Banxico QR - New estimates match the
recent dovish shift

= Banxico published today its 2Q19 Quarterly Report (QR)

= The release was accompanied by a press conference by Governor
Alejandro Diaz de Le6n

= We highlight that Banxico modified its growth and inflation estimates.
Specifically:

(1) Growth for 2019 was revised down from a range between 0.8-1.8%
(mid-point: 1.3%) to 0.2-0.7% (mid-point: 0.5%), below our
expectation of 0.8%

(2) The forecast range for 2020 was revised down by 20bps to
1.5-2.5% (mid-point: 2.0%; Banorte: 1.4%)

(3) Headline inflation for the next four quarters was lowered sharply,
while convergence to the 3% target was brought forward by one
guarter to 2Q20

= Among the relevant themes in the ‘grey boxes’, Banxico included: (1)
The impact of lower growth and higher wages on formal job creation;
(2) the summary of Pemex’s new business plan and recent credit rating
actions; and (3) an update on the long term estimate of the real and
nominal long-term neutral interest rate

= In our view, the document did not provide meaningful new information
about the outlook for monetary policy relative to what we already knew
from the latest communique, which showed a dovish tone

= Nevertheless, we believe downward revisions to growth and inflation
are consistent with our view of two additional 25bps cuts in the
remainder of the year, with the first in September and the second in
December

= Banxico’s bias arguing in favor of long positions in long-term Mbonos

We consider that the Quarterly Inflation confirmed a dovish tone, in line
with the latest policy statement. Banxico published today its Quarterly Report
(QR) for 2Q19. The release was accompanied by a press conference led by
Governor Alejandro Diaz de Leon. In our opinion, the tone of the QR was
dovish and very similar to what we perceived in the monetary policy statement
of the August 15" meeting. We believe that revisions on both growth and
inflation provide further support to our call of additional easing in 2019,
forecasting two 25bps cuts for the remainder of the year, one in September and
the other in December.

Significant decline in GDP growth forecasts for this year and 2020. For
2019, the range was cut to 0.2-0.7% yoy (mid-point: 0.5%), from 0.8-1.8%
(mid-point: 1.3%), below our expectation of 0.8% and consensus at 0.6%,
according to the latest Citibanamex survey.
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This was driven by three factors: (1) The downward revision for 2Q19 GDP in
the final release published last week, to -0.8% yoy (0.0% g/q). For details, see:
“2019 GDP stagnated, but avoids a ‘technical recession™, <pdf>. August 23",
2019; (2) more muted expectations about US industrial production growth; and
(3) Lower estimates for oil production than previously anticipated, which would
be a stronger drag on industry. In the press conference, Governor Diaz de Ledn
also noted the loss of dynamism in services and the slowdown in construction. It
is worth mentioning that we have already accounted for these two factors in our
forecast. For 2020, the range was cut 20bps, to 1.5-2.5% (mid-point: 2.0%),
higher than our 1.4%, likely influenced at least partially by a more favorable
base-effect given the differences in the estimate for the current year.

In line with our expectations, the central bank also lowered its current account
deficit forecast for 2019, from US$ 24.3 to 15.2 billion or 1.9% to 1.2% of
GDP, in the same order. This is mainly due to a more modest trade balance
deficit on the back of lower imports. For 2020, the CA deficit was also revised
downwards, to US$ 22.0 billion or 1.6% of GDP. Regarding employment, the
range declined by 80k and 60k jobs for this year and next, respectively, to 450-
550k and 590-690k, in the same order.

In this respect, we highlight the analysis in one of the ‘grey boxes’ about the
factors behind the deceleration in this year’s formal job creation. The main are:
(1) The stagnation in activity in recent quarters; and (2) the minimum wage hike
that took place in January 2019. The study concludes that for job growth to
accelerate, it is necessary to foster higher dynamism with public policies that
incentivize private investment and decrease domestic uncertainty. Moreover,
they said that it will be important to monitor additional exogenous increases in
the minimum wage, as subsequent hikes could have a more sizable impact on
formal job creation (depending on their magnitude) given that they affect a
higher share of total workers. In our view, the central bank will keep flagging
the upside risks for inflation and the price formation process that could result
from additional wage increases, particularly if these are not based on higher
labor productivity.

As a result and as previewed in the latest communique, estimates for the output
gap were decreased meaningfully, estimated near 2% below potential GDP for
the full forecast horizon (until year-end 2020), from around -1% previously. In
our view, this is one of the most significant dovish developments in recent
communications.

