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Mexico 

GONE WITH THE WIND OF UNCERTAINTY 

 The Mexican economy is on the brink of recession in 2019 while the 

outlook for 2020 remains bleak and a downward bias for the economic 

activity persists.  

 Investment is plummeting, job creation is slowing rapidly, construction 

activity is falling, and private consumption runs at the weakest pace in a 

decade. 

 A loss of confidence from firms and households appears to be the main 

factor explaining recent economic performance, even though formal 

indicators of confidence are not that bad. 

 Fiscal policy is being discussed in Congress and should be finalized by 

November 15th at the latest. Fiscal discipline is reaffirmed but there are 

optimistic assumptions in the macroeconomic framework that imply a 

“stressed” budget that will likely require additional spending cuts to 

reach the fiscal targets. 

 Some proposed changes on the public revenues side are highly 

controversial, generating additional uncertainty for businesses and 

households.  

 On the positive side, inflation has been declining and has hit the official 

target of 3%, and even though core inflation remains stubbornly stable 

around 3.8%, this has been enough for Banco de Mexico to cut its 

reference interest rate twice, and more cuts are expected. 

 In a highly uncertain environment where many risk factors remain 

present, we have reduced our GDP forecast for 2019 even further, now 

standing at 0.2%. We expect sluggish economic activity to carry into 

2020 with growth subdued at around 1.0%.  

WIDESPREAD SIGNS OF WEAKNESS 

Recent data on economic activity have been unexpectedly weak: Gross fixed 

investment fell 3.2% real annual in the first semester, the weakest reading in the 

decade for a similar period. Industrial production fell 1.7% real y/y in July—marking 

nine consecutive months of contraction—mainly driven by a dramatic 8.4% real y/y 

drop in Construction and a 10.0% real y/y reduction in the oil industry. Job creation 

on a yearly basis kept slowing down in August, growing only 1.8%, the slowest 

since 2009. Internal private consumption unusually stalled in April–June, barely 

growing 0.1%. Lastly, capital goods imports nose-dived in August, falling 17.2% 

annual in June–August and signaling more acute weakness in investment in 

coming months. 

Instead of receding, uncertainty on the business environment continues to rise, 

and the outlook for the economy has complicated even further. One of the key 

elements to define the Government’s 2020 forecasts was the so-called “Economic 
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Chart 1 

  Mexico 2018 2019f 2020f 2021f

Real GDP (annual % change) 2.0 0.2 1.0 2.0

CPI (y/y %, eop) 4.8 3.4 3.8 3.7

Central bank policy rate (%, eop) 8.25 7.50 7.00 7.00

Mexican peso (USDMXN, eop) 19.65 20.83 21.36 21.65

Source: Scotiabank Economics.
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Package”, which contains the macroeconomic framework used to determine the fiscal 

policy, public revenues and spending. The Economic Package, now being discussed in 

the lower house of Congress, was considered to be “responsible” by many analysts, 

because it targets to achieve a primary surplus of 0.7% of GDP. 

The macroeconomic framework in the Economic Package is unusually optimistic in a 

couple of key variables: GDP growth (expected at 2.0%, above the forecast of the most 

optimistic private analyst) and oil production (forecast at 1,951 thousand barrels per day, 

+13% vs estimated 2019). If the economy grows less, as the markets are expecting, 

public revenues would likely be lower and more spending cuts would be needed to 

achieve the fiscal goals which would, in turn, hurt economic growth. If oil production does 

not grow as forecast, Pemex finances would be in trouble and more financial support 

from the Federal Government would likely be needed, thus putting pressure on 

sovereign ratings.  

Some proposed changes in the tax framework are generating not only anxiety among 

the business community, but even open criticism from the Mexican Banks Association. 

Among these changes are: increasing the rate on interest income retention to 1.45% 

from 1.04% (which taxes savings), limiting deduction of net interest payments to 30% 

for businesses, and changing different laws to prevent fiscal fraud but actually hurting 

the rule of law, since “suspicions” from the authority could be enough to arbitrarily 

confiscate property and freeze banking accounts. If these measures are implemented, 

investment and economic growth prospects would be negatively affected. 

