s t  r a t e s ,  a n d  t h e  a d v e r s e  e f f e c t  t h a t  t h e  veaken-  
i n g  of t h e  o i l  market  i n  r e c e n t  weeks may h a v e  o n  t h e  budge ted  
r e c e i p t s  of PEMEX ( t h e  p e t r o l e u m  company). I n t e r e s t  r a t e s  p a i d  
b y  banks on d o m e s t i c  d e p o s i t s  were r a i s e d  v e r y  s u b s t a n t i a l l y  i n  
;$arch i n  o r d e r  t o  s t i m u l a t e  f i n a n c i a l  s a v i n g s .  Marke t -de te rmined  
r a t e s  of t r e a s u r y  b i l l s  and o t h e r  mcney marke t  i n s t r u r n z n t s  h a v e  
a l s o  i n c r e a s e d  s h a r p l y  i n  response t o  t h e  r e s t r i c t i v e  mone ta ry  
a c t i o n s  u n d e r t a k e n  i n  t h e  form of p l acemen t  of  n o n e t a r y  r e g u l a -  
t i o n  bonds. F o r  i . n s t a n c e ,  d u r i n g  t h e  a u c t i o n  of t r e a s u r y  b i l l s  
on J u n e  4 ,  t h e  90-day r a t e  w a s  68.3 p e r c e n t ,  a r a t e  1 9  p o i n t s  
h i g h e r  t h a n  t h e  a v e r a g e  r a t e  f o r  F e h n i a r y .  T h e  more s t r i n g e n t  
monetary  p o l i c y  h a s  r e s u l t e d  i n  a slowdown o f  tne  r a t e  of g rowth  
o f  M - 1  from 63.6  p e r c e n t  a t  t h e  end of December t o  a p p r o x i m a t e l y  
5 5  p e r c e n t  a t  t h e  end o f  1 % ~ .  
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My a u t h o r i t i e s  a r e  awdre t h a t  s u b s t a n t i a l  r e f o r m s  i n  t h e  
a r e a  of commerc ia l  p o l i c i e s  a r e  needed t o  improve t h e  e f f i c i e n c y  
of r e s o u r c e  a l l o c a t i o n  and  t o  s t r e n g t h e n  t h e  e x p o r t  s e c t o r .  They 
are  commit ted  t o  c o n t i n u e  e f f o r t s  i n  t h e  d i r e c t i o n  of t r a d e  
l i b e r a l i z a t i o n .  S i n c e  l a s t  December,  t h e  p r o p o r t i o n  of t o t a l  
i m p o r t s  exempted from p e r m i t s  h a s  r i s e n  from 17 pe rcen t  t o  2 5  per -  
c e n t ;  t h e  g o a l  r e m a i n s  t o  r a i s e  t h i s  f i g u r e  t o  be tween 35 p e r c e n t  
and 4 5  p e r c e n t  by t h e  e n d  of t h e  year .  A d d i t i o n a l l y ,  i n  t h e  
c o u r s e  of t h e  n e x t  f ew d a y s ,  a new i n s t r u r n e n t  C e r t i f i c a d o  d e  
I inportaci iJn p a r a  l a  E x p o r t a c i b n  (DIMEX) w i l l  be made a v a i l a b l e  t o  
e x p o r t e r s .  These  c e r t i f i c a t e s  w i l l  a l l o w  e x p o r t e r s - - a g a i n s t  t h e  
s u r r e n d e r  of t h e i r  f o r e i g n  exchange  t o  t h e  monetary  a u t h o r i t i e s - -  
t o  iniport  i n p u t s  f o r  t h e i r  own e x p o r t  p r o d u c t s  o r  t h o s e  of t h e i r  
s u p p l i e r s  w i t h o u t  p e r m i t  and f r e e  of d u t i e s .  A l i s t  of p r o d u c t s  
c q v e r i n g  a b o u t  29 p e r c e n t  of t h e  t o t a l  v a l u e  of i m p o r t s  i n  1984 
i s  n o t  cove red  u n d e r  t h e  D I M E X .  

W i t h  : e s p e c t  t o  t h e  exchange  r a t e ,  t h e  a u t h o r i t i e s  have a l s o  
f o l l o w e d  a f l e x i b l e  p o l i c y .  T h e  raLe of d e p r e c i a t i o n  of t h e  
c o n t r o l l e d  exchange  r a t e  was r a i s e d  from MexS0.13 t o  MexSO.17 p e r  
U.S. d o l l a r  a d w  i n  December 1983  and a g a i n  t o  MexS0.21 a d a y  
i n  March 1985.  A h i s  r a t e  i s  c o n s i s t e n t  w i t h  a v o i d i n g  a E u r t h e r  
a p p r e c i a t i o n  of t h e  Mexican peso  i f  t h e  d o m e s t i c  i n f l a t i o n  r a t e  
i s  k e p t  a round  45 p e r c e n t  d u r i n g  1985 ,  and  w i l l  r e s u l t  i n  a r e a l  
d e v a l u a t i o n  i f  t h e  d o l l a r  d e p r e c i a t e s  a g a i n s t  o t h e r  major  c u r r e n -  
c i e s ,  I n  f a c t ,  t h e  peso h a s  dep rec i a t ed  s l i g h t l y  i n  rea l  terms - 
measured a g a i n s t  a b a s k e t  of c u r r e n c i e s  of Mex ico ' s  most impor- 
t a n t  t r a d i n g  p a r t n e r s  d u r i n g  t h e  l a s t  t h ree  months.  On J u n e  5 ,  
new r u l e s  on  t h e  o p e r a t i o n  of t h e  casas d e  cambio  ( f o r e i g n  
exchange  e s t a b l i s h m e n t s )  were aanounced  w i t h  t h e  a i m  of s i m p l i f y -  
i n g  t h e  p r e s e n t  exchange  r a t e  s y s t e m  and improv ing  t h e  e f f i c i e n c y  
of t h e  f r e e  m a r k e t .  Under t h e  new r e g u l a t i o n s ,  Mexican banks  
w i l l  f u l l y  p a r t i c i p a t e  i n  t h e  who lesa l e - -o r  p a r a l l e l - - m a r k e t  
t h r o u g h  t h e i r  a f f i l i a t e d  f o r e i g n  exchange  e s t a b l i s h m e n t s .  T h e  
p r a c t i c a l  s i g n i f i c a n c e  of t h i s  measure i s  t h a t  t h e  f r e e  b a n k i n g  
m a r k e t  r a t e  w i l l  e v e n t u a l l y  b e  u n i f i e d  w i t h  t h e  p a r a l l e l  m a r k e t  
r a t e ,  and t h a t  t h e  b id -a sk  s p r e a d s  may s i g n i f i c a n t l y  n a r r o w  i n  
t h e  s h o r t  term. With  t h e  f u l l  p a r t i c i p a t i o n  of t h e  hanks ,  t h e  
f r e e / p a r a l l e l  m a r k e t  w i l l  g a i n  c o n s i d e r a b l e  volume and d e n t h ,  
and  t h e  v o l a t i i i t y  of t h e  exchange  r a t e  may be r e d u c e d .  

