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Briefing Note

Mexico: Medium Term Strategy Paper OPSC Review

Background

1. During the 1980s Mexico has faced mounting economic difficulties
characterized by erratic economic growth, stagnating exports (even before
the recent oil price decline), excessive public sector deficits, rising
external debt, and massive capital flight. The improvement in Mexico's
external accounts in 1982 and 1983 was mainly attributable to suppression
of imports from $34.4 b in 1981 to $12.7 b in 1983, with very little
domestic stabilization to show for the period of austerity. Considerable
restructuring remains to be accomplished if the economy's performance is
to improve. The medium term prospects for Mexico depend critically on the
price of oil, renegotiating the terms of commercial bank debt, and
implementing effective stabilization cum adjustment policies in 1986. The
weakness of the oil market has made the need for policy reform even more
critical. The Region has noted that Mexico's non-oil competitiveness is
low due to "excessive protectionism, overregulation of markets, and
overexpansion of some inefficient parastatals." In addition, the public
investment program has been poorly planned and implemented, financial
sector policies have caused large scale disintermediation and crowding
out, and the Government has been unable to deliver promised reductions in
the fiscal deficit. Only if these problems are dealt with effectively
will satisfactory improvement be possible in terms of non-oil export
growth, efficient import substitution, a reversal of capital flight,
sustainable growth of output, and a return to voluntary commercial bank
lending.

2. The necessary corrective policy measures will be politically
difficult to make. After four years of relative austerity, "stabilization
fatigue" may have set in before any lasting improvement was achieved.
Under growing political pressure, the ruling party is finding it
increasingly difficult to implement appropriate economic policies.
Measures leading to reductions in public spending, control of corruption,
liberalization of trade, and improved agricultural efficiency all threaten
important components of the ruling party. Significant progress in these
areas will be very difficult to achieve, despite the obvious deterioration
in the country's circumstances. Presidential elections will be held in
1988, and internal pressures will be building up to stimulate the economy
and move, unilaterally if necessary, to ease the debt burden. Therefore,
the whole of the stabilization cum adjustment program must be put in place
relatively soon, if it is to have sufficient time to show results.

3. Mexico has taken significant adjustment steps in the fields of

interest rate policy, exchange rate policy and trade policy. It moreover

has attempted, throughout the debt crisis, to settle its difficulties in

an orderly, legally acceptable manner. These measures, however, were

nullified by lack of adjustment or contradictory actions in other fields,

particularly on the fiscal side, with the attendant effects of high
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inflation and serious capital flight. Unless structural adjustment

actions become more comprehensive and more decisive in 1986 and 1987, the

country's economic prospects will not improve. It appears that the oil

prices prevailing in 1986 will be at least $10/bbl lower than in 1985,

adding more than $5 billion to the adjustment that must be made in

Mexico's external and fiscal accounts. Concerted action by Mexico and the

international community will be required to overcome the critical problems

confronting the Mexican economy.

The Strategy Paper

4. The paper does a very good job of frankly discussing the problems

Mexico faces and the broad program of policy reform needed to restore

sustainable medium-term growth. Three scenarios are considered: a high

oil price with inadequate reform, a high oil price with effective reform,

and a low oil price with effective reform. The high oil price used is

$20/bbl in 1986/87 with a gradual rise thereafter to $25/bbl in 1990; the

low oil price is $15/bbl in 1986/87 followed by a rise to $18.6/bbl in

1990. Unfortunately, when considering a specific workout scenario, most

of the paper deals with the high oil price effective policy reform

scenario. Projections are included for the other two cases, but

discussion is comparatively slight. The thrust of the paper is that three

major results must be achieved if Mexico is to overcome its current

difficulties and resume per capita growth after 1986. These are:

o stabilization of the economy so as to reverse adverse trends in

inflation, private investment, capital flight, financial

disintermediation, and reserve accumulation;

o sustained real, non-oil export growth of 10% (double the recent

average); and

o improved productivity resulting in a decline in ICOR to 3.8 by -

1990.

To meet these goals Mexico will need to implement a critical mass of

reforms in seven key areas. These include reduction of the fiscal

deficit, elimination of the remaining distortions in the exchange system,

liberalization of external trade, relaxation of interest rate and credit

controls, major improvements in public sector management (including

reforms in taxation and pricing, the restructuring and privatization of

parastatals, and improvements in investment planning and execution),
liberalization of foreign direct investment procedures, and the

deregulation of agricultural pricing, marketing, import, and credit

policies. The reform program proposed is appropriate, but analysis of the

projected figures reveals some potential problem areas. (Note that

subsequent comments refer to the high oil, effective reform case unless

specifically stated.)

5. The fiscal deficit is projected to fall from 10.1% of GDP in 1985

to 7.1% in 1986, eventually reaching 1.9% in 1990. In 1986 total revenues
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rise by 2.0% of GDP, while program (i.e., non-interest, current)
expenditures fall by 2.5% and capital expenditures fall by 0.6%. Domestic
and external interest costs rise by 2.2% between 1985 and 1986, but fall
sharply thereafter. Between 1986 and 1990 projected domestic interest
rate declines account for 125% of the decline in the deficit. This means
that after 1986 the improvement in the fiscal deficit is entirely
dependent on falling nominal domestic interest rates (i.e., on declining
inflation). The revenue increases and expenditure cuts put in place in
1986 are expected to set in motion events which lead more or less
automatically to lower inflation, lower interest rates, and lower deficits
without further enhancement of revenues or cuts in expenditure relative to
GDP. The reduction in the fiscal deficit is critical to the whole
program, thus the credibility of this scenario should be carefully
examined. Are the projected reforms now being implemented so that the
1986 deficit will in fact be 3% of GDP less than the 1985 result? What
precedents are there for a one time cut in net non-interest expenditures
resulting in a cumulative decline in domestic interest payments equaling
6.5% of GDP in 4 years? With the low oil price the fiscal deficit is
higher in 1986, but falls off more rapidly, and again domestic interest
payments account for 125% of the decline in the deficit between 1986 and
1990. Is this plausible? Does the low oil projection take the second
order effects fully into account?

6. The growth of non-traditional exports may be overly optimistic and
is heavily front end loaded. For 1986 the projected growth is 21.7% in
current dollar terms and 16.4% real. This tapers off to 17.2% and 11.7%
in 1987 and settles at 13.0% and 8.1% by 1990. The internal supply
response is problematic, but the greatest problems are likely to be on the
marketing side. With the decline in the exchange rate of the dollar,
Mexico may have trouble penetrating the more competitive US import
market. Mexican exchange rate improvement has been greatest vis a vis
Europe and Japan, but these markets can be difficult to penetrate, even
when the exporter has a price advantage. In the past, Mexican non-oil
exports have performed erratically and have not demonstrated the ability
to achieve sustained growth. In-bond factory output has performed very
well growing by 20-25% since 1982, but tourism has stagnated and
merchandise exports (which are half of non-oil exports) have shown great
variability. Manufacturing output in the past has been based on an inward
looking, highly interventionist development strategy, and it may take time
to reorient producers to compete successfully in international markets.
Thus, the 1986-87 growth targets for non-oil exports could turn out to be
overly ambitious. Are any figures available for the first three months
indicating progress in expanding non-oil exports? Aside from a
competitive exchange rate what sort of differential incentives are
proposed for exporters?

7. Table 1 compares aspects of the proposed Mexican program with the
adjustment scenario projected for Chile. Chile has a significantly higher
interest burden relative to GDP, but a slightly lower burden relative to
exports. On the consumption/savings side, Chile's program is very com-
parable to the paper's low oil projection for Mexico. Marginal savings
rates are both about 45% and growth of consumption per capita is 1.2 to
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Table 1: Adjustment Burden Indicators 1987-89

Mexico Mexico
Chile (High-oil) (Low-oil)

Marginal Savings Rate 45.0% 40.0% 46.0%

Annual growth in per capita
consumption 1.3% 1.5% 1.2%

Foreign interest as a
percent of exports 26.0% 28.0% 29.5%
percent of GDP 8.2% 5.6% 5.8%

1.3%. Thus technically Mexico's adjustment problem appears to be on the
same order of difficulty as Chile's, once the initial measures are in
place. The difference is that Chile put most of its reforms in place in
1985, when per capita consumption fell by 3%, while savings rose. Mexico

is projected to be implementing its program in 1986 with a 5.6% drop in per

capita consumption (7.6% in the low oil case), a sharply lower public
sector deficit based on revenue increases and expenditure cuts, and

increased national savings. According to the paper's scenario, 1986 is the
year in which tough policy decisions are to be taken and begin having an
effect. What evidence is there that this is occurring in Mexico? Is it
clear yet that a critical mass of reforms are being put in place, or is it
just as possible that the ineffective policy scenario (characterized in the
paper as "muddling through") will result? What alternatives does the Bank
have if adequate reforms are not introduced in 1986?

8. According to the strategy paper external debt will rise from $93.0 b
at the end of 1985 to only $105.6 b by end of 1990 ($109.8 b in the low oil

case). In 1986 and 1987 only $3.0 b and $2.4 b of new money will be

required and most of that goes into reserves. "Net Debt" rises by only

$600 m over the next two years, the remainder being used for reserve build

up. This projection is encouraging from the perspective of external
creditors, but appears to be below the amounts the Mexicans have been

seeking. How does the strategy paper's projection differ from the

government's plans? Is it realistic to expect such a sharp drop in

consumption per capita and low levels of net borrowing given the

government's statements that Mexicans have already made enough sacrifies?

9. Developments in the world oil markets have not been encouraging for

Mexico, and it appears that the low oil case is likely to prevail. It is

very hard to see how the projected scenario can be achieved with oil prices

likely to remain around $15/bbl or below for the next year or two. Specifi-

cally Mexico is unlikely to continue to fully meet interest payments,
unless oil prices rise soon or interest rates fall by 2-3 points. The

recent declines in interest rates have not benefited Mexico as much as

might be expected because short-term rates have not fallen in proportion to

long-term rates. Moreover, LIBOR and especially the prime rate have
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remained high in comparison to other short term rates. Clearly there are
very high stakes negotiations underway to determine what mix of debt
softening and internal adjustment will finally result. The scenarios
projected in this strategy paper are almost certainly on the high side in
terms of the likely Mexican contribution to the workout. This is
appropriate for this paper, but within the Bank, it may be useful to
consider whether the cut in per capita consumption proposed in the paper is
at all feasible politically. However, a drop in commercial bank interest
rates by perhaps 2% below their projected levels for 2 years beginning in
June of 1986, cannot be ruled out. It would be useful to have an analysis
of the upward effect on per capita consumption allowed by such an interest
drop within the proposed growth scenario. How should the Bank position
itself in such an eventuality? What would be the implications for the
lending program? Some discussion and analysis of a "low interest rate"
scenario would seem to be appropriate, if only to be included in a
postscript which would not be circulated outside the Bank.
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A meeting of the OPSC is scheduled for Tuesday, April 22, 1986 at

2:30 p.m. in Room E-1208 to discuss the attached draft policy paper prepared

by the LAC Region on the medium term growth strategy for Mexico in the context
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OFFICE MEMORANDUM
DATE March 14, 1986 PECLASSIFIED

TO Messrs. Ernest Stern, SVOP and Shahi Husain, OPSVP 44( 3 7
(Through Mr. A. David Knox, RVP

FROM Pieter Bottelier, Division Chief, LC1MX

EXTENSION 72543

SUBJECT MEXICO - Transmittal of Medium-Term Growth Strategy Paper
for OPSC Review

1. Attached is the Medium-term Growth Strategy Paper for Mexico, which
is now ready for submission to the OPSC. It reflects extensive comments
received from CPD, Finance, and the Latin American Region, as well as the
IMF.

2. There is, of course, great uncertainty about the future course of
oil prices and Mexico's future share of the world oil market. When we
started this exercise, prices were at over US$27/barrel. Nevertheless, we
assumed in our projections an average export price of US$20/barrel in
1986-87, which at the time was considered slightly pessimistic. Now that

prices have fallen below US$15/barrel, it would appear that our assumption
may have been too optimistic (although some forecasters still see the
prospects of a recovery in average oil prices to US$18 or above for all of
1986). Therefore, we have done new projections based on an assumption that
export prices will average US$15/barrel in 1986/87. These projections can be
found in Annex V and are discussed in Annex VI.

3. With respect to the IMF, we have reached basic agreement on the
policy strategy proposed. We have also made considerable progress toward

narrowing previous differences in the base-year data and in our respective
projections. In our latest meeting held on Wednesday, March 12, Messrs.
Beza and Pujol indicated that, although some differences in the numbers
persist, particularly as regards the public sector deficit and the external
financing gap, they preferred to continue exchanging data and views as both
institutions revise their medium-term projections. However, they recommended

that the Bank delete from any version of the paper going to the Government
any reference to numbers, such as the size of the fiscal deficit in 1986/87,
which could affect the IMF's stand-by negotiations during the next 4-6
weeks. After this critical period has passed, they saw no problem in our
discussing the projections with the Government. By then, our numbers
hopefully could be based on a negotiated stand-by. Meanwhile, we agreed to
continue working closely together on new projections to reflect recent
changes in the oil market, additional data on the fiscal outlook, and other

developments. We also agreed to show the IMF any reduced and/or sanitized

version of the work-out paper before we send it to Mexico.

cc: Messrs. Steckhan (o/r), van der Meer, Pfeffermann, Landau
Mexico Division

JHJohnson/mtr
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MEXICO: Medium Term Growth Strategy

Overview

1. Mexico must complete the stabilization of its economy which was
sidetracked in 1985. Moreover, the country faces acute structural problems,
including an oversized and inefficient public sector, an overly oil-dependent
export sector, weak international competitiveness in many of its industries,
a dualistic structure of agricultural production, extreme inequality in
income distribution and capital endowments interpersonally and
interregionally, and excessive indebtedness. Under the best of
circumstances, the reforms needed to overcome these problems will require a
decade or more to implement, and will place great strain on a political
system already under siege for its lack of openness and past economic
mismanagement.

Prospects for summoning the political resources needed are highly
uncertain. Yet, a timid or stand-pat approach to reform would carry with it
different political risks, namely that the economy, mired in stagnation,
would no longer deliver improvements in employment and in standards of
living. If this perception became generalized, Mexico's goveraing party
could offer little to the disaffected, and often opposed, interest groups now
gathered under its wing that would induce their continued allegiance to the
present system.

3. Overhanging these medium-term difficulties is the recent collapse
in oil prices, which has lowered the average price for Mexican crude from
US$25.50/b in 1985 to a current average of just around US$15/b, and the
extreme instability of world market conditions. With some dislocations,
Mexico could probably have coped with the additional revenue losses stemming
from a moderate near-term decline in the price of oil largely by its own
efforts. But, absent the initiation of sweeping reforms during 1986 and a
willingness by creditors to furnish quickly US$4-5 billion in net external
financing, a sustained fall of US$7-10/barrel might lead to some form of debt
relief to stave off financial insolvency. President de la Madrid recently
called for reaching a negotiated limit on exico's debt service within its
capacity to pay, as part of a package of domestic policy adjustments to cope
with the new oil market situation. Ultimately, Mexico might opt for a
radical change in policy direction, including unilateral action on its
external debt, if it feels unable to break out of its stabilization and
structural dilemmas.

Economic Performance in Recent Years

4. Since the id-L970s, Hexico has experienced two major economic
crises, characterized by increasingly erratic economic growth, rising
inflation, a burgeoning and overly interventionist public sector, an
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exhaustion of inward oriented growth opportunities, a boom in oil followed by
a collapse in oil export prospects, a rising burden of external debt, and
massive capital flight. Table 1 shows selected economic aggregates
illustrating the roller-coaster nature of economic trends since the late
1970s, and the greater severity of the current crisis which began in 1982.

5. In response to this latest crisis, the Administration of President
de la Madrid acted promptly to recover domestic and external confidence from
the moment it took office in December 1982. A three-year Extended
Arrangement was signed with the IMF calling for massive adjustments in the
fiscal deficit, the exchange rate, and interest rates. The arrangement also
called for the implementation of structural reforms in the public sector, the
exchange rate system, and foreign trade policy.

6. Over the next two years, major progress toward stabilizing the
economy was achieved. However, by and large, the adjustment process focussed
on short-term stabilization measures, leaving aside deeper structural
problems. Moreover, the stabilization program itself began getting off track
toward the end of 1984. The delays in implementing structural reform,
particularly the failure to open the economy by lowering effective
protection, contributed to the deviation from program targets. Tight
monetary policies led to high accumulations of foreign reserves during 1983
and the first nine months of 1984, but the lack of traded goods arbitrage
contributed to pressures on domestic prices. Imports in 1984 constituted
less than 8% of gross domestic expenditure (compared with over 13% in 1980).
Inflationary pressures were also regenerated by an easing of monetary and
fiscal policies from October 1984 onward and a stronger-than-expected
recovery of private sector growth. Delays in adopting needed exchange rate
and interest adjustments during late 1984 and the first half of 1985 led to a
reappearance of capital flight and a rapidly-deteriorating trade and balance
of payments performance. By mid-1985, exico had fallen out of compliance
with four of the seven performance criteria (including the size of the fiscal
deficit and net Central Bank credit to the public sector) established under
the EFF program. exico did not make the drawings contemplated in the
program for end-August and end-November 1985, and the program expired in
December 1985. During the second half of 1985, economic growth began to slow
down from its 6-7% annual rate of June 1984 -June 1985. In part, this
slowdown resulted from the absorption of the available domestic credit by the
public sector leading to a crowding out of the private sector, as reflected
in a rise of real annual borrowing rates to more than 20% in the free credit
market.

Capital Flight

7. Large-scale capital flight was a significant factor leading up to
:axico's balance of payments difficulties in the early 1980s. Indeed, in
absolute terms, no country has suffered more from this phenomenon than
Mexico.

8. In the late 1970s, a rapid growth in public spending and deficits
fueled mounting inflation. Once it became clear the Government would not
reverse its expansionary policies quickly, the exchange rate came under



Ta ble 1. MEX[CO - Sunirtiry of Key ai croeconomic Aggregates, 1978-1985

(percentages)

Estimated
1978 1979 1980 1981 1982 1983 1984 1985

GDP Growth Rate 8.3 9.2 8.3 7.9 -0.5 -5.3 3.5 4.1

DObt/Export Ratio 1/ 9.8 2.3 2.6 2.7 2.9 3.5 3.1 3.4

Intrest/Export Ratio 2/ 20.2 21.7 27.4 31.1 37.8 36.5 33.6 34.0

Tot L Dcbt/GDP 3/ 29.6 25.7 21.9 21.8 35.0 57.1 55.1 53.4

lnterest Paymtnt/GDP 4/ 2.2 2.5 2.4 2.5 4.6 5.9 6.0 5.4

Debht service Ratio 5/ 64.7 74.1 56.0 54.3 60.7 50.0 56.0 55.9

T-r-m3 of Trade (80 = 100) 81.9 86.8 100.0 99.6 94.3 86.1 85.4 80.4

Import Growth PRLe 6/ 23.6 30.1 31.5 19.5 -37.1 -41.7 19.7 16.3

Export Growth RIte 23.5 16.4 18.0 13.3 13.7 11.5 10.5 -4.L

Current Account balance -2700 -4870 -7700 -13900 -5600 5200 3967 237

( USS mi I H ous)

1/ Towal debt includinig short-term/exports goods and NFS; absolute ratio.
S/ To al interest payments to exports goods and NFS.

3/ Tw-.al debt including short-term/GDP.
I/ Toi al interest payments/GDP.

5/ Total interest and amortization on medium and long-term debt, divided by exports of goods and
not -factor services.

6/ Rea l growth rates in 1980 prices.
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strong pressure. A surge of official borrowing in 1980-81 helped support the
rate for a time, but mounting speculative attacks and rising international
interest rates drove the cost of foreign borrowing to unsustainable levels.
When, in 1982, the Government decided that interest rates on U.S. dollar
deposits in local banks had risen to unacceptable levels, it declared the
forcible conversion of these deposits into peso assets at an unfavorable
exchange rate. Rates on domestic peso deposits were also frozen at sharply
negative real levels. Waves of capital flight soon led to currency controls,
massive devaluations, and a unilateral moratorium on foreign debt service.
Between 1979 and 1982, the Bank estimates capital flight from Mexico averaged
U$6-7 billion yearly.

9. Since 1982, confidence has been partially restored by the
Government's stabilization policies. Capital flight has declined to US$3-4
billion yearly. There have been comparatively short periods of time (notably
between December 1984 and September 1985) during which capital flight rose
once again to the levels of the early 1980s, whenever government policy was
perceived as shifting toward a highly incompatible fiscal, monetary, and
exchange rate mix. Since September 1985, capital flight appears to have
subsided to a trickle, as the government has adopted an increasingly flexible
exchange rate policy and severe restrictions on banking credit to the private
sector. Overall, it is estimated that capital flight since 1979 has amounted
to nearly two-fifths of Mexico's total outstanding external debt, or around
US$36 billion.

Recent Government Measures

10. The authorities have acknowledged that serious slippages in policy
occurred over the past year and a half, and during the course of 1985 adopted
various measures to deal with the crisis. In July 1985, a courageous
decision was taken to eliminate QRs covering some 40% of merchandise imports,
raising the total share of imports freed from QRs to around 62% (in 1984
import values). Many of the QRs thus removed were replaced with tariffs and
reference prices so as to maintain implicit effective protection
approximately unchanged. A bilateral trade agreement with the U.S. was also
concluded in 1985. The agreement calls for a phase out of Mexican export
subsidies in exchange for the extension of "injury clause" provisions to
U.S. countervailing duty cases brought against Mexican exports. In November
1985, Mexico formally applied for membership in the GATT after contentious
public debate.

11. The Government's actions were not limited to the area of foreign
trade. About 25,000 full-time positions were abolished in the public
sector. And plans to privatize or liquidate some 237 small public sector
entities were announced. (About 40 of the most profitable firms have been
sold to date). A nearly 20% devaluation of the controlled exchange rate was
carried out, and the daily crawl, which was fixed at Mex$33 centavos prior to
July 25, was allowed to vary thereafter according to the Government's
assessment of supply and demand developments. In practice, the rate of
depreciation has accelerated from a 40% annual rate in January-April 1985 to
a 180% annual rate in February 1986, averaging nearly 70 centavos per day
during 1985. (As of the end of February, the spread between the controlled
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and free exchange rates was around 10%, down from as much as 60% in late
1985). Central Bank intervention in the exchange market, which contributed
to a loss in foreign reserves of over US$3 billion during 1985, appears to
have diminished sharply since September.

12. For 1986, the authorities presented last November an austere budget
aiming to virtually halve the fiscal deficit to 4.9% of GDP through a roughly
7% reduction in real outlays and a slight increase in overall real revenues,
despite an anticipated 11% decline in the Government's real oil-based
income. Expenditure reductions were to be achieved mainly via a one-quarter
cut in transfers and subsidies, a roughly 10% reduction in investment, and
adjustments of 30% or more in real official prices and tariffs, some of which
-- for oil, gas, power, sugar, tortillas and milk -- were announced in
December. (In light of the recent collapse in oil prices, the Government is
reviewing its budget for 1986, but. few details are yet available on what
contingency measures might be adopted. The unanticipated first-order revenue
loss is equivalent to at least 2.8% of GDP (US4.5 billion), based on an
assumed US$15 per barrel average for oil in 1986. If the volume of oil
exports declines from the originally projected average of 1.5 million
barrels/day to 1.3 million, as the Government now assumes, then the loss
relative to the 1986 budget approved last November would be closer to 3.2% of
GDP (US$5.2 billion). There are offsetting items, such as a likely decline
in international interest rates relative to original budget assumptions which
would tend to lower the net budgetary loss by US$900 million or more. On
balance, this loss may range roughly between US$3.6 billion and US$4.3
billion (2.2-2.6% of GDP)). A start toward rationalizing parastatal
operations in the steel, sugar, fertilizers, and shipbuilding sectors during
1986 has also been promised. (The Bank is currently discussing a sectoral
project for fertilizers, and a technical cooperation project in support of
management reforms in public sector companies). Broader reference was made
in the budget to possible reform of the state-owned agricultural marketing
company (CONASUPO) and the agricultural credit bank (BANRURAL).

13. Wage negotiations concluded in December led to a 32% increase for
the first half of 1986, slightly above the rate of consumer price inflation
since the previous wage hike in July 1985. Prior to the oil price decline,
concern was already being expressed that the recent semi-annual wage
adjustment was high in relation to the Government's original 12-month
inflation goal of 45% for 1986.

14. Beginning within the next 12 months, the Government has agreed in
principle to undertake a multi-year program of measures to phase out
non-agricultural quantitative restrictions, reduce tariff dispersion, and
issue regulations for a modern anti-dumping law. The World Bank is
considerLng support for such a program of trade liberalization through one or
more quick disbursing policy loans to assist Mexico in the financing of
additional imports that would result before sufficient additional non-oil
export responses can reasonably be expected. The liberalization of
quantitative restrictions on agricultural imports together with related
pricing, subsidies and marketing reforms may similarly be supported by the
World Bank at a later date.
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15. To complement the Government's trade liberalization intentions,
further stabilization measures will be needed, including: (i) management of
the exchange rate so as to eliminate remaining distortions in the exchange
system (such as by reunification of the dual rates) and a gradual recovery of
depleted foreign reserves; and (ii) significant interest rate adjustments to
achieve the reduction in credit subsidies targeted in the budget, reverse
financial disintermediation, permit the resumption of the Government's
short-term public debt financing program, ease inflationary pressures, and
support overall exchange rate and balance of payments objectives. At this
point, progress toward structural reform in Mexico must still be considered
incipient.

Negotiations with the IMF

16. Negotiations on a new IMF stand-by program are proceeding, but it
is still too early to predict when an agreement might be reached. If
concluded, the stand-by would provide additional resources amounting to
around US$900 million during 1986-87. On Governmental assurances that it
intended to reach agreement on a new 1986 stand-by, the Fund recently
advanced US$300 million of that amount to assist Mexico in coping with the
aftermath of the September 1985 earthquakes. Discussions between the staff
of the IMF and the Bank have been underway in recent months with a view
toward achieving the appropriate harmonization of views on Mexico's economic
prospects and policy requirements.

Medium-Term Growth and Creditworthiness Objectives

17. For four decades (1940-81), the Mexican economy expanded at an
average annual rate of 6% in real terms. Per capita GNP rose by 2.6-2.7%
annually. But since 1982, average real annual economic growth has slowed to
a mere 0.3%, while real per capita incomes have slipped an average of -2.3%
annually. Although output accelerated to nearly 4% per annum during
1984-85, this recovery was premature and not sustainable, given the
incomplete nature of the adjustment process. The economy is expected to
contract by at least 2% in real terms in 1986.

18. With the implementation of appropriate policies, a gradual return
to a per capita income growth rate close to the pre-1982 average would be a
reasonable target after 1986. Since by the end of 1986, real per capita
incomes are likely to be at least 10% below their peak level of 1981, even a

growth of 2.7% annually would not bring about a recovery of 1981 living
standards until around 1990. The population growth rate has trended downward
sharply since the late 1970s (from 3.5% to 2.2% per annum, presently), so
that restoring traditional per capita income would require a growth rate of
output in 1987-90 of nearly 5% annually. Given the heavier burden of foreign
and domestic indebtedness today compared to the 1960s and 1970s, slower
projected international growth, and the probability that cautious fiscal and
monetary policies will be required throughout the remainder of the 1980s, the
economy probably could not grow much above 5% per annum on average in the
medium terr, even if additional external resources were available.
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High Growth (With Adjustment) and Base Case (Without) Scenarios

19. Starting from a target rate of real per capita GNP growth of 2.7%
annually during the period 1937-90, a scenario with policy adjustment (high
growth) was developed and contrasted with a scenario in which no major policy
adjustment occurs (base case). In both scenarios, the price of oil was
assumed to be US$20/barrel in 1986/87. (In light of the recent collapse in
oil prices, a third scenario assuming high growth policies but low
(US$15/barrel) oil prices was developed. It is presented and discussed in
Annexes V and VI). The principal elements of the two high oil price
scenarios are provided in Annex I and summarized in Table 2 below. (See also
Annex VII for the standard tables of key indicators).

Table 2: COMPARISON OF BASE AND HIGH-GROWTH SCENARIOS, 1987-90
(Real Annual Averages or Percentage Shares)

Variable Scenario
Base High-Growth

GDP Growth Rate 1.9 4.8
GDP Per Capita Growth -0.3 2.5
Per Capita Consumption Growth -0.4 1.6
Inflation (year-end) 98.7 15.4
Public Savings/GDP (share) -1.1 3.8
Private Savings/GDP (share) 13.9 17.2
ICOR 8.9 4.4
Public Investment Growth (1985=base year) 0.6 5.2
Private Investment Growth (1985=base year) 1.6 9.8
Oil Export Growth 0.0 0.0
Oil Export Price (US$/b over 1986-90) 21.9 21.9
Non-oil Export Growth 3.2 10.0
Import Growth 1.0 10.8
Current Account Balance (US$Billions) 0.2 -0.2
Capital Flight (US$Billions - negative 1.4 0.0

is net inflow)

International Reserves 3.9 12.7
(US$Billions in 1990)

Net External Financing Requirements 2.1 2.5
(US$Billions annually over 1986-90)

External Debt (US$BLllions in 1990) 103.7 105.6
External Debt/Exports (share in 1990) 317.1 256.9

Debt Service/Exports (share in 1990) 79.2 59.1
Fiscal Deficit/GDP (share) 7.4 3.3
Real Exchange Rate Devaluation (1986-90) 1.8 4.9
Real Interest Rate -24.3 5.9

(Public Sector Internal Debt)
Direct Foreign Investment (US*Billions) 0.6 0.8

20. The focus in Table 2 is placed quite deliberately on the period
after 1986. Ignoring 1986 for all but a few variables (such as financing
requirements, real public and private investment growth, etc.) brings out
aore clearly the benefits of high quality, versus mediocre, policy



DEC ASSUHFW

A7 -0CONFIDENTIAL

performance, benefits which will not be seen in certain key performance areas
for at least a year. The high growth scenario assumes a much faster
reduction in the size of the fiscal deficit (average oY 3.3% of GDP during
1987-90, compared with 7.4% in the base case); more rapid real exchange rate
devaluation (4.9% versus 1.8% per annum); significant import liberalization,
which in turn helps bring about faster growth in both real imports (10.8%
vs. 1.0% annually) and non-oil exports (10.0% vs. 3.2%); improvements in
public sector management and other efficiency-enhancing measures, leading to
a lower ICOR (to 4.4 vs. 8.9); and a reduction in interest rate and credit
controls (as reflected in positive average real interest rates of 6% on
public domestic debt securities vs. -24% in the base case).

21. As a result of these and other policy reforms detailed below,
incentives to invest are higher than they would be otherwise (real annual
private investment growth of 9.8% vs. 1.6%). Capital flight would come to a
halt after 1986 under the high case, versus average outflows of US$1.4
billion annually in the base case. Direct foreign investment would also rise
(average of US$0.8 billion yearly vs. US$0.6 billion). Real GNP growth is
consequently faster (4.8% annually vs. 1.9%); inflation is lower (under 16%
annually vs. nearly 100%); the burden of external debt is reduced (the stock
of debt would fall by 1990 to 257% of exports of goods and non-factor
services vs. 317% in the base case; similarly, in the high case, debt service
would decline to 59% of exports by 1990, but would remain around 80% in the
base case); and foreign reserves are rebuilt (US$12.7 billion in 1990 vs.
US$3.9 billion).

22. Even in the high growth scenario, overall real export growth is
expected to be quite modest (4.9% annually) in light of the depressed outlook
for international oil sales. The major source of additional growth (about
2.9% annually) would, by necessity, have to derive from increased efficiency,
not only in the allocation of new investment resources, but also in returns
on the existing capital stock. This may not be an unreasonable supposition.
For one, major additions to the infrastructure of roads, ports, electric
power facilities, schools, etc. were started during the boom years of the
1970s and early 1980s. Many have now been completed, although far behind
their original schedules. The potential for achieving greater returns on
these investments through better maintenance, selective complementary
investment, and faster overall growth in the economy is large. The draft
Public Sector Investment Review noted that "it should be possible to sustain
the targeted growth rate with a lower level of public investment than in the
past" because of "the considerable scope for savings and rationalization in
most sectors". The report highlighted: (i) reforms in pricing policy to
reduce the wasteful use of, and excessive growth in, the demand for public
services; (ii) the need for strengthening institutions and investment
processes to achieve better planning, sounder allocation, and higher returns
from new investments; (iii) the ample short-term prospects for reprogramming
investment resources from low-priority projects in areas such as power,
fertilizers, secondary petrochemicals, coking coal, iron ore, etc. to higher
priority uses, such as education, and, possibly, petroleum output, and (iv)
the desirability of selectively increasing current expenditures for the
hiring of health and education professionals, and, in agriculture, for
research and extension services. Major gains in the productivity of both the
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public parastatals and private sector enterprises should also be possible

inter alia through trade liberalization, privatization (or, where this is not

politically feasible, through reforms in public enterprise management,

procurement practices, and incentives), and via simplified r'ules for foreign

direct investment. In the next section, the policy underpinnings of the base

case and high growth scenarios are explained in greater detail.

Base Case Policy Assumptions

23. The base case represented herein assumes a policy posture of

"muddling through". It offers no real and lasting solution for Mexico's

structural economic problems and little or no improvement in basic

creditworthiness indicators. GDP growth is very modest and the entire

economic system remains fundamentally unstable and extremely vulnerable. A

return to the chaotic and disastrous spending and borrowing policies of the

early 1980s is, obviously, no longer feasible, since the oil bonanza has now

turned to an oil bust, availabilities of foreign and domestic borrowed

resources will continue to be far lower for the foreseeable future than

previously, and expectations (capital flight, disintermediation, etc.) would

react quickly and negatively at the first signs of any major relaxation of

policy effort. Hence, the base case must take into account the severe

resource and other constraints that will likely limit policymakers' room for

maneuver, no matter what direction they may wish to take.

24. The base case assumes that policymakers try, but fail to achieve

their 1986 goals for reducing inflation and the fiscal deficit.

Stabilization efforts remain in a holding pattern during 1987-88, when

attentions shift to the selection of a new president and his cabinet. In

1989-90, half-hearted stabilization efforts might bring about a mild

improvement in performance, but only sufficient to prevent real per capita

consumption from slipping even further below already dismal levels. Constant

balance of payments pressures stemming from depressed oil export earnings,

capital flight, and weak non-oil export performance would lead the government

to tighten up on quantitative import restrictions. The shortage of external

finance, as well as continued domestic financial disintermediation, would

narrow the base on which to finance continued high fiscal deficits, leading

to greater emission of Central Bank credit and near-explosive inflation. The

abandonment of plans to open the economy, which was to have led the way to

the adoption of related reforms in agriculture, public sector management, and

the financial sector, among others, would close the door on attempts during

this period to carry out structural adjustment.

Policy Priorities in the High Growth Scenario

25. The high growth scenario, on the other hand, offers the perspective

of rapid progress towards financial stability and the restoration of

sustainable growth with a marked improvement in basic creditworthiness

indicators by 1990. Like in the base case, the oil export price assumption

is US$20/b in 1986 and 1987, followed by modest increases to almost US$25/b

by 1990. Under these oil price assumptions Mexico could deal with her deep

structural problems within a medium-term time frame, provided all policies

were consistent with the requirements of the high growth scenario, which

rests principally on three major developments:
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(i) stabilization of the economy, in the sense that (a) currently

adverse trends in inflation, non-oil exports, private

investment, capital flight, financial disintermediation,

and international reserves would be reversed, and (b) access

to voluntary international commercial lending would be

restored by the end of the decade;

(ii) a rate of real non-oil export growth of 10.0% annually, about

twice the average rate attained over the past six years; and

(iii) a significant improvement in capacity utilization, the
efficiency of new investment, productivity growth, etc., so

that the ICOR could move downward to under 4.0 by the end of

this decade.

26. To meet these goals, Mexico will need to focus its efforts in

seven key areas: reduction of the fiscal deficit, elimination of the

remaining distortions in the exchange system, liberalization of external

trade, relaxation of interest rate and credit controls, major improvements in

public sector management (including reforms in taxation and pricing, the

restructuring and privatization of parastatals, and improvements in

investment planning and execution), liberalization of foreign direct

investment procedures, and the deregulation of agricultural pricing,

marketing, import, and credit policies. Stabilization would be achieved

principally through actions in the fiscal, exchange rate, trade, and monetary

areas. Non-oil exports would be promoted mainly by stabilization measures,

especially rapid action to lower effective import protection and phase out

export controls, and through improvements in the management of the

nationalized banks and parastatals, better definition of and further

relaxation in the rules for private foreign investment, and measures to

stimulate agro-business exports. Lastly, lower ICORs would be attained

through economic recovery and the structural reforms in trade, public sector

management, the financial system, agriculture, and policies toward foreign

direct investment. Specific policy proposals in each of these areas are

summarized in the policy matrix (see Annex II), and discussed briefly below.

Stabili zation

27. At the heart of why stabilization got off course in Mexico was the

failure after 1983 to achieve continuous reductions in the size of the fiscal

deficit. The goals of the 1986 budget are ambitious and, if fulfilled, would

be a major step toward fiscal stabilization. But given the track record of

the past two budgets (wherein significant reductions in the deficit were

promised but not delivered) as well as the approach of a new political

season, there were doubts, even before the recent collapse in oil prices, as

to whether the Government would come close to, let alone fulfill, its

budgetary targets. Conclusion of a new IMF stand-by would strengthen the

credibility of the Government's fiscal plans (although even this was not

sufficient to prevent significant deficit overruns in 1984 and 1985). As the

Government's revenue projections for 1986 were based on an oil price

assumption of S22.50/bl, while a substantially lower average price for the

year now seems highly probable, even the high case scenario projects a fiscal
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deficit for 1986 somewhat higher (7.1% of GDP) than the original target of
4.9%. Obviously, any significant deviation from this adjusted level would be
damaging in terms of its adverse impact on public confidence, inflationary
expectations, and Mexico's ability to raise additional external funds.

28. To reduce crowding out rapidly and achieve major improvements in
creditworthiness indicators, further reductions in the deficit will be needed
in 1987 and beyond. Lowering the deficit from its current average (1983-85)
of 9.3% of GDP to an average of 3.3% of GDP in 1987-90 would be consistent
with those objectives.

29. Nor would a strong fiscal program suffice. To remove the
distortions and uncertainties that a fluctuating gap between the controlled
and free exchange rates produces, and to assure that financial savings
mobilization rises from its currently low levels (bank intermediated savings
have now declined to roughly 1978 levels in real terms), parallel action to
eliminate remaining distortions in the exchange market (e.g., by unifying the
dual exchange rates) and to ease controls further over domestic interest
rates will be needed to complete a credible policy package.

Non-oil Export Promotion

30. Non-oil export earnings averaged about $13 billion annually in
1984-85, or roughly 45% of exports of goods and non-factor services.
Merchandise exports--mainly auto parts, machinery, agricultural commodities,
and livestock--constituted about half of all non-oil exports, tourism
(including border trade) another quarter, and in-bond factory exports about
one-tenth. Growth of foreign exchange receipts from in-bond factories has
been steady and spectacular, averaging about 20-25% annually since 1982. But
growth of regular manufactures exports has been erratic (earnings declined by
nearly 10% in 1985, after increasing by more than 20% in 1984)1/ while
tourism earnings have stagnated.

31. Export promotion must rely importantly on stabilization (especially
early action on exchange rate distortions) to rebuild confidence, restore the
incentives to invest, and remove the lure of speculating in lieu of expanding
export activities. But reforms enhancing industrial and agricultural
efficiency, on the one hand, and encouraging higher levels of private foreign
investment, on the other, are also needed. Industrial and agricultural
competitiveness is low (industrial productivity actually decreased at an
average annual rate of 0.7% annually between 1970-1982, according to a recent
Bank study) due to years of excessive protectionism, overregulation of
markets, and overexpansion of some inefficient parastatals. Trade
liberalization has so far concentrated on making the instruments of
protection more transparent, but has not yet led to any meaningful reduction
in effective protection. Achieving this reduction will require concerted
action to (i) phase out most remaining import prohibitions, QRs, and import
reference prices (still significant for consumer goods, key agricultural
conmodities, and major industrial inputs); (ii) consolidate and lower tariff

1/ Export statistics may be understated, reflecting underinvoicing for
capital flight.
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rates; and (iii) reform industrial promotion decrees, public procurement

laws, and anti-dumping policies that might otherwise undermine the

effectiveness of import liberalization.

Efficiency (Lower ICORs)

32. Clearly, the measures discussed above contribute in various ways to

increase investment efficiency. Three additional measures would be helpful:

(i) reform of the tax system, (ii) reform of public pricing (particularly for

goods used in the production of tradeables), and (iii) rationalization of

public investment. Tax reform is needed to reduce perverse incentives to

borrow rather than equity finance, and to adopt excessively capital-intensive

production solutions (e.g., through currently overly-generous capital

depreciation allowances). A reevaluation of the tax system is currently

underway with the participation of fiscal experts from the IMF. Pricing of

controlled tradeable products inside and outside the public sector needs to

take greater account of border parities (adjusted for differences in product

quality), and not only fiscal, inflationary, and welfare criteria. Through

border parity pricing, wasteful investment could be avoided and international

competitiveness enhanced (e.g. PEMEX feedstocks are sold in Mexico at half

the level of world prices, encouraging overinvestment in secondary

petrochemicals and fertilizers, while SICARTSA steel, which costs twice as

much as imported steel from Korea and is of generally inferior quality,

hampers the emergence of competitive auto, parts, and machinery industries.)

33. Finally, public investment, projected at around 6% of GDP in 1986,

has fallen to its lowest relative level since 1971. Although the achievement

of sustainable medium-term economic expansion will likely need to rely more

heavily on faster growth of private sector investment in coming years, there

may be some scope for increasing public investment modestly. This would help

reduce any backlog of investments in areas such as petroleum,
2/ to

accommodate higher rates of utilization that could emerge from accelerated

growth, and to increase investment in human resources, where cutbacks in

recent years have been especially severe and the demand for educational

services has far outstripped available supply.

34. Unfortunately, public investment planning and implementation

procedures currently suffer from serious deficiencies. These deficiencies

will need to be corrected, in tandem with pricing reforms and enterprise

rehabilitation, to assure the prudent use of any additional investment.

Currently, in many areas of the public sector, there is a lack of sound

procedures for preparing and evaluating new projects. There is no integrated

public investment program and no multi-year approach to investment planning.

(During the recent preparation of the Public Sector Investment Review, it

gradually became evident that the Planning and Budgeting Secretariat did not

have adequate information about a large number of investment projects

underway in urban water, transport, and related areas, even though these were

federally financed). The emphasis is on expansion into new capacity, rather

2/ A major difficulty for the Bank in assessing past public investment and

future needs is the lack of information on PEMEX investments, marginal

production costs, etc.
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than maintenance and better utilization of the existing capital stock.
Duplication and waste, due to inadequate coordination within the federal
government, as well as among local, state, and national governments, are
still significant. There are also weaknesses in reconciling investment plans
with available finance, and no systematic methods for anticipating the impact
of proposed investments on future operating costs. Finally, there are a
number of specific projects and sectors where public investment might be
usefully postponed or cancelled without adversely affecting growth
prospects. These are detailed in the policy matrix (Annex II).

Domestic Savings Trends in Relation to Investment Financing and Interest
Payments on Foreign Debt

35. In economic analytical terms, the net effect of all these policies
and actions would be to increase the share of domestic savings in gross
national product from 21.8% in 1985 to 26.0% in 1990, and thus to reduce
dependency on foreign savings for the financing of investment. Another key
indicator of improvement in basic macroeconomic performance is the relative
share of domestic savings and foreign savings (net foreign capital inflow) in
the financing of Mexico's interest payments on foreign debt and domestic
investment (public and private). The projected evolution of these relative
shares under the high and the base case scenarios is presented in Table 3
below:

Table 3: DOMESTIC SAVINGS IN RELATION TO DOMESTIC INVESTMENT AND FACTOR
PAYMENTS IN HIGH GROWTH AND BASE SCENARIOS

(Percentage of current GDP)

Gross Fixed Net Factor Domestic Savings as Share of
Investment Payments Savings Invest.+Factor Payments

(1) (2) (3) (3)

(1) + (2)
High Base High Base High Base High Base

1984 16.6 16.6 6.0 6.0 24.9 24.9 110.2 110.2
1985 17.0 17.0 4.7 4.7 21.8 21.8 100.5 100.5
1986 17.7 16.7 5.9 5.0 24.0 21.5 101.7 99.1
1987 19.2 16.8 5.5 5.0 25.1 21.7 101.6 99.5
1988 20.7 17.0 5.0 5.0 25.6 22.1 99.6 100.5
1989 21.7 17.0 4.7 4.8 26.2 21.9 99.2 100.5
1990 22.2 17.0 4.3 4.7 26.0 21.9 98.1 100.9

Key Sectoral Reforms

36. The key sectors where policy reform needs to be focusod include
industry, agriculture, the financial sector, and foreign direct investment.
In the following paragraphs, the relevant policy goal are discussed in
greater detail.
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Industrial Reform

37. In the industrial sector, a large share of heavy industrial and
basic goods output is accounted for by parastatals such as PEMEX, SIDERMEX,
the Power Commission, etc.,some of which are internationally uncompetitive
and retain legal monopolies over the production and sale of key inputs.
These inputs are of often irregular quality and high cost, while delivery
schedules are unreliable. Wider access to imported inputs is critical to the
survival of downstream industries hoping to compete in an onen economy, yet
liberalization would almost assuredly lead to economic ruin for many
parastatals, unless parallel efforts to restructure and rehabilitate them are
pressed forward. Direct state controls over credit allocation and over the
financial system, generally, are another obstacle to restructuring the
economy for growth.

38. Privatization of many paratatals might achieve the best final
result, but given the Government's preference to retain ownership of most
medium and large-scale parastatals, enterprise rehabilitation and reform may
be the most politically feasible approach. There are many avenues through
which efficiency might be increased, short of privatization. State
monopolies could be broken up into regional entities, or subjected to
limited competition from the private sector. Enterprise managers could be
given greater autonomy from budgetary controls over their daily operations;
accountability for economic results could be increased by establishing
agreed, clearly defined, enterprise goals, and structuring managerial
incentives to reflect success or failure in meeting those goals. Overmanning
may have to he addressed through attrition or more direct measures.

39. Presently there is a need for quick follow-up to the government's
announced plans to restructure parastatals in shipbuilding, steel,
fertilizers, and sugar, and for an extension of this process to CONASUPO, the
nationalized commercial banks, the state-owned development banks, and other
parastatals. On the other hand, the announced plan to privatize 237 smaller
nationalized companies has gotten off to a reasonable start (especially with
the recent sale of a national chain of hotels), but needs to be dynamized,
perhaps by setting a deadline for completion of all sales or liquidations by,
say, the end of 1987.

40. With respect to the industrial promotion decrees, only two are in
effect currently, for automobiles and pharmaceuticals. A third for computers
will be adopted shortly, and at least eight more are in the works. These
decrees essentially grant a combination of tax write-offs, subsidies, market
reserve guarantees, drawback privileges, and quantitative import restrictions
whose overall effect is to grant qualified companies a monopolistic or
oligopolistic position in the domestic market in exchange for certain
performance guarantees. The result has been a rapid growth in foreign and
domestic investment in these industries, creating jobs and income. But the
productivity of investments promoted by these decrees has often been low.
(For example, despite its position next to the world's largest auto market,
Mexico sells negligible numbers of cars and trucks to the US). Ideally,
these decrees should be reviewed and, where necessary, scaled down within a
defined time period. Lacking this, it would be necessary, at the very least,
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to amend those provisions of the decrees which might obstruct liberalizing

imports in these sectors, notably the quantitative import restrictions and

domestic procurement rules.

Agricultural Reform

41. Structural issues in agriculture are among Mexico's most difficult

and politically sensitive to resolve. The relative scarcity of arable land,

plus seven decades of land reform and rapid population growth, has fragmented

half of Mexico's arable land into economically-inefficient units, while

deterring investment in large-scale commercial farming and ranching, because

of the threat of future expropriation. The goal of guaranteeing low-income

consumers access to cheap sources of staple foods has conflicted with the

drive toward national self-sufficiency in food production. As support prices

have been moved up to border parity levels in recent years, the budgetary

costs of maintaining low food prices and propping up an inefficient

parastatal system of crop storage and distribution (CONASUPO) is estimated to

have reached nearly 3% of GDP in 1985.

42. The de la Madrid Administration has moved to ameliorate one of the

most politically-sensitive issues by declaring that expropriation and new

distributions of land will end by 1988. Progress toward resolving other,

equally-pressing issues will also be important in areas such as (i) the

liberalization of agricultural commodity imports through the removal of QRs

and their selective replacement with tariffs; (ii) narrowing the scope of

domestic price and marketing controls, as well as consumer subsidies (from

the current 18 to, for example, a "strategic" subset of 3-4 commodities);

(iii) revamping agricultural credit policies to reduce interest rate

subsidies and official allocations; (iv) eliminating agricultural input

subsidies; (v) reforming the budget of the agricultural ministry to reduce

staffing, raise the salaries of extension agents, and increase the quality

and volume of agricultural investment; and (vi) promoting agrobusiness export

development through encouragement of more joint ventures between Mexico's

private sector and foreign investors, among other measures. As a tactical

matter, it may be useful for the Government to focus more attention initially

on agro-export promotion, for which there is also strong private sector

interest. As the implications of a full-scale export promotion program

become clearer, attention will necessarily shift to take in the other, more

sensitive, agricultural policy issues.

Financial Sector Reform

43. A fundamental aspect of Mexico's structural problems, and one which

has made the crisis deeper and less tractable, has been severe financial

disintermediation. Disintermediation began in 1982, when the Government

nationalized all Mexican-owned commercial banks, forced the conversion of

foreign-currency denominated deposits into pesos at an artificially low

exchange rate, and imposed interest rate controls during a period of soaring

inflation. Between December 1981 and December 1985, real money and quasi-

money combined (M4) declined by approximately 30% to its lowest level since

1978. Concurrently, since Mexico has been unable to obtain net external

financing, larger shares of these increasingly scarce domestic financial
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resources have had to be used to underwrite the fiscal deficit. This has
meant steadily rising bank reserve requirements (which were increased to 100%
in December); increasing competition from a flood of new treasury bill issues
preferred by, and accessible to, domestic savers of all kinds; rising real
credit interest rates; and a severe crowding out of the private sector, whose
share in total internal resources declined from around 40% in 1984 to less
than 18% in 1985.

44. The combined impact of the recession, disintermediation, declining
portfolio quality, bureaucratization, public uncertainty about future policy
trends and the security of financial assets, and the over-leveraging of
assets has weakened equity markets drastically and reduced the strength of a
number of commercial banks. Although most of the remaining commercial banks
show balance sheet profitability, only the largest banks are considered
competitive and efficient at present. Underlying bank costs of
intermediation appear to be high -- on the order of 4-5% of banking system
assets, compared with 2-2.5% in countries such as Thailand and Korea. The
difference would be equivalent to about 0.5% of GDP.

45. Parallel to the commercial banking system is a complex of over 400
state-controlled development banks and trust funds, which provide 30-40% of
domestic credit, although they mobilize only about 10% of domestic deposits.
Credit has been offered on highly subsidized terms since 1982, as rising
inflation was only partially compensated by upward adjustments in interest
rates. Under the General Interest Rate Agreement of 1984 (GIRA), the
Government has agreed (i) to link interest rates on development credits to a
variable general index, the Average Cost of Funds (ACF) for the commercial
banking system as established by the Central Bank of Mexico, and (ii) to
gradually eliminate subsidies on credit operations financed by the World Bank
and on other credits which compete with, or limit the disbursement of, Bank
loans. Semi-annual adjustments have accelerated in 1985-86 under GIRA,
although some preferential lending rates remain sharply negative in real
terms. In connection with the 1986 budget, the Government had estimated that
it would reduce the credit allocated through the financial intermediation of
these institutions by the equivalent of 0.5% of projected GDP.

46. As conventional financial institutions have faltered in their role
as intermediaries, new sources of credit have emerged, such as an
inter-company acceptance market and "off-shore" peso lending. The emergence
of an active market in short-term acceptances (which might prepare the way
for longer-term instruments, such as variable rate bonds) would offer welcome
competition to the nationalized banks, and provide some financial "oxygen" to
those borrowers in the private sector now being crowded out of traditional
credit markets. However, the relatively small size of, and limited access
to, these parallel credit markets suggests that they do not offer genuine
alternatives to a well-functioning banking system.

47. The success of structural reforms in other areas, such as trade
liberalization, cannot be assured as long as equity capital reimaias
exccesively scarce and lendable resources continue to be channeled
Lnefficiently through a banking system suffering from the joint pressures of
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large fiscal deficits, comprehensive interest rate and credit controls, and a

system of bank management lacking in adequate market-based incentives and

accountability. Although reprivatization of the commercial banks is not a

realistic option for the medium-term (since nationalization was carried out

by constitutional amendment), other options may be available'. As previously

mentioned, the development of markets for short-term paper should be

encouraged. In addition, the preferential system of credit, with its highly

subsidized interest rates and mandatory portfolio allocations, should be

targeted more narrowly on a few selected low-income groups, if not eliminated

altogether. This would require that the development banks be converted

gradually to "first-tier" institutions, attracting long-term 
credit from

abroad and channeling it through the domestic commercial banks. The

commercial banks will need to develop market-based performance criteria and

increased managerial accountability for financial efficiency, if they are to

carry out capably their enhanced retail role. Finally, for the success or

structural reform at the firm level in both public and private enterprises,

it is essential to recreate markets for long-term financial instruments and

equity such as Mexico had before the crises of 1976 and 1982. Obviously,

this will not be feasible until there is a significant and sustained

reduction in inflation.

Foreign Direct Investment

48. Historically, Mexico has harbored strongly ambivalent attitudes

toward foreign investment. Foreign investment was welcome for the technology

technology it transferred and the modern management techniques it brought,

but feared and resented out of concern that Mexico might lose control of the

"commanding sectors" of the economy -- mainly oil, heavy industry, and

capital goods. As the world has changed from a relative abundance to 
a

relative scarcity of capital, and as the dangers of overreliance on external

borrowing have become better appreciated, some sectors of Mexican public

opinion have begun to reappraise the potential role 
of foreign investment.

49. During the late 1970s, and early 1980s, Mexico received substantial

foreign direct investment, which averaged about US$1.7 billion yearly. 
Over

the past three years, however, average new investment flows have fallen to

less than US$500 million annually, or one-quarter of the historical level, of

which about half represented reinvested earnings from existing investments.

Obviously, the recession itself has had a deterrent effect, lowering foreign

investors' expectations for improved domestic sales. But export-oriented

investment, attracted by sharply lower labor costs, has actually accelerated

since 1982, particularly in the in-bond sector where earnings have increased

an average of 20% yearly since 1982.

50. As an initial step, the in-bond experience could be extended,

allowing these factories to gradually increase their share of authorized

sales to the domestic market, in areas such as computers, agro-industries,

and food services. However, at present, the rules of the game for private

foreign investors generally are not always clear, delays in obtaining

approval for major investment applications are sometimes excessive, and

foreign ownership in a number of potentially attractive sectors is limited to

49%. Moreover, once investors become established, they not infrequently
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encounter labor, patent, procurement, marketing, and other difficulties which

adversely affect profitability. Obtaining relief under current procedures

may require long and tedious effort, leading investors to reassess their

future plans in the country.

51. Putting 3-4 applications for foreign investment yearly on a

"fast-track" approval process might be one way to improve dramatically

Mexico's image in this regard. In the medium-term, a review of existing

investment, labor, and other laws to broaden, clarify, and simplify the terms

and conditions under which foreign investments are permitted would be highly

desirable. It would further be necessary to ensure fundamental property

rights, accept international arbitration of investment disputes (a la the

agreement between Chile and Ecuador), and establish internationally

acceptable rules for patent and copyrights.

Role of Expectations and Confidence in Policy Management

52. As the Government fashions its economic policies for the latter

half of the sexenio, it does so against an historical backdrop of two

preceding administrations (Echeverria and Lopez-Portillo) whose expansionary

economic policies in the second half of their sexenios led to disarray and

crisis. Corrective measures were left to successors who were not fully able

to carry them out. Moreover, the current administration has suffered

additional damage to its credibility. This was due not only to the

previously mentioned lapses in economic policies over the past year, but also

to perceived shortcomings in the anti-corruption campaign promised by the new

president, and, more recently, to the mishandling of some aspects of the

recent earthquake disaster. It is always difficult to measure the loss of

credibility ensuing from these factors, but capital flight, relative

movements in the exchange rate, and trends in inflation have often served as

rough and ready proxies. By these standards, the current crisis of

confidence is major, albeit not yet on the scale of 1982.

53. For the Government to announce a new program for 1986 which, in

some important respects--fiscal deficit reduction, exchange rate and interest

rate adjustments, official price increases, etc.--resembles the ill-fated

1984-85 programs, could reinforce a sense of deja vu, unless the new program

clearly signals changes going beyond stabilization. Since some previously-

announced structural reforms (e.g., public enterprise privatization and

reductions in import protection) have been more promise than reality to date,

public skepticism is likely to yield only to concrete, up-front actions

combined with clearly-delineated medium-term plans.

1986 Action Program

54. The 1986 program would focus on: (a) achieving strict compliance

with the non-oil revenue and expenditure measures required to meet fiscal

targets through, for example, a broadening of the non-oil tax base and

reduced tax evasion. (Special contingency measures may be needed to deal

with the probable shortfall in oil revenues.); (b) early elimination of the

remaining distortions in the exchange system and the maintenance of a

flexible exchange rate policy thereafter so as to stimulate satisfactory
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non-oil export growth, sharply reduce, if not eliminate, capital flight, and

permit a gradual recovery in international reserves; (c) first-stage

implementation of a three-year schedule for eliminating most import reference

prices and quantitative import restrictions, consolidating import tariffs in

a final range of 10-40%, and introducing modern, transparent anti-dumping

legislation; (d) a wage policy compatible with the goal of creating

productive employment (i.e., not indexed to inflation); (e) returning to a

free auction system for treasury bills, while allowing competing forms of

bank financial assets to adjust as market conditions dictate; (f) further

reductions in interest rate subsidies in accordance with the Government's

budgetary targets for reducing overall transfers and subsidies; (g)

intensified efforts to sell or liquidate the public sector companies already

identified as non-strategic; (h) a start on implementing detailed action

plans for restructuring or privatizing public enterprises in shipbuilding,
steel, fertilizers, and sugar, the four sectors already identified for

priority reform in the 1986 budget; (i) starting implementation of key

recommendations emerging from the Draft Joint Bank-Government Public Sector

Investment Review. (This would include: (i) reallocation and/or cancellation

of the inefficient investment projects identified in the report in power,

fertilizers, secondary petrochemicals, steel, mining, transportation,

telecommunications, urban transport, water supply, and housing; (ii)

increases in investment for education; and (iii) the introduction of

multi-year investment budgeting, uniform project evaluation and monitoring

procedures, and related system reforms); (j) presenting a detailed

Governmental proposal for reforming agriculture, including the gradual

removal of quantitative import restrictions, the targeting of consumer

subsidies, phasing out price controls, privatizing most of CONASUPO's

storage, distribution, and merchandizing functions, eliminating agricultural

input subsidies, reforming agricultural credit policies so as to reduce

subsidies over and above current targets for 1986, and restructuring the

Ministry of Agriculture to reduce salary overhead and provide greater

budgetary support for research, extension, and seed multiplication. Finally,

(k) the approval of three or four high-profile foreign direct investment

proposals on a "fast-track" basis would give the right signals abroad. Of

all these measures, the most urgent are in the areas of fiscal, exchange

rate, and monetary policy, in trade liberalization, and in public sector

management reform.

55. This strategy, which is laid out in greater detail in the policy

matrix (Annex II), would combine up-front actions (such as a rollback of new

import restrictions, sales and liquidations of small-scale, nationalized

firms, "fast-track" approvals for high visibility foreign investment

proposals, etc.) with clear statements of future policy directions covering

1987 and, beyond (trade liberalization calendars, foreign investment law

reform, etc.). Underlying it is the strong conviction that Mexico's

developmental and stabilization difficulties have become so interlinked that

nothing short of coordinated action on all relevant fronts holds out credible

prospects for success.
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What is Politically Doable in Mexico over 1986-19 AC E

56. Identifying the necessary and desirable economic measures is, of

course, only a first step. Policy scenarios would have little operational

relevance if they were unable to meet the critical test of political

feasibility. Conversely, if political constraints in Mexico were judged to

be highly restrictive, then a politically-feasible program might fall short

of what would be judged minimally-workable from an economic standpoint.

Operational relevance would have been achieved -- but at the cost of ultimate

failure in helping the country emerge from the crisis. Not only would this

be a tragedy for Mexico: it might also harm the credibility and future

effectiveness of international agencies were they to endorse and finance a

flawed approach.

57. In this regard, a cautious appraisal must be offered about the

prospects for achieving a high-growth program in Mexico. The outlook for

concerted, broad-based action is uncertain for reasons which can only briefly

and inadequately be discussed in this paper. First, Mexico has been ruled

for half a century by a single political party which has gradually absorbed

interest groups covering virtually the entire spectrum of domestic political

and economic thought. Hence, decisionmaking is a process which involves

exceptional complexities and requires great political skill and patience.

Consensus is rendered more than usually difficult by the presence at the

bargaining table of groups which would normally be considered as having
diametrically opposed interests. Reaching major decisions often takes

inordinate lengths of time and, because of the "log-rolling" process,

frequently produces serious internal inconsistencies among measures. Also,

the very ideological basis of the Mexican Revolution (strong state role in

economic sectors, primacy of the state as distributor of economic benefits,

etc.) poses difficult obstacles to the adoption of reforms aimed at

lightening the heavy hand of the government on economic activities.

58. An intense debate within the Government continues on the scope of

complementary stabilization measures needed (notably in the exchange rate and

interest rate areas), and on the costs and benefits of carrying out

significant structural reform (e.g. trade liberalization, public enterprise

reform, easing foreign investment restrictions). At the same time, key

support groups, including labor and most manufacturers, have been bitterly

critical, and increasingly vocal, in attacking the Government's economic

management in areas ranging from wages to trade liberalization and the

external debt. As the Government is feeling the pressures of economic

crisis, the collapse in international oil prices, political unrest, and

natural disaster, some policy signals have become contradictory and

fragmented in recent months. (For example, the decision to impose an

administered price on treasury bills placed for auction starting last October

reversed a financial reform undertaken in 1983, and raised fears among savers

that the Government would reimpose controls on savings rates. During the

succeeding three months (November-January), there were net redemptions of

treasury bills on the order of USSl.2 billion, disrupting the Government's

deficit financing plans and forcing a sharp expansion of Central Bank

credit. The loss of attractiveness to savers of holding treasury bills
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played an important role, along with the September quakes and the subsequent
expropriation of private property in Mexico City, in the rapid runup of the
free exchange rate in October/November).

59. Nonetheless, considering the steps already taken in recent months
--increases in real official tariffs and prices, acceleration of the rate of
devaluation of the controlled exchange rate and a narrowing of the dual rate
gap, the removal of many quantitative import restrictions, the decision to
join the GATT, etc.-- the stage for further major policy action in 1986 has
been set. The greatest risk is that such action may be piecemeal and slow,
falling short of the critical mass necessary so that Mexico can reemerge
strong and healthy from its grave difficulties. As the political cycle
advances toward the end of the present sexenio (December 1983), political
attention will inevitably shift to the process of designating a new president
and his chief officers. Therefore, 1986 may truly be the last "window of
opportunity" for some years to come.

Financing Requirements

60. As can be seen in Annexes III and IV, under either scenario,
Mexico's net external financing requirements during 1986-90 would differ only
slightly, averaging US$2.1 billion annually in the base case, and US$2.5
billion annually with high growth policies. Under the latter, tight
aggregate demand management, improvements in export earnings, higher domestic
savings, and greater resource efficiency would tend to reduce net financing
requirements -- all other things being equal -- relative to the base case.
But faster growth and more rapid trade liberalization would tend in the
opposite direction. On balance, borrowing needs would be slightly higher by
around US$0.4 billion annually. However, since the public sector's own
financing needs would rapidly diminish, a growing share of new public
borrowing would be channeled into rebuilding foreign reserves and extending
credit to a rejuvenated private sector. Under base case policies, tighter
import and capital controls would probably be introduced as high inflation
and large fiscal deficits brought about deterioration in the capital and
current accounts. By holding the economy in a low-growth equilibrium, a
marked deterioration in the external accounts would be postponed. (Note that
the average current account balance would shift from -US$0.2 billion under
high growth to US$0.2 billion in the base case (see Table 2).

61. However, significant differences in the composition of borrowing
would arise. Under high growth, Mexico's improved policy performance would
permit it to diversify borrowing, drawing on the development banks, bilateral
creditors, and suppliers' credits to finance roughly half of its cumulative
net financing requirements of US$12.7 billion. Under the base case scenario,
development bank lending commitments would -all by one-third (from USS1.3
billion in the high growth scenario to US$0.9 billion in the base case),
reflecting an inappropriate policy environment to undertake anything more
than "core" lending programs. Commitments from bilateral creditors wold
decline by around 151 (from US$1.4 billion yearly to US$1.2 billion), while
-om-itments from suppliers and other commercial sources would decline by 60%
'trom US$2.1 billion to US$0.8 billion annually). Only the World Bank,

i lateral credi ors, and the conmercial banks woulld furnish positive net
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reserve flows, with coumercial banks supplying about 85% (US$1I.5 billion) of
that total, either in the form of concerted lending or, failing agreement,
possibly by unilateral reductions in debt service.

IBRD Lending

62. Under a base case scenario, the Bank's program during 1986-90 would
consist entirely of project lending commitments on the order of US$600-700

illion annually, of which roughly one-half would finance new transport and
urban infrastructure, one-third agricultural development, and the remainder
industry, municipal development, and adult education. Under a high growth
scenario, additional policy-based lending commitments of US$400-500 million
annually would be just ified. In addition to a series of Trade Development
Policy Loans, sect-)r loans f r agriculture, public sector wm a-ement, and-
financial sector rfCora might be considered. Thus, total aanoil Bank
com-itments could be wtll in excess of US$1 billion p.a. on average. In
terms of net disbursements, flows would average about US$240 million annually
in the base case (i.e., about 11% of projected overall net financing
requirements for Me xico). But under high growth policies, net disburse ments
could average as much as US$575 million annually (i.e., neirly one-quarter of
projected overall net financing requirements). Thus, under high growth
policies, the Bank would become, after the commercial banks, the most
imnortant source of fresh finance for Mexico through the end of this decade.

JHJohnson/lt r
March 14, 1986



ANNEX I

I.- rodution190-4 1931 19-16 1937 1923 139 19,f -9
- Production ~ad ?rtc"i (annual percentage changes)

Real GDP 41 1.4 1.7 1.7 2 1 2.1
Real Consumption/cap 4.4 -1.3 -0.9 -0.3 00 0.0
Exports Tot (const prices) -4.1 14 1.5 1.5 1 2 1.4
Exports Non-oil ( ) -9.3 3.3 3.5 3.5 2.3 3.0
Imports Tot (" ) 16 3 -11.1 -0.6 0 4 2.2 2.2
GDY deflator 57.5 78.3 95.7 97 7 98.2 99.8
inflaticn (year-end) 63.5 94.5 96.8 98.7 97.8 101.7
Nominal Exch. Rate 60.7 73 3 91.8 91.9 33.3 91.2
Eff. Real Exch. Rate 1.5 4.5 2.9 1 9 0 0 0,0
Do Nom Int Rate (Av public) 430 44.6 48.9 49 4 51. 5 51.9
2.- Balance of payments (as percent ot GDP -at current prices
Resource Balance 3,3 4J1 4.3 4 a 51 50Net Factor Sz -6 0 -4.7 -5 0 -5 3 -5 3 -4.3 -4.7
Current Account 2. 01 -0 2 -0.1 0.1 0.1 0.2
FormaL Fin. Capital 1 -0.3 1.3 1.3 11 10 0.9
ReServe Accumulati:- -2,0 20 -0.1 -0.1 -01 -0 1 -0 1
3.- Public Sector as percent of GDP at current prices)
Total Revenues 24 4 23 1 22.7 22.7 22.9 22.3 22.7

(Non-oil Taxes) .9 9.5 9.0 3 9 5 9 5 9.5
(Domesti: Qil) 4 7 4.7 4.7 4.7 4.7 4.7 4.7
(Non-tax Non-oil) 5 3 4.5 3,5 33 33 3 2 3.1

?Programrn. Expenditu.rs 14.2 16 0 14 1 14 9 15 4 15.3 16.2
Domestic Interests 6 8 6 5 6.1 5 4 5 1 4.8 4.7
External :nterests 5.1 4 2 4.0 3.9 3,5 3.2 2.3
Public Savings -1.7 -3 6 -1.5 -1.5 -1.1 -0.9 -1.0
Capital Expenditures 63 6,5 6 1 6.2 63 6.3 6.3
eficit 3.5 10.1 7.6 7.7 7.4 7 2 7.4

In:rease Liquid Assetts 1 2 11 1.1 12 12 1.2 1.2
Dom Financing 6 6 10.9 8.0 9.9 8 3 9.1 9.3
External Financin 1.7 0 3 1.6 14 2.3 2.2 2.0

4 - Savings and Investment as percent of GDP at current prices)
Total Fund Requirements 17 7 182 17.8 13 0 13 1 18.2 18.2

Private investment 9 8 10 5 10.6 10,6 10 7 10.7 10.7
ublic nvestment 6.3 .5 61 .2 3 .3 63

Incr Pub Lect Liq Assetts 1. 2 11 11 .2 12 12 12
T'tal Savin3s 17.7 13.2 17 3 !D J 13: 13.2 13.2

Private 181 13 4 173 14. 3 3,9 13.3
Public -1.7 - -1. -1. -11 -03 -1.
Zx+ernal -2.3 -0 1 0.2 0 1 -01 - 1 -0.2
Inflaticnary Credit 3.6 3.5 52 53 5.4 54 56

Memo: Priv Sav/Priv Income 21.0 20 7 16 3 16.5 16 5 16 5 16 5
Z 

-External Financinr, External >Lbt -nd Freign 

Reserves t$bilhcn)

Net External Financing 1 6 -1.4 2 3 2.4 2,0 20 2.0
Amortizations 0.0 5.9 50 73 3 1 11.7 14 3
Gross External Financing 1 6 4.5 7.3 9.7 10 1 1 3.6 16 2
:nterest payments 0.0 9 3 3.6 10 2 10.7 12 116
Debt Service (DS) 0 0 15.2 14 6 17 5 18 3 22.3 25.9
External Debt 94 4 93.0 353 97 7 99. 7 101.7 103.7
Foreign Reserves 64 2-9 3 0 32 3 4 3 6 3.9Ext ebt-For Res ("Net Zebt") 33.0 90 1 92.3 94.5 , 63 93 0 99.8
6.- Main Creditworthiness rat:cz (X)
interests/Exports 34 3 37.2 37. 37 1 36.3 35.6
DS/Exports 55.9 56 5 64.A 65.0 74.2 79.2
Net Debt/Exports 330.2 357.8 350.3 333.9 318.9 305.5
Interests/GDP 5 4 5 5 5.6 5.6 5.5 5.4
DS/GDP 8.7 3.3 9.7 9.9 11.2 11.9
Net Debt/GDP 51.7 52,9 52.3 50.3 48.2 46.0



Supngrting Tablez
Table 1: MW TCO: National Accounts (Base Scenario)

(M$bill, 1980)

1184 19$5 1936 1937 1923 1111 1990
Consumption 3256 3478 3512 3561 3613 3696 3781

Private 2955 3149 3188 3223 3258 3323 3389
Public 302 330 324 337 355 373 392

Investment 757 804 787 304 821 838 854
Private 448 497 499 507 516 526 537
Public 309 307 288 296 306 311 317

lotal Zxpenditures 40114 4282 4299 4:64 4434 45Z4 4635
ImOrts 308 358 318 317 313 325 332Dormestc x=erditures 73~6 3924 3981 4248 4116 4209 4303
Exports 7 761 772 733 7'5 805 815
Gross om-nestic ?rodut 4499 4635 4752 4331 4911 5014 5119
Terms of 7rade Effect -217 -241 -301 -314 -37 -320 -322
3ross Dor.estic Incor-e 423 4444 4452 4517 4594 4694 4796
Foregn Factors Income -1 4 -153 -160 -157 -156 -155 -155
Gross Nacnal produ:t 4306 4521 4592 4674 4755 4859 4"64

TABLE 2: MEXICO; Public Sector (Base Scenario)
(I$bill, 1980 prices GDY units)

1984 1985 1986 1987 1988 1989 1990
TDtal Revenues 11044 1027 :o ) 1024 1054 1070 1087

Non-oil Thxes 375 378 401 418 436 446 456
Domest.c Oil Taxes 1200 20 208 211 215 220 224
Oil Expor, Tax 113 106 88 86 8 88 88
Non-tax 01 130 133 156 15 1p1 164 168
Non-tax Non-ail 225 202 i50 151 154 152 151

Current Expenditures 1119 1187 1 76 19 23 1114 1137
,nznumpticn (Gen. Go-, 299 329 322 335 352 369 38

n rest 1-mr.ents 539 475 443 41, -'9 373 359
289 289 272 242 2Zr 223 224

E220 186 17 177 12 150 35Current Transfers 311 383 306 337 354 371 390
Public Savmngs -75 -160 -t7 -67 -4; -44 -50
Capital Expenditures 299 289 272 281 290 2 6 303

Direct Investnaent 221 221 2:4 221 230 235 240
Capital Tr;nsfers 68 68 58 59 61 2 63Defict 364 449 339 347 139 340 353

Increase Liqu.d AZsetts 50 50 50 52 53 54 56
Domestic Financin- 23 485 135 448 31 429 447Infiaticnc.r; Crdit 54 155 231 241 249 253 269

Ot:her Domest c Fin;ncing 10 26 203 132 177 179
External Financmng 73 14 73 Q 107 103 97



TABLE 3: MZXICO: Balance of Payments (Base Scenario)
I$mill)

1984 1985 1986 1987 1988 1989 1990
Exports (Gds & Nfs) 30415 27279 25797 26961 28840 30740 32660

Non-oil 13814 12462 13449 14613 15875 17127 18434
Oil Related 16601 14817 12348 12348 12965 13613 14226

Imports (Gds & Nfs) 16230 18785 17444 13207 19189 2058 21982
Resource Balance 14185 8495 8353 8754 9651 10152 1 679Net Factor Ser;vices -10218 -8257 -8772 -9021 -9450 -9847 -10251
-urrent Account Balznce 3q67 237 -420 -2^7 200 305 428
Net Capital -!7 --177 FW! 4 7 7

Dirqct 17-relgn !z.,.esten r. 47_ 4 00 5 00 5 5'? 65 6 772
'7crmna: 4,aca ap-l 1 -'4' 7 '30 417 193'5 - 97 9
Other C7pitcU - - 00 -2500 -2500 -2700 -283
Unrepatriated E2rnc.g -3 1 - -1169 -:227 -1288 -346
Other Fws - - 9 - -131 -1375 -1412 -1543

Change In Reserv -= -42 - -20 -20 -243 -247
Memo Item:

Reserves $ 1 irn 64:. 2904 Z 9C0 2 00 3400 343 395

TABLE 4: MEXICO: Savings and Investment (Base Scenario)
'M1b111 1980 Grices, GDY unzt )

1984 1985 1986 1987 1988 1989 1990
Requirerments f F d 75 37 73 31 3 52 372
Private :n-7estmrn 420 467 471 40 490 501 513

?ublic Capital Expenditures233 239 272 281 290 96 303
lncr. Pub 3ect >i A-. 0 0 50 2 5 4 6
cital SAvn;s 759 307 793 313 732 352 372
Private Savins 777 313 613 17 6 651 66"

761 305 t, 5 520 o3 640
F.;nanr.c il

Fero Ice1 ICltin6 3 25 7 :3 23 12

v~r 75 t10 -:c- -4; -44

~ .rct114 -. 249 251~

MEXICO: Commitments -- Base Scenario
m 1111.n

1985 1986 1987 1988 1999 1990 Total
World Bcn1 I 6Ko - - 5 G '4 1. 50

S5 250 250 250 250 250 1500
IMf 0 0 0 2 KG

B:12ter 1s 10 1050 1103 1153 1210 127 6;22O'ther 149 235 772 416 351 333 5110
OfmmerciQ1 Etnkr 21"4 4223 7144 7J5 10733 13263 44911mT:al k2C s 10225 22 4 1 33 611



Summary TabL3: High Oil Pric~e

1904 1931 1934 1917 193S 1939 1990
1.- Production and Prices (annual percentage changes)
Real GDP 41 -1.0 3.6 4.6 5 2 5.8
Real Consumption/cap 4.4 -5.6 -0 2 1.1 2.1 3.5
Exports Tot'const prices) -4.1 6.9 5.3 5 1 5 0 4.3
Exports Non-oil ( ) -9.3 16.4 11.7 10.4 9 9 3.1
Imports Tot " ) 16.3 -7.3 10.5 14 6 9 9 9.4
GDY deflator 57.5 56.8 40M3 24.2 13 2 7.3
Inflation (year-end) 63.5 50.4 30.9 17.9 8 9 5.7
Nominal Exch. Rate 60.7 79.5 38 9 19 2 8.6 2.9
Eff. Real Exch. Rate 1.5 19.7 4 0 0 9 0.7 0 3
Dom Nom Int Rate (Av public) 48.0 51.0 38,3 26.1 13.6 10.7
2 - Balance of pavments (as percent of C3DP at current prices)
Resource Balance 32 4 9 6 3 5.8 4 3 4,5 3 9
Net Factor Ss -6 0 -4 7 -5.9 -5.5 -5 0 -4 7 -4.3
Current Account 2.3 0 1 0 4 0.4 -0 2 -02 -0 5
Formal Fin Capita 0 9 -0 2 1.5 i 5 11 13
Reserve AccumuLaticn -20 20 -1.7 -1.5 -12 -07 -0.3
3 - Public Sect.or as percen. of GDP at current prces
Total Revenues 24.4 23,1 25.1 24.9 25 0 24.6 24.4

Non-oil :axes) M .9.5 9.3 94 9 9
Domest Gtl) 4 7 4,7 5,0 5.0 5 G 5 0 5.0
(Non-tax Non-oil) 30 3 0 4 0 4 0 4 0 4 !D 4 0

"?rogramm " Expenditures 14 2 16 0 13.5 13 5 :36 13 7 3.7
Domestic nterests 6 8 6.5 8. 2 5. 3 4 1 2.1 1.7
External lnterests 5.1 4 2 4.7 4.4 4 0 3.8 3.5
Public Savings -1 7 -3 6 -1 2 1.2 3.3 5 0 5 5
Capital Expenditures 3 3 6.5 5.9 6.6 7.0 7 4 7.4
Deficit S 5 10 1 7,1 5.3 3.7 2 4 1.9
.ncrease Liquid Assetts 1.2 1.1 1.1 1 2 13 1.3 1.3

Dom Financing 'D 10 9 5.8 5.2 2 9 22 1.5
External Financing 1.7 0.3 2.4 1.3 0 1.4 1.6

4 - Savings and Investment (as percent of GDP at current prces)
Total Fund Req%uirem ents 17 7 132 1 9 20.3 20 22.9 23.4

Pr-vate Investment 9 8 10 5 11.8 12 6 . 14.3 14.9
Public :nvestment 6.9 6.5 5.9 6 6 70 7 4 7.4
n.r Pb 'Se: Liq Assetts 12 11 11 12 '3 13 1

T-tal 5avinss 6 192 2 323 4
Private 19+1 18 4 17 6 17 5 1 17 1 17
Public -1.7 -3 -12 1.2 3 5 55
External -C -0 1 -0 4 -0 4 0 ; 25
inf1.tinary Credit 3. 3.5 2.3 19 1.2 0. 04

Memo: Priv 3av/PrPr nccme 21.0 20.7 20 3 20.5 20 5 20 4 204
S - External 7:ancent Extern&. Deb arA Foreign Reserves (b11on
Net External Financemg 1. -1 4 2 3 2 20 2 7Amorizationr >0 5.9 5.0 73 91 117 14 0
Gross External Financing 1.6 4 5 0 9.6 10 7 13.7 16 7
:nterest payments I 2 9.3 9 6 9'4 9 6 10 .3
Debt Service cS) t 2 15 2 14.6 i.7 17.7 21.9 24 3
xternai Debt 94 4 93.0 96.0 98 4 20 102. : 05.6

Foreign Reserves 4 4 2 9 5.4 77 3.7 11.1 12.7
Ext Debt-For Res "N et Debt") 9.2' 90.1 90 6 907 3 3 9.9 33 0

- Main Creditworth.nesF ratcs ()
Interests/E:<porcs 33.6 '43 34. 31.3 293.6 9 25 1
DS/Expcrts 336 559 32 55 527 .52 592Net Debt/Exports 289 4 330.2 329.5 32.0 271.3 245.6 226.2
interests/GD? ) 0 5 4 6.5 6 1 5 7 5.4 5.0
DS/GDP 6.0 .3 7 9 10 3 10.5 11.7 11.9
Net Debt/GD? 51.4 51 7 61.1 58 6 54.1 49 6 45 4



Supporting Tables
Table 1: MEXICO: National Accounts (High Oil Price)

(M$bill, 1980)

1984 195 1986 1937 1988 1989 1910
Consumption 3256 3478 3359 3429 3546 3703 3919

Private 2955 3149 3054 3106 3203 3338 3532
Public 302 330 305 323 343 365 387

Investment 757 804 798 886 1000 1099 1190
Private 448 497 533 581 663 725 794
Public 309 307 265 304 337 374 395

Total Expenditures 4014 4282 4157 4315 4546 4802 5109
irports 30: 358 332 367 421 458 01

Domestic Zxpenditures 76 924 3825 3943 4126 4344 4b03
Exports 7'4 76! 3.3 857 100 945 986
Gross Dcmestic Product 449 4685 4t33 4305 5026 5239 5594
Terns of Trade Effect -217 -241 -311 -333 -344 -356 -A66
Gross Domestic income 423: 4444 4327 4472 4682 4334 522
Foreign Factors in:come -194 -158 -160 -147 -140 -138 -134
Gross National Product 430 4523 4473 4658 4886 5151 54bO

TABLE 2: MEXICO; Public Sector (High Oil Prices)
M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990Total Revenues 1044 1027 1087 11:3 1170 1216 1275
Non-oil Taxes 375 379 402 420 459 483 520
Domestic Cil Taxes 200 208 216 224 234 247 261
Cil Export Tax 113 106 101 100 101 101 102
Non-tax Oil 225 202 195 190 189 137 183Non-tax Non-sil 130 133 173 179 187 197 209

,urrent Expenditures 1119 1187 1141 1058 1016 968 988
Consumption "Gen. 3ov ) 249 329 298 316 337 359 382

entrest Payments 509 47 555 454 373 293 270
Domestic 299 289 353 258 190 104 87
Exter- a 220 186 202 197 38 138 13.urrent Transfers 311 383 237 287 301 317 336

Fublic Savings 75 -160 -53 55 154 248 287lApital Expenditures ? 289 254 214 326 54 335
DIrect Investment 227 221 139 239 2, 361
apital Transfers t8 68 55 55 57 60 64

Defic.'. 34 44 307 239 173 1.6 ,8
lncrease Liquid ASzetts 50 50 49 53 59Domest-c Financ41; 4: 485 250 234 130 17 30

Inflationary Credit 154 155 120 36 54 32 22
ther Domestic c 3 10 148

External Financin; 73 14 1C!6 53 94 71 34



TABLZ 3: ,TUCO: Balance of Payimentz (High Oil Price)
($mill)

1984 1985 1986 1987 1988 1939 1990
Exports (Gds & Nfs) 30415 27279 27509 30123 33578 37399 41105

Non-oi 13814 12462 15161 17775 20613 23786 26879
Oil Related 16601 14817 12348 12348 12965 13613 14226

Imports (Gds & Nfs) 16230 18785 18198 21115 25399 29039 33202
Resource Balance 14185 8495 9310 9008 8179 8360 7903
Net Factor Services -10218 -8257 -8772 -8453 -8462 -8734 -8878
Current Account Balance 3967 237 538 555 -284 -374 -975
Net Capital -5:5 -3737 1962 1745 2284 1764 256S

Direct Foreign investment 741 400 500 600 00 880 968
FormcU Fincn:iU Cipital 1.591 -1437 2 2345 2584 1984 2697
Other Capital -2517 -2700 -1600 -1200 -1100 -1100 -1100
Unrepatriated Earnngs -1340 -1091 -1072 -1055 -1071 -125 -1:49
Other Flows -1177 -1609 -528 -145 -29 25 49

Cheanp in Reserves (-=+) -3432 3500 -2500 -2300 -2000 -1390 -1590
Memo Item:
Reserves :$ million) 6400 2900 5400 7700 9700 11090 26 0

TABLE 4: MEXICO: Savings and Investment (High Oil Price)
(IVI$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1938 1989 1990
Requirements of Funds 759 307 313 909 1028 1130 1225

Private Investment 420 467 511 561 643 704 774
Public Capital Expenditures 239 289 254 294 326 364 385
incr Pub Sect Liq Ass. 50 50 49 53 59 62 . 66

Total Savins 709 807 313 909 1028 1130 1225
Private Savings 777 818 763 734 812 342 :?91

Non-financial 761 :305 739 7 7 2 53 733
Financial 15 13 -26 111 110 39 103?ublic Savings -75 -10 -53 55 !4 243 :7

External Savin-s -97 -6 -16 -16 3 10 25
inf1ationary Credit 154 155 120 36 54 30 22

Memo Item: Inflation 67 63 50 31 18 9 6



MEXICO - PROPOSED MEDIM-TEW JUSTMENT AND GROWTH PROGRAM
High Growth Option

Main Goals: (1) To achieve sustainable real economic growth of 5% annually on average during 1987-1990.

(2) To achieve a sound balance of payments position, including a gradual build-up in not international reserves
sufficient by 1990 to cover around 4 months of projected imports and a reduction In the external debt/export ratio
from 340% in 1985 to 220% In 1990.

(3) To reduce domestic Inflation from 64% in 1985 to single digits by 1990.

(Note: Priority measures are flagged by "_1/")

Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

1. Fiscal Dteficit Stabilize Economy Presented budget calling for Strict compliance with 1986
reduction of deficit from 9.6% budget, taking Into account
of GDP in 1985 to 4.9% in 1986. a probable deficit overrun
Cuts in expenditures, mainly because of oil price
transfers and subsidies, would collapse.1 /
achieve over two-thirds of

deficit reduction. (Now being Phased reduction of deficit *
revised to take Into account to under 2% of GOP by
anticipated oil revenue 1990.1/

shortfall).

2. Exchange atoe Halt capital flight; Adoption of more flexible Elimination of remaining a ft ft

Policy encourage exports policy of accelerated daily exchange rate distortions by
devaluations of control led rate early 1986; maintainance of
from August 1985. flexible devaluation

schedule sufficient to
prevent reemergence of
parallel rate and achieve

InternatIonal

reserve targets. I

3. Trade Reduction of effective Elimination in July 1985 of Elimination of remaining f f f

protection, increases quantitative imports QRs, with limited exceptions
In domestic efficiency restrictions covering for arms, dangerous drugs,
and international approximately 40% of 1984 etc. I/
compet i t I veness, imports.
stimulation of non-oil

exports, and outward-

oriented growth,
curbing of inflation,
and improvement in



1w Wge 2.

Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Rol lback of Increases in

tariffs, official reference

prices, and import

prohibitions adopted since

July 25, 1985

Consolidation of tariffs at ' '

10-40% level. 1 /

Elimination of quantita-

tive export controls.

Presentation of amendments

to pending foreign trade
bill, circunscribing use of

non-tariff export and import

restraints and antidumping

remedies.1 /

Harmonization of industrial '

promotion legislation with

import liberalization goals

(review use of QRs, price

guarantees, market reserves,
tax and credit subsidies,

etc.)I/

Harmonization of public

sector procurement rules

with import liberalization

goals (ICP on major

projects)._/

Elimination of remaIning N f

Import reference prices. /



3.

Actions Taken fy Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

4. Financial/ Reverse financial Privatization and liquidation Return to free auction
lonetary disintermediation, halt of non-financial companies system for treasury bills;

capital flight, owned by nationalized banks In allow rates on competing

strengthen savings 1984; dismissal of several savings assets to adjust as

mobilization, enhance thousand bank employees in market conditions dictate.'/

efficient credit 1985; substantial Increases in

allocation to support interest rates covered by GIRA

industrial as part of announced plans to Continued full compliance * * A A

restructuring, reduce credit subsidies by with General Interest Rate

accelerate investment 0.7% of GDP in 1986. Agreement, including

in new export capacity, extension of its provisions

spur efficiency in beyond the end-1986
nationalized banks, expiration date./

encourage more long-

term debt and equity Elimination of directed * A A

finance. credit requirements now

covering 75% of commercial

bank lendable resources,
granting limited exceptions

for small, low-income

borrowers._/

Targeting of fiscal deficit, A A A

mandatory reserve require-

ments, and directed credit

policies so as to raise

unal located private sector

credit as share of total

commercial and development
bank credit from 18% in 1985

to more than half by 1988.1/

Restructure development A A A

banks to reduce reliance on
subsidized finance, Improve

loan evaluation procedures,
phase down retail credit
operations, and increase

"first-tier" role as Inter-

mediator of long-term credit

from external sources to
domestic commercial banks.

1 /
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Design and Implement * * N *

policies to encourage growth

of nascent domestic market

for commercial acceptances

and other forms of parallel

financing to increase

competition with

nationalized banks.

Establish performance N N * N

criteria to monitor effl-

ciency of nationalized

banks; increase managerial

accountability for financial

profitability./

Upgrade National Bank and

Securities Commission over-

sight of stock exchange,
increasing financial and

economic disclosure

requirements for listed com-
panies; review corporate

taxation policies to reduce

bias against equity finance;

streamline procedures for

attracting portfolio

Investment (e.g. through

issues of ADRs, etc.)

Design and Implement reform N N N N N

5. Pubi c Sector To cushion anticipated of direct and Indirect taxes

(a) Hevenue decline in oil-based to widen tax base, simplify

revenues, Improve fair- tax structure, reduce tax

ness of tax syslem, and evasion, and enhance tax

conserve resources used neutrality.__

to deliver public

sector products and

services.
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Actions Taken By Proposed Tlmingjq
Area Policy Objectlvus Government Further Measures Recommended 1986 87 88 89 90

Budget calls for one-third real As improving fiscal * *

Increase in revenues from conditions permit, reform
higher public tariffs (from 3% public sector pricing to
of GDP in 1985 to 4% in 1986), give greater weight to cost-
notably for electricity and based and border parity

petroleum-based products. pricing (as opposed to

fiscalist) criteria; intro-

duce cost-based accounting

into all public enterprises.

(b) Enterprise increase productivity 1986 budget calls for restruc- Develop detailed action
Management and efficiency of turIng of parastatals in steel, plans on restructuring and/

parastatal enterprises, sugar, fertilizers, and ship- or privatization for four
encourage larger building; follows up on sectors identified, and
private sector role In successful experience with Implement them.
future Investment and railroads in early 1980s.

production.

Plans to privatize 237 Complete sale or liquidation '
nationalized companies of 237 small companies -
announced in February 1985. already announced for priva-
Twenty sold in 1985. tizatlon.

Reinforce managerial *

accountability for economic

results; improve efficiency

criteria; grant parastatal

autonomy from budgetary

controls except for

transfers of investment;

subsidies, and financing;
increase transparency of

budgetary subsidies to cover

costs of meeting social and

other non-economic alms.1 /

Build upon and extend *

experience with privatiza-
tion and restructuring to

areas such as secondary

petrochemicals.
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Actions Taken By _Proposed Timing
Aiea Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Where privatization not N * * *

feasible on political

grounds (such as PEMEX),

encourage joint ventures,
sub-leasing, sub-contracting

and other innovative forms

of private sector participa-

tion.

Government eliminated 25,000 Reduction of parastatal N N * N N

full-time posts throughout employment through
public sector in 1985. attrition.

Adequate wage and salary N N I N

differentiation and produc-

tion incentives.

CX)NASUPO reform (See Section

7 on Agriculture).

(c) investment Improve the Integra- Planning Secretariat Introduce multi-year, Inte- N N N N N

tion and efficiency of reorganized in 1985 to merge grated investment budgeting
planning, programming, programming and budgeting and financial programming;
budgeting, financing functions; budget auditing develop uniform procedures
and monitoring; catch- units established at federal for preparation, evaluation,
Ing up on backlog of level and in most states during and monitoring of all
critical Infrastructure 1983-85 achieving significant large-scale projects;

requirements; reduce improvements in accountability improve coordination of

investment in areas for investment spending; public federal, state, and local
best left to private investment appropriations for investment._/

sector or where better 198b to decline by 10% in real

use of existing terms, including a nearly 25%

capacity could be

achieved.
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Actions Taken By Proposed TimingArea Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

reduction in communications and Actions on low-priority
transport. Major steel investments: (a) power: cut
expansion project (SICARTSA 1i) back on distribution invest-
cancelled. ments in non-priority areas,

delay start-up of new

generation projects, slow

construction of on-going

projects, and rely more on

tariff adjustments and
improvements in power system

efficiency to balance supply

and demandJ/; (b) fertili-

zers: cancel construction of
sulphuric and phosphoric

acid plant; (c) secondary

p2trochmicals, cancel all

planned projects; (d) steel:

debottlenecking investments
recommended for AHMSA,
FUMOSA and SICARTSA 1, but

projects should be postponed
until feasibility studies

completed and reviewed1 /;

(e) mining: postpone and
scale down coking coal and

iron ore expansion programs;

(t) transport: scale down
new highway construction and

modernization, while

increasing reconstruction

and maintenance outlays;

reduce investment in new
rail infrastructure; and

postpone major port

investments, except where
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Actions Taken by Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

firm needs of specific

industrial clients have been

identified; (g) telecom-

munications: reduce

expansion of local phone

systems from 375,000 to

200,000 annually, deter

purchase of direct

broadcasting satellite and

second earth station, and
scale down future plans for

600 earth stations; (h)

agriculture: shift toward

higher proportions of

current expenditure, princl-

pally for research, exten-

sion, and seed multiplica-

tion; (1) public health:

give greater emphasis to

improvements in existing

capacity which do not

overtax operating resources,

and strengthen linkage of

federal Investment to state

plans and specific health

care models; (J) education:

give highest priority to
meeting enrollment demands

and improving school quality

at primary school levels;

support with redirection of

current spending from upper

secondary and higher

education to primary and

lower secondary, especially
In least developed

regions;i/
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Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

(k) urban transport:

deemphasize investment in

Mexico City and for subways

and scale back planned

doubling of future

investments; curb demand

with realistic tariffs;

(1) water supply: cut back

investment by halt or more

via greater emphasis on

realistic pricing,

rehabi litation,improved
maintenance, the redesign or

elimination of uneconomic

projects, and the scaling

back of investment In the

federal district; (m)

housing: redirect efforts to

benefit neediest.

