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I. A SURVEY OF CONDITIONS FOR GROWTH IN MEXICO, IN INTERNATIONAL PERSPECTIVE1



Abstract Having implemented major reforms over the course of the last 20 years, Mexico now enjoys a degree of economic stability and per capita income that compares favorably with most of Latin America. Since 2003, Mexico’s economy has grown by 3–4 percent a year. On the other hand, Mexico’s income over a longer period has not been converging with that of other OECD members. And while Mexico’s growth record is similar to that of many other countries in the region, it falls short of that in some other emerging market countries, suggesting that there is scope to raise long-run growth to a higher sustainable path. This paper surveys the evidence and arguments about what has prevented higher growth, to form a summary diagnosis of key areas for structural reforms needed to lift growth constraints and raise living standards.



A. Introduction 1. Having implemented major reforms over the course of the last 20 years, Mexico now enjoys a degree of economic stability and per capita income that compares favorably with much of Latin America. Yet Mexico’s income has not been converging with that of other OECD members, nor has Mexico grown as fast as some other emerging market countries—albeit mainly countries outside Latin America. What has stopped Mexico from achieving faster growth? This paper surveys the evidence and arguments, with a view to forming a summary diagnosis of the constraints on Mexico’s growth, and identifying the areas for reforms to accelerate growth and raise living standards. 2. This paper is a wide-ranging survey of the conditions for, and obstacles to, growth in Mexico. The purpose is to bring together and evaluate the relevant evidence and arguments on Mexico’s growth, rather than break new empirical ground. The focus is mainly on examining current conditions for growth, rather than the historical evolution of Mexican growth. Where data allow, Mexico’s current growth conditions are viewed relative to other countries’ conditions, drawing extensively on analyses conducted by the OECD and World Bank. As the aim is to see where reforms could help to support higher growth, comparisons
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are made mostly with the (relatively few) emerging market countries that have performed better than Mexico or with industrialized countries, as in the case of most OECD members. 3.



The discussion of growth conditions is grouped in three thematic dimensions: •



Macroeconomic and financial sector stability, and the basis these provide for productive investment. In these areas, Mexico has come far in removing obstacles to growth, although more time will be needed to develop a financial system that is not only stable but also deep, providing efficient access to credit on a larger scale than in the past.



•



The efficient and dynamic functioning of markets, including the degree of flexibility in reallocation of resources and the role of competition in spurring efficiency and ongoing productivity gains. In comparison to faster-growing countries, Mexico still has scope for improvement in this area.



•



The business and investment environment, including the enforcement of laws and contracts, governance, security issues, and the development of human capital. Remaining weaknesses have been identified in this area.



4. The paper is organized as follows. Section B frames the issue of Mexico’s growth record, mainly in terms of how relatively slow productivity growth has tended to limit increases in living standards, and presents the paper’s prior assumptions and approach. Section C presents the main observations and conclusions emerging from the survey of growth conditions in Mexico. Section D concludes. B. Mexico’s Growth Performance Slow economic convergence 5. Beginning about 1985, Mexico was one of the first countries in Latin America to implement major market-oriented reforms. After the macro-financial crisis of the mid1990s, prudent macro policies and ongoing reforms have now brought Mexico macroeconomic and financial stability and improved transparency and accountability of government. Largely as a result of these efforts, Mexico’s economic situation and outlook today compares favorably, not only to the past, but also to most other countries in Latin America. 6. But, as in much of Latin America, growth is not yet rapid enough for Mexico to converge rapidly toward the income levels of the richer countries, such as its fellow OECD members. Growth has been about 3 percent annually, or 1½ percent per capita, on average since 1990. Faster growth is possible in today’s world: some other emerging market
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countries have been able to grow more rapidly, on a sustained basis. But almost all those countries are outside Latin America. Indeed, growth in the Latin American region has lagged behind growth of other regions for decades, and in recent years as well—see for example Zettelmeyer (2006). Per Capita GDP on PPP terms,2 1975-2004 Mexico and selected regions
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Source: World Development Indicators.



7. Trade patterns suggest Mexico has not yet fully benefited from one of its key advantages: the combination of proximity to the United States and free trade with this country. Only a limited share of Mexican firms is exporting to the U.S., with most of these firms located near the northern border. Also, Mexico exports mainly commodity and generally low value-added manufacturing products to the U.S., and few services, although some, such as elderly care, are now beginning. These patterns suggest greater potential for penetrating U.S. markets than has so far occurred. 8. What is holding Mexico back, preventing a transition to much faster growth? Comparisons with other countries, notably those that have been more successful in spurring growth than Mexico, provide a guide to make a diagnosis. They allow us to reject right away the thesis that the reforms Mexico has implemented are ineffective when applied in Latin America. Cross-country studies by Loayza and others (2004) indicate that the policies found to be associated with growth around the world are no less effective when they are implemented in Latin America. Moreover, within Latin America, the country that stands out in terms of sustained growth over the last 20 years—Chile—is also the country that was earliest to launch market-oriented reforms, and which in general seems to have taken those 2



Logarithm scale.
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reforms farthest. This suggests that Mexico’s policy reforms so far have been appropriate and beneficial, but that more time and further reforms may be needed to achieve faster growth. Low TFP growth 9. Standard growth accounting exercises suggest that Mexico’s growth performance is held back mainly by a relatively low rate of Total Factor Productivity (TFP) growth (Box 1).3 10. Although growth accounting results for Mexico do not emphasize the investment rate as the main constraint, a cross-country perspective suggests capital formation could make a greater contribution to growth. Some of the countries that have grown faster than Mexico have had higher investment (and saving) rates. Indeed, for countries in East Asia (with or without China), available growth accounting results reveal the central role played by capital formation, including in providing dense infrastructure coverage. Like low TFP growth, inferior capital formation could help to explain Mexico’s lagging labor productivity growth vis-à-vis other countries (Box 2). 11. The role of labor accumulation raises additional questions—although mainly outside the scope of this paper. From a purely growth accounting perspective, migration out of Mexico reduces overall GDP growth (migration to the U.S. was as much as 400,000 to 500,000 in 2004 according to some estimates4, compared to an increase in the economically active population of 650,000 that year, according to official sources, INEGI). However, the impact on per capita income is uncertain. Besides the pull from the wage differential with the U.S., the outflow may point to constraints on the absorptive capacity of Mexico’s labor markets. It is possible that migration lowers income growth, by disrupting human capital accumulation and the overall quality of the labor force. In particular, migration may be most likely amongst the most entrepreneurial and risk-taking individuals within a community, who would have the greatest capacity to spur change and innovation. On the other hand, migration has significantly improved family incomes through remittances and it may involve additional positive spillovers—for instance increasing technological transfers from the U.S. or access to resources in the U.S. that may be used for investment in Mexico. 3



TFP estimates for Mexico, as for many other developing countries, are subject to wide margins of error, reflecting the difficulty in estimating factor accumulation (considering the extent of economic informality and other data limitations) and the sensitivity of the results to the time period arising from the record of large economic and financial shocks. 4



Based on Jeffrey Passel and Robert Suro (2003). Mexico’s National Population Council (CONAPO) has also estimated that annual migration to the U.S. reached 400,000 in 2004.
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Box 1. Growth Accounting Country Comparisons Focusing on the post-crisis period (1996–2003), Faals (2005) estimates contributions to per capita growth from TFP and capital formation of 0.7 percent and 0.4 percent respectively. While subject to large margins of error, growth accounting estimates comparable across countries (Bosworth and Collins (2003) and Loayza and others (2004)) suggest weaker TFP growth in Mexico than in countries that have enjoyed faster growth, including Chile and many countries in Asia. Some of the faster-growing countries also posted faster capital formation than Mexico, namely Chile in the 1990s and East Asia. Growth Accounting, International Comparisons (Annual percent change) Contribution to output per worker growth Output
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Sources: Bosworth and Collins (2003); Faals (2005); Loayza et al. (2004); and IMF staff calcul 1/ Based on Faals (2005) 2/ Based on Loayza et al. (2004)
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Box 2. Labor Productivity Growth in Mexico According to OECD (2006), Mexico’s per capita income gap vis-à-vis the US is due mainly to lower labor productivity—with labor resource utilization lagging but much closer to US levels. Mexico is also compared here to Korea, one of the more rapidly growing emerging economies that is also an OECD member. Mexico’s productivity growth has persistently lagged, but recent trends show an improvement in key economic sectors. Trends. Based on INEGI data, labor productivity growth picked up in 2004, close to levels seen in the last episode of fast economic expansion, although productivity growth in manufacturing was lower. Mexico: Labor Productivity Growth in Selected Sectors 15%
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Vis-à-vis other countries. Based on OECD data, labor productivity growth in Mexico stayed in the 0-2 percent range for most of the time since 1990—with a sharp decline in the aftermath of the 1994 crisis. Whereas labor productivity has stayed around 2 percent since 2000 in the service sector, it has edged up slightly in manufacturing. However, Mexico’s lag vis-à-vis countries such as South Korea and the US is most visible in manufacturing. Productivity growth: economy as a whole 6
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An informal, qualitative framework for assessing conditions for growth 12. A large and growing theoretical and empirical literature seeks to explain why countries grow at different rates, at different times. While that search is continuing, we do at least know what richer countries, and faster-growing countries, tend to “look like”: that is, we know the characteristics on which such countries tend to differ from less rich, and slowergrowing, countries. Indeed, the empirical literature has found many variables correlated with growth—perhaps too many, as it is possible that some of these correlations may reflect reverse causality and simultaneity bias, or associations with missing variables. On the other hand, standard growth regressions may understate or even fail to detect important relationships, because of measurement problems, or because they impose a too-simple specification, usually ignoring non-linearities and complementarities. 13. Rather than contributing a new empirical analysis, this paper presumes that the factors usually found to be associated with growth—whether macro policies, trade openness, or measures of institutions, governance or the business environment—do play a causal role in supporting growth. We also consider that microeconomic flexibility and market competition matter for productivity and growth, and not just for static efficiency and the level of income (Cole and others (2004)). 14. Mexico’s growth conditions are viewed relative to other strongly performing countries’ conditions, where data allow, in order to suggest where reforms could best be focused. Comparisons of interest include those with: (i) conditions in Latin America, including Chile;5 (ii) other emerging market countries; and (iii) other OECD members (including recent members such as Korea). An advantage of the paper’s informal approach is that it allows a closer look at Mexico, and at factors that may be more relevant to Mexico than to most other countries. Such factors, not taken into account in studies using crosscountry growth regressions, include the great size and regional diversity of Mexico as well as political changes such as Mexico’s recent shift from a non-competitive political system to a competitive, multi-party system with greater transparency and accountability.
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Chile and Mexico share many policy similarities and are often named as the top reformers in Latin America. Chile went first in Latin America, starting around 1975; Mexico was second, in 1985, with similar structural reform and stabilization programs. The parallel continued, as both countries later fell into major crises (Chile in 1982, Mexico in 1994), after which each has been able to maintain stability.
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C. Assessing Conditions for Growth: A Diagnostic Approach 15. A survey of the literature shows that Mexico compares favorably with OECD countries as well as emerging market peers on macroeconomic and financial stability but less well in meeting other conditions for growth. Mexico has successfully reduced inflation and fiscal deficit levels to OECD country levels (or below), and measures well on financial soundness, with financial legislation and regulations now generally meeting best international practices and the balance sheet of Mexico’s banking sector among the most robust systems in all emerging markets. But beyond this macro-financial stability, Mexico lags developed and fast-growing emerging economies in some structural aspects, grouped here into two areas: (i) the efficient functioning of markets, and (ii) the quality of the business environment and market infrastructure—both “hard” infrastructure such as roads and ports, and “soft” infrastructure, such as enforcement of property rights, regulatory standards, education. This section presents the evidence on these conditions for growth. Macro and financial sector stability 16. The importance for growth of entrenching macro and financial stability can hardly be over-emphasized. Since 1995, Mexico has turned around macro-policy and financial supervisory frameworks and institutions, with stellar results in terms of low inflation and more resilient public and private balance sheets. While considerable benefits have already been observed in specific economic sectors, the full effects of these achievements on GDP growth likely require more time to materialize. As new growth initiatives are being considered, it will be essential to continue to entrench such stability. 17. Macroeconomic conditions, and the supporting institutional and policy framework, have improved tremendously over the past decade. Fiscal deficits are now in the 1½ percent range (or balance on the traditional deficit measure), public debt is on a declining trend, and inflation is near 3 percent—a situation better than in many advanced OECD countries. The free floating exchange rate regime, combined with the anti-inflation credibility gained by the central bank, has enhanced Mexico’s resilience to real and financial shocks. 18. The financial sector has also become robust, posting healthy balance sheets and profits—by comparison to other LAC and EM countries—and generating rapid growth in financial services, albeit from a low base. Aside from stable macro conditions, the growth of lending and other financial services owes much to comprehensive financial sector reforms, which in particular opened the sector to foreign ownership, tightened risk management practices and capitalization requirements, and created better information systems about borrowers.



10



19. Increasingly, we have seen the positive effects of macroeconomic and financial stability for growth, and further positive effects are likely in the pipeline. The most visible effects: the low level of real interest rates by historical standards; the development of domestic capital markets, with for instance the establishment of a 20-year domestic yield curve with liquid benchmarks; restored credit access for households, with for instance the fast expansion of the mortgage market and, accordingly, the construction sector. Again, as these kinds of effects take time to play out—with the example of Chile in the 1980s—further gains are likely in the future. 20. Going forward, the task will be to further entrench stability. The new Budget and Fiscal Responsibility Law is a step in that direction, requiring that future budgets aim at a zero balance (on the traditional fiscal measure). Provided that off-budget flows stay contained, consistent achievement of this target would assure sustainability of the total public debt. However, with the budget relying on oil revenues for about 40 percent of its resources, meeting this target could become difficult in the event of a sharp decline in oil prices or oil production. To reduce the exposure of the public finances to oil uncertainties over time, tax reform, as well as risk-sharing with the private sector in the energy sector, are indicated. In the financial sector, the challenge of entrenching stability could include establishing the full independence of the financial supervisory agencies, as recommended by the recent FSAP. Market functioning: flexibility, competition, and efficiency 21. For the full benefits of a market-based economy to be realized in terms of raising growth and living standards, markets must function efficiently to allocate resources flexibly to their most productive uses. In common with many other emerging economies, Mexico still faces obstacles to the flexible and efficient functioning of key markets. Rigid labor market regulations inhibit reallocation of labor and contribute to maintaining a large informal sector that potentially affects labor productivity. Still relatively limited access to financial intermediation for segments of the economy means reliance on nonconventional financing sources, whose supply may be more costly and less certain. Barriers to competition—or possibly inadequate regulation of private oligopolies—in domestic product markets raise the cost of essential production inputs, thereby hampering investment and slowing productivity growth. In some cases, absence of sufficient competitive forces within an industry may limit its productivity growth. Mexico has begun to take important steps in this area, notably with significant reforms to the competition law in 2006. Available crosscountry indicators that allow comparisons with other OECD members and some emerging economies point to areas where structural reforms could yield important benefits for growth.
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Labor markets6 22. Mexico’s labor markets appear to be fairly flexible in terms of wage adjustments. This has been reflected in low unemployment both by Latin American and developed-country standards. There is evidence that this satisfactory performance is partly due to the nature of collective bargaining in Mexico, which has placed greater emphasis on maintaining employment than increasing wages (Maloney and Pontual (1999)). Another explanation lies in the existence of a dynamic microfirm sector that absorbs a sizeable fraction of the Mexican active population and behaves much like the small-business sector of industrialized countries (World Bank (1999)). Unemployment Rate—Urban Mexico, 1987–2002



Source: INEGI.



23. Yet labor regulations in Mexico remain among the most rigid in the OECD and emerging markets. Restrictive hiring and firing modalities add considerably to the cost of labor. Current regulations generally establish that the working relationship between an employer and an employee is permanent;7 severance payments are high; and nonwage costs equivalent to an estimated 47.2 percent of payroll put Mexico near the top of the nonwage costs classification for Latin American countries. In addition, procedures to settle disputes are protracted and uncertain, with considerable discretion in the hands of the labor conciliation and arbitration council (JCA). Possible reforms in this area could include mechanisms to encourage mutual agreement among the involved parties, deadlines to reach a final settlement, and transparent procedures to reach final decisions. The JCA’s role in
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12



authorizing enterprises’ decisions about downsizing or shutting down may also raise transaction costs in such procedures (De Buen and De Buen (2001)). International Comparison: Index of Labor Market Rigidity (0=low, 1=high)1 English-speaking developed East Asia and the Pacific Continental Europe Middle East and North Africa Eastern Europe and Central Asia Latin America and Caribbean Chile Argentina Bolivia Colombia Venezuela Ecuador Brazil Peru Mexico 0.0



Source: Botero and others (2003). 1
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24. In Mexico, as elsewhere, labor market rigidities constrain employment turnover over the business cycle and help split the labor market between a formal and an informal segment; this segmentation hampers the efficient allocation of labor and productivity. High costs of dismissals cause firms to resist shedding labor in cyclical downturns and to hire fewer workers than would be optimal in the upswing. On the other side, workers might also avoid looking for more productive jobs as this risks losing severance payments. These distortions lead to an inefficient allocation of labor that negatively affects productivity. In addition, they imply lower employment turnover rates, which may reduce workers’ incentives to train and acquire new skills. High labor costs and other regulations to provide job security for those employed in the formal sector tend to foster informality. Unionized, formal sector workers are able to command higher wages, with an effect on wage levels in the broader labor market. This in turn tends to reduce formal employment and encourage informality to persist. In addition, firms engaged in activities that naturally have high labor turnover rates may choose to operate informally, or to stay small. 25. Pervasive informality tends to reduce labor productivity in the economy. Different authors (see for instance IMF(2005b)) estimate that around 50 to 60 percent of the working population may be classified as informal, where, in general, informality is defined as without job benefits, such as medical insurance and retirement plans. Informality is associated with low size enterprises and since these tend to have lower productivity they reduce aggregate labor
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productivity. Informality also impedes the efficient allocation of resources as the underlying capital is generally not registered and thus cannot be used to access credit. Incentives to move into the formal sector are weak. High informality rates combined with poor labor productivity growth likely contributed to the slow growth of labor income during the 1990s. Financial sector access 26. Ambitious reforms in the financial sector have already yielded important gains; but their full benefit has yet to be felt. A recent Financial System Assessment Update (or FSSA, see IMF (2006)), found good prospects for further private sector financing growth, while also pointing to a number of remaining obstacles to broader and more efficient financial intermediation. Evolution of Domestic Credit to the Private Sector (1960–2004)



Cross-Country Comparisons of Domestic Credit to the Private Sector (2004)
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27. Mexico’s strong macroeconomic performance and comprehensive financial sector reforms since the mid-1990s have restored the growth of domestic credit and created positive prospects for continued growth. The FSAP Update found that financial stability is underpinned by well-capitalized and profitable banks, sizeable institutional investor assets (which are growing at around 1 percent of GDP per annum), and a much improved legal and regulatory framework. This in turn should help financial deepening. Private sector credit growth has accelerated, and financing from private domestic sources has increased by somewhat more than 2 percent of GDP between 2000 and 2005 (see figure).
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However, intermediation remains quite low by international standards, and experience in other countries suggests that it may take time until the full effects of financial reform materialize. Financing to the Private Sector by Source (in percent of GDP) 30%
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28. However, the FSAP Update also found that accessibility and affordability of financing have remained limited in some specific market segments. Access to domestic capital markets has improved mostly for large firms; in spite of various government programs to support micro and SME loans, the share of bank lending to these firms has not increased by much. Low access to the financial sector for SMEs may hurt growth as less efficient intermediation channels—suppliers’ credits or other related-party lending—or retained earnings are used. Also, the accessibility of financing varies widely across Mexican states, which can be partly attributed to differences in the business environment and the level of enforcement of creditor rights across states—resulting in an overall weak business environment (see table below). To address these problems, the FSAP Update recommended: (i) promoting information availability on SMEs (namely ensuring that the credit history of all SME loans be captured adequately by the credit bureau as well as simplifying, with caution, regulatory requirements for SME lending), (ii) the further strengthening of public registries of commerce and property and the reduction of their user costs (e.g., notaries), and (iii) the stronger and more consistent enforcement of creditors’ rights across jurisdictions.
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Selected Cross-Country Doing Business Comparisons (2005)



Registering Property Procedures (number) Time (days) Cost (% of property value) Getting Credit Legal Rights Index Credit Information Index Public registry coverage (% adults) Private bureau coverage (% adults) Protecting Investors Disclosure Index Director Liability Index Shareholder Suits Index Investor Protection Index Enforcing Contracts Procedures (number) Time (days) Cost (% of debt)
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Source: World Bank. Note: The Legal Rights Index ranges from 0-10, with higher scores indicating that those laws are better designed to expand access to credit. The Credit Information Index ranges from 0-6, with higher values indicating that more credit information is available from a public registry or private bureau. The Investor Protection Index is an average of three dimensions: transparency of transactions (Extent of Disclosure Index), liability for self-dealing (Extent of Director Liability Index) and shareholders’ ability to sue officers and directors for misconduct (Ease of Shareholder Suits Index); each of these indices varies between 0–10, with higher scores indicating better investor protection.



29. The FSAP also emphasized the need to foster further competition on prices and quality of services among financial intermediaries, for the users of financial services to fully benefit from efficiency gains. Because concentration may sometimes reduce competition, it is important to enhance efforts to promote competition by: (a) fostering consumer mobility; (b) preventing collusive practices; (c) relaxing entry barriers; and (d) leveling the playing field. In retail payments markets, open access to the interchange and processing infrastructures stimulates competition. However, in more concentrated financial systems such as Mexico’s, instead of competing on fees and services, large banks (as owners and main users of the key retail payments networks) have an incentive to limit outsiders’ access to electronic fund transfers (EFT), payroll or direct debits to outsiders, through their exclusive network, resulting in potentially higher financial services’ costs and fees. Another service with symptoms of weak competition has been consumer and credit card lending, where the persistent divergence in rates for similar credit products across lenders potentially suggests market segmentation and insufficient transparency.
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30. Given these concerns, the FSAP Update welcomed recent measures to improve disclosure of information on availability and costs of credit and retail payment services, and to encourage greater cooperation among intermediaries in the use of financial infrastructure. These measures should foster greater competition, and as these new disclosure requirements improve the transparency of credit markets and the understanding of competitive forces, critical information can be compiled that, down the road, will allow identification of new policies in the areas of competition and financial access.



