Case Study: Open Market Operations in Mexico
Estefana Carrera, a director at the Ministry of Finance of Mexico, is desperately hoping that 2017 is better than 2016 for the country’s economy.  As Mexico deals with multiple economic challenges, the Ministry of Finance is under pressure to take action.  After a four-hour meeting with the minister of finance, the ministry directors – including Estefana – are more aware than ever of the need to take action to turn the economy around. 
Economic Uncertainty
As of the beginning of 2017, the country of Mexico is facing a number of economic challenges.  Remittances from Mexicans working in the United States to Mexico, recently displacing oil as the number one source of foreign income for the country, are 10% below 2009 levels.  The violence resulting from the ongoing “drug war” between the government and the drug cartels continues to negatively affect tourism, the number three source of foreign income for the country.  And on 27 December 2016, the Mexican government announced a 20% increase in the price of fuel starting 1 January 2017.  As petroleum is a natural resource in Mexico, many Mexicans view this price increase as just another form of government domination, particularly in light of the fact that oil prices have plummeted from US$121 per barrel in April 2011 to US$53 per barrel in December 2016, another cause of economic stagnation in Mexico, as oil revenues are the number two source of foreign income for the country.
Another major development likely to affect the economy of Mexico is the election of Donald Trump as the next President of the United States.  During his campaign, President-elect Trump made numerous comments regarding Mexico, including bringing jobs back to America (which would result in a loss of jobs in Mexico) and building a wall along the 2,000 mile-long border separating the two countries at a cost of approximately US$10 billion.  One immediate effect of the President-elect’s rhetoric was a devaluation of the Mexican peso relative to the US dollar of 12% during the four days following the 2016 US presidential election.
Economic Stimulus Plan
In response to these challenges, Estefana is preparing a proposal to use open market operations to drive economic growth in the country.  As of 31 December 2016, 5-year maturity Mexican bonds are trading at a yield of 7.42%.  Annual economic growth for the country was 2.5% in 2015, and official reported growth for 2016 will likely be just over 2%.  2017 economic growth is currently estimated at 2.2%.  The Ministry of Finance’s target economic growth rate for 2017 is 2.8%.  One possible economic stimulus which Estefana is evaluating is a low-interest rate debt offering to drive down market interest rates and spur economic growth.  Based on a study of recent debt offerings in countries with similar economic profiles to Mexico, Estefana estimates that every 0.8% decrease in interest rates will result in an increase in the rate of economic growth of 0.5%.
Estefana is scheduled to present her findings and recommendation in two days.  She hopes for her sake – and the sake of the country – that her recommendation will enable the Mexican economy to move forward.

REQUIRED:
As Estefana:
1) Calculate the appropriate interest rate for the new bond offering to increase economic growth to the government’s target growth rate.

2) [bookmark: _GoBack]Projected 2017 economic growth of 2.2% for 2017 is based on the assumption that President-elect Donald Trump will in fact begin to actively pursue a plan of moving jobs of American companies from Mexico to the US.  The ministry estimates that economic growth in 2017 would be 12% higher without the implementation of this type of economic policy in the United States.  Assume that the US government under Donald Trump does not pursue this policy.

a) Calculate the revised economic growth estimate for Mexico for 2017.

b) Based on the calculation in a), revise your calculation of the interest rate required for the new bond offering to realize the government’s target economic growth rate.

