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I. Introduction

The 1985 Article IV consultation discussions with Mexico and nego-
tiatinns for the third vear of the current extended arrangement were
held in Mexico City and Washington in the peried extending from October
30, 19Hs to March 21, 1985.1/ In the course of these discussions the
staff reviewed with the authorities the performance durina the second
vear of Lhe program.  In the letter of intent dated March 25, 1985 and
the attached Technical Memorandum of lnderstanding (EBS/8%/70, 3/25/85),
the Secretarv of Finance and Public Credit and the Director Ceneral of
the Pank of Mexicn assess the performance during the second vear of the
arrangement and describe the economic pnlicies af the Government «of
Mexico foar JURS,

The Mexican representatives in the consultation discussinns Included
the Secretarv of Finance and Public Credit; the Secretary of Budget and
Planning: the Directnr General of the Bank of Mexico; the Under Secretary
oF Finance and Public Credit; the lUnder Secretary of Planning; the
IImder Secretarv of External Trade; the Under Secretary of Natinnal
Banking: the Under Secretarv of Budget Control: and senior afticials of
various ministries, the Bank af Mexicn, puhlic enterprises, and other
government agencies.

The extended arrangement with Mexico was approved by the Fund's
Fxecutive Board on December 23, 1982 (ERM/82/1/8), At that time,
macroeconomic targets for the three—vear period [983-85 and perfoarmance
criteria for the first program vear were established (see EBS/RZ/208,
P1/412/82, and its supplements): Mexico also undertaok to hold consulta-
tions with the Fund before the beginning of the second and third program
vears in order tn establish suitable performance clauses fnr each of
these periods. The program for the second vear of the arrangement was
approved by the Fond's Executive Board on Marell 2, 1984 (EEM/84/35) and
was described in EBS/HA/1 (1/3/84) and its supplemernts. The arrangement

1/ Mexiecn has accepted the oblizations of Article VIITIL, Sectinns 2,
I, and 4. A sraff mission consisting ot Messrs. Puinl (Head-WHD),
Gil fiaz (WHU), Katz (FAD)Y, Leite (CED}, Neuhaus (ETK}, Valdivieso
(WHDY, and Ms. Toso (Secretarv—+wWHD) visited Mexien City from Uctober 30
Lo November |h, 1984 to start the disenssions which provided the
basis for this paper. The discussions were continued in Mexico on
December A=7, 1984 hy Mr. Beza and Mr, Pnjol (both WHD). In mid-
December 1984 a Mexican team visited Washington, D.C., and this was
Followed hy another visit to Washington in mid-January 1985, Mr. Pojol
and Mr. Valdivieso {both WHD} visited Mexico Citv .lanuary 2.-25, 1985,
The full staff mission returned to Mexicn Citv Februarv [1, through
HMarch 8, 1985 and a Mexican team visited Washington, D.C., March 11-173,
[955.,  The consultation discussions were contimed by the Fund missinn
aon March 15=-20, 14925 in Mexica City and concluded on March 21 in
Washington, bD.C. Hr, Fedro Perez, bKzecutive Rirector for Mexico, and
Mr. Cuillerme ortiz; Alternate hExecutive Director four Mexziceo, partici-
pated in the main policy discnssions,



provided for Mexico's aceess to Fund resources for the equivalent of
SDR 3,011,225 million over the three vear period {450 percent of the
SDR 80205 million guota in effect at that time), of which SDE 200,615
million was under the first credit tranche and SBR 3,410,425 millinn
was under an extended arrangement.

Mexico made all scheduled purchases imder the EFF during 1953 and
1984 and as of April 30, 1985 the Fund's tntal credit cutstanding to
Mexicn stood at 2ith.h percent of Mexicn's present quota of SDR ], [65,5
million, of which SDR 1,304,101 mitlion (111.Y percent of quota) was
financed from ordinary resources and the remainder from borrowed resources
under the policy of enlarged access. The extended arranvement for Mexico
provides for purchases of up to SDR I,203,7 millien for the third vear
of the program; it is proposed that the purchases be phased evenly in
four instal lments with the first purchase te take place shortly after
Board appreval of this vear's program, the next twe purchases to take
place bv the end of Aungust and November 1955, and Lhe last one in earlv
l198r (Table 1), 1t is intended that the first purchase he contingent
upon Board appraval and the observance of the performance criteria
estabhlished for the end of March 985, that the second purchase he
continzent on the pertormance criteria escablished for Lhe end ot June,
that purchases after September 30, 1985 be contingent upon compliance
with the corresponding performance criteria and the conclusion of
the review clause mentioned in paragraph 8 of the Technical Memorandum
of Inderstanding attached to the letter of intent, and that the purchase
to take place in early 19856 be contingent upon the ohservance of the
December 1985 performance criteria. Full utilizatinon nf the extended
arrangement wnuld raise the Fund's credit to Mexico tn 309.8 percent of
Mexico's quota. Further information on Mexicn's retatinns with the
Fund is presented in Appendix T.

The last Article IV consultation with Mexico was held in the perind
May 2-23, 1944 in Mexico City. The resulting reports (SM/RA/155, 7/2/84,
and SM/34/1r5, 7/160/84) were considered by Lhe Execntive Board at
EBM/RA/177 on July 3, 1953, In that meeting, Executive Directors com-—
mended the authorities for the implementation of adjustment policies that
had made possible a major turnaround from the ecnnomic crisis that had
atffected Mexico tn 1982, The balance of payments had been strengthened
siagnificantly, price performance had improved, and economic activity was
showing signs of recoverv. Instruamental to these achievements had been
the pursuit of appropriate fiscal, monetarv, and wage policies. Directors
noted the zains in competitiveness that had been attained through a major
currencv depreciation in the early stages of the program and recognized
the positive impact that such a measnre had had nn the halance of pavments,
bt they expressed concern about the rate of depreciatinn of the peso
lagging behind the inflation Jdifferential bhetween Mexico and its main
trading partners; they also envmuraged the authorities to seek a prompt
unification nf the dual exchanve market. Concern was indicated bv some
Directors aover the limited progress in liberalizing imports and emphasis
was placed nn the need to accelerate the process of liberalization.
Directonrs welcomed the advances made in restructuring the publiec and




Table 1. Mexico: The IMF Position (December 31, 1982-December 31, 1985)1/
Trans-— Trans— Trans-
actions act ions actions Projected Transactions During Third Program Yemr
in 1982 2/ in 1983 in 1984 May-July Aug.-Oct. MNov.-Dec. Jan.~Feb.3/ Total
(In millions of STRs)
Purchases 200.6 1,003.2 1,203.8 295.8 302.6 302.6 302.7 1,203.7
Nrdinary resources 200.6 501.6 601.9 0.0 —_ — — 20.0
First credit tranche (200.6) (- (=) (—) (—) (—) (—) (—)
Extended arrangement (—) {501.6) (601.9) (20.0) (—) (—) (—) (20.0)
Borrowed resources — 501.6 601.9 275.8 302.6 302.6 302.7 1,183.7
Repurchases = = = = = = = el
Total credit outstanding
(end of period) 200.6 1,203.8 2,407.6 2,703.4 3,006.0 3,308.6 3,611.3 3,611.3
{In percent of quota)
Purchases 17.2 86,1 103.3 25.4 26,0 26.0 26.0 103.3
Total credit outstanding
(end of period} 17.2 103.3 206.6 231.9 257.9 283.9 309.8 309.8

Source: Internatiomal Monetary Fund.

1/ Partials may not add up to totals because of rounding.
2/ There were no purchases outstanding prior to December 1982, For more details on the transactions with the Fund, see

Apperdix T,

3/ Tlast purchase is expected to take place at the begimning of 1986 on the basis of performance through December 31,

1985,



private external debt and in eliminating external payment arrears. They
concluded by expressing their support for the policies being pursued by
the Mexican authorities which they viewed as contributing importantly to
the reestablishment of the conditions for a sustained economic expansion,
although thev noted the need for perseverence with the adjustment pro-
gram, particularly in regard to its structural aspects.

[1. Background Developments

Following a period of several years of rapid economic expansion,
Mexico experienced serious economic difficulties in 1982. The large
rise in public spending that deminated aggregate demand developments in
the period 1979-82 led to a surge of imports, financed by a growing
reliance on foreign borrowing, and a sharp increase in domestic costs and
prices which ernded Mexico's international competitiveness and weakened
the balance of payments. The deterioration in the public finances became
more pronounced after the softening of the international oil market in the
second half of 198l. As a result, the overall public sector deficit 1/
reached the equivalent of almost 15 percent of GDP in 1981 and 18 percent
of GDP in 1982 (Table 2). This growing fiscal gap was covered by a
very large volume of foreign borrowing and bv increasing the share of
domestic financial savings channeled to the public sector at the expense
of credit to the private sector.

The deterioration in the public finances and the accelerating rate
of inflation raised doubts about the appropriateness of existing economic
policies and resulted in recurring episodes of capital flight (Charc 1}.
Although efforts were made during the course of 1982 to stabilize the
economy, they pronved insufficient and the situation continued to deteri-
orate. In the third quarter of 1982 Mexicn's access to International
capital markets was drastically curtalled, and in September 1982 the
authorities nationalized the private Mexican banks and introduced gen-
eralized exchange controls. By the fourth quarter of 1982, the Mexican
economy had entered into a severe recession, inflation had accelerated
to a rate of 10 to 1l percent per month, international reserves had
been virtually depleted, and external pavments arrears had accumulated.

In late 1982 the Mexican authorities adopted a comprehensive

economic program designed to deal with the crisis, and Fund support

was sought for this program in the form of an extended arrangement. The
program aimed at restoring the medium—term viabhilityv of the economy
through a lowering in the public sector deficit while reducing reliance
on foreign financing, increasing domestic savings, and pursuing ponlicles
to enhance economic efficiency. Particular emphasis was given to the
objective of slowing inflation in order to create the conditions for a

1/ The public sector as defined under the program covers the opera-
tiens of the Federal Government and the nonfinancial public sector,
but excludes the operations of the government-owned financial insti-
tutions.
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Table 2, Mexico: Summary Accounts of the Fublie Rector

tIn percent of GOF)

[REY)
1984 vriginal
1981 198l 1983 FProgram Actual! Budget 1/
bl e accto0 revenye 17,4 14w NI Jlad
Tames o petrolenm sector wl i - LN h, o
vthet Tederal Zuvernment Lades 1. lov, T I
Mher tederal goveriment revenue Nnoo 1.1 t,r b (AR
Soclal soevurity contriburionsg oA HAA [ 2ad 1.9
bederatl District n, 3 [EF} v (X, n,.t
Uperatine surplns or public
entarprisces tnet} 2.3 a,h 7.7 Y} 7ol 7.9
FEML ¥ (4,..0) {h.5%) luav) (4,49) (4.2) (H, )
Elevtricuiey (=03 (=.ny (=1,1) (-0ad) (-0, (—u.7)
CUNANLEFG (=l.41 4-u.R) (-1.4; (-0.9)y (-1.3) (-0.5%)
Eailwiuns (-.41 (=u.2) {-0.13) {~=)y (-u.D (==}
Uther thyly (=03 {-0.4) (=N, (-u.l) (-0l
Lews: pades pard by public
entuepl ises -4.0 4 -6.4 —h.! -5.9 -n,.
vapital reseune ot public
“nterprises 0, (I o, - - --
Fablic sector expenditure 27 z.0 KL 0.7 Shoa :
Lol FAmEND Cansumpt Lo - T3 1.3 You T o
Waze: and salaries {90a) thoil) e, %) f 3,49 [
Dade And vel v Lo toaA t3. 1 o5 L5 LSRN
Trancters to local gavernments 12,000 QRO (I [ 1202
Current transters and suhsidies 3.0 ) .4 2.1 1.4
Interest payments 3.1 S.b w7 fauo b7
Lxchange losses - 4,1} .6 0.1 0.7
Financing requirements, rest
of public sectoar {net13/ 1.9 ) 1.2 Uu? 1.7 n.2
OF which:  local gevernment  /0.2/ /0,2 ot/ Tosdd 102 Towdd
lInclassltied (Ajenas} 1.1 0,5 0.2 0,2 0,4 1.1
Capital cxpenditures 13.1 lizon 7.7 Al n.b 7.%
Flaed tnvestment (12,8 (a2 (7.0 (8.0 (h.2} 17.%)
41 which: PEMEYX fa.9f 3.0/ f2.0af 2.0/ FALYi f1.74
Financial investment anod
ather 47 [ ] [ [,k L~—) (0.2 [
Uverall balance la.t -17.8 -h,5 -5.3 ~h,t —4.5
Foreign financing (net) T.l 7 1.4 A 1] 0,1
Tomeestic tinancing (net % Tl Taol 5.1 il 4.7 L.
Memorandum ifems
Petraleum exports 5.9 d.n 1.3 1,1 ALl
Current balance of pnblic sector -1,0 -7, =-1.u -2.5 2.9
Current halunee excluding FEMEX LR R -11.4 7.4 -5,
Dperatime expsnditare of
publie enterprises (. Il.0 1.2 Il.e Ii.6 1, 3
chF fn hillions of Mexican
pPEsas S, RT74 woali L7, 14r 27,7000 29,430 al oon

aourees: Secretariat of Flnance and Pablic Credit; Secretariat of Propgramming
and Fudget; and Fund staff estimates.

I/ The ariginal budger for !985% has been revised for purpases of the program
an the basls ol measures 3dopted In February and March 1985%. The detalls of
these revisions are presented in Table #,

=/ kxelusive of operating expenditnre of public enterprises. Net operacing
surplus ot publliec enterprises is shown under poblic sector revenue,

3/ Includes rasidual [inancing of the noncensolidated publis sectar.

4/ Includes acquisitian of praperty,

5/ Ditfers from the Jdomestle financing appearing in Table 10 because banking
system credit to the public secror funded with foreign resources 1s classifiled
here as Forelgn tinancing.



return of confidence and the resumption of sustained growth. The
program sought Lo assure external competitiveness through an immediate
sharp devaluation of the Mexican peso and the adoption of a flexible
exchange rate policv. Liberalization of the exchange and trade svstem
also was planned. These policies were reinforced by major efforts to
elimipate external pavyments arrears and to restructure both the public
and private external debt.

.  Developments in 19843

The successful implementation of the program during 1983 resulted
in a major turnaround Iin economic conditions. The fiscal deficit
declined from the equivalent of about IR percent of GDP in 1982 to
8 1/2 percent in 1983. This strengthening of the fiscal situation
facilitated an appreciable deceleration Iin the growth of the monetary
and credit agaregates which, supported by a woderate wage policy and
appropriate exchange rate and interest rate adjustments, served to
reduce existing Iimbalances and move Mexico awav from the crisis atmo-
sphere that had prevalled in 1981-32.

Domestic inflation declined sharply in 1983--particularly in the
second half of the year. Contributing to this result was not only the
tightening of demand management policles but also the pursuit of a
moderate wage policy. Minimum wages rose bv just under 45 percent, well
below the Bl percent rate of inflation experienced in 1983; it should
be noted that approximately one third of the inflation recorded in 1983
was accounted for by corrective price increases in public sector gnods
and services or in items subject to price contrels {(Chart 2)., With
regard to output, the contraction that occurred in late 1982 and early
I983 resulted in a fall of more than 5 percent in real GDP for 1983 as
a whole. However, by the last quarter of 1983 there were signs of a
recovery, Including a rise in total employment (Chart 3).

