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Latam Weekly: More Corners to Turn

FORECAST UPDATES

e Chile’s central bank is now expected to revise downward the “technical
minimum?” of its key policy rate from 0.50% to 0.25% in its September
Monetary Policy Report and to cut the existing rate by -25 bps to 0.25%
to keep its stance fully accommodative; Colombia’s forecast downturn
in 2020 has been revised from -4.9% yly to -7.5% yly owing to delays and
reversals in the re-opening process; Mexico’s economic slide didn’t
slow in May, which prompted a further cut in our 2020 growth forecast
from -8.7% yly to -9.1% yly.

ECONOMIC OVERVIEW

e Although most of the six Latam major economies we cover saw
economic activity begin to turn around in May, continued softness leads
us to expect further rate cuts in the coming weeks by all of the region’s
central banks except for the BCRP in Peru.

MARKETS REPORT

e We look at recent measures related to pension systems across Latam
and their implications for markets, with a particular focus on Mexico.

COUNTRY UPDATES

e Concise analysis of recent developments and guides to the fortnight
ahead in the Latam-6: Argentina, Brazil, Chile, Colombia, Mexico, and Peru.

MARKET EVENTS & INDICATORS

e Risk calendar with selected highlights for the period July 26—-August 7
across our six major Latam economies.

Chart of the Week

Latam: Economic Activity Begins to Turn Around

yly % change

20 | —— Argentina Brazil
30 F —Chile ——— Colombia
Mexico Peru
-40
-50 -
18 19 20

Sources: Scotiabank Economics, Haver Analytics.
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Forecast Updates

2019 2020 2021
Argentina Q4 Q1 Q2e Q3f Q4f Q1f Q2f Q3f Q4af 2019 2020f 2021f
Real GDP (y/y % change) -1.1 54 -15.0 -6.2 -4.1 4.5 5.8 71 8.4 22 -79 6.5
CPI (yly %, eop) 53.8 48.4 41.2 324 25.8 27.5 33.2 38.5 42.6 53.8 258 426
Unemployment rate (%, avg) 8.9 10.4 121 11.4 11.0 10.9 10.3 9.8 9.7 98 112 10.2
Central bank policy rate (%, eop) 55.00 38.00 37.00 36.00 36.00 36.00 37.00 38.00 40.00 55.00 36.00 40.00
Foreign exchange (USDARS, eop) 59.89 64.40 7050 78.30 83.10 86.20 87.50 89.20 93.10 59.89 83.10 93.10
2019 2020 2021
Brazil Q4 Q1 Q2e Q3f Q4f Q1f Q2f Q3f Q4af 2019 2020f 2021f
Real GDP (y/y % change) 1.7 -03 -126 -6.9 -3.1 1.0 4.9 3.1 2.7 1.1 57 2.9
CPI (yly %, eop) 3.8 3.3 1.8 2.4 3.1 3.8 4.4 5.1 5.2 3.8 3.1 5.2
Unemployment rate (%, avg) 11.3 11.7 12.8 13.5 14.3 13.7 12.3 121 1.7 11.9 131 125
Central bank policy rate (%, eop) 6.50 3.75 2.25 1.75 1.75 1.75 2.25 3.25 4.25 450 175 4.25
Foreign exchange (USDBRL, eop) 4.02 5.20 5.46 5.31 5.26 4.88 4.96 5.07 5.03 4.02 526 5.03
2019 2020 2021
Chile Q4 Q1 Q2e Q3f Q4f Q1f Q2f Q3f Q4f 2019 2020f 2021f
Real GDP (y/y % change) -2.1 04 -16.5 -8.3 0.7 -1.1 15.4 5.0 -0.1 1.1 -6.0 4.4
CPI (yly %, eop) 3.0 3.7 2.7 2.7 24 2.5 2.9 3.3 3.0 3.0 2.4 3.0
Unemployment rate (%, avg) 7.0 8.2 185 16.2 14.8 11.7 11.4 10.6 9.8 72 132 10.9
Central bank policy rate (%, eop) 1.75 0.50 0.50 0.25 0.25 0.25 0.25 0.25 0.25 175 025 0.25
Foreign exchange (USDCLP, eop) 753 852 821 800 790 780 760 740 720 753 790 720
2019 2020 2021
Colombia Q4 Q1 Q2e Q3f Q4f Q1f Q2f Q3f Q4f 2019 2020f 2021f
Real GDP (y/y % change) 3.4 1.1 -15.2 -9.3 -6.7 -3.2 13:5 6.3 3.4 33 -75 5.0
CPI (yly %, eop) 3.2 3.9 2.2 2.0 1.9 1.8 2.9 3.0 3.1 3.2 1.9 3.1
Unemployment rate (%, avg) 10.4 12.6 20.9 20.5 17.8 14.8 13.1 12.6 121 11.2 18.0 13.2
Central bank policy rate (%, eop) 4.25 3.75 2.50 2.00 2.00 2.00 2.00 2.50 3.00 425 200 3.00
Foreign exchange (USDCOP, eop) 3,287 4,065 3,758 3,709 3,654 3,473 3,465 3,458 3,450 3,287 3,654 3,450
2019 2020 2021
Mexico Q4 Q1 Q2e Q3f Q4f Q1f Q2f Q3f Q4f 2019 2020f 2021f
Real GDP (y/y % change) -0.7 -1.4  -193 -10.6 -5.0 1.9 &{0) 3.3 24 -0.3 9.1 3:1
CPI (yly %, eop) 2.8 3.2 3.3 4.1 3.7 3.9 3.9 4.0 3.9 2.8 3.7 3.9
Unemployment rate (%, avg) 2.9 3.7 5.6 8.4 8.5 7.4 6.7 6.5 5.7 Bi5) 6.1 6.8
Central bank policy rate (%, eop) 7.50 6.50 5.00 4.75 4.75 4.75 4.75 4.75 4.75 725 475 475
Foreign exchange (USDMXN, eop) 18.85 21.97 23.00 2352 24.33 2446 2429 2417 24.23 18.93 24.33 24.23
2019 2020 2021
Peru Q4 Q1 Q2e Q3f Q4f Q1f Q2f Q3f Q4f 2019 2020f 2021f
Real GDP (y/y % change) 1.8 -34 -254 -5.6 -1.1 0.7 23.2 4.0 3.5 22 90 7.0
CPI (yly %, eop) 1.9 1.8 1.6 1.2 1.1 1.1 1.1 1.7 1.7 1.9 1.1 1.7
Unemployment rate (%, avg) 6.1 7.4 16.3 15.0 14.0 14.0 13.0 11.0 10.0 6.6 132 12.0
Central bank policy rate (%, eop) 2.25 1.25 0.25 0.25 0.25 0.25 0.25 0.25 0.50 225 025 0.50
Foreign exchange (USDPEN, eop) 3.31 3.44 3.54 3.50 3.45 3.47 Bi5] 3.47 3.40 3.31 345 340
2019 2020 2021
United States Q4 Q1 Q2e Q3f Q4f Q1f Q2f Q3f Q4f 2019 2020f 2021f
Real GDP (y/y % change) 2.3 03 -104 5.2 25 1.0 13.8 7.8 4.9 23 -45 6.7
CPI (yly %, eop) 2.0 2.1 0.9 0.9 0.7 1.5 2.0 2.3 2.6 2.0 0.7 2.6
Unemployment rate (%, avg) 815 3.8 15.9 14.6 12.7 10.5 8.3 6.6 53 3.7 1138 7.7
Central bank policy rate (%, eop) 1.75 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 175 025 0.25
Foreign exchange (EURUSD, eop) 1.12 1.10 1.12 1.10 1.12 1.13 1.14 1.15 1.16 112 112 1.16

Source: Scotiabank Economics.
Red indicates changes in forecasts since previous Latam Weekly .
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Forecast Updates: March—July Revisions

