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MACRO OVERVIEW: LEAVING BEHIND A DIFFICULT YEAR? 

For Latin America, 2015 will not be missed, at least in terms of economic performance. 

Across the region, our GDP forecasts for 2015 and 2016 have been slashed materially 

throughout the year. The most striking case has been Brazil. At the end of 2014, our 

local economists, in-line with consensus at the time, forecast a mild GDP expansion of 

0.3% in 2015 for the biggest economy in Latin America, a figure far from our current 

forecast, which contemplates a contraction of 3.8% this year (2015). Excluding Brazil, 

on average we reduced GDP growth forecasts across LatAm for 2015 and 2016 by 50 

bps and 150 bps, respectively, reflecting cuts in Argentina, Chile, Colombia, and Peru. 

A similar pattern of overly optimistic growth forecasting was observed in 2013 and 

2014 as well. Much of this forecasting error has been the direct result of an exceedingly 

sanguine commodity prices view. For example, in early 2015, the consensus forecast for 

oil in January 2016 was US$67.60/bbl vs. actual levels currently below US$40/barrel. 

Recent GDP growth forecasts from the IMF’s World Economic Outlook (WEO) 

have reflected a similar positive bias. Since at least 2010, GDP projections have 

signaled weak activity for the immediate upcoming year, followed by recovery in 

subsequent years that did not come to fruition. However, the latest projections 

increasingly show that low growth may continue longer, with long-term forecasts 

for the region having been consistently reduced over time. 

Revisions in GDP growth forecasts  

 
Notes: “Change in forecast” is the difference between the 

current versus previous year’s forecasts for GDP growth in 

2015 and 2016. Source: Santander estimates. 

Low-growth environment 

 

Notes: Evolution of Latin American and the Caribbean GDP 
forecasts for October WEOs. Source: IMF WEO and 
Santander. 

While our GDP forecasts for 2016 show a rebound in growth from 2015, the question 

remains whether we are again too optimistic on LatAm activity. We see commodity 

price stabilization as the key for growth prospects in the region as we dive into 2016. 

External factors, which explain close to 80% of LatAm’s GDP growth since 2003 
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(Strictly Macro: Policy Normalization Amid Slower Potential Growth Rates? 

December 18, 2014), suggest that foreign sources of growth will lead to regional 

growth of 2.2% in 2016 from 1.3% in 2015, according to our projections, far below the 

figures we saw during the commodities super-cycle. Thus, countries will have to rely 

on domestic factors to sustain growth in 2016 and move away from negative output 

gaps. In sum, for 2016, we believe LatAm countries will continue to grow below 

potential across the board, and compared to 2015, we expect a mixed picture, with 

improving growth at the margin in Argentina, Brazil, Mexico, and Peru; deterioration 

in Colombia and Uruguay; and unchanged growth rates in Chile.  

With regard to inflation, currency adjustments in 2015 surprised market participants 

and policy makers, bringing elevated inflation to all countries in the region with the 

exception of Mexico, where structural reforms and low FX pass-through kept inflation 

at historical lows. In 2016, we expect inflation performance to be less homogeneous, 

with four of the seven countries experiencing inflation increases, but not of the same 

magnitude as in 2015.  

The outlook for monetary policy in 2016 should continue to be mixed in the region, in 

our view. In the Andean countries, central banks will continue to respond to the 

deterioration in inflation expectations in 1H16. Colombia’s BanRep’s hiking cycle 

may prove the largest among peers, in our opinion, followed by Chile and Peru. In the 

case of Brazil, despite the size of the negative output gap, the market is pricing in 240 

bps worth of hikes into the DI market throughout 2016. In Mexico our economics team 

expects Banxico to raise rates in lockstep with the Federal Reserve.  

Moving into 2016, we believe that the region will see better growth in the second half 

than in the first, as there may be some negative developments in the short term 

restraining growth. In Argentina, we think investors will focus on the evolution of 

policy normalization, with the new administration adjusting the FX market and trying 

to arrive at a deal with holdout investors. In Brazil, we expect market attention to 

remain fixated on political developments and the pace of the fiscal adjustment. Key to 

Brazil’s recovery, in our view, will be rebuilding confidence, in both the consumer and 

business sectors. In the Andean countries, particularly Colombia and Peru, the weather 

phenomenon El Niño threatens to pressure inflation in the former and activity in the 

latter in 1Q16. In Mexico, we expect markets to focus on the execution of the oil 

reform, as key bidding rounds have been postponed from 2015 to 2016. 

LATAM LOCAL FX AND RATES STRATEGY: YEAR OF DISCONTENT 

Given the difficult year that LatAm had in 2015, the region underperformed other 

emerging markets in both FX and local rates. LatAm FX weakened on average close to 

20% in 2015 against the U.S. dollar, while Asia and EMEA suffered losses of 9.1% 

and 8.5%, respectively. In local rates, cumulative returns as of the first week of 

December 2015 were -17% for LatAm, -5.2% for EMEA, and 0.9% for Asia. 

The negative tone also affected credit markets, with 5Y CDS spreads widening by 

more than 60% in LatAm throughout 2015, while in Asia, this figure was only 20% 

and in EMEA 12%. While their performance in 2015 suggests that asset prices in 

LatAm have the potential to improve as we move through 2016, we believe the path 

will not be smooth, as risks in the short term should lead to volatility in 1H2016, 

particularly as commodity prices remain a key factor for the region.  

LATAM FX  

Externally, we believe the main themes for LatAm FX will be commodity prices, 

China’s currency adjustment, and the relative speed of rate normalization in the United 

States. However, in this report, we limit our discussion to LatAm-specific drivers and 

without adopting a strong bias regarding the overall trend of the USD.  

Commodities and the Terms of Trade Shock 

LatAm FX weakness may continue to be dominated by the downward trajectory of 

commodity prices. Our equity mining sector analysts expect 2016 to be the toughest of 

the last 13 years for the LatAm metals and mining sector (LatAm Metals & Mining – 

2016 Outlook, December 7, 2015). They see a combination of negative factors for 

commodities, specifically weakening demand, oversupply, the recession in Brazil, and 

expectations of higher interest rates in the U.S. Curiously, we have recently witnessed 

a decoupling of LatAm FX from the continued weakness in commodity prices. In the 

case of the BRL and CLP, for example, our regression models suggest that current spot 

1. Inflation: A LatAm problem 

 
Notes: Median inflation (YoY) by region. Sources: Bloomberg, 

Central Banks, and Santander. 

 
2. Decoupling in local rates 

 
Notes: Indices rescaled to (base) 1 Jan 2013 = 100. Sources: 

Bloomberg  and Santander. 

 

3. LatAm CDS: More risk than other 
regions 

 
Notes: Median of 5Y CDS by region. Sources: Bloomberg and 

Santander. 

 
4. LatAm FX weakening (USD terms) 

 
Notes: Currency indices rescaled to (base) 1 Jan 2013 = 100. 

Sources: Bloomberg and Santander. 
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levels are trading below fair value as justified by commodity prices, to the tune of 9% 

in the case of Brazil and  4% in the case of CLP. As such, we believe the continuation 

of commodity prices at current levels poses a risk to LatAm FX and that currencies 

will likely have to depreciate further to compensate for current commodity prices. In 

this sense, MXN stands out as being least sensitive to this type of repricing because of 

its lower historical correlation with commodity prices. 

For oil, we do not believe a pronounced recovery in prices is likely in the short term, 

although our big concern is that major oil-producing countries in the Middle East that 

face large spending constraints may continue to tap into their sovereign wealth funds 

to finance expenditures. This may lead to more redemptions from EM real money 

funds, in our view, meaning we could see outflows in 1H16. This will limit the upside 

for EMFX in general, though we believe the volatility can be offset using cross-EM 

vehicles. 

Where Will We See More Intervention? 

FX intervention has taken different forms in Brazil, Colombia, Mexico, and Peru, 

while Chile has been the outlier among the major LatAm countries, thus far refraining 

from intervention. Below we list the intervention mechanisms currently in place: 

 Brazil: FX swaps and credit line auctions (ad hoc) 

 Colombia: USD/COP call option auctions (US$500 million) triggered when 

the peso depreciates by 7% above the 20-day moving average 

 Mexico: USD/MXN auctions up to US$200 million when USD/MXN spot 

trades above the previous day’s fix  by +1% and an additional US$200 

million when spot trades  +1.5% above (through 29 January 2016) 

 Peru: FX swaps, CDRs, and USD selling 

Thus far in 2015, Brazil and Peru have adopted two of the most interventionist 

policies. More than US$108 billion in FX swaps are due to mature in Brazil, though if 

we see further appreciation in the real, the authorities may pull back on the amount to 

be rolled over each month. Peru has sold US$7.8 billion YTD, though it also uses FX 

swaps and CDRs. Going forward, we see room for Peru to moderate its FX 

intervention, now that dollarization in the local economy has fallen from 40% at the 

beginning of 2015 to 33% (in terms of the adjusted credit of the financial system to the 

private sector), and in order to slow reserve drain. Indeed, while gross international 

reserves are still high at US$62 billion, the net international positioning has diminished 

to US$25 billion, which could cover imports for about nine more months. 

In Mexico, the pressure that intervention policies have put on international reserves led 

the FX Commission to remove unconditional U.S. dollar sales in November 2015, 

after spending over US$20 billion to contain large moves in the peso. Reserves have 

declined from US$195 billion at the beginning of 2015 to US$172 billion in 

December. The current scheme is level dependent, and likely to continue throughout 

2016, in our view. In Colombia, the trigger mechanism for the USD/COP call auctions 

is very high by design, as the purpose of this mechanism is to provide USD liquidity to 

the market in times of stress, not to control the level of the USD. As such, it is only 

activated on very sharp moves over a one-month period, but does not attempt to 

reverse a weakening trend. Thus, we do not anticipate that this mechanism will be 

removed anytime soon. 

In Chile, the risks of sporadic market intervention may increase if we see USD/CLP 

climb above 735/740, per previous episodes of intervention in 2001-02. However, we 

do not believe the FX level would be the only criterion for intervention. Other factors 

are important, including the speed of the depreciation as well as additional contributing 

factors besides copper. Moreover, given the size of Chile’s reserves (US$38.5 billion), 

we believe it may be more likely that instead of selling USD outright, authorities could 

use USD-linked debt instead. 

5. Adjustment from ToT shock not over 

 
Changes measured between December 2014 and December 

2015. Sources: Bloomberg and Santander. 

 

 

6. Current account balances vs. external 
liabilities 

 
As of November 2015. Sources: Haver, Bloomberg, and 

Santander. 
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CONSOLIDATED FX VIEWS 

Brazil. The BRL appears to be overvalued relative to peers, as a simple linear 

regression with EMFX returns implies a level above 4.00 spot. Moreover, we expect 

more political risks in the near term amid a deteriorating fiscal situation and 

contracting economic activity. We believe the next shoe to drop is higher 

unemployment, which will exacerbate these problems. In addition, we see the 

possibility of strategic outflows in January and February 2016 due to large bond 

maturities. The risk is that the carry cost for short BRL is still substantial at around 

1.05% per month. In addition, external accounts have been improving, as reflected by 

the current account deficit, which has fallen to 3.2% of GDP (from 4.7% early in 

2015). The trade balance has been positive due to the decline in imports. Overall, we 

believe short BRL trades (possibly against EUR, where the rate differentiation story 

with the U.S. seems to be priced in) can perform in 1Q16, although we may find better 

entry levels after the inflows in December have run their course. 

Mexico. We see several reasons to expect a stronger MXN vs. other regional 

currencies. Growth is improving (we see growth at 3% in 2016 vs. 2.5% in 2015). 

Inflation is under control and shows little signs of pass-through from the weakening 

MXN, and we expect FDI to remain supportive given the progress on anticipated 

energy reforms. One risk to the MXN is the large position of foreigners in the local 

MBono market, amounting to US$1.6 billion, a position which has not been reduced 

significantly throughout 2015. With respect to interest rate differentials, current market 

pricing suggests that Banxico will maintain its policy rate at or above its current 300-

bp spread to the FOMC’s Fed Funds rate in the next two years. We believe this is a 

reasonable base case, and if Banxico does disappoint expectations by raising rates 

somewhat less than the Fed, we believe it would only be in the context of a very 

benign scenario of limited portfolio outflows and a stable MXN, and thus does not 

represent a real risk to MXN. As previously discussed, MXN benefits from a lower 

correlation with commodity prices, but has a higher correlation to generalized risk-

on/off sentiment as defined by equity market performance. Therefore, we believe that 

long MXN strategies should be adopted on a relative basis vs. other EM (like COP or 

BRL) rather than vs. the USD directly. 

Colombia. Here, we observe a much higher correlation with terms of trade than in the 

MXN, with the COP’s correlation with oil spiking to -65% in the last six months. 

However, aside from the challenges posed by further declines in oil, the situation 

remains challenging, in our view. Inflation remains high, and while consumer demand 

looks set to fall, housing and infrastructure projects slated for 2016 may not allow 

capital goods imports to fall at the same speed as the drop in exports, resulting in 

limited improvement in the trade balance. In 2016 there will be a need for reduced 

government spending to meet deficit goals, in our view, but monetary policy will 

likely be forced to remain restrictive. Thus, a weakening FX may be the only 

adjustment mechanism to provide some needed stimulus to the economy. Given our 

unconstructive bias, we prefer to short COP tactically vs. other LatAm FX, with 

consideration of the inflows generated from tax seasons in February and April and the 

possibility of a sale of state electricity producer ISAGEN which could generate flows 

of around US$2 billion. 

Chile. The downside risks to the commodity complex continue to present risks to the 

CLP, in our view, especially given recent valuation levels, which suggest the CLP is 

trading a bit more strongly than commodity performance would warrant. Weaker 

copper prices could push the current account deficit wider to 2% of GDP vs. 1.2% of 

GDP currently, according to our projections. Our local economists believe that a 

copper decline to US$1.80/lb could send USD/CLP to the 760-780 range. Possible 

risks to a stronger CLP include the Central Bank adopting a more hawkish tone or 

using FX intervention; however, our local economics team does not view USD/CLP 

selling intervention risks coming into play in earnest until close to the 750 level, and 

therefore we believe the CLP has further room to depreciate, with USD/CLP 700 as a 

good entry point for long USD positions. 

Peru. While the terms of trade have fallen significantly, the adjustment in the real 

exchange rate has thus far been modest, making the PEN look quite overvalued vs. its 

LatAm peers. This has been in large part a function of the proactive stance from the 

Central Bank in intervening much more aggressively than its peers. As stated 

previously, we believe that in 2016 intervention will likely be less aggressive and that  

the PEN will be allowed to trade more in-line with its fundamentals, which would 

justify a level closer to USD/PEN 3.60.  

7. BRL vs. select drivers 

 

Sources: Bloomberg and Santander. 

 

8. MXN vs. select drivers 

 

Source: Bloomberg and Santander. 

 

9. CLP vs. select drivers 

 

Sources: Bloomberg and Santander. 

 

10. COP vs. select drivers 

 

Source: Bloomberg and Santander. 
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LATAM LOCAL RATES  

The year 2015 marked a continuation of a three-year bear market in local currency 

LatAm rates markets when measured in USD terms. In local currency terms, 

performance was largely flat, with small losses in Peru and small gains in other 

markets. As local rates have widened on average by 85 bps across the region this year, 

the small positive gains seen in local terms are a result of carry. Mexico was the only 

local bond market that outperformed both cash and inflation, with a +4% return 

through November in local currency terms. In USD terms, FX performance dominated 

local rates performance, and in this regard Mexico was again the outperformer with a 

loss of 9% in local bonds measured in USD, whereas Brazil and Colombia showed 

losses of 30% and 22%, respectively, and on average across LatAm losses were 17%. 

Looking into 2016, while the widening in local rates this year (an average of 150 bps, 

or 80 bps ex Brazil) will make the carry cushion of long bond positions more 

attractive, we continue to believe several factors will pose challenges to local rates 

markets: 

 The negative environment for LatAm FX, 

 The outlook for portfolio inflows, and 

 Very limited room for a countercyclical monetary policy. 

In 2015, LatAm’s local rates markets’ performance was largely homogeneous (Graph 

11), and we believe that in 2016 there will be more room for divergence based on 

differences in valuation and local dynamics. In-line with our currency views, which 

favor MXN over CLP, COP, and PEN, we see room for Mexican rates to outperform, 

especially vs. Chilean and Colombian rates. Mexican rates provide good valuation and 

limited macro fragilities, and Banco de Mexico is the only central bank in the region 

that is largely accommodative under a Taylor Rule framework (Graph 12). Chilean 

rates markets look vulnerable, in our view, as their valuation is not attractive and 

inflation remains problematic, limiting the scope for countercyclical monetary policy. 

In Colombia and Peru, despite local rates markets that have cheapened considerably, 

with index level yields rising by 155 bps and 104 bps, respectively, neither looks 

compelling from a valuation perspective; in addition, we believe FX performance will 

dominate returns and that the high-inflation environment will also be a detriment to 

rates markets, especially in the first half of the year, when inflation is likely to cause 

perturbation (and rate increases) at the Central Bank. While we believe Brazilian rates 

continue to look attractive from a valuation standpoint, performance will remain 

independent from the rest of LatAm, insofar as political developments dominate local 

rates performance. 

Are Nominal Rates Attractive? 

In order to get a sense of the attractiveness of nominal rates, we strip out from them an 

equal weighted average of survey inflation expectations and realized core inflation to 

calculate an expected real return or “ex ante” real rate. We then cyclically adjust these 

rates by comparing their deviations from their long-term levels vs. our economics 

teams’ forecasts of 2016 growth vs. potential. Graph 13 quantifies this relationship, 

comparing the current ex ante real rates’ deviation from their long-term averages (in 

standard deviation terms) with our economists’ forecasts of 2016 growth, measured as 

the number of standard deviations from potential GDP. The results give us a sense of 

whether rates are structurally too high or too low, based on how far growth is from 

equilibrium levels. However, this measure is not adjusted for other factors such as 

fiscal concerns or FX overvaluation, which can also affect rate levels. In general, the 

results show that CLP and COP rates are too low, MXN and BRL rates are too high, 

and PEN rates are near fair value. We use these results as a starting point from which 

to evaluate each respective market.  

