Banxico minutes - Hawkish tone highlighting
a higher pass-through

= Banxico published today the minutes of its monetary policy meeting
held back on September 29, in which the board decided unanimously
to increase the reference rate to 4.75% from 4.25%

= The discussions focused on the following topics:

(1) Banxico increased the reference rate in order to counteract
inflationary pressures arising from the depreciation of the Mexican
currency;

(2) Banxico’s monetary policy will continue to be subordinated to the
Fed’s monetary policy

(3) Core inflation has maintained an upward trend as a result of the
exchange rate depreciation, which implies that the balance of risks
for inflation has deteriorated; and

(4) Even though the balance of risks for growth deteriorated over the
previous meeting, several members highlighted the possibility of
greater demand-side pressures;

= Looking ahead, we continue to forecast a highly volatile exchange rate
market, amid geopolitical risks in 4Q16

= We maintain our view that Banxico will increase the reference rate by
25bps in December, leaving it at 5% by year-end

Minutes with a hawkish bias. Banxico released today the minutes of the
monetary policy meeting held two weeks ago (September 29), in which the
board unanimously decided to increase the reference rate to 4.75% from 4.25%.
The discussions focused on the following topics: (1) Banxico increased the
reference rate in order to counteract inflationary pressures arising from the
depreciation of the Mexican currency; (2) Banxico’s monetary policy will
continue to be subordinated to the US Fed own monetary policy; (3) Core
inflation has maintained an upward trend as a result of the exchange rate
depreciation, which implies that the balance of risks for inflation has
deteriorated; and (4) even though the balance of risks for growth deteriorated
over the intermeeting period, several members highlighted the possibility of
greater demand-side pressures.
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Banxico increased the reference rate in order to counteract inflationary
pressures arising from exchange rate pass-through. Within Banxico’s
monetary policy minutes, the majority of the board mentioned that even though
the Mexican economy decelerated in the first half of the year and inflation
remains below target, the balance of risks for inflation has deteriorated as a
result of the depreciation of the Mexican peso. In this context, all members of
Banxico’s Board agreed that: “... as a result of higher inflationary pressures,
we considered necessary to adjust the monetary policy in order to counteract
them and keep inflation expectations well anchored... ”.

Looking ahead, Banxico’s monetary policy will continue to be subordinated
to the Fed’s monetary policy. In this regard some members commented on the
difficulty of assessing the Banxico’s future monetary stance. In particular, one
member commented that ... taking into account the close relationship between
the two economies (Mexico and the US) and the degree of openness of the
Mexican economy to national and international financial markets, an
adjustment of the reference rate in the United States without a response of
Mexico’s monetary policy could lead to disorderly capital outflows with
consequent risks to inflation and financial stability ... ”. In this regard, another
member highlighted that: “... monetary policy should facilitate an orderly
adjustment in interest rates, especially before the decompression process of the
term premium that accompanies the process of the Fed’s monetary policy
normalization process, although the perception that the long-run rate in the
United States might be significantly lower gives leeway to Banxico’s monetary
stance... ”.

Short-term deterioration of the balance of risks for inflation. Most members
highlighted that the balance of risks for inflation in the short-term deteriorated
in the intermeeting period. Most members said that “...exchange rate pass-
through to merchandise prices has become more evident in recent weeks, with
annual rates close to 4%...”. In addition, most members emphasized that
“...given the uncertainty associated with the external backdrop, an additional
depreciation of the exchange rate could affect inflation expectations ...”. The

board agreed that the main upside risk to inflation is the exchange rate.

Increased demand-side pressures on prices. While the central bank felt that
the balance of risks to economic growth deteriorated over the intermeeting
period, some members commented on the uncertainty that persists in assessing
the degree of slack in the Mexican economy. In particular, one member
commented that “...under the current circumstances, it has become very
complicated to assess the economic cycle, not only because of the uncertainty
surrounding the measurement of potential output, but also because of the phase
of the cycle itself, with the output gap probably now very close to zero...”. In
this regard another member alluded to widening of the current account deficit,
which also represents a risk to the inflation outlook.
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We expect a 25bps rate hike in December. As we mentioned in our previous
publication, looking ahead, we continue to forecast a highly volatile exchange
rate market, given: (1) The US elections; (2) the volatility in oil prices; and (3)
the expectation of a 25bps hike in the Fed’s fund rate in December. Regarding
the US election, our base case scenario is that Hillary Clinton will win the
elections, thus we believe that Banxico will increase by 25bps the reference rate
in December to 5% (vs our previous 50bps hike call). However, if Donald
Trump wins the election, we believe that Banxico will probably increase by
75bps the reference rate at its November, and then again at December’s meeting
to 6.25%. If the US election yields a controversial result for any of the
presidential candidates, we believe that Banxico will probably wait until
December to adjust the monetary policy.

From our fixed income and FX strategy team:

Banxico aware of the risk factors surrounding the peso and its likely effect
on CPI. Banxico’s minutes depicted a hawkish bias, paying close attention to
the combination of external and internal factors that could bang up the
performance of the Mexican peso and therefore result in second order effects on
inflation. The central bank’s assessment on inflation and growth suggests that
the short-end is fairly price in, with an implied cumulative rate hike of 16bps by
year-end and 37bps in the 6-month ahead. On the other hand, current conditions
support the thesis that yield curves in the US and Mexico could remain in a
steeper trend. As a result, we hold our trade idea of a 5y10y steepener in the
THE-IRS curve with entry level of 35bps, target of 50bps, stop-loss of 25bps
and currently trading at 47bps. Additional details in our research note “Trade
idea: 5y10y TIIE-IRS steepener” <pdf>, published on October 5", 2016. In the
FX market, the MXN is 0.7% weaker on the day to 19.05 per dollar, impacted
along EM (except Europe) and extending its losses modestly after the release.
We highlight the Board’s comments that peso weakness has also been driven by
internal drivers, particularly concerns over the fiscal position. Since Tuesday we
have recommended buying USD/MXN when it was trading around 18.90, a
stance we reiterate as we maintain a cautious approach before the US election as
we see limited room for a further leg down on the back of expectations of higher
volatility in the short term.
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