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THE MONETARY EASING CYCLE
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The main determinants of the monetary easing cycle
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Box 1. Inflation developments in Argentina
Box 2. Public debt scenarios in Brazil and Mexico over the next decade

Box 3. Tax revenues in Latin America and the Caribbean (in collaboration
with OECD Development Centre)

Box 4. Impact on bank lending of monetary policies in the region and
worldwide




KEY TAKEAWAYS OF THE REPORT BANCODEESPANA

Eurosistema

The monetary easing process in Latin America (which started more than one year ago)...
— Has progressed in line with market expectations and has been consistent with business cycles & falling inflation

— Has been uneven across countries (scale, pace and duration) due to differences in cyclical conditions, inflation
levels and fiscal policy stances

Financial markets expect further cuts in the coming quarters:
— Relatively limited scope in several countries

— Process will be influenced by US monetary policy decisions

Inflation is expected to decline to withing CBs’ target ranges:
— Economies growing at rates close to their potential and no large positive output gaps
— Credibility of central banks will continue to anchor inflation expectations

— Disinflation process will remain gradual, given the stickiness of the services component

This monetary easing cycle...
— Has not, as yet, been accompanied by financial market upheaval or capital outflows

— Lending has picked up slightly and is expected to gather momentum (risks to the banking system contained)




LATIN AMERICAISIN THE MIDDLE OF A CYCLE OF MONETARY EASING BANCODEESPANA

Eurosistema

» |t started in 2023H2 (Mexico at a later stage), as in Eastern Europe.

» Heterogeneous across countries in the speed and intensity of the process (-50 bp in Mexico and -575 bp in Chile) explained
by the regional differences in the economies’ business cycle, inflationary developments and fiscal policy stances.

MONTHLY POLICY INTEREST RATE CHANGES IN THE MAIN ECONOMIES AND EMERGING MARKET
ECONOMIES (BP) (a)

2023 2024 Official Interest

Rate (%)
Brazil -50  -50 -50  -50 -50 -50 25 10,50
Chile w5 s 75 Cdm 75 s s 25 5,50
Colombia H5 +25 +25 -25 25 50 -50 -50  -50 10,75
Mexico +50 +25 25 -25 10,75
Peru +25 25 25 25 25 25 25 25 25 25 25 5,25

Poland - 25 575

India +25 6,50
Indonesia +25 +25 +25 6,25
Thailand +25 +25 +25 +25  +25 2,50
Euro area +50  +50 +25 425 +25 425 -25 -25 3,50
United States +25 +25 +25 +25 5,25 - 5,50

SOURCE: Réfinitiv.




THE MONETARY EASING CYCLE BEGAN WITH INFLATION STILL ABOVE THE CENTRAL

BANCODE ESPANA
BANKS’ TARGET RANGES BUT ON A DOWNWARD TREND

Eurosistema

Policy cuts started when short-term inflation expectations fell within target ranges (except for Colombia).

YEAR-ON-YEAR INFLATION AND POLICY INTEREST RATES

Brazil Chile Colombia Mexico Peru Hungary Poland

= |nflation. Year-on-year change — Policy interest rate = = = |nflation target range

SOURCES: Refinitiv and national statistics.




THE MONETARY POLICY EASING IS CONSISTENT WITH THE BUSINESS CYCLE AND  ,\coocespana

Eurosistema

DECLINING INFLATION

« Policy interest rates are in line with those resulting from the application of a broad set of Taylor rules.

« Qutput gaps close to zero.

POLICY INTEREST RATES AND TAYLOR RULES OUTPUT GAPS AND INFLATION IN LATIN AMERICA

10 —ommmmmmmmm oo o Colombiaze23as ™™™

Chile 2023Q2

Peru2023Q2| __ _ _~ .