March 6 April 18 Current

2019 2020f 2021f 2020f 2021f 2020f 2021f

Argentina*
Real GDP (annual % change) -2.2 -5.6 4.2 -7.9 6.5
CPI (yly %, eop) 53.8 457  46.8 258 426
Unemployment rate (%, avg) 11.0 1041 11.2 10.2
Central bank policy rate (%, eop) 55.00 36.00 40.00 36.00 40.00
Argentine peso (USDARS, eop) 59.89 83.10 93.10 83.10 93.10
Brazil
Real GDP (annual % change) 11 1.8 21 -3.3 2.5 -5.7 2.9
CPI (yly %, eop) 3.8 4.2 4.1 6.3 71 3.1 5.2
Unemployment rate (%, avg) 124 135 13.1 12.5
Central bank policy rate (%, eop) 450 350 525 3.00 6.00 1.75 425
Brazilian real (USDBRL, eop) 4.02 437 4.1 484 442 526 5.03
Chile
Real GDP (annual % change) 11 1.4 2.5 -2.1 2.9 -6.0 4.4
CPI (yly %, eop) 3.0 3.0 3.0 2.8 3.0 24 3.0
Unemployment rate (%, avg) 8.3 7.7 13.2 10.9
Central bank policy rate (%, eop) 1.75 1.00 2.00 0.50 1.50 0.25 0.25
Chilean peso (USDCLP, eop) 753 740 700 790 720 790 720
Colombia
Real GDP (annual % change) &3 3.6 3.6 0.6 3.6 -7.5 5.0
CPI (yly %, eop) 3.2 3.3 3.1 3.2 3.1 1.9 3.1
Unemployment rate (%, avg) 14.3 1041 18.0 132
Central bank policy rate (%, eop) 425 450 475 3.25 4.25 2.00 3.00
Colombian peso (USDCOP, eop) 3,287 3,250 3,180 3,654 3,450 3,654 3,450
Mexico
Real GDP (annual % change) -0.3 0.6 1.6 -8.4 1.1 -9.1 3.1
CPI (yly %, eop) 2.8 3.8 3.7 3.6 3.7 3.7 3.9
Unemployment rate (%, avg) 6.1 6.3 6.1 6.8
Central bank policy rate (%, eop) 725 6.25 6.25 550 5.00 475 475
Mexican peso (USDMXN, eop) 18.93 20.78 21.86 24.24 2415 24.33 24.23
Peru
Real GDP (annual % change) 2.2 3.0 B35S -2.3 4.5 -9.0 7.0
CPI (yly %, eop) 1.9 1.8 2.1 1.1 2.2 1.1 1.7
Unemployment rate (%, avg) 12.0 10.0 13.2 12.0
Central bank policy rate (%, eop) 225 200 225 0.25 1.50 0.25 0.50
Peruvian sol (USDPEN, eop) 3.31 340 335 3.45 340 3.45 3.40

Source: Scotiabank Economics.
* Initiated coverage March 22, 2020.
Red indicates changes in forecasts since previous Latam Weekly.
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Forecast Updates: Central Bank Policy Rates and Outlook
Latam Central Banks: Policy Rates and Outlook
Next Scheduled Meeting Market Pricing BNS Forecast
Current Date  Market BNS 12mos 24 mos End-2020 End-2021 BNS guidance for next monetary policy meeting
Argentina, BCRA, TPM, n.a. 38.00% n.a. na. 37.00% n.a. na. 36.00% 40.00% The BCRA has been on hold since March 5, when it cut for a sixth

time. The sliding value of the ARS has temporarily stayed further
reductions, but we expect the Bank to cut again in 2020 before
reversing itself next year after FX and price controls are relaxed

Brazil, BCB, Selic 2.25%  Aug-05 2.05% 2.00% 3.53% 5.77% 1.75% 4.25% The latest BCB Inflation Report showed sharp downward revisions
to growth forecasts and a weaker inflation path, but the BCB also
emphasized that further rate cuts would be "residual”.

Chile, BCCh, TPM 0.50%  Sep-01 0.44% 0.25% 0.51% 0.87% 0.25% 0.25% The BCCh will review in September the "technical minimum" of the
monetary policy rate from 0.50% to 0.25% and cut accordingly.
Colombia, BanRep, TII 2.50% Jul-31 2.26% 2.25% 2.26%  2.62% 2.00% 3.00% BanRep adopted a data-dependent approach at its last meeting.

Given low inflation and uncertainty about the pace of recovery, the
easing cycle could be extended with two -25 bps cuts to the
monetary policy rate beginning with the July 31 meeting. Further
movements will depend on the speed of the economic recovery and
the re-opening process.

Mexico, Banxico, TO 5.00% Aug-13 4.74% 4.75% 4.14% 4.40% 4.75% 4.75% After the latest cut in the reference interest rate, we expect one
more at the August meeting, but this time by just -25 bps (with a
strong possibility of -50 bps) to be followed by a long hold for the
remainder of 2020 and 2021.

Peru, BCRP, TIR 0.25%  Aug-13 n.a. 0.25% n.a. n.a. 0.25% 0.50% We expect the central bank to maintain its reference rate at 0.25%
until late-2021.

Sources: Scotiabank Economics, Bloomberg.

What’s Priced In

Brazil Chile
6.50% 3.50% |—
6.00%
5500/: I 3.00% Policy Rate
5.00% I 2.50% e 16-Jul-20
:-gg:f I 2.00% e \Vhat's Priced In
. o T
3.50% | Policy Rate 1.50%
3.00% [ — cmmm—1p_Jyl-20 1.00%
2.50% , . I
200% | e \\hat's Priced In 0.50% | 0
1.50% T T 0.00% T T
2019 2020 2021 2019 2020 2021
Source: Scotiabank GBM. Sources: Scotiabank Economics, Scotiabank GBM.
Colombia Mexico
4.50% |- 8.50%
Policy Rate .
| Policy Rate
4.00% | e 16-JU1-20 7.50%
Wh briced | e 16-Jul-20
e \\\hat's Priced In L
3.50% r 6.50% @ \\/hat's Priced In
3.00% 5.50% |
2.50% 4.50% r b
2.00% : | . 1 3.50% : -
2019 2020 2021 2019 2020 2021

Source: Scotiabank GBM. Source: Scotiabank GBM.

Visit our website at scotiabank.com/economics | Follow us on Twitter at @ScotiaEconomics | Contact us by email at scotia.economics@scotiabank.com 4


https://www.scotiabank.com/ca/en/about/global-economics/economics-publications.html
https://twitter.com/ScotiaEconomics

® Scotiabank.

GLOBAL ECONOMICS
| LATAM WEEKLY

July 26, 2020

Economic Overview: Monetary Easing Continues

e While economic activity turned a corner in much of Latam in May,
continued recovery will require further easing by the region’s central
banks—which we expect them to deliver in the coming weeks.

MARKET: LATAM FIRMS

Global markets ended the past week on a downbeat note with the increase
in US jobless claims, the further deterioration in US-China relations, and
continued bad news on the COVID-19 pandemic out of the US, but Latam
risks assets saw some firming. Latam markets took their cues from both global
and local developments. Equity indices were up on the week across the region,
with the strongest gains in Argentina (table 1). Although major creditors united to
reject the authorities’ most recent restructuring offer on the country’s USD 65 bn of
external law bonds in default, the move pointed to a possible streamlining of
negotiations to bridge the small remaining gap between the two sides ahead of
the authorities’ current August 4 deadline on their proposal. FX markets shrugged
off the advance of Chile’s so-called “10% bill” to allow early withdrawals from
individual retirement accounts and the announcement of reforms to Mexico’s
pension system (table 2). Sovereign yield curves were broadly stable, with some
notable tightening on the shorter end of Colombia’s curve (see the Key Market
Charts section).

MIXED DATA AND MIXED MESSAGES

Latam hasn’t begun to cede its status as one of the global COVID-19 hot
zones, but the region’s data are now sending some mixed messages on the
advance of the pandemic. Across the Latam-6, growth in COVID-19 cases
continues to slow on a week-on-week basis (chart 1), but our standard panel of
charts (box 1) shows that Brazil’s total case numbers continue to keep it chasing
the US at the dubious head of the COVID-19 global league tables. Similarly,
Latam retains one of the steepest regional cumulative COVID-19 case curves in
the world (charts B1 and B2). Peru and Chile’s numbers imply some progress in
flattening their curves (chart B3), but these advances are threatened by a fresh
outbreak in the south of Peru and the ongoing challenges in the greater Santiago
region. Meanwhile, the curves in Argentina and Colombia remain unchanged from
pervious weeks, justifying the re-imposition of anti-contagion measures in both
countries. Chile’s recent surge in cases has moved its per capita numbers well
above those of Peru and Brazil (chart B4), while new data in Peru have spiked its
death numbers (charts B5 and B6).

At the same time, monthly economic activity data imply that the worst of the
lockdowns in April also marked the bottom for most of the region’s economies
(chart 2). May GDP proxies in Argentina, Brazil, Chile, Colombia, and Peru all saw
some notable lifts, with Mexico’s May print the main surprise to the downside.

