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• LatAm’s monetary bias remains in moderately tight to neutral territory.   
• Mexico’s CB puts greater weight on stability in the policy rate and, along 

with Colombia’s CB, is the most sensitive to inflation deviating from the 
target. In contrast, CBs in Brazil, Chile, and Peru appear more balanced 
between growth and inflation, with a bias toward the former. 

• Our view: Brazil to begin easing cycle in 4Q15, whereas Mexico will follow 
Fed tightening. Andean CBs likely to embark on more modest loosening.  
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Central bank (CB) surprises—particularly in the G10—combined with negative global 
sentiment on activity and disinflation sparked the question at the beginning of the year as to 
whether monetary authorities in Colombia and Mexico would join the easing club. We 
looked at a sample of 17 economies and built a global policy rate, or GPR (weighted by the 
2013 current USD GDP calculated by the World Bank), which includes roughly 82% of 
global GDP. Over the last 12 months, the GPR has declined about 10 bps, with about 3.5 
bps due to the ECB (QE is not included) and about 5 bps due to China. Global macro data 
has continued to surprise to the downside, while a rapid and continued decline in oil prices 
has left room for many CBs to ease monetary policy, in our view. 

In LatAm, the Central Bank of Peru kicked things off on January 15 by delivering an 
unexpected 25-bp cut; less than a week later the Bank of Canada also delivered a surprise 
cut, fueling expectations that Banrep and Banxico would be next in line. Indeed, the short 
end of the curve in those countries began to price in rate cuts after the Canadian surprise. 
However, and in-line with our view, both Central banks remained on hold at their January 
meetings, phasing in expectations for cuts in the short term. Looking ahead, we see 
diverging monetary policy paths for the aforementioned CBs. The tone in Banxico’s latest 
minutes was hawkish, suggesting to us that rates hikes will likely follow soon after the U.S. 
Federal Reserve starts its tightening cycle, while Banrep’s latest statement was neutral.  

To determine how tight or loose monetary policy currently is in LatAm, we used the 
uncovered interest parity (UIP) model, which uses the zero risk rate, devaluation 
expectations (12M implied), and country risk (EMBI spreads). We calculated the difference 
between the real short-term rates and the real neutral level given by the UIP model. We then 
calculated the effective monetary bias by normalizing the data (monthly data starting in 
February 2001) via a z-score. The results suggest that LatAm’s monetary bias remains 
modestly tight to neutral, with Brazil, Colombia, and Mexico in moderately tight territory, 
while Chile and Peru are close to neutral territory. No country is in loose territory. 

 

Global policy easing along with oil debacle and softer macro

 
*Includes 14 of the 19 countries in the G20 (excluding Saudi Arabia, Argentina, 
France, Germany, and Italy) and replacing them with Eurozone, Colombia, and Chile. 
The sample of 17 countries is about 82% of global GDP according to World Bank 
data as of 2013. **Global Goldman Sachs MAP surprise index. Index tracks whether 
global economic data are outperforming (positive reading) or underperforming 
(negative reading) consensus expectations. Sources: Bloomberg and Santander. 
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After dissecting the monetary policy surprises in the region since 20101, we conclude 
that the CB that has delivered the most frequent monetary surprises is Brazil’s, 
followed by Colombia’s and Peru’s. We divide monetary surprises in: (1) rate 
movement was expected and the CB did nothing; (2) full surprise movement (hike or 
cut); and (3) stronger than expected move (hike or cut). However, the composition of 
surprises differs greatly among CBs, with Bacen delivering higher-than-expected 
hikes, a strategy not followed by Banrep, which more frequently delivered full 
surprise movements than its Brazilian counterpart. Banxico delivered the fewest 
monetary surprises (all of them in one direction), a result that is in-line with our 
Taylor rule estimate, which suggests that Mexico’s CB is the one that puts the most 
weight on policy rate stability, arguably due to its higher sensitivity to the U.S. cycle. 

LatAm monetary policy surprises since 2010 by country 

   
Sources: Bloomberg and Santander. 
Sentiment about whether LatAm will join the monetary easing rush seems to have 
tempered for the time being. However, we cannot dismiss the possibility that, if we 
see Central Banks surprising the market again—as in the recent move by the Central 
Bank of Indonesia—shifts in the short end of the curves, anticipating easing moves by 
CBs in LatAm, may resume. 

In order to contribute to the discussion and provide insights on common investor 
questions, we estimated regression-based Taylor rules (TRs) to compare the reaction 
curve among the CBs in the region. In particular, we tested different specifications of 
Taylor rules to contrast the reaction function among policy makers in LatAm that 
follow inflation-targeting (IT) regimes and to test whether or not they incorporate Fed 
Fund rate movements in their decision set.   

As originally specified, the Taylor rule defines the Central Bank policy reaction 
function as i_t=π_t+r_t+α_π (π-π^* )+α_GDP (y-y^*); where i_t is the Central Bank 
monetary policy rate,π_t is the inflation rate, r_t the real interest rate, (π-π^*) is the 
deviation of inflation from the CB target, and (y-y^* ) is the output gap. We ran a 
regression-based Taylor rule in order to estimate the coefficients for the inflation and 
output gaps using quarterly data and also added different variables to see whether 
policymakers deviate from the typical Taylor rule framework.2 
Results from the Taylor rule model by country 

    
Sources: Bloomberg and Santander.  

Our estimates indicate that, among its LatAm peers, Banxico is the CB that puts the 
greatest weight on rates stability, as the lagged policy rate coefficient is the highest 
(0.89 vs 0.77 for the average of the other CBs). We estimated the models using 
quarterly data from 1Q02 through 4Q14. For Mexico, we used 28-day TIIE as a proxy 
for monetary policy rate for the whole period, as Banxico formally started with its 
policy rate objective in 2008. We should acknowledge the caveats in this regard, given  

  LatAm monetary bias remains modestly 
tight to neutral 

 
Calculation based on the z-score between the 
actual real short-term rate and the one given by 
the uncovered interest parity (UIP) model for 
each country, with monthly data starting in 
February 2001. Sources: Bloomberg and 
Santander. 
 

 
 
 
 
 
 
 
 
 
LatAm Central Banks generally keeping 
expectations anchored, except Brazil 
(CPI expectations– target) 

 
Sources: Bloomberg and Santander. 
 

1 We excluded the easing period after the 2008 crisis, as it represented an extraordinary event in monetary policy. 
2 See Taylor, John B. (1993). “Discretion versus Policy Rules in Practice”. Carnegie-Rochester Conference Series on Public Policy 39: 195–214. 

Brazil Chile Colombia Mexico Peru
Lagged Policy Rate 0.777 0.751 0.747 0.887 0.786
p-value 0.000 0.000 0.000 0.000 0.000
Inflation Gap (Headline) 0.331 0.226 0.446 0.625 0.166
p-value 0.001 0.000 0.000 0.004 0.002
Output Gap 0.400 0.280 0.254 0.305 0.208
p-value 0.003 0.000 0.000 0.000 0.000
Adjusted R2 0.926 0.875 0.958 0.873 0.883

                                                 



  
 
the regime change since 2008 and the impact (and stability) of coefficients. This 
suggests to us that given the expectations of a rate hike by the Fed, we see no room 
for Banxico to cut its policy rate. In our view, the next move would likely be a rate 
hike, especially given comments from board members signaling that they will closely 
monitor U.S. monetary policy. In terms of responsiveness to deviation of inflation 
from the target, Banxico and Banrep, followed by the Central Bank of Brazil (Bacen), 
seem to be the most reactive CBs compared with those of Chile and Peru, which have 
a more balanced reaction between inflation and activity. The coefficients for Peru 
appear to be the lowest, especially for the inflation component, suggesting that it may 
have an implicit bias toward the output gap. Similarly, Bacen seems to put slightly 
more weight on the output gap than the inflation gap in its policy decisions, while the 
other policy makers in LatAm are less reactive to activity deviating from potential. 
This result is in-line with our base-case scenario, where we see Bacen having leeway 
to begin cutting rates later this year on the growing negative output gap. 

Whenever a sharp FX depreciation is observed, a question among investors is whether 
the CB will hike rates in response to the sharp currency movement. In an attempt to 
address that question, we tested whether CBs move away from a traditional TRs 
framework and we included variables related to exchange rate misalignment, although 
there is consensus that CBs typically rely on other instruments in order to intervene 
whenever there are concerns about FX (level and/or volatility).  

As proxies for exchange rate misalignments, we incorporated the deviation of the real 
exchange rate from its trend (computed using the HP filter) as well as the deviation of 
the nominal exchange rate from its long-term average. On the former, we did not find 
any indication that policy makers move the main rate when the real exchange rate is 
misaligned—no coefficient was statistically significant—and on the latter, we found a 
significant coefficient (and with the expected sign) only in Brazil, although we do not 
take this result as a strong indication that Bacen could hike rates in response to BRL 
depreciation. 