CONSOLIDATED RATES VIEWS 

Chile. Real policy rates remain negative and below levels consistent with the Taylor 

Rule, and we expect inflation to increase moderately before improving, so the levels 

on offer from nominal rates are not attractive, in our view. Room for bringing policy 

rates below their already expansive levels is limited, and indeed the Central Bank is 

currently engaged in a hiking cycle, in which our Santiago-based economics team 

believes they will deliberately remain slightly behind the curve given growth concerns 

in 2016. From a valuation perspective, nominal rates look too low structurally but also 

11. Performance of LatAm rates markets 

 
Source: Bloomberg and Santander. 

 

 

12. Policy rates deviation from Taylor 
Rule 

 

Sources: Bloomberg and Santander. 

 

 

 

 

13. Are nominal rates attractive? 

 

Sources: Bloomberg and Santander. 

 

 



vs. inflation-linked rates, in our view, as break-even inflation is at 3% or below across 

all tenors, while survey-based expectations are at 3.5%. From a curve standpoint, the 

2s5s curve in Chile looks fairly flat. The 2Y CLP is trading at a healthy spread to the 

overnight rate based on what we believe will be a moderate hiking cycle, whereas 5Y 

CLP/Cam looks low and has a break-even inflation of 2.90%, below that of the 2Y 

(3%). Therefore, we view 2s5s steepeners as an attractive way to position for 

overvaluation in CLP rates.  

Mexico. Valuation suggests that both nominal and inflation-linked rates have adjusted 

higher to levels that represent value based on historical relationships (Graph 15). Our 

measure of derived “ex ante” real rates is trading 1.6 standard deviations above its 

long-term average, while we expect growth in Mexico to be in-line with potential in 

2016. We prefer real rates, especially mid-curve UDIBonos, which are trading at very 

low break-even inflation levels, given that (1) break-even inflation is well below 

survey-based inflation expectations, (2) our economics team sees a risk of higher 

inflation in 2016, and (3) recent signs suggest that, in the absence of disorderly 

portfolio outflows or marked MXN weakness, Banxico may not necessarily tighten  

1-for-1 with the Fed. 

Colombia. Our derived measure of real rates is trading below levels implied by the 

economy’s expected deviation from potential growth in 2016, and the challenging 

macro environment also suggests, in our view, that yields on offer in Colombian rates 

markets are not yet high enough. BanRep started their hiking cycle late, and inflation 

is well entrenched, with risks to the upside. Importantly, the 100-bp increase in rates 

since BanRep started their hiking cycle has barely kept pace with inflation 

expectations, which we expect to continue rising. In this context, monetary aggregates 

and credit continue to grow at elevated levels, which presents upside risks to inflation 

and local demand. While growth is forecast to fall somewhat next year, the resultant 

output gap will likely not be enough to bring down core inflation much or improve the 

current account deficit, which remains a major concern of the Central Bank. In this 

regard, we find consensus forecasts of a cutting cycle in 2016 (Graph 16) misplaced 

and subject to revision, which could lead to more upward pressure on rates. While 

COP nominal rates have widened over 200 bps to Mexican rates, this move has been 

purely driven by break-even inflation and does not represent value yet, in our view. 

Peru. Rates look attractive from a valuation basis, in that “ex ante” real rates are 

trading above historical norms compared to 2016’s expected growth, which we do not 

expect to deviate significantly from potential. While they are perhaps attractive based 

on historical relationships, these are not normal times. The move higher in nominal 

rates this year in Peru barely offsets the increase in inflation expectations seen over the 

last year and does not yet take into account the possibility of more FX devaluation 

given the PEN’s overvalued level. Further, credit to the private sector is growing 

rapidly, and the Central Bank’s net reserves are falling. In the context of monetary 

policy rates that are still expansionary, higher interest rates will be needed, in our 

view, to slow the worsening of the CA balance and deterioration in net reserves. In this 

regard we see continued upside risks to Peruvian rates and maintain a cautious stance. 

Brazil. From a valuation perspective, rates here look more attractive than any of their 

LatAm counterparts. Current “ex ante” real rate levels are 1.7 standard deviations 

above historical levels, while we expect 2016 growth to come in far below potential. 

However, currently valuation is not in the driver’s seat, as credit concerns and political 

turmoil are dominating valuation. With regard to monetary policy, the Central Bank 

has adopted a more hawkish bias, though they are still hinting at caution. Recent 

comments from the bank suggest they are taking more seriously the problem of above-

target inflation and expectations. Eventually, we could see the DI curve flatten, as rates 

look cheap at current levels, but the fiscal dominance story will not be resolved in the 

short term. Therefore, we hold off on positions for the time being. 
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14. Chile nominal rates not compelling; 
consider 2s5s steepeners 

 

Sources: Bloomberg and Santander. 

 

15. Mexican rates provide value 

 

Lines shown are ‘ex ante’ real rates, calculated as 5y generic 

nominal rate less average of y/y core inflation. Sources: 

Bloomberg and Santander. 

 

16. Colombia: Expecting a cutting 
cycle? 

 

Sources: Banco de la Republica and Santander. 

 

17. Peru: Overvalued FX pressuring CA 

 

Sources: Reserve Bank of Peru and Santander. 
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REGIONAL RISKS: UPSIDE AND DOWNSIDE RISKS FOR LATAM IN 2016 
In this section we present our economists’ assessments of idiosyncratic upside and downside risks that could affect the various countries in Latin 
America in 2016, separate from the external drivers that could affect the region as a whole. 

 
Country Upside Risks Downside Risks 

Argentina  Activity growth could rebound at a stronger-than-
expected pace if the macro realignment is successful 
and credibility is swiftly rebuilt. 

 Renewed confidence could stimulate investment 
expenditures in the medium term. 

 A capital accounts reopening could lead to an ample 
capital inflow, which would help reduce the fallout 
from the FX adjustment. 

 Dismantling several restrictions could lead to 
increased volatility during 1H16, with higher inflation 
and weak economic activity. 

 To implement policy modifications, the incoming 
administration will face a demanding task in reaching 
accords with other political forces. 

 The new government will have to perform a delicate 
balancing act in mitigating the effects of economic 
stabilization on the social mood. 

Brazil  A strong external sector may anchor the exchange 
rate, and some recovery may be seen in industries 
that benefit from a relatively undervalued BRL. 

 Brazilian assets look relatively cheap from the point of 
view of foreign investors. FDI may provide a positive 
boost for investments. 

 A hawkish Central Bank and weak activity may 
eventually reduce inflation expectations. Electricity 
prices may help in this direction, if the rainy season 
remains as strong as it was in November, its first 
month. 

 Business and consumer confidence are still at rock 
bottom, and the political environment still looks fragile 
and hard to predict. 

 Despite good fundamentals on external accounts, 
fragile confidence may still lead the exchange rate to 
overshoot, with negative consequences for growth 
and inflation. 

 Fiscal accounts remain a focus of concern, as it 
seems unlikely that any structural reforms or new 
taxes will be passed by Congress. The market still 
has to be convinced that debt/GDP dynamics are 
sustainable over the medium to long term. 

Chile  The finance minister’s efforts to contain public 
spending during the implementation of the ongoing 
social reform agenda imply that Chile’s historically 
prudent economic policy approach will remain in 
effect. 

 Inflation has room to fall, but only if FX conditions 
stabilize and nominal salaries decelerate as a result of 
a less tight labor market. 

 Withdrawals from the sovereign wealth fund to cover 
part of the fiscal deficit are possible if copper prices 
continue to fall. 

 Unemployment has remained surprisingly low during 
the ongoing slowdown, which means that the room 
for an upward adjustment is potentially large. 

 Falling copper prices may exert additional pressure 
on export receipts, with the current account deficit 
potentially widening above 2% of GDP. 

 Mining sector output may suffer significantly if copper 
prices remain low, as low-productivity fields are 
forced to cut part of their operations. 

Colombia  The commencement of infrastructure projects, 
residual social spending on housing, and an increase 
in non-commodity exports represent upside risks to 
the near-term growth outlook. 

 FX, consumer sentiment, and external imbalances will 
be sensitive to changes in oil price in the short term. 

 The possibility of a quick reversion lower in inflation 
on the back of food price normalization could open the 
door for a cutting cycle by BanRep that would boost 
growth and sentiment. 

 Risks to activity include less government spending, 
higher taxes, a drop in employment, slashed 
investment budgets, and energy rationing. 

 Risks for higher inflation include a longer or more 
prolonged El Niño, continuation of FX weakness 
leading to higher pass-through, indexation in labor 
and housing markets. 

 Risks to external balances include a continued 
slowdown among local trade partners and a weaker 
oil price. 



Country Upside Risks Downside Risks 

Mexico  The main impulse to improve local macro dynamics 
would be stronger U.S. growth. Our baseline scenario 
calls for a steady-moderate U.S. expansion ahead, 
supported by gradual Fed hikes. 

 In addition, the government may place a stronger 
emphasis on reform execution, and this could mean 
that spillovers of reforms, evident in inflation, are 
translated to the growth scenario. Ongoing energy 
liberalization will continue to generate the lion’s share 
of investment growth, according to our estimates. 

 An even more negative oil situation, from either lower 
output from Pemex or lower prices or both. This 
would mean further fiscal tightening and higher 
inflation as potentially good reasons to downgrade 
our growth estimates for next year. 

 Another risk is a U.S. economic recession, which 
would drag down Mexico’s growth while also causing 
significant financial stress. 

 A major concern is a potential EM credit event, which 
could cause severe financial stress, forcing more 
tightening from Banxico than needed. 

Peru  A countercyclical fiscal policy being maintained in 
2016, supporting GDP growth. 

 The BCRP’s hawkish bias helping the disinflation 
process, re-anchoring inflation expectations for 2016 
and the following years. 

 The commodity price decline may not be a transitory 
event, and therefore 2016 GDP growth would depend 
solely on domestic drivers – government and 
household consumption. 

 “El Nino” and the exchange rate pass-through may 
constrain the disinflation process next year. 

 More volatile currency in the next year, due to the 
BCRP’s more limited intervention in the FX market. 

Uruguay  Resilient FDI coupled with the authorities’ intention to 
promote PPP projects in infrastructure could 
contribute positively to undermined investment. 

 The Central Bank has plenty of reserve ammunition to 
soften UYU weakening, preventing further worsening 
of already high inflation readings in upcoming months, 
although at the expense of undermined REER 
competitiveness. 

 Labor conflicts and market rigidity could continue to 
weigh negatively on production costs, further adding 
to job destruction and recession risks. 

 Political dissent within the ruling party could prevent 
authorities from softening fiscal expenses, creating a 
risk of potential tax increases or, alternatively, 
escalating debt ratios. 

 Mounting FX pressures could have a negative impact 
on consumer sentiment and inflation readings, which 
could surpass the 10% YoY threshold. 
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FORECAST SUMMARY TABLES 

KEY MACRO INDICATORS 

GDP growth 2014 2015 1Q16 2Q16 3Q16 4Q16 2016F 2017F Last Review ‘16 Nom GDP ’16 

Argentina 0.5 0.5 -1.3 0.9 3.2 4.6 2.0 5.0 Up 544 

Brazil 0.1 -3.8 -3.9 -2.6 -1.1 -0.4 -2.0 2.0 Down 1,559 

Chile 1.9 2.0 1.9 2.0 2.0 2.1 2.0 2.2 Down 238 

Colombia 4.6 3.0 2.2 2.3 3.1 3.0 2.7 2.5 Down 255 

Mexico 2.3 2.5 2.3 3.4 3.1 3.3 3.0 3.5 Down 1,161 

Peru 2.4 3.0 3.5 3.5 3.3 3.7 3.5 3.5 Down 204 

Uruguay 3.5 1.5 1.0 2.5 2.3 -0.1 1.4 2.3 Down 51 

LatAm-7 1.3 -0.2 -0.6 0.5 1.4 1.9 0.8 3.0  4,016 

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 -0.5 0.5 -2.0 2.8 1.0 -4.0 -5.6 5.0 10.0 -8.1 -11.0 3.0 -12.6 -4.0 -8.0 -2.5 -0.4 3.2 -1.8 0.8 -1.2 

Brazil 0.9 -3.7 -2.8 1.3 -0.7 -1.6 -4.5 -14.0 -5.0 -1.1 5.0 5.4 -1.0 -12.5 -5.5 -0.8 -6.8 -3.5 2.2 -4.0 -2.4 

Chile 2.2 1.8 1.6 4.4 4.9 4.0 -6.1 1.3 1.4 0.7 -0.9 1.2 -7.0 -0.9 1.0 -0.8 -0.7 1.4 2.4 2.0 1.8 

Colombia 4.4 4.0 4.0 6.3 2.8 1.1 11.0 3.5 3.5 -6.7 -36.0 -10.0 8.0 -13.0 -9.0 1.6 0.7 2.2 8.0 4.0 2.0 

Mexico 2.0 3.3 3.3 2.5 1.8 -0.5 2.3 4.3 4.7 7.3 8.0 8.3 5.7 6.0 6.5 2.6 1.2 2.6 2.7 5.2 4.5 

Peru 4.1 3.0 3.0 6.4 7.0 5.0 -7.5 -1.0 2.0 -4.5 3.0 3.5 -5.6 1.3 1.0 na na na na na na 

Uruguay 4.2 1.4 1.3 2.5 2.1 2.1 -1.2 -4.0 -1.4 1.9 1.5 0.5 0.5 -1.9 -1.0 5.5 6.3 2.0 0.6 -0.2 0.7 

LatAm-7 1.6 0.1 0.1 2.5 1.2 -0.7 -1.9 -3.3 1.2 0.0 0.6 4.5 -0.7 -4.5 -1.8 0.1 -2.3 0.1 2.0 0.4 0.4 

Annual changes in %. na: Not available. Sources: National central banks, finance ministries, and Santander. 

 

Inflation Headline CPI (YoY) Core measure 

 2014* 2015E* Jan-16 Feb-16 Mar-16 2016* 2017* 2015E 2016F 2017F 

Argentina 23.9 15.4 28.9 32.0 35.0 30.0 20.0 24.0 29.2 18.8 

Brazil 6.4 10.0 10.2 9.9 9.0 7.0 6.0 8.6 6.5 6.0 

Chile 4.6 4.6 4.8 4.6 4.5 3.0 3.0 4.7 3.3 3.0 

Colombia 3.7 6.8 6.5 6.3 6.5 5.0 4.0 5.1 4.1 3.0 

Mexico 4.1 2.4 2.8 2.9 2.9 3.1 3.2 2.6 3.1 3.1 

Peru 3.2 3.5 3.7 3.9 3.5 3.0 3.0 3.5 3.0 3.0 

Uruguay 8.3 9.7 9.3 9.1 9.2 9.2 8.9 10.5 8.7 7.9 

LatAm-7 7.6 7.7 9.7 10.0 10.1 8.5 6.7 8.2 8.1 6.4 

*Year-end levels, YoY. Core measure as per national definitions. Santander estimates starting November 2014. Sources: National central banks, finance ministries, and 
Santander. 
 

Macro Miscellanea  ARS BRL CLP COP MXN PEN UYU 

Fiscal balance % of GDP 2014 -4.3 -6.2 -1.6 -2.4 -3.2 0.2 -3.4 

  2015F -7.0 -10.0 -2.6 -2.2 -3.2 -2.0 -3.3 

  2016F -4.5 -8.7 -2.8 -3.6 -3.0 -1.0 -3.3 

Public debt  % of GDP 2014 17.6 34.1 2.2 38.3 38.8 19.7 42.6 

(Net terms in ARS, BRL, CLP)  2015F 18.3 37.6 3.9 41.0 44.0 18.9 44.1 

  2016F 33.7 43.4 5.4 41.0 46.0 18.2 47.2 

Current account % of GDP 2014 -0.9 -4.4 -1.2 -6.6 -1.9 -5.5 -4.4 

  2015F -1.5 -3.4 -1.4 -6.7 -2.3 -4.5 -3.7 

  2016F -2.4 -2.4 -1.7 -7.0 -2.5 -4.0 -3.3 

Trade balance US$ bn 2014 6.7 -6.1 7.8 -4.6 -2.8 -3.9 -1.0 

  2015F 2.2 16.0 3.1 -13.0 -6.0 -2.6 -0.7 

  2016F 0.7 37.4 2.5 -11.0 -7.5 -2.0 -0.5 

External debt % of GDP 2014 24.4 16.0 56.4 32.0 19.3 31.2 42.0 

(Total public and private)  2015F 23.9 20.0 61.6 35.0 24.3 31.5 43.0 

  2016F 32.3 22.0 62.3 38.0 25.4 31.3 44.5 

Unemployment % of workforce 2014 6.9 4.8 6.4 9.1 4.8 6.0 6.6 

  2015F 5.8 7.0 6.3 9.2 4.4 6.5 7.6 

  2016F 7.5 8.9 7.0 10.0 4.3 6.3 8.1 

Source: Santander. 

 



MONETARY POLICY MONITOR 
 

 
 

Central bank reference interest rates. Levels in %, monthly changes in bps. NM: No meeting scheduled that month. Sources: Central banks and Santander. 

 Easing cycle: If inflation expectations stabilize in Brazil and start to converge to the center of the target into 
2016, something that we deem unlikely, the Central Bank may have room to cut rates in the second half of 
next year. However, given the lack of support from fiscal policy and the increases in regulated prices lasting 
longer than expected, many private analysts believe the CB may indeed hike rates early in 2016. We do not 
expect any central bank in LatAm to ease rates into 2016. 

 Neutral stance: After tightening in 1Q16, the Central Banks of Chile and Peru should stay on hold at 3.75% for 
the reminder of the year, in our view. We believe higher-than-expected FX pass-through and inflation 
expectations not converging to the target in each country should lean CBs toward extending the hiking 
cycle—although not aggressively due to the negative output gaps—before pausing.  

 Tightening cycle: We expect Chile and Peru to hike another 25 bps by 1Q16 and stay on hold, while weather 
phenomenon El Niño should continue to keep inflation elevated in Colombia as we enter 2016. Unanchored 
expectations and upward risks to prices in the short term should lead BanRep to hike another 50 bps during 
the first three months of 2016, in our view. Finally, we see Banxico hiking 100 bps next year (25 bps per 
quarter), although it is possible that it will try to detach from the U.S. policy rate cycle.  