One of the key assumptions to justify the more optimist economic growth in the 

Government’s plan was that the new trade agreement with the USA and Canada (TMEC) 

would be ratified in the near future. After impeachment discussions started in the US 

Congress, chances for the TMEC to be ratified in the short term practically vanished.  

On the positive side, inflation has been surprisingly well behaved, hitting the official 

target of 3% which, coupled with the evident weakness in the economy and some 

political pressures on Banco de Mexico, gave the central bank room to cut its reference 

interest rates at each of the last two decision meetings. Under these new conditions, it 

is likely that Banco de Mexico will cut its reference interest rate more than previously 

expected. We are changing our forecast for the reference interest rate, now expecting 

at least one more cut in the coming November meeting and two more cuts at the 

beginning of 2020, reaching a level of 7.00% and then remaining at that level for the 

remainder of 2020–21. Worth noting is that weakness in economic activity and the 

political pressure it presents is pushing market participants to anticipate even more 

interest rate cuts. However, cutting interest rates in an adverse global environment will 

add sensitivity to the Mexican Peso, so Banco de Mexico will need to be very careful 

with its monetary policy. 

Finally, there are many risks still lurking on the horizon. A more adverse external 

environment is quite relevant, and could happen if protectionism keeps rising in the 

global scene, the US economy stalls, there is a hard Brexit that produces shockwaves 

over global financial markets, or some new geo-political tension erupts. On the internal 

front, a failure to restore confidence among investors or a new downgrade of Pemex 

and sovereign ratings are among the most relevant risks. If oil production does not start 

to increase promptly, to reach Pemex’s business plan projections, or should tax 

revenues keep weakening as the economy slows down, then a downgrade on 

sovereign debt will likely take place.  
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Brazil 

BRAZIL’S CURRENCY HOLDS THE KEY FOR INFLATION & GROWTH 

 At this point, still very weak growth and a benign inflation backdrop 

have allowed the Central Bank (BCB) to ease more than we had 

expected. At this stage, the possibility of rates remaining at current very 

loose settings will depend on: 1) the BRL remaining anchored to avoid 

FX-inflation pass-through, 2) whether the government can deliver on 

pension and fiscal reform.  

 On the growth and inflation front, we think the BRL holds the key. 

Consumers are getting a windfall from low rates, but if the BRL 

continues falling, we could see inflation force rates higher—thus putting 

the brakes on consumers’ current happy spending. 

INVESTOR APPETITE WILL BE KEY TO DETERMINE IF THE BCB WILL BE 

FORCED TO BACKPEDAL ON RATE CUTS 

The sharp drop in the Brazilian real (BRL) over the past couple of months (-10.5% 

since July 18, 2019) has only had a marginal impact on BCB easing expectations. 

Our take is that current very loose monetary policy (and low yields), as well as 

mounting uncertainty in Argentina have combined to erode support for the real. 

We believe Brazil’s “neutral real rate” lies somewhere around 4.5%, after the TJLP 

helps cut it by about 100bps (one of the causes for Brazil’s high rates used to be 

lending market segmentation, with “premium borrowers” taken off market by 

BNDES subsidized lending).  

Interestingly, in the presentation of the just-released BCB Inflation Report, 

Campos Neto didn't sound terribly worried about FX-inflation pass-through risk. 

The message basically was that the combination of low inflation and stronger 

fiscal accounts was enough to maintain strong investment appetite for Brazil—and 

he said the BCB doesn't make or present FX-inflation pass-through estimates. 

The relatively dovish stance maintained by the BCB seemingly validates the DI 

curve’s pricing of an additional 60bps (about 80% of a 50bps cut in the next 

meeting, and an 80% probability of a subsequent 25bps cut) in the SELIC rate. If 

the BRL doesn't rebound, our estimates suggest about 200–250bps of latent FX-

related inflation would hit the Brazilian economy but, to some degree, that will 

depend on global market conditions.  

