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Introduction

The world economy exhibited robust growth during 2007, although
economic activity in the U.S. was less vigorous than in 2006, particularly towards
the last quarter of the year. World inflation rebounded, mainly as a result of
increases in energy and food prices, while in some emerging economies inflation
was also driven by the growth of domestic demand.

Liquidity conditions in international financial markets remained loose
during the first half of 2007. Nonetheless, problems in the subprime sector of the
U.S. mortgage market worsened during the second half of the year, generating a
crisis in its financial markets, as well as in those of other advanced economies.
Although the subprime mortgage market is relatively small, the crisis had a
significant effect on institutions that were linked to it in some way, like commercial
banks, bond insurers and credit rating agencies. The combination of several
factors led to a perception of greater global credit risk among investors as well.
The crisis, therefore, brought about a tightening of general credit conditions, which
affected even instruments not directly related to the mortgage problem.

In response to these events, the central banks of advanced economies
affected by this problem took different actions to reestablish order in financial
markets. Such measures initially focused on supplying the markets with high
amounts of liquidity and providing more flexible access to central bank financing.
Once it became evident that these measures were not sufficient, additional
actions were taken. Thus, in December, the U.S. Federal Reserve introduced a
mechanism which supplied funds to the financial system through auctions in order
to avoid some of the shortcomings of the discount window. The central banks of
several industrialized economies also worked together to supply the markets with
liquidity. Some of these banks, particularly the Federal Reserve, lowered their
reference interest rates, while others stopped increasing them in an attempt to
reduce the impact of tighter credit market conditions on the rest of the economy.
Although this situation led to an increase in the spreads on sovereign debt
instruments of emerging market economies during the second half of the year,
such an adjustment was smaller than that recorded during previous periods of
financial turmoil.

Economic activity in Mexico grew at a slower rate in 2007 than in 2006.
The Mexican economy expanded at a real annual rate of 3.3 percent in 2007,
compared to 4.8 percent in 2006. Such result stemmed mainly from weaker
external demand, although domestic spending also decelerated. The reduced
growth of the total wage bill and lower revenues from workers’ remittances
contributed to the decline in private consumption. Investment also slowed,
particularly private sector investment, although it still grew at a faster annual rate
than GDP for the fourth consecutive year.

The development of inflation in Mexico during 2007 was influenced by
increases in the international prices of various commodities, especially those used
as inputs in the production of foodstuffs. Headline inflation fluctuated at around 4
percent during the first eight months of 2007 and then declined slightly during the
last four months, ending the year at 3.76 percent. Notwithstanding the
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aforementioned, analysts’ medium and long-term expectations for inflation
remained relatively stable, although above the 3 percent target.

In light of the above, the Board of Governors of Banco de México
decided to tighten monetary conditions on two occasions during 2007. In April,
Banco de Mexico's monetary policy stance was tightened as a preemptive
measure in order to have a better balance in terms of inflationary risks and
prevent price and wage determination processes from being contaminated by the
growth in the international prices of different commodities. With this action, the
overnight interbank rate rose from 7.00 to 7.25 percent. Later in October, in
response to an upward revision in inflation expectations and deterioration in the
corresponding balance of risks, monetary conditions were further restricted and
the overnight interbank rate was raised to 7.50 percent. Such measure was
designed to prevent contamination of price and wage formation processes on the
one hand, and to moderate inflation expectations on the other.
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External Conditions

In 2007, the world economy exhibited vigorous growth for the fourth
consecutive year, despite the economic slowdown in the U.S. (Table 1) and the
emergence of serious problems in the U.S. and other advanced economies’
financial markets. Economic growth in the U.S. was slower than during 2006
mainly as a result of contraction in sectors related to housing construction.
Economic activity also tended to slow in the Euro zone and Japan, although in a
less pronounced way than in the U.S. Economic growth in emerging economies
remained strong but also decelerated slightly towards the end of the year. Inflation
rose in both emerging and industrialized economies during 2007. These
developments mainly responded to rising energy and food prices as well as the
vigorous growth of domestic demand in emerging countries. The deterioration of
subprime mortgage-backed financial instruments in the U.S. led to higher risk
aversion in credit markets during the second semester, which in turn caused a
liquidity crisis and an increase in risk premia. The aforementioned events forced
the central banks of those countries more affected to adopt diverse measures,
which included supplying liquidity to the markets and, in some cases, changing
their monetary policy stance. These problems resulted in higher sovereign risk
spreads for emerging market economies, although such increases were smaller
than during previous episodes of financial turbulence.

Prices of commadities, particularly oil and food, escalated during 2007
and became a significant source of world inflationary pressures. Oil prices were
influenced by an increasing demand from emerging economies, political turmoil in
the Middle East, the depreciation of the US dollar, and stagnation in oil supplies
from OPEC member and non-member countries, among other factors. The price
of oil surpassed previous historical maximums with the price of the West Texas
Intermediate (WTI) briefly reaching 100 US dollars per barrel in November, before
expectations of slower economic growth in the U.S. helped to reduce such price to
96 US dollars by the end of the year. Increases in food prices mainly responded to
greater consumption in high growth emerging economies, the demand for
agricultural products for use in bio-fuel production, and adverse weather
conditions. According to information from the International Monetary Fund,
average prices of non-oil commodities and foodstuffs grew 14.1 and 15.2 percent,
respectively, in 2007.
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Table 1
GDP and World Trade
Annual percentage change

2004 2005 2006 2007

World GDP 4.9 4.4 5.0 4.9
Advanced Economies

Main Advanced Economies 3.2 2.6 3.0 2.7

uU.S. 3.6 3.1 2.9 2.2

Euro Area 21 1.6 2.8 2.6

Japan 2.7 1.9 24 21

Asian NICs % 5.9 4.8 56 5.6

Developing and Emerging Market Economies 7.5 7.1 7.8 7.9

Africa 6.5 5.7 5.9 6.2

Asia 8.6 9.0 9.6 9.7

Middle East 5.9 5.7 5.8 5.8

Latin America and the Caribbean 6.2 4.6 5.5 5.6

World Trade of Goods and Services 10.7 7.6 9.2 6.8

e/ Estimated.

1/ Includes the U.S., Japan, Germany, France, Italy, United Kingdom, and Canada.

2/ Includes Hong Kong, South Korea, Singapore, and Taiwan.

Source: IMF, World Economic Outlook, April 2008. U.S. data drawn from the Bureau of Economic Analysis (BEA); European
Union data drawn from Eurostat; and Japan data drawn from the Economic and Social Research Institute (ESRI).

Economic expansion in the U.S. decreased from 2.9 percent in 2006 to
2.2 percent in 2007 (its lowest growth since 2002), mainly in response to weaker
fixed investment (Table 2). The latter was influenced downward by the decline in
its residential component, which subtracted almost one percentage point to GDP
growth. Furthermore, the contribution of investment in equipment and software to
GDP growth was only 0.1 percent, the lowest since 2002. The slowdown of
investment was to some extent offset by the first positive contribution of net
exports to economic growth since 1995, which partly resulted from the
accumulated depreciation of the US dollar. Private consumption’s 2.02 percentage
point contribution to GDP was only slightly below (0.13 percentage points) to that
observed in 2006. Nonetheless, consumption growth declined significantly by the
end of the year as a result of the gradual weakening of employment, higher
gasoline prices, the tightening of credit market conditions and the impact of the
housing market crisis on household spending, among other factors. During 2007,
both industrial and manufacturing production grew 1.7 percent, figure below the
growth rates observed during 2006 (2.2 and 2.4 percent, respectively).

The labor market weakened in 2007, when 850 thousand less jobs were
created than during the previous year. Nevertheless, the number of new jobs was
higher than during 2004 when the sustained expansion of employment began.
Although the decline in the labor market was particularly evident in the goods
sector, job creation in the services sector also fell significantly. The average
unemployment rate remained unchanged compared to the previous year (4.6
percent).
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Table 2
U.S. Aggregate Supply and Demand
Annual and annualized quarterly percentage change

2005 2006 2007 2007

| 1] 1] [\
GDP 31 29 2.2 0.6 3.8 4.9 0.6
Domestic absorption 34 28 1.8 1.7 21 25 1.1
Private consumption 3.2 31 2.9 3.7 1.4 2.8 2.3
Private fixed investment 69 24 29 -4.4 3.2 -0.7  -4.0
Nonresidential 71 6.6 4.7 2.1 11.0 9.3 6.0
Residential 6.6 -46 -17.0 -16.3 -11.8 -205 -25.2
Government expenditure 07 18 2.0 -0.5 4.1 3.8 2.0
Exports of goods and services 69 84 8.1 11 75 191 6.5
Imports of goods and services 59 59 1.9 3.9 -2.7 4.4 -1.4

1/ Excluding inventories.
Source: Bureau of Economic Analysis (BEA).

Headline inflation rose mainly as a consequence of higher energy
prices. Annual CPI inflation was 4.1 percent in December 2007, after having been
around 2 percent in August and 2.5 percent at the end of the previous year. Core
inflation ended the year at 2.4 percent, figure slightly lower than that registered in
2006 (2.6 percent). Such result suggests that the core index was not
contaminated by increases in prices of products excluded from its calculation and
that slower economic growth might have contributed to reduce inflationary
pressures.

Despite the increase in the oil bill, the current account deficit contracted
for the first time since the recession of 2001. Such result responded to the
deceleration of economic activity in the U.S., the solid economic expansion in the
rest of the world, and the depreciation of the US dollar, which drove exports and
discouraged imports. Thus, the current account deficit expressed as a proportion
of GDP declined from 6.2 percent in 2006 to 5.3 percent in 2007.

Financial markets in the U.S. were subject to persistent turmoil during
2007. From the start of the year concerns were voiced about rising delinquency
rates on subprime mortgage loans, particularly the segment subject to adjustable
interest rates. The deterioration of this portfolio is fundamentally explained by the
end of the boom in the real estate sector. During the period when housing prices
registered double figure annual growth rates, subprime mortgage borrowers were
able to refinance their loans, extracting additional liquidity as the real estate they
used as collateral increased in value, allowing them to make the corresponding
interest payments.

However, the financial viability of many of these mortgages, often
agreed at interest rates set to be raised after a certain period of time, declined as
expectations of continued price increases in the real estate sector dissipated.
When conditions in the housing market changed, borrowers with credit
agreements with low initial payments found it increasingly harder to refinance their
liabilities and cover the rapidly increasing payments stipulated in the contracts.
Thus, the rebound in interest rates and the weakening of house prices led to
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escalated debt delinquency rates and foreclosures_for a growing number of high
risk mortgage holders.

Subprime mortgage borrowers and the investors who bought such
mortgages were most directly affected by the collapse of this market. However,
despite the relatively small size of the subprime mortgage market, the influence of
different factors caused that this crisis had a substantial impact on other financial
markets. In particular, the deterioration of the subprime mortgage market seems
to have led to perceptions of greater global credit risk among investors.
Furthermore, the complexity of financial instruments used in this market meant
investors became more conscious of the difficulties involved in determining the
value of a wide range of financial assets. The latter increased the demand for
evaluations by third parties, particularly credit rating agencies. When the crisis
began such agencies exhibited a loss of confidence which affected even non-
mortgage related assets. When losses in the subprime market affected tranches
with higher seigniority over the collateral,* investors loss of confidence extended
to some financial assets which had until then been considered liquid and safe,
particularly asset-backed commercial paper.

The contagion of problems in the subprime mortgage market to other
segments was also driven by its impact on commercial banks and monoline
insurers. Although banks were not directly exposed to low-quality loan operations,
many of them actively participate in the promotion of such financing via operations
not included in their balance sheets such as loan underwriting, the creation of
structured investment vehicles, consulting services, and contingency financing.

The further deterioration of the subprime mortgage market forced a
considerable number of commercial banks to provide financial support to this
market, either by granting financing or other type of support, or by keeping such
mortgages in their balances in accordance with contract commitments or to
prevent reputational risk. Furthermore, banks’ balance sheets expanded as the
number of mortgage and other loans --for which a secondary market
disappeared—increased. In response to the deterioration in banks’ balances, the
appearance of unexpected losses, and uncertainty among banks over subprime
mortgage holdings, financial institutions became reluctant to grant loans in the
interbank market and this led to a liquidity crisis. Credit conditions for firms and
households also tightened. The problem reached a global scale when it was
revealed that several institutions from Europe and other regions were highly
exposed to subprime mortgage risks, which contributed to a contraction in global
liquidity.

The crisis also affected financial institutions specialized in insuring
different types of securities known as “monoline insurers”. These institutions’
credit ratings decreased after they suffered large losses due to the backing they
had given to assets involved in the mortgage crisis. Thus, the differentials on their
credit default swap (CDS) contracts widened from November 2007. The
aforementioned affected other types of assets backed by them, but not related to
the subprime mortgage problem, such as municipal bonds.

' It is important to note that these products are created by grouping different financial instruments and
backing them with collateral (bank debt, mortgages, student loans, etc.). These are then sold to investors
under a tranche format with different degrees of priority over such collateral. Assets with the highest rights
over collateral obtain higher credit ratings.
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Central banks affected by the subprime mortgage crisis responded in
different ways during 2007. Such measures included injecting liquidity to financial
markets, making the conditions of access to central bank financing more flexible,
concerting actions among several of them and changing their monetary policy
stance.

In the first phase, the measures adopted by central banks, including the
Federal Reserve and the European Central Bank (ECB), focused on supplying
considerable amounts of liquidity to financial markets. These measures were then
supported by efforts in other areas. Thus, in the middle of August the U.S. Federal
Reserve cut its discount rate by 50 basis points (thereby reducing the margin
between this rate and the federal funds rate to half a percentage point) and
increased the term of financing through the discount window. This measure also
allowed banks to request resources from the Federal Reserve using a wider range
of collateral than that required in open market operations. Later, in September, the
Federal Open Market Committee reduced its target for the federal funds rate by
50 basis points.

These initial measures had a positive impact on the markets.
Nevertheless, the announcement of considerable losses in commercial banks and
bond insurers (in a context of a further deterioration of the subprime mortgage
market, greater uncertainty about the risks in other markets, and on the possible
additional losses of financial institutions) led to a new episode of turbulence at the
end of 2007.

Under such context, the Federal Reserve announced in December a
new instrument to supply funds to the financial system known as Term Auction
Facility (TAF), which had the objective of overcoming some limitations of the
discount window. Additionally, the central banks of several advanced economies
coordinated efforts to supply liquidity. As part of such measures, foreign exchange
swap lines were established between the Federal Reserve, the European Central
Bank, and the Swiss National Bank in order to ensure the availability of US dollar
liquidity. Furthermore, some central Banks, including the Federal Reserve, the
Bank of England and the Bank of Canada, cut their reference interest rates, while
the ECB and the Bank of Japan left theirs unchanged.? The U.S. government also
introduced a series of measures designed to prevent increases in moratorium
interest rates and foreclosures on mortgage loans. The latter included actions to
make asset refinancing easier through the widening of the federal government
program for granting guarantees on mortgages as well as efforts to facilitate
negotiations between debtors and creditors and avoid costly embargo processes.

Although these measures once again calmed the markets and lowered
risk premia, they did not provide a definite solution to the problem. Thus, the
differential between interbank rates and yields on government bonds remained
high towards the end of 2007. As a result, the difficulties in international financial
markets significantly increased the risks of economic slowdown, particularly in the
u.s.

2 The Federal Reserve reduced its target for the federal funds rate by 50 basis points in September and by
25 basis points in October and December. The Bank of England had raised its reference rate by a quarter
percent on three occasions during the year, but in December it ended such process and lowered its policy
rate by 25 basis points.
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Although the world’s stock markets underwent high volatility in 2007,
losses mainly concentrated in advanced economies’ financial institutions. During
the year, the Standard & Poor’s index and the FTSE rose by 3.5 and 3.8 percent,
respectively, while the Nikkei fell 11 percent. The US dollar depreciated
considerably, adding to the depreciation accumulated in previous years. The
Federal Reserve’s effective exchange rate for the US dollar depreciated 7.3
percent against the main currencies and 6.4 percent against the wider basket of
currencies by the end of the year.?

In 2007, the Japanese and Euro economies grew at a vigorous pace,
although at a slower rate than that registered during the previous year. In the Euro
economies, GDP expanded 2.6 percent (0.2 percentage points less than during
the previous year), driven mainly by domestic demand. Economic growth in the
Euro area weakened towards the end of the year due to the difficulties in financial
markets and the impact of high oil prices on real disposable income. The
Japanese economy grew 2.1 percent during 2007, after having expanded 2.4
percent in 2006. GDP growth in Japan resulted from solid investment and strong
exports, in a context of relatively weak consumption expenditure. Economic
activity in the U.K. registered robust growth (3.0 percent) despite the problems in
the financial sector, which included the first bank rescue in the U.K. since 1998. In
Canada, GDP growth was slightly lower than during the previous year (2.7 percent
compared to 2.8 percent), due to weaker demand from its main trading partner
and lower availability of credit. As for prices, headline inflation rebounded
significantly in the Euro zone during 2007, particularly in the last quarter in
response to increasing oil and food prices. Thus, at the end of the year, headline
inflation was 3.1 percent, more than half a percentage point above the European
Central Bank’s target. In Japan, inflation recorded positive figures at the end of
the year, although core inflation remained in negative ground.* At the end of 2007,
inflation in the United Kingdom was 2.1 percent, despite robust economic growth
and rising energy prices. Headline inflation in Canada (2.4 percent) remained
above the target band midpoint of 2 percent, while inflation excluding food and
energy was 1.7 percent, partly due to the effects of the significant appreciation of
Canada’s currency to a virtual one-to-one parity with the US dollar.

In 2007, emerging market economies expanded at higher or similar
rates to those observed during the previous year. In China, GDP grew 11.4
percent (0.3 percent more than in 2006), due to strong investment and exports,
although the growth of these components declined slightly at the end of the year.
In 2007, GDP growth in Russia was 8.1 percent. The position of this country as
the world’s main exporter of crude oil also contributed to the fact that its current
account surplus represented around 6 percent of GDP. In India, economic
expansion was slightly lower than during the previous year (9.2 percent compared
to 9.7 percent), and was mainly driven by domestic demand which resulted in a
current account deficit equal to 1.8 percent of GDP. The vigorous pace of
economic activity in China led to a strong increase in inflation in that country (6.5
percent at the end of 2007), despite measures taken by its central bank to tighten
monetary policy. Inflation in India was 5.5 percent at the end of 2007, while in

The Federal Reserve’s real effective exchange rate of the US dollar against major currencies is an
average of the dollar's value vis-a-vis the euro, the yen, the Canadian dollar, the pound sterling, the
Swiss franc, the Australian dollar, and the Swedish crown. The wider index calculated by the Federal
Reserve includes currencies of 26 countries.

Inflation figures included in this section refer to the Consumer Price Index.
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Russia, it ended the year at almost 12 percent, by far exceeding its central banks’
target (6.5-8 percent).

In Latin America, GDP expanded 5.6 percent during 2007 (5.5 percent
in 2006), mainly in response to domestic demand. The region’s current account
balance remained positive, although very close to equilibrium (0.5 percent of
GDP). The economy of Argentina expanded for the sixth consecutive year and
continued to register one of the highest growth rates in Latin America. In Brazil,
GDP grew 5.4 percent, in a context of sustained reductions in real interest rates.
Chile recorded robust economic growth in 2007 (5.1 percent), despite different
monetary policy measures to control the rebound in inflation caused by oil and
food prices. Chile’s CPI grew at an annual rate of 7.8 percent in December, its
highest level since 1995. Inflation also remained high in Argentina, while in
Venezuela it rose to more than 20 percent at the end of 2007. In Brazil, inflation
ended the year at 4.5 percent, basically in the center of the target band.

The difficulties in international financial markets during 2007 had a less
significant impact on emerging economies than during previous episodes of
turmoil. This is partly explained by improved economic fundamentals in such
countries during recent years, as well as by the favorable trajectory of their terms
of trade. Furthermore, in general, these economies’ financial institutions are not
significantly exposed to subprime mortgage-backed assets. Capital flows to
emerging economies remained at high levels despite episodes of nervousness.
Although these countries’ stock markets suffered contagion from events in
advanced economies, they still exhibited gains at the end of the year. For the first
time in several years, sovereign risk spreads for emerging economies followed an
upward trend during 2007 -after having reached historically lows in the middle of
the year- as a result of increased global risk perceptions. Nonetheless, in
historical terms sovereign risk spreads were still relatively low.

