LATIN AMERICA AND THE CARIBBEAN

Mexico

Recent Developments, Structural
Reforms, and Future Challenges

In recent years, the Mexican government has implemented a
series of economic reforms to strengthen the country’s funda-
mentals and increase its ability to cope with external shocks.
Because of the progress that has been made, the government

is confident that Mexico will be able to leave recent crises
behind and start the new millennium with a stable and growing

economy.

José Angel Gurria

URING 1999, as a result of

applying sound economic poli-

cies, Mexico achieved, and in

some cases surpassed, the gov-
ernment’s main macroeconomic targets
(Tables 1 and 2). The economy grew 3.6 per-
cent, exceeding the 3 percent rate anticipated
at the beginning of the year, as both domes-
tic and external demand for goods and ser-
vices increased. Economic growth has led to
the continuing creation of jobs and a sharp
reduction in unemployment rates. During
the first 11 months of 1999, the total number
of workers registered by the Mexican Social
Security Institute increased by more than
870,000, and the open unemployment rate
fell to its lowest level since 1985.

Fiscal discipline continues to be the cor-
nerstone of President Ernesto Zedillo’s eco-
nomic strategy. Prudent fiscal policy has
contributed to the achievement of macro-
economic stability and increased domestic
savings. Since it met the fiscal deficit target
for 1999, equivalent to 1.25 percent of
GDP, the government was able to lower the
ratio of net public debt to GDP to 25.3 per-
cent in 1999 from 27.9 percent at the end
of 1998. Moreover, Mexico’s public-debt-
management policy has continued to be

consistent with the strengthening of the
economy. Market amortizations of the pub-
lic sector’s external debt for the last quarter
of 1999 and the year 2000 as a whole amount
to $2.3 billion.

Another important achievement in recent
years has been the reduction in inflation. The
consumer price index increased 12.32 per-
cent in 1999, below the 13 percent target
established at the beginning of the year.
On the external side, non-oil exports have
continued to show a positive trend, growing
15.0 percent in 1999. Additionally, the trade
balance reflected the increase in interna-
tional oil prices. In 1999, Mexico’s current
account deficit amounted to $13.0 billion, or
2.8 percent of GDP, and foreign direct invest-
ment reached $10.7 billion, or 76.6 percent
of the current account deficit.

In addition, the flexible exchange rate
regime has helped Mexico to absorb external
shocks in an orderly manner and has shown
less volatility than expected. Thus, during
1999, the peso appreciated 3.6 percent with
respect to the U.S. dollar.

Economic strategy for 2000

During 2000, Mexico will continue to take
a prudent policy stance in view of the
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Table 1

Strengthening of the Mexican economy: Selected indicators

significantly increase in real terms.
The government’s fiscal stance is
expected to lead to a slight reduc-

1993 1994 1998 19991 tion in the ratio of net public debt to
Savings as percent of GDP 2 GDP. Domestic debt management

Total 21.0 21.7 24.4 23.9 will concentrate on reducing refi-

Domestic 15.2 147 20.5 21.0 nancing risk and the sensitivity of

SR - S0 g o4 es the costs of debt to changes in inter-
Current account deficit R

Million dollars 23399.2 29,6620 159577  13,965.1 est rates, as well as on developing a

Percent of GDP 58 7.0 3.8 2.9 long-term market for government
Foreign direct investment securities denominated in Mexican

Million dollars 4,388.8 10,9725 10,237.5 10,700.0 The Mexi

Percent of current account deficit 18.8 37.0 64.2 76.6 pe.tsos. ¢ . exican  government
Public foreign net debt will also continue to work toward an

Million dollars 69,3621 76,8899 82,222.1 83,2511 3 efﬁcient reﬁnancing Of domestic

] .

RO 161 268 196 163 debt—to improve the market matu-
Public sector foreign interest payments/total exports ..

B 93 8.8 54 504 rities and costs of the relevant secu-
Government securities held by residents abroad rities—as well as a smoothing of the
PM;II!ion d(tJllarSt sent o 21,8779  19,575.9 2,476.2 2,136.5°% public external debt amortization

ublic sector external debt marke

s W AN profile. For 2000 an.d 2901, external

Million dollars 12,7762 20,017.9 16246 248244 debt market amortizations amount
Average maturity of government securities to only $1.9 billion and $1.6 billion,

Numbe_;r of days 285.0 306.4 421.2 561.27 respectively. These levels are man-
International net reserves bl d . ith th

Million dollars 245375 61482 30,1398  30,73357 ageable and consistent with the 2000
M2/international net reserves 6.3 17.4 6.0 748 budget.

M3/international net reserves 7.2 20.5 6.1 758

The government’s fiscal policy is

Sources: Mexico, Department of Finance and Public Credit; National Institute for Statistics, Geography, and Informatics; and Bank of

Mexico.
1 Estimated figures, except where otherwise indicated.
21n 1998, the figures may not add to the total shown because of rounding.
3 As of October 30.
4 s of third quarter.
5 As of December 29.
6 Includes dollar-indexed Tesobonos maturing in 1995.
7 As of December 30.
8 As of November 30.

possibility of a slowdown in the U.S. economy. The Mexican
government has also taken steps to ensure that it can cope
with external shocks and that upcoming national elections
can take place in a stable economic environment.