FABIB 2024 Q2 = = = = = = — = e e

Inflation gap (pp) (b)
o

ico2024 Q2

Brazil Chile Colombia Mexico Peru -1 0 1

Taylor rules. 10th-90th percentiles = \edian of Taylor rules (a) Output gap (% of potential GDP) (c)

== Policy interest rate

SOURCES: Refinitiv, LatinFocus Consensus, central banks, J.P. Morgan and Bancode Espafia.




FINANCIAL MARKETS EXPECT FURTHER CUTS IN THE COMING MONTHS

BANCODEESPANA

Eurosistema

Few further reductions based on futures markets are expected in Chile and Peru; greater scope for rate cuts in Colombia and
Mexico; hikes discounted for Brazil.

« Monetary policy at end-2025 would maintain a restrictive stance.

POLICY INTEREST RATES REAL POLICY INTEREST RATES LESS EQUILIBRIUM INTEREST RATES (b)
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SOURCES: National statistics, J.P. Morgan, LatinFocus and Refinitiv.




ECONOMIC GROWTH IN 2024 AND 2025 WILL REMAIN CLOSE TO THE POTENTIAL

BANCODEESPANA
GROWTH RATE FOR MOST OF THE REGION’S ECONOMIES

Eurosistema

Growth is being boosted by labour market resilience, policy rate cuts, the increase in commodity prices for some producer
countries and the decline in EPU in some countries.

GDP GROWTH FORECASTS FOR 2024 AND 2025 ECONOMIC POLICY UNCERTAINTY INDEX (EPU) (b)
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INFLATION IN LATIN AMERICA CONTINUED TO EASE GRADUALLY IN 2024 H1

BANCODEESPANA
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Most of the decline in core inflation is down to slower growth in goods prices. But increases observed recently in the

contributions of energy and food.

Inflation in Argentina is much higher and with its own specific traits (Box 1).

LATIN AMERICA: INFLATION AND CONTRIBUTIONS (a)

% year-on-year change % and pp

Headline and core inflation Contributions to inflation
m=m Core. Services Core. Goods s Food
Energy = Headline inflation =—=Core inflation

SOURCES: Refinitiv and national statistics.

LATIN AMERICA: GOODS AND SERVICES INFLATION (b)

% year-on-year change

29 Latin America (a) Brazil Chile Colombia Mexico Peru

m— (G00ds = Services
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SERVICES INFLATION REMAINS HIGHLY PERSISTENT IN THE RECENT INFLATIONARY  ..\coocespara

EPISODE." Eurosistema

« ...especially in Colombia and Mexico.

CORE SERVICES INFLATION. SENSITIVITY TO HISTORICAL INFLATION (a)

B Range of coefficients (2005-2019) ©® Median (2005-2019) = April 2024

SOURCES: SECMCA and Refinitiv.
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THE PERSISTENCE OF SERVICES INFLATION COULD CONTINUE IN THE SHORT AND BANCODEESPANA

M EDIUM TERM Eurosistema

« Long-term relationship between goods and services prices was severed during the pandemic, when the former began rising
much faster than the latter (driven by consumption patterns and bottlenecks).

« According to historical developments, services inflation in LATAM would remain high in the near term.

RELATIVE PRICE OF SERVICES AND CORE GOODS IN LATIN AMERICA (a) INFLATION IN LATIN AMERICA: SERVICES AND CORE GOODS (a) (b)

January 2020 = 100 % year-on-year change
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SOURCES: Nationdl statistics, IMF and Banco de Espafia.
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INFLATION IS EXPECTED TO CONTINUE DECLINING GRADUALLY IN COMING QUARTERS  gavcopEEsPARA

UNTILIT LIESWITHIN THE CENTRAL BANKS’ TARGET RANGE Eurosistema

* Most central banks in their regular reports note that upside risks are still predominant.