The impact of the adjustment program during 1983 was particularly
evident in the balance of pavments. The current account shifted from
a deficit of USS5 1/2 billion in 1982 to a surplus of over USS5 billion
in 1983, and the overall balance moved from a deficit of nearly USS7
billion to a surplus of US$5 1/2 billion (Table 3). This swing in the
balance of pavments was to a large extent the result of a very sharp
cutback of imports and the virtual cessation of capital flight. The
strength of the current account and the avallabilitv of some USS4.7
biliion in net nfficial capital permitted Mexico to rebuild its inter-
national reserves and repav a large part of the external arrears that
had accumulated in 1982,

A kev element in the turnaround of the balance of payments and
fiscal situation in 1983 was the sharp devaluation that took place in
December 1982. 1Tn that month the Mexlican autharities announced the
replacement of the generalized system of exchange controls that had
prevailed since September 1982 by the introduction, on a temporary
basis, of a new dual exchange system consisting of a controlled market
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Table 3. Mexicn: Summary Balance of Payments, [Y¥1-35
{In billions of U.5, daollars)
L9a4 1955
19&1 INE 1953 Prog. Actual |/ Froj.
Current account -13.9 -5.h 5.2 —1.0 Gl Il
Trade balance -3.1 7.7 [3.t 4,9 (1.9 (1.8
Fxports, f.oub. 20,49 22,1 2301 734G 5.2 5.8
Petroleum and
derivatives tla,n) (1h,5)  (in,N) (la.3) (lnok) (15.7)
Other (b.3) L5ah} (7.1 (7401 {S.h} (To.0)
Imparts, f.ouh, =240 -l4.4 ~He D -la.n -11.3 =la.0
Public sectar (—R.R) (=5.4) (-4.3) (-h.2) (-4.K) (-4.,%)
Private saector (-15%.2) ¢-9.N) (=4.2} (-7.8) {(-b.3) (-9.5)
Travel .2 fleh bt 1.3 1.4 [
Border transactions - -, ! -0.3 n,.2 LT —1.5
Factor income 4.5 -11.7 -9.h =iy 1.0 3.4
Interest on poblic
debt -5.5 = . 7.4 -4.2 -5, 0 -7
Nncher interest
payments -2.9 -1, 4 -2, -3.2 -2.0 -2.h
tither -l =45 0.7 1.5 | .4 .1
Other services and
transfers (net) -1.5 =20 -0, 7 -1.5 =1.n 1.2
Capital account 15.1 -1.2 1,4 3.0 -1.1 =l
afficial capital (net! 17.5 | el el 2.2 .l
Medium— and long-term {9.0) {(G.n3 Lln.n (3.%) (o) (vaa)
Short—-term (net) (R.8) Cla2)Y (=11.3 [ (. [
Frivate capital 247 5.0 —d.d 1.0 -3.3 -1.7
Long=term (4.0) 12.1) (2.11) [ (.1 [
Short-term and errors
and nmissions (-h.7) (=10,1Y (-h.4) (o) (=740 (eaa)d
SDR allecation and
gold valuation = i i - - nkad
Monetary authoricies
(increase =) -1.2 Fo B ~8.5 =2, -3.n -0, 5
0Of which: Aarrears —— [ {0 =1, 3 -3 --
(E'.nd c'1f periﬁd)
Memorandum items
Net international
rescrves 4,9 -0 1.5 5.5 ST FIA
Gross reserves 1S in
months of merchandise
imparts 1.8 0.l L9 . 7.4 7.5

Sources:

Mexiran authorities;

1/ ¥reliminary estimate.

2/ Excludes yold and pavment ayreements.

and Fund stati estimates.



covering about B8( percent of external transactions and a free market
covering the remaining transactions.l/ All operations in the controliled
market are carried out for the account of the Bank of Mexice, while the
free market is operated by the commercial banks, with the Bank of

Mexico keeping open the possibility of intervening in that market.

The exchange rate initially set in the controlled market on
December 20, 1982 involved a depreciation in terms of Mexican pesos per
U.S. dollar of some 35 percent in relation to the previous "ordinary”
rate and of 90 percent in relation to the previous “preferential rate”.2/
Following this inictial devaluation, the Mexican peso in the controlled
market was depreciated daily in relation to the U.S. dollar by predeter-
mined amounts {initially at Mex$0.13 per U.S. dollar a day). The free
market opened on December 20, 1982 at about Mex$150 per U.S. dollar (a
rate somewhat more depreciated than the rate then being quoted in the
parallel market); after a small appreciation, the free market rate
remained virtually unchanged in the range of MexS$147-149 until late
September 1983, when the rate of depreciation of Mex$0.13 per day in
relation to the U.8. dollar was also extended to the free market.

Following negotiations with foreign creditors, Mexico reached agree-
ment on a new USS5 billion loan from commercial banks in March (983,
Moreover, a total of US$18.8 billion of external public sector short- and .
medium~term obligations falling due between August 23, 1982 and December 31,
1984 were restructured over a period of eight years, with a four-year
grace period. Negotiations also were undertaken with commercial banks
and other private forelgn creditors for the refinancing of a total of
close to US$12 billion of private sector external obligations at maturi-
ties that ranged from six to 12 years, with a three- to four~year period
of grace. Moreover, official credit agencles abrecad were approached
on the restructuring of Mexican private sector obligations which had
recelved guarantees from these agencies. In June 1983 agreement was
reached on the principles that would govern the restructuring of about

1/ Three other special rates were established applying to forward
cover contracts under the FICORCA scheme for the repayment of specified
private sector medium- and long-term obligations outstanding as of
December 10, 1982 with foreign financial institutions. The deadline
for entering into the FICORCA scheme was end-November 1983; therefore,
no new operations have been registered at these special rates after
that date. One other special rate was maintained for the settlement of
certaln obligations contracted by financial institutions and leasing
companies during the period when the generalized exchange controls were
in effect; all transactions eligible for this special rate have now been
completed.

2/ The exchange rate system in place before then had involved, since
August 5, 1982, a two-tier exchange rate, with a "preferential rate”
applicable mainly to sgles of exchange for the servicing of external .
debt and the purchase of wost imports, and an "ordinary” rate applicable
to other transactions. TFollowing the introduction of generalized
exchange controls, a parallel market developed.



USS1 billion of private debt guaranteed by official creditors abroad;
developments with respect to the signing of individual bilateral agree—
ments are described below.

2. The program for 1984 and developments in the second program year

The program for 1984 envisaged the continuation of the policy
approach adopted in late 1982, with a further strengthening of the pub-
lic finances complemented by restrained financial and incomes policies
and a further liberalization of controls over domestic prices and exter-—
nal transactions. The overall public sector deficit was to be reduced
by an additional 3 percentage points of GDP, to 5 1/2 percent of GhP,
The program targeted a further increase of USS2 hillion in net inter-
national reserves Iin 1984 and full settlement of remaining external pay-
ments arrears, with public sector net external borrowing being limited
to USS4 billion. On the basis of the policies heing implemented, econ-
nomic activity was expected to recover gradually, with real GDP rising
by 1 percent, while inflation was expected to decline to a 12-month rate
of about 40 percent by December 1984.

Despite some slippages, Mexica's performance under the adjustment
program during 1984 continued to bhe positive. Economic activity
strengthened significantly in response to the growth of non-nil exports
and a recovery of private investment, Preliminary official estimates
indicate that real MDP rose by 3 1/2 percent in 1984, compared with the
1 percent rise envisaged in the program. The balance of pavments
remained strong, with the trade account registering a positive balance
of almost USS14 billion and the current account a surplus of more than
USS4 billion. In contrast to 1983 when imports fell sharply, the
strength of the trade account in 1984 reflected in large part the rise
in nonpetroleum exports—-they went up bv 26 percent--rather than a very
low level of imports. In addition, there was an improvement {n the
behavior of the private capital account (including errors and nmissions).
Net international reserves rose by about USS$3 billion {(compared with the
U552 billion contemplated in the program), notwithstanding a lower than
programmed utilization of net official external borrowing (US$2.2 bil-
lion, compared with the 1S54 billion that had been planned). All
remaining external pavments arrears, scheduled to be eliminated hefore
yvear—end, were fully settled by the end of the first quarter of 1984,

The program's aim with respect to the reduction in inflation during
1984 was not met. Although the inflation rate came down bv some 12 per-—
centage points, the 12-month rate of inflation in the period ended
December 31, 1984 was 59 percent, suhstantially in excess of the 40 per-~
cent sought under the program. A combination of factors contributed to
this result, including large adjustments in controlled prices In the
early months of 1984, a slower pace of import liberalization than had
been envisaged, a higher minimum wage award than had heen implicit in
the program, and a somewhat looser demand management policy--particularly
in the latter part of the vear.




The general Lliberalization of dnmestic prices and adjustment of
public sector prices started in 1983 was continued during 1984, and
adjustments in controlled prices continued to exceed the rise in prices
not subject to gnvernment control during 1984, However, the process of
freeing imports from prior licensing and other administrative barriers
did not proceed at the speed originally expected, and by the end of 1984
less that 17 percent of total imports had been freed from import permits.
The maintenance of the trade barriers gave many domestic producers a
monopolistic or an oligopolistic position at a time when contrnls over
drmestic prices were heing relaxed.

Minimum wages were raised by 30 percent on January 1, 1984 {(com-
pared with the 25 percent granted at the beginning of 1983) and then by a
further 20 percent In June 1984 (compared with 15,53 percent in mid-1983).
The cumulative increase of minimum wages was 57 percent during 1984,
comparad with just under 45 pevcent during 1983, These wage increases
seem to have contributed to a downward rigidity in intlatlonary expec-—
tations during 1984.

Demand policies hecame somewhat relaxed toward the second half of
the vear. In August 1984, the contingency expenditure reserve provided
for in the budget was released. Credit policy alsco became somewhat
looser toward the end of the year at the same time that the demand for
private credit, which had remained depressed in the early part of the
vear, began to pick up.

The public sector's economic deficit 1/ for 1984 reached Mex$l,826
billion on a cash basis (the equivalent of A.2 percent of GDP), which
was lower in proportinn to GDP than the one registered in 1983, but in
excess of the limit of MexS1,524 hillion (5.5 percent of GDP) envisaged
in the program for the vear as a whole (Table 4). 1In addition, the
pavment of some MexS$200 hillion of interest due bv the Government to
the Bank of Mexico at the end of 19384 was postponed to 1985: if these
interest pavments due but not paid were taken into account, the public
sector deficit on a commitment bhasis would be close to 7 percent of GDP.
The deviation of the puhlic sector deficit from the limits established
in the program occurred in the latter part of the vear and was largely
due to higher current expenditures. While in nominal terms revenues of
the public sector exceeded the original yearly target and dishursements
for LInvestment were slower than hudgeted, outlavs for interest payments
and for goods and services were higher than their original approprilations.
The rise in these pavments reflected not only the higher than programmed
inflation, which affected the level of domestic interest rates, but
also some apparent relaxation of expenditure controls.

1/ The public sector economic deficit as defined in the program
excludes the net lending operatinns undertaken by the development banks
and official trust funds (which are estimated to have amounted tn about
l.4 percent of GDP in 1984)., These credit cperations are covered in
the program under the financial intermediation ceiling.
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Table 4, Mexico: Summary Public Sector Operations, 1982-85

954 1985
1982 1983 Program Actual Budget Program

(In billirns of Mexican pesos)

(verall deficic -1,679 -1,464 -1,524 -1,82h -1,922 -1,7K5
Public sector receipts 1/ 2,850 5,895 B,993 9,420 13,015 13,745
Perrnleam expores B2 1,939 2,784 2,780 b, 477 1,541
Other PEMEX receipts 156 h01S I n9n 997 1,552 1,577
Other public enterprises U5 REL 1,5h3 1,701 2,632 2,632
Federal Covernment 1,070 2,00 2,892 3,20 5,003 4,922
Social security K1 4725 a2 bk H 3t 9ER
Federal District 2h 41 48 59 85 #5
Public sectar vutlays 1/ 4,529 7,359 10,517 11,24n 15,537 15,530
Operating expenditure 2/ 1,574 2,h30 3,942 4,909 b,050 h,n21
Interest payments J2i1 2,181 2,219 3,098 4,195 4,468
Current transfers 152 R7Y P, 213 1,211 1,771 | ,h%h
Nther current outlays 3/ nEH 151 311 541 79 29h
Capital expenditure 9494 1,314 RN I L, A90 3,242 3,087
Memorandum item
Current account -h4R -1h7 h&0 L0 1,255 1,23h
Change in
GDP Share
Actual Program 1984 1985
19582 1953 1984 1985 1982 1984
(In percent of GDF)
verall deficit -17 .8 -5.5 bl 4.1 Il.6 2al
Public sector receipts 1/ 3.3 3.4 2.0 il.b 1.7 -0 .4
Fetroleam exports Hob 11.3 9.4 3.1 n.K -1.1%
Uther PEMEY receipts 1.7 3.5 3.4 1.6 1.7 .2
Other public enterprises 5.4 5.2 5.8 L D4 .3
Federal Government Ll.4 1.7 10.9 11.3 0.4 N4
Sncial security 3.0 2.5 2.3 U 0.7 --
Federal Districe .73 .z .2 0.z -0 --
Public sector outlays 1/ LB.1 42.9 38.2 35.7 -9.9 -2.5
OperatIng expenditnre 2/ 1A R 15.3 15.7 13.5 -1.9 -1.5
Intersst payments Ron 12.7 10,5 L. 3 .9 -0,
Current transfers 4R 5.1 4.1 3.5 0.7 -3
Oither current outlays 3/ 7.3 st 1.2 .7 9.5 -1t
Capital! expenditure 1.k 7.7 b4 7.1 4.2 n.7
Memorandum item
Current account 7.4 =10 .1 Y Fuh 2.7

Sources: Secretariat of Finance and Puhlic Credit: Secretariat of Program-
ming and Budget; and Fund scaff estimates,

I/ Differs from Table 2 because public sector receipts and outlays are
inclusive of public enterprises aperating revenne and expenditore, respectively.
2/ Includes wages, goods and scervices, and Adefas.
3/ Includes exchange lnsses, net financing requirements of the rest of
the public sectar, unclassified (Ajenas), ant other residual nperations.



The public sector deficit in 1984 was financed largely from domes-—
tic resources as net foreign financing, at US$2.2 billion, was well
below the US54 billion contemplated under the program. The lower use
of foreilgn financing came about partlv because of the decision taken In
the second half of 1984 to reduce the size of Pemex's acceptance facility
with foreign commercial banks (by some USS560 million) and to postpone
unt 1l March 1985 the last drawing (for US$950 million) of the US$3.8
billion commercial bank loan obtained in 1984,

During 1984 monetarv and credit policies continued to be relatively
restrained. The net domestic assets of the Bank of Mexico declined by
Mex353 bhitlion in 1984, whereas the program had envisaged a contraction
of Mex$43 billion, and, as noted ahove, the accumulation of net inter—
national reserves—-—-at US3 billion--exceeded by a significant margin the
original aim. An active program of auctions of central hank deposits
was pursusd during the vear to wmop wp liguidity, and interest rates were
managed flexibly. In general the policy was te lower nominal Interest
rates gradually as inflation decelerated, while maintaining--on aver-
age——positive real rates on short—term financial savings instruments
and a competitive edoe vis-a-vis foreign financial assets (Chart 4),
Lending rates also followed a general downward trend and the spread
between deposits and lending rates narrowed significantly. However, In
Mav 1984, interest rates on deposits were ralsed to contain speculative
pressures induced by rising foreign interest rates.

The adoption of these policies resulted in an acceleratinn in the
growth of financial savings which gained a atrong momentum Iin the third
quarter nf 19834, The flow of deposits into the hanking svstem, which
had declined in real terms in 1982 and 1983, registered strong growth
in 1984. However, in December 1984 and January 1985 the growing bor-
rowing requirements of both the public and private sectors signifi-
cantly outstripped the growth of fimancial resources. Interest rates
remained unchanged from November 1983 to mid-March 1985, when they
experienced a substantial upward adjustment. The sharp increase in
credlit demand in late 1984 and the first two months of 1985 contributed
to pressure domestic prices and the reserve position of the Central
Bank.

As a result of heavy loan demand in the latter part of 1934,
credit to the private sector by development banks and official erust
funds {financial intermediation) also exceeded the program limit 1/
that had been established for the vear as a whole. The accommodat fan
ot this larger demand for credit was facilitated by a stronger growth
of deposits in development banks than had been anticipated under the
program. This credit, a portion of wnich is granted at preferential

I/ The limit established by the program on these operations of
financial intermediation could be adjusted upward bv up to MexS$200
billion to the extent that there was still room under the ceiling for
the overall public sector economic deficit, but by December 1984 there
was no longer anv room under that ceiling.




‘.