Although a U.S. Federal Reserve (Fed) rate decision is still months ahead—according 
to what the market is pricing—an especially relevant question given the policy 
discussion in Mexico is which CBs in the region incorporate U.S. Fed rate decisions 
in its own policy decision framework. To this end, we added the U.S. Fed Fund rate 
as a dependent variable in our regression-based TR model and found that only Banrep 
and Banxico take into account Fed policy moves as a decision variable. These results 
appear to be intuitive given the higher proportion of exports of these two economies 
to the U.S. and business cycles that are generally more synchronized with the largest 
economy in the world.  

Indeed, we analyzed two periods, 2002-09 and 2002-14, and found that in the first 
period, the Central Banks of Chile, Colombia, and Peru weighted Fed decisions when 
moving rates, while in the full period only Colombia and Mexico showed a 
statistically significant reaction to Fed Fund rate movements. These results are 
consistent with a recent paper by Sebastian Edwards3 that estimates the reaction 
function of the Central Banks of Chile, Colombia, and Mexico to movements in the 
Fed Fund rate, finding all of them responsive to U.S. Fed decisions. Indeed, he finds 
that “Federal Reserve interest rate changes are imported, on average, by 74% in 
Colombia, more than 50% in Chile and 33% in Mexico.” 

In our view, LatAm monetary policy makers are unlikely to embark on an aggressive 
easing cycle as a response to the rush to cut rates by many Central Banks seen at the 
outset of this year. The only extreme case we see is Brazil, which we expect to start 
easing in 4Q15 due to a widening negative output gap and anchored fiscal policy, and 
to accelerate the easing in 2016 for a total easing of 225 bps by December 2016. 
Generally we expect to see a gradual accommodation to monetary conditions by 
Andean inflation-targeting regimes (Chile, Colombia, and Peru). In sharp contrast, 
Mexico is more likely to tighten policy gradually, relatively in-line with the Fed. In 
the short term, we see Peru’s CB easing policy further in 1Q15 (another 25-bp cut), 
but Chile and Brazil are likely to follow later this year (the former with 50 bps in 
2H15 and the latter with 100 bps in 4Q15). If inflation converges back to the target 
and growth continues to lose steam, Colombia’s BanRep should follow suit with a 
much more lagged response, as we believe it is likely to ease in 2Q16 (by 25 bps). 

 

 

 

  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Gyrations in LatAm monetary policies 
compared with the Fed since March 
2000  

 

Note: The chart shows the evolution of policy 
rates indexed to the U.S. Fed Fund rate, 
starting on 31 March 2000 (U.S. Fed Fund Rate 
= 6%). Sources: Bloomberg and Santander. 
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KEY MACRO INDICATORS  
GDP growth 2013 2014 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   575  
Brazil 2.5 0.0 -0.7 -0.9 -1.5 -0.3 -0.9 1.3 Down  1,894  
Chile 4.1 1.7 1.7 2.1 2.8 3.6 2.6 3.5 Down 253.9 
Colombia 4.7 5.1 3.0 4.5 4.6 4.0 4.0 3.7 Down   440  
Mexico 1.4 2.1 3.1 3.4 3.6 3.8 3.5 4.2 Down  1,239  
Peru 5.8 3.0 3.1 3.5 5.4 5.0 4.4 5.0 Down   210  
Uruguay 4.4 3.4 3.6 1.3 2.8 3.2 2.7 2.7 Down      55  
Latin America 2.7 1.0 0.7 1.0 1.0 1.7 1.1 2.9   4,667  

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 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 
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 0.7 0.4 1.3 1.6 0.2 1.3 -7.3 -7.0 1.0 1.9 2.0 1.3 0.1 0.5 1.3 -3.2 -4.0 0.5 2.2 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 3.3 4.2 3.5 2.5 2.8 8.5 7.5 9.0 3.1 3.0 4.1 5.0 4.0 4.5 1.2 2.0 3.5 7.2 4.0 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 1.8 3.5 5.0 2.6 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 4.5 3.0 2.8 3.5 2.0 2.0 -2.1 -1.6 1.1 3.5 3.7 3.0 2.0 1.2 2.4 3.9 6.5 3.0 2.0 1.9 2.0 
LatAm-7 1.2 1.3 2.6 2.5 1.7 2.2 -2.6 -0.6 5.1 1.8 2.9 4.1 0.4 2.0 4.1 -1.0 -0.5 2.8 2.2 1.6 2.8 
Annual changes in %. na: Not available. Sources: National central banks, finance ministries, and Santander. 
 
Inflation Headline CPI (y/y) Core measure 

 2013* 2014* Feb-15 Mar-15 Apr-15 2015* 2016* 2014E 2015F 2016F 
Argentina 10.5 24.0 20.0 18.7 18.4 19.6 16.8 23.8 20.0 15.9 
Brazil 5.8 6.5 7.4 7.0 7.0 7.6 5.8 6.5 6.7 6.0 
Chile 2.9 4.8 4.3 4.1 3.8 2.5 3.0 4.3 3.0 3.2 
Colombia 2.0 3.3 3.9 4.0 4.1 3.8 2.8 2.8 3.3 3.1 
Mexico 3.6 4.1 3.8 3.7 3.8 3.2 3.5 3.4 3.2 3.4 
Peru 2.9 3.2 3.0 2.8 2.6 2.5 2.0 2.7 2.5 2.0 
Uruguay 8.5 8.3 7.2 7.3 8.0 8.2 8.2 9.9 8.8 8.5 
*Year-end levels, y/y. Core measure as per national definitions. Santander estimates starting November 2014. Sources: National central banks, finance ministries, and 
Santander. 

Macro Miscellanea  ARG BRZ CHI COL MEX PER URU 
Fiscal balance % of GDP 2012 -1.9 -3.3 -0.6 -2.4 -2.3 0.9 -2.4 

  2013 -2.5 -4.2 -1.6 -2.3 -3.2 0.2 -3.4 
  2014E -4.3 -4.2 -2.2 -2.0 -2.8 -2.0 -2.8 
  2015F -4.8 -3.5 -1.8 -1.9 -2.6 -1.0 -3.0 

Public debt  % of GDP 2012 16.1 33.8 7.8 31.6 36.8 19.6 42.7 
(net terms in Arg, Brz,  2013 14.8 35.5 7.6 30.1 39.8 19.7 45.6 
Chile)  2014E 20.3 36.3 8.0 29.9 41.0 18.9 47.9 

  2015F 25.0 36.4 8.7 30.0 42.5 18.2 50.4 
Current account % of GDP 2012 -0.7 -3.7 -3.5 -3.5 -2.1 -4.5 -5.2 

  2013 -1.0 -3.6 -1.0 -3.4 -2.1 -5.5 -5.2 
  2014E -1.2 -3.2 -1.2 -5.5 -2.0 -4.5 -4.0 
  2015F -1.6 -2.9 -1.0 -5.0 -2.2 -3.5 -3.8 

Trade balance US$ bn 2012 8.0 2.6 2.1 -0.6 -1.2 0.0 -1.3 
  2013 6.7 2.5 8.6 2.1 -2.4 -3.9 -0.7 
  2014E 4.5 9.9 8.7 -8.0 -5.1 -2.0 -0.1 
  2015F 2.9 15.1 8.0 -6.0 -6.9 2.0 0.1 

External debt % of GDP 2012 22.9 14.1 47.6 21.6 17.8 30.1 41.0 
  2013 29.5 13.9 56.2 22.0 18.8 31.2 41.8 
  2014E 34.8 14.9 60.0 20.0 20.2 31.5 42.7 
  2015F 40.6 14.8 58.2 20.0 18.5 31.3 43.6 

Unemployment % of workforce 2012 6.4 5.4 6.0 9.6 4.9 5.9 6.5 
  2013 7.2 5.0 6.3 9.1 4.8 6.0 6.6 
  2014E 8.3 5.4 7.4 8.5 4.3 6.5 7.0 
  2015F 6.9 6.1 7.2 8.0 4.5 6.3 7.2 

Source: Santander. 

  



  
 
MONETARY POLICY MONITOR 

 
 

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 Peru as the only Central Bank easing policy early this year (one more 25-bp rate cut in 
March), due to its exposure to the mining sector and China’s ongoing deceleration.  

• Neutral stance: We expect Colombia’s Central Bank to remain on hold until 1Q16 after a tightening cycle that 
has helped keep inflation expectations anchored. We do not expect the Central Bank to react to a slowdown in 
activity in the short term, in part due to its high sensitivity to episodes of inflation exceeding the target. 

• Although we believe Chile is likely to make two more 25-bp cuts in 2H15, it may have to reverse course and 
start a moderate tightening cycle in 2H16.  

• Tightening cycle: We expect Brazil to finish its tightening cycle in 1Q15 as very weak growth, improving 
inflation expectations, and anchored fiscal policy should help it switch gears to an easing cycle in 4Q15. 