The economic r e c o v e r y  c o n t i n u e d  i n  t h e  f i r s t  q u a r t e r  of 
1 9 8 5 ,  a l b e i t  a t  a s l o w e r  pace t h a n  d u r i n g  t h e  l a s t  q u a r t e r  of 
1984 .  I n d i l s t r i a l  p r o d u c t i o n  i n c r e a s e d  6.6 p e r c e n t  on a n  a n n u a l  
b a s i s  i n  1985 ( i )  compared  wi th  a r a t e  o f  9 . 1  p e r c e n t  i n  1984 
( T V ) .  The slowdown W B S  g e n e r a l i z e d  a c r o s s  a l l  i n d u s t r i a l  
a c t  i v i t i , e s - - e x c e p t  f o r  e l e c t r i c i t y  g e n e r a t i o w - a n d  t h e  o i l .  and  
min ing  s e c t o r s  r e g i s t e r e d  nega t i t re  g rowth  r a t e s .  
however ,  c o n t i n u e d  g rowing  a t  a r a p i d  pace  d u r i n g  th i l  f i r s t  
q u a r t e r  of  t h e  yea r  ( 1 3 . 9  p e r c e n t ) ,  r e f l e c t i n g  a v i g o r o u s  
d o m e s t i c  p r o d u c t i o n  and i n c r e a s e d  i m ? o r t s  of c a p i t a . i  g o o d s .  In 

I n v e s t m e n t ,  
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s p i t e  of ?.he improved  p a c e  of economic  a c t i v i t y  r e g i s t e r e d  s i n c e  
t h e  second  h a l f  o f  1 9 8 4 ,  t h e  l e v e l  of i n d u s t r i a l  p r o d u c t i o n  i n  
March i s  s i m i l a r  t o  t h e  l e v e l  c o r r e s p o n d i n g  t o  t h e  f i r s t  q u a r t e r  
of 1981;  t h e s e  f i g u r e s  i l l u s t r a t e  t h e  d e p t h  of t h e  economic  
r e c e s s i o n  s u f f e r e d  d!.iring t h e  ad  j u s  tlrnent p e r i o d .  

Dur ing  t h e  f i r s t  f o u r  months  of 1985 ,  consumer  p r i c e s  
i n c r e a s e d  19.8 p e r c e n t  compared  wi th  a r a t e  of 21.8 p e r c e n t  
r e g i s t e r e d  d u r i n g  t h e  same per:od of 1 9 8 5 ,  The a n n u a l  i n f l a t i o n  
r a t e  h a s  been d e c l i n i n g  s i n c e  i t s  A p r i l  1983 peak  (117 .3  p e r c e n t ) ,  
I n  November and December 1 9 8 4 ,  t h e  r a t e  of i n f l a t i o n  r e a c h e d  
59 .2  p e r c e n t ,  i n c r e a s i n g  t o  60.8 p e r c e n t  i n  J a n u a r y  1 9 8 5 ,  b u t  
resuming i t s  downward t r e n d  t h e r e a f t e r  t o  r e a c h  56 .5  p e r c e n t  i n  
A p r i l .  

F r e l i m i n a r y  es t imates  i n d i c a t e  t h a t  a t r a d e  s u r p l u s  of  
USS3.2 b i l l i o n  was o b t a i n e d  d u r i n g  t h e  p e r i o d  J a n u a r y - A p r i l  1985, 
compared w i t h  a s u r p l u s  of USS5.2 b i l l i o n  r e g i s t e r e d  a y e a r  
e a r l i e r ,  C u r r e n t  a c c o u n t  d a t a  a r e  o n l y  a v a i l a b l e  f o r  t h e  f i r s t  
q u a r t e r ;  t h e  f i g u r e s  c o r r e s p o n d i n g  t o  1985 ( I )  and 1984 ( I )  a r e  
U S S 0 . 6 4  b i l l i o n  and  USS2.1  b i l l i o n ,  r e s p e c t i v e l y .  The r e d u c t i o n  
of t h e  t r a d e  s u r p l u s  ( J a n u a r y - A p r i l )  r esu l t s  from a v e r y  r a p i d  
i n c r e a s e  of i m p o r t s  ( 3 9  p e r c e n t )  and  a f s l l  of o i l  and  n o n - o i l  
e x p o r t s  ( 7 '  p e r c e n t  and 15 p e r c e n t ,  r e s p e c t i v e l y ) .  The  r a p i d  
impor t  i n c r e a s e s  a r e  l a r g e l y  a s s o c i a t e d  w i t h  t h e  r e c o v e r y  of 
economic a c t i v i t y ,  e s p e c i a l l y  i n v e s t m e n t  demand. I m p o r t s  of 
i n t e r m e d i a t e  and c a p i t a l  goods  have  r e g i s t e r e d  t h e  h i g h e s t  g rowth  
r a t e s .  The more a c t i v e  d o m e s t i c  demand h a s  a l s o  i n f l u e n c e d  t h e  
f a l l  of n o n - o i l  e x p o r t s ,  s ince  a n  i m p o r t a n t  p o r t i o n  of t h e  e x p o r t  
s u r g e  o b s e r v s d  d u r i n g  t h e  l a s t  two y e a r s  r e s u l t e d  from t h e  v e r y  
d e p r e s s e d  l e v e l s  of i n t e r n a l  consumpt ion  and i n v e s  trnent. The 
a p p r e c i a t i o n  of t h e  exchange  r a t e  h a s  a l s o  p r o b a b l y  a f f e c t e d  
e x p o r t  d e c i s i o n s  of some firms; a l t h o u g h ,  a s  mentioned b e f o r e ,  
measured  i n  terms o f  u n i t  l a b o r  c o s t s , ,  t h e  l o s s  of c o m p e t i t i v e -  
n e s s  h a s  been  much s m a l l e r , ,  The n?inimum vage i n c r e a s e s  g r a n t e d  
o n  J u n e  1 ( 1 8  p e r c e n t )  a r e  c o m p a t i b l e  w i t h  t h e  m a i n t e n a n c e  of 
s u b s t a n t i a l  c o m p e t i t  i v e  m a r g i n s  g i v e n  t h e  p r e s e n t  r a t e  of dep re -  
c i .a t ic ,n  of t h e  c o n t r . o l l e d  exchange  ra te .  

