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Abstract—Emerging markets with high uncertainty and turbulent environments are always hard to predict.
Unlike advanced markets that are not easy to be influenced by the external environment, emerging markets
are still immature and likely to be easily affected. The Mexican peso crisis in 1994 is an example that
inappropriate monetary policy was taken when the entire financial system was weak in Mexico at that time.
In the global emerging market, Mexican peso plays a significant role in maintaining the stability of the
foreign exchange market. This paper aims to analyze the current situation of Mexican domestic emerging
markets from its economy, the monetary policy of the central bank of Mexico, and foreign exchange aspects.
The analysis can provide information for potential investors to make a decision before they decide to invest
in the Mexican emerging markets.
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Figure 1. GDP growth in the past decade
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Brazil and South Africa.

Figure 2. Cumulative performance of selected emerging market economics’ stock indices

According to the Mexican central bank annual financial
report in 2019, global economic growth in the past ten
years is trending down. Moreover, Mexico's performance
is lower than the average of the emerging market, nearly
at the bottom of the range [4].

As Chiquiar pointed out that Mexico’s low
competitiveness reflects that the current institutional
framework, market structures is rigid, which is unhelpful
to the productive activities, investments and
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development of superior technologies [6]. The
downward trend in the Mexican domestic economy will
decrease Mexican peso's attractiveness compared to
other exchange markets. As a result, the Mexican
domestic markets may not be a suitable market for
short-term investors.

3 MEXICAN PESO TURNOVER
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Figure 3. Turnover in Mexican peso during the past ten years
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During the past decade, the turnover of the Mexican peso
has a mild upward trend, accompanied by periodic
fluctuations. In 2009, the turnover was slightly over 200
billion pesos, and this figure turned out to be
approximate 500 billion pesos ten years later. During the
decade, the turnover reached an all-time high of MXN
719 billion in March of 2017. Based on this general
information, the prediction was made that the turnover of
MXN will decrease to 410 billion MXN in the first half
of the year of 2020 and finally remain at approximately
MXN 450 billion [4]. Generally, the Mexican peso
turnover still had an upward trend in the past decade,
which means the attractiveness of Mexican peso is

strengthening. However, the fluctuation during the
decade was significant with a sharp increase and a
decrease in one or two years. This situation is not a
mature behavior in the economy because the Mexican
peso is likely to be influenced by external factors. Thus,
it will provide uncertainty in both of its domestic
emerging market and foreign exchange market. Investors
need to consider their ability to accept in high-level
fluctuation before investing in the markets. Nevertheless,
from a long term perspective, the Mexican domestic
market does have potential opportunities.

4 MEXICAN GDP AND INFLATION

Gross Domestic Product
Quarterly % change, s. a.

1.27
1.23

a

°

5]
~N o < w0
i - - -
o (=} (=} o
N ~N N ~N

a./ Seasonally adjusted figures.

2016

15

1.34

Q3-2019
- -1.0
~ © )
- - -
o o o
o~ o~ o~

s.
Source: Mexico’s National Accounts System (SCNM, for its acronym in Spanish), INEGI.

Figure 4. Quarterly changes in gross domestic product

According to the latest revision of Mexican GDP data, it
is apparent to see Mexico's economic activity declined
during the past year and currently stagnates. This
stagnation is accordant with the global downward trend

output. The predicted ending of the situation will not be
earlier than in the year 2021. Consequently, new
activities of investments should be carefully considered
in a short period.
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Figure 5. Annual percentage change in inflation from 2001 to 2020

This line graph shows the inflation change during the
past decades (using consumer price index). In the second
quarter of 2019, the average annual headline inflation
reached 4.21%, and when it came to the third quarter, it
stood out at 3.31%. Apparently, the decline was because
of the significant decline in non-core annual inflation.
Simultaneously, annual core inflation fluctuated at a
reasonable interval. Expectations for headline inflation
for the end of 2019 could be below the forecasts of the
Quarterly Report July-September 2019. For 2020, core
and headline inflation will reflect both the greater
amount of slack in the economy and the cost-related
pressures resulting from the recent minimum wage
revisions, which could locate them moderately above the
levels anticipated in the last quarterly report. Relatively,
the stable inflation rate in Mexico ensures the routine
maintenance of the markets, which is kind to
investments.
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5 MEXICAN FOREIGN EXCHANGE
RESERVE

Adequate foreign exchange reserves are essential to the
stability of a market, especially when a considerable
amount of capital is outflowing. In 1994, the Mexican
government announced its decision to devalue the peso
against the dollar by 14 percent, which led to a stampede
to sell pesos as well as Mexican stocks and bonds. By
early January 1995, the peso fell against the US dollar by
as much as 40 percent. As a result, International
investors reduced their holdings of emerging markets,
which turned it into a global crisis [7]. During the
decades, researches have been looking for the reasons
behind the crisis, and weak banking system, overvalued
exchange rate, and low foreign currency reserve were
three common features found from those countries that
suffered severe attack [11].
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Figure 6. Mexican Foreign exchange reserve from 2010 to 2020, units: USD Million
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During the first half of the past ten years, the
Mexican central bank increased its foreign exchange
reserve, and then maintained it at approximately 180
billion USD. The highest point was 199 billion USD in
2015, and the reserve declined to 183 billion USD in
December 2019. Generally speaking, the Mexican
central bank has a certain ability to resist the potential
outflow of capital and quickly adjust the domestic capital
market. The possibility of a significant and
uncontrollable depreciation in Mexican peso is kept at a
low level.