FORECAST REVISIONS

This edition of the Weekly sees three major adjustments to our Latam
forecasts, all of which reflect the fact that economic activity has turned a
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Table 1
Latam Equity Market Performance (local currency): July 24, 2020
Year-to-date 1-month 1-week
Argentina 16.6% 19.7% 6.9%
Brazil -11.5% 8.5% -0.5%
Chile -14.0% 0.6% 0.5%
Colombia -29.4% 5.7% 1.8%
Mexico -14.2% -0.2% 2.8%
Peru -15.8% 3.9% 3.2%

Sources: Scotiabank Economics, Bloomberg.

Table 2
Latam FX Performance: July 24, 2020

Year-to-date 1-month 1-week
ARS -16.7% -2.5% -0.6%
BRL -23.1% 2.2% 3.0%
CLP -3.0% 5.6% 1.2%
COP -11.0% 0.9% -1.2%
MXN -15.1% 2.3% 1.2%
PEN -6.3% -0.7% -0.5%

Sources: Scotiabank Economics, Bloomberg.

Chart1

Latam: Slowing Growth in
COVID-19 Cases
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corner in much of the region, but still remains soft. There are more economic corners that will need to be turned in the
months ahead.

Chile. Our team in Santiago now expects Chile’s central bank (the BCCh) to revise downward the “technical minimum” of its
key policy rate from 0.50% to 0.25% in its September Monetary Policy Report and to cut the existing rate by -25 bps to 0.25%
to keep its stance fully accommodative.

Colombia. Colombia’s forecast downturn in 2020 has been revised from -4.9% yly to -7.5% y/y owing to delays and reversals
in the re-opening process.

Mexico. Mexico’s economic slide didn’t slow in May, which prompted our team in CDMX to impose a further reduction in our
2020 growth forecast from -8.7% y/y to -9.1% vyly.

A comprehensive review and revision of our outlook across Latam’s major economies will follow during the coming
fortnight in the next edition of Scotiabank Economics’ Global Forecast Tables, along with updates to G10 and other
emerging-markets forecasts.

FORTNIGHT AHEAD: MORE CENTRAL BANK EASING

In the coming weeks, monetary policy makers are likely to echo our view that Latam’s economies have come off their
pandemic bottoms, but will need more support to continue their rebound, as summarized in our Central Bank table (p. 4).

Colombia. With a pause in re-opening, a material weakening in the growth outlook, headline inflation dropping below the
3.0% target to 2.2% y/y in June, and core at 1.4% y/y (chart 3), there’s little question the BanRep will cut again on July 31. But
with the need to balance domestic stimulus with stability in the country’s external accounts, gradualism is set to remain the
hallmark of the BanRep’s moves with a -25 bps cut expected at each of the next two meetings.

Brazil. While the BCB has sent some mixed messages with weaker forecasts and accompanying counsel that any remaining
cuts would be “residual”, headline and core inflation are well below target (chart 4) and the market has come around to pricing
the -25 bps cut on August 5 that we have forecast.

Mexico. With the highest real policy rates in the region (see Key Economic Charts section), but an economic downturn in
2020 set to rival its peers with a -19% y/y contraction in Q2, Banxico has ample room to cut, and our team in CDMX signals in
its country update that there is a material risk that the expectation of a -25 bps cut on August 13 could be exceeded with a
-50 bps cut move.

Chart 2 Chart 3 Chart 4
Latam: Monthly Economic Activity Colombia: Headline and Brazil: Headline & Core Inflation
Passing Its Bottom Core Inflation 12
20 10 yly % change
yly % change 9 yly % change
10 v g L Headline 0T
inflation Headline
0 7r 8 inflation
-0 t or
5 F 6 |
20 — Argentina 4 b
—Brazii T N ¥ N ____\N__
—— Chile 4 -
-30 Colombia 3
Mexico 2 F
A0 T 1F inflation 2 _ Core
inflation
_50 L 0 1 1 1 1 1 1 1 1 1 1 1 1 1 1
18 19 20 06 07 08 09 10 11 12 13 14 1516 17 18 19 20 0 * * * * * * S * *
10 11 12 13 14 15 16 17 18 19 20
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Sources: Scotiabank Economics, IBGE.
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Peru. While the BCRP isn't likely to cut its key monetary policy rate on August 13, it retains the option to continue injecting
liquidity into the economy and facilitating the government’s efforts to expand credit.

e Chile. A few weeks ago, markets briefly priced another policy rate cut, from the “technical minimum” of 0.50% to 0.25%—but

then reversed themselves. Our team in Santiago has taken the opposite view and expects the BCCh to revise its technical
minimum downward in September and cut by -25 bps to shore up the economy.

e Argentina. The BCRA hasn’t moved since March, but with Buenos Aires back under lockdown, it has a window to cut again to
support domestic activity while policy controls mitigate external risks.

Box 1. COVID-19 in Latin America

Chart B1
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Chart B4

Latam Population-Adjusted COVID-
19 Cases, Johns Hopkins Data

20,000 1 )
cumulative cases per
18,000 | millionpeople

16,000

14,000 + —Arge_ntina
e Brazil

12,000 I e Chile

10,000 [ e=====Colombia

8,000 | e |lexico
Peru

6,000

4,000

2,000

o p A
@‘5\ §\§\ \QQ }0

O ™
S v
& @
Sources: Scotiabank Economics,
Johns Hopkins University, United Nations.

Chart B2

Cumulative COVID-19 Cases: Brazil
and Latam in Tandem
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Chart B5

Latam Cumulative COVID-19
Deaths, Johns Hopkins Data
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Markets Report: Pension Changes in Context—
Mexico’s Proposal and Its Impact on Markets

e The Wednesday, July 22 announcement by President Lopez Obrador
and Finance Minister Herrera of their intent to overhaul Mexico’s
pension system materially lowers the probability that the country will
imminently go down the same path of pension withdrawals that Chile
and Peru are pursuing—or opt for other more radical possibilities such
as the nationalization of private pensions.

e In the short term, the removal of a source of uncertainty may be positive
for Mbonos, particularly at longer maturities, and for the MXN, which
has benefited from recent bursts of positive risk appetite.

e In the medium to long term, Mexico’s announced reforms should lead to
higher savings rates, increases in the Afores’ assets under
management, and potentially, a structural increase in demand for
Mexico’s local bonds, but at the possible cost of slower formal job
creation and growth.

e Short-term risks lie in possible changes to the Afores’ investment
guidelines.

MEXICO JOINS LATAM’S PENSION REFORM CLUB, BUT ON ITS OWN TERMS

Pension changes have moved to the leading edge of policy initiatives in
Latin America to shore up incomes amid measures to control the COVID-19
pandemic. Mexico’s July 22 announcement of a suite of proposed reforms to its
pension system, initially reviewed in our July 23 Latam Daily, follows pension-
related measures in Peru and Chile over the last few months. However, the
modifications under consideration in Mexico—and their likely implications—are
distinct from those in progress farther south in the Pacific Alliance and they
materially reduce the likelihood that Mexico will follow Peru and Chile in allowing
early withdrawals from its pension system.

This report dissects the possible changes to Mexico’s pension system and their
implications for Mexico’s asset markets.

CONTEXT: PERU AND CHILE PRIORITIZE CURRENT INCOMES

Amongst the Latam-6, Peru took the first step this year on measures that
affect pensions. Peru’s Congress voted at the end of April to allow withdrawals
by individuals of up to 25% of their funds in the private pension system (i.e., the
AFPs), up to a maximum of PEN 12,900 (about USD 3,600). Initial projections
pegged potential withdrawals at around USD 4 bn of the total US 43 bn
(equivalent to 20% of GDP) under management by the AFPs. So far about 3.9 mn
applications have been submitted, which implies withdrawals could total about
USD 5 bn.

At the time of the initiative’s passage, our team in Lima expected the impact
on the PEN to be small and transitory even though some 40% of AFP funds
are held offshore and asset sales are likely to be focused on liquid foreign
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Table 1

Afores: Mexican Sovereign Debt
Holdings, 2020

% of total AUM

Total 52.0
Udibonos 26.8
Bonos 10.8
Cetes 4.8
Reportos 3.1
CBICs 2.8
Bondes D 1.9
UMS 1.4
BPA182 0.3
BPAs 0.1

Sources: Scotiabank Economics, CONSAR.
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assets. The AFP withdrawals fall at the same time as the Peruvian government seeks to finance the region’s largest (as a share of
GDP) fiscal response to the COVID-19 pandemic, which we expect to cause some bear steepening in Peru’s sovereign curve, as
we detailed in the “Markets Report” section of the June 27 Latam Weekly.

