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= Nevertheless, sentiment seems to start to come around amid a low

probability that the global economy falls into recession next year Delia Paredes
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= As a result, we maintain our GDP growth forecast for 2020 at 1.4%, delia.paredes@banorte.com
despite revising our projection for 2019 downwards to 0.3%, from
0.8% Juan Carlos Alderete, CFA
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Slowdown in the first year of an administration. As we have been mentioning Juan aiderete, macal@banorte.com

throughout our publications, Mexico has experienced an economic deceleration Francisco Flores

every first year of a new administration (please see Chart 1 below on the left). Economist, Mexico

Even though there are certain particularities —such as the dot-com bankruptcy in fanciaco.fores. semano@banarte.com
the U.S. and 9/11 back in 2001, as well as the nationwide homebuilder crisis

triggered by Mexico’s former administration in year 2013—, there is a common

factor that happens at the beginning of each six-year term: an important

deceleration in public-, and private-sector investment. On the public sector,

every new president fully changes the personnel in charge of implementation of

government spending and investment and there is a learning curve for new Document for distribution among

. ) . . - - bli
officials that end up in office (Chart 2). On the private sector side, uncertainties puble
rising at the beginning of every presidential race foster businessmen to postpone
new investment projects that are resumed at some point in the first or second
year of the new administration, depending on how quickly the new president can
engender confidence (Chart 3). This is why we were the least optimistic
research house for a long time, with a forecast of 1.8% (Chart 4).
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Chart 4. Evolution of 2019 GDP forecasts
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A rough start. This year, the country experienced several ‘particularities’ that
have slowed down the economy even further. These begun with three transitory
shocks in January and February that fostered us to revise down our GDP growth
forecast for 2019: (1) The shutdown of major gasoline distribution pipelines, in
order to mitigate fuel theft; (2) general strikes in the ‘maquila’ sector in North
East Mexico; and (3) blockades of the main railways in South West Mexico. In
our view, these made a dent of 33 basis points (bp) to this year’s GDP growth
rate. Back in February, we revised our 2019 GDP forecast downwards to 1.5%.

‘Particularities’ have continued... Besides the aforementioned transitory
shocks, two issues made us revise further our GDP forecast in July: (1) The ban
that the government of Mexico City declared on construction projects, which we
first thought would not last for a long time; and (2) uncertainties that emerged
from a series of non-market friendly initiatives that Morena (the ruling party)
legislators put forward, such as the one proposing to end mining concessions, as
well as the others aiming to eliminate banking fees, etc. In this context, we took
36bps from the construction ban in Mexico City, mainly because construction
weights 4% of the city’s GDP —and half of the construction projects came to a
halt—, and because Mexico City has a weight of almost 18% of the country’s
GDP. Fortunately, the ban has begun to be lifted, albeit gradually. Moreover, we
took 31bps as we perceived that private-sector projects were taking longer to be
reactivated, mainly due to political uncertainties. This is why we revised our
GDP to 0.8% back in July.

It is taking longer for the private sector to reactivate new projects.
Investment has not picked up as much as we previously thought. In fact, gross
fixed investment has declined 4.6% year-to-date, with both construction (-3.2%)
and machinery and equipment (-6.5%) down, as shown in Chart 5 below.
Nevertheless, we start to see business sentiment to come around —anecdotally, in
latest data (Chart 6), and in the main stock market index (Chart 7)—, since the
central bank cut the reference rate for the first time (Aug 15"), and the
government announced the agreement with the private sector regarding natural
gas pipelines (Aug 27%), in which the government wanted to renegotiate the
related contracts. Moreover, the fact that the abovementioned non-market
friendly initiatives have not prospered, has also helped to improve sentiment. As
a result, we believe GFI will pick up slightly but not as much as we thought
before, ending at-4.4% in 2019.
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Chart 5. Gross fixed investment during the Chart 6. Business confidence by sector Chart 7. S&P/BMV IPC index
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Revising down our 2019 GDP forecast. We now believe the Mexican
economy will grow 0.3% in 2019, instead of 0.8% projected in July, mainly
because of three factors, as shown in Chart 8 (below): (1) Private-sector
investment projects, which are taking even longer to be reactivated (-40bps); (2)
slower flow of government spending (-3bps); and (3) a mild deceleration in
private consumption, mainly explained by the two other factors (-7bps). In this
context, we expect GDP to observe annual growth rates of 0.2% and 0.4% in 3Q
and 4Q, respectively, to end with full-year growth of 0.3%, lowest since 2009.

Chart 8. 2019 GDP growth forecast explained
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Table 1. 2019 GDP growth forecast

% yoy, nsa
Current Previous
1919 2Q19  3Q19f 4Q19f  2019f 1219 2Q19f  3Q19f 4Q19f  2019f
GDP (aggregate supply) 1.2 -0.8 0.2 0.4 0.3 1.2 -0.8 1.0 1.6 0.8
Primary sector 5.7 1.4 3.2 1.8 29 5.7 1.4 3.7 24 3.2
Secondary sector -0.6 -3.0 -1.9 -1.6 -1.8 -0.6 -3.0 -1.5 04 -14
Tertiary sector 1.8 0.0 1.1 1.3 1.0 1.8 0.0 20 24 15
GDP (aggregate demand) 1.2 -0.8 0.2 0.4 0.3 1.2 -0.8 1.0 1.6 0.8
Private consumption 1.1 -0.3 1.8 2.3 1.3 1.1 -0.3 1.9 2.6 14
Investment 08 73 56 37 44 08 73 24 09 29
Government spending 0.8 2.3 0.3 0.6 0.7 0.8 2.3 0.8 0.6 0.4
Exports 27 25 38 43 33 27 25 6.2 6.9 46
Imports 1.9 -14 0.5 0.0 0.0 1.9 -14 1.2 2.1 1.0