• We expect the other major  Central Bank, Banco de Mexico, to initiate a tightening policy in 3Q15, for a total of 
two 25-bp hikes, pushing the terminal rate to 3.5% by the end of this year. This tightening cycle should be 
much more in-line with the Fed normalization process compared with other LatAm economies.  

FOREIGN EXCHANGE RATES  
 BRL MXN CLP COP ARS PEN UYU 

Mar-15 2.86 14.80 620.00 2,500  8.80 3.09 24.89 
Jun-15 2.88 14.90 635.00 2,550  9.11 3.11 25.57 
Sep-15 2.91 14.60 620.00 2,575  9.40 3.12 26.28 
Dec-15 2.94 14.30 626.00 2,600  12.00 3.15 27.00 
Mar-16 3.01 14.52 635.00 2,650  12.43 3.12 27.65 
Jun-16 3.07 14.80 640.00 2,600  12.87 3.15 28.32 
Sep-16 3.14 14.70 635.00 2,650  13.33 3.17 29.00 
Dec-16 3.20 14.60 628.00 2,700  13.80 3.20 29.70 

End-of-period levels. Source: Santander. 

• Volatility in international markets and ongoing USD strength have led us to change most of our FX views in 
the region. Our long-held bullish view on the MXN is likely to be a much more moderate correction toward 
14.30 at year-end 2015 and 14.60 by the end of 2016. 

• We are now much less sanguine on the COP, and we expect to see it trading around 2,600 by December of 
2015 and to be under added pressure to depreciate toward 2,700 by the end of next year. 

• Our long-held bearish view on the BRL is materializing, as it is now trading close to our March 2015 target of 
2.86. In any case, we expect gradual pressure on the BRL to push it toward 2.94 by December 2015 as the only 
available short-term antidote, in our view, to help alleviate the economy’s loss of competitiveness. 

Feb Mar-15 Apr-15 Jun-15 Sep-15 Dec-15 Jun-16 Dec-16

Brazil 12.25 12.25 12.75 12.75 12.75 12.75 11.75 10.75 10.00
NM 50 0 0 0 -100 -100 -75

Chile* 3.00 3.00 3.00 3.00 3.00 2.75 2.50 2.75 3.50
0 0 0 0 -25 -25 25 75

Colombia* 4.50 4.50 4.50 4.50 4.50 4.50 4.50 4.25 4.25
0 0 0 0 0 0 -25 0

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

Peru* 3.25 3.25 3.25 3.00 3.00 3.00 3.00 3.50 3.50
 0 -25 0 0 0 0 50 0

Current Periods ended in
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ARGENTINA  
LITTLE BY LITTLE 

• After hiking reference rates considerably in the aftermath of the 
January 2014 peso devaluation, the Argentine Central Bank is 
lowering them slightly to prop up ailing economic activity. 

• Nevertheless, the pace of cuts will probably be sluggish, in our view, 
to allow the Central Bank to monitor the potential fallout for 
alternative exchange rate markets.  

• Transfers to the Treasury should continue to be the main monetary 
base expansion factor; we expect the trend to deepen throughout 
2015. 
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The FX anchor at work 

 
Official CPI monthly increase and ARS/USD 
official exchange rate (right axis). Sources: 
Bloomberg, INDEC, and Santander. 
 
 
 

From stable to slightly declining 

 
Three and 12 months Lebac cut-off rate 
(%).Sources: Argentine Central Bank and 
Santander. 
 
 
 

Driven by fiscal needs 

 
Factors explaining monetary base growth (in 
million ARS). Sources: Argentine Central Bank 
and Santander. 
 

All good things must come to an end 
As happens in many other policy areas, local monetary policy in Argentina employs 
different tools from those used in most other countries in the LatAm region. Partly 
because of this, and given a mix of other policy decisions, we believe Argentine 
monetary policy does not need to be entirely in tune with global economic trends and 
is almost completely driven by a set of internal developments and necessities. 

To begin with, unlike that of central banks in the rest of the region, we believe local 
monetary policy does not openly target price dynamics. Originally, after the currency 
board crisis in 2002-03 (which implied a considerable modification of the whole set 
of economic rules), the monetary authority began aiming at sustaining a “competitive 
real exchange rate.” The memory of a broadly overvalued peso and a protracted 
recession led the government to try to ensure that the currency would be sufficiently 
weak to foster growth and exports and thus buttress external surpluses. Therefore, the 
Central Bank duly acquired all hard currency excess in the FX market in order to 
avoid nominal strengthening. Most of the resulting peso injection was then sterilized 
by the issuance of monetary authority bonds (Lebacs and Nobacs). But money supply 
growth eventually outpaced demand expansion, which finally led to increasing 
inflationary pressures. As a result, the initial competitiveness edge was ultimately 
eroded by a widening inflation differential with Argentina’s main trading partners.  

Loss of competitiveness together with flat (and now declining) terms of trade eroded 
export growth, the main source of hard currency. This, coupled with widespread 
capital outflows and a virtual isolation from global financial flows, prompted the 
government to impose an array of capital control measures as a way to defend the 
country’s foreign reserve stock. 

Treading carefully 
Today, the Argentine Central Bank’s main role is that of a supervisor and guarantor 
of the capital controls. Its main objective is to administer foreign currency flows to 
avoid any mismatches between inflows and outflows, capping the official exchange 
rate depreciation. The so-called “FX anchor,” or inducing a slow exchange rate 
depreciation to tame price increases, has become the cornerstone of current economic 
policy and a tool to avoid a disruptive impact on markets. In the last month through 
February 11, the peso depreciated at a 10% annualized rate against the USD, a pace 
well below inflation. The strategy is proving successful, given that inflation has edged 
down recently (the official CPI expansion has averaged 1.1% monthly in the last three 
months compared to the 2.6% m/m average increase between February and April 
2014). Although during the last few years the Central Bank’s main objective was to 
stimulate growth, with inflation as a second-order priority, the policy mix seems to 
have shifted, in our view. The key aim now is to decelerate the rate of price increases 
at the cost of stagnant or contracting activity. However, this strategy is resulting in 
mounting peso overvaluation, a difficulty that will have to be tackled eventually.  

Almost immediately after the January 2014 devaluation, the Central Bank 
significantly hiked reference interest rates to make peso assets more attractive and 
therefore tame capital outflow pressures. Between mid-December 2013 and early 
February 2014, the three-month Lebac rate leapt 13.4 p.p. By means of this move, the 
government managed to successfully stabilize the exchange rate after the jump. When  
relative stability was achieved on the FX front, the Central Bank occasionally 
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adjusted rates, but in increments that were not sufficient to have sizable effects. 

Higher rates allowed the monetary authority to implement a massive Lebac issuance 
as a mechanism to sterilize the growing amount of money being injected into the 
economy. The peso-denominated Central Bank paper expanded 135% in the year to 
February 1, 2015, to ARS252.2 billion. As a result, the monetary base pace of growth 
declined to a minimum of 16% y/y by mid-June from the 24% observed at the end of 
2013. The success of such a move relied heavily on the fact that the term deposits 
rates (which commercial banks pay to wholesale depositors) stand well below the 
Lebac yields. The Badlar rate (30-day term deposit of 1 million pesos or more) has 
been hovering around 20-21% for the last seven months.  

Finally, a new Central Bank governor, who took office in October 2014, began taking 
some steps toward lowering the Lebac cut-off rates. It appears to us that the new 
administration favors lower rates as a way to spur ailing economic activity (according 
to our calculations, GDP contracted by 2.1% in 2014). As a result, the monetary 
authority started a piecemeal trimming of interest rates. Lebac yields were marginally 
lowered by an average of 300 bps across tenures at the end of January 2015. 

Although the official exchange rate market is increasingly controlled by the 
government (which, in theory, allows it to detach local monetary policy from the 
global economy), tweaking benchmark interest rates does not come without costs.  
The Central Bank is proving cautious when lowering Lebac rates, as authorities are 
aware of the potential fallout on the alternative exchange rate market. They will 
probably continue taking steps to slowly lower the Central Bank paper yields (as an 
attempt to cushion activity contraction), while keeping an eye on developments in the 
various exchange rate markets and avoiding unnerving sensitive peso holders. Any 
sign of widening spreads between the alternative FX rates and the official one could 
likely prompt a halt in the rate-cutting process. 

Dominated by government needs 

Although the Central Bank may be trying to introduce subtle modifications in its rate 
strategy, in our view the most powerful monetary policy driver by far will continue to 
be monetary issuance to meet growing Treasury needs and plug the widening fiscal 
gap. 

This development, which started in 2010, became particularly noticeable in 2013 
(with more than ARS94 billion in transfers) and gained pace last year, when the 
monetary authority handed ARS161.5 billion to the Treasury (equivalent to 3.7% of 
GDP). The contributions to finance fiscal accounts have become the main source of 
monetary base growth. As we explained previously, the Lebac issuance, on the other 
hand, has become a key mechanism to sterilize this surge of pesos.  

