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STAFF REPORT FOR THE 2016 ARTICLE IV CONSULTATION 

KEY ISSUES 
Outlook and Risks: Mexico is confronting a complex external environment characterized 
by heightened risk of trade protectionism and financial markets volatility. Real GDP 
growth is projected to moderate to 2.1 percent in 2016, with inflation remaining close to 
the 3-percent target. Looking ahead, the expected recovery in external demand and 
investment should support economic activity. The main risks include a rise in global 
protectionist tendencies, weaker-than-projected growth in the United States, renewed 
surge in capital flow volatility, and further decline in domestic oil production. 

Macroeconomic Policies: Policies and policy frameworks remain very strong. It is critical 
to continue adhering to the fiscal consolidation plan to maintain market confidence and 
put the public debt-to-GDP ratio on a downward path. To achieve this goal, the 
government has to control effectively the growth of public spending and save one-off 
revenues. Turning PEMEX into a profitable company through a focus on improving the 
efficiency of core business activities should remain a critical element of the consolidation 
plan. A pause in monetary policy tightening appears warranted in the near term, given 
the moderation in economic activity, absence of second-round effects from the 
depreciation, and limited wage pressures. On the structural front, strengthening the rule 
of law and raising female labor force participation would help boost potential output 
and reduce inequality.  

Financial System Stability Assessment: The 2016 FSAP recommended strengthening 
consolidated supervision and the governance of the financial supervisory agencies and 
the deposit insurance institute. Developing formal contingency plans and simulation 
exercises will help enhance the crisis preparedness framework. Quantitative credit 
targets for development banks should be eliminated, and performance should be based 
in part on indicators of financial inclusion and private sector crowding in.  

Advice from previous Article IV Consultations: Consistent with past Fund advice, the 
authorities maintained their commitment to the fiscal consolidation path over 2015–18. 
In 2016, they started liberalizing fixed fuel prices, with implied excises near the optimal 
carbon tax levels proposed by staff. The authorities also discontinued rules-based 
foreign exchange interventions in favor of discretionary intervention, in line with staff 
advice. 
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CONTEXT 
1.      Mexico continues to navigate a complex external environment. The exchange rate has 
been affected by heightened risks of a rise in protectionism in major trading partners. In the context 
of elevated external risks, policies in Mexico remain focused on maintaining strong fundamentals 
and financial stability. The flexible exchange rate continues to play a key role in facilitating 
adjustment to external shocks. The authorities remain committed to a gradual reduction in the 
public sector borrowing requirement (PSBR). Financial and non-financial companies’ sector balance 
sheets are resilient to downside risks, in part due to strong financial sector supervision and 
regulation.  

RECENT DEVELOPMENTS 
2.      Mexico’s economy is growing at a moderate pace. Real GDP growth is projected to slow 
to 2.1 percent in 2016 (from 2.5 percent in 2015). The main driver of activity over the past year has 
been private consumption, supported by a rise in remittances, robust employment and real wage 
growth, as well as a pick-up in household credit growth. The labor market remained strong, with 
steady job creation in services and residential construction. However, weakness in U.S. industrial 
activity led to lower demand for Mexico’s manufacturing exports, and a slowdown of investment in 
equipment and machinery in the first half of 2016. On the supply side, the strong performance of 
the service sector offset the fall in oil extraction and the moderation of manufacturing production 
(Figure 1). Year-on-year headline and core inflation are now close to the 3-percent target, up from a 
historical low of 2.1 percent in 2015, with no evidence of second-round effects from the exchange 
rate depreciation (Box 1).1 Services inflation has been broadly stable and medium-term inflation 
expectations remain well anchored (Figure 2).  

 

                                                   
1 The decline in inflation in 2015 was in part temporary, related to a fall in food, energy, and telecom services prices 
related to the structural reforms. 
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3.       Asset prices in Mexico have been affected by the heightened volatility in global 
financial markets and uncertainties related to the risk of rising protectionism. As of end-
September, the peso had depreciated by about 25 percent vis-à-vis the U.S. dollar over the 2015 
average. Foreign exchange implied volatility and bid-ask spreads have also increased. Net portfolio 
inflows into Mexico turned negative in the second quarter as non-resident investment in short-term 
government securities declined. More recently, Mexico has benefitted from the strong recovery of 
capital flows in emerging markets, although the exchange rate remains volatile. The yields on local-
currency long-term government bonds have remained broadly stable, and Mexico continues to 
place sovereign and corporate bonds in international capital markets at low interest rates (Figure 3).2  

                                                   
2 In August, Mexico issued US$2.76 billion bonds at yields of 3.04 percent (10-year) and 4.37 percent (30-year). In 
February, EUR 2.5 billion were issued at yields of 1.98 (6-year bonds) and 3.42 (15-year bonds).  

 

Source: National authorities; Haver Analytics; Bloomberg, L.P.; and IMF staff calculations.
1/ The index is constructed as the weighted average of a set of financial indicators with weights given by the inverse of the
standard deviation of the corresponding variable. The indicators used to construct the index include the bilateral exchange 
rate, 3-month option implied volatility, net international reserves, 28-day interbank rate, overnight interbank rate, CEMBI 
spreads, EMBIG spreads, 5-year sovereign CDS spreads, 5-year PEMEX CDS spreads, IPC stock price index, VIMEX index, 2-
year government bond yield, 10-year government bond yield, 10-year government bond yield bid-ask spread, exchange rate 
bid-ask spread, EPFR bond flows, and EPFR equity flows.
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4.      The growth of credit to the private sector has been strong, despite a moderate 
increase in funding costs.3 Lending by commercial banks expanded by 16 percent in nominal terms 
in the twelve months through August 
2016 (Figure 6).4 Strong corporate loan 
growth is partly explained by exchange 
rate effects as about ¼ of outstanding 
loans are denominated in U.S. dollars. 
External bond issuance by private 
companies has also recovered after a 
dip in mid-2015 (Figure 4). The growth 
of consumer and mortgage loans has 
picked up as well, consistent with a 
strengthening labor market, and 
greater competition in mortgage 
markets after the financial reform. 
Development bank credit continued to 
grow at a rapid pace, expanding by 19 percent in the twelve months through August 2016. Overall 
credit expansion (including bond financing) is broadly consistent with trend financial deepening.  

5.      Private sector balance sheets remain relatively strong. Total private corporate debt is low 
at about 25 percent of GDP, and foreign currency exposure is largely hedged through natural and 
financial hedges. In addition, corporations maintain strong liquidity buffers and have long average 
debt maturities (Figure 8). Only 15 percent of total debt matures over the next five years. Measures 
taken by the authorities to support PEMEX have reduced balance-sheet stress for the oil company’s 
suppliers.5 Households also have very low debt, and hold significant financial and non-financial 
assets. Bank are well capitalized, and have high liquidity ratios and low NPLs. The balance sheets of 
other financial institutions (insurance, mutual funds, and pension funds) are also healthy.  

