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Introduction

In the last two years, the global economy has seen a mas-

sive surge in the general level of prices for goods and ser-

vices as a result of supply and demand shocks associated 

with Covid-19, the war between Russia and the Ukraine, 

and the implementation of expansionary policies. Spe-

cifically, on the supply side, interruptions in global pro-

duction and trade chains drove down the supply of goods 

like grains, microchips, fossil fuels, and others. On the 

demand side, increased public spending and low interest 

rates spurred rising global demand for goods that had 

been scarce due to pandemic restrictions and war. Due 

to Mexico’s high level of integration in trade agreements 

with the United States and other countries, global infla-

tion has been transferred to local prices, with the result 

that general inflation went from 2.1 percent in April 2020 

to 8.4 percent in October 2022. 

Mexico’s central bank (Banxico) has a mandate to keep 

inflation at a target rate of 3 percent with a tolerance band 

of more or less one percentage point. To achieve that, its 

primary instrument is interest rate targeting, by means 

of rate adjustments with the aim of influencing aggregate 

demand and reaching its target inflation rate. Thus, to 

contain inflation, it increased the reference rate from 6 

percent in April 2020 to 10 percent in November 2022, 

which suggests that its monetary policy has been highly 

restrictive, above all in recent months. This measure is 

beneficial for the country as long as it does not exceed 
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certain limits. For example, a high reference rate, well above 

the interbank equilibrium rate (tiie) compatible with full 

employment (neutral rate), may reduce inflation but also 

disincentivize economic growth due to its negative im-

pact on consumer spending and private investment.

Several economic studies recommend that the central 

bank should set its monetary policy rate at a level at which 

its average short-term rate is equal to its neutral interest 

rate. It bears noting that the latter is the rate consistent 

with the potential product of the economy and the cen-

tral bank’s inflation target; therefore, if Banxico tries to 

keep its policy rate below the neutral rate for a long time, 

aggregate demand will exceed productive capacity, which 

would cause inflation. On the other hand, if the policy rate 

is above the neutral rate, it will hinder economic growth; 

therefore, the value of the neutral interest rate is an im-

portant parameter.

The International Monetary Fund (imf) takes the posi-

tion that economies with high inflation like Mexico should 

continue to toughen their monetary policy. In other words, 

“overheated” economies should raise interest rates to “cool 

down.” However, it also acknowledges that a prolonged re-

strictive policy could sacrifice economic growth and raise 

the level of public debt. This in turn raises the question of 

how high Banxico could continue to raise its interest rate 

without compromising economic growth. To answer this, 

we need to estimate the current level of the neutral inter-

est rate in Mexico to assess the need to maintain or reduce 

the rhythm at which interest rates are increased in 2023.

Methodology for Estimating
the Neutral Interest Rate

The real neutral interest rate  is that consistent with full 

employment and stability of prices around the inflation 

target. Because the variable is not observable, its value 

should be approximated using quantitative methods based 

on the Taylor rule, whereby it could be defined as:
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gap between observed inflation and the inflation target; 

and (y t  - y tt
*) is the gap between the real (y) and potential 

(y*) product.2 On the other hand, β and θ reflect Banxico’s 

response to the inflation gap and the product gap, respec-

tively. To estimate the neutral rate prevailing in the Mex-

ican economy at present, we estimate a cointegrated var 

(cvar) model, with which we will avoid the issues of spu-

riousness characteristic of non-seasonal time series and 

statistical bias due to problems of simultaneity.

The Data

For the estimates we used Banxico’s target interest rate, 

real gdp, potential gdp obtained with the Hodrick-Prescott 

filter, general inflation, and inflation forecasts for the next 

twelve months, obtained from Banxico’s “Survey of Fore-

casts by Private Sector Specialists in Economics” from the 

first quarter of 2008 through the third quarter of 2022.3

Results and Final Comments

Based on the estimates in our model, the nominal neutral 

interest rate for Mexico is 8.86 percent, while the mon-

etary policy rate is 10 percent. This means that, after a 

series of rate hikes, Banxico no longer has enough room 

to continue to raise its interest rate and reduce inflation 

without compromising economic growth. In fact, the ref-

erence rate already exceeds the interbank equilibrium 

rate by 1.14 base points.

Maintaining an increasingly restrictive monetary pol-

icy would disincentivize economic growth —especially 

consumer spending and private investment—, which would 

have a negative impact on the creation of new jobs, caus-

ing income levels and standards of living to fall, with the 

resulting drop in consumer spending and inflation. Thus, 

not only Mexico but a majority of the world’s economies 

are faced with a choice between growth and high inflation.

Maintaining an increasingly 
restrictive monetary policy would

disincentivize economic growth, which would 
have a negative impact on the creation of new 
jobs, causing income levels and standards of 

living to fall, with the resulting drop in 
consumer spending and inflation.
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At the time of this writing, there were hopes that the 

Mexican economy could end 2022 with economic growth 

over 2 percent, driven primarily by growth in the United 

States; however, the risk of an economic downturn in 

2023 continues due to high inflation and interest rates. 

It may be time for Banxico not only to consider price sta

bility as a goal but also to sustain economic growth. We 

think that, in addition, comprehensive measures are 

needed to help reduce inflation without creating new 

imbalances in the economy, like strengthening the do-

mestic supply of agricultural goods and energy to miti-

gate future supply shocks.

The authorities should use monetary and fiscal poli-

cy as complementary means of promoting growth and 

macroeconomic stability, so that the public sector can 

consolidate and enjoy a wider margin for fiscal maneu-

vering that allows it to support public-private invest-

ment projects that create new jobs and future revenues, 

thereby reducing debt-driven vulnerability. Also, macro-

economic stability would keep inflation forecasts down, 

and as a result inflation would be less persistent. Finally, 

Mexico could leverage the new realignment of global trade 

to strengthen its economy and integrate export-based 

sectors. 
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