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Reference rate ends the year at 8.25%

Banxico’'s board announced today its unanimous decision to
increase the reference rate by 25bps to 8.25%

In our opinion, the statement continues to show a hawkish bias,
largely in line with the previous communiqué

We believe that the monetary authority has left the door open to

further increases, but we maintain our view that Banxico will remain

Delia P
elia Paredes on hold in 2019 and will only hike if necessary

Executive Director of Economic Analysis

delia.paredes@banorte.com . L i . .
= The linguistic analysis of the statement showed an increase in the

word “long” relative to the previous decision. We also noted the
appearance of the word “elevated” referencing both inflation and
risks. On the contrary, the relative weight of “risks” and “medium”
were slightly lower

Juan Carlos Alderete, CFA
Senior Economist, Mexico
juan.alderete.macal@banorte.com

Francisco Flores
Economist, Mexico

francisco.flores.serrano@banorte.com = Local rates and the MXN are acknowledging that Banxico is leaving

the door open for an additional hike if needed, although with less

Fixed income and FX Strategy conviction
Alejandro Padilla

Head Strategist - Fixed-Income and FX
alejandro.padilla@banorte.com

Santiago Leal
Strategist Fixed Income and FX
santiago.leal@banorte.com

Leslie Orozco
Fixed Income and FX Strategist
leslie.orozco.velez@banorte.com

Document for distribution among
public

December 20, 2018 Statement Word Cloud
ll.le stance__

cont i “ﬁi.economv
facto [eﬁees

November 15, 2018 Statement Word Cloud
furthermore

Xpectations
n..;::iuﬂ.i.ll? Im'..mnlt fg:lf:;ﬁﬂll

ter
,.,.'.gﬂ,ﬂ "s ssnevll;onnim E'Fecohllom

|III uuaner
mcreasesm m m.ireﬂ

Source Banorte

government @ ec[a“o.s
tclloliﬁﬁﬂm IIIIl:GI‘laIIIH

Source Banorte



mailto:leslie.orozco.velez@banorte.com

5 Ny
WE R .'-‘,, 4 '

’ » ®%eee

As expected, Banxico decided to increase the reference rate by 25bps to 8.25%. ] his ,’ vy x

decision was in line with both our expectations and the market. In contrast with the+
last decision in which Irene Espinosa voted for a 50bps rate hike, in this occasion there
was unanimity for hiking the reference rate. We maintain our view that Banxico will
remain on hold during 2019, but cannoft rule out the possibility of another rate hike in

case that conditions warrant an action in this direction.
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Inflation expectations take the spotlight. In our opinion, the statement continues to
show a hawkish bias, largely in line with the previous communiqué. In our view, the
focus is stronger on the deterioration of inflation expectations, with the recent
improvement in inflation and downside risks for economic activity taking a backseat.
In this context, we believe that previous communiqués had not stressed as forcefully
the concern over the increase in inflation expectations. In fact, the main argument
for today’s hike was that “...the environment of high uncertainty, in which the
balance of risks for inflation is biased to the upside and some of the risks that might
affect it in both the short and long terms have materialized, and in view of the
possibility that medium- and long-term inflation expectations may be affected...”.

The risk of an above-average minimum wage increase has materialized. In recent
days, the CONASAMI announced an increase to minimum wages (for details see:
“The National Commission for Minimum Wages agreed on a 16.2% increase for 2019",
December 17, 2018, <pdf>). Banxico considered that such measure “...in addition to
their possible direct impact, there is the risk that these bring about wage revisions that
exceed productivity gains and create cost pressures, affecting formal employment
and prices...". Moreover they advised that in order to sustainably increase the
purchasing power of wages other policies must be considered, in particular fostering
market competition in those sectors in which the poorest segments of the population
concenftrate their consumption basket

Risks from structural changes in the price formation process remain. Once again,
Banxico emphasized the risks to inflation in the medium- and long-term due to policy
changes. In particular, even though they considered that the government’s budget
for 2019 used a prudent macroeconomic framework —and recognized the favorable
reaction of local markets—, they stressed the need to effectively deliver on fiscal
goals. Moreover, they repeated that the current backdrop presents medium and
long-term risks that could affect the country’s macroeconomic conditions, its
capacity to grow and the price formation process.

Nevertheless, there could be some wiggle room in terms of lower growth and global
monetary conditions, particularly from the US Fed. For the Mexican economy, they
considered that slack conditions continue to be more ample than at the beginning
of the year, with economic activity moderating in 4Q18. In this respect, the balance
of risks for growth remains on the downside and has further deteriorated. Moreover,
global growth is also slowing down, probably more than expected. The inflation
outlook seems to have improved, at least globally, as a result of the recent plunge in
oil prices. In this context, they noted that financial conditions could keep tfightening,
although at a slower pace than previously anticipated.
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We maintain our view that Banxico will remain on hold in 2019. In our view, jﬁe ,’ v X
reference rate is already quite high and on restrictive territory in the midst of a-
deteriorated outlook for local and global growth. Moreover, the US Fed is likely to
continue tightening monetary policy, although at a slower pace. In fact, we now see
only two hikes in 2019 in the Fed funds rate (vs. three before yesterday’s decision). In
terms of inflation, we maintain our forecast that it will keep trending downwards to
3.5%yoy by year-end 2019, below market expectations. Nevertheless, we believe that
Banxico has left the door open for additional rate hikes and is biased fo keep
increasing the reference rate, if needed, particularly if the anchoring of medium- and
long-term inflation expectations is at risk. Lastly, we do not see a rate cut in the
foreseeable future, despite economic and inflation conditions in 2019 that could help
build the case for this scenario.
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From our fixed-income and FX strategy team

Local rates and the MXN are acknowledging that Banxico is leaving the door open
for an additional hike if needed, although with less conviction

The flattening of the Mexican yield curve in December contfinues (following the strong
steepening bias last month) supported by today’s highly expected rate hike (+25bps)
from Banco de México, with a policy communiqué that remains leaned to the
hawkish side. The central bank stressed out several factors that could derail the CPI
convergence path towards its goal, coming from external and internal risks. In this
regard, despite acknowledging lower inflation readings recently, board members set
once again the balance of risks for inflation tilted to the upside. Despite this, the yield
curve is pricing in slightly less than one rate hike in TH19 as Banxico also highlighted
the effect of slack in the economy and is aware that the Federal Reserve will be more
gradual regarding its policy normalization strategy next year. All in all, market
participants are recognizing that the central bank is leaving the door open for an
additional rate hike if needed, however with less conviction, especially when the
spread between Mexican and U.S. short-term ex-ante real rates continues widening,
currently at 471bps, granting Banxico leeway against additional normalization from
the Fed. As a result, the fixed-income market observed a modest reaction, holding
the earlier rally of 10bps, especially in mid- and long-term rates. Given these
dynamics we expect the recent appreciation of Mbonos to moderate and hold our
frade recommendation of long positions in floating-rate securities. In the FX market,
the peso confinues trading below the psychological barrier of USD/MXN 20.00,
relatively stable after Banxico's decision. In our view, current market conditions and
valuation are appropriate for long USD positions as a short-term tactical trade.

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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