Banxico to cut another 175bps during the rest
of the year, with the next 50bps very soon

=  Given the current backdrop, we now expect Banxico to cut the reference
rate by 175bps for the rest of 2020, to a level of 4.75% by the end of the
year, instead of our previous forecast of 5.50%

= We continue believing the next move will be a 50bps reduction before the
next scheduled meeting in May, which could happen as soon as this week

= A favorable combination of factors that could drive annual inflation to
converge faster towards the target, an economy resenting the impact from
the COVID-19 pandemic, and global central banks easing monetary
conditions in an accelerated fashion, offer a window of opportunity for
Banxico to act faster and more aggressively

=  Additionally, we lower our 2020 year-end inflation forecast to 3.2% from
3.6%

A more aggressive Banxico to the downside. Given the current backdrop, we now
expect Banco de México to cut the reference rate by 175bps during the rest of the
year (terminal rate: 4.75%; previous: 5.50%). Specifically, we continue expecting a
50bps reduction before the next scheduled meeting in May, although we now believe
it could be as soon as this week. Despite Banxico’s relatively prudent stance in the
minutes of the March 20" intra-meeting decision, in which the central bank cut the
reference rate by 50bps, we believe Board members fully recognize a very relevant
change in the current environment. A favorable combination of factors that could
drive annual inflation to converge faster towards the target (with risks of further
declines), an economy resenting the impact from the COVID-19 pandemic, and
global central banks easing monetary conditions in a more accelerated fashion, offer
a window of opportunity for Banxico to cut more aggressively. Moreover, we believe
the monetary authority will cut again, also by 50bps, in the meeting to be held in
May (to 5.50%), with an additional move of -75bps in June 25" (4.75%).
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Date Decision

February 13 -25bps
March 20 (out-of-calendar) ~ -50bps
May 14 -
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November 12
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Forecast adjustment on the back of a changing landscape. We recognize that the
accelerated speed in which local and global conditions have been changing provides
additional flexibility to the central bank to act when needed, independently of the
meetings scheduled in their calendar for 2020. It is also important to mention that the
short-term, real rate spread between Mexico and the US, when adjusted for different
levels of risk premia, provides an additional room of 175bps of cuts to prevent an
additional depreciation of the currency (i.e. via the erosion of carry). Nonetheless, in
these moments of risk aversion and unusual volatility, the latter has not been a factor
as relevant as it previously was for investors.

We lower our year-end inflation forecast to 3.2% from 3.6%o. In our view, there
are several factors that will help inflation decline towards Banxico’s target in the
short term. Among them, we highlight the strong fall in gasoline prices, a likely
decrease in prices for services —especially those related to tourism and airfares—, and
a relatively low exchange-rate pass-through from peso depreciation to prices of
goods, on the back of additional economic weakness —forcing companies to lower
their profit margins when experiencing higher costs, in order to maintain their market
share—. Some of these were already observed in the report for the 2H-March, with
headline inflation declining to 3.25% y/y from 3.70% in February. As a result, we
adjust lower our year-end inflation forecast, to 3.2% y/y from 3.6% (see chart below).
Core inflation would be an inch higher, at 3.7% from 3.5%. Regarding the latter, we
add pressures in goods (to 4.8%), acknowledging the pass-through effect, albeit
relatively modest given the high degree of economic slack. This would only be
partially compensated by services (falling to 2.5%), where we highlight significant
adjustments lower in airfares (-7.0%), and tourism services (-3.1%). Specifically, we
anticipate both a direct (travel restrictions) and indirect (weaker demand) impact to
these industries. On the other hand, non-core inflation would dip to 1.9% from 3.6%
before. Most of this would be driven by low-grade gasoline, plunging to -13.4% from
a previous year-end forecast of around +3.0%, while agricultural goods —particularly
meat and eggs— could see some temporary pressures due to supply chain disruptions.
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Well-anchored inflation expectations. Current CPI dynamics have led to a decline
in inflation expectations, both in analysts’ surveys and in market-implied measures.
In this context, the 3-year inflation breakeven (measured as the geometric difference
between the Mbono and Udibono) is currently at 1.95% from 3.02% at the beginning
of the year (chart below). We have also observed a strong fall of 92bps in mid-term
expectations (5-year at 2.36%) and -10bps in the 10-year tenor (3.25%). The
anchoring of mid- and long-term inflation expectations is another relevant factor in
Banxico’s reaction function, while it is considered as a signal of the success of the
monetary policy transmission channel.
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Lower bound of Banxico's target range

