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Article 51 of Banco de México's Law contains provisions to reconcile the
autonomy of the Central Institute with the necessary accountability for its
management. The method which the Legislative Branch considered most appropriate
to this end was the presentation of periodic reports by the Central Bank on its policies
and activities. This article states, in section I, that in January of each year, the
Central Institute will send the President and Congress, and in the recess of the latter
to its Permanent Commission, a statement on the monetary policy to be conducted by
the institution during the year.

As from the enactment of its current Law, Banco de México has implemented
monetary policy with the priority objective of permanently abating inflation. A
fundamental element of the inflation abatement strategy has been to strengthen the
Central Institute’s credibility with regards to the attainment of its objective. To this
end, Banco de México has made an unprecedented effort to make public its
interpretation of events that affect the national economy, in addition to the actions
and policies adopted to facilitate the economy’'s improved performance. The
aforementioned has translated into a more transparent monetary policy, by increasing
both the volume and the timeliness of information supplied by Banco de México to the
public.

Therefore, as of April 2000, the Board of Governors of Banco de México
agreed to publish Quarterly Inflation Reports in January, April, July and October.
These reports contain a detailed description of the evolution of inflation and the main
factors that affect it, as well as an evaluation of the international environment, which
have been the basis for the monetary policy actions implemented to fulfill the
Constitutional mandate of maintaining the stability of the national currency’'s
purchasing power. The Inflation Reports corresponding to the first, second and third
quarters of 2000 were sent in due time to the President and Congress.

The present document includes both the “ Inflation Report: October-December
2000” and the “ Monetary Policy Program for 2001.” In compliance with Article 51,
section | of Banco de México's Law, the aforementioned Program presents a statement
on the monetary policy to be conducted throughout the period from January 1 to
December 31, 2001.






FOREWARNING

Banco de México has always given the utmost importance to the publication of
information that will help decision-making and allow the public to evaluate the
execution of its policies. This text is provided only as a convenience to the
reader, and discrepancies could eventually arise from the translation of the
original document into English. The original and unabridged Inflation Report in
Spanish is the only official document.

Unless otherwise stated, this document has been prepared using data available

as of January 25", 2001. Some figures are preliminary and subject to change.
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Introduction

The performance of the Mexican economy in the year 2000
was much better than expected at the beginning of that year. Annud
inflation fell from 12.32 percent in December 1999 to 8.96 percent in
December 2000. The annud inflation target of less than 10 percent
inflation was thus atained by a wide margin. Furthermore, GDP is
estimated to have increased by more than 7 percent in red terms last
year, thus the average growth rate of the Mexican economy over the last
five years has been higher than 5.3 percent. Inflation fell by 43 percentage
points over the same period, thereby confirming that the abatement of
inflation is a necessary condition for economic growth and development.

The six year crigs cycle which had troubled Mexico for more
than two decades was findly broken in the year 2000. This was due,
among other factors, to the prudent agpplication of macroeconomic
policies over the last few years, efforts made in order to reduce the
domestic economy’s vulnerability to sudden changes in the availability of
externd financing, and to an orderly eection process.

Even though considerable advances have been made in the
reduction of inflation, the growth rate of prices in Mexico is il high and
therefore condtitutes an obstacle to sustained and balanced economic
development. The Board of Governors of Banco de México has thus
established the convergence towards 3 percent inflation in 2003 as the
medium term objective and, accordingly, in October 2000 the Centrd
Bank announced a short term target of less than 6.5 percent inflation for
2001.

In the last few years, the monetary policy Strategy has been
going through a process of change in order to make it more effective and
transparent in accordance with the changes that the Mexican economy
has undergone. This development has led to a gradua convergence
towards an inflation targeting scheme. Such a scheme has been
successfully employed by a large number of centra banks in both
emerging and developed economies. This document outlines the principa
aspects of the aforementioned scheme.
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The effort to abate inflation throughout 2001 will have to be
caried out in a less favorable internationa environment than that of the
last two years. The expected dowdown of the United States economy
and the fdl in oil prices represent externd disturbances which could
create increased inflationary pressures. Furthermore, the downward
rigidity of inflation expectations, which are rdaivdly sagnant a leves
incompetible with the target, together with the vigorous expanson of
internal demand could aso make the fight againg inflation more codtly.
The Board of Governors has thus been tightening monetary policy in
recent months. During the year 2000 Banco de México repeatedly
warned of the need for a fisca adjustment under the aforementioned
circumstances. Even though the federd budget and the Federd Revenues
Law for 2001 are steps in the right direction, public finances gill show
sgns of vulnerability which would have to be addressed by means of a
complete fiscd reform.

In spite of less favorable externd conditions, the gpplication of
rerictive monetary and fiscal policies will dlow inflation to continue on
its downward path and provide for an orderly adjustment of the economy
to the changes that have appeared in the internationd environmen.
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Inflation Report: October—December 2000

.1 Recent Developments in Inflation

The evolution of prices during the fourth quarter of 2000
dlowed inflation targets to be met for the second consecutive year. The
target for 2000 —an annud inflation rate below 10 percent— was
attained by a comfortable margin, resulting in an 8.96 percent annua rete.
However, the downward trend of overal inflation observed since
February 1999 leveled off during the find quarter of 2000. It is important
to note that during the October—December period:

@ the Nationd Consumer Price Index (INPC) annud inflation
rose;

(b) annud core inflation continued to fal; and

(© observed monthly inflation rates were higher than the
corresponding private sector expectations.

The above differs from the base scenario established in the
previous quarter’s Inflation Report, the main difference being that overal
inflation had been expected to continue dong its downward trend.
Among the factors which contributed to the relaive stagnation of the
disnflation process, the following are worth mentioning:

@ An increase in the annud growth rate of dl price sub-indices
excluded from core inflation calculations. These refer to goods
and services provided or regulated by the public sector (in
particular gas for domestic use), education services, and
agricultural and livestock products.

(b) The persgent upsurge in inflation of the Nationa Producer
Price Index, excluding oil and services, dfter its rebound in the
third quarter. This unfavorable influence has been, to a greet
extent, due to the sgnificant increase in naturd gas prices and
consequently in dectricity for indudtrid use.

(© The tepering off of the favorable effects derived from the
correction in nomina contractual wage increases registered at
the beginning of the year.
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.2 Behavior of Various Inflation Indicators During the
Quarter

The evolution of severd price indices during the October—
December quarter of 2000 will be andyzed in the following pages.

I1.l2.1. The National Consumer Price Index

In the fourth quarter of 2000, the INPC annud inflation rate
rose. Mainly as aresult of seasond effects, accumulated inflation during
this period was a0 higher than in the previous quarter.

Annud inflation closed the year a 8.96 percent, which
represented a 0.11 percentage point increase over the level observed at
the end of the previous quarter (Chart 1). This compares unfavorably
with the declines registered by the indicator in the firgt three quarters of
the year, which were as follows: 2.21, 0.70 and 0.56 percentage points,

respectively.

The monthly growth rates of the INPC for October, November
and December were greater than those anticipated by private sector
andydts at the end of the previous quarter' (Table 1). This differs from
the variable' s performance in the three previous quarters in that, with the
exception of Augudt, observed inflation had been beow andyss
expectations for every month during the period.

! These projections were reported in the July-September 2000 Inflation Report, Table 9, p.
60.
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Chart 1 National Consumer Price Index (INPC)
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Table 1 Observed and Expected Inflation during the October—December
Quarter
Percentage
2000 1999
Monthly Inflation Monthly Inflation
Observed Expected 1/ Observed Expected 1/
October 0.69 0.60 0.63 0.82
November 0.86 0.77 0.89 1.04
December 1.08 1.05 1.00 1.53

1/ Expected Inflation at the end of the previous quarter according to the Survey of the Expectations of
Private Sector Economic Specialists carried out by Banco de México.

Monthly inflation for October, November and December was
0.69, 0.86 and 1.08 percent, respectively. These monthly rates were
higher than those corresponding to the preceding quarter, mostly due to
the influence of seasond phenomena. Inflation for the months of October
and December was dso higher than the rates posted for the same months
in 1999, while November registered only a dight reduction from that seen
in the same month of the previous year. Therefore, it is not surprising that
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the trend® of the aforementioned variable showed a dight rebound
(Chart 2).

National Consumer Price Index

Monthly Percentage Change

—+— INPC

Trend

1997

1998 1999 2000

11.2.2. Core Inflation

In the fourth quarter of 2000, just asin the third quarter, annual
core inflation was lower than overdl inflation. In December, the gap
between INPC annud inflation and that of the core index was 1.44
percentage points, the widest disparity observed during the last seven
months. In contrast to what occurred to INPC inflation, core inflation
continued to fdl (Chat 3). Thus, a year-end 2000, the annual growth
rate of the core price index was 7.52 percent, while in September it had
been 8.26 percent. This 0.74 percentage point reduction was lower than
the 1.03 percentage point decline registered in the previous quarter.

2 As calculated by the X12 ARIMA statistical process. This method softens the original
series by using moving averages.
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Chart 3 National Consumer Price Index and Core Price Index
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The evolution of the core price index over the quarter suggests
that annual growth in the prices for education services, goods and
services provided or regulated by the public sector, and agriculturd and
livestock products have not interrupted the overdl disinflation process
(Table 2). However, should pressures on such prices continue, the
disinflation process could be jeopardized. In this regard, afirst Sgn worth
mentioning is the dight dowdown in the growth rate of core prices
observed in the last months of 2000.

December was the seventh consecutive month in which annua
core inflation was less than INPC growth. This indicates that the influence
of the trangitory factors that had contributed to the abatement of annua
inflation in the first few months of the year were no longer present in the
second semester. At year-end 2000 al the price sub-indices excluded
from core inflation caculaions showed higher annud growth rates than
that for the INPC.
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Price Indices: INPC, Core Inflation, Agricultural and Livestock
Products, Education, and Goods and Services Provided or Regulated
by the Public Sector

Percentage Change

Annual Changes Quarterly Changes
Dec 2000/ Sep 2000/ Dec 1999/ Dec 2000/ Sep 2000/ Dec 1999/
Dec 1999 Sep 1999 Dec 1998 Sep 2000 Jun 2000 Sep 1999

INPC 8.96 8.85 12.32 2.65 1.68 2.55
Core Inflation 7.52 8.26 14.24 1.60 1.14 2.31
Goods 6.68 7.64 14.13 1.42 0.95 2.33
Services 8.77 9.19 14.40 1.87 1.41 2.27
Agricultural and Livestock Products 10.07 5.42 0.25 5.31 0.77 0.86
Education 15.16 15.08 18.10 0.09 12.20 0.02
Goods and Services Provided or
Regulated by the Public Sector 12.58 12.41 13.36 5.31 2.51 5.15

Throughout the October-December period of 2000, annua
core inflation for goods and services continued to fal. However, the
decdleration for services leveed off® (Chart 4).Therefore, while the
annua increase of the core price sub-index for goods moved from 7.64
percent at the end of the previous quarter to 6.68 percent in December,
annud inflation of the core price sub-index for services declined only from
9.19 percent to 8.77 percent over the same period.

In line with the seasond behavior observed in other years, the
core inflation accumulated in the fourth quarter, for both goods and
services, was higher than in the preceding quarter. This was due to the
fact that many prices are updated during this period of the year. Thus, the
quarterly changes of these indices was 142 and 1.87 percent,
repectively. It is dso worth mentioning that the monthly growth of the
trend series for both indices was steady when compared to data from the
preceding quarter (Chart 5).

3 Since goods are generally traded internationally, their prices are very sensitive to
fluctuations in the exchange rate. On the other hand, services are fundamentally non-
tradable, therefore their prices respond primarily to inflation and wage expectations.
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Chart 4 Core Price Indices for Goods and Services

Annual Percentage Change

Chart 5 Core Price Indices for Goods and Services

Monthly Percentage Change
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I1.2.3.  National Producer Price Index (INPP)

In the quarter covered by this Report, annua INPP inflation,
excluding oil and services, was dightly lower than the rate posted at the
end of the previous quarter. Thus, its annud growth rate was 7.38
percent in December, while that for September had been 7.68 percent
(Chart 6). The stagnation of INPP inflation can be explained mainly by
the 11.6 and 20.9 percent increases in the prices of natural gas and
eectricity for industria use observed in the fourth quarter.

Chart 6 National Consumer Price Index (INPC) and National Producer Price
Index (INPP) excluding Oil and Services
Annual percentage change
22
—+— INPC — INPP excluding oil and services
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8
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I.2.4.  Summary

At the end of the fourth quarter of 2000, annua INPC inflation
was below 10 percent, thereby comfortably fulfilling the target for the
year. However, the fact that the annud overdl inflation rate dightly
incressed during the quarter is a cause for concern. Although this
phenomenon can be partly explained by trangitory factors, it serves as a
warning of the risk that inflation expectations might be contaminated by
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the downward rigidity of INPC inflation, which has been sgnificantly
influenced by the behavior of pricesin specific sectors.

1.3. Main Determinants of Inflation

I.3.1. The International Environment and the Exchange
Rate

During the October-December quarter of 2000, the behavior
of the externd variables that influence the Mexican economy was less
favorable than that experienced in the previous quarter. Throughout
October, the uncertainty generated by Argentinas financia problems
affected Mexico's financid variables and thereby the behavior of the
exchange rate. However, the repercussions of this externd shock were
trangitory, as stability returned to national marketsin November..

On the other hand, the high prices of ail that prevalled during
the first eeven months of the year did not seem to have had a sgnificant
effect on the behavior of core inflation in the indudtridized nations that
import this energy source. Accordingly, in October and November said
prices did not creste additiond pressure on internationa financia
markets. Neverthdess, ther favorable effect on Mexico's externd
accounts obvioudy continued throughout those months, as they were an
additional source of revenue for the country. In December oil prices fell
ggnificantly. Nonethdess, the bdance of ail price fluctuations was
positive. Findly, Sgns of a greater than expected dowdown of the United
States' economy were observed in the fourth quarter. However, this was
not reflected in the behavior of Mexico's externd accounts, which
contributed to the relative sability of the exchange rate.

11.3.2. Oil Prices

In the fourth quarter of 2000, internationd oil prices fluctuated,
having nevertheless remained in average a the same level observed
throughout the year as a whole. Since their historic maximum reached in
the firgt half of September, oil prices fel sgnificantly once the market had
absorbed the effects of the increase in supply by OPEC member
countries and the release of drategic reserves by the United States. In
mid October, crude ail prices rose as a result of the uncertainty caused
by renewed hodtilities between Isradlis and Paestinians. However, by the

11
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end of the month they had returned to their average level. On the eve of
the OPEC meeting of November 13", and in response to Irag's threet to
cut its exports, internationd prices rose again. Notwithstanding, the UN
decison in favor of reestablishing Iragi exports, dong with the high
reserves of indugtriaized nations and the change in growth projections for
the United States economy, led to a sgnificant fal in il prices during
December.

The behavior of internationd oil prices made the price of the
Mexican crude oil export mix highly volatile. In October its monthly
average was higher than the price implicit in the corresponding futures
prices prevaling a the beginning of the quarter. However, the fal of
internationa oil prices in November and December caused the price of
Mexico's export mix to be surpassed by the aforementioned futures
prices (Chart 7).

