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Tha 1991 = 1%92 privatizations determined goveroment proceads
equivalent to & percent of Mexico's GDP. The privatizationa wera carried
cut at & time the country had significantly improved ita public finances,
curbaed high inflatiocnary expactations and, also, turned its curresnt account
from a surplua of US53,144 million in 1987 to a deficit of USS7,.800 million
in 1990. This paper argues that, under a currant account deficit, a
privatization policy tends to increase the supply of domestic assets the
private seactor is seeking. However, the model presented shows that two
cases muat be distinguished, if the privatization proceeds are received in
tradabla assats (money or foreing bonds) tha Government absorba the assata
that tha private sactor want to dJdispose of; 1f, to the contrary, thas
procesds ars recsived in domestics assets (i.e., domestlics bonds) what the
Govarnment abasorbs is the assests that tha private gector seeks and, in this
casa, the convergence to extermal eguilibrium could be postponed. In
particular, thea paper arguss that the 1991 policy of using the procesds
from privatizations to redeem domestic public debt held by the commercial

banks prompted an additional disequilibrium force on the Wexican balance of

paymenta.

1/ The author was at the Internaticnal Monetary Fund when this paper

was preapared.
ar I hava recalved haelpfull comments of Migual Sabastano, Alfredo

Leona, Jhon Thornton and Federico Rubli-Kalser.
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I. Increduction
The Hexican privatization program, which started in 1982, gathered
momentum in 1%90, Although the number of public enterprises declined from
1,155 in 1982 to 280 in 1990, the privatlzaclons of the telephone company
Telmex in 1990-1991 ]/ and the commercial banks in 1991-1992 were so
important that they resulted in government receipts for about 6 percent of
Mexico's GDP. Tha affects of these privatizactions at the macro level are

interesting on several grounds.

First, becauss Mexico, contrary to what happenad in the eastarn
european countries, has well developed capltal and stock markets and both
the lncrease in equicies l::nciat;d with the transfer of ownership and the
decline in the asset used by the privace sector as payment for the equiciaes

are likely to affect the structure of interest rates and to trigger

substitution effects among assets.

Second, because the 1991-1992 privatizations were carried out at the

time the current account had switched over from a surplus of U553, 144
million in 1987 to a deficit of US57,800 million in 1990 (Table 1). Under
these circumstances, the way in which the privatization proceeds are
collectad could help the economy to reach a new external equilibrium. In
this regard, the modal presented {n Section IV shows that, under a current

account deflcic, a privatization policy tends to Increase the supply of

1/ Alcthough the privatization of Telmex was decided in 1390, the proceads
were received by the Mexican Government durimg 1991.
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domestic assats the private sector ls seeking. However, the model argues
that it is lmportant to distinguish batween two cases: If the privatization
proceeds are received in tradablas assats (forelgn assets or monay) the
Government absorbs the assets that the private sector wants to dispose of;
if, to the contrary, the proceeds are received in domescic ass;ts {L.a,,
domestic bonds) what the Government absorbs is the kind of assets the
private sector does want and, In thils case, the convergence te an external
equllibrium pesition could be postponed. In particular, the paper argues
that the 1992 policy of using the privacizaclon proceeds to redeem a
substantial part of the domestic debt prompted an additional disequilibrium

force over the Mexlcan balance of payments.

Third, the privatizations were carried out in the context of a monetary
policy geared toward partially sterilizing the capital inflows Mexico was
receiving. In this regard, a privatization policy could be a better
alternative than the issue of bonds if the policy wants to minimize the

perils of scerilizaclon (see Calvo, 1991).

The structure of the paper is as follows: Section II summarizas the
main features of the December 1987 stabllizatlon program that pavad the way
to the 1991-1992 privacizations. Section IIT analyzes the monetary polley
and the consequences of privatizations during 1991 and 1992. Section IV
presents a portfolio model to ascertain the effects of privatizations in a
simple open economy model wich four assets. Section V presents the main

conclusions of the paper.
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II. Ihe December 1987 Economic Program

The 1987 economic program was not a sudden stabllization attempt but
the result of a persistent process of adjustment undertaken by Mexlcan
authorities in the aftermath of the debt erisis. 1/ The progress already
made during 1983-1987 and the renewed expectations brought about by the
administration that took over in 1988 allowed Mexico to launch a more
comprehensive economle program. The program included specific policy
measures in public finances, the financial system, the exchange rata, and

structural and incomes policies,

The public finances were strengthened in several ways. The tax system
was overhauled and the tax administration was Lmproved. Voluntary
retirement plans were adopted and most of the Government's subsidies wers
reduced. In additlon, prices of public sector goods and services were
substantially increased in December 1987 and, for one year, they remalned

fixed.

During 1988 and 1989 a financial reform was launched. The reform
included the elimination of government contrel over interest rates and
maturities of banks instruments, the enacting of a new legal frameweork
determining a universal banking system, the developing of eriteria for

rating banks’' credit portfolios, and the removal of restrictiens on banks

l/ See €. Loser and E. Kalter, ed. (1992) and "The Mexican Ecomony® (1991
and 1992).
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lending to private sector entarprises. ]/ The privatlzation of commercial

banks was announced in 1990 and completed in mid-1992.

