Banxico - Rate hike confirms the restrictive
cycle, despite a divided Board

= In a majority decision (3-2), Banxico decided today to hike the reference
rate by 25bps to 4.50%, in line with our call and consensus expectations

= In our view, the statement maintains a hawkish tone given prevailing
concerns on inflation, in turn also reflected in the significant upward
move in the central bank’s forecasts after recent communication changes

=  Within the statement, we highlight that:
(1) The convergence of inflation to the target was delayed to 1Q23,
longer than the 3Q22 that had been signaled in the last decision;
(2) Deputy Governors Galia Borja and Gerardo Esquivel voted again to
keep the reference rate on hold; and
(3) They expect Mexico’s recovery to continue for the remainder of the
year despite persisting risks due to the increase in contagions

= We maintain our call of three additional 25bps hikes for the rest of 2021,
taking the reference rate to 5.25%. For 2022, we see two more hikes of
the same magnitude at the start of the year and one at the end, closing at
6.00%

= The split decision triggered a positive reaction in local rates

Banxico hikes 25bps, in line with expectations. The rate increased to 4.50%, in
line with expectations after the surprise hike in the last decision. In our view the
tone of the statement remains hawkish, with the Board still concerned about
inflation. Moreover, we had new information following recent changes to the
communication strategy. These include: (1) The vote’s direction of all members,
with Deputy Governors Galia Borja and Gerardo Esquivel dissenting in favor of
keeping the rate unchanged; and (2) updated inflation forecasts for the next eight
quarters, shown in the table below. In the latter, we note the convergence to the
target was delayed even further than they expected in the previous meeting
(3Q22), now seeing it until 1Q23. It is our take that forecast changes and the
overall tone confirm that Banxico has already started a hiking cycle. However, its
extension and magnitude remain uncertain given data dependency and, especially,
as we had a split decision again. Nevertheless, we maintain our call of three
additional 25bps hikes for the rest of 2021, taking the reference rate to 5.25%. For
2022, we see two more hikes of the same magnitude at the start of the year and
one more at the end, closing at 6.00%.

CPI forecasts
% yly, quarterly average

2Q21  3Q21  4Q21 1Q22  2Q22 3Q22  4Q22 1Q23  2Q23
CPI
Current 6.0 5.6 5.7 5.2 3.9 3.2 34 31 31
Previous 5.8 45 4.8 4.3 3.0 31 31 29 -
Difference (bps) +20 +110 +90 +90 +90 +10 +30 +20
Core
Current 4.4% 4.7 5.0 51 44 3.6 33 31 3.0
Previous 4.3 39 39 3.9 33 3.2 3.2 32 -
Difference (bps) +10 +80 +110 +120  +110 +40 +10 -10

Source: Banco de México. *Observed data
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Banxico’s 2021 policy decisions

Date Decision
February 11 -25hps
March 25 Obps
May 13 Obps
June 24 +25bps

August 12 +25bps
September 30 -
November 11

December 16

Source: Banxico

Document for distribution among the
general public


https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20210805_Banxico_CommStrategy.pdf
https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20210805_Banxico_CommStrategy.pdf
mailto:leslie.orozco.velez@banorte.com
https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20210211_Banxico_Jan_Eng.pdf
https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20210325_Banxico_Mar_Eng.pdf
https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20210513_Banxico_May_Eng.pdf
https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20210624_Banxico_Jun_Eng.pdf

Strong upward adjustment on inflation forecasts. Globally, they seem to
recognize a more complex backdrop, saying that inflation °
increasing significantly...”, given pressures in commodities’ prices, as well as
“multiple” bottlenecks in production (supply shocks). Therefore, and as signaled
last week, the institution revised their quarterly inflation forecasts strongly to the
upside. Given that they still consider most shocks as transitory, the largest
changes were made in the one-year horizon period. Nevertheless, due to dynamics
already seen and these changes, the convergence to the 3% target was delayed
until 1Q23. We should remember that, in the previous statement, this was
expected in 3Q22, in turn one quarter later than in the last Quarterly Report. For
the core, adjustments were also meaningful. Regarding the balance of risks, we
consider especially relevant that: (1) It remains skewed to the upside, even when
forecasts were adjusted in the same direction; and (2) factors to the upside and
downside were practically unchanged relative to the previous decision. All in all,
we believe that this information supports a more hawkish stance by the institution
and is consistent with a tightening cycle.