Openness and market competition 31. Mexico is well known for its relatively open foreign trade regime, but room for improvement remains. The bulk of Mexico’s Average Tariff (unweighted, including customs trade in conducted with its fellow NAFTA processing fees) members, on liberal terms. However, there are United States Chile some signs that barriers to foreign competition Czech Republic Poland from elsewhere have risen since around 2000, Canada Russia although the change has been moderate. The China MFN average tariff has edged up in recent Brazil South Africa years, potentially hampering Mexico’s ability Korea Turkey to diversify its export markets. At 15.3 percent Mexico (based on 2005 UNCTAD calculations and 0 5 10 15 Source: IMF (2006) including customs processing fees of 0.8 percent), the MFN average tariff is higher than in the usual emerging market comparators (China’s rate is 10.5 percent and Chile’s is 6 percent). The complexity and dispersion of tariffs applied to goods from non-trade agreement countries, and the verification procedures they require, can give rise to high compliance costs and lengthy customs clearance procedures. Important progress was made in 2004 when tariffs on more than 9,000 tariff lines were reduced by between 3 and 10 percentage points—affecting 76 percent of all tariffs. Yet further tariff reduction and simplification should remain priorities for growth and competitiveness. 32. The economic costs of Mexico’s tariff structure are complex to evaluate. In 2005, more than 85 percent of Mexico’s trade took place under free trade agreements and the average tariff, weighted by trade shares, declined from 4.5 percent in 2002 to 3.5 percent in 2005. Yet, available studies on the impact of trade liberalization indicate significant potential gains if Mexico reduced tariffs (see below). 33. Some barriers to foreign competition also have been maintained in the form of non tariff barriers and discriminative procedures against foreign firms. Two such practices are industrial standards and import licensing. Simple measures of non-tariff barriers suggest a degree of restrictiveness broadly in line with other countries. On the other
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hand, OECD research found that, as of 2003, Mexico’s procedures in the area of foreign trade and investment discriminated more against foreign firms than all but one country in the OECD. And while the majority of OECD countries had reduced such procedures to a negligible level by 2003, Mexico had yet to do so. 34. Among OECD countries, Mexico’s restrictions on foreign investment remain relatively tight, with only four of the 30 countries (Poland, Turkey, Italy and Canada) implementing a more restrictive regime. This may have contributed to the relatively low level of FDI as a percentage of GDP in Mexico, when compared to emerging Asia, the Latin American region as a whole, and new EU members. Greater foreign investment flows can in turn boost innovation and technological know how, thus raising growth.
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35. Fostering greater competition in key domestic markets can also spur productivity growth. Surveys have pointed to “monopolies”—both public and private—as an obstacle to business development in Mexico (see chart). Monopolies, or oligopolies, tend to slow growth by limiting the forces of competition that otherwise would spur productivity growth, or by providing key inputs to other industries either at inefficiently high prices or with low quality.
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Barriers to Trade and Investment: OECD Indices (on a 0-6 scale, with 0 least restrictive and 6 most restrictive)



Australia Austria Belgium Canada Czech republic Denmark Finland France Germany Greece Hungary Iceland Ireland Italy Japan Korea Luxembourg Mexico Netherlands New Zealand Norway Poland Portugal Slovak Republic Spain Sweden Switzerland Turkey United Kingdom United States Source: OECD (2005a)
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36. In Mexico, energy reform is a key element of the structural agenda, given the important role of state monopolies, of which the hydrocarbons (PEMEX) and electricity (CFE and Luz y Fuerza) sectors are prominent examples. An analysis of the efficiency and pricing policies of these state enterprises is beyond the scope of this paper, but it can be noted that the relatively low quality (unreliability) of electricity service could have implications across the Mexican economy (see World Bank (2005)). 37. More broadly, Mexico’s recent reform to the competition law aims at strengthening competition across the private sector. The 2006 law creates a modern basis for anti-trust regulatory action. Until the reform, the federal anti-trust commission lacked sufficient power to pursue anti-competitive practices. The reform increased standard fines and, eventually, if competition does not improve, it has the authority to divest company assets. Moreover, the commission may issue binding opinions on proposed regulation or decisions of vertical regulators (that deal solely with one sector). This is particularly important against a backdrop where the adequacy of such regulation has been widely questioned, in light of persistently high prices in some key sectors. As documented by OECD (2005c), telecom tariffs for businesses are the highest among its 30 member countries (see figure). The impact of the legislation will of course play out over time. It will be important to have strong political backing of the reform and of the commission’s independence to ensure the effectiveness of the reform.
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38. In the unregulated private sector, Mexico has retained a concentrated market structure in a number of industries that may give rise to weak competition. Such concentration exists for example in such activities as television broadcasting, tortillas and corn flour, and beer (in each case, the two largest companies appear to represent more than 90 percent of the market) and in construction materials (where the two largest companies are about 75 percent of the cement market). The price of cement is reported to be significantly higher in Mexico than in the U.S.8 Intensity of local competition United States UK Chile Spain Singapore Korea China Turkey Czech Republic Poland Mexico Brazil Argentina 2.0
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State intervention 39. State intervention, including through the regulation of product markets and the activities of state-owned enterprises, can significantly influence market functioning and competition. Mexico has taken important steps to promote regulatory transparency and reduce direct state interference with business operations. The OECD (2005a) credited Mexico with the best score for regulatory and administrative transparency as of 2003—the same score as Spain, and better than countries known for their generally superior transparency practices such as Canada. Mexico’s more favorable ranking resulted mainly from an impressive overhaul of inadequate licensing and permit systems and from reductions in the administrative burden on certain sectors. Regarding the direct forms of government economic interference, the progress recorded by the OECD is principally explained by the abandonment of price and other economic controls.
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See for instance El Economista, “EU y México firman acuerdo cementero,” January 19, 2006.
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Overall score State control, of which:



Regulatory Barriers to Product Market Competition, 1998-2003 Mexico, Korea, Czech Republic and Canada (on a 0-6 scale, with 0 least restrictive and 6 most restrictive) Mexico Korea Czech Republic 1998 2003 1998 2003 1998 2003 2.4 2.2 2.5 1.5 3.0 1.7 2.5 1.9 2.7 1.7 3.9 2.5
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40. However, the OECD’s overall scoring of barriers to product market competition, showed that progress in Mexico to 2003 had been hampered by a worse performance in two areas: (i) barriers to foreign trade and investment and (ii) competition regulation. During 1998 to 2003, while other OECD countries liberalized trade and foreign investment overall, Mexico’s performance in this area stagnated. And, on competition regulation, OECD scores indicate a significant absolute deterioration in Mexico, reflecting application of anti-trust exemptions, while all other OECD countries reduced antitrust exemptions. Mexico’s worsening anti-exemption indicator reflected a Supreme Court ruling which limited the power of the federal anti-trust commission to take action against state governments and their enterprises (and accordingly, the industries with greater exemptions in Mexico are state-owned enterprises.) As a result, the overall quality of the regulation of product market competition in Mexico progressed only marginally between 1998 and 2003 compared to its OECD peers such as Korea or the Czech Republic. Looking ahead, Mexico's rankings should improve with firm implementation of the recently-approved competition law, and if the further granting of anti-trust exemptions can be avoided.9
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The law will have an impact to the extent that it changes current practices. Evidently, it will have little effect in industries where the public sector keeps an important role if state governments and enterprises continue to be exempt.
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41. Finally, some regulatory barriers to market entry remain high by OECD and emerging market standards. A simple overall indicator of the barriers to market entry is the average time required to start a business as estimated by the World Bank (2006). In Mexico, this is still much longer than in key emerging market competitors in Asia and Eastern Europe. Gains from liberalization 42. The potential gains from liberalization are considerable, considering for instance OECD model-based simulations. Using a variety of modeling strategies, OECD (2005b) found substantial potential gains for exports and per capita growth if Mexico were to reduce regulatory barriers to product market competition to what is considered OECD best practice. In that study, the reduction of barriers to domestic product market competition is found to provide the larger output gains, followed by reductions in trade tariffs.10 Developing the Business and Investment Environment 43. Mexico has tended to rank below its country peers in the quality of the business and investment environment. Typically, relative weaknesses are found with respect to (i) provision of essential public goods such as the rule of law and (ii) other services, such as infrastructure and education, with wide-ranging externalities for the economy, that are 10



The study estimates the gains from reductions in trade tariffs, FDI restrictions, and domestic product market restrictions, using in-house econometric panel studies. OECD countries are assumed to adjust these policy variables to best OECD practice levels. Mexican exports would then grow by 40 percent, with more than 25 percentage points attributed to the streamlining of domestic regulations and some 10 percentage points to lower tariffs. Mexico’s GDP per capita would increase by 5 percent, of which 2.8 percent is due to regulatory reforms, 1.5 percent to bilateral tariff reductions, and 0.7 percent is due to FDI restriction reductions.
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currently being provided by the state in Mexico. A number of studies point to challenging governance, enforcement, and property rights issues in Mexico. Enforcement 44. The enforcement of contracts, property rights, and laws, including public security, is generally weak in Mexico; it creates additional costs and risks for firms and reduces investment opportunities. Contract enforcement in Mexico is slower and more costly than in other high performing emerging markets. For instance, it takes 421 days and costs 20 percent of the contract value to enforce a contract in Mexico whereas only 75 days and 5 percent of the contract value in Korea. In several instances, Mexico has changed its laws to improve contract enforcement, but it may take time and committed strong implementation to change perceptions that in turn may shape business decisions. Such is the case of legal procedures for bank lending: new mechanisms for secured lending, allowing for out-of-court collateral enforcement, have been enacted since 2000 with the goal of strengthening creditors’ rights. But implementation reportedly has remained marginal as, in practice, borrowers have been able to undermine the effectiveness of the new mechanisms by going to court or successfully challenging as unconstitutional private enforcement action by creditors to seize their property (see World Bank (2006)). The importance of strengthening public security, in particular in light of violence from those engaged in organized illegal activities, is also highlighted. 45. A factor behind poor enforcement is the gaps in public administration reform— especially at the state government level. Although laws have been modernized, efforts to adapt the justice system and property registration systems have been uneven across states. While requirements and procedures for contract enforcement and property registration are decided at the federal level and hence are uniform, there is a wide dispersion in the expediency and cost of these procedures between states. Differences relate to the use of intermediaries—which in some states can be many or simply have not been trained or lack specialization—and difficulty in accessing competent courts or the property cadastre to a varying degree. These problems overall appear greater in Mexico than in other emerging market countries based on recent World Economic Forum surveys on the efficiency of the legal framework (see figure). 46. Governance problems in the public and private spheres have also been a cause for the weak enforcement of procedures and laws. In the public sphere, limited accountability of state and municipal governments, notwithstanding fiscal decentralization, may have contributed to poor quality of public services in many states, with poor public infrastructure for administering property and resolving business disputes. The intensity of these problems varies considerably among regions—especially with respect to the reliability
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of the judicial system. But overall, public governance remains poor, as proxied by corruption perception measures compiled by Transparency International (see figure). Efficiency of legal framework
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47. In the private sphere, a new stock market law enacted in 2006 is expected to improve corporate governance practices which, until recently were quite poor, as indicated by Mexico’s rankings in investor protection in the World Bank’s Doing Business database (Mexico ranked 125th of 155 countries). Previously, shareholders had no effective recourse against managing boards of publicly-listed companies, and disclosure requirements for when managing boards engaged in related party transactions were especially weak. The new stock market law is expected to align some key corporate governance requirements with U.S. practices. As a result of this and other improvements, Mexico’s World Bank ranking in investors’ protection is expected to jump to between 40th and 50th place. Infrastructure 48. Transportation, utilities, and communication infrastructures are also key for a strong business environment, conducive to investment and growth. Weak infrastructure, especially transportation and port facilities, segments markets and thus limits competition, while also raising production costs, and so reducing Mexican firms’ competitiveness and the profitability of investment. East Asian countries with faster growth rates than Mexico typically display broader infrastructure coverage than Mexico. However, the quality of public investment in infrastructure matters as well as its quantity, and the World Bank has identified quality as a key issue in Mexico. 49. In particular, the need for more efficient infrastructure is well documented for electricity, water supply, and roads. Inefficiencies in public electricity providers show
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themselves in more frequent service interruptions, larger losses, and higher operating costs than private providers elsewhere in Latin America. Operating efficiency levels in water and sanitation are also well below OECD averages and the better performing utilities in developing countries. Roads are a major challenge. Considering 20 indicators of road quality, the World Bank (2005) finds that 61 percent of the highway system can be considered modern, with 39 percent requiring improvements. Only one- fourth of roads are in good condition, well below the 60 percent average in other OECD countries. Roads in the worst conditions are state and municipally controlled roads.
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50. According to the World Bank (2005), considerable efficiency gains could be reaped from better infrastructure policies, even if current levels of public investment were not raised. The public sector could use its resources more effectively. Regressive tariff subsidies, especially for electricity use, could be replaced by income-tested safety nets. The resources saved could then be redirected to regular maintenance. Beyond this, budget planning for infrastructure requires a longer time horizon and greater institutional coordination than is currently the case. Public resources could also be more focused on areas where private participation is not forthcoming, and modalities of Private Participation to
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Infrastructure (PPI) could be improved. So far, PPI in Mexico has taken forms that generally contribute the least to efficiency gains—with a majority being “greenfield projects.”11 New financial arrangements, which transfer more risk and give greater efficiency incentives, would help foster greater infrastructure efficiency. 51. Regarding communication infrastructure, Mexico also lags in areas such as broadband penetration, a key element in the information society for households and companies.
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Human capital 52. A factor commonly found to be a determinant of TFP growth is a country’s average education level. Education outcomes—whether measured as schooling attainment or by OECD proficiency tests in sciences and verbal skills—in Mexico are below those in other OECD countries, and the population coverage remains low. In recent years, considerable progress has been made in facilitating human capital formation through the establishment of incentives-based safety nets—the Oportunidades programs. But these programs will have to be complemented by long-term education reforms, as well as programs aiming to expand innovation in Mexican economy.
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Greenfield Projects: A private entity or a public-private joint venture builds a new facility and then operates it for the period specified in the project contract. The facility may return to the public sector at the end of the concession period.
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53. In a recent study (Poverty Reduction and Growth: Virtuous and Vicious Circles), the World Bank found inequality and the associated poverty to hamper growth in Mexico. According to the World Bank, Mexico may be among the countries where regional disparities may be leading to a “two-speed” economy, where certain regions are becoming more integrated with external markets, modernized and dynamic, while others seem stuck in a low growth equilibrium. The potential role of poverty traps and regional disparities would need to be considered in identifying an overall growth strategy for Mexico. D. Concluding Remarks 54. Over the years, Mexico has implemented significant reforms to create better conditions for economic growth. Still, relative to the rapid growth rates achieved by some other emerging market and developing countries, Mexico’s growth performance has been disappointing. Weak productivity growth appears as the most visible reason, although investment in Mexico also has been less than in fast-growing Asia and Chile. 55. It is evident that Mexico needs to proceed further with its reforms. While Mexico can be considered one of the reform leaders of Latin America, it still shares many points of weakness that are common to Latin America as a whole. Looking more broadly, Mexico lags other emerging market and OECD countries in many structural areas, and these lags affect economic growth through resource misallocation, missed investment opportunities, and slower productivity gains.
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56. Compared to many countries, Mexico’s relative strength is in having established an environment of macroeconomic and financial stability. But in two broad areas Mexico still has much room to improve. First, limits on the forces of competition mean that key markets fail to function dynamically, with greater barriers to access and entry, malfunctioning or less efficient labor and goods markets than found in other countries. Second, shortcomings in the provision of a strong business environment by the state may discourage investment and growth. Relative to some other countries, Mexico faces challenges in both these dimensions, and it is possible that the two classes of problems may interact and reinforce each other. One significant manifestation emphasized here is the pervasiveness of informality in Mexico, which goes beyond labor market issues, and is likely to both a cause and consequence of other problems that may slow growth (IMF 2005b). Such interactions can also work in a favorable direction. The positive implication of these interrelationships is that moving ahead with complementary reforms has the potential to generate beneficial spillovers and further accelerate Mexico’s growth. 57. As a wider understanding of the obstacles to growth in Mexico emerges, this may support political consensus to advance with needed structural reforms. As in other countries, reforms can be difficult to implement, as long as their potential benefit to the broader public interest is not well understood, while the costs of reform for those in affected sectors—whether business owners or workers or both—are clear. The greater transparency and openness that Mexico now enjoys will increase the chances that coalitions can be formed in favor of reforms. Mexico can also now count on recent institutional and governance reforms, such as the new competition law and securities market law, to open the way to a more dynamic functioning of markets, particularly if their implementation is well-supported by the judicial system. Recent and ongoing reforms in the financial sector—to promote its development and the forces of competition—will also play a positive role.
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II. REMITTANCES TO MEXICO: AN OVERVIEW12



Abstract • This chapter presents an overview of remittances in Mexico, motivated by their recent increase and its possible macroeconomic implications. • In absolute terms, remittances to Mexico appear to be among the world’s largest; however, in relation to GDP, remittances are far less than in some other countries, including in Latin America. Still, at about 3 percent of GDP—and growing—remittances to Mexico are large enough to be of macroeconomic significance. • However, macroeconomic effects of rising remittances to Mexico—such as the impact on domestic demand and the real exchange rate—are difficult to distinguish because the rapid growth of recorded remittances reflects, in some part, an improvement in data recording. • Still, some observations can be made. First, remittances inflows vary considerably across regions. Remittances are higher in states with large migration to the U.S. Second, it appears that remittances, overall, contribute to reducing poverty—although the impact may be smaller if one considers the opportunity cost of emigrating. Third, studies investigating the use of remittances in various countries find that remittances are mainly spent on private consumption. Finally, there is some evidence that remittances to Mexico have fluctuated in line with U.S. economic activity, at least during the downturn-and-recovery cycle in the first half of this decade.



A. Remittances to Mexico in International Perspective 58. Recorded remittances to Mexico have grown rapidly in the last decade and are now about 3 percent of GDP—a magnitude similar to that of Mexico’s net exports of hydrocarbons. Such a level, particularly in light of the rapid increase in remittances—and its possible continuation in the future—is of potentially significant importance to the balance of payments, private consumption, and investment as well as economic fluctuations and poverty. 59. Rising remittances are not unique to Mexico—across the world, remittances have been growing robustly over the past three decades (WEO 2005). Remittances— defined as goods and financial instruments transferred by migrants who reside and 12
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work abroad in a given country to their country of origin—grew from a global US$15 billion in 1980 to US$80 billion in 2005 (see figure). Worldwide, remittances are much larger than official aid and non-FDI capital flows, and are almost as large as FDI. Furthermore, remittances have been remarkably resilient in the face of economic downturns and crises and in several cases (e.g., the Asian crisis) they appear to have played a smoothing role. Worker's Remittances and Other Foreign Exchange Inflows to Developing Countries, 1970-2003 Remittances
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60. Mexico ranks along with India and the Philippines in terms of the U.S. dollar value of flows of remittances—but considered in relation to economic size, remittances are much more important elsewhere. As a share of GDP, remittances to Mexico amounted to 2.1 percent in 2003, whereas in at least 10 smaller economies they amounted to well over 10 percent of GDP (chart). 61. Nevertheless, remittances in Mexico are a significant source of foreign exchange inflows. Remittances in 2005, at about US$20 billion, were as large as the net exports of the maquila sector, about three times tourism receipts, and two-thirds of petroleum exports. If not for the steep rise in the price of oil after 2002, remittances would now exceed oil exports (even at today’s energy prices, remittances do exceed Mexico’s net exports of hydrocarbons).
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Remittance Inflows in Selected Developing Countries, 2004
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62. Furthermore, remittances in Mexico have surged in the last five years, tripling from about US$6 billion to US$20 billion. Compared with other countries in Latin America, only Honduras has experienced such a large percentage increase. Note though that remittances as a share of GDP have grown faster in other Latin America countries. For example, in Honduras remittances as a share of GDP surged from about 3 percent in 1995 to almost 16 percent by 2005. Remittances in the Dominican Republic and El Salvador grew by about 4 percentage points between 1995 and 2005 (to about 12 and 16 percent of GDP respectively). Remittances as Percent of GDP in Latin America, 1990-2005 25
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B. Measurement Issues 63. Measurement of remittances can be problematic, and in most countries is likely to be subject to a net downward bias, for two reasons. First, a considerable share of actual remittances may not be transferred through formal channels. Second, remittances in–kind, (e.g., goods sent to households in the home country, or payments made on behalf of relatives back home, such as insurance premiums, tuitions, and so on) usually are not counted. Importantly, it is very likely that this downward bias has declined over time with the development of capital market in countries such as Mexico, which has contributed to a surge in the usage of formal channels of transfer and hence to an increase in recorded remittances. Of course, it is also possible that some inflows to a country are reported erroneously as remittances.13 In the case of Mexico, however, a number of characteristics and patterns of the remittances data are consistent with their capturing actual remittances flows (including their regional pattern and seasonal variation, as discussed below). 13



As an example, if a small Mexican exporter sends goods (such as handicrafts) to a Mexican living in the U.S., it is possible that payment for this would be sent to Mexico in a manner that would be picked up and recorded as a transfer, not as a payment for exports.
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64. With regard to Mexico, the Bank of Mexico (BoM) has made significant efforts to increase the statistical coverage of household remittances. On October 29, 2002 the BoM issued a set of rules aimed at strengthening the statistics on workers’ remittances. This was based on the bank’s legal capacity to regulate fund transfer services carried out by credit institutions and any other agent professionally involved in such activity (Article 31 of the Bank of Mexico’s Law). Thus, all firms dedicated to fund transfer services were instructed to register at the Bank of Mexico and to provide monthly information on the amounts of workers´ remittances channeled into Mexico, classified by recipient state. 65. It is important to note that remittances data in Mexico comes directly from accounting records, providing the figures with solid support. This is in contrast to many other countries where formal remittances of small amounts are not reported to the central bank on a compulsory basis and hence the data is based on estimations rather than on direct accounting.14 66. In addition, the cost of sending remittances has declined significantly during the last few years, increasing the share of electronic transfers. For example, on average, the cost of transferring US$300 from the U.S. to Mexico fell from about US$30 in 1999 to about US$10 in 2005 (PROFECO, Procuraduría Federal del Consumidor). Not surprisingly, the number of remittances that are sent formally electronically has jumped, from about 500 thousand a month to 4.5 million, between 1995 to 2005, with an especially steep rise in 2003–05. In contrast, the number of remittances sent by money orders has been stagnant. Monthly Number of Remittance Transactions 6000 Thousand transactions per month 5000 4000
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In recent years, the official Mexican data on remittances inflows has shown a broad correspondence in size with U.S. data on remittances outflows to Mexico, after adjusting for one methodological difference: the U.S.side data count as remittances only funds sent by persons who have been living in the U.S. for more than one year.
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67. Part of the increase in formal channels can be attributed to the introduction, earlier in this decade, of the consular registration card (matrícula consular) now provided to Mexican nationals by consulates in the United States, without regard to immigration status. It appears that this has greatly contributed to the increased use of formal channels to send remittances. According to the World Bank, the document is widely accepted as identification for opening a bank account. Also, the World Bank notes that the consular registration card is a valid ID document in 32 states across the United States, in 409 cities, in 280 banking institutions. C. Structure and Growth of Recorded Remittances 68. Putting aside the question of measurement, recorded annual remittances to Mexico have surged during this decade, growing from US$6.5 billion to US$20 billion between 2000 and 2005. In comparison, FDI grew from US$17.8 billion to US$18.8 billion during the same period, while oil exports grew from US$16.1 to US$31.9 billion (the increase in net hydrocarbon exports was smaller that this, as fuel imports grew rapidly). Furthermore, remittances as a share of private consumption grew from less than 2 percent in 1995 to almost 4 percent in 2005. As a share of imports of goods, remittances have doubled from 1995, reaching almost 10 percent in 2005.
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69. Interestingly, Bank of Mexico data indicate that the average size of an individual transfer has remained about constant since 2000. The average electronic transfer was about $325 in 2005. A recent survey by the Bank of Mexico found that 80 percent of those interviewed send money on a regular basis (on average, senders remit money about thirteen times a year). The average remittance amount is directly related to the sender’s income in the U.S. 70. Seasonally, remittances are larger in May–August. Remittances are then about 20 percent higher than during the seasonally lowest period, November-February. This pattern can be explained partly by Mother’s Day in May and by payments for the new school year. Possibly, seasonal patterns of work in the U.S. economy may also play a role.
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D. Migration as a Source of Rising Remittances 71. The significant size of remittances raises several questions regarding their determinants, their impact on poverty, investment and growth, and on business cycle fluctuations, as well as the balance of payments and the real exchange rate. Regarding their determinants, an important element is, of course, immigration. 72. According to Mexico’s National Population Council (CONAPO), 10.2 million people born in Mexico are now living in the United States. According to CONAPO, annual net emigration from Mexico has been growing steadily since 1997 and is estimated to have reached almost 400,000 persons in 2004. For comparison, the population of Mexico is about 105 million15 and is growing annually by about 1.5 million. Given this trend, it is not surprising that the share of the Mexican-born population residing in the United States out of the total population in Mexico increased between 1970 and 2005 from just 1.7 percent to almost 10 percent. 73. Although the growth rate of the number of Mexicans living in the U.S. has been on average about 4.5 percent annually, remittances have grown much faster, by almost 15.5 percent annually. This differential growth highlights the probable role of better recording of remittances, although it could also reflect underlying changes in the relations between the emigrants and their families in Mexico. People born in Mexico living in United States 12
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This figure is also from CONAPO. The 2005 figure from INEGI, the national statistical institute, is about 103 million.