After a 30 percant

devaluation in the peried

CHART 1

Hovember 1987-March 1988, MOM | Mol EXCHARGE RATE

—— ST

e
S
"

Fal

the controlled exchange rate

was frozen In what has been

defined as & successful

exchange rate-based

stabllization program (see

TN TN R RN T AT
- - —

Calvo and Vegh (1992), ce-Lower BAnd 11M1t —oLpper bang 110t

page 6). The exchange

rate's role of nominal Figure 1

anchor was strengthened by the reductlon in tariffs and the elimination of
most of the nontarlff barriers. The fixing of the exchange rate lasted
until the end of 1988; afcter January 1989 the exchange rate had a daily
depreclation equivalent to Mex5l determining a nominal depreclation of

15 percent during that year. The dally depreciation was reduced to Mex$50.8
in May 1990 and to Mex$0.4 in November of the same year. In Movember 1991
Hexlcan authorities unified the exchange rate system and determined an
exchange rate band. The lower limit of the band was fixed at Mex$31,052 per
U.5. dellar whereas the upper limit was subject to a daily depreciation of

Mex$0.2. In October 1992 the dafly depreciation of the upper limit was

1/ For a description of the flnanclal system raforms sees Cooray (1992).
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increased to Mex50.4 (Chart 1). Table 2 shows the nominal depreciation of
the exchange rate during 1988-1992, the evolution of consumer prices, and

the evolution of the Mexican real effective exchange rate.

Tabla 2. MHexico: Real Effective Exchange Rate

(Annual percentage change)
1988 1989 1990 1991 1992
Hominal deprecifation 3.2 15.8 11.5 4.3 1.5
Consumer prices (e.o.y.) 1.7 19.7 26.9 18.8 11.9
Real effective exchange rate 24 .4 0.7 3.3 12.3 8.3

Flzcal and financial policles were complemented with structural reforms
dimed at increasing the influence of market forces in the economy. In this
regard, the privatization of public enterprises, the partial deregulation of
forelign investment, the measures increasing the openness of the economy, and
the modification in the land tenure system consolidated the stratagy of

letting the price system command the resource allocatlon process,

The program included a pact (Pact for Econcmic Solidarity) as an
hetarodox element, The main innovative element of the pact was the unified
agreement on the measures to address Mexico's econcmic problems made by the
Government, the business and union leaders. The pact included a commitment

to strengthen the public finances, an agreement on exchange rate pelicy, and
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the fixing of the main prices after the initial increase in the relative
prices of the public sector. A renewal of the pact was announced in
December 1988 ac the same time that wages and public sector prices were
adjusted and the peso began its daily depreciation agalnst the U.5. dollar.
A new pact (Pact for the Stability and Economic Growth) was announced in
January 1989 and recelved five subsequent renewals., Finally, a Pact for

Stability, Competitiveness, and Employment was announced in Octeber 1992,

The results of the program were impressive (Table 3). The rate of
inflation declined from 159 percent in 1987 to 12 parcent in 1992. Thas
overall balance of the public sector excluding prizaclzactions turned from a
deficit of 16 percent of GDP in 1987 to a surplus of 0.6 percent of GDP in
1992, The deregulation of the financial system prompted an increase in the
banks liabilicies of 68 percent in real terms between 1987 and 1992. During
the same period, the financial system credit to the private sector increased
by 294 percent in real terms. The rate of growth of real CDP increased from
-0.5 percent in 1982-1986 to 2.8 percent in 1987-1992., Against this
success, the program also prompted a significant decline in private savings
that, since it was not compensated by a corresponding increase im public
savings, detarmined a deterioration of the current account of the balance of

payments reaching a deficit equivalent te 7.1 percent of GDP In 1992,

IIT. Honetacry Policy and Privacizations fn 1991 and 1993
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The 1991-1992 privatizations were carried out at the time Mexico had
signifiecantly improved the public finances, boosted economle growth, and
curbed high inflactionary expectations. During 1990 several factors combined
to increase the attractiveness of Mexlican assets raducing, at the same time,
thair perceived risk. These events helped to trigger significant inflows of
capital. Firsc, the external debt arrangement was announced in February.
This agreement paved the way to upgrading Mexico's foreign curtency debt
rating at the end of 1990, Second, the daily depreciation of the peso
against the U.5. dollar was reduced Erom HMex$l to Mex$0.8 in Hay 28 and wvas
further reduced to Mex30.4 on November l1. The difference betwean the CETES
interest rate and the announced depreclation of the peso was 22 percent in
annual terms in June. Third, authoricles announced the prilvatizations of
Telmex and commercial banks in July. This announcement, and Llts subsequent
approval by the Mexican Congress, helped te consolidate the already strong
expectations on fiscal performance and Increased the expected return om
Mexican real assets. Fourth, the substantial inerease in oil prices during
the third quarter of 19%0--some 23 percent higher in real terms than in the
third quarter of 198%--and in valua-added tax recelpts--some 18 percent
higher in 1990 than in the previous year--also strangthaned investors’
willingness to accept Mexlcan assets. Finally, during the third quarter of
1990 and after the inflows of capital had gained momentum, it became clear
to the private sector that the Bank of Mexico's pollcy of partial
sterilization was at the core of the stabilization strategy providing,