CHART 4
MEXICO
INTEREST RATE MOVEMENTS ON PESO
DENOMINATED INSTRUMENTS

Pettent
A DIFFERENTIAL BETWEEN INTEREST RATES
60 - IN MEXICO AND ABROAD  3-MONTH
DEPOSITS f
40 + /\ { |
/2l !
Mesico LIBOR interest difterpnpal oy !
20+ : v l\ A
1 -—
Iy :I R
0 \l L1
[ I ;1
v By
20+t 14 'j T 4
1
{ II \ : V| Oitferennal adiusted tor
40+ 1 [ |'| exchange rate changes .
1 1 I’
1 1 '.I
-60 ti ' '| p
1] n ¢
1] I 11
-80 + ] ooy ]
1 \ !
00 L e e Y e e el
1930 1231 1982 1983 1984 1985%
Parcent
100 - -
B.EFFECTIVE COMPOUNDED NOMINAL
AND REAL ANNUAL YIELDS ON 3 MONTH
80+ DEPDSITS
60|
40+
20 B /\ .
A g PN
n/\,\ ! \f ‘\/ \
0 - I-_ X P SR Y I X 4 Al §
17~ - PN W) I~ v
1 i \
~ v/ .
,’, \\/1 \ S “.r \ .'r“ 1~ II ¥ v "/I ‘l, 1‘
204 ’ roe I ‘ ']
- 1
. i i v
Real etfective compoundead yvields' l'lf 1 '
40 F "l Vo E
il L]
211 TN P PO DU TN P T
1980 1981 1982 1983 1984 1985

Copeen Baod ol Mewcn and Foeed 214t ealimates

PAauetedt ton o onwagrhl, stonralite o 1 ont at g e s




interest rates, has been subject to an overall limitation te reduce the
potential burden that th& extension af such credit may impose on the

public finances in the future. During 1984 steps were taken to raise
the interest rates charged on rthese operations to bring them closer to
the cast of funds and to tighten access to such ¢redits.

The exchange rates in the controlled and the free markets continued
tn be depreciated daily during 1984, by MexS$0.13 per U.S5,. dollar during
the first 1l moanths of the year and bv Mex$N.17 per U.5. dollar starting
December 95, [984. The cumulative rate of depreciation of the peso
vis-a~-vis the U.S. dollar in the controlled market was 33.8 percent for
the vear as a whole and that in the free market was 3.2 percent, but
this depreciatinn fell short of the adjustment that would have been
required to avnid a loss in competitiveness, taking intn account move-
ments in relative prices in Mexico and abroad. Thus, the real trade-
welghted etfective exchange rate appreciated in terms of Mexican pesos
per unit of foreign exchange by s percent during 1984, and by the end
of the vear the index was at the levels observed in late 1979, a period
when the exchange rate generally was not considered to be nvervalued
(Chart 5)., The Mexican peso continued to appreciate in real terms in
the first two months of [985.!/ On March 6, 1985 the daily rate ot
depreciation was raised to Mex SO. 21 per .5, dnollar.

in the basis of the negotiations with foreipn creditors, a new
[B Dndriihe SRS N SRR I R S 1 em owx do Lo = ew sy ey JEr S R I I
U daey Dilllarnt loodiy wWLhLiLll A4 Lt'il _\vt:'dl lIldLLlllL_\' d[lu 11\'(:' dind—d=I1tdLl _Yt‘dlt\

of grace was signed in April 1984 with a group of about 500 commercial
banks. In addition, negotiations tor a multiyear restructuring of the
amrrtization of the external public debt falling due in the period
1985-90 were started in the second halt of 1984, The basic terms of

the restructuring agreement reached in March 1985 invoalve a li-year
repayvment perind and 3 lowering of the interest spreads applicabhle tn

the restructured debt with respect to those applving to the [983-84
restructuring. (A summary of the terms of this restructuring is pre-
sented in Table 5.) As part of the restructuring, Mexico agreed to
prepav a total of USSE.2 bitlion of the 1983 US85 billion loan. This
multivear restructuring exercise invalves some USS48.7 billion (of

which US83.2 billion are dollar-denominated debts to forelgn branches
Mexican banks), incloding maturities under the 1US$H billion loan obtained
in 1983%; some USS23.6 billion wf maturities previousivy restructured in
1983 and falling due between 1987 and 19905 and 05820.] billieon of
maturities falling due in 1985-90 and not previnusly restructured. The
first part of the restructuring package, vovering some USS$25.60 billion

of debt owed bv the Federal Government and Pemex, was signed on March 29,
1985 and signiag of the remaining contracts, covering the rest of the
public sector, is expected to take place in the near future. A summary

/ The behavior of the real eftective exchange nf Mexico was the
i ti t
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Table 5. Mexico: Summary of Terms and Conditions of the
Multiyear Debt Restructuring Agreement 1/

Grace Spread Over
Types of Debt Amount 2/ (in  Period Maturity L1BUR~
Rescheduled . Basis USS billions) (Years) (Years) CD Rate 3/
Public medium- and long=term
debt not previously resched-
uled falling due from 1985 ) 7/8 in 1985-86
to 1990 (Tranche A) 100 percent Y1 1/8 in 1987-91
of principal 20, 1 1 14 4/ ) 1 1/4 in 1992-98
Public medium—- and long-term
debt previously resched-
uled 5/
Due in 14987 (Tranche B) Y 108 percent 5.8 - ) ) 7/8 in 1985-86
Due from 1988 to 1990 &/ ) of principal ) k4 4/ Yy 1 1/8 in 1987-91
(Tranche ) ) 17.8 — ) Y 1 1/4 in 1992-98
Syndicated loan of 1953 US$3.8 billion 7/ 5.0 5 10 ) L 1/2 over LIBOR 8/

) or | 1/8 over
) Prime Rate '

’

Sources: Financing Principles for Mexican Public Sector to Commercial Banks Maturing 1985 to
1990, September &, 1984.

1/ Agreement in principle on September 8, 1984. The first part of the restructuring package—-—
some US$28.6 billion was signed on March 29, 1985. According to the monitoring procedures
agreed under this restructuring arrangement, creditors will be able to declare an "event of
default”™ if thev determine, based on the conclusions of the Article TV consultations with the
Fund, that the implementation of Mexico's financial program is incompatible with sound and sus-
tained economic growth, and with a viable external pavment position.

2/ TIncludes US323.2 billion of debt held by foreipgn branches of Mexican banks.

Ey There are no rescheduling fees:; new spreads became effective on January 1, 1985; under cer-
tain conditions, banks are allowed to switch their loans from dollars to home country currencies.

4/ Maturities shown relate to the date of the agreement in principle.

5/ Un August 27, 1983 commercial banks had agreed to reschedule public sector short-, medium-
and long-term due from August 23, 1982 to December 31, 1984. The terms of this restructuring
agreement were B years' maturity with a srace period of 4 years, at interest rates of | 7/8 per-
cent over prime and a commitment fee of | percent.

g/ Conditional upon the purchase of all amounts scheduled to become available in 198RS under
the extended arrangement with the Fund and upon the achievement of Mexico's own economic targets
to be monitored on the basis of the 1987 consultations with the Fund.

Zj An amount of US$1.2 billion was prepaid in the first semester of 1985 and the halance of
the loan was restructured to match the repayment schedule on the 1984 USS$3.8 billion of new money.

8/ The pricing of the 1983 loan was originally at 2 [/4 percent over LIBOR or 2 1/8 percent
on the prime rate.
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of the vriginal and restructured amortization prefiles for 19Y45-90 js
provided in Tahle h; Chart & shows Lhe ef fects of the restructuring
agreement on the protile of Mexico's external pnblic deht.

Mexicn was able to make all the purchases scheduled under the

extended arrangement during 1983, with the last purchase taking place

in November 1984; all perfarmance criteria were mel through end-Septemher
1984, which was the last date governing the release of purchases from

the Fund doring 1984 (Table 7 and Chart 7). In the period ended Decemher
1984, the limits on the cumulative overall public sector deficit and on
the financial intermediation hv development hanks and nfficial trust Funds
were exceeded, but the limits for end-Decembet were indicalive and did
nor atfect Mexico's richt to make purchases during the second vear of

the arrvangement. However, as was described above, the first purchase

in 1985 is subject to performance criteria as of the end of March 1985,

3. Relations with the LBED

Mexico has continued to maintain close links with the [BRD during
the period of the adjustment program. I[BRD lending nperations cover
most sectnrs of the economy, ineluding infrastructure, agriculture,
manufacturing, mining, reginnal development, municipal services, and
voecalinnal training. Credits from the 1BRD amounted to USS57h million
in FY 1984, and are expected to reach DSS800 million in FY 1985. A
major efforl is being made to expand the IBRD's lending program for
future years in support of public sector investment projects, various
lines of credit, and selected sector-wide development programs. The
IBRD is also considering the possibility of supporting Mexico's prodram
of trade liberalization through jts lending program. Cof inancineg with
commercial banks is being explored as a vehicle for the mobilization of
private capital over the vears ahead. The IBRB's current program of
egconomic and sector waork includes, inter alia, studies on trade policy,
development of the financial sector, pablie sector investment, emplovyment
angd labor markets, and the agricultural secLor.

T11. Summary of Policy Discussians

The discussiuvns on the 1943 Article IV consulratinns were held in
the context of the negatiations of the program for the third vear of
the EFF arrangement. These negontiations were started in late October
1944 with an examinatinn of the performance wnder the second vear of
the arrangement. As Lhe nezotiations evalved, there were certain
changes in internaticanal economic conditions and domestic policy devel-
opments that affected the outlook. These changes led to modifications
in the anthorities' original plans for 1985 which bad heen incorporated
in the budeet for 1985 and had been presented to Congress in mid-Novemher
of 1984, These modifications are included in the letter of intent of
Marcen 24, 1985 (ERS/85/70), and take into account boath the changes in
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Table &, Mexicn: Multivear Hestracturing of External Publlic Debt, 1985-93
(In billions of U.S5, dellars)
1985 J9RA 1987 19R] 98T 1990 19491 1992 1993 1994 1995 1996 1997 1998 Total
Urigpinal amorcizations b2 7.2 11.5 0.4 o, h.3 - — - - - - o= == 48.7
By creditors
T Mexican banks —_— - 0.4 DA . n.8 - —-- - - - —-- -- - 3.2
Ta foreign hanks 4.2 7.1 10,7 9,56 8.3 5.5 - - - - -- - -- —=  459.9
By loans
1981 jumbn - l.h 1.5 1.5 [HAE] -— - -= - Rl -= -- -= -= 5.0
Tranche A 1! I N T R . B I e T L P
Tranche B 2/ — - 5.8 -— -— ~= - - -- -- —-— - -— - 5.8
Tve Mexicdn banks [==) (==} 4{0.R) (==) (==) (=1 (==} (==Y {==) (==} (==) (=—=) (==) (==} (V.R)
T forefan hanks (== (==} (5.10) {==) (== (==1 (==) (~=) (~=) A==} (==) (==} {==) (==} (5.0)
Tranche ¢ 3§/ - -- - bl 5.9 5.4 -— -— - ~— - - -— -- 17.8
T Mexircan banks f==3 (==} (==} (0.BY (U.8) (V.BY (==) (—=) (==) (==) (==} (—=} {-=) (-} (2.4%)
T foreign banks {==) {==1 (==} (5.2 {5312 {5]) (=) (=)} (=) (==) (==) (==} (=) (~=)015.4)
Amortizations atrer restructuring .2 Q.2 0.5 l.n 2.7 2.b 3.5 4.l bad 5.1 3.b S7 et hel 4B.7
By creditors
To Mexican banks - -- -~ - .2 | (I n,3 0.3 fted 0. N 0.4 0.4 3.2
T forelyn banks 1.2 .2 .5 | .1} 1.5 1.4 .2 3.H 4.1 4.7 52 5.3 98 3.7 45.5
Bv lnans
1983 jumbn 1.2 - — - 02 .8 0.8 0.8 0.5 M4 - - - -— 5.0
Tranche A 1/ — n.z N4 07 1.0 (a7 1.1 [ l.3 2.0 2.8 2.8 2.9 2.9 ol
Tranche B 1/ — - .l Nat 0.3 0.2 (I D5 Uuh LT 0.7 .7 0.7 0.8 3.8
To Mexican banks (==) (==) (==) (=) (== ({==) (0,1 (.1} (0.1) (0.1 €0.1Y (0.1) (e b)(D.1) (0,8}
To forelgn banks (==Y == (0t (0 1Y (003 (0,20 (0.3) (M1.3) (0u5)Y (00h) (Db} (Nab) (Dan)(0LT7) (9.0}
Tranche C 3/ = - - n.z 1.2 0.9 1.3 l.4 l.7 2.0 2.1 2.2 2.6 2.4 17.8
T Mexican banks (==Y (== {==) {==) (0a2) (0,1) (D42) (Ba2) (Va2 (D3 {03 (0.3Y (0.3M0.3) (2.4)
To foreizn banks t==) (==Y (==} 0.2y (1.0) 40.8) (1.1) €1.2) (1.5) (1-7) €1.8Y (19) (2.10(2.11(15,4)
Debt relief 3.0 7.0 1].0 9.4 bed 3.7 -3.5 =40 4.4 =5.1 0 =306 =5.7  -haD -bal o
From Mex{can banks - - NyH n,g ] He7 =03 =0.3 -0.3 0.4 =0.4 =004 =004 =04 -
From foreien banks 3.4 T 14,2 Aob 5.5 3.0 =32 =38 =Ll —4.7 0 =502 =5.3 -5.6 -5.7 -

Sources:
1/

3/

MexIran authoricies;

and Fund staff estimates.

1987.
Tranche £ includes maturities previously restructured and due Lo 1985-90,

Tranche A Includes maturities originally due (n 1985-97 and not previously restructured.
2/ Tranche B includes maturitles previnusly restructured and due in
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Table 7. Mexico: Extended Arrangement—Quantitative Performance
Criteria for the Second Program Year
_ 1984
1983 Jan.-Mer, Apr . —June July=Sept. Oct .—Dec.
Sept . Dec. Program Actual Program Actual Program Actual Proyram Actual
(In billions of Mexican pesos)

Cumu lat ive overall public

sector deficit 1/

Unad justed 629 1,523 330 2h0 640 580 980 787 1,524 1,8%6

Adjusted 2/ 314 260 640 580 891 787 1,524 [, &6
Cumi lative changes In

financial intermediat irm

(effective flow)3/

Unad justed 175 259 70 B2 130 58 V70 259 200 398

Adjusted 4f & "2 130 58 259 254 200 398
Net credit to the public

sector by the mmetary

authorities 3/ 2,503 &f 2,971 3,023 2,944 3,205 3,033 3,397 3,023 3,734 3, mn
Cumulat ive changes in net

domest 1c assets of the

monetary authorities

le:fective flowll/ ~557 =502 40 -141,1 =71 243 -113 =343 -3 =53

(In millions of 1.5, dollars)

Quaulative net foreign

borrowing by the pablic

se tor 1/ 255 4,686 1,100 190 2,100 879 3,100 1,828 4,000 2,189
CGmu.ative change in net

it ermational reserves

of the monetary authori-

tics 1/8/ 4,365 5,480 30 736 800 1,861 1,300 2,529 2,060 2,99
Cumilat ive reduction in

arrears 9/ 521 1,088 280 vee 280 . 285 280 280

Sources. Mexican autharities; and Rmd staff estimates.

1/ Limit tested at the end of each perind.
2/ Limit adjusted downsard by the equivalent of the excess of changes in financial intermediation over its limit in the same

quarter.

3/ Financial intermediation was not a performance criterion during 1983,

Figures shown are for reference only.

4/ Amy excess of the cumlative flow of financial intermediation ower its |mit for the quarter is deducted from the ceiling

for the overall public sector deficit.

5/ Effective stocks calculated by adding effective flows to nominal stock ocutstanding as of the end of November 1983,

6/ Stock outstanding at end of November 1983 unadjusted for changes in the exchange rate (used as base).
7/ Net domestic assets of the Bank of Mexico for purposes of the ceiling are defined as the difference between note 1ssue
and net internatimal reserve of the mometary authorities.
8/ Includes payments arrears on account of interest and amort ization due on foreign suppliers” loans to the private sector

not wincluded 1n restructuring of external debt.

