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Summary

During 2020, the COWI® pandemic implied shocks
that had a widespread impact on all countries, with
repercussions on economic activity, inflation, and
global financial conditions. After a deep wariide
economic contraction in the second quarter,
economic activity began to recew during the third
quarter, mainly due to the reopening of different
production activities. Thisrecovery has been partial
and there is stila highdegree ofuncertainty overits
pace during the following quarters, which will
depend, among other factorsn the evolution of the
pandemic and the performance dfifferent sectors
and various components of aggregate demand.
Followingthe episode of high global risk aversion in
March and April, financial markets showeah
improvement However, they are still abject to
bouts of volatility, albeit more limited, and
considerable risksremain This juncture poses
significant risks to the Mexican economy, its
recovery, the evolution of the labor market, anal
maintaining both macroeconomic and
financialsystem  stability. In this complex
environment, Banco de México has sought to conduct
monetary policy in a timely and prudent manner,
aSS1Ay3a (2 YEAYOGFAY
purchasing poweiln addition,a number oimeasures
consistent with the goal ofpromoting a sound
development of the financial system and an orderly
functioning of payment systentsave been adopted

Delving into the international environment that
Mexico has faced during the period analyzed in this
Report, available information sugdssthat the
recovery of world economic activity has been
heterogeneous across countries, and, recently, it has
been at dower rate than the oneobserved between
May and June. The global economy is, thus, still far
from reachinghe economic activity levslregistered
prior to the pandemic, and there ig risk that the
recovery could be hampered by new lockdown
measures. This has been recently observed in
different countries,jncludingthe United StategU.S.)
and some in Europ&an countries in view of the
resurgence of infections. In this context, tgeowth
forecasts oimultilateral organizations still anticipat

a strong GDP contraction for 2020, although these
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projections have beemevised upwardsduring the
period covered by this Repodue to the facthat the
contraction in the second quartewas lower than
anticipated. Expectations for 2021 stitbresee a
gradual recovery, albeit slightly lower than previously
foreseen Thesdorecasts are subject to a high degree
of uncertainty and depend uponthe evolution of
demand componentsin different countries and
economic sectors. In this context, the balance of risks
to world economic growth remains negative.
Meanwhile, during the reported period, headline and
core inflations in most advanced economies
increased slightly, although thegmainat low levels,
below the targets of their respective central banks.

In response to this environment, monetary and fiscal
authorities have adopted stimulus measures to
mitigate the adverse effects of the pandemic on the
economy. The main central banks have used their
balance sheets tofoster the wellfunctioning of
financid markets and have kept interest rates at
historically low levels, highlighting their commitment
to maintain an accommodativstance formonetary
policy for a long periodf time until a sustained

(i KiglatioRipeRpasg igbgeryed 6 dNNBy 08 Qa

The boxThe US Feder&eserve New Monetar
Policy Strateggescribes the recent changes in t
Federal Reserve monetary policy strategy. The
analyzes the challenges for its implementatig
mainly in an environment in which inflatio
expectations have remained persistentlyelow
the 2% target. It alsoarguesthat the changes
adopted by the Federal Reseraee notnecessarily
applicableto other economies, such as emergin
market economieswhichfacedifferent conditions
thanthose prevailing in th&).S

Most emerging market economies registered
inflation rates below their targets and the central
banks of several of these economies continued
reduce their policy rates during the periodinder

analysis
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The box Use of Balance Sheets and Liquid
Provision Programs irthe Central Banks (¢
EmergingMarket Economies describes the
measures adopted by the central banks
emergingmarket economies, which have implig
the use of their balance sheets. A distinction
made between the traditional measures
liquidity provison, such as repos, and ass
purchase programs. The risks associated with
latter, and their differences regarding nel
conventional measures in advanced econom
are analyzed. It iswoted that the adoption of
different measures is a function of thgpecific
conditions of every economy. Finally, the casg
Mexico is described, along with its policy respol
in view of theworseningof trading conditions in
different financial markets.