INFLATION: RATES, TARGETS AND EXPECTATIONS INFLATION: RATES AND OUTLOOK
% %
I e DRl T4
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America Europe | Asia area | States
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m Target range (a) @ Inflation in July 2024
m Inflation. December 2023 ® Consensus forecasts August 2024
@ Expectations for December 2024 (b) @ Expectations for December 2025 (b) — Central bank forecasts (c)

SOURCES: LatinFocus, Consensus Forecasts, Refinitiv and national statistics.
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INFLATION EXPECTATIONS REMAIN ANCHORED BANCODEESPANA

Eurosistema

« The region’s current inflationary episode has shown the largest deviations (in scale and duration) of inflation from targets.

« But current long-term inflation expectations have remained anchored.

THE PERSISTENCE OF INFLATION ABOVE THE TARGET RANGE IN THE DIFFERENCE BETWEEN LONG-TERM INFLATION EXPECTATIONS AND
RECENT EPISODE THE MIDDLE VALUE OF TARGET RANGES FOR INFLATION (b)
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SOURCES: LatinFocus, Consensus Forecasts, Refinitiv and national statistics.
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POLICY RATE CUTS IN THE REGION COULD BE INFLUENCED BY US MONETARY POLICY BANCODEESPANA

Eurosistema

« Changes in the path of discounted rate cuts in US have had a heterogeneous effect on the region.

« The narrowing of the policy rate differential is one factor behind the currency depreciation.

POLICY INTEREST RATES PRICED IN BY FINANCIAL MARKETS FOR EXCHANGE RATE AGAINST THE US DOLLAR
" DECEMBER 2024
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SOURCE: JP Marganand Refinitiv.
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HIGHER PRICES IN SOME COMMODITIES HAVE PARTIALLY COUNTERED THE IMPACT ON

BANCODE ESPANA
EXCHANGE RATES CAUSED BY MONETARY POLICY CONVERGENCE

Eurosistema

Other risks (unrelated to macroeconomy or monetary policy) mainly explain the depreciations in Brazil and Mexico.

BREAKDOWN OF THE EXCHANGE RATE CHANGE AGAINST THE DOLLAR

COMMODITY PRICES (c)
(a) (b)

6 1 January 2024 = 100

Brazil Chile Colombia Mexico Peru N N J N N N N N N
H Other % 8 T o1 % % :3, S’ 8
Commodities - L = < = - < 2]
B Other risks (unrelated to the macroeconomy or monetary policy)
United States
m Domestic macroeconomy ’
B Domestic monetary policy m— Copper s O = Soybeans
® Exchange rate change

SOURCES: Banco de Espanaand Refinitiv.

16



LAX FINANCIAL CONDITIONS IN THE REGION IN SPITE OF THE EARLY AUGUST

TURMOIL IN FINANCIAL MARKETS

BANCODEESPANA
Eurosistema
[ ]

Related to policy rate cuts, exchange rate depreciation and reductions in long term interest rates.
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PORTFOLIO CAPITAL FLOWS HAVE REMAINED SOMEWHAT BUOYANT

BANCODEESPANA
Eurosistema
[ )

The reduction in the profitability of carry trades in some countries have prompted some investors to shift their investments
to other countries within the region.

PORTFOLIO CAPITAL FLOWS INDICATOR OF CARRY TRADE PROFITABILITY (a)

% of GDP, January 2022 = 0
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SOURCES: Banco de Espana, Institute of International Finance and Refinitiv.
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PORTFOLIO CAPITAL FLOWS WOULD SUFFER UNDER A SCENARIO OF MORE  .:ycoorespaiia

AGGRESSIVE US MONETARY POLICY TIGHTENING

Eurosistema

« This scenario would result in higher global risk, dollar appreciation and a downturn in commodity prices.

PORTFOLIO CAPITAL FLOWS TOWARDS LATIN AMERICA: IMPULSE

RESPONSE FUNCTIONS (a)
05 sbn L
Increase in US Increase in
04 4--————-—- policy rates economic

-0,2 -prices (d) - - - - Jmmgo oo

12345678910 12345678910 12345678910 12345678910 12345678910
Months Months
= = = Confidence bands
m— \ledian impact

SOURCES: Institute of International Finance, Refinitiv and Banco de Espafiacalculations.