9/ Limit tested at emd of calendar year.



the internatinnal econcmic environment and the measures taken by the
autharities to prevent a recurrence of the s«lippages that accurred in
the implementation of the program in late 1984,

The authorities consider that the reduction of inflation is crucial
to the atrtainment of the medium—term obijective nf stable economic growth
while maintaining a strong balance of pavments position. To achieve this
gnal they intend to continue to reduce the size of the public sector
deficit relative tn GDP, to strengthen financial and exchange rtate poli-
cies, and to intensify the process of reducing effective protection and
generally liberalizing commercial peolicv. The authorities stressed
their commitment te adopt further enrrective policy measures if they
were required.

l. Fiscal policy

The strengthening of ¢he public finanves continues to be the
cornerstone of the adjustment process. In 1985, the authorities intend
to reduce the public sectar economic deficit to 4.1 percent of GNP, from
the 5.2 percent of CGDP experienced in 1984, 1In addition, as part of
the pracess of achieving a more efficient management of the public
sector in the medlum term, steps are heing taken to reduce the pnblic
sector's involvement in a number of economic activities. Accordingly,
the Federal tovernment has already identitfied some 236 publiclv owned
enterprises or entities which will be sold, merged, closed down, or
transtferred to states and municipalities.

The budgetl for 1935 that was sent to Congress {n November 1984 had
set a limit of Mex$2,197 billion on the overall financing requirements
of the public sector {(equivalent to seme 5.1 percent of projected GDP)
and a limit of Mex$51,922 billion an Lhe nverall econnmic deficit of the
public sectnr (4.5 percent of GDP). The difference between these two
concepts reflects the financial rescurces required bv the development
banks and official trust funds to cover their net lending operations to
the private sector. Congress also had authorized the possibility of
increasing the fiscal deficit bv an additional amount of Mex$200 hillinn
(0.5 percent of GDP) on a contingency basis, te be activated in the
event of adverse external developments resulting from either a sharp
rise in international interest rates or a large fall in international
0il prices. AL the time that the bhudget was submitted to Congress,
there were large uncertainties abaut the likely hehavior of these two
variables.

The anthorities indicated that since the approval of the hudzet
thev had bhecome increasineglv concerned abnut the passible rekindling ot
inflatinnary pressures. The rate of public spending in the last few
months of 1954 and earlv 1985 was higher than had been expected and
probably was contributing te inflationarv pressures. The rate of
increase in domestic prices, which in the first half of 1984 had shown
a significant downward tendency, seem to have stabilized at around 3 ta
3 1/2 percent a manth in the second half of the vear. Furthermore,
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prices experienced an acceleration in December [984-Tanuary 1985 that
went bhevond that expected from seasonal factors takine into account

the adjustment nt controlled prices. Accordinglv, in Fehruoary 1985 the
Aauthorities decided tn forego activation of the contingency deficit
reserve and ta reinfarce the public finances te ensure that the 19389
overall economic deficit would be kept within MexS1,755% hillion (the
equivalent of 4.1 percent of GDP).

The aitharities explained that receipts of the public sector in
1985 would bhe affected by the decline in international petroleum prices.
However, in local currencvy terms, the drop in the dollar value of
petraleum exports would tend te be samewhat nffset hy the faster rate
of depreciation nt the peso adopted in December 1984 and March 1Y8S.
Nevertheless, the suthorities were aware that there was a need for
strengthening the administration of existing taxes and fnr adijusting
the prices of public sector goods and services, to compensate for some
of the loss of public sector revenue resulting from the fall in petro-
leum exports.

The authnrities pointed out that substantial adjustments had taken
place in tte prices of public zoods and services in 19R]) and 198%, and a
large part of the lag in prices accumulated in previous vears had now
heen erased. In 1985 thev intend Lo continue adjustiog public sector
prices tn coempensate tor inflatinn, as well to reduve or eliminate
operating lnsses of the stals enlerprisess, bhnt thev indicated that the
ad jnstments tn he made in 1985 would he relatively =maller than in the
previons two vears, Prices of bread, tortilla and some other basic
staples bad been adjusted in Decembher 1934, and that of gasoline in
danuary 1985, FElectricity rates were raised by I8 percent ir Januarv
19K5, to he followed by monthly increases of 2.5 percent.

With respect to tax revenue, sienificant increases in rates had
been introduced in 19H3 in the excise tax on gascline and in the value
added tax. The vield of the change in the valoe added tax, however,
had not been as large as had heen eupected, partly because of the
decline in economic Aactivity bhut alsp hecause of an apparent rise in
tax e¢vastlon, Although the 19H3 budeet did nat provide for tax increases,
the anthorities evpected that the recent recovery in econoemic Activity
would atrengthen tax receipts. Thev were also intensityving their
efforts to increase the efficiency »f the tax administration. In this
connect ion, thevy referred Lo a comprehensive review whirh is being
nndert aken of both Jdirect and indirect taxes with a view to widening
the tax hawe, simplitving the tax ~itracture, and redacing tax evasion:
at the request of the anthorities, the Fund {s providing technical
asxsistance in this ared. The authorities recognized, however, that the
effects nf administrative reforms resulting from the current review
were unlikely ta he substantial in 1985,

The hrunt of the fiscal adjustment during 1985 is expected to fall
an public expenditures. The authorities Indicated that emphasis would
he placed on reducinzg cuarrent expenditures to make room for a small



increase in real terms iIn the level of public investment. Public invest-
ment experienced a sharp contraction over the past three years, and in
1985 will be mainly directed to the completion of priority projects.

The original budget for 1985 had already incorporated cuts in current
expenditures and transfers, and the thrust of the steps taken to
strengthen public finances in February and March 1985 was to reduce
further current outlays.

The fiscal measures adopted in February and March 1985 in respect
to expenditures included: (a) the elimination or freezing of all vacant
positions in the Federal Government and in the state enterprises; (b} a
4 percent cut in government transfers to the nonconsolidated public
gector and to the private sectar; (c) a 4 percent reduction in current
expenditures other than wages and interest pavments; (d} a slowdown 1in
di sbursements under revenue sharing programs to state and municipalities;
and (e) the cancellation or postponement of a number of nonpriority
programs and projects. A quantification of the major revisions and
adjustments to the original 1985 budget is presented in Table 8.

In addition to the above measures, the authorities have taken a
number of steps to tighten controls over public sector outlays and to
strengthen the performance of public enterprises, to prevent a
recurrence of the expenditure overruns that had taken place in late
1984, For this purpose, they were reinforcing the role of high-level
interministerial committees that approve and oversee the execution of
the plans for financial rehabilitation of the main state enterprises,
and thev had instructed commercial banks not to grant credit to public
enterprises or entities without prior authorization from the Ministry
of Finance. Moreover, the new banking law enacted in December 1984
requires that all banks—-~including the central bank—-capitalize any
accrued interest payments on credit to the public sector at the end of
each month, so that the accrued interest will count against the limits
ptaced on each public sector entity's access to bank credit. In the
past, Interest accrued but not paid had not been counted in some cases
against the overall spending limits placed on these entities. In the
case of central bank credit to the Federal Government, a specific limit
has now been introduced under the program to cover the accrual of
interest with the Bank of Mexico.

2. Monetary and credit policw

In reviewing developments in the monetary and credit area, the
authorities said that monetary policy had been managed cautiously during
1984. Thelir strategy had been to follow a flexible interest rate
policv geared to having nominal interest rates decline in line with
the deceleration of inflation, and to conduct auctions of central bank
deposits to absorb excess liquidity. Two important constraints affected
the way in which this strategy was implemented: first, interest rates
had not been allowed to decline below those prevailing abroad (adjusted
for changes in exchange rates); and, second, an attempt was made to
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maintain, on average, positive real rates of return on the main short-
term domestic savings instruments. Even though there were significanc
debt repayments abroad by the private sector during 1984, net private
capital outflows (including errors and omissions) declined. At the

same time, the rate of growth of domestic financial savings was positive
in real terms, In contrast to the performance in 1982 and 1983 when
financial savings had contracted In real terms {(Chart 8). Interest

rate policy in 1985 would continue to be guided by the approach adopted
since the beginning of the program, the authorities said.

The authorities recognized that credit expansion in December 1984
and January 1985 had not been consistent with a further decline in
inflation and probably had contributed to the loss In internatinnal
reserves in the first months of 1985, Accordingly, credit had been
tightened in February and March 1985 by placing monetary regulation
bonds with commercial banks and by iIncreasing interest rates—-by as
much as 8 percentage points for certain rates.

As was mentioned above, during 1984 the authorities had resorted to
the auctioning of deposits at the Central BRank to commercial banks as a
means of restricting overall ligquidity, but the mew bank legislation
enacted in December 1984 provided greater flexibility in the conduct of
monetary policy by permitting the Bank of Mexlco to conduct open market
operations either through intervention irn the market for government
securities (treasury bills) or by placing its own monetary regulation
bonds. The authorities noted that in mid-February 1985 the Bank of
Mexico had already carried out its first placement of monetarv regula-
tion bonds with commercial banks for a total of Mex$250 billion {(equiv-
alent to about 25 percent of currency in circulation at the end of
1984), Under the new central bank law, the proceeds from the placement
of these bonds would not be avallable to finance credit to the Government
but would be sterilized by the Bank of Mexicon.

The new law alsc places restrictions on the access of the Govern=-
ment to Bank of Mexico credit and discontinues the procedure under which
resources obtained from commercial banks through reserve requirements
were channeled to the Government by the Bank of Mexlco. According to the
new procedures, the commercial banks' reserve requirements at the Bank
of Mexico are being reduced from 48 percent to 10 percent. But commer-
cial banks now will be required to channel to the Goverament, in the
form of a portfolio requirement, 35 percent of the funds they capture
through their deposits. Commercial banks also will be required to
channel the equivalent of 3 percent of their deposits to the purchase
of bonds 1ssued by government developrent banks. Under the new law,
the stock outstanding of direct credit to the Government from the Bank
of Mexico cannot exceed 1 percent of total government receipts. The
new law also requires that an annual ceiling be established at the
beginning of each vyear on the credit to be extended bv the Bank of
Mexico.
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The authorities' financial plan for 1985 is almed at achieving
USS500 million increases in net international reserves, and the growth
of net domestic credit of the Bank of Mexico has been programmed in
light of this rvarget and on the bhasis of a 31 percent increase in cur-
rency issue (Table 9). The authorities helieve that the resulting
overall credit expansion——equivalent to 16 percent of the currency
outstanding at the end of 1984--will be consistent with a signiticant
reduction of inflation. Moreover, thev pointed out that the limit
placed on the Bank of Mexicn's net claims on Lhe nontinancial puhlic
sector was being modified to take into account the commercial banks'
credit to the Government under the pew mandatorv portfolio requirement,
to ensure adequate room for the expansion of credit to the private
sector.

During 1984 the spreads bhetween lending rates and rates paid on
depasits had been narrowed {(Chart 9). This change reflected hoth in-
creased competition among banks and a widening »f the nonbank financial
market, as well as the reduction of interest rales suhsidlies. Rates on
a number of preferential credits were increased during 1984, and again
in early 1985,tn bring them more nearly into line with the cost of
tunds; in addition, access to these credits was restricted in many
cases as part of a plan to reduce distortions. The authoritjes ind-
icated that thev expected the financial subsidies granted through
preferential interest rates to decline further in 1985 as Inflation
abated., The financial operations of the development banks and official
trust funds, where most preferential credits originate, would continue
to be subject to an overall celling in 1985, with that ceiling calling
for a reductinn in the value of these operatinns as compared with 1984
(Table 10},

3. Prices and wages

The authorities indicated that the continuation of relatively high
rates of inflation was the most serinus problem facing Mexico todav.
Although a significant reductlon in the rate of Inflation had been
achieved over the past two vears, its current pace was ton high if
sustained pgrowth was to be achieved and the risks af 2 recurrence of
halance of payments difficulties were to he avoided., Thev pointed out
that in the case nf the poods and services provided by the public
sector, the objective for 1985 was largely one of adjusting prices in
line with changes in costs while reducing costls ot production through
increases in operating efficiency. Controls over prices in the private
sector had been removed on most products since early 1983, but it
appeared that some fi1rms had taken advantage nf a monopolistic position
to raise their prices unduly. Thus, the policy that was being adopted to
reduce effective protection and the barriers to trade was viewed bv the
authorites as being a vervy important step Lo strengthen competitive
forces in the economy.
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Table 10. Mexico: Finmancial Intermediation Operations of
Development Banks and Official Trust Rinds

{In billions of Mexican pesos)l/

1981 1982 1583 1985 1985

Total financial intermediation

cperations ~12.5 69.3 258.5 397.9 350.0
Bank of Mexico official

trust funds 11.0 48.6 59.2 53.1 100.0
Mational development banks ~23.5 20.7 199,3 344.8 250,0
Credit to private sector 9.3 ~1.4  218,0 458.2 250.0
Other -32.8 22.1 -18.7 -113.4 —_
Memorandum items
Financial intermediation as

percent of GDP -0.2 0.7 1.5 l.4 0.8

Funds charmeled to the private
sector by official interme—
diaries as a percent of the

financial system’s total credit
to the private sector 6.5 2/ 36.2 25.8 13.6

Sources: Bank of Mexico; and Furd staff estimates.

1/ Effective flows adjusted for changes in the exchange rate.
2/ The financial system”s net credit to the private sector was negative during
1982,



A number of measures had been taken over the last two vears to pro-
tect the purchasing power of the lower Income groups and to minimize
the increase in open unemplovment. These included a redirection of
subsidies and the real location of certain investment expenditures
toward labor intensive public works. Notwithstanding these efforts,
the authorities are convinced that the most effective way to improve
the purchasing power and welfare of the Mexican population is through a
reduct fon in the rate of inflation and the achievement of a sustained
recovery of economic activity.

[t was generally recognized that wage developments in 1983 had made
a contribution to the adjustment process. Real wages had fallen signi-
ficantly in that vear, and their sharp reduction had helped avoid a
major fall in emplovment levels even in the face nof a large drop in eco-
nomic activitv. It was important to note, however, that the fall in
real wages that had taken place in 1983 was in relation to an unsustain-
able level achleved in 1981-82. 1In 1984, the increase in neminal wages
was almost the same ss the rise in prices while employment had increased.

Minimum wages were increased by 30 percent in January 1985, the
same percentage increase as that granted in January 1984, The mission
pointed out that in order to reinforce the downward expectations on
inflation a lower adjustment in early 1985 would have been more appro-
priate. The authorities indicated that they would like to see some
increase in real wages Iin 1985, but were aware that such an Increase
conld only take place on the hasis of increases 1n productivity.
Acenrdingly, thev were recommending that In reaching wage agreements the
employers and the trade uninns take account of the behavior of produc-
tivity, the objective of continued growth in emplovment, and the need
te maintain the external competitiveness of the economy.

4. External policies

With the adoption of the stabhilization program in late 1982 the
authorities began to dismantle gradually the existing exchange and trade
restrictions. The first step Laken was to devalue the pesn sharply in
December 1982, and thereafter they started to liberalize the exchange
and trade svstem. In the early stages, the authorities proceeded can-
tinusly in eliminating restrictions because of the uncertainties that
prevalled about the outlook and the limited international reserves
availahle; initiallv, thev focused their efforts on settling nutstand-
ing external arrears and restructuring the external debt,

RBalance of pavments performance was strong in both 1983 and 19R4,
arrears have been settled, the debt restructured, and international
reserves have been rebuilt to a comfortable level. At the beginning of
the program, a large part of the balance of payments adjustméent was
through the compression of imports. Now that the constraint imposed by
an extremely low level of toreign exchange reserves is no longer present,




the authorities intend to concentrate-—during 1985 and bheyond——on the

medium—term structural aspects of their program of exchange and trade
liberalization,

a Exchanoe gv
a Exchange gsv

wm

tem

Discussions on exchange rate policy focused on the implications
for the competitiveness of the ecenomy of the real etfective apprecia-
tion ot the currency that has taken place over the last twn vears, the
outlook for the unification of the exchange market, and the impact of
the parallel exchange market.

The statf recognized that the exchange rate had bheen adjusted
sharplv in real terms in 1982, but it alsn emphasized the need to eval-
vate carefully the appropriateness of the pace of dailv depreciation ot
the peso in light »f the continuing jnflation and develnpments in the
parallel market. During 1983 and 1984 the rate nf depreciation of the
Mexican peso had not matched the differential of intlation between
Mexicn and its major trading partners and the competitive margin avail—
able in earlv 1983 had been progressively eroded. The Mexican peso
appreciated in real terms by 48 percent from December 1982 ton February
1985 (measured in Mexican pesos per U.S. dollar).