therefore, additional incentives to the capltal inflows.
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The evolution experienced by the balance of payments was remarkabla
(see Table 1). The current account deficit increased from U556 billion in
1989 to US57.8 billion in 1990, At the same time the capital account
surplus increased from some US§5 billion te US§1l billion. Particularly
lmportant was the renewed access to extarnal finaneing--the net extarnal
financing shifted from an cutflow of U550.2 billion in 1989 to a net inflow
of US$5.4 billion. The current account deficit in 1991 and 19;?2 reached
Us§513.4 and U5522.8 billion, respectively. The main driving force
underpinning the increasing deficit was the demand of imports. As the
capital account surplus reached U5520.8 billion in 1991 and US524.7 billien
in 1992, the private capltal component nearly doubled from 1990 to 1991;
both direct Lnvestment and portfolio investment more than doubled in the

same peried,

The Bank of Hexico's
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private sector remained relatively constant in 1991 and 1t was not uncil
1992 that it experlenced a significant decline. These developments should
be contrasted with the evolution of the Bank of Maxlco's net eredit te the
public sector. As shown in Chart 3 the Bank of Mexlico's net credit to the
public sector exhibited a significant decline during 1991 and remained
relatively constant in 1992. This paper argues that the 1991 privatization
proceeds were mainly used to reduce the nonfinancial public sector
Indebtedness with the Bank of Mexico; in other words, taking the overall
public sector as a whole, the privatizacion proceeds were saved and used to
build up international reserves. This "sterilization" policy prevented the

privacization proceeds from belng splitc over the aggregate demand and,

therefore, absorption. Similarly, this paper also argues that the 1992
privatization proceeds were mainly used to redeem public debt in hands of
the private sector (especlally the financlal system) and prompted an

Increase in expenditure that aggravated the current account deterioration.

The sterilizacion carried out in 1991 can be analyzed with the help of
Table &4, It is worth noting that whereas the net internmational reserves
increased by Mex522,549 billion, the net domestic assets declined by
Mex513,603 determining, therefore, an increase of Mex$8,%43 billion in the

monetary basa. 1/ It is also worth mentioned that although the correlation

1/ Hote that tha decline in the Bank of Mexico's net credit to tha publie
sector was equivalent to Mex521,128 blllion, some B6 percent of the 1992
privatization proceeds. It should be polnted out that the 1991 and 1992
economic programs included a decision by authoricies determining that at leasc
85 percent of the proceeds from privatization were going to be either saved or
used to redeem publiec debt,
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through open market

operations. This is the reason the outstanding debt held by the private
sector only exhibited a small increase, But the fact is that the bulk of
the privatization procesds were transferred from the Treasury to the Bank of
Mexico and the counterpart of thiz increase in reserves was a decline in the
Central Bank's net credit to the public sector. However, the crueial
implicatlon of this polley is that the additienal supply of equities
stemming from the privatizatlons was not matched by a simultanecus decline
in the supply of government bonds outside the public sector. In eother
words, the privatizations implied an exchange of equities for money in an
economy in which the private sector could easily provide money for itself by

selling forelgn exchange to the Bank of Mexice. 2/

1/ See *The Mexican Economy, 1992,% Bank of Mexieco, page 63.
2/ The differenclial between the controlled and free exchange rate was less
than 2 percent since end-1987 except for a brief perlod In early 1990,
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Quite different was the use given to the 1992 proceeds from privatiza-
tlons. As Table 4 shows, whereas the net International reserves Increased
by Hex$5,843 billion, the net domestic assets declined by only Mex.$lll
billion, determining an lncreases in monetary base of Mex.$5,732. L/
Therefore, the privatization proceeds were not deposited in the Bank of
Mexico. The proceads ware used, instead, to redeem publie debt in hands of
the commercial banks. The commarcial banks' holdings of domestic debt
declined by Mex$34,277 trillion during 1992 (some US51ll billion). 2/ The
significant decline in domestic debt held by the private sector in 1992 is

shown In Chart 2.

The 1991-1992 privatization proccess and Lts relation with public
finances can be further analyzed in Table 5. The table presents the overall
economic balance including the proceeds from privatization and highlights

the aspects already mentioned.

1/ The decline in net credit to the public sector, however, includes
Mex57,400 of FICORCA dividends transferrad to the Bank of Mexico. FICORCA was
a public agency that provided sxchange rate hedging to private sector external
debt service; created in the aftermath of the debt ecrisis, the agency was
liquidated in Augustc 1992.

