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• Trend growth has slowed in DM and EM, with the expected gap closing in 
the former, while widening further into the red in the latter. Modest 
demand-side pressures in LatAm and falling commodity prices should 
help slow inflation from 7.0% in 2014 to 6.2% in 2015 and 5.9% in 2016. 

• Although we believe the commodities decline should support global 
demand, it may hurt investment, becoming a drag on LatAm growth. 

• The external environment should support growth of no more than 2% for 
LatAm-7, in our view, but policy bias suggests room for easing if needed. 
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Slower potential rates. In the last few years, the potential GDP rate for developed markets 
(DM) began to lose steam in the run-up to the “great financial crisis” (GFC), and more recently 
potential rates in emerging markets (EM) have also started to lose momentum, as many growth 
models started to show cracks. For simplicity, we look at rolling 10-year averages of IMF data 
on annual growth rates for both regions (from the October 2014 WEO), DM, and EM, as a 
proxy of their trend GDP rates. The data shows that DM trend rates peaked at 3.5% in 1992, 
gradually slowed to 2.5% in 2008, collapsed to the 1.5-1.8% range since the GFC, and IMF data 
implies a rebound to 2.1% by 2019.  

In sharp contrast, the EM trend GDP hovered around 3.5-3.9% in the 1990s, pierced through the 
4% mark in 2002, the year commodities took off (then breached the 5% mark in 2005 and then 
the 6% handle in 2008), and reached a peak of 6.6% in 2012. However, the EM trend GDP 
slowed to 6.44% in 2013, and we expect it to continue slowing toward 5.16% in 2017. Although 
there are some promising reform stories in India, Indonesia, and Mexico, the gradual exhaustion 
of key drivers of growth, combined with recent shocks to the EM currencies and commodities, 
suggest that there may be even bigger downside risks for the EM GDP trend. In LatAm, IMF 
data suggests that trend GDP accelerated from 1.5-2.0% in the early 1990s to around 3% in 
2006 and peaked at 4.1% in 2013, and should continue losing steam toward 2.75% in 2017.   

The trend GDP data suggests that there has been a broad-based decline in potential rates, which 
even though difficult to measure accurately (different methodologies provide different results), 
has implications for demand-side inflationary pressures and policy wiggle room. If we look at 
the difference between GDP growth rates and their respective trends, most DM economies (see 
U.S. and European Union on top right chart on next page) are already operating at higher rates.  
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Rolling 10-year averages calculated on annual GDP growth data. Sources: IMF 
(October 2014 WEO) and Santander. 
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than their trend, while most EM economies (see China and LatAm on same chart on the top 
right) are operating at lower rates. The world as a whole operated below its trend growth rate 
in 2012 and 2013 (around 80 bps in negative territory), and IMF data implies a continuation 
in negative territory into 2014 at around 0.5%, but a rebound to neutral territory in 2016. The 
DM vs. EM divergence suggest that there may be demand-side inflationary pressures 
gradually building in the former (mostly U.S. and U.K, while deflation risks still loom in 
Europe and Japan), while the opposite may be the case for the latter economies. However, 
demand-side pressures may not be the only drivers of inflation, as the gyrations in 
commodity and currency markets could also play a significant role. In any case, as most 
LatAm economies are operating at below-trend growth, we believe pass-through rates are 
unlikely to be very high (due to the lower incentives for wholesalers to pass on increases in 
producer prices to consumers, given relatively weak demand), which in any case could be at 
least partially offset by the sharp downward trend seen in commodity prices, particularly oil.  

The key implication of slower-than-trend growth in EM is that inflation is likely to be 
relatively tame (we expect it to slow from 7.0% in 2014 to 6.2% in 2015 and 5.9% in 2016), 
in our view, and LatAm countries that face manageable pressure on their currencies may 
have room to delay hikes. We believe that Chile, Mexico, and Peru will be able to postpone 
the tightening of the monetary policy rate until after the Fed starts normalizing its policy rate, 
which appeared more certain after the last FOMC (our G10 colleagues are expecting the first 
rate hike in June 2015). Other countries in LatAm, like Brazil and Colombia, have already 
started the tightening cycle and may be done with hikes once the Fed begins its 
normalization process. The decoupling of policy between EM and some DM policy rates is 
in good part driven by a loss of momentum in the former and a catch-up to trend rates in the 
latter. However, this decoupling in policy rates (also seen within DM, as ECB and BoJ are 
likely to ease further) has the potential to drive volatility higher in currency markets ahead of 
a process of normalization of experimental expansionary policies led by the Fed and BoE. 
Thus, we expect exchange rates to act as shock absorbers for EM economies, ameliorating 
the negative impact of external shocks to domestic activity. However, countries that require 
larger structural changes to rebalance their economies, particularly those in the Southern 
Cone, are likely to suffer even stronger depreciations in their currencies—e.g., ARS, BRL, 
and UYU. 
Deflating commodity cycle and investment retrenchment. After peaking in 2Q10, 
LatAm GDP growth initiated a sustained convergence toward slower growth, with a pause in 
2Q13. A GDP-weighted growth measure for LatAm-7 (Argentina, Brazil, Chile, Colombia, 
Mexico, Peru, and Uruguay) slowed to almost null growth in 2Q14 from an impressive 8% 
y/y gain in 2Q10. Moreover, the average annual activity expansion for the pre-crisis period 
(1Q04–3Q08) was 5.2%, while mean growth for 1Q10–2Q14 converged to 3.8%. We 
conducted a principal component analysis on GDP growth for the LatAm-7 group in the 
aforementioned periods and found that the deceleration experienced since 2010 has been 
increasingly synchronized. The first principal component (PC) of growth for the pre-crisis 
period explained 51.9% of total variance in growth, while the same analysis performed for 
the post-crisis period shows that the first PC explains 71.5% of total variance, pointing to a 
more generalized and coordinated deceleration in activity. In other words, idiosyncratic 
macro factors in each country now hold less sway.  
Perhaps not totally uncorrelated with this phenomenon, in our view, is how commodity 
prices surged in 1Q04–3Q08, while they gave back most of their gains in 1Q10–2Q14, but 
with the rout in oil markets actually accelerating in 2H14. We believe the sell-off in oil prices 
since June 2014 may benefit net importers (Argentina, Brazil, Chile, Peru, and Uruguay) and 
affect net exporters’ eternal sectors (Colombia and Mexico), at least in the short term. 
Although Colombia and Mexico have the highest fiscal exposure to commodities among the 
LatAm-7, with 22% and 33% of total revenue related to oil, the other five economies may 
also feel a negative shock, as 8-18% of their total tax revenue is directly or indirectly related 
to commodities. However, the impact of commodity prices on both FDI and investment rates 
is harder to measure, but may have a more long-lasting impact. A substantial component of 
inbound FDI to LatAm over the last decade has been related to the mining and energy 
sectors, explained by soaring commodity prices that made producer margins much more 
attractive. As is to be expected, the consequence of a period of high prices and aggressive 
investment rates has been a rising supply of commodity products. The most powerful 
example of soaring supply is the oil rout in 2H14, with surging U.S. production being one of 
the main culprits. 
 

  
 
 
 
GDP growth – 10-year trend, y/y%, 
1989-2019F 

 
Sources: IMF (October 2014, WEO) and 
Santander. 
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A September 2014 IMF paper by Ghada Fayad and Roberto Perrelli1 suggests that the 
synchronized deceleration in EM since 2011 was unexpected and can be explained by two 
factors: (1) lower external demand; and (2) withdrawal of the fiscal stimulus implemented in 
the 2008-2009 crisis. In LatAm’s case, a recent phenomenon adds to the regional 
deceleration: falling investment. The most striking cases so far have been Brazil and Chile, 
where domestic conditions have led to a worsening in business confidence, dragging down 
private sector investments. The chart below depicts gross fixed capital formation 
contribution to GDP growth for each of the LatAm-7. Two main messages can be extracted 
from this figure: (1) there is a clear slowdown in investment as an engine of growth since 
2011; and (2) the number of countries experiencing a negative contribution of investments to 
activity has increased since 2H13. More strikingly, in 2Q14, Colombia was the only country 
not experiencing a drag from investments, and available data for 3Q14 points toward a 
continuation of that trend. Although the COP has adjusted quite dramatically lately due to the 
potential negative effect that falling oil prices could have on the current account deficit, there 
may have been less of an adjustment related to possible retrenchment in investment in the oil 
sector in coming years, especially FDI, probably because it is harder to quantify. The 
reduction in FDI due to lower commodity prices could affect most LatAm economies in 
different measures, as an acceleration in FDI (as % of GDP) has helped explain an 
acceleration in GDP growth over the last few years in LatAm (see bottom chart at right). 
This relationship seems to be virtually unique to LatAm compared with other EM 
economies, with the sole exception of Mexico.  
Investment: A clear drag on economic activity 

 
Sources: Bloomberg, Domestic National Bureau of Statistics, and Santander.   

The Institute of International Finance (IIF) estimates that a US$25/bbl decline in oil prices 
would stimulate global GDP by about 0.4% in the medium term, which is similar to many 
other estimates, but slightly lower than the latest IMF estimate that a 30% drop in oil prices 
leads to 0.8% faster growth for DM economies. Although in principle, the collapse in oil 
prices is a global transfer from oil exporters to oil importers, the higher propensity to 
consume in importing countries should stimulate global demand, as effectively there is a “tax 
cut” effect that increases disposable income. However, we believe three main factors could 
make the usual positive response of global demand to falling oil prices a bit more uncertain 
this time around: (1) the oil intensity of many economies has been falling in recent years, 
especially the U.S. and China; (2) global trade (as % of world GDP) has been falling since 
2007, while the U.S. propensity to import has also declined (more on this later); and (3) the 
threat of deflation in Japan, the Euro zone, and maybe even China (if expectations of falling 
prices become entrenched, consumers will wait for lower prices before they consume).  

In any case, not only is the potential positive “tax cut” effect more uncertain, but in our view 
the supply-demand imbalance in oil markets should remain highly sensitive to news in 2015, 
particularly after OPEC—a traditionally stabilizing force—decided to leave production 
unchanged. Any news related to oil supply such as a nuclear deal between Iran and the U.S. 
(which would lift sanctions on the former, increasing oil supply further), cuts in capex plans 
by major oil companies, or the shutdown of high-cost oil wells (would imply a tightening in 
supply) could trigger large moves in prices. We expect a gradual rebound in oil prices toward 
the US$65-70 range, as the recent sell-off appears a bit overdone and related to extreme 
positioning in both oil futures and currency markets (USD long positions against most   

 

  
 
 
 
 
 

More of a supply-driven sell-off in oil 

 
*Goldman Sachs MAP surprise index. Index 
tracks whether global economic data is 
outperforming (positive reading) or 
underperforming (negative reading) consensus 
expectations. Sources: Bloomberg, U.S. DoE, 
and Santander. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FDI had been a driver of LatAm growth  

 
*Change in GDP growth and FDI (as % of GDP) 
is calculated by taking last 4Y vs. last 13Y. 
Sources: Bloomberg and Santander. 

 
 
 
 
 
 
 
 
 
 
 
 

1 “Growth Surprises and Synchronized Slowdowns in Emerging Markets—An Empirical Investigation”. 
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currencies already look quite stretched), with the recent strengthening of the greenback 
reinforcing the weakness in oil prices (remember that commodity prices are quoted in USD). 
In our view, even if oil prices stabilize at slightly higher levels, the recent sharp moves and 
ongoing uncertainty about their trajectory may have a negative impact on planning for long-
term investment, which is likely to continue being a drag on growth in LatAm, at least in the 
oil and mining sectors. 

Weaker external pull. Our G10 macro colleagues have penciled in a 3.1% expansion for 
the U.S. in 2015, an acceleration of slightly less than 1 p.p. compared to 2014, which at the 
margin is likely to provide the largest pull effect on the global economy, given that the U.S. 
remains the largest economy (IMF estimates its size at around 22.5% of the global economy 
in 2013-14). Our colleagues’ expected acceleration rate for the U.S. is similar to that 
expected by the IMF, but larger than the Bloomberg consensus, which at the time of the 
writing of this report was around 0.7 p.p. Although in principle the rebound expected for the 
U.S. should bode well for most EM economies, the recent decline in the largest economy’s 
propensity to import, along with stagnant global trade, suggests that an export-led recovery 
seems much less likely for LatAm economies, especially given falling commodity prices 
amid increasing production of many commodities.  

In order to understand how global conditions will play out for LatAm in 2015, we created a 
model linking domestic GDP growth to external variables. In a similar fashion to the study 
done by Levy Yeyati et al. (Latin America Economic Perspectives; Brookings, November 
2011), we found that foreign demand, commodity prices, and a proxy for risk aversion 
explain more than 75% of total variability in regional growth since 2003. That is, we 
estimated a quarterly linear regression where the dependent variable is LatAm-7 GDP-
weighted growth and the independent variables are the first principal component of trade-
weighted external demand (lagged one quarter), commodity price indices (lagged one 
quarter), and risk factors (summarized by the VIX index and the U.S. corporate high-yield 
spread). Two points arise from our calculations: (1) external conditions would support 
regional growth in 2015 of around 2% (with a likely rebound in 2H15), less than half the 
average of 5% registered during the pre-Lehman period; and (2) there seems to be a 
decoupling in terms of regional growth and external factors, which appears related to more 
idiosyncratic factors such as the retrenchment in investment explained earlier. 

A less import-intensive U.S. economy limits room for an export-led EM recovery  

 
Sources: Bloomberg, World Bank, and Santander.   

What our model is suggesting is that a synchronized deceleration across Latin America since 
2010 has come hand in hand with the lower external pull, in-line with the IMF paper’s 
finding (mentioned above), which suggests that foreign conditions will not constitute a 
significant source of growth for the region in the foreseeable future. In our view, this means 
that unless countries boost potential growth and productivity, GDP expansion in the region 
will be unable to accelerate to the higher rates seen through 2010. Under this framework, the 
broad set of reforms implemented by the Peña Nieto administration in Mexico will pave the 
way for increasing the country’s potential growth, something other economies in Latin 
America will have to mimic to foster productivity, or otherwise, on a longer-term 
perspective, converge to lower growth.    In   the  short term,   however,  if  business 

  
Retrenchment in cross-border credit 
related to falling commodity prices 

 
Sources: Bank of International Settlements and 
Santander. 

 
 
 
 
 
 

Commodity and LatAm investment 
cycles have been closely related 

 
Sources: Bloomberg, IMF and Santander. 

 
 
 
 

 
 

 
 
 
 
 
 

Not as it used to be: slow EM export 
growth amid a U.S. recovery 

 
Sources: Bloomberg and Santander. 
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confidence improves, this may provide a jolt in investment, which could help accelerate the 
convergence between actual growth in LatAm-7 and the external conditions indicator. 

A new normal: External conditions supporting 2% regional growth in 2015 

  
Sources: Bloomberg and Santander. 
Neutral rates have mostly fallen, but still leave room for stimulus. We use the 
Uncovered Interest Parity (UIP) condition model in a simplified fashion  as 
essentially the sum of it*, the international zero risk rate (in this case three-month T-bill), E, 
the expected nominal depreciation (in this case the 12-month implied NDF rate) and p, the 
country risk premium (in this case the EMBI for each country). What we find is that neutral 
rates have generally been falling since last year for three of the five LatAm inflation-
targeting regimes, with the exceptions of Brazil and Peru (where the neutral rate has faced 
upward pressure due to increasing NDF implied devaluations and rising country risk). A 
more interesting exercise, in our view, is to look at the difference between the actual policy 
rate and the neutral rate, all on an inflation-adjusted basis. This is what we call the real policy 
bias, which we convert into a z-score for each country in order to normalize the trend over 
time. What we find is that on an inflation-adjusted basis, current policy rates are generally 
above the neutral rate, with the sole exception of Chile. This means that LatAm inflation-
targeting regimes may embark on easing cycles if growth disappoints and inflation 
decelerates rapidly.  
Our base-case scenario is for LatAm-7 growth to rebound from an expected 1.2% y/y in 
2014 to a projected 1.7% in 2015 and a faster 2.9% in 2016. The projected acceleration is 
mostly due to the better expected performance of Mexico in both years and a stronger back-
ended rebound in Argentina and Brazil in 2016. However, the mix of lower and volatile 
commodity prices, Fed policy normalization, and weak activity outlook for China may end 
up exerting downward risks to the growth outlook for the region. If needed, central banks 
may stand ready either to intervene in the FX market in case of further EM FX turbulence, or 
to provide monetary stimulus in case of a downgrade to the growth outlook. 