The economic strategy for 2000 has been designed to
maintain the positive trends in economic growth and job
creation, continue to reduce inflation, increase social spend-
ing, and achieve an orderly transition into the next adminis-
tration. To ensure that these objectives are met, the Mexican
government firmly intends to maintain sound public
finances and continue the structural reform process.

Sound public finances. The government will continue to
reaffirm its commitment to maintain fiscal discipline. The
budget for 2000 establishes a public deficit of 1 percent of
GDP; total budgetary income is expected to surpass 20 per-
cent of GDP, while the public sector’s expenditure will, in con-
trast, remain constant, though still above 20 percent of GDP.

Government expenditure for 2000 will continue to focus
on the social agenda, particularly on education, health, social
security, and poverty reduction. Expenditures on social
programs, as well as on efforts to fight extreme poverty, will
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consistent with monetary and
exchange rate policies. In 2000, the
Bank of Mexico (the country’s cen-
tral bank) will maintain its commit-
ment to hold the yearly inflation
rate to 10 percent. In addition,
Mexico will maintain its floating
exchange rate regime, which has
allowed an orderly adjustment to
external shocks, increased the proportion of long-term capi-
tal inflows, reduced the possibilities of speculative attacks,
and prevented misalignments of the real exchange rate.
Furthermore, the current account deficit is expected to be
3.1 percent of GDP, or $15.4 billion, and will remain within
sustainable levels and consistent with the availability of for-
eign direct investment. In addition, domestic savings are
expected to reach close to 21 percent of GDP in 2000.

Structural reforms. The reforms Mexico has implemented,
which have focused on economic and financial liberalization,
have enabled the economy to take advantage of the benefits
of globalization while minimizing the risks inherent in this
process. The reforms—which have included trade and capi-
tal account liberalization, increased private sector participa-
tion in key sectors of the economy, tax reforms, changes in
labor market structure, capital market liberalization, and
pension system reforms—have transformed a closed, heavily
regulated economy with high government intervention into
an open, market-driven economy.

e Since 1985, when it formally joined the General Agree-
ment on Tariffs and Trade, the predecessor of the World Trade



Table 2

Mexico: Macroeconomic framework, 1998-2000

1998 1999 20001

Real GDP growth (percent) 4.8 3.62 45
Inflation 3 18.6 12.324 10.0
Nominal exchange rate

End of period 9.87 9.51 10.75
Interest rate (28-day Cetes)

Nominal, average 24.8 21.34 16.4

Real 7.7 10.14 7.0
Current account

Million dollars -15,957.7 -13,009.26 -15,408.2

Percent of GDP -3.8 -296 =3.1
Public sector balance

Percent of GDP -1.26 -1.256 -1.00
Supporting data
U.S. GDP

Real growth (percent) 3.9 376 2.6
U.S. inflation 3 1.6 226 2.5
Qil prices (Mexican mix)

Average price (dollars per barrel) 10.2 15.74 16.0

Average production (thousand

barrels per day) 1,719 1,554 6 1,525

Foreign interest rate

LIBOR (percent) 7 55 554 6.1

Source: Mexico, Department of Finance and Public Credit.

1 Projected figures.

2 According to analysts’ consensus.

3 Percentage increase in consumer price index from December of previous year to
December of the specified year.

4 As of December 30.

5 Because the exchange rate regime is flexible, this figure is not a projection or a goal.
However, it is a reference point used for estimating purposes.

6 Estimated.

7 For the year 2000, figures for the London interbank offered rate (LIBOR) are based on
futures quotation.

Organization, Mexico has undertaken fast and far-reaching
trade liberalization measures. These have included, among
others, a government-wide deregulation program, a new
competition law, the elimination of price controls, and the
negotiation of free trade agreements. Mexico has started the
year 2000 in a better position within the international arena,
owing to eight bilateral trade agreements and the access that
they provide to the most important markets in the world:
North America and, more recently, the European Union.
Mexican foreign policy is geared toward strengthening its par-
ticipation in the trade liberalization process, particularly with
the members of Asia-Pacific Economic Cooperation and with
six additional countries of Central and South America.