6 Monetary policy of the Mexican
central bank

During the past year, the Mexican central bank was
consistently reducing its overnight interbank interest rate
by 25 basis points per time to 7.25% on December 19,
2019. According to the quarterly report July- September
2019 of the Mexican central bank, it announced that the
central bank had conducted the monetary policy in a
high uncertainty environment during the past year. The
volatility was attributed to both of the internal and
external factors like trade agreement assigned between
the US and China, election results in Britain, and a
consistent downward trend in the global economy. The
press release also highlighted the difference between
advanced financial markets and emerging markets. The
former adjusted slightly while the latter, especially Latin
America, faced different types of risks, volatility because
of idiosyncratic factors [4].

According to what Allen has pointed out, a
traditional focus on intermediation theory, such as
transaction costs and asymmetric information, is less
relevant in explaining the development of the banks as
intermediaries [2]. Risk trading, risk management, and
participation costs should be taken into account when
considering the transformations [3].

The interest rate was 8.50% on February 07, 2019.
Furthermore, during the whole year, the interest rate of
Mexico declined four times and reached 7.25% on

December 19, 2019. The Mexican central bank
announced that this is reasonable and within expectation.
On the other hand, from national leader Donald Trump
to Turkey's Recep Tayyip Erdogan, have been explicit in
demanding lower borrowing costs to boost their
economies as a global slowdown loom. However, unlike
the US, the current environment of Mexico continues to
pose risks that could affect the country’s macroeconomic
conditions, its ability to grow, and the economy’s price
formation process. In this regard, it is particularly
important that, in addition to a prudent and firm
monetary policy, measures to foster an environment of
confidence and certainty for investment and higher
productivity are adopted, and that public finances are
consolidated in a sustainable way. From the monetary
policy perspective, the Mexican central bank has
consistently adjusted its policy to adapt to the change in
markets, keeping the external risks in a lower rank. The
central bank also compared its monetary policy with the
US to emphasize stability. So, Investors have no need to
worry about the possibility of the occurrence of an
inappropriate monetary policy, like the announcement in
1994.

7 CALCULATION OF VOLATILITY

Rolling standard deviation is a widely used concept in
economics for measuring the volatility of the exchange
rate [10]. Also, some macroeconomics variables like
GDP, interest rate, foreign reserves can affect volatility
as well [8]. In addition to standard deviation, volatility
has other variations, like using induced heavy moving
averages [9], implied volatility, and using
non-overlapping monthly volatility [12]. In this paper,
the USD/MXN volatility in 2019 is calculated by using a
standard formula of daily changes. This information may
be useful to forecast volatility in 2020 and can be used to
compare with weighted volatility, which uses different
extensions of the ordered weighted average (OWA)
operator [9].
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Figure 7. Exchange rate per US dollar from February 25th, 2019 to February 25th, 2020
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The exchange rate peso per US dollar has a slight
fluctuation during the past year.

Table 1 lists the exchange rate, which was the
15th-day exchange rate each month, and volatility in
each month is calculated using the standard formula.

Table 1. Exchange rate and monthly volatility

from February 25, 2019, to February 25, 2020

Month USD/MXN Monthly volatility
from February 25, 2019, to February 25, 2020
February 25 19.1630 7.9
March 25 19.0989 8.8
April 25 18.9414 9.2
May 25 19.0521 7.8
June 25 19.1442 13.1
July 25 19.0699 7.5
August 25 19.9086 11.3
September 25 19.6363 7.9
October 25 19.0820 59
November 25 19.5185 7.2
December 25 18.9445 4.8
January 25, 2020 18.9407 57
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Figure 8. Volatility from February 2019 to January 2020

Volatility is an important factor when forecasting the
future foreign exchange market. Risks bought by new
strategies when exchange rates change can be predicted
to some degree [9]. Forecast of volatility is important to
market participants when they make decisions and many
kinds of model use forecasts of volatility as a vital factor,
like the option pricing model introduced by Black and
Scholes [5]. As one of the main factors of the pricing of
risky financial assets, the volatility of the exchange rate
has been considered as a core direction of theoretical and
empirical analysis. Various financial activities relied on
the prediction or forecasts will be very useful to people
who export products or potential investor in other
countries. Like Sahoo has pointed out that, especially in
emerging markets with high uncertainty and risks, the
volatility of foreign exchange is vital for a potential
investor to make decisions [12].

8 CONCLUSION

As an important part of the emerging market, the
Mexican domestic markets do have potential
opportunities for investments. And Mexico has many
advantages for new investors like abundant foreign
exchange reserves, consistent monetary policy, and mild
fluctuation in core inflation. However, risks within its
domestic markets are obvious for its downward trend in
the economy, current stagnation, and its uncertainty in
the foreign exchange market. Both of the global financial
markets and the domestic markets are experiencing a
downward period. Meanwhile, Mexico's economic
activity stagnates in recent years, and it is easy to be
influenced by the external environment. Furthermore, the
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entire structure of the market still needs time to
reconsolidate and update in order to reduce the risks and
uncertainty. All these factors indicate that investors
should not expect high returns in a short period in the
Mexican domestic emerging markets and should
carefully consider the risks before investing.
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