39



74. Migration from Mexico to the U.S., for historical reasons, has been predominantly from central and western Mexico. Recruitment of labor in Mexico during the early 1900s followed the main railroad line into Mexico, which ran southwest from Texas into the relatively populous states in west central Mexico. From the 1920s to the 1960s, the nine west-central states accounted for about 50 percent of Mexican migration to the United States, but only for 30 percent of the population (Durand, Massey and Zenteno, 2001). Emigration thereafter followed this established network: indeed, the correlation between states’ emigration rates in 1995–2000 and in 1955–59 (1924) period is 0.73 (0.48). Interestingly, although emigration rates do tend to be higher than average in states closer to the U.S, border, the “network effect” seems stronger, as states next to the borders are not those with the highest emigration rates Mexico: State-level Rates of Migration to U.S., 2000 México: grado de intensidad migratoria a Estados Unidos por entidad federativa, 2000 1 14 °
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75. As might be expected, recorded remittances inflows generally are higher in the states with higher emigration rates. On average, according to CONAPO, 5.7 percent of total households in Mexico receive remittances. However, the distribution is not uniform across states, nor across rural and urban areas. Just four of Mexico’s states (Michoacan, Durango, Guanajuato and Zacatecas) receive more than a third of total remittances. Note that the poorest states receive only small amount of remittances. While only about 3 percent of urban households receive remittances, more than 10 percent of rural households do.
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Remittances as Percent of GDP, 2005
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Furthermore, it is not surprising, given the positive correlation between emigration and remittances, that there is a negative correlation between states’ rate of population growth and the amount of remittances they receive. Remittances and Population Residing in United States by Mexican States, 2000 12
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E. Effects of Remittances on Poverty and Domestic Demand 76. Remittances, overall, contribute to reducing poverty—although the impact may be smaller if one considers the opportunity cost of emigrating. Recipients of remittances are mostly households with low income, when one excludes remittances from total income. Excluding income from remittances, more than 45 percent of all the households receiving remittances would be in the lowest decile of the income distribution. However, when including remittances in income, only about 10 percent of the families that receive remittances still belong to the lowest decile, suggesting that remittances can have a significant impact on the recipients’ income and can at least reduce the degree of poverty. 77. However, this does not imply that without emigration and remittances households’ total income would fall one-for-one, since part of the income-generating capacity of the families has moved abroad, substituting their foregone domestic income with income from remittances. In other words, if a household member had stayed in Mexico, while the family would not receive any remittances, the person’s income from working in Mexico would contribute to the household income. Indeed, Chiquiiar and Hanson (2005) find that Mexican immigrants to the United States are more educated than nonimmigrants and that if they were to be paid (according to the current skills) wages in Mexico they would be centered in the middle of Mexico’s wage distribution. One possible interpretation is that, because migrants may not be drawn from the poorest households, the “net” impact on poverty of remittances (and associated migration) may be considerably less than gross inflows of remittances would suggest. (Note that a complete analysis would take
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into account also the general equilibrium effects of the decision to migrate, including for the supply of labor in Mexico and the wages of those who do not migrate.) Percentage of Households Receiving Remittances by Deciles 50
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Source: “Remittances and Poverty in Mexico: A Propensity Score Matching Approach,” by Gerardo Esquivel and Alejandra Huerta-Pineda, Colegio de México, Working Paper, 2005.



78. Nevertheless, studies that incorporate the opportunity costs of emigration do indicate that remittances reduce poverty. Esquivel and Huerta-Pineda (2005), using a score matching approach to investigate remittances and poverty in Mexico, find that receiving remittances reduces the household’s probability of being in poverty by about 12 percent. Likewise, Lopez-Cordova (2004) finds that remittances reduce poverty: using a cross-section of Mexican municipalities, Lopez-Cordova finds that higher remittances are associated with better schooling and health indictors, and with reductions in poverty.16 Of course, distinguishing individual impacts on poverty of specific factors, such as remittances inflows and the government anti-poverty programs, is a difficult task. 79. Most studies investigating the use of remittances in various countries find that remittances are mainly spent on private consumption, although a part is used for investment, particularly in microenterprises. Using a survey approach in which recipients were asked what goods and services they spent their remittances on, studies in various countries have concluded that the majority of remittances were used for consumption (see Chami, Fullenkamp and Jahjah, 2003). However, a survey approach ignores the fact that income is fungible; that is, the remittances may be used for consumption allowing other 16



Looking beyond Mexico, a standard cross-country growth regression framework (World Economic Outlook (2005), Adams (2003) suggests a negative link between remittances and poverty.
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sources of income to be used for investment. Still, Adams (2005) finds using data from Guatemala that remittances are used mainly for consumption even when controlling for the household income. On the other hand, Woodruff and Zenteno (2004) estimate that remittances are responsible for one-fifth of the capital invested in microenterprises in urban Mexico. F. Cyclical Aspects of Remittances 80. Remittances are usually seen as a factor reducing fluctuations in output. This, for example, has been the case, particularly during the Asian crisis (see chart below), when remittances rose in both dollar terms and in relation to private consumption. However, remittances do respond to economic conditions. For example, they rose steadily in the Philippines during the early 1990s with the improvement in the investment climate, but then declined and became more volatile following the financial crisis in the late 1990s. Likewise, remittances to Turkey fell as the economy slipped into crisis in 1999 and 2000 (Ratha, 2003). In both cases, however, the volatility of remittances was smaller than that of capital flows. Remittances During Crises Percent of private consumption 2.5
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81. With regard to Mexico, one would expect that the amount of remittances would depend on the economic cycle in Mexico and in the United States with opposite signs. That is, bad times in Mexico might trigger an extra effort to send remittances back home, while bad times in the U.S. might lessen migrants’ ability or willingness to send money home. However, because the business cycle in Mexico is positively—and increasingly strongly—correlated with the cycle in the United States, it is hard to isolate such separate effects. A further difficulty in analyzing the possible cyclical properties of remittances is the lack of a long enough consistently measured time series. As discussed earlier, there is reason
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to believe that the share of actual remittances picked up in the available data has been changing. 82. A preliminary effort to investigate this question yields some evidence that remittances overall depended positively on the business cycle in the United States—at least during the downturn-and-recovery cycle in the first half of this decade. The following figure presents the moving average of the deviation of remittances from its trend level, estimated by HP filter with quarterly data from 1995–2005, together with GDP growth rates in Mexico and in the U.S. The figure suggests that remittances were below their trend level between 2000–2003 (although not in 2001), a period of slowdown in economic activity in the U.S. Of course, because economic activity was lower in Mexico during the same period, it is not possible to see here any separate impact of a slowdown in Mexico on the amount of remittances. The pattern with respect to the U.S. business cycle is consistent with findings from other countries. For example, remittances from Saudi Arabia rose during the oil boom years of 1970s and early 1980s, but declined in the mid-1980s as prices of the country’s oil exports fell. Likewise, overall remittances from the U.S. surged in the second half of the 1990s, in tandem with the economic growth (Ratha 2003). However, further research would be needed, using micro (household-level) data to shed more light on the impact of the economic conditions in the U.S. and Mexico on remittances, as well as on the impact of remittances on investment and economic growth. 16
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-3I. CONTEXT AND KEY ISSUES 1. Amid a favorable external environment, the economic recovery that began in 2003 has continued, Mexico has extended its record of macroeconomic and financial stability, and inflation has fallen to historic lows. At the same time, important structural challenges remain—to accelerate growth and poverty reduction, and to address medium-term fiscal issues centered on oil revenue reliance. 2. Recent Article IV consultations with Mexico have emphasized consolidation of the public finances in a favorable external environment, the development and implementation of the inflation targeting framework, and the structural reform agenda. In broad terms, staff agreed with the authorities on the direction of their policies and objectives. On fiscal policy, the staff supported the authorities on the need for tax reform, and highlighted the need for an efficient and cautious approach to managing oil income and wealth. The authorities have used part of their oil windfall for deficit reduction, and recently a fiscal responsibility law was passed. Monetary policy has brought inflation to the low single digits, and the authorities have significantly enhanced monetary policy transparency and communication. On the structural policy front, the staff supported the authorities’ agenda, but implementation was often frustrated by lack of political consensus. 3. Good short-term prospects and a still-favorable external environment allowed the discussions to focus on structural issues and medium-term challenges. The discussions also built on the findings of this year’s FSAP Update, and focused especially in three areas: •



Financial markets: progress since the 2001 FSAP, in terms of both stability and efficiency; and the remaining financial reform agenda.



•



Fiscal policy: the need to address underlying vulnerabilities and to counter pressures that will mount over the medium term, including in light of uncertainty concerning future levels of government oil income.



•



Growth, reforms, and competitiveness: the challenges in raising productivity, competitiveness and growth (Selected Issues Chapter I).



4. The Article IV discussions took place ahead of the July 2 elections, the results of which are under legal challenge. After the electoral institute announced that Mr. Calderon (PAN) narrowly edged Mr. Lopez Obrador (PRD) in the presidential race, the PRD began a legal challenge, on which the electoral court will rule by early September at the latest. The elections yielded a congress divided among the three main parties, with the PAN having the greatest representation, followed by the PRD. 2006 Congressional Election Results 1/ (in number of seats) PAN PRD PRI Other Chamber of Deputies 500 seats 206 (+58) 127 (+30) 103 (-120) 64 (+32) Senate 128 seats 52 (+5) 29 (+14) 33 (-25) 14 (+6) 1/ Party seat allocation in new Congress (and gain or loss). Preliminary results, as of July 2006.



-4II. RECENT DEVELOPMENTS 5. After a slowdown early last year, growth recovered in the second half of 2005 and early 2006 (Figure 1). Growth in 2005 slowed to 3.0 percent, but is estimated to have rebounded to almost 5 percent in January–May 2006. Domestic demand grew somewhat faster than output, as private consumption and private investment were both strong. Manufacturing has accelerated this year, related to stronger U.S. industrial production and a rebound of auto exports. Employment grew by more than 5 percent in 2005, and formal employment finally surpassed its 2000 level. 6. Bank credit continues to grow strongly, from a very low base. A favorable macroeconomic environment, stronger bank balance sheets, better credit information, and mortgage insurance provided by a specialized development bank boosted consumer and housing bank credit in 2005 and so far in 2006. Credit to enterprises also has grown, but at a slower pace. 7. Inflation, after an extended period above target, converged to the 3 percent target1 in late 2005 (Figure 2). Subsequently, when headline inflation moved up in early 2006—mainly reflecting volatile food prices—core inflation remained steady and the headline rate came quickly back down. 8. Amid declining inflation and inflation expectations, the Bank of Mexico (BoM) in August 2005 began to unwind its earlier monetary tightening, before stopping in April 2006. The overnight bank rate—for which the BoM targets a minimum level—was reduced from a peak of 9¾ percent to 7 percent in April, when the BoM ruled out additional easing “in the foreseeable future.”2



1



While the BoM has established a 2–4 percent inflation variability range, the authorities have emphasized that the inflation target is 3.0 percent. 2



The BoM has not changed the corto, its traditional policy instrument, since March 2005, but maintains it as an available tool.



-5Figure 1. Mexico: Real Sector Developments, 2000-2005 ...and formal employment has picked up strongly.



Growth has returned, after slowing sharply in early 2005... 12
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Mexican activity has moved closely with U.S. industrial production... 10 8
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Figure 2. Mexico: Inflation and Monetary Policy, 2000-2005 Food prices have been volatile, while core goods inflation has converged smoothly to the 3 percent target.



In late 2005, inflation converged to the 3 percent target for the first time. (12-month percent change)
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The credit recovery continues, with banks now outpacing non-bank intermediaries. 40
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-79. The BoM has adhered strictly to its policy of avoiding discretionary purchases or sales of foreign exchange (Box 1). Still, NIR has trended upward, as the BoM receives the foreign exchange cash surplus generated by the public sector—including the state oil company, PEMEX. The pace of such accumulation has been moderated by the rule for selling a fixed share of this surplus. NIR reached US$68.6 billion at end 2005, about 4½ months of imports and 1.6 times short-term external liabilities, and rose further to US$76.7 billion in July 2006. 10. With financial markets continuing to show confidence in Mexico, prices of Mexican assets have tended to move broadly in line with external markets (Figure 3). Movements in the sovereign spread have tracked other emerging market spreads, with the level well below the EMBI index and at one point crossing briefly below 100 bp. The stock market, after doubling during 2004–05, hit a new peak in early May, but then followed other emerging markets downward, through mid-June. Mexico was not among the group of emerging markets hit hardest during the May-June global selloff, although this occurred amid pre-election uncertainty.
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11. The peso, after generally appreciating since early 2004, reversed course in March 2006. The initial depreciation was associated with a marked rise in U.S. long-term interest rates. In May, the peso weakened further, amid the global selloff of emerging market assets, and almost returned to its April 2004 low. Subsequently, announcement of the July 2 election results triggered a sharp appreciation (and stock market gain, as well as a drop in the sovereign spread).
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Box 1. Operation of the Exchange Rate Regime The value of the Mexican peso is continuously market-determined, in the absence of discretionary foreign exchange purchases or sales by the central bank. At the same time, BoM accumulates NIR from: (i) interest earned on its reserves; and (ii) its role as foreign exchange conversion agent for the government and PEMEX, which together generate a net foreign exchange cash surplus. Rising oil export prices since 2002 have boosted this foreign exchange surplus and NIR accumulation. In March 2003, the authorities began to sell foreign exchange to the market, introducing a rule in which half of each quarter’s NIR accumulation is subsequently sold, in equal-sized daily auctions.1 This rule has been respected since its inception, irrespective of exchange rate developments. Under this rule, NIR grew at an average annual rate of about US$7 billion in 2003–2005, while BoM auctions of foreign exchange averaged about US$5 billion. The ratios of NIR to imports, and to GDP, were broadly stable in 2004–05.
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Under this policy regime, the variability of the peso has been similar to that of other flexible exchange rates. For example, from March 2003 to June 2006, the variation of the peso/dollar exchange rate (measured by the standard deviation of daily, weekly, or monthly changes) was broadly comparable to that of the exchange rates of the Canadian dollar and Euro. During this period, short-run fluctuations in the Mexican exchange rate were significantly correlated with movements in emerging market bond spreads (declines in the EMBI+ index were associated with appreciation of the peso). Shifts in world oil prices may also have influenced the peso in this period, but the statistical evidence for this relationship is much weaker. Statistically, it is not possible to discern any link from the BoM’s daily foreign exchange sales to movements in the peso (as would be expected, given the very smooth rate of foreign exchange sales).2 1.



The BoM sells by auction half of the NIR accumulation that would have been registered over the quarter were it not for the foreign exchange sold under the rule. When the rule was adopted in March 2003, half of each quarter’s accumulation was sold into the market over the next quarter. In March 2004, the rule was modified to sell the same amount over the next four quarters, reducing quarterly fluctuations in foreign exchange sales.



2.



BoM foreign exchange sales are small in relation to the turnover in the peso-dollar market. End-2004 figures indicate a daily turnover (spot and forward) of US$15 billion, more than a thousand times the BoM’s daily foreign exchange sales.
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Figure 3. Mexico: Financial Market Developments ...while the yield curve has steepened since end2005.
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...and the real exchange rate is also nearly back to its early 2004 level.



The peso's recent depreciation reversed much of the appreciation seen since early 2004... 140
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12. The fiscal accounts showed a further consolidation in 2005, helped by a modest rise in oil revenues and a better-than-expected balance of the development banks (Figure 4). Although oil export prices were up sharply, net oil revenues rose by just 0.4 percent of GDP, reflecting a weak production outturn,3 as well as structural factors (see below). This modest gain helped narrow the augmented deficit, to 1.4 percent of GDP. The non-oil deficit narrowed slightly, to 7.2 percent of GDP. Although current expenditure turned up in 2005, this was offset by better non-oil revenue performance and negative net lending by the development banks, reflecting their sale of loans.4 In terms of the traditional budget measure, the government again met its target, as the traditional deficit fell to 0.1 percent of GDP. Mexico: Financial Operations of the Public Sector, 2001-2006 (in percent of GDP)
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13. The fiscal windfall from rising world energy prices has remained relatively modest. Hydrocarbon production in Mexico is much smaller in relation to the size of the economy than in other oil exporting countries. Another factor is that Mexico’s hydrocarbon import bill—roughly half as large as its hydrocarbon export receipts—has also been pushed 3 4



In 2005, oil production stagnated and oil export volume actually declined.



In the staff’s presentation of the augmented fiscal accounts, net lending by the development banks counts as expenditure and adds to the augmented deficit; loan recovery, and the sale of loans, counts as negative expenditure and reduces the augmented deficit.
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Figure 4. Mexico: Fiscal Sector, 2000-2006 The augmented fiscal deficit has narrowed since 2000, partly reflecting lower interest costs. 4
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up by rising prices. Further, the fiscal gain from PEMEX’ domestic sales has been significantly limited by the longstanding practice of holding domestic gasoline prices constant in real terms.5 Staff estimates that if such fuel prices had tracked world prices since 2002, revenue in 2006 would be some 2 percent of GDP higher than now projected.6 10 (Percent of GDP) 9 Hydrocarbon Revenue 8 7 6 5 Hydrocarbon Exports (Gross) 4 3 2 1 Hydrocarbon Exports less Imports 0 2000 2002 2004 2006
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14. Proven reserves of oil declined again in 2005. As in recent years, oil was pumped out much faster than “new” oil was added to proven reserves, which are now down to about 11 years’ production (Box 2). 15. The external position has continued to improve, helped by favorable external conditions that stayed ahead of the effect of rising domestic demand on imports (Figure 5). Although imports grew strongly, rising remittances (Selected Issues Chapter II) and oil exports reduced the current account deficit to less than 1 percent of GDP in 2005, and in the first quarter of 2006 the current account moved into surplus. Non-oil exports performed well overall, with a rebound in the maquila sector. Mexico’s share in its main export market, the U.S., stabilized in 2005, after three years of decline. Foreign direct investment more than matched the current account deficit in 2005. Within the capital account, the public sector significantly reduced its external borrowing, while net borrowing of the corporate sector turned positive for the first time in several years. 16. The public debt ratio declined further in 2005, with gross public debt just under 45 percent of GDP. External debt fell to about 13 percent of GDP. If the central bank’s international reserves were taken into account, net external public debt would be less than 5 percent of GDP. Of the domestically-issued debt, foreigners held about US$12 billion at mid-2006 (about 1½ percent of GDP).
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Other than gasoline and diesel prices, most energy prices in Mexico are adjusted in response to movements in world prices.
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Considered in relation to U.S. gasoline prices, Mexican gasoline pump prices have moved from a situation of significant taxation in 2002 to a modest subsidy this year.
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Box 2. Sustainability Issues in the Oil Sector Oil revenues are key to the medium-term outlook for the public finances. Although oil plays a much smaller role in the economy 20 20 Billion barrels Years of Mexico than in some other oilexporters, the fiscal significance of oil 18 18 Proven Oil Reserves 1/ is magnified by the lack of private (right scale) 16 16 participation in the sector. Thus all the oil sector’s revenues, as well as its 14 14 operating costs, import bill, and investment needs, directly influence 12 12 the public finances. With oil-based Reserves-to-Production Ratio (Proven Reserves) revenues comprising around 10 10 40 percent of total public sector 8 8 revenues, the performance of the 2002 2003 2004 2005 sector—as represented entirely by Source: PEMEX. PEMEX—is critical to the dynamics 1/ Crude and condensates. of the public finances. The sustainability of PEMEX production is a potential concern. In recent years, oil production has grown little. Moreover, proven oil reserves have declined steadily from about 17 billion barrels in 2002 to 14 billion barrels in 2005. The ratio of proven reserves to annual production fell from about 15 years in 2002 to 11 years in 2005 (the measure of proven plus probable reserves declined similarly, from the equivalent of about 26½ years of production to about 21½ years.) Future oil output will depend largely on PEMEX’s success in developing and exploiting new oil fields. Oil production from the “supergiant” Cantarell field—which currently accounts for about 60 percent of total output—is projected by PEMEX to fall by almost 50 percent by 2010. Finding adequate replacements for this relatively accessible field will be a challenge. PEMEX expects that declining Cantarell output can be more than compensated over the next few years by developing existing fields (particularly the KMZ field) and exploring new oil sources. However, oil production forecasts, particularly for new fields, are subject to great uncertainty, and analysts do not rule out the possibility that total production could begin to decline in the next few years. Significant investment expenditure and new technology will be required to exploit geologically challenging terrain and deep-sea sources. Already, PEMEX investment has recently climbed to over US$10 billion annually, from less than US$1 billion in the 1990s. Although foreign technology is often acquired through equity participation by other oil majors in new projects, this is prohibited by Mexico’s constitution.
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Figure 5. Mexico: External Sector, 2000 - 2005 The annual current account deficit moved under 1 percent of GDP in 2005... 1
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Mexico's export share in the U.S. market seemed to stabilize after 2004. 16