  

                                                   
3 See the selected issues paper for an analysis of the transmission of policy rates to lending and deposit rates. 
4 The apparent rapid pace of credit growth reflects trend financial deepening, starting from a very low level of bank 
intermediation (see the 2015 Article IV Selected Issues Paper). The ratio of bank lending to the non-financial private 
sector to GDP has been growing steadily, from 13.2 percent in 2010 to 17.5 percent in 2016.  
5 Actions to support PEMEX’s suppliers included extension of MXN 15 billion (0.1 percent of GDP) in development 
bank loans to pay outstanding debt to small suppliers, direct financial support to PEMEX (used to reduce liabilities to 
large suppliers), and exempting banks in five oil-rich states from classifying restructured loans as NPLs for twelve 
months (until the end of 2016). 
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Box 1. Exchange Rate Pass-through Estimates 
Estimates of the exchange rate pass-through to headline consumer prices for Mexico show no 
evidence of second-round effects. The estimation was based on monthly data over 2000-15, using as 
explanatory variables the import-weighted nominal effective exchange rate, international oil and food prices, 
production costs in trading partners, and the output gap.1 If absence of second-round effects, the pass-
through should be close to the import content of household consumption since the response of inflation to 
a currency depreciation would only reflect the relative-price adjustment between tradable and non-tradable 
goods and services. 

The pass-through in Mexico is low owing to a low import content of consumption and well-anchored 
inflation expectations. The 2-year cumulative pass-through from nominal effective exchange rate 
depreciation to headline consumer prices is about 7 percent, slightly below the import content of 
consumption. In a cross-country comparison, countries with better anchored expectations—and hence with 
more credible central banks—have empirical estimates of pass-through that are close or even below the 
import content of consumption, suggesting an absence of second-round effects.  

 

A temporary increase in inflation due to the exchange rate depreciation would not necessarily 
warrant a policy response. Even with a low exchange rate pass-through coefficient, a large depreciation 
would lead to an increase in inflation due to the relative price adjustment between tradable and non-
tradable goods and services. However, with well-anchored medium-term inflation expectations, such an 
increase in inflation is likely to be temporary. Credible central banks may have space to allow the price 
adjustments to take place without an aggressive response to the increase in inflation. 
1 Further details are provided in Ch. 4 of the WHD Regional Economic Outlook (2016) and Carriere-Swallow and 
others, 2016, “Monetary Policy Credibility and Exchange Rate Pass-through.” 

6.      The external sector position remains broadly consistent with medium-term 
fundamentals and desirable policy settings. The current account deficit is projected to remain 
unchanged at about 3 percent of GDP in 2016, as the reduction in the hydrocarbons trade balance 
has been offset by stronger remittances and net service exports. The cyclically-adjusted current 
account deficit is broadly in line with fundamentals and desirable policy settings (Annex II). In real 
effective terms, the peso has depreciated by about 12 percent in 2016 relative to its 2015 average, 
reflecting lower oil production and exports, weaker domestic growth prospects, further deterioration 
in the terms of trade, and increased uncertainty related to rising protectionism risks. In the staff’s 
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assessment, the peso is broadly in line with fundamentals (with a gap of 0-10 percent).6 Looking 
ahead, portfolio flows are expected to recover in the baseline: 
inflows into domestic government paper have already 
increased in the third quarter of 2016. The net international 
investment liability position is sustainable at about 40 percent 
of GDP in 2016, and foreign exchange reserves are adequate 
according to a range of indicators (Figure 5 and Table 6).  

7.      The stance of macroeconomic policies has tightened. The Bank of Mexico increased its 
policy rate cumulatively by 175 basis points to 4¾ percent over the past twelve months. The first 
rate increase of 25 basis points took place in 
December, 2015, as Banxico matched the move 
by the Federal Reserve. Subsequently, the policy 
rate was increased by 50 basis points each in 
February (outside the normal meeting 
schedule), June and September 2016. Long-
term yields on local currency bonds have 
remained broadly stable resulting in a flattening 
of the yield curve. In February, Bank of Mexico 
shifted to a discretionary foreign exchange 
intervention strategy and has intervened only 
once since then.7 The authorities project that 
the headline fiscal deficit (PSBR) will narrow to 3 percent of GDP in 2016 (compared with an original 
PSBR target of 3.5 percent), helped by a one-off transfer of Bank of Mexico’s surplus (amounting to 
1.2 percent of GDP) to the federal government.8 Excluding the Bank of Mexico transfer, revenues are 
projected to be broadly on target, with the decline in oil income offset by stronger-than-expected 
VAT, income, and excise tax revenues and the oil-price hedge. The structural primary deficit is 
projected to improve by about ¾ percentage points of GDP.  

  

                                                   
6 This judgement is consistent with the overall results from the external balance assessment, which finds that the 
current account deficit is close to the norm (0.8 percentage points of GDP wider than the norm, see text chart), and 
the real effective exchange rate level approach, which shows a small undervaluation of 11.5 percent.  
7 Mexico had two rules-based intervention schemes in place in 2015: preannounced daily auctions of U.S dollars and 
additional auctions when the daily exchange rate depreciation exceeded a certain threshold. The first scheme was 
suspended on November 19, 2015, and the second was discontinued on February 17, 2016. Discretionary 
intervention was used only on one occasion in February.  
8 The central bank law requires the Bank of Mexico to transfer to the federal government its surplus (including from 
exchange rate valuation gains) after increasing its capital sufficiently to ensure that it grows at least at the projected 
growth rate of nominal GDP. When the profits are from unrealized asset price gains (such as unrealized gains on FX 
reserves), the Bank of Mexico Board has discretion to increase its capital by more than that. The Bank of Mexico is not 
consolidated in the public sector fiscal accounts, so these one-off transfers affect the headline fiscal deficit.  
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8.      PEMEX is adapting to the new reality of persistently lower oil prices. The company’s 
balance sheet has been affected by a decline in oil production and prices, resulting in a significant 
increase in its outstanding debt to suppliers (Box 2). The rating agency Moody’s downgraded 
PEMEX’s debt to the lowest investment grade level (Baa3) in early 2016.9 A new management team 
was appointed in February and several measures to strengthen the finances of the state-owned oil 
producer have been taken in the course of this year. The Federal Government provided financial 
assistance to PEMEX to improve its liquidity. PEMEX announced permanent expenditure cuts of 
about 20 percent of its budget in early 2016. The company also restructured its pension scheme, 
generating savings of 1 percentage point of GDP in net present value terms.10 In addition, the 
federal government assumed a fraction of PEMEX’s pension liabilities in an amount equal to the 
savings from the reform.  

9.      Implementation of the key structural reforms is broadly on track. On the energy front, 
auctions of oil fields and electricity permits for generation are proceeding as planned (the first two 
auctions for electricity permits are expected to lead to an increase of electricity generation capacity 
of 10 percent). Three rounds of auctions of oil contracts have been completed successfully. The next 
milestones are the auctions for deep water oil fields and for PEMEX’s first joint venture, scheduled to 
take place in December. Some positive results from the reforms are already visible. Private 
investment in natural gas pipelines, electricity generation, and telecommunications has picked up, 
and the financial reform has helped spur competition in the banking sector. Increased competition 
in telecommunication services has led to a significant reduction in prices. The education reform is 
also in the process of implementation, although it has faced resistance in some states. 

10.      The authorities are taking steps to improve the rule of law. A 2015 constitutional reform 
created a new National Anticorruption System, the main goal of which is improved coordination 
among the relevant authorities in the prevention, detection, and penalization of acts of corruption. 
Secondary legislation, promulgated in July 2016, included financial disclosure requirements for 
recipients of public funds, creation of a specialized federal court for corruption cases, and stricter 
penalties and statutes of limitations. 