FOREIGN EXCHANGE RATES  
 BRL MXN CLP COP ARS PEN UYU 

Dec-15 4.00 16.50 720 3,200 11.10 3.38 29.80 

Mar-16 4.03 16.80 730 3,400 14.81 3.42 30.99 

Jun-16 4.05 17.00 720 3,600 14.54 3.50 32.23 

Sep-16 4.08 16.76 700 3,500 14.27 3.55 33.52 

Dec-16 4.10 15.90 690 3,500 14.00 3.65 34.87 

Mar-17 4.13 16.18 700 3200 14.56 3.68 35.75 

Jun-17 4.15 16.26 690 3200 15.15 3.65 36.65 

Sep-17 4.17 16.35 685 3200 15.76 3.60 37.58 

End-of-period levels. Source: Bloomberg and Santander. 

 Risks to commodities in the short term should continue pressuring LatAm FX to the downside, particularly 
those linked to copper (CLP and PEN) and oil prices, in our view. Throughout 2015, many currencies in LatAm 
adjusted in real terms, in particular the BRL and COP, as they were historically the most overvalued.  

 We remain bearish on the BRL, although the adjustment that occurred in 2015 points toward a more stable 
currency in 2016. In Colombia, the peso should trade more range-bound in the medium term, although the lack 
of support from oil prices will pressure the COP in the short run, in our view. In Argentina, policy 
normalization could propel the ARS close to USD/ARS 15.0 in 1Q16, although we do not dismiss the 
possibility of additional pressure on the peso once the currency normalization process begins. 

 We like MXN on a relative basis against other LatAm currencies after a year of disappointment. Positive 
momentum in U.S. growth, coupled with the structural reforms in Mexico, will be peso supportive, in our view, 
as we see it trading at USD/MXN 15.9 by 4Q16, from USD/MXN 17.0 at end-2015. 

Periods ended in

Dec-15 Mar-16 Jun-16 Sep-16 Dec-16 Mar-17 Jun-17 Sep-17 Dec-17

BRAZIL 14.25 14.25 14.25 14.25 14.00 13.00 13.00 11.50 11.00 11.00

0 0 0 -25 -100 0 -150 -50 0

CHILE 3.25 3.50 3.50 3.75 3.75 3.75 3.75 3.75 3.75 3.75

25 0 25 0 0 0 0 0 0

COLOMBIA 5.50 5.75 6.25 6.25 6.25 6.25 6.25 6.25 6.25 6.25

25 50 0 0 0 0 0 0 0

MEXICO 3.00 3.25 3.50 3.75 4.00 4.25 4.50 4.75 5.00 5.00

25 25 25 25 25 25 25 25 0

PERU 3.75 3.50 3.75 3.75 3.75 3.75 3.50 3.50 3.50 3.50

 -25 25 0 0 0 -25 0 0 0

Current
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ARGENTINA   
A YEAR OF CHALLENGES AND OPPORTUNITIES 

 We think the inauguration of a government led by Mauricio Macri will 
mark a watershed in economic management after 12 years of 
Kirchnerism. 

 However, the incoming team will face a challenging task in tackling 
the numerous imbalances left over from CFK’s tenure: a significant 
FX misalignment, a growing fiscal deficit, stubbornly high inflation, 
and a stagnant economy. 

 Although there is still considerable uncertainty before the first 
measures are deployed, we remain optimistic about the medium 
term: macroeconomic normalization should spur investment 
expenditures after many years of isolation from global capital flows.  
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Restoring wages and consumption 

 
Consumption confidence index and inflation-adjusted wages 

annual growth. Sources: Universidad Di Tella, INDEC, and 

Santander. 

 

 

 

 

 

 

Taming inflation: A hard task ahead 

 
Annual inflation rate. Source: Santander. 

 

 

 

 

 

 

Upside risks: our view 

 Activity growth could rebound at a stronger-than-expected pace if the macro 

realignment is successful and credibility is swiftly rebuilt. 

 Renewed confidence could stimulate investment expenditures in the medium 

term. 

 A capital account reopening could lead to an ample capital inflow, which 

would help reduce the fallout of the FX adjustment. 

Downside risks: our view 

 Dismantling several restrictions could lead to increased volatility during 

1H16, with higher inflation and weak economic activity. 

 To implement policy modifications, the incoming administration will face a 

demanding task in reaching accords with other political forces.  

 The new government will have to perform a delicate balancing act in 

mitigating the effects of economic stabilization on the social mood. 

 

Macro / Political outlook and activity 

In a second-round vote on Sunday, November 22, Mauricio Macri was elected 

president with 51.4% of the votes, versus 48.6% for the official candidate and 

governor of the province of Buenos Aires, Daniel Scioli. President-elect Macri, who 

is well known as a moderate and pro-business politician, took office on December 10. 

He is the founder of the center-right party PRO, and was a member of the Lower 

House between 2005 and 2007 and mayor of the City of Buenos Aires between 2007 

and 2015. 

We think the election results imply big changes for economic policy. According to 

Macri’s first press conference, he intends to build a more predictable, pro-business, 

and globally integrated country. He also called for an independent Central Bank and 

the need to move toward a unified and free FX market. The composition of the new 

cabinet reflects Macri’s preference for technocratic, professional, and capable 

profiles. Most of the ministers have had stints in the private sector or have proven 

track records in their fields, which helps build credibility, in our view. Some of the 

most important names that have been confirmed are Alfonso Prat-Gay (Finance 

Minister), Rogelio Frigerio (Interior), Francisco Cabrera (Production), Juan Jose 

Aranguren (Energy and Mining), Federico Sturzenegger (Central Bank Governor), 

Alberto Abad (National Tax Agency), and Susana Malcorra (External Affairs). The 

cabinet chief will be Marcos Peña.  

One result of the election is a more fragmented legislature. The current official party 

(FPV) lost control of the Lower House but kept 112 seats (out of 257), below the 129 

necessary for quorum. The Cambiemos front (which includes the PRO, UCR, and CC 

parties) is the second largest group, with 91 seats. The UNA front (led by Sergio 

Massa) will also count, with 30 seats. In the Senate, the FPV and allies will have 43 

seats (out of 72), above the 37 necessary to reach quorum. In our view, the 

composition of both houses means that a new era of consensus should emerge, to pass 

strategic bills through the Congress. However, the executive branch might obtain 
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some flexibility through the use of decrees and the Economic Emergency Act. 

We think one of the first governability tests will be the composition of commissions 

in Congress. Some of the key commissions are those that address budget, political 

trials, and accords. The appointments of the Central Bank governor (who can be 

removed only with the agreement of the Senate) and the public prosecutor will be 

important political objectives, in our view. Thus far in 2015, and because of 

decreasing inflation (which declined to 25.2% p.a. in October, according to FIEL1), 

wages were able to regain some of the purchasing power lost the previous year, 

resulting in rising consumer confidence and mildly expanding consumption. We think 

an eventual macroeconomic realignment by the new government could have a 

negative impact on economic activity, mostly in 1H16. We estimate that, as a result, 

consumption expenditures would be affected, owing to growing uncertainty and, 

likely, falling real salaries. Depending on the success of the future economic plan, 

however, we think that incentives for investment could grow significantly, helping 

diminish the impact on labor. We thus expect that, beginning in 2H16, economic 

activity could start to rebound. We estimate that GDP will expand 2% in 2016, 

assuming a fairly successful macroeconomic realignment, although execution risk 

remains high. From 2017 onward, activity could continue expanding at a healthy clip, 

in our opinion propelled by investment and gradually recovering consumption. 

Nevertheless, the international backdrop (which is increasingly becoming less 

supportive) could hamper the country’s GDP expansion. Overall, we think Argentina 

could prove one of the rare bright spots among the emerging markets, due mostly to a 

catch-up process after many years of isolation. 

Inflation 

According to our estimates, local prices of tradable goods do not fully incorporate 

alternative exchange rates (they are valued at roughly one fourth of the spread 

between the official FX and the blue-chip-swap rate). As a result, a potential 

devaluation of the peso that surpasses that threshold (which is likely, according to 

market consensus) could result in price increases that feed into higher inflation. In 

addition, the decline in energy subsidies (to limit widening of the fiscal deficit) will 

add to inflationary pressures. Minimizing the pass-through of exchange rate 

depreciation to inflation is one of the main challenges for the new government, in our 

view. To accomplish this, we believe the new economic team will probably have to 

sizably hike policy interest rates to dampen potential capital outflows and provide 

enough of a return in local currency assets to incentivize a partial unwinding of 

Argentineans’ dollar-hoarding over the last few years—which could act as a stabilizer 

in the event of an official exchange rate realignment. 

Furthermore, we think that the new government will likely have a tough task in 

reaching accords with the labor unions, to avoid significant wage-hike demands and 

contain eventual social discontent. Based on Macri’s stint as mayor of Buenos Aires, 

most observers are confident in the government’s abilities to deal with the labor 

unions. In the case of private-sector workers, the task does not seem overwhelming, 

in our opinion, given that a cut in the income tax could offset the loss of purchasing 

power due to rising inflation. However, we think the public-sector unions could prove 

more difficult to deal with. In any case, depending on how and when the exchange 

rate realignment takes place (and of course, on its magnitude), we think inflation will 

likely increase in 1H16, reaching 30% by year-end, factoring in a realignment of ARS 

and relative prices. 

Monetary and fiscal policy 

We expect the fiscal deficit to reach 6.7% of GDP in 2015. Although this is not the 

biggest deficit in Argentine history, it occurs in the context of record tax pressure and 

high government spending. For 2016, we expect the new government to decrease 

fiscal disequilibrium by at least 2.0-2.5 p.p. of GDP, mainly through subsidy cuts; we 

note that subsidies constitute almost 6 p.p. of GDP. However, we do not expect 

subsidy cuts across the board. Given highly regressive distribution, we expect cuts to 

subsidies in the high-income brackets (which receive 30% of total subsidies). Other 

fiscal challenges would come through the significant tax pressure affecting the 

economy, in our view. We expect some changes in income and export taxes, but, 

given the scale of the fiscal imbalance, we expect some compensation through a rise 

in other less distortive duties.  

 

Receding inflation expectations 

 
Twelve-month inflation expectations. Sources: Universidad Di 

Tella and Santander. 

 

 

 

 

 

 

 

Mounting fiscal deficit 

 
Fiscal surplus as percentage of GDP. Sources: Ministry of 

Economy, INDEC, and Santander. 

 

 

 

 

Money supply growth is accelerating 

 
M0 aggregate annual growth. Sources: Central Bank and 

Santander. 

 

 

 

 

                                                 
1
 In Argentina, there is a major controversy concerning inflation figures, as official statistics are consistently below private inflation estimates. 
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The amount of the country’s financing needs (in ARS and USD) for the next year 

could be significant, we think. On the peso side, our calculations suggest that next 

year the government would need to raise approximately 4.5 p.p. of GDP from both 

local and international markets. We assume that 25% of the total would be financed 

through the international markets in the event of a successful negotiation with holdout 

creditors. On the USD side, the next administration will have to deal with three main 

issues: holdouts, interest payments, and import debt. If these issues are solved by a 

rise in indebtedness, the country will need to issue around US$29 billion in debt, an 

amount that could increase supply risk if bond issuance is not managed properly. The 

monetary front will also prove to be challenging, in our view, as the significant fiscal 

deficit would probably put some pressure on the monetary front. Given that we expect 

a decline in the fiscal deficit of 2.0–2.5 p.p. of GDP, a portion of next year’s fiscal 

deficit (which we estimate at 4.5% of GDP) would be financed, at least partially, by 

Central Bank assistance and ARS debt issuance. However, the Central Bank’s 

massive USD short position in the futures market is a concern. Our estimates suggest 

that the monetary authority has sold futures for approximately USD15.0 billion 

maturing in 1H16 at an average fixing rate below ARS/USD 11. In this context, we 

expect interest rates to rise, to avoid a sharp drop in money demand. 

FX outlook 

The strategy of capping the FX rate as a way to anchor inflation during the last two 

years (with local prices increasing at a much faster pace than those of the main 

trading partners) has led to an ongoing loss of competitiveness. As a result, the real 

exchange rate against the USD recently reached the same level as in December 2001, 

when there was a widespread consensus of FX misalignment. We estimate that the 

real exchange rate against the USD is 31% overvalued compared to equilibrium 

levels. In addition, since June 2014, the price of oilseeds & derivatives declined 36%, 

on average. The somewhat close link between commodity prices and the (inverse) 

REER has been broken since then, adding further pressure to nominal exchange rate 

depreciation. Engineering an exchange rate realignment will be one of the most 

pressing tasks for the new government, in our view. Uncertainty about the timing, the 

strategy, and the magnitude of such a move runs high. However, the narrow stock of 

net liquid reserves in the Central Bank suggests that time is limited. Gross reserves 

amount to US$25.8 billion—among them, the following U.S. dollar-denominated 

liabilities: PBoC swap (approximately US$11 billion), U.S. dollar deposits (US$8.9 

billion), unpaid bond coupons (US$2.6 billion), and other.  

Most observers agree that to boost the probability of successful devaluation, certain 

conditions should be met. First, the government needs to develop a comprehensive 

plan to reduce the ballooning fiscal deficit, scale back monetary financing of the 

deficit, and gradually reduce inflation to sustainable levels. Overhauls of the public 

statistics system and the regulatory frameworks for many sectors are also needed. We 

believe all of these steps could help strengthen the credibility of the new government.  

Second, the incoming economic team needs to secure a certain amount of capital 

inflow to cushion a weakening in the FX. This could come from various sources. We 

estimate that farmers have hoarded the equivalent of US$7 billion of grain that, given 

the right incentives (a weaker peso and lower taxes on exports for some products), 

could be rapidly marketed. In addition, a significant interest rate rise could trigger 

some capital inflow from the stocks of currency Argentines hold outside the local 

financial system. We calculate that this inflow could reach US$8 billion within a year 

of peso depreciation. Multilateral financial organizations (IBRD, IDB) could step up 

their exposures to the country. Finally, if the new government negotiates on good-

faith terms with holdout creditors (something that some market observers take as a 

given), financial loans and debt issuance could add more income.  

Finally, social risks resulting from FX realignment should not be played down. In the 

absence of tighter monetary and fiscal policies, the pass-through could reach 60% of 

the FX jump after a year. The pass-through after the 2014 exchange-rate weakening 

surpassed 90%. Contrary to what happened after the 2002 devaluation (inflation 

peaked at 38%), when the slack capacity was very wide (unemployment surpassing 

21%), unemployment today (according to official 3Q15 figures) is 5.9%, and inflation 

is 25.2% p.a.  

 

The FX cushion vanished completely 

 
Real effective exchange rate index (base Dec 2001 = 1). 

Sources: INDEC, Bloomberg, and Santander. 

 
 
 
 
 

 

Need for a realignment 

 

 
Index of commodity prices of main raw material exports and 

inverted REER (base Jan 2003 = 100). Sources: INDEC, 

Bloomberg, and Santander. 
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ARGENTINA 
 GDP % 2011 2012 2013 2014 2015F 2016F 2017F 

National Accounts & Activity Indicators         

Real GDP (% YoY)  8.4 0.8 2.9 0.5 0.5 2 5 

Private Consumption (% YoY) 73.9 10.2 4.3 4.3 -0.5 0.5 -2 1 

Public Consumption (% YoY) 10.9 8.8 5.9 4.2 2.8 1 -4 0 

Investment (% YoY) 20.9 19.4 -7 3.1 -5.6 5 10 22 

Exports (% YoY Local Currency)  17 5.6 -5.6 -4 -8.1 -11 3 6 

Imports (% YoY Local Currency) 21.5 22.6 -6.1 3.6 -12.6 -4 -8 5 

GDP (US$ bn)  559.8 607.8 602.9 540.5 580.9 454.7 520.4 

GDP Per Capita (US$)  13762 14726 14396 12720 13473 10393 11723 

Industrial Production (% YoY) (EMI)  6.5 -1.2 -0.2 -2.5 -0.4 3.2 5.9 

Output gap (% of potential GDP)  0.9 0.2 2 -1.8 -1.5 -0.2 0 

Monetary and Exchange Rate Indicators         

CPI Inflation (Dec Cumulative)  9.1 10 10.5 23.9 15.4 30 20 

CPI core Inflation (Dec Cumulative)  9.4 10 10 24.1 15 29.2 18 

US$ Exchange Rate (Average)  4.1 4.6 5.5 8.1 9.4 14.5 15.2 

Real effective exchange rate (% YoY, year-end)  -10.8 -8.4 7.5 -8.8 -21.2 10.9 -6.8 

30 day, BADLAR private banks (year end)  17.2 15.4 21.6 20.4 24 31 19 

30 day, BADLAR private banks (average)  13.3 13.9 17 22.6 21 40 25 

Monetary Aggregate M3-end of period (% YoY)  30.9 37.5 26 24.5 40 31 28 

Private sector credit (% of GDP)  10.4 11.8 12.7 12.5 15.6 17.2 20.4 

Fiscal Policy Indicators         

Fiscal Balance, % of GDP   -1.8 -2.3 -2.9 -4.3 -7 -4.5 -2.5 

Primary Balance, % of GDP   -0.2 -0.5 -1.7 -2.7 -4.7 -3.0 -1.7 

Primary expenditures, % of GDP  19.1 19.5 23.3 25.8 28.7 27.1 26 

Public sector debt amortizations (> 1yr, % of GDP)         

Balance of Payments         

Trade Balance  10 12.7 8 6.7 2.2 0.7 -2.6 

   Merchandise Exports fob (US$ bn)  83.9 81.2 81.7 71.9 61.1 64.1 73.9 

   Merchandise Imports cif (US$ bn)  -73.9 -68.5 -73.7 -65.2 -58.9 -63.4 -76.5 

Current Account, % of GDP  -0.3 0 -0.7 -0.9 -1.5 -2.4 -2.9 

Gross Foreign Direct Investment (US$ bn)  9.3 13.9 8.9 4 3.8 9.8 15 

Debt Profile         

Central Bank International Reserves (US$ bn)  46.4 43.3 30.1 31.4 25 42 48 

Total Public Debt (gross, % of GDP)  40.8% 43.6% 47.0% 40.8% 40.8% 62.4% 57.0% 

Total Public Debt (net of public sector holdings, % of GDP)  19.2% 18.2% 44.3% 17.6% 18.3% 33.7% 32.0% 

   Of which: Foreign-currency denominated (% of GDP)  18.4 19.2 18.3 13 18.4 24 22.4 

Total External Debt (US$ bn)  125.597 128.130 674.392 131.728 138.813 147.063 153.163 

   Of which: Private sector external debt (% of GDP)  11.2 11.1 11.0 11.9 11.5 14.7 13.2 

Labor Markets         

Nominal Salary Index (% chg, Dec cumulative)  29.5 24.5 25.9 35.3 30 26 22 

Unemployment Rate (year-end, % of EAP)  6.7 6.9 6.4 6.9 5.8 7.5 7.1 

Total Employment in the formal sector (% chg, Dec cumulative)  5 1.9 1.4 0 -0.2 2 3.5 

Sources: Economy Ministry, Central Bank, and Santander estimates. 
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BRAZIL   
YET ANOTHER ANNUS HORRIBILIS? 

