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MEXICO: SIGNS OF INCIPIENT RECOVERY

Sluggish recovery pace moderates growth expectations in 2014

Mexico’s economic recovery has been sluggish so far in 2014, although there are indications that the
pace of economic activity is gradually accelerating upon improving external demand and higher public
spending. Expansionary monetary policy and the advancement of reforms should also remain
supportive. The index of economic activity (IGAE)—a monthly GDP proxy—rose 0.5% month-on-month
in seasonally-adjusted terms (mom/sa) in February after growing 0.2% mom/sa in January. It increased
1.7% year-on-year (yoy) in February, the highest annual result since July 2013. (Figure 1.)

The recovery is not yet broad-based, however, and this is a key factor that is serving to moderate
growth expectations for this year. The pick-up of economic activity is being driven by the external sector
and public spending, but private consumption and investment indicators continue to show weakness.
And, while the advancement of the important reforms that were passed last year maintains expectations
for higher potential growth in the coming years, the approval of secondary legislation is moving
somewhat slower than initially expected. In this context, consensus forecasts for real GDP growth in
2014 have been revised downwards closer to 3% from 3.5% a few months ago, although they still point
to an adequate recovery from growth of 1.1% in 2013.

Export-oriented manufacturing is picking up

This year's figures suggest that Mexican industry is gradually beginning to bounce back after having de-
coupled from US IP growth since mid-2012. (Figure 2.) The export-oriented industrial production sector
showed signs of recovery during the first two months of the year when it returned to positive growth in
annual and sequential terms, however, March'’s results indicate that a robust recovery is not yet certain.

Industrial production contracted 0.1% mom/sa in March upon an unexpected 0.34% mom/sa decline in
manufacturing—which is closely tied to US IP—and the flat performance of the construction sector
(0.05% mom/sa). IP results for the first quarter show a decelerating growth trend on the margin: +0.5%
mom/sa in January, +0.3% mom/sa in February, and -0.1% mom/sa in March. Although IP rose 3.4%
yoy in March, the annual result was distorted by the higher number of working days versus last March;
in seasonally-adjusted terms, IP dropped 0.2% yoy.

The recovery in the US should support Mexico's IP from 2Q. Despite March’s mixed results for IP, US
industrial production and Mexico's domestic manufacturing activity are the main drivers behind the
sector's developing recovery. Mexico’s non-oil exports increased 6.9% yoy in March, and manufactured
exports grew 6.7% yoy. (Figure 2.) In 1Q14, auto exports increased 14% yoy. Manufacturers have been
responding to this overall increase in demand by taking on new hires. In February, the number of people
employed in the manufacturing sector grew 1.9% yoy, with transportation equipment payrolls leading the
growth. Construction activity is still weak, but has stabilized from last year's decline and should benefit
from the government’s sizeable increase in infrastructure spending in 2014.

Domestic demand remains weak, and public spending boost is underway

The gradual recovery of the export-oriented industrial sector is not yet reflected in domestic demand.
(Figure 3.) Consumption and investment have been hit by last year's weak growth, tax increases that
took effect in January under the fiscal reform, and the weather conditions in the US. Retail sales fell for
the third consecutive month in February, surprising with 1.4% yoy drop. Fixed investment is weak, but
slowly recovering as it rose 1.4% mom/sa in February. Total fixed investment fell 0.5% yoy, but
machinery and equipment investment grew 3.3% yoy upon a 5.1% yoy rise in imported capital goods.

Domestic demand should eventually start improving, although the timing remains in question. It will be
important to watch that confidence indicators maintain upward momentum. Among the factors that
should support domestic demand this year are the increase in remittances (+16% yoy in March), formal
employment growth, and the impact of the large public spending boost. The government's expansionary
fiscal spending program is a central component of the expected economic recovery in 2014. In January-
March, public sector spending increased 18.5% yoy and capital spending increased 40% yoy in real
terms. The fiscal deficit is set to widen to 1.5% of GDP this year from 0.4% of GDP in 2013.

Central Bank on hold

Banxico is expected to maintain the policy rate at 3.5% p.a. for the rest of 2014. With above-target
inflation and expansionary fiscal policy, Banxico does not have much room to cut. The real overnight
rate, which is already negative, should remain supportive of growth and deter further cuts. (Figure 4.) In
the baseline scenario, we are of the view that Banxico’s next move will be to start a hiking cycle in 2015.
It will likely attempt to wait for the US Fed to raise the federal funds rate, but a weaker MXN could
prompt an earlier rate hike just as a stronger MXN could give policy room for a cut if growth disappoints.
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Figure 1: Economic activity index (IGAE)
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Figure 2: IP and manufactured exports
1P Manufactured exports
Index, sa (100 = 2006) 3mma, % change yoy
115 4 Mexico 50 -

——US

_____ 40 A

110 -
30 -

! 1
1 1
! 1
105 I | 20
1
PYAA NANEETE
100 -f
o0
95 4 \\/ -10

-20
90 -

-30 -

Source: INEG Economic Research.

pa
[

M

85 -40 -
ON~NODDOAdNM< ~N 0 OO O N M <
OO0 ddddd O O O o oo
OCOO0O0O0O0O0O0O O O 0O OO0 O oo
ANANANNANNNNN NN AN AN NN NN

Iy

US Federal Reserve; B’

Figure 3: Domestic demand indicators
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Figure 4: Policy rate and 12-month inflation

% %
10 - Inflation, 12-m Inflation target io
9 /| ——— Inflationtarget range Policy rate )
8 -8
7 4 L7
6 -6
54 5
44 L4
3 3
2
1
0

Source: Central Bank; BTMU Economic Research.




(®) Bank of Tokyo-Mitsubishi UFJ

MUFG

For reference to our previous BTMU Latin America Topics Reports, see our website at: http://www.bk.mufg.jp/report/ecolatin2014/index.htm
Our 2013 archives can be found at: http://www.bk.mufg.jp/report/ecolatin2013/index.htm

The information herein is provided for information purposes only, and is not to be used or considered as an offer or the solicitation of an offer to sell or to buy or subscribe for securities or other financial
instruments. Neither this nor any other communication prepared by The Bank of Tokyo-Mitsubishi UFJ, Ltd. (collectively with its various offices and affiliates, "BTMU") is or should be construed as investment
advice, a recommendation to enter into a particular transaction or pursue a particular strategy, or any statement as to the likelihood that a particular transaction or strategy will be effective in light of your
business objectives or operations. Before entering into any particular transaction, you are advised to obtain such independent financial, legal, accounting and other advice as may be appropriate under the
circumstances. In any event, any decision to enter into a transaction will be yours alone, not based on information prepared or provided by BTMU. BTMU hereby disclaims any responsibility to you
concerning the characterization or identification of terms, conditions, and legal or accounting or other issues or risks that may arise in connection with any particular transaction or business strategy. While
BTMU believes that any relevant factual statements herein and any assumptions on which information herein are based, are in each case accurate, BTMU makes no representation or warranty regarding
such accuracy and shall not be responsible for any inaccuracy in such statements or assumptions. Note that BTMU may have issued, and may in the future issue, other reports that are inconsistent with or
that reach conclusions different from the information set forth herein. Such other reports, if any, reflect the different assumptions, views and/or analytical methods of the analysts who prepared them, and
BTMU is under no obligation to ensure that such other reports are brought to your attention.

BMTU Latin America Topics



http://www.bk.mufg.jp/report/ecolatin2014/index.htm
http://www.bk.mufg.jp/report/ecolatin2013/index.htm