  

                                                   
9 PEMEX’s woes have also affected the assessment of the sovereign credit. In March, Moody’s revised the outlook for 
Mexico’s sovereign credit rating from stable to negative, citing subdued economic growth, continued external 
headwinds, and the deterioration in PEMEX’s finances. The current sovereign credit rating by Moody’s is A3 (one 
notch above the BBB+ rating of S&P and Fitch). In August, S&P also changed the outlook for Mexico from stable to 
negative, while reaffirming its BBB+ rating. 
10 The state-owned electricity company (CFE) also reformed its pension scheme this year. The estimated savings from 
this reform are 0.8 percent of GDP in net present value terms. Similar to the arrangement with PEMEX, the federal 
government will assume a fraction of pension liabilities equal to the amount of savings from the reform.  
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Box 2. Pemex: Key Reforms and Recent Developments 
Declining oil production and prices have affected PEMEX’s liquidity and profitability in 2015 and 
early 2016. PEMEX’s equity shrank by 7 percent of GDP between 2013 and 2016Q1 due to rising losses. Its 
market debt increased from 5 percent of GDP to around 9 percent of GDP over the same period. Moreover, 
the company accumulated significant debt to suppliers: 0.9 percent of GDP as of end-2015, up from an 
average of 0.4 percent of GDP over 2009-12. In addition, PEMEX had significant unfunded pension liabilities 
(8½ percent of GDP as of June 2015). Similar to other oil producers, PEMEX had to undertake an adjustment 
to return to profitability. The federal government provided financial support to the company in 2016 to ease 
the immediate liquidity problems, while PEMEX restructured its pension scheme and announced permanent 
expenditure adjustments. 

Federal government support. In April, the 
authorities announced a capital injection, liquidity 
support, and a reduction of the fiscal burden on 
PEMEX. Altogether, these measures amounted to 0.6 
percent of GDP. Pemex announced in June that it had 
settled 0.5 percent of GDP of debt to suppliers. 

Pemex pension reform. Pemex modified its defined 
benefit pension regime in November 2015, reducing 
the net present value of its pension liabilities by 1 
percent of GDP.1 In the context of the energy reform, 
the federal government had agreed to assume a 
portion of Pemex’s pension-related debt equivalent to the savings generated by the reform (promissory 
notes were issued to PEMEX in 2015-16 to honor 
this agreement). 

Spending adjustment. In February, PEMEX 
announced cuts of about 0.5 percent of GDP—
roughly 20 percent of its 2016 budget. Two 
thirds of the cuts will be implemented through 
suspending investment projects. In addition, 
operating and personnel costs were reduced (the 
workforce was reduced by 7 percent).  

It will be important for PEMEX to strengthen 
its efficiency and profitability. Compared to 
other oil companies, PEMEX has a relatively low 
pre-tax profitability. The company should 
therefore focus on more profitable activities and 
use the opportunity provided by the energy 
reform to engage in joint ventures to improve 
productivity and efficiency. Operating margins 
differ substantially among its various operations: PEMEX’s petrochemicals and refining subsidiaries had a 
negative EBITDA over 2010-2015, while the EBITDA for Exploration and Production was 105 percent.  

 
1 The retirement age for workers with less than 15 years of service was raised from 55 to 60 years, with full benefits 
received only by employees with minimum 30 years of service. More senior employees were grandfathered, while 
new employees will be under individual defined contribution accounts. 

 

Sources: Wall Street Journal, Forbes, and staff calculations. 

Note: Asset turnover is calculated as a ratio of total sales 
(revenue) to total assets. Pre-tax margin is calculated as a ratio 
of pre-tax income to total assets. 
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OUTLOOK AND RISKS 
11.      Real GDP growth is projected to remain moderate at around 2¼ percent in 2017. The 
baseline projections are predicated on a continued steady recovery of the U.S. economy. The impact 
of tighter domestic macroeconomic policies on Mexico’s growth is expected to be offset by a boost 
to manufacturing production and exports due to stronger U.S. industrial production, the 
depreciation of the peso, and lower electricity prices.11 Machinery and equipment investment and 
export-related services are also expected to firm up in line with the recovery in external demand. 
Strong labor market conditions and robust credit growth will continue to underpin private 
consumption. Staff projections are within the authorities’ projected range for 2017 growth of 2-
3 percent. 

12.      Financing conditions are expected to remain supportive in the baseline scenario. 
Commercial banks can support continued credit expansion as they remain well capitalized, liquid, 
and profitable. Banks’ capital adequacy ratio stood at 15 percent, among the highest in emerging 
markets, and non-performing loans are low. The financial reform has led to greater competition 
among banks and lower interest rates in some sectors (such as mortgages), although there is room 
to strengthen competition further. In the baseline, the overall nominal credit growth is projected to 
remain healthy at around 12 percent in the medium term, reflecting trend financial deepening and 
strong credit demand. Global financial conditions have eased in recent months and corporations 
have been able to continue to issue FX 
bonds at relatively low interest rates. 

13.      In the baseline, export growth 
is projected to recover in line with the 
recovery of manufacturing production 
in the United States. Historically, exports 
have been a key growth engine for the 
economy, with strong spillovers to 
domestic demand. Due to Mexico’s 
integration in the North-American 
manufacturing value chain, the slowdown 
of global trade could have affected 
Mexico’s non-oil exports over the last 
year.12 The depreciation of the peso 

                                                   
11 The macroeconomic effects of fiscal policy tightening should be manageable with output close to potential and 
low energy prices (staff estimates the fiscal multiplier to be about 0.7 when the output gap at its current level). A 1-
percent decline in electricity costs, a 1-percent increase in U.S. industrial production, and a 1-percent depreciation of 
the currency in real effective terms lead to an increase in manufacturing output in Mexico by 0.3 percent, 0.5 percent, 
and 0.3 percent respectively within one year (Alvarez and Valencia, IMF working paper 2015).  
12 Analysis presented in Bank of Mexico’s August 2016 Inflation Report suggests that Mexico’s non-auto 
manufacturing exports to the U.S. are affected not only by U.S. domestic demand but also by the performance of U.S. 
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should help boost exports, but the effects could take some time to materialize as it takes time to put 
in place new production capacity. There are substantial risks around the projected recovery in 
exports, related to increased protectionism. If export performance remains weak, it is likely to have 
negative spillovers to domestic demand.  

14.      Inflation is projected to converge to the 3-percent target by end-2018. Rising fuel 
prices, in the context of a gradual liberalization of domestic fuel markets, and continued pass-
through from the depreciation of the currency are expected to push consumer prices temporarily 
above the target in the near term. However, inflation is expected to converge to the target by end-
2018 as the effects of these factors taper off. A faster-than-expected dissipation of slack in the 
economy or a rebound in food prices could lead to a larger overshooting of the inflation target. On 
the downside, a slower economic growth or further decreases in telecom services prices would put 
downward pressure on inflation. 

15.      Growth is projected to strengthen in the medium term due to the positive effect of 
structural reforms. The implementation of structural reforms in the areas of energy, education, 
labor markets, competition, telecommunications, and the financial sector is projected to boost 
growth by about ½ percentage point over the medium term through higher investment, 
productivity, and improved access to finance. 13 As private investment related to the reforms 
accelerates, the current account deficit could remain elevated, but should decline gradually in the 
longer term as oil production and exports increase.  

16.      There was agreement between staff and the authorities that there are substantial risks 
around the baseline growth projections.  