Different economies have maintained or expanded
their fiscal relef measures to address the pandemic.
The International Monetary Fund estimates that
thesemeasures amounted to approximately 12% of
world GDP by midSeptember In the case of
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activity and monetary, fiscaland financial stimuli
implemented in systemically important economies,
as well & by expectations of progress in developing a
vaccine against COVID. Nonetheless, as of mid
Septembey episodes of volatilitywere observed
although they were more limited as compared to
thoseregistered inMarch and April. This took place
in light ofa lower probability of approval of a new
fiscal stimulus package in th®.S, the electoral
process in that country, as well as a new wave of
infectionsin different countries, among other factors.

Along with the evolution of the pandemic, additional
riskfactorsincludethe high levels of indebtedness in
both the public and private sectors, a higher number
of business bankruptcies in the sectors most affected
by the pandemic, a new escalation of trade tensions,
an intensification of geopolitical and solt@nflicts in
different regions of the world, a possible exit of the
United Kingdom from the European Union without
reaching a trade agreement, the insufficiency and/or
the early withdrawal of stimulus and economic relief
measures to tackle the pandemiand the risk of

advanced economies, stimulus measures, including greater natural disasters caused by environmental

additional spending, tax cutend granting of loans
and guarantees, have reached 20% of GDP, while i
emergingmarket economies, these measures
represent, on average, around 6% of GDP

The boxFiscal Response to the COY#EPandemig
describes how, in view of the economic cri
brought about by the COVHD9 pandemic,
monetary and fiscal authorities in differe
countries have implemented unprecedentg
stimulus measures. According to IMF estimat
the exceptional fiscal stimuli have amounted
around 12% of world GDP, a large part biah has
been implemented by advanced economies g
some larger emerginmarket economies. Thg
fiscal response has varied across countries as
size and its characteristics, depending on e
SO2y2YeéQa canditionz0 andzNflsdal
characteristics. In this regard, this box brie
describes the magnitude of the fiscal response i
the various types of measures implemented
different countries.

During most of the third quarter, international
financial markets continued performing favorably,
fueled by a gradual recovery of world economic

factors.

The boxEvolution of Sovereign Risk in Emergi
Market Economies describes the recen
performance of credit default swaps (CDS)
emergingmarket economies and analyzes th
determinants of said indicators. The resu
obtainedthrougha paneldatamodel suggest tha
public indebtedness, the fiscal balance and

growth rate affect its value. Additionallysing a
principal componentanalysis it is observed that
between December and May 2020, the changg
these indicatorswas dominated by a commor
component, but, starting from Junen, there is a
considerable degree of differentiation among
economies. Moreover, through a vector
autoregressivanodel for Mexico, it is found thal
the reduction in sovereign risk premia starti
from May 2020 has responded to both a low
global risk aversion and idiosyncratic factors.

As for the Mexican economy, after a strong
contraction in April and Maylue to the COVIEL9
pandemic and the measurexdoptedto address it,
since Juneconomic activitjhas recovered fueled by
the resumption of productive activés in different
sectors and a reactivation of demand, especially
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external demand. Nevertheless, it remaireddw the
levels observed prior to the pandemic and strong
uncertainty persists regarding the future evolution of
the economy,given thatthe pandemic continues,
restrictions onthe operation ofdifferent activities
remain the most lasting effects of the ehlth
emergence are still unknown, and the risk of
resurgence, which would imply greater containment
measures is still present In addition, looking
forward, just like in other countries, the recovery will
depend on the evolution of different componen$

quarter,and3.43% in the first fortnight of November.
The upward trajectory of headline inflation during
the third quarter was caused by both the evolution of
the core component and a considerable increase in
non-core infation. Within the core component,
upwards pressures on merchandise prices were
observed, which were greater than the downward
pressures on services prices. This recomposition
within core inflation reflected the effects of the

LI YRSYAO 2y K mpianSkternhsRasQ 02 )

well as the effects of supply shocksd the exchange

aggregate demand and the challenges faced by eachrate depreciation. However, since August, some of

productive sector.

For most of the third quarter of 2020, Mexican
financial markets performed favorably. Although
they were subject to episodes of volatility starting
from mid-September, these have beenore limited
than those registered in March and April. Thus,
during the second half of September, the Mexican
peso depreciated, and longéerm interest rates and
risk premia increased. ke changesvererelated to
the volatility registered ininternational financial
markets which has moderated recently. By the end
of the period under analysislongerterm interest

rates declined, and the Mexican peso appreciated.

