Banxico Minutes - Safeguarding financial
stability justifies prudent easing

= Banxico published the minutes of the decision held on May 14™, in which
the central bank cut the reference rate by 50bps to 5.50%b, in a unanimous
vote

= The document has lost some relevance after the publication of the 1Q20
Quarterly Report yesterday, in which we observed a less dovish tone
compared to recent communications and very relevant changes to the
outlook for growth and inflation

= Despite of this, we identified important comments on at least three topics,

with all of them relevant for their monetary policy implications, which

are:

(1) Debate over the outlook of inflation, which remains characterized as
highly uncertain;

(2) Details about the Board’s concerns over the financial shock
experienced by the Mexican economy; and

(3) Policy measures implemented to cope with the impact of COVID-19

= In our view, most members in Banxico’s Board continue favoring easing
rates in a prudent manner given the complex global and domestic
environment

= \We maintain our call that the central bank will cut the reference rate by
50bps in each of the next two meetings to be held in June and August, with
the reference rate reaching 4.50%, level where we expect it to maintain
until year-end. Moreover, we still do not rule out another intra-meeting
decision, particularly if high market stress returns

= Adjustment in expectations on Banxico favors our long position in real-
rate securities

Banxico minutes lose some relevance after yesterday’s Quarterly Report.
Banco de México published the minutes of the scheduled meeting held earlier this
month, in which the Board cut the reference rate by 50bps to 5.50% in a
unanimous vote. This surprised some market participants that expected at least
one dissenter in favor of a more aggressive cut. In our view, the document has
lost some of its importance after yesterday’s 1Q20 Quarterly Report (QR). In the
latter we perceived a less dovish tone and very relevant changes to the outlook
for growth (significantly lower for 2020) and inflation (mostly upwards).
Therefore, we focus on what we see as the most updated comments not mentioned
with that level of detail previously. Among them, we identify: (1) The debate over
the outlook of inflation, which remains characterized as very uncertain; (2) details
about the Board’s concerns over the financial shock experienced by the Mexican
economy, which we saw as a very important addition in the statement; and (3)
policy measures implemented to cope with the impact of COVID-19. Overall,
recent information reaffirms our conviction that most members believe the best
course of action is to continue the easing cycle in a prudent manner, fostering the
orderly adjustment of the economy and the markets in a very uncertain backdrop.
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The debate on inflation reveals heightened uncertainty. Yesterday, in the QR,
inflation forecasts and the balance of risks were updated, including additional
ones to those discussed in this meeting. Although the latter is still characterized
as uncertain, we perceived a less dovish tone, mainly due to forecast revisions. In
our view this tone is also observed in today’s document, where we identified a
rich discussion on this matter. Relative to the previous minutes, we identified
more concern on risks which could push inflation to the upside. In this respect,
one member stated “...that inflation is expected to increase in the following
months and that it could attain levels above Banco de México’s target in the
second half of the year...”. In our opinion, this echoes more closely greater
concerns in the updated balance of risks, acknowledging additional shocks from
the pandemic. Nevertheless, there are still calls on the contrary, as exemplified by
one member stating that he/she expects it to remain below 3% over the remainder
of the year, benefitted by lower energy prices. These opposed views are consistent
with high uncertainty about the estimates, with a large number of moving and
interrelated factors influencing the path going forward. Nevertheless, we think the
QR’s adjustments, which were mostly upwards, reflect the consensus view that
risks to the upside could outweigh for those to the downside. As a result, we
believe gradual and cautious actions will continue to be followed,
notwithstanding additional data that could induce deviations from the central
bank’s main scenario.

Considerations about the financial shock and the role of monetary policy. As
mentioned at the time of decision, we believe the inclusion of guidance that
decisions going forward will be made taking into account the financial shock
faced by the economy was very relevant. In this respect, we highlight that “...most
members highlighted that unprecedented capital outflows have been registered
and that foreign investors have reduced their government bond holdings by over
MXN 250 billion...”. This was referenced today again by Governor Diaz de Ledn
in a radio interview and resulted in a deterioration in operating conditions in
financial markets, a situation that has persisted even with an improved
performance in recent weeks (risk-on). As evidence, some pointed that debt and
foreign exchange markets continue to show reduced depth and a shortage of
liquidity and one stated it has distorted interest rates in certain nodes of the yield
curve. FX has kept trading in a wide range and with high spreads and intraday
volatility. Meanwhile, investors maintain a net short position in Mexico’s short-
term instruments through the derivatives market.