3-month moving average of 12-month percent change



30



2001



Mexico



10 China



9



-10 -15



8 2000



2001



2002



2003



2004



2005



2000



Recorded inbound family remittances continue to grow rapidly, quadrupling over the last 6 years. 7 6
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17. Debt management emphasized improvement in maturity as well as a shift away from external debt. The government conducted a number of liability management operations aimed at reducing the share of external debt, creating liquid benchmark bonds in the international market, and diversifying the investor base. The authorities have announced that the federal government has no foreign financing need for the rest of 2006; in June, the government announced that it will pre-pay about US$7 billion of external debt to the World Bank and Inter-American Development Bank (see later). In the domestic debt market, the authorities continued to increase the share of fixed rate instruments and increased the average maturity of central government debt, which rose to almost 40 months in 2005, from 38 months in 2004. In the broader augmented public debt, however, substantial short-term debt remains, including on the books of IPAB, the deposit protection agency. 18. Since the 2005 Article IV consultation, a number of significant reforms were approved by congress and became law. These reforms (discussed later) include: (i) a budget and fiscal responsibility law; (ii) a strengthened competition law; (iii) a modified securities market law; and (iv) a bank resolution law. III. REPORT ON THE DISCUSSIONS A. Outlook 19. The mission and authorities Real GDP and U.S. Industrial Production agreed that the overall economic outlook 8 (annual percent change) for 2006–07 was positive, in the context of Mexico: Real GDP 6 a continued favorable external United States: Industrial environment. Staff expects growth this year production 4 to reach at least 4 percent, then to come closer to trend at around 3½ percent 2 in 2007. This view takes account of the strong performance in the first half of 2006 0 and assumes continued steady growth in the U.S.. Growth would be fairly balanced, with -2 consumption growing only slightly faster than GDP, and continued strong investment, -4 while healthy export volume growth would 2000 2001 2002 2003 2004 2005 2006 2007 Sources: INEGI, consensus forecasts, and staff estimates roughly offset import volume growth. With the benefit of higher oil export prices, the already small external current account deficit would nearly disappear in 2006, before widening slightly in 2007. The authorities’ view was broadly similar, but they noted that growth could be somewhat higher in both years (subsequently, the BoM raised its 2006 growth projection to a range of 4 to 4½ percent). 20. Inflation in 2006–07 is expected to remain close to the 3 percent target. The BoM projects 3 to 3½ percent inflation this year. Staff projections, based on a constant policy interest rate of 7 percent for the remainder of this year, put inflation at 3.3 percent at end2006 and 3 percent in 2007. Surveys of private expectations are similar for 2006, and around 3.4 percent for 2007.
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21. Staff projects a slight widening of the augmented fiscal deficit in 2006, with a larger increase in the non-oil deficit. The 2006 budget targets a zero balance on the traditional measure, but was based on an oil price significantly below current forecasts (and below the actual 2005 price), and a cut in expenditure (in real terms, relative to the 2005 outcome). This year’s average price will likely exceed the budget’s assumption by almost 50 percent (and the 2005 price by more than 25 percent), while the budget’s adjustors will require the spending of much of the unbudgeted oil revenue. Relative to the 2005 outcome, oil revenue this year would rise by almost 1 percent of GDP; with some increase in oilrelated capital expenditure, the oil balance would improve by 0.7 points. On the non-oil balance, current expenditure would hold about steady on the staff’s projections, but with the expected resumption of net lending by the development banks and a projected fall back in non-oil revenue, staff projects that the non-oil augmented deficit would widen somewhat, to near 8 percent of GDP. 22. For the near-term outlook, uncertainties include the U.S. economy and a further tightening of global liquidity conditions. As the U.S. economy moves closer to full employment, the balance of risks from Mexico’s tight link to the U.S. tilts less to the upside. Further tightening of global liquidity conditions could act to slow demand and activity, although Mexico would be less affected than some other emerging markets. Of course any sign of a major shift in macroeconomic policy discipline would represent a risk, particularly in light of the still-significant public financing needs. (More specific risk scenarios are discussed in Section E and Annex V.) 23. Medium-term prospects depend importantly on Mexico’s ability to implement structural reforms to address constraints to growth (Section IV, and Selected Issues Chapter I). In the absence of major new reforms, staff projects that potential output would grow at about 3½ percent through the medium-term, a bit faster than recent historical experience. The authorities’ view is similar, in a range of 3½ to 4 percent. Staff and the authorities agree that a transition to a much faster growth trend would require significant reforms. Regarding the medium-term fiscal outlook, the main factors will be implementation of the newly-established budget target (see below) and the continued containment of offbudget flows. B. Fiscal Policy 24. The mission welcomed the fiscal consolidation achieved in recent years that had been key to Mexico’s improved economic position. Declining annual targets for the fiscal deficit had been consistently met, and the broader augmented fiscal deficit had also been reduced, inducing a gradually declining trend in the debt ratio. Looking forward, implementation of the new Budget and Fiscal Responsibility Law would help maintain broad fiscal discipline (Box 3). 25.



However, several underlying fiscal problems will need to be resolved:



•



Fiscal dependence on oil revenue. Amid low tax revenue, the public finances are heavily reliant on an oil revenue stream that is uncertain, subject both to oil price risk and to risk of resource depletion. In the context of relatively low and declining oil reserves, the non-oil augmented deficit—more than 7 percent of GDP—remains uncomfortably large.
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•



Public debt is still higher than desirable. While the public debt ratio is not unusually high by international standards, it would be prudent to bring debt down more rapidly, particularly in light of the above-mentioned oil risks.



•



Spending pressures will rise over the medium term. These include costs of public employee pensions, access to public health insurance, and infrastructure and education needs.



•



Limited accountability and control over state government expenditures. State-level expenditures—supported by federal government transfers—are more important than in the past, highlighting the need for progress on this front.



26. The authorities explained the approaches to these issues taken so far, including the passage of a fiscal responsibility law. Although their tax reform proposals had not found support in congress, the proposed reform of pensions for public employees is under discussion in congress. To contain exposure to a decline in oil prices, budgets had been designed to avoid letting rising oil income translate into inertial expenditure, instead channeling it into contingent spending, including investment in the oil sector, as well as deficit reduction. The mechanism for handling oil income in the new Budget and Fiscal Responsibility Law continues in this direction, although there was some concern that it could allow a too-rapid increase in expenditure if oil prices rose abruptly. And the authorities noted that transfers to states would go up further with rising oil prices, making it more important to improve accountability and control of such expenditure. 27. On the sustainability of oil income, the authorities explained the need to balance risks, inside a given legal framework. To counter the prospect of declining production, PEMEX investment spending had been raised significantly, from a low base. Although the decline in proven reserves had not yet been arrested, these investments were expected to pay off with some lag, enough to avoid a decline in production. On the other hand, oil investments have inherent risks, and concerns about PEMEX governance could add to these. Unfortunately, a proposal to reform PEMEX governance and allow some risk-sharing with the private sector had not cleared congress. 28. The mission agreed that PEMEX governance reform would be a critical step in ensuring that the oil industry operates most efficiently. Mexico could follow other countries that have put national oil companies on a more commercial footing. It would also be important to reconsider the existing constraints on PEMEX financing—in which raising oil sector investment essentially requires either fiscal policy tightening or the issuance of public debt—since this may put too much strain on the public sector balance sheet, while denying PEMEX access to technologies and advantages that other oil companies obtain through joint ventures.7



7



Brazil’s Petrobras illustrates the use of private equity finance in a national oil company.
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Box 3. The New Budget and Fiscal Responsibility Law This law enacted in March 2006 establishes: (i) an ongoing fiscal balance target; (ii) mechanisms for budgeting amid oil price uncertainty; and (iii) a medium-term expenditure framework. Fiscal target. Future budgets are to aim at a zero balance on the traditional fiscal measure. Under exceptional circumstances, a weaker budget may be proposed, but this requires explicit justification and plans for returning to zero balance. (A stronger than required budget also may be proposed.) The law does not limit the augmented deficit, but does require projection and monitoring of this broader fiscal measure. Medium-term implications and debt sustainability. Provided that off-budget flows do not rise above recent levels, consistent achievement of the targeted zero traditional balance would imply that the augmented deficit would remain near its recent level of 1½ percent of GDP. Such a stance would be consistent with a continued gradual reduction of the augmented public debt ratio. Response to oil price fluctuations and saving of oil revenue. The law calls for a limited amount of financial saving and dissaving in response to fluctuations in oil prices. Federal oil revenues for each annual budget will be projected using a reference oil price. This price will be set by a formula based mainly on oil futures prices (a mix of short-term and medium-term futures), with a one-quarter weight on the average price of the last 10 years. Any excess income, that results from actual oil prices above the reference price, may first be used to compensate for certain budgetary overruns (e.g., higher interest costs, and the higher fuel bill of the state electricity company). The remainder is to be split between several stabilization funds (90 percent) and state-level investment projects (10 percent). Once these funds reach ceilings, totaling about 1½ percent of GDP, any subsequent excess is to be used for investment projects (75 percent) and eventual pension reform costs (25 percent). If the oil price turns out below its reference level, the stabilization funds can be drawn down, over time, but once exhausted, fiscal tightening is required. Expenditure smoothing. As described, the new law does not aim to isolate expenditure completely from oil revenue fluctuations, even those that might appear to be temporary. While temporary and permanent price changes are difficult to gauge, the new reference price formula includes elements that may be related to long-run price tendencies. The new rule is built to play a smoothing role, and it will induce a degree of caution in times of rising oil prices. Still, there is the possibility that the new law could allow a rapid rise in public expenditure, including because the oil reference price formula puts much weight on short-term oil futures prices, which often move closely with the spot oil price. (An earlier proposal for the formula, analyzed in the previous Article IV consultation, put more weight on medium-term futures prices, and would have implied more smoothing, but was not supported by congress.) Against this, the practice of holding the domestic price of gasoline steady in real terms, if maintained, will reduce fluctuations in government revenue, and therefore limit the increase in expenditure that might otherwise be triggered by the new fiscal rule when oil prices rise. Medium-term expenditure framework. Annual budgets now will be presented in the context of a long-term quantitative framework, with projections for the next five years, and the costs of new fiscal measures will have to be explicitly shown. Previously, each administration was required to publish only one medium-term fiscal plan, in its first year. Other provisions to strengthen expenditure management include greater transparency and controls over the use of trust funds, greater accountability in the selection of investment projects and the granting of subsidies, and stricter monitoring of within-year budget execution. Finally, the law includes steps toward performancebased budgeting, requiring the establishment of indicators to measure program outcomes.
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29. In the meantime, absent such reforms, the mission recommended that fiscal policy be more cautious than required by the budget law, given the risk of an eventual decline in oil income. The mission suggested taking advantage of the currently very favorable external environment—high oil prices, as well as still-low international interest rates—to adopt a fiscal stance that would be more ambitious than the minimum required by the Budget and Fiscal Responsibility Law. In particular, the mission recommended avoiding an increase in the non-oil augmented deficit from its 2005 level, which would translate into targeting a surplus on the traditional budget measure in 2007. 30. The authorities agreed that the 2007 budget should aim to save more oil income than will be possible this year. They planned to prepare a draft of the 2007 budget which the incoming administration could consider before submitting its own budget to congress. They noted that the approved 2006 budget will require spending a considerable share of this year’s unbudgeted oil income, and that there was not much room to overperform on the 2006 budget. 31. The mission noted that a more ambitious fiscal stance could be based on a combination of revenue measures and selective expenditure cuts. Tax reform, along the lines proposed earlier by the authorities, was essential. The recently-published “tax expenditure” estimates—quite high at 6.7 percent of GDP in 2005—give an indication of the room available for broadening the tax base.8 Improved tax administration could also play a role. Another possibility could be to adjust the administered price of gasoline—not only to remove the implicit subsidy that recently emerged when world prices surged, but also to move to restore the once-important excise tax on gasoline, which would also address negative externalities of gasoline consumption.9 On the expenditure side, savings could come for example from reducing and better targeting subsidies, such as that on electricity use. C.



Monetary and Exchange Rate Policy



32. The mission commended the adept implementation of the inflation targeting framework, noting the enhanced credibility that had resulted from recent convergence. Following the earlier tightening of monetary policy, the August 2005 decision to begin reversing that tightening seems well-timed—inflation was brought down, without inducing an undershooting of the target. Subsequently, when food price shocks took headline inflation to the top of the variability band, inflation expectations did not rise (in contrast to similar episodes in the past), suggesting increased credibility. Moreover, the authorities had been able to reduce interest rates during a time of peso weakness in March and April, without sacrificing credibility, as it was understood that the inflation outlook justified the moves. 8



For comparison, actual tax revenue was 9.5 percent of GDP in 2005, and oil earnings (net of operating costs and investment expenditure) were 5.7 percent of GDP.



9



For many years, gasoline pump prices (inclusive of excise taxes) were significantly above U.S. levels. Under the longstanding policy of holding the domestic price constant in real terms, international prices of gasoline began to exceed Mexican levels in late 2005. The mission also recommended letting the gasoline price move with world prices—after first restoring an appropriate after-tax gasoline price level, to avoid locking in a toolow price. Flexible pricing would then prevent a subsidy from re-emerging if world price rises further. However, because such price flexibility would significantly increase the volatility of oil-related income, it would make it even more important to save such income during times of high world prices.
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33. The authorities explained the factors that had led them in April to rule out further easing in the foreseeable future. They did not see any sign of a threat to inflation from demand pressures or labor market tightness and estimated that some output gap remains; they also noted the price-disciplining effect of competition from China. On the other hand, there were some potential upside risks to inflation from external sources, and the uncertainty surrounding an election period argued for extra caution. Inflation expectations still about a half point above target also argued for holding a stance that could be characterized as still somewhat restrictive. The mission shared this assessment of the stance and risks, noting that continued focus on achieving the inflation target will further entrench credibility. 34. The authorities considered that inflation expectations would align fully over time with the 3 percent inflation target, as policy continued to aim at keeping inflation outcomes centered on that target. They were broadly satisfied with the results of their stepped-up efforts to communicate policy to the public. The mission agreed that private expectations would continue gradually to adjust after having been too pessimistic and suggested that additional traction could perhaps be gained by further steps in communicating with the public. The inflation reports published quarterly are an essential communication device as well as the regular statements after meetings, and the BoM has been increasingly forthcoming about its inflation projections. The BoM could go further by regularly publishing formal forecasts at multiple horizons, or by publishing a model of how it views the inflation process. The authorities indicated that such ideas were kept under consideration, and their potential advantages and disadvantages were being weighed. On monetary instruments, it was agreed that the interest rate signals given in the monthly policy announcements were clear and effective in governing monetary conditions. 35. The floating exchange rate policy continues to work well. The mission noted the advantages of the authorities’ hands-off policy regarding the exchange rate, in terms of transparency, promoting hedging by the private sector, and keeping expectations focused on the inflation target. The rule for selling a fixed share of the public sector’s foreign exchange surplus fits well inside this policy of symmetric exchange rate flexibility. 36. The mission and authorities agreed that NIR had reached a healthy level, according to standard indicators of reserve adequacy. If the authorities were to decide that NIR was growing faster than necessary, the mission recommended that any modified rule preserve the best features of the current one, in which NIR does not respond to exchange rate developments. Subsequently, the authorities in June announced a debt management operation that will have the effect of slowing NIR growth this year, while leaving the existing exchange rate policy mechanisms intact. In this operation, central bank NIR will be used to pre-pay about US$7 billion of the government’s external debt to the World Bank and IDB.10 10



In compensation, the government will transfer new government paper to the BoM, which the BoM will exchange in the market for equivalent outstanding liabilities of the central bank. From a consolidated viewpoint, the operation will leave unchanged the net external debt and the net domestic debt of the consolidated public sector, while generating net interest savings (essentially because the interest cost of the prepaid external debt exceeded the interest earnings on NIR).
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As a consequence, staff projects that while NIR will continue to grow this year, the increase will be considerably less than in 2005, notwithstanding higher oil export prices. D. Financial Issues and Policies 37. The FSAP Update found considerable progress since the 2001 FSAP, and confirmed the overall strength and resilience of the financial system. Although financial intermediation overall is still relatively limited, conditions for its further development are improving. 38. Since the 2001 FSAP, a major reform effort has aimed at enhancing the stability of the financial sector and strengthening its role in providing credit to the private sector. The supervision of banks and securities has improved significantly. The audit and debt exchange of disputed bank restructuring bonds removed an important source of legal uncertainty in the banking system. Market infrastructure has improved, with new legal and regulatory frameworks for various intermediaries and the modernization of large value payments systems. Derivatives markets have grown significantly, allowing better management of risks. 39. New legislation continues these efforts by strengthening corporate governance, authorizing private mortgage insurance, deregulating credit that is not funded by deposits, and creating a new bank resolution framework. The new stock market law considerably strengthens investors’ rights and enables stock-market listings for smaller firms. Non-bank credit institutions (Sofoles, which are not permitted to take deposits) will be deregulated: licensing requirements and restrictions on the market segment they can enter are being withdrawn gradually. The new bank resolution framework, once complementary regulations are implemented, will provide clear mechanisms to deal with insolvent commercial banks. 40. Helped by good macroeconomic policies, sound oversight, and a favorable external environment, the financial system has increased its resilience to adverse shocks. Overall, private banks are profitable and liquid, and their capital is high (currently over 15 percent of risk-weighted assets).11 Commercial banks appear capable of withstanding significant market and credit risk shocks, according to tests conducted for the FSAP Update. 41. Commercial banks’ asset quality continues to improve, although strong growth of consumer credit could eventually bring some deterioration of credit portfolios. In that context, the authorities are moving to strengthen further the monitoring of consumer credit risk. For now, the level of household debt is significantly lower than in other countries, and overall non-performing loans remain low for both banks and non-bank credit institutions. Loan loss provisions, in excess of required levels, provide a reassuring cushion.



11



The relatively high CARs are partly explained by banks’ large holdings of government securities, which effectively carry a zero risk weighting. Government liabilities still account for an important part of commercial banks’ assets, although this share has declined in the last few years.
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42. Even with the recent growth of credit and securities markets, financial intermediation overall remains relatively limited, while the INFONAVIT housing fund plays a significant role.12 Commercial bank credit to non-financial enterprises is no more than 10 percent of GDP. (In comparison, funds channeled through INFONAVIT reached 5 percent of GDP in 2005.) Local corporate debt issuance increased in 2005, but remains low at 2 percent of GDP. Domestic equity issuance remains small, somewhat less than US$2 billion in 2005, although this did represent a ten-fold increase with respect to 2004. The market for asset-backed securities has been the fastest growing segment of Mexico’s private debt market, since their legal framework was strengthened in 2003. 43. Among the recommendations from the FSAP Update, the mission highlighted priorities for future policies in three areas: •



Enhancing the supervisory regime and contingency planning, to entrench resilience. Next steps should include full-fledged consolidated supervision of financial conglomerates, further enhancing the monitoring of consumer credit risk, creating clearer rules for inter-agency contingency planning, and adopting a legal framework to guarantee the political and budgetary autonomy of supervisory bodies.



•



Further rationalization and reform of development banks. Some development banks have been reformed and have developed market-friendly instruments to promote access to finance, but some have not reformed (see FSSA report). The challenges include redefining the mandates of those banks, further consolidating and rationalizing the system, continuing with current plans to establish a “subsidies bureau” to rationalize the various financial subsidy and guarantee programs, and implementing performance indicators. In the growing housing finance market, the SHF, a specialized development bank for housing, has played a key role in developing the market; it will be appropriate to stick to the timetable for the SHF to withdraw from financing mortgages.



•



Promoting access to financing and competition. Along with continuing efforts to strengthen creditors’ and investors’ rights, steps to promote greater competition would help improve access to financing. For banks, the mission endorsed the authorities’ work to foster competition by improving disclosure of information on availability and costs of credit and retail payment services, and by fostering greater cooperation among institutions in the use of financial infrastructure. For pension funds, the mission welcomed plans to require transparent disclosure of each fund’s investment performance, including with reference to investment benchmarks.



44. The authorities generally concurred with the findings and recommendations of the FSAP Update. They noted that their most recent reform efforts aimed to address many 12



Infonavit is an autonomous housing fund for private sector employees that receives mandatory payroll contributions and is required by law to provide housing finance to its affiliates. Infonavit has increased its dominance of the primary mortgage market, from 49 percent of outstanding balances in 2000 to 60 percent at the end of 2005. Mortgage lending by FOVISSSTE (the equivalent of Infonavit for public sector employees) adds to the public sector’s large presence in this market.
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of the issues. Regarding financial market development, they and the staff expected the effects of reforms implemented in recent years to accumulate over time. E. Vulnerabilities and Measures to Boost Resilience 45. The mission noted Mexico’s success in reducing vulnerabilities and building resilience. In addition to the strengthened financial system, Mexico benefits from: (i) an improved public sector balance sheet, especially strong in terms of low exposure to exchange rate risk;13 (ii) the flexible exchange rate in the context of a credible inflation anchor; and (iii) levels of external debt and external financing needs, of both the public and private sector, that are relatively low in international comparisons. Selected Vulnerability Indicators, 2005 (In percent of GDP, unless otherwise indicated) Mexico



Median, sample of 48 emerging market countries



External sector Gross reserves in percent of short-term debt at remaining maturity Total gross external debt Of which: External debt of domestic private sector Current account balance Gross external financing requirement 1/



155.4 22.5 8.4 -0.6 5.8



149.2 47.9 19.9 -1.8 12.4



Public sector 2/ Overall balance Gross public sector financing requirement 3/ Public sector gross debt Of which: Exposed to exchange rate risk 4/ Exposed to rollover risk (ST debt, residual maturity) 5/ MLT debt at variable interest rate 6/



-1.4 11.3 44.0 14.1 10.6 14.5



-2.1 8.1 46.2 20.3 6.1 12.3



Memo items: EMBI + secondary market spread (bps, average)



155.9



Source: Staff estimates. 1/ Current account deficit plus amortization of external debt. 2/ For Mexico, public sector includes public enterprises. 3/ Overall fiscal deficit plus debt amortization and rollover; 2005 estimate for Mexico. 4/ Debt in foreign currency or linked to the exchange rate, domestic and external. 5/ Short-term debt and maturing medium- and long-term debt, domestic and external, excluding external debt to official creditors. 6/ As of end 2005 for Mexico and as of end 2004 for the sample of emerging market countries.



13



In terms of stocks, net external debt of the consolidated public sector (i.e., net of central bank NIR) is around 3 percent of GDP. This debt stock is approximately matched by PEMEX’s 2006 net foreign exchange earnings (to say nothing of the present value of PEMEX’ future income stream). In terms of current income flows, PEMEX’s net foreign exchange flow exceeds interest on all public external debt, which was about 1 percent of GDP in 2005. Amortization of all public external debt was about 2½ percent of GDP 2005.
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46. To further reduce vulnerabilities, the mission emphasized continuing efforts to reduce the public debt ratio and strengthen the debt structure.14 Short-term external financing needs are low, but the average maturity of the domestic component of the total public debt, while increasing, is still relatively short. This generates significant gross financing needs, estimated by staff to be 11½ percent of GDP this year. It would be important also to bring down further the share of domestic debt indexed to the interest rate. The authorities confirmed that they would continue in these directions, taking into account also the costs of extending maturity in the context of an upward-sloping yield curve. 47. The mission commended the transparent, non-opportunistic approach to public debt issuance, which has helped build confidence. In an adverse scenario, including a hypothetical loss of confidence in Mexican assets, it would be advisable to stick to this debt strategy, and in particular to avoid a large shift in issuance toward debt that is either very short-term or indexed to interest rates. The authorities commented that fiscal policy would be the most effective response to such a shock. Finally, the mission recommended consolidating the analysis and management of public debt to the extent possible, including shifting the sizable debt of the deposit protection agency (IPAB) to the books of the federal government. The authorities noted that the latter would require legislation. 48. Staff’s sensitivity analysis of potential shocks highlights the importance of continuing to extend debt maturity and of reducing oil risks. A hypothetical “confidence shock” episode with a hike in interest rates and a sharp depreciation, along with weaker growth, could put the public debt on an upward path, though not an extreme one. However, gross public sector financing needs could rise significantly if a shock were sustained and short-term debt began to be used intensively to finance amortization. Oil risk was also examined. In the near-term, this is centered on a possible sharp drop in oil prices, but over longer horizons there is the risk of declining production, and the mission also discussed a scenario in which oil production would fall in the medium term (Annex V). 49.