® In 2007, the stock market indices of Brazil, China, India, and Russia rose by 43.6, 181.2, 63.0, and 19.2
percent, respectively.



Banco DE MEXIcO

Developments in the Mexican Economy: General
Overview

10

l.1. Economic Activity

The slowing of economic activity in Mexico during 2007 included GDP
as well as the different components of aggregate demand, especially exports of
goods and services. The latter responded to the slower rate of growth of external
demand from the U.S. Thus, in 2007, GDP grew 3.3 percent, figure below that
registered in 2006 (4.8 percent). All three sectors of the economy contributed to
economic growth in 2007, although more significantly the services sector than the
agricultural and industrial sectors. The industrial sector grew slightly, particularly in
its manufacturing production component. Economic activity slowed down
significantly during the fourth quarter, as recorded by seasonally adjusted
guarterly figures for GDP, which were also below those recorded during the
second and third quarters of the year.

In 2007, the performance of the Mexican economy was mainly
characterized by the following:

a) Both domestic and external aggregate demand as well as GDP grew at
a lower rate than in 2006.

b) Although the private consumption component of aggregate demand
decreased, it continued to make the largest contribution to real GDP
growth, followed by gross capital formation. The slower expansion of
consumption expenditure responded to several factors among the most
important of which were: although financing for consumption continued
to grow at high annual rates, these were below those recorded in the
previous year; the reduction in the real annual growth of the total wage
bill; the significant slowdown in inflows from workers’ remittances; and
Mexico’s business confidence and climate indicators weakened along
with forecasts for economic growth. The latter might have had a
negative impact on private expenditure.

C) Investment outpaced economic growth for the fourth consecutive year.
These developments resulted from increases in both public and private
investment expenditure. Imported capital goods registered the highest
growth among the components of investment expenditure.

d) Total public expenditure was higher in 2007 than in the previous year
mainly due to a significant increase in investment expenditure. These
developments were favored by increased public revenues, resulting from
higher oil prices.
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e) Exports of goods and services made the largest contribution to the
decline in the annual growth of aggregate demand. Such result mainly
reflected the deceleration of demand from the U.S.

f) Economic growth was higher in the non-tradable goods sector than in
the tradable goods sector.

According to the National Statistics Bureau (Instituto Nacional de
Estadistica, Geografia e Informatica, INEGI), GDP rose 3.3 percent at constant
prices during 2007 (Graph 1). During the same year, aggregate supply and
demand increased 4.8 percent. On the supply side, this result stemmed from GDP
growth and an 8.2 percent increase in merchandise and services imports. On the
demand side, these results originated from the positive growth exhibited by
consumption (3.8 percent), investment expenditure (6.7 percent), and exports of
goods and services (5.5 percent) (Table 3).

Graph 1
GDP Quarterly Growth
a) Original Data b) Seasonally adjusted data
Annual percentage change Quarterly percentage change
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Source: National Accounts, INEGI.
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Table 3
Aggregate Supply and Demand
Annual percentage change in relation to the same period of the previous year

2004 2005 2006 2007
I 11 \% Annual

Aggregate Supply 6.2 4.4 6.9 3.6 4.1 5.5 5.9 4.8
GDP 4.2 2.8 4.8 2.7 2.9 3.7 3.8 3.3
Imports 11.6 8.6 11.9 5.6 7.0 9.4 10.5 8.2
Aggregate Demand 6.2 4.4 6.9 3.6 4.1 5.5 5.9 4.8
Total consumption 3.6 4.6 5.1 2.8 3.9 3.6 4.8 3.8
Private 4.1 5.1 5.0 3.6 4.6 3.9 4.6 4.2

Public -0.4 0.4 6.0 -3.8 -1.3 15 5.9 0.8

Total investment 7.5 7.6 9.9 5.1 6.7 5.9 8.9 6.7
Private 8.8 9.7 11.5 9.3 7.5 3.7 5.8 6.5

Public 25 -0.6 2.8 -15.3 2.1 186  20.3 7.3

Exports 11.6 7.1 11.1 4.3 3.2 7.9 6.4 5.5

Source: National Accounts, INEGI.

Both the private sector (4.2 percent) and the public sector (0.8 percent)
contributed to the boost in consumption expenditure during 2007. Consumption
measured as a proportion of GDP at constant prices reached 82.9 percent, a
higher level than that recorded in 2006 (82.5 percent). Such result reflected the
fact that private consumption grew as a percentage of GDP, rising from 73.6
percent of economic growth in 2006 to 74.2 percent in 2007 (Graph 3).

Graph 2
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Source: Prepared by Banco de México with data from INEGI.
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Graph 3
Private Consumption and Private Investment
GDP percentage at constant prices
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Source: Prepared by Banco de México with data from INEGI.

Consumption growth in 2007 responded to increased purchases of
different products. In particular, purchases of nondurable goods and services rose
4.2 percent (3.3 percent in goods and 4.9 percent in services), while those of
durable goods rose 3.4 percent. However, these results were lower than those
recorded in 2006. The slowdown of private consumption mainly responded to the
following factors: a modest increase in revenues from workers’ remittances, the
contribution of which to consumption growth also declined; slower job creation -
which combined with lower real average earnings in several sectors- implied a
decrease in households’ available income; and, the decline in consumer credit
granted by banks and non-bank financial intermediaries.

In 2007, gross fixed capital formation at constant prices rose 6.7
percent, figure below those observed during the previous three years. Investment
in machinery and equipment grew 10.3 percent. Such result responded to
investment in imported and domestic machinery which rose 12.3 percent and 5.6
percent, respectively. Investment in construction increased by 2.1 percent.
Although total investment slowed during 2007, it grew at a higher rate than GDP
for the fourth consecutive year.

In 2007, the growth of total investment resulted from increases in both
private sector investment (6.5 percent) and public sector investment (7.3 percent).
According to figures from INEGI, public investment expenditure fluctuated
throughout the year. Thus, in the first half of 2007 such expenditure fell 7.1
percent at an annual rate, while in the second half of the year it exhibited robust
growth (19.7 percent). In 2007, private investment increased as a proportion of
GDP, equaling 18.6 percentage points of real GDP. Investment expenditure
benefited from the fact that various sectors of the economy obtained higher profits
and enjoyed greater access to credit which enabled them to finance their
investment expenditure.
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During 2007, public expenditure in goods and services rose 2.7 percent
at constant prices. This variation resulted from increases of 0.8 and 7.3 percent in
consumption and investment, respectively.

In response to the slowing of external demand in 2007, exports of goods
and services (at constant prices) grew at a lower rate than during 2006 (5.5
percent compared to 11.1 percent). The value of exports measured as a
proportion of GDP at constant prices was 41.7 percent, figure higher than the
previous year's (40.9 percent). In 2007, Mexico’s total foreign trade at constant
prices accounted for 88.7 percent of GDP.

Financing of gross capital formation measured as a proportion of GDP
at current prices was 21.2 percent in 2007 (Table 4). Given that domestic saving
equaled 20.4 percent of GDP in the same year, the difference necessary to
finance gross capital formation was covered with external savings, equaling 0.8
percentage points of GDP (the same figure as that for the current account deficit).

Table 4
Saving and Investment
Percentage of GDP at current prices

Item 2002 2003 2004 2005" 2006" 2007 "
Financing of Gross Capital Formation 206 205 220 218 219 212
External saving 2.2 14 1.0 0.7 0.3 0.8
Domestic saving 18.4 19.1 21.0 21.1 21.6 20.4

p/ Preliminary figures.

1/ Includes gross fixed capital formation plus changes in inventories.

Source: Prepared by Banco de México with data from Mexico’s National Accounts (Sistema de Cuentas Nacionales de
México) of INEGI, except for external saving figures, which are obtained from the balance of payments’ current
account measured in current pesos and as a proportion of GDP.

Mexico’'s Consumer Confidence, Business Confidence and Private
Sector Analysts’ Confidence indices all ended 2007 at lower levels than those
recorded in December of the previous year (Graph 4). All three of Mexico’'s
confidence indicators weakened throughout the year.
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Graph 4
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Banco de México and INEGI.

Mexico's economic expansion (3.3 percent) in 2007 was attributed to
growth in all three sectors of the economy: the services, industrial and agricultural
sectors grew 4.4, 1.4 and 2 percent, respectively (Table 5). The relative
improvement in the services sector implied that the gap between the annual
growth of non-tradable and tradable goods widened in 2007 (Graph 5).

Graph 5
Tradable and Non-tradable GDP
Seasonally adjusted data, annual percentage change
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Prepared by Banco de México with data from INEGI.

Agriculture, forestry and fishing GDP rose 2 percent in 2007 (5.2 percent
in 2006). Agriculture benefited from favorable weather conditions which allowed

15
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an annual increase of 9.4 percent in the volume of the main Autumn-Winter
season crops, especially safflower, sorghum, corn, wheat, tomato and rice.
Regarding perennial crops, there were also increases in the volumes harvested of
copra, nut, papaya, sugar cane, green alfalfa, pineapple, mango, and orange.
Finally, the livestock sector registered positive annual growth in the production of
pork, poultry, and fresh milk.

Table 5
Real GDP

Annual percentage change compared with the same period of the previous year

2007
2004 2005 2006 | 1l 1] \Y Annual
Total 4.2 2.8 4.8 2.7 2.9 3.7 3.8 3.3
Agriculture, Forestry and Fishing 35 -2.1 5.2 0.4 2.0 3.9 1.9 2.0
Industrial Sector 4.2 17 5.0 0.9 1.1 1.6 1.8 14
Mining 34 21 24 -0.5 14 -0.3 0.3 0.2
Manufacturing 4.0 14 4.7 0.2 0.8 15 15 1.0
Construction 6.1 3.3 7.2 2.6 1.2 2.1 2.6 2.1
Electricity, gas, and water 2.8 17 5.5 5.2 3.1 2.9 4.7 3.9
Services Sector 4.4 4.0 4.9 3.9 3.8 4.8 4.9 4.4
Trade, hotels, and restaurants 5.5 2.7 3.7 1.7 25 3.2 3.4 2.7
Transport and communications 9.2 7.1 9.1 7.9 7.2 9.6 10.1 8.7
Financial, insurance, and real estate 3.9 5.8 5.4 4.9 4.7 5.2 5.3 5.0
Community, social and personal services 0.6 1.8 2.9 2.3 2.1 25 25 2.4

Source: Mexico’s National Accounts (Sistema de Cuentas Nacionales), INEGI.

In 2007, the industrial sector grew just 1.4 percent, mainly in response
to developments in the manufacturing sector, which expanded 1 percent.
Construction, mining, and electricity grew 2.1, 0.2 and 3.9 percent, respectively.
All the preceding figures were below those recorded for such sectors in 2006. The
slight improvement in mining resulted from a combination of a 3.7 percent
expansion in non-oil mining and a 2.8 percent contraction in oil mining.

During 2007, growth in the manufacturing industry was influenced by a
significant slowdown in the automotive industry. Automotive production in Mexico
increased only 2 percent in 2007, after having grown 21.1 percent during 2006.
The latter resulted from a 4.5 percent rise in the number of export units (27.9
percent in 2006) and a 5.5 percent decline in those destined for the domestic
market. Car retail sales contracted 3.5 percent due to robust used-vehicle imports.
In 2007, vehicle exports accounted for 77.3 percent of domestic production, while
63 percent of domestic demand was fulfilled with imported units.

The automotive industry (vehicle bodies, engines, and spare parts) was
one of the most dynamic branches of manufacturing during 2007 together with
glass and glass products; fruit and vegetables; beverages; and, beer and malt. In
total, 29 of the 49 branches grew in 2007, while the remaining 20 branches
contracted.

In line with the deceleration of manufacturing production, only 32
percent of the manufacturing companies participating in Banco de México’s
Business Climate Survey in 2007 had increased their output capacity. It is
important to mention that such figure rose from 26 percent in 2002 to 37 percent
in 2006 (Graph 6).
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Percentage of Manufacturing Firms that Expanded their Installed Capacity
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In 2007, services GDP grew 4.4 percent, due to increases in its four
components: transport, warehousing and communications (8.7 percent); financial,
insurance and real estate and rental services (5 percent); community, social and
personal services (2.4 percent); and, commerce, restaurants, and hotels (2.7
percent). Higher retail sales in the domestic market were one of the main
contributors to the growth of commerce, restaurants, and hotels. According to the
National Retailers Association (Asociacion Nacional de Tiendas de Autoservicio y
Departamentales, ANTAD), total retail sales rose 9.6 percent in real terms (14.8
percent in 2006). Hotel occupancy expanded during 2007, particularly in
traditional beach resorts like Acapulco, Cozumel, and La Paz.

The expansion of transport and communications mainly reflected the
evolution of cellular phone services as well as several types of transport,
particularly air, road freight, and rail. Financial and rental services GDP grew as a
result of significant advances in banking services. Finally, the expansion of
community, social and personal services GDP was the result of increases in
medical and education services as well as in its “other services” component.

The growth of economic activity during 2007 did not imply pressure on
Mexico’s output capacity, which might have then been passed on to prices. In this
regard it is important to mention the following:

a) GDP and domestic demand decelerated significantly in 2007 compared
to levels observed during 2006 (GDP growth declined from 4.8 to 3.3
percent and that of demand from 5.4 to 4.5 percent, respectively). As a
result, the gap between both items did not widen.

b) GDP growth was close to its potential, while output gap indicators
remained, in general terms, close to zero.

C) Indicators prepared by Banco de México reveal there was no shortage
of labor in the manufacturing industry during 2007, which might have put
upward pressure on wages in that sector.
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d) Robust investment expenditure during recent years has strengthened
Mexico’s output capacity and allowed for increased investment in more
modern and productive projects.

e) Finally, the modest deficit recorded by the balance of payments current
account in 2007 (just as the slight increase in the non-oil trade balance)
also implies that neither external accounts nor domestic prices were
significantly affected by demand pressures.

.2. Employment, Earnings, and Productivity

The slowdown of economic growth in 2007 compared to that registered
during 2006 led to a deceleration in the demand for labor, particularly in the formal
sector.

The most relevant aspects of the labor market during the year were:

a) Although there was a significant rise in the number of workers insured
by the IMSS, such increase was lower than that recorded in 2006.

b) Formal employment growth was more evident in temporary jobs than in
permanent jobs in urban areas. The aforementioned might be due to the
fact that in response to labor market rigidities companies have
leveraged their production processes by employing temporary workers.

C) The number of workers insured by the IMSS increased more in the
services sector than in the industrial sector.

d) The improvement of formal employment did not translate into a shortage
of skilled labor.

e) The national unemployment rate was slightly higher than in 2006.

f) The proportion of the population in informal employment and the

underemployment rate remained high throughout the year.

In 2007, 14,721,910 workers were insured by the Social Security
Institute (Instituto Mexicano del Seguro Social, IMSS), 756,352 more than at the
end of 2006 (from December 2006 to December 2007), thus representing an
annual growth of 5.42 percent, below the 6.72 percent (879,533 employees)
recorded at the end of 2006. The number of workers insured in urban areas rose
by 374,515 (3.3 percent), while that of temporary workers increased by 381,837
(15.2 percent). According to seasonally adjusted figures, at the end of 2007 formal
employment surpassed its maximum level reached at the end of 2000 by
2,220,334 jobs (Graph 7).

Formal jobs were created in most states in 2007, except for Tlaxcala
and Chiapas, which recorded meager job creation. The states with the highest
annual increases in number of workers employed were: Mexico City (the Federal
District-D.F.) (143,182), Estado de México (79,412), Nuevo Ledn (64,815), and
Jalisco (63,907). The improvement in formal employment included most economic
sectors, although the most significant growth was recorded in services, particularly
in trade (181,629 workers and 6.6 percent), and personal, company and
household services (287,377 workers and 9 percent). Formal employment in the
industrial sector grew less (209,308 workers and 3.9 percent), particularly in the
manufacturing industry (119,162 workers and 3 percent).
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Graph 7
Workers Insured by the IMSS: Permanent and Temporary in Urban Areas
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Source: IMSS. Seasonal adjustments by Banco de México.

Monthly indicators for the manufacturing sector prepared by Banco de
México reveal that, in 2007, firms did not face any difficulties in hiring skilled labor
for their production, sales, and administrative areas (Graph 8).

Graph 8
Manufacturing Sector, Labor Shortage Indicators
2-month Moving Average of Balance of Responses
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Source: Banco de México, Monthly Survey of Manufacturing Firms’ Conditions. Balance of responses refers to the weighted
percentage of firms that faced greater competition from other firms to hire skilled labor (or firms mentioning that the
number of workers that resigned to be hired by other firms increased) minus those mentioning to have faced less
competition in hiring workers.
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Table 6
Employment Indicators
2004 2005 2006 2007
I Il 1] I\ Nov. Dec. Annual

Workers Insured by the IMSS Annual percentage change

Total 1.71 3.34 6.24 6.56 6.11 5.74 5.61 5.66 5.42  6.00
Permanent 116 173 297 3.72 342 332 335 334 327 345
Temporary in urban areas 5.45 13.81 25.23 21.20 19.27 16.94 1577 1596 15.20 18.16
Manufacturing -0.27 162 474 413 297 256 292 285 3.00 314
Agriculture -9.67 038 924 314 868 1224 1463 1580 13.17 941
Extractive industry 3.24 4.48 6.78 7.63 9.09 1217 1462 1498 13.98 10.93
Construction 243 654 1501 13.64 1288 967 7.60 7.88 6.52 10.82

Percent of Economically Active Population

Open Unemployment Rate 3.92 3.60 3.61 4.00 3.36 3.91 3.60 3.46 340 372
D.F. (Mexico City) 593 558 553 570 592 646 583 ND. ND. 5098
Jalisco 395 360 356 349 294 348 325 ND. ND. 329
Nuevo Lebn 556 515 4.99 498 454 486 386 ND. ND. 456

Source: IMSS and National Employment Survey (Encuesta Nacional de Ocupacion y Empleo, ENOE), INEGI.

N.A. Not available.

The improvement in formal employment during 2007 did not translate

into a reduction of Mexico's unemployment rate. According to the National
Employment Survey (Encuesta Nacional de Ocupacion y Empleo, ENOE)
conducted by INEGI, the average National Unemployment Rate was 3.72 percent
in 2007, while that registered in 2006 was 3.61 percent (Table 6). The percentage
of the working population employed in informal-related activities rose throughout
the year to an average of 27.3 percent in the fourth quarter of 2007 (as compared
with 26.6 percent during the same quarter of 2006), while those who considered
themselves as underemployed remained high (Table 7).

Table 7

Employment Characteristics
Percentage of Working Population

2006 2007
| Il I IV Annual | Il I} IV Annual
Underemployment rate 6.2 6.0 8.2 7.0 6.8 7.7 6.9 6.9 7.1 7.2
Employment rate (informal sector) 27.6 27.2 26.8 26.6 271 26.9 271 269 273 27.1

Source: National Employment Survey (Encuesta Nacional de Ocupacién y Empleo, ENOE), INEGI.
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Graph 9
National Unemployment Rate in Urban Areas
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Some of the most important issues regarding earnings and output per
worker during 2007 were:

a) The main indicators for earnings exhibited mixed growth.
According to the results of the National Employment Survey
(Encuesta Nacional de Ocupacion y Empleo, ENOE), nominal
earnings recorded lower average growth than during 2006, while
the IMSS reference wage and contractual wages rebounded
(Graph 10 and Table 8).

b) Average output per worker calculated using information from the
ENOE and Mexico’s National Accounts System grew at a lower
rate than in 2006.

According to ENOE figures, average nominal earnings for the economy
as a whole rose 5.3 percent during 2007,” 1.5 percentage points less than in
2006. In particular, the growth of such indicator slowed during the second half of
2007 (Graph 10).

® This indicator includes total payments to the worker in money and in kind.

21



Banco DE MEXIcO

Graph 10
Average Nominal Income per Person (ENOE)”
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Source: Calculations by Banco de México using data from INEGI.
1/ Corresponds to remunerated workers’ income, which included 40.1 million people during 2007.

