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1 Economic activity in the region slowed in 2023, with notable heterogeneity across
countries, and the consensus forecasts point to lower growth in 2024

— Economic activity in the region increased by around 2% in 2023 (vs 3.6% in 2022), as growth slowed or held
steady in most countries (see Charts 1.a and 1.b and Table 1). Nonetheless, momentum was stronger than
anticipated six months ago in Brazil (thanks to agriculture) and Mexico (thanks to investment), and also in
Argentina, despite the sharp fall (see Box 1).

— The consensus forecasts point to weaker growth in 2024 (1.3%), lagging somewhat behind other emerging areas
and 0.4 percentage points (pp) lower than envisaged midway through 2023, due in particular to the sharp
downward revision for Argentina. For the other economies, compared with June, the brighter outlook for the
prices of some commodities produced in the region, for growth in the United States and for monetary policy in
the region (less restrictive) is likely to be offset by the slower momentum expected in China, among other factors.
The consensus forecasts suggest that growth in 2025 will likely be slightly above the potential growth rate (2%).

Chart 1
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SOURCES: Refinitiv and Consensus Forecasts.

a Latin American Consensus Forecasts for 2023, 2024 and 2025 and over the long-term (2029 to 2033).

b Aggregate of Argentina, Brazil, Chile, Colombia, Mexico and Peru, weighted by GDP in PPP.

c Latin America: Argentina, Brazil, Chile, Colombia, Mexico and Peru; Eastern Europe: Bulgaria, Czech Republic, Hungary, Poland and Romania;
Emerging Asia: India, Indonesia, Malaysia, the Philippines and Thailand. All aggregates weighted by GDP in PPP.
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2 In 2024 the output gaps of most countries in the region are expected to be negative or
zero, which should help to bring down inflation

— Thanks to recent growth dynamics, the positive output gaps in Brazil and Mexico widened in 2023, while
narrowing in the Andean economies and even turning negative in the case of Chile and Peru, based on the Banco
de Espana’s estimations (see Chart 2.a).

— In Mexico the output gap is expected to narrow somewhat in the first half of 2024, albeit remaining in clearly
positive territory, possibly explaining the Mexican central bank’s cautious approach to loosening its monetary
policy. The output gap is expected to narrow to virtually zero in Brazil, while turning negative in Colombia and
remaining negative in Chile and Peru.

— With the occasional caveat, this assessment of the degree of slack in these economies generally tallies with
those in the most recent inflation reports from the region’s central banks."

Chart 2

2.a Output gaps in Latin America (a)
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SOURCES: Refinitiv, LatinFocus Consensus and ECB.

a The trends in the economies are calculated using a two-sided Hodrick-Prescott filter with a smoothing parameter of 1,600, to this end using the N
published GDP figures from 2000 Q1 to 2023 Q3 and the LatinFocus GDP growth forecasts (January 2024) for the period between 2023 Q4 and
2024 Q4.
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1 The Banco Central do Brasil considers that the output gap is likely to be lower, falling into negative territory (see pages 58 and 59 of its
Inflation Report, Volume 25, Number 4, December 2023). Using a statistical method similar to the one used in the Banco de Espafia’s
calculations, the Mexican central bank considers that the output gap is likely to be positive. However, since it forecasts stronger growth than
that projected in the consensus forecasts, this gap is likely to remain at levels similar to those seen in 2023 Q3 through 2024 H1 (see page
110 of the Banco Central de México’s Informe Trimestral. Julio Septiembre 2023).
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3 A potentially tighter than anticipated monetary policy in the United States and a further
slowdown in China are the main external risks to growth in the region

— In the domestic arena, the main risk to growth in the region is likely to come from a slower than expected decline
in inflation (as compared with the expected inflation dynamics, see pages 8 to 12), as this is likely to squeeze
households’ disposable income and tighten domestic monetary policy.

— As far as the external risks are concerned, based on the Banco de Espafia’s simulation model,? if the interest rate
path in the United States is in line with that projected by the members of the Federal Reserve’s Federal Open
Market Committee (FOMC), which is more restrictive than the path priced in by the financial markets (a 75 basis
point (bp) cut to the policy rate in 2024 versus a 150 bp cut), GDP in Latin America at end-2024 could be 1.4%
lower than projected in the consensus forecasts (see Chart 3.a).

— Meanwhile, a further slowing of the Chinese economy (owing, for example, to a worsening of the problems in the
country’s real estate sector and their potential spillover effects on the rest of the economy) is another potential
downside risk to activity in the region, given the significant trade ties. It is estimated that a temporary 1 pp
slowdown in economic activity in China could shave 0.7% off Latin American GDP in 2024.

Chart 3
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SOURCES: Alonso, Santabarbara and Sudrez-Varela (2023) and Banco de Espafia.

a Simulation of the impact of a change in interest rates in the United States based on a survey of the FOMC members (who anticipate an overall cut
of 75 bp over the year), as opposed to the cut priced in by the futures markets (150 bp). The simulations assume that such deviations in interest
rate cuts take place in the first three quarters of 2024. Extrapolated to Latin America based on results for Brazil and Mexico.

b The NIGEM model is used to show the impact of lower growth in China. For further details, see Irma Alonso, Daniel Santabarbara and Maria
Sudrez-Varela. (2023). "The potential global effects and transmission channels of a slowdown in Chinese growth", Economic Bulletin - Banco de
Espafia, 2023/Q4, Article 06. Extrapolated to Latin America based on results for Brazil and Mexico.
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2 Based on estimates of how monetary shocks in the United States have historically impacted GDP in Brazil and Mexico. These shocks are
estimated as per Fry and Pagan. (2011). "Sign Restrictions in Structural Vector Autoregressions: A Critical Review”. Journal of Economic
Literature, 49 (4): 938-60, and Jarocinsky and Karadi. (2020). "Deconstructing Monetary Policy Surprises— The Role of Information Shocks".
American Economic Journal: Macroeconomics, 12 (2): 1-43. The impact on GDP in each country is then estimated using regressions over
different time horizons ("local projections”), whereby the two types of monetary shocks are simultaneously used as instruments for the short-
term interest rate in the United States.
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4 Inflation in Latin America has continued to ease gradually in recent quarters, albeit
unevenly across components, with services showing greater downward stickiness...