* The liberalization of the capital account has played a key
role in Mexico’s efforts to achieve economic and financial
integration with the world economy. The government
has eliminated restrictions on capital inflows, abolishing
limits on commercial borrowing from abroad, foreign
investment in Mexican securities, and foreign participation
in domestic money markets. Controls on capital outflows
have also been abolished.

e In the early 1980s, the government was a key player in
the economy, participating in virtually every sector. Since
then, the government’s direct participation in economic
activities has decreased considerably and is now limited
largely to providing public services and an adequate legal
framework, guaranteeing competition, and—above all—
undertaking social development programs.

e The reform of the tax system is an ongoing process.
Every year, the government has taken measures to make tax
collection more efficient, transparent, and progressive.
Additionally, the government expects to discuss and imple-
ment an integral fiscal reform that will allow Mexico to
broaden its tax base, improve tax compliance, and reduce the
public sector’s dependence on oil-related revenues.

e The recent improvements in the Mexican financial sys-
tem are a key component of the structural reform process. A
strong and healthy banking system is needed to increase
domestic savings to levels compatible with Mexico’s invest-
ment needs and to channel those savings, under competitive
conditions, to all sectors of the economy.

The most important action taken to date has been the cre-
ation of the new Institute for the Protection of Bank Savings
(IPAB). The IPAB has assumed the role of the former Banking
Fund for the Protection of Savings and is in charge of selling
the assets acquired through various governmental banking-
support programs and of managing a new deposit insurance
scheme. In addition, the Mexican congress has allowed for-
eign investors to hold a majority share in any Mexican com-
mercial bank, regardless of size. This measure will help to
strengthen the banking system’s capital base. Furthermore,
the senate has recently approved a new corporate bankruptcy
law, which is now before the lower house of parliament.

Mexican authorities have also strengthened the regulatory
and supervisory framework of the financial system. In that
context, the Commission for the Protection of Users of
Financial Services was recently created to, among other
things, help provide a more solid and extensive financial cul-
ture. Moreover, supervisory authorities have geared their
efforts toward improving the disclosure of financial informa-
tion (both public and private) to make it more transparent,
timely, and accessible.

e Although Mexican capital markets have grown signifi-
cantly in recent years, some elements still need to be
addressed. Mexico currently does not have a government yield
curve for fixed-rate securities with maturities of more than
one year and has therefore begun issuing a new fixed-rate,
three-year government bond. Furthermore, a futures and
options market was established to provide market participants
with better risk-management mechanisms while fostering
greater depth, liquidity, and stability in the financial markets.

e The country’s pension system was reformed in 1997 to
establish a fully capitalized scheme and replace the current pay-
as-you-go system. The regulatory framework and the supervi-
sory agency for pensions have been strengthened, and pension
funds are now managed by private institutions. This reform,
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besides representing a major advance in social benefits, has
helped to increase domestic long-term savings and to deepen
the capital market. These favorable developments, in turn, will
increase long-term financing for investment projects.

Achieving a smooth transition

The actions undertaken during the current administration
have fundamentally strengthened the economy and pro-
moted productivity increases through structural reforms. As
a result, the economy is expanding while inflation is being
reduced. In contrast to the unstable situation that prevailed
in 1994, current trends in Mexico are sustainable, as is indi-
cated by the following:

¢ The current account deficit remains moderate (at around
3 percent of GDP, as opposed to nearly 7 percent in 1994) and
is consistent with the availability of foreign direct investment.

¢ International reserves stand at more than $30 billion, a
historic high that compares quite favorably with the 1994
figure of about $6 billion.

» Domestic savings are estimated to increase to 21.7 per-
cent of GDP in 2000 from 14.7 percent of GDP in 1994.

* Mexico’s refinancing needs are moderate in relation to its
external debt. The expected ratio of its net public external
debt to total exports for 2000 is 55.6 percent, or less than half
the 1994 level of 126.3 percent.

o Its current flexible exchange rate regime prevents the
accumulation of external imbalances and deters short-term
capital inflows. Instead, it encourages long-term capital flows
in the form of foreign direct investment and reduces the
probability of speculative attacks.

To ensure a smooth transition at the end of the Zedillo
administration, the Financial Strengthening Program was

announced in 1999. This program consists of several sources
of finance that total $16.9 billion: $4.2 billion from the IMF,
$5.2 billion in loans from the World Bank, $3.5 billion in
loans from the Inter-American Development Bank, and
$4 billion in credit lines from the U.S. Export-Import Bank
(to finance imports of goods and services from the United
States). In addition, the Mexican government has renewed the
North American Framework Agreement with Canada and the
United States, which provides a credit line totaling $6.8 bil-
lion, through December 2000.

Conclusion

The strong performance of the Mexican economy in the
midst of recent global financial turmoil underscores the
validity of the consistent and prudent policies it has imple-
mented during the current administration. The guiding
principle for policy formulation has been that efforts to
achieve sustainable economic growth and job creation
require sound policies aimed at enhancing confidence
among participants in the Mexican economy and fostering
competition in the productive sectors. In the context of con-
tinuing structural reforms, Mexico’s fiscal, monetary, and
exchange rate policies should fully support its efforts to
achieve higher and sustainable growth rates.

Past sources of economic vulnerability have been reduced
considerably, and the administration has arranged for ready
access to substantial financial support to enable it to cope
with external shocks or other contingencies. As the new
millennium begins, the government has set the stage for a
crisis-free transition and permanent improvements in the
living conditions of the Mexican people. [0
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