Banxico facing the global inertia towards more easing. Another important factor
for the central bank is its relative stance against the rest of the world. The COVID-
19 pandemic has wreaked havoc to the global economy, to such extent that central
banks and governments have unveiled unprecedented stimulus programs. In this
context, since the beginning of March —when the phase of the virus’ spread from
China to the rest of the world started to accelerate—, 63 central banks have cut their
reference rate (see chart below). They have also announced several quantitative
easing programs to provide liquidity to consumers and businesses. In this respect,
when comparing some emerging markets that naturally compete with Mexico in
terms of capital flows, we see that Banxico’s rate (both in nominal and real terms)
remains as one of the most attractive, providing some leeway that other central banks
do not have (table below). As a result, and even with the central bank recognizing
that the room for further easing is limited and that the most efficient response is fiscal
policy, it is likely that this global inertia gives the central bank a window of
opportunity to continue cutting.
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Accumulated reference rate cuts by central banks since March
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Performance of EM currencies and reference rates
c rfCU"enCY s S&P Reference rate Real rate
ountry pe 332,";3'5“(‘;,';’5‘ Rating %  Ain2020(pb) %
South Africa -15.3 BB 425 -225 -0.33
Mexico -9.9 BBB 6.50 -75 3.15
Turkey -8.8 B 9.75 -225 -1.89
Brazil -8.6 BB- 3.75 -75 0.44
Poland -5.8 A- 0.50 -100 -3.92
Czech Republic 5.3 AA- 1.00 -100 -2.32
Russia 2.8 BBB- 6.00 -25 M
Chile -2.6 A+ 0.50 -125 -3.12
Malaysia -14 A- 2.50 -50 1.18
South Korea 0.2 AA 0.75 -50 -0.25
Colombia 3.2 BBB- 3.75 -50 -0.11
Peru 3.6 BBB+ 0.25 -200 -1.54

Source: Bloomberg

Banxico to cut as much as possible, given the current backdrop. In our view, the
central bank is keenly aware of the complex conditions of the current crisis, resulting
in a more challenging trade-off in terms of the adequate level of the reference rate.
In this respect, we had already perceived some cautiousness among Board members
in the latest minutes about the possible magnitude of the easing cycle. Given current
conditions —including the relatively limited effectiveness of monetary policy to
counteract the impact to growth from the COVID-19 pandemic, the outlook for
inflation, and risks to financial stability and capital flows—, we estimate that Banxico
has about 175bps of additional room to cut the reference rate. In this respect, we
believe the monetary authority will act fast to decrease the rate by this magnitude,
with the reference rate ending reaching 4.75% by mid-year. Specifically, the
backdrop for both growth and inflation, along other central bank actions, provides
the central bank room to move more aggressively As a result, and as mentioned
above, we believe the next move will be a 50bps reduction in an intra-meeting
decision which could happen as soon as this week, followed by another 50bps in the
meeting to be held in May (to 5.50%), and with an additional adjustment of -75bps
in June 25" (to 4.75%). Nevertheless, the outlook is highly uncertain, which will
make the central bank’s decisions going forward more challenging.
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Policy rate actions by central banks since March
Key interest rates and changes in basis points