 We think 2016 is likely to be another year of GDP contraction and 
high inflation in Brazil. Fiscal accounts will remain the main source 
of concern, in our view. Official targets for inflation and the primary 
surplus will probably be missed again. 

 Government will have little room for either fiscal or monetary 
stimulus, in our view. Debt dynamics will require the continuation of 
austerity policies, in our opinion, and stubbornly high inflation may 
force the Central Bank to resume tightening soon. 

 The external sector should be the main relative strength, in our view: 
the current account deficit is likely to narrow significantly, and the 
country will probably keep attracting sizable capital flows. We think 
this may prevent further action from credit rating agencies beyond 
what markets are already pricing in. 

  

Luciano Sobral* 

(5511) 3533-3753 

  

 

 

 

 

 

 

 

 

 

Gross public sector debt and primary 
balance (GDP %) 

 
Sources: Brazil Central Bank and Santander estimates. 

 

 

 

 

 

 

GDP changes (quarterly, YoY) 

 
Sources: IBGE and Santander estimates. 

 

 

 

 

 

 

Upside risks: our view 

 A strong external sector may anchor the exchange rate, and some recovery 

may be seen in industries that benefit from a relatively undervalued BRL. 

 Brazilian assets look relatively cheap from the point of view of foreign 

investors. FDI may provide a welcome boost in investments. 

 The combination of a hawkish Central Bank and weak activity may 

eventually reduce inflation expectations. Electricity prices may help in this 

direction, if the rainy season remains as strong as it was in November, its 

first month. 

Downside risks: our view 

 Business and consumer confidence are still at rock bottom, and the political 

environment still looks fragile and hard to predict. 

 Despite good fundamentals on external accounts, fragile confidence may still 

lead the exchange rate to overshoot, with negative consequences to growth 

and inflation. 

 Fiscal accounts remain a focus of concern, as it seems unlikely that any 

structural reforms or new taxes will be passed by Congress. The market has 

still to be convinced that debt/GDP dynamics are sustainable over the 

medium to long term. 

Farewell, 2015: a happy new year would be asking too much 

Ricardo Freire, a popular travel writer, used to say that the only deity in which every 

Brazilian believes is the New Year. Every December 31 millions of Brazilians, dressed in 

white, hit the country’s many beaches to, by midnight, jump seven waves and make 

wishes, believing that the coming year will be better. This time many of our compatriots 

will probably be asking for a stronger economy in 2016. In relative terms, they may get 

what they wish for, but next year is unlikely to mark the beginning of a strong recovery, in 

our view: the legacy of the annus horribilis 2015 will remain a burden to be carried for a 

long time. 

Brazil spent most of 2015 dealing with twin crises—economic and political—and their 

feedback loops and contagion. Neither one has been solved, and both will continue to 

dominate markets and policy discussions during 2016. On the economic side, we think the 

main point of concern will be the government accounts. With the country likely to stay in 

“stagflation mode” for most of 2016, we believe two of the main drivers of the debt/GDP 

dynamics will remain under intense pressure: tax revenue will probably keep 

disappointing, in our view, and interest rates (and debt service) should remain high (and 

probably rising—see more on monetary policy on the next page). This would require a 

strong (around 3% of GDP) primary surplus to lead the debt trajectory to a flat path, 

which we think is extremely difficult to reach given macroeconomic conditions and the 

weak support for any spending cut/raising revenue measures that depend on the Congress. 

We forecast a primary deficit of 1% of GDP (the government, therefore, will miss 

significantly the 0.7% of GDP surplus target), lifting the gross debt/GDP ratio to 74.5%. 
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We believe most of this deterioration in fiscal accounts is already priced in, so this 

weakening in fiscal indicators should not trigger disruption. Although most economists in 

Brazil agree that the short-term debt trajectory is quite negative, there is also a consensus 

that something—namely, social security reforms, a revision in the correction mechanisms 

of the minimum wage, some tax increase, or eliminating fraud and distortions in social 

programs—will be done as soon as the political crises stabilize2. In any case, economists 

expect little more than the bare minimum for 2016, and to most observers, risks are on the 

downside. The Finance Ministry has exhausted most of its discretionary options, in our 

view, and, as we noted previously, significant new measures depend on willingness and 

on political skills we see neither in the executive nor in the Congress. 

Economic activity will probably remain quite weak, in our opinion. We expect real GDP 

to shrink by 2%, with the ongoing recession lasting until 1Q17—that would mean 11 

consecutive quarters of contraction (in YoY terms). We think CDS spreads seem to be the 

most reliable leading indicator for confidence (which, in turn, leads investment), and risk 

perception is likely to remain negative given the poor fiscal environment we described in 

the previous paragraph. We see some green shoots in net exports (see below) and in some 

sectors benefited by import substitution, but not enough to support a positive headline. Job 

markets should reflect such weakness: we expect the unemployment rate (seasonally 

adjusted) to peak (by 4Q16) at 10.2%, the highest since 20073. New Year wishes for a 

better job are likely to end in disappointment, in our view. 

Inflation: becoming chronic 

The combination of a strong devaluation of the BRL (although pass-through proved to be 

much lower than in the recent past), with a substantial (almost 60%) adjustment in 

electricity prices and a smaller, though significant, rise in fuel prices led to double-digit 

inflation in 2015. The non-recurrence of those supply shocks will contribute to a slower 

price acceleration in 2016 (7%), in our view, but the good news stops there. Inflation in 

services is likely to remain stubbornly high (despite the widening output gap), and fuel 

prices may continue to rise even if oil prices remain stable. Furthermore, the high 2015 

inflation should translate into stronger inertia, and there are no indications that the 

government is planning to change the minimum wage indexation rule. 

Inflation expectations for 2016 have been steadily rising since early September, and the 

median of the Central Bank survey is currently above the inflation target ceiling. Until 

very recently, we thought that this would not trigger a resumption in the tightening cycle, 

since growth expectations have also been deteriorating (even faster), and this would likely 

be considered in the CB’s reaction function. However, CB communication became 

increasingly hawkish in 4Q15 (perhaps lending some weight to the concrete risk of 

missing the target ceiling for the second year in a row), culminating in a split vote (six in 

favor of holding, two in favor of hiking 50 bps) in the last rate decision, on November 25. 

In our view, this means that the monetary policy committee may be closer to resuming 

tightening than to loosening, and we may have to change our call (Selic rate flat at 14.25% 

until August 2016, then falling until 13% by year-end) soon.  

Higher-than-expected average 2016 rates mean that it will be even more difficult to 

deliver any sizable fiscal adjustment, and we think that probably the economy will not 

escape the burden of a restrictive monetary policy, let alone being helped by cheaper 

credit. This lack of room for action in both fiscal and monetary policy is an important 

downside risk for our growth forecast, which was relying on lower rates in 4Q16. 

Green shoots, anyone? 

Export companies and those that can provide substitutes for imports may be more likely to 

get their New Year wishes, reaping the benefits of a weaker BRL. Among those sectors, 

we highlight, on the export side, pulp & paper, foodstuff, shoes, and metallurgy. On the 

import substitution side, we see some gradual (far from impressive) improvement in 

capital goods, basic chemicals, rubber, and plastics4. Although the weight in GDP of such 

industries is too small to trigger a broader recovery, the combination of rising exports 

(+3.6%, according to our forecasts) and falling imports (-10.2%) should produce a 

2016 inflation and GDP change 
expectations 

 
Source: Brazil Central Bank. 

 

 

 

 

Manufactured exports – cumulative 
growth, 3-mo moving average of 
seasonally adjusted quantum 

 
Source: Funcex. 

 

 

 

Brazil real effective exchange rate, 
Index (Jun ’94 = 100) 

 
Source: Brazil Central Bank. 

                                                 
2 For our more detailed takes on fiscal accounts, see our series of three reports on Brazilian fiscal policy titled The Fiscal Maze (8/6/15, 8/13/15, and 

10/29/15) and our series of four reports on Brazilian public debt titled The Walking Dead? (11/25/15, 12/2/15, 12/4/15, and 12/8/15). 
3 Please note that a methodological change will occur soon: IBGE (the Brazilian statistics bureau) has said it is about change its method of gauging 

unemployment, moving from a survey of the main metro areas to a countrywide continuous household survey. Our current forecasts are based on the 

old methodology, and there will be some discontinuity when we switch to the new one in early 2016. 
4 For more details, please refer to our forthcoming thematic report on Brazilian industry (already available in Portuguese). 
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substantial trade surplus (US$37.4 billion), contributing to a comfortable position in the 

balance of payments, in our view. The current account deficit should narrow to 2.4% in 

2016 (US$37.3 billion), according to our forecasts, and international reserves should 

remain stable or even marginally rise—especially if M&A activity remains as strong as 

we have been seeing over the past few months. 

The external sector will remain the main relative strength of the Brazilian economy, in our 

opinion. We think this may help provide an anchor for the exchange rate, as long as 

inflation remains relatively under control. At current levels, the BRL is, if not cheap, no 

longer as highly overvalued, and we believe this, combined with high real interest rates in 

a world still hungry for yield, is likely to keep attracting capital flows to the country.  

Looking ahead 

At this time last year we foresaw a difficult year ahead: several key macro variables and 

controlled prices were due for important adjustments that were likely to be recessive, but a 

cyclical recovery seemed likely to follow in 2016. The necessary adjustments proved to be 

much more severe than we anticipated (even discounting the effects of the political crisis), 

and the recovery was progressively postponed, suggesting Brazil was facing more than a 

garden-variety recession. We now anticipate that 2016 will be a year of relative and weak 

stabilization—a slow return to normalcy for a country that went too fast from hope to 

despondency. Happy 2017, maybe? 

 



BRAZIL 
 GDP % 2011 2012 2013 2014 2015F 2016F 2017F 

National Accounts & Activity Indicators         

Real GDP (% YoY)  3.9 1.8 2.7 0.1 -3.8 -2.0 2.0 

Supply: Agriculture (%YoY) 5.2 5.6 -2.5 7.9 0.4 2.1 1.8 3.0 

   Industry (% YoY) 21.8 4.1 0.1 1.8 -1.2 -6.8 -3.5 1.8 

   Services (% YoY) 58.9 3.4 2.4 2.5 0.7 -2.4 -1.7 2.0 

Demand: Private Consumption (YoY%) 62.8 4.8 3.9 2.9 0.9 -3.7 -2.8 1.9 

   Public Consumption (YoY%) 20.8 2.2 3.2 2.2 1.3 -0.7 -1.6 1.1 

   Investment (YoY%) 16.5 6.6 -0.6 6.1 -4.4 -14.0 -5.0 2.4 

   Exports (YoY%) 11.3 4.8 0.5 2.1 -1.1 5.0 5.4 3.3 

   (-) Imports (YoY%) -11.4 9.4 0.7 7.6 -1 -12.5 -5.5 1.7 

GDP (USD bn)  2475 2247 2246 2175 1770 1559 1637 

GDP Per Capita (US$)  12,551.2 11,303.7 11,208.1 10,779.3 8,709.9 7,618.9 7,953.8 

Industrial Production (IBGE) (YoY%)  0.4 -3.3 2.3 -3.2 -8.0 -4.5 1.0 

Monetary and Exchange Rate Indicators         

IPCA-IBGE Inflation (Dec Cumulative) (%)  6.5 5.8 5.9 6.4 10.7 7.0 6.0 

IGP-M Inflation (Dec Cumulative) (%)  5.1 7.8 5.5 3.7 11.0 7.5 6.0 

Real effective exchange rate ((D% YoY, year-end)  12.6 9 14.6 13.4 50.6 2.5 2.4 

US$ Exchange Rate (Avg)  1.7 2 2.2 2.4 3.6 4.1 4.2 

Relevant Interest Rate (Overnight – SELIC) (Avg)  11.7 8.5 8.2 10.9 13.3 13.9 11.7 

Monetary Base (D% YoY)  3.6 8.9 6.9 9 6.9 5.0 8.0 

Stock of Credit To Nonfinancial Private Sector (% of 

GDP) 
 49.1 53.8 56.5 58.9 55.1 53.6 53.6 

Fiscal Policy Indicators         

Public Sector Fiscal Balance (harmonized) (% of GDP)  2.6 2.5 3.3 6.7 10 8.7 7.6 

Primary Balance (% of GDP)  -3.1 -2.4 -1.9 0.6 -1.1 -1.0 0.0 

Primary expenditures (% of GDP)  17.5 18.3 18.9 19 19 19 19 

Public sector debt amortizations (> 1yr, % of GDP)  40.8 42.9 43.3 41.8 40 40 40 

Balance of Payments         

Trade Balance (US$ bn)  29.8 19.4 2.6 -3.9 16.0 37.4 41.3 

   Merchandise Exports (US$ bn)  256 242.6 242.2 225.1 190.0 199.1 215.1 

   Merchandise Imports (US$ bn)  226.2 223.2 239.6 229 174.0 161.8 173.8 

Current Account (US$ bn)  -52.5 -54.2 -81.1 -90.7 -59.8 -37.3 -38.1 

Foreign Direct Investment (US$ bn)  66.7 65.3 64 62.5 65.0 50.0 53.6 

Debt Profile         

International Reserves (US$ bn)  352 378.6 362.4 374.1 370.0 345.1 345.1 

Total Public Debt (gross, % of GDP)  54.2 58.8 56.7 63.5 67.7 74.5 76.8 

Total Public Debt (net of public sector holdings, % of 

GDP) 
 36.4 35.3 33.6 36.7 37.6 43.4 42.2 

   Of which: Foreign-currency denominated (% of GDP)  -12.8 -13.7 -10.2 -10.3 -10.5 -10.5 -10.5 

Total External Debt (US$ bn)  298.2 312.9 316.5 308.5 312 316 316 

   Of which: Private sector external debt (% of GDP)  10.4 12.5 12 12 15.2 15.6 16 

Labor Markets         

Nominal wage adjustments (∆% YoY)  11.7 12.4 8.9 9.1 6.8 4.5 7.0 

Unemployment Rate Avg. (% of EAP) – IBGE  6 5.5 5.4 4.8 7.0 8.9 8.5 

Employment (∆% YoY)  2.1 2.2 0.7 -0.1 -1.4 -1.1 1.4 

Sources: IBGE, MDIC, FIPE, FGV, Central Bank, SEADE, and Santander. 
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CHILE  
THICK CUSHIONS FOR GREAT CHALLENGES 

 We expect GDP growth to remain below potential: 2.0% in 2016, 
unchanged from 2015, on low copper prices and weak confidence.  

 Inflation should fall, but gradually, in our view, obliging the BCCh to 
adjust monetary policy to a more neutral stance; FX conditions 
should continue being a key driver for CPI dynamics.  

 Fiscal policy should remain expansionary, in our opinion, with a 
budget deficit at 3% of GDP; if copper falls further, the government 
may tap the sovereign wealth fund to adjust gradually and avoid 
abrupt spending cuts. 

  

Juan Pablo Cabrera* 

(562) 2320-3778 

 

David Chernin* 

(562) 2320-3421 

 

 

 
 
 
 

 

IMACEC growth 

Sources: BCCh and Santander.  

 

 

 

Synthetic gross investment indicator  

 

YoY changes, 3-month moving averages. Based on 
construction-related indicators and imports of capital goods. 
Sources: CChC, BCCh, and Santander.  

 

 

 

Upside risks: our view 

 Finance Minister Valdés’s efforts to contain public spending during the 

implementation of the ongoing social reform agenda imply that Chile’s 

historically prudent economic policy approach will remain in effect.  

 Inflation has room to fall, but only if FX conditions stabilize and nominal 

salaries decelerate as a result of a less tight labor market. 

 Withdrawals from the sovereign wealth fund to cover part of the fiscal 

deficit are possible if copper prices continue to fall. 

Downside risks: our view 

 Unemployment has remained surprisingly low during the ongoing 

slowdown, which means that the room for an upward adjustment is 

potentially large. 

 Falling copper prices may exert additional pressure on export receipts, with 

the current account deficit potentially widening to more than 2% of GDP. 

 Moreover, mining sector output may suffer significantly if copper prices 

remain low, as low-productivity fields are forced to cut part of their 

operations. 

Activity: Another year of subpar GDP growth  

Santander’s official projection for 2016 GDP growth is now 2.0% vs. the previous 2.4%, 

unchanged vs. our 2015 estimate. Next year, we expect GDP dynamics to be similar to 

2015’s, with small differences. Private consumption should be marginally softer, as we 

expect the labor market to deteriorate somewhat, while public consumption and 

investment should also grow more slowly, given the restrictions imposed by the 2016 

budget. Private investment in the non-mining sector should stop contracting, in our view, 

due to more stable (albeit weak) business confidence, while net exports should do 

somewhat better, after a negative year for Chile’s main trading partners.  

On the private consumption side, we project 1.6% growth in 2016 (slightly below 2015’s 

1.8%), reflecting relatively low levels of consumer confidence and some deterioration in 

the labor market. The Chilean consumer has remained particularly resilient in terms of 

nondurable goods, with retail sales growing by almost 4% YoY in 2015, reflecting still 

vigorous payrolls and real salaries. In contrast, sales of durables, such as cars and 

household appliances, are flat vs. year-ago levels, confirming our belief that consumer 

uncertainty is more related to the future of the economy than to current incomes. Our call 

for 2016 is fairly similar, with nondurable goods slowing down a bit, and durables 

showing some signs of a rebound in the second half of the year. We estimate 2016 retail 

sales growth at +1.8%, vs. +2.1% in 2015. 