The mission suggested that oil-related risks could be contained in two ways:



•



Strengthening the non-oil fiscal balance. Especially if proven oil reserves were to continue to decline, it would be prudent to aim at a significant reduction over time of the non-oil deficit.



•



Diversifying risk. From a financial perspective, risks to the public sector could be reduced by allowing some sharing of risk with the private investors in PEMEX investment. This would allow the public sector balance sheet to have a safer structure: a lower level of debt, and a lower share of its assets invested in the oil sector.



50. Also discussed was a scenario involving lower U.S. and world growth, prompted for example by a possible loss of confidence in U.S. assets and rising global interest rates. Activity in Mexico would be particularly affected, through the country’s tight links to the U.S., while a drop in world oil prices (which is assumed to be triggered by weaker 14



Outside the public sector, the mission noted the absence of signs of financial distress in the corporate sector, while external debt of the private sector is relatively low, about 10 percent of GDP.
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U.S. and global activity) would reduce fiscal revenues. In such a scenario, the fiscal deficit could widen by 1 to 2 percentage points of GDP, mainly from effects of lower oil prices and higher interest rates. Again, it was agreed that a fiscal policy response—as indeed would be required by the new fiscal responsibility law— would be important, while monetary policy should remain focused on the inflation target. F. Growth, Competitiveness, and the Reform Agenda 51. During the past decade, a number of accomplishments have helped set the stage for faster growth. These include macroeconomic and financial system stability, reforms to promote a deeper capital market and financial intermediation, and a range of specific reforms to improve the business environment, and the functioning of particular sectors. Just recently, laws were passed to improve corporate governance and help fight anti-competitive practices. Attention also has been given to human capital, with the development of incentive-based social assistance programs and broader access for health insurance. 52. Still, Mexico faces significant structural problems that together have prevented the gains in productivity needed for fast growth (Selected Issues Chapter I). The problem has several dimensions: the need for better infrastructure to integrate Mexico further with the rest of North America; the challenge of improving the education system and building human capital; and the need to address deficiencies in governance, the rule of law and security, judicial systems, and the regulatory environment. In such dimensions, Mexico generally lags not only other OECD member countries but also other investment grade emerging market countries—especially in East Asia. While Mexico has made some progress, reforms in such areas take time, and it is clear that much room for improvement remains. 53. Growth is also held back by barriers to flexible resource reallocation and in some areas by lack of sufficient competitive forces to spur productivity growth. In the energy sector, legal constraints support a state oil monopoly, and ban nearly all competition in the electricity sector. Moreover, the governance of PEMEX constrains the company’s ability to pursue efficiency.15 In the private sector, a number of key sectors are highly concentrated, and this may translate into pricing power on important inputs16 and limit incentives to adapt. Regulation makes formal labor markets too rigid (the large informal sector is more flexible, but participation in the informal sector can be inefficient from a broader point of view, with negative externalities that slow growth). 54. Barriers to the dynamic functioning of markets could be addressed on multiple fronts. The authorities were hopeful that the recent reform of the competition law, strengthening the federal competition commission, would work as a powerful tool. As discussed earlier, steps are being taken to promote competition in the financial sector, from licensing new entrants, to information and transparency requirements that will help consumer choice. The mission also recommended removing those barriers to external competition that 15



For example, it is difficult to transfer PEMEX oil field workers to a new installation, even after a well runs dry. 16



Telecommunications is one example, where regulatory oversight so far has been unable to stop prices that are high in international comparison, as documented by the OECD.
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still exist in the form of import licensing requirements and limitations on FDI. While the bulk of Mexico’s trade is with other NAFTA members—on a very liberal basis—tariffs on goods from other countries could still be streamlined and reduced.17 More competition could be allowed in the energy sector. Cutting across sectors, reform of labor regulation would allow a more flexible allocation of resources, and promote active competition by firms for labor. 55. In facing challenges in terms of international competition, the authorities and the mission agreed that these would best be addressed by the structural reforms needed to boost productivity and growth. Greater microeconomic flexibility—spurred by competition—was essential, along with a more highly-skilled work force. Attempts to hold on to existing low-wage activities would be counterproductive to the goal of raising economic well-being, as well as unlikely to be successful over the medium term. The mission noted that one symptom of Mexico’s international competitiveness may be the rate of inward FDI, which is rather low by international comparison (Figure 6). Again, this highlights the need for structural reforms. 56. Regarding the real exchange rate, the authorities emphasized that this was a market-determined relative price that could be expected to respond flexibly to productivity developments. They considered that there were now no distortions that should cause the real exchange rate to deviate from a notional equilibrium level.18 The mission shared this view, and noted that with the external current account near balance, export volume growing faster than overall GDP, and Mexico’s export market share recently stabilizing, there were no clear symptoms of exchange rate overvaluation.19 The mission also agreed that the exchange rate is not an available policy tool for influencing competitiveness. Any attempts to use nominal policies to manipulate the real exchange rate would run the risk of boosting inflation, while failing to address underlying competitiveness issues. 57. In the evolution of Mexico’s real exchange rate, factors seem to be at work in both directions. The productivity growth differential and supply push from China especially is a continuing force for real depreciation of the peso. In the other direction, rising receipts from remittances and oil exports—to the extent that these trigger greater domestic demand20—are forces for real appreciation.



17



In particular, the tariffs applied on imports from non-preferential partners could be made uniform and low (the simple average MFN tariff was reported by UNCTAD to be 14.5 percent in 2005, more than double that of Mexico’s NAFTA partners).



18



Thus Mexico does not have capital controls, nor discretionary exchange market intervention that responds to the level of the exchange rate. 19



The mission also observed that the real exchange rate, having peaked in 2002, was within about 10 percent of its 1985–2005 average (although structural changes meant that the historical average was not necessarily an indication of a long-run equilibrium). 20



Both effects may be limited. On remittances, part of the recorded increase reflects only improved measurement (Selected Issues Chapter II). Regarding oil, the increase in income from net energy exports has been modest, and it has not translated fully into government spending.
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Figure 6. Mexico: Competitiveness Indicators ...and non-oil export growth has picked up with favorable external conditions



Mexico's export share in the U.S. market is stabilizing after a long decline.... 16
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Sources: Haver Analytics; IFS; UN COMTRADE; Mexican authorities; and Fund staff estimates.
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IV. STAFF APPRAISAL 58. Mexico has come a long way toward establishing the macroeconomic, financial and social stability needed to foster rapid economic growth. Fiscal discipline has put public debt on a downward trend and supported confidence. Monetary policy has achieved low inflation, in the context of a floating exchange rate regime that has promoted smooth external adjustment. Indeed, the independent central bank has been an important component of institutional strength and continuity, including at times of political transition. The financial system—once a source of instability—has been put on a sound footing. Progress also has been made in reducing poverty through targeted programs. A transition to a multi-party democracy and a more transparent government is also laying the basis for better governance and faster growth. 59. Mexico’s two main economic policy challenges are to fully entrench stability and to remove remaining obstacles to the economic growth necessary to end poverty. 60. Monetary policy is well developed, and its job of disinflation nearly complete. The recent monetary tightening and easing phases were implemented deftly, and the convergence of inflation to the targeted 3 percent was critical to credibility. Inflation expectations are now within a half-point of that target; the final disinflation step will be to close that gap through the maintenance of the central bank’s steady focus on its inflation target. In the meantime, the authorities could extend their advances in monetary policy communication by regularly publishing a fuller quantitative forecast of inflation. 61. The floating exchange rate policy, implemented steadfastly and symmetrically, continues to serve Mexico well. As the central bank for years has abstained from discretionary intervention, it is now well understood in Mexico that the exchange rate is market-determined, and that monetary policy is focused on the inflation target. In addition to facilitating continuous external adjustment, this policy has given the private sector appropriate incentives to manage currency exposures. 62. An essential part of Mexico’s stability is the resilience of the financial system. This year’s FSAP Update documented this resilience, and the important steps that continue to be taken to secure it. Looking ahead, the FSAP Update provides a possible roadmap for further progress. Among the recommendations, several stand out as most fundamental to entrenching stability, including securing the institutional and budgetary independence of financial supervisory bodies, improving consolidated supervision of financial groups, creating clearer rules for interagency contingency planning, and enhancing the monitoring and analysis of fast-growing household credit. It will also be important to improve further the mandates, functions, and instruments of the development banks, and rationalize their operations. 63. To serve Mexico fully, the financial system will need to be not only stable but also deeper, providing credit on a larger scale. Today, there are hopeful signs of an emerging dynamism in the financial sector, and it is likely that further benefits of recent reforms are in the pipeline. Still, it will be important to continue with reforms and policy steps to deepen financial intermediation and promote competition.
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64. Sustained fiscal policy discipline has fostered economic stability, as the fiscal stance has been strong enough to gradually reduce the public debt ratio. However, chronically weak tax revenue has added to the challenge of providing for adequate social and investment expenditures while maintaining fiscal discipline. Tax reform proposals deserve fresh consideration. 65. Indeed, new policy efforts will be needed to maintain an appropriate fiscal stance over the medium term. Expenditure pressures can be expected to mount steadily. Some, such as pressure to expand energy subsidies, should be resisted. Instead, expenditure on such subsidies should be reduced, by eliminating them or targeting them to those with low income. Other pressures, such as for enhanced infrastructure and appropriate social expenditures, are important for long-term growth and poverty reduction, but will be difficult to meet without raising tax revenue. 66. So far, oil income has compensated for the fundamental weakness of low tax revenue—but oil can be an uncertain source of income. Wary of the risks of allowing public expenditure to track oil prices upward, the authorities have sought to steer the rising oil receipts of recent years into a mix of deficit reduction and discretionary (non-inertial) spending, including on investment; so far, they have been able to avoid a major increase in the non-oil fiscal deficit. Still, the level of the non-oil deficit appears uncomfortably high, taking into account the relatively low level of proven oil reserves, as well as the size of public debt. If oil reserves were to continue their decline, fiscal policy will need increasingly to take into account uncertainties about future oil production and the sustainability of the non-oil fiscal position. 67. The oil sector poses a policy dilemma, exacerbated by institutional constraints and governance issues. On one hand, a low rate of investment in oil could mean a decline in production, fiscal receipts and exports. On the other hand, committing to additional investment may be difficult, given concerns about the efficiency of PEMEX, and legal constraints that mean that oil sector investment can be financed only by public debt, which may not be desirable. In this context, proposals to reform PEMEX governance, and to allow risk-sharing with the private sector, deserve new consideration. 68. To address other potential sources of vulnerability, the staff recommends that debt management strategy continue along recent lines. Great progress has been made in reducing the public sector’s exposure to peso depreciation. The relevant challenge now is to improve still further the structure of domestically-issued debt, especially to reduce the stillsubstantial gross financing needs of the public sector. Debt management would be facilitated by consolidating the management of all forms of public debt. 69. While the near-term growth outlook for Mexico remains closely linked to that of the U.S. economy, medium-term growth will depend on structural reforms. Having achieved stability, Mexico still has a distance to go in creating conditions for fast growth. The challenges include improving the education system and building human capital; enhancing infrastructure; and further improvement in judicial systems, security, and other aspects of the business and regulatory environment. Moreover, to spur productivity growth, labor market flexibility and competitive forces in general need to be given more room. The authorities are right to emphasize reforms such as the new competition law, steps to promote
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competition in the financial sector and to remove barriers to labor market flexibility, and the opening of industries now occupied by state monopolies. Implementation of such pro-growth reforms is the best way to assure Mexico’s international competitiveness and ability to take full advantage of globalization. 70. It is recommended that the next Article IV consultation with Mexico be held on the standard 12-month cycle.



- 31 Table 1. Mexico: Selected Economic, Financial, and Social Indicators I. Social and Demographic Indicators GDP per capita (U.S. dollars, 2005) Population (millions, 2004) Life expectancy at birth (years, 2002) Under 5 mortality rate (per thousand, 2003)



7,143 103.8 73.5 28.0



Households below the poverty line (percent, 2002) Income share of highest 20 percent / lowest 20 percent Adult illiteracy rate (2000) Gross primary education enrollment rate (2000)



33.0 19.3 9.5 110.3



II. Economic Indicators 1998



1999



2000



2001



2002



2003



2004



2005



Proj. 2006



2007



(Annual percentage change, unless otherwise indicated) National accounts in constant prices Real GDP Net exports (contribution) Total domestic demand Private consumption Public consumption Gross fixed private investment Gross fixed public investment Change in business inventories (contribution)



5.0 -1.1 6.2 5.4 2.3 13.8 -7.5 0.4



3.8 -0.5 4.3 4.3 4.7 7.2 10.7 -0.6



6.6 -1.8 8.3 8.2 2.4 9.0 25.2 0.3



0.0 -0.7 0.7 2.5 -2.0 -5.9 -4.2 0.4



0.8 0.0 0.8 1.6 -0.3 -4.1 17.0 -0.2



1.4 0.7 0.8 2.3 0.8 -1.5 8.5 -1.0



4.2 -0.3 4.4 4.1 -0.4 8.8 2.5 0.2



3.0 -0.9 3.8 5.4 0.5 9.6 -0.5 -1.5



4.0 -0.2 4.1 4.2 0.3 7.0 1.9 -0.1



3.5 -0.8 4.2 4.2 0.3 7.0 2.5 -0.1



External sector Exports, f.o.b. 1/ Export volume 1/ Imports, f.o.b. 1/ Import volume 1/ Petroleum exports (percent of total exports) Terms of trade (deterioration -)



1.2 12.6 12.7 13.5 9.7 -9.5



14.6 6.6 10.6 11.6 11.6 8.5



21.5 10.2 23.1 19.6 15.5 7.1



-3.1 0.1 -1.7 -2.5 13.0 -3.9



0.6 -2.0 -1.3 -0.6 14.6 3.3



3.9 -2.3 1.9 -0.4 17.6 3.9



13.8 5.0 15.8 9.9 19.7 2.9



15.2 9.3 13.2 7.9 23.0 0.5



18.9 9.4 15.4 10.2 25.8 3.9



8.6 7.1 11.3 10.0 24.7 0.2



-15.4



-4.7



1.1



1.2



-3.4



-11.7



-4.6



3.4



...



...



Exchange rates Nominal exchange rate (US$/Mex$) (average, depreciation -) Real effective exchange rate (CPI based) (average, depreciation -)



0.8



8.5



8.3



6.4



0.0



-10.5



-3.8



4.1



...



...



Employment and inflation Consumer prices (end of year) Formal sector employment (annual average) Formal sector unemployment rate (annual average) Real manufacturing wages (annual average)



18.6 3.7 3.2 2.8



12.3 5.7 2.5 1.5



9.0 5.9 2.2 6.0



4.4 -0.5 2.4 6.7



5.7 -0.8 2.7 1.9



4.0 -0.5 3.2 1.4



5.2 1.3 3.7 0.3



3.3 3.1 3.6 -0.1



3.3 ... 3.5 ...



3.0 ... 3.3 ...



Money and credit Broad money (M4a) Treasury bill rate (28-day cetes, in percent, annual average)



25.1 24.6



19.7 21.4



12.8 15.3



16.0 11.2



10.8 7.1



13.5 6.2



12.6 6.8



15.2 9.2



12.4 7.1



11.1 6.9



(In percent of GDP) Nonfinancial public sector Augmented balance Non-oil augmented balance Augmented primary balance Traditional balance Gross public sector debt Net public sector debt o/w percent in foreign currency



-6.3 … 0.6 -1.2 52.6 45.0 52.1



-6.3 … 1.3 -1.2 55.8 46.8 46.9



-3.7 … 1.3 -1.1 49.3 42.2 37.9



-3.7 -7.8 1.0 -0.7 47.9 41.7 34.2



-3.4 -7.4 0.3 -1.2 49.7 43.6 37.0



-3.2 -7.8 0.3 -0.7 50.0 44.0 39.1



-2.0 -7.4 1.3 -0.3 46.0 40.9 38.8



-1.4 -7.2 1.8 -0.1 44.0 38.9 34.8



-1.6 -7.9 2.1 0.2 42.8 38.1 32.3



-1.6 -8.3 2.1 0.0 41.6 37.2 30.9



Savings and investment Gross domestic investment Public investment Private investment Change in inventories Gross national saving Public saving 2/ Private saving External current account balance Non-oil external current account balance Net foreign direct investment



24.3 2.8 18.1 3.4 20.5 -3.5 24.1 -3.8 -4.5 2.9



23.5 3.0 18.2 2.3 20.6 -3.3 23.9 -2.9 -4.0 2.8



23.7 3.6 17.8 2.3 20.5 -0.1 20.6 -3.2 -4.7 3.0



20.9 3.6 16.4 0.9 18.0 -0.1 18.2 -2.8 -3.8 3.7



20.6 4.2 15.0 1.4 18.6 0.8 17.7 -2.1 -3.3 2.7



20.6 4.5 14.4 1.6 19.2 1.4 17.8 -1.4 -3.0 2.0



22.1 4.6 15.0 2.5 21.1 2.7 18.4 -1.0 -2.8 2.1



21.8 4.3 15.0 2.5 21.2 2.9 18.3 -0.6 -2.7 1.5



22.0 4.2 15.5 2.4 21.9 2.6 19.3 -0.1 -2.7 1.6



22.4 4.2 16.0 2.2 21.9 2.6 19.3 -0.4 -2.9 2.1



20.4



16.6



13.6



14.5



12.3



57.4 138.0 25.4 24.7



61.5 161.5 24.3 31.0



68.7 155.4 22.5 42.7



70.2 160.2 20.3 54.4



79.0 165.6 20.5 56.9



(In percent of exports of goods, nonfactor services, and transfers) Public external debt service 3/



28.1



28.6



32.2



25.1



20.6



(In billions of U.S. dollars, unless otherwise indicated) Net international reserves Gross official reserves in percent of short-term debt 4/ Gross external debt (in percent of GDP, end of period) Crude oil export price, Mexican mix (US$/bbl)



30.1 65.2 39.6 10.2



30.7 49.9 37.4 15.7



33.6 65.8 28.7 24.6



40.9 91.6 26.4 18.6



48.0 110.1 25.0 21.5



Sources: National Institute of Statistics and Geography; Bank of Mexico; Secretariat of Finance and Public Credit; and Fund staff estimates. 1/ Total exports are defined net of imports by the maquila sector. Correspondingly, total imports do not include maquila sector imports. 2/ Estimated as as the difference between the augmented fiscal balance, as reported by SHCP, and public investment, as reported in the national accounts. 3/ Includes the IMF and public development banks and trust funds net of the collateral of Brady bonds. 4/ In percent of short-term debt by residual maturity. Historical data include all prepayments.
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Table 2. Mexico: Financial Operations of the Public Sector, 2001–2006 (In percent of GDP) Staff Budget /1 Projection 2oo6 2oo6



2001



2002



2003



2004



2005



Budgetary revenue, by entity Federal government revenue Tax revenue Excise tax (including fuel) Nontax revenue Public enterprises PEMEX Other



21.9 16.2 11.3 1.9 4.9 5.7 1.8 3.9



22.1 15.8 11.6 2.2 4.2 6.4 2.4 4.0



23.2 16.4 11.1 1.7 5.3 6.8 2.6 4.2



23.0 16.5 10.0 1.1 6.5 6.5 2.5 4.0



23.3 16.9 9.7 0.6 7.2 6.4 2.2 4.2



22.2 15.2 9.5 0.6 5.8 7.0 3.0 4.0



23.8 16.6 9.5 0.2 7.1 7.2 3.1 4.1



Budgetary revenue, by type Oil revenue Non-oil tax revenue 2/ Non-oil non-tax revenue



6.7 9.8 5.5



6.5 9.8 5.8



7.7 9.9 5.6



8.3 9.3 5.4



8.7 9.5 5.1



8.5 9.2 4.4



9.6 9.7 4.5



Budgetary expenditure Primary Programmable Current Wages Pensions Subsidies and transfers Other Capital Physical capital Financial capital Nonprogrammable Of which: revenue sharing Interest payments 3/



22.6 19.3 15.9 13.3 7.1 1.9 2.1 2.2 2.6 2.4 0.2 3.4 3.4 3.2



23.3 20.5 16.9 13.8 7.3 2.0 2.2 2.2 3.2 2.3 0.8 3.5 3.4 2.8



23.9 21.1 17.6 14.6 7.3 2.1 2.3 2.9 3.0 2.7 0.3 3.5 3.3 2.8



23.2 20.6 17.1 13.5 6.7 1.9 2.3 2.6 3.5 3.0 0.6 3.5 3.1 2.7



23.3 20.8 17.3 14.0 6.7 2.1 2.4 2.8 3.4 2.8 0.6 3.5 3.3 2.5



22.2 19.2 15.7 13.4 6.7 2.1 2.5 2.1 2.4 2.4 0.0 3.5 3.3 3.0



23.6 20.7 17.1 13.9 6.7 2.1 2.7 2.4 3.2 2.7 0.6 3.6 3.5 2.9



Traditional balance



-0.7



-1.2



-0.7



-0.3



-0.1



0.0



0.2



Adjustments to the traditional balance PIDIREGAS IPAB Budgetary adjustments PEMEX and oil stabilization fund (-: net inflows) FARAC Debtor support Development banks Nonrecurring revenue



3.0 0.8 1.0 0.3 0.0 0.1 0.0 0.1 0.7



2.1 0.8 0.5 0.2 0.0 0.4 -0.1 -0.4 0.7



2.4 1.1 0.3 0.1 -0.1 0.0 0.0 0.4 0.7



1.7 1.1 -0.7 0.1 -0.5 0.2 -0.2 0.2 1.5



1.4 0.9 0.3 0.1 -0.2 0.0 0.0 -0.1 0.2



1.7 0.9 0.2 0.1 0.0 0.0 0.1 0.4 0.0



1.8 0.9 0.2 0.1 0.0 0.0 0.1 0.3 0.1



Augmented balance (PSBR excl. nonrecurrent revenue) Augmented interest expenditure Augmented primary balance 4/



-3.7 4.7 1.0



-3.4 3.7 0.3



-3.2 3.4 0.3



-2.0 3.2 1.3



-1.4 3.3 1.8



-1.7 3.8 2.1



-1.6 3.7 2.1



-7.8 18.6 47.9 41.7 5809.7



-7.4 21.5 49.7 43.6 6263.1



-7.8 24.7 50.0 44.0 6891.4



-7.4 31.0 46.0 40.9 7713.8



-7.2 42.7 44.0 38.9 8374.3



-7.7 36.5 ... ... 8803.6



-7.9 54.4 42.8 38.1 9053.1



Memorandum items Non-oil augmented balance 5/ Crude oil export price, Mexican mix (US$/bbl) Gross public sector debt Net public sector debt Nominal GDP (billions of Mexican pesos)



Sources: Mexican authorities; and Fund staff estimates. Data refer to non-financial public sector, including PEMEX and other public enterprises but excluding state and local governments (except as noted). 1/ Based on version approved by Congress. 2/ Total tax revenue excluding excise tax on gasoline. 3/ Also includes transfers to IPAB and the debtor support programs (amounting to about 20 percent of total interest payments) 4/ Treats transfers to IPAB as interest payments. 5/ Excludes oil revenue (oil extraction rights, PEMEX net income, oil excess return levies, excise tax on gasoline) and PEMEX operational expenditure, interest payments, and capital expenditure.
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Table 3. Mexico: Summary Balance of Payments, 2002–2011 2002 Current account Merchandise trade balance, f.o.b. Exports 1/ Of which : Petroleum and derivatives Manufactures Imports 1/ Factor income Other services and transfers