Going forward new episodes of risk aversion and
volatility cannot be ruled out, which willepend on
the evolution of the pandemic, and on other
idiosyncratic and external risk factors.

The boxEvolution of the Yield Curve in Emergi
Market Economiesanalyzes the performance (
the yield curve in Mexicand compares itto other
emergingmarketeconomies (EMESs). The first ty
principalcomponents are related to the level ar
the slope of the curve. The former summarizes
information contained along the curve on
financing conditiondor the economy while the
latter contains information on risk premia. Tk
results show that, with respect to other EMEs,
2020 the yield curve in Mexico has observed
orderly and significant adjustment to th
downside, which has allowed a reductioof
financing costs in theconomy and risk premia.

Inflation in Mexico increased during the third quarter
of 2020 with respect to the previous one. After having
registered aparticularlylow level of 2.15% in April,
annual headline inflatiorexhibited an average of
2.77% in the escond quarter 3.90% in thethird

the shocks that had exerted upward pressures on
core inflation havemoderated while in the first
fortnight of November,core infldion significantly
decreased, influenced by treales season known as
B Buen Fin

The boxEffects of the COVAD® Pandemic on Cof
LY Tt 4A 2y Qa&hows 2hatl Jauying yha
months of the health crisis, the evolution
merchandise and services prices in Mexico
been atypical with respect to previous years, gi\
the observed shocks. Based on econome
Y2RSftaQ SadAyYldarazyas
presence of shocks on inflation that are potentig
attributable to the pandemicbeyondwhat could
be attributed to the performance othe usual
determinants.

The performance of ncnore inflation has been
largely determined by the evolution of energgiges,
which, in turn, reflected the dynamics of their
international references. In this respect, after
historically low energy prices contributed to annual
non-core inflation registering a negative level in April,
as these prices were recovering, Roore inflation
was pressured via this channel until August.
Subsequently, annual changes of energy prices
decreased, but were offset by increases in
agricultural and livestock product prices, until, in the
first fortnight of November, both of these declined,
generating an important reduction in necore
inflation.

The evolution of inflation has been subjectarious
shocks ofdiverse intensities and witheffects in
different directions thus presenting considerable
challenges and tradeffs for the conduct of
monetary policy. These shodkaveaffected inflation
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during the months othe healthcontingencyand it
will beimportantto be vigilant otheir consequences
going forward

The lox Impact of the COVHD9 Pandemic of
Consumer Price Dynamit the U.S. and Mexig
shows that, although the COVI® pandemic has
significantly affected economic activity both on t
demand and supply side, contributing to a strg
growth contraction, its effects on price dynami
are, a priori, ambiguous. Due the simultaneous
nature of these shocks, it is insufficient to of
analyze the adjustments in the aggregate pr
index in order to identify the contributions ¢
supply and demand factors. Thobjective of this
box is to identify and quantify these coifiutions
on the dynamics of inflation observed during t
pandemic in Mexico and the U.S aadectoral level.
The resultssuggestdifferences between Mexic
and the U.S. in the evolution of the contribution
said factors to inflation, particularlsegarding its
persistence. However, there are coincidences
the impacts on sectors in both countries.

Regarding monetary policy decisgpnBanco de
aSEAO2Q4 D2OSNYyAyS3
basis points during the period covered by this Report.
In particular, in its August decision, the reference rate

was lowered by 50 basis points, and in the September

decision by an additional 25 basis poimkcingit at
4.25%, while in th&lovemberl 2" decisionit was left
unchanged. Inthesemeetings, the Governing Board
considered that challenges stemming from the
pandemic for monetary policy included both the
significant impact on economic activity and the
financial shock and its effects on inflation. In the
August and September decisionghet Governing
Board considered thdoreseen scenarios and the
room that, on balance, these provide to monetary
policy. In the September monetary policy statement,
the Governing Boarstatedthat said room is limited.
Meanwhile, in the statement of the decisn of
November 12" it stressed that the recent
performance of headline and core inflation, and the
factors that affect them, implg slight increase in the
projected trajectories in the forecast horizon,
although those corresponding to the next 12 to 24
months are expectedto be around 3%. In said
decision, the Governing Board considered these
previsions and the benefitrom consolidating tle

Banco de México

downward trajectory for headline and core inflation
to the 3% target. The Governing Board noted that this
pause gants the necessary space to confirm the
convergence of the inflation trajectory to the target.
The Governing Board stressed that, in the future, the
monetary policy implementation will depend on the
evolution of the factors that affedtoth headline and
core inflation, on their estimated trajectories in the
forecast horizonand on their expectations.