Inflation-adjusted policy bias points to additional room for stimulus if needed 

  
Sources: Bloomberg and Santander. 

 

 

 

  
 
 
 
 
 
 
 
Neutral policy rates (calculated with 
UIP model) generally falling 

 
Sources: Bloomberg and Santander. 
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Country Expected Key Macro Issues for 2015 

 
Argentina 

• We forecast a 1.5% GDP contraction in 2015. However, a successful external debt swap that 
opens room to issuance and alternative financing sources could help ameliorate the impact on 
economic activity . 

• Strategy to ease pressure on FX may continue to stem price increases and prop up official 
candidates’ chances, but real exchange misalignment is likely to continue. 

• Next year will be dominated by the race to the presidency, whose outcome could mark a 
watershed for economic management. 

 
Brazil 

• Stagnation of GDP growth in 2015 due to lack of drivers. 
• BCB tightening of 150 bps, fiscal spending cuts, and reduction of quasi-fiscal stimulus. BRL 

to continue weakening. 
• Adjustment plan to help Brazil keep investment grade in 2015. 

 
Chile 

• GDP growth to stay below potential at 2.6% in 2015E and  3.5% in 2016E. 
• Lower oil prices pave the way for a decline in inflation and a sizable gain in terms of trade 

(around 0.5-0.8%/GDP). 
• Time to put rainy-day plans to work, with fiscal deficit rising to 2.2% of GDP. 

 
Colombia 

• Activity decelerating to its potential, but outperforming peers. 
• BanRep to resume tightening until 5% as CPI exceeds target. 
• We are slightly skeptical about the infrastructure project (4G) and developments concerning 

the peace agreement. 

 
Mexico 

• Growth set to gain momentum amid solid U.S. performance, weaker MXN, and eventual 
catch-up from domestic demand. 

• Collapse in oil prices, but mostly crude output, is the key risk for Mexico. First concrete steps 
of energy opening are reassuring. 

• A Fitch upgrade may come in late 2015 but only once oil prices stabilize and the 
commencement of the energy opening allows public debt to remain closer to its 40%-of-GDP 
level. 

 
Peru 

• After a poor 2014, we expect GDP growth to recover to 5%, driven by investment. 
• The PEN may continue under pressure, but we do not expect a major depreciation. Inflation to 

remain tamed. 
• Political uncertainty may continue. However, that has not and is unlikely to pose problems for 

economic policy or investment plans. 

 
Uruguay 

• GDP to grow 2.7% in 2015 on private consumption and export proceeds from past FDI 
projects.  

• Macro imbalances to prevail (external and fiscal deficits, high CPI, and strong REER). 
• We expect the peso to weaken 12% y/y, closing at UYU/USD 27.40, driven by high inflation 

and required REER weakening.  
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KEY MACRO INDICATORS  
GDP growth 2013 2014F 1Q15 2Q15 3Q15 4Q15 2015F 2016F Last Review ‘15 Nom GDP ‘15 
Argentina 2.9 -2.1 -2.8 -1.9 -1.4 0.1 -1.5 4.0 Down    417  
Brazil 2.5 0.3 0.2 0.3 0.2 0.3 0.3 1.3 Up  2,100  
Chile 4.1 1.7 1.5 2.3 2.8 3.6 2.6 3.5 Down    254  
Colombia 4.7 5.1 3.8 4.5 4.4 4.3 4.3 4.1 Down    414  
Mexico 1.4 2.1 3.1 3.4 3.6 3.8 3.5 4.2 Down  1,313  
Peru 5.8 3.0 5.6 3.5 5.9 5.0 5.0 5.5 Down    210  
Uruguay 4.4 3.0 3.2 1.1 3.8 2.7 2.7 2.7 Down      54  
LatAm-7 2.7 1.2 1.4 1.6 1.8 2.0 1.7 2.9    4,762  

In %. Year-on-year basis. Nominal GDP in US$ billions. Sources: National central banks, finance ministries, and Santander. 

GDP Priv Cons Pub Cons Investment Exports Imports Ind Output Retail Sales 
Components ‘13 ‘14 ‘15 ‘13 ‘14 ‘15 ‘13 ‘14 ‘15 ‘13 ‘14 ‘15 ‘13 ‘14 ‘15 ‘13 ‘14 ‘15 ‘13 ‘14 ‘15 
Argentina -2.7 -2.3 2.5 2.2 0.8 2.0 -4.3 -2.2 12.3 -8.5 -2.8 6.0 -7.5 -5.0 7.0 -2.4 -1.6 4.9 -2.0 -0.9 2.7 
Brazil 1.2 0.5 1.3 1.4 0.6 1.3 -5.4 -4.0 1.0 1.7 0.8 1.3 -0.1 0.2 1.3 -2.6 -0.3 0.5 1.5 1.1 2.5 
Chile 2.3 2.0 3.8 3.7 5.0 5.5 -5.6 1.8 3.0 2.0 4.2 4.4 -6.1 3.3 4.6 -1.0 3.0 4.5 2.4 2.0 3.5 
Colombia 4.8 4.5 4.2 3.5 3.0 2.8 8.5 8.5 9.0 3.1 2.8 4.1 5.0 5.5 4.5 1.2 2.8 3.5 7.0 4.5 4.3 
Mexico 1.8 2.8 3.2 2.8 2.5 2.2 1.5 6.2 7.5 6.4 6.7 7.5 4.3 6.8 7.6 1.9 3.5 5.0 2.5 3.0 3.1 
Peru 4.3 5.1 5.2 6.7 6.3 6.4 0.4 1.9 2.9 -2.7 3.5 3.5 -0.6 1.2 0.7 na na na na na na 
Uruguay 4.4 3.0 3.0 3.7 2.0 2.0 -3.2 -1.6 1.1 3.0 3.7 3.5 2.0 1.2 2.7 1.5 6.5 3.0 2.3 1.9 2.0 
LatAm-7 1.6 1.5 2.5 2.4 1.9 2.2 -1.9 0.7 4.7 2.1 2.6 4.0 0.6 2.2 4.0 -0.8 1.2 2.6 1.9 1.8 2.8 
Annual changes in %. na: Not available. Sources: National central banks, finance ministries, and Santander. 
 
Inflation Overall CPI (y/y) Core measure 

 2012* 2013* 2014* Jan-15 Feb-15 Mar-15 Apr-15 2015* 2016* 2012 2013 2014E 2015F 2016F 
Argentina 10.6 10.5 24.9 22.2 20.0 18.7 18.4 19.6 16.8 9.4 10.0 24.0 20.0 15.9 
Brazil 5.8 5.8 6.5 6.7 6.7 6.3 6.4 6.8 6.5 5.7 6.4 6.5 6.7 6.0 
Chile 1.5 2.9 4.8 4.7 4.3 3.9 3.7 2.6 3.0 1.5 2.1 4.0 2.8 3.0 
Colombia 2.4 2.0 3.3 3.4 3.4 3.3 3.1 3.0 2.8 2.6 2.8 3.0 3.0 3.1 
Mexico 3.6 3.6 4.1 3.8 3.8 3.7 3.8 3.4 3.5 2.9 2.8 3.4 3.2 3.4 
Peru 2.7 2.9 3.2 3.3 3.0 2.8 2.6 2.5 2.0 3.3 3.8 2.7 2.5 2.0 
Uruguay 7.5 9.0 8.4 7.9 6.9 7.0 7.6 8.2 8.3 8.1 9.2 9.9 8.5 8.2 
LatAm-7 5.0 5.0 7.0 6.7 6.5 6.1 6.2 6.2 5.9 4.7 5.1 6.6 6.2 5.6 
*Year-end levels, y/y. Core measure as per national definitions. Santander estimates starting May 2013. Sources: National central banks, finance ministries, and Santander. 

Macro Miscellanea  ARG BRZ CHI COL MEX PER URU 
Fiscal balance % of GDP 2013 -2.2 -3.3 -0.6 -2.4 -2.3 0.9 -2.4 

  2014E -3.1 -4.2 -2.0 -2.3 -3.5 0.2 -3.4 
  2015F -4.6 -4.2 -2.2 -2.0 -3.5 -2.0 -3.2 
  2016F -4.8 -3.5 -1.8 -1.9 -3.0 -1.0 -3.3 

Public debt  % of GDP 2013 16.1 33.8 7.8 31.6 35.5 19.6 42.7 
(net terms in Arg, Brz,  2014E 14.8 35.5 7.6 30.1 38.5 19.7 45.4 
Chile)  2015F 20.3 36.3 8.0 29.9 40.5 18.9 48.5 

  2016F 25.0 36.4 8.7 30.0 42.5 18.2 51.3 
Current account % of GDP 2013 -0.7 -3.7 -3.5 -3.5 -2.1 -4.5 -5.4 

  2014E -0.9 -3.6 -1.0 -3.4 -2.1 -5.5 -5.1 
  2015F -1.0 -3.2 -1.2 -3.3 -2.0 -4.5 -5.1 
  2016F -1.8 -2.9 -1.0 -3.0 -2.0 -2.5 -4.9 

Trade balance US$ bn 2013 8.0 2.6 2.1 -0.6 -1.2 0.0 -1.3 
  2014E 7.0 2.5 8.9 2.1 -3.8 -3.9 -0.7 
  2015F 4.5 9.9 8.7 2.0 -5.1 -2.0 -0.7 
  2016F 2.9 15.1 8.0 2.2 -6.9 2.0 -0.5 

External debt % of GDP 2013 22.9 14.1 47.6 21.6 17.8 30.1 41.0 
  2014E 29.5 13.9 56.2 21.0 18.7 31.2 41.8 
  2015F 34.8 14.9 60.0 20.0 19.0 31.5 42.8 
  2016F 40.6 14.8 58.2 20.0 18.4 31.3 43.8 

Unemployment % of workforce 2013 6.4 5.4 6.0 9.6 4.9 5.9 6.5 
  2014E 7.7 5.0 6.4 9.0 4.8 6.0 6.5 
  2015F 9.5 5.4 7.4 8.5 4.6 6.5 6.9 
  2016F 8.1 6.1 7.2 8.0 4.4 6.3 7.1 

Source: Santander. 
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MONETARY POLICY MONITOR 

Dec-14 Jan-15 Mar-15 Jun-15 Sep-15 Dec-15 Jun-16 Dec-16

Brazil* 11.75 11.75 12.25 12.50 12.50 12.50 12.50 12.50 12.50
50 50 25 0 0 0 0 0

Chile* 3.00 3.00 3.00 3.00 2.50 2.50 2.50 3.00 3.50
0 0 0 -50 0 0 50 50

Colombia 4.50 4.50 4.75 5.00 5.00 5.00 5.00 4.25 4.25
0 25 0 0 0 0 -75 0

Mexico* 3.00 3.00 3.00 3.00 3.00 3.25 3.50 4.00 4.50
0 0 0 0 25 25 50 50

Peru* 3.50 3.50 3.50 3.50 3.50 3.50 3.50 3.50 3.50
 0 0 0 0 0 0 0 0

Current Periods ended in

 
 

Central bank reference interest rates. Levels in %, monthly changes in bps. NM: No meeting scheduled that month. *This month’s meeting has already 
taken place. Sources: Central banks and Santander. 

• Easing cycle: We see Chile as the only central bank in an easing cycle next year (50 bps more in rate cuts in 
2Q15), providing further stimulus to an economy exposed to mining and China’s ongoing deceleration.  

• Neutral stance: We see Peru as the exception, as we expect the central bank to remain on hold until the end of 
next year after a short easing cycle that has helped ease financial conditions. 

• Tightening cycle: We expect the major LatAm central banks to continue their tightening cycles, although at 
different speeds and different expected terminal levels. We see Brazil continuing the tightening cycle started in 
April 2013 with hikes worth 75 bps in 1Q15, reaching a terminal rate of 12.5% by December 2016.  

• We expect Banco de Mexico to tighten policy later next year, for a total of two 25-bp hikes (September and 
November), and follow through with another 100 bps in 2016 for a terminal rate of 4.5% by the end of 2016.  

• Although Colombia’s Banco de la Republica has done much to move the inflation-adjusted rate closer to 
historical averages, we still expect one more 25-bp hike in January to push the terminal rate to 5%. However, 
we expect an easing cycle to start by 2Q16 (75 bps) once the cycle has changed to softer conditions. 

FOREIGN EXCHANGE RATES  
 BRL MXN CLP COP ARS PEN UYU 

Dec-14 2.55 14.20 610.00 2,400  8.60 3.00 24.50 
Mar-15 2.59 14.00 635.00 2,350  9.40 3.02 25.20 
Jun-15 2.63 14.20 630.00 2,200  10.26 3.05 25.93 
Sep-15 2.67 13.90 625.00 2,250  11.21 3.07 26.67 
Dec-15 2.71 13.60 620.00 2,300  12.25 3.10 27.44 
Mar-16 2.77 13.82 617.50 2,250  12.95 3.12 28.10 
Jun-16 2.83 14.10 615.00 2,200  13.69 3.15 28.78 
Sep-16 2.88 14.00 612.50 2,300  14.47 3.17 29.47 
Dec-16 2.94 13.90 610.00 2,350  15.30 3.20 30.18 

End-of-period levels. Source: Santander. 

• After the oil rout, we now expect a more modest and back-ended appreciation in the MXN to 13.60 at end-2014. 

• Argentina allowed a depreciation earlier this year to stem reserves, but now requires a bigger adjustment. We 
expect the ARS to devaluate close to 43% in 2015. The UYU should also weaken by around 12%. 

• After large moves in the CLP and COP, we expect to see more stability, with the former remaining relatively 
stable around 610-620 (with some periods of weakness) and the latter tending to converge to 2,300. 
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ARGENTINA  
STANDING AT THE CROSSROADS 

• Next year will be dominated by the race for the presidency, whose 
result could mark a watershed for economic management. 

• Official strategy to ease pressure on FX will probably continue to 
stem price increases and prop up official candidates’ chances. 

• If alternative financing sources are ensured, the impact on economic 
activity could be more limited. 

 Martin Mansur* 
(5411) 4341-1096 

Cristian Cancela* 
(5411) 4341-1383 
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Annual growth of industrial activity, shopping 
malls sales and the General Activity Indicator 
(IGA). Sources: INDEC, OJF, and Santander. 
 
 
 
 
 
Rising unemployment contained by 
fading activity rate  

 
Unemployment (lhs) and activity (rhs) rates. 
Sources: INDEC and Santander. 
 
 
 
 

A game of expectations 
The next year could mark the epilogue of the current governing coalition in power, 
after more than a decade at the helm. The candidates’ campaigns, primaries, and 
presidential elections (to be held in October) will constitute the most visible feature of 
the political landscape over the course of the next few months. The uncertainty over 
hard currency balances in a context of mounting loss of competitiveness, hefty debt 
payments, strain on the reserve stock, heightened pressure on the FX market, and the 
consequent uncertainty regarding avoiding a disruptive event, will all help determine 
economic developments going forward and permeate political strategies. 

In this regard, we believe an eventual agreement with the holdouts or alternative 
strategies to stem the reserve loss (such as the currency swap with the People’s Bank 
of China, and an eventual debt exchange like the one completed for Boden 15 on 
December 12) could act as protective factors for the economy throughout 2015. At 
this point, it seems that the government is facing a tradeoff. On the one hand, the 
government could acknowledge the mounting peso depreciation forces (by letting the 
exchange rate trade at a higher level) at the risk of a higher pace of inflation, plunging 
real salaries, and declining popularity levels. Or, on the other hand, it could anchor 
prices by means of a low-speed crawling peg, but at the cost of an ongoing activity 
decline, rising unemployment, and, again, eroding voter approval.  

Activity: bottoming out? 
Activity expansion during 2015 could look much like the previous year, although 
probably not as bleak. As the election comes closer, expectations could become more 
favorable, in our view, acting as a catalyst for stronger investor confidence and 
increasing capital inflows, which could somewhat cushion the decline in activity. 
Economic agents seem to be assuming that the next administration will prove 
successful in tackling the legacy of numerous macroeconomic imbalances. Regardless 
of the odds of success, the belief among market observers that a different government 
will deploy a set of proposals to face these difficulties, and that it will ensure less 
public sector meddling, have sufficed to align expectations so far. 

