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Banxico’s board announced today its unanimous decision to hike
in 25bps the reference rate leaving it at 7.75%

In our opinion, the statement suggests that the monetary authority
has left the door open to further hikes going forward, especidlly if
the exchange rate depreciates significantly

We now expect Banxico to maintain the reference rate at the
current level over a 18-months period

This implies a change vs. our previous view, in the sense that we
no longer think that the central bank will have leeway to cut rates

Nevertheless, we recognize that there is a high level of uncertainty
in the scenario going forward so we do not have enough elements
to forecast another hike, amid an expectation of inflalion ending
the year around 4.3% while we expect the USD/MXN to rally aofter
the election process

The linguistic analysis of the communiqué supports our view as it
shows a significant increase in the use of the words 'risks" and
"uncertainty" to describe the scenario
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As it has been the case in recent press releases, the moneta/ry ’
authority maintains the main factors to which it will remain vigilant in¢
the future in order to adjust monetary pdlicy. The evaluation of such
factors is asfollows:

1

*

(1) Potential pass-through from exchange rate fluctuafions: When
talking about the upside risks to inflation "... the peso exchange
rate continues to be under pressure due to an environment of
higher external interest rates and U.S. dollar sirength, and
uncertainty associated with both the NAFTA renegotiation and
Mexico’s elections... "

(2) Relative monetary stance between Mexico and the United
States: “...In the U.S., economic activily is expected to grow at a
sironger pace, partly in response to the fiscal stimulus
implemented, which, under conditions of reduced slack in the
economy, may lead to greater inflationary pressures..: "

(3) Condifions of slack in the economy: Banxico recognizes that
dynamismin 1Q18 economic activily "...caused some tightening
in the economy’s slack conditions..."

Regarding the balance ofrisks, the Board highlighted the uncertainty
surrounding the scenario, which implies that, for growth, risks
continue to be biased to the downside, while for inflation they
consider that “...the risk of inflation converging to its target at a
slower rate than that forecasted has increased...”

Although 12-month inflation has come down from 6.8% at the end of
2017 to 4.5% in May, we expect it to pick up in the next few months
given the increase in the prices of gasoline due to the driving
season, as well as the depreciation of the MXN. However, as the
reference price falls we anficipate that inflation will confinue to
converge towards the target, ending the year at 4.3%.
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From our fixed income and FX strategy team ’ & ’

Disclaimer

The yield curve flattened in the aftermath of Banxico’s decision to
increase its reference rate by 25bps with a hawkish filt within its
communiqué. The market is modestly pricingin a modest probability
of an additional rate hike this year

In terms of sirategy, we hold our rade idea of long positions on
floating+ate Bondes D. In addition, we have changed our
assessment about the Mbonos and TIIE-IRS curves, having a more
opfimistic view in the long-end as we acknowledge the sirong
likelihood of an additional flaftening bias

The Mexican peso is gaining 0.7% today to 20.21 per dallar, second
best in EM and with five siraight days apprecialing, reacting
positively to the communique as it fraded around 20.30 before the
release. In our view, expectailions of additional moves in the
reference rate due to the vigilant stance by Banxico in case of
further gains or losses in the currency would help reduce voldiility,
but would not be enough to change its overall direction

We remain without frading or directional positions for now, waiting for
better entry levels —around 21.00 per dollar- to assess MXN longs
given a significanlly improved valuation after the 10% loss
accumulated this quarter and a more favorable technical
posifioning. Nevertheless, we are wailing shonger signs of
stabilization in emerging markets, apart from cautiousness ahead of
the Presidential Election as short-term vols have indeed picked up
but do not signal very significant concerns about the event

The information contained in this document is illustrativeand informative so it should not be considered as an advice and/or
recommendation ofany kind. BANORTE is not part ofany party or political trend.
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