6. lorohjn Direct To attract higher flows Approval for Investments in Approve 3-4 high visibility

Invostment of foreign direct in-bond industries has been applications for foreign f * ft *

Investment to support made virtually automatic in investment on fast-track

restructuring and most sectors. basis.

enhanced export

ef forts.
Negotiations with U.S. on a Streamline and, where '

bi lateral Investment treaty necessary, reform labor,

underway. procurement, property,

foreign investment, and

related laws and regulations

affecting the climate for

foreign Investment.J/

Adopt internationally f f

acceptable rules for patents

and copyrights.
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Actions Takett By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Adopt procedures for

International arbitration of

selected Investment

disputes.

Agriculture To raise agricultural Since 1985, private sector Redefine role of CONASUPO to * * . * f

productivity and allowed to Import foodstuffs reduce further scope of Its

exports, assure under ceilings determined by control over agricultural

supplies of basic CONASUPO. prices, subsidies and

staplus to low-income Imports. Focus enterprise

groups at an acceptable efforts on developing

fiscal cost, and welfare norms for consumer

support Government food subsidies, experimenting

security alms. with different delivery

modes.I"

Privatize most storage,

distribution, and

merchandizing of agricultu-

ral products.
1 /

Improve targetting of

consumer subsidies on small

number of nutritionally

vital products (corn, beans,

wheat, and milk) and on

lower-income groups. Remove

remaining agricultural

commodities from price

controls.1/

Eliminate QRs and * * f

consolidate tariffs on

agricultural Imports. (See
Trade Liberalization.l/

Phase down Input price sub-

sidles.
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Revise agricultural credit I * f *

policies to conform to GIRA

and development bank goals.

(See Financial/Monetary)l/

Reduce overall staffing in

Agricultural Ministry;

increase number and salary

of extension agents; raise

spending on research,

extension, ahd seed multi-

plication.



ANNEX III

MEXICO: Di3bursernents -- Ba38 Scenario
($ million)

195 1936 1987 1988 1989 1970 Totl
World Bani 840 727 710 717 723 715 4431
IDB 297 175 112 156 186 218 1143
IMF 300 300 0 0 0 0 600
ilaterals 592 1466 1146 1102 1182 1216 6705

Other 249 407 585 729 816 822 3608
Commercial Banks 2179 4223 7144 7357 10738 132 68 44911
Total 4457 7298 9697 10061 1645 16238 61396

MEXICO: Amortizations -- Base Scenario
($ rmilon)

1981 1986 1987 1988 1989 1990 Total
World Sran .30 %6 440 440 SV 609 "779

IDE 114 125 13 17: 137 13 9
IMF0 125 280 479 539 351 2574
E:i'tercUs I '0'I 101? 1126 1162 6.71
Other 232. 1047 1045 1161 771 1091 7442
C.mmerci.: Bsrnk. 733 2094 4756 47'0 3227 10351 3155:
Total 5P4 4978 L20 3066 11667 14263 52149

MEXICO: Net Flows -- Base Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bcnk 460 741 270 271 205 106 1652
IDB 300 175 -280 -479 -39 -951 -1974

133 50 -25 -15 19 211
Pi1aterais -747 265 12$ 83 56 54 -166
Zther -2079 -40 -459 -431 45 -269 -3834

=mmercial Bank. 446 2129 2738 2567 2511 2917 13359
__t_ -1437 2320 2417 15 ?,77 1976 9247

MEXICO: Debt Outstanding & Disbursed -- Base Scenario
r m4:lion

1985 1986 1987 1988 1989 1990
Trld 7ark 3571 3912 4132 4452 4657 4763
1711 170 1736 1721 1723 1739

MF 2 2733 2903 2623 2.o 1310 45?
Eikt'r l1 3975 4240 43'3 4446 4502 4556

q'hbr 5253 4 1 415 727 3772 503
tommeril Bnis 75725 7-55 30643 31 '35721 33638

~24 ::~ - 7C4 ,71 57'7 1 %657



ANNEX IV

MEXICO: Commitments -- High Oil Prices Scenario
($ million)

1905 1986 1987 1988 1989 1990 Total
World Bank 90) 900 1000 1100 120. 1200 300
IDB 250 250 250 250 250 250 1500
IM1F 300 700 200 0 0 0 1200
Bilaterals 1120 1198 1282 1372 1468 1571 8012
Other 1049 1635 2092 2383 1890 2266 11316
Comrneroial Banks 2179 3803 5551 6248 9314 11838 38935
Thtal 5798 487 10376 11353 14122 17126 67262

MEXICO: Disbursements -- High Oil Prices Scenario

1985 1986 1987 1989 1989 1990 Total
Wor1ld Bank 34,0 339 1270 10.31 1123 1133 *6136
IDB 07 463 252 256 261 265 793
IMF 300 700 200 0 0 0 1200
Bilaterals 592 1308 1133 1187 1342 1436 6
Other 4 327 1422 1956 1629 2043 3125
Comrner:ial Banks 217q 303 5551 6248 '314 11838 3 35
TOtal 4457 S040 4623 1C678 13668 16715 63136

MEXICO: Amortizations -- High Oil Prices Scenario
$ m=lL.fn

1985 1986 1987 1988 1989 1990 Total
WA7rld Bank 3e0 386 440 446 518 634 2304
1DB 114 125 26 171 187 9 93
IMF 0 125 28C 47 91' '774Biiderals 1239 1201 3 5 1:48 4 6673
Other 2328 1047 1Q75 1243 -26 1413 D 028

-- mer~cU Bank; 1733 2094 4356 47?: 80:7 7u 30740
4T;- P. .. -7? "23 . '!4 1185 14~~~

MEXICO: Net Flows -- High Oil Prices Scenario
4$ rmllionr

1985 1936 1987 1983 1989 1990 Total
World Bank 463 553 630 585 605 499 3332

n 57 -80 -479 -9 -97f -1t74
183 333 116 85 74 66 861

Bilater 1 -747 107 133 2 094 325
Other - 079 -120 347 713 703 633 97

crmmercia1 Bank; 446 1709 119 145 1227 2159 3194
:tal -1437 3062 2346 2584 1q34 0697 11235



MEXICO: Debt Outstanding & Disbursed -- High Oil Prices Scenario
($ million)

1985 1986 1987 -1988 1989 1990
World Bank 3571 4124 4754 519 5944 6443
IDB 1711 2048 2164 2249 2323 2389
IMF 2733 3308 3228 2749 1830 859
Bilatera1s 3975 4082 4220 4442 4736 5047
Other 5258 5038 5385 60q8 6801 74.34
:ormercial Banks 75725 77434 'P630 80088 91315 ?3473

T7tal %973 96035 98730 100964 102948 10545



ANNEX V

S~~>iVr T VM: Loaw Oil _rtc

- 121 lif 12!.! liii 19I7 12.22 1..2 12
(annual perc*ntag, changes)

Real GDP 4.1 -3 0 3 3 4 5 5.1 5.6Real Consurption/cap 4.4 -7 6 -0.6 1.0 2 0 2.9Exports Tot (const prics) -4.1 7.9 4 9 5 4 4 4 4.5Exports Non-oil (w) -9.3 189 10.7 11.0 8.5 8.5Imports Tot ( ) 16.3 -9 9 9 8 13.2 8 2 8 2GDY deflator 57.5 60.5 40.1 18.4 10.2 6.5Inflation (yeor-*nd) 63 5 57 6 24.5 12 5 7,9 5.1Nomna1 Exch. Rat* 60.7 87.8 40.1 14.8 5.0 1.9Eff Real Exch. Rate 1 5 22.3 5 0 1.9 0.0 0 0om NoM Int Rate (A7 public) 48 0 57.0 37.8 22.5 13.2 10.22 - Balance of MVments (as percent of GDP at current prices)
Resource Balance 3.3 4 3 5.0 4 8 4.1 7 95Net Factor Ss -6,0 -4.7 -5.8 -5 4 -5.1 -48 -4 4urrent Account 2.3 01 -0.7 -0.7 -0 9 -1.0 -1 0Formal Fin. Capital 0 9 -0.9 3 2 2.2 1.9 1,7 1 6Reserve Accumulation -2.0 2 0 -1.6 -1.1 -0.8 -0.6 -D 6
3 - Public Sector (as percent of GDP at current prices)
Total Revenues 24.4 23 1 24.0 23.9 23.9 23.7 23.9

(Non-oil Taxes) 8. 8 5 9.7 q a 9.9 10 0 10.5(Domestic Oil) 4.7 4.7 5.0 5.0 5.0 5.0 5.0(Non-tax Non-oil) 3 0 3.0 42 42 4.3 43 4.3"Programm." Expenditures 14 2 16 0 12 6 12. 7 13.2 13 3 13.3Domestic Interests 6 9 6.5 9.2 5,7 3.5 2.1 1.6External Interests 5 1 4.2 4.4 4.3 4.0 3.8 3.5Public Savings -1.7 -3.6 -2.2 1. 2 3.3 4 6 5.5Capital Expend:tures 6 3 6.5 59 6.3 7.0 7.2 7.2Deficit 8.5 10 1 8.0 5 1 3.9 2 6 1.7Increase Liqud Assetts 1.2 1.1 1.1 1.2 1.3 1.3 1.3Dom Financing 9 0 10.9 5.5 4 3 2 6 1.8 1.0External Financuig 1.7 0 3 36 2.0 2.4 2.1 2.04 - Sa ngs and Investrnent (as percent If GD? at current prices)
ota: ,,und Requiremnnts 17.7 18.2 13 6 20 2 21 6 22 5 23.2PrivAte Investment 9 9 10 5 11 7 12 6 13.3 14.0 14.7Pubhc :nvestment 6 8 6.5 5.3 6.3 7 0 7 2 7.2Inor ?ub Sect Liq Assetts 1 2 1.1 1 1 1 3 1.3 1 3Total 3ava-s 16.6 32 20 2 21.6 22.5 23 2pr-vrae 18.1 1 4 17 1 16 7 16 6 16 4 16 3-1.7 -3 6 -22 1.2 3 : 46 5.5Exernal -2.3 -0. 1 0 7 0 7 0 9 1.0 1 0:nflationary Credit 3 6 3.5 70 15 08 0 0.4Memo: Priv Sav/Priv income 21 0 20 7 19 4 19 4 19 4 19 4 19.4
- E.xternal Financr. External Dt And Foren R ervB IbMZion}Net External Financing I. -1.4 45 3 2 3.0 30 31Amort'zations 00 5.9 5.0 3 7 5 10.5 12.3Gross External Financing 1 6 4 5 3 5 10.5 10 4 13 4 15.5nterest payments 10.2 9.3 8 7 8.9 93 9Debt Service (rS) 10.2 15.2 13 8 16 0 16.4 19 8 21.9

.xternal Debt 94 4 93. 0 97.5 100 7 103.6 1C6 6 109 8Foreign Resrves 6 4 2.9 5 2 68 8 0 q 0 10.2Ext Dqbt-For Res ("Net Debt") 88 0 90.1 92.3 93.9 95.7 97.6 99 56 -Main Creditwor-thne rAties (X)
Interests/Exports 33 6 34.3 35.6 a: 29 0 27 4 25.4
DS/Zxports 33 6 55 9 55.7 58.7 53 3 58.0 58.1
Net Debt/Exports 289 4 330 2 373.1 344.5 311.6 286.0 263 5Interests/GDP 6 0 5.4 6 3 6 0 5.7 5 4 5.0DS/GDP 6.0 8.7 9.8 11.1 10 5 11.5 11.5Net Debt/GDP 51.4 51.7 66.0 65 0 61.4 56.7 52.3



ANNEX V

Supporting Tables
Table 1: MEXICO: National Accounts (Low Oil Price)

(Mvibill, 1980)

1984 1935 1986 1987 1988 1939 1990
Consumption 3256 3473 3286 3342 3453 3604 3794

Private 2955 3149 3007 3048 3142 3271 3441
Public 302 330 280 294 313 333 354

Investment 757 804 760 847 947 1040 1131
Private 442 497 509 564 612 686 757
Public 309 .307 251 283 323 354 374

Total Zxpnditures 4014 4232 4046 4189 4401 4644 4323
Imports 308 35 323 355 401 474 470Dornestic Zxpendituris :726 3924 :723 3834 400 4209 4453
Exports 794 761 321 862 908 948 ?9'
Gross Domestic Produc.t 4449 465 4545 4696 4q08 5157 5446
Terms 0f Trade ffc -2 -241 -370 -388 -400 -410 -42:
Grzss Zom stIC Incm .2-3 4444 4175 40 4503 4747Foreign Factors :rcomne -:94 -158 -147 -137 -131 -130 -123
Gross ?iatlonal Produt 426 4523 4397 45t2 4777 5027 5319

TABLE 2: MEXICO; Public Sector (Low Oil Prices)
(M$ bill, 1980 prices, GDY units)

1984 1985 1986 1987 1938 1939 1990
Total Revenues 1044 1027 1303 1028 1079 1126 1201

Non-oil Taxes 375 373 405 421 446 475 528
Domestic Oil Taxes 200 208 209 215 225 237 251
Oil Export Tax 113 106 77 77 79 79 79
Non-tax Oil 225 202 136 134 135 13 127
Non-tax Non-oil 130 133 175 191 194 204 216

"-rrent Expenditures 1119 1137 1096 975 932 908 23Consumrpticn "Gen. Gov.) 299 329 275 289 308 328 349
:i.terest Payments 509 475 571 430 338 273 255

Conestic 289 289 386 245 158 80
External 22- 186 15 135 180 179 17

Current Trazsfers 311 383 249 256 286 301 319
Public Savin:s -75 -160 -93 53 147 219 273
apital Exndtures 289 28 240 274 318 344 364
Direct Investment 221 221 190 24 266 2140 307
Capital Tranzfers 68 68 48 49 52 54 58

Defic't 3t4 449 33 220 171 125 86
4ncrease Liquid Assetts 50 50 47 51 57 60 63

omestic Fiancing 341 485 229 186 :1.3 51
lnflationary red.t 154 155 125 6 37 26 19
Other Domestic F.3anozn;187 330 104 12 82 57 32
ternal Financing 73 14 151 35 109 102 99



ANNEX V
-2-

TABLE 3: MEXICO: Balance of Payments (Low Oil Price)
($mnil)

1984 1985 1986 1987 1988 1989 1990
Expcrts (Gds & Nfs) 30415 27279 24747 27261 30706 34120 37731

Non-oil 13814 12462 15486 1300C 20982 23910 27112
Oil Related 16601 14817 9261 9261 9724 10210 10669imporls (Gds & Nfs) 16230 18785 7638 20331 24245 27548 :54

Reource Balance 14185 8495 7058 6870 6462 6572 6627
Net Factor Services -10213 -3257 -8068 -7353 -7939 -3255 -344
Current Account Balance 3967 237 -1010 -82 -1477 -153 -1822
Net Oapital -55 77 360 2532 2677 2766 ,005

Direct Fcrei-n Investment 391 400 500 '00 800 3$0 q68
Zormal Financ.al C.pitQ1 1591 -143 450 32 2977 2986 31Z7
Cther Capital -2517 -2700 -1750 -1200 -1100 -1100 -1100
Unrepatr:ated Earn ,z -140 -1091 -964 -941 -952 -;99 -1013
Other Flowa -1177 -1609 -!96 -259 -148 -101 -32

C'hange .n Reser-es -=+) -:4:2 350J -225: -1.00 -12CC -1083 -
Merno 1tem:.

1 
milion) 6400 2300 5150 6750 7350 903 1021

TABLE 4: MEXICO: Savings and Investment (Low Oil Price)
(M$bill, 1980 Prices, GDY unit z)

1984 1985 1986 1987 1988 1989 1990
Requirements of Funds 759 207 775 369 974 1070 1165

Private Investment 420 467 499 544 599 666 738
Public Capital Expenditures 239 .39 240 274 313 344 364
incr. Pub Sect LIq A3s. 50 50 47 51 57 60 63

Total Savings 709 307 775 !69 '74 1070 1165
rPrivate Swv"ngs 777 813 713 -'21 747 779 820
Ncn-financial 761 805 736 605 640 694 723
Financial 15 13 -73 116 107 35 37

?ubic Savngs -75 -160 -' 47 219 273E;<;.erncU Srv s -97 -6 C 29 4 46 48
,..aticnar-4 Credit 54 155 125 7 26 19

Ziernmo :tem :Inflation 67 63 53 25 12 3 5
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MEXICO: Commitments -- Low Oil Prices Scenario
($ million)

1985 1986 1987 1983 1989 1990 Total
World Ban1 900 900 1000 100 120 1 1200 63001DB 250 250 250 250 250 250 1500
IMF 300 700 200 0 0 0 1200
Bilaterals 1120 1198 1282 1372 1468 1571 8012
Other 1049 1635 2092 2383 1890 2266 1:316
^o.mercial BanR3 2179 5251 6388 6015 9092 10700 39625
Total 5_29 9934 11213 1220 13900 15937 6752

MEXICO: Disbursernentz -- Low Oil Prices Scenario

1985 1936 1937 1988 1989 1990 TotalW l - M42. 99 I 272 21 1123 123 .

:DB 297 463 252 256 261 265 17Q3
Coo 700 200 0 0 2 1220

Bnt,?r70Is 532 1 'a 1133 1187 1342 143 649
Other 249 ? 27 1422 1956 1629 204 9125
Commeroia1 Banks 2174 5251 6338 6015 9092 10700 39625

totU7 4457 q488 12464 10445 13446 15576 3'376

MEXICO: Amortizations -- Low Oil Prices Scenario
($ million2

1985 1986 1987 1988 1989 1990 Total
World Bank 380 386 440 446 513 634 2804

1DE 114 125 136 171 187 199 932
IMF 0 125 280 479 919 971 2774
Rilatera1s 1339 1201 995 165 '048 1124 6673
Other 2328 1047 1075 1243 926 1410 802?
Commercial Ecsks 172 2094 4:56 4164 686 3:01 2311
7:ta 4 4978 7446 12439 4521

MEXICO: Net Flows -- Low Oil Prices Scenario
j$ million)

1985 1986 1917 1988 1989 1990 Total
World -nn 460 553 0 535 605 439 3332
1MF 300 575 -30 -479 -91? -971 -1574
1DB 183 333 116 95 74 66 361

-747 127 23 22 294 11 32ZOther -2079 -220 347 713 703 63 97
C:mmerol Eanks 446 157 2032 1351 229 2599 12314
7otal 7 4510 2192 2177 2986 3137 15355
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MEXICO: Debt Outstanding & Disbursed -Low Oil Prices Scenario
I$ millicn)

1995 1986 1987 1988 1989 1990
World BanK 3571 4124 47 4 5z39 944 6443
1DB 1711 2048 2164 2249 2323 2389
IF 2733 3308 3229 2749 1830 859
Pilateral1 3975 4082 4220 4442 4736 5047
Cther 5258 5:33 5335 6093 6801 7434

Banks 75725 78882 80915 32766 34995 87593
To:v1 92973 17483 100665 10 642 06623 1075



ANNEX VI

Implications of Mexico's Oil Export Prices Averaging USS15/b in 1986/87

In December, when drafting of the work-out paper for Mexico was
begun, our assumption that Mexico's oil export prices would average
US$20/barrel in 1986/87, and climb to US$25/barrel by 1990, seemed if
anything pessimistic. Since then, oil prices have collapsed to around

US$15/barrel. Thus, attention in the Bank and elsewhere has shifted toward

looking at the implications for Mexico's economic prospects of oil prices

at that level or lower. The purpose of this note is to examine briefly
some of the implications of a scenario in which Mexico's oil exports would

be sold at an average price of US$15/barrel in 1986/87, rising slowly to

US$18.60 by 1990. Nevertheless, it should not be taken for granted that
oil prices will necessarily remain at these depressed levels. Some

forecasters, including EPD, are predicting higher average prices for 1986

(US$18/barrel or above), citing factors such as the potential impact of (i)

shutting down high-cost production (such as the "stripper" wells in the

U.S.), and (ii) reassessments by key oil-exporting countries, which could

lead to concerted adjustments in market share and overall production
levels. If they are correct, a moderate recovery in oil prices, perhaps in

the very near future, should not be ruled out.

For every US$1/barrel decline in the average price of Mexico's
oil exports, the country loses approximately US$600 million in export
revenues. Thus, the low-price oil scenario projects that Mexico's oil
exports would decline to USs9.3 billion in 1986, compared with US$12.3
billion under the high-price scenario, for a net difference of US$3.0

billion. Relative to the 1985 oil export level of US$14.8 billion, the

loss in oil export revenues would be US$2.5 billion under the high-price

assumption, but US$5.5 billion under the low-price assumption. In terms of

1985 GNP, the first-order losses represent 1.5% and 3.3%, respectively. In

terms of 1985 fiscal revenues, these losses would be on the order of

6.5% and 14.2%, respectively.

In many respects, the adverse impact of the deeper drop in oil
revenues on the fiscal outlook is even more serious than the implications
for the balance of payments. The 1986 budget approved by the Mexican
Congress had already called for a 7% reduction in real public sector
expenditures which, together with a 1.4% increase in real revenues, would

have led, by the Government's calculations, to a halving of the fiscal

deficit to around 4.9% of GDP. Since real salaries in the public sector

have already declined by about 35% since 1982, the sizeable planned

reductions in expenditures were to be achieved mainly in other areas, such

as cuts in real subsidies and transfers by roughly one-quarter, and by a

nearly 10% reduction in real public investment.

Now, however, further deep cuts in expenditure and some revenue

increases will be necessary. In the projections shown in Annex V, it is

assumed that this fiscal response, together with more rapid structural
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adjustment, and slightly increased external borrowing, forms the heart of a
high growth strategic response to collapsing oil prices. Real public
sector expenditures, excluding payments of interest on external and
domestic public debt, would decline by 24% in 1986. These reductions would
fall most heavily on real subsidies and transfers (-35%), but real public
investment (-17%) and consumption outlays (-16%) would also fall
massively. On the other hand, real revenues would decline by only 2%,
despite a nearly 30% real decline in oil-based revenues. The main reason
for the resultant deficit equivalent to 8% of GDP is the assumed higher
interest rates on domestic debt, which will reflect the effects of crowding
out, higher inflation, a higher real exchange rate devaluation, and the
impact of adverse expectations on the public's willingness to hold
government debt.

The gradual restoration of confidence, as the Government made
manifest its determination to coordinate tight fiscal and monetary policies
with accelerated exchange rate devaluation and trade liberalization, would
make possible rapid declines in inflation, real interest rates, and the
public sector deficit after 1986. In the budget, further major spending
cuts would probably not be necessary, because declining interest payments
would produce most of the improvement in the deficit. However, efforts to
redeploy public resources more effectively and efficiently would need to be
ongoing, since major spending increases would not be feasible.

As Table VI-l reveals, the adjustment process, although greater
under low oil prices than in the high growth, high oil price scenario,
would have unavoidable costs. The foregone oil income would lower
potential GDP growth by perhaps one-half percent annually, and this lower
growth, combined with Mexico's declining terms of trade and still
substantial population growth, would erode average real per capita
consumption levels. However, by 1990, inflation would have been reduced to
very low levels, growth would have recovered to over 5% per annum, and per
capita consumption would once again be on the upswing. And this would be
accomplished with minimal reliance on additional net foreign borrowing,
perhaps about US$3.4 billion annually. This would be only about US$(.9
billion per year more on average than in the high growth, high price
scenario, thus assuring that the stock of real external debt would continue
to decline, and basic creditworthiness indicators would improve, albeit
more slowly. In Table VI-1, other comparisons between the high a-ind low oil
price scenarios are provided.
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Table VI-1: COMPARISONS OF HIGH-GROWTH POLICY OUTCOMES UNDER HIGH (US$20/b)
AND LOW (US$15/b) OIL PRICES ASSUMPTIONS, 1986-1990

(Real Annual Averages or Percentage Shares)

Variable Oil Price Assumption
US$20/barrel US$15/barrel

GDP Growth Rate 3.6 3.1

GDP Per Capita Growth 1.4 0.9
Per Capita Consumption 0.1 -0.5

Inflation (year-end) 21.7 20.1

Public Savings/GNP 2.8 2.5

Private Savings/GNP 17.3 16.6

ICOR 5.6 6.5
Public Investment Growth 5.2 4.0

Private Investment Growth 9.8 8.8

Oil Export Growth 0.0 0.0
Non-Oil Export Growth 11.3 11.5

Import Growth 6.9 5.6
Current Account Balance -0.1 -1.4

(US$ billions)
Capital Flight (US$ billions; 0.1 -0.3

negative is net inflow)
International Reserves 12.7 10.2

(US$ billions in 1990)
Net External Financing Requirements 2.5 3.4

(USS billions annually)
External Debt 105.6 109.8

(US$ billions in 1990)
External Debt/Exports (in 1990) 256.9 290.5

Debt Service/Exports (in 1990) 59.1 57.9
Fiscal Deficit/GDP 4.1 4.2

Real Exchange Rate Devaluation 4.9 5.5

Direct Foreign Investment 0.8 0.8
(US$ billions)

1/ In nominal U.S. dollars for 1986-87.
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Table V11-[: KY INDICAFT(S FR 04 GROU1fl, M011 OIL PRICm SGNAXRI0, 1980-1990
(raLios in current valuoes)

- -- Projectiom--------
Kc hindictors 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

GP krow h Rate 8.3 7.9 -4.5 -5.3 3.5 4.1 -1.0 3.6 4.6 5.2 5.8
(NP G t Rate 7.8 0.8 -1.3 -5.2 3.6 5.2 -1.1 4.0 4.9 5.4 6.0
GNP/Qpi La Growth Rate 5.1 4.1 -3.8 -7.6 1.1 2.8 -3.2 1.8 2.6 3.1 3.7
Gnnopt ion/Capita Growth Rate 5.5 4.1 -2.2 -9.2 0.5 4.4 -5.6 -0.2 1.1 2.1 3.5

Tot'1L 110 (in US$ billions) n.a. 81.0 87.6 91.4 94.4 93.0 9.() 98.4 101.0 102.9 105.6
I.!/xtNIS n.a. 2.8 3.4 3.4 3.1 3.4 3.5 3.3 3.0 2.8 2.6
Illo/CI n.. 0.22 0.35 0.57 0.55 0.53 0.65 0.64 0.60 0.56 0.52

t rvice (in U.S$ hillions) n.a. 11.8 20.1 17.2 16.9 15.2 14.6 16.7 17.7 21.8 24.3
k-bt S1-rvice/X1 n.a. 0.54 0.61 0.50 0.56 0.56 0.53 0.56 0.53 0.58 0.59
(4Kt Service/GP n.a. 0.049 0.123 0.121 0.097 0.()87 0.098 0. 1t 0.105 0.117 0.119
I nter t/XGNl) n.a. 0.31 0.38 0.37 0.34 0.34 0.35 0.31 0.29 0.27 0.25
I teres /GDP n.a. 0.025 0.046 0.059 0."60 0.054 0.065 0.061 0.057 0.054 0.050

Gros- Invowtnfnt/dP 0.241 0.257 0.223 0.173 0.166 0.170 0.177 0.192 0.207 0.217 0.222
Wiuet -avis/GDP 0.230 0.239 0.261 0.276 0.249 0.218 0.240 0.251 0.256 0.262 0.260

Nat ionu Soving~s/GDP 0.198 0.199 0.185 0.211 0.189 0.171 0.181 0.196 0.205 0.215 0.217
N'rinal National Savings Rate / n.a. 0.213 2.777 -0.278 -4).168 4.308 -0.199 0.643 0.397 0.401 0.251
PublIc nvest unt/GOP 0.1(f9 0.117 0.099 0.076 0.068 0.065 0.059 0.066 0.070 0.074 0.074
IWubic Saving/GIP 0.018 4-.00 -0.058 -0.004 -0.017 -. 036 -0.012 0.012 0.033 0.050 0.055
Privite ii estnmnt/OP 0.132 0.140 ( 0.124 0.097 (). 098 0. 105 0.118 0.126 0.137 0.143 0.148
PvIue L .ing/GOI 0.180 0.207 0.243 0.214 0.205 0.208 0.193 0.182 0.172 0.164 0.161
!Jitio ifl Pbl ic/Private [n1Vstmtnt 0.826 0.836 o. 798 0.74 0.60x) 0.620 0.5X) 0.520 0.510 0.520 0.500

2.9 3.3 l.a. n.a. 4.7 4.2 n.a. 5.3 4.5 4.2 3.8

1x wt Gth Rate 18.0 13.3 13.7 11.5 10.5 -4.1 6.9 5.3 5.1 5.0 4.3
Exp1r1s/t 0.126 0.119 0.174 0.195 0.178 0.157 0.185 0.194 0.199 0.202 0.201
lm)ort Growth Rate 31.5 19.5 -37.1 -41.7 19.7 16.3 -7.3 10.5 14.6 8.9 9.4
Impurts 4- 0.135 0.136 0.112 0.(94 0.095 0.108 0.123 0.136 0.150 0.157 0.162
Gurrent A-.) ir i ( i tIS hi, Ilions) -7.7 -13.9 -5.6 5.2 4.0 0.2 0.5 0.6 -0.3 -0.4 -1.0
Cirr-ent Xr, oUtlL/ GOP -0.043 -4.058 4).038 0.037 0.023 0.001 0.004 0.004 -0.002 -0(.0()2 -0.005
Ir of -rde Lidex 100.0 99.6 94.3 86.1 85.4 80.4 71.8 70.7 71.5 72.3 . 73.1

Io tI i Is of col-tant prices and a con)n def lator.
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Table VII-II: KEY INDICARS FOR CASI CASE SCENARTO, 1980--1990
(ratios in corrent vnlues)

Projections-
Key indicators 198( 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

GOP Cmwth iate 8.3 7.9 -0.5 -5.3 3.5 4.1 1.4 1.7 1.7 2.1 2.1
GNPI Grokth Rate 7.8 6.8 -1.3 -5.2 3.6 5.2 1.4 1.8 1.7 2.2 2.2
GNP/Capita Growth Rate 5.1 4.1 -3.8 -7.6 1.1 2.8 -0.8 -0.4 -0.5 0.0 0.0
ConnIs Ipt 1InI/Gapi ta Growth Rate .5.5 4. 1 -2.2 -9.2 0.5 4.4 -1.3 -0.9 -0.8 0.0 0.0

ThIot OF) (in JS$ billions) n.a. 81.0 87.6 91.4 94.4 93.0 95.3 97.7 99.7 101.7 103.7
S)/XtNCS n.a. 2.8 3.4 3.4 3.1 3.4 3.7 3.6 3.5 3.3 3.2

DXI/GDA n.a. 0.22 0.35 0.57 0.55 0.53 0.55 0.54 0.53 0.50 0.48
IkLbt :ervice (in USq hi1Lions) n.i. 11.8 20.1 17.2 16.9 15.2 14.6 17.5 18.8 22.8 25.9
kIxt Service/XGNiS n.a. 0.54 0.61 0.50 0.56 0.56 0.57 0.65 0.65 0.74 0.79
Wht Scrvice/GDP1 n.a. 0.049 0.123 0.121 0.097 0.087 0.084 0.097 0.099 0.112 0.119
11111e-L/XGNIS n.a. 0.31 0.38 0.37 0.34 0.34 0.37 0.38 0.37 0.36 0.36
Intcresr /c;I n.a. 0.025 0.046 0.059 0.060 0.054 0.055 0.056 0.056 0.055 0.054

lrox1s Investme-nt/GDP 0.241 0.257 0.223 0.173 0.166 0.171 0.167 0.168 0.170 0.170 0.170
l>a'st ic Savings/GOP 0.230 0.239 0.261 0.276 0.249 0.218 0.215 0.217 0.221 0.219 0.219
Nationil Savings/GDP 0.198 0.199 0.185 0.211 0.189 0.171 0.165 0.167 0.171 0.171 0.172
Narginal National Savings Rate I/ n.a. 0.213 2.777 -0.278 -0.168 -0.308 -3.162 0.303 0.406 0.171 0.218
Publ Tinv2stmynt/CDP 0.109 0.117 0.099 0.076 0.068 0.065 0.061 0.062 0.063 0.063 0.063
PlIbli Scings/GOP 0.018 -0.008 -0.058 4).004 -0.017 -0.036 -0.015 -0.015 -0.010 -0.009 -0.010
Privrto nves trrent/c/P 0.132 0.140 0.124 0.097 0.098 0.105 0.106 0.106 0.107 0.107 0.107
Pri vato Savings/GDP 0.180 0.207 0.243 0.214 0.205 0.208 0.180 0.181 0.181 0.181 0.182
Rat of Pulic/Private Investnunt 0.826 0.836 0.798 0.784 0.694 0.619 0.575 0.585 0.589 0.589 0.589
I 2.9 3.3 n.a. n.a. 4.7 4.2 11.9 9.9 10.0 8.1 8.1

Exprt Grwth Rate 18.0 13.3 13.7 11.5 10.5 ,4.1 1.4 1.5 1.5 1.2 1.4
axprt/G O 0.126 0.119 0.174 0.195 0.178 0.157 0.148 0.149 0.152 0.151 0.151
Vmpirt Growth Rate 31.5 19.5 -37.1 -41.7 19.7 16.3 -11.1 -0.6 0.4 2.2 2.2
I flCt P 0.135 0.L36 0.112 0.094 0.095 0.108 0.100 0.101 0.101 0.101 0.101
Current A,-oAnt (in US$ biJI [ions) -7.7 -13.9 -5.6 5.2 4.0 0.2 -0.4 -0.3 0.2 0.3 0.4
Current Acount/GDP -0.043 -0.058 -. 038 0.037 0.023 ).001 -4).002 -0.001 0.001 0.001 0.0W2
T tr f rade ITdex 100.1) 99.6 94.3 86.1 85.4 80.4 71.8 70.7 71.5 72.3 73.1

1 oi bhisis of constant prc - anil a co-imn deflator.





MEXICO
SELECTED ANALYTICAL VARIABLES FOR ECONOMISTS AND MANAGERS

ATLAS PER CAPITA GNP (CUR) (1983) =2,240
POPULATION IN MILLIONS (1983) =75.011
LT DEBT OUTSTANDING AND DISBURSED IN MILLIONS (CUR)(1983) =82.129.63

BALANCE ON CURRENT ACCOUNT IN MILLIONS (1983) =5,223
----------------------------------------------------------------------------------------------------------------------------------------------

REFERENCE
HISTORIC DATA YEAR RECENT DATA EST. DATA PROJ.DATA

1960-1973 1973-1980 1980 1981 1982 1983 1984 1985 1986

GROWTH OF GDP AGGREGATES (CONST) GROWTH RATES

1.GDP 7.67 6.18 186.331 7.95 -0.54 -5.27 3.48 3.90 3.98

2. AGRICULTURE 4.94 3.42 15,561 6.07 -0.59 2.89 2.39

3. INDUSTRY 9.02 7.00 69.479 8.57 -1.64 -8.07 4.31

4.GDP OUTPUT DEFLATOR 4.08 21.59 100 27.25 61.18 92.16 65.97 52.25 41.05

5.IMPORTS GNFS (NAT. ACCTS.) 6.85 9.75 25,177 20.28 -37.06 -41.71 20.96 33.34 14.25

6.EXPORTS GNFS (NAT. ACCTS.) 5.79 8.46 23.408 6.19 13.67 11.48 10.75 5.93 5.87

7.MERCHANDISE EXPORTS (1) 2.56 11.70 15,307 23.00 9.76 8.22 10.88

8.DOMESTIC ABSORPTION 7.81 6.46 188.100 9.94 -7.49 -10.72 3.83 5.96 4.74

9.INVESTMENT 9.34 7.84 52,406 15.60 -30.23 -23.26 5.37 15.22 8.06

10.PER CAP TOTAL CONSUMPTION 4.00 2.94 1,955 4.90 -0.63 -9.50 0.86 1.13 1.24

11.POPULATION (MIL) 3.28 2.95 69 2.72 2.58 2.58 2.58 2.58 2.58

TRADE PRICE INDICATORS (1980=100) INDICES

12.TERMS OF TRADE OF AGR/IND 113.93 109.76 100.00 101.84 87.04 78.98 84.13

13.TERMS OF TRADE 66.26 77.76 100.00 107.08 104.75 72.87 103.59 120.89 115.00

14.TERMS OF TRADE (UNCTAD) 52.76 81.31 100.00 110.28 108.32 104.68 ..

15.NOMINAL EFFECTIVE EXCHANGE RATE(2) .. 99.02 100.00 99.71 52.20 23.46 17.99 15.64

16.REAL EFFECTIVE EXCHANGE RATE(2) .. 94.75 100.00 112.94 80.88 71.32 82:91 94.16

INVESTMENT AND SAVINGS RATIOS

17.INVESTMENT/GDP (CURRENT) 20.8 25.0 28.1 29.0 22.3 20.3 16.6 16.6 14.7

18.INVESTMENT/aDP (CONSTANT) 20.9 24.4 28.1 30.1 21.1 17.1 17.4 19.3 20.1

19.DOMESTIC SAVINGS/GDP (CURRENT) 19.7 23.9 27.2 27.3 28.5 30.3 30.4 30.1 26.4

20.DOMESTIC SAVINGS/GDY (CONSTANT) 21.7 24.5 27.2 27.9 26.0 23.5 27.4 29.8 29.1
21.GROSS NAT. SAVINGS/GDP (CURRENT) 19.0 21.9 24.7 24.2 23.4 24.0 .. ..

22.RESOURCE BALANCE/GDP (CONSTANT) 3.1 1.5 -0.9 -2.7 4.6 10.8 10.9 9.3 8.8

23.MARG PROPENSITY TO SAVE (CONSTANT) 25.8 33.7 48.7 36.5 288.0 47.8 70.7 62.0 8.6

24.TERMS OF TRADE ADJ./GDP (CONSTANT) -4.3 -2.8 0.0 0.9 0.7 -4.5 0.6 3.8 2.8

25.ICOR (CONSTANT) 2.5 3.2 2.7 3.0 -47.4 -4.1 .. ..

EPO 07/17/85



REFERENCE
HISTORIC DATA YEAR RECENT DATA EST. DATA PROJ.DATA

--------------------------------------------------------------------------------------------------------------------------

1960-1973 1973-1980 1980 1981 1982 1983 1984 1985 1986
--------------------------------------------------------------------------------------------------------------------------

TRADE AND BALANCE OF PAYMENTS RATIOS

26.SHARE OF MANUF IN EXPORTS (CUR)(1) 27.8 23.9 14.6 12.0 11.8 ..

27.IMPORT GOP ELASTICITY 0.9 1.6 3.8 2.6 68.4 7.9 6.0 8.5 3.6

28.CUR ACCT BALANCE/GDP (CURRENT)(3) -2.4 -3.8 -4.4 -5.9 -3.3 3.7 2.3 0.4 -0.2

29.RESERVES IN MONTHS OF IMPORTS OF 2.8 1.9 1.5 1.3 0.6 2.5 4.8 4.2 3.0

GOODS AND SERVICES(3)

DEBT INDICATORS (4)

30.LT DEBT SERVICE TO EXPORTS RATIO 41.1 49.9 37.8 34.5 43.1 41.5 49.5 48.4 42.0

31.LT INT. SERVICE TO EXPORTS RATIO 9.9 18.2 18.5 20.0 27.2 30.3 32.7 29.5 28.0

32.LT DEBT SERVICE TO GNP RATIO 3.5 5.3 5.1 4.5 7.7 8.6 9.6

33.DO. LT PUB DEBT AT VIR/ 28.6 60.3 71.1 73.7 74.2 81.7

DOD. TOTA. LT PUB DEBT
34.NET TRANSFERS/TOTAL DISB 22.6 28.8 17.6 36.3 -0.8 -66.5 -127.5 -143.6 -233.5

35.WORLD BANK DEBT/TOTAL LT DEBT .. .. 5.0 4.6 4.5 3.5 3.7 4.1 4.6

MONETARY INDICATORS (CURRENT)

36.CHG IN CLMS GOV/GOV BUDGET BAL .. .. .. .. - --

37.CLMS GOV/CLMS PRIV SECT 113.8 110.1 89.7 93.0 193.0 191.4 131.7

38.MONEY SUPPLY/GDP 16.2 26.5 30.3 33.0 35.2 31.5 30.6

GOVERNMENT ACCT (CURRENT)

39.DIRECT TAXES/GDP(5) 5.9 7.7 8.2 8.0 7.4 .. .

40.TOTAL REVENUE/GDP(5) 10.2 13.7 15.8 15.2 16.2 18.6 16.2 16.4 17.0

41.GOV. BUDGET 3ALANCE/GDP(5) -3.5 -3.5 -3.1 -6.7 -9.8 -8.4 -6.7 -5.0 -4.0

42.PUBLIC/TOTAL CONSUMPTION 9.6 14.0 14.9 16.0 15.7 13.3 13.8 13.5 13.5

-------------------------------------------------------------------------------------------------------------------- --------------------------
EPD 07/17/85

NOTE: ALL REFERENCE YEAR VALUE DATA IN US$ 1980 MILLIONS, EXCEPT PER CAP TOTAL CONSUMPTION WHICH IS IN US$.

LEGEND: .. INDICATES NOT AVAILABLE
M INDICATES DATA IN MILLIONS

FOOTNOTES:
(1) SERIES STARTS IN 1962.

(2) USS/LOCAL CURRENCY. SERIES STARTS IN 1979. INCREASES INDICATE APPRECIATION; DECREASES INDICATE DEPRECIATION.

(3) SERIES STARTS IN 1967.

(4) SERIES STARTS IN 1970; STOCK AND DEBT SERVICE PAYMENTS ARE BASED ON PROJECTED CONTRACTUAL

OBLIGATIONS AT END 1983 PLUS ESTIMATED NEW COMMITMENTS IN 1984-86. FLOWS

SCHEDULING TRANSACTIONS.
(5) SERIES STARTS IN 1972.



MANAGEMENT SUPPLEMENT
SAVEM TABLES

SELECTED DEBT INDICATORS
1975-1985

MEXICO

1975 1980 1981 1982 1983 1984 /a 1985 /b

I. VALUES (in current US$. billions)

1. Long-Term debt (LT) 15.60 40.87 52.93 59.65 82.13 88.09 89.62
2. Short-Term debt (ST) .. 15.49 24.99 26.15 10.14 7.44 6.44
3. Total Debt (DOD) 15.60 56.36 77.92 85.79 92.27 95.53 96.06
4. Interest (INT) 1.10 5.99 9.73 11.11 10.23 11.38 10.62
5. Amortization 1.51 4.76 4.49 4.57 4.56 5.39 6.27
6. XGS, (nominal) 6.36 24.64 30.42 28.44 27.72 31.97 33.24

II. RATIOS (percent)

7. DOD/XGS 245.1 228.8 256.2 301.6 332.9 298.8 289.0

8. TDS/XGS 41.0 43.6 46.8 55.1 53.3 52.4 50.8

9. INT/XGS 17.3 24.3 32.0 39.1 36.9 35.6 32.0

III. GROWTH RATES (nominal)

10. 000 (% change) 30.5 33.7 38.3 10.1 7.5 3.5 0.6

IV. VULNERABILITY COEFFICIENTS

11. VIR/l0D (M) 62.0 81.7 84.5 83.7 85.3 84.0 84.4
12. Concossional/DOD (M) 2.4 0.6 0.5 0.5 0.5 0.4 0.4
13. Preferred Creditors/DOD (M) 10.4 5.7 4.7 5.8 4.6 4.8 5.2
14. Average Cost of Funds (%) 8.0 12.2 14.5 13.6 11.5 12.1 11.1
15. ST/DOD (%) .. 27.5 32.1 30.5 11.0 7.8 6.7
16. Average Maturity (yrs) 6.9 7.3 6.1 4.9 7.7 8.0 8.8

Memorandum Item:
Use of IMF Credit (in US$. millions) 221.3 1260.3 2359.8
Service Clarges: 0.1 53.8 154.9 .208.1
(Repurchases) 0.0 0.0 0.0 0.0

(Charges) 0.1 53.8 154.9 208.1

/a Data are preliminary and flows are net of rescheduling transactions.
/b Data are estimates and flows are net of rescheduling transactions.
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Statistical Profile ex7

Area (Km ) .. 1.967,183

Population: Total 1984 (69 1% urnan) 77.043,000
Annual growth rate 1970-84 3.0
Birth rate (1980-85) 33,9
General mortality (1980-85) 7.1
Infant mortality (1980-85) . 530
Life expectancy (1980--85) .... 65 7
Literacy (1983) . .... 87.9

Labor force by sector (1980) (Percentages) Recent Economic TrendsAgriculture . 376
Mining . 09

190nufct .. During! 1984. Mexico hegan to energe from its most serious economic crisis
Others 58 36.7 in modern tiimes. The g oals of the economic stabilization proran established

1982 1983 1984** tor the year were generally met, although not for all economic variables. The

Real production (Growth rates) recovery of ecOnomic activity and the favorable performance of the external
Total GDP (market prices) 0.5 5.3 3.5 sector exceeded expectations. The inflation rate, although higher than antici-
Agricultural sector 0.6 2.9 2.4 pated, declined throughout the yearMining sector .... 9.2 -2.7 1.6
Manufacturing sector 2.9 7.3 4.7 After two years of successive declines, the Mexican real ross domestiCosrc-nsco . 1. rdc G P grs dn eConstruction sector 5.0 18.0 37 product (GI)p) increased hy approximately 3.5 per cent in 1984. This recov-

Federal Public Sector (Percentages of GDP) ery was led by a I 6.2 cent rise in real pr
Current revenues 290 32.4 31 0 . pe exports of goods and non-factor
Current expenditures 380 33.0 307 services. Manufactured goods. the most dynamic component of exportsCurrent savings 9 0 - 06 0 3 increased 32 cent in real terms.Capital expenditures . 86 8.3 74 This rise was the primary factor in the 4.7

Deficit or surplus 176 8.9 7 1 per cent expansion of matuttacturing, the leadini sector it the 1984
Domestic financing 14.0 5.8 6.0 recocrrh. economic

Money and prices (Growth rates) Constr vt't 1 3.7 Cent in 14 idn t nConsumer prices 58.9 101 9 65 5 ruetioi actiit y ndd y 7 c.Fixed inveStmnt
Money Supply ... 61.9 421 58r1 rose b\ 5.4 per cetit: the distribution of the increment between the ubi andDomestic credit .. .. 127.2 522 n a . olLLInrmntbten tl publiican

Public 191 4 52.1 n a private sectors of tile econotIv being 1).8 and 8.8 per cent, respectively ThePrivate ..... 30 9 52.3 n.a iterease in private invscsItmen iit was prilarilv concentrated in tile second settles-
Exchange rate, average ter of the year, antd wk as influenced b tile strong sho wing of manufact(units of national currency, per dollar) 56A4 120.1 167 8 a L (acures andthe Jovernient's decisioIn to t urther stinulate economic activity by spending
Balance of payments (Millions of dollars) tile contingency reserve included il the leral bue

Merchandise exports (FOB) 21.230 21,399 23,473 . . el bt get fOr the year. Despite the
Merchandise imports (FOB) 14.437 7,721 10,273 Iicrease. gross fixed investment in Mexico in 1984 was low b iMerchandise balance . 6,793 13,678 13,200 titiar y list(ricalNet services ............. 11,936 8,488 9,337 .' d s. since it represented approximately 75 per cent of the average gross

Current account balance .4879 5,546 3.963 ixed investment achieved in the 1978-81 period ofrapid econonlicOfficial capital and monetary sect, 5,914 1,000 n.a. Meidnai ecoofic expansion.
Private capital . 2,717 1,853 n.a. Mining and agriculture were the leas( dynamic sectors of the MexicanChange in net reserves) incea;e) 4.666 3,261 2,500 economy in 1984. The iimy n . e mning sector, which includes petroleum, increased its

Total rna debt (Millions doll 920 only I.6 per cent, primarily because of slack demand and falling
Debt service (interest and amo tization) 19,436 21,561 16,111 prices in international markets. Agricultural output expanded by only 2.4 per

Debt service coefficient 71.4(Percentages) 54 4 cent. a reflection ot unfavorable weather and structural bottlenecks in the sector.
Interest coefficient .... ...... 4..........41.4 36.9 39.2 Fo reduce these bottlenecks the Governmentt has launched a priority program

Where necessary, the items of informatioti prsented in this table are defined in the list of sources appearing for the sector that includes increased access to technical assistance and credit
on page 311 Any clarification or Interpret 310 I Of the data should be referred directly to the pertinent source. cilities, and better terms of trade For aiCultural produce.
Preliminary estimate. 

h au fIle xot n18nThe value of fuel exports in 1984 remained virtually stagnant at the 1983level, with little change in eithlerquantity or price. Despite this poor showing in
a sector accounting for approximately two-thirds of merchandise exports, the
total value of these exports increased by approximately 10 per cent ($2 billion)
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appreciated substantially in real trimis. not only aeainst the dollar but also and
c~~nil titl tola 

bu als anden 
is f'(l

i Ialmis e\clusively due to a 35 per cent r n even more aeainst the cuiiencies 01' Most industriali ed nations because ot the

i )4 taue1 i 1e inL i anutactured) exports. Since tile destination (1 extraordinary stie nith ol the dollar in international tinaneial markets during

saltie ol nonl \ peIr cent o1 Me\ico s e r exiports iS the t'iteid the earo

S atppc tie s.n sho ws ii ic of lanutactured e\pOrts was inluIiie ned hy tile

uiiiisu\ i'h0 rate of icoi omiic roth that clountry achivedEconomic Policies

'Ihe vale of lerch andisc imports incrteased by approximately the si E m l

ji lou et as \ ports in 984. which resulted in a favorable trade balance tit Mexii Iaucled a n cc omi c adjstreni pro ra in late I982 designed

2 ilon. insimilar to thit in the pre iOLls year. Ninety-three per cent of tile eri oariy t lit ia hateio . protect emipl ymiin t. anid reco er the bases of a

\,ile ot Meican mic rchaiindise imports in 1984 consisted of intermediate (73 prnanie sustained. just and etlicient teveliipmuent It also neotiated an

pn re nt I n a pital a 1 2 per e nt) c s. Resp ativ e ti I983 these i piirts Extended Facilit loan witl the International M Oneta r Fund (IM ) coveringinreaein anue b 33 and 12 per cent. respectively. Given the low levels to the years 1983 Iisbrseieits under the areemlient. which were tied to

irich imports had fallen in 1982-83. however, these increases are fin lite ,itll proress in ectinc pilicy tagets designed to speed achievenent of the

th e c i oi i r e a c t iv a t io n ( d il r n 1 9 8 4 a n d d o n o t r e p r e s e n t a r e l a x a t io n o f t h e e o i l 1d j u st m e n I O l s . h a v e r c e d e d o s p e d rc h o98 4 .

drive to substitute domestic production i'or imports. Imports of' consumer Austere liscal policies ere iple ented to lit itilatio . he public

odsieve uuny $720 million, or 7 per cent by value of total merchandise secIir iatci aI he icit. wiiclh Ii beeni sashed as a pereentace of Gl TP. from

17.6 per cent in 1982 to 8.9 per cent in 1N83. was lurther reduced to 7.1 per cent

impors. achieved a surplus ii irrent account of $3.9 billion in 1984. a in 1984. altu the taret ratio initially established for the year had been 5.5

decline t I bill ion froii that of 1983. Increased interest payments on the iper cent. A substantial portion il the excess over taret vtas due to the financial

external debt resuiltini from rii12 internatiobal interest rates were the sifle intermediatiin ciimPielt t thle tetcit. T he remaining pirtiin if the exeess

1atcest ne ative factor. and accounted for approximately one-third of this iver iaret ioi tle econe o tilc deticit is Inarec y attnittable to tie rnerease i

ecline. In 1984 the accumulation of international reserves was approximatel interest paytets in diste debt case higer than aticipated noinal

equal to the surplus ont current account. Thus. the net inlIOw oil capital account interest rates due to domestic inillition.

of appril ately $319 billiin was offset by a net outtlow of short-term capital Mi etary polices weri dcsic ne d t ,uiiol iit wile resersing the

s errots and omissions in the balance of paymetits. which points tocoitiulumed pr'kl of tiaicial 10isiterieiti n tht his mlrl ed the ecin myi in recet

capital Ilight trom the ciie lot nry, albeit at a lowster level that) in tie 1982- 811 crisis years. The moi.ney supPly inicteaiseu dit nni 1084 .anI slightly less than the rate of

period. 
i tii n. T his inc rcase ai e it possible ii acui m mu ate inlato ar y essu r

The authorities had ioed to reduce inflation in 1984 to half the averace t ithin the ec yithiiiit stI lihc the acuit expasiont inl econo lic activityS

if the previous \,ear. lnstcaL, tie rate declined by 35 per cent. Inflation tell ill Financial itteriedtion wus etcuragcd y tain ainiti posit ie real iterest
each quarter of 1984 but at decreasing rate. I lowever, inflation during the last r h g t yea whlomrate dec ine a infpstive wa ree.

hquarter of tie \ear was huel down only by postponing previOUsly scheduled Waees in Mexico has been adtusted il accordance with ex-ante oficial
cres in the pes s iublic gods and services until 185. rtm projectiolls i1 intlation rather than actual inflation. Since actual inflation ex-

cees 1i 9 ts c pr w r 1 4 prices increased by approxiatel 5 per cecded oflicial proujections. real Wagcs aeain declined in 1984. This has been the

detemias eof ird with 81 per cent in the previous period. The short-run third consecutie ear ol dcclite . " ith the result that the cumulative deteriora-

ertats o ilae ion iMexic. hich are associated with structural tion in real wages between 1i)8(1 and 1984 reached apprioxitiately 29 per cent.

dtents ithe e n i. are el understood (depreciation of the o'er- he reduction in real Wsaces undoubtedly helped to protect employment levels

ale utrency e to of ice controls industrial inefficiencies etc) during the period. It has also imposed severe hardships on the Mexican working

Wle nt be ninlet eue inflation as quickly as desired, the Mexican class. Thus some recovery it real wages, adjusted for increases in productivity

authorities have acted wisely in resisting measures that would have institu- relative t the 1984 level, can be anticipated il coiig years.

ti ed inflation (price irdexation and related schemes). An additional important factor in restoring contidence in economic recov-

he higher than anticipated dotestic inlation in 1984 pitt ireasig ery was the multi-year rescheduling of Mex ico's external public and private debt

thehpesorelatie toities whchadeen i3 ecnt sidcy mdepreinf obligations with commercial lenders that was negotiated in 1984 and signed in

thes s rel tie t i di Ir which had beein of etfect since i dptom17 early 1985. Of particular note were the agreements to transform amortization

198es dearlx Iet ner 9 e the depreciation of the peso was increased to 17 payments on approxiniately S49 billion of external public debt held by commer-

ad.On at atuual avere basis, the Mexican peso was devaue cial institutions. which were concentrated in 1985-90, into amortization pay-

41 per ent vis-a-vis the dollar in 1984. much less than the ments of approximately $1 billion a year from 1985-87. which would gradually

difference ii the rates if inflation of the two countries. Thus the peso
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rise thereafter and peak in 1997-98 at approximately $6 billion a year. Equally MexiC0 still I ,ices some stles m its 11r 5tl m we s em c
important were the interest premium concessions obtained when these pay,- objectives, exen thouiali i h.. lxw ed 1,1sm l ci m
ments were renegotiated. Mexico will pay a premium in 1985-86 of 7/8 of a tional interest rates rii cxchin cc irnis aIii" public sect1"r receipts Ironm
percentage point above the London Inter Bank Offered Rate (LIBOR) on the petroleum cxports are thicatened hy recent declines in tnternational prices
total public debt rescheduled. This premium will rise to 1-1/8 from 1987-91 and stagnant demand in industriali/ed countries. and dissension regarding produc-
to 1-1/14 percentage points thereafter on the remaining principal of the restruc- tion and pricing policies wvithi n the Orcaniation of Petroleum-Exorting
tured debt It has been estimated that these more favorable terms will save Countries (OPEC) with which Mexico consults although it is not a nember.
Mexico more than $500 million in interest payments in 1985 alone. However, as The rates of growth in industriali/ed countries, especially the United States,
a result of the negotiations. foreign commercial banks were granted the right are falling and pressures for protection against foreign competition are increas-
unilaterally to convert Up to one-half of their rescheduled dollar-denominated ing. These developments were anticipated to some extent when Mexico's
credits to Mexico into their national currencies, and to use an appropriate economic program for 1985 was drawn tip. I lowever, successful achievement
domestic short-term market rate of interest as a reference for calculating the of the objectives of the program presupposes that these negative developments
interest paymnits due. will remain within tolerable limits.

Outlook

The economic strategies that will be adopted during the tenure of the current Sources of Data in the Statistical Profile:
administration to guide Mexico's future development have been well enunciated
in the national plan and in various sectoral development plans. The country will Organization of American States. Amein ein (i/ras 1972- Siturcin Demiograica .- Evado
first protect its existing productive plant. Furthi economic development then I A5 ovinrrtento de /a Pohiacion
will be directed. through the provision of appropriate economic incentives. Population:
toward stimulating labor-intensive activities in agriculture, construction, and te intarmati ar ihe too ite mwd hhNtc tEsiadistika. Geicorafira c liii rmrrica tINt(it Maircth I955
manufacturing. Particular emphasis will be placed on providing wage goods for Tota
the domestic mass market. diversifying exports and substituting imports, Brith Rate (per one thousand inhabitantstZ(Geierat Mortiitys Raie i per (,ric ihoaiiard inhibbianis)
especially in the capital goods sector. The economic development strategy thus tntani Marraiii Raic per n" thousin"t bc titis
seeks to reconcile the goals of growth and restructuring with private sector Years o tic t xpectarcytcracv Rate tntormraition fUrnistcu ai it) h Iti3 bs (ii (armrin Nacioral dte P ibtaciiininitiatives in areas of perceived future comparative advantages. t 4 Juiy h yNP

The final year of the itabilization program with the IMF is 1985. The Labor Force:
program negotiated for the year limits the deficit to 4.9 per cent of GIP (after PREALtC International Labor Office. Mercado dc/ iahajo en (,Ira, /950-80.
the major cutbacks in spending and the tightening of public sector finances Real GDP:
announced during the early n-onths of the year). information furnished to the tDB iv tie tiarico de Mexico. March 1985

As part of the financial ruform. the authorities have placed strict limita- Fcdcral Public Secior:
tions on the expansion of the monetary base in 1985, which is obliging the 1982: Information furnished to the IDB hy the Banco de Mexico. November 1984,
public sector to finance a substantial portion of the programmed deficit by Monie> ard prices

borrowing in domestic capital markets. Foreign exchange rate and commercial tnformain furnished to the IDB by the Banco de Mexico, March 1985.policies will be designed to maintain the competitiveness of the peso and thus
encourage exports (especially in manufactured goods); to promote further Inlernational Monetary Kind, /nernatina/Fincia/Starisics, March 1985.import substitution, where warranted; and to direct import growth in both - Balance of Payments:
capital and intermediate goods towards alleviating sectoral bottlenecks in the 1982-83: international Monetary Fund. Balance of Paymens Statistics., (magnetic tapes),
economy. To this end, the peso devaluation was increased to 21 cenlalos a day 1984: IDB estimate based on mformtation furnised by the Banco de Mexico, March 1985
in March 1985 and a program for selectively replacing import licensing by Total F xtermnal Debt:

tarifs as anoucedThe information for the follow ing itemis was furnished to the JDB by the Banco de Mexico,tariffs was announced. March 1985. except 1984 data which were estimated by the IDB:
The aspirations of the Mexican authorities for 1985 are to maintain Disbursed debt

)cbi-service (interest and amrortization)
moderate economic growth while further reducing inflation. The country Debt-sereice ratio

again expects to generate a surplus in the current account of the balance of Debiinterest ratio
payments (albeit smaller than in 1984) while limiting the increase in net factor serv ices.
foreign borrowing to less than SI billion. Interest as percentage of exports of goods and non-factor services.





THE WORLD BANK INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM
DATE March 14, 1986

TO Messrs. Ernest Stern, SVOP and Shahid Husain, OPSVP
(Through Mr. A. David Knox, RVP, LAC

FROM Pieter Bottelier, Division Chief, LClMX

EXTENSION 72543

SUBJECT MEXICO - Transmittal of Medium-Term Growth Strategy Paper
for OPSC Review

1. Attached is the Medium-term Growth Strategy Paper for Mexico, which

is now ready for submission to the OPSC. It reflects extensive comments
received from CPD, Finance, and the Latin American Region, as well as the
IMF.

2. There is, of course, great uncertainty about the future course of
oil prices and Mexico's future share of the world oil market. When we

started this exercise, prices were at over US$27/barrel. Nevertheless, we
assumed in our projections an average export price of US$20/barrel in
1986-87, which at the time was considered slightly pessimistic. Now that

prices have fallen below US$15/barrel, it would appear that our assumption

may have been too optimistic (although some forecasters still see the
prospects of a recovery in average oil prices to US$18 or above for all of

1986). Therefore, we have done new projections based on an assumption that

export prices will average US$15/barrel in 1986/87. These projections can be
found in Annex V and are discussed in Annex VI.

3. With respect to the IMF, we have reached basic agreement on the

policy strategy proposed. We have also made considerable progress toward

narrowing previous differences in the base-year data and in our respective
projections. In our latest meeting held on Wednesday, March 12, Messrs.

Beza and Pujol indicated that, although some differences in the numbers

persist, particularly as regards the public sector deficit and the external

financing gap, they preferred to continue exchanging data and views as both

institutions revise their medium-term projections. However, they recommended

that the Bank delete from any version of the paper going to the Government

any reference to numbers, such as the size of the fiscal deficit in 1986/87,

which could affect the IMF's stand-by negotiations during the next 4-6

weeks. After this critical period has passed, they saw no problem in our

discussing the projections with the Government. By then, our numbers

hopefully could be based on a negotiated stand-by. Meanwhile, we agreed to

continue working closely together on new projections to reflect recent

changes in the oil market, additional data on the fiscal outlook, and other

developments. We also agreed to show the IMF any reduced and/or sanitized

version of the work-out paper before we send it to Mexico.

cc: Messrs. Steckhan (o/r), van der Meer, Pfeffermann, Landau
Mexico Division

JHJohnson/mtr

P-1867
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MEXICO: Medium Term Growth Strategy

Overview

1. Mexico must complete the stabilization of its economy which was
sidetracked in 1985. Moreover, the country faces acute structural problems,

including an oversized and inefficient public sector, an overly oil-dependent

export sector, weak international competitiveness in many of its industries,

a dualistic structure of agricultural production, extreme inequality in

income distribution and capital endowments interpersonally and

interregionally, and excessive indebtedness. Under the best of

circumstances, the reforms needed to overcome these problems will require a
decade or more to implement, and will place great strain on a political
system already under siege for its lack of openness and past economic

mismanagement.

2. Prospects for summoning the political resources needed are highly

uncertain. Yet, a timid or stand-pat approach to reform would carry with it

different political risks, namely that the economy, mired in stagnation,

would no longer deliver improvements in employment and in standards of

living. If this perception became generalized, Mexico's governing party

could offer little to the disaffected, and often opposed, interest groups now

gathered under its wing that would induce their continued allegiance to the

present system.

3. Overhanging these medium-term difficulties is the recent collapse
in oil prices, which has lowered the average price for Mexican crude from

US$25.50/b in 1985 to a current average of just around US$15/b, and the

extreme instability of world market conditions. With some dislocations,

Mexico could probably have coped with the additional revenue losses stemming
from a moderate near-term decline in the price of oil largely by its own

efforts. But, absent the initiation of sweeping reforms during 1986 and a

willingness by creditors to furnish quickly US$4-5 billion in net external

financing, a sustained fall of US$7-10/barrel might lead to some form of debt

relief to stave off financial insolvency. President de la Madrid recently

called for reaching a negotiated limit on Mexico's debt service within its
capacity to pay, as part of a package of domestic policy adjustments to cope

with the new oil market situation. Ultimately, Mexico might opt for a

radical change in policy direction, including unilateral action on its

external debt, if it feels unable to break out of its stabilization and

structural dilemmas.

Economic Performance in Recent Years

4. Since the mid-1970s, Mexico has experienced two major economic

crises, characterized by increasingly erratic economic growth, rising
inflation, a burgeoning and overly interventionist public sector, an
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exhaustion of inward oriented growth opportunities, a- in oil followed by

a collapse in oil export prospects, a rising burden of external debt, and
massive capital flight. Table 1 shows selected economic aggregates
illustrating the roller-coaster nature of economic trends since the late
1970s, and the greater severity of the current crisis which began in 1982.

5. In response to this latest crisis, the Administration of President

de la Madrid acted promptly to recover domestic and external confidence from
the moment it took office in December 1982. A three-year Extended

Arrangement was signed with the IMF calling for massive adjustments in the
fiscal deficit, the exchange rate, and interest rates. The arrangement also
called for the implementation of structural reforms in the public sector, the

exchange rate system, and foreign trade policy.

6. Over the next two years, major progress toward stabilizing the

economy was achieved. However, by and large, the adjustment process focussed

on short-term stabilization measures, leaving aside deeper structural

problems. Moreover, the stabilization program itself began getting off track
toward the end of 1984. The delays in implementing structural reform,

particularly the failure to open the economy by lowering effective

protection, contributed to the deviation from program targets. Tight

monetary policies led to high accumulations of foreign reserves during 1983

and the first nine months of 1984, but the lack of traded goods arbitrage

contributed to pressures on domestic prices. Imports in 1984 constituted

less than 8% of gross domestic expenditure (compared with over 13% in 1980).

Inflationary pressures were also regenerated by an easing of monetary and

fiscal policies from October 1984 onward and a stronger-than-expected

recovery of private sector growth. Delays in adopting needed exchange rate

and interest adjustments during late 1984 and the first half of 1985 led to a

reappearance of capital flight and a rapidly-deteriorating trade and balance

of payments performance. By mid-1985, Mexico had fallen out of compliance

with four of the seven performance criteria (including the size of the fiscal
deficit and net Central Bank credit to the public sector) established under

the EFF program. Mexico did not make the drawings contemplated in the
program for end-August and end-November 1985, and the program expired in

December 1985. During the second half of 1985, economic growth began to slow

down from its 6-7% annual rate of June 1984 -June 1985. In part, this

slowdown resulted from the absorption of the available domestic credit by the
public sector leading to a crowding out of the private sector, as reflected

in a rise of real annual borrowing rates to more than 20% in the free credit

market.

Capital Flight

7. Large-scale capital flight was a significant factor leading up to

Mexico's balance of payments difficulties in the early 1980s. Indeed, in

absolute terms, no country has suffered more from this phenomenon than

Mexico.

8. In the late 1970s, a rapid growth in public spending and deficits
fueled mounting inflation. Once it became clear the Government would not

reverse its expansionary policies quickly, the exchange rate came under



Table 1. MEXICO - Summary of Key Macroeconomic Aggregates, 1978-1985

(percentages)

Estimated
1978 1979 1980 1981 1982 1983 1984 1985

GDP Growth Rate 8.3 9.2 8.3 7.9 -0.5 -5.3 3.5 4.1

Debt/Export Ratio 1/ 2.8 2.3 2.6 2.7 2.9 3.5 3.1 3.4

Interest/Export Ratio 2/ 20.2 21.7 27.4 31.1 37.8 36.5 33.6 34.0

Total Debt/GDP 3/ 29.6 25.7 21.9 21.8 35.0 57.1 55.1 53.4

Interest Payment/GDP 4/ 2.2 2.5 2.4 2.5 4.6 5.9 6.0 5.4

Debt Service Ratio 5/ 64.7 74.1 56.0 54.3 60.7 50.0 56.0 55.9

Terms of Trade (80 = 100) 81.9 86.8 100.0 99.6 94.3 86.1 85.4 80.4

Import Growth Rate 6/ 23.6 30.1 31.5 19.5 -37.1 -41.7 19.7 16.3

Export Growth Rate 23.5 16.4 18.0 13.3 13.7 11.5 10.5 -4.1

Current Account Balance -2700 -4870 -7700 -13900 -5600 5200 3967 237

(US$ millions)

1/ Total debt including short-term/exports goods and NFS; absolute ratio.
2/ Total interest payments to exports goods and NFS.
21 Total debt including short-term/GDP.

/ Total interest payments/GDP.
5/ Total interest and amortization on medium and long-term debt, divided by exports of goods and

non-factor services.
6/ Real growth rates in 1980 prices.
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strong pressure. A surge of official borrowing in 1980-81 helped support the
rate for a time, but mounting speculative attacks and rising international
interest rates drove the cost of foreign borrowing to unsustainable levels.
When, in 1982, the Government decided that interest rates on U.S. dollar
deposits in local banks had risen to unacceptable levels, it declared the
forcible conversion of these deposits into peso assets at an unfavorable
exchange rate. Rates on domestic peso deposits were also frozen at sharply
negative real levels. Waves of capital flight soon led to currency controls,
massive devaluations, and a unilateral moratorium on foreign debt service.
Between 1979 and 1982, the Bank estimates capital flight from Mexico averaged
U$6-7 billion yearly.

9. Since 1982, confidence has been partially restored by the
Government's stabilization policies. Capital flight has declined to US$3-4
billion yearly. There have been comparatively short periods of time (notably
between December 1984 and September 1985) during which capital flight rose
once again to the levels of the early 1980s, whenever government policy was
perceived as shifting toward a highly incompatible fiscal, monetary, and
exchange rate mix. Since September 1985, capital flight appears to have
subsided to a trickle, as the government has adopted an increasingly flexible
exchange rate policy and severe restrictions on banking credit to the private

sector. Overall, it is estimated that capital flight since 1979 has amounted
tBTearly two-fifths of Mexico's total outstanding external debt, or around
US$36 billion.

Recent Government Measures

10. The authorities have acknowledged that serious slippages in policy

occurred over the past year and a half, and during the course of 1985 adopted
various measures to deal with the crisis. In July 1985, a courageous
decision was taken to eliminate QRs covering some 40% of merchandise imports,
raising the total share of imports freed from QRs to around 62% (in 1984
import values). Many of the QRs thus removed were replaced with tariffs and
reference prices so as to maintain implicit effective protection
approximately unchanged. A bilateral trade agreement with the U.S. was also
concluded in 1985. The agreement calls for a phase out of Mexican export

subsidies in exchange for the extension of "injury clause" provisions to
U.S. countervailing duty cases brought against Mexican exports. In November

1985, Mexico formally applied for membership in the GATT after contentious

public debate.

11. The Government's actions were not limited to the area of foreign

trade. About 25,000 full-time positions were abolished in the public

sector. And plans to privatize or liquidate some 237 small public sector
entities were announced. (About 40 of the most profitable firms have been

sold to date). A nearly 20% devaluation of the controlled exchange rate was
carried out, and the daily crawl, which was fixed at Mex$33 centavos prior to
July 25, was allowed to vary thereafter according to the Government's
assessment of supply and demand developments. In practice, the rate of

depreciation has accelerated from a 40% annual rate in January-April 1985 to
a 180% annual rate in February 1986, averaging nearly 70 centavos per day
during 1985. (As of the end of February, the spread between the controlled
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and free exchange rates was around 10%, down from as much as 60% in late
1985). Central Bank intervention in the exchange market, which contributed
to a loss in foreign reserves of over US$3 billion during 1985, appears to
have diminished sharply since September.

12. For 1986, the authorities presented last November an austere budget
aiming to virtually halve the fiscal deficit to 4.9% of GDPthrough a roughly

7% reduction in real outlays and a slight increase in overall real revenues,
despite an anticipated 11% decline in the Government's real oil-based
income. Expenditure reductions were to be achieved mainly via a one-quarter
cut in transfers and subsidies, a roughly 10% reduction in investment, and
adjustments of 30% or more in real official prices and tariffs, some of which
-- for oil, gas, power, sugar, tortillas and milk -- were announced in
December. (In light of the recent collapse in oil prices, the Government is
reviewing its budget for 1986, but few details are yet available on what
contingency measures might be adopted. The unanticipated first-order revenue
loss is equivalent to at least 2.8% of GDP (US4.5 billion), based on an
assumed US$15 per barrel average for oil in 1986. If the volume of oil
exports declines from the originally projected average of 1.5 million

barrels/day to 1.3 million, as the Government now assumes, then the loss
relative to the 1986 budget approved last November would be closer to 3.2% of
GDP (US$5.2 billion). There are offsetting items, such as a likely decline
in international interest rates relative to original budget assumptions which
would tend to lower the net budgetary loss by US$900 million or more. On
balance, this loss may range roughly between US$3.6 billion and US$4.3

billion *(2.2-2.6% of GDP)). A start toward rationalizing parastatal
operations in the steel, sugar, fertilizers, and shipbuilding sectors during
1986 has also been promised. (The Bank is currently discussing a sectoral
project for fertilizers, and a technical cooperation project in support of
management reforms in public sector companies). Broader reference was made
in the budget to possible reform of the state-owned agricultural marketing
company (CONASUPO) and the agricultural credit bank (BANRURAL).

13. Wage negotiations concluded in December led to a 32% increase for

the first half of 1986, slightly above the rate of consumer price inflation
since the previous wage hike in July 1985. Prior to the oil price decline,
concern was already being expressed that the recent semi-annual wage
adjustment was high in relation to the Government's original 12-month
inflation goal of 45% for 1986.

14. Beginning within the next 12 months, the Government has agreed in

principle to undertake a multi-year program of measures to phase out
non-agricultural quantitative restrictions, reduce tariff dispersion, and

issue regulations for a modern anti-dumping law. The World Bank is

considering support for such a program ot trade liberalization through one or

more quick disbursing policy loans to assist Mexico in the financing of
additional imports that would result before sufficient additional non-oil
export responses can reasonably be expected. The liberalization of

quantitative restrictions on agricultural imports together with related

pricing, subsidies and marketing reforms may similarly be supported by the
World Bank at a later date.
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15. To complement the Government's trade liberalization intentions,

further stabilization measures will be needed, including: (i) management of

the exchange rate so as to eliminate remaining distortions in the exchange

system (such as by reunification of the dual rates) and a gradual recovery of

depleted foreign reserves; and (ii) significant interest rate adjustments to

achieve the reduction in credit subsidies targeted in the budget, reverse

financial disintermediation, permit the resumption of the Government's

short-term public debt financing program, ease inflationary pressures, and

support overall exchange rate and balance of payments objectives. At this

point, progress toward structural reform in Mexico must still be considered

incipient.

Negotiations with the IMF

16. Negotiations on a new IMF stand-by program are proceeding, but it

is still too early to predict when an agreement might be reached. If
concluded, the stand-by would provide additional resources amounting to

around US$900 million during 1986-87. On Governmental assurances that it

intended to reach agreement on a new 1986 stand-by, the Fund recently

advanced US$300 million of that amount to assist Mexico in coping with the

aftermath of the September 1985 earthquakes. Discussions between the staff

of the IMF and the Bank have been underway in recent months with a view

toward achieving the appropriate harmonization of views on Mexico's economic

prospects and policy requirements.

Medium-Term Growth and Creditworthiness Objectives

17. For four decades (1940-81), the Mexican economy expanded at an

average annual rate of 6% in real terms. Per capita GNP rose by 2.6-2.7%

annually. But since 1982, average real annual economic growth has slowed to

a mere 0.3%, while real per capita incomes have slipped an average of -2.3%

annually. Although output accelerated to nearly 4% per annum during
1984-85, this recovery was premature and not sustainable, given the

incomplete nature of the adjustment process. The economy is expected to

contract by at least 2% in real terms in 1986.

18. With the implementation of appropriate policies, a gradual return

to a per capita income growth rate close to the pre-1982 average would be a

reasonable target after 1986. Since by the end of 1986, real per capita

incomes kel to be at least 10% below their peak ievel of1981, even a

growth of 2.7% annually wou 1981 living

standards until around 1990. The population growth rate has trended downward

sharply since the late 1970s (from 3.5% to 2.2% per annum, presently), so

that restoring traditional per capita income would require a growth rate of

output in 1987-90 of nearly 5% annually. Given the heavier burden of foreign

and domestic indebtedness today compared to the 1960s and 1970s, slower

projeed inlre i . growth, and the probability that cautious fiscal and

monetary policies will be required throughout the remainder of the 1980s, the

economy probably could not grow much above 5% per annum on average in the

medium term, even if additional external resources were available.



-6- CONFIDENTIAL

High Growth (With Adjustment) and Base Case (Without) GScenarios

19. Starting from a target rate of real per capita GNP growth of 2.7%
annually during the period 1987-90, a scenario with policy adjustment (high
growth) was developed and contrasted with a scenario in which no major policy
adjustment occurs (base case). In both scenarios, the price of oil was
assumed to be US$20/barrelin 19B6/87. (In light of the recent collapse in
oil prices, a third scenario assuming high growth policies but low
(US$15/barrel) oil prices was developed. It is presented and discussed in
Annexes V and VI). The principal elements of the two high oil price
scenarios are provided in Annex I and summarized in Table 2 below. (See also
Annex VII for the standard tables of key indicators).

Table 2: COMPARISON OF BASE AND HIGH-GROWTH SCENARIOS, 1987-90
(Real Annual Averages or Percentage Shares)

Variable Scenario
Base High-Growth

GDP Growth Rate 1.9 4.8
GDP Per Capita Growth -0.3 2.5
Per Capita Consumption Growth -0.4 1.6
Inflation (year-end) 98.7 15.4
Public Savings/GDP (share) -1.1 3.8 4-
Private Savings/GDP (share) 13.9 / 17.2
ICOR 8.9 . 4.4 V
Public Investment Growth (1985=base year) 0.6 5.2
Private Investment Growth (1985-base year) 1.6 9.8

Oil Export Growth 0.0 0.0
Oil Export Price (US$/b over 1986-90) 21.9 21.9i -
Non-oil Export Growth 3.2 10.0
Import Growth 1.0 10.8
Current Account Balance (US$Billions) 0.2 -0.2

Capital Flight (US$Billions - negative 1.4 0.0
is net inflow)

International Reserves 3.9 12.7

(US$Billions in 1990)
Net External Financing Requirements 2.1 2.5

(US$Billions annually over 1986-90)
External Debt (US$Billions in 1990) 103.7 105.6
External Debt/Exports (share in 1990) 317.1 256.9

Debt Service/Exports (share in 1990) 79.2 59.1

Fiscal Deficit/GDP (share) 7.4 3.3

Real Exchange Rate Devaluation (1986-90) 1.8 4.9

Real Interest Rate -24.3 5.9

(Public Sector Internal Debt)
Direct Foreign Investment (US$Billions) 0.6 0.8

20. The focus in Table 2 is placed quite deliberately on the period
after 1986. Ignoring 1986 for all but a few variables (such as financing
requirements, real public and private investment growth, etc.) brings out

more clearly the benefits of high quality, versus mediocre, policy
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public parastatals and private sector enterprises should also be possible

inter alia through trade liberalization, privatization (or, where this is not

politically feasible, through reforms in public enterprise management,

procurement practices, and incentives), and via simplified rules for foreign

direct investment. In the next section, the policy underpinnings of the base

case and high growth scenarios are explained in greater detail.

Base Case Policy Assumptions

23. The base case represented herein assumes a policy posture of

"muddling through". It offers no real and lasting solution for Mexico's

structural economic problems and little or no improvement in basic

creditworthiness indicators. GDP growth is very modest and the entire

economic system remains fundamentally unstable and extremely vulnerable. A

return to the chaotic and disastrous spending and borrowing policies of the

early 1980s is, obviously, no longer feasible, since the oil bonanza has now

turned to an oil bust, availabilities of foreign and domestic borrowed

resources will continue to be far lower for the foreseeable future than

previously, and expectations (capital flight, disintermediation, etc.) would

react quickly and negatively at the first signs of any major relaxation of

policy effort. Hence, the base case must take into account the severe

esource and other constraints that will likely limit policymakers' room for

maneuver, no matter what direction they may wish to take.

24. The base case assumes that policymakers try, but fail to achieve

their 1986 goals for reducing infl and the fiscal deficit.

Stabilization efforts remain in a holdingwhen

attentions shift to the selection of a new president and his cabinet. In

1989-90, half-hearted stabilization efforts might bring about a mild

improvement in performance, but only sufficient to prevent real per capita

consumption from slipping even further below already dismal levels. Constant

balance of payments pressures stemming from depressed oil export earnings,

capital flight, and weak non-oil export performance would lead the government

to tighten up on quantitative import restrictions. -The shortage of external

finance, as well as continued domestic financial disintermediation, would

narrow the base on which to finance continued high fiscal deficits, leading

to greater emission of Central Bank credit and near-explosive inflation. The

abandonment of plans to open the economy, which was to have led the way to

the adoption of related reforms in agriculture, public sector management, and

the financial sector, among others, would close the door on attempts during

this period to carry out structural adjustment.

Policy Priorities in the High Growth Scenario

25. The high growth scenario, on the other hand, offers the perspective

of rapid progress towards financial stability and the restoration of

sustainable growth with a marked improvement in basic creditworthiness

indi by 1990. Like in the base case, the oil export price assumption

is U 20/b n 1986 and 1987, followed by modest increases to almost US$25/b

by 19 . nder these oil price assumptions Mexico could deal with her deep

structural problems within a medium-term time frame, provided all policies

were consistent with the requirements of the high growth scenario, which

rests principally on three major developments:



- 7 - CONFIDENTIAL

performance, benefits which will not be seen iWietT performance areas
for at least a year. The high growth scenario assumes a much faster
reduction in the size of the fiscal deficit (average of 3.3% of GDP during
1987-90, compared with 7.4% in the base case); more rapid real exchange rate
devaluation (4.9% versus 1.8% per annum); significant import liberalization,
which in turn helps bring about faster growth in both real imports (10.8%
vs. 1.0% annually) and non-oil exports (10.0% vs. 3.2%); improvements in
public sector management and other efficiency-enhancing measures, leading to
a lower ICOR (to 4.4 vs. 8.9); and a reduction in interest rate and credit
controls (as reflected in positive average real interest rates of 6% on
public domestic debt securities vs. -24% in the base case).

21. As a result of these and other policy reforms detailed below, lo
incentives to invest are higher than they would be otherwise (real annual VA
private investment growth of 9.8% vs. 1.6%). Capital flight would come to a
halt after 1986 under the high case, versus average outflows of US$1I.4T
blTtiF-6nnually in the base case. Direct foreign investment would also rise
(average of US$0.8 billion yearly vs. US$0.6 billion). Real GNP growth is
consequently faster (4.8% annually vs. 1.9%); inflation is lower (under 16%

annually vs. nearly 100%); the burden of external debt is reduced (the stock
of debt would fall by 1990 to 257% of exports of goods and non-factor
services vs. 317% in the base case; similarly, in the high case, debt service
would decline to 59% of exports by 1990, but would remain around 80% in the

base case); and foreign reserves are rebuilt (US$12.7 billion in 1990 vs.

US$3.9 billion).

22. Even in the high growth scenario, overall real export growth is

expected to be quite modest (4.9% annually) in light of the depressed outlook
for international oil sales. The major source of additional growth (about

2.9% annually) would, by necessity, have to derive from increased effi'T-enWy,
not only ih the allocation of new investment resources, but also in returns
on the existing capital stock. This may not be an unreasonable supposition.

For one, major additions to the infrastructure of roads, ports, electric

power facilities, schools, etc. were started during the boom years of the
1970s and early 1980s. Many have now been completed, although far behind

their original schedules. The potential for achieving greater returns on
these investments through better maintenance, selective complementary

investment, and faster overall growth in the economy is large. The draft

Public Sector Investment Review noted that "it should be possible to sustain
the targeted growth rate with a lower level of public investment than in the

past" because of "the considerable scope for savings and rationalization in

most sectors". The report highlighted: (i) reforms in pricing policy to

reduce the wasteful use of, and excessive growth in, the demand for public

services; (ii) the need for strengthening institutions and investment

processes to achieve better planning, sounder allocation, and higher returns

from new investments; (iii) the ample short-term prospects for reprogramming

investment resources from low-priority projects in areas such as power,

fertilizers, secondary petrochemicals, coking coal, iron ore, etc. to higher
priority uses, such as education, and, possibly, petroleum output, and (iv)
the desirability of selectively increasing current expenditures for the

hiring of health and education professionals, and, in agriculture, for

research and extension services. Major gains in the productivity of both the
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(i) stabilization of the economy, in the sense that (a) currently

adverse trends in inflation, non-oil exports, private

investment, capital flight, financial disintermediation,

and international reserves would be reversed, and (b) accessl

to voluntary international commercial lending would be

restored by the end of the decade;

(ii) a rate of real non-oil export growth of 10.0% annually, about i

twice the average rate attained over the past six years; and

(iii) a significant improvement in capacity utilization, the

efficiency of new investment, productivity growth, etc., so

that the ICOR could move downward to under 4.0 by the end of

this decade.

26. To meet these goals, Mexico will need to focus its efforts in

seven key areas: reduct iscal deficit, elimination of the

remaining distortions in the exchange system, liberalizEaton-of external

trade, rexation or interest re credit controls, major improvements in

puMEIc sector management (including reforms in taxation and pricing, the

restructuring and privatization of parastatals, and improvements in

investment planning and execution), liberalization of foreign direct

investment procedures, and the deregulation of agricultural pricing,

marketing, import, and credit policies. Stabilization would be achieved

principally throu a lans tu t fiscal, exchange rate, trade, and monetary

areas. Non-oil exports would be promoted mainly by stabilization measures,

especially rapid action to lower effective import protection and phase out

export controls, and through improvements in the management of the

nationalized banks and parastatals, better definition of and further

relaxation in the rules for private foreign investment, and measures to

stimulate agro-business exports. lastly, lower ICORs would be attained

through economic recovery and the structural reforms in trade, public sector

management, itie financial system, agriculture, and policies toward foreign

direct investment. Specific policy proposals in each of these areas are

summarized in the policy matrix (see Annex II), and discussed briefly below.

Stabili zation

27. At the heart of why stabilization got off course in Mexico was the

failure after 1983 to achieve continuous reductions in the size of the fiscal

deficit. The goals of the 1986 budget are ambitious and, if fulfilled, would

be a major step toward fiscal stabilization. But given the track record of

the past two budgets (wherein significant reductions in the deficit were

promised but not delivered) as well as the approach of a new 
political

season, there were doubts, even before the recent collapse in oil prices, as

to whether the Government would come close to, let alone fulfill, its

budgetary targets. Conclusion of a new IMF stand-by would strengthen the

credibility of the Government's fiscal plans (although even this was not

sufficient to prevent significant deficit overruns in 1984 and 1985). As the

Government's revenue projections for 1986 were based on an oil price

assumption of $22.50/bl, while a substantially lower average price for the

year now seems highly probable, even the high case scenario projects 
a fiscal
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deficit for 1986 somewhat higher (7.1% of GDP) th the original target of
4.9%. Obviously, any significant deviation from this adjusted level would be
damaging in terms of its adverse impact on public confidence, inflationary
expectations, and Mexico's ability to raise additional external funds.

28. To reduce crowding out rapidly and achieve major improvements in
creditworthiness indicators, further reductions in the deficit will be needed
in 1987 and beyond. Lowering the deficit from its current average (1983-85)
of-9.3% of GDP to an average of 3.3% of GDP in 1987-90 would be con'sristent
with those objectives.

29. Nor would a strong fiscal program suffice. To remove the
distortions and uncertainties. that a fluctuating gap between the controlled
and free exchange rates produces, and to assure that financial savings
mobilization rises from its currently low levels (bank intermediated savings
have now declined to roughly 1978 levels in real terms), parallel action to
eliminate remaining distortions in the exchange market (e.g., by unifying the
dual exchange rates) and to ease controls further over domestic interest
rates will be needed to complete a credible policy package.

Non-oil Export Promotion

30. Non-oil export earnings averaged about $13 billion annually in
1984-85, or roughly 45% of - _f g-s an far r'.'cGs - -
Merchandise exports--mainly auto parts, machinery, agricultural commodities,
and livestock--constituted about half of all non-oil exports, tourism
(including border trade) another quarter, and in-bond factory exports about
one-tenth. Growth of foreign exchange receipts from in-bond factories has
been steady and spectacular, averaging about 20-25% annually since 1982. But
growth of regular manufactures exports has been erratic (earnings declined by
nearly 10% in 1985, after increasing by more than 20% in 1984)1/ while
tourism earnings have stagnated.

31. Export promotion must rely importantly on stabilization (especially
early action on exchange rate distortions) to rebuild confidence, restore the
incentives to invest, and remove the lure of speculating in lieu of expanding
export activities. But reforms enhancing industrial and agricultural
efficiency, on the one hand, and encouraging higher levels of private foreign
investment, on the other, are also needed. Industrial and agricultural
competitiveness is low (industrial productivity actually decreased at an
average annual rate of 0.7% annually between 1970-1982, according to a recent
Bank study) due to years of excessive protectionism, overregulation of
markets, and overexpansion of some inefficient parastatals. Trade
liberalization has so far concentrated on making the instruments of
protection more transparent, but has not yet led to any meaningful reduction
in effective protection. Achieving this reduction will require concerted
action to (i) phase out most remaining import prohibitions, QRs, and import
reference prices (still significant for consumer goods, key agricultural
commodities, and major industrial inputs); (ii) consolidate and lower tariff

1/ Export statistics may be understated, reflecting underinvoicing for
capital flight.
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rates; and (iii) reform industrial promotion decres, public procurement

laws, and anti-dumping policies that might otherwise undermine 
the

effectiveness of import liberalization.

Efficiency (Lower ICORs)

32. Clearly, the measures discussed above contribute in various ways to

increase investment efficiency. Three additional measures would be helpful:

(i) reform of the tax system, (ii) reform of public pricing (particularly for

goods used in the production of tradeables), and (iii) 
rationalization of

public investment. Tax reform is needed to reduce perverse incentives to

borrow rather than equity finance, and to adopt excessively capital-intensive

production solutions (e.g., through currently overly-generous capital

depreciation allowances). A reevaluation of the tax system is currently

underway with the participation of fiscal experts from the IMF. Pricing of

controlled tradeable products inside and outside the public sector needs to

take greater account of border parities (adjusted for differences in product

quality), and not only fiscal, inflationary, and welfare criteria. 
Through

border parity pricing, wasteful investment could be avoided and international

competitiveness enhanced (e.g. PEMEX feedstocks are sold in Mexico at half

the level of world prices, encouraging overinvestment in secondary

petrochemicals and fertilizers, while SICARTSA steel, 
which costs twice as

much as imported steel from Korea and is of generally inferior quality,

hampers the emergence of competitive auto, parts, and machinery industries.)

33. Finally, ublic investmet, roiected at around 6% of GDP i1986- /40
has ~ ly fale tisloest relative lvlsne17.Although the achievementhas fallen 2 tlwleesnc 91

of sustanal e medium-term economic expansion will likely need to rely more

heavily on faster growth of private sector investment in coming years, there

may be some scope for increasing public investment modestly. This would help

reduce any backlog of investments in areas such as petroleum,2/ to

accommodate higher rates of utilization that could emerge from accelerated

growth, and to increase investment in human resources, where cutbacks in

recent years have been especially severe and the demand for educational

services has far outstripped available supply.

34. Unfortunately, public investment planning and implementation

procedures currently suffer from serious deficiencies. These deficiencies

will need to be corrected, in tandem with pricing reforms and enterprise

rehabilitation, to assure the prudent use of any additional investment.

Currently, in many areas of the public sector, there is a lack of sound

procedures for preparing and evaluating new projects. There is no integrated

public investment program and no multi-year approach to investment planning.

(During the recent preparation of the Public Sector Investment Review, it

gradually became evident that the Planning and 
Budgeting Secretariat did not

have adequate information about a large number of investment projects

underway in urban water, transport, and related areas, even though these 
were

federally financed). The emphasis is on expansion into new capacity, rather

2/ A major difficulty for the Bank in assessing past public investment and

future needs is the lack of information on PEMEX investments, marginal

production costs, etc.
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than maintenance and better utilization of the existing capital stock.

Duplication and waste, due to inadequate coordination within the federal

government, as well as among local, state, and national governments, are

still significant. There are also weaknesses in reconciling investment plans

with available finance, and no systematic methods for anticipating the impact

of proposed investments on future operating costs. Finally, there are a

number of specific projects and sectors where public investment might be

usefully postponed or cancelled without adversely affecting growth

prospects. These are detailed in the policy matrix (Annex II).

Domestic Savings Trends in Relation to Investment Financing and Interest

Payments on Foreign Debt '

35. In economic analytical terms, the net effect of all these policies

and actions would be to increase the share of domestic savings in gross

national product from 14.8% in 1985 to 22.5% in 1990, and thus to reduce

dependency on foreign savings for the financing of investment. Another key

indicator of improvement in basic macroeconomic performance is the relative

share of domestic savings and foreign savings (net foreign capital inflow) in

the financing of Mexico's interest payments on foreign debt and domestic

investment (public and private). The projected evolution of these relative

shares under the high and the base case scenarios is presented in Table 3

below:

Table 3: DOMESTIC SAVINGS IN RELATION TO DOMESTIC INVESTMENT AND FACTOR

PAYMENTS IN HIGH GROWTH AND BASE SCENARIOS

(Percentage of current GDP)

Gross Fixed Net Factor Domestic Savings as Share of

Investment Payments Savings Invest .+Factor Payments

(1) (2) (3) (3)
(1) + (2)

High Base High Base High Base High Base

1984 16.6 16.6 6.0 6.0 16.4 16.4 72.6 72.6

1985 17.0 17.0 4.7 4.7 14.8 14.8 68.2 68.2

1986 17.7 16.7 5.9 5.0 16.4 12.4 69.5 57.1

1987 19.2 16.8 5.5 5.0 18.7 12.5 75.7 57.3

1988 20.7 17.0 5.0 5.0 20.6 12.8 80.2 58.2

1989 21.7 17.0 4.7 4.8 22.1 13.0 83.7 59.6

1990 22.2 17.0 4.3 4.7 22.5 12.8 84.9 59.0

Key Sectoral Reforms

36. The key sectors where policy reform needs to be focused include

industry, agriculture, the financial sector, and foreign direct investment.