— Inflation has continued to abate, standing at an average of 5% in December 2023, 5.2 pp below the peak
recorded in June 2022. Underlying inflation has also trended downwards, standing at 5.3% in December (3.4 pp

down on the August 2022 peak) (see Chart 4.a).

— By component (see Chart 4.a), although the contribution made by food declined gradually over the course of
2023 H2, it remained positive in November (0.8 pp). Meanwhile, energy made a small positive contribution in the
last stretch of the year, following several months in negative territory. The underlying components continued to
make the largest contributions (1 pp in the case of goods and 2.9 pp in the case of services), and services
continued to display a degree of downward stickiness (see Chart 4.b).

Chart 4

4.a Latin Amercia: contributions to inflation (a)
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SOURCES: Refinitiv Eikon and national statistics.

a Aggregate of Brazil, Chile, Colombia, Mexico and Peru.

b The services series does not include energy, while the goods series excludes food.
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5 ... and disinflation varying across the main countries of the region

— In terms of country-specific inflation, the slight uptick seen in Brazil in recent months (due in part to the base
effect of the end to a subsidy on energy goods) stands out. Also noteworthy is Colombia’s higher inflation rate,
which remains close to two digits, partly because it peaked later than in other countries (see Chart 5.a).

— By component, services inflation continues high in most countries, while goods inflation remains somewhat
heterogeneous, with a strikingly high rate of inflation in this component in Colombia, which has nonetheless
started to fall thanks to a sizeable base effect and the easing of exchange rate pressures® (see Chart 4.b).

Chart 5

5.a Fall in inflation since its peak (a)
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SOURCES: IMF, Refinitiv, Consensus Forecasts and national statistics.

a t depicts the point at which headline and underlying inflation peaked in each country. Brazil (t CPI = Apr-22; t underlying CPI = Jun-22), Chile (t CPI
= Aug-22; t underlying CPI = Sep-22), Colombia (t CPI = Mar-23; t underlying CPI = Jun-23), Mexico (t CPI = Aug-22; t underlying CPI = Nov-22),
Peru (t CPI = Jun-22; t underlying CPI = Mar-23), United States (t CPI = Jun-22; t underlying CPI = Oct-22), Euro area (t CPI = Oct-22; t underlying
CPI = Apr-23).
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3 Banco de la Republica. (2023). Monetary Policy Report, 10/2023, p.31.
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6 Despite the recent fall, food inflation is likely to remain high in the coming quarters

— Latin America has felt the impact of the rise in international food and energy commodity prices particularly hard
(see the left-hand panel of Chart 6.a).* Thus, the food prices paid by Latin American households have risen
significantly more than the price of the consumption basket as a whole, in contrast to other emerging economies
where such prices grew less overall (see the right-hand panel of Chart 6.a).

— Thanks to the most recent developments in commodities, food inflation has fallen significantly. Nonetheless,
looking ahead, the fact that food commodity prices look set to steady, together with the more recent rise in or
stabilisation of energy prices, is likely to slow the disinflation process in the region, in line with the Banco de
Espafa’s econometric model,® given that increasingly expensive inputs and higher costs take time to pass

through to food consumer prices (see Chart 6.b).

Chart 6

6.a Inflation and food prices in Latin America in a global context (a) (b) (c)
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a An international comparison of food inflation is shown on the left. The broken line shows average food inflation between 2006 and 2019.

b Changes in the food CPI-to-overall CPI ratio since early 2021 are shown on the right.

¢ The Latin America aggregates are based on the five main countries: Brazil, Chile, Colombia, Mexico and Peru.

Jan-22

110

105

100

95

N E B EHN

United States
Latin America
Euro area
Emerging

Latin America historical average

Consumer prices
Producer prices

International food commodity
prices (r-h scale)

=
DOWNLOAD

4 Compared with other emerging areas in which the food basket has a similar weighting, this is in part due to the fact that items whose prices
rose more account for a larger share of the Latin American consumption basket (see Report on the Latin American Economy, Second half of

2022).

5 F Borrallo, L. Cuadro-Séez, A. Gras Miralles and J. J. Pérez. (2023). “A note on the transmission of shocks to international food and energy
commodity prices on food inflation in Latin America”. Banco de Espafa. Mimeo.
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7 Also, El Nifo continues to pose inflationary risks, although the effect is only significant for
some counties

— Last year saw the start of the latest episode of El Nifio, one of the phases of the cyclical El Nifilo-Southern
Oscillation phenomenon, whereby the sea surface temperature rises in the Pacific Ocean (see Chart 7.a),
triggering changes in ocean and air currents. The weather in Latin America changes significantly during these
episodes.

— For instance, Brazil tends to experience droughts in the north and heavy rainfall in the south, whereas the
opposite is true in Mexico. In Argentina rainfall is heavier than usual and Chile is hit by winter storms. Droughts
and higher temperatures are concentrated in the Andean countries, Colombia and Venezuela, while flooding
increases along the Pacific coast.

— These changes distort the production cycle and affect the prices of agricultural, energy and mining commodities.
There is some agreement that El Nifio may have a significant impact on inflation in the region for certain countries.
For instance, the central banks of Colombia and Brazil have estimated the impact on headline inflation at 0.2-
0.6 pp and 0.9 pp, respectively.®

Chart 7

7.a Oceanic Nifio Index (ONI) (a)
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SOURCE: US National Centers for Environmental Information.

a The Oceanic Nifio Index (ONI) is the primary index for tracking the El Nifio-Southern Oscillation seasonal climate pattern. It shows the extent to
which the rolling 3-month average sea surface temperature of a region of the Pacific Ocean (120°-170°W) is significantly warmer (El Nifio > 0.5°C) 3
or colder (La Nifia < -0.5°C) than the historical average. The recording of five consecutive index values above (below) the +0.5°C (-0.5°C) threshold
is associated with an episode of El Nifio (La Nifia).
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6 See, respectively, the Banco Central de la Republica de Colombia’s October 2023 Monetary Policy Report, and the Banco Central do Brasil’s
September 2023 Inflation Report. Also on this subject, see Cashin, Mohaddes and Raissi (2017), Martin (2016) and Aguirre, Ferreyros,
Ledesma and Rojas (2023).