Chile has followed Peru’s lead on broadly similar terms. Congress has passed a bill that will allow citizens to withdraw 10% of
their assets in Chile’s AFPs, with a minimum draw of around USD 1,250 and a maximum of around USD 5,400. The bill was
approved by Chile’s Chamber of Deputies on July 15, passed by the Senate on July 23, moved back to the Lower House for
ratification, and sent to the President for signature. It is set to be published in the Official Gazette this week. Current projections
anticipate eventual withdrawals of up to USD 20 bn of the total US 200 bn managed by Chile’s AFPs. We also took stock of the
market impact of Chile’s changes in our July 11 Latam Weekly.

It’s notable that in both Peru and Chile, these pension initiatives have been driven by the national legislatures and were
opposed by Executives that have eventually acceded to the changes. Supporters warned that Chile could see a resumption of
October’s protests if the President were to try to block the bill.

CONTAGION TO MEXICAN MARKETS

While Peru’s measures did not appear to have an immediate impact on Mexican markets, Mexico’s Mbono curve has
widened by around 20 bps as the proposed Chilean pension modifications have moved toward passage into law. The shift
in Mexico’s curve has come about amid extremely low liquidity and despite relative stability in the MXN and reasonably calm
general market conditions. CDS spreads have also been stable, reflecting comparative quiet with respect to idiosyncratic country
risk on the political and economic fronts.

The link between pension developments in Chile and Mexico’s markets has followed on two tracks.

First, some market participants have argued that Chile’s AFPs might liquidate a significant portion of their Mbono
holdings to finance withdrawal requests. On the contrary, we think that the Chilean AFPs would prefer to sell more liquid assets
such as deposits and lower yielding instruments like US Treasuries, leaving steadier its holdings of higher-yielding paper.
According to publicly available data, Chilean pension funds own a maximum of USD 1.5 bn in Mexican bonds, which compares
with an average daily trading volume of around USD 1.3 bn in the Mbono market. Mexican assets rank eighth versus other
countries (including China) in terms of exposure for the AFPs. While there may be some selling of Mbonos, we think that this
pressure will be limited.

Second, the widening in Mexico’s curve has also reflected a concern that changes to allow withdrawals from retirement
accounts, like the initiatives in Peru and Chile, could be implemented in Mexico. But we believe that the proposals
announced by AMLO and Min. Herrera on Wednesday make such withdrawals /ess likely in Mexico. In this, Mexico joins Brazil and
Colombia in staking out an approach distinct from that in Peru and Chile (see box 1).

MEXICAN REFORMS FOCUSED ON GREATER SAVINGS, NOT IMMEDIATE CASH RELIEF

In general terms, the proposal presented this week to overhaul the Mexican pension system, aims to tackle the two main
problems plaguing country’s retirement system:

e Contributions to the system, and therefore, total retirement savings, are too low; and

e The large informal sector in Mexico means that most people do not have access to the pension system and are unable to gain
access later in life since at least 24 years of contributions are needed to qualify for a minimum guaranteed pension.

With these two challenges in mind, the government’s new reform proposals consist of two main sets of changes, and—in
contrast with Peru and Chile’s reforms—don’t feature early withdrawals.

Increased and more focused contributions

Increased total employee and employer contributions to individual worker retirement accounts would rise from 6.5% of
wage income to 15% through the following means:
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e Employers have agreed to increase their Chart 1
contributions from 5.15% to 13.875% over the OECD Average Wages, 2019
course of eight years; while

USD thousands
e  Workers’ contributions will hold steady at 1.125% 70

preferable to see an increase in this low rate, but the

of their wage income. It would have been 60 |
o < 50 |
politics and practicality of such a more would be 0
difficult when Mexican wages remain so low
(chart 1). 0 r
20
The government’s contribution, which is currently 10
set at 0.225%, will be re-focused on low-income
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government makes contributions to retirement accounts © ¥4

of employees earning up to 15x the monthly value of the  Sources: Scotiabank Economics, OECD.

Unit of Measurement (UMA) of USD 1,650. The ceiling

for government contributions will be lowered to incomes equivalent to 4x the monthly value of the UMA (USD 440). For incomes
between 1x and 4x the monthly UMA, the government contribution will be calculated on a progressively sliding scale, falling from
8.725% for those on incomes of 1x the monthly UMA to 1.75% for those on 4x the monthly UMA.

Easier qualification

The minimum retirement age will remain at 60 years, but the thresholds for qualification will be eased. The number of
weeks of contributions required to gain access to a minimum guaranteed pension (as opposed to pension payments funded only
by the assets in an individual retirement account) will be reduced from 1,250 weeks (i.e., 24 years) to 750 weeks (about 14.4
years). This should more than double the share of workers eligible for the benefit.

No early withdrawals

Just as important as what’s in the Mexican pension proposal is what isn’t. Early or immediate withdrawals from individual
retirement accounts don’t feature in the Mexican government’s reform package.

IMPLICATIONS FOR INDIVIDUALS

For Mexicans, the reforms are set to raise substantially the average size of pensions and widen eligibility. Overall, the
reforms should raise the average value of minimum guaranteed pensions from MXN 3,289 (USD 147) to MXN 4,345 (USD 194),
which should facilitate an increase in the average income replacement ratio to around 40%. The government also hopes that the
changes will widen the scope of people who have access to minimum guaranteed pensions from 34% to 82% of Mexico’s working
population. According to the authorities, the reforms would also make 97% of workers eligible for at least some kind of pension, up
from 56% at present.

SHORT- AND LONG-TERM MARKET IMPACT

In the short-term, we think the announcement is positive both for the long end of the Mbono curve and for the MXN. As
the “10% bill” has advanced in Chile, we have perceived that some offshore accounts have hit the pause button on Mexican asset
markets because of the possibility that Mexico could go down the same road of pension reform as that taken in Peru and Chile.
We think the likelihood of this happening has been materially diminished by this week’s proposal from the AMLO Administration,
which could prompt some flows back into Mbonos, particularly at the long end. Reduced uncertainty should also be positive for the
MXN, which has been lifted by recent increases in risk appetite. Contingent on global conditions, last week’s developments could
provide the push needed for USDMXN to test and perhaps break through the 22.20 level.

In the medium to long term, the moves to raise savings rates and increase contributions to Mexico’s individual retirement
accounts could lead to a rise in assets under management by the Afores on top of the USD 190 bn they currently have
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under their care—which could underpin a gradual structural increase in demand for local bonds. According to some
informal calculations from the Ministry of Finance, the reforms are intended to increase contributions by about MXN 11 bn
(USD 0.5 bn) each year over the next eight years. If future asset allocation decisions by the Afores remain close to historical
patterns, about half of these resources could be directed to local sovereign debt (charts 2 and 3, table 1), which would imply, all
other things being equal, lower interest rates over time.

The government has indicated that it would expect the Afores to lower their commissions and management fees to align
them with “global standards”. In broad terms, this would be consistent with a reduction from the 0.92% currently charged in Mexico
to around 0.7%. The authorities indicated that this is intended to provide the Afores with incentives to look actively for investments with
higher yields in areas such as infrastructure or construction—which could be successful if the Afores are left to optimize their allocation
processes. We will monitor developments closely for any moves to change the Afores’ investment guidelines.

Chart 2 Chart 3

Afores: Investment Composition Mexican Afores: Investment
Composition (July 2020)

70 % of total
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Sources: Scotiabank Economics, CONSAR. Sources: Scotiabank Economics, CONSAR.

NEXT STEPS: PASSAGE IN THE AUTUMN, WORSE ALTERNATIVES AVERTED

The business community has indicated its endorsement of the proposed Mexican reforms, which could help speed their
passage. The President of the Mexican Chamber of Industry (CCE in Spanish), Carlos Salazar, has underscored that the
government’s proposal reflects consultation and cooperation between industry, the government, labour unions, and even Congress
to ensure reasonable eligibility criteria, produce adequate savings for retirees, and enable retirement incomes that exceed the
poverty line. This approach may reflect an effort to repair some of the recent cracks in the relationship between industry and the
government, which soured after the AMLO Administration decided not to provide some fiscal aid to larger corporations The fact
that the increase in employer contributions was designed and negotiated with industry representatives is a positive; additionally, its
gradual phase-in should help cushion its immediate costs and allow firms to adapt to it. Still, small- and medium-sized enterprises
that operate with lower margins are likely to feel the impact of the changes more immediately and keenly, with possible negative
effects on formal job creation and growth.

The bill to enact the reforms proposed this week will be discussed by lawmakers in September and it appears to have a
good chance of being approved by Congress. Even opposition politicians have indicated their support for the reforms on a first
glance. The bill's progress will depend on its finer details, which have not yet been spelled out in public. The final text of the bill
should be determined by October.