Source: Banorte

Better growth prospects for next year. There are three factors that allow us to
be more positive about 2020, reiterating our GDP forecast of 1.4%, despite two
factors that are likely to be a drag for the Mexican economy next year (see Chart
9). On the positive side: (1) Inertial growth adds up to 0.9%-pts. This is obtained
by assuming zero quarterly growth rates throughout the rest of 2019 and 2020,
which yields an annual growth rate of 0.9%. This will be mainly explained by
the reactivation of some investment projects by both, the public- and private-
sector, as well as some previously postponed durable-goods consumption
decisions; (2) the leap-year effect that has historically added 26bps; and (3)
higher crude oil output, in which Pemex and private-sector companies will be
able to boost the country’s crude oil production to 1.9 million barrels per day
next year, adding 50bps to Mexico’s GDP. These three would boost GDP to
1.7%. Nevertheless, it is our take that two issues will subtract 30bps next year:
(1) The reduction in the percentage that firms are able to deduct taxes from
interest payments, to 30% from 100%. In our view, this will deter some projects
from happening, as it will increase the cost of both actual and future
investments. Moreover, this will probably foster firms to use more supplier
credit, rather than banking credit, reducing activity in the realm of financial
servicest, making a dent on GDP growth next year.

1 We do acknowledge that this is a recommendation from the OECD, mainly to boost tax collection locally by
banning foreign-owned companies to avoid paying taxes due to higher indebtedness levels with parent
companies. Moreover, we are taking into accounts that the Ministry of Finance introduced a tax break for IPOs
last year, in order to boost the development of the stock market. Both engender an incentive structure to prefer
equity over debt issuance. However, policy and institutional uncertainties that the new government has
introduced to the firms’ investment decisions will probably not help IPOs for the time being. As a result, we
believe firms will try to increase their supplier credit facilities, which are already quite high. According to the
latest central bank survey of corporate financing (August 2019), around 79% of companies use supplier credit
as their main source of funding.
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In this context, in the 2013 fiscal reform, the government decided to limit
employment benefits’ deductions. As a result, a reduction in the historical
correlation between public-, and private-sector investments took place. Using
this episode to try to quantify the impact of the change in this policy to GDP, we
estimate an impact of 6bps of this change in year 2020; and (2) additional global
slowdown, particularly feeding into export-related manufacturing activity,
which in our view will subtract 20bps of 2020 GDP. This last one is our
estimated net result of a global negative income effect from increasing trade
protectionism and a positive substitution effect that has attracted investments to
Mexico, particularly from Asian companies that see Mexico as a better way to
approach the US market vis-a-vis their home countries that are facing either
tariff or non-tariff trade barriers.

Chart 9. 2020 GDP growth forecast explained
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Table 2. 2020 GDP growth forecast

% yoy, nsa
1Q20f 2Q20f 3Q20f 4Q20f 2020f
GDP (aggregate supply) 1.7 1.9 1.4 0.8 1.4
Primary sector 1.3 1.9 1.5 14 1.5
Secondary sector 0.3 0.9 0.9 0.2 0.6
Tertiary sector 2.3 24 1.7 1.0 1.8
GDP (aggregate demand) 1.7 1.9 14 0.8 14
Private consumption 1.8 2.3 1.7 15 1.8
Investment 1.1 1.8 08 -0.3 03
Government spending 0.7 15 1.0 0.7 0.9
Exports 44 39 28 1.7 31
Imports 22 29 26 22 25

Source: Banorte
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Political uncertainties are fading away. The policies President Lopez-Obrador
has been implementing are exactly the ones he wrote in his book “La Salida”
(“The Exit”) and the abovementioned non-market friendly initiatives have not
prospered at all. AMLO’s policies are based on four pillars: (1) Building
infrastructure projects, actually very few ones, but very specific: the refinery in
South East Mexico and the Mayan train, among others; (2) implementing social
programs, such as the apprenticeship program for the youth that did not have the
opportunity to study and has not been able to get a job along with doubling the
monthly stipend for the elderly; (3) the ‘undo’ polices, such as reverting the
education reform and cancelling the new airport of Mexico City; and probably
the most important in terms of keeping macro stability: (4) fiscal responsibility
and full respect to central bank autonomy, which the president has uphold in the
past 11 months of his administration.

In this context, we expect a reactivation of several private-sector projects in year
2020, at least the ones aimed to keep increasing capacity according to activity
dynamics. Inflation is well-controlled and very close to the central bank’s target
of 3%, and we expect that will also be the case next year. Moreover, even
though we expect a volatile peso-dollar exchange rate —mainly due to the
political noise arising from the US presidential elections—, we do not anticipate
it deviating much from the long-run real exchange rate. As a result, we expect
the central bank to continue its easing cycle, reducing the reference rate several
times in the year, all the way down to 6%.

Weak global growth further ahead. In our view, global economic conditions
will remain soft over the next 2-3 years with growth in the area of 3.1% in 2020-
2021. Nevertheless, the current economic cycle seems exhausted from many
angles, so we cannot rule out the possibility of a recession scenario by the end
of next year or the beginning of 2021. Global manufacturing is facing
recessionary territory in many regions in the world while capex has continued to
decline, and tech companies have not released a disruptive product or service,
despite the rampant tech revolution the world is experiencing every day. We are
not expecting a major crisis, but a mild recession, such as the one experienced in
year 2001. In such a scenario, we would expect the U.S. economy to grow
below very close to 0% with the Mexican economy even observing a mild
contraction of GDP in the area of -0.4%.

References
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