The Governing Board will take the actioneemed
necessaryon the basis of incominghformation in
order for thereference rateto be consistent with the
orderly and sustained convergence of headline
AYFELGA2Y (261 NRa withingh® 2
horizon in which monetary policy operates.
Perseverancen strengthening the macroeconomic
fundamentals and adopting the necessary actions
regarding both monetary and fiscalpolicies will
contribute to a better adjustment of domestic
financial markes and of the economy as a whole.

Regarding the macroeconomic scenario estimated by
Banco de México, the following stands out:

indicates that the Mexican

recovering gradually from the distress observed
during the second quartedriven by theprogressive
opening of several activities artlde greater mobility
of the population, it still remaigs at levels below
those prior to the health emergency.nladdition,
there is an envbnment of high uncertainty
associated with both the global and domestic
evolution of the pandemic, while restrictions to
activity in different sectorscontinue In particuar,
additional COVI19 outbreaks in various economies
and the absence of an effective treatment or
available vaccine hawextendedthe duration of the
health crisis with respect to initiadstimates.

" 1k CRPggIov fougte ciplepiy, Biogtens

In the two previous Quarterly Reports, three
illustrative scenarios were presented to provide a
comprehensive outloolof the possible behavior of
GDP in 2020 and 2021. Heescenarios were
prepared consideringthat the shocks faced by the
economy made it ifficult to produce a traditional
forecast because said shocl&l not stem from a
regular economic cycle but from a pandemic that
caused significant confinemeattionsand closure of
non-essential activities, as well as a marked
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uncertainty about both tle evolutionof the health
emergencyitself and its short and mediumterm

effects on the economy.Given the greater
information currently availablen the magnitude of
the initial adverse impact and the recovery phase
in motion bythe reopenirg of varous activities and
the reactivation of theglobal economy, thiskeport
presents a single central baseline scenario, in

substitution of the aforementioned illustrative

scenarios. However, the currejuincturestill involves
a high degree of uncertaintyegardingthe future

evolution ofeconomic activityboth domestically and
globally. Thus, thebaseline scenariois presented
together witha wider interval, in order taccount for
the high degree of uncertaintyurroundingit.

The baselinescenario assues a gradualrecovery
taking place at a moderate pace throughout the
forecast horizonandconverging to an inertial growth
by 2022. Such trajectory would reflect the gradual
recovery ofthe global economy the caution of
consumers and investodue tothe environment of
marked uncertainty derived from thevolution of the
pandemic and its effects on the economwnd
heterogeneity across sectorsin their pace of
reactivation andin easingthe restrictionsthey still
face, as well aschallenges to the ramvery of
aggregate demand, particularjue tothe weakness
of the domestic component and thgradual recovery
expected forthe labor market. Accordingto these
forecasts GDP growth for2020, 2021 and 2022
would be-8.9, 3.3and2.6% respectively (Chad; the
trajectories of the scenarios of the previous Report
are included as a referenge

As mentioned above, given the high uncertainty
regarding the performance of the economy,
particularly in 2021, théaselinescenariopresentsa
wide interval,whoselimits are based othe following
considerations:

a) The upper limit assumesfasterrecovery thann
the baselinescenario in the initial part of the
forecast horizon. Thids driven bya greater
reactivation of several economic sectors and the
labor market in general, as well as a gregtash
from external demand. It also assumes that
throughout 2021 tle recovery pace will moderate
to converge to an inertial growth by 2022. Under
this trajectory, GDP forecasts for 2020, 20aad
2022 would be8.7,5.3and2.74 respectively.

b) The lower limit assumeshat there will be
additional adversities either as a result of the
expiration of fiscal stimulus packageés various
countries or a worsening of the pandemic in
Mexico, or in other countrieswhichwouldlead to
the resumption of restrictions on activity in
several sectors andto a decrease in economic
activity between the end of 2D and the
beginning of 2021,a subsequent moderate
recovery during the rest of 202and, finally, the
convergeceto an inertial growthby 2022.Under
this trajectory,GDP forecsts for 2020, 2021 and
2022 are-9.3,0.6and 3.8%, respectively.