2/ The decline in commercial banks heldings of government debt, however, was
some Mex$9,000 billion higher than the 1992 privatization proceeds.
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Table 5. Mexico: Publiec Sector Borrowing Requirements

(In billions of Mexican pesgs)
1991 1992
=29.230 =41.807
External financing 1,055 3,643
Domestic Financing -28,538 =4 172
Bank of Mexico -21,128 =6,203
Commercial banks 12,968 =-37,525
Davelopment banks -7,858 -4 GBI
Government debt held by households -12,520 4,239
Ochers -1,847 -1,078

Sources: Bank of Mexico; and Secretariat of Finance,

l. TIhe effects of 1997 privacizations on the financial system

One of the maln effects of the 1992 privacizations can be seen with the
help of Table 6. Tha tabla shows the impressive growth in the credit to the
private sector which was nearly 50 percent greater than the tocal sources of
funds. In other words, the redemption of debt from the commercial banks®

portfollios made room for a considerable flow of eredit to the private

sector, L/

Additional information about the allocation of the credit to the
private sector 1s presented in Table 7. The table shows thac Bl percent of

the 1992 flow of credit to the private sector was allocated to the Commerce,

l/ The fact that the proceeds from privatizations could finance domestic
spending has been emphasized by Rodriguez (1991).
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Services, and Construction sectors,

The table i{s an {ndication about how

concentrated in financing consumption the 1992 credlit expansion was.

Table 7. Mexico: Annual Changes In Credit by Economic Sector

{In billions of December 1992 Mexican pesos)

1990 1991 1992
Tocal 29,936 28,170 93 544
Primary production =551 100 4,557
Energy production -5,204 -1,445 121
Industril production 3,897 6,508 7.850
Construction 1/ 7.711 9,510 17,024
Transportation and communicacion 279 3,015 3,133
Commerce and services 31,9938 38,431 60,509
State and local govermments 1,806 2,051 2,449

l/ Includes low-income housing.
IV. The Hodel

The model presented In this section alms at providing an analytical

framework for the stylized facts of the Mexican privatizations. The

analysis of the menetary consequences of privatizaclons is by no means a new

attempt of economic theory., In a model very similar to the one presented

hera, Branson (1974a) analyzed the effects of open market operations in

equities. The present model i{s based on the portfolio models for an open

econocmy developed by Branson (1974a, 1974b, and 1977) and includes a current

account specification similar to the one developed, among others, by Kourl

(1976) and Frenkel and Mussa (19%-).
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The model includes four i{mperfectly substitutable assets: money (M),
domestic bonds (B), forelgn bonds (F), and equities (K). All assets are
gross substicutes. It is assumed that the demand for assets depends on

their rates of return ry, ry, rp, and income Y.

M= (g, g, g MW (1)
B=FB (rg, rg, rp, M W (2)
F=FF (rg, rg, 15, ' W (&)}
(K-KB) = FK (rg, ry, rp, ) W (4)

where Fl 12 the proportion of private wealth allocaced In asset L, W is
private wealth, and KE are the equitlies held by the public sector. It is
assumed that the price level and the exchange rate are constant and equal te

1. Equation 5 defines the private sector wealth:

W=H+B+F+ (K-KB) (5}

Following Branson (1974b), it assumed that domestic bonds and capital are
nontraded assets in the sense that domestic residents have to hold the
existing supplies of them; In additlon, people can freely exchange the two
tradable assets: money and forelgn bonds. It Is also assumed that
residentas face an elastic supply of foreign bonds at the given interast rate
tp. These assumptions allow us to aggregate the money and foreign bond

holdings in a single aggregate H:
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H=M+F {6)

The 6§ equations (5 of them independent) determine rp, Ty, F, W and H given
the exogenous variables (K-K&), rp, H and B, The system can be simplified

as follows:

B - FB {rg., tg. Tp. Y) [H+B+{K-KBE) ] (7
(K-KB) = FK (rg, ry, rp, Y) [H+B+(K-K8)] (8)

H=[ P (rp, tg. v, ¥) + FF (rg, rg, rp, YD1 [H+B+(K-KB)]  (9)

Only twe of the equations 7-9 are independent. Tharafore, we can
concentrate on equatfons 7 and B that determine rg and ry given B, (K-KB), H
and Bp. Equations 7 and 8 correspond to the nontradable assecs equilibrium
conditions, These conditions could be analyzed with the help of Chart 4,
The BE locus gives the combinations of ry and ry that clears the domestic
bond markec., BB has a positive slope becausa, whereas an increase In the
return of caplcal decreases the demand Eut.bund!. an Increase in the return
of bonds Increases the demand for bonds. The BB curve will shifc to the
right when rp or B increases or when H or {K-KB) decreases. Any peint
located at the right and above tha BB locus represents a situation im which
there is excess demand for bonds and, as a result, bond prices will increase
and return on bonds will decline. Conversely, any polnt located at the left
and above the BB locus corresponds to an excess supply of bonds leading to a
decline in bond prices or, what is tha same, an increase In the rates of

return of bonds. The locus KK represents the combinations of ry and rp that
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clears the equities market. The slope of KK 13 positive because whereas an
lnerease In the return of caplital Ilnereases the demand for equities, an
inerease in the return of bonds decreases tha demand for equitlies. The KK
curve will shift te the right when rp or {K-Ks} declines and when H or B
increases. The points locatad at the left and above the KK locus
corresponds to axceass demand for squitles whereas tha polnts l?cttad to the
right and below KK corresponds to excess supply of equities. Equlties
prices will increase in the former and will decreases in the latter case. _

