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Latam Weekly: Temporary or Persistent?

FORECAST UPDATES

e Stronger growth and higher inflation continue to prompt updates to key
variables.

ECONOMIC OVERVIEW

e The key question on the minds of international investors, central
bankers and other policy makers is whether the current spike in inflation
is a temporary phenomenon or could be more persistent.

e The answer to that question is hugely important, as it could trigger an
unexpected shift in global financial conditions.

e For Latam countries, the stakes are especially high given their exposure
to foreigh—US—interest rate shocks. The effects of higher US rates are
magnified by domestic vulnerabilities, which can also increase
exposure to sudden stops in capital inflows.

o The strengthening of key economic institutions and adoption of sound
policy frameworks by Latam countries over the past two decades
should limit these effects, but risks remain.

PACIFIC ALLIANCE COUNTRY UPDATES

o We assess key insights from the last week, with highlights on the main
issues to watch over the coming fortnight in the Pacific Alliance
countries: Chile, Colombia, Mexico, and Peru.

MARKET EVENTS & INDICATORS

o A comprehensive risk calendar with selected highlights for the period
October 9-22 across the Pacific Alliance countries, plus their regional
neighbours Argentina and Brazil.
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Forecast Updates

2020 2021 2022 2023
Argentina Q4 Q1 Q2 Q3e Q4f Q1f Q2f Q3f Q4f Q1f Q2f Q3f Q4f 2020 2021f 2022f 2023f
Real GDP (y/y % change) -4.3 29 17.9 6.6 2.8 23 1.1 21 2.2 2.6 1.4 3.1 3.1 -9.9 7.3 1.9 2.5
CPI (yly %, eop) 36.1 42.6 50.2 53.6 51.8 45.8 42.6 39.5 36.5 34.5 325 31.6 30.6 36.1 51.8 36.5 30.6
Unemployment rate (%, avg) 11.0 10.2 9.6 11.2 10.9 10.7 10.3 9.8 9.6 95 9.5 9.3 9.1 11.6 11.0 10.1 9.4
Central bank policy rate (%, eop) 38.00 38.00 38.00 38.00 42.00 46.00 46.00 44.00 40.00 39.00 38.00 37.00 36.00 38.00 42.00 40.00 36.00
Foreign exchange (USDARS, eop) 84.15 9199 9572 98.74 108.50 112.00 121.00 132.00 141.00 138.00 135.00 132.00 131.00 84.15 108.50 141.00 131.00
2020 2021 2022 2023
Brazil Q4 Q1 Q2 Q3e Q4f Q1f Q2f Q3f Q4f Q1f Q2f Q3f Q4f 2020 2021f 2022f 2023f
Real GDP (y/y % change) -1.1 1.0 12.4 5.2 3.1 2.7 21 1.9 2.6 3.1 2.2 2.3 2.5 -4.1 5.4 2.3 2.5
CPI (yly %, eop) 4.5 6.1 8.3 10.2 8.7 6.9 5.2 41 3.6 3.1 3.3 3.6 3.5 4.5 8.7 3.6 3.5
Unemployment rate (%, avg) 13.9 14.7 14.1 14.0 13.1 {815 12.4 11.9 11.8 11.2 10.7 10.3 9.9 13.9 14.1 121 10.5
Central bank policy rate (%, eop) 2.00 2.75 4.25 6.25 7.00 7.50 7.50 7.50 7.50 7.50 7.50 7.25 7.00 2.00 7.00 7.50 7.00
Foreign exchange (USDBRL, eop) 5.19 5.63 4.97 5.44 4.96 4.85 4.81 4.85 4.92 4.85 4.77 4.70 4.63 5.19 4.96 4.92 4.63
2020 2021 2022 2023
Chile Q4 Q1 Q2 Q3e Q4f Q1f Q2f Q3f Q4f Q1f Q2f Q3f Q4f 2020 2021f 2022f 2023f
Real GDP (y/y % change) 0.0 0.5 18.1 16.6 11.0 9.4 7.5 1.5 0.3 11 1.6 2.2 3.1 -5.8 11.2 4.5 2.0
CPI (yly %, eop) 3.0 2.9 3.8 5.3 5.6 5.2 5.2 3.7 3.0 3.0 3.0 3.0 3.0 3.0 5.6 3.0 3.0
Unemployment rate (%, avg) 10.3 10.4 9.5 8.0 6.6 6.5 6.5 6.4 5.8 6.2 6.3 6.3 5.8 10.9 8.6 6.3 6.2
Central bank policy rate (%, eop) 0.50 0.50 0.50 1.50 3.00 4.00 4.50 4.50 4.50 4.50 4.50 4.50 4.50 0.50 3.00 4.50 4.50
Foreign exchange (USDCLP, eop) 71 719 734 810 800 760 740 720 700 680 680 680 680 711 800 700 680
2020 2021 2022 2023
Colombia Q4 Q1 Q2 Q3e Q4f Q1f Q2f Q3f Q4f Q1if Q2f Q3f Q4f 2020 2021f 2022f 2023f
Real GDP (y/y % change) -3.6 1.1 17.6 9.0 5.0 4.7 6.3 3.8 2.8 3.8 3.7 3.6 3.6 -6.8 8.2 4.4 3.7
CPI (yly %, eop) 1.6 1.5 3.6 4.5 4.8 4.5 3.7 3.2 3.3 3.1 3.1 3.1 3.0 1.6 4.8 3.3 3.0
Unemployment rate (%, avg) 13.8 15.8 15.0 14.6 13.5 13.1 13.5 14.0 12.7 12.0 12.0 12.0 12.0 16.1 14.6 13.3 12.0
Central bank policy rate (%, eop) 1.75 1.75 1.75 2.00 2.50 3.00 3.50 4.00 4.50 4.50 4.50 4.75 4.75 1.75 2.50 4.50 4.75
Foreign exchange (USDCOP, eop) 3,428 3,663 3,755 3,809 3,525 3,468 3455 3443 3,450 3430 3420 3410 3,400 3428 3525 3,450 3,400
2020 2021 2022 2023
Mexico Q4 Q1 Q2 Q3e Q4f Q1f Q2f Q3f Q4f Q1f Q2f Q3f Q4f 2020 2021f 2022f 2023f
Real GDP (y/y % change) -4.5 -3.6 19.6 5.2 8i5) 3.7 3.4 24 21 1.8 1.3 1.9 1.4 -8.3 6.2 29 1.5
CPI (yly %, eop) 3.2 4.7 5.9 6.0 6.0 55 3.8 3.3 3.5 3.4 3.2 3.6 3.5 3.2 6.0 3.5 3.5
Unemployment rate (%, avg) 4.3 4.3 4.2 41 819 819 3.8 4.4 4.2 4.3 4.0 41 41 4.4 4.0 41 41
Central bank policy rate (%, eop) 4.25 4.00 4.25 4.75 5.25 5.50 5.75 6.00 6.00 6.00 6.00 6.00 6.00 4.25 5.25 6.00 6.00
Foreign exchange (USDMXN, eop)  19.91 2043 19.94 2064 2054 2076 21.03 2127 2145 2138 2151 21.62 2178 19.91 2054 2145 21.78
2020 2021 2022 2023
Peru Q4 Q1 Q2 Q3e Q4f Q1f Q2f Q3f Q4f Q1if Q2f Q3f Q4f 2020 2021f 2022f 2023f
Real GDP (y/y % change) -1.4 4.5 41.9 8.6 2.0 1.7 0.5 4.9 3.1 2.5 4.3 1.5 2.3 -11.0 12.3 2.6 2.8
CPI (yly %, eop) 2.0 2.6 3.3 5.2 6.5 6.7 6.5 5.4 45 4.1 3.9 3.4 3.0 2.0 6.5 45 3.0
Unemployment rate (%, avg) 13.8 153 10.3 9.2 9.0 8.8 8.8 8.7 8.7 8.8 8.8 8.8 8.8 13.6 9.0 8.7 8.8
Central bank policy rate (%, eop) 0.25 0.25 0.25 1.00 1.50 2.00 2.50 2.75 3.00 3.00 3.00 3.00 3.00 0.25 1.50 3.00 3.00
Foreign exchange (USDPEN, eop) 3.62 3.74 3.87 4.13 4.15 4.15 4.20 4.20 4.25 4.25 4.25 4.25 4.25 3.62 4.15 4.25 4.25
2020 2021 2022 2023
United States Q4 Q1 Q2 Q3e Q4f Q1f Q2f Q3f Q4f Q1if Q2f Q3f Q4f 2020 2021f 2022f 2023f
Real GDP (y/y % change) -2.3 0.5 12.2 6.1 6.7 6.3 55 4.2 2.8 2.2 1.8 1.8 1.8 -3.4 6.3 4.7 1.9
CPI (yly %, eop) 1.3 2.6 5.3 5.3 4.8 4.4 3.8 3.0 3.0 2.9 2.7 2.6 2.6 1.2 4.8 3.0 2.6
Unemployment rate (%, avg) 6.8 6.2 5.9 5.2 4.6 4.0 3.5 3.1 29 2.8 2.8 29 29 8.1 5.5 3.4 29
Central bank policy rate (%, eop) 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.50 0.75 1.00 1.25 0.25 0.25 0.25 1.25
Foreign exchange (EURUSD, eop) 1.22 1.17 1.19 1.16 1.18 1.17 1.17 1.15 1.15 1.15 1.15 1.18 1.18 1.22 1.18 1.15 1.18
Source: Scotiabank Economics.
Red indicates changes in estimates and forecasts since previous Latam Weekly on September 24, 2021.
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Forecast Updates: Central Bank Policy Rates and Outlook