BANCO DE ESPANA 1 REPORT ON THE LATIN AMERICAN ECONOMY SECOND HALF OF 2023


https://repositorio.banrep.gov.co/bitstream/handle/20.500.12134/10744/monetary-policy-report-october-2023-box-2.pdf?sequence=3&isAllowed=y
https://www.bcb.gov.br/content/ri/inflationreport/202309/ri202309b5i.pdf
https://www.sciencedirect.com/science/article/pii/S0022199617300120?via%3Dihub
https://publications.iadb.org/es/es-nino-impacto-economico-en-la-region-andina
https://www.bcrp.gob.pe/docs/Proyeccion-Institucional/Encuentro-de-Economistas/2023/ee-2023-s11-p22-john-aguirre.pdf
https://www.bcrp.gob.pe/docs/Proyeccion-Institucional/Encuentro-de-Economistas/2023/ee-2023-s11-p22-john-aguirre.pdf
http://www.bde.es/f/webbe/SES/Secciones/Publicaciones/InformeEconomiaLatinoamericana/2023/S2/Graficos/Files/A232S_EconomiaLatinoamericana_G07_Ing.xlsx

Editorial Report Boxes

Back to contents

8 In any event, inflation is expected to continue declining gradually in the coming quarters,
to lie within the central banks’ target ranges in 2024

— According to the surveys conducted by the region’s central banks, inflation is likely to continue falling gradually
in 2024 (to stand within the respective target intervals this year) and in 2025. Nonetheless, with the exception of
Chile, medium-term inflation expectations are likely to stand slightly above the specific inflation target (see Chart
8.a). This has tended to be the case, judging by the available historical records of several of the region’s inflation-
targeting central banks.”

— The consensus view tallies with these expectations, which draw on central bank surveys (see Chart 8.b). The
central banks themselves are slightly more optimistic about some countries in the region (see Chart 8.b), albeit
continuing to note in their regular reports that the risks are tilted to the upside for most of the countries.

Chart 8
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SOURCES: Latin Focus, Consensus Forecast, Refinitiv and national statistics.

The central banks’ inflation target is 3% in the case of Brazil (from 2024 onwards), Chile, Colombia and Mexico, and 2% in the case of Peru.

Inflation expectations for 2024 and 2025 are taken from the central bank surveys.

Peak of the most recent episode: Brazil, April 2022; Mexico, September 2022; Chile, August 2022; Colombia, March 2023; Peru, June 2022.

The central bank forecasts are taken from their most recent monetary policy reports.

Excluding Venezuela and Argentina. N\
January 2024 Consensus Forecasts. Eastern Europe includes Bulgaria, Czech Republic, Hungary, Poland and Romania; Emerging Asia includes
India, Indonesia, Malaysia, the Philippines and Thailand. All aggregates weighted by GDP in PPP.
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7 See Chapter 3 of International Monetary Fund (2018). “Seizing the Momentum”. Regional Economic Outlook: Western Hemisphere, April
2018.
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9 As the disinflation process has progressed, most central banks in the region have
initiated a monetary easing cycle, in line with other emerging areas

— Following the consolidation of the disinflation process in the second half of 2023, the central banks of Brazil,
Chile, Colombia and Peru, in line with other emerging market economies, reduced their policy interest rates (see
Chart 9.a). The financial markets are factoring in further policy interest rate cuts over the coming quarters and
Mexico’s central bank joining the monetary easing cycle in 2024 Q1.

— Nonetheless, real interest rates are still expected to maintain a restrictive monetary policy stance at end-2024
(see Chart 9.b), since the interest rate cuts are unlikely to be much bigger than the expected declines in inflation,
especially in Colombia and Mexico.

Chart 9

9.a Policy interest rates
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a Discounted by the financial markets.
b Real interest rates calculated as the difference between policy interest rates and one-year-ahead inflation expectations, drawn from central bank

surveys, except for December 2024, which is the policy rate according to futures or interest rate swaps less the inflation expected for end-2025 N
according to the January 2024 Latin American Consensus Forecasts.
¢ Equilibrium interest rates, drawing on estimates by the region's various central banks.
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10 The monetary policy easing process will be influenced by decisions in this field adopted
in other jurisdictions, particularly in the United States

— Uncertainty over monetary policy developments in the advanced economies, especially in the United States,
could explain the caution exercised by most central banks in the region. The spread between the policy interest
rates factored in by the futures markets and those of the United States will remain in line with previous episodes
for Brazil, Chile and Peru, but will be larger for Colombia and Mexico. (See Chart 10.a).

— The policy interest rates of the region’s main inflation-targeting economies are in line with those deriving from the
estimation of a wide range of Taylor rules,®® which take into account developments in observed and expected
inflation relative to the target and the cyclical situation of activity (see Chart 10.b).1°

Chart 10

10.a Policy interest rates in Latin America and their spreads over the US policy rates
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SOURCES: Refinitiv, central banks, J.P. Morgan Markets, BM&F Bovespa, Chicago Board of Trade and Banco de Espana.

b The combination of possible values for the coefficients and for inflation (headline inflation, underlying inflation and inflation expectations) is used to

a The discounted interest rates for December 2024 and December 2025 are obtained from the futures markets.
calculate a set of Taylor rules, whose median and 10%-90% range in the distribution are represented in the chart.
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8 See page 6 for an estimation of the output gaps in the region’s main inflation-targeting economies.

9  Ses, for instance, https://www.clevelandfed.org/publications/economic-commentary/2016/ec-201607-federal-funds-rates-from-simple-
policy-rules.

10 Asimilar approach to monetary policy in the region may be found in Alejandro Werner (2023). "Monetary policy in Latin America: The easing
cycle has begun”. Policy Brief 23-16. Peterson Institute for International Economics.
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In line with the policy rate cutting cycle, financial conditions have begun to ease recently

— Following the start of the policy rate cutting cycle, financial conditions in the region have started to ease (see
Chart 11.a), although they remain in contractionary territory. In general, financial variables continued to perform
better than in the other emerging market economies (see Chart 11.b)."" The trend observed since October 2023
(lower risk premia, better stock market performance and appreciation of exchange rates) continued in early

2024.

Despite the change in the monetary policy stance, the profitability of carry trade transactions' continues to

support this better market performance in the region, which also remains unaffected by the tensions associated
with global geopolitical conflicts. In 2023 the region recorded a reduction in direct investment inflows and an
increase in portfolio inflows, in line with developments in Asia, although they remain below the figures in Eastern

Europe.