In the following paragraphs, the relevant policy goal are discussed in

greater detail.
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Industrial Reform W

37. In the industrial sector, a large share of heavy industrial and

basic goods output is accounted for by parastatals such as PEMEX, SIDERMEX,
the Power Commission, etc.,some of which are internationally uncompetitive

and retain legal monopolies over the production and sale of key inputs.

These inputs are of often irregular quality and high cost, while delivery

schedules are unreliable. Wider access to imported inputs is critical to the

survival of downstream industries hoping to compete in an open economy, yet
liberalization would almost assuredly lead to economic ruin for many

parastatals, unless parallel efforts to restructure and rehabilitate them are

pressed forward. Direct state controls over credit allocation and over the

financial system, generally, are another obstacle to restructuring the

economy for growth.

38. Privatization of many paratatals might achieve the best final

result, but given the Government's preference to retain ownership of most

medium and large-scale parastatals, enterprise rehabilitation and reform may

be the most politically feasible approach. There are many avenues through

which efficiency might be increased, short of privatization. State

monopolies could be broken up into regional entities, or subjected to

limited competition from the private sector. Enterprise managers could be

given greater autonomy from budgetary controls over their daily operations;

accountability for economic results could be increased by establishing

agreed, clearly defined, enterprise goals, and structuring managerial

incentives to reflect success or failure in meeting those goals. Overmanning

may have to be addressed through attrition or more direct measures.

39. Presently there is a need for quick follow-up to the government's

announced plans to restructure parastatals in shipbuilding, steel,

fertilizers, and sugar, and for an extension of this process to CONASUPO, the

nationalized commercial banks, the state-owned development banks, and other

parastatals. On the other hand, the announced plan to privatize 237 smaller

nationalized companies has gotten off to a reasonable start (especially with

the recent sale of a national chain of hotels), but needs to be dynamized,
perhaps by setting a deadline for completion of all sales or liquidations by,

say, the end of 1987.

40. With respect to the industrial promotion decrees, only two are in

effect currently, for automobiles and pharmaceuticals. A third for computers

will be adopted shortly, and at least eight more are in the works. These

decrees essentially grant a combination of tax write-offs, subsidies, market

reserve guarantees, drawback privileges, and quantitative import restrictions

whose overall effect is to grant qualified companies a monopolistic or

oligopolistic position in the domestic market in exchange for certain

performance guarantees. The result has been a rapid growth in foreign and

domestic investment in these industries, creating jobs and income. But the

productivity of investments promoted by these decrees has often been low.

(For example, despite its position next to the world's largest auto market,

Mexico sells negligible numbers of cars and trucks to the US). Ideally,

these decrees should be reviewed and, where necessary, scaled down within a

defined time period. Lacking this, it would be necessary, at the very least,
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to amend those provisions of the decrees which might obstruct liberalizing

imports in these sectors, notably the quantitative import 
restrictions and

domestic procurement rules.

Agricultural Reform

41.- Structural issues in agriculture are among Mexico's most difficult

and politically sensitive to resolve. The relative scarcity of arable land,

plus seven decades of land reform and rapid population growth, 
has fragmented

half of Mexico's arable land into economically-inefficient units, while

deterring investment in large-scale commercial farming and ranching, because

of the threat of future expropriation. The goal of guaranteeing low-income

consumers access to cheap sources of staple foods has conflicted with the

drive toward national self-sufficiency in food production. As support prices

have been moved up to border parity levels in recent years, the budgetary

costs of maintaining low food prices and propping up an inefficient

parastatal system of crop storage and distribution (CONASUPO) 
is estimated to

have reached nearly 3% of GDP in 1985.

42. The de la Madrid Administration has moved to ameliorate one of the

most politically-sensitive issues by declaring that expropriation and new

distributions of land will end by 1988. Progress toward resolving other,

equally-pressing issues will also be important in areas such as (i) the

liberalization of agricultural commodity imports through the removal of QRs

and their selective replacement with tariffs; (ii) narrowing the scope of

domestic price and marketing controls, as well as consumer subsidies (from

the current 18 to, for example, a "strategic" subset of 3-4 commodities);

(iii) revamping agricultural credit policies to reduce interest 
rate

subsidies and official allocations; (iv) eliminating agricultural input

subsidies; (v) reforming the budget of the agricultural ministry to reduce

staffing, raise the salaries of extension agents, and increase the quality

and volume of agricultural investment; and (vi) promoting agrobusiness export

development through encouragement of more joint ventures between Mexico's

private sector and foreign investors, among other measures. As a tactical

matter, it may be useful for the Government to focus more attention initially

on agro-export promotion, for which there is also strong private sector

interest. As the implications of a full-scale export promotion program

become clearer, attention will necessarily shift to take in the other, more

sensitive, agricultural policy issues.

Financial Sector Reform

43. A fundamental aspect of Mexico's structural problems, and one which

has made the crisis deeper and less tractable, has been severe financial

disintermediation. Disintermediation began in 1982, when the Government

nationalized all Mexican-owned commercial banks, forced the conversion of

foreign-currency denominated deposits into pesos at an artificially low

exchange rate, and imposed interest rate controls during a period of soaring

inflation. Between December 1981 and December 1985, real money and quasi-

money combined (M4) declined by approximately 30% to its lowest level since

1978. Concurrently, since Mexico has been unable to obtain net external

financing, larger shares of these increasingly scarce domestic financial
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resources have had to be used to underwrite the fiscal deficit. This has
meant steadily rising bank reserve requirements (which were increased to 100%
in December); increasing competition from a flood of new treasury bill issues
preferred by, and accessible to, domestic savers of all kinds; rising real
credit interest rates; and a severe crowding out of the private sector, whose
share in total internal resources declined from around 40% in 1984 to less
than 18% in 1985.

44. The combined impact of the recession, disintermediation, declining
portfolio quality, bureaucratization, public uncertainty about future policy
trends and the security of financial assets, and the over-leveraging of
assets has weakened equity markets drastically and reduced the strength of a
number of commercial banks. Although most of the remaining commercial banks
show balance sheet profitability, only the largest banks are considered
competitive and efficient at present. Underlying bank costs of
intermediation appear to be high -- on the order of 4-5% of banking system
assets, compared with 2-2.5% in countries such as Thailand and Korea. The
difference would be equivalent to about 0.5% of GDP.

45. Parallel to the commercial banking system is a complex of over 400
state-controlled development banks and trust funds, which provide 30-40% of
domestic credit, although they mobilize only about 10% of domestic deposits.
Credit has been offered on highly subsidized terms since 1982, as rising
inflation was only partially compensated by upward adjustments in interest
rates. Under the General Interest Rate Agreement of 1984 (GIRA), the
Government has agreed (i) to link interest rates on development credits to a
variable general index, the Average Cost of Funds (ACF) for the commercial
banking system as established by the Central Bank of Mexico, and (ii) to
gradually eliminate subsidies on credit operations financed by the World Bank
and on other credits which compete with, or limit the disbursement of, Bank
loans. Semi-annual adjustments have accelerated in 1985-86 under GIRA,
although some preferential lending rates remain sharply negative in real
terms. In connection with the 1986 budget, the Government had estimated that
it would reduce the credit allocated through the financial intermediation of
these institutions by the equivalent of 0.5% of projected GDP.

46. As conventional financial institutions have faltered in their role
as intermediaries, new sources of credit have emerged, such as an
inter-company acceptance market and "off-shore" peso lending. The emergence
of an active market in short-term acceptances (which might prepare the way
for longer-term instruments, such as variable rate bonds) would offer welcome
competition to the nationalized banks, and provide some financial "oxygen" to
those borrowers in the private sector now being crowded out of traditional
credit markets. However, the relatively small size of, and limited access
to, these parallel credit markets suggests that they do not offer genuine
alternatives to a well-functioning banking system.

47. The success of structural reforms in other areas, such as trade
liberalization, cannot be assured as long as equity capital remains
exccesively scarce and lendable resources continue to be channeled
inefficiently through a banking system suffering from the joint pressures of
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large fiscal deficits, comprehensive interest 
rate and credit controls, and a

system of bank management lacking in adequate market-based incentives and

accountability. Although reprivatization of the commercial banks is not a

realistic option for the medium-term (since nationalization was carried out

by constitutional amendment), other options may be available. As previously

mentioned, the development of markets for short-term paper should be

encouraged. In addition, the preferential system of credit, with its highly

subsidized interest rates and mandatory portfolio allocations, should be

targeted more narrowly on a few selected low-income 
groups, if not eliminated

altogether. This would require that the development banks be converted

gradually to "first-tier" institutions, attracting 
long-term credit from

abroad and channeling it through the domestic commercial banks. The

commercial banks will need to develop market-based performance criteria and

increased managerial accountability for financial efficiency, if they are to

carry out capably their enhanced retail role. Finally, for the success of

structural reform at the firm level in both public and private enterprises,

it is essential to recreate markets for long-term financial instruments and

equity such as Mexico had before the crises of 1976 and 1982. 
Obviously,

this will not be feasible until there is a significant and sustained

reduction in inflation.

Foreign Direct Investment

48. Historically, Mexico has harbored strongly ambivalent attitudes

toward foreign investment. Foreign investment was welcome for the technology

technology it transferred and the modern management techniques it brought,

but feared and resented out of concern that Mexico might 
lose control of the

"commanding sectors" of the economy -- mainly oil, heavy industry, and

capital goods. As the world has changed from a relative abundance to a

relative scarcity of capital, and as the dangers of overreliance on external

borrowing have become better appreciated, some sectors of Mexican public

opinion have begun to reappraise the potential role of foreign investment.

49. During the late 1970s, and early 1980s, Mexico received substantial

foreign direct investment, which averaged about US$1.7 
billion yearly. Over

the past three years, however, average new investment 
flows have fallen to

less than US$500 million annually, or one-quarter of the historical 
level, of

which about half represented reinvested earnings from existing investments.

Obviously, the recession itself has had a deterrent effect, lowering foreign

investors' expectations for improved domestic sales. But export-oriented

investment, attracted by sharply lower labor costs, 
has actually accelerated

since 1982, particularly in the in-bond sector where earnings have increased

an average of 20% yearly since 1982.

50. As an initial step, the in-bond experience could be extended,

allowing these factories to gradually increase their 
share of authorized

sales to the domestic market, in areas such as computers, agro-industries,

and food services. However, at present, the rules of the game for private

foreign investors generally are not always clear, delays in obtaining

approval for major investment applications are sometimes 
excessive, and

foreign ownership in a number of potentially attractive sectors is limited to

49%. Moreover, once investors become established, they not infrequently
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encounter labor, patent, procurement, marketing, ahd oter difficulties 
which

adversely affect profitability.' Obtaining relief under current procedures

may require long and tedious effort, leading 
investors to reassess their

future plans in the country.

51. Putting 3-4 applications for foreign investment yearly on a

"fast-track" approval process might be one way to improve dramatically

Mexico's image in this regard. In the medium-term, a review of existing

investment, labor, and other laws to broaden, clarify, and simplify the terms

and conditions under which foreign investments are permitted would be highly

desirable. It would further be necessary to ensure fundamental property

rights, accept international arbitration of 
investment disputes (a la the

agreement between Chile and Ecuador), and establish internationally

acceptable rules for patent and copyrights.

Role of Expectations and Confidence in Policy Management

52. As the Government fashions its economic policies for the latter

half of the sexenio, it does so against an historical backdrop of two

preceding administrations (Echeverria and Lopez-Portillo) whose expansionary

economic policies in the second half of their sexenios led to disarray 
and

crisis. Corrective measures were left to successors who were not fully able

to carry them out. Moreover, the current administration has suffered

additional damage to its credibility. This was due not only to the

previously mentioned lapses in economic policies over the past year, but also

to perceived shortcomings in the anti-corruption campaign promised by the new

president, and, more recently, to the mishandling of some aspects of the

recent earthquake disaster. It is always difficult to measure the loss of

credibility ensuing from these factors, but capital flight, relative

movements in the exchange rate, and trends in inflation 
have often served as

rough and ready proxies. By these standards, the current crisis of

confidence is major, albeit not yet on the scale of 1982.

53. For the Government to announce a new program for 1986 which, in

some important respects--fiscal deficit reduction, 
exchange rate and interest

rate adjustments, official price increases, etc.--resembles 
the ill-fated

1984-85 programs, could reinforce a sense of deja vu, unless the new program

clearly signals changes going beyond stabilization. Since some previously-

announced structural reforms (e.g., public enterprise privatization and

reductions in import protection) have been more promise than reality to date,

public skepticism is likely to yield only 
to concrete, up-front actions

combined with clearly-delineated medium-term plans.

1986 Action Program

54. The 1986 program would focus on: (a) achieving strict compliance

with the non-oil revenue and expenditure measures required to meet fiscal

targets through, for example, a broadening of the non-oil tax base and

reduced tax evasion. (Special contingency measures may be needed to deal

with the probable shortfall in oil revenues.); (b) early elimination of the

remaining distortions in the exchange system and the maintenance 
of a

flexible exchange rate policy thereafter so as to stimulate satisfactory
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non-oil export growth, sharply reduce, if not eliminate, capital flight, and

permit a gradual recovery in international reserves; (c) first-stage

implementation of a three-year schedule for eliminating most import reference

prices and quantitative import restrictions, consolidating import tariffs in

a final range of 10-40%, and introducing modern, transparent anti-dumping

legislation; (d) a wage policy compatible with the goal of creating

productive employment (i.e., not indexed to inflation); (e) returning to a

free auction system for treasury bills, while allowing competing 
forms of

bank financial assets to adjust as market conditions dictate; (f) further

reductions in interest rate subsidies in accordance with the Government's

budgetary targets for reducing overall transfers and subsidies; 
(g)

intensified efforts to sell or liquidate the public sector companies already

identified as non-strategic; (h) a start on implementing detailed action

plans for restructuring or privatizing public enterprises in 
shipbuilding,

steel, fertilizers, and sugar, the four sectors already identified for

priority reform in the 1986 budget; (i) starting implementation of key

recommendations emerging from the Draft Joint Bank-Government Public Sector

Investment Review. (This would include: (i) reallocation and/or cancellation

of the inefficient investment projects identified in the report in power,

fertilizers, secondary petrochemicals, steel, mining, transportation,

telecommunications, urban transport, water supply, and housing; (ii)

increases in investment for education; and (iii) the introducti-on of

multi-year investment budgeting, uniform project evaluation and monitoring

procedures, and related system reforms); (j) presenting a detailed

Governmental proposal for reforming agriculture, including the 
gradual

removal of quantitative import restrictions, the targeting of consumer

subsidies, phasing out price controls, privatizing most of CONASUPO's

storage, distribution, and merchandizing functions, eliminating 
agricultural

input subsidies, reforming agricultural credit policies so as to reduce

subsidies over and above current targets for 1986, and restructuring the

Ministry of Agriculture to reduce salary overhead and provide greater

budgetary support for research, extension, and seed multiplication. Finally,

(k) the approval of three or four high-profile foreign direct investment

proposals on a "fast-track" basis would give the right signals abroad. Of

all these measures, the most urgent are in the areas of fiscal, exchange

rate, and monetary policy, in trade liberalization, and in public sector

management reform.

55. This strategy, which is laid out in greater detail in the policy

matrix (Annex II), would combine up-front actions 
(such as a rollback of new

import restrictions, sales and liquidations 
of small-scale, nationalized

firms, "fast-track" approvals for high visibility foreign 
investment

proposals, etc.) with clear statements of future policy directions covering

1987 and beyond (trade liberalization calendars, foreign investment law

reform, etc.). Underlying it is the strong conviction that Mexico's

developmental and stabilization difficulties have become so 
interlinked that

nothing short of coordinated action on all relevant fronts holds out credible

prospects for success.
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What is Politically Doable in Mexico over 1986-1988?

56. Identifying the necessary and desirable economic measures is, of

course, only a first step. Policy scenarios would have little operational

relevance if they were unable to meet the critical test of political

feasibility. Conversely, if political constraints in Mexico were judged to

be highly restrictive, then a politically-feasible program might fall short

of what would be judged minimally-workable from an economic standpoint.

Operational relevance would have been achieved -- but at the cost of ultimate

failure in helping the country emerge from the crisis. Not only would this

be a tragedy for Mexico: it might also harm the credibility and future

effectiveness of international agencies were they to endorse and finance 
a

flawed approach.

57. In this regard, a cautious appraisal must be offered about the

prospects for achieving a high-growth program in Mexico. 
The outlook for

concerted, broad-based action is uncertain for reasons which can only briefly

and inadequately be discussed in this paper. First, Mexico has been ruled

for half a century by a single political party which has gradually absorbed

interest groups covering virtually the entire spectrum of domestic political

and economic thought. Hence, decisionmaking is a process which involves

exceptional complexities and requires great political 
skill and patience.

Consensus is rendered more than usually difficult by the presence at the

bargaining table of groups which would normally be considered as having

diametrically opposed interests. Reaching major decisions often takes

inordinate lengths of time and, because of the "log-rolling" process,

frequently produces serious internal inconsistencies among 
measures. Also,

the very ideological basis of the Mexican Revolution (strong state 
role in

economic sectors, primacy of the state as distributor of economic benefits,

etc.) poses difficult obstacles to the adoption of reforms aimed at

lightening the heavy hand of the government on 
economic activities.

58. An intense debate within the Government continues on the scope of

complementary stabilization measures needed (notably 
in the exchange rate and

interest rate areas), and on the costs and benefits of carrying out

significant structural reform (e.g. trade liberalization, public 
enterprise

reform, easing foreign investment restrictions). At the same time, key

support groups, including labor and most manufacturers, 
have been bitterly

critical, and increasingly vocal, in attacking the Government's 
economic

management in areas ranging from wages to trade liberalization 
and the

external debt. As the Government is feeling the pressures of economic

crisis, the collapse in international oil prices, political unrest, and

natural disaster, some policy signals have become contradictory and

fragmented in recent months. (For example, the decision to impose an

administered price on treasury bills placed for auction starting last October

reversed a financial reform undertaken in 1983, and raised fears among savers

that the Government would reimpose controls on savings rates. During the

succeeding three months (November-January), there were 
net redemptions of

treasury bills on the order of US$1.2 billion, disrupting 
the Government's

deficit financing plans and forcing a sharp expansion of Central 
Bank

credit. The loss of attractiveness to savers of holding treasury bills
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played an important role, along with the September quakes and the subsequent
expropriation of private property in Mexico City, in the rapid runup of the
free exchange rate in October/November).

59. Nonetheless, considering the steps already taken in recent months

--increases in real official tariffs and prices, acceleration of the rate of
devaluation of the controlled exchange rate and a narrowing of the dual rate
gap, the removal of many quantitative import restrictions, the decision to
join the GATT, etc.-- the stage for further major policy action in 1986 has
been set. The greatest risk is that such action may be piecemeal and slow,
falling short of the critical mass necessary so that Mexico can reemerge
strong and healthy from its grave difficulties. As the political cycle
advances toward the end of the present sexenio (December 1988), political
attention will inevitably shift to the process of designating a new president
and his chief officers. Therefore, 1986 may truly be the last "window of
opportunity" for some years to come.

Financing Requirements

60. As can be seen in Annexes III and IV, under either scenario,
Mexico's net external financing requirements during 1986-90 would differ only
slightly, averaging US$2.1 billion annually in the base case, and US$2.5
billion annually with high growth policies. Under the latter, tight
aggregate demand management, improvements in export earnings, higher domestic
savings, and greater resource efficiency would tend to reduce net -financing
requirements -- all other things being equal -- relative to the base case.

But faster growth and more rapid trade liberalization would tend in the

opposite direction. On balance, borrowing needs would be slightly higher by
around US$0.4 billion annually. However, since the public sector's own
financing needs would rapidly diminish, a growing share of new public

borrowing would be channeled into rebuilding foreign reserves and extending
credit to a rejuvenated private sector. Under base case policies, tighter

import and capital controls would probably be introduced as high inflation

and large fiscal deficits brought about deterioration in the capital and
current accounts. By holding the economy in a low-growth equilibrium, a
marked deterioration in the external accounts would be postponed. (Note that

the average current account balance would shift from -US$0.2 billion under

high growth to US$0.2 billion in the base case (see Table 2).

61. However, significant differences in the composition of borrowing
would arise. Under high growth, Mexico's improved policy performance would

permit it to diversify borrowing, drawing on the development banks, bilateral

creditors, and suppliers' credits to finance roughly half of its cumulative

net financing requirements of US$12.7 billion. Under the base case scenario,
development bank lending commitments would fall by one-third (from US$1.3
billion in the high growth scenario to US$0.9 billion in the base case),
reflecting an inappropriate policy environment to undertake anything more
than "core" lending programs. Commitments from bilateral creditors would
decline by around 15% (from US$1.4 billion yearly to US$1.2 billion), while
commitments from suppliers and other commercial sources would decline by 60%

(from US$2.1 billion to US$0.8 billion annually). Only the World Bank,
bilateral creditors, and the commercial banks would furnish positive net



- 21 - CONFIDENTIAL

reserve flows, with commercial banks supplying about 85% (US$11.5 billion) of
that total, either in the form of concerted lending or, failing agreement,
possibly by unilateral reductions in debt service.

IBRD Lending

62. Under a base case scenario, the Bank's program during 1986-90 would
consist entirely of project lending commitments on the order of US$600-700
million annually, of which roughly one-half would finance new transport and
urban infrastructure, one-third agricultural development, and the remainder
industry, municipal development, and adult education. Under a high growth
scenario, additional policy-based lending commitments of. US$400-500 million
annually would be justified. In addition to a series of Trade Development
Policy Loans, sector loans for agriculture, public sector management, and
financial sector reform might be considered. Thus, total annual Bank
commitments could be well in excess of US$1 billion p.a. on average. In
terms of net disbursements, flows would average about US$240 million annually
in the base case (i.e., about 11% of projected overall net financing
requirements for Mexico). But under high growth policies, net disbursements
could average as much as US$575 million annually (i.e., nearly one-quarter of
projected overall net financing requirements). Thus, under high growth
policies, the Bank would become, after the commercial banks, the most
important source of fresh finance for Mexico through the end of this decade.

JHJohnson/mtr

March 14, 1986
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Summsr Table.: Bse Somezaio

IM& 199 IM9 17 1-90 .S9 LM1_
1.- Production aid Prices (annual percentage changes)
Real GDP 4.1 1.4 1.7 1.7 2.1 2.1
Real Consu:aption/cap 4.4 -1.3 -0.9 -0.8 0.0 0.0
Exports Tot (const prices) -4.1 1.4 1.5 1.5 1.2 1.4
Exports Non-oil ( ) -9.3 3.3 3.5 3.5 2.3 3.0
Imports Tot ( " ) 16.3 -11.1 -0.6 0.4 2.2 2.2
GDY deflator 57.5 78.3 95.7 97.7 98.2 99.8
Inflation (yeor-end) 63.5 94.5 96.8 98.7 97.8 101.7
Nominal Exch. Rate 60.7 78 3 91.8 91.9 88.8 91.2
Eff. Real Exch. Rate 1.5 4.5 2.9 1.9 0.0 0.0
Dom Nom Int Rate (Av public) 48.0 44.6 48.9 49.4 51.5 51.9
2.- Balance of payments (as percent of GDP at current prices)
Resource Balance 8.3 4.9 4.8 4.8 5.1 5.0 4.9
Net Factor Ss -6.0 -4.7 -5 0 -5.0 -5.0 -4.8 -4.7
Current Account 2.3 0 1 -0.2 -0.1 0.1 0.1 0.2
Formal Fin. Capital 0.9 -0.8 1.3 1.3 1.1 1.0 0.9
Reserve Accumulation -2.0 2.0 -0.1 -0.1 -0 1 -0.1 -0.1
3.- Public Sector (as percent of GDP at current prices)
Total Revenues 24.4 Z3.1 22.7 22.7 22.9 22.8 22.7

(Non-oil Taxes) 8.8 8.5 9.0 9.3 9.5 9.5 9.5
(Domestic Oil) 4.7 4.7 4.7 4.7 4.7 4.7 4.7
(Non-tax Non-oil) 5.3 4.5 3.5 3.3 3.3 3.2 3.1

'Programm." Expenditures 14.2 16.0 14.1 14.9 15.4 15.8 16.2
Domestic Interests 6.8 6.5 6.1 5.4 5.1 4.8 4.7
External Interests 5.1 4.2 4 0 3.9 3 5 3.2 2.8
Public Savings -1.7 -3.6 -1.5 -1.5 -1.1 -0.9 -1.0
Capital Expenditures 6.8 6.5 6.1 6.2 6.3 6.3 6.3
Deficit 8.5 10.1 7.6 7.7 7.4 7.2 7.4
Increase Liquid Assetts 1.2 1.1 1.1 1.2 1.2 1.2 1.2

Dom Financing 6.6 10.9 - 8.0 9.9 8.3 9.1 9.3
External Financing 1.7 0.3 1.6 1.4 2.3 2.2 2.0

4.- Savings and Investment (as percent of GDP at current prices)
Total Fund Requirements 17.7 18.2 17.8 18.0 18.1 18.2 18.2

Private Investment 9.8 10.5 10.6 10.6 10.7 10.7 10.7
Public Investment 6.8 6.5 0.1 6 2 6.3 6.3 6.3
Incr Pub Sect Liq Assetts 1.2 1.1 1.1 1.2 1.2 1.2 1.2

Total Savings 17.7 18.2 17.8 13.0 18.1 18.2 18.2
Private 18.1 18.4 13 9 14.0 13.9 13.9 13.8
Public -1.7 -3.6 -1.5 -1.5 -1.1 -0.3 -1.0
External -2.3 -0 .1 0 .2 0.1 -0.1 -0.1 -0.2
Inflationary Credit 3.6 3.5 5.2 5.3 5.4 5.4 5.6

Memo: Priv Sav/Priv Income 21.0 20.7 16.3 16.5 16.5 16.5 16.5
5.- External Financing, External Debt : nd Foreign Reserves ($billion)
Not External Financing 1.6 -1.4 2.3 2.4 2.0 2.0 2.0
Amortizations 0.0 3.9 3.0 7 3 8.1 11.7 14.3
Gross External Financing 1.6 4.5 7.3 9.7 10.1 13.6 16.2
Interest payments 0.0 9.3 9.6 10.2 10.7 11.2 11.6
Debt Service (DS) 0.0 15.2 14.6 17.5 18.8 22.8 25.9
External Debt 94.4 93.0 95.3 97 7 99.7 101.7 103.7
Foreign Reserves 6.4 2.9 3.0 3.2 3.4 3.6 3.9
Ext Debt-For Res ("Net Debt") 88.0 90.1 92.3 94.5 96.3 98.0 99.8
6.- Main Creditworthiness ratios (r)
Interests/Exports 34.3 37.2 34 37.1 36.3 35.6
DS/Exports 55.9 56.5 64.8 65.0 74.2 79.2
Net Debt/Exports 330.2 357.8 350.5 333.9 318.9 305.5
Intorests/GDP 5.4 5.5 5.6 5.6 5.5 5.4
DS/GDP 8.7 8.3 9.7 9.9 11.2 11.9
Not Dobt/GDP 51.7 52.9 52.3 50.8 48.2 46.0



SuRmgrting Tables
Table 1: MEXICO: National Accounts (Base Scenario)

(Mbill, 1980)

Uf. 1185 196 1917 198 19. 1990
Consumption 3256 3478 3512 3561 3613 3696 3781

Private 2955 3149 3188 3223 3258 3323 3389
Public 302 330 324 337 355 373 392

Investment 757 804 787 804 821 838 854
Private 448 497 499 507 516 526 537
Public 309 307 288 296 306 311 317

Total Expenditures 4014 4282 4299 4Z64 4434 4534 4635
Imports 303 358 318 317 318 325 332
Domestic Expenditures 3706 3924 3981 4048 4116 4209 4303
Exports 794 761 772 783 795 805 315
Gross Domestic Product 4499 4685 4752 4831 4911 5014 5119
Terms of Trade Effect -217 -241 -301 -314 -317 -320 -322
Gross Domestic Income 4283 4444 4452 4517 4594 4694 4796
Foreign Factors Income -194 -153 -160 -157 -156 -155 -155
Gross National Product 4306 4528 4592 4674 4755 4859 4964

TABLE 2: MEXICO; Public Sector (Base Scenario)
(M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Total Revenues 1044 1027 1009 1024 1054 1070 1087

Non-oil Taxes 375 378 401 418 436 446 456
Domestic Oil Taxes 200 208 208 211 215 220 224
Oil Export Tax 113 106 88 86 88 88 88
Non-tax Oil 130 133 156 158 161 164 168
Non-tax Non-oil 225 202 156 151 154 152 151

Current Expenditures 1119 1187 1076 1091 1103 1114 1137
Consumption (Gen. Gov.) 299 329 322 335 352 369 388
Interest Payments 509 475 448 419 398 373 359

Domestic 289 289 272 242 236 223 224
External 220 186 176 177 162 150 135

Current Transfers 311 383 306 337 354 371 390
Public Savings -75 -160 -67 -67 -49 -44 -50
Capital Expenditures 289 289 272 281 290 296 303

Direct Investment 221 221 214 221 230 235 240
Capital Transfers 68 68 58 59 61 62 63

Deficit 364 449 339 347 339 340 353
Increase Liquid Assetts 50 50 50 52 53 54 56

Domestic Financing 283 485 35e 448 381 429 447
Inflationary Credit 154 155 231 241 249 253 268
Other Domestic Financing 129 330 126 208 132 177 179

External Financing 73 14 73 62 107 103 97



TABLE 3: MEXICO: Balance of Payments (Base Scenario)
($mill)

19A 111 1986 1987 191 19_9 1990
Exports (Gds & Nfs) 30415 27279 25797 26961 28840 30740 32660

Non-oil 13814 12462 13449 14613 15875 17127 18434
Oil Related 16601 14817 12348 12348 12965 13613 14226

Imports (Gds & Nfs) 16230 18785 17444 18207 19189 20588 21982
Resource Balance 14185 8495 8353 8754 9651 10152 10679
Net Factor Services -10218 -8257 -8772 -9021 -9450 -9847 -10251
Current Account Balance 3967 237 -420 -267 200 305 428
Net Capital -535 -3737 520 467 0 -57 -8

Direct Forei-n Investment 391 400 500 550 bos 666 732
Formal Financial Capital 1591 -1437 2320 2417 1995 1977 1976
Other Capital -2517 -2700 -2300 -2500 -2600 -2700 -2889
Unrepatriated Earnings -1340 -1091 -1072 -1169 -1227 -1288 -1346
Other Flows -1177 -1609 -1228 -1331 -1373 -1412 -1543

Change In Reserves (-+) -3432 3500 -0J -200 -200 -248 -247
Memo Item:
Reserves ($ million) 6400 2900 3000 3200 3400 3648 3895

TABLE 4: MEXICO: Savings and Investment (Base Scenario)
(M$bill, 1960 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Requirements of Funds 759 207 793 813 833 852 72

Private Investment 420 467 471 480 490 501 513
Public Capital Expenditures 289 289 272 281 290 296 303
Incr. Pub Sect Liq Ass. 50 50 50 52 53 54 56

Total Savings 759 807 793 313 a33 852 872
Private Savings 777 818 618 633 631 651 663

Non-financial 761 305 616 595 620 628 640
Financial 15 13 2 37 18 23 23

Public Savings -75 -160 -67 -67 -49 44 -50
External Savings -97 -6 il 7 -5 -7 . -9
InflationarV Cred.t 154 155 231 241 249 253 268

Memo Item: Inflation 67 63 95 97 99 93 102

MEXICO: Commitments -- Base Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 900 650 650 650 650 650 4150
1DB 250 250 250 250 250 250 1500
IMF 300 300 0 0 0 0 600
Bilaterals 1120 1050 1103 1158 1216 1276 6922
Other 1049 735 772 -41 351 393 5110
Commercial Banks 2179 4223 7144 7357 10738 13268 44911
Total 5798 7208 9919 10225 13704 163 63193



Summnary Table: High OAM Pricom

1111 1211 JIM 1212 i298 1231 Jflfl
1.- Production and Prices (annual percentage changes)
Real GDP 4.1 -1.0 3.6 4.6 5.2 5.9
Real Consumption/cap 4.4 -5.6 -0.2 1.1 2.1 3.5
Exports TotXconst prices) -4.1 6.9 5.3 5.1 5.0 4.3
Exports Non-oil ( " ) -9.3 16.4 11.7 10.4 9.9 8.1
Imports Tot (") 16.3 -7.3 10.5 14.6 8.9 9.4
GDY deflator 57.5 56.8 40.3 24.2 13.2 7.3
Inflation (year-end) 63.5 50.4 30.9 17.9 8 8 5.7
Nominal Exch. Rate 60.7 79.5 38.9 19.2 8.6 2.9
Eff. Real Exch. Rate 1.5 19.7 4.0 0 8 0.7 0.3
Dom Nom Int Rate (Av public) 48.0 51.0 38.3 26.1 13.6 10.7
2.- Balance of pasyments (as percent of GDP at current prices)
Resource Balance 8.3 4.9 6.3 5.8 4.8 4.5 3 9
Net Factor Ss -6.0 -4.7 -5.9 -5.5 -5 0 -4.7 -4.3
Current Account 2.3 0.1 0.4 0.4 -0.2 -0.2 -0.5
Formal Fin. Capital 0.9 -0.8 2.1 1.5 1.5 1.1 1.3
Reserve Accumulation -2.0 2.0 -1.7 -1.5 -1.2 -0.7 -0.8
3.- Public Sector (as percent of GDP at current prices)
Total Revenues 24.4 23.1 25.1 24.9 25.0 24.6 24.4

(Non-oil Taxes) .3.8 8.5 9.3 9 4 9.8 9 8 9.9
(Domestic Oil) 4.7 4.7 5.0 5.0 5.0 5.0 5.0
(Non-tax Non-oil) 3.0 3.0 4.0 4 0 4.0 4 0 4.0

"Programm." Expenditures 14.2 16.0 13.5 13.5 13.6 13.7 13.7
Domestic Interests 6.8 6.5 8.2 5.8 4.1 2.1 1.7
External Interests 5.1 4.2 4.7 4.4 4.0 3.8 3.5
Public Savings -1.7 -3.6 -1.2 1.2 3.3 5.0 5.5
Capital Expenditures 6.8 6.5 5.9 6.6 7.0 7.4 7.4
Deficit 85 10.1 7.1 5.3 3.7 2.4 1.9
increase Liquid Assetts 1.2 1.1 1.1 1.2 1.3 1.3 1.3

Dom Financing 3.0 10.9 5.8 5.2 2 9 2.2 1.5
External Financing 1.7 0.3 2.4 1.3 2.0 1.4 1.6

4.- Savings and Investment (as percent of GDP at current prices)
Total Fund Requirements 17.7 18.2 18.8 20.3 22.0 22.9 23,4

Private Investment 9 8 10.5 11.8 12.6 13.7 14.3 14.8
Public Investment 6.8 6.5 5.9 6.6 7.0 7.4 7.4
Incr Pub Sect Liq Assetts 1.2 1.1 1.1 1 2 1.3 1.3 1.3

Total Savings 16.6 18 2 18A 20.3 22.0 22.9 23.4
Private 18.1 18.4 17.6 17.5 17 3 17.1 17 0
Public -1.7 -3.6 -1.2 1.2 3 3 5.0 5.5
External -2.3 -0.1 -0.4 -0.4 0.2 0.2 0.5
Inflationary Credit 3.6 3.5 2.8 1.9 1.2 0.6 0.4

Memo: Priv Sav/Priv Income 21.0 20.7 20.3 20.5 20.5 20.4 20.4
5.- External Financin Z External Debt and Foreign Reserves ($billion)
Net External Financing 1.6 -1 4 3 1 2.3 2.6 2.0 2.7
Amortizations 0.0 5.9 5.0 7.3 8.1 11.7 14.0
Gross External Financing 1.6 4.5 8.0 9.6 10.7 13.7 16.7
Interest payments 10.2 9.3 9.6 9.4 9.6 10.1 10.3
Debt Service (DS) 10.2 15.2 14.6 16.7 17.7 21.8 24.3
External Debt 94.4 93.0 96.0 98.4 101.0 102.9 105.6
Foreign Reserves 6.4 2.9 5.4 7.7 9.7 11.1 12.7
Ext Debt-For Res ("Net Debt") 88.0 90.1 90.6 90.7 91.3 91.9 93.0
6.- Main Creditworthiness ratios (?)
Interests/Exports 33.6 34.3 34.8 31.. 23.6 26.9 25.1
DS/Exports 33.6 55.9 32.9 55.5 52.7 58.2 59.2
Net Debt/Exports 289.4 330.2 329.5 301.0 271.8 245.6 226.2
Interests/GDP 6.0 5.4 6.5 6.1 5.7 5.4 5.0
DS/GDP 6.0 8.7 9.8 10.8 10.5 11.7 11.9
Net Debt/GDP 51.4 51.7 61.1 58.6 54.1 49.6 45.4



Spuorting Tables
Table 1: MEXICO: National Accounts (High Oil Price)

(M$bill, 1980)

1984 1985 1986 1987 1988 1189 1990
Consumption 3256 3478 3359 3429 3546 3703 3919

Private 2955 3149 3054 3106 3203 3338 3532
Public 302 330 305 323 343 365 387

Investment 757 804 798 886 1000 1099 1190
Private 448 497 533 581 663 725 794
Public 309 307 265 304 337 374 395

Total Expenditures 4014 4282 4157 4315 4546 4802 5109
Imports 30 358 332 367 421 458 501
Domestic Expenditures 3706 3924 3825 3943 4126 4344 4608
Exports 714 761 813 857 900 945 986
Gross Domestic Product 4499 4685 4638 4805 5026 5289 5594
Terms of Trade Effect -217 -241 -311 -333 -344 -356 -366
Gross Domestic Income 4283 4444 4327 4472 4682 4934 5228
Foreign Factors Income -194 -158 -160 -147 -140 -138 -134
Gross National Product 4306 4523 4478 4658 4886 5151 5460

TABLE 2: MEXICO; Public Sector (High Oil Prices)
(M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Total Revenues 1044 1027 1087 1113 1170 1216 1275
Non-oil Taxes 375 378 402 420 459 483 520
Domestic Oil Taxes 200 208 216 224 234 247 261
Oil Export Tax 113 106 101 100 101 101 102
Non-tax Oil 225 202 195 190 189 187 183
Non-tax Non-oil 130 133 173 179 187 197 209

Current Expenditures 1119 1187 1141 1058 1016 968 988
Consumption (Gen. Gov.) 299 329 299 316 337 359 382
Interest Payments 509 475 555 454 378 293 270

Domestic 289 289 353 258 190 104 87
External 220 186 202 197 188 138 183

Current Transfers 311 383 287 287 301 317 336
Public Savings -75 -160 -53 55 154 248 287
Capital Expenditures 289 289 254 294 326 364 385

Direct Investment 221 221 199 239 269 303 321
Capital Transfers 68 68 55 55 57 60 64

Defi:it 364 449 307 239 173 116 98
Increase Liquid Assetts 50 50 49 53 59 62 66

Dormestic Financing 341 485 250 234 138 107 80
Inflationary Credit 154 155 120 86 54 30 22
Other Domestic Financing137 330 130 148 83 76 57

External Financing 73 14 106 58 94 71 84



TABLE 3: MEXICO: Balance of Payments (High Oil PriceL
($mill)

_UUi 1 1936 1987 1988 19*9 1990
Exports (Gds I Nfs) 30415 27279 27509 30123 33578 37399 41105

Non-oil 13814 12462 15161 17775 20613 23786 26879
Oil Related 16601 14817 12348 12348 12965 13613 14226

Imports (Gds & Nfs) 16230 18785 18198 21115 25399 29039 33202
Resource Balance 14185 8495 9310 9008 8179 8360 7903
Net Factor Services -10218 -8257 -8772 -8453 -8462 -8734 -8878
Current Account Balance 3967 237 538 555 -284 -374 -975
Net Capital -535 -3737 1962 1745 2284 1764 2565

Direct Foreign Investment 391 400 500 600 800 880 968
Formal Financial Capital 1591 -1437 3062 2345 2584 1984 2697
Other Capital -2517 -2700 -1600 -1200 -1100 -1100 -1100
Unrepatriated Earnings -1340 -1091 -1072 -1055 -1071 -1125 -1149
Other Flows -1177 -1609 -528 -145 -29 25 49

Change In Reserves (-+) -3432 3500 -2500 -2300 -2000 -1390 -1590
Memo Item:
Reserves ($ million) 6400 2900 5400 7700 9700 11090 12680

TABLE 4: MEXICO: Savings and Investment (High Oil Price)
(M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Requirements of Funds 759 307 813 909 1028 1130 1225

Private Investment 420 467 511 561 643 704 774
Public Capital Expenditures 289 289 254 294 326 364 385
Incr. Pub Sect Liq Ass. 50 50 49 53 59 62 66

Total Savings 709 807 813 909 1028 1130 1225
Private Savings 777 818 763 734 812 342 891

Non-financial 761 805 789 673 702 753 788
Financial 15 13 -26 111 110 89 103

Public S3Lvings -75 -160 -53 55 154 243 287
External Savings -97 -6 -16 -16 8 10 25
Inflationary Credit 154 155 120 36 54 30 22

Memo Item: Inflation 67 63 50 31 18 9 6



MEXICO - PROPOSED MEDIUM-TERMIVSTMENT AND GROWTH PROGRAM
High Growth Option

Main Goals:. (1) To achieve sustainable real economic growth of 5% annually on average during 1987-1990.

(2) To achieve a sound balance of payments position, including a gradual build-up in not international reserves
sufficient by 1990 to cover around 4 months of projected imports and a reduction in the external debt/export ratio
from 340% in 1985 to 220% in 1990.

(3) To reduce domestic inflation from 64% in 1985 to single digits by 1990.

(Note: Priority measures are flagged by "i/')

Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

1. Fiscal Deficit Stabilize Economy Presented budget calling for Strict compilance with 1986
reduction of deficit from 9.6% budget, taking into account
of GDP in 1985 to 4.9% in 1986. a probable deficit overrun
Cuts in expenditures, mainly because of oil price
transfers and subsidies, would coliapse.1 /
achieve over two-thirds of
deficit reduction. (Now being Phased reduction of deficit I * I

revised to take into account to under 2% of GDP by
anticipated oil revenue 1990.1/
shortfall).

2. Exchange Rate Halt capital flight; Adoption of more flexible Elimination of remaining C I I I
Policy encourage exports policy of accelerated daily exchange rate distortions by

devaluations of controlled rate early 1986; maintainance of
from August 1985. flexible devaluation

schedule sufficient to
prevent reemergence of
parallel rate and achieve
international
reserve targets. /

3. Trade Reduction of effective Elimination in July 1985 of Elimination of remaining * * *
protection, increases quantitative imports QRs, with limited exceptions
in domestic efficiency restrictions covering for arms, dangerous drugs,
and international approximately 40% of 1984 etc. 1/
competitiveness, imports.
stimulation of non-oil X
exports, and outward-
oriented growth,
curbing of inflation,
and improvement in
creditworthiness.



ige 2.

Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Rollback of Increases in
tariffs, official reference

prices, and Import

prohibitions adopted since
July 25, 1985

Consolidation of tariffs at * C *

10-40% level. 1 /

Elimination of quantita- C C U

tive export controls.

Presentation of amendments
to pending foreign trade
bill, circunscribing use of

non-tariff export and import
restraints and antidumping
remedies./

Harmonization of Industrial C * * C

promotion legislation with
Import liberalization goals
(review use of QRs, price
guarantees, market reserves,
tax and credit subsidies,
etc.)I/

Harmonization of public * C

sector procurement rules
with import liberalization

goals (ICP on major
proJects)._/

Elimination of remalining C C C

Import reference prices. /



WIwoe3.
Actions Taken 8y Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

4. Financial/ Reverse financial Privatization and liquidation Return to free auction

Monetary disintermediation, halt of non-financial companies system for treasury bills;

capital flight, owned by nationalized banks in allow rates on competing

strengthen savings 1984; dismissal of several savings assets to adjust as

mobilization, enhance thousand bank employees in market conditions dictate.1 /

efficient credit 1985; substantial increases in

allocation to support interest rates covered by GIRA

industrial as part of announced plans to Continued full compliance * * '

restructuring, reduce credit subsidies by with General interest Rate

accelerate investment 0.7% of GDP in 1986. Agreement, including

in new export capacity, extension of its provisions

spur efficiency In beyond the end-1986
nationalized banks, expiration date._/

encourage more long-
term debt and equity Elimination of directed C C

finance. credit requirements now
covering 75% of commercial
bank lendable resources,
granting limited exceptions
for small, low-income
borrowers.*/

Targeting of fiscal deficit, C C C

mandatory reserve require-
ments, and directed credit
poilcies so as to raise
unallocated private sector
credit as share of total
commercial and development
bank credit from 18% In 1985
to more than half by 1988. /

Restructure development C C U

banks to reduce reliance on
subsidized finance, improve
loan evaluation procedures,
phase down retail credit
operations, and increase
"first-tier" role as inter-

mediator of long-term credit
from external sources to
domestic commercial banks. 1 /



PaIF"4.

Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Design and Implement C I * C

policies to encourage growth
of nascent domestic market
for commercial acceptances
and other forms of parallel
financing to increase

competition with
nationalized banks.

Establish performance I I I a
criteria to monitor effi-
ciency of nationalized
banks; increase managerial
accountability for financial
profitability.l/

Upgrade National Bank and

Securities Commission over-
sight of stock exchange,
increasing financial and
economic disclosure

requirements for i sted com-
panies; review corporate
taxation policies to reduce
bias against equity finance;
streamline procedures for
attracting portfolio
Investment (e.g. through
issues of ADRs, etc.)

Design and implement reform a a a a a
5. Public Sector To cushion anticipated of direct and indirect taxes

(a) Rovonue decline in oil-based to widen tax base, simplify
revenues, improve fair- tax structure, reduce tax
ness of tax system, and evasion, and enhance tax
conserve resources used neutrality.2/
to deliver public
sector products and

services.



Page 5.

Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Budget calls for one-third real As improving fiscal a a
Increase in revenues from conditions permit, reform
higher public tariffs (from 3% public sector pricing to
of GDP In 1985 to 4% In 1986), give greater weight to cost-
notably for electricity and based and border parity
petroleum-based products. pricing (as opposed to

flscalist) criteria; intro-
duce cost-based accounting
Into all public enterprises.

(b) Enterprise Increase productivity 1986 budget calls for restruc- Develop detailed action *
Management and efficiency of turing of parastatals in steel, plans on restructuring and/

parastatal enterprises, sugar, fertilizers, and ship- or privatization for four
encourage larger building; follows up on sectors identified, and
private sector role In successful experience with implement them.
future investment and railroads In early 1980s.
production.

Plans to privatize 237 Complete sale or liquidation M A

nationalized companies of 237 small companies
announced In February 1985. already announced for priva-
Twenty sold in 1985. tization.

Reinforce managerial '

accountability for economic
results; Improve efficiency
criteria; grant parastatal
autonomy from budgetary
controls except for

transfers of investment;

subsidies, and financing;
increase transparency of

budgetary subsidies to cover
costs of meeting social and
other non-economic alms.!/

Build upon and extend a a a a

experience with privatiza-
tion and restructuring to

areas such as secondary

petrochemicals.
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Where privatization not C * C C

feasible on political
grounds (such as PEMEX),

encourage joint ventures,
sub-leasing, sub-contracting
and other innovative forms
of private sector participa-
tion.

Government eliminated 25,000 Reduction of parastatal C d C U C

full-time posts throughout employment through
public sector in 1985. attrition.

Adequate wage and salary C C C C

differentiation and produc-
tion Incentives.

CONASUPO reform (See Section
7 on Agriculture).

(c) investment Improve the integra- Planning Secretariat introduce multi-year, inte- C C C C C

tion and efficiency of reorganized in 1985 to merge grated investment budgeting
planning, programming, programming and budgeting and financial programming;
budgeting, financing functions; budget auditing develop uniform procedures
and monitoring; catch- units established at federal for preparation, evaluation,
ing up on backlog of level and In most states during and monitoring of all
critical Infrastructure 1983-85 achieving significant large-scale projects;
requirements; reduce improvements in accountability improve coordination of
investment in areas for Investment spending; public federal, state, and local
best left to private Investment appropriations for investment.2I
sector or where better 1986 to decline by 10% in real
use of existing terms, Including a nearly 25%
capacity could be
achieved.
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

reduction in communications and Actions on low-priority 0
transport. Major steel investments: (a) power: cut
expansion project (SICARTSA 1i) back on distribution invest-
cancelled. ments in non-priority areas,

delay start-up of new
generation projects, slow
construction of on-going
projects, and rely more on
tariff adjustments and
improvements in power system
efficiency to balance supply
and demand2/; (b) fertIll-
zers: cancel construction of
sulphuric and phosphoric
acid plant; (c) secondary
petrochemicals, cancel all
planned projects; (d) steel:
debottlenecking investments
recommended for AHMSA,
FUMOSA and SICARTSA I, but
projects should be postponed
until feasibility studies
completed and reviewed!/;
(e) mining: postpone and
scale down coking coal and
iron ore expansion programs;
(f) transport: scale down
new highway construction and
modernization, while
increasing reconstruction
and maintenance outlays;
reduce investment in new
rail infrastructure; and
postpone major port
Investments, except where
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

firm needs of specific

Industrial clients have been
identified; (g) telecom-

munications: reduce
expansion of local phone

systems from 375,000 to
200,000 annually, deter

purchase of direct
broadcasting satellite and
second earth station, and
scale down future plans for

600 earth stations; (h)
agriculture: shift toward
higher proportions of

current expenditure, princi-
pally for research, exten-

sion, and seed multiplica-
tion; (1) public health:
give greater emphasis to

improvements in existing
capacity which do not
overtax operating resources,
and strengthen linkage of

federal investment to state
plans and specific health
care models; (J) education:

give highest priority to
meeting enrollment demands
and improving school quality
at primary school levels;

support with redirection of
current spending from upper
secondary and higher
education to primary and
lower secondary, especially
In least developed
regions;i/
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

(k) urban transport:
deemphasize investment in

Mexico City and for subways
and scale back planned
doubling of future
investments; curb demand
with realistic tariffs;
(1) water supply: cut back
investment by halt or more

via greater emphasis on
realistic pricing,
rehabilitation,improved
maintenance, the redesign or

elimination of uneconomic

projects, and the scaling
back of investment in the
federal district; (m)
housing: redirect efforts to
benefit neediest.

6. Foreign Direct To attract higher flows Approval for investments In Approve 3-4 high visibility
Investment of foreign direct in-bond industries has been applications for foreign M C

investment to support made virtually automatic in investment on fast-track
restructuring and most sectors. basis.

enhanced export

efforts.
Negotiations with U.S. on a Streamline and, where

bilateral investment treaty necessary, reform labor,
underway, procurement, property,

foreign investment, and
related laws and regulations
affecting the climate for
foreign Investment-./

Adopt internationally
acceptable rules for patents
and copyrights.
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Adopt procedures for

international arbitration of
selected investment
disputes.

7. Agriculture To raise agricultural Since 1985, private sector Redefine role of CONASUPO to *
productivity and allowed to import foodstuffs reduce further scope of its

exports, assure under ceilings determined by control over agricultural
supplies of basic LONASUPO. prices, subsidies and
staples to low-income imports. Focus enterprise

groups at an acceptable efforts on developing
fiscal cost, and welfare norms for consumer
support Government food subsidies, experimenting

security alms. with different delivery
modes.I/

Privatize most storage,

distribution, and
merchandizing of agricultu-

ral products.2/

Improve targetting of N U U

consumer subsidies on small
number of nutritionally
vital products (corn, beans,
wheat, and milk) and on
lower-Income groups. Remove
remaining agricultural
commodities from price
controls./

Eliminate QRs and * * *

consolidate tariffs on
agricultural imports. ISee

Trade Liberalization.1iI

Phase down input price sub- U U

sidies.



Page 1 I

Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Revise agricultural credit * N N N

policies to conform to GIRA
and development bank goals.

(See Financial/Monetary)1 /

Reduce overall staffing in N

Agricultural Ministry;
increase number and salary
of extension agents; raise
spending on research,
extension, and seed multi-
plication.



ANNEX III

MEXICO: Disbursements -Base Scenario
(S million)

flM lii. UZ UM 111 UIQ 9TowL
World Bane 840 727 710 717 723 715 4431
IDB 1 297 175 112 156 186 218 1143

300 300 0 0 0 0 600
Bilaterals 592 1466 1146 1102 1182 1216 6705
Other 249 407 585 729 816 822 3608
Commercial Banks 2179 4223 7144 7357 10738 13268 44911
Total 4457 7298 9697 10061 13645 16238 61396

MEXICO: Amortizations -- Base Scenario
($ million)

198_ 1986 1987 1988 1989 1990 Total
World Bank 380 386 440 446 51:3 609 2779
IDB 114 125 136 171 187 199 932
IMF 0 125 280 479 839 851 2574
Bilaterals 1339 1201 1023 1019 1126 1162 6871
Other 2328 1047 1045 1161 771 1091 7442
Commercial Banks 1733 2094 4356 4790 3227 10351 31551
Total 5894 4978 7_20 8066 11667 14263 52149

MEXICO: Net Flows -- Base Scenario
($ million)

1985 1986 1987 1998 1989 1990 Total
World Bank 460 341 270 271 205 106 1652
IDB 300 175 -280 -479 -839 -851 -1974
IMF 183 50 -25 -15 -1 19 211
Bilaterals -747 265 123 83 56 54 -166
Other -2079 -640 -459 -431 45 -269 -3834
Commercial Banks 446 2129 2788 2567 2511 2917 13359
Total -1437 2320 2417 195 .1977 1976 9247

MEXICO: Debt Outstanding & Disbursed -- Base Scenario
($ million)

1985 1986 1987 1988 1989 1990
"Jorld Bank 3571 3912 4182 4452 4657 4763
I7, I r7 P 1711 1760 1736 171 1720 1739

!F i 3 2733 2903 2623 2141 1310 459
Bilatarals 3975 4240 4363 4446 4502 4556
Other 5258 4613 4159 3727 3772 3503
Commercial Banks 75725 77855 80643 83210 85721 88638
Total 92973 35292 77:' 19704 101682 103657
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MEXCO: Commitments -High Oil Prices Scenario
($ million)

1935 1906 1967 1988 1989 1990 Total
World Bank 900 900 1000 1100 12C3 1203 6300
IDB 250 250 250 250 250 250 1500
IMF 300 700 200 0 0 0 1200
Bilaterals 1120 1198 1282 1372 1468 1571 8012
Other 1049 1635 2092 2383 1890 2266 11316
Commercial Banks 2179 3803 5551 6248 9314 11838 38935
Total 5798 8487 10376 11353 14122 17126 67262

MEXICO: Disbursements -- High Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 840 939 1070 1031 1123 1133 6136
I1B 297 463 252 256 261 265 i793
IMF 300 700 200 0 0 0 1200
Bilaterals 592 1308 1133 1187 1342 1436 6998
Other 24? 827 1422 1956 1629 2043 8125
Commercial Banks 2179 3803 5551 6248 9314 11838 3.3935
Total 4457 8040 9628 10678 13668 16715 63186

MEXICO: Amortizations -- High Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 380 386 440 446 518 634 2804
IDB 114 125 136 171 187 199 932
IMF 0 125 280 479 919 971 2774
Bilaterals 1339 1201 995 965 1048 i24 6673
Other 2328 1047 1075 1243 926 1410 8028
('ommercial Banks 1733 2094 4356 4790 8087 9680 30740
Totl 50Q 4  4978 8282 3094 11685 14013 51951

MEXICO: Net Flows -- High Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 460 553 630 585 605 499 3332
;ZE' I h F 300 575 -80 -479 -919 -971 -1574

183 338 116 85 74 66 861
Bilaterals -747 107 133 22 294 711 325
Other -2079 -220 347 713 703 633 97
Commercial Banks 446 1709 1195 1453 1227 2159 8194
Total -1437 3062 2346 2584 1984 2697 11235



MEXICO: Debt Outstanding & Disbursed -High Oil Prices Scenario
($ million)

1965 1986 1967 1988 199 1990
World Bank 3571 4124 4754 539 5944 6443
IDB 1711 2048 2164 2249 2323 2389
IMF 2733 3308 3228 2749 1830 859
Bilaterals 3975 4082 4220 4442 4736 5047
Other 5258 5038 5385 6098 6801 7434
Commercial Banks 75725 77434 78630 80088 81315 83473
ToVQ1 92973 96035 99380 100964 102948 105645
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Implications of Mexico's Oil Export Prices Averaging US$15/b in 1986/87

In December, when drafting of the work-out paper for Mexico was

begun, our assumption that Mexico's oil export prices would average

US$20/barrel in 1986/87, and climb to US$25/barrel by 1990, seemed if

anything pessimistic. Since then, oil prices have collapsed to around

US$15/barrel. Thus, attention in the Bank and elsewhere has shifted toward

looking at the implications for Mexico's economic prospects of oil prices

at that level or lower. The purpose of this note is to examine briefly

some of the implications of a scenario in which Mexico's oil exports would

be sold at an average price of US$15/barrel in 1986/87, rising slowly to

US$18.60 by 1990. Nevertheless, it should not be taken for granted that

oil prices will necessarily remain at these depressed levels. Some

forecasters, including EPD, are predicting higher average prices for 1986

(US$18/barrel or above), citing factors such as the potential impact of (i)

shutting down high-cost production (such as the "stripper" wells in the

U.S.), and (ii) reassessments by key oil-exporting countries, which could

lead to concerted adjustments in market share and overall production

levels. If they are correct, a moderate recovery in oil prices, perhaps in

the very near future, should not be ruled out.

For every US$1/barrel decline in the average price of Mexico's

oil exports, the country loses approximately US$600 million in export

revenues. Thus, the low-price oil scenario projects that Mexico's oil

exports would decline to US$9.3 billion in 1986, compared with US$12.3
billion under the high-price scenario, for a net difference of US$3.0

billion. Relative to the 1985 oil export level of US$14.8 billion, the

loss in oil export revenues would be US$2.5 billion under the high-price

assumption, but US$5.5 billion under the low-price assumption. In terms of

1985 GNP, the first-order losses represent 1.5% and 3.3%, respectively. In

terms of 1985 fiscal revenues, these losses would be on the order of

6.5% and 14.2%, respectively.

In many respects, the adverse impact of the deeper drop in oil

revenues on the fiscal outlook is even more serious than the implications

for the balance of payments. The 1986 budget approved by the Mexican

Congress had already called for a 7% reduction in real public sector

expenditures which, together with a 1.4% increase in real revenues, would

have led, by the Government's calculations, to a halving of the fiscal

deficit to around 4.9% of GDP. Since real salaries in the public sector

have already declined by about 35% since 1982, the sizeable planned

reductions in expenditures were to be achieved mainly in other areas, such

as cuts in real subsidies and transfers by roughly one-quarter, and by a

nearly 10% reduction in real public investment.

Now, however, further deep cuts in expenditure and some revenue

increases will be necessary. In the projections shown in Annex V, it is

assumed that this fiscal response, together with more rapid structural
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8ummarV Table: Law Oi Price.

_ mi u un n i .1 inn i2ni urn
1 - Production and Prices (annual percentage changes)
Real GDP 4.1 -3.0 3.3 4.5 5.1 5.6
Rea Consu=ptio/cQP 4.4 -7.6 -0.6 1.0 2.0 2.9
Exports Tot {oonst prices) -4.1 7.9 4.9 5 4 4.4 4.5
Exports Non-03l ( ) -9.3 18.9 10.7 11.0 8.5 8.5
Imports Tot ( ) 16.3 -9.9 9 8 13.2 8.2 8.2GDY deflator 57.5 60.5 40.1 18.4 10.2 6.5
Inflation (year-end) 63.5 57.6 24.5 12.5 7.9 5.1
Nominal Exch. Rat. 60.7 87.8 40.1 14.8 5.0 1.9
Eff. Real Exch. Rate 1 5 22.3 5.0 1.9 0.0 0.0
Dom Nom Int Rate (Av public) 48.0 57.0 37.8 22.5 13.2 10.2
2.- Balance of Rayments (as percent of GDP at current prices)
Resource Balance 8.3 4.9 5.0 4.8 4.1 3. 3.5
Net Factor Ss -6.0 -4.7 -5.8 -5 4 -5.1 -4.8 -4.4"urrent Account 2.3 0.1 -0.7 -o.7 -0.9 -1.0 -1,0
Formal Fin. Capital 0,9 -0.8 3.2 2.2 1.9 1.7 1.6
Reserve Accumulation -2.0 2.0 -1.6 -1.1 -0.8 -0.6 -0.6
3 - Public Sector (as percent of GDP at current prices)
Total Revenues 24.4 23.1 24.0 23.9 23.9 23.7 23.9

(Non-oil Taxes) 8.8 9 5 9.7 4.8 9.9 10.0 10.5
(Domestic Oil) 4.7 4.7 5.0 5.0 5.0 5.0 5.0
(Non-tax Non-oil) 3.0 3.0 4.2 4.2 4.3 4.3 4.3

"Programm." Expenditures 14.2 16.0 12.6 12.7 13.2 13 7 13.3
Domestic Interests 6 8 6.5 9.2 5.7 3.5 2.1 1.6
External Interests 5.1 4.2 4.4 4.3 4.0 3.8 3.5
Public Savings -1.7 -3.6 -2.2 1.2 3.3 4.6 5.5
Capital Expenditures 6.8 6,5 5.9 6.3 7.0 7.2 7.2
Deficit 8.5 10.1 8.0 5.1 3.8 2.6 1.7
Increase Liquid Assetts 1.2 1.1 1.1 1.2 1.3 1.3 1.3

Dom Financing 8.0 10.9 5.5 4 3 2 6 1.8 1.0
External Financing 1.7 0.3 3.6 2.0 2.4 2.1 2.0

4.- Savi gs and Investment (as percent of GDP at current prices)
Total Fund Requirements 17.7 18.2 18.6 20 2 21. 6 22.5 23.2

Private Investment 9,8 10.5 11.7 12 6 13.3 14.0 14.7
Public Investment 6.8 6.5 5.8 63 7.3 7.2 7.2
Incr Pub Sect Liq Assetts 1.2 1.1 1.1 12 1 3 1.3 1.3

Total Savings 16.6 18.2 13-6 20.2 21.6 22.5 23.2
Private 18.1 -18.4 17 1 16 7 16.6 16.4 16 3
Public -1.7 -3.6 -2.2 1. 2 3.3 4.6 5.5
External -2.3 -0.1 0.7 0.7 0.9 1.0 1 0
Inflationary Credit 3.6 T.5 1.0 1.5 0.8 0 6 0.4

Memo: Priv Sav/Priv Income 21.0 20 7 19 4 19.4 19.4 19.4 19.4
5 - External Financing, External Debt and Forei nResrvs billion)
Net External Financing 1.6 -1.4 4.5 3 2 3.0 3 0 3.1
Amortizations 0.0 5.9 5.0 ''.3 7.5 10.5 12.3
Gross External Financing 1.6 45 9.5 10.5 10.4 13.4 15.5
Interest payments 10.2 9.3 8 2 8.7 8.9 9.3 9.6
Debt Service (DS) 10.2 15.2 13.8 16 0 16.4 19.8 21.9
External Debt 94.4 93.0 97.5 100.7 103.6 106.6 109.8
Foreign Reserves 6 4 2.9 5.2 6.8 8.0 9.0 10.2
Ext Debt-For Res ("Not Debt") 88.0 90.1 92.3 93.9 95.7 97.6 99.5
6.- Main Creditworthiness ratis (9)
Interests/Exports 33.6 34.3 35.6 -. 29.0 27.4 25.4
DS/Exports 33.6 55.9 55.7 58.7 53.3 58.0 58.1
Net Debt/Exports 289.4 330.2 373.1 344.5 311.6 286.0 263.5
Interests/GDP 6.0 5.4 6.3 6.0 5.7 5.4 5.0
DS/GDP 6.0 8.7 9.8 11.1 10.5 11.5 11.5
Net Debt/GDP 51.4 51.7 66.0 65.0 61.4 56.7 52.3
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Supporting Tables
Table 1: MEXICO: National Accounts (Low Oil Price)

(M~bill, 1960)

1984 1985 1986 1187 1988 1989 19490
Consumption 3256 3478 3286 3342 3455 3604 3794

Private 2955 3149 3007 3048 3142 3271 3441
Public 302 330 280 294 313 333 354

Investment 757 804 760 847 947 1040 1131
Private 443 497 509 564 619 686 757
Public 309 307 251 283 328 354 374

Total Expenditures 4014 4282 4046 4189 4401 4644 4325
Imports 303 353 323 355 401 434 470
Domestic Expenditures 4706 3924 3723 3334 4000 4209 4453
Exports 794 761 321 862 908 948 99:
Gross Domestic Product 4499 46i5 4545 4696 4908 5157 5446
Terms of Trade Effect -217 -241 -370 -388 -400 -410 -421
Gross Domestic Imcome 4223 4444 4175 4303 4503 4747 5025
Foreign Factors :ncome -194 -158 -147 -137 -131 -130 -123
Gross National Product 4306 4528 4397 456-2 4777 5027 5319

TABLE 2: MEXICO; Public Sector (Low Ol Prices)
(vI$ill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Total Revenues 1044 1027 1003 1028 1079 1126 1201

Non-oil Taxes 375 378 405 421 446 475 528
Domestic Oil Taxes 200 208 209 215 225 237 251
Oil Export Tax 113 106 77 77 79 79 79
Non-tax Oil 225 202 136 134 135 131 127
Non-tax Non-oil 130 133 175 181 194 204 216

C urrent Expenditures 1119 1137 1096 975 932 908 923
Consumption (Gen. Gov.) 299 329 275 289 308 328 349
'nterest Payments 509 475 571 430 333 273 255

Domestic 289 289 386 245 15 99 80
External 220 126 185 125 180 179 175

Current Transfers 311 383 249 256 286 301 319
Public Savings -75 -160 -93 53 147 219 278
Capital Expenditures 289 289 240 274 318 344 364

Direct Investment 221 221 192 224 266 290 307
Capital Transfers 68 68 48 49 52 54 58

Deficit 364 449 333 220 171 125 86
Increase Liquid Assetts 50 50 47 51 57 60 63

Domestic Financing 341 485 229 186 118 S3 51
Inflationary Credit 154 155 125 66 37 26 19
Other Domestic Financinz&87 330 104 121 82 57 32

External Financing 73 14 151 85 109 102 99
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TABLE 3: MEXICO: Balance of Payments (Low Oil Price)
($rmill)

111 118 1986 1987 19_ 1990
Exports (Gds & Nfs) 30415 27279 24747 27261 30706 34120 37781

Non-oil 13814 12462 15486 18000 20982 23910 27112
Oil Related 16601 14817 9261 9261 9724 10210 10669

Imports (Gds & Nfs) 16230 18785 !7688 20391 24245 27548 3154
Resource Balance 14185 8495 7058 6870 6462 6572 6627
Net Factor Services -10218 -8257 -8068 -7853 -7939 -8255 -8449
Current Account Balance 3967 237 -1010 -'82 -1477 -1683 -1822
Net Capital -535 -3737 3260 2532 2677 2766 305

Direct Forei-n Investment 391 400 500 600 800 880 968
Formal Financial Capital 1591 -1437 4510 322 2977 2986 3137
Other Capital -2517 -2700 -1750 -1200 -1100 -1100 -1100
Unrepotriated Earnings -1340 -1091 -964 -941 -952 -999 -1013
Other F1ow'1.s -1177 -1609 -796 -259 -148 -101 -82

Change 'n Reserves (-=) -3432 3500 -2250 -1600 -1200 -1083 -1i83
Memo Item.
Reserves $ million) 6400 2900 5150 6750 7950 1033 102:t

TABLE 4: MEXICO: Savings and Investment (Low Oil Price)
(M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Requirements oi Funds 759 807 775 869 974 1070 1165

Private Investment 420 467 488 544 599 666 738
Public Capital Expenditures 239 289 240 274 318 344 364
Incr. Pub Sect Liq Ass. 50 50 47 51 57 60 63

Total Savings 709 807 775 869 974 1070 1165
Private Savings 777 313 713 721 747 779 820

Non-financial 761 805 786 605 640 694 723
Financial 15 13 -73 116 107 35 97

Public Svings -75 -160 -93 53 .47 219 273
External Savings -97 -6 30 29 43 46 48
Inflationarv Credit 154 155 125 66 37 26 19

Memo Item: Inflation 67 63 58 25 12 3 5
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MEXICO: Commitments -Low Oil Prices Scenario
($ rrullion)

985 1986 1987 1988 1989 1990 Total
World Bank 900 900 1000 1100 1200 1200 6300
IDB 250 250 250 250 250 250 1500
IMF 300 700 200 0 0 0 1200
Bilaterals 1120 1198 1282 1372 1468 1571 8012
Other 1049 1635 2092 2383 1890 2266 11316
Commercial Banks 2179 5251 6388 6015 9092 10700 39625
Total .5798 934 1j11 9Q 13900 1987. 67952

MEXICO: Disbursements -- Low Oil Prices Scenario
($ rmallicn)

1985 1986 1987 1988 1989 1990 Total
World Bank .40 99 1070 1031 1123 1133 6 "6
IDB 297 463 252 256 261 265 17Q3

5AF 00 700 200 0 0 0 1200
Bilaterals 592 170a 1133 1187 1342 1436 6998
Other 249 327 1422 1956 1629 2043 8125
Commeroial Banks 2179 5251 6388 6015 9092 10700 39625
ig._tl t4457 9488 10464 10445 13446 15576 6:876

MEXICO: Amortizations -- Low Oil Prices Scenario
(3 million)

12l 1986 1987 1988 1909 19.0 Total
World Bank 380 386 440 446 513 634 2804
MDB 114 125 136 171 187 199 932
IF 0 125 280 479 919 971 2774
Bilaterals 1339 1201 995 965 1048 1124 6673
Other 2328 1047 1075 1243 926 1410 8028
Commercial Banhs 1733 2094 4:56 4164 6863 3101 27311
Total 5894 4978 7 282 7468 10460 12439 48521

MEXICO: Net Flows -Low Oil Prices Scenario
($ millicn)

1985 1986 1987 1,8 I9 110 Total
World Bank 460 553 o30 585 605 499 3332
IMF 300 575 -80 -479 -919 -971 -1574
IDB 183 333 116 a5 74 66 861
Bilaterals -747 107 133 2 294 311 325
Other -2079 -220 347 713 703 633 97
Cormmercial Banks 446 3157 2032 1851 2229 2599 12314
Total -1437 4510 3182 2977 2986 3137 15355
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MZXICO: Debt Outstanding & Disbursed -Low Oil Prices Scenario
(S million)

1905 1996 1987 1968 IM8 1990
World Bank 3571 4124 4754 5139 5944 6443
IDB 1711 2048 2164 2249 2323 2389
IDAF 2733 3308 3228 2749 1830 859
BilateraIs 3975 4082 4220 4442 4736 5047
Other 5258 5C38 5385 6098 6801 7434
Commercial Banks 75725 78882 80915 82766 84995 87593

9Z973 q7483 100665 103642 106628 1C97 5
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adjustment, and slightly increased external borrowing, forms the heart of a
high growth strategic response to collapsing oil prices. Real public
sector expenditures, excluding payments of interest on external and
domestic public debt, would decline by 24% in 1986. These reductions would
fall most heavily on real subsidies and transfers (-35%), but real public
investment (-17%) and consumption outlays (-16%) would also fall
massively. On the other hand, real revenues would decline by only 2%,
despite a nearly 30% real decline in oil-based revenues. The main reason
for the resultant deficit equivalent to 8% of GDP is the assumed higher
interest rates on domestic debt, which will reflect the effects of crowding
out, higher inflation, a higher real exchange rate devaluation, and the
impact of adverse expectations on the public's willingness to hold
government debt.

The gradual restoration of confidence, as the Government made
manifest its determination to coordinate tight fiscal and monetary policies
with accelerated exchange rate devaluation and trade liberalization, would
make possible rapid declines in inflation, real interest rates, and the
public sector deficit after 1986. In the budget, further major spending
cuts would probably not be necessary, because declining interest payments
would produce most of the improvement in the deficit. However, efforts to
redeploy public resources more effectively and efficiently would need to be
ongoing, since major spending increases would not be feasible.

As Table VI-1 reveals, the adjustment process, although greater
under low oil prices than in the high growth, high oil price scenario,
would have unavoidable costs. The foregone oil income would lower
potential GDP growth by perhaps one-half percent annually, and this lower
growth, combined with Mexico's declining terms of trade and still
substantial population growth, would erode average real per capita
consumption levels. However, by 1990, inflation would have been reduced to
very low levels, growth would have recovered to over 5% per annum, and per
capita consumption would once again be on the upswing. And this would be
accomplished with minimal reliance on additional net foreign borrowing,
perhaps about US$3.4 billion annually. This would be only about US$0.9
billion per year more on average than in the high growth, high price
scenario, thus assuring that the stock of real external debt would continue
to decline, and basic creditworthiness indicators would improve, albeit
more slowly. In Table VI-1, other comparisons between the high and low oil
price scenarios are provided.
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Table VI-1: COMPARISONS OF HIGH-GROWTH POLICY OUTCOMES UNDER HIGH (US$20/b)
AND LOW (US$15/b) OIL PRICES ASSUMPTIONS, 1986-1990

(Real Annual Averages or Percentage Shares)

Variable Oil Price Assumption
US$20/barrel US$15/barrel

GDP Growth Rate 3.6 3.1
GDP Per Capita Growth 1.4 0.9

Per Capita Consumption 0.1 -0.5

Inflation (year-end) 21.7 20.1

Public Savings/GNP 2.8 2.5

Private Savings/GNP 17.3 16.6

ICOR 5.6 6.5

Public Investment Growth 5.2 4.0

Private Investment Growth 9.8 8.8

Oil Export Growth 0.0 0.0

Non-Oil Export Growth 11.3 11.5

Import Growth 6.9 5.6
Current Account Balance -0.1 -1.4

(US$ billions)
Capital Flight (US$ billions; 0.1 -0.3
negative is net inflow)

International Reserves 12.7 10.2
(US$ billions in 1990)

Net External Financing Requirements 2.5 3.4

(US$ billions annually)
External Debt 105.6 109.8

(US$ billions in 1990)
External Debt/Exports (in 1990) 256.9 290.5

Debt Service/Exports (in 1990) 59.1 57.9

Fiscal Deficit/GDP 4.1 4.2

Real Exchange Rate Devaluation 4.9 5.5

Direct Foreign Investment 0.8 0.8
(US$ billions)

1/ In nominal U.S. dollars for 1986-87.
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Table VII-I: KEY INDICATORS FOR HIGH GROWTH, HIGH OIL PRICE SCENARIO, 1980-1990

--- Projections----------

Key Indicators 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

GDP Growth Rate 8.3 7.9 -0.5 -5.3 3.5 4.1 -1.0 3.6 4.6 5.2 5.8

GNP Growth Rate 7.8 6.8 -1.3 -5.2 3.6 5.2 -1.1 4.0 4.9 5.4 6.0

GNP/Capita Growth Rate 5.1 4.1 -3.8 -7.6 1.1 2.8 -3.2 1.8 2.6 3.1 3.7

Consumption/Capita Growth Rate 5.5 4.1 -2.2 -9.2 0.5 4.4 -5.6 -0.2 1.1 2.1 3.5

Total DOD (in US$ billions) n.a. 81.0 87.6 91.4 94.4 93.0 96.0 98.4 101.0 102.9 105.6

DOD/XGNFS n.a. 2.8 3.4 3.4 3.1 3.4 3.5 3.3 3.0 2.8 2.6

DOD/GDP n.a. 0.22 0.35 0.57 0.55 0.53 0.65 0.64 0.60 0.56 0.52

Debt Service (in US$ billions) n.a. 11.8 20.1 17.2 16.9 15.2 14.6 16.7 17.7 21.8 24.3

Debt Service/XGNFS n.a. 0.54 0.61 0.50 0.56 0.56 0.53 0.56 0.53 0.58 0.59

Debt Service/GDP n.a. 0.049 0.123 0.121 0.097 0.087 0.098 0.108 0.105 0.117 0.119

Interest/XGNFS n.a. 0.31 0.38 0.37 0.34 0.34 0.35 0.31 0.29 0.27 0.25

Interest/GDP n.a. 0.025 0.046 0.059 0.060 0.054 0.065 0.061 0.057 0.054 0.050

Gross Investment/GDP 0.241 0.257 0.223 0.173 0.166 0.170 0.177 0.192 0.207 0.217 0.222

Domestic Savings/GDP 0.232 0.241 0.166 0.188 0.164 0.148 0.164 0.187 0.206 0.221 0.225

National Savings/GDP 0.206 0.209 0.157 0.145 0.141 0.147 0.160 0.183 0.208 0.223 0.223

Flarginal National Savings Rate 0.309 0.253 -4.157 -0.376 0.030 0.262 1.022 0.750 0.710 0.501 0.347

Public Investment/GDP 0.109 0.117 0.099 0.076 0.068 0.065 0.059 0.066 0.070 0.074 0.074

Public Savings/GDP 0.016 -0.014 -0.079 -0.006 -0.017 -0.036 -0.012 0.012 0.033 0.050 0.055

Private Investment/GDP 0.132 0.140 0.124 0.097 0.098 0.105 0.118 0.126 0.137 0.143 0.148

Private Savlngs/GDP 0.190 0.255 0.245 0.194 0.181 0.184 0.176 0.175 0.173 0.171 0.170

Ratio of Public/Private Investment 0.826 0.836 0.798 0.784 0.690 0.620 0.500 0.520 0.510 0.520 0.500

ICOR 2.9 3.3 n.a. n.a. 4.7 4.2 n.a. 5.3 4.5 4.2 3.8

Export Growth Rate 18.0 13.3 13.7 11.5 10.5 -4.1 6.9 5.3 5.1 5.0 4.3

Exports/GDP 0.126 0.119 0.174 0.195 0.178 0.157 0.185 0.194 0.199 0.202 0.201

Import Growth Rate 31.5 19.5 -37.1 -41.7 19.7 16.3 -7.3 10.5 14.6 8.9 9.4

Imports/GDP 0.135 0.136 0.112 0.094 0.095 0.108 0.123 0.136 0.150 0.157 0.162

Current At-count (in US$ billions) -7.7 -13.9 -5.6 5.2 4.0 0.2 0.5 0.6 -0.3 -0.4 -1.0

Current Account/GDP -0.041 -0.058 -0.034 0.037 0.023 0.001 0.003 0.004 -0.002 -0.002 -0.005

Terms of Trade Index 100.0 99.6 94.3 86.1 85.4 80.4 71.8 70.7 71.5 72.3 73.1
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Table VII-II: KEY INDICATORS FOR BASE CASE SCENARIO, 1980-1990

-- - Projections
Key Indicators 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

GDP Growth Rate 8.3 7.9 -0.5 -5.3 3.5 4.1 1.4 1.7 1.7 2.1 2.1
GNP Growth Rate 7.8 6.8 -1.3 -5.2 3.6 5.2 1.4 1.8 1.7 2.2 2.2
GNP/Capita Growth Rate 5.1 4.1 -3.8 -7.6 1.1 2.8 -0.8 -0.4 -0.5 0.0 0.0
Consumption/Capita Growth Rate 5.5 4.1 -2.2 -9.2 0.5 4.4 -1.3 -0.9 -0.8 0.0 0.0

Total DOD (in US$ billions) n.a. 81.0 87.6 91.4 94.4 93.0 95.3 97.7 99.7 101.7 103.7
DOD/XGNFS n.a. 2.8 3.4 3.4 3.1 3.4 3.7 3.6 3.5 3.3 3.2
DOD/GDP n.a. 0.22 0.35 0.57 0.55 0.53 0.55 0.54 0.53 0.50 0.48
Debt Service (in US$ billions) n.a. 11.8 20.1 17.2 16.9 15.2 14.6 17.5 18.8 22.8 25.9
Debt Service/XGNFS n.a. 0.54 0.61 0.50 0.56 0.56 0.57 0.65 0.65 0.74 0.79
Debt Service/GDP n.a. 0.049 0.123 0.121 0.097 0.087 0.084 0.097 0.099 0.112 0.119
Interest/XGNFS n.a. 0.31 0.38 0.37 0.34 0.34 0.37 0.38 0.37 0.36 0.36
Interest/GDP n.a. 0.025 0.046 0.059 0.060 0.054 0.055 0.056 0.056 0.055 0.054

Gross Investment/GDP 0.241 0.257 0.223 0.173 0.166 0.171 0.167 0.168 0.170 0.170 0.170
Domestic Savings/GDP 0.232 0.241 0.166 0.188 0.164 0.148 0.124 0.125 0.128 0.130 0.128
National Savings/GDP 0.206 0.209 0.157 0.145 0.141 0.147 0.126 0.126 0.127 0.129 0.126
?4rginal National Savings Rate 0.309 0.253 -4.157 -0.376 0.030 0.262 -1.374 0.126 0.186 0.220 -0.017
Public Investment/GDP 0.109 0.117 0.099 0.076 0.068 0.065 0.061 0.062 0.063 0.063 0.063
Public Savings/GDP 0.016 -0.014 -0.079 -0.006 -0.017 -0.036 -0.015 -0.015 -0.011 -0.009 -0.010
Private Iavestment/GDP 0.132 0.140 0.124 0.097 0.098 0.105 0.106 0.106 0.107 0.107 0.107
Private Savings/GDP 0.190 0.255 0.245 0.194 0.181 0.184 0.139 0.140 0.139 0.139 0.138
Ratio of Public/Private Investment 0.826 0.836 0.798 0.784 0.694 0.619 0.575 0.585 0.589 0.589 0.589
ICOR 2.9 3.3 n.a. n.a. 4.7 4.2 11.9 9.9 10.0 8.1 8.1

Export Growth Rate 18.0 13.3 13.7 11.5 10.5 -4.1 1.4 1.5 1.5 1.2 1.4
Exports/GDP 0.126 0.119 0.174 0.195 0.178 0.157 0.148 0.149 0.152 0.151 0.151
Import Growth Rate 31.5 19.5 -37.1 -41.7 19.7 16.3 -11.1 -0.6 0.4 2.2 2.2
Imports/GDP 0.135 0.136 0.112 0.094 0.095 0.108 0.100 0.101 0.101 0.101 0.101
Current Account (in US$ billions) -7.7 -13.9 -5.6 5.2 4.0 0.2 -0.4 -0.3 0.2 0.3 0.4
Current Acount/GDP -0.041 -0.058 -0.034 0.037 0.023 0.001 -0.002 -0.002 0.001 0.002 0.002
Terms of Trade Index 100.0 99.6 94.3 86.1 85.4 80.4 71.8 70.7 71.5 72.3 73.1
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MEXICO: Medium Term Growth Strategy ,

Overview A,-

1. Mexico must complete the stabilization of its economy which was

sidetracked in 1985. Moreover, the country faces acute structural problems,',.. ,,

including an oversized and inefficient public sector, an overly oil-dependent

export sector, weak international competitiveness in most non-oil industries(A -St)

a dualistic structure of agricultural production, extreme inequality in(Sr e

income distribution and capital endowments interpersonally and

interregionally, and excessive indebtedness. Under the best of

circumstances, the reforms needed to overcome these problems will require a

decade or more to implement, and will place great strain on a political

system already under siege for its lack of openness and past economic

mismanagement.

2. Prospects for summoning the political resources needed are highly

uncertain. Yet, a timid or stand-pat approach to reform would carry with it

different political risks, namely that the economy, mired in stagnation,

would no longer deliver improvements in employment and in standards of

living. If this perception became generalized, Mexico's governing party

could offer little to the disaffected, and often opposed, interest groups now

gathered under its wing that would induce their continued allegiance to the

present system.

3. Overhanging these medium-term difficulties is the recent collapse

in oil prices, which has lowered the average price for Mexican crude from

US$25.50/b in 1985 to a current average of just around US$16/b, and the
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extreme instability of world market conditions. With painful dislocations,

Mexico could probably cope with a moderate near-term decline in the price of

oil. But, absent the initiation of sweeping reforms during 1986 and a

willingness by creditors to furnish quickly an additional US$5 billion or so

in net external financing, a sustained fall of US$7-10/barrel would likely

entail the need for some form of debt relief to stave off financial

insolvency. Ultimately, Mexico might opt for a radical change in policy

direction, especially if it felt unable to break out of its stabilization and

structural dilemmas.

Economic Performance in Recent Years

4. Since the mid-1970s, Mexico has experienced two major economic

crises, characterized by increasingly erratic economic growth, rising

inflation, a burgeoning and overly interventionist public sector, an

exhaustion of inward oriented growth opportunities, a boom in oil followed by

a collapse in oil export prospects, a rising burden of external debt, and

massive capital flight. Table 1 shows selected economic aggregates

illustrating the roller-coaster nature of economic trends over the past

decade, and the greater severity of the current crisis which began in 1982.

5. In response to this latest crisis, the Administration of President

de la Madrid acted promptly to recover domestic and external confidence from

the moment it took office in December 1982. A three-year Extended

Arrangement was signed with the IMF calling for massive adjustments in the

fiscal deficit, the exchange rate, and interest rates. The arrangement also

called for the implementation of structural reforms in the public sector, the



Table 1: MEXICO - Summary of Key Macroeconomic Aggregates, 1978-1985

(percentages)

Estimated
1978 1979 1980 1981 1982 1983 1984 1985

GDP Growth Rate 8.3 9.2 8.3 7.9 -0.5 -5.3 3.5 4.0

Debt/Export Ratio 1/ 2.8 2.3 2.6 2.7 2.9 3.5 2.6 2.5

Interest/Export Ratio 2/ 20.2 21.7 27.4 31.1 37.8 36.5 31.0 33.3

Total Debt/GDP 3/ 29.6 25.7 21.9 21.8 35.0 57.1 45.5 38.4

Interest Payment/GDP 4/ 2.2 2.5 2.4 2.5 4.6 5.9 5.4 5.0

Debt Service Ratio 5/ 64.7 74.1 56.0 54.3 60.7 50.0 43.4 75.1

Terms of Trade (80 = 100) 81.9 86.8 100.0 99.6 94.3 86.1 85.4 84.3

Import Growth Rate 6/ 23.6 30.1 31.5 19.5 -37.1 -41.7 19.7 15.0

Export Growth Rate 23.5 16.4 18.0 13.3 13.7 11.5 10.5 -4.1

Current Account Balance -2700 -4870 -7700 -13900 -5600 5200 4000 450
(US$ millions)

1/ Total debt including short-term/exports goods and NFS; absolute ratio.
2/ Total interest payments to exports goods and NFS.
3/ Total debt including short-term/GDP.

4/ Total interest payments/GDP.
5/ Total interest and amortization on medium and long-term debt, divided by exports of goods and

non-factor services.
6/ Real growth rates in 1980 prices.



- 3 - / CONFIDENTIAL

exchange rate system, and foreign trade policy, although these were not made

performance criteria.

6. Over the next two years, major progress toward stabilizing the

economy was achieved. However, by and large, the adjustment process focussed

on short-term stabilization measures, leaving aside deeper structural

problems. Moreover, the stabilization program itself began getting off track

toward the end of 1984. The delays in implementing structural reform,

particularly the failure to open the economy by lowering effective

protection, contributed to the deviation from program targets. Restrictive

monetary policies led to high accumulations of foreign reserves during the

first nine months of 1984. The lack of traded goods arbitrage imposed an

additional burden on monetary policy. Imports now constituted less than 8%

of gross domestic expenditure (compared with nearly 16% in 1981).

Inflationary pressures were also regenerated by an easing of monetary and

fiscal policies from October 1984 onward and a stronger-than-expected

recovery of private sector growth. Delays in adopting needed exchange rate

and interest measures led to a reappearance of capital flight in late 1984

and a rapidly-deteriorating trade and balance of payments performance during

1985. By mid-1985, Mexico had fallen out of compliance with four of the

seven performance criteria (including the size of the fiscal deficit and net

Central Bank credit to the public sector) established under the EFF program.

Drawings were suspended, starting in July, and the program expired in

December 1985. During the second half of 1985, economic growth has begun to

slow from its 6-7% annual rate of June 1984-June 1985, in part because

crowding out had raised real annual borrowing rates for the private sector to

more than 20% in the free credit market.
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Capital Flight

7. Large-scale capital flight was a significant factor leading up to

Mexico's balance of payments difficulties in the early 1980s. Indeed, in

absolute terms, no country has suffered more from this phenomenon than

Mexico.

8. In the late 1970s, a rapid growth in public spending and deficits

fueled mounting inflation. Once it became clear the Government would not

reverse its expansionary policies quickly, the exchange rate came under

strong pressure. A surge of official borrowing in 1980-81 helped support the

rate for a time, but mounting speculative attacks and rising international

interest rates drove the cost of foreign borrowing to unsustainable levels.

When, in 1982, the Government decided that interest rates on U.S. dollar

deposits in local banks had risen to unacceptable levels, it declared the

forcible conversion of these deposits into peso assets at an unfavorable

exchange rate. Rates on domestic peso deposits were also frozen at sharply

negative real levels. Waves of capital flight soon led to currency controls,

massive devaluations, and a unilateral moratorium on foreign debt service.

Between 1979 and 1982, the Bank estimates capital flight from Mexico averaged

U$6-7 billion yearly.

9. Since 1982, confidence has been partially restored by the

Government's stabilization policies. Capital flight has declined to

US$1-2 billion yearly. Nevertheless, there have been comparatively short

periods of time (notably between December 1984 and July 1985) during which

capital flight assumed major proportions once again, when government policy

was perceived as shifting toward incompatible fiscal, monetary, and exchange
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rate positions. Since September 1985, capital flighe apyears to have

subsided to a trickle, as the government has adopted increasingly flexible

exchange and interest rate policies. Overall, it is estimated that capital

flight since 1979 was equivalent to nearly one-third of Mexico's total

outstanding external debt, or around US$30 billion.

Recent Government Measures

10. The authorities have acknowledged that serious slippages in policy

occurred during the past year, and during the course of 1985 adopted various

measures to deal with the crisis. In July 1985, a courageous decision was

taken to eliminate QRs covering 40% of merchandise imports, raising the total

share of imports freed from QRs to around 62% (in 1984 import values). Many

of the QRs thus removed were replaced with tariffs and reference prices so as

to maintain implicit effective protection approximately unchanged. A

bilateral trade agreement with the U.S. was also concluded in 1985. The

agreement calls for a phase out of Mexican export subsidies in exchange for

the extension of "injury clause" provisions to U.S. countervailing duty cases

brought against Mexican exports. In November 1985, Mexico formally applied

for membership in the GATT after contentious public debate.

11. The Government's actions were not limited to the area of foreign

trade. About 25,000 full-time positions were abolished in the public

sector. And plans to privatize some 237 small nationalized companies were

announced. (About 20 firms, worth US$27 million, have been sold to date). A

nearly 20% devaluation of the controlled exchange rate was carried out, and

the daily crawl, which was fixed at MexS33 pesos prior to July 25, was

allowed to vary thereafter according to the Government's assessment of supply

and demand developments. In practice, the rate of depreciation has
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accelerated from a 40% annual rate in JanuaryX -Apri 1985to a 100% annual

rate in December-January. (As of mid-February, the spread between the

controlled and free exchange rates was around 25%, down from as much as 60%

during 1985). Central Bank intervention in the free exchange market, which

contributed to a nearly US$3 billion loss in foreign reserves during 1985,

appears to have diminished sharply since September.

12. For 1986, the authorities presented last November an austere budget

aiming to virtually halve the fiscal deficit to 4.9% of GDP. This would be

done mainly via sharp cuts in transfers and subsidies, smaller reductions in

investment, a surcharge on upper-income taxpayers, and large adjustments in

official prices and tariffs, some of which -- for oil, gas, power, sugar,

tortillas and milk--were recently announced. (In light of the recent

collapse in oil prices, the Government is reviewing its budget for 1986, but

no details are yet available on what contingency measures might be adopted.

The revenue loss could rise to as much as 2.5% of GDP, based on US$15 per

barrel oil in 1986). A start toward rationalizing parastatal operations in

the steel, sugar, fertilizers, and shipbuilding sectors during 1986 has also

been promised. (The Bank is currently discussing a sectoral project for

fertilizers, and a technical cooperation project in support of management

reforms in public sector companies). Broader reference was made in the

budget to possible reform of the state-owned agricultural marketing company

(CONASUPO) and the agricultural credit bank (BANRURAL).

13. Wage negotiations concluded in December led to a 32% increase for

the first half of 1986, slightly above the rate of consumer price inflation

since the previous wage hike in July 1985. Prior to the oil price decline,
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concern was already being expressed that the recent semi-annual wage

adjustment was high in relation to the Government's 12-month inflation goal

of 45% for 1986.

13. Beginning within the next 12 months, the Government has agreed in

principle to undertake a multi-year program of measures to phase out

non-agricultural quantitative restrictions, reduce tariff dispersion, and

issue regulations for a modern anti-dumping law. The World Bank is

considering support for such a program of trade liberalization through one or

more quick dusbursing policy loans to assist Mexico in the financing of

additional imports that would result before sufficient additonal non-oil

export responses can reasonably be expected. The liberalization of

quantitative restrictions on agricultural imports together with related

pricing, subsidies and marketing reforms may similarly be supported by the

World Bank at a later date.

