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a. Adjusted for the ~nflation differential between the U.S. and Mexico. 
b. Foreign exchange reserves were converted to Mexican pesos using average monthly exchange rates. M2 is the sum of lines 34 and 35 in the International 
Monetary Fund's lnternational Financial Statistics. 
SOURCE: International Monetary Fund. 

 macroeconomic conelitions in Mex- 
ico seem to have st;lbilizecl, ancl con- 
cerns about gro~vth have hecome fo- 
cusecl on the conclition of the 
12ankilg system. ?'he peso's real es- 
change rate, which cornl~ines infor- 
mation a b o ~ ~ t  the nomin:ul exchange 
rate ancl the inflation mtes in the U.S. 
ancl Mexico. wa greatly rccl~lced hy 
the clc\.:~luation of the peso in De- 
cenllxr 1994. I>oosting Mexican 
corrlpetitiveriess ancl cspo~ts.  

I-Io\~ever, high intercst sates in 
bfefcsico, which r e s ~ ~ l t  from c;~pital 
o ~ ~ t f l o \ ~ s ,  persist. They increz~se the 
cost o f  efforts I,!; the h,Iexic;~n gov- 

ernment ancl international fin:lncial 
zugencies to help hanks ancl bonoxv- 
ers cope with increased clebt I~ur- 
clens and with lower clo~nestic 
spending. Most observers are n o ~ v  
conficlent that the lxunlcing system is 
recovering. 17~it the ultimate cost to 
the government is unclear. 

The Bank of i\lexico is no longer 
recl~lirecl to intervene in clefense of 
the peso, as it was ~111der the previ- 
ous exchange-rate regime. 1-Io\vever, 
events in late I995 clemonstr-;utecl a 
cont in~~ing potential conflict be- 
tween exchange-rate policy ancl the 
~eco \~e ry  of the banking system and 

real s p e n c l i ~ ~ g  In orcler to clefencl 
the peso, interest sates were in- 
creasecl sharply in Xovemher, fur- 
ther n.ealienill:,: the prospects for  
hanking recovery. Investors ~vorry  
that contin~ling prol~lems in the 
I3anking sector niay oreate a temptr~- 
tion to ahanclon infl>ution control as 
the guicling principle of monetary 
policy. A t h o ~ ~ g h  foreign exchange 
reserves neecl no  longer i ~ e  large 
eno~igh to maintain the exchange 
late, they must be capable o f  meet- 
ing capital o~~tflo\\.s \vhose potential 
magnitudes :use 1.e1atecl to the size of 
monetary aggregates. 
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