High internationd oil prices in the months of October and
November of 2000 led to increases in energy prices in indudridized
nations that import this fuel. Even though this contributed to an annua
inflation higher than the 2 percent target in the euro zone, there were no
indications that the behavior of annua core inflation was affected ether in
Europe or in the United States. Thus a Situation Smilar to that occurred in
September, when the rise of ail prices changed inflation expectations and
caused volatility in international capital markets, was avoided. Therefore,
internationd oil price fluctuations in these months did not induce restrictive
reections by the centrd banks of indudridized nations, and this in turn
hed afavorable influence on capital flows to emerging economies’.

“ Both the European Central Bank and the United States Federal Reserve maintained their
short term interest rate targets unchanged throughout the October-December quarter.
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Chart 7 Price of Mexico's Crude Oil Export Mix in 2000
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Source: Observed price, Pemex. The forecasted price is based on WTI’s futures prices and the difference between the said futures prices

and that of Mexico's export mix.

I1.3.3. Developments in the United States’ Economy

The United States' economy dowed down during the third and
fourth quarters of 2000. Its red annuad growth in the third quarter was
2.2 percent, consderably less than the rates of 4.8 and 5.6 percent
posted during the first and second quarters of the same year. At the time
this Report went to press, anaysts were agreeing that fourth quarter
growth and that for the year 2000 as a whole would be 2.3 and 5.1

percent, respectively.

During October-December of 2000 there was a sharp change in
projections about the future behavior of economic activity in the United
States. As mentioned above, growth fell sgnificantly in the third quarter
and, even though this can be partly explained by a one time contraction in
government expenditure, both private invesment and consumption
registered lower growth levels than those reported in the previous two
quarters. Moreover, some manufacturing sector indicators released in
October pointed to a dowdown in indudrid activity in line with that
observed during the third quarter. Other indicators were sill showing a
gradua deceleration, thus suggesting that growth would decline towards a

13
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level sugtainable in the medium tern. It was findly in November that the
Nationd Association of Purchasing Managers Index (NAPM) —an
advanced indicator of industrid production— clearly showed the
possihbility of a much dower than expected expangon for the indudrid
sector. During the same month, more than 350,000 unemployment claims
were filed, the highest leve in two years. Likewise, consumer confidence
remained depressed and inventory growth indicated a possble
contraction in future output.(Chart 8).

The likelihood that this dowdown could turn into an overdl
weskening of economic activity in the United States led during the last
two months to successive corrections to growth estimates for the first
quarter of 2001, while projections for the year 2000 as a whole remain
unatered. Analysts currently expect the economy to bardy grow in the
first quarter of 2001, and estimate a rate around 1.8 percent for the year
asawhole.

5 Information released in October indicated that industrial output grew at an annual rate of
2.8 percent in the third quarter, considerably less than the 8.2 percent posted for the
previous quarter. This information preceded the announcement of GDP growth for the
third quarter, which showed a higher than expected deceleration. However, personal
income and spending indicators reported higher than expected increases. The 1.1
percent rise in personal income registered in September was the highest monthly
increase observed since October 1999. At the same time, the savings indicator for
August was revised downward, reaching its lowest rate since 1959. Finally, orders for
consumer durables grew at an annual rate of 1.8 percent in September, double the rate
expected by analysts.
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Chart 8 Economic Indicators for the United States
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Source: National Association of Purchasing Managers, Bureau of the Census, Federal Reserve Board, Survey Research Center of the
University of Michigan and Bloomberg.

Evidence of a larger-than-expected economic downturn in the
United States has weakened expectations of future inflationary pressures
in that country. As a result, the Federd Reserve maintained its federa
funds rate target during the fourth quarter and lowered it 50 basis points
on January 3%, 2001. This change in inflation expectations has aso been
reflected in lower short, medium and long term interest rates in the United
States (Chart 9). However, this did not prevent Sgns of volaility in
international capital markets. Lower growth estimates, together with
lower corporate profits, have increased investors risk aversion.
Likewise, they have led to a reduction in funds avalable for high risk
projects and to a substantia fall in the United States' stock markets. The
latter factor contributed to a contraction in capitd flows to emerging
€CONoMies.
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Chart 9 Yields on 2, 10 and 30 year United States Treasury Bonds
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I1.3.4. Developments in the Rest of the World’s Economies

Economic performance in the rest of the world during October-
December of 2000 was generdly favorable. The euro zone showed signs
that it had reached the peak of its expanson cycle. For the year 2000,
3.5 percent growth is expected, which is higher than the previous year's
2.9 percent and the 2.4 percent anticipated for 2001. Taking into account
the imminent decdleration, the European Centrd Bank has maintained its
short term interest rate target unmodified since the beginning of October
in spite of persstent inflationary pressures caused by high energy prices
and the weskness of the euro. In November the aforementioned bank
intervened to support the euro, a measure which together with news of a
downturn in the United States economy contributed to the recovery of the
currency in the second haf of the quarter.

Japan’s recovery during the firg three quarters of the year was
weakened in the fourth by externa factors. Even though this recovery has
been driven by the industrid sector, the response of domestic consumer
soending is dill incipient. This scenario raises the possbility that the
Japanese economy might fdl into a new period of stagnation. In the
recently indudtridized nations of Ada, where export figures exert an
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important influence, the outlook has deteriorated consderably as
expectaions of lower growth in the United States economy have
become widespread.

Findly, regarding Lain America, growth recovery in some
countries and the greater than expected expansion in Brazil and Mexico
led the region’s economy to perform satisfactorily during the quarter.
However, recent financid volatility together with the downturn in the
United States' economy have adversdly affected the prospects for future
expangon. Furthermore, the economic and politica Stuation in Argentina
has caused greater uncertainty regarding the country’s capacity to
refinance its externad debt obligations in the near future. Given the
economic links between Argentina and Brazil, this uncertainty was
reflected in higher net yields on the bonds placed on international markets
by both countries.

I1.3.5. The Impact of the International Environment on the
Domestic Economy

The economic problems suffered by Argentina had a negative
impact on the behavior of Mexico's financid variables during October.
This became evident when the Mexican UM S26 bond yield rose 42 basis
points and the exchange rate depreciated by 1.3 percent. However, the
contagious effects of Argentina s Situation proved to be trangtory and the
aforementioned variations in the UMS26 bond yield and the exchange
rate were reversed.

From October onwards, the spread paid by high risk corporate
bond yieds has widened in internationd financia markets. This was due
to increased risk aversion in developed countries, which has risen further
as more information about the grester than expected downturn in the
United States economy has become available. This has dso had a
dightly adverse effect on capitd flows to emerging economies. Findly, in
November Standard & Poor's announced an improvement in its
forecasts for the Mexican economy, suggesting that it might soon confer
invetment grade to the country’s externa public debt. This
announcement caused a reduction of 23 basis points in the UM S26 bond
net yied. Y, the overdl effect of the aforementioned phenomena on the

17
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bond was negative, since its net yield rose 45.1 basis points during the
quarter.(Chart 10).°

Country Risk Indicators and the Exchange Rate

Net Yield on the UMS26 Bond and the

Net Yield on the Public Foreign Debt at Different Terms Basis Points Pesos per Dollar
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Over the last quarter of 2000 the exchange rate remained at an
average level of around 9.50 pesos per dollar. In October the uncertainty
caused by the studion in Argentina negetively influenced the exchange
rate, which depreciated in this period, having remained for most of the
month a alevel higher than the one private sector andysts had expected
(Chart 11). In November, however, the exchange rate appreciated
reaching alevel below andyss expectations and its average for the year
as awhole. Findly, in December the sgnificant decline in ail prices —
and their impact on Mexico's expected fiscd and externa accounts,
caused the exchange rate to depreciate again. As a result, it reached a
level dightly above the annual average, yet lower than the leve forecasted
at the beginning of the quarter.

® The deterioration in the country risk perception was accompanied by a smaller increase
in gross yields due to the significant fall in long term interest rates in the United States.
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I1.3.6. Compensations, Wages and Employment

Wages and employment are two of the main factors that
influence the behavior of inflation. An andyss of the evolution of these
variables during the quarter covered by this document is presented in the

following lines.

.3.6.1. Compensations

In October 2000 nominal compensations per worker, in the
sectors for which information is available, rose a annud rates between
13.5 and 18.2 percent. With the exception of the construction industry
—for which avalable information covers until August only—  red
compensation per worker in the various sectors grew more than 4

percent (Table 3).
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Compensations per Worker

Annual percentage change

Nominal Change Real Change

2000 2000

Apr May Jun Jul Aug Sep Oct Apr May Jun Jul Aug Sep Oct

Manufacturing

16.6 16.1 16.8 14.9 21.4 15.1 15.0 6.3 6.0 6.8 53 11.3 5.7 5.6
Industry
In-bond Industry 12.2 20.5 17.7 16.9 21.7 145 17.1 23 10.1 7.5 7.1 115 5.2 7.5
Construction

5.3 4.6 3.6 57 125 n.d. n.d. -4.0 -4.4 -5.3  -3.2 3.1 n.d. n.d.
Industry
Wholesale

18.3 17.3 19.6 12.7 185 17.6 13.5 7.8 7.2 9.3 3.3 8.7 8.0 4.3
Commerce
Retail Commerce 16.3 15.2 19.9 14.1 20.5 15.4 18.2 6.0 5.2 9.5 4.6 10.4 6.1 8.6

In the third quarter of the year unit labor costs rose in most
production sectors. It is important to point out that unit labor cods in the
in-bond industry posted positive growth rates in every month of the year
for which information is available (Table 4).

When productivity gains are not large enough to offset
increases in red wages, the latter lead to risng unit labor cogts. Negative
growth rates for output per worker in the in-bond and construction
industries were observed during the third quarter of 2000. In contrast to
this, output per worker in the manufacturing industry posted average
growth rates higher than 4.5 percent over the same period.

Unit Labor Costs and Output per Worker

Annual percentage change

Unit Labor Costs Output per Worker

2000 2000

Apr May Jun Jul Aug Sep Oct Apr May Jun Jul Aug Sep Oct

Manufacturing

4.3 -1.4 1.8 0.7 3.9 0.6 -2.2 1.9 7.5 4.9 4.5 7.1 5.1 8.0
Industry
In-bond Industry 0.8 7.1 7.6 7.6 5.1 5.0 5.4 1.5 2.8 -0.1 -0.4 6.1 0.1 2.0
Construction

12.2 6.2 -6.2 0.6 -3.2 n.d. n.d. -14.4 -10.0 0.9 -3.8 6.5 n.d. n.d.

Industry
Wolesale

9.0 -1.9 5.1 1.5 3.0 4.9 -0.4 -1.1 9.3 4.0 1.7 5.5 2.9 4.7
Commerce
Retail Commerce -2.2 -4.1 7.8 -1.2 0.9 -1.1 3.2 8.4 9.7 1.6 5.9 9.4 7.2 5.2

SOURCE: Prepared with information from INEGI.

Since 1999, wage negotiations have been based on inflation
expectations which have ultimately surpassed observed inflation. For this
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reason, nominal wage increases have led to higher than expected risesin
red earnings. Up to now, the latter increases have been offset by
important gains in labor productivity. Nevertheess, it isvery likely that the
deceleration of the Mexican economy in 2001 will be accompanied by
lower growth in productivity. Thus, should the observed trend in red
wages continue, unit labor costs will rise, which could eventualy lead to
inflationary pressures.

[1.3.6.2. Contractual Wages

In October-December of 2000 the nomind growth rate of
contractua wages declined from an average level of 12.8 percent in the
third quarter to 11.4 percent in the fourth. However, due to the fact that
in the fourth quarter expected average inflation for the following twelve
months was 7.72 percent, the expected growth in red wages is dill high
in relation to sustainable gains in productivity.

Chart 12 Contractual Wages and Inflation Expectations for the Following 12
Months

Annual percentage change

19 I |nflation Expectations for the Following 12 Months Contractual Wages*

17
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1999 2000

SOURCE: Survey of the Expectations of Private Sector Economic Specialists,, Banco de México and Ministry of Labor and Social Security.
* Information for December 2000 is preliminary.
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Upon examining contractua wage growth by sector, in the
sectors that produce manufactured goods (manly goods traded
internationdly), the rate of wage increases changed only dightly, posting
rates of 12.8 percent in the third quarter and 12.6 percent in the fourth.
Notwithstanding, in other sectors the average increase fell 1.6 percentage
points over the same period, from 12.8 to 11.2 percent (Table 5).

The downward rigidity shown by nomind contractud wage
growth during 2000, as well as the increases observed & year-end, are
certainly a cause for concern. The ex-ante red increase in contractua
wages is very likely above sustainable gains in [abor productivity. In fact,
the redl changes in wages above productivity growth are dready resulting
in higher unit labor costsin some sectors.”

Contractual Wages by Sector

Annual percentage change

2000
Apr May Jun Jul  Aug Sep Oct Nov  Dec*

Manufacturing 13.9 13.8 13.9 12.5 13.8 13.1 12.7 13.3 11.1

Other Sectors 12.3 12.1 12.5 13.8 12.1 12.9 11.2 11.4 11.5

SOURCE: Prepared by Banco de México using information provided by the Ministry of Labor and Social
Security.
*Preliminary Information.

11.3.6.3. Employment

In the fourth quarter of 2000 the number of workers
(temporary and permanent urban employees) afiliated to the IMSS
(Mexican Socid Security Inditute, Instituto Mexicano del Seguro
Social) rose by 4.9 percent when compared to the same period in the
preceding year (Chart 13a). Therefore, for the year as a whole the
number of affiliated workers increased by 529,348, while the open
unemployment rate for December was 1.9 percent. Although very low
unemployment rates were posted in October and November, the trend
series for both open unemployment and  underemployment® remained
relatively stable in the second half of the year (Chart 13b and Chart 13c).

" According to Banco de México’s Survey of the Expectations of Private Sector Economic
Specialists, nominal contractual wage increases have been higher than those expected
by private sector analysts over the last three consecutive quarters.

8 This rate measures the proportion of the economically active population that is either
unemployed or employed for less that 35 hours per week.
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I1.3.7.  Aggregate Supply and Demand

Information published by INEGI on aggregate supply and
demand indicates that during the third quarter of 2000 the evolution of the
main components of both variables continued to be vigorous. However,
seasondly adjusted figures show a marked decderation in domegtic
supply while domestic demand remained robust.

In the third quarter aggregate demand grew at an annud rate of
11.4 percent, dightly above the rate registered in the second quarter.
Except for public sector investment, the annua growth rates of dl the
components of aggregate demand rose. It is worth pointing out that
private consumption was the only component of aggregate demand
whose growth rate increased steadily throughout the firg three quarters of
the year. Consumption responded to higher employment rates and red
wages, as totd red compensations pad by the manufacturing industry
registered an annua growth rate of 6.15 percent in September. The
consumption of durable goods is the component of total consumption
which has posted the highest increase. The momentum of this component
has been influenced by the following: stock replacement of this type of
goods, the fdl in ther relative prices associated with the appreciation of
the red exchange rate, and the expansion of non-bank credit granted to
the private sector.
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In tun, the annud growth of investment was due to the
recovery of private invesment during the third quarter, which more than
offst the fdl in the annud growth rete of public investment.

Unlike domestic demand, the red annud growth rate of GDP
experienced a dight reduction. As a result, imports of goods and services
posted an increasing growth rate that was higher than that for tota
exports.

