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Banxico will continue their rate cut cycle with a larger
50bp rate cut on Thursday

A 50bp rate cut would mark the beginning of a long overdue easing cycle

Javier Amador / Carlos Serrano
November 12, 2019

¢ All members will vote for arate cut, we expect a split vote again but now with a third Board
member joining the two members that already saw the need for a faster pace of easing in
September’s meeting

e A 50bp would not take the markets by surprise at all since one third of the analysts surveyed by
Bloomberg are expecting a larger cut and the swap curve is pricing in a bit more than 50bp of
easing for the rest of 2019

e Although given the lag with which monetary policy operates and the current unwarranted
restrictive stance Banxico is well behind the curve in the easing cycle, it has shown extreme
caution and a smaller 25bp rate cut has a 40% chance in our view

e Following the dovish shift in the previous statement, we now expect a clear dovish forward
guidance in Thursday’s monetary policy decision accompanying statement

e We continue to expect the policy rate to reach 7.0% by year-end and 6.0% by June 2020; a faster
easing pace and a looser monetary policy stance are warranted but we expect Banxico to remain
cautious

The case for a faster easing pace became stronger in the intermeeting period,;
the current restrictive stance is unwarranted

The case for a larger 50bp cut became stronger in the intermeeting period. Following the previous monetary policy
decision we argued that the size of the rate cut in Thursday’s meeting would ultimately depend on core inflation’s
performance and expected trajectory as opposed to Banxico’s forecasts. Core inflation has now slowed four months in
a row (-0.2pp) and edged down -0.1pp in the intermeeting period (see graph 1). Although gradually, it is clearly slowing
down and a weakening economy / widening negative output gap points to a faster slowing pace in coming months.
Besides, its recent performance and most likely trajectory going forward will be consistent with Banxico’s expected
trajectory. Moreover, risks are now biased to a faster slowing pace than currently expected by the central bank as a
further weakening of the economy and a stronger MXN will likely put downward pressure on core inflation over the
coming months. In our view, the core stickiness argument to keep the monetary policy stance as restrictive as it
currently is, no longer holds.
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Besides, headline inflation remained at 3.0% in the intermeeting period (see graph 1) and will most likely end the year
well below 3.0% (we expect it to reach 2.7% by year-end). Headline inflation is likely to slow markedly in Nov-Dec on a
slowing core inflation, as the global slowdown continues to put downward pressure on energy prices and on a
favorable base effect as fresh food prices are likely to increase much less than in Nov-Dec 2018. As we expected, 12-
month inflation expectations have declined sharply (see graph 1) while market-based long-term inflation expectations
have moved in a narrow range close to 3.5% following a sharp drop in line with MXN strength. The MXN continues to
outperform emerging-market currencies (see graph 2) and has appreciated around 2.5% since the start of Banxico’s
gradual easing cycle, certainly easing concerns on the effect of a less restrictive stance on the MXN. Besides, a
possible USMCA ratification by the US Congress in the near-term would likely further boost the Peso. As we have
argued before, concerns on the effect of a less restrictive stance on the exchange rate, inflation and inflation
expectations are overdone.

Graph 1. Change since last monetary policy Graph 2. MXN vs other EM currencies* since the
meeting for selected inflation and inflation start of Banxico’s rate cut cycle
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Not only does the case for a larger rate cut has become stronger since the last meeting where two members already
voted for a 50bp cut, the need for a faster easing pace also has. With an economy at the edge of recession, a widening
output gap, low headline inflation (on target now and below target as soon as next month), softer core inflation that will
further decline in the remainder of the year, and lower inflation risks, the current restrictive stance is unwarranted. The
rate cut cycle has much further to run and a faster easing pace is warranted. Banxico has not kept such a high
monetary policy rate with headline inflation this low (see graph 3) and with a slowing core inflation (see graph 4).
Moreover, the restrictive stance has not even eased anything following the two 25bp rate cuts since 12-month inflation
expectations have eased more than 0.5pp and is not consistent with core inflation and inflation expectations slowing
trends (see graphs 5 and 6). In other words, even with core inflation slowing down following its stickiness, with headline
inflation on target and with lower inflation expectations and risks, Banxico has not yet eased the monetary policy, which
remains excessively restrictive, is weighing on growth and, more importantly, is not consistent with the inflation, growth
and risks backdrop. Banxico should feel comfortable embarking in a long overdue easing cycle.
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Graph 3. Nominal monetary policy rate and
headline inflation (%)
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Graph 4. Nominal monetary policy rate and core
inflation (%)
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Graph 5. Real exante monetary policy rate and
core inflation (%)
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Graph 6. Real ex-ante monetary policy rate and
12-month inflation expectations (%)