On October 1st, the pension reform bill passed the Committee level, and is 

expected to be submitted to the Senate Floor for a vote in the second half of 

October. The key question is whether potential changes to water it down 

(reducing savings by up to BRL100 bn) can be avoided. As we have long 

argued, Brazil’s fiscal woes run deeper than pensions. The pension reform—

unaltered—would result in fiscal savings equivalent to about 10 percentage 

points of GDP over 10 years. The problem is the country has gross-debt-to-GDP 

of 90%, a fiscal deficit which has remained stubbornly above 7% of GDP, and 

we’d argue that the country’s steady state interest rates are closer to 8–9% than 
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Chart 1  

  Brazil 2018 2019f 2020f 2021f

Real GDP (annual % change) 1.1 1.0 1.8 2.1

CPI (y/y %, eop) 3.8 3.9 4.6 4.1

Central bank policy rate (%, eop) 6.50 5.50 6.50 6.75

Brazilian real (USDBRL, eop) 3.88 4.18 4.18 4.30

Source: Scotiabank Economics.
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to 6%. All that means that—after pensions—a fiscal reform will be necessary. The higher-than-expected resistance to pension 

reform suggests that fiscal reform will not be a walk in the park. Based on the comments on September 26th by Fitch Ratings’ 

Shelly Shetty at the EMTA conference in NY, at least one of the three major agencies seems to agree with the view that, while 

pension reform is positive, it is just one of several necessary steps. Shetty said: “For us to become more positive on Brazil, we 

definitely want to gain more confidence that there will be fiscal consolidation and that there is a credible strategy for Brazil to cut its 

fiscal deficit and reduce its debt burden”, and added that even with pension reform, the country’s fiscal situation is shakier than that 

of its peers.  

GROWTH AND INFLATION—FOR NOW, MUCH ADO ABOUT NOTHING 

Although some growth indicators are starting to show signs of life—notably both 

services and manufacturing PMIs are posting positive numbers—total growth for 2019 

year-to-date remains sub 1.5%. July’s monthly economic activity index printed at a 

stronger-than-expected +1.3% y/y (vs consensus +1.0% y/y), while retail sales posted 

a much stronger-than-expected +4.3% y/y (consensus +2.2% y/y). Our sense is that 

low rates are helping boost consumer demand, but until we see investment pick up 

from levels that are low, even within a region of low investment, it is difficult to see a 

material improvement in the country’s low potential growth rate. We think the country’s 

growth potential lies around 2.0%, meaning there is still some slack. This slack is what 

we see as having allowed the BCB to lower rates to unprecedented low levels, but we 

remain somewhat concerned that poor fiscal performance may be among the factors 

that force the central bank to backpedal on rates, reducing the demand from what 

remain very highly leveraged households. We expect growth of 1.0% in 2019, and an 

acceleration to just south of 2.0% in 2020 and slightly over 2.0% in 2021, but see a de-

anchoring of inflation as the biggest risk.  

With regard to inflation, the key lies in BRL in our opinion. Brazil has among the higher 

rates of FX-inflation pass-through in the region, and so far, it has lost about 10% vs the 

greenback since mid-July. The drivers of the drop are debatable, with Argentina’s turmoil likely playing a role. However, we think 

the BCB’s aggressive easing also played a part. At the end of the day, we could argue that MXN’s resilience is basically 

attributable to high carry—which has in turn made the total turnover of the MXN decline dramatically, as it loses its proxy-hedge 

status. Conversely, as BRL’s yields have dropped, the real has become more vulnerable. The key risk we see is that appetite for 

the country fades if pension reform is not followed closely by fiscal reform, meaning the macro-improvement story loses steam. 

We’re forecasting a still fairly stable inflation backdrop, where we only see IPCA rise to 4.6% in 2020—but that’s based on our 

assumption of a BCB that starts gradually tightening rates in 2020 Q3. Without higher yields, the BCB could yet again fall behind 

the curve on the inflation front.  
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Colombia 

RESILIENT ECONOMIC ACTIVITY DESPITE HIGH EXTERNAL RISK  

 Economic activity is consolidating. With strong domestic demand, the 

trade deficit continues to widen—which suggests balance of payments 

issues will remain a concern. Our GDP growth forecast remains at 3.2% 

y/y this year and 3.6% in 2020–21, although with a downward bias due to 

the external environment. 

 Headline inflation has picked up recently due to temporary supply 

shocks in foodstuffs. Although we expect a fairly quick reversal of the 

shocks, the CPI bias is to the upside due to a still-muted (but latent) 

exchange rate pass-through risk. 

 BanRep will likely hold the lending rate steady at 4.25% as it balances the 

better domestic demand and short-term upward pressures on inflation with 

a lower neutral rate due to lower international interest rates. We expect 

stability for the rest of 2019 and one hike in 1H20 to 4.5%.  

