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decoupling from the Fed

November 14th, 2019 Statement Word Cloud

Source: Banorte with data from Banxico

Qﬂlmll
IIIGKII:II
IIIIBIBSI

s ﬁls'ks

Banxico decided today to cut the reference rate by 25bps to 7.50%, in
line with our call and market expectations

The decision was once again split, with two members voting in favor of
a 50bps cut, as we expected

In our view, the tone of the communique was more dovish than the

previous statement, given that:

(1) Banxico hinted that they will decouple from the Fed, continuing
with the easing cycle;

(2) They kept pointing to weakness in activity, below their expectations
and with the consequent widening of the output gap;

(3) The slight reduction in some financial stability risks, particularly
after measures aimed to address risks to the credit rating of both
the sovereign and Pemex

Our linguistic analysis showed a diminished importance of “risks”,
leaving the first place in terms of the most mentioned word, replaced
once again by “inflation”. We also highlight that “recent” appeared,
which we relate to the latest performance of growth and inflation

We maintain our view of an additional 25bps rate cut in December 19"
taking the reference rate to 7.25%. For 2020, we also reiterate our
expectation of an accumulated cut of 125bps, for a year-end rate of
6.00%

The minutes of this meeting will be released on November 28"

Banxico delivered a dovish cut, holding the market pricing for further
stimulus. We hold our view on a global and domestic backdrop
providing support for fixed-income securities
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Banxico cuts the reference rate by 25bps, to 7.50%. The decision was in line
with our call and market expectations, despite some analysts anticipating a more
aggressive action (50bps cut). This was certainly likely, as portrayed by today’s
split decision with two dissenters favoring this scenario, in line with
September’s outcome. We believe these votes were made, once again, by
Deputy Governors Jonathan Heath and Gerardo Esquivel. In our view, the tone
was more dovish than in the previous communique, as the Board: (1) Hinted
that they will decouple from the Fed, continuing with the easing cycle; (2) kept
pointing to economic weakness, signaling that GDP growth this year will be
below their expectations, with the consequent widening of the output gap. The
balance of risks remained tilted to the downside; and (3) a relative reduction in
financial stability risks, particularly the outlook for the credit rating of both
Pemex and the sovereign, with a higher likelihood of USMCA ratification in the
US. Despite of this, it is our take that the central bank remains cautious as they
keep seeing high uncertainty in various fronts, both external and domestic,
preferring to wait for more information and to remain prudent despite low
growth and headline inflation virtually at the 3% target.

Banxico signals that they will decouple from the Fed, continuing with the
easing cycle. In the communiqgue, the central bank acknowledged that the Fed
cut the fed funds range again by 25bps on October 30™. More importantly
though, they were careful also to point out that the Fed mentioned: “...in its
communications that such range is appropriate considering the risks faced...”,
in line with our view of a likely pause for the foreseeable future. In this respect,
the key adjustment was in the factors to keep an eye on, changing from “...the
monetary policy stance to that of the US....” in the previous communique, to
“...Mexico’s relative monetary policy stance in an external environment that is
still subject to risks...”. In our view, this signals that despite the pause of the
Fed, the central bank will keep easing, while looking more closely to its position
in comparison to other emerging markets, with ample room to cut at least
against regional peers given that short-term interest rate spreads are very wide
(see chart below).
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More dovish on growth, which has been lower than expected, with the
consequent widening of the output gap. Regarding growth, it is our take that
the central bank was significantly more dovish as it recognized that 3Q19 GDP
(-0.4% yoy; +0.1% dq/qg), remains limited, a situation observed for several
quarters (chart below, left). They also eliminated the phrase included in
September that they expected a slight recovery in economic activity for the
remainder of the year, anticipating a cut in their forecast range for GDP growth
this year, at 0.2%-0.7%, and in 2020, currently at 1.5%-2.5%. The balance of
risks for growth remains skewed to the downside. Moreover, they said that slack
conditions “...have widened more than anticipated...”, contrasting with the
previous statement stating that they were relatively unchanged. This is
consistent with our own calculations, with the output gap as of 3Q19 (using
preliminary GDP data) at -1.7%, below the -1.3% of the previous quarter (chart
below, right).
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Inflation still at the 3% target, with core inflation falling modestly. The
headline index was broadly unchanged from the previous decision, from 2.99%
in the 1% half of September to 3.02% in October. Nevertheless, we highlight
that: (1) Core inflation was still described with resistance to the downside after
falling modestly in recent months, going from 3.87% in April to 3.68%; and (2)
they did not modify the balance of risks despite a better-than-expected
performance of the headline and the hint of a slight reduction in their forecasts,
at least for 4Q19. which stand at 3.2% for the headline and 3.5% for the core.
Based on our expected path for the last two months of the year (see: “We revise
our year-end inflation forecast to 3.0% from 3.3%” <pdf>), we believe Banxico
could adjust the former modestly to the downside.

In our view, the most relevant change about core inflation was that, among the
upside risks, the possibility of strong wage increases that could lead to cost
pressures was placed as the second most important in the ranking, only behind
the resistance to the downside, and higher relative to the previous decision. This
signals that Banxico is keenly on watch and cautious about the announcement
about the magnitude of the minimum wage (MW) increase for 2020, which is
typically known between the end of November and the first weeks of December.
On the other hand, downside risks were broadly unchanged, although they
increased the relevance of slack conditions relative to lower variations in some
components within the non-core index.
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A slight improvement in financial stability risks. We noted comments about
lower trade tensions between the US and China, and that the probability of a
disorderly Brexit process has diminished. Additionally, when talking about the
rating of Pemex and the sovereign, they replaced the phrase “...to address the
deterioration...” for “...strengthening the credit rating outlook...”, in our view
recognizing recent measures taken with regards to the company, and the
recently presented 2020 Budget. Finally, they pointed to higher risk appetite and
the possibility of USMCA ratification as downside risks for prices due to their
potential effect in terms of an appreciation of the Mexican peso. In our view,
these subtle modifications suggest that the Board sees a slight reduction in some
short-term financial stability risks, allowing them to continue the easing cycle.