The wealth constralnt and the asset demand specificatlons assures that BB is

stesper than KK and, therefore, the system Ls stable.

Chart &
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The reduced equation of the model i{s the following: L1/

|
drgl = |a*B| aB + [a¥K| d(k-k8) + [a™| an + [KF|a £ (10)

d ry 2Bl aBk aBH alF
where:

a*® 7

afk > 0

PLUE |

a¥F 5 0

a®® s

aBK 7

aBl <o

afF =0

Equation 10 shows that an Increase in the supply of domestic bonds
increases the return on bonds, at the same time that has ambliguous effects
on the return of capital. An increase in private sector equities lncreases
the return on equities but has an ambiguous effect on the raturn of bonds.
An increase in the tradable assets determines a decline in the returns of
capital and bonds. Finally, a decline in the foreign interast rate

decreases the returns of both nontradable assecs.

L/ Ses the Appendix for a detalled presentation of equation 10.
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The effects of three types of open market operations are presented in
Table 8. The first type involves an increase in equities to the privaca
sector matched by a decline of domestlc bonds. This filrst type poliey
determines an increase in the return of capital and a decline in the return
of bonds. The second type of open market operation invelves an Llncrease in
private sector equities matched by a decrease in tha supply of the tradable
assets aggregate, In this case, both the return on caplital and the return
of bonds increase. Finally, the third type of open market oparation
ilnvolves an increase in bonds matched by a decrease in the tradable assets
aggragata. This policy determines an increase in both the return of caplral

and the return of bonds.

Table 8. Mexico: Open Harket Operations

Type 1 Type 2 Type 3

d{K-KB) = -dB d(K-KB) = -dH di = - dH
dry >0 >0 >0
drg <0 >0 >0

The real sector Ls included in the model by defining the saving and

investment functions:

5 - 5(W, rg, ty, tf) {11)

vhere Sy <0, and S,y >0 for i-BK,F.
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I = I(cg) (12}
whare Ipy < 0

It is assumed that the government sector has a balanced budget,

Therefore, Equation 13 determines the current account of the balance of

payments.
CAh=3 -1 (13)

The accumulation of international reserves is defined in Equation 14,

CA + KA - RE (14}

where KA is the capital account of the balance of payments and RE Ls the
rate of change in reserves per unit of time. Civen the fixed exchange rate
regime:

CA + KA = H {15)

where H is the time rate of change in the supply of money. However, from

Equation 6:

H=-Ha+F (18}
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whera H and F are the time rate of change of the tradable assets aggregate
and the foreign bonds. Substituting 15 into 16 and remembering that, in
this model, the capical account equals the time rate of changa in foreign
bonds holdings:

H=ca {17)

Equation 27 implies that the holdings of tradable assets can only lncrease
(decrease) 1f the countsy runs a current account surplus (deficic). This ia
an important resulc in our analysls of the current account dynamics and

highlights one relevant aspact of tha asset markets® substltucion effects.

Substitucting 13 inte 17, and taking into account 11 and 12:

H - 5w, rB' IK‘ IF:I - II:IK} (18)

Taking differentials we get 1/:

di = hy di + hy dB + hy 4(K-KE) + h, drp (19)

L1/ See the Appendix for a complete presentation of the h; parameters.
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by >0

The dynamic path of H can ba seen in Chart 5. The FF curve gives tha
dynamic response of H for each level of tradable asset holdings. It has a
negative slope that reveals the stablility of the system. The FF curve will
shift to the right if the exogenous interest rate on forelgn bonds (rp)
increases. In addition, from Table 8 and Equation 18, it is clear thac FF
will shift to the right with a Type I open market operation (increase in
capital and decrease in tradable assets) and with a Type } open market
oparation (Llncrease in domestlic bonds and decrease In tradable assets). The
Type 1 open market pelicy (increase in capital and decrease in domestcie
bonds) has amblguous effects on FF. The reason for that is bacause it
decreases investment by increasing the return on equicies but its effect on
savings could elther be positive or negative.

