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The Fed prepared for more stimulus this year March 2, 2020

= The Coronavirus outbreak has triggered significant concerns about a www.banorte.com
more severe economic downturn worldwide @analisis_fundam

» Itisour take that the Fed will cut rates by 50bps in a one-off move in the Gabriel Casillas
next meeting to be held on March 18™ IRO and Chief Economist

. . gabriel.casillas@banorte.com
= We do not rule out a coordinated action among G7 central banks and

finance ministers, after tomorrow’s meeting Alejandro Padilla Santana
. . . . Executive Director of Economic
= However, we believe that while a strong message will be given, central Research and Financial Markets Strategy
banks might not act until their upcoming regular meetings alejandro padilla@banorte.com
»= This scenario also provides support to our view that Banxico will Juan Carlos Alderete, CFA

Director of Economic Research

. o ) 0
continue with its easing cycle, at least up to 6.50% juan alderete. macal@banorte.com

The Coronavirus outbreak has triggered significant concerns about a more
severe economic downturn worldwide. Although we are in an early stage of the
COVID-19 epidemic, investors are recalling the adverse economic effect of
SARS in 2002/2003. Back in those years China had recently entered the World
Trade Organization (December 11, 2001), but nowadays it represents a higher
share of global trade. At that moment, SARS-CoV cost nearly 1 percentage-point
of Chinese GDP, with a mild effect on the world’s economy (between 15 to
20bps). Today, this headwind is more relevant, as highlighted today by the OECD
inside its 2020 Economic Outlook, with a base-case scenario portraying a 50bps
effect on global growth. Beijing’s containment strategy has portrayed two clear
effects: (1) A significant disruption in the global supply chain, with firms working
at a low capacity; and (2) a strong shock in consumption dynamics (mainly in
Asia). It is worth stressing out that the quick propagation towards other countries
such as South Korea, Italy, Iran and Japan have resulted in a strong decline in
tourism and other services, standing as an additional negative factor to an already
weak economy in those regions. All in all, this new development has increased
the debate surrounding a possible global recession in 2021 and whether the
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negative consequences will be short-lived (i.e. the arguments of a V-shaped public
recovery vs a L-shaped situation).
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Despite COVID-19 threatening growth conditions in China and several other
regions, the United States has depicted now a more resilient performance. As of
today, this epidemic has resulted in a supply shock for the US economy, with
minor effects on the demand side. Indeed, recent data continues to support the
thesis of a full-employment economy. Nonetheless, it is still uncertain the extent
of any potential adverse effect in coming months.

The Federal Reserve is likely to offset recent worrisome market conditions
by easing its monetary stance by 50bps in a one-off move in the meeting on
March 18™. Although established principles of monetary policy suggest that the
effectiveness of central banks is undermined when accommodating supply
shocks, the Federal Reserve is facing today a big dilemma given the recent market
correction (e.g. a weekly sell-off in US equity markets not observed since the
great crisis of 2008/2009) and the possibility that the current health crisis could
result in a relevant decline in confidence among firms (i.e. affecting investment)
and consumers. In the aftermath of these concerns and the quick deterioration of
financial conditions in recent days, G7 MoF’s and central bankers have planed a
conference call for tomorrow to achieve coordinated actions to tackle the negative
economic effect of Coronavirus. We do not rule that this materializes after said
meeting. Regarding the Fed, the stakes are higher after last Friday’s statement
from Chairman Powell, ensuring economic agents and investors that the central
bank is aware of the risks associated to COVID-19 and will use its toolset to “act
as appropriate to support the economy™.

Moreover, we concur with papers released by the Bank of International
Settlements in recent years, arguing that credible central banks can use their
reputation (i.e. credibility) during supply shocks as they face a less clear tradeoff
between inflation and the output gap. This situation allows them to anticipate the
negative effects of supply shocks in the economy. Following all these factors, we
are changing our previous call of a neutral Fed in 2020 for a new base-case
scenario in which the FOMC will deliver a quick policy response by cutting its
target range for the Fed funds rate by 50bps on March 18" in a one-off,
preemptive move.
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The yield curve is pricing-in additional accommodation. Like previous
uncertain and highly volatile conditions, investors are ahead of the curve by
anticipating additional stimulus from major central banks to counterbalance the
economic and financial risks coming from the Coronavirus outbreak. In this
regard, the US yield curve is pricing-in slightly more than 100bps of rate cuts for
this year, with strong bets on the next two policy decisions, on March 18" and
April 29" (chart below, left). This backdrop of more policy accommodation, in
tandem with strong risk aversion, has resulted in Treasuries reaching new
historical lows in terms of yield to maturity, especially in long-term tenors (chart

below, right).
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This scenario provides support to our view that Banxico will continue with
its easing cycle, at least up to 6.50%. The current backdrop represents a
significant conundrum for the Mexican central bank. On one hand, the strong
depreciation of the currency poses risks for CPl dynamics (e.g. core
inflation/goods), to one of its more efficient transmission mechanisms (i.e.
expectations), and to the perception of financial stability among economic agents.
Since late 2018, the peso was outperforming other EM peers, supported mainly
by appealing carry gains. However, the peso has been strongly affected in the last
two weeks following negative news about COVID-19 and the risk-off mood in
global markets. During this short period, the Mexican currency has depreciated
against the USD in a significant fashion (5.7% from the lowest level of
USD/MXN 18.54 reached on February 14" and printing the worst performance
in the EM spectrum. This could result in a more cautious stance from Banxico
going forward. On the other hand, deterioration in economic conditions coming
from Coronavirus and the quick policy response from the Federal Reserve and
other major central banks gives Banxico’s Board leeway to continue the easing
cycle started in the second half of 2019. These combined forces reinforce our call
for two rate cuts (25bps each) in the next two decisions on March 26™ and May
14™ bringing the reference rate to 6.50% (our year-end call). However, we do not
rule out the need for additional stimulus if needed, especially considering the
current spread in short-term ex-ante real rates between the US and Mexico.
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GRUPO FINANCIERO BANORTE S.A.B. de C.V.