From a sector perspective, agriculture, one of the key engines of activity expansion, 
may exhibit lackluster performance. Total harvest may decline slightly (up to 5%) 
throughout 2015 due to modestly shrinking crop land (some periphery zones could 
have become unprofitable) and lower investment in fertilizers. On the other hand, 
climatic conditions could prove better than expected, sustaining productivity in core 
areas. The hardest blows to industrial production may have been already felt, in our 
view. The decline in manufacturing output was mainly driven by plummeting durable 
goods production (cars in particular), which was affected by a variety of factors. The 
effects of some of these, such as the new tax on automobile purchases, may wear off 
during the next months. Moreover, if the government proves successful in managing 
the mounting pressures on the FX market, thus taming uncertainty, demand for this 
type of goods could start rising modestly. However, we expect real wages to continue 
contracting throughout 2015 (although at a slower pace than this year due to likely 
receding inflation), suggesting overall consumption expenditures will continue to be 
subdued. After an estimated 2.1% GDP drop in 2014, we are expecting the recession 
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to continue for the next year. We forecast a 1.5% GDP contraction in 2015, although 
encouraging news from the debt front could translate into a shallower dip or even a 
mild recovery. 
Rates: with a little help from abroad 
The evolution of the foreign exchange market and the developments and factors 
influencing the magnitudes of both inbound and outbound hard currency flows stand as 
some of the most important factors which will be affecting the economy throughout 2015. 
Amid a waning commodity boom and with (so far) a virtually closed international credit 
market, the tradeoff between buttressing international reserves (to ensure solvency) and 
spurring growth will continue constituting the characteristic feature of the local economy.  
While expectations of impending peso depreciation were running high until October (with 
offshore short-term NDF rates peaking at 66%), the government has taken several steps to 
ease such pressures and tame market discomfort. A new currency swap with the People’s 
Bank of China was brokered, for up to the equivalent of US$11 billion. So far, US$1.3 
billion has been used to support reserves (US$1 billion more may be done before the end 
of the year). Further, we expect proceeds from a 4G auction in the telecommunications 
sector to imply approximately US$850 million in net hard currency inflows before 
December 31. Additionally, the government issued new dollar-linked debt (Bonad 16 and 
Bonad 18, for US$1.8 billion), which was eagerly received by the local market, as it acts 
as a hedge against peso weakening. These measures served to calm expectations of 
currency devaluation. Short-term (1M) NDF rates sank to 27% annually in December, 
while the longer term (12M) averaged 35%. Pressure on alternative FX markets eased 
accordingly: the spread between the blue-chip-swap and the official quote tumbled from 
an average of 64% during the first two weeks of October to 40% in December. The 
recently completed Boden 15 exchange and US$3 billion Bonar 24 issuance (with a 
meager result) constitute the latest step in the same direction. Taking into account bulky 
capital payments for up to US$14 billion (in both public and private external debt) in 
2015, we do not rule out other liability management measures to offload some of the 
shorter-term payments, confirm willingness to honor debt, and diminish the strain on 
international reserves in a context of flagging export proceeds due to lower grain and 
oilseed prices and weak external demand for industrial external sales.  
Nevertheless, we note that the local FX market remains increasingly regulated and 
controlled by the government and the Central Bank. Moreover, although inflation might 
ease due to lower peso depreciation, it will continue running higher than in the main 
trading partners, eroding external competitiveness. According to our measures, the real 
exchange rate is currently just 1.8% above the strongest point reached in recent years, and 
unit labor costs in the industrial sector stand only 10% below the levels of the early 2000s. 
This suggests growing real exchange rate misalignment (probably worsened by falling 
grain quotes) and building pressure on the local currency.  

Credit: Greater reliance on Central Bank transfers 
We think the disparities between the government’s revenue and spending growth will 
likely widen next year, with a stronger drive on spending to beef up official candidates’ 
chances before elections. We estimate that revenue should expand around 33% for the 
whole year, while spending will grow at 40%. As a result, the national government’s fiscal 
deficit (subtracting Central Bank financing) could reach 4.5% of GDP in 2015, up from 
the estimated 4.1% for the current year. 
On the debt front, the developments in the New York courts will prove key to assessing 
the likelihood of an improvement in creditworthiness in the short run. However, if the 
official strategy of securing alternative sources of financing and the recently announced 
Boden 15 swap prove successful, we believe that might diminish the need to hasten a 
conclusion to the holdout issue as a way to ensure fresh incoming capital to finance the 
debt amortizations. 
Politics: Toward a crucial contest 
The year 2015 will be dominated by the presidential race and could mark a turning 
point in terms of politics and economic management, in our view. Although it is too 
early to say, the main potential candidates which have clear possibilities of getting the 
top job show more openness, a moderate stance and exhibit greater predisposition to 
build consensus. 
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The numerous opinion polls published so far showing varying degrees of support for 
the different candidates. Bear in mind that voting intentions could be highly volatile, 
official campaigning has not started yet, and the primaries are still far off (in August 
2015). However, some emerging patterns can be distinguished from the data 
collected. In our view, the three main candidates who have a realistic chance to win 
the presidency are Daniel Scioli (current governor of Buenos Aires province, the 
country’s most populous), Sergio Massa (currently a Lower House member, formerly 
mayor of Tigre, a city in Buenos Aires province), and Mauricio Macri (currently the 
mayor of the city of Buenos Aires). According to an average of the four main polls1, 
voting intentions for the major contenders stand roughly at 22-23% for each, with the 
rest being distributed among other candidates and a nontrivial chunk of undecided 
voters.  

Within the political spectrum, Daniel Scioli is the figure closest to the current 
governing party, though he does not belong to the hard-core kirchnerista faction. He 
draws support both from the more traditional peronist party electorate and from some 
of the more left-wing sectors which constitute the typical adherents to the incumbent 
party. He is considered a guarantor of this government’s achievements in terms of 
social policies, but he is also well regarded among those who seek moderate change. 
Scioli is also supported by many peronist fellow governors, which could constitute a 
decisive advantage when the ballots are cast. 

Standing somewhere in the middle, though identified clearly with the opposition, is 
Sergio Massa. Once chief of cabinet during Cristina Kirchner’s first term, he jumped 
to the opposition camp before the 2013 mid-term elections, from which he emerged 
triumphant, beating the official candidates. He boasts a proactive and successful stint 
as mayor of Tigre. However, as he is currently a member of the Congress, he risks 
losing some of the positive executive image that is so prized by local voters. Massa’s 
proposals straddle open criticism of the government for economic mismanagement 
and defense of some of its achievements related to social policy, acknowledging their 
high popularity among voters. 

Finally, Macri is at the other end of the political scale, being considered the most 
clear-cut opposition politician, coming from a center-right party, PRO, which he 
founded in 2003. He maintains a highly positive image among citizens of Buenos 
Aires due to his management style and investment in infrastructure. Macri is seen as 
the candidate who can deliver the greatest change to the current status quo. His 
platform is focused on proposals to enhance education and spur investment in 
infrastructure.  

As both Massa and Macri lack the political structure necessary to successfully 
manage a nationwide election, both have engaged in a sprint to court local 
representatives belonging to the Radical Civic Union (UCR) party, and possibly, 
obtain the formal backing of the whole organization. Although this party exhibits an 
array of potential presidential candidates (and has formed an alliance with other 
center-left forces), its clout remains significantly diminished as a result of the political 
crises that riddled the country at the last period of economic turmoil (2000-2001). 
However, it still sports the machinery to perform the scrutiny of vote counts and is 
running many competitive candidates at the provincial and local levels. Macri and 
Massa have already brokered agreements with UCR representatives in various 
provinces. A worsening economic backdrop, with higher inflation, contracting real 
salaries, and eroding employment, could benefit the opposition candidates, who will 
have greater room to criticize the official contenders. Alternatively, a more stable 
economy would be an advantage for Scioli, and possibly for his would-be challengers 
from within the governing faction. 

Finally, we expect the heterogeneous political scenario will probably translate into a 
more fragmented composition of Congress starting in December 2015. That will call 
for greater consensus building ability from the next government. 
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1 The five main polling companies are: Poliarquía, M&F, Aragón Consultores, Giacobbe & Asociados, and PollData. 
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ARGENTINA 
 GDP % 2010 2011 2012 2013 2014E 2015F 2016F 
National Accounts & Activity Indicators         
Real GDP (∆% y/y)   9.1 8.6 0.9 2.9 -2.1 -1.5 4.0 
Private Consumption (∆% y/y) 65.6 7.1 10.8 4.2 4.4 -2.7 -2.3 2.5 
Public Consumption (∆% y/y) 12.6 7.2 8.8 6.5 5.1 2.2 0.8 2.0 
Investment (∆% y/y) 22.8 21.2 18.2 -5.2 3.0 -4.3 -2.2 12.3 
Exports (∆% y/y Local Currency)  13.0 14.4 4.9 -5.9 -4.2 -8.5 -2.8 6.0 
Imports (∆% y/y Local Currency) 14.0 35.0 19.8 -4.7 2.1 -7.5 -5.0 7.0 
GDP (US$ bn)   461.8 557.7 603.1 605.4 474.9 416.9 382.0 
GDP Per Capita (US$)   11517 13762 14726 14627 11354 9863 8942 
Industrial Production (∆% y/y) (EMI)   9.8 6.5 -1.2 -0.2 -2.4 -1.6 4.9 
Output gap (% of potential GDP)   0.5 0.9 0.2 2.0 -1.8 -2.3 -0.4 
Monetary and Exchange Rate Indicators                 
CPI Inflation (Dec Cumulative)   10.9 9.1 10.0 10.5 24.9 19.3 16.8 
CPI core Inflation (Dec Cumulative)   11.3 9.4 10.0 10.0 24.1 20.0 15.9 
US$ Exchange Rate (Average)   3.9 4.1 4.6 5.5 8.3 10.8 14.1 
Real effective exchange rate (∆% y/y, year-end)   -10.9 -10.8 -8.4 7.5 -8.1 -3.7 2.1 
30 day, BADLAR private banks (year end)   11.3 17.2 15.4 21.6 22.0 33.0 19.0 
30 day, BADLAR private banks (average)   10.1 13.3 13.9 17.0 22.6 27.6 24.8 
Monetary Aggregate M3-end of period (∆% y/y)   35.4 30.9 37.5 26.0 23.8 26.0 35.0 
Private sector credit (% of GDP)   9.0 10.4 11.8 12.7 12.4 14.4 16.5 
Fiscal Policy Indicators                 
Fiscal Balance, % of GDP    0.2 -0.6 -0.9 -2.2 -3.1 -4.6 -4.8 
Primary Balance, % of GDP    1.4 0.6 0.1 -0.4 -1.6 -3.3 -3.2 
Primary expenditures, % of GDP   18.2 19.1 19.5 23.3 24.5 26.9 25.0 
Public sector debt amortizations (> 1yr, % of GDP)   n.a. n.a. n.a. n.a. 0.7 2.2 1.0 
Balance of Payments                 
Trade Balance   12.1 10.0 12.7 8.0 7.0 4.5 2.9 
   Merchandise Exports fob (US$ bn)   68.5 83.9 81.2 81.7 73.9 65.8 69.1 
   Merchandise Imports cif (US$ bn)   -56.4 -73.9 -68.5 -73.7 -66.9 -61.3 -66.2 
Current Account, % of GDP   0.6 -0.3 0.0 -0.7 -0.9 -1.0 -1.8 
Gross Foreign Direct Investment (US$ bn)   10.4 9.3 13.9 8.9 3.0 4.1 15.0 
Debt Profile       23.5 22.9 29.5 34.8 40.6 
Central Bank International Reserves (US$ bn)   52.1 46.4 43.3 30.1 29.9 23.9 31.9 
Total Public Debt (gross, % of GDP)   35.6 32.6 34.4 35.3 35.3 46.6 51.0 
Total Public Debt (net of public sector holdings, % of GDP)   18.9 17.5 19.6 16.1 14.8 20.3 25.0 
  Of which: Foreign-currency denominated (% of GDP)   20.7 18.4 19.2 18.3 19.8 26.5 28.7 
Total External Debt (US$ bn)   129.3 141.1 142.0 138.4 140.0 145.0 155.0 
   Of which: Private sector external debt (% of GDP)   11.8 11.2 11.1 11.2 15.1 19.0 22.0 
Labor Markets                 
Nominal Salary Index (% chg, Dec cumulative)   26.3 29.5 24.5 25.9 35.3 30.0 29.5 
Unemployment Rate (year-end, % of EAP)   7.3 6.7 6.9 6.4 7.7 9.5 8.1 
Total Employment in the formal sector (% chg, Dec cumulative)   3.0 5.0 1.9 1.4 -0.2 -0.1 2.0 
Source: Santander. 
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BRAZIL  
NO FREE LUNCH 

• Lack of growth drivers signals stagnation of GDP growth for 2015.  

• We still see inflation resilience above 6%, even considering the 
deflationary impact of the current oil price drop. 

• Policy likely to be less accommodative, with BCB tightening rates by 
150 bps, fiscal spending cuts, and reduction of quasi-fiscal stimulus.  

• We expect BRL to continue on a weakening trend. 
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Looking at the prospects for 2015, the message that comes across to us is this: 
economic policy adjustments are on the way. The numerous macroeconomic 
imbalances include higher-than-targeted inflation (and inflation expectations), low 
competitiveness, a larger current account deficit, and the upward trend of net and 
gross public debt ratio-to-GDP. Some of these have reached a point that we believe 
could represent significant risk for the country’s creditworthiness in the medium term.  
What we see as the most likely scenario for 2015 is fiscal and monetary policy 
tightening, realignment of regulated prices relative to market prices, and weakening 
of the BRL, all this undertaken in order to reduce external and fiscal imbalances, 
control inflation pressures, increase competitiveness, and improve confidence. Thus, 
regarding economic growth, all the stimuli that we expect in 2015 are negative.    
On the domestic side, we believe the monetary tightening cycle will constrain credit 
growth, the fiscal adjustment will imply spending cuts, and also a reduction of quasi-
fiscal stimulus (BNDES loans), and finally, the freeing up of the repressed tariff 
adjustments will shrink disposal income. Additionally, investments will be limited 
due to declining capital inflows to EMs and BRL weakening. On the external side, we 
believe normalization of U.S. monetary policy will promote U.S. dollar strengthening, 
and, as a consequence, will promote the downward trend of commodities prices, 
resulting in a weakening BRL. That said, other than the positive effect economic 
policy adjustments could have on confidence (especially business confidence), we see 
no compelling reasons to expect an upside bias for GDP growth in 2015, nor do we 
see any improvement in potential growth on the one-year horizon.    

Credit growth will likely slow further: Since 2009 credit expansion has been driven 
mostly by earmarked credit, particularly that granted by public banks (namely 
BNDES-subsidized loans and housing financing at Caixa Econômica Federal). 
However, from end-2013 onward, earmarked credit growth has declined (to 21.5% 
y/y from 24.7% y/y registered in December 2013). In 2015, earmarked credit should 
drive the deceleration of total credit growth, given that we expect earmarked credit 
growth to slow further to 13% y/y, while non-earmarked credit growth should remain 
around 4% y/y.  If this holds true, we expect total outstanding credit to expand 8.6% 
y/y in 2015, down from an expected 10.6% this year and from the average 17% 
annual growth seen between 2009-2013. 