Chart 11

11.a Financial conditions indices and policy interest rates (a)
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SOURCES: Banco de Espafia, Refinitiv and national statistics.
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a An increase denotes a tightening of financial conditions, and values above zero indicate that financial conditions are tighter than the historical
average. t is the month when the contractionary monetary cycle begins. "Current episode" refers to the start of the latest contractionary monetary
policy cycle (from April to October 2021 for Latin America, from June to October 2021 for Eastern Europe and from May to August 2022 for Asia).

"Previous cycles" refers to episodes of interest rate since 2005.

b Simple average of the variables for Bulgaria, Czech Republic, Hungary, Poland, Romania, Russia, Turkiye, South Korea, Malaysia, Philippines,
Thailand, India and Indonesia, except in the case of sovereign spreads, where it is the simple average for the Eastern Europe, Asia, Middle East

and Africa regions.

‘

¢ Simple average of long-term rates in Brazil, Mexico, Chile, Colombia and Peru, or the Latin America sovereign spread (EMBI).

11 See Report on the Latin American economy, First half of 2023. Banco de Espafa (2023).
12 The difference between the cost of borrowing in a low-interest rate currency and the return on investments in financial assets in a high-

interest rate currency (in this case the Latin American currencies).
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12 Credit growth moderated owing to supply and demand factors

— The growth of credit to the non-financial private sector in real terms slowed in the region in 2023. All credit
segments, especially corporate and consumer loans, lost momentum (see Chart 12.a)."® The slowdown was
broad-based across countries, except in Mexico, and the three Andean economies (Chile, Colombia and Peru)
posted negative year-on-year rates.

— According to surveys on credit conditions of different central banks,' at their cut-off date in 2023 Q3 this
slowdown in credit was prompted by weaker demand, especially for mortgages, together with increasingly tight
credit conditions for households (consumer loans and mortgages), which, however, have eased for firms (see
Chart 12.b).

Chart 12

12.a Changes in credit to the non-financial private sector (real) (a)
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a Aggregates calculated using GDP weightings in purchasing power parity terms.

13 See Chart 3.1 of Regional Economic Outlook: Western Hemisphere, of the International Monetary Fund, October 2023, including the
contributions by credit type to year-on-year changes in credit in real terms.
14 See Regional Economic Outlook: Western Hemisphere, of the International Monetary Fund, October 2023.
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13 Bank leverage and bank exposure to the public sector remained at levels similar to
those of 2019

— The banking sector’s leverage, measured as the loan-to-deposit ratio, rose slightly in the region, approaching
pre-pandemic levels. In Colombia, it rose substantially over the course of 2023 (see Chart 13.a), mainly owing to
the over 10% fall in deposits, partly driven by regulatory changes at banks'® which will provide support for their
future resilience. Deposit growth also slowed in the rest of the region, except in Mexico.

— Banks’ exposure to the public sector (loans plus holdings of public debt, measured as a percentage of assets) is
higher than in other emerging market economies (see Chart 13.b)."

Chart 13

13.a Loan-to-deposit ratio (a)
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b Sum of the balance sheets of South Korea, Thailand, Malaysia, India and Indonesia for Asia, Czech Republic, Hungary, Poland, Romania and
Bulgaria for Eastern Europe and Brazil, Chile, Mexico, Colombia and Peru for Latin America.
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15 The sharp fall in deposits related to sight deposits, which account for more than 35% of the total, while fixed-term deposits increased by
around 5% in the second half of 2023. This change in composition was in part due to the need to obtain more stable sources of funding
to comply with the new net stable funding ratio (NSFR), which adapts the liquidity requirements to the Basel lll regulation (see Banco de la
Republica’s Reporte de Estabilidad Financiera del segundo semestre de 2023.

16 As a mitigating factor, however, it is worth noting that a significant part of public debt in the assets of Latin American banking systems is
short term and floating rate — tied to policy interest rates or to inflation — and is predominantly valued at market prices; accordingly they were
largely unaffected by the banking turmoil linked to the resolution of Silicon Valley Bank in March 2023 (see Box 1 of the Financial Stability
Report. Spring 2023, Banco de Espana).
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14 The risks deriving from transactions with non-residents and in foreign currency appear

to have declined

— The net external position vis-a-vis non-residents of the region’s set of banks improved slightly over 2023,
accounting for -9% of GDP, thanks to the decrease in negative positions in all the countries, especially Colombia

(see Chart 14.a).

— A decrease was also observed in the degree of balance sheet dollarisation, with declines in loans and deposits
in foreign currency as a proportion of the total, particularly in Mexico (see Chart 14.b).

— This reduces the risks linked to exchange rate fluctuations, i.e. the risk that an exchange rate depreciation will
raise the local currency value of bank liabilities, while prompting an increase in non-performing loans in foreign

currency on account of greater debt servicing costs and difficulties in rolling over such loans."”

Chart 14

14.a Net foreign assets of the banking system (a)
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17 See Michael Chui, Ingo Fender and Vladyslav Sushko (2014), Risks related to EME corporate balance sheets: the role of leverage and
currency mismatch, BIS Quarterly Bulletin, for a summary of the risks associated with currency mismatches on firms’ and banks’ balance

sheets.
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15 Non-performing loans increased once again, especially in the corporates segment

— Non-performing loans increased over the course of 2023 H2 in nearly all the countries, especially owing to the
upsurge observed in the loans to corporations segment, to slightly above pre-pandemic levels (see Chart 15.a).
The sharp rise in corporate defaults in Peru, attributable to smaller firms, was noteworthy.
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SOURCES: Banco de Espafia, Refinitiv and national statistics.

a Percentage of total loans extended.
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16 Banking system risks remain contained

— The macro-financial indicators of vulnerability remain contained and, in general, below the estimated reference
risk thresholds (see Chart 16.a).'®

— Also, the financial stability reports of the region’s central banks generally consider that the situation of the
financial systems is relatively sound.'® The main risks identified in these reports are external and are mainly
linked to a greater downward stickiness of inflation and/or fiscal risks in developed economies — causing interest
rates to remain higher for longer and restricting global lending conditions — or to a greater than expected
slowdown in China (see Figure 1 for more specific risks to each country’s banking system).