 The sustainability of long-run twin deficits continues to be the main 

concern for the Colombian economy. We believe the current account 

deficit will continue above 4% and fiscal targets will be met, although 

due to one-off revenues.  

Colombian economic activity continues its gradual recovery, decoupling from the 

weakness of Latam peers and deceleration in developed countries, as it is a 

relatively closed economy, the political situation is stable, and it is benefitting from 

the impact of tax reform and the construction of 4G infrastructure. Domestic 

demand and GDP showed solid growth in 1H19. Hard data for July continue to 

point to higher 3Q19 growth and investment recovery. Domestic demand strength 

has implied a higher current account deficit due to higher capital imports that have 

helped investment this year. Additionally, although the government has slowed 

expenditures this year and has a slightly higher tax collection, budget inflexibility 

and extremely high tax evasion make fiscal accounts a structural concern for the 

Colombian economy. Monetary policy should be on hold for the near future, while 

the temporary pick-up in headline inflation will likely vanish during 1H20. 

ECONOMIC RECOVERY HAS CONSOLIDATED AND INFLATION HAS 

INCREASED RECENTLY 

Colombia’s 1H GDP—although a bit below government expectations—showed that 

domestic demand growth continues to be robust. In fact domestic demand grew at 

4.3% y/y in 1H19, while GDP growth was 3% y/y. The trade deficit is mainly due to 

stagnant exports and strong imports of capital goods. Robust capital imports imply 

an investment recovery and explain why domestic demand outpaced GDP 

growth—it could also support potential growth down the line. Capital imports goods 

expanded by 12.6% y/y, and investment has recovered (+4.3% y/y 1H19). Having 

said that, the economy is still running below potential output (~3.3%). On the 

supply side, it is worth noting that only the construction sector (6% of total GDP) 

declined in 1H19, while services sectors led growth in the first half of the year. 
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Colombia 2018 2019f 2020f 2021f

Real GDP (annual % change) 2.6 3.2 3.6 3.6

CPI (y/y %, eop) 3.2 3.7 3.2 3.1

Central bank policy rate (%, eop) 4.25 4.25 4.50 4.50

Colombian peso (USDCOP, eop) 3,254 3,310 3,250 3,180

Source: Scotiabank Economics.
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Financial services, Commerce and Telecom services grew above 4%. July coincident 

indicators, such as retail sales, manufacturing, energy demand, and oil production, among 

others, point to a still-strong domestic demand. Therefore, we kept our forecast of 3.2% for 

2019 GDP growth and 3.6% for 2020 and 2021. Having said that, weaker global demand 

puts a downward bias on our economic activity projections, especially for 2020–21. 

Inflation accelerated to ~3.8% y/y due to a temporary supply shock in food prices. Core 

inflation (excluding food and regulated prices) remains close to 3%, although with a slightly 

positive trend. A base effect in foodstuffs should keep yearly inflation around the current level 

but those effects are going to be diluted early in 2020. FX pass-through has been rather 

moderate. Although we do not see a big issue on this front, the 12.2% year-to-date average 

depreciation is reflected in an upward bias to our forecast for headline inflation to end 2019 at 

3.7% and at 3.2% for 2020. Beyond 2020 we do not anticipate shocks; therefore under a 

closing output gap, inflation in 2021 should continue close to 3%.  

The Colombian Central Bank (BanRep) is balancing between temporary inflation pressures 

that can affect inflation expectations, stronger GDP growth and domestic demand, and 

external downward risks that can affect gradual economic activity recovery in the coming 

months. According to BanRep’s staff, policy rate at 4.25% is in a slightly expansionary 

territory, and lower external rates push down the neutral rate in Colombia. Recent 

communication from BanRep points to a central bank on the sidelines—keeping policy 

rate at 4.25% for longer, despite developed countries’ central bank dovishness. In fact 

Governor Echavarría and Minister Carrasquilla explicitly have said that with current 

information they rule out policy rate cuts in the near future. Our forecasts of a stronger 

economy next year and headline inflation a bit higher than 3% are in line with a stable 

policy rate this year at 4.25% and one hike in the 1H20 to 4.5% to approximately what we 

think is the neutral rate. For 2021 we anticipate stability in the policy rate.  