In c o n c l u d i n g ,  my a u t h o r i t i e s  a re  of t h e  view t h a t  t h e  
program f o r  1 9 8 5  i s  i n d e e d  tho rough ,  a s  i t  seems t o  r e i n f o r c e  
and c a r r y  f o r t h  t h e  economic  a d j u s t m e n t  begun a t  t h e  end of 1982.  
S t r o n g  m e a s u r e s  have  been  t a k e n  t o  p r e v e n t  temporary  d e v i a t i o n ;  
f rom e n d a n g e r i n g  t h e  o b j e c t i v e s  of t h e  program. The r e c e n t  
m e a s u r e s  t a k e n  i n  t h e  a reas  of exchange  r a t e  and commerc ia l  
p o l i c y  show t h e  commitment o f  my a u t h o r i t i e s  toward  economic  
l i b e r a l i z a t i o n  a c d  t h e  removal  of s t r u c t u r a l  r i g i d i t i e s .  
A d d i t i o n a l l y ,  my a u t h o r i t i e s  s t a n d  r e a d y  t o  t a k e  t h e  n e c e s s a r y  
s t e p s  t o  c o n t i n u e  t h e  f i g h t  a g a i n s t  i n f l a t i o n  a n d  t o  ensure t h e  
medium-temi v i a b i l i t y  of t h e  b a l a n c e  GE payments .  
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Mr. A l m e i d a  commended t h e  Mexican a u t h o r i t i e s  f o r  t h e  s i g n i f i . c a n t  
s t e p s  they  had r a k e n  t o  c o r r e c t  d o m e s t i c  and e x t e r n a l  i m b a l a n c e s .  T h  I 
Mexican e x p e r i e n c e  was a good example  of t h e  p o s i t i v e  results t h a t  c o u l d  
b e  a c h i e v e d  when t h e  a u t h o r i t i e s  k e p t  i n  c l o s e  touch  w i t h  t h e  p e o p l e  and 
were f u l l y  d e t e r m i n e d  t o  carry o u t  a w e l l - d e f i n e d  ad j u s  tment  program.  

He wished  t o  r e g i s t e r  t h r e e  c o n c e r n s ,  Mr. Almeida r emarked .  The  
f i r s t  c o n c e r n e d  t h e  a p p r o p r i a t e n e s s  o f  t h e  program.  The s t r i c t n e s s  of t h e  
1985  program was e v i d e n t  i n  t h e  s t a f f  r e p o r t .  T h e  m a r g i n a l  r a t e  of cow-  
sumer price change  had d e c l i n e d  by 27  p e r c e n t  i n  1984 a n d  was e x p e c t e d  t o  
c o n t i n u e  d e c l i n i n g  a t  t h e  same speed  i n  1985. F i s c a l  r e c e i p t s ,  measu red  
i n  terms of t h e  p e r c e n t a g e  d e c l i n e  i n  t h e  p u b l i c  s e c t o r  d e f i c i t  i n  re la -  
t i o n  t o  GDP,  would i n c r e a s e  from 27 p e r c e n t  i n  1984 t o  34 p e r c e n t  i n  1985.  
Nominal c r e d i t  and  f i s c a l  f l ows  would be below t h o s e  of 1984 d e s p i t e  t h e  
d e c l i n e  i n  t h e  GDP d e f l a t o r .  Thus ,  t h e  t h i r d  y e a r  of t h e  e x t e n d e d  
a r r a n g e m e n t  would be a t  l ea s t  a s  r e s t r i c t i v e  as  t h e  s e c o n d  y e a r  had b e e n .  

ifis second  c o n c e r n  was r e l a t e d  t o  exchange  r a t e  movements, 
Mr. Almeida s a i d .  A p p a r e n t l y ,  t h e  Mexican a u t h o r i t i e s  had  s c h e d u l e d  a 
d a i l y  d e p r e c i a t i o n  i n  t h e  exchange  r a t e  f o r  1984 i n  a c c o r d a n c e  w i t h  t h e i r  
i n f l a t i o n  p r o j e c t i o n s ;  t h e y  b e l i e v e d  t h a t  a n y  d e v i a t i o n  f rom t h a t  r a t e  
would send  t h e  wrong s i g n a l s  t o  t h e  m a r k e t ,  i n t e r f e r i n g  w i t h  t h e i r  g o a l  
of s lowing  dowg i n f l a t i o n .  But t h e i r  p e r c e p t i o n s  had c h a n g e d ,  and  s i n c e  
December 1984,  t h e  a u t h o r i t i e s  had raised t h e  d a i l y  r a t e  o f  d e p r e c i a t i o n  
t w i c e .  Such i n c r e a s e s  were no l o n g e r  c o n s i d e r e d  a weakening  of t h e  
e f f o r t  t o  f i g h t  i n f l a t i o n  b u t  r a t h e r  a s i g n a l  t h a t  t h e  a u t h o r i t i e s  would 
no l o n g e r  - t o l e r a t e  a n y  l o s s  i n  c o m p e t i t i v e n e s s ,  t a k i n g  i n t o  a c c o u n t  
movements i n  r e l a t i v e  p r i c e s  i n  Mexico  and a b r o a d .  W i t h  t h e  p r e s e n t  
exchange  r a t e  p o l i c y ,  a c t u a l  d e p r e c i a t i o n  s h o u l d  be s u f f . i c i e n t  t o  o f f s e t  
a 4 3  p e r c e n t  r a t e  of i n f l a t i o n .  

A t h i r c ?  a r e a  of c o n c e r n  was t h e  medium-term o u t l o o k  f o r  e x p o r t s ,  
. Mr. Almeida o b s e r v e d .  A l though  he c o u l d  u n d e r s t a n d  t h e  need  f o r  c a u t i o n  

i n  p r o j e c t i n g  o i l  e x p o r t s ,  a r a t e  of i n c r e a s e  of 8 p e r c e n t  a y e a r  € o r  
n o n - o i l  e x p o r t s  u n t i l  1990 seemed t o o  c o n s e r v a t i v e .  As a r e s u l t  of t h o s e  
a s s u m p t i o n s ,  t h e  o v e r a l l  a n n u a l  e x p o r t  g r o w t h  ra te  would be o n l y  5.3 p e r -  
c e n t  a y e a r ,  a f i g u r e  t h a t  a p p e a r e d  l o w  c o n s i d e r i n g  t h a t  n o n p e t r o l e u m  
e x p o r t s  had i n c r e a s e d  by 2 6  p e r c e n t  i n  1984 and  t h a t  t h e  a u t h o r i t i e s  
d e s i r e d  t o  m i n t a i n  t h e  medium-term c o m p e t i t i v e n e s s  of t h e  peso .  I t  was 
p r o b a b l e  t h a t  t h e  c u r r e n t  a c c o u n t  s u r p l u s  i n  t h e  medium term would  be 
h i g h e r  t h a n  p2-3 j e c t e d ,  f a c i l i t a t i n g  impor t  l i b e r a l i z a t i o n  a n d  p e r m i t t i n g  
a h i g h e r  GDP g rowth  r a t e .  