While in 2014 the central government’s tax and social security collections grew 
36.3%, nontax proceeds (most of which come from the Central Bank) expanded 
almost 90%. As a result, total government resources leapt 42.5% for the full year 
2014. However, public expenses jumped slightly higher, increasing a 43.4%. The 
ongoing gap between government spending and total resources growth (despite the 
aid from nontax revenues) has resulted in an increasing fiscal deficit, which we 
estimate reached 2.5% of GDP by year-end 2014. 

We expect this trend to become more pronounced over the course of 2015. We 
estimate revenues will increase 34%, while expenses could grow 44%. Bear in mind 
that presidential elections will take place in October. Electoral periods are usually 
related to an expansionary fiscal stance, a pattern that we expect to be repeated this 
year. In this scenario, nontax transfers to the Treasury (including Central Bank aid) 
could surpass the ARS235 billion mark.  

 

 

 

 

 

  
 
 

Decelerated monetary base due to 
massive Lebac issuance 

 
Monetary base annual growth. Sources: 
Argentine Central Bank and Santander. 
 
 
 
Lebac and monetary base: Growing 
steadily 

 
Stock of Lebacs and monetary base (right axis), 
in ARS billion (30-day moving average). 
Sources: Argentine Central Bank and 
Santander. 
 
 
 
 
A widening fiscal deficit 

 
Fiscal result as percentage of GDP (including 
transfers from the Central Bank and Anses). 
Sources: Ministry of Economy, INDEC, and 
Santander. 
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BRAZIL  
INTEREST RATE CUTS STARTING IN 2015 

• Our estimates of the Brazilian Central Bank’s reaction function show 
the increased importance of the output gap relative to inflation. 

• We believe the current tightening process is intended to signal a 
reversal of the recent trend, in order to anchor 2016 expectations in a 
context of rising 2015 inflation. 

• Nevertheless, we see GDP contraction and a substantial increase in 
unemployment in the near term leading to Selic cuts in 4Q15. 

  

Fernanda Consorte* 
(5511) 3012-7114 

Maurício Molan* 
(5511) 3012-5724 

 

 
 
 
 
 

 
Selic and deviations of inflation 

expectations from the target 

 
6-month change. Source: BCB. 

 
 
 
 
 

Selic variation and output gap 

6-month change. Source: BCB. 

 
 
 
 
 
 
 

Conclusion 

According to our estimates of Bacen’s reaction function, in the period 1999-2010 
Brazil’s monetary authority assigned greater importance to inflation than to the output 
gap, in-line with what should be expected in a strict inflation-targeting regime for 
monetary policy. However, Bacen’s priorities have changed in the last four years, 
with the output gap becoming the most important variable for policy makers. 

We believe that the current juncture, when the BCB is tightening monetary policy in a 
context of weak economic activity, highlights an attempt by the monetary authority to 
signal that inflation has become its top priority once again. Therefore, we believe the 
BCB will increase the Selic by 50 bps on March 4, to 12.75% p.a. But we doubt this 
austerity pledge will survive the expected contraction of GDP and increase in 
unemployment in 2015. Therefore, we expect the Selic to move below its current 
level, to 11.75% by the end of 2015. 

Output-gap-biased reaction function 

We estimate Bacen’s reaction function according to the Taylor Rule, in which the 
policy rate depends on both the level of inflation decoupling from the target and the 
output gap (it = i∗ + β(πt − πt∗) + θyt� + εt), where it is the short-term nominal 
interest rate, πt − πt∗ is the deviation of inflation from the target, yt is the output gap, 
and εt are the residuals.  

We conclude that the BCB has historically managed interest rates favoring inflation 
deviations over the output gap. However, we acknowledge that in the period 2011-13, 
policy makers seem to have been more focused on preventing a slowdown in 
economic activity than on maintaining inflation close to the target (see charts). We 
addressed this subject in the Strictly Macro dated May 30, 2014 (“Brazil: A Falling 
Neutral and a Loose Policy”), in which we noted that in the past few years we saw 
inflation accelerating while the policy rate was distancing itself from the neutral level.  

Bad moment to fight the credibility battle 

Bacen’s capacity to prioritize episodes of deviation in the IPCA from its stated target 
has been downgraded from a strategic status to a less important role, which has 
resulted in the higher cost of a more entrenched inflationary process. Nevertheless, 
increasing concern recently related to the output gap has not been enough to prevent 
the economy from decelerating further. Therefore, the inflation-GDP tradeoff has 
deteriorated sharply. This is illustrated by how consensus expectations for the IPCA 
for 2015 now exceed 7%, while for the same period GDP is expected to contract. 

Apart from credibility and expectations, we believe the main drivers for this 
deteriorating outlook for 2015 inflation are (1) a looser fiscal policy in recent years; 
(2) a weaker BRL (with an estimated pass-through of 7.5%); and (3) strong correction 
in the controlled prices. 

The current scenario of entrenched expectations and concern about a potential 
sovereign downgrade by rating agencies (which would lead to the loss of the 
investment-grade status) seem to have triggered a significant change in the behavior 
of policy makers. This is evidenced by the pledges, on the one hand, to switch fiscal 
policy to a tighter mode, and on the other, to deliver earlier-than-expected interest rate 
hikes.  
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We believe these changes indicate that the government is aiming to signal that policy 
makers will return to a policy mix similar to the one seen in 2004-10. Therefore, 
while in the short term, monthly inflation continues to skyrocket, economists debate 
whether power rationing is a supply or demand shock. In addition, Bacen is trying to 
anchor expectations by pledging its commitment to the 4.5% CPI target, which 
suggests that the Selic rate may continue its upward trend in the short term. As a 
consequence, even considering the growth disappointment (we are expecting a 
recession scenario in 2015 of -0.9%), we still expect another rate hike at the next 
Copom meeting (scheduled for March 4) of 50 bps, bringing the Selic to 12.75%. 
Therefore, in our view, we believe that Brazil is unlikely to follow the monetary 
easing wave that has come to define monetary policy in developed markets.  

From “tight monetary/loose fiscal” to “tight fiscal/loose monetary” 

As already stated, we believe that 2015 is likely to be a year of adjustment. The main 
change will probably be in fiscal policy, in our view: Finance Minister Joaquim Levy 
has announced bold measures to tackle some kinds of social spending seen as 
inefficient as well as to increase taxation in order to bring the primary surplus to 1.2% 
of GDP (from -0.6% in 2014).  

Moreover, we see as highly positive all initiatives related to the correction of 
electricity tariffs and the decision to increase gasoline prices (after incorporating 
additional taxation) even after the value of crude oil shrank by roughly 50%. 
According to our base case scenario, the primary surplus should be 0.7% of GDP in 
2015, an adjustment of 1.3 p.p. This negative fiscal impulse on economic activity will 
likely be contractionary for both investment and consumption. 

Apart from the fact that Brazilian output is already decreasing (slightly) and 
confidence has collapsed, there is considerable tightening in fiscal and monetary 
policy in the pipeline. To make matters worse, we believe Petrobras investments 
(amounting to roughly 12% of the total economy) are likely to contract as a result of 
the company’s current cash flow constraints, and there is a high probability of 
disruption in the supply of water and electricity. The consequence, in our view, will 
be a substantial increase in the unemployment rate and a further decline in the 
government’s approval ratings.  

In the aggregate, we believe the drag on economic activity and increasing 
unemployment will be enough to minimize the pass-through of BRL depreciation into 
inflation and to contain the effect of inertia in the near future. In other words, we 
consider that this year’s negative output gap will be deflationary for 2016, which 
should finally help anchor inflation expectations for next year, even given the 
increasing trend in the consensus forecast for 2015. Indeed, consensus  forecasts for 
2016 are already starting to decline slowly (see chart). We expect the IPCA to be at 
7.6% and 5.8%, respectively, in 2015 and 2016. 

Considering that, in the medium term, we expect Bacen’s policy actions to be much 
more consistent with the recent central bank reaction function (which assigns more 
importance to the output gap than to inflation), we believe our scenario for inflation 
and economic activity suggests the Central Bank will adopt a more dovish stance on 
monetary policy as early as 2H15.  

We forecast the Selic rate falling toward 11.75% at the end of the year and reaching 
10% in 2016. We also believe that a lower Selic rate could mean an important change 
in policy approach: instead of relying on a “tight monetary–ease fiscal” policy as in 
2013 and 2014, the economic policy mix would be likely to lean toward “tight fiscal–
ease monetary.” 

 

  
 
 
 
 
Brazil: Consumer and business 
confidence 

 
Sources: FGV and Santander. 

 
Inflation expectations 

 
Sources: BCB and Santander estimates. 

 
 
Primary surplus - % of GDP 

 
Sources: BCB and Santander estimates. 
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CHILE  
EXPANSIONARY STANCE FOR AS LONG AS IT TAKES 
• Despite plummeting gasoline prices, inflation remains high, while 

growth is gradually recovering in-line with BCCh projections.  
• Monetary policy could remain expansionary for a long period of time, 

in our view: this may imply staying put at 3% this year, or some 
additional cuts before year-end. 