Chart 16

16.a Vulnerability to a banking crisis (a)
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SOURCES: Banco de Espana, Refinitiv and national statistics.

a Probability of vulnerability, estimated using a logit model for banking crises with pre-selected variables based on the emission of correct signals six
quarters before a crisis (ROC curve threshold).

b The threshold is defined as the percentile above which the synthetic indicator has led to banking crises in the past, in a sample of 23 emerging N
market economes. See Irma Alonso-Alvarez and Luis Molina (2023), "How to foresee crises? A new synthetic index of vulnerabilities for emerging
economies". Economic Modelling, Volume 125.
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19 The aforementioned reports are available online: Financial Stability Report (Argentina), Financial Stability Report (Brazil), Reporte de
Estabilidad Financiera (Mexico), Financial Stability Report (Chile), Reporte de Estabilidad Financiera (Colombia) and Reporte de Estabilidad
Financiera (Peru).

BANCO DE ESPANA 20 REPORT ON THE LATIN AMERICAN ECONOMY SECOND HALF OF 2023


https://www.bde.es/f/webbe/SES/AnalisisEconomico/AnalisisEconomico/America_latina/EconomiaLatinoamericana_vulnerabilidad_022023_Ing.pdf
https://www.bcra.gob.ar/Pdfs/PublicacionesEstadisticas/ief0223i.pdf
https://www.bcb.gov.br/en/publications/financialstabilityreport
https://www.banxico.org.mx/publicaciones-y-prensa/reportes-sobre-el-sistema-financiero/%7B6B881BAE-59D7-05D2-0B38-1E72528030BA%7D.pdf
https://www.banxico.org.mx/publicaciones-y-prensa/reportes-sobre-el-sistema-financiero/%7B6B881BAE-59D7-05D2-0B38-1E72528030BA%7D.pdf
https://www.bcentral.cl/en/areas/financial-policy/financial-stability-report
https://doi.org/k7nn
https://www.bcrp.gob.pe/publicaciones/reporte-de-estabilidad-financiera/ref-noviembre-2023.html
https://www.bcrp.gob.pe/publicaciones/reporte-de-estabilidad-financiera/ref-noviembre-2023.html
http://www.bde.es/f/webbe/SES/Secciones/Publicaciones/InformeEconomiaLatinoamericana/2023/S2/Graficos/Files/A232S_EconomiaLatinoamericana_G16_Ing.xlsx

Editorial Report Boxes
I

Back to contents

17 The fiscal policy stance has eased in countries that undertook greater fiscal
consolidation

— The fiscal policy stance was expansionary in 2023 in Brazil and Chile. The fiscal impulse was virtually zero in
Peru, slightly contractionary in Mexico, and significantly negative — more than 3.5 pp of GDP - in Colombia,
which thus achieved a positive primary structural balance. The monetary policy stance was also tighter in Mexico
and Colombia than in 2022 (see Chart 17.a).

Chart 17
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SOURCES: Refinitiv and IMF (Fiscal Monitor October 2023).

a Real interest rates calculated as the difference between policy interest rates and one-year-ahead inflation expectations (year-end data), drawn from
central bank surveys. Equilibrium interest rates, drawing on estimates of the region’s central banks.

b Difference in the primary structural balance compared with the previous year (drawn from the October 2023 IMF Fiscal Monitor). An increase in the
balance denotes a tighter policy and a decrease a more expansionary policy.
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18 Structural deficits persist and the interest burden is growing, keeping public debt high...

— Most of the region’s main economies now appear to have withdrawn the fiscal stimulus measures adopted in
response to the COVID-19 pandemic, although structural public deficits remain widespread. In the last two years
the interest burden has risen (see Chart 18.a).

— Public debt in Latin America is broadly above the average of the last two decades. It is also slightly higher than
that of the other emerging market economies, although the region has managed to converge towards debt levels
similar to the pre-pandemic figures faster (see Chart 18.b).

Chart 18
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19 ...and this, added to the low growth rates expected, renders public finances more
vulnerable

— The synthetic indicator of public finance vulnerability has continued to head upwards in recent quarters (see
Chart 19.a), as economic activity has slowed and both public debt levels and interest rates have remained high.

— Some simulation exercises® of future public debt trajectories show, for most of the region’s main economies, a
high probability of the public debt-to-GDP ratio being above its current levels in ten years’ time under inertia
scenarios, that is, assuming there is no economic policy response (see Chart 19.b).

Chart 19
19.a Synthetic vulnerability index: Latin America (a)
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19.b Probability of public debt standing at different levels in 10 years' time (b)
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SOURCE: Banco de Espafia.

a Includes Argentina, Brazil, Chile, Colombia, Mexico, Peru, Ecuador and Uruguay. The synthetic vulnerability indicator denotes the probability of
vulnerability, estimated using a logit model for sovereign crises with pre-selected variables based on correct signals issued six quarters before a
crisis (ROC curve threshold). An increase in the synthetic indicator denotes an increase in the probability of a crisis occurring.

b The threshold for each country is its public debt-to-GDP ratio (expressed as a percentage) in 2023, drawing on IMF WEQ estimates (88% for Brazil,
38% for Chile, 55% for Colombia, 53% for Mexico and 34% for Peru). “Above present levels” denotes the probability of public debt standing more
than 5 pp above its 2023 level in each country. “Close to present levels” denotes the probability of public debt standing up to 5 pp above or below
its 2023 level in each country.
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20 Using the methodology devised by M. Alloza, J. Andrés, J. Pérez and J. Rojas. (2020). “Implicit public debt thresholds: An operational
proposal”. Journal of Policy Modeling, Vol. 42, pp. 1408-1424.
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20 Given the vulnerability of public finances, the use of fiscal rules to ensure their
sustainability gains particular importance

— The region’s main economies have one or more fiscal rules, which seek to ensure that public finances are on a
stable and sustainable footing and that public funds are managed transparently. They do this by setting limits
and rules on debt levels, deficits and public expenditure and revenue (see Table 1).

— As a result of the COVID-19 pandemic, these fiscal rules were suspended or modified or escape clauses were
introduced. Most of the region’s economies have now reinstated their fiscal rules or a reformed version thereof.
Some have proposed tax reforms or public expenditure reforms, seeking to strengthen the fiscal policy framework.