2003



Staff Projections 2008 2009



2004



2005



2006



2007



(In billions of U.S. dollars) -13.5 -8.6 -6.6 -7.6 -5.8 -8.8 101.8 105.7 120.3



-4.8 -7.6 138.6



-0.7 -3.8 164.8



-3.6 -8.8 178.9



-7.0 -13.5 190.5



2010



2011



-9.8 -16.9 204.6



-12.9 -19.9 220.9



-15.7 -22.2 239.6



14.8 82.3 -109.4 -12.1 6.2



18.6 81.6 -111.5 -12.1 9.3



23.7 90.0 -129.1 -10.2 12.4



31.9 99.5 -146.1 -12.9 15.7



42.5 112.5 -168.6 -14.5 17.6



44.1 124.2 -187.7 -14.2 19.4



43.3 136.6 -204.0 -14.6 21.1



42.7 151.3 -221.5 -15.2 22.3



42.2 168.1 -240.8 -15.9 22.9



41.8 186.9 -261.8 -17.0 23.4



Financial account Public sector Medium- and long-term borrowing Disbursements Amortization 2/ Other, including short-term borrowing Private sector Direct investment Bonds and loans 3/ Banking system Corporate sector (incl. Pidiregas) Equity investments and change in assets abroad Equity investments Change in assets abroad



25.9 -3.0 -2.4 10.9 13.2 -0.6 28.9 17.4 0.2 -3.0 3.1 11.3 -0.1 11.4



21.1 -3.3 0.0 15.6 15.6 -3.3 24.4 12.9 3.0 -0.5 3.5 8.5 -0.1 8.6



10.8 2.5 -2.1 13.4 15.4 4.5 8.3 14.2 3.0 -0.9 3.9 -8.9 -2.5 -6.4



12.7 -6.7 -5.5 6.8 12.3 -1.3 19.5 11.9 10.6 -2.3 12.9 -3.0 3.4 -6.4



2.2 -10.4 -10.4 8.8 19.2 0.0 12.7 13.1 3.1 -1.5 4.7 -3.5 2.2 -5.8



12.5 -4.0 -4.0 13.4 17.4 0.0 16.5 13.5 10.5 -1.0 11.5 -7.5 0.4 -7.9



15.7 -3.9 -3.9 12.8 16.7 0.0 19.6 14.2 11.2 -0.3 11.5 -5.8 1.3 -7.1



18.3 -3.8 -3.8 12.2 16.0 0.0 22.1 15.1 13.1 -0.1 13.2 -6.0 0.6 -6.7



21.3 -3.7 -3.7 11.6 15.3 0.0 25.0 16.0 16.3 0.0 16.4 -7.3 0.8 -8.0



24.1 -3.6 -3.6 11.0 14.6 0.0 27.7 16.9 17.7 0.0 17.7 -7.0 0.9 -7.9



Errors and omissions and valuation adjustments Net international reserves (increase -)



-5.2 -7.1



-3.0 -9.5



-0.1 -4.1



-0.7 -7.2



0.0 -1.5



0.0 -8.8



0.0 -8.7



0.0 -8.5



0.0 -8.4



0.0 -8.4



(In percent of GDP, unless otherwise indicated) Memorandum items: Current account balance Nonoil current account balance 8/ Nonoil trade balance 8/ Merchandise exports Petroleum and derivatives exports Merchandise imports Gross financing needs (billions of US$) 4/ Gross international reserves 5/ End-year (billions of US$) Months of imports of goods and services Months of imports plus interest payments Percent of short-term debt (by residual maturity) 6/ Percent of gross financing requirement 7/ Crude oil export volume (millions of bbl/day) Crude oil export price, Mexican mix (US$/bbl) Gross total external debt Of which: Public external debt Gross total external debt (billions of US$) Of which: Public external debt Public external debt service (in percent of exports of goods, services, and transfers) Export volume Non-oil exports Import volume Consumer goods Intermediate goods Capital goods



-2.1 -3.3 -3.5 15.7 2.3 16.9 69.5



-1.4 -3.0 -3.8 16.5 2.9 17.5 64.1



-1.0 -2.8 -4.8 17.6 3.5 18.9 53.4



-0.6 -2.7 -5.1 18.0 4.2 19.0 51.7



-0.1 -2.7 -5.7 20.3 5.2 20.7 49.9



-0.4 -2.9 -6.3 21.3 5.3 22.4 59.7



-0.8 -3.0 -6.4 21.6 4.9 23.1 66.7



-1.0 -3.0 -6.4 21.8 4.6 23.6 73.4



-1.3 -3.1 -6.3 22.2 4.3 24.2 81.4



-1.5 -3.1 -6.1 22.8 4.0 24.9 90.5



50.7 4.7 4.2 110.1 92.7 1.69 21.5 25.0 16.8 162.0 104.7



59.0 4.8 4.3 138.0 119.5 1.82 24.7 25.4 17.5 162.4 109.9



64.2 4.6 4.2 161.5 144.2 1.88 31.0 24.3 16.1 166.2 108.5



74.1 4.6 4.2 155.4 153.0 1.83 42.7 22.5 14.1 172.7 103.9



75.6 4.3 3.9 160.2 148.7 1.91 54.4 20.3 13.0 165.4 99.9



84.4 4.4 4.0 165.6 145.5 1.90 56.9 20.5 12.2 171.9 96.6



93.1 4.5 4.1 169.0 143.5 1.90 55.9 20.3 11.5 179.2 95.5



101.6 4.5 4.1 169.3 139.4 1.90 55.1 20.1 10.8 188.5 95.0



110.1 4.5 4.1 169.3 139.4 1.90 54.5 20.2 10.1 201.1 94.5



118.4 4.5 4.1 169.3 139.4 1.90 53.8 20.5 9.5 215.2 94.0



20.6



20.4



16.6



13.6



14.5



12.3



11.0



9.9



8.8



7.8



(Annual percentage change) -2.0 -2.3 5.0 -2.0 -3.5 5.2 -0.6 -0.4 9.9 8.0 -0.8 12.1 -1.2 1.4 10.3 -6.0 -6.0 6.2



9.3 11.1 7.9 18.2 4.0 10.6



9.4 10.0 10.2 15.5 8.7 9.0



7.1 8.0 10.0 13.2 9.0 9.0



7.6 8.5 8.9 9.8 8.5 8.8



7.8 8.6 9.0 10.3 8.5 9.3



8.0 8.8 9.0 9.7 8.6 9.4



8.1 8.8 8.0 8.2 7.9 8.0



Sources: Bank of Mexico; Secretariat of Finance and Public Credit; and Fund staff projections. Staff presentation, aggregated from more detailed Bank of Mexico data. 1/ Total exports are defined net of imports by the maquila sector. Correspondingly, total imports do not include maquila sector imports. 2/ Includes pre-payment of external debt. 3/ Includes financing of PIDIREGAS. 4/ Defined as the sum of the current account deficit, debt amortization (including short-term debt), and gross reserves accumulation. 5/ Excludes balances under bilateral payments accounts. 6/ In percent of short-term debt by residual maturity. Historical data include all prepayments. 7/ The financing requirement excludes pre-payments of public sector debt and reserve accumulation. 8/ Excluding oil exports and petroleum products imports.
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Table 4. Mexico: Summary Operations of the Financial System, 1999–2006 1/ 1999



2000



2001



2002



2003



2004



2005



Mar. 2006



500.9 48.0 -237.0 -116.8 -15.3 -104.9 263.9



645.4 57.4 -341.8 -129.2 -68.9 -143.7 303.6



685.7 61.5 -345.5 -141.4 -105.1 -99.0 340.2



730.3 68.7 -350.2 -182.4 -135.6 -32.3 380.0



735.2 67.5 -382.1 -169.6 -194.8 -17.7 353.0



(In billions of Mexican pesos) Bank of Mexico Net international reserves 2/ In U.S. dollars (billions) Net domestic assets Net credit to nonfinancial public sector Net credit to financial institutions Other Monetary base Financial system 1/ Net foreign assets Net domestic assets Net credit to nonfinancial public sector Net holdings of government securities Net holdings of Bank of Mexico securities Credit to private sector 3/ Medium and long term foreign obligations Other net liabilities Liabilities to the private sector



291.9 30.7 -103.2 -193.2 34.4 55.6 188.7 366.7 1,777.8 676.1 -93.8 0.0 937.7 290.1 -272.1 2,126.5



322.5 33.6 -113.5 -287.5 69.6 104.4 208.9



374.8 40.9 -149.3 -185.1 10.5 25.3 225.6



484.2 612.1 1,533.1 1,438.7 772.3 869.0 -140.9 -46.4 20.3 43.4 1,006.7 933.1 278.5 246.4 -733.0 -1,006.2 2,471.8 2,810.6



709.9 711.1 648.7 728.6 777.0 1,764.8 1,891.4 2,178.8 2,207.4 2,329.4 983.5 1,125.0 1,191.2 1,201.5 1,188.5 -35.3 0.0 0.0 0.0 0.0 48.8 37.0 36.9 39.5 51.8 1,178.7 1,170.6 1,272.8 1,496.0 1,686.8 264.0 274.6 248.7 184.9 173.2 -954.6 -1,207.8 -1,435.0 -1,866.4 -2,095.8 3,165.3 3,535.7 4,013.8 4,617.5 5,029.0



Memorandum items: Growth of monetary base Growth of liabilities to the private sector Growth of credit to the private sector 3/ of which Banking Sector 3/ Nonbank financial institutions 3/ Consumer loans from banks 4/ Business loans from banks 4/ Monetary base Liabilities to the private sector Credit to the private sector 3/ of which Banking Sector 3/ Nonbank financial institutions 3/ Consumer loans from banks 4/ Business loans from banks 4/



(In annual percentage change) 43.5 10.7 8.0 22.8 16.2 13.7 2.7 7.4 -7.3



17.0 12.6 26.3



15.0 11.7 -0.7



12.0 13.5 8.7



11.7 15.0 17.5



-7.1 3.5 12.8



-14.1 31.2 43.2 -4.2



25.2 44.0 42.2 8.3



-8.7 23.3 51.9 1.9



2.0 18.9 48.7 23.1



18.2 15.0 52.4 11.2



13.6 28.0 51.7 13.6



(In percent of GDP) 4.1 3.8 3.9 46.3 45.0 48.4 20.4 18.3 16.1



4.2 50.5 18.8



4.4 51.3 17.0



4.4 52.0 16.5



4.5 55.1 17.9



4.0 60.4 18.2



17.1 1.2 0.6 5.3



14.3 1.9 1.2 4.7



11.9 2.1 1.6 4.4



10.8 2.2 2.1 4.8



11.8 2.4 3.0 4.9



12.0 2.4 3.1 4.8



0.7 18.0 17.4 -12.6



5.9 15.8 35.5 16.2



15.2 1.1 0.7 5.2



12.3 1.4 0.9 4.7



Sources: Bank of Mexico; National Banking and Securities Commission; and Fund staff estimates. 1/ Financial system includes Central Bank, commercial and development banks, and nonbank financial institutions (e.g. Sofoles, pension funds). The presentation, different from that of the BoM, is based on International Financial Statistics methodology. 2/ NIR figures are as published by Banco de Mexico, which are defined net of foreign currency denominated liabilities to Mexico's government. 3/ Includes loans, securities, non-performing loans, and other credit. 4/ Commercial banks, performing loans only.
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Table 5. Mexico: Financial Soundness Indicators for Commercial Banks, 2000-2006 2001



Regulatory capital to risk-weighted assets Nonperforming loans to total gross loans Return on assets (after tax) Return on equity (after tax) Interest margin to gross income * Noninterest expenses to gross income * Liquid assets to total assets Liquid assets to short-term liabilities



13.9 5.1 0.8 8.6 59.5 71.4 30.2 97.9



2002



15.5 4.6 -1.1 -10.4 58.5 73.2 26.4 76.2



Source: CNBV *compiled based on annual flow data and annual average of end-of-month stock data.



2003 2004 (In percent) 14.2 3.2 1.7 14.2 52.6 64.8 31.6 88.2



14.1 2.5 1.5 13.0 60.5 65.6 35.1 101.9



2005



14.3 1.8 2.4 19.5 60.8 58.0 33.5 89.9



1Q06



16.0 1.7 2.4 19.0 59.9 56.9 30.6 85.7
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Table 6. Mexico: Indicators of External Vulnerability, 2001–2006 2001



2002



2003



2004



2005



2006



Dec.



Dec.



Dec.



Dec.



Dec.



Mar.



Apr.



May.



Jun.



9.16 -4.7 6.5 313 18.3



10.44 14.0 7.0 312 -15.7



11.24 7.6 6.1 205 33.4



11.15 -0.8 8.5 166 48.0



10.63 -4.6 8.2 125 44.5



10.89 2.4 7.4 123 5.7



11.09 4.3 7.2 130 11.2



11.30 6.2 7.0 132 -1.2



11.27 6.0 7.0 150 1.5



Financial system Bank of Mexico net international reserves (US$ billion) Real credit to the private sector (12-month percent change) 1/



40.9 -11.2



48.0 19.5



57.4 -4.5



61.5 3.4



68.7 13.7



67.5 17.7



70.6 17.9



75.6 19.8



78.7 ...



Commercial banks' nonperforming loans (percent of total loans) Commercial banks' loan loss provision (percent of nonperforming loans)



5.1 123.8



4.6 138.1



3.2 167.1



2.5 201.8



1.8 241.3



1.7 252.0



... ...



... ...



... ...



-9.6 -3.1



-7.6 0.6



-5.8 3.9



-8.8 13.8



-7.6 15.2



0.8 30.2



1.1 26.2



1.0 25.8



0.6 24.8



Financial Market indicators Exchange rate (per U.S. dollar, end-period) (year-to-date percent change) 28-day treasury auction rate (percent; period average) EMBI+ Mexico (basis points; period average) Stock exchange index in U.S. dollar terms (year-to-date percent change)



Exports and Imports Trade balance (US$ billion; year-to-date) Exports (year to date, annual percentage change) 2/ Of which Non-oil Imports (year to date, annual percentage change) 2/ Of which Consumer goods Capital goods Terms of trade (12-month percent change) Real effective exchange rate (CPI based; 12-month percent change) 3/



-3.0 -1.7



0.4 -1.3



0.0 1.9



12.4 15.8



11.0 13.2



21.2 20.2



17.9 16.5



18.7 18.4



17.9 19.2



18.3 -6.8 -3.9 7.0



7.2 -6.7 3.3 -8.6



1.6 -3.7 3.9 -9.9



18.1 11.8 2.9 1.1



24.0 16.0 0.5 7.2



25.7 19.5 0.5 5.5



19.7 17.0 2.1 1.4



23.2 19.1 -0.2 -1.9



23.0 18.7 ... 1.5



External Debt Nonfinancial public sector external debt (percent of GDP) Nonfinancial public sector short-term external debt (percent of GDP) 4/ Private sector external debt (percent of GDP) Private sector short-term external debt (percent of GDP)



14.3 0.9 10.3 2.0



16.1 0.7 8.9 1.5



17.2 0.5 8.4 1.5



15.9 0.6 7.8 1.2



13.5 0.2 7.2 1.2



... ... ... ...



... ... ... ...



... ... ... ...



... ... ... ...



Memorandum items: Gross international reserves to short-term debt (by residual maturity, percent) 4/ Monetary base to gross international reserves (percent)



91.6 55.0



110.1 49.9



138.0 45.8



161.5 47.5



155.4 48.2



... 42.6



... 41.1



... 38.9



... 38.5



Sources: Bank of Mexico; National Banking and Securities Commission; National Institute of Statistics and Geography; Secretariat of Finance and Public Credit; and Fund staff estimates. 1/ Does not include loans associated with FOBAPROA/IPAB debt-restructuring programs. 2/ In U.S. dollar terms net of maquila. 3/ Increase = appreciation. 4/ The short-term debt by residual maturity includes pre-payment of debt.
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Table 7. Mexico: Baseline Medium-Term Projections 2001



2002



2003



2004



2005



2006



Staff Projections 2007 2008 2009



2010



2011



(Annual percentage change, unless otherwise indicated) National income and prices Real GDP Consumer prices (end of year) Consumer prices (average)



0.0 4.4 6.4



0.8 5.7 5.0



1.4 4.0 4.5



4.2 5.2 4.7



3.0 3.3 4.0



4.0 3.3 3.5



3.5 3.0 3.3



3.5 3.0 3.0



3.5 3.0 3.0



3.5 3.0 3.0



3.5 3.0 3.0



Oil export price (US$ / bbl)



-3.8 -3.1 -1.7 -3.9 18.6



-3.3 0.6 -1.3 3.3 21.5



-3.0 3.9 1.9 3.9 24.7



-2.8 13.8 15.8 2.9 31.0



-2.7 15.2 13.2 0.5 42.7



-2.7 18.9 15.4 3.9 54.4



-2.9 8.6 11.3 0.2 56.9



-3.0 6.5 8.7 -0.9 55.9



-3.0 7.4 8.6 0.0 55.1



-3.1 7.9 8.7 0.2 54.5



-3.1 8.5 8.8 -0.3 53.8



Interest rates Treasury bill rate (average 28-day cetes) Real interest rate (28-day cetes)



11.2 4.5



7.1 2.0



6.2 1.6



6.8 2.0



9.2 5.0



7.1 3.6



6.9 3.5



6.6 3.5



6.6 3.5



6.6 3.5



6.6 3.5



External sector Nonoil current account balance 1/



Exports, f.o.b. Imports, f.o.b. Terms of trade (deterioration -)



(In percent of GDP) Nonfinancial public sector Augmented balance 2/ Augmented primary balance Augmented non-oil balance 3/



-3.7 1.0 -7.8



-3.4 0.3 -7.4



-3.2 0.3 -7.8



-2.0 1.3 -7.4



-1.4 1.8 -7.2



-1.6 2.1 -7.9



-1.6 2.1 -8.3



-1.5 2.0 -7.2



-1.5 1.9 -7.1



-1.4 1.9 -6.7



-1.4 1.9 -6.3



Saving and investment Gross domestic investment Fixed investment Public Private Inventories



20.9 20.0 3.6 16.4 0.9



20.6 19.3 4.2 15.0 1.4



20.6 18.9 4.5 14.4 1.6



22.1 19.6 4.6 15.0 2.5



21.8 19.3 4.3 15.0 2.5



22.0 19.7 4.2 15.5 2.4



22.4 20.2 4.2 16.0 2.2



22.6 20.8 4.2 16.7 1.7



23.2 21.3 4.2 17.1 1.9



23.8 21.8 4.2 17.6 2.1



24.3 22.3 4.2 18.1 2.0



Gross national saving Public sector Private sector



18.0 -0.1 18.2



18.6 0.8 17.7



19.2 1.4 17.8



21.1 2.7 18.4



21.2 2.9 18.3



21.9 2.6 19.3



21.9 2.6 19.3



21.7 2.7 19.0



22.1 2.7 19.4



22.5 2.7 19.7



22.8 2.8 20.0



Current account balance



-2.8



-2.1



-1.4



-1.0



-0.6



-0.1



-0.4



-0.8



-1.0



-1.3



-1.5



Sources: Bank of Mexico; National Institute of Statistics and Geography; Secretariat of Finance and Public Credit; and Fund staff projections. 1/ Excluding oil exports and petroleum products imports. 2/ Projection assumes fiscal policy will target and achieve an augmented deficit of about 1 1/2 percent of GDP, from 2006. 3/ Excluding oil revenues, Pemex expenditures, and oil investments.
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Table 8. Mexico: Millenium Development Goals 1990 1. Eradicate extreme poverty and hunger Income share held by lowest 20% Malnutrition prevalence, weight for age (% of children under 5) Poverty gap at $1 a day (PPP) (%) Poverty headcount ratio at $1 a day (PPP) (% of population) Poverty headcount ratio at national poverty line (% of population) Prevalence of undernourishment (% of population) 2. Achieve universal primary education Literacy rate, youth total (% of people ages 15-24) Persistence to grade 5, total (% of cohort) Primary completion rate, total (% of relevant age group) School enrollment, primary (% net) 3. Promote gender equality Proportion of seats held by women in national parliament (%) Ratio of girls to boys in primary and secondary education (%) Ratio of young literate females to males (% ages 15-24) Share of women employed in the nonagricultural sector (% of total nonagricultural employment) 4. Reduce child mortality Immunization, measles (% of children ages 12-23 months) Mortality rate, infant (per 1,000 live births) Mortality rate, under-5 (per 1,000) 5. Improve maternal health Births attended by skilled health staff (% of total) Maternal mortality ratio (modeled estimate, per 100,000 live births) 6. Combat HIV/AIDS, malaria and other diseases Children orphaned by HIV/AIDS Contraceptive prevalence (% of women ages 15-49) Incidence of tuberculosis (per 100,000 people) Prevalence of HIV, female (% ages 15-24) Prevalence of HIV, total (% of population ages 15-49) Tuberculosis cases detected under DOTS (%) 7. Ensure environmental sustainability CO2 emissions (metric tons per capita) Forest area (% of land area) GDP per unit of energy use (constant 2000 PPP $ per kg of oil equivalent) Improved sanitation facilities (% of population with access) Improved water source (% of population with access) Nationally protected areas (% of total land area) 8. Develop a Global Partnership for Development Aid per capita (current US$) Debt service (PPG and IMF only, % of exports of G&S, excl. workers' remittances) Fixed line and mobile phone subscribers (per 1,000 people) Internet users (per 1,000 people) Personal computers (per 1,000 people) Total debt service (% of exports of goods, services and income) Unemployment, youth female (% of female labor force ages 15-24) Unemployment, youth male (% of male labor force ages 15-24) Unemployment, youth total (% of total labor force ages 15-24)



1995



1998



2001



2004



2015 target = halve 1990 $1 a day poverty and malnutrition rates .. .. .. 4 .. 17 17 8 .. .. .. .. .. 1 .. .. .. .. 4 .. .. 37 .. 20 .. .. .. 5 .. 5 2015 target = net enrollment to 100 95 .. .. .. 98 80 .. 89 90 .. 85.9 95 96.9 97.1 98.9 98 .. 98 99 100 2005 target = education ratio to 100 12 .. 14 16 23 97.9 .. 98.9 100.2 101.9 98.4 .. .. .. 100.1 35 36 36 37 37 2015 target = reduce 1990 under 5 mortality by two-thirds 75 90 96 95 96 37 30 .. 25 23 46 36 .. 30 28 2015 target = reduce 1990 maternal mortality by three-fourths .. .. 85.7 .. 95 .. .. .. 83 .. 2015 target = halt, and begin to reverse, AIDS, etc. .. .. .. .. .. .. .. 65 70 73 50.2 .. .. .. 31.7 .. .. .. 0 .. .. .. .. 0 0 .. .. 29.3 91.1 71.4 2015 target = various (see notes) 4.5 4 3.8 3.9 .. 36 .. .. 34 34 5 5 5 6 6 66 .. .. 77 .. 80 .. .. 91 .. .. .. .. .. 10.2 2015 target = various (see notes) 1.9 4.2 0.5 0.8 1.2 18 18 14 14 12 65.1 104.1 139.4 357.5 544.6 0 1 12.8 74.6 135.2 8.2 26.3 36.7 69.4 108 21 27 21 25 23 5.8 11 6.4 5 7.8 5.2 8.9 4.8 3.6 5.6 5.4 9.6 5.4 4.1 6.4



Sources: Mexican authorities; and World Development Indicators database. Note: In some cases the data are for earlier or later years than those stated. Note: In some cases the data are for earlier or later years than those stated. Goal 1 targets: Halve, between 1990 and 2015, the proportion of people whose income is less than one dollar a day. Halve, between 1990 and 2015, the proportion of people who suffer from hunger. Goal 2 target: Ensure that, by 2015, children everywhere, boys and girls alike, will be able to complete a full course of primary schooling. Goal 3 target: Eliminate gender disparity in primary and secondary education preferably by 2005 and to all levels of education no later than 2015. Goal 4 target: Reduce by two-thirds, between 1990 and 2015, the under-five mortality rate. Goal 5 target: Reduce by three-quarters, between 1990 and 2015, the maternal mortality ratio. Goal 6 targets: Have halted by 2015, and begun to reverse, the spread of HIV/AIDS. Have halted by 2015, and begun to reverse, the incidence of malaria and other major diseases. Goal 7 targets: Integrate the principles of sustainable development into country policies and programs and reverse the loss of environmental resources. Halve, by 2015, the proportion of people without sustainable access to safe drinking water. By 2020, to have achieved a significant improvement in the lives of at least 100 million slum dwellers. Goal 8 targets: Develop further an open, rule-based, predictable, non-discriminatory trading and financial system. Address the Special Needs of the Least Developed Countries. Address the Special Needs of landlocked countries and small island developing states. Deal comprehensively with the debt problems of developing countries through national and international measures in order to make debt sustainable in the long term. In cooperation with developing countries, develop and implement strategies for decent and productive work for youth. In cooperation with pharmaceutical companies, provide access to affordable, essential drugs in developing countries. In cooperation with the private sector, make available the benefits of new technologies, especially information and communications.
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ANNEX I



MEXICO—FUND RELATIONS As of June 30, 2006 I.