Given this backdrop, later in the document we observed one key comment about
its possible implications. Most members “...pointed out that some emerging
economies that have lowered their policy rates rapidly, have suffered a
depreciation of their currencies, even despite having intervened in their foreign
exchange markets...”. In our view this is quite important as it provides credence
to our view that a more aggressive pace of rate cuts could jeopardize an orderly
adjustment of the markets, particularly if operating conditions are not ideal.
Moreover, additional MXN losses remain among the most important risks to the
upside for inflation.
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This was reinforced by one member’s comment that the adoption of a more
aggressive monetary policy stance to support the recovery would imply incurring
in high risks in exchange for a modest impact on activity. Another stated that
although calls for more aggressive actions to ease have emerged, following a
gradual strategy is essential in view of the environment of high uncertainty and
the recently gained relevance of idiosyncratic factors. On the contrary, some
considered that the context grants a margin to continue lowering the policy rate
and that this should contribute to a more effective functioning of recently
announced facilities for the provision of liquidity and credit. Overall, this
situation maintains a complex and uncertain environment for monetary policy.

In our view, these comments justify the approach followed so far by the central
bank, in which prudence is needed and desirable. Mexico is deeply integrated to
the global economy and markets, has a high participation by non-residents in
domestic assets and wide and easy accessibility by investors, among others. As a
result, the central bank must account not only for the effects of its decisions not
only on the economy and macro variables but also on incentives to maintain
exposure to Mexican assets. In turn, this helps determine adjustments in capital
flows and investors’ portfolio composition, which in turn affect financial
conditions and their stability.

Policy measures in the face of COVID-19. The central bank has been
emphasizing this subject for a while, even devoting one of the QR’s grey boxes
to this. The discussion in the minutes is more subjective, albeit with most calling
for more actions. In the monetary front, at least two members are pushing for
more aggressive rate cuts as it would favor a speedier recovery of activity. In their
absence, the adverse impact of the pandemic would be stronger. Nevertheless,
there are also concerns from some members about the possible impact that a more
aggressive approach could have, as mentioned in the previous section. Moreover,
they also acknowledged that increased uncertainty could make monetary policy
less effective. In this sense, we believe the tone and actual votes —even while some
of them pushed for stronger cuts—, support that easing will remain gradual.
Meanwhile, there were also comments on the need to deploy already announced
liquidity and credit measures in a timely manner, along the need to analyze their
impact to study the possibility of expanding them and/or and introducing new
ones.

On the fiscal side, some relevant comments included that “...measures to support
the productive apparatus and to mitigate the effects of the pandemic have been
insufficient...”. Nevertheless, the Board recognizes big challenges, including a
small margin to maneuver given current public finances and Pemex’s situation.
However, most believe that fiscal resources need to be reassigned based on their
efficiency criteria, with one suggesting “...there are some margins for maneuver,
such as the reallocation of public spending from controversial large-scale
projects to priorities arisen as a result of the pandemic...”.
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We continue expecting the easing cycle to extend in coming months. We still
forecast two 50bps cuts in the upcoming two policy decisions (June and August),
taking the reference to 4.50%, where we estimate will finish this year.
Considering the Board’s data dependency approach on where to end the easing
cycle, our macroeconomic framework suggests it could happen relatively soon.
While the economic shock will be deep and result in massive disruptions, inflation
and financial risks will limit the magnitude of easing. On prices, we expect them
to keep climbing in coming months, much in line with Banxico’s forecasts,
building up gradually on the effects from the depreciation of the exchange rate
and supply shocks more than those stemming from higher slack. We believe
energy prices have already bottomed-out, which would insert slight upward
adjustments in this component. On financial stability, high uncertainty about the
pandemic will likely maintain high volatility levels. To add to the later, the US
elections continues to loom in the horizon, which has increased risk premiums in
domestic assets in previous periods. However, we still think there is some
uncertainty about the timing of these cuts, not ruling out another intra-meeting
decision in the case of higher financial stress. Nevertheless, and as we stated
yesterday, we believe the less dovish tone in both documents has modestly
reduced its probability of occurring.

From our Fixed income and FX strategy team

Adjustment in expectations on Banxico favors our long position in real-rate
securities. The local fixed-income market started this Thursday’s session
extending pressures experienced since yesterday, capturing a less dovish
assessment for Banxico from market participants. In this sense, the Mbonos and
TIHE-28 curves sold-off by 4bps on average, contrasting with a more defensive
performance in the real-rate Udibonos curve. However, this performance has
moderated as the session unfolds and the Mexican peso strengthens.
Consequently, and aligning to our view of a short-end of the yield curve that
appeared expensive, the market is currently pricing in accumulated -107bps of
implied rate cuts for 2020 from -118bps yesterday. Meanwhile, we highlight
within Banxico’s most recent communications its upward revision to its inflation
forecasts, a factor that favors our trade recommendation on long positions in the
Udibono Nov’35 opened last Friday.

Regarding the FX market, the Mexican peso did not experience a relevant reaction
to Banxico’s minutes, holding a highly sensible price action to global factors with
a still present risk-on sentiment. The currency is approaching the next resistance
level at 22.10 per dollar (+0.9% d/d). We identify attractive levels for USD
purchases below 22.20 acknowledging the possibility of reaching the next
relevant figure at 22.00, although holding the expectation of further pressures and
volatility in the following months.
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