Labor market will remain tight, but real income growth should slow: With no 
significant boost from credit, consumption growth will continue to depend on gains in 
income and employment. Since 2013, some segments have been shedding jobs, 
especially the industrial sector, resulting in deceleration in employment growth. In 
2014, employment growth hovered around 0%; however, the unemployment rate 
remained stuck at the historical lowest level of 4.9%, which is below the NAIRU for 
the Brazilian economy, which we estimate at 6%, as a result of the declining work 
force—currently the participation rate has dropped to 55.7% from a peak of 58% in 
2012). For 2015, we see negative employment growth and average real income 
expansion moderating to around 1.0%, due to fiscal and monetary tightening. 
However, we see the unemployment rate at 5.4% in 2015 and 6.1% (slightly above 
NAIRU) in 2016, mainly because we expect zero growth in the work force, the 
minimum wage rule is likely to remain unchanged in the short term, and a severe 
reduction in social program spending is unlikely, in our view. 
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Business confidence will remain at a low level: On the one hand, rising interest 
rates, slow growth, and low competitiveness will together keep expectations down, 
while on the other hand the perception of a less interventionist bias from the 
government might help to increase confidence in a better future in terms of potential 
growth. However, this improvement of confidence is unlikely to be perceived in the 
same way throughout all sectors, and the segments related to infrastructure should 
benefit more than others. 
Savings will continue to decelerate, which should also limit an increase in 
investment. From 2011 to mid-2014 the savings ratio-to-GDP dropped to 12% from 
around 17%. We explain the conundrum of real income growth with no expansion of 
consumption or of savings by the increase of household indebtedness, especially with 
housing financing—long-term debt. Total household indebtedness accelerated to 
around 46% from 40% during the 2011-2014 period, while household indebtedness 
excluding housing credit declined to 28% from 31%. We see this backdrop as a 
constraint to savings in the upcoming years.  
The expected dynamics of both credit and labor are suggestive of further deceleration 
in private consumption, for which we forecast growth of 0.5% in 2015—down from 
an expected 1.2% this year and markedly lower than the average annual 4.6% seen 
during the last 10 years, most of which were spent under a consumption-driven 
growth model. We also expect investment growth to remain negative, -4% in 2015 
following the -5.4% we forecast for this year, a very depressed scenario compared to 
the 4.1% average over the 2009-2013 period. If the government does hold to its 
commitment of improving the fiscal result, public consumption could also decelerate, 
to 0.6% from the 1.4% we forecast for 2014. Finally, even with BRL weakness, the 
external sector is unlikely to make a positive contribution sufficient to offset the 
impact of policy adjustments on the economy. All in all, we expect GDP growth of 
0.3% next year, biased to the downside. Sector-wise, performance seems set to be 
somewhat more homogeneous across sectors. We expect services to expand 0.3%, a 
poor result due to the foreseeable slowdown of real income growth. Industry will 
likely drop by 0.2%, posting a better performance than the -1.4% forecast for this 
year, supported by the modest competitiveness gains, warranted by the weaker BRL. 
Finally, we expect agriculture and livestock to grow 1.4%, the same positive 
performance as this year.  

Rates/FX: What will the BCB do? 

In our view, the prospect of slower growth and resilient inflation around the ceiling of 
the target (even in a best-case scenario, considering that oil prices at current low 
levels would exert less inflationary pressure) still suggests that monetary conditions 
must be tightened. The international scenario in 2015 should result in BRL 
depreciation; we forecast the BRL at 2.71/USD at the end of 2015. We believe the 
recent BRL depreciation has proved that the external environment plays an important 
role in defining the BRL trend. The BCB’s intervention with the swap program might 
help to reduce the volatility of the currency; however, the effect of the U.S. dollar’s 
appreciation and the decline in commodities prices should offset any domestic 
intervention in the FX market. That said, we see the BCB planning to reduce or end 
the daily offer of swaps, although the BCB has stated that the current USD100 billion 
in outstanding swaps already represents an adequate hedge supply, considering the 
existing demand, and that the current exposure is comfortable and even contributes to 
reduce the carry cost of international reserves.  

We see the BCB tightening monetary conditions by 75 bps more in 2015. We believe 
there is likely no window of opportunity for the BCB to stop the monetary tightening 
cycle at the beginning of 2015. Both monthly and yearly inflation readings will likely 
be under pressure throughout the first quarter, due to the unfavorable seasonal pattern 
and the flag mechanism for electricity energy tariff adjustments, implying a hike of 
around 7% in electric tariffs (contribution of 0.22 p.p. to inflation in January in both 
the monthly and the yearly readings). On the other hand, a slower tightening cycle 
would not be consistent with the plans for fiscal tightening announced by the future 
finance minister Joaquim Levy with a primary surplus target of 1.2% of GDP, 
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although the COPOM’s rhetoric has become more hawkish since the post-election 
period. 

For 2015, as part of the disinflation process, we expect a slowdown in private 
consumption that is likely to reduce market prices, even given a weaker tradeoff 
between monetary policy and inflation in the past few years. Furthermore, the current 
decline in fuel prices should help ease price pressures. For instance, each 10% drop in 
the consumer gasoline price reduces IPCA by around 0.20 p.p. That said, the current 
30% gap between Petrobras’s gasoline price and the international gasoline price in 
BRL could reduce IPCA by 0.6 p.p., if the gasoline price were at market price. 
However, gasoline and diesel oil prices are regulated by the government in Brazil, 
and we do not see the gasoline price being reduced by that amount. In our view, the 
most likely scenarios are (1) a reduction of Petrobras’s gasoline price combined with 
an increase in the gasoline tax (CIDE) that leaves the consumer gasoline price 
unchanged, or (2) a small reduction in the consumer gasoline price due to a moderate 
increase in the gasoline tax. Given that, we see the impact of the oil price drop on 
IPCA as neutral to favorable.  

On the other hand, we expect the effect of the commodities price decline to have an 
inflationary effect in 2015, due to its impact on the BRL. According to our model for 
BRL behavior, one of the most important variables is the CRB (commodities price), 
and the correlation between the two is negative. Because of this, a commodities price 
decline should lead to a weaker BRL, and thus the pass-through effect will pressure 
inflation. Regarding our model of pass-through, each 10% variation in the BRL 
should add/reduce 0.75 p.p. to IPCA. The inertia impact should be a source of 
inflationary pressure, especially after five years of inflation at 6.1% on average. 
Additionally, the realignment of regulated prices relative to market prices should be a 
source of inflationary pressure. We expect regulated inflation around 9%, mainly due 
to our expectation that electricity energy tariffs will be hiked by 20% in 2015.  

In sum, we forecast IPCA at 6.8% in 2015. We maintain our view that uncertainties in 
the international environment, the pressure of repressed tariffs, and inertia will prevail 
over factors favorable to inflation behavior. We still see inflation resilience above 
6%, even considering the deflationary impact of the current oil price drop that might 
potentially reduce IPCA by 0.6 p.p., and, most important, does not open room for a 
monetary easing cycle. 
Creditworthiness: fear of the next downgrade 

The deterioration of both the fiscal and the external accounts captured investors’ and 
rating agencies’ attention in 2014, and led to a downgrade of the external sovereign 
by S&P in March. The primary surplus has been south of 1% of GDP (based on rising 
expenditures and significant tax breaks), lifting the fiscal deficit back to 4% of GDP. 
Meanwhile, the current account deficit did not recede from the 3.7% of GDP reached 
in 2013, mostly driven by a weakness in the trade surplus—because of deteriorating 
terms of trade, and also because of competitiveness problems—which led to a wider 
deficit in services as well.  

However, we believe  the current position in all external variables is comfortable 
enough in both absolute and relative terms, especially when comparing Brazilian 
external ratios to their peers. Brazil’s strengths are (1) the size of internal reserves, at 
US$370 billion; (2) a net USD creditor position of the public sector even with the 
exposure in swaps (US$155 billion through September 2014); (3) and low external 
debt, with nearly two thirds of liabilities denominated in BRL. 
Unfortunately, the fiscal ratios are less comfortable; the current upward trend of gross 
and net public debt ratio-to-GDP combined with the GDP growth slowdown might 
pose a concern about fiscal solvency in the medium term. But the commitment of the 
future finance minister to fiscal tightening and a higher primary surplus with 
transparency accounting should help to diminish significantly the risks to fiscal 
solvency in the medium term. Moreover, we believe that under an effective 
adjustment policy, confidence may rebound, helping support higher potential growth 
in coming years, and providing an anchor to keep the investment grade in 2015.  
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IPCA breakdown 

2013 2014 (e) 2015 (f) 2016 (f)
Regulated 1.5 5.4 9.0 8.2
Water and Sewage 5.9 -0.8 6.0 6.0
Electric energy -15.7 18.6 20.0 19.7
Urban transportation 2.3 1.0 13.0 7.0
Gasoline 6.5 2.3 9.5 6.0
Diesel 15.6 4.9 6.0 6.0
Medicines 4.7 4.7 6.0 6.0
Healthcare plan 8.7 9.5 6.0 6.0
Fixed telephone -0.9 -6.4 6.0 6.0
Market 7.3 7.0 6.2 6.2
IPCA 5.9 6.5 6.8 6.5  

Sources: IBGE and Santander estimate. 
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BRAZIL 
 % GDP 2010 2011 2012 2013F 2014E 2015F 2016F 
National Accounts & Activity Indicators                 
Real GDP (% y/y)   7.5 2.7 1.0 2.5 0.3 0.3 1.3 
Supply: Agriculture (%y/y) 5.2 6.3 3.9 -2.1 7.3 1.4 1.4 1.3 
                Industry (% y/y) 21.8 10.4 1.6 -0.8 1.7 -1.4 -0.2 1.3 
               Services (% y/y) 58.9 5.5 2.7 1.9 2.2 0.9 0.3 1.3 
Demand: Private Consumption (y/y%) 62.8 6.9 4.1 3.2 2.6 1.2 0.5 1.3 
                Public Consumption (y/y%) 20.8 4.2 1.9 3.3 2.0 1.4 0.6 1.3 
                Investment (y/y%) 16.5 21.3 4.7 -4.0 5.2 -5.4 -4.0 1.0 
                Exports (y/y%) 11.3 11.5 4.5 0.5 2.5 1.7 0.8 1.3 
                (-) Imports (y/y%) -11.4 35.8 9.7 0.2 8.3 -0.1 0.2 1.3 
GDP (USD bn)   2143.9 2475.1 2247.3 2245.5 2207.0 2099.5 2131.1 
GDP Per Capita (US$)   11067.6 12863.2 11584.7 11486.7 11207.9 10588.3 10676.6 
Industrial Production (IBGE) (y/y%)   10.2 0.4 -3.3 2.3 -2.6 -0.3 0.5 
Monetary and Exchange Rate Indicators                 
IPCA-IBGE Inflation (Dec Cumulative) (%)   5.9 6.5 5.8 5.9 6.5 6.8 6.5 
IGP-M Inflation (Dec Cumulative) (%)   11.3 5.1 7.8 5.5 4.0 6.0 7.0 
Real effective exchange rate ((D% y/y, year-end)   -4.3 12.6 9.0 14.6 8.8 6.3 8.5 
US$ Exchange Rate (Avg)   1.8 1.7 2.0 2.2 2.3 2.6 2.8 
Relevant Interest Rate (Overnight – SELIC) (Avg)   10.0 11.7 8.5 8.4 10.9 12.2 12.4 
Monetary Base (D% y/y)   24.6 3.6 8.9 6.9 9.0 7.0 7.8 
Stock of Credit To Nonfinancial Private Sector (% of GDP)   45.4 49.1 53.8 56.5 58.0 58.8 59.4 
Fiscal Policy Indicators                 
Public Sector Fiscal Balance (harmonized) (% of GDP)   -2.6 -2.6 -2.5 -3.3 -4.2 -4.2 -3.5 
Primary Balance (% of GDP)   2.8 3.1 2.4 1.9 0.3 0.8 2.0 
Primary expenditures (% of GDP)   18.6 17.5 18.3 18.9 19.0 19.0 19.0 
Public sector debt amortizations (> 1yr, % of GDP)   38.9 40.8 42.9 43.4 41.8 39.8 40.0 
Balance of Payments                 
Trade Balance (US$ bn)   20.1 29.8 19.4 2.6 2.5 9.9 15.1 
    Merchandise Exports (US$ bn)   201.9 256.0 242.6 242.2 238.4 249.2 262.3 
    Merchandise Imports (US$ bn)   181.8 226.2 223.2 239.6 235.9 239.3 247.2 
Current Account (US$ bn)   -47.3 -52.5 -54.2 -81.4 -78.9 -66.6 -61.6 
Foreign Direct Investment (US$ bn)   48.5 66.7 65.3 64.0 60.0 58.3 63.9 
Debt Profile                 
International Reserves (US$ bn)   288.6 352.0 378.6 375.8 372.0 365.0 352.3 
Total Public Debt (gross, % of GDP)   53.4 54.2 58.8 56.7 60.7 61.5 61.6 
Total Public Debt (net of public sector holdings, % of GDP)   40.2 36.5 35.3 33.8 35.5 36.3 36.4 
  Of which: Foreign-currency denominated (% of GDP)   -8.4 -9.9 -11.5 -7.8 -10.3 -10.5 -10.8 
Total External Debt (US$ bn)   256.8 298.2 312.9 308.6 308.5 312.4 316.0 
   Of which: Private sector external debt (% of GDP)   7.1 7.9 8.9 8.5 11.8 12.6 12.6 
Labor Markets                 
Nominal wage adjustments (∆% y/y)   14.5 11.7 12.4 8.9 8.2 8.1 8.3 
Unemployment Rate Avg. (% of EAP) – IBGE   6.7 6.0 5.5 5.4 5.0 5.4 6.1 
Employment (∆% y/y)   2.0 2.1 2.2 0.7 0.1 0.2 0.6 
Source: Santander. 
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CHILE 
HOPING FOR THE MEDICINES TO TAKE EFFECT 
• GDP growth to stay below potential: 2.6% in 2015E, 3.5% in 2016E; 

net exports and public spending to offset soft domestic demand. 
• Plunging oil prices pave the way for a welcome decline in inflation, 

generate a sizable gain in terms of trade (around 0.5-0.8%/GDP). 
• Time to put rainy-day plans to work: expansionary policy mix to 

support growth, while business confidence heals after reform push. 

  

Juan Pablo Cabrera* 
(34) 91 257 2172 

 

 

 
 
 
Retail sales: y/y change, 2011-2015F 

 
Sources: INE and Santander.  
 
 
 
 
 
 
 
 
 
Gross investment (y/y % chg) and 
business confidence 

 
Synthetic gross investment index (monthly), 
based on imports of capital goods and 
construction activity index. Sources: BCCh and 
Santander. 
 

Activity: Fiscal-monetary-FX stimulus to counter soft inertia 
Santander’s official projection for 2015 GDP growth is now 2.6%, vs. the previous 3.1% 
and the 1.7% estimated for 2014. The fuel for this acceleration, in our view, will be a lax 
monetary policy (nominal interest rates should remain below historical standards), a weak 
currency, and a countercyclical fiscal policy. Our 2015 growth projection assumes a 
certain improvement in expectations (specifically, in both business and consumer 
confidence) after the big slump seen in 2014 (especially on the business side).    

On the private consumption side, we project 2.0% growth in 2015 (slightly below 2014’s 
2.3%), reflecting relatively low levels of consumer confidence and some deterioration in 
the labor market. The consistent retail sales figure for 2015 should be around +2.5% vs. 
2013. Despite the pronounced slowdown of the economy since mid-2013, unemployment 
has held relatively steady, remaining at 6.4% in October. However, a process of 
adjustment has already started, with total worked hours virtually stagnant, and formal 
salaried jobs slowing down notably (to around 100,000 jobs, from more than 200,000 at 
mid-2013). Santander expects unemployment to average 7.4% in 2015, with potential 
peaks near 8%. In this context, real salaries would grow in 2015, but fairly modestly 
(around 1%).   

Shape of the business cycle: 2013A-2015F vs. previous episodes 

 
In months, with zero being the month of lower growth (y/y) of each cycle (August 2014 in current 
one). Growth rates also normalized to zero at the lowest value of the cycle (0.7% y/y in current 
cycle). Based on 3-month moving averages in IMACEC (y/y). Sources:  BCCh and Santander. 

Regarding investment, we expect growth in 2015-16 to be meager compared with the 
average of the last 10 years: 1.8% in 2015 and 3.0% in 2016, vs. a 10% annual average for 
the 2003-2013 period. On the positive side, the recently launched concessions and 
infrastructure programs (in roads, hospitals, and ports, among others) imply a large 
increase in public investment (the budget sets a 27.5% increase in 2015), and would allow 
overall investment to show a turning point vs. the large contraction of 2014 (-5.6% vs. 
2013). On the negative side, business confidence should recover from the currently low 
levels, but gradually, while the corporate sector continues digesting the effects of a bill 
imposing a higher income tax. In turn, mining investment, which has been strongly 
affected by the slowdown of China and softening copper prices, should remain relatively 
subdued, reflecting tight margins in the industry. Current copper prices below US$3.00/lb 
imply a tighter spread against Chile’s average production costs of only US$0.50/lb, 
significantly below the levels of 2006-08 and 2010-2012 (US$1.70/lb  and US$1.40/lb, 
respectively), which fueled the mining sector boom of those years. 
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Rates: Plummeting oil prices make BCCh’s job easier 

The year 2014 was one of consistent inflationary surprises on the upside, with the y/y CPI 
measure hitting a 5.7% high in October 2014. Pass-through from FX depreciation,  the 
impact of the tax reform on key consumer items, and specific supply restrictions in fresh 
foodstuffs led to a quick acceleration in tradable prices, at the same time that lingering 
inertia in core services (due to indexation to past CPI readings and the still tight labor 
market) kept nontradables inflation high and failed to offset those upward pressures. 

