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= In our view the tone was dovish, similar to the communique and
yesterday’s 3Q19 Quarterly Report
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enior Economist, Mexico
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= We highlight an interesting debate about the balance of risks for Economist, Mexico
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= Comments about the relative monetary policy stance suggest that

Banxico will indeed decouple from the US Fed Santiago Leal Singer
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extending into 2020 with an additional 125bps of easing, likely front-
loaded during the first half and with the reference rate closing next year Leslie Orozco
at 6.00% Fixed Income and FX Strategist

leslie.orozco.velez@banorte.com
= The tone of the minutes is aligned to the market’s perception of future
actions from the central bank

Banxico in easing mode. Banxico just published the minutes of the meeting
held on November 14", in which the Board cut the reference rate by 25bps to
7.50%, in a majority vote (3-2). In our view the tone is dovish, similar to the
communique and yesterday’s Quarterly Report (QR), in which we saw
downward revisions in GDP estimates for 2019 and 2020 and a slightly better
outlook for headline inflation in the short term. For details, see: “Banxico QR —
Lower growth estimates reinforce the dovish bias”, <pdf>. Overall, we highlight
that the document suggests that virtually all members believe it is adequate to
continue reducing the reference rate. Nevertheless, high levels of uncertainty,
especially about the outlook for inflation and other global and domestic risks,
justify the need to continue easing at a gradual pace.

Gerardo Esquivel and Jonathan Heath were, once again, the dissenters. In

line with the previous decision, both favored a 50bps cut. Gerardo Esquivel kept

his reasons largely unchanged relative to the previous meeting, highlighting two

additions: (1) The reduction of some risks, both domestic and external; and (2) a

restrictive monetary stance despite inflation hovering around the target, which is Document for distribution among
the only case in Latam. public
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In addition, we highlight he said that ... Under the current economic conditions,
a 25-basis point reduction is not enough and comes in too late...”. Jonathan
Heath also kept most of his arguments largely untouched, adding emphasis on
the relative monetary stance, pointing that there has not been any effective
easing as other central banks have also cut rates. In this sense, he argued that
“...there is a wide margin of maneuver for the proposed reduction...”. Overall,
we consider that if a similar scenario to the current one prevails, both Deputy
Governors will continue pushing for 50bps reductions in coming meetings.

Are we in an easing cycle? Considering the arguments of the dissenters and the
document as a whole, we believe that we are indeed in an easing cycle, with the
debate among members mostly about the pace but not its direction. In particular,
we highlight one member’s comment stating that “...the forward guidance on
the monetary policy adjustment cycle should be subject to what the margins of
absolute and relative monetary policy stances suggest, as well as incoming data
and unexpected events...”. Moreover, the majority agreed that, under the current
environment of high uncertainty, it must be conveyed that monetary policy will
adjust prudently, contributing to an orderly and sustained convergence of
headline inflation to the 3% target. In our view, these comments (particularly
the words “cycle” and “adjust”) and the bias of recent decisions, suggest that
virtually all members see further rate cuts in the horizon, although the
magnitude will depend on the outcome of certain events, including those about
global monetary policy, financial stability risks, inflation and growth dynamics,
among the most relevant.

Economic activity still in stagnation, with concerns for the rest of 2019. As
reflected by revisions to estimates in yesterday’s QR, there already was a low
bar for growth by the time of the meeting, driven by the 3Q19 GDP print. In this
front, we observed a more detailed discussion in yesterday’s document,
outlining clearly the reasons behind these adjustments. In this respect, we
highlight that one member voiced concerns about the recent trend in services,
adding that “...stagnation throughout 2019 (...) is a cause for concern...”.
Looking further ahead, we also note an opinion about potential GDP, stating
that: “...weakness of gross fixed investment has had considerable implications
for the evolution of the economy’s capital stock and that its growth rate iS
estimated to intensify in 2019 the downward trend it has been showing over the
last years, with the consequent risks for potential growth...”. \We believe this
may be one possible driver behind the magnitude of the revision lower for 2020
and a relatively muted estimate for 2021, and the additional widening of the
output gap. Regarding the balance of risks, and as outlined yesterday, it still
biased to the downside, with the approval of USMCA potentially having either a
positive or negative impact depending on the outcome.
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Hot debate about the balance of risks for inflation. Recent communications
have avoided characterizing if the balance of risks is tilted to the upside, neutral,
or tilted to the downside. In our view, this is a direct result of high uncertainty
about the outlook, both in the short- and medium-term, a statement which was
agreed upon by the majority. In this respect, the minutes shed light about the
factors behind differences in opinion among Board members.