• BCCh seems ready to act if negative growth risks from softening 
China and/or from slower investment growth continue to mount.   

  

Juan Pablo Cabrera* 
(562) 2320-3778 

 
 
 
 
 
 
 
GDP growth: Present vs. long-term 
averages 

 
Sources: BCCh, Santander. 

 
 
 
 
 
 
 
GIB index vs. BCCh policy rate 

 
Black dot represents latest point. X-axis: growth-
inflation balance index. Y-axis: BCCh policy rate. 
Sources: BCCh, INE, Santander. 

 

 
 

 

In recent quarters, monetary policy in Chile has become expansionary, at least 
according to historical standards. The Central Bank (BCCh) started to cut rates by 
4Q13, accumulating 100 bps of easing to the current level of 3%. The key argument 
behind rate cuts was the steady deceleration of growth, below 2% y/y, which in the 
BCCh’s view was consistent with the widening of the output gap (potential GDP is 
estimated around 4.5%), and therefore, with the eventual convergence of inflation to 
the 3% target. Under the bank’s reasoning, a large part of the inflation spike observed 
since late 2013 was transitory, due to the CLP depreciation and specific pressures in 
foodstuffs and items affected by the recently approved tax reform (cigarettes, liquors). 
That said, the BCCh stopped cutting and removed the dovish bias by November 2014, 
based on the persistence of elevated CPI readings, especially at the core level.  

Potential growth: The softening of the China economy and its negative 
consequences for copper prices have raised doubts about potential or long-term GDP 
growth in Chile, as we believe the mining sector is unlikely to remain as strong as 
seen over the past 8-10 years. In addition, the government has launched a set of 
reforms aimed at improving income distribution (education, tax, and labor reforms, 
among others), which might bring undesired effects on investment and growth, as the 
corporate sector will now have fewer incentives to reinvest earnings in their own 
companies. As a result, the Chilean economy now seems to be experiencing structural 
changes of domestic and external origin that will likely affect growth over the next 3-
5 years, probably with a negative bias vs. the elevated 4.5% average pace of the past 
20 years. 

The BCCh has already revised long-term GDP growth to 4.0-4.5% from the previous 
4.5-5.0%, but the debate seems far from over. Given the political component behind 
the debate surrounding potential growth, our sense is that the BCCh will tend to 
adjust its estimates gradually over time, with the risk of overstating the magnitude 
and effects of the widening output gap on inflation in the interim. So we consider that 
the persistence of low growth will eventually create the incentives to cut rates again, 
with the timing being defined by the inflation outlook and the phasing-out of current 
pressures. 

BCCh preferences: Chile’s Central Bank has among the strongest credentials in the 
region, thanks to its pioneer status in inflation-targeting in EM and its total 
independence from the executive branch. That said, the recent slowdown of the 
economy has probably generated some dovish bias in the board’s preferences, in our 
view, which means somewhat higher tolerance to actual inflation, and more emphasis 
on forward-looking inflation and growth indicators, giving more importance to 
medium-term inflationary pressures. This change can be observed looking at the 
correlations between policy rates and our GIB index in the recent past: in recent 
quarters they have been falling vs. the equally weighted index (50% growth-50% 
inflation), and the “hawkish index” (75% inflation-25% growth), while the opposite 
occurs with the “dovish” index (25% inflation-75% growth). 

Growth/inflation outlook: For 2015, we see GDP growth at 2.6%, better than in 
2014 but still well below potential, and more importantly, below the level that is 
considered satisfactory by government authorities and the private sector (around 
3.5%). Here our bias is somewhat dovish, as the boost coming from net exports and 
public investment is already materializing but could take some time to gain 
momentum. IMACEC growth could continue hovering around 2% y/y in 1Q-2Q15, in 
our view, with somewhat better numbers in 2H.  
 
 



  
 
 
 

The confidence component remains soft (at business as well as consumer levels), 
while the labor market has room to deteriorate further, given the recent slowdown of 
worked hours and the decline of average labor productivity growth (number of jobs is 
rising faster than real GDP). Moreover, falling copper prices may bring some 
negative spill-over effects on construction and services in specific mining regions, as 
companies are all embarking on plans to streamline costs. 

On the inflation front, despite the slowdown of the economy there are virtually no 
signs of broad-based moderation. Services indexed to past inflation and narrowly 
connected to nominal salaries are running near 5% y/y, while several prices continue 
to feel the effects of the weak CLP (mainly new cars, electronics, medicines, among 
others). The only clear disinflation component is gasoline and natural gas, due to 
plummeting crude oil prices, but second-round effects from this are proving 
negligible so far. The CPI outlook for February and March has worsened of late, due 
to the halt in gasoline price declines and adjustments in electricity tariffs: the y/y 
readings could fall below 4% by April, in our view, but at a lower pace vs. 
expectations a couple of months ago. That said, we still believe that the output gap 
effect will eventually materialize this year, with 2015 CPI closing near 2.4%, with 
disinflationary forces concentrated in 2H15. 
Growth-Inflation Balance Index: Stable but still in disinflationary territory 

 
Standard deviations from cumulative historical means since 2003. Composite index combines 
actual IMACEC and CPI y/y changes, and market expectations of future GDP and CPI, as per 
BCCh survey. Orange zone represents periods of rising interest rates, and green zone represents 
periods of falling interest rates. Sources: INE, BCCh, and Santander.  

Summing up, as we see it, the overall growth-inflation balance could remain slightly 
expansionary (i.e., justifying some additional rate cuts) but in a stable manner, with 
the future news flow quite neutral for some time longer. Based on this, we consider 
that the chances of rate cuts before year-end have diminished recently but not 
disappeared, although the timing has been postponed at least until 3Q15. 
 
 
 
 
 
 
 
 
 
 
 

  

 
 
 
 
Correlation between MPR & GIB index 

 
Two-year moving windows. Source: Santander. 
 
 
 
 
 
 
 
 
 
 
 
 

Unstable pass-through: Cumulative 
increases in USD/CLP and tradable 
prices since July 2013 

 
Tradable prices excluding energy. Sources: INE 
and Santander. 
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COLOMBIA 
BANREP ON HOLD 

• In BanRep’s reaction curve, the inflation coefficient seems to be 
higher than the output gap coefficient. In our view, BanRep is highly 
sensitive to episodes of inflation being above the target.  

• We forecast a slowdown in economic activity; however, the output 
gap is already positive, and the economy is likely at full employment. 

• We believe that food prices and a weaker COP should exert 
pressures on inflation during 2015, pushing it above the celling of the 
target in 1H15. 

  
Fernanda Consorte* 

(5511) 3012-7114 

 

 
 
 
 
 
Output gap and interest rate  

 
Sources: BanRep, DANE, and Santander. 

 
Inflation (deviation from the central 
target) and interest rate  

 
Sources: DANE and Santander estimates. 
 
 
Unemployment rate 

 
Sources: DANE and Santander estimates. 

 
 

Taylor rule: output gap vs. inflation 

Recently the market’s expectations have moved toward an easing cycle, especially 
due to the drop in oil prices, which could lead to a slowdown in economic activity. 
Although we do not completely rule out this possibility, it is important to understand 
the reaction function of Banco de la Republica.  

To this end, we tried to analyze the decisions of the  Central Bank during the last few 
years, considering (1) the level of the output gap, and (2) the difference between 
headline inflation and the center of the target. According to our analysis, the  Central 
Bank usually responds more preemptively to inflation than to the output gap.  

Indeed, during the last ten years, the  Central Bank increased the policy rate even 
when the output gap was negative. For instance, whenever inflation was moving away 
from the center of the target, BanRep hiked interest rates, even if the economy was 
operating under a negative output gap (as seen in the first and second charts on the 
right).   

At first glance, considering the Taylor Rule, which can be expressed as  
 

it = i∗ + β(πt − πt∗) + θyt� + εt4,  
 

the inflation coefficient in BanRep’s reaction curve seems to be higher than output 
gap coefficient.    

Additionally, a recent academic study5 that estimates the spillover effects of Fed 
policy decisions on central bank policy decisions in some Latin American countries 
between 2000 and 2008 finds that Colombia’s central bank was the most responsive 
to policy rate decisions in the U.S. during that period.  

According to this working paper, Federal Reserve interest rate changes are imported, 
on average, by 74% in Colombia. This result, combined with our expectation of  
50 bps in rate hikes in the Fed Fund rate this year, suggests that BanRep is likely to 
respond by hiking its policy rate by around 30 bps sometime in 2016. Nevertheless, 
we believe the balance of risks is tilted toward BanRep easing earlier rather than 
hiking this year.  

Where are we?  