This development, toyether with the rise in domestic demand, con-
tributed to a deceleration In the rate of growth of nenpetroleum exports
and of nonfactor services-such as tourism——in the second half of 1984,
The Bank nf Mexico's International reserves continued to rise throughaut
most of the second half of 1984, but thev declined bv USSU.9 billion

t the second nal ol out ney geclined by s blliiion 1

the first guarter nf 1985, While a significant part of this reserve
loss can be explained hv the concentration of public sector external
amortizations in the period Necember 1984-March 1985, the erosion »f
competitiveness and the weakening of demand management policies In late

1984 and early 1985 seem to have contributed to the reserve loss.

The authorities were of the opinion that the Mexican peso was
still competitlve, however, particularly on the basis of developments
in relative unit labor cnsts. While they recognized that during the
course of 1983 and 1984 external competitiveness had been reduced, they
still felt that the margin had become so wide after the Decemher 1982
devaluation that there was still a competitive edge. Nonetheless, they
indicated that they were prepared to he flexible in the management of
the exchange rate, and poninted to the acceleration in the pace of daily
depreciation in December 1984 and ggain in Marech 1985, The authorities
said that thev were prepared to adjust the pace of the daily Jdeprecia-
tion again if needed in light of evalving circumstances. They pointed
out that the carrent rate of depreciation of Mexf 0.2 per U.S5. dallar
nper dav was consistent with no further appreciation of the peso in real
terms it domestic inflation were to be around 40 te 45 perrent a year,
assuming no major further appreciation of the dnllar vis-a-vis other
kev currencies. They reafirmed that flexibilitvy in exchange rate



policy would continue to be exercised to maintain the international com-
petitiveness of the economy and ensure the viability of the liberal{iza-
tion of commercial policy.

The staff aiso di scussed the El.mll'lg IOI' IJﬂlIlca[lOl'l of the exchan ge
rates and the implications of developments in the parallel market for
the performance of the balance of pavments. The authorities had indic-
ated at the beginning of the program that the multiple currency practices
were temporary measures to be applied while generalized exchange controls
were being phased out, and the staff inquired about the prospects for
unification before the end of the extended arrangement. The authorities
responded that the free market had become less important over the past
two years and that the difference between the free market exchange rate

and the controlled market rate had been narrowing (it 1s now less than

8 percent), The staff noted that at the same time, however, the differ-
ence between the free market ratve and the parallel marker rate had
widened, and that 1n recent months It had been as high as 10 percent.
The authorities reiterated their willingness to seek a further liberali-
zation and the eventual unification of the exchange markets but they
wished to proceed cautlously in this area, given the uncertainties

still prevailing in the foreign exchange markets.

b. Commercial policies

The authorities explalined that the difficult external conditions
prevailing in the early stages of the economic¢ stabjlization program
had meant that commercial policy initially involved the control of *many
import items Lnrougn licensing and the encouragement of import substitu-
tion. They recognized that such an approach was not desirable in the
longer run because it introduced serlious distortions Into the system,
and as the balance of pavments strengthened, the focus of trade policy

was being shifted toward enhancing efficiency.

Some steps were taken in 1984 to reduce the scope of the licensing
system, although it 1s recognized that progress in this area had been

slow. The Government is now in the process of carrying out a comprehen—
sfve revision of foreign foreign trade policy, with the objective of
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reducing the level and rationalizing the structure of protection. The
authorities also expected this reform to have an effect in dampening
inflationary pressures.

A major feature of the reform will be the shift from the licensing
of imports to import tariffs as the major instrument of commercial pol-
icy. The authorities will introduce a new tariff schedule that will
reduce the number of tariff rates from ten to seven in order to lower
the dispersion of the rates; these rates, with few exceptions, will he
in the range of 10 to 50 percent. It is their intention to raise the
proportion of total imports exempted from permits, from about 17 percent
of annual imports at the end of 1984 to between 35 and 45 percent
before the end of 1985, This process of reducing the role of licenses
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would be continued over the next few years. An important aspect of th




revision of trade policy is that the liberalization of imports would
cover goods produced domestically whereas previonusly the efforts had

focused mainly on intermediate and capital poods not produced at home.
Also, the anthorities indicated that locally produced raw materials and
spare parts whose Jdomestic price exceeded prices abroad by mare than

57 percent will be granted import permits automaticallwv.

The authorities noted that thev intended to introduce shortly
a new instrument (DIMEX) wherebv exporters would he allowed to import
without permit a value eguivalent to a certain proportion of their
eiport proceeds; the portion corresponding tn the imported component of
their export would be free from import duty. The authorities indicated
that this new schieme is not intended to be a subatitute for appropriate
exchange rate management. More generallv, the authorities expressed
their intentions te aim at encuuraging the development of internationally
competitive activities and limiting the duration of infant industry
protection heing pranted.

The authorities consider Lhat expansion of non—-o0il exports and an
efficient impnrt suhstitution were gcrucial tn ensure a viable balance
of pavments in the medium term. Thev pointed out that a number of
measures were heing introduced tn simplify expurt procedures and to make
exporting more attractive. Included among the latter is the extension
of the svatem of temporary imports to benefit not onlv direct exporters
but also local prodocers of inputs for export activities. The authori-
ties warned, however, that the consalidation of Mexico's ontward lnoking
trade strategv would hinge on the assurance of access to foreign markels
and, in particular, oo the removal of barriers to access In key markets

abrnad.

c. External debt management

The authorities viewed the restructuring »f Mexico's foreign debt
both puhblic and private, as an impartant elemenl in the process of
re—establishing normality to the country's extarnal economic relations.
With the eliminatinn of the external arrears and the agreement reached
on the restructuring »f the debt, Mexico is now in a much better position
te handle its debt (Tablie ii)}. 1In the context of the multivear restruc—
turing of the public debt owed to commercial hanks, the Mexican authori-
ties foresee a roie for the Fund in reviewing and appraising the adequacy
of Lhe country's annual financial programs. Monitoring procedures have
heen agreed with the commercial banks to improve the availability of
economic information and the Mexican authorities have requested an
enhancement of the arrangements for surveillance under the Article IV
consultations once the currentl EFF arrangement expires.

a nv-1

1

[n rat l\‘v

’J’]

e nf r o dokr o~ e wrht |-'\ tntal annrnvi
[ S e & oat g, upcl.ru. plds Wi O LD £ WA

1mat o
Ol ap ALmal ¢

0
r~

the ca

(SS[2 billion have heen registered under FICORCA's restructuring arrange-—
ments. With respect to the private debt guaranteed by Foreign official
craditors: bilateral restructuring agreements have heen negotiated with
France, the Federal Republic of Germanv, Spain, the United Kingdom, and

v
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the United States; in the cases of Belgium, Canada, and Sweden, the
amounts due either bave been fully paid nr were below the “de minimis”
clause; 1/ no outstanding debts have heen identified with Norway; and
in the cases of I[taly and Japan the Mexican autharities have already
contacted these Governments to deteéermine whether anv amounts are still
due. The Aauthorities said that virtuallv all of the private debt
guaranteed bv official creditors abroad has been covered bv the agree-
ments already signed, and that anv small amounts not covered by these
agreements most likelv have been settled already thrnugh the free
market. They have indicated to the staff that they are prepared tao
conclude any further bilateral agreement that micht be necessary to
settle any remaining obligations of this tvpe.

The objective of public sector debt management is to lower the
reliance on fereign horrowing and reduce the size of the overall debt
in relation to GDP. In 1985 most of the gross foreign borrowing is
expected to be from bhilateral and maltilateral sources. A limit nf
USS1 billion was placed on the public sector's net external borrowing
in 1985, which Is consistent with Mexico's capacity to abhsorb and ser-
vice additional feoreign sebt. However, the financial program assumes
that actual net horrowing abroad is to remain in the neighborhand of
UsSIn0 million. This assumption reflects both the likely availability
of funds Iin the market and the authorities' intention to limit their
recourse to external borrowing in order to strengthen Mexico's chances
of resuming normal access to internatimnal capital markets. To the
extent thal more external financing becomes available, recourse to
domestic financing will diminish, with positive effects on the avail-
ability of credit for the private sector.

The authorities appreciated the support given bv the International
financial communitv to Mexicn through special financial packages in
1983 and 1984, bhut realized that such borrowing procedures were of an
exceptional character. Given the improvements achieved in public
tinances and the balance of pavments during the past twn years, they
considered it appropriate to return to the normal market practices in
which voluntarv lendinz is the norm,

5. Performance criteriaz for the third vear of the arrangement

In the letter dated March 24, 1985 and attached Technical Memo-
randum of Understanding circulated to the memhers of the Executive
Board (EBS/85/70), the authorities described in detail their economic
program for 1985 and the performance criteria that have been estahlished.
(A summary of the principal elements and assumptions underlving the
program for 985 is presented In Appendix IV.) For the vear as a whole
the public sector deficit on a cash hasis is being limited to Mex$l, 785
hillion. Duarterly limits have been set with respect tn the overall

1/ In the rases where the amounts due were helow SDR 10 millian, the
Mexican authorities have made available the fareign exchange to make
these pavments immediately.
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public sector cash deficit and its major sources of financing and a new
quarterly ceiling has been introduced on public sector interest obliga-
tions accrued to the Bank of Mexico. As mentioned above, the limit on
the public sector net forelgn horrowing has been set at US$1 billion

for 1985. The limits on the Bank of Mexico's claims on the nonfinancial
public sector can be raised by the programmed lending from commercial
banks to the nonfinancial public¢ sector that results from the existing
mandatory portfolio requirement equivalent to 35 percent of the deposit
liabilities of commercial banks; however, if and when these limits on
Bank of Mexico credit to the nonfinancial public sector are adjusted up-
ward, the mandatory portfolio requirement on commercial banks will have
to be reduced by an equivalent amount. The operaticns of financial
intermediation carried cut by the development banks and official trust
funds continue to be subject to a quarterly limitation. The limits
placed on the expansion of net domestic assets of the Bank of Mexico

are consistent with the objective of achieving a US$500 million improve—
ment in the net international reserve position during 1985; quarterly
targets have been established on the changes 1in net international
reserves to help guide the management of exchange rate policy.

The quantitative performance criteria of the program as summarized
in Table 12 are: (1) a set of quarterly limits on the overall cash
deficit of the public sector (paragraph 3 of the Technical Memorandum
of Understanding attached to the letter of intent); (2} a set of quarterly
limits on the unpaid interest accrued to the Bank of Mexico on claims
on the nonfinancial public sector (paragraph 4 of the Technical Memoran-
dum); (3) a set of quarterly limits on the Bank of Mexico net credft to
the nonfinancial public sector (paragraph 2 of the Technical Memorandum):
(4) a set of quarterly limits on the operations of financial intermedia-
tion conducted hy the national developments banks and official trust
funds, including the official trust funds of the Bank of Mexico but
e¥cluding FICORCA (paragraph A of the Technical Memorandum); (5) a set
of quarterly limits on the Bank of Mexico's net domestic assets (para-
arar " 5 of the Technical Memorandum); (6) a set of quarterly limits on
the public sector's net use of foreign credit (paragraph 1 of the
Technical Merorancem}; and (7) a set of quarterly targets for the net
foreign assets of the Bank of Mexico (paragraph 7 of the Technical
Memorandum). Tt will be noted that some performance criteria set forth
in the authorities’' Technical Memorandum of Understanding have been
establishied for December 31, 1985, the last dav of the extended arrange-
ment for Mexico. It is intended that the last segment of the phased
amount of the arrangement he made available only if Mexico is meeting
those criteria. Accordingly, a sentence is included in the draft
decisinn to the effect that a request for the purchase of that segment
will he met only if the request was made on or before December 31, 1985,
the data for that date have been received on or before February 20, 1986,
and those data show that the performance criteria were observed on
December 31, 1985.
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Table 12. Mexico: FExtended Arrangement—Quantitative Performance Criteria
for the Third Program Year

1985

1984 Targets and Ceirll.qg'i 7,§” '
Dec. Jan.-Mar. Apr.—Jhme July-Sept. Gct.—Dec.

Nonfinancial public sector

cumlative deficit 1/2/ 1,826 430 840 1,240 1,785
Unpaid interest accrued to the Bank

of Mexico on claims on the norr

financial public sector 491 805 805 705 568
Net credit to the nonfinancial public

sector by the monetary authorities 3/

Unad justed 3,740 3,748 3,895 3,897 3,695

Ad justed 4f 3,958 4,426 4,676 4,902
Cumulative changes in financial

intermediation (effective flow) 414 130 230 300 350

Cumilative changes in net domestic
assets of the monetary
authorities (effective flow)5/ =53 127 179 45 184
(In millions of U.S. dollars)

Qmulative net foreign borrowing

by the public sector 1/ 2,189 500 500 80 1,000
CQmalative change in net intermational
reserves of the monetary authorities 1/ 2,990 -1,000 -900 -100 500

Sources: Mexican authorities; and Rmd staff estimates.

1/ Limit tested at end of each period.

2/ Effective flows of financing measured on cash basis.

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

4/ Ceiling can be adjusted upwards by an amount equivalent to the commercial banks”
lending to the nonfinancial public sector resulting from implement ing mandatory portfolio
requirements. The counterpart of this adjustment would be a dowsmrd adjustment of the
mardatory portfolio requirements on commercial banks by the same amount as the upward
adjustment of the Bank of Mexico’s lending to the nonfinancial public sector allowed under
the program.

5/ Net domestic assets of the Bank of Mexico for purposes of the ceiling are defined as
the difference between note issue and net intermatiomal reserves of the monetary authori-
ties.



In addition, the general clause pertaining to the authorities’
intentions in respect of imposition of new or intensification of exist-
iny multiple currency practices, restrictions on pavments and transfers
tor current international transactvions, bilateral pavments asreemants,
and restrictions on imports for balance of pavments reasons, and the
¢lause pertaining to the authorities’ intention tn avaid the emergence
nf new arrears (paragraphs 4(c¢) and 4(e) of the extended arrangement),
remain In effect, and the extended arrangement is being amended in
accardance with Executive Board Decision No. 7908 (R5/26) of Fehruary 20,
1955 an nverdue payments to the Fund (see ammended Extended Arrangemen
attached)}. Furthermore, the implementation of the economic program and
the evolution of econemic activitv during the first half of 1985 will
be reviewed with the Fund before September 30, 1985; purchases scheduled
for the period after September 30, 1983 will bhe contingent an the com-
pletion of this review.

-

IV, Balance »f Pavments Prospects

t. Prospects for 985

fin the basis of the results abtained for Y53 and the policies
being implemented in 19%5, the rurrent account of the balance of nav-
mants is projected to show a surplus of about USS2 billion in 1985
compared with one of USS$4 billion in 1984 (Tabie 13). This reduction
in the current account surplus would reflect mainly larger imports of
grds and services. The continued eXxpansion of economic activity and
the planned liberalization of import controls are expected to resull
in an increase of private sector imports, with total imports projected
tn rise by 21 percent in volume terms and 24 percent in value terms in
1985, Petroleum export receipts are projected to decline by almost
5 percent this vear, due ta lower prices and a somewhat smaller volume.
Howrver, exports of nonpetroleum products are projected to continue to
crow, althangh at a slewer pace than in the past twn vears, and are
expected to more than make up tor the drop in petraleum receiots.
Interest payments abroad z2re forecast to decline from the levels regis-—
tered in the recent past because of the prevalence of lower interest
rates {(hoth because the base rates will be lower un average and the
apreads will have heen narrowed hy the deht restructuring agreement ).