Research and Strateg

Gabriel Casillas Olvera
Raquel Vazquez Godinez
Lourdes Calvo Fernandez

IRO and Chief Economist
Assistant
Analyst (Edition)

gabriel.casillas@banorte.com
raquel.vazquez@banorte.com
lourdes.calvo@banorte.com

(55) 4433 -
(55) 1670 -
(55) 1103 -

4695
2967
4000 x 2611

Economic Research and Financial Market Strateg

Alejandro Padilla Santana

Itzel Martinez Rojas

Executive Director of Economic Research and
Financial Markets Strategy

Analyst

alejandro.padilla@banorte.com

itzel.martinez.rojas@banorte.com

(55) 1103 -
(55) 1670 -

4043
2251

Economic Research

Juan Carlos Alderete Macal, CFA

Francisco José Flores Serrano
Katia Celina Goya Ostos
Luis Leopoldo Lopez Salinas

Director of Economic Research
Senior Economist, Mexico
Senior Economist, Global
Economist, Global

juan.alderete.macal@banorte.com
francisco.flores.serrano@banorte.com
katia.goya@banorte.com
|uis.lopez.salinas@banorte.com

(55) 1103 -
(55) 1670 -
(55) 1670 -
(55) 1103 -

4046
2957
1821
4000 x 2707

Market Strateg
Manuel Jiménez Zaldivar

Director of Market Strategy

manuel.jimenez@banorte.com

(55) 5268 -

1671

Fixed income and FX Strategy

Santiago Leal Singer
Leslie Thalia Orozco Vélez

Senior Strategist, Fixed Income and FX
Strategist, Fixed Income and FX

santiago.leal@banorte.com
leslie.orozco.velez@banorte.com

(55) 1670 -
(55) 5268 -

2144
1698

Equity Strateg
Marissa Garza Ostos

José ltzamna Espitia Hernandez
Valentin Ill Mendoza Balderas
Victor Hugo Cortes Castro
Jorge Antonio Izquierdo Lobato
Eridani Ruibal Ortega

Director of Equity Strategy
Senior Strategist, Equity
Senior Strategist, Equity
Senior Strategist, Technical
Analyst

Analyst

marissa.garza@banorte.com
jose.espitia@banorte.com
valentin.mendoza@banorte.com
victorh.cortes@banorte.com
jorge.izquierdo.lobato@banorte.com
eridani.ruibal.ortega@banorte.com

-1719
- 2249
-2250
- 1800
- 1746
-4000 x 2755

Corporate Debt
Tania Abdul Massih Jacobo

Hugo Armando Gémez Solis
Gerardo Daniel Valle Truijillo

Director of Corporate Debt
Senior Analyst, Corporate Debt
Analyst, Corporate Debt

tania.abdul@banorte.com
hugoa.gomez@banorte.com
gerardo.valle.trujillo@banorte.com

(55) 5268 -
(55) 1670 -
(55) 1670 -

1672
2247
2248

Economic Studies
Delia Maria Paredes Mier

Miguel Alejandro Calvo Dominguez

Wholesale Banking

Executive Director of Economic Studies

Senior Analyst, Economic Studies

delia.paredes@banorte.com

miguel.calvo@banorte.com

(55) 5268 -
(55) 1670 -

1694
2220

Armando Rodal Espinosa
Alejandro Eric Faesi Puente
Alejandro Aguilar Ceballos
Arturo Monroy Ballesteros
Gerardo Zamora Nanez
Jorge de la Vega Grajales
Luis Pietrini Sheridan

René Gerardo Pimentel Ibarrola

Ricardo Velazquez Rodriguez

Victor Antonio Roldan Ferrer

Head of Wholesale Banking
Head of Global Markets and Institutional Sales
Head of Asset Management

Head of Investment Banking and Structured Finance

Head of Transactional Banking, Leasing and
Factoring

Head of Government Banking
Head of Private Banking

Head of Corporate Banking

Head of International Banking

Head of Commercial Banking

armando.rodal@banorte.com
alejandro.faesi@banorte.com
alejandro.aguilar.ceballos@banorte.com
arturo.monroy.ballesteros@banorte.com
gerardo.zamora@banorte.com
jorge.delavega@banorte.com
|uis.pietrini@banorte.com

pimentelr@banorte.com

rvelazquez@banorte.com

victor.roldan.ferrer@banorte.com

(81) 8319 -
(55) 5268 -
(55) 5268 -
(55) 5004 -
(81) 8318 -
(55) 5004 -
(55) 5004 -

(55) 5268 -

(55) 5004 -
(55) 5004 -

6895

1640

9996

1002

5071
5121
1453

9004

5279
1454


mailto:katia.goya@banorte.com
mailto:jespitia@ixe.com.mx
mailto:hgomez01@ixe.com.mx