0 WO OO O A NNMMMSSTLWOLW O© ON~NMNOWO O wgmmOOHNNmmwmmwml\l\mmm
QR QG g g g g S g eI udTddgg GG g ggad
j= ) D 20 S a9 a9 s > cCc c D B >0 5 a9 o c O D >0 5 9 aks > cCc c o B >0 5 9 a
m:agmogwmg—o:msagmmgmm m:agmmgwmﬁo:m:asww%ww
2200”0z, =20sa0uwon SZ=20s0”2Ln<z2z,52=20sa0”uwL 0

Real ex ante policy rate «======= Core inflation
neutral ~  ttmooo range

* Calculated with12-month inflation expecations using Banxico’s Analyst
Surveys for observed data and our projected inflation path for forecasted
rate. The neutral rate (2.6%) and range (min, max: 1.8%-3.4%) are
Banxico’s estimates

Source: BBVA Research / Banxico / INEGI

real exante policy rate e 12m inf exp
neutral ------- range

* Calculated with12-month inflation expecations using Banxico’s Analyst
Surveys for observed data and our projected inflation path for forecasted
rate. The neutral rate (2.6%) and range (min, max: 1.8%-3.4%) are
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Thus, in our view, a larger cut will be consistent with Banxico cautiousness. It will simply mark the start of a long
overdue easing cycle. Besides, a 50bp would not take the markets by surprise at all since one third of the analysts
surveyed by Bloomberg (us among them) are expecting a larger cut and the swap curve is pricing in a bit more than
50bp of easing for the rest of 2019. Following the dovish shift in the previous statement, we now expect a clear dovish
forward guidance in Thursday’s monetary policy decision accompanying statement and that Banxico will be finally
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willing to characterize inflation risks as biased to the downside. Overall, a more dovish tone is warranted; a better
forward guidance will be welcomed.

Looking ahead, we continue to expect the policy rate to reach 7.0% by year-end and 6.0% by June 2020. Such a
gradual easing pace would only take the nominal policy rate to a neutral range by 2Q20 (see graph 7) and monetary
policy to a neutral stance at the same time (see graph 8), in a context where, form a cyclical perspective, going below
neutral would make sense. The spread between Banxico’s monetary policy rate and the fed funds rate would remain at
historically high levels (5.5%) following the 50bp cut, if confirmed. Morevoer, with the relative Peso strength and
stability and with central banks among the emerging market world easing their policy at a faster pace than Banxico
(and from much less restrictive stances and in many cases with higher inflation rates). MXN'’s risk-adjusted carry-trade,
which is now among the highest (see graph 9), will remain well above the emerging market currencies average (see

graph 10). A faster easing pace is warranted and a looser stance would be more appropriate than a neutral stance but
we expect Banxico to remain extremely cautious.

Graph 7. Nominal monetary policy rate: actual and Graph 8. Real ex-ante monetary policy rate: actual
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Graph 9. Risk-adjusted carry-trade
(Pp)
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Graph 10. Risk-adjusted carry-trade: actual and forecast*
(Monthly averages, pp)
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Disclaimer

This document was prepared by Banco Bilbao Vizcaya Argentaria’s (BBVA) BBVA Research and BBVA Bancomer S. A., Institucion de Banca
Multiple, 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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