The biggest positive of this set of reforms is what it avoids: it now looks unlikely that Mexico will replicate the moves
toward early pension withdrawals in Peru and Chile. In fact, Mexico’s reforms go in the opposite direction by increasing
savings now in exchange for larger retirement payments later. We believe these reforms also take off the table more radical
possibilities such as the nationalization of the Mexican Afore system and the transition into one public fund.
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Box 1. LATAM’S OTHER MAJOR ECONOMIES AREN’'T SET TO FOLLOW PERU AND CHILE

Brazil. As part of its package of economic and financial measures to combat COVID-19, Brazil has accelerated the
13" month of pension payments to retirees to put additional money in seniors’ pockets. Additional pension reforms
have not yet been advanced.

Colombia. Colombia has already floated possible changes to its pension framework. For context, Colombia’s public
pension system is structurally in deficit since contributions are insufficient to cover existing obligations. This gap is habitually
funded out of current government revenue. But the pandemic-induced decline in economic activity has caused a contraction in
government revenue equivalent to several percentage points of GDP, which, if left unaddressed, would leave the authorities
without enough liquidity to cover pension payments coming due.

The government has moved to take on future pension liabilities from the private system in exchange for immediate
cash-flow relief. As we noted in April, the government issued Decree 588 to authorize the transfer of approximately COP 5 tn
(USD 1.5 bn, 0.5% GDP) from the private retirement accounts of people receiving pensions equivalent to one minimum-wage
salary to the Colpensiones state-owned system. These transfers had been delayed pending a decision on their
constitutionality, and on Friday, July 23, Colombia’s Constitutional Court ruled against them.

In mid-June, Finance Minister Carrasquilla was reported to have been considering a move to permit one-off
withdrawals from retirement accounts for people directly affected by the current crisis, similar to the changes in Peru
and Chile. In response, the belly and long end of the sovereign yield curve widened by about 48 bps and the authorities
disavowed this option.

More recently, the government has been emphatic that any eventual pension reforms would focus on reducing
inequality and expanding pension coverage. In any event, proposals to allow withdrawals from retirement accounts
would be unlikely to receive Congressional support.
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Country Updates
Argentina—Time to Get a Touch Sweeter
Brett House, VP & Deputy Chief Economist
416.863.7463
brett.nouse@scotiabank.com
Almost everything on Argentina’s calendar for the next fortnight is secondary Argentina: Q2 GDP Set for Double-
to the ongoing negotiations on Argentina’s external debt restructuring whose Digit Y/Y Contraction
current offer period ends on Tuesday, August 4. We continue to expect an 20 [ yly % change 2001=100] 160
arrangement will be agreed with a collection of creditors that would satisfy the 15 L

P B forecast {1 150
authorities’ minimum participation thresholds and allow the proposed swap to go —_
ahead—but a deal may not be reached by the current deadline. Although three major 0 i _r 140
creditor groups united on Monday, July 20, to oppose the authorities’ fourth and so- 5 E '-" | 130
called “final” set of offer terms, this was likely a positive development for an eventual J_,-r\-\ PR :
deal as it could reflect a new alignment of various creditor interests and demands. LJJ i 1 120

o . . . . . 5 g
Negotiations could be streamlined from this point onward and we continue to think Real GDP i e | 110
that they will be focused on a state-contingent sweetener to close what is now a 10 RSy yror
small gap between Argentina’s proposal and the bondholders’ demands. A move to 15 | leading 1 100
revisit the authorities’” export-based value recovery mechanism idea or a GDP-linked 20 L index(RHS) I o
warrant could come prior to August 4 or in the long interregnum leading up to the 5 16 17 18 19 20 21
current September 3 swap execution date. Sources: Scotiabank Economics, INDEC, UTDT.

In the meantime, Argentina’s economy appears to have turned the corner from

the worst of April’s lockdowns, but it remains in seriously depressed territory. Argentina: Strains Evident in FX

Economic activity in May rose by 10% from April's month-long quarantine, but this 140 - Market -9

still leaves activity about 20% lower than a year ago and on par with levels last seen USDARS usbbn

about a decade back. Leading indicators aren’t pointing to a strong enough rebound 120 | USDARS blus-chip 80

to lift the economy out of a third year of recession (first chart), even with recent 100 swap rate (LHS)

progress on the country’s efforts to restructure its domestic- and foreign-law 70

sovereign bonds. The blue-chip exchange rate rose again this past week and is just &

off the record levels that it reached in May (second chart). 60 60
Official USDARS

The next two weeks will see the release of indicators that may confirm some 40 rate (LHS) | %0

further lift from April’s lows—or point to new softness from the extension of _ 1 5

quarantine measures into mid-July. June trade data arrive on Tuesday, July 28, 2 [ r;gmi"(‘;{”ﬁ's)

and are likely to reflect a mixed set of influences. We expect June’s trade surplus to 0 . 30

retreat from recent highs as the further re-opening of some industrial production and 19 20

the temporary relaxation of some quarantine measures likely provided a boost to Sources: Scotiabank Economics, Bloomberg.
import demand. Exports likely held steady in June, but may have received some support from agricultural goods that have
been held back in anticipation of more substantial ARS depreciation. May wage growth, out on Thursday, July 30, is a stale
indicator given that we already have June inflation.

Looking beyond trade and wages, we would focus instead on a trio of indicators with more forward-looking
implications. July tax revenue, out Tuesday, August 4, should see a third straight month of gains on the back of increased
economic activity across the country. June industrial production and construction activity numbers should show strong month-
on-month gains from late-May’s tentative re-openings. Also on August 5, the auto sector will provide the first data points for
July. Production in June reached 65% of 2019 levels and should continue to climb to about 80% of year-ago numbers in July.
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Brazil—Tax Reform Proposal Still Leaves Lots of Work to Do in Stabilizing Fiscal Trajectory

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

Brazil: Change in DI Rates Over the

Over the past couple of weeks, we would argue that the most meaningful Past Month

development in Brazil on the macro front has been the delivery to Congress of ,,

the first part of the authorities’ tax reform. Although, as of now, we are not sure 30 | bps

the proposed changes are ambitious enough to quite deserve being called a 0 |

“reform”, they are steps in the right direction. As we wrote last week, the country 0|

doesn’t have much room to increase tax rates given that the government already 0

absorbs about 1/3 of GDP and—at the same time—the large fiscal deficit of close to 10k

9% of GDP expected for 2020 doesn’t leave space for tax cuts. 0|

We tend to see the government’s focus on simplifying the tax code, as the PIS- =30 ¢

Cofins merger does, as positive in view of the inefficiencies that the current -40 |

byzantine tax system imposes on businesses. However, we would argue that 50

important steps on spending rationalization and efficiency enhancements are likely the -60 *

places where most space exists to improve the fiscal situation—although these political NEAR N ,\\‘“ ,{b@q’/\@ ‘S\@‘@?‘@@@‘“@
battles would be particularly tough and this is not the right economic environment in Sources: Scotiabank Economics.

which to fight them. History implies that the type of fiscal changes required in Brazil are

implemented in one of two ways: (1) during a “proper fiscal crisis”, such as the 16 percentage point of GDP fiscal adjustment that
Mexico was forced to implement in the early 1980s or the adjustment of around half that size that Greece undertook during the
2010 GFC; or, alternatively (2) during a concerted and sustained effort—which would need to carry over into future governments.

Over the next two weeks, we will get quite a solid view of how the economy has been faring during June and July. We
anticipate that the pace of formal job destruction will slow by about half in June (to -176k per month), in line with our view of
overall activity for the month and consistent with the important rebounds we saw in June PMIs, especially on the
manufacturing side (which surprisingly printed in expansion territory for June). For industrial production we expect a strong
improvement, but anticipate that the year-on-year contraction will remain large (-12%), with activities such as construction
providing drag. For July, on the manufacturing PMI front, we think the positive print we saw for June was an outlier and expect
it will turn back into a small contraction for July. However, we anticipate that the Markit services PMI will post a robust bounce
while still remaining in contractionary territory.

One of the variables we have been monitoring in order to re-assess our BCB call (where we still look for two “tweaks”
of -25 bps) is the performance of the Brazilian yield curve. As the BCB determines how much room it has left, our sense is
that the anchoring of the long end of the curve is a critical factor. The continued fall of long-end rates along with short-end rates
over the past month is supportive of our view that there is still a little room to provide further stimulus. However, Dls are only
pricing about 60% odds of one final -25 bps cut in either of the coming two meetings, and nothing after that.