Aggregate Supply and Demand in 1999 and 2000

Real annual percentage change

1999 2000
nQ IVQ Annual 1 Q IIQ IIQ Annualle

Aggregate Supply 7.2 8.3 5.8 11.9 11.2 11.4 11.0
GDP 4.3 5.2 3.7 7.9 7.6 7.0 7.1
Imports 16.6 17.9 12.8 25.6 22.5 24.0 22.8
Aggregate Demand 7.2 8.3 5.8 11.9 11.2 11.4 11.0
Total Consumption 3.4 6.7 3.9 8.7 9.0 9.8 9.1
Private 4.0 7.6 4.3 9.2 9.7 10.2 9.7
Public -1.3 1.4 1.0 5.0 4.9 6.0 5.0

Total Investment 5.2 8.1 5.8 11.6 10.5 11.1 10.7
Private 9.3 13.2 9.0 12.8 9.5 11.1 11.0
Public -22.9 -12.5 -15.3 -2.0 23.6 11.3 7.8
Exports 18.8 14.6 13.9 17.0 15.9 17.2 16.4

e/ Estimated.

In order to evauate whether the economy is dowing down it is
necessary to anayze the evolution of seasondly adjusted quarterly growth
rates for the components of aggregate supply and demand. In this way it
is possble to confirm the deceleration of GDP growth during the third
quarter and that the growth rate of the main components of domestic
gpoending decreased only dightly, and ill remains a very high levels
(Chart 14).
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Chart 14 GDP, Private Consumption, Private Investment and Government
Expenditure: Seasonally Adjusted Series
Quarterly percentage change
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The information stated above indicates that domestic spending
continues to grow at higher rates than those reported for output.

Upon publication of this Report, indicators of aggregate supply
and demand in the fourth quarter are rdaively scarce and of preiminary
nature. Therefore, conclusons derived from them are subject to a certain
degree of uncertainty. Nevertheless, the above information suggests that
the decderation in output intensfied in the fourth quarter, whether
measured by its annua growth rate or by its seasondly adjusted quarterly
rates. There are no indications that domestic demand declined
ggnificantly during the same quarter. As a result, the gap between
domestic demand and output growth widened.
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Regarding the behavior of privete demand, available figures

indicate that private sector consumption and investment continued to
expand sgnificantly during the fourth quarter, dthough less so than in the
preceding quarter. The following facts support this eval uation:

@

(b)

Regarding the evolution of private consumption, the monthly
growth of the trend series for tota sdes, reported by the
Nationd Association of Sdf Service and Department Stores
(Asociacion Nacional de Tiendas de Autoservicio y
Departamentales, ANTAD), rebounded in the last three
months of the year (Chart 15). However, the annud rate
declined only from 10.7 percent in the third quarter to 9.7
percent in the fourth. A smilar picture can be drawn from the
figures for wholede and retal sdes of commercid
establishments reported by INEGI. According to the later, the
annua growth of wholesde and retail sdles changed from 5.1
and 12.4 percent in the third quarter to 4 and 9.3 percent,
respectively, in the October-November period. Findly, figures
on imported consumer goods aso suggest that domestic
consumption has remained strong (Chart 16).

The annud growth rate of gross fixed invesment was 9.6
percent in October. If it had remained a a smilar leve for the
re of the fourth quarter, the seasondly adjusted quarterly
growth rate for this aggregate would have risen.

Based on the above information, Banco de México estimates

that in the fourth quarter the annua growth rates of private consumption,
total investment and aggregate demand exceeded 9 percent.
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Chart 15 Commercial Sector Sales Index

Monthly percentage change

SOURCE: ANTAD and INEGI for commercial establishment figures.
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Merchandise Imports: Trend Series
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Globa Indicator of Economic Activity ( Indicador Global de
la Actividad Econémica, IGAE) figures for October, as well as those
on indudrid output for November, suggest that output declined
condderably in the fourth quarter of 2000. The IGAE posted an annua
increase of 6.5 percent in October 2000, compared to 7.9, 7.6 and 7
percent registered by GDP in the first, second and third quarters of the
same year. The IGAE reported a seasondly adjusted monthly increase of
only 0.2 percent in October. As for industrid output, in November it
registered a 4.6 percent annual growth rate, the lowest figure in the first
eleven months of the year. Usng seasondly adjusted figures, its leve
declined compared to October, after having falen dready in the
preceding month. Based on this information, Banco de México estimates
that the annua growth rate of GDP during the fourth quarter was
approximately 5.9 percent and 7.1 percent for the year as awhole.
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The widening of the trade deficit confirmed the assumption that
during the last quarter of 2000 domestic demand continued to expand at
a higher rate than output. The accumulated trade deficit for the year was
8.022 hillion dollars, 43.7 percent higher than that observed in 1999. This
deterioration is even greater when crude oil exports, as wel asimports of
gasoline, butane and propane gas, are excluded from the externd
accounts. Thus, the non-ail trade deficit in 2000 was 56.6 percent larger
than in the previous year. Anaysis of the trend series for the total monthly
trade deficit shows that it continued to widen during the quarter (Chart
17).

Trade Deficit, Total and Excluding Oil
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* Excluding imports of gasoline, butane gas and propane gas.

The larger trade deficit led to an edtimated 29.3 percent
increase in the current account deficit at year-end 2000. However, this
has not generated exchange rate pressures due to the significant inflows of
long term capitdl. It is worth mentioning in particular thet, & the end of the
third quarter, foreign direct invesment (FDI) amounted to 9.781 hillion
dollars and non-bank private sector indebtedness totaled 6.075 hillion
dollars, while portfolio investment was only 1.072 hillion during this
period. By the end of the third quarter, the accumulated FDI had financed
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more than 80 percent of the current account deficit accumulated to that
date.

In the domegtic redm, the high growth rate of aggregeate
demand could be cited among the causes of the dower declining pace of
core inflation for services as well as the downward rigidity shown by
contractual wage increases.

11.3.8. Prices of Goods and Services Provided or Regulated
by the Public Sector

In October, November and December, the monthly changesin
the sub-index of prices for goods and services provided or regulated by
the public sector were 1.71, 251 and 1 percent, respectively.
Meanwhile, the INPC growth rates for the same months were 0.69, 0.86
and 1.08 percent (Chart 18). The increases in said sub-index were the
result of price rises in the following goods and services gasoling,
domestic gas, eectricity for domestic use, locd telephone services and
inter-city bus fares. The prices for these goods and services rose a the
respective rates of 2.31, 11.64, 20.93, 5.78 and 5.99 percent during the
quarter. The price of gas for domestic use deserves specid mention, since
it had posted an accumulated increase of 24.01 percent in the second
quarter, and the figure for the year as awhole was 42.96 percent.

In the period covered by this document the annua increase in
the sub-index of prices for goods and services provided or regulated by
the public sector was well above that registered for the INPC.
Consequently, the evolution of theses prices represented an important
source of inflationary pressure in 2000, having contributed 2.22
percentage points to the INPC’'s annua growth rate. Furthermore, the
downward inflexibility shown by the annudized growth rates of this sub-
index is a cause for concern, especidly as it could contaminate the
formation of inflation expectations.
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Price Index for Goods and Services Provided or Regulated by the
Public Sector and the INPC
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11.3.9. Public Finances

In the first nine months of 2000 the public sector posted an
11,127 million peso surplus, which contrasts with the 3,909 million peso
deficit reported in the same period of 1999. Furthermore, the public
sector’s primary surplus amounted to 162,223 million pesos, 13 percent
higher in rea terms than that of the previous year. This was due to a 15.6
percent red expansion in public revenues, derived from the 27.7 percent
increasein oil revenues and a 10 percent growth in non-oil revenues.

The favorable evolution of public revenues was accompanied
by a dgnificant rise in outlays. In the period from January to September,
public expenditure rose 13.6 percent in red terms when compared to the
level reported for the same interva of the previous year. Increases were
registered in practicdly dl areas of public expenditure: 13.1 percent in
current programmable spending,; 12.5 percent in capital expenditure, and
14.6 percent in non-programmable outlays. This suggests that at year-end
2000 public expenditure surpassed the originaly programmed figures. It
is thus esimated that expenditure with a direct impact on aggregate
demand rose by 19.4 percent in red terms during the first nine months of
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the year —higher than the 10.7 percent growth registered by revenue
collected by the public sector from resident consumers and firms.

11.3.10. Transitory Factors that Affected Inflation

At the end of the fourth quarter of 2000, annua inflation for
prices of agricultural and livestock products was 10.07 percent,
therefore, higher than that for the INPC. The growth accumulated by this
prices sub-index in the fourth quarter was adso significantly higher than
that for the INPC. Prices of onions, limes, tomatoes and both poblano
and serrano chili peppers rose substantialy in October and December. In
November, however, the monthly inflation of agriculturd and livestock
products was less than the INPC (Chart 19). It is worth pointing out that
the increase registered in tomato prices in October was totally reversed in
November. This evolution of monthly inflation for the agriculturd and
livestock price sub-index is a clear example of the high voldility of the
prices of thistype of goods.

Price Index of Agricultural and Livestock Products

Monthly percentage change
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1.4 Monetary Policy during the Fourth Quarter of 2000

In the following section the reasons which led Banco de
México to modify its monetary policy stance during the October-
December quarter will be anayzed.

As the evolution of inflation was dready in line with the
edablished target for 2000, in the fourth quarter monetary policy
measures focused on creeting the conditions necessary to atain the
inflation target for 2001: a rate no higher than 6.5 percent by year-end.
Since monetary policy measures have a delayed impact on price growth,
the monetary authority must teke action in advance. Thus, when
elementsthat could lead to price behavior incompatible with the target are
identified, the monetary authority must react to induce the necessary
adjusment of those dements and prevent the materidization of the
identified inflationary pressures.

Following is an evaduation of the impact that the adopted
monetary policy measures have had on inflation expectations as well as
on nomind and red interest rates. The trgectory of the monetary base
and other monetary aggregates will aso be andyzed. The study of the
latter variables complements the gppraisal of inflationary pressures and of
monetary policy implementation.

I.4.1. Monetary Policy Actions

Banco de México reinforced its restrictive monetary policy stance
twice during the fourth quarter of 2000. The first occason was on
October 17" when the “short” (“corto” ) was widened from 280 to 310
million pesos, and the second one on November 10" when it was
increased to 350 million pesos. The “short” was maintained at the latter
leve for the remainder of the quarter. These measures were undertaken in
order to create conditions suitable to attaining an inflation rate of less than
6.5 percent in 2001.

In the finad quarter of 2000 some of the domestic and externa
risk factors, identified in previous Inflation Reports, intengfied. This has
trandated into inflation expectations which are incompatible with the
targets for 2001 and for the medium term. It was therefore considered
necessxy to preemptively tighten the monetary policy stance, given the
lagged effect of monetary policy actions on price behavior.
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On both occasions, the widening of the “short” was agreed in
response to domestic as much as externa factors. On the domestic Side,
the devdopment of various economic indicators showed that while
domestic demand seemed to decderate it nevertheless maintained a
growth rate incompatible with the sustained reduction of inflationary
pressures. The following ae among the indicators taken into
consderation because of their particular relevance a the time these
adjustments to the “short” were made:

@ In the firg hdf of the year, the annud growth of aggregeate
demand was amost 4 percentage points higher than real GDP
growth.

(b) The generd public's inflation expectations for 2001 4ill
remained a alevel well above the target. This affected dl kinds
of economic contracts, including those for wages.

(© In September, the ANTAD reported a 13.3 percent real annual
increese in totd sdes, while the same figure for August hed
been only 5.5 percent. For the third quarter as a whole this
indicator grew more than 10 percent in annua terms.

(d) In August the IGAE posted an annud change of 8.1 percent, a
consderably higher incresse than the 6.5 percent registered in
July. On the basis of this information, red GDP growth could
then be assumed to reach around 7 percent in the third quarter,
a higher figure than that anticipated by the private sector and
one which, to a grest extent, was driven by private
consumption.

(e In the January-September period tota merchandise imports
rose a an annud rate of 24.1 percent, while imports of
consumer goods increased by 7 percent. These results led to a
widening of the total and non-ail trade deficits accumulated in
the first 9 months of the year, which rose by 42.3 and 75

percent, respectively.

® In October, observed inflation was higher than market
forecasts, and the annud inflation rate for that month was higher
than in September. Even though some of the factors that cauised
this situation were not repetitive, the incidence of other factors
—such as the sustained upward trend of education prices—
suggested the presence of strong demand pressures.
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The figures that were published later on confirmed the
gppearance of the aforementioned risk factors. For example, over the
October-December period annud inflation increased dightly.

In turn, the externd factors which led to the tightening of the
monetary policy stance were:

@ clear Sgns of a downturn in the United States economy for the
year 2001,

(b) increased risk averson by internationd capitd market investors;
and

(© episodes of financid turbulence that took place during the

period in certain Latin American countries.

Since the two modifications made to the “short”, evidence of a
downturn in the United States economy has become increasingly
unambiguous, even leading andydts to anticipate a change in direction of
the Federa Reserveé's monetary policy stance in 2001. This was
confirmed when this central bank decided to lower the federd funds rate
50 basis points on January 3. Neverthdess, risk averson has not
decreased continually from its peak in September. The turbulence seenin
other Latin American countries has been partidly contained by the
goprova of support programs granted by international  financiad
inditutions. The aforementioned facts confirm that the internationd
environment during 2001 will be less favorable to the abatement of
inflation.

The above information suggedts that the diagnoss of the risk
factors upon which the widening of the “short” were founded was
correct. These policy adjustments were in line with the objective of
bringing the growth rate of prices back on its downward trend. In
addition, alarger trade baance, both non-oil and total, so underlines the
importance of a coordinated implementation of fisca and monetary
policies in order to curb the posshility of increased vulnerability in the
externd accounts. The need for fiscal adjustment has become even more
evident in light of the advantages of synchronizing the deceleration of the
Mexican economy with that of the United States. To this end, the public
finance program provides for a reduction in the public deficit from
approximately 1 percent of GDP in 2000 to 0.65 percent in 2001. This
reduction implies a more moderate contribution of public expenditure to
aggregate demand growth. Nevertheless, especidly in the context of high



Chart 20

Por ciento

115

11.0

105

10.0

9.5

9.0

8.5

8.0

7.5 r

-200
million
pesos

— | — | Year-end 2001
\

BANCO DE MEXICO

interest rates, it would be desirable to see the fiscal stance buttressed by
afisca reform being passed some time during the current yesr.

The behavior of inflation expectations is an important factor when
evauding the results of monetary policy and for identifying inflationary
pressures. Two noteworthy elementsin this respect are that private sector
andysts had raised their inflation forecasts for 2000, and the rigidity of
their inflation expectations for October and November (Chart 20). These
expectations can be explained by the dight increase in inflation observed
in October together with andlysts perception that some of the previoudy
mentioned risk factors were likely to materiaize. The trangtory nature of
those factors which negatively affected the evolution of inflation in the last
quarter of the year explain the initid rise and subsequent stability of
inflation expectations for the end of 2000. The interpretation that these
were indeed trangtory phenomena and the timely gpplication of monetary
policy measures dlowed a dight fdl in inflation expectations for 2000 to
take place during December.

Inflation Expectations and Accumulated Balances Objective (“Short”)
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SOURCE: Banco de México's Survey of the Expectations of Private Sector Economic Specialists.