Earnings of formal sector workers, measured by the IMSS average
reference wage, were 211.0 pesos per day on average in 2007, thus implying a
nominal increase of 5.5 percent, 0.2 percentage points above 2006 figures.
Regarding permanent workers, the IMSS reference wage grew on average 5.4
percent in annual terms in 2007, figure higher than that observed in 2006 (5.1
percent).

As for wages in the different sectors of the economy, the highest
increases were obtained by workers employed in agriculture, livestock, forestry,
hunting and fishing, as well as in mining (Table 8).

An analysis of companies according to their size reveals that formal
sector workers insured by the IMSS employed in companies with over 300
employees obtained the highest wage increase (5.4 percent, in nominal terms),
1.7 percentage points above that of 2006 (3.7 percent).® Nonetheless, IMSS
reference wage increases in 2007 were not higher than those recorded during
2006 in all sectors. For instance, wages in companies with from one to 50 workers
and those with 101 to 300 employees grew at a significantly slower rate (Table 8).

" The IMSS reference wage is composed of a worker’s daily wage plus different benefits such as bonuses,
holiday pay, and commissions, among others.

& Mexico’'s Minimum Wage Commission (Comision Nacional de los Salarios Minimos, CONASAMI) groups
companies according to the number of employees.
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Table 8
IMSS Average Reference Wage
Annual percentage change, pesos per day, and percentage structure of insured permanent workers

Percentage

Annual Percentage Change Pesos per day Structure of

Activity Permanent

Workers Insured
2((:))6 2(0;7 ®) - (A) 2006 2007 2007
Total workers (permanent and temporary) 5.3 5.5 0.2 200.0 211.0
Permanent workers 5.1 5.4 0.3 198.5 209.2 100
Permanent workers by economic activity
Agriculture, forestry, hunting and fishing 0.6 8.1 7.5 109.4 118.2 2.6
Mining industries 9.4 8.1 -1.3 245.9 265.8 0.6
Manufacturing 5.7 6.1 0.4 201.0 213.2 30.9
Construction 6.3 5.7 -0.6 158.2 167.1 5.2
Electricity, and potable water supply services 7.3 7.9 0.6 430.2 464.2 1.2
Commerce 6.0 54 -0.6 174.4 183.8 21.4
Transportation and communications 4.4 4.0 -0.4 260.5 270.8 5.8
Services provided to firms and individuals 4.6 4.7 0.1 202.7 212.2 25.0
Social services 4.9 5.0 0.1 210.9 221.5 7.2
Permanent workers by firm size

Workers (1-10) 6.7 5.4 -1.3 106.2 111.9 14.6
Workers (11-50) 5.4 5.1 -0.3 157.0 165.0 18.2
Workers (51-100) 4.1 4.9 0.8 190.8 200.2 9.7
Workers (101-300) 4.5 4.3 -0.2 214.8 224.1 18.2
Workers (301-above) 3.7 5.4 1.7 247.5 261.0 39.4

Source: Calculations by Banco de México using data from the Minimum Wages’ Commission (Comisién Nacional de los Salarios Minimos, CONASAMI).

As for workers in firms and entities under federal jurisdiction, contractual
wages recorded an average nominal increase of 4.2 percent during 2007,° 0.1
percentage points above its observed level of the previous year (Table 9).

During 2007, average wage revisions granted to workers in privately-
owned firms recorded a weighted increase of 4.3 percent, 0.2 percentage points
above that obtained by workers in publicly-owned firms (Table 9). It is important to
mention that in the case of the latter, average contractual wage increases rose
from 3.8 to 4.1 percent between 2006 and 2007 mainly as a result of higher
increases negotiated in the energy and social security sectors.

Table 9
Contractual Wages in Firms under Federal Jurisdiction
Percentage change, weighted average of period Y

2003 2004 2005 2006 2007
1l 1 \Y Annual
Total 4.7 4.1 4.4 4.1 4.2 4.4 4.3 4.1 4.2
Publicly-owned 4.1 3.5 4.0 3.8 3.9 4.2 4.3 4.0 4.1
Privately-owned 5.2 4.6 4.7 4.4 4.3 4.4 4.3 4.4 4.3
Manufacturing 5.2 4.6 4.7 4.4 4.4 4.5 4.5 4.5 4.4
Other sectors 4.6 3.9 4.2 4.0 4.0 4.3 4.2 4.1 4.1

1/ Weighted average is calculated based on the number of workers benefited in each wage revision.
Source: Calculations by Banco de México using data from the Ministry of Labor.

® Contractual wages only include direct increases to the scale of wages negotiated by the worker.
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As for its size, 78.3 percent of workers in firms and entities under federal
jurisdiction were granted wage increases between 4.0 and 4.9 percent, as
compared with 53.2 percent in 2006 (Table 10).

Table 10
Contractual Wage Revisions by Interval Increase
Percentage distribution

2007
Interval Increase 2006
| 1 1 \% Average
According to number of workers benefited
0.0-3.9% 35.9 21.1 134 8.1 4.5 11.8
4.0- 4.9% 53.2 65.2 73.5 81.6 91.1 78.3
5.0- 5.9% 7.0 10.0 9.2 6.0 3.0 6.8
6.0 and over 3.9 3.7 3.9 4.3 1.4 3.1

Source: Calculations by Banco de México using data from the Ministry of Labor.

In December 2007, Mexico’s Minimum Wage Commission (Consejo de
Representantes de la Comisién Nacional de los Salarios Minimos, CONASAMI)
determined an increase of 4.0 percent to the General Minimum Wage to take
effect on January 1, 2008. Such increase was 0.1 percentage points above that
negotiated the previous year. The official average minimum wage was 50.84
pesos per day. The increase applied equally to all three geographic areas (Table

11).
Table 11
Nominal Minimum Wage
Pesos per day and annual percentage change

Pesos per day Annual percentage change
Period General Geographic Area General Geographic Area

A B C A B C
2002 39.74 42.15 40.10 38.30 5.78 4.50 5.70 6.90
2003 41.53 43.65 41.85 40.30 4.50 3.56 4.36 5.22
2004 43.29 45.24 43.73 42.11 4.24 3.64 4.50 4.50
2005 45.24 46.80 45.35 44.05 4.50 3.50 3.70 4.60
2006 47.05 48.67 47.16 45.81 4.00 4.00 4.00 4.00
2007 48.88 50.57 49.00 47.60 3.90 3.90 3.90 3.90
2008 50.84 52.59 50.96 49.50 4.00 4.00 4.00 4.00

Source: Prepared by Banco de México with data from CONASAMI.

During 2007, labor productivity, calculated with information from the
ENOE and Mexico’s National Accounts System, grew at an annual average rate of
1.6 percent, 0.3 percentage points below growth observed in the previous year.
This indicator slowed more significantly in the manufacturing industry, which grew
0.9 percent on average in annual terms in 2007, compared to 1.8 percent during
2006 (Graph 11).
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Graph 11
Output per Worker: Total Economy and Manufacturing Industryl’
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1/ To calculate the average output per worker, data on production from the National Accounts and on workers
employed from the ENOE was considered.
Source: Prepared by Banco de México with data from INEGI.

11.3. External Sector

The less vigorous growth of aggregate demand and GDP during 2007
translated into a modest deficit in the current account of the balance of payments,
measured as a proportion of GDP. In 2007, the external sector was characterized
by the following:

a) Non-oil exports grew significantly, although at a slower rate than during
2006. Such result reflected the deceleration of external demand from the
U.S., which also affected automotive exports. Exports to other markets
remained strong, leading them to increase their participation in total non-
oil exports. These developments were influenced by the depreciation of
the peso vis-a-vis non-US dollar main currencies.

b) The value of oil exports reached unprecedented levels in response to
considerably higher crude oil prices which prevailed in international
markets throughout most of the year. Nevertheless, the expansion of
such exports was surpassed by the growth of oil imports, implying a
reduction in the oil trade balance as compared with that observed in
2006.

C) A significant annual growth of merchandise imports but smaller than the
one shown in 2006. This result responded to the deceleration of GDP
and aggregate demand during the year. All three components of imports
(intermediate, capital and consumption goods) grew in 2007.

d) Inflows of workers’ remittances grew at a considerable slower rate, a
slowdown experienced by several Mexican states. The latter is the result
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f)

9)

of several factors, including: i) the slowdown of the U.S. economy,
especially in its construction industry, which is an important source of
employment for many Mexican workers; ii) the greater obstacles faced
by Mexican workers to migrate to the U.S. as a result of U.S. increased
border surveillance; iii) the additional difficulties for illegal immigrants to
find work in the U.S. due to stricter official controls in workplaces; and,
iv) the improved coverage of remittance operations influenced an
upward trend in the statistics in previous years, but its effect has
gradually decreased. Nevertheless, inflows of resources from
remittances continued to be an important source of income for a very
large number of Mexican families.

Capital account surplus due to the net result of the following: significant
inflows from foreign investment (both direct and portfolio), external
financing channeled to the bank and non-bank private sector, and also
to investment projects known as Pidiregas; outflows associated to public
sector’'s payments of foreign debt; and increases in Mexican assets held
abroad. The latter reflect the normal transactions of a country like
Mexico which is highly integrated to the world economy’s goods and
services and financial markets. These transactions include significant
flows of direct investment from Mexican firms located abroad, bank
deposits required by Mexican firms (exporters and importers) for their
commercial and financial transactions abroad; assets of investments
funds held abroad; bank deposits of the private and public sectors; and,
assets of public entities held abroad.

The amount of foreign direct investment was the second highest in the
Mexican economy’s history, surpassed only by that recorded in 2001,
which included a large acquisition in the banking sector.

Significant increase in net international reserves.
Table 12

Trade Balance
Million US dollars

Percentage Change

ITEM 2005 2006 2007 Absolute 2006 2007

1) ) ) Change in 2007 2)/(1) 3)(2)

Exports 214,233 249,925 271,875 21,950 16.7 8.8
Oil 31,891 39,022 43,018 3,996 22.4 10.2
Crude oil 28,330 34,707 37,937 3,230 225 9.3
Other 3,561 4,315 5,081 766 21.2 17.8
Non-oail 182,342 210,903 228,857 17,954 15.7 8.5
Agricultural 6,008 6,853 7,435 583 14.1 8.5
Mining 1,168 1,317 1,737 420 12.8 31.9
Manufacturing 175,166 202,734 219,685 16,951 15.7 8.4
Imports 221,820 256,058 282,975 26,917 15.4 10.5
Consumer goods 31,513 36,901 43,055 6,154 17.1 16.7
Intermediate goods 164,091 188,633 205,296 16,663 15.0 8.8
Capital goods 26,216 30,525 34,625 4,100 16.4 134
Total trade balance -7,587 -6,133 -11,100 -4,967 -19.2 81.0
Oil trade balance 14,973 19,005 17,341 -1,664 26.9 -8.8
Non-oil trade balance -22,559 -25,138 -28,441 -3,303 11.4 13.1

Note: Figures may not add up due to rounding.
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The trade deficit was 11.11 billion US dollars in 2007. Merchandise
exports rose 8.8 percent in response to increases of 10.2 percent in oil exports
and 8.5 percent in non-oil exports. Manufacturing exports also rose 8.4 percent as
a result of growth of 5.7 percent in automotive industry exports and 9.3 percent in
exports from the rest of the manufacturing sector (Table 12). It is also important to
mention that the expansion of non-oil exports stemmed from a combination of a
moderate rise in those channeled to the U.S. (4.8 percent) and a significant
increase in those to the rest of the world (30.2 percent).

During 2007, the value of oil exports reached the historically high level
of 43.018 billion US dollars (10.2 percent annual growth). This result is attributed
to the average price of the Mexican crude oil export mix, which rose from 53.04
US dollars per barrel in 2006 to 61.64 US dollars in 2007. Nonetheless, the
increase in the value of oil exports was surpassed by imports of such products. As
a result of the aforementioned, Mexico’'s oil trade balance (including
petrochemicals) declined from 19.005 billion US dollars in 2006 to 17.341 billion in
2007. It is important to mention that gasoline imports stood out in the foreign trade
of oil products, reaching a total equal to 26 percent of the value of crude oil
exports.

Merchandise imports rose 10.5 percent in 2007, figure below the 15.4
percent growth observed during the previous year (Graph 12). This result was due
to increases in all three components of imports: consumption goods (16.7
percent), intermediate goods (8.8 percent) and capital goods (13.4 percent). The
growth of imports was influenced upwards by the pattern followed by the oil
product component which increased 28.3 percent, while other imports expanded
by 9 percent.

From a regional perspective, Mexico’s trade deficit in 2007 resulted from
a combination of: i) a larger surplus with NAFTA trading partners; ii) the move
from deficit to surplus with the rest of the countries in America; and iii) an
increased deficit with other regions (Table 13). The increased deficit with Asia
mainly resulted from trade with China, which remains the second largest supplier
of merchandise to Mexico. The expansion of non-oil exports in 2007 originated
from a combination of a modest increase in those channeled to the U.S. and a
significant rise in those to the rest of the world (Table 14). Thus, the increase in
the value of non-oil exports during 2007 amounted to 17.954 billion US dollars, of
which exports to the U.S. accounted for 8.697 billion and those to the non-U.S.
market 9.257 billion.
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Graph 12
Foreign Trade (Merchandise)

28

a) Exports
Billion US dollars

300 -

272

250

200 -

150 -

100 +

50 -

o
1997 1999 2001 2003 2005 2007

c) Exports
Annual percentage change

25
21.82

S - -4.42
1997 1999 2001 2003 2005 2007

b) Imports
Billion US dollars

300 4 283

1997 1999 2001 2003 2005 2007

d) Imports
Annual percentage change

254 9073 22.88

-5 - -3.47
1997 1999 2001 2003 2005 2007



éE& ANNUAL REPORT 2007

Table 13
Trade Balance by Region
Million US dollars

Absolute Percentage Change
2005 2006 2007 Variation Exports Imports
(A) B) ©) (©)-(B) 2006 2007 2006 2007
TOTAL -7,587 -6,133 -11,100 -4,967 16.7 8.8 154 10.5
NAFTA 63,081 79,288 81,225 1,937 15.5 5.8 10.4 7.8
U.S. 65,016 81,488 82,697 1,209 15.4 54 9.9 7.8
Canada -1,935 -2,200 -1,472 728 22.2 25.4 19.6 8.0
REST OF THE WORLD -70,667 -85,422 -92,325 -6,903 24.6 28.2 21.9 13.7
Rest of America -1,827 -1,228 2,363 3,591 24.7 28.2 16.8 2.8
Europe -18,952 -20,585 -21,442 -856 19.7 33.4 12.3 14.5
Asia -48,875 -62,508 -71,873 -9,365 33.6 19.2 28.4 15.4
Other -1,013 -1,100 -1,372 =272 28.7 275 17.3 26.1
Note: Figures may not add up due to rounding.
Graph 13 Table 14
Contribution of Markets to Non-oil Exports’ Growth of Non-oil Exports to Different Markets
Growth in 2007
Percent Percent
GROWTH: 8.51% Share  Annual Growth
U.S. Rest of the Total 100.00 8.51
4.12%  Automotive world u.s. 82.54 4.83
0,
0% 4.39% Automotive 20.41 -0.15
Other 62.13 6.57
Rest of the World 17.46 30.16
Automotive 4,11 48.89
Other 13.35 25.30

In 2007, Mexican exports to the U.S. performed slightly better than
exports by other U.S. trading partners. Mexican exports to this market grew 6.3
percent, while total U.S. imports increased only 5.4 percent (Table 15). As a result
Mexican products’ share in such imports rose from 10.7 percent in 2006 to
10.8 percent in 2007 (Graph 14).
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Table 15
U.S. Imports
Percent
Share Annual Percentage Change: 2007
Total exclzsitsl oil
2006 2007 Total oil excluding  Automotive " dg
ol Automotive
Total 100.00 100.00 5.38 9.32 4.86 -3.30 6.36
Total excluding Mexico 89.31 89.21 5.27 10.84 4.56 -4.55 6.04
Total excluding Mexico and China 73.78 72.75 3.92 11.04 2.79 -4.55 4.34
1. China 15.53 16.46 11.69 -70.18 11.83 -- 11.83
2. Canada 16.30 16.03 3.59 15.53 2.13 -4.45 4.39
3. Mexico 10.69 10.79 6.32 -0.04 7.47 1.96 9.74
4. Japan 7.99 7.45 -1.82 - -1.82 -8.31 2.63
5. Germany 4.81 4.83 5.93 - 5.93 -7.29 11.55
6. United Kingdom 2.89 2.91 6.32 -12.87 7.43 -19.74 11.64
7. South Korea 2.47 2.43 3.87 - 3.87 -8.67 8.51
8. France 2.00 2.13 12.21 - 12.21 - 12.21
9. Venezuela 2.00 2.04 7.41 11.10 -2.45 - -2.45
10. Taiwan 2.06 1.96 0.22 - 0.22 4.06 0.00
Source: Prepared by Banco de México with data from the U.S. Census Bureau.
Graph 14
Share of Mexican Exports in U.S. Imports
Percent
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Source: Prepared by Banco de México with data from the U.S. Census Bureau.

In 2007, the current account of the balance of payments recorded a
deficit of 7.281 billion US dollars (0.8 percent of GDP) (Graph 15). Such result
originated from a deficit in the trade balance (11.1 billion US dollars) combined
with deficits in the non-factor (6.638 billion) and factor (13.895 billion) services
balances, which more than offset the surplus in the transfers item (24.352 billion;
Table 16).
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Table 16
Current Account of the Balance of Payments
Million US dollars

Absolute

Item 2006 2007 Change
(™) (B) (B-A)

Current account -2,220 -7,281 -5,061
Trade balance -6,133 -11,100 -4,967
Exports 249,925 271,875 21,950
Imports 256,058 282,975 26,917
Nonfactor services -5,736 -6,638 -902
Factor services -14,475 -13,895 580
Transfers 24,124 24,352 228

18,684
17,697

Note: Figures may not add up due to rounding.

Graph 15
Current Account Deficit of the Balance of Payments
b) As a percentage of GDP
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The non-factor services deficit was 6.638 billion US dollars in 2007.
Within this balance, the international travelers item exhibited a surplus of 4.523
billion US dollars (4.068 billion in 2006) due to inflows totaling 12.901 billion US
dollars (5.9 percent increase) and outflows of 8.378 billion (3.3 percent increase).
The increases in both inflows and outflows from the international travelers items
responded to border tourism which declined significantly in both the number of
foreign residents who visited Mexico (-7.8%) and the number of Mexican residents
who visited the U.S. (-11.8%). Such decline was due to concerns over insecurity
in several northern border cities and greater obstacles and waiting times for entry
to the U.S. Furthermore, inflows from international travelers were affected by the
damage caused during August by hurricane “Dean” to the ports of Quintana Roo,
a popular cruise ship destination. The other components of the non-factor services
balance registered a deficit of 11.161 billion US dollars, mainly due to
expenditures associated with foreign trade.

In 2007, the factor services deficit was 13.895 billion US dollars. Net
interest payments (expenditures less revenues) amounted to 8.553 billion US
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dollars. The other items from the factor services balance accumulated a net deficit
of 5.342 billion US dollars, mainly from firms’ profits (remitted and reinvested)
amounting to 6.736 billion US dollars, of which 4.117 billion were reinvested in
Mexico. Worth mentioning is that reinvested profits are included in the current
account as factor service expenditures which are counterparty to revenues from
FDI in the capital account.

Graph 16
Workers’ Remittances
Million US dollars per month;
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In 2007, the transfers account exhibited a surplus of 24.352 hillion US
dollars. Its main component, workers’ remittances, accumulated 23.979 billion US
dollars, an annual increase of 1 percent (compared to 17.1 percent in 2006). Such
figure resulted from 68.8 million transactions carried out for an average of 349 US
dollars each. Inflows from workers’ remittances in 2007 were slightly above FDI
figures and were equivalent to 138 percent of the oil product trade balance
surplus. The slowdown in such inflows included all of Mexico's 32 states and even
registered negative growth in 11 of them. Nonetheless, revenues from workers’
remittances are still an important source of income for a large number of Mexican
families (Graph 17).
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Workers’ Remittances by State
January-December 2007
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The capital account of the balance of payments recorded a surplus of
19.633 hillion US dollars, mainly from foreign investment (direct and portfolio)
inflows as well as foreign financing for the private sector (banking and non-
banking) and Pidiregas projects. The outflow of resources stemmed from public
sector’s repayment of foreign debt as well as an increase in Mexican residents’
assets abroad (Table 17).