2019 COP weakness, although in line with peers, is not in line with domestic fundamentals. 

In fact, several models indicate that dynamics of both structural and idiosyncratic variables 

point to stronger COP. For instance, terms of trade improvement (higher oil prices); stronger 

economy; healthy current account deficit financing (FDI); lower country risk perception (CDS 

5Y at ~90, while December 2018 was at ~150); short-run fiscal consolidation; and higher 

domestic market interest rates all suggest an appreciation of around 9% from current levels.  

Uncertainty regarding trade tensions and the global economy should continue, which allows us to think that short-term financial pressure 

will also continue, although on a smaller scale. Therefore, we revised up our COP forecast to $3310 for the end of the year, which implies 

an appreciation of 4% from current levels. We do not expect external pressure to escalate further next year, therefore we expect the COP 

to end 2020 at $3250, which is still above what models forecast, but somewhat stronger than 2019. 

TWIN DEFICITS TO CONTINUE 

Colombia’s current account deficit remains a major concern. It stood at 4.4% of GDP in 1H 2019, 0.7 pp higher than the same period of 

2018, although financing is still healthy via FDI. As indicated previously, domestic demand recovery requires a deterioration in the current 

account as higher investment comes with higher capital and raw material imports. For 2019 we expect an external deficit of nearly USD 

13 billion (4.1% of GDP), much higher than peers in Latam.  

Fiscal accounts this year, so far, have been able to manage the initial shortfall in revenues projected at the beginning of the year. Minister 

Carrasquilla froze COP$10tr of the initial budget, and tax collection has been higher than expected. Although, in the short run it looks as 

though fiscal accounts are in better shape, next year’s fiscal budget (which is currently in Congress for approval) needs an additional 

COP$8.5tr (~US$2.5b or 0.8pp of GDP) that will come from privatizations to comply with the 2.4% of fiscal deficit goal. In other words, Band-

Aids and one-offs continue to be the most recurrent way to finance short-term fiscal accounts, but there is no real policy to solve long-run 

fiscal sustainability once and for all. Therefore, we expect Fitch to deliver a downgrade to BBB- (still investment grade) for Colombia in 1Q20.  
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Peru 

ECONOMIC RESILIENCE, BUT WEAKISH GROWTH, IN AN UNCERTAIN WORLD 

 We’re lowering our GDP growth forecasts to 2.3% for 2019 (from 3.1%) 

and 3.0% for 2020 (from 3.7%), and initiating forecast for 2021 at 3.5%. 

 With legitimacy concerns regarding the government and Congress and 

the call for new elections, the political environment will be a risk for 

some time to come. 

 Private investment (non-mining) growth is suffering the most. 

 Although growth is slowing, markets are focusing on macro strengths.  

 Inflation is subdued, and fiscal and external accounts are robust. 

 The Central Bank is likely to reduce its reference rate, but not 

aggressively. 

There seems to be no end to political uncertainty in Peru. President Vizcarra 

dissolved Congress and called for new Congressional elections to be held on 

January 26. After initial resistance from opposition groups in Congress, things are 

starting to settle around this new status quo in which President Vizcarra maintains 

a hold on power with the allegiance of most State institutions and popular support. 

However, the Constitutional Tribunal might still have a say in the matter of 

whether President Vizcarra acted legally, and until matters are more clearly 

defined, political and governability risks will continue to be high. Double elections, 

in 2020 for Congress and again in 2021 for Congress and the President, add to 

uncertainty. 

Greater political and global uncertainty have led us to lower our GDP growth 

forecasts to 2.3% from 3.1% in 2019, and to 3.0% from 3.7% in 2020. We’re 

providing a round number for 2020, as there is too much uncertainty for precision. 

This also means that both upside and downside risks are great and the margin of 

error wide. We’re initiating a growth forecast for 2021 at 3.5%. Hopefully, by 2021, 

with new elections, political turbulence will be behind us, and the new government 

can focus more on economic management. 

One special ongoing concern for us is economic management, which appears to 

be a secondary issue for a Vizcarra regime that is more focused on politics. The 

installation of a new cabinet may hamper economic management over the short 

time in which the cabinet—basically, a lame duck one—will operate. Although, 

economic policy is not likely to vary from the overall pro-market stance that has 

dominated for the past two decades, it will not be easy for the new cabinet head, 

Vicente Zeballos, and his team to implement quality economic management.  