14. To complement the Government's trade liberalization intentions,

further stabilization measures will be needed, including: (i) management of

the exchange rate so as to achieve full exchange rate unification and a

gradual recovery of depleted foreign reserves; and (ii) significant interest

rate adjustments to achieve the reduction in credit subsidies targeted in the

budget, reverse financial disintermediation, and support overall exchange

rate and balance of payments objectives. At this point, progress toward

structural reform in Mexico must still be considered incipient.
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Negotiations with the IMF

15. Negotiations on a new IMF stand-by program are proceeding, but it

is still too early to predict when an agreement might be reached. If

concluded, the stand-by would provide additional resources amounting to

around US$900 million during 1986-87. On Governmental assurances that it

intended to reach agreement on a new 1986 stand-by, the Fund recently

advanced US$300 million of that amount to assist Mexico in coping with the

aftermath of the September 1985 earthquakes. Discussions between the staff

of the IMF and the Bank have been underway in recent months with a view

toward achieving the appropriate harmonization of views on Mexico's economic

prospects and policy requirements.

Medium-Term Growth and Creditworthiness Objectives

16. For four decades (1940-81), the Mexican economy expanded at an

average annual rate of 6% in real terms. Per capita GNP rose by 2.6-2.7%

annually. But since 1982, average real annual economic growth has slowed to

a mere 0.3%, while real per capita incomes have slipped an average of -2.3%

annually. Although output accelerated to nearly 4% per annum during

1984-85, this recovery was premature and not sustainable, given the

incomplete nature of the adjustment process. Because of the urgent need to

resume vigorous stabilization, economic growth is expected to be negligible,

or possibly negative, in 1986. This is less a reflection of balance of

payments constraints (assuming an average oil export price of US$20/barrel,

external debt is projected to rise by US$3 billion this year, two thirds of

which would be used to replenish depleted reserves) than of the short-term

recessionary effects likely to accompany the large-scale adjustments in

fiscal, monetary, and exchange rate policies anticipated.
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17. However, after 1986, a gradual return to a per capita income growth

rate close to the pre-1982 average would be a reasonable target. Since by

the end of 1986, real per capita incomes are likely to be at least 10% below

their peak level of 1981, even growth of 2.7% annually would postpone full

recovery of 1981 living standards until around 1990. Now that the population

growth rate has trended downward sharply since the late 1970s (from 3.5% to

2.4% per annum, presently), restoring traditional per capita income growth

could be achieved with a growth rate of output in 1987-90 of 5% annually.

Given the heavier burden of foreign and domestic indebtedness today compared

to the 1960s and 1970s, slower projected international growth, and the

probability that Mexico will need to pursue cautious fiscal and monetary

policies throughout the remainder of the 1980s, the economy probably could

not grow much above 5% per annum on average in the medium term, even if

additional external resources were available.

High Growth (With Adjustment) and Base Case (Without) Scenarios

18. Starting from a target rate of real per capita GNP growth of 2.7%

annually during the period 1987-90, a scenario with policy adjustment (high

growth) was developed and contrasted with a scenario in which no major policy

adjustment occurs (base case). In both scenarios, the price of oil was

assumed to be US$20/barrel in 1986/87. The principal elements of the two

scenarios are provided in Annex I and summarized in Table 2 below.
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Table 2: COMPARISON OF BASE AND HIGH-GRWH CENARIOS, 1987-90

(Real Annual Averages or Percentage Shares)

Variable Scenario

Base High-Growth

GNP Growth Rate 2.5 5.1

GNP Per Capita Growth 0.2 2.7

Per Capita Consumption Growth 0.1 1.4

Inflation 81.0 18.0

Public Savings/GNP (share) -0.8 4.2

Private Savings/GNP (share) 13.5 16.3

ICOR 6.7 4.0

Public Investment Growth (1985=base year) 0.7 5.5

Private Investment Growth (1985=base year) 1.6 9.1

Oil Export Growth 0.0 0.0

Non-oil Export Growth 3.8 11.3

Import Growth 1.6 10.4

Current Account Balance (US$Billions) -0.2 0.0

Capital Flight (US$Billions - negative 1.3 -0.2

is net inflow)

International Reserves 4.7 12.2

(US$Billions in 1990)

External Debt/Exports (share in 1990) 280.0 220.0

Debt Service/Exports (share in 1990) 71.0 54.2

Fiscal Deficit/GDP (share) 7.0 2.9

Real Exchange Rate Devaluation (1986-90) 1.7 5.2

Net External Financing Requirements 2.3 2.3

(US$Billions annually over 1986-90)

External Debt (US$Billions in 1990) 104.5 104.1

Real Interest Rate -13.2 3.0

(Public Sector Internal Debt)

Direct Foreign Investment (US$Billions) 0.6 0.8

19. The focus in Table 2 is placed quite deliberately on the period

after 1986. Ignoring 1986 for all but a few variables (such as financing

requirements, real public and private investment growth, etc.) brings out

more clearly the benefits of high quality, versus mediocre, policy

performance, benefits which will not be seen in certain key performance

areas for at least a year. The high growth scenario assumes a much faster

reduction in the size of the fiscal deficit (average of 2.9% of GDP during

1987-90, compared with 7.0% in the base case); more rapid real exchange rate

devaluation (5.2% versus 1.7% per annum); significant import liberalization,

which in turn helps bring about faster growth in both real imports (10.4%



- 11 - -CONFIDENTIAL

vs. 1.6% annually) and non-oil exports (11.3% vs. 3.8%); improvements in

public sector management and other efficiency-enhancing measures, leading to

a lower ICOR (to 4.0 vs. 6.7); and a reduction in interest rate and credit

controls (as reflected in positive average real interest rates of 3% on

public domestic debt securities vs. -13% in the base case).

20. As a result of these and other policy reforms detailed below,

incentives to invest are higher than they would be otherwise (real annual

private investment growth of 9.1% vs. 1.6%). Capital flight would come to a

halt (a modest return flow of $240 million per annum is projected under the

high case after 1986 vs. average outflows of US$1.3 billion annually in the

base case) and direct foreign investment would rise (average US$0.8 billion

yearly vs. US$0.6 billion). Real GNP growth is consequently faster (5.1%

annually vs. 2.5%); inflation is lower (18.0% annually vs. over 80%); the

burden of external debt is reduced (the stock of debt would fall by 1990 to

220% of exports of goods and non-factor services vs. 280% in the base case;

similarly, in the high case, debt service would decline to 54% of exports by

1990, but would remain around 71% in the base case); and foreign reserves are

rebuilt (US$12.2 billion in 1990 vs. USS4.7 billion).

21. Since even in the high growth scenario, overall real export growth

is expected to be quite modest (5.8% annually) in light of the depressed

outlook for international oil sales, the major source of additional growth

(about 2.5% annually) would, by necessity, have to derive from increased

efficiency, not only in the allocation of n_ ' investment resources, but also

in returns on the existing capital stock. This may not be an unreasonable

supposition. For one, major additions to the infrastructure of roads, ports,
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electric power facilities, schools, etc. were started during the boom years

of the 1970s and early 1980s. Many have now been completed, although far

behind their original schedules. The potential for achieving greater returns

on these investments through better maintenance, selective complementary

investment, and faster overall growth in the economy is large. The draft

Public Sector Investment review noted that "it should be possible to sustain

the targetted growth rate with a lower level of public investment than in the

past" because of "the considerable scope for savings and rationalization in

most sectors". The report highlighted: (i) reforms in pricing policy to

reduce the wasteful use of, and excessive growth in, the demand for public

services; (ii) the need for strengthening institutions and investment

processes to achieve better planning, sounder allocation, and higher returns

from new investments; (iii) the ample short-term prospects for reprogramming

investment resources from low-priority projects in areas such as power,

fertilizers, secondary petrochemicals, coking coal, iron ore, etc. to higher

priority uses, such as education, and, possibly, petroleum recovery; and (iv)

the desirability of selectively increasing current expenditures for the

hiring of health and education professionals, and, in agriculture, for

research and extension services. Major gains in the productivity of both the

public parastatals and private sector enterprises should also be possible

inter alia through trade liberalization, privatization (or, where this is not

politically feasible, through reforms in public enterprise management,

procurement practices, and incentives), and via simplified rules for foreign

direct investment. In the next section, the policy underpinnings of the base

case and high growth scenarios are explained in greater detail.
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Base Case Policy Assumptions W

22. The base case represented herein assumes a policy posture of

"muddling through". It offers no real and lasting solution for Mexico's

structural economic problems and little or no improvement in basic

creditworthiness indicators. GDP growth is very modest and the entire

economic system remains fundamentally unstable and extremely vulnerable. A

return to the chaotic and disastrous spending and borrowing policies of the

early 1980s is, obviously, no longer feasible, since the oil bonanza has now

turned to an oil bust, availabilities of foreign and domestic borrowed

resources will continue to be far lower for the foreseeable future than

previously, and expectations (capital flight, disintermediation, etc.) would

react quickly and negatively at the first signs of any major relaxation of

policy effort. Hence, the base case must take into account the severe

resource and other constraints that will likely limit policymakers' room for

maneuver, no matter what direction they may wish to take.

23. Hence, the base case assumes that policymakers try, but fail to

achieve their 1986 goals for reducing inflation and the fiscal deficit.

Stabilization efforts remain in a holding pattern during 1987-88, when

attentions shift to the selection of a new president and his cabinet. In

1989-90, half-hearted stabilization efforts bring about mild improvement in

performance, but only sufficient to prevent real per capita consumption from

slipping even further below already dismal levels. Constant balance of

payments pressures stemming from depressed oil export earnings, capital

flight, and weak non-oil export performance lead the government to tighten up

on quantitative import restrictions. The abandonment of plans to open the

economy, which was to have led the way to the adoption of related reforms in
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agriculture, public sector management, and the financial sector, among

others, closes the door on attempts during this period to carry out

structural adjustment.

Policy Priorities in the High Growth Scenario

24. The high growth scenario, on the other hand, offers the perspective

of rapid progress towards financial stability and the restoration of

sustainable growth with a marked improvement in basic creditworthiness

indicators by 1990. Like in the base case, the oil export price assumption

is US$20/b in 1986 and 1987, followed by modest increases to almost US$25/b

by 1990. Under these oil price assumptions Mexico can deal with her deep

structural problems within a medium-term time frame, provided all policies

are fully consistent with the requirements of the high growth scenario, which

rests principally on three major developments:

(i) stabilization of the economy, in the sense that (a) currently

adverse trends in inflation, non-oil exports, private

investment, capital flight, financial disintermediation,

and international reserves would be reversed, and (b) access

to voluntary international commercial lending would be

restored by the end of the decade;

(ii) a rate of real non-oil export growth of 11.3% annually, more

than twice the average rate attained over the past six years;

and
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(iii) a significant improvement in capacity utilization, the

efficiency of new investment, productivity growth, etc., so

that the ICOR could move downward to about 4.0 by the end of

this decade.

25. To meet these goals, Mexico will need to focus its efforts in

seven key areas: reduction of the fiscal deficit, unification of the dual

exchange rates, liberalization of external trade, relaxation of interest rate

and credit controls, major improvements in public sector management

(including reforms in taxation and pricing, the restructuring and

privatization of parastatals, and improvements in investment planning and

execution), liberalization of foreign direct investment procedures, and the

deregulation of agricultural pricing, marketing, import, and credit

policies. Stabilization would be achieved principally through actions in the

fiscal, exchange rate, trade, and monetary areas. Non-oil exports would be

promoted mainly by stabilization measures, especially rapid action to lower

effective import protection and phase out export controls, and through

improvements in the management of the nationalized banks and parastatals,

better definition of and further relaxation in the rules for private foreign

investment, and measures to stimulate agro-business exports. Lastly, lower

ICORs would be attained through economic recovery and the structural reforms

in trade, public sector management, the financial system, agriculture, and

policies toward foreign direct investment. Specific policy proposals in each

of these areas are summarized in the policy matrix (see Annex Ii), and

discussed briefly below.
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Stabilization

26. At the heart of why stabilization got off course in Mexico was the

failure after 1983 to achieve continuous reductions in the size of the fiscal

deficit. The goals of the 1986 budget are ambitious and, if reasonably

fulfilled, would be a major step toward fiscal stabilization. But given the

track record of the past two budgets (wherein significant reductions in the

deficit were promised but not delivered) as well as the approach of a new

political season, there was widespread skepticism, even before the collapse

in oil prices, that the Government would come close to, let alone fulfill,

its budgetary targets. Conclusion of a new IMF stand-by rapidly would

strengthen the credibility of the Government's fiscal plans (although even

this was not sufficient to prevent significant deficit overruns in 1984 and

1985). As the revenue projections for 1986 were based on an oil price

assumption of $22.50/bl, while a substantially lower average price for the

year now seems highly probable, even the high case scenario projects a fiscal

deficit for 1986 somewhat higher (6.6% of GDP) than the official target of

4.9%. Obviously, any significant deviation would be damaging in terms of its

adverse impact on public confidence, inflationary expectations, and Mexico's

ability to raise additional external funds.

27. To reduce crowding out rapidly and achieve major improvements in

creditworthiness indicators, further reductions in the deficit will be needed

in 1987 and beyond. Lowering the deficit from its current average (1983-85)

of 9.3% of GDP to an average of 2.9% of GDP in 1987-90 would be consistent

with those objectives.

28. Nor would a strong fiscal program suffice. To remove the

distortions that a significant gap between the controlled and free exchange
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rates generates, and to assure that financial savings mobilization rises from

its currently low levels (bank intermediated savings have now declined to

roughly 1972 levels in real terms), parallel action to unify the exchange

rate and to ease controls further over domestic interest rates will be needed

to complete a credible policy package.

Non-oil Export Promotion

29. Non-oil export earnings averaged about $13 billion annually in

1984-85, or roughly 45% of exports of goods and non-factor services.

Merchandise exports--mainly auto parts, machinery, agricultural commodities,

and livestock--constituted about half of all non-oil exports, tourism

(including border trade) another quarter, and in-bond factory exports about

one-tenth. Growth of earnings from in-bond factories has been steady and

spectacular, averaging about 25-30% annually since 1982. But regular

manufactured export growth has been erratic (earnings declined by more than

10% in 1985, after increasing by more than 20% in 1984)1/ while tourism

earnings have stagnated.

30. Export promotion must rely importantly on stabilization (especially

early exchange rate unification) to rebuild confidence, restore the

incentives to invest, and remove the lure of speculating in lieu of expanding

export activities. But reforms enhancing industrial and agricultural

efficiency, on the one hand, and encouraging higher levels of private foreign

investment, on the other, are also needed. Industrial and agricultural

competitiveness is low (industrial productivity actually decreased at an

1/ Export statistics may be understated, reflecting underinvoicing for

capital flight.
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average annual rate of 0.7% annually between 1970-1982, according to a recent

Bank study) due to years of excessive protectionism, overregulation of

markets, and overexpansion of some inefficient parastatals. Trade

liberalization has so far concentrated on making the instruments of

protection more transparent, but has not yet led to any meaningful reduction

in effective protection. Achieving this reduction will require concerted

action to (i) phase out most remaining import prohibitions, QRs, and import

reference prices (still significant for consumer goods, key agricultural

commodities, and major industrial inputs); (ii) consolidate and lower tariff

rates; and (iii) reform industrial promotion decrees, public procurement

laws, and anti-dumping policies that might otherwise undermine the

effectiveness of import liberalization.

Efficiency (Lower ICORs)

31. Clearly, the measures discussed above contribute in various ways to

increase investment efficiency. Three additional measures would be helpful:

(i) reform of the tax system, (ii) reform of public pricing (particularly for

goods used in the production of tradeables), and (iii) rationalization of

public investment. Tax reform is needed to reduce perverse incentives to

borrow rather than equity finance, and to adopt excessively capital-intensive

production solutions (e.g., through currently overly-generous capital

depreciation allowances). The Government has requested IMF technical

assistance to reevaluate the tax system; a final report is expected shortly.

Pricing of controlled tradeable products inside and outside the public sector

needs to take greater account of border parities (adjusted for differences in

product quality), and not only fiscal, inflationary, and welfare criteria.

Through border parity pricing, wasteful investment could be avoided and
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international competitiveness enhanced (e.g. PEMEX feedstocks are 
sold in

Mexico at half the level of world prices, encouraging overinvestment in

secondary petrochemicals and fertilizers, while SICARTSA steel, which costs

twice as much as imported steel from Korea and is of generally inferior

quality, hampers the emergence of competitive auto, parts, and machinery

industries.)

32. Finally, public investment, around 6% of GDP in 1986, has fallen

even below the relative levels of the pre-oil boom mid-1970s. There may be

some scope for increasing this level modestly over the next five years to

reduce any backlog of investments in areas such as petroleum,
2/ to

accommodate higher rates of utilization that could emerge from accelerated

growth, and to increase investment in human resources, where cutbacks in

recent years have been especially severe and the demand for educational

services has continued to far outstrip available supply.

33. Unfortunately, public investment planning and implementation

procedures are seriously deficient. These deficiencies will need to be

corrected, in tandem with pricing reforms and enterprise rehabilitation, to

assure the prudent use of any additional investment. Currently, in many

areas of the public sector, there is a lack of sound procedures for preparing

and evaluating new projects. There is no integrated public investment

program and no multi-year approach to investment planning. (During the

recent preparation of the Public Sector Investment Review, it gradually

became evident that the Planning and Budgeting Secretariat was unaware of a

large number of investment projects underway in urban water, transport, and

2/ A major difficulty for the Bank in assessing past public investment and

future needs is the lack of information on PEMEX investments.
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related areas, even though these were federally financed). The emphasis is

on expansion into new capacity, rather than maintenance and better

utilization of the existing capital stock. Duplication and waste, due to

inadequate coordination within the federal government, as well as among

local, state, and national governments, are still significant. There are

also weaknesses in reconciling investment plans with available finance, and

no systematic methods for anticipating the impact of proposed investments on

future operating costs. Finally, there are a number of specific projects and

sectors where public investment might be usefully postponed or cancelled

without adversely affecting growth prospects. These are detailed in the

policy matrix (Annex II).

Domestic Savings Trends in Relation to Investment Financing and Interest

Payments on Foreign Debt

34. In economic analytical terms, the net effect of all these policies

and actions would be to increase the share of domestic savings in gross

national product from 18.1% in 1985 to 22.9% in 1990, and thus to reduce

dependency on foreign savings for the financing of investment. Another key

indicator of improvement in basic macroeconomic performance is the relative

share of domestic savings and foreign savings (net foreign capital inflow) in

the financing of Mexico's interest payments on foreign debt and domestic

investment (public and private). The projected evolution of these relative

shares under the high and the base case scenarios is presented in Table 3

below:
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Table 3: DOMESTIC SAVINGS IN RELATION TO DOMESTIC INVESTMENT AND INTEREST
PAYMENTS ON EXTERNAL DEBT IN HIGH GROWTH AND BASE SCENARIOS

(Percentage of GNP)

Net Factor Domestic Savings as Share of

Investment Payments Savings Investment + Interest

(1) (2) (3) (3)
(1) + (2)

High Base High Base High Base High Base

1984 17.6 17.6 4.5 4.5 16.5 16.5 74.7 74.7

1985 18.0 18.1 3.5 3.5 18.1 18.1 84.2 83.8

1986 17.9 17.1 3.5 3.4 18.4 16.7 86.0 81.5

1987 19.1 17.2 3.3 3.2 19.8 17.1 88.4 83.8

1988 20.4 17.2 3.0 3.1 21.3 17.5 91.0 86.2

1989 21.2 17.2 2.8 2.9 22.3 17.6 92.9 87.6

1990 21.8 17.1 2.5 2.7 22.9 17.7 94.2 89.4

Key Sectoral Reforms

35. The key sectors where policy reform needs to be focused include

industry, agriculture, the financial sector, and foreign direct investment.

In the following paragraphs, the relevant policy goal are discussed in

greater detail.

Industrial Reform

36. In the industrial sector, a large share of heavy industrial and

basic goods output is accounted for by parastatals such as PEMEX, SIDERMEX,

the Power Commission, etc.,some of which are internationally uncompetitive

and retain legal monopolies over the production and sale of key inputs.

These inputs are of often irregular quality and high cost, while delivery

schedules are unreliable. Wider access to imported inputs is critical to the

survival of downstream industries hoping to compete in an open economy, yet

liberalization would almost assuredly lead to economic ruin for many
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parastatals, unless parallel efforts to restructure and rehabilitate them are

pressed forward. Direct state controls over credit allocation and over the

financial system, generally, are another obstacle to restructuring the

economy for growth.

36. Privatization of many paratatals might achieve the best final

result, but given the Government's preference to retain ownership of most

medium and large-scale parastatals, enterprise rehabilitation and reform may

be the most politically feasible approach. Presently, there is a need for

quick follow-up to the government's announced plans to restructure

parastatals in shipbuilding, steel, fertilizers, and sugar, and for an

extension of this process to CONASUPO, the nationalized commercial banks, the

state-owned development banks, and other parastatals. On the other hand, the

announced plan to privatize 237 smaller nationalized companies has gotten off

to a reasonable start (especially with the recent sale of a national chain of

hotels), but needs to be dynamized, perhaps by setting a deadline for

completion of all sales or liquidations by, say, the end of 1987.

38. With respect to the industrial promotion decrees, only two are in

effect currently, for automobiles and pharmaceuticals. A third for computers

will be adopted shortly, and at least eight more are in the works. These

decrees essentially grant a combination of tax write-offs, subsidies, market

reserve guarantees, drawback privileges, and quantitative import restrictions

whose overall effect is to grant qualified companies a monopolistic or

oligopolistic position in the domestic market in exchange for certain

performance guarantees. The result has been a rapid growth in foreign and

domestic investment in these industries, creating jobs and income. But the

productivity of investments promoted by these decrees has often been low.

(For example, despite its position next to the world's largest auto market,
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Mexico sells negligible numbers of cars and trucks to the US). Ideally,

these decrees should be reviewed and, where necessary, scaled down within a

defined time period. Lacking this, it would be necessary, at the very least,

to amend those provisions of the decrees which might obstruct liberalizing

imports in these sectors, notably the quantitative import restrictions and

domestic procurement rules.

Agricultural Reform

39. Structural issues in agriculture are among Mexico's most difficult

and politically sensitive to resolve. The relative scarcity of arable land,

plus seven decades of land reform and rapid population growth, has fragmented

half of Mexico's arable land into economically-inefficient units, while

deterring investment in large-scale commercial farming and ranching, because

of the threat of future expropriation. The goal of guaranteeing low-income

consumers access to cheap sources of staple foods has conflicted with the

drive toward national self-sufficiency in food production. As support prices

have been moved up to border parity levels in recent years, the budgetary

costs of maintaining low food prices and propping up an inefficient

parastatal system of crop storage and distribution (CONASUPO) is estimated to

have reached nearly 3 percent of GDP in 1985.

40. The de la Madrid Administration has moved to ameliorate one of the

most politically-sensitive issues by declaring that expropriation and new

distributions of land will end by 1988. Progress toward resolving other,

equally-pressing issues will also be important in areas such as (i) the

liberalization of agricultural commodity imports through the removal of QRs

and their selective replacement with tariffs; (ii) narrowing the scope of

domestic price and marketing controls, as well as consumer subsidies (from

the current 18 to, for example, a "strategic" subset of 3-4 commodities);
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(iii) revamping agricultural credit policies to reduce interest rate

subsidies and official allocations; (iv) eliminating agricultural input

subsidies; (v) reforming the budget of the agricultural ministry to reduce

staffing, raise the salaries of extension agents, and increase the quality

and volume of agricultural investment; and (vi) promoting agrobusiness export

development. As a tactical matter, it may be useful for the Government to

focus more attention initially on agro-export promotion, for which there is

also strong private sector interest. As the implications of a full-scale

export promotion program become clearer, attention will necessarily shift to

take in the other, more sensitive, agricultural policy issues.

Financial Sector Reform

41. A fundamental aspect of Mexico's structural problems, and one which

has made the crisis deeper and less tractable, has been severe financial

disintermediation. Disintermediation began in 1982, when the Government

nationalized all Mexican-owned commercial banks, forced the conversion of

foreign-currency denominated deposits into pesos at an artificially low

exchange rate, and imposed interest rate controls during a period of soaring

inflation. Between December 1981 and August 1985, real deposits in the

commercial and development banks, combined, declined by approximately 45% to

their lowest level since 1972. Concurrently, since Mexico has been unable to

obtain net external financing, larger shares of these increasingly scarce

domestic financial resources have had to be used to underwrite the fiscal

deficit. This has meant steadily rising bank reserve requirements (which

have held at 90% since July); increasing competition from a flood of new

treasury bill issues preferred by, and accessible to, domestic savers of all

kinds; rising real credit interest rates; and a severe crowding out of the
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private sector, whose share in total internal resources declined 
from around

40% in 1984 to less than 18% in 1985.

42. The combined impact of the recession, disintermediation, declining

portfolio quality, bureaucratization, public uncertainty about future policy

trends and the security of financial assets, and the over-leveraging of

assets has weakened equity markets drastically and reduced the strength of a

number of commercial banks. Although most of the remaining commercial banks

show balance sheet profitability, only the largest banks are considered

competitive and efficient at present. Underlying bank costs of

intermediation appear to be high -- on the order of 4-5% of banking system

assets, compared with 2-2.5% in countries such as Thailand and Korea. The

difference would be equivalent to about 0.5% of GDP.

43. Parallel to the commercial banking system is a complex of over 400

state-controlled development banks and trust funds, which provide 30-40% of

domestic credit, although they mobilize only about 10% of domestic deposits.

Credit has been offered on highly subsidized terms since 1982, as rising

inflation was only partially compensated by upward adjustments in interest

rates. However, in 1984, the Government firmly committed itself to linking

interest rates on development credits supported by the World Bank to a

variable general index, the Average Cost of Funds (ACF) for the commercial

banking system as established by the Central Bank of Mexico, and to gradually

reducing subsidies. Quarterly adjustments have accelerated in 1985-86 and

most rates are now close to or above the ACF level. Some preferential

lending rates for credit programs not supported by international agencies

such as The World Bank or IDB remain sharply negative in real terms. In

.-onnection with the 1986 budget, the Government has announced plans to reduce
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credit losses from financial intermediation by the equivalent of 0.7% of

projected GDP.

44. As conventional financial institutions have faltered in their role

as intermediaries, new sources of credit have emerged, such as an

inter-company acceptance market and "off-shore" peso lending (until November

1985 when it was sharply restricted). The emergence of an active market in

short-term acceptances (which might prepare the way for longer-term

instruments, such as variable rate bonds) would offer welcome competition to

the nationalized banks, and provide some financial "oxygen" to those

borrowers in the private sector now being crowded out of traditional credit

markets. However, the relatively small size of, and limited access to, these

parallel credit markets suggests that they do not offer genuine alternatives

to a well-functioning banking system.

45. The success of structural reforms in other areas, such as trade

liberalization, cannot be assured as long as equity capital remains

exccesively scarce and lendable resources continue to be channeled

inefficiently through a banking system suffering from the joint pressures of

large fiscal deficits, comprehensive interest rate and credit controls, and a

system of bank management lacking in adequate market-based incentives and

accountability. Although reprivatization of the commercial banks is not a

realistic option for the medium-term (since nationalization was carried out

by constitutional amendment), other options may be available. As previously

mentioned, the development of markets for short-term paper should be

encouraged. In addition, the preferential system of credit, with its highly

subsidized interest rates and mandatory portfolio allocations, should be

cargeted more narrowly on a few selected low-income groups, if not eliminated

altogether. This would require that the development banks be converted
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gradually to "first-tier" institutions, attracting long-term credit from

abroad and channeling it through the domestic commercial banks. The

commercial banks will need to develop market-based performance criteria and

increased managerial accountability for financial efficiency, if they are to

carry out capably their enhanced retail role. Finally, for the success of

structural reform at the firm level in both public and private enterprises,

it is essential to recreate markets for long-term financial instruments and

equity such as Mexico had before the crises of 1976 and 1982.

Foreign Direct Investment

46. Historically, Mexico has harbored strongly ambivalent attitudes

toward foreign investment. Foreign investment was welcome for the technology

technology it transferred and the modern management techniques it brought,

but feared and resented out of concern that Mexico might lose control of the

"commanding sectors" of the economy -- mainly oil, heavy industry, and

capital goods. As the world has changed from a relative abundance to a

relative scarcity of capital, and as the dangers of overreliance on external

borrowing have become better appreciated, some sectors of Mexican public

opinion have begun to reappraise the potential role of foreign investment.

47. During the late 1970s, and early 1980s, Mexico received substantial

foreign direct investment, which averaged about US$1.7 billion yearly. Over

the past three years, however, average new investment flows have fallen to

ess than US$500 million annually, or one-quarter of the historical level, of

which about half represented reinvested earnings from existing investments.

Obviously, the recession itself has had a deterrent effect, lowering foreign

investors' expectations for improved domestic sales. But export-oriented

investment, attracted by sharply lower labor costs, has actually accelerated
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since 1982, particularly in the in-bond sector where i have increased

an average of 20% yearly since 1982.

48. As an initial step, the in-bond experience could be extended,

allowing these factories to gradually increase their share of authorized

sales to the domestic market, in areas such as computers, agro-industries,

and food services. However, at present, the rules of the game for private

foreign investors generally are not always clear, delays in obtaining

approval for major investment applications are sometimes excessive, and

foreign ownership in a number of potentially attractive sectors is limited to

49%. Moreover, once investors become established, they not infrequently

encounter labor, patent, procurement and other difficulties which adversely

affect profitability. Obtaining relief under current procedures may require

long and tedious effort, leading investors to reassess their future plans in

-he country.

4). Putting 3-4 applications for foreign investment yearly on a

"fast-track" approval process might be one way to improve dramatically

Yexico's image in this regard. In the medium-term, a review of existing

investment, labor, and other laws to broaden, clarify, and simplify the terms

ard conditions under which foreign investments are permitted would be highly

desirable. It would further be necessary to ensure fundamental property

rights, accept international arbitration of investment disputes (a la the

agreement between Chile and Ecuador), and establish internationally

acceptable rules for patent and copyrights.
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Role of Expectations and Confidence in Policy Management

50. As the Government fashions its economic policies for the latter

half of the sexenio, it does so against an historical backdrop of two

preceding administrations (Echeverria and Lopez-Portillo) whose expansionary

economic policies in the second half of their sexenios led to disarray and

crisis. Corrective measures were left to successors who were not fully able

to carry them out. Moreover, the current administration has suffered

additional damage to its credibility. This was due not only to the

previously mentioned lapses in economic policies over the past year, but also

to perceived shortcomings in the anti-corruption campaign promised by the new

president, and, more recently, to the mishandling of some aspects of the

recent earthquake disaster. it is always difficult to measure this loss of

:redibility, but capital flight, relative movements in the exchange rate, and

trends in inflation have often served as rough and ready proxies. By these

standards, the current crisis of confidence is major, albeit not yet on the

scale of 1982.

51. For the Government to announce a new program for 1986 which, in

some important respects--fiscal deficit reduction, exchange rate and interest

rate adjustments, official price increases, etc.--resembles the ill-fated

1964-85 programs, could reinforce a sense of deja vu, unless the new program

clearly signals changes going beyond stabilization. Since some previously-

announced structural reforms (e.g., public enterprise privatization and

reductions in import protection) have been more promise than reality to date,

public skepticism is likely to yield only to concrete, up-front actions

combined with clearly-delineated medium-term plans.
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1986 Action Program

52. The 1986 program would focus on: (a) achieving strict compliance

with the non-oil revenue and expenditure measures required to meet fiscal

targets through, for example, a broadening of the non-oil tax base and

reduced tax evasion. (Special contingency measures may be needed to deal

with the probable shortfall in oil revenues.); (b) early reunification of the

exchange rate, and flexible adjustment as needed thereafter, to stimulate

satisfactory non-oil export growth, sharply reduce, if not eliminate, capital

flight, and permit a gradual recovery in international reserves; (c)

first-stage implementation of a three-year schedule for eliminating most

import reference prices and quantitative import restrictions, consolidating

import tariffs in a final range of 10-40%, and introducing modern,

transparent anti-dumping legislation; (d) returning to a free auction system

tor treasury bills, while allowing competing forms of bank financial assets

t3 adjust as market conditions dictate; (e) further reductions in interest

rate subsidies in accordance with the Government's schedule for quarterly

adjustments; (f) intensified efforts to sell or liquidate the 237 companies

aLready announced for privatization; (g) developing, and starting the

impLementation of, detailed action plans for restructuring or privatizing

public enterprises in shipbuilding, steel, fertilizers, and sugar, the four

sectors already identified for priority reform in the 1986 budget; (h)

starting implementation of key recommendations emerging from the Draft Joint

Bank-Covernment Public Sector Investment Review. (This would include: (i)

reallocation and/or cancellation of the inefficient investment projects

identified in the report in power, fertilizers, secondary petrochemicals,

steel, mining, transportation, telecommunications, urban transport, water
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supply, and housing; (ii) increases in investment for education; and (iii)

the introduction of multi-year investment budgeting, uniform project

evaluation and monitoring procedures, and related system reforms); (i)

presenting a detailed Governmental proposal for reforming agriculture,

including the gradual removal of quantitative import restrictions, the

targeting of consumer subsidies, phasing out price controls, privatizing most

of CONASUPO's storage, distribution, and merchandizing functions, eliminating

agricultural input subsidies, reforming agricultural credit policies so as to

reduce subsidies over and above current targets for 1986, and restructuring

the Ministry of Agriculture to reduce salary overhead and provide greater

budgetary support for research, extension, and seed multiplication. Finally,

(j) the approval of three or four high-profile foreign direct investment

proposal on a "fast-track" basis would give the right signals abroad. Of all

these measures, the most urgent are in the areas of fiscal, exchange rate,

and monetary policy, in trade liberalization, and in public sector management

reform.

33. This strategy, which is laid out in greater detail in the policy

matrix (Annex II), would combine up-front actions (such as a rollback of new

inport restrictions, sales and liquidations of small-scale, nationalized

firms, "fast-track" approvals for high visibility foreign investment

proposals, etc.) with clear statements of future policy directions covering

1987 and beyond (trade liberalization calendars, foreign investment law

reform, etc.). Underlying it is the strong conviction that Mexico's

developmental and stabilization difficulties have become so interlinked that

nothing short of coordinated action on all relevant fronts holds out credible

prospects for success.
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What is Politically Doable in Mexico over l986-i8?

54. Identifying the necessary and desirable economic measures is, of

course, only a first step. Policy scenarios would have little operational

relevance if they were unable to meet the critical test of political

feasibility. Conversely, if political constraints in Mexico were judged to

be highly restrictive, then a politically-feasible program might fall short

of what would be judged minimally-workable from an economic standpoint.

Operational relevance would have been achieved -- but at the cost of ultimate

failure in helping the country emerge from the crisis. Not only would this

be a tragedy for Mexico: it might also harm the credibility and future

effectiveness of international agencies were they to endorse and finance a

flawed approach.

55. In this regard, a cautious appraisal must be offered about the

prospects for achieving a high-growth program in Mexico. The outlook for

concerted, broad-based action is uncertain for reasons which can only briefly

and inadequately be discussed in this paper. First, Mexico has been ruled

for half a century by a single political party which has gradually absorbed

interest groups covering virtually the entire spectrum of domestic political

and economic thought. Hence, decisionmaking is a process which involves

exceptional complexities and requires great political skill and patience.

Consensus is rendered more than usually difficult by the presence at the

bargaining table of groups which would normally be considered as having

diametrically opposed interests. Reaching major decisions often takes

inordinate lengths of time and, because of the "log-rolling" process,

frequently produces serious internal inconsistencies among measures. Also,
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the very ideological basis of the Mexican Revolution (strong state role in

economic sectors, primacy of the state as distributor of economic benefits,

etc.) poses difficult obstacles to the adoption of reforms aimed at

lightening the heavy hand of the government on economic activities.

56. An intense debate within the Government continues on the scope of

complementary stabilization measures needed (notably in the exchange rate and

interest rate areas), and on the costs and benefits of carrying out

significant structural reform (e.g. trade liberalization, public enterprise

reform, easing foreign investment restrictions). At the same time, key

support groups, including labor and most manufacturers, have been bitterly

critical, and increasingly vocal, in attacking the Government's economic

management in areas ranging from wages to trade liberalization and the

external debt. As the Government is feeling the pressures of economic

crisis, political unrest, and natural disaster, some policy signals have

become contradictory and fragmented in recent months. (For example, the

decision to impose an administered price on treasury bills placed for auction

starting last October reversed a financial reform undertaken in 1983, and

raised fears among savers that the Government would reimpose controls on

savings rates. This played an important role, along with the September

quakes and the subsequent expropriation of private property in Mexico City,

in the rapid runup of the free exchange rate in October/November).

57. Nonetheless, considering the steps already taken in recent months

--increases in real official tariffs and prices, acceleration of the rate of

devaluation of the controlled exchange rate and a narrowing of the dual rate
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gap, the removal of many quantitative import restrictions, the decision to

join the GATT, etc.-- the stage for further major policy action in 1986 has

been set. The greatest risk is that such action may be piecemeal and slow,

falling short of the critical mass necessary so that Mexico can reemerge

strong and healthy from its grave difficulties. As the political cycle

advances toward the end of the present sexenio (December 1988), political

attention will inevitably shift to the process of designating a new president

and his chief officers. Therefore, 1986 may truly be the last "window of

opportunity" for some years to come.

Financing Requirements

58. As can be seen in Annexes III and IV, under either scenario,

Mexico's net external financing requirements during 1986-90 would differ only

slightly, ranging from US$1.9-3.0 billion annually. (For illustrative

purposes, a "low" oil price" scenario, in which prices are assumed to average

US$15 a barrel in 1986 and 1987, has been attached in Annex V. Also, a

qualitative discussion of possible avenues of approach for dealing with a

prolonged collapse of oil prices has been included in Annex VI.) Under high

growth policies, tight aggregate demand management, improvements in export

earnings, higher domestic savings, and greater resource efficiency would tend

to reduce net financing requirements relative to the base case. But faster

growth and more rapid trade liberalization would tend in the opposite

direction. On balance, borrowing needs would be virtually the same, around

US$2.3 billion annually. However, since the public sector's own financing
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needs would rapidly diminish, a growing share of new public borrowing would

be channeled into rebuilding foreign reserves and extending credit to a

rejuvenated private sector. Under base case policies, less buoyant export

performance would be offset by tighter import controls. While this would hold

the economy in a low-growth equilibrium, at the same time, it would postpone

a marked deterioration in the external accounts. (Note that the current

account balance would remain very small under both scenarios (see Table 2).

59. However, significant differences in the composition of borrowing

would arise. Under high growth, Mexico's improved policy performance would

permit it to diversify borrowing, drawing on the development banks, bilateral

creditors, and suppliers' credits to finance roughly 40% of its cumulative

net financing requirements of US$11.3 billion. Under the base case scenario,

development bank lending commitments would fall by one-third (from US$1.3

billion in the high growth scenario to US$0.9 billion in the base case),

reflecting an inappropriate policy environment to undertake anything more

than "core" lending programs. Lending from bilateral creditors would decline

by around 15% (from US$1.4 billion yearly to US$1.2 billion), while

commitments from suppliers and other commercial sources would decline by 60%

(from US$2.lbillion to US$0.8 billion annually). Only the multilateral

development banks and the commercial banks would furnish positive net reserve

flows, with commercial banks supplying about 90% (US$14 billion) of that

total, either in the form of concerted lending or, failing agreement,

possibly by unilateral reductions in debt service.
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IBRD Lending

60. Under a base case scenario, the Bank's program during 1986-90 would

consist entirely of project lending commitments on the order of US$600-700

million annually, of which roughly one-half would finance new transport and

urban infrastructure, one-third agricultural development, and the remainder

industry and adult education. Under a high growth scenario, additional

policy-based lending commitments of US$400-500 million annually would be

justified. In addition to a series of Trade Development Policy Loans, sector

loans for agriculture, public sector management, and financial sector reform

might be considered. Thus, total annual Bank commitments could be well in

excess of US$1 billion p.a. on average. In terms of net disbursements, flows

would average about US$240 million annually in the base case (i.e., about

10% of projected overall net financing requirements for Mexico). But under

high growth policies, net disbursements could average as much as US$575

million annually (i.e., nearly one-quarter of projected overall net financing

requirements). Thus, under high growth policies, the Bank would become,

after the commercial banks, the most important source of fresh finance for

Mexico through the end of this decade.

February 17, 1986

JHJohnson/mtr
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MEXICo: Summary Tables ror the High Growth Scenario
(With Policy Adjustments; Oil Price: $20/b)

TABLE 1: Key Variables
(% unless otherwise indicated)

1984 1985. 198 19.7 19. 19.- 1990L

GNP growth rate 4.0 -1.0 3.9 4.9 5.5 6.0
GNP/capita (growth rate) 1.6 -3.2 1.5 2.6 .3.1 3.6
D/X 3.1 3.4 3.4 3.2 2.6 2 5 2.2
External Debt (DOD; $ bill) 94.4 92.6 95.8 93 2 100 2 102. 1 104.1
D/GNP 57.1 55 1 64.4 63 3 59.0 53 2 47.5
Int Payments /GNP 6 5 5.5 6.6 6.5 62 56 5.1

DS/GNP 7.0 9.1 10.0 113 10.9 11.3 11.6
DS/Exports L 0 55 Q 532 563 51.9 551
Public Invest. 'real growth) -0.5 -13.2 14.6 15.3 9
'Pub Inv/GDP 6 9 .6 5 5.4 7.1 7 J 7.3
Priv. Invest. (real gr:wth) 11. 5'7 90 9. 11 U 10 5
P'riv 1vDP IC 0 10 11.5 12.1 12 7 I .4 14.0
Public , i Bill M.ex$~ 1 98 -74 A -13 ) -33; 1 6 0 3 >3.3 302 0

Ri -m-I

tso grq~~ ae
rDP rta (g v t, ati 14- 7 -3 1 23 3

ta



I

MEXICO: Summary Tables for the Base (Low Growtl) naro
(Without Policy Adjustments, Oil Price: $20/b)

TABLE 1: Key Variables
(% unless otherwise indicated)

981 19-85. 198-6 1-I 19 . 1 9 1990_

GNP growth rate 4.0 1.5 1.9 2.2 30 30
GNP/capita (growth rate) 1.6 -0 7 -0.4 -0. 1 0.7 0.6
D/X .3.1 .3.4 3.7 3.5 3-3 1 2t
External Debt (DOD; $ bill) 94.4 92.3 95. 7 90 4 100 6 102.6 104.5
D/GNP 57 1 55 1 54.0 53 7 50 0 46.7 42.9
Int Payments/GNP 68 5. 5 5 55 53 5.0 4.7
D/GNP 70 91 8.4 9 5 9 '4 10.4 10.7
DS/Expcrts 30.0 55.9 56.5 62.1 60.6 68.2 710
Public Invest. (real growth) -05 -7 3 2,3 :3.4 2 4 2 q
Pub Inv/GDP 69 6.6 6.1 6. 1 6 2 - 2 6.2
Priv. Invest. (real growth) 11.7 -1.4 1.7 2.1 2 2 3
Priv Inv/GDP 10.0 10 3 10.5 10.5 10.5 10.5 10.5
Public av. ( Bill Mez$ 19"0) -74.3 -132.2 -510 -56.1 -35 -26 4 -2 . 7
Public a /GP -1 i 1eJ -12 -13 -09
Prvt savin'gs (re.l grrowt~h) -7 -12 * - - 2 -
riv v ~'/Priv Income 2 1 0 20. '63 65 165 5 1

i Cj

pyrts/GCTNP -4

m t ( t4 -1 t 4 ..

CenP/cp (got rate) .: / - - 4



MEXICO - PROPOSED MEDIWRM ADJUSTMENT AND GROWTH PROGRAM

High Growth Option

Main Goals: (1) To achieve sustainable real economic growth of 5% annually on average during 1987-1990.

(2) To achieve a sound balance of payments position, including a gradual build-up in net international reserves

sufficient by 1990 to cover around 4 months of projected imports and a reduction In the external debt/export ratio

from 340% in 1985 to 220% in 1990.

(3) To reduce domestic inflation from 64% In 1985 to single digits by 1990.

(Note: Priority measures are flagged by "1/")

Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

1. Fiscal Deficit Stabilize Economy Presented budget calling for Strict compliance with 1986 *

reduction of deficit from 9.6% budget, taking Into account

of GDP in 1985 to 4.9% in 1986. a probable deficit overrun

Cuts In expenditures, mainly because of oil price

transfers and subsidies, would collapse.
1/

achieve over two-thirds of

deficit reduction. (Now being Phased reduction of deficit

revised to take into account to under 2% of GDP by
anticipated oil revenue 1990.1/

shortfall).

2. Exchange Rate Halt capital flight; Adoption of more flexible Unification of free and

Pclicy encourage exports policy of accelerated daily controlled rates in early

devaluations of controlled rate 1986; maintain flexible

from August 1985. devaluation schedule suffi-

cient to prevent reemergence
of parallel rate.I/

3. Trace Reduction of effective Elimination in July 1985 of Elimination of remaining * '

protection, increases quantitative imports QRs, with limited exceptions

In domestic efficiency restrictions covering for arms, dangerous drugs,

and International approximately 40% of 1984 etc. I/
competitiveness, imports.

stimulation of non-oil

exports, and outward-

oriented growth,

curbing of inflation,

and Improvement In

creditworthiness.
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Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Rollback of increases in *
tariffs, official reference

prices, and import

prohibitions adopted since

July 25, 1985

Consolidation of tariffs at * * *

10-40% level. 1/

Elimination of quantita- * * f

tive export controls.

Presentation of amendments *

to pending foreign trade

bill, circunscribing use of

non-tariff export and import

restraints and antidumping

remedies. /

Harmonization of industrial * * * *

promotion legislation with

import liberalization goals

(review use of QRs, price

guarantees, market reserves,

tax and credit subsidies,

etc.)/

Harmonization of public *

sector procurement rules

with import liberalization

goals (ICP on major

projects).1/

Elimination of remaining * *

import reference prices.j/
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

4. Financial/ Reverse financial Privatization and liquidation Return to free auction *

Monetary disintermediation, halt of non-financial companies system for treasury bills;

capital flight, owned by nationalized banks in allow rates on competing

strengthen savings 1984; dismissal of several savings assets to adjust as
mobilization, enhance thousand bank employees in market conditions dictate.1 /
efficient credit 1985; substantial increases in

allocation to support Interest rates covered by GIRA

Industrial as part of announced plans to Continued full compliance M * * * *

restructuring, reduce credit subsidies by with General Interest Rate

accelerate investment 0.7% of GDP In 1986. Agreement, including

in new export capacity, extension of its provisions

spur efficiency in beyond the end-1986

nationalized banks, expiration date.1 !

encourage more long-

term debt and equity Elimination of directed * * *

finance. credit requirements now

covering 75% of commercial

bank lendable resources,

granting limited exceptions

for small, low-income

borrowers./

Targeting of fiscal deficit, * * *

mandatory reserve require-

ments, and directed credit

policies so as to raise

unallocated private sector

credit as share of total

commercial and development

bank credit from 18% in 1985

to at least 75% by 1988.1/

Restructure development * * *

banks to reduce reliance on

subsidized finance, improve

loan evaluation procedures,

phase down retail credit

operations, and increase

"first-tier" role as inter-

mediator of long-term credit
from external sources to

domestic commercial banks.1 /
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Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Design and implement * * * * *

policies to encourage growth

of nascent domestic market

for commercial acceptances

and other forms of parallel

financing to increase

competition with

nationalized banks.

Establish performance

criteria to monitor effi-

ciency of nationalized

banks; increase managerial

accountability for financial

profitability.l/

Upgrade National Bank and

Securities Commission over-

sight of stock exchange,

increasing financial and

economic disclosure

requirements for listed com-

panies; review corporate

taxation policies to reduce

bias against equity finance;

streamline procedures for

attracting portfolio

investment (e.g. through

issues of ADRs, etc.)

Design and implement reform

5. Public Sector To cushion anticipated of direct and indirect taxes

(a) Revenue decline in oil-based to widen tax base, simplify

revenues, improve fair- tax structure, reduce tax

ness of tax system, and evasion, and enhance tax

conserve resources used neutrality.j/

to deliver public

sector products and

services.
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Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Budget calls for one-third real As improving fiscal * * * *

Increase in revenues from conditions permit, reform

higher public tariffs (from 3% public sector pricing to

of GDP in 1985 to 4% In 1986), give greater weight to cost-

notably for electricity and based and border parity

petroleum-based products, pricing (as opposed to

fiscalist) criteria; intro-

duce cost-based accounting

into all public enterprises.

(b) Enterprise Increase productivity 1986 budget calls for restruc- Develop detailed action

Management and efficiency of turing of parastatals in steel, plans on restructuring and/

parastatal enterprises, sugar, fertilizers, and ship- or privatization for four

encourage larger building; follows up on sectors identified, and

private sector role in successful experience with implement them.

future investment and railroads in early 1980s.
production.

Plans to privatize 237 Complete sale or liquidation * *

nationalized companies of 237 small companies

announced in February 1985. already announced for priva-

Twenty sold in 1985. tization.

Reinforce managerial * * * *

accountability for economic

results; improve efficiency

criteria; grant parastatal

autonomy from budgetary

controls except for

transfers of investment;

subsidies, and financing;

increase transparency of

budgetary subsidies to cover

costs of meeting social and

other non-economic aims.1 /

Build upon and extend * * * *

experience with privatiza-

tion and restructuring to

areas such as secondary

petrochemicals.
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Actions Taken By Proposed Timjng

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Where privatization not f * * f

feasible on political

grounds (such as PEMEX),

encourage joint ventures,

sub-leasing, sub-contracting

and other innovative forms

of private sector participa-

tion.

Government eliminated 25,000 Reduction of parastatal

full-time posts throughout employment through

public sector in 1985. attrition.

Adequate wage and salary

differentiation and produc-

tion incentives.

CONASUPO reform (See Section

7 on Agriculture).

(c) Investment Improve the integra- Planning Secretariat Introduce multi-year, Inte-

tion and efficiency of reorganized in 1985 to merge grated investment budgeting

planning, programming, programming and budgeting and financial programming;

budgeting, financing functions; budget auditing develop uniform procedures

and monitoring; catch- units established at federal for preparation, evaluation,

ing up on backlog of level and In most states during and monitoring of all

critical infrastructure 1983-85 achieving significant large-scale projects;

requirements; reduce improvements in accountability Improve coordination of

Investment in areas for investment spending; public federal, state, and local

best left to private investment appropriations for investment.1 !

sector or where better 1986 to decline by 10% In real

use of existing terms, including a nearly 25%

capacity could be

achieved.



_W W age 7.

Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

reduction in communications and Actions on low-priority f * *
transport. Major steel investments: (a) power: cut
expansion project (SICARTSA Ii) back on distribution invest-
cancel led. ments In non-priority areas,

delay start-up of new

generation projects, slow
construction of on-going

projects, and rely more on
tariff adjustments and
improvements in power system

efficiency to balance supply
and demand'/; (b) tertili-
zers: cancel construction of
sulphuric and phosphoric
acid plant; (c) secondary
petrochemicals, cancel all
planned projects; (d) steel:
debottlenecking investments
recommended for AHMSA,
FUMOSA and SICARTSA 1, but
projects should be postponed

until feasibility studies
completed and reviewed/;

(e) mining: postpone and
scale down coking coal and
Iron ore expansion programs;
(f) transport: scale down
new highway construction and

modernization, while
increasing reconstruction
and maintenance outlays;
reduce investment In new
rail infrastructure; and
postpone major port

investments, except where
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Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

firm needs of specific

industrial clients have been

identified; (g) telecom-

munications: reduce

expansion of local phone

systems from 375,000 to

200,000 annually, defer

purchase of direct

broadcasting satellite and

second earth station, and

scale down future plans for

600 earth stations; (h)

agriculture: shift toward

higher proportions of

current expenditure, princi-

pally for research, exten-

sion, and seed multiplica-

tion; (1) public health:

give greater emphasis to

improvements in existing

capacity which do not

overtax operating resources,

and strengthen linkage of

federal investment to state

plans and specific health

care models; (j) education:

give highest priority to
meeting enrollment demands

and improving school quality

at primary school levels;
support with redirection of

current spending from upper

secondary and higher

education to primary and

lower secondary, especially

in least developed

regionsl/
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Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

(k) urban transport:

deemphasize Investment in

Mexico City and for subways

and scale back planned

doubling of future

Investments; curb demand

with realistic tariffs;

(1) water supply: cut back

Investment by halt or more

via greater emphasis on

realistic pricing,

rehabilitation,improved

maintenance, the redesign or

elimination of uneconomic

projects, and the scaling

back of Investment In the

federal district; (m)

housing: redirect efforts to

benefit neediest.

6. Foreign Direct To attract higher flows Approval for investments In Approve 3-4 high visibility

Investment of foreign direct in-bond Industries has been applications for foreign * * * * *

investment to support made virtually automatic In Investment on tast-track

restructuring and most sectors, basis.

enhanced export

efforts.

Negotiations with U.S. on a Streamline and, where * * * *

bi lateral investment treaty necessary, reform labor,

underway, procurement, property,

foreign investment, and

related laws and regulations

affecting the climate for

foreign Investment.1/

Adopt internationally *

acceptable rules for patents

and copyrights.
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Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Adopt procedures for * *

international arbitration of

selected investment

disputes.

7. Agriculture To raise agricultural Since 1985, private sector Redefine role of CONASUPO to * * * *

productivity and allowed to import foodstuffs reduce further scope of its

exports, assure under ceilings determined by control over agricultural

supplies of basic CONASUPO. prices, subsidies and

staples to low-income imports. Focus enterprise

groups at an acceptable efforts on developing

fiscal cost, and welfare norms for consumer

support Government food subsidies, experimenting

security aims. with different delivery

modes./

Privatize most storage, * * * *

distribution, and

merchandizing of agricultu-

ral products.1/

Improve targetting of * * * *

consumer subsidies on small

number of nutritionally

vital products (corn, beans,

wheat, and milk) and on

lower-income groups. Remove

remaining agricultural

commodities from price

controls./

Eliminate QRs and * * *

consolidate tariffs on

agricultural imports. iSee

Trade Liberalizatlon.1
1 /

Phase down input price sub- * * *

sidies.
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Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Revise agricultural credit * * *

policies to conform to GIRA

and development bank goals.

(See Financial/Monetary)1 /

Reduce overall staffing in * *

Agricultural Ministry;

increase number and salary

of extension agents; raise

spending on research,

extension, and seed multi-

plication.



2

Table 2: Commitments
($million)

5- 196 l97 l93. 199 19% Total

World Bank 900 900 1000 1100 1200 1200 6300IDB 250 250 250 250 250 250 1500IMF 300 700 200 0 0 0 12005ilaterals 1120 1196 1252 1372 146 1571 A012Other 1049 1535 2092 2353 1@90 2266 113i6Coommercial Banks 1966 4040 5765 5753 9263 11248 .3 036Tota1 5.5J35. 6724 10592 l0-. 14071 1535. 363_

Table 3: Disbursements
($ rilion)

195 i9%6 1937 1933. 1939 1990 T':tal

rld Bak !S40 9.39 1070 103 1 1123 11 61 ̂ 6DB7 7 l112 I 12R 23 1
112 1% 2 0 1 i*) 6 1

711 36 11 ~57 lg 2

IMF 0 5 0 i7 19 71 )77
Bilaterals 133 .10 1 995 1)65 1046 1124 667.3ther3 1047 1075 13 2Commercial Banks 3 I 94 4 k 7 6 7TMF4 4 0 a023 1 l3 8 097 759 7Total 539,4 49 736 72362 3023 11693 14097 51 9b?
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Table 5 Net Flows
($ million)

19..5 19-6 19-7 19..5. 1939. 19T9 ',-,

World Bank 460 553 630 585 605 499 3332
I MF 300 575 -30 -479 -919 -971 -1574
1DB 1(33 50 -25 -15 -I 19 2
2ilaterals -747 107 13 222 294 311
Other -207 -220 347 713 703 6337
Comnmercial Eanks 2 1946 1409 1034 112 1'9 7279
Total -1650 3011 2419 2060 1350 1-30 9670

Table 6: Debt Qut-tanding and Disursed
( million)

- . Ef 9_) BM ')

1IBnk37 ai 2 41 539 64
i~IF j7? -

7c: C: -
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Table 2: Commitments
($ million)

195 1966 1967 19Q 199. 1990 Total

World Bank 900 650 650 650 650 650 4150
IDB 250 250 250 250 250 250 1500
IMF 300 300 0 0 0 0 600
Bilaterals 1120 1050 1103 1156 1216 1276 6922
Other 1049 735 772 010 051 93 5110
Commercial Banks 1966 4674 7446 7403 1092a 13446 46064
Total 5565 7659 10221 10271 13394 16516 63316

Table : Disbursements
($ million)

1965. P6 A61 196 1969 j1j Tiotal

World Bank 140 727 710 717 723 715 4431
1 297 175 112 156 136 213 1143
1 MF 3003 zoo 0 0 0 0 600
Bihaterals 502 146 W M4 1102 1112 12 16 670-r ~ 740 4

jj 1 2 r,-4

Table 4:A rIzatumn
3 rru11ion)

World Bank W 30 440 446 513 609 2779
IDB 114 125 136 171 167 199 932
IMF 0 125 260 479 639 651 2574
Bilaterals 1339 1201 1023 1019 1126 1162 6871
Other 2323 1047 1045 1161 771 1091 7442
Commercial Banks 1733 2094 4356 4719 0373 10597 31873
Total 5694 497 7210 7^95 11613 1459 52470



Table 5: Net Flows
($ million)

.5. 19 6 196.7 19&5. 19.9 19.90 Tota1

World Bank 460 341 270 271 205 106 1652
IMF 300 175 -250 -479 -39 -651 -1974
IDB 183 50 -25 -15 -1 19 211
5ilaterals -747 265 123 33 56 54 -166
Other -2079 -640 -459 -431 45 -269 -3A34
Commercial ranks 233 2760 3090 26,54 2555 2649 14191
Total -650 2970 2719. 2111 2022 1907 10079

Table 6: Debt Outstanding and Disbursed
"I million)

le 1-1 1 2 4 4. 1% 19.9
World Barnc 351 79 12 4 162 4452 4657 4763
DB 1711 1760 17 17> 1720 1 7

' ' * lV



MEXICO Summary Tables tor the High Growth Scenario
(With Policy Adjustments; Low Cil Price: $ 15/t)

TABLE 1: Key Variables
(% unless otherwise indicated)

1934 198.5 118. 1932 jD.?.3. 19_9. 19

.YNP growth rate 4.0 -1.7 3. 54 5.9
GNP/capita (gro.th rate) 1.6 -39 1.3 2.4 3.0 3
D/X 3.1 3.4 3.9 3.6 3.2 2.9 2.6
External Debt (DOD; $ bill) 94.4 92. 3 97.3 101.4 105.5 103.8 112.5
D/GNP 57 1 55 1 6& 7 68.8 655 59.7 54. 1
Int Payments/GNP 6 .13 5 6.4 6.4 6.2 5.3 5.3
D/GNP 7. 0 91 9.9 11.4 11.2 125 12.7
D x/Exports 3 55 9 563 597 53 604 60 7
Public invest. 1real growth) -0.5 - l4 3 10.2 1.6 7.9
Pub Inv/G3DP 6.9 6.6 5 3 6.2 6.3 7 0 .L

Pri'z Invest. (real grcwth) 11.7 1 4 3.9 1. 10.9 10.4
Pri v Inv/GDP 12K:' 1013 11 V 121 12.7 13 1I 3 yr~

10- 1 12. 7

' w!h haP -
-;

4--h
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Table 2: Commitments
($ million)

1%.-.5. i9.tt 1%.7 1-'2_ 1969 W.O Total

World Bank 900 900 1000 1100 1200 1200 6300
IDB 250 250 250 250 250 250 1500
IMF 300 700 200 0 0 0 1200
Bilaterals 1120 1196 1262 1372 146 1571 3012
Other 104'9 1635 2092 2363 1690 2266 11316
Commercial Banks 1966 5536 7513 779 11177 14050 46039
Total 5L35 10219 1233. 1292 1565. 19337 .76

Table 3: Disbursements
($ million)

.. 16 1967 16..6. 1-0.. 190 Total

W.rld Bank J40 039 1270 1031 1123 1133 6136

T- 1 ~ -7C

j .7  77 1 1 _____4

DB 114 12 136 171 137 932
IMF 0 125 260 479 919 971 2774
Bilaterals 13-39 1201 995 965 1046 1 14 6673
Other 2326 1047 1075 1243 926 1410 6026
Commercial Banks 1733 2094 4356 4719 94 10640 2336
rotal ,94 9.8 726_2 . 23 12 191 I5 .9 535 4.
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Table 5: Net Flows
($ million)

1965 19 6 1(A7 1966 1969 '9 Total

World Bank 460 553 630 515 605 499 3332
I MF 300 575 -60 -479 -919 -971 -15I74
IDB 183 50 -25 -15 -1 19 211
Bilaterals -747 107 1(35 222 294 311 325
Other -2079 -220 347 71 703 633 7
Commercial Banks 2.33 442 3157 307 25.3 3210 1570.3
Total -160 457 416 4104 326; 3701 1094

Table 6: Debt 0utstanding and Disbursed
($ million)

T__ rs6 76 __;. 1971

-7

I -vt

74 :,



ANNEX VI

Some Policy and Related Implications of International Oil Prices

Averaging US$15/barrel in 1986-87

In Annex V, a first effort has been made to explore the

implications of assuming a sustained collapse In oil prices (defined here as

US$15/barrel oil In 1986-87, rising gradually to nearly US$19/barrel by

1990). By comparison with the high growth scenario discussed In the main

text, the "low oil price" scenario Implies the need for:

-- More rapid trade liberalization combined with a faster real

devaluation of the peso, especially in 1986.

-- More rapid adjustment in real controlled and official prices

through 1990.

-- Significant tax reform geared toward increasing non-oil tax

revenues through 1990.

-- Deeper cuts in public expenditures, mainly on current outlays in

1986.

-- Higher real domestic interest rates on savings deposits, so as to

raise real private savings.

-- A 1 percentage point decline in international Interest rates,

saving Mexico over US$800 million annually in foreign interest

payments.

-- Faster OECD country economic growth, allowing real non-oil export

growth to rise from 11% to about 13% annually in the 1987-90

period.

-- An increase in net external financing requirements for 1986 from

US$3.0 billion to US$4.5 billion, and for 1986-90 from US$11.3

bi lion to US$19.7 billion.

-- Economic growth would be slightly lower (-1.7% vs. -1.0% in 1986,

4.9% on average during 1987-90 vs. 5.1%).

-- Inflation comes down more slowly in 1986-87, but more rapidly

thereafter.
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CONIDENTIAL

CONFIDENTIAL

MEXICO: Medium Term Growth Strategy

Overview

1. Mexico must complete the stabilization of its economy which was

sidetracked in 1985. Moreover, the country faces acute structural problems,

including an oversized inefficient public sector, an overly oil-dependent

economy, weak international competitiveness in most non-oil industries, a

dualistic structure of agricultural production, extreme inequality in income

distribution and capital endowments interpersonally and interregionally, and

excessive indebtedness. Under the best of circumstances, the reforms needed

to overcome these problems will require a decade or more to implement, and

will place great strain on a political system already under siege for its

lack of openness and past economic mismanagement. Prospects for summoning

the political resources needed are highly uncertain. Yet, a timid or

stand-pat approach to reform would carry with it different political risks,

namely that the economy, mired in stagnation, would no longer deliver

improvements in employment and in standards of living. If this perception

became generalized, Mexico's governing party could offer little to the

disaffected, and often opposed, interest groups now gathered under its wing

that would induce their continued allegiance to the present system.

2. Overhanging these medium-term difficulties is the threat of a major

collapse in international oil prices over the next 12-24 months. With
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painful dislocations, Mexico could probably cope with a moderate near-term

decline in the price of oil, but a fall of US$7-10/barrel would likely entail

the need for some form of debt relief to permit a viable medium-term scenario

of stabilization with sustainable growth and improving creditworthiness

indicators. Otherwise Mexico may be forced to adopt a radical change in

policy direction, especially if it feels unable to break out of its

stabilization and structural dilemmas.

Economic Performance in Recent Years

3. Since the mid-1970s, Mexico has experienced two major economic

crises, characterized by increasingly erratic economic growth, rising

inflation, a burgeoning and interventionist public sector, an exhaustion of

inward oriented growth opportunities, a boom in oil followed by a collapse in

oil export prospects, a rising burden of external debt, and massive capital

flight. Table 1 shows selected economic aggregates illustrating the

roller-coaster nature of economic trends over the past decade, and the

greater severity of the current crisis which began in 1982.

4. In response to this latest crisis, the Administration of President

de la Madrid acted promptly to recover domestic and external confidence from

the moment it took office in December 1982. A three-year Extended

Arrangement was signed with the IMF calling for massive adjustments in the

fiscal deficit, the exchange rate, and interest rates. The arrangement also

called for the implementation of structural reforms in the public sector, the

exchange rate system, and foreign trade policy, although these were not made

performance criteria.
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5. Over the next two years, major progress toward stabilizing the

economy was achieved. However, by and large, the adjustment process focussed

on short-term stabilization measures, leaving aside deeper structural

problems. Moreover, the stabilization program itself began getting off track

toward the end of 1984. The delays in implementing structural reform,

particularly the failure to open the economy by lowering effective

protection, contributed to the deviation from program targets. Restrictive

monetary policies led to high accumulations of foreign reserves during the

first nine months of 1984. The lack of traded goods arbitrage imposed an

additional burden on monetary policy. Imports now constituted less less than

8% of gross domestic expenditure (compared with nearly 16% in 1981).

Inflationary pressures were also regenerated by an easing of monetary and

fiscal policies from October 1984 onward and a stronger-than-expected

recovery of private sector growth. Delays in adopting needed exchange rate

and interest measures led to a reappearance of capital flight in late 1984

and a rapidly-deteriorating trade and balance of payments performance during

1985. By mid-1985, Mexico had fallen out of compliance with four of the

seven performance criteria (including the size of the fiscal deficit and net

Central Bank credit to the public sector) established under the EFF program.

Drawings were suspended, starting in July, and the program expired in

December 1985. During the second half of 1985, economic growth has begun to

slow from its 6-7% annual rate of June 1984-June 1985, as crowding out has

raised real annual borrowing rates to more than 20% in the free credit

market.

Recent Government Measures

6. The authorities have acknowledged that serious slippages in policy

occurred during the past year, and during the course of 1985 adopted various
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measures to deal with the crisis. In July 1985, an historic decision was

taken to eliminate QRs covering 40% of merchandise imports. These were

replaced with tariffs and reference prices so as to maintain implicit

effective protection approximately unchanged. (New import prohibitions were

also introduced covering some 300 mainly consumer products on which quanti-

tative restrictions had been in effect prior to September 1985). About

25,000 full-time positions were abolished in the public sector. And plans to

privatize some 237 small nationalized companies were announced. (About 20

firms, worth US$27 million, have been sold to date). A nearly 20%

devaluation of the controlled exchange rate was carried out, and the daily

crawl has since accelerated from a 40% annual rate in January - April 1985 to

a 100% annual rate in December. (As of late January, the spread between the

controlled and free rates was around 12%, down from as much as 60% earlier in

the year). Central Bank intervention in the free exchange market, which

contributed to a nearly US$3 billion loss in foreign reserves during 1985,

appears to have diminished sharply since September.

7. For 1986, the authorities have proposed an austere budget which

aims to virtually halve the fiscal deficit (to 4.9% of GDP). This would be

done mainly via sharp cuts in transfers and subsidies, smaller reductions in

investment, a surcharge on upper-income taxpayers, and large adjustments in

official prices and tariffs, some of which -- for oil, gas, power, sugar,

tortillas and milk--were recently announced. Wage negotiations concluded in

December led to a 32% increase for the first half of 1986, slightly above

the rate of consumer price inflation since the previous wage hike in July

1985. Concern has been expressed, however, that the recent semi-annual wage

adjustment is high in relation to the Government's 12-month inflation goal
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of 45% for 1986. A start toward rationalizing parastatal operations in the

steel, sugar, fertilizers, and shipbuilding sectors during 1986 has also been

promised. (The Bank is currently discussing a sectoral project for

fertilizers, and a technical cooperation project in support of management

reforms in public sector companies). Negotiations on a new IMF stabilization

program are proceeding, although it is still too early to project when an

agreement might he reached. Finally, the Government has agreed in principle

to undertake a multi-year program of measures to phase out non-agricultural

quantitative restrictions, reduce tariff dispersion, and issue regulations

for a modern anti-dumping law. The World Bank is considering support for

such a program of trade liberalization through one or more quick dusbursing

policy loans to assist Mexico in the financing of additional imports that

would result before sufficient additonal non-oil export responses can

reasonably be expected. The liberalization of quantitative restrictions on

agricultural imports together with related pricing, subsidies and marketing

reforms may similarly be supported by the World Bank at a later date.

8. To complement the Government's trade liberalization intentions,

further stabilization measures will he needed, including: (i) management of

the exchange rate so as to achieve full exchange rate unification and a

gradual recovery of depleted foreign reserves; and (ii) significant interest

rate adjustments to achieve the reduction in credit subsidies targeted in the

budget, reverse financial disintermediation, and support overall exchange

rate and balance of payments objectives. At this point, progress toward

structural reform in Mexico must still be considered incipient.
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Medium-Term Growth and Creditworthiness Objectives

9. For four decades (1940-81), the Mexican economy expanded at an

average annual rate of 6% in real terms. Per capita GNP rose by 2.6-2.7%

annually. But since 1982, average real annual economic growth has slowed to

a mere 0.3%, while real per capita incomes have slipped an average of -2.3%

annually. Although output accelerated to nearly 4% per annum during

1984-85, this recovery was premature and not sustainable, given the

incomplete nature of the adjustment process. Because of the urgent need to

resume vigorous stabilization, economic growth is expected to be negligible,

or possibly negative, in 1986. This is less a reflection of balance of

payments constraints (external debt is projected to rise by nearly $4 billion

this year, more than three quarters of which would be used to replenish

depleted reserves) than of the short-term recessionary effects likely to

accompany the large-scale adjustments in fiscal, monetary, and exchange rate

policies anticipated.

10. However, after 1986, a gradual return to a per capita income growth

rate close to the pre-1982 average would be a reasonable target. Since by

the end of 1986, real per capita incomes are likely to be at least 10% below

their peak level of 1981, even growth of 2.7% annually would postpone full

recovery of 1981 living standards until around 1990. Now that the population

growth rate has trended downward sharply since the late 19 70s (from 3.5% to

2.4% per annum, presently), restoring traditional per capita income growth

could be achieved with a growth rate of output in 1987-90 of 5% annually.

Given the heavier burden of foreign and doyrestic indebtedness today compared

to the 1960s and 1970s, slower projected international growth, and the
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contractionary fiscal and monetary policies throughout the remainder of the

198 0s, the economy probably could not grow much above 5% per annum on average

in the medium term, even if additional external resources were available.

High Growth (With Adjustment) and Base Case (Without) Scenarios

11. Starting from a target rate of real per capita GNP growth of 2.7%

annually during the period 1987-90, a scenario with policy adjustment (high

growth) was developed and contrasted with a scenario in which no major policy

adjustment occurs (base case). The principal elements of the two scenarios

are provided in Annex I and summarized in Table 2 below.



- 8 - CONFIDENTIAL

Table 2: COMPARISON OF BASE AND HIGH-GROWTH SCENARIOS, 1987-90

(Real Annual Averages or Percentage Shares)

Variable Scenario

Base High-Growth

GNP Growth Rate 2.5 5.1

GNP Per Capita Growth 0.2 2.7

Per Capita Consumption Growth 0.1 1.4

Inflation 81.0 18.0

Public Savings/GNP (share) -0.4 4.4

Private Savings/GNP (share) 13.5 16.1

ICOR 6.9 4.0

Public Investment Growth (1985=base year) 5.5 5.5

Private Investment Growth (1985=base year) 1.9 9.3

Oil Export Growth 0.0 0.0

Non-oil Export Growth 3.8 11.3

Import Growth 1.6 10.4

Current Account Balance (US$Billions) 0.3 -0.3

Capital Flight (US$Billions - negative 1.3 -0.2

is net inflow)

International Reserves 4.7 13.4

(US$Billions in 1990)

External Debt/Exports (share in 1990) 290.0 230.0

Fiscal Deficit/GDP (share) 6.6 3.1

Real Exchange Rate Devaluation (1986-90) 1.6 5.2

Net External Financing Requirements 2.5 2.7

(US$Billions annually over 1986-90)

External Debt (US$Billions in 1990) 105.1 106.4

Real Interest Rate -13.2 3.0

(Public Sector Internal Debt)

Direct Foreign Investment (US$Billions) 0.6 0.8

12. The focus in Table 2 is placed quite deliberately on the period

after 1986. Ignoring 1986 for all but a few variables (such as financing

requirements, real public and private investment growth, etc.) brings out

more clearly the benefits of high quality, versus mediocre, policy

performance, benefits which will not be seen in certain key performance
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areas for at least a year. The high growth scenario assumes a much faster

reduction in the size of the fiscal deficit (average of 3.1% of GDP during

1987-90, compared with 6.6% in the base case); more rapid real exchange rate

devaluation (5.2% versus 1.6% per annum); significant import liberalization,

which in turn helps bring about faster growth in both real imports (10.4%

vs. 1.6% annually) and non-oil exports (11.3% vs. 3.8%); improvements in

public sector management and other efficiency-enhancing measures, leading to

a lower ICOR (to 4.0 vs. 6.9); and a reduction in interest rate and credit

controls (as reflected in positive average real interest rates of 3% on

public domestic debt securities vs. -13.2% in the base case).

13. As a result of these and other policy reforms detailed below,

incentives to invest are higher than they would be otherwise (real annual

private investment growth of 9.3% vs. 1.9%). Capital flight would come to a

halt (a modest return flow of $240 million per annum is projected under the

high case after 1986 vs. average outflows of US$1.3 billion annually in the

base case) and direct foreign investment would rise (average US$0.8 billion

yearly vs. US$0.6 billion). Real GNP growth is consequently faster (5.1%

annually vs. 2.5%); inflation is lower (18.0% annually vs. over 80%); the

burden of external debt is reduced (the stock of debt would fall by 1990 to

230% of exports of goods and non-factor services vs. 310% in the base case;

similarly, in the high case, debt service would decline to 50% of exports by

1990, but would remain around 61% in the base case); and foreign reserves are

rebuilt (US$13.4 billion in 1990 vs. US$4.7 billion). In the next section,

the policy underpinnings of the base case and high growth scenarios are

explained in greater detail.
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Base Case Policy Assumptions

14. The base case represented herein assumes a policy posture of

"muddling through". It offers no real and lasting solution for Mexico's days

of structural economic problems and little or no improvement inb asic credit

worthiness indicators; GDP growth is very modest and the entire economic

system remains fundamentally unstable and extremely vulnerable. A return to

the chaotic and disastrous spending and borrowing policies of the early 1980s

is, obviously, no longer feasible, since the oil bonanza has now turned to an

oil bust, availabilities of foreign and domestic borrowed resources will

continue to be far lower for the foreseeable future than previously, and

expectations (capital flight, disintermediation, etc.) would react quickly

and negatively at the first signs of any major relaxation of policy effort.

Hence, the base case must take into account the severe resource and other

constraints that will likely limit policymakers' room for maneuver, no matter

what direction they may wish to take.

15. Hence, the base case assumes that policymakers try, but fail to

achieve their 1986 goals for reducing inflation and the fiscal deficit.

Stabilization efforts remain in a holding pattern during 1987-88, when

attentions shift to the selection of a new president and his cabinet. In

1989-90, half-hearted stabilization efforts bring about mild improvement in

performance, but only sufficient to prevent real per capita consumption from

slipping even further below already dismal levels. Constant balance of

payments pressures stemming from depressed oil export earnings, capital

flight, and weak non-oil export performance lead the government to tighten up

on quantitative import restrictions. The abandonment of plans to open the

economy, which was to have led the way to the adoption of related reforms in

agriculture, public sector management, and the financial sector, among

others, marks the end of attempts during this period to carry out structural

adjustment.
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Policy Priorities in the High Growth Scenario

16. The high growth scenario, on the other hand, offers the perspective

of rapid progress towards financial stability and the restoration of

sustainable growth with a marked improvement in basic creditworthiness

indicators by 1990. Like in the base case, the oil export price assumption

is US$20/b in 1986 and 1987 followed by modest increases, to almost US$25/b

by 1990. Under these oil price assumptions Mexico can deal with her deep

structural problems within a medium-term time frame, provided all policies

are fully consistent with the requirements of the high growth scenario, which

rests principally on three major developments:

(i) stabilization of the economy, in the sense that (a) currently

adverse trends in inflation, non-oil exports, private

investment, capital flight, financial disintermediation,

and international reserves would be reversed, and (b) access

to voluntary international commercial lending would be

restored by the end of the decade;

(ii) a rate of real non-oil export growth of 11.3% annually, more

than twice the average rate attained over the past six years;

and

(iii) a significant improvement in capacity utilization, the

efficiency of new investment, productivity growth, etc., so

that the ICOR could move downward to about 4.0 by the end of

this decade.

17. To meet these goals, Mexico will need to focus its efforts in seven

key areas: reduction of the fiscal deficit, unification of the dual exchange
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rates, liberalization of external trade, relaxation of interest rate and

credit controls, major improvements in public sector management (including

reforms in taxation and pricing, the restructuring and privatization of

parastatals, and improvements in investment planning and execution),

liberalization of foreign direct investment procedures, and the deregulation

of agricultural pricing, marketing, import, and credit policies.

Stabilization would be achieved principally through actions in the fiscal,

exchange rate, trade, and monetary areas. Non-oil exports would be promoted

mainly by stabilization measures, especially rapid action to lower effective

import protection and phase out export controls, and through improvements in

the management of the nationalized banks and parastatals, better definition

of and further relaxation in the rules for private foreign investment, and

measures to stimulate agro-business exports. Lastly, lower ICORs would be

attained through economic recovery and the structural reforms in trade,

public sector management, the financial system, agriculture, and policies

toward foreign direct investment. Specific policy proposals in each of these

areas are summarized in the policy matrix (see Annex II), and discussed

briefly below.

Stabilization

18. At the heart of why stabilization got off course in Mexico was the

failure after 1983 to achieve continuous reductions in the size of the fiscal

deficit. The goals of the 1986 budget are ambitious and, if reasonably

fulfilled, would be a major step toward fiscal stabilization. But given the

track record of the past two budgets (wherein significant reductions in the

deficit were promised but not delivered) as well as the approach of a new
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political season, there is widespread skepticism that the Government will

come close to, let alone fulfill, its budgetary targets. Conclusion of a new

IMF stand-by rapidly would strengthen the credibility of the Government's

fiscal plans (although even this was not sufficient to prevent significant

deficit overruns in 1984 and 1985). As the revenue projections for 1986 were

based on an oil price assumption of $22.50/bl while a substantially lower

average price for the year now seems highly probable, even the high case

scenario projects a fiscal deficit for 1986 somewhat higher than the official

target of 4.9%. Obviously, any significant deviation would be damaging in

terms of its adverse impact on public confidence, inflationary expectations,

and Mexico's ability to raise additional external funds.

19. To reduce crowding out rapidly and achieve major improvements in

creditworthiness indicators, further reductions in the deficit will be needed

in 1987 and beyond. Lowering the deficit from its current average (1983-85)

of 9.3% of GDP to an average of 3.1% of GOP in 1987-90 would be consistent

with those objectives.

20. Nor would a strong fiscal program suffice. To assure that a

significant gap between the controlled and free exchange rates does not

reemerge and that financial savings mobilization rises from its currently low

levels (bank intermediated savings have now declined to roughly 1972 levels

in real terms), parallel action to unify the exchange rate and to ease

controls over domestic interest rates will be needed to complete a credible

policy package.
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Non-oil Export Promotion

21. Non-oil export earnings averaged about $13 billion annually in

1984-85, or roughly 45% of exports of goods and non-factor services.

Merchandise exports-mainly auto parts, machinery, agricultural commodities,

and livestock--constituted about half of all non-oil exports, tourism

(including border trade) another quarter, and in-bond factory exports about

one-tenth. Growth of earnings from in-bond factories has been steady and

spectacular, averaging about 25-30% annually since 1982. But regular

manufactured export growth has been erratic (earnings declined by more than

10% in 1985, after increasing by more than 20% in 1984)1/ while the growth

of tourism earnings has stagnated.

22. Export promotion must rely importantly on stabilization (especially

early exchange rate unification) to rebuild confidence, restore the

incentives to invest, and remove the lure of speculating in lieu of expanding

export activities. But reforms enhancing industrial and agricultural

efficiency, on the one hand, and encouraging higher levels of private foreign

investment, on the other, are also needed. Industrial and agricultural

competitiveness is low (industrial productivity actually decreased at an

average annual rate of 0.7% annually between 1970-1982, according to a recent

Bank study) due to years of excessive protectionism, overregulation of

markets, and overexpansion of some inefficient parastatals. Trade

liberalization has so far concentrated on making the instruments of

protection more transparent, but has not yet led to any meaningful reduction

in effective protection. Achieving this reducticn will require concerted

1/ Export statistics may be understated, reflecting underinvoicing for
capital flight (estimated at US$1-2 billion in 1985, and around US$30
billion during 1979-1985).
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action to (i) phase out most remaining import prohibitions, ORs, and import

reference prices (still significant for consumer goods, key agricultural

commodities, and major industrial inputs); (ii) consolidate and lower tariff

rates; and (iii) reform industrial promotion, decrees, public procurement

laws and anti-dumping policies that might otherwise undermine the

effectiveness of import liberalization.

Efficiency (Lower ICORs)

23. Clearly, the measures discussed above contribute in various ways to

increase investment efficiency. Three additional measures would be helpful:

(i) reform of the tax system, (ii) reform of public pricing (particularly for

goods used in the production of tradeables), and (iii) rationalization of

public investment. Tax reform is needed to reduce perverse incentives to

borrow rather than equity finance, and to adopt excessively capital-intensive

production solutions (e.g., through currently overly-generous capital

depreciation allowances). The Government has requested IMF technical

assistance to reevaluate the tax system; a final report is expected shortly.

Pricing of controlled tradeable products inside and outside the public sector

needs to take greater account of border parities (adjusted for differences in

product quality), and not only fiscal, inflationary, and welfare criteria.

Through border parity pricing, wasteful investment could be avoided and

international competitiveness enhanced (e.g. PEMEX feedstocks are sold in

Mexico at half the level of world prices, encouraging overinvestment in

secondary petrochemicals and fertilizers, while SICARTSA steel, which costs

twice as much as imported steel from Korea and ig of generally ir-farilor
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quality, hampers the emergence of competitive auto, parts, and machinery

industries.)

24. Finally, public investment, around 6% of GDP in 1986, has fallen

even below the relative levels of the pre-oil boom mid-1970s. There may be

some scope for increasing this level modestly over the next five years to

reduce any backlog of investments in areas such as petroleum,
2/ to

accommodate higher rates of utilization that could emerge from accelerated

growth, and to increase investment in human resources, where cutbacks in

recent years have been especially severe and the demand for educational

services has continued to far outstrip available supply.

25. Unfortunately, public investment planning and implementation

procedures are seriously deficient. These deficiencies will need to be

corrected, in tandem with pricing reforms and enterprise rehabilitation, to

assure the prudent use of any additional investment. Currently, there is in

many parts of the public sector a lack of sound procedures for preparing and

evaluating new projects. There is no integrated public investment program

and no multi-year approach to investment planning. The emphasis is on

expansion into new capacity, rather than maintenance and better utilization

of the existing capital stock. Dublication and waste, due to inadequate

coordination within the federal government, as well as among local, state,

and national governments, are still significant. There are also weaknesses

in reconciling investment plans with available finance, and no systematic

methods for anticipating the impact of proposed investments on future

operating costs. Finally, there are a number of specific projects and

2/ A major difficulty for the Bank in assessing past public investment and

future needs is the lack of information on PEMEX investments.
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sectors where public investment might be usefully postponed or cancelled

without adversely affecting growth prospects. These are detailed in the

policy matrix (Annex II).

Domestic Savings Trends in Relation to Investment Financing and Interest

Payments on Foreign Debt

26. In economic analytical terms, the net effect of all these policies

and actions would be to increase the share of domestic savings in Gross

Domestic Income from 18.4% in 1985 to 23.6% in 1990, and thus to reduce

dependency on foreign savings for the financing of investment. Another key

indicator of improvement in basic macroeconomic performance is the relative

share of domestic savings and foreign savings (net foreign capital inflow) in

the financing of Mexico's interest payments on foreign debt and domestic

investment (public and private). The projected evolution of these relative

shares under the high and the base case scenarios is presented in Tables 3

and 4 below:

Table 3: DOMESTIC SAVINGS IN RELATION TO DOMESTIC INVESTMENT AND INTEREST

PAYMENTS ON EXTERNAL DEBT IN HIGH GROWTH AND BASE SCENARIOS

(Percentage of GNP)

Net Factor Domestic Savings as Share of

Investment Payments Savings Investment + Interest

(1) (2) (3) (3)
(1) + (2)

High Base High Base High Base High Base

1984 17.6 17.6 4.5 4.5 16.5 16.5 74.7 74.7

1985 18.0 18.0 3.5 3.5 18.1 18.1 84.2 84.2

1986 17.9 17.9 3.5 3.4 18.3 17.3 85.5 81.2

1987 19.4 17.1 3.3 3.2 19.8 17.4 87.2 85.7

1988 20.7 17.3 3.0 3.1 21.3 17.5 89.9 85.8

1989 21.3 17.3 2.8 2.9 21.9 17.5 90.9 86.6

1990 21.9 17.2 2.5 2.7 22.5 17.5 92.2 87.9
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Key Sectoral Reforms

27. The key sectors where policy reform needs to be focused incude

industry, agriculture, the financial sector, and foreign direct investment.

In the following paragraphs, the relevant policy goal are discussed in

greater detail.

Industrial Reform

28. In the industrial sector, a large share of heavy industrial and

basic goods output is accounted for by parastatals such as PEMEX, SIDERMEX,

AHMSA, the Power Commission, etc.,some of which are internationally

uncompetitive and retain legal monopolies over the production and sale of key

inputs. These inputs are of often irregular quality and high cost, while

delivery schedules are unreliable. Wider access to imported inputs is

critical to the survival of downstream industries hoping to compete in an

open economy, yet liberalization would almost assuredly lead to economic ruin

for many parastatals, unless parallel efforts to restructure and rehabilitate

them are pressed forward. Direct state controls over credit allocation and

over the financial system, generally, are another obstacle to restructuring

the economy for growth. Presently, there is a need for quick follow-up to

the government's announced plans to restructure parastatals in shipbuilding,

steel, fertilizers, and sugar, and for an extension of this process to

CONASUPO, the nationalized commercial banks, the state-owned development

banks, and other parastatals.
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29. With respect to the industrial promotion decrees, only two are in

effect currently for automobiles and pharmaceuticals. A third for computers

will be adopted shortly, and at least eight more are in the works. These

decrees essentially grant a combination of tax write-offs, subsidies, market

reserve guarantees, drawback privileges, and quantitative import restrictions

whose overall effect is to grant qualified companies a monopolistic or

oligopolistic position in the domestic market in exchange for certain

performance guarantees. The result has been a rapid growth in foreign and

domestic investment in these industries, creating jobs and income. But the

productivity of investments promoted by these decrees has often been low.

(For example, despite its position next to the world's largest auto market,

Mexico sells negligible numbers of cars and trucks to the US). Ideally,

these decrees should be reviewed and, where necessary, scaled down within a

defined time period. Lacking this, it would be necessary, at least to amend

those provisions of the decrees which might obstruct liberalizing imports in

these sectors, notably the quantitative import restrictions and domestic

procurement rules.

Agricultural Reform

27. Structural issues in agriculture are among Mexico's most difficult

and politically sensitive to resolve. Seven decades of land reform have

fragmented half of Mexico's arable land into economically-inefficient units,

while deterring investment in large-scale commercial farming and ranching,

because of the threat of future expropriation. The goal of guaranteeing

1cw-income consumers access to cheap sources of staple foods has conflicted
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with the drive toward national self-sufficiency in food production. As

support prices have been moved up to border parity levels in recent years,

the budgetary costs of maintaining low food prices and propping up an

inefficient parastatal system of crop storage and distribution (CONASUPO) is

estimated to have reached nearly 3 percent of GDP in 1985.

31. The de la Madrid Administration has moved to ameliorate one of the

most politically-sensitive issues by declaring that expropriation and new

distributions of land will end by 1988. Progress toward resolving other,

equally-pressing issues will also be important in areas such as (i) the

liberalization of agricultural commodity imports, (ii) narrowing the scope of

domestic price and marketing controls, as well as consumer subsidies (from

the current 18 to, for example, a "strategic" subset of 3-4 commodities),

(iii) revamping agricultural credit policies to reduce interest rate

subsidies and official allocations, (iv) eliminating agricultural input

subsidies, (v) reforming the budget of the agricultural ministry to reduce

staffing, raise the salaries of extension agents, and increase the quality

and volume of agricultural investment, and (vi) promoting agrobusiness export

development. As a tactical matter, it may be useful for the Government to

focus more attention initially on agro-export promotion, for which there is

also strong private sector interest. As the implications of a full-scale

export promotion program become clearer, attention will necessarily shift to

take in the other, more sensitive, agricultural policy issues.

Financial Sector Reform

32. A fundamental aspect of Mexico's structural problems, and one which

has made the crisis deeper and less tractable, has been severe financial
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disintermediation. Disintermediation began in 1982, when the Government

nationalized all Mexican-owned commercial banks, forced the conversion of

foreign-currency denominated deposits into pesos at an artificially low

exchange rate, and imposed interest rate controls during a period of soaring

inflation. Between December 1981 and August 1985, real deposits in the

commercial and development banks, combined, declined by approximately 45% to

their lowest level since 1972. Concurrently, since Mexico has been unable to

obtain net external financing, larger shares of these increasingly scarce

domestic financial resources have had to be used to underwrite the fiscal

deficit. This has meant steadily rising bank reserve requirements (which have

held at 90% since July); increasing competition from a flood of new treasury

bill issues preferred by, and accessible to, domestic savers of all kinds;

rising real credit interest rates; and a severe crowding out of the private

sector, whose share in total internal resources declined from around 40% in

1984 to less than 18% in 1985.

33. The combined impact of the recession, disintermediation, declining

portfolio quality, bureaucratization, public uncertainty about future policy

trends and the security of financial assets, and the over-leveraging of

assets has weakened equity markets drastically and reduced the strength of a

number of commercial banks. Although most of the remaining commercial banks

show balance sheet profitability, only the largest banks are considered

competitive and efficient at present. Underlying bank costs of

intermediation appear to be high -- on the order of 4-5% of banking system

assets, compared with 2-2.5% in countries such as Thailand and Korea. The

difference would be equivalent to about 0.5% of GDP.
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34. Parallel to the commercial banking system is a complex of over 400

state-controlled development banks and trust funds, which provide 30-40% of

domestic credit, although they mobilize only about 10% of domestic deposits.

Credit has been offered on highly subsidized terms since 1982, as rising

inflation was only partially compensated by upward adjustments in interest

rates. However, in 1984, the Government has firmly committed itself to

linking interest rates on development credits supported by The World Bank to

a variable general index, the Average Cost of Funds (ACF) for the commercial

banking system as established by the Central Bank of Mexico, and to gradually

reducing subsidies. Quarterly adjustments have accelerated in 1985-86 and

most rates are now close to or above the ACF level. Some preferential

lending rates for credit programs not supported by international agencies

such as The World Bank or IDB remain sharply negative in real terms. In

connection with the 1986 budget, the Government has announced plans to reduce

credit losses from financial intermediation by the equivalent of 0.7% of

projected GDP.

35. As conventional financial institutions have faltered in their role

as intermediaries, new sources of credit have emerged, such as an

inter-company acceptance market and "off-shore" peso lending (until November

1985 when it was sharply restricted). The emergence of an active market in

short-term acceptances (which might prepare the way for longer-term

instruments, such as variable rate bonds) would offer welcome competition to

the nationalized banks, and provide some financial "oxygen" to those

borrowers in the private sector now being crowded out of traditional credit
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markets. However, the relatively small size of, and limited access to, these

parallel credit markets suggests that they do not offer genuine alternatives

to a well-functioning banking system.

36. The success of structural reforms in other areas, such as trade

liberalization, cannot be assured as long as equity capital remains

exccesively scarce and lendable resources continue to be channeled

inefficiently through a banking system sufering from the joint pressures of

large fiscal deficits, comprehensive interest rate and credit controls, and a

system of bank management lacking in adequate market-based incentives and

accountability. Although reprivatization of the commercial banks is not a

realistic option for the medium-term (since nationalization was carried out

by constitutional amendment), other options may be available. As previously

mentioned, the development of markets for short-term paper should be

encouraged. In addition, the preferential system of credit, with its highly

subsidized interest rates and mandatory portfolio allocations, should be

targeted more narrowly on a few selected low-income groups, if not eliminated

altogether. This would require that the development banks be converted

gradually to "first-tier" institution, attracting long-term credit from

abroad and channeling them through the domestic commercial banks. The

commercial banks will need to develop market-based performance criteria and

increased managerial accountability for financial efficiency, if they are to

carry out capably their enhanced retail role. Finally, for the success of

structural reform at the firm level in both public and private enterprises,

it is essential to recreate markets for long-term financial instruments and

equity such as Mexico bad before the crises cf 1976 and 1982.
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Foreign Direct Investment

37. Higher levels of private foreign investment, particularly in the

form of equity capital, would accelerate the transfer of technology and

modern management techniques and help create new export marketing channels.

During the late 1970s, Mexico received substantial foreign direct investment,

which averaged about US$1.7 billion yearly. Over the past three years,

however, average new investment flows have fallen to less than US$500 million

annually, or one-quarter of the historical level, of which about half

represented reinvested earnings from existing investments. Obviously, the

recession itself has had a deterrent effect, lowering foreign investors'

expectations for improved domestic sales. But export-oriented investment,

attracted by sharply lower labor costs, has actually accelerated since 1982,

particularly in the in-bond sector. As an initial step, the in-bond

experience could be extended, allowing the in-bond factories to gradually

increase their share of authorized sales to the domestic market, in areas

such as computers, agro-industries, and food services. However, at present,

the rules of the game for private foreign investors generally are not always

clear, delays in obtaining approval for major investment applications are

sometimes excessive and foreign' ownership in a number of potentially

attractive sectors is limited to 49%. Putting 3-4 applications for foreign

investment yearly on a "fast-track" approval process might he one way to

improve dramatically Mexico's image in this regard. In the medium-term,

a review of existing laws to broaden, clarify, and simplify the terms and

conditions under which foreign investments are permitted would be highly

desirable. It would further be necessary to ensure fundamental property

rights, accept international arbitration of investment disputes (a la Chile
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and Ecuador), and establish internationally acceptable rules for patents and

copyrights.