EFFECT ON PORTFOLIO CAPITAL FLOWS OF A TIGHTENING OF GLOBAL
FINANCIAL CONDITIONS STEMMING FROM TIGHTER THAN EXPECTED
US MONETARY POLICY (e)

% of GDP

W Latin America B Other emerging economies
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FOREIGN DIRECT INVESTMENT INTO THE REGION CONTRACTED SLIGHTLY BANCODEESPANA

Eurosistema

« External financing risks appear contained as the current account deficits have declined and were covered by inward FDI.

* FDl inflows into the region are shaped more by structural factors.

INWARD FDI (CUMULATIVE) CHANGE IN FDI INTO THE REGION IN RESPONSE TO ADVERSE SHOCKS
(a)

% of GDP % of GDP
00

0
2022 2022 2022 2022 2023 2023 2023 2023 2024 040 —--mmmm oo
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Commodity prices (b) EPU index (c)
= |_atin America = Asia excl. China == Eastern Europe

SOURCES: Refinitiv and Banco de Espanacalculations.
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THE FISCAL STANCE, WHICH APPEARS LOOSER IN 2024, MAY ALSO LEAD TO MORE gancoDEESPARA

GRADUAL RATE CUTS THAN EXPECTED Eurosistema

« Public debt is expected to hold at historically high levels (driven by high interest rates, low growth and, in some instances,
primary fiscal deficits).

» Tax revenues in LATAM (Box 3).

MONETARY AND FISCAL POLICY STANCE PUBLIC DEBT
75 pp
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expansionary fiscal policy policies 100 = - o o e

Colombia2024 Colombia2023 a0
) ¢ °
o 50 Mexico 2024 Chile
8% Chile2023 _e| “Mexico 2022 80
T e ) Brazil 2023 70
o g Brazil2023® 2022
g 2 Mexido 2022 60
El Colombia2022
Q e 25 Peru 2023 ® ©_ Chile2024 50
o 2 @ ®Brazil 2024
IS} g Peru 2024 () 40
c 35 Peru 2022
[Cley
23 30
2% 00 ! : | | | | | : : | 20

10
Expansionary monetary and Expansionary monetary policy
fiscal policies and tightfiscal policy 0 ] ] ] ]
-2,5 Brazil Chile Colombia  Mexico Peru Latam-5
-125 100 -7v5 -50 -25 00 25 50 75 100 125 (d)
% of GDP
Change in primary structural balance (b) m 2024 (o) — 2023 @ Historical average (d)

>

21

SOURCES: Refinitiv and IMF (Fiscal Monitor and World Economic Outlook, April 2024).




CREDIT GROWTH HAS RALLIED SOMEWHAT FOLLOWING THE ONSET OF POLICY BANCODEESPANA

INTEREST RATE CUTTING CYCLES Eurosistema

« According to central bank surveys on credit conditions, demand has increased while credit conditions have loosened.

CHANGES IN CREDIT TO THE NON-FINANCIAL PRIVATE SECTOR (REAL) CREDIT CONDITIONS INDEX: LATIN AMERICA (b)
IN LATIN AMERICA (a)

Firms Cgnsumerloans Mortgages

Increase indemand
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SOURCES: Banco de Espana, Refinitiv and national statistics
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CHANGES IN POLICY INTEREST RATES HAVE BEEN PASSED THROUGH TO BANK  ..cobcespara

LEN DI NG RATES Eurosistema

Although with some differences across countries and segments.

POLICY INTEREST RATES AND LOAN INTEREST RATES POLICY INTEREST RATES AND LOAN INTEREST RATES
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SOURCES: Banco de Espanaand Refinitiv.
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NON-PERFORMING LOANS HAVE STABILISED AT HIGH LEVELS

BANCODEESPANA

Eurosistema

« The composite early warning indicators of banking crises have shown no significant changes and remain below the risk
threshold.