Despite the slowdown of the economy since mid-2013, unemployment has held relatively 

steady, hovering around 6.5% as of late. A lower participation rate and a vigorous public 

sector payroll played a role, but private sector jobs have gained momentum in recent 

months, especially in construction, hotels & restaurants, and transport. Nonetheless, we do 

expect some deterioration in the labor market in 2016, as the pace of job creation 

generated by GDP growth of only 2% would be insufficient to offset the increase in the 

labor force. Santander’s official estimate for average 2016 unemployment is 7.0%, inside 

a fluctuation range between the current 6.3% and 7.5%.  

 
 



Investment growth, in turn, is expected to stay low, roughly unchanged vs. 2015 (1.4% vs. 

1.3% , according to our forecasts). We expect construction to improve in 2016, as the new 

VAT on new home sales has triggered several projects that should keep activity relatively 

strong next year. We expect government and mining-related investment projects to slow 

next year, with private, non-mining investment improving somewhat after a negative 

2015. We assume an average 2016 copper price of US$2.25/lb, which means average 

production margins for the mining industry similar to those prevailing in 2002-03, before 

the onset of the boom in commodity prices. Therefore, the pipeline of investment projects 

in this sector should remain weak, in our view. 

Inflation: Tight labor market and sliding CLP hamper fast convergence 

Inflation will continue to create difficulties for the BCCh in 2016, in our view. First, 

the tax reform will exert more upside pressures, with the hike in the stamp tax on 

loans adding around 50 bps to CPI in January. Second, we think FX conditions should 

keep tradables inflation relatively high, reflecting a pass-through of roughly 15% in 

this category. Third, inertia in core services (due to indexation in health and education 

items, and to still elevated wage inflation, which firms in turn pass on to consumers) 

will not help much to reduce CPI readings in upcoming months, in our opinion.  

The behavior of the labor market is key for our call on inflation. Our sense here is that 

despite low growth, disinflation is unlikely to occur until unemployment jumps and 

nominal salaries start to grow in-line with, or slightly below, expected inflation. 

Joblessness has remained unexpectedly low, in our view, during the current 

slowdown of the economy, with a rising elasticity of employment to GDP that 

suggests that average productivity is slowing or decreasing. 

Monetary policy: One foot on ice, one foot on fire 

In 2016, we believe the BCCh will continue to face the same awkward conditions 

observed in 2014-15: elevated, above-target inflation coexisting with a negative 

outlook for economic activity. Thus, our base case scenario is one in which the BCCh 

will adopt an intermediate position, hiking interest rates, but as little as possible and 

in a gradual way.  

On the one hand, the Central Bank needs to keep inflation expectations well 

anchored, and this may be increasingly difficult with headline CPI above target for so 

long (YoY inflation has averaged 4.5% since March 2014), so we think the bias 

toward hiking rates should prevail in upcoming months.  

On the other hand, falling copper prices, doubts about main trading partner China, 

and low business confidence are threats for medium-term growth, with the 

government, analysts, and public opinion in general more concerned about activity in 

upcoming years than about elevated inflation. This seems to be a good reason, in our 

view, to expect a more dovish BCCh than in recent decades, avoiding aggressive, 

ahead-of-the-curve positions that might hurt growth further.    

Until early this year, the BCCh considered that low growth conditions would 

eventually push inflation down, in the context of a widening output gap. However, in 

recent months the monetary authority changed its approach, now acknowledging that 

the output gap is small and that the main culprit behind high inflation is CLP 

depreciation. In this context, FX conditions will be key for rate decisions in 2016, in 

our view, as another big sell-off in the currency, even one triggered by external 

factors, would exert new inflationary pressures from an already high starting point. 

As a result, we expect the BCCh to set interest rates in a way that the CLP remains 

relatively stable or at least minimizes depreciating pressures.  

Santander forecasts the policy rate at 3.75% by end-2016, with upside risks, due 

mainly to external factors affecting the exchange rate, and therefore, inflation levels.  

FX outlook: CLP cycle to coincide with copper’s 

Regarding BCCh, we believe that the risks of sporadic market intervention increase 

significantly with FX above 735/740, based on previous episodes (back in 2001-02). 

Verbal intervention and/or direct rates management may also help stabilize the market 

if tensions mount. Withdrawals from the sovereign wealth fund to cover the fiscal 

deficit in 2016 could also be possible during the year, in our view. 

 

 
 
 
 
 

CPI inflation per component (YoY) 

Sources: INE and Santander.  

 
 
 

BCCh policy rate: nominal & real 

 

Real rate refers to nominal rate minus 12-month expectation 
as per BCCh survey. 2016 values are projected. Sources: 
BCCh and Santander.  
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The CLP outlook for upcoming months appears highly dependent on external factors, 

mostly copper, especially if the ongoing downtrend continues to accelerate. Over the 

past nine months, the elasticity of the USD/CLP rate to copper prices has been high at 

0.6x, so another 10% decline in copper to, say, US$1.80/lb, may potentially send the 

USD to around 760-780, while the market consensus for end-2016, still at 

US$2.50/lb, would be consistent with a return to the 660 zone, all else held equal. So 

the range of CLP fluctuation, in our view, is potentially very wide in upcoming 

quarters. The impact of Fed decisions on EM FX and the reaction of BCCh to 

changes in inflation expectations will probably affect the intensity of the CLP 

relationship with copper, but not the USD/CLP direction, in our opinion. 

Politics, copper prices, and BoP dynamics 

On the political front, Finance Minister Rodrigo Valdés continues to introduce moderation 

into the government’s plans in education, labor reform, and public health (among other 

areas), recognizing the fiscal restrictions imposed by low GDP growth and falling copper 

prices. This new approach seems to have stopped the steady decline in business 

confidence observed until 2Q15, although it may not be enough to unleash a significant 

turnaround in upcoming quarters, in our view. In this regard, recent approval ratings for 

the Bachelet administration have bottomed, with support climbing from 24% to 29% in 

the last three months. In 2016, municipal elections are scheduled to take place in October, 

which will set the tone of political trends one year before the 2017 presidential vote. 

Although their outcome should not imply substantial changes in the conduct of economic 

policy, in our opinion, these elections will be key to assessing whether the next 

administration will maintain or extend the current social reform agenda or resume the 

traditional pro-market stance prevailing until 2014.  

We see copper prices as the key risk for Chile in 2016. Whether copper rebounds due to 

announcements on production and investment cuts around the globe, or continues to fall, 

reflecting a struggling China and soft global demand, will be key for Chile’s macro. The 

local economy relies on solid fiscal fundamentals to deal with large external shocks, but 

the depth of the down-cycle in metals is decisive, in our opinion, to assess how much 

longer the adjustment period for Chile will last. In terms of fiscal dynamics, our exercise 

estimating the impact on Chile’s net sovereign debt indicates that if copper prices stabilize 

at US$2.00/lb until 2020 (with real GDP growth also constant at 2% per year), the net 

public debt would jump from the current 4% of GDP to around 15-17%, roughly the same 

level existing before the beginning of the copper boom. This would not be high for an EM 

economy, but could imply a cost in terms of the credit rating (currently A-), and we think 

it could generate increasing political tensions, given the current administration’s plans to 

improve income distribution through an aggressive (and expensive) social reform agenda 

(including education, health, and labor markets, among others).  

Current account balance dynamics may also be a risk in 2016, in our view, if copper prices 

remain depressed. The average copper price in the last four quarters to 3Q15 was 

US$2.69/lb, with mining exports reaching US$36 billion. As a result, if the US$2.18/lb 

average price of November 2015 persists until September 2016, the loss in mining exports 

would reach almost US$7 billion, or 3% of GDP. As we think that prices of energy 

imports and of imports of capital goods are unlikely to plunge again, as they did in the 

recent past, the likelihood of the current account deficit widening to 3% of GDP next year 

is high at current copper price levels. We expect the CAD for 2015 to close at around  

-1.4% of GDP.   

Non-mining exports are also key for the growth and BoP outlook next year, in our view. 

The depreciation of the CLP is seen by authorities as a crucial element for the economy to 

adjust to a new, more adverse international environment, helping to move resources out of 

the mining sector and services activities, to other industries in the tradables sector, such as 

agriculture and primary-based manufacturing (wood, fish, pulp, and wine, among others). 

However, more than 50% of non-mining exports go to neighboring LatAm countries, 

Europe, and China, markets that are also experiencing weak domestic demand, 

depreciating currencies or both. In the six months to November, non-mining exports fell 

14% YoY, mainly due to plunging manufacturing products (-16%), with agricultural 

exports holding on reasonably well (+7%). In this context, we believe that the exchange 

rate hovering around 700 is not enough per se to spark growth in the export sector, at least 

as long as the region continues to present low growth. 

 USD/CLP rate vs. copper prices 

 
Since March 1, 2015. Copper price in US$ cents per pound. 
Sources: Bloomberg and Santander.  

 
 
 
 

Mining exports minus energy imports 

 
In US$ million, last 12 months. Sources: BCCh and 
Santander.  

 
 
 
 

Non-mining exports (YoY chg) 

 
Agricultural and manufacturing exports. 3-month moving 
averages. Sources: BCCh and Santander. 



CHILE         

 GDP % 2011 2012 2013 2014 2015F 2016F 2017F 

National Accounts & Activity Indicators         

Real GDP (% YoY)  6.0 5.4 4.1 1.9 2.0 2.0 2.2 

Public Consumption (% YoY) 12 3.9 4.2 4.2 4.4 4.9 4.0 3.6 

Private Consumption (% YoY) 65 8.8 6.1 5.6 2.2 1.8 1.6 2.0 

Investment (% YoY) 28.4 17.6 12.3 0.4 -6.1 1.3 1.4 1.8 

Exports (% YoY Real)  39 5.2 0.9 4.3 0.7 -0.9 1.2 1.4 

Imports (% YoY Real) 39 15 4.9 2.2 -7.0 -0.9 1.0 1.3 

GDP (US$ bn)  251.7 268.2 276.7 258.1 240.9 240.2 258.0 

GDP Per Capita (US$)  14412 15219.8 16087.2 14833.3 13765.7 13570.6 14494.4 

Industrial Production (% YoY)  3.6 2.8 -0.3 -0.8 -0.7 1.4 2.0 

Monetary and Exchange Rate Indicators         

CPI Inflation (December, YoY)  4.4 1.5 2.9 4.6 4.6 3.0 3.0 

Core inflation (December, YoY)  2.4 1.5 2.1 4.6 4.6 3.4 3.1 

US$ Exchange Rate (year-end)   485 477 525 606 720 690 680 

Real Effective Exchange Rate (% YoY, year-end)  8.8 -7.3 6.9 4.8 -1.0 0.0 1.5 

Central Bank Policy Rate (year-end)  5.25 5 4.5 3 3.25 3.75 3.75 

Fiscal Policy Indicators         

Fiscal Balance (% of GDP)   1.1 0.6 -0.6 -1.6 -2.6 -2.8 -2.5 

Primary Balance (% of GDP)  2.7 1.1 -0.1 -1.0 -1.9 -2.0 -1.7 

Primary Expenditures (% of GDP)  20.8 20.2 20.9 21.7 22.6 22.8 22.8 

Balance of Payments         

Trade Balance (US$ bn)  10.8 2.5 2.1 7.8 3.1 2.5 4 

 Merchandise Exports (US$ bn)  81.4 78 76.7 75.7 62.8 59.0 61.36 

 Merchandise Imports (US$ bn)  70.6 74.2 74.6 67.9 59.7 56.5 57.4 

Current Account (% of GDP)  -3.2 -3.6 -3.5 -1.2 -1.4 -1.7 -1.5 

Foreign Direct Investment (gross, US$ bn)  23.4 28.5 19.3 22.0 15.0 12.0 15 

Debt Profile         

Total External Assets (US$ bn)  59.6 60.0 64.9 69.0 69.4 69.8 69.8 

 Copper Stabilization Fund (US$ bn)   28.2 31.3 30.1 31.2 32.5 34 34 

 Central Bank International Reserves (US$ bn)  42 39.6 41.1 40.5 40.9 41 42 

Total Public Debt (gross, % of GDP)  25.9 32.4 33.5 36.6 41.9 47.2 49.6 

 Of which: Foreign-currency denominated (% of GDP)  1.9 1.9 1.7 2.3 3.2 3.7 3.5 

Total External Debt (US$ bn)  98.4 117.6 132.6 145.7 149.0 152.0 156 

 Of which: Private sector external debt (US$ bn)  78.2 94.4 107.7 117.0 119.0 121.0 124 

Labor Markets         

Nominal wages (% YoY)  6.3 6.4 5.7 6.6 6.4 5.0 4.5 

Unemployment (% of EAP, avg)  7.2 6.5 6.0 6.4 6.3 7.0 6.9 

Employment (% YoY)  2.9 2.3 2.1 1.6 1.4 1.2 1.6 

 
Sources: Central Bank, Servicio de Estudios, and Santander. 
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COLOMBIA   
RISKS OF STAGFLATION GROWING 

 In 2015 the economy decelerated faster than expected due to a drop 
in oil-related investment. This deceleration was accompanied by 
above-target core and headline inflation, with the Central Bank 
responding in earnest starting in September, raising overnight rates. 

 High inflation, reduced fiscal revenue, external imbalances, and 
decelerating growth will make the outlook challenging in 2016, in our 
view, as Colombia adjusts to lower income levels from commodities. 

 Brendan Hurley 

(212) 350-0733 

  

 

 

 

 

 

 

Drop in investment pulling GDP down 

 
Source: DANE. 

 

 

Trade balance under pressure 

 
Source: DANE. 

 

 

Inflation is problematic 

 
Source: DANE. 

 

Upside risks: our view 

 The commencement of infrastructure projects, residual social spending on 

housing, and an increase in non-commodity exports represent upside risks to 

the near-term growth outlook. 

 Though not our base case, the possibility of inflation quickly reverting lower 

following food price normalization could open the door for some reversal of 

BanRep’s recent hikes in policy rates.  

 Short term, FX, consumer sentiment, and external imbalances should be 

highly responsive to changes in oil price.  

Downside risks: our view 

 Risks to activity include less government spending, higher taxes, a drop in 

employment, slashed investment budgets, and energy rationing.  

 Risks to higher inflation include a more prolonged El Niño, continuation of 

FX weakness leading to higher pass-through, and indexation in labor and in 

housing markets. 

 Risks to external balances include a continued economic slowdown for local 

trade partners and a weaker oil price. 

Activity: Investment spending leads the decline 

Economic growth saw a swift decline in 2015, vs. the robust levels observed in 2014. 

Growth in 2014 was bolstered by investment, which grew at a rate of 11% y/y, taking 

investment to 29% of GDP in 2014 vs. 19% in 2005. In 2015, investment, led by 

machinery and equipment, began to fall, pulling down overall GDP. The drop in 

machinery and equipment investment was related to the decline in oil-extraction-related 

investment, as exploration and production activities decreased in-line with the drop in the 

price of oil starting in 3Q 2014. On the consumption side, durable goods consumption also 

saw steep declines, which were driven in part by the depreciation of the COP, as a large 

percentage of these goods are imported. This can be seen in vehicle sales, which fell from 

30,000 in September 2014 to 21,000 in September 2015, a drop of 30%. On the domestic 

side, construction growth continues to bolster activity, growing by 6% y/y so far in 2015.  

In 2016 the economy will be facing more headwinds than tailwinds as it continues to 

adjust to the new realities of lower commodity-based income. Government investment 

will have to be reduced, and we forecast a drop of more than 10% in real terms due to 

lower government revenue from oil, which we estimate will drop to approximately 0.3% 

of GDP from over 3% of GDP at its peak. Household consumption, which has been 

growing robustly at 4.2% over the last year, will likely adjust lower as well, owing to 

higher inflation, weakening employment growth, and a deterioration in consumer 

confidence. We believe sentiment will be negatively affected by the higher USD, interest 

rates, and the forthcoming introduction of  tax reforms, which will mostly likely increase 

sales tax and personal income tax. In our view, areas that will help to boost growth in 

2016 and avoid a deeper recession will be the full running of the Cartagena refinery, 

which has been closed for repairs; continued strong activity in the construction sector, 

which benefits from government subsidies; and implementation of the first phase of the 

4G infrastructure programs. Execution of the infrastructure programs, and the indications 

from the government regarding the continuation of these programs, will be of paramount 

concern for the growth outlook, in our view, as well as developments on government 

spending cuts and the introduction of tax reform. 
 



Inflation: Surprising to the upside consistently 

The biggest surprise in 2015 from a macro standpoint was higher-than-expected inflation, 

which took both the Central Bank and the market by surprise. At the end of last year, the 

Central Bank was forecasting 3.3% inflation in 2015; however, this level was surpassed by 

June, when YTD prices had already reached 3.33%. By the end of 2015, inflation will 

likely finish near 7%, according to our projections. The pressure on inflation was broad 

based, but was in large part explained by food and tradables. The jump in food prices was 

in part caused by higher prices for imported foods staples as well as higher prices of fresh 

foods due to less acreage planted owing to El Niño concerns. In the tradables sector, the 

pass-through from the devaluation of the COP, which reached rates of 50% y/y in August 

and has averaged around 36% throughout the year, has been larger than expected. In 

addition to food and tradables, the non-tradables basket has also risen throughout the year, 

currently at 4.39% through November. In the non-tradables sector, indexation, especially 

in rent prices, which comprise 19% of the basket, has kept inflation pressured to the 

upside. In this regard, as the deceleration in economic activity has been driven in large 

degree by a slowdown in investment, it has not resulted in broad-based downward 

pressure on consumer prices, with over 76% of the non-tradables basket showing price 

increases in excess of the target vs. a historical average of 40%.  

The outlook for headline inflation in 2016 will be driven by food, which should be heavily 

linked to climatic developments, which we expect to normalize in 2Q. Tradables inflation 

could remain elevated on a YoY basis in the first half because of base effects and in-line 

with our view that the COP will remain above the 3000 level. Non-tradables inflation also 

will likely remain elevated, in our view, because of indexation in the housing basket that 

will link price increases to 2015’s elevated inflation. In addition, we believe the labor 

component of prices represents upside risks. In recent years, steady cumulative declines in 

unemployment in addition to high indexations suggest that the minimum wage could 

increase by upward of 7% in 2016. All in all, we expect 2016 to be another challenging 

year in terms of inflation, with diffusion indices suggesting that price momentum remains 

strong, posing a risk to inflation expectations. Even after assuming an “active” monetary 

policy response, BanRep now forecasts that inflation will remain above 5% until 4Q16, 

and will not reach its 3% target until 2H 2017. BanRep sees risks skewed to the downside 

for its forecast and cites an increase in international risks or a more abrupt local slowdown 

as the main downside factors. However, while the former could result in a stronger USD 

and the latter has not so far shown much of a linkage to inflation, we do not see strong 

downside risks to inflation in 2016 other than in food prices and believe these risks are 

counterbalanced by those emanating from a strong USD and inflation expectations.  