Far 1985 the capital account is éxpected to show a net outflow--
despite a further slowing of private capital outtflows—-because of a
decline in public sector borrowing abronad. In the case of the public
sector, drawings from bilateral and multilateral nfficial sources are
exnpected Lo of fset amortization pavments to other creditors, but little
gross horrowing from commercial banks is expected in 1985 since no
special financial package will bhe spught. As was indicated above, the
net inlernational reserves of the Bank of Mexico are projected to in-
crease hy USSS500 million in [9K5.
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Table 13. Mexico: Medium—Term Balance of Payments Prajections, 1984-90
{In billions of U.S. dollars)
1984 1985 t986 1987 1988 1989 1990
Current account 4.1 2.1 2.0 0.5 -0.2 -0,2 -0.5
Trade halance 13.9 11.8 11.1 ba 2 9.5 9.5 9.7
Exports (25.2) (25.8) (27.01) (28.3) (29.7) (31.9) {(34.3)
Impoarts (-11.3) (—14.0) (-16.1) (~18.1) (-20.3) (-22.4) (-24.6)
Factor income -10.0 -9.3 -3.6 9.1 -8.9 -8.8 -9.2
0f which: 1interest
payments on public
debt (-8.5)Y (-7.8) (-7.0) (-7.2) (-6.9) (-b.7) (-6.7)
Other services and
transfers (re2 -0.4 ~0.5 (1.6 0,7 ~.8 -1.0
Capital account -1.1 -1.6 0.4 0.7 1.2 2.0 1.9
Official capital 2.2 0.1 .6 l. 1.0 1.5 1.2
Private capital 1/ -3.3 -1.7 -1.0 -0.3 0.2 1.5 0.7
Monetary authorities
(increase ~) -3.0 -0.5 -1.6 -1.2 -1.0 -1.8 -1.4
Memorandum items
Current account as
percent of GDP
At 1979 real
exchange rate 1.9 0.9 0.8 0.2 0.l .l 0.1
At current exchange
rate 2.3 1.1 0.9 0.2 -0.1 -0.1 -0.2
Gross reserves, end of
period 2/
In billions of
dollars 7.3 B.7 10.4 1.2 11.5 12.4 13.0
In months of imports 7.8 7.5 7.8 7.4 b8 .h a3

Source: Fund staff

1/ 1Includes errors

and

projections.

omissions.

2/ Excludes gold and payments agreements.
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2. Medium-term projections

The medium-term balance of payments has been revised in light of
recent developments and the restructuring agreement reached with com~
merclal banks. The major macroeccnomic assumptions made in earlier
exercises i/ have been revised somewhat, taking into account the results
for 1984 and the new projections for 1985. However, the basic under-
lying assumptions concerning the continuation of the adjustment policies
have not been modified, and as a consequence the general course of
growth, inflation, and the balance of payments has been maintained
realtively unchanged (Table 14). On the basis of the latest policy
assumptions, the projections indicate the feasibility of sustaining
rates of real growth of about 5 to 6 percent of GDP over the next few
years while achleving a gradual convergence of domestic inflation to
that of Mexlco's main trading partuners and maintaining a strong balance
of payments.

Working with these assumptions, the staff projects that Mexico's
current account should be in approximate balance over the period
1986-90 taken as a whole. The virtual disappearance of the current
account surplus would reflect a recovery of private investment, partly
offset by a reduced public sector deficit. The recovery of private
investment is expected to be accompanied by a further reduction in
private capital outflows.

Underlying the medium—term trade balance projectlons 1s the main-
tenance through 1988 of an export volume for crude oil of 1.5 million
barrels a day at the average prices now in effect, oil prices are
assumed to increase thereafter by world inflation. The volume of
nonpetroleum exports 1ls projected to grow on average by 8 percent a
year throughout the projection period. Import volume is expected to
rise by 10 percent in 1986, 7 percent in 1987-89, and 5 percent there-
after.

Nonfactor services are assumed to grow by 10 percent a year in
dollar terms during 1986-90. As a result of only moderate recourse to
external borrowing and a projected reduction In world market interest
rates, net factor payments abroad are expected to decline gradually as
a proportion of GDP, from 5.7 percent in 1984 and 4.9 percent in 1985,
to a range of 3 to 4 percent in 1986-9C.

Mexiceo is expected to return to the international capital markets
starting in 1986, but net borrowing is expected to be quite limited;
some net inflows of private capital are expected after 1988. 1If the
main balance of payments variables develop as outlined above, there
should be scope for a modest accumulation of reserves in the years
to come; the projection indicates that the gains should be sufficient
to maintain a relatively comfortable level of foreign reserves as a
proportion of current payments.

1/ See EBS/84/1. Sup. 1 (1/27/84), pp. 28-30.
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Table lae Mexico: Macroeconomic Projes L ions

Frojeclinms

1942 1483 1A 1945 1'45n=9n0 |/
TAnnual percentage changest
Froduction and prices
Keal GDE -5 A5 E P TN SN
CDF def lavor 4,2 nh, 4 dat=4n.an TTar Lo 2500
Consumer price index
tend of poriad) s, 4 R K i T 5, 0=4500 T 1o Do
(As percent ot GUPY
Balance of pavments
Trade balance 4.7 o 7.9 Nl 3. te 501
Het factor payments ahroad =71 -, 7 =57 =4, - —a |
of which: interest paviment s
on publie externdl debt 0/ (=4,01 1=5,21% (-8 (=4,1) 2.0 te =A0h)
nther servioes and transfers =10 Ul [ =i, i R Rt P
Lurrent acscount exc luding
factor servives T 10w B, L A A
Carrent account =Gl i.n 24 Lol UL R
Het ofticial capltal Gl 3.4 1.4 -- e d e 0,5
Private capital {inc]oding
2rrars nd omlssinng) =4 -1 -1.4 =, PR I VI P
Net 1nternational reserves
(surplus -) Al -3.49 -1.7 -3 —thea tn =1, A
Puhiilic sartor
Savings -y vl Sk LI N
Capital revenue 1 t, 1 2l 1,1
lnvestment T, 2 7.1 [T 7ot 7.5 1a Hon
Uther vapital expenditure a2d fi.n 1,2 fal ot 0.3
veral b deticdt 17,8 5.9 b,z 4. 5 ta 3.9
Lomestic financing {laal) (5.0) e [ ] (4.1 1o ek
External ti{nancing (3.7) [ tl.3) == (L3 Lo i, 5
“avings and {nvestment
LGSR nat innal (nvestment ) I 2yl T4,
Public sector [ (7.1 ir. 20
Frivare sector i/ (4,7 (NI TR 11T
Grass national savings 174 iy o2
Public sectar (=7.4) (=-3,9% .1}
Private sectar (25.20) (2a.7) (2.1 (SR B
Ezternal Jdebt
Puhlic sevinr esternal deht
less gross international
reserves af  thee Bank ot
Mexicon of 2903 iy JH.7 2, d Ihe? Lee 2403
{In billions ot IS dallars)
External financing and reserves
net evternal financing of
the puhlic zecton fal R 2.2 - [ ST )
Thanoe {n net Interndtlonal resarves
of the Bank of Mexico (increass -3 nLR BRI -ia0 =5 LR SR P

Sources:  Mexican anthorities; amd Fund staff estimales,

1/ Where a range of values i given, it should uor be inferred that
pertains Lo [¥Hh and Lthe higher to 14991; in suome casnes the opposite is

the lower number necegsarily

true,.

./ Exc¢ludes interest pavments on the external debt of the natinnalized banking

!/ Includes inveninry rhanges.
/ Ezeludes the ewternal debt of the nationalired banking svstem.

| &b

SySLem.
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The CDP growth contemplated in these projections for the second
half of the 1980s is in line with Mexico's historical recerd in the
the 19505 and the 1960s~~a period when Mexico experienced steady growth
without inflation—-—and it is consistent with a significant growth of
per capita GDP. The ratie of total investment to GDP is expected to
rise from abour 20 percent in 1984 to 22 percent of GDP in 1985 and to
the range of 23 to 24 percent of GDP in the 1986-90 pericd, a level
similar to the one prevailing in the early 1970s but significantly
lower than the exceptionally high levels achieved in 1980-81 when large

investments In energy-related projects were being undertaken. The over-
all savings ratio, which declined to a low of 18 percent of GDP in 1952,
has already moved up somewhat in 1983 and 1984 and is expected to be 1n
the range of 23 to 24 percent of GDP In the 1986-90 period, reflecting

mostlvy an improvement in public sector savings.

A continued decline of the rate of inflation is expected throughout
the 1986-90 perind on the basis of the pursuit of a prudent demand policy
and the improvement of confidence., Most of the corrective price measures
that were needed at the heginning of the program perind will have bheen
implemented by the end of 1985 and distortions in the price system should
have been eliminated. The liberalization nf the commercial neolicies
that is contemplated should contribute to an increase in the nverall
efficiency of the economv and thus help to improve price performance.

V. Exchange Arrangements Subject te Fund Approval

The exchange system currently in effect in Mexico involves multiple
currency practices snbject to Fund apprnval under Article VIII, Sec-
tions 2 and 3 of the Acticles of Agrecment. These were most recently
described in SM/R4/153, and Correction 1 (7/2/34). The changes in the
swvslem that have taken place since that time have heen discussed in
the earlier wections of this paper and in the accompanving paper on
recent econounic developmeants.

Multiple currency praccices arise from the operation of:

(i) an cxchange market comprising a controlled market
rate for specified transactions; and

(ii} a free market rate for all other transactions.




The exchange restrictions resulting from the accumulation of pay-
ments arrears were «<liminated in March 1984 and several special exchange
rates 1/ introduced in Decemher 19871 have now ceased to have operational
simificance as the transactions eligible to benefit from those rates
have been concluded.

VI. Stafif Appraisal

The economic program adopted by the Mezican authorities in late
19n2 and supported bv an extended arrangement with the Fund brought
about a marked turnaround in economic conditinns in 19871 and 1984 and
helped Mexien to recover from the serious crisis Lhat had developed.
Despite some slippages, continuation of the adjustment effort in 1984
has served Lo consolidate the earlier gains and has been reflected in A
further improvement in the overall econamic performance. Economic
activity strengthened significantly in 1984, reflecting an upturn in
private investment and the growth of nonpetraleum expotrts. Real GDP
expanded hy 3 /2 percent last vear, following a contraction of over
5 percent in 1983}, and employment rose.

The public finances continued to he strengthened in 1984, although
not as much as had been programmed, and in the Jatter part of the vear
the program limits on the overall public sector deficit were exceeded.
Interest rate pnlicy remained flexible and credit expansion remained
moderate during moest »f the vear, but in the last qnarter of 1984 the
combination of private and public demands tor credit created pressures
on availabie financial savings. Inflation was reduced in 1984, but bv
less than had heen aimed for under the program.

Balance of payments performance remained strong in 1984, and the
gain in net international reserves exceeded the program target despite
lower than projected net official external bhorrowing. The strength nf
the halance of pavments reflected both a growth in nonpetroleum exports—-—
which, however, decelerated in the second half of the vear--and a further
improvement in the private capital accnunt. The rise in international
reserves permitted an early settlement of the remainder of the external
pavments arrears Lhat had accumulated in late 198Z,

1/ me special exchange rate was estahlished for the settlement of
ce?lain ohligations contracted bv financial institutions and leasing
companies during the period when the generalized esxchange contrels were
in effect and three other special rates were applied to forward cover
contracts for the pavment of external obligations ontstanding as nof
December 10, 1982, These latter exchange rates may cive rise to mul-
Ltiple currency practices at the time of foreign exchange deliverv,
insofar as a divergence could arise hetween the value of the deposit
and other related costs, including interest forerone, and the actual
exchange rate prevailing at the time that the transaction is finalized.



The Mexican peso appreciated significantly in real effective terms
during 1943 and 1984 as the rate of daily depreciatinn of the peso Jdid
nol match the differential of inflation between Mexico and its main
trading partrners. As a result, the verv large margin of competitiveness
that had hecome availahle in early 1983 was progressively eroded. By
Fehruarv 1985 the peso had appreciated in real eoftective terms to a
level similar to that prevailing in late 1979. This development in the
exchange rate togelther with the rise in domestic demand contributed tno
the deceleration in the rate of growth of nanpetroleum exports and
nenfactor services in late 1984,

The policies announced by the authovities for 1985 seek a further
reduction of inflation and a continuation of moderate growth along with
the maintenance of a satisfactory balance of pavments. Achievement of
the inflation objective is particularly important for the restoration
of confidence and the achievement of sustained economic growth.

The program for 1985 calls for a rednction of the public sector
deficit on a cash hasis to the equivalent of 4,] percent of GDP. This
cuthack of the deficitl is eszential if inflation is to be slowed while
the reliance on foreign financing is reduced and domestic investment is
strengthered. Most of the fiscal adjustment during 19%5% is to be
achieved bv cutting current expenditures. Particular attention also 1is
being given to reducing the operating lnsses nf certain public enter-
prises which provide subsidies. Steps are being taken to Improve the
efficienev nf the management nf these enterprises and to reduce the
public sector's involvement in nonstrategic economic activites. These
erforts should contribute to the continued strengthening of the public
finances in the medium term and to a better use of resources in the
economy Iin general. Since it is critically important that slippages
from the path estahlished for fiscal policy be aveoided, it will he
necessary to monitor developments in this area very closely,

The intentinns of the authorities in regard te menetary and credit
policies are consistent with the pursuit of the anti-inflation effort,
the strengthening of financial savings, and the achievement of a more
efficient allocation of oredit in the economv. The steps to reduce
financizl subsidies and Lo regulate the volume of loans from develop-
ment hanks and oftficial trust funds should redice the burden that such
credits might pose for the public finances in the tuture and should
contribule to a wore effective use of credit resnurces. The recent
placement of monetary regulation bonds with commercial banks and the
increase in duomestic interest rates sheould serve to neutralize the
axcess liquidity that had developed in late 984 and earlv [985,

The relaxation of price caontrols during the program period has
been a welcome step, and further action along these lines would be highly
desirable. However, the liberalization of prices should he complemented
bv a palicv of removing impart controls as a means of imnroving market

discipline. Wage settlements in 1953 were relatively moderate and thus
cantributed te the reduction of inflation while cushinoning the drop in




employment., In 1984, however, the size of the wage awards may have
contributed to cost pressures and impeded the scaling down of infla-
tionary expectations. The adjustment of minimum wages in Januwary 1483,
was nf the same magnitude as that of the previcus vear, and therefore
grealt care will have Lo be exercised with respect to the midvear adjust-
ment if wage policy is Lo be consistent with the reductien of inflation.

The autharities reiterated their commitment to exercise flexibilitv
in the management of the exchange rate policy, and in December 1984
and March 1935 they raised the pace of the daily deprecistion. Thev
gnid that the exchange rate palicv would take intn account internal! and
external price and wage developments, the evolution of the terms of trade,
and the balance of pavments results and targets, The authorities noted
that the current rate of depreciation would be censistent with the main-
tenance of the present real effective exchange rate if their eoal of
reducing inflation during 1985 is achieved and the behavior of foreign
exchange markets and inflatinn abroad conforms to current prajections.
The staff is concerned that the margin for maneuver on this front has
become verv thin, particularly in the context of the authorities'
intention to open the economy on the import side. For these reasons,
the staff would urge the authorities to monitor developments in the
exchange rate area very closely to facilitate timelv actinn teo assure
external competitiveness.

The dual exchange market was introduced as a transitorv measure hv
the authorities, and they have reiterated their intention of eventually
returning to a inified exchange market. However, the authorities are
not prepared at this time to commit themselves to the elimination of
the existing multiple currencv practices hefore the expiration nf the
current extended arrangement on December 31, 1985, While exceptional
conditions mav still prevail, the staff would note that the existing
limitations on access to the free market have encouraged the development
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risking unfavorable effects on cenfidence. Although the spread between
the rates in the controlied and free market has narrowed over the past
twn vears, the spread between these two markets and the parallel market
rate has been significant in recent months.

The staff welcemes the elimination of the exchange restriction
resulting trom the accumuelatinn of external pavments arrears and the
other measures designed to continue with the adjustment effort, bnt the
staff is not in a position te recommend a further extension of the
approval of the remaining multiple exchange practices. This is because
in present circumstances there appear to be no halance of pavments rea-
sons tor the maintenance of such practices and, although the general
direction of economic policies is appropriate, there is no assurance
that the resort in these practices will be temporarv.

With recard tn commercial policies, the staft welcomes the authori-
ties' decision to accelerate the process of trade libheralization bhased
on a new tariff schedule and a phasing out of import licenses. The
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implementation of these policies should promote greater efficiency and
foster growth in the medium term, as well as assisting in the effort to
reduce inflation. 1Tt is generally agreed that the medium—-term viability
of Mexico's growth and balance of payments hinges on a significant and
sustained growth of non-oil exports. The promotion of such growth is
one of the main purposes of the ongoing revision of commercial policies
which should help avert obstacles in this area. The liberalization of
imports is necessary to Improve the economy's efficiency and should be
pursued vigorously. The staff would urge the authorities to ensure
that their efforts on the trade libevallization front are accompanied by
an appropriate exchange rate policy.

The reduction of net external borrowing by the public sector has
enhanced Mexlico's creditworthiness in International matkets, as reflected
in the recently concluded multiyvear restructuring of Mexico's external
debt. The maintenance of appropriate demand and exchange rate policles
by the authorities over the coming years should facilitate the servicing
of the existing debt and the return of Mexico to the international capi-
tal markets under normal market conditions.