The evolution of nomina and red interest rates during the quarter
covered by this Report was characterized by an overal upward trend
(Chart 21). As areaction to the widening of the “short” on October 17",
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between the cdose of the day preceding the implementation of this
measure and the close of the day after it, interest rates on 28 and 91 day
Cetes rose by 132 and 110 basis points, respectively. In the case of the
widening of the “short” on November 10", the immediate increase in
interest rates was less pronounced. Therefore, this measure limited the
effects on domedtic rates of the significant reduction in externa interest
rates that took place during the same week. In sum, over the week
ending on November 10™, totd yields on the Mexican UMS26 bond fell
by 37 bass points, while rates on 28-day Cetes rose by up to 30 basis
points and the rate on 91-day Cetes fell 55 basis points.

Varidions in externa interest rates and country risk perceptions
do influence the behavior of domedtic interest rates. However, the
relationship between these variables can be modified by monetary palicy.
In particular, redrictive monetary policy measures have caused the
spread between domestic and externa interest rates to widen (Chart 21).

Nominal Interest Rates, Real Interest Rates and Country Risk
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To conclude, over the quarter analyzed in this Report the
increases in the “short” had an upward effect on domestic interest rates.
In October this was complementary to the increase in externd rates, and
in November it limited the possible fal in domestic rates associated with
lower externd rates. In this manner, the increases of the “short” caused a
considerable and growing spread between domestic and externd rates.
This was intended to lessen the impact of the risk ements which had
begun to materidize and to create the conditions necessary to attain the
inflation target for 2001 as well as those for 2002-2003.
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I.4.2. The Evolution of Monetary Aggregates

As st out in the Monetary Policy Program for 2000 as well as
in previous Inflation Reports, the short term relationship between the
growth of monetary aggregates and prices becomes more uncertain as
inflation declines. Thus, in the last few years Banco de México has
resorted to the andyds of monetary aggregates only as a reference
supplementary to the assessment of other variables that influence inflation.

[1.4.2.1. Monetary Base, Net Domestic Credit and
Net International Assets

At year-end the monetary base stock was 208.9 thousand
million pesos, an amount very smilar to the 205.6 thousand million peso
forecast incorporated in the Monetary Program (Chart 224). This former
figure represents a 1.5 percent deviaion from the anticipated trgectory.
Therefore, said deviation remained within the confidence interval specified
for the monetary base forecast for December 31% 2000 (+/- 3.07
percent). During the fourth quarter, the most important deviation of the
monetary base from the announced path was between December 19"
and 26". This was due to a higher than expected seasond increase in the
demand for base money that reverted subgtantidly in the last week of the
year (Chart 22b).

Chart 22 Monetary Base
a) Observed and Expected Path in 2000 b) Deviation from the forecast included in the
Daily Stock Monetary Program for 2000
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The forecast for the daly path of the demand for base money
contained in the Monetary Program for 2000 was compatible with
economic growth of 4.5 percent, annud inflation of less than 10 percent
and a remonetization coefficient® of 4.9 percent. Even though these
assumptions did not materidize, in the year 2000 the higher demand for
base money stemming from greater than expected rea GDP growth was
offsat by the impact of lower inflation. This is supported by the fact that
the remonetization for the year was very smilar to that implicit in the
monetary base path anticipated in the Monetary Program (4.9 percent)™.
In addition, the trend of the ratio of the quarterly average monetary base
stock to GDP has remained relatively stable over the last three quarters,
which suggests that during the second quarter of 2000 the remonetization
weakened (Chart 23).

Quarterly Average of the Monetary Base Stock

Percentage of GDP*

Trend

v

1997

1998 1999 2000

* Estimated for the fourth quarter of 2000.

°® Remonetization refers to the growth of the monetary base above inflation and real GDP
growth (the reported remonetization does not take into account the effect on the
monetary base of the Y2K problem, which accounted for around 18 thousand million
pesos; refer to the Appendix of the Monetary Policy Program for 2000, Banco de
México).

10 Estimated figure based on the real GDP growth expected for 2000 (7.1 percent).
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The monetary program  commitments were comfortably
achieved in the year 2000 as net international assets did not decline and
the limits on the variation of net domestic credit were met*!. Thus at year-
end, net domegtic credit contracted 57,152 million pesos, while the
celling established in the monetary program for 2000 dlowed for an
incresse of up to 17,144 million pesos. This behavior was fundamentally
a response to the buildup of net internationa assets of 8.249 billion
dollars over the year. Banco de México accumulates internationa assets
from two sources. currency exchange operations carried out vis-avis the
Federa Government and Pemex, and the auctioning of options to sl
dollars to the Centra Bank. In 2000, Pemex sold large amounts of
dollars to the Centra Inditution, resulting from the increase in ail
revenues, while the Federd Government purchased foreign currency from
Banco de México in order to service external debt (Chart 24).

Changes in Net International Assets (NIA) in 2000

Accumulated flows in millions of dollars

NIA accumulated change
Pemex

------- Federal Government
= = = = QOthers 1/

-8,000 -

1/ Includes operations carried out vis-a-vis credit institutions as a result of both the mechanism for the auction of options to sell dollars to the
Central Bank and the automatic sale of dollars, as well as the interest earned on international assets.

™ The figure for net domestic credit is obtained by subtracting the accumulated flows of net
international assets —valued in pesos at each operation’s exchange rate— from the
monetary base accumulated flows.
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[1.4.2.2. Evolution of Monetary Aggregates M1 and

M412

The narrow monetary aggregate (M1) is made up of checking
accounts and hills and coins held by the public®. This aggregate
represents the public’s demand for liquidity which in turn reflects, to a
great extent, the needs of economic agents to carry out various
transactions. Thus, M1 is closdy related to consumption (Chart 25).

25 Trend of the Monetary Aggregate M1 and ANTAD Sales

Real annual percentage change

Monetary Aggregate M1 —— ANTAD Sales

Jan May Sep Jan May Sep Jan May Sep Jan May Sep Jan May Sep Jan May Sep
1995 1996 1997 1998 1999 2000

It is worth pointing out that over the second haf of the year
2000 the growth of M1 fell from area annud rate of 13.5 percent in the
second quarter to 8 percent in the fourth (Table 7). However, since
December 1999 the narrow monetary aggregate has been expanding at

2 From this Report onwards the aggregates M1 and M4 will be used instead of Mla and
M4a. This is because banking statistics now allow the former to be calculated in a more
timely fashion.

13 The balance of bills and coins held by the public is calculated by subtracting the amount
held by banks from total bills and coins in circulation.
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higher rates than the broad monetary aggregate (M4), thereby reflecting
the public's preference for more liquid financial assets.

In the fourth quarter M4 rose a a red annud average rate of
5.8 percent. This implies a lower growth rate than that for GDP and
below the rate posted by the same monetary aggregate in the first quarter
of the year.

In addition, the asymmetric behavior of the main components of
M4 is another noteworthy feature of 2000. On the one hand, bank
depodts have fdlen dgnificantly regigering an annud decline of 12
percent in red terms during the final quarter of the year. On the other
hand, holdings of public and private securities grew a annua rates above
30 percent in red terms (Table 7). This is mainly due to the fact that
commercid banks are not obtaining resources through their own
ingruments and have increased their intermediation through repurchase
agreement operations involving government securities. Thus, from
December 1999 to November 2000 the aforementioned operations
increased by 73 percent in redl terms.

Table 7 Monetary Aggregates Y
Real annual percentage change
2000
| Il 1 \Y
M1 11.17 13.54 12.25 8.02
Bills and Coins held by the Public 15.19 20.49 16.21 8.66
Checking Accounts ? 9.44 10.66 10.64 7.73
M4 7.86 8.07 6.91 5.82
Bank Deposits -3.76 -4.22 -9.64 -12.00
Public Securities ¥ 42.24 34.25 41.59 40.98
Private Securities” -0.01 16.98 33.01 31.15
Retirement Funds (excluding Siefores) * 14.32 15.44 17.23 17.23

1/ Average quarterly stocks.

2/ Including current account deposits.

3/ Including securities issued by the Federal Government, BPAS and BREMS.
4/ Including securities held by Siefores (Specialized Retirement Funds).

5/ Including housing funds.
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The development of other components of banking system’'s
baance shest mus be taken into consderation when andyzing the
contraction of commercia bank deposts. In particular, the decline in the
savings obtained from the public reflects the drop in banks lending. Since
the 1995 banking criss, lending by commercia banks has been
contracting. This led firdly to a reduction in bank ligbilities different from
deposits, mainly foreign liabilities (Chart 26). Nevertheless, since the first
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quarter of 2000 the continued reduction in lending has been accompanied
by lower bank deposits.

Commercial Bank Deposits and Lending

Percentage of GDP

I Deposits
[ Lending
Total Assets

1993

1994

1995 1996 1997 1998 1999 2000

11.4.2.3. Evolution of Lending to the Private Sector

As mentioned in the previous section, totad bank financing has
continued to fall. In December of 2000, financing granted by commercia
banks to the non-bank private sector registered a real annua decline of
14 percent. It is worth pointing out that the decrease of total financing is
partly in response to the contraction of the past due loan portfolio as
many of these loans have been written off againgt provisons. . Y, this
does not explain the evolution of credits granted in the margin by the
banking system. In this respect two indicators suggest a recovery of bank
financing: 8 even though its stock is reatively smdl, consumer credit
granted through credit cards continues to increase a ever higher rates
(Chart 27), and b) current loans' are growing at real positive rates

14 Refers to the banks’ own portfolio, which excludes loans related to the IPAB-Fobaproa
notes and the Cetes-UDIS.
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(Chart 28a), which partidly reflects the granting of new credit. Upon
breaking down new loans by currency, credit granted in Mexican pesos
has shown a recovery, by growing a ared annud rate of 14.9 percent
during October-November of 2000 (Chart 28b).

Chart 27 Consumer Credit granted by Commercial Banks through Credit Cards
Outstanding nominal stock and real annual change
Percent Millions of pesos
25
[ Outstanding Stock —— Real annual change 30,000
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Chart 28 Credit granted by Commercial Banks to the Private Sector
a) Total Credit, Current and Past Due Loans b) Current Loans in Pesos and in Foreign
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Notwithstanding indications of an improvement in bank lending,

the importance of dtenatiive sources of financing has incressed.
Regarding the latter, it isimportant to mention the following:

@

(b)

(©

Domestic private security issues have risen by 24.7 percent in
red annua terms, thereby reaching a total of 105.4 thousand
million pesos by year-end 2000. The most vigorous component
of this sock has been commercid paper, the placements of
which rosein red terms at an annud rate of 61.4 percent.

The results of the third quarter Credit Market Evauation
Survey (Encuesta de Evaluacion Coyuntural del Mercado
Crediticio) prepared by Banco de México were as follows:
supplier credit continues to be the source of financing that firms
use the most (50.3 percent of responses), especidly in the
cases of small and non-exporting firms (60.2 and 55.3 percent,
respectively); commercia banks were mentioned as a source of
financing in only 22.7 percent of responses.

Financing granted by the main non-bank sources™ accelerated
over the year, from ared annua growth rate of 5.6 percent in
the fourth quarter of 1999 to 13.5 percent in the third quarter
of 2000. Regarding the components of this type of financing, a
the end of the third quarter of the year non-bank consumer
credit represented 42.1 percent of tota consumer credit and
registered a read annua growth rate of 36.5 percent; in turn,
non-bank financing granted to firms or individuds with a
business activity grew 12.3 percent in red annud terms; while
non-bank mortgage credit —jprovided mainly by SOFOLES
and savings and loan associations— rose by 30.1 percent in
red terms.

The above figures confirm the growing importance of non-bank

credit sources, which have partidly filled the void left by the banking
sector. Yet, the avalability of financing from commercid banks is of
utmost importance for the economy, especidly for smdl, medium and

% Includes credit granted by suppliers of 169 companies quoted on the Mexican stock
market (BMV), non-bank credit card issuers, Savings and loans associations, SOFOLES,
insurance companies, leasing companies, factoring companies, placements of
commercial paper, credit unions, credit contracted by non-financial firms with foreign
banks, and external debt.
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non-exporting companies which have acutdy suffered the lack of bank
credit in the last few years.
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General Overview of the Economy in 2000 and
Private Sector Outlook for 2001

The performance of the Mexican economy during 2000 was
subgtantially better than had been expected at the beginning of that year.
This was due to a very favorable internationd environment and to the
implementation of prudent macroeconomic policies. In contrast with the
year 2000, it is expected that the internationd environment will
deteriorate in 2001 and that this, in turn, will affect the evolution of the
domegtic economy. Notwithstanding, the robustness of the economy
aong with preventive monetary and fiscd measures will provide for an
orderly adjustment process. This section presents a brief evauation of the
evolution of the domestic economy in 2000, as well as private sector
expectations regarding the development of the main economic varigblesin
2001.

.1. Outstanding Aspects of the Domestic Economy’s
Development and of the Implementation of
Monetary Policy in 2000

The net impact of the internationd environment on the Mexican
economy during 2000 was positive. Among the favorable factors, it is
important to mention the following:

@ higher than expected economic growth in the United States;

(b) aggnificant increase in internationd oil prices, and
(© an improvement in the conditions of access to internationa
capital markets.

Yet, the last few months of 2000 saw the appearance of
unfavorable externd events, anong which the following are noteworthy:

@ thefall of intemational il prices and

(b) confirmation of adownturn in the United States' economy.
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As previoudy mentioned in Chapter 11, the deterioration of the
international  environment a year-end did not Sgnificantly affect the
development of the domestic economy. Thus, the positive impact of the
United States' expansion, the high price of oil and the favorable behavior
of capita flows contributed to economic growth and a stable exchange
rate. In turn, the exchange rate stability helped the disinflation process.

In 2000 the growth rate of the Mexican economy was higher
than expected. The inflation rate was aso in line with objectives and was
much less than what private sector anadysts had forecasted at the
beginning of the year. These pogitive results coincided with a favorable
labor market, which registered rises in both employment and in red
wages. Regarding the externa accounts, the trade and current account
deficits were higher than those observed in 1999. This can be attributed
to the fact that the expansion of aggregate demand and a strong peso vis-
&vis the United States dollar more than offset the favorable effects of
high ail prices and the growth of non-oil exports. A subgtantia part of the
current account deficit was financed with long term foreign investment
flows.

The annua increase of consumer prices at year-end 2000 was
8.96 percent, the lowest rate in the last sx years. In this way, the
corresponding target was comfortably attained for the second
consecutive year. Overdl inflation fell by 3.36 percentage points over the
year. Thisfal and the attainment of the target can mainly be explained by
the following: @ the implementation of monetary policy in line with
infletion targets; b) exchange rate ability; and ) improved inflation
expectations.

Core inflation performed better than overdl inflation: it fell faster
and ended the year a alower level than the INPC. Thus, the phenomena
which made an important contribution to lowering overal inflation in 1999
did not have the same effect in 2000. This was due to the fact that the
inflation of agriculturd and livestock products was higher than in the
previous year and than overdl inflation. Furthermore, the annud inflation
rate for goods and services provided or regulated by the public sector, as
well as that registered by the education services price sub-index, were
higher than that of the INPC. The greatest contribution to the disinflation
process was made by the merchandise sector, athough inflation for the
service sector dso fell considerably. Towards the end of the year there
was a reaive gagndion in the descent of overdl inflaion, while the
declining rete of core inflation decelerated.
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The monetary authority tightened its restrictive monetary policy
on Sx occasons. The prime purpose of theses actions was to dtain the
inflation target for 2000 and, with increasing emphasis, to ensure a
medium term trgectory in line with the inflation targets of less than 6.5
percent in 2001 and 3 percent in 2003. From March onwards the private
sector’ s inflation expectations for 2000 were below the 10 percent target
for the year.