Latam Central Banks: Policy Rates and Outlook

Next Scheduled M

Market Pricing

BNS Forecast

9

Current Date Market BNS 12mos 24 mos End-2021 End-2022 BNS guidance for next monetary policy meeting

Argentina, BCRA, TPM, n.a. 38.00% n.a. na. 38.00% na. n.a. 42.00%  40.00% After cutting the benchmark Leliq rate by -200 bps in October 2020, the BCRA reversed
these moves on Nov. 12, 2020 as negotiations resumed with the IMF mission. Talks with
the Fund aren't likely to conclude until after the October 2021 elections. At this point, our
rate call is speculative and wholly contingent on whether the authorities want to begin
gradually hiking to take real rates back into positive territory or move in a sharper fashion
in late-2021.

Brazil, BCB, Selic 6.25% Oct-27 6.15% 6.25% 10.20% 10.61% 7.00% 7.50% The BCB delivered 100 bps of additional tightening on September 23, raising the Selic
rate to 6.25%. The central bank’s baseline scenario has rates rising to 8.25% by year-end,
hitting a ceiling of 8.50% in 2022, and falling to 6.25% by 2023. BCB'’s focus survey
revealed expected inflation of 8.3% for 2021, 4.1% for 2022, and 3.25% for 2023,
indicating a large upfront spike and gradual return to target over the policy horizon.
Mounting risks of a slowdown in Asia (China) and monetary tightening elsewhere in the
Latam region, which reduces BCB'’s tightening relative to other regional central banks,
were cited in the decision.

Chile, BCCh, TPM 1.50% Oct-13 1.50% 2.25% 5.75% 5.48% 3.00% 4.50% We expect a hike of 75 basis points in the policy rate, reaching 2.25%. The hike is
compatible with the BCCh'’s baseline scenario, which considers a rate that will increase
rapidly to its neutral level towards the first quarter of 2022 (3.5%), rising above this level
towards the second quarter of next year.

Colombia, BanRep, Tl 2.00% Oct-29 1.96% 2.25% 5.84% 6.00% 2.50% 4.50% As the central bank started its hiking cycle with a hawkish split vote, the probability of
seeing a 50 bps hike in October increased. However, after September's inflation result,
we think that lack of consensus will prevail, since core inflation fell and inflation ex-food and
regulated prices remain well below 3%. For now, we still believe that the hiking cycle will
mainly be gradual and, by the end of 2022, we anticipate the monetary policy rate to close
at4.50%.