In 2007, FDI in Mexico amounted to 23.23 billion US dollars (Graph 18).
As for its distribution, FDI was mostly channeled to manufacturing (49.7 percent),
financial services (24.3 percent), mining (5.8 percent), and retail (5.3 percent). Its
breakdown by country of origin is as follows: U.S. (47.3 percent), Netherlands
(15.1 percent), Spain (9.6 percent), and France (7.2 percent). Net foreign portfolio
investment totaled 8.576 billion US dollars, as a result of inflows for 9.058 billion
to the money market and outflows of 482 million in the stock market. Foreign
investment flows (direct and portfolio) totaled 31.806 billion US dollars in 2007.
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Table 17
Balance of Payments
Million US dollars

Item 2006 2007

Current account -2,220 -7,281
Capital account -2,046 19,633
Liabilities 15,869 46,888
Indebtedness -9,834 15,081
Development banks -7,959 -1,040
Commercial banks 446 3,026
Banco de México 0 0
Non-bank public sector -14,068 -5,908
Non-bank private sector 4,722 5,778
Pidiregas 7,026 13,225
Foreign investment 25,703 31,806
Direct 19,225 23,230
Portfolio 6,478 8,576
Equity 2,805 -482

Money market 3,672 9,058

Assets -17,915 -27,255
Errors and omissions 3,263 -2,066
Change in net international reserves -989 10,311
Valuation adjustments -14 -25

Note: Figures may not add up due to rounding.

In 2007, the public sector reduced its foreign indebtedness by
6.947 billion US dollars,’® as a result of net amortizations from the federal
government for 1,424 billion, non-financial public entities for 4.484 billion, and
development banks for 1.039 billion. Capital inflows channeled to financing
Pidiregas projects amounted to 13.225 billion US dollars in 2007. Private sector’'s
foreign net financing totaled 8.804 billion US dollars resulting from net
disbursements by non-banks (5.778 billion US dollars) and commercial banks
(3.026 billion). Mexican assets abroad increased by 27.255 billion US dollars in
2007. This result reflected the normal transactions of a country such as Mexico
which is highly integrated to the world economy’s goods and services and
financial markets.

'® bata on public sector’s foreign debt as reported in the balance of payments differs from that reported by
the Ministry of Finance. The balance of payments excludes certain public sector external debt
transactions that are not considered as effective flow of resources.
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Graph 18
Foreign Direct Investment Flows
a) Million US dollars b) 2007: by Country c¢) 2007: by Sector
Percentage Percentage
o]
N
Yo}
30,000 4 <]
28,000 - ~ =}
26,000 - I § E 1% §
NN
24,000 1 M = e - Netherlands Financial
22,000 - o QN o .
20.000 | g 3 15.1% services
’ ~
18,000 + —
16,000 +
14,000
12,000
10,000 +
8,000 4
6,000
4,000

1997 1999 2001 2003 2005 2007

1/ Excludes the sale of Banamex.

Summing up, Mexico’s balance of payments results in 2007 were as
follows: a 7.281 billion US dollar current account deficit, a 19.633 billion US dollar
capital account surplus, a 2.066 billion US dollar net negative flow in errors and
omissions, and a 10.311 billion dollar increase in international reserves'* (Graph 19).
As a result of such an increase, international reserves totaled 77.991 billion US

dollars on December 31, 2007.

Graph 19
International Reserves Variation
Million US dollars
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™ According to the definition of international reserves set in the Law Governing Banco de México. In order
for the adding up of current account and capital accounts plus the errors and omissions item to result in
the variation of international reserves, a 25 million US dollar adjustment must be made.
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1.4. Public Finances

I11.4.1. Economic Balance

In line with its goal to maintain equilibrium in the fiscal balance, the
public sector recorded an economic surplus equivalent to 0.01 percent of GDP in
2007 (Table 18).*? The fiscal balance was achieved with higher budgetary
revenues and expenditures than those originally programmed, as a result of
excess revenues that led to a similar increase in public expenditure according to
mechanisms defined in the Federal Budget and Fiscal Responsibility Law (Ley
Federal de Presupuesto y Responsabilidad Hacendaria, LFPyRH) and the
Federal Revenues Law (Ley de Ingresos de la Federacién) for 2007 (LIF-2007).
The primary surplus (defined as revenues less expenditures other than financial
costs) represented 2.51 percent of GDP, 0.33 percentage points less than in
2006.

Table 18
Public Balance in 2005 - 2007"

Thousand million pesos of 2007 Percent of GDP
2005 2006 2007 2005 2006 2007
Economic Balance -10.9 10.3 1.0 -0.12 0.11 0.01
Budgetary balance -11.0 8.7 2.7 -0.12 0.09 0.03
Federal government -108.5 -187.8 -218.4 -1.20 -1.97 -2.24
Public entities and enterprises (1+2) 97.5 196.5 221.1 1.08 2.06 2.26
1 PEMEX 53.2 1554 169.4 0.59 1.63 1.74
2 Other 44.3 41.2 51.7 0.49 0.43 0.53
Non-budgetary balance 0.1 1.6 -1.6 0.00 0.02 -0.02
Primary Balance 217.2 270.6 245.0 241 2.84 251

Source: Ministry of Finance (SHCP).

1/ Deficit (-), Surplus (+).

Note: Figures may not add up due to rounding.

In 2007, budgetary revenues equaled 25.5 percent of GDP (2,485.6
thousand million pesos). During 2007, higher non-oil revenues were attained,
representing a change in the trend followed by public revenues in recent years
(Graph 21a). Thus, in 2007, oil revenues accounted for 35.4 percent of budgetary
revenues, while the remaining 64.6 percent was made up of non-oil revenues
(such percentages in 2006 were 38.1 and 61.9 percent, respectively).™®

In real terms, budgetary revenues grew 5.6 percent. This result
stemmed exclusively from the increase in non-oil revenues (10.1 percent), given
that oil revenues declined 1.7 percent at constant prices. The latter reduction
mainly responded to lower crude oil extraction (173 thousand barrels per day,
over 5 percent less than that recorded in 2006) given that the price of the Mexican
crude oil export mix was 4.2 US dollars per barrel (d.p.b.) higher than the average
price observed in 2006.

2 The economic balance reflects public sector’s net financial position and is the indicator commonly used for
evaluating non-financial public sector’s budget obligations.

*% Qil revenues are defined as PEMEX revenues, oil duties and benefits, the tax on oil production plus the
Excise Tax (Impuesto Especial sobre Produccion y Servicios, IEPS) on gasoline and diesel.
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Graph 20
Revenues, Expenditures and Economic Balance in 2007
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Non-oil tax revenues rose 8.1 percent in real terms, due mainly to a 13.1
percent increase in income tax collection resulting from higher final payments for
fiscal year 2006 and changes to the Asset Tax Law (Ley del Impuesto al Activo)
implemented in 2007. Revenues from the VAT rose 3.4 percent in real terms.

Non-oil non-tax revenues totaled 160 thousand million pesos (1.6
percent of GDP), which represented real growth of 82.1 percent as compared to
2006. Such expansion mainly responded to higher non-recurrent revenues (72.6
thousand million pesos).™

* Among the sources of non-recurrent revenues, worth mentioning are the disincorporation of the Center-
North airport group; Maravatio-Zapotlanejo and Guadalajara-Aguascalientes-Ledn highway concessions;
and, the payment of Pemex’s Minimum Guaranteed Yield (Rendimiento Minimo Garantizado de Pemex).
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Table 19
Public Balance 2006 and 2007
Thousand million pesos Real
2006 2007 growth
Observed Approved Observed Difference %

1) 2 3 (3-2) (311)
Economic Balance 9.9 0.0 1.0 1.0 -89.9
Non-budgetary balance 1.6 0.0 -1.6 -1.6 d.n.a.
Budgetary balance 8.4 0.0 2.7 2.7 -69.4
Budgetary Revenues 2,263.6 2,238.4 2,485.6 247.2 5.6
Oil 861.3 816.8 880.5 63.6 -1.7
Federal government 543.6 478.6 505.9 274 -10.5
PEMEX 317.7 338.3 374.5 36.2 134
Non-oil 1,402.3 1,421.6 1,605.2 183.6 10.1
Federal government 1,015.2 1,033.3 1,205.6 172.3 14.2
Tax revenues 930.7 984.6 1,045.6 61.0 8.1
Income Tax (ISR) 448.1 452.1 526.7 74.6 131
VAT (IVA) 380.6 428.7 409.1 -19.6 34

Excise Tax on Merchandise
and Services (IEPS) 37.0 43.1 41.6 -1.5 8.1
Imports 31.7 27.6 323 4.7 -2.0
Other 33.3 33.1 35.9 2.9 3.7
Non-tax revenues 84.5 48.6 160.0 111.4 82.1
Duties 20.3 135 26.9 134 27.1
Proceeds 6.9 7.7 6.8 -1.0 -6.3
Benefits 57.2 27.4 126.4 99.0 112.4
Public entities and enterprises 387.1 388.3 399.6 11.3 -0.7
Net Paid Budgetary Expenditures 2,255.2 2,238.4 2,483.0 244.6 5.9
Programmable 1,656.9 1,639.0 1,895.1 256.1 10.0
Deferred payments d.n.a. -22.0 d.n.a. d.n.a. d.n.a.
Programmable accrued expenditures 1,656.9 1,661.0 1,895.1 234.1 10.0
Current expenditures 1,321.4 1,375.0 1,474.7 99.8 7.3
Personal services 610.7 652.1 653.9 1.9 3.0
Other 710.7 722.9 820.8 97.9 11.1
Capital expenditures 335.5 286.1 420.4 134.3 20.5
Fixed investment 273.3 249.8 343.8 94.0 21.0
Financial investment 62.2 36.3 76.5 40.3 18.4
Non-programmable 598.3 599.4 587.9 -11.5 5.5
Financial cost 250.1 263.1 239.0 -24.2 -8.1
Federal government 153.8 185.2 160.7 -24.5 0.5
Public entities and enterprises 57.6 27.2 50.3 23.1 -16.1
Debtor and savings support program 38.6 50.8 28.0 -22.7 -30.2
Revenue sharing 329.3 324.3 332.6 8.3 -2.9
Aderas and other 18.9 12.0 16.3 4.3 -16.7

Source: Ministry of Finance (SHCP).

1/ Deficit (-), Surplus (+).

d.n.a. Does not apply.

Note: Figures may not add up due to rounding; real growth is estimated based on yearly average inflation.

In 2007, budgetary revenues were 247.2 thousand million pesos (2.5
percent of GDP) higher than those programmed in the 2007 Federal Revenues
Law (Table 19). The sources of these excess revenues were:

a) 25.7 percent from oil revenues, due to a higher oil price than that set in
the budget.*

b) 24.6 percent from greater non-oil tax revenues (mainly income tax).

C) 45 percent from non-tax non-oil revenues mostly stemming from non-

recurrent revenues.

™ |n 2007, the average price of Mexico's crude oil export mix was 15.5 US dollars per barrel above
programmed level.
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d)

4.7 percent from entities and enterprises other than PEMEX, mainly as a
result of higher energy sales by the Federal Electricity Commission
(Comisién Federal de Electricidad, CFE).

As a result of the abovementioned excess revenues, in 2007, public

expenditure surpassed its programmed level by 244.6 thousand million pesos
(10.9 percent). Excess revenues and the rules governing their use, defined in the
Federal Budget and Fiscal Responsibility Law (LFPyRH) and in the 2007 Federal
Revenues Law (LIF-2007), resulted in higher capital expenditure than that
observed in previous years (Graph 21b).

Graph 21
Public Sector Fiscal Revenues and Expenditures (1993- 2007)
a) Revenues (Percent of GDP) and b) Expenditures (Percent of GDP) and
Percent of Total Percent of Total
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Source: Ministry of Finance (SHCP).
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The excess gross revenues obtained in 2007 (247.2 thousand million

pesos) were allocated to public expenditures according to the LFPyRH and the
LIF-2007 as follows:

a)

b)

c)

173.8 thousand million pesos obtained from non-tax revenue and self-
generated income by entities under direct budgetary control were
allocated to states, federal entities, and other agencies and enterprises
under direct budgetary control.

26.7 thousand million pesos were used to meet authorized deductions
(to relieve damage caused by natural disasters which could not be
covered by the Natural Disaster Fund (Fondo de Desastres Naturales,
Fonden) and to meet fiscal obligations from previous years, among
others).

After the abovementioned deductions in sections a) and b), the
remaining excess revenues (46.7 thousand million pesos) were used in
two stages. First, 37.5 thousand million pesos were distributed to
revenue stabilization funds (FEIP and FEIEF) as well as PEMEX
(FEIPemex) and state governments (FIES) investment funds.’® The

'® State Infrastructure Trust (Fideicomiso para la Infraestructura en los Estados, FIES).
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second phase began when the optimal level of reserves of FEIP was
reached for the first time. The excess revenues from these reserves (9.1
thousand million pesos) were distributed as follows: 6.8 thousand million
pesos to higher physical investment (in equal proportion to federal, state
and PEMEX investment), and 2.3 thousand million pesos to the Pension
Restructuring Support Fund (Fondo de Apoyo para la Reestructura de
Pensiones, FARP).

Graph 22
Sources and Uses of Excess Revenues in 2007
Thousand million pesos

SOURCES USES

250 | 247.2tmp 247.2tmp

Oil revenues
636tmp 3
200 4 (25.7%)

150 -

Non-oil
100 + revenues
183.6 tmp

(74.3%)

Excess revenues in
relation to FEIP's
optimal reserve

level

A/ 9.1tmp

50 |
FEIP 9.6 tmp *

Investment (States)

4.7 tmp >

04

Source: Ministry of Finance (SHCP).

1/Refers to fiscal obligations from previous years (5.3 tmp) and natural disasters not covered by the Fund for
Natural Disasters- Fondo para Desastres Naturales, Fonden (21.4 tmp). Unlike previous years, for 2007, no
higher non-programmable expenditure or higher expenditure on fuels in CFE were recorded, which are also part
of the authorized deductions.

2/If optimal reserves from the Stabilization Fund for Oil Resources (Fondo de Estabilizacion para los Recursos
Petroleros, FEIP) are not met, this fund is capitalized, first, with 40% of excess net revenues and, second, with
revenues from the Oil Tax for the Stabilization Fund (Derecho sobre Hidrocarburos para el Fondo de
Estabilizacién, DHSFE). Since optimal FEIP reserves were met in 2007, excess revenues destined to these
reserves were distributed equally to investment in federal (25%), state (25%), and PEMEX (25%) projects, as well
as to the Fund for the Restructuring of Pensions-Fondo de Apoyo para la Reestructura de Pensiones, FARP
(25%), as set by the Budget and Fiscal Responsibility Law (Ley Federal de Presupuesto y Responsabilidad
Hacendaria, LFPyRH). The FARP also received part of the DSHFE that was not channeled to the FEIP because it
did meet its optimal level of reserves.

Note: FEIEF = Fondo de Estabilizacion de los Ingresos de las Entidades Federativas; and, FEIPemex = Fondo de

Estabilizacion en Infraestructura de PEMEX.

In 2007, budgetary expenditures accounted for 25.4 percent of GDP
(2,483.0 thousand million pesos). Public expenditure grew 5.9 percent in real
terms compared to 2006 due to an increase in programmable expenditures (10.0
percent at constant prices), particularly on capital expenditures.

As for programmable expenditure, current expenditure rose 7.3 percent
at constant prices as a result of higher outlays in: personal services (3.0 percent
real increase); operational costs (9.5 percent real increase); pensions and
retirements (9.5 percent real increase); and, subsidies, transfers and aid (20.0
percent real increase). The latter include federal government transfers to states
and municipalities as well as to social and economic-development programs.

In 2007, capital expenditure grew at a real annual rate of 20.5 percent
and accounted for 4.3 percent of GDP. As a result, the share of such outlays in
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programmable expenditures rose from 20.3 percent in 2006 to 22.2 percent in
2007. Noteworthy is the performance of the financial investment component of
capital expenditures, which includes capitalization of FEIP, FEIEF, FEIPemex,
and FARP.

In 2007, non-programmable expenditure declined 5.5 percent at
constant prices. This result was due to decreases in all three of its components: a)
the financial cost fell 8.1 percent in real terms, in response to lower interest
payments from Pidiregas and resources channeled to the Bank Savings
Protection Institute (Instituto para la Proteccion al Ahorro Bancario, IPAB); b)
revenue sharing for states and municipalities declined 2.9 percent in real terms
due to a reduction in the oil component of shareable federal tax revenue and a
negative outcome of revisions to revenue sharing from 2006, the difference of
which was discounted from those of 2007; and, c) a decrease of 16.7 percent in
real terms in payments of accrued expenditures from previous years (Adeudos de
Ejercicios Fiscales Anteriores, Adefas).

Public sector’s fostered investment (inversion impulsada), which
includes budgetary investment net of capital amortizations to Pidiregas and non-
budgetary financed investment, grew at a real annual rate of 10.0 percent and
amounted to 5.0 percent of GDP. Such results responded to the expansion of both
budgetary investment (resulting from the sharing of excess revenues to public
investment) and financed investment (Pidiregas), as well as that from Pemex’s
investment fund.

In 2007, federalized expenditures (total federal resources channeled to
state and municipal governments) exhibited a slightly growth of 1.2 percent in real
terms, mainly due to the abovementioned decrease in shared revenues.
Nevertheless, the remaining components of federalized expenditure increased 4.2
percent in real terms.

In 2007, two important events took place in the area of fiscal legislation
which will come into effect in 2008. First, the fiscal reform approved in September
2007 included changes in 4 pillars: the tax system, tax administration, public
expenditure, and fiscal federalism. In the area of tax collection, the introduction of
the Flat Rate Business Tax (Impuesto Empresarial a Tasa Unica, IETU) was
noteworthy.'” According to the Ministry of Finance (Secretaria de Hacienda y
Crédito Publico, SHCP), this tax, together with expected tax collection efficiency
gains in income tax and VAT, will provide additional non-oil tax revenues equal to
1.1 percent of GDP in 2008. Such revenues will then gradually increase until they
represent 2.1 percent of GDP in 2012. As for tax administration, legislation was
issued to fight fiscal evasion and elusion, smuggling, and to facilitate tax payment.
In the area of public expenditure, mechanisms were established to improve the
quality of the outlays in all government levels, as well as measures to encourage
transparency and accountability. Finally, in the area of fiscal federalism, worth
mentioning is the implementation of an excise federal tax on gasoline and diesel.
The revenues stemming from this source will be completely distributed among
states and municipalities. Changes were also introduced in the distribution
formulas of several contribution and federal revenue sharing funds.

" The other 2 contributions were: the tax on cash deposits (Impuesto a los Depésitos en Efectivo, IDE),
which is designed to tax the informal economy when it uses the banking system to carry out its financial
operations; and the Gaming and Lottery Tax (Impuesto Especial sobre Juegos y Loterias).

41



BaNco DE MEXIcCO

42

The second change in fiscal legislation concerned Pemex's fiscal
regime. The purpose of such modification was to increase the resources available
to Pemex for investment by reducing the Ordinary Oil Duty (Derecho Ordinario
sobre Hidrocarburos) paid by this enterprise to the federal government.*

l1.5. Monetary and Credit Aggregates

l11.5.1. Monetary Base, Net Domestic Credit and Net International
Assets

At the end of 2007, the monetary base was 494.7 thousand million
pesos. During the same year, the monetary base grew, on average, 12.7 percent
at an annual rate, figure below the 16.2 average percent growth observed in 2006
(Graph 23a)." The decline in the expansion of monetary base responded to the
economic slowdown and the dissipation of temporary factors which took place in
2006, such as the increased use of money that usually occurs during federal
elections.

The remonetization process continued in the Mexican economy during
2007.%° Thus, the average daily stock of monetary base accounted for 4.24
percent of GDP, 0.23 percentage points higher than in 2006 (Graph 23b).