One member stated that the balance is equilibrated in the short-term, but in a
longer horizon could be more uncertain as dynamics have been characterized by
very low inflation at the non-core level coupled with resistance to the downside
at the core. Another argued this is not the case even in the short-term, given risk
factors such as Pemex’s financial situation and wage policy. He/she added that
although the room to cut has to be taken advantage of, it should be done
cautiously given these risks. Some comments were also made about prevailing
uncertainty over the magnitude of the minimum wage adjustment for 2020. One
said that considering the negative output gap, a stronger MXN relative to 2018,
negative annual growth in energy prices, and a modest increase in agricultural
goods prices, wages seem to be the variable contributing the most to the
resistance to the downside of core inflation. Given expectations of further
increases, this resistance could prevail even with lower levels of activity. On the
other hand, some stressed that a modest increase in headline inflation is
expected in 1Q20 as a result of base effects, calendar effects, and seasonality
—already reflected in yesterday’s updated forecasts within the QR—. Another said
the balance of risks is complex but, in his view, skewed to the upside. One
judged it as neutral given a substantial decline in risks during the year, mainly
on the back of an improvement in global financial conditions.

All in all, we believe this backdrop and differences suggest that monetary policy
adjustments will be cautious, gradually incorporating the latest information
available and responding to evolving economic conditions. In our view, the
majority of Board members is following what we have dubbed as “data-and-
events” dependency mode.

Overall risks have diminished, but they are still present. On the external
front, most members argued that trade tensions between the US and China had
diminished, coupled with a lower probability of both a hard Brexit and higher
trade tensions. Moreover, they said that a series of actions by global central
banks have helped reduce financial market volatility. Nevertheless, risks for the
global economy prevail, associated with trade and geopolitical factors, along
political and social uncertainty in some countries. On the domestic side, the
main comments were about Pemex and public finances. For the former, they
recognized the recent refinancing of external liabilities, recognized as favorable
by the market. Nevertheless, there are some lingering concerns on this front, as
“...the majority warned about Pemex’s business plan continuing to be a cause
of concern for the rating agencies...”. Regarding public finances, there were
more mixed comments, with one member saying that weakness in public
revenues could generate pressures, while another praised the financial stance of
the federal government.
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The document reaffirms that Banxico will decouple from the Fed. As usual,
the Board commented on recent monetary policy decisions from other central
banks, with most members stating that they do not expect additional adjustments
in the Fed’s stance. In this context, there was a concerted effort to make clear
that our country’s monetary policy does consider the Fed’s actions, but “...they
are not a determinant for monetary policy decisions...”. This matches with the
adjustments seen in the ‘factors to consider’ section in the statement as well as
in some comments by several members. In this regard, one member referenced
the easing cycles of other EMs, such as Brazil and Chile, which would allow for
a greater degree of monetary easing.