:!c could nGt a g r e e  w i t h  t h e  s t a f f  t h a t  wage increases  had c o n t r i b u t e d  
t o  c o s t  p r e s s u r e s  and i n f l a t i o n a r y  e x p e c t a t i o n s ,  M r .  Almeida s t r e s s e d .  
U n i t  l a b o r  c o s t s  had been  c o n s i s t e n t l y  below t h e  r a t e  of i n f l a t i o n  s i n c e  
1981; a v e r a g e  r e a l  minimum wages h a d  f a l l e n  by 7 . 4  p e r c e n t  i n  1984 a n d  
l a b o r  p r o d u c t i v i t y  had i n c r e a s e d  i n  t h e  p a s t  two years by a l m o s t  9 p e r c e n t .  
A s  n o t e d  i n  Mr. O r t i z ' s  s t a t e m e n t ,  i l n i t  l a b o r  c o s t s  e x p r e s s e d  in f o r e i g n  
c u r r e n c y  had d e c l i n e d  by 48 p e r c e n t  i n  t h e  p a s t  f o u r  yea r s ,  p u t t i n g  
downward pressure on i n f l a t i o n  and b o o s t i n g  n o n - o i l  e x p o r t s .  
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F i n a l l y ,  h e  a g r e e d  t h a t  t h e  program had b e e n  w e l l  d e s i g n e d  a n d  would 
p r o b a b l y  b e  more e f f e c t i v e  i n  1985 t h a n  i n  p r e v i o u s  y e a r s ,  b u t  h e  u rged  
N e x i c o ' s  m a i n  economic  p a r t n e r s  t o  c o n t r i b u t e  t o  t h e  success of t h e  
program by r e l a x i n g  p r o t e c t i o n i s m  and  t r a d e  b a r r i e r s  and by a d o p t i n g  
d o m e s t i c  p o l i c i e s  t h a t  would e n s u r e  lower  i n t e r e s t  r a t e s .  

Mr. Ismael commended t h e  Mexican  a u t h o r i t i e s  fclr  t h e  f u r t h e r  remark- 
a b l e  economic and  f i n a n c i a l  p r o g r e s s  t h e y  had a c h i e v e d  d u r i n g  t h e  s e c o n d  
y e a r  of t h e  Fund-suppor ted  a d j u s t m e n t  program, which had been on t r a c k  
d e s p i t e  some s l i p p a g e s .  

I n f l a t i o n  had been  f u r t h e r  r educed  i n  1984,  b u t  t h e  a d j u s t m e n t  i n  
p u b l i c  s e c t o r  p r i c e s  and  t h e  i n c r e a s e  i n  t h e  s i z e  of wage awards  i n  1984  
and  i n  J a n u a r y  1485 had impeded p r o g r e s s  i n  t h e  s c a l i n g  down of i n f l a L i o n -  
a r y  e x p e c t a t i o n s ,  Mr. Tsmael remarked .  Thus ,  h e  urged  t h e  a u t h o r i t i e s  t o  
e x e r c i s e  g r e a t  ca re  i n  t h e  m i d y e a r  wage a d j u s t m e n t  t o  e n s u r e  t h a t  wage 
p o l i c y  was c o n s i s t e n t  wi th  r e d u c i n g  i n f l a t i o n .  The a u t h o r i t i e s '  commit- 
ment  t o  r e d u c i n g  i n f 1 ; i t i o i i  i n  1985 would be  p a r t i c u l a r l y  i m p o r t a n t  i n  
r e s t o r i n g  c o n f i d e n c e  and a c h i e v i n g  s u s t a i n e d  e c o n o n i c  grow::h. 

Al though t h e  p u b l i c  :'inapces c o n t i n u e d  izo be s t r e n g t h e n e d  i n  i984, 
program l imits on t h e  o v e r a l l  p u b l i c  s e c t o r  d e f i c i t  had been  e x c e e d e d ,  
Mr. Ismael o b s e r v e d .  T h e r e f o r e ,  h e  welcomed t h e  a u t h o r i t i e s '  f i r m  i u t e n -  
t i o n  t o  c u t  back t h e  p u b l i c  s e c t o r  d e f i c i t  f rom 6 . 2  p e r c e n t  of  C-DP i n  1984 
t o  4 . 1  p e r c e n t  of GDP i n  1985. Such c u t b a c k s  were e s s e n t i a l  i n  o r d e r  t o  
s l o w  i n f l a t i o n ,  L e d u c e  f c re ign  f i n a n c i n g ,  and  c t r e n g t h e n  d o m e s t i c  i n v e s t -  
ment .  C o n s i d e r i n g  t h e  i n e f f e c t i v e n e s s  of s t i u c t u r a l  r e fo rm m e a s u r s s  i n  
i n c r e a s i n g  r evenue  i n  1985 ,  t h e  b r u n t  of t h e  f i s c a l  a d j u s t m e n t  would fall 
on  current  e x p e n d i t u r e ,  and  a p p r o p r i a t e  m e a s u r e s  had been  a d o p t e d  t o  c u t  
e x p e n d i t u r e  i n  F e b r u a r y  and  March 1985. The a u t h o r i t i e s '  dec i s i . on  t o  

. f o r g o  a c t i v a t i n g  t h e  c o n t i n g e n c y  reserve i n  o r d e r  t o  c o n t a i n  t h e  o v e r a l l  
d e f i c i t .  l i m i t  was e n c o u r a g i n g .  

S u b s t a n t i a l  a d j u s t m e n t s  had 'been made i n  t h e  p r i c e s  of p u b l i c  goods  
and  s e r v i c e s  i n  1984 and 1 9 8 5 ,  and t h e  a u t h o r i t i e s  i n t e n d e d  t o  r e d u c e  o r  
e l i r r i n a t e  t h e  o p e r a t i n g  l o s s e s  o f  s t a t e  e n t e r p r i s e s ,  M r .  Ismael n o t e d .  
He a l s o  approved  of t h e  measu res  b e i n g  t a k e n  t o  r e d u c e  t h e  p u b l i c  s e c t o r ' s  
i n v o l v e m e n t  i n  a number of economic  a c t i v i t i e s .  

The a u t h o r i t i e s  were f o l l o w i n g  c a u t i o u s  monetary  and  c r e d i t  p o l i c i e s  
a n d  m a i n t a i n i n g  a p o s i t i v e  r e a i  i n t e r @ s t  r a t e  t o  g e n e r a t e  s a v i n g s ,  
Mr. Isrnael  c o n t i n u e d .  The r e d u c t i o n  of f i n a n c i a l  s u b s i d i e s ,  t h e  r e g u l a -  
t i o n  a f  t h e  volume of l o a n s  from deve lopmen t  banks  and t r u s t .  f u n d s ,  and  
t h e  r e c e n t  placement  o f  m n e t a r y  r e g u l a t i o n  bonds  wi th  commerc ia l  b a n k s ,  
were al.1 s t e p s  i n  t h e  r i g h t  d i r e c t i o n .  