In 2007, net international assets rose by 10.931 billion US dollars; thus
their stock at December 31, 2007 was 87.235 billion US dollars.?* The monetary
base grew by 44,922 thousand million pesos during 2007. As a result, Banco de
México’'s net domestic credit decreased by 73,562 million pesos during the year
(Table 20).

'8 This new reform of Pemex's fiscal regime is additional to that approved in 2005 and which came into force
in 2006.

' Changes calculated based on the average of daily stocks.

% When an economy transits from an environment of high inflation that erodes the purchasing power of
money and discourages its demand, to an environment of low and stable inflation, the demand for money
usually increases as agents gradually replenish their bills and coins. This phenomenon is reflected in a
gradual increase in the monetary base measured as a percentage of GDP and is known as remonetization
process.

2 For a definition of international assets and international reserves, see the glossary of Banco de México’s
weekly balance sheet press release (Comunicado de Prensa sobre el Estado de Cuenta del Banco de
México). Banco de Mexico’s broad credit position vs. the domestic market (net domestic credit) is obtained
by subtracting international assets from the monetary base; i.e., financing granted or received domestically
by the central bank. The international reserves definition excludes Banco de México’s short-term (less-
than-six months) foreign currency liabilities.
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Graph 23
Monetary Base
a) Average annual nominal variation b) Percent of GbPY
25 4 54
20 4
15 3 A
10 2
5 A 1
0 T T T T T T T 0 , ) ) 7 Y Y 7

2000 2001 2002 2003 2004 2005 2006 2007

1961 1967 1973 1979 1985 1991 1997 2003

1/ Up to 1988, calculated based on the average of stocks
at the end of month. Since 1989, calculated according
to the average of daily stocks. Figures expressed as a
percentage of annual average GDP.

International reserves increased 10.311 billion US dollars as a result of
a 10.881 billion US dollar rise in gross reserves, while Banco de México’'s
liabilities with less-than-six months to maturity increased by 570 million US dollars.
The main source of international reserves was the purchasing of US dollars from
PEMEX (12.899 billion). As for its uses, the federal government demanded 3.648
billion US dollars, while Banco de Mexico auctioned 4.24 billion US dollars
through the mechanism to slow international reserve accumulation.

Table 20
Monetary Base, International Assets and Net Domestic Credit
Millions
Stocks at end of Flows accumulated at

2005 2006 2007 2005 2006 2007
(A) Monetary base (Pesos) 380,034 449,821 494,743 39,856 69,788 44,922
(B) Net international assets (Pesos) ¥/ % 788,167 824,967 952,227 104,918 25,941 118,484
Net international assets (USD) % 74,115 76,304 87,235 9,881 2,189 10,931
(C) Net domestic credit (Pesos) [(A)-(B)] ¥ -408,133  -375,145 -457,484 -65,062 43,847 73,562
(D) Gross reserves (USD) 74,110 76,330 87,211 9,913 2,220 10,881
PEMEX 20,378 26,698 12,899
Federal government -7,290 -20,192 -3,648
Sale of US dollars to banks ¥ -4,402 -8,014 -4,240
other ¥ 1,227 3,728 5,870
(E) Liabilities with less-than-six months to maturity (USD) 5,441 8,650 9,220 2,740 3,209 570
(F) International reserves (USD) [(D)-(E)] ¥ 68,669 67,680 77,991 7,173 -989 10,311

1/Net international assets’ cash flows in pesos are estimated considering the exchange rate applied to each transaction.

2/Net international assets are defined as gross reserves plus credit agreements with foreign central banks with more than
six months to maturity, minus total liabilities payable to the IMF and credit agreements with foreign central banks with
less than six months to maturity.

3/Daily sales of US dollars according to the mechanism to slow the pace of international reserve accumulation (see
Foreign Exchange Commission’s press bulletin of March 20, 2003).

4/Includes yields on international reserves, and other transactions.

5/As defined by the Law Governing Banco de México.
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[1.5.2.  Monetary Aggregates and Financing to the Private Sector

In 2007, in a context of economic slowdown, monetary aggregates
expanded at lower rates than in 2006. The monetary aggregate M1 recorded a
nominal annual average variation of 9.7 percent, figure 5.9 percentage points
below previous year’s figures (Table 21). The slower growth rate of the narrow
monetary aggregate was mirrored by all of its components. In 2007, the average
stock of currency in circulation grew 12.2 percent in annual terms, 3.7 percentage
points below 2006 figures. Checking accounts in pesos and current account
deposits recorded annual variations of 10.4 and 13.5 percent, respectively, 4.8
and 6.5 percentage points below figures observed in 2006.

Table 21
Monetary Aggregate M1
Annual percentage change of average stocks

2007
2005 2006 2007 Quarters
| [ m o
M1 1.2 156 97 116 77 95 99
Currency in circulation (bills and coins) 12.3 159 122 151 115 11.8 10.6
Checking accounts (Pesos) 9.6 152 104 11.2 7.7 115 112
Current account deposits 15.3 20.0 135 17.6 13.6 13.1 10.0
Deposits in Savings and Loan Associations (SAPs) 228 293 221 30.7 26.6 19.2 134
Checking accounts (US dollars) 8.8 9.7 1.7 -75 -12.6 -11.0 1.3
In 2007, residents’ financial savings also registered lower annual
variations than those observed the previous year. The monetary aggregate M2,
which includes M1 and residents’ term financial savings, grew at a real annual
average rate of 6.3 percent, 4.2 percentage points below 2006 figures. The
average stock of bank time deposits declined 1.5 percent in real terms. In 2007,
residents’ holdings of government securities declined, particularly towards the end
of the year, registering a real average annual growth of 10.1 percent (14.4 percent
in 2006). The most dynamic component of residents’ savings was holdings of
private securities, which grew 13.9 percent in real terms, 8.9 percentage points
higher than in 2006 (Table 22).
Table 22
Broad Monetary Aggregates
Annual real percentage change of average stocks
2007
2005 2006 2007 Quarters
| 1l 11 v
M2 (=M1 +) 9.2 10.5 6.3 7.1 5.2 6.8 6.3
Bank deposits 6.3 3.5 -1.5 -26 -11.1 0.0 8.7
Deposits in Savings and Loans Companies 20.1 15.8 128 14.8 15.8 12.0 8.8
Public securities 12.2 14.4 10.1 11.1 13.7 105 54
Private securities 4.1 5.0 139 10.3 144 153 153
Housing funds and others 11.0 9.4 3.7 7.2 3.4 2.7 1.9
M3 105 11.1 6.9 7.3 52 7.7 7.5
M4 104 11.1 7.2 7.4 55 8.1 7.7
Memo:
Savings from SAR included in M2 ¥ 142 88 7.2 68 92 74 55
Non-resident savings 722 27.2 253 8.9 59 415 47.0

1/ Excludes investment in foreign debt instruments and variable-income securities from total SAR resources.
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The resources in the Retirement Savings System (Sistema de Ahorro
para el Retiro, SAR) grew at a slower rate during 2007, particularly during the
second half of the year (Graph 24c). This result was influenced, among other
factors, by slower employment and wage bill growth in the formal sector of the
economy. Thus, the average stock of resources in the SAR recorded a real annual
variation of 11 percent compared to 13.9 percent registered in 2006. SAR
resources invested in financial assets included in M2, which accounted for 90.9
percent of such savings system’s resources in December 2007, grew at a real
average annual rate of 7.2 percent (8.8 percent in 2006).%

Saving in domestic financial instruments (M4) continued to grow during
2007, although at a lower rate than that observed in 2006. Thus, the monetary
aggregate M4 registered a real average annual variation of 7.2 percent in 2007,
compared to real average growth of 11.1 percent in 2006 (Graph 24a). The latter
resulted from the abovementioned slower rate of growth in residents’ financial
savings (M2), which was partly offset by the stronger performance of foreigners’
financial saving.

As in previous years, foreigners’ financial savings continued to register
robust growth, particularly during the second half of the year. During 2007, non-
residents financial savings registered an average real annual growth of 25.3
percent (Graph 24b). One factor that explains this result was the increase in the
spread between Mexican and U.S. interest rates after the third quarter of 2007.%

Graph 24
Broad Monetary Aggregates, Public Securities held by Non-residents and Retirement Savings System
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2 The reduction in the growth of SAR savings included in M2 mainly resulted from changes in the
regulations governing Siefores investments, allowing them to invest part of their resources in variable
interest rate instruments, government securities placed abroad (UMS Bonds) and external securities,
none of which are included in the monetary aggregates (See Consar newsletter 15-12 which regulates
Siefores’ investment regime published in Mexico’'s Official Gazette (Diario Oficial de la Federacion) May
26, 2004.

% The spread between interest rates on 10-year government bonds in Mexico and the U.S. rose from 2.46
percentage points in June 2007 to 3.99 percentage points in December 2007.

45



BaNco DE MEXIcCO

46

The expansion of financing to the private sector -especially that
channeled to firms- observed during recent years continued in 2007. Thus, at the
end of 2007 total financing to the non-financial private sector accounted for 32.6
percent of GDP, two percentage points higher than in December 2006 (Table 23).
After having grown at a real annual rate of 15.5 percent in 2006, such aggregate
recorded an average annual variation of 9.6 percent in 2007.

The real annual growth of external financing to the non-financial private
sector slowed from 16.8 percent in 2006 to 2.8 percent in 2007 (7.5 percent of
GDP), mainly as a result of the 2 percent real annual decline in direct financing
(Table 23).

The performance of domestic financing to the non-financial private
sector remained favorable during 2007 mainly supported by the growth in
financing from commercial banks. The domestic component of financing to the
private sector recorded real annual growth of 11.9 percent, figure slightly below
the 15.1 percent observed in 2006. As a result, domestic financing accounted for
25.1 percent of GDP in 2007, 2.1 percentage points more than during the previous
year (Table 23). Total commercial bank financing to the private sector continued
to grow significantly, recording a real annual average variation of 24 percent in
2007.

Table 23
Total Financing to the Non-financial Private Sector
Stocks in Thousand Million Pesos Percent of GDP Real Annual Percentage
Change

Dec.06- Dec.07-

Dec-95 Dec-00 Dec-06 Dec-07 Dec-95 Dec-00 Dec-06 Dec-07 Dec.05 Dec.06
Total financing 1,155.3 1,679.2 2,800.4 3,185.1 62.8 30.5 30.6 32.6 15.5 9.6
Foreign 239.9 520.2 690.7 736.5 13.0 9.5 7.5 75 16.8 2.8
Foreign direct financing v 141.3 322.3 480.5 488.7 7.7 5.9 52 5.0 27.3 -2.0
Foreign debt issuance 98.5 197.9 210.2 2477 5.4 3.6 2.3 25 1.8 13.6
Domestic 915.4 1,159.0 2,109.7 2,448.6 49.7 211 23.0 25.1 15.1 11.9

Commercial banks ¥ 700.6 700.4 1,134.4  1,459.3 38.1 12.7 12.4 14.9 26.7 24.0

Other intermediaries 137.2 157.6 316.5 268.4 7.5 2.9 3.5 2.7 -0.8 -18.3

Debt issuance 19.2 79.7 175.8 187.8 1.0 15 1.9 1.9 1.7 2.9

Infonavit ¥ 58.4 221.1 482.9 533.2 3.2 4.0 5.3 5.5 8.2 6.4

Memo:

Households 2717 5141 1,267.9 14323 14.8 9.4 13.8 14.7 16.3 8.9
Consumption 44.2 61.1 429.1 525.8 2.4 11 4.7 5.4 28.9 18.1
Housing 2275 453.0 838.8 906.5 12.4 8.2 9.2 9.3 10.7 4.2

Firms ¢ 883.6 1,165.1 1,532.5 1,752.8 48.0 21.2 16.7 18.0 14.8 10.2
Foreign financing 239.9 520.2 690.7 736.5 13.0 9.5 7.5 7.5 16.8 2.8
Domestic financing g 643.7 644.9 841.8 1,016.3 35.0 11.7 9.2 10.4 13.3 16.4
Foreign financing in USD ¥ 31.0 54.1 63.9 67.5 - - - - 19.5 5.6

Source: Infonavit quarterly financial statements.
Note: Figures subject to revision. Stocks expressed as a percentage of annual average GDP. Stocks and figures as a percent of GDP may not

add up due to rounding

1/Including firms’ foreign suppliers, credit granted by foreign banks, and other creditors. Source: Balance of Payments. Does not include

Pidiregas-PEMEX.

2/ Commercial paper, bonds and emissions placed abroad. Source: Balance of Payments. Does not include Pidiregas-PEMEX.

3/Including total credit portfolio and accrued interests, and portfolio related with debt-restructuring programs (UDIs and IPAB-Fobaproa).

4/Includes credit granted by development banks, financial factoring companies, financial leasing companies, credit unions, SAPS, and Special-
purpose financial companies (Sociedades Financieras de Objeto Limitado, Sofoles).

5/ Refers to performing and non-performing mortgage loans from the Public Housing Institute (Instituto del Fondo Nacional de la Vivienda para los

Trabajadores, Infonavit).

6/ Including individuals with business activity.
7/ Domestic financing to firms includes total financing granted by financial factoring companies, financial leasing companies, and credit unions.

Financing granted by SAPS

is not destined to firms because it is mainly destined to households.

8/ Billion US dollars. Nominal variation. Does not include Pidiregas-PEMEX.

In 2007, credit to households (both consumption and mortgage) was
less vigorous than during previous years (Graph 25b). Total financing to
households grew 8.9 percent at a real annual rate and accounted for 14.7 percent
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of GDP, while financing to consumption recorded a real annual variation of 18.1
percent (28.9 percent in 2006) and represented 5.4 percent of GDP (Graph 25a).
The slowing of consumption credit responded to, among other factors, reduced
economic growth and the gradual decline in opportunities for extending banking
services to new sectors of the population. Mortgage financing grew 4.2 percent at
a real annual rate and accounted for 9.3 percent of GDP. Regarding credit
granted by type of intermediary, commercial banks continued to increase their
share of financing to households (Graph 25c).

Graph 25
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Percent of GDP Real annual variation Percent of GDP

H Consumption

B Housing

50 4

Housing 16
Consumption | Otros financial intermediaries

Total households

M Infonavit

40 1

W Commercial banks

30 -

20

10

-10 -

2000 2001 2002 2003 2004 2005 2006 2007 2000 2001 2002 2003 2004 2005 2006 2007 2000 2001 2002 2003 2004 2005 2006 2007

Total financing to firms registered a real annual variation of 10.2 percent
during 2007 and accounted for 18 percent of GDP in December of that year
(Graph 26a and b). Such growth can mainly be explained by the increase in
domestic sources of funds, particularly credit granted by commercial banks
(Graph 26c¢). Thus, in 2007, domestic financing to non-financial private firms
recorded a real annual variation of 16.4 percent, its highest growth in recent
years. Commercial bank credit to firms grew 30.5 percent in real terms,
influenced by an increase in the number of firms with access to bank credit.?*

# In 2007, figures from the regulatory report RO4c indicate that the number of credits granted by commercial
banks to firms was 288.9 thousand, 76 thousand more than in 2006.
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Graph 26
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In 2007, placement of debt instruments in international markets grew at
a real annual rate of 13.6 percent, while placement of such instruments in the
domestic market grew only 2.9 percent in real terms (Table 23).

I11.5.3. Flow of Funds

The flow of funds exercise presents, in a summarized format, the
financial flows among the different sectors of the economy (public, private, bank
and foreign) during the year, identifying them as net suppliers or net users of
financial resources.” Flows equal net positions: a positive sign means a sector
received financing, while a negative sign implies a creditor position, i.e., a sector
granted financing.?® In order to identify the total demand for public sector's
financial resources, a broader definition of the Public Sector Borrowing
Requirements (PSBR) is considered.?’

In 2007, external financing was a significant source of resources for the
Mexican economy, equaling 0.8 percent of GDP (figure corresponding to the
balance of payments current account deficit), as compared with 0.3 percent of
GDP in 2006 (Table 24). The main component of external financing was foreign
direct investment, which accounted for 2.6 percent of GDP, figure 0.3 percentage
points higher than in 2006. Furthermore, the flow of external financing allowed for
an increase in resources available for both the public and private sectors. In 2007,
the flow of external resources to the public sector represented 0.8 percent of GDP
(-1.6 percent of GDP in 2006), while the private sector received a positive flow
amounting to 0.8 percent of GDP (0.5 percent of GDP in 2006). Such inflows were
partly offset by an increase in Mexican residents’ financial assets abroad equal to
3.1 percent of GDP (2.1 percent of GDP in 2006).

% For a detailed description of the methodology for preparing the flow of funds matrix, see Banco de
México’s Annual Report 1998, Appendix 6, p. 243.

% For a detailed matrix of financial sources and uses for 2008 refer to the Statistical Appendix of this Report.

" For a detailed description of PSBR, see Appendix 2 of this Report. The flow of funds matrix uses the
version of PSBR that includes non-recurrent revenues. The figure shown in the flow of funds matrix is
calculated according to Banco de México’s methodology.
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In 2007, PSBR accounted for 1 percent of GDP, figure similar to that
recorded in 2006 (Table 24). PSBR were financed with domestic resources equal
to 1.8 percent of GDP mainly associated with the placement of securities and with

a reduction in net external financing equal to 0.8 percent of GDP.

Table 24
Flow of Funds of Mexico’s Financial System v
Net financing received by sector
(Positive sign=debtor position, negative sign=creditor position)
Flows revalued as a percentage of GDP ¥

Private® Public” Bank”’ Foreign Private” Public” Bank®’ Foreign
2006 2007
1. Change in domestic financial
instruments (2+7 +8+9) -1.9 3.0 -0.3 -0.8 -1.9 1.8 1.2 -1.1
2. Financial instruments -7.2 7.1 0.5 -0.4 -3.4 1.6 3.0 -1.1
3. Currency -0.6 0.6 -04 0.4
4. Checkable, time and savings deposits -11 0.6 0.6 -0.1 -2.0 -0.2 2.4 -0.3
4.1 Non-financial enterprises and other institutions -0.5 0.6 0.0 0.0 -1.3 -0.2 1.8 -0.3
4.2 Households -0.6 0.6 -0.1 -0.7 0.7 0.0
5. Securities issued ¢ -5.5 6.5 -0.7 -0.3 -1.0 1.7 0.1 -0.8
6. Retirement and housing funds o -0.1 0.1 0.0 0.0
7. Loans 2.4 -2.7 0.3 3.2 -1.0 -2.2
7.1 Enterprises and other entities ¥ 0.5 -2.7 2.2 15 -1.0 -0.5
7.2 Households 1.9 -1.9 1.7 -1.7
8. Shares and other equity 0.4 0.0 -0.3 -0.1 0.0 0.1
9. Other financial system items *' 2.6 -1.4 -1.1 -1.6 1.2 0.4
10. Change in foreign financial instruments
(11 +12 +13 + 14 + 15) 12 -2.0 0.3 0.5 17 -0.8 -1.2 0.3
11. Foreign direct investment 2.3 -2.3 2.6 -2.6
12. Foreign financing 0.5 -1.6 0.0 12 0.8 0.8 -0.1 -1.6
13. Financial assets held abroad -2.0 -0.4 0.3 21 -1.5 -1.6 0.0 31
14. Banco de México's international reserves 0.1 -0.1 -1.2 1.2
15. Errors and ommissions (balance of payments) 0.4 -04 -0.2 0.2
16. Statistical discrepancy * 0.0 0.0 0.0 0.0

17. Total change in financial
instruments (1+ 10 +16) -0.7 1.0 0.0 03" 0.2 1.0 0.0 0.8

1/ Preliminary figures. Figures may not add up due to rounding.

2/ Excludes the effect of Mexican peso’s exchange rate fluctuations vis-a-vis other currencies. Figures are expressed as a percentage of annual
average GDP.

3/ Private sector includes firms, households and non-bank financial intermediaries.

4/ Public sector measured as Public Sector Borrowing Requirements (Recursos Financieros del Sector Publico, RFSP), including non-recurrent
revenues.

5/ Banking sector includes Banco de México, development and commercial banks (including the latter's agencies abroad). Given their condition as
financial intermediaries, this sector has a total net position of zero (item 17). Consolidated financial flows from the banking sector were estimated
using statistics on assets and liabilities from commercial and development banks, and Banco de México.