Chile—Re-Opening Begins; Bill to Allow the Withdrawal of Pension Funds advances in
Congress

Jorge Selaive, Chief Economist, Chile Carlos Muioz, Senior Economist
56.2.2939.1092 (Chile) 56.2.2619.6848 (Chile)
jorge.selaive@scotiabank.cl carlos.munoz@scotiabank.cl

On Sunday, July 19, the Chilean Government presented the details of its re-opening plan for the economy. The plan
“Paso a Paso”, consists of five stages and aims to gradually resume activities considering the epidemiological indicators of
each community and region of the country. The authorities assured that these measures are not permanent: if health
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indicators worsen in a specific area, it may go back to a previous stage or to a new quarantine to control the spread of the
virus.

The details of each phase are described below:

1. Quarantine: This includes limited mobility to minimize virus interaction and spread. Gran Santiago is in the quarantine
phase right now.

2. Transition: This phase reduces the degree of confinement while avoiding abrupt re-openings to minimize the risk of
contagion. In this phase, quarantine is lifted on weekdays and maintained on weekends and holidays. Social gatherings
are restricted to no more than 10 people. Curfew and physical distance measures are maintained, in addition to “sanitary
belts” around some protected cities that restrict access by outsiders. People over 75 years of age have to be in mandatory
quarantine. People are allowed to go out, except during curfew. Moving to a second home is prohibited.

3. Preparation: Quarantine is lifted for the general population, but maintained for high-risk groups. Social and recreational
activities are allowed any day of the week with a maximum of 50 people. Prohibition of moving to a second home remains

in place.

4. Initial opening: Certain activities with a lower risk of contagion are resumed: the reopening of cafes, restaurants and
cinemas—uwith capacity restrictions—is allowed, plus a gradual plan of return to classrooms is activated. The regions of
Los Rios and Aysén, in the south of Chile, have been in this phase since Monday, July 13.

5. Advanced opening: An increase in the maximum number of people allowed at gatherings and activities is allowed,
always with hygiene measures in place. Moving to a second home becomes possible and restrictions on the mobility of

adults over 75 years of age are lifted.

According to the pension fund regulator, around USD 20 bn could be withdrawn from pension funds (AFPs) once the
“10% bill” is approved. We expect the AFPs to sell their most liquid assets, including sovereign bonds and assets invested
overseas, to meet withdrawal demands. We anticipate that the AFPs will not sell proportionately as many corporate bonds and
Chilean stocks. It is important to recall, also, that there is a bill currently under discussion by Congress that would allow the
central bank (BCCh) to purchase Chilean sovereign bonds in the secondary market. This initiative, which is likely to be
approved, would alleviate some of the burdens that the AFPs could face in complying with withdrawal requests and would
mitigate the creation of distortions in the long end of the sovereign yield curve. In addition, we expect the BCCh and the
financial markets regulator to issue some guidelines in order to minimize any impact
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on interest rates and on financial markets in general. According to the Budgetary Chile: Monthly GDP
Office of the Treasury, pension withdrawals could have an impact of USD 6 bnon the ., _
public budget owing to lower tax revenues and higher expenditures to driven, in part, '266"13'32%0
by government obligations to make up pension shortfalls. 15
This coming week on Friday, July 31, we will receive sectoral activity and 110 3'
employment data for June. We forecast that the unemployment rate will reach 12% .
in the moving quarter April-May-June, while we anticipate a contraction of around 105 '
-26% yly for retail sales in June. With these numbers in hand, we estimate that :
monthly GDP for June, which will be released on Monday, August 3, fell by around 100 '
-15% yly: a large share of the country’s territory, including Gran Santiago, spent the .
whole of the month under confinement. For the July CPI print, which will be released 9 | ¢
on Friday, August 7, we forecast a monthly variation of -0.1% to 0%. Fuel prices have
continued to fall, in addition to those for services, which have experienced downward %0 13 1'4 1'5 1'6 1'7 1'8 1'9 2'0
pressures owing to the weakening of domestic activity. Sources: Scotiabank Economics, BCCh.
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Colombia—More-Gradual-than-Expected Reopening Weighs on the Expected Pace of
Economic Recovery

Sergio Olarte, Head Economist, Colombia Jackeline Pirajan, Economist
57.1.745.6300 (Colombia) 57.1.745.6300 (Colombia)
sergio.olarte@co.scotiabank.com jackeline.pirajan@co.scotiabank.com

The strict lockdown in Colombia started in the last week of March and lasted Colombia: Daily Energy Demand
33 days. After this initial lockdown, the government decided to re-open economic 230
activity gradually, which worked very well in its initial stages. For instance, leading
indicators such as energy demand recovered almost a third of lost demand in fifteen
days. Additionally, gasoline demand also improved by 30% in May. Anonymized,
aggregated Scotiabank Colpatria data on credit and debit card expenditures showed 200
a more gradual recovery path in May, but still featured encouraging signs. 190

GWh
220 |

210 |

In June, virus challenges looked under control. Cases per million remained below 180
60 and the health system was functioning well, which allowed regional governments 4179
to allow a range of activities to resume. However, in July, increasing contagion
started to crowd the health system. Therefore, local governments decided to stop
the re-opening process and to take additional measures, such as lockdowns by

N
2 |
0

neighbourhoods in Bogota (which generates 26% of GDP) and a “4x3 system” in & & @ ¢ &A RN
Medellin (Antioquia region accounts for 14% of GDP), which features four days of
open activities followed by three days of total lockdown. Barranquilla (Atlantico
region covers 4.4% of GDP) and Cartagena (Bolivar produces 3.6% of GDP) still
remain close to strict lockdown.

Sources: Scotiabank Economics, XM.

Colombia: GDP vs Long-Term Trend

240
COP tn

Although May data showed improvements and confirmed that economic activity 220 ¢ m— GDP

touched its bottom in April, new city restrictions, the delay in re-opening of 200
additional sectors, and the adverse effects of lower internal and external demand

are worsening our recovery outlook for 2020. In particular, some essential activities 180
that initially were intended to lead economic growth are suffering negative demand
pressures due to high uncertainty and lower household income, and they are
overshadowing better results in sectors that started the re-opening process earlier. 140

Linear (GDP)

160

All of the above leads us to again revise down 2020 GDP growth from -4.9% to 120
-7.5% yly. This revision includes all three quarters that have not yet printed in 2020.

May hard data anticipate Q2-2020 GDP growth of around -15% y/y instead of the 100
-10.6% that we had previously anticipated. Additionally, according to our calculations,
new lockdown measures imply a stagnation of the re-opening process, which makes
us revise Q3-2020 GDP growth down to -9.3% y/y from our previous -6.8%. Finally, we measure some second-round effects of
the new partial lockdowns in terms of a slower speed of re-opening that will also affect Q4-2020. Therefore, we have also
revised down Q4-2020 to -6.7% y/y from -3.3%. All in all, our new 2020 GDP forecast is -7.5% yly, 2.5 ppts lower than the
previous projection. Finally, for 2021 although we raised our forecast to 5% yly, this was mainly due to statistical base effects. In
fact, a 5% recovery still involves, according to our calculations, an economic loss between -6% and -7% compared to “potential”
GDP, and an extra 3 million unemployed people (12% of the pre-COVID-19 labour force) by the end of 2020.

050607080910111213 14151617 18 1920 21
Sources: Scotiabank Economics.

In the next couple of weeks, June unemployment data will be released on Friday, July 31, and we expect further
deterioration in the unemployment rate due to some return of the inactive population to the job market. The central
bank, BanRep, will also meet on July 31. Markets have aligned with our view that expects a -25 bps rate cut to 2.25% as
inflation continues to slow and the economic recovery is uncertain. On Wednesday, August 5, DANE will release the CPI data
for July; we again expect a repeat of May’s negative month-on-month change since some prices have been hit by weaker
demand (clothing) even though some governmental aid increased in July.
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Mexico—Contagion Continued to Hit the Economy; Proposed Retirement Funds Reform

Mario Correa, Economic Research Director
52.55.5123.2683 (Mexico)
mcorrea@scotiacb.com.mx

COVID-19 contagion remains stubbornly on the rise in the world and, while other Global Economic Activity
countries are experiencing a second wave, Mexico hasn’t yet reached the peak 10 Indicator (IGAE)

of its first one. Recent economic indicators revealed the nasty wounds to the yly % change

economy from pandemic containment measures. The Global Indicator of Economic 5

Activity (IGAE) plummeted by -22.7% yly in real terms in May, below the market

forecast of -20.0%. While the primary sector managed to grow a little, at 2.5% yly,

there were record contractions in the services sector (-20.3% y/y) and industry (-30.7% -5 |

yly). Instead of showing a timid recovery in May, when a few restrictions on some

economic activities eased, the level of production kept falling. 10y

Inflation presented a new surprise in the first half of July, posting a *

0.36% 2w/2w increase while the markets were expecting 0.29%; core inflation  -20 | \
was 0.25% 2w/2w when markets anticipated 0.13%. General inflation reached o5 L

3.59% yly, which is the highest since February 2020, and core inflation hit 12 13 14 15 16 17 18 19 20
3.84% yly, the highest in the last twelve months. There is a clear dichotomy within Sources: Scotiabank Economics, INEGI.