The pe r fo rmance  o f  n o n t r a d i t i o n e l  e x p o r r s  c o n t i n u e d  t o  be i m p r e s s i v e ,  
a r r e a r s  were b e i n g  e l i m i n a t e d  a h e a d  of s c h e d u l e ,  and n e t  i n t e r n a t i o n a l  
r e s e r v e s  had i n c r e a s e d  by US$3 b i l l i o n ,  Mr. I s m a e l  n o t e d .  D e s p i t e  t h e  
a u t h o r i t i e s '  commi t m e n t  t o  e x e r c i s e  f l e x i b i l i r y  i n  exchange  r a t e  manage- 
m e n t ,  t h e r e  had been some c o n c e r n  t h s t  t h e  marg in  f o r  maneuver t o  m a i n t a l n  
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t h e  c u r r e n c y ' s  e x t e r n a l  c o i n p e t i t  i v e n e s s  had been  t o o  t h i n .  The a ~ ~ t h o r i -  
t i e s  s h o u l d  m o n i t o r  exchange  r a t e  d e v e l o p m e n t s  c l o s e l y  i n  o r d e r  t o  
f a c i l i t a t e  t i m e l y  a c t i o n  and e n s u r e  t ne  peso's e x t e r n a l  c o m p e t i t i v e n e s s ;  
t h e y  s h o u l d  a l s o  c o c t i n u e  t o  a d j u s t  t h e  p a c e  of t h e  d a i l y  d e p r e c i a t i o n  i n  
1 igh  t of c i r  cums t a n c e s .  

F i n a l l y ,  a l t h o u g h  h e  welcomed the e l i r u i n a t i o n  of exchange  res t r ic -  
t i o n s ,  which had been imposed b e c a u s e  of t h e  a c c u m u l a t i o n  of e x t e r n a l  
payments  a r r e a r s ,  h e  s h a r e d  t h e  s t a f f ' s  c o n c e r n  a b o u r  e x t e n d i n g  t h e  F u n d ' s  
a p p r o v a l  of r e m a i n i n g  m u l t i p l e  exchange  p r a c t i c e s ,  Mr. Ismael s a i d .  
Gf-ver t h e  u n c e r t a i n t i e s  p r e v a i l i n g  i n  t h e  exchange  markets,  he r e c o g n i z e d  
tl-a! c a u t i o n  w a s  needed  i n  s e e k i n g  f u i t h e r  exchange  r a t e  1 l b e r a i i z a t i o n  
a r ~  e v e n t u a l  u n i f i c a t i o n  of t h e  exchange  m a r k e t s ,  b v t  tie ur,:ed t h e  a u t h o r -  
i t i e s  t o  e l i m i n a t e  t h o s e  r e m a i n i n g  p r a c t i c e s  a s  soon  as p o s s i b l e .  

Mr. Dal la ra  r e c a l l e d  t h a t  a s  t h e  f i r s t  m a j o r  d e b t o r  t o  corne t o  t h e  
Fund i n  1982 f o r  p o l i c y  a n d  f i n a n c i a l  s u p p o r t ,  Mexico had e x h i b i t e d  a 
number of v e r y  g r a v e  economic  i m b a l a n c e s .  I n  t h a t  yea;, rea!. economic  
g rowth  had been n e g a t i v e ;  i n f l a t i o n  h a d  approached  100 p e r c e n t ;  t h e  
c u r r e n t  a c c o u n t  ha6 been  i n  d e f i c i t  by $5.6 b i l l i o n ;  t h e  p u b l i c  s a c t o r  
d e f i c i t  hzd amounted t o  a l m o s t  18 p e r c e n t  of GDP; t h e  money s u p p l y  had 
grown by 17 p e r c e n t ;  and  t h e  peso  had f a l l e n  by more t h a n  P6 p e r c e n t  i n  
t h e  exchange  marke t  d u r i n g  a n  e x t e n d e d  p e r i o d  when t h e  peso had n o t  beer, 
r e f l e c t i n g  marke t  f o r c e s .  The  ewnorcy  had been  i n  a downward s p i r a l .  

D u r i n g  t h e  f i r s t  two years of t h e  program,  g e n e r a l l y  i c l p r e s s i v e  
p r o g r e s s  had been  made i n  r e - e s t a b l i s h i n g  t h e  b a s i s  f o r  ecclnornic g r o w t h ,  
f i n a n c i a l  s t a b i l i t y ,  and a s u s t a i n a b l e  b a l a n c e  of payments  p o s i t i o n  i n  
t h e  medium term, Mr, Dal la rs  o b s e r v e d .  Real GDP had i n c r e a s e d  by 3.5 pe r -  
c e n t  i n  1 9 8 4 ,  i n f l a t i o n  had been c u t  s u b s t a u t i a l l y  t o  a b o u t  60  p e r c e n t  i n  

. 1984 ,  a n d  t h e  f i x a l  d e f i c i t  a s  a p e r c e n t a g e  of  GDP had been r e d u c e d  t o  
almost one  t h i r d  of i t s  1982 l e v e l .  As was ( ?v iden t  from Mr. O r t i z ' s  
s t a t e m e n t ,  the p e r f o r m s n c e  t a r g e t s  f o r  the end of March 1985 had been  mz t ,  
and i n f l a r i o n  e s t i m a t e s  were b e t t e r  t h a n  might  have  been  e x p e c t e d .  
N e v e r t h e l e s s ,  p r o s p e c t s  Eor 1955 were more u n c e r t a i n  t h a n  t h o s e  which  had 
emerged f rom t h e  B o a r d ' s  p r e v i o u s  rcviews cf Nex izan  economic  p o l i c i e s ,  

I n  summar iz ing  M e x i c o ' s  p e r f o r m a n c e  d u r i r s  1.984, M r .  D a l l a r a  remarked  
t h a t  good p r o g r e s s  had been  vade  i n  r e a l  economic  growth, employment,  t h e .  
b a l a n c e  of  payments ,  a n d  wage r e s t r a in t .  ImprovemenLs had b e e n  o n l y  f a i r  
i n  t h e  a rea  of s a v i n g s ,  i n v e s t m e n t  and t h e  f i s c a l  b a l a n c e ,  a n d  probab;y 
somewhat d i s a p p o i n t i n g  w i t h  r e g a r d  t o  i n f l a t i o n ,  r o n e t a r y  r e s t r a i n t ,  a n d  
impor t  l i b e r a l i z a t i o n .  The t a r g e t s  f o r  growth  and f o r  t h e  c u r r e n t  a c c o u n t  
s u r p 1 . u ~  had b o t h  been  e x c e e d e d ,  and  t h e  r a t e  of employment had c o n t i n u e d  
t o  improve s i n c e  i t s  i l p t u r n  i n  t h e  midd le  of 1983. T h e  i n v e s t m e n t  and  
s a v i i i g s  r a t i o s  had been  somewhat h i g h e r  t h a n  e x p e c t e d ,  a l t h o u g h  b o t h  
r e m i n e d  below t h e  l e v e l  c o n s i d e r e d  n e c e s s a r y  For t h e  p e r i o d  a h e a d .  