6/ Includes government securities, bonds issued by the IPAB (BPAs and BPATSs), Banco de México’s monetary regulation bonds (BREMSs), private
securities, and securities from states and municipalities. As for the private sector, it includes securities held by Siefores.

7/ Includes retirement funds from the Public Employees Social Security Institute (Instituto de Seguridad y Servicios Sociales para los Trabajadores
del Estado, ISSSTE) and from the IMSS held by Banco de México, and housing funds.

8/ Private sector includes firms, credit unions, savings and loan companies, investment funds, financial leasing companies, financial factoring
companies, special-purpose financial companies (Sociedades Financieras de Objeto Limitado, Sofoles), insurance companies, investment
companies specialized in retirement savings (Sociedades de Inversién Especializadas en Fondos para el Retiro, Siefores), bonding companies,
deposit warehouses, public funds and trusts, brokerage houses, states and municipalities, and securities associated with debt-restructuring
programs. The public sector includes entities as defined by PSBR.

9/ Includes items such as non-classified assets, real estate assets and others, and banking sector’s equity and profit and loss accounts.

10/ Difference between financial data and that obtained from the balance of payments.

11/ Drawn from the current account of the balance of payments. A negative figure means the domestic economy received foreign financing (external

sector surplus), which equals Mexico’s current account deficit.

In 2007, the private sector exhibited a total net creditor position of 0.2
percent of GDP, figure below that recorded in 2006 (0.7 percent of GDP) (Table
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24). Private sector's balance included net savings in domestic financial
instruments equal to 1.9 percent of GDP, figure similar to that observed in 2006.%2
The flow of private sector's net savings was characterized by a reduction in the
holding of financial instruments (3.4 and 7.2 percent of GDP in 2007 and 2006,
respectively) and an increase in the financing received (0.8 percentage points
more of GDP than during 2006). Among the latter financing, the increase in the
flow of credit to firms from 0.5 percent of GDP in 2006 to 1.5 percent in 2007 was
noteworthy. Financing to households was slightly below previous year’'s figures
(1.7 and 1.9 percent of GDP in 2007 and 2006, respectively). Net external
financing to the private sector rose from 1.2 percent of GDP in 2006 to 1.7 percent
in 2007. Such result was mainly due to the increase in foreign direct investment
flows.

I11.5.4. Securities and Derivatives Markets

The international environment had a significant influence on
developments in the Mexican capital market in 2007. During the first half of the
year, liquidity conditions in international financial markets remained loose and
Mexico’s Stock Exchange rose significantly, 17.8 percent compared to its level at
the end of 2006. The second half of 2007 was characterized by a reduction in
appetite for risk in international financial markets. The aforementioned mainly
responded to the subprime mortgage crisis in the U.S. that caused periods of
volatility and uncertainty in international capital markets, which in turn affected the
Mexican market. The Mexican Stock Market index decreased 5.2 percent from
July to December 2007(Graph 27a).

As a result of the above, the Mexican Stock Exchange Main Benchmark
Stock Index (indice de Precios y Cotizaciones de la Bolsa Mexicana de Valores,
IPC) ended 2007 with an annual nominal yield of 11.7 percent. Measured in US
dollars, the IPC accumulated an annual variation of 11.8 percent. Unlike previous
years, the yield of the IPC measured in US dollars was lower than that observed
in other developed and emerging market economies (Table 25). At the end of
2007, the capitalization value of the Mexican Stock Market accounted for 44.5
percent of GDP, figure which compares unfavorably to other economies (Graph
27b). In addition, six initial public offerings took place during the year, meaning a
total of 133 firms were listed on the Mexican Stock Market at the end of 2007.

Finally, during 2007, 229 million futures and options contracts were
negotiated through the MexDer, 16.8 percent less than the number observed in
2006. However, according to the volume it operates, the MexDer was ranked 15"
among the derivatives markets belonging to the Futures Industry Association
(FIA). Within these operations, Interbank Equilibrium Interest Rate (TIIE) futures
contracts were outstanding. In fact, during 2007, 96.4 percent of all futures
contracts negotiated in the MexDer corresponded to the TIIE.

%8 This section refers to financial saving and not total saving, which is reported in section 11.1 of this Report.
Thus, the financial saving referred to in this section is a component of total saving.
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Graph 27
Mexican Stock Exchange Main Benchmark Stock Index

(indice de Precios y Cotizaciones de la Bolsa, IPC)

a) Main Benchmark Stock Index in US dollars, b) Stock Market Capitalization Value, 2006
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Source: Prepared with data from the Mexican Stock 1/ Figures correspond to 2007.
Exchange (Bolsa Mexicana de Valores, BMV) Source: World Federation of Exchanges.
and Bloomberg.
Table 25
Main Stock Exchange Indices v
Country Index Returns in USD
2004 2005 2006 2007 2004-07
Brazil BOVESPA 28.3 452 455 72.5 367.5
Mexico IPC 46.5 44.0 47.2 11.8 247.2
South Korea KOSPI 27.3 57.8 12.9 314 198.0
Germany DAX 155 11.1 35.9 35.1 135.6
Singapore SS1 22.0 115 37.5 24.5 132.9
Chile IGPA GENERAL 30.3 11.5 29.4 21.6 128.5
Canada TSE-300 21.4 26.1 14.2 26.3 120.6
Hong Kong HANG SENG 13.0 4.8 33.8 38.9 120.1
Argentina MERVAL 26.5 10.1 34.1 0.1 86.8
Francia CAC-40 15.6 7.9 30.9 11.9 82.7
United Kingdom FTSE-100 15.5 4.8 25.9 5.1 60.3
Japan NIKKEI-225 12.4 22.2 5.7 -5.4 37.4
u.s. DJIA 3.1 -0.6 16.3 6.4 26.8
NASDAQ 8.6 1.4 9.5 9.7 32.2
S&P 500 9.0 3.0 13.6 34 31.9

1/ End-of-year data (each year).
Source: Prepared by Banco de México with data from Mexico’s Stock Exchange (Bolsa Mexicana de Valores, BMV) and Bloomberg.
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11.6. Inflation

At the end of 2007, annual headline inflation was 3.76 percent, 0.29
percentage points below the 4.05 percent observed in December 2006. In
particular, average headline inflation was 4.05 percent during the first eight
months of 2007, while in the last four months of the year it declined to 3.81
percent (Graph 28).

Graph 28
Consumer Price Index
Annual percentage change

I CP|
Core
Non-core

Throughout 2007, headline inflation was mainly influenced by three
factors: first, growing processed food prices resulting from the global supply
shocks which put upward pressure on prices of different commodities; second,
non-core inflation remained high during the first eight months of the year and
decreased in the last four months in response to the decline in agricultural prices
as well as the freezing of several administered goods prices (low-octane gasoline,
LP gas, and electricity); and, third, the gradual fading of supply shocks that had
affected prices since the previous year, particularly the fall in the annual price
variation of housing which responded to the slower rate of growth of prices of
construction materials (Table 26).

Annual core inflation reached 4.00 percent at the end of 2007, 0.39
percentage points above the 3.61 percent observed in 2006 (Table 27). The food
product price subindex had a main effect on the upward trajectory exhibited by
core inflation throughout 2007. However, increases in the latter index were partly
offset by the lower growth rate of the services price subindex, especially the core
group of housing related services (Graph 29).
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Table 26
Consumer Price Index
Annual variations in percent

Annual Percentage Incidences
Change Percentage points
Dec-06 Jun-07 Dec-07 Dec-06 Jun-07 Dec-07 Difference Difference
(@) (b) (c) (c-a) (c-b)
CPI 4.05 3.98 3.76 4.05 3.98 3.76 -0.29 -0.22
Core 3.61 3.70 4.00 2.43 2.52 2.68 0.25 0.16
Merchandise 3.38 4.07 4.52 1.19 1.44 1.58 0.39 0.14
Food products 5.10 6.38 7.52 0.76 0.96 1.13 0.37 0.17
Corn-tortilla 13.82 13.61 5.60 0.19 0.19 0.08 -0.11 -0.11
Sugar 31.93 18.32 -12.06 0.07 0.04 -0.03 -0.11 -0.08
Dairy products 3.55 6.69 11.92 0.11 0.21 0.37 0.26 0.16
Wheat products 6.83 6.90 10.93 0.12 0.12 0.19 0.07 0.07
Rest of food products 4.25 6.13 7.93 0.27 0.40 0.52 0.25 0.13
Rest of merchandise 2.12 2.36 2.26 0.43 0.48 0.45 0.02 -0.03
Services 3.87 3.31 3.43 1.24 1.08 1.10 -0.14 0.02
Housing 3.73 2.95 3.01 0.65 0.52 0.52 -0.13 0.00
Rest of services 4.02 3.74 3.94 0.59 0.56 0.58 -0.01 0.02
Non-core 4.96 4.58 3.27 1.62 1.46 1.08 -0.55 -0.38
Agricultural 8.30 6.68 3.42 0.71 0.55 0.30 -0.40 -0.25
Fruits and vegetables 15.46 3.97 0.15 0.52 0.12 0.01 -0.51 -0.12
Tomato 10.18 -6.72 4.64 0.06 -0.03 0.03 -0.03 0.06
Onion 186.09 23.22 -51.14 0.22 0.02 -0.17 -0.39 -0.19
Green tomato 77.10 -19.26 -47.74 0.07 -0.01 -0.07 -0.13 -0.05
Rest of fruits and vegetables 6.60 5.70 8.20 0.17 0.14 0.22 0.05 0.07
Livestock 3.69 8.35 5.77 0.19 0.43 0.30 0.11 -0.13
Administered and regulated 3.14 3.23 2.37 0.57 0.57 0.43 -0.14 -0.14
Administered 4.42 3.71 3.41 0.41 0.32 0.32 -0.09 -0.01
Low-octane gasoline 5.59 3.66 4.79 0.17 0.12 0.15 -0.02 0.03
High-octane gasoline 8.46 8.08 5.65 0.04 0.04 0.03 -0.01 -0.01
Electricity 5.07 2.95 3.00 0.15 0.07 0.09 -0.06 0.02
Gas for residential use 1.53 3.65 1.76 0.04 0.09 0.05 0.00 -0.05
Regulated 1.83 2.76 1.26 0.16 0.25 0.11 -0.05 -0.14
Local phone service -0.50 0.00 -4.36 -0.01 0.00 -0.07 -0.06 -0.07
Phone service 4.74 7.52 -10.32 0.01 0.01 -0.02 -0.03 -0.03
Rest 2.27 3.24 2.76 0.16 0.23 0.19 0.03 -0.04
Education 5.71 5.63 5.68 0.35 0.34 0.35 0.00 0.01

1/CPI dairy products are: Pasteurized and whole milk, Powdered milk, Evaporated milk, Sweetened and condensed milk and breastmilk substitute, Fresh
unripened cheese, Yogurt, Stretched curd/string (Oaxaca) or broiler (Asadero) cheese, Cream, Unaged Manchego cheese and Chihuahua cheese, Other
types of cheeses, Ice cream, American yellow cheese, and Butter.

2/ CPI wheat products are: Sweet rolls, White bread, Tin loaf, Pastries and cakes, Soup pasta, Popular cookies, Whole-wheat tortillas, Other cookies, Wheat
flour, and Cereal flakes.

Table 27
Consumer Price Index: 2006 - 2007
Annual variations in percent

2006 2007
Month CPI Core Non-core CPI Core Non-core
January 3.94 2.98 5.93 3.98 3.89 4.17
February 3.75 2.90 5.52 4.11 3.95 4.44
March 3.41 3.04 4.20 4.21 3.83 4.98
April 3.20 3.20 3.19 3.99 3.66 4.67
May 3.00 3.14 2.70 3.95 3.73 4.40
June 3.18 3.22 3.12 3.98 3.70 4.58
July 3.06 3.27 2.62 4.14 3.77 4.93
August 3.47 3.33 3.76 4.03 3.86 4.39
September 4.09 3.45 5.44 3.79 3.80 3.78
October 4.29 3.44 6.08 3.74 3.91 3.40
November 4.09 3.50 5.31 3.93 3.97 3.85
December 4.05 3.61 4.96 3.76 4.00 3.27
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At the end of 2007, the annual inflation of the core food price subindex
reached 7.52 percent, figure higher than the 5.10 percent registered in December
2006. The higher growth of this subindex during the first half of 2007 was due to
price increases in corn tortilla and sugar, which eased during the following months
partly as a result of federal government policies (Graph 30a).?° Prices of dairy and

wheat products rose from the second half of 2007 until the end

of the year. Worth

mentioning is the greater incidence of cigarette prices originated by increases in
the Excise Tax (Impuesto Especial sobre Produccion y Servicios, IEPS) (Table 26

and Graph 30b).*°

 |n 2007, the federal government implemented the Agreement to Stabilize Corn-
para Estabilizar el Precio de la Tortilla), which established maximum prices for tortilla and its raw
materials (corn and corn-flour). The federal government also decreed a reduction in import duties for
North American sugar as of May 9, 2007. The referred duty dropped from 288 to 35.31 US dollars per ton.

® The federal government raised the Excise Tax on cigarettes from 110 percent in 2006 to 140 percent in

2007.

Tortilla Prices (Acuerdo
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Graph 30
Core Food Subindex
a) Corn-tortilla and Sugar b) Foodstuffs, Dairy and Wheat products
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Graph 31
Domestic and International Prices of Dairy and Wheat Products
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Source: Banco de México and United States Department of Agriculture (USDA).

The core services price subindex grew at a slower rate throughout 2007.
The annual variation of the core group of housing services decreased from 3.73
percent in December 2006 to 3.01 percent at the end of 2007 (Table 26). The
aforementioned were mainly affected by the price development of different
materials used in housing construction, particularly copper and steel (Graph 32a).
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Graph 32
Core Services Price Subindex
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Prices of non-housing services followed an upward pattern from
December 2006 to March 2007 due to the raise in travel-package prices and air
transportation fees during the first quarter of the year. From April to November
2007 this pattern faded in response to two factors: first, the Easter holiday took
place on different dates than the previous year; and, second, air transportation
fees have been decreasing since 2004 as a result of greater competition in the
aviation industry. However, the jump in jet-fuel prices during the last quarter of
2007 (their annual variation rose from -2.01 to 42.29 percent between August and
December 2007) led to a rebound in the prices of travel-related services (Graph
32b).

The decline in annual non-core inflation between December 2006 and
December 2007 (from 4.96 to 3.27 percent) responded to the pattern followed by
agricultural products and administered and regulated goods, which decreased
throughout the year (Table 27).

The price subindex of agricultural products recorded an annual variation
of 3.42 percent in December 2007, figure 4.88 percentage points below that
observed during the previous year (8.30 percent). Such result was due to a
reduction in the annual inflation of prices of fruits and vegetables. In 2006, the
prices of fruits and vegetables rose significantly, recording annual growth of 15.46
percent, as compared with 0.15 percent at the end of 2007. Worth mentioning is
the pattern followed by onion and green tomato prices. The annual inflation of
such prices fell from 186.09 and 77.10 percent, respectively, at the end of 2006, to
-51.14 and -47.74 percent in December 2007 (Graph 33).
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Graph 33
Price Subindex of Fruits and Vegetables
a) Fruits and Vegetables b) Onion c) Green Tomato
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The administered and regulated prices subindex posted an annual
variation of 2.37 percent in December 2007, figure below the 3.14 percent
recorded at the end of 2006. Within this subindex, the annual variation of
electricity tariffs and gasoline prices declined, as a result of the slower growth of
charges on high consumption electricity (DAC) due to both the stability of metal
prices during 2007 (which had risen significantly in the previous year) and the
federal government’s decree to temporarily suspend electricity and gasoline price
controls during the last quarter of the year (Graph 34a).*

The annual inflation of the subindex of administered prices of goods and
services decreased from 1.83 percent in December 2006 to 1.26 percent at the
end of 2007. This result was mainly attributed to discounts in some local
telephone services applied during the last two months of the year. The prices of
local telephone and telephone line services recorded annual variations of -4.36
and -10.32 percent, respectively, at the end of 2007 (Graph 34b).

The private education price subindex recorded an annual inflation of
5.68 percent in December 2007, 0.03 percentage points below the 5.71 percent
recorded at the end of 2006 (Graph 35a). This subindex has continued to
converge slowly to headline inflation and the growth of school fees has remained
high, particularly for elementary education (Graph 35b).

*'Residential electricity tariffs are adjusted on a monthly basis according to the following formula: F =
0.8TIP* + 0.2*TCC. The first item in the equation (TIP) is made up of three arithmetically averaged PPI
subindices: Metal Products, Machinery and Equipment, Basic Metal Industries and Other Manufacturing
Industries. The second item (TCC) represents price costs of the following fuels used for electricity
generation: imported and domestic fuel-oil, natural gas, industrial diesel, and imported and domestic coal.
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Graph 34
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[11.6.1. Producer Price Index (PPI)

In December 2007, the Producer Price Index (PPI) excluding oll
recorded an annual growth of 3.57 percent, as compared with 5.39 percent
during the same month of 2006. Such decrease was mainly attributed to the
construction cost price index, which moved from 11.76 percent in December
2006 to 2.90 percent at the end of 2007. The downward price adjustment in wire,
metal products and electric accessories’ prices was particularly noteworthy
(Graph 36).
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Graph 36
Producer Price Index excluding Oil
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V.1 Monetary Policy

IV.1.1. General Aspects

Banco de México conducts monetary policy under an inflation targeting
framework. Among the most important elements of this framework are: i) the
announcement of a CPI inflation target of 3 percent, with a variability interval of
plus/minus one percentage point; ii) a systematic approach for identifying the
origin and characteristics of inflation pressures; iii) a description of the instruments
used by the central bank to attain its inflation objective; and, iv) a communication
policy that fosters monetary policy’s transparency and facilitates the public’'s
decision-making process.*

IV.1.2. Monetary Policy Actions

The Board of Governors of Banco de México tightened monetary
conditions on two occasions during 2007. The first of such restrictions took place
in April, after the Board had kept monetary conditions unchanged from May 2006
to March 2007. With this action the overnight interbank interest rate rose from
7.00 percent to 7.25 percent at the end of April 2007. It continued at this rate until
October, when the Board tightened monetary conditions once again by 25 basis
points. On this occasion the overnight interbank interest rate rose to 7.50 percent,
remaining at such level for the rest of the year (Graph 37).

In 2007, inflation in Mexico was adversely affected by several supply
shocks that mainly originated from significant increases in the international prices
of different food products. These shocks were persistent and of considerable
magnitude and prompted a raise in both headline and core inflation due to their
significant influence on CPI prices. Annual headline inflation was on average 3.97
percent in 2007, 0.34 percentage points above the average level observed in
2006. Annual core inflation was on average 3.99 percent, 50 basis points higher
than that recorded in the previous year.

Banco de México follows a wide set of indicators and statistics to
evaluate the current conditions that affect inflation and its outlook. The first group
of indicators is useful to analyze the recent history of inflation and to detect the
items that are currently being most affected by these shocks; the second group
can be used to obtain information on economic agents’ outlook for inflation.

*2 For further details see “Inflation Report October-December 2007 and Monetary Program for 2008”.
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Graph 37
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Among the first set of indicators are the trimmed means of inflation,
which exclude the effect of item prices that have undergone extreme variations
(both the highest and the lowest) and, therefore, by construction, follow stable
trajectories and contain information on the recent trend of inflation.

In the case of annual headline inflation, Graph 38a shows that during
2007 its trimmed mean at 10 percent followed a modest upward trend, reaching
3.50 percent in December, 26 basis points below headline inflation (53 basis
points on average during the year). It can also be said that the gap between both
indicators narrowed in 2007, mainly in response to the pattern followed by non-
core inflation (Graph 38c).

Regarding core inflation, Graph 38b shows its trimmed mean was 3.28
percent on average during 2007 and that it reached 3.26 percent in December of
the same year, 74 basis points below core inflation figures (56 basis points lower
on average during the year).*® The widening of the gap between core inflation and
its trimmed mean during the year was mainly due to the effects of increases in the
international prices of food commodities on prices of items included in the
processed foods’ group of the core merchandise price subindex.