Attention might be drawn to the fadthat the GDP
annual percentage growth rate included in the
baseline scenario for 2022 is lower than the rates
2001 AYSR FTNRY GKS
However, this is due to the arithmetic effects
resulting from the different comparisotevels that
stem from the trajectories of GDP for 2021, given
that, as it can be seen in Chart 1, the level of
economic activity in the lower limit lies belavat of

the baseline scenario at all times, which, in turn, lies
below that of the upper limit.

The duration anduture evolution of the pandemic,
as well as its effects on the economy, are still
uncertain andthe timing foran effective treatment
or vaccinebecomingavailableis stillunknown. These
factors will continue to affect the pace of
normalization of econonai activity. In addition, the
performance of the economy is subject tpward
and downward adjustmentgjiven that, in the future,
the dynamicsof economic growttwill respond less to
the reopening of various activities and more to the
behavior of the demard components and of
productivesectors whichwill likely be differentiated

It is worth notingthat, under thebaselinescenariq
economic activity would nategainthe pre-pandemic
levels observed at the end of 2019within the
described forecast horizon, given thawinder an
inertial growth, these levels woulde reached byhe
end of 2023. However, if GDP forecastshi@ upper
limit were met, saidevels could be reached by the
end of 2022.

ra G2
are expected to remain significantly eased
throughout the entire forecast horizonalthough
narrowing gradually Chart2; the trajectories of the
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scenarios of the previous Report are included as a Chart2
reference. Output Gap Estimates, s. a.

) ) Percent of potential output
Employment:Although a high degree of uncertainty | 6
prevails regarding the evolution of the numbef 202001 seenarios | 4

IMSSinsured jobs, based on the forecasts presented o
andon the updated informationaboutthe evolution R S

of this indicator, it is expected to show a negative
variation ofbetween850and 700 thousand jobs for
2020, and a positive variation of betweenl150 and

Observed -9
500 thousand jobs and of between300 and 500 Baseline 0
thousand jobs for 2021 and 2R2respectively. . Upper Limit . '
— e Lower Limit E -15
The BoxRecent Dynamics of IM&®uredJobs|] —  _____ v . . 1
X i scenario previous Report | -18
shows thatthat the evolutionof this employment Deep V scenaro previous Report | | N
was affected durlr_lg the health emergency bqth _____ Deep U scenatio previous Report |
a greater destruction, as well as by less creatior ! -24
. . L | [ e {1 | A 1 1 A | A A 1
jobs by employers relative to what had be 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
observed prior to the pandemidt is als_o found s.a Seasonally adjusted figures.
that the net drop In employment was ated to Note: GDP growth in Q3 2020 considers the flash estimate released by
a greater extent with less dynamism in h|r|ng INEGI; therefore, in the present Report the forecast begins in Q4 2020. The

scenarios included in the previous Report began in Q3 2020.
Source: Banco de M éxico.

Current Account In linewith the latestinformation

Chartl and activity forecasts described abovier 2020 a
GDP Estimates trade balance of betweet/SD27.1and 30.3billion
Indexbase 2019 Q4 =100, s.a. (2.6and2.9% of GDRand a current accourtialance
2020 | Scenarios | 105 of betweenUSD20.3 and 24.3billion (1.9 and 2.3%
i T 100 of GDP)are foreseen For2021,a trade balance of
[ between USD1.0 and 9.2 billion (0.1 and 0.8% of
| 1 os GDP)and a current accourlialanceof betweenUSD
' o2 -94 and 1.9 billion (0.8 and 0.2% of GDPre
) 90 expected. FoR022, a trade balance of betwe&hSD
obeerve z [ ¥ -5.0 and 0.0 billion (0.4 and 0.0% of GDP)and a
Baseline et L g4 current account balare of between USDB12.5 and
--------- Upper Limit L 82 -4.4billion (-1.0and-0.4% of GDP) are anticipated.
--------- Lower Limit ! 80
----- V scenario previous Report i F 78 Risks for growth The risks to thdvaselinescenario
Deep V scenario previous Report | r e are considered to béviased downwards. This is due
""" DeepUscenariopreviousReport ; - to the environment ofhigh uncertainty that persists
I T O (TR TR TR TR TR T A TR regardingthe evolution of the pandemiworldwide,
2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 in a context Where some Countries have tlghtened
s-a Seasonallyadusted figures. _ restrictionson several activities and where the scope
INEGH threfare. nhe present Repor the forecaet beams m o4 2000, e Of the fiscal stimulus packages that could be
scenarios included in the previous Report began in Q3 2020. maintained or implemented irmajor economies iS
Source: INEGI and Banco de México. unknown in addition to the domestic challenges