Economic activity: In its most recent monetary policy decision, which took place on 
February 20, BanRep decided to keep its interest rate at 4.5% pa, as expected by the 
market. In the press conference, Governor Uribe noted that the decision was 
unanimous. At this year’s first meeting, BanRep reduced its expectation for GDP 
growth this year (to 3.6% from 4.3%), in part due to the persistence of lower oil 
prices.  
 

4 Where it is the short-term nominal interest rate,  πt − πt∗ is the current inflation less the inflation target, yt is the output gap and εt are the residuals. 
5 “Monetary Policy Independence under Flexible Exchange Rates:An Illusion?” Sebastian Edwards, National Bureau of Economic Research, January 2015. 
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Indeed, we also expect a deceleration in GDP growth in 2015 from the previous year 
(see the December 18, 2014, issue of Strictly Macro,). However, we believe the 
output gap may remain in slightly positive territory for a while. Additionally, 
Governor Uribe recently said that the acceleration in inflation reduced real interest 
rates and that monetary policy is probably expansionary.  

We also highlight the strength of the labor market. The unemployment rate is 
hovering around 9.0% (in seasonally adjusted terms), its lowest level historically, 
which should continue to feed positively into household consumption growth. 
However, there have been increasing concerns among analysts about weaker activity 
in the near term. Nonetheless, despite the recent downgrade in growth expectations, 
we do not believe that softer economic activity would be a powerful argument to 
trigger an easing cycle, at least not for now.  

Inflation: The January CPI reached a +0.64% m/m variation, the fourth consecutive 
upward surprise for the market. The y/y reading stands at 3.8%, which is only 20 bps 
below the ceiling of the target, an increase of 100 bps in five months. Food prices and 
the FX pass-through have been the drivers for the acceleration of the CPI in the last 
few months.  

Indeed, we believe there will be a food inflationary effect as a consequence of the “El 
Niño” phenomenon (leading to drier-than-normal weather), although its probability 
seems to have diminished for the time being. Food inflation reached 5.4% y/y in 
January, the highest level since 2011.  

Additionally, in episodes of a positive output gap (or high dynamism of domestic 
demand), the FX pass-through should be higher than usual. As a consequence, 
tradable prices ex food expanded 2.3% y/y versus 1.6% y/y four months ago. We 
believe that both movements should exert upward pressure on inflation over the 
course of 1H15. We now forecast inflation at 3.9% by the end of 2015, with the CPI 
likely surpassing the ceiling of the target in upcoming months. 

How about monetary policy?  

As we discussed in the Strictly Macro dated May 30, 2014 (“Colombia: Rather 
Unchanged Neutral Level”), the neutral real interest rate level is around 2-3%, while 
BanRep’s estimate is around 2.0%. With annual inflation currently at 3.8% (and 
expected to remain around that levels for a while), the real policy rate is only 0.8% 
(given a nominal rate of 4.5%), which suggests BanRep has an expansionary bias, in 
our view.  

We also highlight that the output gap is positive and that the economy, at a 9% 
unemployment rate, is likely working at full employment. In the meantime, the U.S. 
Federal Reserve will likely start a new hiking cycle in the second half of this year (our 
G10 colleagues have a base case scenario of June as a lift-off date). Nevertheless, the  
Central Bank has decided to postpone additional interest rate hikes, which has 
surprised us, as we were expecting an interest rate hike as a response to higher 
inflation prints.  

Given this backdrop, although we acknowledge that the possibility of rate cuts is on 
the rise considering the downward revision in GDP growth and the current risk of 
persistently low oil prices, we still consider that Colombia’s BanRep is highly 
sensitive to inflation exceeding the target, which leads us to believe that 
monetary policy should remain on hold for the remainder of the year.  
  
 

 

 

 

 

 

 

  

 

 
CPI (% y/y) 

 
Sources: DANE and Santander estimates. 
 
 

CPI Foods and Tradables (% y/y) 

 
Sources: DANE and Santander estimates. 

0.0%

2.0%

4.0%

6.0%

8.0%

10.0%

12.0%

Ja
n-

00
N

ov
-0

0
S

ep
-0

1
Ju

l-0
2

M
ay

-0
3

M
ar

-0
4

Ja
n-

05
N

ov
-0

5
S

ep
-0

6
Ju

l-0
7

M
ay

-0
8

M
ar

-0
9

Ja
n-

10
N

ov
-1

0
S

ep
-1

1
Ju

l-1
2

M
ay

-1
3

M
ar

-1
4

Ja
n-

15

CPI Total Target (lower band) Target (upper band)

5.4%

2.3%

-1.0%
0.0%
1.0%
2.0%
3.0%
4.0%
5.0%
6.0%
7.0%

Ja
n-

10

M
ay

-1
0

S
ep

-1
0

Ja
n-

11

M
ay

-1
1

S
ep

-1
1

Ja
n-

12

M
ay

-1
2

S
ep

-1
2

Ja
n-

13

M
ay

-1
3

S
ep

-1
3

Ja
n-

14

M
ay

-1
4

S
ep

-1
4

Ja
n-

15

Food Tradeables Ex Food

Strictly Macro, February 24, 2015 13 



 
 

MEXICO 
BANXICO-FED CONVERGENCE TO TIGHTEN 

• Policy dilemma for Banxico has Fed action as main catalyst. We 
see a first 25-bp hike to 3.25% in 2H15 and no room for cuts.    

• New rates market structure with increased holdings by foreigners 
could play a leading role in Banxico’s reaction function, in our view. 

• A weaker MXN despite strong capital inflows could force the Board 
to take preemptive action ahead of the Fed, in our opinion.   

 David Franco* 
dafranco@santander.com.mx 

Rafael Camarena* 
rcamarena@santander.com.mx 

 

 

MBonos—TSY 10-yr spread and MXN 

 
Note: 2015 is Santander forecast. 
Sources: Bloomberg and Santander. 

 

Market monetary conditions index (MCI) 
vs. Banxico policy rate 

 
*Market stance. Our MCI index is calculated using 
the 3-month Cetes rates in real terms discounted 
using 1-yr forward inflation expectation, the MXN 
trade-weighted index in real terms, and 5-year 
CDS spread versus Treasuries. 
Sources: Bloomberg and Santander. 
 
 
 
 

After or before the Fed . . . but a hike is next 

The impact of the precipitous decline in oil prices over the past six months 
continues to be manifest in recent activity and inflation reports. We would not be 
surprised to see a further (differentiated) impact on private spending (consumption 
up, investment down), and disinflation as well. The magnitude of changes in oil 
prices is forcing central banks in developed and emerging latitudes to do 
unexpected E (easing) and more QE (quantitative easing), causing more flooding in 
an already super-liquid cash market. In our view, this means that increased demand 
for bonds globally is likely to play a key mitigating role ahead, even if the Fed 
decides to hike soon. Moreover, with a growing number of bonds now paying 
negative yields, investment decisions are becoming more challenging, particularly 
since positions in the bond market remain bulky, according to most client surveys. 
Thus, a key driver for monetary policy ahead is whether the recent rebound in oil 
prices holds or whether policy makers face renewed disinflation pressures instead. 
Meanwhile, and in sharp contrast to the drivers that prompted Banxico to deliver a 
surprising 50-bp rate cut in June 2014 (the Board justified this cut amid surprising 
ECB easing and the Fed’s dovish comments on top of weaker local growth), current 
Fed rhetoric seems consistent with a first hike sooner rather than later. This external 
pressure is being echoed on Banxico’s Board, and recent comments showed that 
Fed actions will be taken very seriously for setting monetary policy in Mexico (a 
higher Fed-dependence is straightforward given the consistent convergence of 
business cycles between the two countries).  
Yes, inflation did surprise to the downside by plunging a full percentage point to 
3.1% y/y in January. However, upward pressures could materialize ahead from a 
combination of a weaker MXN and a further pickup in growth momentum, mainly 
emanating from domestic demand. The latter keeps us confident in our out-of-
consensus 3.5% GDP growth forecast for this year. Both could be compelling 
arguments for local markets to price in more anxiety from Banxico, leading to a 
hike even before the Fed (not our baseline scenario, though). In our view, two 
developments that warrant a sustained hawkish tone ahead include another hike in 
the minimum wage (details should arrive before the June 7 midterm election) and 
the potential for higher regulated prices starting in 2016. Overall, this means no 
room for further easing, particularly in light of today’s ultra-loose stance. Our MCI 
index (side chart), which tracks monetary conditions in the market, effectively 
shows this restriction on cuts, mainly based on a weaker MXN in real terms.   
 A structural change in the local bond market (holdings of MBonos, USD bn) 

 
Sources: Banxico and Santander. 