Table 1
Fiscal rule frameworks in Latin America (a)

Brazil Chile Colombia Mexico Peru

Types of fiscal rules before the COVID-19 pandemic

Public expenditure v X X v v
Public revenue X X X X X
Budget balance v v v v
Public debt v X X X

Escape clauses before the COVID-19 pandemic

v X v v v

Types of responses to the COVID-19 pandemic

Adjustment and Adjustment and

reformulation of Temporary reformulation of Temporary

suspension of fiscal

Use of escape

clauses envisaged in suspension of fiscal

macro-fiscal ) macro-fiscal )
the rules rules in place rules in place
parameters parameters
Current situation (2023)
New framework in Gradual return to New framework in Fiscal rule previously Gradual return to
place (o) previous fiscal rule place (c) in place previous fiscal rule

SOURCES: CEPAL, Banco de Espana.

a For more information on the use and design of fiscal rules, see H. Davoodi, P. Elger, A. Fotiou, D. Garcia-Macia, A. Lagerborg, R. Lam and S. Pillai (2022),
"Fiscal Rules Dataset: 1985-2021". International Monetary Fund.

b In Brazil, the new fiscal rule put into place introduces a primary balance target and greater flexibility for real primary spending growth.

¢ In Colombia, the debt thresholds and the formula used to calculate the minimum value allowed for the structural net primary balance were not modified.
However, some clauses were introduced, among other things, to ensure greater flexibility in case of an extraordinary event, and the Autonomous Fiscal Rule
Committee, a technical and independent body that monitors compliance with the fiscal rule, was created.
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21 Such fiscal rules, if complied with, and especially if accompanied by structural reforms,
should lead to a stable public debt dynamic in the region in the medium term

— However, in some economies in the region, past evidence shows that there has been some non-compliance with
fiscal rules. It also shows that, in some cases, compliance was achieved after the fiscal rule targets were changed
to make them more attainable (see Chart 21.a).

— Some simulation exercises show that compliance with the current fiscal rules would have a positive impact on
the public debt dynamic, especially as compared with inertia scenarios under which it is assumed that fiscal
policy remains unchanged (see Chart 21.b). Nevertheless, in some cases the simulations show debt rising above
its present levels, with other factors, such as the growing interest burden along the simulation horizon, offsetting
the positive impact of the fiscal rules. For this reason, structural reforms are needed to strengthen the fiscal rules,
including reforms that make product market regulations more effective, encourage international trade, attract
quality foreign direct investment and improve the infrastructure network.?!

Chart 21

21.a Fiscal rules and compliance (a)
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21.b Public debt in 2023 and in different simulation scenarios (b)

2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020

% of GDP

75 - - 4 125 B 2023

60 - 100 B No fiscal policy changes,
debt in 2033

45 175

- Compliance with fiscal rules,

30 50 debt in 2033

15 L 1 o5 [l Compliance with fiscal rules and
implementation of structural reforms,

, , , debt in 2033
0 0
Chile Colombia Mexico Peru Brazil

(r-h scale)

SOURCES: Valencia and Ulloa-Suarez (2022), Banco de Espana.

a Compliance with fiscal rules follows the methodology established in Valencia and Ulloa-Suarez. (2022). “Numerical Compliance with Fiscal Rules in
Latin America and the Caribbean”. IDB Working Paper Series, 1345.
b The simulations use the debt sustainability analysis framework described in |. Kataryniuk, R. Lorenzo Alonso, E. Martinez Casillas and J. Timini. (2023).
“An extended debt sustainability analysis framework for Latin America”, Documentos Ocasionales, Banco de Espafa. Forthcoming. The scenarios are
constructed using data up to 2022 and IMF forecasts for 2023 and 2024, and are based on the model from 2025 onwards. Under the compliance
with fiscal rules scenario, the primary balance is anchored to the specific fiscal rule targets or multi-year macroeconomic frameworks published by
the region’s governments. The combined scenario of compliance with fiscal rules and structural reforms assumes that, in addition, structural reforms

are implemented that boost potential GDP growth in line with the estimates presented by J. Bailliu and C. Hajzler. (2016). “Structural Reforms and
Economic Growth in Emerging-Market Economies”. Bank of Canada Review.
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21 For an analysis of possible reforms focused on management of public finances and the public finance architecture, see Aida Caldera, Paula
Garda and Alberto Gonzalez-Pandiella. (2023). “How can Latin American countries improve their medium-term fiscal frameworks for better
public finances?”. OECD blog.

BANCO DE ESPANA 25 REPORT ON THE LATIN AMERICAN ECONOMY SECOND HALF OF 2023


http://www.bde.es/f/webbe/SES/Secciones/Publicaciones/InformeEconomiaLatinoamericana/2023/S2/Graficos/Files/A232S_EconomiaLatinoamericana_G21_Ing.xlsx

Editorial Report Boxes

Back to contents

22 There is scope for reforms to help the region tackle challenges such as demographics
and climate change

— There is ample room for fresh structural reforms in Latin America, in view of the region’s low potential growth. In
this respect, long-term growth essentially depends on developments in the working-age population, and the
countries of the region face gradual population ageing®? (see Chart 21.a) and net emigration (see Chart 21.b and
Box 3). The United Nations estimates that by 2050 the fertility rate in the region will have dropped to 1.7 births
per woman, below the world average of 2.1.

— Moreover, the region is subject to high climate-related risks stemming from climate change and the increase in
both the frequency and the severity of natural disasters, all of which have a negative impact on economic activity.
In consequence, as in other regions, there could be potential for climate risk insurance cover (see Box 2).

Chart 22

22.a Population pyramid: Latin America and the Caribbean (a)
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SOURCE: United Nations.

a The population pyramids illustrate the population structure by age group (as a percentage of the total population) in the region and worldwide.
b As defined by the United Nations.
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22 See Juan Carlos Berganza, Rodolfo Campos, Enrique Martinez-Casillas and Javier J. Pérez. (2020). “The end of the demographic dividend
in Latin America: challenges for economic and social policies”. Economic Bulletin — Banco de Esparia, 1/2020, Analytical Articles.
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23 The recent easing of social and political unrest in the region could pave the way for
these reforms

— Economic policy uncertainty decreased in 2023 in the countries of the region where it had risen most in previous
years, with the notable exception of Argentina (see Chart 22.a and Box 1).

— Despite local peaks in several countries in 2023 H1 — in Brazil after the storming of Congress, in Peru when
president Castillo was ousted from power, and in Colombia when reports of irregular campaign financing by the
president triggered a crisis — political and social unrest declined in the year, save in Argentina and Chile, to lower
levels than in early 2022 (see Chart 22.b). This new setting could be conducive to a more favourable climate for
the approval of structural reforms that would help boost potential growth.?