 Rise in protectionism. In the near term, uncertainty about the likelihood of increased barriers to 
trade and financial flows is likely to cause a delay in investment projects. A materialization of this 
risk could have a major impact on Mexico: exports, FDI in the manufacturing sector, and 
portfolio inflows could decline, with a negative impact on growth (see Annex 1).  

 Weaker-than-expected global growth, and particularly U.S. growth. Mexico’s outlook is heavily 
influenced by U.S. growth prospects given the close ties between the two economies. The 
persistent appreciation of the dollar and weak global demand pose downside risks to the 
recovery of manufacturing production in the United States.  

 Renewed volatility in global financial markets. Capital flows to emerging markets have 
rebounded in recent months. However, the risk of sharp reversals remains elevated. Renewed 

                                                   
non-auto manufacturing exports, probably due to integration through the North-American production value chain. 
Therefore, weak global demand and the strong dollar could have an indirect negative impact on Mexico’s exports to 
the U.S., reducing the positive effects of a weaker peso on export demand.  
13 The medium-term growth projections have been revised down by ½ percentage point since the last Article IV 
consultation in line with the downward revisions in domestic oil production and medium-term growth in the US. 
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concerns about a greater-than-expected slowdown in China or other large economies could also 
lead to a pullback of capital from emerging markets, including Mexico.14  

 A lower-than-expected path for oil prices or domestic oil production. A slower-than-expected 
reversal of global supply factors could lead to persistently lower oil prices. A materialization of 
this risk would increase the fiscal consolidation burden and discourage private investment in the 
oil sector. Further declines in PEMEX’s oil production is an important domestic risk.  

 On the upside, a dissipation of the risk of increased protectionism, a stronger recovery in U.S. 
manufacturing activity, or a faster-than-expected recovery in oil prices could lead to a rebound 
in exports and stronger growth.15  

KEY POLICY ISSUES 

A.   Fiscal Policy 

17.      The mission welcomed the authorities’ commitment to continued fiscal consolidation, 
which is critical to reduce the ratio of public debt to GDP. Staff’s debt sustainability analysis 
suggests that public debt is sustainable over the medium term (see Annex III). However, gross public 
debt reached 54 percent of GDP in 2015 (up from 42 percent in 2010). The steady increase in public 
debt has prompted some rating agencies to place Mexico on a negative watch. The authorities’ plan 
to reduce the PSBR to 2½ percent of GDP by 2018 would set the public debt-to-GDP ratio on a 
downward path (Table 2 and DSA annex). Staff and the authorities agreed that continued adherence 
to the multi-year consolidation path will be important to maintain market confidence in an 
environment of high financial markets volatility. Staff also noted that setting a more ambitious fiscal 
deficit target beyond 2018 would help bring public debt down faster, which would prepare the 
country to deal better with long-term demographics-related fiscal pressures. Mexico has limited 
fiscal space to respond to adverse external shocks given its relatively high debt level, rising social 
security spending, a negative watch by credit rating agencies, and likely pressures on funding costs 
in case of materialization of tail risks.  

18.      In that context, staff urged the authorities to use positive revenue surprises to reduce 
the PSBR below the target. Tax revenue has repeatedly surprised on the upside in recent years, 
increasing the space for discretionary spending in some cases. The Bank of Mexico surplus transfer is 
a more recent example of a positive revenue surprise, which should be saved. Part of the space 
created by the transfer (0.4 percent of GDP) was used to reduce the obligations of PEMEX to 
suppliers to normal levels. Based on the latest projections by the authorities, the overall fiscal deficit 

                                                   
14 Staff analysis presented in a Selected Issues Paper shows that Mexico is particularly sensitive to shocks to 
emerging market capital flows.  
15 Growth in non-oil export so far in 2016 has been smaller than suggested by historical elasticities. Based on staff 
analysis, 10 percent depreciation of the real effective exchange rate boosts export volumes by 2–3 percent over the 
medium term. 
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in 2016 will improve by ½ percentage point of GDP relative to the original target, implying that part 
of the windfall will be used to relax the overall budget spending limit. Staff recommended adhering 
to the budget for overall spending during the remainder of 2016, and using the remaining portion 
of the transfer (0.3 percent of GDP) to further reduce the 2016 PSBR. This would be consistent with 
the Fiscal Responsibility Law (FRL), according to which public savings should increase by the full 
amount of the transfer. It would also ease the adjustment necessary to achieve the fiscal target in 
2017 and help maintain investors’ trust in the credibility of fiscal commitments. Any additional profit 
transfer from the Bank of Mexico in 2017 should be used in its entirety for a net reduction of the 
PSBR. The authorities noted that a large fraction of the 2016 transfer is already being saved for the 
first time in history, and explained that the rest of the windfall was being used to meet an 
unanticipated increase in non-discretionary spending (PEMEX support, interest and pension 
payments, and tax revenue sharing with local governments). They stated that they will follow the FRL 
regarding the use of future transfers of surplus from the Bank of Mexico, if any. 

19.      The 2017 budget envisages a further reduction of the fiscal deficit to 2.9 percent of 
GDP, which is in line with the medium-term consolidation path. The consolidation will be 
achieved through an ambitious rationalization of expenditure, since overall revenue in percent of 
GDP is projected to decline in 2017 due to lower oil income and one-off revenues. PEMEX accounts 
for a large share of the projected decline in public capital spending, and will rely increasingly on 
production and exploration partnerships with private companies to maintain production levels. More 
generally, public-private partnerships are envisaged to play a greater role going forward, especially 
in infrastructure development. This strategy is expected to offset in part the effects of the 
compression in capital spending envisaged in the fiscal consolidation plan. Staff noted that further 
revenue measures could be considered in the medium term to avoid constraining capital spending 
excessively. 16 The authorities explained that the current administration had committed to not raising 
taxes further to allow the economy to adjust to the 2013 tax reform. 

20.      Staff suggested that the current low energy prices present an opportunity to eliminate 
the non-targeted electricity subsidies, estimated at about ¼ percent of GDP. Low-income 
households could be compensated through well-targeted cash transfers. The authorities noted that 
the ongoing restructuring of the state-owned electricity company (CFE) will allow a more precise 
measurement of the subsidies and an assessment of the possibility to make them more targeted. 
Staff supported the proposed further liberalization of gasoline prices, which will allow them to move 

                                                   
16 IMF technical assistance has identified significant scope for increasing revenues through better tax collection 
enforcement given large compliance gaps. 
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fully in line with international prices.17 There was agreement that it would be useful to evaluate the 
benefits and costs of expanding the hedging program to cover oil-price risk from domestic sales.18  

21.      Turning PEMEX into a profitable and efficient company would be critical to maintain 
market confidence. Staff and the authorities agreed that it is important to present a multi-year 
business plan, focused on improving efficiency, strengthening core business activities, and 
divestment of non-core assets and subsidiaries. The board of PEMEX recently approved a business 
plan which will be made public in the coming weeks. The energy reform increased the autonomy of 
PEMEX, allowing it to enter into joint ventures with the private sector and shift resources toward 
more profitable activities. The first auction for a joint venture with the private sector in deep water 
exploration and production will take place in December, and a second joint venture for shallow 
water production will be auctioned in March 2017. Additional joint ventures in refining activities and 
onshore fields are expected to be part of the business plan. 

22.      Staff welcomed the approval of a fiscal responsibility law for state and local 
governments. The law strengthens data reporting requirements and is expected to impose greater 
fiscal discipline at the state and municipal levels. Staff noted that regulations supporting the 
implementation of the law have to be issued in a timely manner. Continued capacity building at the 
state and municipal level (including auditing capacity), together with consistent enforcement, are 
crucial for effective implementation.  