Chagt 3
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Lets analyze now the effects of a decline In the rate of return of
foreign bonds rp. Chart 6 shows that the decline In rp prompts a
gubstitution in faver of domestic assets leading to an increase Iin che
prices of equicles and domestic bonds. The asset markets, which was
previcusly at equilibrium at peint Ej moves to a new (short-run) equilibrium
at E; characterized by lower rates of return on eapital and demestic bends,
Slmultaneocusly, the decline in foreign interest rates and the ensuing
substituction already described led to a current account deficic, which is
the only way that the private sector as a whole can dispose of its tradable
assets holdings. This Is shown in the lower panel of Chart 6 as a shift of
FF to the left. Note that, given the previous level of tradable assets Hy
and the new structure of interest rates, the current account deflclt equals
“Hy. Note that the current account deficlr is a transitory phenomenon since
as the economy reduces its holdings of tradable assets through it, the rates
of return of domestic assets begin to rise (Equation 10) and the currentc

account achieves a new equilibrium position when the stock of tradabla

assets reaches HL,
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It i3 important to nota that, as the economy Ls experiencing a current
account defleit of the nature already descrlbed, the movement to a new
equllibrium can be strengthened by a Type 2 privatizaclen policy. As was
ghown above, the effects of this polley will be to shift the FF curve to the
right by lncreasing the rate of return of nontradable assets. The reason
for that 1s because this polley offers to the private secter the kind of
assets it is seeking {nontradable ones) and absorbs from the private sector
the kind of assecs it wants to get rid of (tradable onmes), It is in this
sense that the polley accommodaces the needs of the private sector and, inm
doing that, releases some of the prassure that the adjustment process places
aver the balance of paymenta. In other words, as a result of the exchange
of assets leplicit In this Type 2 privacizatlon pelicy, an extaernal
imbalance for abserbing the whola decline in the demand for tradable assects
it iz no lenger needed, the open market operation does part of this task.

AC the same time, the Increased supply of capical to the private sector
mitigates the decline In the return of capltal associated with the

additional demand prompted by the decline In rp.

Saction 3 argued that the Mexican economy faced, in 1990, a varlecy of
factors that determined an increase in the relative attractiveness of
Mexican assecs in relatlon to forelgn ones, During 1991 the renewved access
to international voluncary financing was slmultaneocus te a significanc

deterloration of the current account. In terms of the model developed in
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the previous sectien, the 1990

events that trigger the CHAF}T ?

inflows of capital and the & INTERESY. BATHN. O 20 RAYE CRTRE

ensuing deterioration of the
current account could be

assimilated to a decline In § =
tp. Investors reacted rapldly

to the changing sconomle

perspectives of 1990. An o —— —_—

sconomy characterized by a

high degree of currency substitution faced a significant inflow of funds
(see Table 1). Interest rates on Treasury Notes began a declining pach in
early 1990 that lasted until early 1992 (Chart 7). Stock market prices
increased by -- percent in real terms during 1990 and 1991 (Chart 8). In
briaf, the esconomy faced a substitution in Investor’'s portfolios favoring

domestic assets and agalnst tradable ones.

It was with these renewed expectations as a background that the
1991-1992 privacizations took place. Tha decisfion to privatize the public
entarprises was a crucial step toward strengthening the economic program and
the structural change Mexico undertoock after the external debt crisis. One
of the maln consequences of the privatization program was the significant

decline in the Government's interest payments that took place after a
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relevant part of the domestic

debt wasz exchanged by the

CHART 8

privatization proceeds. 1/ P ITOOE WIRET. PRICEE EWE -1k
However, as the model of

Section IV shows and the B

evidence presented in _—

Section IIT suggest, the way o ¢

in which the 1992 proceeds

were used was not the moat . - -

efficient one to fight back

the current account deterioration. More than that, although the usa of the
proceeds te redesm domestie debt (Type 1 open market operation) has
ambiguous effects on the current account for the reasons already mentioned,
the empirical observation shows that a further deterioration in private
savings was indeed observed during 1992 (see Table 1). This observation
would lmply that the adverse effect of the declining interest rates of

domestic bonds was particularly important to discourage private savings.

Therefore, the maln point of this paper is that contrary te what
happened i{n 1991, the 1992 privatizations proceeds wera mainly used to
redeem public debt held by the privace sector. This policy, aimed at
improving the fiscal situation even further, had a cost in terms of cthe

external equilibrium: it put undue pressure over the balance of payments to

1/ As can be seen in Table 9, the domestic interest payments of the public
sector declined from 4.1 percent of GDP in 1991 co 2 percent of GDP in 1992,
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get rid of the private sector’s tradable assets. The paper, finally, by no

means alms at demoting the remarkable courage and determination of the

Mexican government's privacizatlon peliey. It argues that theres wera
alternative uses of the proceads at the time when the external situacion

showed a pearsistent deterloration.