Al rhough t h e  f i s c a l  d e F i c i t  c o n t i n u e d  co d e c l i n e ,  i t  had o v e r s h o t  
the end-of -year  c e i l i n g  f o r  1 9 8 4 ,  due i n  p a r t  r o  t he  d e l a y  j n  i n t e r e s t  
payments  by t h e  Government  t o  t h e  Rank o f  Mexicc,, Mr. DalLara  n o t e d .  
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I n d e e d ,  i t  a p p e a r e d  t h a t  t h e  t r u e  d e f i c i t  i n  1984 might have  been  c l o s e r  
t o  6.9 p e r c e n t  of  G D P  t h a n  t o  t h e  r e p o r t e d  6 . 2  p e r c e n t .  The d e l a y e d  
i n t e r e s t  payments  would have  t o  be  made d u r i n g  1985, e d d i n g  t r ,  t h e  
d e f i c i t  and n e c e s s i t a t i n g  t h e  i n t r o d u c t i o n  of a neo c e i l i n g  o n  i n t e r e s t  
paymen t s  t o  avo id  a r e p e t i t i o n  of t h e  p rob lem i n  1985. N e v e r t h e l e s s ,  h e  
was i m p r e s s e d  by t h e  a u t h o r i t i e s '  a m b i t i o u s  t a r g e t  of  r e d u c i n g  t h e  1985 
d e f i c i t  r a t i o  t o  4 . 1  p e r c e n t  of  G D P .  The r e s t r i c t i v e  measu res  t h a t  had 
b e c n  t a k e n  in F e b r u a r y  a n d  March were welcome, a s  w a s  t h e  a d d i t i o n a l  c u t  
of MexS200 b i l l i o n  i n  p u b l i c  s e c t o r  o u t l a y s  i n  t h e  r e m a i n d e r  of 1985.  
On? q u e s t i o n  r ems in ing  was w h e t h e r  t h e  b u d g e t a r y  c u t s  were aimed a t  o b s e r v -  
i n g  t h e  4 . 1  p e r c e n t  c e i l i n g  i n  t h e  d e f i c i t / G D P  r a t i o  o r  w h e t h e r  t h e y  were 
meant L O  r e d u c e  the  d e f i c i t  r a t i o  even  f u r t h e r .  A c h i e v i n g  t h e  a g r e e d  
b u d g e t a r y  t a r g e t s  would  n o t  o n l y  e n a b l e  t h e  a u t h o r i t i . e s  t o  m a i n t a i n  t h e  
p rogr , s s  t h e y  had e s t a b l i s h e d  e a r l i e r  but a l s o  s t r e n g t h e n  t h e  c r e d i b i l i t y  
of Mexico ' s  o v e r a l  1 a d j u s t m e n t  e € f o r t .  

D e s p i t e  t h e  s t a f f ' s  p o s i t i v e  a s s e s s m e n t  of  mone ta ry  d e v e l o p m e n t s  i n  
1984 Mr. D a l l a r a  c o n t i n u e d  monetary  a g g r e g a t e s  had exceeded  e x p e c t a t i o n s  
and  some r e a l  d e p o s i t  i n t e r e s t  r a t e s  were s t i l l  n e g a t i v e .  W h i l e  r e c o g n i z -  
i n g  t h a t  t h e  expans ion  had been  c o n c e n t r a t e d  g e n e r a l l y  o v e r  t h e  l a t t e r  
p a r t  of 1.984, h e  wondered w h e t h e r  t h e  mone ta ry  a g g r e g a t e s  c o u l d  n o t  have 
been  mOre ca re :u l ly  m i i a g e d .  A l though  t h e  rea l .  i n t e r e s t .  r a t e  o n  3-month 
d e p o s i t s  a t  t h e  end of t larcl i  1985 had been  p o s i t i v e ,  t h e  r a t e  had been  
n e g a t i v e  a t  t h e  end of 1984 a l o n g  w i t h  a n e g a t i v e  r a t e  on l2-month 
d e p o s i t s - - a  p r o b l e m a t i c  s i t u a t i o n  c o n s i d e r i n g  t h e  need t o  a v o i d  c a p i t a l  
f l i g h t .  I n  a d d i t i o n ,  unde r  t h e  new bank L a w  of December 1 9 8 4 ,  t h e r e  
a w p e a r r ~ I  to have aeen a s u b s t i t u t i o n  of o n e  kin:! ~f d i r e c t  c r e d i i  c o n t r o l  
f o r  a n o t h e r  t h rough  the t e r m i n a t i o n  of t h e  r e q u i r e m e n t  t h a t  bank r e s e r v e s  
b e  o n - l e n t  t o  t h e  Goverrment  and t h r o u g h  t h e  i n t r o d u c t i o n  of  a p o r t f o l i o  

. i n v e s t i n e n t  r e q u i r e m e n t .  I t  would be i n t e r e s t i n g  t o  know t h e  p u r p o s e  of t h e  
c h a n g e  and t h e  s u b s e q u e n t  p r o s p e c t s  f o r  r e d u c i n g  d i r e c t  c r e d i t  c o n t r o l s .  

Recen t  i n f l a t i o n a r y  t r e n d s  i n d i c a t e d  t h a t  government  wage p o l i c i e s  
had tiad v i s i b l e  p s y c h o l o g i c a l  e f f e c t s ,  Mr. D a l l a r a  o b s e r v e d .  The  s h a r p  
d e c l i n e  i n  r e a l  u rban  minimum wages and r e a l  wages i n  m a n u f a c t u r i n g  i n  
1963 must have h e l p e d  t o  s t r e n g t h e n  t h e  f i n a n c i a l  p o s i t i o n s  of e n t e r p r i s e s  
and  f o s t e r  i n v e s t m e n t  i n  j o b  c r e a t i o n .  R e c e n t l y ,  however ,  t h e  minimum 
wage had been i n c r e a s e d  by a f u r t h e r  18 p e r c e n t ,  a n  a c t i o n  whose a p p r o p r i -  
a teness  o r  i n a p p r o p r i a t e n e s s  was d i f  € i c u l t  t o  assess w i t h o u t  knowing 
w h e t h e r  f u r t h e r  ad j u s t r n e n t s  wou3.d be rnade d u r i n g  t h e  c o u r s e  of t h e  y e a r .  

