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Mexico Gross Fixed Investment Inflation likely peaked at the end of 2022 and hence the next key debate will be when
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e Banxico begins its easing cycle. We anticipate Banxico will decouple from the Fed in early
110 | -2023, but we still expect the bank’s overnight rate will rise to 11%, which means that the

policy rate spread between the two countries will only slightly narrow. Next year we will

100 | see three factors combine to put upward pressure on employer costs: 1) another 20%

increase in minimum wages which has already been approved, 2) the pension reform’s

90 - gradual increase from 6.25% to 15% in employer contributions to employee pensions will
start in 2023, and 3) the negotiation of union wage contracts under the new USMCA

80 framework needs to be completed by summer 2023. These wage pressures could make
inflation ‘stickier’ in 2023.
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In politics, the State of Mexico governorship election is seen as an important preamble

60 to the 2024 presidential election. Edomex is the PRI’s only remaining major bastion, the
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government’s political reform will remain on track, and its ratification will be important for
Chart 2 shaping the 2024 election.

SELE E Uizl U LeEiEelEs As for public finances, the budget is again a prudent one, although it is once more built

Imports
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One of the great questions heading into 2023 is how much could investment contribute to
Mexico’s economic rebound. Could this offset US-led weakness? The latest reading for
total gross fixed investment in Mexico in Q3-2022 stood slightly below the 2013 average
(chart 1), as weak capital formation acts as a primary drag on Mexican growth.

Can the nearshoring story lead to a stronger bounce in investment? We think the
answer is complex. On the one hand, the opportunity for attracting investment is there as
production targeting US consumers migrates from China. Goods from China have lost
market shares as a total of US imports since 2017, sitting at 17% currently from 22% five
years ago (chart 2). However, Mexico’s share of US imports is essentially flat, hovering in a
13-14% range over this period. So far, Mexico has not seen an increase in its US market
share nor in domestic investment. Will that change?

As our equity research team has argued, there’s evidence that certain regions and
sectors of the Mexican economy are seeing positive results from nearshoring,
particularly sectors linked to logistics and manufacturing. Certain regions in Mexico
(Torreon, Monterrey, etc.) are seeing rising investment related to nearshoring. However,
the macro level impact of nearshoring remains elusive. What can trigger a rebound in
investment?

« Power: With the private sector’s role in power generation facing important
uncertainty around fair competition between private and public players—including
an ongoing dispute between Mexico vs US & Canada under USMCA—investment in
the energy sector has been stagnant in recent years. This has resulted in concerns
over whether electricity supply will be sufficient to power manufacturing in the
country. Currently, excess energy capacity is close to its lowest level of the past 40
years (chart 3) and Mexico’s industry is very energy intensive—accounting for over
half of the country’s power demand (chart 4).

« Valuations: Over the past 20-years, episodes of sharp real depreciation in the MXN
have been followed by large increases in investment flows. Several metrics such as
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the real-effective exchange rate are beginning to suggest that the Mexican peso is 'I?gﬁ)spod, 55%
becoming relatively expensive. We believe that an exchange rate move could be the Sources”Scotiabank Economics, EIA.
catalyst for a rebound in investment as global bargain hunters Chart s
swoop in. Tax on Corporate Profits
« Policy stimulus / tax reform: Mexico's collection of corporate New Zeaﬁmg [
profit taxes as a share of GDP is relatively high (3.6%, vs 1.3% in Luxembourg B
the US, chart 5), which combined with other “high costs” such as Ganada ¢
security, electricity, and cost of capital, erode Mexico’s Bﬁzoij:m: B
competitiveness—somewhat offsetting the attractiveness of Netheﬁgggg
cheap labour and land. Mexico’s “expensive corporate taxes” are éy;tgﬁ”;e“g i
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in informality, meaning formal contributors face an even higher RQenmark
burden to reach a high collection share of GDP. At this point in Noway ¢
time, tax reform looks “off the table”. PoIaLrj1§ [
g |
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boost Mexico’s attractiveness to investment over the past 40 Agsgsﬁ T
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Sources: Scotiabank Economics, OECD.
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entering NAFTA, granting Banxico formal independence to stabilize prices and interest rates), as well as those undertaken in the 2010s
(opening the energy sector to private investment, strengthening anti competition authorities, attempts to strengthen education
institutions). At this stage, many of the pending challenges to investment in the country relate to previous attempts, and include:

1) deepening financial intermediation (credit / GDP in Mexico is between %2 to ¥ of that in Chile and Brazil), 2) improving the education
system (similarly to elsewhere in LATAM, Mexico scores at the very lowest level in the PISA tests), 3) strengthening the judicial system
to tackle corruption and insecurity (more on this below), as well as 4) fiscal, social security and energy reforms. Most of these topics are
off the political agenda, and hence we will address them closer to the 2023 Presidential election.