In summary, in the last few years Mexico has made remarkable
advances in 1ts efforts to recover from the economic crisis of 1981-82,
Since the start of the program in late 1982 the authorities have imple-
mented policies which have led to a substantial gains in Mexico'’s eco-
nomic situation and an improvement in the structure of the economy. The
authorities also have shown the capacity to correct economic policies
when deviations from the programmed path have occurred, and they have
reiterated thelir willingess to adopt further adjustment measures, as
needed, to assure the success of the adjustment program. The policies
undertaken by the authorities have been generally responsive to the rec-
ommendations of Executive Directors at the time of the last Article IV
discussions with Mexico and, in the view of the staff, the program pre-
sented for 1985 is consistent with the attainment of the aims established
under the extended arrangement.




VIT. Propoased Decision

Accordingly, the following draft decision is propesed for adoption
by the Executive Board:

I« The Fund and Mexice have held consultations pursuant to
paragraph 4{(d) of the extended arrangement for Mexico (EBS/R2/203,
Sup. 4) and as contemplated in paragraph 29 of the letter dated
Novemher 171, 1982 from the Secretary of Finance and Public Credit
and the Director General of the Bank of Mexicn attached thereto,
in arder to review the implementation of the measures described in
that letter, to reach understandings on the policies and measures
that Mexico will pursue over the remainder of the program period,
and Lo establish suitable performance clauses for the vear 1935,
2. The letter dated March 24, 1985 from the Secretary of Finance
and Public Credit and the Director General of the Bank of Mexico,
together with the Technical Memarandum of Understanding attached
thereta (EBS/85/70, 3/25/85), shall be attached to the extended
arrangement for Mexico. The letter dated November 1, 19BZ,
together with the Technical Memorandum attached theretn, and the
letter dated January 3, 1984 together with the Technical Memorandum
attached thereto (EBS/84/1, 1/3/34), shall be read as modified and
supplemented by the letter dated March 24, 1985 and the attached
Technical Memorandum.

3. Beginning on the effeclive date of this decision, Mexicn will
have Lhe right to make purchases under the extended arrangement up
to a total amount equivalent to SDR 1,203.7 million, provided that

the amount of such purchases shall not, without the consent of the
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Fund, exceed (i) the equivalent SDR 295.8 million hefore August 20,
1985, (ii) the equivalent of 3DR 398.4 million before November 20,
1985 or (iii) the equivalent of SDR 901.0 million before December 31,
19u5. After December 30, 1985, a purchase may be made 1f the request
for the purchase is submitted on or before December 31, 1985 to be
ef fective on that date, the data for that date are received on
or before February 20, 1986 and those data show that the performance
criteria were observed as of December 31, 19RS.
4, Purchases under the arrangement in accordance with paragraph 3 of
this decision mav not be made:

{(a) during any periced in which:

(i) the data at the end nf the preceding perind indicate
that the limit on the use of external credit, as
specified in paragraph 1 of the attached Technical
Memorandum, has not heen observed; or

(1i) the data at the end of the preceding period indicate
that the ilimit on the overall public sector deficit,
as specified in paragraph 3 of the attached Technical
Memorandum, has not been observed; or

(ii1) the data at the end of the preceding period indicate
that the limit on the unpaid interest accrued to the
Bank of Mexice on claims on the nontimancial public
sector, as specified in paragraph 4 of Lhe attached
Technical Memorandum, has not heen observed; or

(iv} the data at the end of the preceding period indicate

that the target for the net internatinmnal reserves




nf the Bank of Mexico, as specified in paragraph 7
of the attached Technical Memorandum, has not heen
nheerved; or
fv) the limit on the net credit to the public sector by
the Bank of Mexico, as specified in paragrapb 2 of
the attached Technical Memorandum, is not observed;:
ar
(vi) the limit on the net domestic assels of the Bank of
Mexico, as specified In paragraph 5 of the attached
Technical Memorandum, is nnt nbhserved, or
{vii) the limit on financial intermediation conducted by
the national development banks and official trust
funds, as specified in paragraph h of the attached
Technical Memocrandum, 1s nnt observed: or
(b) after September 3, 1985, until the review contemplated in
paragraph & of the attached Technical Memorandum is completed.
5. In accordance with Executive Board Decision Nn. 7908-(85/26) of
February 20, L1985 on overdue payvments Lo the Fund, Lhe extended

arrangement for Mexico is amended to read as sel out in the Attachment.
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Fund Relations with Mexico
(As of April 30, 1985)

1. Membership Status

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

A. Financlial Relations

II. General Department (General Resources Account)

(a) Quota: SDR 1,165.5 million

(b) Total Fund holdings of Mexican pesos: SDR 3,573.0 million
or 306.6 percent of quota

(c) Fund credit: SDR 2,407.5 million or 206.6 percent of gquota
0f which: SDR 200.6 miliion or 17.2 percent of quota
under credit tranche
SDR 1,103.4 million or 94.7 percent of quota
under EFF
SDR 1,103.4 million or 94.7 percent of quota
under EAR

(d) Reserve tranche position: None
{e) Current Operational Budget: Not applicable
(f) Lending te the Fund: Not applicable

IIl. Current Stand-By or Extended Arrangement and Special Facilities

(a) Current extended arrangement
(1) Duration from January 1, 1983 to December 31, [985
(ii) Amount: SDR 3,410.6 million
(111) Utilization; SDR 2,206.9 million
(iv) Undrawn balance: SDR 1,203.7 million.

(b) Previous extended arrangement
(i) Duration: 1977 to 1979
(11) Amount: SDR 518 million
(11i) Utilization: SDR 100 millinn

({c) Special facilities: CFF
(i) Year approved: 1976
(11) Amount: SDR 185 million
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Iv. SDR Department

{a) Net cumulative allocation: SDR 290 million
{b) Holdings: SDR 0.07 million, or the equivalent

of 0,02 percent of net cumulative allocations
(c) Current Designation Plan: not applicable

V. Administered Accounts (amounts)

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

B. Nonfinancial Relations

vVi. Exchange rate arrangement: Since December 20, 1982 two foreign
exchange markets have been operative in Mexico: a controlled
market, covering specified transactions;: and a free market.

The exchange rates in both markets are established by the
authnrities, who currently preannounce the rates for period of
four weeks in advance. As of April 30, 1985 the rate in the
controlled market was Mex$215.20 per USSL selling and Mex$215.40
per USS| buying and the rate in the rate in the free market was
Mex$222.55 per USS! selling and Mex$227.05 per US$] buying.
Since September 23, 1983 the exchange rate in both the controlled
and free markets have been depreciated bv the same daily amount,
initially by Mex$0.13, and subsequently by Mex$0.17 since
December 6, 1984 and by Mex$0.2] since March 6, 1986. Three
other special rates apply to forward cover contracts for the
repayment of specified medium- and long-term obligations with
fareign financial institutions.

Vil. Last Article IV consultation and review under EFF: The last
Article TV consultation discussions were completed by the
Executive Board on July 30, 1984 (EBM/84/117). The relevant
staff reports were SM/84/155 and SM/84/165. Far consultation
purposes, Mexico is in the 12-month ecyecle, The last review
under the EFF and discussions of the 984 program were complated
by the Executive Board on March 2, 1984 (EBM/84/34 and EBM/84/35).
The relevant staff report was EBS/84/1, Cor. 1, Sups. | and 2.
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With regard to exchange restrictions and multiple practices, the
decision approved at the time reads as follows:

"Approval of Multiple Currency Practices and
Exchange Restrictions

Mexico maintains multiple currency practices as
described in Section V of SM/84/155. In view
of the circumstances of Mexico, the Fund grants
approval of these multiple currency practices
until March 31, 1985, the completion of the next
review under the extended arrangement, ot the

completion of the next Article IV consultation,
whichever 1is earlier.”

viii.  Technical Assistance: At the request of the Mexican authorities,
during 1985 two technical teams from the Fiscal Fiscal Department

will be providing technical assistance in the filelds of direct
and indirect taxation.




Meuicn-—Basfic Data

Area and population

APPENDLIY 11

Aren 1,855, 20 sq. kilometers
Populacion (mid-1954) 7.9 million
Aunual rate of population increase ([497/7-84) 27 pereent
GhiE (19s%) SUk 171 billion
N=5175 hillion
HewbS M o448 hillion
CDOF per capita (1Y%« SLE 2,225
Prel.
Origin of 4GP 198 14953 1984
(prrcent §
Avriculture, livestark, and fishing Hou Y.h 4,5
Mininz {including petrolenm) 3.4 Yo .
Manufacturing 2401 R 23,4
Comstruct icn 9.5 4.7 4.7
Electricity I.n .7 .4
Comme T e S50 Ja, FA.n
franspart and commanicatisns 7.5 fah 7eh
Financial =service= 9,4 oLtk 19,5
DEher services 3.5 14,2 4.z
Ratios to LDF
Exports of ponds and services t3.5 1a. 5 15,1
Imports of poods and services lhal 1.4 13.2
Current acceont of the balance of pavments ~2uh Jeh 1.4
Central yovernment revenues Ih.3 [5.n 1han
dentral government expenditures la. R ol Il.y
Pabli¢ sector <avings ~7.3 0.9 AN
Public sector overall bhalance tdefijcit =) =178 -, % -,
External pablic debt (end of vear) 29,4 31,49 il
Lrugs pational savings 17.54 2t
Lross agarevats investment P 19.9
Money and quasi-mopey (end of vear) 3403 3.0 24,0
Annuzl changes in selected economic
indicators
Feal GDP rer capita -3, -l 1%
Real GUP (21 1970 prices) -5 =53 1.:
GDP At carrent prives O Kl2a0 1.7
bumestic expenditures (at current prices) 1.7 AL a7}
Investiment (1725 17305 (bd.s)
Consumpl ion (h9.3) (nH.GY  (7R.5)
GhE def latar nlal ur, ! h )
Whnlesale prices fannonal averages ) Shl Ju7.3 2,3
Consumer prices (annual averapes) 8,4 IR LA
Central wovernmenl revenues hl.,4 7.e 95,4
Central wovernmant expendilores m, N A Ly 0
Money and quasi-moeney 7ol hu, T1.1
Maney (al.9) (41.5%)  (58.4)
uas i —nney (74.0) {fo?,0) (75,%)
MNet domestic credic 2F S5 M G472 td, !
Credit to public sectuer fnec) Thl2o7y (2802 (1905
Uredil 1o private sectar E=504% 2300 (37,5
Merchandise exports (feadhe, 10 liun. Jdollars) 8.7 4.5 E
Herchandise vmprerls (faaabe, P00 s, dodlars? gl —=lan 2.6
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Federal government finances

Revenue

Expenditure

Current account surplus or deficit (=)
Overall deficit (-)

Public sector finances
Current account surplus or deficit (-)
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 interest payments

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

International reserve position

Monetary authorities (net)
Monetary authorities (gross)

APPENDIX II

Prel.
1982 1983 1984
(In billions of Mexican pesos)
1,532 3,181 4,943
2,331 4, 485 b, 459
-331 =557 -6b2
=799 -1, 304 -1,516
-698 -117 40
-1,679 -1,464 -1,826
1982 1983 1984
(In billions of U.S. dollars)
22.1 23.1 25.2
-l4.4 -8.5 -11.3
0.6 1.2 l.4
-7.9 ~7.4 -8.5
-3.4 -2.9 -2.9
-2.6 -0.3 0.2
-5.6 5.2 4ol
6.8 4o7 2.2
-8.0 4.4 =3.3
-6.8 5.5 3.0
December 31
1981 1982 1983 1984
{In millions of SDRs)

4,188.6 -1,779.9 3/ 3,353.3 6,638.6
4,305.0 1,509.6 3/ 4,908.4 9,162.9

1/ Includes net deficit of public sector outside budget control.
gj Changes are effective flows in relation to the unadjusted stock of
liabilities to private sector at the beginning of the period.
3/ 1Includes as liabilities disbursements under a BIS loan and arrears on
interest payments on private debt with foreign commercial banks.
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Mexico: Selected Ecomznic enf Fiencial! badicators

1984 1985
1 1943 Prem.l/  Prel. Prog.
(Apmusl percentagze ctanges, mlesg otherwige specitigdt
Natrirmal income and prices
DP at cngtant pruces =05 =53 1.0 1,5 3.5
P deflator (3 Q.2 51,0 40U 43 0480
Conmaeer prices (end of peringt GR.4 AR LR 44,7 0050
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Rece ipt & PAS 16 8 0 59.8 a4
Ot iays x,9 025 7.0 52,8 38,2
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Inprrt, foo.be =41 -41.0 ha,] N9 23.9
Imperrt vo lume (43,7} (=G44.n) LAY 132.%) 21.3)
Termé ~f trade ldeterioration =) -17.0 -1.3 ~3.4 1.3 4.0
Kmina! ~ffe-tive exchange rate lappreciat wn -)2/
Average il 138,24 BTy
Frvd of periuod PLYN ab G 3.5 .
Real ef fect ive wxchamee rate tappreviation -1/
Averags s 9,4 — -la.y —
Frd of peruad b =173 van =1n, 00 .
Mmey ard credit
Tomest ic credit {net 13/ “h,9 arr .13 .0 S0.R
Public aector 3/ w21 (282 {lo.6) (19,8, 122,0)
Privaie mector 3 (-5, 123,25 (21,9 147,81 (28,8)
Momey and quasi-mmey (M3 70,1 54,2 4313 7.1 &b, 7
Velocity (1P relative to M4 o7 1,1 iR iz 1.3
Intereat rate (anua! rate,
nne—year term deposits ¥/ 0.1 41.4 44,0 ¥ 40,0
(Ia percemt of GUP}
Mwerall piblic sector savings -1.4 -a 2.5 0.1 2.8
Merall public sectar deficat () -17.8 -R,9 5.5 5.2 4!
Dexmerat o finane ing fIa.0i 15,01 10 tu9) (a1l
Fore1gn ! mancing LR (R t2.a .3 =
Groas Jomest 1o e scrent 2.2 2.3 12,0 19,9 2.0
Groes mational savings 17.8 23.9 L&, 2.2 23,1
BPorrent account (deficit =) -l J.b -0.b 03 1.1
Ar 1419 emchangr rate -1 (263 105 (1,9 {n,9}
External public debt 3/
Inciuaive of Fumd credst 38.3 41,6 3R 5.1 3.5
Ar 1979 exchange rate t29.0) (30,91 (30.0} {28.7) (26.9)
lngereal payments on external public debt &/ 4.1 5.0 b1 4.5 15
A P97% exchange rate {3k {360 13.8) 13.7) 13.0)
(lo percent of wgort of goods and services)
Debt service Jf
Before reschadiling ik 5.7 42,8 5.4 S0
After reachedul ing 40,1 3.2 nz 3.8 5
(Ta balliona ot U3, dollars)
Chwral] belance of payvments -4, 8 55 Pl A0 (U
Crrsa nfflcial meserves
"mmthe ~f merhandise inports B/ 0.} R w 7.8 7.5

Sourced. Bank of Mexicn: Secretariat of Programming and Budget, and Pmd seaflf esrumtes.

1/ Amwal chames and rarios to @F in colum Prog. 198 are those projected at the time of progean
Meept un.

2/ Indices of effective exchange rate peasured wn lerms of local aurency per umit of foreizn exchange.

3/ thangee are effect ive Tlows adusted for exclange rale chamger 1 relatwn Lo towal [abilicies to
the priate sector at the begaoning of the perusd.

4 Maximm mithorized rate at the end of the pericd net of withholdig tar; excluder compournd ing.

5/ lowledes shoct term debt, but net of grocs internat wmal reserves,

&/ Interest paud on external publir debt, net of Jnterest earned n gregs intermat uanal reservws.

1/ Inrludes debt service on Rmd credit.

B Exluding gold and peyments agresments.
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Mexico: Summary of the Financial Program for 1985

I. Targets
1. Real CUDP growth is expect to reac
rate of growth as in 1984. Private sector investment is expected to
continue growing at a fast pace. The public sector's relative importance
in total expenditure 1s expected to continue declining, although public
sector Investment will be increasing In real terms this year.
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2 The inflation rate is expected to decline over the program period.
The 12-month rate of increase in prices is projected at about 47 per-
cent by the end of 1985 compared with about 59 percent bv the end of
1984 and 81 percent by the end of 1983. The vear on year price increase
is expected to be about 48 percent in 1985,

3. The overall balance of pavments surplus is expected to be US$500
million in 1985 in light of a smaller current account surplus and a
negligible net flow of foreign berrowing bv the public sector.