In 2015, we see significantly milder inflationary pressures, with year-end levels at 2.6% 
y/y. The gradual phasing out of the FX pass-through effect, widening output gap 
conditions, and lower domestic energy prices following the slump in global oil quotes 
should trigger a consistent decline in inflation, which we believe could first stabilize 
around 3.5%-4.0% y/y between March and September, to later pierce through the 3% 
level in the last quarter of the year. . Lower gasoline prices per se could account for a 
decline of up to 100 bps in 2015 CPI inflation, although there could be some other spill-
over effects that might amplify the number by another 25-30 bps.   

Potential path of gasoline prices at current WTI prices and overall CPI impact 

 
Gasoline price in CLP, with current MEPCO rules and one-off adjustments. Overall impact on CPI 
per month, in bps, considering 3.49% weighting in overall CPI. Assumes stable WTI prices at 
US$55 and USD/CLP rate at 620 until July 2015. Sources: Boletín Oficial, ENAP, and Santander. 

After cutting rates by 200 bps since October 2013, the BCCh decided to stop easing at 3% 
in October, mainly due to elevated inflation readings. The outlook for the next few 
quarters suggests that growth will remain soft and inflation will start to decline sharply, 
mostly as a result of plummeting international oil prices and domestic energy tariffs 
(including gasoline). In this context, we believe the most likely scenario is one in which 
the policy rate falls to 2.50% by end-2015. The timing for the cuts would be 2Q15, in our 
view, although the exact month seems to be a tough call. According to the last BCCh 
statements, minutes, and reports (including December’s IPoM), their macro view is not 
sufficiently dovish to justify imminent policy action (say in January or February). Three 
directors want to see a clear downward trend in inflation first in order to cut rates later, and 
this may be the case by April, when y/y CPI is likely to be below 4%. In any case, 
monetary policy will remain lax in 2015, with real interest rates slightly in negative 
territory.       
On the exchange rate side, the Chilean peso has suffered significantly since mid-2013, 
accumulating a 23-25% depreciation vs. the USD in that period. Looking ahead, the key 
domestic driver for the USD/CLP rate will likely be interest rate differentials vs. the U.S., 
which should compress further next year. We place special attention on 1Y swap 
differentials, which are now trading at 250 bps and may tighten to 200 bps in the course of 
next year: since mid-2013, the USD/CLP rate moved by 5-6 pesos per each 10 -bp change 
in rate differentials, which means that the potential effect of lower rates in Chile could be 
25-30 pesos (4-5%) over current levels, all else held equal. Santander’s official FX 
forecasts are now 620 for December 2015 and 610 for December 2016. 

  

Unemployment rate: Original and 
adjusted series 

 
Adjusted index based on number of equivalent 
full-time jobs (39 worked hours per week), given 
the total number of worked hours. Sources: INE 
and Santander.  
 

CPI inflation: Two-phase decline 
expected in 2015 

 
Last 6-month measure based on seasonally 
adjusted series. Sources: Santander and INE. 
 
USD/CLP vs. rate differentials 

 
Rate differentials between 1-year swaps in 
Chile and the U.S., in bps. Since May 2, 2013. 
Sources: Bloomberg and Santander.  
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Credit: Time to put rainy-day plans to work 

Regarding the external sector, we believe Chile’s current account deficit should remain 
contained in 2015, at 1.2% of GDP (vs. a 1.0% projection for 2014). This would reflect 
the negative effects of the weak currency and the soft mining sector on imports growth, 
plus the expected decline in energy imports (we assumed a Brent price averaging 
US$75/bbl), which should exceed the decline we expect for copper (our assumption is 
US$2.90/lb) and overall export prices. 

Supporting growth and external accounts, the slump in global oil prices is generating a 
significant terms-of-trade gain for Chile. Taking the gap between current and 2014 
average prices for copper and WTI (-US$0.22/lb and -US$35.50/bbl, respectively), we 
estimate that the annual gain from lower oil prices reaches 2.01% of GDP, while the 
annual loss from lower copper prices stands at 1.14% of GDP. As a result, the net gain so 
far is around 0.88% of GDP, or US$2.2 billion (keeping export and import volumes 
constant at average 2014 levels).  

One of Chile’s strengths is its fiscal policy flexibility to increase spending at times of low 
growth, following many years of prudent fiscal management leading to a low public debt 
stock and a sizable sovereign wealth fund. For 2015, we estimate that the actual fiscal 
deficit would be 2.2% of GDP, which implies a structural fiscal deficit of 1.1% (actual 
fiscal revenue would be around US$3.0 billion lower than its estimated structural level). 
Based on this, we estimate borrowing requirements in 2015 at the equivalent of US$11 
billion, which would be covered by local as well as external debt issuance.  

Impact of various combinations of copper and oil prices  

 
As of December 12, 2014. X axis: copper prices (US$/lb). Y axis: WTI prices (US$/bn). Based on 
annual copper export volumes of 13.2 bn tons, and energy imports equivalent to 145 million oil 
barrels. Sources: Bloomberg, INE, and Santander.  

On the political front, after the approval of the tax reform in August, the government is 
now focused on an ambitious education reform, aimed at fostering public education at all 
levels (primary, secondary, and universities). Although there is a broad domestic 
consensus on the need to revamp human capital and productivity via higher education 
standards, the debate surrounding official projects is proving fierce, and we believe it is 
likely to continue weighing on opinion polls during 2015 (President Bachelet’s approval 
rating has declined to 38% in December, from 50% in July).  

In the pipeline of reforms, the most important one for 2015 is labor reform, whereby 
authorities aim to grant stronger rights for workers, without affecting the flexible standards 
of the current legal framework. In the context of fragile business confidence, we expect 
authorities to adopt a prudent approach to this reform; otherwise, tough negotiations, 
similar to those seen during the tax reform discussions, could prove too costly for 
expectations, and eventually, for growth. 

  

 
Multilateral nominal exchange rate 
(base Dec’14=612.17) 

 
Chilean pesos against basket of currencies 
based on Chile’s trading partners. Sources: 
BCCh and Santander.  
 

 

Fiscal policy indicators (CLP mn) 

 
Last 12 month sums. Sources: Dipres and 
Santander. 
 

Current account  and trade balances 

 
In million of USD. Last 4 quarters. Sources: 
BCCh and Santander. 
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CHILE 
 % GDP 2010 2011 2012 2013 2014E 2015F 2016F 

National Accounts & Activity Indicators          

Real GDP (% y/y)   6.1 6.0 5.4 4.1 1.7 2.6 3.5 

Public Consumption (% y/y) 12.0 3.9 3.9 4.2 4.2 3.7 5.0 5.5 

Private Consumption (% y/y) 65.0 10.0 8.8 6.1 5.6 2.3 2.0 3.8 

Investment (% y/y) 28.4 14.3 17.6 12.3 0.4 -5.6 1.8 3.0 

Exports (% y/y Real)  39.0 2.4 5.2 0.9 4.3 2.0 4.2 4.4 

Imports (% y/y Real) 39.0 25.9 15.0 4.9 2.2 -6.1 3.3 4.6 

GDP (US$ bn)   217.6 251.7 268.2 274.6 253.9 250.4 266.9 

GDP Per Capita (US$)   12653.9 14412.0 15219.8 15965.1 14592.0 14227.3 14994.4 

Industrial Production (% y/y)   2.2 3.6 2.8 -0.3 -1.0 3.0 4.5 

Monetary and Exchange Rate Indicators                 

CPI Inflation (December, y/y)   3.00 4.40 1.50 2.9 4.8 2.6 3.0 

Core inflation (December, y/y)   1.5 2.4 1.5 2.1 4.0 2.8 3.0 

US$ Exchange Rate (year-end)    510.2 485.0 477.0 525.0 610.0 620.0 610.0 

Real Effective Exchange Rate (% y/y, year-end)  -3.7 8.8 -7.3 6.9 7.2 -0.9 -4.5 

Central Bank Policy Rate (year-end)   3.25 5.25 5.00 4.50 3.00 2.50 3.50 

Fiscal Policy Indicators          

Fiscal Balance (% of GDP)    -0.4 1.1 0.6 -0.6 -2.0 -2.2 -1.8 

Primary Balance (% of GDP)   -8.4 2.7 1.1 -0.1 -1.5 -1.7 -1.3 

Primary Expenditures (% of GDP)   21.2 20.8 20.2 20.9 21.6 22.4 23.0 

Balance of Payments                 

Trade Balance (US$ bn)   15.3 10.8 2.5 2.1 8.9 8.7 8.0 

   Merchandise Exports (US$ bn)   70.9 81.4 78.0 76.7 76.0 69.7 75.0 

   Merchandise Imports (US$ bn)   55.6 70.6 74.2 74.6 67.1 61.0 67.0 

Current Account (% of GDP)   3.3 -3.2 -3.6 -3.5 -1.0 -1.2 -1.0 

Foreign Direct Investment (gross, US$ bn)   15.7 23.4 28.5 20.3 21.0 17.0 18.0 

Debt Profile                 

Total External Assets (US$ bn)   44.5 59.6 60.0 64.9 66.4 67.5 68.4 

   Copper Stabilization Fund (US$ bn)    16.6 17.6 20.4 23.8 24.9 25.5 25.8 

   Central Bank International Reserves (US$ bn)   27.9 42.0 39.6 41.1 41.5 42.0 42.6 

Total Public Debt (gross, % of GDP)   19.3 27.1 26.4 25.8 26.5 27.5 28.4 

  Of which: Foreign-currency denominated (% of GDP)   1.5 1.9 1.9 1.7 2.3 2.9 3.5 

Total External Debt (US$ bn)   84.4 98.4 117.6 130.7 142.7 150.2 155.2 

   Of which: Private sector external debt (US$ bn)   36.2 36.3 41.2 44.9 52.9 56.2 54.2 

Labor Markets                 

Nominal wages (% y/y)   4.7 6.3 6.4 5.7 5.9 3.0 3.2 

Unemployment (% of EAP, avg)   8.2 7.2 6.5 6.0 6.4 7.4 7.2 

Employment (% y/y)   6.5 2.9 2.3 2.1 1.6 1.4 1.8 
 
Source: Servicio de Estudios Santander. 
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COLOMBIA 
TWO SIDES TO EVERY STORY 

• We maintain our positive view regarding Colombia, but we believe 
long-term downside risks are increasing.  

• In the short term, Colombia will likely continue outperforming other 
LatAm countries, with higher growth and well-behaved inflation, in 
our view.  

• In the long term, we are slightly skeptical about the infrastructure 
project (4G) and developments on the peace process front. 

  
Fernanda Consorte* 

(5511) 3012-7114 
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Activity outlook: slowing down to its potential  
We continue to be optimistic on the Colombian outlook, especially on economic activity. 
GDP growth in Colombia for 2Q14 (last data available) was quite strong. Growth reached 
a healthy 4.3% in the last 12 months ended in 2Q14, suggesting 1H14 growth of 5.4%. 
This growth was, by far, the highest in Latin America and illustrates the strength that has 
characterized the Colombian economy over the last three years. Indeed, we forecast a 
GDP growth rate of 5.1% in 2014. 

However, there are reasons to believe that the current pace of growth is not sustainable 
ahead and that in 2015 GDP growth is likely to revert to its potential —we are forecasting 
4.3% growth, which is still robust growth compared to other LatAm countries, but is 
lower than the likely observed number for 2014.  

On the one hand, given that there is still a deficit of infrastructure in the country, consistent 
growth of more than 4.5% should lead to some inflationary pressure over the 
short/medium term—we estimate that potential GDP growth is around 4.5%, and indeed, 
the output gap in Colombia is already in positive territory after being negative to zero for a 
long period. In our view, the Central Bank of Colombia now has a hawkish approach, 
which suggests to us that they would not allow any upward pressure on inflation.  

On the other hand, we believe that some drivers that were present during 2013 and 1H14, 
which were partially responsible for pushing economic activity above its potential, are 
now losing momentum—among these, social services and civil construction growth.  

Social services is a sector driven almost entirely by government spending, and it is not 
clear to us whether such a pace of expansion can be sustained over time, considering the 
fiscal situation that the government is likely to face after 2017. 
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After 2017 the financing that the government is currently receiving through the tax reform 
(which we discussed in the previous edition of Strictly Macro,  dated November 11, 2014) 
will phase out, while new pressure building on fiscal accounts due to the likely  peace 
agreement will appear clearly, as we will explain in more detail below. In our view, this 
suggests that the growth based on public spending is not sustainable over time.  

Regarding civil construction, although we highlight that this sector should continue 
contributing positively to GDP growth, the current data suggests to us that the pace of this 
contribution will be lower than in the recent past. The rate of approvals of construction 
licenses for housing and other purposes has worsened in the last few months since end-
3Q14, at least in housing, which accounts for a large share of the sector. 

In addition, we highlight that one of the key growth drivers for 2015 should continue to be 
household consumption. Indeed, retail sales, which are a good proxy for household 
consumption, are growing at 6.5% this year, driven by the improvement in the labor 
market over the course of 2014.  

Indeed, the October employment figures posted a stronger result, and the unemployment 
rate dropped to 7.9%, which, discounting the seasonal patterns, means 9.0%—the lowest 
level of the historical series (as shown in the top-right chart). The employed population 
rose by 447,000 since October 2013, pushing the overall total above 22.7 million. The 
number of unemployed declined by 215,000, reaching a total 1.9 million. All of this is 
despite high labor participation. 

Rates: we see room for additional hikes ahead 

According to DANE, in October 2014, the CPI was up 0.16% m/m, which is higher by 
0.42 percentage points than the number registered in October 2013 (-0.26% m/m). For the 
last 12 months ended October, the CPI was up 3.29% y/y, which is higher by 1.45 
percentage points than that registered in the same period last year (+1.84% y/y). 
Therefore, headline inflation is running above the Central Bank target of 3.0%. 

The main driver for this acceleration in consumer inflation is food inflation dynamics, 
while non-tradables inflation, a measure of domestic demand, remains relatively stable. 
Indeed, the sector that recorded the highest positive variation during the last 12 months 
was food (4.27%y/y). In contrast, the lowest recorded increase was in recreation  (an 
example of non-tradable goods, which posted only a 0.56% y/y increase).  

As a result, currently annual inflation is slightly above the center of the target due 
essentially to food inflation rather than to the current positive output gap.  

From 2015 onward, we believe that the CPI will continue hovering in the upper range of 
the target (between 3.0% and 4.0%), considering a combination of the El Niño 
phenomenon (according to the Australian Bureau of Meteorology, or ABM, the 
probability that this phenomenon will occur in 2015 is around 70% , and consequently 
weather is likely to continue putting pressure on food prices) and the output gap moving to 
positive territory.  

In our view, the inflation scenario in Colombia remains benign.  However, given our 
understanding about this Central Bank, which is biased toward the hawkish side, we see 
room for additional hikes ahead. We cite four reasons for this: (1) the tight labor market; 
(2) the positive output gap; (3) in the last meeting that we had with BanRep officials, they 
mentioned that the pass-through from the COP to inflation is usually small (we estimate it 
to be around 1.0% in CPI for every 10% move in the exchange rate for a period of 12 
months), but it may be higher during times when the economy is operating with a positive 
output gap (something that has been corroborated by our own models); and (4) they also 
highlighted  that food inflation can be another source of pressure, since food inflation can 
affect the prices of the remaining items in the CPI basket. 
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CPI—groups inflation, comparison 
between 2013 and 2014 (October) 

2013 2014
Food 28,21 1,08 4,5 3,42
Education 5,73 4,37 4,1 -0,27
Household 30,1 2,71 3,4 0,69
Health 2,43 4,07 3,26 -0,81
CPI  100 1,89 3,25 1,36
Transport 15,19 1,16 2,63 1,47
Other expenditures 6,35 1,26 1,95 0,69
Comunications 3,72 3 1,72 -1,28
Clothing 5,16 0,5 1,19 0,69
Leisure 3,1 -0,32 -1,57 -1,25

DifferenceCPI Groups Weight
%  Variation

 

Sources: DANE and Santander. 
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As a consequence, we believe that there is room for BanRep to resume the tightening 
cycle in a scenario of inflation above the target, even if inflation is being driven by food 
prices. We forecast that the basic interest rate will reach 5.0% in 2015. 