Mexico, Banxico, TO 4.75% Nov-11 5.00% 5.00% 6.97% 7.63% 5.25% 6.00% Inits September 30 meeting, Banxico delivered the widely expected 25 bps hike by a
broader majority (4-1) than previously expected. We expect this hawkish turn to remain at
least for the rest of 2021, with a 25 bps hike in each of the remaining meetings. However,
more uncertainty remains regarding the end of cycle, since Deputy Governor Heath
implied he sees a terminal rate of 5.00-5.25%, and the stance of the next governor, Mr
Herrera, is yet unclear, but with a dovish bias. In our view, a 50 bps hikes pace is not yet
justified, for we remain with our call for a terminal rate of 6.00% at the end of 2022.
However, in light of recent inflation data, a more aggressive tightening cycle is not
completely out of the question.

Peru, BCRP, TIR 1.50% Nov-11 na. 1.50% na. na. 1.50% 3.00% The BCRP raised its policy rate 50 bps to 1.50% on October 7th in response to sustained
price pressures that have pushed headline inflation well above the upper target band and
in the face of rising core inflation. Incumbent Central Bank President, Julio Velarde, has
been ratified by Peru's administration, along with three board directors—a decision that
will be published in the country's official government gazette and later submitted to
Congress for approval.

Sources: Scotiabank Economics, Scotiabank GBM, Bloomberg.
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Economic Overview: Temporary or Persistent?

e Latam central banks, like their counterparts around the globe, are
grappling with the question of whether current price pressures are
temporary or could prove more persistent.

e Getting the right answer is hugely important. Higher inflation could
increase their vulnerability to unexpected interest rate shocks.

e The strengthening of key economic institutions and the adoption of
sound policy frameworks across much of the region over the past two
decades should increase resilience to these shocks.

e But the region’s central banks may not have the optioning of pondering
the question if indecision increases vulnerabilities to the eventual
rebalancing of global financial conditions.

THE COST OF INDECISION

The key issue on the minds of investors, central bankers, and policy makers
in the Latam region and around the globe is whether the current spike in
inflation rates represents a temporary phenomenon—one that will dissipate
over time—or is likely to prove more persistent. For now, the balance of
informed opinion among central bankers and the prevailing private sector
consensus is that higher inflation in key advanced economies, especially the US,
reflects a combination of base effects (with price pressures in 2020 temporarily
suppressed by the pandemic) and transitory shocks to global supply chains.
Patience, it is argued, is needed to wait out these effects and will be rewarded
with a timely return of inflation to levels consistent with price stability
commitments.

This benign perspective may well be proven right over time. But the longer
high inflation persists, with only modest decreases as base effects play out, the
less credible that view may appear. And the longer that inflation remains above
long-run targets, the greater the risk that inflation expectations are ratcheted
higher and become embedded in wage increases and anticipatory price

increases. In such circumstances, central banks may opt to move early to preempt
inflation anchors from becoming unmoored.

In effect, therefore, the current conjuncture could be summed up in a riff on
Shakespeare’s Hamlet: “whether inflation is temporary or persistent—that is
the question.”

The answer to this question is hugely consequential. Global markets have
been fueled by a decade-long period of historically-low interest rates. This
low-rate environment, which was initiated in the global financial crisis and
extended by extraordinary central bank responses to the pandemic, has pushed
asset prices higher and may have contributed to excessive risk-taking that will
only be revealed under less favourable financial conditions. And while the risk of
an unexpected tightening in the advanced economies seems modest at most, with
Scotiabank Economics not calling for a Fed rate increase until Q1-2023 at the
earliest, it is not too soon to begin thinking of possible consequences should the
Fed move earlier.
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Latam countries are already grappling with the temporary versus persistent Chart 3
question. They have led other central bankers in terms of embarking on tightening Latam: External Debt
cycles. All have raised policy rates, Brazil and Mexico most aggressively, though 100 o, of GDP
experiences with respect to recent price pressures vary across the region. 90
e Argentina
While all Latam countries have seen headline inflation above inflation-targeting ~ 80 2
upper bounds, individual country experiences and potential risks to inflation L Colombia

e |Mlexico

anchors differ across the region. In Colombia, for example, core inflation remains
well within BanRep’s target bands. (Our team in Bogota provide a detailed analysis of
inflation developments here.) In contrast, both headline and core inflation have been
persistently above Banxico’s upper band, which Scotiabank’s economists in Mexico
City attribute to the “nuanced evolution” of the economy over the past year or so. In
Chile, headline inflation is well above BCCh’s upper band, while core remains within
the target range, though it is trending higher. As noted below, Scotiabank’s economists
in Santiago see nascent signs of persistence in recent price pressures. And as our
team in Peru note below, the latest reading on CPI inflation shows that headline
inflation exceeds the upper target range by a wide margin, while core inflation remains
within the target band—yet it too is trending threateningly higher.

0 T T T T T T T
2006 2008 2010 2012 2014 2016 2018 2020

Sources: Scotiabank Economics, Haver Analytics.

Chart 4
Getting the right answer to the temporary versus persistent question is critical in
terms of the timing and pace of tightening needed to quell domestic inflation and 120La!tam: General Government Gross
preserve price stability commitments. But, as alluded to above, there is an % of GDP Debt

international dimension as well: The Fed plays an outsized role in determining the 100 | ’B*;g;rl‘“”a
global financial conditions that impinge on other countries and the Latam region in —8hile .
. olombia
particular. 80 I ——— Mexico
= Peru

Two elements of this international dimension are of especial interest in the
Latam context. The first is the impact of Fed tightening on growth in other countries. A
key consideration here is the underlying trigger for the Fed’s policy tightening—whether
it reflects strong US growth and the risk of overheating, on the one hand, or concerns
that inflation expectations could become unmoored leading to slippage of the nominal
anchor, on the other hand. In the first case, the spillover effects of higher US interest
rates are offset by higher US growth that pulls in the exports of other countries. That

positive effect is absent in the case of Fed tightening triggered by rising inflation 02006 2008 2010 2012 2014 2016 2018 2020

expectations. Sources: Scotiabank Economics, IMF Fiscal
Monitor, Apr. 2021.

