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Banxico - Closer to easing, but not quite
there yet

Banxico’s Board announced today its unanimous decision to maintain
the reference rate at 8.25%, in line with our expectations and consensus

In our opinion, the tone was more dovish when compared to the
previous communiqué and similar to that of the latest Quarterly Report,
but less than markets were expecting

In terms of growth, the central bank said activity kept showing low
dynamism at the start of the year, in line with their previous assessment
that the moderation at the end of 2018 could extend further

Regarding inflation, the central bank maintained that the balance of
risks is still skewed to the upside, even if acknowledging that some of
the downside risks have intensified

As expected, the central bank also addressed the recent dovish shift of
the Fed and the prevalence of some risks factors, such as those related
to Mexico’s and Pemex credit rating

In this regard, the linguistic analysis show a higher relative weight
about “risks” and “conditions”, while “prices” took a less prominent
role

We continue to expect that Banxico will start an easing cycle on its June
27th meeting with a 25bps rate cut. In addition, we believe that
cumulative cuts during 2019 could amount to 50 or 75bps

Local rates adjustment with Banxico’s tone coming less dovish than
market expectation
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Reference rate unchanged at 8.25%, as expected. The central bank
announced its decision to keep the reference rate unchanged at 8.25%, in line
with our expectations and consensus. As in the previous meeting, the decision
was unanimous. More importantly, we consider that the tone of the statement
was more dovish when compared to the previous communiqué but similar to the
latest Quarterly Report; however, it was less than what markets were pricing-in.

Banxico recognizes the Fed’s dovish shift. Regarding the international context
and as expected, Banxico recognized the recent dovish shift by the Fed in terms
of its forward guidance (dot-plot showing no expected hikes for this year) and
the balance sheet normalization strategy. This led to higher risk appetite and
financial inflows to emerging markets. Moreover, they stated that global growth
and headline inflation have decline in major developed economies and some
EM, so among the main external risks is a steeper-than-expected deceleration,
along trade tensions, Brexit and geopolitical risks.

The balance of risks to growth remains to the downside. Broadly speaking,
the tone regarding economic activity remained unchanged, confirming that the
soft patch from the end of 2018 has extended to the beginning of this year. It is
worth noting that the central bank had already anticipated this, while saying that
slack conditions had relaxed further in the first months of 2019. As a result, the
balance of risks remains skewed to the downside.

Still cautious on core inflation. In our view, Banxico remains relatively
cautious on the outlook for inflation and its expectations, although they
recognized the strong decline in the non-core component. Regarding this, they
warned that some of the factors that have led to the steep decline in the headline
index have started to revert, particularly energy prices. In addition, core
inflation remains the main concern, maintaining that it keeps showing resistance
to the downside. In this context, it is worth mentioning that the Board referenced
core inflation expectations for the first time (as far as we know), stating that
mid-term expectations have increased from 3.42% to 3.50% while long-term
measures picked up from 3.30% at the end of 2018 to 3.40%. As a result, they
said that: “...Although there has been an intensification of some of the downside
risk factors, there are still others that might put upward pressure on inflation in
greater magnitude and make it deviate from its foreseen path. For this reason,
the balance of risks for the forecasted trajectory for inflation still remains to the
upside, in an environment of high uncertainty...”.

Some macroeconomic risks still on the horizon. After stating in the previous
communique that Fitch had downgraded Pemex’s credit rating, the central bank
said that among the noteworthy risks factors still in the horizon for Mexico’s
economy are those related to the oil company’s and even the sovereign credit
rating. Among others, this has led to an additional discount or risk premium for
domestic assets, even if more favorable conditions prevailed in international
financial markets that contributed to the positive performance of local markets.
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We continue expecting Banxico to start an easing cycle on its June 27"
meeting with a 25bps rate cut. In our view, Banxico’s attention remains on
three issues: (1) The outlook for economic growth; (2) the path of inflation; and
(3) the financial stance of Pemex and its implications for both the company and
the sovereign credit rating.