We reiterate our view of a 25bps rate cut in December, with the easing
cycle continuing in 2020. The more dovish tone of the communiqué reaffirmed
that the central bank is in the midst of an easing cycle. As mentioned above, we
identified some elements to support our view that Banxico will continue
reducing the reference rate, namely: (1) The signal that they will decouple from
the Fed; (2) the widening of the output gap and a slightly better inflation outlook
for the headline; and (3) the slight reduction of financial stability risks, both
external (trade war, Brexit, USMCA) and domestic (Pemex and the sovereign
credit rating). Although some of these point to the possibility of a more
aggressive easing path (50bps cuts), we continue believing that the monetary
authority will stay prudent, reducing the rate in 25bps steps.

This is mainly supported by two factors. First, the high level of core inflation
and its resistance to the downside. In this respect, Banxico acknowledged that
“...core inflation has persisted at high levels, albeit exhibiting a slight
reduction...”, with some of the most important factors in the balance of risks
focused in their impact on this component, including a possible depreciation of
the MXN. We do not see a material change in its underlying dynamics in the
short-term, which would justify Banxico’s prudent stance.
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Second, the high likelihood of a significant increase in the minimum wage
(MW). We see as highly relevant the reshuffling of this risk to the second most
important place in the ranking. Given higher-than-average increases in the last
three years, coupled with the preference for significant hikes by the new
administration, we believe concerns will be focused on this front and won’t
dilute soon.

Going to 2020, we still expect an additional 125bps of easing, taking the
reference rate to 6.00% by year-end, front-loaded at the first half of the
year. The exact timing is still relatively uncertain given that: (1) The official
calendar has not been released yet —expecting it to be included in the 3Q19
Quarterly Report, to be published on November 27" and (2) a still uncertain
scenario, both globally and domestically. Regarding this, some of the main risks
we identify for next year include the US elections, with the possibility of an
additional round of attacks from Donald Trump in an attempt to bolster his
position with his electoral base. Other factors to keep track of include local
elections in some states, and the possibility of a global recession. In our view,
these could insert additional volatility to the MXN, which could be an additional
source of pass-through to core inflation, particularly as the carry advantage of
the currency erodes gradually.

From our fixed income and FX strategy team

Banxico delivered a dovish cut, holding the market pricing for further
stimulus going forward. With only one monetary policy decision left in 2019,
Banco de México reduced its benchmark rate 25bps to 7.50%, in line with our
expectation and under a split decision with two Board members leaning for a
50bps rate cut. In our view, the tone was more dovish than the previous decision
on September 26", in light of the economic growth assessment and the
decupling signaling from the Federal Reserve in terms of the relative monetary
policy stance. This situation confirms our vision about the execution of further
easing going forward. Particularly, we expect an additional 25bps rate cut on
December 19" and a total reduction of 125bps in 2020 distributed in 75bps for
the 1H20 and 50bps in the 2H20, leaving the repo rate at 6.00%. In this sense,
the market is currently pricing in 165bps of accumulated implied cuts for year-
end 2020. In the aftermath of Banxico’s decision, the local yield curve
experienced a flattening bias, with short-term interest rates closing the session
with an average adjustment of -2bps, while longer-term securities held a rally of
about 6bps, though limiting stronger gains throughout the day. This
performance took place with global markets depicting stronger appetite for
sovereign bonds and other safe havens, under a cautious risk exposure. Local
rates limited part of the pressures registered during this week that reached up to
16bps in the longer-end of the Mbonos curve as of yesterday, after a relevant
rally since mid-September that pushed the local risk premium towards its lowest
level since October 2018.
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On the latter, the 10-year spread between Mbonos and U.S. Treasuries stood
around 493bps since last week, a level from which it has bounced back towards
511bps today and with a 12-month median printing at 558bps. In spite of the
pause signaled by the Federal Reserve in terms of its easing cycle, we see a
global and domestic backdrop still supportive for fixed-income securities. In this
regard, we hold our trade recommendation in long position on Mbono Nov’47
opened on October 25", acknowledging the pressures this security has
experienced in previous sessions pushing it to 7.44% as of yesterday’s close,
finishing this Thursday at 7.37%.

In the FX market, the Mexican peso has underperformed in latest sessions,
mostly affected by a weaker scene in terms of several geopolitical premiums,
including few definitions in the U.S.-China trade agreements and other specific
themes such as Chile’s political scene which has affected the EM FX space in
broad terms. USD/MXN broke a consolidation channel defined between 19.02
and 19.26 registered since mid-October, reaching yesterday 19.53, its weakest
intraday level since October 10™. It is worth mentioning the fact that the pair
breached a number of technical barriers, among them the 19.26 area where the
200-day MA is currently located and 19.37 where the 100-day and 50-day MAs
converge. The currency exposed a positive reaction to Banxico’s decision,
closing the session at 19.32 per dollar, equivalent to a 0.2% appreciation, falling
from 19.49 at earliest stages of the day. In strategy terms, we hold our tactical
recommendation on USD longs, identifying USD/MXN 19.50 as an attractive
region for profit taking. We reiterate our estimate for year-end 2019 at 20.30 per
dollar and 21.30 for 2020, integrating among the main factors weakening the
peso, the currency’s implied carry erosion as spreads against U.S. rates and
other EMs tighten, together with a global geopolitical scene that we expect to
feed greater risk aversion phases into next year, chiefly guided by the U.S.
electoral agenda.

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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