% Since this Report covers up to December 2007, the definition of core inflation that excludes the items of
the private education price subindex is used.
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Graph 38
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1/The trimmed mean excludes the contribution of extreme variations in certain items’ prices from headline inflation. To strip these variations, the following
calculations are done: i) monthly seasonally adjusted variations of CPI prices are arranged in descending order; ii) the items with the highest and lowest
variation are excluded, considering up to 10 percent of the CPI basket, respectively, in each distribution tail; and, iii) with the remaining items, which, by
construction, are located at the center of the distribution, the trimmed mean indicator is constructed. This indicator is useful to identify if the increases in
headline inflation respond to changes in a few items. This occurs when the trimmed mean does not show the increase observed in headline inflation.
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A set of indicators that offers information on the economy’s price

formation process is computed using the share of the CPIl and core baskets
corresponding to those items exhibiting annual price variations in a specific range.
Such indicators allow analysis of whether increases in inflation stem from a small
number of items or if it is a more generalized phenomenon. In the latter case, the
share of the basket exhibiting the highest annual price variations would increase
considerably for a long period. Graph 39a and Graph 39b show this exercise for
the CPI and core price subindex, respectively. Three intervals were selected: one
central, consisting of growth between 2 and 4 percent; one upper, corresponding
to growth equal or above 4 percent; and, one lower, associated to growth equal or
below 2 percent. The first noteworthy feature of both graphs is that the share of
the CPI and core baskets corresponding to annual price variations of between 2
and 4 percent, rose considerably from 2004 to the start of 2006.
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1/ The share of a price index’s basket whose annual price variations fall within a range is calculated as follows: i) interest ranges
are defined; ii) annual inflation of each of the items of the price index is calculated; iii) items are classified in the interest
ranges according to their annual inflation; and, iv) the weights of the items in each range are added.

During 2007, the proportion of the CPI basket with prices that grew
equal or above 4 percent (grey shaded area) remained relatively stable at around
41 percent, after having increased from 35 to 44 percent between January and
December 2006 (Graph 39a). Graph 39b shows that during 2007, the average
share of the core basket which recorded annual price variations equal or above 4
percent was 38 percent, after having increased from 25 to 37 percent in 2006.
The increase this indicator exhibited during the second half of 2006 mainly
responded to annual price variations of sugar, corn and wheat products and
services which are used as raw materials in the processed foods included in the
merchandise as well as in food services of the core services price subindices.®*

The above exercises show that the increases in international prices of
food commodities during 2007 mainly affected the prices of products used as raw
materials, i.e. the rebound in food inflation apparently has not had a significant
affect on prices of other items. The aforementioned can be observed in Graph 40
which shows the annual variation of a price index that excludes from the CPI
basket food products —both, those items that are included in the processed foods’
group (included in the core price subindex) as well as those included in the
agriculture group (included in the non-core price subindex). In December 2007,
such indicator was 3.19 percent, 57 basis points below headline inflation (65 basis
points on average during the year).

* Among the processed food items of the merchandise core subindex that during 2006 moved to the range
with annual price variations equal or above 4 percent are: Sugar, Bottled soda, Sweet rolls, Pastries and
cakes, Other canned fruit products, Corn, Corn flour and dough, Wheat flour, Wheat-flour tortillas, White
bread and Tin loaf. Small cafeterias and restaurants, which are included in the food-services group of the
core services price subindex, also moved to the range after recording price variations of above 4 percent
in 2006.
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Graph 40
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1/ Non-food inflation excludes from the CPI basket the items from the group of agricultural products and the group of
processed foods and beverages of the merchandise price subindex (except tobacco-related items). This indicator

accounts for 77.86 percent of the CPI basket.

The second group of indicators provides information on economic
agents’ prospects for inflation. The first of these refers to information on inflation
expectations obtained directly from the survey conducted every month by Banco
de México among private sector economic analysts. Graph 41 shows that inflation
expectations for the different horizons were at levels near 3.5 percent during the
first quarter of 2007. However, as expected, the referred supply shocks led to an
upward revision in shorter-term inflation expectations during the second half of the
year. In particular, expectations for headline inflation at the end of 2007 and 2008
rose from 3.52 and 3.54 percent in June 2007, to 3.84 and 3.86 percent in
December 2007, respectively. Longer-term inflation expectations, i.e. those for the
end of 2009 and the average for the next 4 years, remained relatively stable
during the second half of 2007, ending the year at 3.49 and 3.52 percent,

respectively.
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The above mentioned suggests that although the supply shocks affected
headline and core inflation during 2007, they affected more significantly short-term
inflation expectations. Thus, although long-term inflation expectations remained
above the 3 percent target for inflation, they did not change considerably during
the year.

Finally, information obtained from the yields on different assets in
financial markets is also useful to evaluate the development of inflation
expectations. In particular, an indicator that contains information about long-term
inflation expectations is the compensation for inflation (inflation expectations plus
an inflationary risk premium) that investors demand for holding peso-denominated
long-term bonds. This indicator is obtained by subtracting from the nominal yield
on the 10-year bond, the real yield associated with indexed-debt instruments
(Udibonos) with the same maturity. Graph 42 shows this indicator followed an
upward trend between January and August 2007, thus reverting the decline it had
exhibited by the end of 2006. During the last four months of 2007 it followed a
relatively stable pattern. As a result, the indicator’'s average level during 2007 was
4.03 percent, 8 basis points above its average level during the previous year.

Summing up, after reviewing indicators for the recent as well as those
with a more forward-looking view of the development of inflation it is possible to
deduce that supply shocks in 2007 affected more the prices of certain products
and did not affect significantly the economy’s price formation process or medium
and long-term inflation expectations.
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Graph 42
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The previous analysis reveals that monetary policy faced a complex
situation during 2007. On the one hand, available information suggests that no
generalized inflationary pressures from the demand-side existed. Long-term
inflation expectations remained relatively stable and wage negotiations did not
show signs of contamination. On the other hand, however, the persistence of the
supply shocks affecting food inflation was a main cause of concern.

Under this context, in April, Banco de México’s Board of Governors
decided to tighten monetary conditions by 25 basis points as a preemptive
measure. With this action, the overnight interbank rate rose to 7.25 percent at the
end of April. This more restrictive monetary policy stance was adopted in order to
accomplish a better balance of risks for inflation, in particular, to prevent the
supply shocks that had taken place from affecting the price and wage
determination process.

Later in the Inflation Report of July-September 2007, Banco de México
revised upwards its forecasts for inflation for the following quarters. This revision
was partly due to the prevision that inflation would reach high levels in some
guarters in response to the effects of supply shocks on food prices. Additional
upward pressures on inflation were expected as some firms might try to pass on
to consumers the cost associated to the tax raises approved by Congress in 2007
and which would come into force in 2008. Nonetheless, such adjustments to
overall price levels were expected to occur only once and their effect on inflation
would, thus, be temporary. It is important to mention that previsions for inflation
included in this report and in the future cover a two-year moving horizon (eight
quarters).

In October 2007, after taking into consideration the upward revision in its
forecasts for inflation and the corresponding risks, the Board of Governors of
Banco de México decided to tighten monetary conditions by 25 basis points for
the second time during the year. The aim of this restriction was to contribute, on
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the one hand, to prevent the process of price and wage determination from being
contaminated and, on the other, to moderate inflation expectations.

The performance of the yield curve in Mexico was determined by both
the effects of monetary policy actions and the conditions prevailing in international
financial markets. On the one hand, the Board of Governors’ decision to tighten
monetary conditions by 25 basis points at the end of April and October led to an
increase in short-term yields (Graph 43). On the other hand, in a context in which
global risk appetite declined in response to problems in the U.S. mortgage market,
medium and long-term interest rates increased during the second half of 2007. In
particular, after the tightening of monetary conditions in April, the yield curve
“flattened” during the second quarter of the year. The curve exhibited a similar
pattern after the short-term rate was raised by 25 basis points in October.
Nonetheless, the yield curve reverted this pattern and “steepened” during
November and December in response to the increase in longer term interest rates
mainly as a result of the decline in risk appetite in international markets (Graph
43).

The referred increase in interest rates in Mexico together with the
reduction in interest rates for all terms in the U.S. (Graph 44a), contributed to raise
significantly the interest rate differentials between both countries (Graph 44b).
Most of this increase took place during the second half of the year, when
problems in the U.S. mortgage market worsened.

Given the reduction in appetite for risk in international financial markets
during the last few months of 2007, domestic financial markets adjusted, in
general, in an orderly fashion compared to other episodes of turmoil in
international markets. This result is due to multiple factors, such as the
improvement in the perception of sovereign risk, and the development and
consequent deepening of the Mexican Exchange and Money markets.

Graph 43
Interest Rates in Mexico
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Graph 44
Interest Rates in the U.S. and Spread between Mexico and U.S. Interest Rates
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IV.2. Exchange Rate Policy

As mentioned in previous Annual Reports, the Foreign Exchange
Commission is solely responsible for conducting Mexico's exchange rate policy.*
In late 1994, the Commission adopted a floating exchange rate regime, in which
the exchange rate is determined freely by the market. A free floating regime
simplifies monetary policy management because the exchange rate can adjust
more rapidly to domestic and external shocks, such as changes in international
interest rates and in the terms of trade. This, in turn, allows the economy to adjust
more easily to these shocks.

In March 2003, the Foreign Exchange Commission announced the
implementation of a mechanism to reduce Banco de Meéxico's rate of
accumulation of international reserves. In 2004 the Commission decided to
adequate the mechanism in order to procure a more stable amount of daily US
dollar sales. The Commission achieved the aforementioned by modifying the
schedule of US dollar sales, while keeping unchanged the total amount of US
dollars to be auctioned. Thus, from the May-July of 2004 onwards, the amount of
US dollars to be auctioned is 50 percent of the accumulated net reserves from the
preceding quarter, after deducting total sales in that period. This amount is
auctioned in equal parts during the following four quarters. Table 28 shows the
daily amounts auctioned by Banco de México between 2003 and 2007.

® The Foreign Exchange Commission is composed of three officers from the Ministry of Finance (the
Secretary and two Under Secretaries, one of which is directly named by the Secretary) and three from
Banco de México (the Governor and two other Board members chosen by the Governor). For more
information see Article 21 of the Law Governing Banco de México.
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Table 28
Daily Amount of US dollars Auctioned by Banco de México
Million US dollars

Daily amount

Quarter

auctioned
2-May-03 to 31-Jul-03 32
1-Aug-03 to 31-Oct-03 14
3-Nov-03 to 30-Jan-04 6
2-Feb-04 to 30-Apr-04 45
3-May-04 to 30-Jul-04 22
3-Aug-04 to 29-Oct-04 22
1-Nov-04 to 31-Jan-05 22
1-Feb-05 to 29-Apr-05 23
2-May-05 to 29-Jul-05 15
1-Aug-05 to 31-Oct-05 12
1-Nov-05 to 31-Jan-06 18
1-Feb-06 to 31-Jul-06 25
1-Aug-06 to 31-Oct-06 45
1-Nov-06 to 31-Jan-07 42
1-Feb-07 to 30-Apr-07 26
2-May-07 to 31-Jul-07 21
1-Aug-07 to 31-Oct-07 0
1-Nov-07 to 31-Jan-07 9
IvV.2.1. Exchange Rate

The favorable conditions prevailing in international financial markets
during recent years continued in the first half of 2007. However, in the second half
of the year there was a transition to an environment of greater volatility
characterized by reduced appetite for risk among investors. This situation led to
tighter credit market conditions which were reflected in an increase in emerging
economies’ sovereign debt spreads (Graph 45a) and in the differentials between
these economies’ interest rates and those of the U.S. (Graph 45b).

In an environment where international prices of different commodities
rose and the differentials in interest rates increased as compared to the U.S., the
exchange rates of several emerging economies with a significant share of
commoadities in their exports tended to appreciate during 2007. This was the case
of Brazil, whose exchange rate appreciated 14.7 percent during the year (from
December 29, 2006 to December 31, 2007), Colombia 7.2 percent, and Chile 1.0
percent (Graph 46). Unlike the aforementioned countries, Mexico’s exchange rate
depreciated 2.9 percent during 2007 because it mainly exports manufactured
goods.
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Graph 45
Interest Rates and Sovereign Risk Spreads
between Various Countries and the U.S.
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Final Remarks

The world economy grew at a fast rate in 2007, although economic
activity in the U.S. slowed significantly towards the end of the year. Worldwide
inflationary pressures increased as a result of rising energy and food commaodity
prices in international markets. This situation was exacerbated in emerging
economies by the high weight of foodstuffs in their consumption baskets and, in
some cases, by the vigorous growth of domestic demand. The crisis in some
advanced economies’ financial markets during the second half of the year had
less of an impact on emerging markets than in previous episodes of financial
turmoil. The aforementioned partly resulted from more solid economic
fundamentals, improvements in these countries’ terms of trade, and their reduced
exposure to problems in the U.S. subprime mortgage market.

In 2007, the Mexican economy grew at a slower pace than in 2006.
Such performance mainly originated from the deceleration of external demand,
although the growth of domestic expenditure also weakened. GDP grew 3.3
percent (4.8 percent in 2006) as a result of improvements in all three of its
components, but particularly in the services sector. The industrial sector exhibited
modest growth (1.4 percent), due to reduced expansion in the manufacturing
industry which, in turn, responded to slower external demand. The slowdown in
economic activity during 2007 reduced the demand for labor. Thus, formal job
creation, measured by the number of workers affiliated to the IMSS, totaled
756 thousand workers compared to 880 thousand workers at the end of 2006.

In 2007, inflation in Mexico was affected by the rise in world food
inflation. The increase in international prices of grains and dairy products had a
significant impact on the domestic prices of various food products that use them
as raw materials. Inflationary pressure was partly offset by the fading of the supply
shocks that occurred during 2006, particularly the disinflation of housing prices as
prices of construction materials declined. Furthermore, the annual variation of the
non-core index followed a lateral pattern in the first eight months of the year and
decreased during following months. Thus, the relatively high level of inflation
during 2007 did not significantly affect the economy’s price and wage formation
processes.

Under this context, Banco de México’'s Board of Governors decided to
tighten monetary conditions on two occasions during 2007. In April, the Board
tightened its monetary policy stance as a preemptive measure in order to
accomplish a better balance of risks for inflation and prevent the supply shocks
that had taken place from affecting price and wage determination processes. In
October, the monetary policy stance was tightened for a second time in response
to upward revisions in the prospects for inflation and a deterioration in the balance
of risks associated to these prospects. This measure was designed to prevent any
possible contamination of the price and wage formation processes and to help
moderate inflation expectations.
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Appendix 1

Mexico’s Relationship with International Financial Institutions

International Monetary Fund (IMF)

Mexico is a member of the International Monetary Fund since its
foundation in 1944. Currently, Mexico’s quota in the institution is 3,152.8 million
Special Drawing Rights (SDRs), accounting for 1.45 percent of IMF's total
quotas.®® A member’s quota reflects the relative position of its economy with
respect to other member countries, determines its financial obligations with the
IMF, its access to IMF resources, and its voting power in the institution’s
governing bodies.

Four issues in Mexico’'s relationship with the IMF were particularly
relevant in 2007: the Article IV consultation under the Articles of Agreement, the
ad hoc increase of Mexico’s quota in the organization, Mexico’s participation in the
IMF Financial Transactions Plan (FTP), and the publication of the First Annual
Observance Report of the Special Data Dissemination Standard (SDDS).

The consultation under Article 1V of the IMF's Articles of Agreement
consists of a process of surveillance and assessment carried out by the IMF with
each of its members, whether or not they are currently under an IMF-supported
financial or technical program. An IMF mission visits the member country, collects
and analyzes economic and financial data, and meets with the authorities to
discuss the country’s recent economic and financial developments and outlook
and current economic policies. The IMF staff team then submits a report on the
country to the Executive Board for discussion. Afterwards, the IMF informs the
country’s authorities of its findings and recommendations.

The last Article IV consultation for Mexico was discussed in the IMF
Executive Board on December 3, 2007. The relevant documents and conclusions
of this consultation are available to the public in accordance with the Mexican
authorities’ policy on information transparency.®’

During the discussion of Mexico’'s report, the IMF Executive Board
recognized improvements in macroeconomic and financial policies, which have
significantly reduced Mexico’'s external and domestic vulnerabilities over the
years. The Board commended advances in the area of structural reforms, such
as fiscal reform and reform of the public pension scheme, pointing out that such
measures were essential to address longer-term challenges. Special mention
was also made of how monetary policy has succeeded in anchoring inflation and
inflation expectations at a low level. The recent steps to enhance monetary policy

% On December 31, 2007 one SDR was equivalent to 1.58025 US dollars.
% The documents concerning IMF's consultation for Mexico can be found at: http:/www.banxico.org.mx
http://www.shcp.gob.mx http://www.imf.org/external/index.htm
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communication were also welcomed. The Board considered that the free floating
exchange rate regime has facilitated continuous and smooth adjustment to
external shocks, which has contributed to both internal and external stability. The
Board also observed that Mexico's financial sector remains sound and well
regulated. Finally, the Board emphasized the fact that Mexico still had a long way
to go to achieve its full economic potential, and underlined the need to accelerate
output and productivity growth and to further reduce poverty and inequality.

On May 8, 2007, the Mexican Congress approved the ad hoc increase
of Mexico’s IMF quota. Such increase was part of a package of measures
approved by the IMF Executive Board on September 18, 2006, designed to
improve quota and voice of member countries at the IMF (resolution 61-5). As a
result, Mexico’s quota rose from 2,585.8 to 3,152.8 million SDR and its share in
the IMF’s total quotas increased from 1.21 to 1.45 percent.

The main purpose of the above mentioned resolution is to significantly
advance the process of realignment of IMF quota shares to better reflect the
relative weight and role of its members in the global economy. The resolution is
also an attempt to ensure that quotas and vote allocations respond to future
changes in the world economy and to improve quota and voice of low-income
countries.

The Financial Transactions Plan (FTP) is the quarterly program which
establishes the amounts and the currency to be used for granting loans as well as
the distribution of payments on previous loans. The countries that participate in
the FTP are those with an economy solid enough for the IMF to require them to
provide financial resources to support the needs of member countries facing
balance of payment problems. Mexico’s participation in the FTP began in June
2002, becoming a creditor of the IMF.*® Since then, Mexico has contributed on
thirteen occasions with its currency to the funding of the FTP. In September 2005,
Mexico’s creditor position with the IMF amounted to 631 million SDR, equal to
24.4 percent of its quota. During recent years, very few countries have borrowed
from the IMF while several have prepaid their debts, and thus the Mexican peso
was not used in the FTP during 2007. As a result of payments made to the IMF,
mainly by Turkey, Mexico received reimbursements for 156.7 million SDR. Thus,
Mexico’s creditor position decreased from 225.8 million SDR in 2006 to 69 million
SDR (2.2 percent of its quota) at the end of 2007. Besides Mexico, there are only
two other Latin American and Caribbean countries participating in the FTP (Chile,
and Trinidad and Tobago).

Mexico subscribed to the IMF Special Data Dissemination Standard
(SDDS) in August 1996. The SDDS are a set of international guidelines on the
scope, periodicity, timelines and quality of economic and financial statistics. The
SDDS encourage immediate and fair access to information, help users of
economic and financial statistics to assess data quality, and contribute to ensure
the objectivity and integrity in compiling and publishing them. The coverage of the
SDDS has widened in recent years to include indicators that help to identify the

* Mexico's last stand-by agreement with the International Monetary Fund ended on November 30, 2000
and since August that year, when advanced settlement of the total debt was made, Mexico does not hold
any liabilities with the IMF.
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sources of external vulnerability. Currently, 64 countries participating actively in
international financial markets have subscribed to the SDDS.*

The IMF began publishing its Annual Observance Report of the SDDS
on its website in 2007. The report published in April recognized that Mexico
exceeded requirements concerning the timely publication of its national accounts
statistics, consumer and producer price indices, balance of payments,
international reserves, trade balance and international investment position.
Furthermore, figures for employment, unemployment, wages, federal government
debt and the central bank’s balance, surpass both periodicity and timely of SDDS
requirements. The report also underlined the overall quality of Mexican statistics,
which allow the IMF to carry out surveillance activities without delay during the
consultations under Article IV.