Membership Status: Joined December 31, 1945;



Article VIII



General Resources Account: Quota Fund holdings of currency Reserve Position Holdings Exchange Rate



SDR Million 2,585.80 2,285.04 300.81



% Quota 100.00 88.37 11.63



III.



SDR Department: Net cumulative allocation Holdings



SDR Million 290.02 316.54



% Allocation 100.00 109.14



IV.



Outstanding Purchases and Loans:



II.



V.



Latest Financial Arrangements: Type



Stand-by Stand-by EFF



VI.



None



Approval Date Jul 07, 1999 Feb 01, 1995 May 26, 1989



Expiration Date Nov 30, 2000 Feb 15, 1997 May 25, 1993



Amount Approved (SDR Million) 3,103.00 12,070.20 3,729.60



Amount Drawn (SDR Million) 1,939.50 8,758.02 3,263.40



Projected Payments to the Fund: 2006



Forthcoming 2007 2008



Principal Charges / Interest Total



0.02 0.02



2009



0.02 0.02



0.02 0.02



2010 0.02 0.02



VII.



Exchange Rate Arrangement: Mexico has a floating exchange rate regime since December 22, 1994. Mexico maintains an exchange system that is free of restrictions on the making of payments and transfers for current international transactions.



VIII.



Article IV Consultation: The last Article IV consultation was concluded by the Executive Board on November 9, 2005. The relevant staff report was IMF Country Report No. 05/427.



IX.



Technical Assistance National Accounts Mission Payments Systems



X.



Resident Representative: None.



STA MFD



May , Nov. 2005 December 2004
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ANNEX II



MEXICO: STATISTICAL ISSUES Core data are adequate for surveillance. Mexico observes the Special Data Dissemination Standards (SDDS) and its metadata are posted on the Dissemination Standards Bulletin Board (DSBB). A data ROSC for Mexico was completed on May 23, 2003 (IMF Country Report No. 03/150). The overall quality of statistics is good. In a number of cases, the periodicity and timeliness of disseminated data exceeded SDDS requirements. However, there are various areas where further improvements could be made. The authorities are aware of this situation and are continuing work in this regard. Implementation of a constitutional amendment granting administrative and legal independence to the National Institute of Statistics, Geography and Informatics (INEGI) is pending further legislative action. Although some of the balance of payments statistics conform to the fifth edition of the Balance of Payments Manual, a full transition has not yet been completed. Several measures to improve external debt statistics have been implemented, including the compilation of data on external liabilities of publicly traded companies registered with the Mexican stock exchange (external debt outstanding, annual amortization schedule for the next four years broken down by maturity, and type of instrument), but a projection of the total external debt service of commercial banks is still not available. International reserves data are compiled according to the Operational Guidelines for the Data Template on International Reserves and Foreign Currency Liquidity of the IMF. A follow-up national accounts (NA) mission conducted in May 2006 found that most of the recommendations made by the November 2005 mission on NA methodology have been implemented. This relates to the compilation of the input-output table and preliminary estimates for the new base year (2003). The National Institute of Statistics, Geography and Informatics (INEGI) compiled earlier this year an employment matrix to estimate the nonobserved activities (informal, illegal, and underground), as recommended. The results of the employment matrix point to some 44 million employees, 12 million more than the figure included in the NA estimates for 2003.The authorities are planning to include non-observed activities in a satellite account instead of in the core NA accounts. The mission also suggested additional data sources and methods to improve the coverage of non-observed activities; the appropriate dimensions of the input-output table; and the methodology to compile production accounts for several industries and sectors. In the fiscal area, the authorities have reported since 2001 a comprehensive measure of the fiscal balance—the Public Sector Borrowing Requirement—that encompasses the direct net cost of public investment projects with deferred recording in the fiscal accounts (PIDIREGAS) as well as the interest cost on a number of government liabilities that had not been previously recorded. Both the preliminary (available with a 45-day lag following the end of each quarter) and the final (available mid-year of the subsequent year) data are published and submitted to Congress, ensuring that revisions are transparent and subject to
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ANNEX II



public scrutiny. However, the authorities have not reported government finance statistics (GFS) for publication in the GFS Yearbook since data for 2000 were reported in 2001. Monetary data are reported on a regular monthly basis to STA. The authorities have also completed the migration to the new standardized report forms for the central bank, other depository corporations, and other financial corporations.



MEXICO: TABLE OF COMMON INDICATORS REQUIRED FOR SURVEILLANCE AS OF JULY 12, 2006 Date of latest observation



Exchange Rates



Date received



Frequency of 6 data



Frequency of 6 reporting



Frequency of 6



publication



June 2006



July 2006



D



D



D



March. 2006



April. 2006



M



M



M



Reserve/Base Money



May 2006



July 2006



M



D, M



W



Broad Money



May 2006



July 2006



M



M



M



Central Bank Balance Sheet



May 2006



July 2006



W



W



W



Consolidated Balance Sheet of the Banking System



May 2006



July 2006



June 2006



July 2006



D



D



D



May 2006



Jun. 2006



Bi-W



Bi-W



Bi-W



International Reserve Assets and Reserve Liabilities of the 1 Monetary Authorities



Interest Rates



2



Consumer Price Index Revenue, Expenditure, Balance and Composition of 3 4 Financing – General Government



Memo Items: Data Quality Accuracy 8 and reliability



LO, LO, O, O



LO, O, O, O, O



O, O, LNO, O



LO, LNO, O, O, LNO



LO, LNO, LNO, O



O, O, O, O, O



LO, LO, LO, LO



LO, O, O, O, LO



O, O, LO, O



LO, LNO, O, LO, LO
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Data Quality – Methodological 7 soundness



Revenue, Expenditure, Balance and Composition of 3 Financing – Central Government Stocks of Central Government and Central Government5 Guaranteed Debt External Current Account Balance Exports and Imports of Goods and Services GDP/GNP Gross External Debt



March 2006



June 2006



Q



Q



Q



Feb. 2006



Mar. 2006



M



M



Bi-W



Q4 2005



Mar. 2006



Q



Q



Q



Jan. 2006



Mar. 2006



M



M



M



1



Includes reserve assets pledged or otherwise encumbered as well as net derivative positions. Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and bonds. Foreign, domestic bank, and domestic nonbank financing. 4 The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state and local governments. 5 Including currency and maturity composition. 6 Daily (D); Weekly (W); Monthly (M); Quarterly (Q); Annually (A); Irregular (I); Not Available (NA). 7 Reflects the assessment provided in the data ROSC published on May 23, 2003 and based on the findings of the mission that took place during February 20 to March 7, 2002. For the dataset corresponding to the variable in each row, the assessment indicates whether international standards concerning (respectively) concepts and definitions, scope, classification/sectorization, and basis for recording are fully observed (O), largely observed (LO), largely not observed (LNO), or not observed (NO). 8 Same as footnote 7, except referring to international standards concerning (respectively) source data, statistical techniques, assessment and validation of source data, assessment and validation of intermediate data and statistical outputs, and revision studies. 2 3
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ANNEX IV



MEXICO—RELATIONS WITH THE WORLD BANK The World Bank Group maintains a substantial program of lending operations, analytical work and policy dialogue with Mexico. The Bank’s Country Partnership Strategy (CPS) with Mexico, as discussed by its Board in April 2004, proposes a selective program of IBRD and IFC operations and a strategic program of analytical and learning services built upon four strategic pillars: (a) reduce poverty and inequality; (b) increase competitiveness; (c) strengthen institutions; and (d) promote environmental sustainability. The CPS envisages a greater focus on the role that the Bank can play as a knowledge institution, while continuing to deliver a program of lending operations consistent with Mexico’s development needs. As of March 31, 2006, the Bank’s portfolio consists of 19 active projects with a total undisbursed balance of US$2.4 billion. The IBRD exposure in Mexico was US$8.99 billion, representing 8.84% of the IBRD’s total portfolio. During FY06, the Bank has extended several loans to deliver support to the four strategic pillars of the CPS, increasing the lending operations to US$1.79 billion in commitments. In education, the Bank is supporting the second phase of a plan to improve the quality of basic education services through a US$240 million loan, which aims to transform the ways schools are managed. In addition, the Bank provides US$180 million for the first phase of a tertiary education student assistance program designed to increase the possibilities for young individuals from lower-income families to continue from secondary education to tertiary levels of education, increasing their earning power and social mobility. In support of the national country strategy outlined in the Acuerdo Nacional para el Campo, the access to land for young farmers project will provide rural development through the improvement of land markets and access to land as one of the key pillars for reducing rural poverty and inequality. The Bank also continues to support the strengthening of Mexico’s financial sector, through a US$501.26 million that focuses on diversifying the financial sector and capital markets to enhance Mexican competitiveness. The Bank also backs a substantial agenda in the area of competitiveness through a first programmatic competitiveness development loan of nearly US$300 million, aiming to promote a cross-governmental approach to improving productivity in order to accelerate growth and increase exports and employment levels. In addition, it would support policy and institutional reforms in the following areas: 1) innovation, technology development and training; 2) the investment climate; 3) logistics and trade facilitation; and 4) energy. Other loans that seek to enhance the provision of environmental services and secure their long-term sustainability; support the modernization of Mexico’s water supply and sanitation sector; and support housing and urban development projects have also been approved by the board.
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ANNEX V



MEXICO: DEBT SUSTAINABILITY ANALYSIS, 2006–2011 1. Standardized bound tests Standardized stress tests, based on the historical volatility of key macroeconomic variables for the past 10 years, indicate that the level of public debt would not increase substantially over the medium-term if macro conditions turned out significantly worse than projected. Public finances. Assuming effective real interest rates close to 7 percent (instead of the 4½ percent staff baseline forecast) or real GDP growth of 1.1 percent (instead of 3½ percent), the public debt ratio would either increase slightly or decline more slowly than in the baseline projections. Similarly, public sector financing requirements would increase but in all cases would stay in the 12-14 percent of GDP range. This resilience largely reflects staff’s baseline assumption that the primary augmented fiscal balance stays at a surplus of 1-1¼ percent over the medium-term, supported by adherence to the new fiscal responsibility law (which would require on average a zero overall balance on the traditional budget measure). In the context of such discipline on the primary balance, even the assumption of 10 percent of GDP in contingent debt is not enough to destabilize debt dynamics. (However, in the event of a negative shock to oil revenue, maintaining such a balance could require an important fiscal adjustment effort, as discussed further below.) External finances. The same standardized tests confirm the strong external position of the overall Mexican economy. Because of Mexico’s low level of external debt, the deterioration of the growth outlook, or of the current account primary balance, would have only limited effects on the future trajectory of external debt and external financing requirements. Of the shocks considered, the most significant would come from a large exchange rate depreciation vis-à-vis the US dollar, but even in this case the overall external debt would remain below 35 percent of GDP by 2011.21 2. Oil shock scenarios A prominent risk scenario would be an inability to significantly strengthen the non-oil fiscal balance in the context of a sudden and sustained drop in oil prices; e.g., US$ 40 per barrel for the world average petroleum price from mid-2006 onwards, implying about US$32.5 per barrel for the Mexican oil mix. Assuming only limited spending cuts, the primary augmented balance is estimated to shift from a 1¼ percent of GDP surplus to a deficit of the same magnitude, resulting in an annual increase in public debt of more than 1 percentage point of GDP and high financing requirements throughout the medium-term.22 On the external side, the main effects would be a reduction in the pace of reserve accumulation and the ratcheting 21



This applies to the country’s gross external debt. The impact on a net basis is less, due to the revaluation of the central bank’s international reserves. 22



The actual fiscal impact would depend importantly on the administered pricing of the domestic energy provided by state enterprises, including gasoline and electricity: if lower international fuel prices were transmitted to domestic consumers, their effect on the fiscal accounts would be accordingly greater.
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up of the level of external debt (by 3 percentage points of GDP in 5 years) and external financing requirements (by a bit more than 3 percentage points of GDP in 5 years). Another risk is that oil reserves may not be fully replaced and oil production starts declining. With the goal to approximate what would happen if ongoing exploration efforts do not suffice to offset declining production at Mexico’s biggest oil field, staff simulated a scenario in which total oil production declines by 17 percent between 2006 and 2011. In this scenario, oil exports are projected to decline by almost half by 2011 (faster than oil production because of growing domestic needs); the annual loss in export receipts, and the annual loss in fiscal revenues, would both reach close to 2 percent of GDP by 2011. Assuming no offsetting decline in import volumes or fiscal spending, this shock would end the decline of the external debt and public debt ratios and in fact put each on upward trajectories. The external debt ratio in 2011 is then projected five percentage points above its current level, whereas the public debt ratio in 2011 is projected close to today’s level. A combination of negative shocks to oil quantities and prices—again assuming passive fiscal policy—would of course accelerate the deterioration of the external and public debt outlook. Combining the same oil production decline as earlier with an oil export price of $28 barrel (its 2001-2004 average), the public debt ratio would reach 52 percent of GDP and the external debt ratio 31¼ percent by 2011 (respectively 7 percentage points and 9 percentage points higher than 2005 levels). 3. Other stress scenarios Considering two other potential sources of stress—a loss of market confidence, or a sharp slowdown of the US economy—staff estimates indicate that the main challenge would be to provide for a higher liquidity financing need. One would risk scenario simply assumes an arbitrary shock to market confidence in Mexican assets, implying a financial liquidity test, with a rapid deterioration of the exchange rate, a hike in interest rates, and a return to short-term or interest rate indexed debt as the principal means to finance the fiscal deficit and public debt falling due. Using magnitudes observed in recent crisis episodes (outside Mexico), staff finds that the fiscal deficit would not show a marked deterioration. However, there would be a substantial rise in short-term financing requirements, which could be a cause for a further deterioration of confidence and further financial pressures on the public sector. The external position would deteriorate—mostly because of the lesser value of GDP—but again without creating sustainability or refinancing risks, given the strength of Mexico’s initial net external asset position. Finally, basic calculations of the possible effects of a so-called “hard-landing” scenario in the United States, which would entail sudden economic stagnation, higher domestic interest rates but also some peso appreciation against the dollar, and declining remittances and oil export prices, confirm the same sources of potential vulnerability, but with a smaller growth of the public financing requirement than the previous scenario. Still, in this case, the oil and interest rate shocks would cause a widening of the fiscal deficit (which in turn could undermine confidence in public debt, if it were not met with clear signs of a fiscal policy response).



Table 1. Mexico: Public Sector Debt Sustainability Framework, 2001-2011 (In percent of GDP, unless otherwise indicated) 2001



1 Baseline: Public sector debt 1/ o/w foreign-currency denominated



2002



Actual 2003



2004



2005



2006



2007



Projections 2008 2009



2010



2011



49.7 16.1



50.0 17.2



46.0 15.9



44.0 13.5



42.8 12.3



41.6 11.5



40.7 10.8



39.7 10.1



38.6 9.5



37.6 8.9



-1.4 -0.5 -1.0 21.1 20.1 1.1 1.9 1.9 0.0 -0.8 -0.7 -0.7 0.0 0.0 -0.9



1.8 1.2 -0.3 21.4 21.1 2.4 0.4 0.8 -0.3 2.0 -0.7 -0.7 0.0 0.0 0.5



0.3 -0.9 -0.3 22.5 22.2 -0.2 -1.4 -0.8 -0.6 1.2 -0.7 -0.7 0.0 0.0 1.1



-3.9 -5.0 -1.3 22.3 21.0 -3.4 -3.2 -1.4 -1.9 -0.1 -1.5 -1.5 0.0 0.0 1.0



-2.0 -3.2 -1.8 23.0 21.2 -1.1 -0.3 0.9 -1.3 -0.7 -0.2 -0.2 0.0 0.0 1.1



-1.2 -1.8 -2.1 23.7 21.6 0.4 0.4 2.0 -1.6 ... -0.1 -0.1 0.0 0.0 0.7



-1.2 -1.3 -2.1 23.4 21.4 0.9 0.9 2.3 -1.4 ... -0.1 -0.1 0.0 0.0 0.1



-0.9 -0.9 -2.0 22.7 20.7 1.1 1.1 2.5 -1.4 ... -0.1 -0.1 0.0 0.0 0.1



-1.1 -1.1 -1.9 22.6 20.7 0.9 0.9 2.2 -1.3 ... -0.1 -0.1 0.0 0.0 0.1



-1.1 -1.1 -1.9 22.5 20.6 0.9 0.9 2.2 -1.3 ... -0.1 -0.1 0.0 0.0 0.1



-1.0 -1.0 -1.9 22.5 20.6 0.9 0.9 2.2 -1.3 ... -0.1 -0.1 0.0 0.0 0.0



Public sector debt-to-revenue ratio 1/



227.5



232.4



221.7



206.7



191.1



180.4



177.7



179.6



175.6



171.7



167.2



Gross financing need 6/ in billions of U.S. dollars



16.7 103.6



15.9 103.2



15.6 99.4



13.1 89.5



11.3 86.9



11.7 95.2



11.0 92.5



11.0 96.8



10.4 97.3



9.8 97.3



9.3 97.4



42.8 42.8



40.9 41.1



39.1 40.0



37.3 38.7



35.5 37.4



33.8 36.1



4.0 9.1 5.2 ... 3.9 6.1 -2.1



3.5 9.1 5.9 ... 3.2 2.3 -2.1



3.5 8.7 6.5 ... 2.2 0.4 -2.0



3.5 8.8 5.9 ... 2.9 2.3 -1.9



3.5 8.9 6.0 ... 3.0 1.8 -1.9



3.5 9.1 6.2 ... 2.9 1.5 -1.9



2 Change in public sector debt 3 Identified debt-creating flows (4+7+12) 4 Primary deficit 5 Revenue and grants 6 Primary (noninterest) expenditure 7 Automatic debt dynamics 2/ 8 Contribution from interest rate/growth differential 3/ 9 Of which contribution from real interest rate 10 Of which contribution from real GDP growth 11 Contribution from exchange rate depreciation 4/ 12 Other identified debt-creating flows 13 Privatization receipts (negative) 14 Recognition of implicit or contingent liabilities 15 Other (specify, e.g. bank recapitalization) 16 Residual, including asset changes (2-3) 5/



Scenario with key variables at their historical averages 7/ Scenario with no policy change (constant primary balance) in 2006-2011
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47.9 14.3



Debt-stabilizing primary balance 9/ 0.8



-1.0 0.8



Key Macroeconomic and Fiscal Assumptions Underlying Baseline Real GDP growth (in percent) Average nominal interest rate on public debt (in percent) 8/ Average real interest rate (nominal rate minus change in GDP deflator, in percent) Nominal appreciation (increase in US dollar value of local currency, in percent) Inflation rate (GDP deflator, in percent) Growth of real primary spending (deflated by GDP deflator, in percent) Primary deficit



0.0 9.9 4.0 4.9 5.8 2.1 -0.9



0.8 8.7 1.8 -12.3 7.0 4.3 -0.5



1.4 6.9 -1.6 -7.1 8.5 9.7 0.0



4.2 4.7 -2.7 0.8 7.4 2.1 -0.1



3.0 7.7 2.3 4.8 5.4 -1.5 -1.8



ANNEX V



1/ Indicate coverage of public sector, e.g., general government or nonfinancial public sector. Also whether net or gross debt is used. 2/ Derived as [(r - π(1+g) - g + αε(1+r)]/(1+g+π+gπ)) times previous period debt ratio, with r = interest rate; π = growth rate of GDP deflator; g = real GDP growth rate; α = share of foreign-currency denominated debt; and ε = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar). 3/ The real interest rate contribution is derived from the denominator in footnote 2/ as r - π (1+g) and the real growth contribution as -g. 4/ The exchange rate contribution is derived from the numerator in footnote 2/ as αε(1+r). 5/ For projections, this line includes exchange rate changes. 6/ Defined as public sector deficit, plus amortization of medium and long-term public sector debt, plus short-term debt at end of previous period. 7/ The key variables include real GDP growth; real interest rate; and primary balance in percent of GDP. 8/ Derived as nominal interest expenditure divided by previous period debt stock. 9/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.