On the FX front, the real exchange rate remains well below the historical averages (see 
chart on the right), suggesting a still-overvalued COP in real terms, which we believe 
justifies a depreciating trend for the peso in the future. Here, external factors may play a 
part, such as an increase in the U.S, Fed Funds rate earlier than market expectations. We 
reinforce our forecast of USD/COP 2,300 by year-end 2015. 
 

Credit outlook: long-term issues and fiscal impact 
Along with the favorable scenario for the Colombian economy in the short term, we 
highlight two sources of concern that have direct implications for fiscal accounts, and as a 
consequence, could affect long-term expectations for Colombia’s rating and potential 
growth.  

The first one is regarding developments related to the peace process. Despite the recent 
problems with the talks (such as the two-week suspension after FARC kidnapped General 
Rubén Darío Alzate together with a military officer and a civilian, in the department of 
Chocó), there is still a real chance of reaching an agreement. However, peace may come at 
a high cost. According to estimates from local consulting firms, the cost of peace will be 
around COP65 trillion (per decade), or around US$30 billion.  

At the moment, considering the slowdown in tax collections due to lower oil prices and 
the limited scope of the recent tax reform, we believe there is a question as to whether the 
government will be able to honor the fiscal rule after the peace agreement. As a 
consequence, the main question relates to how the rating agencies will understand this 
new trend in Colombia’s fiscal accounts.   

We note that many local economic consultancies have estimates that the peace could add 
1.0-1. 5 p.p. in GDP growth, which would help to increase tax collections substantially 
and almost offset the costs. However, it is important to bear in mind that there is a high 
level of uncertainty in all these estimates. As a consequence, there still is considerable 
uncertainty regarding the net result of peace for the country.  

The second source of concern, in our view, is the development of the 4G project (“4th 
Generation Concessions”). This program involves an ambitious program of building roads 
and improving the state of existing corridors. This should result in the consolidation of 
Colombia’s road network, theoretically helping to fix one of the main problems in the 
country: lagging competitiveness due to the lack of infrastructure. 

Indeed, Colombia ranks 66th—among 144 countries—in the World Economic Forum’s 
ranking of infrastructure quality, with only 15% of its roads being paved. This position is 
inconsistent with the country’s current performance in terms of growth (despite some 
improvement in recent years), since Colombia is still behind the other important LatAm 
countries such as Brazil or Chile (as shown in the bottom right chart).   

In our view, the 4G project could increase potential growth by around 0.8 p.p. annually 
(middle chart on the right), and it would be an important step for strengthening 
Colombia’s sustainable growth. However, we highlight that, at the present moment, the 
project is still in its incipient stages, and its implementation has been somewhat delayed. 
Additionally (and importantly), there are still doubts about the funding for the project 
given the fiscal constraints and the so-far unattractive tax incentives and returns for the 
private sector. 
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COLOMBIA 
 % GDP 2010 2011 2012 2013 2014E 2015F 2016F 
National Accounts & Activity Indicators         
Real GDP (% chg y/y)   4.0 6.6 4.0 4.7 5.1 4.3 4.1 
Private Consumption (% chg y/y) 61.1 5.0 6.0 4.4 4.2 4.8 4.5 4.2 
Public consumption (% chg y/y) 16.1 5.6 3.6 5.7 5.8 3.5 3.0 2.8 
Investment (% chg y/y) 23.7 7.4 18.9 4.5 5.1 8.5 8.5 9.0 
Exports (% chg y/y real)  18.9 1.3 11.8 6.1 5.4 3.1 2.8 4.1 
Imports (% chg y/y real) 19.8 10.8 21.5 8.9 4.5 5.0 5.5 4.5 
GDP (US$ bn)   287.0 336.3 369.8 381.8 414.3 444.5 473.4 
GDP Per Capita (US$)   6306.5 7303.7 7935.7 8097.8 8685.0 9203.3 9801.5 
Monetary and Exchange Rate Indicators                 
CPI Inflation (Dec Cumulative) (%)   3.2 3.7 2.4 1.9 3.3 3.0 2.8 
Core inflation (Dec Cumulative) (%)   1.8 2.4 2.6 2.8 3.0 3.0 3.1 
US$ Exchange Rate (Avg)   1901.7 1851.3 1797.6 1869.3 1990.0 2275.0 2275.0 
Real effective exchange rate (% chg y/y, year-end)   -7.1 -1.0 -2.1 6.8 5.0 7.0 5.0 
Central bank reference Rate (Avg)   3.1 4.1 4.9 3.4 4.0 5.0 4.3 
Monetary Base (% chg y/y, year-end)   13.5 15.8 8.6 8.1 15.0 16.0 12.0 
Bank lending to the private sector (% chg y/y, Dec)   16.8 22.4 15.2 13.6 13.0 11.0 10.0 
Fiscal Policy Indicators                 
Fiscal Balance, % of GDP   -3.9 -2.8 -2.3 -2.4 -2.3 -2.0 -1.9 
Primary Balance, % of GDP   -1.1 -0.1 0.2 -1.0 -0.5 -1.0 -1.3 
Primary expenditures (% of GDP)   17.2 17.1 18.0 15.0 15.1 15.0 16.0 
Balance of Payments                 
Trade Balance (US$ bn)   -0.5 2.7 1.0 -0.6 2.1 2.0 2.2 
   Merchandise Exports (US$ bn)   39.7 56.9 60.1 58.8 67.4 73.8 81.2 
   Merchandise Imports (US$ bn)   40.5 54.2 59.1 59.4 65.3 71.8 79.0 
Current Account (US$ bn)   -8.7 -9.6 -11.8 -12.7 -14.0 -14.7 -14.2 
Current Account, % of GDP   -3.0 -2.9 -3.2 -3.3 -3.4 -3.3 -3.0 
Foreign Direct Investment (gross, US$ bn)   6.8 13.4 15.5 16.7 17.0 16.0 18.5 
Debt Profile                 
Central Bank International Reserves (US$ bn)   28.5 32.3 37.5 43.6 40.0 40.0 41.0 
Total Public Debt (gross, % of GDP)   35.0 33.8 32.6 31.6 30.1 29.9 30.0 
  Of which: Foreign-currency denominated (% of GDP)   10.9 10.4 9.1 8.5 8.1 7.9 8.0 
Total External Debt (%GDP)   22.6 22.8 21.4 22.0 21.0 20.0 20.0 
   Of which: Private sector external debt (% of GDP)   8.8 10.0 8.8 9.5 9.0 8.8 8.8 
Labor Markets                 
Unemployment Rate Avg. (% of EAP)   11.8 10.8 10.4 9.6 9.0 8.5 8.0 
Employment (% chg y/y)   4.3 4.4 3.4 2.0 2.3 2.5 3.0 
Source: Santander. 
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MEXICO 
FED WILL HIT ALL, BUT FEW ARE AS CLOSELY LINKED TO U.S. GROWTH 

• Growth set to gain momentum ahead amid solid U.S. performance, 
weaker MXN, and eventual catch-up from domestic demand. 

• Collapse in oil prices, but mostly crude output, is the key risk for 
Mexico. First concrete steps of energy opening are reassuring. 

• Local assets suffer asymmetric risk and Fed impact, but we believe a 
gradual recovery is likely, based on sound growth fundamentals.  

  

David Franco* 
(5255) 5269-1932 

Rafael Camarena* 
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Mexico GDP growth expected to 
outperform the U.S. ahead 

 
GDP spread using q/q, saar rates, 4-quarter 
moving average.  
Sources: Inegi, Bloomberg, and Santander. 
 

 

 

Key domestic demand indicators 

 
%y/y, nsa, 3mma. 
Sources: Antad, Inegi, IMSS, and Santander.  

U.S. momentum + energy-led FDI needed to secure above-trend growth  
Expectations about the Mexican economy rocketed after the new government took office 
two years ago and laid out its aggressive structural reform agenda. However, even as the 
transformational reforms  approved in Congress, particularly the energy bill, were better 
than expected by the market consensus, overall activity remains stuck within a 2% 
(disappointing) range. The fact that this is happening despite solid U.S. performance (a 
development challenging weak activity elsewhere) is raising concerns about the ability of 
this reforming economy to meet expectations. Additionally, the seemingly inexorable 
decline in oil prices means the boost from the energy opening could end up being weaker. 
Our baseline scenario is for a gradual stabilization in oil prices toward the US$75/bbl 
mark for WTI amid eventual production cuts; however, the current scenario, with non-
U.S. activity being stuck on a growth trajectory below its pre-2008 crisis level and an 
unsolved oversupply situation, means downside risks remain considerable, in our view.      
Meanwhile, a number of developments are keeping Mexican growth in second gear. 
Number one, in our view, is the persistent impact of higher taxes introduced this year, 
which have produced a twofold negative impact on overall activity: private spending 
uncertainty (from consumers and firms), and delayed fiscal thrust. The latter is also 
concerning from a reform-execution view, given that authorities leveled the fiscal 
spending pattern this year to allow for funds to be spent earlier in the year  while also 
lifting capex relative to the less productive current expenditures. Looking forward, the 
strong trade connection with the largest global economy, a NAFTA exclusive, plus 
evidence that current headwinds for domestic demand continue to fade gradually, means a 
sustained expansion is attainable. Indeed, data available for the current quarter, including 
the impressive performance in autos (both exports and local sales), further improvement in 
formal job growth, and sound overall trade point to renewed momentum, in our opinion.   
For this economy to accelerate from 2.2% this year to 3.5% in 2015, we believe there are 
three necessary conditions: (1) continued U.S. expansion, (2) strengthening of private 
spending, featuring higher wage and credit growth, and (3) positive though marginal 
contribution from higher energy-led investment, confirming a successful debut of Round 
One. The U.S. growth factor is a given, in our view, judging by recent data (particularly 
good news for Mexico are auto sales, factory output, and manufacturing job growth) and 
the material boost to consumer spending from lower oil prices and gains in both the equity 
and housing markets. MXN weakness is another plus, making up for softer productivity 
growth and allowing Mexico to continue to gain U.S. market share. 
Regarding the local factors, we find it encouraging that the main drags are already being 
lifted. Construction has decisively moved out of its doldrums, as infrastructure spending 
joined the rebound in residential activity. A lift in consumer spending is already 
manifesting (witness booming local auto sales), but a sustainable expansion awaits higher 
credit growth and real labor earnings, the latter to come from lower inflation plus the 
potential hike to the minimum wage. Regarding the energy opening, the government 
disclosed details for Round One including 14 shallow-water blocks (out of a total 169) all 
to be allocated as production-sharing contracts and in exploratory phase. These will be 
awarded in 1Q15 to the firm offering the largest share to the state and the greatest 
investment commitment. The government expects to complete Round One and Pemex’s 
farm-outs from Round Zero by end-2015 and raise some US$13 billion in investment. 
Also reassuring is anecdotal evidence indicating sufficient appetite from big players 
despite lower oil prices. 
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Stress test on public sector (PS) fiscal revenue 

Scenario 2015 PS income Scenario 2016 PS income

worst case MXN, bn worse case MXN, bn
GDP 2.4 4.1 1.8 -12.3 
USDMXN 14.0 16.5 14.5 11.8
Crude output 2256 -49.3 2256 0.0
Crude price 76.4 -9.8 50.0 -99.2 
Total (MXN,bn) -38.4 -54.5 
Total (% of GDP) -0.2 -0.5 

Source: Ministry of Finance and Santander  
The free-fall in oil prices is a major concern, since the government funds one third of its 
budget here. But it is the downtrend in crude output that worries us the most. The table 
above summarizes the impact on fiscal income under a stress scenario for the coming two 
years. In January, the hedging strategy goes into effect, and oil fiscal revenue is covered in 
full at US$76.40/barrel, but a 6% cut in oil production as we have modeled will bear the 
brunt of the fiscal adjustment in 2015, worth 0.2 ppts of GDP. However, if the low oil 
price scenario holds, we believe 2016 will see a toxic cocktail featuring a sharp decline in 
oil prices (with a gap of as much as US$26/bbl versus the hedged 2015 level) worth some 
MXN100 billion. For the exercise, we assumed that oil output stabilizes at new lows, 
since the new production from Round One may make a marginal contribution and 
increase by some 80,000 bbl/day through 2017. We do consider GDP growth 0.6 ppts 
lower, and in such a case any resulting gains in fiscal revenue from a projected M$0.50 
depreciation are offset. Note that our stress scenario does not account for any 
improvement resulting from lower oil prices, which should arise from cheaper subsidies, 
in our view, as Mexico imports nearly half the gasoline it consumes.        

MXN to bear most of the brunt of oil and Fed hikes     
We expect the big movement in commodity prices led by oil will have a considerable but 
divergent impact across countries working through adjustments in the terms of trade next 
year. The chart below compiles the three-month cumulative change in spot FX for selected 
countries with a high exposure to the commodity cycle. Oil exports in Mexico account for 
only 12% of total shipments, and the two-digit decline in the MXN so far is clearly 
ignoring the improving growth fundamentals largely assured by the direct exposure to the 
U.S. business cycle. The current decline in the MXN also reflects its “super” liquidity 
powers (exchange volume is two times the liquidity in Brazil and  India and four times 
larger than that for Singapore, Russia, and South Africa), for which it has become the 
vehicle of choice to hedge against EM risk.  

FX performance*: losers and winners in the current commodity cycle  

 
*3-month cumulative change using spot. Sources: Bloomberg and Santander.   

In our modal view, the Fed will finally deliver a first 25-bp hike in 2015 but is likely to 
break ground again by engaging in gradual policy normalization and also achieve its 
neutral rate at a lower level compared to previous tightening cycles. Meanwhile, local 
asset prices are trading consistently with a more aggressive outlook for Fed hikes, and 
some cases, like the MXN, already in overshooting territory in our view. We expect FX 
poor performance to continue in the first part of 2015 but at some point the positive   

  

Oil price and the MXN 

 
%y/y real terms, 3mma Antad, 6mma otherwise. 
Sources: Ministry of Finance, Antad, and 
Santander. 
 

Pemex crude output vs. WTI oil prices 

Sources: Pemex, Bloomberg, and Santander. 
 

MXN vs. interest rates performance 

 

Sources: Bloomberg and Santander 
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idiosyncratic factors should weigh in and allow for a gradual recovery. thus bringing the 
peso to 13.60/USD by end-2015. Note that Mexico is one of the few economies with 
projected growth above potential, according to IMF’s estimates.  
In our view, deeper monetary easing next year courtesy of G-4 central banks (ex The Fed) 
is very likely to go against the structural flaws and counter today’s growing deflationary 
pressures, which is also consistent with a flatter U.S. yield curve and less potential damage 
to local assets in general. The fact that oil is becoming a more structural than cyclical story 
in nature is the key risk to global inflation. On the same lines, we expect Mexican inflation 
to shrink starting next year and fall some 50 pb from the 4% level this year, but mainly for 
local reasons. The outlook for general prices, however, is bimodal (much as in the case of 
oil) and so inflation could surprise to the upside in case the FX-pass-through strengthens 
(speed element is key) and the government approves a higher minimum wages increase 
(i.e. 5% additional to the 3.5 likely to be approved before year end). Under such scenario 
Banxico will have compelling arguments to deliver a surprising one-off 50pb rate hike and 
remove the 50pb cut it introduced in July. Such move will be a clear catalyst for the MXN.     
Still, Banxico expects higher short term real rates due to lower inflation thanks to the new 
gasoline price formula and base effect from new taxes this year, both likely to bring 
annual CPI to 3.7% y/y by the 1Q15, in our view. Indeed, monetary conditions in the 
market gauged by our MCI index remain quite loose by historical standards, and a weaker 
MXN means more easing. A tightening by Banxico, as outlined above, would be hitting 
two targets with one shot (MXN weakness and steep yield curve); however, the Board will 
likely continue to be challenged by a lingering negative output gap. When measured in 
real effective terms, the MXN is down 4% from this year’s high seen in May but is 
actually 1% stronger compared to its pre-crisis five-year average level. As for the local 
yield curve, the steepness already reflects big asymmetric risks, since demand from 
foreigners has continued to flow despite general risk-off sentiment. We believe investors 
will remain tactical about Mexico, and further differentiation with a flattening bias could 
emerge with evidence that the economy is outperforming the U.S.        
     