Bank for International Settlements (BIS)

Banco de México is a member of the BIS since November 1996. The
objectives of the BIS are to foster international monetary and financial
cooperation, to function as a center for economic and monetary research, and to
serve as agent or trustee in connection with international financial operations.
There are currently 55 central banks or monetary authorities with voting rights and
representation in the BIS General Meetings.

Banco de México holds 3,211 shares of the BIS third tranche of capital,
which by December 31, 2007 represented 0.59 percent of the voting rights of BIS
shareholders.

The main aspects characterizing Banco de México’s relationship with
the BIS in 2007 were: 1) discussions in the Central Bank Governance Forum
presided over by Banco de México’s Governor; 2) participation in the meetings of
the BIS Board of Directors, including the Banking and Risk Management
Committee; 3) organization in Mexico of the BIS Working Party Meeting on
Monetary Policy in Latin America; 4) discussion of current economic and financial
developments in the bimonthly meetings of central bank governors; and, 5)
participation in the Irving Fisher Committee on Central Bank Statistics (IFC) which
Banco de México has been a member of since 2006.

The purpose of the Central Bank Governance Forum is to satisfy central
banks’ growing interest in accurate and timely information on the design and
operations of central banks, as well as to provide in depth analysis of such issues
in order to foster the good governance of central banks as public policy
institutions. The Forum consists of the Central Bank Governance Group, the
Central Bank Governance Network, and the Secretariat provided by the BIS. The
Central Bank Governance Group includes up to nine BIS member central bank
governors. The group is currently chaired by Banco de México’s Governor, while
the other members are the governors of the central banks of China, India, Israel,
Malaysia, South Africa, the United Kingdom, the United States, and the vice
president of the European Central Bank. The Central Bank Governance Network
is made up of 45 high level central bank representatives. Among the topics
analyzed in the Central Bank Governance Group meetings during 2007 were:

® All documents regarding Mexico's role in the SDDS are available at the following website:
http://www.banxico.org.mx/elnfoFinanciera/infcarteleraelectronica/fmi.html
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central banks’ public image; risk management in central banks; central banks’
relationship with the government, and measures to carry out last resort loans
according to good governance best practices. The activities of the Central Bank
Governance Network included a conference held in Mexico City on September 20
and 21, 2007, in which key issues in the design and governance of a modern
central bank were discussed.

The BIS Board of Directors is mainly responsible for determining the
strategy and policy direction of the Bank, as well as supervising its management.
The Board of Directors currently has 19 members, including six ex officio
members, comprising the Governors of the central banks of Belgium, France,
Germany, Italy and the United Kingdom and the Chairman of the Board of
Governors of the US Federal Reserve System. Each ex officio member may
appoint another member of the same nationality and the other members are
elected. The governors of the central banks of Canada, China, Japan, Mexico, the
Netherlands, Sweden, and Switzerland (Chairman of the Board) and the President
of the European Central Bank are currently elected members of the Board. The
Banking and Risk Management Committee was created in May 2007 with the aim
of supporting the Board of Directors in the review and assessment of BIS banking
operations, its banking business model, and its internal control and risk
management frameworks. The members of this Committee are the governors of
the central banks of Italy, Mexico, the Netherlands and Sweden (President), and
the president and chief executive officer of the Federal Reserve Bank of New
York.

On October 5 and 6, 2007, Banco de México hosted the meeting of the
BIS Working Party on Monetary Policy in Latin America. The region’s main central
banks participated in the meeting along with the central banks of several
European countries, the U.S., Japan, and South Africa (by special invitation). The
working party discussions focused on Latin America’s economic outlook and its
capacity for recovery as well as on several monetary policy topics, particularly the
factors behind the escalation in food and energy prices.

Since joining the BIS, Banco de México has actively participated in the
meetings of governors and senior officials of member central banks. In the
meetings held during 2007 the following issues were analyzed: the implications of
performance in the financial assets prices; risk management at large financial
institutions; the link between the financial systems development and the
community; the challenges for central banks of the performance of commodity
prices; institutional arrangements for financial sector supervision; the challenges
for central banks of financial globalization and capital flows; purpose, design and
the role of central banks on sovereign wealth funds; intervention in foreign
exchange markets in response to the recent market developments; and the recent
credit markets developments and the work of the Basel Committee on Banking
Supervision.

In 2006, Banco de México accepted the invitation to be a part of the
Irving Fisher Committee on Central Bank Statistics (IFC). The committee is a
forum of users and compilers of central bank statistics, which is made up of 58
institutional members, 7 honorary members, and several associate individual
members. Banco de México participated in the committee’s Annual Meeting held
in Lisbon, Portugal on August 22, 2007, as well as in the activities promoted by
such meeting.
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Appendix 2

Public Sector Borrowing Requirements (PSBR)*

The Public Sector Borrowing Requirements (PSBR) are an indicator of
the total public sector’s financial needs, which include: a) the traditional public
sector (federal government and public entities and enterprises); b) financial
intermediation of development banks and public funds and trusts; and, c)
additional liabilities representing liabilities guaranteed by the federal government.
The additional liabilities included in the calculations of PSBR are: a) IPAB’s net
liabilities; b) financed investment projects (proyectos de inversién financiada,
Pidiregas); c) guaranteed liabilities from the toll road rescue program (Fideicomiso
de Apoyo para el Rescate de Autopistas Concesionadas, FARAC); d) the interest
rate swapping cost of programs for restructuring bank credits denominated in
UDIs; and, e) liabilities associated with debtor support programs.

At the end of 2007, total PSBR (including public sector non-recurrent
revenues) recorded a deficit of 95.8 thousand million pesos (0.98 percent of
GDP),** somewhat above the figure observed in 2006 (0.95 percent of GDP). In
2007, public sector's non-recurrent revenues totaled 72.6 thousand million pesos
(40.8 thousand million pesos higher than those registered in 2006). PSBR
excluding non-recurrent revenues recorded a deficit of 168.5 thousand million
pesos and accounted for 1.73 percent of GDP (1.3 percent of GDP in 2006)
(Graph 47).

In 2007, the public sector continued its strategy of making greater use of
domestic financial resources and reducing its dependence on foreign financing.
As a result, PSBR domestic financing (including non-recurrent revenues) totaled
175.6 thousand million pesos (1.8 percent of GDP), while net foreign financing
decreased by 79.7 thousand million pesos (0.82 percent of GDP) (Graph 48).

“° PSBR reflect public sector's use of net financial resources, both domestic and external. Since 1977,
Banco de México has calculated PSBR and published it in its Annual Reports. This concept integrates the
non-financial and financial public sector and, since 2000, a number of additional items implying liabilities
guaranteed by the public sector.

“ The methodology for calculating the PSBR presented in this section is based on sources of financing
(accrued deficit) and differs from that of the Ministry of Finance which is based on public sector’s
revenues and expenditures (cash flow). Other differences between these methodologies are: a) the value
of assets (market value versus placement value) and b) the measurement of IPAB’s financial
requirements. For the latter, Banco de México’'s methodology takes into account changes in IPAB’s
financial position, published in its Quarterly Reports on the Economic Situation, while the Ministry of
Finance measures the flow of liabilities on an accrued basis.
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Graph 47
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Percent of GDP

mmm Additional liabilities
4.0 Em Financial balance
—— PSBR excluding non-recurrent revenues
—— PSBR including non-recurrent revenues

2000 2001 2002 2003 2004 2005 2006 2007

Note: By source of financing methodology, a (-) sign represents a surplus and a (+) sign a deficit.

Graph 48
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At the end of 2007, the structure of net domestic financing was as
follows: the public sector accumulated net financial assets at Banco de México
(166.9 thousand million pesos) and increased its net liabilities with commercial
banks (68.7 thousand million pesos) and with the private sector, mostly via
government securities (210.3 thousand million pesos); it also increased other
liabilities with the private sector, mainly related to additional liabilities guaranteed
by the public sector (63.6 thousand million pesos).

The structure of the PSBR was as follows: the public sector’s financial
balance (composed of the economic balance and financial intermediation by
development banks and public funds and trusts) reached a surplus of 12.2
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thousand million pesos (0.12 percent of GDP). Public sector’s additional liabilities
totaled 108 thousand million pesos (1.11 percent of GDP). This figure comes
from: a net indebtedness of 101.1 thousand million pesos from financed
investment projects (Pidiregas); a raise in IPAB’s net liabilities (25.8 thousand
million pesos); an increase in net liabilities associated with UDI restructuring
programs (1.6 thousand million pesos); a decrease in FARAC's net liabilities (18.8
thousand million pesos); and, a decline in liabilities associated with debtor support

programs (1.6 thousand million pesos) (Table 29).

Table 29
Public Sector Borrowing Requirements in 2006 and 2007 v
Thousand million pesos

2006 2007"
Thousand million Percent of Thousand million Percent of
Item pesos GDP pesos GDP

Sources:

PSBR 87.4 0.95 95.8 0.98
Net external financing 3 -195.9 -2.14 -79.7 -0.82
(Billion US dollars) ¥ -18.0 7.3
Net domestic financing 283.3 3.09 175.6 1.80

Banco de México -186.2 -2.03 -166.9 -1.71
Commercial banks -122.4 -1.34 68.7 0.70
Government securities ¥ 503.7 5.50 210.3 2.15
Other private sector financing & 88.3 0.96 63.6 0.65

Uses:

PSBR 87.4 0.95 95.8 0.98
Financial balance ” -34.5 -0.38 -12.2 -0.12
Additional liabilities 122.0 1.33 108.0 1.11

IPAB ¥ 9.5 0.10 25.8 0.26
FARAC ¥ 1.3 0.01 -18.8 0.19
UDI r estructuring programs 2.1 0.02 1.6 0.02
Pidiregas ** 109.2 1.19 101.1 1.04
Debtor support programs ™ 02 0.00 16 0.02
Memo:
Non-recurrent revenues -31.7 -0.35 -72.6 -0.74
PSBR excluding non-recurrent revenu 119.1 1.30 168.5 1.73
p/ Preliminary figures.
1/ By source of financing methodology, a (-) sign represents a surplus and a (+) sign represents a deficit.
2/ Excludes the effect of exchange rate fluctuations (peso/US dollar and US dollar/other currencies).
3/ Net foreign financing is calculated by subtracting redemptions and changes in financial assets’ balances from total outlays.
4/ Includes both public sector's debt as well as the use of other foreign resources granted by Mexican banks’ agencies
ab;c;a?ﬁcludes private sector securities only. Federal government securities held by banks are included in the item Net Financing

6/
7/

8/

9

=

by Commercial Banks. Government securities are registered at market value according to the IMF Government Finance
Statistics Manual (2001).

Includes private sector’s bank deposits at developments banks and contingent liabilities.

Public sector’s financial balance includes the economic balance (federal government and public enterprises), and financial
intermediation by development banks and public funds and trusts.

Estimates based on the change in the Institute for the Protection of Bank Savings’ (Instituto de Proteccién al Ahorro
Bancario, IPAB) net liabilities as published in the Ministry of Finance’s Public Debt Reports.

Estimates based on the changes in federal government guaranteed liabilities from the toll road rescue program
(Fideicomiso de Apoyo al Rescate de Autopistas Concesionadas, FARAC).

10/Net investment in financed investment projects (Proyectos de Infrastructura Productiva de Largo Plazo, Pidiregas).
11/Figure reported by commercial and development banks as credit granted to the federal government under these programs.
Source: Ministry of Finance and Banco de México.
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Public Sector Net Debt *?

Throughout 2007, the federal government pursued its policy to improve
the public debt's payment conditions and its risk profile in terms of maturity,
interest rate and currency composition.

At the end of 2007, the public sector total net debt represented 31.28
percent of GDP, 2.19 percentage points below its level at the end of 2006. This
reduction was a result of an increase of 3.23 percentage points in nominal terms
in the public sector net debt, while hominal GDP grew 10.55 percent. As for its
composition, the net broad economic debt accounted for 52.01 percent of total
public sector debt, while additional liabilities represented 47.99 percent (Table 30).

Table 30
Public Sector Total Net Debt
End of period outstanding stocks

Stocks in Thousand Real Annual Percentage

Million Pesos Percent of GDP Change Structure
2006 " 2007 ” 2006 2007 " Difference DDec 2006- 2006 " 2007 ™

ec 2007

a. Net Broad Economic Debt ¥ 1,697.2 1,684.5 18.11 16.26 -1.85 -4.34 54.09 52.01
1. External 525.4 377.0 5.61 3.64 -1.97 -30.84 16.74 11.64
2. Domestic 1,171.8 1,307.5 12.50 12.62 0.12 7.54 37.34 40.37
b. Additional Liabilities 1,440.6 1,554.6 15.36 15.02 -0.34 4.00 45,91 47.99
1. IPAB ¥ 687.9 713.8 7.34 6.89 -0.45 0.01 21.92 22.04
2. FARAC ¥ 160.7 141.9 1.71 1.37 -0.34 -14.90 5.12 4.38
3. UDI restructuring programs “ 33.2 34.8 0.35 0.34 -0.01 1.02 1.06 1.07
4. Direct Pidiregas 5 554.3 661.5 591 6.39 0.48 15.02 17.67 20.42
5. Debtor support programs ¢ 45 26 0.05 0.03 -0.02 -44.32 0.14 0.08
c. Public Sector Total Net Debt (a+b) 3,137.8 3,239.1 33.47 31.28 -2.19 -0.51 100.00  100.00

p/ Preliminary figures.

1/ The difference between the increase in the net broad economic debt and PSBR is due to 1) the revaluation of debt flows in foreign currency; 2) the
exclusion of liquid assets held by public enterprises in investment funds; and 3) the fact that credit granted to the private sector is considered an asset and
not a liability as with financial intermediation.

2/ Corresponds to the difference between IPAB’s gross liabilities and total assets as reported in Appendix Il from the Ministry of Finance Quarterly Report on
Economic Situation, Public Finances and Public Debt.

3/ FARAC liabilities guaranteed by the federal government.

4/ Difference between liabilities associated with special Cetes (issued by the federal government and banks) and debt restructured in UDIs.

5/ Debt balance for direct Pidiregas is based on investment flows.

6/ Credit granted by commercial banks to the federal government under the mentioned programs.

Source: Ministry of Finance and Banco de México.

In 2007, the net broad economic debt accounted for 16.26 percent of
GDP, 1.85 percentage points below the figure in 2006. The external net broad
economic debt was 1.97 percentage points of GDP below the figure of the
previous year. This result is explained by a reduction in federal government’'s
indebtedness and the accumulation of external financial assets by public entities
and enterprises. The domestic net broad economic debt rose 0.12 percentage

“2 The broad economic debt includes net liabilities of the federal government and non-financial public
enterprises, as well as indebtedness and financial assets of official financial intermediaries (development
banks and public funds and trusts). The net debt consolidated with Banco de México includes central
bank’s financial assets and liabilities with the private sector, commercial banks and the external sector.
The latter definition allows for offsetting the net financing granted by the central bank to the public sector.
Total net debt includes the broad economic debt plus net liabilities from IPAB, FARAC, UDIs restructuring
programs, Pidiregas, and debtor support programs. Since financing of development banks to the private
sector is considered an asset of the public sector, and due to other methodological reasons used in the
PSBR calculations mentioned above, the concepts of public debt are not comparable with those used by
the Ministry of Finance in its Quarterly Reports on Public Finance and Public Debt to the Mexican
Congress.
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points of GDP compared to 2006, in response to higher domestic federal
government indebtedness.

In 2007, the federal government continued its strategy of substituting
foreign for domestic debt. Among the actions taken to pursue such a strategy
were the three warrants substituting foreign for domestic debt. One of them
allowed the federal government to decrease its external debt by 474.3 million
euros, while the other two reduced such liabilities by 821.8 million US dollars.*®
These operations exchanged UMS bonds issued in international markets for peso-
denominated Bonos M. Although none of these three operations represented a
reduction in the total federal government’'s net debt, they did help to improve the
structure of the public sector debt.

In the domestic market, the federal government continued to issue more
fixed-rate bonds and long-term Udibonos with which it has been able to extend the
maturity of government securities. Thus, the average weighted maturity of federal
government securities increased by 445 days, from 1,559 days in 2006 to 2,004
days in 2007 (Graph 49).*

Graph 49
Government Securities
a) Percentage structure b) Average term to maturity (days) of
government securities
2,500
H Cetes Bonos mBondes  m Udibonos
100 + 2004
2,000 +
80
1,500 +
60
1,000 +
40 1
500 +
20 4
0 - 0 -
1999 2001 2003 2005 2007 1998 2000 2002 2004 2006

Source: Ministry of Finance (SCHP) and Banco de México.

Additional liabilities represented 15.02 percent of GDP, 0.34 percentage
points less than those registered in 2006. This reduction was mainly due to a
reduction in FARAC liabilities equal to 0.34 percent of GDP resulting from the
repayment of debt associated to highway concessions in 2007, a 0.45 percentage
point decrease in IPAB’s net liabilities, and an increase in liabilities associated to
Pidiregas (0.48 percent of GDP).

3 The maturity dates of the warrants substituting foreign by domestic debt were September 25, October 17
and November 13.

** Weighted average maturity is defined as the weighted total (compared to the nominal value of the amount
in circulation) of the remaining times to maturity of all securities in circulation.
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At the end of 2007, the net debt consolidated with Banco de México
equaled 16.59 percent of GDP, 1.90 percentage points below the figure observed
at the end of 2006 (Table 31). In 2007, the external creditor position of the public
sector was significant (5.57 percent of GDP), since it increased by 2.35
percentage points of GDP as compared with 2006. The latter resulted from the
substitution of foreign debt for domestic debt as well as Banco de México's
international reserve accumulation. In 2007, domestic debt consolidated with
Banco de México rose 0.45 percentage points of GDP. Finally, the total public
sector debt consolidated with Banco de México, including additional liabilities,
equaled 31.61 percent of GDP, 2.24 percentage points below that registered in
2006.

Table 31
Public Sector Total Debt Consolidated with Banco de México
End of period outstanding stocks

Stocks in Thousand Real Annual Percentage
Million Pesos percent of GDP Change Structure
X Dec 2006-

p/ p/ p/ p/ p/ o/

2006 2007 2006 2007 Difference Dec 2007 2006 2007
a. Net Debt Consolidated with Banco de México 1,732.8 1,719.0 18.49 16.59 -1.90 -4.39 54.60 52.51
1. Foreign -302.2 -577.3 -3.22 -5.57 -2.35 84.11 -9.52 -17.64
2. Domestic 2,035.0 2,296.3 21.71 22.16 0.45 8.75 64.13 70.15
b. Additional Liabilities 1,440.6 1,554.6 15.36 15.02 -0.34 4.00 45.40 47.49
1. IPAB ¥ 687.9 713.8 7.34 6.89 -0.45 0.01 21.68  21.80
2. FARAC ¥ 160.7 141.9 1.71 1.37 -0.34 -14.90 5.06 4.33
3. UDI restructuring programs o 33.2 34.8 0.35 0.34 -0.01 1.02 1.05 1.06
4. Direct Pidiregas S 554.3 661.5 5.91 6.39 0.48 15.02 17.47 20.21
5. Debtor support programs * 45 2.6 0.05 0.03 -0.02 -44.32 0.14 0.08
c. Total Public Sector Debt Consolidated with Banco de México (a+b) 3,173.4 3,273.6 33.85 31.61 -2.24 -0.58 100.00  100.00

p/ Preliminary figures.

1/ The difference between the increase in this debt and PSBR is due to 1) the revaluation of debt flows in foreign currency; 2) the exclusion of liquid assets held by
public enterprises in investment funds; and 3) the fact that credit granted to the private sector is considered an asset and not a liability as with financial
intermediation.

2/ Corresponds to the difference between IPAB’s gross liabilities and total assets as reported in Appendix Il from the Ministry of Finance Quarterly Report on
Economic Situation, Public Finances and Public Debt.

3/ FARAC liabilities guaranteed by the federal government.

4/ Difference between liabilities associated with special Cetes (issued by the federal government and by banks) and debt restructured in UDIs.

5/ Debt balance for direct Pidiregas is based on investment flows.

6/ Credit granted by commercial banks to the federal government under the mentioned programs.

Source: Ministry of Finance and Banco de México.
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Statistical Appendix
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