« Asnoted above, another hurdle to capitalizing on the opportunity Chart 6

presented by nearshoring are crime and governance shortfalls. In a Company Executive Responses of Main Obstacles

survey of firm executives carried out by Banxico (chart 6), those polled They See for the Economy Over the Coming 6 Months

were asked what the main obstacles to the recovery were, with a (% of responses, 2023 Q3)

combination of short-term issues (inflation, monetary policy) and longer- Public Finances, Other, 0.9% External
6.5% Conditions,

term factors mentioned. It’s noteworthy that among longer-term issues, 16.8%

. . Monetary
around a fifth of respondents said ‘governance’ represents a key Policy, 4.3%

structural factor hindering economic growth. Within governance, the
main obstacles cited are insecurity (40%), political uncertainty (31%), and
corruption (19%). It’s difficult to quantify how much insecurity truly
subtracts from Mexican growth and investment, but estimates range
widely from around 1.0% to 5.5% of GDP (and an outlier estimate of as
high as 20%).

« The National Statistic’s Institute (INEGI) survey on the cost of crime
shows that in 2021, 1.5% of GDP was the cost of what was directly lost by
citizens to crime and what was spent in crime prevention. INEGI's figures

show there were at least 28 million crimes committed in Mexico in 2021, Domestic

. Economic
of which robbery represented 21.4%, extortion 17.5%, fraud 19.2%, and "ggag;? Co;‘;ji:igns*
automobile theft 10.8%. Governance,

19.4%

o  Astudy by the Mexican Institute for Competitiveness (IMCO) in 2022 said Sources: Scotiabank Economics, Banxico.
a full 25% of firms were victims of crime, and 53% see insecurity as their
main problem to its operations. The direct impact of crime on companies (extortions, robberies, fraud, etc.) is estimated to cost 0.67%
of GDP. This does not include the costs of private and public security measures, adjustments in business strategies, etc. On top of that,
the IMCO report shows that only 1in 10 crimes on firms were reported.

«  Estimates by the Mexican Employer Organization Coparmex (an association of SMEs) put the direct costs at 1% of GDP.

o Anestimate by an academic from the University of Guadalajara put the cost borne by companies at around 5% of GDP (the estimate
was made by Roberto Soria Romo in 2018, based on “accounting costs” from companies).

« A more extreme estimate, by the Institute for the Economy and Peace, put the cost of insecurity and violence at 20% of GDP—but this
estimate includes items such as defense spending, etc.

At this point in time, data suggest that nearshoring is a macro-opportunity, which is yielding sectoral and regional results—although it’s
likely helping balance out other drags on broader growth. Security, access to utilities, and access to transportation infrastructure are very
uneven across states. This helps explain why some states are tapping nearshoring more than others—as we argued in a past report.
Indicators on US market share gains, economic growth, and economy-wide investment rates have been weak-to-flat by historical Mexican
standards. However, steps can be taken to broaden the benefits enjoyed by the Mexican economy.

—Eduardo Suarez
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1. BANXICO DECOUPLING FROM THE FED

History has taught us that preventing an inflationary spiral by front loading monetary policy Chart10

actions is better for long-term growth, despite the short-term costs (BIS Annual Economic Mexico Implied Overnight Rate
Report 2022). Both in the US and Mexico, inflation has been stubbornly high (charts 7 and 8), 11.40 % Lot Jan
consistently beating forecasts and increasing the risk of de-anchoring expectations. oo | 16th 2023
After showing up a little late to the hiking party, the Federal Reserve firmed up its hawkish Max: Oct
guidance with phrases like “ongoing increases”, “restrictive policy stance for some time”, “[our] 940 | 2lstE2
priority is price stability” in almost every communication. Of course, they needed to do this, as 640 |
not doing it would have jeopardized their credibility. However, as central banks struggle with
balancing rising inflation against deteriorating growth prospects, ‘fear-trading’ in markets over ;44 |
the Fed guiding higher-for-longer stance seems to have eased, particularly following its ';Aé?h J2”2'
December 2022 decision (chart 9). 6.40 =
[o)] [se}
But, what about Mexico? The Mexican economy is highly integrated to the US’: according to g
6

Banxico’s latest Regional Economic Report, the economic phases of both countries coincide in - gpservation period from June 30th, 2022 to

80% of the time (on a quarterly basis). Additionally, members of Banxico’s board have January 16th, 2023. .
Sources: Scotiabank Economics, Bloomberg.

repeatedly acknowledged the importance of the relative monetary policy stance with the Fed

and, as such, the fact that Banxico has followed the Fed’s steps in the last six decisions is no surprise (chart 10). Both countries face similar
external inflationary pressures such as the conflict in Europe and its impact on energy prices, broadly stronger commodity prices, and
logistical bottlenecks (whose effects are fading). However, Banxico might be closer to reaching its terminal rate than the Fed.