NON-PERFORMING LOANS (a) VULNERABILITY TO A BANKING CRISIS (b)
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SOURCES: Banco de Espana, Refinitiv and national statistics..
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BOX 1. INFLATION DEVELOPMENTS IN ARGENTINA

in 2024) and put an end to the main cause of monetary issuance.

BUGDET BALANCE (a)

% of GDP
30 ------mm -

INFLATION (c)
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= \onthly inflation

— TOtal = Primary balance

SOURCES: National statistics, Banco Central de laRepublica Argentina, IMF, LatinFocus and Banco de Espafia.
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= Annual inflation (ight-hand scale)

BANCODEESPANA

Eurosistema

The new Argentine Government has carried out a fiscal consolidation programme to eliminate the fiscal deficit (5% of GDP

The strong fiscal consolidation has led to a pronounced downward path in inflation and penalised economic activity.

ECONOMIC ACTIVITY

mmm GDP (g-0-g growth)
== \oONthly estimator of economic activity (g-o0-q growth)
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BOX 1. INFLATION DEVELOPMENTS IN ARGENTINA

BANCODEESPANA

Eurosistema

 The Government also announced a sharp devaluation of the peso and an automatic devaluation rate (crawling peg) of 2%

per month.

« Key financial variables have improved and the central bank has began to rebuild international reserves.

EXCHANGE RATE

ARS/USD

100 L 1 1 1 1 1 [T 1 1 1 1 1
Feb-23 May-23 Aug-23 Nov-283 Feb-24 May-24  Aug-24

= Parallel exchange rate
— (Official exchange rate
Announcement of the adjustment plan
= == = Presidential elections (first round)
Presidential elections (second round)

SOURCES: Refinttiv, Banco Central de la Reptblica Argentina and Bancode Espafia
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BOX 1. INFLATION DEVELOPMENTS IN ARGENTINA BANCODEESPANA

Eurosistema

» The stabilisation of inflation will depend on the future course of public finances and the regulated price adjustments that are
still pending.

» |t will also depend on the behaviour of the exchange rate (inflation expectations still remain high as a result of the expected
depreciation of the exchange rate, which excedes the crawling peg).

RELATIVE PRICE OF REGULATED GOODS INFLATION EXPECTATIONS

January 2019 = 100 % month-on-month

50
Jan-19  Jan-20  Jan-21 Jan-22  Jan-23  Jan-24 Jan-24  Apr-24  Jul-24 Oct-24 Jan-25 Apr-25 Jul-25 Oct-25

—— Ratio of regulated prices 1o total prices (a) —a— CPI (3) - Private analysts' expectations == == = Model (C)

SOURCES: INDEC, Banco Centralde la Republica Argentina and Bancode Espafia.
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BOX 2. PUBLIC DEBT SCENARIOS IN BRAZIL AND MEXICO OVER THE NEXT DECADE

BANCODEESPANA

Eurosistema

« Goverment forecasts and analysts’ consensus paint a considerably different outlook for structural public balances.

BRAZIL. STRUCTURAL PRIMARY BALANCE (a)

% of GDP

2018 2020 2022 2024 2026 2028

= Data to 2023 and IMF forecast for 2024
= SCeNnario 2: primary balance according to the state budget

SOURCES: Banco de Espafia, IMF, Refinitiv, expert surveys conducted by the central barks and state budgets.

MEXICO. STRUCTURAL PRIMARY BALANCE (a)

% of GDP

2018 2020 2022 2024 2026 2028

= Scenario 1: structural primary balance at its 2024 level
= Scenario 3: primary balance according to analysts' expectations
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BOX 2. PUBLIC DEBT SCENARIOS IN BRAZIL AND MEXICO OVER THE NEXT DECADE BANCODEESPANA

Eurosistema

» Different scenarios for public debt dynamics using a new DSA tool (Occasional Paper Banco de Esparia 2412).