23.      As discussed in the 2015 Article IV, further enhancements of the fiscal framework 
would strengthen its credibility. Staff reiterated its recommendation to create a non-partisan fiscal 
council with a formal mandate to provide an independent expert evaluation of fiscal policy and 
compliance with the FRL. Staff also noted that it is desirable to have a tighter link between the 
desired level of public debt and PSBR targets. The use of the exceptional circumstances clauses 
should be limited to cases of large output or oil price shocks to constrain discretion. The fiscal 
framework needs to have explicit rules to bring the PSBR to the medium-term target after an 
exceptional circumstance clause is invoked. The authorities responded that, in their view, the best 
way to maintain credibility is to deliver consistently on fiscal commitments. Starting in mid-2016, 
they will publish quarterly updates of the forecast for key fiscal indicators for the current year, which 
should increase transparency.  

24.      Population aging will put additional pressure on fiscal spending in the long term. The 
ongoing shift from a defined-benefit to a defined-contribution pension system will reduce fiscal 
liabilities over the long term. However, in the transition period, the public pension deficit will 
increase until about 2040, before gradually coming down (Box 3). Health spending will put 

                                                   
17 In 2015, the authorities introduced a price band of -/+3 percent for gasoline and diesel, as a first step toward a 
liberalization of the domestic fuel markets. The budget proposes a full liberalization of oil prices starting in January 
2017, with some remaining restrictions on charges for transportation costs to be phased out over the next two years.  
18 Staff analysis in a Selected Issues Paper finds that the hedging program has led to welfare gains, mostly through 
lowering borrowing costs for the sovereign. Insuring a larger fraction of the oil production could be beneficial since 
the volatility of oil revenues will increase once domestic fuel prices are fully liberalized.  



MEXICO 

16 INTERNATIONAL MONETARY FUND 

additional pressure on the budget over the long term as the old-age dependency ratio increases. 
Staff encouraged the authorities to periodically publish long-term projections of age-related 
spending, and take them explicitly into account when setting medium-term budget targets. 
Reducing more aggressively public debt levels in the medium term would provide a buffer for 
addressing long-term demographic pressures. Staff also suggested that the defined-benefit system 
could be closed to further accumulation of rights in order to save public resources and gradually 
reduce the inequity between the replacement rates under the two pension systems. 

Box 3. Pension Issues 
Mexico has adopted a defined-contribution pension system since the late 1990s. The traditional pay-
as-you-go defined-benefit (DB) pension system was replaced with a defined-contribution (DC) system with 
individual accounts managed by pension fund administrators (in 1997 for private sector workers and in 2007 
for most public sector workers).1 However, individuals who were already participants in the DB system prior 
to the reform were grandfathered, allowing them not only to retain the entitlements already accumulated at 
the time of the reform, but also to continue accumulating entitlements thereafter. Mexico’s pension system 
also includes the national housing fund (unused balances in which are converted to pension savings) and a 
means-tested noncontributory pension for the poorest.  

The current system faces a number of challenges, including rising fiscal costs, low coverage, and low 
replacement rates under the DB system. The shift to a defined-contribution system will reduce fiscal costs 
in the long run, but during the transition public pension spending will keep increasing until about 2040 due 
to demographic changes (spending is projected to increase by 1 percentage point of GDP over the next five 
years). Second, replacement rates of the two pension systems differ significantly: they are 80-100 percent for 
those grandfathered under the DB system, but expected to be about 30 percent for those in the DC system 
(corresponding to the low pension contribution rates).2 Finally, pension coverage is relatively low since a 
large share of the population is employed in the informal sector.  

Contributions should be increased to raise expected 
replacement rates. The low coverage and low expected 
replacement rates are likely to put pressure on public 
social spending in the long run. This is already 
happening in Chile, where low contribution rates to a DC 
system have led to inadequate replacement rates, and 
the Chilean government is proposing to increase 
contribution rates from 10 to 15 percent of earnings. For 
Mexico, reform options include raising contribution 
rates, which would reduce deficits in the DB system and 
improve replacement rates in the DC system (although 
such increase should be phased in carefully to prevent 
discouraging formal employment). Replacement rates 
can also be improved by shifting savings from the housing fund to the private pension funds (which have a 
high rate of return). To reduce inequities in the replacement rate, the DB could be closed for all future 
accumulation of rights, honoring only entitlements already earned and leaving affected individuals with a 
mixture of DB and DC pensions.  
1 Separate pension schemes exist for some public sector workers, such as those employed by state-owned 
enterprises, the states, universities and armed forces. 
2 Even after accounting for savings in the national housing fund, the expected average replacement rate for a 
worker who has not bought a house is only about 47 percent, which is likely to be inadequate for low-income 
workers. 

Mexico 2/ 8.7
Latin America 14.0
Emerging Asia 15.9
Emerging Europe 24.7
Advanced economies 20.0

Emerging Economies 15.4

Developing Economies 13.1

Pension Contribution Rates 1/

1/ The contribution rates include disability and survivor insurance in 
addition to old age pension insurance.

Source: IMF staff compilation from various sources.

2/ In addition to social contributions, Mexico also has 5 percent 
mandatory contributions to INFONAVIT (for a total of 13.7 percent).
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25.      Staff recommended raising pension contributions to boost replacement rates under 
the defined-contribution system. The projected replacement rates under the new defined-
contribution system are very low (about 30 percent, or up to 47 percent including additional savings 
through Infonavit, the national housing fund).19 The low retirement income is likely to put pressure 
on public social spending in the long term. Staff recommended considering different policy options 
to raise the pension contribution rate from its current low level of 6.5 percent of earnings in order to 
achieve an adequate replacement rate in retirement. The authorities agreed that this was an 
important long-term issue and that it would be desirable to increase replacement rates, while being 
careful to avoid discouraging formal employment. They suggested as one option strengthening the 
integration between the mandatory contributions to Infonavit and the pension system, which would 
increase investment returns. Staff noted that recent proposals by CONSAR to increase the voluntary 
retirement savings rate, including through an automatic enrollment of new employees in plans with 
higher pension contribution rates with an opt-out clause, could also be very effective in increasing 
pension savings. 

B.   Monetary and Exchange Rate Policies  

26.      Monetary policy accommodation has been withdrawn steadily over the past year. Staff 
analysis suggests that Mexico’s policy rate is currently close to the estimated neutral rate, which is 
consistent with a small output gap, headline and core inflation at the target, moderate wage 
increases, and anchored inflation expectations (Box 4). In the baseline projection, demand pressures 
are expected to remain subdued over the next year, while inflation would rise temporarily above 3 
percent due to relative price changes before converging to the inflation target in 2018. Staff argued 
that under the baseline forecast for output and inflation, a pause in monetary policy tightening is 
warranted. Risks to the inflation outlook are broadly balanced. Upside risks to the inflation outlook 
include a greater-than-expected increase in fuel prices and a possible intensification of pass-
through effects from the currency depreciation. However, second-round effects are likely to remain 
limited as demand pressures are subdued and medium-term inflation expectations are well-
anchored. In that context, a temporary move of inflation above the target due to relative price 
changes in tradable versus non-tradable goods would not necessarily warrant a policy response. On 
the downside, risks to the growth outlook have increased. If these risks materialize, increasing slack 
in the economy would ease wage and inflation pressures. Future monetary policy decisions should 
remain data driven, and clear communication by the central bank will continue to be important in 
guiding market expectations.  