Role of Expectations and Confidence in Policy Management

38. As the Government fashions its economic policies for the latter

half of the sexenio, it does so against an historical backdrop of two

preceding administrations (Echeverria and Lopez-Portillo) whose expansionary

economic policies in the second half of their sexenios led to disarray and

crisis. Corrective measures were left to successors who were not fully able

to carry them out. Moreover, the current administration has suffered

additional damage to its credibility. This was due not only to the

previously mentioned lapses in economic policies over the past year, but also

to perceived shortcomings in the anti-corruption campaign promised by the new

president, and, more recently, to the mishandling of some aspects of the

recent earthquake disaster. It is always difficult to measure this loss of

credibility, but capital flight, relative movements in the exchange rate, and

trends in inflation have often served as rough and ready proxies. By these

standards, the current crisis of confidence is major, albeit not on the scale

of 1982.

39. For the Government to announce a new program for 1986 which, in

some important respects--fiscal deficit reduction, exchange rate and interest

rate adjustments, official price increases, etc.--resembles the ill-fated

1984-85 programs, could reinforce a sense of deja vu, unless the new program

clearly signals changes going beyond stanilization. Since some previously-

announced structural reforms (e.g., public enterprise privatization and

reductions in import protection) have been more promise than reality to date,
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public skepticism is likely to yield only to\concidte, up-front actions

combined with clearly-delineated medium-term plans.

1986 Action Program

40. The 1986 program would focus on: (a) achieving strict compliance

with the non-oil revenue and expenditure measures required to meet fiscal

targets through, for example, a broadening of the tax base and reduced tax

evasion. (Special contingency measures may be needed to deal with the

probable shortfall in oil revenues.); (b) early reunification of the exchange

rate, and flexible adjustment as needed thereafter, to stimulate satisfactory

non-oil export growth, sharply reduce, if not eliminate, capital flight, and

permit strong recovery in international reserves; (c) first-stage

implementation of a three-year schedule for eliminating most import reference

prices and quantitative import restrictions, consolidating import tariffs in

a final range of 10-40%, and introducing modern, transparent anti-dumping

legislation; (d) returning to a free auction system for treasury bills, while

allowing competing forms of bank financial assets to adjust as market

conditions dictate; (e) further reduction in interest rate subsidies in

accordance with the Government's schedule for quarterly adjustments; (f)

additional efforts to sell or liquidate the 237 companies already announced

for privatization; (g) developing, and starting the implementation of,

detailed action plans for restructuring or privatizing public enterprises in

shipbuilding, steel, fertilizers, and sugar, the four sectors already

identified for priority reform in the 1986 budget; (h) starting

implementation of key recommendations emerging from the Draft Joint

Bank-Government Public Sector Investment Review. (This would include: (i)
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reallocation and/or cancellation of inefficient investment projects in power,

fertilizers, secondary petrochemicals, steel, mining, transportation,

telecommunications, urban transport, water supply, and housing; (ii)

increases in investment for education; and (iii) the introduction of

multi-year investment hudgeting, uniform project evaluation and monitoring

procedures, and related system reforms); (i) presenting a detailed

Governmental proposal for reforming agriculture, including the gradual

removal of quantitative import restrictions, the targeting of consumer

subsidies, phasing out price controls, privatizing most of CONASUPO' storage,

distribution, and merchandizing functions, eliminating agricultural input

subsidies, reforming agricultural credit policies so as to reduce subsidies

over and above current targets for 1986, and restructuring the Ministry of

Agriculture to reduce salary overhead and provide greater budgetary support

for research, extension, and seed multiplication. Finally, (j) the approval

of three of four high-profile foreign direct investment proposal on a

"fast-track" basis would give the right signals abroad.

41. This strategy, which is laid out in greater detail in the policy

matrix (Annex II), would combine up-front actions (such as a rollback of new

import restrictions, sales and liquidations of small-scale, nationalized

firms, "fast-track" approvals for high visibility foreign investment

proposals, etc.) with clear statements of future policy directions covering

1987 and beyond (trade liberalization calendars, foreign investment law

reform, etc.). Underlying it is the strong conviction that Mexico's

developmental and stabilization difficulties have become so interlinked that

nothing short of coordinated action on all relevant fronts holds out credible

prospects for success.
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What is Politically Doable in Mexico over 1986-1988?

42. Identifying the necessary and desirable economic measures is, of

course, only a first step. Policy scenarios would have little operational

relevance if they were unable to meet the critical test of political

feasibility. Conversely, if political constraints in Mexico were judged to

be highly restrictive, then a politically-feasible program might fall short

of what would be judged minimally-workabie from an economic standpoint.

Operational relevance would have been achieved -- but at the cost of ultimate

failure in helping the country emerge from the crisis. Not only would this

be a tragedy for Mexico: it might also harm the credibility and future

effectiveness of international agencies if they had endorsed and financed a

flawed approach.

43. In this regard, a cautious appraisal must be offered about the

prospects for achieving a high-growth program in Mexico. The outlook for

concerted, broad-based action is uncertain for reasons which can only briefly

and inadequately be discussed in this paper. First, Mexico has been ruled

for half a century by a single political party which has gradually absorbed

interest groups covering virtually the entire spectrum of domestic political

and economic thought. Hence, decision making is a process which involves

exceptional complexities and requires great political skill and patience.

Consensus is rendered more than usually difficult by the presence at the

bargaining table of groups which would normally be considered as having
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diametrically opposed interests. Reaching major decisions often takes

inordinate lengths of time and, because of the "log-rolling" process,

frequently produces serious internal inconsistencies among measures. Also,

the very ideological basis of the Mexican Revolution (strong state role in

economic sectors, primacy of the state as distributor of economic benefits,

etc.) poses difficult obstacles to the adoption of reforms aimed at

lightening the heavy hand of the government on economic activities.

44. An intense debate within the Government continues on the scope of

complementary stabilization measures needed (notably in the exchange rate and

interest rate areas), and on the costs and benefits of carrying out

significant structural reform (e.g. trade liberalization, public enterprise

reform, easing foreign investment restrictions). At the same time, key

support groups, including labor and most manufacturers, have been bitterly

critical, and increasingly vocal, in attacking the Government's economic

management in areas ranging from wages to trade liberalization and the

external debt. As the Government is feeling the intense pressures of

economic crisis, political unrest, and natural disaster, some policy signals

have become contradictory and fragmented in recent months. (For example, the

decision to impose an administered price on treasury bills placed for auction

starting last October reversed a financial reform undertaken in 1983, and

raised fears among savers that the Government would reimpose controls on

savings rates. This played an important role in the rapid runup of the free

exchange rate in October/November).

45. Nonetheless, considering the steps ilready taken in recent months

-increases in real official tariffs and prices, acceleration of the rate
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devaluation of the controlled exchange rate and a narrowing of the gap

removal of money quantitative import restrictions, decision to join the GATT,

etc.-- the stage for further major policy action in 1986 has been set. The

greatest risk is that such action may be piecemeal and slow, falling short of

the critical mass necessary so that Mexico can reemerge strong and healthy

from its grave difficulties. As the political cycle advances toward the end

of the present sexenio (December 1988), political attention inevitably shifts

to the process of designating a new president and his chief officers.

Therefore, 1986 may truly be the last "window of opportunity" for some years

to come.

Financing Requirements

46. As can be seen in Annexes III and IV, under either scenario,

Mexico's net external financing requirements during 1986-90 would differ only

slightly, ranging from US$2.3-3.8 billion annually under high growth, and

US$2.1-3.0 billion in the base case. (For illustrative purposes, a "low" oil

price" scenario, in which pries are assumed to average US$15 a barrel from

1986, has been attached in Annex V. It should be regarded as notional only,

since no attempt was made to adjust assumptions about the international

economic environment to reflect the lower cost of energy). Under high growth

policies, tight aggregate demand management, improvements in export earnings,

higher domestic savings, and greater resource efficiency would tend to reduce

net financing requirements relative to the base case. But faster growth and

more rapid trade liberalization would tend in the opposite direction. On

balance, borrowing needs would be about the same as in the base case (US$ 2.7

billion annually vs. US$2.5 billion). However, since the public sector'.Q own.

financing needs would rapidly diminish, a growing share of new public
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borrowing would be channeled into rebuilding foreign reserves and extending

credit to a rejuvenated private sector. Under base case policies, less

buoyant export performance would be offset by tighter import controls. While

this would hold the economy in a low-growth equilibrium, at the same time, it

would postpone a marked deterioration in the external accounts. (Note that

the current account balance would remain very small under both scenarios.

(See Table 2).

47. However, significant differences in the composition of borrowing

would arise. Under high growth, Mexico's improved policy performance would

permit it to diversify borrowing, drawing on the development banks, bilateral

creditors and suppliers' credits to finance over half of its cumulative net

financing requirements of US$13.5 billion. Under the base case scenario,

development bank lending commitments would fall by one-third (from US$1.4

billion in the high growth scenario to US$0.9 billion in the base case),

reflecting an inappropriate policy environment to undertake anything more

than "core" lending programs. Lending from bilateral creditors would decline

by around 15% (from US$1.4 billion yearly to US$1.2 billion), while

suppliers' commitments would decline by 80% (from US$1 billion to

US$0.2 billion). Eighty percent (US$10 billion) of the five-year net

financing total of US$12.5 billion would need to come from commercial banks,

either in the form of concerted lending or, failing agreement, possibly by

unilateral reductions in debt service.

IBRD Lending

48. Under a base case scenario, the Bank's program during 1986-90 would

consist entirely of project lending commitments on the order of US$600-700
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million annually, of which roughly one-half would finance new transport and

urban infrastructure, one-third agricultural development, and the remainder

industry and adult education. Under a high growth scenario, project lending

could rise a further US$100 million yearly (to US$700-800 million), while

additional policy-based lending commitments of US$300-500 million annually

would be justified. In addition to a series of Trade Development Policy

Loans, sector loans for agriculture, public sector management, and financial

sector reform might be considered. Thus, total annual Bank commitments could

be well in excess of US$1 billion p.a. on average. In terms of net

disbursements, flows would average about US$240 million annually in the base

case (i.e., about 9-10% of projected overall net financing requirements for

Mexico). But under high growth policies, net disbursements could average as

much as US$640 annually (i.e., nearly one-quarter of projected overall net

financing requirements). Thus, under high growth policies, the Bank would

become the largest single source of fresh finance for Mexico through the end

of this decade.

February 4, 1986

JHJohnson/mtr
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HIHo SCENARIO II: WITH POLICY ADJUSTMENTS
TABLE 1 : MEXICO: MAIN FLOVS OF FUNDS (Billion 1980 Moxioan , GDY units)

1984 1985 1986 1987 1988 1989 1990
A.- investment Financing
RwffirkEmas of FFndl 759.3 810.0 S09.6 912.2 1026.8 1118.2 1218.7
Private Investment 419.7 471.1 505.5 564.7 626.7 687.2 -761.5
Public Capital Expenditures 289.4 289.4 255.8 295.4 341 9 370.1 392. 2
Incr Pub Sect Liq Ass 50.1 49.5 48 2 52.7 58 2 61 4 65.0
ro t/sjv mrA s 79.1 810.0 S9.6 912.8 1926.8 /18.$ 1218.7
Private Savings 776.7 798.6 728 6 740.1 767.5 814.6 891.3

Non-financial 761.3 797.3 756.0 631.7 658.3 726.3 780.1
Financial 15.4 1.3 -27.4 108.4 108.7 88.3 101.1

Public Savings -74.8 -132.2 -28.7 88.2 135,4 256.1 291.6
External Savings -96.8 -11 .2 -8.1 -0.9 8.4 9.9 10.0
Inflationary Credit 154.1 154.9 117 6 85.4 65 5 38.3 35 3

Memo Item: Inflation 66.6 64 1 50. 1 31 .0 21.8 11.2 92
B.- Public Deficit Financing
A4fi*i364.2 421.6 224.5 207.3 156.5 114.1 100.5
hwrese L qid Assetfs W.1 49.5 48.2 52.7 _V.2 61.4 650
External Financing 73.2 29 6 217.8 203.7 179.3 215.5 149.6
Inflationary Credit 154.1 154.9 117.6 85.4 65.5 38.3 358
Other Domestic Financing 186.9 286.7 -2.3 -29.2 -30.1 -78.3 -193S

C.- Private Investment Financing
Private Investment 419 7 471 1 505.5 564 7 626.7 687 2 761 5
Surplus 33.8 -87.1 81.4 53.7 43.8 42.9 45.1
rEwwl Rew-rM4a& w 35 4.0 M87.0 618.4 670.5 73V.2 806.6

Non-financial Savings 761 3 797.3 756 0 i31.7 658 9 726.3 780.1
Financial Savings -171.5 -285.4 -24.6 137.6 138.8 166.6 120.9
External iavings -S6.3 -129.0 -1444 -150.8 -127.1 -162.6 -94.4
CK YD 0.0 0.0 0.1) 0.0 0.0 1.0 0.0
TABLE 2: MEXICO - National Accounts (Billion 1980 Mexican $)

1984 1985 1986 1987 1988 1989 1990

Consumption 3256.4 3419.9 3316.8 3367.6 3479.2 3647.3 3847.0
Private 2954.8 3099.7 3022.7 3054.7 3146.2 3293.1 3470.4
Public 301.6 320.1 294.1 312.9 333.0 354.2 376.6

Investment 757.2 808.0 '794.7 890.6 999.9 1088.3 1183.8
Private 448.2 500.5 527.7 534.7 647.0 707.4 781.4
Public 309.0 307.5 267.0 305 3 352.9 381.0 402.4

Tetraf rpenitres 4013.6 4227.9 4111.5 4258.2 4479.1 4735.6 530M.9
Imports 308.1 354.3 377.1 365 2 412.6 454 8 4975

amwstIE f xpetC JMItrS 37.5 32736 3776.5 3V3.0 4066.5 4280.8 433.4
Exports 793.9 761 1 811.8 860.9 910. 1 958.9 1008.7
So#sw DOwMsft Protdwt 4499.5 4634.7 4588.3 4753.9 4976.6 5239.7 5542.0
Terms of Trade Effect -216.6 -240.7 -316.1 -343 0 -355.5 -367.9 -380.6
&-ass VD9Estiv kcea 4222.9 4394.0 4272.2 4410.9 4621.0 4871.7 5161.4
Foreign Factors Income -194.0 -157.5 -155.4 -152.1 -147.0 -142.0 -136.5
Oress A~tiaal Prearwt 435.5 4477.2 4432.9 4601.5 4829.5 50977 540.5
GNP (Curr Mex$) 27723.0 47601 7 71976 3 104163.7 138233 1 170353 7 199863.5
GNP (Curr $) 165248.7 168231.6 148711.3 155050.1 169683.0 191666.4 218768.3
ONP ($K 1980) 187594.9 195073.5 193145.8 200502.6 210426.9 222109.9 235523.9
CK 0.0 0.0 0.0 0.0 0.0 0.0 0.0



High Scs: With Policy Adjustment -- 2/3/86

TABLE 3: CONSOLIDATED PUBLIC SECTOR (Billion 1980 Mexican ; ODY units)
1984 1985 1986 1987 1988 1989 1990

Tefalhevmas 1044.2 1010.5 105.7 1021.6 1141.2 1187.0 1241.3
Non-oil Taxes 375.3 373.5 395.2 419.0 452.9 477.4 508.4
Domestic Oil Taxes 200.3 205.5 213.6 220.5 231.1 243.6 258.1
Oil Export Tax 113.5 103.3 93.8 92.9 95.9 96.6 96.8
Non-tax Oil 225.0 196.3 177.2 172.7 177.2 175.3 171.6
Non-tax Non-oil 130.1 131.8 170.9 176.4 184.8 194.9 206.5

CwrEt nEe trEs t119.0 1142.7 1079.4 993.4 936.4 931.7 349.7
Consumption (Gen. Gov.) 298.9 319,9 289.6 307.0 327.0 348.2 370.8
Interest Payments 508.9 452.0 507.9 422.3 352.8 291 8 269.8
Domestic 289.2 270.7 318.7 205.7 124.7 60.6 33.5
External 219.8 181.3 189.2 216.6 228.1 231.1 236.3

Current Transfers 311.2 370.9 281.9 264.1 276.7 291.7 309.1
Pulk SAvrAs -74.8 -132.2 -28.7 2M.2 125.4 256.1 291.5
C.pitalEpiiI4iures 289.4 229.4 253i2 295.4 341.9 370.1 392.2
Direct Investment 221.0 221.0 201.1 240.7 284.5 309.7 328.1
Capital Transfers 68.4 68.4 54.7 54.7 57.3 60.5 64.1

DEficit 364.2 421.6 254.5 207.3 156.5 114.1 100.5
Awrwes" qwrf Assetts 5.1 49.5 48.2 52.7 32.2 61.4 6.0
Domestic Financing 341.1 441.6 114.9 56.2 35.4 -40.0 16.0

Inflationary Credit 154.1 154.9 117 6 85.4 65.5 38.3 35.8
Other Domestic Financing 186.9 286.7 -2.8 -292 -30 1 -78.3 -19.8

External Financing 73.2 29.6 217 8 2037 179.3 2155 149.6
Memo It: Price Level (1980=100 687.3 1136.5 1783.5 2500.6 3158.6 3676.5 4052.4
GDP Current Prices 29437.2 49938.1 76195.5 110297 5 145960.3 179107.5 209158.3
TABLE 4: MEXICO - Balance of Payment (Million $)

1984 1985 1986 1987 1988 1989 1990
Exports (Ods & Nfs) 30414.9 27279.5 27302.1 31076.8 35775 3 40979,1 46819.1

Non-oil 13813.6 12462.2 15454.4 18729.2 22501.6 26709.8 31479.6
Oil Related 16601.3 14817.2 12347.7 12347.7 132738 14269.3 15339.5

Imports (Gds & Nfs) 16230.1 18571 8 18737.6 21914.6 266157 315400 37090.4
Rasewce 84kwe f(4154.2 8707.6 9014.5 9162.2 913.6 9439.1 9728.9
NetFactorServices -10217.6 -82574 -87174 -91303 -9485.2 -98489 -10173.9
Carrfit Accewt 8.a4ce 3967.2 450.2 297.1 31.9 -325.6 -409.9 -445.2
Awt C4til -534.9 -395.2 2702.9 1962. 2025.6 2126.0 2447. f
Direct Foreign Investment 391.1 400.0 500.0 600.0 800-0 980 0 968.0
Formal Finanoial Capital 1590.8 -1650.2 302.9 2568.1 2325 6 2406.0 2579.1
Other Capital -2516.8 -2700.0 -1600.0 -1200.0 -1100.0 -1100,0 -1100.0
Unreoatriated Earnings -1340.0 -1091.1 -1097 9 -12194 -1310.9 -1409.2 -1514.9
Other Flows -1176.8 -1608.9 -502.1 19.4 210.9 309.2 414.9

CAwAre At Roswr rs (-=) -3432.3 3500.0 -3000.0 -2000.0 -170.9 -1776.1 -202.0
Memo Items: Reserves ($ million 6400.0 2900.0 5900.0 7900.0 9600.0 11376.1 13378.1
Res/MI (9) 67.5 29.9 68.1 77 0 82.4 80.6 77.9
Res/Base (%) 28.4 10.5 25.6 30.8 35.0 34.3 33.1
Res/Currency (M) 147.4 65.2 14823 1681 180.0 176.1 170.1
Res/Imports (Months) 4.7 1.9 3.8 4.3 4.3 43 4.3
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TABLE 3: MEXICO - Foreign Funds Requirements (S million)
1985 1986 1987 1988 1989 1990

ftws efads 0701.1 980.1 10327.7 14321.5 14096.0
Current Account Deficit -297.1 -31.9 325.6 409.9 445.2
0th Cap - Dir For Invest 1100.0 600.0 300.0 220.0 132.0
Foreign Reserve Acc. 3000.0 2000.0 1700.0 1776.1 2002.0
Amortizations 5894.0 4978.2 7282.0 8062.1 11975.5 11516.9

&-ss Anew* ~mets af fuads 575f.1 f y.0. f U3a 7 7 143S(.5 1406.0
Available 2807.5 3301.2 4309.5 6109.3 6604.4 6840.0
Additional Needs 5479.9 5540.6 4278.4 7777.1 7256.0

Memo: Net Requirements 3802.9 2568.1 2325.6 2406.0 2579.1
TAULE6: Ki VriWAbs( 1924 1985 1926 1987 198 1989 1990

GNP growth rate 4.0 -1.0 3.8 4.9 5.6 6.0
GNP/capita (growth rate) 1 6 -3.2 1.5 2.6 3.2 3.7
D/X 3 3.4 3.5 3.2 2.8 2.5 2.3
External Debt (DOD; $ bill) 94.4 92.8 96.6 99.1 101.5 103.9 106.4
D/GNP 57.1 551 64.9 63.9 59.8 54.2 48.7
Int Payments/GNP 6.8 5.5 6.6 6.6 6.3 5.8 5.3
DS/GNP 6.8 9.0 9.9 11.3 11.1 12.1 10.6
Public Invest. (real growth) -0.5 -13.2 14.6 15.4 8.0 5.6
Pub Inv/GDP 6.9 6.6 58 6.4 7.1 73 7.3
Priv. Invest. (real growth) 11 7 5.4 10.8 10.6 9.3 10.5
Priv Inv/GDP 10.0 10.8 11.5 12.3 13.0 13 5 14.1
Public Savings (Bill Mex$ 1980) -74.8 -132 2 -28.7 88.2 185.4 256.1 291.6
Public Sav /GNP -1 9 -3 2 -0.7 2.1 4.2 5.5 5.9
Private Savings (real growth) 4.7 -4.4 7.5 8.6 7.8 8.6
Priv Sav/Priv Income 21.0 20.5 19.7 19.8 19.9 20.1 20.5
Exports (growth) -10.3 1.9 11.8 15.1 14.5 14.3
Exports/GNP 18.4 16.2 18.7 20. 0 21.1 21.4 21.4
Imports (growth) 14.4 1.2 16.6 21.5 18.5 17.6
Imports/GNP 9.8 11.0 12.6 14.1 15.7 16.5 17.0
Cons /cap (growth rate) 2.7 -5.2 -0.8 1.0 2.5 3.1
B. Other Key Variables
Non-oil Taxes/GODP 8.8 8 5 9.3 9 5 98 9,8 9.9
Domestic Oil Taxes/GDP 4.7 4.7 5.0 5.0 5.0 5.0 5.0
Non-oil Non-tax Rev /GDP 3.0 3.0 4.0 4.0 4.0 4.0 4.0
Pub Cons Expend./GDP 7.0 7.3 6.8 7.0 7.1 7.1 7.2
Current Transfers/GDP 7.3 8.4 6.6 6.0 6.0 6,0 6.0
Public Deficit/GDP 8 5 9 6 6.7 4.7 3.4 2.3 1.9
Dom Int Paymts/GDP (pub set) 6.8 6 2 7.5 4.7 2.7 1 .2 0.6
Total Int Paymts/GDP (pub set) 11.9 10.3 11.9 96 7 6 6.0 5.2
Exch Rate (%chg, nominal) 68.7 71.1 38.8 21.3 9.1 2.8
Adj Real Exch Rate (chg) 1.5 16.6 5.9 3.2 0.8 0.2
Priv Savings/GDP 18.1 18.2 17.1 16.8 16.6 16.7 17.1
Priv Savings/YD 21.0 20.5 19.7 119.8 19.9 20.1 20.5
Real Int Rate (pub set) -21.8 -9 6 -0.1 5.6 3.9 2.5 0.1
Oil Price ($/b) 26.9 24 0 20.0 20.0 21 5 23.1 24.8
Libor
Terms of Trade 72.7 68.4 61.1 60.2 60.9 b1.6 62.3
inflation 66.6 64.1 50.1 31.0 21.8 11.2 9.2
Non-oil Exports (real growth) -9.3 15.9 13.3 11.8 10.4 9.6
Non-oil Exports/GDP (1980 K$) 7 8 6.9 8.1 8.8 9.4 9.9 10.2
Curr Account Balance ($ mill) 3967.2 450.2 297.1 31.9 -325.6 -409.9 -445.2
Foreign Reserves ($ bill) 6400.0 2900.0 5900.0 7900.0 9600.0 11376.1 13379.1
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SE SCENARIO (I): WIOUT POLICY ADJUSThENTS

TABLE 1: MEXICO: MAIN FLOWS OF F1IUS (Billion 1980 Mexican S, GOY units)
1984 1985 1986 1987 1988 1989 1990

A.- Investment Financing
Requirements o4 Funds 759.3 810.0 784.8 804.5 827.4 851,9 877.0
Private Investment 419.7 471.1 466.1 475.2 486.5 501.6 517.1
PublicCapitalExpenditures 289.4 289.4 269.2 277.6 288.0 295.9 304.0
Incr Pub Sect LiqAss 50.1 49.5 49.6 51.7 52.8 54.4 56.0

Total Savinas 759.3 810.0 784.8 804.5 827.4 851.9 877.0
Private Savinos 776.7 798.6 615.6 628.6 637.5 656.3 675.5
Non-4inancial 761.3 797.3 615.3 593.1 615.4 625.7 644.1
Financial 15.4 1.3 0.4 35.5 22.1 30.6 31.4

Publ i c Sav inos -74.8 -132.2 -47.7 -43.4 -13.4 -2.9 0.6
External Savinos -96.8 -11.2 20.4 12.5 -1.1 -4.7 -8.7
InflationaryCredit 154.1 154.9 196.5 206.8 204.4 203.1 209.6

Memo Item: Inflation 66.6 64.1 81.3 84.4 81.7 78.8 79.1
8.- Public Deficit Financino
DOficit 364.2 421.6 316.9 321.0 301.5 298.8 303.4
Increase Liquid Assetts 50.1 49.5 49.6 51.7 52.8 54.4 56.0

External Financino 73.2 29.6 177.9 211.1 211.8 239.8 173.8
InflationaryCredit 154.1 154.9 196.5 206.8 204.4 203.1 209.6
Other Domestic Financino 186.9 286.7 -7.9 -45.3 -62.0 -89.8 -24.0

C.- Private Investment Financino
Private Investment 419.7 471.1 466.1 475.2 486.5 501.6 517.1
Surplus 83.8 -87.1 7.1 7.0 6.6 8.2 8.5
Total Requirements 503.5 384.0 473.2 482.1 493.1 509.8 525.6
Non-financialSaivnos 761.3 797.3 615.3 593.1 615.4 625.7 644.1
FinancialSavinas -171.5 -285.4 8.3 80.8 84.0 120.4 55.5
External Savinos -86.3 -128.0 -150.4 -191.7 -206.3 -236.2 -174.0
CX YD 0.0 0.0 0.0 0.0 0.0 0.0 0.0
TABLE 2: MEXI CO - National Accounts (Billion 1980 Mexican S)

1984 1985 1986 1987 1988 1989 1990
Consumption 3256.4 3419.9 3476.8 3519.5 3588.1 3701.1 3817.2
Private 2954.8 3099.7 3163.2 3192.4 3243.9 3339.7 3437.7
Public 301.6 320.1 313.6 327.2 344.2 361.4 379.5

Investment 757.2 808.0 778.8 795.1 815.6 837.3 859.4
Private 448.2 500.5 493.7 501.9 512.3 526.6 541.3
Public 309.0 307.5 285.1 293.2 303.3 310.7 318.2

Total Expenditures 4013.6 4227.9 4255.6 4314.6 4403.7 4538.4 4676.6
Imports 308.1 354.3 327.0 326.3 329.5 339.1 349.0
Domestic Excenditures 3705.5 3873.6 3928.6 3988.3 4074.2 4199.3 4327.6
Exports 793.9 761.1 773.4 791.6 805.1 816.0 827.2
Gross Domestic Product 4499.5 4634.7 4702.0 4779.9 4879.3 5015.2 5154.8
Terms ofTrade Effect -216.6 -240.7 -306.3 -325.4 -328.8 -331.6 -334.4
Gross Domestic Income 4282.9 4394.0 4395.7 4454.6 4550.5 4683.7 4820.4
Foreion Factors Incmae -194.0 -157.5 -155.4 -148.9 -146.0 -142.0 -137.6
Gross National Product 4305.5 4477.2 4546.6 4631.0 4733.3 4873.3 5017.2
GNP (Curr MexS) 27723.0 47601.7 82122.2 152229.3 284998.3 530164.2 978949.2
GNP (Curr S) 165248.7 168231.6 177131.6 183243.6 1981961 219872.7 243295.7
G4P (SK 1980) 187594.9 195073.5 198099.1 201776.4 206232.7 212331.9 218602.3
CX 0.0 0.0 0.0 0.0 0.0 0.0 0.0
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TABLE 3: CONSOLIDATED PUBLIC SECTOR (Billion 1980 Mexican 5: GDY units)
1984 1985 1986 1987 1988 1989 1990

Total Revenues 1044.2 1010.5 977.9 992.3 1023.4 1045.1 1067.1
Non-oil Taxes 375.3 373.5 395.6 412.0 432.3 444.9 457.9
Domestic OilTaxes 200.3 205.5 205.6 208.4 212.9 219.1 225.5
Export OilTaxes 113.5 103.3 81.8 80.2 81.5 81.5 81.5
Non-tax Non-oil 130.1 131.8 153.9 155.9 159.3 163.9 168.7
Non-tax Oil 225.0 196.3 141.0 135.9 137.7 135.6 133.5

Current Expenditures 1119.0 1142.7 1025.6 1035.7 1037.1 1048.0 1066.5
Consumption (sen. Gov.) 298.9 319.9 313.5 326.0 342.3 359.4 377.4
InterestPayments 508.9 452.0 415.4 383.3 352.: 328.7 311.3
Domestic 289.2 270.7 250.5 209.7 183.3 165.5 153.6
External 219.8 181.3 164.9 :73.6 168.7 163.3 157.7

Current Transfers 311.2 370.9 296.7 326.4 342.7 359.8 377.3
Public Savings -74.8 -132.2 -47.7 -43.4 -13.4 -2.9 0.6
Capital Expenditures 289.4 289.4 269.2 277.6 288.0 2959 304.0
Direct Investment 221.0 221.0 211.0 218.3 227.5 234.2 241.0
CapitalTransfers 68.4 68.4 58.2 59.3 60.5 61.7 63.0

)e4icit 364,2 421.6 316.9 321.0 301.5 298.8 303.4
Increase Liquid Assetts 50.1 49.5 49.6 51.7 52.8 54.4 56.0

Domestic Financing 341.1 441.6 257.8 274.6 235.7 237.6 246.5
InflationaryCredit 154.1 154.9 196.5 206.8 204.4 203.1 209.6
Other Domestic Financing 186.9 286.7 61.3 67.8 31.3 34.5 36.9

External Financino 73.2 29,6 277.9 211.1 211.8 239.8 173.8
1e0o Items: Price Level (1980=100 687.3 1136.5 1960.2 3584,0 6560.7 11826.3 21162.9

DP Current Prices 29437.2 49938.1 96163.8 :59653,4 298544.6 553906.2 1020128.2

TABLE 4: MEXICO - Balance of Payment (Mill ion 5)

1984 1985 1986 !?S7 1998 1989 1990
Exports (Gds & Nis) 30414.9 2727.5 26195.6 27980,4 30725.9 33593.2 36735.9
Non-oil 13813.6 12462.2 13847.9 15632.' :7452.2 19323.9 21396.4
OilRelated 16601.3 14817.2 :2347.7 12347. 13273.8 14269.3 15339.5

Imports (6ds & Nis) 16230.1 18571.8 1340.1 19581.2 21254.7 23517.4 26019.1
Resource Balance 14184.8 8707.6 7855.5 8399.2 9471.2 10075.8 10716.8
Net Factor Services -10217.6 -8257.4 -27:7,4 -892o.7 -9420.5 -:846.4 -10259.3
Current Account Balance 3967.2 450.2 -861.9 -537.5 50.7 229.2 457.5
iet Capital -534.9 -3950.2 1161.9 837.5 249.3 175.2 -10.2
Direct Foreion Investment 391.1 400.0 50c.0 550.3 6 5.0 665.5 732.1
Formal FinancialCapital 1590.8 -1650.2 296!.9 2797.5 2244.3 2209.7 2146.7
Other Capital -2516.8 -2700.n -2300.0 - , -2600.0 -2700.0 -2889.0
Unrepatriated Earnings -1340.0 -1091.1 -1097,9 - ;2!,4 -1311,9 -1409.2 -:514.9
Other Flows -1176.8 -1608.9 -12021 -:2S0.. -1289.1 -:290.8 -1374.1

Chance in Reseries (-=+) -3432.3 3500.0 -300.0 -300.0 -300.0 -404.5 -447.2
lemo Items: Reserves (S mi14on) 6400.0 2900.0 2200.0 3500.1 3^00.0 4204.5 4651.8
Res/M1 (X) 67.5 29.9 31.3 33.1 33.3 33.3 33.3
Res/Base (W) 28.4 10.5 ::.0 11.6 11.6 11.6

Res/Currency (X) 147.4 65.2 63, '2.3 72.7 72.7 72.7
Res/Imports (Months) 4.7 1.9 2.1 2.: 2.1 2.1 2.7
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TABLE 5: MEXICO - Fortion Funds Requirements (3 million)
1986 1987 1988 1989 1990

Uses of Funds 7940.1 10067.7 10278.8 14059.2 13787.3
Current Account Deficit 861.9 537.5 -50.7 -229.3 -457.5
Cap Fliaht- Dir For Invest 1800.0 1950.0 1995.0 2034.5 2157.0
Foreign Reserve Acc. 300.0 300.0 300.0 404.5 447.2
Amortizations 5894.0 4978.2 7280.2 8034.5 11849.5 11640.6

Gross Requirements of Funds 7940.1 1067.7 10278.8 14059.2 13787.3
Available 2807.5 2964.4 2996.1 3301.8 3524.8 3617.3
AdditionalNeeds 4975.7 7071.7 6977.0 10534.5 10170.0

Memo: Net Requirements 2961.9 2787.5 2244.3 2209.7 2146.7
TABLE A: Key Variables (X) 1984 1985 1986 1987 1988 1989 1990
GP orowth rate 4.0 1.6 1.9 2.2 3.0 3.0
GP/capita (orowth rate) 1.6 -0.7 -0.4 -0.1 0.6 0.6
D/X 3.1 3.4 3.7 3.5 3.3 3.1 2.9
External Debt (DOD: $ bill) 94.4 92.8 95.7 98.5 100.8 103.0 105.1
D/GNP 57.1 55.1 54.0 53.8 50.8 46.8 43.1
IntPayments/GNP 6.8 5.5 5.5 5.5 5.4 5.1 4.8
DS/GP 7.0 9.1 8,4 9.5 9.5 10.5 9.6
OS/Exports 38.0 55.9 56.5 62.3 61.1 68.8 63.7
Publiclnvest.(realorowth) -0.5 -7.3 2.8 3.5 2.4 2.4
Pub Inv/GOP 6.9 6.6 S.1 6.1 6.2 6.2 6.2
Priv. Invest.(realorowth) 11.7 -1.4 1.7 2.1 2.8 2.8
Priv Inv/GDP 10.0 10.8 10.5 10.5 10.5 10.5 10.5
PublicSavinos (BillMexd 1980) -74.8 -132.2 -47.7 -43.4 -13.4 -2.9 0.6
PublicSav/GNP -1.9 -3.2 -1.1 -1.0 -0.3 -0.1 0.0
Private Savinos (real orowth) 4.7 -12.9 2.3 2.2 3.0 2.9
Priv Sav/Priv Income 21.0 20.5 16.3 16.5 16.5 16.5 16.5
Exports (orowth) -10.3 -4.0 6.S 9.8 9.3 9.4
Exports/GNP 18.4 16.2 14.8 15.3 15.5 15.3 15.1
Imports (orowth) 14.4 -1.2 6.8 8.5 10.6 10.6
Imports/GP 9.8 11.0 10.4 10.7 10.7 10.7 10.7
Cons/cap (orowth rate) 2.7 -0.6 -1.0 -0.3 0.8 0.8
Other Key Variables
Non-oilTaxes/GDP 8.8 8.5 9.0 9.3 9.5 9.5 9.5
Domestic OilTaxes/GDP 4.7 4.7 4.7 4.7 4.7 4.7 4.7
Non-oilNon-tax Rev/GDP 3.0 3.0 3.5 3.5 3.5 3.5 3.5
Pub Cons Expend./GDP 7.0 7.3 7.1 7.3 7.5 7.7 7.8
Current Transfers/GDP 7.3 8.4 6.8 7.3 7.5 7.7 7.8
Publ i c Dei i c i t/GDP 8.5 9,6 7.2 7.2 6.6 6.4 6.2
Dom IntPaymts/GDP (Pub sct) 6.8 6.2 5.7 4.7 4.0 3.5 3.2
Total IntPauts/GDP (pub sct) 11.9 10.3 9.5 8.6 7.7 7.0 6.5
Exch Rate (%cho, nominal) 68.7 63.9 79.2 73.1 67.7 66.5
Adj Real Exch Rate (%cho) 1.5 1.7 4.9 1.7 0.0 0.0
Priv Savinos/GDP 18.1 18.2 14.0 14.1 14.0 14.0 14.0
Real IntRate (pub sct) -21.8 -9.6 -21.0 -21.0 -19.8 -17.9 -18.2
OilPrice (1/b) 26.9 24.0 20.0 20.0 21.5 23.1 24.8
Libor
Terms of Trade 72.7 68.4 60.4 58.9 59.2 59.4 59.6
inflation 66.6 64.1 81.3 84.4 81.7 78.8 79.1
Non-oilExports (real growth) -9.3 3.8 5.5 3.9 3.0 3.0
Non-oilExports/GDP (1980 KS) 7.8 6.9 7.0 7.3 7.4 7.5 7.5
Curr Account Salance ( mill) 3967.2 450.2 -861.9 -537.5 50.7 229.3 457.5
Foreign Reserves ( bil) 6400.0 2900.0 3200.0 3500.0 3800.0 4204.5 4651.8
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Area Policy Objectives Proposed Timing
Government Further Measures Recommended 1986 87 88 89 90

Roliback of increases in
tariffs, official reference
prices, and import
prohibitions adopted since
July 25, 1985

Consolidation of tariffs at ' *

10-40% level._/

Elimination of quantita- C

tive export controls.

Presentation of amendments

to pending Foreign Trade
bill.circunscribing use of
non-tariff export and import
restraints and antidumping
remedies. I_/

Harmonization of Industrial C C C C

promotion legislation with
import liberalization goals
(review use of QRs, price

guarantees, market reserves,
tax and credit subsidies,
etc.)/

Harmonization of public a C

sector procurement rules
with import liberalization

goals (ICP on major
projects),. /

Elimination of remaining C C

import reference prices./
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AreaActions Taken By Proposed Timing
Government Further Measures Recommended 1986 87 88 89 90

4. Financlai/ Reverse financial Privatization and liquidation Return to free auctionMonetary disintermediation, halt of non-financial companies system for treasury bills;
capital flight, owned by nationaliized banks in allow rates on competing
strengthen savings 1984, dismissal of several savings assets to adjust as
mobilization, enhance thousand bank employees in market conditions dlctate.1 /
efficient credit 1985, announcement of plans to
allocation to support reduce credit subsidies by more
industrial than half in 1986. Full compliance with
restructuring, 

General interest Rate
accelerate investment Agreement./
In new export capacity,
spur efficiency in Elimination of directed C C C
nationalized banks, credit requirements nowencourage more long- covering 75% of commercial
term debt and equity bank lendable resources,
finance, 

granting limited exceptions
for small, low-income
borrowers./

Target fiscal deficit, C C C

mandatory reserve require-
ments, and directed credit
policies so as to raise
unallocated private sector
credit as share of total
commercial and development
bank credit from 30% in 1985
to at least 75% by 1988.1/

Restructure development w C C

banks to reduce reliance on
subsidized finance, improve
loan evaluation procedures,
phase down retail credit
operations, and increase
"first-tier" role as inter-
mediator of long-term credit
from external sources to
domestic commercial banks./
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Actions Taken By Proposed TimingArea Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Design and implement U

policies to encourage growth
of nascent domestic market
for commercial acceptances
and other forms of parallel
financing to increase
competition with
nationalized banks.

Establish performance a * U

criteria to monitor effi-
ciency of nationalized
banks; increase managerial
accountability for financial
profitabillity._/

Upgrade National Bank and U

Securities Commission over-
sight of stock exchange,
increasing financial and
economic disclosure
requirements for listed com-
panies; review corporate
taxation policies to reduce
bias against equity finance;
streamline procedures for
attracting foreign direct
and portfolio investment

(e.g. through Issues of

5. Public Sector ADRs, etc.)
(a) Revenue To cushion anticipated Design and Implement reform

decline In oil-based 
of direct and indirect taxesrevenues, Improve fair- 
to widen tax base, simplifyness of tax System, and tax structure, reduce taxconserve resources used evasion, and enhance taxto deliver pubiic neutral ity. , /

sector products and
services.



Page 5.

AreaActions Taken By Proposed TimingGovernment Further Measures Recommended 1986 87 88 89 90

Budget calls for one-third real As improving fiscal A A
increase in revenues from conditions permit, reform
higher public tariffs (from 3% public sector pricing to
of GDP in 1985 to 4% in 1986), give greater weight to cost-
notably for electricity and based and border parity
petroleum-based products. pricing (as opposed to

fiscalist) criteria; intro-
duce cost-based accounting
into all public enterprises.

(b) Enterprise increase productivity 1986 budget calls for restruc- Develop detailed action 0Management and efficiency of turing of parastatals in steel, plans on restructuring and/parastatal enterprises, sugar, fertilizers, and ship- or privatization for fourencourage larger building; follows up on sectors Identified, andprivate sector role In successful experience with Implement them.
future investment and railroads in early 1980s.
production.

Plans to privatize 237 Complete sale or liquidation * '
nationalized companies of 237 small companies
announced in February 1985. already announced for priva-
Twenty sold in 1985. tization.

Reinforcement of managerial A *
accountability for economic
results; Improved efficiency
criteria; parastatal auto-
nomy from budgetary controls
except for transfers, sub-

sidies, and financing;
transparent budgetary
subsidies to cover costs of
meeting social and other
non-economic alms. )/

Build upon and extend A i A A
experience with privatiza-
tion and restructuring to
areas such as secondary
petrochemicals.
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Where privatization not C C C

feasible on political

grounds (such as PEMEX),
encourage joint ventures,
sub-leasing, sub-contracting
and other innovative forms
of private sector participa-
tion.

Government eliminated 25,000 Reduction of parastatal
full-time posts throughout employees through attrition.
public sector in 1985.

Adequate wage and salary C C

differentiation and produc-
tion incentives.

CONASUPO reform (See Section
7 on Agriculture).

(c) Investment improve the integra- Planning Secretariat introduce multi-year, Inte- C C C C C
tion and efficiency of reorganized in 1985 to merge grated investment budgeting
planning, programming, programming and budgeting and financial programming;
budgeting, financing functions; budget auditing develop uniform procedures
and monitoring; catch- units established at federal for preparation, evaluation,
Ing up on backlog of level and in most states during and monitoring of all
critical infrastructure 1983-85 achieving significant large-scale projects;
requirements; reduce improvements in accountability improve coordination of
investment In areas for investment spending; public federal, state, and local
best left to private investment appropriations for investment.1/
sector or where better 1986 to decline by 10% in real
use of existing terms, including a nearly 25%
capacity could be
achieved.
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

reduction In communications and Actions on low-priority
transport.Major steel expansion investments: (a) power: cut
project (SICARTSA 1i) back on distribution invest-
cancelled. ments In non-priority areas,

delay start-up of new

generation projects, slow

construction of on-going

projects, and rely more on
tariff adjustments and

improvements in power system

efficiency to balance supply

and demandl/; (b) fertili-
zers: cancel construction of
sulphuric and phosphoric

acid plant; (c) secondary
petrochemicals, cancel all

planned projects; (d) steel:
postpone Investments in
AHMSA, FUMOSA and SICARTSA I
debottlenecking until

feasibility studies comple-
ted and revlewed /; (e)
mining: postpone and scale

down coking coal and iron

ore expansion programs; (f)
transport: scale down new

highway construction and

modernization while increas-

Ing reconstruction and
maintenance outlays, reduce

investment in new rail

infrastructure, and postpone

major port investments

except where firm needs of



Actions Taken By Proposed TimingArea Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

specific industrial clients
have been identified; (g)

telecommunications: reduce

expansion of local phone

systems from 375,000 to
200,000 annually, defer

purchase of direct
broadcasting satel I ite and
second earth station, and
scale down future plans for
600 earth stations; (h)

agriculture: shift toward
higher proportions of
current expenditure, princi-

pally for research, exten-
sion, and seed multiplica-

tion; (i) public health:

give greater emphasis to

improvements in existing

capacity which do not
overtax operating resources,
and strengthen linkage of

federal Investment to state
plans and specific health
care models; (J) education:
give highest priority to

meeting enrollment demands
and improving school quality
at primary school levels;

support with redirection of

current spend ing from upper
secondary and higher

education to primary and
lower secondary, especially

in least developed

regions; I/
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Area Policy Objectives By Proposed Timing
Government Further Measures Recommended 1986 87 88 89 90

(k) urban transport:
deemphasize investment in
Mexico City and for subways
and scale back planned
doubling of future
investments; curb demand
with realistic tariffs;
(I) water supply: cut back
investment by halt or more
via greater emphasis on
realistic pricing,
rehabi I I tat ion, improved
maintenance, the redesign or
elimination of uneconomic

projects, and the scaling
back of investment In the
federal district; (m)
housing: redirect efforts to
benefit neediest.

6. Foreign Direct To attract higher flows Approval for investments in Approve 3-4 high visibility U N M aInvestment of foreign direct in-bond industries has been applications for foreigninvestment to support made virtually automatic in investment on fast-trackrestructuring and most sectors. basis.
enhanced export
efforts. Streamline foreign a a

Investment laws and
regulations. /

7. Agriculture To raise agricultural Since 1985, private sector Redefine role of CONASUpo to a a a a a
productivity and allowed to import foodstuffs reduce further scope of
exports, assume under ceilings determined by its control over
Suppliesof basic CONASUPO. agricultural prices,
staples to low-income subsidies and imports.
groups at an acceptable Focus enterprise efforts onfiscal cost, and
support Government food developing welfare norms for

security al ms. consumer subsidies,
experimenting with different
delivery modes._/



rage iu

Area PolicyActions Taken By Proposed Timing
Government Further Measures Recommended 1986 87 88 89 90

Privatize most storage, 0 
I N

distribution, and
merchandizing of agricultu-

rai products./

improve targetting of a N

consumer subsidies on small

number of nutritionally

vital products (corn, beans,
wheat, and milk) and on
lower-income groups. Remove
remaining agricultural

commodities from price
controls./

Eliminate QRs and a
consolidate tariffs on
agricultural Imports. ISee
Trade Liberalization.Ii/

Phase down input price sub- N N N

sidles.

Revise agricultural credit N N N N

policies to conform to GIRA
and development bank goals.
(See Financial/Monetary)l/

Reduce overall staffing in N N N

Agricultural Ministry;

increase number and salary

of extension agents; raise

spending on research,

extension, and seed multi-

plication.



ANNEX III

High Sce: With Policy Adjustments -- 2/3/86

COMMITMENTS 1985 1986 1987 1988 989 199ff
Public Sector 261 9.0 3748.4 3252.3 3422.0 3008.1 3360.9
World Bank Total 900.0 1300.0 1000.0 1100.0 1200.0 1200.0
W81 900.0 800.0 700.0 700.0 800.0 800.0
WB2 0.0 500.0 300.0 400.0 400.0 4000~

IDB 250.0 250.0 250.0 250.0 250.0 250.0
IMF 300.0 700.0 200.0 0.0 0.0 0.0
Bilaterals Total 1120.0 11984 1282.3 1372.0 1468.1 1570.9
Bilaterals 900.0 963.0 1030.4 1102.5 1179.7 1262.3
Bilat (CCC) 220.0 235.4 251.9 269.5 288.4 308.6

Suppliers 5000 800.0 1000.0 1070.0 1144.9 1225.0
Other 49.0 300.0 520.0 700.0 90.0 340.0
Comm Bks 0.0 0.0 0.0 0.0 0.0 0.0

Priv, Sect & Banks 800 0 1135.0 1572.5 2812 5 3009.4 3220 1
Banks 300.0 600.0 1000.0 2200.0 2354.0 2518.8
Other 500.0 535.0 572.5 612.5 655.4 701.3

Gap 1783.3 4172.2 4698.0 3674.1 7605.1 6648.6
TOTAL 5202.3 9055.6 9522.7 9908.7 13622.5 13229.5

DSZIIRSMFNENTS 1955 1956 19&7 19 1959 195
Public Sector 2060.5 3771 9 3778.5 4018.8 3838.1 4303.3
World Bank Total 840.0 999.0 1146.0 1115.0 1191.0 1 t85-0

WB1 840.0 749,0 746.0 765.0 791.0 785.0
WB2 0.0 250.0 . 400.0 350.0 400.0 400.0
I08 179.5 174.5 251.5 256.0 261.0 265.0
IMF 300.0 700.0 200.0 0.0 0.0 0.0
Bilaterals Total 592.0 1308.4 1133.0 1186 8 1341 9 1435.9
Bilaterals 372.0 1073.0 881.2 917.3 1053.5 1127.3
Bilat (CCC) 220.0 235.4 251.9 269 5 288.4 308.6

Suppliers 100.0 290.0 528.0 761 0 954.2 1077.5
Other 49.0 300.0 520.0 700.0 90.0 340.0
Comm Bks 0.0 0.0 0.0 0.0 0.0 0.0

Priv. Sect & Banks 400.0 837.0 1373.6 2694.7 2933.4 3144.1
Banks 300.0 600.0 1000.0 2200.0 2354.0 2518.8
Other 100.0 237.0 373.6 494. 7 584.4 625.3

Gap 1783.3 4172.2 4698.0 3674.1 7605.1 6648.6
TOTAL 4243.3 8781.1 9850, 1 10387.7 14381 5 14096.0



High Sce: With Policy Adjustments -- 2/3/86

A ORTIZA Tl, T TAL 1985 /986 /987 1988 1989 1999
Public Sector 3493.0 3582.2 6232.0 3973.0 6353.4 4219.6
World Bank Total 380.0 386.0 440.0 446.0 518.0 674.0
IDB 114.0 125.0 136.0 171.0 186.6 199.3
IMF 0.0 125.0 280.0 479.0 919.0 971.0
Bilaterals Total 1339.0 1201.3 995.1 965.1 1047.9 11245

Bilaterals 1339.0 1128.0 843.3 729.3 795.6 854.6
Bilat (CCC) 0.0 73.3 151.8 235.8 252.3 269.9

Suppliers 88.0 53.0 37.0 30.0 135.0 331.0
Other 484.0 491.9 607.9 881.9 367.9 542.9
Comm Bks 1088.0 1200.0 3736.0 1000.0 3179.0 377.0

Priv. Sect.& Banks 2401 0 1396.0 1050.0 3494.7 3637.0 3746.2
Banks 645.0 894.0 620.0 3164.0 3214.0 3210.3
Other 1756.0 502 0 430.0 330.7 423.0 535.8

Gap 0.0 0.0 0.0 594.4 1985.2 3551.1
TOTAL 5894.0 4978.2 7282.0 8062.1 11975.5 11516.9

#ETF Ri /985 / 986 /987 /988 /989 / 990
Public Sector -1432.5 189.7 -2453.5 45.8 -2515.3 83.7
World Bank Total 460.0 613.0 706.0 669.0 673.0 511.0
IMF 300.0 575.0 -80.0 -479.0 -919.0 -971 0
IDB 65.5 49,5 115.5 85.0 74,4 65,8
Bilaterals Total -747.0 107.1 137.9 221.7 294.1 311.4

Bilaterals -96.7.0 -55.0 37.9 188.0 258.0 272.7
Bilat (CCC) 220.0 162.1 100.1 33.8 36.1 38.6

Suppliers 12.0 237.0 491 0 731 .0 819.2 746.5
Other -435.0 -191.9 -87.9 -181.9 -277 9 -202.9
Comm Bks -1088.0 -1200.0 -3736.0 -1000.0 -3179.0 -377.0

Priv.Sect& Banks -2001.0 -5590 323.6 -799.9 -698.6 -602.1
Banks -345.0 -2940 380.0 -964.0 -860.0 -691.6
Other -1656.0 -265.0 -56.4 164.1 161.4 89.5

Gap 1783.3 4172.2 4698.0 3079.7 5619.9 3097.5
TOTAL -1650.2 3802.9 2568.1 2325.6 2406.0 2579.1

PEST OIITST. A P/5. /985 1986 1987 1985 989 /999
Public Sector 69478.5 69668.2 67214.7 67260.6 64745.3 64829.0
World Bank Total 3571.0 4184.0 4890.0 5559.0 6232.0 6743.0
1DB 1593.5 1643.0 1758.5 1843.5 1917.9 1983.6
IMF 2733.0 3308.0 3228.0 2749.0 1830.0 859.0
Bilaterals Total 3975 0 4082.1 4220.0 4441.8 4735.8 5047.2
Bilaterals 3755.0 3700.0 3737.9 3925.9 4183.8 4456.6
Bi4t (CCC) - 220.0 382.1 482.1 515.9 552.0 590.6

Suppliers 259.0 496.0 987.0 1718.0 2537.2 3283.7
Other 3570 0 3378.1 3290.2 3108.3 2830.4 2627.5
Comm Bks 53777.0 52577.0 48841.0 47841.0 44662.0 44285.0

Priv. Sect & Banks 21498.0 20939.0 21262.6 20462.7 19764.0 19161 9
Banks 20069.0 19775.0 20155.0 19191.0 18331.0 17639.4
Other 1429.0 1164.0 11 07.6 1271 7 1433.0 1522.5

Gap 1783.3 5955.5 10653.4 13733.1 19353.0 22450.5
TOTAL 92759.8 96562.7 99130.8 101456.4 103862.4 106441.5



High Sce: With Policy Adjustments -- 2/3/86

INTERESTS TOTAL / 955 1956 1987 / 955 1959 1999
Public Sector 6837.7 6906.5 7094.9 7045.1 7286.7 7281.4
World Bank Total 296.0 371.6 461.5 564.7 665.0 772.2
IDB 126.0 142.2 157.9 180.5 203.5 227.0
IMF 170.3 191.3 240.3 254.3 254.3 254. 3
Bilaterals Total 400.0 448.6 540.3 612.3 679 9 757,4
Bilaterals 400.0 426.0 501.2 562.8 627.0 700.8
Bilat (CCC) 0.0 22.6 39.2 49.4 52.9 56.6

Suppliers 33.5 43.0 70.6 120.7 193.0 233.7
Other 394.0 399.4 432.4 489.6 566.6 576.5
Comm Bks 5417.9 5310.5 5192.0 4823.0 4724.3 4410.4

Priv. Sect & Banks 251 0.7 2483.9 2476.6 2555.7 25028 24702
Banks 2194.5 2157.4 2125.8 2166.7 2063 0 1970.6
Other 316.2 326.5 350.8 389 0 439 8 499.7

Gap 0.0 176.1 610.4 1092.0 1407.6 1983.7
TOTAL 9348.4 9566.5 10181.9 10692.7 111971 11735.3

NET TAAMFER TOTAL / 985 /986 /957 1988 / 99 /999
Public Sector -8270.2 -6716.8 -9548.4 -6999.2 -9801.9 -7197.7
World Bank Total 164.0 241.4 244.5 104.4 8.0 -261.2
IDB 174.0 432.8 -237.9 -659.5 -1122.5 -1198.0
IMF -104.8 -141 8 -124.8 -169.3 -179.9 -188.6
Bilaterals Total - 11 47.0 -341.5 -402.4 -390.5 -385.9 -446.0
Bilaterals -1367.0 -481 0 -463.3 -374.8 -369.1 -428.1
Bilat (CCC) 220.0 139.5 60.9 -15.7 -16.8 -17.9

Suppliers -21 5 194.0 420.5 6103 626.2 462.8
Other -829.0 -591.3 -520.3 -671 .5 -844.5 -779.4
Comm Bks -6505.9 -6510.5 -8928.0 -5823.0 -7903.3 -4787.4

Priv.Sect& Banks -4511.7 -3042.9 -21530 -3355.6 -3201.4 -3072.3
Banks -2539.5 -2451 4 - 1745.8 -3130.7 - 2923.0 -2662.1
Other -1972.2 -591.5 -407.2 -225.0 -278.4 -410.2

Gap 1733.3 3996.1 4037.5 1987.7 4212.3 1113.8
TOTAL -10998.7 -5763.6 -7613.8 -8367.1 -8791.1 -91562



ANNEX IV
Base Scenario (1):UWithout Policy Adjustments -- 2/5/86

CIMITMENTS 1985 1996 1987 1988 1989 1990
Public Sector 2619.0 2250.0 2002.5 2057.6 2115.5 2176.3
World Bank Total 900.0 650.0 650.0 650.0 650.0 650.0
WBI 900.0 650.0 650.0 650.0 650.0 650.0
WB2 0.0 0.0 0.0 0.0 0.0 0.0
1N 250.0 250.0 250.0 250.0 250.0 250.0
IMF 300.0 300.0 0.0 0.0 0.0 0.0
Bilaterals Total 1120.0 1050.0 1102.5 1157.6 1215.5 1276.3
Bilaterals 900.0 630.0 661.5 694.6 729.3 765.8
Bilat (CCC) 220.0 420.0 441.0 463.1 486.2 510.5

Suppliers 500.0 210.0 220.5 231.5 243.1 255.3
Other 49.0 0.0 0.0 0.0 0.0 0.0
Con Bks 0.0 0.0 0.0 0.0 0.0 0.0

Priv. Sect & Banks 800.0 1125.0 1151.3 1178.8 1207.8 1238.1
Banks 300.0 600.0 600.0 600.0 600.0 600.0
Other 500.0 525.0 551.3 578.8 607.8 638.1

Gap 1783.3 4265.7 6774.7 6975.0 10477.4 10170.0
TOTAL 5202.3 7640.7 9929.4 10111.4 13800.7 13584.4

DISEURSEMENTS 1985 1986 1987 1988 1989 1990
Public Sector 2060.5 2839.4 2326.3 2323.7 2422.7 2430.3

World Bank Total 840.0 726.5 710.0 716.5 723.0 714.5
We1 840.0 726.5 710.0 716.5 723.0 714.5

-W82 0.0 0.0 0.0 0.0 0.0 0.0
10B 179.5 174.5 251.5 256.0 261.0 265.0
IMF 300.0 300.0 0.0 0.0 0.0 0.0
Bilaterals Total 592.0 1466.4 1146.1 1102.2 1182.0 1215.9
eilaterals 372.0 1046.4 705.1 639.1 695.8 705.4
Bilat (CCC) 220.0 420.0 441.0 463.1 486.2 510.5

Suppliers 100.0 172.0 218.7 249.0 256.6 234.8
Other 49.0 0.0 0.0 0.0 0.0 0.0
Corn sks 0.0 0.0 0.0 0.0 0.0 0.0

Priv. Sect & Banks 400.0 835.0 966.8 1080.1 1159.1 1187.0
Banks 300.0 600.0 600.0 600.0 600.0 600.0
Other 100.0 235.0 366.8 480.1 559.1 587.0

Gap 1783.3 4265.7 6774.7 6875.0 10477.4 10170.0
TOTAL 4243.8 7940.1 10067.7 10278.8 14059.2 13787.3



Base Scenario (1):Without Policy Adjustments -- 2/5/86

AMORTIZATION TOTAL 1985 1986 1987 1988 1989 1999
Public Sector 3493.0 3582.2 6230.2 3945.4 6199.5 3763.6

World Bank Total 380.0 386.0 440.0 446.0 518.0 609.0
IDB 114.0 125.0 136.0 171.0 186.6 199.3
INF 0.0 125.0 280.0 479.0 839.0 851.0
Bilaterals Total 1339.0 1201.3 1023.3 1019.5 1126.0 1162.0
Bilaterals 1339.0 1128.0 810.0 659.2 684.6 698.5
Bilat (CCC) 0.0 73.3 213.3 360.3 441.4 463.4

Suppliers 88.0 53.0 37.0 30.0 135.0 183.5
Other 484.0 491.9 577.9 799.9 215.9 381.9
Con Bks 1088.0 1200.0 3736.0 1000.0 3179.0 377.0

Priv. Sect & Banks 2401.0 1396.0 1050.0 3494.7 3633.7 3602.4
Banks 645.0 894.0 620.0 3164.0 3214.0 3077.0
Other 1756.0 502.0 430.0 330.7 419.7 525.4

Gap 0.0 0.0 0.0 594.4 2016.3 4274.6
TOTAL 5894.0 4978.2 7280.2 8034.5 11849.5 11640.6

NET FLOWS 1985 1986 1987 1988 1989 1990
Public Sector -1432.5 -742.8 -3903.9 -1621.7 -3776.8 -1333.4

World Bank Total 460.0 340.5 270.0 270.5 205.0 105.5
IMF 300.0 175.0 -280.0 -479.0 -839.0 -851.0
108 65.5 49.5 115.5 85.0 74.4 65.8
Bilaterals Total -747.0 265.1 122.8 82.7 56.1 54.0
Bilaterals -967.0 -81.6 -104.9 -20.0 11.2 6.9
Bilat (CCC) 220.0 346.7 227.7 102.7 44.9 47.1

Suppliers 12.0 119.0 181.7 219.0 121.6 51.3
Other -435.0 -491.9 -577.9 -799.9 -215.9 -381.9
Cowi Bks -1088.0 -1200.0 -3736.0 -1000.0 -3179.0 -377.0

Priv. Sect & Banks -2001.0 -561.0 -83.3 -2414.6 -2474.6 -2415.4
Banks -345.0 -294.0 -20.0 -2564.0 -2614.0 -2477.0
Other -1656.0 -267.0 -63.3 149.4 139.4 61.6

Gap 1783.3 4265.7 6774.7 6280.6 8461.1 5895.4
TOTAL -1650.2 2961.9 2787.5 2244.3 2209.7 2146.7

DEBT OUTST. & 0158. 1985 1986 1987 1988 1989 1990
Public Sector 69478.5 68735.7 64831.8 63210.1 59433.3 58099.9
World Bank Total 3571.0 3911.5 4181.5 4452.0 4657.0 4762.5
108 1593.5 1643.0 1758.5 1843.5 1917.9 1983.6
IMF 2733.0 2908.0 2628.0 2149.0 1310.0 459.0
Bilaterals Total 3975.0 4240.1 4362.9 4445.5 4501.6 4555.6
Bilateras 3755.0 3673.4 3568.5 3548.5 3559.7 3566.6
Bilat (CCC) 220.0 566.7 794.3 897.1 941.9 989.0

Suppliers 259.0 378.0 559.7 778.7 900.4 951.7
Other 3570.0 3078.1 2500.2 1700.3 1484.4 1102.5
Comm Bks 53777.0 52577.0 48841.0 47841.0 44662.0 44285.0

Pri., Sect & Banks 21498.0 20937.0 20853.8 18439.2 15964.6 13549.2
Banks 20069.0 19775.0 19755.0 17191.0 14577.0 12100.0
Other 1429.0 1162.0 1098.8 1248.2 1387.6 1449.2

Gap 1783.3 6049.0 12823.7 19104.2 27565.3 33460.7
TOTAL 92759.8 95721.7 98509.2 100753.5 102963.2 105109.9



Base Scenario (): Without Policy Adjustments -- 2/5/86

INTERESTS TOTAL 1985 1986 1987 1988 1989 1990

Public Sector 6837.7 6906.5 7015.2 6826.3 6894.0 6746.3

World Bank Total 296.0 371.6 437.0 500.9 565.4 630.4

IDB 126.0 142.2 157.9 180.5 203.5 227.0

IMF 170.3 191.3 212.3 212.3 212.3 212.3

Bilaterals Total 400.0 448.6 557.4 630.1 685.3 738.6

Bilaterals 400.0 426.0 499.3 548.6 593.4 642.1

ai Iat (CCC) 0.0 22.6 58.1 81.4 91.9 - 96.5

Suppliers 33.5 43.0 59.3 80.1 103.8 128.2

Other 394.0 399.4 399.4 399.4 399.4 399.4

Conn Bks 5417.9 5310.5 5192.0 4823.0 4724.3 4410.4

Priv. Sect & Banks 2510.7 2483.9 2476.4 2511.8 2285.4 2061.7

Banks 2194.5 2157.4 2125.8 2123.7 1848.0 1567.0

Other 316.2 326.5 350.6 388.1 437.4 494.7

Gap 0.0 176.1 620.0 1314.4 1958.2 2825.4

TOTAL 9348.4 9566.5 10111.6 10652.5 11137.6 11633.5

NET TRANSFER TOTAL 1985 1986 1987 1988 1989 1990

Public Sector -8270.2 -7649.4 -10919.1 -8448.0 -10670.8 -8079.7

World Bank Total 164.0 -31.1 -167.0 -230.4 -360.4 -524.9

108 174.0 32.8 -437.9 -659.5 -1042.5 -1078.0

IMF -104.8 -141.8 -96.8 -127.3 -137.9 -146.6

Bilaterals Total -1147.0 -183.5 -434.6 -547.4 -629.3 -684.7

Bilaterals -1367.0 -507.6 -604.2 -568.7 -582.2 -635.2

Bilat (CCC) 220.0 324.1 169.6 21.3 -47.1 -49.4

Suppliers -21.5 76.0 122.4 138.9 17.9 -76.8

Other -829.0 -891.3 -977.3 -1199.3 -615.3 -781.3

Comm Bks -6505.9 -6510.5 -8928.0 -5823.0 -7903.3 -4787.4

Priv. Sect & Banks -4511.7 -3044.9 -2559.6 -4926.4 -4760.0 -4477.1

Banks -2539.5 -2451.4 -2145.8 -4687.7 -4462.0 -4044.0

Other -1972.2 -593.5 -413.8 -238.7 -297.9 -433.0

Gap 1783.3 4089.6 6154.6 4966.1 6502.9 3070.0

TOTAL -10998.7 -6604.6 -7324.1 -8408.2 -8927.9 -9486.8



High Sce: With PolicyAdjustment, Low OilPrices -- 2/4/86 (12:48 PM) ANNEX V

HIGH SCENRI0 11:WITH POLICY ADJUSTMENTS
TABLE 1: MEXiCC: MAIN FLOWS OF FUNDS (Billion 1980 Mexican S, GDY units)

1984 1985 1986 1987 1988 1989 1990

A.- Investment Financing

Requirements of Funds 759.3 810.0 808.9 912.1 1025.8 1117.9 1217.9

Private Investment 419.7 471.1 505.5 564.7 626.7 687.2 761.5

PublicCaoitalExpenditures 289.4 289.4 255.8 295.3 341.5 369.9 392.1

Incr.Pub Sect LiqAss. 50.1 49.5 47.6 52.0 57.6 60.7 64.4

Total Savings 709.1 810.0 808.9 912.1 1025.8 1117.9 1217.9
Private Savings 776.7 798.6 741.6 747.1 775.2 821.9 888.0
Non-financia! 761.3 797.3 781.4 638.8 667.1 733.9 787.2
Financial 15.4 1.3 -39.8 108.3 108.1 88.0 100.8

PublicSavings -74.8 -:32.2 -117.9 -10.6 75.6 139.0 166.7
External Savinos -96.8 -11.2 69.1 83.3 102.1 110.4 116.2
InflationaryCredit 154.1 154.9 116.1 92.4 72.8 46.5 47.0

Memo Item: Inflation 66.6 64.1 50.1 33.9 24.5 13.8 12.3
8.- Public Def.cit Financ no
Deficit 364.2 421.6 373.8 305.9 265.9 230.9 225.4
Increase Liqutd Assetts 50.1 49.5 47.6 52.0 57.6 60.7 64.4

External Financing 73.2 29.6 295.0 287.6 273.0 316.1 256.1
InflationaryCreoit 154.1 154.9 116.1 92.4 72.8 46.5 47.0
Other Domestic Financing 196.9 286.7 10.2 -22.1 -22.4 -71.1 -13.3

C.- Private Investment Financino
Private Investment 419.7 471.1 505.5 564.7 626.7 687.2 761.5
Surplus 83.8 -87.1 81.4 53.7 43.8 42.8 45.0
Total Requirements 503.5 384.0 587.0 68.4 670.5 730.0 806.4
Non-nancialSavinos 761.3 797.3 781.4 638.8 667.1 733.9 787.2
FinancialSavinos -171.5 -285.4 -50.0 130.4 120.4 159.1 '14.0
External Savnos -86.3 -128.0 -144.4 -150.8 -127.1 -163.0 -94.9
CK YD 0.0 0.0 0.0 0.0 0.0 0.0 2.0
TABLE 2: ME(ICO - National Accounts (Billion 1980 Mexican S)

1984 1985 1996 1987 :988 1989 1990
Consumotion 3256.4 3419.9 3312.5 3363.5 3474,9 3641.5 3839.2

P vate 2954.8 30?9.7 3024.5 3057.3 3149.2 3294.8 3470.3
Public 301.6 320.1 288.0 306.2 325.7 346.6 368.9

Investment 757.2 808.0 794.7 290.5 999.5 1088.1 1183.8
Private 448.2 500.5 527.7 584.7 646.9 707.3 781.4
:ublic 309.0 307.5 267.) 305.3 352.6 380.7 402.4

Total Expenditures 4013.6 4227.9 4107.2 4254.0 4474.4 4729.5 5022.9
moorts 303.1 354.3 330.7 360.9 408.0 449.4 491.0
Domestic Exzenditures 3705.5 3873.6 3776.5 3293.0 4066.4 4280.2 4531.9
Exports 793.f 761.1 811.8 860.9 910.1 959.4 1009.9
Gross Domestic Product 4499.5 4634.7 4583.3 4753.9 4976.5 5239.6 5541.8
Terms oiTrade Effect -216.6 -240.7 -371.1 -394.4 -407.0 -419.5 -432.4
Gross Domestic Income 4282.9 4394.0 4217.2 4359.5 4569.6 4820.0 5109.4
Foreign Factors income -194.0 -157.5 -155.4 -157.0 -156.5 -156.2 -155.4
Gross National Product 4305.5 4477.2 4432.9 4596.9 4820.0 5083.3 5386.4
GNP (Curr Mexi) 27723.0 47601.7 70994.6 103825.1 140694.8 177:32.4 212917.9
GNP (Curr V 165248.7 168231.a 140683.1 i52843.8 167075.5 188139.3 214051.0
GNP ($K 1980) 187594.9 195073.5 193145.8 200290.8 2!0012.3 221486.1 234691.5
CK 0.0 0.0 0.0 0.0 0.0 0.0 0.0



High Sce: With Policy Adjustment, Low OilPrices -- 2/4/86 2:48 PM)

TABLE 3: CONSOLIDATED PUBLIC SECTOR (Billion 1980 Mexican S: GOY units)
1984 1985 1986 1987 1988 1989 1990

Total Revenues 1044.2 1010.5 957.7 989.9 1047.3 1093.1 1147.0

Non-oilITaxes 375.3 373.5 390.1 414.2 447.a 472.4 503.3

Domestic 0iTaxes 200.3 205.5 210.9 218,3 228.5 241.0 255.5

GiIExport Tax 113.5 103.3 70.4 69.7 71.9 72.6 73.0

Non-tax Oil 225.0 196.3 117.7 1:3.7 116.3 114.3 110.9

Non-tax Non-oil 130.1 131,8 168.7 174.4 :32.8 192.8 204.4

Current Expenditures 1119.0 1142.7 1075.6 1000.5 971.7 954.1 980.3

Consumotion :en. oy.) 298.9 319.9 285.9 303.1 322.7 343.7 366.1

interestPayments 508.9 452.0 507.9 433.3 372.1 318.3 304.7
Doomestic 289.2 270.7 318.7 219.0 128.1 62.7 35.2

External 219.8 181.3 189.2 224.5 244. 255.6 269.4

Current Transfers 311.2 370.9 281.9 264.1 276.9 292.0 309.6
Public Savinqs -74.8 -132.2 -117.9 -10.6 75.6 139.0 166.7
Capital Expenditures 289.4 289.4 255.8 295.3 341.5 369.9 392.1

DO;ect Investment 221.0 221.0 201.1 240.6 284.1 309.4 327.9

CapitalTransfers 68.4 68.4 54.7 54.7 57.4 60.5 64.2

Deficit 364.2 421.6 373.8 305.9 265.9 230.9 225.4

increase .uid Assetts 50.1 49.5 47.6 52.0 57.6 60.7 64.4

Domestic Financino 341.1 441.6 126.3 70.3 50.4 -24.5 33.7

InfiationaryCrec:t 154.1 154.9 116.1 92.4 72.8 .:.5 47.0
Other Domestic Financinq 186.9 286.7 10.2 -22.1 -22.4 -7.1 -13.3

External Financino 73.2 29.6 295.3 287.6 273.0 316.1 256.1
Memo It:Price Level 29802100 687.3 1136.5 1783.5 2528.4 3265.0 3886.5 4392.7
GDP Current Prices 29437.2 49938.1 75213.8 110225.3 149197.5 197331.8 224439.4

TABLE 4: MEX1CO - Balance of Payment "Million 5)
1984 1985 1986 1987 .988 199 1990

Exports (Gds & Nfs) 30414.9 27279.5 247:5.2 27989.9 32456.9 37439.0 43054.3
Non-o: 13813.6 :2462.2 15454.4 :S729.2 22501.6 26737.0 31549.7
O!Re'ated '6601.3 14817.2 9260.8 9260.2 9955.3 10702.0 11504.6

iroorts (Gds & Nfs) 16230.1 18571.8 18545.5 21659.1 26319.3 31162.5 36605.1

Resource Balance 14184.8 8707.6 6169.7 633C.Y 6137.6 6276.5 6449.2
Net Factor Services -10217.6 -8257.4 -8717.4 -94212 -10096.9 -10833.1 -11582.9
Current Account Ba"ance 3967.2 450.2 -2547.7 -3091.o -3959.3 -4556.6 -5133.6
Net Capital -534.9 -3950.2 5547.7 5091.0 5659.3 6323.2 7118.8

D i ect Foreqn Investment 391.1 400.0 500.0 600.0 800.0 880.0 968.0
cormal FinanciaCaoital 1590.8 -1650.2 6647.7 5691.0 5959.3 6543.2 7250.8
Other Cavta' -2516.8 -2700.0 -1600.0 -1200.0 -100.0 -1100.0 -1100.0
Unrepatriated Ear- ,Qs -1340.0 -1091.1 -1397.9 -1219.4 -13.9 -1409.2 -1514.9
other Flows -1:76.8 -1608.9 -502.1 1.4 210.9 309.2 414.9

^hanoe in Reserves (-+) -3432.3 3500.0 -3000.0 -2000.0 -1700.a -1766.6 -1985.2
Memo Items: Reserves ($m riIion 6400.0 2900.0 5900.0 7900.0 960^.0 11366.6 13351.8

Res/M1 (%) 67.5 29.9 69.0 77.9 83.4 91.6 78.9

Res/Base (.) 28.4 10.5 25.9 31.2 35.4 34.7 33.5

Res/Currency (X 147.4 65.2 150.7 170.1 132.0 178.2 172.3

Res/Imports (Months) 4.7 1.9 3.8 4.4 4.4 4.4 4.4
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TABLE 5:i MEXI CO - Foreign Funds Requirements (S m i lon)
1985 1986 1987 193a 1989 1990

Uses of Funds '1625.9 12973.0 14021.4 19467.0 20757.0

Airrent Account Deficit 2547.7 309!.0 3959.3 4556.6 !!33.6

Oth Cap - Die For Invest 1100.0 600.0 300.0 220.3 132.0

'ore ign Rtserye Acc. 3000.0 2000.0 !7001.3 1766.6 19H5.2

Amor t izat ions 5894.0 4978.2 72E2.0 8062.1 12923.8 11.506.2

Gross Reauirements of Funds 1!625.9 12973.0 14021.4 19467.0 20757. i

Available 2807.5 3301.2 4309.5 6io9.^. 6604.4 6840.0

Addit onalNeeds 8324.8 8663.5 7912.' 12862.6 13917.3

Memo: Net Recuirements 6647.7 5691.0 5959.1 6543.2 725C.8

TABLE 6A: Key vriables (X, 1984 i985 :961937 1998 1989 ;90

GNP Qrowth rate 4,0 -1.0 .1.7 4,9 5.Q 6.
GNP/capita (growth rate) !.6 -3.2 1.4 2.5 3.! 3.6

D/X .1 3.4 4.0 -'.3 3.4 3.1 .
External Deot ('J00: 3 tiill) 94.4 92.8 99.4 105.! 41!1. 1 . 2 .

D/GNP 57.1 55.1 67.8 68.8 66.5 62 15 5 .3

IntPaynentsGN 6.9 . 6.7 6.9 6,8 .5 .

OS/GNP . 9110.1 il1.7 11,7 13.4 -4A

DS/Exports 38.0 55.? 59,9 64.a 60.3 67.2 il.'a

Publiclnvest.(realorowth) -0.5 -13.2 14.5 15.3 8.0 .

Pub 'ny/GDP 6.9 6.6 . 6.4 7,1 7.3 ?.3

P7v iq nvest.( Ieal cr owth) 11.7 5.4 10 .8 10.6 9,3 10.5

Priv lnv/,GoP 10.0 1 . a 41.5 12.3 ,1.0 1215 14,1
Pelc~vios(Sllex 18_1-4.8 -2.2 -17,9 -10,6 7!6 39.0 166.7

Pub! -' ay/3NP -1'? -3.2 -3.0 -13.3 ",8 3.1 3,4

Private Eavi nos (real rowth) 4.7 -3.6 7.0 8.5 7.7 8.6

riv Say/Priv !ncome 2. .5 :9.3 .9.8 :9.9 20.1 20.5

Exports -'Irow0t) -10.3 -9.4 12.2 16.0 15.3 1510

ZxaortsGNP 18,4 16. :6.3 .^.3 '91992 .

.11100 ts "crowth) 14.4 -116.8 2:.5 1e.4 17.5
m D or t s/ GNP 4. 1 . 1). 'S21581 .61 .

Cons/cap 'orowth 1ae 2.17 -53-0.9 .,. .

3. Other Key Var abies
Non-oil axes/HDP S.B 8.3 ?. 759. 9.8 ;9

Dontestic OilTaxes/G3DP 4. 7 4,7 t.0 , .0 5.0 5.11
Non-oil Non-tax Rey/GDP 3.0 3.3 1. .0 4.0 4.0 4.0

Pub Cons Expenc./GjDP 7.0 7,- 6.8 -. 71 ,. 7.2
Current Transfers/GOP 7. 3 8.4 6.7 . 6.! 6.1 6.1

Puli cDeft c it/GDP . 8.5 9.6 -.9 7 0 5.9 4.5 4.4

Don 'ntPaymts/GDP (Pub sct) 6.8 6_1 7.6 4.3 2.3 1.3 0.7

Total 1ntPaymts/GDP (;u sct) 11.9 io.3 1209.9 2,. 6.6 6.0

Exch Rate (,%chQ, no ila) 4-8.7 .-' a .3 24. 11"1.3 5.7

Adi Real Exch, Rate (%chq) 15 16.6 5.9 S.2 1.0 0.01

Priy Sayinos/SDP 18.1 18.2 17.6 17.1 17.0 !7.1 17.4

Real IntRate (pub sct) -21.8 -9.64 -O.l 3.6 2.! 9.4 -2.4

0i11Price (4/b) 26.9 24.0 5.1; .14, 16.1 17.3 1 .

L1bot
terms of 7trade 72.7 68.4 54.3 54.2 55.3 56.3 57.2

Inflation 66.6 64.1 50.1 .3.9 24.5 13,8 12.3

Non-oi I Exports (real growth) -9.3 15.9 !3.3 11.8 !0.5 9.8

Non-oi I Expor ts/GDP (1980 K$) 7.8 6.9 8.1 8.8 9.4 9.9 10.2

Curr Account Balance ($aill) 3967.2 430.2 -2!47.7 -3091.0 -3959.3 -4556.6 -5133.6

Fort ign Reserves (3 b i 11) 6400.0 2900.0 5900.0 7900,0 9600.0 111366.6 13351.8
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ComilTEN s 1985 1986 1987 1988 1989 1990
Public Sector 2619.0 3748.4 3252.3 3422.0 3008.1 3360.?

World Bank Total 900.0 1300.0 1000.0 1100.0 1200.0 1200.0
81 900.0 8o.0 700.0 700.0 300.0 00.0
W82 0.0 50.0 300.0 400.0 400.0 400.0

1DB 250.0 258.0 250.0 250.0 250.: 250.0
IMF 300.0 700.0 200.0 0.0 C.
Bilaterals Total 1120.0 1198.4 1282.3 :372.0 1468.1 !573.9
iilaterals 900.0 963.0 1030.4 1102.5 1179.7 1262.3
Bi'at (CCC) 220.0 235.4 251.9 269.5 298.4 308.6

Suoliers 500.0 800.0 1000.0 1070.0 1144.9 1225.0
Other 49.0 300.0 520.0 731.0 90.0 340.0

Con Bks 0.0 0.0 0.0 1.0 0.0 0.0
Priv. Sect & Banks 800.0 1135.0 1572.5 2!2.5 3009.4 3220.1
Banks 300.0 600.0 1000.0 2200.0 2354.0 2518.8
Other 500.0 535.0 572.5 612.5 655.4 701.3

3ao 1783.3 7017.0 7820.9 7307.8 12690.5 13309.6
TOTAL 5202.3 11900.4 12645.6 13542.4 18708.0 19890.5

DISBURSEMENTS 1985 1986 1987 1988 1989 1990
Public Sector 2060.5 3771.9 3778.5 4018.8 3838.1 4203.3
World Bank Total 840.0 999.0 1146.0 1115.0 1191.0 1185.0
We1 840.0 749.0 746.0 765.0 791.0 785.0
WB2 0.0 250.0 400.0 350.2 400.0 400.0

lO8 179.5 :74.5 251.5 256.0 26!.0 265.0
IMF 300.0 700.0 200.0 0.0 0.0 0.0
Bilaterals Total 592.0 '308.4 1133.3 1186.8 1341.9 1435.9
Bilaterals 372.0 1073.0 881.2 9,7.3 1053.5 1127.3
Bflat (CCCi 220.0 235.4 25!.9 269.5 298.4 308.6

Suoo'iers 100.0 290.0 529.9 761.1 954.2 .177.5
0 er 49.0 300.U 520.3 70C.0 90.0 340.0
Gr Bks 0.0 0.0 ..0Z.- 0.0 0.0

Prlv. Sect & 2anks 400.3 837.0 1373.6 264.7 2938.4 3144.1
Banks 300.0 600.0 1000.0 2200.2 2354. 25.E
Ither 100.0 237.0 373.6 494,7 584.4 625.3

Gao 1783.3 70170 7820.9 7307.8 12690.5 13309.6
TOTAL 4243.8 1!625.9 12973.0 14021.4 19467.2 20757,.
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AMORTIZATION TOTAL 1985 1986 1987 1988 1989 1990

Fublic Sector 3493.0 3582.2 6232.0 3972.0 6353.4 4219.6

World Bank Total 380.0 386.0 440.0 446.0 58.0 674.0

308 114.0 125.0 136.0 171.0 186.6 199.3

IMF 0.0 :25.0 280.0 479.0 919.0 971.0

Bilaterals Total 1339.0 1201.3 995.1 965.1 1047.9 1124.5

Bilaterals 1339.0 1128.0 843.3 729.3 795.6 854.6

Bilat (CCt) 0.0 73.3 151.8 235.8 252.3 269.9

SuPliers 88.0 53.0 37.0 30.0 135.0 331.0

Other 484.0 491.9 607.9 881.9 367.9 542.9

Con ks 1088.0 1200.0 3736.0 1000.0 3179.0 377.3

Priv. Sect & Banks 2401.0 1396.0 1050.0 3494.7 3637.0 3746.2

Banks 645.0 894.0 620.0 3164.0 3214.0 3210.3
Other 1756.0 502., 430.0 330.7 423.0 535.8

3ap 0.0 0.0 0.0 594.4 2933.4 5540.4

TOTAL 5894.0 4978.2 7282.0 8062.1 12923.8 13506.2

NET FLOWS 1985 1986 1997 1988 1989 ?90

Public Sector -1432.5 189.7 -2453.5 45.8 -2515.3 83.7

World Bank Total 460.0 613.0 706.0 669.0 672.0 511.0

1MF 300.0 575.0 -20.0 -479.0 -919.0 -971.0

:08 65.5 49.5 115.5 85.0 74.4 65.8

Bilaterals Total -747.0 107.1 137.9 221.7 294.1 311.4

Bilaterals -967,0 -55,0 37.9 188.0 258.0 272.7

Bilat :CCC) 220.0 162.1 100.1 33,8 36.1 38.6

Suooliers 12.0 237.0 491,0 731.0 819.2 746.5

Cther -435.0 -191.9 -27.9 -181.9 -277.9 -202.9

Corn Bks -1088.0 -1200.0 -3736.0 -1000.0 -3179. -377.0

Prig. Sect & Banks -2001.0 -559.0 323.6 -799.9 -698.6 -602.1

ganks -345.0 -294.0 380.0 -964.0 -860.0 -691.6

Other -1656.0 -265.0 -56.4 164.1 :61.4 89.5
Gao 1783.3 7017.0 7320.? t713.4 ?757.: 7769.2

TOTAL -1650.2 6647.7 5691.0 5959.3 6543.2 7250.8

DEBT 0uT' . & :1Sa. 1985 1986 !9Q7 :998 :939 i990

Public Sector 69478.5 69668.2 67214.7 67260,6 6474 .3 64829.0

World Sank Total 3571.0 4184.0 4890.0 5559.0 6232.0 6743.3

108 1593.5 1643.0 1758.5 :843.5 :917.9 1982.6
1mF 2733.3 3308.0 3228.3 2749.0 13.3 359.0
Bilaterais Total 3975.0 4082.4 4220.0 4441.8 4735. 5047.2
Bilaterals 3755.0 3700.0 3737.9 3925.? 4183.8 4456.6

Bilat (CCC) 220.0 382.' 482.1 515.9 552.0 590.6

Suyyiiers 259.0 496.0 987,0 1718.0 2537.2 3283.7

Other 3570.0 3378.1 3290.2 3:06.3 2830.4 2627.5

Cam Bks 53777.0 52577.0 48841.0 47841.0 44662.0 14285.0

Priv. Sect & Banks 21498.0 20939.0 21262.6 20462.7 19764.0 19161.9

Banks 20069.0 :9775.0 20155.0 :9191.2 13331.0 17639.4

Other 1429.0 1164.0 i107.6 1271.7 i433.0 1522.5
Gap 1783.3 8800.3 16621.1 23334.5 33091.6 40860.8
TOTAL 92759.8 99407.5 105098.5 111057.8 117601.0 124851.8
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INTERESTS TOTAL 1985 1986 1987 1988 1989 1990

Public Sector 6837.7 6906.5 7094.9 7045.1 7286.7 7281.4

World Bank Total 296.0 371.6 461.5 564.7 665.0 772.2

ID8 126.0 142.2 157.9 180.5 203.5 227.0

IMF 170.3 191.3 240.3 254.3 254.3 254.3

Bilaterals Total 400.0 448.6 540.3 612.3 679.9 757.4

Bilaterais 400.0 426.0 501.2 562.8 627.0 700.8

Bilat (CCC) 0.0 22.6 39.2 49.4 52.9 56.6

Suopliers 33.5 43.0 70.6 120.7 193.0 283.7

Other 394.0 399.4 432.4 489.6 566.6 576.5

Corn Bks 5417.9 5310.5 5192.0 4823.0 4724.3 4410.4

Priv, Sect & Banks 25'0.7 2483.9 2476.6 2555.7 2502.8 2470.2

Banks 2194.5 2157.4 2125.8 2166.7 2063.0 1970.6

Other 316.2 326.5 350.8 389.0 439.8 499.7

Gap 0.0 176.1 902.0 1703.7 2391.8 3391.9

TOTAL 9348.4 9566.5 10473.5 11304.4 12181.2 13!43.5

NET TRANSFER TOTAL 1985 1986 1987 1988 1989 1990

Public Sector -8270.2 -67'6.8 -9548.4 -6999.2 -9801.9 -7197.7

World Bank Total 164.0 241.4 244.5 104.4 3.0 -261.2

1D 174.0 432.8 -237.9 -659.5 -1122.5 -1198.0

IMF -104.9 -141.8 -124.8 -169.3 -179.9 -188.6

Bilaterais Total -1.47.0 -341.5 -402.4 -390.5 -385.9 -446.0

Bi'aterais -1367.0 -481.0 --63.3 -374.8 -369.1 -428,1

Bilat (CCC) 220.0 139.5 60.9 -15.7 -16.8 -!7.9

Suppliers -21.5 194.0 420.5 610.3 626.2 462.3

Other -829.0 -591.3 -520.3 -671.5 -844.5 -779.4

Camn Sks -6505.9 -6510,5 -8928.0 -5823.0 -7903.3 -4787.4

Priv. Sect & Banks -4511.7 -3042.9 -2153.0 -3355.6 -3201.4 -3072.3

Banks -2539.5 -2451.4 -745,8 -3132.7 -2923.0 -2662.1

Other -1972.2 -591.5 -407.2 -225.0 -278.4 -410.2

3aL 1783.3 6940.? - 2. -534.7 '7-65.3 4377.3

TOTAL -10998.7 -2918.9 -472.2.5 -3343.1 -5638.0 -5892.7
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Attached is a draft of the Baker Initiative Country Study for
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cleared by them. The projections provided in Annexes I, III and IV, and
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CONFIDENTIAL

MEXICO PAPER

Overview

1. Mexico must complete the stabilization of its economy which was

sidetracked in 1985. Moreover, the country faces acute structural problems,

including an oversized inefficient public sector, an overly oil-dependent

economy, weak international competitiveness in most non-oil industries, a

dualistic structure of agricultural production, extreme inequality in income

distribution and capital endowments interpersonally and interregionally, and

excessive indebtedness. Under the best of circumstances, the reforms needed

to overcome these problems will require a decade or more to implement, and

will place great strain on a political system already under siege for its

lack of openness and past economic mismanagement. Prospects for summoning

the political resources needed are highly uncertain. Yet, a timid or

stand-pat approach to reform would carry with it different political risks,

namely that the economy, mired in stagnation, would no longer deliver

improvements in employment and in standards of living. If this perception

became generalized, Mexico's governing party could offer little to the

disaffected, and often opposed, interest groups now gathered under its wing

that would induce their continued allegiance to the present system.

2. Overhanging these medium-term difficulties is the threat of a major

collapse in international oil prices over the next 12-24 months. With

painful dislocations, Mexico could probably cope with a moderate near-term

decline in the price of oil, but a fall of US$7-10/barrel would likely force
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a unilateral moratorium on part of its service on external debt, and other,

similarly drastic economic and political measures. Recent statements of the

Cartagena Group (in which Mexico played the leading role) only reinforce the

sense that Mexico may be on the brink of adopting a radical change in policy

direction, especially if it feels unable to break out of its stabilization

and structural dilemmae.

Economic Performance in Recent Years

3. Since the mid-1970s, Mexico has experienced two major economic

crises, characterized by increasingly erratic economic growth, rising

inflation, a burgeoning and interventionist public sector, an exhaustion of

inward oriented growth opportunities, a boom in oil followed by a collapse in

oil export prospects, a rising burden of external debt, and massive capital

flight. Table 1 shows selected economic aggregates illustrating the

roller-coaster nature of economic trends over the past decade, and the

greater severity of the current crisis which began in 1982.

4. In response to this latest crisis, the Administration of President

de la Madrid acted promptly to recover domestic and external confidence from

the moment it took office in December 1982. A three-year stabilization

agreement was signed with the IMF calling for massive adjustments in the

fiscal deficit, the exchange rate, and interest rates. Over the next two

years, major progress toward stabilizing the economy was achieved.



MEXICO BASIC STATISTICS
FOR PAPER ON BAKER INITIATIVE

76 77 78 79 80 81 82 83 84 85(e)

Real GDP growth rate I per annum 4.20 3.40 8.20 9.20 8.30 7.90 -0.50 -5.30 3.50 4.20

Debt to Export Ratio (1) (2) 2.80 3.06 2.67 2.16 2.09 2.47 3.12 3.33 2.92 -

Interest Payts. to Exports in I (2) 18.90 19.30 19.50 20.80 18.50 19.70 26.90 30.30 29.10 -

Total Debt to GNP 0.23 0.31 0.30 0.26 0.22 0.23 0.37 0.60 0.50

Debt Service /Exports in 1 (3) 46.40 57.10 62.40 70.90 37.80 34.50 43.10 41.50 40.80

Terms of Trade (70=100) 125.8 102.9 96.9 102.6 118.2 117.8 111.5 106.3 101.6

Growth Rate of [sports (80=100) -1.09 -9.81 23.58 30.13 31.51 19.53 -37.41 -41.70 19.70 --

Growth Rate of Exports (80=100) 14.43 14.41 23.46 16.43 18.01 13.35 13.70 11.50 10.50 --

Current Account Balance(sillion US$) -3684 -1596 -2693 -4870 -7223 -12544 -6321 -5324 3967 -500

Capital Flight 30 billion US$ during 1979-85 (est.)
(cumulative in million US$)

(1) Debt includes public and private, MLT and short term

(2) Exports of goods and services

(3) Debt service includes interest on all external debt,
i it A.J.L
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5. However, by and large, the adjustment process focussed on

short-term stabilization measures, leaving aside deeper structural problems.