  
 
A different chapter of monetary policy normalization . . . 
As a first Fed hike approaches, many market watchers are drawing parallels to 
previous Fed tightening cycles to model potential outcomes. We believe local markets 
will follow a less damaging path this time, as policy action will take place alongside 
key structural changes since the crisis. The most important, in our view, is the 
growing share of local bonds across EM held by foreigners courtesy of the Fed’s QE. 
In Mexico, foreigners’ already well-established appetite for local bonds (fixed-rate 
nominal or MBonos alone), on the back of very prudent fiscal management, has 
continued to fuel strong inflows since 3Q14 after a streak of outflows in July 2013 
and June 2014 and slow inflows in August 2014. Indeed, January 2015 was the 
strongest month on record, with foreigners devouring almost US$5 billion (or 
MXN70 billion) worth of Mbonos, a vote of confidence in less vulnerability and 
bullish growth prospects (among the best in the region, in our view). Speaking to the 
latter, the effect of better growth news lately should be compounded, in our view, by 
an efficient opening of the energy sector despite low oil prices. Higher productivity 
growth and fiscal discipline have been emphasized by rating agencies as key drivers 
of a positive change in the outlook. 
. . . featuring a more resilient local asset class   
It is realistic, in our view, to expect disruptions across local assets based on higher 
U.S. interest rates; however, we believe the extent of the damage should be less than 
what many participants fear. The following are, in our view, the potential drivers of 
better performance for local assets in general: (1) the Fed beginning rate 
normalization based on stronger growth (a big boost to Mexico activity) while 
enjoying tame inflation: (2) Banxico following the Fed’s policy normalization with 
little lag, thus providing an important cushion; (3) local assets, particularly the MXN, 
have already experienced a significant correction, while the local yield curve remains 
steep; and (4) the attitude of Fed policy makers seems consistent with a gradual 
tightening, while an increasing number of central banks, led by ECB and BoJ, are 
embarking on more easing, thus maintaining abundant liquidity. 
MXN is depreciating while the economy is actually improving 
The peso has lost 18% in two years, mainly fueled by falling oil prices and lighter EM 
positions in general. Even with a reversal in crude, the MXN is still underperforming, 
as the USD continues its winning streak. We expect Fed-related stress to continue to 
cloud Mexico’s sound fundamentals, resulting in asymmetric FX risk. This 
asymmetry recently led us to revise our end-2015 USD/MXN forecast to 14.3 from 
13.6. A weaker MXN for a prolonged period, along with improving domestic demand 
conditions, will likely put Banxico’s patience to the test, particularly given the major 
exposure of local rates to the shifts in foreign demand we highlighted above.   
  A rather tame FX pass-through as yet 

 
Sources: Bloomberg and Santander. 

Granted, the cheaper MXN has not contaminated CPI inflation or inflation expectations, 
as both remain well anchored. The chart above shows 10-year inflation breakeven rates 
hovering close to the official 3% inflation target. Evidence that the FX pass-through 
remains tamed is a key factor behind our baseline scenario of no rate hikes before the Fed. 
Note that before trying to curb FX pressures using the policy rates, we believe the Board is 
likely to tune up its intervention scheme to signal upcoming policy changes.   

 Banxico-Fed policy rate spread to turn 
steadier ahead  

 

Sources: Bloomberg and Santander. 

Domestic demand momentum is 
picking up (% ch, y/y, 3mma)  

 
Sources: Inegi, AMIA, ANTAD, and Santander. 
 

Factory output is broadening, the light-
weighted oil sector is a drag (% ch, 
3m/3m, sa, annualized) 

 
Sources: Inegi and Santander. 
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PERU 
ANOTHER RATE CUT IN THE FOLD 

• Signs of economic fatigue and lack of a clear acceleration in growth 
suggest the BCRP could again cut rates in the coming months.  

• With inflation likely to return to the target band in the near term, we 
believe the balance of risks for another cut by the BCRP has 
increased.  

• The deciding factor, however, might be whether the PEN remains 
stable enough to give the BCRP sufficient comfort to ease policy. 

  
Alejandro Rivera  

(212) 350-0734 
 

 

 

 
 
 
 
Headline growth disappointing 

 
Source: INEI and Bloomberg. 
 
 
 
 
 
 
 
 
Growth momentum again shifts into 
negative territory

 
Source: INEI.  
 

BCRP to bring reference rate to 3.0% 

An ever-growing preoccupation with growth suggests the BCRP may cut rates again 
in March, by 25 bps to 3%. In the January communique, in which the BCRP cut the 
reference rate to 3.25%, the BCRP indicated that the reduction in the reference rate 
was not the initiation of an easing cycle. This was reinforced when BCRP president 
Julio Velarde stated at the beginning of February that aggressive monetary policy was 
not necessary. While this may still be the case, we believe the BCRP may opt to cut 
the reference rate once more to 3.0%. The deciding factor, however, might be whether 
the PEN remains stable enough to give the  Central Bank sufficient comfort to reduce 
interest rates. We think broad USD strength kept the BCRP from cutting rates at its 
February meeting. 

As our analysis in the introduction section highlights, the BCRP has shown a greater 
sensitivity to the growth gap (between potential and actual) than to the inflation gap 
(between the target and headline). This is in part skewed by Peru’s active use of 
macroprudential measures as a monetary policy alternative. From May 2011 to 
October 2013, a span of over two years, the  Central Bank did not alter the reference 
rate. Rather, during this period the BCRP adjusted both foreign and local currency 
reserve requirements to affect credit conditions. Since October 2013, the BCRP has 
brought down the reference rate from 4.25% to the current level of 3.25%, indicating 
a greater reliance on the reference rate to conduct monetary policy.  

Economic growth still disappointing 

Economic growth in 2014 largely disappointed market and official estimates 
throughout the year, leading to multiple downward revisions of forecasts. According 
to INEI, the Peruvian economy expanded 2.35% in 2014, significantly below the 
2010-13 average of 6.7%. The main drivers behind the slower growth were threefold: 
(1) adverse weather conditions, (2) a decline in commodity prices, and (3) weaker 
global demand. With respect to the weather, warmer waters had a direct impact on the 
fishing industry, but the secondary effects were more far-reaching, especially on the 
manufacturing sector.  

The Peruvian economy accelerated from July to October but has since shown signs of 
fatigue, suggesting to us that another rate cut could bring life back to the economy. 
On a sequential basis, economic activity was strongest in October 2014, expanding 
1.2% m/m and bringing the 3m moving average of economic activity growth to 0.8%. 
However, the economy contracted in November and December by 0.5% m/m and 
0.9%. In our view, this implies that the 3m moving average shifted into negative 
territory, for the first time since July, at -0.1%.  

We remain constructive on Peruvian growth but acknowledge downside risks. Our 
optimism with respect to growth has been driven by countercyclical fiscal policy and 
expectations of greater mining production. According to industry observers, this year 
copper production from Toromocho is expected to increase after being delayed due to 
high levels of arsenic. Other important mines, such as Las Bambas, could also add to 
production in late 2015, and the Antamina mine is expected to resume normal output 
after it finished mining a lower-grade ore in 2014. Softer global demand may pose a 
deterrent to increased production, but we think the lower average cost of production 
in Peru relative to other countries could still drive increased production, to some 
extent offsetting weaker demand.  
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Inflation not a concern for BCRP . . .  

At the end of January, inflation stood just above the target ceiling at 3.07%. The  
Central Bank, however, has focused on core inflation, which, despite nearly breaching 
the target ceiling in February 2014, has remained within the target band since 2010. 
The most recent print showed core inflation (ex food and fuels) at 2.48%, the lowest 
level in 17 months. The sharp decline in global fuel prices since June 2014 suggests, 
in our view, that headline inflation should converge with core but that food inflation 
still poses a risk. Throughout 2014 food prices were pressured by weather phenomena 
that plagued the fishing industry and drove prices of substitute products higher. 
Adverse weather conditions could again pose a problem in 2015, but we think global 
deflationary trends will keep overall price pressures contained.  

. . . But the strength of the U.S. dollar is a concern  

In the January edition of the FX Compass, we argued that the worst may already be 
behind us in terms of PEN depreciation, after USD/PEN climbed convincingly 
beyond 3.0. Indeed, the pace of depreciation was slower than in December and July; 
nonetheless, month to date the PEN has depreciated nearly 1% although other LatAm 
currencies, such as the CLP, COP, and MXN, appreciated in the same period. As 
USD/PEN has moved higher, we have seen a greater commitment from the BCRP to 
intervene. On several occasions during February the BCRP has intervened directly in 
the spot market, something they had shown more caution in doing since the creation 
of the FX swaps (swap cambiario) as an intervention tool in September 2014.  

Positioning in the NDF market continues to become even more stretched, reaching 
nearly US$10 billion of long USD positions, roughly 4 standard deviations from the 
6y average. Part of the increase can be explained by expectations of a continued 
strong USD, but we think part could also reflect hedging of corporate issuance and/or 
an overall unwind of USD inflows over the past five years. Local corporates have 
been active buyers in the spot market, suggesting to us they are building up their cash 
positions as well. Since 2010, the BCRP was able to accumulate some US$30 billion 
in reserves, in large part due to US$53 billion of capital inflows from FDI and private 
sector issuance. Over the past five years, net private sector issuance by Peruvian 
corporates (according to BoP data) was on the order of US$10 billion, and anecdotal 
evidence suggests a large proportion of this was unhedged at issuance. With the long 
USD NDF position now near this mark, we think the bulk of hedging has already 
taken place, which suggests less upward pressure on USD/PEN, in our view. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

  
 
 
 
 
 
 
 
 

Headline inflation returning to target 

 
Sources: BCRP and INEI. 
 