60 -

40 L

A comprehensive analysis of the spillover effects of Fed policy shifts by two Fed

economists* focuses on three types of linkages—exchange rates, direct trade ties, and various vulnerabilities that could impinge
on growth through different financial channels. Their results are consistent with a wide body of research on the insulating
properties of flexible exchange rates, which facilitate monetary policies in pursuit of domestic stabilization objectives. This is good
news for Latam countries that have adopted inflation-targeting monetary policy frameworks and flexible exchange rates.

Interestingly, however, they find that trade intensity with the US matters much less for emerging markets than is the case
with respect to advanced economies. Mexico provides an important caveat to this general result, however, given the high
degree of integration it shares with its North American trading partners. Not surprisingly, higher US interest rates that produce a
slowing of US growth have a larger negative effect on Mexican output, though less so than might be expected given the extensive
trade ties between the two countries. At the same time, while a positive demand shock in the US that triggers Fed tightening has
positive spillover effects on emerging markets, these are quickly offset by the negative spillovers of higher US interest rates, and
GDP falls below baseline after about one year.

These results may be explained by the fact that the financial channels through which shifts in Fed policy are transmitted
are likely far more significant for emerging markets in general and Latam countries specifically. In this respect, the Fed
study cited above shows that in countries more vulnerable to financial fragilities GDP falls by much more in response to a US
monetary policy tightening as compared to less vulnerable countries. Such effects could arise, for example, as a result of a
deterioration in balance sheets that disrupt the orderly flow of credit in an economy.
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What makes a country more or less vulnerable to these financial channels? Four factors stand out: the current account
(chart 1), the level of foreign exchange reserves (chart 2), inflation, and external debt (chart 3). The Fed study finds that all four—
inflation especially so—enhance the response of GDP to a US shock in emerging market economies. In this respect, given the
steep increase in inflation across the region, Latam central banks may have less scope for exercising patience in assessing the
temporary or persistent question if doing so increases vulnerabilities and leads to larger output losses when the Fed and other
advanced economy central banks eventually raise rates.

In addition to these four factors, the level of public debt as a share of GDP (chart 4) is likewise an important source of
vulnerability. This is because higher public sector deficits (dis-savings) have a direct impact on current account balances through
the savings-investment identity, as pointed out below in the Colombia country update. Moreover, whereas private investment is
more likely to be financed through foreign direct investment (FDI), which is forward looking and less volatile than portfolio inflows,
government expenditures are more likely to be financed by an increase in debt. In this respect, countries with a larger share of FDI
inflows are less likely to experience post-surge reversals that end in economic crises. An increase in foreign participation in
domestic debt markets, meanwhile, can increase exposure to shifts in investor risk appetite and the risk of “sudden stops” in
capital inflows.

The possibility of these abrupt drops in capital inflows is the second international dimension to the temporary versus
persistent question. Unexpected interest rate hikes by the Fed are likely to animate a rebalancing of international portfolios with
pronounced and immediate effects on capital flows. At the same time, the domestic vulnerabilities discussed above can interact
with global factors and increase the likelihood of a sudden stop. Large fiscal and current account deficits, for example, and a high
level of liability dollarization increase vulnerability, while ample reserve buffers reduce exposure to sudden stops. Sudden stops
are thus more likely to be prevented when there is low dollarization, low inflation, flexible exchange rates, and strong institutions
that provide continuity of policy frameworks.

For Latam central banks pondering the temporary or persistent question, this is an encouraging message. After all,
important progress has been made across the region in terms of strengthening key economic institutions and implementing sound
policy frameworks. But the region’s central banks do not have the option of pondering the question, as Shakespeare’s Hamlet did,
if indecision increases vulnerabilities to the eventual rebalancing of global financial conditions.

* Matteo lacoviello and Gaston Navarro (2018). Foreign Effects of Higher US Interest Rates. International Finance Discussion
Papers 1227.
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Pacific Alliance Country Updates

Chile—Hectic Political Scenario Ahead of Presidential Election

Jorge Selaive, Chief Economist, Chile Anibal Alarcon, Senior Economist Waldo Riveras, Senior Economist
+56.2.2619.5435 (Chile) +56.2.2619.5435 (Chile) +56.2.2939.1495 (Chile)
jorge.selaive@scotiabank.cl anibal.alarcon@scotiabank.cl waldo.riveras@scotiabank.cl
The daily number of confirmed COVID-19 cases has slightly increased in recent Chile: Monthly GDP
days, although it remains at its lowest level since the beginning of the 124 |evel, 2013=100, SA
pandemic. The positivity rate is likewise at its lowest level, at around 1%, and 120
COVID-19-related deaths continue to decrease. The vaccination campaign has 16 |
reached 89% of the target population, while the occupancy of ICU beds decline 12 |
across all age groups. Meanwhile, the rollout of booster doses is making good 108 |
progress. Thanks to these developments, mobility has increased, returning to pre- Social
pandemic levels in activities related to the workplace. As of October 4, no commune Rl unrest
is in lockdown, while more than 95% of the population has reached the highest 100 ¢
degree of mobility in the “Paso a Paso” Plan. From October 1, the curfew and the % r COVID19
quarantine phase no longer apply anywhere in the country. 92 |
) 88 | Monthly GDP
On Thursday, September 23, the government presented the 2022 Fiscal Budget P 2SS Linear (Trend 2008-19)
bill to Congress. The budget includes expenditures of USD 82 bn, an increase of
3.7% yly in real terms over 2021 levels net of pandemic-related extraordinary % 08 09 10 11 12 13 14 15 16 17 18 19 20 21
expenditures. Compared with 2021’s extraordinary expenses related to COVID-19, Sources: Scotiabank Economics, BCCh.
this level of spending represents a decrease of 22.5%. Regarding the
macroeconomic outlook, the Ministry of Finance (MoF) increased its GDP growth Chile: CPI
forecast for 2021 from 7.5% to 9.5% and reduced its forecast for 2022 from 2.9% to 14 ¢ ppts
2.5%. 12 L
CPI Headline

According to the Public Finance Report, the Budget Bill also authorized a 1.0 F Core services
maximum for bond issuances of USD 21 bn in 2022, of which USD 20 bn is 08 | Food
expected to be issued. All in all, the public debt will increase from 34.9% of GDP in 06 | Energy
2021 to 37.5% in 2022.