Change in Date of Change in Date of

Country Rate decision decision Y1 Country Rate decision decision Y1
Uzbekistan 15.00 -100 15-Apr-20 -100 Poland 1.00 -50 17-Mar-20 -50
South Africa 425 -100 14-Apr-20 225 Vietnam 5.00 -100 17-Mar-20 -100
Mongolia 9.00 -100 13-Apr-20 -200 Morocco 2.00 25 17-Mar-20 -25
Serbia 1.50 -25 09-Apr-20 -75 Tunisia 6.75 -100 17-Mar-20 -100
Poland 0.50 -50 08-Apr-20 -100 Pakistan 12.50 -75 17-Mar-20 -75
Israel 0.10 -15 06-Apr-20 -15 Turkey 9.75 -100 17-Mar-20 -225
Uganda 8.00 -100 06-Apr-20 -100 Armenia 5.25 25 17-Mar-20 -25
Kazakhstan 9.50 -250 03-Apr-20 25 Jordan 2.50 -100 16-Mar-20 -150
Sri Lanka 6.00 -25 03-Apr-20 -100 Chile 1.00 -75 16-Mar-20 -75
Chile 0.50 -50 31-Mar-20 -125 Egypt 9.25 -300 16-Mar-20 -300
Barbados 2.00 -500 30-Mar-20 -500 UAE 1.25 -75 16-Mar-20 -125
Canada 0.25 -50 27-Mar-20 -150 Saudi Arabia 1.00 -75 16-Mar-20 -125
Colombia 3.75 -25 27-Mar-20 -75 Bahrain 1.00 -75 16-Mar-20 -125
India 4.40 -75 27-Mar-20 -75 Taste 2.50 -100 16-Mar-20 -175
Cape Verde 1.00 -450 26-Mar-20 -450 Kuwait 1.50 -100 16-Mar-20 -125
Czech Republic 1.00 -75 26-Mar-20 -100 Sri Lanka 6.25 -25 16-Mar-20 -75
Albania 0.50 -50 25-Mar-20 -50 South Korea 0.75 -50 16-Mar-20 -50
Congo 7.50 -150 24-Mar-20 -150 Macao 0.86 -64 16-Mar-20 -114
Pakistan 11.00 -150 24-Mar-20 225 Hong Kong 0.86 -64 16-Mar-20 -114
Bangladesh 5.75 -25 24-Mar-20 25 New Zealand 0.25 -75 16-Mar-20 -75
Lesotho 5.25 -100 23-Mar-20 -125 us. 0.13 -100 15-Mar-20 -150
Seychelles 4.00 -100 23-Mar-20 -100 Canada 0.75 -50 13-Mar-20 -100
Kenya 7.25 -100 23-Mar-20 -125 Norway 1.00 -50 13-Mar-20 -50
Esuatini 5.50 -100 20-Mar-20 -100 Ukraine 10.00 -100 12-Mar-20 -350
Mexico 6.50 -50 20-Mar-20 -75 Mongolia 10.00 -100 11-Mar-20 -100
Moldova 3.25 -125 20-Mar-20 225 Serbi 1.75 -50 11-Mar-20 -50
Romania 2.00 -50 20-Mar-20 -50 Iceland 2.25 -50 11-Mar-20 -75
Namibia 5.25 -100 20-Mar-20 -125 United Kingdom 0.25 -50 11-Mar-20 -50
Thailand 0.75 -25 20-Mar-20 -50 Mauricio 2.85 -50 10-Mar-20 -50
Peru 1.25 -100 19-Mar-20 -100 Argentina 38.00 -200 05-Mar-20 -1700
Norway 0.25 -75 19-Mar-20 -125 Canada 1.25 -50 04-Mar-20 -50
Denmark -0.60 15 19-Mar-20 15 Moldova 450 -100 04-Mar-20 -100
United Kingdom 0.10 -15 19-Mar-20 -65 Jordan 3.50 -50 04-Mar-20 -50
South Africa 5.25 -100 19-Mar-20 -125 Kuwait 2.50 -25 04-Mar-20 25
Australia 0.25 -25 19-Mar-20 -50 Taste 3.75 -75 04-Mar-20 -75
Philippines 3.25 -50 19-Mar-20 -75 Macao 1.50 -50 04-Mar-20 -50
Indonesia 4.50 -25 19-Mar-20 -50 Hong Kong 1.50 -50 04-Mar-20 -50
Taiwan 1.13 -25 19-Mar-20 25 UAE 2.00 -50 03-Mar-20 -50
Brazil 3.75 -50 18-Mar-20 -75 Bahrain 1.75 -50 03-Mar-20 -50
Ghana 14.50 -150 18-Mar-20 -150 Saudi Arabia 1.75 -50 03-Mar-20 -50
Iceland 1.75 -50 18-Mar-20 -125 us. 1.13 -50 03-Mar-20 -50
Fiji 0.25 -25 18-Mar-20 25 Malaysia 2.50 -25 03-Mar-20 -50
Trinidad and Tobago 3.50 -150 17-Mar-20 -150 Australia 0.50 25 03-Mar-20 25

Source: Bloomberg and pages from central banks
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