Moreover, the stabilization program itself began getting off track toward the

end of 1984. The lack of structural reform, particularly the failure to open

the economy by lowering effective protection, played some role in this. High

accumulations of foreign reserves during the first nine months of 1984 could

only be partially sterilized by restrictive monetary policies. Excess

liquidity remained bottled up in an economy where imports now constituted

less than 8% of gross domestic expenditure (compared with nearly 16% in

1981). Inflationary pressures were also regenerated by an easing of monetary

and fiscal policies from October 1984 onward and a stronger-than-expected

recovery of private sector growth. Delays in adopting needed exchange rate

and interest measures led to a reappearance of capital flight in late 1984

and a rapidly-deteriorating trade and balance of payments performance during

1985. By mid-1985, Mexico had fallen out of compliance with four of the

seven performance criteria (including the size of the fiscal deficit and net

Central Bank credit to the public sector) established under the EFF program.

In September, this program was cancelled. During the second half of 1985,

economic growth has begun to slow from its 6-7% annual rate of June 1984-June

1985, as crowding out has raised real annual borrowing rates to more than 20%

in the free credit market.

Recent Government Measures

6. The authorities have acknowledged that serious slippages in policy

occurred during the past year, and since mid-1985 have adopted various
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measures to deal with the crisis. In July 1985, an historic decision was

taken to eliminate QRs covering 40% of merchandise imports. These were

replaced with tariffs and reference prices so as to maintain implicit

effective protection approximately unchanged. (New import prohibitions were

also introduced covering some 300 mainly consumer products on which quanti-

tative restrictions had been in effect through September 1985). About 25,000

full-time positions were abolished in the public sector. And plans to

privatize some 237 small nationalized companies were announced. (About 20

firms, worth US$22 million have been sold to date). A nearly 20%

devaluation of the controlled exchange rate was carried out, and the daily

crawl has since accelerated from a 40% annual rate in January - April 1985 to

a 100% annual rate in December. (As of January 8, 1986, the spread between

the controlled and free rates was around 7%, down from as much as 60% earlier

in the year). Central Bank intervention in the free exchange market, which

contributed to a nearly US$3 billion loss in foreign reserves during 1985,

was virtually halted from September onward.

7. For 1986, the authorities have proposed an austere budget which

aims to virtually halve the fiscal deficit (to 4.9% of GDP). This will be

done mainly via sharp cuts in transfers and subsidies, smaller reductions in

investment, a surcharge on upper-income taxpayers, and large adjustments in

official prices and tariffs, some of which -- for oil, gas, power,

sugar, tortillas and milk--were recently announced. Wage negotiations

concluded in December led to a 32% increase for the first half of 1986,

broadly in line with the government's target of 45% annual inflation, and
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slightly above the rate of consumer price inflation since the previous wage

hike in July 1985. A start toward rationalizing parastatal operations in the

steel, sugar, fertilizers, and shipbuilding sectors during 1986 has also been

promised. (The Bank is currently discussing a sectoral project for

fertilizers, and a technical assistance project in support of management

reforms in public sector companies). Active negotiations on a new IMF

stabilization program are expected to commence in late January. Finally, the

Government is considering a multi-year program of follow-up measures to begin

lowering effective import protection gradually as part of intensive

discussions with the Bank on a Trade Development Policy Loan.

8. Nevertheless, it is expected that further stabilization measures

will be needed, including management of the exchange rate so as to assure

that the spread will be maintained at its currently low level or eliminated

altogether, and significant interest rate adjustments to achieve the

reduction in credit subsidies targetted in the budget, reverse financial

disintermediation, and support overall exchange rate and balance of payments

objectives. And progress toward structural reform must still be

considered incipient.

Medium-Term Growth and Creditworthiness Objectives

9. For four decades (1940-81), the Mexican economy expanded at an

average annual rate of 6% in real terms. Per capita GNP rose by 2.6-2.7%

annually. But since 1982, average real annual economic growth has slowed to

a mere 0.3%, while real per capita incomes have slipped an average of -2.3%
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annually. Although output accelerated to nearly 4% per annum during

1984-85, this recovery was premature and not sustainable, given the

incomplete nature of the adjustment process. Because of the urgent need to

resume vigorous stabilization, economic growth is expected to be negligible,

or possibly negative, in 1986. This is less a reflection of balance of

payments constraints (external debt is projected to rise by US$4 billion next

year, but largely to rebuild depleted reserves) than of short-term

recessionary effects likely to accompany the large-scale adjustments in

fiscal, monetary, and exchange rate policies anticipated.

10. However, after 1986, a gradual return to a per capita income growth

rate close to the pre-198 2 peak would be a reasonable target. Since by the

end of 1986, per capita incomes are likely to be 10 percent or more below

their peak level of 1981, even growth of 2.2% annually would postpone full

recovery of 1981 living standards until 1991. Now that the population growth

rate has trended downward sharply since the late 1970s (from 3.5% to 2.6% per

annum, presently), restoring traditional per capita income growth could be

achieved with a growth rate of output in 1987-90 approaching 5% annually.

High Growth (With Adjustment) and Base Case (Without) Scenarios

11. Starting from a target rate of real per capita GNP growth of 2.2%

annually during the period 1987-90, a scenario with policy adjustment (high

growth) was developed and contrasted with a scenario in which no major policy

adjustment occurs (base case). The principal elements of the two scenarios

are provided in Annex I and summarized in Table 2 below.



- 7 - CONFIDENTIAL

Table 2: Comparison of Base and High-Growth Scenarios, 1987-90

(Real Annual Averages or Percentage Shares)

Variable Scenario

Base High-Growth

GNP Growth Rate 2.5 4.9

GNP Per Capita Growth -0.2 2.2

Per Capita Consumption Growth -0.4 0.8

Inflation 63.2 17.1

Public Savings/GNP (share) 0.2 6.4

Private Savings/GNP (share) 18.5 16.3

ICOR 7.3 4.5

Public Investment Growth 3.0 12.6

Private Investment Growth 2.6 8.4

Oil Export Growth 1.0 1.0

Non-oil Export Growth 6.0 13.0

Import Growth 4.3 9.8

Current Account Balance (US$Billions) -1.7 -0.8

Capital Flight (including non-repatriated -2.6 -1.7

earnings on private foreign assets

held abroad)

International Reserves 6.9 13.0

(US$Billions in 1990)

External Debt/Exports (share in 1990) 294.0 235.0

Fiscal Deficit/GDP (share) 6.6 2.3

Real Exchange Rate Devaluation (1986-90) 1.9 5.3

Gross External Financing Requirements 14.2 12.8

(US$Billions annually over 1986-90)

Net External Financing Requirements 4.2 3.7

(US$Billions annually over 1986-90)

External Debt (US$Billions in 1990) 113.4 110.7

Real Interest Rate -13.2 4.4

(Public Sector Internal Debt)

12. The focus in Table 2 is placed quite deliberately on the period

after 1986. Ignoring 1986 for all but a few variables (such as financing
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requirements) brings out more clearly the benefits of high quality, versus

mediocre, policy performance, benefits which will not be seen in certain key

performance areas for at least a year. The high growth scenario assumes a

much faster reduction in the size of the fiscal deficit (average of 2.3% of

GDP during 1987-90, compared with 6.6% in the base case); more rapid real

exchange rate devaluation (5.3% versus 1.9 per annum); significant import

liberalization, which in turn helps bring about faster growth in both real

imports (9.8% percent vs. 4.3% annually) and non-oil exports (13.0% vs.

6.0%); improvements in public sector management and other efficiency-

enhancing measures, leading to a lower ICOR (to 4.5 vs. 7.3); and a reduction

in interest rate and credit controls (as reflected in positive average real

interest rates of 4.4% on public domestic debt securities vs. -13.2% in the

base case).

13. As a result of these and other policy reforms detailed below,

incentives to invest are higher than they would be otherwise (real annual

private investment growth of 8.4% vs. 2.6%). Real GNP growth is consequently

faster (4.9% annually vs. 2.5%); inflation is lower (17.1% annually vs.

63.2%); the burden of external debt is reduced (235% of 1990 exports of goods

and non-factor services vs. 294%); and foreign reserves are rebuilt (US$13.0

billion in 1990 vs. US$6.9 billion). In the next section, the policy

underpinnings of the high growth scenario are explained in greater detail.
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Policy Priorities

14. The high growth scenario clearly rests on three major developments:

(i) stabilization of the economy, in the sense that (a) currently

adverse trends in inflation, non-oil exports, private

investment, capital flight, financial disintermediation,

and international reserves would be reversed, and (b) access

to voluntary international commercial lending would be

restored to permit a resumption of sustainable high growth

after 1987;

(ii) a rate of real non-oil export growth of about 13 percent

annually, 2 1/2 times greater than the average rate attained

over the past six years; and

(iii) a significant improvement in capacity utilization, the

efficiency of new investment, productivity growth, etc., so

that the ICOR could move downward to about 4.0 by the end of

this decade.

15. To meet these goals, Mexico will need to focus its efforts in seven

key areas: reduction of the fiscal deficit, unification of the dual exchange

rates, liberalization of external trade, relaxation of interest rate and

credit controls, major improvements in public sector management (including
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reforms in taxation and pricing, the restructuring and privatization of

parastatals, and improvements in investment planning and execution),

liberalization of foreign direct investment procedures, and the deregulation

of agricultural pricing, marketing, import, and credit policies.

Stabilization would be achieved principally through actions in the fiscal,

exchange rate, trade, and monetary areas. Non-oil exports would be promoted

mainly by stabilization measures, especially rapid action to lower effective

import protection and phase out export controls, and through improvements in

the management of the nationalized banks and parastatals, better definition

of and further relaxation in the rules for private foreign investment, and

measures to stimulate agro-business exports. Lastly, lower ICORs would be

attained through economic recovery and the structural reforms in trade,

public sector management, the financial system, agriculture, and policies

toward foreign direct investment. Specific policy proposals in each of these

areas are summarized in the policy matrix (see Annex II), and discussed

briefly below.

Stabilization

16. At the heart of why stabilization got off course in Mexico was the

failure after 1983 to achieve continuous reductions in the size of the fiscal

deficit. The goals of the 1986 budget are ambitious and, if reasonably

fulfilled, would be a major step toward fiscal stabilization. But given the

track record of the past two budgets (wherein significant reductions in the

deficit were promised but not delivered) as well as the approach of a new
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political season, there is widespread skepticism that the Government will

come close to, let alone fulfill, its budgetary targets. Hence, any

significant deviation will be damaging in terms of its adverse impact on

public confidence, inflationary expectations, and Mexico's ability to raise

additional external funds.

17. To reduce crowding out rapidly and achieve major improvements in

creditworthiness indicators, further reductions in the deficit will be needed

in 1987 and beyond, even assuming compliance with the 1986 target. Lowering

the deficit from its current average (1983-85) of 9.2% of GDP to an average

of 2.3% of GDP in 1987-90 would be consistent with those objectives.

18. Nor would a strong fiscal program suffice. To assure that a

significant gap between the controlled and free exchange rates does not

reemerge and that financial savings mobilization rises from its currently low

levels (bank intermediated savings have now declined to roughly 1972 levels

in real terms), parallel action to unify the exchange rate (or at the very

least to float the controlled rate in tandem with the free rate so as to

maintain the current low spread) and to ease controls over domestic interest

rates will be needed to complete a credible policy package.

Non-oil Export Promotion

19. Non-oil export earnings averaged about $13 billion annually in

1984-85, or roughly 45% of exports of goods and non-factor services.
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Merchandise exports--mainly auto parts, machinery, agricultural commodities,

and livestock--constituted about half of all non-oil exports, tourism

(including border trade) another quarter, and in-bond factory exports about

one-tenth. Growth of earnings from in-bond factories has been steady and

spectacular, averaging about 25-30% annually since 1982. But regular

manufactured export growth has been erratic (earnings declined by more than

10% in 1985, after increasing by more than 20% in 1984)1/, while the growth

of tourism earnings has stagnated.

20. Export promotion must rely importantly on stabilization (especially

early exchange rate unification) to rebuild confidence, restore the

incentives to invest, and remove the lure of speculating in lieu of expanding

export activities. But reforms enhancing industrial and agricultural

efficiency, on the one hand, and encouraging higher levels of private foreign

investment, on the other, are also needed. Industrial and agricultural

competitiveness is low (industrial productivity growth has been nil on

average over the past 15 years), due to years of excessive protectionism,

overregulation of markets, and overexpansion of some inefficient

parastatals. Trade liberalization has so far concentrated on making the

instruments of protection more transparent, but has not yet led to any

meaningful reduction in effective protection. Achieving this reduction will

require concerted action to (i) phase out most remaining import prohibitions,

QRs, and import reference prices (still significant for consumer goods, key

agricultural commodities, and major industrial inputs); (ii) consolidate and

1/ Export statistics may be understated, reflecting underinvoicing for

capital flight (estimated at US$1-2 billion in 1985, and around US$30

billion during 1979-85).
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lower tariff rates; and (iii) harmonize industrial promotion, public

procurement, and anti-dumping policies that undermine the effectiveness of

import liberalization.

21. With respect to agriculture, significant reform leading to a

reduction of the role of the parastatal, CONASUPO, in controlling imports,

pricing, marketing, and distribution will be necessary among other reforms.

As for the industrial sector, a large part of total output is accounted for

by parastatals such as PEMEX, SIDERMEX, AHMSA, the Power Commission,

etc.,some of which are internationally uncompetitive and retain legal

monopolies over the production and sale of key inputs. These inputs are of

often irregular quality and high cost, while delivery schedules are

unreliable. Wider access to imported inputs is critical to the survival of

downstream industries hoping to compete in an open economy, yet

liberalization would almost assuredly lead to economic ruin for many

parastatals, unless parallel efforts to restructure and rehabilitate them are

pressed forward. Direct state controls over credit allocation and over the

financial system, generally, are another obstacle to restructuring the

economy for growth. Presently, there is a need for quick follow-up to the

government's announced plans to restructure parastatals in shipbuilding,

steel, fertilizers, and sugar, and for an extension of this process to

CONASUPO, the nationalized commercial banks, the state-owned development

banks, and other parastatals. (See also below the sections on agricultural

and financial sector reform).
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22. Finally, higher levels of private foreign investment, particularly

in the form of equity capital, would accelerate the transfer of technology

and modern management techniques and help create new export marketing

channels. Mexico has traditionally received substantial foreign direct

investment which averaged about US$2 billion yearly in current dollars during

the 1960s, 1970s, and early 1980s. Over the past 3 years, however, average

new investment flows have fallen to about US$500 million annually, or

one-quarter of the historical level, of which half (US$250 million yearly)

represented reinvested earnings from existing investments. Obviously, the

recession itself has had a deterrent effect lowering foreign investors'

expectations for improved domestic sales. But export-oriented investment,

attracted by sharply lower labor costs, has actually accelerated since 1982,

particularly in the in-bond sector. The in-bond experience could be extended

to areas of investment serving primarily the domestic market, such as

computers, agro-industries, and food services. However, at present, the

rules of the game for private foreign investors generally are not always

clear, and delays in obtaining approval for major investment applications are

sometimes excessive. Putting 3-4 applications for foreign investment yearly

on a "fast-track" approval process might be one way to change this image

dramatically in the short-run. In the medium-term, a review of existing laws

to broaden, clarify, and simplify the terms and conditions under which

foreign investments are permitted would be highly desirable.
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Efficiency (Lower ICORs)

23. Clearly, the measures discussed above contribute in various ways to

increase investment efficiency. Three additional measures would be helpful:

(i) reform of the tax system, (ii) reform of public pricing (particularly for

goods used in the production of tradeables), and (iii) rationalization of

public investment. Tax reform is needed to reduce perverse incentives to

borrow rather than equity finance, and to adopt excessively capital-intensive

production solutions (e.g., through currently overly-generous capital

depreciation allowances). The Government has requested IMF technical

assistance to reevaluate the tax system; a final report is expected shortly.

Pricing of controlled tradeable products inside and outside the public sector

needs to take greater account of border parities (adjusted for differences in

product quality), and not only fiscal, inflationary, and welfare criteria.

Through border parity pricing, wasteful investment could be avoided and

international competitiveness enhanced (e.g. PEMEX feedstocks are sold in

Mexico at half the level of world prices, encouraging overinvestment in

secondary petrochemicals and fertilizers, while SICARTSA steel, which costs

twice as much as imported steel from Korea and is of generally inferior

quality, hampers the emergence of competitive auto, parts, and machinery

industries.)

24. Finally, public investment, currently around 7% of GDP, has

declined to the relative levels of the mid-1970s. There may be some scope

for increasing this level modestly over the next five years to reduce any
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backlog of investments in areas such as petroleum,I! to accommodate higher

rates of utilization that could emerge from accelerated growth, and to

increase investment in human resources where cutbacks in recent years have

been especially severe and the demand for educational services has continued

to far outstrip available supply.

25. Unfortunately, investment planning and implementation procedures

are seriously deficient. These deficiencies will need to be corrected, in

tandem with pricing reforms and enterprise rehabilitation, to assure the

prudent use of any additional investment. Currently, there is a lack of

sound procedures for preparing and evaluating new projects; no integrated

public investment program; no multi-year approach to investment planning; an

emphasis on expansion into new capacity, rather than maintenance and better

utilization of the existing capital stock; duplication and waste, due to

inadequate coordination within the federal government, as well as among

local, state, and national governments; weaknesses in reconciling investment

plans with available finance; and no systematic methods for anticipating

correctly the impact of proposed investments on future operating costs.

There are also a number of specific projects and sectors where public

investment might be usefully postponed or cancelled without adversely

affecting growth prospects. These are also detailed in the policy matrix

(Annex II).

1/ A major difficulty for the Bank is that we have not been given access to

information on PEMEX's investment situation, and are, thus, not in a

position to state whether current investment levels are adequate or not.
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A 2

Agricultural Reform

26. Structural issues in agriculture are among Mexico's most difficult

and politically sensitive to resolve. Seven decades of land reform have

fragmented half of Mexico's arable land into economically-inefficient units,

while deterring investment in large-scale commercial farming and ranching,

because of the threat of future expropriation. The goal of guaranteeing

low-income consumers access to cheap sources of staple foods has conflicted

with the drive toward national self-sufficiency in food production. As

support prices have been moved up to border parity levels in recent years,

the budgetary costs of maintaining low food prices and propping up an

inefficient parastatal system of crop storage and distribution (CONASUPO) is

estimated to have reached nearly 3 percent of GDP in 1985.

27. The de la Madrid Administration has moved to ameliorate one of the

most politically-sensitive issues by declaring that expropriation and new

distributions of land will end by 1988 (when a newly-elected government will

take office). However, progress toward other, equally-pressing issues--such

as (i) the liberalization of agricultural commodity imports, (ii) narrowing

the scope of domestic price and marketing controls, as well as consumer

subsidies (from the current 18 to, for example, a "strategic" subset of 3-4

commodities), (iii) revamping agricultural credit policies to reduce interest

rate subsidies and official allocations, (iv) eliminating agricultural input

subsidies, (v) reforming the budget of the agricultural ministry to reduce

staffing, raise the salaries of extension agents, and increase the quality
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and volume of agricultural investment, and (vi) promoting agrobusiness export

development--will be slow and painful. As a tactical matter, it may be

useful for the Government to focus more attention initially on agro-export

promotion, for which there is also strong private sector interest. As the

implications of a full-scale export promotion program become clearer,

attention will necessarily shift to take in the other, more sensitive,

agricultural policy issues.

Financial Sector Reform

28. A fundamental aspect of Mexico's structural problems, and one which

has made the crisis deeper and less tractable, has been severe financial

disintermediation. Disintermediation began in 1982, when the Government

nationalized all Mexican-owned commercial banks, forced the conversion of

foreign-currency denominated deposits into pesos at an artificially low

exchange rate, and imposed interest rate controls during a period of soaring

inflation. Between December 1981 and August 1985, real deposits in the

commercial and development banks, combined, declined by approximately 45% to

their lowest level since 1972. Concurrently, since Mexico has been unable

to obtain net external financing, larger shares of these increasingly scarce

domestic financial resources have had to be used to underwrite the fiscal

deficit. This has meant steadily rising bank reserve requirements (which have

held at 90% since July) and increasing competition from a flood of new

treasury bill issues preferred by, and accessible to, domestic savers of all

kinds.
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29. The combined impact of the recession, declining portfolio quality,

bureaucratization, public mistrust, and the over-leveraging of assets has

begun to take its toll on the number of commercial banks, which have shrunk

from 60 in 1982 to 19 presently. Only a handful of the largest commercial

banks are considered competitive and efficient at present.

30. Parallel to the commercial banking system is a complex of over 400

state-controlled development banks and trust funds, which provide 30-40% of

domestic credit although they mobilize only about 10% of domestic deposits.

Credit has been offered on highly subsidized terms since 1982, as rising

inflation was only partially compensated by upward adjustments in interest

rates. Under a General Interest Rate Agreement (GIRA) signed with the World

Bank in 1984, the Government is committed to linking interest rates on

development credits to a variable general index, presently the Average Cost

of Funds (ACF) for the commercial banking system as established by the

Central Bank of Mexico, and to gradually eliminating subsidies on credit

operations financed by the World Bank and on other credits which compete

with, or limit the disbursement of, Bank loans. Semi-annual adjustments have

accelerated in 1984-85 under GIRA, but preferential lending rates in general

remain sharply negative in real terms. In connection with the 1986 budget,

the Government has announced it plans to reduce credit subsidies by

roughly one-sixth from their 1985 level of around 4% of GDP.

31. As conventional financial institutions have faltered in their role

as intermediaries, new sources of credit have emerged, such as an

inter-company acceptance market and "off-shore" peso lending (until November
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1985 when it was sharply restricted). However, the relatively small size of,

and limited access to, these parallel credit markets suggests that they do

not offer genuine alternatives to a well-functioning banking system, but do

create new oversight responsibilities for already overburdened financial

regulatory officials.

32. Finally, the success of structural reforms in other areas, such as

trade liberalization, cannot be assured if lendable resources continue to be

channeled through a banking system debilitated by the joint pressures of a

large fiscal deficit, interest rate and credit controls, and a system of bank

management lacking in adequate market-based incentives and accountability.

Although reprivatization of the commercial banks is not a realistic option

for the medium-term (since nationalization was carried out by constitutional

amendment), other options may be available. In Annex II, a number of

proposals for correcting the structural problems of the financial sector are

outlined.

Role of Expectations and Confidence in Policy Management

33. As the Government fashions its economic policies for the latter

half of the sexenio, it does so against an historical backdrop of two

preceding administrations (Echeverria and Lopez-Portillo) whose expansionary

economic policies in the second half of their sexenios led to disarray and

crisis. Corrective measures were left to successors who were not fully able

to carry them out.
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34. Moreover, the current administration has suffered additional damage

to its credibility. This was due not only to the previously mentioned lapses

in economic policies over the past year, but also to perceived shortcomings

in the anti-corruption campaign promised by the new president, and, more

recently, to the mishandling of some aspects of the recent earthquake

disaster. It is always difficult to measure this loss of credibility, but

capital flight, relative movements in the exchange rate, and trends in

inflation have often served as rough and ready proxies. By these standards,

the current crisis of confidence is major, albeit not on the scale of 1982.

35. For the Government to announce a new program for 1986 which, in

some important respects--fiscal deficit reduction, exchange rate and interest

rate adjustments, official price increases, etc.--resembles the ill-fated

1984-85 programs, could reinforce a sense of deja vu, unless the new program

clearly signals changes going beyond stabilization. Since some previously-

announced structural reforms (e.g., public enterprise privatization and

reductions in import protection) have been more promise than reality to date,

public skepticism is likely to yield only to concrete, up-front actions

combined with clearly-delineated medium-term plans.

36. The strategy laid out in the policy matrix (Annex II) would combine

up-front actions (such as a rollback of new import restrictions, sales and

liquidations of small-scale, nationalized firms, "fast-track" approvals for

high visibility foreign investment proposals, etc.) with clear statements of

future policy directions (trade liberalization calendars, foreign investment
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law reform, etc.). Underlying it is the strong conviction that Mexico's

developmental and stabilization difficulties have become so interlinked that

nothing short of coordinated action on a number of fronts holds out serious

prospects for success.

What is Politically Doable in Mexico over 1986-1988?

37. Identifying the necessary and desirable economic measures is, of

course, only a first step. Policy scenarios would have little operational

relevance if they were unable to meet the critical test of political

feasibility. Conversely, if political constraints in Mexico were judged to

be highly restrictive, then a politically-feasible program might fall short

of what would be judged minimally-workable from an economic standpoint.

Operational relevance would have been achieved--but at the cost of ultimate

failure in helping the country emerge from the crisis. Not only would this

be a tragedy for Mexico: it might also harm the credibility and future

effectiveness of outside institutions if they had endorsed and financed a

flawed approach.

38. In this regard, a cautious appraisal must be offered about the

prospects for achieving a high-growth program in Mexico. The outlook for

concerted, broad-based action is uncertain for reasons which can only briefly

and inadequately be discussed in this paper. First, Mexico has been ruled

for half a century by a single political party which has gradually absorbed

interest groups covering virtually the entire spectrum of domestic political
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and economic thought. Hence, decisionmaking is a process which involves

exceptional complexities and requires great political skills and patience.

Consensus is rendered more than usually difficult by the presence at the

bargaining table of groups which would normally be considered as having

diametrically opposed interests. Reaching major decisions often takes

inordinate lengths of time and, because of the "log-rolling" process,

frequently produces serious internal inconsistencies among measures. Also,

the very ideological basis of the Mexican Revolution (strong state role in

economic sectors, primacy of the state as distributor of economic benefits,

etc.) poses difficult obstacles to the adoption of reforms aimed at

lightening the heavy hand of the government on economic activities.

39. Within the President's group of advisors, there are a number of key

technocrats who favor bold action, as evidenced by the ambitious (if still

untested) 1986 fiscal budget. However, the political wing of the PRI is

divided on the scope of complementary stabilization measures needed (notably

in the exchange rate and interest rate areas), and ambivalent about the

costs and benefits of carrying out significant structural reform (e.g. trade

liberalization, public enterprise reform, easing foreign investment

restrictions).

40. The picture becomes even more clouded when one goes beyond the

narrow circle of the president's technocratic advisors to the political base

of the party. There are clear signs of a growing alienation between the

technocrats and the politicians--not a hopeful sign at a moment when the
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government needs to rally support for a major new adjustment program. Key

support groups, including labor and most manufacturers, have been bitterly

critical, and increasingly vocal, in attacking the Government's economic

management in areas, ranging from wages to trade liberalization and the

external debt. Policy signals have become increasingly contradictory and

fragmented in recent months, as the Government shows signs of bending under

the intense pressures of economic crisis, political unrest, and natural

disaster. (For example, the decision to impose an administered price on

treasury bills placed for auction starting last October reversed a financial

reform undertaken in 1983, and raised fears among savers that the Government

would reimpose controls on savings rates.This played an important role in the

rapid runup of the free exchange rate in October/November).

41. In sum, the prospects for some major policy action in 1986 are

reasonably good. But, there is also a great risk that such action may be

piecemeal and slow, falling short of the critical mass necessary so that

Mexico can reemerge strong and healthy from its grave difficulties. And as

the political cycle advances toward the end of the sexenio (1987-88),

attention will shift to the process of designating a new president and his

chief officers. If history is any guide, the prospects for significant

additional reform would then disappear for two years until the installation

of the next government in December 1988. In this sense, 1986 may truly be a

"window of opportunity".
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Financing Requirements

42. As can be seen in Annexes III and IV, under either scenario,

Mexico's net external financing requirements during 1986-90 would differ only

slightly, ranging from US$3.1-4.4 billion annually under high growth, and

US$3.5-4.7 billion in the base case. Under high growth policies, with tight

aggregate demand management, improvements in export earnings, better capacity

utilization, and greater resource efficiency, average borrowing needs would

actually be smaller (US$ 3.7 billion annually vs. US$ 4.2 billion in the base

case). Since the public sector's own financing needs would rapidly diminish,

a growing share of new public borrowing would be channeled into rebuilding

foreign reserves and extending credit to a rejuvenated private sector. Under

base case policies, less buoyant export performance would be offset by

tighter import controls. While this would hold the economy in a low-growth

equilibrium, at the same time, it would postpone a marked deterioration in

the external accounts. (Note that the current account deficit would increase

from US$ 0.8 billion annually under high growth to US$1.7 billion in the base

case. See Table 2).

43. However, significant differences in the composition of borrowing

would arise. Under high growth, Mexico's improved policy performance would

permit it to diversify borrowing, drawing on the IMF, development banks,

medium-term bilateral commercial credit and international bond markets to

finance about half of its cumulative net financing requirements of US$18.3

billion. Under the base case scenario, development bank lending would fall
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by nearly half (from US$1.7 billion in the high growth scenario to USSO.9

billion in the base case), reflecting an inappropriate policy environment to

undertake anything more than a "core" lending program. Lending from

bilateral creditors would remain unchanged, while access to fresh bond

finance would be denied. Sixty percent (US$12.5 billion) of the five-year

financing total would need to come from commercial banks, either in the form

of concerted lending or, failing agreement, possibly by unilateral reductions

in debt service.

IBRD Lending

44. Under a base case scenario, the Bank's program during 1986-90 would

consist entirely of project lending commitments on the order of US$600-700

million annually, of which roughly one-half would finance new transport and

urban infrastructure, one-third agricultural development, and the remainder

industry and adult education. Under a high growth scenario, additional

policy-based lending of US$600-700 million annually would be justified. In

addition to a series of Trade Development Policy Loans, sector loans for

agriculture, public sector management, and financial sector reform would be

feasible. Thus, total annual Bank commitments could average as much as

US$1.4 billion annually. In terms of net disbursements, flows would average

about US$240 million annually in the base case (i.e., about 5-6% of projected

overall net financing requirements for Mexico). But under high growth

policies net disbursements could average as much as US$870 annually (i.e.,

nearly one-quarter of projected overall net financing requirements). Thus,
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under high growth policies, the Bank would become the largest single source

of fresh finance for Mexico through the end of this decade.

Coordination with the IMF and Other External Actors

45. It is clear that a very delicate process faces the Bank and other

external actors in coming months. Obviously, we do not want to be seen as

"ganging up" or interfering in any way in issues only Mexico can decide.

Yet, at the same time, we seek to support those in the Government who

recognize the need for rapid and broad-scale action. To the extent that

external actors seem divided or unclear about the preferred policy mix, then

whatever small influence we may hope to exercise would be further diluted.

We should, therefore, strive to assure that overtures of financial assistance

are tied to clear and comprehensive policy actions announced and

substantially underway. Were plans for assistance finalized before Mexico

had fully worked through its policy agenda for 1986 (and somewhat beyond, if

possible), it might stifle chances for meaningful change by holding out to

those still eager to block reform the prospect of a "quick fix" or an "easy

out" (a la oil in the 1970s). Conversely, a failure by outside actors to

respond quickly and constructively when and if acceptable internal reforms

are launched could destroy Mexico's confidence in collaborative solutions,

and incline the country to confrontational approaches (a la Cartagena).

46. There may, thus, be great strains on external actors, as they seek

to reach an understanding on solutions which correspond to their own, often
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distinctive, views of this crisis, and as each desires to be seen, in some

sense, as leading the initiative. Efforts by any one party--whether the IMF,

the commercial banks, the creditor governments, the Mexican Government, or

even the Bank itself--to "go it alone" might endanger the prospects for

parallel and constructive actions by all actors, without which Mexico's

recovery from the crisis could be at risk. Efforts to "divide and rule"

should also be discouraged for similar reasons. Finally, the Bank must be

prepared for the possibility that, at some point in the negotiations, a

minimally-adequate policy package may not be emerging from our discussions.

Our future effectiveness and credibility in Mexico (and perhaps elsewhere)

may rest on the firmness of our response.

47. The Bank and the Fund need to reach and maintain high-level

understandings with the Mexican Government on the nature and dimensions of

the current crisis and on viable solutions. We would be in close contact

with the IMF staff on issues of economic policies relevant to upcoming

IMF discussions with the Mexican representatives on a stabilization program.

There are also issues concerning the timing and nature of structural measures

needed to complement a new Mexican program with the Fund (e.g., the scope and

speed of trade liberalization) where clear understandings would be of joint

benefit. Reaching an understanding with the Fund would serve as a prelude to

our discussions with the Government and provide the Fund with a better basis

for their discussions on a new stand-by.



- 29 - CONFIDENTIAL

48. Coordination with foreign commercial banks and creditor governments

is already occurring at various levels, but, tactically, it would be

preferable to reach agreement with the Government, first, before conveying to

these latter two parties the Bank's views on how an economically viable and

politically-realistic package might be put together.



Hih Sce: ji th P01 icy Adjustaont
TABLE 3: MEXIC0 - Foreign Funds Requirements (3 million)

1985 1984 1987 1988 1999 1990
Uses of Funds 8712.90 11737.26 11260.63 15467.96 16408.61
Current Account Deficit 889.60 964.54 790.22 784,67 717.45Cap Flight- Dir For Invest 800.08 1100.00 850.00 850.00 1015.00Foreign Reserve Acc. 2004.01 2350.00 1478.41 1711.69 2093.06
Amortizations 6147 5023.30 7322.70 8142.00 12321.40 12583.10

Gross Requirements of Funds 8712.90 11737.26 11260.63 15647.96 16408.61
Available 2807.5 3301.16 4309.50 4109.33 6604.38 6840.05
AdditionalNoeds 5411.74 7427.77 5151.31 9063.58 9568.56Memo: Net Requirements 3689.60 4414.56 3118.63 3346.36 3825.51TABLE A: Key Variables (%) 1995 1986 1987 1988 1989 1990
OP groth rate 3.98 0.51 3.75 4.76 5.36 5.81iP/capita (growth rate) 1.25 -2.14 1.03 2.01 2.59 3.03DX 3.47 3.58 3.35 2.96 2.63 2.35External Debt (DO: S bill) 92.28 95.97 100.38 103.50 106.85 110.67D/W 54.80 63.40 63.66 60.84 55.55 50.54IntPayments/W 5.50 6.38 6.43 6.43 6.10 5.66

DS/W 9.16 9,70 11.07 11.22 12.51 11,41Publiclnvest.(realgrwth) 7.36 -9.18 19.03 15.76 7.78 8.14Pub Inv/ P 7.41 6.87 7.93 8.77 8.96 9.14PriV.Invest.(realgrowth) 11.31 3.77 8.68 9.58 7.30 8.11Priv Inv/9NP 11.14 11.80 12.44 13.03 13.25 13.50hMTCTavl) -110.64 50.35 175.20 289.09 340.27 371.85Publ i c Say/GNP -2.64 1.23 4.14 6.52 7.28 7.50Private Savings (real qroth) 4.55 -10.36 7.23 9.43 6.63 8.35Priv Sav/WP 22.21 18.05 16.88 16.15 15.85 16.14Exports (growth) -12.59 0.78 11.79 16.92 15.89 16.13Exports/IP 15.79 17.70 18.99 20.59 21.10 21.52Imports (growth) 14.55 2.69 14.84 19.08 18.55 19.13Imports/If 11.04 12.61 13.90 15.35 16.09 16.84Cons/cap (growth rate) 2.73 -3.39 -1.37 0.13 2.13 2.51

Other Key Variables
Non-oil Taxes/GDP 8.50 9.25 9.50 9.80 9.80 9.80Domestic OilTanxs/6OP 4.68 5.00 5.00 5.00 5.00 5.00Noa-oilNoa-tax Rey/GOP 7.46 8.11 7.94 7.98 7.77 7.55Pub Cons Expend./GDP 7.00 6.48 6.53 6.65 6.73 6.79Current Transfers/SDP 8.14 6.18 5.39 5.16 5.16 5.16Publiceficit/60P 7.46 8.11 7.94 7.98 7.77 7.55
D1om IntPa&yts/GDP (pub sct) 6.25 6.28 3.86 1.83 0.81 0.35Total IntPayuts/60P (pub sct) 10.37 10.72 8.72 6.93 5.84 5.23Exch Rate (/.chq, nominal) 68.17 70.13 38.64 20.19 6.68 3.12Adj Real Exch Rate (%chg) 1.49 16.63 5.93 4.28 0.30 0.14Av. Savings Prop (privsct) 20.00 16.82 16.80 17.30 17.40 1790Real IntRate (pub sct) -8.75 -3.77 1.74 5.68 4.75 5.41OilPrice (/b) 24.00 20.00 20.00 21.50 23.11 24.85Libor

Terms of Trade 68.23 60.54 59.49 60.36 61.09 61.82Inflation 63.15 49.33 31.32 16.91 11.84 9.57Non-oilExports (real growth) -14.37 13.73 13.26 14.39 12.17 12.08Non-ilExports/WOP (1980 K) 6.50 7.36 8.05 8.81 9.39 9.97Curr Account Balance (5 mill) -278.48 -889.60 -964.54 -798.22 -784.67 -717.45Foreign Reserves ( bill) 3400.00 5400.00 7750.00 9226.41 10940.10 13033.14



8ase Sc.: Without Adjustments
TABLE 3: MEXICO - Foreign Funds Requiremnts (3 million)

1986 1987 1988 1989 199Uses of Funds 8507.31 11634.11 13789.97 18143.10 18849.45Current Account Deficit 1684.01 1766.31 1633.87 1696.71 165.453
Cap Flight-Dir For Invest 1500.00 1650.00 1815.00 1996.50 2196.15Foreign Reserve Acc. 300.01 900.00 800.00 705.19 814.06Aor tizations 6147.00 5023.30 7317.80 9541.10 13744.70 14182.70

Gross Requirements of Funds 8507.31 11634.11 13789.97 18143.10 16849.45Available 2807.50 2964.40 2996.07 3301.80 3524.76 3617.30Additionteteds 5542.91 8638.04 10488.17 14616.34 15232.15Moeo: Net Reqvirements 3484.01 4316.31 4248.87 4398.40 4666.75TABLE A: Key Variables (7) 1985 1986 1997 1988 1989 1990G/NP (rth rate 3.98 1.61 1.81 2.19 2.93 2.99f4P/capita (growth rate) 1.25 -1.06 -0.86 -0.50 0.23 0.28En 3.47 3.71 3.58 3.35 3.14 2.94External Debt (000;, S bill) 92.28 95.76 100.08 104.33 108.73 113.39/NP /- 54.80 54.01 54.65 52.61 50.01 47.37
pntpay ats/gf 5.50 5.45 5.51 5.42 5.23 4.94PS/N)P 9.16 8.28 9.50 10.23 11.56 10.87PublicInvest.(realowth) 7.36 -10.55 3.04 3.64 2.64 2.64Pub Inv/S ( 7.41 6.63 6.75 6.84 6.82 6.79Prim.Invest.(realgr-th) 11.31 1.76 1.97 2.39 3.10 3.10Prim ai(v/i) 11.14 11.34 11.42 11.45 11.46 11.46Publ i c Savi ngs (SilI S 1980) -110.64 -18.63 -16.79 8.86 19.57 25.85Publi c Say/GNf -2.64 -0.44 -0.40 0.20 0.44 0.56Private Savings (real growth) 4.55 -10.89 1.70 2.25 2.85 2.88

Prim Say/Sf ) 22.21 18.64 18.82 18.48 18.27 18.20Exports (gr th) -12.59 -2.95 8.29 11.37 11.31 11.24Exports/Gr ) 15.79 14.55 15.26 15.69 15.93 16.10Imoorts (owth) 14.55 1.64 9.88 11.91 13.06 13.33Imports/NP t 11.04 10.66 11.34 11.72 12.08 12.44Cons/cap (growth rte) 2.73 -1.05 -1.44 -0.72 0.32 0.35

Other Key Variables
Non-oil Taxes/GDP 8.50 9.00 9.25 9.50 9.50 9.50Domestic QiITaxes/GOP 4.68 4.68 4.68 4.68 4.68 4.68Non-oilNon-tax Rev/GDP 7.46 6.75 6.65 6.66 6.62 6.57
Pub Cons Expend./60P 7.00 6.96 7.05 7.25 7.41 7.56
Current Transfers/GOP 8.14 6.51 7.07 7.28 7.43 7.59
Publ i c Def ic i t/8GP 7.46 6.75 6.65 6.66 6.62 6.57
01a IntPalYts/8OP (pub sct) 6.25 5.54 4.68 4.18 3.79 3.48
Total IntPayts/GOP (pub sct) 10.37 9.36 8.67 7.96 7.38 6.87
Exch Rate (Xchq, nminal) 68.17 55.18 62.38 56.39 52.56 50.46
Adj Real Exch Rate (Xchq) 1.49 1.65 4.86 1.41 1.01 0.66Av. Savings Proo (privsct) 20.00 16.50 16.50 !6.50 16.50 16.50Real IntRate (pub sct) -8.75 -13.88 -15.75 -13.61 -11.60 -11.66
OilPrice (S/b) 24.00 20.00 20.00 21.50 23.11 24.85Libor~
Tem of Trade 68.23 60.11 58.63 58.95 59.25 59.55Inflation 63.15 63.54 67.87 63.74 60.86 60.49Nou-oil Expor ts (real growth) -14.37 5.87 7.55 5.74 5.53 5.354o-oilExports/60P (1980 KS) 6.50 6.78 7.18 7.43 7.63 7.82Curr Account Balance (5 aill) -278.40 -1684.01 -1766.31 -16433.87 -1696.71 -1656.53Foreign Reserves (S bill) 3400.00 3700.00 4600.00 5400.00 6105.19 6919.25



MEXICO - PROPOSED MEDIUM-TERM ADJUSTMENT AND GROWTH PROGRAM

High Growth Option

Main Goals: (1) To achieve sustainable real economic growth of nearly 5% annually on average during 1987-1990.

(2) To expand non-oil exports in real terms by 13% annual ly on average during 1986-1990.

(3) To maintain a sound balance of payments position, including net international reserves sufficient to cover

around 4 months of projected imports and a reduction in the external debt/export ratio from 355% in 1985 to

to 234% in 1990.

(4) To reduce domestic Inflation from 63% in 1985 to just above single-digit levels by 1990.

(Note: Priority measures are flagged by "1/")

Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

1. Fiscal Deficit Stabilize Economy Presented budget cal ling for Strict compliance with *

reduction of deficit from 9.6% 1986 budget.1 /
of GDP in 1985 to 4.9% in 1986.

Cuts In expenditures, mainly Phased reduction of deficit * * *

transfers and subsidies, would to under 2% of GDP by 1989.1/
achieve over two-thirds of

deficit reduction.

2. Exciaige Rate Halt capital flight; Adoption of more flexible Unification of free and *

Pol cy encourage exports policy of accelerated daily control led rates by early

devaluations of controlled rate 1986; maintain flexible

from August 1985. devaluation schedule suffi-

cient to prevent re-

emergence of parallel rate._

3. Trade Reduction of effective Elimination of quantitative Elimination of remaining * * *

increase domestic import categories in July QRs, with limited exceptions

efficiency and Interna- 1985. for arms, dangerous drugs,

tional competitiveness, etc. /

non-oil exports, curb

inflation, ignite
outward-oriented
growth, and improve

creditworthiness.
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Rol Iback of increases In *
tariffs, official reference

pr ices, and import
prohibitions adopted since

July 25, 1985

Consolidation of tariffs at * * *

10-40% level./

Elimination of quantita- * * *

tive export controls.

Presentation of amendments *

to pending Foreign Trade
bill,circunscribing use of
non-tariff export and import

restraints and antidumping
remedies.1/

Harmonization of industrial * * * *

promotion legislation with
import liberalization goals

(review use of QRs, price
guarantees, market reserves,

tax and credit subsidies,
etc.)/

Harmonization of public * *

sector procurement rules
with import liberalization

goals (ICP on major

projects)./

Elimination of remaining * *

Import reference prices.1 !
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

4. Financial/ Reverse financial Privatization and liquidation Return to free auction
Monetary disintermediation, halt of non-financial companies system for treasury bills;

capital flight, owned by nationalized banks In allow rates on competing
strengthen savings 1984, dismissal of several savings assets to adjust as
mobilization, enhance thousand bank employees in market conditions dictate.1 /
efficient credit 1985, announcement of plans to

allocation to support reduce credit subsidies by more

industrial than half in 1986. Full compliance with

restructuring, General Interest Rate
accelerate investment Agreement./
in new export capacity,
spur efficiency in Elimination of directed * * *

nationalized banks, credit requirements now
encourage more long- covering 75% of commercial
term debt and equity bank lendable resources,
finance. granting limited exceptions

for small, low-income

borrowers.]/

Target fiscal deficit, * * *

mandatory reserve require-
ments, and directed credit
policies so as to raise
unallocated private sector
credit as share of total
commercial and development

bank credit from 30% In 1985

to at least 75% by 1988.1/

Restructure development * * *

banks to reduce rel Iance on
subsidized finance, improve
loan evaluation procedures,
phase down retail credit

operations, and increase

"first-tier" role as inter-

mediator of long-term credit
from external sources to

domestic commercial banks._



Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Design and implement * * * * *

policies to encourage growth

of nascent domestic market

for commercial acceptances

and other forms of paral lel
financing to Increase

competition with

nationalized banks.

Establish performance * * * *

criteria to monitor effi-
ciency of nationalized

banks; increase managerial

accountability for financial

profitability. /

Upgrade National Bank and * * * *

Securities Commission over-

sight of stock exchange,
increasing financial and

economic disclosure

requirements for l isted com-
panies; review corporate

taxation policies to reduce
bias against equity finance;
streamline procedures for
attracting foreign direct

and portfolio investment

(e.g. through issues of

ADRs, etc.)
5. Public Sector

(a) Revenue To cushion anticipated Design and implement reform * * * f *

decline in oil-based of direct and indirect taxes
revenues, improve fair- to widen tax base, simplify

ness of tax system, and tax structure, reduce tax
conserve resources used evasion, and enhance tax

to deliver public neutrality. /
sector products and

services.
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Budget calls for one-third real As improving fiscal * * * *

Increase in revenues from conditions permit, reform
higher public tariffs (from 3% public sector pricing to
of GDP in 1985 to 4% in 1986), give greater weight to cost-
notably for electricity and based and border parity
petroleum-based products. pricing (as opposed to

fiscalist) criteria; intro-
duce cost-based accounting

into all public enterprises.

(b) Enterprise increase productivity 1986 budget calls for restruc- Develop detailed action * *
Management and efficiency of turing of parastatals in steel, plans on restructuring and/

parastatal enterprises, sugar, fertilizers, and ship- or privatization for four
encourage larger building; follows up on sectors identified, and
private sector role in successful experience with implement them.
future investment and railroads in early 1980s.
production.

Plans to privatize 237 Complete sale or liquidation
nationalized companies of 237 small companies
announced in February 1985. already announced for priva-
Twenty sold in 1985. tization.

Reinforcement of managerial

accountability for economic
results; improved efficiency

criteria; parastatal auto-
nomy from budgetary controls

except for transfers, sub-

sidies, and financing;
transparent budgetary

subsidies to cover costs of

meeting social and other
non-economic alms. /

Build upon and extend * * *

experience with privatiza-
tion and restructuring to

areas such as secondary

petrochemicals.



Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Where privatization not * * * *

feasible on political

grounds (such as PEMEX),
encourage joint ventures,

sub-leasing, sub-contracting

and other innovative forms
of private sector participa-
tion.

Government eliminated 25,000 Reduction of parastatal * * * * *

fuli-time posts throughout employees through attrition.

public sector in 1985.
Adequate wage and salary * * * *

differentiation and produc-
tion incentives.

CONASUPO reform (See Section

7 on Agriculture).

(c) Investment Improve the integra- Planning Secretariat introduce multi-year, inte- * * * * *

tion and efficiency of reorganized In 1985 to merge grated investment budgeting
planning, programming, programming and budgeting and financial programming;

budgeting, financing functions; budget auditing develop uniform procedures
and monitoring; catch- units established at federal for preparation, evaluation,
ing up on backlog of level and in most states during and monitoring of all
critical infrastructure 1983-85 achieving significant large-scale projects;

requirements; reduce Improvements in accountability improve coordination of
investment in areas for investment spending; public federal, state, and local
best left to private Investment appropriations for investment.)/
sector or where better 1986 to decline by 10% in real
use of existing terms, including a nearly 25%
capacity could be

achieved.
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Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

reduction in communications and Actions on low-priority * * f

transport.Major steel expansion investments: (a) power: cut

project (SICARTSA 1I) back on distribution Invest-

cancelled. ments in non-priority areas,

delay start-up of new

generation projects, slow

construction of on-going

projects, and rely more on

tariff adjustments and

improvements in power system
efficiency to balance supply

and demand/; (b) fertili-

zers: cancel construction of

sulphuric and phosphoric

acid plant; (c) secondary

petrochemicals, cancel al I
planned projects; (d) steel:

postpone investments in

AHMSA, FUMOSA and SICARTSA I

debottlenecking until

feasibility studies comple-

ted and reviewed /; (e)
mining: postpone and scale

down coking coal and iron

ore expansion programs; (f)

transport: scale down new

highway construction and

modernization while increas-

Ing reconstruction and
maintenance outlays, reduce

investment in new rail

infrastructure, and postpone

major port investments

except where firm needs of
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

specific industrial clients

have been identified; (g)
telecommunications: reduce
expansion of local phone

systems from 375,000 to

200,000 annually, defer
purchase of direct

broadcasting satel lite and
second earth station, and

scale down future plans for
600 earth stations; (h)

agriculture: shift toward

higher proportions of

current expenditure, princl-

pal ly for research, exten-
sion, and seed multiplica-

tion; (1) public health:

give greater emphasis to

improvements in existing
capacity which do not
overtax operating resources,

and strengthen linkage of

federal investment to state
plans and specific health
care models; (j) education:
give highest priority to
meeting enrolIment demands
and improving school quality
at primary school levels;

support with redirection of
current spending from upper

secondary and higher
education to primary and
lower secondary, especially

in least developed

regions; /
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Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

(k) urban transport:

deemphasize Investment in
Mexico City and for subways

and scale back planned
doubling of future
investments; curb demand
with realistic tariffs;

(1) water supply: cut back

investment by half or more
via greater emphasis on

realistic pricing,
rehabilitation, improved
maintenance, the redesign or

elimination of uneconomic

projects, and the scaling
back of investment in the

federal district; (m)

housing: red Irect efforts to
benefit neediest.

6. Foreign Direct To attract higher flows Approval for investments In Approve 3-4 high visibility * * * * *

Investment of foreign direct in-bond industries has been applications for foreign

investment to support made virtually automatic in investment on fast-track

restructuring and most sectors. basis.

enhanced export

efforts. Streamline foreign * *

Investment laws and
regulations./

7. Agriculture To raise agricultural Since 1985, private sector Redefine role of CONASUPO to * * * * *

productivity and allowed to import foodstuffs reduce further scope of
exports, assume under ceilings determined by its control over

suppliesof basic CONASUPO. agricultural prices,
staples to low-income subsidies and imports.

groups at an acceptable Focus enterprise efforts on

fiscal cost, and developing welfare norms for
support Government food consumer subsidies,
security alms. experimenting with different

delivery modes._/



-rage 10

Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Privatize most storage, * * * * *

distribution, and

merchandizing of agricultu-

ral products.]/

Improve targetting of * * * * *

consumer subsidies on small

number of nutritionally

vital products (corn, beans,
wheat, and milk) and on

lower-income groups. Remove

remaining agricultural

commodities from price

controls./

Eliminate QRs and * * *

consolidate tariffs on
agricultural Imports. (See
Trade Liberalization.J1 /

Phase down input price sub- * * * *

sidies.

Revise agricultural credit * * * *

policies to conform to GIRA

and development bank goals.

(See Financial/Monetary)1 /

Reduce overall staffing in * * *

Agricultural Ministry;

increase number and salary

of extension agents; raise

spending on research,
extension, and seed multi-

pl icat ion.



i0h ScO: With P0liCy Adjustmts

COMi7MTS 1985 1986 1987 1998 1989 1990Public Sector 3050.0 3020.0 2985.9 3343.4 3529.3 3458.7World Bank Total 900.0 1300.0 1391.0 1488.4 1540.5 1348.1
Wei 900.0 650.0 695.5 744.2 796.3 a52.0W82 0.0 650.0 695.5 744.2 744.2 496.1108 250.0 250.0 250.0 250.0 250.0 250.0IMF 900.0 400.0 0.0 0.0 0.0 0.0Bilaterals Total 1000.0 1070.0 1144.9 1225.0 1310.8 1402.6Bilaterals 600.0 642.0 686.9 735.0 786.5 841.5Bilat (CCC) 400.0 428.0 458.0 490.0 524.3 561.0Suppliers 200.0 214.0 229.0 245.0 262.2 280.5Other 0.0 010 200.0 400.0 428.0 458.0Can eks 0.0 0.0 0.0 0.0 0.0 0.0Priv. Sect & Banks 800.0 1135.0 1572.5 2812.5 3009.4 3220.1Banks 300.0 600.0 1000.0 2200.0 2354.0 2518.8Otker 500.0 535.0 572.5 612.5 655.4 701.36ag 1218.0 5411.8 7427.8 5151.3 9063.6 9568.5TOTAL 5068.0 9566.8 11986.1 11327.2 15602.2 16247.3

DISSURSDENTS 1985 1986 1997 1988 1989 199
Public Sector 2407.5 2464.2 2935.9 3414.6 3666.0 3696.0World Bank Total 840.0 1051.5 1389,6 1459.1 1516.6 1410.4Wei 840.0 726.5 716.8 739.3 772.4 790,2WI2 0.0 325.0 672.8 719.8 744.2 620.2IDB 179.5 174.5 251.5 256.0 261.0 265.0IMF 900.0 400.0 0.0 0.0 0.0 0.0Bilaterals Total 448.0 743.4 945.4 1101.6 1226.7 1312.6Bilaterals 48.0 315.4 487.4 611.6 702.4 751.5Bilat (CCC) 400.0 428.0 458.0 490.0 524.3 541.0Suppliers 40.0 94.8 149.4 197.9 233.7 250.1Other 0.0 0.0 200.0 400.0 428.0 458.0Cam Bks 0.0 0.0 0.0 0.0 0.0 0.0Priv. Sect & Banks 400.0 837.0 1373.6 2694.7 2938.4 3144.1Banks 300.0 600.0 1000.0 2200.0 2354.0 2518.8Other 100.0 237.0 373.6 494.7 584.4 625.3Gap 1218.0 5411.8 7427.8 5151.3 9063.6 9568.5TOTAL 4025.5 8712.9 11737.3 11260.6 15668.0 16408.6



Hich Sce: With Pol icy Adjustments

AMORTIZATION TOTAL 1985 1996 1997 1988 1989 1990
Public Sector 3744.0 3427.3 6272.7 4241.3 6474.7 4151.1
World Bank Total 380.0 386.0 440.0 446.0 518.0 674.0
IN 114.0 125.0 134.0 171.0 186.6 199.3
IMF 0.0 125.0 280.0 682.0 1082.0 1059.0
Bilaterals Total 1477.0 1201.3 967.2 956.5 1016.1 1067.8
Bilaterals 1477.0 1068.0 691.2 527.9 557.4 577.0
Bilat (CCC) 0.0 133.3 274.0 421.7 458.7 491.8

Suppliers 88.0 53.0 37.0 30.0 60.0 109.5Other 33U.0 537.0 476.5 955.7 433.0 464.5Cwm Bks 1351.0 1200.0 3736.0 1000.0 3179.0 377.0
Priu. Sect& Banks 2401.0 1396.0 1050.0 3494.7 3637.0 3746.2Banks 645.0 894.0 620.0 3164.0 3214.0 3210.3Other 1756.0 502.0 430.0 330.7 423.0 535.8Ga 0.0 0.0 0.0 406.0 2209.9 4685.8TOTAL 6147.0 5023.3 7322.7 8142.0 12321.4 12583.1

NET FLOWS 1985 1984 1997 1988 1989 1990Public Sector -1338.5 -1163.2 -3336.8 -826.7 -2808.7 -455.1
World Bank Total 460.0 665.5 949.6 1013.1 998.6 736.4IMF 900.0 275.0 -280.0 -682.0 -1082.0 -1059.0
1D 65.5 49.5 115.5 85.0 74.4 65.8Bilaterals Total -1029.0 -458.0 -21.8 145.0 210.6 244.7
Bilaterals -1429.0 -752.6 -203.8 83.7 145.0 174.5
Bilat (CCC) 400.0 294.7 182.0 61.4 65.7 70.3

Suppliers -48.0 41.8 112.4 167.9 173.7 140.6
Other -336.0 -537.0 -474.5 -555.7 -5.0 -206.6
Comm Oks -1351.0 -1200.0 -3736.0 -1000.0 -3179.0 -377.0

Priv. Sect & Banks -2001.0 -559.0 323.4 -799.9 -691.6 -602.1
Banks -345.0 -294.0 380.0 -964.0 -860.0 -691.6
Other -1656.0 -265.0 -56.4 164.1 161.4 89.5

Gap 1218.0 5411.8 7427.8 4745.3 6853.7 4882.7TOTAL -2121.5 3689.6 4414.6 3118.6 3346.4 3825.5

DEBT OUTST. & DIS . 1985 1986 1987 1988 1989 1990
Public Sector 71572.5 70409.3 67072.5 66245.8 63437.2 62992.0
World Bank Total 3571.0 4236.5 5184.1 6199.2 7197.8 7934.1
10 1593.5 1643.0 1758.5 1843.5 1917.9 1983.6
IMF 3333.0 3608.0 3328.0 2646.0 1564.0 505.0
Bilaterals Total 3693.0 3235.0 3213.2 3358.2 3548.9 3813.4
Bilaterals 3293.0 2540.4 2336.6 2420.3 2565.2 2739.7
Bilat (CCC) 400.0 694.7 876.6 938.0 1003.4 1073.9

Suppliers 199.0 240.8 353.2 521.1 694.9 835.5Other 3669.0 3132.0 2655.5 2099.8 2094.8 1988.2
Cam Oks 55514.0 54314.0 50579.0 49578.0 44399.0 46022.0

Priv. Sect & Banks 21498.0 20939.0 21262.6 20462.7 19764.0 19141.9
Banks 20049.0 19775.0 20155.0 19191.0 18331.0 17639.4
Other 1429.0 1164.0 1107.4 1271.7 1433.0 1522.5Gap 1218.0 6629.8 14057.5 18802.8 25454.4 30539.1

TOTAL 94288.5 97979.1 102392.6 105511.3 108857.6 112683.1



Base Sce: Without AdJUStwents

COMITMENTS 1985 1986 1987 1988 1989 1990
Public Sector 3050.0 2350.0 2002.5 2057.6 2115.5 2176.3
World Bank Total 900.0 650.0 650.0 650.0 650.0 650.0
We1 900.0 650.0 650.0 650.0 650.0 650.0W82 0.0 0.0 0.0 0.0 0.0 0.0

108 250.0 250.0 250.0 250.0 250.0 250.0IMF 900.0 400.0 0.0 0.0 0.0 0.0
Bilaterals Total 1000.0 1050.0 1102.5 1157.6 1215.5 1276.3Bilaterals 600.0 630.0 661.5 694.6 729.3 765.8Bilat (CCC) 400.0 420.0 441.0 463.1 486.2 510.5Suppliers 200.0 210.0 220.5 231.5 243.1 255.3Other 0.0 0.0 0.0 0.0 0.0 0.0
Cam Bks 0,0 0.0 0.0 0.0 0.0 0.0Priu. Sect & Banks 800.0 !125.0 1151.3 1178.8 1207.8 1238.1Banks 300.0 600.0 600.0 600.0 600.0 600.0Other 500.0 525.0 551.3 578.8 607.8 638.1Gap 5461.0 5542.9 8638.1 10488.2 14618.4 15232.2TOTAL 9311.0 9017.9 11791.8 13724.6 17941.6 !8646.6

DISBURSEMENTS 1985 1986 1987 1988 1989 1990Public Sector 2407.5 2129.4 2029.3 2221.7 2365.7 2430.3World Bank Total 840.0 726.5 710.0 716.5 723.0 714.5Wei 840.0 726.5 710.0 716.5 723.0 714.5W82 0.0 0.0 0.0 0.0 0.0 0.01D 179.5 174.5 251.5 256.0 261.0 265.0IMF 900.0 400.0 0.0 0.0 0.0 0.0Bilaterals Total 448.0 734.4 921.1 1057.2 1158.0 1215.9Bilaterals 48.0 314.4 480.1 594.1 671.8 705.4Bilat (CCC) 400.0 420.0 441.0 463.1 486.2 510.5Supoliers 40.0 94.0 146.7 192.0 223.6 234.8Other 0.0 0.0 0.0 0.0 0.0 0.0Cam Bks 0.0 0.0 0.0 0.0 ' 0.0 0.0Priv. Sect & Banks 400.0 835.0 966.8 :280.1 1159.1 1287.0Banks 300.0 600,0 600.0 600.0 600.0 600.0
Other 100.0 235.0 366.8 480.1 559.1 587.0Gap 5461.0 5542.9 8638.1 10488.2 :4618.4 15232.2TOTAL 8268.5 8507.3 11634.1 13790.0 18143.1 18849.5



Base Sce: Wi thout Adjustments

AMRTIZATIO TOTAL 1995 1984 1987 1988 1989 1990
Public Sector 3746.8 3627.3 6267.8 4226.1 6443.1 4033.0
World Bank Total 380.0 386.0 440.0 446.0 518.0 609.0
108 114.0 125.0 136.0 171,0 186.6 199.3
IMF 0.0 125.0 280.0 682.0 1082.0 1059.0
Bilaterals Total 1477.0 1201.3 963.3 944.5 991.0 1027.0
Bilaterals 1477.0 1068.0 690.0 524.2 549.6 563.5
Bilat (CCC) 0.0 133.3 273.3 420.3 441.4 463.4

Suppliers 88.0 53.0 37.0 30.0 60.0 108.5Other 336.0 537.0 675.5 952.6 426.5 653.3Cm Bks 1351.0 1200.0 3736.0 1000.0 3179.0 377.0Pr iv. Sect & Banks 2401.0 1396.0 1050.0 3494.7 3633.7 3602.4
Banks 645.0 894.0 620.0 3164.0 3214.0 3077.0Other 1756.0 502.0 430.0 330.7 419.7 525.4Gas 0.0 0.0 0.0 1820.3 3668.0 6547.3TOTAL 6147.0 5023.3 7317.8 9541.1 13744.7 !4182.7

NET FLOWS 1995 1986 1 1988 1989 1990
Public Sector -1338.5 -1497.9 -4238.5 -2004.4 -4077.4 -1602.7
World Bank Total 460.0 340.5 270.0 270.5 205.0 105.5
IMF 900.0 275.0 -280.0 -682.0 -1082.0 -1059.0
1D 65.5 49.5 115.5 85.0 74.4 65.8
Bilaterals Total -1029.0 -466.9 -42.2 112.7 167.1 189.0
Bilaterals -1429.0 -753.6 -209.9 70.0 122.2 141.9
Bilat (CCC) 400.0 286.7 167.7 42.7 44.9 47.1

Suppliers -48.0 41.0 109.7 162.0 163.6 124.3
Other -334.0 -537.0 -675.5 -952.6 -424.5 -653.3Com Bks -1351.0 -1200.0 -3736.0 -1000.0 -3179.0 -377.0

Priv. Sect & Banks -2001.0 -561.0 -83.3 -2414.6 -2474.6 -2415.4
Banks -345.0 -294.0 -20.0 -2564.0 -2614.0 -2477.0
Other -1o54.0 -267.0 -63.3 149.4 139.4 61.6

Gap 5461.0 5542.9 8638.1 8667.8 10950.4 8684.8
TOTAL 2121.5 3484.0 4316.3 4248.9 4398.4 4646.7

DEBT OIJTST. & 018. 1995 1994 1987 1988 1989 1990
Public Sector 71572.5 70074.6 65836.1 63831.7 59754.2 58151.5
World Bank Total 3571.0 3911.5 4181.5 4452.0 4657.0 4762.510 1593.5 1643.0 1758.5 1843.5 1917.9 1983.6IMF 3333.0 3608.0 3328.0 2646.0 1564.0 505.0
Bilaterals Total 3693.0 3226.1 3183.9 3296.5 3463.6 3652.6
Bilaterals 3293.0 2539.4 2329.5 2399.5 2521.7 2663.6
Bilat (CCC) 400.0 686.7 854.3 897.1 941.9 989.0Suppliers 199.0 240.0 349.7 511.7 675.4 801.7Other 3669.0 3132.0 2454.5 1503.9 1077.4 424.1Cam Bks 55514.0 54314.0 50578.0 49578.0 46399.0 46022.0

Priy. Sect & Banks 21498.0 20937.0 20853.8 18439.2 15964.6 13549.2
Banks 20069.0 19775.0 19755.0 17191.0 14577.0 12100.0
Other 1429.0 1162.0 1098.8 1248.2 1387.6 1449.2Gap 5461.0 11004.0 19642.0 28309.9 39260.3 47945.1TOTAL 98531.5 102015.5 106331.8 110580.7 114979.1 119645.8



OFFICE MEMORANDUM
ATE: March 6, 1986

TO: Mr. Joaquin Pujol, Western Hemisphere Dpt., IMF

FROM: Pieter Bottelier, LC1MX

EXTENSION: 72543

SUBJECT: Mexico - Medium Term Growth Strategy Paper

1. Thank you for your memorandum of February 28 with your comments and
suggestions on our second draft. As you indicated, there has been
considerable progress towards narrowing differences in the basic data and in
the projections between our staffs. Following last week's working meetings,
we have further revised our numbers. The attached tables reflect our latest
revisions. At the same time, it is my understanding that your colleagues are
also revising their own projections and will be sending us their new results,
as well as additional details underlining your public sector deficit.

2. In your memorandum, you expressed concern about the public deficit
we show for 1986, noting correctly that it is significantly above your own
figures. We have carefully reviewed our own data, making as many additional
cuts in expenditures excluding interest payments and increases in revenues as
we have thought it possible for Mexico to accomplish in such a short period
of time, especially in light of the projected real decline in economic
activity. The main reason for our higher deficit figure is our assumption of
a high average interest rate on the domestic debt. For example, in the low
oil price scenario, we show real expenditures excluding interests fall by 24
percent, including real subsidies and transfers by 35 percent, consumption
outlays by 16 percent, and real investment by 17 percent. On the other hand,
overall real revenues drop just two percent, despite the sharp fall in oil
revenues. This is achieved by a 32 percent increase in real non-oil, non-tax
revenues, and a seven percent real increase in non-oil taxes. While the
resultant deficit of eight percent of GDP seems to us undesirably high, we
have not been able to find ways to cut it further without raising questions
about the technical, as well as political, feasibility of doing so. For this
reason, we have requested that your staff provide us with additional details
of the revised fiscal projections which could show how much a lower deficit
could be accomplished.

3. Since we are dealing with a situation that is changing rapidly and
quite dramatically in real life, it goes without saying that the projection
exercise is never finished. For example, we are still assuming an average
volume of petroleum exports of 1.5 mbd, although we now know that actual
exports may well be much lower, at least in 1986.

4. As regards the differences between the "base case" and the "high
growth scenario", our approach has been to assume a more or less given volume
of external financing, and to reflect the consequences of alternative policy
packages in the growth rate of the economy. Thus, growth of consumption per

capita is negative in the base case but exceeds two percent per annum in the

high growth case.

P- 1867
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5. We have also taken into account your comments and your wording

suggestions on the text, particularly those that refer to the Fund. The new

version of the paper, which should be coming out soon, reflects many of your

suggestions.

6. I am pleased to see that we are working closely on this important
project.

Attachment

LLandau/JJohnson/JGarcia-Mujica/ysb

bc: Messrs. Steckhan, Pfeffermann (o/r), Landau, Berger, Garcia-Mujica,

Johnson



SumMgery Table: Base Spenerio

.Im 19u Im Im Im .M Im
1.- Producn and Prices (annual percentage changes)
Real GDP 4.1 1.4 1.7 1.7 2.1 2.1
Real Co ion/cap 4.4 -1.3 -0.9 -0.8 0.0 at.
Exports Tot (oonst prices) -4.1 1.4 1.5 1.5 1.2 1.4
Exports Non-oil ( " ) -9.3 3.3 3.5 3.5 2.3 3.0
Imports Tot (" ) 16.3 -11.1 -0.6 0.4 2.2 2.2
GDY deflator 57.5 78.3 95.7 97.7 98,2 99.8
Inflation (year-end) 63.5 94 5 96.8 98.7 97.8 101.7
Nominal Exch. Rate 60.7 78.3 91.8 91.9 88.8 91.2
Eff. Real Exch. Rate 1.5 4.5 2.9 1.9 0.0 0.0
Dom Nom Int Rate (Av public) 48. 44.6 48.9 49.4 51.5 51.9
2.- Balance of payments (as percent of GDP at current prices)
Resource Balance 3.3 4.9 4.8 4.8 5.1 5.0 4.9
Net Factor Ss -6.0 -4.7 -5.0 -5 0 -5 0 -4,8 -4.7
Current Account 2.3 0 1 -0.2 -0.1 0.1 0.1 0.2
Formal Fin. Capital 0.9 -0.8 1.3 1.3 1.1 1.0 0.9
Reserve Accumulation -2.0 2.0 -0.1 -0.1 -0 1 -0.1 -0.1
3.- Public Sector (as percent of GDP at current prices)
Total Revenues 24.4 Z3.1 22.7 22.7 22.9 22.8 22.7

(Non-oil Taxes) 8.8 8 5 9.0 93 9.5 9 5 9.5
(Domestic Oil) 4,7 4.7 4.7 4.7 4.7 4.7 4.7
(Non-tax Non-oil) 5.3 4.5 3.5 3.3 3.3 32 3.1

"Programm." Expenditures 14.2 16.0 14.1 14.9 15 4 15.8 16.2
Domestic Interests 6.8 6.5 6.1 5.4 5.1 4.8 4.7
External Interests 5.1 4.2 4.0 3.9 3.5 3.2 2.8
Public Savings -1.7 -3.6 -1.5 -1.5 -1.1 -0.9 -1.0
Capital Expenditures 6.8 6.5 6.1 6.2 6.3 6.3 6.3
Deficit 8.5 10.1 7.6 7.7 7.4 7.2 7.4
Increase Liquid Assetts 1.2 1.1 1.1 1.2 1.2 1.2 1.2

Dom Financing 6.6 10.9 8.0 9.9 8.3 9.1 9.3
External Financing 1.7 0.3 1.6 1.4 2.3 2.2 2.0

4.- Savings and Investment (as percent of GDP at current prices)
Total Fund Requirements 17.7 18.2 17.8 18 0 18.1 18.2 18.2

Private Investment 9.8 10.5 10.6 10.6 10 7 10.7 10.7
Public Investment 6.8 6.5 6.1 642 6.3 6.3 6.3
Incr Pub Sect Liq Assetts 1.2 1.1 1.1 1.2 1.2 1.2 1.2

Total Savings 17.7 18.2 17.8 13.0 18. 18.2 18.2
Private 18.1 18.4 13 9 14.0 13.9 13.9 13.8
Public -1.7 -3.6 -1.5 -1.5 -1.1 -0.9 -1.0
External -2.3 -0.1 0.2 0 1 -0.1 -0.1 -0.2
Inflationary Credit 3.6 3.5 5.2 5.3 5.4 5.4 5.6

Memo: Priv Sav/Priv Income 21.0 20.7 16.3 16 5 16.5 16.5 16.5
5.- External Financing, External Debt and Foreign Reserves ($billion)
Net External Financing 1.6 -1.4 2.3 2.4 2.0 2.0 2.0
Amortizations 0.0 5.9 5.0 7.3 8.1 11.7 14.3
Gross External Financing 1.6 4.5 7.3 9.7 10.1 13.6 16.2
Interest payments 0.0 9.3 9.6 10.2 10.7 11.2 11.6
Debt Service (DS) 0,0 15.2 14.6 17.5 18.8 22.8 25.9
External Debt 94.4 93.0 95.3 97.7 99.7 101.7 103.7
Foreign Reserves 6.4 2.9 3.0 3.2 3.4 3.6 3.9
Ext Debt-For Res ("Net Debt") 88.0 90.1 92.3 94.5 96.3 98.0 99.8
6.- Main Creditworthiness ratios (v)
Interests/Exports 34.3 37.2 -- 47 37.1 36.3 35.6
DS/Exports 55.9 56.5 64.8 65.0 74.2 79.2
Net Debt/Exports 330.2 357.8 350.5 333.9 318.9 305.5
Interests/GDP 5.4 5.5 5.6 5.6 5.5 5.4
DS/GDP 8.7 8.3 9.7 9.9 11.2 11.9
Net Debt/GDP 51.7 52.9 52.3 50.8 48.2 46.0



Su]Rorting Tables
Table 1: MEXICO: National Accounts (Base Scenario)

(M$bill, 1980)

191 __5. 1_96 1987 1988 1981 1910
Consumption 3256 3478 3512 3561 3613 3696 3781

Private 2955 3149 3188 3223 3258 3323 3389
Public 302 330 324 337 355 373 392

Investment 757 804 787 804 821 838 854
Private 448 497 499 507 516 526 537
Public 309 307 288 296 306 311 317

Total Expenditures 4014 4282 4299 4364 4434 4534 4635
imports 308 358 318 317 318 325 332
Domestic Expenditures 3706 3924 3981 4048 4116 4209 4303
Exports 794 761 772 783 795 805 815
Gross Domestic Product 4499 4685 4752 4831 4911 5014 5119
Terms of Trade Effect -217 -241 -301 -314 -317 -320 -322
Gross Domestic Income 4283 4444 4452 4517 4594 4694 4796
Foreign Factors Income -194 -158 -160 -157 -156 -155 -155
Gross National Product 4306 4528 4592 4674 4755 4859 4964

TABLE 2: MEXICO; Public Sector (Base Scenario)
(M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Total Revenues 1044 1027 1009 1024 1054 1070 1087

Non-oil Taxes 375 378 401 418 436 446 456
Domestic Oil Taxes 200 208 208 211 215 220 224
Oil Export Tax 113 106 88 86 88 88 88
Non-tax Oil 130 133 156 158 161 164 168
Non-tax Non-oil 225 202 156 151 154 152 151

Current Expenditures 1119 1187 1076 1091 1103 1114 1137
Consumption (Gen. Gov.) 299 329 322 335 352 369 388
Interest Payments 509 475 448 419 398 373 359

Domestic 289 289 272 242 236 223 224
External 220 186 176 177 162 150 135

Current Transfers 311 383 306 337 354 371 390
Public Savings -75 -160 -67 -67 -49 -44 -5c
Capital Expenditures 289 289 272 281 290 296 303

Direct Investment 221 221 214 221 230 235 240
Capital Transfers 68 68 58 59 61 62 63

Deficit 364 449 339 347 339 340 353
Increase Liquid Assetts 50 50 50 52 53 54 56

Domestic Financing 283 485 358 448 381 429 447
Inflationary Credit 154 155 231 241 249 253 268
Other Domestic Financing 129 330 126 208 132 177 179

External Financing 73 14 73 62 107 103 97



TABLE 3: MEXICO: Balance of Payments (Base Scenario)
($mill)

Exports (Gds & Nfs) 30415 27279 25797 26961 28840 30740 32660
Non-oil 13814 12462 13449 14613 15875 17127 18434
Oil Related 16601 14817 12348 12348 12965 13613 14226

Imports (Gds & Nfs) 16230 18785 17444 18207 19189 20588 21982
Resource Balance 14185 8495 8353 8754 9651 10152 10679
Net Factor Services -10218 -8257 -8772 -9021 -9450 -9847 -10251
-urrent Account Balance 3967 237 -420 -267 200 305 428
Net Capital -5 -3737 520 467 0 -57 -1

Direct Foreign Investment 391 400 500 550 605 666 732
Formal Financial QapicaU 1591 -1437 2320 2417 1995 1977 16
Cther Capital -2517 -2700 -2300 -2500 -2600 -2700 -2889
Unrepatriated Earnings -1340 -1091 -1072 -1169 -1227 -1288 -1346
Other Flows -1177 -1609 -1228 -1331 -1373 -1412 -1543

Change In Reserves (-+) -3432 350 0 - J0 -200 -200 -248 -247
Memo Item:
Reserves ($ rillion) 6400 2900 3000 3200 3400 3648 3095

TABLE 4: MEXICO: Savings and Investment (Base Scenario)
(MI$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Requirements of Funds 759 307 793 813 333 852 872

Private Investment 420 467 471 480 490 501 513
Public Capital Expenditures 289 2a9 272 281 290 296 303
Incr. Pub Sect Liq Ass. 50 50 50 52 53 54 56

Total Savings 759 807 793 813 333 352 872
Private Savings 777 813 618 633 638 651 663

Non-financial 761 305 616 595 b20 623 640
Financial 15 13 2 37 18 23 23

Public Savings -75 -160 -67 -67 -40 -44 -50
External Savings -97 -6 11 7 -5 -7 -9
Inflationary Credit 154 155 231 241 249 253 268

Memo Item: Inflation 67 63 95 97 99 98 102

MEXICO: Commitments -- Base Scenario
($ million)

1985 1996 1967 1986 199 1990 Total
World Bank 900 650 650 650 650 650 4150
IDB 250 250 250 250 250 250 1500
IMF 300 300 0 0 0 0 600
Bilaterals 1120 1050 1103 1158 1216 1276 6922
Other 1049 735 772 -- 41e 851 893 5110
Commercial Banks 2179 4223 7144 7357 10738 13268 44911
Total 5798 .7208 9919 10225 13704 16338 63193



MEXICO: Disbursements -- Base 8cenario
($ million)

I9l 19$6 U9M U9M 19$9 199f Total
World Bank 840 727 710 717 723 715 4431
IDB 297 175 112 156 186 218 143
IMF 300 300 0 0 0 0 600
Bilaterals 592 1466 1146 1102 1182 1216 6705
Other 249 407 585 729 816 822 3608
Commercial Banks 2179 4223 7144 7357 10738 13268 44911
Total 4457 7298 9697 10061 13645 16238 61396

MEXICO: Amortizations -- Base Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 330 336 440 446 513 609 2779
IDB 114 125 136 171 187 199 932
IMF 0 125 280 479 839 351 2574
Bilateral) 1333 1201 1023 1019 1126 1162 6371
Other 2323 1047 1045 1161 771 1091 7442
Commercial Banks 1733 2094 4356 4790 8227 10351 31551
Total 5894 4978 7280 8066 11667 14263 52149

MEXICO: Net Flows -- Base Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 460 341 270 271 205 106 1652
IDB rI F 300 175 -280 -479 -839 -851 -1974
IMF i 183 50 -25 -15 -1 19 211
Bilaterals -747 265 123 83 56 54 -166
Other -2079 -640 -459 -431 45 -269 -3834
Commercial Banks 446 2129 2788 2567 2511 2917 13359
Total -1437 2320 2417 1995 1977 1976 9247

MEXICO: Debt Outstanding & Disbursed -- Base Scenario
($ million)

1985 1986 1987 1988 1989 1990
World Bank 3571 3912 4182 4452 4657 4763
IDB 1711 1760 1736 1721 1720 1739
IMF 2733 2903 2623 2149 1310 459
Bilaterals 3975 4240 4363 4446 4502 4556
Other 5258 4618 4159 3727 3772 3503
Commercial Banks 75725 77855 80643 83210 85721 88638
Total 92973 5292 97710 99704 101682 103657



Base Scenario

COMMlUMENS 1985 1986 1987 1988 1989 1990
Public Sector 3119.0 2460.0 2223.0 2289.2 2358.6 2431.5

World Bank Total 900.0 650.0 650.0 650.0 650.0 650.9-
WBi 900.0 650.0 650.0 650.0 650.0 650.0
W92 0.0 0.0 0.0 0.0 0.0 0.0

INB 250.0 250.0 250.0 250.0 250.0 250.0
IMF 300.0 300.0 0.0 0.0 0.0 0.0
Bilaterals Total 1120.0 1050.0 1102.5 1157.6 1215.5 1276.3
Bilaterals 900.0 630.0 661.5 694.6 729.3 765.8
Bilat (CCC) 220.0 420.0 441.0 463.1 486.2 510.5

Suppliers 500.0 210.0 220.5 231.5 243.1 255.3
Other 49.0 0.0 0.0 0.0 0.0 0.0
Corn Bks 0.0 0.0 0.0 0.0 0.0 0.0

Priv. Sect & Banks 800.0 1125.0 1151.3 1178.8 1207.8 1238.1
Banks 300.0 600.0 600.0 600.0 600.0 600.0
Other 500.0 525.0 551.3 578.8 607.8 638.1

Gap 1666.3 3406.1 6295.3 6413.5 9679.5 12080.0
TOTAL 5585.3 6991,1 9669.5 9881.4 13245.8 15749.7

DISBURSEMENTS 1985 1986 1987 1988 1989 1990
Public Sector 2177.5 2839.4 2186.3 2223.7 2347.7 2383.3
World Bank Total 840.0 726.5 710.0 716.5 723.0 714.5

We1 840.0 726.5 710.0 716.5 723.0 714.5
WB2 0.0 0.0 0.0 0.0 0.0 0,0

IDB 296.5 174.5 111.5 156.0 186.0 218.0
IMF 300.0 300.0 0.0 0.0 0.0 0.0
Bilaterals Total 592.0 1466.4 1146.1 1102.2 1182.0 1215.9
Bilaterals 372.0 1046.4 705.1 639.1 695.8 705.4
Bilat (CCC) 220.0 420.0 441.0 463.1 486.2 510.5

Suppliers 100.0 172.0 218.7 249.0 256.6 234.8
Other 49.0 0.0 0.0 0.0 0.0 0.0
Com Bks 0.0 0.0 0.0 0.0 0.0 0.0

Priv. Sect & Banks 400.0 835.0 966.8 1080.1 1159.1 1187.0
Banks 300.0 600.0 600.0 600.0 600.0 600.0
Other 100.0 235.0 366.8 480.1 559.1 587.0

Gap 1666.3 3406.1 6295.3 6413.5 9679.5 !2080.0
TOTAL 4243.8 7080.5 9448.3 9717.3 13186.2 15650.3
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Base Scenario

A40RTIZATION TOTAL 1985 1986 1987 1988 1989 1990
Public Sector 3493.0 3582.2 6230.2 3945.4 6199.5 6644.6

World Bank Total 380.0 386.0 440.0 446.0 518.0 609.0
1DB 114.0 125.0 136.0 171.0 186.6 199.3
IMF 0.0 125.0 280.0 479.0 839.0 851.0
Bilaterals Total 1339.0 1201.3 1023.3 1019.5 1126.0 1162.0
Bilaterals 1339.0 1128.0 810.0 659.2 684.6 698.5
Bilat (CCC) 0.0 73.3 213.3 360.3 441.4 463.4

Suppliers 88.0 53.0 37.0 30.0 135.0 183.5
Other 484.0 491.9 577.9 799.9 215.9 381.9
.ouu ks 1088.0 1200.0 3736.0 1000.0 3179.0 3258.0

Priv. Sect & Banks 2401.0 1396.0 1050.0 3494.7 3633.7 3602.4
Banks 645.0 894.0 620.0 3164.0 3214.0 3077.3
Other 1756.0 502.0 430.0 330.7 419.7 525.4

Gap 0.0 0.0 0.0 555.4 1690.8 3789.2
TOTAL 5894.0 4978.2 7280.2 7995.5 11523.9 :4036.2

NET FLOWS 1985 1986 1987 1988 1989 1990
Public Sector -1315.5 -742.8 -4043.9 -1721.7 -3851.8 -4261.4

World Bank Total 460.0 340.5 270.0 270.5 205.0 105.5
IMF 300.0 175.0 -280.0 -479.0 -839.0 -851.0
ID8 182.5 49.5 -24.5 -15.0 -0.6 18.8
Bilaterals Total -747.0 265.1 122.8 82.7 56.1 54.0
Bilaterals -967.0 -81.6 -104.9 -20.0 11.2 6.9
Bilat (CCC) 220.0 346.7 227.7 102.7 44.9 47.1

Suppliers 12.0 119.0 181.7 219.0 121.6 51.3
Other -435.0 -491.9 -577.9 -799.9 -215.9 -381.9
Cown Bks -1088.0 -1200.0 -3736.0 -1000.0 -3179.0 -3258.0

Priv. Sect & Banks -2001.0 -561.0 -83.3 -2414.6 -2474.6 -2415.4
Banks -345.0 -294.0 -20.0 -2564.0 -2614.0 -2477.0
Other -1656.0 -267.0 -63.3 149.4 139.4 61.6

Gap 1666.3 3406.1 6295.3 5858.1 7988.7 8290.8
TOTAL -1650.2 2102.3 2168.1 1721.8 1662.3 1614.1

DEBT OUTST. & DIS. 1985 1986 1987 1988 1989 1990
Public Sector 69595.5 68852.7 64808.8 63087.1 59235.3 54973.9
World Bank Total 3571.0 3911.5 4181.5 4452.0 4657.0 4762.5
IOB 1710.5 1760.0 1735.5 1720.5 1719.9 1738.6
IMF 2733.0 2908.0 2628.0 2149.0 1310.0 459.0
Bilaterals Total 3975.0 4240.1 4362.9 4445.5 4501.6 4555.6
Bilaterals 3755.0 3673.4 3568.5 3548.5 3559.7 3566.6
Bilat (CCC) 220.0 566.7 794.3 897.1 941.9 989.0

Suppliers 259.0 378.0 559.7 778.7 900.4 951.7
Other 3570.0 3078.1 2500.2 1700.3 1484.4 1102.5
Corn Bks 53777.0 52577.0 48841.0 47841.0 44662.0 41404.0

Priv. Sect & Banks 21498.0 20937.0 20853.8 18439.2 15964.6 13549.2
Banks 20069.0 19775.0 19755.0 17191.0 14577.0 12100.0
Other 1429.0 1162.0 1098.8 1248.2 1387.6 1449.2

Gap 1666.3 5872.4 11367.7 -17225-7 25214.4 33505.2
TOTAL 92759.8 94862.1 97030.2 98752.0 100414.3 102028.4
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Base Scenario

INTERESTS TOTAL 1985 1986 1987 1988 1989 1990
Public Sector 6837,7 6917.1 7157.2 6946.3 7002.5 6840.2

World Bank Total 296.0 371.6 437.0 500.9 565.4 630.A
1D 126.0 152.7 168.4 178.4 192.5 209.2
IMF 170.3 191.3 212.3 212.3 212.3 212.3
Bilaterals Total 400.0 448.6 557.4 630.1 685.3 738.6
8ilaterals 400.0 426.0 499.3 548.6 593.4 642.1
Bilat (CCC) 0.0 22.6 58.1 81.4 91.9 96.5

Suppliers 33.5 43.0 59.3 80.1 103.8 128.2
Other 394.0 399.4 399.4 399.4 399.4 399.4
Com Sks 5417.9 5310.5 5323.4 4945.2 4843.9 4522.0

Pr v. Sect & Banks 2510.7 2483.9 2476.4 2511.8 2285.4 2061.7
Banks 2194.5 2157.4 2125.8 2123.7 1848.0 1567.0
Other 316.2 326.5 350.6 388.1 437.4 494.7

Gap 0.0 164.5 519.9 1165.2 1765.6 2584.5
TOTAL 9348.4 9565.5 10153.5 10623.3 11053.6 11486.2

NET TRANSFER TOTAL 1985 1986 1997 1988 1989 1990
Public Sector -8153.2 -7659.9 -11201.1 -8668.0 -10854.4 -11101.5

World Bank Total 164.0 -31.1 -167.0 -230.4 -360.4 -524.9
IDS 174.0 22.3 -448.4 -657.4 -1031.5 -1060.2
IMF 12.2 -141.8 -236.8 -227.3 -212.9 -193.6
Bilaterals Total -1147.0 -183.5 -434.6 -547.4 -629.3 -684.7
Bilaterals -1367.0 -507.6 -604.2 -568.7 -582.2 -635.2
Silat (CCC) 220.0 324.1 169.6 21.3 -47.1 -49.4

Suppliers -21.5 76.0 122.4 138.9 17.9 -76.8
Other -829.0 -891.3 -977.3 -1199.3 -615.3 -781.3
Con Bks -6505.9 -6510.5 -9059.4 -5945.2 -8022.9 -7780.0

Priv. Sect & Banks -4511.7 -3044.9 -2559.6 -4926.4 -4760.0 -4477.1
Banks -2539.5 -2451.4 -2145.8 -4687.7 -4462.0 -4044.0
Other -1972.2 -593.5 -413.8 -238.7 -297.9 -433.0

Gap 1666.3 3241.6 5775.3 4692.9 6223.1 5706.3
TOTAL -10998.7 -7463.2 -7985.4 -8901.5 -9391.3 -9872.2
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Summary Table: High Oil Prices

1984 1915 1996 1917 I2H liii 191Q
1.- Production and Prices (annual percentage changes)
Real GDP 4.1 -1.0 3 6 4.6 5.2 5.8
Real Consumption/cap 4.4 -5.6 -0.2 1.1 2.1
Exports Tot~const prices) -4.1 6.9 5.3 5.1 5.0 473
Exports Non-oil (") -9.3 16.4 11.7 10.4 9.9 8.1
Imports Tot (") 16.3 -7-3 10.5 14.6 8.9 9.4
GDY deflator 57.5 56.8 40.3 24.2 13.2 7.3
Inflation (year-end) 63.5 50.4 30.9 17.9 8.8 5.7
Nominal Exch. Rate 60.7 79.5 38.9 19.2 8.6 2.9
Eff. Real Exch. Rate 1.5 19.7 4.0 0.8 0.7 0.3
Dom Nom Int Rate (Av public) 48.0 51.0 38.3 26.1 13.6 10.7
2.- Balance of payments (as percent of GDP at current prices)
Resource Balance 3 4.9 6.3 5.8 4.8 4.5 3.9
Net Factor Ss -6.0 -4 7 -5.9 -5.5 -5 0 -4.7 -4.3
Current Account 2.3 0. 1 0.4 0.4 -0.2 -0.2 -0.5
Formal Fin. Capital 0,9 -0 8 2.1 1.5 1.5 1.1 1 3
Reserve Accumulation -2.0 2.0 -1.7 -1.5 -1.2 -0.7 -0.8
3.- Public Sector (as percent of GDP at current prices)
Total Revenues 24.4 23.1 25.1 24.9 25.0 24.6 24.4

(Non-oil Taxes) 8. 8 8.5 9.3 9 4 9.8 9.8 9.9
(Domestic Oil) 4.7 4.7 5.0 5.0 5.0 5.0 5.0
(Non-tax Non-oil) 3.0 3.0 4.0 4.0 4.0 4.0 4.0

"Programm." Expenditures 14.2 16.0 13.5 13.5 13.6 13.7 13.7
Domestic Interests 6.8 6.5 8.2 5.8 4.1 2.1 1.7
External Interests 5.1 4.2 4.7 4.4 4.0 3.8 3.5
Public Savings -1.7 -3.6 -1.2 1.2 3.3 5 0 5.5
Capital Expenditures 6.8 6.5 5.9 6.6 7.0 7.4 7.4
Deficit 8.5 10.1 7.1 5.3 3.7 2.4 1.9
Increase Liquid Assetts 1 2 1.1 1.1 1.2 1.3 1.3 1.3

Dom Financing 8. 0 10.9 5.8 5.2 2.9 2.2 1.5
External Financing 1.7 0,3 2.4 1.3 2.0 1.4 1.6

4.- Savings and Investment (as percent of GDP at current prices)
Total Fund Requirements 17,7 18.2 18.8 20.3 22.0 22.9 23.4

Private Investment 9.8 10.5 11.8 12.6 13.7 14.3 14.8
Public Investment 6.8 6.5 5 9 6 6 7.0 7.4 7.4
Incr Pub Sect Liq Assetts 1.2 1.1 11 1.2 1.3 1.3 1.3

Total Savings 16.6 18.2 138 20 3 22.0 22.9 23.4
Private 18.1 18 4 17.6 17 5 17 3 17.1 17 0
Public -1.7 -3.6 -1.2 1.2 3.3 5.0 5,5
External -2.3 -0.1 -0 4 -0 4 0.2 0.2 0.5
Inflationary Credit 3.6 3.5 2.8 1.9 1.2 0.6 0.4

Memo: Priv Sav/Priv Income 21.0 20.7 20.3 20.5 20.5 20.4 20.4
5.- External Financing, External Debt and Foreign Reserves ($billion)
Net External Financing 1.6 -1.4 3.1 2.3 2.6 2.0 2.7
Amortizations 0.0 5.9 5.0 7.3 8.1 11.7 14.0
Gross External Financing 1.6 4.5 8.0 9.6 10.7 13.7 16.7
Interest payments 10.2 9.3 9.6 9.4 9.6 10.1 10.3
Debt Service (DS) 10.2 15.2 14.6 16.7 17.7 21.8 24.3
External Debt 94.4 93.0 96.0 98.4 101.0 102.9 105.6
Foreign Reserves 6.4 2.9 5.4 7.7 9.7 11.1 12.7
Ext Debt-For Res ("Net Debt") 88.0 90.1 90.6 90.7 91,3 91.9 93.0
6.- Main Creditworthiness ratios (r)
Interests/Exports 33.6 34.3 34.8 31.1 28.6 26.9 25.1
DS/Exports 33.6 55.9 52.9 55.5 52.7 58.2 59.2
Net Debt/Exports 289.4 330.2 329.5 301.0 271.8 245.6 226.2
Interests/GDP 6.0 5.4 6.5 6.1 5.7 5.4 5.0
DS/GDP 6.0 8.7 9.8 10.8 10.5 11.7 11.9
Net Debt/GDP 51.4 51.7 61.1 58.6 54.1 49.6 45.4



g8pporting Tables
Table 1: MEXICO: National Accounts (High Oil Price)

(M$bill, 1980)

1934 1993 1966 1987 1988 1989 1990
Consumption 3256 3478 3359 3429 3546 3703 3919

Private 2955 3149 3054 3106 3203 3338 3532
Public 302 330 305 323 343 365 387

Investment 757 804 798 886 1000 1099 1190
Private 448 497 533 581 663 725 794
Public 309 307 265 304 337 374 395

Total Expenditures 4014 4282 4157 4315 4546 4802 5109
Imports .308 .358 3.32 367 421 458 501
Domestic Expenditures 3706 3924 3825 3948 4126 4344 4608
Exports 794 761 813 857 900 945 986
Gross Domestic Product 4499 4685 4638 4805 5026 5289 5594
Terms of Trade Effect -217 -241 -311 -333 -344 -356 -366
Gross Domestic Income 4283 4444 4327 4472 4682 4934 5223
Foreign Factors Income -194 -158 -160 -147 -140 -138 -134
Gross National Product 4306 4523 4473 4658 4886 5151 5460