Meanwhile, economic institutions such as the Central Bank continue to be reliable, 

and as long as continuity in pro-market economic policy is not at risk, many 

businesses will continue with a business-as-usual attitude, with the caveat that 

business as usual today means being very conservative in terms of investing. 
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Chart 2 

  Peru 2018 2019f 2020f 2021f

Real GDP (annual % change) 4.0 2.3 3.0 3.5

CPI (y/y %, eop) 2.2 2.0 2.0 2.3

Central bank policy rate (%, eop) 2.75 2.25 2.25 2.50

Peruvian sol (USDPEN, eop) 3.37 3.35 3.42 3.35

Source: Scotiabank Economics.
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Our forecasts seem to suggest that 2020 (GDP growth of 3.0%) will be somewhat better 

than 2019 (2.3%). This is not really the case, as the main difference between the two 

years will be resource sectors. We expect 2020 to be a more normal year for resource 

sectors, with 2.7% growth (barring an El Niño), after a poor 2019 in which aggregate 

resource GDP fell 1.1%.  

Our main concern is private investment. Political uncertainty and global tension are 

affecting business confidence and investment plans. We have lowered our forecast for 

2019 private investment growth from 4.0% to 1.1%. Given moderate growth in mining 

investment, this actually means that non-mining private investment will be close to nil. 

Although excess capacity has fallen in a number of sectors, we have yet to see greater 

corporate loans demand, and domestic demand growth is mild enough to allow 

businesses to wait for the political dust to settle before committing to investment in 

greater capacity. Where we are seeing investment is in technology, which is helping 

productivity (and curtailing inflation), and providing some support to growth. 

Politics is also, we believe, distracting the government from focusing on public sector 

investment and executing infrastructure investment. Given the political risks, we are 

lowering our public sector forecast for 2020 from 6.5% to 4.5%. However, 2019 has surprised to the upside, and we’ve raised our 

forecast from -1.5% to 0.5%, as regional and local government investment has performed less dismally than expected. Regional 

and local government investment should improve, as newly elected authorities gain a firmer rein on spending, but the improvement 

in public sector investment would have been that much greater in an environment of greater political calm.  

Consumption growth is robust, but slowing, and we’ve lowered our private consumption growth forecast from 3.5% to 3.0%. 

Consumption has been a leading driver of growth in the past year, as employment has held up, although restricted to a few, albeit 

labor-intensive, sectors, including agroindustry, mining investment, residential construction, tourism, and new business formats 

based on apps.  

The impact of political risk is largely restricted to growth. Price stability and non-growth macroeconomic indicators are performing 

much better, and we see little need for major changes.  

We continue to expect the trade balance to be in surplus, close to US$6 bn for both 2019 and 2020, which is non-materially lower 

than before. Financial capital inflows were very strong in early 2019, taken net international reserves to a record US$68 bn, 

currently. The pace of inflow is not sustainable, but, given that Peru’s macro picture bears up so well compared to peers, there 

seems to be little reason to fear a strong outflow of capital.  

We maintain our expectation that the PEN will close 2019 at 3.35. As financial inflows subside, and given high political uncertainty 

and elections in 2020, we expect the PEN to weaken mildly to 3.42 by year-end 2020. 

We’ve made no material change to our fiscal deficit forecast, which remains at 2% of GDP for 2019. We’ve raised our forecast for 

2020 from 1.8% of GDP to 2.0% to account for the impact of slower growth. 

We see no evidence of inflationary pressures, and expect inflation to hover around the 2% mid-point of the Central Bank’s target 

range. It would take a supply shock to take inflation outside of the CB’s comfort zone. The CB has recently signaled that it might 

lower rates, and, given political uncertainty and lower growth outlook, we see motivation for them to do so. We continue to expect 

the CB to follow up on the September decision to lower its policy rate from 2.75% to 2.50% with one more cut, to 2.25%, by year 

end. 

Chart 3 
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Chile 

RECOVERY IN INVESTMENT SUSTAINS GDP GROWTH IN 2019  

 We revised downward our GDP growth forecast from 3.2% to 2.7% for 

2019, and keep 2020 at 3.2%. A negative supply shock in the first half of 

the year and a more challenging external scenario are the main drivers 

for this revision. We expect a significant rebound of public and private 

investment—mainly in the mining sector—in the second half of the year. 