faced dueto the weakness of domestic demand and
the labor market. It is worth noting that many of
these risks couldnutually reinforce each other.In
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particular, among the risks to the dawside the
following stand out

i. That social distancing measures are
extended or stricter measures are taken
domestically ad globally, leading to a
greater or longer impact on economic
activity.

i. That additional episodes of volatility in
financial marketsre observed, affecting the
financing flows to emerginmarket
economies, due to a greater risk aversion or
a loss of investor confidence depending on
the evolution of COVHD9 outbreaks
worldwide, or as a result of other factors such
as geopolitical or iernational trade
conflicts.

iii. That the relief measures adopted both
domedically and internationally are
insufficientto prevent greater effects on the
productive apparatus such as business
bankruptcies or hysteresis in unemployment.

iv.  That thenegativeeffects of pandemic on the
economy are more permanent.

v. Thatthereareadditional downgradsof both

0KS a2g@gSNBA3TY
which could affect the access to financial
markets

vii That the domestic environment of

uncertainty that has affected investment
persists, leading to a furtherdelay of
investment plansor that consumers reduce
their spending in a precautionary manner.

Among the risks to the upside within the forecast
horizan, the following stand out:

i That the pandemic fades in the short term,
due to new treatments or the introduction of
an effective vaccine, bodsg confidence in
the economy and expectations of a strong
recovery.

ii.  That the stimuli granted internationallgnd
domestically  contribute to  protect
employment and the productive apparatus,
to preserve global value chains, to diminish

systemic risks, to restore consumer and
investor confidence and, overall, to offset the
aftermath of the pandemic and support the
recovery of the global economy.

iii.  That the recent entry into force of the
USMCA  fosters  greatéihan-expected
investment.

Inflation: In the two previous Quarterly Reports,
paths were consticted for the possible development
of inflation consistent with the three scenarios
considered foreconomic activity. Based on these
paths, the Reportspresented the trajectory that
inflation would follow in an intermediatescenario
i.e., at the midpoint of theange resulting fronthe
scenarios considered\lthough theevolution of the
pandemic and its effects on economic activity
continue to generate uncertainty about the
trajectory that inflation could follow, this Report, in
line with the inclusion of a baseline scenario for
economic activity, presentalso a baselinescenario
for inflation, as reported prior to the pandemibut
underscoringhe prevalenceof high uncertainty.

In this context,with respect tothe intermediate
scenario for annualheadline nflation that was
reported in the previous Report, the forecast for this

Iy R, t Svergltednghebdselisseandrion fiis Bepgrshaws,

in the short term a downward revisiordue to the
expected path of noitore inflation. Afterwards, the
forecast isadjusted tothe upside due to slightly
higher trajectories than those anticipated for both
core and norcore inflation. However, the risthat
annual headline inflationhas presentedis still
expected to be transitorysothat in forecast horizon
of 12 to 24 monthst will be around 3% Table 1,
Charts3 and 4).

The adjustment in the trajectory of annual headline
inflation can be explainedregarding its norcore
component, mainly by the expected evolution of
energy prices, which for the short term are foreseen
to locate below of what was previously anticipated,
but going forward their annual variations contribute
to the upside. As for the core component of inflation,
although from August to Octobermoderate
pressures to the upside were perceived relative to
what was aticipated, particularly in merchandise
prices, in the firsfortnight of November important
price reductions were observed due to the sales
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season known asl Buen FinAs such, the forecast for
the fourth quarter of the year remains similar to the
one of the previous Report. Nonetheless, the
expected trajectory of inflation for 2021 onward has
been influenced by diverse counterbalancing factors.
On the one hand, to the upside, due to the effects of
the pressures that had materialized up to October, as
well asto the reduction in the expected slack in the
economy in the current baseline scenario with
respect to the intermediate scenario previously
anticipated. On the other hand, to the downside, due
to the reductions in some price categories in
Novemberas result of the effects of EI Buen Fin
although they are incorporated in the forecast mainly
as transitory, and to an exchange rate that has
located at more appreciated levels. In sum, from
2021 onwardcore inflation may display a downward
path, although somewhat slower than the one