While the  process  of impor t  l i b e r a l i z a t i o n  was o f t c n  d i - f f i c u l t  a t  
t h e  b e g i n n i n g  of a n  a d j u s t m e n t  program,  p r o g r e s s  had been  i n s u f f i c i e n t  
u n d e r  t h e  ex tended  a r r a n g e m e n t ,  Mr. D a l l a r a  c o n s i d e r e d .  T r u e ,  i t  was n o t  
uncommon in t h e  i n i t i a l  s t a g e s  o f  a n  e x t e n d e d  a r r a n g e m e n t  f o r  s u b s t a n t i a l  
emphas i s  n o t  t o  be p l a c e d  o n  impor t  l i b e r a l i z a t i o n ;  bu t  d u r i n g  t h e  c o u r s e  
o f  ad  ju s t rnen t  e f f o r t s ,  d e l a y s  i n  i n i t i a t i n g  1 . i b e r a l i z a t i . o n  a t  a n  e a r l y  
s t a g e  would i n e v i t a b l y  mean more s u b s t a n t i a l  1 i b e r a l i z a t i . o n  l a t e r .  Thus ,  
h i s  c n a i r  s u p p o r t e d  a p o l i c y  of  l i b e r a l i z a t i o n  n o t  on1.y b e c a u s e  i t  
improved economic e f f i c i e n c y  , but a l s o  because  i t  h e l p e d  r e d u c e  i n f l a t i o n .  
He t h e r e f o r e  e x p r e s s e d  some d i s a p p o i n t m e n t  t h a t  a t  t h e  e n d  of  1384 o n l y  



a b o u t  1 7  p e r c e n t  of i m p o r t s  s u b j e c t  t o  l i c e n s i n g  hod been  l i b e r a l i z e d ,  
and t h a t  t h e  c u m u l a t i v e  g o a l  f o r  1985  w a s  t o  i n c r e a s e  t h a t  f i g u r e  t o  o n l y  
35-45 p e r c e n t .  The 1 i b e r a l . i z a t i o n  of 25  p e r c e n t  of i m p o r t s  f o r  t h e  t h i r d  
and  f i n a l  year  of  t h e  e x t e n d e d  a r r a n g e m e n t  r e f l e c t e d  s i g n i f i c a n t  p r o g r e s s ,  
but  i t  was n o t  a l t o g e t h e r  c l e a r  t h a t  t h e  t a r g e t  of 35-45 p e r c e n t  was 
a d e q u a t e .  4 1 ~ 0 ,  t h e  a u t h o r i t i e s  were g i v i n g  p r i o r i t y  t o  e x p o r t - p r o m o t i n g  
schemes s u c h  as t empora ry  i m p r t  r e g i m e s ,  r e t e n t i o n  of some e x p o r t  
p r o c e e d s ,  and  d u t y - f r e e  i.mport of some i n p u t s .  Whi l e  r e c o g n i z i n g  t h e  
p o s i t i v e  i n t e n t  of s u c h  m e a s u r e s ,  t h e r e  was a d a n g e r  t h a t  t h e y  c o u l d  end 
u p  s u b s t i t u t i n g  f o r  a n  3 p p r o p r i a t e  exchange  r a t e  p o l i c y .  

A l though  Mr. O r t i z  had s t a t e d  t h a t  t h e  r e a l  e f f e c t i v e  exchange  r a t e  
had d e p r e c i a t e d  i n  t h e  p a s t  t h r e e  months ,  t h e r e  had  been  a s t e a d v  ;ea1 
e f f e c t i v e  a p p r e c i a t i o n  of t h e  exchange  r a t e  i n  1983 and a f u r t h  . 
a p p r e c i a t i o n  i n  1984 ,  Mr. D a l l a r a  commented. Based on u n i t  l a b o r  c o s t s ,  
i t  was somewhat u n c l e a r  whe the r  t h e  p e s o ' s  c o m p e t i t i v e n e s s  had a c t u a l l y  
eroded--th.:re may e v e n  have been  some m a r g i a  f o r  a p p r e c i a t i o n  f o l l o w i n g  
t h e  e a r l i e r  s h a r p  d e p r e c i a t i o n  of t h e  p e s o .  I n  l i g h t  of r e s e r v e  d e v e l o p -  
m e n t s ,  c l o s e  m o n i t o r i n g  of t h e  r a t e  and a p p r o p r i a t e  a c t i o n  would be 
c r i t i c a l  t o  avo id  t h e  b u i l d u p  of a problem. C o n s i d e r i n g  t h e  movement i n  
c o n s u a e r  p r ices  and t h e  i n c r e a s e  i n  t h e  consumer  p r i c e  i n d e x  i n  e a r l y  
1985,  t h e  p r i c e  t a r g e t  € o r  1985 d i d  n o t  seem f u l l y  r e a l i s t i c ;  new assess- 
men t s  s h o u l d  he made on t h a t  f r o n t  t o  t a k e  a c c o u n t  of t h e  most  recent  
p o s i t i v e  d e v e l o p m e n t s .  In a d d i t i o n ,  t h e  Board s h o u l d  n o t  a p p r o v e  M e x i c o ' s  
r e m a i n i n g  m u l t i p l e  c u r r e n c y  p r a c t i c e s .  

D e s p i t e  a number of f a v o r a b l e  d e v e l o p m e n t s  i n  t h e  e x t e r n a l  a c c o u n t s  
d u r i n g  1984, r' 'ie Mexican a u t h o r i t i e s  s h o u l d  a d o p t  a more p o s i t i v e  and  
d e f i n i t i v e  stance i n  t h a t  area,  M r .  Da l la ra  remarked. T r u e ,  €o r  1985 a 
s u r p l u s  of a b o u t  $ 2  b i l l i o n  i n  t h e  c u r r e n t  a c c o u n t  c o u l d  be e x p e c t e d .  

a l thou 'gh  t h e  n e t  o u t f l o w  of 5 3 . 4  b i l l i o n  had been l ess  f a v o r a b l e  t h a n  
e n v i s a g e d .  I m p o r t s  had r i s e n  r a p i d l y  d u r i n g  t h e  f i r s t  p a r t  of 19C5, and 
t h e r e  was some d o u b t  as  t o  whe the r  t h e  i n c r e a s e  i n  n o n p e t r o l e u m  e x p o r t s  
of  more than  15 p e r c e n t  c o u l d  be a c h i e v e d .  The  s i g n i f i c a n t  l o s s  of 
o f f i c i a l  r e s e r v e s  i n  1985 was a l s o  a cause of c o n c e r n ,  a s  i t  might  imp ly  
c h a n g e s  i n  t h e  exchange  r a t e  p o l i c y .  And, a l t h o u g h  t h e  p r o s p e c t s  f o r  t h e  
b a l a n c e  of payments were n o t  pess imis t ic  o v e r  t h e  medium t e r n ) ,  inore 
e m p h a s i s  c o u l d  be p l a c e d  on & h e  r o l e  of f o r e i g n  d i r e c t  i n v e s t m e n t  i n  
s t r e n g t h e n l n g ' M e x i c o ' s  economic  g rowth .  Llhile t h e  Mexican a u t h o r i t i e s  
had p u h l i c i y  i n d i c a t e d  t h e i r  d e s i r e  t o  e n c o u r a g e  g r e a t e r  i n f l o w s  of 
f o r e i g n  d i r e c t  i n v e s t m e n t ,  t h e i r  s ta tements  l a c k e d  c r e d i b i l i t y  i n  l i g h t  
of t h e  c o n t i n u e d  m a i n t e n a n c e  of s u c h  i n v e s t m e n t  p e r f o r m a n c e  c o n d i t i o n s  as 
l o c a l  c o n t e n t  and e x p o r t  r e q u i r e m e n t s .  