‘...continued

The recovery will continue despite higher contagions. We saw few changes
about the economy, affirming that global activity kept recovering. We noted the
warning that some AEs monetary stimulus remains in some AEs, although a
withdrawal is already expected, while several EMs have already reduced it. For
Mexico, they mentioned that the recovery continued through the second quarter
and that they expect it to maintain this trend for the remainder of the year despite
risks prevailing because of the increase in COVID-19 cases. Therefore, we think
Banxico remains quite optimistic on growth despite the ‘delta’ variant and its
potential impact, both globally and locally.

We maintain our call of more hikes in coming months. Considering the strong
adjustments to inflation forecasts and the statement’s tone, we reiterate our view
that the hiking cycle has begun and will continue in the near future. Moreover,
we think the global trend has become less accommodative at the margin, reducing
the room to leave the rate unchanged. Specifically: (1) We now see the Fed’s
tapering announcement in September and the start in December, slightly earlier
than previously; and (2) the inflation outlook has also become more difficult in
several countries, with several emerging markets (e.g. Brazil, Chile, Russia,
Hungary) also hiking rates. On the other hand, uncertainty remains high about the
effect on prices from supply shocks and the recent introduction of price ceilings
to LP gas. Nevertheless, we still anticipate some resistance to the downside at the
core level (above 4.0% at least until 3Q22, and above Banxico’s forecasts) and
healthy economic performance (despite new highs in terms of daily COVID-19
cases because of ‘delta’). Hence, we think it is necessary to continue the hiking
cycle to avoid a potential impact from currently high inflation into expectations.
Specifically, we maintain our call of three additional 25bps hikes for the rest of
2021, taking the reference rate to 5.25%. For 2022, we see two more hikes of the
same magnitude at the start of the year and one at the end, closing at 6.00%.
However, an ample debate is likely to continue about the total magnitude of the
cycle given the bank’s data dependency mode, but especially because: (1) The
Board remains very divided; and (2) there will be changes in its composition at
the start of next year.
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From our fixed income and FX strategy team

The split decision triggered a positive reaction in local rates. The Mexican
yield curve adjusted sharply to Banxico’s decision reversing previous losses in
the session that accumulated a sell-off as strong as 7bps in TIIE-28 swaps. From
its weakest point in the day, these adjustments resulted in a net rally of ~7bps for
Mbonos and of ~12bps in TIIEs, mainly focused in mid-term tenors. Given the
communiqué’s tone and CPI forecasts, this performance suggests a market
interpreting the split decision in a less hawkish tone relative to expectations.
Moreover, gains focused in mid-term maturities reflect some uncertainty
regarding a more restrictive policy stance for next year. This support will
probably endure for the next sessions benefiting locales rates and will result in a
temporal steeper slope. However, short- and mid-term rates’ rally is limited to the
market’s repricing for Banxico, which is already factoring a feasible monetary
stance. In this sense, the yield curve prices in additional hikes for close to 75bps
in 2021, consistent with our estimate of the reference rate closing December at
5.25%. Moreover, we hold a view of Treasuries trading at higher levels this year,
a situation that will also limit a further rally in local rates. Under this context, we
wait for better market conditions for directional strategies.

In the FX market, the Mexican peso sold-off from USD/MXN 19.86 to 19.97,
closing fairly unchanged vs yesterday’s close at 19.93. The pesos’ reaction
reflects the sensibility the currency will hold for the carry effect, a factor we still
see as supportive for a defensive performance in the following months amid a
structural USD strengthening. We hold a bias favoring USD purchases in dips,
with first attractive levels at USD/MXN 19.80.
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on the company (s) or firm (s) within this report, along with its affiliates and/or securities issued. Moreover, we also state that we have not received, nor
receive, or will receive compensation other than that of Grupo Financiero Banorte S.A.B. of C.V for the provision of our services.

