Banxico - The easing cycle will resume in
February

In a majority decision, Banxico left the reference rate unchanged at
4.25%, in line with our expectations

Two members voted for a 25bps cut, to 4.00%, while in the previous
decision there was only one dissenter. Taking this into account we think
the statement was more dovish than the previous one, which we judged
as neutral

Moreover, we highlight:

(1) The recognition of positive news about the vaccine, expectations of
additional fiscal stimulus in the US, and less geopolitical uncertainty
(likely because of the election in that country)

(2) Comments about the positive effect on prices of extended discounts
in “El Buen Fin” (Mexico’s Black Friday), as in the Quarterly Report

(3) The addition that “...it is imperative to safeguard the institutional
framework...”

We adjust our inflation forecast for year-end 2021 to 3.7% from 4.2%

We expect Banxico to cut the reference rate by 25pb in three consecutive
decisions starting on February 2021. Moreover, we reiterate our call of
accumulated cuts next year of 75bps, to 3.50%

We recommend receiving 6-month TIIE-IRS (6x1)

Banxico keeps the reference rate at 4.25%. The decision was in line with our
view and consensus, with only a few analysts anticipating a cut. In this sense, the

decision was not unanimous, with two Board members favoring -25bps, to 4.00%.
We believe the tone was more dovish when compared to the previous statement,
which we judged as neutral. Coupled with two dissenters instead of only one in
November, we also noted that: (1) The positive effect on prices of extended
discounts in “El Buen Fin”, as in the latest Quarterly Report; and (2) the comment
that inflation expectations for 2020 declined, as opposed to increasing previously.
Given recent price dynamics, among other factors mentioned below, we now
expect Banxico to cut the reference rate by 25pb in three consecutive decisions
starting on February 2021. Moreover, we reiterate our call of accumulated cuts
next year of 75bps, to 3.50%
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Acknowledging a better economic outlook. The Board noted some positive
news globally, among them the development of vaccines against COVID-19,
expectations of additional fiscal stimulus in the US, and less geopolitical
uncertainty (likely because of the election in that country). For Mexico, they
mentioned that the recovery continued to improve at the start of 4Q20, although
with signs of slowing down at the end of the year. Either way, the balance of risks
remains tilted to the downside.

Inflation has improved, but the path is still very uncertain. Regarding prices,
the central bank mentioned the strong and recent decline, to 3.33% in November,
lowest since May and within the target range. Nevertheless, the balance of risks
remains uncertain. We should mention that since the 3Q20 Quarterly Report they
mentioned the strong effect lower on prices because of extended discounts in “E/
Buen Fin”, which is still the main risk to the downside. The rest remained
unchanged relative to said document. The adjustments on upside risks were
marginal, with more focus on the possibility of a new composition in spending
towards goods that induces pressures in relative prices, along cost-related
pressures for firms. In this backdrop, Banxico keeps stressing the high level of
uncertainty around inflation forecasts, which justified the need for a pause in the
easing cycle.

We revise down our year-end 2021 inflation forecast. We adjust our year-end
estimate for 2021 to 3.7% from 4.2%, expecting an even larger decline in the core
component, to 3.1% from 4.2% (see chart below). Overall, this is explained by a
favorable performance in the latest data, which we expect to extend to December,
while also anticipating a greater downward effect from economic slack. This
would mainly keep services limited, including housing. Among the main drivers
we highlight that: (1) The 15% minimum wage increase having a very low impact;
(2) goods would moderate their advance, as we assume there will be no further
supply disruptions due to the pandemic; (3) a modest uptick in government tariffs,
influenced by the electoral year; (4) a marginal effect lower from the reduction in
VAT in Southern Border municipalities; (5) upward pressures mainly in energy
on the back of the global economic recovery; and (6) a rebound in categories that
rely on more social interactions until 2H21, such as airfares and tourism related
services, after significant progress is made in the vaccination process.
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Banxico’s 2020 policy decisions

Date Decision
February 13 -25bps
March 20 (intra-meeting) -50bps
April 21 (intra-meeting) -50bps
May 14 -50bps
June 25 -50bps
August 13 -50bps
September 24 -25bps
November 12 Obps
December 17 Obps

Source: Banxico

Banxico’s 2021 policy decisions

Date Decision

February 11
March 25
May 13

June 24
August 12
September 30
November 11
December 16

Source: Banxico

1021  2Q21 3Q21  4Q21

3.6 43 31 33
3.0 38 2.9 33
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3.6 3.2 2.9 31
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The central bank added a suggestion about the institutional framework. We
highlight that, in the statement, they added that “...it is imperative to safeguard
the institutional framework...”. We think this is a response to the debate regarding
proposed changes to Banco de Mexico’s Law about foreign currency deposits. In
this sense, the decision to delay the vote until February was favorable, allowing
for more time to do a more thorough analysis.

Bancxico will resume the easing cycle in February. We adjust our expectations,
now anticipating three consecutive 25bps cuts each, starting on February 11"
(previous: first cut in 2Q21). After May, we do not expect further changes in the
rate, ending the year at 3.50%. This is supported by: (1) The adjustment to our
inflation forecasts, which by the end of January —last print to be published by the
time of the next decision— would stand below 3%; (2) changes in the Board next
year, expecting a dovish bias from incoming Deputy Governor, Galia Borja, on
top of the two members that voted for a cut today, which we believe were Deputy
Governors Heath and Esquivel; (3) risks for growth at the start of 2021 given the
pick-up in COVID-19 cases both globally and locally, with limited fiscal stimulus
domestically; (4) a more positive scenario for financial inflows given extremely
loose monetary policies in the rest of the world, on top of favorable news about
the sovereign rating with the recent ratification by Fitch Ratings and S&P Global
Ratings; and (5) greater awareness over the risks to the central bank’s
independence due to the amendments proposed to the law that governs its
operations.

From our fixed income and FX strategy team

We recommend receiving the 6-month TIIE-IRS (6x1). After Banxico’s
decision, the market experienced temporary and modest pressures in the short-
end of the local yield curve yet closing with a positive performance both in the
Mbonos and TIIE-IRS curves, averaging an appreciation of 3bps and 5Sbps,
respectively. The market incorporates the possibility of further rate cuts starting
in the 1Q21, pricing in -14bps for this period and -25bps for the 2Q21. This
reveals an attractive valuation in short-term securities when considering our
expectation of rate cuts resuming in February and for accumulated 75bps
throughout the year. We therefore recommend receiving the 6-month TIIE-IRS
(6x1), also holding a favorable view for long-term Mbonos. In the FX market, the
Mexican peso depicted a limited reaction to the decision, trading between
USD/MXN 19.75 and 19.85, closing the session 0.3% stronger vs the previous
close at 19.82. In light of the possible liquidity deterioration in the following
weeks we suggest buying USD in dips in short-term trading range defined by
19.70 and 20.35. Moreover, we estimate next year’s trajectory reaching up to
USD/MXN 19.00.
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