The impact of a tighter monetary policy stance on domestic
interest rates became more evident after the increase of the “short” on
May 16™. With this in mind, a comparison of externd and domestic
interest rates during the period is advisable. After the aforementioned
tightening of the “short”, both red and nomina domedtic interest rates
rose or remained steady even when externd interest rates fell. The result
of this was that the spread between them widened (Chart 21). Thisinturn
led to nomind domestic interest rete levels dightly above those observed
at the beginning of 2000. Redl rates, on the other hand, ended the year
subgtantidly higher, in the context of externd rates dightly lower than
those prevaent at the beginning of the period. This suggests that changes
in the monetary policy stance have led to a partia disassociation between
domestic and externd rates.

Given the congderable lag with which monetary policy actions
affect the evolution of the economy and of prices, the rise of domedtic
interest rates is yet to cause a clear decderation of domestic spending.
Recent figures confirm that the latter variable continues to grow
vigoroudy.

Meanwhile, and &fter a Sgnificant reduction in January, nomina
wage increases remained rlaively congtant for most of the year, showing
the same inertia as in previous years. Because of this inertia, it will be of
utmost importance that as from January 2001 wage revisons are in line
with the 6.5 percent inflation target proposed for the year, and with
sustainable incresses in labor productivity*®.

Due to the above as wdl as to the previoudy mentioned
externd factors, the year 2000 ended with a tighter monetary policy
gance. The adjustments to the “short” agreed during the year were
intended to lessen the impact of the factors previoudy enumerated on
price growth.

% The evolution of aggregate demand, consumption, the trade deficit and wages at year-
end 2000 are discussed in previous sections of this document.
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l.2. Private Sector Outlook for 2001

I11.L2.1. Forecasts for the Main Determinants of Inflation

Since the publication of the last Inflation Report, forecasts by
most andyds regarding the man externd variables influencing the
evolution of the Mexican economy have deteriorated consderably:

@ The expected annua growth of the United States economy in
the fourth quarter of 2000 was revised dightly downwards to
2.3 percent and expectations for the year were adjusted from
5.2 percent, in September, to 5.1 percent a present™.
However, the forecast for 2001 fel subgtantidly, from 3.7
percent, in September, to 1.8 percent to date. Private sector
andydts expect the United States economy not to grow in the
first quarter and forecast rates of 1.1, 2.9 and 3.6 percent for
the second, third and fourth quarters of the year, respectively.

(b) The average price of the Mexican crude oil mix for export in
2001 expected by private sector andysts fel from 20.85
dollars per bare in September to 19 dollars per bard in
January. Congdering the futures prices of WTI il on January
25" and its spread over the price of the Mexican crude oil mix
in December 2000, the average price of the Mexican crude ail
mix for 2001 is expected to be 18.52 dollars per barrd.

The exchange rate forecasts for year-end 2001 —taken from
a survey of private sector analysts conducted by Banco de México on
January 23, 2001— were revised dightly upwards. According to the
survey, in late January the private sector analysts forecasted an exchange
rate of 10.60 pesos per dollar for year-end 2001. The survey aso
showed that the expected exchange rate for February, March and April
were 9.92, 10.01 and 10.06 pesos per dollar respectively.

During December 2000, the futures prices for the peso were
grongly affected by changes in the United States economic growth
outlook for 2001 and by the fdl in il prices. This caused a mgor upward
adjustment in the spot exchange rate and the peso futures (Graph 29).
These factors intengfied in the early days of 2001. Thus, in the third

7 Average of forecasts by Goldman Sachs, JP Morgan, Morgan Stanley and Deutsche
Bank, January 2001.
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week of January, the futures price of peso for December 2001 was
10.82 pesos per dollar.

Futures Prices for the Peso and Exchange Rate Expectations for Year-
end 2001

Pesos per dollar

11.3 Exchange Rate Futures
Exchange Rate Expectations for = = - = March 2001
Year-end 2001 June 2001
1 September 2001
C08 ‘ r":. 'I December 2001
1
1
bouY
|
103 , 2 '
AN,
v
9.8
9.3
A S O N D J A M J J A S (0] N D J
2000 2001 2000 2001

SOURCE: Bloomberg and Survey of the Expectations of Private Sector Economic Specialists, Banco de México.

Ancther variable which influences inflation subgantidly is
wages. Anadysts consulted in Banco de México's survey expected wage
increases to be 9.9, 9.5 and 9.2 percent in January, February and March
2001 respectively (Chart 30). This indicates that a mgor downward
correction is expected in the growth rate of nomind wages.

A third factor that affects inflation consderably, and thereby
inflation expectations, is adjustments to the prices of goods and services
provided or regulated by the public sector. Regarding the expected
evolution of these prices, it isimportant to mention thet in agreement with
the Generd Criteria For Economic Policy (Criterios Generales de
Politica Econdmica), prices and tariffs st by public sector agencies and
firms will be adjusted in line with the inflation target for 2001. In addition,
the prices of public goods and services that are used as inputs will be
determined on the basis of their international references.
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Ministry of Labor and Social Security. For January 2001, information was taken from Banco de México's Survey of the
Expectations of Private Sector Economic Specialists conducted in December 2000. Forecasts for February and March
were taken from the aforementioned Survey conducted in January 2001.

GDP growth projections for 2000 have been revised upwards
from 6.71 percent in the survey taken in September, to 7.17 percent in
December. Furthermore, analysts consulted by Banco de México
expected consumption and investment to rise 7.2 percent and 104
percent respectively by year-end. Regarding the externd sector, they
forecasted a 17.313 hillion dollar current account deficit. Findly, andysts
estimated that foreign direct investment would total 13.012 billion dollars
and that the fisca deficit for 2000 would be equivaent to 0.85 percent of
the GDP.

Business climate and market confidence indicators andyzed in
the most recent survey carried out by Banco de México showed more
moderate optimism than what had been reported over the last few
months.

According to those who took part in the survey, the man
factors that could hinder economic activity over the next few months are
as follows. the weakness of foreign markets and the world economy
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(each one with 28 percent of responses); the high cost of domestic
financing (14 percent of responses); and oil export prices (10 percent of
responses).

Surveyed anaysts revised their expected red GDP growth for
2001 from 4.56 percent in September 2000, to 3.83 percent in January.
At the same time, they forecasted trade and current account deficits of
12.445 and 22.708 billion dollars. Furthermore, those surveyed expected
an 11.6 percent increase in non-oil exports and a 14.6 percent reduction
of oil exports. In turn, imports are expected to rise 11.8 percent. Finaly,
andysts expect a foreign direct invesment flow of 13.047 hillion dollars
for the year.

Regarding fiscal deficit forecasts for 2001, the January survey
indicated that it would be equivaent to 0.69 percent of GDP.

I1.2.2. Private Sector Inflation Expectations

The monthly inflation rate forecasts for January, February and
March have remained amost congtant. These forecasts imply that annual
inflation will fal from 8.96 percent in December 2000, to 8.55 percent in
March 2001 (Table 8).

Monthly and Annual Inflation Expectations

Percent

Monthly Annual
January 1.11 8.71
February 0.75 8.56
March 0.54 8.55

Source:  Survey of the Expectations of Private Sector Economic Specialists,
conducted by Banco de México.

Inflation expectations for the following 12 months have been
revised downwards while those for 2001 have incressed dightly.
According to Banco de México' s surveys, inflation expectations for 2001
went from 7.81 percent in September 2000 to 7.87 percent in January
2001. Some of those surveyed incorporated the effects of a possble
fiscd reform into their forecasts. Furthermore, it is important to highlight
that expected inflation for 2001 is till incompatible with the target set for
this year, namdy an inflation rate not to exceed 6.5 percent. Findly,
expected inflation for 2002 is 6.28 percent (Chart 31).
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Chart 31 Evolution of Inflation Expectations
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SOURCE: Survey of the Expectations of Private Sector Economic Specialists, conducted by Banco de México.

Observed changes to country risk perceptions, exchange rate
volatility and the reinforced monetary redrictions have induced an
increese in interest rates for dl maurities of less than 12 months.
However the Cetes yidd curve dope is negative, which clearly reflects
declining expectations for both inflation and nomina rates (Chart 32).
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Chart 32 Nominal Cetes Yield Curve: Primary Auction Rates

Percent

* The yield for the 3-year instrument refers to that of the fixed rate coupon bond of that maturity.






M ONETARY PROGRAM FOR 2001

Monetary Program for 2001

Since the floating exchange rate regime was adopted, as a
consequence of the balance of payments crigs of 1994-1995, the
exchange rate ceased to function as the policy instrument that guided
inflation expectations towards the targets set by the authority. In these
circumstances, monetary policy took on the role as the nomina anchor of
the economy.

Faced with changes to the Mexican economy over the last six
years, the monetary policy framework has been modified in order to
increase its effectiveness and transparency. This development has resulted
in a gradud convergence towards an inflation targeting scheme
Nowadays, this scheme is used, with certain variations, by severa centra
banks, in both developed and emerging countries. Consequently, in order
to provide a detailed explanation of the current monetary policy strategy
and fadllitate its underdanding, it is worth giving a brief account of its
origins and its recent developments. With this purpose in mind, the
following section presents an account of the main modifications monetary
policy in Mexico has undergone over the last few years. Subsequently,
the man dements of the inflation targeting scheme included in the
Monetary Program for 2001 are described. Findly, since monetary
policy implementation must respond to both the domesic and
international  environments, the macroeconomic context expected for
2001 and the main risk factors are outlined, as well as the possble
monetary policy reaction to the potentid materiaization of such risks.

IV.1. Recent Developments in Monetary Policy
Strategy: The Convergence towards Inflation
Targeting

As a consequence of the devauation of the peso and incressed
inflation that resulted from the financid and exchange rate crisis of 1994-
1995, Banco de México's credibility was severely damaged. Owing to
the need to edtablish a visble and drict nomina anchor, a limit on the
growth of the Centrd Bank’s net domestic credit was set as a monetary
policy guide in 1995. This limit was derived from monetary base demand
growth forecasts and the assumption of a nil accumulation of international
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resrves. It is worth darifying that, a the time, neither this limit on net
domestic credit nor the growth of the monetary base were thought of asa
target that could be used as a quasi-automatic rule for monetary policy
conduction. The monetary authority was well aware of the limitations
thereof. Nevertheless, as a result of the credibility crigs that the Central
Ingtitution was facing at the time, it seemed convenient to adopt a very
visble monetary aggregate to serve as a monetary program guide. The
limitations of monetary aggregates as a reference point for the conduct of
monetary policy , in addition to their advantages in the circumstances then
faced by the Mexican economy, were stated in the 1995 Monetary
Program as follows™®

Most central banks have stopped setting quantitative
targets for the evolution of their own credit or of monetary
aggregates, such as notes and coinsin circulation, M1 and
others. This has been in response to technological changes
and adjustments in financial regulations that have come
about in the last few decades, and which have negatively
affected the more or less stable relationship that used to
exist between some of these aggregates and nominal GDP
in years past.

Nevertheless, the current crisis of confidence in the
national currency calls for the adoption of an extremely
strict primary credit policy. Banco de México can do this by
imposing a limit to the growth of its own domestic credit
for the year.

This procedure can efficiently encourage economic agents
inflation expectations to converge towards price
projections contained in the economic program adopted by
the Federal Government --projections that correspond to
the provisions of the Agreement to Overcome the
Economic Emergency.

The Report dso announced that, within the established limit for
domedtic credit growth, the Board of Governors would manage its
evolution taking the following factors into consideration'®:

18 Report on Monetary Policy for 1995, pp. 49-50.
1 Report on Monetary Policy for 1995, pp. 51-52.
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The discrepancy between the actual inflation and inflation
rates foreseen in the Agreement to Overcome the
Economic Emergency. Banco de México will respond with
contractionary measures should inflation appear to
accelerate.

The behavior of the exchange rate and that of differentials
between interest rates for different terms. Monetary policy
would be restrictive should the exchange rate begin a trend
of depreciation. The same would happen if the differential
between nominal long and short term interest rates widens,
or if the differential between the real rates on Ajustabonos
for a certain term and those corresponding to Cetes for the
same term get larger. This is because the behavior of such
differentials is thought to reflect the public's inflation
expectations.

The results of surveys on both the public's and specialists
inflation expectations.

The evolution of other factors such as producer prices and
revisions to collective employment contracts.

In such terms, the Monetary Program for 1995 established a
specific rule on the growth of domestic credit and on the discretiond use
of policy ingruments in order to induce monetary conditions enabling
proposed targets to be met. The first dement fulfilled the basic function of
edablishing a drict commitment to limiting the main source of inflation:
excessve domedtic credit. In this way, inflation expectations were
affected. The second dement was the discretiond management of
domestic credit, within the limits established by the firs dement, to bring
price behavior in line with the inflation target.

Furthermore, in order to have an operational scheme in which
both the exchange rate and interest rates were market determined, Banco
de México made two mgor decisons. Firdly, it established a “zero
average reserve requirement” regime and, secondly, used the banks
current account accumulated baance target as a monetary policy
ingrument®.  Through the latter mechanism, Banco de México was able

2 For a detailed description of this mechanism, refer to Banco de México’s Annual Report
for 1996, Annex 4.
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sgnd its intentions to financid markets, without predetermining interest
rate or exchange rate levels.

In 1997, Banco de México's Monetary Program introduced
forecadts for the daily path of the demand for monetary base, in order to
provide economic agents with a reference point to make monetary policy
esder to follow.

Although inflation fdl from 52 percent in 1995 to less than 9
percent in 2000, experience during this period confirmed that the
relaionship between money and prices becomes more uncertain as
inflation fals. The dose relationship between base money growth and
inflation in the 1986-1990 period weakened starting in 1990 (Chart 33).
During the 1997-2000 period, that relationship weakened further as a
result of the remonetization process which has taken place in response to
the consolidation of downward trend in inflation.

In addition, variations in overadl inflation have preceded changes
in the demand for base money (Chart 33). This proves that in the past
inflationary shocks have not semmed from expansve monetary policy;
rather, the latter have accommodated inflationary effects triggered by
changes in the economy’ s key prices. As a consequence, the trgectory of
base money is not useful to gauge future price increases. This illudtrates
that changes in monetary base growth give inaccurate information as to
the development of present and future inflation. Therefore, the
effectiveness of base money growth forecasts as an ingrument to
influence inflation expectations and to guarantee the attainment of
established targets has deteriorated.
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Growth of Bills and Coins in Circulation and Inflation in Mexico: 1986-
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The lack of a stable rationship between narrow monetary
aggregates and inflation in most developed economies has led their central
banks to reduce the emphasis placed on the evolution of monetary
aggregates as the bass for the analyss and evauation of inflationary
pressures.