On the first two factors our base-case contemplates a further moderation in
economic activity, while price dynamics will continue to be favorable,
particularly for the non-core index. Regarding the former, we expect that the
impact from recent supply shocks will materialize with greater strength in
February (as suggested by trade balance figures), taking into account that
January’s IGAE did not show a meaningful deceleration (+0.2% m/m). On top
of this, the recent downturn in global economic activity supports our expectation
that growth will be more moderate in comparison with 2018.

On inflation, our forecast contemplates a downward path towards the target,
ending the year at 3.5% (refer to the chart below). In this respect, it is very
relevant to take into account the new energy pricing policy that aims to maintain
prices constant in real terms. In this context, we have already seen the policy in
action, with the renewed fiscal stimulus to fuel excise taxes (IEPS) starting in
early March and that could start to show results as soon as in the second half of
the month. With core inflation stable and headline inflation declining in a
context of lower demand-side pressures due to the deceleration of growth, it is

our take that price dynamics will also allow the central bank to cut rates.
Inflation forecasts
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Although these two factors would be enough to start cutting rates in the near
future, we recognize there are still some lingering concerns, highlighting the
recent revision to the country’s credit outlook by S&P Global Ratings, as
suggested in the communiqué. Nevertheless, we maintain our view that the new
federal administration will maintain healthy public finances, willing to adjust its
spending policy if risks arise that compromise the fulfillment of its targets. This
would help ease concerns about the sovereign credit rating, which we see
standing at BBB+ (or equivalent) for the rest of the year.
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Moreover and equally important, on Pemex we think that the partial use of the
stabilization fund as well as the capitalization program announced earlier in the
year are steps in the right direction to address the company’s financial
challenges, which will eventually lead to a less uncertain outlook in terms of
idiosyncratic risks. For details, see: “Partial use of the Stabilization Fund —
Another step to strengthen Pemex”, <pdf>, March 22, 2019.

As we expect these risks to be tacked in the near future, it is our take that the
central bank will start an easing cycle in the June 27th meeting with a 25bps cut
to 8.00%, with room for a cumulative 50-75bps reduction in the reference rate
during 2019.

From our fixed income and FX strategy team

Local rates adjustment with Banxico’s tone coming less dovish than market
expectations. Banxico stayed put today, in line with our expectations, depicting
a similar bias in respect to its last communications but less dovish than the
market’s positioning. In this sense, it held a balance of risks for growth skewed
to the downside and pointed that upward risks for inflation persist. On the other
hand, the central bank stressed out the change in rhetoric from the Federal
Reserve towards loose monetary conditions going forward, giving strong leeway
in terms of the relative monetary policy between both countries (i.e. the spread
between short-term ex-ante real rates hovering around 394bps, with nearly
100bps of additional premium). As a consequence, Mexican rates depicted a
significant reaction, registering a 1-3bps sell-off for Mbonos which were trading
with a rally up to 4bps before the decision. Moreover, TIIE-28 swaps also
reverted the appreciation seen before Banxico which reached up to 4bps, then
averaging a 7bps sell-off. As of today, the yield curve is pricing-in -16bps of
implied cumulative cuts in 2Q19, -26bps in 3Q19, and -51bps for the entire
2019. In a two year horizon, the market is discounting a repo rate 108bps lower
by 2020-end. We acknowledge that current conditions are favorable for interest
rates worldwide and this backdrop will be beneficial for the Mexican yield
curve. This will result in market participants that will hold a significant
exposure in local bonds. Nevertheless, we see a valuation for local assets that
has become more expensive. As a result, we suggest waiting for better entry
levels for new directional long positions in Mbonos, with greater preference in
the 10- and 20-year area.

Regarding the FX market, the Mexican peso depicted a moderate reaction to
today’s decision holding a price action fairly close to 19.35 per dollar (+0.1%).
The cross has recently underperformed on the back of pressures focused on the
EM spectrum coupling to some recovery in the USD. In this context, yesterday
we closed our short-term trade recommendation on USD longs, with an entry
level of USD/MXN 18.89 having reached its target at 19.35. For more details
please consult: “Mexico: Profit taking in our long USD short term tactical trade
idea”, <pdf>, released yesterday.

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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https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20190322_Pemex_Plan.pdf
https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/estrategiasemanalrentafija/20190327_ProfitTaking.pdf
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