  

                                                   
19 OECD (2015) estimates a replacement rate from the defined-contribution pension system of about 30 percent. 
Formal employers in Mexico are required to contribute 5 percent of their worker’s salary to the national housing 
fund. In return, employees are entitled to get a mortgage from Infonavit at relatively low rates. Workers may also use 
their contributions as retirement savings, although the returns have been substantially lower than the returns of 
private pension funds in recent years. CONSAR estimates that the expected replacement rate from Infonavit savings 
is about 17 percent for contributors who have not taken out a mortgage loan, bringing the overall replacement rate 
to 47 percent for these workers. 
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Box 4. Evaluating Mexico’s Monetary Policy Stance 
The Bank of Mexico raised its policy rate by a total of 175 basis points to 4¾ percent since 
December 2015. Two approaches are used to 
assess the current monetary policy stance: a 
Taylor rule and a structural estimation the neutral 
real interest rate based on a small open-economy 
DSGE model (see Selected Issues Paper for model 
specification). The results suggest that the 
monetary policy stance has shifted from 
accommodative to broadly neutral.  

The Taylor rule estimates Banxico’s historical 
reaction function. The recent rate increases have 
brought the policy rate slightly above what the 
estimated historical reaction function would 
suggest. This is consistent with Bank of Mexico’s 
message that they are tightening policy pre-
emptively to rebalance inflation risks and 
reduce the risk of de-anchoring medium-term 
inflation expectations in the context of a 
significant exchange rate depreciation. 
 

Estimates based on a small open economy 
DSGE model suggest that Mexico’s neutral 
interest rate has come down over the last 15 
years. This finding is consistent with the 
observed decline in the global neutral interest 
rate, which reflect the aging of the population, 
higher savings rates, and slower productivity 
growth in advanced economies. Based on this 
model, the current real neutral rate is about 1-
1.5 percent. 
 

 

27.      The authorities noted that they will adjust the monetary policy stance as needed to 
keep inflation in line with the target. They explained that the tightening over the past year was 
aimed at rebalancing the risks to inflation and keeping inflation expectations anchored in the 
context of a sharp depreciation of the peso. Staff and the authorities agreed that, going forward, 
demand pressures are likely to remain subdued. The authorities noted that certain risks persist, while 
staff viewed the risks to the inflation outlook as broadly balanced. On the upside, further 
depreciation of the exchange rate could trigger second-round effects and food prices may increase 
more than expected. Downside risks include greater-than-expected declines in some prices as a 
result of the structural reforms. The authorities emphasized that the most recent hike was not the 
beginning of a tightening cycle. They noted that they will continue to respond flexibly to any 
changes in the determinants of inflation and inflation expectations, including the pass-through from 
the exchange rate depreciation to prices, the evolution of slack in the economy, and the relative 
monetary policy stance between Mexico and the United States. 
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28.      There was agreement that the flexible exchange rate should continue to play the role 
of a key shock absorber should tail risks materialize. A flexible adjustment of the exchange rate 
will be indispensable to restore equilibrium in response to a permanent shock arising from increased 
protectionism and rising barriers to trade. The authorities have a wide range of tools to prevent 
disorderly market conditions, including discretionary foreign exchange interventions, targeted 
liquidity provision, and debt duration management. The FCL arrangement, which the authorities 
continue to treat as precautionary, remains an important complement to reserve buffers, providing 
protection against tail risks.  

C.   Financial Stability  

29.      Balance sheet analysis suggests that the financial system is broadly resilient to shocks. 
The materialization of some of the downside risks discussed earlier could lead to heightened 
volatility, pressures on asset prices, deteriorating liquidity conditions, and funding cost increases. 
Negative feedback loops between tighter financial conditions and weak growth could strain 
corporate and bank balance sheets. Nonetheless, the recent Financial Sector Assessment Program 
(FSAP) found that the balance sheets of financial institutions and non-financial corporations would 
be resilient to severe shocks given high initial capital levels (Boxes 5 and 6). Specifically, a sensitivity 
analysis of the largest 50 corporations found that only for a handful of companies the interest 
coverage ratio would fall below one in a scenario of significant further currency depreciation, 
increase in funding rates, and a decline in earnings. Household indebtedness remains low, although 
the recent rapid pace of credit growth could create pockets of vulnerabilities if income growth 
decelerates sharply and unemployment increases. The banking sector stress tests confirmed that 
banks have adequate capital and reserves buffers to absorb an increase in credit risks from corporate 
and household lending in a stress scenario. Banks are also resilient to market and liquidity risks. The 
authorities continue to closely monitor corporate leverage and advise firms to strengthen their balance 
sheets when needed. 
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Box 5. Household and Corporate Sector Balance Sheets: A Health Check 
Households have low debt and significant positive net assets. The ratio of household debt to income is 
only 22 percent, and households hold large financial and non-financial assets. Lending to households’ 
accounts for 37 percent of total bank loans (of which 60 percent are personal loans and credit cards and the 
rest are housing loans). Consumer loan provisioning is high at 200 percent of NPLs. Household borrowing is 
denominated entirely in local currency. House prices have increased broadly in line with income growth on 
average over the last five years, and there is no evidence of an overvaluation. 

Corporate debt is also relatively low, although about half of it is denominated in foreign currency. 
Total corporate debt (including that of public corporations) is 35 percent of GDP, lower than in most other 

emerging economies (Figure 7). While FX debt is high, comprising half of total debt, most large corporations 
reduce their exchange rate risks through a combination of natural hedges (sales in foreign currency) and 
financial derivatives. Financial derivatives provide mostly a temporary protection against exchange rate 
movements, but stress tests suggest that balance sheets would be relatively resilient even in the absence of 
financial hedges.  

Although corporate profitability has weakened in line with the slowing economy, debt servicing 
capacity remains strong. For the median firm, the interest coverage ratio (earnings/interest expense) is 
around four.1 Corporate bonds have long maturities and only 15 percent of total bonds are maturing in 
2016-18. In addition, on average, cash buffers increased and the ratio of net debt to earnings declined in 
2015. Commercial banks’ provisions are high at 140 percent of NPLs. Banks’ exposure to the commodities 
sector is small (6 percent of total loans, most of which to PEMEX) and provisions are above 1000 percent of 
sectoral NPLs.  
 

 
1 Only one medium-sized company (Empresas ICA) and a small oil services provider (Oro Negro) missed debt 
interest payments last year. The ICRs for other large companies have not declined notably over the last year.  
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Box 5. Household and Corporate Sector Balance Sheets: A Health Check (continued) 
A sensitivity analysis shows that large publicly-traded Mexican corporates and the banking sector 
would be resilient to further negative shocks to corporate earnings, the exchange rate, and interest 
rates (see charts below).2  

 Of the 50 largest companies, only three (taking into account natural and financial hedges)3 to five (with 
natural hedge only) firms would have difficulty servicing debt (defined as Interest Coverage Ratio below 
1). Their debts account for 2.9 to 3.4 percent of total corporate sector debt, and for only 0.02 to 0.22 
percent of total bank loans. The 50 largest companies also have large cash holdings, which would 
provide an additional buffer in case of an adverse shock (the medium firm has a cash buffer of 255 
percent of short term debt). 