Mexico’s price data, with services prices basically tamed while merchandise prices
are quite dynamic. Even though inflationary pressures appear to be concentrated on Mexico: Inflation and Main
particular sectors, overall price indices will likely remain on the rise in the coming Components
months. This will be a key consideration for Banco de Mexico in their next monetary 19, -
policy decisions, where the central question will concern whether more cuts to the
reference interest rates are justified when inflation is rising. We still believe that
Banxico will cut the reference interest rate by -25 bps in August, with a strong
possibility of a -50 bps reduction; and then stop the easing cycle. 4%
2%

8%
6%

In other data, real commercial activity fell -23.7% yly in May, making for two
consecutive months of sharp declines. Formal jobs fell by 83.3k in June,
according to the Mexican Social Security Institute (IMSS), which sums to 983k jobs
lost during Q2. Consumer confidence recovered a little bit in July, but remains at very -4% -
R DR RO R O P PO P

low levels, at 32 points, signaling future weakness in consumption. W F WY W

0%

-2%

yly % change

e General inflation Core Non-core

In an interesting development, the federal government presented a proposal on
July 22 to reform the retirement funds system, which received backing from
the business community and was well-received by the markets (see the Markets Report section for more details). This
reform is aimed at improving the conditions for retirement of the working class, easing the conditions to get a pension, and
significantly increasing the mandatory contributions—with business doing the heavy-lifting to make all of this happen.
According to the government, the initiative would help to increase, on average, the pension of workers affiliated with the IMSS
by 42%. The proposal includes three main actions:

Sources: Scotiabank Economics, INEGI.

1. Anincrease in the total pension contribution from 6.5% to 15.0% of workers’ wages, to be phased in over eight
years, by increasing employers’ contributions from 5.15% to 13.875%, while holding workers’ contributions steady at
1.125%. Additionally, the government contribution, currently at 0.225%, will be concentrated on workers with monthly
incomes up to 4x the monthly value of the Unit of Measurement (UMA)—around USD 440 for 2020;

2. Areduction in the time required to gain access to a minimum guaranteed pension from 1,250 to 750 weeks; and

3. Anincrease in the average value of the minimum guaranteed monthly pension, from MXN 3,289 (USD 147) to MXN
4,345 (USD 194), which should facilitate growth in the average replacement ratio to 40%.
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The good news is that there is a concrete proposal to address the serious problem of the under-funded retirement
system. The not-so-good news is that this reform will add to the already heavy social burden on firms, which could become an
incentive for even greater informality and discourage formal job creation.

Finally, on the political front, after the decision to give the control of ports and customs to the Navy, the Minister of
Communications and Transportation, Javier Jimenez Espriu, resigned, and the President acknowledged a difference
of opinions as the cause. The new Minister will be Jorge Arganiz Diaz Leal, who formerly worked with the Mexico City
Government when AMLO was the Mayor.

The coming weeks are loaded with relevant information, starring the GDP advance estimate for Q2 on Thursday, July 30.
Figures for the June trade balance on Monday, July 27, will give us an early indication of the economy’s recovery as exports and
imports should start showing some improvement. Results for the Banco de Mexico July survey of private economists will be released
on Monday, August 3; June numbers for the budget balance (July 30), remittances (August 3), and outstanding credit (July 31) will
also be important data points. Later in the coming fortnight, figures for private domestic consumption and gross fixed investment
(August 6) for the month of May will be published. Finally, inflation numbers for the whole month of July will provide on August 7 the
last pieces of information for Banco de Mexico to consider in its next monetary policy decision, scheduled for August 13.

Peru—July 28 Presidential Address Should Outline Government Strategy on COVID-19, the
Economy, and Its Relationship with Congress

Guillermo Arbe, Head of Economic Research
51.1.211.6052 (Peru)
guillermo.arbe@scotiabank.com.pe

On July 28, President Vizcarra will deliver the annual President’s Address to Peru: Progress Indicators in
the Nation. The event will be particularly crucial this year, given the health crisis, the Unlocking the Economy

state of the economy, and the conduct of the newly restructured Cabinet. s Unlocking Program
Electricity Demand

e Cement Consumption

120 ¢

Feb-20=100

There has been a clear resurgence in COVID-19 contagion since July 1, when 100 |
the quarantine was lifted. President Vizcarra will need to address this issue. 80 |
Although the new Minister of Health, Pilar Mazzetti, has mentioned the possibility of a

i . S . 60
new quarantine, one that is nationwide in scope does not seem feasible. However,
certain regions could come under an intensified lockdown. Currently, COVID-19 40
contagion is spreading mostly in the southern part of the country. This could 20 |
potentially affect certain rather important mining operations in the region. 0
. . . . ST ST SR SN SR S N
Expectations are also high regarding what Pres. Vizcarra may say—and the @ W T g W W

new Cabinet propose—in terms of economic recovery. The new Cabinet, given Note: July Electricityindexis up to July 20.
its composition, promises to be more private investment friendly. For example, the Sourges Seotiabank Economics, Sunat, BCR,
Head of the Cabinet, Pedro Cateriano, has signalled that the government would seek

to promote mining investments.

Finally, Pres. Vizcarra will probably seek to define the type of relationship the government—and new Cabinet—will
seek with Congress. This has been a point of contention in the past.

Although these issues are likely to be addressed to some extent by the President, the details on these fronts will likely
be given on August 4 when the new Cateriano Cabinet will present its governing plan to Congress.

Meanwhile, recent data on the economic recovery have been moderately encouraging. Phase 3 is being completed, with
96% of the economy allowed to operate—at least to the extent that company solvency, individual market demand, and
compliance with protocols, permit. The most recent sectors to open include domestic flights and commercial land travel on
July 15, and on-premises restaurant service (at 40% capacity), on July 20.
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Furthermore, according to sector representatives, home sales were currently running at 90% of pre-COVID-19 levels.
Cement demand rose 128% m/m in June. Even though demand in June was still 26% lower than a year earlier, the increase
from May to June points to a nice recovery. June marked only Phase 2 in the recovery plan, and the increase is likely to have
continued in July, when Phase 3 began.

Unemployment rose to 16.3% in Q2-2020, surpassing our forecast of 15.0% for the quarter. This amounts to 2.7 million
jobs lost during the lockdown. Both figures—jobs lost and the unemployment rate—are likely to be their peak numbers for
2020. We had originally considered that unemployment would peak at 16% in Q3-2020, rather than Q2. As it is, the impact of
the lockdown on employment has been stronger than expected. However, on the positive side, the unlocking of the economy
has been faster than originally thought, so unemployment is not likely to continue rising in Q3 and we are revising our
Q3-2020 forecast down to 15.5%, from 16%.
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Key Economic Charts
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Chart 1

Argentina: USD Sovereign Curve
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Market Events & Indicators for July 26—August 7

ARGENTINA

Date Time Event Period BNS Consensus Latest BNS Comments

07-28 15:00 Exports Total (USD mn) Jun -- - 5061  June's trade surplus likely retreated from recent highs

07-28 15:00 Imports Total (USD mn) Jun - - 3168  as import demand rose with late-May and June's

07-28 15:00 Trade Balance Jun - - 1893  loosening of quarantine measures.

07-30 15:00 Wages (m/m) May -- - 0.2

07-31 10:45 Bloomberg July Argentina Economic Survey

08-04 Government Tax Revenue (ARS bn) Jul -- - 546.0 A third straight month of gains is expected.

08-04 Central Bank Survey

08-05 15:00 Industrial Production (y/y) Jun -- - -26.4  Solid m/m gains should be registered on the back of

08-05 15:00 Construction Activity (y/y) Jun -- - -48.6  May's tentative re-openings.

08-05 Vehicle Exports Adefa Jul - -- 6875

08-05 Vehicle Production Adefa Jul -- - 15657 Production is expected to rise to around 20k.