Foreign exchange 

Colombia’s terms of trade took a large hit in 2015, dropping by 18% since June 2014. The 

result was a deterioration in the trade balance from a US$500 million surplus in the year 

ended June 2014 to a deficit of US$10 billion in the year ended June 2015, according to 

BoP data. The capital account surplus did grow at the same rate over this period, which 

slowed the rate of reserve accumulation from US$4.6 billion to US$2.8 billion, while the 

current account deficit grew from 4.8% of GDP (US$15 billion) to 5.8% of GDP (US$21 

billion). The aforementioned was a large driver of the movement in the COP, which has 

dropped by 37% YTD and is one of the world’s worst-performing currencies. In 

multilateral real exchange rate terms, the COP has gone from trading 2% above its 10Y 

average to trading 17% below it currently. This follows seven years in which the COP was 

continuously trading above its long-term average. The strength of the currency caused a 

hollowing-out of the industrial base (which took the manufacturing sector from 15% of 

GDP to 11% ) and produced signs of Dutch disease, including a current account deficit 

which, even before the precipitous fall in commodities, was persistently between 2 and 3 

percentage points of GDP.  

Going forward, we see a weak COP as necessary in order to improve the trade balance, 

which showed a continued deterioration in the 3Q after improvement in the 2Q. On the 

capital account side, our expectation is for a continued reduction in both portfolio and FDI 

inflows. Portfolio inflows have been reduced by about two thirds but have remained 

positive throughout 2015. We believe there is room for those flows to deteriorate further 

going forward. We forecast a current account deficit of more than 6.7% of GDP in 2015 

and for the CA deficit to remain near 7% in 2016 before reverting down toward 5% in 

2017. In this context, and given our view that inflation will remain sticky in 2016 and 

activity subdued, we believe that a weaker COP will continue to be the main adjustment 

 

  

Inflation expectations on the rise 

 
Source: Banco de la Republica. 

 

 

 

 

 

 

FX valuation has improved 

 
COP/USD. Source: BIS. 

 

 

 

 

 

Exports and imports falling 
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variable for the economy as it moves toward a less commodity-dependent growth model. 

Indeed, the Central Bank has been communicating for some time that a weaker currency is 

a solution rather than a problem with respect to the current economic challenges, and its 

recent implementation of a “soft” intervention mechanism does not imply a change in 

opinion, in our view. In this regard we forecast a COP that remains above 3000 in 2016, 

ending the year at 3500/USD.  

Current Account deficit under pressure 

 

Source: Banco de la Republica. 

Monetary policy/rates 

The year 2015 presented many challenges for BanRep, and the outlook for 2016 looks 

likely to be equally complicated, in our view. In the face of higher-than-expected inflation, 

BanRep initially opted to remain stalwart, communicating that the drivers of inflation were 

temporary in nature and would dissipate quickly. When inflation instead continued to 

climb, and inflation expectations moved higher with them, BanRep was forced to adopt a 

more proactive stance, raising rates starting in September. Central to the discussion, in 

addition to inflation, were the continued external imbalances, encapsulated by the CA 

deficit, and the path forward from here will be driven by both factors, in our view. As all 

components of inflation, including core, continue to show upside pressure, we expect 

survey inflation expectations, currently at 4.41% and 3.93% in the 1Y- and 2Y-ahead 

measures, will rise. In this regard, we expect BanRep to hike rates to at least 6.00%, from 

the current 5.50%, before adopting a more data-dependent stance and ultimately lifting 

rates to 6.25%. After rates reach 6.25%, we do not see a return to easing rates after that, 

even as headline inflation falls, because core inflation should remain sticky at high levels, 

and the current account deficit will likely remain elevated. These factors will be in place in 

the context of a Federal Reserve that is also on the move, potentially raising rates by 25 

bps per quarter, according to our global economics team. In this regard, we do not expect a 

cutting cycle from BanRep in 2016 and believe that any cutting cycle would not take place 

until inflation is closer to 3% and/or there is a much sharper slowdown in the economy 

than we currently expect, something that we do not anticipate until 2017. In this regard, 

the Central Bank will have few tools to deal with the ongoing economic deceleration, 

which we believe can drag growth down to 2.7% y/y in 2016, a level not seen since 2010.  

The widening in inflation expectations, and the belief that BanRep was somewhat behind 

the curve, has led to a difficult environment in fixed income markets, with 10Y TES bonds 

widening by 120 bps YTD. We expect local bond markets to continue to remain under 

pressure in 2016 given the slow decline in inflation and pressure on fiscal balances due to 

low oil prices.  

 

  

 

 

Terms of trade retraced  

 

Source: Banco de la Republica and BIS. 

 
 
 
 
 
 
 

Foreigners increase exposure to TES  

 

Source: Ministry of Finance of Colombia. 

 
 
 
 
 
 
 

Interest rates under pressure 

 
Source: Bloomberg. 



COLOMBIA 
 % GDP 2011 2012 2013 2014 2015F 2016F 2017F 

National Accounts & Activity Indicators         

Real GDP (% chg YoY)  6.6 4 4.7 4.6 3 2.7 2.5 

Private Consumption (% chg YoY) 61.1 6 4.4 4.2 4.4 4 4 3.5 

Public consumption (% chg YoY) 16.1 3.6 5.7 5.8 6.3 2.8 1.1 2.5 

Investment (% chg YoY) 23.7 18.9 4.5 5.1 11 3.5 3.5 3.5 

Exports (% chg YoY real)  18.9 11.8 6.1 5.4 -6.7 -36 -10 5 

Imports (% chg YoY real) 19.8 21.5 8.9 4.5 8 -13 -9 4 

GDP (US$ bn)  336.3 369.8 381.8 315 297 256 298 

GDP Per Capita (US$)  7303.7 7935.7 8,098 6,609 6,145 5,714 5,997 

Monetary and Exchange Rate Indicators         

CPI Inflation (Dec Cumulative) (%)  3.7 2.4 1.9 3.7 6.8 5.0 4.0 

Core inflation (Dec Cumulative) (%)  2.4 2.6 2.8 3.3 5.1 4.1 3.0 

US$ Exchange Rate (Avg)  1851.3 1797.6 1869.3 2400 2800 3500 3200 

Real effective exchange rate (% chg YoY, year-end)  -1 -2.1 6.8 -11 20 9 2 

Central bank reference Rate (Avg)  4.1 4.9 3.4 4 5.75 6 5.5 

Monetary Base (% chg YoY, year-end)  15.8 8.6 8.1 15.4 21 16 10 

Bank lending to the private sector (% chg YoY, Dec)  22.4 15.2 13.6 14 17 16 12 

Fiscal Policy Indicators         

Fiscal Balance, % of GDP  -2.8 -2.3 -2.4 -2.4 -2.2 -3.6 -3.2 

Primary Balance, % of GDP  -0.1 0.2 -1 -0.5 0.4 0.5 0.5 

Primary expenditures (% of GDP)  17.1 18 15 17 16.3 16 15 

Balance of Payments         

Trade Balance (US$ bn)  2.7 1 -0.6 -4.6 -13 -11 -8 

   Merchandise Exports (US$ bn)  56.9 60.1 58.8 57 38 33 35 

   Merchandise Imports (US$ bn)  54.2 59.1 59.4 61.6 51 44 43 

Current Account (US$ bn)  -9.6 -11.8 -12.7 -19.6 -20 18 14 

Current Account, % of GDP  -2.9 -3.2 -3.3 -6.6 -6.7 -7 -4.7 

Foreign Direct Investment (gross, US$ bn)  13.4 15.5 16.7 12.2 10 8 8 

Debt Profile         

Central Bank International Reserves (US$ bn)  32.3 37.5 43.6 47 47 45 43 

Total Public Debt (gross, % of GDP)  33.8 32.6 31.6 38.3 41 41 39 

   Of which: Foreign-currency denominated (% of GDP)  10.4 9.1 8.5 11 15.2 14 13 

Total External Debt (%GDP)  22.8 21.4 22 32 35 38 37 

   Of which: Private sector external debt (% of GDP)  10 8.8 9.5 21 19.8 24 24 

Labor Markets         

Unemployment Rate Avg. (% of EAP)  10.8 10.4 9.6 9.1 9.2 10 10 

Employment (% chg YoY)  4.4 3.4 2 2.1 2.3 1.4 1.4 

E = Santander estimate. F = Santander forecast. Sources: Finance Ministry, Budget Office, Central Bank, and Santander. 
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MEXICO 
EN ROUTE TO A GOLDILOCKS SCENARIO    

 Fundamental improvement to push growth to trend-like 3% pace in 
2016, according to our projections. We see reform benefits already 
evident in inflation. 

 Mexico-U.S. financial convergence is strengthening, in our view. 
We expect Banxico to mimic the Fed on rate normalization.   

 We keep a constructive view on local assets in general. We expect 
MXN to see a reversal rally in 2H2016.      

 David Franco* 

dafranco@santander.com.mx 

Rafael Camarena* 

rcamarena@santander.com.mx 

 

 

 

GDP growth at 3% if it were not for the 
oil drag 

 Sources: INEGI and Santander. 

 

 

 

Non-oil trade balance has improved on 
MXN 

 
Trade balance is 12-month sum, US$ bn. MXN is cumulative 
change since Apr-2013. Sources: INEGI, Bloomberg, and 
Santander. 

 

 

 

 

 

 

Upside risks: our view 

 Domestic demand acceleration broadens. Consumer spending keeps rising on 

stronger job growth. Construction joins the expansion on a full recovery of the 

housing sector.  

 A resilient U.S. economy gains traction and stronger consumer spending fuels 

local manufacturing growth with good support from a weak MXN. 

 FDI continues to increase owing to the ongoing liberalization of the energy 

sector. Government places a stronger emphasis on reform execution, and 

spillovers, evident in inflation, are translated to the growth scenario. 

Downside risks: our view 

 An even more negative oil situation, from either lower output from Pemex or 

lower prices or both. This would mean further fiscal tightening and higher 

inflation as good reasons to downgrade our growth estimates. 

 U.S. economic recession, which would drag down Mexico’s growth while also 

causing significant financial stress. 

 EM crisis on excessive leverage and producing considerable stress to local assets 

(witness the toll from China’s FX devaluation or Brazil’s recession this year), 

forcing more tightening from Banxico than needed.  

The economy is finally strengthening . . . 

Idiosyncratic factors, mainly the gap vs. potential growth, degree of leverage, and 

exposure to core economies, should play a larger role in determining the performance 

of each EM country next year. Overall we remain constructive on Mexico based on 

sound macro fundamentals and links to the U.S. Mexico GDP growth averaged 3.4% 

post-2008 crisis vs. 2.3% for the U.S. Against this backdrop, the current 2.5% growth 

pace is disappointing, but the headwinds are concentrated in the oil sector, where only 

6% of GDP is generated; nevertheless, the price/output shock has been significant. 

Weaker productivity growth, although partially offset by weaker FX, also explains, in 

our view, why the economy has not reached full potential of 3.5-4.0% GDP growth. 

We believe that above-trend growth in Mexico remains highly dependent on the U.S. 

generating steady 2.0-2.5% growth and further consolidation of the benefits from 

recent structural reforms. As we detail below, macro dynamics are consistent with 

acceleration to 3% in 2016. 

Indeed, we think the sequential acceleration across activities in 3Q15 points to a 

sustained expansion and sent a positive message in light of the shrinking growth 

differential between core and EM markets. Mexico’s two key growth engines—

services and industry (accounting for 62% and 17% of GDP, respectively)—posted 

above-trend growth, led by a substantial acceleration in commerce. Moreover, oil 

reported a large sequential improvement, suggesting to us that the worst is behind it. 

Meanwhile, manufacturing, while no longer outperforming GDP growth, is 

performing better than its U.S. counterpart and most EM peers. Yet, the contribution 

to GDP growth from net exports (85% of which are manufacturing) has been reduced 

due to falling prices (U.S. manufacturing import prices are down 9% from their peak 

in 2013). As we discussed in detail in our previous Strictly Macro (Who’s Afraid of 

China? September 11, 2015), weaker import demand from China has a relatively 

lower impact on Mexico. China matters as a competitor for the U.S. manufacturing 

market, worth US$2 trillion a year, and market share growth is slowing for China but 

improving for Mexico. 



. . . led by domestic demand and despite a few headwinds 

Demand side data is encouraging too, albeit with a few headwinds. The pickup in 

household consumption after anemic gains in the previous two years has been 

impressive. Real wage growth, solid remittances, job creation, and more credit all 

contributed to its fastest pace in over three years, led by auto sales. Sales in the latter 

reached 1.3 million units (annualized), or a new historical high; however, scaled by 

population, auto sales remain weak by EM standards, which in our view highlights 

the need to boost national income through investment and to broaden credit. Credit 

growth is running at threefold the pace of overall activity, a development in sharp 

contrast to the ongoing deleveraging across EM and led by corporate loans. And 

while the contribution of credit remains low, we think gradual rate normalization plus 

reform stimulus supports a return to its pre-1994 “tequila crisis” peak at 30% of GDP 

in a few more years. Overall, we think Mexico’s sound growth/debt metrics are 

consistent with FX appreciation pushing USD/MXN below 16 by end-2016, a trend 

we see gaining momentum in 2H 2016 and once the USD normalizes lower after the 

first Fed hikes. Growth headwinds remain centered on weaker net exports (mostly oil 

related) and soft fixed investment, largely in construction.       

Inflation: global minimalist meets structurally lower prices locally 

Mexico’s disinflation is also at odds within EM, where FX pass-through is proving 

meaningful. For starters, atypical price trends this year reflect low inflation in the 

U.S. and China, the biggest sellers of goods (exporting 44% and 36% of total good 

imports, respectively). However, the more powerful and enduring drivers of local 

inflation are structural in nature and linked to developments in the energy and telecom 

sectors, owing to recent reforms. Much of the unexpected decline in prices, pushing 

CPI to historical lows at 2.2% YoY (one full p.p. below expectations made at the start 

of the year), can be traced to a few prices. In the case of energy, the government’s 

decision to bring forward the liberalization process and favor a smooth transition 

meant zero inflation so far this year compared to a 0.7-p.p. average impact in the 

previous two years. Agriculture, the other volatile component, contributed with a 0.5-

p.p. decline during the same period, so that non-core inflation alone took 1.2 p.p. off 

the headline rate. But policy-sensitive core inflation has also been very low due to 

competition in the telecom sector, explaining a 0.5-p.p. drop in services, while core 

goods inflation has been unchanged.  

Inflation expectations versus weak MXN: what pass-through?   

  

Inflation expectations from Banxico survey, 4 yrs ahead. MXN is cumulative change since “taper 
tantrum” started,May 2013. Dot lines match base effects on inflation. Sources: Bloomberg and 
Santander. 

Inflation should normalize higher in 2016 and close at 3.1%, a touch above the 

official target, according to our forecast. Initially, early next year brings a big base 

effect, so the annual rate may jump 0.4 p.p. to 2.8%, according to our model, but 

sequential inflation could remain low on energy prices. Note: unexpectedly lower 

inflation readings during the ongoing seasonally high period (October-January) have 

pushed down break-even rates well below the official 3% target (2Y rates are trading 

at 2.1%). The year 2016 may bring less price volatility due to the liberalization and 

the removal of subsidies in energy.  

 

The highly challenging oil framework 

 
Output is million barrels per day, average. Price is US$, 
yearly average. Sources: Pemex and Santander. 

 

 

Magnet effect from low core inflation in 
U.S. and China  

 
Sources: Bloomberg, INEGI, and Santander. 

 

 

CPI inflation should normalize higher 
ahead 

 
Dotted lines are forecast. Sources: INEGI and Santander. 
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Forecasting inflation in 2016 will prove challenging, since many unpredictable 

factors will be in play, of which the more influential, in our view, include (our 

estimated impact on local prices appears in parenthesis):  

1) U.S. and China inflation (-). To us, USD strength and low oil prices mean 

sticky low inflation. While low prices usually help to boost spending, which 

eventually feeds into the inflation loop, a strong firming in CPI seems 

unlikely due to weak global demand. 

2) Global crude prices (-). We think lingering excess supply and the prospects 

for a still strong USD most of next year will continue to outweigh the price 

effect of any potential output reduction. 

3) New gasoline price formula (-). Starting in January, firms will be allowed 

to open gas stations but still required to buy everything from Pemex. Prices 

will be allowed to move within a +/- 3% range.  

4) LP and natural gas price liberalization (-). Starting in January, local firms 

will no longer need to buy Pemex gas, and since local prices are about 30% 

above the U.S. reference, we see room for price rebates. Import capacity will 

play a key role here, in our view.  

5) New CPI weights (mixed) will be published by INEGI, we think probably 

in 2H 2016. Anecdotal evidence points to a higher weight for food as the key 

change, at odds with macro developments. 

6) Higher pricing power and higher wages (+). The growth spread between 

retail and wholesale income indicates suppliers have been absorbing FX, but 

PPI inflation is moving up and demand-pull pressures may arise. Meanwhile, 

the unemployment rate fell to 5.2% this year from 5.9% last year, consistent 

with less labor market slack. 

Banxico to hike shoulder to shoulder with the Fed 

Banxico has a favorable view of ultra-low inflation; however, the board cannot be too 

complacent around imminent Fed hikes, in our view. The macro convergence between 

Mexico and the U.S. has been escalating for over 20 years. At the financial level, the 

Fed’s QE lifted the ownership of local bonds by foreigners to nearly 60% of total 

outstanding (worth some US$95 billion, or 55% of Banxico’s reserves). Consistent 

with this structural shift, the board’s reshuffle of its reaction function determinants 

(moving “changes in the U.S.-Mexico relative monetary stance,” to the top instead of 

“FX pass-through” at its October meeting) highlights the key role that foreigners’ 

flows will play in setting monetary policy ahead. We note that ever since the USD 

began its uptrend in mid-2014, Banxico’s board has been struggling between (1) a 

weaker MXN and (2) a still negative output gap. A US$20 billion year-long FX 

intervention has allowed Banxico to keep the monetary stimulus in place with the 

policy rate at its all-time low of 3%.  