BRAZIL. PUBLIC DEBT MEXICO. PUBLIC DEBT

% of GDP % of GDP

80
2018 2020 2022 2024 2026 2028 2030 2032 2034 2018 2020 2022 2024 2026 2028 2030 2032 2034
= Data to 2023 and IMF forecast for 2024 = Scenario 1: structural primary balance at its 2024 level
= SCeNnario 2: primary balance according to the state budget = Scenario 3: primary balance according to analysts' expectations

SOURCES: Banco de Espafia, IMF, Refinitiv, expert surveys conducted by the central barks and state budgets.




BOX 3. TAXREVENUES IN LATIN AMERICA AND THE CARIBBEAN BANCODEESPANA

Eurosistema

« Tax revenues in LATAM countries are higher than in other EMEs but much lower than in OECD economies. The average for the
region masks significant heterogeneity.

» Tax receipts in LATAM have increased considerably but the gap with the OECD has remained relatively stable since 2007.

TAX REVENUES AS A PERCENTAGE OF GDP, TAXREVENUES AS A PERCENTAGE OF GDP IN LAC COUNTRIES
REGIONAL AVERAGES, 1990-2022 AND REGIONAL AVERAGES, 2022
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SOURCES: OECD and IMF.

30



BOX 3. TAXREVENUES IN LATIN AMERICA AND THE CARIBBEAN

BANCODEESPANA

Eurosistema

LATAM, like other EMEs, depends mainly on indirect taxes.

The share of taxes on businesses in the LATAM region is significantly higher (statutory CIT rates are slightly higher and other

factors —f.e, rules on depreciations and other provisions).

TAXSTRUCTURES

OECD (a)

% of total tax receipts

9%

11% —\

24%

10%

21%

26%

mPIT mCIT m SSCs = VAT

SOURCE: OECD.
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17%

m Other taxes

Other taxes on goods and senices
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BOX 4. IMPACT ON BANK LENDING IN LATAM OF MONETARY POLICIES IN THE REGION BANCODEESPANA

AN D WO R L DWI D E Eurosistema

* An econometric model is estimated to measure the quantitative impact of monetary policies set by the region’s central banks
as well as by the FED and the ECB on lending in the major LATAM economies.

« Distinction drawn between banks according to the origin of their capital (domestic vs. foreign and in this group whether or not
the capital is Spanish — independent subsidiaries similar to local capital banks -).

COMPOSITION OF LOANS AND DEPOSITS BY HOME COUNTRY OF BANK (a)
BRAZIL MEXICO

% of total 9.1 % of total
5.1

46.0

85.8
CHILE PERU

% of total % of total

59.9

25.
>0 17.1

SOURCES: Monetary and supervisory authorities and Banco de Espafia. = SpanISh banks Other forelgn Capltal prlvate banks = | ocal banks
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BOX 4. IMPACT ON BANK LENDING IN LATAM OF MONETARY POLICIES IN THE REGION ..\ co0eespafia

AND WORLDWIDE

Eurosistema

« Main results (contractionary effect of monetary policy tightening):

A1 ppinterestrate rise by local CB reduces lending by 0.42% irrespective of the origin of the capital;
» Contractionary effect of FED’s tightening is even greater (-1.8%), and even more so for non-Spanish foreign capital banks;
* No robust evidence that ECB monetary policy tightening has a significant impact on bank lending in LATAM.

IMPACT ON THE STOCK OF BANK LOANS OF AN INCREASE OF 1 PP IN POLICY RATES (a)

@ Impact on all bank lending

Additional impact on lending by banks with Spanish capital

@ Additional impact on lending by non-Spanish foreign capital banks I

SOURCE: Banco de Esparia estimates, drawingon monetary and supervisory authorities' data.

33



BANCODEESPANA

Eurosisterna

THANK YOU FOR YOUR ATTENTION




ANNEX. BOX 3 BANCODE ESPANA

Eurosistema

TOTAL PUBLIC EXPENDING AND TAX RECEIPTS AS A STATUTORY TAX RATE AND AVERAGE AND MARGINAL TAX RATES, 2021
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