Headline inflation in Mexico declined to 7.82% y/y in November (from 8.41% in October), but pressures in merchandises and services
have seen core inflation leapfrog headline. Although some board members have highlighted in the past that reducing the hiking pace will
happen only once the “inflationary outlook improves, especially in its core component”, we think that core inflation will have peaked prior to
Banxico’s February meeting, its first of 2023. Also, in the latest Quarterly Inflation Report Presentation, even the most hawkish members of
the board signaled that they would support slowing the hiking pace, building on speculation over a decoupling from the Fed in the near
term. That said, we still expect Banxico to hike at least one more time, in line with the latest communiqué stating: “it will still be necessary
to raise the reference rate at the next monetary policy meeting”. Additionally, the minutes from December’s meeting confirm our
expectation that Banxico will further reduce the hiking pace to 25bps and deviate from the Fed.

Going forward, our baseline scenario has Banxico keeping the hawkish tone and delivering one last hike in March, leaving the rate at
11.00% throughout most of 2023. The timing for Banxico to begin with its easing cycle is still uncertain. There’s a considerable divergence
between markets and economists' expectations, with the market implied policy rate for the end of 2023 standing at around 9.50%, while
Bloomberg’s economic forecast consensus is 10.50%. In our view, there are still important pressures to inflation that might push the
easing cycle further in to the future, potentially to 2024, but at this point, we expect the rate to close the year at 10.50%.
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11l: WHAT ABOUT MEXICAN FINANCIAL MARKETS?

Despite political uncertainty, the MXN was resilient through 2022, appreciating 5.3%, and
only behind the BRL in terms of annual performance among the major currencies (chart 11). Of
course, we cannot ignore the 600bps Banxico-Fed spread (charts 12 and 13). Even considering a
very likely decoupling soon, the median economist in Bloomberg’s surveys sees a 20 pesos per
USD exchange rate level at end-2023. This is in line with 1-yr FX swaps (chart 14), which
nevertheless diverge by around two pesos higher in their view for the USDMXN exchange rate
at end-2024 (21 pesos) when compared to the economist median (~19 pesos).

Another, although bittersweet reason, for the MXN’s stability is the fact that non-resident
holdings of Mexican public debt have practically halved and stalled in the last 3 years (charts
15 and 16). An upside to this? Most of these remaining holders are passive investors such as
pension funds, meaning lower speculative flows and reduced MXN volatility.

Regarding money markets, we expect Banxico to stop its hiking cycle in Q1-2023, but now a
long wait begins, with rate cuts likely beginning around year-end or even early-2024.

Chart 15 Chart 16
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Growth prospects in 2023, as everywhere else, will be hindered by the effects of high inflation and synchronized restrictive financial
conditions. Locally, investment is far from pre-COVID-19 levels, not because of monetary policy but rather owing to political uncertainty
(see Section IV). As a result, as we enter the easing cycle in late-2023, we expect a bull steepening curve (chart 17).

Mexican assets may face some headwinds in the form of : a) a higher minimum wage starting in 2023 that will increase firms’ costs, and
without more (or better) qualified workers and/or more investment in fixed capital, productivity may not improve; b) the pension reform’s
increase in employers’ contributions; and c) the negotiation of union wage contracts under the new USMCA framework will worsen the profit
outlook of firms.

On the flip side, we believe that strength in certain industries such as manufacturing, tourism, agriculture, and e-commerce, could prove
supportive. Furthermore, nearshoring activity may have some positive (though perhaps limited) spillovers on the broader economy that
could buoy Mexican financial markets (see Section I).

