Banxico’s QIR- Possible reductions to
inflation forecasts

= Banxico will publish its Quarterly Inflation Report (QIR), next
Wednesday around 1:30pm (EDT)

= Inour view, the most important issues that will be discussed are:
(1) A downward revision to the central bank’s inflation forecast that
will be reflected in Banxico’s traditional fan chart;
(2) Banxico’s output gap projection; and
(3) U.S. Fed’s monetary policy hormalization

= In our opinion, the QIR will keep the same tone we perceived in the
last communiqué, in which their attention was focused in the U.S. Fed’s
hiking cycle despite Mexico’s slow growth and lower inflation

= |In this context, we believe that Banxico’s next movement will be a rate
hike (September 21), immediately after the Fed increases its own
reference rate (September 17)

Banxico’s QIR — A more pessimistic short-term outlook. Banco de México
will publish its Quarterly Inflation Report (QIR) in 2Q15 on Wednesday around
1:30pm (EDT). The release will be accompanied by a press conference led by
Governor Carstens. In our view, market participants will focus on three issues:
(1) A downward revision to the central bank’s inflation forecast that will be
reflected in Banxico’s traditional fan chart; (2) Banxico’s output gap projection;
and (3) U.S. Fed’s monetary policy normalization.

Downward revision to Banxico’s inflation forecast. In the first case, we
believe that the central bank could make a downward revision to its inflation
forecast, which could be motivated by the downward trend in inflation since
Banxico’s last quarterly report. In this context, we highlight that the annual
change in prices during July hit a new record low at 2.74%yoy. Moreover, in the
last monetary policy announcement, Banxico mentioned that: “..the pass-
through effect of the depreciation of the Mexican currency to prices has been
relatively low, reflected mainly in the prices of durable goods, without any
second-order effects. Moreover, the reduction in the prices of inputs widely used
-such as energy, raw materials and telecommunications services- have also
contributed to inflation’s favorable performance. Reflecting the above-
mentioned factors, expectations for headline and core inflation at year-end 2015
and 2016 have decreased below 3 percent ...”.
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A negative output gap. In addition, the central bank has repeatedly highlighted
the lower growth dynamics of the Mexican economy. In this context, market
participants will examine the timing in which Banxico believes that the output
gap will close. In their last QIR, the central bank clearly showed, in their
traditional output gap chart, that it will remain open until the end of 2016.
Among the factors that could affect the economic dynamism of Mexico, the
central bank highlighted: (1) A further weakening of the U.S. economy; (2) new
episodes of volatility in financial markets; (3) a further decline in the oil
production platform; and (4) weak consumer and business confidence levels. On
the positive side, the U.S. economy could improve amid low costs of energy
while the outlook could also improve as a result of a favorable outcome in the
early stages of implementation of the energy reform
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Relative monetary conditions and exchange rate remain the most important
factors in the Mexican monetary authority decision making process.
Members of the board have been very clear in highlighting that they will be
paying close attention to the Fed’s monetary policy normalization. In its last
monetary policy statement, the monetary authority warned that: “...the Fed's
actions could have additional repercussions on the exchange rate and inflation
expectations...”. In this context, Banxico’s board of governors will pay
particular attention to "... the evolution of the exchange rate, the relative
monetary conditions between Mexico and the United States, and the evolution of
the slack in the economy...".

We maintain our view that the central bank's next move will be a hike,
immediately after the Fed. While Banxico’s central scenario seems to be of
economic activity weakness and inflation below target until year-end, the
prospects of higher rates in the United States pose a significant risk to exchange
rate and inflation levels in Mexico. Given this, we believe that Banxico’s next
move will be a rate hike, immediately after the Fed starts its normalization of
monetary policy in September 16-17. This implies that the central bank could be
raising rates at its next regular meeting on September 21. Recent measures taken
by the Foreign Exchange Commission give Banxico some leeway to wait for the
Fed to hike rates.
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