0.4 H

In the political arena, on Tuesday September 28, the Lower House passed the 02 |
bill for the fourth 10% pension fund withdrawal. The bill, which is not supported
by the administration, will now go to the Senate where it is likely to face greater
opposition. At this stage, its outlook is uncertain. According to the MoF, if approved, 02
the measure would inject as much as USD 20 bn into the economy, putting pressure 4 L
on inflation by stimulating consumption and eventually overheating the economy.

0.0

2014
2015
2016
2017
2018
2019
2020
2021

The National Prosecutor, Jorge Abbott, decided to initiate a criminal Sources: Scofiabank Economics, INE.

investigation ex officio for the alleged crimes of bribery and tax evasion in the sale of Minera Dominga, which would
involve President Sebastian Pifiera. The decision was based on the recommendations of the report issued by the
Anticorruption Unit of the National Prosecutor's Office (UNAC), which analyzed information revealed by the international
journalistic investigation Pandora Papers on the purchase agreement of Minera Dominga, carried out in a tax haven, at the end
of 2010. This investigation is expected to be expedited given its public relevance.

The Chilean peso experienced a significant depreciation with respect to other currencies when news of this
investigation became known. We believe it unlikely that this will result in charges against the president, but as long as the
investigation lasts, we expect that Chilean financial assets would maintain a relative penalty compared to other peers.

Meanwhile, on Thursday September 30, the INE published the unemployment rate for the quarter that ended in August,
which fell from 8.9% to 8.5%. Compared to the last quarter, the decrease in the unemployment rate was explained by a higher
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increase in the level of employment (+1.3%) compared to the workforce (+0.9%). With these figures, the employment gap with
respect to the pre-pandemic levels decreased to 805,000, of which 415,000 corresponds to formal employment yet to be
recovered, while 390,000 corresponds to informal employment.

Moreover, on Friday October 1, the central bank released the Imacec indicator for economic activity in August, which
expanded 19.1% yly, below market expectations but close to our forecast of 18.5% y/y. According to the BCCh, the main
contributions to the annual economic growth came from services and commerce, but construction and manufacturing sectors
also contributed. In seasonally adjusted figures, the Imacec expanded 1.1% m/m, reaching levels similar to the trend observed
before the social unrest and pandemic (first chart). For September’s Imacec release, our preliminary assessment calls for an
expansion between 12% and 15% yly.

September CPI increased 1.2% m/m (second chart) (5.3% yly), above both market and our expectations. By component,
food prices increased 2.1% m/m, with an incidence of 0.4 percentage points (ppts), while the transportation component
increased 2.7% m/m, with an incidence of 0.36 ppts. September's inflation is typically high, but the 2021 record was the second
highest in 20 years.

The September outcome suggests a greater degrees of inflationary persistence. We consider that the increases seen at a
general level within the basket, mainly in goods, could be explained by the demand shock reflecting the strong dynamism of
consumption and the lower capacity of companies to compress margins, resulting from the depreciation of the Chilean peso
(CLP). With this, we raised our inflation forecast for December 2021 from 5.0% to 5.6% yly.

The September CPI record will have important implications for monetary policy. We estimate that at the October 12 and
13 meeting the central bank will discuss two options: (i) increase the Monetary Policy Rate (MPR) by 75 basis points (bps), up
to 2.25%, until reaching the neutral MPR (3.5%) earlier than was previously foreseen; (ii) increase the MPR by 100 bps,
reaching a neutral MPR at the beginning of 2022. We project that due to the deterioration in the international scenario, the
central bank will choose to bring the MPR up to 2.25% in October. This hike would be compatible with the BCCh’s baseline
scenario, which anticipates a rapid increase in the policy rate to its neutral level towards the first quarter of 2022 (3.5%), rising
above this level towards the second quarter of next year.

In the fortnight ahead, the main event will be the next meeting of the Monetary Policy Meeting on October 13, in which
we expect a hike of 75 basis points in the policy rate, reaching 2.25%. On the political side, voting in the Senate for a fourth
pension funds withdrawal is scheduled for October 27.

Colombia—Twin Deficits: Temporary and Sustainable?

Sergio Olarte, Head Economist, Colombia Jackeline Pirajan, Economist
+57.1.745.6300 Ext. 9166 (Colombia) +57.1.745.6300 Ext. 9400 (Colombia)
sergio.olarte@scotiabankcolpatria.com jackeline.pirajan@scotiabankcolpatria.com

Colombia’s recent history has been characterized by higher current account Colombia: BoIEfE;r‘:vasnclal Account

deficits than the rest of the region, especially in years when domestic demand ' [ USDbn usDbn 7 12
is on a recovery path or the economy is booming. In fact, on average, current 10 | 1 10
account deficits in Colombia have been 4% of GDP for the last ten years, well above
the levels in Brazil and the other Pacific Alliance countries (PAC) as a percentage of
GDP: Brazil (2.7%); Chile (2.3%); Mexico (1.6%); and Peru (2.6%). Although it has 6
always been a concern, the fact that the current account deficit has mainly arisen

from the private sector, and especially higher imports of raw materials and capital

goods, has meant that financing has been readily available. At the same time, a large 2
share of financing coming from foreign direct investment (FDI), which is less volatile
than portfolio inflows, has provided some sustainability to the external accounts. In

FDI, LHS Current Account deficit,

other words, viewed from the perspective of the investment-savings approach to 2 RHS inverted 12
external balances, Colombia’s current account deficit has largely resulted from higher 4L 1,
private investment that draws in foreign savings from abroad, which historically has 11 12 13 14 15 16 17 18 19 20 21
brought its own and long-run financing via FDI. Sources: Scotiabank Economics, BanRep.
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In the ten years up to 2020, roughly three-quarters of the 4% of GDP average .. .

