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Banxico published today the minutes of the meeting held last
September 28, in which the board of governors unanimously decided to
maintain the reference rate at 7%

We perceived a more hawkish tone in today’s minutes vs September’s
communiqué, where we highlight the following issues discussed at the
meeting:

(1) Several members highlighted the possibility of making upward
adjustments to the reference rate, given the greater likelihood of
some of the inflation risks mentioned throughout the document
materializing

(2) One member highlighted that market’s expectations of two rate
cuts in 2018 are “...not realistic and may be considered careless...”;

(3) However, most members stressed out that there has been a
significant appreciation of the Mexican peso and an anchoring of
inflation expectations, which “..means that the main transmission
channels of monetary policy are fully operating”

(4) The restrictive monetary policy implemented since 2015 will
continue to influence inflation dynamics, allowing for an orderly
adjustment in relative prices

(5) The balance of risks for inflation deteriorated due to the impact of
the uncertainty regarding an “..adverse outcome of the NAFTA
negotiations ...”

In our view, Banxico will keep the reference rate unchanged for the
remainder of the year, considering that we estimate that inflation has
already reached its maximum level in August, and will maintain a
downward trend during the rest of the year

In this context, we believe that Banxico’s board will change its current
stance with Governor Carstens’s exit in November

In addition, it is our take that it’s highly likely that the current
complexities will fade away by 2H18, which in addition to CPI inflation
converging to the target, could open up easing space for Banxico

In this regard, we continue to anticipate a reduction of 100bps in the
reference rate throughout 2H18, with a total easing cycle of up to
200bps taking place between years 2018 and 2019
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From our fixed income and FX strategy team

= Following the release, Mexico’s yield curve is pricing-in -5bps of
accumulated implied movements in the repo rate of -5bps by 1Q18, -
12bps by 2Q18, -23bps in 3Q18 and -31bps in 4Q18. In our view the
market is complacent about the easing cycle’s kickoff, albeit with a
conservative terminal rate by 2018-end

= The Mbonos curve held gains in the mid- and long-end of around 1-
2bps, while the short-end was also broadly unchanged although losing
about 3bps on average. We highlight that short maturities in the TIIE-
IRS curve were pressured around 2-3bps, consistent with the more
hawkish bias observed in this release

= In our view, volatility could result in higher risk and term premiums
that could lead to better opportunities for long directional trades. In
this context, we believe relative value tactical strategies are more
convenient for now, especially steepeners in the TIE-IRS curve such as
2s5s (currently at -5bps) and 2s10s (+22bps)

= The Mexican peso did not react strongly, trading 0.4% weaker today at
18.78 per dollar and still lagging EM peers. Banxico’s more cautious
tone signals that carry levels may remain as a positive factor for MXN
for longer than expected by the market, particularly in relative terms

= Further increases in global volatility could keep weighing on MXN,
particularly if some of the adverse scenarios due to idiosyncratic risks
materialize. We maintain our recommendation of tactical USD/MXN
longs even if it means a negative carry, targeting the 19.00-19.30 zone as
its next potential target with an immediate resistance at the 200-day
MA of 18.84 per dollar

Disclaimer

The information contained in this document is illustrative and informative so it should not be
considered as an advice and/or recommendation of any kind. BANORTE is not part of any party or
political trend.
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