' A l s o ,  p r i v a t e  s h o r t - t e r m  c a p i t a l  o u t f l o w s  had d e c r e a s e d  from 1983 ,  

I n  t h e  second y e a r  of t h e  e x t e n d e d  a r r a n g e m e n t ,  t h e  f a i l u r e  t o  cornply 
w i t h  t h e  & i s c a l  pe r fo rmance  c r i t e r i a  had had no  e f f e c t  on d i s b u r s e m e n t s  
t o  Mexico, s ince  p u r c h a s e s  had n o t  been  t i e d  t o  end-December p e r f o r m a n c e  
t a r g e t s ,  Ftr. D a l l a r a  o b s e r v e d .  H e  was t h e r e f o r e  p l e a s e d  t h a t  t h e  p h a s i n g  
a r r a n g e m e n t  had  been c o r r e c t e d  € o r  t h e  l a s t  y e a r  of t h e  a r r a n g e m e n t ,  i n  
a c r c r r l a n c e  w i t h  t h e  g u i d e l i n e s  a d o p t e d  by t h e  E x e c u t i v e  Board .  
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I n  r e t r o s p e c t ,  i t  was c lear  f rom t h e  s t a f f  r e p o r t s  and  f rom 
Mr; O r t i z ' s  s t a t e m e n t  t h a t  Mexico had made v e r y  good p r o g r e s s  d u r i n g  t h e  
f i r s t  two y e a r s  of t h e  e x t e n d e d  a r r a n g e m e n t ,  Mr. Dallara s t r e s s e d .  
Al though s u c h  p r o g r e s s  had been  h e a r t e n i n g  b o t h  f o r  Mex ico ' s  own economic  
p r o s p e c t s  and  f o r  t h e  b r o a d e r  p r o s p e c t s  of t h e  wor ld  economy, t h e  s l i p -  
p a g e s  t h a t  had o c c u r r e d  i n  l a t e  1984 and  e a r l y  1985  cou1.d l e a d  t o  s e r i o u s  
problems i f  t h e y  were n o t  c o r r e c t e d .  He hoped t h a t  t h e  a u t h o r i t i e s  would 
make t h e  l a s t  year of t h e  program a n o t h e r  year of p rogres s - -no t  mixed b u t  
c l ea r  p rogres s - - in  moving toward t h e  s u s t a i n a b l e ,  l o w - i n f l a t i o n  g rowth  
t h a t  was a t  t h e  h e a r t  of Mex ico ' s  economic  o b j e c t i v e s .  

The E x e c u t i v e  D i r e c t o r s  a g r e e d  t o  c o n t i n u e  t h e i r  d i s c u s s i o n  i n  t h e  
a f t e m o o n .  

D E C I S I O N  TAKEN SINCE FREVIOUS BOARD MEETING 

The f o l l o w i n g  d e c i s i o n  was adop ted  5y t h e  E x e c u t i v e  Board w i t h o u t  
m e e t i n g  i n  t h e  p e r i o d  be tween  EBM/85/?i, (615185)  and EBM/85/91 ( 6 / 7 / 8 5 ) .  

4 .  EXECUTIVE BOARD TRAVEL 

T r a v e l  by E x e c u t i v e  D i r e c t o r s  as  s e t  f o r t h  i n  EBAP/85/142, Supple-  
ment 1 ( 6 / 4 / 8 5 )  and EBAP/85/145 ( 6 / 4 / 8 5 ) - a n d  by A d v i s o r s  t o  E x e c u t i v e  
D i r e c t o r s  as s e t  f o r t h  i n  EBAP/85/145 ( 6 / 4 / 8 5 j  i s  approved .  

APPROVED: A p r i l  15,  1986 

LEO VAN HOUTVEN 
S e c r  et. a r y  



APPEND I X -- E ~ M / 8 5 / 9 1  - 6 / 7 / 8 5  - 18 - 

T a b l e  1: I n f l a t i o n - A d  j u s t e d  P u b l i c  S e c t o r  R e s o u r c e  F lows  

( I n  p e r c e n t  of GDP) 

1 9 8 1  1982  1983  1 9 8 4  

S o u r c e s  62.7 - 36.6 27.7 27.4 , 

T o t a l  r e v e n u e  
I n f l a t i o n  tax 
O t h e r  r e v e n u e  

29.4 
1 . 4  

28 .O 

34.2 
3.9 

30.3 

37 .o 
' 2 . 6  

3 4 . 4  

3 4  .o 
1.3 

32.2 

Real i n d e b t e d n e s s  
I n  t e r n a  1 
E x t e r n a l  

7 . 1  
1 .6  
5 " 5  

2:-5 
4.7 

23.8 

-9.3 
-4.3 
-5 .o 

-6.7 
-1.1 
-5.5 

62.7 Uses 27.7 27.4 - 36 .6  

T o t a l  e x p e n d i t u r e s  
C a p i t a l  
C u r r e n t  
Real i n t e r e s t  = 

( Nomi n a l  i n  t er es t 
f Exchange l o s s e s  
- I n f l a t i o n a r y  

d e p r e c i a t i o n )  

36.6 
13 .4  
22.7 

1 .5  
5.6 
2.4 

62.7 
1 0 . 6  
51.1 
24 .8  

8.3 
48 .4  

27.7 
7 . 7  

1 9 . 5  
-2 ;3 
12.9 
18.3 

27.4 
7 . 6  

1 9 . 2  
-0.2 
11.9 
12  .o 

-6.5 -31.9 -33.5 -24 .O 

O t h e r  1/ 21.7 27.3 22 .3  1 9 . 9  - 
Memorandum items 

S t o c k  o f  t o t a l  
p u b l i c  d e b t  2 /  

I n t e r n a l  d e b t  
E x t e r n a l  d e b t  

4 1 - 2  90.2 8 2 .  6 5 . 8  
17 .6  29 .O 27 .8  22.4 
23 .6  61.8 54 .3  4 3 . 4  

S o u r c e :  Banco de  Msx ico  e s t i m a t e s .  

- 1/ I n c l u d e s  e x t r a b u d g e t a r y  d e f i c i t .  
- 2 /  End-of -per iod  f i g u r e s .  