TABLE 2: MEXICO; Public Sector (High Oil Prices)
(MVI$bill, 1980 prices, GDY units)

1964 1985 1986 1987 1988 1989 1990
Total Revenues 1044 1027 1087 1113 1170 1216 1275

Non-oil Taxes 375 378 402 420 459 483 520
Domestic Oil Taxes 200 208 216 224 234 247 261
Cil Export Tax 113 106 101 100 101 101 102
Non-tax Oil 225 202 195 190 189 187 183
Non-tax Non-oil 130 133 173 179 187 197 209

Current Expenditures 1119 1187 1141 1058 1016 968 988
Consumption (Gen. Gov.) 299 329 298 316 337 359 382
Interest Payments 509 475 555 454 378 293 270

Domestic 289 289 353 258 190 104 87
External 220 186 202 197 188 188 183

Current Transfers 311 383 287 287 301 317 336
Public Savings -75 -160 -53 55 154 248 287
Capital Expenditures 289 289 254 294 326 364 385

Direct Investment 221 221 199 239 269 303 321
Capital Transfers 68 68 55 55 57 60 64

Deficit 364 449 307 239 173 116 98
Increase Liquid Assetts 50 50 49 53 59 62 66

Domestic Financing 341 485 250 234 133 107 80
Inflationary Credit 154 155 120 86 54 30 22
Other Domestic Financing 187 330 130 148 83 76 57

External Financing 73 14 106 58 94 71 84



TABLE 3: MEXICO: Balance of PayMents (gh Oil Pric)
($mill)

1q4 1985 1986 1987 1988 1969 1990
Exports (Gds & Nfs) 30415 27279 27509 30123 33578 37399 41105

Non-oil 13814 12462 15161 17775 20613 23786 26879
Oil Related 16601 14817 12348 12348 12965 13613 14226

Imports (Gds & Nf s) 16230 18785 18198 21115 25399 29039 33202
Resource Balance 14185 8495 9310 9008 8179 8360 7903
Net Factor Services -10218 -8257 -8772 -8453 -8462 -8734 -8878
Current Account Balance 3967 237 538 555 -284 -374 -975
Net Capital -535 -3737 1962 1745 2284 1764 2565

Direct Foreign Investment 391 400 500 600 800 880 968
Formal Financial Capital 1591 -1437 3062 2345 2584 1984 2697
Other Capital -2517 -2700 -1600 -1200 -1100 -1100 -1100
Unrepatriated Earnings -1340 -1091 -1072 -1055 -1071 -1125 -1149
Other Flo-ws -1177 -1609 -528 -145 -29 25 49

Change In Reserves (-=+) -3432 3500 -2500 -2300 -2000 -1390 -1590
Memo Item:
Reserves ($ million) 6400 2900 5400 7700 9700 11090 12680

TABLE 4: MEXICO: Savings and Investment (High Oil Price)
(M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Requirements of Funds 759 307 813 909 1028 1130 1225

Private Investment 420 467 511 561 643 704 774
Public Capital Expenditures289 289 254 294 326 364 385
Incr. Pub Sect Liq Ass. 50 50 49 53 59 62 66

Total Savings 709 807 813 909 1028 1130 1225
Private Savings 777 818 763 784 812 842 891

Non-financial 761 805 789 673 702 753 788
Financial 15 13 -26 111 110 89 103

Public Savings -75 -160 -53 55 154 248 287
External Savings -97 -6 -16 -16 8 10 25
Inflationary Credit 154 155 120 86 54 30 22

Memo Item: Inflation 67 63 50 31 18 9 6



MEXICO: Commitments -- High Oil Prices Scenario
($ million)

1995 1906 1987 1988 1989 1990 Total
World Bank 900 900 1000 1100 120 1200 6300
IDB 250 250 250 250 250 250 1500
IMF 300 700 200 0 0 0 1200
Bilaterals 1120 1198 1282 1372 1468 1571 8012
Other 1049 1635 2092 2383 1890 2266 11316
Commercial Banks 2179 3803 5551 6248 9314 11838 38935
Total 5798 8487 10376 11353 14122 17126 67262

MEXICO: Disbursements -- High Oil Prices Scenario
$ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 340 939 1070 1031 1123 1133 6136
IDB 297 463 252 256 261 265 i793

.7 00 700 200 0 0 0 1200
Bilaterals 592 1308 1133 1187 1342 1436 6996
Other 24 827 1422 1956 1629 2043 8125
Commercial Banks 2179 3803 5551 6248 9314 11838 34 35
Total 4457 8040 9623 10678 13668 16715 63186

MEXICO: Amortizations -- High Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 380 386 440 446 518 634 2804
IDB 114 125 136 171 187 199 32
IMF 0 125 280 479 q19 97 1  2774
Bilaterals 1339 1201 995 95 1048 24 6673
Other 2328 1047 1075 1243 926 1410 8028
Commercial Banks 1733 2094 4356 479% 8087 9680 30740
Total 5?94 4978 7282 80 4 11685 14018 51951

MEXICO: Net Flows -- High Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 460 553 630 585 605 499 3332
IDB 1l 300 575 -80 -479 -919 -971 -1574
IMF ( 183 338 116 85 74 66 861
Bilaterals -747 107 138 222 294 :11 325
Other -2079 -220 347 713 703 633 97
Commercial Banks 446 1709 1195 1458 1227 2159 8194
Total -1437 3062 2346 2584 1984 2697 11235



MEXICO: Debt Outstanding & Disbursed -- High Oil Prices Scenario
($ million)

1985 19S6 19S7 1998 1999 1.99

World Bank 3571 4124 4754 533 5944 6443

IDB 1711 2048 2164 2249 2323 2389

IMF 2733 3308 3228 2749 1830 859
Bilaterals 3975 4082 4220 4442 4736 5047

Other 5258 5038 5385 6098 6801 7434
Commercial Banks 75725 77434 78630 80088 81315 83473
Total 92973 96035 98380 100964 102948 105645



High Growth Scenario with Policy Adjustment (Oil=$20/b) 3/5/86
COMMIThENTS 195 1986 1987 1998 1989 1990
Public Sector 3119.0 4148.4 4252.3 4492.0 4153.0 4585.9
World Bank Total 900.0 900.0 1000.0 1100.0 1200.0 1200.0
Wei 900.0 400.0 700.0 700.0 800.0 800.0
W82 0.0 500.0 300.0 400.0 400.0 400.0 1-

lOB 250.0 250.0 250.0 250.0 250.0 250.0
IMF 300.0 700.0 200.0 0.0 0.0 0.0
Bilaterals Total 1120.0 1198.4 1282.3 1372.0 1468.1 1570.9
Bilaterals 900.0 963.0 1030.4 1102.5 1179.7 1262.3
Bilat (CCC) 220.0 235.4 251.9 269.5 288.4 308.6

Suppliers 500.0 800.0 1000.0 1070.0 1!44.9 1225.0
Other 49.0 300.0 520.0 700.0 90.0 340.0
Comm Bks 0.0 0.0 0.0 0.0 0.0 0.0

Priy. Sect & Banks 800.0 1135.0 1572.5 2812.5 3009.4 3220.:
Banks 300.0 600.0 1000.0 2200.0 2354.0 2518.8
Other 500.0 535.0 572.5 612.5 655.4 701.3

Gap 1879.3 3203.2 4551.4 4048.4 6960.0 9319.7
TOTAL 5798.3 8486.6 10376.1 11353.0 14122.4 17125.6

DISBURSEMENTS 1985 1986 1987 1988 1989 1990
Public Sector 2177.5 3999.9 3702.5 3934.8 3770.1 4251.3
World Bank Total 840.0 939.0 1070.0 1031.0 1123.0 1133.0
We1 840.0 689.0 670.0 681.0 723.0 733.0
WB2 0.0 250.0 400.0 350.0 400.0 400.0

IDB 296.5 462.5 251.5 256.0 261.0 265.0
IMF 300.0 700.0 200.0 0.0 0.0 0.0
Bilaterals Total 592.0 1308.4 1133.0 1186.8 1341.9 1435.9
Bilaterals 372.0 1073.0 881.2 917.3 1053.5 1127.3
Bilat (CCC) 220.0 235.4 251.9 269.5 288.4 308.6

Suppliers 100.0 290.0 528.0 761.0 954.2 1077.5
Other 49.0 300.0 520.0 700.0 90.0 340.0
Comm Bks 0.0 0.0 0.0 0.0 0.0 0.0

Priv. Sect & Banks 400.0 837.0 1373.6 2694.7 2938.4 3144.1
Banks 300.0 600.0 1000.0 2200.0 2354.0 2518.8
Other 100.0 237.0 373.6 494.7 584.4 625.3

Gap 1879.3 3203.2 4551.4 4048.4 6960.0 9319.7
TOTAL 4456.8 8040.1 9627.5 10678.0 13668.4 16715.1

AIORTIZATIN TOTAL 1985 1986 1987 1988 1989 1990
Public Sector 3493.0 3582.2 6232.0 3973.0 6353.4 7060.6
World Bank Total 380.0 386.0 440.0 446.0 518.0 634.0
1DB 114.0 125.0 136.0 171.0 186.6 199.3
IMF 0.0 125.0 280.0 479.0 919.0 971.0
Bilaterals Total 1339.0 1201.3 995.1 965.1 1047.9 1124.5
Bilaterals 1339.0 1128.0 843.3 729.3 795.6 854.6
Bilat (CCC) 0.0 73.3 151.8 235.8 252.3 269.9

Suppliers 88.0 53.0 37.0 30,0 135.0 331.0
Other 484.0 491.9 607.9 881.9 367.9 542.9
Comi Bks 1088.0 1200.0 3736.0 1000.0 3179.0 3258.0

Priv. Sect & Banks 2401.0 1396.0 1050.0 3494.7 3637.0 3746.2
Banks 645.0 894.0 620.0 -IT64.0 3214.0 3210.3
Other 1756.0 502.0 430.0 330.7 423.0 535.8

Gap 0.0 0.0 0.0 626.4 1694.2 3211.3
TOTAL 5894.0 4978.2 7282.0 8094.1 11684.5 14018.1



High Browth Scenario with Policy Adjustment (0i1420/b) 3/5/86

NET FLOWS 1985 1986 1987 1988 1989 1990
Public Sector -1315.5 417.7 -2529.5 -38.2 -2583.3 -2809.3
World Bank Total 460.0 553.0 630.0 585.0 605.0 499.0
1MF 300.0 575.0 -80.0 -479.0 -919.0 -971.0
1DB 182.5 337.5 115.5 85.0 74.4 65.8
Bilaterals Total -747.0 107.1 137.9 221.7 294.1 311.4
Bilaterals -967.0 -55.0 37.9 188.0 258.0 272.7
Bilat (CCC) 220.0 162.1 100.1 33.8 36.1 38.6

Suppl!ers 12.0 237.0 491.0 731.0 819.2 746.5
Other -435.0 -191.9 -87.9 -181.9 -277.9 -202.9
Conn Bks -1088.0 -1200.0 -3736.0 -1000.0 -3179.0 -3258.0

Priv. Sect & Banks -2001.0 -559.0 323.6 -799.9 -698.6 -602.1
Banks -345.0 -294.0 380.0 -964.0 -860.0 -691.6
Other -1656.0 -265.0 -56.4 164.1 161.4 39.5

Gap 1879.3 3203.2 4551.4 3422.0 5265.8 6108.4
TOTAL -1437.2 3061.9 2345.5 2583,9 !983.9 2697.0

DEBT OUTS. & DISE. 1985 1986 1987 1988 1989 1990
Public Sector 69595.5 70013.2 67483.7 67445.6 64862.3 62053.0
World Bank Total 3571.0 4124.0 4754.0 5339.0 5944.0 6443.0
1DB 1710.5 2048.0 2163.5 2248.5 2322.9 2388.6
IMF 2733.0 3308.0 3228.0 2749.0 1830.0 B59.0
Bilaterals Total 3975.0 4082.1 4220.0 4441.8 4735.8 5047.2
Bilaterals 3755.0 3700.0 3737.9 3925.9 4183.8 4456.6
Bilat (CCC) 220.0 382.1 482.1 515.9 552.0 590.6

Suppliers 259.0 496.0 987.0 1718.0 2537.2 3283.7
Other 3570.0 3378.1 3290.2 3108.3 2830.4 2627.5
Cann Bks 53777.0 52577.0 48841.0 47841.0 44662.0 41404,0

Priy, Sect & Banks 21498.0 20939,0 21262.6 20462.7 19764.0 19161.9
Banks 20069.0 19775.0 20155.0 19191.0 18331.0 17639.4
Other 1429.0 1164.0 1107.6 1271.7 1433.0 1522.5

Gap 1879.3 5082.5 9633,9 13055,9 18321.7 24430.1
TOTAL 92972.8 96034.7 98380.2 100964.1 102948.0 105645.0

INTERESTS TOTAL 1985 1986 1987 1988 1989 1990
Public Sector 6837.7 6917.1 6694.0 6469.1 6664.1 6544.1

World Bank Total 296.0 371.6 446.7 529.1 608.5 692.7
108 126.0 152.7 189.7 209.1 228.8 248.3
IMF 170.3 191.3 233.3 244.7 244.7 244.7
Bilaterals Total 400.0 448.6 529.6 585.2 639.1 700.3
Bilaterals 400.0 426.0 490.4 540.6 592.9 650.9
Bilat (CCC) 0.0 22.6 39.2 44.6 46.2 49.4

Suppliers 33.5 43.0 67.7 110.9 173.3 249.7
Other 394.0 399.4 429.4 479.8 547.7 556.3
Comm Bks 5417.9 5310.5 4797.7 4310.2 4222.0 3852.1

Priv. Sect & Banks 2510.7 2483.9 2276.4 2286.5 2239.7 2172.9
Banks 2194.5 2157.4 1928.1 1904.6 1813.5 1695.6
Other 316.2 326.5 348.4 381.8 426.1 477.2

Gap 0.0 185.6 470.1 862.2 1168.5 1603.1
TOTAL 9348.4 9586.5 9440.4 96t7.s 10072.3 10320.1



High Browth Scenario with Policy Adjustment (01420/b) 3/5/86

NET T4SFER TOTAL 1985 1986 1987 1988 1989 199

Public Sector -8153.2 -6499.3 -9223.5 -6507.3 -9247.4 -9353.4

World Bank Total 164.0 181.4 183.3 55.9 -3.5 -193.7
1DB 174.0 422.3 -269.7 -688.1 -1147.8 -1219.3

IMF 12.2 146.2 -117.8 -159.7 -170,3 -179.0
Bilaterals Total -1147.0 -341.5 -391.7 -363.5 -345.0 -388.9
Bilaterals -1367.0 -481.0 -452.6 -352.7 -335.0 -378.2

Bilat (CCC) 220.0 139.5 60.9 -10.8 -10.1 -10.8

Suppliers -21.5 194.0 423.4 620.1 645.8 496.8
Other -829.0 -591.3 -517.3 -661.7 -825.6 -759,2
Coin Sks -6505.9 -6510.5 -8533.7 -5310.2 -7401.0 -7110.1

Priv. Sect & Banks -4511.7 -3042.9 -1952.9 -3086.4 -2938.3 -2774.9
Banks -2539.5 -2451.4 -1548.1 -2868.6 -2673.5 -2387.2

Other -1972.2 -591.5 -404.8 -217.7 -264.7 -387.8

Gap 1879.3 3017.6 4081.2 2559,8 4097.3 4505.2

TOTAL -10785.6 -6524.6 -7095.1 -7033.9 -8088.4 -7623.1



8-mmarY Table: Low Oil Price:

1964 1965 196 1967 1961 19i 1990
1.- Production and Prices (annual percentage changes)
Real GDP 4.1 -3.0 33 4.5 5.1 5.6
Real Consuliption/cap 4.4 -7.6 -0.6 1.0 2.0 212-
Exports Tot (const prices) -4.1 7.9 4.9 5.4 4.4 4.5
Exports Non-oil (") -9.3 18.9 10.7 11.0 8.5 8.5
Imports Tot ( " ) 16,3 -9.9 9.8 13.2 8.2 8 2
GDY deflator 57.5 60.5 40.1 18.4 10.2 6.5
Inflation (year-end) 63 5 57.6 24.5 12.5 7.9 5.1
Nominal Exch. Rate 60.7 87.8 40.1 14.8 5.0 1.9
Eff. Real Exch. Rate 15 22.3 5.0 1.9 0.0 0 0
rom Nom Int Rate (Av public) 48.0 57.0 378 22.5 13.2 10.2
2.- Balance of payments (as percent of GDP at current prices)
Resource Balance 2 3 49 5.0 4.8 4.1 .j .5
Net Factor Ss -6.0 -4.7 -5.8 -5 4 -5.1 -4.8 -4 4
!.urrent Account ;. 0. -0.7 -0.7 -0.9 -1.0 -1 0
Formal Fin. Capital 0j -0.8 3.2 2.2 1.9 1,7 1 6
Reserve Accumulation -. 0 2.0 -1.6 -1.1 -0.8 -0.6 -6
3 - Public Sector a percent of GDP at current prices)
Total Revenues 24.4 23.1 24.0 23.9 23.9 237 23.9

(Non-oil Taxes) 8.8 8. 5 9.7 ,8 9.9 10.0 10.5
(Domestic Oil) 4.7 4.7 5.0 5.0 5 0 5.0 5.0
(Non-tax Non-oil) 3.0 3 0 4.2 4 2 4.3 4.3 4.3

"?rogramm." Expenditures 14.2 16.0 12.6 12.7 13.2 13 3 13.3
Domestic Interests 6.8 6.5 9.2 5.7 3.5 2.1 1.6
External Interests 5.1 4.2 4.4 4.3 4.0 3.8 3.5
Public Savings -1.7 -3.6 -2.2 1.2 3.3 4.6 5 5
Capital Expenditures 6.8 6.5 5.9 6.3 7.0 7.2 7.2
Deficit 8.5 10 1 8.0 5 1 3.8 2.6 1.7
Increase Liqud Assetts 1.2 I 1 1.1 1.2 1.3 1.3 1.3

Dom Financing 9.0 10.9 5.5 4 3 2.6 1.8 1.0
External Financing 1.7 0.3 3.6 2.0 2.4 2.1 2.0

4.- Sayings and investment (as percent of GDP at current prices)
Total Fund Requirements 17.7 18.2 13.6 20.2 2.6 22.5 23.2

Private Investment 9 9 10.5 11.7 12.6 13.3 14.0 14.7
Public Investment 6.8 6.5 5.3 j.3 7. 7.2 7.2
Inor Pub Sect Liq Assetts 1.2 1.1 1.1 1 2 1.3 1 7 .3

Total Savizs 16.6 18.2 18.6 20.2 21.6 22. 23 .2
Private 18.1 1B 4 17 1 16 7 16.6 16 4 16 3
Public -1.7 -3 6 -2.2 1.2 3.3 4.6 5.5
External -2.3 -0.1 0.7 0.7 0.9 1.0 1.0
inflationary Credit 3.6 3.5 3.0 1.5 0.8 C 6 0.4

Memo: Priv Sav/Priv Income 21.0 20.7 19 4 19.4 19.4 19.4 19.4
5.- External FinancinZ, External Debt and Foreign Reserves ($billion)
Net External Financing 1.6 -1.4 4.5 3 2 3 0 3.0 3.1
Amortizations 0.0 5.9 5.0 '3 7.5 10.5 12.3
Gross External Financing 1.6 4.5 9.5 10.5 10.4 13.4 15.5
interest payments 10.2 9.3 8.7 8.9 9.3 9.6
Debt Service (DS) 10.2 15.2 13 8 16.0 16.4 19.8 21.9
External Debt 94.4 93.0 97.5 100.7 103.6 106.6 109.8
Foreign Reserves 6.4 2.9 5.2 6.8 13.0 9.0 10.2
Ext Debt-For Res ("Net Debt") 88.0 90.1 92.3 93.9 95.7 97.6 99.5
6.- Main Creditworthiness ratios (X)
Interests/Exports 33.6 34.3 35.6 -- 2:6 29.0 27.4 25.4
DS/Exports 33.6 55.9 55.7 58.7 53.3 58.0 58.1
Net Debt/Exports 289.4 330.2 373.1 344.5 311.6 286.0 263.5
Interests/GDP 6.0 5.4 6.3 6.0 5.7 5.4 5.0
DS/GDP 6.0 8.7 9.8 11.1 10.5 11.5 11.5
Net Debt/GDP 51.4 51.7 66.0 65.0 61.4 56.7 52.3



Suporting Tables
Table 1: MEXICO: National Accounts (Low Oil Price)

(M$bill, 1980)

1984 1983 1986 1987 1988 1989 1990
Consumption 3256 3478 3286 3342 3455 3604 3794

Private 2955 3149 3007 3048 3142 3271 3441
Public 302 330 280 294 313 333 354

Investment 757 804 760 847 947 1040 1131
Private 448 497 509 564 618 686 757
Public 309 307 251 233 323 354 374

Total Expenditures 4014 4282 4046 4189 4401 4644 425
Imports 308 358 323 '55 401 434 470
Domestic Expenditures 706 3924 3723 3834 4000 42C9 4453
Exports 794 761 821 862 908 948 991
Gross Domestic Product 4499 4625 4545 4696 4908 5157 5446
Terms of Trade Effect -217 -241 -370 -388 -400 -410 -421
Gross Domestic Income 4283 4444 4175 4308 4508 4747 5025
Foreign Factors Income -194 -158 -147 -137 -131 -130 -128
Gross National Product 4306 4528 4397 4560 4777 5027 5319

TABLE 2: MEXICO; Public Sector (Low Oil Prices)
(rvl$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Total Revenues 1044 1027 1003 1028 1079 1126 1201

Non-oil Taxes 375 379 405 421 446 475 528
Domestic Oil Taxes 200 208 209 215 225 237 251
Oil Export Tax 113 106 77 77 79 79 79
Non-tax Oil 225 202 136 134 135 131 127
Non-tax Non-cil 130 133 175 181 194 204 216

current Expenditures 1119 1187 1096 975 932 908 923
Consumption (Gen. Gov.) 299 329 275 289 308 328 349
interest Payments 509 475 571 430 338 7 255

Domestic 289 289 386 245 158 99 80
External 220 186 185 185 180 179 175

Current Transfers 311 383 249 256 266 301 319
Public Savings -75 -160 -93 53 147 219 278
Capital Expenditures 289 289 240 274 318 344 364

Direct Investment 221 221 192 224 266 290 307
Capital Transfers 68 69 48 49 52 54 58

Deficit 364 449 333 220 171 125 86
Increase Liquid Assetts 50 50 47 51 57 60 63

Domestic Financing 341 485 229 186 118 83 51
Inflationary Credit 154 155 125 66 37 26 19
Other Domestic Financing187 330 104 121 82 57 32

External Financing 73 14 151 85 109 102 99



TABLE 3: MEXICO: Balance of Payments (Low Oil Price)
($mill)

1984 1985 1986 1997 1988 1989 1990
Exports (Gds & Nfs) 30415 27279 24747 27261 30706 34120 37781

Non-oil 13814 12462 15486 18000 20982 23910 27112
Oil Related 16601 14817 9261 9261 9724 10210 10669

Imports (Gds & Nfs) 16230 18785 17688 20391 24245 27548 31154
Resource Balance 14185 8495 7058 6870 6462 6572 6627
Net Factor Services -10218 -8257 -8068 -7853 -7939 -8255 -8449
Current Account Balance 3967 237 -1010 -982 -1477 -1683 -1822
Net Capital -535 -377 3260 2582 2677 2766 3005

Direct Foreign Investment 391 400 500 000 800 880 968
Formal Financial Capital 1591 -1437 4510 3182 2977 2986 3137
Other Capital -2517 -2700 -1750 -1200 -1100 -1100 -1100
Unrepatriated Earnings -1340 -1091 -964 -941 -52 -999 -1018
Other FloArs -1177 -1609 -796 -259 -148 -101 -82

Change in Reserves (-=+) -3432 3500 -2250 -1600 -1200 -1083 - 183
Memo Item:
Reserves ($ million) 6400 2900 5150 6750 7950 I033 10216

TABLE 4: MEXICO: Savings and Investment (Low Oil Price)
(M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Requirements of Funds 759 807 775 869 974 1070 1165

Private Investment 420 467 488 544 599 666 738
Public Capital Expenditures 289 289 240 274 318 344 364
Incr. Pub Sect Liq Ass. 50 50 47 51 57 60 63

Total Savings 709 807 775 869 974 1070 1165
Private Savings 777 818 713 1 47 779 820

Non-financial 761 805 786 605 640 694 723
Financial 15 13 -73 11 107 85 97

Public Savings -75 -160 -93 147 219 273
External Savings -97 -6 30 - 43 46 48
Inflationary Credit 154 155 125 66 37 26 19

Memo Item: Inflation 67 63 58 12 8 5



MEXICO: Commitments -- Low Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 900 900 1000 1100 1200 1200 6300
IDB 250 250 250 250 250 250 1500
IMF 300 700 200 0 0 0 1200
Bilaterals 1120 1198 1282 1372 1468 1571 8012
Other 1049 1635 2092 2383 1890 2266 11316
Commercial Banks 2179 5251 6388 6015 9092 10700 39625
Total 5798 9934 11213 11120 13900 15987 6752

MEXICO: Disbursements -- Low Oil Prices Scenario
($ mnillion)

1985 1986 1987 1988 1989 1990 Total
World Bank 840 939 -070 1031 1123 1133 A36
IDB 297 463 252 256 261 265 1793

"IF 300 700 200 0 0 ] 1200
Bilaterals 592 1308 1133 1187 1342 1436 6998
Other 249 827 1422 1956 1629 204 8125
Commercial Banks 2179 5251 6388 6015 9092 10700 39625
Total 4457 9488 10464 10445 13446 15576 63876

MEXICO: Amortizations -- Low Oil Prices Scenario
1$ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 380 386 440 446 518 634 2804
IDB 114 125 136 171 187 199 932
IMF 0 125 280 479 919 971 2774
Bilaterals 1339 1201 995 965 1048 1124 6673
Other 2328 1047 1075 1243 92 6 1410 8028
Commercial Banlis 1733 2094 4356 4164 6863 1 2 3U
Total 5894 4978 7282 7468 10460 12439 48521

MEXICO: Net Flows -- Low Oil Prices Scenario
$ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 460 553 630 585 605 499 3332
IDB i nF 300 575 -80 -479 -919 -971 -1574
IM I G 183 338 116 85 74 66 861
Bilaterals -747 107 138 222 294 311 325
Other -2079 -220 347 713 703 633 97
Commercial Banks 446 3157 2032 1851 2229 2599 12314
Total -1437 4510 3182 2977 2986 3137 15355



MEXICO: Debt Outstanding & Disbursed -- Low Oil Prices Scenario
($ million)

1995 199 1907 1999 1999 1990

World BQnk 3571 4124 4754 339 5944 6443

IDB 1711 2048 2164 2249 2323 2389

IMF 2733 3308 3228 2749 1830 859
Bilaterals 3975 4082 4220 4442 4736 5047

Other 5258 5038 5385 6098 6801 7434

Commercial Banks 75725 78882 80915 82766 84995 87593

Total 92973 97483 100665 103642 106628 109765



High Growth Scenario with Policy Adjustiwnts (Oil115/b) 3/5/86
Cat WmS 1985 1986 1987 1988 1989 199I
ublic Sector 3119.0 4148.4 4252.3 4492.0 4153.0 455.9
World Bank Total 900.0 900.0 1000.0 1100.0 1200.0 1200.0
Wei 900.0 400.0 700.0 700.0 800.0 800.0
W82 0.0 500.0 300.0 400.0 400.0 400.0

IDB 250.0 250.0 250.0 250.0 250.0 250.0
IMF 300.0 700.0 200.0 0.0 0.0 0.0
Bilaterals Total 1120.0 1198.4 1282.3 1372.0 1468.1 1570.9
Bilaterals 900.0 963.0 1030.4 1102.5 1179.7 1262.3
Bilat (CCC) 220.0 235.4 251.9 269.5 288.4 308,6

Suppliers 500.0 800.0 1000.0 1070.0 1144.9 1225.0
Other 49.0 300.0 520.0 700.0 90.0 340.0
Conn ks 0.0 0.0 0.0 0,3 0.3 0.0

Prov. Sect & Banks 800.0 1135.0 1572.5 2812.5 3009.4 3220.1
Banks 300.0 600.0 1000.0 2200.0 2354.0 2518.8
Other 500.0 535.0 572.5 612.5 655.4 701.3

Gap 1879.3 4651.1 5388.3 3815,.1 6737.6 8181.0
TOTAL 5798.3 9934.5 1213.0 11119.7 1390010 15986.9

DISBURS2EENTS 1985 1996 1997 1988 1989 1990
Public Sector 2177.5 3999,9 3702.5 3934.8 3770.1 4251.3
World Bank Total 840.0 939.0 :070.0 1031.0 1123.0 1133.0
WBI 840.0 689.0 670.0 681.0 723.0 733.0
82 0.0 250.0 400.0 350.0 400.0 400.0

1DB 296.5 462.5 251.5 256.0 261.0 265.0
IMF 300.0 700.0 200.0 0.0 0.0 0.0
Bilaterals Total 592.0 1308.4 113310 136.8 1341.9 1435.9
Bilaterals 372.0 1073.0 881.2 917.3 1053.5 1127.3
Bilat (CCC) 220.0 235.4 251.9 269.5 288.4 308.6

Suppliers 100.0 290.0 528.0 761.0 954.2 1077.5
Othen 49.0 300.0 520.0 700.0 90.0 340.0
Conn Bks 0.10 0.0 0.0 0.0 0.0 0.0

Priv. Sect & Banks 400.0 837.0 1373.6 2694.7 2938.4 3144.1
Barqs 300.0 600.0 1000.0 2200.0 2354.0 2518.8
Other 100.0 237.0 373.6 494,7 584.4 625.3

Gap 1879.3 4651.1 5388.3 3815.1 6737.6 8181.0
TOTAL 4456.8 9488.0 10464.4 10444.7 :3446.1 15576.4

W4ORTIZATION TOTAL 1985 1986 1987 1988 !989 1990
Public Sector 3493.0 3582.2 6232.0 3973.0 6353.4 7060.6

World Bank Total 380.0 386.0 440.0 446.0 518.0 634.0
1N 114.3 125.0 136.0 171.0 186.6 199,3
IMF 0. 125.0 280.0 479.0 91?.0 971.0
Bilaterals Total 1339.0 1201,3 995.1 965.1 1047.9 1124.5
Bilaterals 1339.0 1128.0 843.3 729.3 795.6 854.6
Bilat (CCC) 0.0 73.3 151.8 235.8 252.3 269.9

Suppliers 88.0 53.0 37.0 30.0 135.0 331.0
Other 484.0 491.9 607.9 881.9 367.9 542.9
Conu Bks 1088.0 1200.0 3736.0 !00010 3179.0 3258.0

I iv. Sect & Banks 2401.0 1396.0 1050.0 3494.7 3637.0 3746.2
Banks 645.0 894.0 620.0 3f64.I 3214.0 3210.3
Other 1756.0 502.0 430.0 330.7 423.0 535.8

Gap 0.0 0.0 0.0 0.0 469.8 1632.6
TOTAL 5894.0 4978.2 7282.0 7467.7 10460.2 12439.4



High Growth Scenario with Policy Adjustments (0l$15/b) 3/5/86
NET FLOWS 1985 1986 1987 1988 1989 1990

ublic Sector -1315.5 417.7 -2529.5 -38.2 -2583.3 -2809.3
World Bank Total 460.0 553.0 630.0 585.0 605.0 499.0
IMF 300.0 575.0 -80.0 -479.0 -9i9.0 -971.0
IDB 182.5 337.5 115.5 85.0 74.4 65.8
Bilaterals Total -747.0 107.1 137.9 221.7 294.1 311.4

Bilaterals -967.0 -55.0 37.9 188.0 258.0 272.7

Bilat (CCC) 220.0 162.1 100.1 33.8 36.1 38.6
Suppliers 12.0 237.0 491.0 731.0 819.2 746.5

Other -435.0 -191.9 -87.9 -181.9 -277.9 -202.9

Coma Bks -1088.0 -1200.0 -3736.0 -1000.0 -3179.0 -3258.0
Priv. Sect & Banks -2001.0 -559.0 323.6 -799.9 -698.6 -602.1

Banks -345.0 -294.0 380.0 -964.0 -860.1 -691.6
Other -1656.0 -265.3 -56.4 164. 161.4 89.5

Gap '979.3 465,.1 5388.3 38:5.i 6267.8 6548.4
TOTAL -1437.2 4509.3 3182.4 297?,3 2985.9 3137.0

DEBT OU7TT. & DISB. 1985 1986 1987 1989 1989 1990
Public Sector 69595.5 70013.2 67483.7 67445.6 64862,3 23

World Bank Total 3571.0 4124.0 4754.0 5339.0 5944.0 6443.0

108 1710.5 2048.0 2163.5 2248.5 2322.9 2388.6
IMF 2733.0 3308.0 3228.0 2749.0 1830.0 859.0
Bilaterals Total 3975.0 4092.1 4220.0 4441.8 4735.8 5047.2
Bilaterals 3755.0 3700.0 3737.9 3925.9 4183.8 4456.6

Bilat (CCC) 220.0 382.1 482.1 515.9 552.0 590.6

Suppliers 259.0 496.0 987.0 1718.0 2537.2 3283.7
Other 3570.0 3378.1 3290.2 3108.3 2830.4 2627.5
Cam Bks 53777.0 52577.0 48841.0 47841.0 44662.0 41404.0

Priy. Sect & Banks 21498.3 20939.0 21262.6 20462.7 19764.0 19161.9
Banks 20069.0 19775.0 20155.0 19191.0 18331.0 17639.4
Other 1429.0 1164.0 1107.6 1271.7 1433.0 1522.5

Gap 1879,3 6530.4 11918.7 15733.8 22001.6 28550.0
TOTAL 92972.8 97482.6 100665.0 103642.0 106627.9 109764.9

INTERESTS TOTAL 1985 1986 1987 1988 1989 1990
Public Sector 6837.7 6359.7 6107.2 5884.2 4452.2 5928.8
World Bank Tota' 296.0 363.2 428.9 501.6 569.7 642.7

108 126.0 149.7 182.1 198.9 216.1 233.:
IMF 170.3 188.3 223.3 232.7 232.7 232,7
Bilaterals Total 400.0 444.9 511.3 557.2 601.5 651.3

Bilaterals 400.0 422.3 476.0 517.4 560.5 607.9
Bilat (CCC) 0.3 22.6 35.3 39,8 41.0 43.9

Suppliers 33.5 42.0 63.8 101.8 156.6 223.4

Other 394.0 398.9 425.9 471.1 532.0 539.7

C mn Bks 5417.9 4772.7 4271.9 3821.8 3743.6 3405.5

Priv. Sect & Banks 2510.7 2282.2 2075.3 2077.8 2035.7 1971.6
Banks 2194.5 1956.7 1730.3 1703.1 1621.6 1512.3

Other 316.2 325.5 345.0 374.7 414.0 459.3

Gap 0.0 166.8 538.8 947.5 1250.8 1705.1

OTAL 9348.4 8808.7 8721.3 8909.5 9338.7 9605.5



High Growth Scenario with Policy Adjustments (0111$15/b) 3/5/86

MET TRANSFER TOTAL 1985 1986 1997 1988 1989 1998
ublic Sector -8153.2 -5942.0 -8636.6 -5922.3 -8635.5 -8738.1
World Bank Total 164.0 189.8 201.1 84.4 35.3 -143.7
1D 174.0 425.3 -262.1 -677.9 -1135.1 -1204.1
IrMF 12.2 149.2 -107.8 -147.7 -158.3 -167.0
Bilaterals Total -1147.0 -337.8 -373.4 -335.4 -307.4 -340.4
Bilaterals -1367.0 -477.3 -438.1 -329.4 -302.5 -335.2
Bilat (CCC) 220.0 139.5 64.7 -6.0 -4.9 -5.2

Suppliers -21.5 195.0 427.3 629.2 662.6 523.1
Other -829.0 -590.8 -513.8 -653.0 -809.9 -742.6
Co Bks -6505.9 -5972.7 -8007.9 -4821.8 -6922.6 -6663.5

Priv. Sect & Banks -4511.7 -2841.2 -1751.7 -2877.7 -2734.3 -2573.7
Banks -2539.5 -2250.7 -1350.3 -2667.1 -2481.6 -2203.9
Otwer -1972.2 -590.5 -401.4 -210.6 -252.7 -369.9

Gap 1879.3 4484.3 4849.5 2867.5 5017.0 4843.3
TOTAL -10785.6 -4298.9 -5538.9 -5932.5 -6352.8 -6468.5



Office Memorandum

TO: Mr. Bottelier DATE: February 28, 1986

FROM: J. Pujol

SUBJECT: Comments on World Bank Paper "Mexico - Second Draft

of Medium-Term Growth Strategy Paper"

I have reviewed the draft you sent me of this paper and have a

number of comments and wording suggestions which I have 
marked in the

attached copy of the text. In addition, I have the following more

general observations.

As I understand it, the main purpose of the paper is to

provide a blueprint for what would be the structural 
adjustments to be

undertaken by Mexico in order to achieve a sustainable rate of economic

growth in the medium term. The "high growth" scenario presented in the

paper should represent the one which the Mexicans ought to be 
aiming for

to bring about the desirable growth path.

Although the paper lists a whole series of policy measures

whose direction is generally appropriate, it does not make an adequate

link between the implementation of these policies and the results which

would be expected (or desired) in terms of the medium-term scenario. 
In

particular, it is not clear that the differences between the "base

scenario," which I presume reflects projected developments 
on the

assumption of a continuation of the current policies without further

structural adjustments, and the "high growth" scenario are significant

enough as regards the performance of the external accounts and the

availability of external financing. (Note that the base scenario for

the period 1987-90 shows a current account surplus which averages

US$0.3 billion and a net external financing requirement 
of US$2.5 bil-

lion compared with a deficit in current account of only US$0.3 billion

and a net external financing requirement of US$2.7 billion under 
the

"high growth" scenario.) If this is the extent of the difference bet-

ween the two cases, then there might be little motivation for the struc-

tural adjustment measures to be adopted. I think part of the reason for

the problem in this regard lies in that the "base scenario" shows a

situation where quite a significant amount of external financing 
would

be forthcoming. I am not sure that that would be the case in the

absence of the implementation of the structural reforms called for in

the paper and, if the foreign financing was not available, the base

scenario would look much worse than it appears in your projections.

With respect to the high growth scenario (Annex I), it still

has some problems as well. First, in terms of the targets that it sets

for the economy, we think that the international reserve accumulation

sought for 1986 and beyond in this scenario might be 
unrealistically

high. The goal seems to be to recuperate in 1986 all of the reserves

lost in 1985. Although this might appear as a reasonable goal taken by
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itself, it does not seem to us that the international banking community

would agree to a large loan which would all go to build reserves. We

think a build up of reserves is justified and necessary in view of the

uncertainties of the petroleum market, even if the Central Bank main-

tains a very flexible exchange rate policy (i.e., one that approaches

the equivalent of a free float), but not as large as the one suggested

in your high growth scenario.

Second, the high growth scenario with policy adjustment

assumes a public sector deficit equivalent to 6.2 percent of GDP in

1986; this is 1.3 percent of GDP higher than the deficit 
presented in

the Mexican a budget for 1986, and much more than the loss in revenue

resulting from the drop in petroleum export prices to US$20 per barrel

assumed in that scenario, which is about the equivalent of 0.8 percent

of GDP. These numbers may have to be revised anyway in view of the

further changes that have taken place in international petroleum prices

in recent weeks, but we feel that it is extremely important for the

Mexicans to make a very substantial adjustment in the public sector

deficit if inflation is to be lowered and the balance of payments to be

strengthened. We have taken the position that, if the oil price falls

and the international financial community is to provide financing to

mitigate such a fall, Mexico should absorb at least one half of the drop

in export receipts through domestic adjustment measures 
during 1986 and

come up with a plan for the eventual absorption of any permanent loss in

income in subsequent years. Thus, we find the public sector deficit

contemplated in the high growth scenario too large.

Third, we find the path of inflation beyond 1986 to be rather

high and would like to see a quicker convergence of Mexico's inflation

to that of its trading partners. The Mexican authorities in all their

past public pronouncements have indicated 
that the reduction of infla-

tion has a high priority for them and the attainment of domestic price

stabilization, in our view, would be an important precondition for

stable growth to be achieved.

Finally, we still have some difficulty in reconciling 
some of

the numbers used as the base for the medium-term scenarios 
with the

figures we are familiar with. This problem may be due to conceptual

differences. I understand that significant advances were made in this

regard in the meeting held yesterday to discuss 
the latest medium-term

estimates and I am prepared to have further contacts to clarify any

remaining problems with regard to the medium-term projections.

Attachments

cc: Mr. Beza



OFFICE MEMORANDUM
ATE: March 6, 1986

TO: Mr. Joaquin Pujol, Western Hemisphere Dpt., IMF

FROM: Pieter Bottelier, LC1MX

EXTENSION: 72543

SUBJECT: Mexico - Medium Term Growth Strategy Paper

1. Thank you for your memorandum of February 28 with your comments and

suggestions on our second draft. As you indicated, there has been

considerable progress towards narrowing differences in the basic data and in
the projections between our staffs. Following last week's working meetings,
we have further revised our numbers. The attached tables reflect our latest
revisions. At the same time, it is my understanding that your colleagues are
also revising their own projections and will be sending us their new results,
as well as additional details underlining your public sector deficit.

2. In your memorandum, you expressed concern about the public deficit
we show for 1986, noting correctly that it is significantly above your own

figures. We have carefully reviewed our own data, making as many additional
cuts in expenditures excluding interest payments and increases in revenues as
we have thought it possible for Mexico to accomplish in such a short period
of time, especially in light of the projected real decline in economic
activity. The main reason for our higher deficit figure is our assumption of
a high average interest rate on the domestic debt. For example, in the low
oil price scenario, we show real expenditures excluding interests fall by 24
percent, including real subsidies and transfers by 35 percent, consumption
outlays by 16 percent, and real investment by 17 percent. On the other hand,

overall real revenues drop just two percent, despite the sharp fall in oil

revenues. This is achieved by a 32 percent increase in real non-oil, non-tax
revenues, and a seven percent real increase in non-oil taxes. While the

resultant deficit of eight percent of GDP seems to us undesirably high, we
have not been able to find ways to cut it further without raising questions

about the technical, as well as political, feasibility of doing so. For this

reason, we have requested that your staff provide us with additional details
of the revised fiscal projections which could show how much a lower deficit
could be accomplished.

3. Since we are dealing with a situation that is changing rapidly and

quite dramatically in real life, it goes without saying that the projection

exercise is never finished. For example, we are still assuming an average

volume of petroleum exports of 1.5 mbd, although we now know that actual
exports may well be much lower, at least in 1986.

4. As regards the differences between the "base case" and the "high

growth scenario", our approach has been to assume a more or less given volume
of external financing, and to reflect the consequences of alternative policy
packages in the growth rate of the economy. Thus, growth of consumption per

capita is negative in the base case but exceeds two percent per annum in the

high growth case.

P 1867
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5. We have also taken into account your comments and your wording

suggestions on the text, particularly those 
that refer to the Fund. The new

version of the paper, which should be coming out soon, reflects 
many of your

suggestions.

6. I am pleased to see that we are working closely on 
this important

project.

Attachment

LLandau/JJohnson/JGarcia-Mujica/ysb

bc: Messrs. Steckhan, Pfeffermann (o/r), Landau, Berger, 
Garcia-Mujica,

Johnson



March 3, 1986

TO: Files
FROM: Jorge Garcia- ica
SUBJECT. Meeting wi IMF Staff

1. On February 27, we held a useful and productive meeting with IMF
staff to discuss differences between their and our sets of projections
Attending were Mssrs Duran-Downey, Valdivieso, and Gil-Diaz from the IMF,
and Mssrs Landau, Johnson, and myself from the Bank.

2. The main differences between the two sets of projections at the outset
of our talks stemmed from: i) assumptions regarding the interrnational
environment; ii) estimates for the base year, 1985; and iii) differences in
Dolicies and assumptions leading to significant discrepancies in important
results. Following these discussions we were able to reach a satisfactory
agreement on handling all but a few of these discrepancies, either by noting
differences in derfinitions, adopting a common number, or recognizing the
differences in the institution's global economic assumptions.

3. With regard to the international environment, the main differences
were on inflation and interest rates+ On inflation they use a 4-4.5% year
increase, information taken from the IMF's official World Economic Outlook
(WEO) which could not be revised in isolation for the Mexico projections. We
noted similar constraints with regard to EPD's forecast of world inflation.
However, it is possible to bring down the Bank estimate by adopting an
average gives more weight to commodities and less to manufactures. The
international interest rates assumptions were similar in the two
institutions, but the IMF expected a significant reduction in the spread
Mexico would have to pay on the average of its debt in future years as its
economy strengthened. We agree to disagree with regard to inflation, we did
not reach agreement on the likely evolution of the spread.

4. The differences in the base year were on the real growth of GDP, the
evolution of the implicit deflator of GDY, the change in the effective real
exchange rate, the size of investment, and basic definition in fiscal accounts.
We agreed to use IMF figures for real GDP growth and implicit increases in
prices. On the exchange rate, the difference took place because we used the
average exchange rate througout the year, while they used the year-end
figure. On investment they agreed to revise their numbers, but some
discrepancies with ours will unavoidedly arise because we include changes
in inventories in consumption while they include them in investment On
the fiscal accounts, the difference was mainly in the way of including the
fiscal deficit stemming from financial intermediation the IMF does not
include this in the public sector while we do.



5 Finally, on differences in policies causing discrepancies in results. On
inflation, we felt that despite sizable policy efforts in 1986, their projected
inflation did not come down, while in 1987-88, when policy actions were not
very clear, the IMF projected inflation to decline massively We also
criticized that average inflation in 1986 was as high in the high oil price
scenario as in the low price one, despite a much higher year-end inflation.
They agreed to restudy the issue. They also told us that it was not the
average inflation that did not differ in the two scenarios but the GDP
deflator, and this was so because of the weight of declinig oil prices

6. On non-oil exDorts' real growth, we had much higher rates The IMF
staff explained us that they could do little on this because the Mexico
numbers were linked to the WEO We questioned whether the WEO numbers
for increases in world trade (4.0% per year) were too small, given projected
output growth in the industrial countries (2.5% per year). They said it was
not within their power to change this. We also inquired about the slow
increase in Mexico's share in world trade, despite the excellent policies
implicit in the projections. They agreed to reexamine their numbers but
pointed us that studies of Mexico s non-oil export elasticities to world trade
yield results similar to what they had used.

7. On the public sector, we asked why they assumed a big reduction in
the public deficit in 1986, despite their own dubts about the ability of the
Mexicans to reach the goals they had set in the budget presented to
Congress in late 1985 (which was the main basis for our fiscal projections).
We also criticized their projection's lack of progress in reducing the deficit in
1987-88, despite the massive reduction in inflation that they assumed. With
a smaller reduction in inflation, and without new policy efforts, the Bank's
projections showed greater .mprovement in public finances, reflecting the
reductions in nominal interest rates associated with the lower inflation. We
did not have time to pursue this matter much further, so they offered to
show us their numbers in greater detail.

8. On the exchange rate, they criticized the trend we showed on the real
rate. They did not agree that a slowly increasing real rate was feasible+ No
agreement was reached on this point.

9 On net foreign capital requirements our numbers were higher than
theirs in late years. We agreed to talk further on this, an endogenous result
that was going to be affected by the other changes we were planning to
make.

cc: P Bottelier, L Landau, F Berger, J Johnson



IBRD/IMF Projections: Summary of Differences

1. International Environment

- inflation (7 us vs 3.8-4.5 IMF)

- LIBOR (8-9 us vs 7.5-8.0 IMF)

2. Base Year

- GDP real growth (3.0 us vs 3.9 IMF)
- GDP price growth (65% us vs 57% IMF) (

- Investment (17.3% us vs 21.4 % IMF) -
- Fiscal Accounts (basic definitions)

3. Projections in IMF

- LIBOR spread seems to go down

- Inflation: adjustment takes place in 87-88, little or nothing

in 86.
- Inflation: average is the same in SCEI & II although year-end

rates are very different.
- Public Sector: big deficit reduction in 86 (big increase in

public savings - how come?). Small deficit reduction 87-88

despite reduction in inflation (and nominal interest rates?? --

How come$).
- Non-oil exports (us more than 10% a year, IMF Y 5.9%).

- Net foreign capital requirements (much lower in IMF projections

in later years).



OFFICE MEMORANDUM
DATE March 7, 1986

TO Mr. Shahid Husain, OPSVP
(Through Mr. A David Knox, RVP, LAC and
Mr. Rainer khan, Director, LCL)

FROM Pieter Bottelier, Division Chief, LClMX

EXTENSION 72543

SUBJECT MEXICO - Transmittal of Medium-Term Growth Strategy Paper
for OPSC Review

1. Attached is the Medium-term Growth Strategy Paper for Mexico, which
is now ready for submission to the OPSC. It reflects extensive comments
received from CPD, Finance, and the Latin American Region, as well as theIMF.

2. With respect to the Fund, we have made considerable progress towardnarrowing previous differences in the basic data and projections prepared byour staff. A few differences remain, notably in our estimates of the
feasible reduction in the size of the 1986 fiscal deficit, given the sharp
decline in oil prices and the expected decline in economic activity in 1986.
To avoid further delay in submitting the work-out paper to the OPSC, we have
submitted our latest projections to the IMF staff for comment, and requested
additional details underlining their estimates of the public sector deficit.
(This, by the way, represents the fourth set of revised projections we havediscussed with the IMF over the past several months). The IMF is currently
revising its own medium-term projections and has promised to send us the newresults when they are ready.

3. There is, of course, great uncertainty about the future course of
oil prices. When we started this exercise, prices were at over
US$27/barrel. Nevertheless, we assumed in our projections an average export
price of US$20/barrel in 1986-87, which at the time was considered slightly
pessimistic. Now that prices have fallen below US$15/barrel, it would appear
that our assumption may have been too optimistic (although some forecasters
still see the prospects of a recovery in average oil prices to US$18 or above
for all of 1986). Therefore, we have done new projections based on an
assumption that export prices will average US$15/barrel in 1986/87. These
projections can be found in Annex V and are discussed in Annex VI.

JHJohnson:cac

P- 1 8r7



CONFIDENTIAL

MEXICO: Medium Term Growth Strategy

Overview

1. Mexico must complete the stabilization of its economy which was

sidetracked in 1985. Moreover, the country faces acute structural problems,

including an oversized and inefficient public sector, an overly oil-dependent

export sector, weak international competitiveness in many of its industries,

a dualistic structure of agricultural production, extreme inequality in

income distribution and capital endowments interpersonally and

interregionally, and excessive indebtedness. Under the best of

circumstances, the reforms needed to overcome these problems will require a

decade or more to implement, and will place great strain on a political

system already under siege for its lack of openness and past economic

mismanagement.

2. Prospects for summoning the political resources needed are highly

uncertain. Yet, a timid or stand-pat approach to reform would carry with it

different political risks, namely that the economy, mired in stagnation,

would no longer deliver improvements in employment and in standards of

living. If this perception became generalized, Mexico's governing party
could offer little to the disaffected, and often opposed, interest groups now

gathered under its wing that would induce their continued allegiance to the

present system.

3. Overhanging these medium-term difficulties is the recent collapse

in oil prices, which has lowered the average price for Mexican crude from

US825.50/b in 1985 to a current average of just around US$15/b, and the

extreme instability of world market conditions. With some dislocations,

Mexico could probably have coped with the additional revenue losses stemming

from a moderate near-term decline in the price of oil largely by its own

efforts. But, absent the initiation of sweeping reforms during 1986 and a

willingness by creditors to furnish quickly US$4-5 billion in net external

financing, a sustained fall of US$7-10/barrel might lead to some form of debt

relief to stave off financial insolvency. President de la Madrid recently

called for reaching a negotiated limit on Mexico's debt service within its

capacity to pay, as part of a package of domestic policy adjustments to cope

with the new oil market situation. Ultimately, Mexico might opt for a

radical change in policy direction, including unilateral action on its

external debt, if it feels unable to break out of its stabilization and

structural dilemmas.

Economic Performance in Recent Years

4. Since the mid-1970s, Mexico has experienced two major economic

crises, characterized by increasingly erratic economic growth, rising

inflation, a burgeoning and overly interventionist public sector, an
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exhaustion of inward oriented growth opportunities, a boom in oil followed by
a collapse in oil export prospects, a rising burden of external debt, and
massive capital flight. Table I shows selected economic aggregates
illustrating the roller-coaster nature of economic trends over the past
decade, and the greater severity of the current crisis which began in 1982.

5. In response to this latest crisis, the Administration of President
de la Madrid acted promptly to recover domestic and external confidence from
the moment it took office in December 1982. A three-year Extended
Arrangement was signed with the IMF calling for massive adjustments in the
fiscal deficit, the exchange rate, and interest rates. The arrangement also
called for the implementation of structural reforms in the public sector, the
exchange rate system, and foreign trade policy.

6. Over the next two years, major progress toward stabilizing the
economy was achieved. However, by and large, the adjustment process focussed
on short-term stabilization measures, leaving aside deeper structural
problems. Moreover, the stabilization program itself began getting off track
toward the end of 1984. The delays in implementing structural reform,
particularly the failure to open the economy by lowering effective
protection, contributed to the deviation from program targets. Tight
monetary policies led to high accumulations of foreign reserves during 1983
and the first nine months of 1984, but the lack of traded goods arbitrage
contributed to pressures on domestic prices. Imports in 1984constituted less
than 8% of gross domestic expenditure (compared with over 13% in 1980).
Inflationary pressures were also regenerated by an easing of monetary and

fiscal policies from October 1984 onward and a stronger-than-expected
recovery of private sector growth. Delays in adopting needed exchange rate
and interest adjustments during late 1984 and the first half of 1985 led to a
reappearance of capital flight and a rapidly-deteriorating trade and balance
of payments performance. By mid-1985, Mexico had fallen out of compliance
with four of the seven performance criteria (including the size of the fiscal
deficit and net Central Bank credit to the public sector) established under
the EFF program. Mexico did not make the drawings contemplated in the
program for end-August and end-November 1985, and the program expired in
December 1985. During the second half of 1985, economic growth began to slow
down from its 6-7% annual rate of June 1984 -June 1985. In part, this
slowdown resulted from the absorption of the available domestic credit by the
public sector leading to a crowding out of the private sector, as reflected
in a rise of real annual borrowing rates to more than 20% in the free credit
market.

Capital Flight

7. Large-scale capital flight was a significant factor leading up to
Mexico's balance of payments difficulties in the early 1980s. Indeed, in
absolute terms, no country has suffered more from this phenomenon than
Mexico.

8. In the late 1970s, a rapid growth in public spending and deficits
fueled mounting inflation. Once it became clear the Government would not
reverse its expansionary policies quickly, the exchange rate came under



Table 1: MEXICO - Summary of Key Macroeconomic Aggregates, 1978-1985

(percentages)

Estimated
1978 1979 1980 1981 1982 1983 1984 1985

GDP Growth Rate 8.3 9.2 8.3 7.9 -0.5 -5.3 3.5 4.1

Debt/Export Ratio 1, 2.8 2.3 2.6 2.7 2.9 3.5 3.1 3.4

Interest/Export Ratio 2/ 20.2 21.7 27.4 31.1 37.8 36.5 33.6 36.6

Total Debt/GDP 3/ 29.6 25.7 21.9 21.8 35.0 57.1 55.1 53.4

Interest Payment/GDP 4/ 2.2 2.5 2.4 2.5 4.6 5.9 6.0 5.7

Debt Service Ratio 5/ 64.7 74.1 56.0 54.3 60.7 50.0 33.6 55.9

Terms of Trade (80 - 100) 81.9 86.8 100.0 99.6 94.3 86.1 85.4 84.3

Import Growth Rate 6/ 23.6 30.1 31.5 19.5 -37.1 -41.7 19.7 16.3

Export Growth Rate 23.5 16.4 18.0 13.3 13.7 11.5 10.5 -4.1

Current Account Balance -2700 -4870 -7700 -13900 -5600 5200 3967 237
(US$ millions)

1/ Total debt including short-term/exports goods and NFS; absolute ratio.
2/ Total interest payments to exports goods and NFS.
3/ Total debt including short-term/CDP.
4/ Total interest payments/GDP.
5/ Total interest and amortization on medium and long-term debt, divided by exports of goods and

non-factor services.
6/ Real growth rates in 1980 prices.
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strong pressure. A surge of official borrowing in 1980-81 helped support the

rate for a time, but mounting speculative attacks and rising international

interest rates drove the cost of foreign borrowing to unsustainable levels.

When, in 1982, the Government decided that interest rates on U.S. dollar

deposits in local banks had risen to unacceptable levels, it declared the

forcible conversion of these deposits into peso assets at an unfavorable

exchange rate. Rates on domestic peso deposits were also frozen at sharply

negative real levels. Waves of capital flight soon led to currency controls,

massive devaluations, and a unilateral moratorium on foreign debt service.

Between 1979 and 1982, the Bank estimates capital flight from Mexico averaged
U$6-7 billion yearly.

9. Since 1982, confidence has been partially restored by the

Government's stabilization policies. Capital flight has declined to US$3-4

billion yearly. There have been comparatively short periods of time (notably
between December 1984 and September 1985) during which capital flight rose
once again to the levels of the early 1980s, whenever government policy was
perceived as shifting toward a highly incompatible fiscal, monetary, and

exchange rate mix. Since September 1985, capital flight appears to have
subsided to a trickle, as the government has adopted an increasingly flexible
exchange rate policy and severe restrictions on banking credit to the private
sector. Overall, it is estimated that capital flight since 1979 has amounted
to nearly two-fifths of Mexico's total outstanding external debt, or around
US$36 billion.

Recent Government Measures

10. The authorities have acknowledged that serious slippages in policy
occurred over the past year and a half, and during the course of 1985 adopted
various measures to deal with the crisis. In July 1985, a courageous

decision was taken to eliminate QRs covering some 40% of merchandise imports,
raising the total share of imports freed from QRs to around 62% (in 1984
import values). Many of the QRs thus removed were replaced with tariffs and
reference prices so as to maintain implicit effective protection
approximately unchanged. A bilateral trade agreement with the U.S. was also
concluded in 1985. The agreement calls for a phase out of Mexican export
subsidies in exchange for the extension of "injury clause" provisions to
U.S. countervailing duty cases brought against Mexican exports. In November

1985, Mexico formally applied for membership in the GATT after contentious
public debate.

11. The Government's actions were not limited to the area of foreign

trade. About 25,000 full-time positions were abolished in the public
sector. And plans to privatize or liquidate some 237 small public sector
entities were announced. (About 40 of the most profitable firms have been

sold to date). A nearly 20% devaluation of the controlled exchange rate was
carried out, and the daily crawl, which was fixed at Mex$33 centavos prior to

July 25, was allowed to vary thereafter according to the Government's
assessment of supply and demand developments. In practice, the rate of
depreciation has accelerated from a 40% annual rate in January-April 1985 to
1985 to a 180% annual rate in February 1986, averaging nearly 70 centavos per
day during 1985. (As of the end of February, the spread between the



- 4 - CONFIDENTIAL

controlled and free exchange rates was around 10%, down from as much as 60%

in late 1985). Central Bank intervention in the exchange market, which

contributed to a loss in foreign reserves of over US$3 billion during 1985,

appears to have diminished sharply since September.

12. For 1986, the authorities presented last November an austere budget

aiming to virtually halve the fiscal deficit to 4.9% of GDP through a roughly

7% reduction in real outlays and a slight increase in overall real revenues,

despite an anticipated 11% decline in the Government's real oil-based

income. Expenditure reductions were to be achieved mainly via a one-quarter
cut in transfers and subsidies, a roughly 10% reduction in investment, and

adjustments of 30% or more in real official prices and tariffs, some of which

-- for oil, gas, power, sugar, tortillas and milk -- were announced in

December. (In light of the recent collapse in oil prices, the Government is

reviewing its budget for 1986, but few details are yet available on what

contingency measures might be adopted. The unanticipated first-order revenue

loss is equivalent to at least 2.8% of GDP (US4.5 billion), based on an

assumed US$15 per barrel average for oil in 1986. If the volume of oil

exports declines from the originally projected average of 1.5 million

barrels/day to 1.3 million, as the Government now assumes, then the loss

relative to the 1986 budget approved last November would be closer to 3.2% of

GDP (US$5.2 billion). There are offsetting items, such as a likely decline
in international interest rates relative to original budget assumptions which

would tend to lower the net budgetary loss by US$900 million or more. On

balance, this loss may range roughly between US$3.6 billion and US$4.3

billion (2.2-2.6% of GDP)). A start toward rationalizing parastatal

operations in the steel, sugar, fertilizers, and shipbuilding sectors during

1986 has also been promised. (The Bank is currently discussing a sectoral

project for fertilizers, and a technical cooperation project in support of

management reforms in public sector companies). Broader reference was made

in the budget to possible reform of the state-owned agricultural marketing

company (CONASUPO) and the agricultural credit bank (BANRURAL).

13. Wage negotiations concluded in December led to a 32% increase for

the first half of 1986, slightly above the rate of consumer price inflation

since the previous wage hike in July 1985. Prior to the oil price decline,

concern was already being expressed that the recent semi-annual wage

adjustment was high in relation to the Government's original 12-month

inflation goal of 45% for 1986.

14. Beginning within the next 12 months, the Government has agreed in

principle to undertake a multi-year program of measures to phase out

non-agricultural quantitative restrictions, reduce tariff dispersion, and

issue regulations for a modern anti-dumping law. The World Bank is

considering support for such a program of trade liberalization through one or

more quick disbursing policy loans to assist Mexico in the financing of
additional imports that would result before sufficient additional non-oil
export responses can reasonably be expected. The liberalization of

quantitative restrictions on agricultural imports together with related

pricing, subsidies and marketing reforms may similarly be supported by the
World Bank at a later date.
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15. To complement the Government's trade liberalization intentions,

further stabilization measures will be needed, including: (i) management of

the exchange rate so as to eliminate remaining distortions in the exchange

system (such as by reunification of the dual rates) and a gradual recovery of

depleted foreign reserves; and (ii) significant interest rate adjustments to

achieve the reduction in credit subsidies targeted in the budget, reverse

financial disintermediation, permit the resumption of the Government's

short-term public debt financing program, ease inflationary pressures, and

support overall exchange rate and balance of payments objectives. At this

point, progress toward structural reform in Mexico must still be considered

incipient.

Negotiations with the IMF

16. Negotiations on a new IMF stand-by program are proceeding, but it

is still too early to predict when an agreement might be reached. If

concluded, the stand-by would provide additional resources amounting to

around US$900 million during 1986-87. On Governmental assurances that it

intended to reach agreement on a new 1986 stand-by, the Fund recently

advanced US$300 million of that amount to assist Mexico in coping with the

aftermath of the September 1985 earthquakes. Discussions between the staff

of the IMF and the Bank have been underway in recent months with a view

toward achieving the appropriate harmonization of views on Mexico's economic

prospects and policy requirements.

Medium-Term Growth and Creditworthiness Objectives

17. For four decades (1940-81), the Mexican economy expanded at an

average annual rate of 6% in real terms. Per capita GNP rose by 2.6-2.7%

annually. But since 1982, average real annual economic growth has slowed to

a mere 0.3%, while real per capita incomes have slipped an average of -2.3%
annually. Although output accelerated to nearly 4% per annum during

1984-85, this recovery was premature and not sustainable, given the

incomplete nature of the adjustment process. The economy is expected to

contract by at least 2% in real terms in 1986.

18. With the implementation of appropriate policies, a gradual return

to a per capita income growth rate close to the pre-1982 average would be a

reasonable target after 1986. Since by the end of 1986, real per capita

incomes are likely to be at least 10% below their peak level of 1981, even a
growth of 2.7% annually would not bring about a recovery of 1981 living

standards until around 1990. The population growth rate has trended downward

sharply since the late 1970s (from 3.5% to 2.2% per annum, presently), so

that restoring traditional per capita income would require a growth rate of

output in 1987-90 of nearly 5% annually. Given the heavier burden of foreign

and domestic indebtedness today compared to the 1960s and 1970s, slower

projected international growth, and the probability that cautious fiscal and

monetary policies will be required throughout the remainder of the 1980s, the

economy probably could not grow much above 5% per annum on average in the

medium term, even if additional external resources were available.
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High Growth (With Adjustment) and Base Case (Without) Scenarios

19. Starting from a target rate of real per capita GNP growth of 2.7%

annually during the period 1987-90, a scenario with policy adjustment (high

growth) was developed and contrasted with a scenario in which no major policy

adjustment occurs (base case). In both scenarios, the price of oil was

assumed to be US$20/barrel in 1986/87. (In light of the recent collapse in

oil prices, a third scenario assuming high growth policies but low

(US$15/barrel) oil prices was developed. It is presented and discussed in

Annexes V and VI). The principal elements of the two high oil price

scenarios are provided in Annex I and summarized in Table 2 below.

Table 2: COMPARISON OF BASE AND HIGH-GROWTH SCENARIOS, 1987-90

(Real Annual Averages or Percentage Shares)

Variable Scenario

Base High-Growth

GDP Growth Rate 1.9 4.8

GDP Per Capita Growth -0.3 2.5

Per Capita Consumption Growth -0.4 1.6

Inflation (year-end) 98.7 15.4

Public Savings/GDP (share) -1.1 3.8

Private Savings/GDP (share) 13.9 17.2

ICOR 8.9 4.4

Public Investment Growth (1985=base year) 0.6 5.2

Private Investment Growth (1985=base year) 1.6 9.8

Oil Export Growth 0.0 0.0

Oil Export Price (US$/b over 1986-90) 21.9 21.9

Non-oil Export Growth 3.2 10.0

Import Growth 1.0 10.8

Current Account Balance (US$Billions) 0.2 -0.3

Capital Flight (US$Billions - negative 1.4 0.0

is net inflow)

International Reserves 3.9 12.7

(US$Billions in 1990)
Net External Financing Requirements 2.1 2.5

(US$Billions annually over 1986-90)

External Debt (US$Billions in 1990) 103.7 105.6

External Debt/Exports (share in 1990) 317.1 256.9

Debt Service/Exports (share in 1990) 79.2 59.1

Fiscal Deficit/GDP (share) 7.4 3.3

Real Exchange Rate Devaluation (1986-90) 1.8 4.9

Real Interest Rate -24.3 5.9

(Public Sector Internal Debt)

Direct Foreign Investment (US$Billions) 0.6 0.8

20. The focus in Table 2 is placed quite deliberately on the period

after 1986. Ignoring 1986 for all but a few variables (such as financing

requirements, real public and private investment growth, etc.) brings out

more clearly the benefits of high quality, versus mediocre, policy
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performance, benefits which will not be seen in certain key performanceareas

for at least a year. The high growth scenario assumes a much faster

reduction in the size of the fiscal deficit (average of 3.3% of GDP during

1987-90, compared with 7.4% in the base case); more rapid real exchange rate

devaluation (4.9% versus 1.8% per annum); significant import liberalization,

which in turn helps bring about faster growth in both real imports (10.8%

vs. 1.0% annually) and non-oil exports (10.0% vs. 3.2%); improvements in

public sector management and other efficiency-enhancing measures, leading to

a lower ICOR (to 4.4 vs. 8.9); and a reduction in interest rate and credit

controls (as reflected in positive average real interest rates of 6% on

public domestic debt securities vs. -24% in the base case).

21. As a result of these and other policy reforms detailed below,

incentives to invest are higher than they would be otherwise (real annual

private investment growth of 9.8% vs. 1.6%). Capital flight would come to a

halt after 1986 under the high case, versus average outflows of US$1.4

billion annually in the base case. Direct foreign investment would also rise

(average of US$0.8 billion yearly vs. US$0.6 billion). Real GNP growth is

consequently faster (4.8% annually vs. 1.9%); inflation is lower (under 16%

annually vs. nearly 100%); the burden of external debt is reduced (the stock

of debt would fall by 1990 to 257% of exports of goods and non-factor

services vs. 317% in the base case; similarly, in the high case, debt service

would decline to 59% of exports by 1990, but would remain around 80% in the

base case); and foreign reserves are rebuilt (US$12.7 hillion in 1990 vs.

US$3.9 billion).

22. Even in the high growth scenario, overall real export growth is

expected to be quite modest (4.9% annually) in light of the depressed outlook

for international oil sales. The major source of additional growth (about

2.9% annually) would, by necessity, have to derive from increased efficiency,

not only in the allocation of new investment resources, but also in returns

on the existing capital stock. This may not be an unreasonable supposition.

For one, major additions to the infrastructure of roads, ports, electric

power facilities, schools, etc. were started during the boom years of the

1970s and early 1980s. Many have now been completed, although far behind

their original schedules. The potential for achieving greater returns on

these investments through better maintenance, selective complementary

investment, and faster overall growth in the economy is large. The draft

Public Sector Investment Review noted that "it should be possible to sustain

the targeted growth rate with a lower level of public investment than in the

past" because of "the considerable scope for savings and rationalization in

most sectors". The report highlighted: (i) reforms in pricing policy to

reduce the wasteful use of, and excessive growth in, the demand for public

services; (ii) the need for strengthening institutions and investment

processes to achieve better planning, sounder allocation, and higher returns

from new investments; (iii) the ample short-term prospects for reprogramming

investment resources from low-priority projects in areas such as power,

fertilizers, secondary petrochemicals, coking coal, iron ore, etc. to higher

priority uses, such as education, and, possibly, petroleum output, and (iv)

the desirability of selectively increasing current expenditures for the

hiring of health and education professionals, and, in agriculture, for

research and extension services. Major gains in the productivity of both the
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public parastatals and private sector enterprises should also be possible

inter alia through trade liberalization, privatization (or, where this is not

politically feasible, through reforms in public enterprise management,

procurement practices, and incentives), and via simplified rules for foreign

direct investment. In the next section, the policy underpinnings of the base

case and high growth scenarios are explained in greater detail.

Base Case Policy Assumptions

23. The base case represented herein assumes a policy posture of

"muddling through". It offers no real and lasting solution for Mexico's

structural economic problems and little or no improvement in basic

creditworthiness indicators. GDP growth is very modest and the entire

economic system remains fundamentally unstable and extremely vulnerable. A

return to the chaotic and disastrous spending and borrowing policies of the

early 1980s is, obviously, no longer feasible, since the oil bonanza has now

turned to an oil bust, availabilities of foreign and domestic borrowed

resources will continue to be far lower for the foreseeable future than

previously, and expectations (capital flight, disintermediation, etc.) would

react quickly and negatively at the first signs of any major relaxation of

policy effort. Hence, the base case must take into account the severe

resource and other constraints that will likely limit policymakers' room for

maneuver, no matter what direction they may wish to take.

24. The base case assumes that policymakers try, but fail to achieve

their 1986 goals for reducing inflation and the fiscal deficit.

Stabilization efforts remain in a holding pattern during 1987-88, when

attentions shift to the selection of a new president and his cabinet. In

1989-90, half-hearted stabilization efforts might bring about a mild

improvement in performance, but only sufficient to prevent real per capita

consumption from slipping even further below already dismal levels. Constant

balance of payments pressures stemming from depressed oil export earnings,

capital flight, and weak non-oil export performance would lead the government

to tighten up on quantitative import restrictions. The shortage of -external

finance, as well as continued domestic financial disintermediation, would

narrow the base on which to finance continued high fiscal deficits, leading

to greater emission of Central Bank credit and near-explosive inflation. 
The

abandonment of plans to open the economy, which was to have led the way to

the adoption of related reforms in agriculture, public sector management, and

the financial sector, among others, would close the door on attempts during

this period to carry out structural adjustment.

Policy Priorities in the High Growth Scenario

25. The high growth scenario, on the other hand, offers the perspective

of rapid progress towards financial stability and the restoration of

sustainable growth with a marked improvement in basic creditworthiness

indicators by 1990. Like in the base case, the oil export price assumption

is US$20/b in 1986 and 1987, followed by modest increases to almost US$25/b

by 1990. Under these oil price assumptions Mexico could deal with her deep

structural problems within a medium-term time frame, provided all policies

were consistent with the requirements of the high growth scenario, which

rests principally on three major developments:
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(i) stabilization of the economy, in the sense that (a) currently

adverse trends in inflation, non-oil exports, private

investment, capital flight, financial disintermediation,

and international reserves would be reversed, and (b) access

to voluntary international commercial lending would be

restored by the end of the decade;

(ii) a rate of real non-oil export growth of 10.0% annually, about

twice the average rate attained over the past six years; and

(iii) a significant improvement in capacity utilization, the

efficiency of new investment, productivity growth, etc., so

that the ICOR could move downward to under 4.0 by the end of

this decade.

26. To meet these goals, Mexico will need to focus its efforts in

seven key areas: reduction of the fiscal deficit, elimination of the

remaining distortions in the exchange system, liberalization of external

trade, relaxation of interest rate and credit controls, major improvements in

public sector management (including reforms in taxation and pricing, the

restructuring and privatization of parastatals, and improvements in

investment planning and execution), liberalization of foreign direct

investment procedures, and the deregulation of agricultural pricing,

marketing, import, and credit policies. Stabilization would be achieved

principally through actions in the fiscal, exchange rate, trade, and monetary

areas. Non-oil exports would be promoted mainly by stabilization measures,

especially rapid action to lower effective import protection and phase 
out

export controls, and through improvements in the management of the

nationalized banks and parastatals, better definition of and further

relaxation in the rules for private foreign investment, and measures to

stimulate agro-business exports. Lastly, lower ICORs would be attained

through economic recovery and the structural reforms in trade, public sector

management, the financial system, agriculture, and policies toward foreign

direct investment. Specific policy proposals in each of these areas are

summarized in the policy matrix (see Annex II), and discussed briefly below.

Stabilization

27. At the heart of why stabilization got off course in Mexico was the

failure after 1983 to achieve continuous reductions in the size of the fiscal

deficit. The goals of the 1986 budget are ambitious and, if fulfilled, would

be a major step toward fiscal stabilization. But given the track record of

the past two budgets (wherein significant reductions in the 
deficit were

promised but not delivered) as well as the approach of a new political

season, there were doubts, even before the recent collapse in oil prices, as

to whether the Government would come close to, let alone fulfill, its

budgetary targets. Conclusion of a new IMF stand-by would strengthen the

credibility of the Government's fiscal plans (although even this was not

sufficient to prevent significant deficit overruns in 1984 and 1985). As the

Government's revenue projections for 1986 were based on an oil price

assumption of $22.50/bl, while a substantially lower average price for the

year now seems highly probable, even the high case scenario projects a fiscal
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deficit for 1986 somewhat higher (7.1% of GDP), than the original target of

4.9%. Obviously, any significant deviation from this adjusted level would be

damaging in terms of its adverse impact on public confidence, inflationary

expectations, and Mexico's ability to raise additional external funds.

28. To reduce crowding out rapidly and achieve major improvements in

creditworthiness indicators, further reductions in the deficit will be needed

in 1987 and beyond. Lowering the deficit from its current average (1983-85)

of 9.3% of GDP to an average of 3.3% of GDP in 1987-90 would be consistent

with those objectives.

29. Nor would a strong fiscal program suffice. To remove the

distortions and uncertainties that a fluctuating gap between the controlled

and free exchange rates produces, and to assure that financial savings

mobilization rises from its currently low levels (bank intermediated savings

have now declined to roughly 1978 levels in real terms), parallel action to

eliminate remaining distortions in the exchange market (e.g., by unifying the

dual exchange rates) and to ease controls further over domestic interest

rates will be needed to complete a credible policy package.

Non-oil Export Promotion

30. Non-oil export earnings averaged about $13 billion annually in

1984-85, or roughly 45% of exports of goods and non-factor services.

Merchandise exports--mainly auto parts, machinery, agricultural commodities,

and livestock-constituted about half of all non-oil exports, tourism

(including border trade) another quarter, and in-bond factory exports about

one-tenth. Growth of earnings from in-bond factories has been steady and

spectacular, averaging about 20-25% annually since 1982. But regular

manufactured export growth has been erratic (earnings declined by nearly

10% in 1985, after increasing by more than 20% in 1984)1/ while tourism

earnings have stagnated.

31. Export promotion must rely importantly on stabilization (especially

early action on exchange rate distortions) to rebuild confidence, restore the

incentives to invest, and remove the lure of speculating in lieu of expanding

export activities. But reforms enhancing industrial and agricultural

efficiency, on the one hand, and encouraging higher levels of private foreign

investment, on the other, are also needed. Industrial and agricultural

competitiveness is low (industrial productivity actually decreased at an

average annual rate of 0.7% annually between 1970-1982, according to a recent

Bank study) due to years of excessive protectionism, overregulation of

markets, and overexpansion of some inefficient parastatals. Trade

liberalization has so far concentrated on making the instruments of

protection more transparent, but has not yet led to any meaningful reduction

in effective protection. Achieving this reduction will require concerted

action to (i) phase out most remaining import prohibitions, QRs, and import

reference prices (still significant for consumer goods, key agricultural

commodities, and major industrial inputs); (ii) consolidate and lower tariff

1/ Export statistics may be understated, reflecting underinvoicing for

capital flight.



- 11 - CONFIDENTIAL

rates; and (iii) reform industrial promotion decrees, public procurement

laws, and anti-dumping policies that might otherwise undermine the

effectiveness of import liberalization.

Efficiency (Lower ICORs)

32. Clearly, the measures discussed above contribute in various ways to

increase investment efficiency. Three additional measures would be helpful:

(i) reform of the tax system, (ii) reform of public pricing (particularly for

goods used in the production of tradeables), and (iii) rationalization of

public investment. Tax reform is needed to reduce perverse incentives to

borrow rather than equity finance, and to adopt excessively capital-intensive

production solutions (e.g., through currently overly-generous capital

depreciation allowances). A reevaluation of the tax system is currently

underway with the participation of fiscal experts from the IMF. Pricing of

controlled tradeable products inside and outside the public sector needs to

take greater account of border parities (adjusted for differences in product

quality), and not only fiscal, inflationary, and welfare criteria. Through

border parity pricing, wasteful investment could be avoided and international

competitiveness enhanced (e.g. PEMEX feedstocks are sold in Mexico at half

the level of world prices, encouraging overinvestment in secondary

petrochemicals and fertilizers, while SICARTSA steel, which costs twice as

much as imported steel from Korea and is of generally inferior quality,

hampers the emergence of competitive auto, parts, and machinery industries.)

33. Finally, public investment, projected at around 6% of GDP in 1986,

has fallen to its lowest relative level since 1971. Although the achievement

of sustainable medium-term economic expansion will likely need to rely more

heavily on faster growth of private sector investment in coming years, there

may be some scope for increasing public investment modestly. This would help

reduce any backlog of investments in areas such as petroleum,2/ to

accommodate higher rates of utilization that could emerge from accelerated

growth, and to increase investment in human resources, where cutbacks in

recent years have been especially severe and the demand for educational

services has far outstripped available supply.

34. Unfortunately, public investment planning and implementation

procedures currently suffer from serious deficiencies. These deficiencies

will need to be corrected, in tandem with pricing reforms and enterprise

rehabilitation, to assure the prudent use of any additional investment.

Currently, in many areas of the public sector, there is a lack of sound

procedures for preparing and evaluating new projects. There is no integrated

public investment program and no multi-year approach to investment planning.

(During the recent preparation of the Public Sector Investment Review, it

gradually became evident that the Planning and Budgeting Secretariat did not

have adequate information about a large number of investment projects
underway in urban water, transport, and related areas, even though these were

federally financed). The emphasis is on expansion into new capacity, rather

2/ A major difficulty for the Bank in assessing past public investment and

future needs is the lack of information on PEMEX investments, marginal

production costs, etc.
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than maintenance and better utilization of the existing capital stock.

Duplication and waste, due to inadequate coordination within the federal

government, as well as among local, state, and national governments, are

still significant. There are also weaknesses in reconciling investment plans

with available finance, and no systematic methods for anticipating the impact

of proposed investments on future operating costs. Finally, there are a

number of specific projects and sectors where public investment might be

usefully postponed or cancelled without adversely affecting growth

prospects. These are detailed in the policy matrix (Annex II).

Domestic Savings Trends in Relation to Investment Financing and Interest

Payments on Foreign Debt

35. In economic analytical terms, the net effect of all these policies

and actions would be to increase the share of domestic savings in gross

national product from 14.8% in 1985 to 22.5% in 1990, and thus to reduce

dependency on foreign savings for the financing of investment. Another key

indicator of improvement in basic macroeconomic performance is the relative

share of domestic savings and foreign savings (net foreign capital inflow) in

the financing of Mexico's interest payments on foreign debt and domestic

investment (public and private). The projected evolution of these relative

shares under the high and the base case scenarios is presented in Table 3

below:

Table 3: DOMESTIC SAVINGS IN RELATION TO DOMESTIC INVESTMENT AND FACTOR

PAYMENTS IN HIGH GROWTH AND BASE SCENARIOS
(Percentage of current GDP)

Gross Fixed Net Factor Domestic Savings as Share of

Investment Payments Savings Invest .+Factor Payments

(1) (2) (3) (3)
(1) + (2)

High Base High Base High Base High Base

1984 16.6 16.6 6.0 6.0 16.4 16.4 72.6 72.6

1985 17.0 17.0 4.7 4.7 14.8 14.8 68.2 68.2

1986 17.7 16.7 5.9 5.0 16.4 12.4 69.5 57.1

1987 19.2 16.8 5.5 5.0 18.7 12.5 75.7 57.3

1988 20.7 17.0 5.0 5.0 20.6 12.8 80.2 58.2

1989 21.7 17.0 4.7 4.8 22.1 13.0 83.7 59.6

1990 22.2 17.0 4.3 4.7 22.5 12.8 84.9 59.0

Key Sectoral Reforms

36. The key sectors where policy reform needs to be focused include

industry, agriculture, the financial sector, and foreign direct investment.

In the following paragraphs, the relevant policy goal are discussed in

greater detail.
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Industrial Reform

37. In the industrial sector, a large share of heavy industrial and

basic goods output is accounted for by parastatals such as PEMEX, SIDERMEX,

the Power Commission, etc.,some of which are internationally uncompetitive

and retain legal monopolies over the production and sale of key inputs.

These inputs are of often irregular quality and high cost, while delivery

schedules are unreliable. Wider access to imported inputs is critical to the

survival of downstream industries hoping to compete in an open economy, yet

liberalization would almost assuredly lead to economic ruin for many

parastatals, unless parallel efforts to restructure and rehabilitate them are

pressed forward. Direct state controls over credit allocation and over the

financial system, generally, are another obstacle to restructuring the

economy for growth.

38. Privatization of many paratatals might achieve the best final

result, but given the Government's preference to retain ownership of most

medium and large-scale parastatals, enterprise rehabilitation and reform may

be the most politically feasible approach. There are many avenues through

which efficiency might be increased, short of privatization. State

monopolies could be broken up into regional entities, or subjected to

limited competition from the private sector. Enterprise managers could be

given greater autonomy from budgetary controls over their daily operations;

accountability for economic results could be increased by establishing

agreed, clearly defined, enterprise goals, and structuring managerial

incentives to reflect success or failure in meeting those goals. Overmanning

may have to be addressed through attrition or more direct measures.

39. Presently there is a need for quick follow-up to the government's

announced plans to restructure parastatals in shipbuilding, steel,

fertilizers, and sugar, and for an extension of this process to CONASUPO, the

nationalized commercial banks, the state-owned development banks, and other

parastatals. On the other hand, the announced plan to privatize 237 smaller

nationalized companies has gotten off to a reasonable start (especially with

the recent sale of a national chain of hotels), but needs to be dynamized,

perhaps by setting a deadline for completion of all sales or liquidations by,
say, the end of 1987.

40. With respect to the industrial promotion decrees, only two are in

effect currently, for automobiles and pharmaceuticals. A third for computers

will be adopted shortly, and at least eight more are in the works. These

decrees essentially grant a combination of tax write-offs, subsidies, market

reserve guarantees, drawback privileges, and quantitative import restrictions

whose overall effect is to grant qualified companies a monopolistic or

oligopolistic position in the domestic market in exchange for certain

performance guarantees. The result has been a rapid growth in foreign and

domestic investment in these industries, creating jobs and income. But the

productivity of investments promoted by these decrees has often been low.

(For example, despite its position next to the world's largest auto market,

Mexico sells negligible numbers of cars and trucks to the US). Ideally,

these decrees should be reviewed and, where necessary, scaled down within a

defined time period. Lacking this, it would be necessary, at the very least,
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to amend those provisions of the decrees which might obstruct liberalizing

imports in these sectors, notably the quantitative import 
restrictions and

domestic procurement rules.

Agricultural Reform

41. Structural issues in agriculture are among Mexico's most difficult

and politically sensitive to resolve. The relative scarcity of arable land,

plus seven decades of land reform and rapid population 
growth, has fragmented

half of Mexico's arable land into economically-inefficient units, 
while

deterring investment in large-scale commercial farming and ranching, 
because

of the threat of future expropriation. The goal of guaranteeing low-income

consumers access to cheap sources of staple foods has conflicted 
with the

drive toward national self-sufficiency in food production. 
As support prices

have been moved up to border parity levels in recent years, the budgetary

costs of maintaining low food prices and propping up an inefficient

parastatal system of crop storage and distribution 
(CONASUPO) is estimated to

have reached nearly 3% of GDP in 1985.

42. The de la Madrid Administration has moved to ameliorate one of the

most politically-sensitive issues by declaring that expropriation 
and new

distributions of land will end by 1988. Progress toward resolving other,

equally-pressing issues will also be important in areas such as (i) the

liberalization of agricultural commodity imports through the removal of QRs

and their selective replacement with tariffs; (ii) narrowing the scope of

domestic price and marketing controls, as well as consumer subsidies (from

the current 18 to, for example, a "strategic" subset of 3-4 commodities);

(iii) revamping agricultural credit policies to reduce 
interest rate

subsidies and official allocations; (iv) eliminating agricultural input

subsidies; (v) reforming the budget of the agricultural ministry to reduce

staffing, raise the salaries of extension agents, and increase the quality

and volume of agricultural investment; and (vi) promoting agrobusiness export

development through encouragement of more joint ventures between Mexico's

private sector and foreign investors, among other measures. As a tactical

matter, it may be useful for the Government to focus more attention initially

on agro-export promotion, for which there is also strong private sector

interest. As the implications of a full-scale export promotion program

become clearer, attention will necessarily shift to take in the other, more

sensitive, agricultural policy issues.

Financial Sector Reform

43. A fundamental aspect of Mexico's structural problems, and one which

has made the crisis deeper and less tractable, has been severe financial

disintermediation. Disintermediation began in 1982, when the Government

nationalized all Mexican-owned commercial banks, forced the conversion of

foreign-currency denominated deposits into pesos at an artificially low

exchange rate, and imposed interest rate controls during a period of soaring

inflation. Between December 1981 and December 1985, real money and quasi-

money combined (M4) declined by approximately 30% 
to its lowest level since

1978. Concurrently, since Mexico has been unable to obtain net external

financing, larger shares of these increasingly scarce domestic financial
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resources have had to be used to underwrite the fiscal deficit. This has

meant steadily rising bank reserve requirements (which were increased to 100%

in December); increasing competition from a flood of new treasury bill issues

preferred by, and accessible to, domestic savers of all kinds; rising real

credit interest rates; and a severe crowding out of the private sector, whose

share in total internal resources declined from around 40% in 1984 to less

than 18% in 1985.

44. The combined impact of the recession, disintermediation, declining

portfolio quality, bureaucratization, public uncertainty about future policy

trends and the security of financial assets, and the over-leveraging of

assets has weakened equity markets drastically and reduced the strength 
of a

number of commercial banks. Although most of the remaining commercial banks

show balance sheet profitability, only the largest banks are considered

competitive and efficient at present. Underlying bank costs of

intermediation appear to be high -- on the order of 4-5% of banking system

assets, compared with 2-2.5% in countries such as Thailand and Korea. The

difference would be equivalent to about 0.5% of GDP.

45. Parallel to the commercial banking system is a complex of over 400

state-controlled development banks and trust funds, which provide 30-40% of

domestic credit, although they mobilize only about 10% of domestic deposits.

Credit has been offered on highly subsidized terms since 1982, as rising

inflation was only partially compensated by upward adjustments in interest

rates. Under the General Interest Rate Agreement of 1984 (GIRA), the

Government has agreed (i) to link interest rates on development credits to a

variable general index, the Average Cost of Funds (ACF) for the commercial

banking system as established by the Central Bank of Mexico, and (ii) to

gradually eliminate subsidies on credit operations financed by the 
World Bank

and on other credits which compete with, or limit the disbursement of, Bank

loans. Semi-annual adjustments have accelerated in 1985-86 under GIRA,

although some preferential lending rates remain sharply negative in real

terms. In connection with the 1986 budget, the Government has announced

plans to reduce the credit allocated through the financial intermediation of

these institutions by the equivalent of 0.5% of projected GDP.

46. As conventional financial institutions have faltered in their role

as intermediaries, new sources of credit have emerged, such as an

inter-company acceptance market and "off-shore" peso lending (until November

1985 when it was sharply restricted). The emergence of an active market in

short-term acceptances (which might prepare the way for longer-term

instruments, such as variable rate bonds) would offer welcome competition to

the nationalized banks, and provide some financial "oxygen" to those

borrowers in the private sector now being crowded out of traditional credit

markets. However, the relatively small size of, and limited access to, these

parallel credit markets suggests that they do not offer genuine alternatives

to a well-functioning banking system.

47. The success of structural reforms in other areas, such as trade

liberalization, cannot be assured as long as equity capital remains

exccesively scarce and lendable resources continue to be channeled

inefficiently through a banking system suffering from the joint pressures of
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large fiscal deficits, comprehensive interest rate and credit controls, and a

system of bank management lacking in adequate market-based 
incentives and

accountability. Although reprivatization of the commercial banks is not a

realistic option for the medium-term (since nationalization was 
carried out

by constitutional amendment), other options may be available. 
As previously

mentioned, the development of markets for short-term paper should be

encouraged. In addition, the preferential system of credit, with its highly

subsidized interest rates and mandatory portfolio allocations, should 
be

targeted more narrowly on a few selected low-income 
groups, if not eliminated

altogether. This would require that the development banks be converted

gradually to "first-tier" institutions, attracting long-term 
credit from

abroad and channeling it through the domestic commercial banks. 
The

commercial banks will need to develop market-based performance criteria and

increased managerial accountability for financial efficiency, if they are to

carry out capably their enhanced retail role. Finally, for the success of

structural reform at the firm level in both public and private enterprises,

it is essential to recreate markets for long-term financial instruments and

equity such as Mexico had before the crises of 1976 and 1982. Obviously,

this will not be feasible until there is a significant and sustained

reduction in inflation.

Foreign Direct Investment

48. Historically, Mexico has harbored strongly ambivalent attitudes

toward foreign investment. Foreign investment was welcome for the technology

technology it transferred and the modern management techniques it brought,

but feared and resented out of concern that Mexico might lose control of the

"commanding sectors" of the economy -- mainly oil, heavy industry, and

capital goods. As the world has changed from a relative abundance to a

relative scarcity of capital, and as the dangers of overreliance on external

borrowing have become better appreciated, some sectors of Mexican 
public

opinion have begun to reappraise the potential role 
of foreign investment.

49. During the late 1970s, and early 1980s, Mexico received substantial

foreign direct investment, which averaged about US$1.7 billion yearly. 
Over

the past three years, however, average new investment 
flows have fallen to

less than US$500 million annually, or one-quarter of the historical level, of

which about half represented reinvested earnings from existing investments.

Obviously, the recession itself has had a deterrent effect, lowering foreign

investors' expectations for improved domestic sales. But export-oriented

investment, attracted by sharply lower labor costs, has actually accelerated

since 1982, particularly in the in-bond sector where earnings have increased

an average of 20% yearly since 1982.

50. As an initial step, the in-bond experience could be extended,

allowing these factories to gradually increase their share of authorized

sales to the domestic market, in areas such as computers, agro-industries,

and food services. However, at present, the rules of the game for private

foreign investors generally are not always clear, delays in obtaining

approval for major investment applications are sometimes excessive, and

foreign ownership in a number of potentially attractive sectors is 
limited to

49%. Moreover, once investors become established, they not infrequently
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encounter labor, patent, procurement, marketing, and other difficulties which

adversely affect profitability. Obtaining relief under current procedures

may require long and tedious effort, leading investors 
to reassess their

future plans in the country.

51. Putting 3-4 applications for foreign investment yearly on a

"fast-track" approval process might be one way to improve dramatically

Mexico's image in this regard. In the medium-term, a review of existing

investment, labor, and other laws to broaden, clarify, and 
simplify the terms

and conditions under which foreign investments are permitted would be highly

desirable. It would further be necessary to ensure fundamental property

rights, accept international arbitration of investment disputes 
(a la the

agreement between Chile and Ecuador), and establish internationally

acceptable rules for patent and copyrights.

Role of Expectations and Confidence in Policy Management

52. As the Government fashions its economic policies for the latter

half of the sexenio, it does so against an historical backdrop of two

preceding administrations (Echeverria and Lopez-Portillo) whose expansionary

economic policies in the second half of their sexenios led to disarray and

crisis. Corrective measures were left to successors who were not fully able

to carry them out. Moreover, the current administration has suffered

additional damage to its credibility. This was due not only to the

previously mentioned lapses in economic policies 
over the past year, but also

to perceived shortcomings in the anti-corruption campaign promised by the new

president, and, more recently, to the mishandling of some aspects of the

recent earthquake disaster. It is always difficult to measure the loss of

credibility ensuing from these factors, but capital flight, relative

movements in the exchange rate, and trends in inflation have 
often served as

rough and ready proxies. By these standards, the current crisis of

confidence is major, albeit not yet on the scale of 1982.

53. For the Government to announce a new program for 1986 which, in

some important respects--fiscal deficit reduction, exchange rate 
and interest

rate adjustments, official price increases, etc.--resembles the 
ill-fated

1984-85 programs, could reinforce a sense of deja vu, unless the new program

clearly signals changes going beyond stabilization. Since some previously-

announced structural reforms (e.g., public enterprise privatization and

reductions in import protection) have been more promise than reality to date,

public skepticism is likely to yield only to concrete, up-front actions

combined with clearly-delineated medium-term plans.