 Local financial markets followed external developments, as the peso 

depreciated against the dollar and stock prices and long-term interest 

rates fell. The latter, combined with the prospects of a more 

expansionary monetary policy, has resulted in low borrowing costs for 

all categories of credits and maturities giving strong support to the 

construction sector. 

 Our inflation forecast has been raised from 2.8% to 3.1% for end-2019. 

The depreciation of the peso and increases in some regulated tariffs are 

the main drivers for this adjustment. Following the cut of 50 bps in the 

benchmark rate by the Central Bank in September, we expect an 

additional cut of 25 bps in our baseline scenario. 

MACRO UPDATE 

Economic activity and domestic demand grew below expectations in 19Q2. 

Negative supply shocks in specific sectors were the main factors responsible for 

this deceleration. Personal Services, a sector that constantly shows stability, 

plunged in June and this shock showed persistence in July, due to the public 

school teachers’ strike (that lasted 8 weeks). Personal Services account for 12% 

of GDP. Manufacturing was also sluggish, as the trade war amplified and volatility 

in global markets have risen. Despite our downward correction in GDP growth, 

due to negative shocks in June and July, we are still on the optimistic side of 

expectations, as we expect a rebound of investment and stabilization of private 

consumption during the second half of the year. 

Investment increased a surprising 4.8% YoY in 19Q2, with strength in construction 

spending offsetting more subdued growth in machinery and equipment outlays. 

We are optimistic about investment in the second half of year, as projects in 

development continue to increase and others start to materialize. In addition, the 

government has announced a set of initiatives that aim to boost investment this 

year and in 2020. We forecast a 7.0% expansion in investment during the second 

half of the year (5.5% y/y in 2019).  

With respect to domestic demand, private consumption has increased slower than 

expected. We believe this deceleration is related to higher precautionary savings. 

However, disposable income is still growing at a stable pace. The services sector 

continues to perform well, while the good sector is slowing. A number of measures 

confirm a rebound in labor income, as the recent slowdown in consumption 

coincides with a move of monetary aggregates toward less-liquid assets. Toward 

the end of 2019, the recovery in job creation and wages should trigger an 
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Chile 2018 2019f 2020f 2021f

Real GDP (annual % change) 4.0 2.7 3.2 3.0

CPI (y/y %, eop) 2.6 3.1 2.6 3.0

Central bank policy rate (%, eop) 2.75 1.75 2.00 3.00

Chilean peso (USDCLP, eop) 694 690 640 635

Source: Scotiabank Economics.
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improvement in consumer confidence, leading to stronger consumption and retail 

sales. 

The unemployment rate reached 7.2% in August, suggesting the weakness seen in 

2018 is well behind us. Total employment is recovering, driven by public sector jobs 

(education, health and public administration) and greater expansion of self-

employment in the trade sector. Manufacturing employment continues to decline as 

external demand impacts some subsectors, such as forestry and paper. 

Inflation normalization is still in progress. After coming in significantly below the 3.0% 

target during the first semester, total inflation is expected to pick up, ending at around 

3.1% in December. The recent depreciation of the CLP—around 8.5% since March 

2019—will have a significant effect on the CPI. According to our estimates, the 

accumulated inflation between October 2019 and February 2020 would be no less 

than 1.4%, which is above market estimates. In addition to the exchange rate pass-

through to imported goods, the drought in the central zone of the country and 

strengthening domestic demand should boost core inflation in coming quarters. 

This context of higher exchange rate and an internal demand will add a note of 

caution when the Central Bank is evaluating additional cuts in the reference rate, 

beyond the cut we expect to occur in October, which would leave the MPR at 1.75%. 

The Central Bank is likely to strongly weigh external headwinds in its consideration of 

rate cuts. 

The CLP is in the upper bound of its historical relation with copper price. In the past 

few weeks, it reached $728, its highest level since early 2016. The recent 

depreciation is explained by a stronger dollar and lower copper price, along with 

persistent external headwinds. We forecast an appreciation toward $690 at the end of 

2019. Better domestic activity figures, and more stability on the global trade front 

should lead to some appreciation. 
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