Relevant statements.

In accordance with current laws and internal procedures manuals, analysts are allowed to hold long or short positions in shares or securities issued by
companies that are listed on the Mexican Stock Exchange and may be the subject of this report; nonetheless, equity analysts have to adhere to certain
rules that regulate their participation in the market in order to prevent, among other things, the use of private information for their benefit and to avoid
conflicts of interest. Analysts shall refrain from investing and holding transactions with securities or derivative instruments directly or through an
intermediary person, with Securities subject to research reports, from 30 calendar days prior to the issuance date of the report in question, and up to 10
calendar days after its distribution date.

Compensation of Analysts.

Analysts’ compensation is based on activities and services that are aimed at benefiting the investment clients of Casa de Bolsa Banorte and its subsidiaries. Such
compensation is determined based on the general profitability of the Brokerage House and the Financial Group and on the individual performance of each analyst.
However, investors should note that analysts do not receive direct payment or compensation for any specific transaction in investment banking or in other business
areas.

Last-twelve-month activities of the business areas.

Grupo Financiero Banorte S.A.B. de C.V., through its business areas, provides services that include, among others, those corresponding to investment banking
and corporate banking, to a large number of companies in Mexico and abroad. It may have provided, is providing or, in the future, will provide a service such as those
mentioned to the companies or firms that are the subject of this report. Casa de Bolsa Banorte or its affiliates receive compensation from such corporations in
consideration of the aforementioned services.

Over the course of the last twelve months, Grupo Financiero Banorte S.A.B. C.V., has not obtained compensation for services rendered by the investment bank or
by any of its other business areas of the following companies or their subsidiaries, some of which could be analyzed within this report.

Activities of the business areas during the next three months.

Casa de Bolsa Banorte, Grupo Financiero Banorte or its subsidiaries expect to receive or intend to obtain revenue from the services provided by investment banking
or any other of its business areas, by issuers or their subsidiaries, some of which could be analyzed in this report.
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whose underlying securities are the subject of recommendations, representing 1% or more of its investment portfolio of outstanding securities or 1 % of the issuance
or underlying of the securities issued.
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have any charges in the issuers that may be analyzed in this document.

The Analysts of Grupo Financiero Banorte S.A.B. of C.V. do not maintain direct investments or through an intermediary person, in the securities or derivative
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Guide for investment recommendations.

Reference
BUY When the share expected performance is greater than the MEXBOL estimated performance.
HOLD When the share expected performance is similar to the MEXBOL estimated performance.
SELL When the share expected performance is lower than the MEXBOL estimated performance.

Even though this document offers a general criterion of investment, we urge readers to seek advice from their own Consultants or Financial Advisors, in order to
consider whether any of the values mentioned in this report are in line with their investment goals, risk and financial position.

Determination of Target Prices

For the calculation of estimated target prices for securities, analysts use a combination of methodologies generally accepted among financial analysts, including, but
not limited to, multiples analysis, discounted cash flows, sum-of-the-parts or any other method that could be applicable in each specific case according to the current
regulation. No guarantee can be given that the target prices calculated for the securities will be achieved by the analysts of Grupo Financiero Banorte S.A.B. C.V,
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The information contained hereby has been obtained from sources that we consider to be reliable, but we make no representation as to its accuracy or completeness.
The information, estimations and recommendations included in this document are valid as of the issue date but are subject to modifications and changes without
prior notice; Grupo Financiero Banorte S.A.B. of C.V. does not commit to communicate the changes and also to keep the content of this document updated. Grupo
Financiero Banorte S.A.B. of C.V. takes no responsibility for any loss arising from the use of this report or its content. This document may not be photocopied, quoted,
disclosed, used, or reproduced in whole or in part without prior written authorization from Grupo Financiero Banorte S.A.B. of C.V.
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