o . . ] Colombia: Pension Funds and
current account deficit has been financed by FDI (first chart). Moreover, in Offshore COLTES Ownership
recent years foreign investors have diversified their allocation and in 2019 only 20% 110  copn
of FDI went to the oil and mining sector, while ten years ago this proportion was

105 Offsh
above 30% on average. Therefore, before the pandemic, higher external imbalances sore
were linked to higher private investment that generated higher domestic demand 100 ¢
growth and expanded debt-servicing capacity. 95

9 |

However, over the last two years (2020 and 2021) the source of the external
imbalance has changed. The main source hasn’t been from the private sector but 8 |
higher public deficits that have consumed more external resources and represent a 80 ‘ ‘

good part of the current account deficit. Although there is no official data that break 75

down external imbalance between private and public sectors, according to official 1 | | | ”

data from the Ministry of Finance’s (MoF) 2021 medium-term fiscal framework, 70 @ 93 ‘c_') g 8 8 8 8 E & 5
government expenditures in 2020 and 2021 absorbed more than increases in private g é 3 g § é 3 g § EL E

sector savings. In fact, while private sector savings increased by about 3 ppts of
GDP, government expenditure increased by more than 4.5 ppts of GDP. The savings
gap was filled mainly by foreign savings, which translates into a higher current account deficit. In the same vein, recent current
account deficits had to be financed with higher external public debt and portfolio investment.

Sources: Scotiabank Economics, MoF.

At the beginning of the pandemic, the main source of financing came from a reduction of public savings abroad
(public fund for oil prices stabilization). Subsequently, however, external public debt issues, which increased over the last
two years from USD 73 bn to USD 92 bn, were the main source of financing of Colombia’s public deficit. Foreign purchases of
domestic public debt have also increased significantly; in fact, offshore investors now account for 26% of the total domestic
debt, surpassing COP 100 tn in COLTES holdings (second chart), compared to 24% at the beginning of 2020. Foreign investors
have been, at the margin, the main borrowers of the government, helping to finance the recent increase in the current account
deficit.

The question is whether the external imbalance is as sustainable as in the past, when private investment increased the
current account deficit but at the same time created its own financing through FDI. The answer in our opinion is a big NO.
Private imbalances that boost potential output and, in theory, produce higher productivity and exports in the future would bring
down the current account deficit. In contrast, external imbalances fueled by the public sector increase perceived country risk
and can trigger risk-off response if this source of imbalance becomes permanent. The reason for this response is that the
imbalances fueled by public sector deficits financed by debt do not necessarily raise potential output. In fact, in many cases,
higher public deficits are associated with an unsustainable debt path, higher interest rates or the possibility of a sudden stop to
capital inflows. Therefore, if higher external deficits from public sector imbalances continue to create higher FX exposure,
external vulnerability and potential risks to the Colombian economy could increase even as economic activity picks up.

Fortunately, recent data, such as BanRep’s weekly external indicators and indications of Capex recovery in the oil and
mining sectors, allow us to be optimistic about Q4-2021 and next year’s current account deficit financing. We think a
recovery of FDI is on its way and we will go back to the Colombian tradition of a current account deficit higher than peers, but
also higher FDI.

Mexico—Power Sector Proposal Presents Controversial Reversal of the Sector’s Opening to
Private Investment

Eduardo Suarez, VP, Latin America Economics
+52.55.9179.5174 (Mexico)
esuarezm@scotiabank.com.mx

On October 1, the government presented a bill that seeks to reverse important components of energy sector reforms
undertaken in the previous administration. The bill is primarily focused on the power sector, but also includes amendments
that affect the broader energy sector. The proposal is highly controversial, as it contains some elements of nationalization of
private investment in the power sector, as well as in lithium reserves. Key elements of the bill include:
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e Capping private players’ access to the power sector at 46% by setting a Mexico: Cost of Generation at Newly
minimum public sector share of 54%. This measure could affect the country’s Commissioned Utility-Scale Power

power cost structure, as Mexican public sector power generation costs are Generation Technologies
currently more than twice those of the private sector. Moreover, because the 0.45 r 2020 USD/kWh
vast majority of renewable energy generation in Mexico is private, the measure 040 2010
could reverse the decline of renewable enerqgy cost relative to fossil fuels 8'22 2020
(see chart). 025 |
0.20
e The bill eliminates autonomous commissions such as the CRE (Energy 0.15 |
Regulatory Commission) and the CNH (the National Hydrocarbons 0.10
Commission) and establishes CFE—the public sector power utility—as the 0.05
sole regulator of the sector, making it operator, regulator, distributor, and 0.00 ]
referee of the system. This measure affects the broader energy sector, and tilts ((oe R
the table against private investors, and in favour of CFE, likely further reducing o(((b‘*'% °

incentives for private investment. <

Sources: Scotiabank Economics, IRENA.
e The bill de facto eliminates the wholesale electricity market system, and

also eliminates the generation permits granted to private players under the previous administration. When a similar
proposal was introduced earlier some observers argued that it violated international treaties, risking litigation. EDI into the
sector since 2014 (when the power market was reformed) coming from the EU, US and Canada has exceeded USD 11 bn,
suggesting potential backlash coming from major international partners is material.

e Clean Energy Certificates (CELs), which had served as the biggest incentive for private investment in the sector,
would be eliminated. With the elimination of the CELs, the goal of 35% of the country’s power being generated from
renewable sources by 2024 seems unlikely to be achieved given limited public sector resources.

e The CENACE, the autonomous power sector operator, would be eliminated, and its functions incorporated into the
CFE. This would mean the CFE becomes the entity that buys power generated from the private sector, and at the same
time sets the purchase price.

e The bill also establishes that mining and developing the country’s lithium resources would be an exclusive activity
for the state, and bars concessions to the private sector. There are significant lithium resources in the country, with the
USGS estimating around 1.7 mn tons are available, representing about 2.5% of global resources. Part of these resources
have been acquired by foreign and private players, suggesting nationalization is forthcoming.