There seems to be two sets of views within the board. When cross-
referencing some comments scattered across the document with the part in
which Esquivel and Heath outlined their arguments, it’s relatively easy to
identify when they diverge from the rest of the board. Both Deputy Governors
build their case with some of the reasons previously outlined, while adding
some factors such as greater economic slack and the recent behavior of inflation
to push for a higher cut of the reference rate. On the contrary, the broad
consensus between Governor Diaz de Le6n along with Deputy Governors Irene
Espinosa and Javier Guzman, seems to point to the need of a prudent stance,
with gradual adjustments. In particular, one of them stated that the level of the
reference rate allows for the gradual reduction of the restrictive stance. Another
commented that despite the deterioration in the growth outlook, there is still
persistence to the upside in inflation expectations as well as uncertainty about
other risks factors, allowing for some reductions in the reference rate but only in
a cautious manner. Finally, the remaining member stated the monetary stance
should adapt to the current environment gradually, considering risks and
vulnerabilities the economy is experiencing and could face in the future. All in
all, the position outlined by these three members, as well as their voting patterns
relative to those of Esquivel and Heath, leads us to believe that 25bps cuts will
continue to prevail.

We expect Banxico to continue easing in 25bps steps. In particular, we
reiterate our call of a 25bps rate cut in December to 7.25%, extending into 2020
with an additional 125bps of easing, likely front-loaded during the first half and
with the reference rate closing next year at 6.00%. Moreover, we are more
confident that the pace of easing will be in 25bps clips as high uncertainty is
likely to remain. In our view, the difference in opinions about the most
convenient magnitude of rate cuts will continue to be the main focus. In this
respect, we do not rule out entirely a future shift, which will depend mainly on
the evolution of inflation dynamics and other risk factors, particularly as these
could have an important effect in financial conditions and variables such as the
Mexican peso, CDS levels, and local interest rates. Therefore, in our base case
scenario the central bank will continue its easing cycle, carried out in a prudent
manner.
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From our Fixed income and FX strategy team

The tone of the minutes aligned to the market’s perception of future actions
from the central bank. The minutes from the last monetary policy decision
from Banco de México have provided relevant information regarding the
discussions around the last rate cut two weeks ago, where the benchmark rate
was reduced to 7.50%. Minutes revealed, as expected, Deputy Governors Heath
and Esquivel as the dissenter voters, leaning for a 50bps rate cut. All in all, the
tone denoted in these minutes was consistent with the dovish bias conveyed in
the communiqué and yesterday’s Quarterly Report, with special stress in the
local growth dynamics in light of the most recent data. The local fixed-income
market depicted few reactions in the aftermath of this Thursday’s release in a
context where, in spite of thin liquidity on the back of the U.S. holiday, risk
appetite remains cautious. In this sense, the yield curve’s pricing holds its bets
for stimulus policies from Banxico extending, pricing-in implied rate cuts of
26bps for this year-end and 128bps for 2020, in line with our expectation of a
25bps rate cut on December 19" and a reference rate closing 2020 at 6.00%. In
terms of strategy and considering a foreign backdrop which has remarkably
affected local rates’ performance, we prefer to wait for better entry levels and
market conditions for new directional recommendations.

Regarding to the FX market, the Mexican peso is falling 0.6% to 19.65 per
dollar, finishing a week that has extended the pressures seen throughout
November, reaching new fresh lows not seen since October 3. The peso has
held a less fragile performance relative to other EM pairs, though it prints a
2.1% monthly sell-off against the USD. In our view, volatility associated with
foreign geopolitical premiums will combine with the currency’s implied rate
diluting as a result of Banxico’s cuts, holding a pressured trajectory for the
USD/MXN going forward. In this sense, we recently took profits to our short-
term tactical recommendation on USD longs at the 19.50 handle, now looking
for new attractive entry points for similar trade ideas. In technical terms, the
peso will find short-term supports the 19.75 area, with the main resistance being
the 200-day MA at 19.27.

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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Compensation of Analysts.
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Guide for investment recommendations.

Reference
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modifications and changes without prior notice; Grupo Financiero Banorte S.A.B. of C.V. does not commit to communicate the changes and also to
keep the content of this document updated. Grupo Financiero Banorte S.A.B. of C.V. takes no responsibility for any loss arising from the use of this
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