 
 
 
 
 
 
 
 
 
 
 
Trade balance ended 2014 in deficit 

 
Source: BCRP. 
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URUGUAY 
DESPITE HIGH INFLATION, POLICIES REMAIN GROWTH-BIASED 

• Inflation is likely to remain near 8% y/y, in our view, as high wage 
increases and public tariff adjustments offset a tighter monetary 
policy stance.  

• Higher tariffs are likely to improve public sector accounts at the price 
of higher production costs, undermining investment, in our opinion. 

• Still, private consumption is likely to remain robust, in our view, 
supporting GDP growth. Key events: wage negotiations and the new 
five-year fiscal budget. 

  

Marcela Bensión* 
(598) 1747-5232 

 
 
 
 
 
 
Inflation remains well above target 

 
Consumer price inflation. % year-end change. 
Sources: INE and Santander. 
 
Despite persistent monetary  
tightening . . . 

 
Source: BCU and Santander. Nominal GDP and 
M1. % average annual change. 
 
. . . Local currency rates remain high 

 
% annual yield of  Central Bank instruments at 
3-month tenors. Real yields based on past 
inflation readings. Sources: BEVSA and 
Santander. 
 

Despite monetary policy tightening, inflation fails to meet targets 

Since 2011, annual consumer price inflation has averaged 8.2%, consistently 
exceeding the  Central Bank’s inflation target range, currently between 3% and 7% 
(between 4% and 6% from 2011 through 2013). The failure to meet targets was 
mostly driven by core inflation, which averaged 9.2% p.a. during those years, 
signaling high domestic demand pressures despite a less dovish monetary stance since 
mid-2013.  

Since then, authorities have been using a monetary aggregates benchmark (M1, 
including physical money, demand, and saving accounts) that replaced the previous 
monetary policy rate tool (TPM). In response to high inflation readings, M1 
expansion slowed to 8.6% y/y in 2014 (from 13% y/y in 2013), closing below the 
13.2% nominal GDP growth rate for the first time in a decade. As a result, market 
rates in local currency spiked and volatility increased, particularly at the short end of 
the curve. Three-month tenor sovereign yields rose from an annual 9.5% at mid-2013 
to the current 14.2% (similar to the average levels in 2014), while real rates soared 
from 1% to the current 5.6%. In addition, the monetary authority has tightened 
reserve requirements since mid-2011, forcing institutions to hold high cash positions 
within the  Central Bank at low yields, increasingly undermining the banks’ capacity 
to lend. Reserve requirements currently stand at a high 31% of total foreign currency 
deposits held by banks and 19% of local currency liabilities (under certain 
assumptions regarding the specific tenor of term deposits). As a result, credit has 
slowed from 11.5% y/y average growth in 2013 to 6% y/y in 2014—measured in U.S. 
dollar terms—which came as no surprise, particularly in a context of lower GDP 
growth.  

Still, inflation remained stubbornly high, as limited bank intermediation and a high 
share of foreign-currency denominated loans hampered monetary policy 
effectiveness. Indeed, credit extended by local banks amounted to a modest 30% of 
GDP in 2014, while 50% of total loans were in U.S. dollars (linked to LIBOR as 
opposed to UYU rates).  

Loose fiscal policy and wages favor GDP growth at the price of high inflation 

Offsetting monetary policy efforts in taming inflation levels, fiscal and wage policies 
have remained accommodative. Nominal wages increased an average of 12.6% y/y in 
2014 (3.4% y/y in real terms) in response to a low average unemployment rate 
(6.6%), strong pressures from worker unions, and deliberate government policies 
aimed at improving middle-class incomes. In addition, primary expenses of the 
nonfinancial public sector (NFPS) increased 15.5% y/y in nominal terms, mostly 
based on health and social programs, feeding into price increases. Indeed, loose wage 
and fiscal policies have fostered private consumption, which remains the main growth 
driver—with a 4.5% y/y real increase as of 3Q14 compared with 3.4% y/y overall 
GDP growth—though at the price of high inflation readings. In addition, business 
sentiment continues to worsen, negatively weighing on investment, which declined 
0.3% y/y as of 3Q14. Rising labor costs—not always matched by productivity 
gains—and lower UYU weakening compared with regional currencies in countries 
with looser monetary policies are among the main obstacles for companies, in our 
view. We believe this combination of factors is likely to cause a gradual increase in 
the unemployment rate to a 7% average level in 2015.  
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Expect marginal change in policies, with inflation and rates remaining high 

At its December 2014 meeting, the COPOM fixed a 7-9% y/y target for monetary 
aggregates growth during 1Q15, in-line with the 8.6% y/y increase in 2014 and the 
8% y/y growth targeted within the explicit two-year monetary policy time frame. As a 
result, we believe monetary policy is likely to remain slightly hawkish as money 
aggregates grow below the expected 11% y/y nominal GDP growth. Only if one or 
several of the following risk factors materializes would we expect the  Central Bank 
to loosen monetary policy to promote further peso weakening: (1) if GDP were to 
slow below the expected 2.7% y/y real increase; (2) if unemployment were to rise 
above the 7% level; and (3) if inflation readings were to move below 8%.  

Consumer price inflation is likely to remain high, at 8.2% y/y by year-end, based on 
(1) continued peso weakening; (2) continued real wage increases; (3) loose policy on 
public sector expenses, particularly related to social programs; and (4) higher public 
sector tariffs as authorities partially reverse the fiscal slippage of recent years.  

As we believe the Fed is likely to tighten policy this year, we expect a 12% y/y 
weakening of the peso in 2015—similar to 12.9% y/y in 2014—with FX quotes 
ending 2015 at UYU/USD 27. However, as occurred in 2014, peso depreciation could 
fall short of promoting a strong recovery in export competitiveness via real effective 
exchange rates, if the UYU weakens at the same pace as other currencies in the region 
with lower inflation levels. Indeed, we believe core inflation is likely to remain near 
9% y/y, driven by continued wage increases and low unemployment. Still, consensus 
expectations are that real wage increases will diminish to the vicinity of 2-3% p.a. as 
GDP growth and labor demand both moderate. In this sense, upcoming negotiations 
between firms and workers in key sectors whose wage agreements mature by mid-
year will be crucial for fine-tuning future inflation prospects, in our view.  

On the fiscal side, we believe the five-year budget that the government must present 
to Congress in August is likely to shed further light on the likely fiscal approach of 
new officials taking office on March 1, 2015. Initially, fiscal transfers to social 
programs are likely to remain generous, in our view, although the public sector deficit 
could improve based on lower energy costs that may not be completely passed onto 
consumers and firms. Indeed, despite a 20% decline in international crude oil prices 
when measured in local currency, the state-owned fuel firm ANCAP resolved to pass 
a meager 3.0-5.5% decrease onto consumers and producers. As a result, the 
government may reap some of the larger benefits of oil price declines to compensate 
for high past expenditures and low public tariff adjustments in 2014 in a context of 
near 9% y/y inflation readings.  

Similarly, electricity tariffs were raised by 6.9% in January 2015, above initial 
estimates of 3.9%, in a context of alternative cheaper energy sources such as 
windmills. As recognized by the authorities, the measure is intended to improve the 
public sector cash position after rapid fiscal deficit worsening in 2014 to 3.5% of 
GDP (2.2% of GDP in 2013). Our estimates point to probable fiscal savings of near 
1% of GDP; however, this could come at the price of persistently high inflation and 
undermined competitiveness of the export sector, which will confront higher labor 
and energy costs not always matched by higher UYU weakening, particularly when 
compared to relevant peers with greater policy latitude to implement countercyclical 
growth policies. 

In a context of modest monetary growth and high inflation readings, UYU rates are 
likely to remain high by historical standards, in our view. Still, in the absence of 
major external disruptions and considering that inflation readings could potentially 
come in lower based on declining food prices, we would expect market rates to 
gradually decline to the vicinity of 12% from the current 14% peak.  

 
 
Bank reserve requirements remain high 

 
Estimate of average bank reserve requirements 
as % of total deposits based on specific 
assumptions regarding term deposits in both 
local and foreign currency. Source: Santander. 
 
Credit growth moderates based on 
lower demand and strong regulation  

 
% annual change of loans granted by the 
banking system measured in U.S. dollars. 
Source: BCU. 
 
Fiscal expenses remain loose, 
outpacing inflation and revenue 

 
% nominal avg change of revenues and primary 
expenses of NFPS. Source: MEF. 
 
Wage increases remain high, not 
always matched by productivity gains 

 
% average nominal and real wage increases. 
Source: INE. 
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