Will the bill pass? Being a Constitutional reform, the bill needs a 2/3 majority support in both the Senate and the Lower
House. In addition, the reform also needs to be ratified by one more than half of State legislatures. The government’s legislative
coalition falls short of the necessary votes in both the upper and lower houses, which means it would need support from the
opposition.

Peru—Markets React Positively to Political Changes; BCRP Continues Monetary Adjustment

Guillermo Arbe, Head of Economic Research Mario Guerrero
+51.1.211.6052 (Peru) +51.1.211.6000 Ext. 16557 (Peru)
guillermo.arbe@scotiabank.com.pe mario.guerrero@scotiabank.com.pe

The initial market reaction to the October 6 cabinet shuffle was favourable, marked by a material appreciation across
all asset classes (first chart). President Castillo chose to reformulate his cabinet after two months in office characterized by
growing political uncertainty. The cabinet changes seemingly address a key leadership issue, somewhat distancing President
Castillo from the Peru Libre party. The new cabinet represents an administration that should facilitate governability and foster a
better relationship with Congress, with ministers aligned with the moderate left replacing individuals with more radical profiles. In
terms of economic policy, President Castillo reaffirmed his commitment to current policy frameworks, retaining the Minister of
Finance, Pedro Francke, and in a message to the nation reiterated his commitment to promote private investment.
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Difficult political issues remain, however. For instance, new tensions could

emerge as some political factions question the government’s strict adherence to the Peru: Equity and Soberano

23,000 9 ; 1 130
law in seeking congressional approval for the new cabinet. At the same time, the index, ppts % nominal value
overning party, Peru Libre, continues to collect signatures in favour of a
9 g party I g . . - 22,000 S&P/BVL General 1125
referendum on a Constitutional Assembly. And social conflicts with mining Index, LHS
companies, which have been a recurrent issue in Peru, will be the first challenge for 21000 [ 1 120
the new cabinet to tackle.
20,000 {115
COVID-19 cases continue to decline in Peru, in a context in which the Minister
of Health, Hernando Ceballos, was reappointed in the new cabinet. According 19,000 | 1110
to the authorities, 61% of the current cases correspond to the Delta variant. The Soberanos
government announced an agreement with Moderna for 20 million doses to be 18,000 | 10-yr RHS 1 105
delivered in Q1-2022 even though the company has not yet achieved approval of its
vaccine by local health authorities. 17000 ———————— 7+ r 100
. . ) . S 85 858 % S 3 2 g 3B
Meanwhile, the economy is on the path to recovery. Recent figures continue to S2=<323°>2 40

point to healthy growth and an improvement in the external macroeconomic and Sources: Scotiabank Economics, Bloomberg.
fiscal accounts. That said, concerns remain with respect to inflation, exchange rate

. . . Peru: Headline and Core Inflation
volatility, and the outlook for private investment.

6.0
yly % change

Leading indicators for August point to a strong performance both in the
primary sectors, with recovery of mining production (+ 5.1% yly), as well as
those linked to domestic demand, marked by an increase in domestic cement
consumption (+ 15.4% yly in August) and electricity output (+ 6.7% yly in
September). Moreover, according to figures from the Ministry of Finance, the level
of public investment underway is also up (+ 51.0% y/y in August and 16.6% yly in
September). Strong tax collections (+ 50% y/y in September) also reflect the robust
pace of activity. These results are in line with our forecast of GDP growth of 12.3% 20 r
for the full year. The BCRP has indicated that owing to this impressive performance,
the economy could return to its pre-pandemic level in Q4-2021. Overall, there is little -0 f==-=--=-=------qf7---------
evidence that political turbulence has had a major impact on economic growth,

though a slowdown in lending, which increased 2.5% y/y in August, may reflect 0.0
lower economic dynamics in the future.

50

Headline

40 F inflation

30 )4 ¥ N ——

13 14 15 16 17 18 19 20 21
Sources: Scotiabank Economics, BCRP.

That can’t be said with respect to the currency, as the PEN has been one

variable that has reflected the political uncertainty, reaching a record of USDPEN 4.14 during the past week. However,

President Castillo’s cabinet restructuring has led to a change in sentiment illustrated by an initial appreciation to 4.06 (moving

to around USDPEN 4.09). On the one hand, demand for the Peruvian currency has been driven by the risk appetite of offshore

investors while, on the other hand, local corporate and retail agents see an opportunity to buy cheap dollars.

Inflation is the main concern. At 5.2% y/y in September, inflation has already surpassed the updated BCRP forecast of 4.9%
for 2021 and is well above its target range (between 1% and 3%) (second chart). Recent announcements of increases in
electricity, water, gas and local fuels prices suggest that price dynamics in October could keep inflation on an upward
trajectory, in line with our forecast of 6.5% y/y by the year-end. Core inflation has not yet exceeded the target ceiling but is
steadily creeping upwards (+ 2.6% yly in September), reflecting the amplification of higher costs.

Rising production costs have become more widespread, as higher prices for raw materials and energy are
compounded by higher global shipping costs. Wholesale inflation, linked to production costs, continues to rise (13% y/y in
September) and is at its highest rate in 27 years. These sources of price pressure have not been fully transmitted locally and
are likely to persist for the remainder of this year and next.

The rise in inflation and inflation expectations have been pressuring the BCRP to raise its reference interest rate. The
central bank has been explicit in stating that it will continue with its policy of gradually raising the reference interest rate. Not
doing so, the BCRP argues, could lead to higher inflation expectations and a possible weakening of the price stability
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commitment. In practice, the BCRP has been basing its policy decisions on the data as it becomes available, raising the
benchmark rate, not so much in anticipation of an increase in inflation in the future, but in reaction to recent inflation rates. This
leads us to raise our reference interest rate forecast for this year from 1.25% to 1.50% and for 2022 from 2.50% to 3.00%.
Despite this adjustment, monetary policy would not lose its expansionary orientation, since interest rates would remain in
negative territory in real terms.