Banco de México

annual ratein the fourth quarter but this would be
reverted by the first aquarter of 2021. For the
subsequent two quarters, the quarterly rates lie
below its observed levels the second and third
quarters of 2020, periods that were subject to
upward pressures in the context of the pandemic.
These quarterly rates, in additionealower than the
annual rates, which are affected foméhole year by
the shocks tky have encountered.

Inflation has been affected by several shocks of
different sizes and inoppositedirections, a situation
which poses significant risks anmade-offs for
monetary policy. Indeed, the evolution of input and
finishedgood prices worldwidethe depreciation of
the real exchange rate,nd the effects on the costs
of provision of several goods and serviceare
combined with the broad slack in the economgnd

presented in the previous Report. This path shows a changes in the compositioof household spending
convergence towards 3%, as the shocks to which it For examplegiven the availableinformation, it is
has been exposed fade and the effects of a widely difficult to assess the persistence of the reductions in

negative output gap é&come more apparent. As a

result, it is also anticipated that in a forecast horizon
of 12 to 24 months, annual core inflation will be
around 3%.

Chart3

Headline Inflation
Annual variation in percent

—— Observed annual variation

2 1 ———2019Q4 Report
—— 2020Q1 Report
11 ——— 2020Q2 Report

—— 2020Q3 Report
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| | | | | L e e 111
2016 2017 2018 2019 2020 2021 2022

The vertical line indicates the fourth quarter of 2020.
Source: Banco de M éxico and INEGI.

Chart 5 showsfor headline and core inflation, the
rates for the annual variation and the seasonally
adjusted annualied quarterly variation in the
forecast horizon. As it can be seegiven the
aforementioned factorsgore inflation may display a
seasonalbadjusted quarterly rate lower than the

the prices of some nofood merchandises in the first
fortnight of November, in the context dlBuen Fin
and of the wideeconomicslack These shocks have
affected inflation during the months of the health
contingency, and it will be important to be vigilant of
its consequences going forwarthe balance ofisks
for the expected trajectory dhflation is uncertain. In
particular, the following riskt the downsidestand
out:

i. A greaterthan-expected impact of the
widening of the negative output gap
additional social distancing measures that
decrease the demand for goods and servjces
or that, given the weakness of aggregate
demand, the price reductions observed during
the EIBuen Finturn out to be more persistent

i.  Downward inflationary pressures worldwide.
ii.  An appreciation ofthe peso exchange rate
Energy prices below the expected figures

Gven the current slack conditions in the
economy, that wage revisiondo not exert
pressures on prices.

Regarding the risk®tthe upside the following stand
out:

i. A greater persistence of core inflation
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ii. Episoes of exchange rate depreciation

An increase in the relative demand for certain
goods in the context of the health cristbus
exertingupward pressures on prices

iv.  Energy prices lying at hight#ran-anticipated
levels
v. Different cost pressures that affect firms, such

aslogistical problens, the implementation of
sanitary measures, a considerable revision of
wages oOr more expensive recruitment
conditionsbeingpassednto consumer prices
despitethe ampleslackin the economy

Given that the pandemiis still underwayadditional
shocks or nonlinearities stemming from ongoing
impactsare likely tolead to pressures on inflation
different from those observed in less extreme
circumstances. Indeed, in an environment where
slack persists, the passrough of the exchangeate

to prices could be lower than usual. Likewjse

althoughthere has been some recoveryitie global
economy cotinues weakeningthe prices of several
inputs orfinishedgoods could decreaseorldwide,
which would also be reflected in downwagpdessures
onpricesin Mexico.In contrastgiven the uncertainty

in the current economic environment, although the
peso exchange rate has appreciated slightly from the
levels observed at the beginning of the pandemic,
further episodes of depreciation cannot bded out,
possibly exerting a greater paggough effect on
prices. Moreover, although some productive
activities have been adapting to the new
circumstances, the pandemic could continue to affect
the terms, conditions, and costs at which various
goods andservices are supplietb the economy. In
addition, pressures on public finances related to the
pandemic could put pressure on risk premia and the
exchange rate.