Table 2. Mexico: Public Sector Debt Sustainability Framework--Gross Public Sector Financing Need, 2001-2011 (In percent of GDP, unless otherwise indicated) 2001



2002



Actual 2003



2004



2005



2006



2007



Projections 2008 2009



2010



2011



I. Baseline Projections Gross financing need 1/ in billions of U.S. dollars



16.7 103.6



15.9 103.2



15.6 99.4



13.1 89.5



11.3 86.9



11.7 95.2



11.0 92.5



11.0 96.8



10.4 97.3



9.8 97.3



9.3 97.4



11.7 11.6



10.3 10.8



9.7 10.6



9.1 9.9



8.4 9.2



7.7 8.6



11.7 11.7 11.7 11.7 11.7 11.7



11.5 11.5 11.7 11.7 12.0 12.5



11.6 11.9 11.9 11.9 12.9 14.1



11.2 11.9 11.5 11.6 12.3 13.6



10.7 11.9 11.1 11.2 11.8 13.0



10.3 12.1 10.7 10.9 11.2 12.4



95.2 94.1



86.4 90.3



85.9 93.6



85.8 92.7



83.9 91.7



81.3 90.7



95.2 95.2 95.2 95.2 95.2 95.2



96.9 95.1 98.5 97.8 69.3 105.3



102.7 102.8 104.8 104.0 78.9 124.9



104.7 107.7 107.6 106.6 79.9 127.1



106.4 113.2 110.0 108.8 80.6 128.8



108.3 119.8 112.7 111.4 81.8 130.9



II. Stress Tests Gross financing need 2/ A. Alternative Scenarios A1. Key variables are at their historical averages in 2006-10 3/ A2. No policy change (constant primary balance) in 2006-10 B. Bound Tests



Gross financing need in billions of U.S. dollars 2/
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B1. Real interest rate is at baseline plus one-half standard deviations B2. Real GDP growth is at baseline minus one-half standard deviations B3. Primary balance is at baseline minus one-half standard deviations B4. Combination of B1-B3 using 1/4 standard deviation shocks B5. One time 30 percent real depreciation in 2006 5/ B6. 10 percent of GDP increase in other debt-creating flows in 2006



A. Alternative Scenarios A1. Key variables are at their historical averages in 2006-10 3/ A2. No policy change (constant primary balance) in 2006-10 B. Bound Tests B1. Real interest rate is at baseline plus one-half standard deviations B2. Real GDP growth is at baseline minus one-half standard deviations B3. Primary balance is at baseline minus one-half standard deviations B4. Combination of B1-B3 using 1/4 standard deviation shocks B5. One time 30 percent real depreciation in 2006 5/ B6. 10 percent of GDP increase in other debt-creating flows in 2006
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1/ Defined as public sector deficit, plus amortization of medium and long-term public sector debt, plus short-term debt at end of previous period. 2/ Gross financing under the stress test scenarios is derived by assuming the same ratio of short-term to total debt as in the baseline scenario and the same average maturity on medium- and long term debt. Interest expenditures are derived by applying the respective interest rate to the previous period debt stock under each alternative scenario. 3/ The key variables include real GDP growth; real interest rate; and primary balance in percent of GDP. 4/ The implied change in other key variables under this scenario is discussed in the text. 5/ Real depreciation is defined as nominal depreciation (measured by percentage fall in dollar value of local currency) minus domestic inflation (based on GDP deflator).



Table 3. Mexico: External Debt Sustainability Framework, 2001-2011 (In percent of GDP, unless otherwise indicated) 2001



1 Baseline: External debt 2 Change in external debt 3 Identified external debt-creating flows (4+8+9) 4 Current account deficit, excluding interest payments 5 Deficit in balance of goods and services 6 Exports 7 Imports 8 Net non-debt creating capital inflows (negative) 9 Automatic debt dynamics 1/ 10 Contribution from nominal interest rate 11 Contribution from real GDP growth 12 Contribution from price and exchange rate changes 2/ 13 Residual, incl. change in gross foreign assets (2-3) 3/



Gross external financing need (in billions of US dollars) 4/ in percent of GDP



Actual 2003



2004



2005



2006



2007



2008



Projections 2009 2010



2011



26.4



25.0



25.4



24.3



22.5



20.3



20.5



20.3



20.1



20.2



20.5



-2.3 -3.0 0.8 2.1 18.3 20.4 -3.9 0.1 2.0 0.0 -1.9 0.7



-1.4 -1.1 0.2 1.8 17.6 19.4 -2.1 0.8 1.8 -0.2 -0.9 -0.3



0.4 0.5 -0.5 1.6 18.5 20.1 -1.2 2.2 1.8 -0.4 0.8 -0.1



-1.1 -2.1 -0.7 2.0 19.6 21.6 -1.4 0.0 1.6 -1.0 -0.7 1.0



-1.9 -3.6 -1.0 1.6 20.1 21.7 -1.5 -1.1 1.6 -0.6 -2.0 1.8



-2.1 -2.2 -1.8 1.1 22.4 23.6 -1.5 1.0 1.9 -0.8 ... 0.1



0.1 -1.5 -1.3 1.7 23.6 25.3 -1.2 1.1 1.8 -0.7 ... 1.6



-0.2 -1.2 -1.0 2.2 23.9 26.1 -1.3 1.1 1.8 -0.7 ... 1.0



-0.2 -0.9 -0.7 2.5 24.3 26.8 -1.3 1.1 1.7 -0.7 ... 0.7



0.1 -0.6 -0.4 2.8 24.7 27.5 -1.3 1.1 1.7 -0.7 ... 0.8



0.2 -0.4 -0.3 3.0 25.3 28.3 -1.3 1.1 1.8 -0.7 ... 0.7



144.1



141.6



137.4



123.9



111.7



90.7



86.7



84.7



82.9



82.0



80.9



71.8 11.5



62.4 9.6



54.6 8.6



49.4 7.2



44.5 5.8



48.4 6.0



50.8 6.1



58.0 6.6



64.9 6.9



72.9 7.3



82.1 7.8



20.3



18.5



16.5



14.4



12.3



10.1



4.0 1.7 8.7 18.0 14.7 1.8 1.5



3.5 -0.2 9.0 8.7 11.0 1.3 1.2



3.5 1.7 9.1 6.7 8.6 1.0 1.3



3.5 2.4 9.1 7.5 8.6 0.7 1.3



3.5 2.5 9.2 8.0 8.9 0.4 1.3



3.5 2.3 9.3 8.4 8.9 0.3 1.3



Scenario with key variables at their historical averages 5/



Debt-stabilizing non-interest current account 6/ -0.6



- 48 -



External debt-to-exports ratio (in percent)



2002



-2.6



Key Macroeconomic Assumptions Underlying Baseline Real GDP growth (in percent) GDP deflator in US dollars (change in percent) Nominal external interest rate (in percent) Growth of exports (US dollar terms, in percent) Growth of imports (US dollar terms, in percent) Current account balance, excluding interest payments Net non-debt creating capital inflows



0.0 7.1 7.6 -3.6 -1.4 -0.8 3.9



0.8 3.5 7.3 0.5 -0.7 -0.2 2.1



1.4 -2.9 7.2 3.3 2.0 0.5 1.2



4.2 2.7 6.9 13.5 14.8 0.7 1.4



3.0 9.2 7.4 15.2 13.1 1.0 1.5
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1/ Derived as [r - g - ρ(1+g) + εα(1+r)]/(1+g+ρ+gρ) times previous period debt stock, with r = nominal effective interest rate on external debt; ρ = change in domestic GDP deflator in US dollar terms, g = real GDP growth rate, ε = nominal appreciation (increase in dollar value of domestic currency), and α = share of domestic-currency denominated debt in total external debt. 2/ The contribution from price and exchange rate changes is defined as [-ρ(1+g) + εα(1+r)]/(1+g+ρ+gρ) times previous period debt stock. ρ increases with an appreciating domestic currency (ε > 0) and rising inflation (based on GDP defla 3/ For projection, line includes the impact of price and exchange rate changes. 4/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period. 5/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP. 6/ Long-run, constant balance that stabilizes the debt ratio assuming that key variables (real GDP growth, nominal interest rate, dollar deflator growth, and non-debt inflows in percent of GDP) remain at their levels of the last projection year.



Table 4. Mexico: External Sustainability Framework--Gross External Financing Need, 2001-2011



2001



2002



Actual 2003



2004



2005



2006



2007



Projections 2008 2009



2010



2011



I. Baseline Projections



Gross external financing need in billions of U.S. dollars 1/ in percent of GDP



71.8 11.5



62.4 9.6



54.6 8.6



49.4 7.2



44.5 5.8



48.4 6.0



50.8 6.1



58.0 6.6



64.9 6.9



72.9 7.3



82.1 7.8



48.4 46.1



55.3 55.6



56.4 64.4



55.7 73.3



53.5 83.9



50.1 96.2



48.4 48.4 48.4 48.4 48.4



51.2 51.0 57.3 54.3 55.1



58.6 58.3 67.0 62.9 62.6



65.6 65.3 76.8 71.3 70.0



73.8 73.4 88.3 81.2 78.4



83.3 82.7 101.6 92.6 88.0



6.0 5.6



6.2 6.4



5.7 7.1



5.1 7.6



4.4 8.2



3.7 8.9



6.0 6.0 6.0 6.0 6.0



6.1 6.1 6.8 6.5 9.5



6.6 6.8 7.6 7.2 10.3



7.0 7.2 8.2 7.7 10.8



7.4 7.7 8.9 8.4 11.4



7.9 8.3 9.7 9.1 12.1



II. Stress Tests



Gross external financing need in billions of U.S. dollars 2/ A. Alternative Scenarios A1. Key variables are at their historical averages in 2006-10 3/ A2. Scenario with falling international oil prices B. Bound Tests
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B1. Nominal interest rate is at baseline plus one-half standard deviations B2. Real GDP growth is at baseline minus one-half standard deviations B3. Non-interest current account is at baseline minus one-half standard deviations B4. Combination of B1-B3 using 1/4 standard deviation shocks B5. One time 30 percent nominal depreciation in 2006



Gross external financing need in percent of GDP 2/ A. Alternative Scenarios A1. Key variables are at their historical averages in 2006-10 3/ A2. Scenario with falling international oil prices B. Bound Tests B1. Nominal interest rate is at baseline plus one-half standard deviations B2. Real GDP growth is at baseline minus one-half standard deviations B3. Non-interest current account is at baseline minus one-half standard deviations B4. Combination of B1-B4 using 1/4 standard deviation shocks B5. One time 30 percent nominal depreciation in 2006
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1/ Defined as non-interest current account deficit, plus interest and amortization on medium- and long-term debt, plus short-term debt at end of previous period. 2/ Gross external financing under the stress-test scenarios is derived by assuming the same ratio of short-term to total debt as in the baseline scenario and the same average maturity on medium- and long term debt. Interest expenditures are derived by applying the respective interest rate to the previous period debt stock under each alternative scenario. 3/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP. 4/ The implied change in other key variables under this scenario is discussed in the text.
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Figure 1. Mexico: Public Debt Sustainability: Bound Tests 1/ (Public debt in percent of GDP) Baseline and historical scenarios 55 50 45



Interest rate shock (in percent) 18 55



Gross financing need under baseline (right scale) Baseline



16 50



Historical



14 40
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35
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40 12 35 10



30 25



45



8



2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011



30



50



50



45



Growth shock 44



45
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38



40 35



Scenario: 2.3



30



3.7



25



41



Baseline: 1.9 Scenario: 1.3 Historical: 0.7



38 36



2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011



Real depreciation and contingent liabilities shocks 3/



Combined shock 2/ 55



55



45



Baseline



25



2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011



50



PB shock



No policy change



Baseline: 3.5 Historical:



38



Baseline: 6.1 Scenario: 7.2 Historical: 0.8



Primary balance shock (in percent of GDP) and no policy change scenario (constant primary balance) 55



30



Baseline



2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011



55



35



40



25



Growth shock (in percent per year)



Baseline



i-rate shock



49



50



Combined shock



44
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40
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38
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35
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30
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25



2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011



Baseline contingent liabilities shock



38



30 % depreciation



2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011



Sources: International Monetary Fund, Country desk data, and staff estimates. 1/ Shaded areas represent actual data.Individual shocks are permanent one-half standard deviation shocks. Figures in the boxes represent average projections for the respective variables in the baseline and scenario being presented. Ten-year historical average for the variable is also shown. 2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and primary balance. 3/ One-time real depreciation of 30 percent and 10 percent of GDP shock to contingent liabilities occur in 2007, with real depreciation defined as nominal depreciation (measured by percentage fall in dollar value of local currency) minus domestic inflation (based on GDP deflator).
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Figure 2. Mexico: External Debt Sustainability: Bound Tests 1/ (External debt in percent of GDP) Interest rate shock (in percent)



Baseline and historical scenarios 30 25
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Gross financing need under baseline (right scale) Baseline



Baseline: 9.1 Scenario: 9.3 Historical: 7.6
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20



Baseline



20



15



2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011



2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011



Combined shock 2/



Real depreciation shock 3/ 35
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Sources: International Monetary Fund, Country desk data, and staff estimates. 1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks. Figures in the boxes represent average projections for the respective variables in the baseline and scenario being presented. Ten-year historical average for the variable is also shown. 2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current account balance. 3/ One-time real depreciation of 30 percent occurs in 2007.



Statement by the IMF Staff Representative September 6, 2006 The following information has become available since the staff report was issued to Executive Directors. The thrust of the staff appraisal remains unchanged. 1. Latest data on economic activity confirm a continued strong rebound from the soft spot in the first part of 2005. GDP growth in the first half of 2006 reached 5.1 percent on a yearly basis, somewhat above expectations. Employment in the formal sector increased at an annual rate of more than 61⁄2 percent in June. This momentum, which has been driven by strong manufacturing exports and domestic demand, appears to have continued into the third quarter, as manufacturing exports and consumption goods imports both grew by about 20 percent in dollar terms in July. 2. The inflation outlook has remained broadly stable, with annual rates of both headline and core inflation at 3.3 percent as of mid-August. In the July survey, expectations for headline inflation at end-2007 edged down, from 3.5 percent to 3.4 percent, while expectations for core inflation stayed close to 3.2 percent. In its monetary policy meeting in late August, the central bank again decided to hold the policy interest rate floor at 7 percent. 3. In August, the authorities implemented the debt management operations they had announced in June, but expanded their scale. The government purchased about US$12.5 billion of international reserves from the central bank, by transferring new government paper to the central bank, which the bank in turn exchanged in the market for outstanding central bank bills. The government will soon use these funds to buy back about US$9 billion of external debt owed to the IDB and the World Bank; US$3.5 billion already was used to retire outstanding external sovereign bonds. As a result, net international reserves declined to about US$65.5 billion by August 18, compared to about US$77.5 billion in late July. 4. In the financial markets, the sharp gains seen in early July have been maintained. During August, the stock market, sovereign bonds, long-term domestic bonds, and the Mexico peso all strengthened. 5. On August 28, Mexico’s electoral court announced that a partial recount of the July 2 presidential vote had not altered the result that Mr. Calderon (PAN) had narrowly edged Mr. Lopez Obrador (PRD).



Public Information Notice (PIN) No. 06/110 FOR IMMEDIATE RELEASE October 11, 2006



International Monetary Fund 700 19th Street, NW Washington, D. C. 20431 USA



IMF Executive Board Concludes 2006 Article IV Consultation with Mexico On September 6, 2006, the Executive Board of the International Monetary Fund (IMF) concluded the Article IV consultation with Mexico1. 2



Background



The economic recovery that began in 2003 has continued. After slowing in the first half of 2005, growth has since rebounded, to exceed 5 percent in the first half of 2006, amid strong growth in both domestic and external demand. Manufacturing has accelerated this year, related to stronger U.S. industrial production and a rebound in auto exports. Employment in the formal sector increased at an annual rate of more than 6½ percent in June, its fastest pace for the past six years. Bank credit continues to grow strongly, from a low base. The 12-month headline inflation rate converged to the official target of 3 percent for the first time toward the end of 2005. While headline inflation picked up again in early 2006 as a result of volatile food prices, core inflation remained steady and the headline rate came quickly back down. At mid-August 2006, the annual rates of both headline and core inflation were 3.3 percent. Inflation expectations as reported by central bank surveys have gradually come down, although they remain slightly above the inflation target. Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually every year. A staff team visits the country, collects economic and financial information, and discusses with officials the country's economic developments and policies. On return to headquarters, the staff prepares a report, which forms the basis for discussion by the Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of Executive Directors, and this summary is transmitted to the country's authorities. 1



Methodological differences mean that the figures cited in this PIN may differ in some cases from those published by the Mexican authorities. 2



2



Amid an improving inflation outlook, the Bank of Mexico (BoM) began in August 2005 to unwind its earlier monetary tightening, before stopping in April 2006. In the process, the overnight interbank rate declined from 9¾ percent to 7 percent. Since April, the BoM has held monetary conditions steady. The BoM has continued to abstain from discretionary intervention in the foreign exchange market, following the rule for its foreign exchange sales announced in early 2003. Still, net international reserves tended to accumulate over time, driven mainly by the foreign exchange surplus of PEMEX, the state-owned oil company. With financial markets continuing to show confidence in Mexico, prices of Mexican assets have moved broadly in line with external markets. After posting strong gains in recent years, the stockmarket followed other emerging markets downward from May through mid-June 2006, and the peso and sovereign bond also lost some value during this period. Subsequently, announcement of the July 2 election results appeared to trigger a broad-based rally of Mexican assets. The fiscal deficit, and public debt ratio, has continued to decline. The 2005 augmented deficit, at about 1½ percent of GDP, was half a percentage point of GDP lower than in 2004, helped by higher oil revenues, a better performance of non-oil revenue collections, and negative net lending by the development banks. Deficit reduction, combined with the effects of faster growth and a stronger peso, brought gross augmented debt down to 44 percent of GDP in 2005, from about 50 percent of GDP in 2003. For 2006, staff projects the augmented deficit to stay close to last year’s level. While oil-related revenues will rise this year, spurred by higher prices, adherence to the budget’s fiscal adjustors will require the spending of much of the unbudgeted oil revenue. Assuming a rebound of development banks’ net lending, the non-oil augmented deficit is projected to rise, to near 8 percent of GDP. The external position has continued to improve, helped by favorable external conditions. Although imports grew strongly, rising remittances and oil exports reduced the current account deficit to less than 1 percent of GDP in 2005, and the external current account was near balance in the first semester of 2006. Non-oil exports have performed well recently, and Mexico’s share in its main market, the U.S., stabilized in 2005 after three years of decline. Foreign direct investment in 2005 was more than double the size of the current account deficit. Public debt management has continued to focus on lengthening debt maturity and shifting away from external debt. The average maturity of the federal government domestic debt rose from 38 to almost 40 months in 2005. The public sector significantly reduced its rate of external borrowing in 2005. In August 2006, the authorities began to implement a sequence of debt management operations that will effectively reduce external debt, and net international reserves, by about US$12.5 billion. This operation left international reserves at about US$66 billion at end-August, approximately 1½ times Mexico’s total short-term external debt (measured on a remaining maturity basis).



3 Executive Board Assessment Directors commended the Mexican authorities for establishing the macroeconomic and financial stability needed to foster growth and resilience to shocks. Fiscal policy has earned broad credibility and put public debt on a gradual downward trend. A prudent monetary policy has achieved low inflation, and the floating exchange rate regime has allowed smooth external adjustment. Directors noted the important progress made in strengthening the financial sector and creating conditions for its further development. The challenge ahead will be for the new government to put in place structural reforms that will remove remaining obstacles to growth while fully entrenching macroeconomic stability. Directors commended the authorities for reducing the fiscal deficit and the public debt ratio, and improving the public debt structure. At the same time, they noted that continued reliance on oil revenues renders the achievement of fiscal policy objectives potentially vulnerable to a decline in oil prices or production, and therefore suggested containing the non-oil fiscal deficit. Directors welcomed the adoption of a fiscal responsibility law and medium-term budget framework. They noted that the chronic weakness of tax revenues will have to be addressed to achieve the new fiscal target over the medium term, and encouraged the authorities to give fresh consideration to tax reform proposals. Directors also noted the scope for better targeting expenditures to make room for more productive social and investment spending. Directors welcomed renewed investment in the oil sector, but pointed to the need to improve governance at the state-owned oil company and allow risk-sharing with the private sector in the financing of its investment program. On debt management, Directors commended the authorities for the substantial progress in reducing the public sector’s external exposure. Looking forward, they welcomed the authorities’ intention to continue extending the maturity of the domestically-issued debt, thereby reducing public sector gross financing needs. They also suggested consolidating the management of all forms of public debt. Directors commended the success of monetary policy in achieving convergence with the authorities’ inflation target. Directors noted that inflation expectations are declining and are likely to also converge to the inflation target as the Bank of Mexico continues to focus policy on that target. Directors considered that Mexico has been well served by its exchange rate policy, which is characterized by transparency, symmetric flexibility, and a rules-based approach to reserve accumulation. This has facilitated external adjustment and given the private sector appropriate incentives to manage currency exposures. Concerning Mexico’s external competitiveness, Directors considered that it would depend mainly on the implementation of structural reforms. Directors welcomed the considerable progress made in strengthening the financial sector and capital markets and reducing potential vulnerabilities. They encouraged the authorities to continue with their agenda of financial sector reforms, and highlighted the need to secure the institutional and budgetary independence of supervisory bodies, improve consolidated



4 supervision of financial groups, create clearer rules for interagency contingency planning, and enhance the monitoring of fast-growing household credit. Directors noted that the financial sector was becoming more dynamic, and that bank credit was expanding after a long period of stagnation. They encouraged continued efforts to deepen financial intermediation and promote competition. Noting that achievement of macroeconomic and financial stability had brought a more favorable environment for growth, Directors encouraged the authorities to move ahead with ambitious structural reforms to create the conditions for fast economic growth in the medium term. They highlighted the major challenges faced by Mexico, including improving the education system and building human capital, enhancing infrastructure, and improving further judicial systems, security, and other aspects of the business and regulatory environment. They underscored that market flexibility and competitive forces should be given more room to spur productivity growth. Directors welcomed recent reforms such as the new competition law and the modified securities market law, and encouraged the authorities to remove barriers to labor market flexibility and to the opening of industries that are now occupied by state monopolies. They considered that implementation of such pro-growth reforms is the best way to assure Mexico’s international competitiveness and ability to take full advantage of globalization. Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's views and analysis of economic developments and policies. With the consent of the country (or countries) concerned, PINs are issued after Executive Board discussions of Article IV consultations with member countries, of its surveillance of developments at the regional level, of post-program monitoring, and of ex post assessments of member countries with longer-term program engagements. PINs are also issued after Executive Board discussions of general policy matters, unless otherwise decided by the Executive Board in a particular case. The Staff Report for the 2006 Article IV Consultation with Mexico is also available.
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Mexico: Selected Economic Indicators 1/ 2001



2002



2003



2004



2005



(Annual percentage changes, unless otherwise indicated) National accounts and prices Real GDP



0.0



0.8



1.4



4.2



3.0



-1.5



-0.7



0.0



2.7



1.5



Gross domestic investment (in percent of GDP)



20.9



20.6



20.6



22.1



21.8



Gross national savings (in percent of GDP)



18.0



18.6



19.2



21.1



21.2



4.4



5.7



4.0



5.2



3.3



Real GDP per capita



2/



Consumer price index (end period) External sector Exports, f.o.b.



3/



-3.1



0.6



3.9



13.8



15.2



Imports, f.o.b.



4/



-1.7



-1.3



1.9



15.8



13.2



-2.8



-2.1



-1.4



-1.0



-0.6



7.3



7.1



9.5



4.1



7.2



Outstanding external debt (in percent of GDP)



26.4



25.0



25.4



24.3



22.5



5/ Total debt service ratio (in percent of exports of goods, services, and transfers)



41.3



37.0



36.6



30.8



25.6



Augmented overall balance



-3.7



-3.4



-3.2



-2.0



-1.4



Traditional overall balance



-0.7



-1.2



-0.7



-0.3



-0.1



Gross augmented public sector debt



47.9



49.7



50.0



46.0



44.0



Net augmented public sector debt



41.7



43.6



44.0



40.9



38.9



8.0 16.0



17.0 10.8



15.0 13.5



12.0 12.6



11.7 15.2



11.2



7.1



6.2



6.8



9.2



External current account balance (in percent of GDP) Change in net international reserves (end of period, billions of U.S. dollars)



Nonfinancial public sector



Money and credit Monetary base Broad money (M4a) Treasury bill rate (28-day cetes, in percent, annual average)



Sources: National Institute of Statistics and Geography; Bank of Mexico, Ministry of Finance and Public Credit; and IMF staff estimates. 1/ Methodological differences mean that the figures in this table may differ from those published by the Mexican authorities 2/ Fund staff estimates. 3/ Exports net of maquila sector imports. 4/ Excludes maquila sector imports. 5/ Public and private sectors.
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