The market has taken the relative Mexico-U.S. policy stance seriously as well, as 

foreigners have kept their heavy overweight position in local bonds roughly 

unchanged since mid-2013. In turn, this development has helped bolster the board’s 

confidence about sound fundamentals and expectations of eventual MXN reversal, in 

our view (note that the Mexico-U.S. growth differential remains unchanged, as 

opposed to the narrowing trend for many EM countries). From a broad EM 

perspective, there are three stances among central banks currently: those easing 

(mainly Asia), those hiking (mainly LatAm), and those that had  been waiting for Fed 

liftoff. Banxico is in the latter camp, and our baseline scenario sees the board 

matching the Fed for every basis-point move, starting with a 25-bp hike this month 

and delivering 100 bps in 2016, in-line with our Fed forecast. Banxico’s decision to 

curb FX intervention recently also indicated a potential strategy to set policy rates in 

tandem with the Fed’s fund rate.     

The volatile group is turning less 
volatile 

 
Annual inflation. Sources: INEGI and Santander. 

 

Sponsorship of local bonds by 
foreigners remains firm 

 
Sources: Banxico, Bloomberg, and Santander. 

 

FX intervention: days are numbered  

 
Reserves are weekly change in US$ bn, 6-week moving 
average. MXN is 1-week moving average.                         
Sources: Banxico and Santander. 



MEXICO  
 % GDP 2011 2012 2013 2014 2015F 2016F 2017F 

National Accounts         

Real GDP (% YoY)  4.0 4.0 1.3 2.3 2.5 3.0 3.5 

Private Consumption (% YoY) 67.5 4.8 4.9 2.3 2.0 3.3 3.3 3.2 

Investment (% YoY) 21.5 7.8 4.8 -1.6 2.3 4.3 4.7 5.9 

 Private (% YoY)  12.1 9.0 -1.6 4.8 6.4 6.7 7.2 

 Public (% YoY)  -4.1 -9.0 -1.3 -7.1 -5.0 -5.0 -1.0 

Government Spending (% YoY) 11.1 2.4 3.5 1.2 2.5 1.8 -0.5 1.0 

Exports (% YoY Local Currency)  33.2 8.2 5.8 2.4 7.3 8.0 8.3 8.8 

Imports (% YoY Local Currency) -32.9 s8.0 5.5 2.6 5.7 6.0 6.5 6.9 

GDP (US$ Bn)  1171.5 1188.4 1262.4 1296.4 1146.9 1160.9 1274.7 

GDP Per Capita (US$)  10299.8 10318.0 10837.3 11014.2 9640.3 9656.4 10496.2 

Manufacturing Production (INEGI) (% YoY)  4.6 4.1 1.1 3.9 2.9 3.5 4.3 

Output Gap (% of potential GDP)  -1.7 -0.2 -0.6 -0.6 0.8 1.2 1.8 

Monetary and Exchange Rate Indicators         

CPI Inflation (Dec Cumulative) (%)  3.8 3.6 4.0 4.1 2.4 3.1 3.2 

Core Inflation (Dec Cumulative) (%)  3.4 2.9 2.8 3.2 2.7 3.1 3.1 

US$ Exchange Rate (Avg)  12.4 13.2 12.8 13.3 15.8 16.7 16.3 

US$ Real Effective Exchange Rate a/  76.5 79.3 74.1 74.0 85.5 87.4 82.2 

Central Bank Reference Rate (Avg %)  4.5 4.5 3.9 3.2 3.0 3.7 4.7 

Monetary Base (% YoY)  4.0 7.0 4.3 11.3 18.0 12.0 10.0 

Bank Lending to the Private Sector (% of GDP)  13.6 14.1 14.9 15.0 15.8 16.5 17.1 

Fiscal Policy Indicators, %         

Fiscal balance, (% of GDP)  -2.5 -2.6 -2.3 -3.2 -3.2 -3.0 -2.5 

Primary Balance (% of GDP)  -0.5 -0.6 -0.4 -1.1 -1.2 -1.1 -0.6 

Primary Expenditures (% of GDP)  23.1 23.1 23.9 24.4 23.4 23.0 23.2 

Mexican Oil Mix - Budget Price (US$/pb)  65.4 84.9 86 86 79 49 55 

Balance of Payments         

Trade Balance (US$ Bn)  -1.4 0.0 -1.2 -2.8 -12.4 -10.7 -7.3 

   Merchandise Exports (US$ Bn)  349.4 370.8 380.0 397.1 386.7 414.3 445.1 

   Merchandise Imports (US$ Bn)  350.8 370.8 381.2 400.0 399.1 425.0 452.4 

Current Transfers (US$ Bn)  22.8 22.4 22.3 23.6 25.0 26.3 28.1 

Current Account (US$ Bn)  -13.2 -15.9 -29.7 -24.0 -32.6 -31.2 -27.6 

Foreign Direct Investment (US$ Bn)  23.4 19.7 45.2 25.1 28.8 30.9 34.0 

Debt Profile         

Central Bank International Reserves (US$ Bn)  142.5 163.5 176.5 193.2 178 185 190 

Total Public Debt (gross, % of GDP)  33.1 33.9 36.8 40.3 46.0 48.0 49.0 

   Foreign Currency Denominated (% of GDP)  9.9 10.6 10.5 12.1 16.0 17.0 17.5 

Total External Debt (US$ bn)  201.3 213.4 209.9 241.0 260.0 268.0 275.0 

Labor Markets         

Nominal Wage Adjustments (% YoY)  4.6 4.7 4.5 4.4 4.5 4.5 4.5 

Unemployment (%)  5.2 4.9 4.9 4.8 4.4 4.3 4.0 

Employment (% YoY)  4.1 4.6 2.9 4.3 3.9 3.7 3.7 

Sources: Ministry of Finance, Banco de México, and Santander. 
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PERU   
AN ELECTION YEAR 

 Next year there is a general election in Peru, and in our view 
economic growth will likely be at a slower pace than observed in the 
past few years. 

 2016 GDP growth will depend solely on domestic drivers –
government and household consumption. We revised downward our 
2016 GDP growth forecast to 3.5% from 4.0%. 

 We forecast USD/PEN at 3.65 at year-end 2016, and expect the 
monetary authority to hike the reference rate by 25 bps at the end of 
1Q16. 

 El Nino and the exchange rate pass-through should continue 
pushing prices up, and thus we forecast inflation at 3% at year-end 
2016, even with the BCRP’s hawkish bias. 

  

Tatiana Pinheiro* 

(5511) 3012-5179 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Upside risks: our view 

 A countercyclical fiscal policy being maintained in 2016, supporting GDP 

growth. 

 The BCRP’s hawkish bias helping the disinflation process, re-anchoring 

inflation expectations for 2016 and the following years. 

Downside risks: our view 

 The commodity price decline may not be a transitory event, and therefore 

2016 GDP growth would depend solely on domestic drivers – government 

and household consumption. 

 El Niño and the exchange rate pass-through may constrain the disinflation 

process next year. 

 More volatile currency in the next year, due to the BCRP’s more limited 

intervention in the FX market. 

Activity outlook: still below potential  

GDP performance disappointed once again in 2015. At the beginning of the year, the 

consensus forecast pointed to economic growth around 4.0%; now, at year-end, 

consensus points to growth of around 3%, significantly below potential (5.0%). A 

combination of several negative factors led economic activity to lose steam. On the 

supply side, manufacturing and construction sectors registered large contractions (on 

average -2.5% and -7.7%, respectively, in the year accumulated to 3Q), as a response 

to the worsening confidence accompanying the continuing decline in commodity 

prices, especially mining and oil. The importance of the mining sector has increased 

substantially in the last decade. In 2002, net metal exports represented 3.6% of GDP; 

by 2014, they almost doubled, to 6.2%. In addition, weaker investment negatively 

affected manufacturing. On the demand side, we point to contractions of around 5.4% 

in private investment through 3Q15 and in public investment of around 14.6%, which 

is due to a further deterioration in business confidence given the slowdown of the 

Chinese economy and its consequences for commodity prices, as well as the reduction 

of capital outlays by sub-national governments. As a result, consensus GDP growth 

expectations for 2015 shrank to something around 3%, higher than last year’s growth 

of 2.4% but far from the average of 6.6% registered in the period 2010-2013. 

The end of the latest ocean warming trend in 2Q15 led to normalization in the fishing 

industry, helping GDP growth. In addition, government consumption growth of 

around 6.3% through 3Q15, reflecting various stimulus packages on the fiscal side 

implemented in 2014, based on expenditure increases and some tax reductions, helped 

mitigate the negative impact of commodity price reductions.  

 

 



Composition of GDP growth (pp) 

 
Source: INEI. Forecasts: Santander. 

Unfortunately, the commodity price decline is not a transitory event, in our view. For 

2016, we believe the most likely scenario is a weak commodity market, mainly due to 

a stronger USD due to normalization of U.S. monetary policy. That said, 2016 GDP 

growth will probably depend solely on domestic drivers – government and household 

consumption. However, we do not see a monetary easing cycle in 2016 given 

inflation pressures (exchange rate pass-through and loose fiscal policy). Our inflation 

expectation for 2016 is around 3.2%, slightly above the ceiling of the inflation target 

range. 

We revised downward our 2016 GDP growth forecast to 3.5% from 4.0%. We expect 

some bounce-back in investments, mainly in public investment, and also forecast 

government consumption adding to demand, as fiscal policy should remain 

expansionary.  

Rates: BCRP hawkish bias, volatility in FX, slow disinflation process 

In 2015, inflation was pressured by acceleration in foodstuff inflation, currency 

depreciation, and a loose fiscal policy, reaching 4.0% in August 15, 1 p.p. higher than 

the ceiling of the target range. As a response, the monetary authority resumed a 

tightening cycle in September. We believe that inflation deceleration throughout 4Q15 

was due to some relief from energy and foodstuff inflation coupled with the effect of 

the monetary authority’s hawkish tone regarding inflation expectations. Given that, 

we revised downward our inflation forecast for 2015 to 3.5% from 3.7%. 

However, we see inflation under pressure in 2016; the El Niño weather phenomenon 

and exchange rate pass-through should continue pushing prices up in the beginning of 

next year. As a result, CPI YoY will hover in the range of 3.5-4.0% in 1H16, above 

the ceiling of the target inflation range. The de-anchored inflation expectation for 

2016 also reinforces our view there is no clear indication of a significant disinflation 

process in the short term.  

The BCRP’s hawkish bias should help the disinflation process, in our view. The board 

reiterated the importance of the future evolution of inflation expectations in the 

evolution of the reference rate policy. We believe that the BCRP will remain on hold 

in the next few months, as they emphasized that the current reference rate is sufficient 

to curb inflation toward the target on the monetary policy horizon. However, as 

inflation continues above the ceiling of the target range, we see the monetary 

authority resuming the monetary tightening cycle at the end of 1Q16. U.S. monetary 

normalization should also play a role in the BCRP’s monetary decisions, in our view. 

We foresee the monetary authority hiking the reference rate by 25 bps at the end of 

1Q16, and maintaining rates at 3.75% until the end of 2016. 

 

 

 

 

 

GDP growth breakdown (YoY%) 

 
Sources: Instituto Nacional de Estadística e Informática 
and BCRP. 

 

 

GDP growth breakdown (YoY%) 

 
Sources: Instituto Nacional de Estadística e Informática 
and BCRP. 

 

 

BCRP – reference rate 

 
Source: BCRP. 

 

 

USD/PEN 

 
Source: Bloomberg. 
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CPI Lima (% YoY) 

 
Shaded area represents target range, black line represent forecasts. Sources: BCRP and Santander. 

The negative shock in terms of trade will continue to be a constraint on improvement 

in the current account. In our view, the downward trend of commodity prices will 

likely be unchanged; therefore, the current account deficit will still run at 4% of GDP. 

Additionally, after the heavily BCRP interventions in the FX spot market and via FX 

swap operations, the net international reserves level, at US$25.8 billion, seems to set 

a limit on the BCRP’s interventions in the FX market in 2016. Therefore, we forecast 

USD/PEN at 3.65 at year-end 2016. We see less intervention of the BCRP in the FX 

market, and, as a consequence, a more volatile currency in the next year.  

Presidential election, higher fiscal deficit 

Next year there is a general election in Peru, and we believe economic growth will 

likely be at a slower pace than observed in the past few years. We are skeptical that 

any degree of fiscal austerity will be achieved during the run-up to the elections. In 

addition, we expect sub-national government expenditures to start to increase, while a 

hike in public sector workers’ wages and the co-financing of PPP projects will 

pressure the central government’s expenditures. Therefore, in our opinion, all drivers 

point to the fiscal deficit to continue hovering around 2% in 2016, the same level as in 

2015. Some adjustment in the fiscal accounts might occur if there is an economic 

activity rebound; however, in our view, the most likely scenario is the countercyclical 

fiscal policy being discontinued from 2017 onward in a gradual fiscal adjustment 

process, after the new government takes office in July 2016. Moreover, according to 

our forecast, the fiscal impulse is one of main drivers for GDP growth in 2016.  

That said, we do not see the government facing any financial difficulties resulting 

from fiscal deficit stickiness at 2% of GDP, mainly because of the very low level of 

gross and net public debt (gross debt minus fiscal savings) at 21% of GDP and 5% of 

GDP, respectively. 

We do not see the election as a threat to macroeconomic fundamentals. Overall, the 

majority of candidates support conservative macro policies. Keiko Fujimori, the 

Fuerza Popular party leader and daughter of former President Alberto Fujimori, leads 

with 35% of the vote intentions, according to the latest survey of popular opinion 

(Datum pollster, November 13, 2015). Former Prime Minister Pedro Pablo Kuczynski 

appears in second place with 19%, while the businessman César Acuña, former 

governor of the La Libertad region, took third place, with 9% of vote intentions. 

Finally, Alan García, former president (2006-2011), is in fourth place with 7% of the 

vote intentions, and Alejandro Toledo, also former president (2001-06) ranks fifth, 

with 5% of vote intentions. 

If no candidate has obtained at least half of the votes, the top two candidates will go 

on to the second round, scheduled for June, and the winner of that round will be 

proclaimed as the new president on July 28, 2016. 

 

Inflation expectations – economic 
analysts 

 
Source: BCRP survey. 
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PERU  
 % GDP 2011 2012 2013 2014 2015F 2016F 2017F 

National Accounts         

Real GDP (% chg YoY)  6.5 6 5.8 2.4 3.0 3.5 3.5 

Private Consumption (% chg YoY) 61.4 6 6.1 5.3 4.1 3.0 3.0 4.0 

Public consumption (% chg YoY) 11.2 4.8 8.1 6.7 6.4 7.0 5.0 -1.0 

Investment (% chg YoY) 28.2 10.1 11.7 11.5 -7.5 -1.0 2.0 3.0 

Exports (% chg YoY real)  23.9 10.9 3.9 -3.1 -4.5 3.0 3.5 3.5 

Imports (% chg YoY real) 24.6 13 10.4 2.1 -5.6 1.3 1.0 1.0 

GDP (US$ bn)  170.7 192.9 202.2 203.5 197.7 209.6 217.8 

GDP Per Capita (US$)  5,689 6,329 6,533 6,476 6,196 6,467  

Population (Mn)  30 30.5 30.9 31.4 31.9 32.4 32.9 

Monetary and Exchange Rate Indicators         

CPI Inflation (Dec Cumulative)  4.7 2.6 2.9 3.2 3.5 3.0 3.0 

WPI Inflation (Dec Cumulative)  6.3 -0.6 1.6 1.5 7.1 2.1  

US$ Exchange Rate (Year-End)  2.7 2.57 2.75 2.95 3.38 3.65 3.80 

US$ Exchange Rate (Avg)  2.75 2.64 2.7 2.84 3.22 3.53 3.75 

Average Lending Rates in US$ Terms (Year-End)  7.8 8.2 8 7.5 7.8 8.3 7.3 

Average Lending Rates in US$ Terms (Avg)  8 8 8.4 7.6 7.8 8.3 7.3 

Base Money M0-end of period (US$ Bn)  10.1 12.6 12.6 13.2 12.7 13.1 13.5 

Base Money M0-end of period (D% YoY)  13 18.3 9 11.5 0.8 6.0 3.1 

Fiscal Policy Indicators         

Fiscal Balance (% of GDP)  2 2.3 0.9 0.2 -2 -2 -1 

Primary Balance (% of GDP)  3.2 3.3 2 1.2 -1.4 -0.5 0 

Public Sector's Financing Needs (US$ Bn)  -3.5 -4.4 -1.7 -0.4 3.9 2.1 1.5 

Total Government and Central Bank Debt (US$ Bn)  38.3 40.2 38.4 39 37.5 38.3 40.0 

Local Currency (US$ Bn)  18.6 20.9 21.2 22.1 21.3 21.7 22.7 

Foreign Currency (US$ Bn)  19.7 19.3 17.3 16.9 16.3 16.6 17.3 

Balance of Payments         

Trade Balance (US$ Bn)  9.2 5.2 0 -2.8 -2.8 -2 2 

Merchandise Exports (US$ Bn)  46.4 46.4 42.9 39.5 34.7 37 40 

Merchandise Imports (US$ Bn)  37.2 41.1 42.2 40.8 37.5 39 38 

Current Account (US$ Bn)  -3.2 -6.3 -9.1 -10.2 -8.8 -8.4 -6.5 

Current Account (% of GDP)  -1.9 -3.3 -4.5 -5 -4.5 -4.0 -3 

Foreign Direct Investment (US$ Bn)  7.7 11.9 9.3 6.5 9 10 10 

Debt Profile         

International Reserves (US$ Bn)  48.9 64 65.7 62.4 62 62.7 63 

Total Internal Government and Central Bank Debt (US$ Bn)  18.6 20.9 21.2 22.1 21.3 21.7 22 

Short Term (less than 12 months) (US$ Bn)  2.9 3.4 3.4 3.5 3.4 3.4 3.4 

Long Term (over 12 months) (US$ Bn)  15.7 17.5 17.8 18.6 17.9 18.3 18 

Total Internal Government and Central Bank Debt (% of GDP)  10.7 10.6 10.8 11.3 10.9 10.5 11 

Total External Debt (US$ Bn)  48.1 59.4 60.8 63.3 62.1 65.4 66 

Short Term (less than 12 months) (US$ Bn)  6.4 8.9 6.4 6.7 6.6 6.9 6.5 

Long Term (over 12 months) (US$ Bn)  41.7 50.4 54.4 56.6 55.5 58.4 60 

Total External Debt (% of GDP)  28.2 30.8 30.1 31.2 31.5 31.3 31 

Total External Debt (% of Exports Goods and Services)  95 115.8 125 139.2 135.2 125.6 127.0 

Debt Service Ratio  3.8 3.7 6.1 3 2.6 2.3 2.3 

Labor Markets         

Real Wages (Real D%)  6.7 5 3.3 4 3.3 2.5 2 

Unemployment (%)  7.7 7 5.9 5.9 6.5 6.3 6.3 

Sources: Central Reserve Bank of Peru (BCRP), National Institute of Statistics (INEI), Ministry of Economy and Finance (MEF), and Santander. 
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URUGUAY 
COPING WITH MACRO IMBALANCES AND POLITICAL DISSENT IN THE FA 

 We expect real GDP growth to continue at a modest 1.4% pace in 
2016, strongly biased to the downside by most components of 
demand.  