AEFENDLE

l) Coefficlents of equation 10:

akB - [(1-FB)wrky + FRuFBg) / A

aKK - - [wrBFKy + (1-FKyurBy) / &
a® - (urkeBy - wrBrKg] /4

- (WIFKpFB, - wZFBoRK,) /

aBB - _(urB FK 4+ wrK (1-¥B)] / &
aB® o (urB (1-FK) + wFKeFB) / &
aBH o (ypK pB . ypBKgK] , 4

- [W2FBprK, - wIFB.FKL) s a

where & = W2(FB, - FK, FBy)

2} Coefficients of equation 28:

B[S+ Sualu 4 {8 = Liyala]
1 W B H 4 4 Hi
|'|.2 - {Su + SE aBE + {SK - IKJaE’j

hy = [Sy + Sp aBy + (5¢ - Ip)af¥)

pe 8
I
1

[Sp + 53 “BF + (S - IK}aKF]
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Table 1, Hexico: Summary Balance of Paymenta

Pral.
1990 1991 1992
(In billions of U5, dollars)
CMEESDE sopount 5.9 et ] zhd.4 ziz.8
Hearchandise trade, f.o.b. -1 =-a.9% =7, .0 =15.%
Exporta 5.8 0.4 31.2 32.3
Fatroleum and derivatives T.¥ 0.1 8.2 [ 1% |
Othar LS 18.0 0.3 +23.0 4.0
Impocts =25, & =31.3 =38.2 -4, 1
Sarvices and transfers (net) =, 4 =6,9 6.4 =§.9
Factor lncome =F.4 =7.6 5.7 =-6.%
Intarest on public debt ~r.% =F.5 6.3 =-2,7
Other Intersst payments =1.0 =1.5 =19 =2.1
Othar 1.5 1.% 1.3 0.9
Other services and transfars 1.4 a.7 0.3 a.2
Traval 1.4 1.3 1.7 1.¥
Barder Lransactions =0.9 =1.5 =17 =1.8
Other 0.9 .7 0.3 a.1
Capital wocounk [N .o 0.8 FLI
Offlelal caplibal 0,2 =0,% =1.5 =0.4
Commercisl banks =3.3 1.9 =1.% =1.2
HMultilaterels 0.5 2.7 a.7 0.5
Bilatarsls and suppllsca 1.1 2.1 a.9 o7
Othar (Including short bercs) =1.2 =74 =1_2% =0,&
Private capital 7 11.% 22.3 25.3
Ralnvestmant of lnterest sarnings abroad =1.9 -1.§ =1.3 -0.9
Direct lnvwestment 1/ 1.0 2.6 6.4 6.3
Dirsct investmsnt 2.6 2.3 .8 §.0
Debt=wqulty converslons ] 0.1 1.7 8.3
Mot sxtermael ersdita =02 3.4 T.8 .7
Portfolio investment 0.3 1.0 r.3 16,7
Others, including srrors and emissions 3.1 3.5 1.7 .5
Het international cesseves (lnccesss =) 1.1 -3.2 =7T.4 =1.9
Hama:
Trade balance =0, & =2.% -4 ¥
Cugrant sccount balanca =3.2 =&, 7 -7.1
Gross Internatlonal resscves 0.8 186 19.%
In months of: merchandiss impocts 4.1 5.9 5.0
Crude oll sxport volums (mns bbl/day) 1.3 1.4 1.4
Avarage crude oll price (D33/Bb1) 19.22 L, &8 14, 8%

L/ Includes net procesds from in-bond industcies.
Z/ Including procesds from debt-squity converalons,



Table 3. HMHexico:

Selected Economic Indicators

Prasl. Froj.
1%a7 1988 1989 1990 1991 1992 1993
(Annual percentage change)
Rsal GOP 1.7 1.1 3.3 b b 3.8 2.8 2.5
Consumer prices [sverags) 131.8 114.2 0.0 2.7 22.7 13.% LS
Consumer prices [end-of-year) 139.2 51.7 19.7 9.9 18,8 11.% aa
(in billions of U.5, dollags)
Extenal sectog
Current account balance 3.1 =31.8 -6.0 =7.0 =13.4& -iz.8 -22.3
Of which: sxporta (f.o0.B.) 2.3 2.7 I3.8 0.k 31.1 3z.3 3.6
imports {(f£.a.b.) =13.3 =203 =25.4 =31.3 =38.2 =48.1 -47.1
intersst paymantys =7 .8 =8 & =93 =3.0 =8, & -7.7 =T .6
Official capital (net) 3.6 a.4 0.2 -0.7 0.3 =0.§ 0.4
Privatas capital (nat} =0,.2 =3 & a7 11.% 21.2 25.3 23.5
Hebt ressrve msovessnt {(increass =) =&, & &.8 1.1 =-3.2 =-T.6 =-1.% =1.7
(In percent of GO}
Primary balance 5.0 6.0 5.1 7.4 5.3 5.4 §.1
Operational balsnce 2.0 =% 5 =1.7 2.4 2.3 3.2 2.1
Overall balsncs =13.9 =13.2 =5.7 =34 -0,2 0.6 8.7
Total publie debt 1/ L 7.1 1.7 359 LR | 35.% Jo.8
Domsstic ir.a 23.3 4.3 z.9 ir.? 1z.% "nr
Extarnal §l1.8 4.8 33.4 3z.0 6.4 3.0 1.1
Savings and |nvestment
Croas domastle (nvestment 1%.2 0.3 21.6 1.8 21.3 iz.0 I2.4%
Publle ssctor 3.2 5.1 L LN | .3 4.1 3.6
Frivats ssctor 14,1 134 18.7 1.9 1.8 17.% 1.8
Gross national savings 21.8 18,2 18,8 18,6 16,6 15.0 16.1
Publle ssctor T.3 0.4 3.2 Tk 6.4 7.1 3.6
Privates msctor 1.3 17.8 13.3 11.2 0.0 1.7 10.3
External savings (cuccent sccount balance) =-1.1 2.2 3.0 3.2 §.7 7.1 6.3
Hesopandum jhems
Hominal GOP (billions of MexM3) 192.8 389.3 503.7 §7R.% Bs2.8 1,001.3 1,11%.0
Nominal GDF (billions of USS) 139.9 iri.2 204 .6 2eL. & 282.% 323.4 350.7