Banxico’s Forecasts Banxico’'s Forecasts
Current Report (2Q19) Previous Quarterly Report (1Q19)
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2019 2020

2019

2020

GDP (%) 02-07 15-25 GDP (%)

Employment _ _ Employment
(thousands) 450-550 590-690 (thousands)

Trade Balance -7.8 -12.1 Trade Balance

08-1.8
530 - 630
-13.5

(bn) (0.6% of GDP) (0.9% of GDP) (bn) (1.0% of GDP)

Current account -15.2 -22.0 Current account

243

(bn) (1.2% of GDP) (1.6% of GDP) (bn) (1.9% of GDP)

1.7-27
650 - 750

137
(1.0% of GDP)
-25.6
(2.0% of GDP)

Source: Banxico Source: Banxico


https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20190823_GDP_2Q19.pdf
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Lower inflation for the next four quarters, bringing forward the
convergence to the target to 2Q20. In particular, average inflation for 3Q19
was lowered 70bps to 3.3% yoy, while the estimate for 4Q19 stood 50bps lower
at 3.2%. However, core inflation estimates for these two periods edged-up by
10bps, to 3.7% and 3.5%, in the same order. We believe the latter adjustments
reflects recent dynamics in which non-core inflation has decreased considerably,
driven by lower agricultural and energy prices. These are also consistent with
our latest revision for year-end inflation, which we now estimate at 3.3%
(previous: 3.5%), below consensus at 3.6%. Equally important, the estimated
timeframe for convergence to the 3% target was brought forward by one quarter,
now expecting it at 2Q20 for both the headline and core components, in line
with our expectations.

Risks for the inflation outlook were the same as those outlined in the last
statement, in our view reflecting a more positive take and comfortable stance
despite a context in which uncertainty remains elevated. Considering both the
new estimates as well as these risks, we believe Banxico has more than enough
room to start an easing cycle, despite the reluctance of Governor Diaz de Ledn
to provide additional guidance. Regarding this, he stated during the Q&A that
the Board was very careful in this respect in the latest communiqué, finding
useful to gauge new information as it comes along, to not anticipate future
decisions, and the need to maintain a prudent balance going forward.

CPlI forecasts
% yoy, quarterly average

2019 2020 2021
Il 1} 1\ | Il [} v I Il

CPI

Current forecast 42 33 3.2 34 31 31 3.0 29 3.0

Previous forecast 43 4.0 3.7 3.8 3.2 31 3.0 3.0
Core

Current forecast 38 37 35 34 31 3.0 29 29 3.0

Previous forecast 3.8 3.6 34 34 3.0 3.0 3.0 3.0

Source: Banco de México, 2Q19 QR; *Observed data
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Fan chart: Headline inflation expectations Fan chart: Core inflation expectations
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Several important topics under review in the ‘grey boxes’. In our view, one
of the most relevant issues was Pemex’s new business plan. Although Banxico
refrained any judgment, we believe it is a concise and useful summary of both
the plan and the company’s financial position, especially in the eyes of the
rating agencies. In particular, they said some concerns remain among the three
main agencies since the plan was presented, although they have not taken any
additional action on the outlook or rating.

We think the emphasis on this subject is linked to the predominant role that the
company plays in the country’s public finances, along the impact that a rating
downgrade could have in the country’s financial conditions and stability. In this
respect, the central bank stressed that further fiscal support for the company will
entail equivalent adjustments in public finances for 2020 and 2021 to maintain a
solid macroeconomic framework. This is also relevant considering that, in the
latest communique, they added that “...It is also very important that the
Economic Package for 2020 generates confidence...”, which in hindsight is
likely related to this financial support along the high likelihood that tax revenues
could be below budget because of lower economic growth.

Another important section was the updated estimate of the level of the long-term
neutral real interest rate, or as it is known, r*. The investigation expanded on the
work presented in the 3Q16 Quarterly Report, in which the findings pointed to a
neutral value of 2.5% in real terms (range: 1.7-3.2%) and 5.5% in nominal terms
(range: 4.7-6.2%). Based on most recent data and using new models, the new
estimates stand at 2.6% (range: 1.8-3.4%) and 5.6% (range: 4.8- 6.4%),
respectively. In addition, the central bank stated that 87% of the previous range
is contained within the new one. As a result, it is our take that the new estimates
have relatively marginal implications for the monetary policy framework, which
in our view is very relevant considering the most recent changes in terms of
overall public policies. We also recognize this as a positive effort of the central
bank, providing additional transparency and enhancing communications of its
decision-making process.