—Luisa Valle
IV: PUBLIC FINANCES AND POLITICAL OUTLOOK
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In contrast to most countries, Mexico’s response to the COVID-19 pandemic didn’t include material fiscal stimulus (only about 0.7% of
GDP). This placed Mexico’s public finances in a relatively robust position. While as a percentage of GDP public debt rose to a fresh high in
2020, the deterioration in public finances was mostly the result of a decline in GDP. Notwithstanding Mexico’s relatively solid fiscal position

post-pandemic, the Ministry of Finance (SHCP) is planning to steady the trajectory of public Chart 21

debt in relation to GDP (charts 18,19, and 20). Average Term to Maturity
X . X oL . of Public Debt

However, the government’s estimates for growth in 2023 still look too optimistic in relation 95 [ vears

to economists’ forecasts (2023 growth: 3.0% vs 0.9% consensus, and end-2023 inflation: 3.2%
vs 5.07% consensus). In addition to the growth estimate, the SHCP’s outlook is also optimistic
regarding the level of Banxico’s policy rate for the end of the year, as their 8.50% projection is
significantly lower than the 10.25% median analyst estimate. Thus, their projected deficit of
4.1% of GDP for 2023 may end up being too optimistic considering weak growth, which in turn
will result in lower revenues relative to spending plans, despite the austerity strategy in key
areas of government.

Additionally, we highlight the government’s efforts to extend the average maturity of debt
(chart 21). In this regard, the composition of debt has benefited from a lower share of external
debt denominated in dollars, reducing the impact of external volatility on Mexico’s public sector
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Among the risks to sovereign debt, the
breakdown of outlays will be decisive in
maintaining Mexico’s credit rating at acceptable
levels. In particular, the state’s creditworthiness
will remain linked to that of Pemex and CFE (the
state-owned electricity company, charts 22 and 23).
Rating agencies have highlighted Pemex’s
dependence on the federal government as the
company'’s increased revenues from higher oil
prices fall short of increases in spending, which has
led to liquidity problems, higher financial losses,
and therefore a strong dependence on federal
government support.

On the political front, the next presidential
election is coming more into focus, despite June
2024 still being some time away. Two state
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elections will take place in 2023, Coahuila and the State of Mexico, states that historically have been PRI strongholds where the party will

face opposition from two strong Morena candidates: former Secretary of Education and close ally of the President, Delfina Gémez, in

Edomex, and senator and coal industry businessman, Armando Guaidana, in Coahuila. In particular, the Edomex election will also be

relevant due to its proximity to the capital, its share of the country’s population, and its contribution to national economic activity.

In the international arena, negotiations regarding energy, automotive and labour chapters of the USMCA will remain an important item

to monitor. Currently, delegates are still in the process of consultations regarding the Mexican government’s energy policy, with recently

appointed trade secretary Raquel Buenrostro representing Mexico.

V: THE INCREASE IN THE MINIMUM WAGE AND THE IMPACT ON HOUSEHOLDS

—Miguel Saldaiia

Recently, the government announced a 20% increase in the minimum wage for 2023, reaching MXN312.41 (USD16.10) per day in border
states and MXN207.44 (USD10.30) in the rest of the country. With this, the AMLO administration kept its promise to raise standards for
workers, with the minimum wage increasing every year by close to 20% on average since taking office. The wage increase will impact as

much as 18 million workers (in both formal and informal sectors, chart 24)—about 31% of employed population—who earn the current

minimum wage or less. The wage increase could support consumption in 2023 amid higher household incomes complemented by the

vigorous trend in remittances during the
pandemic—if it holds.

However, there are also some risks associated
with the government’s minimum wage increase,
particularly in a persistently high inflation
environment. For instance, there could be a chain
reaction that lift overall wages, which would
increase payroll costs, hindering employment, and
negatively affecting economic activity. This is
particularly relevant as the rise in wages would not
reflect higher productivity (chart 25). Spending on
other areas such as developing skills, and higher
investment and innovation would be a better use
of funds than a larger wages bill.
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With an expected economic slowdown amid high interest rates, household finances will be strained during 2023. On the positive side,
the increase in salaries, accompanied by the record gains in remittances, could increase the financial resilience of Mexicans. Inflation is also
expected to decelerate considerably in 2023, and the loss in purchasing power from consumers should not be as pronounced as in 2022. On
the financing side, housing loans growth remains on an ascending path (setting aside data ‘kinks’, charts 26 and 27), on the prevailing trend

pre-COVID-19. Still, consumption sharply recovered in 2021 and 2022, supported by the reduction in sanitary measures and pent-up
demand.

Nonetheless, slower economic activity could also result in higher unemployment, impacting aggregate household income. Also, despite
remittances totaling USD53bn in January-November 2022, it will be difficult for these to exceed their maximum share of GDP, which
surpassed 4% in 2021. Data up to the third quarter of 2022, shows they barely crossed 3%, meaning we may see a deceleration in
remittances in 2023 alongside lower economic activity in the US. Lastly, household savings as percentage of GDP (chart 28) have fallen since
the pandemic, and a contributing factor to this are COVID-19-related expenses that have diminished and restrictions have been eliminated,
translating into people returning to prior consumption patterns, diminishing savings.

—DBrian Pérez
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