II. Assumgtions

l. The rate of inflation of Mexico'™s trading partners is expected to
be about 4 1/2 percent in 1985. Crude oil exports are expected to
average L.525 million barrels a day, a small decline in relation to
1984, whereas the prices of crude o1l are expected to remain constant
at their February levels (i.e., US$27.75 per barrel for light crude
(Ithsmus) and US$25.50 per barrel for heavy crude (Mava)); nonpetroleum
exports are expected to grow at about 16 percent, folllowing an Increase
of 28 percent in 1984, Import volumes are estimated to grow at a rate
of 21 percent reflecting the continued expansion of economic activity
and the intensification of the liberalization of commercial policy.

The terms of trade are expected to deteriorate by 4 percent in 1984,

as export unit values will decline following the fall in the price of
0il at the beginning of the year.

2. Public sector net foreign borrowing is projected at less than
USS0.1 bitlion in 1985 compared with US$2.2 billion in 1984 and USS4.7
billion in 1983. Concomitantly with this moderate reliance on foreign
borrowing and a projected decline in interest rates, net factor payments
are expected to decline from 5.7 percent of GDP in 1984 to 4.9 percent
of GDP in 1985.

3. The effective interest rate on Mexlco's external debt 1is projected
to decline from 12 1/2 percent in 1984 to 1l percent in 1985.

4, Based on the behavior of financial savings, velocitv—--which is mea-
sured as the ratio of nominal GDP to average financial liabilities to

the private sector {(including holdings of Federal Government Securities)--
is projected to decline from 4.1 in 1984 to 3.8 in 1985,
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[1L. Principal Elements of the 1985 Procram

l. Public sector policies

A. The overall public sector deficit is to bhe limited an a rash
basis to MexS1,73% hillion (equivalent to 4.1 percent of prajecterd CDRI')
in Y85, vuarierly limits have bheen established as performance criteria
on the cumulative deficit of the public sector in 1985, with subceilings
for credit Lo the public sectonr by Lhe Bank of Mexico and for the non-
financial public sector accrued and unpaid interest to the Bank of Mexicn.

b. tuarterly limits have been established as performance criteria
for net foreign horrowing by the public sector in 1985, including all
publiclv-owned tinancial institutions ather than the Bank of Mexicno.

The mawimum ameunt of net foreign borrowing under the ceiling (including
all maturities) is USS1 hillion during 19K5. Nevertheless, the finan-
cial program projections have been made with less thap DSSOL] hillion in
net foreizan borrowing on the understanding that if there is a resnmplion
nf valuntary external lending, domestic borrowing hy Lhe public sector
will bhe reduced pari passu.

Ce The savings of the public secter are expectad Lo continue their
upward trend reaching I.8 percent nf GDP in 1985, up from (.1 percent
nf GLE in 1984, In contrast with the experience of 1984, public sector
receipts are expected tn decline marginally in rvelation ta CDP, as the
reduction in the Jdomestic value of petrolenm receipts will not he fullv
compensated by increases in the receipts of other puhlic enterprises
and the Federal Gevernment. On the expenditure side, the bulk nt the
Aadjustment will fall upon mperatineg expenditures and other nonrecuarrent
expenditures.  Adjustments in prices of the Zoods and services nrodoced
bv the public sector will continue, although the relative increases
will be considerably lower tharn in the recent past as neaded correctinps
have become smaller. Puhlic sector capital expenditure jg the only
companent of expenditore which Is expected te rise as 4 percent of ChP
from b,d percent in 1983 to 7.1 percent inm 1935,

e Honev and credit

a. The net domestis assets of the Bank of Mexico are to be sub-
ject to quarterly ceilings as a performance criterion.  The ceilings
provide for an increase in net domestic assets during 1985 nf some
ler percent in relation ta nate issue at the end af 1955,

h. Az was nated above, a subceiling has been established an the
Rank nf Mexico's net credit to the public sectar and on the nanfinan-
cial publiec sector acerued and unpaid interest Lo the Bank nf Mexicn.
In addition the Bank of Mexico's net credit to the puhlic sector ceil-
ing can be adjusted upward, provided there is an equivalent reduction
in the compulsory portfolio requirement on the commercial bhanks.
Acvcording to a recenltlv enacted bhanking law, commercial hanks are
required to maintain 35 percent of their liabilities to the private
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sector in government securities. The financial program assumes that
this portfolio requirement will be the main source of domestic financing
to the public sector. However, if the Bank of Mexico deemes appropriate
to acquire government securities in the secondary market using up Lheir
ceiling thev can do %o, provided there is an equivalent teduction in

the 35 percent portfolio requirement of commercial banks.

Ca The growth of financial sector liabilities to the private
sector is expected to be enough to asccomodate the borrowing requirement
of the public sector, an accumulation of net internatinnal reserves of
US5500 million and a 19 percent real growth in credit to the private
sector. Of this flow of financing to the private sector, about |4 per-
cent will be channeled through the government development banks and
official trust funds.

d. Interest rates for domestic financial instruments will con-
tinue to be managed with a view to making them competitive with other
investment alternatives and to be in accord with the external ohjectives
of the program. Moreover, efforts to reduce the scope of subsidies
granted through the financial svstem will be continued.

e. Quarterly limits have been established on the amount of finan-
cial intermediation (net lending to the private sector) conducted hy
the Government development banks and all official trust funds (including
those of the Bank of Mexico but excluding FICORCA).

3. Prices and wages

Wage policy will coentinue te be directed to the achievement of
medium—term emplovment abjectives of the program, in the framewark of
the adjustment effort and the anti-inflation aims of the program.

Price controls are being revised in order to avoid the discouragement

of production and emplovment, and to assure that profit margins are

kept at a satisfactorv level. 1In order to avoid the emergence of monop-
olistic rents, reliance upon import permits is being reduced during
1985.

’

. External sector

a. Exchange rate policy will continue to be managed flexibly,
with a view to fostering the competitiveness of the Mexican economy
and helping to achieve the net international reserve target of the Bank
of Mexico; the program calls for an improvement in the net international
reserves of USSS500 million in 1985. The exchange system will be managed
s0 as to preclude the development of new arrears. The standard under—
standings on the introduction and/or intensification of exchange and
trade restrictions and multiple cutrrency practices are included as a
performance criteria.
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b The protective system will be revised with a view to ration-
alizing the structure of protection and reducing the levels of effective
protection, thereby improving resource allocation aml assisting the anti-
inflation efforts The authorities have embarked on 1 mwajor revamping of
the tariff system. The emphasis in commercial policy has shifted from
import controls tn protection throush tarifts. By December (984 a torg]
of 17 percent of 983 imports had heen exempted from permits.  In 1455
A new tariff schedule is being introduced to redoce the number nf tarify
rates and lower their dispersion. In additicn, the proecess of substitor-
ing import licenses for tariffs will bhe accelerated te cover 35 ta 45 per-
cent of annual imports hefore the end of the vear.
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Mexico-—-Statistical Issues

. Outstanding statistical issues

a. Government finance

At present, I[FS data are the annual data published in the GF§
Yearbook. However, monthly data on revenue and expenditure and annual
data nn dJomestic debt are now published in Indicadores Economicos, Bank
of Mexico, through 1984, These data, which cover only the Budgetary
Central Government (Goblerno Federal), are belng processed with a view
to their publication in LFS.

The presentation of the GFS Yearbook lacks at present detailed
statistics on capital expenditure by function. This information has
been requested from the authoritias,

b. Balance of payments

The datra published in IFS cover the latest information reported by
the Bank of Mexico to the Bureau of Statistics. The June 1985 issue of
1FS will include data through the third quarter of 1984, derived from
official publications. However, the data in the IFS and in the Balance
of Pavments Yearbook lack a detailed explanation of the sources of
exceptional financing. Explanations about the treatment given to this
item in the Mexican otticial publicaticns have been requested.

¢+ International banking

Provision has been made for a technical mission to visit Mexico in
September [985 to discuss work iIn progress on a study of the Mexican
external debt with the Bank of Mexico.

2. Coverage, currentness, and reporting of data in IFS

The following table shows the currentness and coverage of data
published in the country page for Mexico in the May 1985 issue of IFS.
The data are based on reports sent to the Fund's Bureau of Statistics
by the Bank of Mexico, which during the past year have been provided on
a timely basis.
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Status of IFS Data

Natinnal Accounts
Prices

Production
Employment 1/
Earnings -

Deficit/Surplus
Financing
Debt

Monetary Authorities

Deposit Money Banks

Other Financial Institutions
Interest Rates

Merchandise Trade: Value

Prices
Balance of Payments
International Reserves
Exchange Rates

APPENDIX V

Latest Data in
May 1985 1F§

L9984
February 1985
December 1984
N.a.
Octaber 1982

1982
19R?2
N.a.

December {1984
December 1984
December 1984
December 1984

December [984
June 1984

Q4 1983
January 1985
March 1985

1/ Data on manufacruring employment through Nevember 1984 are avaiil-
able and consideration is being given to their publication on the IFS

Country page.
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Mexico: Extended Arrangement

Attached hereto is a letter, with attached memorandum, dated
November 10, 1982, from the Secretary of Finance and Public Credit and
the Director General of the Bank of Mexico, requesting an extended
arrangement and setting forth:

(a) the objectives and policies that the authorities of Mexico
intend to pursue for the period of this extended arrangement;

(b) the policies and measures that the authorities of Mexico intend
to pursue through December 31, 1983 in this extended arrangement; and

(c) understandings of Mexico with the Fund regarding reviews that
will be made of progress in realizing the objectives of the program and
of the policles and measures that the authorities of Mexico will pursue
for 1984 and 1985.

To support these objectives and policies, the International Monetary
Fund grants this extended arrangement in accordance with the following
provisions:

l. For a period of three years from January 1, 1983, Mexico will have
the right to make purchases from the Fund in an amount equivalent

to SDR 3,410.625 million, subject to paragraphs 2, 3, 4, 5, and 6 below,
without further review by the Fund.

2. (a) Until January 1, 1984, purchases under this extended arrange-
ment shall not, without the consent of the Fund, exceed the equivalent
of SDR 1,003.12 million, provided that purchases shall not exceed the
equivalent of SDR 100.3]1 million until May 15, 1983, the equivalent of
SDR 401.25 million until August 15, 1983, and the equivalent of

SDR 702.19 million until November 15, 1983.

(b) Until January 1, 1983, purchases under this extended arrange-
ment shall not, without the consent of the Fund, exceed the equivalent
of SDR 2,206.88 million.

(¢) The right of Mexico to make purchases during 1984 and 1985
shall be subject to such phasing as shall be determined.

3. Purchases under this extended arrangement shall be made from ordinary
and borrowed resources in the ratio of one to one until purchases under
this arrangement reach the equivalent of SDR 2,247 million and then

each purchase shall be made from borrowed resources, provided that any
modification by the Fund of the proportion of ordinary and borrowed
resources shall apply to amounts that may be purchased after the date

of modification.
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4., Mexico will not make purchases under this arrangement:
(a) Through December 31, 1983, during any period in which:

(i) the data at the end of the preceding perind indicate
that the limit on the use of external credit, as specified in paragraph |
of the attached Technical Memorandum, has not been obsevved; or

(ii) the data at the end of the preceding period indicate
that the limit on the overall public sector deficit, as specified in
paragraph 3 of the attached Technical Memorandum, has not been ohserved;
or

(ii1) the limit on the net credit to the public sector by the
Bank of Mexico, as specified in paragraph 2 of the attached Technical
Memorandum, is nat observed; or

(iv) the limit on the net domestic assets of the Bank of
Mexicn, as specified in paragraph 4 of the attached Technical Memorandum,

is not observed; or

{v) the data at the end of the preceding period indicate
that the target for the net international reserves of the Bank of
Mexico, as specified in paragraph 5 of the attached Technical Memorandum,
has not been observed; or

(b) After May 15, 1983, if the consultations contemplated in
paragraph 29 of the attached letter have not been completed or under-
standings reached under these consultations are not being observed; or

{c) After December 3!, 1983, if the Intentions on pavment arrears,
mentioned in the fourth sentence of paragraph 6 of the Technical Memo-—
randum, has not been observed; or

(d) For the vear 1984 and (985, if befare January 1, 1984 and
January 1, 1985, respectively, sultable performance clauses for each
period have nnt been established in consultation with the Fund as con-
templated in paragraph 29 of the attached letter, or if such clauses,
having been established, are not ehserved: or

(e} Throughout the duaration of the extended arrangement, if Mexico:

(i) imposes new or intensifies existing restrictions on
payments and transfers for current international transactions, ar

(ii) introduces or modifies multiple currency practices, or

(iii) conctludes bilateral payments agreements which are incon-
sistent with Article VIII, or

{iv) imposes or intensifies Import restrictions for hilance
of payments reasons.
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When Mexico is prevented from purchasing under this extended
arrangement because of this paragraph 4, purchases will be resumed only
after consultation has taken place between the Fund and Mexico and
understandings have been reached regarding the circumstances in which
such purchases can be resumed.

2. Mexico will not make purchases under this extended arrangement
during any period in which Mexico has an overdue financial obligation

to the Fund or is falling to meet a repurchase expectation pursuant to

the Guidelines on Corrective Action in respect of a noncomplying purchase.

6. Mexico's right to engage in the transactions covered by this
extended arrangement can be suspended only with respect to requests
received by the Fund after (a) a formal ineligibility, or (b) a decision
of the Executive Board to suspend transactlons, either generally or in
order to consider a proposal, made by an Executive Director or the
Managing Director, formally to suppress or to limit the eligibility of
Mexico. When notice of a decision of formal ineligibility or of a
decision to consider a proposal is given pursuant to this paragraph 6,
purchases under this arrangement will be resumed only after consultation
has taken place between the Fund and Mexico and understandings have been
reached regarding the circumstances in which such purchases can be
resumed.

7. Purchases under this extended arrangement shall be made in the cur-
rencies of other members selected in accordance with the policies and
procedures of the Fund, and may be made in SDRs 1f, on the request of
Mexico, the Fund agrees to provide them at the time of the purchase.

8. The value date of a purchase under thils extended arrangement involv-
ing borrowed resources will be determined in accordance with Rule G-4(b)
of the Fund's Rules and Regulations. Mexico will consult the Fund on the
timing of purchases 1nvolving borrowed resources Iin accordance with

Rule G-4(d).

9. Mexico shall pay a charge for this extended arrangement in ac-
cordance with the decisions of the Fund.

10. (a) Mexico shall repurchase the amount of its currency that results
from a purchase under this extended arrangement in accordance with the
provisions of the Articles of Agreement and Decisions of the Fund includ-
ing those relating to repurchase as Mexico's balance of payments and
reserve position improves.

(b) Any reductions in Mexico's currency held by the Fund shall
reduce the amounts subject to repurchase under (a) above in accordance
with the principles applied by the Fund for this purpose at the time of
the reduction.

(¢) The value date of a repurchase in respect of a purchase financed
with borrowed resources under this extended arrangement will be normally
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either the bth day nr the 22nd day of the manth, or the next business dav
if the selected day is not a business day, provided that repurchase will
be completed not later than seven years from the date of purchase.

11. Puring the period of the extended arrangement Mexico shall remain
in close consultation with the Fund. These consultations may include
correspondence and visits of officials of the Fund to Mexico or of
representatives of Mexico to the Fund. Mexico shall provide the Fund,
through reports at intervals or dates requested by the Fund, with such
information as the Fund requests in connection with the progress of
Mexico in achieving the objectives and policies set forth in the
attached letter and annexed memorandum.

12, In accordance with paragraph 28 of the attached letter, Mexico will
consult the Fund on the adoption of any measures that may be appropriate
at the initiative of the Government or whenever the Managing Director
requests consultation because any of the criteria under paragraph 4 above
have not been observed or because he considers that consultation on the
program is desirable. In addition, after the period of the extended
arrangement and while Mexice has outstanding purchases under this ex-
tended arrangement, the Government will consult with the Fund from

time to time, at the initiative of the Government or at the request of
the Managing Director, concerning Mexico's balance of payments policies.



