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On hold but a hike still looms for 2018

Banxico’'s board announced today its decision to hold the
reference rate at 7.75%

It is worth noting that there was one dissenter, who voted for a
25bps hike

In our opinion, the statement signals that the monetary authority
will likely hike the reference rate by 25bps to 8.00% before year-
end

Our view is based on the expectation that inflation will continue to
overshoot the central bank’s forecasts, ending the year at 4.8%,
while the FX will remain highly volatile amid a highly uncertain
backdrop

The linguistic analysis of the statement shows the improvement in
the scenario for growth, reducing the relative weight of the word
“risks” and “uncertainty” vs. the previous statement, while the
words “Canada” and “agreement” appear as a reference to the
end of the NAFTA renegotiation. Nevertheless, the relative weight
of “inflation” also increased in the overall word count

Negative market reaction to Banxico’s hawkish hold, with
conditions in favor of our trade ideas of long positions in the CPI-
linked Udibono Jun’22 and buying USD in dips
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As expected, Banxico remained on hold, but with a split decision. The cénfrp:l bank
just announced its decision to maintain the reference rate at 7.75%, in line with ‘t'>otH
our expectations and the market. As already mentioned throughout our publicoﬂons:
we considered this decision was a tough one for the central bank, which is reflected
by the fact that one member voted in favor of a rate hike. Moreover, we now believe
that Banxico is ready to hike again before year-end, leaving the rate at 8%, to then
remain on hold in TH19.

A more hawkish tone on inflation and a highly uncertain external backdrop. We
perceived a hawkish tone in the communiqué as the monetary authority is worried
about a highly uncertain global outflook, with a negative balance of risks for inflation
despite the fact that the NAFTA (now USMCA) negotiation ended, thus reducing
uncertainty on FX and growth prospects. Banxico considers that the balance of risks
for inflation maintains an upward bias on the back of “...additional upward pressures
on energy prices, as indicated by the futures prices of some of these products;
escalating protectionist measures worldwide that could affect inflation negatively;
and, greater-than-anticipated levels of public expenditure...”. Moreover, it mentions
the risk that wage negofiations could impact inflation if not consistent with
productivity gains, while concerned about potential pass-through to other prices in
the economy from the so considered “temporal” pressures on energy prices.

Our inflation view argues in favor of a rate hike before year-end. We recently revised
up our YEI18 estimate from 4.3% to 4.8%, above the consensus of 4.5% according fo
this week’s central bank survey. This was driven by an upward revision of our
expectations for energy prices, while our FX forecasts include the possibility of short-
term pressures that could eventually delay the convergence of inflation towards the
target. In this respect, we would expect a rate hike of 25bps, taking the rate to 8.00%
before year-end, bearing in mind that our forecasts overshoot those of the central
bank, as presented in its latest Quarterly Report, as shown in the table below.
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Banxico did not decouple from the US Fed. In fact, in the communiqué they talk
about the possibility of inflation pressures in the U.S. stfemming from reduced slack, in
line with our view that the Fed will hike 25bps for the fourth time this year in
December, to then continue hiking in 2019. It is worth noting that this is the first time
that the Mexican monetary authority did not respond to a Fed hike since the
normalization process started at the end of 2015. Nevertheless, it maintained the
relative monetfary stance as the second most important factor to consider when
making decisions. In our view, Banxico cannot fully decouple from the Fed in the
midst of a highly uncertain and volatile scenario for emerging markets. In this context,
the rout in Treasuries over the last couple of days induced pressures in the Mexican
peso and other EM currencies, with the former adjusting from around USD/MXN18.80
to 19.12, while the 10y Mbono rate was pushed higher by 9bps.



On the other hand, growth seems to be rebounding. In their last mee‘ring,’ The' Board
seemed more worried about activity levels after the slight contraction in*GDP+in 2‘@183
In our view, they now seem a bit more upbeat about growth, considering that Thé
end of NAFTA negofiations will substantially reduce uncertainty. Moreover, recent
reports have provided tentative signs of an improvement. In particular, the monthly
GDP proxy (IGAE) for July posted a 3.3% yoy increase from +1.2% in the previous
month. This improved outlook is backed up by stronger performance in construction
and retail sales, among others. In addition, trade balance figures for August seem to
validate this trend, given a better performance of manufacturing exports and
stfronger consumption-goods imports. In addition, the recovery in IMEF's PMIs,
particularly in the new orders and employment components, round-up our view of a
stronger activity in 3Q18. However, we expect growth in 2019 to be impacted by a
slowdown in government spending, both due to a base-effect, as well as
bureaucratic bottlenecks commonly experienced during the first year of a new
administration. In this sense, we expect a 1.8% yoy growth in 2019, vs. 2.1% for 2018.

All in all, a more hawkish communiqué suggests the monetary authority is not done
hiking rates yet. The scenario going forward is still highly uncertain, more so on the
external front where upcoming mid-term elections in the U.S. could have an unknown
impact on financial markets. Moreover, trade tensions (parficularly between the US
and China) could extend further, while the Fed is determined to continue with ifs
normalization process. On the domestic front, the new administration is due to
present its budget plans for 2019, which we expect to prove their commitment to
fiscal responsibility. Nevertheless, we expect pressures on energy prices fo keep
building in the short term, likely pushing inflation to our year-end forecast of 4.8%. In
this complicated contfext, and assuming the exchange rate stays volatile, we expect
Banxico to hike the reference rate 25bps to 8.00% before the end of 2018, to then
remain on hold during the first half of 2019 in an uncertain environment with lower
growth.

From our fixed-income and FX strategy team

Negative market reaction to Banxico’s hawkish hold, with conditions in favor of our
trade ideas of long positions in the CPI-linked Udibono Jun’22 and buying USD in dips

In line with our most recent call, Banxico decided to stay put today, leaving its
reference rate unchanged at 7.75%, with a split decision (4-1) and a balance of risks
for the economy and inflation that the market has interpreted, among other things,
as a more hawkish filt from the central authority. Board members held their strong
concerns about inflation dynamics, a complex external backdrop (especially for EM)
and a more restrictive language from the Federal Reserve, which has increased
market’'s implied probability of a rate hike in the last quarter of this year from 32% to
56%. In the aftermath of today’s policy decision the Mexican yield curve registered a
9bps sell-off, while the peso continue frading with a negative performance in tandem
with the rest of EM. In terms of strategy, we hold our frade idea of long positions in the
CPI-linked Udibono Jun'22 and confinue recommending buying USD in dips. More
details in our “Fixed-Income and FX Weekly” <pdf>, published on October 1st, 2018.

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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