Gauging market monetary conditions 

 
Sources: Bloomberg, Banxico, and Santander. 
 
Credit performance is fiscal dependent 
Mexico’s five-year CDs worsening 20 bps to the low 90s largely express fears about the 
weak fiscal spot due to oil and potential higher debt supply against the background of the 
midterm elections (June 2015). We agree with the former concern but not with the latter, 
since the 2015 budget approved by Congress set a 3.5% of GDP target that cannot be 
altered. In any case, growth would suffer and expenditures would need to be cut if oil 
output slows. Also note that the automatic fiscal stabilizers allow the use of monies (worth 
M$41billion) from the emergency funds before cutting spending. The much-awaited 
change in Mexico’s sovereign outlook and eventual upgrading (most likely from Fitch) are 
unlikely to come until late 2015, in our view, once stable oil prices plus a successful start 
of the energy opening allows public debt to remain closer to its 40%-of-GDP level. We 
like the progress on the electricity side of the reform as a buffer of revenue until oil 
production is stabilized in coming years. 

  

 

10-yr rate spread vs. Bunds 

 
Sources: Bloomberg and Santander. 

 

Local yield curve remains very steep 

 
Sources: Bloomberg and Santander. 
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MEXICO  
 % GDP 2010 2011 2012E 2013F 2014E 2015F 2016F 
National Accounts               
Real GDP (% YoY)   5.1 4.0 4.0 1.4 2.1 3.5 4.2 
Private Consumption (% YoY) 70.2 5.3 4.9 4.9 2.5 1.8 2.8 3.2 
Investment (% YoY) 23.9 1.3 7.8 4.5 -1.8 1.5 6.2 7.5 
   Private (% YoY)   1.9 12.1 8.8 -1.3 2.7 6.3 8.2 
   Public (% YoY)   -0.5 -4.1 -9.5 -3.6 -3.3 5.7 5.4 
Government Spending (% YoY) 7.0 1.7 2.4 3.4 1.2 2.8 2.5 2.2 
Exports (% YoY Local Currency)  30.6 20.5 8.2 5.9 1.2 6.4 6.7 7.5 
Imports (% YoY Local Currency) -31.7 20.5 8.0 5.5 1.5 4.3 6.8 7.6 
GDP (US$ Bn)   1051.9 1171.5 1187.5 1261.5 1288.4 1313.3 1405.1 
GDP Per Capita (US$)   9363.7 10299.8 10318.0 10837.3 10945.8 11038.4 11688.1 
Manufacturing Production (INEGI) (% YoY)   8.5 4.6 4.0 1.1 3.4 5.6 6.0 
Output Gap (% of potential GDP)   -3.4 -1.7 -0.2 -0.6 -0.5 0.9 2.0 
Monetary and Exchange Rate Indicators               
CPI Inflation (Dec Cumulative) (%)   4.4 3.8 3.6 4.0 4.1 3.4 3.5 
Core Inflation (Dec Cumulative) (%)   3.6 3.4 2.9 2.8 3.4 3.2 3.4 
US$ Exchange Rate (Avg)   12.6 12.4 13.2 12.8 13.3 14.0 13.9 
US$ Real Effective Exchange Rate a/   82.0 76.5 79.3 74.9 76.1 76.5 74.8 
Central Bank Reference Rate (Avg %)   4.5 4.5 4.5 3.9 3.2 3.1 4.1 
Monetary Base (% YoY)   5.1 4.0 7.0 4.3 10.4 6.3 7.6 
Bank Lending to the Private Sector (% of GDP)   12.9 13.6 14.1 14.9 14.7 14.9 15.1 
Fiscal Policy Indicators, %               
Fiscal balance, (% of GDP)   -2.8 -2.5 -2.6 -2.3 -3.5 -3.5 -3.0 
Primary Balance (% of GDP)   -0.9 -0.6 -0.6 -0.4 -1.5 -1.3 -1.0 
Primary Expenditures (% of GDP)   23.2 23.1 23.2 24.0 23.9 23.2 23 
Mexican Oil Mix - Budget Price (US$/pb)   59.0 65.4 84.9 86.0 86.0 79.0 75.0 
Balance of Payments               
Trade Balance (US$ Bn)   -3.0 -1.4 0.0 -1.2 -3.8 -5.1 -6.9 
   Merchandise Exports (US$ Bn)   298.5 349.4 370.8 380.0 396.8 425.3 457.9 
   Merchandise Imports (US$ Bn)   301.5 350.8 370.8 381.2 400.6 430.4 464.8 
Current Transfers (US$ Bn)   21.3 22.8 22.4 21.9 23.4 25.2 27.0 
Current Account (US$ Bn)   -4.6 -13.1 -15.4 -26.5 -26.8 -28.1 -30.4 
Foreign Direct Investment  (US$ Bn)   25.9 23.6 18.1 42.1 21.8 28.4 30.5 
Debt Profile               
Central Bank International Reserves (US$ Bn)   113.6 142.5 163.5 176.5 195.0 200.0 210.0 
Total Public Debt (gross, % of GDP)   32.3 33.1 33.9 36.9 41.0 42.5 43.5 
   Foreign Currency Denominated (% of GDP)   10.5 9.9 10.6 10.7 11.5 11.8 11.4 
Total External Debt (US$ bn)   190.1 201.3 213.4 225.1 241.5 250.0 258.0 
Labor Markets               
Nominal Wage Adjustments (% y/y)   4.6 4.5 4.6 4.3 4.2 4.5 4.5 
Unemployment (%)   5.4 5.2 5.0 4.9 4.8 4.6 4.4 
Employment (% y/y)   5.2 4.1 4.6 2.9 4.1 3.5 3.5 
Source: Santander. 
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PERU 
RECOVERING FROM A DISAPPOINTING YEAR 

• After a poor 2014, we expect investment to recover in 2015, pushing 
growth to 5%, anchored by loose monetary and fiscal policies. 

• The PEN may continue under pressure, but we do not expect a 
major depreciation. Inflation to remain tamed. 

• Political uncertainty may continue, but we think it is unlikely to pose 
problems for either economic policies or investment plans. 

  
Cristiano Souza*  
(5511) 3012-5180 
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Activity outlook: Expectation of a better outcome 
The performance of GDP disappointed once again in 2014. At the beginning of the year, 
forecasts pointed to economic growth of 5.5%, slightly below potential (6.0%), but a 
combination of several negative factors led economic activity to lose steam. On the 
supply side, growth was hurt by the negative impact of weather (the El Niño 
phenomenon took a toll on fishing, reducing production from late July to early 
August) and the shutdown of a gold mine, which caused a significant decline in the 
production of gold. Moreover, softer investment growth affected manufacturing 
negatively. On the demand side, the slowdown in private investment was explained 
by a further deterioration in business confidence given the uncertainties connected to 
the world economy and regional elections. Moreover, falling terms of trade were 
another disincentive for investment. As a result, GDP growth in 2014 was highly 
disappointing, possibly reaching close to 3%, the weakest performance since 2009. 

However, we deem much of those effects to be transitory. El Niño in 2015 is expected 
to be weaker, so fishing should not suffer next year. Mining could also recover as new 
projects for gold extraction could start producing, even though some copper projects 
have been delayed. In addition, business confidence recovered slightly in 4Q14. 
Should the negative effects mentioned above disappear, growth could benefit. 

Moreover, authorities have taken several measures aimed at boosting activity. First, 
the Central Bank has been loosening monetary policy for a while, not only by cutting 
reserve requirements in domestic currency (currently at 9.5%, down from 15% in 
December 2013) but also by reducing its policy rate to 3.5% p.a. from 4% p.a. at the 
beginning of the year. The Central Bank has promised more action if needed. 
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Second, the government enacted some fiscal measures at the beginning of November 
at an estimated cost of 0.3% of GDP, such as higher year-end bonuses for civil 
servants, new rules to simplify environmental impact studies, and a draft bill to cut 
red tape in the labor market. By the end of the same month, the Congress approved 
another set of measures, including further tax cuts, higher spending, and further 
easing in labor market rules. 
Together with a still tight labor market, we expect household consumption to account 
for a large portion of GDP growth in 2015, possibly aided by some recovery in 
investment and in net exports, albeit at rather smaller rates. The government’s share 
of consumption could also add to demand, in our view, as fiscal policy is becoming 
more expansionary, thus reducing the fiscal surplus from the current 2.1% of GDP to 
close to a balanced budget. All those effects together could cause growth to accelerate 
to 5.0% in 2015, but still slightly below the potential rate (6.0%). 
Rates: inflation within the target bounds, volatility in FX, BCRP on hold 
Inflation continued to be negatively affected by specific factors in 2014. Domestic 
supply shocks pressured food prices, electricity, and rises in the cost of education, 
mainly enrollment and tuition, maintaining the CPI above the ceiling of the inflation 
target range for most of the year, with the exception of the months of August and 
September. The reading for December may keep inflation slightly above 3% in 2014. 
However, in large part we expect those mentioned effects to be temporary, so that in 
the coming quarters the CPI should moderate and reenter the target range. The impact 
of pork on food prices may moderate as the price of corn falls and as an increase in 
fishing also lowers the price of fish, a substitute product. The increase in electricity 
tariffs may be less pronounced in 2015, as in 2014 we have seen an adjustment in the 
cost of some concession contracts, while falling oil prices should eventually have an 
impact on domestic fuel prices. 
Moreover, well-anchored expectations reinforce the perception that inflation should 
behave well in 2015. Our growth and inflation forecasts for 2014-15 are consistent 
with a loose monetary policy, with the possibility of further cuts to the policy rate 
should activity continue to disappoint. But for now, under our base-case scenario,  we 
expect the basic rate to remain unchanged. 
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On the FX front, falling commodity prices and the uncertain scenario surrounding 
U.S. monetary policy mean that the currency may depreciate further, albeit not as fast 
as has been the case in the last few months. The volatility of the PEN should remain 
high, as seen recently. That would still require Central Bank interventions in the FX 
market. The main concern for the Peruvian economy is still the dollarization of the 
financial market. Large swings in the PEN could lead to significant losses in the 
balance sheets of households and banks, but not necessarily boost inflation and hurt 
activity. 
 

  

 
Contribution to inflation in 2014 

0%

20%

40%

60%

80%

100%

Jan-14 Mar-14 May-14 Jul-14 Sep-14 Nov-14

 Other
 Entertainment, culture and education
 Housing, fuel and electricity
 Food and beverage  

% of total. Sources: INEI and Santander. 
 

 

 
 
Inflation expectation for 2015 

2.0

2.2

2.4

2.6

2.8

3.0

3.2

Feb-13 Jul-13 Dec-13 May-14 Oct-14

 Economic analysts  Financial system
 Non-financial companies  

In %. Source: BCRP. 
 

 

 

 

 

 

FX operations 

-4,000

-3,000

-2,000

-1,000

0

1,000

2,000

3,000

Jan-10 Sep-10 May-11 Jan-12 Sep-12 May-13 Jan-14 Sep-14
 

In US$ million. 
(-) = short; (+) = long. 
Source: BCRP. 
 

Strictly Macro, December 18, 2014 30 



  
 

Therefore, we believe the response of the monetary authority will be to keep 
macroprudential measures (interventions and changes in reserve requirements) in 
place. Intervention has grown considerably in recent months and may continue, as 
reserves remain above US$60 billion. 

Despite the large current account deficit, currently at 5.7% of GDP, the inflow of 
investments is still substantial, but not enough to offset that deficit. Even though the 
world economy should not be of much help for exports, the weaker PEN could 
reverse part of the rise in imports, and a rather conservative assumption for the inflow 
of foreign direct investments would stabilize foreign accounts.    

Credit outlook: Political noise, higher fiscal deficit 

Widely reported stories in the local press have noted possible misconduct in various 
branches of the government. This political noise has hurt approval ratings for both 
President Ollanta Humala and the Congress, but approval of the former continues to 
follow the trend seen in the case of the two previous presidents, especially that for 
Alan García in his second stint in the presidency (between 2006 and 2011, a period of 
strong economic growth and stability), who was succeeded by Mr. Humala. 

On the one hand, those issues are unlikely to generate a full-blown political crisis or 
even a radical shift of Mr. Humala toward more populist measures. The year 2014 has 
seen a major overhaul of his cabinet, with the replacement of 13 ministers (out of 19). 
The most prominent names to take office this year were Ana Jara Velásquez as prime 
minister, replacing René Cornejo in July, and Alonso Segura, who became finance 
minister last September, following Luis Miguel Castilla’s resignation, a change that 
had been expected for a long time. 

On the other hand, other scandals may arise and could keep the relationship between 
the Congress and the executive branch quite tense. In our view, however, that has not 
and should not pose problems for either the set of economic policies or the advance of 
investment plans. The outcome of the regional elections in November was not entirely 
satisfactory, in our view,  in the sense that the leaders elected in some areas, chiefly 
Cajamarca, may create some obstacles to investment. But we do not see that as a 
major threat to growth either. 

Regarding fiscal results, falling commodity prices continue to take a toll on tax 
collection, which grew about 4% in real terms in the year through October. Spending, 
on the other hand, rose by about 9% in the same period, mainly due to wage hikes for 
civil servants and an increase in pensions. The sum of those effects led the fiscal 
result to fall from 0.5% of GDP in 2013 to 0.05% by the beginning of 4Q14, thus 
amounting to an expansionary fiscal policy. 

Throughout 2015, the fiscal balance may continue to deteriorate, as the 
aforementioned measures to boost activity (combining tax cuts and higher spending) 
may turn the balanced fiscal result into a deficit. We estimate that it could reach about 
2% of GDP, missing the requirement of the fiscal law, which requires a fiscal result 
above -1% of GDP. The recently approved fiscal responsibility law, which substitutes 
the current fiscal result with a structural measure and strictly limits outlays, will be in 
place only after 2016, so the coming year may still produce a modest negative result. 