Chart 23

23.a Indicators of economic policy uncertainty (EPU) (a)
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a Erik Andres-Escayola, Corinna Ghirelli, Luis Molina, Javier J. Pérez and Elena Vidal. (2022). "Using newspapers for textual indicators: which and how
many?". Documentos de Trabajo, 2235, Banco de Espafia. Economic Policy Uncertainty (EPU) is an index based on words relating to economic policy

uncertainty in local and international newpapers.

b Indices of social and political unrest are based on words relating to social and political unrest in local and international newpapers (see Erik
Andres-Escayola, Corinna Ghirelli, Luis Molina, Javier J. Pérez and Elena Vidal. (n.d.). “Fundamental spreads for inflation targeters in Latin

America". Mimeo).
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24 Moreover, some Latin American countries could benefit in the medium term from the

complex global geopolitical situation, if certain incipient multinational offshoring trends
materialise

— Rising trade barriers among the major global economies could prompt changes in the way in which firms operate

worldwide.?* For instance, they could spur nearshoring or friend-shoring, relocating productive activity to nearby
or politically friendly countries, especially ones that are well integrated in global value chains and have a strong
manufacturing sector. The marked increase in media reports on Mexico and the United States in this respect
suggests greater interest than in other countries of the region, for instance compared with Brazil (see Chart 23.a).

— These movements are also reflected in various recent surveys conducted by the region’s central banks. For

instance, in a Banco de México survey® that records an increase in the number of firms reporting a positive
impact on their activity, despite indicating that it is a complex process and that human capital would be needed,
along with investment in the necessary infrastructure to ensure the correct functioning of the production process
and subsequent product distribution. In consequence, most firms expect to reap the benefits in the medium to
long term.28

Chart 24

24.a Frequency of local press references to words relating to protectionist policy and their interplay with decisions to offshore

business from the United States (a)
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SOURCE: Banco de Espana.

a The index measures the frequency of news items on restrictive trade policies and their interplay with decisions/intentions to offshore business to
Mexico and Brazil from the United States. The frequency of news items is calculated as the fraction of articles in the main Mexican and Brazilian

newspapers in the period January 2000 to October 2023 that contain words relating to restrictive trade policies and decisions/intentions to offshore
business, and that refer to the United States, normalised by the total number of articles published in those newspapers. To facilitate the comparison
of values, the indicators are standardised (taking as reference the period 2000-2014).
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Demosthenes loannou and Javier J. Perez (eds.). (2023). “The EU’s Open Strategic Autonomy from a central banking perspective.

Challenges to the monetary policy landscape from a changing geopolitical environment”. Occasional Paper Series, 311. European Central
Bank.

See, for example, "Opinion empresarial sobre la relocalizacion de las empresas hacia México”, an extract from the Banco de México’s

Reporte sobre las Economias Regionales, April-June 2023. Recuadro 1, pp.9-11.

These movements are also reflected in surveys conducted by the central banks of some developed countries, and by several euro area

central banks. See the European Central Bank survey (multinationals) and the Bundesbank and Banca d’ltalia surveys (domestic firms).
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Table 2
Latin America: main economic indicators
22%0271- 2022 (Ootober 2023 2022 2023
WEO)
average
2023 2024 2025 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

GDP (change on previous period) (a)

Latin America and the Caribbean (b) 1.9 3.6 2.3 2.3 2.4 1.0 1.1 0.9 -0.2 1.0 0.2 0.7 —

Argentina 1.4 5.2 -2.5 2.8 3.3 0.8 1.7 0.4 -1.7 0.8 -2.7 2.7 —

Brazil 1.7 29 3.1 1.5 1.9 1.0 1.3 1.1 -0.1 1.4 1.0 0.1 -

Mexico (c) 1.4 3.0 3.2 241 1.5 1.6 1.0 1.2 0.7 0.6 0.9 1.1 —

Chile 3.1 2.4 -0.5 1.6 2.3 -0.8 -0.3 -1.1 0.1 0.5 -0.3 0.3 -

Colombia (c) 3.5 7.3 1.4 2.0 2.9 1.2 1.6 0.9 -1.6 2.2 -1.0 0.2 —

Peru 4.4 2.7 1.1 2.7 3.1 1.0 0.0 0.8 -0.1 -0.9 -0.1 -0.1 -
CPI (year-on-year rate) (a)

Latin America and the Caribbean (b) 5.8 9.8 13.8 10.7 7.3 8.8 10.0 9.2 8.0 7.5 5.9 5.4 5.1

Argentina 22.4 72.4 121.7 93.7 54.1 52.8 61.0 77.6 91.8 102.0 113.0 125.9 172.8

Brazil 5.6 9.3 4.7 4.5 3.0 10.7 11.9 8.7 6.1 5.3 3.8 4.6 4.7

Mexico 4.2 7.9 5.5 3.8 3.1 7.3 7.8 8.5 8.0 7.5 5.7 4.6 4.4

Chile 3.4 11.6 7.8 3.6 3.0 8.3 11.5 13.7 13.0 11.8 8.7 5.6 4.6

Colombia 4.0 10.2 1.4 5.2 3.6 7.8 9.3 10.8 12.6 13.3 12.4 1.4 10.0

Peru 3.0 7.9 6.5 29 2.1 6.2 8.3 8.6 8.4 8.6 7.4 5.5 3.7
Budget balance (% of GDP) (a) (d)

Latin America and the Caribbean (b) -4.1 -3.7 -4.6 -4.5 -3.2 -3.6 -3.6 -3.7 -3.6 -4.3 -4.7 -5.2 —

Argentina -3.8 -3.8 -4.0 -3.7 -1.9 -3.7 -4.0 -4.0 -3.8 -4.2 -4.3 -4.3 —

Brazil -5.5 -4.6 -7.1 -6.0 -5.3 -3.1 -4.1 -4.2 -4.6 -6.0 -6.3 -7.5 -

Mexico -3.1 -3.5 -3.9 -5.4 -2.6 -3.2 -3.0 -3.3 -3.4 -3.7 -4.2 -4.5 —

Chile -1.3 11 -1.6 -1.3 -0.7 -6.3 -2.0 0.4 11 0.8 -1.8 -2.3 -

Colombia -2.8 -4.2 -3.5 -2.4 -2.6 -6.5 -5.6 -6.0 -4.2 -3.7 -2.6 -2.2 —

Peru -0.8 2.2 2.2 -1.8 -1.2 -2.1 -1.2 -1.8 2.2 -2.8 -3.7 -3.5 -
Public debt (% of GDP) (a)