 In the worst case of no exchange rate hedges, six companies will have ICR below 1 in a stress scenario. 
Their debts account for 6.6 percent of total corporate sector debt (1.12 percent of total bank loans).  

 In the case of debt default, the banks’ gross corporate NPL ratio could increase by 0.02 to 1.12 
percentage points. With high loss-absorbing buffer (15.8 percent of risk-weighted assets), banks would 
be able to absorb these losses and remain solvent even in the worst case scenario. 

 

 

 
2 This exercise analyzes the top 50 largest publicly-listed corporations (comprising around 30 percent of total 
corporate debt), using a combination of balance sheet data and supervisory information. The specific shocks 
considered are one standard deviation shock to earnings, 30-percent exchange rate depreciation, and 30-percent 
increase in interest costs. Data limitations prohibit the extension of such analysis to smaller firms, however they 
have limited access to foreign currency debt and therefore should be less exposed to exchange rate fluctuations. 

3 The natural hedges are proxied by the ratio of foreign currency revenues to total revenues for each firm, based 
on information from the Bank of Mexico. This ratio is 31 percent on average. Financial hedges for exchange rate 
risk are assumed to cover 50 percent of FX interest expenses (according to supervisory information the current 
ratio is higher than that for most firms). 

  

 1.0

 1.4

 1.8

 2.2

 2.6

 3.0

 3.4

 3.8

Sc 1: With “natural” 
hedges

Sc 2: With “natural” 
and 50% FX hedges

Sc 3: No hedges

Current After Shock

Note: Assuming all corporates with ICR<1 default on their bank loans 
with no recovery.

Banking Sector Gross NPL Ratio
(In percent of total loans)

11.0%

11.5%

12.0%

12.5%

13.0%

13.5%

14.0%

14.5%

15.0%

15.5%

16.0%

16.5%

17.0%

Sc 1: With “natural” 
hedges

Sc 2: With “natural” 
and 50% FX hedges

Sc 3: No hedges

Current After Shock

Regulatory Minimum

Banking Sector Loss Absorbing Buffers
(In percent of risk-weighted assets)



MEXICO 

22 INTERNATIONAL MONETARY FUND 

Box 5. Household and Corporate Sector Balance Sheets: A Health Check (concluded) 
Inter-sectoral balance sheet linkages show that contagion risks remain contained. The main potential 
vulnerability is the significant net liability position of the public and the nonfinancial private sectors (close to 
¼ of GDP each). A sudden reduction in preferences for Mexican assets could therefore be a key channel of 
transmission of global shocks to Mexico. About ¾ of public liabilities are denominated in pesos, however, 
reducing exchange rate risks, while most nonfinancial private corporate liabilities consist of equity. 
Moreover, the central bank holds significant reserves (15 percent of GDP at end-2015), and Mexico has a 
US$88 billion credit line with the IMF, which should help guard against a tail event. Table 8 contains more 
detailed balance sheet information. 

 

 

30.      The 2016 FSAP recommended a number of enhancements to Mexico’s prudential and 
crisis-management frameworks. The 2012 FSAP concluded that banking supervision in Mexico 
was effective. This year’s assessment found that since significant progress has been achieved in 
strengthening financial sector prudential oversight but some important gaps remain, especially in 
the governance of the supervisory framework.20 In particular:  

 It is critical at the current juncture of Mexico’s financial sector development to strengthen the 
governance of the supervisory agencies and the IPAB, which continue to lack operational 
independence, budget autonomy, and legal protection, and have multiple mandates, including 
financial development. The FSAP recommended that budgetary independence needs to be 
granted to allow the supervisors to allocate resources according to their established priorities 
and to ensure the adequacy and quality of its staff. Ensuring the financial soundness of the 
supervised institutions should be the primary mandate for the supervisors; other mandates 
should remain secondary and narrowly defined. Governance boards need to be composed of 
independent members with clear rules and process for the appointment and dismissal of senior 
personnel.  

 The FSAP suggested consolidating the supervisory agencies (responsible for banks, securities, 
insurance, other financial institutions and pension funds) under a single prudential authority. 

                                                   
20 For further details, refer to the 2016 Mexico Financial System Stability Assessment (FSSA). 

Central bank 8.5 -3.0 -0.4 6.0 -16.7
Public sector -8.5 14.2 13.1 -0.6 24.6
Banks 3.0 -14.2 -3.0 10.0 0.0
Other financial corporations 0.4 -13.1 3.0 -2.6 0.0
Nonfinancial private sector -6.0 0.6 -10.0 2.6 23.2
Nonresidents 16.7 -24.6 0.0 0.0 -23.2

Sources: Standardized report forms for monetary and financial data; External debt and IIP data from Banxico; Public debt from SHCP.
1/ Further details, such as gross positions, are reported in Table 8.

Mexico: Net Intersectoral Asset and Liability Positions, 2015 1/
(In percent of GDP)

Central bank Public sector Banks
Other financial 
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Nonfinancial 
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There is also a need to strengthen, inter alia, consolidated supervision and improve regulatory 
reporting for related-party lending. 

 Strengthening the role of the Financial System Stability Council (CESF) in the assessment of 
financial stability risks, including clear assignment of responsibility for the identification and 
mitigation of potential systemic risks, would help enhance the macroprudential policy 
framework. 

Box 6. Results from Stress Tests of the Financial System from the 2016 FSAP 
The recent financial system stability assessment found that the financial system is resilient to a wide range of 
shocks.  

Commercial banks. The results of solvency and liquidity 
stress tests suggest that the commercial banking system 
can withstand severe shocks, despite large capital losses 
in some cases (see the 2016 FSSA report).1 Liquidity 
buffers are large and all banks meet the minimum LCR 
requirements. Returns on equity averaged 17 percent over 
the last three years, and the spread between lending and 
deposit rates was high at about 10 percentage points. The 
gross NPL ratio has declined steadily from 3.2 percent in 
2013 to 2.6 percent in 2015, and provision coverage is 
high at 140 percent. Commercial banks’ external debt 
liabilities amount to only around 3 percent of total 
liabilities, reducing their exposure to external financial 
shocks. 

Development banks. Solvency stress tests conducted on the three largest development banks show that 
capital adequacy ratios would remain above the regulatory minimum under various shocks. Asset quality is 
high, although profitability and capitalization have declined slightly (capital adequacy is still very high at 14.1 
percent). The gross NPL ratio has remained below 2 percent since 2010, and provision covers 262 percent of 
NPLs. 

Insurance sector. The insurance companies are well capitalized, profitable, and liquid. Return of equity 
averaged 14 percent in 2015, and the ratios of minimum capital guarantee coverage and liquid assets to 
current liabilities were 1.9 and 3.5 respectively.2 Insurance investment portfolios are well diversified and 
solvency ratios would remain above regulatory requirement under a combination of interest rate, exchange 
rate, and equity markets shocks. 

Mutual funds and pension funds are exposed to market risk, but have various tools available to manage 
liquidity risks. In periods of stress, mutual fund managers can limit or suspend redemptions, apply discount 
to the unit price, and split funds into liquid and illiquid components. Pension funds’ regulatory VaR limits are 
automatically adjusted based on changes in market volatility. 

