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SUMMARY

Latin America took another step forward over the most recent quarter as an 
improved external environment continues to support commodities and currency 
stabilization limits upward pressure on inflation. Tighter monetary conditions and 
below-trend growth are triggering an inflation inflection point across the region. 
Stabilizing inflation signals an end to the tightening cycle and suggests confidence 
measures may start to improve. Despite these modestly positive developments, the 
region still faces headwinds. Absent a rebound in commodity prices, growth is likely 
to remain below potential for the region for some time. Fiscal spending still needs 
to be reduced and global trade remains subdued, limiting traditional export-driven 
growth. However a more stable global environment and a break in inflationary 
pressures open the door for a better policy mix and continued economic 
improvement in coming months. 

Peru continues to be supported by strong mining production and growth will 
likely see a boost from investment on the back of the election outcome.  Declining 
inflation in Brazil should allow the Central Bank to ease policy and recently 
announced fiscal measures are a step in the right direction on the political front.  
Mexico’s growth looks a little less balanced with manufacturing stagnating and 
consumer spending contributing a disproportionate amount to growth. Domestic 
demand in Colombia will likely slow which will help close the current account but 
could complicate much needed fiscal reform. Finally, Chile continues to struggle 
with low copper prices, but with inflation declining, there is scope for the Central 
Bank to move towards more accommodative stance later this year. 

LATIN AMERICA: BREATHING ROOM
 – Inflation inflection

 – Hiking cycles coming to a close 

 – What about growth?

Figure 1: Figure 1: Inflation inflection
Improved inflation outlook signals the end of tightening cycles 

Figure 2: Inflation to peak later this year
And will remain so absent a strong rebound in commodities

Source: BloombergSource: Bloomberg
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The two-speed growth pattern continues in Mexico with the consumer carrying 
the economy while manufacturing activity remains subdued. Unemployment near 
seven year lows at 3.8% y/y and CPI lingering near all-time lows near 2.5% y/y, has 
supported consumption growth at 3.5% y/y. Consumer strength is offset by only 
moderate growth in the manufacturing sector.  Industrial production continues to 
track sub-2% and manufacturing PMIs hover just over 50. Additiionally, government 
continues to cut spending and private investment has slowed to below 1% y/y in 
recent months. While financial conditions remain easy, the Central Bank is expected 
to increase interest rates in coming months suggesting some of a headwind to 
the consumer. Additionally, the Central Bank has continually raised concerns 
over financial stability, suggesting the potential for policy to tighten more than 
economic conditions warrant. On the other hand, given the sharp depreciation of 
the currency year-to-date, Mexico should be well positioned for a rebound in trade 
and global activity. 

The Brazilian economy continues to show nascent signs of bottoming out in 
recent months. The impeachment of Dilma moves forward and Temer has shown 
his political adeptness and ability to build consensus in congress. This has led to 
a modest rebound in business and consumer confidence. Equally important for 
confidence has been the turn in inflation that recently moved back into single 
digits and has decreased nearly 200 bps over the past three months. While much 
of the decline has been driven by the regulated prices, with unemployment now 
approaching double digits and real wages declining, service inflation which makes 
up 70% of the economy should follow suit allowing the Central Bank to begin an 
easing cycle in coming months. Another positive development has been the swift 
improvement in the current account, which at 2% of GDP is one of the best in the 
region. Despite the improving overtone, there are still difficult reforms to be pushed 
through in congress to reign in fiscal spending and help close the primary budget 
balance which is rapidly approaching 3% of GDP. Additionaly, fiscal tightening 
and low commodities will limit growth in coming years.  While the political 
environment is likely to remain turbulent, welcome developments on the inflation 
and confidence fronts suggest Brazil could exit recession as early as  
Q1 2017.                   

Figure 3: Mexico consumer spending support
So much for the Phillips Curve

Figure 4: Inflation and CA improvement in Brazil
Should allow Central Bank to ease policy

Source: BloombergSource: Bloomberg

Aviva Investors House View, Q3 July 2016  Economic Outlook

1

2

3

4

5

3

4

5

6

2012 2013 2014 2015 2016

Y
oY

Pe
rc

en
t

Unemployment Rate CPI YoY (RHS)

-5

-4

-3

-2

-1

0

1

2

0

2

4

6

8

10

12

Mar
2007

Sep
2008

Mar
2010

Sep
2011

Mar
2013

Sep
2014

Mar
2016

%
 G

D
P

Y
oY

CPI IPCA YoY Current Account (RHS)

Maintaining stable financial 
conditions are key to 

outlook in Mexico

Decline in inflation in 
Brazil a very welcome 

development 



4 This document is for professional clients and institutional/qualified investors only. It is not to be distributed to or relied on by retail clients

Figure 5: Confidence in Peru & Chile
Peru surging, Chile stagnating

Figure 6: Sticky inflation in Colombia
Expectations of an easing cycle approaching though

Source: BloombergSource: Bloomberg

The Chilean economy remains hamstrung by low copper prices and limited 
policy flexibility. After a modest improvement in domestic demand and 
confidence measures earlier this year, activity indicators again turned south with 
confidence measures making new lows, retail sales slowing to 3% y/y and the 
unemployment rate up to a five year high at 6.8%. The recent rally in the Peso 
should reduce some pressure on tradeable inflation and help to bring inflation 
down within the Central Bank’s 4% upper limit, but with real rates still negative, 
there is limited room for an aggressive easing cycle. With copper prices still 
hovering near seven year lows, private investment and industrial production are 
likely to remain in contractionary territory. Additionally, fiscal policy will remain 
restrictive, keeping growth below 2% the remainder of 2016. 

A positive outcome in the April presidental election keeps the Peruvian economy 
as a bright spot in the region. In a highly contested outcome, the market-
friendly Pedro Pablo Kuczynski (PPK) emerged victorious adding another boost 
to the economy. Along with increased copper production, PPK announced new 
fiscal spending plans to spur investment. Confidence should improve and unlock 
private investment and industrial production which are both still quite subdued. 
Additionally, inflation has already declined 150bps this year to 3.3% and should 
allow the Central Bank to end the hiking cycle at the current rate of 4.25%. 
The current account remains wide near 4% of GDP, but a more positive growth 
outlook and less political uncertainty should support FDI reducing concern of 
external vulnerability. 

Terms of the long awaited peace agreement with FARC have finally been 
agreed which should allow authorities to refocus on much needed fiscal reform. 
GDP in Colombia took a step backwards in Q1, growing at the slowest pace 
in five years as elevated inflation continues to weigh on confidence. Despite 
expectations for inflation to decline later this year as FX pass-through and El 
Nino effects dissipate, CPI has remained sticky above 8% y/y while PPI is back in 
double digits at 10% y/y. The Central Bank has hinted that the tightening cycle 
is ending, but with the fiscal deficit at 3% of GDP, the fiscal tightening cycle is 
just commencing. The Central Bank is likely to reduce policy rates later this year, 
however with the current account deficit still greater than 6% of GDP, there is 
a risk of currency depreciation keeping inflation elevated that limits the Central 
Banks ability to ease policy. 
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