 We see inflation likely to remain high, near 10% YoY on wage 
pressures, UYU weakening, and rising administered prices.  

 We expect the peso to close 2016 near UYU35/USD, with high FX 
overshooting risks, considering that the UYU has weakened below 
other currencies in the region. 

  

Marcela Bensión* 

(598) 132-6900 

 

GDP growth likely to remain sluggish 

 
Average YoY GDP growth in real terms. Sources: BCU and 
Santander.  

 

Household consumption decelerates 

 
2015 GDP growth expectations by components of 
demand. Source: Santander.  

 

Unemployment on the rise 

 
Average unemployment rate. Sources: INE and Santander.  

 

Wage increases soften but remain 
strong, driven by a tight labor market  

 
Average YoY nominal and real wage increases. Sources: 
INE and Santander.  

Upside risks: our view 

 FDI has remained resilient at near 4.5% of GDP as a result of clean energy 

projects. This, coupled with authorities’ intention to promote PPP projects in 

infrastructure, could contribute positively to undermined investment.  

 The Central Bank has plenty of reserve ammunition to moderate UYU 

weakening, preventing further worsening of already high inflation readings 

in upcoming months, though at the expense of undermined REER 

competitiveness.  

Downside risks: our view 

 Labor conflicts and market rigidity could continue to weigh negatively on 

production costs, further adding to job destruction and recession risks.  

 Political dissent within the ruling party could prevent authorities from 

reducing fiscal expenses, creating a risk of potential tax increases or, 

alternatively, escalating debt ratios. In addition, we believe such dissent is 

likely to continue diverting the national agenda away from necessary 

structural reforms, particularly in education and international trade 

agreements. All of these factors, in our view, are likely to weigh negatively 

on business sentiment and growth prospects, potentially risking sovereign 

credit downgrades.  

 Mounting FX pressures amid strong currency depreciation in the region 

could force authorities to support sharper peso weakening in upcoming 

months, with a negative impact on consumer sentiment and inflation 

readings that could surpass 10% YoY, leading to economic stagflation.  

Slowdown in activity higher than expected in 2015 – which could recur in 2016 

We expect real GDP growth to average 1.5% YoY this year, below our 2.7% 

expectation at the start of 2015, due to an increasingly challenging global and 

regional context, limited room for policy maneuvers, and growing dissent within 

ruling party Frente Amplio (FA). Most demand drivers worsened throughout the year, 

particularly fixed investment, which we now expect to decline 4% YoY vs. 1.7% 

YoY a year ago. We project household consumption to rise a modest 1.4% YoY, 

below our previous expectation of 3% YoY, losing ground as the economy’s main 

growth driver. Consumption slowed due to higher-than-expected unemployment (rate 

of 8.5% as of October), stronger-than-expected peso weakening (which boosted the 

prices of imported durable goods), and a weaker-than-expected increase in household 

incomes. The consumer confidence number announced by Ucudal/Equipos moved to 

negative ground in May (index below 50), and in September declined to a historical 

low since 2007 (41.5), although it recovered slightly as of October, to 43.7.  

Exports of goods and services also underperformed throughout the year and are likely 

to rise 1.5% YoY at most in 2015, below the 3.7% YoY we expected at the beginning 

of the year. Excluding exports of pulp mill Montes del Plata – which kicked off 

production toward the end of 2014 and, as a result, had a one-off impact on foreign 

sales and industrial production – we expect exports to decline in real terms. We 

estimate Montes del Plata’s impact on GDP at 1 p.p., implying that economic growth 

in 2015, excluding such effect, is likely to amount to a modest 0.5% YoY.  

In this context, business sentiment also worsened considerably. According to Deloitte, 

only 19% of large and medium-size firms surveyed in October perceived investment 

conditions as good or very good, below 55% a year ago. In addition, 27% of firms 
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expect their production to decline, exceeding firms that foresaw an increase in 

production (18%) for the first time since 2010. High production costs, weak demand 

and challenging labor conditions remain the main obstacles for business.  

Limited room for policy maneuvers also weighs negatively on growth, particularly 

given persistent macroeconomic imbalances. With consumer price inflation on the 

verge of two-digit levels and a structural fiscal deficit around 4% of GDP, authorities 

had to implement a hawkish monetary stance and cut public investments, adding to 

recession risks. In addition, authorities are attempting to convince unions to accept 

moderate wage increases so as to tame inflation levels. This has resulted in an 

escalation of labor conflicts and strikes, quite usual during the first term of a new 

government (the current administration assumed office in March) but particularly 

stressful in a context of activity slowdown. Finally, political dissent is growing within 

the FA. Despite enjoying a simple majority in both chambers of Congress, the ruling 

left-wing party shelters groups with different visions on public policies. This situation 

was exposed this year when certain factions forced President Vázquez  to back off on 

key long-term policies related to education and international agreements. The 

economic slowdown and political dissent within the FA are weighing negatively on 

Vazquez’s image. According to Cifra, only 35% of citizens approved his performance 

in November, down from 51% in July. Similarly, 40% of Uruguayans disapproved of 

Vázquez’s actions (20% in July), exceeding approval rates for the first time since the 

Frente Amplio assumed office in 2005. From a positive standpoint, Vázquez still 

enjoys high personal popularity rates, particularly compared to regional standards, 

considering that 50% of citizens still expressed sympathy for him as of November.  

In this context, 2016 growth is likely to remain sluggish. We expect real GDP to rise 

a modest 1.4% YoY, below potential growth estimates (3% YoY) and average growth 

for the past decade (5.4% YoY), with a still strong downward bias. We believe 

growth will be dragged down by moderate growth in household consumption (1.3% 

YoY), stagnant exports of goods and services (0.5% YoY), and a persistent decline in 

fixed investment, albeit at a slower pace (-1.4% YoY). We expect imports to 

contribute positively to GDP growth (-1% YoY) due to lower investment and 

consumption that is likely to improve the current account deficit to near 3% of GDP 

in 2016.  

While we acknowledge that the economy has remained resilient to external 

headwinds owing to a strong institutional framework, proved rule of law, a solvent 

financial system, and robust debt indicators, we think that regaining a macro balance, 

reinforcing the agenda of structural reforms, and softening labor market conditions 

appear key to restoring business sentiment and potential growth prospects.  

Inflation: on the verge of two-digit levels 

Inflation stood at 9.46% YoY as of November, completing almost five years of above 

indicative inflation targets, currently set between 3% and 7%. While high currency 

depreciation – near 26% YoY – has contributed to accelerate price increases during 

the past year, other factors, such as strong wage increases, have also fed into prices in 

recent years. Nominal wage increases averaged an impressive 12% p.a. during the 

past decade – 4.2% p.a. when measured in real terms – based on robust growth and 

traditionally strong labor unions that were backed by the ruling Frente Amplio since 

2005. Currently, wage increases are negotiated within wage councils reestablished in 

2005, are usually based on real terms (as opposed to nominal terms), and do not differ 

significantly among sectors or firms regardless of specific activity levels. However, 

wage increases have exceeded productivity levels, particularly in recent years, 

pressuring inflation. In 2014, wages grew by 12.6% YoY in nominal terms and 3.5% 

in real terms, while labor productivity grew 1.2%, according to our estimates. In 

addition, wages are strongly indexed to past inflation, feeding into inflation inertia.  

A few months ago, the government’s economic team proposed new guidelines as a 

basis for ongoing negotiations. Such guidelines attempt to moderate nominal wage 

increases in upcoming years to a range of 6-10% p.a., subject to the economic 

performance of activity sectors (suggested wage increases for the lowest-income 

workers ranged from 8.5% to 13.5%). In addition, authorities proposed extending the 

frequency of wage adjustments to past inflation levels from annual to biannual. 

Considering that inflation has not ended the year below 8.5% in recent years, the 

administration is recognizing the need to keep real wage increases below 1.5-2.0% 

during the upcoming year, while acknowledging that real wages could even decline in 

sectors with lower economic performance. However, some labor unions are rejecting 

Inflation remains near two-digit levels, 
above reference targets  

 
Consumer price inflation, YoY change against Central 
Bank targets. As of Oct. 2015. Sources: INE and 
Santander. 

 

Fiscal accounts remain in negative 
territory, limiting room for policy 
maneuvers 

 
Primary and nominal public sector balances in terms of 
GDP. Source: Ministry of Finance.  

 

Monetary policy tightened raising rates 
and contained UYU weakening 

 
Money supply and monetary base YoY growth in nominal 
terms. Source: BCU.  

 

Local currency rates remain high 

 
Nominal and real yields of Central Bank UYU bills at 3-
month tenors. Sources: BCU and Santander.  
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such guidelines, particularly those related to extending inflation adjustment clauses. 

As a result, we believe wage increases are likely to continue adding strain on labor 

costs and inflation readings, while compromising employment and activity growth.  

A third factor contributing to inflation is the gradual increase in government-regulated 

prices as President Vazquez amends distortions generated by the previous Mujica 

administration. In 2014, administered prices closed with no nominal increase, as the 

previous authorities attempted to offset the inflationary impact of high wage 

increases. However, the current administration reversed this policy, raising 

administered prices by 5.6% YoY as of November so as to improve worsening fiscal 

accounts. As of September, the overall public sector deficit stood at 3.5% of GDP 

(slightly above 4% of GDP measured in structural terms), with the primary balance 

also in negative territory, at -0.2%, below the 1.0-1.5% of GDP surplus required to 

stabilize net public debt at the current 35% of GDP. By raising regulated prices and 

cutting public investments, the current economic team says it intends to improve the 

primary balance to 1% of GDP and the nominal deficit to 2.5% of GDP by 2019, end 

of term year. However, authorities could be too optimistic regarding real GDP growth 

for 2015-19 – they expect an average 2.8% p.a., above our expected 2% p.a. – 

jeopardizing fiscal targets and with a potential negative impact on tax pressure, debt 

levels, business sentiment, and credit ratings. All in all, we are skeptical that inflation 

levels will decline significantly from the 9.7% YoY year-end levels expected for 

2015. We believe higher regulated prices, robust wage increases, and persistent FX 

weakening are likely to keep general inflation at 9.2% in 2016 and core inflation near 

current 10% YoY levels. 

Monetary policy: a hawkish policy bias attempts to contain FX pressures 

In 3Q15, money aggregates rose 6.9% YoY in nominal terms, below the average 

10.7% increase in 2014 in a deliberate measure taken by the monetary authority to 

moderate price increases. Since mid-2013, the Central Bank has specific targets on 

money aggregates, set at 7-9% YoY for 4Q15. As expected, money tightening raised 

local currency rates to the current 14% (three-month local currency yields of Central 

Bank instruments), something we expect to continue into 2016. Still, monetary 

tightening’s effect on prices occurs through the FX channel rather than through the 

traditional credit channel, considering that 50% of loans are granted in foreign 

currency and bank intermediation is low (loans represent a bare 30% of GDP). As a 

result, lower money supply growth and higher rates promote portfolio shifting from 

foreign currency to local pesos containing peso weakening and an increase in prices 

of imported goods. While the USD has increased a steep 26% YoY during the past 

year and tradable goods have risen 11.1% YoY, peso weakening and inflation levels 

could have been considerably higher under a less hawkish monetary policy. That said, 

we believe a tighter monetary policy combined with a still lax fiscal policy has 

resulted in a significant misalignment of the country’s REER, particularly compared 

to regional peers, undermining the competitiveness of local production.  

FX outlook: pressures on peso likely to mount in 2016 

After rising almost 22% YTD, the peso has remained relatively stable recently, 

hovering near UYU29.5/USD, due to tighter monetary policy and intensified Central 

Bank intervention in the FX market. With these measures, authorities have contained 

the UYU below the 30/USD threshold likely to boost inflation above two-digit levels. 

While we think the official strategy is likely to be successful in what remains of 2015, 

FX pressures mount as the UYU weakens significantly below most regional 

currencies in both nominal and real terms. Indeed, the USD rose 48% in nominal 

terms against the UYU in the past three years, 90% against the BRL, an estimated 

100% against the ARS, and 58% against the COP. Only the CLP weakened similarly 

to the UYU, with the USD rising 44% in the Andean region. However, considering 

higher inflation levels in Uruguay, the UYU has depreciated way below the CLP in 

real terms. According to our estimates, the USD strengthened 17% against the UYU 

in real terms during the past three years and 32% against the CLP (57% against the 

BRL, while weakening against the ARS). While we acknowledge that the political 

and economic situation in Uruguay has not worsened to the extent it has in neighbors 

Brazil and Argentina, we do not see major reasons for FX misalignments against 

alternative peers such as Chile. In our view, the UYU remains between 10-20% 

overvalued, adding a strong upward bias to our 2016 FX year-end forecast currently 

set at UYU34.9/USD, 17% above the UYU29.8/USD we expect for year-end 2015.  
  

Central Bank FX sales intensified since 
past August  

 
Central Bank foreign currency purchases/sales in FX 
markets during 2015. As of November 24. In USD millions. 
Source: BCU.  

 

The UYU weakened nominally less than 
other currencies in the region 

 
Index of nominal currencies against the USD. June 
12=100. Sources: Bloomberg and Santander.  

 

The UYU also weakened below regional 
peers in real terms  

 
Real exchange rate against the USD. Deviation against 
average levels since 1994. Monthly figures. Source: 
Santander. 

 

FX forecasts continue to entail 
overshooting risks 

 
Year-end UYU/USD. Sources: BCU and Santander. 
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URUGUAY 
 % GDP 2011 2012 2013 2014 2015F 2016F 2017F 

National Accounts & Activity Indicators         

Real GDP (% YoY)  5.2 3.3 5.1 3.5 1.5 1.4 2.3 

Private Consumption (% YoY) 87.9 7.2 5.0 5.2 4.2 1.4 1.3 1.8 

Public Consumption (% YoY) 12.1 3.7 5.9 5.0 2.5 2.1 2.1 2.1 

Investment (% YoY) 21.2 9.9 13.9 8.6 -1.2 -4.0 -1.4 1.5 

Exports (% YoY real)  20.9 5.8 3.1 0.2 1.9 1.5 0.5 3.5 

Imports (% YoY real) 27.5 12.5 13.5 3.5 0.5 -1.9 -1.0 1.7 

GDP (US$ bn)  48.0 51.4 57.6 57.6 54.0 50.9 49.9 

GDP Per Capita (US$)  14.2 15.2 17.0 16.9 15.8 14.9 14.5 

Output gap (% of potential GDP)  -1.4 -1.1 0.9 1.4 -0.1 -1.6 -2.3 

Monetary and Exchange Rate Indicators         

CPI Inflation (Dec Cumulative) (%)  8.6 7.5 8.5 8.3 9.7 9.2 8.9 

Core inflation (Dec Cumulative) (%)  8.9 8.2 9.2 10.3 10.5 10.0 10.5 

US$ Exchange Rate (Avg)  19.3 20.3 20.5 23.2 27.3 32.5 36.8 

Real effective exchange rate (% YoY chg, by year-end)  -5.5 -9.4 3.0 -1.9 2.7 7.1 5.0 

Central bank reference Rate (Avg)  7.7 8.9 n/a n/a n/a n/a n/a 

Monetary Base (% YoY)  22.4 18.0 14.3 10.8 8.8 9.0 8.5 

Bank lending to the private sector (% of GDP)  21.6 23.6 24.4 25.9 27.0 28.5 30.4 

Fiscal Policy Indicators         

Fiscal Balance. % of GDP  -0.9 -2.6 -2.3 -3.4 -3.4 -3.6 -3.7 

Primary Balance. % of GDP  1.9 -0.1 0.4 -0.6 -0.2 0.0 0.2 

Primary expenditures (% of GDP)  26.4 27.9 29.2 29.2 30.3 30.0 30.0 

Balance of Payments         

Trade Balance (US$ bn)  -1.4 -2.4 -1.4 -1.0 -0.7 -0.5 -0.3 

   Merchandise Exports (US$ bn)  9.3 9.9 10.3 10.3 9.3 9.6 10.2 

   Merchandise Imports (US$ bn)  10.7 12.3 11.6 11.3 10.0 10.1 10.4 

Current Account (US$ bn)  -1.3 -2.6 -2.8 -2.5 -2.0 -1.7 -1.4 

Foreign Direct Investment (US$ bn)  2.5 2.5 3.0 2.8 1.9 1.0 0.8 

Debt Profile         

Central Bank International Reserves (US$ bn)  10.3 13.6 16.3 17.6 16.9 16.8 17.2 

Total Public Debt (gross, % of GDP)  56.3 60.6 57.5 58.4 62.0 66.6 70.8 

   Of which: Foreign-currency denominated (% of total)  47.9 42.5 40.1 43.7 49.4 52.0 49.4 

Total External Debt (US$ bn)  18.3 21.1 22.9 24.2 24.4 25.0 24.4 

   Of which: Private sector external debt (% of total)  21.3 21.1 21.1 21.4 21.4 21.4 21.4 

Labor Markets         

Nominal wage adjustments (% chg YoY)  12.9 13.0 12.1 12.0 10.0 10.2 10.2 

Unemployment Rate Avg. (% of EAP)  6.3 6.3 6.5 6.6 7.6 8.1 7.8 

Employment (% chg YoY)  2.6 0.5 -0.2 2.3 -2.1 -0.2 0.6 

Sources: Banco Central de Uruguay, Finance and Economy Ministry, National Statistics Agency (INE), and Santander. 
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