In recent years, the credibility of Banco de México has
strengthened. For this reason, the careful study of severa indicators giving
information on inflation has been emphaszed. This procedure
corresponds to the second eement of the Centrd Bank’s policy,
introduced in the Monetary Program for 1995. Over recent years,
monetary policy actions in Mexico have been based on exhaudive and
continuous andysis of those variables that have a bearing on the behavior
of inflation and that are used to make price growth forecasts. When this
andyss has indicated that accumulated inflationary pressures are
incompatible with the stated targets, the monetary policy stance has been
tightened by means of the “short”, in order to induce the monetary
conditions required to re-establish compatibility between inflation
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forecasts and inflation targets. The following diagram (Chart 34) illugtrates
the channds through which monetary policy actions influence price
behavior.

Monetary Policy Transmission Channels
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When the “short” is widened, Banco de México induces higher
short-term nomind interest rates and improved inflation expectations. As
a consequence of these effects, red interest rate levels rise. The
effectiveness of the “short” to modify the behavior of interest rates has
been proved in various studies”™. The increase in red interest rates and
the improvement of inflation expectations, induced by an enlargement of
the “short”, influence price behavior, dbeit with consderable lags and
through various channels.

A For example: “The Effect of the “Short” on the Interest Rate Structure,” Research

paper 2000-1, Banco de México, June 2000.

“Inflation expectations, country risk and monetary policy in Mexico.” Paper prepared for
the seminar Stabilization and Monetary Policy: The International Experience, organized
by Banco de México in November 2000.
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Firdly, through their impact on saving and investment decisons
by individuds and firms, higher redl interest rates mitigate the expansion of
aggregate demand. At the same time, the latter effect weakens pressures
on wages and on the prices of non-tradable goods.

Secondly, higher interest rates reduce the demand for credit,
and can dso limit credit supply if banks reckon that higher interest rates
are payable only by high-risk investment projects. Therefore, increased
interest rates, together with banks uncertainty regarding the qudity of
investment projects, can reduce credit availability in the economy. The
latter affects investment and, in turn, aggregate demand and prices.

Thirdly, interest rate hikes make bond investments more
attractive and reduce the demand for equity instruments, pushing the
market value of the latter down. Companies facing a reduction in their
market vaue aso face harsher funding conditions, increasing the cost of
new investment projects. This affects aggregate demand and eventudly
prices. Regarding consumers, higher interest rates and the subsequent fall
in equity prices leed to a decline in the vaue of their assets, forcing
consumers to perceive a reduction in ther wedth. These factors
contribute to a contraction of consumption and aggregate demand.

Fourthly, higher interest rates induce an gppreciation (or lesser
depreciation) of the exchange rate, directly affecting the price behavior of
tradable goods as well as inflation expectations. Furthermore, fluctuations
of the red exchange rate affect aggregate demand growth through
changes in the reative prices of tradable and non-tradable goods.
However, the expansonist or contractionist effects of rea exchange rate
movements have not proven to be conclusve, ndther in theory nor in
practice.

Although one of the likely effects of a more redtrictive monetary
policy is to induce an gppreciation (or lesser depreciation) of the
exchange rate, it is worth clarifying that Banco de México does not use
this type of policy for this purpose. In fact, what is sought is to affect
medium-term inflation trends through the other transmisson channds. In
addition, dthough redtrictive monetary actions have the aforementioned
effect on the exchange rate, this varidble is influenced by multiple factors
in afloating exchange rate regime. Therefore, redtrictive monetary policy
measures are ineffective to anchor the exchange rate, as some anadysts
have suggested in the padt.
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Findly, the adjustment in inflation expectations that ems from
the enlargement of the “short” will findly be reflected in wage revisons,
the evolution of prices and the exchange rate,

The previous description illustraies the complexity of the
tranamisson channels of monetary policy, and the uncertainty as to the
relative importance of each one of thent?,

In order to evaduate monetary policy implementation, economic
agents need to know the eements that Banco de México uses to andyze
inflationary pressures and prevailing monetary conditions, as wdl as the
short and medium-term inflation targets. Thus, in 2000, Banco de México
deemed necessary to improve the mechaniams of communication with the
public by publishing quarterly inflation reports. Furthermore, multi-annud
inflation targets were announced. These measures represent an important
effort to make monetary policy implementation as transparent as possible.
In this way, monetary policy in Mexico has been converging to an
inflation targeting scheme.

This monetary policy scheme was used for the firg time in New
Zedland, in 1990. Since then, severd developed and emerging economies
have adopted it in response to the more widespread implementation of
floating exchange rate regimes and to the problems encountered by
monetary aggregate targeting strategies.  Among the countries that use
inflation targeting regimes are Audrdia, Canada, England, Sweden,
Finland, Israd, Chile, the Czech Republic, Brazil, Poland and South
Africa®. The main characteristics of this monetary regime, which is based
on the implementation of discretiona monetary policy measures in order
to attain proposed inflation targets, are asfollow:

@ The recognition of price sability as a fundamenta objective of
monetary policy;

(b) The announcement of medium-term inflation targets,

(© The existence of an autonomous monetary authority;

22 Although there are additional channels through which monetary policy influences the
behavior of inflation, these are less relevant and can be easily consulted in specialized
literature.

B For a description of some of these experiences, refer to “Inflation Targets as an
Instrument of Monetary Policy,” Research paper 9702, Banco de México, May 1997.
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(d) The trangparent conduction of monetary policy, supported by a
communication drategy regarding the objectives, plans and
decisons made by the monetary authority;

(e The andysis of dl sources of inflationary pressures, in order to
evauate future price growth trends; and

® The use of dternative inflation indicators, such as core inflation,
in order to identify factors that have a trangtory effect on
inflation and to identify medium-term price growth trends.

Among the benefits obtained by countries that have adopted
this scheme are the following:

@ lowering of inflation as wdl as the consolidation of price
dability;

(b) areduction in the exchange rate passthrough effect on prices,

(© a more transparent and better understood implementation of
monetary policy; and

(d) amore accountable monetary authority.

IV.2.  Elements of the Monetary Program

The fundamentd dements of the monetary policy scheme
currently in force in Mexico are presented in this section. These eements
arein line with the previous description of the inflation targeting scheme.

IV.2.1. Program Objectives

Since inflation is Hill high in Mexico, the Board of Governors
has congdered that it is preferable to abate price growth gradudly in
order to do so permanently. This strategy has been adopted to reduce the
socid cods inherent to the dabilization process. Evidence from
economies which have reduced inflation from rates Smilar to those that
prevall nowadays in Mexico confirms the appropriateness of the decision
made by the Central Bank.

The Board of Governors of Banco de México has therefore
established, as the medium-term target, that the INPC annual growth rate
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should fal to 3 percent by December 2003. In order to provide short-
term reference points dong the way to price dability, in the July-
September 2000 Inflation Report, the Board of Governors of Banco de
México established that annud inflation for 2001 shal not exceed 6.5
percent.. At the same time it was announced that the inflation target for
2002, to be made public in due time during this year, should be
approximately 4.5 percent. In December 2000, Congress approved the
federal budget and the Federd Revenues Law for 2001, which are
compatible with a public deficit equivaent to 0.65 percent of GDP. The
proposed reduction in the public sector deficit will help to abate inflation.

Given the current dtuation, ataining the proposed targets
requires a redrictive monetary policy. When the setting of prices and
wages is guided by inflation expectations which are above targets, the
Centrd Bank must redtrict its monetary policy stance in order to induce,
through the previoudy described channels, a correction of economic
agents inflation expectations, which should in time be reflected in the
setting of prices and wages. As long as there is no congruency between
these variables and short and long-term targets, monetary policy should
maintain a redrictive sance. This is why, in the present context, in which
inflation expectations in Mexico are above target, a necessary condition
to atan inflation targets is a redrictive monetary policy. Likewisg, if
prices and wages are compatible with inflation targets, the laiter could be
attained with a less regtrictive monetary policy and the inflation reduction
process should be less costly.

Even when the monetary policy dance adopted is the
appropriate one, in the short term price behavior can be influenced by
fluctuations in various key prices, such as the exchange rate, wages and
the prices of goods and services provided or regulated by the public
sector. Should these fluctuations materidize, monetary policy actions
might be unable to offset them fast enough to meet the short-term inflation
target. It is precisdy under such circumstances that the medium-term
target will play its role as the sysem’s nomind anchor. If this Stuation
were to arise, the monetary authority would announce the time it would
take to absorb such fluctuations and would adopt suitable measures in
order to reach the medium-term target originaly proposed. These
measures will be geared & curbing the deterioration in inflation
expectations and re-establishing the downward trend of inflation.

When the economy requires the depreciation of the red
exchange rate or an increase in the prices of public goods and services,
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unexpected inflationary pressures arise. If under such circumstances the
monetary authority intended to &tain its short-term inflation target at all
cods, it would have to induce a movement in the opposite direction in the
rest of the prices of the economy in order to offset the inflationary impacts
of the aforementioned increases. Owing to the downward inflexibility
shown by dmogt dl prices this adjusment would be practicaly
impossible to carry out in the short term without excessively burdensome
cogts. Therefore, faced with this Situation, and following the practices of
most centra banks worldwide, Banco de México would not completely
offset the direct inflationary impact of the originating shocks, and would
thus accommodate a trandtory deviation of inflation with respect to its
short-term target. Banco de México would nevertheless restrict monetary
policy to avoid long-lagting effects on inflation expectations and on
inflation itsdf. In this way, the aforementioned shocks would only have a
temporary impact on inflation. Once this impact was absorbed, price
growth would return to the originaly established trgectory.

When nomind wage rises are incompatible with productivity
gains or with inflation targets, the socid cost of the dignflation process
increases markedly as firms' production costs escdate in response to the
former. Faced with this Stuation and with the impossibility of absorbing
larger codts by accepting a reduction in profits, firms attempt to pass on
higher costs to consumers through price increases. Should the monetary
authority accommodate the latter increases, inflation would rise and this,
in turn, would reduce or canced out the intended improvement in red
wages.

Inversdy, should the monetary authority reect in a redtrictive
manner, the result would be the contraction of firms profits, as well as
their invesment and job creation. In short, the economy would be
submerged in a Stuation with low or nil growth. The dignflation target
could then be achieved, but the cogts of the adjustment would be high.

The previous argument clearly illustrates the need for
contractual wage negotiations to be based on inflation expectaionsin line
with announced targets. The cogt of the disinflation process would then
be lower and said process could go forward as envisioned.

Compliance with the fisca program has been a contributing
factor to attaining the inflation targets over the past two years. However,
as has been dated on various occasions, the strength of public finances
has, in part, been due to high oil revenues. This reved's the vulnerability of
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the macroeconomic dtuation and of the future downward trend of
inflation if a sudden decline in crude oil prices should arise. The excessve
dependency of public revenues on ail is one of the mogt serious
deficiencies of the Mexican fiscd dructure. It is therefore of the utmost
importance to invigorate public finances through a fiscd reform that could
reduce this dependency.

Should fiscal reform lead to upward pressure on prices, a
trangtory deviation from inflation targets could be expected in the short
term. However, as mentioned regarding relative price changes, if
preventive action by the monetary authority is successtul in forestdling the
generation of secondary effects, in a few months inflation would return to
its originaly envisaged path. Should this scenario arise, and once fiscdl
reform has been approved and its components have been made public,
Banco de México would announce the period in which, in its opinion, the
effects of these inflationary shocks would occur and, therefore, by how
many months the attainment of the 2001 inflation target would be
delayed. Once the possible short-term adjustment in inflation expectations
has been contained, the inflation reduction process would be reinforced
by the stronger fiscd postion. Consequently, even though fisca reform
could have immediate effects on inflaion —which could dday the
fulfillment of the short-term targets— the viability of achieving the
medium and long-term targets would increase.

Thus, the elements that are consdered necessary to reach, first
of al, the inflation target proposed for 2001 and, subsequently, the
convergence towards the 3 percent inflation target set for 2003 are as
follows

@ aredrictive monetary policy;

(b) adjustments to prices of goods and services provided or
regulated by the public sector in line with inflation targets;

(© wage increases in line with sustainable productivity gains and
with the inflation target;

(d) the absence of severe externd shocks —such as a
deterioration in the terms of trade or in the supply of foreign
capitd— that could lead to a consderable adjustment in the
red exchangerate; and

(e asructuraly sound fiscd stance.
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In its Inflation Reports to be published throughout 2001, Banco
de México will evauate the possible consequences of one or more of the
aforementioned conditions not being fulfilled. Furthermore, efforts will be
made to predict the time required for the inflationary shocks to be
absorbed. Obvioudy, this exercise would be subject to a considerable
degree of uncertainty. Once the fiscad reform has been instrumented,
Banco de México would disclose its estimations of the reform’s direct
and indirect effects on inflation. In these circumsances, it is highly
probable that the Central Bank would have to restrict its monetary policy
dance in order to bring overdl inflation back to leves in line with
medium-term targets. The nomina anchor role played by inflation targets
would thus be reinforced, while inflation expectations for the medium and
long term would not be permanently affected.

IV.2.2. The Conduction of Monetary Policy

Monetary policy is caried out in an environment in which both
the exchange rate and interest rates are fredy determined by financid
markets. In this context, Banco de México, like most centra banks
worldwide, must above al ensure that it will not generate excess or
shortage of base money supply. In order to do this, it adjusts the primary
money supply on a daily bass, dlowing the latter to dways sisfy the
demand for base money.

In accordance with this process, Banco de México intervenes
in the money market on adaily basis. It does this through public auctions,
offering credit or deposits, or through the direct purchase and sale of
government securities or through repurchase agreements (Repos)™.
Banco de México dlows credit inditutions to register negative baances
(overdrafts) in their current accounts at the close of daily operations, as
long as at the end of a 28-day period every overdraft has been offset by
deposits of the same amount.

At the end of each 28-day period, Banco de México adds the
postive daily baances of the current accounts for each bank and
subtracts the tota of overdrafts incurred. If the previous caculion gives
a net overdraft for any given credit ingtitution, Banco de México charges

% This type of operation can be carried out with securities issued by the Federal
Government or by the Central Bank itself .

% As long as they do not exceed specific limits. For more information, refer to Annex 4 of
the Annual Report for 1996.
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interest on this amount a a rate equivaent to twice the 28-day Cetes
interest rate prevailing in the market. On the other hand, if any bank
regiers postive accumulated baances for a 28-day period, it would
incur the opportunity cost of having maintained non-yieding resources in
Banco de México, as the Centrd Bank does not pay interest on them.
Therefore, credit inditutions have an incentive to mantan a zero
accumulated balance in their current accounts. The Centrd Bank carries
out its operations in the money market in such a way tha the tota
accumulated balances of dl banks (accumulated baance of totd daily
balances) close the 28-day period at a predetermined amount.

In order to Sgnd its monetary policy intentions, on adaily basis
Banco de México announces the level at which it intends the accumul ated
balance of tota daily balances to close the computation period. For
example, a zero accumulated baances objective indicates the Centra
Bank's intentions to fully satiffy the demand for currency a market
interest rates, and therefore to supply the necessary resources for the
banking sector, as a whole, not to incur overdrafts or accumulate
unwanted positive balances at the end of the period.