Looking ahead, markets will be closely watching developments with respect to the BCRP. The government has
confirmed the tenure of Julio Velarde on the Board of the BCRP, with other individuals under consideration for board
membership. In this regard, the Economic Commission approved the definition of the criteria for the election of the remaining
directors, based on knowledge, a minimum experience of 10 years, and without legal impediments or conflicts of interest.
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Market Events & Indicators for October 9-22

ARGENTINA

Date Time Event

Oct-14 15:00 Greater Buenos Aires CPI (yly)
Oct-14 15:00 Greater Buenos Aires CPI (m/m)
Oct-14 15:00 National CPI (y/y)

Oct-14 17:00 National CPI (m/m)

Oct-18 15:00 Capacity Utilization (%)

Oct-20 Budget Balance (ARS mn)
Oct-20 UTDT Leading Indicator
Oct-21 15:00 Trade Balance (USD mn)
Oct-21  15:00 Exports Total (USD mn)
Oct-21  15:00 Imports Total (USD mn)

Oct-21  15:00 Economic Activity Index (yly)
Oct-21 15:00 Economic Activity Index (m/m)

BRAZIL

Date Time Event

Oct-11 4:00 FIPE CPI - Weekly (%)

Oct-11  7:25  Central Bank Weekly Economist Survey
Oct-11  14:00 Trade Balance Weekly (USD mn)
Oct-14 8:00 IBGE Services Sector Volume (y/y)
Oct-15 7:00 FGV Inflation IGP-10 (m/m)

Oct-15 8:00  Economic Activity (y/y)

Oct-15 8:00  Economic Activity (m/m)

Oct-18 7:00 FGV CPIIPC-S (%)

Oct-18 7:25  Central Bank Weekly Economist Survey
Oct-18 14:00 Trade Balance Weekly (USD mn)
Oct-19 4:00 FIPE CPI - Weekly (%)

Oct 20-25 Tax Collections (BRL mn)

Oct-22 8:30 Current Account Balance (USD mn)
Oct-22 8:30 Foreign Direct Investment (USD mn)

CHILE

Date Time Event
Oct-13 7:30  Central Bank Economist Survey
Oct-13 17:00 Overnight Rate Target (%)

Oct-22 8:00 PPI (m/m)

Forecasts at time of publication.
Sources: Scotiabank Economics, Bloomberg.

Period
Sep
Sep
Sep
Sep

Aug

Sep
Sep

Sep
Sep
Sep
Aug
Aug

Period
07-Oct

10-Oct
Aug

Oct
Aug
Aug

15-Oct

17-Oct
15-Oct
Sep

Sep
Sep

Period

13-Oct

Sep

BNS Consensus Latest BNS Comments

- - 50.1
- - 2.6
- - 51.4
- - 25

- - 64.1

- — -124,8355
- - 0.7

- —~ 23390
- —~  8,093.0
- —~ 57540
- - 11.7
- - 0.8

BNS Consensus Latest BNS Comments

-- 1.0 1.2

290.1
- 15.3 17.8

- - 0.4
- 4.1 55
- 0.1 0.6

- 1.3 1.4

290.1
- 1.0 1.2
146,463.0

1,683.7
- 4,450.5

BNS Consensus Latest BNS Comments

2.25 2.25 1.5 We expect a hike of 75 basis points in the policy
rate, reaching 2.25%. The hike is compatible with the
BCCh’s baseline scenario, which considers a rate
that will increase rapidly to its neutral level towards
the first quarter of 2022 (3.5%), rising above this
level towards the second quarter of next year.
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Market Events & Indicators for October 9-22

COLOMBIA

Date
Oct-15
Oct-15

Oct-15
Oct-15

Oct-19
Oct-19
Oct-19

Oct-22
Oct-22

Time
11:00
11:00

15:00

11:00
11:00
12:00

MEXICO

Date

Oct-11
Oct-12
Oct-12
Oct-12
Oct-12
Oct-12
Oct-14
Oct-19
Oct-20

Oct-21
Oct-21
Oct-22
Oct-22
Oct-22

PERU
Date
Oct-15
Oct-15

Time

7:00
7:00
7:00
10:00
13:00

10:00
10:00

7:00
7:00
7:00
7:00
7:00

Time
11:00

Event
Manufacturing Production (y/y)
Retail Sales (yly)

Industrial Production (y/y)
Central Bank Economist Survey

Trade Balance (USD mn)

Imports CIF Total (USD mn)
Economic Activity NSA (y/y)

Industrial Confidence
Retail Confidence

Event
ANTAD Same-Store Sales (y/y)
Industrial Production SA (m/m)

Industrial Production NSA (yly)
Manuf. Production NSA (y/y)

International Reserves Weekly (USD mn)

Formal Job Creation Total

Central Bank Monetary Policy Minutes
International Reserves Weekly (USD mn)
Citibanamex Survey of Economists

Retail Sales (m/m)
Retail Sales (yly)
Bi-Weekly CPI (%)
Bi-Weekly Core CPI (%)
Bi-Weekly CPI (yly)

Event
Lima Unemployment Rate (%)
Economic Activity (yly)

Forecasts at time of publication.
Sources: Scotiabank Economics, Bloomberg.

Period
Aug
Aug

Aug

Aug
Aug
Aug

Sep
Sep

Period
Sep
Aug
Aug
Aug
08-Oct
Sep

15-Oct

Aug
Aug
15-Oct
15-Oct
15-Oct

Period
Sep
Aug

BNS
24.0
27.5

Consensus

Consensus

Consensus

Latest

BNS Comments

20.1 Coincident indicators should continue pointing to a
26.9 better economic recovery as pre-Covid levels were
already surpassed. In manufacturing the gains would

13.5

-1,209.2
4,801.4
14.3 As Colombia operated in a broad normality,
traditional services-related sector will contribute to
futher growth gains.

Latest

15.6
43.5

4.5

1.1
7.3
6.2

198,560.0

1

28.9

198,560.0

Latest

-0.4
9.9

0.2
0.1
6.1

9.5
12.9

be more gradual,

while retail sales would continue to

strengthen amid free mobility.

BNS Comments

BNS Comments
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