Latin America and the Caribbean (b) (b) 56.9 62.0 68.1 68.3 68.7 61.8 60.0 60.0 59.2 59.3 — — —

Argentina 60.2 84.8 89.5 79.9 76.8 69.7 60.5 64.3 67.6 70.4 — — —

Brazil 73.4 72.9 88.1 90.3 92.4 76.4 75.6 74.2 7.7 71.5 721 73.4 -

Mexico 48.9 50.0 52.7 54.7 55.1 51.2 50.2 49.7 48.3 48.8 48.1 48.9 —

Chile 17.3 38.0 38.4 41.2 42.4 36.4 36.8 37.3 38.0 37.0 36.7 37.3 -

Colombia 44.9 56.6 55.0 55.1 55.4 58.0 57.2 58.3 59.7 58.2 56.2 55.6 —

Peru 26.4 33.8 33.9 34.0 335 334 33.6 34.2 33.8 32.8 321 32.4 -
Current account balance (% of GDP) (a) (d)

Latin America and the Caribbean (b) -1.8 -2.9 -1.8 -1.5 -1.4 2.2 -2.6 -3.1 -2.8 -2.7 2.4 -1.8 —

Argentina -0.9 -0.6 -0.6 1.2 0.8 0.9 0.2 -1.0 -0.7 -1.3 -2.2 -2.6 —

Brazil 2.4 -3.0 -1.9 -1.8 -1.9 2.2 -2.6 -3.0 -2.7 -2.7 -2.6 -1.9 -

Mexico -1.2 -1.3 -1.5 -1.4 -1.1 -0.8 -1.3 -1.4 -1.2 -1.7 -1.3 -0.7 —

Chile -2.8 -9.0 -3.5 -3.6 -3.5 -8.1 9.7 -10.0 -9.0 -6.6 -4.4 -3.4 -

Colombia -3.8 -6.2 -4.9 -4.3 -4.3 -6.2 -6.2 -6.4 -6.2 -5.6 -4.9 -3.4 —

Peru -2.3 -4.1 -1.9 -2.1 -1.7 -3.2 -3.3 -3.9 -4.0 -2.9 -1.9 -0.7 -
External debt (% of GDP) (a)

Latin America and the Caribbean (b) 37.7 34.4 42.7 40.5 37.9 35.4 34.4 34.2 34.0 33.5 32.6 —

Argentina 41.4 43.8 — — 52.6 48.8 451 441 431 43.1 44.0 —

Brazil 29.0 35.5 - - 39.7 36.5 35.4 34.9 34.7 35.1 34.1 -

Mexico 13.5 13.9 — — 16.5 15.0 14.7 13.9 13.6 12.4 1.4 —

Chile 55.4 77.6 - - 76.5 74.5 74.3 7.4 74.9 72.7 70.4 -

Colombia 33.1 53.6 — — 53.5 51.3 50.5 53.3 55.1 56.0 55.2 —

Peru 341 41.8 - - 45.0 43.4 42.6 41.8 41.5 40.8 39.1 -

MEMORANDUM ITEMS: Aggregate of emerging market economies excluding Latin America and China (IMF, October 2023 WEQO)

GDP (year-on-year rate) 4.1 4.7 3.7 4.2 4.5
CPI (year-on-year rate) 71 13.3 11.8 10.6 8.3
Budget balance (% of GDP) 71 -3.9 -4.8 -4.6 -4.3
Public debt (% of GDP) 42.0 56.0 57.6 57.8 58.6
Current account balance (% of GDP) 0.7 2.0 0.3 0.2 -0.1
External debt (% of GDP) 27.6 26.7 2741 26.2 —

Share of global GDP, in PPP (%) 31.7 32.5 32.7 33.1 335

SOURCES: IMF, Refinitiv, LatinFocus and national statistics.

a Latin America and the Caribbean account for 7.3% of global GDP measured in PPP. The six economies shown account for 86% of all Latin America and the Caribbean

(IMP).

b Quarterly data, aggregate of the six main economies (Argentina, Brazil, Chile, Colombia, Mexico and Peru), and for inflation, aggregate excluding Argentina.

¢ Seasonally adjusted series.
d 4-quarter moving average.
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Figure 1

Recent developments in Latin American banking systems and the risks to financial stability according to the region’s

central banks
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Figure 1

Recent developments in Latin American banking systems and the risks to financial stability according to the region’s

central banks (cont’d)
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the financial system would cope

Lower concern over fiscal and
government debt sustainability,
although it remains one of the most
important risks.

Higher concern over cyber security
and the use of new technologies in
the banking sector.

Geographical/political risk

Effects of geostrategic conflicts on commodity

prices.

Geographical/political risk

Less favourable financial conditions due to

geopolitical risks.

SOURCE: Banco de Espanfa.

/ CHILE

M)

Credit risk

Deterioration in household financial position
associated with a fresh downturn in the
labour market.

Risk of asset price reversal.

High costs, weak demand and tight financing
conditions in the real estate sector.

’ ARGENTINA

L

M)

Credit risk

Domestic context (weaker economy and
greater market volatility) may prompt greater
risk materialisation in 2024.

Higher liquidity risk at institutions due to
greater volatility of peso-denominated
deposits and a shortening of their terms.

Resilience of the financial and fiscal system

Liquidity risk due to the maturity of the Conditional
Financing Facility for Increased Loans (FCIC)
programmes launched during the pandemic, which
account for 8% of liabilities and are scheduled to
mature in April and July 2024.

Basel lll convergence, scheduled for 2025, prompting
frictions.

Market depth shallow by historical standards and with
low ability to absorb external shocks.

Must not deviate from the fiscal consolidation path,
particularly in light of the outlook for the sovereign
rating being revised to “negative” due to weakened
political and economic consensus.

Operational risk due to growing digitalisation of
banking.

Resilience of the financial and fiscal system

Public and private sector very highly leveraged, price
bubbles in certain market segments and recent
emergence of non-bank financial intermediation,
which tends to behave procyclically.

Operational risks linked to technological innovation
and growing use of crypto assets, which limit
countries’ monetary sovereignty, make capital flows
more volatile and give rise to spillovers between
markets.

High climate-related risks, particularly due to
droughts (the effect is analysed in a box to the report,
noting that the central bank will foster and monitor
compliance with the National Sustainable Finance
Strategy).
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