1986 Action Program

54. The 1986 program would focus on: (a) achieving strict compliance

with the non-oil revenue and expenditure measures required to meet fiscal

targets through, for example, a broadening of the non-oil tax base and

reduced tax evasion. (Special contingency measures may be needed to deal

with the probable shortfall in oil revenues.); (b) early elimination of the

remaining distortions in the exchange system and the maintenance of a

flexible exchange rate policy thereafter so as to stimulate satisfactory
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non-oil export growth, sharply reduce, if not eliminate, capital flight, and

permit a gradual recovery in international reserves; (c) first-stage

implementation of a three-year schedule for eliminating 
most import reference

prices and quantitative import restrictions, consolidating 
import tariffs in

a final range of 10-40%, and introducing modern, transparent anti-dumping

legislation; (d) a wage policy compatible with the goal of creating

productive employment (i.e., not indexed to inflation); (e) returning to a

free auction system for treasury bills, while allowing competing forms 
of

bank financial assets to adjust as market conditions dictate; 
(f) further

reductions in interest rate subsidies in accordance with the Government's

budgetary targets for reducing overall transfers and subsidies; (g)

intensified efforts to sell or liquidate the public sector companies already

identified as non-strategic; (h) a start on implementing detailed action

plans for restructuring or privatizing public enterprises in shipbuilding,

steel, fertilizers, and sugar, the four sectors already identified for

priority reform in the 1986 budget; (i) starting implementation of key

recommendations emerging from the Draft Joint Bank-Government Public Sector

Investment Review. (This would include: (i) reallocation and/or cancellation

of the inefficient investment projects identified in the report in power,

fertilizers, secondary petrochemicals, steel, mining, transportation,

telecommunications, urban transport, water supply, and housing; (ii)

increases in investment for education; and (iii) the introduction of

multi-year investment budgeting, uniform project evaluation and monitoring

procedures, and related system reforms); (j) presenting a detailed

Governmental proposal for reforming agriculture, including the 
gradual

removal of quantitative import restrictions, the targeting of consumer

subsidies, phasing out price controls, privatizing most of CONASUPO's

storage, distribution, and merchandizing functions, eliminating agricultural

input subsidies, reforming agricultural credit policies so as to reduce

subsidies over and above current targets for 1986, and restructuring the

Ministry of Agriculture to reduce salary overhead and provide 
greater

budgetary support for research, extension, and seed multiplication. Finally,

(k) the approval of three or four high-profile 
foreign direct investment

proposals on a "fast-track" basis would give the right 
signals abroad. Of

all these measures, the most urgent are in the areas of fiscal, exchange

rate, and monetary policy, in trade liberalization, 
and in public sector

management reform.

55. This strategy, which is laid out in greater detail in the policy

matrix (Annex II), would combine up-front actions (such as a 
rollback of new

import restrictions, sales and liquidations of 
small-scale, nationalized

firms, "fast-track" approvals for high visibility foreign investment

proposals, etc.) with clear statements of future policy directions covering

1987 and beyond (trade liberalization calendars, foreign investment law

reform, etc.). Underlying it is the strong conviction that Mexico's

developmental and stabilization difficulties have become so interlinked 
that

nothing short of coordinated action on all relevant fronts holds out credible

prospects for success.
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What is Politically Doable in Mexico over 1986-1988?

56. Identifying the necessary and desirable economic measures is, of

course, only a first step. Policy scenarios would have little operational

relevance if they were unable to meet the critical test of political

feasibility. Conversely, if political constraints in Mexico were judged to

be highly restrictive, then a politically-feasible program might 
fall short

of what would be judged minimally-workable from an economic standpoint.

Operational relevance would have been achieved -- but at the cost of ultimate

failure in helping the country emerge from the crisis. Not only would this

be a tragedy for Mexico: it might also harm the credibility and future

effectiveness of international agencies were they to endorse and 
finance a

flawed approach.

57. In this regard, a cautious appraisal must be offered about the

prospects for achieving a high-growth program in Mexico. 
The outlook for

concerted, broad-based action is uncertain for reasons which can only briefly

and inadequately be discussed in this paper. First, Mexico has been ruled

for half a century by a single political party which has gradually 
absorbed

interest groups covering virtually the entire spectrum of domestic 
political

and economic thought. Hence, decisionmaking is a process which involves

exceptional complexities and requires great political skill and patience.

Consensus is rendered more than usually difficult by the presence at the

bargaining table of groups which would normally be considered as having

diametrically opposed interests. Reaching major decisions-often takes

inordinate lengths of time and, because of the "log-rolling" process,

frequently produces serious internal inconsistencies among measures. Also,

the very ideological basis of the Mexican Revolution (strong state role in

economic sectors, primacy of the state as distributor of economic benefits,

etc.) poses difficult obstacles to the adoption of 
reforms aimed at

lightening the heavy hand of the government 
on economic activities.

58. An intense debate within the Government continues on the scope of

complementary stabilization measures needed (notably 
in the exchange rate and

interest rate areas), and on the costs and benefits of carrying out

significant structural reform (e.g. trade liberalization, public 
enterprise

reform, easing foreign investment restrictions). At the same time, key

support groups, including labor and most manufacturers, have been 
bitterly

critical, and increasingly vocal, in attacking the Government's 
economic

management in areas ranging from wages to trade 
liberalization and the

external debt. As the Government is feeling the pressures of economic

crisis, the collapse in international oil prices, political unrest, and

natural disaster, some policy signals have become contradictory and

fragmented in recent months. (For example, the decision to impose an

administered price on treasury bills placed for auction starting 
last October

reversed a financial reform undertaken in 1983, and raised fears among savers

that the Government would reimpose controls on savings rates. During the

succeeding three months (November-January), there were net redemptions of

treasury bills on the order of US$1.2 billion, disrupting the Government's

deficit financing plans and forcing a sharp expansion of Central Bank

credit. The loss of attractiveness to savers of holding treasury bills
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played an important role, along with the September quakes and the subsequent

expropriation of private property in Mexico City, in the rapid runup of the

free exchange rate in October/November).

59. Nonetheless, considering the steps already taken in recent months

-- increases in real official tariffs and prices, acceleration of the rate of

devaluation of the controlled exchange rate and a narrowing of the dual rate

gap, the removal of many quantitative import restrictions, the decision to

join the GATT, etc.-- the stage for further major policy action in 1986 has

been set. The greatest risk is that such action may be piecemeal and slow,

falling short of the critical mass necessary so that Mexico can reemerge

strong and healthy from its grave difficulties. As the political cycle

advances toward the end of the present sexenio (December 1988), political

attention will inevitably shift to the process of designating a new president

and his chief officers. Therefore, 1986 may truly be the last "window of

opportunity" for some years to come.

Financing Requirements

60. As can be seen in Annexes III and IV, under either scenario,

Mexico's net external financing requirements during 1986-90 would differ only

slightly, averaging USS2.1 billion annually in the base case, and US$2.5

billion annually with high growth policies. Under the latter, tight

aggregate demand management, improvements in export earnings, higher domestic

savings, and greater resource efficiency would tend to reduce net financing

requirements -- all other things being equal -- relative to the base case.

But faster growth and more rapid trade liberalization would tend in the

opposite direction. On balance, borrowing needs would be slightly higher by

around US$0.4 billion annually. However, since the public sector's own

financing needs would rapidly diminish, a growing share of new public

borrowing would be channeled into rebuilding foreign reserves and extending

credit to a rejuvenated private sector. Under base case policies, tighter

import and capital controls would probably be introduced as high inflation

and large fiscal deficits brought about deterioration in the capital and

current accounts. By holding the economy in a low-growth equilibrium, a

marked deterioration in the external accounts would be postponed. (Note that

the average current account balance would shift from US$0.5 billion under

high growth to -US$0.3 billion in the base case (see Table 2).

61. However, significant differences in the composition of borrowing

would arise. Under high growth, Mexico's improved policy performance would

permit it to diversify borrowing, drawing on the development banks, bilateral

creditors, and suppliers' credits to finance roughly half of its cumulative

net financing requirements of US$12.7 billion. Under the base case scenario,

development bank lending commitments would fall by one-third (from US$1.3

billion in the high growth scenario to US$0.9 billion in the base case),

reflecting an inappropriate policy environment to undertake anything more

than "core" lending programs. Commitments from bilateral creditors would

decline by around 15% (from US$1.4 billion yearly to US$1.2 billion), while

commitments from suppliers and other commercial sources would decline by 60%

(from US$2.1 billion to US$0.8 billion annually). Only the World Bank,

bilateral creditors, and the commercial banks would furnish positive net
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reserve flows, with commercial banks supplying about 85% (US$11.5 billion) of

that total, either in the form of concerted lending or, failing agreement,

possibly by unilateral reductions in debt service.

IBRD Lending

62. Under a base case scenario, the Bank's program during 1986-90 would

consist entirely of project lending commitments on the order of US$600-700

million annually, of which roughly one-half would finance new transport and

urban infrastructure, one-third agricultural development, and the remainder

industry, municipal development, and adult education. Under a high growth

scenario, additional policy-based lending commitments of US$400-500 million

annually would be justified. In addition to a series of Trade Development

Policy Loans, sector loans for agriculture, public sector management, and

financial sector reform might be considered. Thus, total annual Bank

commitments could be well in excess of US$1 billion p.a. on average. In

terms of net disbursements, flows would average about TJS$240 million annually

in the base case (i.e., about 11% of projected overall net financing

requirements for Mexico). But under high growth policies, net disbursements

could average as much as US$575 million annually (i.e., nearly one-quarter of

projected overall net financing requirements). Thus, tinder high growth

policies, the Bank would become, after the commercial banks, the most

important source of fresh finance for Mexico through the end of this decade.

JHJohnson/mtr:lsm
March 7, 1986



ANNEX I

Sumemay Tablo: Bse Soenario

1k1A 1995 li.i III! 1901 j.Mj lflf
- Froduc~ton Qnd fIrces (annual percentage changes)

R_-I GDP 4.1 1.4 1.7 1.7 2.1 2.1
Real Consu t ion/cap 4.4 -1.3 -0.9 -0.8 0.0 0.0
Exports Tot nst prices) -4.1 1.4 1 5 1.5 1.2 1.4
Exports Non-oil ( " ) -9.3 3.3 3.5 3.5 2.3 3.0
Imports Tot ( " ) 16.3 -11.1 -0.6 0.4 2.2 2.2
GDY deflator 57.5 78.3 95.7 97.7 98.2 99.8
Inflation (year-end) 63.5 94.5 96.8 98.7 97.8 101.7
Nominal Exch. Rate 60.7 78 3 91 8 91.9 8s8 91.2
Eff. Real Exch. Rate 1.5 4.5 2 9 1.9 0.0 0.0
Dom Nom Int Rate (Av public) 48.0 44.6 48.9 49.4 51.5 51.9
2.- Balance of payments (as percent of GDP at current prices)
Resource Balance .3 4.9 4.8 4.8 5.1 5.0 4.9
Net Factor Ss -6.0 -4.7 -5 0 -5.0 -5.0 -4.8 -4.7
Current Account 2.1 0 1 -0.2 -0.1 0.1 0.1 0.2
Formal Fin. Capital 0 9 -0.8 1.3 1.3 1.1 1.0 0.9
Reserve Accumulation -2.0 2.0 -0.1 -0.1 -0 1 -0.1 -0.1
3.- Public Sector (as percent of GDP at current prices)
Total Revenues 24.4 23.1 22.7 22.7 22.9 22.8 22.7

(Non-oil Taxes) 8.8 8.5 9.0 9.3 9.5 9,5 9.5
(Domestic Oil) 4.7 4,7 4.7 4.7 4.7 4.7 4.7
(Non-tax Non-oil) 5.3 4.5 3.5 3.3 3.3 3 2 3.1

"Programm." Expenditures 14.2 16.0 14.1 14.9 15,4 15.8 16.2
Domestic Interests 6.8 6.5 6.1 5.4 5.1 4.8 4.7
External Interests 5.1 4.2 4.0 3.9 3.5 3.2 2.8
Public Savings -1.7 -3 6 -1.5 -1.5 -1.1 -0.9 -1.0
Capital Expenditures 6.8 6.5 6.1 6.2 6.3 6.3 6.3
Deficit 8.5 10.1 7.6 7.7 7.4 7.2 7.4
Increase Liquid Assetts 1.2 1.1 1.1 1.2 1.2 1.2 1.2

Dom Financing 6.6 10.9 8.0 9.9 8.3 9.1 9.3
External Financing 1.7 0.3 1.6 1.4 2.3 2.2 2.0

4.- Savings and Investment (as percent of GDP at current prices)
Total Fund Requirements 17.7 18.2 17.8 18 0 18.1 18.2 18.2

Private Investment 9.8 10.5 10.6 10.6 10.7 10.7 10.7
Public Investment 6.8 6 5 6.1 5.2 6.3 6.3 6.3
Incr Pub Sect Liq Assetts 1.2 1.1 11 1.2 1.2 1.2 1.2

Total Savings 17.7 18.2 17,8 13.0 18. 1 18.2 18.2
Private 18.1 18.4 13 9 14.0 13.9 13.9 13.8
Public -1.7 -3.6 -1.5 -1.5 -1.1 -0.9 -1.0
External -2.3 -0.1 0.2 0.1 -0.1 -0.1 -0.2
Inflationary Credit 3.6 3.5 5.2 5.3 5.4 5 4 5.6

Memo: Priv Sav/Priv Income 21.0 20.7 16.3 16.5 16.5 16.5 16.5
5.- External Financing, External Debt ,nd Foreign Reserves ($billion)
Net External Financing 1.6 -1.4 2.3 2.4 2.0 2.0 2.0
Amortizations 0.0 5.9 5.0 7.3 8.1 11.7 14.3
Gross External Financing 1.6 4.5 7.3 9.7 10.1 13.6 16.2
Interest payments 0.0 9.3 9.6 10.2 10.7 11.2 11.6
Debt Service (DS) 0.0 15.2 14.6 17.5 18.8 22.8 25.9
External Debt 94.4 93.0 95.3 97.7 99.7 101.7 103.7
Foreign Reserves 6.4 2.9 3.0 3.2 3.4 3.6 3.9
Ext Debt-For Res ("Net Debt") 88.0 90 1 92.3 94.5 96.3 98.0 99.8
6.- Main Creditworthiness ratios (9)
Interests/Exports 34.3 37.2 -- 3 37.1 36.3 35.6
DS/Exports 55.9 56.5 64.8 65.0 74.2 79.2
Net Debt/Exports 330.2 357.8 350.5 333.9 318.9 305.5
Interests/GDP 5.4 5.5 5.6 5.6 5.5 5.4
DS/GDP 8.7 8.3 9.7 9.9 11.2 11.9
Net Debt/GDP 51.7 52.9 52.3 50.8 48.2 46.0



8u]RjMting Tables
Table 1: I CO: National Accounts (Base Scenario)

(M$bill, 1980)

Lm Im 192. 161 119_7 19$$ 11,1.99 1990
Consumption 3256 3478 3512 3561 3613 3696 3781

Private 2955 3149 3188 3223 3258 3323 3389
Public 302 330 324 337 355 373 392

Investment 757 804 787 804 821 838 854
Private 448 497 499 507 516 526 537
Public 309 307 288 296 306 311 317

Total Expenditures 4014 4282 4299 4364 4434 4534 4635
imports 308 358 318 317 318 325 332
Domestic Expenditures 3706 3924 3981 4048 4116 4209 4303
Exports 794 761 772 783 7 5 805 815
Gross Domestic Product 4499 4685 4752 4831 4911 5014 5119
Terms of Trade Effect -217 -241 -301 -314 -317 -320 -322
Gross Domestic Income 4223 4444 4452 4517 4594 4694 4796
Foreign Factors Income -194 -153 -160 -157 -156 -155 -155
Gross National Product 4306 4528 4592 4674 4755 4859 4964

TABLE 2: MEXICO; Public Sector (Base Scenario)
(M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1999 1990
Total Revenues 1044 1027 1009 1024 1054 1070 1087

Non-oil Taxes 375 378 401 418 436 446 456
Domestic Oil Taxes 200 208 208 211 215 220 224
Oil Export Tax 113 106 88 86 88 88 88
Non-tax Oil 130 133 156 158 161 164 168
Non-tax Non-oil 225 202 156 151 154 152 151

Current Expenditures 1119 1187 1076 1091 1103 1114 1137
Consumption (Gen. Gov.) 299 329 322 335 352 369 388
Interest Payments 509 475 448 419 398 373 359

Domestic 289 289 272 242 236 223 224
External 220 186 176 177 162 150 135

Current Transfers 311 383 306 337 354 371 390
Public Savings -75 -160 -t7 -67 -49 -44 -50
Capital Expenditures 289 289 272 281 290 296 303

Direct Investment 221 221 214 221 230 235 240
Capital Transfers 68 68 58 59 61 62 63

Deficit 364 449 339 347 339 340 353
Increase Liquid Assetts 50 50 50 52 53 54 56

Domestic Financing 283 485 358 448 381 429 447
Inflationary Credit 154 155 231 241 249 253 268
Other Domestic Financing 129 330 126 208 132 177 179

External Financing 73 14 73 62 107 103 97



TABLE 3: MEXICO: Balance of Payments (Base Scenario)
($ mill)

m18i 19m8 m i 989 1990
Exports (Gds & Nfs) 30415 27279 25797 26961 28840 30740 32660

Non-oil 13814 12462 13449 14613 15875 17127 18434
Oil Related 16601 14817 12348 12348 12965 13613 14226

Imports (Gds & Nfs) 16230 18785 17444 18207 19189 20588 21982
Resource Balance 14185 8495 8353 8754 9651 10152 10679
Net Factor Services -10218 -8257 -8772 -9021 -9450 -9847 -10251
Current Account Balance 3967 237 -420 -267 200 305 428
Net Capital -535 -3737 520 467 0 -57 -11

Direct Foreign Investment 391 400 500 550 t05 666 732
Formal Financial Capital 1591 -1437 2320 2417 1995 1977 1976
Other Capital -2517 -2700 -2300 -2500 -2600 -2700 -2889
Unrepatriated Earnings -1340 -1091 -1072 -1169 -1227 -1288 -1346
Other Flows -1177 -1609 -1228 -1331 -1373 -1412 -1543

Change In Reserves -+) -3432 3500 -1J0 -200 -200 -248 -247
Memo Item:
Reserves ($ million) 6400 2900 3000 3200 3400 3648 3895

TABLE 4: MEXICO: Savings and Investment (Base Scenario)
(M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Requirements of Funds 759 807 793 213 833 852 872

Private Investment 420 467 471 480 490 501 513
Public Capital Expenditures 289 289 272 281 290 296 303
Incr. Pub Sect Liq Ass. 50 50 50 52 53 54 56

Total Savings 759 807 793 213 333 852 872
Private Savings 777 818 618 633 63? 651 663

Non-financial 761 805 616 595 620 623 640
Financial 15 13 37 18 23 23

Public Savings -75 -160 -67 -67 -49 -44 -50
External Savings -97 -6 11 7 -5 -7 . -9
Inflationary Credit 154 155 231 241 249 253 268

Memo Item: Inflation 67 63 95 97 39 98 102

MEXICO: Commitments -- Base Scenario
($ million)

1985 1986 1907 1986 1989 1990 TotQl
World Bank 900 650 650 650 650 650 4150
IDB 250 250 250 250 250 250 1500
IMF 300 300 0 0 0 0 600
Bilaterals 1120 1050 1103 1158 1216 1276 6922
Other 1049 735 772 -,61e 851 893 5110
Commercial Banks 2179 4223 7144 7357 10738 13268 44911
Total 5798 7208 9919 10225 13704 16338 63193



Summary Table: i O Pce

IfM IMH 12 1917 190 1919 IM
1.- Production and Prices (annual percentage changes)
Real GDP 4.1 -1.0 3.6 4.6 5.2 5.8
Real Consuaption/cap 4.4 -5.6 -o02 1.1 2.1 3.5
Exports To const prices) -4.1 6.9 5.3 5.1 5.0 4.3
Exports Non-oil ( ) -9.3 16.4 11.7 10.4 9.9 8.1
Imports Tot (") 16.3 -7.3 10.5 14.6 8.9 9.4
GDY deflator 57.5 56.8 40.3 24.2 13.2 7.3
Inflation (year-end) 63.5 50.4 309 17.9 8 8 5.7
Nominal Exch. Rate 60.7 79 5 38.9 19.2 8.6 2.9
Eff. Real Exch. Rate 1.5 19.7 4.0 0 8 0.7 0.3
Dom Nom Int Rate (Av public) 48.0 51.0 38.3 26.1 13.6 10.7
2.- Balance of payments (as percent of GDP at current prices)
Resource Balance 3.3 4.9 6.3 5.8 4.8 4.5 3.9
Net Factor Ss -6.0 -4.7 -5.9 -5.5 -5,) -4.7 -4.3
Current Account 2.3 0.1 0.4 0.4 -0.2 -0.2 -0.5
Formal Fin. Capital 0.9 -0.8 2.1 1.5 1.5 11 1.3
Reserve Accumulation -2.0 2.0 -1.7 -1.5 -1.2 -0.7 -0.8
3.- Public Sector (as percent of GDP at current prices)
Total Revenues 24.4 23.1 25.1 24.9 25.0 24.6 24.4

(Non-oil Taxes) 8.8 8.5 9.3 9 4 9.8 9 8 9.9
(Domestic Oil) 4.7 4.7 5.0 5.0 5.0 5.0 5.0
(Non-tax Non-oil) 3.0 3.0 4.0 4 0 4.0 4.0 4.0

"Programm." Expenditures 14.2 16.0 13.5 13.5 13.6 13.7 13.7
Domestic Interests 6.8 6.5 8.2 5.8 4.1 2.1 1.7
External Interests 5.1 4.2 4.7 4.4 4.0 3.8 3.5
Public Savings -1.7 -3.6 -1.2 1.2 3.3 5.0 5.5
Capital Expenditures 6.8 6.5 5.9 6.6 7.0 7 4 7 4
Deficit 8.5 10.1 7.1 5.3 3.7 2.4 1.9
Increase Liquid Assetts 1.2 1.1 1.1 1.2 1.3 1.3 1.3

Dom Financing .. 0 10.9 5.8 5.2 2 9 2.2 1.5
External Financing 1.7 0.3 2.4 1.3 2.0 1.4 1.6

4 - Savings and Investment (as percent of GDP at current prices)
Total Fund Requirements 17.7 18.2 18.8 20.3 22.0 22.9 23.4

Private Investment 9.8 10.5 11.8 12.6 13.7 14.3 14.8
Public Investment 6.8 6.5 5.9 6.6 7.0 7.4 7.4
Incr Pub Sect Liq Assetts 1.2 1.1 11 1 2 1.3 1.3 1.3

Total Savings 16.6 18 2 18 8 20 3 22.0 22.9 23.4
Private 18.1 18.4 17 6 17.5 17 .3 17.1 17 0
Public -1.7 -3.6 -1.2 1.2 3.3 5.0 5.5
External -2.3 -0.1 -0.4 -0 4 0.2 0.2 0.5
Inflationary Credit 3.6 3.5 2.8 1.9 1.2 0.6 0.4

Memo: Priv Sav/Priv Income 21.0 20.7 20.3 20.5 20 .5 20 .4 20.4
5.- External Financing, External Debt and Foreign Reserves ($billion)
Net External Financing 1.6 -1.4 3 1 2.3 2.6 2.0 2.7
Amortizations 0.0 5.9 5.0 7.3 8.1 11.7 14.0
Gross External Financing 1.6 4.5 8.0 9.6 10.7 13.7 16.7
Interest payments 10.2 9.3 9.6 9.4 9.6 10.1 10.3
Debt Service (DS) 10.2 15.2 14.6 16.7 17.7 21.8 24.3
External Debt 94.4 93.0 96.0 98.4 101.0 102.9 105.6
Foreign Reserves 6.4 2.9 5.4 7 7 9.7 11.1 12.7
Ext Debt-For Res ("Net Debt") 88.0 90.1 90.6 90.7 91.3 91.9 93.0
6.- Main Creditworthiness ratios (X)
Interests/Exports 33.6 34.3 34.8 31.,1 28.6 26.9 25.1
DS/Exports 33.6 55.9 52.9 555 52.7 58.2 59.2
Net Debt/Exports 289.4 330.2 329.5 301.0 271.8 245.6 226.2
Interests/GDP 6.0 5.4 6.5 6.1 5.7 5.4 5.0
DS/GDP 6.0 8.7 9.8 10.8 10.5 11.7 11.9
Net Debt/GDP 51.4 51.7 61.1 58.6 54.1 49.6 45.4



Sup orting Tables
Table 1: MEXICO: National Accounts (High Oil Price)

(M$bill, 1980)

19_4 1985 1_96 1987 1988 198 1990
Consumption 3256 3478 3359 3429 3546 3703 3919

Private 2955 3149 3054 3106 3203 3338 3532
Public 302 330 305 323 343 365 387

Investment 757 804 798 886 1000 1099 1190
Private 448 497 533 581 663 725 794
Public 309 307 265 304 337 374 395

Total Expenditures 4014 4282 4157 4315 4546 4802 5109
Imports 308 358 332 367 421 458 01
Domestic Expenditures 3706 3924 3825 3948 4126 4344 4608
Exports 794 761 813 857 900 945 986
Gross Domestic Product 4499 4685 4638 4805 5026 5289 5594
Terms of Trade Effect -217 -241 -311 -333 -344 -356 -366
Gross Domestic Income 4283 4444 4327 4472 4682 4934 5228
Foreign Factors Income -194 -158 -160 -147 -140 -138 -134
Gross National Product 4306 4523 4478 4658 4886 5151 5460

TABLE 2: MEXICO; Public Sector (High Oil Prices)
(M$bill, 1980 prices, GDY units)

1994 1985 196 1987 19e 1909 1990
Total Revenues 1044 1027 1087 1113 1170 1216 1275

Non-oil Taxes 375 378 402 420 459 483 520
Domestic Oil Taxes 200 208 216 224 234 247 261
Oil Export Tax 113 106 101 100 101 101 102
Non-tax Oil 225 202 195 190 189 187 183
Non-tax Non-oil 130 133 173 179 187 197 209

Current Expenditures 1119 1187 1141 1058 1016 968 988
Consumption (Gen. Gov.) 299 329 298 316 337 359 382
Interest Payments 509 475 555 454 37 293 270

Domestic 289 289 353 258 190 104 87
External 220 186 202 197 188 188 183

Current Transfers 311 383 287 287 301 317 336
Public Savings -75 -160 -53 55 154 248 287
Capital Expenditures 289 289 254 294 326 364 385

Direct Investment 221 221 199 239 269 303 321
Capital Transfers 68 68 55 55 57 60 64

Deficit 364 449 307 239 173 116 98
Increase Liquid Assetts 50 50 49 53 59 62 66

Domestic Financing 341 485 250 234 138 107 80
Inflationary Credit 154 155 120 86 54 30 22
Other Domestic Financing 187 330 130 148 83 76 57

External Financing 73 14 106 58 94 71 84



TABLE 3: MEXICO: Balance of Payments (liigh l Price)
($mill)

- lii 1985 1198 19S7 1988 1981 1990
Exports (Gds & Nfs) 30415 27279 27509 30123 33578 37399 41105

Non-oil 13814 12462 15161 17775 20613 23786 26879
Oil Related 16601 14817 12348 12348 12965 13613 14226

Imports (Gds & Nfs) 16230 18785 18198 21115 25399 29039 33202
Resource Balance 14185 8495 9310 9008 8179 8360 7903
Net Factor Services -10218 -8257 -8772 -8453 -8462 -8734 -8878
Current Account Balance 3967 237 538 555 -284 -374 -975
Net Capital -535 -3737 1962 1745 2284 1764 2565

Direct Foreign Investment 391 400 500 600 800 880 968
Formal Financial Capital 1591 -1437 3062 2345 2584 1984 2697
Other Capital -2517 -2700 -1600 -1200 -1100 -1100 -1100
Unrepatriated Earnings -1340 -1091 -1072 -1055 -1071 -1125 -1149
Other Flows -1177 -1609 -528 -145 -29 25 49

Change In Reserves (-=+) -3432 3500 -2500 -2300 -2000 -1390 -1590
Memo Item:
Reserves ($ million) 6400 2900 5400 7700 9700 11090 12680

TABLE 4: MEXICO: Savings and Investment (High Oil Price)
(M$bill, 1980 prices, GDY units)

1984 1995 1996 1997 1928 1999 1990
Requirements of Funds 759 807 813 909 1028 1130 1225

Private Investment 420 467 511 561 643 704 774
Public Capital Expenditures 289 289 254 294 326 364 385
Incr. Pub Sect Liq Ass. 50 50 49 53 59 62 66

Total Savings 709 807 813 909 1028 1130 1225
Private Savings 777 818 763 784 812 842 891

Non-financial 761 805 789 675 702 753 788
Financial 15 13 -26 111 110 89 103

Public Savings -75 -160 -53 55 154 248 287
External Savings -97 -6 -16 -16 8 10 25
Inflationary Credit 154 155 120 86 54 30 22

Memo Item: Inflation 67 63 50 31 18 9 6



MEXICO - PROPOSED MEDIIM-TE JUSTMENT AND GROWTH PROGRAM

High pt Ion

Main Goals: (1) To achieve sustainable real economic growth of 5$ annually on average during 1987-1990.

(2) To achieve a sound balance of payments position, including a gradual build-up in not international reserves
sufficient by 1990 to cover around 4 months of projected imports and a reduction in the external debt/export ratio
from 340S In 1985 to 220% in 1990.

(3) To reduce domestic inflation from 64$ in 1985 to single digits by 1990.

(Note: Priority measures are flagged by "1/")

Actions Taken By Proposed Timing
Area Pol icy Objectives Government Further Measures Recommended 1986 87 88 89 90

1. Fiscal Deficit StabiiIze Economy Presented budget calling for Strict compliance with 1986 f

reduction of deficit from 9.6% budget, taking into account
of GDP in 1985 to 4.9% in 1986. a probable deficit overrun
Cuts in expenditures, mainly because of oil price
transfers and subsidies, would collapse.1 /

achieve over two-thirds of
deficit reduction. (Now being Phased reduction of deficit * f C

revised to take into account to under 2% of GOP by
anticipated oil revenue 1990.1/
shortfall).

2. Exchange Rate Halt capital flight; Adoption of more flexible Elimination of remaining * * * *

Policy encourage exports policy of accelerated daily exchange rate distortions by
devaluations of controlled rate early 1986; maintainance of
from August 1985. flexible devaluation

schedule sufficient to
prevent reemergence of
parallel rate and achieve
Internat ional
reserve targets. /

3. Trade Reduction of effective Elimination in July 1985 of Elimination of remaining
protection, increases quantitative imports QRs, with limited exceptions
in domestic efficiency restrictions covering for arms, dangerous drugs,
and international approximately 40% of 1984 etc. /
competitiveness, imports.
stimulation of non-oil >4
exports, and outward-
oriented growth,
curbing of inflation,

and improvement in

creditworthiness.



Atlwken ByPropos* ng
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Rollback of increases in *
tariffs, official reference

prices, and import

prohibitions adopted since
July 25, 1985

Consolidation of tariffs at * C

10-40% level. 1 /

Elimination of quantita- * * *

tive export controls.

Presentation of amendments C

to pending foreign trade
bill, circunscribing use of

non-tariff export and import

restraints and antidumping
remedies.1 /

Harmonization of Industrial * * * *

promotion legislation with

import liberalization goals
(review use of QRs, price

guarantees, market reserves,

tax and credit subsidies,
etc.)_/

Harmonization of public *

sector procurement rules

with import liberalization

goals (ICP on major

projects). /

Elimination of remaining f ft

Import reference prices./



Page 3.

Act I en By Propos.

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

4. Financial/ Reverse financial Privatization and liquidation Return to free auction

Monetary disintermediation, halt of non-financial companies system for treasury bills;

capital flight, owned by nationalized banks In allow rates on competing

strengthen savings 1984; dismissal of several savings assets to adjust as

mobilization, enhance thousand bank employees in market conditions dictate.1 /

efficient credit 1985; substantial increases In

allocation to support interest rates covered by GIRA

industrial as part of announced plans to Continued full compliance * C * *

restructuring, reduce credit subsidies by with General interest Rate

accelerate Investment 0.7% of GDP in 1986. Agreement, including

in new export capacity, extension of its provisions

spur efficiency In beyond the end-1986

nationalized banks, expiration date._/

encourage more long-

term debt and equity Elimination of directed C * *

finance, credit requirements now

covering 75% of commercial

bank lendable resources,
granting limited exceptions

for small, low-income

borrowers./

Targeting of fiscal deficit,

mandatory reserve require-

ments, and directed credit
policies so as to raise

unallocated private sector

credit as share of total

commercial and development
bank credit from 18% in 1985
to more than half by 1988.1/

Restructure development C C

banks to reduce reliance on

subsidized finance, improve

loan evaluation procedures,

phase down retail credit

operations, and Increase
"first-tier" role as inter-

mediator of long-term credit

from external sources to
domestic commercial banks. 1 /



Act iosraen By ProposedI -mIg
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Design and implement * * * * f

policies to encourage growth
of nascent domestic market

for commercial acceptances
and other forms of parallel
financing to increase

competition with
nationalized banks.

Establish performance * f f *

criteria to monitor effi-
ciency of nationalized

banks; increase managerial
accountability for financial
profitability,/

Upgrade National Bank and

Securities Commission over-

sight of stock exchange,
Increasing financial and
economic disclosure

requirements for listed com-
panies; review corporate
taxation policies to reduce
bias against equity finance;

streamline procedures for
attracting portfolio

investment (e.g. through
Issues of ADRs, etc.)

Design and implement reform
5. Public Sector To cushion anticipated of direct and indirect taxes

(a) Revenue decline in oil-based to widen tax base, simplify
revenues, improve fair- tax structure, reduce tax
ness of tax system, and evasion, and enhance tax

conserve resources used neutrality.1

to deliver public

sector products and

services.
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Budget calls for one-third real As improving fiscal * * * *

Increase in revenues from conditions permit, reform
higher public tariffs (from 3% public sector pricing to
of GDP in 1985 to 4% in 1986), give greater weight to cost-
notably for electricity and based and border parity
petroleum-based products. pricing (as opposed to

fiscalist) criteria; intro-
duce cost-based accounting
into all public enterprises.

(b) Enterprise Increase productivity 1986 budget calls for restruc- Develop detailed action * *
Management and efficiency of turing of parastatals in steel, plans on restructuring and/

parastatal enterprises, sugar, fertilizers, and ship- or privatization for four
encourage larger building; follows up on sectors identified, and
private sector role in successful experience with implement them.
future Investment and railroads in early 1980s.
production.

Plans to privatize 237 Complete sale or liquidation
nationalized companies of 237 small companies
announced in February 1985. already announced for priva-
Twenty sold in 1985. tization.

Reinforce managerial I * *

accountability for economic
results; improve efficiency
criteria; grant parastatal
autonomy from budgetary

controls except for

transfers of Investment;

subsidies, and financing;
Increase transparency of

budgetary subsidies to cover

costs of meeting social and
other non-economic alms.1/

Build upon and extend * * I I

experience with privatiza-
tion and restructuring to

areas such as secondary

petrochemicals.



PRO g. 6.
Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Where privatization not * f f *

feasible on political
grounds (such as PEMEX),

encourage joint ventures,

sub-leasing, sub-contracting
and other innovative forms
of private sector participa-
tion.

Government eliminated 25,000 Reduction of parastatal * f * f f

full-time posts throughout employment through
public sector in 1985. attrition.

Adequate wage and salary f f ft

differentiation and produc-
tion incentives.

CONASUPO reform (See Section

7 on Agriculture).

(c) Investment improve the integra- Planning Secretariat introduce multi-year, inte- f * f f f

tion and efficiency of reorganized in 1985 to merge grated Investment budgeting
planning, programming, programming and budgeting and financial programming;
budgeting, financing functions; budget auditing develop uniform procedures

and monitoring; catch- units established at federal for preparation, evaluation,
ing up on backlog of level and In most states during and monitoring of all
critical Infrastructure 1983-85 achieving significant large-scale projects;

requirements; reduce improvements In accountability improve coordination of

investment in areas for investment spending; public federal, state, and local
best left to private investment appropriations for investment.1 /
sector or where better 1986 to decline by 10% In real
use of existing terms, including a nearly 25%
capacity could be

achieved.



Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

reduction In communications and Actions on low-priority
transport. Major steel investments: (a) power: cut
expansion project (SICARTSA 11) back on distribution invest-
cancelled. ments in non-priority areas,

delay start-up of now

generation projects, slow
construction of on-going
projects, and rely more on
tariff adjustments and
improvements In power system
efficiency to balance supply
and demand_!; (b) fertili-
zers: cancel construction of
sulphuric and phosphoric
acid plant; (c) secondary
petrochemicals, cancel all
planned projects; (d) steel:
debottlenecking investments
recommended for AHMSA,
FUMOSA and SICARTSA I, but
projects should be postponed

until feasibility studies
completed and reviewed]/;
(e) mining: postpone and
scale down coking coal and
Iron ore expansion programs;
(f) transport: scale down
new highway construction and
modernization, while
Increasing reconstruction
and maintenance outlays;
reduce Investment in new
rail Infrastructure; and
postpone major port

investments, except where



Q bgo 8.
Actin-lKen by Proposed mIng

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

firm needs of specific

industrial clients have been

identified; (g) telecom-
munications: reduce

expansion of local phone
systems from 375,000 to
200,000 annually, defer

purchase of direct

broadcasting satellite and
second earth station, and
scale down future plans for

600 earth stations; (h)

agriculture: shift toward

higher proportions of

current expenditure, princi-
pally for research, exten-
sion, and seed multiplica-
tion; (1) public health:
give greater emphasis to

improvements in existing
capacity which do not

overtax operating resources,
and strengthen linkage of

federal investment to state
plans and specific health

care models; (j) education:
give highest priority to
meeting enrollment demands

and Improving school quality

at primary school levels;
support with redirection of

current spending from upper
secondary and higher

education to primary and

lower secondary, especially

in least developed

regions;J/



Actions aken By Proposed T ming
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

(k) urban transport:

deemphasize investment in

Mexico City and for subways
and scale back planned
doubling of future

investments; curb demand
with realistic tariffs;

(1) water supply: cut back
investment by half or more
via greater emphasis on
realistic pricing,

rehabilitation,improved
maintenance, the redesign or
elimination of uneconomic

projects, and the scaling
back of investment in the
federal district; (m)

housing: redirect efforts to

benefit neediest.

6. Foreign Direct To attract higher flows Approval for investments in Approve 3-4 high visibility

Investment of foreign direct in-bond Industries has been applications for foreign * * * * *

investment to support made virtually automatic in investment on fast-track
restructuring and most sectors. basis.

enhanced export

efforts.

Negotiations with U.S. on a Streamline and, where * * * *

bi lateral investment treaty necessary, reform labor,
underway. procurement, property,

foreign investment, and
related laws and regulations

affecting the climate for
foreign investment._/

Adopt internationally * *

acceptable rules for patents
and copyrights.
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Actions Taken By Proposed Timing
Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Adopt procedures for C C

international arbitration of
selected investment
disputes.

7. Agriculture To raise agricultural Since 1985, private sector Redefine role of CONASUPO to C C * *

productivity and allowed to import foodstuffs reduce further scope of its
exports, assure under ceilings determined by control over agricultural
supplies of basic CONASUPO. prices, subsidies and
staples to low-income imports. Focus enterprise
groups at an acceptable efforts on developing
fiscal cost, and welfare norms for consumer
support Government food subsidies, experimenting
security alms. with different delivery

modes. /

Privatize most storage, C * * * C

distribution, and

merchandizing of agricultu-
ral products.1 /

Improve targetting of C * * C *

consumer subsidies on small
number of nutritionally
vital products (corn, beans,

wheat, and milk) and on
lower-income groups. Remove

remaining agricultural

commodities from price
controls.-/

Eliminate QRs and C C C

consolidate tariffs on
agricultural imports. ISee

Trade Liberalization.il/

Phase down input price sub- C C * C

sidies.



V w gii
Actions Taken By Proposed Timing

Area Policy Objectives Government Further Measures Recommended 1986 87 88 89 90

Revise agricultural credit C * C

policies to conform to GIRA
and development bank goals.

(See Financial/Monetary)1 /

Reduce overall staffing in

Agricultural Ministry;
increase number and salary

of extension agents; raise

spending on research,
extension, and seed multi-
plication.



ANNEX III

MEXICO: Disbursements -- Base Scenario
($ million)

IM IM IM1 U IM IM Total
World Banl 840 727 710 717 723 715 4431
IDB 297 175 112 156 186 218 1143
IMF - 300 300 0 0 0 0 600
Bilaterals 592 1466 1146 1102 1182 1216 6705
Other 249 407 585 729 816 822 3608
Commercial Banks 2179 4223 7144 7357 10738 13268 44911
Total 4457 7298 9697 10061 13645 16238 61396

MEXICO: Amortizations -- Base Scenario
($ million)

1983 1986 1987 1988 1989 1990 Totol
World Bank 380 3,6 440 446 518 609 2779
IDB 114 125 136 171 187 199 932
IMF 0 125 280 479 839 851 2574
Bilaterals 1339 1201 1023 1019 1126 1162 6871
Other 2328 1047 1045 1161 771 1091 7442
Commercial Banks 1733 2094 4356 4790 8227 10351 31551
Total 5894 4978 7280 8066 11667 14263 52149

MEXICO: Net Flows -- Base Scenario
($ million)

1985 1986 1987 198 1989 1990 TotQl
World Bank 460 341 270 271 205 106 1652
IDB 300 175 -280 -479 -839 -851 -1974
IF 183 50 -25 -15 -1 19 211

Bilaterals -747 265 123 83 56 54 -166
Other -2079 -640 -459 -431 45 -269 -3834
Commercial Banks 446 2129 2788 2567 2511 2917 13359
Total -1437 2320 2417 1995 1977 1976 9247

MEXICO: Debt Outstanding & Disbursed -- Base Scenario
$ illion)

1985 1986 1987 1988 1989 1990
-7orld Bank 3571 3912 4182 4452 4657 4763

P 1711 1760 1736 1721 1720 1739
IMF I 2733 2908 2628 2149 1310 459
Bilaterals 3975 4240 4363 4446 4502 4556
Other 5258 4618 4153 3727 3772 3503
Commercial Banks 75725 77855 80643 83210 85721 88638
Total 92973 95232 3772 1 9704 101682 103657



ANNEX IV

MEXICO: Commitments -High Oil Prices Scenario
($ million)

1995 19_6 19_7 1988 1989 1990 Total
World Bank 900 900 1000 1100 12JO 1200 600
IDB 250 250 250 250 250 250 1500
IMF 300 700 200 0 0 0 1200
Bilaterals 1120 1198 1282 1372 1468 1571 8012
Other 1049 1635 2092 2383 1890 2266 11316
Commercial Banks 2179 3803 5551 6248 9314 11838 38935
Totsl 5798 8487 10376 11353 14122 17126 67262

MEXICO: Disbursements -- High Oil Prices Scenario
$ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 340 939 1070 1031 I123 1133 6136
IZB 297 463 252 256 261 265 i793
IMF 300 700 200 0 0 C 1200
Bilaterals 592 13C8 1133 1187 1342 1436 6998
Other 24? 827 1422 1956 1629 2043 8125
Commercial Banks 2179 3803 5551 6248 9314 11838 3 335
Tota" 4457 8040 9628 10678 13668 16715 63186

MEXICO: Amortizations -- High Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 380 386 440 446 518 634 2804
1DB 114 125 136 171 187 199 93T
IMF 0 125 280 479 919 971 2774
Bilaterals 1339 1201 995 965 1048 24 6673
Other 2328 1047 1075 1243 926 1410 8028
Conmmercial BaMnk 1733 2094 4356 4791 3087 9680 30740
TI 5?q4 4978 7282 80Q4 11685 14018 51951

MEXICO: Net Flows -- High Oil Prices Scenario
$ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 460 553 630 585 605 499 3332
.MS h 300 575 -80 -47; -91 -971 -1574
IMr i b 183 338 116 85 74 66 861
Bilaterals -747 107 138 222 2I4 3l 325
Other -2079 -220 347 713 703 633 97
Commercial Banks 446 1709 1195 1453 1227 2159 8194
Total -1437 3062 2346 2584 1984 2697 11235



MEXICO: Debt Outstanding & Disbursed -- High Oil Prices Scenario
($ million)

1995 1996 1907 1986 1999 1990
World Bank 3571 4124 4754 5:79 5944 6443
IDB 1711 2048 2164 2249 2323 2389
IMF 2733 3308 3228 2749 1830 859
Bilaterals 3975 4082 4220 4442 4736 5047
Other 5258 5038 5385 6098 6801 7434
-Commercial Banks 75725 77434 78630 80088 91315 83473
Total 97 3 96035 98v 0 100964 102948 105645



ANNEX V

Supporting Tables
Table 1: MEXICO: National Accounts (Low Oil Price)

ilM$bill, 1960)

1984 1985 1986 1987 1988 1989 1990
Consumption 3256 3473 3286 3342 3455 3604 3794

Private 2955 3149 3007 3048 3142 327 3441
Public 302 330 280 294 313 333 354

Investment 757 804 760 847 947 1040 1131
Private 443 497 509 564 61 686 757
Public 309 307 251 283 328 354 374

Total Expenditures 4014 4282 4046 4189 440. 4644 4325
Imports 30* 358 3 55 401 434 470
Domestic Expenditures 3706 3924 3723 3234 4000 4209 4455
Exports 794 76 821 862 903 948 9
Gross Domestic Product 4419 465 4545 4696 4903 5157 5446
Terms of Trade Effest -27 -241 -370 -338 -400 -410 -42
Gross Domestic income 4233 4444 4175 4303 4503 4747 z025
Foreign Factors Income -494 -158 -147 -137 -131 -130 -128
Gross National Product 4306 4528 4397 4502 4777 5027 5319

TABLE 2: MEXICO; Public Sector (Low Oil Prices)
(M$bill, 1980 prices, GDY units)

1984 1983 1986 1987 1988 1989 1990
Total Revenues 1044 1027 1003 1028 1079 1126 1201

Non-oil Taxes 375 378 405 421 446 475 528
Domestic Oil Taxes 200 208 209 215 225 237 251
Oil Export Tax 113 106 77 77 79 79 79
Non-tax Oil 225 202 136 134 135 131 127
Non-tax Non-oil 130 133 175 181 194 204 216

Current Expenditures 1119 1187 1096 975 932 908 23
Consumption (Gen. Gov.) 299 329 275 289 308 328 349
:nterest Payments 509 475 571 430 338 273 255

Domestic 289 289 386 245 158 99 80
External 220 186 1858 5 5 180 179 175

Current Transfers 311 383 249 256 286 301 319
Public Savings -75 -160 -93 53 147 219 278
Capital Expenditures 289 289 240 274 318 344 364

Direct Investment 221 221 192 224 266 290 307
Capital Transfers 68 68 48 49 52 54 58

Deficit 364 449 333 220 17 1 125 86
Increase Liquid Assetts 50 50 47 51 57 60 63

Domestic Financing 341 485 229 186 118 33 S
Inflationary Credit 154 155 125 66 37 26 19
Other Domestic Financing 187 330 104 121 82 57 32

External Financing 73 14 151 85 109 102 99



ANNEX V
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TABLE 3: MEXICO: Balance of Payments (Low Oil Price)
($mill)

1984 1985 1986 1987 1988 1989 1990
Exports (Gds & Nfs) 30415 27279 24747 27261 30706 34120 37781

Non-oil 13814 12462 15486 18000 20982 23910 27112
Oil Related 16601 14817 9261 9261 9724 10210 10669

Imports (Gds & Nfs') 16230 18785 17688 20391 24245 27548 31154
Resource Balance 14185 8495 7058 6870 6462 6572 6627
Net Factor Services -10218 -8257 -8068 -7853 -7939 -8255 -8449
Current Account. Balance 3967 237 -1010 -982 -1477 -1683 -1822
Net Capital -535 -37 7 3260 2532 2677 276E 7005

Direct Foreign Investment 391 400 500 600 800 830 968
Formal Fincincial Capital 1591 -1437 4510 31J2 2977 2986 3137
Other Capital -2517 -2700 -1750 -1200 -1100 -1100 -1100
Unrepatriated Earnings -1340 -1091 -964 -941 -352 -999 -1018
Other Flow,\rs -1177 -1609 -786 -259 -148 -101 -32

Change In Reserves (-+) -3432 3500 -2250 -1600 -1200 -1083 -113
Memo Item:
Reserves ($ million) 6400 2900 5150 6750 7950 9033 102 6

TABLE 4: MEXICO: Savings and Investment (Low Oil Price)
(M$bill, 1980 prices, GDY units)

1984 1985 1986 1987 1988 1989 1990
Requirements of Funds 759 807 775 869 974 1070 1165

Private Investment 420 467 488 544 599 666 738
Public Capital Expenditures289 289 240 274 318 344 364
Inor. Pub Sect Liq Ass. 50 50 47 51 57 60 63

Total Savings 709 807 775 369 974 1070 1165
Private Savings 777 818 713 721 747 779 820

Non-financial 761 805 786 605 640 694 723
Financial 15 13 -73 116 107 85 97

Public Savings -75 -160 -93 53 147 219 278
External Savings -97 -6 30 29 43 46 48
Inflationarv Credit 154 155 125 66 37 26 19

Memo Item: Inflation 67 63 58 25 12 8 5
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MEXICO: Commitments -- Low Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 9 900 1000 1100 1200 1200 6300
IDB 250 250 250 250 250 250 1500
IoF 300 700 200 0 0 0 1200
Bilaterals 1120 1198 1282 1372 1468 1571 8012
Other 1049 1635 2092 233 1890 2266 :1316
Commercial Banks 2179 5251 6388 6015 9092 10700 39625
Total 5798 9934 '1213 11120 13900 15987 67952

MEXICO: Disbursements -- Low Oil Prices Scenario
$ million)

1985 1986 1987 1988 1989 1990 Total
'Aocrld Bcnk 340 939 1070 1031 1123 1133 626
IDE 297 463 252 256 261 265 l793

300 700 200 0 0 0 1200
Bilateral; 592 23D8 1133 1187 1342 1436 6998
Other 249 327 1422 1956 1629 2043 125
Commercial Banks 2179 5251 6388 6015 9092 10700 39625
Total 4457 j483 10464 10445 13446 15576 63876

MEXICO: Amortizations -- Low Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 380 386 440 446 513 634 2804
IDE 114 125 136 171 187 199 932
IMF 0 125 280 479 919 971 2774
Bilaterals 1339 1201 995 965 1048 1124 6673
Other 2328 1047 1075 1243 926 1410 8028
Commercial Banks 1733 2094 4356 4164 6863 8101 27311
Total 5894 4978 7282 7468 10460 12439 48521

MEXICO: Net Flows -- Low Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990 Total
World Bank 460 553 630 585 605 499 3332
IMF 300 575 -80 -479 -919 -971 -1574
IDB 183 333 116 85 74 66 861

Bilaterals -747 107 138 22 294 311 325
Other -2079 -220 347 713 703 633 97
Commercial Banks 446 3157 2032 1851 2229 2599 12314
Total -1437 4510 3182 2977 2986 3137 15355
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MEXICO: Debt Outstanding & Disbursed -Low Oil Prices Scenario
($ million)

1985 1986 1987 1988 1989 1990

World Bank 3571 4124 4754 5-39 5944 6443

IDB 1711 2048 2164 2249 2323 2389

IMF 2733 3308 3228 2749 1830 859

Bilateral- 3975 4082 4220 4442 4736 5047

Other 5258 5038 5335 6098 6801 7434

Cmmercna1 Bqnks 75725 78882 80915 82766 84995 87593

Total 92973 7483 100665 103642 106622 1097 5



ANNEX VI

Implications of Mexico's Oil Export Prices Averaging US$15/b in 1986/87

In December, when drafting of the work-out paper for Mexico was

begun, our assumption that Mexico's oil export prices would average

US$20/barrel in 1986/87, and climb to US$25/barrel by 1990, seemed if

anything pessimistic. Since then, oil prices have collapsed to around

US$15/barrel. Thus, attention in the Bank and elsewhere has shifted toward

looking at the implications for Mexico's economic prospects of oil prices

at that level or lower. The purpose of this note is to examine briefly

some of the implications of a scenario in which Mexico's oil exports would

be sold at an average price of US$15/barrel in 1986/87, rising slowly to

US$18.60 by 1990. Nevertheless, it should not be taken for granted that

oil prices will necessarily remain at these depressed levels. Some

forecasters, including EPD, are predicting higher average prices for 1986

(US$18/barrel or above), citing factors such as the potential impact of (i)

shutting down high-cost production (such as the "stripper" wells in the

U.S.), and (ii) reassessments by key oil-exporting countries, which could

lead to concerted adjustments in market share and overall production

levels. If they are correct, a moderate recovery in oil prices, perhaps in

the very near future, should not be ruled out.

For every US$1/barrel decline in the average price of Mexico's

oil exports, the country loses approximately US$600 million in export

revenues. Thus, the low-price oil scenario projects that Mexico's oil

exports would decline to US$9.3 billion in 1986, compared with US$12.3
billion under the high-price scenario, for a net difference of US$3.0

billion. Relative to the 1985 oil export level of US$14.8 billion, the

loss in oil export revenues would be US$2.5 billion under the high-price

assumption, but US$5.5 billion under the low-price assumption. In terms of

1985 GNP, the first-order losses represent 1.5% and 3.3%, respectively. In

terms of 1985 fiscal revenues, these losses would be on the order of

6.5% and 14.2%, respectively.

In many respects, the adverse impact of the deeper drop in oil

revenues on the fiscal outlook is even more serious than the implications

for the balance of payments. The 1986 budget approved by the Mexican

Congress had already called for a 7% reduction in real public sector

expenditures which, together with a 1.4% increase in real revenues, would

have led, by the Government's calculations, to a halving of the fiscal

deficit to around 4.9% of GDP. Since real salaries in the public sector

have already declined by about 35% since 1982, the sizeable planned

reductions in expenditures were to be achieved mainly in other areas, such

as cuts in real subsidies and transfers by roughly one-quarter, and by a

nearly 10% reduction in real public investment.

Now, however, further deep cuts in expenditure and some revenue

increases will be necessary. In the projections shown in Annex V, it is

assumed that this fiscal response, together with more rapid structural
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adjustment, and slightly increased external borrowing, forms the heart of a

high growth strategic response to collapsing oil prices. Real public

sector expenditures, excluding payments of interest on external and

domestic public debt, would decline by 24% in 1986. These reductions would

fall most heavily on real subsidies and transfers (-35%), but real public

investment (-17%) and consumption outlay (-16%) would also fall massively.

On the other hand, real revenues would decline by only 2%, despite a nearly

30% real decline in oil-based revenues. The main reason for the resultant

deficit equivalent to 8% of GDP is the assumed higher interest rates on

domestic debt, which will reflect the effects of crowding out, higher

inflation, a higher real exchange rate devaluation, and the impact of

adverse expectations on the public's willingness to hold government debt.

The gradual restoration of confidence, as the Government made

manifest its determination to coordinate tight fiscal and monetary policies

with accelerated exchange rate devaluation and trade liberalization, would

make possible rapid declines in inflation, real interest rates, and the

public sector deficit after 1986. In the budget, further major spending

cuts would probably not be necessary, because declining interest payments

would produce most of the improvement in the deficit. However, efforts to

redeploy public resources more effectively and efficiently would need to be

ongoing, since major spending increases would not be feasible.

As Table VI-1 reveals, the adjustment process, although greater

under low oil prices than in the high growth, high oil price scenario,

would have unavoidable costs. The foregone oil income would lower

potential GDP growth by perhaps one-half percent annually, and this lower

growth, combined with Mexico's declining terms of trade and still

substantial population growth, would erode average real per capita

consumption levels. However, by 1990, inflation would have been reduced to

very low levels, growth would have recovered to over 5% per annum, and per

capita consumption would once again be on the upswing. And this would be

accomplished with minimal reliance on additional net foreign borrowing,
perhaps about US$3.4 billion annually. This would be only about USSO.9

billion per year more on average than in the high growth, high price

scenario, thus assuring that the stock of real external debt would continue

to decline, and basic creditworthiness indicators would improve, albeit

more slowly. In Table VI-1, other comparisons between the high and low oil

price scenarios are provided.
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Table VI-1: COMPARISONS OF HIGH-GROWTH POLICY OUTCOMES UNDER HIGH (US$20/b)

AND LOW (US$15/b) OIL PRICES ASSUMPTIONS, 1986-1990

(Real Annual Averages or Percentage Shares)

Variable Oil Price Assumption

US$20/barrel US$15/barrel

GDP Growth Rate 3.6 3.1

GDP Per Capita Growth 1.4 0.9

Per Capita Consumption 0.1 -0.5

Inflation (year-end) 21.7 20.1

Public Savings/GNP 2.8 2.5

Private Savings/GNP 17.3 16.6

ICOR 5.6 6.5

Public Investment Growth 5.2 4.0

Private Investment Growth 9.8 8.8

Oil Export Growth 0.0 0.0

Non-Oil Export Growth 11.3 11.5

Import Growth 6.9 5.6

Current Account Balance -0.1 -1.4

(US$ billions)

Capital Flight (US$ billions; 0.1 -0.3

negative is net inflow)

International Reserves 12.7 10.2

(US$ billions in 1990)
Net External Financing Requirements 2.5 3.4

(US$ billions annually)
External Debt 105.6 109.8

(US$ billions in 1990)
External Debt/Exports (in 1990) 256.9 290.5

Debt Service/Exports (in 1990) 59.1 57.9

Fiscal Deficit/GDP 4.1 4.2

Real Exchange Rate Devaluation 4.9 5.5

Direct Foreign Investment 0.8 0.8

(US$ billions)

1/ In nominal U.S. dollars for 1986-87.
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MEXICO

ORIGINS OF THE ECONOMIC CRISIS

1. Following an import-substitution growth strategy, Mexico experienced

some three decades of high and stable growth after 1940. By the late

1960s, however, Mexico had largely exhausted the early and efficient

possibilities for import substitution. The Government attempted then to

foster growth through expansion of public sector expenditures and

rising subsidies and protection of high cost domestic production. By

1976, Mexico experienced a serious financial and economic crisis,

leading to a large stabilization effort in 1917.

2. The discovery and exploitation of large oil resources allowed the

Lopez Portillo Administration (December 19/6-December 1932) to overcome

the crisis and to ignore the urgency of policy reforms to enhance

efficiency and international competitiveness. The Government tried to

tackle other problems, such as poverty, underemployment, regional

imbalances and the relatively slow growth of agriculture. The high

growth rates of 19/8-80 surpassed historical levels, but the economy

became increasingly overheated. by mid-1981., as a result of those

policies and of the new external environment, the economic situation

began to mirror the scene prevai1ing before the 1976 financial crisis.

A stabilization program initiated by the Government in mid-1981 was not

1



suf fi ci ent to redress the growi ng f scal imbalance, the high cost of

foreign loans, and the increasing private capital flight fueled by the

public s anxi-ety over Mexico s financial troubles.

S. The crisis came to a head in 1982. In February, the Bank of Mexico

stop supporting the peso, which then experienced a 40% devaluation in

US dollar terms. However, the balance of payments continued under

strain because of domestic policies and of a new drop in the price of

oil. The international banking community became reluctant to commit new

funds to Mexico, which led to a second devaluation of 35% in August,

while the acute shortage of foreign exchange forced the Government to

suspend the amortization payments of most external public debt. Capital

flight continued as private sector confidence was shaken by the

nationalization of banks in September 1982, and the mandatory

conversion of US dollar deposits into pesos. Also put into effect were

a generalized system of exchange controls and QRs on ALL imports.

STAB I LI WT I OUN

4. 1he administration of President de la Madrid, that began its term in

December 1982, lost no time in taking steps to recover domestic and

external conf i dence, and stabilize the public sector and external

finances. he stabiIization program, supported by an EFF agreement

approved by the .IF in December 1982, facilitated the restructuring of

part of the public external debt and the concession of new loans for

1983. !he program introduced a new two-tier exchange rate system, with

a controlled market for imports most proceeds from merchandise exports

and debt rel ated transactions, and a free market for all other



transactions. The controlled rate was initially devalued 35%, from 70

to 95 pesos per US dollar. Under the IMF agreement, the Administration

committed -itself to a drastic reduction of the public sector deficit,

from 18.0% of GDP in 1982 to 3.5% in 1935. Also the Government took

additional steps to regain the confidence of both domestic and foreign

private investors. These included efforts to deal with the problems of

private external debt, procedures to compensate owners of nationalized

banks and to transfer them back to private ownership, and a more

flexibile application of the foreign investment law.

5. In 1903, public finances were strengthened considerably, the deficit

was reduced to 8.5% of GDP, while the balance of payments experienced a

major turnaround, with the current account moving from a deficit of

almost U8 5 billion in 1982 to a surplus of US$ 5.5 billion. Consumer

price inflation declined steadily from 120% in the twelve months ending

in March 19831 to around 80% by the end of the year. The compression of

real incomes led to a deep recession and economic activity contracted

by 5.0% in real terms. The recession, the irge devaluation of the

peso. and a tightening of quantitative import controls contributed to a

very sharp contraction of merchandise imports, to 60% of their 1982

level. The strength of the current account., a virtual cessation of

capital flight, and the availability of external finance permitted

Mexico to replenish its international reserves.

6. The ad justment process continued into 1984, but at a reduced pace as

the year progressed. The fiscal deficit fadjusted for postponed

interest payments) exceeded 8% of GDP, which was above the b.2% target



set for the second year of the EFF program. Me main factors in this

deficit overrun were higher-than-programmed expenditures for interest

payments, a - substantial real growth in transfers and subsidies, and

iower-than-expected revenues from oil exports and some non-petroleum

taxes. Inflation continued its decline by 20 percentage points to 59%,

but this was well above the targeted level of 40%. Several factors

contributed to inflation overshooting its target. In early 1984,

monetary control was complicated by a rapid accumulation of foreign

reserves, which was unmatched by a commensurate increase in the demand

for money. [his monetary expansion and the raised levels of effective

protection for domestic producers made possible substantial increases

in prices. By late 1984, monetary policy came under new sources of

expansionary pressure. ~his was in response to the mounting financial

needs of a public sector whose deficit was trending sharply upward, and

to accommodate the rapidly-growing demand for credit from a private

sector in frank recovery. In sum, the adjustment process started to

slow down and reverse as a result of two major forces: first the

monetary disequilibrium created by the accumulation oF reserves, and

latr the poLitical pressures on the public financEE.

7.. Depite these difficulties, I-84 was a generalIy upbeat year. with

positive economic growth 03.bx) after two years Of recession, and a

mild recovery of wage employment. The balance of payments remained

strong, with a current account surplus of US$ 4.0 bil lion, and a

further US$ 1..4 billion was added to foreign exchange reserves. The

i mprovement in the Mexi can economy up to mi d-1984 was wi dely not ed,

particularly by the international bankino community, and the

tovernment a !Y84 borrowirng of UM5 :..B billion from commercial banks



carried much more favorable terms than the norrowing in 1980. Also

negotiations on the rescheduling of US$ 50 billion in foreign

commercial debt were initiated.

CURRENT SITUION

8. hexico a economic performance has deteriorated since late 1984. Real

growth exceeded 6% during the first half of 1985, but there were signs

of domestic overheating of the economy, a continued high inflation,

declining non-oil and oil export earnings, renewed capital flight,

fallinq international reserves, rising real interest rates, and

crowding out of the private sector in the non-controlled domestic:

credit market. In fact, the macroeconomic situation in the second half

of 198"> has turned out to be worse than anticipated last June. Since

June, the growing i scal and external imbalances have been exacerbated

by the recent quak-::es, as wel 1 as by the uncertain internationa oil,

interest rate, and export market outlook. By August, it had become

evident that Mex i co woul d be unabl e to meet the targets estab l i shed 1

the third ear of its EFF program.

9. in response to the emerging crisis, the overnment has adopted a

seri es of corrct i ve f i scal , exchange rate, fi nanc i al , and trade

measures. However, these measures have not been sufficient to correct

the imbalances. Despite various announcements in early 192b, the fiscal

si tuation is worse today than I ast danuary: expendi ture reducticns were

not implemented as originall v announced pend in SOM other

categories was rising rapidly, and revenues declined due to a number of



reasons. Ihe controlled peso was devalued by i. last Duly and shifted

from a fixed to a variable crawling peg, but the exchange rate has

continued bei-ng whipsawed by conflicting forces and the gap between the

controlled and the parallel exchange rate is today as large as last

June (around 40%). On July 24, the Government announced the abrupt

reduction of prior import licensing restrictions on items representing

around 40% of 1984 imports, so the level of imports sub iect to

quantitative restrictions fell to the lowest level in a quarter

century.. ut the short-run effects on resource allocation and export

incentives are not significant because effective protection has lowered

little, i f at all, by the measures taken so far. Finally, Central Bank

officials have been cautiously seeking to raise bank CD rates since

last June. but they have been constrained by the impact of higher rates

on public sector interest payments.

10. Notwithstanding those initial steps, there is a clear need to adopt

strong, concerted adjustment measures during the remainder of 1985 and

in WY86 to head off a maior new econonic crisis. However , corrective

measures woul d be politi call y di f icult to take. Pol icy--maKer' have

eeni wiqn th evy shr-term' polii cal. Ecs of- adotin a new

ad justment program against signi ' -_nt but loner-term, economic

benefits. Their olitical position mas been weakened, because the

public came to expect from earlier o ficial pronouncements that the

per i od of r cessi on was over , and the ad justment ef for t had been a

success. After three years of EFF programs, Nexico is understandably

weary of stabiliation. -Yet, given the current failed program and tWe

need to call on e ternal credi tors f or add i t ional help next year and

b yond, the overnment now appears to accept the inevitability on a new



IMF program.

uN-uING SItRCTURAL ISSUES

11. Mexico faces the prospect of prolonged stagnation because the

foreign exchange necessary for a new burst of development is no longer

available. il exports and new foreign credits are barely covering

essential imports as well as interest payments on the country's huge

foreign debt. According to the latest restructuring, the debt itself

wi11 not be paid until the 1990s, but foreign exchange wi11 be scarce

throughout the 1980s as long as the vast capital that left the country

in the last five vears is unwilling to return or the rest of the world

does not feel the need to subsidize Mexico's stability.

12. The failure to recover traditional high nrowth rates. which in

Mexico meant annual rates of at 1east 4 percent, p1aces the country at

a pol i t ical crossroads. I n the 19 70s , M1e : co coul d overcome tie

prospect of stagnation bv borrowing heavily abroad and later by the oil

windfall, anid -so the eaconomyv coninued susaining politlical stabol ity.

This strateqy mpited a change in the control of the upper reaches of

government, from experienced pol i ticians to technocrats, as well as a

more open political syst.em to accommodate the middle classes. ut now

the economi c pil ar of pol i t ical stabi i ty can no 1onger be taken for

granted: the Government could begin a gradual transformati on of the

'con=omy and accept tha risks of slow growth, but first political

stability would have to be secured by some change in the political

system. In other words, the key Structural iSSUe iS hoW the polit.Cai



system wilL adiust to the new environment.

13. The i nward-looking strategy of 1940-70 and the economic policies of

the 1970s created or aggravated a number of distortions. Some of these

distortions are related to the public sector, in particular to the

management of the productive resources controlled by the State and to

the financing of expenditures. The expansion of the public sector in

the last 1'0 years -- mainly as a result of creating a large number of

enterprises and of expanding the production of oil-- has been

accompanied with a decline in the productivity of the resources managed

by the public sector. In addition, that expansion has not been

paralleled with a sustained increase in current revenues. Furthermore,

after the nationalization of banks in September 1982, the State

increased its control of capital resources and its allocation has

become more politicized. In fact, the politicization of the private

sector has been a major source of distortions for a long time. Private

enterprise has depended on the government for subsidies, incentives and

a vast array of permits. Also private enterprise has depended on the

government for appoesing organized labor.

14. mexico s majority lives in degrees of povert y ranging from mere

survival to outriqch misery. nt the very time that Mexico initiated a

per i od of rapi i economi c growth i n the 1940s, i ts popul ati on began to

rise rapidlv, from 20 million in 1940 to 77 million in 1984. The State

has responded institutionally to the social dimensions of development,

but it has been impossible for expenditures on health, education and

other social services to keep up with demand. Governments have been

obliged to address the acute social problems through welfare programs

E),



and assorted subsidies, but they have continued regarding industrial

growth as the only way of l i f t i ng the ma jor i ty of Megi cans out of

pover ty. Successi ve governments have been ski i l l ful in handl ing

political pressures and preventing the demand for more radical social

action from escalating into unrest. The prospect of economic recovery

depends upon government s ability to continue handling these pressures.
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OFFICE MEMORANDUM

DATE: November 26, 1985

TO: Messrs. Armeane Choksi, CPDTA

Edgardo Barandiaran, CPDTA

FROM: John H. Johns( conomist, LC1MX

EXT.: 7 3468

SUBJECT: MEXICO - Baker Initiative Paper

Attached is a proposed working outline of the Baker Initiative

country study for Mexico. We are trying to keep this within the 10-page

limits, but, given Mexico's lengthy policy needs, this will not be easy.

Pieter has suggested that Edgardo might want to tackle sections A-C. I am

currently working from D forward. Let's discuss this after you have had a

chance to review.

Attachment

cc: Messrs. Bottelier, LC1MX
Landau, LCIDR (o/r)

Berger, LC1MX (o/r)

JHJohnson/mtr

P-1867



Policy Reform and Financing Requirements for
a Resumption of Sustainable Growth in Mexico

1. Urgent need to complete macro-adjustment process and deepen structural
reforms.

A. Accomplishments of first 21 months of the de La Madrid
Administration.

1. Turnaround in balance of payments, inflation, fiscal deficit,
etc.

2. Orderly rescheduling of external debt.

B. Getting off-track (September 1984 to present).
1. Reversal of fiscal trend.
2. Renewal of capital flight, dangerously low reserves.
3. Continued high inflation.
4. Fluctuating and high exchange rate gap.
5. Financial disintermediation.

6. Crowding out of private sector and aborting of growth recovery.

C. On-going structural issues.
1. Inward-looking, protected economy.
2. Oversized public sector.
3. Inefficient manufacturing, agricultural and financial sectors.
4. Heavy burden of service of debt, both external and internal.
5. Highly skewed income distribution.
6. Excessive dependence on oil.

D. Why things must change dramatically.

1. No magic solutions (such as large internal market in 40s, 50s,
and 60s, and oil in 70s) seem likely.

2. Decisive shift to outward growth, combined with sharp reduction
in domestic absorption and clear definition of public/private
spheres of action, could unleash production potential.

3. Presentation of three policy scenarios:

a. Marginalist will likely lead to prolonged stagnation and
external liquidity crisis, since (i) resources to finance
over-extended public sector will no longer be made
available, either domestically or abroad, and (ii) loss of
confidence will trigger halt to investment and growth.

b. Comparison of gradualist vs. high-growth scenarios.

1. Greater the magnitude of reform and adjustment, greater
and more rapid the payoff in higher growth, lower
inflation, reduced debt burden, etc.

2. Depends on appropriate international response, too.
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aa. Lower international interest rates, sustained
industrial country growth, a reversal of
protectionist tendencies, and an appropriate
response to Mexico's transitional external
financing requirements are critical.

bb. Tentative signs of international improvement.
Mexico should have its own policy response in place
by early 1986 to take maximum advantage of better
outlook.

II. Can Mexico service its debt and at the same time resume sustainable,
politically-acceptable rates of growth ?

A. Yes, providing:

1. Stock of real debt continues to decline in real terms over at
least the next several years.

a. Composition of new financing should also shift

1. Away from commercial banks and floating interest debt.
2. Toward long-term, fixed interest debt.
3. Toward equity finance

aa. Requires restoration of foreign and domestic
confidence.

bb. Clear protections for investors.

2. Growth can be drawn more directly from:

a. Greater investment efficiency (lower ICORs).

1. Switch in public sector investment emphasis from
capacity expansion and new facilities to improved
maintenance of existing investment.

2. Greater reliance on market signals to guide new
investment decisions.

aa. Realistic pricing, exchange rate.
bb. Less protection, price controls, and more

deregulation.
cc. Private sector lead on production investment.

b. Export promotion, efficient import substitution.

1. Reduction in domestic absorption.

aa. Tighter fiscal, monetary.
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2. Sustained expenditure switching policies.

aa. Faster, more concerted trade liberalization.

bb. Sustained high real exchange rate.

III. What are ingredients of high-growth policy mix for 1986 ?

A. Proposed 1986 budget, with sizeable reduction of planned deficit,
is heartening beginning.

1. Structure of fiscal response also critical to growth,

efficiency and equity considerations.

a. Emphasis in near-term should fall on reduction of spending,

especially transfers and subsidies.

b. Moderate investment cuts, combined with reallocation of

outlays to account for urgent infrastructure and disaster

reconstruction requirements, would support fiscal and most

critical growth and equity needs.

c. Tariffs and prices require rapid, large-scale adjustment to

recover lost ground in 1985 and, in cases such as

electricity, closer approximation to international

opportunity costs.

d. Prop up flagging non-oil tax effort by closing loopholes,
narrowing exemptions, and introducing surcharge on

higher-income taxpayers.

B. Exchange rate adjustment vital to credibility of stabilization

program and success of trade liberalization.

1. Fundamental issue: whether authorities will allow controlled

rate to more nearly reflect market forces rather than a priori

official judgments.

a. Would boost fiscal effort and export-driven growth, while

easing pressure on reserves.

b. Key objections and their solutions:

1. Prepayment outflows should be offset by higher inflows

from exports, and by sharply reduced capital flight.

Mexico might benefit from negotiated paydown of some

private debt at discounted rate.

2. Inflation/real wage effects could be diminished through
tight fiscal/monetary mix and faster trade

liberalization.
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C. Accelerated trade liberalization vital to export drive, faster

growth.

1. Removal of some QRs good beginning, but benefits will be

limited unless there are early follow-up steps:

a. Most critical for 1986: further elimination of QRs on key

consumer goods, rollback of import reference prices, and

introduction of flexible foreign trade legislation (i.e. no

new QR provisions and transparent, market-oriented anti-

dumping measures).

D. Financial/monetary correctives.

1. New fiscal cutbacks and related measures should make feasible

return to former treasury bill auction system.

a. Since volume of new issues should decline in near future,

pressure of CETE rates on overall interest rates should

ease.

b. Current auction procedure raises undue fears of new

interest rate controls.

2. Preferential credit scheme should be significantly reduced in

near term through rate adjustments and tighter ceilings on

development bank lending.

3. Marginal reserve and portfolio allocation requirements for

commercial banks should be reduced from current high levels.

This will mean a larger share of (reduced) fiscal deficit will

need to be financed from domestic capital market (and,

possibly, from Central Bank as well).

IV. Follow-up structural reforms for 1987-88

A. Fiscal

1. Introduce multi-year budgeting.

2. Improve public investment project preparation and evaluation.

3. Strengthen public enterprise management through

a. Budgeting product subsidies (rather than forcing discounted

prices).

c. Accelerating privatization.

d. Curtailing some areas of monopoly control and issuing clear

statements on areas reserved for private sector activity.

4. Shift pricing of some public goods from fiscal/inflation

framework to competitive framework.
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5. Reform tax system to tighten enforcement, reduce subsidies to
borrowing and incentives for capital flight, encourage savings,
and encourage neutral treatment of investment.

6. Contain expansion of revenue-sharing with states.

B. Exchange Rate

1. Unify rates

2. Phase out exchange controls.

C. Trade

1. Introduce complementary reforms in agriculture and industrial
promotion legislation to support phase out of QRs and
liberalization of domestic marketing and price controls
standing in way of further trade liberalization.

2. Introduce staged consolidation of tariffs within already agreed
0-50% range to reduce dispersion.

3. Simplify export procedures.

D. Financial/Monetary

1. Reform development bank (DB) and trust fund system to promote
consolidation of lending entities, reduced official control
over credit allocation, and greater DB reliance on private
financial markets for savings mobilization.

2. Judge managers of nationalized banks predominantly on basis of
botton-line performance.
Introduce legislative and administrative protections against
"politicized" lending, whether inside or outside public sector.

E. Investment

1. Establish stable, clear, and simplified rules applicable to
local and foreign investors alike.

2. Reduce discretionary powers of bureaucracy on foreign
investment applications.

V. Coordination with IMF and Foreign Commercial Banks.





THE- WORLD RANK INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE: February 14, 1986

TO: Mr. Rainer B. Steckhan, LC1DR

FROM: Guy P. Pfeffermann, L j9

EXTENSION: 75903

SUBJECT: Mexico Projections

1. I chaired a meeting including Messrs. Dubey, Bottelier (part-time),
Landau, Berger (part-time), Garcia-Mujica, Johnson, Knight, Crowe, Tyler,
Feltenstein, Hanson and Ms. Yap. The purpose of the meeting was to react to
Jorge's paper (attached) which is consistent with what is said in the medium-
term growth strategy paper.

2. The main questions focused on:

a) The credibility of the revenue effort during 1986, which
implies a significant increase in real terms at a time of
dropping GDP and oil exports.

b) The effect of the FICORCA intermediation on money supply
expansion in light of the devaluation (past and projected).

c) How Inflation is expected to come down during the rest of 1986
at a time when there would be sharp increases in public prices
and a real devaluation.

3. Mr. Dubey suggested that we not delay sending the paper up but
alert senior management to the fact that these questions have been raised,
that it will take some time to reach a consensus, and what would be the
implications of a less rapid decline in inflation. I suggest we follow that
course of action.

Attachment - Mr. Steckhan only

cc: Messrs. Knox, LCNVP, o/r

Dubey, CPDDR -
Bottelier, LC1MX
Landau, LClDR

GPPfeffermann:ts
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AIDE MEMOIRE

January 30, 1986

At a meeting attended by Messrs. Pfeffermann, Landau, Carter,
Garcia-Mujica and Johnson, a number of concerns were raised about the current
projections for Mexico:

1. Base Year Data

Mr. Carter reported on meetings between Bank and Fund staff on
Argentina which the Fund expressed concerns that some of the Bank's base-year
and 1986 projected data did not coincide with the IMF's. Mr. Garcia-Mujica
explained that we had not been provided with recent base-year data or
projections by the Fund, thus rendering it impossible to say whether
discrepancies exist or not. Mr. Johnson noted that on public investment,
there appeared to be significant discrepancies. Mr. Garcia-Mujica ascribed
these to differences of definitions. Mr. Carter noted that the authors of
the Argentine Paper had taken IMF numbers for the base-year (1985) and that
we might do the same for Mexico. This issue was not resolved.

2. Non-Oil Taxes

Mr. Pfeffermann thought that the 9-10% of GDP level by 1990 was too
low given historical levels of the recent past. Mr. Johnson noted that the
Government's macro-projections call for a level of 12% of GDP by 1990. Mr.
Garcia-Mujica explained that this was due to definitional differences, since
the Government included the gasoline tax with "non-oil". With this
adjustment, the Government was showing 10.2% of GDP in 1990, about in line
with his projection. He said any higher level of tax would lead to further
reductions in the fiscal deficit which he already considered too low to be
credible by 1990 (1.6% of GDP). Mr. Pfeffermann noted that the deficit in
the base case projection was well below the high case deficit. Mr.
Garcia-Mujica explained that this was a mistake.

3. Public Investment

Various participants expressed concern that the real growth figures
for public investment in the model (51% real cummulative from 1984-90, or
7.1% by year) were well above the level suggested by the PSIR (2.9% yearly),
and that the end-period figure (8.9% of GNP) was well above both the
earlier-agreed Bank target (L' 7.0% of GDP) and the Government's own
macro-projections (7.0 also). It also appeared to clash with the policy
strategy, which called for a reduction of the public sector role in the
economy. Garcia-Mujica explained that there were definitional differences.
He also pointed out that investment was at historically low levels, although
it appears they are the same as in the mid-1970s. Mr. Carter suggested that
to have our management's support for our numbers, we should keep public
investment no higher than that proposed in our PSIR. Mr. Garcia-Mujica
rejected this proposal and mentioned that in the Division they had already
discussed this point with the Division chief and that he would only include a
change like that after consulting and having the agreement of the Division
Chief. He did agree, however, to discuss a mutually-satisfactory approach
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with Mr. Landau, but subsequent discussions were inconclusive about the
actual growth figure Mr. Garcia-Mujica plans to target. In a subsequent
discussion, Mr. Garcia-Mujica explained that the external borrowing
requirements projected by his model were calculated as a balance of payments
gap, and there is little feedback, if any, with the public sector deficit.

4. Private Savings

On private savings, Mr. Pfeffermann expressed great concern about
the large drop from 23% of GDP to 15%. Mr. Garcia-Mujica said it was a
definitional problem since he included the "inflation tax" in private
savings, a practice not normally followed in national income accounts. A
variety of reservations were expressed about the validity of mixing financial
and real sector variables, and the probable trend in saving, even within Mr.
Garcia-Mujica's framework. Mr. Carter suggested that the savings analysis be
set forth in current prices as: (a) this was Bank standard practice, and
(b) this would avoid definitional problems. This issue was not resolved.

5. Interest Payments on Public Debt

Seven of the 10 percentage point of GDP saving in the fiscal
balance is accounted for by the model's projection that interest payments
would decline from 7% of GDP to 0.34% of GDP by 1990. This was due to the
decline in inflation, according to Mr. Garcia-Mujica, and the resultant
decrease in the component of debt amortization implicit in interest payments
under high inflation. Mr. Johnson noted that, although the Government's own
projections were broadly in line with our model's as far as inflation, they
were still projecting domestic interest payments of 4-5% of GDP by 1990.
Mr. Pfeffermann requested that Mr. Garcia-Mujica prepare a note carefully
justifying what he considered an extraordinary reduction in interest
payments.

6. Capital Flight

Mr. Pfeffermann questioned the inclusion of levels of capital
flight of about $1.5 bn. per year in the projections of the "Good Policies"
case. Mr. Garcia-Mujica explained that part of those magnitudes reflected
the imported earnings of Mexican's assets abroad. There was an unconclusive
discussion, and Mr. Pfeffermann asked Mr. Garcia-Mujica to prepare a table
anlyzing these capital flows.

JJohnson/LLandau/JGarcia-Mujica/NCarter/ysb
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1. net external financing about equald -capital flight +

reserve accumulation there is a case for reserve accumulation

but it is quite unclear why with excellent policies and a sharp

reduction in inflation there would continue to be capital flight

in exceess of US$ 1.5 billion per year.

2. Non-oil taxes remain at (the low level of) 9-10 % of GNP

3. Public investment is far higher than what Landau's

public investment mission recommends (around 8-9 % of GNP

instead of 6-7% recommended by the mission). The 2 points

difference is equivalent to most external public borrowing.

Private investment grows no faster than public investment,

which is not consistent with stated policies.

4. Private savings decline from 22% of GNP (1985) to

16% (1990). This reflects muddled thinking. The reduction

is due to the fading away of the "inflation tax" (inflation

comes down to about 10% by 1989-90) but has no meaning in

national accounting terms. The "model" mixes up financial

and national accounting concepts.

5. The improvement in public finances is due largely to

the quasi-disappearance of interest payments on the domestic

public debt. This is again a reflection of much lower inflation

But how this is to come about remains rather unclear.



THE WORLD BANK /INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

CONFIDENTIAL

DATE: January 10, 1986

TO: Mr. Rainer B. Steckhan, Director, LC1

FROM: Pieter Bottelier, Division Chief, LC1MX

EXTENSION: 72543

SUBJECT: MEXICO - IMF Board Meeting on Emergency Assistance to Mexico for Earthquake
Rehabilitation

1. I was invited to represent the Bank at an IMF Board meeting today,

to discuss a Mexican Government request for SDRs 291 million in emergency

support for earthquake reconstruction works. The amount is one-third of

the maximum that would be available to Mexico in 1986 under a Fund Stand-by

program, which is expected to be negotiated in the weeks or months ahead.

The emergency assistance is therefore essentially a down payment on the

Stand-by that remains to be negotiated. After considerable discussion of

Mexico's recent economic performance and medium-term prospects, the Fund's

Board approved the emergency financial assistance.

2. A majority of the Fund's Directors spoke, and many used the

opportunity to express their concern about Mexico's failure to comply with

critical Fund-agreed performance targets in 1986. At the same time,
however, they expressed satisfaction with recent fiscal and trade policy

initiatives, including Mexico's decision to seek membership in GATT. Hope

was expressed that strict implementation of the 1986 budget,complemented by

suitable monetary policies, would result in a significant reduction of

inflation in 1986 and a resumption of economic growth.

3. The exchange rate issue was raised by several Directors. They

welcomed significant recent progress towards a narrowing of the

differential between the controlled and so-called free rates (the

differential narrowed to 7% in recent days). Mr. Polak suggested that
Mexico should now move towards a market-determined exchange rate and

abandon the controlled rate altogether. Mexico's Director on the Fund's

Board, Mr. Ortiz, responded that the monetary authorities of his country

were not prepared to subject the official exchange rate of the country (at

which the bulk of all transactions take place) to the vagaries of

strong speculative influences in the free exchange market.

./..
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4. The U.S. Director was among several stressing the need for a

comprehensive medium-term framework within which the Fund's Stand-by and

the Bank's proposed loan in support of trade liberalization should be

considered. I was asked to explain the Bank's program in Mexico, and in

particular our plans with regard to policy lending in support of trade

liberalization. I stated that the Bank had been very actively involved in

discussions with the Mexican authorities on comprehensive trade

liberalization over the past 18 months or so, and that the reforms that

were announced in July 1985 represented in our opinion a potentially very

significant shift in the direction of future trade policies. 
I indicated

that further progress in the processing and negotiation of a large trade

policy loan would critically depend on Mexico's willingness 
to commit

itself to a satisfactory medium-term program of trade liberalization and

that such a program would have to be part of a comprehensive medium-term

macroeconomic projection and policy adjustment framework. I also mentioned

that we were hoping to discuss the outlines of such a framework on the

basis of a paper that was now being prepared in the Bank, in response to

Secretary Baker's recent initiative.

5. In summing up the meeting, the Managing Director paid particular

attention to the need for close collaboration between the Bank and the 
Fund

in their dealings with Mexico in the weeks and months ahead. In

particular, he mentioned that the Fund's proposed Stand-by 
program for 1986

would also be discussed in the light of a comprehensive medium-term

projection framework (extending well beyond the disbursement 
period of the

Stand-by) and that hence there was a compelling and urgent need for 
the

Bank and the Fund to compare notes on their respective medium-term

macroeconomic policy and projection frameworks. I responded that we were

indeed planning to have such consultations in the very near future.

cc: Messrs. Stern, SVPOP
Knox, LCNVP
Husain, OPSVP
Choi, SECGE
Dubey, CPDDR

PBottelier/slc
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THE NORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM
DATE: January 6, 1986

TO: Mr. John Johnson

FROM: Guy Pfefferman

EXTENSION: 75903

SUBJECT: Mexico Baker Paper

I think this is an excellent paper so far as the text is
concerned. My questions relate to the numbers. Briefly here are

my main concerns:

(a) the 6 percent annual real non-petroleum export growth seems

way too high for the low case; how can we expect such a turnaround in

the absence of vigorous reforms? If yoa accept this point, it alters

the capital as well as the current account.

(b) capital flight (both historically and in the projections)
needs to be quantified to the best of our abilities. Readers know

that capital flight has been a major fact of life and will rightly

ask what is assumed in the projections (zero? continuation at the

1985 level? more? less?)

(c) the 17 percent average inflation for 1987-90 in the high

case seems totally incredible. What is assumed here? An Alfonsin-
type currency reform?

(d) it is unclear why public investment growth should (in both

cases) exceed private investment growth. It is also unclear why
investment should grow faster than GNP in the low case.

cc: Messrs. Bottelier
Landau



HE WORLD BANK INTERNATIONAL FINANCE CORPORATION

DFFICE MEMORANDUM
DATE: November 19, 1985

TO: Files

FROM: Salah El Serafy

SUBJECT: MEXICO: Public Investment Review

1. I attended a meeting on Friday, November 15, in the LAC Region to

discuss a draft report of the 30-odd-man 
mission that went to Mexico to review

public investment. The meeting was chaired by James Jennings 
and the

attendance was rather large. Quite early in the meeting I raised five 
points

which were variably addressed: a) the document says that public investment

cuts were made across the board this year, rather 
than selectively, and yet

the current investment program was repeatedly described as "reasonable;

b) the cuts are from investment plans, 
implicitly and explicitly made in the

public sector, but how firm are such plans, 
and have they tended to

materialize historically?; c) the proposed cut for 1986 from $14 billion to

$12 billion does not appear very drastic, and how 
were the necessary cuts

identified, when the report states that the next step would be to 
translate

these into projects to be dropped or scaled down: in other words did not the

mission look first at individual projects in their 
sectoral contexts?.; d) the

excellent section on public investment 
management omits to address specific

measures to coordinate state investments with 
central government investments;

and e) the question did not seem to have 
been addressed in the Report on how

investment adjustments related to cost 
recovery, recurrent expenditure and

maintenance and the implications of these for the fiscal deficit.

2. Just back from Mexico, John Johnson, country economist, appeared to

throw cold water on the PIR adjustments 
and their macroeconomic implications.

Apparently large-scale revisions of 
the fiscal deficit are still being 

under-

taken in Mexico, affecting not only 1985, 
but also 1984. Some interest

charges (due but not paid) had not been 
taken into account in public

expenditure, and the 1984 deficit, previously thought to be 7.2% 
of GDP, has

been re-estimated successively at 8-8.5%, 9.4% and 9.6%, but may 
actually

reach 10.5-11% of GDP. Any plan to reduce the fiscal deficit to 4.5% of GDP

by cutting investment and other expenditure 
along the lines envisaged in the

report, may now be unrealistic. Johnson learnt that public investment 
in the

transport sector will have to be cut by 40% because of the 
need of significant

reductions in public expenditure, and this may be done in other sectors

also. On other macroeconomic issues, Johnson mentioned 
that the Trade Policy

mission found the Government adamant against 
unifying the exchange rate, the

official rate (pesos per US$) standing at present at 50% of the market rate,

but there are plans to narrow this down 
to a 20-25% gap. Official opinion

also seem to hold that new capital control 
measures were needed to arrest

capital flight. Inflation is expected to rise in 1986, and while nominal

interest rates will also rise, they may slip again in 
real terms as they have

done in 1985. On trade liberalization, things are not 
looking up either.

Reference prices, the basis for tariffs to replace QRs, have been prolife-

rating, and have increased in number from 
500-600 to over 1200, and are

mounting by an average of 30 goods a week. 
Import of 300 items is totally

banned, and nominal protection has increased 
from an average of 41% to 135%,

P-1867
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with 34 goods having 2000% protection. Business interests seem to ask for
protection because of alleged dumping, and this is often granted without
question. The Trade mission, still in the field, is attempting to get a
commitment from the Government for a 3-year program of gradual tariff
reductions and exchange rate reform. The trade mission's findings will
eventually serve to update the macroeconomic chapter of the PIR report.

3. The meeting turned then to the RIR Report and Luis Landau, supported
occasionally by Pieter Bottelier, supplied reactions to the comments raised.
It was emphasized that this was a joint (Bank/Government) report and that that
characteristic was especially important. For the first time officials dealing
with various aspects of the public sector met each other in the context of the
PIR, but the arrangement brought also a constraint in that the findings have
to be joint, in the sense of being acceptable to the Mexican counterparts. In
Mexico the Bank was handicapped by not having worked previously in several
sectors, and its sectoral knowledge was therefore limited. A clear finding is
that there is no well-defined public sector in Mexico, and that was part of
the difficulty. In some sectors, notably agriculture, the mission may have
left out large chunks of the sector, specifically investments carried out by
regional entities with funds supplied directly by the Ministry of Planning and
Budgeting. The overall "reasonableness" of public investment that charac-
terizes the report, Landau admitted, may have been overstated, but the mission
discovered no "white elephants" in the investment program - a statement that
was disputed by a telecommunications specialist in regard to satellites, but
the reference apparently excluded "flying elephants"! For power and other
utilities it was stated that much latent demand existed and therefore high
investment was warranted, but of course such an approach raised the question
as to whether the pricing was right. Generally speaking, however, there was
excess capacity still remaining in Mexico.

4. Depending on Mexican reactions to the report, the Region would
consider splitting it into a public sector management section, and other
sections dealing each with a sector or a group of sectors. But the advantage
of having the whole lot together was also mentioned. Consideration will also
be given to getting equity or debt participation from foreign investors to
supplement resources, and to exploring cost recovery possibilities in all the
sectors covered. While resistance from the trade unions might be expected to
hamper coverage of certain issues in a joint report, consideration will be
given to producing a separate, sharply argued, paper focusing on policy issues
relating to public investment, to be discussed in the context of the
macroeconomic dialogue.

5. There was awareness that large parts of the social capital was
deteriorating and urgently needed maintenance. This particularly related to
irrigation facilities. Other topics raised included the effects of the
earthquake on investment priorities (not yet known): an earthquake mission is
trying to process a rehabilitation operation though; why port and petroleum
sector investments were not reduced (the answer being that these appeared to
be priority sectors); where excess capacity was present and where was the
"shoe most pinching" (not clear, as we don't know enough).

6. Summing up the meeting, Jennings said it was clear that no public
investment program in the strict sense existed and the one identifiable is not
being effectively managed, and this in itself was useful to learn. The
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optimal size of the investments remains undetermined as large-scale revisions
of public sector expenditure, including public investments are underway, but
we seem to have gained entry to changing the process. We hope this will not
be a perpetual exercise, as we should aim at putting in place a mechanism for
scrutinizing public sector investments. There is a Technical Assistance Loan
being processed, and this should take up this task. Continued contacts on
macroeconomic policy will also help, as it is not even clear that the proposed
level of public investments can be financed from available resources. Lastly,
no intersectoral rationalization of public sector investment was ever
attempted by the mission.

cc: Messrs. de Azcarate, Dubey (o/r)
Kavalsky, Huang

Ms. Fox (o/r)