Source: Maxloan suthorltles;

and Fund stafl sstimates,

1/ End-of-year stocks, including IMF,
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Table &, Hexice:

Bank of Haxico Het Domestle Assebs

(lo Billisns of pesos)
1991 1993
Har. Jun . Sept. Dec. Har. Jun, Sept .
Stacika
Hat Intsrnational resscves 21.302 T Y 34, 154 35,989 40,381 A, 532 41,313 &2, 453
Mat domesble sssabts Z.538 -9, 418 =9 788 =1,11% -11,434 =9, h6k =11, 7% =1,848
Met credits to public ssctor 32,71 18, 244 Z1,12% 21,413 15,578 20,851 8,097 15,401
Het claims to Ficorca =152 =50 =303 =120 o T -18% — ==
Benfinancsial publiz sector
accrued and unpald interest 233 185 4l 13 22 k11 19 1%
Other =J0,163 =-37,997 -30,653 ~-I2,421 26,740 =30,14% -20,193 ~-17, 313
Hata isaus 28,340 24,828 24,368 34,874 28, %46 31,068 29,567 30,606
Cumulative flows
Het intornational ceaservas ¥. 322 21,813 21,090 22,949 4,219 3, Bad &, Yoo 5,843
Het domastic assats =19,99% -22,71) ~-1Z.44% =13,403 =10,14% =7.645% -10,0407 =111
Het credit to publie wester ]/ -11,124 =-21,78% =22, 300 =21.128 -6, 281 =hhk  =f1 kil =6,203
Nat clalma on Fleorca La 3183 130 112 =131 =58 129 120
Honflnanclal publlic smector
scorusd and unpald lnbecest " 34 =113 =143 ] 11 248 3
Cthee (residual) =13 -1.33% =1a4 7,338 =31,723 -, 143 1,133 8,959
Sote lssuw -1,387 =1, 100 =1,3%% B, T4d -5,%28 =3, 80§ =3, 307 5,1z |

1/ Adjusted for provislen of ceedit for gusrantess, forslgn curcency proceads from privetizatlon, AR

daposits, and transfess 3§ profits to the federal Gaveenment,
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Table &, HMaxiszo: Flosnclal Flows

(In millions of Hexlcan new pesos, unless otherwiss 1@1;;;-_4:
1989 1990 1791 1992 4
Ioral asupces of [unds &9 &&0 78,511 By 4T B4 001
Cumslative flow of M-1 33,219 3%, 814 BO, 547 61,338
{Feroantages real annual growth) 1 14 F1] i2
Habt goverrmant sscufibles hald by the
nonfinancial privates ssctor 21,38% 13,992 =-12,3%20 &, 239
Commacclal banks {acelgn barrowing 15,269 =1,273 13,389 13,981
(Im Billions of U.3. dollars) [] - 3 ]
Honfinancial publle sactsp
forslgn baccowling (net) =3 212 &_ 380 1,055 3,441
{In billions of V.5, dollaes} =1 2 == 1
% &a0 .31 & &7 84,001
Hab intarnational resscves
(Incraass +} =2,697 9,002 12,936 5.87%
{In Billlons of U.5, dollars) -1 3 ] 2
Economic balance of the publlc sector 28,131 24,278 -2%,330 =44 556
Of which: external finamcing -2,212 &, 380 1,0%% 3,843
domadtic [inamcing 28,943 19,898 =30,385 =431,113
Coedit ko privakts ssctor &2,558 &1, 400 a2 280 121,791
(Percantage real anmual goowth} 4% 28 13 33
Hat unclassifisd g/ 3,068 16, 169 =1.,395 aaT
Memorandum LEes
Hominal GDF 303, 568 678,923 852,782 1,901,911

Sources: DBank of Mexico; and Fund staff estimates,
1/ Praliminary,

2/ 1Includes capital and surplus, met clalms on trust funds, net foreign asasts of commsrciasl banks,
SDRs holdings, valuatlon sdjusiments, and net intsrbank float,
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