We maintain our expectation that Banxico will cut the reference rate to
7.50% by year-end. In terms of the tone, we did not see significant changes
relative to the dovish bias that we had already perceived in the latest policy
statement. Nevertheless, downward revisions in growth and inflation forecasts
provide additional support to our view that Banxico will cut the reference rate
by 25bps in September 26", followed by a reduction of the same magnitude in
December 19™. As a result, the reference rate would end this year at 7.50%. For
2020, we expect additional cuts between 50 and 75bps, within an easing cycle
that we have previously argued could total between 125-200bps. Moreover, the
main risk to our call is that the central bank cuts only by an additional 25bps this
year, which in our view could materialize if financial stability risks, both
external and domestic, increase significantly. Among them, we highlight: (1)
Global trade tensions inducing still higher market volatility, impacting capital
flows and the exchange rate; (2) additional credit rating downgrades for Pemex
and/or the sovereign, remembering that Moody’s and S&P Global Ratings
currently assign a negative outlook to both; and (3) risks to the achievement of
fiscal goals on the possibility of a deterioration in public finances, although our
base-case is that the Federal Government will remain committed to sound fiscal
accounts, with adjustments along the way in terms of spending in case of lower
tax collection.

From our fixed income and FX strategy team

Banxico’s bias arguing in favor of long positions in long-term Mbonos.
Global markets have experienced a risk-off mode in August derived from,
among other geopolitical factors, an evident deterioration in the trade relation
between the U.S. and China which has ended in high tariffs for both countries.
This situation has joined heightened fears of a more severe global deceleration.
As a consequence, Mexican securities have been impacted in a number of
sessions, particularly visible in the case of the Mexican peso. In parallel, local
fixed-income performance has been supported by dovish central bank
maneuvers in a comprehensive group of peers including the Federal Reserve,
the expectation and delivery of a rate cut from Banxico on August 15", and
more favorable local inflation dynamics. In this sense, last Thursday’s inflation
report depicted an annual headline reading going from 3.72% to 3.29%, closer
to Banxico’s 3% target, and the lowest since December 2016. It is worth taking
into account that, back in April and May, annual inflation was hovering around
4.44%. In this context, and despite some sessions affected by the global
backdrop previously described, the Mbonos curve holds a positive balance
during the month, averaging a 34bps rally as of yesterday’s close. Meanwhile,
the local risk premium proxied by the 10-year spread between 10-year Mexican
and UST bonds holds contained when compared to more stressed phases during
the year, printing 557bps, a level that matches the 12-month mean.
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In this context, Banxico’s QR preserved a tone that validates the expectation of
additional rate cuts. It highlighted a relevant downward revision in its growth
and inflation forecasts, now setting its estimate for CPI to convergence to the
target in 2Q20. As a result, the Mbonos curve experienced a positive reaction
averaging a 4bps rally. The market is currently incorporating a more dovish
stance from the central bank for the following months, pricing in -53bps of
implied rate cuts for the remainder of the year and -167bps for 2020 close. In
this sense we call for two 25bps rate cuts this year, one in September and the
other one in December, whereas rate cuts in 2020 could range from 50bps to
75bps. Additionally, market inflation expectations have adjusted towards more
comfortable levels for the central bank, hovering around 3.3% in shorter tenors
and 3.8% in long-term breakevens, nearly 40bps lower from a month ago. This
situation suggests a valuation that has improved for real-rate securities;
however, we see nominal-rate positioning as more attractive. Hence, we hold
our trade recommendation of long positions in Mbonos of larger duration,
opened on August 16™ 2019, with a more attractive relative valuation in the
Nov’38 and Nov’42 tenors.

Regarding the foreign exchange, the low-rate environment worldwide allows
Banxico to normalize monetary conditions without affecting, for now, the
relative carry gains of the MXN vs. other currencies. This situation joins recent
comments from Governor Diaz de Ledn signaling that an orderly adjustment in
the real exchange rate would not be a concern for the central bank. As
previously discussed, we see the recent peso’s performance capturing the
complex foreign backdrop which has affected a wide spectrum of currencies,
pushing the pair to break the 20.00 psychological level, reaching up to
USD/MXN 20.13 on an intraday basis on Monday’s session, currently trading at
20.08 (-0.5%), slightly weaker in the aftermath of Banxico’s Quarterly Report.
The MXN technical structure suggests a floor formation within higher ranges,
and we expect the peso to remain in the short-term between 19.60 and 20.15,
acknowledging a relevant resistance at 19.80, with its price action conditioned
to the global risk appetite. Should the cross extend the current sell-off, the 20.30
handle will work as next support. We hold a negative bias for the currency,
reaffirming our year-end forecast at USD/MXN 20.30, which is higher than
current consensus at 19.69 in the last survey from Banco de México.

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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