Interconnectedness risks among sectors are limited. Stress tests showed that only several very small 
banks and brokerage houses would not be able to meet the minimum regulatory requirement in times of 
stress. The low interconnectedness risk is partly explained by banks’ reduced exposure to foreign financial 
institutions as a result of stricter regulatory limits on net open positions in foreign currency.  
1 While credit losses in the stress test are relatively large, banks have high levels of capital and can absorb them. 
2 Mexico has implemented new regulations requiring the implementation of Solvency II-type risk-based capital and 
mark-to-market valuation of assets and liabilities in April 2016.
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 The crisis preparedness framework should include comprehensive coordinated contingency 
plans and simulation exercises to deal with a systemic crisis.   

 The deposit insurance system should be strengthened by transferring legacy debt from the 
deposit insurance institute (IPAB) to the federal government balance sheet, and building up the 
ex-ante resolution fund. 

 The incentive structure of development banks should be modified to reduce the risk of direct 
competition with commercial banks and focus their activities exclusively on developmental 
objectives. Quantitative credit targets for development banks should be eliminated. Performance 
assessments could be based in part on indicators of financial inclusion and private sector 
crowding in.  

31.      The authorities broadly agreed with the FSAP recommendations, except for those 
related to the reform of institutional governance arrangements.  

 In particular, they plan to develop formal system-wide contingency plans and perform 
coordinated crisis simulation exercises. The authorities also intend to phase out the practice of 
setting quantitative targets for development banks’ credit growth, and replace them with 
broader indicators, including indicators for financial inclusion. Interest rate caps currently in 
place for some development bank programs will be phased out by 2018. 

 The authorities do not see a need to combine the supervisory agencies under one prudential 
authority, as each agency has a clear mandate and issues of common interest are discussed 
under the umbrella of the CESF. They agree with the need to explore certain flexibility in 
budgetary issues, but intend to keep the current institutional and governance arrangements, 
citing a need to maintain a strong involvement of the Ministry of Finance in financial sector 
oversight. They also prefer to maintain the CESF as a coordinating body in the assessment and 
communication of financial stability issues without executive powers of its own, in order to avoid 
conflicts with the mandates, powers, and objectives of the central bank and the technical 
independence of the supervisory agencies, with the understanding that these agencies follow a 
comply or explain approach to CESF’s recommendations.  

D.   Raising Potential Output and Fostering Inclusive Growth 

32.      Mexico’s economy has grown at a moderate pace over the past two decades, but the 
income gap with the United States has continued to widen. Average real per capita income 
growth in Mexico was 1.6 percent over 1995–2015, below that of its main trading partner. The 
structural reforms enacted over the past few years aimed to reduce important bottlenecks that 
constrained growth. Staff projects that potential growth will increase to about 2¾ percent over the 
medium term as investment and productivity increase as a result of the reforms. This is at the lower 
end of earlier estimates as domestic oil production is expected to remain subdued and potential 
growth in the United States is now considered to be lower than previously estimated. Staff noted 
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that increasing Mexico’s potential growth further requires improving the investment climate by 
strengthening the rule of law and raising female labor force participation. 

 

33.      Further efforts to improve security and strengthen the rule of law would help boost 
potential growth. Improving the efficiency and quality of judicial institutions, including the court 
system, will be critical in this regard. Steadfast implementation of the new anti-corruption 
legislation, including prosecution of officials who have violated the law, should help improve 
economic efficiency and increase productivity by reducing misallocation of resources and rent-
seeking behavior. The use of the anti-money laundering (AML) framework provides further tools that 
help anti-corruption efforts. 

34.      There is significant scope to increase female labor force participation in Mexico. 
Female labor force participation in Mexico 
is below regional peers and significantly 
below the OECD average. The main 
reasons appear to be limited availability of 
affordable high-quality child care services, 
inflexible working schedules, relatively low 
education levels, and inadequate 
enforcement of anti-discriminatory labor 
laws (see Box 7). Staff and the authorities 
agreed that the best way to support 
female labor force participation is to 
improve access to child-care services (for 
example through increasing available 
spaces in Estancias Infantiles, Guarderia, and after-school programs). Staff also noted that academic 
research suggests that better enforcement of anti-discrimination laws can also help increase 
participation. It would be worth exploring whether transferring responsibility for the resolution of 
anti-discrimination cases from the executive to the judicial branch of government would make the 
process more efficient. There was agreement that it would be useful to conduct regular surveys to 
better understand the barriers women face in entering and staying in the labor market, and to 
assess the impact of any government initiatives in this area. 
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Box 7. Female Labor Force Participation 
Mexico has low female labor force participation (FLFP) compared to regional peers and OECD 
countries. Only 45 percent of Mexican women work outside the home—one woman for every two men—
compared to an average of slightly over 50 percent in Latin America and in the OECD. Improvements in FLFP 
in Mexico over the past two decades have been noteworthy: female labor force participation increased by 6 
percentage points in the last 15 years, and more than 10 percentage points since 1990. Nonetheless, there is 
significant room to boost to potential growth by increasing FLFP further. 

Several factors appear to play a role in explaining the low FLFP in Mexico. Cultural attitudes, limited 
availability of affordable child care, low educational attainment, and poor enforcement of anti-discrimination 
laws all have been identified as important determinants of the low FLFP rate in the literature.  

 Limited availability of affordable, high-quality child-care services appears to be a major obstacle to 
participation in the labor market. There are two main child care programs: Estancias Infantiles (EI) 
and Guarderias. EI is a social means-tested program, providing child care for mothers outside the 
formal sector. Empirical evidence suggests that the program has been successful in increasing a 
woman’s probability of working, getting more stable jobs, and increasing their income (Calderon, 
2014). Guarderias is a child-care program for mothers and single fathers employed in the formal 
sector. Both programs currently have spaces for only a small fraction of the eligible population.  

 A national survey done in 2010 (Encuesta Nacional sobre Discriminación en México) found that 
close to 40 percent of men believed that women should work only in traditional gender-appropriate 
jobs, and 25 percent thought that it is acceptable for female job applicants to be administered 
pregnancy tests. Discriminatory practices in hiring and employment have been outlawed in the 2013 
labor reform, but enforcement appears to be challenging. Labor legislation disputes are adjudicated 
by arbitration boards associated with the Ministry of Labor. Arbitration often takes a long time, and 
workers who have won a dispute have been unable to collect their payment in 56 percent of the 
cases (Kaplan and Sadka 2008). 

 Labor force participation rates are lower for women than men at every level of education, but the 
difference narrows significantly at higher levels of education (the gap is only about 15 percentage 
points for those with college education or higher). Since the younger generations have higher 
education levels, the participation gap should narrow down gradually over time. 

 

35.      Mexico has made some progress in fostering inclusive growth, but significant 
challenges remain. Extreme poverty has declined since the mid-1990s, while education levels and 
access to health care have increased substantially. Access to basic services such as drinking water 
and electricity has also increased significantly. Programs such as Prospera (a successor of 
Oportunidades) and Seguro Popular have been credited with reducing poverty. Prospera is a 
conditional cash transfer program, which encourages school attendance, preventive health check-
ups, and labor force participation. Seguro Popular has ensured nearly universal low-cost health-care 
coverage. Poverty among the elderly is being addressed through a means-tested social pension, the 
qualifying minimum age for which was reduced from 70 to 65 years in 2013. Despite these efforts, 
significant challenges remain. While the rates of poverty and income inequality have declined since 
the mid-1990s, they remain at very high levels (poverty rates have increased after the 2008 financial 
crisis). In the near term, policies should focus on improving the efficiency of social spending so that 
a larger share of the population could be served with the same resources. For example, the equity 
and efficiency of education spending could be strengthened by refocusing it on early education and 