08-05 Vehicle Domestic Sales Adefa Jul -- - 23773

BRAZIL

Date Time Event Period BNS Consensus Latest BNS Comments

07-27 4:00 FIPE CPI - Weekly 23-Jul - - 0.3

07-27 7:25 Central Bank Weekly Economists Survey

07-27 14:00 Trade Balance Weekly 26-Jul - - 1759

07-27 14:00 Trade Balance (USD mn) 02-Aug - - 1759

07-28 7:00 FGV Construction Costs (m/m) Jul -- - 0.3

07-28 9:30 Foreign Direct Investment (USD mn) Jun - 2552

07-28 9:30 Current Account Balance (USD mn) Jun - 1326

07-29 8:00 National Unemployment Rate Jun -- - 12.9

07-29 8:30 Outstanding Loans (m/m) Jun - - 0.3

07-29 8:30 Total Outstanding Loans Jun - - 3596

07-29 8:30 Personal Loan Default Rate Jun - - 5.5

07-29 Federal Debt Total (BRL bn) Jun - - 4251

Jul 29-31 Formal Job Creation Total Jun  HHHEHE - -331901 Activity data for June shows a modest improvement in
output and job creation.

07-30 7:00 FGV Inflation IGPM (y/y) Jul - 8.7 7.3

07-30 7:00 FGV Inflation IGPM (m/m) Jul - - 1.6

07-30 Central Govt Budget Balance (BRL bn) Jun -- - -126.6

07-31 8:00 PPI Manufacturing (m/m) Jun -- - 0.9

07-31 8:00 PPI Manufacturing (y/y) Jun -- - 5.0

07-31 9:30 Primary Budget Balance (BRL bn) Jun -- - -131.4

07-31 9:30 Nominal Budget Balance (BRL bn) Jun -- - -140.4

07-31 9:30 Net Debt % GDP Jun -- - 55.0

07-31 10:00 Bloomberg July Brazil Economic Survey

08-03 7:00 FGV CPIIPC-S 31-Jul - - 0.5

08-03 7:25 Central Bank Weekly Economists Survey

08-03 9:00 Markit Brazil PMI Manufacturing Jul 49.6 - 51.6  PMIs for July to reverse, with services showing
improvement and manufacturing modestly pulling back.

08-03 14:00 Trade Balance Monthly (USD mn) Jul -- - 7463

08-03 14:00 Exports Total (USD mn) Jul -- - 17912

08-03 14:00 Imports Total (USD mn) Jul -- - 10449

Aug 3-5 Vehicle Sales Fenabrave Jul -- - 132833

Forecasts at time of publication.
Sources: Scotiabank Economics, Bloomberg.
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Market Events & Indicators for July 26—August 7

BRAZIL

Date Time Event

08-04 4:00 FIPE CPI - Monthly

08-04 8:00 Industrial Production (m/m)
08-04 8:00 Industrial Production (y/y)

08-05 9:00 Markit Brazil PMI Services
08-05 9:00 Markit Brazil PMI Composite
08-05 Selic Rate

08-06 7:00 FGV Inflation IGP-DI (y/y)

08-06 7:00 FGV Inflation IGP-DI (m/m)

Aug 6-7 Vehicle Sales Anfavea

Aug 6-7 Vehicle Exports Anfavea

Aug 6-7 Vehicle Production Anfavea
08-07 8:00 IBGE Inflation IPCA (m/m)
08-07 8:00 IBGE Inflation IPCA (yly)
CHILE

Date Time Event

07-31 8:30 Central Bank Meeting Minutes
07-31 9:00 Industrial Production (y/y)

07-31 9:00 Manufacturing Production (y/y)
07-31 9:00 Copper Production Total (tonnes)
07-31 9:00 Commercial Activity (y/y)

07-31 9:00 Retail Sales (y/y)

07-31 9:00 Unemployment Rate

07-31 10:30 Bloomberg July Chile Economic Survey
08-03 8:30 Economic Activity (y/y) ExMining
08-03 8:30 Economic Activity (yly)

08-03 8:30 Economic Activity (m/m)

Aug 3-7 IMCE Business Confidence
08-04 8:30 Central Bank Traders Survey
08-06 9:00 Nominal Wage (m/m)

08-06 9:00 Nominal Wage (yly)

08-07 8:00 CPI (m/m)

08-07 8:00 CPI (yly)

08-07 8:30 International Reserves (USD mn)
08-07 8:30 Exports Total (USD mn)

08-07 8:30 Imports Total (USD mn)

08-07 8:30 Copper Exports (USD mn)
08-07 8:30 Trade Balance (USD mn)

Aug 7-12 Vehicle Sales Total
COLOMBIA

Date Time Event

07-31 11:00 National Unemployment Rate
07-31 11:00 Exports FOB (USD mn)

07-31 11:00 Urban Unemployment Rate
07-31 11:30 Bloomberg July Colombia Economic Survey
07-31 Overnight Lending Rate

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

Period BNS Consensus

Jun
Jun

Jul
Jul
05-Aug
Jul
Jul
Jul
Jul
Jul

Jul
Jul

Period

Jun
Jun
Jun
Jun
Jun
Jun

Jun
Jun
Jun
Jul

Jun
Jun

Jul
Jul
Jul
Jul
Jul
Jul
Jul
Jul

Period
Jun

Jun
Jun

31-Jul

BNS
22.7

25.6

2.25

Consensus

Consensus

Latest BNS Comments

35.9
40.5
2.3
7.8
1.6
132818
19405
98708

0.3
21

Latest BNS Comments
-5.7
-13.3
495604
-23.5
-28.7
11.2

-17.0

-15.3
-3.4

37.3

-0.1
2.6

-0.1 Fuels and services prices continue to decline as output
2.6 gap widens.

36361
5414
4023
2670
1391
8971
Latest BNS Comments
21.4  The unemployment rate could increase as gradual re-
opening is allowing inactive workers to return to the
labour market.
2237
24.5
2.50 BanRep will continue to cut rates as inflation tracks

lower and GDP recovery remains uncertain.
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Market Events & Indicators for July 26—August 7

COLOMBIA

Date Time Event

08-03 11:00 Davivienda Colombia PMI Mfg
08-03 14:00 Colombia Monetary Policy Minutes
08-05 20:00 CPI (m/m)

08-05 20:00 CPI (yly)

08-05 20:00 CPI Core (yly)

08-05 20:00 CPI Core (m/m)

08-06 Consumer Confidence Index
MEXICO

Date Time Event

07-27 7:00 Trade Balance (USD mn)

07-28 10:00 International Reserves Weekly (USD mn)
07-30 7:00 GDP NSA (yly)

07-30 7:00 GDP SA (a/q)

07-30 Budget Balance YTD (MXN bn)
07-31 10:00 Net Outstanding Loans (MXN bn)
07-31 10:15 Bloomberg July Mexico Economic Survey
08-03 10:00 Central Bank Economist Survey
08-03 10:00 Remittances Total (USD mn)
08-03 10:30 Markit Mexico PMI Mfg

08-03 13:00 IMEF Non-Manufacturing Index SA
08-03 13:00 IMEF Manufacturing Index SA
08-04 7:00 Vehicle Domestic Sales

08-04 7:00 Leading Indicators (m/m)

08-05 Citibanamex Survey of Economists
08-06 7:00 Vehicle Exports

08-06 7:00 Vehicle Production

08-06 7:00 Gross Fixed Investment

08-07 7:00 CPI (yly)

08-07 7:00 CPI (m/m)

08-07 7:00 CPI Core (m/m)

08-07 7:00 Bi-Weekly CPI

08-07 7:00 Bi-Weekly Core CPI

08-07 7:00 Bi-Weekly CPI (yly)

PERU

Date Time Event

08-01 1:00 Lima CPI (m/m)

08-01 1:00 Lima CPI (yly)

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

Period BNS Consensus

Period
Jun

24-Jul

2QP
2QP
Jun

Jun

Jun
Jul
Jul
Jul

Jul
Jun

Jul
Jul
May

Jul

Jul

Jul
31-Jul
31-Jul
31-Jul

Period

-0.2
1.8
1.0

-0.2

0.6
0.4
0.1
0.1
3.6

BNS

Consensus

Consensus

Latest

Latest
-3523

191468

-1.4
-1.2
-148.2

4986

3379
38.6
425
42.0

62837
-0.4

196173
238946
-36.9

3.3
0.6
0.4
0.4
0.3
3.6

Latest

BNS Comments

Monthly CPI inflation should remain negative as utility
subsidies increased in some regions, food prices
remain broadly stable, and weaker demand continues
to weigh on some prices.

BNS Comments

Biggest drop in history shall be recorded.

Focus on fiscal tax revenues, key to sovereign ratings.

Further deterioration in economic activity forecasts

How bad could it be? Really bad.

Inflation will be the last piece of the puzzle for the
next monetary policy decision; if the rising trend
in y/y inflation is confirmed, this will favour a more
cautious approach by Banco de Mexico

BNS Comments

In line with our year-end forecast of 1.1%.
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