A negative accumulated baances objective —in other words,
a “short”— reflects the Centrd Bank’s intention to not supply the
banking sector with dl the funding requested at market interest rates. This
action by the Central Bank forces some or various credit ingitutions to
obtain part of the funds required through an overdraft in their current
accounts. Disregarding the possible effects of other variables, thisleadsto
ariein interest rates, as financid inditutions attempt to avoid paying the
high rate charged on overdrafts in their current accounts at the end of the
period by obtaining the required funding from the money market. This
Stuation dgnas the market that Banco de México has adopted a
restrictive monetary policy stance.

Even when Banco de México adopts a negetive accumulated
baances objective, it dways supplies sufficient credit to fully satisfy the
demand for hills and coins. However, in this case, part of the credit is
given at above market rates, as overdrafts are incurred by one or more
banks.

On occasion, the market-determined interest rate might not be
in line with the attainment of inflation targets. Should this Stuation arise,
Banco de México would redtrict its monetary policy stance by
esablishing or widening the “short”. As previoudy mentioned, the
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effectiveness of the “short” to induce higher interest rates has been
proved in severa dudies as wel as by the recently implemented
increases in the “short.” During the second hdf of 2000 and in the fourth
quarter especidly, the widening of the “short” has caused sustained
increasesin red interest rates.

The “short” is the mechanism Banco de México uses, and will
likely continue to use, in order to induce the interest rates movements
necessary to attaining the proposed inflation targets. The “short” has been
vey effident in digributing the effects of externa shocks between the
exchange rate and interest rates. This is an enormous advantage in an
economy like Mexico's, which is subject to high volaility and to large
exchange rate passthrough effects on prices. The “short” has aso
contributed sgnificantly to the disnflation process, snce nomind and red
interest rates have reacted quickly to movements in the level of this
instrument and to deviations of anticipated inflation rates from the target®®.

In addition, the application of the “short” —through its effects
on red interest rates— has resulted in lower aggregate demand growth,
by stimulating savings and raising the price of bank and non-bank credit.
Since non-bank credit has become increasingly important in recent times,
the effect of higher interest rates on aggregate demand has operated
mainly through this channd. As bank credit continues to expand, the
impact of higher red interest rates will become even more rdevant as the
total stock of credit in the economy increases.

IV.2.3. Analysis of Inflationary Pressures and the
Communication Policy

Through the timdy implementation of discretiond monetary
policy measures to attain inflation targets, the Centra Bank influences the
price formation process, as well asinflation expectations. It is desirable to
use monetary policy as a preventive ingrument, as this subgantidly
reduces inflation abatement costs. Consequently, Banco de México must
congtantly keep track of al sources of inflationary pressures and act
without delay when their presence is detected. The quicker the response,

% For a discussion on the advantages of the “short” and the effect of interest rates on
aggregate demand, refer to “Considerations on the conduction of monetary policy and the
passthrough mechanism in Mexico,” paper prepared for the seminar Stabilization and
Monetary Policy: The International Experience, organized by Banco de México in
November 2000.
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the clearer the signd from the Centrd Bank and, thus, the stronger its
influence on expectations and price formation.

Banco de México continuoudy anayzes of the evolution of
prices and inflation perspectives to support the conduction of monetary
policy. This process is synthesized and its results made public through the
quarterly Inflation Reports. The aforementioned Reports firsly andyze
the recent evolution of overal inflation and various price sub-indices. In
addition, they examine the behavior of the main determinants of inflation,
amongg which the fallowing are included:

@ the internationa environment and the exchange rate;
(b) labor compensations, wages, employment and unit |abor costs;
(© aggregate supply and demand;

(d) prices of the goods and services provided or regulated by the

public sector;
(e public finances;
® trangtory factors thet affect inflation; and

(o)} monetary and credit aggregates.

The process described provides a detailled explanation of
inflation’s past behavior and the possibility to infer the future evolution of
prices.

The quarterly Inflation Reports dso include a review of the
outlook for each of the main determinants of inflation. In addition, the
texts include an extensive discussion of the immediate risks faced by the
economy —and by monetary policy targetsin particula— and the likely
reaction of the monetary authority should these risks materidize.

If inflationary pressures incompatible with inflation targets were
detected, the Central Bank would use the “short” to tighten its monetary
policy stance. These pressures usudly arise in response to the following
gtuations:

€) when the public’s inflation expectations consderably deviate
from inflation targets;
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(b) when aggregate demand grows persigtently at higher rates than
potentia output;

(© when internal and externd inflation shocks occur. Monetary
policy will attempt, in dl cases, to neutrdize the shocks
secondary  effects on prices and, on occason, will act
preemptively to partialy offset the direct inflationary effects of
fluctuations in key prices. The objective of this approach is to
moderate the effects of adjustments in relative prices on the
INPC, by dlowing theleve of the latter to rise, but avoiding the
deterioration of inflation expectations; and

(d) when it is necessary to restore orderly conditions to the
exchange rate and money markets.

Monetary base growth is a useful reference to evauae
monetary policy, notwithstanding the congderations presented in previous
sections of this Report. This is why the Appendix to this document
includes the expected daily path of the monetary base. The projections
are in line with the inflation target for the year and were based on
information available in January 2001. The Appendix aso includes the
assumptions used to prepare the forecast.

IV.3. The Outlook for 2001 and Assessment of Risks

Over the last few weeks, one of the risk scenarios that Banco
de México had repeatedly warned of in its Inflation Reports published
throughout 2000 did materiaize. An important change has taken place in
the outlook for the main externd variables that influence the behavior of
the Mexican economy. Specificaly:

@ forecasts on the growth of the United States economy in 2001
have been revised downward sgnificantly; and

(b) crude oil pricesin the spot and futures market have fdlen.

Recent information on these two factors clearly indicates that
the expansgon of the United States economy has weakened
condderably. This has led to a revison of the internationa environment
expected for 2001 vis-avis the outlook presented in the July-September
2000 Inflation Report. As a consequence of this internationa outlook
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revision, forecasts of the Mexican economy’s likely evolution have aso
been updated.

A brief description of the internationa environment and the
probable evolution of the main Mexican macroeconomic variables in
2001 is presented in the following pages. Findly, the most important
elements of risk in the base scenario are discussed.

IV.3.1. International Environment
A large group of internationd brokerage houses sgnificantly

adjusted their expectations regarding the future expanson of the United
States economy in December and January (Table 9).

Evolution of U.S. Economic Growth Expectations for 2001

Percent

2000 2001

September October November December January

Credit Suisse 4.2 n.d. n.d. 2.8 1.8
Deutsche Bank 4.0 3.9 3.9 2.7 1.8
Goldman Sachs 4.0 4.0 3.3 3.0 2.0
JP Morgan 3.8 3.7 3.1 3.0 1.8
Merrill Lynch 4.0 4.0 3.7 3.0 2.0
Morgan Stanley 3.6 3.7 3.0 2.5 1.1

The previoudy-mentioned revision was given in response to the
accumulation of information —which is presented in detall in section
[1.3.3— that clearly shows a serious decderation in the United States
economy. This was confirmed by an unexpected 50 basis point reduction
in the Federd Funds rate implemented by the Federal Reserve on
January 3¢, 2001. Due to the importance of United States economic
growth for globa economic expansion, the change in outlook hasled to a
downward revison in the growth expected for indudtrid nations (Table
10).
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Evolution of Economic Growth Expectations for 2001 of Selected
Economies

Percent

2000 2001

September October November December January

Canada 3.9 3.9 3.6 3.4 2.7
Japan 1.7 1.8 1.7 1.7 1.3
United Kingdom 2.7 2.7 2.7 2.7 2.4
European
Monetary Union 3.3 3.1 3.1 3.0 2.4

SOURCE: Global Data Watch, JP Morgan

In turn, the expected dowdown of the globa economy has had
an effect on the price of crude oil. The average price of WTI ail fel 4.72
dollars per barrel between November 2000 (34.37 dollars per barrel)
and January 2001 (29.65 dollars per barrd). Oil futures prices indicate
that the Mexican crude oil mix will probably fal from 20.98 dollars per
barre registered in January 25", to 20.61, 18.58, 17.26 and 16.31
dollars per bare in March, June, September and December,

respectively”’.

In response to the aforementioned events, Banco de México
has modified its forecasts on the evolution of the internationd
environment, specificdly in the following aress

@ The expected growth rate for the United States' economy was
revised downward from 3.2 percent to an interva between 1.8
and 24 percent, in line with the forecasts given by most
internationd brokerage houses and the IMF. Furthermore, it is
aso anticipated that said economy will wesken further in the
fird semester but will recover sgnificantly in the second haf of
the year.

(b) Based on WTI ail futures prices and considering the differentia
it has maintained vis-&vis the Mexican crude oil mix, etimates
for 2001 indicate that the average price of Mexican ail will be
18.52 dollars per barrdl. In addition, increased voltility in the
crude oil market over recent months maintains the risk of a
further declinein Mexican ail prices.

% Forecast based on December’s average differential betw een the WTI and the Mexican
crude oil mix for export (8.75 dollars per barrel).
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A factor that will probably help the Mexican economy to adjust
in an orderly fashion to the downturn in the United States economy and
the fal in crude ail prices is the possble increase in net private capitd
flows to Latin America Other economies will have access to these
resources —and a lower cos— as the dowdown in the United States
economy is likdy to be accompanied by a dight adjustment in that
country’s current account deficit. Nonetheless, a factor that could stop
these funds from flowing into Latin Americais the possible propagetion to
emerging market bonds of the intendfied risk averson that has been
appearing in the United States with regards to high-risk bonds. However,
the probability of emerging market bonds being affected by this is
reduced, since the fdl in the demand for high-risk bonds in the United
States has been associated with the over—indebtedness of the issuers and
with the possble impact of the economic decderation in that country on
the creditworthiness of these firms. Furthermore, the leved of foreign
direct investment in Mexico forecasted for 2001 is Smilar to the one
obsarved lagt year, which means that an important part of the current
account will be financed with long-term funds.

IV.3.2. Expected Evolution of the Main Macroeconomic
Variables in 2001

The evolution of the Mexican economy will be determined by
three main factorsin 2001:

@ the impact of the United States economic dowdown and of the
fdl in crude oil prices on the Mexico' s foreign accounts;

(b) awesker domestic demand; and
© the availability and access conditions of foreign funding.

The decderaion of economic growth in the United States will
certainly have a dgnificant effect on the growth of Mexican exports.
However, the extent of this impact is very difficult to cdculate Snce
commercid integration between the two counties has recently intensfied
and has coincided with the longest period of expansion in the economic
history of the United States —therefore, there is no period of United
States' economic deceleration to refer to which coincides with the extent
of economic integration prevailing nowadays. Mexican exports will dso
be affected by lower crude oil prices.
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Obvioudy, the lower expangon rate of exports in 2001 will
affect the growth of the Mexican economy, which will probably fal below
the 4.5 percent announced origindly. It should be recdled that this
forecast had been made based on the assumption that the United States
economy would grow at an annua rate between 3 and 3.2 percent. The
effect of lower export growth rates on economic expanson will be
mitigated by the corresponding dowdown of imports, which will in turn
result from the contraction of the demand for imported inputs. In
response to this change in the international outlook, private sector
andysts have revised downward their forecast for Mexico's economic
growth in 2001.

Expected Real Growth of the Mexican Economy for 2001

Percent
2000 2001
September October November December January
Credit Suisse 4.6 4.6 4.6 4.2 3.2
Deutsche Bank 4.9 4.9 4.9 4.3 3.7
Goldman Sachs 4.8 4.8 4.5 4.0 3.6
JP Morgan 4.0 4.1 3.8 3.8 3.2
Morgan Stanley 4.5 4.2 4.2 4.2 3.3
Banamex 5.3 5.3 5.1 4.9 4.1
Bancomer 5.0 5.0 4.6 4.0 4.0
Santander n.d. n.d. 4.7 4.7 3.9

SOURCE: Various financial institution reports.

Banco de México’'s base scenario for 2001 also projects a
ggnificant deceleration in the growth of domestic demand —particularly
in private and public consumption, and private investment— in response
to the expected high red interest rates, the fiscal adjustment and the
dowdown of economic activity and job creation.

Regarding the fiscd adjustment in 2001, dthough the gpproved
reduction of the public deficit —to 0.65 percent of GDP— is
undoubtedly a step in the right direction, public finances 4ill suffer from
consderable weaknesses. In particular, the 3.5 percent red growth in
public programmable outlays is a cause for concern as it adds to the
dready high level of expenditure incurred in 2000. It is noteworthy that
the Federd Government has expressed its will to make an additiond
effort to control and rationdize expenditures in order to achieve a deficit
of 0.5 percent of GDP in 2001. However, it is advisable that fisca
prudence should also encompass off-budget operations —such as the
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PIDIREGAS and the financid intermediation of development banks—
that could give rise to additiona pressures on public financesin the future.

As indicated by available information on indugtrid production
and sdes, the decderation of output growth during the fourth quarter of
2000 has been fagter than that of aggregate demand. Therefore, the
current account deficit is expected to increase in 2001, particularly in the
first semester.

The base scenario consders that the expected expansion of the
current account deficit will not face financing difficulties, and that the
religbility of financing sources will not be compromised since a dightly
larger supply of fundswill be available to emerging economies in response
to the fewer resources demanded by the United States and the low
interest rates prevailing in internationd financid markets. Nevertheless,
snce lower growth in Mexican exports means a more limited supply of
foreign exchange, periods of exchange rate voldility cannot be ruled out
during the year. If these pressures are to result in orderly movements of
the exchange rate, and in order to induce the adjustment required in
aggregate demand growth, red interest rates must reman high. As
previoudy mentioned, the ided complement to a redrictive monetary
policy is increased fiscd discipline. The coordinated conduction of both
policies would lead to moderate growth of aggregate demand and,
possibly, to a reduction in the need for externa funding. In this way, the
impact of the aforementioned externad factors on inflation would be
limited.

The exchange rae pressures that could appear on the
described scenario could complicate the reduction of inflation due to the
influence of the exchange rate on the formation of expectations regarding
future price increases. In this scenario, the challenge faced by monetary
policy would be to alow the nomina exchange rate adjustments required
for the market to reach a new leve of red exchange rate equilibrium in
line with a less favorable internationa environment, and to prevent this
adjugment from causng an upward revison in inflation expectéations,
wage increases and in inflation of non-tradable goods. To met this
chdlenge, it would be necessary to ensure the adjustment of the exchange
rate in an orderly manner. This requires a redrictive monetary policy
dance. The monetary authority shal monitor the evolution of inflation
expectations, non-tradable good prices and contractual wage
negotiations, and react, if necessary, to any sgn of the tainting of
expectations.
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Monetary policy actions would not be aimed at defending a
gpecific exchange rate levedl. One of the main advantages of the floating
exchange rae regime is that it provides the necessary flexibility for the
red exchange rate to move towards a new equilibrium level when market
players see that a change is needed in response to externa or interna
shocks. However, the revison of inflation expectations that could be
caused by an adjustment in the exchange rate could raise the cogt in terms
of inflation of attaining a new red exchange rate equilibrium. Should this
Stuation arise, actions taken by Banco de México would focus on
reaching the necessary adjusment in the redl exchange rate a the least
cogt in terms of inflation. It is worth noting that as economic agents have
learned more about how the floating exchange rate regime works, the
intensity and the speed a which exchange rate fluctuations are transmitted
to domestic prices have weakened.

