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further. The action is expected to lower interest rates further
and put pressure on the peso to depreciate. Moreover, although
not quite at international levels, inflation for the year is expected
to be close to or below the official target of 6.5%, giving monetary authorities room to maneuver.
Starting July 2, 2001, the Central Bank will lower the intervention amounts in the exchange market to zero and let the peso
float freely. In theory, given the surplus in the balance of payments, the measure should pressure the peso to appreciate, which
is the opposite effect to the reduction in the corto. However,
with a freely floating peso, investors will expect higher volatility, which might lower capital flows to Mexico.
There are two short-term developments to consider if Mexico
loosens monetary and tightens fiscal policy. The first is that the
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approval of fiscal measures renews New York’s (irrational?)
exuberance toward Mexico and capital flows increase despite
lower interest rates. The second is that loosening monetary
policy might be insufficient to abate portfolio flows and elimi-
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question is relevant because FDI is large and, at least in the
short term, unresponsive to interest rates. Figure 3 shows that
the current account deficit has been larger than FDI since 1998,
implying that portfolio investment is what throws the overall
balance of payments into a surplus and puts pressure on the
peso to appreciate. If monetary policy could reduce or elimi-

traumatic balance-of-payments crisis in 1976. Crises reappeared every six years with

almost clockwork regularity, coinciding with presidential transitions, and all were blamed
on an overvalued peso. Six years after 1994, the peso has again appreciated to historical
highs and the same old questions arise: Is the peso overvalued? How could this happen with

nate the balance-of-payments surplus without further appreciation of the peso and deterioration of the current account. The

exico’s relationship with its real exchange rate has been tumultuous since its first
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nate portfolio flows through lower returns on peso instruments,
the balance of payments would be thrown into a deficit putting
pressure on the peso to depreciate.
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Measuring overvaluation is difficult because the equilibrium real exchange is an elusive concept. By historical standards, however, the peso is overvalued. Figure 1 shows two alternative
measures of the real exchange rate. The first is the conventional index published by Banco de
Mexico (Mexico’s Central Bank) based on the ratio of Mexico’s consumer price index (CPI) to

Will there be a crisis? The answer is "no," as long as there is not

its 111 largest trading partners. The second measure is based on unit labor costs, a measure of

another "December mistake" when faced with volatility, and

export competitiveness. For both indexes the lines move up for a real depreciation, and they

Mexican authorities continue to loosen monetary policy and

track each other closely.

tighten fiscal policy enough to prevent further appreciation of
the peso and deterioration of the current account. If Mexico

At the end of March 2001, the CPI-based real exchange rate was 27%, more appreciated in real

fails to do so, the current account deficit will continue to grow

terms than in November 1994 just prior to that crisis and close to the previous all-time high.

so long as it can be financed with portfolio investment. As in

The unit labor costs real exchange rate is also high by historical standards. A disturbing fact is

the past, confidence will decline abruptly and Mexico will face

that November 1994 is a poor benchmark. After all, many argued that the real exchange rate

a liquidity sudden stop again.

was grossly overvalued then and that it was a main cause of the 1994 crisis.
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son U.S. interest rates fell 230 basis points.

ments, then Mexico would have had two successive quarters

To ride out the U.S. slowdown and return to rapid growth,

with negative growth. The official growth estimate for 2001
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policy remained restrictive until May 2001. Nevertheless, the
fall in aggregate demand and lower international interest rates
allowed Mexican interest rates to fall 770 basis points from

vate capital inflows and prevent a rise in inflation.
It is encouraging that Mexican authorities are moving appropriately on both fronts. On the fiscal side, the Ministry of Hacienda (Treasury) is spending much political capital in getting
approval for a fiscal package that eliminates all exemptions to
the Value Added Tax. The objective is to reduce the current
fiscal deficit of over 3% of GDP by a percentage point per year.
On May 18, the corto was reduced for the first time since March
1998 and there is speculation that monetary policy will ease

Each balance-of-payments crisis witnessed a pronounced real
appreciation of the peso. Is there cause for concern now? As
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further. The action is expected to lower interest rates further
and put pressure on the peso to depreciate. Moreover, although
not quite at international levels, inflation for the year is expected
to be close to or below the official target of 6.5%, giving monetary authorities room to maneuver.
Starting July 2, 2001, the Central Bank will lower the intervention amounts in the exchange market to zero and let the peso
float freely. In theory, given the surplus in the balance of payments, the measure should pressure the peso to appreciate, which
is the opposite effect to the reduction in the corto. However,
with a freely floating peso, investors will expect higher volatility, which might lower capital flows to Mexico.
There are two short-term developments to consider if Mexico
loosens monetary and tightens fiscal policy. The first is that the
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question is relevant because FDI is large and, at least in the
short term, unresponsive to interest rates. Figure 3 shows that
the current account deficit has been larger than FDI since 1998,
implying that portfolio investment is what throws the overall
balance of payments into a surplus and puts pressure on the
peso to appreciate. If monetary policy could reduce or elimi-

traumatic balance-of-payments crisis in 1976. Crises reappeared every six years with

almost clockwork regularity, coinciding with presidential transitions, and all were blamed
on an overvalued peso. Six years after 1994, the peso has again appreciated to historical
highs and the same old questions arise: Is the peso overvalued? How could this happen with
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Measuring overvaluation is difficult because the equilibrium real exchange is an elusive concept. By historical standards, however, the peso is overvalued. Figure 1 shows two alternative
measures of the real exchange rate. The first is the conventional index published by Banco de
Mexico (Mexico’s Central Bank) based on the ratio of Mexico’s consumer price index (CPI) to

Will there be a crisis? The answer is "no," as long as there is not

its 111 largest trading partners. The second measure is based on unit labor costs, a measure of

another "December mistake" when faced with volatility, and

export competitiveness. For both indexes the lines move up for a real depreciation, and they

Mexican authorities continue to loosen monetary policy and

track each other closely.

tighten fiscal policy enough to prevent further appreciation of
the peso and deterioration of the current account. If Mexico

At the end of March 2001, the CPI-based real exchange rate was 27%, more appreciated in real

fails to do so, the current account deficit will continue to grow

terms than in November 1994 just prior to that crisis and close to the previous all-time high.

so long as it can be financed with portfolio investment. As in

The unit labor costs real exchange rate is also high by historical standards. A disturbing fact is

the past, confidence will decline abruptly and Mexico will face

that November 1994 is a poor benchmark. After all, many argued that the real exchange rate

a liquidity sudden stop again.

was grossly overvalued then and that it was a main cause of the 1994 crisis.
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