Tablel
Headline and Core Inflation Forecasts
Annual change in percent

2020 2021 2022
| 1l 1 \Y% | 1l 1 v | 1l 1
CPI
Current reporf’ 3.4 2.8 3.9 3.6 3.6 4.3 3.1 3.3 3.2 3.1 3.1
Previous repo 3.4 2.8 3.9 3.7 3.6 4.2 3.1 2.9 2.8 2.8
Core
Current report’ 3.7 3.6 3.9 3.8 3.9 3.6 3.0 3.1 2.9 2.9 2.9
Previous repo# 3.7 3.6 3.9 3.8 3.8 3.5 3.0 2.8 2.7 2.7

Note: Projections for inflation in the previous report were estimated based on the evolution of macroeconomic variables inthe three scenarios described in that Report. The minimum
and maximum for inflation between scenarios was estimated for each quarter onthe forecast horizon. This Table reports the path that inflation would follow if it were to lay inthe

forecast horizon at an equidistant point to such maxima and minima.
1/ Forecast from November 2020.

2/ Forecast from August 2020.

Source: Banco de M éxico with datafrom INEGI.
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Chart4
a) Fan Chart: Annual Headline Inflatin
Percent
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b) Fan Chart: Annual Core Inflatiin
Percent
2021 2027
Observed inflation Q4 Q2
--------- Intermediate scenario previous report
Central scenario current report
Headline inflation target
_M
VS =

Q2Q4Q2Q4Q2Q4Q20Q4Q20Q4Q20Q4Q20Q4Q20Q4Q20Q4Q2
2013 2014 2015 2016 2017 2018

8.C
7.8
7.C
6.5
6.C
5.5
5.C
4.5
4.C
3.5
3.C
25
2.C
15
1.c
0.t
0.C

2019 2020 2021

YQuarterly average of annual inflation. The next four and six quarters are indicated with vertical lines, using as a reference the fourth quarter of 2020, that is,
the fourth and second quarters of 2021and 2022, respectively, time frames in which the monetary policy transmission channels flluy operate.

Source: Banco de M éxico and INEGI.

Chart5
a) Headline Index b) Core Index
Quarterly variation, annualized and s.a., Quarterly variation, annualized and s.a.,
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a.s.a.annualized seasonally adjusted figures.
Vertical line corresponds to fourth quarter of 2020.
Source: Banco de M éxico and INEGI.

Although the gradual reopening of various produet

expedite recovery of the economy and the labor

activities since June has enabled a recovery, followingmarket, supporting the reactivation of consumption
the distress caused by the health emergency in Apriland investmentAll of the above should be carried out
and May, it is important to consider that a high without jeopardizing the strength of the Mexican

uncertainty persists regarding the evolution of the SO2y 2 Ye Qa
pandemic. Additionally, the most lastingplications
and effects on the economgnd its growth potential

policy,

taking actions to achieve a widespreaund and

including monetary and fiscatealms

YI ONBESO2y2YAO0

reactivation also requirefostering the conditions to
attract more investmentjmprove the perception on
remain to be determined. In this regard, economic it KS 02 dzy (i NB Q & and emiude\d@nesiic Of A Y
economic uncertainty. The challenge of possibly more
continues to face, in the short term, the challenge of persistent effects of the pandemic on someckrs

and regions is also faced in the medium term. Thus, it
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is necessary to allow the adjustments of the economy
that are needed to promote the reactivation of
productive activity and employment, allowing for
flexibility in the allocation of resourceand ensuring

a proper microeconomic functioning. In addition
solving the institutional and structural problems that
have led tdow levels of investment for several years
and that have prevented the country from increasing
its productivity must continue to be addressed.
Similarly, as mentioned in previous Reports, efforts to
strengthen the rule of law, fight insecurity, corruption
and impunity, and ensure respect for property rights
must also continue. All these measures will lead@ to
greater dynamism ithe economy, thereby allowing
better development opportunities and a greater well
being for all the population, not only during the
recovery phase but especially in the longer term.
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