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Banxico Flash

Unexpectedly, Banxico cuts fondeo rate in 50bp to 3.0% as
economic slack increases

« Since last statement there were two relevant events related to the monetary policy decision.
First, Banxico reduced its growth forecast from 3.0 to 4.0% to 2.3 to 3.3%, based on their
own first quarter GDP growth estimate of 0.60% g/g seasonally adjusted. Second, two days
afterwards, the observed first quarter GDP growth surprised the central bank and the
markets by growing only 0.28%.

« As aresult, in today’s statement Banxico stressed that the economic slack has increased
and that the second quarter GDP growth will be more moderate than expected. Given the
latter it is possible that Banxico will cut again its 2014 GDP growth forecast in its next
inflation report.

« The central bank expects that inflation will slump to close to 3.0% from January 2015
supported by the economic slack and the lower adjustment in gasoline prices next year.
This implies that real interest rates will continue being negative until December and will
return close to zero in January. The latter might suggest that Banxico is more tolerant to
negative real interest rates than in the past.

« The surprise regarding the timing and magnitude of the decision could be explained by the
expectation that inflation will begin to accelerate next month given the unfavorable annual
base effects.

« The exchange rate depreciated 0.37% and the Mexican stock market increased by 1.0%
immediately after the announcement.

« This move could also contribute to mitigate short term portfolio inflows, thus reducing
macroprudential risks that have been a source of concern for the central bank.

« Bottom line: The surprising rate cut suggests that the central bank considers that the
economic slack will prevail for longer and that inflation will remain under control.



Chart 1

Highlights from recent statements
25-Apr-14 06-Jun-14 Bottom line*
eEconomic growth perspectives improve
marginally ; e US economic activity was weaker than expected in
Global e US economic activity picked-up and is expected [the first quarter. A weaker 2014 GDP growth is | Pessimism on US
context (to improve in coming quarters; expected; economic activity
eSome downside risks prevail eDownside risks prevail
eLow global inflation eLow global inflation
o The balance of risks of economic activity o The weaknes_s of domestic demand
__ |improved marginally. surpassed the improvent of exports
Economic - . e The GDP growth for 2014 will be lower than .
. e There is an early improvement of some Dovish tone
activity expected two weeks ago
components of aggregate demand Th ic slack has i d
e The economic slack remains ¢ ' he economic slack has Increase .
o Downside risks are bised to the downside
The balance of risks remains stable based on: s
. e The balance of risks improved
; e The absence of second round effects on prices. X L . . .
Inflation N . e There are high probabilites that general inflation Dovish tone
e The inflation drop below 4.0% and the . .
. will be close to 3.0% since January 2015.
decrease of short term expectations.
Policy 0.00 -0.50
decision
Rate 3.50 3.00

Source: BBVA Research and Banxico

Arnoldo Lépez Marmolejo
Arnoldo.lopez@bbva.com

Ivan Martinez Urquijo
lvan.martinez.2@bbva.com

Av. Universidad 1200, Col. Xoco, México 03339 D.F. | researchmexico@bbva.bancomer.com | www.bbvaresearch.com | Follow us on Twitter

Disclaimer

This document was prepared by Banco Bilbao Vizcaya Argentaria’s (BBVA) BBVA Research and BBVA Bancomer S. A., Institucion de Banca Mdltiple, Grupo
Financiero BBVA Bancomer on behalf of itself and is provided for information purposes only. The information, opinions, estimates and forecasts contained herein refer
to the specific date and are subject to changes without notice due to market fluctuations. The information, opinions, estimates and forecasts contained in this document
are based upon information available to the public that has been obtained from sources considered to be reliable. However, such information has not been
independently verified by BBVA Bancomer, and therefore no warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. This document

is not an offer to sell or a solicitation to acquire or dispose of an interest in securities.
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