Nevertheless, despite political bickering and slightly deteriorated fiscal figures, the 
upgrade in Peru’s sovereign rating by Moody’s to A3 from Baa2 on July 2 is not 
likely to be contested by the markets, as the aforementioned events do not seem to 
pose threats to macroeconomic or political stability, in our view. 
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PERU  
 % GDP 2010 2011 2012 2013 2014E 2015F 2016F 
National Accounts          
Real GDP (% chg y/y)   8.5  6.5  6.0  5.8  3.0  5.0  5.5  
Private Consumption (% chg y/y) 60.4 8.7  6.0  6.1  5.3  4.3  5.1  5.2  
Public consumption (% chg y/y) 9.6 5.6  4.8  8.1  6.7  6.7  6.3  6.4  
Investment (% chg y/y) 28.2 36.8  10.1  11.7  11.5  0.4  1.9  2.9  
Exports (% chg y/y real)  25.6 3.1  10.9  3.9  (3.1) (2.7) 3.5  3.5  
Imports (% chg y/y real) 23.8 26.5  13.0  10.4  2.1  (0.6) 1.2  0.7  
GDP (US$ bn)  148.6  170.7  192.9  202.2  204.8  210.1  220.4  
GDP Per Capita (US$)            5,030            5,689             6,329             6,533             6,517             6,583            6,801  
Population (Mn)   29.6  30.0  30.5  30.9  31.4  31.9  32.4  
Monetary and Exchange Rate Indicators          
CPI Inflation (Dec Cumulative)   2.1  4.7  2.6  2.9  3.2  2.5  2.0  
WPI Inflation (Dec Cumulative)   4.6  6.3  (0.6) 1.6  2.0  2.4  2.1  
US$ Exchange Rate (Year-End)   2.81  2.70  2.57  2.75  2.95  3.00  3.10  
US$ Exchange Rate (Avg)   2.82  2.75  2.64  2.70  2.84  2.98  3.05  
Average Lending Rates in US$ Terms (Year-End)   8.5  7.8  8.2  8.0  7.5  7.5  8.0  
Average Lending Rates in US$ Terms (Avg)   8.4  8.0  8.0  8.4  7.6  7.5  8.0  
Base Money M0-end of period (US$ Bn)   8.6  10.1  12.6  12.6  12.4  13.3  14.0  
Base Money M0-end of period (D% YoY)   25.4  13.0  18.3  9.3  3.7  8.9  9.4  
Fiscal Policy Indicators          
Fiscal Balance (% of GDP)   (0.2) 2.0  2.3  0.9  0.2  (2.0) (1.0) 
Primary Balance (% of GDP)   1.0  3.2  3.3  2.0  1.2  (1.4) (0.5) 
Public Sector's Financing Needs (US$ Bn)   0.3  (3.5) (4.4) (1.7) (0.4) 4.2  2.2  
Total Government and Central Bank Debt (US$ Bn)   36.4  38.3  40.2  38.4  39.0  39.5  39.5  
Local Currency (US$ Bn)   16.7  18.6  20.9  21.2  22.2  22.4  22.5  
Foreign Currency (US$ Bn)   19.7  19.7  19.3  17.3  17.0  17.1  17.2  
Balance of Payments          
Trade Balance (US$ Bn)   7.0  9.2  5.2  (0.0) (3.9) (2.0) 2.0  
Merchandise Exports (US$ Bn)   35.8  46.4  46.4  42.2  37.4  40.0  46.0  
Merchandise Imports (US$ Bn)   28.8  37.2  41.1  42.2  41.3  42.0  44.0  
Current Account (US$ Bn)   (3.5) (3.2) (6.3) (9.1) (11.3) (9.4) (5.5) 
Current Account (% of GDP)   (2.4) (1.9) (3.3) (4.5) (5.5) (4.5) (2.5) 
Foreign Direct Investment (US$ Bn)   8.5  7.7  11.9  9.3  6.5  9.0  10.0  
Debt Profile          
International Reserves (US$ Bn)   44.2  48.9  64.0  65.7  63.5  64.2  64.8  
Total Internal Government and Central Bank Debt (US$ Bn)   16.7  18.6  20.9  21.2  22.2  22.4  22.5  
Short Term (less than 12 months) (US$ Bn)   1.9  2.9  3.4  3.4  3.5  3.5  3.6  
Long Term (over 12 months) (US$ Bn)   14.8  15.7  17.5  17.8  18.7  18.9  18.9  
Total Internal Government and Central Bank Debt (% of GDP)   11.2  10.7  10.6  10.8  11.2  10.7  10.3  
Total External Debt (US$ Bn)   43.7  48.1  59.4  60.8  63.9  66.2  68.9  
Short Term (less than 12 months) (US$ Bn)   6.3  6.4  8.9  6.4  6.8  7.0  7.3  
Long Term (over 12 months) (US$ Bn)   37.4  41.7  50.4  54.4  57.1  59.1  61.6  
Total External Debt (% of GDP)   29.4  28.2  30.8  30.1  31.2  31.5  31.3  
Total External Debt (% of Exports Goods and Services)   110.6  95.0  115.8  126.7  147.2  144.0  132.5  
Debt Service Ratio   13.7  3.8  3.7  6.1  3.0  2.6  2.3  
Labor Markets          
Real Wages (Real D%)   0.0  6.7  5.0  3.3  4.0  3.3  2.5  
Unemployment (%)   8.0  7.7  7.0  5.9  6.0  6.5  6.3  
Source: Santander. 
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URUGUAY 
2015: NEW GOVERNMENT, SAME OLD POLICIES 
• We project real GDP to grow 2.7% in 2015, based on robust private 

consumption and export proceeds from past FDI projects.  
• Macroeconomic imbalances such as external and fiscal deficits, high 

inflation, and strong REER are likely to prevail, in our view. 

• We expect the peso to weaken 12% y/y, closing at UYU/USD 27.40, 
driven by high inflation and required REER weakening.  

  

Marcela Bensión*  
(5982) 1747-5537 

 
 
 
 
 
 
 
Activity likely to soften further in 2015 

0%

2%

4%

6%

8%

10%

2007 2008 2009 2010 2011 2012 2013 2014P 2015P

 
% y/y change in real terms. Sources: BCU and 
Santander.  
 
Private consumption remains the key 
growth driver 

0% 2% 4% 6%

Exports

Investment

Pub. Consumption

Priv. Consumpion

GDP

 
% y/y change in real terms as of 1H14. Source: 
BCU.  
 
Labor market remains tight} 

 -
 2
 4
 6
 8
 10
 12
 14
 16
 18

30

35

40

45

50

55

60

65

70

1990 1996 2002 2008 2014P

employement (left)

unemployement (right)

 
Employment and unemployment rates. % 
annual average. Sources: INE and Santander.  

 
 
  

GDP growth to remain moderate and with downside risks 

In the past decade, Uruguay experienced strong growth due to favorable external 
conditions and large-scale FDI projects attracted by its stable macroeconomic 
environment and business-friendly investment climate. However, since 2012, real 
growth moderated from an average 6% p.a. rate to 3.3% y/y as of 1H14—more in-line 
with potential growth estimates—amid worsening prospects for emerging markets, 
feeble growth in main trade partners Brazil and Argentina, and low spare capacity.  
Export growth started to lose momentum in 2012, rising a modest 2.6% y/y in real 
terms in 1H14. Similarly, investment grew 2.8% y/y during that period, declining by 
8% y/y in 2Q14 following the completion of large-scale construction projects (such as 
the Montes del Plata pulp mill) and a slowdown in residential construction. In 
addition, investment has phased out in response to a worsened business environment 
driven by anticipation of monetary tightening in the U.S., accommodative fiscal and 
wage policies domestically that have increased uncertainty on key macro variables, 
and higher labor costs. Such negative drivers failed to offset rising investments in the 
energy sector, where the country is accomplishing higher diversification of sources 
away from highly unstable hydraulic and costly hydrocarbon alternatives. In contrast, 
consumption remains robust, rising 4.6% y/y as of 1H14 based on high employment 
and real wage increases. Payrolls grew 2.5% YTD as of October, which we expect to 
take the 2014 average employment rate to a new peak of 60.3%, reversing the 
declining trend seen in 2012 and 2013 (59.9% and 59.4%, respectively). The most 
dynamic sectors in job creation involved agriculture, forestry, real estate, teaching, 
and construction. Similarly, we expect unemployment to remain unchanged at a low 
6.5% rate in 2014, despite the activity slowdown. In addition, we expect real wages to 
rise 3% compared to 2013 levels, given a strongly regulated labor market in which 
firms have to comply with salary increases negotiated with workers based on both 
macroeconomic conditions and on performance of specific activity sectors.  

We expect little change in policy guidelines throughout 2015, particularly considering 
that the ruling left-wing Frente Amplio (FA) will govern for a third consecutive 
period after former President Vazquez was elected in the past October-November 
elections while holding a majority in Congress. Our average real GDP growth 
estimate for 2015 is 2.7% y/y, slightly below our 3% forecast for 2014. In addition, 
nearly one percentage point of expected growth in 2015 will likely be driven by a 
one-off increase in cellulose production following the start of activity at Montes del 
Plata. As a result, excluding that impact, we forecast GDP growth will likely hover 
between 1.8% and 2.0% in real terms. Exports of goods and services are likely to 
grow 3.7% y/y in real terms, also fostered by cellulose sales, which we expect, in 
turn, to boost industrial output by 6.5% y/y. Private consumption is likely to lose 
steam, rising by 3% y/y though remaining the key growth driver. In contrast, we 
believe investment is likely to decline by 1.6% y/y, mostly based on the private 
sector, dragging down construction by 3% y/y. 

Our GDP forecasts entail a downside bias, particularly under higher-than-expected 
commodity price deflation that could hurt key activity sectors such as soybean 
production, estimated to account for roughly 2% of overall GDP. In addition, 
employment growth could reverse easily if meager prospects for labor-intensive 
sectors such as real estate, construction, and retail materialize and labor costs fail to 
encompass productivity gains. 
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Macroeconomic imbalances are unlikely to put credit rating at risk in 
2015, but policy adjustment is required 

In a context of less abundant and increasingly costly global capital flows, new 
authorities assuming office on March 1 will continue to face the challenge of 
reversing strong macroeconomic imbalances driven by years of accommodative fiscal 
and wage policies that strengthened domestic demand. In particular, the current 
account deficit is likely to remain near 5% of GDP in 2015, in our view, experiencing 
only slight improvement from the current 5.5% of GDP level, as lower revenue from 
declining food prices for products such as dairy and soybeans is more than offset by 
lower oil costs and higher cellulose sales.  
From a demand-side perspective, we believe the current account result is likely to 
improve due to a reduction in the private sector deficit from 2% of GDP in 2014 to 
1.7% of GDP in 2015, due to an expected decline in investment. In contrast, the 
public sector deficit is likely to remain slightly above 3% of GDP amid a slowdown 
in revenue alongside high expense growth in areas such as investment and social 
programs. We expect the primary balance to remain in slightly negative territory, 
clearly below the 1% of GDP surplus required to stabilize debt ratios. While we do 
not expect the investment-grade status to come under strain in 2015—considering 
moderate public sector indebtedness, strong liquidity buffers, ample financing 
sources, a good maturity profile, and improved currency mismatches—we believe a 
more restrictive fiscal policy stance will be required in upcoming years so as to 
prevent worsening sovereign credit prospects and further damage on an already 
impaired business climate. 

All in all, there appears to us to be no policy room to offset potentially lower GDP 
growth even in a context of commodity price deflation that could ease pressures on 
inflation readings. On the contrary, we expect a slightly less accommodative fiscal 
policy stance in 2015, particularly within public owned enterprises, as authorities 
avoid transferring lower costs from lower crude oil prices and alternative cheaper 
renewable energy sources onto electricity and fuel tariffs. This should enable a partial 
reversal of deliberate short-term policies aimed at containing high inflation figures 
through low 3-4% annual public tariff increases that ended up worsening fiscal 
accounts. In this sense, there are high expectations among market observers 
concerning the five-year budget to be passed by new authorities toward the end of 
2015, particularly considering President Vazquez’s inclination toward conservative 
economic policies that could meet resistance from left-wing factions within the FA 
that emerged stronger from the October 2014 elections.  

Inflation to remain near 8% y/y based on UYU weakening, domestic 
demand pressures, and labor costs 

Headline inflation reached 8.1% y/y as of November 2014 and is likely to close 2014 
at 8.4% y/y, in our view. This is well above the 7% threshold targeted by the Central 
Bank, adding to a poor track record seen in recent years as accommodative fiscal and 
wage policies offset a more restrictive monetary stance. Our own estimates indicate 
that core inflation edged past 10% y/y as of November, confirming domestic 
inflationary pressures. 

Since mid-2013, the authorities have followed a monetary aggregates benchmark 
(M1, including physical money, demand, and saving accounts) that substituted for the 
previous reference interest rate tool (TPM). Monetary policy tightened in recent 
years, with M1 rising 8% y/y as of the quarter ending November, below the 12% y/y 
figure achieved a year ago. As a result, market rates spiked and volatility increased, 
particularly at the short end of the curve. Three-month UYU rates increased from an 
annual 9.5% at mid-2013 to the current 14%, hovering between 12% and 16% since 
the start of 2014. Despite high real rates—currently at 5.5%—both headline and core 
inflation remained stubbornly high, as low bank intermediation hampered monetary 
policy effectiveness, private and public demand remained strong, the peso weakened,  

and high wage increases—not always matched by productivity gains—fed price 
increases. 

Current account deficit likely to remain 
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Authorities currently target an 8-10% y/y increase in M1, which we expect to prevail 
into 2015. As a result, we expect real rates to remain relatively high, at 4-6% 
annually, while headline inflation remains in the vicinity of 8% y/y based on policy 
continuity and persistent peso depreciation. While we cannot discount softer inflation 
readings, these are likely to result more from higher commodity price deflation or 
lower activity readings than from tighter-than-expected policy guidelines. Still, we 
believe authorities are likely to continue preventing headline inflation from reaching 
double-digit levels by putting a cap on public tariff increases or even attaining 
transitory peso strengthening through FX sales or potential reduction of taxes on 
nonresidents holding UYU Central Bank instruments.  

We now estimate peso weakening at 12% y/y in 2015, with the exchange rate closing 
at UYU/USD27.40 as of year-end, consistent with a moderate 2% improvement in 
REER. Still, our estimates continue to point to persistent overvaluation of the peso, 
which we estimate near 13%, continuing to undermine export competitiveness. 

We expect three-month UYU rates to hover between 11-14% annually subject to 
nominal FX volatility, inflation readings, and Central Bank liquidity management. In 
the absence of a specific monetary anchor, risk premiums on both UYU and UI 
instruments are likely to remain higher than in previous years, potentially risking a 
retraction in the development of still incipient and fragile local currency markets as 
authorities fail to validate them.  

Although it did boost UYU rates  
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URUGUAY 
 % GDP 2010 2011 2012E 2013F 2014E 2015F 2016F 
National Accounts & Activity Indicators         
Real GDP (D% y/y)   8.4 7.3 3.7 4.4 3.0 2.7 2.7 
Private Consumption (D% y/y) 88.2 12.8 9.8 5.4 5.3 4.4 3.0 3.0 
Public consumption (D% y/y) 11.8 3.1 3.8 5.5 4.2 3.7 2.0 2.0 
Investment (D% y/y) 21.6 8.7 12.5 19.2 4.2 -3.2 -1.6 1.1 
Exports (D% y/y real)  20.6 7.0 6.0 2.1 0.1 3.0 3.7 3.5 
Imports (D% y/y real) 28.2 14.9 13.2 3.7 2.8 2.0 1.2 2.7 
GDP (US$ bn)   38.9 47.3 50.0 55.8 55.4 54.2 54.1 
GDP Per Capita (US$)   11,589 14,031 14,798 16,435 16,264 15,867 15,780 
Output gap (% of potential GDP)   3.5 3.5 3.5 3.5 3.5 3.5 3.5 
Monetary and Exchange Rate Indicators                 
CPI Inflation (Dec Cumulative) (%)   6.9 8.6 7.5 8.5 8.4 8.2 8.3 
Core inflation (Dec Cumulative) (%)   8.3 8.9 8.2 9.2 9.9 8.5 8.2 
US$ Exchange Rate (Avg)   20.0 19.3 20.3 20.5 23.2 26.1 28.9 
Real effective exchange rate (% y/y chg, by year-end)   -0.1 -6.0 -10.9 2.2 2.9 2.0 3.1 
Central bank reference Rate (Avg)   6.3 7.7 8.9         
Monetary Base (D% y/y)   12.6 22.2 17.8 13.2       
Bank lending to the private sector (% of GDP)   22.2 22.4 24.3 25.2 26.7 28.5 29.3 
Fiscal Policy Indicators                 
Fiscal Balance. % of GDP   -1.1 -0.9 -2.7 -2.4 -3.4 -3.2 -3.3 
Primary Balance. % of GDP   2.0 1.9 -0.1 0.4 -0.4 -0.1 0.0 
Primary expenditures (% of GDP)   28.5 26.8 28.7 30.2 30.6 30.5 30.5 
Balance of Payments                 
Trade Balance (US$ bn)   -0.5 -1.4 -2.4 -1.3 -0.7 -0.7 -0.5 
   Merchandise Exports (US$ bn)   8.0 9.3 9.9 10.3 10.9 10.5 10.8 
   Merchandise Imports (US$ bn)   8.6 10.7 12.3 11.6 11.6 11.2 11.3 
Current Account (US$ bn)   -0.7 -1.4 -2.7 -3.0 -2.8 -2.8 -2.7 
Foreign Direct Investment (US$ bn)   2.3 2.5 2.7 2.8 2.1 1.2 1.0 
Debt Profile                 
Central Bank International Reserves (US$ bn)   7.7 10.3 13.6 16.3 17.5 17.0 16.3 
Total Public Debt (gross, % of GDP)   61.4 57.2 62.2 59.4 60.5 62.4 64.1 
  Of which: Foreign-currency denominated (% of total)   55.3 47.9 42.5 40.1 42.0 43.1 43.3 
Total External Debt (US$ bn)   18.4 18.3 21.1 22.9 23.1 23.2 23.7 
   Of which: Private sector external debt (% of total)   18.1 19.0 20.6 15.2 15.2 15.2 15.2 
Labor Markets                 
Nominal wage adjustments (% chg y/y)   10.6 12.9 13.0 12.1 11.9 9.8 9.4 
Unemployment Rate Avg. (% of EAP)   7.0 6.3 6.3 6.5 6.5 6.9 7.1 
Employment (% chg y/y)   1.4 2.6 0.5 -0.2 2.2 -0.8 -1.2 
Source: Santander. 
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