The base scenario for 2001 has dso incorporated domestic
factors, which could complicate the decline of inflation. The following are
noteworthy:

€) inflation expectations above the target;

(b) contractud wage revisons incompatible with the inflation target
and with foreseesble gains in productivity; and

(© high growth of private spending.

These three factors could put pressure on the prices of non-
tradable goods and possibly generate a widening of the current account
deficit. If thiswere to occur, an adjustment in the exchange rate and in the
evolution of the prices of tradable goods could ensue. For these reasons,
it is essentid that monetary policy maintains a redrictive stance to move
inflation expectations incorporated in wage revisons back in line with the
inflation target as soon as possble. In addition, the redtrictive stance will
aso induce a more moderate growth of domestic demand. The purpose
of dl this would be to attain an orderly economic adjustment enabling an
inflation rate below 6.5 percent by December 2001.

The macroeconomic framework for 2001 suggests that the
decline of inflation will face more difficult obstacles than in the recent past.
In response to this new scenario, on January 14" the Board of Governors
of Banco de México decided to widen the “short” from 350 to 400
million pesos. In addition, it is clear that in order to reach the targets, it
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will be necessyry to mantan and possbly intengfy the monetary
regriction.

IV.3.3. Risk Assessment

The base scenario presented is subject to a high degree of
uncertainty, because athough avalable information points towards a
downturn in the United States economy, the extent of it is il difficult to
esimate. The speed at which analysts have updated their forecasts over
the last two months illustrates the responsveness of markets to new
information. Nowadays, this factor condtitutes an important source of
additiona uncertainty. Therefore, the following pages describe the risks of
both domestic and internationd nature that the Mexican economy could
confront over the next 12 months. In addition, the preemptive economic
policy actions that could be implemented in response to those shocks are
also described.

Regarding the internationa environment, the main eements that
could affect the evolution of the domestic economy and the decline of the
inflation rete are as follows:

€) If economic growth in the United States was lower than
expected, implying a recesson —officidly defined as negative
growth in two consecutive quarters— and if the solid recovery
currently forecasted for the third and fourth quarters did not

maeridize

(b) If the internationd price of crude ail fdl below current futures
prices, and

© If capitd flows towards emerging markets were affected by

increased risk averson.

Due to certain imbaances in the United States' economy and
the intengfication of its downturn, the likdihood of a recesson in 2001
has increased over the last few months, dthough it is ill low. It isno easy
task to forecast the sengtivity of private consumption to the economic
dowdown and to the adjustment in the vaue of assets, which could be
more severe than currently expected.
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Furthermore, economic deceeration in the United States could
affect the soundness of its financid system, which could have negative
repercussions on capital flows towards Latin America

Findly, the intengfication of the United States economic
downturn could be accompanied by an additiond fal in the price of crude
oil gemming from the impact of said decderation on world economic
growth. Furthermore, a reduced demand for crude oil, as a result of
lower world economic growth rates, could coincide with increases in
crude oil production which would result from the additiond capacity that
will be available during the second half of 2001.

If any of the fird two posshilities were to materidize, an
adjusment in the red exchange rate would be likely as a response to the
reduced availahility of foreign exchange.

Should the third Stuation arise, changes in the supply of foreign
currency would not directly affect the foreign exchange market, snce
PEMEX’s foreign exchange surpluses are sold to Banco de México.
Neverthdess, a larger than anticipated fal in the price of crude oil could
cause movements in the exchange rate, if expectaions regarding the
viability of fiscd targets were affected or if the current account deficit
rose.

In any of these dtuations, the most appropriate mechanism to
facilitate the trangtion towards a new red exchange rate equilibrium level
would be an adjugment in the nomind exchange rae. Under such
circumgances, the monetary authority would resct promptly in the
presence of any indication that exchange rate movements could be
causng upward revisons in medium-term inflation expectations and
affecting the prices of non-tradable goods.

If any of these three unfavorable scenarios were to arise, a
stronger fiscd adjustment would aso be necessary. The objective of this
action would be to dlow the public sector to contribute to an increase in
domegtic savings. This increase would become one of the foundations
enabling the Mexican economy to face lower foreign currency revenues
from il and non-oil exports and a reduction in foreign financing. The
impact of these externa shocks on red interest rates and on private
sector investment would thus be limited. The decree gpproving the
federd budget for 2001 dready includes, in Article 32, the Federa
Government’s obligation to cut back spending in order to offset the
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possible public revenue losses associated to any of the unfavorable
scenarios dready described. In various forums, the federd treasury
authorities have reteraied that they will attempt to attain a fiscd deficit
bel ow the one approved by Congress for this year.

The base scenario anticipates that the growth rate of domestic
demand will wesken condderably over the next few months. This will
limit the expangon of the current account deficit, and keep it a a leve
compatible with the foreseeable supply of long-term capitd.

At the time of publication of this Report, the main domestic risk
factorsin the basic scenario are asfollows:.

@ the growth of domestic private sector demand exceeding that of
domestic output by a subgtantial margin. If this were to occur,
the economy’s dependence on short-term externa financing
would intengfy, increasng the vulnerability of the dignflaion
process vis-arvis the voldtility of internationa capita markets;

(b) inflation expectations continuing to display the downward
rigidity shown to date for a prolonged period; and

(© contractud wage settlements not resulting in wage levels
competible with inflation targets and with sustainable gains in
labor productivity.

If these domedtic risk factors were to materidize, they would
probably do so smultaneoudy. This would be due to the fact that the
excessve growth of domestic demand would cause the downward
rigidity of inflation expectations. In this context, macroeconomic policies
shal become even more redtrictive in order to correct demand growth
and the devidtion of inflation expectations.
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Final Remarks

The evolution of the main macroeconomic variables in 2000
proved more favorable than expected by private and public sector
andyds a the beginning of the yesar.

The economic expansion that began in 1996 continued in 2000.
At the time of publication of this Report, red GDP is esimated to have
increased more than 7 percent in 2000 —the highest growth in the last
19 years. From year-end 1999 to year-end 2000, the annud inflation rate
fdl from 12.32 to 8.96 percent, having atained the target with a
comfortable margin for the second consecutive year. The stabilizing effort
was more agpparent in the 6.72 percentage point reduction in core
inflation lagt year. This indicator, which reflects the medium-term inflation
trend, showed a dower decline a the end of last year, but maintained a
clear downward trgectory. Furthermore, in 2000 the Mexican economy
was able to create over 529,000 forma jobs and real wages rose by
more than 6 percent. The behavior of these variables confirms that lower
inflation contributes to economic growth, job creation, red wage
recovery and reduced economic inequality.

In 2001, the Mexican economy will have to confront at least two
negative externa factors. reduced crude oil prices and the dowdown of
the United States economy. These factors will dgnificantly affect the
performance of the economy through their impact on Mexico's externd
and fiscal accounts.

Faced with a complicated international environment in 2001,
the Mexican economy has neverthdess severd strengthening factors,
which will dlow it to adjust to the current circumstances and quickly
recover the vigor that has characterized it over the last five years. Among
the main eements that contribute to reducing the domestic economy’s
vulnerability are the following:

(@  Thefloaing exchange rate regime and market-determined interest
rates, which inhibit speculdive cgpitd flows, contan the
accumulation of externd account imbalances, and dlow for the
swift adjusment of the main financid variables when faced with
domestic or externa shocks.
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(b)  The Mexican financid system has made consderable drides in its
consolidation and capitaization process, and no longer represent
an important source of economic vulnerability. Furthermore,
progress in the regulatory and legiddive redms has lad the
foundations for a prompt reactivation of bank credit.

(0  The comforteble foreign public debt amortization schedule for
2001 and high levels of internationa reserves shdl condderably
mitigate the impact of possble internationd capitd market
disruptions on domestic financid markets.

(d)  The private sector’s low exposure to sudden changes in credit
conditions prevailing in internationd financid market.

(&) A moderate current account deficit, to be mainly financed by long-
term capitd flows.

Notwithstanding the above, and in order to atain high and
sugtainable economic growth rates in the future, it is necessary to make
progress in the area of Structura reform, especidly in the energy and
communi cations sectors.

Maintaining monetary and fiscd discipline will be crucid in
consolidating and srengthening the recently gained gability. Although
progress made over the last two years was based on the attainment of
fiscd gods and the prudent conduction of monetary policy, they were
ads influenced by a favorable internationd climate To preserve
credibility in the implementation of macroeconomic policies, it is
necessary to seek the attainment of targets proposed for 2001, even amid
an adverse internationa environmen.

The fiscd effort required to attain a deficit of 0.65 percent of
GDP —as dtated in the federal budget and the Federal Revenues Law
for 2001, is an important step in this direction. However, as the
Government has repeatedly dtated, the current fiscd sructure ill has
considerable wesknesses, among which is an excessive dependency on
crude ail revenue. Therefore, in the current context the strengthening of
public revenue through an integra fiscal reform can no longer be delayed.

The Board of Governors of Banco de México reiterates its
commitment to usng the indruments & its digposd, in a timdy and
effective manner, to achieve the following two targets an inflation rate
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below 6.5 percent in 2001, and convergence towards 3 percent inflation
by 2003.
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Appendix: Forecast of the Demand for
Monetary Base in 2001

As mentioned in the Monetary Program for 2001, the use of
monetary aggregaetes for the conduction of monetary policy has
dggnificantly declined over the last few years snce the rdationship
between these aggregates and prices has become more uncertain as
inflation has fdlen. Notwithstanding, as has been done since 1997 with
the am of providing information which could be of use in monetary policy
evauation, the expected daily path of the stock of monetary base for
2001 is presented below (Table 12). The said forecast is compatible with
the following assumptions: GDP growth of 4 percent in red terms®;
inflation no higher than 6.5 percent, and remonetization of 2.6 percent. It
is worth pointing out thet this remonetization figure is lower than the one
observed a year-end 2000 (4.9 percent). The aforementioned
assumptions result in a forecast for the monetary base stock of 237.4
thousand million pesos as of December 31% of this year, a figure 13.6
percent higher than that observed on the same date of 2000. The
confidence interval limits, congdering one standard deviation of the
resduals estimated by the model, correspond to stocks of 244.5 and
230.3 thousand million pesos®.

The independent variables used in the modd to estimate the
demand for monetary base are: economic activity, interest rates, the lags
of the dependent variable, and a set of binary variables which try to
capture seasond effects. It is important to mention here that it is very
difficult to specify a priori the trgectory of the monetary base for the
following reasons: @) there has not been a steady relationship between
inflation and the monetary base and it can change over time; b) the basic
assumptions used to make monetary base forecasts (GDP growth and
interest rates) may not materidize; ¢) the rdationship between the
demand for monetary base and the variables explaining its evolution can
aso change over time; d) technologica innovations or changesin payment
practices dter the demand for monetary base; and €) the occurrence of

2 n the last few months, forecasts for the growth of the Mexican economy have become
more uncertain. It was therefore decided to use conservative assumptions for GDP
growth in 2001 while estimating the demand for monetary base.

29 This corresponds to +/- 3 percent of the stock forecasted for year-end.
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extraordinary events can lead to a trandtory change in the demand for
monetary base™.

Table 12 Forecast of the Daily Monetary Base Stock for 2001*

Thousands of millions of pesos

Day Jan Feb Mar Apr May Jun
1 208.9 188.3 182.7 181.3 183.8 188.4
2 202.8 192.4 184.6 179.2 182.2 188.4
3 196.7 192.4 184.6 176.5 183.5 188.4
4 196.1 192.4 184.6 176.5 184.5 186.0
5 196.4 192.4 181.7 178.9 184.5 182.9
6 196.4 187.7 177.9 183.4 184.5 180.9
7 196.4 183.4 175.7 183.4 180.9 181.9
8 192.8 183.9 177.0 183.4 177.6 183.3
9 189.4 184.9 178.5 185.5 177.3 183.3
10 188.1 184.9 178.5 189.9 180.5 183.3
11 191.0 184.9 178.5 194.3 183.9 180.7
12 194.3 182.9 176.1 194.3 183.9 178.6
13 194.3 182.0 174.6 194.3 183.9 179.4
14 194.3 183.5 176.2 194.3 184.1 184.1
15 192.8 186.8 179.6 194.3 183.2 187.5
16 189.6 188.9 181.8 190.5 182.6 187.5
17 187.7 188.9 181.8 185.6 184.5 187.5
18 188.4 188.9 181.8 182.5 186.2 185.0
19 188.9 185.1 179.5 182.7 186.2 181.3
20 188.9 181.0 177.3 183.0 186.2 179.3
21 188.9 178.3 177.3 183.0 182.8 180.2
22 185.7 179.4 178.1 183.0 179.1 181.1
23 180.7 181.5 178.9 179.3 177.6 181.1
24 178.7 181.5 178.9 175.3 179.7 181.1
25 180.1 181.5 178.9 174.8 182.0 178.5
26 183.3 180.3 175.3 178.8 182.0 176.3
27 183.3 179.9 172.6 183.6 182.0 177.5
28 183.3 180.4 173.2 183.6 181.2 182.1
29 182.9 177.4 183.6 180.7 186.0
30 183.2 181.3 183.8 182.6 186.0
31 184.4 181.3 186.1

*Observed data until January 25, 2001.

30 For example, the uncertainty related to the Y2K problem created a temporary increase in
the demand for bills and coins (refer to Monetary Program 2000, Banco de México).
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Forecast of the Daily Monetary Base Stock for 2001

Thousands of millions of pesos

Day Jul Aug Sep Oct Nov Dec
1 186.0 184.9 183.5 183.6 189.9 200.1
2 184.7 186.7 183.5 181.2 192.3 200.1
3 183.3 188.3 181.7 180.1 192.3 198.9
4 183.1 188.3 178.7 181.5 192.3 198.4
5 184.7 188.3 177.2 183.3 189.4 199.8
6 186.4 185.3 178.1 183.3 185.6 205.1
7 186.4 181.6 179.8 183.3 183.9 210.2
8 186.4 180.2 179.8 180.7 185.2 210.2
9 183.3 181.7 179.8 177.4 187.5 210.2
10 180.8 184.0 177.7 177.0 187.5 213.1
11 181.0 184.0 176.3 181.0 187.5 217.1
12 185.1 184.0 176.9 185.8 185.8 217.1
13 189.0 183.3 181.6 185.8 186.3 225.0
14 189.0 183.1 185.5 185.8 189.3 232.1
15 189.0 183.3 185.5 185.2 193.5 232.1
16 187.4 185.4 185.5 182.8 197.1 232.1
17 184.6 187.1 183.4 181.6 197.1 231.8
18 183.1 187.1 180.2 183.7 197.1 231.4
19 184.1 187.1 178.2 185.3 195.9 232.1
20 185.7 184.0 179.1 185.3 195.9 237.5
21 185.7 180.1 180.6 185.3 192.2 243.5
22 185.7 177.7 180.6 181.9 191.5 243.5
23 182.7 179.1 180.6 178.6 192.2 243.5
24 179.3 180.5 178.0 177.2 192.2 243.4
25 178.1 180.5 176.0 180.3 192.2 243.4
26 181.2 180.5 176.7 183.7 189.6 239.0
27 185.3 177.6 181.3 183.7 188.4 236.9
28 185.3 175.2 185.3 183.7 190.3 239.5
29 185.3 175.6 185.3 183.3 195.7 239.5
30 185.8 179.9 185.3 184.8 200.1 239.5
31 185.3 183.5 187.1 237.4
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