Banxico’s 50bps hike, as a result of
higher inflation

Banxico just announced its monetary policy decision, in which the
board decided to increase the reference rate by 50bps to 6.25%, in line
with our forecast

We believe that Banxico’s 50bps rate hike was mainly explained by the
deterioration of short and medium-term inflation expectations

Moreover, Banxico did acknowledge that the balance of risk for

inflation deteriorated as a result of:

(1) The direct and indirect impact of the gradual liberalization of
gasoline prices in Mexico; although they highlighted the temporality
of the effect, which shouldn’t have a sustained impact on future
price dynamics; and

(2) The pass-through effect of FX depreciation to relative prices,
particularly regarding goods and services

Banxico also mentioned that the upside risks for their inflation outlook
stem from the second-round effects coming from the upward trend in
energy prices and the higher pass-through effect of the depreciation of
the Mexican currency

The central bank also emphasized that —given the current economic
environment—, one of its main goals consists in minimizing the above-
mentioned second-round effects, as well as maintaining inflation
expectations anchored

In this context, we believe that Banxico will increase the reference rate
by an additional 150bps throughout 2017

The minutes of today’s meeting (to be published February 19) and the
Quarterly Inflation Report (to be published March 1%) will provide
additional information in order to assess the timing and magnitude of
Banxico’s next rate hikes

In the aftermath of today’s communiqué, we continue acknowledging a
more attractive relative valuation in the mid part of the yield curve vis-
a-vis longer terms. The 5y10y slope in TIIE-IRS curve is reaching
interesting levels for a steepener position. We believe there is a more
attractive valuation in a 5y10y steepener, currently at 33bps. We wait
for a more attractive entry level of 30bps for trading this position as we
believe it could end 1Q17 around 45bps, especially when taking into
account the current level of the 5y5y forward rate at 8.07%, which in
our view is already taking into account a reasonable scenario in terms
of monetary conditions in coming years
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= The Mexican peso extended gains after the decision, from 20.42 per
dollar up to 20.3062 as its best intraday level and back to 20.34, +0.7%
on the day. The reaction was modest as markets were mostly
discounting this scenario. We remain on the sidelines for now, waiting
for more stable conditions for new directional positions albeit with a
positive backdrop for long MXN for trading purposes with a limited
risk exposure, possibly with an extension towards the support zone
ranging from 20.13 (Fibonacci level) to 20.22 (100-day MA) in coming
days

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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